In re PAZ
179 B.R. 743 (Bankr. S.D. Ga. 1995)

JAMES D. WALKER, Jr., Bankruptcy Judge.

This matter comes before the Court on Motion for Relief From Stay filed by Gold Key
Lease, Inc., (“Gold Key”) a creditor in this Chapter 13 case. At issue is the characterization of
an agreement as either a lease which must be assumed or rejected, or a security instrument
capable of bifurcation into secured and unsecured component claims....

FINDINGS OF FACT

On June 16, 1994, Johan Paz (“Debtor”) and Nalley Brunswick Automobiles, Inc.,
(“Nalley”) entered into an agreement which Nalley subsequently assigned to Gold Key. In the
agreement, Debtor obtained the right to possession and use of a new 1994 GMC Sonoma truck.
In return, Debtor agreed to pay Gold Key the sum of Two Hundred Seventy-five Dollars and
Twenty-six Cents ($275.26) per month for a period of forty-eight months. Debtor paid Six
Hundred Sixteen Dollars and Twenty-six Cents ($616.26) at the inception of the agreement,
which included a security deposit of Three Hundred Dollars ($300.00). Upon expiration of the
agreement, Debtor would have had the option of purchasing the vehicle for either Three
Thousand Four Hundred Fifty-eight Dollars and Thirty-six Cents ($3,458.36) or Ninety-five
percent (95%) of the value of the vehicle as determined by the NADA Official Wholesale Used
Car Trade-in Guide, whichever is less. Debtor had the option to purchase the vehicle during the
term of the agreement by paying Gold Key a sum determined by the number of unpaid payments
in relation to the NADA Wholesale value. The agreement is entitled “Lease Agreement — Gold
Key”, and is the subject of this dispute between Debtor and Gold Key.

Debtor testified that he was told he would be permitted to keep the car at the conclusion
of the 48 month term if he would keep paying the same payment for twelve more months. At the
end of that additional twelve month term he would acquire ownership. If Debtor were to
exercise this option, the twelve additional payments, totaling Three Thousand Three Hundred
Three Dollars and Twelve Cents ($3,303.12), would approximate the predicted residual value of
the vehicle. The cash price of the car was Ten Thousand Dollars ($10,000.00). The title to the
vehicle remained in Gold Key’s name at all times during the term of the agreement.

On February 14, 1995, this Court ... directed Debtor to turn the vehicle over to Gold Key
until Debtor could provide proof of insurance on the vehicle or until further order. To date, there
is no evidence of proof of insurance.

Gold Key has filed a proof of claim for Twelve Thousand Seven Hundred Twenty- five
Dollars and Sixty-four Cents ($12,725.64). Gold Key’s proof of claim states that the basis for
the debt is a lease, and asserts secured status. Debtor contends that the agreement is a disguised
sale, and proposes to bifurcate Gold Key’s claim into secured and unsecured components. Gold
Key contends that the agreement is a true lease, and Debtor must either assume or reject the lease
without modifying its terms.
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CONCLUSION OF LAW

The characterization of this agreement as either a lease or sale will resolve the dispute
between the parties and determine how Gold Key’s claim will be treated in this bankruptcy case.
In order to understand why such a characterization impacts so profoundly upon the bankruptcy
process, it is necessary to review the economic circumstances associated with leasing compared
to purchasing.

A transaction is often characterized as a lease rather than a sale so that the lessee can
write off the lease payments as a tax deductible expense rather than amortizing the purchase of
the property as a capital asset. A lease may provide for the lessee to be able to surrender the
property and relieve himself from the responsibility to continue payments on the property. When
the lessee opts for that result, there would be no incentive for the lessee to argue for
recharacterization.

On the other hand, where a lessee plans to become the owner of the property, the lease
transaction may not favor his interest. Lessee obtains no equity, or ownership interest, in
property under a lease. The lease fees and costs associated with a lease agreement often amount
to a significant increase over what a lessee would pay to purchase goods in a cash or credit
transaction. For example, the ultimate price Debtor would pay for the subject vehicle at the end
of the lease term upon exercising the purchase option would be a minimum of $16,515.60 as
compared to the original purchase price of $10,000.00 had Debtor paid cash.

Financing the vehicle in a purchase transaction for the same five year period would yield
a significantly lower cost over the same period as the lease. For example, assuming the cost of
the vehicle is $10,000.00, including a sales tax of 6% the purchaser would need to finance
$10,600.00 for the purchase of the vehicle. At a 7% interest rate, amortized over a five year
period, the purchaser would pay $209.89 per month for a total of $12,593.40. Of that amount,
$1993.40 would represent interest.® When one compares the total amount spent over the same
period, the cost of leasing versus purchasing becomes apparent.

The fact that debtors are often uninformed regarding the consequences of the nature of a
transaction is not surprising given the fact that the law does not require the disclosure of the
purchase price of the vehicle or the interest rate in a leasing transaction. Entering into a lease
with an option to buy allows creditors to finance the sale of a new car to marginally credit
worthy purchasers and charge a higher price and a higher interest rate. Both factors are not
readily apparent to the lessee aspiring to purchase.

Bankruptcy adds another dimension to the leasing transaction. Lessees who file for relief
under the Bankruptcy Code may propose to characterize the transaction as a sale, as in this case,
then value the property and bifurcate the claim between secured and unsecured components....

! These figures are offered for illustrative purposes only. Individual lending policies vary between
institutions. For the purposes of this example, the Court assumes no money down and no fees or extraneous
charges.
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[C]reditors gain certain advantages by characterizing agreements as leases. Outside of
bankruptcy, lessors are not forced to comply with the often complex and time consuming
requirements imposed upon secured creditors by Georgia’s Uniform Commercial Code in the
event a debtor fails to make payments. The same requirements which hamper a secured
creditor’s efforts toward foreclosure benefit a debtor by making it easier to keep the property.
Besides obtaining a generally higher price on leasing agreements, lessor creditors are able to
achieve better treatment in bankruptcy than secured creditors.

While Congress has specified the treatment each species of creditor is to receive in
bankruptcy, the role of defining what constitutes a security interest versus a lease is left to the
state legislature. In re Mahoney, 153 B.R. 174, 176 (E.D. Mich. 1992) (citing In re White, 109
B.R. 768, 769 (Bankr. S.D. Ohio 1989)). The Georgia Code provides the Court with
guidance....

[Section 1-201(37)] provides a yardstick for the Court to measure the facts of each
individual case. In order to find that the transaction entered into between Debtor and Gold Key
constitutes a security agreement the Court must find both that Debtor is not able to terminate the
agreement and that one of the conditions in subsections (a)-(d) [first] is satisfied. The Court may
consider as evidence any facts in the case consistent with those subsections (a)-(e) [second]
whose mere presence the Georgia Legislature has designated as insufficient to create a security
agreement.

The evidence submitted to the Court does not reveal that Debtor was able to terminate the
lease prior to the expiration of the term of the agreement. Although provisions of the agreement
refer to a second side of the document, both the evidence accompanying Gold Key’s proof of
claim and the evidence submitted by Gold Key at the hearing had only one side. The Court will
not speculate whether the document as signed contains provisions not submitted into evidence.
Therefore, the Court finds that the contract did not give Debtor the power to terminate the
agreement prior to the expiration of the term of the agreement.

However, finding that the agreement is not subject to termination by Debtor is
insufficient to establish that the document is a security agreement. Upon review of the additional
factors cited by the Georgia Code which create a security agreement, the Court finds that none of
those factors are present in this case. Specifically, the Court finds:

(a) The original term of the lease is less than the remaining economic life of the goods at
the time Debtor entered into the agreement. The vehicle Debtor obtained through the present
agreement was new at the time the contract was formed. The term of the lease is four years.
This Court cannot find at the end of the four year lease that the vehicle would have no economic
value.

(b) Debtor is neither bound to renew the lease for the remaining economic life of the
vehicle, nor bound to purchase the vehicle. While the agreement provided that Debtor was able
to exercise an option to purchase the vehicle, Debtor was under no obligation to do so or to
renew the lease. Indeed, the document was silent as to whether Debtor was able to renew the
lease. The fact that Debtor was given the opportunity to purchase the vehicle by continuing
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payments for an additional twelve months does not create an obligation binding Debtor to renew
the lease.

(c) The lease does not provide an option to renew for nominal consideration. The lease
is silent regarding renewal. Hence, this factor is inapplicable.

(d) Debtor’s option to become the owner cannot be exercised for nominal consideration.
The lease provides that Debtor may become the owner of the vehicle upon payment of either
$3,458.36 (estimated wholesale value) or 95% of the NADA Wholesale value at the end of the
contract’s natural term. Should Debtor elect to purchase the vehicle prior to the natural
expiration of the term, the price would be calculated by reference to the unpaid lease payments in
conjunction with the NADA Wholesale value. In either instance, reference is made to the fair
market value of the vehicle at the time the option is exercised. The Georgia Code provides that
fair market value is not nominal. 8 1-201(37)(x)(ii).

A review of the cost Debtor would ultimately pay for the vehicle supports Gold Key’s
assertion that the purchase price is not nominal. The total payments called for under the lease are
Thirteen Thousand Two Hundred Twelve Dollars and Forty-eight Cents ($13,212.48). Of that
amount, Four Thousand Three Hundred Eighty-six Dollars and Four Cents ($4,386.04) represent
taxes, fees, and lease charges. The remaining sum of Eight Thousand Eight Hundred Twenty-six
Dollars and Forty-four Cents ($8,826.44) represents payments toward reduction of the vehicle’s
actual cost should the option to purchase be exercised.

Considering the lowest possible payout by Debtor in exercising the option ($3,303.12 by
continuing payments in the amount called for in the agreement for an additional 12 months)
Debtor would ultimately pay Twelve Thousand One Hundred Twenty-nine Dollars and Fifty-six
Cents ($12,129.56) toward the capital cost of the vehicle under the agreement. A residual cost of
$3,303.12 is not nominal in light of either the ultimate capital cost of the vehicle or the original
purchase price of $10,000.00.

The Court finds that none of the factors stated in the Georgia Code which would establish
the present agreement as a security interest are present. The Court notes that several factors cited
by the Georgia Code in subsections (a)-(e) [second] are present. Specifically, the total amount to
be paid under the agreement approximates the fair market value of the vehicle at the inception of
the agreement (if the purchase option is exercised), Debtor pays applicable taxes through the
agreement, and Debtor has an option to become the owner of the goods at the end of the
agreement. However, there are merely additional factors the Court considers in evaluating the
facts of each case. Standing alone or together, they do not evidence a security agreement.

Considering the facts of this case in light of the plain language of the Georgia Code, the
Court finds that the present agreement constitutes a lease under [§ 1-201(37)]....
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