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What’s New in
The Law

By Robert W. Thne

TRUE LEASE VERSUS

SECURITY INTEREST

In re Hunt, 2015 WL 6501074
(Bankr.D.Idaho Oct. 27, 2015)

Debtors in bankruptcy ob-
tained financing from a friend
to purchase a small plumbing
business, including various
property related thereto. When
the debtors attempted to argue
that the property was not prop-
erty of the bankruptcy estate,
but instead was being leased
under a (true) finance lease
under Idaho Ilaw, the court
concluded that the agreement
between the debtors and their
friend was instead a disguised
security interest — since the
agreement indicated that the
debtors would own the proper-
ty at the end of the transaction
(when they had completed all
payments to their friend) for no
additional consideration.

In the matter of Wells (Wells v.
American Financial, Inc.), 2015
WL 3862969 (Bankr.N.D.Ala.
June 22, 2015)

The debtor in this bankruptcy
claimed that its 91-month auto-
mobile lease with the defen-
dant finance company was not
a true lease. The court agrees
with the finance company, find-
ing that the purchase option in
the lease of $3,445.05, repre-
senting about 20% of the origi-
nal purchase price of $16,300,
was not nominal, citing a U.S.
Court of Appeals for the Sixth

continued on page 3

New FASB/IASB Lease Accounting Rules to
Be Issued Soon

Overview and Implications

By Bill Bosco

cial Accounting Standards Board (FASB) have completed decision-making

meetings and the respective staffs are drafting the final rules, which will
be signed and issued this month. The IASB and FASB will issue separate rules
as they have chosen two different models for lessee accounting. They both have
adopted the same lessor model with a few minor differences.

The transition year for public companies will be 2019 (fiscal years beginning af-
ter Dec. 15, 2018) with SEC-required comparative balance sheets for 2018 & 2019,
and comparative P&L for 2017, 2018 and 2019. For U.S. private companies, the
transition year will be 2020 (fiscal years beginning after Dec. 15, 2019) with two
years’ recommended comparative balance sheet and P&L, although not required.

FASB VERSION: LESSEE ACCOUNTING

The FASB retained the current classification rules with minor changes. This is
very good news — the 75% of useful life and 90% PV of asset cost/value bright
lines will remain as guidance to determine lease classification. It will still be im-
portant that leases be classified as operating leases by lessees for reasons stated
below.

The FASB capitalizes operating leases with terms greater 12 months with the lia-
bility not presented as debt, rather as an “operating” liability like accrued expenses
(as an example) and P&L cost is the straight-line average rent expense (same as
current GAAP). The capitalized operating lease asset (right of use or “ROU” asset)
is also presented separately from finance lease assets. The impact of presenting
the operating lease liability as an operating liability is that it will not cause debt
limit covenant breaches and will not impact debt to equity ratios. The impact of

The International Accounting Standards Board (IASB) and the U.S. Finan-
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FASB/IASB Rules

continued from page 1

maintaining the straight line rent ex-
pense is it closely matches the IRS
tax treatment so there will not be
any new deferred tax assets and it
will not erode equity and earnings.
The impact of reporting the capital-
ized operating lease assets separate
from other assets is that allows tax
compliance, regulatory capital calcu-
lations and lenders’ analysis of col-
lateral to be done as easily as is done
under current GAAP.

Finance leases are treated the
same as current GAAP for capital
leases, as discussed below.

IASB VERSION: LESSEE
ACCOUNTING

There are no classification tests
for lessees as they treat all leases as
capital/finance leases.

Bill Bosco, a member of this news-
letter’s Board of Editors, is the Prin-
cipal of Leasing 101, a lease consult-
ing company. He has been on the
EFLA accounting committee since
1988 and was chairman for 10 years.
He is a frequent author and speak-
er on leasing topics and has been
selected to the FASB/IASB Lease
Project working group as the ELFA
representative. He can be reached
at wbleasingl01@aol.com, www.
leasing-101.com or 914-522-3233.

FASB Version

Key Ratios/

Measures

All leases (except for short term
— < 12 months and except for small
value (< $5,000) items) are capital-
ized using the model for current
capital leases — the liability is pre-
sented as debt, the asset is com-
mingled with finance lease assets
and the lease cost is front-ended,
that is, the expense is a combina-
tion of straight-line depreciation of
asset and imputed interest on the li-
ability, each reported separately on
the P&L statement. The impacts of
the TASB one-lease model will be
severe. Debt covenants will be bro-
ken, large deferred tax assets will
be created, earnings and equity will
be eroded, most financial ratios and
measures will be worse, banks will
have to raise more capital (to make
up for the front ended lease costs,
to apply to the operating lease ROU
asset that is not separately reported
and to cover the deferred tax asset
created by the front-ended costs),
and lessees will see the need to
keep records under existing GAAP
to provide information for reporting
for tax, regulatory capital and lend-
ers’ needs.

FASB/IASB COMPARISON OF
RATI0S/MEASURES CHANGES

Some financial ratios and mea-
sures will change for the worse and
the results for U.S. companies vs
IASB companies will be different as
follows:

TASB Version

better: rent replaced by

Efficiency Ratio

EBITDA no change L. .
amortization & interest

Gross Margin no change no change

Operating i i better: rent replaced by

amortization

Current Ratio

worse: asset not cur

worse: ROU asset not current

Quick Ratio worse: add’l liab

worse: additional liability

Net Worth no change no change

Debt/Equity worse: additional debt + eroded
. no change .

Ratio equity

Return on , worse: additional asset + front

worse: add’l asset

Assets ended costs

Return on worse: less equity but front
. no change

Equity ended costs

continued on page 3
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FASB/IASB Rules

continued from page 2

Lessor Accounting

The IASB and FASB are substan-
tially converged — keeping current
GAAP with some exceptions:

1. The FASB drops leveraged
lease accounting, grandfa-
thering existing leases on the
transition date. The implica-
tion here is that there is still a
window to do leveraged leas-
es and they will be grandfa-
thered. They will be able to be
traded after the transition date.

2. The FASB changes sales type
lease accounting for those
leases where third-party insur-
ance/guarantees are needed
to pass the 90% test — in that
case the gross profit is amor-
tized with lease revenue as
opposed to allowing for up-
front gross profit recognition
as per current GAAP. To my
knowledge, this will not im-
pact many manufacturers and
dealers. They still will be able
to get more accelerated rec-
ognition than if they did not
purchase third-party insurance
as operating lease treatment
forces a straight line recogni-
tion of gross profit on sale.

3. Both require guaranteed resid-
uals to be considered in lease
classification but they recorded
as a residual (physical asset)
rather than a lease payment (fi-
nancial asset). The implication
is that it will be difficult to se-
curitize the guaranteed residual
— it may end up being an on
balance sheet financing.

4. We are not sure if ITC/tax
grants will be expressly treated
as revenue in a finance lease.
The implication of not treating

it as revenue is that the eco-
nomic yield and reported rev-
enue of a lease with ITC/tax
grants will be distorted, ap-
pearing to be well below mar-
ket and the benefit of the ITC/
tax grant will be buried in tax
expense. We have to wait to see
the final words in the rules.
Otber Items

Variable rents based on an index
or rate are lease payments subject
to capitalization at the spot rate —
IASB requires rebooking when rents
change — FASB requires rebooking
only when another event causes the
lease to be rebooked.

Residual guarantees in TRAC/
Synthetic leases are capitalized at
their expected value (what the les-
see is likely to pay) — the amount
is usually zero. This outcome should
make TRAC-like structures with les-
see residual guarantees more popu-
lar, as the capitalized amount is only
the present value of the rents and
the present value (likely zero) of the
amount expected to be paid under
the residual guarantee.

Sale leasebacks with fixed pur-
chase options are not sales unless
the lessee is acting as an agent, not
a principal, or when the lessee does
not control the asset at the time of
the sale leaseback. The resulting ac-
counting for a failed sale leaseback
leaves the asset on the books of
the lessee and the leaseback is ac-
counted for as debt. The lessor also
accounts for the transaction as a
financing. This outcome will cause
lessors that use sale leasebacks to
fund their portfolio to take steps to
insure they do get lease treatment.
This outcome will also cause les-
sees and lessors to add steps to the
process of leasing new assets where
a sale leaseback is used to insure
lease treatment.

Initial direct costs definition is
changed to include only third-party
costs. The implication is that more
costs will be charged to current
earnings than under current GAAP
and there is a different treatment for
loan vs lease IDC — many think this
is not logical.

The lessee and lessor must bifur-
cate non-lease components of gross
or bundled billed payments (leases
with a service component). Gross
billed leases are common in real es-
tate and full-service truck and rail
car leases. The lessee must use ob-
servable market pricing of one of
the components to estimate the bi-
furcated amounts unless the lessor
divulges the breakdown. The les-
see capitalizes the present value of
the lease component only, although
the lessee can elect to capitalize the
full payment. Lessees will demand
a breakdown of the lease and ser-
vice components because observ-
able market evidence is generally
not available. Lessors generally view
the details of their pricing as propri-
etary and will not divulge the break-
down. The alternative of capitalizing
the full payment is not acceptable to
lessees, as it would cause the lessee
to capitalize amounts significantly
in excess of the cost of the asset.
CONCLUSION

The U.S. market should see little
change in new business volumes, as
the FASB chose an approach that al-
lows the lessee financial statements
to reflect the economic substance and
legal and tax reality of operating and
finance leases. The reasons for leas-
ing still remain strong, especially be-
cause accounting is not the major rea-
son that companies decide to lease.

A summary of the general reasons
why customers lease and how those
reasons fare under the FASB’s ver-
sion of the proposed new rules is
contained in the chart on page 4.

What’s New

continued from page 1

Circuit decision holding that a 10%
purchase option was not nomi-
nal. In the course of so conclud-
ing, the court stated, “The Plain-
tiff, while arguing the payment

option is nominal, asserts that the
buyout amount represents 38.8%
of the value of the vehicle at buy-
out. Whether the payment repre-
sents 20% or 38.8% of the vehicle’s
original value, the Court finds that
the payment is not nominal using
either calculation.” It is difficult

to be sure, but the court may be
misunderstanding the plaintiff’s
point. If the plaintiff was claiming
that the amount represented 38.8%
of the vehicle’s value at the end of
the lease — as opposed to 38.8%
of the vehicle’s original value —

continued on page 4
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Reason for Leasing

Raise Capital

Details

Additional capital source, 100%
financing, fixed rate, level payments,
longer payment terms, avoid
impacting debt limit covenants, lease
cost in operating budget

Status After Proposed New Rules

Still a major benefit versus buying
financed by a bank loan/debt
especially for small and medium sized
entities and non-investment grade
lessees with limited sources of capital

Low cost capital

Low payments/rate due to tax
benefits, residual and lessor low
cost of funds; implied equity vs.
the capitalized lease amount is less
than actual equity required when
borrowing to buy

Still a benefit versus a bank loan and
owning the asset

Tax benefits

Lessee can’t use tax benefits and the
lease vs. buy analysis shows lease
option has lowest after tax present
valued cost

Still a benefit

Manage assets/residual
risk transfer

Lessee has flexibility to return asset

Still a benefit

Outsource servicing of the leased

Service Still a benefit
assets.
. uick and easy financing process .
Convenience Q . v icing p Still a benefit
often available at point-of-sale
Still a benefit as regulators should still
treat ROU assets as “capital free” as
Regulatory Capital issues they are an accounting contrivance
and do not represent an asset in a
bankruptcy liquidation
Still a partial benefit if the present
valued capitalized amount is less than
Accounting Off balance sheet the cost of the asset, should be true

for high residual assets and the impact
of tax benefits

0,
—_— 0‘0 J—

What’s New
continued from page 3

there may have been a good rea-
son to conclude that the lease was
not a true lease inasmuch as that
might have represented a bargain

Robert W. Thne, a member of this
newsletter’s Board of Editors, is an
attorney with more than 25 years of
experience in commercial financing.
He may be reached at robert.ihne@
gmail.com. The author gratefully
acknowledges the assistance Ed
Gross, Christine Luong, Rebecca
Rigney and Deb Abram of Vedder
Price Kaufman & Kammbholz, P.C. in
the preparation of this update.

purchase option (if such a bargain
was determinable as of the incep-
tion of the lease).

GEO Finance, LLC v. Univer-
sity Square 2751, LLC, 2015 WL
1637310 (U.S.Dist.Ct. E.D.Mich
April 13, 2015)

Amid a rather complex set of
facts was the central question of
whether the agreement to finance
a geothermal water supply system
was a true lease or a security in-
terest. The court correctly noted
that the fact that the equipment
consisted of fixtures does not it-
self answer the question, since
the UCC permits fixtures to be the
subject of a true lease as well as of
a security interest. While analyzing

the status of the transaction under
UCC 1-203, the court focused espe-
cially on whether the agreement’s
purchase option was “nominal”
(which would thereby convert the
lease to a security interest) accord-
ing to that Section’s statement that
“Additional consideration is nom-
inal if it is less than the lessee’s
reasonably predictable cost of per-
forming under the lease agreement
if the option is not exercised.”
The court reasoned that the large
purchase option amounts were
likely substantially higher than
lessee’s cost of performing during
the original term of the lease, and
therefore had not been proven to

continued on page 7
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Chapter 11 Plans of
Reorganization and
Equipment Lessors

Protecting Lessors’ Rights
By Deirdre M. Richards

Filing Chapter 11 is a very ex-
pensive proposition these days.
The filing fees, coupled with the
astronomical attorneys’ and special
litigation counsels’ fees, plus the ac-
countants’ fees, are just a few of the
expenses for a debtor-in-possession
(“DIP”). So what does this mean for
us as equipment lessors? It means
we must react accordingly and often
very quickly to protect ourselves.

It means that many company DIPs
set up their exit strategy before they
file Chapter 11 to minimize the time
that they are in a Chapter 11 bank-
ruptcy proceeding and thereby min-
imize their costs for attorneys and
other fees that the DIPs incur. That
equates to us, as equipment lessors,
having to play catch-up after being
taken by surprise by a slew of so-
called “First Day Motions” (such as
Motions to Approve Cash Collateral
or Debtor-in-Possession Financing,
Motions to Pay Pre-Petition Wages,
Motions to Pay Utilities, Motions
to Pay Critical Vendors, Motions to
Employ DIP Attorneys and others
similar motions). You might even
see a Motion to Sell Substantially
All Assets of the DIP, or a Disclo-
sure Statement and Plan of Reorga-
nization filed just a few weeks after
the Chapter 11 filing. Just as we are
reading the court orders on the First
Day Motions, we are inundated with
additional pages of documents to

Deirdre M. Richards is a partner
at Fineman Krekstein & Harris PC
in Philadelphia. Ms. Richards con-
centrates her practice in bankruptcy
litigation, loan workouts and com-
mercial litigation in Pennsylvania,
New Jersey and Delaware. She is
also a member of the Legal Commit-
tee for the Equipment Leasing and
Finance Association. Contact her at
drichards@finemanlawfirm.com.

read and analyze in order to protect
our rights before it’s too late.

At this point the equipment les-
sor might have already decided to
engage its own attorney to review
the various DIP motions for their
respective impact on the equip-
ment lessor. It is generally best to
know what relief the DIP seeks and
determine its impact on the equip-
ment lessor before there is a bind-
ing court order permitting the DIP
to infringe on an equipment lessor’s
rights.

Two CRITICAL DOCUMENTS

There are two essential docu-
ments a lessor should examine once
it has been learned that a bank-
ruptcy petition has been filed. One
is the Disclosure Statement, which
is more detailed and describes the
Plan, and the other is the debtor’s
Chapter 11 Plan. These are by no
means the only documents that an
equipment lessor should review, but
these documents are extremely im-
portant. The culmination of a DIP’s
Chapter 11 case is to have the bank-
ruptcy court conduct a confirmation
hearing and confirm a DIP’s Plan.
However, the first step in that pro-
cess is the court’s approval of the
DIP’s Disclosure Statement.

The Disclosure Statement (“DS”)
is a document the DIP files as a
requirement of Bankruptcy Code
§ 1125 that the DIP provide “ade-
quate information” to its creditors.
“Adequate information’ means in-
formation of a kind, and in suffi-
cient detail, as far as is reasonably
practicable in light of the nature and
history of the debtor and the condi-
tion of the debtor’s books and re-
cords, including a discussion of the
potential material Federal tax con-
sequences of the plan to the debtor,
any successor to the debtor, and a
hypothetical investor typical of the
holders of claims or interests in the
case, that would enable such a hy-
pothetical investor of the relevant
class to make an informed judg-
ment about the plan ... .” 11 U.S.C.
§ 1125. The DS is helpful in allow-
ing an equipment lessor to review a
Summary of the Plan and the Plan’s
treatment of the lessor as well as a

general description of why the DIP
filed bankruptcy and what it intends
to do before it exits bankruptcy.

However, the reading does not
stop there because the equipment
lessor must read the Plan to make
sure of its treatment. The Plan pro-
vides for the treatment of the DIP’s
creditors, including the equipment
lessors. You want to read it with an
eye toward how you will be treated
as an equipment lessor. Plans may
set forth a general treatment such
as — all leases are rejected unless
otherwise assumed. You may re-
alize that the two documents are
somewhat repetitive, but the DIP
is required to file both documents
and the DS is the more descriptive
document. A Plan usually contains
a phrase to the effect that if there
are any inconsistencies between the
DS and the Plan, the language of the
Plan controls.

THE DIP’S MOTION TO
APPROVE THE DISCLOSURE

STATEMENT

In addition to the DS and Plan,
the lessor should also be prepared
to read the Motion to Approve the
DS. This motion generally summa-
rizes the DS, and it attaches to it the
DS and the Plan.

THE MOTIONS TO ASSUME
AND THE MOTIONS TO

REJECT LEASES
Throughout a bankruptcy case, a
DIP may file one or more Motions
to Assume Executory Contracts and
Unexpired Leases (“Motion to As-
sume”) and it may file one or more
Motions to Reject Executory Con-
tracts and Unexpired Leases (“Mo-
tion to Reject”). The best way to
think of these motions is that they
are the DIP’s mechanisms to rid it-
self of undesirable leases and keep
the desirable leases. This decision is
made based on the DIP’s business
judgment and any challenge to the
decision to the DIP’s decision to as-
sume or reject will be confronted
with challenging the DIP’s business
judgment. A court must approve the
DIP’s decision to Assume or Reject
a lease. Generally, an equipment
continued on page 6
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Chapter 11
continued from page 5

lessor will want to protect itself from
an adverse decision and a lease can-
not be both assumed and rejected.
LEASE ACCEPTANCE OR

REJECTION

DIPs use their business judgment
when deciding whether to assume
or reject a given lease. The empha-
sis of this article is not so much
to understand why a DIP may as-
sume or reject an Unexpired Lease
or Executory Contract, but what an
equipment lessor may and should
do to protect its rights after the DIP
decides to either assume or to reject
a give lease.

The best place to start is Bank-
ruptcy Code § 365. Section 365 pro-
vides, in relevant part:

“(a) Except as provided in sec-

tions 765 and 766 of this title

and in subsections (b), (¢), and

(d) of this section, the trustee,

subject to the court's approval,

may assume or reject any ex-
ecutory contract or unexpired
lease of the debtor.

ek

(b)(1) If there has been a de-

fault in an executory contract

or unexpired lease of the debt-
or, the trustee may not assume
such contract or lease unless, at
the time of assumption of such
contract or lease, the trustee —

(A) cures, or provides adequate

assurance that the trustee will

promptly cure, such default

other than a default that is a

breach of a provision relating

to the satisfaction of any provi-
sion (other than a penalty rate
or penalty provision) relating to

a default arising from any fail-

ure to perform nonmonetary

obligations under an unexpired

lease of real property ... .

A LESSOR’S OBJECTION
TO LEASE ASSUMPTION

In a DIP’s Motion to Assume, it
will include a “Cure” amount. That
is the amount of money that the
DIP owes the equipment lessor for
a prior default under the lease. If a

lessor does not object to the cure
provided by the DIP, the DIP’s state-
ment of the cure amount is control-
ling. Practically speaking, an equip-
ment lessor whose lease is subject
to a Motion to Assume, should file
an Objection to the Assumption if
the cure amount is incorrect. If not,
the cure amount as stated by the
Debtor will be the cure amount or-
dered by the court. Some DIPs just
put a $0 cure, and leave it up to the
lessor to object or get $0.00.

A LESSOR’S OBJECTION

To LEASE ASSIGNMENT

A DIP’s Motion to Assume will
generally provide that the lease is
to be assigned to an assignee of the
DIP’s choice. For example, if your
lease is to be assigned to the DIP’s
purchaser, you may want to file an
additional objection if you are not
confident that the purchaser has
the financial wherewithal to provide
you with adequate assurance of con-
tinued performance under the lease.

A LESSOR’S FILING OF
A REJECTION DAMAGES’

PRrROOF OF CLAIM

As set forth herein, a DIP’s deci-
sion to reject a lease subject to its
own business judgment. Pursuant
to the Bankruptcy Code, a rejection
of a lease constitutes a “breach” of
such lease. 11 U.S..C. § 365(g). I will
therefore not address filing an Ob-
jection to the Debtor’s Motion to Re-
ject. If you decided to question the
DIP’s business judgment you will
need a lawyer to go to court for you
with experts to challenge the DIP.

This article addresses what you
should practically do if the DIP files
a Motion to Reject your lease and
the court orders the lease rejected.
The Order Rejecting the Lease will
generally provide you with a dead-
line to file a Proof of Claim for Re-
jection Damages. A typical method
for such a calculation would be to
take the past due payments and
the stream of all future payments
(discounted to present value) and
subtract any mitigation such as sale
proceeds from the returned equip-
ment or the present value of the
rent stream from future leasing of

the item. A lessor can add expenses
of re-letting and attorney fees if or
when the lease permits.

THE DIP’S PLAN AND THE
TREATMENT OF UNEXPIRED
LEASES AND EXECUTORY

CONTRACTS

If your lease was not otherwise as-
sumed in a Motion filed by the DIP
to Assume Executory Contracts and
Unexpired Leases, you will have to
look at the Plan’s Schedules or Ex-
hibits because they usually have the
treatment of each of the leases. If
you believe there is a problem with
the cure amount stated in the Plan
for your Lease, you should Object to
Confirmation and Cure.

A DIP’s Plan may refer to a Plan
Supplement or Exhibit containing
specific treatment of the leases. The
Plan may state that the Plan Supple-
ment or Exhibit will not be filed
until a week before the Confirma-
tion Hearing and after the Objection
Deadline to Confirmation. If this is
the case, the DIP will generally pro-
vide a second Objection Deadline
for Objections of Lessors to Cure.
As set forth herein, cure is defined
earlier in this article as the amount
of money that the DIP agrees to pay
the lessor to cure the DIP’s prior
default under the lease. Under this
scenario, if a lessor does not object
to the cure provided by the DIP be-
fore the objection deadline for the
Plan Supplement or Exhibit, the
DIP’s statement of the cure amount
is controlling.

CONCLUSION

A DIP that seeks to sell all of its
assets often assumes and assigns
some of its leases. In response, an
equipment lessor must not just file a
Proof of Claim, but also review the
Motions to Assume or Reject as filed
by the DIP, the DS, the Plan and any
of its Plan Supplements regarding
the treatment of the particular les-
sor. The Chapter 11 process occurs
at a fast clip now, so the equipment
lessor should monitor a lessee’s
bankruptcy case accordingly to pro-
tect its rights.
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be “nominal.” The court missed
the point of this Code provision,
however, since the Code’s (per-
haps not very clearly stated) point
is to compare the purchase option
amount with the lessee’s cost of
performing its end-of-lease obliga-
tions. If such end-of-lease obliga-
tions are more expensive, then the
lessee has a clear incentive to ex-
ercise the purchase option and be-
come the owner of the equipment
rather than expend a good deal of
money to, for example, return the
equipment (even if that option is
for a substantial amount of mon-
ey — not the usual understanding
of the word “nominal”). The court
concluded that the agreement was
a true lease with the lessor retain-
ing a meaningful residual interest
in the equipment. The court failed
to inquire, perhaps because the
parties did not raise the issues,
either: 1) whether the lessee may
have been “economically com-
pelled” to exercise the purchase
option (for example, because the
leased equipment was difficult or
impossible to identify, disassemble
and return); or 2) whether the les-
sor may have been responsible for
removing and returning the equip-
ment for a prohibitively expensive
amount. In either of such cases,
there would be a strong argument
that the lease was in fact a security
interest.

In re Gutierrez (Gutierrez v. Pop-
ular Auto, Inc.), 2014 WL 3888277
(Bankr.D.Puerto Rico Aug. 8, 2014)

The debtor/plaintiff in this
bankruptcy proceeding had en-
tered into a motor vehicle lease
for 72 months with an option to
purchase the vehicle for $0.00
plus a charge of $150.00. After the
plaintiff argued that this lease was
in fact a security interest, the ve-
hicle lessor pointed to a provision
in the lease stating that the lessee
agreed the lease was a financial
lease contract under Puerto Rico’s
Act to Regulate Personal Proper-
ty Lease Contracts. Although the

lessee attempted to argue that the
later-enacted Puerto Rico Com-
mercial Transactions Act (which
adopted our UCC’s previous defi-
nition of “security interest” in
1-201(37) that converted a lease
with a nominal purchase option
into a security interest) repealed
conflicting provisions of the Act to
Regulate Personal Property Lease
Contracts, the court agreed with
the lessor that the lease provision
amounted to a waiver of the les-
see’s rights under the Commercial
Transactions Act — and therefore
concluded that the lease must be
treated as a true lease. Whether or
not this is an accurate statement
of Puerto Rican law today, it is
clearly a different outcome than
would be the case under the UCC
in effect in all 50 of the United
States, under which the econom-
ics of an agreement calling itself a
lease determines its legal status as
opposed to what the parties may
state in such agreement.

LIABILITY OF MOTOR
VEHICLE LESSORS FOR
EQUIPMENT-RELATED INJURIES,

DAMAGES

Eisenberg v. Cope Bestway Express,
Inc.,2015 WL 5708479 (N.Y.App.Div.
Sept. 30, 2015); Gachlin v. Coastal
International Trucks, LLC, 2015 WL
1500547 (Conn. Super. March 10,
2015) (unpublished opinion, check
court rules before citing)

The two cases found that a grant
of summary judgment with regard
to personal injury damage claims
is appropriate in favor of truck
lessors where the Graves Amend-
ment applies — i.e., the action was
commenced on or after Aug. 10,
2005; the truck or chassis qualifies
as a motor vehicle under the Graves
Amendment; the lessor/owner was
engaged in the business of renting
or leasing motor vehicles; and there
are no allegations of negligence or
criminal wrongdoing on the part of
the lessor.

END-OF-TERM ISSUES

Mid-Missouri Spray Service, Inc.
v. South Delta Aviation, Inc., 2015
WL 3828246 (U.S.Dist.Ct. E.D.Ark.
June 19, 2015)

A lessee of an aircraft sued its les-
sor for damages, claiming that the
latter had refused to consummate
the sale of the aircraft to the les-
see according to the terms of a pur-
chase option given the lessee. The
court granted the lessor’s motion
for summary judgment, concluding
that, even if the lessee had given
the lessor timely notice under the
option agreement (a fact disputed
by the lessor), the lessee did not
have the ability at the time the
lease expired to make the purchase
option payment because it did not
have the funds available or ap-
proval for a loan for which it had
applied. This court based its con-
clusion on common law, citing the
Restatement (Second) of Contracts,
even though the Arkansas Supreme
Court has not addressed the issue.

INDEMNITY CLAUSES

Barnette v. Paxton Van Lines of
North Carolina, Inc., 772 S.E.2d
256 (N.C.Ct.App. June 2, 2015)

After the driver of a car was in-
jured when her car was struck by
a truck, she sued the truck driver,
its employer and the lessor of the
truck to the employer, alleging
negligence in failing to inspect
and maintain the braking system.
The lessor, a truck dealer, had
been granted a motion for partial
summary judgment against the
lessee/employer in the trial court
based upon a provision in the
rental agreement in which the les-
see agreed to indemnify the lessor
against all claims related to the use
of the truck. This appellate court
affirmed the trial court’s ruling by
citing a North Carolina Supreme
Court case upholding the right of
a party to contractually provide
for indemnification against its own
negligence, and further finding
that such a right extends to negli-
gent acts committed by the party to
be indemnified prior to entry into
the rental agreement containing
the indemnification agreement. (It
should be noted that the possibility
of being indemnified for one’s own
negligent acts is not necessarily the

case in all states.)

K2
JR— 0‘0 —

January 2016

LJN’s Equipment Leasing Newsletter « www.ljnonline.com/ljn_equipleasing 7



Leasing and Finance
Industry Economic
Outlook

The Equipment Leasing & Fi-
nance Foundation’s (“ELFA”) 2016
Equipment Leasing & Finance
U.S. Economic Outlook reports
that investment in equipment and
software is expected to grow by a
modest 4.4% in 2016.

The moderate growth forecast
by the report considered a vari-
ety of economic challenges such
as weakness in the global econo-
my (particularly China), low com-
modity prices, and a strong dollar
diminishing businesses’ incentive
to invest. Tipping the balance on
the growth side in the equipment
finance sector, however, is the
strengthening U.S. economy and
elevated propensity to finance.
The Foundation’s report, which
is focused on the $1.046 trillion
equipment leasing and finance
industry, highlights key trends in
equipment investment and places
them in the context of the broad-
er U.S. economic climate. The
report will be updated quarterly
throughout 2016.

KEY TAKEAWAYS

The study showed that domes-
tic strength should offset global
challenges, as U.S. GDP growth
is expected to tick up to 2.8% in
2016 from 2.6% in 2015. Further,
over the last 12 months, several
key drivers of growth in recent
years have faltered, while other
sectors that have lagged began
to pick up steam. The net result
is that this fundamental shift will
underpin U.S. economic expan-
sion in 2016.

In addition, the U.S. credit sys-
tem is healthy and financial stress
is muted, limiting financial risks
going into next year. Solid U.S.

economic data are setting the
stage for gradual Fed interest rate
increases in 2016, which may al-
leviate spread compression for
equipment lessors.

Equipment and software in-
vestment growth rebounded to
a 7.4% pace in Q3 2015 from a
1.7% annual pace in Q2 2015,
but investment is up only 2.5%
year-on-year — the slowest an-
nual growth rate in two years.
Continued moderate growth in
equipment and software invest-
ment is expected in Q4 2015 and
into 2016.

TWELVE VERTICALS

The Foundation-Keybridge
U.S. Equipment & Software In-
vestment Momentum Monitor
(http://bit.ly/1GIPPTvV), which is
included in the report and tracks
12 equipment and software in-
vestment verticals. In 2016, as in
2015, negative global trends are
expected to hurt certain equip-
ment verticals, while signs of
strength in the U.S. economy
will fuel continued gains in oth-
ers:

* Agriculture machinery in-
vestment growth will likely
remain weak over the next
three to six months.

e Construction machinery in-
vestment growth may slow
somewhat, yet remain solid
over the next three to six

months.
* Materials handling equip-
ment investment growth

should remain weak over
the next three to six months.

* All other industrial equip-
ment investment growth is
likely to slow over the next
three to six months.

* Medical equipment invest-
ment growth is expected to
stabilize over the next three
to six months.

* Mining and oilfield machinery
investment growth should re-
main strongly negative over
the next three to six months.

e Aircraft investment growth
may increase over the next
three to six months.

e Ships and boats
ment growth is poised to
strengthen in the next three
to six months.

* Railroad equipment invest-
ment growth is likely to re-
main negative over the next
three to six months.

e Trucks investment growth
should remain steady over
the next three to six months.

e Computers investment growth
rates appear set to increase
moderately over
three to six months.

* Software investment growth
may strengthen over the
next three to six months.

The Foundation produces the

Equipment Leasing & Finance
U.S. Economic Outlook report in
partnership with economics and
public policy consulting firm Key-
bridge Research. The annual eco-
nomic forecast provides a three-
to-six month outlook for industry
investment with data, including
a summary of investment trends
in key equipment markets, credit
market conditions, the U.S. mac-
roeconomic outlook and key eco-
nomic indicators. The report will
be updated quarterly through-
out 2016 and may be accessed at
http://bit.ly/102GIVI.
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or other professional advice. If legal, financial, investment
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