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he Ontario Court of Ap-

peal cautions that late

payment charges, de-

fault fees, and interest-
escalation ‘provisions in a debt
instrument may not be enforce-
able in some situations.

In PAR.CEL. Inc. v. Ac-
quaviva, the appellate court
found that s. 8 of the federal In-
terest Act could prohibit some
penalties in the event of a default
if the arrears are secured by a
mortgage on real property.

“I was really gratified to see a
case on point,” says Walter Traub,
a certified specialist in real es-
tate Jaw whose main area of fo-
cus is mortgage law at Goldman
Sloan Nash and Haber LLP. “My
reservation, however, is that the
decision itself may have created
more confusion and didn't go far
enough to give clear direction.”

Section 8 of the Interest Act
states that a lender cant charge
an increased interest rate upon
default of a mortgage when real
estate is involved. The issue in
P.A.R.C.E.L.is that the only inter-
est rate mentioned in the mortgage
was the agreed-upon rate of .75 per
cent; it was rather the promissory
note that spelled out a regime see-
ing an escalation of the interest
rate in the event of default of the
mortgage payments.

PARCE.Ls sole officer and
director, Bijan Pardis, executed a
promissory note and a mortgage
for $458,488 from Sam Acqua-
viva’s Premier Homes Realty Ltd.
at an interest rate of 0.75 per cent.
The note included an interest es-
calation provision increasing the
interest rate to 10 per cent in the
event of default, but the mortgage
didn't include a similar stipula-
tion. The mortgage listed a late
payment charge of $10 per day
for mortgage payments received
after the regularly scheduled pay-
ment date, as well as an admin-
istrative fee of $300 for each un-
returned or NSF payment, or for
each missed or late installment,
which were not included in the
promissory note.

Pardis made monthly pay-
ments for the first year and then
stopped. Premier Homes sued
him and his companies and won
in summary judgment.

“The critical question is
whether s. 8 applies to the single
loan secured by both the note and
the mortgage, where the terms
of the note provide for escalated
interest on default but where the
mortgage, which admittedly se-
cures the note, contains no such
provision,”
Cronk in the unanimous Court
of Appeal decision, to which the
court answered: Yes.

Cronk further wrote that if
the position of Premier Homes
was accepted, it “would result in
commercial uncertainty as well
as fundamental unfairness to the
‘appellants.”
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Appeal Court nixes escalating interest penalty

Walter Traub says Interest Act ruling ‘may have created more confusion and didn't go far

enough to give clear direction.

The offending provisions on
defaultin P.A.R.C.E.L. may well
have evolved from what Traub
calls “legal creativity,” which he
says has taken over. In order to
overcome hardships, lenders and
their lawyers try to create con-
tractual provisions to preclude
borrowers from purposely de-

faulting on loans when the inter-

est rate changes after an agree-
ment has been signed. Borrow-
ers might be tempted to go into
default if the rate drops.

An accepted principal of law
holds that courts should not in-
terfere with contractual agree-
ments unless theyre in violation
of the law.

The lenders won a summary
judgment at the trial level in
which the borrower wasn't repre-
sented and didn't initially show
up. They argued that the penal-
ties were laid out in the prom-
issory note, not the mortgage,
so s. 8 doesn't apply. The Court
of Appeal found that since the
promissory note was secured by
amortgage for the same amount,

they represented the same debt -

and the provisions of the note,
including the penalties, apply
and are, therefore, invalid.

The court also found the fees
to be paid out on default, which
were stipulated in the mortgage,

- also violate s. 8.

“The obvious question is: What
costs did the lender incur and are
they justifiable?” asks Traub. “The
court basically said unless it is a
justifiable cost incurred, the lender
is not entitled to it.”

But, he says, the court doesn't
provide a detailed analysis on
this issue nor the issue of default
of interest that he had hoped for
because the court tied the debt
and mortgage instruments to-
gether instead of examining the
promissory note in isolation and

determining if either violated the
intent of s. 8 in modern financing.
“Tagree with the decision over-
all. ... Instead of it being a guid-
ing light, however, it raises some
further questions and issues that
may lead to even greater confu-
sion,” he says. “In my view, the
provisions in the note are valid as
they do not impact real estate.”
Section 8 provides a level of
protection reflecting a pillar of
common law, property law, and

REGISTER ONLINE www.lexpert.ca/cpdcentre » 3595 each

Canada LLP

CONSIULTATION AND OTHER
EMERGING ISSUES:

Thomas Isaac, Osler,

Hoskin & Harcourt LLP

THE LEASE- WHATS NEXT?
Stephen J. Messinger,
Minden Gross LLP

geTAIN g
CPD|

| HOURS |

LEXPERT

real property law that a lender
cannot convert his' loan into
property. It acknowledges that
real estate is a special asset af-
forded special protection under
the law and attempts to level the
playing field and enforce fair
practices between lenders, which
generally have greater bargain-
ing power, and borrowers.

According to Traub, in this
case — aside from some of the
penal administrative costs set
out in the mortgage, which he
acknowledges were unenforce-
able — the escalation of inter-
est provisions contained in the
promissory note did not violate
s. 8, and lack of absence of such
provisions in the mortgage itself
did not require the protection
intended bys. 8.

In PARCEL, the court
said that s. 8 applies regardless of
which debt instrument contains

_ the prohibited charges so long as
- they .evidence the same repay-

ment terms and where payment
of one is payment of the other,
observes Kym Stasiuk, whose
practiceat Blaney McMurtry LLP
focuses on real estate financing.

“Notwithstanding the fact
that some of the provisions in
the loan documents were held
by the court to be unenforceable,
.the litigation, at this high level,
may have been avoided had the
loan documents been more care-
fully drafted with clear, consis-
tent provisions,” he says.

“One of the takeaways from
this case is that I think it’s just
a good reminder of the provi-
sions that are out there to protect

borrowers from abusive lending
practices,” he says. “For lenders
who include these types of pro-
visions in their loan documents,
this case should serve as a cau-
tion that such provisions will not
hold up in court”

If the after-default rate is high-
er than before, then this is a clear
violation of s. 8 and is, therefore,
unenforceable, adds Stasiuk.

‘P.A.R.C.E.L. clearly annun-
ciates what s. 8 is all about,” adds
Alicia S. Natividad, who prac-
tises business and property law
under ASN Law Professional
Corporation in Ottawa. “The
intent of s. 8 is to safeguard
the borrower from abuse-of-
loan practices . . . . I think the
court paid attention to that.”

The message for lenders,
she says, is careful drafting to
structure a loan secured by a
mortgage where an increased
rate of interest is not triggered by
a default or a maturity date to re-

spect the protection afforded bor-

rowers in s. 8 from aggressive lend-
ing practices that could prevent
them from repaying their loans.

In PAR.CE.L, there was
just one loan but two debt instru-
ments with different instructions.

“To me, it just shows how
careful drafting is so essential,”
says Natividad. “When drafting
the loan document, the ques-
tion in my mind is: ‘What is the
primary -debt and what is the
primary instrument that reflects
that debt?™

If it’s just a single loan, both
instruments must be reflected in
the same way. T
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