Issuesin Private Label Lease Transaction Wor kouts

By Anthony L. Lamm

Issues inherent to private label lease transacpoesent an additional layer of
complexity to the already challenging area of emeépt leasing. The fact that the
identity of the real owner of a lease has not lsdosed to the lessee, and that the
owner is usually relying on third parties to seevand collect the lease, introduces an
additional element of risk to the transaction tinaty surpass the credit risk present in any
transaction. As is often the case, the likelihobthe successful resolution of a defaulted
lease is enhanced dramatically by careful drafbindpe underlying documents.
Thoughtful documentation of the transaction from tlutset, and conscientious
monitoring of both the lessee and the assignontiyeservicing the lease, if they are
distinct, is critical to successful portfolio maeagent. This article will highlight some
of the issues that cause complexity in the prilabel lease transaction, and suggest
drafting ideas and litigation strategies that wilhimize the additional pitfalls that can
arise out of the complexity.

A private label lease transaction may be genedsfined as a transaction where
the lease has been assigned to and is owned hytloerethan the lessor named in the
lease, and which is being serviced by and in tlmeenaf the lessor or a third party
servicer on behalf of the assignee, or by the asesigh the name of the original lessor.
Until notified otherwise, the lessee is not awdréhe lessor’s assignment of either
ownership of the transaction or its servicing rgght

Private label lease transactions arise in a nummbearcumstances to address a
number of situations. For example, an equipmentgemay wish to form a relationship
with a leasing company willing to accept leasesingrthe vendor as lessor in order to
give vendor’s customers the impression that thelweis a full service one-stop source
for all of the customers’ equipment needs, inclgdinance. Or, a leasing company
which has invested heavily in the establishmeritsdbrand will wish to have that brand
appear in both the lease documentation and alicsegvcorrespondence in order to
project its presence into the market place asdildeeleasing organization. The leasing
company may retain servicing rights to the leagksanvice it in its name in order to
continue close lessee relationships, gaining thieléntrack on future customer lease
business, or the leasing company may transferaihwceng rights and obligations to the
assignee of the transaction or a third party sergicompany to reduce the costs of its
operations by shedding the servicing responsigjtwhile continuing to appear to the
lessee as the lessor.

The documents which underlie the multi-party pieviabel lease transaction
include a private label lease program agreementaarafjreed upon form of lease
document showing the lease originator as lessocanthining both usual and customary
terms as well as any terms relevant to the relghignbetween the nominal lessor and the
unnamed assignee or servicer, such as maintenatigatmns that could effect the



servicer or assignee. Other typical documentsideh schedule of assignment whereby
the lease is assigned by the originator/lessdrgdender, as well as a standard form of
delivery and acceptance certificate and other derusmneeded to properly reflect the
status of the various parties, such as purchasenspstipulated casualty loss schedules,
etc.

The private label lease program agreement sdts tioe business and legal points
of the transaction between the lease originat@dleg@ssignor) and the lender/lease
purchaser (assignee). As this document is preparnsdmportant to remember that the
assignee is assuming not only the credit risk piteskby the lessee, but also the risk of
possible default and insolvency by the assigndwusT the preliminary question of which
party will hold the original lease documents mustlddressed. If the assignor will
continue to service the lease, it will want to methe original documents for itself in
order to aid in the servicing of the lease. Ondtier hand, and very importantly, a
security interest in chattel paper and documentglefmay be perfected by the secured
party’s physical possession of the documents agdigdl possession of the lease
documents will help to prevent fraud and poterdiaputes with other creditors of the
assignor. In the event that the assignee is rettatiake physical possession of the
documents, the program agreement must be empattedr that the assignor, as
servicer, is a mere conduit for payments and thagments and documents are held “in
trust” for the assignee. Further, each assigratsaction must be accompanied by a
UCC-3 statement showing assignment of the secuntiégyest by assignor to assignee and
a power of attorney authorizing assignee to exealidocuments on behalf of assignor
deemed necessary by assignee to perfect its interé® lease and the equipment
(although the power of attorney is often contaimethe program agreement.)

The program agreement must also address two isthers. First, the assignor
must make representations and warranties regatidéngccuracy and completeness of
the information supplied by assignor to assigneét$aeview in determining whether to
purchase the lease: That there are no unusualtmorgdio the transaction and that the
transaction is in all respects, legal and enforieeaBecond, the program agreement must
circumscribe the servicing component, which mayaen either by the assignor or a
third party servicer without the prior consentloé tassignee. Some examples here might
include: Prohibitions on the waiver or exchang@ayments, release of collateral or
equipment, waiver of defenses, or the releaseenfitparties (the lessee, co-lessee, or
guarantors). These limits are important not oalpiotect the assignee’s economic
expectations regarding the transaction, but alsdléav the assignee a defense for the
ultra viresacts of the assignor or servicer giving rise tavasuit or counterclaim by a
defaulted lessee.

Other terms to be included in the program agre¢moereduce assignor/servicer
default risk may include the assignee’s abilitygoninate the servicer early, requiring
quick remittance of amounts collected with full tten back-up, or even a lockbox,
where the servicer bills (but does not collectyézsremittances. The assignee may wish
to monitor the assignor’'s compliance with all of tlepresentations, warranties and
covenants by reviewing credit reports and makirmtbinquiries” to lessees regarding



the assignor and its servicing of the lease. énetvent of any breach of a warranty,
representation or covenant, the assignee shouklthawight to “put” the lease back to
the assignor at a specified price.

What to do in the Event of Default

There may come a time, however, where the lessedé¢faulted and forced
collection of the lease is necessary, or the assigas defaulted and the assignee wishes
to step in and enforce collection following leasdaallts. The program agreement will
address when the assignee is allowed to emergelfetrind the private label, known as
“breaking private label,” and important issues aiftpction of intellectual property
(assignor’s investment and property rights in @me), and litigation requirements and
strategies must be weighed. Resignation of thgrassas servicer will usually cause the
breaking of private label. Once again, the progagmeement between assignor and
assignee will list those events which either allmwequire the assignee to break private
label and notify the lessee of its identity as omafehe lease.

The timing of the delivery of the assignee’s n@tid assignment is of particular
importance. Until delivery of the “doomsday” n@&jgpayments made by the lessee to the
assignor or concessions or other waivers madedgghignor to the lessee will be
binding on the assigne&ee9 UCC 8406(a)Frankford Trust Company v. Stainless
Steel Services, In827 Pa. Super. 159, 475 A.2d 147 (Pa. Super.98d)1 InFrankford
Trust, the court noted that “generally, an assignee mesret the peril of the subsequent
dealings between the original parties until adegjnatice of the assignment is given to
the obligor.” The notice to the lessee shouldamy include identity of the assignee, but
also directions that all future payments and ingsibe directed to the assignee.

Should litigation become necessary to enforceitigs of the assignee under the
lease, federal and state rules of civil procedaqeire that the action be brought in the
name of the real party in interest under the le&s®.instance, Federal Rule of Civil
Procedure 17 provides that “every action shall tosgcuted in the name of the real party
in interest.” A lease enforcement action broughthie name of the original lessor, where
the transaction has been assigned, is vulneralaeallenge by the defaulting lessee
under Rule 17 that the action should be dismissdthging not been brought in the name
of the real party in interest. To obviate thisekt not only should the “doomsday”
notice be delivered prior to commencing the litigat but a copy of the notice and the
assignment by the original lessor to the assigtesatgf should be attached as exhibits
to the complaint. Attachment of the “doomsday c&ti as well as allegations in the
complaint explaining the relationship between assigand assignee, will also help in
defeating motions under Federal Rule of Civil Powge 19 and similar state rules
requesting dismissal of an action for failure tmjall necessary parties.

On the other hand, if the jurisdiction in which #xion is brought allows one
party (assignee) to bring the action in the namanather party (assignor), a
counterclaim brought by the lessee against th@raisimay give rise to disputes between
assignor and assignee as to defense strategieésdamnification. The program



agreement should specify which party will contte? titigation, usually the assignee, and
who will bear the costs for the litigation, espdlgid costs are incurred defending against
claims arising out of the assignor’'s misfeasandb@anservicing of the lease.

The best defense for the assignee of a privhtd laase transaction is to
be a holder in due course of the assigned tramsact holder in due course is an
assignee that takes an assignment: (1) for véen good faith; (3) without notice of a
claim of a property or possessory right to the propassigned; and (4) without notice of
a defense or claim in recoupment of the type whiely be asserted against a plaintiff
seeking to enforce a negotiable instrument. S&K;G 8403(b). A holder in due course
takes the assignment free and clear of any deféhaethe lessee may have had against
the original lessor. Because courts, from timene, have denied holder in due course
status to assignees where the relationship betagsggnor and assignee was too close, it
is important that both the program agreement akagehe course of dealing between the
parties remain at arm’s lengtlsee Vasquezv. Superior Court of San Joaquin County
Cal. 3d 800, 484 P. 2d 964 (Cal. 1971), where thetdeld that “since the assignee of a
contract and note advanced money to the sellertivtlunderstanding that these
instruments would be assigned to it, supplied treract forms to the seller, and actively
participated in the transaction from its inceptidrould not claim holder-in-due-course
status.” 484 P. 2d, at 979. Similar consideratioray also apply in transactions
involving finance leases, where the hell or highex@rotections afforded the
lessor/assignee will be placed in jeopardy if fioisnd that the assignor participated too
closely in the formation of the transactioBee 2A UCC 88103(g)(1) and 407(1).

Another issue that can be successfully addresgedreful drafting of the
lease documents is that of forum selection. Bexaosmany lease transactions are
assigned, and most assignees would prefer totktigathe courts of the state in which
they are domiciled, lease agreements contain atffig forum selection provision.” The
lessee, in essence, agrees to submit itself tutiseliction of the court where the
assignee legally resides, even if that court iglfstant from the legal home of the lessee.
While these floating forum selection provisions é@enerally been upheld, if it can be
anticipated to whom leases to be generated angihesksunder the program agreement
will be assigned, the forum selection clause cadrbéed to provide that the lessee
submits itself specifically to the jurisdiction thfe courts in the legal home of the
anticipated assignee, without revealing that theddransaction is to be assigned or the
name of the assignee.

Private label lease transactions are widely usélde leasing industry, and
provide benefits for both the originator and assgyof the private label lease, including
liquidity of the assignor and introduction of thesegnee/lender to a new pool of lending
transactions to which it might not otherwise haaengd access. The benefits, however,
must be weighed against the possible harm whigeswout of giving some or all of the
control over the transaction to the originatingtas Carefully drafted program
agreements and lease documents will specify thes i@fl the assignor and assignee, the
actions that may be taken by the assignor in it@@eg of the lease transaction (or
conversely, the limitations on the actions of thsignee in servicing the lease transaction



on behalf of the private label assignor), whenatsignee may “break private label”, and
proper allocation of the risks that flow from thectsion either to break, or not to break,
private label.
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