CAN A SECURED LENDER SELL ITS SECURITY TO ITSELF?
If, when reading the above question, you thought ‘No’ then you would in substance be wrong.  

Although over the years the courts have developed a series of rules for the protection of borrowers, these rules will not be allowed to impugn a transaction that in ‘practical commercial terms’ is in the interests of a borrower even if there is no attempt to test the market and even if the buyer was associated with the lender.  A ruling in July 2003 of the Privy Council (composed of five of the UK’s most eminent judges) emphasises the above. 

The case in question is Newport Farm Limited v Damesh Holdings Limited.  Damesh lent money to Newport on the security of a 200 acre apple orchard in New Zealand.  In England a mortgagee exercising a power of sale over a mortgaged property owes a duty to the mortgagor to take reasonable care to obtain the best price reasonably obtainable at the time of sale.  This rule also exists in New Zealand (having become part of its statute law).  The borrower defaulted on its loan.  The market value of the orchard was then $13.5million.  There existed loans secured on the orchard totalling $21.2million.  The lender and borrower agreed that the lender would arrange the sale of the orchard to a purchaser.  The lender then took the purchase price and wrote off the loan.  

The borrower, having freely agreed to the terms of sale, then sought to argue that no proper steps had been taken to ‘openly market’ the orchard.  Furthermore, it was argued that the buyer was associated with the lender and that this was a breach of the lender’s duties to the borrower.  An argument was developed that relied upon an earlier Privy Council case in 1983, namely Tse Kwong Lam v Wong Chit Sen.  In that case a large building was offered for sale at auction.  The only bidder was the mortgagee’s wife.  The building was sold to a company which was controlled by the mortgagee and his family.  The borrower attacked the sale as improper.  Although the Privy Council explained that ‘there is no hard and fast rule that a mortgagee may not sell to a company in which he is interested’ it went on to recommend steps that a mortgagee should take in order to show that it had obtained the best price reasonably obtainable.  In Tse v Wong the mortgagees did not explain why they had decided to sell the property at auction, rather than in some other way.  Nor did they show why a particular auction was chosen, nor why a particular reserve was chosen.  It was stressed that the very close connection between the lender as seller and the lender as buyer placed a heavy burden upon the lender to show that the best price had been obtained.  In all the circumstances it was decided that it had not been shown that all proper steps had been taken to obtain the best price for the property.

Since Tse v Wong was a win for the borrower, in Newport arguments were advanced to seek to insist that the steps recommended in Tse v Wong should have been followed in that case.  These arguments were rejected.  Whilst the judges recognised the general rule about obtaining the best price reasonably obtainable for a mortgaged property they took the opportunity of emphasising three other rules, namely:

(i) ‘Whether reasonable steps have been taken by a mortgagee to obtain the best price the steps taken by the mortgagee and those acting with it must be looked at in the round.  The issue is a commercial one to be viewed in practical commercial terms.’

(ii) ‘There is no general rule that a company in which a mortgagee is interested cannot purchase the mortgaged property on a mortgagee sale.’

(iii) ‘The mortgagor is entitled to agree with the mortgagee the terms on which the mortgagee sells.’

The big lesson to emerge from the Newport case is that if a sale of mortgaged land can be achieved with the willing agreement of the borrower then such a sale will normally be unimpugnable in the courts even if the mortgagee and the buyer may be connected.  The courts will not allow rules intended for the protection of a mortgagor in the case of a sale in which he is not involved to be invoked by a mortgagor who has freely co-operated in a sale.
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