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CONTRACTS — FACTORS TO CONSIDER IN DETERMINING WHETHER
A TRANSACTION IS A SALE OR A LEASE. — Factors to be considered in
determining whether a transaction is a sale or a lease are whether
the agreement resulted in the payment of an amount over the lease
term equal to, or greater than, the stated price of the goods; whether
all risk of loss was on the lessee and remedies on default were those
that would be available to a conditional seller; whether, under the
lease, the lessor could declare the entire amount due, repossess the
property, sell it, and hold the lessee liable for any deficiency; and
whether, if a sale of the property produced a surplus, it belonged to
the lessee.

CONTRACTS — DETERMINING WHETHER TRANSACTION IS A SALE OR
A LEASE — PROVISION WHICH CREATES EQUITY IN FAVOR OF LESSEE
SIGNIFICANT. — A provision which creates an equity in the goods in
favor of the lessee is a significant consideration in determining
whether the transaction is a sale or a lease.

CONTRACTS — LEASE CONSTRUED AS SALE. — Where there was
testimony from a former employee of appellee that he customarily
told prospects, including appellant, that at the end of the lease of a
telephone system, it could be purchased for one dollar, and
appellee’s president wrote the purchaser of appellant’s motel that at
the end of the lease period he could either purchase the telephone
- system for ten per cent of the purchase price or renew the lease from
year to year for a single monthly payment each year, the only
reasonable inference to be drawn from this evidence is that appellee
omitted the option to purchase provision from the written leaseinan
attempt toavoid the claim that it was a sale and subject to the usury
laws, and gave verbal assurance to its “lessees” that at the end of the
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lease an option to purchase for a nominal amount would be
observed.

4. SALES—- ABSENCE OF RESIDUAL IN LESSOR AT EXPIRATION OF LEASE
SIGNIFIES THAT TRANSACTION IS SALE AND NOT LEASE. — One test to
distinguish a sale from a true lease is the absence of any appreciable
residual in the lessor at the expiration of the lease, and since there
would be no appreciable residual in the telephone system here
involved at the end of the five-year lease, the transaction was a sale
and not a lease.

5. USURY — DIFFERENCE BETWEEN PURCHASE PRICE AND PAYMENTS
UNDER “LEASE” USURIOUS — CONTRACT VOID. — Inasmuch as the
difference in the price for which the telephone system could have
been purchased by appellant, as opposed to the payments to be
made under the ““lease,” was patently usurious, the transaction was
void.

6. APPEAL & ERROR — FAILURE TO MAKE ARGUMENT IN TRIAL COURT
— ARGUMENT WAIVED ON APPEAL. — An argument not argued in
the trial court is waived on appeal.

Appeal from Pope Circuit Court; John Patterson, Judge;
reversed and dismissed.

Tim D. Williams, for appellant.
Young & Finley, by: James K. Young, for appellee.

STEELE HAYs, Justice. The issue here is whether a lease
agreement between Jack Hill, appellant, and Bentco Leasing,
appellee, was in fact a sale and, therefore, subject to a defense of
usury.

Hill signed a lease with Bentco for a telephone system to be
installed in Hill’s Townhouse motel. The agreement, signed in
October of 1982, called for sixty monthly payments of $412.26.
Hill had made only the first two payments when he sold the motel
to Ray Krayecki. Hill assumed Krayecki would take up the lease
payments to Bentco and Krayecki could not agree on terms so the
system was repossessed by Bentco in January, 1983. Bentco filed
suit against Hill in March, 1983 for $15,269, the amount of the
purchase price had Hill chosen to buy the system outright. The
claim was non-suited in July, 1984, and Bentco refiled in August,
1984 for $8,245, the sum of the lease payments due as of that
date.

The case was tried in November, 1984. Hill defended on the
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ground that the agreement was in effect a sale and void for usury.
Bentco maintained it was a true lease. The trial court found the
arrangement to be a lease, distinguishing Bell v. Itek, 262 Ark.
22, 555S.W.2d 1 (1977), because the lease did not contain an
option to purchase, nor any provision for Hill to obtain title to the
equipment. Upon amendment of Bentco’s complaint, the court
awarded damages of $24,426, the total of the lease payments due
over the sixty month period. Hill appeals from the judgment.

[1] In Itek, supra, we expressed concern over conditional
sales being disguised as lease agreements, permitting charges
that under a credit sale would constitute usury. We warned that
such transactions would be closely examined in the future. We
initially examined the lease agreement and found it resulted in
the payment of an amount over the lease term equal to, or greater
than, the stated price of the goods. That is true of this case—the
system cost Bentco less than $10,000 and could have been bought
outright by Hill for $15,260.07, whereas the lease payments
totaled $24,426.

[2] Other factorsdiscussed in Itek are present here. All risk
of loss was on the lessee and remedies on default were those that
would be available to a conditional seller: under the lease Bentco
could declare the entire amount due, repossess the system, sell it
and hold Hill liable for any deficiency. This lease also provided
that if a sale of the property produced a surplus, it belonged to
Hill. A provision which creates an equity in the goods in favor of
the lessee is a significant consideration in determining whether
the transaction is a sale or a lease. In re Tulsa Port Warehouse,
690 F.2d 809 (10th Cir. 1982); White & Summers, Uniform
Commercial Code, § 22-3 (2d ed. 1980); Hillman, McDonnel,
Nickles, Common Law and Equity under the UCC, § 18.05
[3]{a](1985).

In Itek the lessee had an option to buy the leased property for
a nominal amount, which we regarded as having particular
significance, as such a provision is seen by some authorities as
decisive in deciding whether the transaction is a sale and not a
true lease, “[Flor why would a bona fide lessor relinquish a
valuable chattel for next to nothing?” Itek, supra. See Uniform
Commercial Code, § 1-201(37); B. Clark, The Law of Secured
Transactions Under the Uniform Commercial Code, § 1.5[3]
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(1980); White & Summers, supra. But all factors must still be
considered. Hillman, et al., supra, § 18.05(3)(a) (1985) at p. 18-
43, n. 214, 217.

[3] Here, while the lease itself contained no provision for
purchase by Hill, a former employee of Bentco testified that he
customarily told prospects, including Hill, that at the end of the
lease the system could be purchased for one dollar. Moreover,
Bentco’s president wrote Mr. Krayecki in November, 1982,
evidently in the hope of obtaining Krayecki’s assumption of the
lease, that at the end of the lease period he could either purchase
the system for ten per cent of the purchase price or renew the lease
from year to year for the payment of a single monthly payment
each year.

Notwithstanding this proof that Bentco would have little
interest in the property at the end of the lease, the trial judge
found the agreement did not provide for the purchase of the
property by Hill, nor did it contain any other terminology
indicating how the lessee could obtain title to the system. And
while that particular issue was disputed, we believe the only
reasonable inference to be drawn from the testimony of the
former employee, corroborated as it was by the letter to Krayecki,
is that Bentco’s solution to the problems posed by the Itek
decision was to simply omit the option provision from the written
lease and give verbal assurance to its “lessees” that at the end of
the lease an option to purchase for a nominal amount would be
observed. Even if we could reach the same conclusion as the trial
court with respect to an option to purchase, the absence of that is
not conclusive in determining whether the transaction is a lease:

Drafting variants which have not impressed the courts are
options to purchase before the price has been fully paid or
arrangements under which there is no option to purchase at
any time but where the aggregate rentals approximate the
value (or purchase price) of the goods. Gilmore, Security
Interests in Personal Property, (1965), Vol. 1, § 3.6.

The absence of an express transfer or option does not
dispose of the question. As has been noted, ‘Since the
parties to these transactions are often clever in their
attempts to disguise a finance transaction as a true lease,
ownership should be liberally defined.’ In Re Gehrke
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Enterprises, Inc., 1 BR 647 (WD Wis. 1979), citing
DeKoven, Leases of Equipment: Puritan Leasing Co. v.
August, 12 S.Fran.L. Rev. 1978.

See also B. Clark, The Law of Secured Transactions Under the
Uniform Commercial Code, § 1.5[3] (1985 Cumm. Supp. No. 3);
White & Summers, supra; In Re Brookside Drug Store, Inc., 3
BR 120 (D. Conn. 1980); Leasing Service Corp. v. American
National Bank & Trust, 19 UCC 252 (1976); In Re Peacock, 6
BR 922 (ND Tex. 1980).

[4] Ithasbeensuggested thatthe “most fruitful single test”
to distinguish a sale from a true lease is the absence of any
appreciable residual in the lessor at the expiration of the lease.
Coogan, Leases of Equipment and Some Other Unconventional
Security Devices, 1 Bender’s Secured Transactions Under the
Uniform Commercial Code, § 4A.07 at 4A-177. This is the net
effect of a purchase option for a nominal sum, since exercising
that option is the only prudent course for the lessee. See White &
Summers, supra; B. Clark, The Law of Secured Transactions
Under the Uniform Commercial Code, § 1.5[3] (1980); Matter
of Fashion Optical Ltd., 653 F.2d 1385 (10th Cir. 1981).
Therefore, the lessor’s only interest in the goods at the end of the
lease is the nominal amount of the purchase option.

There are other situations, however, where there is no
provision for a purchase option by the lessee, and title never
technically passes from the lessor to the lessee, but the lessor still
has no expectation of a material interest in the property at the
expiration of the lease term. The lessee in such cases is deemed to
have become the owner of the property. “The lessor has parted
with, and the lessee has acquired most of the risks and advantages
of ownership.” Coogan, UCC Treatment of All Leases, 1
Bender’s Secured Transactions Under the UCC, § 4.3.03 at 4.3-
10. Coogan lists those situations, some of which have relevance
here: 1) The term of the lease equals or exceeds the expected
economic life of the property so there is no reasonable expectation

! While these authorities are distinguishing leases from sales for the purpose of
determining the applicability of Article Nine of the UCC, the principles employed in
making that distinction are equally as useful in determining whether usury will be
available as a defense in the action. See Bell v. Itek, 262 Ark. 22, 555 SW.2d 1 (1977).
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that the lessor will have anything significant at the end of the
term; 2) the term may be less than the economic life expectancy,
but the lessor’s known practice is not to bother with reclaiming
the used goods; 3) the lease contains a provision whereby
substantially all the risk of increase or decrease in value of the
residual is borne by the lessee and the lessor retains no significant
economic interest, as where the lessor is obligated to dispose of the
property at the termination of the lease and the lessee is entitled to
any surplus and bears any loss resulting from the disposition. See,
B. Clark, The Law of Secured Transactions Under the Uniform
Commercial Code, § 1.5[3] (1980); In Re Peacock, supra. See
also, In Re Gehrke, supra; In Re Tulsa Port Warehouse Co.,
supra; Matter of Fashion Optical, Ltd., supra.

Weighing the three factors discussed by Coogan, supra, the
third is inapplicable. Although the agreement contains a provi-
sion that upon the lessee’s termination of the lease the property
may be sold with the surplus or deficiency going to the lessee, such
a disposition is not obligatory on the part of the lessor under the
terms of this contract. See, In Re Tulsa Port Warehouse, supra.
The other two situations may well apply. It is conceivable that at
the end of the lease this equipment would have little value or
usefulness, in which case the residual available to Bentco would
be, for all practical purposes, worthless. Given the limited value of
the equipment at the end of the lease as we noted previously,
evidenced by the letter from Bentco to Krayecki, we conclude
there would be no appreciable residual in the goods at the end of
five years and that the transaction was a sale and not a lease.

[5, 6] In this case, the difference in the price for which the
system could have been purchased by Hill as opposed to the
payments to be made under the “lease,” was patently usurious
and the transaction was void. United Bilt Homes v. Elder, 272
Ark. 496,615S.W.2d 367 (1981); Textraon Inc.v. Whitner, 249
Ark. 57, 458 S.W.2d 367 (1970). The appellants pleaded and
argued the usury defense in accordance with the Arkansas
Constitution, Art. 19, § 13. On appeal, Bentco argues the federal
override statute, 12 U.S.C. 86a, is applicable, but that was not
argued below, nor was any objection made as to the ten percent
rate being the applicable law. Any argument on appeal has been
waived. Jackson v. Farm and Commercial Properties, 284 Ark.
130, 680 S.W.2d 105 (1984).
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Reversed and dismissed.

PURTLE, J., not participating.




