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The|single
question \

10st heavily-litigated issue in equipment leasing concerns the
ﬁ:m_. a transaction is a "true lease” or a security interest.

A mﬁm:_:@ point: “A lease involves payment for the
temporary possession, use and enjoyment of
goods, with an expectation that the goods will be
returned to the owner with some expected
residual value remaining at the end of the lease
term. In contrast, a sale involves an
unconditional transfer of absolute title to goods,
while a security interest is only an inchoate
interest contingent on default and limited to the
__m:_mm:_:m secured debt.” White & Summers,

C Treatise §13-2 n.2 (2007)




icare whether a transaction is a true lease?
: of equipment are distinguished from sales and security interests for many
& law, including

o Tax — tax benefits of ownership (depreciation)/passed through to’
lessee in lower rental rates; state/local/federal tax laws; separate/
different tax rules- IRS Guidelines (see True Leases under Tax Law)

o Accounting - separate/different rules in FAS 13 (off-balance sheet “operating
leases” vs. capital leases) (note coming IAS/FAS “convergence”)

o scope of UCC 2A - applies only to true leases _
— UCC-1 filings generally not required to protect owner/Lor’s rights;

precautionary filings allowed, UCC 9-505;
fixture filings req'd- UCC 2A-309

- warranties, remedies, contract formation, lien priority rules- all in 2A

o Remedies - a true lessor's remedies are different from those of a secured
creditor, in major part because an owner/lessor (unlike a creditor)
owns the residual; no notice of sale by Lor after repossession req'd

o Bankruptcy — true lessors of equipment fare better than holders of
“perfected security interests” who, in tumn, are better off than holders
of unperfected security interests, when the lessee/debtor is in
Chapter 11 bankruptcy reorganization.

o Other — state usury laws inapplicable to true leases (time/price doctrine);
accessions, misc other (see Leasing Is Distinctive! 35 UCC LJ 15 (2003))



Cca ypes of Equipment Lease Structures

¢ different, common lease structures. Equipment leases are not all the same,
like a box of comflakes i

o True Lease — owner/Lor retains meaningful “entrepreneurial stake” in the residual.
White & Summers, UCC Treatise §30-3 & n.21 (2007)

o Statutory Finance Lease under UCC 2A-103(1)(g)- a true lease
o Double-Dip Tax-Oriented Lease — common for commercial aircraft leases;

structured fo take advantage of tax regimes of US (economic substance) and a
foreign country (awarding tax benefits to “title” owner)

o “Synthetic” Lease - an operating lease (off balance sheet) for accounting purposes;
a sale for tax purposes

o TRAC vehicle lease — 26 U.S.C. 7701(h); state TRAC laws in 48 States plus DC

o “Chameleon” lease- starls out as true lease, but after a sufficient # lease extensions (using up
economic useful life of the goods) , eventually transforms itself into a sale/security interest

o Other - “First Amendment® lease (complies w 20/20 test in IRS Guidelines; option at end
of initial lease term limited to fixed price purchase or fixed extension of lease term, w
standard FMV and returmn options at expiration of extended lease term); rent-to-own



*rinciples Traditional common law principles defining a true lease appear in
A=103(1)(p) (Definitions: "Lease”) and, more importantly, in UCC 1-203 (2001)
istinguished from Security Interest”).

Theory. The overall philosophy of UCC 1-203 (2001) is to reject mathematical percentages
and formulas (like those in FAS 13), to avoid “dumbing down” equipment leasing and making
equipment leasing into a "commodity” like a box of corn flakes (where the only competition

is on price), and to leave room for creativity and competition in creating new lease products.
See Cld Wine in New Bottles, 39 Alab.L.Rev. 615, 628- 632 (1988). The statute was not
intended to answer all questions about what is a frue lease; instead, the statute is designed

to serve the long-term public interests of the Nation by preserving creativity and competition.
The statute sets forth a common law definition of a true lease that reflects mainstream case

law, overrules earlier unsound cases, and liberalizes the overly restrictive “safe harbor”
standards in the [RS Guidelines.

In ﬂmzm-ﬁ_. The statute in UCC 1-203(a) (2001) first sets out the general test: "Whether a
transaction in the form of a lease creates a lease or a security interest is determined by

the facts of each case.” The critical inquiry is into the “economic realities,” not the old

“intent of the parties” test or the form of words used.

Disguised security interests. A transaction creates a security interest, under UCC 1-203(b)

(2001), if the rent the lessee is to pay "“is an obligation for the term of the lease and is not
subject to termination by the lessee and” there exists any of the circumstances (b)(1)
through (b)(4) (i.e., lessee uses up the economic life of the goods, or, in effect, becomes the owner)

True lease safe harbors. The statute in UCC 1-203(c)(2001) then lists safe harbor character-
istics that are consistent with true lease status (full payout, net lease, FMV options).



§ 1-203

§ 1-203. Lease Distinguished From Se-
eurity Interest,

{a) Whether a transaction in the form of o
_ﬂl.....:"l-wl! or security interest is deter-
mined by the facts of each case.

(b} A transpction in the form of a lease creates
a security interest if the consideration that the
lessee iz to pay the lessor for the right to posses-
sion and use of the goods is an obligation for the
term of the lease and is not subject to termi-
nation by the lesses, and:

(1) the original term of the lease is equal to or
greater than the remaining sconomic life of
the goods;

(2} the lessee is bound to renew the lease for
the remaining economic life of the goods or
is bound to become the owner of the goods;

(3) the lessee has an option to renew the lease
for the remaining econgmic life of the
geods for no additional consideration or for
nominal additional consideration upen
compliance with the lease sgreement; or

(4) the lessee has an option to become the
owner of the goods for no additional con-
sideration or for nominal additional eorngid-
eration upon complinnce with the lease
agreement.

UNIFORM COMMERCIAL CODE

(¢} A transaction in the form of & lease does
not create 8 security intercst merely bocause:
(1) the present value of the eonsideration the
lessee in obligated to pay the lessor for the
right to possession and wse of the goods is
substantially equal to or is greater than the
fair market value of the poods at the time

the lease s entered into;

(2] the lessee assumes risk of loas of the goods;

{31 the lessee agrees to pay, with respect to the
goods, taxes, insurance, filing, recording, or
registration foes, or service or maintenance
casts;

i4] the lesser hoas an oplion to renew the lease
or Lo become the owner of the goads;

(5] the lesses has an option to renew Lhe loase _

for o fixed renl that is equal to or greater
than the reasonably predictable fair mar-
ket rent for the use of the goods for the
term of the renewal ol the time the option
is to be performed: or

i) the lessee has an oplion te become the
owner of the goods for a fixed price that is
equal fo or greaster than the reasenably
prediciable Tair marked value of the goods
al the lime Lthe .__m__..m_.._..__ i o be r_ﬂ_ﬂﬂﬂ_q.._.._..n.n-.

" (d) Additional consideration is nominal if it fs

less than the lessee’s rensonably predictable cost
o H.u_ﬂ._,n._qum..:m under the lease agreement if the
option 18 not exercised Additional considoration
18 ot nominal if
(1) when the option to renew the lease is
granted to the lessee, the rent is stated 1o
be the fmir market rent for the use of the
goods for the term of the rencwal deter-
mined at the time the option is to be per-
' Termed; or

(2} when the eption o become the awner of
the goods is granted to the lesses, the price
is stated to be the fair market value of the
goods determined at the time the aption i
Loy bee performed,

iel The “remaining economic life of the goods"
and “reasonably predictable’ Fair macket rent,
fair market value, or cost of performing under
the lease agreement musi be determimed with
relerenoe to the lds andl eneuraiise. il the
tnme the Lrunapetion s cotersd inio,



§ 1-203

Official Comment

Sowrce: Former Section 1-201037).

Changes from former law: This section is sub-
stantively identical to those portions of former Sec-
tion 1-20%(37) that distinguished “true” lenses
from security inlerests, except that the definition of
“present valye” formerly embedded in Section 1-
201037} has been placed in Section 1-201(28).

‘1. An interest in pereonal property or xtures
which secures payment or performance of an obli-

Y

er & transaction in the form of

2 One aof

the law with respeci lemses was Lo resolve an
isswe that created considershle confusio the
courts: what k= a lense? The confusion avisted

part,

of security inlerest in the 1978 CHFetal Text of the
Act, n 1-B01037). The confusim was oo
pounded b¥ the rather considerable change in the

UNIFORM COMMERCIAL CODE

Under pre-UCC chattel security law thers was
generally no requirement that the lessor file the
lease, & financing statement, or the like, to enforce
the lease agreement againat the lessee or any third
party; the Article on Secured Transactions (Article
%) did not change the common law in that respect.
Covgan, Lensing and the Uniform Commercial
Code, in Equipment Leasing—Leveraged Leasing
GE1, T S, T 080 (2d) ed 19800, The Article on
Leusws (Article #A) did not change the law in that
respoct, excepl for lenses of fixtures Section 24—

L i 209, An examination of the common low will not

provide an sdéquate answer to the question of what
% a lease. The definition of security interest in
Section 1-200(37) of the 1678 Official Text of the
Act provided that the Artide on Secured Transac-
twons (Article 8) governs security interests disguised

a 88 lenses, ir., lonses intended as security: howewar,

the definition became vague and outmoded.

Leasw is defined in Article 24 a8 o transfer of the
right to possession and use of goods for a term, in
return for consideration. Section 2A-103(1)(j). The

in  definition continues by stating that the retention ar

creation of a securily interest is not & lepse. Thus,
the task of sharpening the line between true leases
and security interests disguised as leases continues
ta be a function of this Article.

fedoral, state omd local tax laws and accounting This sevtion bogine where Section  1-201(35)
rules as they relate to leases of goods. The answer I8 ooves off Tt draws a sharper lne botwesn leases
importint because the definiti [ lease deter- .4 security interests disguised as leases to create

mings nof only the nghts and remedies of the
parties (o the lease but alss those of third parties. If
8 trnnsaction cresbes a lesse and nod 8 security
interest, the lessoe's intorest in the poods is limited

i
law theory, the lessor, since he has not parted with
title, is entitled to full protection sgainsd the les-
see's creditors and trostee in bankruptey "1G
Gilmore, Securify Interests in Personal Property Seg-
tiop 3.6, at T (1965,

Ereater cerlainty i commercial transpetions.

Prior 1o enactment of the roles now codified i
this section, the 1978 Official Text of Section 1-
201437) provided that whether & lease wis intended
as security (te. m security interest disguised as o
leasel was fo be determined from the foes of each
cann, however, wl the inclision of an apiion L
purchase did not itsolf make the lsase one inbended
for security, and (b} an agreement that upen com.
plinnce with the terms of the lease the lessee would
become, or had the option to become, the owner of
the property fir no ndditional consideration, or for a
nnminal consaderabion, did eke Ehe Ivaser ope -
teridid For security .

Art. 1

Referemce to the intent of the parties to create &
lense or security interest bod to unfortunate results,
In discovering intent, courts relied wpon factors
that were thought to beé more consistent with sales
or lnams than lesses. Most of these criteria, howes-
er, were s applicable to true leases as Lo security

« Interests. Examples include the typical nel lense

provisions, & purported lessor's lack of storage facil-
ities or its character ns a financing party mther
than a dealer in goods. Accordingly, this section
eontains no reference to the parties” intent.
Subsections (a) and (b) were originally taken from
Section 1(2) of the Uniform Conditional Sales Act
{act withdrawn 1843), modified to reflect current
leasing practice. Thus, reforence to the case law
prior ta the incorporation of those concepts in this
article will provide a useful source of precedent.
Gilmore, Security Law, Formalism and Article 9, 47
Neb.L.Rev. 658, 671 (1968). Whether a transaction
creates a lease or o security interest continues to be
determined by the facts of each cnse, Subsection (h)

" further provides that a transaction creates s securi-

ty interest if the lessee has an obligation to contin-
ue paying consideration for the term of the lease, if
the obligation is not terminable by the lessee (thus
correcting early statutory gloss, eg.. In re Royer's
Bakery, Inc., 1 U.C.C, RepServ. (Callaghsn) 342
{Bankr.E.D.Pa. 1963)) and if one of four additional
tests ig met. The first of these four tesis, subparn:
graph (1), is that the ariginal lease term is oqual to
or greater than the remaining econamic life of the
goods. The second of these tests, subparagraph (2),
is that the lesses is either bound to renew the loase
for the remaining eeonomic life of the goods or to
become the owner of the goods. In re Gehrke En-
fers., | Bankr. 847, 651=52 (Bankr W.I), Wi, 1070,
The third of these tests, subparagraph (3), is whath-
er the lesses has an option to renew the leass for
the remaining economic life of the goods for no
additiona] consideration or for pominal additional
consideration, which i defined later in this section,
In re Celeryvale Transp., 44 Bankr. 1007, 1014-15



Art 1 GENERAL PROVISIONS § 1-203

Official Comment

(Bankr.E.D.Tenn 1984). The fourth of these tests, The relationship of subssction (b} to subsection
subparagraph (4), is whether the lessee has an ig) deserves to be explored. The fixed price purchase
option to becoms the owner of the gosds for no option provides a useful example A fixed
additional or for nominal additional purchase option in a lease does not of itself create o
consideration. All of tests focus on economics, pecurity interesl. This is particularly true if the
mot the intent of the parties. fn re Berge, 32 Bankr, fixed price is equal to or grester than the rosson-
470, 37T1-73 (Banks. W.0. Wiz 1983). ably predictable fair market value of the goods at
The focus on sconomics is reinforced by subsec- the time the option & to be parformed. A security
tiom (c). It states thot a transaction does not create interest is created only if the option price is nominal
security interest merely because the tramsaction and the conditions stated in the introduction to the
has certain charncteristics listed therein. Subpara- second parsgraph of this subsection are met. There
grap hes no statutory derivative; it states that is m gt of purchase options whose fixed price is less
full payout lease does not per s¢ create & security than foir market vahie bub greater than nominal
interest. Rushton v. Shea, 419 F.Supp. 1349, 1365 that must be determined on the facts of each case to
(D.Del.1976). Bubparagraphs (2} and (3) provide the ascertain whether the transsctio hich the op-
eame regarding the provisions of the typical met tion iz included creates m lease or & security inter
lease. Compare All-States Lensing Co. v, Oche, 42 et

Or.App. 818, 600 P.2d 899 (Ct.App.1979), with In re It was possible to provide for various other per-
Tillery, 571 F.2d 1361 (5th Cir.1978). Subparagraph utations and combinations with respect 1o options
14} restates and expands the provisions of the 1978 to purchase and renew. For example, this section
Official Text of Section 1-201(37) to make clear could have stated & rule to govern the facts of fn re
that the option can be to buy or renew. Subpara- Marhosfer Pocking Co., 674 F.2d 1139 (7th Cir
graphs (5) and (6) treat fixed price options and B62). This was not done because it would unneces-
EEEEE;HEEE& sarily complicate the definition. Further develop-
at the time the transaction is entered into. Compare ment of Lhis rube ks 1= o the woairts.

1981, with Aoki v. Shepherd Mach. Co., 665 F.2d mﬁ.ﬂn.”_ o prow "

1 .



hﬁ Principles

o Oversimplified, the owner/lessor’'s meaningful economic stake in the residual
is the touchstone of a true lease. Ordinarily this means: (a) lessee can't use up the
economic useful life of the goods by leasing them for too long; and (b) lessor must have some
meaningful entrepreneurial stake in the residual (usually, this means some potential for upside
gain or downside loss on the residual). See, e.g., Aerospace v. Comdisco, 113 F.3d 1240 (9"
Cir. 1897} (true lease where economic value of goods not exhausted at end of lease term);
White & Summers, UCC Treatise §30-3, quoting Old Wine in New Bottles, 39 Alab.L.Rev. at 631-2

o “Right to Walk Away.” Without a non-terminable lessee obligation, the transaction cannot be
a security interest. Transactions are true leases, not sales or security interests, where the lessee
has a "right to walk away” without penalty, before becoming the owner or exhausting the economic
useful life of the goods. See, e.g., In re Marhoefer, 674 F.2d 1139 (7 Cir. 1981) (court holds

transaction a true lease, despite $1 purchase option, because lessee was not obligated to continue
the lease for 8 years until the $1 purchase option arose).

o Options. Options to extend lease or purchase the equipment are commonplace. Yet if a “lease”
transaction uses up economic life of the goods, or is the functional equivalent of ownership (e.g.,
if lease has "nominal” option purchase price), transaction is a sale. Options that are “stated to be”
at FMV are within the “safe harbor” of UCC 1-203(d)(1)&(2). An opposite benchmark, defining



Guiding Principles- (cont’'d)

“nominal,” appears in UCC 1-203(d)(2001):

Additional consideration is nominal if it is less than the lessee’s reasonably

predictable costs of performing under the lease agreement if the option is not

exercised.
This non-exclusive definition of "nominal® is satisfied if it is cheaper for the lessee to exercise
the option than it would be to comply w provisions for ending the |ease (e.g., by packing up the
goods and shipping them back to the lessor). See, e.g., In re Our Secret, 282 BR 697 (BkNMex2002)
The cases on "nominal” options are often unilluminating, citing things such as low absolute value or
low percentage of original equipment cost. True test seems to be: An option is "nominal” if at the
outset of the transaction (or whenever the lease is renewed) the only sensible economic choice for
lessee is to exercise the option and purchase the goods, or extend the lease to use up the useful
economic life of the goods.

With respect to fixed-price options, the “irresistible option” or “only sensible economic choice”
test involves a comparison of (a) the dollar amount of the fixed-price purchase option, with (b) the
originally-estimated dollar value of the residual, made at the outset of the lease, looking forward

in time and estimating what the residual will be worth in the future when the option arises. See
UCC 1-203(e)(2001) and Practical Tips



o Document originally expected residual value- see attached samples

o True lease status bolstered by incidental use restrictions- Typical restrictions

in equipment leases may bolster “true lease” status. See, e.g., LTR 9108012 (1991):

(1) Lee barred from assigning lease or subletting the goods

(2) Lee barred from placing liens on the equipment

(3) Owner/Lor retains right to terminate lease on 90 days’ advance rotice

(4) Lee barred from using leased vehicle to tow any boat, trailer, or other vehicle

(5) Use of leased equipment limited to continental limits of the United States

(6) At end of the lease, owner/Lor can “do as it pleases” with the equipment (as opposed to being
under an obligation to dispose of the equipment). See, e.g., Addison v. Burnett, 41 Cal. App.4"
1288, 49 Cal.Rptr.2d 132 (6™ Dis. 1996).

o Safeguards if “lease” is recharacterized- Key Equipment case
(1) UCC-1 financial statement filings (UCC 9-505); UCC Art 9 safeguards for secured creditors
(e.g., granting clauses, lien searches as closing conditions, lien removal provisions, usury
and other loan-related protections)
(2) Ensure that warranty disclaimers ("as is”) are effective, whether sale or lease;
assign Lor's warranty ris against mfg to Lee- provides Lee with a minimum adequate remedy;
in finance leases, exclude Lee's (B's) right to reject or revoke acceptance



True Leases Under Tax Law

Tax authorities state that a transaction is a true lease (and not a sale) for federal
income tax purposes, if the owner/lessor retains “significant and genuine attributes of the
traditional lessor status™ or significant “benelits and burdens of ownership.” See, ey,
Frank Lvon v. United States, 435 U5, 561, 584 (1978); Sun Qil v. Commissioner, 562
F.2d 258 (3d Cir. 1977), cert. denied, 436 ULS. 944 (1978); Larsen v. Commissioner, 89
T.C. 1229, 1267 (1987); LTR 9144001 (May 14, 1991). A true lease transaction is
“imbued with tax-independent considerations, and is not shaped solely by tax-avoidance
features that have meaningless labels attached.” Frank Lyon, swpre, 435 ULS. at 584;
LTR 8515036 {1985). Operating case-by-case, the courts in tax cases have inquired into
(1) whether legal title passes to the lessee; (2) how the parties treat the transactions; (3)
whether the lessee acquired an equity interest in the property; (4) which party pays the
taxes; (3) which party bears the risk of loss or damage to the property; and (6) which
party receives the profit from the operation, retention, or sale of the property. See, ez,
Grodi & McKav Realty v. Commissioner, 77 T.C. 1221 (1981 ).

To decide whether a transaction is not a truc lease, the IRS looks at similar factors
under Rev.Rul. 55-540, 1955- 1 C.B. 39, including (1) whether the lease term extends
beyond the useful life of the property or whether, after a shorter committed lease term,
the lessee has the right to extend the lease, at nominal rental, over the property’s entire
life; (2) whether portions of the periodic payments give the lessee an equity interest in the
property; (3) whether the lessee will acquire title after payment of a stated amount of
“rentals”; (4) whether the lessee’s payvments for a short period of time are an inordinately
large part of the total sum necessary to acquire title (f.e., “front loaded™ payments); (5)
whether the rental payments exceed fair rental value; (6) whether at the end of the term
the lessee can acquire the property for 2 nominal purchase price; and (7) whether some
portion of the periodic payments is designated (or readily recognizable) as interest.’

There are stringent [RS Guidelimes for issuing advance rulings on “leveraged
leases™ in IRS Rev.Proc. 2001-28, 2041 -1 C.B. 1156 (incorporating old IRS Rev.Proc.
T3=21, 19751 C.B. ?Ifi]n An agreement will be considered a true lease under the

] Though Fev.Rul. §5-540 was of particular importance through the 1960%, it “suffered from a
number of deficiencies: some of its principles appearsd incorect or a1 least exaggerated:33 [t did not
prvvide neliable guidance for coses that did not reach the extremes with which it was concerned; and it did
not consider at all the effect on the true lease analysis of nonrecourse lessor debt financing, [33 “For
example, the sugeestion that i rents comain an element r:mgnn-:bl: as the “equivalent of inferest” the
lease lease is a conditional sale i3 appropriate only i the ‘interest’ s interest on a perchase price pmal:l!.e by

the lessee."] Robinson & meﬂw;ﬂmﬂhd 422 pd 17 & o0 33-34 in |

Equipmen! Leasing-Leverpged Leasing (Shrank & Gough 47 ed. 20107 [hereinafter “Robinson & Macon
(20103

4 Together with IRS Rev Proe. 2000-20, IRS Hev_Proc, 2001-28 combines the subsiance of IRS
Flew Proc, 75-28 (checklist for TRS nilings on leveraped leases): Rev. Proc. 76-30 (relating to “limited use

© Edwin E. Huddleson, I11- 2010



Gruiddelines if (1) the owner/lessor has made a minimum 20% “at risk™ equity investment
{i.e., the owner/lessor's consideration plus personal liability to purchase the property is
20% or more of the cost of the property at the start of the deal) which must remain at risk
throughout the lease term: (2) the Lessee Group must have no “investment” in the cost of
the property; (3) the residual value at the end of the agreement equals at least 20% of the
original cost of the property, and the remaining useful life at the end of the lease term is
at least 20% of the original useful life of the property; (4) any lessee purchase option
cannot be exercised at a price less than the fair market price of the goods at the time the
purchase option is exercised; (5) there are no “puts™ giving the lessor the right to cause
anyone to purchase the property; and (6) the lessor must meet certain “minimum profit™

and “cash flow" test. See, ¢ 2 Fobinson & Macon, Tax Aspects of Equipment Leasing

ch. 4 §4:2.3 pp.4-19 to 4-20 in | Equipment Leasing- Leveraged Lcasing (Shrank &
Gough 4" ed, 2010) [hereinafter “Robinson & Macon (2010)"]; LTR 9144001 (May 4,
1991},

Tax authorities agree that the minimum 20% *at risk™ investment criteria of the
RS Gaidelines s “arbitrary and substantially higher than has been required by many
cases that have focused on the equity investment.” Robinson & Macon (2010) at p.4-26.
The cases suggest that 13% initial equity investments, or even 10% initial equity
investments, will satisfy the initial equity investment required fior a true lease, & at pd-
26 & n.35. Transactions are frequently structured, however, to comply with the 2094
Cruidedine figure as a “safe harbor,”

True lease status under tax law also requires that there be some economic useful
lite left in the equipment at the end of the lease.

[T}he case law provides support — indeed, provides the basis — for the Guidelines
requirement of a substantial residual value and remaining wseful life, but it docs
not specify any required minimum residual value or remaining life.[’] As was the
case with the comparison of Guidelines and case law requirements of an initial
equity investment, the cases have found true lease status where the expected
residual values were substantially below 20% of original cost. The cases
generally reject the notion that residual value must be determined without regard
to inflation, with one of the important cases in the true lease arca specifically
reciting as pertinent the enhancing effect on residual value of anticipated inflation.
[Robinson & Macon (2010) at p.4-45, citing Estate of Thomas v. Comm'r, 84

property”); and Rev.Proc. T9-48 (lessee improvements), Technically, these IRS Guidelines “are not
intenided 10 be used for audit purposes.”™ IRS Rev.Proc. 75-21 section 3. Their impast is in fict much
greater and influences awdits. See Robinson & Macon (20007 pp.d-18 1o 4-19, 4-20 n 39,

g “Prios o the Cuideffoes, the IRS informally required that the property have an estimated residual
walue of at least 13% of cost or, i greater, a valee which when discounted to the commencement of the
lease ot 6% annually was at least equal to 5% of cost; and a remaining useful Hife equal o the greater of twe
years and [0% of the property’s originally estimated useful life. Thus, the Guddelines present a mose
aringent slandard,” Robinson & Macon (2010) at p.4-41.



T.C. 412, 429 (1985)]

The cases find true leases where the residuals are at 13% or 15% of original cost. See
Robinson & Macon (2010) at p.4-45 n.106 (collecting cases). Lower residual amounts
may be permissible and consistent with true [ease status in particular circumstances, See
Levy v. Commissioner, 91 T.C. 838 (1988); LTV v. Commissioner, 63 T.C. 3% (1974).

Tax law examines the “facts and circumstances™ of each case, case-by-case, 10
determine whether a ransaction is a “true lease.” Bul it generally focuses on “the
principal aspects of a true lease — the availability to the lessor of a substantial anticipated
residual value in property in which it has made a substantial equity investment, the
enjoyment of which is subject to market forces and conditions, and the oppoertunity of the
lessor, by realizing such residual value, to achieve a substantial economic profit from the
lease transaction apart from tax benefits.”™ Robinson & Macon (2010) p.4-16. The IRS
Cruddedines provide “safe harbor™ guidance. They are a useful benchmark, not a
straitjacket.

November 10, 2010 EDWIN E. HUDDLESON

Similarly, “the most important determinant of the bessor’s tax ownership of property sabject o a
tong-term leveraged lease {3 the expectation and availability 10 ihe lessor of a substantial residual value,
that is, valuable useful life remaining afier the tesm of the leave and debt™ Robindon & Macon (2010) at
p.d=d],
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Dacamber 26, 1985

He, Hary Gallagher-Reff
Assiatant Sacratary
Chienleal pank

L1 Eaet S9th Screst

Few York, New York 10032

Deax: Marpy.

We have made an appraisal of the Ortner *Julck dump" hoppar

=415 (the "Equipment") dascribed in Schedule I for the purposs
of wxpressing an opinion of thate economlc life, the non-limited
Ust nature of the Bquipmant and their fair market value both

8t the cleding dates and at the and of the base leage term,

Halm Finuncial's personnel have over Tifty vears of cumulative
eEpurlence in the railear industry. We have rendarsd opinions
and conducted studias and appraleals for many institutions in
the tanking, insurance, investment, leasing and railroad
indusiries., Wa are also a leading company in cail equl pmants
Fumarketing field and, as such, have sold or leaased thousands

=+ railoacs that have bBaen subject to long term losceg.

It 18 our understanding that tha Equipment will be aeguired

by Chermical Business Credit Corporation, and leasged to B lesses
fthe “"Lessaa™) Bubjact to & twenty-twe year anrd gix month lagas
[the “Lease Term"). These rajlcars are to be used in tha
Lessaes' normal freicht gecvics,

Helm's determination of the econcaic life and fair market value
of the Bguipment is based upon: 1] & thorough knowledge of =he
history af the railcar induktryy 2} indepth digzuseions wieh
raliroad mechanicel, operating and manegement persannel; 3)
discustions with manufacturers' representatives, railecar repalr
and Sales management snd tachnicel  coneulrants; and, 4) the
latest used rallcar sales information available for gimilar
*Juipmers,




Dacemhar 18, Ll¥gs
Ma. Mary Callaghear-pess
Fags Two

Baped gpon sgr findings and the afors Rentioned information,
“e advise you that, in our apinlong

8} The fair market value of the Equipment as of ehe
cempactive closlng dase Por Bach unit is wgual to
Lhe Purchase Price mgb forth in Schedula I,

L= Wit

“*lation duzing the Leass Term, and after subtracting
ANy ZoebkE to kha lassor for removal ard delivery of
the Equipment at sthe spd of Ehe Leape Term, the fair
Tarkot value of the Equipment at the snd of the Lesas
Term will be in sxcogn of 20 parcent of Lkg ariginsl
CDET .

e dineluding any sffect for inflacion or

) The sstimeesd yseful Life of oach onie af Equipmant
2n the closing date with Fedpect to such unit {s mgoal
O Ae leag: 135 mercent of the Lostse Term,

Wl The Eguapsient ig, amd will ba, suitablae for use
¥ Aumecous wegrs othar than the JWnar, Lesses, of
any Akwignee of che Lasses or eny affilinte of any
6f LA Foregoity ar any ime durlng L{ts ueeful 1ife,

“ur opindon ralimg an the assunptisn thae b EJuipment will

G mnontained in conformance with the maintenance PEavisiona
Tenteired in the lesps and wWilil be returned in the condition
EEHuirwd by the leass arnd That the market for gges tgulpmant

“f Liie Returs ak tha Tarmination of the Lesge Ters will reflece
A Lrususl pondit) sng of Fupply and damand.

IL ¥0u héve any Jiegsions, Pleaze do not heoiteke o call,

Fimey i g
defT £ E

-

e e v ke

Jf Righacd
FIBALSwmE

Firenfner
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Hay 7, 1987 Fils Reference: 34-3707-F

Cramical Bark
277 Park Hvearum
haw Yoxk, Mew York 10027

Attention: Mr. J. wermeth Blegen
dssociate

Gent Lemer

At your reguest, we have jnspscted and nppraisad the warehouse
conveyor distributlon equipment (the mEquipment™) located in Wast
Sacramento, Celifornis. It is our understanding that this Equipment
i§ currently belng lessed to S5 (the "Lesses™) for » perica
of twelve (12) years (the "Lesss Tafm") and the original cost to the
Lessor (United Leasing Trust mo, 82-1), a3 of September, 1987 (the
“"Leass Cosmencement Dabe™), was £13,384, 445, This Equipment was
origirally appraised by marghall and Stevens at leases commencemant
ireport refersnce #14-2875 dated September 1%, 1982),

Dur Investipations Lnvolved & study of the history and evoelut {orary
background of equipment of this type. In addition, ws hava held
discussions with various marufasturers and other users to determine
the rellabliity of the subject equipment snd recommended: maintersrcs
palicles. We also have discussed gareral maintenance historical
market trends and sales of similar type of squlipsant in the secondary
market t convarsatlons with used sguipment daslers and LISETs, A3

well as scturers. A parsoral inspection of the equipmant was
made on April 29, 19@7.

To formilats our oplnions, we have reviewsd Lhe aquipment
specifications together with thelr sstimated costs. We are familiar
with the comeyor industry and kesp sbresst of techno {eal
sdvarcement in this fisld, wWe slsé have conducted praliminary sariet
surveys of current and future demands for products of this type.




Wr. J. Keonpth Blsgen 7, lsay
Chamicel Berk m:

The purposes of this investipstion end apereisal are as follows:

1. To exprazs s opdnion us to the Economic Ussful

Life of the £ by Revarue
Procedure 7 | i-tﬂ“miu spplementad
by Revenus T3-20 Section 4.07 (£),

2. To express sn on af the Falr Herket velus of

the equipment ot the end of the spscifisd lssse as

The snglnsaring end sccounting cost date and Information for the

Equipment that was used in this sporaissl study was made svallable to

Marshall and Stevers by The appraisel studles Included

Interviews and ciscussina with refirasentatives of and

other project participants, '

DEFINIT I0MS

In our Investigetion and corclusions we have adopted the following
dafindtions;

Econemic Ussful L1fs

The estinated perlod of time over which it i
enticipated that an asset may be profitably used,

Falr Market val

The amount for which an saset would exchangs
batween & willl nd a willing seller, each
having a um.ﬁu edga of all partinent

facts, neithar '"i"f under compulsion to buy or
:lll,'ind with squity to bath,

Rasidual Valus |

The Falr Harket valua of |n-|mt at & given polnt
of time in the futurs,




Mr. J. Kenneth Bisgen Wy 7, 19e7

Chemlcal Bank Page 3 !
DESCRIFTION OF EQUIPMENT

Tha Equipment included in this lsass transaction is composed of a

sarshouss conveyor system de , manufactured and {nstelled by

Rapistan Division, Lsar-S1 Im.. Grand Raplds, Michigen and ,

located in the Lesscels warshouss ot Sscremento, Califgmia, tnn!t.rﬂ.
vith certaln related equipment scguired from, or installed by, Lod

Hats]l Tech, Inc. and Thisl Stoyctural Stesl, Tnc., Including, but m'f.
1imited to, the following ftess:

Recks, Shalving and Platforss
Rollers and Bolts :
Corvayors, Olverters ent Chutes
Flek Cars

Scarers end Microprossasar
and all Associsted Elsctricel Motors and Controls. '

The major portion of thn Equipment is marufectured by Rapistan, which
is ndustcy lesder in conveyor equipment, Rapistan, established In
is widely known and has an excellest reputation for
h:tunng ouslity products, The Rapistan systems included in this ;
isase trarsaction ere still relatively state-of-the-art and Repisten [
provides service for all of thelr nt worldwide. Raplsten does |
nat offer eny trede=1n policy, bt thers is & hm ussd market for
conveyor equipment LT 1t s In good condition, T® Are also &
mutber of resarieting companiss that specislize In relocating used
systonsa., The two other mmjor manyfecturers ln the warshouse comveyor
Industry are Interlake and Buschman.

ECTHOMIC USEFIL LIFE

A standard method for estimsting norsal life; or menmaining usaful
1ife, of machlnery snd equipment would be to rely on pest studles of
various property classes and detaraine an effective age for tha

belng appralsed, taking inko comsideration improvéments to
the propsrty which reduce the effect of physlcal deprecistion.
Further adjustments could be made to reflect technological changes end
sititudes in the marketplecs.




Mr. J. Kevvwth Blsgen iy 1997
Onemical Bank mil

In our previous meeting with parsormal from e
discusand current mal nintenance,

m.ll'l'.l::
scheduled downtims for r repairs and refurbisheents, and pest
changes and future plans for the Eulpment. We also talked sbout the
mmhmi %:-1 cendition of the Eguipment as well &s its tachnologlcal
tlan.

Since the Eguipment under consideration conalsts of different
classifications of equipment, suffering differing smounts of ical,

technological, and economdc latien, sach class has besn studisd
relative to its wsconoalc- yse 1iTe. Based upon the mathodsl
duscribed sbove, we fesl that the equiprent will nave an i

Useful Life of not less than 20 years (as of September, 1982).
RESIDUAL VALLE I

Assuming proper maintenance 1s performed on the Eguipment undar study,

it is gauihlu: to estimats & reslowl value st the end of the Base

Lease Term., Agalin, the property method of establishing resicusl velus

s to mnalyze each classificstion of equipment, As mentioned esrller

in this report, we disoussed at grast langth the mgintenance |
procecures currently belng implesented, pnd we fael that dus to BRe .
excellent maintenance belng implemented on the sguipment and its !
top-of-the<line quality and conditlon, the Useful Life and Residus)

Value of the Eguipment would sxcmed the Industry average, For

purocses of this erelysis, calculations have been made in current

dollars and in resl finfhtudi dollars to estimate the future values

of the subject Eguipsent.

in the previous section, an estinats was made Lo ascertaln the

resalning useful 1ives of the varlous equipment classifications.

The sralysis Included allowances for physical , technologicel and -
economic deprecistion. Since all causss of depreciation ware taken

into sccount for utiutlr?n:ml.nh-u useTul 1life, it is possible Lo |
establish residusl veluss for esch type of Equipment. For the

putposes of this analysls, the Egquipment is hair? valued in-place ss

an operating antity and disrantled on a placemesl basis.

Our conclusion of the estimated Marikst Yalus of the squipment, in
current and real (inflated) dollers, st the end of the 12 year base
lzase term is shown in the summary of concluslions.




Chenisal Bk ﬁ.r}*w

Based upon these Investipations and sralyses, Marshall and Stevers
Iresrporated stutes its oginion that:

(a) The econcmic Useful Life of the equipnent at lesse

(b}  An smount egual to st least 3% of the oripinel
cost of the squipsent is a ressonable estimete of
what the Falr Mariat Valus-in<lse of such items
wlll be as of the pnd of the lsase term for suoh
items without Inclbding (n such emount iy incresss '
or decrsase for infle or deflstion during the
leass term;

(e} An smount squal to at lsast %1% of the original
cost of the egulpment is a ressorabls sstimate of
what the Falr Market velue-in-iss of sush {tems: [
will be s of the end of the leszs term for such
items, including sn incresse for inflation during |
the lease term wt s 3.9 rate;

{d)  An emount squal to st least 21% iz & reascrnable
estinate of what the Falr Merket value (plecemsal )
of the mouipment will be at the ernd of the leass
term without Ireluding ey Increase for inflation |
of decressa for deflation during the lsass term;

(e} An smount egual to at least 2% s & reasonable
estinate of what the Falr Market value ( scomenl )
of the sguipment will be st the and of LE. lasss

term Including en Incremss for Inflation during the I
lease term at ¢ 3.9 rate.




Mr. ), Merveth Sisgen May 7, 1987
Chemice] Bari p..:.i

Harshall and Stevens Incorporatad 1s-en appreisal firs that provides
mmw sérvices on s ratioral and intsrnations]
basls. 1 ared Stovers | vary fanllinr with the conveyor and
varshousing industry ang has provided numerous valuation seryices
within thess industriss, A cogy of this report, ther with the

inforeation from which {t-wss hes been ned in our
document flles and ds |h11|a11-ﬁ_ t-:-in upon raguest .,

Yery truly yours,

M O Skatign. p e
M% STEVENS IMCORPORA oy A m:'n;u“m

/op

MAREHALL AMND ETIYRS BETFRtRLTID




——— o — - a —— e ——
e - LA s i | o] FTRLGE |
.l CEOLF TRERLSORLE THIEL]

Lo ] [ 3 EEEC LT & S LV B RS
(£ Thg 1] whit" e L 4] [ TR T [ B =T TR T T T
L & | L BN el " o L=y T LRI BOLLENEC FWiEidvl (Th

LN Sy T i iericeno n__-___-...l-..l IEF
| =EE=g) e e ] {inl LB 8] L1 = ] iEE- L2 L-TRETE & - RN - PN

TR A YA k- B IRt Tl AT WL BEa]

e b TWED | Tena | e i | Tek D=

st d [
¥ FEaiEss
L
VICERE TV DR
i




SIATRENT o7 PROcELW, Povicies

All relsted facts, comments snt skatistical informetion set forth in
tne report have been cbtalned from sources bellsved to b
knowledgeable, relisble snd stEurete.

All oplnlons of Market Velue bised on the foregoing mre those of
Marshall and Stevens Incorporated utilizing widely recognized end
spproved appralsal methods, Our conclusions sssume the existercs af
poucent managemsst policies ovet whetever perlod is ressornabls and
necessary to malntaln the charscter snd Integrity of the Fecllity. we
Gssane no responsibllity For changes In merket conditions or for the
inaoility of the owner to locefs & purchasar at the appralsed valus.

The fee estadlished for the Formulation and reporting of thess
concluslons has not besn contingent upon the values or other opinions
presented. Helbher the aporalssrs rmor any officer of Marshall and
Stevens Incorporeted has any direct or Indirect Interest in The
Property apuralsad.

The written consent and approvel of Marshall and Stevans Incorporated
1s required for the conveyance of all or ury part of this resort to
the general public through advertising, publie relations, mews, sales

of olther suach medls. -




