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SLEEPYHEAD
A security agreement must be enforceable against third parties – who is a third party? Does it include a liquidator?

A recent Court of Appeal case which considered the issues of third party enforceability and agency was Dunphy & Shephard v Sleepyhead Manufacturing Company Limited [2007] NZCZ 241.  This case is very significant in terms of the Personal Property Securities Act 1999 (“PPSA”).

The Facts
· 1992 - Sleepyhead starts supplying bedding products to King Robb under a retention of title arrangement, but Sleepyhead’s written security agreement was not signed by King Robb.
· 1 May 2002 – BNZ registers a financing statement over all present and after-acquired property of King Robb.
· 3 May 2002 – Sleepyhead registers a financing statement on the PPSR.
· March-August 2004 – Sleepyhead supplies bedding products to King Robb.
· August 2004 – King Robb goes into liquidation and has Sleepyhead bedding products which have not been paid for.
· Sleepyhead accepted that King Robb had never assented to the terms of its security agreement in writing (this fact was important in terms of s 36(1) of the PPSA).
· It was accepted that there was a contract between Sleepyhead and King Robb in terms of the invoices between them.
· BNZ were paid in full and the liquidators refused to pay the surplus to Sleepyhead, having treated Sleepyhead as an unsecured creditor.

· Sleepyhead successfully sued the liquidators in the High Court for failing to hand over the goods or account to Sleepyhead for the proceeds received by the liquidator on the sale of those goods. The liquidators appealed to the Court of Appeal.

The Relevant Provision
Section 36(1):

(1)
A security agreement is enforceable against a third party in respect of particular 
collateral only if—
(a)
The collateral is in the possession of the secured party; or

(b)
The debtor has signed, or has assented to by letter, telegram, cable, telex message, facsimile, 
electronic mail, or other similar means of communication, a security agreement ………

The Key Issue 

Were the liquidators a “third party” for the purposes of section 36(1) of the PPSA? 

This issue was significant because if the liquidators were a third party then Sleepyhead’s security agreement, which was not signed or assented to by King Robb, would not be enforceable against the liquidators and therefore Sleepyhead would be treated as an unsecured creditor. 

Conversely if the liquidators were not a third party then King Robb would not have needed to sign or assent to the security agreement for the security agreement to be enforceable against the liquidators.

The term “third party” is not defined in the PPSA but assistance as to the interpretation is in the example following s36 which says:

Example

Person A sells a motor to person B.

The invoice relating to the sale of the motor contains contractual terms, including a retention of title clause.

Person B has not signed the invoice.

Person A has a security interest in the motor which is enforceable against person B, but is not enforceable against anyone else.

The Court in the Sleepyhead case commented that Sleepyhead’s security agreement was not enforceable against BNZ (who was a third party in terms of s36). Therefore, if Sleepyhead had complied with s36(1)(b) (e.g. had a signed security agreement from King Robb) then Sleepyhead would have ranked ahead of BNZ’s security interest (i.e. Sleepyhead would have had “super priority” (a purchase money security interest) which would rank ahead of BNZ who had a security interest over all present and after acquired property of King Robb).

The liquidators argued that they were a “third party” in terms of s36(1) and therefore Sleepyhead’s security agreement was not enforceable against the liquidators.

Sleepyhead argued that it was entitled to enforce the security agreement against the debtor (King Robb) and the liquidation of King Robb did not affect that right.

The specific question for the Court was:


Is Sleepyhead continuing to enforce its security agreement against King Robb, even after King Robb’s 
liquidation?

Remember, it was accepted that there was a contract between Sleepyhead and King Robb in terms of the invoices between them.

The Conclusion

The Court of Appeal agreed with the High Court and found that a liquidator is not a third party distinct from a debtor because a liquidator is an agent of the company.

The fact that the control of the company passed on liquidation from the directors to the liquidators did not impact on the enforceability of Sleepyhead’s security interest.  The liquidators argued that the categorisation of a liquidator was that of a “holder of a power” meaning that the liquidators in this case where not bound by the terms of unsigned security agreements on that basis that, while they have powers to deal with the property of the company, they do not do so as agent for the company. The Court disagreed with the liquidators’ argument.

The Court concluded as follows:


We conclude that Sleepyhead’s efforts to enforce its security agreement in the case involved enforcement between the parties to the security agreement, namely Sleepyhead and King Robb. Having complied with s 40(1)(a) and (b), Sleepyhead’s security interest had attached to the collateral, the goods which it had supplied to King Robb and their proceeds of sale, for the purposes of enforcing rights between Sleepyhead and King Robb. The liquidators were therefore wrong when they refused to recognise Sleepyhead’s security interest. In the absence of any superior interest (here, the BNZ security interest), Sleepyhead would have been entitled to possession of the goods subject to its security interest under s 248(2) of the Companies Act. The liquidators would have been bound to respect that.

The Court supported the analysis by Gedye, Cuming and Wood (in their text Personal Property Securities in New Zealand) in relation to a “third party” for the purposes of s36(1)). In their text the authors said (at para 36.9) that:


Section 36 imposes a writing requirement only for the purposes of enforcement against a third party. 
A third party will generally be a person who has an interest in the collateral.  It would not be usual to 
speak of enforcing a security interest against an unsecured creditor of the debtor.

The Court commented this analysis was consistent with the approach in the PPSA in relation to non-perfection of security interests. 

They further commented the situation would be different for a non-corporate debtor because the property vests in the Official Assignee (s64(1)(e), Insolvency Act 2006) meaning the OA has a proprietary interest in the property of the bankrupt. So if a secured party wanted to assert its interest in the property s/he must do so against the OA not the debtor. It is different in the case of a liquidation – section 248(1)(a)  says the liquidator has custody and control of the company’s assets – meaning the assets remain the property of the company.

The liquidators were wrong in concluding that Sleepyhead did not have a security interest. Sleepyhead had a security agreement. Security agreement is defined in the PPSA as follows:

· Means an agreement that creates or provides for a security interest; and

· Includes a writing that evidences a security agreement (if the context permits).

The invoices between Sleepyhead and King Robb were writings evidencing a security agreement. 
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