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 11

JI MW STARR and KAREN STARR,
Debt or(s) ) o. BK 89-40577
DI CAP | NDUSTRI ES, | NC.,
Pl ai ntiff)

V. ADVERSARY NO
90- 0023

JI MW STARR and KAREN STARR,

N N’ N’ N N N’ N N’ N’ Zvvvv

Def endant s.

MEMORANDUM AND ORDER

This matter is before the Court onthe notion of debtors, Ji my
and Karen Starr, to determ ne the status of al ease agreenent entered
intowith Dicap I ndustries, Inc. ("Dicap”"). A so beforethe Court is
t he debtors' nmotionto dism ss aconplaint filed by Dicapin which
Di cap seeks to reclai mcertain property covered by t he | ease agr eenent .
Di cap asserts that, since the debtors have not assuned the | ease
pursuant to 11 U. S. C. 8365, the | ease nust be deened rej ect ed and Di cap
isentitledtothe property under thelease. The debtors contend t hat
the purported "l ease" is actually a security agreenent and t hat Di cap
is not entitled to reclaimthe property subject to the agreenent.

On Sept enber 14, 1987, the Starrs paid $5,000to Bill Anthis?!for

an option to purchase his business, A-1 Towi ng and Repair, for

The original option and sal es agreenments were executed by
Ant hi s personally; however, the later "l|ease" agreenent, which is at
i ssue here, was executed by Anthis as agent for Dicap.



$75,000. Under that agreenment the Starrs had until Septenber 18, 1987,
t o execute the option by providing collateral and a quit-clai mdeedto
certainreal property. The agreenent provided that the Starrs coul d
"redeem' the col |l ateral by payi ng $20, 000 i n cash and executi ng a note
for the remai ni ng $50, 000 by COct ober 31, 1987. The Starrs were unabl e
to obtain the needed financing and so failed to exercise the option.
Ant hi s agreed to apply the $5, 000 paynment to a restructured sal es
agreenment. On Septenber 19, 1987, Anthis and the Starrs executed an
i nstrument captioned "Sal es Contract." 1n exchange for the A-1 1 ogo,
the tel ephone lines and listings, andthe best efforts of Bill Anthis
toretainthe former custoners of A-1 Towi ng and Repair, the Starrs
were to pay $70, 000: $20, 000 by Cct ober 31, 1987, with the renmi ni ng
$50,000 to be paid nmonthly over 5 years at 10% interest.
Cont enpor aneously with the sal es contract, the parti es executed a
st andard f or mUni f or mConmer ci al Code security agreenent to secure the
$70, 000 paynment by the Starrs. |Incorporated into the security
agreenent was a sheet captioned "Exhibit A" Iisting nunmerous itens of
autonotive repair equi pnent belongingtothe Starrs. Sonetinme after
Oct ober 31, 1987, the debt ors made t he $20, 000 "down paynent " cal | ed
for in the sales contract.?
On Novenber 9, 1987, for $10. 00 and "ot her good and val uabl e
consideration,” the Starrs executed a docunment captioned "Bill of

Sale,"” by whichthey soldtoDicaptheitens |istedinExhibit Aof the

2Anthis testified that the Starrs failed to make the $20, 000
payment by October 31, 1987, but that they paid this anpunt "at the
time the other agreenent was entered into." Presumably, he was
referring to the "l ease contract"” executed on Novenber 9, 1987.
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earlier security agreenent, alongw th additional itens handwitten
under the original list. On that sanme date, the Starrs and Bill
Ant hi s, acting on behal f of Di cap, executed an i nstrunment capti oned
"Lease Contract” which superseded all prior agreenents between the
parties. That instrument providedthat the Starrs woul d | ease the A-1
| ogo, the tel ephone lines and|istings, andthe best efforts of Bill
Anthis toretain former custoners of A-1 Towi ng and Repair. The |l ease
agreenent i ncor porated an Exhibit Aidentical tothat inthe bill of
sal e and provided that, inthe event of default, D cap woul d have t he
right toenter the prem ses and take al |l personal property describedin
Exhi bit A

Under the | ease agreenent, the Starrs were to nake paynents of
$1, 062. 40 per nont h for 60 nonths. Additionally, thelease contai ned
aclausegivingthe Starrsthe optionto purchasetheitens listedin
Exhi bit Aat the end of theleasetermfor $500. At trial, Bill Anthis
stated that these itens had a val ue of between $15, 000 and $20, 000.
Ant hi s further stated that he presuned upon enteringinto the agreenment
t hat when al |l | ease paynent s had been nmade, t he property woul d becone
the property of the Starrs. The Starrs nmade t he nont hl y paynents unti |
they filed their Chapter 11 bankruptcy petition on June 9, 1989.

The Starrs, as debtors, nowcontend that the |l easeis actually a
security agreenment, whichis not subject tothe provisionsrelatingto
"unexpi red | eases” under the Code. Dicap asserts that the agreenent is
a val id | ease whi ch nust be assuned or rejected by the debt ors pursuant
to 11 U.S. C. 8365. Sincethe debtors have fail ed to assunme the | ease,

Di cap mai ntai ns that the property covered by t he | ease nust be ret urned
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to Dicap as |essor.

Section 1-201(37) of the UniformComercial Code supplies the
standards to be used to distinguish atrue |lease froma security
agreenment. That section provides in pertinent part:

Whet her aleaseis intended as securityisto be
determ ned by the facts of each case; however,
(a) theinclusionof an optionto purchase does
not of itself nake the | ease one i ntended for
security, and (b) an_agreenent that upon
conpliance wwththe terns of the |l ease the | essee
shall become or has the option to becone the
owner of the Property for no additional
consi deration or for a nom nal consi derati on does
nake the | ease one intended for security.

I1l.Rev.Stat., ch. 26, par. 1-201(37)(enphasis added).
Under theliteral terns of section 1-201(37), if al ease contains
an optionto purchasethat all ows the | essee to becone t he owner of the

property for a nom nal consideration at the end of theleaseterm the

lease is in effect a security agreenent. See In re C._ Schm dt
Trucking, Inc., 76 B.R 129 (Bankr. S.D. Il1. 1987): Inre TripleBd|
Producers, Inc., 75 B. R 461 (Bankr. S.D. Ill. 1987). Inthe instant

case, the |l ease contract granted the | essee the option to purchase
bet ween $15, 000 and $20, 000 wort h of property at the end of the | ease
for $500. Thisis clearly anom nal suminrelationtothe val ue of
t he property. Accordingly, application of section 1-201(37) i ndicates
that the parties' agreenent was in fact a security agreenent rat her
than a | ease.

Dicap attenpts to distinguishthe parties' transaction froma
situationinwhichaleaseis adisqguisedsecurity agreenment for the

condi tional sal e of goods. Seelnre Loop Hospital Partnership, 35
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B.R 929 (Bankr. N.D. Ill. 1983). Dicap argues that the agreenent here
did not create a securityinterest inthe personal property includedin
t he | ease because Dicap did not actually sell the property to the
Starrs. Dicap observes that it did not own the property prior to
Novenber 9, 1987, but, rather, that it acquiredtitletothe property
by t he debtors' bill of sal e execut ed cont enporaneously with the | ease
contract. Dicap argues that because the transacti on was not asale, it
must be a true | ease.
I n maki ng this argunent, Di cap divides the parties' transaction
i nto two conponent s and f ocuses on t he conponent t hat can be viewed i n
its favor. First, therewas the "l ease" of the businessitself, which
D cap acknow edges was i nt ended as a fi nanci ng devi ce rat her than as an
actual | ease. By this transaction, the Starrs acquiredthe A-1 1 ogo
and t he business,
tel ephone lines and | istings. Second, there was the "l ease” of the
personal property, which Dicap argues was atrue |lease. Dicapis
correct that, viewed al one, this latter transacti on cannot be a sal e.
However, in arguing that there nust be a saleto create a security
interest inproperty, Dicapignores the fact that a security interest
can be created in property other than as an incident of a sale.
The transaction here nmust be viewed in its entirety. It is
i nconcei vabl e that the parti es woul d have entered i nto a separ at e sal e-
| easeback of the personal property exclusive of the sale of the
busi ness. The purpose of the sal e-| easeback of the personal ty becones
apparent when the | ease contract is conpared with the origi nal sal es

contract that it was nmeant toreplace. Theterns areidentical. Both
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i nstrument s provi de for nont hly paynents of $1,062 for a period of five
years.?® Bothinstrunents conferred upon Dicap a security interest in
t he personal property. The sales contract acconplished this by a
cont enpor aneous st andard formsecurity agreenent coveri ng nost of the
itens of personal property includedinthelease. Simlarly, thelease
contract by itsternms provided for Dicap to take possession of the
property upon default by the debtors.

It issignificant that the | ease contract nade no provi sion for
return of the subject property upon expiration of the | ease term
This, alongwith Anthis' testinony that he presuned t he property woul d
belongtothe Starrs once all | ease paynents had been nmade, i ndi cates
that the entire transacti on was a fi nanci ng devi ce for the sal e of the
busi ness rather than a | ease of the personal property.

As stated inLoop Hospital, "The parti es cannot change t he | egal

effect of aninstrunment sinply by giving ananetoit." 35B.R at
932. However, thisis exactly what the parties here attenpted to do by
enteringintoa"lease" contract that contai ned essentially the sane
terms as their prior sal es agreenent. Based upon section 1-201(37),
the Court finds that the "l ease contract” was actual |y an agr eenent
granting a security interest inthe personal property and that the

debt ors were not required to assunme or reject it as an "unexpired

3The | ease contract provided for nmonthly payments of $1,062. 40
for a period of 60 nonths. The sales contract provided that the
$50, 000 principal anmount be paid nonthly in paynments of between
$1,000 to $1,300 over a period of not to exceed five years. Interest
was to accumul ate at 10% annually. The present val ue of $50, 000
payabl e over five years at 10% interest results in equal nonthly
payment of $1,062. 35.



| ease” under 11 U.S. C. 8365. Accordingly, D cap' s conplaint toreclaim
the property under the agreenent should be dism ssed.
I T 1S ORDERED that the debtors' notion to dism ss Dicap's

conplaint for reclamation of property is GRANTED

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: April 16, 1990




