I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: ) I n Proceedi ngs
) Under Chapter 13
MELI NDA & STEVEN MCHUGHS, )
) No. BK 94-40176
)
Debt or (s) . )
OPI NI ON

At issue in this chapter 13 proceeding is whether a witten
agreenent entered into between Cook Sales, Inc. ("Cook") and debtors
for the | ease of a portable warehouse is a true | ease subject to
assunption or rejection under 11 U.S.C. §8 365 or a disguised security
agreenent. The relevant facts are as foll ows:

On March 2, 1992, debtor Melinda McHughs and Cook executed a
written docunment entitled "Portabl e Warehouse Lease" (hereafter
referred to as "the lease"). The termof the lease is thirty-six
nmont hs, and provides for nmonthly payments (including sales tax of
$2.48) of $71.69. The warehouse was delivered to debtors at their
residence and remains in their possession. On March 9, 1994, debtors
filed a chapter 13 bankruptcy petition. Cook filed an unsecured
priority claimin the anount of $336.76, consisting of approximtely
$190.56 in pre-petition | ease paynments and $146.20 in | ate charges.

In their plan, debtors treat Cook's claimas secured and propose
to pay Cook the sum of $300.00 plus interest at the rate of ten
percent. Cook objects to confirmation of the plan on the basis that

it fails to conmply with 11 U S C. 8§ 1322(b)(7).1 Cook

Section 1322 provides that "the plan nmay ... subject to section
365 of this title, provide for the assunption, rejection, or
assi gnnment of any executory contract or unexpired | ease of the debtor
not previously rejected under such section....” 11 U S.C. 8§



specifically contends that the plan violates section 365 of the
Bankruptcy Code by inproperly classifying Cook's claimas secured and
by proposing to retain possession of the warehouse w thout curing
exi sting defaults and wi thout providi ng adequate assurance of the
debtors' future performance under the |ease.

The exi stence, nature and extent of a security interest in

property is governed by state law. In re Powers, 983 F.2d 88, 90

(7th Cir. 1993) (citations omtted) . Section 1-201(37) of the
I11inois Uniform Commercial Code, anmended in 1991, provides:

(37) "Security interest” means an interest in
personal property or fixtures which secures paynent or
performance of an obligation....

Whet her a transaction creates a | ease or security
interest is determ ned by the facts of each case; however,
a transaction creates a security interest if the
consideration the |l essee is to pay the |l essor for the
right to possession and use of the goods is an obligation
for the termof the |ease not subject to term nation by
the | essee; and

(a) the original termof the |ease is equal to or
greater than the remaining economc |life of the goods;

(b) the lessee is bound to renew the | ease for the
remai ni ng economc life of the goods or is bound to becone
t he owner of the goods;

(c) the lessee has an option to renew the | ease for
the remaining econonmc life of the goods for no additional
consi deration or nom nal additional consideration upon
conpliance with the | ease agreenment; or

(d) the | essee has an option to become the owner of
t he goods for no additional consideration or nom nal
addi ti onal consideration upon conpliance with the | ease
agreenent .

A transacti on does not create a security interest

1322(b) (7).



nmerely because it provides that:

(a) the present value of the consideration the |essee
is obligated to pay the |l essor for the right to possession
and use of the goods is substantially equal to or is
greater than the fair market val ue of the goods at the
tinme the lease is entered into;

(b) the | essee assunes risk of |oss of the goods, or
agrees to pay taxes, insurance, filing, recording, or
registration fees, or service or maintenance costs with
respect to the goods;

(c) the |l essee has an option to renew the |lease or to
beconme the owner of the goods;

(d) the |l essee has an option to renew the | ease for a
fixed rent that is equal to or greater than the reasonably
predictable fair nmarket rent for the use of the goods for
the termof the renewal at the time the option is to be
perforned; or

(e) the | essee has an option to become the owner of
the goods for a fixed price that is equal to or greater
than the reasonably predictable fair market value of the
goods at the time the option is to be performnmed.
810 ILCS 5/1-201(37) (enphasis added).?
Section 1-201(37) focuses on the econom cs of the transaction,

not the intent of the parties. In _re Lerch, 147 B.R 455, 460

2 Amended section 1-201(37) becane effective on January 1, 1992.
It applies to the instant case since the | ease in question was
executed in March 1992. Prior to its anmendnent, the statute
provided, in pertinent part, as follows:

Whet her a | ease is intended as security is to be

determ ned by the facts of each case; however, (a) the

i nclusion of an option to purchase does not of itself make
the | ease one intended for security, and (b) an agreenent
that upon conpliance with the terns of the |ease the

| essee shall becone or has the option to becone the owner
of the property for no additional consideration or for a
nom nal consi deration does make the | ease one intended for
security.

1. Rev. Stat. ch. 26, T 1-201(37).



Bankr. C.D. Ill. 1992) . The statute consists of several different
standards to be used in determ ning whether an agreenent is a true

lease. In re Lerch explains the manner in which these standards are

to be applied:

The initial portion of the first sentence of the
second unnunber ed paragraph contains the basic direction
that the determ nation is mude based on the facts of each
case. The |l atter portion of the first sentence ..
starting with the word "however" creates an exception to
the basic direction that the determ nation is nmade on the
facts of each case, as it provides that w thout | ooking at
all the facts, a lease will be construed as a security
interest if a debtor cannot termnate the |ease, and if
one of the four enunerated terns is present in the |ease.

Absent a mandated cl assification, the determ nation

is based on the facts of the case. At this point the

third unnunbered paragraph comes into effect. Focusing on

the economics of the transaction, it states that a

security interest is not created nmerely because it

contains any of the five ternms enunerated in the third

unnumnber ed par agr aph.
Id. at 460.

Accordingly, the Court nust first deci de whether the | ease
constitutes a security agreenment as a matter of |aw under section 1-
201(37). In other words, "i[t] rmust first be deterni ned whether the
transaction falls within the mandated definition of security interest
set forth in the second paragraph of section 1-201(37)." In re
Zal eha, 159 B.R 581, 584 (Bankr. D. ldaho 1993). The first el ement

of that definition requires that the | essee nust be obligated to

performfor the full length of the | ease wi thout being able to

voluntarily term nate the |lease. Id. at 584 (enphasis added). That

condition is not met in the present case. Paragraph six of the

| ease grants the | essee an option to term nate and specifically



provides that "[t]he | essee nay term nate this | ease

at any time by witten notice to Lessor and Lessee shall have no
obligation to Lessor subsequent to the date of the notice except for
liability for damage to the | eased property during the |ease term"
In light of this provision, the | ease does not satisfy the |egal
definition of security interest set forth in the second paragraph of
section 1-201(37). The Court, then, must evaluate the nature of the
transaction by considering the facts of the case, keeping in mnd the
additional factors listed in paragraph three of the statute. See |

re Zal eha, 159 B.R at 584; In re Lerch, 147 B.R at 460.

Debtors argue that because the | ease contains an option to
purchase for nom nal consideration, the |ease is a disguised security
agreenent. Paragraph seven of the | ease provides:

In the event the Lessee pays 12 or nore nonthly | ease
payments and the Lessee is not in default, Lessee shall have
the exclusive right and option, at any tine thereafter while
such lease is in force, to purchase the | eased property for
cash in the amount of $1,495.00; 60% of all previously nmade
rental paynments (but not sales tax included in paynents) wll
apply toward the purchase price. Sales tax will be taken out
of each rental paynent on the equity amount (60% or 1/36th of
total sales tax due each nonth.

The Courts have consistently held that the inclusion of an option to
purchase for nom nal consideration indicates that the transaction

should be treated as a security agreenent. See, e.d., lInre

Mar hoef er Packing Co., Inc., 674 F.2d 1139 (7th Cir. 1982); In re

Hardy, 146 B.R 206 (Bankr. N.D. IlIl. 1993); Inre Triple B O
Producers, Inc., 75 B.R 461 (Bankr. S.D. Ill. 1987). However, the

Mar hoef er court also held that "where the | essee has the right to

term nate the transaction, it is not a conditional sale.” In re



Mar hoefer, 674 F.2d at 1143. In a footnote, the court expl ained:

[A] | ease which provides for acertainrent ininstallnentsis not
aconditional saleif the buyer canterm nate the transaction at
any time by returningthe property, even though the | ease al so
provides that if rent is paidfor acertain period, thelessee
shal | thereupon become the owner of the property.

Id. n.3. This holdingwas reaffirmedinlnre Powers, 983 F. 2d 88 (7th

Cir. 1993) wherethe |l essee could|ikew setermnate the agreenments in
guestion at any tine. ThePowers court concluded that "even t hough t he
| essee can acquire the goods at the end of the |l ease's term the |l essee
i s under no obligation to make t he paynents that will allowhimto
exercise the option." 1d. at 91. Simlarly, inthe present case, the
inclusion of an option to purchase the warehouse for nom nal
consi derati on does not indicatethat theleaseis asecurity agreenent
where the |l essee al so has theright toterm nate the | ease at any ti ne
with no further obligation to the |essor.?3

Thi s concl usi on, however, does not the end the Court's inquiry.
The Court nust also evaluate the remainder of the agreenment to

determ ne whether it is a true |lease or a security
agreenent. Two ot her prinmary factors the courts have consideredin

3 1n addition, there is sone question as to whether the option
price in this case is nomnal. |If the option is exercised at the end
of the | ease, the warehouse is essentially free. 1f, however, the
option is exercised at the end of twelve nonths, the earliest tinme
possi bl e under the express terns of the | ease, the | essee woul d have
to pay approximately $996. 69, nore than fifty percent of the fair
mar ket val ue of the warehouse. (In an affidavit attached to Cook's
brief, Mchael MIler, an officer of Cook Sales, Inc., states that
the fair market value of the warehouse is approximtely $1495. 00.

Debt ors have submtted no evidence to indicate otherw se.) The
Seventh Circuit has already held that an option price amounting to
fifty percent of the property's fair market value is not nomnal. 1In
re Marhoefer, 674 F.2d at 1144.




making this determ nation are (1) whether the useful |life of the
property exceeds the | ength of the termof the | ease, and (2) whet her
t he anobunt of rent exceeds the fair market val ue of the property. See

In re Marhoefer, 674 F.2d at 1145.

When t he useful life of the property exceeds the termof the
| ease, thetransactionisineffect atruelease. |d. See also 1D

Secured Transactions Under U.C.C. § 30.02[4][c][vii] at 30-74. As

expl ai ned by the court in Marhoefer:

An essential characteristic of atrue | ease is that there be
sonething of valuetoreturntothe lessor after theterm Were
thetermof theleaseis substantially equal tothelife of the
| eased property such that there will be nothing of valuetoreturn
at the end of the |ease, the transaction is in essence a sale.

In re Marhoefer, 674 F.2d at 1145 (citations omtted).* 1In the

present case, Cook submtted an affidavit which states that "[t] he

port abl e war ehouse | eased t o Ms. McHughs, as wel | as t he ot her nodel s

“This test is often expressed in terns of "residual value." In
ot her words, there nust be sonething of value to return to the | essor
at the expiration of the lease. If not, "the transaction functions
exactly the sane as an installment sale ... and whether there are any
tangi ble remains to return to the | essor should be irrelevant.” 1D
Secured Transactions Under U.C. C. at 30-74.

This principle is now codified in section 1-201(37) of the
Uni f orm Commer ci al Code. Specifically, the second paragraph of
that section provides that a transaction creates a security interest

if the consideration the |lessee is to pay the |essor for the
right to possession and use of the goods is an obligation for
the termof the | ease not subject to term nation by the |essee;
and

(a) the original termof the lease is equal to or greater
than the remaining econonmc life of the goods.

810 I LCS 5/1-201(37)(a) (enphasis added).



manuf act ured by Cook Sal es, Inc., maintainsits value for along period
of time beyondthe termof the | ease,” and "[t] he Lofted Barn nodel
port abl e war ehouse | eased t o Ms. McHughs reasonabl y may be expected to
| ast for 25 to 35 years beyond t he 36-nonth termof the McHughs | ease. ™
See Affidavit of Proof in Support of Qbjectionsto Anended Chapter 13
Plan, 19 10 & 11. Debtors have subm tted no evidence to the contrary.
Consi deration of this factor, therefore, suggests that the transaction
in question is a true | ease.

Wth regard to the second factor -- whet her the amobunt of rent
exceeds the fair market val ue of the property -- the courts have held
that "[i]f the total rental s payabl e under the | ease equal or exceed
t he purchase price, then a security agreenment is indicated."” 1DSecured

Transactions Under U.C. C. § 30.02[4][c][vVv] at 30-66.° However, this

t est has been sharply curtail ed by the anendnents to section 1-201(37).
Speci fically, subparagraph (a) of the third paragraph provides:

A transacti on does not create a security interest nmerely
because it provides that:

(a) t he present val ue of the consideration the | essee is
obligated to pay the |l essor for the ri ght to possessi on and use
of the goods i s substantially equal to or greater thanthe fair
mar ket val ue of the goods at the tinme the |ease is entered
into....

810 I LCS 5/ 1-201(37)(a). Therefore, it can no | onger be assuned t hat

The idea is that if the | essee is paying as nuch as it woul d
cost to buy the property, the | essee is probably the owner and thus

the lease is a security agreenent.” |d. at 30-66 & 30-77.
"Conversely, when the |l essee is obligated to pay a sum substantially
| ess than the purchase price, a true lease is nore likely." 1d. at
30-77.



because the rental paynments equal or exceed t he purchase price, the
transactionis necessarily a security agreenent. Moreover, inthe
present case, the rent may or may not exceed t he purchase price of
$1495. 00, and this factor is therefore not determ native of theissue
inthis case. That is, if debtors exercisethe optionto purchase at
t he end of twel ve nonths, they will, at that point, have pai d $830. 52
inrent (excluding sales tax), an anmount obviously | ess than the
purchase price of the warehouse. |f, however, debtors exercisethe
option to purchase at the end of the | ease, they will have paid
$2491.56 inrent, an anount substantially nore than t he purchase pri ce.
Inlight of these facts and in viewof the anmendnent to section 1-
201(37), the Court does not believe that a security agreenent exists
nmerely because t he rental paynents do, at a certain point, exceedthe
pur chase pri ce.

Debtors urge the Court to find that the transaction creates a
security interest because, pursuant totheternms of the agreenent,
debtors are responsi ble for the paynment of sales tax and for the
payment of insurance covering |loss to the property. Again, the
amendnment s to section 1-201(37) are rel evant. Subparagraph (b) of the
third paragraph provides:

A transacti on does not create a security interest nmerely
because it provides that:

(b) thelessee assunes ri sk of | oss of the goods, or agrees
to pay taxes, insurance, filing, recording, or registration fees,

or service or maintenance costs with respect to the goods....

810 I LCS 5/ 1-201(37)(b). Therefore, "these terns are not sufficient per

setocreate asecurityinterest." |Inrelerch, 147 B.R at 461. As




expl ai ned by t he Marhoefer court, "[c] osts such as taxes, insurance and
repairs are necessarily borne by one party or the other. They refl ect
less the true character of the transaction than the strength of the

parties' respective bargaining positions.” Inre Marhoefer, 674 F. 2d

at 1146. See alsolnre Triple BG |l Producers, Inc., 75 B. R at 465

(such matters are | ess persuasi ve as they are essentially matters of
contract negoti ation).

Accordingly, for the reasons stated, the Court finds that the
agreenent inquestionisatruelease. The objectionto confirmtion

filed by Cook Sales, Inc. is sustained.

DATED: October 4, 1994
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