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Consequences in
Equipment Recovery

By Anthony L. Lamm

F THE MANY tasks
counsel are called on
to perform, some of
the most frequent and
pressing involve
recovering a lessor’s equipment.
While the process of equipment
recovery can be complicated enough,
when the eguipmen? in question has
corme into the pessession of a third
party with whom the lessor has no
contract, entrely new issues present
themselves. This article will explore
some of the consequences of a “rue
lease” versus a “disguised security
agreement” in cases where the lessor
is seeking to recover equipment from
a third marty
[n he day-to-day operation of an
equizment leasing company, poten-
tially hundreds or thousands of
checks arrive from numerous lessees
all over the country and are typically
precessed by the aczounts receivable
depariment of the company. As the
checks are pested to the respective
accourns of the lessees, an aler:
accounts pavabie clerk notices that
the name on one of the checks is dif-
ferert than the name of the compa-
ny’s lessee. The experienced receiv-
abies person makes a copy of the
check and trings it to the atrention of

the cotlection mancayger orin other

cases, puts a copy of the check bear-
ing the name of the different entity or
individual into the credit file. In
either event, during the course of the
term of that particular lease, the

" account becomes delinquent or 2

banksuptcy petition filed on beHalf of
the lessee is received by the company.
Now, the edit or collecion manager
reviewing the account is confronted
with several dilemmas:

« Should he or she repossess the
equipment from the third party who
is not the company’s lessee?

« Should he or she request the
third party to assume the lease con-
tract?

« What procedural and documen-
tation steps have to be taken by the
comgpany, to ersure the collecton of
the balance of the lease payments
and protect the company’s rights in
the equipment?

The collection manager knows a
good collection attomey who repre-
sents leasing comganies, and contacts
the attormey to exglain thg situation
and ask for advice. When the collec-
tion manager explains to the attorney
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that a check Fom a third party was
received by the company, and the
actual lessee filed for bankzuptcy, the
attorney knows that there are inidally
two important issues to examine with
the company representative, which
will determine the eventual outcome
of the crcumstances involving the
third party’s pessession of the equip-
ment. The frstissue is whether the
lease coniract of the comipany is real-
ly a “true lezse” or a lease intended
as security, sometimes referred to as a
“disguised security agreement.”

The second issue is whether the
company properly and adequately
described their ownership interest
and right to pessession of the equip-
ment in the lease contract itself, as
well as on the UCC-1 financng state-
ments that were filed at the inception
of the lease. The analysis of these
issues irnpac:s the attcrmey’s recom-
mendation to the company, since
availacle remedies are depencent on
an initial determination as to whether
the lease contract is a “true lease” or
a lease intenced as secusity.

If the lease conact is, in reality, a
“disguised security agreement” re-
gardiess of the ccnzact’s heading or
marketing arsfices, the Uniform
Commercal Code will govern v
leasing company’s fight to fle an
actior in replevin and, i it chocses,
to accelerate the repievin process
with a motion for writ of seizure.

Continued on Page 2
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The Consequences in Equipment Recovery ¢
Continued from Page 1 contract provides fcr the exclusive to the lease intended as security is
The UCC prov'des that, “unless oth- right of possession of the equipment ore of the factors that will entitle the
erwise agreed, a secured party has, . to the lessor and/or the lessee until company ¢ prevail against the third
on default, the right to take posses- termination or default. To be suc- party in possession in a contest over
sion of the collateral.” UCC§9- cessful in a replevin action, a plaintiff ~ priorites, should the third party in
503(a). Specifically, the Code also must show, not only title, butalso an  pessessicn Ty to assert a superior
authorizes the filing of an action in exclusive right of immediate posses- lien by virtue of a purchase money
replevin: “If a secured pacty elec™st0  sion of property in question as security interest in the equipment.
proceed by process of law, he may against the defendant. Ford Motor If the company’s contract includes
proceed ov Wiz of Replevin or other-  Credit v. Caizzo, 387 Pa. Suger. 561, provisions that “reserve an exclusive
wise.  § 9-503(0). 564 A.2d 931 (Pa. Super. 1989). security intecest and perfected first

In reviewing the company’s “lease If the contract was prepared as a lien in the equipment,” “prohibit any
contract,” the attomey should first lease intended for security, the attor-  conizac's or subledsSes” by the lessee
review the language of the contract ney should lcok for a provision in the  or “borrower” and “disclaim the cre-
providing who the owner of the company’s contract requiring that, on don of a security interest or a right
equipment is and whether dtle to the  default, “lessor shall have such rights  of possession in third parZes by any
equipment passes tc the lessee upon and remedies in respect of the equip-  attempt of such a coniract or sub-
the exercise of a purchase option, ment or any part thereof as are pro- lease,” there is a szeng likelinocd of
after the last payment is made or, at vided by the Uniform Commer-cial the company’s prevailing against the
the outset, as in certain cases, such a5 Code and such other rights and third party, especally if the third-
with a lease for an item of equipment  remedies in respect thereof which it party claims to have a puschase
(which is also a motor vehicle) where  may have at law or in equity.” The money security interest arising out of
the equipment is titled in the “less- attomey may even find, in some bet-  a conkact with the original lessee or
ee’s” name. The attorney should also ter-drafted contracs, a provision for “borrower,” because of the existence ¢
try to determine whether the lease confession of judgment for posses- of the “exclusive right” provision of

sion (more typically found in com- the contract. “Exclusive right” means

Anthony L. Lamm is tke founder of mercial real estate leases but support- 2 right that e:.<cludes the th;i:d party
a financial services frm in .\/icr:.gorr'ery ed by local state rules?. These provi- from pessessicn, and the clear
County, Pa., spe:.nlz-.ng in workouts for ~ Sions are meaningZul in the case ofa expression in the contact of the
banks and leasing comparies. Telephone:  lease intended as security, because lessor’s reset'ved and exclusive secu-
(213) 672-6375. documenting the UCC’s application rity interest in the equipment, cou-
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i casing Defeasances Under FAS 25 -

What You Need to Know
About Lease Accounting

By Petter Wendel

N THE WORLD of leasing, de-
feasances are Secoming more
commonplace. Whether through
the payment of last month'’s rent
or the establishment of a legal
defeasance payment undertaking
agreement through an offshore bank,
advisers (accounting, finandal, legal
and others) must have a thorough
understanding of defeasance mecha-
nisms. In pardcular, this article will
focus on the accounting aspects of
leasing transactons that involve de-
feasances under Finandal Accounting
Standard 125 (Accountng for Trans-
fers and Servicing of Finandal Assets
and Extinguishments of Liabilities).
A defeasance can be defined simply

as a ransacton where a lessee makes
a payment to a third party (whether
in the form of a depesit or scme
other sort of agreement, such as a
legal defeasance), and that the third
party agrees to satisfy the lessee’s
scheduled payment obligations under
the lease (but not the lessee’s indem-
nity obligations). As is the case with
most finandal concepts, defeasances
are best explained through example.
As such, this article will focus on
three different forms of defeasance,
each of which is set forth below.
Leasing transactions are wholly or
partially defeased for a number of
reasons, including, but not limited to:
(i) Additional lessor security, such
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as a security deposit, in case the
lessee defaults on its scheduled pay-
ment obligations under the lease (or,
in some cases, indemnity obliga-
tons);

(ii) Avoidance of lessee country
withholding taxes in cossborder
leases;

(iii) Hedging foreign currency risk
when the lease is denominated in a
currency other than a currency the
lessee has ready access to through its
revenue base; or,

(iv) Administrative convenience.

A defeasance df a leasing ransac-
tion can take many forms but, for the
purposes of this article, the author
will discuss the following three types
of transactions: (i) a legal defeasance,
(ii) an econormic defeasance and (iii) a
hybrid defeasance. For each transac-
tion, assume that, from the lessee’s
perspective, the lease will be classi-
fied as a capital lease transaction un-
der Finandal Accounting Standard 13
(Accounting for Leases) (i.e., for

Continued on Page 4
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pled with the sroper fling of a UCC-
1 financing statement reflecting that
security interest, is evidence of the
company’s intention to ceate such an
“exclusive right” that should defeat
the clai= for pessession by a third
party.

The analysis, hcwever, is not com-
plete at this stage in reaching a deter-
mination whether o repossess by
legal precess or seek an assurnption
of the contract with the third party in
pessession. [f the third party in pos-
sessicn has moved the company’s
equipment from the county in which
it was originally located and where
the UCC-1 financing statements were
filed, there may be a prcbiem recov-
ering the equipment by legal process
if the third party in possession has
filed a UCC-1 financing statement of
its own in the county where the
equipment has been moved to and
the lessor has not refiied its financing
statement in that county.

To be sure what the situation is, a
UCC search should be conducted in
the new county to see if and when a
financing statement was filed by the
new party, which impairs the lessor’s
~exclusive right” of possession. In
this event, and assuming a number of
other facts, including that the account
is being paid satisfactorily by the
third party who is also otherwise co-
operative, and the barksuptcy of the
lessee or “borrower” is a liquidation
and not a reorganization, assumption
of the contract by the third party in
possession is, pracdcally speaking, an
altemative course cf action.

Asticle 2A of the UCC, governing
the rights and remedies of lessors
and lessees where the contractis a
“true lease,” allows for a much easier
determination in making a decision
whether to repossess by legal process
in the case of a third-pasty possessor
than in the case of a lease intended as
security, since a lesse2 uncer Arncle

2A does not have any equity in the
leased goods and therefore transfers
no equity to a third party in posses-
sion under the present hypothetical.
Additonally, the'defenses to
replevin raised by a third party in
possession, including breach of war-
ranty and lawful right to pessession
of the equipment, based on an
assumption or transfer of equity, will
not survive our company’s motion
for sumumary judgment against the
ird party in pessession where the
underlying contract is a "true lease”
rather than a “disguised security
agreement,” because Ardcle 24, and
the underlying philosophy of the
financial lease transaction embodied
in Article 27, recognize the lessor’s
ownership and/or title of the equip-
ment, and the lessoc’s “exclusive
right” to possession of the equipment
on default, as defined by the lease
contract itself and Article 24



