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RODERICK J. WOOD"

Circular priority problemsareendemicin secured
transaction law. A circular priority situation arises
when there are three or more parties with competing
claimsto the same asset and thereis no clear ranking
of priority among them. Therearemultipleapproaches
applied by courts or advanced by commentators to
resolve circular priority problems. The different
mechanisms used by the courts to resolve a circular
priority problem are evaluated using criteria that
reflect the general values and goals of commercial
law, and the mechanism that best accords with this
criteria is identified. Although consensus on the best
way of breaking a circularity will reduce litigation
costs, it does not provide a complete solution, asit can
be undermined by ex post bargaining among creditors.
Giventhisinstability, priority rulesshould bedesigned
so as to limit the occasions when such problems can
arise.

Les problémes de priorité circulaire sont
endémiques au droit des transactions garanties. Un
probléme de priorité circulaire survient lorsqu’il y a
trois parties ou plus avec des revendications
concurrentes pour le méme actif et qu'il n'y a pas
vraiment de hiérarchie claire entre eux. I existe de
nombreuses approches utilisées par les cours ou
émisespar descommentateursdanslebut derégler les
problémes de priorité circulaire. Les divers
mécanismes que les cours utilisent pour régler ces
problémes sont évalués a la lumiére de critéres
reflétant les valeurs générales et les objectifs du droit
commercial; le mécanisme qui convient le mieux aux
critéres est identifié. Bien qu'un consensus sur le
meilleur moyen de briser la circularité permette de
réduire les frais de litige, il ne résout pas tout le
probléme parce qu'il peut &re amoindri par des
négociations « aprés coup » entre créanciers. Compte
tenu de cette instabilité, des régles prioritaires
devraient étre éaborées afin de réduire au minimum
les occasions ou ces problémes peuvent surgir.
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|. INTRODUCTION

Circular priority problems have vexed lawyers for a long time.! Those who have
endeavoured to resolve these problems claim that they can produce feelings of rage?
embarrassment,? and despair.* No system of law governing secured transactionsisimmune
from their deleterious influence. They arise in connection with both real property and
personal property. The recent modernization and reform of secured transaction law has not
produced any solution to the problem of the circulus inextricabilis.® The difficulty arises
fromthevery structure of priority rules. Priority rulestypically taketheform of abinary rule
that gives one party priority over another. This works well so long as there are only two
partiesinvolved inthe competition. A circular priority system may arisswhentherearethree
or more® parties with competing claims to the same asset. The relevant priority rules are
applied to rank each party’s claim as against another of the competing claimants. It is

One of the earliest recorded casesis Ingramv. Pelham (1752), Amb. 153, 27 E.R. 102 (Ch. D.). For an
early academic debate ontheresolution of circular priority systems, seeJ. Randolph Tucker, “ The Deeds
of Trust Puzzle: A Legal Paradox” (1895) 1 Va. L. Reg. 4; John B. Moon, “‘ The Deeds of Trust Puzzle’
— A Reply” (1895) 1 Va L. Reg. 254.

In an oft cited passage, Grant Gilmore, Security Interestsin Personal Property (Boston: Little, Brown
& Co., 1965) vol. Il at 1020-21 states that “[a] judge who finds himself face to face with a circular
priority system typically reactsin the manner of abull who has been goaded by the picadors: he paws
the ground and roars with rage.”

Michael D. White, “ Untangling Circular PrioritiesUnder UCC Section 9-114” (1981) 86 Com. L.J. 231
at 233 claims that the existence of such problemsisto be regarded as a“ minor embarrassment” to the
drafters of the statute.

In Andrusv. Burke, 48 A. 228 at 229 (N.J. Ct. Ch. 1901), Pitney V.C. stated that “1 have never been able
to understand the logic of this reasoning, having been taught while alaw student that the legal puzzle
presented by the situation was insoluble on any known principles.” See also Kingsberry Mortgage Co.
v. Maddox, 233 N.E.2d 887 (Ohio Ct. Com. PI., 1968) at 892 [Maddox] where it is stated: “[t]he court
feelsthat there is no method of logic or mathematics then that can solve this problem.”

Thisisthe term used in E.H. Burn, ed., Cheshire and Burn’s Modern Law of Real Property, 15th ed.
(London: Butterworths, 1994) at 722.

Eric Kades, “ The Laws of Complexity and the Complexity of Laws: The Implications of Computational
Complexity Theory fortheLaw” (1997) 49 RutgersL. Rev. 403 at 457-60 demonstratesthat theanalysis
can jump from merely complex to absol utely mind-boggling once more than three parties are involved
in amulti-circuit circular priority system.
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possible that the cumulative result of this process is that no stable ranking of priority is
produced.” A has priority over B. B has priority over C. C has priority over A. If there are
insufficient funds to satisfy all of their claims, some method must be found to break this
circularity.®

I will begin, in Part 11, by setting out ten cases that appear to create circular priority
systems. By doing so, | hope to demonstrate that these problems are pervasive and cannot
be dismissed as mere academic puzzles that are used by law professors to torture their
students at exam time. In Part 111, | will draw a fundamental distinction between apparent
circular priority systemsandtruecircular priority systems. Theformer can beeasily resolved
through the application of established legal principle — either through proper contractual
interpretation or by application of the shelter principle of property law. The latter are not so
easily resolved, and a search for some other method for breaking the circularity must be
undertaken. In Part IV, | will canvass the various solutions or formulas that have been
applied by the courts or proposed by legal commentators. The difficulty is not that there is
no solution to circular priority systems, but that there are too many with little or no
discussion of their relative advantages and disadvantages. In Part V, | will provide an
assessment of theseapproachesby identifying aset of criteriathat promotethe general values
and goals of commercial law, and | will use these criteriato test the various solutions that
have been applied or proposed. Using this approach, | will identify an approach to the
judicial resolution of circular priority problems that best fits the criteria. In Part V1, | will
demonstrate that thereisno “magic bullet” to the problem of circular priority systems. Even
if courts agreed upon aformulato break acircular priority system, post-default bargaining
among the parties can destroy the predictability of the judicial solution to the problem. In
Part V11, I will conclude that the judicial response to the problem of circularity is at best a
partial solution, and that the legidlative design of priority rules and the proper coordination
of commercial law statutes do much to minimize, but not eliminate, theincidence of circular
priority systems.

Il. ANINVENTORY OF CIRCULAR PRIORITY SYSTEMS

A circular priority systemisnot anisolated or exceptional phenomenon. An inventory of
circular priority systems is set out below in order to illustrate the wide variety of
circumstances in which they can be generated. Although this covers many of the circular
priority systems that are likely to arise, it is not intended to be an exhaustive list of all
possibilities. Furthermore, the list has been restricted to those circular priority systems that
arisein connection with secured transactionsin personal property. Although circular priority

7 Sherman S. Hollander, “Imperfections in Perfection of Ohio Fixture Liens’ (1963) 14 West. Res. Law
Rev. 683 at 692 comments that whereas “[p]riority is the orderly, consecutive assignment of position
torights,” acircular priority system“prohibitslogical priority.” For thisreason, herefersto acircularity
as “the antithesis of priority.”

8 InG.M.S Securities& AppraisalsLtd. v. Rich-Wood KitchensLtd. (1989), 9 P.P.S.A.C. 153 (Ont. S.C.)
at 154, McDermid L.J. stated that “in order to sever this Gordian knot, resort must be made to some
Alexandrian sword which is not found within the four corners of the statutes.”
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problemsalso arisein respect of real property® and many of the proposed solutionswerefirst
developed in this context, the list has been restricted simply to place a limit on an already
lengthy inventory.

A. CASE 1. SUBORDINATION AGREEMENT

SP1 (secured party) registers first. SP2 registers second. SP3 registers third. SP1 agrees
to subordinateitsclaimin favour of SP3. SP1 haspriority over SP2 by virtue of SP1’ searlier
registration.® SP2 has priority over SP3 by virtue of SP2's earlier registration. SP3 has
priority over SP1 by virtue of the subordination agreement.™

B. CASE 2: BUYER WITH KNOWLEDGE

SP1 registers first. SP2 registers second. B (buyer) buys goods from the debtor in the
ordinary course of business of the debtor. B knowsthat the sale constituted abreach of SP2's
security agreement, but did not know of SP1’s security interest. SP1 has priority over SP2
by virtue of SP1’s earlier registration. SP2 has priority over B. B cannot assert the ordinary
course buyer rule against SP2, since B knew that the transaction violated the terms of SP2's
security agreement.’? B takes free of SP1's security interest because B can invoke the
ordinary course buyer rule.

Thereare several other priority rulesthat afford protection to abuyer if the buyer does not
know of a prior security interest. Some of these apply to goods,*® but some apply to other
categories of collateral, such asinstruments and documents of title.** Each of these rules can
giveriseto asimilar problem when a buyer has knowledge of ajunior security interest but
not of a senior security interest.

C. CASE 3: PURCHASE-MONEY SECURITY INTEREST IN INVENTORY

SP1 takes a security interest in all present and after-acquired personal property and
registersfirst. SP2 takesasecurity interest in all present and after-acquired personal property
and registers second. PMSP (purchase-money secured party) takes a purchase-money
security interest in the inventory that it suppliesto the debtor. PM SP registersthird in time,
and gives notice of its intention to take a purchase-money security interest to SP1, but not
to SP2. SP1 has priority over SP2 by virtue of SP1's earlier registration.”® SP2 has priority
over PM SP, since PM SP' sfailureto notify SP2 meansthat priority will be determined by the

o A single example must suffice for now. A takes a mortgage on land but failsto register. B registersa
judgment or writ in the land registration system. C takes a second mortgage and registers it. A has
priority over B (since thelack of registration does not ater the rule that the writ only binds the debtor’s
interest in the land). B has priority over C, because C takes the mortgage subject to the binding effect
of B’swrit. C has priority over A because of A’sfailureto register.

10 Personal Property Security Act, R.S.A. 2000, c. P-7, s. 35(1) [APPSA]; Personal Property Security Act,
R.S.0. 1990, c. P.10, s. 30(1) [OPPSA]. The Alberta Act will be used as representative of the common
law jurisdictions, other than Ontario, that use asubstantially similar model. Unless otherwiseindicated,
areference to the “PPSA” refers to both models of legislation.

1 APPSA, ibid., s. 40; OPPSA, ibid., s. 38.

2 APPSA, ibid., s. 30(2); OPPSA, ibid., s. 28(1).

1 See APPSA, ibid., ss. 30(3)-(8); OPPSA, ibid,, s. 28(5).

1 See APPSA, ibid., s. 31; OPPSA, ibid., ss. 28(3), (4), (6).

1 APPSA, ibid., s. 35(1); OPPSA, ibid., s. 30(1).
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order of registration. PM SP has priority over SP1, since PM SP has satisfied the conditions
necessary to invoke its purchase-money security interest superpriority.’®

D. CASE 4: FIXTURES

Therearetwo scenariosthat can giveriseto circular priority systemsin respect of fixtures.
Inthefirst scenario, M1 (mortgagee) isgranted areal property mortgagein thedebtor’ sland.
SP takes a security interest in goods. SP failsto file afixtures notice in the land registration
system. The goods are then affixed to the land. The debtor grants a second real property
mortgage to M2. M1 has priority over M2 by virtue of its earlier registration in the land
registration system. M2 haspriority over SP because SP' sfailureto register afixturesnotice
rendersitsinterest subordinateto partieswho subsequently acquireinterestsin theland.* SP
has priority over M1 since the failure to file the fixtures notice does not affect its priority
over apre-existing real property interest.”® An expresspriority rulethat isdesigned to resolve
this circularity has been included in the personal property security legislation of
Saskatchewan and the Atlantic provinces.™

In the second scenario, SP1 takes a security interest in goods and registers only in the
personal property registry. SP2 takes a security interest in the same goods, registersin the
personal property registry, and files a fixture notice in the land registration system. The
goods are then affixed to theland. M isthen given areal property mortgage in the land. SP1
has priority over SP2 because of its earlier registration. SP2 has priority over M since it
protected its interest by filing a fixtures notice. M has priority over SP1 because of SP1's
failureto file afixtures notice.

E. CASE 5: ACCESSIONS

SP1 has asecurity interest in the dominant goods, while SP2 has asecurity interest in the
accession goods. SP2 does not register or otherwise perfect its security interest. The
accession goods are then installed or affixed to the dominant goods. SP3 subsequently takes
a security interest in the whole and registers its security interest. SP2 has priority over SP1
since SP2 has aright to remove the accessions, and the failure to perfect its security interest
only subordinatesits right in respect of subsequent transferees.?® SP3 has priority over SP2
because SP3 acquired itsinterest after the goods became an accession.?* SP1 haspriority over

16 APPSA, ibid., s. 34(3); OPPSA, ibid., s. 33(1)(b).

w APPSA, ibid., s. 36(3); OPPSA, ibid., s. 34(2).

8 APPSA, ibid., s. 36(2); OPPSA, ibid., s. 34(1)(a).

9 The PPSA in those provinces contain an additional subsection in thefixtures provisionsthat states that
the priority conferred upon a subsequent real property interest holder is not affected by priority rights
to the land provided under provincial land registration law: see e.g. Personal Property Security Act,
1993, S.S. 1993, c. P-6.2, s. 36(18). Law Reform Commission of Saskatchewan, Proposals for a New
Personal Property Security Act (Saskatoon: Law Reform Commission of Saskatchewan, 1992) at 57-58
indicates that this was intended to break the circularity by first resolving the priority competition
between SP and M2. Thisgives priority to M2. The competition between M1 and M2 in respect of the
land, including thefixtures, isthen resolved by applying the usual priority rules of theland registration
system. M1 therefore has the higher-ranking claim followed by M2.

2 APPSA, supra note 10, s. 38(2); OPPSA, supra note 10, s. 35(1)(a).

2 APPSA, ibid., s. 38(3); OPPSA, ibid., s. 35(2). The Ontario provision only givespriority to asubsequent
buyer or a secured party who has a prior perfected security interest who makes a subsequent advance.
It therefore does not seem to apply to a secured party who acquires its security interest after the goods
are affixed. This is thought to be the result of a drafting error and some experts have proposed a
“creative” interpretation that would neverthel ess give priority to a subsequent secured party: see Jacob
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SP3 since the accession goods have become part of the whole, and SP1 has the earlier
registration.

F. CASE 6: LAPSE OR DISCHARGE OF A REGISTRATION

SP1 registersfirst. SP2 registers second. SP1’s registration lapses or is discharged. SP3
registers. SP1 re-registers. SP1 has priority over SP2 since the re-registration is effective to
preserve SP1's priority over SP2.22 SP2 has priority over SP3 by virtue of SP2's earlier
registration. SP3 has priority over SP1. SP1 can no longer assert that it has the earlier
registration dueto the lapse or discharge of itsregistration. There-registration doesnot give
SP1’s security interest priority over asecurity interest that arose after the lapse or discharge
of SP1’'sregistration and before re-registration.

G. CASE 7: CHANGE OF NAME OR TRANSFER OF INTEREST

SP1 registers first. SP2 registers second. There is a change in the debtor’s name or a
transfer of the debtor’ sinterest to another party. SP2 registers afinancing change statement
that discloses the new name within the appropriate time period after learning of the new
name or transfer. SP1 failsto follow suit. SP3 registers using the new debtor name. SP1 has
priority over SP2, by virtue of its earlier registration. SP2 has priority over SP3 since the
amendment of its registration within the prescribed time period prevents its subordination.
SP3 has priority over SP1 since SP1 failed to amend and SP3 (but not SP2) fallswithin the
class of personswho are given priority.? Thistype of circular priority system doesnot arise
in Ontario, because a failure to amend results in a loss of perfection.* Therefore, SP1's
security interest is subordinate to both SP2 and SP3 in Ontario.

H. CASE 8: FUTURE ADVANCESAND JUDGMENT ENFORCEMENT CREDITORS

SP1 and SP2 both take security interests that secure future advances. SP1 registersfirst,
SP2 second. J (judgment enforcement creditor) obtainsjudgment and invokes the steps that
would afford the claim priority over an unperfected security interest.® SP1 learns of J's
claim, but SP2 does not. Both SP1 and SP2 make future advances to the debtor. SP1 has
priority over SP2 because of SP1'searlier registration. SP2 has priority over Jsince SP2 did
not know of J's claim at the time it made the future advance.?® J has priority over SP1 in
respect of SP1’'s future advance because SP1 knew of Js claim at the time of its future

S. Ziegel & David L. Denomme, The Ontario Personal Property Security Act: Commentary and

Analysis, 2d ed. (Toronto: Butterworths, 2000) at 309-10.

Inall provinces except Ontario, the PPSA providesthat SP1 must re-register within 30 days of the lapse

or dischargein order for SP1 to preserveitspriority over SP2: seee.g. APPSA, ibid., s. 35(8). In Ontario,

there is no time limit for re-registration: see OPPSA, ibid., s. 30(6).

= APPSA, ibid., ss. 51(2)-(3).

2 OPPSA, supra note 10, s. 48.

= In somejurisdictions, thisinvolves registration of the claimin the personal property registry. In others,
it requires that the judgment enforcement creditor cause the property to be seized under legal process.
See Ronald C.C. Cuming, Catherine Walsh & Roderick J. Wood, Personal Property Security Law
(Toronto: Irwin Law, 2005) at 395-404.

% APPSA, supranote 10, s. 35(6); OPPSA, supra note 10, s. 30(4). The OPPSA provision requiresthat the
secured party receivewritten notification, whereasthe APPSA provision merely requiresthat thesecured
party have knowledge of the interest.

22
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advance.?” Thecircular priority isrestricted to the amount of SP1’ s new advances since both
SP1 and SP2 maintain priority over Jin respect of earlier extensions of credit.

l. CASE 9: BANK ACT SECURITY

SP1 takes a security interest and registers in the personal property registry. BK (bank)
takes a Bank Act?® security and registers in the BA registry. SP2 takes and registers a
purchase-money security interest in anew farm implement to secure aloan that it makesto
permit the debtor to acquire the implement. SP1 has priority over BK in respect of the farm
implement, since SP1's security interest arose before BK’s security came into existence.?®
BK has priority over SP2 by virtue of the fact that BK’ s security interest arose before SP2's
cameinto existence.* SP2 has priority over SP1, since SP2 may invoke its purchase-money
security interest superpriority over SP1.3

J. CASE 10: STATUTORY DEEMED TRUSTS

SP1 registersfirst. SP2 reservestitleto the goodsit sellsto the debtor to secure the unpaid
purchase price, but SP2 fails to register in time to permit it to invoke its purchase-money
security interest superpriority over SP1. A statutory deemed trust arises in favour of the
Crown (C) in connection with unremitted source deductions.® SP1 has priority over SP2,
since SP1 hasthe earlier registration, and SP2 is unable to invoke its superpriority duetoits
failure to register within the appropriate time period. SP2 has priority over C because it has
retained title to the goods, and the priority provisions in the federal statute do not give the
deemed trust priority over this type of interest.** C has priority over SP1 since the federal
priority rule applies and gives the deemed trust priority over earlier security interests.

I1l. THE RESOLUTION OF APPARENT CIRCULAR PRIORITY SYSTEMS

The first two cases listed above do not create true circular priority systems.® As well,
circular priority systemsin which one of the competing claimantsis atrustee in bankruptcy

z Ibid.

= Bank Act, S.C. 1991, c. 46, ss. 427-29 [BA]; see generally, Ronald C.C. Cuming & Roderick J. Wood,
“Compatibility of Federal and Provincial Personal Property Security Law” (1986) 65 Can. Bar Rev. 267,
Jacob S. Ziegel, “Interaction of Personal Property Security Legislation and Security I nterests under the
Bank Act” (1986) 12 Can. Bus. L.J. 73; Jacob S. Ziegel, “The Interaction of Section 178 Security
Interests and Provincial PPSA Security Interests: Once More into the Black Hole” (1991) 6 B.F.L.R.
343; Ronald C.C. Cuming, “PPSA — Section 178 Bank Act Overlap: No Closer to Solutions” (1991)
18 Can. Bus. L.J. 135; Roderick J. Wood, “The Nature and Definition of Federal Security Interests’
(2001) 34 Can. Bus. L.J. 65; Marc-Alexandre Poirier, “Analysis of the Interaction between Security
under Section 427 of the Bank Act and Provincial Law: A Bijural Perspective’ (2003), 63 R. duB. 287.

» Bank of Montreal v. Pulsar VenturesInc. (1987), [1988] 1 W.W.R. 250 (Sask. C.A.) [Pulsar]; seealso
Innovation Credit Union v. Bank of Montreal, 2009 SKCA 35, [2009] 8 W.W.R. 473 at para. 2.

% Royal Bank v. Moosomin Credit Union, 2003 SKCA 115, [2004] 5 W.W.R. 494. A purchase-money
security interest has priority over a prior Bank Act security only if it isin the form of atitle retention
device reserved by a seller: see Kawai Canada Music Ltd. v. Encore Music Ltd. (1993), 10 Alta. L.R.
(3d) 105 (C.A.) [Kawai]; YMCF Inc. v. 406248 B.C. Ltd. (1998), 52 B.C.L.R. (3d) 359 (S.C.) [YMCF].

3 APPSA, supra note 10, s. 34(2); OPPSA, supra note 10, s. 33(2).

a2 Income Tax Act, R.S.C. 1985 (5th Supp.), ¢. 1, s. 227(4.1).

s DaimlerChrysler Financial Services (debis) Canada Inc. v. Mega Pets Ltd., 2002 BCCA 242, 212
D.L.R. (4th) 41; Canada (Deputy Attorney General) v. Schwab Construction Ltd., 2002 SKCA 6, [2002]
4W.W.R. 628; seealso Jacob S. Ziegel, “ Conditional Salesand Superpriority Crown ClaimsUnder ITA
s. 227" (2003) 38 C.B.R. (4th) 161.

i Case 1: Subordination Agreement; Case 2: Buyer with Knowledge.
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do not generally create true circular priority problems. Although these cases at first appear
to fit the pattern of acircular priority system, there is a principled means through which the
apparent circularity can be broken and the priorities resolved.

A. SUBORDINATION AGREEMENTS

Case, described above, appearsto createacircular priority system. It ariseswhen afirst-
ranking secured party subordinates its claim to a third-ranking secured party, but not to a
second-ranking secured party. However, this does not give rise to a true circular priority
problem. There is no circularity in the priority rules that determine the priorities of the
respective claimants. The PPSA priority rules confer priority in the order of registration: (1)
SP1; (2) SP2; (3) SP3. The subordination of SP1's claim in favour of SP3 does not operate
in the same manner as a priority rule that gives SP3 priority over SP1. Rather, SP1 has
simply agreed to surrender the benefit of itsfirst-ranking security interest. The subordination
agreement is amerely a private contract between the parties.

Therea controversy concerns the proper interpretation of the subordination agreement.
In the United States, theissue is framed aswhether SP1 intended a compl ete subordination
of its claim or only a partial subordination.®® A complete subordination occurs if the
subordination agreement isinterpreted as an agreement by SP1 not to assert its claim against
the collateral until SP3’'sclaimis satisfied. It does not involve an agreement by SP1 to turn
over the benefit of its priority to SP3. Rather, it is essentially an agreement by SP1 to step
aside and not assert its claim until SP3's claim has been satisfied. On this view, the
competition is resolved by giving first priority to SP2, second priority to SP3, and third
priority to SP1. SP2 isthe indirect beneficiary of the subordination agreement because SP3
cannot satisfy its claim until the claim of SP2 is fully satisfied.*

Under the competing partial subordination theory, asubordination agreement isinterpreted
as an agreement under which SP1 agrees to turn over the benefit of its priority to SP3. The
priorities are therefore resolved in the following manner.* First, the amount of SP1’'sclaim
is set aside out of the fund. Second, the amount set aside is used to satisfy SP3's claim. If
there is anything left over, it is paid to SP1. Third, SP2's claim is satisfied out of the
remaining balance in the fund. Fourth, any excess is distributed to SP3, and then to SP1.

Under a partial subordination theory, SP2 neither benefits nor is prejudiced by the
subordination agreement between SP1 and SP3. The only effect of the subordination
agreement is to give SP3 the money that would otherwise have been paid to SP1. This
accords with their intentions. SP1 intended to subordinate its claim to SP3, but had no
intention to do so in respect of SP2. Thus, amounts obtained by SP1 must be turned over to
SP3, and any amounts left over after SP2's claim is satisfied must also be used to satisfy
SP3's claim.® This approach has also been referred to as a subrogation approach, since the

® See George A. Nation 111, “Circuity of Liens Arising From Subordination Agreements. Comforting
Unanimity No More” (2003) 83 B.U.L. Rev. 591.

% See AmSouth Bank, N.A. v. J&D Financial Corp., 679 So.2d 695 (Ala. Sup. Ct. 1996); Old Sone
Mortgage & Realty Trust v. New Georgia Plumbing Inc., 236 S.E.2d 592 at 594 (Ga. Sup. Ct. 1977).

s See also Gilmore, supra note 2 at 1021.

% See Grisev. White, 247 N.E.2d 385 (Mass. Sup. Jud. Ct. 1969); ITT Diversified Credit Corp. v. First
City Capital Corp. 737 S.W.2d 803 (Tex. Sup. Ct. 1987) .
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effect of the subordination agreement is that SP3 is subrogated to SP1’s rights, and SP2's
recovery is unaffected.

The Newfoundland and Labrador Court of Appeal in Re Hickman Equipment (1985)
Ltd.,* the Alberta Court of Queen’s Bench in Dynex,”® and the Ontario Superior Court of
Justice in Re C.I.F. Furniture Ltd.,* have dealt with circular priority systems that arise in
connection with a subordination agreement. In all instances, the court adopted the partial
subordination or subrogation approach. It seems likely that a similar view will be adopted
in the other Canadian common law jurisdictions that have not yet dealt with this question.

It should be emphasized that the nature and extent of the contractual subordination
depends upon the precise wording that is used in the subordination agreement.”® It is
therefore possible to create a step aside subordination agreement by using appropriate
contractual language. Subordination agreements that merely refer to a subordination or
postponement of a claim to another party will not result in a complete subordination.
However, asubordination agreement under which asecured party agreesnot to assert aclaim
until the claim of another is satisfied might well be interpreted to create a step aside
agreement that leads to the complete subordination of the secured party’s claim.

B. BUYERS

Priority competitions that involve buyers do not produce true circular priority systems.
Thereisafundamental difference between apriority competition among secured partiesand
oneinwhich abuyer acquiresaninterest inthe collateral. In Case 2, described above, B buys
the collateral and thereby acquires an absolute interest in the goods free of SP1’'s security
interest. B does not, however, take free of SP2’ s security interest. SP1’s security interest in
the goods has been cut off. It isno longer acase of ranking the claims of competing security
interests. Rather, one of the competing claims has ceased to exist. There is no longer a
circular priority problem, because SP1 has fallen out of the picture. In essence, B acquires
good title against SP1, and SP2 can shelter behind B’s good title.** The resolution of this
apparent circular priority problemissimple. B acquirestitleto the collateral, but SP2 retains
its security interest in it since its security interest has not been cut off.

Severa of the rules that govern competitions between secured parties and buyers use
terminology that reinforces this point. For example, many of the buyer protection rules
provide that abuyer who successfully invokes abuyer protection rule “takesfree” from any
security interest.* Not all of the applicable buyer protection rules adopt thisformul ation. For
example, in some jurisdictions the PPSA provides that an unperfected security interest is
subordinate to a transferee for value without knowledge.” In other jurisdictions, the PPSA
provides that an unperfected security interest isineffective against such atransferee.”® The

% 2006 NLCA 45, 259 Nfld. & P.E.I.R. 49.

4 Bank of Montreal v. Dynex Petroleum Ltd. (1997), 202 A.R. 331 (Q.B.) [Dynex].
4 2010 ONSC 505, [2010] O.J. No. 240 (QL).

42 See Roy Goode, Commercial Law, 2d ed. (London: Butterworths, 1995) at 664-66.
For adiscussion of the concept of sheltering, seeibid. at 60.

APPSA, supra note 10, ss. 30(2), (3), (5), (7); OPPSA, supra note 10, ss. 28(1), (5).
® APPSA, ibid., s. 20(b).

o OPPSA, supra note 10, s. 20(1)(b).
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outcome should not depend on the precise formulation that is used in the statute. The key
point is that the effect of the rule is that the buyer obtains the seller’s entire interest in the
collateral free of the pre-existing security interest.

In some cases, the application of exactly the same PPSA priority rule will produce
different outcomes. Consider the case that involves a negotiable document of title or
instrument. Both SP1 and SP2 register. A subsequent party acquires possession of the
collateral for value and with knowledge of SP2’s security interest, but without knowledge
of SP1's security interest. If the subsequent party isabuyer, SP1’s security interest will be
lost. Although the relevant PPSA priority rule provides that the holder or purchaser of the
document of title or instrument has priority over a security interest that is perfected by
registration,”” the fact that a buyer acquired it means that SP1’s security interests can no
longer be asserted against the collateral. The buyer acquires an absolute interest in the asset
free of the pre-existing security interest. A circular priority system does not arise in this
situation. However, atrue circular priority systemwill arise if the holder or purchaser does
not acquire the absolute interest in the collateral, but merely obtains a security interest in it.
Thisdoes not havethe effect of cutting off asecurity interest. Thethree security interestscan
all be asserted against the collateral, and it is merely a matter of ranking their priority. It is
necessary in this instance to find some method of breaking the circularity that gives SP1
priority over SP2, SP2 priority over SP3, and SP3 priority over SP1.

C. TRUSTEESIN BANKRUPTCY

A similar analysis to that employed in respect of buyers is employed where one of the
competing parties is a trustee in bankruptcy. The competition can arise where a second-
ranking secured party has a security interest that is effective against atrustee in bankruptcy,
but the first-ranking secured party does not. Thistype of circular priority problem can arise
in avariant of the scenario described in Case 6, above, involving alapse or discharge of a
registration. SP1 registers first, and SP2 registers second. SP1’ s registration then lapses or
is discharged, and the debtor goes bankrupt before SP1 is able to re-register its security
interest. SP1 has priority over SP2; SP2 has priority over the trustee; and the trustee has
priority over SP1.

SP1’ sfailureto amend itsfinancing statement meansthat itssecurity interest isineffective
against thetrustee. Thisisnot simply amatter of having alower-ranking claim. The debtor’s
assets vest in the trustee, and SP1 is unable to assert its security interest as against the
trustee.”® SP1’s only recourse is to prove a claim as an ordinary unsecured creditor in the
bankruptcy. In this respect, the situation is closely analogous to the situation of the buyer.
SP1’ssecurity interest islost. The circularity isbroken since only one of the secured parties
can assert a secured claim against the trustee. Priority therefore is given to SP2, and any
surplusisto be turned over to the trustee.

it APPSA, supra note 10, s. 31(4)-(5); OPPSA, ibid., s. 28(4).
e Frankel v. Canadian Imperial Bank of Commerce (1997), 47 C.B.R. (3d) 244 at paras. 41-42 (Ont. Gen.
Div.).
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This analysis can also be applied in a variant of Case 7, involving a change of name or
transfer of collateral.*® SP1 registersfirst, followed by SP2. Thereisachange of debtor name
or transfer. SP2 amendsitsregistration in atimely manner after learning of thefacts, but SP1
doesnot. The debtor goesinto bankruptcy before SP1 amendsitsregistration. Here, SP1 has
priority over SP2; SP2 has priority over the trustee; and the trustee has priority over SP1.%°
Only SP2' s security interest is effective against the trustee. Priority isgiven to SP2, and any
surplus must be turned over to the trustee. A similar circularity does not arise in Ontario,
since SP1’ sfailureto register afinancing change statement resultsin aloss of perfection, so
that SP1 is aso subordinate to SP2.>*

The analysis also applies in a variant of the scenario described in Case 4, involving
fixtures. M is granted a real property mortgage in the debtor’s land.®? SP takes a security
interest in goods. The goods are affixed to the land. SP failsto file afinancing statement in
the personal property registry. The debtor then goes bankrupt. SP has priority over M since
thefailureto file afixtures notice does not affect its priority over apre-existing rea property
interest. M has priority over the trustee because the goods have become part of theland and
real property mortgages, whether registered or unregistered, are effective against a trustee
in bankruptcy.> The trustee has priority over SP, since SP's failure to register renders its
security interest ineffective against the trustee. This apparent circularity can be broken once
it isrecognized that SP’ sfailureto register in the personal property registry resultsin aloss
of its security interest in the goods. The trustee acquires the asset free of SP's security
interest and the only priority competition is between the trustee and the mortgagee. The
mortgagee therefore has first priority, and any surplus must be turned over to the trustee.

Master Funduk applied this mode of analysisin resolving a circular priority problem in
the pre-PPSA case of Continental Bank of Canada v. Thorne Riddel Inc.> The competition
was between a conditional sales agreement, a subsequent chattel mortgage, and the trustee
inbankruptcy of the debtor. Neither the chattel mortgage nor the conditional sales agreement
had been properly registered. The chattel mortgage legislation provided that an unregistered
chattel mortgage was void against creditors. However, the conditional saleslegidation did
not designate the trustee as one of the persons within the protected class of persons who
could avoid an unregistered conditional sales agreement. The failure to register the
conditional sales agreement resulted in its loss of priority against the chattel mortgage. As
aconseguence, the conditional sales agreement was subordinate to the chattel mortgage, the

9 The analysis also appliesto avariant of Case 10: Statutory Deemed Trusts. The Crown has a statutory
deemed trust that is subordinate to an unperfected secured instalment purchase agreement or lease
covered by the PPSA. The debtor or lessee goes bankrupt, and the trustee in bankruptcy claims the
goods. The secured party’s failure to perfect results in a loss of its security interest, and the trustee
acquires an interest in the goods subject only to the Crown’ s statutory deemed trust. See supra note 32.

%0 Re Sevens (1993), 23 C.B.R. (3d) 46 (Alta. Q.B.); Re Orion Truck Centre Ltd., 2003 BCSC 1167, 47
C.B.R. (4th) 99.

5t OPPSA, supra note 10, ss. 48(1)-(3).

52 Thisanalysis aso appliesin respect of an apparent circularity involving accessions. This occurs when
SP1 takes and perfects a security interest in the dominant goods, SP2 takes a security interest in the
accession goods but fails to perfect it, and the debtor subsequently goes bankrupt. SP2's failure to
perfect resultsin aloss of its security interest, and the trustee acquires an interest in the whole subject
only to SP1's security interest.

s Re Canadian Engineering & Contracting Co. (1994), 28 C.B.R. (3d) 136 (Ont. Ct. J. (Gen. Div.));
CitiFinancial Canada East Corp. v. Hurley (Trustee of), 2006 NBQB 133, 20 C.B.R. (5th) 74; seeaso
Roderick J. Wood, Bankruptcy and Insolvency Law (Toronto: Irwin Law, 2009) at 123-25.

5 (1982), 41 A.R. 541 (Q.B.).
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chattel mortgage was void as against the trustee, but the conditional sales agreement was
valid as against the trustee. Priority was given to the conditional seller sales agreement on
the ground that its rights were effective against the trustee, whereas the rights of the chattel
mortgagee were not. The conditional seller therefore was given priority, with any surplus
turned over to the trustee.

This also appears to be the approach adopted by the Court in Concentra Financial
Services Association v. Kille.®® A priority competition arose between an unregistered lease
and a security interest in three buses held as equipment. The debtor was bankrupt. Because
the lease fell within the scope of the Saskatchewan PPSA, the interest of the lessor was
ineffective against the trustee in bankruptcy due to its lack of perfection. The lender’s
security interest was effective against the trustee because it was perfected by registration.
However, the lender did not register by serial number. Registration of serial numbers is
required in order to perfect asecurity i nterest in acompetition between two secured parties.>®
Therefore, neither party had a valid registration for the purposes of applying the residual
priority rule that governs competitions between secured parties. Ordinarily, a competition
between two unperfected security interests would be decided according to their time of
attachment.>” The Court found it unnecessary to analyze the priorities between the two
secured parties, and awarded priority to the lender. Thisoutcomeis consistent with the view
that thelessor’ sinterest waslost upon the bankruptcy, and that only thelender had an interest
that could be asserted against the trustee.

The mere fact that a trustee in bankruptcy is one of the competing claimants is not
sufficient to invoke the principle under discussion. The principle only comesinto play when
ajunior security interest iseffective against atrustee, but asenior security interestisnot. One
must be careful to distinguish between this type of situation, and one that involves a
subordination agreement. In Dynex,*® a secured creditor had subordinated its claim to an
unsecured creditor. The debtor then went into bankruptcy. Here, the senior creditor’sclaim
was effective against the trustee. The competition was resolved simply by giving effect to
the subordination agreement between the secured creditor and the unsecured creditor. The
secured creditor was entitled to priority over the trustee, but was bound to turn over any
funds received from the disposition of the collateral up to the value of the unsecured
creditor’s claim.

There is one further matter that must be considered. A secured creditor is permitted to
surrender its security to atrustee.® If the secured creditor surrendersits security, the trustee
in bankruptcy obtains the same right as the secured creditor and may assert the security
against the property for the benefit of all the creditors.* A trustee may argue that asurrender
of asecured creditor’ sineffective security interest permits the trustee to assert it as against

%5 2008 SKQB 42, 43 C.B.R. (5th) 245.

%6 APPSA, supra note 10, s. 35(4). The OPPSA, supra note 10, does not require serial number registration
of goods held as equipment.

& APPSA, ibid., s. 35(1)(c); OPPSA, ibid., s. 30(1).

58 Supra note 40.

% This must be accomplished through an irrevocable, unconditional, and unequivocal act of surrender.
Merely valuing the claim at zero or proving as an unsecured creditor is not enough: see Andrew v.
Farm3art (1988), 71 C.B.R. (N.S.) 124 (Sask. C.A.); Re Hollingshead, 1999 ABQB 355, 245 A.R. 85.

%  Cracknall v. Janson (1877), 6 Ch. D. 735.
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the other claimant thereby giving the trustee the higher-ranking claim. Thisargument should
be rejected. If the security is ineffective against the trustee, this means that the collateral
vestsinthetrustee free of the security. Asthe creditor no longer hasaproprietary right inthe
asset, it no longer has a security to surrender to the trustee.®

IV. THE RESOLUTION OF TRUE CIRCULAR PRIORITY SYSTEMS

Once apparent circular priority systems are screened out of the inventory, those that
remain can be classified as true circular priority systems. The difficulty with true circular
priority systemsis not that there is no means to break the circularity. Rather, the difficulty
is that there are many different ways that one might do so, but very little agreement about
which is the best approach.®? The major approaches are discussed below, but it should be
kept in mind that often there are a number of subvariants within an identified approach.
Furthermore, as some of these solutions — such as fault-based approaches — are not
applicable to all circular priority systems, there are also many different combinations of
approaches that might be deployed.

A. THE SUBROGATION APPROACH

The subrogation approach provides aworkable solution to break the apparent circularity
that arises in relation to subordination agreements. It is therefore not surprising that some
courtstry to useit to resolve other kinds of circular priority problems. When a subordination
agreement isinvolved, the priority of the claimsisranked without regard to the subordination
agreement. The party who hasthe benefit of the subordination agreement isthen subrogated
to the rights of the subordinating creditor. The junior creditor is subrogated to the rights of
the senior creditor, since thisis what the parties agreed to.

Inatruecircular priority system, the subrogation approach by itself provides no sensible
method of assigning the initial priority ranking. There is no logical basis for assigning the
role of the subrogator or the subrogatee to any particular claimant.®® This is illustrated in
Case 10, above, involving astatutory deemed trust. Supposethat each claimant isowed $100
and the value of the collateral is$250. One might initially rank the partiesas (1) Crown (C);
(2) SP1; (3) SP2. SP2 would then be subrogated to C’ s interest up to the amount of SP2's
claim. SP1 and SP2 would both recover in full, and C would recover only $50.%

& This should be contrasted with the position under the United States Bankruptcy Code, 11 U.S.C, § 551
(1998). Thissection providesthat any transfer that isavoided ispreserved for the benefit of the bankrupt
estate. Thus, if a security interest of a senior creditor is void against the trustee, the trustee may assert
the priority of the senior creditor against the junior creditor and thereby obtain priority over both: see
John C. McCoid Il, “Preservation of Avoided Transfersand Liens’ (1991) 77 Va. L. Rev. 1091. The
provision is regarded as a statutory solution to a circular priority system.

62 A good summary of the various approaches that were developed in the United States is provided in
Carville D. Benson, Jr., “Circuity of Lien — A Problemin Priorities” (1935) 19 Minn. L. Rev. 139 at
141-46.

& See Michael Gillooly, “Priorities and the Problem of Circularity” in Michael Gillooly, ed., Securities

Over Personalty (Sydney: Federation Press, 1994) 88 at 108; Burn, supra note 5 at 724.

Inthisexample, C would do better with any initial assignment of priority other than first. However, this

will not always be the case. It all depends on the size of the respective claims. If C'sclaimislarge and

SP2'sclaimissmall, C doesrelatively well. But if SP2'sclaimisequal or larger than C's, C will receive

nothing until both SP1 and SP2 are fully paid: see Gilmore, supra note 2 at 1043.
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The problem with the subrogation approach is that it provides no guidance on how the
initial ranking of priority isto chosen. Why was C chosen to head the list, and why was C
assumed to subrogate its claim to SP2? With equal logic one could assign an initial ranking
of (1) SP1; (2) SP2; (3) C, and subrogate C to SP1’ s claim. The subrogation approach alone
therefore provides no means of breaking theimpasse. To be useful it must be combined with
some other principle that explains how and why the initial ranking is determined.

B. THE FAULT APPROACH

Where afault-based circular priority problem arises, a court may choose to resolve it by
throwing the loss on the party who failed to take the required steps to protect its interests.
Thisapproach is based on the theory that as between an innocent party and one at fault, the
innocent party should be preferred. The approach is not capable of generating solutions
where a non-fault-based circular priority problem isinvolved, and therefore this approach
does not provide a solution to all problems.

One approach is to relegate the party at fault to the end of the queue by giving that party
thelowest-ranking priority. They created the problem, so let them comelast. Some courtsin
the United States have adopted this approach, sometimes referred to as the “New Jersey”
rule.> Consider its operation in relation to Case 3, above, in which the inventory financer
(PMSP) gave a purchase-money security interest notice to SP1 but not to SP2. The rule
producesaranking of (1) SP1; (2) SP2; (3) PMSP. Thiswould give SP1 priority over PMSP
despitethefact that SP1 was notified of PM SP' sintention to take a purchase-money security
interest. The approach has been criticized as being overly punitive to the party at fault, and
overly generousto partieswho werein no way prejudiced by the other party’ sfailureto take
the protective step.®®

Courtsthat adopt afault-based responseto theresolution of acircular priority problemare
more likely to combine it with a subrogation approach.®” The party who failed to take the
protective stepisassigned thefirst position. The party who isentitled to priority over thefirst
ranking claimant by virtue of the failure to take the protective step is subrogated to therights
of that claimant. In the above example, theinitial rankingis(1) PMSP; (2) SP1; (3) SP2. SP2
would then be subrogated to the extent of PMSP' s claim. SP2 will fully recover if itsclaim
is smaller than that of PMSP. If larger, it will be able to claim first priority only up to the
amount of PMSP's claim.

A fault-based approach when combined with a subrogation approach gives awindfall to
SP2. SP2 had registered after SP1 and could not reasonably have expected to recover
anything until SP1 had been paid in full. And yet SP2 isthe first to recover. Those who are
unsettled by the prospect of undeserved windfalls may be moreinclined to pursue asolution
that looks to the reasonabl e expectations of the parties.

& Clement v. Kaighn, 15 N.J. Eq. 47 (Ct. Ch. 1862); Meeker v. Warren, 57 A. 421 (N.J. Ct. Ch. 1904).

&6 Gilmore, supra note 2 at 1025.

&7 Thisisthe approach adopted by the mgjority in Hoag v. Sayre, 33 N.J. Eq. 552 (Ct. Err. & App. 1881)
[Hoag]. See also Vanderhoff v. Wasco, 158 A. 323 (N.J. Ct. Ch. 1932).
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C. THE REASONABLE EXPECTATIONS APPROACH

Instead of focusing upon fault, an aternative approach is to attempt to give effect to the
reasonabl e or |egitimate expectations of the parties. In fact, several different subvarieties of
this approach have been proposed. The starting point is the dissenting judgment of Judge
Dixon in the New Jersey case of Hoag,® in which aformula— commonly referred to asthe
“Dixon formula” — was developed. Its operation is illustrated in the following scenario.
Assumethat A has priority over B; B has priority over C; and C has priority over A. B and
C are considered to be junior claimants and A is considered to be aresidual claimant. The
Dixon formula is designed to produce an outcome that gives effect to the reasonable
expectations of the junior claimants. Each junior claimant has no reasonabl e expectation of
recovering anythingif the amount of thefund to be distributed islessthan the amount needed
to satisfy the claim of the higher-ranking party. Therefore, adistribution is made to ajunior
creditor only to the extent that the fund exceeds this amount. Thisis carried out through the
application of the following set of rules:®

1.  Pay Ctheamount of thefund less B’sclaim.
2. Pay B the amount of the fund less A’s claim.
3. Pay A the remainder.

One curious feature of this approach is that the amount payable to A will often decrease
asthefund growsinsize. Thisisillustrated in thefollowing example. Supposethat A, B, and
C are each owed $100. Table A, below, sets out the payout structure as the size of the fund
increases. When thefundissmall, A will takeit al. But asthe fund growsin size, A’ sshare
will diminish and at one point will be reduced to zero.

TABLE A
PAYOUT UNDER THE DIXON FORMULA

Amount of Fund Payout to A Payout to B Payout to C
$100 $100 $0 $0

$130 $70 $30 $30

$150 $50 $50 $50

$170 $30 $70 $70

$200 $0 $100 $100

$250 $50 $100 $100

A owed $100; B owed $100; C owed $100.

o8 Ibid.

& A.K. Kocourek, “A First-Rate Legal Puzzle: A Problemin Priorities’ (1935) 29 111. L. Rev. 952 at 955
proposesadifferent formulathat produces the same outcome asthe Dixon formula, but which heclaims
Is more explicative of the process: Deduct from the fund the amount of B’s claim and apply the
remainder (if any) to C'sclam, and then after subtracting from A’ s claim the amount (if any) allocated
to C, apply asfollows: (1) A; (2) B; (3) A. Using afund of $170 from Table A by way of example, C
would first be paid $70 (the amount of the fund less B’s claim). Next, A would receive A’s claim less
the amount paid to C ($30). The remainder would be paid to B ($70).
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Some commentators have expressed discomfort over the fact that the party who is
responsible for the creation of the circular priority problem will often be entitled to take the
lion’ ssharewhen the size of thefundissmall.” Othershave defended it onthebasisthat A’s
fault isirrelevant because the junior claimant had no reasonable expectation of recovering
anything more.™ The junior claimant should have recognized that its claim was junior to a
higher-ranking claim and that no distribution would be availableif the amount of that senior
claim exceeded the fund.

Nonetheless, the fact that A’ s recovery shrinks as the size of the fund increases creates a
danger that the parties may attempt to artificially manipulate the sale price in order to
enhancetheir recovery. B or C, or both, might attempt to artificially drive up the price, while
A might attempt to reduce it. Their ability to do so would depend on the nature of the sale
process and the person who has control over it. For example, if the property was sold by
auction, B or C might submit inflated bids in order to squeeze out A. If A controlled the
process, A might attempt to sell by private sale at areduced price in order to maximize A’s
recovery.

Some commentators have proposed variations to the Dixon formula in an attempt to
correct these perceived deficiencies. Professor A.K. Kocourek proposed an exception to the
Dixon formulathat would prevent A from obtaining the whole fund.™ Instead of givingit all
to A the fund would be divided pro rata amongst the claimants. However, this creates an
abrupt discontinuity when the claims are equal and the fund is less than or equal to the
amount of any one of the claims. If the fund is less than one of the claims, it is divided pro
rata. But if the fund slightly exceeds one of the claims, A will take most of the fund. This
createsthe possibility that A will attempt to overbid at arealization salein order to diminish
therecoveriesof B and C. To curb thisincentive he proposed afurther adjustment: the fund
should be distributed pro rata whenever the claims are equal and the fund does not exceed
4/3 of one claim.”™ Other commentators have proposed that A receive afixed share of the
fund that isindependent of the size of thefund.” Thisisdesigned to €iminate an undesirable
characteristic of the Dixon rule— thetendency of A’ srecovery to diminish asthe size of the
fund increases.

Another difficulty with the Dixon formulais that no explanation is given as to which of
the three claimantsisto occupy A’ s position — that of the residual claimant. In Hoag,™ the
holder of a first unregistered mortgage was placed in the position of A, while a second

0 See Gilmore, supra note 2 at 1026. See also D. Kent Meyers, “Mortgages: Circular Priority,” Note,
(1964) 17 Okla. L. Rev. 223 at 226.

n W.A. Lee, “An Insoluble Problem of Mortgagees' Priorities’ (1968) 32 Conv. (N.S.) 325 at 336-37.

2 Kocourek, supra note 69 at 956-57. The exception would apply whenever the claims of A and B,
respectively, are greater or equal to the fund.

I Ibid. at 957-58; Gilmore, supra note 2 at 1028, observes that under this formulathe fund is shared pro
rata up until the point that A could no longer profit by artificialy inflating the price.

" “Circuity of Liens: A Proposed Solution,” Editorial Comment, (1938) 38 Colum. L. Rev. 1267 at 1275-
76; AlanL. Tyree, “ Circular Prioritiesin Secured Transactions’ (1980) 87 The American Mathematical
Monthly 186 at 193, proposes an alternative solution, more pleasing to mathematicians, that would
eliminate the problem of a payout that decreases as the size of the fund increases. The mathematical
formulais guaranteed to strike terror in the heart of any non-mathematician, and the author concludes
that “[i]t is a sad truth that mathematics, so successful in the other social sciences, has had a minimal
impact on legal thought.”

s Supra note 67.
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mortgagee who knew of the unregi stered mortgage and ajudgment lien claimant weretreated
asjunior claimants. Some take the view that the party who would have had the top-ranking
priority, but for a failure to take a protective step, should occupy this position.” It is not
entirely clear why this should be the case.” It takes account of the reasonable expectations
of the junior claimants — B and C — but it ignores the reasonable expectations of the
residua claimant — A. The residual claimant does not expect recovery unless the fund
exceeds the amount needed to pay out C. Moreover, the formula will not work when the
priority competition arises because of conflicting priority rulesrather than through afailure
of aclaimant to take a protective step. In thisinstance, some other rule must be employed to
break thecircularity, or else somefurther theory must be devel oped in order to explain which
of the parties should be treated as the residual claimant.

Professor Carville Benson took a different view of the matter. He observed that thereis
no reason why A should betreated asaresidual claimant. Inacircular priority problem, each
claimant is in the position of ajunior claimant as there will be a claim that is senior to it.
Therefore it is more appropriate to treat each claimant as if it were ajunior claimant when
determining the reasonable expectations of the claimants.”® He therefore proposed a
distribution based on the principle that each claimant is entitled to have applied to the
payment of its claim the portion of the fund that remains after the higher-ranking claim is
satisfied. How thisis accomplished will depend upon the size of the fund. Four classes of
cases arise:”

Class 1: It may be that none of the claimants will have a reasonable expectation of
recovery where the fund is small.

Class 2: The fund may be more than sufficient to pay the reasonable expectation of the
claimants.

Class 3: The fund may be just sufficient to pay the reasonable expectation of the
claimants.

Class4: The fund may beinsufficient to pay the reasonable expectation of the claimants.

Thisisillustrated in Table B, below. Assume that A is owed $200, and B and C are each
owed $100.

e Editorial Comment, supra note 74 at 1275.
” See Gilmore, supra note 2 at 1026.

78 Benson, supra note 62 at 146-47.

™ Ibid. at 148.
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TABLEB

EXPECTATIONSOF THE PARTIES UNDER THE BENSON FORMULA

Amount of Fund Expectation of A Expectation of B Expectation of C
$90 $0 $0 $0

$140 $40 $0 $40

$200 $100 $0 $100

$260 $160 $60 $100

A owed $200; B owed $100; C owed $100.

When the fund amounts to $90, none of the claimants has a reasonable expectation of
recovery, since thereis no surplus after the senior claimant is paid. This conformsto Class
1. Inthisinstance, the fund is divided equally among the claimants, and each would receive
$30. When the fund amounts to $140, it is more than sufficient to pay the reasonable
expectation of the claimants. This conforms to Class 2. Note that B does not have any
reasonabl e expectation of recovery. A’sclaimislarger than B’s claim. B therefore does not
expect to recover anything until the fund exceeds $200, while A and C reasonably expect to
participate as soon as the fund exceeds $100. Each claimant would receive their reasonable
expectation, and the balance ($60) would be divided evenly among all claimants. A and B
each receive $60, and B receives $20. When the fund amounts to $200, it just sufficient to
pay the reasonable expectation. This conforms to Class 3. A and C are each paid their
reasonable expectation of $100. When the fund amountsto $260, it isinsufficient to pay the
reasonabl e expectation of the claimants. Thisconformsto Class4, above. Here, theclaimants
receive the amount determined in Class 3, and share equally in respect of the excess of the
fund ($60). Since C's claim has been paid in full, C does not participate in the excess. It is
therefore divided equally between A and B. The resulting payoff structureis set out in the
Table C, below. Like the unmodified Dixon formula, it can produce a result where a
claimant’ s share decreases as the size of the fund increases.

TABLEC
PAYouT UNDER THE BENSON FORMULA

Amount of Fund Payment to A Payment to B Payment to C
$90 $30 $30 $30

$140 $60 $20 $60

$200 $100 $0 $100

$260 $130 $30 $100

A owed $200; B owed $100; C owed $100.

D. HYBRID APPROACHES

A division can be drawn between circular priority problemsthat arise when a party fails

to take some protective step that resultsin the subordination of its claim, and problems that
do not involve thisfeature. A fault-based problem might occur through failure by a secured
party to give a purchase-money security interest notice or afixtures notice, failure to renew
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a financing statement, or failure to file a financing change statement after learning of a
changeof nameor transfer of collateral. Other circular priority problemsdo not arise because
of a failure of a party to take a protective step. Rather, they come about because of
conflicting or unharmonized priority rules. Circular priority problems involving statutory
deemed trusts and Bank Act security interests fall within this category.

Some of the approaches discussed above, most notably the Benson formula, are universal
in that they apply to both types of problems. Other approaches purport to cover only one of
the two categories — usually the fault-based circular priority problem. In such cases, there
will beaneed for some different approach to be used in respect of the other type of problem.

A note published in the Columbia Law Review offers a hybrid approach.2’ A modified
version of the Dixon formulais used in caseswhere aparty failsto take a protective step. In
respect of anon-fault-based circular priority problem (whichisreferred to asatruecircuity),
theauthorspropose an approach that recognizesthel egitimate expectations of the partiesand
that also avoids a payout structure in which a claimant’ s share diminishes as the size of the
fund increases.® It is based on the idea that the claimant whose claim ranks immediately
behind the smallest claim expectsto be paid first.

Assumethat A isowed $100, B is owed $200, and C is owed $300. B expectsto recover
when the fund exceeds $100. C expects to recover when the fund exceeds $200. A expects
to recover only when the fund exceeds $300. The Columbiahybrid approach therefore gives
B the amount that B would receive immediately before C's expectation of recovery is
activated. B expects to recover $100 when the amount of the fund is $200. Therefore B
receivesthewholefund until it exceeds $100.%2 Thereafter, B and C receive equal increments
until the fund reaches the point that A’s expectation of recovery is activated. Accordingly,
all amountsin excess of $100 are distributed equally between B and C until the fund reaches
$300. At this point, A isalso entitled to share. Since B'sclaim isfully paid off, any excess
over $300 is divided equally between A and C. The resulting payout structure is set out in
Table D, below.

Editorial Comment, supra note 74.

The formal expression of theruleis as follows: “ Ascertain what the junior lienholders' claims would
beif thefund were of such sizethat the sum of thejunior lienholders' claimswere equal to what thefund
isinfact. Pay these amountsto therespective claimants’: ibid. at 1274. Using Table D, supposethat the
fund available for distribution is $200. We would deduce that if the fund were $250, the sum of the
junior lienholder’ s claimswould equal $200. B would receiveadistribution of $150 (the $250 fund less
A’sclaim of $100) while C would receive adistribution of $50 (the $250 fund less B’ s claim of $200).
The sum of these two amountsis equal to the size of the actual fund ($200).

Theentirefund is given to B when the fund is less than $100 despite the fact that B did not reasonably
expect to recover anything at thisamount given A’s senior claim. The reason why the whole amount is
paid to B instead of being shared isthat a major objective of thisapproach isto avoid apayout structure
in which a share of a claimant declines as the fund grows larger.

80
8
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TABLED

PAYOUT UNDER THE COLUMBIA FORMULA (NON-FAULT)

Amount of Fund Payout to A Payout to B Payout to C
$100 $0 $100 $0

$200 $0 $150 $50

$300 $0 $200 $100

$400 $50 $200 $150

$500 $100 $200 $200

$600 $100 $200 $300

A owed $100; B owed $200; C owed $300.
E. THE PoLIcYy APPROACH

Another approach to circular priority problems has been developed in cases from
Australia® and the United Kingdom.®* These cases considered the effect of a statutory
provision that gives certain preferential debts priority over the holder of afloating charge,
and requires that the debt be paid out of any property subject to that charge. This rule does
not apply in respect of a fixed charge. The controversy arises when the fixed charge is
subordinate to the floating charge. This may occur because the holder of the fixed charge
agreed to subordinate theinterest to the holder of the floating charge, or it may arise because
the subsequent holder of the fixed charge had knowledge of arestrictive provision by which
the debtor agreed not to grant afixed charge on the assets.® A circular priority system arises
because the floating charge has priority over the fixed charge, the fixed charge has priority
over the preferential debts, and the preferential debts have priority over the floating charge.

The courts have broken the circularity by giving first priority to the preferential debts,
second priority to thefloating charge, and last priority to thefixed charge. Althoughthe court
might have applied a subrogation approach in respect of the casesin which the fixed charge
holder subordinated itsinterest to the floating charge, they chose not to do so.2® Instead, the
courtsfocused upon the particular wording of the statutory provision respecting preferential
debts. The statute provided that preferential debtswereto be paid out of any property subject
to afloating charge. It had been long established that this does not include property that was
subject to afixed charge.®” The courts held that if the fixed charge was subordinate to the
floating charge, then the floating charge could be said to encompass that asset aswell. Asa
result, the preferential debts were entitled to be paid ahead of both charges.

Although the result ultimately depended on the proper interpretation of the statutory
provision, both courtsreferred to the underlying policy of the preferential debts provision—

& Watersv. Widdows, [1984] V.R. 503 (S.C.) [Waters].

ot In re Portbase Clothing Ltd. (1992), [1993] Ch. 388 [Portbase].

& Ibid. at 401.

8 Professor Roy Goode has proposed using this approach when afloating charge holder claims priority
over afixed charge holder on the basis of a subordination agreement: see Roy Goode, Legal Problems
of Credit and Security, 3d ed. (London: Sweet & Maxwell, 2003) at 188-89; see a so In re Woodr offes
(Musical Instruments) Ltd., [1985] 3 W.L.R. 543 (Ch. D.).

&7 Re Lewis Merthyr Consolidated Collieries Ltd. (1928), [1929] 1 Ch. 498 (C.A.).
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that preferential creditors such as employees should be given priority over a holder of a
floating charge who allows the business of the company to carry on — and thought that it
would be unconscionable to deprive the employees of this priority unless the legislation
makesit very clear that thisisto bethe case.® Thisapproach may beemployed in other cases
whereitispossibletoidentify an overriding policy objective. Unfortunately, thistask isoften
easier said than done.®® One might argue that Canadian legislation has clearly signalled an
intention that the statutory deemed trust that isimposed on the employer’ s assets in respect
of unremitted source deductions should have priority over other claimants, and that the
Crown should not be denied this priority in the absence of very clear statutory language. On
the other hand, it can be argued with equa justification that these kinds of statutory
provisions deprive secured creditors of their pre-existing property rights and that the courts
have always interpreted them strictly against the Crown.®

F. THE CONVERSION APPROACH

The Ontario Court of Appeal was confronted with a circular priority problemin G.M.S.
Securities & AppraisalsLtd. v. Rich-Wood Kitchens Ltd.** A fixtures financer (Rich-Wood)
took a security interest in cabinets that were later affixed to land. Rich-Wood failed to
register a fixtures notice in the land registration system. Rich-Wood had priority over the
holder of a first mortgage on the land (National Trust), since the mortgagee was not a
subsequent mortgagee (except to the extent of a future advance in respect of which it was
entitled to priority). The failure to register the fixtures notice resulted in a subordination of
Rich-Wood's security interest to a holder of a second mortgage on the land (GMS). Asa
result, Rich-Wood had priority over National Trust, National Trust had priority over GMS,
and GM S had priority over Rich-Wood. National Trust caused the land to be sold pursuant
to its power of sale, and a priority competition arose in respect of the proceeds of sale.

The Ontario Court of Appeal did not apply a fault-based approach of the kind discussed
above. Thiswould have given GM Sthe benefit of Rich-Wood' s priority. Instead, it took the
view that National Trust, by selling the land, had converted Rich-Wood's interest in the
cabinets. National Trust wastherefore required to pay Rich-Wood the value of the cabinets.
Because National Trust had paid out Rich-Wood, National Trust had the right to be
subrogated to any security interest held by Rich-Wood. However, Rich-Wood' s failure to
register a fixtures notice meant that this security interest was of no value as against GMS.

Thereareanumber of difficultieswith thisapproach. First, itisimpossibleto apply before
one of the parties hasrealized against the collateral. Suppose that National Trust had sought
a determination of priorities before it caused the land to be sold. The approach could not

& Waters, supra note 83 at 514; Portbase, supra note 84 at 400-407.

8 Some courts in the United States have attempted to apply the policy-based approach to break a
circularity. In Re Quaker City Uniform Co., 238 F.2d 155 (3rd Cir. 1956), the Court held that the policy
of favouring expenses of administration and wage claims in bankruptcy was by necessary implication
presumed to demonstrate an intention that the circularity should be broken in favour of the wage
claimants and the costs of administration. However, other courts have not been inclined to endorse this
approach: see Jordan v. Hamlett, 312 F.2d 121 (5th Cir. 1963); see also “Circuities of Priorities and
Liens under Section 67c(1) of the Bankruptcy Act,” Note, (1957) 66 YaeL.J. 784.

% British Columbia (Board of Industrial Relations) v. Avco Financial Services Realty Ltd., [1979] 2
S.C.R. 699.

o (1995), 21 O.R. (3d) 761 (C.A.).
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generate an outcome since Rich-Wood' s interest would not have been converted. Second,
the party who was responsible for the creation of a circular priority problem (Rich-Wood)
ends up with first priority. Third, the approach ultimately imposes the loss on thefirst party
to take steps to realize against the collateral. Suppose that it was Rich-Wood that exercised
itsright to remove the fixture from the land. GM S could claim the value of the cabinet from
Rich-Wood, since Rich-Wood would have taken property to which GM S had abetter claim.
Inthiscase, thelosswould ultimately be borne by Rich-Wood rather than by National Trust.

G. THE RESIDUAL PRIORITY RULE APPROACH

The PPSAs providearesidua priority rulethat determines competitions between secured
parties where no other priority rule is applicable. Where both security interests have been
perfected, priority is given to thefirst to register.”? Some have argued that if the specialized
PPSA priority rules do not resolve acircular priority competition, this residual priority rule
should be used to determine priorities.®® This produces an outcome that is often similar to a
fault-based approach that relegates the party at fault to the lowest ranking, though the
rationale for doing so is different. For example, in Case 3, above, involving an inventory
financer (PM SP) who gives a purchase-money security notice to SP1 but not to SP2, the
order of priority would be (1) SP1; (2) SP2; (3) PMSP. In the case of alapsed or discharged
registration, the re-registering party (SP1) would have the latest registration with the result
that priority would be (1) SP2; (2) SP3; (3) SP1. At best, thisisapartial solution. Many of
the circular priority systems involve parties who do not hold security interests that are
governed by the PPSA. In these cases, the residual priority rule can have no application.

H. THE PRO RATA APPROACH

With so many different solutions to circular priority problems, one might have thought
that the courts would have embraced the relatively simple step of dividing the fund pro rata
among the claimants. If the application of the priority rules do not produce a stabl e ranking,
it is not unthinkable that a court might simply decide to let them share in the fund. This
appears not to have attracted much support. Professor Michael Gillooly arguesthat this may
be due to the traditional “winner take all” approach of the law, and the belief that secured
creditors ought not to be treated equally but that the system of secured transactions law
operates best if the claims of secured creditorsfall into an established hierarchy or ranking.*
Cases from the United States similarly take the view that the proprietary nature of secured
claims necessitates a ranking of the claims even if this may result in a complex and
sophisticated distribution analysis.®

%2 APPSA, supra note 10, s. 35(1)(a); OPPSA, supra note 10, s. 30(1).

o M. Stuart Sutherland, “ Circular Priority Systems Within the Uniform Commercial Code,” Note, (1982)
61 Tex. L. Rev. 517 at 541-45.

o See Gillooly, supra note 63 at 88-89. Despite this judicial preference for a ranking of priorities, he
concludes that if the claims are of equal rank, the circularity should be resolved by permitting the
claimants to share pro ratain the fund.

o InreDarnell, 834 F.2d 1263 (6th Cir. 1987); In the Matter of: Cliff'sRidge Skiing Corp., 123 B.R. 753
(W.D. Mich. Bankr. 1991).
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V. ASSESSING THE APPROACHES

The foregoing discussion demonstrates that the difficulty encountered by a judge who
must resolve a circular priority systemis not that the problem isinsoluble. Rather, thereis
aplethora of approaches, but little guidance as to which should be chosen. One might take
the view that a circularity can only be solved by cutting the Gordian knot, and the choice of
where to cut is essentially an arbitrary one. Once a decision is made, certainty and
predictability is created through the binding force of precedence. This attitude is unhelpful.
A judge who is struggling to reach a solution will likely not appreciate the suggestion that
an arbitrary choice should be made. The judge will not be inclined to decide the matter on
acoin toss.*® Although difficult, the search for principle and rationality must be pursued.

Grant Gilmore described the proliferation of new approachesfor breaking the circularity
as an “admirable parlor game.” ¥ One suspects that a search for new and elegant variations
of the various approaches will do little to improve matters. What is most needed is some
basisfor choosing amongst them. We should seek to identify a set of criteriaagainst which
thevarious approaches can betested. These criteriashould bethose that promote the general
values and goals of commercia law. With this in mind, the following criteria have been
chosen:

. Simplicity

. Predictability

. Universality

. Incentive Effect

. Congruence with Commercial Expectations

A. SIMPLICITY

A simpleruleis generally preferred over acomplex rule. A complex rule creates greater
opportunities for error, and makes risk assessment more difficult for the parties. The set of
proposed solutions that fall under the reasonable expectations approach have a very high
degree of complexity in their application.®® Although the Dixon formula is the easiest to
apply, it produces outcomesthat many commentators have considered unacceptable. Others
have attempted to remedy these problems through the construction of more complicated
formulas, but one wondersif the cureis not worse than the disease.

B. PREDICTABILITY

A fundamental value pursued in commercial law is the quest for certainty and
predictability of outcomes. Some of the approachesfail badly onthiscriterion. A subrogation

% But see Maddox, supra note 4 at 892 where the Court states: “It seems to me that the question of

priorities, according to any of these formulaswould be amatter of chance, and which formulato follow,
which oneto take first, might aswell be determined by the turn of acard or the throw of the dice or the
selection of anumber.”

o7 Supra note 2 at 1032.

o Kocourek, supra note 69 at 953 states that “[m]asters, chancellors, and appellate judges would find
themselves in an intellectual bellum internecinum” in attempting to apply the Benson formula
Kocourek’s own formula, although somewhat less complex, is hardly a model of simplicity.
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approach aloneishighly unpredictable becausethe outcome dependsentirely upontheinitial
order of ranking of the parties. It isonly capable of producing predictable outcomesif it is
combined with some other theory or principle that determines the initial ranking. The
conversion approach also fails this test, as it does not produce an outcome if none of the
parties has enforced against the collateral. A policy-based approach is also difficult to
generate predictable outcomes, since the merits of the competing legidlative policies must
beidentified and resolved for every different circular priority system.

C. UNIVERSALITY

A universal approachispreferred over an approach that generatesasolution to oneor only
afew of the circular priority problems. There are two reasons why thisisthe case. A non-
universal approach leadsto greater complexity, since awhole series of different approaches
are needed to resolve the entire population of circular priority problems. Second, there is
little guidance on how new circular priority problems based on new legislative rules should
be resolved, as there will be controversy over which of the various approaches should be
applied to it. Some of the approaches that have been discussed are very limited in their
application. Theresidual priority ruleapproach cannot beappliedinamajority of thecircular
priority problems that have been identified. The policy-based approach is similarly limited
to afew instances in which aclear overarching policy can be discerned.

D. INCENTIVE EFFECT

Some of the approaches give rise to perverse incentives on the part of the parties. The
conversion approach providesagood example of this phenomenon. Under thisapproach, the
lossis ultimately borne by the party who takes the first step to enforce its claim. That party
isrequired to pay out the party who ranks over itsclaim, and is rewarded for its efforts with
aright to be subrogated to avaluel ess claim. This produces a strong incentive not to take any
action to enforce a claim since it will result in the subordination of that party’s security
interest. Thisis precisely thewrong incentivethat is needed. It produces a standoff in which
no party is willing to take action in situations when timely enforcement action by the
creditorsis highly desirable.

The Dixon formula and the Benson formula may also produce undesirable incentives.
Both of these produce a payout scheme in which the payout to the residual claimant declines
asthe fundsincreases. This gives the parties an incentive to manipul ate the sale process to
produce areturn that givesit the most favourable payout. Although other approaches have
attempted to modify the formulato produce a payout structure that does not diminish asthe
fund increases, this produces much greater complexity in therule.

Fault-based approaches tend to produce correct incentives. Because the loss is borne by
the party at fault who has created the circular priority, that party will have an incentive to
take precautions to ensure that the protective step is taken in a correct and timely manner.
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E. CONGRUENCE WITH COMMERCIAL EXPECTATIONS

A rule that is congruent with the reasonable commercial expectations of the parties is
preferred over one that generates counterintuitive outcomes. The reasonable expectations
approaches are directly premised on a desire to respect the legitimate commercial
expectations of the parties. Unfortunately, when one examines the payout structure that is
generated it isdifficult to believe that these are onesthat would be even remotely anticipated
by any reasonable commercial party. Gilmore commented that one “is left with the
impression that he hasjust witnessed the passage of three camelsnamed A, B and C through
the needle’ s eye.” * Although the Dixon formulaisthe easiest to apply, it does not provide
asatisfactory explanation of why only the reasonabl e expectations of two of thethree parties
(the junior claimants) are worthy of consideration.

One can argue that a reasonable expectations approach is too narrow in its perspective.
It looks only at one element of the problem: what would a party expect to recover knowing
that itsclaimisjunior to a higher-ranking claim? But there is another expectation that might
be considered. Litigation and other costs have been forced upon an innocent party because
of another party’ sfailureto take appropriate precautions. Theinnocent party hasalegitimate
expectation that the loss should be borne by the party who was responsible for the creation
of the problem.

F. THE PREFERRED APPROACH

The approach that best fitsthe criteriathat have been identified isamodified subrogation
approach. It ismodified in the sense that the approach is augmented by a principled means
of assigning the partiesto their initial priority positions. Where a party is at fault, the party
who isat fault is assigned the position of A, and the party who has priority over A by virtue
of that fault is assigned the position of C. C is then subrogated to the claim of A. B isno
worse off under thisrule. It istrue that C may not have any |legitimate expectation to recover
anything given that B’s claim outranked that of C.*® Given the failure of the reasonable
expectation approach to provide a superior rule, this can be tolerated as an acceptabl e cost.

This rule will resolve most of the priority disputes that have been identified under the
PPSA. However, there are some in which none of the parties have failed to take a protective
step. Whenthecircular priority isnot based on thefault of aparty, some other principle must
be devised in order to assign theinitial ranking. Thistype of priority competition most often
arises where there is a competition with a PPSA security interest and an interest that is not
governed by the PPSA. Here, one should assign the initia ranking based on the time of

b Supra note 2 at 1031.

10 Michael P. Pearson, “ Absolute versus Conditional Protection for Secured Parties: Problems of Lapsed
Perfection under Article 9 of the Uniform Commercial Code” (1979) 17 Hous. L. Rev. 1 at 16 makes
the following argument in favour of an extension of the subrogation approach: “While it may be
inappropriate to speak in terms of the reasonable expectations of the parties in such a morass, this
solutionisroughly equitable because it preservesthe approximate priority positions of the partiesat the
time they perfected their security interests. In so doing, it does not permit any one party to enjoy a
windfall a the expense of the others’; see also Blake Elliot Rasmussen, “Texas Adopts the
‘Subordination” Ruleto Solve Circular Priority Disputes Involving Personal Property: ITT Diversified
Credit Corp. v. First City Capital Corp., 737 SW.2d 803 (Tex. 1987)” (1988) 19 Tex. Tech. L. Rev.
1511 at 1521-22.
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creation of the interests. Thisis consistent with early English decisions that have applied a
subrogation approach and assigned the initial priority ranking on atemporal basis.’® Where
atitlereservation deviceis used, the party who reservestitle is regarded as thefirst in time,
with the other interests ranked according to time of creation of their interests.'® If both arise
simultaneously pursuant to after-acquired property clauses in their security agreements,
priority is given to the first security agreement to be executed.'®

The circular priority system that arises in connection with a BA security provides a case
in point.’®* It arises because the federal and provincial priority rules are not properly
coordinated. SP1 takes a security interest and registers first. BK takes a BA security and
registers in the BA registry, and SP2 then takes and registers a purchase-money security
interest. The solutionisto initialy rank the interests according to the time of their creation.
The ranking is therefore (1) SP1; (2) BK; (3) SP2. SP2 is then subrogated to the rights of
SP1.

In some cases, it will be necessary to consider whether a fault-based or non-fault-based
approach should be applied. For example, the circularity that arises in connection with a
judgment enforcement creditor does not involve a failure to register or to take some other
protective step.’® SP1 has priority over SP2, but SP1 is subordinate to the judgment
enforcement creditor to the extent new advances made after learning of the enforcement
measures of the judgment enforcement creditor. One might nevertheless argue that SP1
should betreated as a party at fault since it advanced new money despite having knowledge
of an intervening judgment enforcement creditor. In any event, it makes no differenceto the
outcomeinthiscase. SP1'sinterest wasthefirst to arise, and therefore SP1 would be placed
in the position of A even in the absence of fault.

The modified subrogation approach is relatively simple to apply and it produces
predictable outcomes. It comes close to providing a universal rule. It applies to both fault-
based and non-fault-based circular priority systems, with the only difference being thefactor
that isused to determine theidentity of the party who isassigned theinitial priority position.
It does not produce a set of perverse incentives, but instead reinforces the incentive to take
appropriate protective steps. Although it might bethought that one of the parties (C) receives
awindfall gain, the reasonabl e expectation approaches do not seem to do any better and yet
fail badly when tested against the other criteria. It also accords with the expectation that a
loss should fall on the party at fault. Finally, it has the great advantage of being in accord
withmost of the U.S. decisionsthat have considered the matter following the modernization
of personal property security law under Article 9 of the Uniform Commercial Code, and
receiving the endorsement of Gilmore in his highly influential treatise.’®

01 SeeReWyatt (1891), [1892] 1 Ch. 188 (C.A.); ReWeniger’sPoalicy, [1910] 2 Ch. 291. Seeaso Gillooly,
supra note 63 at 108-11.

02 Kawali, supra note 30; YMCF, supra note 30.

108 pulsar, supra note 29. See also Radius Credit Union Ltd. v. Royal Bank of Canada, 2009 SKCA 36,
[2009] 8 W.W.R. 60.

104 See Case 9: Bank Act Security, above.

105 See Case 8: Future Advances and Judgment Enforcement Creditors, above.

16 gupranote 2 at 1045-46.
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VI. THE EFFECT OF EX POST BARGAINING

Circular priority systems areinherently unstable. Even if the judiciary were ableto reach
a consensus on how to break the circularity, a victory would remain elusive. The certainty
and predictability that one might expect from a definitive ruleisundercut and threatened by
the effect of post-default bargaining among the parties. This instability is intrinsic to the
structure of atrue circular priority system, and comesinto play regardless of the particular
approach that is adopted by the courts to break the circularity.

The problem isillustrated in the following simple example. A has priority over B, B has
priority over C, and C has priority over A. Each has a claim for $100, and there are assets
valued at $100 for distribution. Assume that the judiciary has agreed that a modified
subrogation approach should be used to resolvethe circular priority system. The outcomeis
that C recovers $100, while A and B recover nothing. But there is now the possibility of a
value-enhancing bargain between A and B. Suppose that A agrees to waive or release its
security interest inthe collateral in return for apayment of $50 from B. Thevoluntary action
of the parties breaks the circular priority system. A is out of the picture, and the only
remaining priority competition is between B and C. B has priority over C, and therefore has
priority over the entire fund. B recovers the fund of $100, but has paid $50 to A. The end
result is that both A and B recover $50, while C recovers nothing.

Matters do not necessarily end here. C may counter with an offer to release itsclaimin
return for a payment from A. For example, C may offer to releaseits claim for $40. The net
result would be that A would receive $60 and C would receive $40. Thisin turn would spur
B to make an offer to Cto release its claim at a payout that improves C' sreturn. Ultimately,
two of the partieswill gang up against the third to freeze out that party. This choice may well
depend on the nature of the relationship between the parties and the possibility of future
dealings between them.

The problem does not disappear under a formula that results in a sharing among the
creditors. For example, under the Benson formula, each creditor would receive the same
amount inthisparticular scenario. Despitethis, thereisstill anincentivefor oneof the parties
to agreeto releaseits claimin order to freeze out aparty who is senior to it. For example, A
may agree to releaseits claimin return for a payment of $50 from B. The net result is that
A and B each receive $50, while C receives nothing.

Ex post bargaining resolves acircular priority system in the sense that the matter is never
brought before the court, and therefore there is no need for the court to resolve a circular
priority system. However, it is problematic in that it leads to unpredictable outcomes and
wasted expenses in the post-default period, and to the inability to assess risk in the pre-
default period.®

07 The problem of ex post facto bargaining among the claimants does not arise in respect of an apparent
circular priority system. Where a buyer or trustee acquires an interest free of a security interest, the
secured creditor’s claim is lost and the priority competition is resolved between the remaining two
parties. In the case of a subordination agreement, awaiver or release of asecurity interest by the senior
creditor would most likely be held to constitute a breach of the subordination agreement.
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One could argue that the priorities are crystallized at some point in time, and that it is not
thereafter possible for the actions of the partiesto alter this ranking. Courtsin Canada have
accepted the proposition that priorities crystallize at the point in time when a claimant
enforces a security interest against the collateral .*® A court may decideto apply thistheory
and crystallize priorities in respect of acircular priority system at the time of enforcement.
In the example above, C would be entitled to the whole fund and the other parties would get
nothing. If any of the parties enforced against the collateral, the priority of the partieswould
crystallize and any release or waiver that isthereafter given by A would not affect C'sclaim.

Itisby no meansclear that an extension of thecrystallization approachiswarrantedinthis
context. The idea that the priorities crystallize at the time of enforcement so as not to be
affected by subsequent actions arose in cases that involved a lapse in registration after an
enforcement step had been taken. In these cases, neither of the competing security interests
werewaived or released, and the only issue concerned the time when the priority rule should
be applied. The concept has never been used to support atheory that a security interest will
continueto exert an influence on the prioritiesof other parties even after itsrelease. Suppose
that SP1 isthe senior ranking creditor and SP2 isthe junior ranking creditor. SP2 has seized
the collateral. Both have claims for $100 and the collateral is worth only $150. SP1 has
priority over SP2, and SP2 will only be entitled to recover $50. But SP1 later decides to
releaseits security interest. It ishighly doubtful that a court would apply acrystallization of
priorities approach and limit SP2's claim to $50 in thisinstance. For similar reasons, it may
be argued that the approach should not be used when a secured party waives or releases a
claim in connection with a circular priority problem.

Furthermore, the crystallization of priority theory does not eliminate the problem of
atering the priority resolution through ex post bargaining. Even if one acceptsthetheory, the
point at which the priority rights are fixed is the date when one of the parties enforces its
security interest against the collateral. This theory would therefore be of no assistance in
respect of any releases or waivers that were given before enforcement.

VII. MINIMIZING THE INCIDENCE OF CIRCULAR PRIORITY SYSTEMS

Given the inherent instability of acircular priority system, it is not realistic to think that
all problems associated with them can be eliminated by the courts or by the design of the
legidative priority rules. Thisdoes not mean that the task ishopeless. Courts can agree upon
a simple and predictable rule for those cases where a circular priority problem is brought
before the court for resolution, and legislators can design secured transactions law so asto
reduce the instances where a circular priority system can arise.

Circular priority systems can be minimized by the avoi dance of priority rulesthat depend
on knowledge. The classic example is the priority rule that subordinates an unregistered
interest (A) to subsequent parties who are without knowledge. A circular priority system
arises whenever B has knowledge but C does not. Circular priority systems are also more

18 Serry Inc. v. Canadian Imperial Bank of Commerce (1985), 50 O.R. (2d) 267 (C.A.). See also
Asklepeion Restaurants Ltd. v. 791259 Ontario Ltd. (1996), 11 P.P.S.A.C. (2d) 320 (Ont. Ct. J. (Gen.
Div.)), aff'd (1998) 13 P.P.SA.C. (2d) 295 (Ont. C.A.).
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likely to arise when the priority rule selectively confers priority to a subset of potential
claimantswhen asecured party failsto properly take somerequired step such asregistration
or giving notice. This is illustrated in connection with a post-registration change in the
debtor’s name. In Ontario, this does not give rise to a potential circular priority system
because the effect of afailureto amend aregistration is the same regardless of whether the
competing claimant acquired its interest before or after the change of name. In the other
jurisdictions, a failure to amend does not result in a loss of perfection, but merely
subordinates the security interest to certain classes of subsequent interest holders. This
creates the conditions required for acircular priority system to arise.

This is not to say that the legislation should always strive to avoid circular priority
systems. Sometimes it is appropriate to accept the risk of acircular priority system in order
to achieve some other objective.’® In some instances, the architects of personal property
security legislation havedeliberately decided to makethistrade-off.*° Evenwhenthischoice
is made, it is often possible to minimize the incidence of circular priority problems. One
method is to shorten the duration of the period within which circular priority systems can
arise in order to reduce the frequency of their occurrence. This strategy can be seen in the
approach taken to lapsed or discharged registrations in jurisdictions other than Ontario. A
secured creditor who has alapsed or discharged registration is given a 30-day period within
which a specia re-registration procedure can be utilized to get its registration back on the
system. Thisgreatly limitsthe occurrence of circular priority systems, asitisonly during the
30-day period that acircular priority system can arise. Thereis a deliberate trade-off in the
design of thistype of rule. The possibility that acircular priority system will ariseiskept to
an acceptable level so that some other legislative objective can be realized.

Circular priority systems can be limited by harmonizing the priority rules of non-PPSA
devices such as BA security or statutory deemed trusts so that they are better integrated with
the priority structure of the PPSA. This might involve the adoption of a priority rule that
subordinates a deemed trust or BA security to a purchase-money security interest taken by
alender. Thiswould lead to better coordination between the federal and provincia priority
rulesand areduction inthe number of occasionsinwhich circular priority competitionsarise.
Inrare cases, thelegislation may be drafted so asto include apriority rulethat isspecificaly
designed to resolve a potential circular priority system.™ Thisisvery much the exception,
and the usual attitude of the legislative drafters appears to be that the benefits of greater
predictability is outweighed by the increased complexity and reduced comprehensibility of

9 R,C.C. Cuming, “Judicial Treatment of the Saskatchewan Personal Property Security Act” (1986) 51
Sask. L. Rev. 129 at 139-40 states that “[w]hile circular priority problems cannot always be avoided,
there must be a strong public policy basisfor adopting rulesthat carry with them asignificant potential
for creating circular priority problems.”

10 The Law Reform Commission of Saskatchewan, in Proposals for a Saskatchewan Personal Property
Security Act (Saskatoon: Law Reform Commission of Saskatchewan, 1977) at 64 recognized that a
circular priority system might arise in connection with the re-registration of a lapsed or discharged
registration, but was of the opinion that that “the possibility that a circular priority will develop isthe
lesser of the two evils.”

1 See Land Title Act, R.S.B.C. 1996, c. 250, s. 203, which deals with a circular priority competition
amongst (1) an uncrystallized floating charge registered in the personal property registry; (2) a
crystallized floating charge registered in the land titles system; and (3) an encumbrance against land
registered in the land titles system. For a discussion of the specialized statutes dealing with floating
charges on land, see Law Reform Commission of British Columbia, Report on Floating Charges on
Land (Vancouver: Law Reform Commission of British Columbia, 1989); Roderick J. Wood, “The
Floating Charge on Land in the Western Provinces’ (1992) 20 Can. Bus. L.J. 132.
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astatute that attemptsto provide individualized solutionsto every potential circular priority
system.

Although judges are usually called upon to break circular priority problems that have
already come into existence, they also have a limited ability to implement strategies for
keeping circular priority problems in check. Some courts have indicated that, when
interpreting legislation, they will be more inclined to adopt an interpretation that does not
result in the creation of acircular priority problem. Thistype of approach can be applied
in connection with the debate over the appropriate test for seriously misleading registration
errors. Some cases that have dealt with registration errors have departed from an objective
test that involves a hypothetical searching party and have embraced a subjective test that
looks to the state of knowledge of the party that is challenging the registration.® A
subjective test is more likely to produce circular priority systems. SP1 registers, but the
financing statement contains an error. SP2 knows of SP1’s security interest, but SP3 does
not. SP1 has priority over SP2, since SP1’ s registration was not invalid against SP2 due to
SP2’sknowledge. SP2 has priority over SP3, since SP2 hasthe earlier registration. SP3 has
priority over SP1 because SP1’ sregistration wasinvalid against SP3 dueto the error. If the
court adopts an objective test, SP1' sregistration will either be valid against both or invalid
against both. In either event, a circular priority system does not arise. This is one of the
reasons why some experts have argued against the subjective approach.™

VIIl. CONCLUSION

Just asthereis presently no cure for the common cold, so too isthere no curefor circular
priority problems. The best we can do is to take precautions to protect ourselves, and to
follow asound regimen when we do succumb. Once we understand the nature of the problem
we can differentiate between true circular priority systems and those that merely have a
superficial resemblance to such systems. The latter do not create difficulties, since the
apparent circularity can easily be resolved. We can design secured transactions law so asto
reduce the occasions when true circular priority problems arise. For those who nevertheless
become enmeshed inacircular priority system, the adoption of asimpleand predictablerule
for breaking the circularity will at least reduce litigation costs. Unfortunately, judicial
concurrence on arule for breaking the circularity will not eliminate the problem. A circular
priority system is highly unstable. By accepting a side payment in return for releasing or
waiving its claim, a party can fundamentally alter the distribution that would otherwise
ensue. Given the vast array of circular priority systems that are possible, one wonders
whether this explains why we do not see these types of problems litigated more often.

12 United Statesv. Handy and Harman, 750 F.2d 777 (9th Cir. 1984) at 784 statesthat: “[c]ircular priorities
can be resolved, but interpretations of the code that would give rise to them should be avoided.”

13 Seee.g. Harder (Trustee of) v. Alberta Treasury Branches, 2004 ABQB 285, 356 A.R. 320.

14 Cuming, supra note 109 at 139-40.



