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I InTrRODUCTION

Ovwer the past decade, commentators and practicing lawyers
have debated the desirability of a uniform state law on equipment
leasing. The “statutory codification™ movement was a natural reac-
tion to the explosive growth of equipment leasing after World War
IL' Beginning in 1880, the American Bar Association conducted
comprehensive studies to define the scope and substance of a uni-
form state law on the leasing of goods. The impetus for these
studies was strengthened by developments in international law: In
responseé to the incressing volume of cross-border leasing, the In-
ternational Institute for the Unification of Private Law
(UNIDROIT) published a preliminary set of rules for international
“financial leasing” in March 1981.* The widespread success of

1. Equipment leasing hes ancient origirs. See Nevitt & Faboezi, History of Equipment
Leasing, 3 J. Equipseent LEssr Finanee 48 {1885) (outlining evolution of equipment beas-
ing from (s “rocis that date back thomands of years™ to the earliest recorded equipmont
leases “in the apcient Samarian city of Ur in about 2010 B.C.")L The “boom"” in this indus-
iry, bowever, really begam in the 1950s. Tax laws, Comptroller of the Cuarrency malings,
amendments to the Bank Holding Company Act, and other regulatory changes all have con-
tributed to the growth of modern equipment leasing, See id. at 51-61

Today equipment lessing aceounts foe over 20% of all capital investment exch year in
the United States. Over 5310 billion in lesse recwivahiles are estimated to be outstanding in
this country. US Der'r oF Commencs, 1957 US. Inpustrest, Ourtoo 53-1. Well aver 580
billlan warth of equipment was finamcsd theough leating in the United Sistes in 1988 alone.
Td; Wortp Leaseve Yeansoow 1957 at 253, Computers, office equipment, transportation
squipmest, and mamifacturing and industrial squipment sccouni for more than 0% of
totel equipment leased. Auswmicas Ass'N of Equir, Leasseo, Servey oF [enustey ACTivery
ron 1585 ar & “leems that are commonly leased range from adrplases and rolling stock
theough velevisions and refrigerators o punch bowls and sanding machines and to mare
exctic items i well. as dairy cows and thoroughbeed horees. Lanse pericds rangs from sev-
eral hoars 0 30 vears or more.” Daarteic Cossrres or TiE MNamiowal CONFERENCE OF
Costigisouens o Uarosu Stare Liws, Perscstai Prormery Lo Act PreraroEy
MoTe [1888),

L UNIDROIT ls an coganieation formerky associsted with the League of Matloss, with
mambar countsies (Incliading the United States) from all continents. UNTDROITs draft
rules on international “financial lsasing.” which apply to both true lesses and installmant
eales, are desigred 1o facilicate leasing and other Gnancial transactions scross intersational
borders. See UNIDROIT, Preliminary Draft Uniform Rules oo Internations] Financial
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equipment leasing, both at home and internationally, thus has pro-
pelled the industry towards a brave new world of “statutory
codification.”

The National Conference of Commissioners on Uniform State
Laws, acting in 1985 after three years of restudy by a Drafting
Committee of law professors and practitioners,® approved a pro-
posed uniform state law on equipment leasing: the Uniform
Personal Property Leasing Act (UPPLA). The sponsors of the Uni-
form Commercial Code (“UCC” or “Code”)* then determined to
make the UPPLA a part of the Code. Slight changes were made in
redrafting the statute, resulting in the proposed UCC Article 2A-

Leasing Adopted by the UNIDROIT Study Groap for the Preparation of Uniform Rules on
the Leming Contract as Revised by the Drafting Committer following the Commities of
Gevernmental Experts’ First Reading Thereof, Appendiz to UNIDROIT, Committes of
Governmental Experts for the Preparation of a Cosvention on Internations] Financisl Leas
ing, Summary Feport prepared by the UNIDROIT Secretariat, Study LIX, Doc. 24 (1985],
reprinded in 1 P, Coogas, W, Hooas, D, Vacrs & J. McDonseck, Secunen Trasisacrions
ueer THE Ustrory Cousenscar Cooe (ME) § SC.O02(3][1] (1987).

% The Drafting Commities wes comprised of two law professom, Marion W, Benfield,
Jr, and Wilkias E. Hogan, and five practicing lawyers, Edwand 1. Cutler (Chairman}, Peter
F. Largrock, Morris W. Macey, Donald Osheim, and Howard J. Swibel Two other law
prodesscrs, William J. Pierce and Fred H. Miller, participated heavily in the discussions s
noavoting ex officio membens of the Committes. Cutside nenvoting advisors 1o the Drafting
Commities represented the Americnn Aascciation of Equipment Lessors (AAEL), the Amar-
jcan Automotive Leasing Association {AALA), the Amesican Bar Associntion (ABA) Section
on Corporstion, Banking, and Business Law, the ABA Section oo Feal Property, Frobate,
and Trust Law, the ABA Section on Tazatbon, the American College of Feal Estate Lawyors
(ACREL), the MNatiosal Commercial Finance Association (NCFA) the Mational Vehicle
Leasing Amsociation (NVLA), and the Western Association of Equipment Lessors (WAELL
The author représented the AAEL and the AALA. Initial drafting was done by the two
Feparters. Ronsld DeKoven and Professor Jomes A. Martin, The Commitiss then scoeplied,
revised, or rejected the suggestad draft Though the Reporiers had no vote in sccepting or
rijecting a propoasd changs, they participated in discussicns and were responsible for com-
mitting all Committes decisions to writing.

4. The sponsors of the UCC are the American Law Institute (ALT} and the National
Conference of Comeissioners on Uniform State Laws (Commbssloners). The Permanent Bd-
itorial Board for the UCC is the working group for the sporsors. The coiginal treaty beiween
the ALI and the Commissiooers was reviesd n 1386 to recognize the increased role of the
Commissioners and the Permansent Editorlal Board. Under the new regime, the Comeis-
sianers’ Dirafting Committess, which include cutside nomvoting Advisons from industry, will
be the main forum for developing new sections of the UCC and revising existing providons.
The AL] will review the Comnltiess’ UCC rovisions when the revisions are in & “finished
form." T help resolvs interpretive problems in the absence of legislative action, the Perma-
mMﬂMﬂmemmmdMMhﬂﬂﬂ
See generally Agresmant Deseribing the Relationship of the American Law [mstitute, the
Mational Conferencs of Commissioners on Uniform State Laws, and the Permasent Edito-
rial Board with Respect to the Unilarm Commercial Code (Fuly 31, 1966
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Leases (Article 24). Article 2A then was approved by the Code’s
sponsors, the American Law Institute and the Commissioners. The
state legislatures are now in the process of considering and enact-
ing this new statute.®

IL Overview or ArTICLE 2A

Article 2A applies to all personal property lease transactions,
involving billions of dollars annually. These transsctions range
from consumer rentals of automobiles or do-it-yourself equipment,
on the one hand, to leases of items such as commercial aircraft (to
the extent not preempted by federal law) and industrial machin-
ery, on the other. As a uniform law, the statute codifies legal rules
and concepts that previously were scattered partly in the common
law on bailments for hire, partly in real estate law, and partly in
UCC Articles 2 and 9. Generally, all of the statute’s standardized
provisions may be varied by agreement between the lessor and
lessee.

The statute applies only to leases, not to sales or seeurity in-
Mdmimﬂmmmammmﬂmu{
the UCC to cover leases of goods.® But the statute is not a compre-
hensive code. It leaves gaps to be filled in by other state laws,
particularly consumer protection statutes and so-called “products
liability" cases. To avoid conflict with state certificate of title stat-
utes, which cover automobiles, trailers, boats, and other often-
leased goods, the new leasing statute defers to those statutes.
Within its own sphers, however, Article 2A preempts other state
laws and addresses issues that are important for equipment
leasing.

The statute is divided into six parts:

& Aricle 24 has been Introduced in the folbowing state legialatures: Callfornia, Colo-
rado, Coonecticus. Delwwwre, [llincis, Masschasstts, Minnesots, Mew Hampshire,
Oklaboma. Rhode lsland, Utah, and Washington. To date, only Oklaboma hes snscted the
statute, See H B 1653, 4153 Lag., 3d Reg. Sess. (1588) o be codified ot OxLa. STAT. BL 124,
85 2A-101 ot seg.

& The statute also may be applied by analogy to leasss of “personal properiy other
than goads, takdng into sceount the expresssd intentions of the parties to the Lransaction
and any differences between a lsase of goods and a lease of other property.” ULC.C. § 24102
commeent. Article 2A thus may apply, for sxampls, to lumsas of computer software. CF. Note,
Computer Programs as Goods under the LCC, 77 Micw. L. Rev. 1149 (19790,
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Part 1—@General Provisions. This Part includes definitions
(e.g., “consumer lease,” statutory “finance lease™), as well as provi-
gions governing choice of laws in consumer leases,
unconscionability, options to accelerate at will, and provisions gov-
erning the statute’s territorial application to goods covered by
certificates of title.

FPart 2—Formation and Construction of Lease Contract. War-
ranties, both express and implied, are governed by this Part. Other
provisions in Part 2 address the statute of frauds applicable to
lease transactions, when the lessee obtains an insurable interest,
risk of loss, and the special status of “finance leases” in the law of
warranties.

Part 3—Effect of Lease Contract. UCC filing or recording is
gmarall:r not required for leased goods, but is required for leased

“fixtures.” Third party rights are also covered by this Part, with
provisions on priority disputes (including disputes between lien
creditors or secured parties and lessees) and competing claims in

Part 4—Performance of Lease Contraci: Repudiated, Substi-
tuted and Excused. One provision in this Part, section 2A-404,
imposes an automatic “hell or high water” obligation on lessees to
pay rent under a statutory “finance lease” that is not a consumer
lease, Other provisions in Part 4 govern issues such as adequate
assurance of performance, anticipatory repudiation, and substi-
tuted and excused performance.

Part 5—Default. Outlined in Part 5 are general provisions
concerning default (e.g., statute of limitations, procedure in event
of default), as well as the statutory (as opposed to contracted for)
remedies available to both the lesses and the lessor on the other
party's default.

Article 1 and Article 8 Conforming Amendments. One of the
amendments here, to UCC section 1-201(37), clarifies the definition
of a true lease.

A, The Sales Article (Article 2) As a Model

The sales Article of the UCC, Article 2, provided a model for
drafting most of Article 2A’s provisions on lease formation, war-
ranties, and remedies. Article 9 similarly provided a model for
Article 2A's provisions on the rights of third parties. In order to
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accommodate the unique nature of leases, the provisions borrowed
from Articles 2 and 9 were adapted to reflect common-law princi-
ples governing “bailments for hire."” Yet in general, Article 2
provided the starting point for drafting most of the leasing
Articls®

This raises a problem: The sales Article is the oldest part of
the UCC. Since the initial publication of Article 2 in 1952, numer-
ous minor imperfections in the Article have been revealed.* To its
credit, Article 2A does not contain any provision corresponding to
section 2-207, the sales provizion that has engendered much waste-
ful “battle of the forms” litigation over contract formation.' The
Article nonetheless extends to leases some of the curiously ambigu-
ous rules that long have been spplied to sales transactions.” To
come to grips with these difficulties, the Commissioners informally
have committed themselves to review both Articles in the future.'®

7. "At common law a bease of personal property i a bailment for hire.” UL.C.C. § 24~
ICE{14ij) comment.

& The Comment to § 2A-101 states that the selection of the sales Article as o model
reflects the draflers’ conclusion that

[t}he bease is closer in spirit and form to the sals of goods than to the creation of &
security interest. While parties 10 & lease are sometimes represented by counse] nnd
Hrmthnﬂinﬂduﬂdmlmﬂlﬂ,hnﬁlﬁnﬂﬂhpﬂﬂﬂmhﬁ
eral and the common law of leasing is dominated by the need to pressrve freedom of
comtract.

-8 meﬂﬂﬂwummu“mthdmww-
tion concerning sales cantract formation. See, .4, Duesenberg, Contract Creation: The
Continuing Strugple with Additional and [Kferent Terms Uinder Uniform Commercial
Code Section 3207, 34 Pos. Law. 1477 (1979); Murray, The Chooe of the “Baotile of the
Forms™ Solutions, 339 Vasn, L Rev. 1307 (1986), Other imperfections in Article 2 abound.
See, e.p., Harels, A Bodical Restatersent of the Law of Seller’s Demages: Soles Act and
Cammaretal Code Results Compared, 18 Stan. L. Rev. 58 (1966); Leary & Frisch, [s Revi-
gion Due for Article Towof, 31 VL L. Rev. 309 (1988); Prisst, Breach and Remedy for the
Tender of Nenconforming Goods under the Uniform Commercial Code: An Eeonomsic Ap-
proach, 51 Hary, L. Rev. 280 (1078); Sebart, Remedies under Articts Tuo of the Uniform
Commercial Code; An Agenda for Review, 130 U, Pa L. Rev, 360 (1981}

1. Euﬂ.lpﬂl:umil.Wrﬂnujucthhl-hmﬂinu,w‘htﬂlnﬂhfm"hwu
will be resolved by reference to geseral principles of contrach law,

11. For example, § 24-405, on “sxcused performance,” contains & broad rale of dis-
chargs for change of circurstances for dessors. Mo provision in Article IA coniaing =
comparable discharge for desswes, To find something on this subject, one muast reason by
snakogy from the open-ended Comment 9 to § 2-815 “{Wlhers the buyer's contract is in
ressonabde commercial understarding conditioned on & definite and specific venture or ms.

aumption . . ., the reason af the pressnt saction may well spply and entitle the buyer to the
eremption.”

19, 'This committment is conslstent with the Commissionsrs” past practice of periodi-
th‘nﬂi[ﬁn:#hrmﬁumpﬂﬂbflh”ﬂﬂmnﬁmm.djmtﬂumuudﬂhmw
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The future of the new leasing statute thus is intertwined with the
future of Article 2. The old sales Article also will provide insight,
by analogy, into the meaning of the new statutory law of leases."™

B. Freedom of Contract

Within wide limits, Article 2A allows the lessor and lesses
freedom of contract in crafting their lease agreements. Section 2A-
103(4) explicitly adopts the sweeping “freedom of contract™ stan-
dard of section 1-102(3). The Comment to section 2A-101 explains
that “the general rule” throughout the statute “is that the effect of
the Act's provisions may be varied by agreement.” The statute spe-
cifically confirms, for example, that its standardized provisions on
warranties and remedies not affecting the rights of third parties
are variable by agreement between the lessor and the lessee."* This
is a powerful rebuttal to criticisms of the new statute: Lessors and
lessees who do not like some of the statute's standardized provi-
sions may write their lease agreement to provide otherwise.

Other statutes and case law, particularly in the area of “con-
sumer protection,” may limit the contractual freedom of the
parties. The primary limitation contained in Article 2A on that
freedom is section 2A-108, which enjoins the enforcement of un-
conscionable lease clauses. Other well established limits on
“contractual freedom,” including the requirement that contractual
waivers of implied warranties be “conspicuous,” are incorporated
in section 2A-214. The statute also includes scattered provisions
according protections to lessees in “consumer leases,” such as sec-
tion 2A-106 (limiting abusive choice-of-law and choice-of-forum
clauses in consumer leases) and section 2A-109 (placing burden on

of experience, Early in the history of the UOC, the Commissioners tended to make repested
textual changes to improve the datute. Of. Mooney, Introduction to the Uniform Commer-
eial Code Anuual Suwrvey: Some Observations on the Post, Present, and Future of the UJCC,
41 Bos, Law. 1343, 1344-50 (1986). It iz an encrmous tosk to ensct TPCC emendments in
each of the B0 atafes, however. Given the Mmﬂlﬁuﬂmﬂﬁ,l
rigosous operating mube of thumb for amending the UCC has evolved: “Is i{ broken™ Have
recent business or bigal developments rendered the old version of the UCC unworkable?
This is & practical, not & theoestbeal, teat that contemplates making cnly major necessary
changes, eot endless minor improvements, to the UOC,

13. Ser LLC.C. & 2A-101 comment (1887),

14. See § 2A-214 (sxclusion or modification of warrantles); § ZA-B0G{1) & comment
L:udiﬁmﬁmnrimhmlﬁrllhuud remedieal; § 2A-501 comment (procedures upon

ault}.
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the lessor to justify acceleration of rentals in a consumer lease),
Moreover, the new statute incorporates the general rules of section
1-102(3) that the obligations of good faith, diligence, reasonable-
ness, and care may not be disclaimed by agreement,’®

The impact of the new statute on standard lease forms will
vary, depending on the sophistication of the particular form, Les.
sors will undoubtedly wish to consider how their forms deal with
the issues spotlighted by Article 2A. Equipment leasing should be
facilitated by uniformity in state law, Norm Chapman, President
end Chief Executive Officer of San Francisco-based Security Pa-
cific Leasing Corporation, commented: “The codification of
equipment leasing under a single body of state law may well pro-
duce certain efficiencies in the documentation process. Such
efficiencies are clearly to be welcomed at a time when the trend in
many facets of the industry is towards higher costs and increasing

complexity,™®

L Uﬂﬂﬁmﬂmiﬂ;lmﬂmﬂnumwmm

The core provisions of Article 2A include the definition of a
true lease, remedies and measure of damages after default, warran-
ties, ﬂ?a special status of “finance leases,” “consumer lease” issues,

ready have arisen, particularly from some vehicle lessors who are
engaged in “open-end finance leasing” to consumers.”* Overall,

&ges payable by the lessor or the lesss on delault").

16. Telecopy transmission from Marman L. Chapman, Presidest and Chisl Executive
Otficer af Security Pacific Lensing Corp. (Oct. 14, 19570

IT. "THREAT OF NEW UNIFORM PERSONAL FROFERTY LEASING ADCT
trumpsted the front-page beadline of Car Reatai/Learing Insider Weekly Newaletter on
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however, the drafters succeseded remarkably well in including in
the statute the best of the earlier commercial law decisions on
equipment leasing. To a great extent, Article 2A simply mirrors the
common law of bailments for hire—that classic benchmark of rea-
sonableness and gut equity in the law of equipment leasing.

A. True Leases of Goods Distinguished from “Sales” and
“Security Interests”

A threshold task in drafting Article 2A was to define a lease of
goods and to distinguish it from a conditional sale or disguised se-
curity interest. True leases long have been distinguished from sales
for many purposes in commercial law, including determining reme-
dies on default,”* a lessor's rights under section 365 of the
Bankruptey Code," and whether a transaction is covered by state
usury laws.* The UCC definition of a true lease

"Emmhun“miwnnli:udumadi-hhuumm-ﬂutmﬂmﬂnﬂm
NG hun-‘#mvnnmimmenmmhmmmnq. 1956, &t 130; ser
infra Parts LA, C, D& E

18 Thlmpnﬂuﬂhiﬂnﬂ'nhdhﬁdﬁmiuthhwulmluhdimwm
Part [ILB. See generally, DoMoven, Leases of Equipment; Puritan Leasing Co. v, Aypasd,

A Dongercus Dectrion, 12 USF. L. Ry 257 (1678
18. True lessors under § 385 of the Bankruptcy Code, 11 US.C, (1982), generally have
-hthrﬂunumm:dimdnhuﬁqmmtmmnmﬂ-um—
mmmmmmaum&w.mummmuu
trmmim-lm-allruhﬂanrnjn:lltlnihmﬂnlal'.ihd[lmld.
mmﬂn“dﬂm“mm'lhupdwdﬂmlhnﬂlhnmmuum
!mmtﬂmﬂﬂuhphmhmm.mmﬂmmhwm
hﬂy.ﬂm“hthapncﬁnlutm;:fnhnkmpm-mﬂf.h&hnﬁwiqiu
for Recovery in Lesses Rankruptey, 3.1, Equre, Leasivg 27 (1985). The secured creditor, in
mmhmﬂhlimmﬂhBuMMUHthmHnﬂm
bmu!ﬂlbhrhhnlﬂmhummlmmuuuu_wﬁmmmumm.
Mﬁmdﬁwthmlﬂﬂuuﬂuﬂrm‘mnhu.;ulhmmdl-mﬂwhm'm“ld-
mm'mmmﬂﬂnm-ﬂhm.mfnumﬂmﬁ
THO F.2d 1488 (8th Clr. 1988); In re American Hirlm:ludu,m}'.hllﬂ-lhhﬂlr.lﬂl!.
il mm-wuwmm«"ﬁmm-nrm,mh
muultl'rnnlukmnl.lnSﬂ.l;.,ﬂn‘mv.ﬁphtmludq.ﬁzlhmlmmn
(D Kan. 1987); Coomer v, Mational Cred, Corp., 262 Ark. 209, 855 5.W.2d 521 (1984): Asso-
dl.t-ﬂ-[ﬁ.mwlﬂﬂ'p.?.']‘uhhﬂb..ﬂl Cal. App, 2d 541, 80 Cal Rptr. TE8 (1066);
TuupmmhnaqujpHmuhlmr.[vhﬂldﬁnmmrtﬂﬂ‘muw#}:mf.
Plﬂhnmﬁudln;llnﬂhuﬂup.,lliﬂ-mmmndnlﬂnmm.ﬁﬁdb
Sup. CL Bl NBC Leasing Co. v. Stillwell, 334 N.W.2d 496 (5D,
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determines not only the rights and remedies of the parties to the
lease but those of third parties. If a transaction creates a lease and
not a security interest, the lessse’s interest in the goods is limited to
its leasehold estate; the residual interest in the goods belongs to the
lassor. This has significant implications to the lessee’s creditors™

Moreover, a secured sale, unlike a lease, is subject to Article 9,
which contains rules of priority and generally requires the filing of
a financing statement for secured interests.® True leases hence-
forth generally will be governed by the provisions of Article 2A,
while sales and “security interests” will continue to be covered by
UCC Articles 2 and 9 respectively.®

The original language of section 1-201(27) partially defined
the distinction between a true lease and a “lease intended for se-
curity."* But drawing this distinction in specific cases has proved

for credit, withoat the spplication of usury laws. See, e.g., Loasing Service Corp. v. Graham,
646 F, Supp. 1410, 1416-18 (5.0.N.Y. 1986); Credit Alliance Corp, v. David O, Crump Sand
4 Fill, 470 F. Supp. 489, 483 (S.D.N.Y. 1878); Bosrner v, Colwell, 21 Cal. 34 37, 145 Cal
Rptr. 380, 577 P.2d 200 (1978) (credit sale with assigrmsent to fnanclng institution not suhe.
ject to usury lews); Burr v, Capital Res. Corpe, 71 Cal. 24 583, 80 Cal. Rptr. 345, 458 P.2d
185 (1969} {court held “sale-laseback™ subject to usury law, but transactions that were “ei-
ther leasss or conditionsl sabe™ hald nol lo be & “usurious loan of money™): Johnsen v
Sears Hoshuck & Co., 14 IIL App. 3d 838, 303 M.E.2d 627 (15T3)L

M. WCC § 1-200(ETH comment {155T).

22 Sew §§ 9-301, 8-302, 8312

21 Artiele %, of course, contairs several provisions which explicitly refor to “heases,”
Bection 8-102, in setting forth the scope of Article 9, refars to leases and other transsctions
“intended a8 security.” Section 9-206(1), which deals with contractual waivers of defenses
againsi essignees, was amended in 1972 to apply to waivers by & “lessos” as well as a
"bimr."'l‘lut‘mlhlﬂ-ﬁﬂqﬁﬂuﬂrmﬁmh:l&ﬂ-%mh
te: true lease agresments. Accord Lessing Serv. Corp. v. Crane, 804 F.2d 828, 835 (dth Cir.
lﬂﬁl-gﬂlﬁnimiﬂﬁﬂdﬂhhﬂuﬁhlﬂtmm-ﬂmﬂ
goods to file financing staterments in order to sssare perfected sscurity interest status in the
wvent [t i determined that o purported lease or comsignment creates a security interest.
Laases are alo referred to in § 9-105(1)(b) (defining “chattel paper™), § 2.108 (defining
“meeount”), and - § 9-10004) (defining “inventory™), Ser genevally U.C.C. §§ 1-200{37), 9-
10201 (a1 (1887). Morecver, sn assignment of a true bease may he subject to Article 8, even
theugh the undeclying lease ks not. See § 9-105 comment 3.

23. Former § 1-201(27) ties the definition of a true lesse to the definition of & “security
interest,” with two final sentences devoted to distinguishing true leases from & “lesse in-
tended for seoarity™

“Becurity nterest™ means ar Interest in personal property or fixtures which sscares

payment of performance of an obligation. The retention or reservation of title by &

eeller of goods notwithstanding shipment or delivery to the buyer (Section 2-401) Is
limited in effect to n reservation of & “secarity interest™. The term also Inchsdes any
interest of & buyer of accounts or chattal paper which i subject to Articls 9. The
epecial property intensst of a buyer of goods on identification of such goods to a eon-
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to be a difficult and frequently litigated problem.*® After consider-
ing a variety of suggestions, the Commissioners on Uniform State
Laws decided to clarify the definition of a true lease by amending
section 1-201(37) to preserve common law principles and reaffirm
the importance of the residual as a source of potential gain or loss
in the business of equipment leasing.

At common law, the central feature of a true lease is the reser-
vation of an economically meaningful interest to the lessor at the
end of the lease term. Ordinarily this means two things: (1) at the
outset of the lease the parties expect the goods to retain some sig-
nificant residual value at the end of the lease term: and (2) the
lessor retains some entrepreneurial stake (either the possibility of
gain or the risk of loss) in the value of the goods at the end of the
lease term. Over the years, the equipment leasing industry has de-
veloped a wide variety of practices that affect the lessor’s residual,
These include options for the lessee to renew the lease or buy the
goods, “open-end” leases with terminal rental adjustment clauses
(TRAC), “puts” that provide the lessor with an option to reguire
the lessee to purchase the goods, and lease remedy provisions that
allocate the economie risks of ultimate disposal of the residual. Ar-
ticle 2A provides a reasonable set of rules for assessing the impact
of these practices on the true lease status of a transaction.

tract for sale under Section 2-401 is not & “security interest”, but a bayer may also
mequire o “security interest™ by complying with Article 5. Unless & lease or consign-
ment i imtended s security, reservation of titbe thereunder B not & “security
interest”, but & comsignment is in any event subject Lo the provisions on consignment
nales (Section 2-326). Whether a lense is intended as security is to be determined by
the facts of each case; however, (a) the inclusion of an aption to purchase does not of
itself make the lease one intended for security, and (h) &n agresment that wpon com-
plisnce with the terms of the lease the lessee shall become or has the option to
become the cwmer of the property for no sdditionsl consideratbon of for & mominal
cutsiderntion does maks the lease cme intended for security,
LLCAC, § 1.200(47) (1877
5. The cases and suthorities are collected in Coogan, Leases of Equipment and Some
Cther Unconventional Security Devices: An Anolysis of U'OC Section 1-201{37) ard Article
8, im 1 P. Codcax, W, Hoasn, T Vaora & J. MeDoweone, supro note 2, §5 44.01-.08 De-
Kaven, Proceedings After Defauli by the Lesvee Under o True Leass of Eguipment, in 10
F. Cooaan, W. Hocax, D. Vagrs & J. McDownELL, supro note 2, §§ 298.02-.06; and Moaney,
True Lease er Leace "Intended as Security”—Treotment by the Courts, in 10 P, Coooas,
W. Hooan, D Vaors & J, McDonmELL, supra mote 2, § 209A005, See gensrally Ayer, On the
Voewity of the Sale/Lease Distinetion, 68 lows L. Rev. 657 (1989); Boss, Leases and Solex:
Ne'er or Where Shall the Twain Meetd, 1983 Arte Sr. L. 357, Note, Disenpaging Sales
Larwr from the Sole Construet: A Proposal to Extend the Scope of Article 2 of the [OC. 08
Hanv, L. Rev. 470 (1582},
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1. The statutory framework.—Given the difficulties of crafting
a comprehensive definition of a true lease,® as well as the impor-
tance of maintaining flexibility in structuring lease transactions,
the draftamen of Article 2A decided that the definition should gen-
erally leave the issue to be “determined by the facts of each case,”
rather than an overly rigid definition woodenly resolving every
imaginable case. The outcome iz a locsely defined statutory tri-
chotomy: transactions are either leases, sales, or security interests.

The old common law touchstone of a true lease—the lessor's
meaningful residual interest—is reflected in Article 2A. Section
2A4-108(1)(j) of the statute defines a “lease™ as “a transfer of the
right to possession and use of goods for a term in return for consid-
eration, but a sale, including a sale on approval or a sale or return,
ar retention or nrmﬁ{rn. of a security interest is not a lease.”" Thus,
the term “lease” is defined by comparison to a sale (section 2-
106(1)) and & “security interest” (section 1-201(37)). Yet by elabo-
rating upon common-law principles in the amendment to section 1-
201(37)," sharpening the distinction between a lease and a sale,
the new statute provides significantly more guidance than current
law as to the essence of a true lease.™

The Comment to section 2A-103(1)(j) contains a set of “hy-
potheticals [to] indicate the perimeters of the issue™ and states
that “[t]his section as well as Section 1-201(37) must be examined
to determine whether the transaction in question creates a lease or
a gecurity interest.” The structure of the amended statutory defini-
tion in section 1-201(37) is first to state the general rule: “Whether
a transaction creates a lease or security interest is determined by
the facts of each case.”" Next, several specific factors are identified
that will destroy true lease status and create a “security interest.”

25 The myrisd legal lssues that can be raised by leasing (involving tax, secounting,
bankruptey, amd state lew issuss) make comprehensive definition of & “troe leass™ & most
difficult and sbusive task. See, eg, 1 F. Coocas, W. Hooan, I Vaors & J. MclDosmnii,
supra note 2, 4§ 4.1.06, 4A01[3).

2%, The Comment o amended § 1-2001(37) siaten that “[a]n ezamination of the com-
mnnIlwn'il.'lmtprm{d-lnuhqulummlhumlﬂﬁnuﬂwmhlhﬂ#'

28. [Im practlce. the courts have considersd n wide variety of factors, including reme-
diss provisions, in detarmining whether a transscibon is & trus leass. See 1 & 1C P. Cooaan,
W. Hocur, [ Vacrs & J. MeDossierL, supra nobe 3, che. 44, 2854 & 298 (wollecting cases
and authorities defining & trae lease); Harris & Moooey, Recent Cases Relating to Equip-
ment Leoses, in Eguerssyt Leisano 1085 af 336-64, 3T5-87 (1888); Leary, The Procrssiecn
Bed of Fironoe Leoring, 58 HY.U L Rev. 1061, 1068-76 (1981) (cose law defining a tras
lomse distilled into 14 separate Factars).
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Finally, other factors are listed that are consistent with true lease
ftatus,

Two basic factors, either of which will destroy true lease sta-
tus and create a “security interest,” where the lessee s obligated to
pay rents for the lease term, are in essence: (1) where the lease is
for the full economic life of the goods; or (2) where the lessee has
an option to become the owner for “nominal” additional considera-
tion.™ Where either factor exists, the transaction is not a true lease
because the lessor has no reasonable expectation of a meaningful
residual. The Comment to section 1-201{37) emphasizes that
“these tests focus on economics, not the intent of the parties.”

Other factors are identified in amended section 1-201(37) as
being consistent with true lease status. These include: (1) a “full
payout” lease (where the present value of the lessee's payments are
substantially equal to the fair market value of the goods at the
outset of the lease);* (2) typical “net lease™ provisions where the
lmﬁmmummknfhm,mmmhmmimmﬂnm
filing, recording, or registration fees, or service or maintenance

28. 'This part of the statutory defisition i# clearly stated in four pares
[Alun-ﬂim#um-mrhimmummumﬁnmhuuhmmm
h-wfwlhrhhuupu-luhumdmﬂﬂumhunhﬂpﬂnnhnhmnf
the lease not subject to termimation by the lsssse, and

in) lhamlﬂu]lnrmnrﬂnhuqrhmmmu:mmthulhnminh;m
eomle 1ife of the goods,

WJMMhMmrmﬂﬁthufmthmﬂuthﬂh
m&whhﬂuﬂdhbmmﬂnmdmm

1:Jthhﬂuh.nllmiunlnnuﬁlhuhulfhthl!ﬂuhh'mkﬂhtf
MMMNMmemmmﬁmmmm

UGG § 1-201037) {1987,
a0, Mmmﬂhwmll-ﬁl[ﬁﬂmw‘lhﬂlmlﬂidﬂu
not per se cresté a security interest Fushics v. Bhea, 419 F. Sopp. 1349, 1968 (D, Del
lﬂL"hthmhldm:mﬂm;mmmmhﬂ
mutmmmmnmﬁlmﬂh-ﬁulhhu“mmnhuhmﬁp
or the practioal squivalent thensad™ Morsover, as the Tenth Circuit oxplained in fn re Fash.
ion Optical, 553 F.2d 1385 (10ck Cir. 1981)
rr]hhuud'ruuh“mmﬂnmhdmnﬂlmﬂuﬂjrdhﬁmﬂu
pnndHEhrnltmhuhuuilhpuﬁ-mtumﬂdelhm
mEnt’s mhtwmmdmmﬂyﬂlﬂdy...[mlhhmhml.mm
sppreciate, the lease might well be found to require grester than nominal considers-
tios for fall ownership.

fd. at 1350,
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costs;* (3) the mere existence of a option to renew the lease or buy
the goods;* and (4) options to renew or buy at a fixed price equal
to or greater than reasonably predictable fair market value (as pre-
dicted at the time the transaction is entersd inta).™ Moreover, the
amended statutory definition deletes all reference to “the parties’
intent." The Comment to the section explains that most of the eri-
teria that courts have relied upon to show intent, including
“typical net lease provisions, a purported lessor’s lack of storage
facilities or its character as a financing party rather than a dealer
In goods,” are “as relevant to true leases as to security interests."
Objective criteria, not a search for subjective intention, is the order
of the day.

These are significant clarifications of the law. Yet no attempt
was made to answer all questions, ginee the variety of transactions
that parties to a “lease™ can produce is almost tnlimited. Rather,
the general standard is that whether a particular transaction cre-
ates a lease or a “security interest” will be determined on the basis
of all the facts and circumstances.

2. Uptions to renew or buy.—One linchpin in the definition of
a true lease that goes to the heart of the lease-sale distinction is
the subject of options. This is a sensitive area for hath lessors and
lessees, sineethapﬂmnfunuptimmr&mwurbmrdirmﬂy affects
the lessor's monetary return. In general, amended section 1-
201(37) contains a sensible treatment of options in a true lease.
The statute retains some ambiguity in treating the subject of “bar-
gain options," which may be inevitable or even desirable,

(a) Development—Originally, the Drafting Committee con-
sidered tying the definition of a true lease to artificial percentages
and formulas for determining what constitues “nominal considera-
tion” for options to renew or buy. These formulas were of two
types. One required the option price to have some minimum abso-
lute value, measured as a percentage of the original value of the
goods. The other type of formula required the option price to be
sowne substantial fixed percentage of the “reasonably predictable
fair market value” of the goods at the time the option was to be

. TG, § 1201037 (1987,
az Id
3. Id
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exercised, with the “reasonable prediction™ determined at the time
the transaction was entered into.

Ten percent of the original value of the goods was considered
and rejected as a possible benchmark for defining “nominal consid-
eration.” One such proposal, for example, would have accorded
true lease status to “leases” with fixed price purchase options
whenever the option was “equal to or greater than ten percent of
the fair market value of the goods at the time the lease was en-
tered into.” This sweeping proposal was quickly rejected, as being
at odds with settled law, since it would have accorded true lease
status to transactions with ten percent fixed-price options where
the reasonably predictable fair market value of the goods was
eighty percent, not ten percent, at the time the option was to be
exercised,

The Committee draftsmen also considered and rejected a simi-
lar “ten percent” rule that would have stamped some transactions
as “security interests” by amending section 1-201(37) to provide
with respect to options that “[a]dditional consideration is nominal
if it is less than . . . 10 percent of the fair market value of the goods
at the time the lease agreement was entered into.”"* This proposal
overlooked the fact that a nine percent fixed-price purchase option
would not be nominal where nine percent was a reasonable esti-
mate of the fair market value of the goods at the time the option

was to be exercised. True lease status may be present in such
cases, ™

M. Drarmose Cosurrres, Usrons Pensosas Properry Leasmes Acr, Draft No. 5,
Exh. A,

. mmm-mmwmu1m.mﬁmmm!qpmm com-
monly sppesr in lease agresments, which are written so that i all the options wers
exercised, the later omes would be for o fair market valus price that would be bess than “10
percent of the fair market value of the goods st the time the lease sgreement was entared
inte.” Id. parn. (x). Often rent schedules set out in o motor vehicle less agresment will
cover option renewal time pericds well beyond the time that the vehicle normally would be
-udtmduﬂuia-u.\ﬂunﬂulhlo.ﬂﬂlnhnduhdﬂnthrthtﬂmmrhd typically will
be quite low, though it still will be at & fair market value price covering the lessor’s ndminds-
tralive expenses of maintaining the lesse relationship. Only in & small percentage of cases,
wally imvolvieg wiility lessses or enblroad losseas, will the lesses sctually exercise his re-
miwal options o &8 to continue leasing & motor vehicle for this extended langth of time. Yet
=any motor vehicle lease agreements contain this sort of extended renewsl apdion provision,
with an seeompanying schedile of falr markel valise rents.

Transactioss with saristim option renewals of this kind seem to be true lsases, the
AALA argued, since this form of lease is imbued with economic substancs, encouraged by
mmﬁmlmmnﬁmmmwmﬂ Frank Lyon Co. v.
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Equally without merit was an early proposal that would have
accorded true lease status to “leases” having fixed-price purchase
options whenever the option was “equal to or greater than 75% of
the reasonably predictable fair market value of the goods or re-
newal option at the time the option is to be performed if exercised,
as predicted or predictable at the time the lease was entered into.”
This propesal would have accorded true lease status to leases con-
taining “bargain” options to renew or buy. When the lessor and
the lessee agree at the outset to give the lessee a twenty-five per-
cent discount on the anticipatsd fair market option price, they
have written & “hargain” option agreement that “tilts the scales”
to encourage exercise of the option. Well-settled principles of law
indicate that this sort of bargain option agreement may not consti-
tute & true lease ™ .

The Drafting Committee also rejected a proposed amendment
to section 1-201(37) that would have provided, with respect to op-
tions, that “[a]dditional consideration is nominal if it is less than .
percent of the reasonably predictable fair market value
:rft,hﬁgmdsm renewal option at the time the option is to be per-
formed if exercised.”** The proposal overlooked the fact that any
percentage number less than 100 percent, might be interpreted im-
plicitly to sanction “bargain”™ options as clearly consistent with
“true lease” status.

United States, 435 1.5, B3l, BER.84 (1978). In soch transsctions, the lemes in not obligated
gliber 1o renew the lesse for the remaining sconomic life of the goods or to become the
owner of the poods. Functionally, one can view this sort of motor vebicle lesxss a8 & serigs of
sparate leassw. The Comment 1o § 2A-100 s pertinent bere

[Wlith esch renewnl of the lesss the facts and circumstances st the tme of each

recewal must be examined to determine if thet conclusion [that & transsction is &

leass, pot & security Interesi] romains acearate, e it & pessible that & tramsaction

that first creates & lemss, bater creaies A securily |nberest.

a8, Uu&muﬁuﬂnmﬁmhlﬁ.mu:ﬂ-uﬂwﬂi-iﬁ-tlhumm’
fessor in & true lease ot the cutset must hawe some legitimate possibility for return or other
disposition of the leased property before the end of the economic life of the properly. See,
g }nrlr!h'll.rhnd'uhl:ﬁqﬂn., BT4 F.2d 1138, 1143, 1845 (Tih Car. 1982). With respect (o
cptions to rengw ar by, under state law, the essence of a true leass muy be that the ariginad
agresmant should leave the lessor with a significant econcmic stake in the residual and
sheald ned “uilt the scales™ to reguire or encourage the lesses to exercise the opthon for the
remalining sconomic life of the property. CF. id. at 114445 LLC.C, § 12000370 (1967) dep-
tions for “nomsinal™ consideration inconsistent with troe lease stabun); see also Mooney,
supra mote 25, § HA0520(k].
mﬁ- Dearmng Commrrree, Unaronu Prrsosa. Prorerty Leauswe Acr, Draft No. 5,

A
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After considering these and other proposed formulas, the
Commissioners abandoned the notion of using artificial formulas
and percentages to define an option in a true lease. Instead, they
adopted the functional approach that had developed at common
law.

{b) Guiding principles.—The important principle recognized
in amended section 1-201(37) is that lessors under a true lease are
economic investors possessing a real economic stake in the residual
value of the leased goods. Well-settled legal principles, reflected in
the amendment to section 1-201(37), confirm that the option price
in a true lease must be related to “reasonably predictable fair mar-
ket value™™ and not simply to a bargain or “nominal” option that
is 50 low that, as a matter of economics and so far as the parties
can foresee, it effectively “cashes in" the lessor's residual interest.
The original agreement in a true lease cannot contain an economi-
cally irresistible option, which the parties expect from the outset
will be exercised by the lessee to purchase the goods or renew the
lease for the remaining economic life of the goods. To have a true
lease, the original agreement must leave the lessor with some
meaningful economic interest in the residual.™

The statute rejects the view, expressed during the Drafting
Committee sessions, that “[i]t doesn’t make any difference whether
vou have a lease or a sale, as long as you know which is which.”
Traditional common-law principles recognize that it makes a dif-
ference whether the lessor has a meaningful residual interest in the
goods. A meaningful residual interest has a significant effect on

38, See supro note 34 The statate nnd the Comment to amended ULC.C, § 1-200(5T)
mlhhdmlhql‘:mhhpﬂdﬂhhh"mpuﬂdﬁdlhhﬂﬂfﬂﬂhﬂlhm
i envtered inte

39, Where the lessee b obligated to pay rents for the lease term, the “lesor™ hes no
miqﬂﬂ@ﬂi!ﬁ;hﬂﬂlﬂ:fﬂﬁlhﬂlmuﬁdﬂﬂﬂﬂmﬂﬂu
lessee has &n option &0 become the owmer for “nominal™ sdditiosal conaideration at the
expiration of the lease term. See ULC.C. § 1-201(37) (1967). Moreower, the requirement for o
meaningful residual explains the coveat aboud the besses's obligation to pay rents for the
loese term. Corsider the unusunl situation, for ezample, of a true lesse wherein the lesses
has both an opiion to terminate the lease at any time without penolty and an option o
become the owner for “nominal™ additional conalderation. This sort of transsclion may be &
triss lesse, notwithstanding the existence of & “nominal™ purchass option that deprives the
lessor of an enditlemcend to & meanagiul raidual, slnce the kssee can walk awny from the
leass &t any tme withoat penalty. Cf. id: Maerkoefer, 574 F.2d 1130, The besee's right to
terminate the lesse at any Ume without penalty creates the possibility that the goods may
b retiarmed b0 the bessor: in that ssnse, the right gives the lessor & meaningful sconamie
interest in the residual,
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lease pricing as well as on practical assedsments of the risks, re-
wards, and expertise involved in being a successful lessor. A lease
is not simply an installment sale with & balloon payment at the
end. And the lessee’s acquisition of the goods for their full sco-
nomic life is not a foregone conclusion. In a true lease, the lessor
has a real entrepreneurial stake in the residual.

The implications of this principle are far-reaching: As a matter
of economic self-interest, a true lessor cares about the quality, en-
ergy efficiency, durability, and long-term value of the leased goods,
since there is some legitimate possibility that he may get back the
goods or otherwise have to dispose of them. The residual is not just
a “throw-in" in & true lease. It is a significant source of potential
gain or loss for the lessor, Ordinarily, all other things being equal,*®
one might expect rental payments under a true lease to be lower
than periodic payments under a disguised sale where the seller, at
the outset of the transaction, plans never to deal with the residual,
Viewed from the perspective of the economy as a whole, lessees
will have more marketplace choices and will receive mare meaning-
ful information about the goods they wish to use when the law
recognizes the substantive economic differences between a true
lease and a sale.* One essential difference between the two is that
the Iemrinatnnlmereuinuaru],amnnmiuﬂymﬂninﬂul
interest in the residual.

(¢} Treatment of options by the new statute.—The amend-
ments to section 1-201(37) reflect the central importance of the
lesgor’s meaningful residual. True lease status is not destroyed by
the mere existence of an option to renew the leass or buy the
goods. Where the option price in a lease is “stated to be the fair
market value of the goods,™* amended section 1-201(37) creates a
safe harbor validating such options as consistent with true lease

40, Mmlumlmhhmmiwmmlm
and & asls Ihl-ﬂ.lmnninlhl-rlhin:lluhihlhlll]-l!-ﬂdﬂu-]-lﬂlﬂ'ﬂﬂ'ﬁ'lll‘rlll.ﬂlmﬁj'
end the sams numhrﬂmummmnﬁdﬂmmmwum [
expeagsed by paving that |n o true leass, the lessor retalng & meaningful, vahssble rosidusl,

45 Wes. Matilda, as & matter of sconomic reality thers is a difference betwsen & trus
hease and an instaliment sale. Compore Mripks, Book Review, 37 Bus, Law. 723, T86-27
{1882} (reviewing Egumrsizst LEasmic—Leveraoen LEssisc (B, Fritch & A Reisman eds. 24
ed. 1880}) (“thers Is 5o trus distinction betwesn leases and & purchase of property in install-
et payments”} with Coogan, [+ There A Difference Brtween o Long-Term Lease and An
Installment Sole of Persomal Property?, 56 MY.U. L Rev. 1038 (1881) {eosnmenting ot
length that true leases differ from [nstallmant aalbea).

42 LLC.C. § 1-201(37) (1987) (emphasis added).
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status. This safe harbor defines the classic case where the lessor
retains a real, economically meaningful interest in the residual.

Another part of amended section 1-201(37) validates certain
fixed-price options as clearly consistant with true lease status by
stating:

A transaction does not create a security interest merely becauss
it provides that

te}ﬂmlmhnmupﬁmmhmmath&muhh&m
for a fixed price that is equal to or greater than the reasonably pre-
dictable fair market value of the goods at the time the option is to
be performed.*

This safe harbor for true leases with fixed-price purchase options
at “reasonably predictable fair market value” also requires the les-
80T to retain a meaningful residual. Given the widespread use of
fixed-price purchase options, this part of amended section 1-
201(37) should be helpful to equipment lessors, particularly in
bankruptey and usury cases. _

Options can transform a lease agreement into one for security
if the lessee cannot terminate its obligations under the lease (sim-
ply “walk away” from it) and “the lessee has an option to become
the owner of the goods for no additional consideration or nominal
additional consideration upon compliance with the lease agree-
ment.™* This portion of amended section 1-201(37) shows how the
concept of a “nominal™ purchase option is related to the concept of
the lessor's meaningful residual. Transactions are not true leases
where the parties anticipate, at the outset of the transaction, that
the option will be irresistible in the sense that the optien price is
extremely low in comparison to the fair market value of the
p]'l:ﬁpﬂt}l'.“

4, fd
M. fd
df. hl“hhbﬂﬂmh’ﬁthﬁmhhhp:ﬂunhduthtﬂmhimm'lmn~
oual Mesting, the Committers that drafied Articks 24 i
Fnrﬂlupll.l"h-"muwdnmnpﬂmmrh:l—uhhn'rhpudlnuha
mdn“hiu-upwicdutpﬂmﬂuliutunlrhthmmhmhlhxﬂmﬂ
ﬁt[ﬂ&tulhllpnlnhmfhn&pﬁmﬁﬂﬂmlmhiﬂyhmlﬂﬁﬂﬂ
nwﬂlﬂidﬂlhlmurﬁmhhnnﬂ.mrﬂﬁhﬁumlhl‘huur'mﬂu
“I—-.“uﬂhﬁ-nmumﬂﬂﬂ-mun;-nwﬂnﬁrﬁ-]ﬂu.lnlhuuﬂ
nmmmmw-mmmmmmm:mm
would be “irresistibde™ in this sersa, courls have foursd liiils diffiealty under Section
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One criticiam leveled at amended section 1-201(37) is that it
fails to validate, as clearly consistent with true lease status, agree-
ments with & fixed-price option that “approximates reasonably
predictable fair market value.” This criticism is unsound. The only
purpose of substituting “approximates” for “equel to or greater
than” would be to validate, as clearly consistent with true lease
status, agreements with fixed-price options at less than predictable
fair market value. This seems unwarranted. When the lessor and
lesses agree at the outset to give the lessee a discount on the op-
tion price so that the option is leas than the reasonably predictable
fair market value, the parties have entersd a “bargain” option
agreement that “tilts the scales” to encourage exercise of the op-
tion. That sort of agreement, which may or may not constitute a
true lease,** undercuts the importance of a lessor's entrepreneurial
stake in the residual. Neither reason nor authority supports a
sweepingly overbroad provision granting safe harbor true lesse sta-
tus to such agreements.

Moreover, as a matter of drafting statutes, it does not make
sense to use a vague word like “approximates” in what is supposed
to be & safe harbor test for valid fixed-price options in a true lease.
It would be difficult for a lessor to determine whether the lease
agreement falls within a safe harbor that is defined by the word
“approximates.” Extensive litigation would arise over the meaning
of thiz one vague word. Courts might well search for a percentage
formula to give meaning to the word. Viewed in this light, the word
“approximates™ appears to be a stalking horse for a mathematical
or percentage formula of the kind that was considered and re-
jected. The Commissioners properly rejected the propozal to insert
the vague word “approximates” in the safe harbor for fixed-price
options.

True leases are defined sensibly in Article 2A. Amended sec-
tion 1-201(37) provides that some transactions are clearly true
leases, that other transactions are clearly secured transactions, and
that everything else is to be determined by reference to “the facts
of each case.” This clarifies current law to some extent, while ac-
commodating the whole spectrum of existing leasing practices. The

1-201437) of the Unifores Commarcial Code in finding that the iranssction is n se-
cured sale and not o tros leass.
df. Ser supra note 38
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safe harbor for true leases with fixed-price purchase options “equal
to or greater than™ reasonably predictable fair market value paral-
lels the wording of IRS Revenue Procedure 75-21, a basic set of tax
law guidelines that has been familiar to the leasing industry for
over a decade®™ No business justification exists for switching to
“approximates”; The safe harbor phrased in terms of “equal to or
greater than™ covers a wide range of predicted option values.* The
overall standard for judging true lease status, under amended sec-
tion 1-201(37), is by reference to “the facts of each case.” These
standards should give businessmen all the flexibility that they

47. HReveoue Procedire T5-21 seis out puidelines that the Intsmmal Revenue Servics
usss for advance ruling purposes in determining whether loveraged lesse traesactions are
valld leases. Twa of the four condltions in Rev. Proe T6-21 are ns follows

{1} Minimum Uaconditional “Ar Risk" froestment

{C) Residual fnoestrent. The lessor must represent apd demonstrate that an
amount squesl to of least 30 porcent of the original cost of the property is a reacnable
estimate of what the falr market value of the property will be at the end of the lease
term. . . . In sddition, the lessor must repressat and demonstrate that n remeining
usefial life of the loger of ome year or 20 percent of the originally estimated oselius]
lifie of the property is n remscmable estimete of what the remaining useful life of the
property will be st the end of tho lsass term.

(31 Purchase and Sale Bights.

Mo member of the Lessse Group may have a contractial right o purchass the
property from the lesssr af a price Wwar than ita falr marked vakie at the time the
raghil s exercised.

Rev. Proc. 75-21, 1875-1 C.B. 71516 (emphasis added).

48 There are many uncertainties, soch s technological obsolescence and changes in
the rate of inflation, that may affect the “reasonably prediciable fair market value™ of the
residual, One recent article, for example, listed the following “meenssconcmic conditions
and forces [that] affect resbdual vahees in different ssset catagories™: (1) The U5 scomomy
and leveld of actipily of foreiga trade. “For ezample, & year sgo an sverage 10- to 15-year-old
bualkcarrisr was selling at a rock-boticen price of £1 million to $1.6 million, reflecting a de-
pressed, over-supplisd market. Today, becavss of incressed mevement of grain to the
USER., these same ships canmet be boaght for under §2.2 million.” (2} Tox and other
legistation. *“The FAR 35 Btage 11 nolse abatement requirement brs rendered many clder
mircraft that hed & commercial valus either wsaless of in ped of extessbee rotrofitting.™ {3)
Chonges in technslogy, “These inclade changpes in computers, medical equipment, trailers,
trains and alrplanes.” (4} Regulotion and dereguletion, “The Jones Al protects rates, and
consequently ship prices, to the extent that 1.5, flagships sre often quadruples the value of
othier world vessels ™ [5) Foreign exchonge rates. "As the dollar weakens, it is tougher for
foreign companies to sell in the U.S.; & it sirengthems, it i easier to sell in the U5, The
conversse is tros Tor 1.8, companies abroad.™ Chroppa & Mulvikill, Estimating and Guard-
ing Equipment’s Residunl Volue is Now Crucinl to Swecessfil Leasing, Leanes’s Egqui,
Lessang Newsi., Aug. 1557, The impact of these kinds of ecoromic unceriainties i such
that o wide range of valoes should qualify ss “reasonably prediciable™ option prices in any
[Eiven tmanssction.
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need. As equipment lessors requested, moreover, the statute pre-
serves, rather than undercuts, the importance of the residual as a
source of potential gain or loss in the buginess of equipment leas-
ing. In commenting on the new leasing statute, Ned Mundell,
President and Chief Executive Officer of California-based U.S.
Leasing International, stated: “The long-term interests of the
squipment leasing industry, and the public interest, are best
served by recognizing the importance of a lessor’s entrepreneurial
stake in the residual. We are satisfied that the new UCC provisions
on leaging do that.™*

{d) Bargain options.—Transactions with fixed-price “bargain
options” that are exerciseable for less than “reasonably predictable
fair market value” will be assessed on the basis of “the facts of
each case” under amended section 1-201(37), as under current law.
The Comments to new section 1-201(37) are ambiguous on the
proper treatment of such bargain options. We are told that:

A fixed price purchase option in a lesse does not of itsell create a
security interest. This is particularly true if the fized price is equal
to or greater than the reasonably predictable fair market value of
the goods at the time the option is to be performed. A security inter-
est is created only if option price is nominal and the conditions
stated in the introduction to the second paragraph of this subsection
are met [i.e., if the lessee cannot simply “walk away” from the lease
by terminating its obligations]. There is a set of purchase options
whose fixed price is less than fair market value but greater than
nominal that must be determined on the facts of each case to ascer-
tain whether the transaction in which the option is included creates
B lease or & security interest.™

The courts are left to interpret, as best they can, this Delphic pro-
nouncement on fixed-price purchase options for “less than fair
market value.”

Two possible interpretations are immediately apparent. One is
that some bargain options—at less than reasonably predictable
fair market value—are consistent with true lease status, as long as
the option price is not so low as to become “nominal.” This inter-
pretation, of course, invites courts to search for some percentage
formula (fifty-one percent? seventy-five percent? or nimety per-

48, Telepheae interview with DE (Med) Muondell, President and Chisl Executive Of-
ficer of U5, Lessing Intormational (Det T, 1987)
i, See ULC.C. § 1-201(37) comment (1887).
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cent?) to try to pin down the metaphysical difference hetween a
permissible “bargain” option and an impermissible “nominal” op-
tion in a lease. Such a view of the Comment lends a schizophrenic
quality to amended section 1-201(37), in light of the statutory
text’s rejection of formulas and percentages as an approach to de-
fining a true lease, This sort of schizophrenia has ample precedent
in the law.** But the search for a mathematically precise definition
of a lease seems a vain quest for illusory benefits. Economic uncer-
tainties of life (such as technological obsolescence and changes in
the rate of inflation) are such that a wide range of values should
qualify as “reasonably predictable fair market value” option prices
in any given transaction. Given this reality, it seems unrealistic
and artificial to seek mathematically precise percentages or formu-
las to define an impermissibly low option price that will destroy
true lease status. It should take an extreme case to show a “bar-
gain” fixed-price option totally cutside the ballpark of “reasonably
predictable fair market value™ option prices.

The other interpretation of the Comment would be that its
reference to “a set of purchase options whose fixed price is less
than fair market value” means “less than [what] fair market
value" furns ouf to be at the time the option is exercised. This
view of the Comment would fit well within the decided cases: True
leases may include fixed-price options that are not nominal in light
of the “reasonably predictable fair market value” of the goods, as
predicted at the outset of the transaction, even if later unexpected
events make the option price a bargain (or even “nominal™) at the
time the option is actually exercised. When a fixed-price purchase
option turns out to be “less than fair market value,” a question
may arise as to whether the transaction is a true lease. But the

51. Professor Gilmore has written about the “pervading schizophrenia™ of the Restate-
mend of Contracts (both First and Second), while praising these works G, Grusose Tee
Deatit or Coprnact 76-76 (1574) {Lecture II1). A principal Mlastration of this schizophrenia
I the tension between the formalistic definition of contrect “consideration™ in § 75 of the
Reztatement, on the one hand, and the notion in § 90 that contrects esald be created by &
“promise ressonsbly inducing definite and subatantia] action,” on the other hand. Eventi-
ally, the approach in § 90 swallowed the approach in § 75. See Resvamesest (Spcown) oF
Cowrnacts §§ 75, 90 {19T3); see also Farber & Matheson, Beyond Promissory Estoppal
Contract Law and the "Inuisible Handshoke™, 52 U CHL L. By, 03 (1885) (sarver of svery
€430 |5 the past ten years citing § 90 of the Festatement, concluding thet ¥promissory sstop-
pel Is being transformed into s new theory of distinctly comfrachual obligation™), It b, of
courss, Lhe fote of any stafutory restatement af the common lnwewhether the Restetement
of Contracts of Article 2A—to be pobsed unessfly between posi and fabwre
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statutory text and Comment on amended section 1-201(37) make it
clear that it is “the facts and circumstances at the time the trans-
action is entered into"” that are controlling. Where a fixed-price
purchase option is not “nominal,” when viewed in light of the eir-
cumstances known at the outset of a transaction, the option is
consistent with true lease status, Overall the test remains whether,
as a practical matter, at the outset of a transaction, the lessor had
an economically meaningful interest in the residual.

The outcome of court cases on “bargain options™ (as opposed
to their logic chopping) should turn out to be approximately the
same, no matter which interpretation of the statute gains judicial
favor. Moreover, some ambiguity about the status of “bargain op-
tions” may be inevitable (or even desirable) in light of the courts’
still-evolving commercial law definition of a lease.

d. TRAC leases.—"Open-end"" leases, with terminal rental ad-
justment clauses (TRAC), have been widely used in the motor
vehicle leasing industry for over thirty years. Essentially, this type
of lease sets out a schedule of rental payments, together with a
corresponding estimate for the value of the residual-at the end of
the lease term. TRAC provisions in the agreement then provide
that the actual value of the residual will be determined at the end
of the lease term by appraisal, sale to a third party, or otherwise,
and that a payment then will be made by the lessee or a credit
given by the lessor to reflect the difference between the actual and
estimated residual values. Widely different variations on this basic
format may appear in specific “open-end™ leases.

Theoretically, “open-end” TRAC leases reward lessess who
take good care of the leased goods, while compensating the lessor
for any unusual wear and tear. TRAC lessees pay fair value for
their use of the goods, according to supporters of the “open-end”
lease, while the TRAC lessor retains the residual value. One view
of TRAC clauses is that they simply allow the parties to determine
the amount of actual depreciation on the leased goods. Others
point out, however, that typical TRAC provisions give the lessee
inot the lessor) the potential gain or loss from disposition of the
residual. This point arguably undercuts any meaningful residual
interest of the lessor and suggests that TRAC transactions are not
true leases,
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TRAC motor vehicle leases to commercial lessees are specifi-
cally recognized as true leases by the federal tax laws.™ But the
case law is divided on whether TRAC leases are true leases under
state law.*® The Commissioners decided that amended section 1-
201(37) would be silent on the thorny ouestion of whether TRAC
leases are true leases.

“Oipen-end"” leases also raise the issue of whether TRAC provi-
sions or some variations of them are validated by the liberal
provisions of new section 2A-504 on “liquidation of damages, "
TRAC provisions that essentially deprive the lessor of any mean-
ingful interest in the goods at the end of the lease term may or
may not pass muster as true leases. Viewed as liquidated damage
formulas, however, some more narrowly drawn TRAC provisions
seem “reasonable.” One common lease provision, according to the
Comment in section 2A-504, leaves the lessor with potential profits
from a sale of the residual, while essentially making the lessee a
guarantor of the estimated residual value set out in the lease. This
“one-sided” TRAC provision leaves the lessor with a meaningful
interest in the residual. Where reasonable, the courts should find
that it qualifies as an enforceable provision in a true lease, Other
kinds of narrowly drafted TRAC-like provisions, which charge the
lessee for excessive use or poor maintenance as opposed to changes
in value due to market trends, also seem consistent with true lease
status.

Whether true lease status should be accorded to more broadly
drafted TRAC wehicle leases currently in widespread use is less
clear. Three additional major arguments might be advanced for
recognizing these transactions as true leases under state law. First,
TRAC wvehicle leases, in order to qualify as “operating leases”

BE  Tax law treatment of “open-snd” lesses by the courts, befors the 1989 amendmeat
of 26 ULE.C, § 163(H13), and the 1986 redesignation of that Code section & 26 US.C. §
TIai(k], t& illustrated by Swift Dodge v, Commissioner, 882 F 84 851 (Gah Ol 1283, and
Lealis Lessing Co. v. Commissionar, 50 T.C. 411 {1983), Se¢ gemerally Horas & Simpkin,
Open End Leares: Are They True Leases or Conditional Soles?, 7 Brv. Tax. Inpav, 369
(18E3).

53. The opleion in Budget Rest-A-Car v, Bargman, 121 Cal. App. 3d 358, 178 Cal
Hpir. 286 (1961), suggests that the “open-end™ car lease in that case was a true bease. Typi-
cally, hewovor, “open-end” vehicle beases are hold to be besses “intended as security,” and
not true beases. Sew, 0.8, In re Tulsa Port Warebouse Co., 830 F.2d 509 (10¢h Cir. 1982); Bill
Swad Lensing Co. v, Stikes, 571 F.2d 1361 (8th Cir. 1975); ser aleo Motmey, supra note 25, §
PAOS[2)[d)

54 Ser infra Part LB,
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under accounting rules, often leave the lessor with some minimum
“at risk” investment in the vehicle (e.g., twenty percent of original
cost) that cannot be recouped from the lessee under the TRAC
clause.** The vehicle lessor's minimum “at risk™ investment argua-
bly leaves the TRAC vehicle lessor with a meaningful economic
stake in the residual and thereby establishes true lease status.®®
Second, TRAC vehicle leases commonly provide the lessee with an
option to return the vehicle at any time. This sort of TRAC trans-
action is not a sale, since it involves no “passing of title,” and the
lessor remains liable as title holder of the vehicle. Moreover, the
transaction would not appear to be a security interest, since if the
lessee can return the goods at any time, there may not be a suffi-
cient “obligation” to secure®™ Viewed in light of the UCC
trichotomy under which transactions are either leases, sales, or se-
curity interests, this sort of TRAC transaction in the end may be
characterized as a lease. Third, vehicles are a unigue kind of asset,
in that the marketplace for used vehicles in America establishes
the reasonably predictable market value of used vehicles to a Very
high degree of certainty. As a practical matter, it is the market for
used vehicles and not the lessor or lessee that guarantees the
residual value of used vehicles. Even broadly phrased TRAC vehi-
cle leases operate, under this view, to charge the lessee only for
axcessive use or poor maintenance, as opposed to changes in value
due to market trends. Under this “legal realist” argument, TRAC
vehicle leases are true leases because in the special case of vehicles
thuymfunnﬂuuallythamutruaiaamﬁthmmnm]y
drawn provisions that simply charge the vehicle lessee for excessive
use. Courts have not yet had occasion to come to grips with these
and other considerations about TRAC leases. Thus, the question of
whether TRAC vehicle leases are true leases under state law re-
mains unsettled.

58, See FroamaL Accovsming Staxnaxos Boasn (FASE) Srarsumser Mo, 131 74, “0p-
erating lense”™ status is often sought, under FASE Statement No. LY, hecause, among other
reascns. “operating lanses™ are not listed as dobt on the lesses’s books. See id, at 1 165

5, THRAC vehiche lassors alio may have an ot risk™ atake in the vehicls In the form of
ownership lisbiities, nuch s state taxes and potentinl Habilities under produst Bability and
anti-tarpering odometer rules.

31, See UUCC. § 2-106(1) (1887L

B8, Sew U.C.C. § 1-200037) (1087). A question exists, of coistae, as io whetker the im-
position of the TRAC condition on the lessee, when the vehicls is returned. is » penaly Lhai
mnkes the transaction & sscurity intesest,
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Outspoken critics of Article 2A include some motor vehicle les-
sors who fault the new statute for failing specifically to validate
“gpen-end” TRAC leases as true leases. The statute mirrors the
common law, however. To this date, the weight of the case law has
not recognized broadly phrased “open-end” TRAC leases as true
leases under state law. Moreover, equipment lessora in the past
have opposed according true lease status to “gpen-end” TRAC
|eases outside the specific context of motor vehicle leasing.™ The
Commissioners acted reasonably in leaving the status of “open-
end” TRAC leases to be determined by the courts under the gen-
eral “facts of each case” test of amended section 1-201(37) and the
evolving common law. This approach simply preserves the stalus
quo under state law regarding “open-end” TRAC leases.

B. Remedies

One major impetus for the new statute was dissatisfaction
among equipment lessors, and their lawyers, with inconsistent and
unpredictable court decisions on the remedies available under a
true lease. Article 2A clarifies the law on lease remedies. Ordina-
rily, the remedies available for breach of a true lease will be those
specified in the lease agreement. Yet Article 2A provides a mini-
mum safety net set of remedies, including a measure of damages
for the lessee’s breach, which will apply if the lease agreement is
silent (or held invalid) on remedies issues.

The Comments to Article 2A were expanded to clarify its com-
plex statutory remedies provisions. The California Bar has
criticized the remedies sections of Article 2A and has expressed
doubts about the efficacy of “legislation by comment."* The stat-
ute and its Official Comments, however, set out a sound remedies
scheme.

i, mwmmmammcmm;ﬂuhwd
mﬁuﬂﬂﬂnlmﬁmﬁﬂ;ﬂnmhhmm.muﬂmﬁm
mmﬁmw-ﬂ1mmmcdnmmmud. Vehicle lessors argue that
mm:waﬂMhMyWHm.mm:wmmw
Mmmmtimnrhnh;muﬂ;ﬂrhdlmwmmhdmdum
Hﬁqﬁihwﬂmﬂn;lhtﬂuﬂuuﬂuinmwwmﬂfﬂhiﬂn

. Wﬂm{hmﬂucmmﬂmﬂuummmﬂwuuﬂm
rioM oF THE STATE BaR oF CALIFORRIA 03 PROFOSED CALIFORNIA CosmErciaL Cook Drasios
10 (ArmcLe ZTA) 64 (Dec. 1, 1987).
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1. In general.—The starting point for ascertaining the availa-
ble remedies is the lease agreement. Whether a default has
oecurred, az well as issues about repossession and other post-de-
fault rights and remedies under a true lease, are to be decided in
the first instance by reference to the lease agreement.® Both judi-
cial and self-help remedies are available.” Ordinarily no notice of
default or enforcement need be given to the defaulting party.™
Within reasonable limits, the parties to a lease are given freedom
of contract to craft their own set of rights and remedies in the
leaze agreement.*

The statutory remedies in Article 2A are specific and detailed
for both lessors™ and lessees.™ Article 2A's two sets of remedial
provisions reflect the bilateral nature of obligations between the
parties to a lease. In contrast, Article 9 sets out remedies only for
the secured party, since the obligations between the parties to a
security agreement are essentially unilateral.

2 Lessee’s remedies.—The ordinary statutory (noncontrac-
tual) remedies available to lessees, in the event of a default by the
lessor, include the rights to cancel the lease, to recover paid-in
rents and security to the extent that is “just under the eircum-
stances,™” and to obtain substitute goods and recover damages.*
Where the lessor fails to timely cure nonconforming goods or deliv-
ery, the lessee has the option to reject or accept the goods."™ Where
the goods are unique, or in other proper circumstances, the lessee
may compel specific performance of the lease agreement.™ War-

AL ULC.C. §§ 2A-501, TA-503 (1967).
62 Td. § 2A-80L.
B3, [d. § 2A-B02
Bd. Section ZA-503(2) provides:
Fesort to & remedy provided under this Article or in the lesse agreement is optional
unless the remedy ls expresshf agreed to be sxclusive. If sircumstances causs an ex-
clusive of limited rlmsmmldlumﬂmumﬁmlutmmﬂuln
remedy i uncomscionable, remedy may be had as provided in this Article.
See olso § 2A-501 comment.
85. 5§ 2A-523 to 530
66, §§ 2A-B0S 1o BEL
E7. The Comment to § 2A-508 siates that this (s & specinl rule: “Given the varicas
types of Installment leasss, no bright line could be created that would operate fairly in all
cases; In addition, this provision should further encourage the partiés to sat their own
rubes
B4 § 2A-508(1).
BS §§ 2A-508, TA-510, 2A-5013 & 2A.B14
T8, §§ ZA-508(Z)b), TA-621.
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ranty breaches by the lessor are compensable in damages.” These
well-established lessse remedies were derived from Article 2.

One interesting set of statutory provisions, which clarifies ex-
isting case law, concerns the lessee’s right to dispose of the goods
on the lessor’s default. Theoretically, the lessor’s ownership of the
gmdsmightharthalmaafmmuﬂingnruthamﬁedi:pﬁiﬂ;uf
the goods without the lessor's consent.” Where the lessee right-
fully rejects the goods, Article 2A generally obligates the lessee to
hold the goods for a reasonable time for the lessor's or the sup-
plier's disposition.” Where perishable goods are invalved, the
lessee may be obligated to try to dispose of them.™ The new stat-
ute, however, also authorizes the lessee to sell the goods, if the
lease agreement does not provide to the contrary,”™ when the lessee
rightfully rejects the goods or justifiably revokes acceptance.™ In
this situation, section 2A-508(5) provides that

a lessee has a security interest in goods in the lessee's possession of
control for any rent and security that hes been paid and any ex-
pmrmmhhri:mﬂdinthairimpmﬁmmﬂm,
mwmﬁm.mdmmdmmﬂmhﬂdm;mhmd
dispmnrtham'mgmdmthndinnmmmmiaurmmhh
manner, subject to the provisions of Section 2A-B27(5).7

What is new here is the explicit recognition that a lessee under a
true lease, who, unlike a buyer, has no equity in the goods,™ never-

T1. 5§ TABOE{4), 2A-H20(2)(kh,

72, See, eg., Restareamer (Szoosn) of Torts §§ 234, 252 ef. seq. (15965).

T4, These ordinary dutles of the [esses contained in § ZA-512(1) spply sxcept in the
mdmmmm'nmmmmmﬂ-mmmu-
SO0R(5).” The impoet of the lemsee's security Intarest under ULC.C. § 2A-508(5) i discussed
above. See infra text accompanying note 77.

Td. &mmmumﬂuu.mm.mmmmm
from the lsssor and when the lessor or supplier has no agent at the market of rejection,
sghall maks reasonahls ¢forts to sall, leass, or olherwise disposs of the goods for the esor's
acoount i they theeaten to decline in walus apeedily.”

75 ‘The Comment to § 24-508 emphasizes that “the lmsor and the lessee can other-
wise agree” and, amoeg other things, “creste a new schems of rights and remedies triggered
¥ the stcurrence of the defnull.”

TG, §§ TA-50S, TA-BLE

%7, § 2A-BOB(E). Section 2A-527(5) obligates the lesses to “sccount to the lessor for
aEy @xcess over the amount of th lessee’s security intenest.”

78 The Comment to § 2A-627 (on the bessor's right to dispose of goods) stafes that
“ﬂuhmﬂnhﬂdbruuhuuwthnﬂ—nihmwwlﬁghlﬁndlmpﬁm
under the common law or this Articls.”™ The Comment goss on to confirm “the basic premise
that the lessee under n lease of goods has no equity of redemption to protect.”
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theless has a limited “security interest” in rightfully rejected goods
to the extent that the lessee may lawfully sell the goods. The old
common law of bailments did not give this right to lessees.™

Two statutory measures of damages are provided for the lesses
on the lessor’s default. Where the lessee “covers” by leasing substi-
tute goods under & “lease agreement substantially similar to the
original lease agreement and the lease agreement i= made in good
faith and in a commercially reasonable manner,”™ the lessee’s stat-
utory damages are his actual out-of-pocket costs and consequential
damages.* Otherwise, the lessee’s damages are his reasonable out-
of-pocket costs, as measured by reference to the “market rent” of
the goods, plus consequential damages.® These provisions for the
lessee mirror the statutory measure of damages for the lessor.

“Waiver” of the lessee’s statutory rights and remedies under
Article 2A is a subject that has received increased attention re-
cently. Undoubtedly, contractual modifications or “waivers” of the

8. See supra oote 7% see olso Younger v, Plunkett, 395 F. Supp. 702, 707-11 & n9
(EEI.PI.IEI-TEI1Emllrpmy1im"m|m3rﬂmu-drkhliuﬂnduhw'l
lm“llmﬁnmﬂdmthlmuhulhﬁ'lhlhn."];ﬂﬂupd&m\rmﬂhmrt
Deuglas-Guardian Warehouse, 208 F. Supp. 195, 198 (S.D.N.Y. 1962) (ailse in possession of
m&&lwﬁudhmﬂunh:mdﬂn-ummmimﬂdhmmlhlnH-u
hﬂm!w:unvmlm].ﬂulmmbaﬂmv.w.mﬂ.nml.lne.,In.r..,ﬂ'IF.HmH.H
(ED. Mo. 1988) (besses can tarn over equipment to secured creditor without “eonversion,”
since lewse gave losses the right to “sxclusive posstesion, control and use™ for coe year).

S0. The Commant to § ZA-518 states that in light of “the many variahles facing &
pasty whe intends to lease gooda and the rapidity of changs in the market place, . . , the
dl:'hiunu-!"-:hlﬂinﬂumlu-lmmtinﬂmﬁﬂhﬂh{hmw-ﬂlh
determized case by case." To make this determination, the Comment suys the courts are to
unmmbmhthugmduubjmtn:h-mhﬂq:umwm-htb-thrm
the sama 1ype of poods of & commenrcially renscnable substitute, and the various slements of
the new lease agreement, Including “the term of the new leass™ &s wall a8

the presence or absence of options to purchase or release, the lesser's reprassntations,

warranties snd covenants o the lessee, and those to be provided by the bessee Lo the

]m.mdihtnnmﬂur.mhwmddldb?MIhmhrﬂulﬂulhm

ell of these factors allocats cost and risk betwesn the lessor and the lessee and thus

affect the amount of rent to be paid).

BL These statutory damages are defined as the sum of (1) the present value, as of the
date of default, of the difference between total rent for the new Jease and total rent for the
emaining lease term of the original Jesss agreement, plus (2) incidental and comsequantial
damages, minus (3) “expenses saved in consequence of the lessor's default™ LLC.C. § 2A.
B1802) (1987).

a1, Thlnmﬁmtmrdmuuhnﬁ:u—mmudhythwnﬂmh
mmmurm&ﬁmmﬁrmmvmmmmmm
mﬂnlﬁhntqnﬂ:h-mﬁinﬂhn,pl-ﬁihﬂdmﬂ]uﬂmﬂm
mimtﬂ]“amuuuudhwmqmdthluuﬂdﬂhh"hﬂﬂ.!ﬂ-ﬂﬂh
[1887),
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lessee’s statutory remedies are allowed.* Such “waivers,” however,
must not be unconscionable.* Care should be taken to ensure that
“waivers” are reasonable and brought to the attention of the
lessee. This is particularly true where the lease is written on a form
supplied by the lessor.

Jd. Lessor's remedies.—In the absence of agreement, true lease
remedies are different from, and often more favorable to the lessor
than, the remedies applicable to installment sales. This is reflected
in Article 2A's provisions on lsase remedies, which are derived
from the common law on bailments and Article 2 on sales
agreements.®®

(a) Repossession and disposition.—Typically, the lease agree-
ment gives the lessor a right to repossess the goods on the lessee's
default. Section 2A-525 confirms this right of repossession. Ad-
vance notice to the lessee is not required. Ordinarily, the new
statutory (not contracted for) remedies limit the lessor's damages
as if mitigation of damages had occurred by sale or re-lease of the
repossessed goods. But mitigation is not required by Article 2A.
Instead, the decision whether to mitigate damages is left to the
lessor and his assessment of his own self-interest. Only in limited
circumstances does the statute provide for specific performance
damages, without offset for mitigation: Where the lessee accepts
the goods, or where conforming goods are lost or damaged soon
after risk of loss passes to the lessee, or where the lessor is unable
to dispose of the goods at a reasonable price after repossession, the
lessor may repossess, hold the goods, and recover accelerated rent-
als as damages.™

These statutory remedies for lessors contrast sharply with Ar-
ticle 9 remedies for secured creditors, which generally require
mandatory disposition of repossessed goods after advance notice to
the debtor.*” Old scattered case law, which directly or by analogy

83, See §§ ZA-10304), 2A-501, 2A.500

84, E 2A-108.

&5 Only the introductory section on mmedies (§ 2A-600 on procedurss upon defaalt)
is modeled sfter Article 9, specfically § 9-501. This reflects the view of commentators that

Article & was not an appropriste model for true lease remedies. See, e, DeKoven, supro
note 25, § H0P06[5]c].

BE. ULC.C. § 2A-529 (1087).
BT, § 9.504,
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applied Article 9 to post-default remedies by lessors under true
leases.* is superceded by the new leasing statute.

(b) Damages.—Two types of provisions are contained in Arti-
cle 2A which govern the damage remedies available to the lessor
upon the lessee’s default; those that apply to contractual liqui-
dated damages cleuses, and those that apply where the lease
contract is silent or invalid on the issue of damages.

(i) Contractual liguidated damages clauses.—The sweep-
ing language of section 2ZA-504(1) approves liquidated damages
clauses that comply with a basic “reasonableness”™ test:

Damages pavable by either party for default, or any other act or
omission. including indemnity for loss or diminution of anticipated
tax benefits or loss or damage to lessor's residual interest, may be
liquidated in the lease agreement but only at an amount or by a
formula that is reasomable in light of the then anticipated harm
caused by the default or other act or omission.*

This provision validates formulas as well as amounts™ and elimi-
nates some of the limitations on liquidated damage clauses that
appesr in section 2-718 on sales agreements. There is no require-
ment in section 2A-504(1), for example, that actual damages be
difficult to ascertain or that it otherwise be inconvenient to obtain
an adequate remedy before one can invoke a liquidated damages
clause that is contained in a lease.” Tax benefit losses are recover-
able by the lessor under a liquidated damages clause, even if such
damages exceed the original price of the goods.* To the extent al-

BE. See, e, Leasing Servics Corp. v. Brostps, 640 F. Supp. 51 (E.D. Wash. 1888k
Business Finance Co. v, Red Bam, Inc, 517 P.2d 583 (Mont, 1973k Hareis, Recent Cases
Relaring to Equdpment Leoses, in Equirnent Lesaws 1686 ot 35738,

2. 10O, B 2A-B041) (1987). Where thers ls po comtract proviskon specifying dam-
apes o where & liquidated damnges clsuse ia invalid under the principles of § 2A-504(1), the
mew slatulony pet of remedies will apply.

1, One exampls of & damage “formala™ appears in Atlss Trisck Leasing, Ine. v. First
WH Banks, Inc., 808 F.2d 902, B04-05 (1st Cir. 1887) (court upheld lessor’s damage sward
fulu:prqﬂ“m“mldh;rmmhuﬁmlhﬂulln-dwhuumﬂhlﬂhmdﬁvﬂh
normal use over original term of Che lesss),

51, Sesction 2.718 siates that with respect to sales of goods, “[d]amages for breach . . .
may be liquidated in the agreement bat only at an amount which i reasonabile in the light
nfmqnﬁﬁpll.l:dwmﬂ?ﬁrﬂﬂlﬂlﬂh}rmmm&ﬂﬂﬂﬁﬂlwﬂﬂﬂmm
the inconvenisnoe or nonfessibility of otherwise obtaining an adequats remedy.” U.C.C. § 2-
T18 {1887); eee alio REesTaTEsmEnT (Secoxn) of CowTRacts § 366 (on “Higuidated damages
ned penalties™).

92 The Comment to § ZA-604 states that the allowance of tax benefit losses caused
the drafters to omit any Hemltation referring to “unreasonsbly large liquidated damages.”
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lowed by the standard of “unconscionability,” consequential
commercial damages also may be liquidated, limited, or excluded
altogether by the lease agreement.” Moreover, under the “reasona-
bleness™ test of section 2A-504, a lease agreement can incorporate
by reference the statutory damages remedies set forth in Article
2A,

These significant clarifications of the law allow parties to a
lease agreement wide latitude in crafting liquidated damages
clauses, This is important since equipment leasing transactions
often are predicated on the parties’ ability to agree on an appropri-
ate liquidated damages remedy for default. One purpose of the
statute, the Comments suggest, is to “invite the parties to liquidate
damages."™

The Comments provide little additional guidance, however, on
how the “reasonableness” standard of section 2A-504 should be ap-
plied. One clarifying principle implicit in the statute is that what is
“reasonable™ for a long-term commercial lease may not be a “rea-
sonable” measure of liquidated damages for a short-term lease.
Three “common™ liquidated damage formulas are identified in the
Comments,* but their enforceability is said to depend on “the con-
text of each case."™ The courts are left to wrestle with these and
several other recurring questions about liquidated damages clauses,
as well as they can under the general standard of “reasonableness.”

Traditionally, the burden of proving that a provision is an un-
reasonable penalty, rather than a proper liquidated damages
clause, is on the party urging the penalty construction.” Case law
holds that only reasonable attorney’s fees may be recovered pursu-

The impset of bocal, stats and federsl tax biws on & lessing Eransaction can result in
&n smount payable with respect 1o the tax indemelty many times greater than the
ariginal purchase price of the goods. By deleting the reference to unreasonably large
liquidated damages the parties are free to negotiste a formula, restrained by the rule
of reasonahlesess in this ssction.
WEAC, § 24-504 comment [1987),
%3 § 2A-5OG(EL
84 Sev § 2A-504 comment.
5 M
86 I
7, Bee, e.p, Farmers Export Co v, M/V Oeargis Prom, T80 F.2d 158, 162-63 (Gch Cir,
;.,:.Eh :I;]hhd Business Pluza v. Lineoln Liberiy Life Ins, Co., 848 F. Supp. 1310, £313 (D,
i !



648 Alabama Law Review ; [Vol. 39:3:615

ant to a liquidated damages clauge,™ Presumably, these principles
are not disturbed by section 2A-504.

Residual risks on the lessee. One recurring guestion concerns
the validity of liquidated damages clauses that essentially place
the entire risk with respect to residual value on the lessea.
Whether such clauses are “reasonable in light of the then antici-
pated harm caused by the default™ will depend heavily on the
length of the lease term. Especially where the original term of the
leaze runs for only a short time in relation to the expected useful
life of the goods, it may be unreasonahle to place the risk on the
lessee that the market value of the lessor’s residual will drop.

The impact of this principle makes clear the flaws in a sug-
gesied amendment to the statutory provisions on liguidated
damages. As proposed by some equipment lessors in California,'»
the amendment would alter section 2A-504(1) by adding the fol-
lowing language to validate & common commercial liquidated
damages provision:

A provision in the lease agreement which states that damages in the
event of the lessee’s default and the lessor's sale of the goods shall
equal any past due amounts plug the sum of the present value of
future rentals, the lessor's costs of enforcing the lease, the lessor's
reatonably predictable residual at expiration, reasonable compensa-
tion for any loss of tax benefits, or an equivalent amount, and any

This sort of liguidated damages clause may well be reasonable in a
long-term commercial lease, particularly where the clause is con-
spicuous and specifically bargained for. It might be invalidated as
unenforceable, however, if inserted in a short-term consumer lease.
The proposed amendment to section 2A-504(1) is overbroad be-

not the clause is reasonahle,
Stipulated loss values. Typical liquidated damages clauses in
wide-spread commercial use, setting the lessor's damages equal to

B8 Eee, o4, Heller Fin, Inc \'.qu-,.ﬂa.'EF.Edq:p. 06 [M.D. TN, 1988),

e UC.C § ZAB044T) (19871,

100, Letter from H\Umﬂlmﬂ.ﬂm.%ﬁmmlqlﬁ 188T);
Letter fram WAEL ta Californis Senator Robert Baverly (May &, 1087),

101, M
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the so-called “stipulated loss value” of the goods minus a credit to
the lessee (up to the value of the goods’ estimated residual value at
the time of default), should be upheld as valid and enforceable
provisions in long-term commercial leases.

Cumulative remedies. There are some old cases that improp-
arly suggest that “cumulative remedy” provisions'* may invalidate
a liguidated damages clause.*™ Such provisions should be upheld
unﬂerthemwhuingmwm,hnwm.mlungmth&mtﬂmmu-
lative remedy sought to be recovered does not result in more than
single recovery and is “reasonable in light of the then anticipated
harm caused by the default or other act or omission™ triggering the
liquidated damage clause.'™

Accelerated rentals. Ordinerily, liquidated damages clauses
which contain a provision for accelerated rentals are enforceable by
the lessor if coupled with a contractual provision requiring the les-
sor to mitigate damages by sale or re-lease after repossession.'™
Without strong proof of reasonableness, however, a liquidated
damages clause providing for acceleration of future rentals without
requiring mitigation is likely to be invalidated.'*

Moreover, the courts are likely to follow past precedent by
holding that the lessor’s recovery for future lost rentals must be
discounted to present value®® As explained in the Comment to
section 2A-103(1){u) on “present value™

huﬂmiﬁuaﬁmlhﬂprmuh?ﬂmnhmdﬂhﬁmadmdmm
fﬂﬂytheﬂumatumuhhhythulﬂ-mmth:MnudﬂudL

10 mwa-"mmwpmmuwmmclm
mHh-lulhlw"Hnrmd;ﬂﬂrﬁdminlth&mHHndwEuﬂnﬂihum
to be axchasive, but sach shall be cumulative and in sddition to any other remedy referred
tn in this Lease or otherwise svaflable to Lessor at law or in equity.”

109, See, u..hirﬂ.ulilﬂl}urpw.ﬁmmhﬁ-!ﬂﬁ Tranafer Binder]
Coasumer Crad. Guide (CCH) 1 99,242 (N.Y. Sup. Ct 1971,

T WLEC, § 2A-S04(01) (1867

105, DeEoven, sapra note 25, § ZE.08[51[b].

106. The statuts itssll suggests that such & clsuse might be upheld where a merchant
Iﬂmpﬂmlhltdmﬂmm-mhmm-ﬁmudm&mupuﬂd
Jessed goods st o reasonshis price would have been unsvailing. See UC.C, § 24520011k
{1987,

107, See, 0.2, Haller Fin., Inc. v. Barry, 833 F. Supp. 706 (N.D. 1N, 1986) {court re-
M.ﬂﬂm:ﬁ&l‘ubmmhhmpunuln]m]:hrt“’!mhilﬂhln:.ﬁinh.m
{Bankr. S.D.N.Y. 1980) (court reduced scealarated future rentals to present valuel; see alen
Taylor v. Commercial Credit Equip. Corp., 170 Ga. App. a0 318 S E2d TES [1884) eourt
beld sccelerated damsge, without reduction to pressnl valse, was an unenforceable pen-
alty); UC.C. § 2A-521M(b) (1987).
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Present value is defined to mean an amount’that represents the dis-
counted value as of a date certain of one or more sums payable in
the future. This is a function of the economic principle that a dollar
tu-duarE more valuable to the holder than a dollar payable in two
years.'

The same Comment goes on to say that the statute

allows the parties to specify the discount or interest rate, if the rate
was not manifestly unreasonehle at the time the transaction was en-
tered into, In all other cases, the interest rate will be a commercially
reasonable rate that takes into account the facts and circumstances
of each case, as of the time the transaction was entered into,'™

Section 2A-109 specifies that the lessor can invoke an acceleration
clazse only when he “in good faith believes that the prospect of
payment or performance is impaired.™*®

Election of remedies. The “reasonableness™ test of section 2A-
504 overrules earlier cases''* that required a lessor to elect between
repossessing the equipment or suing for the accelerated rent and
leaving the equipment in place. The old cases forcing such an elec-
tion improperly extended the rule against double recovery. When
gome mitigation of damages is required, however, the lessor's re-
posgession and simultaneous recovery of accelerated rents does not
necessarily result in double recovery or unjust enrichment. No
double recovery results, for example, where a defaulting lessee is
credited with proceeds from the sale or re-lease of equipment fol-
lowing repossession.'®

Partial invalidity. Will the invalidation of part of a liquidated
damages clause nullify the whole clause, forcing the lessor to rely
solely on the statutory remedies of Article 2A7 Section 2A-504(2)
provides that “[i]f the lease agreement provides for liqguidation of

1% }.'.C-E'. § 2AROE{An) eommant (1987} (eitatlons omitted),
Ioe. JId.

1160 With respect to & consumer lease, the burden of establishing good faith is on the
pany inveking the scceleration clsuse; otherwise the burdsn of sstablishing lack of pond
faith is on the lessee. UCC. § 2A.108(2) (19587,

1. Sew. eg. Litton Indus. Credit Corp. v. Catanuto, 175 Conn. 89, 354 A 2d (90
{19TE),

112 DvRoven. supre oote 18, at 277.78, The Comment o § 24523 states “This Ardi-
cle rejects the doctrine of ebection of remedy. Whether, in s particular case, one remedy hars
another, is a funstion af whather [the] lessor has been put in as good & position s if the
bessee bind fully performed the bease contract. Sections 2A-003(4) and 1-108{1L." See ol §§
ZA-GOLH4), 2A-82501 )ia) & commenis,
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damages, and such provision does not comply with [the “reasons-
bleness” test of] subsection (1), or such provision is an exclusive or
limited remedy that circumstances cause to fail of its essential pur-
pose, remedy may be had as provided in this Article. ™
Equipment leases often provide alternative measures of liguidated
damages so that no single alternative is “an exclusive or limited
remedy.” For such multi-part liquidated damage clauses, partial
invalidity may not always be fatal to the whole clause, if the inva-
lid part is reasonably separable from the whole. This result would
be consistent with the new statutory section on “unconscionabil-
ity.” Under that section,** where a court finds a specific lease
clause unconscionable, the court may refuse to enforce the whole
contract or it may simply “blue pencil” out the offending clause
and enforce the remainder of the lease contract.

(i) Where the lease agreement is silent or held invalid
on the issue of damages.—The only time Article 2A will control
the measure of damages is when the lease agreement is silent or
held invalid on the issue of damages. Two basic measure of dam-
ages standards are provided for the lessor. These apply in different
situations: (1) where the lessor repossesses and then sells or re-
leases the goods (sections 2A-528, 2A-527(2)); and (2) where the
lessor repossesses and then, in certain circumstances without miti-
gating damages by disposing of the goods, simply holds the goods
for the lessee for the remainder of the lease term (section ZA-
529). 1.

(A) The single most important provision for lessor’s dam-
ages may be section 2A-528. Ordinarily, when the lessor
repossesses the goods following the lessee’s default, the lessor’s
statutory damages are the sum of past unpaid rentals, reasonable
lost future profits as measured by the present value of the differ-
ence between total scheduled future rentals and the “market rent™
for future use of the goods, and incidental damages less “ex-

113, § A-BO4{E)

114, § ZA-108

115. Section 2A-804(3) lmits the lessor's right to retaln part of the prios already paid
without showing damage where “the lessor justifinbly withhobds or stops delivery of poods
because of the lessee's default or Insolveney.” To the extent the lessor can show damage, or
benafit to the lesses, § 2A-504(4) allows the lessar to loeep all paymsents alresdy made by the
bemson in default.

116, When the goods are re-leassd “by lesse sgreement substantially similar o the
original lease apreement ond the lease agresment s made in good faith and in & commar-
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penses saved in consequence of the lessee's default."""” The impact
of the statutory “rent-to-rent” comparison in section 2A-528 is
similar to requiring the lessor to mitigate damages following repos-
session. The statute does not require mitigation of damages, but it
limits damages as if mitigation had occurred.

The concept of “market rent,” as defined in section 2A-507, is
essentially fair market rent “at the time of the default.”"* Thus
the lessor haz an economic incentive to prove that the “market
rent” is lower than the originally scheduled rent in order to in-
crease damages under sections 2A-528. In contrast, the lessee has
an ecomonic incentive to prove that the “market rent™ is higher
than the originally scheduled rent in order to minimize damages
under section 2A-528, With the concept of “market rent,” Article
2A leaves mitigation of damages decisions to the lessor, who is the
sole owner of the repossessed goods, while protecting the lessee
against excessive damages where the lessor disposes of repossessed
goods at an unreasonably low price,

One objection to the “rent-to-rent” comparison in section ZA-
528 is that the comparison makes it difficult to prove damages
where the lessor reposseases and then sells the goods. The statu-
tory “rent-to-rent” comparison has been utilized in California
statutes to measure damages under a lease of goods.'' Yet the
comparison clearly takes a different approach to damages than the
one often reflected in “finance lease™ liquidated damage clauses
that define the lessor's measure of damages as the sum of past un-
paid rentals, the present value of accelerated future rentals, and
the lessor's estimated residual value, minus the net proceeds from
a commercially reasonable sale of the goods on the lessee's default
{up to the point where the sale proceeds equal the present value of

cially reascnable manmer," the lessor's ost future remtals, apart from other domages, are
maasused by the present value of the difference between the “total rent for the remaining
lense term of the original beass” and the “total rent for the lease term of the new lenss
agreamant.” UGG, § 2A-527(2) (1987). Given the umcertsinties about whaot constitutes a
“substantially similar” lesse agreement, see suprn note B0, § 24527 may be controlling less
aften than § 1A-528

117. ULCLC, § 2A-528 (1067

P18 § 2A-BO7(1),

115, Car Crv. Cooe § 3306 {West 1987) permits liquidated damage clauses in a lease
which provides that, after the lesses defaulis and the lease has been terminated, the lessor
may recover the present value of acoslerated future rentals minus the “reasonoble rental
value™ of the goods for the remainder of the laase term. Where this measure of damages i
selected, it is exclusive.
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accelerated future rentals plus the lessor’s estimated residual
value). This sort of contract clause places the risk on the lessee
(not the lessor) that the residual value of the goods will decline
after the lease iz executed.'™

True lessors own the residual and, on the lessee's default, the
lessor's remedies should include recovery of the residual or the
residual’s value.'® Article 2A"s statutory damages scheme clearly
parmits this recovery. Moreover, section 2A-527(5) specifies that
the “lessor is not accountable to the lessee for any profit made on
any dispesition.” But the new statute places the burden on the les-
sor to recover the value of the residual through sale or re-lease.
And it places the risk on the lessor, not the lessee, that the value
of the residual might decrease after the lease is executed.

The drafters of Article 2A decided that this is exactly where
the risk belongs for statutory measure of damages. When goods are
leased for only a short time in relation to their useful life, it seems
unfair, as not being in accord with the common expectations of the
parties in the absence of an agreement on the point, to burden the
lessee with the risk that the residual value of the goods will decline
after the lease is executed. The only situations in which it might be
fair to saddle the lessee with that risk, by statutory fiat in the
absence of any contractual agreement on the point, are those in-
volving “long-term™ true leases.'™ This category might be difficult
to define statutorily. Moreover, the statutory measure of damages
in Article 2A applies only where the contract is silent or is invali-
dated, as uncomscionable or otherwize umenforceable, on the
measure of damages. The Article’s drafters decided that there was
no warrant to guarantee “long-term” true lessors & “home run”

120, The comtract clause contaimed |n the (et poarantess the besor & minimum fxed
return from the lesses for the rental and ultimate disposition of the gesds In the wvent of
the bessee’s defsult. This contrasts with “fized-price™ porchess options, which gusrastes the
bessee that he will have to make only a maximom fixed outlay for the lease and ohimate
optional scquisition of the goods.

121, By contrest, when & seller sesks recovery from & defaulting buayer-deldor In a
sairs transsction, the buyer-debtor & entited to the walue of the property offset only by the
amount of the debt obligation. See UL.CC. § B-504(2) (1887); . Gnsose, Sxpcummy Ivmem-
E£TS 1N PERSONAL PROFERTY § 44.2 (1985). To the extent that this sales remedy is applied to
ltrwl-u,lhu]_mkimpmpwlquuqliud.ﬂnﬂiﬁmn.mpnm!ﬂ.

122 O courss, if the original term of the lesse runs for sssentlally the sutive remain.
ing economic life of the goods and the lesses Is oblignted throughout tha tarm so thai he
cannot simpdy “walk awey™ froem the lesse, then the transsction is mot & troo beaso at all, but
is & security interest governsd by Artizle 5.
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measure of damages in the statute, when all lessors could readily
protect themselves by including appropriate liquidated damages
clauses in their lease agreements.

The Comment to section 2A-528(1) indicates that “incidental
damages” recoverable under that section should compensate the
lessor for any loss of use of possession of the goods following the
date of default.’*® This important clarification responds to a con-
cern raised by the California Bar. It ensures that the damages
award protects the lessor's residual interest in the goods. More
generally, the Comment to section 2A-525 remarks that several
provigions in the new statute “codify the lessor's common law right
to protect the lessor's reversionary interest in the goods.” These
provizions are “intended to supplement and not displace principles
of law and equity” protecting the lessor’s residual.

Theoretically, section 2A-528(2) provides an important alter-
native measure of statutory damages to merchant lessors who lease
out of inventory: lost profits “including reasonable overhead"” plus
incidental damages.'* Though somewhat controversial'® this
measure of damages should be available to the so-called “lost vol-
ume” lessor: This is the merchant lessor who possessed the

123, The Comment states:
If, as of the date of default, the lessor bas attempted and failed to obtain possession
of the goods, the lessor has, among various additional rights and remedies, o cause of
Hﬁnnmlmthlnnuﬁudlﬂqudutﬂhﬂﬂ'tﬂnlpmﬂhﬂﬂtlhpmi
HhmﬂuduhﬂﬂmhﬂﬂdeﬂHMuhdumnfﬂum
U.CC. § 2A-528 comment (1087); see oles § 24525 comment. ‘The Communts also make it
:hl.rlihul.hl"dluﬂfdﬂ'mll“luth-l:muhi-ﬂﬂ'mnt.l'mnm“ﬂmlafdrhl.ﬂr.'r
An wvent of default under a Jesse agreement becomes n default usder a leass agros-
mlmh'llt:rlhllrplmﬂmﬂm;ﬂ]MhMuJﬁmtﬂmFﬁmu!ﬁh
any potlce requirements under this Article and the lesse agrosment. American Bar
Foundetion, Commentaries on Indentures, § 6-1, st 218217 (1971), Section TA.
30101k This conclusion is also & function of whether, as & matter of fact or law, the
event of default hos boen waived, suspended or cured. Sectinns 2A-103{4) and 1-103,
ULC.C. §§ 2A-528 comment, 2A-027 comment (1887) (language appears in both comments).
124, Other lessors may qualify as well. The statutory remedy of “lnst profits”™ applies
genemally to lessors wha reposssss and then sell or re-lease the goods, bt who, under the
Baiutory rent-to-rent maasure of damages, would not wind up “In s good a position as
prerformancs would have™ put them. fd. § ZA-528(2). Over the past several vears, = a practi=
tﬂml:ur.nulnMLmﬂuhﬁmﬂmnﬁtummmhﬂ-m
hﬂnhlﬂhl&hrﬁpﬂqhﬂlﬂhﬁndﬂdﬂﬂlﬂlﬂﬁqﬂuhﬂﬂﬂhﬂn
125, Campare Sebert, Remedies Under Article Tuo of the Uniform Commersial Code:
An Agenda for Revdew, 190 U P L Rev. 360 (1081} and Childres & Burgess, Seller’s Bem-
edies: The Primacy of UCC 2-708/2), 48 N.YU. L Rav, 833 (1973) with Gostz & Beott,
Measuring Sellers’ Damager: The Lost-Profits Puzzle, 11 Sran. L. Rev. 323 (1978),



1988) Old Wine in New Bottles 6565

inventory to make both the original lease contract and an addi-
tional transaction, and who shows that the sale or re-lease of the
goods following the original lessee's default would have occurred
even if the original lessee had not defaulted.”™ In this situation,
the subsequent transaction is not a substitute for the original lease
contract. The injured merchant lessor's statutory damages then are
based on the net profit he lost as a result of the breach of the
original lease contract.

(B) The other major provision on a lessor's statutory (not
contracted for) damages is section 2A-529, which provides a rem-
edy that is similar te specific performance. When the lessor
repossesses the goods following a breach by the lessee, section 2A-
529 indicates that the lessor sometimes may recover full damages,
without offset for mitigation of damages by selling or re-leasing the
goods. To qualify for the full statutory measure of damages under
section 2A-529, the lessor need not mitigate when the goods were
accepted by the lessee, when conforming goods were lost or dam-
aged within a commercially reasonable time after risk of loss
passed to the lessee, or when it proves impractical for the lessor to
dispose of the goods at a reasonable price. When any of these cir-
cumstances exist, the lessor has the option of holding the goods for
the lessee for the remainder of the lease term and recovering dam-
ages from the lessee equal to the sum of past rents due, the present
value of accelerated future rentals, and incidental damages “less
expense saved in consequence of the lessee's default."*" The obli-
gation of the lessor to hold the goods for the lessee prevents any
double recovery by the lessor.

128, Cf Resvamemest (Secomp) ofF ContRacTs § 347 comment §, dlustrathon 16 (1964);
id, § 380 comment d, Hlustratioss 5 & 10,

127, This statutory remedy i optional. At any lime before the collection of the judg-
ment for this statatory remedy (ncoelerated renta), the lessor may choose to dispose of the
Mﬁhﬂuwmm.mﬂﬁmﬁmﬁmmhhﬂhhwwﬂm
ULCC. § 2A-52003) (E8ETL. The Comment to § 2A-528(3) notes that if

the lessor determines that the lesses is judgment prood, the lessor might be wise to
dispose of the goods before the end of the remaining bease term, even though the
amount that the lessor then will be allowed to recover from the lesses, ns determined
by the provisions of Section 2A-527 or A-524, i bess than the padgment.
IF thee lesses pavs the judgment for accelerated rents, then the lesses i entitled 1o “use and
possesaton of thi goods nol then disposed of for the remaining base erm of the lesse sgree-
ment” Ordinary post-judgment proceedings allowed by the civil reles (eg., Civil Ruls 80ib}
of the Superior Court of the District of Columbial theoretically are availahle to sssure the
lessor’s compliance with these rales.
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The statutory measure of damages in section 2A-529 may be
particularly important for “merchant lessors.” For several years,
commentators have debated whether merchant lessors should be
required to mitigate damages by selling or re-leasing the goods fol-
lowing default by the lessee and repossession by the lessor.'™®
Section 2A-529(1)(b} accords the merchant lessor, or any other les-
sor, the full present value of accelerated rentals, without offset,
where it is impractical for the lessor to dispose of repossessed
goods at & reasonable price. Yet the statute parallels earlier case
law'*® by limiting the lessor's damages and remitting him to sec-
tion 2A-528 recovery ss if mitigation of damages had occurred,
when the lessee has not “accepted” the goods and mitigation is
practical.’*

The same statutory recovery for accelerated rentals without
offset is also generally available under section 2A-529(1){a) to the
lessor in a statutory “finance lease™ for goods accepted by the
lessee. This seems appropriate. Typically, the finance lessee selects
goods which often are uniquely suited for the lessee’s business,

One amendment to section 2A-529 proposed by the California
State Bar Committee would rewrite section 2A-529(3) to provide
simply that “the lessor shall give credit . . . for any rent received™

128, One commantator recommended special damage rules for "merchant-lessors.™ See
MMHHIMM#MWMMMMMMMJWU.
lee. LF. 446, 458 ("In the vendor leming coses . . . the trus lessor should not be compelled to
compaty against himself by being required to offer the repossessed goods in compotition
with his regular inventory.”). Yet the Chief Reporter for Article 2A expressed the view that
u “merchant bessor™ should not be relieved completely from a duty to mitignte by selling or
n-luﬂhnﬂ:fﬂhﬂuﬁthﬂlﬂﬁdﬂm&mmm.hww
analogy to § 2-T068(k), should be permitted to recover lost profits topether with “reasonsbls
averhead.”" Delowen, Ehum“muﬁmﬂu{mmbﬂrm.ﬂlﬂmmn Code, in
Equipsmst Lessng-Livenacen Leasmis 985-87 (B. Fritch & A Relsman oda, 2d od. 1080)
Ihnwmm—mlmrm].

13 See, g, AMF v, Cattalani, 77 AD.2d 778, 430 N.Y.S2d 781 (15800 (eourt hedd
equipenent lessor had duty to mitigate damages); cf. Restamesigsr (Secosm) ar Cosrracts §
350 (1964) (on “Avoidability ss a Limitation on Damages™); 8. Witrssran, Cosrracrs §
1383, wt 3TH5-D8 (rev. ed. 1936),

130, Ths implicit duty to try to mitigate damages by dispesing of the goods at o rea-
sonable price before invoking the full massare of damages in § 2A-520 applisa where the
goods have been “identified to the lease contract,™ ULC.C. § 2A.529(1)(kb (1587, but not yet
fully “secepted by the lesses,” id. § 2A-529(1Ma). The Comment explains that § 2A-
ﬁﬁl]lh}“uﬂhl&hﬂnﬁhdwﬂtﬁﬂiﬂdhmﬂ:ﬂuﬁﬁdmmmm-
tract (but not acceptad by the lessee—sen subparsgraph (1)a}) only If the lessor is unable,
after reasonnble effort, to dispose of them at & ressonable price, or if circumstances Indicate
the efort would be unsvailing.” [d. § 24-529 comment.
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when the lessor obtains a judgment under section 2A-529 and then
ueﬂsurre-]amthagmdnharmth&&ndufthamiginallﬂu
term. This proposed amendment is unsound. To begin with, it fails
to cover the situation in which the lessor sells the repossessed
goods after obtaining a judgment under saction 2A-529. The vague-
ness of the proposed amendment also might permit a lessor to use
the goods for his own account, while obtaining full recovery from a
defaulting lessee, thereby providing the lessor with a form of
double recovery. The sweeping language of the amendment would
automatically put the risk on the lessee, not the lessor, that the
residual value of the goods will decline after the lease is executed.
As noted earlier, this result seems unwarranted except for “long-
term” leases. The most troubling aspect of the California Bar's
proposed amendment to section 2A-529(3) is that it lacks any stan-
dard of commercial reasonableness that would. protect the lessee
from the imposition of damages attributable to the lessor's selling
or re-leasing the goods at an unreasonably low price, The current
version of section 2A-529 clearly provides a fairer and more reason-
able set of damage rules than the California State Bar proposal.'*

C. Warranties and Disclaimers

The old common law, as well as UCC sections 2-314 and 2-315,
recognized two implied warranties—merchantibility and fitness for
a particular purpose—for transactions involving goods.'®® These
implied warranties impose liability without regard to negligence or
fault and, according to the weight of authority, apply to merchant
lessors under true leases as well as to merchant sellers. ' As a con-

a1, mmamﬂlﬂﬂlhmmmmntﬂﬂiﬂuﬂiﬂllhmﬂﬂ'l
H-ﬂﬂhdmmfuﬂundimln}ﬂldmwmdulﬂhmmuiiwEb-r'l'hl
hwudhbmnfnpmndpndllumhhm%ttmnﬂmm
smendment may be slight, since the lessor in that situstion might still be made whobe under
un expansive reading of the “lost profits” test of § TA-528(%).

13x mnldnmnnmluwimﬁudﬂmm&nuimphmuurhp-ﬂu'md
fntention. This rationale created some difficulties in treating short-term leasen and “fnance
tlilﬂ."\’ll'htﬁuﬂthd-lnhwnintufIhcl.fﬂﬂihaiﬂnﬁudmnlrdlﬁh-fullnﬂh-
ular purposs frequently was recognized by the common law on “bailmaents for hire.” See
Farnsworth, fmpiied Warramties of Quality in Non-Sales Cases, 57 Coros L Rav, 883,
GhG-60 [1957),

133. “The liability of merchamts under an Implisd warranty theory in ponsales mreas
such as leases and bailments dates back mare than 150 vears” Carlin, Product Lishility for
the Equipment Lessor? Merchont-Lessor versus Finance Lessor, in Eguepuesr Leas-



658 Alabama Law Review . [Vol. 39:3:615

sequence, well-drafted lease agreements long have been based on
the assumption that these implied warranties would apply at least
to merchant lessors who deal in goods, if not to “finance lessors”
who advance money without special knowledge of the goods.

Article 2A codifies the majority rule of the eariier case law and
thus clarifies and standardizes the law of warranties for true leases.
The statute exempts finance lessors from implied warranties in the
gpecial case of statutory “finance leases,” where the lessor does not
select, manufacture, or supply the goods out of inventory.”® Other-
wise, the new statute essentially tracks Article 2 concerning the
creation of express warranties,"* implied warranties of fitness, ti-
tle, and merchantibility,"* and aceumulation of warranties.'™

The old sales Article's requirements for conspicuous disclaim-
ers of warranties’® are repeated in the new leasing statute.'*
Moreover, section 2A-214 and its accompanying Comment provide
that, in general, “to exclude or modify the implied warranty of
merchantability, fitness or against infringement the language must
be in writing and conspicuous.”* This clarifies existing law by
eliminating some overly technical distinetions in Article 2 regard-
ing the form of disclaimer required to exclude or maodify various
Warranties.

Written waivers of the lessee's newly recognized statutory
rights"*! also should be specific and conspicuous to ensure their en-

p6—LEVERAGED Luasing, supra note 128, ot 851 & el4 (citing suthorities incloding 2 W,
Brackstose. CoMsiEntames *154), Comment 2 of § 2-313 specifically states that warranties
may arted “in the case of bailments for hire™ and that “the matter is left o the case law with
the intention that the policies of this Act may offer useful guidance in dealing with furthes
cases as they arise.” The modern implied warranty cases for merchant lsssors in the context
of both “trus leasea” and leeses “intended as security™ are ensvassed in EquirMesT LEis.
mo—LeveracEn Lessina, supre mote 128, ch. B, and in Harris, supre note 88, at 32124,

1M, See fnfra Pact IILD.

13 UGG, § 2A-210 [1987),

138, § 2A-211 to -213,

137. § 2A-M15

138 Compare FMC Fin Corp. v. Murphres, 532 F.2d 413, 418-30 [5th Clr. 1530} (war-
ranty disclaimer found 1o be conspicucos and valid) with Henderson v. Beson-Hartman
Maotots, Inc., 41 UC.C, Bap. Serv. (Callaghan) TH2 (Pa Commw. 1983) {court fnveked § 2-
316 1o void incomspleuous disclaimer of implisd warranties in sutomobile leass) end Baker
v, Clty of Zeatale, 75 Wash, 2d 188, 484 P.2d 406, 407 (1971) (cting §§ 2-316 and 2-718,
court held that golf cart lesgar could not insulate himeelf from liahility with incompleuous
disclaimer clausa),

138, e § 24-204 [108T).

B0 § 2A-214 comment.

141, See §§ 24508 1o 532
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forceability. Waiver of defense clauses, whereby the lessee agrees
not to assert certain types of claims or defenses against the lessor's
assignee,'* are permitted by Article 2A to the same extent allowed
by Article 9.** There is no new guidance, however, on the so-called
“doctrine of close-connectedness,” under which the relationship
between the lessor and the assignee can be found to be so0 close as
to render a waiver of defense clause unenforceable by the lessor’s
Hﬂl’iﬂ;ﬂl&.:“

The rights of third-party beneficiaries of express and implied
warranties are addressed in section 2A-216 in three alternatives,
mirroring the provisions of Article 2 on this subject. Two of the
alternatives, A and B, contain language which emphasizes that

nothing in section 2A-216 preempts the future growth of case law
in this area.

Ti Eq-ﬁmuti—:'quﬂplu-miﬂ:lwmmum b
third-party buyers or lenders, Section ZA-300E) permits puch assignments of & “right to
dluqufmduﬁuh-hhmmmlhnhhlmm"dqiuwmlh
contrary.

143 The Comment to § 2A-303 szplains:

Section 9206 sanctions an agreemant by  lssses nol to assert certain types of claims
wummmmmmhﬁmmmdnhmmm
Chirgs, the other party's rights against the ssslgres whore Section 9-208{1) dess not
apply. Bince the definition of contract under Section 1.201(11) includes a lease agree.
mant, the definition of account deblor under Section 9-106(1)(a) inclodes o lesses of
goods and Section 9-208 applies to leass agresmsents; thas, there is no need to restate
those sections in this Articke. Howsver, the reference to “defenses or claims arising
oul of & sale” in Section 8-318(1) should be interpreted broadly to includes defenses of
claims arising out of & lease. This should follow as Section 9-318(1} codifiss the com-
mon lew ruls with respect to contrects, including contracts of sabe and contracts of
lesse, Further, Section 8-318(4) should be imterpreted to allow the rube of this secticn
o contred with respect to transfers of leases.

Accord Leasing Serv. Corp. v. Crane, 504 F.2d 828 (4th Cir. 1988) (§ 9206 appliss 1o true
beanes s well us lessin “intended as security™).

144. Compers Chemical Bank v, Rinden Professional Ass'n, 136 N.H. 688 408 A%d
06 (1985 (eourt upheld “waiver of defense clause™ asserted by assignee of bessor against
commercial lessee, since there was an arms.Jength relationahip hetween lessor and assignes)
ﬂlthuimL—uq.lu.v.ﬂwhlﬂiﬂmlndH.IM..iﬂmn.ﬁmIﬂ.lﬂﬂ.ﬂdﬁﬂ[lﬁ}
(eourt refused to enforce similar “waiver of defense clause," sinee ssslgnes [ailed Lo satisfy §
8206 by showing it took sssignment of the lease from lessor in good faith and witheut
Wﬂﬂﬂ'wﬂmwﬁmh.&unhlﬁiﬂdﬂwﬂhhﬂmtﬂum,lm..ﬂﬂ
F.2d 1140, 1142-43 (8th Cir. 1981); Tri-Continental Leasing Corp. v, Burns, 710 5.W.2d 604
(Tex. Ct. App. 1985). The opinicns in this area suggest that “walver of defense clauses”™ are
mare likely 1o be heid valid where the lesses is 8 commercial entity, ns opposed to 8 con-
sumer, See, g, Chemdeal Benk, 126 N.H. 688, 488 A.2d 706
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With respect to breach of warranty issues, Article 2A contains
special provisions for statutory “finance leases,™* but otherwise
tracks Article 2. This is true, for example, for the lessee’s remedies
and damages,*** and the lessee's rights to reject the leased goods.'
The Comment to section 2A-214 confirms that remedies for breach
of warranty can be limited contractually, in a liquidated damages
clause or otherwise.

Article 2A’s provisions do not define the relationship between
Article 2A and the common law on products liability and strict lia-
bility in tort.** This reflects the Commissioners’ view that
products liability is a rapidly developing field and that Article 2A
is basically a statement of “contract” rather than “tort” principles.
The whole area of products liability of merchant lessors is left to
be developed by the courts.™®

D. Treatment of “Finance Leases"

Traditionally, a finance lessor has been thought of as a passive
lessor, whose transactions remain functionally the equivalent of an
extension of credit. It is typically the lessee, not the lessor, who
selects the goods in a “finance lease.” Moreover, a finance lessor
often has neither the opportunity nor the expertise to inspect the
goods in order to discover defects in them. Given the limited func-
tion of the lessor, the lessee relies almost entirely on the supplier
for representations, covenants, and warranties. Recognizing these
special circumstances, the cases and authorities consistently held

145, See infra Part 111D,
146, UG §5 2A-508, 2A-518 to 530 (108T).
147. §§ 2a-508, 3A-BIY.
145 Ome commentaior on products Gakility has sxplained that the “troe lease™/sale
distlaction
has no bearing on product Hobility, Instead, the eriterion of superior keowledge of a
merchant s the prerequisite to nencopsenual product Enbility. A merchast-lessor, as
va¢ whe deals in goods and thus has supatior knowledge, should be a target defend-
#nt. In comtrast, & finance-lessor should remain fmmune from product liability as one
wha, in the ordinary course of Business, makes adwmnoes against goods but s not &
merchant.
Carfin, supro note 133, ot G5
148 Section 2A-503(3) does state, however, that the “[|]imitation of conskquential
damages for igjury to the parson in the case of consamer goeds is prima fecie unconsciona-
bbe but limitation of damages where the boss is commetcial |8 not™



1988) Old Wine in New Bottles 661

that finance lessors did not owe implied warranties of fitness and
merchantibility with respect to the leased goods.'*

Article 2A's special provisions on “finance leases” are some-
thing of an oddity. Originally included in the statute as a sop to
industry,' these provisions are deliberately narrow in scope. Their
impact on the marketplace will depend on whether lessors struc-
ture their transactions to invoke the “finance lease™ provisions of
the new statute. When a lessor qualfies under Article 2A as a stat-
utory finance lessor, the statute basically provides the lessor with
atutomatic exemptions from implied warranties of fitness and
merchantibility. But a lessor always can structure a lease contract
to exclude warranties, making himself a finance lessor by contract.
When a lessor writes the lease contract to exclude such warranties

150, The important differences between & “finance leass™ and an “operating laass™ are
discussed in Fraser, Application of Sirict Tort Lishility to the Leasing Industry; A Closer
Look, 34 Bes. Law. 805 (1878). The conept of a “finance lenss™ often has bean disewsed n
the context of products lisbility law. See, e, Cale v. Elliott Equip. Co., 653 F.2d 1051,
1034-35 (5th Cir. 1881% Francienl v. Gibsonia Truck Corp., 472 Pa. 352, 37 A2d 736
(1877 US Der'r or Comsscrce: Moesr, Usirors Probocr Liasirry Act, 44 Fed. Rag
62,714, 62,717-1% (Oct. 31, 1978); Comenent, Fingnee Lessor's Linbility for Personal Inju-
ries, 1974 UL, Te. L. Rev. 154-58; see alse Abeo Metals Corp. v, Equioo Lessors, Inc., 721 F.24
583, 68386 (Tth Cir. 1983); Hawkland, supra note 128, at 440 Mots, In re Leasing Coesul-
tants: The Double Perfection Bule for Security Assignments of True Leases, Bl YaLe LJ.
1733, 178 (19763, The implisd warranties of fitness asd murchanifbility contained in the
UCC ofters wers held inspplicable to “finance lessors™ See, ., Agristor Leasing v. Meuli,
834 F. Bupp. 1208 (D). Kan. 1986); Equica Lessors, Ine. v, Tow, 34 Wash, App. 333, 861 P.2d
507 (1983}, Moreover, & wide variety of statutes and regulations have recognized that 8-
nance leases" are sui peneris. The “Superfund™ statute, 42 U.8.C. § 9601(20MA), for
sxample, recognizes that fnance lessors should be treated differently than “ownens” for pur-
posts of that statute. The Compiroller of the Carrency's regulstions on finance lassing, as
will a5 the rules on finence lessing promulgated by the Board of Governors of the Faders]
Reserve System under its Fegulation Y, also give separnte treatment to finance leases, See
Frasar, supro. The Federal Ressrve Board's regulatians allow bank holding compenies to act
a3 besssors of personal property only whire, among other things, “[t]he leass is to serve as the
funciional equivalent of an extensbon of credit to the bessee of the property.” 12 C.RR. §
Z25,25{bMEMI) {1987

158, Early drafts of Article 2A contained no special provisions for “finance lesses™
The Chief Reporter explained that simes finance lease agreements could amd commonly
would be written with wuiver of warranty and “hell or kigh water™ clauses, no special statu-
tory trestment of “fnance leases™ was nocesaary, given the statule's emphasis on fresdom of
contract. Seme finance lessors, bowever, contimsed to pash for special “finance lease™ provi-
sioms in Articde 28, Whatever the resson for this push—whiethes distrust of the courts’
treatment of contractual “financs besas™ provisions, & bellel that separate treatment of “f-
nance leasss” in Article 2A would help ensure that finance lsssors woald not be treated
nutomatically like sellers, or simply & desire by finansn lesors to “sse their name in lights”
in the pew statute—Article 24 ultimately wound up with several special provisions on “fi-
nance beases™ Lo scoommodate the interests of the finance lessom,
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and, in addition, qualifies az an Article 2A statutory finance lessor,
he will have two independent grounds for exempting himself from
such warranties. The statutory provisions, of course, only apply to
“finance leases" that qualify as true leases,

1. Definition of statutory “finance lease”.—To create a statu-
tory “finance lease.” the lessor essentially must have no role in
picking the goods, serving merely as a conduit for the lessee to ob-
tain the use of the goods. The statutory definition is contained in
section 24-103(1)(g):

“Finance lease” means a lease in which (i) the lessor does not select,
menufacture or supply the goods, (ii) the lessor acquires the goods
or the right to possession and use of the goods in connection with
the lease, and (iii) either the lessee receives a copy of the contract
evidencing the lessor's purchase of the goods on or before signing
the lease contract, or the lessee's approval of the contract evidencing
the lessor's purchase of the goods is & condition to effectiveness of
the lease contract.'™

There is no limitation that a statutory finance lessor can supply
only money or that the lessor must not perform maintenance.” To
ensure the lessee's reliance on the supplier, not the lessor, the les-
sor must acquire the goods “in conpection with the lease.” The
scope of the phrase “in connection with™ is to be defined by the
courts on a case-by-case basis.

One controversial part of Article 2A is the third requirement
in the definition of a statutory “finance lease,” that the lesses must
receive a copy of or approve the supply contract at the outset of
the transaction. No earlier authorities contained this requirement.
The statute creates a prophylactic rule that essentially requires ad-
vence notice to the lessee of his warranty rights against the
supplier. This seems a fair requirement before the statute cuts off
the lessee's warranty rights against the lessor and subjects the
lessee to automatic “hell or high water” clause liability under a

152 ULC.C. § 2A-108{1){g) (1287),

153. When the lessor performs mulntenance or other functions other than the supply
of memey the Comment to § 2A-103(1Hg) states that “express warrantiss, covenanis and the
cammon law will prosact the lessee.” This statement leaves open the possibility that o statu.
wmmmmmmm.m--mmhm"m
“maintenance lase” may be held lisbde for neglipently failing to discover defects in the
goods during malntsnance,
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statutory "finance lease."* The Commissioners decided that, par-
ticularly in light of a lessor’s ability to make himself a “finance
lessor™ by contract, the new statute should be conservative in giv-
ing lessors an automatic statutory exemption from warranty
liability,

Taking all this into account, the “advance notice™ requirement
in the statutory definition of a “finance lease” seems harmless. It
ensures that the lessee knows who the supplier is as well as which
warranties cover the supplier's goods."* Ordinarily, “advance no-
tice” can be given by providing the lessee with a copy of the supply
contract on or before signing the lease contract. When the supply
contract is not available and an oral supply contract or compiiter-
placed supply order is used,'™ a transaction still can qualify as a
statutory finance lease if the lessee's “approval” of the supply con-
tract is “a condition to effectiveness of the lease contract.” This
somewhat vague alternative apparently leaves it to the lessee to
decide whether he will demand to see a copy of the supply contract
or insist on specific knowledge of the terms of the supply contract.
UNIDROTIT's proposed rules on international financial leasing con-
tain a somewhat similar requirement,'*

154 UL.C.C. § 2A-407 (108T).

155 ﬂn:udn-pm&-tmhﬁthhpuudhm%mnuﬁu"mmﬁm
mﬁ—mmﬂhﬂ;mﬂimhnﬂhw:pﬁuruhm—mmmm
Wuhmmmmmmhmmm-m
Mmﬂmnlﬂwnntuﬂhntpﬂumhﬂﬂuuhrhmhnm
htmmpﬂufmmmlluﬁq.l'rmhnp]hd warranty lizhility. With or without specific no-
uuummmﬁmmﬂumm}mmmmmhmmmm&
ﬂnﬁmmhunrmidhrhumup-ﬂ-wmmmrudmduhmlnﬂum

158, Chﬂtumhlﬂdmmdmpﬂbm-ﬂmdumhmiu:mluﬁﬁuﬂ;mﬁmd
in the Comment to § 2A-103(1 g,

157, ULC.C. § 2A-108(1)(g) (1087).

158, unmﬂﬂmmmmmlnwmwmwm“m.
mm;w:mﬂuﬂumwmhmwmm
llNlD-RﬂTTAanlmpuﬂiﬂﬂﬂmmhmﬁmlput

I—mmuum-ﬂuuddhdqmrﬂmnmlnmphi

of this article in which one party (the lessor)

h!mﬂuwﬂulhuﬂ.mdqnwmh.mmmm-mﬂhu}.
mhmumt#lﬁa%mﬂ-ﬂh;ﬂhmtm-muﬂ:
wdu;whi:l:l'.hulmmqulru plant, capital goods or other squipment (the equip-
msnt] and

mh-mm-nmmmmﬁqmumﬂqumumm
right 10 use the equipment in return for the payment of rentals.

%ﬂuﬂmﬂdﬂhﬂiqtun:ﬁmnﬂwndhiuﬂummh:trm-

action which includes the following charncteristics:
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The courts should take a functional approach and broadly in-
terpret the lessee “approval” requirement of Article 2A. When
reasonable, the lessee’s informal advance “approval” of the supply
contract should be sufficient. Yet lessors would seem well advised
to document the lessee's “approval.” When the “lessse approval”
route is taken to achieve statutory “finance lease™ status, the stat-
ute requires that the lessee’s “approval™ be “a condition to
effectiveness of the lease contract." A lease contract, so condi-
tioned, will not be binding on the lesses, if the lessee’s “approval”
of the supply contract is later found to be ineffective.

The mechanical difficulties of making oneself a statutory “fi-
nance lessor” have been significantly reduced in California by an
nonuniform amendment to the “advance notice” requirement in
section 2A-103(1)(g)(iii). California Senate Bill #1580 (as amended
January 14, 1988) provides that the “advance notice” requirement
ie satisfied if, at the outset of the transaction, the lessee receives a
copy of or approves the supply contract or “the lessor informs the
lessee of the identity of the supplier, informs the lesses that the
lessee may have rights under the contract evidencing the lessor’s
purchase of the goods, and advises the lessee to contact the sup-
plier for a description of any such rights.” This amendment to
section 2A-103(1)(g)(iii) seems consistent with the core policies of
the finance lease provisions.

The Comment to section 2A-103(1)(g) states that the
leasebacks in many sales-and-leaseback transactions will qualify as
statutory finance leases."* Moreover, lessors who are merchants
with respect to goods of the kind subject to the leaze may qualify
as statutory finance lessors.'™ The Comment to section 2A-
103(1)(g) also states that “where the lessor is an affiliate of the
supplier [no special rule applies]; whether the transaction qualifies

ia} the lesses specifies the squipment and selects the supplisr without relyving
primarily on the skill and jedgment of the lessor;

(b} the equipment b scquired by the lessor in connection with a leasing agree-
mpnl which, to the knowledgn of the supplier, either has been made or is to be made
Estween the lessor and the lesses; and

(¢} the rectals paysbie under the lessing agreement sre caleulated 5o a8 to take
inte pecotft in partioalar the amertizstion of the whole or & substantinl part of the
coft of the squipment
W UG § 2A-10801 High comment {15ET)

160, JId.
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as a finance lease will be determined by, the facts of each case.™®
Excluded from statutory finance lessor status are manufacturers
and individuals who are regular dealers in the leased asset. Also
excluded is the lessor who obtains the asset out of inventory, since
that lessor did not acquire the asset for a particular lease transac-
tion. Yet an independent automobile dealer-lessor who obtains a
car for a particular lessee, for example, may be able to qualify as a
statutory finance lessor under section 2A-1038(1)(g). The Comment
also states that, in the absence of fraud, duress, and the like, “a
lease that qualifies as a finance lease and is assigned by the lessor
or the lessee to a third party does not lose its status as a finance
lease™ under Article 2A.'%

2. Statutory “finance leases": special provisions.—Article 2A
makes it clear that a statutory finance lessor does not assume any
implied warranties with respect to the lease.'™ Instead, the lessor
is held only to express warranties™ and the warranty of title.'**
Moreover, under a statutory “finance lease™ that is not a consumer
lease, the lessee’s promises (especially to pay rent) are made irrev-
ocable and independent.™*

Only commercial “finance leases,” not “consumer leases,”
qualify for the statutory imposition of automatic “hell or high
water” obligations on the lessee under section 2A-407. This restric-
tion was imposed “as a matter of policy” by the Commissioners,'™
who amended the Drafting Committee's proposals specifically to
include this limitation. The impression of the Drafting Committes
was that the majority of common-law cases recognized the validity
of “finance leases™ containing “hell or high water” obligations to

161, Id,

182, [d.

163. The statute stotes that the implied warranties of merchantibility and finess have
B0 application to o “finance lesse.” ULC.C, §§ 24-212, ZA-213 (1087).

164. § ZA-210.

185, § 2A-211(1). These are nob the only obligntions of the statutory finance bessos, aof
woairse. When a fnance lessor performs mainienanos or cther functions apart. from the sup-
ply of money, “express warrntiss, covenants and the common law will protect the lessoe.” §
SA-103(1)(g) comment. The statute also does pot affect the finance lessor™s rights and obli-
Eations with respect to the supplisr snd third partées other than the lessce. § ZA.200
commatt, Moreover, the lessee has & cause of sction againet the statutory Gnance lessar if
the sapply tontrec i modified or rescinded after the lesses enters the fnance lease. § 2A.
20813,

166, Y 2A-407, 2A-GOGIE).

167, Ses § 24407 comment.
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pay rent for both consumer lessees and commercial lessees. The
Comments to section 2A-407 leave open the possibility that the
parties to a “consumer lese™ can agree to a hell-or-high water
clause in the lease agreement. '™ The Comments also make it clear,
however, that other “consumer protection™ stetutes and evolving
case law on consumer rights place severe restraints on the enforce-
ability of such clauses in consumer leases.” Technically, Article
2A is silent on that issue, leaving existing law on consumer finance
leases as it is.

Though “hell or high water” clauses are viewed as sacrosanct
by most finance lessors, Professor Marion Benfield observed during
the Drafting Committee discussions that there are other paths to
the same end. Where valid and effective disclaimer of warranties
clauses are included in a lease, the lessor may not need a “hell or
high water" clause. Theoretically, the disclaimers might eliminate
any possible legal excuse for non-payment of rent by the lessee,
making a “hell or high water” clause superflucus, at least as be-
tween the lessor and the lessee.'™ Yet, in practice, finance lessors
may prefer the double contractual protection of both “hell or high
water” clauses and warranty disclaimers, particularly in light of
the requirement that warranty disclaimers be conspicuous.'™

165 The Comment states

Thiz section is sfent as to whether o “hall ar high water™ clause, ie. o clnse thst i

to the effect of this section, is enforceabls i incladed in a fEnance lemse that is &

consumer leass of & lease that is not » Anarce lenss, That Bsise will be determined by

the fects of sach case. Secthon 2A-104, 2A-103{4), 9-206 and 5-318.
UCLC. § 284407 comment {1BET),

1F2, The Comment farthar slabea:

That 2 consumer be oblignted to pay notwithstanding defective goods or the like is a

principle thas {s not tenable under case law {Undeo o, Chewn, 50 NI 101, 232 A 2d 406

(I9ET1E state statate (Unif. Consumer Credit Code §§ 3.409-.406, TA UL.A. 126-31

(LET4IN. or feders] statute (15 ULS.C, § 16661 (1982)).
ULC.C. § 24407 comment (1987). Contrast In re O.P.M. Leasing Serv., 21 Bankr. 953, 1006
{Bankr. SO.N.Y. 1982} (eourt enforced “hall or high water” clause in commereial laass),

170, The cases have held that conspicucas disclaimers of warranties, like “bell or high
water” clazses, enable equipment Jesors o collect remts notwithetsnding defects in the
goods. See, 0.9, Glenn Dick Equip, Co, v, Galey Cosstr., 97 Idako 2186, 541 P2d 1184 {19T5);
Bakal v. Burruaghs Corp., T4 Mise. 24 202, 206, 543 NL.Y.S.9d B4, 4 (WY, Sup, CL 19720

T UCE. § 2A-214 {1357), Bven then, of courss, soms couris may find that ths

lessee can escape some or all of the abligations of a finance leass, Ser, ¢.4., United States for
Use & Benafit of Moretrench As, Corp, . McChare Elec. Conste., 402 F. Supp. 701 (MN.D.
Fla. 1975) (eourt found “failure of consideration,” entitling lessee to ofset netwithstanding
lessor's valld disclaimer of warranties, where goods were not “in pood working order™}
Frantz Lithographic Serv., Inc. v, Sun Cham. Corp., 38 U.C.C. Rep. Serv. (Callaghan) 485
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The statutory finance lessee is the automatic beneficiary of all
the supplier's warranties under the supply contract.™ But such a
lessee generally cannot revoke acceptance of the goods.'™ To have
any rights against the lessor, the finance lessee would have to re-
ject goods immediately upon receipt. Other special rules governing
statutory finance leases include the provision that the risk of loss
pass to the lessee, not the lessor.'™

These special finance lsase provizions in Article 2A mirror the
provisions that are commonly found in most finance lease
contracts.

Two separate and independent kinds of “finance leases™ will
exist in the wake of Article 2A: contractual “finance leases™ and
statutory “finance leases.” One effect of this new regime is to
short-circuit the courts’ development of a common law definition
of “finance lease” in the law of warranties."™ When the written
lease agreement does not cover warranties, a transaction must fall
within the narrow Article 24 definition of a statutory “finance
lease” to exempt the lessor from implied warranty liability, This
seems of minimal practical significance, however, since the nearly
universal practice of finance lessors is to “contract out™ of warran-
ties in their lease agreements.

Owerall, the “finance lease™ provisions of Article 2A will pro-
vide certainty and some additional protections to lessors who
qualify as statutory finance lessors. Typical vendor leasing pro-
grams, sales-and-leasebacks, and large leasing transactions often
will qualify & finance leases under section 2A-103(1)(g). Other les-
sors can qualify themselves as finance lessors by contract. The

(E.D. Pa. 1984} {court refused to grant summary judgment to defendant lessoe, in sl for
braech of warrasty, naling that deapile warranty disclsimor lesane might revoke scceplance
of equipment under § 2-808),

172, WLCC § 2A-20001), The importance of the lessor's residual intersst in the goxla
mﬁudmnhummminrhdrhumummhmmqmumm
the supplier.

173 5§ ZA-B16, 2A-5ITI1)

IT4 § 24-218,

I75. Yet the coarts will continue to develop a common law definition of “finamce
H:Hu"i.u.'rhlhwﬁfpﬁdﬂrhﬁnhﬂ&y,ﬂhﬂﬂmﬂ'ﬂull,mﬂaﬂ};hhmduﬂwﬂh
warmanties and products Linbility issuss Increasingly have recognized that s “Enance bease™ i
very different from a traditional rental, See supra note 150,
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Comment to section 2A-108(1)(g) provides a check list of sta
“finance lease” provisions'™ and observes that “[u]nless the lessor
is comfortable that the transaction will qualify as a finance lease,
the lease agreement should include provisions giving the lessor the
benefits created by the subset of rules” applicable to statutory “fi-
nance leases” under Article 24"

E. "Consumer Lease"” Issues

The storm of controversy surrounding Article 2A largely has
focused on the Article’s “consumer lease™ provisions. Article 24
does not deal comprehensively with “consumer protection.” This is
left to other law. But the Article does contain some special rules
having no counterpart in the sales Article, governing the leasing of
goods to consumers. These new “consumer lease” provisions TeCOg-
nize the evolution of consumer protection laws since 1952, when
Article 2 was initially drafted, and the existence of modern federal
and state legislation affecting consumer leases.'™

178, See alio ULC.C. § 2A-406(1)(k).

177, § ZA-103{1Mg) commant,

178, Two federnl statutes are particularly significant for consumer lessss:

{1} The Consumer Leasing Act of 1576, 16 US.C. §§ 1667-165Te (1982), and its imple-
manting Regulation M, 12 CF.R. pt. 213 (1987), apply to “consumer lesses™ of personal
proparty primarily for perscnal, family, or houssbold use for @ period excesding four menths
whers 1he consumer’s total contractus] obligation dess not excesd $25,000. This statuts re-
quires the lessor to provide the lossee with & claar written statemant, before comsummation
of & “gonsumer loass,” identifying the costs, warranties, nnd termisation rights of the par.
thes, wor 15 ULS.C. § 1667(n) (1982); it limits the lessee’s lability om sxpiration or
termination of the consamar lesse, see id. § 166T(h); and it imposes efvil liability an o lessor
for falluse to comply with thess statutory requirements, see id. § 1667(d). The Faderal Re-
serve Hoard's Regulation % en lensing, 12 C.F.R. pt. 226 (1957), also supplements the
Consumir Lessing Act. Ere gengrally Thombka v, AZ Chevrolet, 819 F.2d 246 (3d Cir. 1080}
feourt applied statute and Regulstion Z to “open-end™ vehicle lessor),

12} The Magnuson-Moss Warranty—Federal Trade Comission Imprevement Acl bars
any “supplisr.” including lessots, from completely disclaiming implied warranties to & con-
ﬂmlrﬂmmmmlmmmﬂmmm-mwahth
“ldImer of enters (nfo & servics contrect with the comsumer conosmning the product. See 15
US.C. § 2308 (1682); of. Hendersos v. Benson-Hartman Motors, 41 U.C.C. Rep, Serv. (Cal-
lsghan) 782, 788-93 (Pa. Ct. Comm. PL 1983) (eourt voided inconspicuous disclaimer of
Implied warranties in automobils lesan),

- M!mmmmmhwm"w“luh.t;,ﬂm
Vehicle Information and Cost Savings Act, st amended by the Truth in Mileage Act of 1588,
15 UL8.C. §5 1901-2034 (Supp. [V 1986): MaT'L Conr, or Comu'Rs oF LniFoss Brame Laws,
Usiromu Consuses Creorr Cobie: 1974 Ormcias TexT wirn CoMMESTS,
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Whether new Article 2A should include any special protec-
tions for consumer lessees was debated by the Drafting Committes.
The Commissioners concluded that the political acceptability of
the statute would be enhanced if the Article contained some basie
protections for consumer lessees. The inclusion of the protections
differentiates Article 2A from the older sales Article, which gener-
ally omits special consumer provigions even though some were
proposed.'™ Article 8 on secured transactions similarly was drafted
to omit special provisions on consumer finance, leaving the devel-
opment of consumer protection almost entirely to other law,
statutory or decisional.’™ UNIDROIT's proposed rules on interna-
tional financial leasing also deliberately omit any special rules on
consumer leasing. Article 2A thus marks something of a break-
through for “consumer rights” advocates. _

The consumer rights “breakthrough,” however, seems entirely
modest. The scope of the new “consumer lease™ provisions is fixed
by the definition of “consumer lease” contained in section 2A-
103(1)(e):

“Consumer lease” means a lease that a lessor regularly engaged in
the business of leasing or selling makes to a lessee, except an organi-
gation, who takes under the lease primarily for a personal, family, or
household purposa, if the total payments to be made under the leags
contract, excluding payments for options to renew or buy, do not
excead 525,000

This definition will expand the scope of “consumer lease™ protec-
tions in some state jurisdictions. Whereas the federal Consumer
Leasing Act of 1976 defines “consumer lease™ in terms of leases
covering “a period of time exceeding four months,™*® Article 2A

178, The original drafter of the sales Article, Harl Llewellyn, intended Article 2 to
recognize the different status of corsumers and peofessional merchaets. See Wisaman, The
Limits of Visicn: Kari Licweilyn and the Merchan? Bules, 100 Hamv, L. Bxv, 465 (1987).
The only explicitly siated consumer low rulp in Article 2 states that *[|]imitation of conse-
qaentisl damages for injury to the person in the ease of compomar goods i prima fecls
uncanscionahle but limitation of damages where the kes & commercial & wot” UC.C, § 2-
T19i3) [lﬂﬂ.ﬂmmhmhith&-m“hpﬁﬁantuwﬁuﬂ_
See Miller, Leases With Consumers under Unijorm Commercial Code Article 24, 30 Ava L
Bxv, 957, 969 {12488),

180, See (. Gnwope, supra node 121, 415, ot 1003, Section B-303(4) provides thai
other state statutes, including consamer protection statules, may apply to transactions cov-
ered by Artichs 9.

181, LLCC. B 2A-103(1)e) (1987},

182, 15 ULE.C, § 1867(1) (19E3),
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covers even shorter-term “consumer leases.”™ The statutory limi-
tation that the lessee must take its interest “primarily for a
personal, family, or household purpose” means that a lease exe-
cuted primarily for an agricultural purpose falls outside the
“consumer lease™ protections of Article 2A.

The major “consumer lease™ provisions in the new statute in-
clude section 2A-106, which limits the inclusion of abusive choice-
of-law and choice-of-forum clauses in consumer leases; sections 2A-
108(2) and (4), which provide that when a court finds a consumer
lease contract or a claim collection activity under a consumer lease
to be “unconscionable,” it may grant appropriate relief including
attorneys' fees: and section 2A-109(2), which places the burden on
the lessor to justify acceleration of rentals in a consumer lease.'
The Commissioners and the Drafting Committee rejected propos-
als to include other “consumer protection” provisions in Article
24, such as the proposal based on the Uniform Consumer Credit
Code to give consumer lessees a sweeping statutory right to “cure”
defaults caused by nonpayment of rent.'®

Vehicle leasing critics of the new statute have pointed out that
the “consumer lease” provisions of Article 2A are modeled after
some of the “consumer protection” provisions of the Uniform Con-
sumer Credit Code, which has been adopted in only a minority of
states.'*® They also complain that consumer leases are excluded

155, Other differences are noted in the Comment to § 2A4-103(1]{e):

|T|he lessor can be a person regularky engaged either in the bisines of lessing or of

selling goods, the leass need not be for & term excesding four months, a lease primar.

ilv for an agricultaral parpose is not covered and the limitathon of §25,000 is nat

subject to adjustment as the Consumer Price Index changes.
U.C.C § 2A-103 comment {1887).

184, Deher Articls 2A provisions concerning “comsumer lenses™ are liated in the Com-
ment 1o § 2A-10301)08), These include § 2A-504(3) (b} (Kimiting lessor’s right to retain part of
price alresdy pald by consumer lessee, whers lessor can show no demage and "the lessor
justifisbly withkolds oe stops delivery of the goods because of the lesses’s defaalt or insol-
vency ") and § ZA-51E(3NL) {consamer bsses nob required to notify lessor of litigation for
infricgement), See ULC.C. § 2A-103 comment (1987). All these “consumer bease™ provisions
wre discussed in detail in Miller, suphs nots 175

185, This rejected proposal would have given consumer lessees o statulory right to
“cure™ defaults caused by failure to pay rent, at any time until 20 days after receipt of
specis] written motise from the lessor advising the consumer besseo of his right o care. Cf.
LLC.C § 2A-502 {1957) imotics of default generally not required).

186, See Letter from Mations] Vehicle Leasing Associntion (NVLAD to Minnesota Sen-
ate oo Minnesota Senate Bill 156 (UCC Article 2A-Leases) 3 (Apr, 1847).
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from the scope of some sections of the new statute'® that benefit
legsors in “finance leases™ other than consumer leases. Yet these
legsors can protect themselves in the written lease agreement, to
the extent that courts do not find their contract provisions over-
reaching and unconscionable. Article 2A does make a distinction
between consumer and business leasing. As pointed out in the
Comment to section 2A-407, however, both courts and legislatures
already have recognized that consumer leaging stands on a differ-
ent footing than commercial business leasing.'™

Equally without merit are eriticisms of the statute by “con-
sumer protection” advocates in Connecticut who claim that the
atatute does not sufficiently protect consumer lessees. The statute
does not attempt to establish a comprehensive set of consumer
protection measures, Instead, Article 2A generally leaves consumer
protection to other statutes and other law.

One other “consumer lease™ provision in the statute which
warrants brief comment concerns the award of attorneys’ fees
under section 2A-108. The statutory standard triggering attorneys’
fees liability against the lessor—unconscionability in a consumer
lease or in collection activity—may be somewhat easier to satisfy
than the “bad faith" teat of the “American rule” on attorneys’
fees. '™ The statute containg a check on frivolous claims, however.
When a lessee knowingly makes a groundless elaim of unconsciona-
bility, section 2A-108{4)(b) obligates the court to award attorneys’
fees to the lessor.*™ Other limits on frivolous lessee claims may be

IET. Eg., UL § 24407 (188T).

188, Today it seems inevitable that there are and will be statotes and evolving cose
law om “consumer proteciion."” ‘The strength and popularity of the “consumer protection'™
meovement seem established facts of contemporary life. Moreover, twentisth-cenbury Ameri-
can law geoerally has tended to hedge-in voluntarily assumed “contractual" understandings
with imposed ohligations. See . (GiLamoRe, supen note 51

1583, See Alyeska Pipeline Serv. Co. v. Wilderness Bociety, 421 US. 240 (1576). The
arigin, history, and scope of the familiar “American rule” generally requiring each party 1o
bear the cost of ite own allomeyvs’ fees, as well as various exceplions 1o the rle [specific
statute, willful vislation af A court order, common Dend, bad faith) are descussed in 10 C.
Wnzont, A Mooer & M Kase Frogza Pracrice snp Proceouse Crm. § 36750 ef, seq. (2d
ed. 1930

180, The statwiory langoage s

In an sction im which the lesses claims unconscionability with respect to & consumer

leme . . . [i}f the cowrt doss mot. find onconsclonahility and the lisses csiming uncon-

scionability has brought er maintained an sctios ke [ar she] knew to he groumiless,
the court shall award reasonable sttorsey's foes to the party speinst whom the claim
is made.
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found in court rules and the “American rule” on attorneys’ fees,
which apply to civil litigation generally. The Comment to section
2A-108 also makes it clear that the statute “will not override a
term in the lease agreement that provides for the payment of at-
torney's fees."*™

F. UCC Filings (or Notice) Not Required for Leased Personal
Pr-ﬂ'perijl'

Ancther major issue confronting the drafters of Article 2A was
whether to establish a mandatory system requiring the filing of
UCC financing statements for personal property covered by a true
lease. The Drafting Committee received several suggestions for
mandatory filing, with special exceptions proposed for short-term
leases, “consumer leases,” and leased goods of limited dollar
value** With the single exception of “fixture” filings,"* howewver,
the Commissioners rejected the concept of mandatory filings.

Today many lease transactions involve goods that are subject
to certificate of title statwtes. Articla 2A was expressly made sub-
ject to those statutes, with the result that goods covered by
certificate of title statutes generally must comply only with the fil-

L.E.C. § 2A.008i4)ib} (1987, This does not require o lessee to coniluct an investigation
before claiming unconscionability. Moreover, under § 1-201(35), “knew™ means actual
keowdledge. But court rules may well requine the leased's attomey to ievestigate balare mak-
e suck & claim See, 6., Civ. B 11, Superior Court of the District of Columbia. The
ardinery operation of such court rubes, which envision sanctions inclatding atiorneys’ fees for
frivobous claima, is not imspaired by Article ZA.

191, ULCE § 2A-10B comment (18871,

152, Ons susch suggestion was thal “lessom under beases other than comsumer leasis
and lesses with a duration of 21 daye or less, be required to file UCC-1 fnancing statemenis
to parfecs their interests as againgt relinnes creditors.™ This suggestion was later amended to
propose that, consistent with §§ 2A-105 and 2-302(31(b), equipment covered by siate certifi-
cate of tithe statutes also should be exempted from mandatory UCC filings for leased
EquiprEEns.

Earlisr commentators slio had suggested that the fling of & VT Anancing statement
be required to “perfect™ commercial equipment leases. Bee, e.g., Coogan, supra mote 41, at
147 n.Bl (suggesting that “a universal filing requirement™ for leases with o ierm over one
wear “might be vary beneficial”); Kripke, supra note 41, at T28 (sopgpesting requirement for
“perfection of the bessors secarity interest, usually by the filing of an appropriate financing
slalement” for all “lenssfs] for o term,” with the de minimis exception of “leases of short
duration, e g., ons year or less"); Hawkland, The Proposed Amendments fo Article 9 of the
LCC-Part 5 Consignments and Equipment Leoses, 77 Cost Lo J. 108, 114-15 (1878); Levie,
Security Interests in Chattel Poper, T8 Yaiz L J. D35, 941 (1968),

15%  See infra Part IILG.



1988] Old Wine in New Bottles 673

ing or notice requirements contained in those statutes.'™ The
question remained, however, whether there should be a general fil-
ing or notice requirement for leases of goods not subject to
certificate of title statutes, with a list of exceptions covering short-
term leases and other “special cases" where filing would be
impractical.

Traditionally, equipment lessors have not been required to file
UCC financing statements or to give other public notice of their
interests in the goods under a true lease.'™ The Drafting Commit-
tee received conflicting comments on whether current law on filing
and notice should be changed. But no clear need was demonstrated
for requiring UCC filings or other public notice for leased goods.

What is at stake here is a weighing of competing interests in
fairness, convenience, and efficiency. The ostensible benefits of
mandatory filing for leases are far from clearcut. Though leases are
sometimes said to present the dangers of a “secret lien," it is also
said that lenders today commonly rely on a prospective debtor’s
financial statement (up-to-date wversions of which can be de-
manded) and personal guarantees, rather than an inventory of the
items in the prospective debtor's possession.'™ What “the players

184, The clnssic sxample of gocds covered by stale certificate of titde siatuies b motor
vehicles, The impracticality of mandatory VCC filings for leased meotor wehicles, and lack of
justification for such flings, wes immedistely scknowledged by the Drafting Committes. Ti-
tle and licensing statutes in every stats already require sxtensive pericdie public filings for
motor vehicles, This makes public both ownership and the bease relatioeship concerning a
leased motor vehicle. There sre no “secret lispa'™ here. Moreover, maedatory UCC flings for
beased mofor vehicles would impose excesmsive sdministrative costs in comparison to the
value of motor vehicles themselves, which cften cost less than £10,000. The cost of such
filings ultimately would be bome by lessee-users. Today, many motor vehicle lessors do nad
file precautionary UG- financing statements, sinoe it would be impractical, given the cost
and sdministrative barden, to make multiple UCE filings for each of the thousards of mo-
bils motor vekicles they lease.

Sectlon 5-302(30(b), and the varicus state certificats of tiile satules, commonly szeenpl
motor vehiclia sot held as igventory from UCC filieg reguirements, See generally G Gae-
sodi, supra wote 121, § M8 Mayers, Multi-State Motor Viehicle Transactions Under the
UOC, im 1C P. Coocan, W. Hocan, [ Vacrs & J. Mclosmir, supro note 2, ch. 304, Track-
ing the language of § S-30203Mb), § 2A-104 and § 2A-105 preserve the primecy of the
certificnte of title statutes.

195, See, e, In re Marhosfer Packing Co., 674 F.2d 1138 {Tih Cir. 1882k I'n re Leas-
ing Consultanta, Inc.. 488 F.2d 367 (2d Cir. 1873); Allen v. Coben, 310 F.2d 312 (2d Cir.
1962).

196, Eee, eg, Coogan, Leasing and the Lindforsm Commercial Code, in Egumeuaesr
Leasinc—Laoveracen Leasing, supra sote 128, si 852 {ereditors tadsy “rely primarily on
the debior's financisl statement and seldom count the iems n his poesession™).
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actually do now, under the existing legal regime,” may be illumi-
nated by future empirical research of the sort suggested by
Professor Mooney's article in this Symposium." To be sure,
mandatory UCC filings might reduce litigation concerning the
“true lease™” status of questioned transactions. But such litigation
would not disappear. Even where a "true lease” was covered by
mandatory UCC filings, the “true lease™/security interest determi-
nation still would have to be made by the courts in a variety of
contexts (e.g., bankruptey law, remedies, and usury law).

Technical faults in filing (misdescription of goods or failing to
file in gll the right places, for example) should not be controlling
on & lessor's rights to multi-million dollar squipment, the AAEL
argued. For the lessor concerned about possible technical faults in
filing, it is no answer to say that his interests would be subordi-
nated “only to secured creditors who have fully complied with the
perfection requirements of Article 9."* The imposition of
mandatory filing requirements would place onerous burdens on les-
sorse who lease large numbers of small-cost items. Earlier
commentators had noted the impracticality of UCC filing or other
public notice requirements for every lease'™ The cost of
mandatory filings ultimately would be borne by lessees. Moreover,
additional filings of UCC financing statements might overwhalm
gn glready overburdened UCC filing system. When the issue of
mandatory UCC filings for leased goods was discussed within the
American Bar Association, the majority of lawyers polled was op-
posed to the concept.

Taking these factors into mccount, the Commissioners con-
cluded that existing law on UCC filings and notice was working
regsonably well. There was no good reason to disturb it. Article 2A
therefore generally rejects the concept of mandatory UCC filings or
other required notice for personal property covered by a true lease.,

187, See Mooney, The Mysiery and Myth of “Ostensible Ownership™ and Article 8
Filing: A Critigue of Proposels to Exiead Filing Requirements fo Leases, 13 Asa L Fuv,
853 (189861,

LB2. The ssatement quoted bn the teat s from Seeret Lien Comcern; Persona! Prop-
erty Act Proviso fo Reguire Filing of Long-Term Eqelpment Levses, Luanen's Equruesr
Lessivo Newss, Aug. 1085, st 7. Thoughtful commantators have pobnted out that complex
Eseues are raised in any attempt to constroct & feir and workable set of préociiy rulss, nchod-
Ing the elfects of nonfiling, under & regime which would mandate (In scma fashion) filing for
beases. See Mooney, supra naote 197,

186,  See, ¢4, Coogan, supra note 196, at T41-42, T48.
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UNIDROITs draft rules on international “financial leasing,”
by contrast, contemplate that American lessors often will be re-
quired to make some sort of publie filing overseas for goods sent
overseas. The only exception concerns “equipment such as ships
and aircraft subject to registration pursuant to an international
convention.™™ Typically, international financial leasing involves
large transactions, with multi-million dollar equipment that is
leased under an agreement designed by lawyers in arms-length ne-
gotiations. Ordinarily, large numbers of small-cost items are not
involved. In this context, the proposed “public notice™ require-
ments in UNIDROIT may aid the community of international
lending institutions without being a significant impediment to in-
ternational commerce. One wonders, however, whether the
proposed “public notice™ requirements of UNIDROIT will inhibit
the development of some international commerce in the future by
stifling cross-border leasing of large numbers of small-cost items.

I. "Vendor in possession” doctrine for sales-and-leasebacks
abolished.—Article 2A also abolishes the so-called “vendor in pos-
session doctrine” which has long created state law difficulties for
sales-and-leasebacks of equipment. This will be welcome news to
practitioners. The old “vendor in possession™ doctrine, which made
retention of possesion by the vendor fraudulent per se or prima
facie fraudulent, is an ancient anachronism that has been recog-

2. UNIDROIT Article & (Apr. 1887}, which is apparently modeled, n part, on the
French system of registration introduced for financial leases in 1972, provides as follows:

1—The lessor’s real rights in the equipment ghall be valid agninst the lesses’s trustes
in bankmaptey and eraditon, induding ereditars wha have oblained an atischmeni or
EEscution.
2—Where by the applicable law the lessor's real rights in the equipment are valid
apairst & parson referred to in the previous paragraph only on compliancs with rles
s to public notice, thoss rights shall by valid sgainst thet person only whare they ane
valid sccording to such rudes.
3—Fur the purpose of the previows paragraph the applicable law i

{al [Inmmﬂmmv-hﬂuwmhqutHMquhkv
tion pursusst to the baw of & Stats, the law of the State of registration]:

(Bl in the case of all other [mobils] squipment [normally ussd 5 more than ane
State], the law of the State where the lessee has its principsl place of business: and

fe} in the case of all other equipment, the Liw of the States where the equipment
is situated At the time when the person referred to in parsgmph 1 & entitled 1o in-
volte the rules referred to in paragraph 2.
4—This article shall oot affect the rights of any creditor of the lesses kaving a lisn oo
aF o seeuriy intereit in the squipment.
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nized in one form or another in many states® Even the oldest
cases recognized that “a lesse Is a reason for possession with ne
color of fraud.”™® Given this history, wooden application of the
“wvendor in possession” doctrine to modern equipment leasing was
essentially a plague upon modern induostrial society. One memora-
ble comment by Professor Hogan during the Drafting Committee
deliberations was that “vendor-in-possession™ was a “silly” doec-
trine that ought to be abolished. Section 2A-308(3) does that for
transactions in which the buyer “bought for value and in good
faith."*** The statute also expressly provides that separation of
ownership and possession per se does not affect the enforceability
of a lease contract.®™ The old, unlamented “vendor-in-possession”
doctrine for sales-and-leasebacks is no more.

2. Optional UCC filings permitted.—The optional filing of
UCC financing statements is parmitted under Articla 2A, as under
current law, for any true or doubtful lease.™ Incentives remain for
lessors to file UCC financing statements. Though amended section
1-201437) clarifies the definition of a true lease, it does not elimi-
nate all ambiguities. UCC filings for leases provide protection to
the person filing if it is later determined that the “lease™ was a

200 The ald “vender in possession” doctrine can be traced back o 17th century En-
glish lmw. See, o, Twyne's Casa, & Coke 80 b, 76 Eng. Rep. 809 (1601). In America, this
doctrine was often based on cutdnted cases, decided well before the Civil War, See Coogan,
fupra note 158, ot B27-46 The amtiguity of these old “vendor in possession™ cases is indi-
cated Dy the fact that m fair number of them mvolved slaves s the “goods™ See, ey,
(ilbson v Love, 4 Fla. 217 (1851 Askew v. Roymolds, 18 BLC. 366 (1535).

202, Ceogan, sipra note 198, at 832

0. The statute states in pertinest part:

#3F A creditor of a seller may trest & sale or an indentification of goods o a
contract for sele as vaid if as against the erediter retention of possession by the sellor
is fraodulent under any statwte or rale of law, buf retention of possession of dhe
feods purruant to o lease confract entered into by the seller an lessee and the buyer
20 beeacr in coanection uwith the sole or identification of the goods is mot froudolent
if the buser bought for polue and in geod jaith.

ULC.C & 2A-308i3) (smphasis sdded). The Comment to § 2A-208 confirma:

Notwithstanding any statute or rale of lew that would treal such retention as
frawd, whether per se, primo focie, or otbherwise, the retention is ot freudulent if the
baver bought for value (Section 1-201{44}) end in good faith (Sectiens 1-301019) and
2-103(11b35. Section 2A-10803) and (4). This provision overrides Section 2402(2) ko
the extent it would otherwise spply to a sale-beasehack tramsaction.

2. Sew id. § 2A-302 & comment.

204 The Comment to § 2A-301 statess “Those lessora who are concerned about
whether the transsction crestes a leass ar & security intorest will contieue to file & protective
fimancing statemant.”
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secured sale. Moreover, the filing of a UCC financing statement
may not be considered as a factor in determining whether or not
the transaction iz a true lease or a secured sale.™

(7. Fixtures: Modest Reform

Over the years, the subject of “fixtures’* has triggered many
disputes between real estate interests and equipment lessors.™ Ar-
ticle 2A attempts to resolve some of the recurring problems in this
area by imposing new UCC filing requirements for leased fixtures.
This is the only instance in which Article 2A imposes new filing
requirements.

Two basic sets of priority rules are contained in Article 2A to
determine the priority of competing interests in “fixtures’™ one for
unfiled lessors and the other for lessors who have made a “fixture
filing" in the office in which a mortgage on the real estate would be
recorded. When a fixture lessor fails to make a “fixture filing” in
real estate records, under section 2A-309(7) his interest may lose
out to real estate interests. This statutory encouragement of “fix-
ture filings" reinforces common leasing industry practice and
implements the views of thoughtful commentators.*® Traditional
pricrity rules on fixtures are retained in section 2A-309, with a
modest expansion of the category of “readily removable” goods.

M See § 0-408

#17. The Committes drafismen of Article ZA did not atlempt to clarily the definition
d"hm"mmmﬂmmﬁd&ﬂwﬂmulﬂm‘mm
Spe Coognn, The New UCC Article 9, B8 Hany. L. Rev, 477, 487-90 (1973) Kriplo, Fixfures
Lnder the Uniform Commercial Code, 84 Coume, L. Rev, 44, 64 (1964), Thus § 2A-305(1){a}
simply siates the bruism that “goods are ‘fxtares’ when they beeome so relutad to particular
real estaie thal an inferest in them arises under real esiste law."

208. The pre-Code strugghes in this fiebd are reviewed in G, Gouwons, supr oote 121, §
28.1-28.7, § 301 The ociginal 1952 version of § 9-313 penerally gave priority fo chattel se-
curity imberests in fxtones, &8 sgainst competing real estate interests. See éd. § J0E In 1972
this section was amended 1o limit the pricsity to cortain specified securfty interests. ULC.C.
§ 9-31304) & (5) (19720, The 1972 smendments also recognized the prisrity of prior-recondsd
comsbraction morlgapes over purchase money security interests in the fixtures, where the
goods became fatures before the completion of construction. fd. § 9-F15(8). These amend-
marts were largely mespossive o criticisms and pressurs by real esiaie interesis, See
Prestasenm Enrrons Boano ron e Usoross Comuenciat Cone, PROPOSALS FOR CHARGES
1 Armicie 9 o Tae UQC axo Reramen Cnasces i Omen Axrscies wrrd Ressoss Tuene-
ron sum Cossaesrs 138, 197-208 (1871) (Final Report of the Review Commities for Article &
of the UCC)

o, See G Enﬂqmmmiﬁ.iﬁ.ﬁ;luq.mmhﬁulmﬂﬂ.
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Moreover, section 2A4-309(8) makes it clear that when a lessor of
fixtures has priority over conflicting real estate interests, either the
lessor or the lessee may remove the goods on the lessee’s default, as
well as in other circumstances, so long as he pays “the cost of re-
pair of any physical injury, "#®

1. Unfiled lessors of fixtures—When a lessor of fixtures has
made no UCC filings he may prevail, under general real estate law,
over later-acquired real estate interests that were obtained with
knowledge or notice of the lessor’s interest Otherwise, the un-
filed fixture lessor will have priority over conflicting real estate
interests under section 2A-308(5) only if: (a) the fixtures are cer-
tain “readily removable” equipment; (b) the conflicting real estate
interest was obtained by legal proceedings after the lease is en-
forceable; {c) the competing encumbrancer or owner gave written
consent to the fixture lease;*'® or (d) the lessee has a right to re-
move the goods as against the encumbrancer or owner of the real
estate. These provisions mirror the protections in existing law for
unfiled lessors of fixtures.™® When the unfiled lessor of fixtures

210, Thtlwﬂﬁthn;uquulthimmwhﬁulhuhwrﬂﬂuﬁnnthﬂﬂth
remove the goods from :buru]mu,mthuhrmmﬁhu]lﬂnmﬂ-hﬂhr
circumstances), but requlres that he

must feimbures &ny encumbronest or owner of the real estate whi & not the lesses

mdwhnrum;mmnmm&-mnumdquhm.mm

for asy diminution in value of the real estate caused by the sbsence of the goods
seemoved or by any Becessity of replacing them. A person entitled to reimbursemont
=y refuse permission o remove umtil the party sesking removl glves adequate se-
curity for the performance of this obligation,
U.C.C. § 24-308(8) (1987). This rejects the pre-Cods cases from New dersey and Pennsylva-
niz which MqumdﬂnnmmufﬂdlumrulﬂhMHt“ml;"
5 well & “physical,” infury. See G. GrMORE, supra note 171, § 288, aE 770, § 0.2, st B04-
m.a-me.summmndmhmwmmum
activity by equipment lissors pursuing their repoassssion remedies. See also Jones v, Joseph
Greesspon's Son Fipe Corp,, 381 1L 618, 48 N.E.2d &7 (1943) {conditional seller held justi-
fed in removing pipe and essing cemented into ail well by exploding bomb imside woll 1o
tear equipment loosel (discussed in G GiLsmome, supra nots 121, § D57, at TT4).

211, ULCUC. § 2A-308(7) (1887),

1L One commentator has sugpested that it I8 good practice for lesors of fAxtures to
obaain waivers and/or subordinations from all partiss with an interest in the real estate and
who may claim an In:mmmmmuwmmarmunmcﬁqm
Lewsor [f Equipment’s Valie Can Only Be Realized Through Real Property, Lesnan's
Equirsmnt LEasawg Newsw, Feb./ Mar. 1986,

218, Thus, for axample, § 2A-900(5Hd) reflacts the eartisr Article 9 and CoaTETE - b
pravislons allowing remeval of trade fiztures. See TLCC § B-31A(5) (b} (196T); Lemmans v,
United States, 468 F.24 804, B85.72 (. CL 1974); e also 3 Wirene, Sussary or Carpor-
ik Law, Personal Property §§ 80-85, Beal Property §§ 489.70.
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falls outside these provisions, he may well lose to competing real
estate interests, since under section 2A-308(7) the priority of the
lessor's interest will be determined by real estate priority rules
where priorities are not specifically resolved by the statute.

One new wrinkle was added here: Article 2A expands slightly
on the section 9-313(4)(c) category of “readily removahble™ leased
fixtures that can be repossessed by a lessor even where the lessor
has made no UCC filings. One commentator had suggested that
such “readily removable™ collateral should include all readily re-
movable “equipment” and “farm products,” as well as “readily
removable replacements of domestic appliances which are con-
sumer goods.™" Two states, Arizona and Iows, essentially adopted
this view in Article 9. Though the drafting Committes for Article
2A did not go this far in defining “readily removable” fixtures, sec-
tion 2A-308(5)(a) does give an unfiled lessor of fixtures priority
over competing real estate interests if

the fixtures are readily removahle factory or office machines, readily
removable equipment that is not primarily used or leased for use in
the operation of the real estate, or readily removable replacements
of domestic appliances that are goods subject to a consumer lease,
mdhafnmthugnad-bummeﬁrtumﬂwhmmnumiﬂ
enforceable,

T‘hﬂﬂummunttumtinn%-ﬂﬂﬂihdiﬁmthﬂmideﬁnmlﬂamd
equipment that is “integral to the operation of real estate” (e.g.,
heating and air conditioning equipment), other “readily removahle
equipment” constituting fxtures can be repossessed by an unfiled
lessor.** Owners and encumbrancers of real estate, on the other
hand, will be able to rely on the continuing availability of fixtures
that are essential to the operation of the land and building itself,

2. Lessors who have made a “fixture filing".—As a matter of
common practice, leasors of fixtures make double UCC filings in
both persenal property and real estate records. Quite apart from
“ae benefits of an unfiled lessor, under section 2A-309(4) the lessor
=ho has made a “fixture filing” also will have priority if (a) the
-onflicting real estate interest arose before the goods became fix-

214 Coogan, supra note 207, at 457,

AR UCC § 2A.008(8)(a) (1087) {emphasis ndded), At ane point, the Dmfting Cons-
=724 agresd that readily removable “farm products” could be repossessed by an uniiled
sst:r. This did mot appear in the final lomguage of § 24-309, however,

“2E § 24308 commant.
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tures, the lessor filed in real estate records before the goods
became fixtures or within ten days thereafter, and the lessee has a
recorded real estate interest or is in possession of the real estate;™?
of (b) the lessor filed in real estate records before the competing
real estate interest was recorded, the lessor had priority over any
predecessor in title of the conflicting real estate interest, and the
lessee has & recorded real estate interest or is in possession of the
real estate.

The Commissioners may well revisit the subject of “fixtures"
again in the future. Though the search continues for the most rea-
sonable balance between competing real estate interests and
lessors of fixtures, Article 2A provides some helpful clarification in
this overly technical area of the law.

IV. CoNcLusioN

The impact of new UCC Article 2A-Leases will underline the
importance of careful drafting for leases of motor vehicles and
equipment. Liquidated damages clauses are encouraged. Mnrmv'er,
the dizcount rate for calculating measure of damages can be speci-
fied. Contractual “finance lease” provisions remain important.
Waivers of warranties must be conspicuous and in writing. A lease
agreement may vary statute of limitations periods**® and provide
for the lessor to “use™ repossessed goods after the lessee’s default
in order to preserve the goods.®™® Two other minor drafting points
are also raised by the statute: A lease must specifically and con-
gpicuously ban assignment of the lease,®™ and it must bar the
lessee from selling the equipment after rejection (or revoked ac-
ceptance)®* in order to ensure those results. The overall emphasis
of the statute is on “freedom of contract.”

217, There is & caveat hare with respact to comstruction morigage liens. Under § 24-
E) the |essor's interest is subordinate to the conflicting interest of a construction mort-
gage lien recorded befors the poods beeosn fixtures, if the goeds become Bxlures before
colsiraction is complated. ULC.C. § ZA-B09{8) (1887).

218 § 2A-008.

218 § 2A.529 comment.

220, Compare § 2A-303(Th

M. Cf | 2A-50815).
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Though the statute is by no means perfect, it marshals an im-
pressive array of benefits and improvements over existing law for
the equipment leasing industry. The statute clarifies the difference
between a true lease and a “security interest.” Moreover, it pro-
vides clarity and uniformity in state law, particularly in the
troublesome areas of warranties and lessors’ remedies, UCC filings
are not required for leased equipment, although lessors who filed
in the past probably will want to continue to do so. New “fixture
filings” in real estate records will protect lessors of fixtures. The
statute also improves the position of unfiled lessors of “readily re-
movable” fixtures in priority disputes with competing real estate
interests. The old “vendor-in-possession” doctrine is abolished for
sales-leasebacks. The modest “consumer lease™ provisions in the
statute largely mirror existing law.

Threatened stormy opposition to the new UCC Article 24
seems overstated and unwarranted. One leasing company execu-

ive, Bernard J. McKenna, President of Chicago-based Sanwa
Business Credit, commented: “The new statute rejects a simplistic
approach that might have blurred the distinction between a true
lease and a financing, " Moreover, the statute follows well-estab-
lishadiawmddafarutﬂthalmapmmtunmmtimm
McKenna went to the heart of the matter “If you can't write a
good solid lease agreement, you're in trouble. That's always been
true, and it always will be true, with or without the new Uniform

ial Code provisions on leasing, "=

222, ‘Telephone interview with Barnard . MeKenna, President of Ssnwa Boginess
Credit Corporation (Feb. 24, 195T)
< B



