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

I N RE: ) I n Proceedi ngs
) Under Chapter 11
TRIPLE B O L PRODUCERS, | NC.,)
) No. BK 86-30226
Debt or . )
TRI PLE B. O L PRODUCERS, )
I NC. )
)
Plaintiff, )
)
V. ) ADVERSARY NO,
) 86- 0296
R. W PUDER, et al, )
)
Def endant s. )
ORDER
| NTRODUCTI ON

This matter is before the Court on plaintiff's conplaint for
declaratory judgnment. OnJuly 12, 1984 plaintiff/debtor, Triple BQ |
Producers, Inc. ("Triple B"), entered into acertain Equi pment Lease
Agreenment ("Agreenment”) with defendants R W Puder ("Puder") and E. J.
Ledder ("Ledder"). Triple Bsubsequently filedapetitionfor relief
under Chapter 11 on February 28, 1986, and on July 2, 1986 noved to
rej ect the Agreenent pursuant to 11 U. S. C. 8365. Defendant Mark Twai n
Bank objectedtoplaintiff's notion onthe basis that the Agreenent is
not a"true l ease,” but rather a security agreenent for the conditional
sale of the equipnment in question. Def endant Puder, who was
represented by counsel at trial, apparently agrees that the Agreenent
isinfact afinancing transaction. In a brief opening statenent,

counsel for Triple Bstatedthat plaintiff |ikew se agrees with Mark



Twai n' s position, and that Triple Bwoul dtherefore not participate
further in the trial.

The i ssue this Court nust deci de i s whet her t he Agreenment between
Triple B, Puder and Ledder is a"true | ease” or a | ease i ntended as
security. If the Agreenent constitutes atruelease andis rejected by
the estate, the equi pment will be returned to Puder and Ledder. If the
Agreenent i s afinancing device, the equi pment becones property of the
estate and i s subject to Mark Twain's al |l egedly perfected security

interest in all equipnment of Triple B.

FI NDI NGS OF FACT

I n 1980, Triple Bwas i n need of additional equi prent, but | acked
t he necessary capital and coul d not econom cal | y borrow addi ti onal
funds to purchase such equi pnment. Puder and Ledder, who were t hen
of fi cers and sharehol ders of Triple B, and who were abl e to secure nore
favorabl e i nterest rates, obtai ned personal | oans fromd ney Bank &
Trust to purchase equi pnent for the corporation's use. The cost of the
equi pment was $622, 708.00. Triple Bthen "l eased" t he equi pnent from
Puder and Ledder at the rate of 2.5%of cost per nonth. Triple B
initially nade "l ease" paynments directly to O ney Bank. Puder
testifiedthat this was done as a natter of adm ni strative conveni ence,
and that Triple Bl ater made paynents directly to Puder and Ledder.
(Puder Dep. at 33.)

I n 1982, Puder, Ledder and Triple Bexecuted awitten"l| ease,"
backdated to May 1980, that reflected the prior oral "leasing"

arrangenent. This | ease expiredin June 1983, and fromthat tine until



July 1984, there was again nowitten agreenent, although the sane
"| easi ng" arrangenent continued. In July 1984, Puder, Ledder and
Triple Bthen enteredintothe Equi pnent Lease Agreenent that is at
issueinthis case. The Agreenent was for atermof five years, and
was consi dered by the parties to be a continuation of the earlier
"l ease."” (Puder Dep. at 31; Ledder Dep. at 41.) The Agreenent
conbined Triple B's obligations for the equi pment with separate
corporate obligations to Ledder and Puder under prom ssory notes.
During the initial two years of the Agreenent, all paynents were
apparently all ocated to the notes. The parties agreed, both orally and
inwiting, that Triple B s "l ease” paynments woul d vary as i nt erest
rates varied on Puder's and Ledder' s | oans at A ney Bank. (Puder Dep.
at 80; Ledder Dep. at 18-20, 99.) Inaddition, the "l ease" paynents
wer e schedul ed to continue until June 30, 1989, at which tine the
i ndi vidual s' obligations ontheir | oans would be fulfilled.! (Puder
Dep. at 32; Ledder Dep. at 95.) Triple B s paynents over the ni ne year
"| ease period" totalled $1,325.025.92.

DI SCUSSI ON

There are certai n general principlesthat apply in determ ning

Y1'n his deposition, Puder testifiedthat a"gentlenen's agreenent”
authorized Triple Bto have full title to the equi prent whenever Triple
Bcouldpay infull the Puder and Ledder bank | oans. Ledder testified
that no such agreenent existed.
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whet her a particul ar docunent is alease or a security agreenent. For
exanmpl e, "[a]lthough an agreenent is denom nated a | ease, if the
substantive provisionsindicateit isinfact asale, it will be deened
a sale. The parties cannot change the | egal effect of aninstrunent

sinply by givinganametoit." Inre Loop Hospital Partnership, 35

B.R 929, 932 (B.R C. ND. Ill. 1983). "The instrunent may di sgui se
actual intentions andthereforeit isinportant to anal yze beyond the
docunent's face." 1d.

Section 1-201(37) of the Uni formComerci al Code establ i shes nore
speci fic standards for determ ni ng whether aleaseis a"true |l ease" or
a security agreenent. That section provides, inpertinent part, as
fol |l ows:

Whet her a |l ease i s intended as securityisto be
det erm ned by t he facts of each case; however,
(a) theinclusionof an optionto purchase does
not of itself make the | ease one i ntended for
security, and (b) an agreenment that wupon
conpliance with the terns of the |l ease the | essee
shal | becone or has the option to becone the
owner of the property for no additional

consi derati on or for a nom nal consi derati on does
make the | ease one intended for security.

Section 1-201(37) has beeninterpreted as requiringtwo basic
el ements for a security agreenent to exist: "1) [T] he | essee nust be
obl i gated t o make rental payments roughly equival ent tothe | eased
property's cost plusinterest, and 2) the | essor nust | ack a resi dual
value inthe | eased property at the term nation of thelease.” |d. at
933. Afindingthat thelessor possesses no econom cal | y neani ngf ul
residual valueinthe property at the term nation of the "l ease" nay be

indicated "by the existence of a nom nal option price roughly
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equi valent tothe fair market val ue of the | eased property at the end
of theterm.." 1d. If, however, "the parties antici pated that the
property woul d have significant market value at thetine theoptionto
acqui re woul d be exerci sed, thel essor has a residual value inthe
property and a lease is indicated.” 1d.

There i s no absol ute standard for determ ni ng whet her an opti on
price is nomnal. Although sonme cases suggest that an option to
purchase for fair market value "creates an inference that the
considerationis other than nomnal," I nre Berge, 32 B.R 370, 372 n.
5(B.R Ct. WD. Ws. 1983), the sane cases sonetinmes note that "fair
mar ket val ue"” may i n fact be nomnal. See, e.g., Inre Berge, 32 B. R
at 372 n. 5; Loop Hospital, 35 B. R at 933-34. O her cases have held

that the optionpriceisnomnal if it islessthan 25%of the origi nal

purchase price. See Percival Construction Co. v. Mller &MIller

Aucti oneers, 532 F. 2d 166, 171 (10th G r. 1976). The Seventh G rcuit

has expressly held that "in determ ni ng whet her an optionpriceis
nom nal, the proper figuretoconpareit withis not the actual fair
mar ket val ue of the | eased goods at thetine the option arises, but

their fair market value at that tineas antici pated by the parti es when

the lease is signed." Matter of Marhoefer Packing Co., Inc., 674 F. 2d

1139, 1144-45 (7th Cir. 1982) (enphasis added).

I nthe present case, the 1980 "l ease"” di d not contain an option
t o purchase. However, the 1984 Agreenent, whichis the docunent at
i ssue, contains aoptionto purchase that provides: "Upon expiration
of the Agreenent Term and fulfillment by Lessee of all of its

obl i gati ons hereunder, the Lessors shall sell the equi pnent tothe
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Lessee for its then fair market value.”

Mar k Twai n argues that the "optionto purchase" cl ause nmandat es
t he sal e of the equi pnent to Triple Bat the expiration of the "l ease,"
and t hat under U.C. C. 1-201(37), the "l ease" is therefore a security
agreement.? The Court finds, however, that this clause does not nmandat e
a sal e of the equipnent to Triple B, but rather obligates the "l essors”
to sell the equi prent for fair market valueif Triple Bexercisesits
option to purchase. This interpretation is supported by another
provisioninthe agreenent that requires the property to bereturnedto
the "l essors" upon term nation of the "lease."3

Mark Twai n further argues that even if the "l ease" does not
require the sale of the equi pnment, the Agreenment i s nonethel ess a
fi nancing device since the parties anticipated, at the tinme the
document was executed, that Triple Bwoul d purchase t he equi pnent for
nom nal value. In order to determ ne whether the parties anti ci pated
that Triple Bwoul d purchase t he equi pnent for nom nal value, it is
hel pful to consi der both the condition of the equi prent in July 1984
and the state of the oil industry in 1984. The testinony on both
factors is conflicting.

Bob Summers, defendant Ledder's expert, testified in his

2Mar k Twai n cites the foll ow ng | anguage fromsecti on 1-201(37) in
support of its position: "[A] n agreenent that upon conpliancewiththe
terms of the |ease the | essee shall becone... the owner of the
property...does make the | ease one i ntended for security (enphasis
added) .

3Par agraph 6 of the Agreenent provides in part: "Upon the
term nation of thel ease wth respect to any itemof equi pnment, such
i temof equi pnent shall bereturnedtothe Lessors ingoodrepair...for
such disposition as the Lessors shall determne."”
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deposition that the equi pnent was worth approxi mately $331, 200. 00 i n
July 1984, He further testified that assuming there were no
significant changes inthe oil industry in Southernlllinois, and
further assum ng t hat t he equi pment was properly mai ntained, it woul d
| ose only 20%of its val ue between July 1984 and June 1989 (and woul d
t hus have nore t han nom nal val ue). Mark Twai n has requested t he Court
tostrikeall of thetestinmny of M. Sumrers onthe basisthat it is
pr edi cat ed on two unrel i abl e docunents, bot h of whi ch were prepared by
unknown i ndi vi dual s or i ndi vi dual s who did not testify inthis case.*
(One docunent, awitten apprai sal of the equi pnent i n questi on, was
excl uded as heresay during the trial of this case.) However, M.
Sunmers, who had thirty-five years of experienceinthe oil business,
alsotestifiedthat hewas famliar with the equi pnment in July 1984,
and that his opinionastoits value at that time was based upon his
personal know edge of the equi prrent. (Sumrers' Dep. at 9, 19.) The
Court finds that the witness' background inthe oil field and his
fam liarity with the equi pmrent nmake hi mconpetent totestify astothe
val ue of the equi pnent in 1984. The Court al so notes, however, that
Sumrers' testinmony withregardto the equi pment's value in 1989 is
sonewhat weakened si nce hi s opi ni on was based on an assunpti on t hat
t here were no significant changes i nthe econony affectingthe oil

i ndustry. While certain evidence supports such an assunpti on, ot her

4Counsel for defendant Ledder asked Summrers the fol | owi ng questi on
during his deposition: "Do you have an opi ni on as to whet her or not
t hat apprai sal of Don Gordonreflects the fair market val ue of [t he]
equi pnment on or about the date it was prepared, which was April 16t h of
1984?" (Summers' Dep. at 11.)



credi bl e evidence i ndicated that the econom ¢ outl ook for the oil
busi ness was gloony in July 1984.

Mar k Twai n' s expert, Pete Pl etz, apprai sed the equi pnent on May
1, 1987, and testified that its current fair market value is
$129, 000. 00, approxi mately 21%of its original cost. The equipnent's
present fair market val ue, however, isirrelevant -- the equi pnent's
value in 1984 is clearly nore indicative of what the parties
anticipatedits valueto bein 1989. Additionally, the evidence at
trial suggested that the equi pnent had not been used nor properly
mai ntai ned for sone tine. These factors coul d obviously contributeto
t he equi pment' s current fair market value. Pletz further testified
t hat even assum ng Sunmers' esti mat ed val ue of $331, 200. 00 (i n July
1984) to be true, the equi pmrent woul d retainonly 15%to 20%of its
fair market val ue by 1989. 1In other words, the equi pment woul d be
wort h $50, 000. 00 t 0 $82, 000. 00 i n 1989, or 8%t o 13%of its ori gi nal
cost. Hefurther testifiedthat the oil market had begun to decline by
July 1984; Mark Twai n argues that this decline further supports a
finding that the parties antici pated the equi pnment to have a noni nal
val ue in 1989.

There are two problens with Pletz's testinony. First, he was not
fam liar with the equi pnent’'s conditionin 1984. Therefore, itis
difficult tounderstand the basis for his conclusionthat the equi pnent
woul d retain only 15%t o 25%of its fair market val ue by 1989. Second,
while thereis evidence that oil prices had begunto declinein 1984,
this factor alone (without further evidence of the equipnent's

conditionand value in 1984) isinsufficient toshowthat the parties
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anticipated the equi pnent’'s fair market val ue to be nom nal in 1989.
I nshort, thereislittle, if any, evidence supporting Mark Twai n's
posi tion that Puder and Ledder i ntended to sell the equipnent to Triple
B for nom nal value when the "|ease" term nated.

Puder didtestifyinhis depositionthat the parties had agreed
that Triple Bcoul dpurchase t he equi pnment for a nom nal sum (Puder
Dep. at 62, 71.) There is no other testinony to this effect.
Mor eover, the Court finds that Puder's testinony | acks credibility for
the follow ng reasons.

Puder and Ledder personally guaranteed Mark Twain's loanto Triple
Binthe event of any deficiency. A though Ledder settledwth Triple
B, Mark Twai n's suit agai nst Puder is currently pendingin state court.
Mar k Twai n cont ends that the statelitigationis totallyirrelevant to
any i ssue inthis proceedi ng. The Court di sagrees. Should the instant
Agr eenent be construed as a security agreenent, Mark Twai n may succeed
inenforcingits security interest, thereby obtainingthe val ue of all
of the subject equi pment, not just Puder's one-half. This would
obvi ousl y reduce Puder' s exposure on hi s personal guaranty. The Court
can only concl ude that Puder i s not aparticularly crediblewtnessin
i ght of his apparent self-interest in havingthe "l ease" decl ared a
security agreenent. Therefore, inthe absence of evidence that the
parties intended, at the time the "l ease" was signed, to sell the
equi pnrent to Triple Bin 1989 for nom nal val ue, the Court cannot find,
as a matter of law, that the "l ease" is a security agreenent.

Mar k Twai n further argues that evenif the residual val ue of the

equi pnent i s substantial, thetotality of circunstances denonstrates
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that the purported | easeis afinancing device. Specifically, Mark
Twai n contends that the follow ng | ease provi sions denonstrate a
transfer of the incidents of ownership to Triple B: Lessee's
obligationto 1) bear therisk of | oss, 2) insure the equi pnent, 3)
make all repairs and perform mai ntenance, 4) pay taxes, and 5)
i ndemmi fy the |l essor. Mark Twai n al so cont ends t hat because the total
anount of rent under the "l ease"” substantially exceeds t he cost of the
equi pnment, thetransactionisineffect afinancing device. O her
courts have found these factors rel evant i n determ ni ng whet her a

"l ease” is actually a security agreenent. See, e.qg., Mtter of

Mar hoefer, 674 F.2d at 1145; Loop Hospital, 35 B.R at 935-37.

However, the cases al so note that "such factors are | ess persuasi ve as
they are essentially matters of contract negotiation.” 1n re

International Plastics, Inc., 18 B.R 583, 588 (B.R Ct. D. Kan. 1982).

As stated by the Court inLoop Hospital, "[these] factors are basically

irrel evant as they can al so appear intrue |l eases, and nerely add to
t he confusion in anal yzing these cases... A better indicator of
i ntended ownershipisthe parties' anticipation of the fair market

value at the end of the agreenent.” 1d. at 936.

CONCLUSI ON

Under section 1-201(37) of the Uni formConmercial Code, if alease
contai ns an optionto purchase that allows the | essee t o becone t he
owner of the property for a nom nal consideration, theleaseisin

ef fect a security agreenent. In determ ning whether an option priceis
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nom nal , the Court nust consi der whet her the parties intended, at the
time the |l ease was signed, to sell the property for nom nal val ue at
the term nation of the lease. In the present case, Mark Twai n has
failedto present sufficient evidence denonstrating that Puder and
Ledder i ntended to sell the equi pnment to Triple Bfor a nom nal sum
Al t hough Mar k Twai n ar gues t hat ot her | ease provi si ons denonstrate t he
Agreenent i s afinancing device, these provisions al so appear in"true
| eases” and are therefore irrelevant to the issue in this case.

Accordi ngly, for the reasons stated above, the Court finds that

the Agreenent is a "true | ease"” and not one intended for security.

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

ENTERED: June 11, 1987
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