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An Introduction to Security 

1. Why Take Security? 

1.1 If a borrower becomes insolvent, the proceeds realised from its assets will be shared amongst 

its creditors. The effect of security over an asset is to give a secured lender a priority right to be 

repaid out of the proceeds of that asset ahead of unsecured creditors.  Those creditors without 

security over an asset will take a share of the proceeds of that asset only after the secured 

creditor has received payment in full.   

1.2 This note outlines: 

(a) The main types of security that can be granted. 

(b) The main forms of quasi-security, which can subsist over assets and which might 

prejudice a lender's security. 

(c) Various issues to be aware of when taking security, which might affect the validity or 

enforceability of security. 

2. Types of security 

2.1 There are two principal types of security in common use under English law: 

(a) Charge  

(b) Mortgage 

3. What is a Charge? 

3.1 For practical reasons, most lenders will not want to take possession of a debtor's assets and a 

debtor will not want to lose control of its assets, especially if they are used in the day-to-day 

running of its business. Accordingly, a lender will want to take security by obtaining rights 

over, but not necessarily possession of, specific assets of the debtor as security for the loan.  

3.2 The term "charge" is often loosely used as a generic term for all types of security interest, but 

in its strict sense the term refers to an agreement between a creditor (chargee) and a debtor 

(chargor) by which a particular asset is appropriated by the chargor to the satisfaction of a 

debt owed to the creditor.  A charge does not transfer to the chargee legal or beneficial 

interests in an asset, nor does it confer a right to possession.   Charges can either be fixed or 

floating. 

4. Fixed charge 

4.1 A fixed charge attaches immediately to the charged asset (provided that the asset is, or is 

capable of being, ascertained and definite).  
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4.2 The key characteristic of a fixed charge is that it gives the lender control over the charged 

asset. This control is crucial to the nature of a fixed charge. Without sufficient control by the 

lender over the asset, the charge will be floating and not fixed (see below). 

4.3 Whether a charge is fixed is not a matter of the intention of the parties, but a matter of fact. 

Did the lender in fact have sufficient control over the charged assets to make its charge fixed? 

If not (for example, because the chargor was free to sell the assets without the lender's 

consent) the lender's charge is floating. 

4.4 Similarly, if a charge is described as a floating charge in circumstances where there are severe 

restrictions on the owner's rights to deal with the property under the charge, the charge in 

reality may be a fixed charge. 

5. Floating charge 

5.1 A floating charge hovers above a shifting pool of assets. It is a charge on a class of assets, 

present and future, belonging to a chargor. That class of assets is one which, in the ordinary 

course of the chargor's business, changes from time to time. When a floating charge is taken, it 

is contemplated that until some future step is taken by, or on behalf of, those interested in the 

charge, the chargor will carry on its business in the ordinary way in relation to that class of 

assets (including disposing of those assets) without the consent of the chargeholder. 

5.2 Unlike assets secured by a fixed charge, the assets secured by a floating charge are, therefore, 

described generically, for example, the chargor's "trading stock" or its "undertaking and 

assets".  

6. Advantages and Disadvantages of a Floating Charge 

6.1 The group of assets subject to a floating charge may fluctuate from time to time, either through 

the chargor disposing of them in its ordinary course of business, or through the acquisition of 

assets of that class after the floating charge was created. This is a significant advantage of a 

floating charge, but this freedom to deal with the assets gives the chargor the opportunity to 

dispose of all the assets secured by the floating charge, leaving the chargor as a shell. 

6.2 It is usually important for a lender to take a floating charge where possible, either on its own 

or in addition to one or more fixed charges. This is because a floating charge: 

(a) Acts as a catch-all, sweeping up assets which, for practical purposes, cannot be 

specifically charged by a fixed charge (for example, stock in trade or goodwill) or of 

which the lender is unaware. 

(b) Enables a lender to take security without unduly restricting or affecting the chargor's 

ability to carry on its business by dealing with its trading stock and receivables. 

6.3 A floating charge, either by operation of law or by agreement of the parties, will however 

become a fixed charge over the charged assets when certain “crystallisation” events occur (see 

below). 

6.4 The question of whether a charge over a particular asset is fixed or floating is invariably 

important on a chargor's insolvency. This is because the holder of a fixed charge enjoys 

considerable advantage, in terms of priority of distributions to creditors, over the holder of a 

floating charge. 

6.5 On a chargor's insolvency, the holder of a fixed charge over a chargor's assets will get paid out 

of the proceeds of sale of the assets subject to the fixed charge before all other creditors 
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(including preferential creditors such as employees and contributions to occupational pension 

schemes).  

6.6 On the other hand, the holder of a floating charge is only paid out of asset realisations after the 

following have been paid: 

(a) Fixed chargeholders. 

(b) Expenses of the insolvent estate (which include obligations of the insolvent company 

to contribute to any deficit in any defined benefit pension scheme). 

(c) Any preferential creditors, such as employees. 

6.7 In addition, once these creditors have all been paid, and before distributing asset realisations 

to floating chargeholders, a percentage of the floating charge assets must be ring-fenced for 

payment to unsecured creditors. This ring-fenced percentage is known as the “prescribed 

part”. Only after the prescribed part has been set aside will any floating chargeholder get paid 

out of the proceeds of sale of their assets.  The prescribed part is calculated on a sliding scale, 

as a percentage of total realisations from floating charge assets, up to a current maximum of 

20%.   

7. Crystallisation of floating charges 

7.1 A floating charge can convert, or crystallise, into a fixed charge if certain events occur. A 

floating charge may crystallise over all the assets subject to it (which is most common), or just 

some of them if the lender so decides (but this is rare). As a consequence of crystallisation, the 

chargor's ability to deal with the affected assets is restricted. 

7.2 Crystallisation will automatically occur at common law in the following circumstances: 

(a) When a winding-up order is made in relation to the chargor. 

(b) When the lender appoints a receiver, administrative receiver or administrator over 

some or all of the chargor's assets or takes any such equivalent intervening step 

implying that the chargor's freedom to deal with its assets has been withdrawn. 

(c) When the chargor ceases to carry on business. 

7.3 As the common law crystallisation triggers are not very sensitive (that is, they only take effect 

relatively late in the process of a chargor getting into financial difficulties), a document 

creating a floating charge will typically specify further circumstances (broadly where the 

chargor gets into financial difficulties) which will cause the floating charge to crystallise.  

7.4 In setting the triggers for crystallisation, a lender needs to be mindful that crystallisation does 

not occur too early.  Since crystallisation converts the charge to a fixed charge, which bites on 

the assets existing at the time of crystallisation, all assets acquired thereafter will be 

unsecured.  Accordingly, if crystallisation happens well before the lender intends taking 

enforcement action, the lender could find that the assets remaining at the time of enforcement 

are unsecured, and the secured assets (covered by the crystallised/fixed charge) have been 

disposed of in the ordinary course of business and are effectively irrecoverable.   
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8. What is a Mortgage? 

8.1 A mortgage involves the transfer of title to an asset by way of security for particular 

obligations, on the express or implied condition that it will be re-transferred when the secured 

obligations are discharged. What distinguishes a mortgage from an outright sale with a right of 

repurchase is the intention that the transfer is to secure the performance of obligations, for 

example, the repayment of a debt. This transfer of title enhances the lender's ability to realise 

the security, and prevents the mortgagor from disposing of the asset. 

8.2 A mortgage is an enhanced type of charge because it gives the security holder rights over the 

asset backed up with a transfer of title. Possession of the secured asset is not required and 

mortgages can be created over tangible and intangible assets. 

9. Quasi-security 

9.1 Quasi-security is an umbrella term for various ways a creditor may try to obtain a better 

position on a debtor's insolvency, without taking an actual security interest. The economic 

effect of quasi-security is the same as creation of security and it is important for lenders to be 

aware of any quasi-security affecting a debtor's assets as it may have an impact on the debtor's 

security and its access to any affected assets. 

9.2 Common forms of quasi-security include: 

(a) Set-off.  A creditor which owes money to a chargor may obtain effective priority over 

the holder of a charge by setting-off monies owed by it against monies owed to it.   

(b) Retention of title.  Assets may notionally fall within a charge, but the charge is not 

effective because a seller of the asset to the chargor has retained title over it 

(notwithstanding that it has parted with possession of it) pending payment of the 

purchase price by the chargor.  

(c) Finance leasing, sale and leaseback, hire purchase, conditional sale, and factoring.  In 

a similar manner to retention of title (see above), all of these arrangements may have 

the effect that a chargor does not hold title to an asset, rendering any charge over it 

ineffective.   

10. Transactions at an undervalue 

10.1 An administrator or a liquidator can apply to the court to set aside any security by which a 

chargor (whether a company, LLP, partnership or individual) received either no consideration 

or significantly less consideration than it provided. For such an application to succeed, the 

following criteria must be satisfied: 

(a) The security must have been entered into in the two years before the winding up or 

administration. 

(b) The security must have been granted when the company was insolvent or have 

resulted in the company's insolvency. 

11. Preferences 

11.1 An administrator or a liquidator can also apply to the court to set aside a preference. A 

preference is a transaction in which a company intentionally benefits a creditor, surety or 

guarantor by enhancing its position in the event that the company becomes insolvent. A 

preference may include the provision of new or enhanced security. For a preference to arise in 

respect of any security, the following criteria must be satisfied: 
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(a) The chargor  (whether a company, LLP, partnership or individual) must have been 

insolvent at the time of the transaction, or have become insolvent as a result of it; 

(b) The security must have been granted in the six months before the onset of liquidation 

or administration. The time period is extended to two years in the case of a preference 

in favour of a connected person. 

11.2 A transaction is only a preference if the chargor is influenced by a desire to put the preferred 

person in a better position on winding up (a desire to prefer is presumed in the case of a 

preference given to a connected person).  

12. Invalid floating charges 

12.1 A floating charge on the property of a company or LLP will be invalid if: 

(a) it is granted in the 12 months before the commencement of a liquidation or 

administration (or two years if it is granted to a connected person); 

(b) in the case of a floating charge granted to an unconnected person, the company is 

insolvent at the time or has become insolvent as a result of the transaction.  

12.2 However, a floating charge granted in the above circumstances is valid to the extent of: 

(a) the value of so much of the consideration for the creation of the charge as consists of 

money paid, or goods or services supplied, to the company/LLP at the same time as, 

or after, the creation of the charge. 

(b) the consideration consisting of the discharge or reduction of any debt of the 

company/LLP at the same time or after the creation of the charge. 

(c) interest on either of the above. 

13. Corporate benefit 

13.1 Where a company borrows money from a lender and gives security for that loan, the company 

is clearly deriving a benefit from the arrangement. However, where the lender requires 

security not only from the borrower, but also from its parent, subsidiary or other companies in 

the group, it might not be clear what benefit such companies receive in return and the 

directors of each of those companies will need to consider this carefully. 

13.2 Each director of a company is subject to a fiduciary duty to act in good faith in the best 

interests of the company.   Where directors procure the company to enter into any 

arrangement, such as the granting of security for the liabilities of a third party, which is not in 

the best interests of the company, the directors will be in breach of duty and that security may 

later be set aside.   This is obviously of concern not just to the directors, but to the holder of the 

relevant security.   

13.3 A parent company might justify giving security for a subsidiary's borrowings (downstream 

security) because it will, directly or indirectly, hope to benefit from the activities of the 

subsidiary. Conversely, a subsidiary might justify supporting its parent (upstream security) 

because of the support it receives from its parent in, for example, marketing terms.   However, 

it is normally harder to justify the benefit to a company from assistance given to a parent or to 

a subsidiary of a parent (i.e a “sister” company).    
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13.4 Security may still be given, and will not be liable to be set aside, even where there is 

insufficient corporate benefit, if the company's shareholders approve the security by ordinary 

resolution, and the company is not insolvent at the time, and does not become insolvent as a 

result of the transaction.   If the company is insolvent at the time, or becomes insolvent as a 

result of the granting of security, any such resolution will not be effective to remedy the 

consequences of a lack of corporate benefit.   

14. Structural Subordination 

14.1 If a lender lends to a parent company or other parent entity (such as an LLP) which owns a 

subsidiary, and the lender only takes security from the parent, it is at a disadvantage in 

relation to secured, and even unsecured, creditors of the subsidiary. This can be an issue if the 

lender is lending on the basis of the assets in the subsidiary. 

14.2 This is because, on the subsidiary's insolvency, its creditors can claim for their debts against 

the subsidiary's assets. A lender to the parent can only claim for its debt out of the parent's 

assets, unless the subsidiary has given a guarantee. The parent's assets will include its shares 

in the subsidiary, but the subsidiary's assets will only be distributable to the parent (and 

therefore the parent's lender) after all of the debts claimed against the subsidiary have been 

fully satisfied. The parent's lender, therefore, ranks as a shareholder in the pecking order as far 

as the subsidiary's assets are concerned, and the subsidiary's creditors have a higher-ranking 

claim to the subsidiary's assets than the parent's lender. This means that the parent's lender is 

effectively subordinated to the creditors of the subsidiary. 

15. Security over Shares 

15.1 Security over shares suffers from a number of inherent weaknesses, including the following: 

(a) All security over a company’s shares is structurally subordinated to the creditors of 

that company (see above re structural subordination).  A highly leveraged company 

may have very valuable assets, but its shares may have little or no value.  Shares which 

have significant value when security is taken over them may subsequently lose some 

or all of that value where substantial debt is incurred by the company; 

(b) In order to realise the value of secured shares, any creditor will need to be able to 

transfer legal title to those shares, whether to itself or to a third party.  A transfer of 

legal title to shares can only be effected by a board resolution and amendment of the 

company’s share register.  These steps are often in the power and control of the 

debtor, not the creditor, which may render enforcement of the share security difficult 

or even impossible without court proceedings.  If the company is incorporated in a 

foreign jurisdiction, it is likely to be necessary to bring any enforcement proceedings 

in the courts of that jurisdiction; 

(c) It may be difficult or impossible to find a buyer for a minority shareholding in a 

private limited company, particularly where the debtor is hostile and in control of the 

board, hence there may be limited or no opportunity for the creditor to realise the 

value of its security; 

(d) even where (as is common) the share security includes a deposit of the relevant share 

certificate with the creditor, a dishonest debtor in control of the company’s board may 

procure the issue of a replacement certificate and may purport to deal with the 

secured shares.  A bona fide third party buyer without notice of the security may 

acquire title to the shares free of the security.   
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16. Onerous Contracts 

16.1 Any security is only effective to the extent that the underlying liabilities secured by it are 

enforceable in law. To the extent that secured liabilities can be set aside or are unenforceable, 

the security will fail, as there will be nothing for it to secure. 

16.2 In a corporate insolvency, certain property may be disclaimed by a liquidator (by not an 

administrator) if it is “onerous”.  Onerous property is: 

(a) any unprofitable contract;  

(b) any other property that is:  

(i) unsalable or not readily saleable; or 

(ii) such that it may give rise to a liability to pay money or perform any other 

onerous act.  

16.3 Most leases will constitute onerous property, and a liquidator will normally disclaim a lease.   

16.4 The effect of a disclaimer is to terminate liabilities accruing after the disclaimer, all liabilities 

accruing prior to the disclaimer remaining due.      

 

PLEASE NOTE this briefing note contains information about current legal issues and is only 

intended as a general statement of the law – it does not give legal advice. No action should be taken 

in reliance on this note without specific legal advice. 
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