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ERRATA

page 7, lines 7 /8:
for the words 'set out helow as an appendix to this report" read '"repro-
duced in Study LIX - Doc. 24",

page 18, iine 33:
for the word "lessor's'" read "lessee's'".

page 21, line 4;
delete the word "do".

page 23, line 12:
delete the word "the" after the word "of".

page 33, replace lines 30 and 31 by the following sentence:.

"The solution comsequently arrived at by the drafting committee in Ar-
ticle 2 (1) (b) was that, for the uniform rules to be applicable by
virtue of the operation of the rules of private international law, it
would be necessary for both the supply agreement and the leasing agree-
ment to be governed by the law of a Contracting State."

page 40, lines 15/16:
for the word "fallire" read "failure™.

page 43, line 6:
delete the word '"therefore".

page 43, line 39 after the word "bankrupt", insert the words "Mt was felt
that". '

page 51, line 10:
for the word "to" read. "frow® .

page 51, line 31:
for the word "lessor's" read "lessee's".

page 52, line H: _
for the word "to" after the word "derogate" read "from".

page 52, line 20:
for the werd "compromised" read "comprised".

page 55, at the end of line 2 insert a comma.

page 56, line 10:
for the word "techincal" read "technical".
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page 57, line LO:
for the word "lessee! read "lessor'.

page 59, line 22:
for the word "for™ read "from'".

page 63, line 10:
for letter "(g)" read ”(a)"

page 72, line 2i:
delete the word “for".

page 76, line 5: :
for the word "accordingly" read "in the event".

page 76, line 32:
for the word "first" read "fresh".

page 77, line 16:
for the word "in" after the word Minvolved" read "between".

page 78, line 36:
for the word "an" read "as".

page 80, line 2&:
after the words "referred to" insert the word "a".

page 89, lines 1G/11:
delete the word "principal".

page 89, line 12: _
after the words "of these States" insert the words "as well as the
State in which the supplier's place of business is located".

page 89, line 12:
the reference to "Article 1 (2) (&)" should be to "Article 2 (1)",

page 89, line 14:
delete the word "principal®.

page 92, line 22:
after the word "on" insert the word "an"



A. INTRODUCTION

1. General nature of problem

1. -~ Ipitiatives in the field of the unification of commercial law
have generally tended to proceed from gsituations in which, notwithstanding
the existence of a more or less developed body of law governing individual
classes of contract in the different States, the special needs of interna-
tional intercourse have proved to require some measure of harmonisation in
these laws so as to lessen the degree of legal uncertainty that would other-
wise result. A phenomemcn cf fairly recent date has indicated a guite dif-
ferent area for the potential usefulness of uniform commercial law. This is
in relation to the development by businessmen of new contractual techniques
to meet newly perceived market needs and changes in market conditions for
which the existing range of commercial techniques has proved 1nadequate
This phenomenon has been referred to as the "contrat sans loi™ in the sense
that such law as has grown up in respect of these techniques has fallen four-
square within the range of expression of the parties' freedom of contract,
untrammelled, or at least to a very large extent, by any interference from
the legislator in whatever guise.

2. - Such new techniques have naturally”tended to fall back for their
contractual documentation on differing distillations or amalgams of those
claseical contractual techniques from which they have locsely evolyed. This
has been nowhere more true than in the case of leasing where the indiscrimi-
nate borrowing.of characteristics culled from different, often contrasting,
contractual techniques has effectively resulted in the creation of a legal
hybrid which, while possessing characteristics which are, on the one hand,
highly redolent of a classical bailment nevertheless also, on the other
hand, possesses Teatures which have led commentators to suggest that it
has more in common with the traditional conditional sale or hire-purchase
type of transaction. Still further commentators have noted similarities
with cther classical legal institutions (1).

3. - So long as this analysis of the legal nature of leasing remained
theoretical, its impact on the operations of parties making use of leasing
was correspondingly marginal but, with the growing internationalisation of
leasing transactions, on the one hand, and the considered pronouncements cof a
growing number of courts and legisiatures on the nature of leasing, on the
other, the opportunities for divergencies and disparate treatment of leasing
from country to country grew apace. The essential drawback of such disparate
treatment resides in the possibility for what is set up as a leasing trans-

(1) For a discussion of the doctrinal debate on the nature of leasing, see
Report on the contract of leasing (crédit-bail) prepared by the Unidroit
Secretariat (Study LIX - Doc. 1), pp. 20-26.



action in conformity with the law, say, of the lessor's State being dis-
qualified as such by the law of the lessee'’s State or vice-versa, with con-
sequent confusion notably over the availability of the tax indemnification
benefits associated with ownership of the asset. The negative impact of
such uncertainty on the incidence of cross-bowder leasing transactions is

not hard to imagine.

4, - The problems arising out of the disparate versions of the legal
nature of leasing were morecver compounded by the nebulousness and fragmen-
tary nature of such domestic legislation as happened to exist in respect of
such transactions, admittedly relatively rare. But such legislation was not
only rare but also piecemeal, the national legislator at times addressing
leasing in its fiscal aspects, at others addressing its accounting aspects
but only rarely tackling its substantive legal aspects.

IT. Drafting by Unidrcit of uniform rules on the leasing contract:

historical background

5. - It was against the background sketched in the foregoing para-
graphs that the Unidroit Secretarlat in February 1974 reccmmended to the
Governing Council at its 53 session that it be authorised to prepare a pre-
liminary study looking into the desirability and feasibility of drawing wp
wniform rules on leasing. This proposal highlighted the legal problems
arising from the difficulty of .classifying leasing within the classical con-
tractual schemata and the unusual legal conseguences flowing therefrom.

The Governing Council accepted this recommendation, giving the topic prior-
ity status on Unidroit's 1975-1977 triennial work programme and empowering
the President of Unidroit to convene a working group to study an internation-
al unification of the applicable rules on the subject. ‘

6. - The outcome of this decision was the preparation by the Unidroit
Secretariat of a preliminary report illustrating the mechanies of the dif-
ferent kinds of leasing and the legal preblems arising out of that sui gene-
ris type of leasing commonly referred tc as financial leasing This re-.
port was considered by a small working group of the Unidroit Coverning Coun-
cil (2) which met in Rome on 21 April 1975 to examine the feasibility of draw-
ing up uniform internaticnal rules on the leasing contract. This group made

(2) For a list of the members of this group, see Preliminary draft uniform
rules on international financial leasing adopted by the Unidroit Study
Group for the preparation of uniform rules on the leasing contract:
Explanatory report prepared by the Unidroit Secretariat {Study LIX-
Doc. 18)(hereinafter cited as"Explanatory report"), at. p. 11, note 1.



a series of decisions, notably not to attempt, in view of the enormous dif-
ficulties that would be involved, any uniformisation of the national legal
rules pertaining to exclusively domestic leasing operations but rather to
address specifically internaticonal leasing, and not to convene any mors Teet-
ings on the subject pending the Unidroit Secretariat's gathering of further
information, in particular from the banks specialising in such operations,
regarding the precise nature of international leasing operations.

. 7. - These decisions were endorsed by’ the Governing Council at its
5h session in April 1975 as a result of which in March 1976 the Secreta-
riat sent out & questicnnaire to leasing operators and experts the world
over, designed both to clarify certain legal problems peculiar to ieasing
transactions in general and to throw light on the implications of cross-
border leasing in particular. Replies to this questicnnaire came in Irom
all four corners of the world and were analysed by the Secretariat in a pap-
er submitted to the Governing Council at its 55 session in September 1976.
One of the major facts to emerge from this inquiry was that the successful
mounting of truly cross-border. leasing transactions, as opposed to indirect
international leasing transactions concluded through subsidiaries cof the
‘ilessor incorporated in the country into which the latter wished to lease or
by means of joint ventures, was still a rare gecurrence, even if the sums in-
volved in the small number of transactions actually mounted successfully
were enormous, and that this was in no small measure due to the varying legal
treatment accorded leasing from one country fto another. Interest among those
responding to the questionnaire leaned accordingly more towards a uniform
international regulation of the rules governing leasing transactions in gen-
eral vather than rules cast with international leasing specifically in mind.
The primary purpose of the drafting of wniform rules was therefore seen as
the presolution of the legal vacuum affecting leasing at the domestic 1evel
with a view to facilitating and thereby extending the possibilities for the
‘use of this means of financing international trade.

8. - Twin doubts nevertheless persisted in the minds -of members of
the Governing Council regarding the aptness of this subject for unlflcatlon,
ag regards first the feasibility of disentangling the private law aspects of
leasing from its fiscal aspects, given the generally agreed wnsultability
of the latter for an attempt at unification, and, secondly, the desirability
of dealing with leasing separately from the general body of security inte- |
rests in movables, a subject then being studied by the United Nations Com=-
mission on Internatlonal Trade Law (UNCITRAL). In order to clarify thesé
doubts the Governing Council set up a restricted exploratory working group(3)

(3) For a list of those taking part in the work of this group, see Explan-
atory report, op.cit., at p. 12, note 2. '



drawn from amongst its own membership but assisted by consultant experts
from the world of leasing practice. The Working Group gave positive answers
to both problems when ‘it met in Rome from 16 to 18 March 1977, As regards
the first problem, it was of the opinion that, notwithstanding the consider-
zble importance of fiscal considerations in specifically international leas-
ing transactions, there was a sui generis derivation of private law in tri-
partite financial leasing which merited the framing of special rules cast
with its particular characteristics in mind and that it would be possible

in the drafting of such rules to steer clear of those aspects of leasing
which rather fell within the competence of the revenue authorities, the philo-
sophies underlying revenue law and private law being quite distinct. As ve-
gards the secend problem, the group felt that it was perfectly feasible to
formulate a legal framework around the sui generis leasing transaction with-
out such a definition bringing the transaction automatically under the scope
of Article 9 of the Unifeorm Commercial Code of the United States of America
and similarly inspired security interest legislation. In particular, secu-
rity interests being closely tied fto an underlying sale contract, the

only potential security interest in the sul generis type of financial leas-
ing would be the purchase money security interest relating to the sale con-
tract between supplier and lessor. The relationship between lessor and les-
see under the leasing agreement itself, on the cther hand, did not establish
a security interest so long as no transfer of title took place.

9. - The Working Group accordingly recommended to the Governing Coun-
cil that a study group should be set up with the assignment of drafting in-
ternational uniform rules on the sul generis type of leasing transaction. It
was felt that international uniform rules would realise a dual advantage in
making it possible to leave the choice of the final form which the rules
would take until a later stage, leaving open both the possibility that they
be used to clarify the situation at the domestic level and the possibility
that they be addressed to specifically international situations. The group
also made a preliminary examination of the ground to be covered in the uni-
form rules, concluding with a number of policy recommendations to the Gov-
erning Council, notably that the principal aim of the uniform rules should
be to regulate the tripartite leasing transaction, commonly referred to as
financial leasing, in view of its sui generis characteristics in relation
to the claséical contractual schemata within one or other of which it had
hitherto generally been the tendency to try to accommodate it, and that bi-
partite leasing transactions, where there was no financial intermediary be-
tween the supplier/lessor and the lessee, should only find a place in the
uniform rules to the extent that such transactions did not fit within the
scheme of a nominate contract and were not therefore amenable to treatment
under the relevant rules of law governing such contracts.

10. - The working group's recommendation that a study group should
be set up was endorsed by the Governing Council at its 56 session in May




1977. This study group, manned by eminent experts from legal and economic
systems as diverse as those of Belgium, Brazil, France, Hungary, Italy, the
Netherlands, Nigeria, Switzerland, the United Xingdom, the United States of
America and Yugoslavia, held foun sessions in Rome, from 17 to 19 November
1977, on 1 and 2 February 1979, from 30 September to 2 October 1980 and from
27 to 30 March 1884 (4). The Study Grouwp elected Mr Ldszld Réczei, Profes-
sor of Law in the University of Budapest and a member of the Unidroit Gov-
erning Council, as its chairman. Mr Réczel had already chaired the restric-
ted exploratory working group on the leasing contract which had met in March
1977. Stress all along having been laid on the need to seek solutions that
would facilitate the use of leasing on a: cross-border basis and which ac-
cordingly responded to and reflected the economic reality of the transactlon
rather than solutions which, by seeking above all its accommodation in one
or other of the classical contractual schemata, ended up by distorting the
nature of the transaction, great. store was, in determining the composition
and balance of the Study Greup, set on achieving a suitable blend of theory
and practice.

11. - Following the third session of the Study Group, the latter re-
commended that, instead of following the usual course of transmitting the
text it had prepared directly to a committee of governmental experts for
the hammering out of a final text for adoption at a diplomatic Conference,
the Unidroit Governing Council should rather first give the uniform rules
maximum exposure among the business and legal practitioners familiar w1th
the everyday vealities of leasing, inter alia by the organisation of
symposia in different parts of the world. The purpose of these symposia
would be to enable the text to be presented to and discussed by such practi-
tioners. The unripeness of the uniform rules for consideration by govern-
mental experts pending such time as they had been given such exposure was
considered to flow principally from two, not. wholly unrelated Ffactors:
first, the continuing sparseness of attempts at the domestic level to légi~
slate in this field and, secondly, the contimiing evolutien of the leasing
mechanism in view of its well proven flexibility and adaptability to meet
constantly newly appearing market needs. The Governing Council at its 60
session in April 1981 endorsed this recommendation and symposia were sub-
sequently organised in New York, on 7 and 8 May 1981, and in Zurich, on 23
and 24 November 1981, sponssred by theAmerican Law Institute - American Bar
Association Committee on Continuing Professioral Education and by Industrie-
Leasing AG, the leasing subsidiary of the Swiss Bank Corporation, PeSPECtl"
vely. Whereas the first was addressed to an essentially North American’
audience of  bankers, businessmen and practising lawyers, the second was
addressed essentially to a similar audience drawn from Western and Fastern

4) For a complete list of those taking part in the work of the Study Group
Group, see Appendix to Explanatory Report, op. cit.



Eurepe. Presentation of the uniform rules to, and discussicn thereof among
a numerous Far Eastern audience was alsc possible at the Iirst World Leas-
.ing Convention, organised by Leasing Digest Conferences in conjunction with
the Hong Kong Equipment Leasing Association in Hong Kong from 10 to 12 Janu-
ary 1983, Further presentation and discussion of the uniform rules was also
possible at the seminar on international equipment leasing organised for
French-speaking African lawyers by the International Development Law Insti-
tute in Rome from § to. 17 February 198k.

12, - Much constructive criticism of the wniform rules was made at
these various venues. This was considered by the Study Group when it met
for its fourth session. This session was designed to consider the case for
the amendments proposed during the course of the programme of symposia and
to enable the drafting to be improved. To this end the Study Group was seiz-
ed of a revised version of the text adopted in October 1880 which had been
prepared in Budapest in December 1983 by the Unidroit Secretariat in tandem
with the Chairman of the Study Croup. Much additional effort during this
fourth session went into improving the overall drafting of the uniform rules.
The text adoptead: by the Study Group.at-this:session- was then, in accordance
with Unidroit trag'tion, submitted for approval to the Unidroit Governing
Council at its 63 session held in May 1984, This approval was given by
the Council which authorised the convening of a committee of governmental
experts responsible for hammering out the text of a draft Convention on in-
ternational financial leasing. .

13. - The first session of this committee was held from 15 to 19 April
1985, 22 Unidroeit member States and two non-member States were represented
at this session, which was also attended by observers representing four in-
ternational intergovernmentzl organisations and one internaticnal non-gov-
ernmental organisaticn (5). .The committee was seized of comments submitted
by the Governing Council of the Asian Leasing Association (Asialease) (6),
comments submitted by the Chairman and one member of the Study Group on these
Asialease comments (7), cbservations submitted by the European Federation of

"Equipment Leasing Company Associations (Leaseurope) (8), commente made by

members of the Unidroit Governing Council at its 63 sessicn (9) and com-
ments submitted by the delegation of the People's Republic of China (10).

The committee elected Mr Ldszld Réczei, who had already chaired the Study

Group, as its chairman.

(5) For a complete list of those taking part in this session, see Committee
of governmental experts for the preparation of a Convention on interma-
tional financial leasing (first session, 15-19 April 1985): summary
report prepared by the Unidroit Secretariat (Study LIX - Doc. 24), at
pp. 1 - 4.

(6) Study LIX - Doc. 19.

{(7) Study LIX ~ Doc. 20.

(8) Study LIX - Doc. 21.

(9) Study LIX - Doc. 22.

(10) Study LIX ~ Doc. 23.°



14, - After a first reading of the preliminary draft wniform rules on
international financial leasing as adopted by the Study Group at its fourth
session, the committee of governmental experts referred examination of the
various points raised in the course of this reading to a drafting committee
made up of the chairman of the committee and the representatives of France
and the United Kingdom, This examination yielded a redraft of the prelimi-
nary draft uniform rules which is set cut below as' an appendix to this re-
port. This revised text was laid before the committee of governmental ex-
perts at its final session on 19 April. In accordance with a proposal by
the chairman, it was decided not to examine this revised text on this oc-
casion but to convey it to Governments, supported by a commentary, with. a
request for comments, follewing the receipt of which the President of Uni-
droit should reconvene the committee of governmental experts. In the mean-
time the Unidroit Secretariat was given responsibility for the drawing up
of draft final clauses for embodiment in the text of am international Comn-
vention to be built around the preliminary draft uniform rules.

R. Preliminary draft uniform rules on international financial leas-
ing adopted by the Unidroit Study Group for the preparation of uniform rules
on_the leasing contract as revised by the drafting committee set up by the
Unidroit Committee of govermmental experts for the preparation of a Conven-
tion on_international financial leasing follbwing the committee of govern-
mental experts' first reading thereof. '

I. Some general remarks concerning the preliminary draft wniform
rules. :
15. - The motives behind .Unidrcit's efforts to establish a uniform le-

gal framework for leasing spring essentially from two inter—-related factors,
one economic, the other legal. Whereas leasing has to a vefy large extent
been able to realise its full potential at. the national level, this pheno-
menon has not by and large been repeated at the international level, and
among the factors held responsible for this shortcoming have been the often
vast differences in the legal treatment of leasing from one jurisdiction

to another, Some countries, notably France in 1966, Belgium in 1987, Brazil
in 187% and Portugal in 1979, have tackled the problem of legislating for
leasing but in general most legal systems have simply tried to force leas-
ing into what seemed to each of them, according to the internal logic of
their own legal system, the most appropriate of the existing contractual
schemata, without much thought for the inadequacy of the legal treatment

of leases resulting from the application to them of the principles of these
schemata, the very limitations of which had led to the development of the
new technique of leasing in the first place.




16, - While the classical contractual schemata had provided the source
and the model for many of the typical features of this new technique, the
truth was that, in fu51ng these different characteristics borrowed from
different contractual techniques, leasing had ultimately outgrown its re-
lationship with its precursors and developed a separate hybrid legal per-
sonality of its own. The distinctness of this hybrid legal perscnality was
notably to be seen in the particular dynamic-structure and economic fina-
llty of the leasing transaction. Two factors in particular distinguish the
. sul generis type of lea31ng from the classical bailment, conditienal sale
or hire-purchase transaction: first, the dynamic role played by the lessee
who relies on its own skill and judgment in selecting both equipment and
supplier with a concomitant reduction in the role of the lessor whose own-
ership is stripped of virtually all the normal attributes of ownership,
from an economic point of view, and whose interest in the transaction is
limited to the recouping of its capital investment represented by the pur-
chase of the leased asset; secondly, the agreement between lessor and les-
see is concluded for a term which takes the period of economic amortisation
of the leased asset into consideration, whence the essentially financial
nature of the transaction, in that the lessee's payment of its rentals is
not merely consideration for its right to quiet possession of the equipment,
as would be the case with a typical bailment for example, but also guaran-
tees the lessor the amortisation of the capital invested by it in the ac-
quisition of the asset to be leased, together with its costs and a profit
margin.

17. - These two characteristics are central to the philosophy under-
pinning the preliminary draft uniform rules: they justify the atypical dis-
position of rights and duties enshrined in the provisions of the uniform
rules. At the same time they necessitate a choice between what the authors
of the uniform rules considered. to be the sui generis type of leasing trans-
action deserving of a separate legal treatment and those other types of
leasing which are essentially amenable to classification under one or
other of the classical contractual schemata and which accordingly would
not justify the application of the atypical set of rights and duties en-
shrined in the uniform rules. Thus the uniform rules address the tripar-
tite type of leasing transaction commonly referred to as financial leas-
ing and do mot extend +o the bipartite type of leasing generally known as
operating leasing. Whereas,admittedly, the distinction between financial
and operatlng leasing can at times be somewhat arbitrary, a good deal of
operating lea31ng being engaged in by lessors operating in exactly the
same mariner as they would in a financial lease and it frequently only belng
possible to determine with certainty whether the type of lease in questlon
was a financial or an operating lease depending on what happened to the
20% or 30% residual factored in by the lessor at the outset of the lease,
the dividing-line between tripartite leasing and bipartite leasing is much



easier to draw. The decision to restrict the application of the uniform
rules to the tripartite type of lease commonly known as financial leasing
and to exclude the bipartite type of lease commonly known as operating
leasing was fundamental to the philosophy underpinning the uniform rules

in that the reason for insulating the lessor in most cases from liability
for the condition of the leased equipment was because its role was purely
financial in character, a consideration which would not apply were the les-
sor producing the equipment itself, as would normally be the case with the
bipartite type of leasing. Moreover, the reason for focussing on financial
leasing was precisely to deal with those sui generis legal problems arising
out of the complex, tripartite nature of financial leasing, such as the ab-
sence of contractual .nexus between the supplier and the lessee, problems
which would not arise with a two-party lease. There was not the same need
for an international Convention, for any law at all, where the parties could
be left to regulate the problems likely to arise out of their contract by
themselves, as in the case of a tWo—party lease. This was manifestly not
'wec%e,m1meoﬂwrhmd,mﬁht%rmmcwmﬂarwﬁmﬁimlewewmmh
for instance, the aforementioned absence of contractual nexus between les-
see and supplier could raise many a problem at the international level re-
garding recognition of the basis of the lessee's right of action against
the supplier.

. 18. - For those States under the local law of which it would neverthe—
less be appropriate for the application of the uniform rules to extend to
bipartite and operating leases, it Wwas suggested that one solution would
be to incorporate a reservation in the Ffuture treaty enabling such States
to do so., Another solution would be the dfafting of an cptiornal protocol
to the uniform rules to cover bipartite and operating leases. Howeveér, it
was clear that the feats of philosophical pyrotechnics that would be called
for in any attempt to accommodate both tripartite and bipartite leasing in
the same text might risk prejudicing the chances of success of the whole
project and it was accordingly thought wiser to concentrate attention, at
least in a first phase, on the tripartite type of lease with a view to
bringing that work to a successful conclusion. Once the work on such a
first phase was complete, then it would be in order to give consideration
to the desirability of draftiﬁg companion uniform rules on bipartite and
cperating leases,

13. - The same concern referred to in the foregoing paragraphs, namely
to ensure the uniform rules the greatest possible chances of success, dic-
tated a further limitation on their scope of application. Whereas the uni-
form rules were for a long time seen as primarily seeking to clarify the
legal situation regarding leasing in general, and indeed one of the recom-
mendations of the restricted exploratory working group of the Unidroit
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Governing Council on the leasing contract that met in March 1977 was that
the instrument to be prepared should be in the nature of international wuni-
form rules covering ieasing in general,and therefore not just leasing situ-
ations with an international element, s0 as to leave the choice of their
precise scope of application until a later date, the Study Group at its
‘third session in October 1980 decided that the scope of application of the
uniform rules should be limited to international leasing transactions.

This decision was prompted by recognition of the fact that certain States
were only in the habit of becoming parties to intemational instruments the
scope of application of which was restricted to intermational situations.
Tt was morecver dictated by awareness of the added difficulties that would
be caused by attempting aunification that would be applicable not only to
international leasing transactions but alsc to domestic leasing situations.

20. - Realisation of the desirability of the aforesaid limitations on
the scope of application of the uniform rules led to the taking of another
decision, namely the couching of the uniform rules in the form of an inter-
national Convention, albeit with many of the features typical of contempo-
rary international commercial law Conventions missing. The Study Group
came to the opinion that a model law on this subject would not be appropri-
ate insomuch as it would not offer the same guarantees of removal of the
differences between the legal treatment accorded to the sui generis type
of leasing from one jurisdiction to ancther as an international Convention.
The Study Group for this reason saw the uniform rules' greatest chances of
success therefore as lying in the form of an international Convention. It
nevertheless considered that it fell more within the competence of govern-
mental experts than of the Study Group to make such a decision and to draw
all the necessary consequences, namely the drafting of that series of pro-
visions generally known as "Final clauses" that are a feature of interna-
tional commercial law Conventions. The title "uniform rules" has therefore
for the time being been maintained in the titie, although it will not es-
cape the attention of the reader that the Study Groub'did feel able at its
fourth session to introduce one provision, namely Article 15, that in es-
sence had less to do with its endeavours to construct a basic uniform legal
framework around the sui generis type of leasing than with the incorpora-
tion of this basic uniform legal framework within the traditional structure
of an internaticnal commercial law Convention.

21. - The nature of the uniform rules, their conception as a basic
minimal legal framework, testifies to yet another vital restriction built
into the uniform rules, in the Interest of their achieving maximum success.
The dynamic, hybrid nature of leasing, forever sprouting new varieties to
respend to newly perceived wmarket needs, impressed upon the authors of
the wniform rules the importance of safeguarding thisz inherent creative
potential and of therefore avoiding the uniform rules smacking in any way
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of a legislative straitjacket. The idea of unification in this field was
morecver concerned less with the Imposition of any legisiative ideal than
with the removal of those legal obstacles to cross-horder leasing constitu-
ted by the differences in legal treatment from one jurisdiction to another,
thus with the facilitation of leasing at the international level. With this
in mind the drafters of the uniform rules set about clarifying a limited num-
ber of fundamental characteristics of the sui genefi; type of leasing cap-
able of distinguishing it once and for all from those neighbouring legal
concepts with which it has, for the reasons expounded above, hitherto gene-
rally been confused, rather than seeking to achieve a systematic, exhaust-
ive legal regulation of the transaction. Whole areas of the law relating to
this transaction were thus left cutside the uniform rules, although it should
be borne in mind that it was all aleng the intention of the drafters of the
uniform rules that such matters should also be resolved in line with the

sui generis approach inspiring the uniform rules, and this concern is in-
deed reflected in the provisions of Article 15,

22, - The basic legal framework contained in the uniform rules has
moreover all along been conceived as being essentially permisgive in char-
acter, the opinion of the drafters of the uniform rules being that virtually
all, if not all of the substéntive provisions of the uniform rules could
and should be liable te derogation, although a final decision was specifi-
cally left to be taken on this matter by govermmental experts at a later
stage, as:can be seen from the note to Article 1i4. The opinion of the draf-
ters of the uniform rules in this respect was based on their conviction that
it would serve no useful purpcse to compel an international legal regulation
on businessmen in this field. This conviction derived especizl force from
the apparently infinitely creative potential of the leasing mechanism, al-
ready adverted to earlier, and the need for the uniform rules to seek the
enhancement of the opportunities for the use of leasing at an international
level and not to end up by stifling its development instead.

23, - The provisions of the uniform rules may be broken down into four
parts. The first, comprising the preamble, Articles 1, 2, 3 13 and 1u,
concerns essentially the scope of application, whether substantive or geo-
graphic, of the uniform rules. In the second, which is made up of Arti-
cles 4, 7, 8, 9, 10, 12 and 14, the uniform rules address the rights and
duties of the parties to a financial leasing transaction inter se. The
third part, governing the rights and duties of the parties to the financial
leasing transaction with regard to third parties or cutsiders, consists es-
sentially of Articles 5 and 7. A fourth part, which is as yet in an embry-
onic state for the reasons expounded above, concerns those matters connected
with the application of the uniform rules as an international Convention:
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Article 15 belohgs to this part. The comments which folleow on individual
provisions of the uniform rules refer to the numbering adopted in the text
as drawn up by the dréfting committee set up by the committee of governmen-
tal experts (Study LIX - Doc. 24), '

1I. - Commentary on the provisions of the uniform rules
Title
24, ~ As has already been explained ahove, although the uniform rules

are couched in the form of an internaticnal Convention, albeit as yet with
many of the traditicnal features of such Conventions missing, their title
remains, for the time being at least, "Preliminary draft uniform rules on
international filnancial leasing". This reflects the fact that the commit-
tee of governmental experts has not yet adopted a text of the uniform rules
but has merely proceeded to a first reading of the text adopted by the Study
Group, a first reading which in the event yielded a revised drafting propo-
sed by the aforementioned drafting committee which has however still to be
considered by the committee of governmental experts., The text as it emerged
from the first session of the committee.of governmental experts therefore
remalins essentlially axed on the text adopted by the Study Group. This text
qualifies for the term "preliminary draft" in accordance with the tradition
followed within Unidroit whereby such a title is conferred on texts bearing
the seal of approval of study groups, as opposed to that of committees of
governmental experts of that organiéation.

25. - Whereas throughout most of its genesis the uniform rules refer-
red in their title to the suil generis form or type of leasing transac-:
tion, on the occasion of its final session the Study Group decided that it
would be better for the title to refer specifically to the name by which
this type of leasing is commonly known, that is financial leasing. This
type of lease is then characterised in Avticle 1 of the uniform rules. The
faect that the uniform rules in their title refer specifically to interna-
tional financial leasing reflects the decisieon taken by the Study Group at
its third session to limit the ambit of the uniform rules to international
transactions, The reasons behind this decision are expounded elsewhere. (11)
This limitation is not in'any case intencded to-prejudice the potential use~
fulnesg of the uniform rules as the basis of legislation to govern domestic
leasing transactions in those many States as yet with no legislative infra-
structure for such transactions: it would clearly be open to such States so
to extend the appliéation of the wniferm rules,

bisg ]
25 - Exception was taken by some French-speaking representatives
attending the first session of governmental experts to the Study Group's de-
nomination of the activity addressed by the uniform rules as "location finan-

ciére", The essential reason underlying this cbjection had to do with what,

(11) See § 19 ahove.
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in the eyes of those identifying themselves with French "culture" (llbls),
was considered to be the primacy of the term "crédit-bail" to denote this type
of activity, given that this was the term that the French legislator had em
ployed when legislating on this subject in 1966 and its subsequent hallowed
usage in France, notably in an “arrété' on the Frenchification of terminology
imported into France frem abroad. The term "erédit-bail" was felt among this
lobby to be better suited to the purpose of bringing out the distinctive na—
ture of financial leasing than "location financiére" which, with its under-
tones of "location" / bailment, might, it was feared, lead some Judges, given
the novelty of the term, to interpret the rules with a "bailment'" mentality
and thus defeat one of the principle objectives of the uniform rules: it is
precisely because the lessor in a financial leasing situation is not a lessor
in the traditional "bailment" sense but is rather a "bailleur de crédit" or
finance lessor that the authors of the draft took the view that it would be
inappropriate for it to be held liable for defects in equipment selected by

the lessee.

25ter - On the other hand, the point was made that the term "crédit-
bail" had come under criticism of late in France, some writers considering
that it was only apt to refer to a very specific class of flnanc1al leasing
transaction, namely that covered by the legislation of 1966, and that “loca-
tion financidre" was accordingly to be preferred, as a broader, more general
term, capable of encompassing all transactions in which the party purchasing
the asset has recourse to a traditional bailment contract in order to amor-
 tise the capital it has invested in this purchase.

quater
5 - Concern was also expressed that empiloyment of the term

"crédit-ball” might prejudice the chances of success of the future interna-
ticnal instrument with those Islamic jurisdictions under the law of which
the granting of loans subject to the payment of interest is prohibited,

The argument here ran that, the term "erédit™ carrying connotations of just
such a prohibited class of loan under Islamic law, "location financiére"
was to be preferred in that it laid more emphasis on the "bailment" aspect,
and correspondingly less on the financial side of the transaction., It was
however recalled that a distinction was drawn in Islamic countries between
Islamic law as the official source of law and the positive law as applied

in such countries which dealt with questions not according to their external
form but vather by looking at their substamce. Thus, althcugh Islamic law
did indeed prohibit the paying of interest, this was not so under the posi-
tive law applied in Tslamic cowniries which would rather lock to the substance

of a given transaction.

bis
(11 ) - The fact remains however that few countries customarily considered

as belonging to the Latin linguistic tradition have chosen to employ the term
"orddit-bail™ when enacting legislation on the subject of financial leasing:
four have on the contrary preferred the tevm "location financiére" when passing
such legislation: Spain in 1977 ("arrendamiento financiero'), Colombia in 1979
("arrendamiento financiero'), Portugal in 1979 ("locagdc financeira') and
Venezuela in 1982 ("arrendamiento financiero'). Another, Belgium, employed the
term "location-financement" in its 1967 legislation on this subject. The
Itazlian legislator which, notwithstanding repeated failures in its attempts to
enact comprehensive legislation for this activity, has nevertheless always
spoken, when referring to this activity, of "locarione finanziaria'.
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Preamble

26. - Enshrined in the preamble, in particular in the first and third
paragraphs thereof, is the basic philosophy underlying the uniform rules,
namely that, in order to foster the wider use of financial leasing at a
cross-border level, it is important to remove the impediments to such cross-
border transactions derivihg from legal factors, and pre-eminent among such
legal Impediments must be counted the inadequacy of the legal treatment at
present generally meted out t¢ such transactions. The inadequacy of this
legal treatment consists essentially in. financial leasing being generally
forced this way or that into one or other of the traditional contractual
schemata, most notably the contract of hire, from which it has evolved and
within the comfortable logic of which it has hitherto therefore almost in-
variably been the tendency to try to accommodate it. The authors of the
uniform rules adijudged that it was +time that the distinctive set of trian-
gular relationships created by the financial leasing transaction should
receive an appropriate legal treatment of its own cast with its particular
characteristics in mind. The uniform rules thus set out to distinguish
what their authors saw as the sui generis type of leasing once and for all
from the aforementioned neighbouring legal concepts, conferring upon it a
legal status of its own commensurate with the extent to which it dlffers
from these same neighbouring concepts.

27. - From the time of the first embodiment of a preamble in the unl—
form rules, at the second session of the Study Group in February 1979, its
purpose was understood as being not so much to serve as an exhaustive ex-
position of the ingredients of the definitive preamble that would preface the
future International instrument to be drawn up on the basis of the uniform
rules, and which cculd cnly really be drawn up when the final shape of such an
instrument was better known, but rather as a preoclamation that the type of
leasing transaction addressed by the uniform rules was henceforth to be
treated as a distinct sui generis transaction and mot, as had hitherto been
the case, as two separate contracts, to wit a supply contract and a contract
of hire. This was intended hkoth to prefigufe the individual provisions of
the uniform rules and this explain the atypical regulation of the relations
between the parties proposed therein, and to serve as an admonishment to
those called upon to resolve -disputes arising in connection with those count—
less legal aspects of this transaction not specifically addreseed in the
uniform rules, that they should fashion their approach to the resolution
of these issues in accordance with the philesophy underpinning the uniform
rules, that is they should not simply fall back on the application of the
rules proper to other types of contract by that same process of analogy
that has hitherto bedevilled the formulation of an adequate legal treatment
for tripartite financial leasing, but should rather seek az sclution in keep-
ing with the sui generis treatment and approach evidenced in the uniform
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rules, This last function of the preamble was seen by the drafters of the
uniform rules as being of particular importance in view of the limited scope
of the uniform rules, already adverted to above. (12)

28, - The text of the preamble to the uniform rules as adopted by the
Study Group at its final session aCcordingly incorporated a specific refe-
rence to the sui generis nature of the transaction addressed by the uniform
rules. This reference was deleted following the committee of governmental -
experts! first veading of this text. One member of the committee was of
the opinion that the qualification of a legal institution as sul generis
was not something that one would normally expect to find in a Convention
and suggested that this was something that should rather be left to be de-
bated among the legal writers. Another member of the committee thought
that the inclusion of this reference at the very beginning of the future
Convention would have the drawback of causing readers of the text to ask
themselves what was so peculiar about the transaction addressed by the
uniform rules. Yet another member of the committee favoured the deletion
of the aforesaid reference on the ground that it sought to perform a task
which was more a function of Article 1, namely to describe the specific
nature of the transaction addressed by the uniform rules.

29. ~ While there was general agreement among the members of the com-
mittee of govermmental experts that it was impossible to have a definitive
point of view regarding the preamble at this stage, it was nevertheless
their opinion that there might be some merit in being a little more explan-
atofy in the preamble as to the purpose of the uniform riles. As one mem=-
ber of the committee pointed out, the preamble referred to the parties to
the future international instrument having "recognised the desirability"
of drafting uniform rules without, however, being more specific as to the
grounds for this desirability. One member of the committee suggested that
this shortcoming might be .remedied by making particular mention in the pre-
amble of the desirability of removing the impediments to cross-border fin-
ancial leasing resulting from the differences between legal systems on
fundamental issues. Arother, asking himself wherein lay the essential use-
fulness of financial leasing at a cross-border level, favoured this being
brought out in the preamble by a reference to leasing's potential in the
context of the development of .internatiocnal commercial exchanges and the
enlargement of international technical and scientific co-operation. - For the
same - reason., he thought space should be found in the preamble to state that
the uniform rules were essentially addressed to those small and medium-
sized firms ahd those developing countries that had such an urgent need
of capital investment, An additional advantage inberent in such a formula
would be to emphasize the 1ink between this work and the work on the codi-
fication of international commercial law being conducted within both the

(12) See § 21 above.
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United Nations Commission on International Trade Law and the United Nations
Conference on Trade and Development in the spirit of the new intermational
economic order. It was however pointed out that it was a mistake to believe
that financial leasing transactions were essentially carried out with small
or medium-sized firms: such transactions were carried ocut with firms ranglng
from those small in size to the largest of multinatiocnals.

- 30. - The preamble tc the uniform rules has all along sought to alert
the reader and those who iIn due course will be called upon te. apply and
interpret them that, given the different philosophies underlying the treat-
ment of financial leases -for accounting and revenue purpcses, on the one
hand, and for strictly private law purposes, on the other hand, the scope
of the uniform rules is delimited by reference to the private law aspects
of financial leasing, the authors of ‘the uniform rules having judged that
it would be both unrealistic and presumptuous to endeavour to address such
divergent concerns in one and the same text. This is not to preclude the
possibility of the uniform rules impacting indirectly, albeit involuntar-
ily, on such non-private law aspects of the subject as its accounting and
revenue treatment. The committee of govermmental experts however decided .
to replace the words "private law aspects” by the words "civil law aspects",
so as to accommodate those legal systems, notably the Socialdst legal systems,
which do not recognise the existence of any such category of private law re-
-lations.

31. - The preamble also echoes an important objective that was ever in
the forefront of the minds of the authors of the uniform rules, namely the
striking of an equitable balance betwzen the interests of the different par-
ties to financial leasing transactions. This search for balance and equity
was conducted both in the context of the two contracts naking up the complex
. tripartite financial leasing transaction and in that of the mutual relations
of the parties inter se. " The uniform rules thus represent a delicately
halanced structure, cast In the image of the economic reality of the trans-
action and which, whilst inevitably refléctiﬁg the central, dynamic role of
the lessee, accordingly seeks to achieve an overall apportiomment of the
rights and duties of all three parties o the transaction in such a way as
to mirror their different roles and levels of responsibility in Telaticn
to the transaction, or, as one member of the Study Group put it, a hier-
archy of liabilities that corresponds to the hierarchy of initiatives taken
by the different parties.

~ 37. - Attention has already been drawn to the equitable distribution'
made under the uniform rules of the liability for preduct defects under a
financial leasing transacticn:

"The Convention defines the tripartite transaction as consisting of both
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the leasing agreement between the lessor and lessee and the supply.
agreement between the Lessor and supplier. This broad coverage allows
the Convention to consideér both relationships together in fashioning
its rules to achieve symmetry and equity between the parties. For ex-
ample, the liability of the lessor for defective products may be limi-
ted while the supplier's liability is expanded; the lessee is still al-
lowed recovery for product defects but the liability is more equitably
distributed between the parties.' (13)

Article 1

33. - The opening article of the uniform rules delimits their scope of
application by reference to the subject-matter addressed. The subject-mat-
ter of the uniform rules already having been generlcally defined in the title
and the preamble as "internationmal financial leasing", this article sets
out what may be regarded as a definition of "financizl leasing”, leaving
Articie ? to set forth the conditions that have to bewmet for a given fin-
ancial leasing transaction to be regarded as "international” and subject

to the uniform rules.

34. - The definition adopted in Article 1 is closely modelled on the
definition of "equipment leasing" adopted after protracted negotiations by
the European Federation of Equipment Leasing Company Asso¢iations {Leaseurope)
in 1977. The fact that the reaching of agreement on this definition of the
activities pursued by its members caused Leaseurope such difficulty is elo-
quent testimony of the often widely differing concepfions of leasing from
one country to another, even within the relatively limited geographical
confines of Western Eurcope.

35. - Whereas the provisions of Article 1 have many of the character-
istic traits ofa legal definition, this is deceptive. This iz because, as
announced in the preamble, the essential purpose of the uniform rules is
to confer a distinct legalkstatus on the atypical triangular leasing trans-
action commonly known as "financial leasing". The contents of Article 1
should thus be seen not so much as a legal definitien of "financial lea51ng
in the hroad, loose, flexible sense ih which that term is employed and un-
derstood in everyday parlance, for to embrace in one definition all the pos-
sible variations on the hybrid mechanism generically referred to as "fin-
ancial leasing" would probably be not only to attempt the virtually impo s~

(13) Amelia H. BOSS, Products Liability and International Leasing Trans-
acticns: The Unidroit Draft Convention, in Journal of Products law
1882, 143 at 147.
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sible but alsc unnecessarily to restrict its future pattern of evolution,
but rather as a description of thoge features of the financial leasing
transaction that establish its atypical credentials by comparison with the
neighbouring legal concepts with which through its provenance it has so
much in common and with which it has accordingly in the past all too often
been bracketed.

36. - The decision to concentrate on financial leasing entailed the
exclusion from the scope of the uniform rules of operating leases, usually
but not necegsarily always bipartite transactions, for the reasons set
forth above. By implication short-term leasing, sometimes known as rent-
ing, is also excluded from the scope of the uniform rules under the terms
of Article 1 (2} (c¢) which provides that in the type of lease governed by
the uniform rules the rentals payable under the leasing agreement are struc-
tured in such a way as *to take account of the amortisation of the whole
or, at least, a substantial part of the cost of the asset leased. As
will be shown below, this clause is intended to limit the application of
the uniform rules to that type of Lease in which, the lessor's role and
interest in the transaction being purely financial in-character, the term
fixed for the leasing agreement will be either the equivalent or roughly
the equivalent of the economic working life of the leased asset and thus
that period'of time over which the lessor aims to recoup its capital out-

lay.

37. - Another type of lease excluded from the scope of the uniform
rules is the bipartite financial lease. This results implicitly from the
tripartite nature of the financial lease addressed by the uniform rules as
this emerges from Article 1 (1). The reasons for this exclusion have ai-
ready been rehearsed above: essentially these come down to the-fact that -
there is much less need for an internaticnal instrument where there are
only two parties and effectively all these have to do is to write their
own contract.

38, - In the case of a bipartite lease, the transaction is moreover
clearly that much more amenable to classification as a traditional bail-
ment contract, whereas, while the employment in the uniform rules of ter-~
minology normally associated with bailment contracts, such as "lessor"
and "lessee", denotes that the essential but a priori basis of the trans-
action is a bailment relationship, the descriptive formulation of the
type of lease addressed in the uniform rules in terms of a complex tri-
angular relationship, rather than in terms of twe separate contracts, en-
ables the uniform rules tc bring out, and to focus at once on the funda-
mental element of its originality, that is on that element which under-
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lies the atypical legal regulation which follows: the essentially financial
nature of the transaction. As noted by one cemmentator on the uniform rules,
this means that "the lesscor's role iz that of lender, the lessee's role is
that of borrower. Instead of lending money directly for the purchase of
equipment and then securing repayment of the debt through the pledge of the -
equipment as collateral, the lessor purchases the equipment, takes title in.
its own name, and then grants the use of it to the lessee in return for a

promise to pay rentals."(Ll4)

39. - The other side of the coin, as it were, to the lessor's limited
financial role in the transaction is the lessee's extended, multifaceted, nay
central role in the transaction. This consequently provides the other prin-
cipal hallmark of the originality of the atypical leasing transaction spel-
ied out in Article 1, namely that it is on the specifications of the lessee
that the lessor acquires the item to be leased from the supplier, In reality
- and we have already had-occasion to note the concern of the drafters of
the uniform rules that their text should accurately reflect this economic
reality - the technical specifications of the equipment are indeed worked
out directly between lessee and supplier and delivery is made directly by
the supplier to the lessee. This mereover highlights still further the dy-
namic role played by the lessee in the transaction, as echoed in Avticle 1
(2) (a), namely that not only does the lessee specify the equipment but it
alsc necessarily chooses the supplier. It is thus a relationship beyond
the contractual pale that underpins to a large extent the logical basis of
the atypical chain of rights and duties generated By this leasing transac-
tion, in the sense that the lessee and the supplier are never at any stage
co-contractants but are essentially responsible through their dealings for
the selection, with a view to subsequent use, of a particular item of equip-
ment, the lessor's role being confired to the injection of the necessary
capital for the acquisition of the equipment. It is this quasi-contractual
relationship between lessee and supplier which was felt to merit not only
the shifting in the uniform rules of many of the rights and duties normally
associated under a lease with a lessor onto the lessee but more specifically
the recognition - in Article 9 (1) - of.the lessor's right to sue the sup-
plier directly. The recognition of this right apart, the only legal link be-
tween the lessee and the supplier is in the context of the financial leas-
ing transactionthrough the lessor:, This is the reason why the drafters of
the uniform rules decided to articulate their legal framework for this sui
generis type of lease in terms of a complex triangular transacticn, rather
than, as hitherto, in terms of two closely connected contracts. The lassor
itis who is the co-contractant common to the two basic legal relationships
underlying this complex transaction, bound as it is both to the supplier un=
der the agreement, denominated in the uniform rules as the "supply agree-
ment", providing for the acquisition of the item to be leased, and to the

(i4%)  Walter E. MAY, Internatiocnal Equipment Leasing: The Unidroit Draft
Convention, in Columbia Journal of Transpational Law 1984, Vol. 22,
333 at 341; see also § 16 above.
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lessee under the agreement, denominated in the uniform rules as the "leas-
ing agreement" ; providing for the use of the item acquired under the supply
agreement,

40, - Particular importance in the scheme of the uniform rules attaches
to the term "transaction" as employed in relation to financial leasing.
While the term "contract" is much bandied about in comection with leasing,
its very inappositeness is one of the principal arguments for the confer-
ment of a separate legal status on that type of leasing commonly referred to
as financial leasing: as we have already had occasion to note, this trans-
action is not necessarily made up of one contract but, as indicated in Ar-
ticle 1 (1), may equally well comprise and usually -dees comprise two con-
tracts, denominated in the uniform rules as the supply agreement and the
leasing agreement. However, what is involved is not so much two separate
contracts as a single complex tripartite transaction setting off the inter-
action of twe mutually interdependent agreements, and one of the principal
concerns of the drafters of the uniform rules has been to ensure that the
subject of its endeavours would henceforth be itreated in this novel way.
Treating the transaction as two separate contracts has hitherto proved to
be the scurce of much distortion of the effective economie reality under—
lying the parties’ intentions. The purely financial nature of the lessor's
interest in the transaction and the case for its consequent insulation from
-that liability in contract or tort that would normally flow from its posi-
tion as bailor would not, for example, emerge from the leasing agreement
viewed in isolation: they only make sense when the motives of the parties
to the two agreements are seen in the overall context of the single complex
transaction that provides the link between the mutual rights and duties of
the different parties.

41, - One member of the committee of governmental experts took excep- .
tion to the wniform rules’' employment of the term "transaction'. He feared
lest employment of this term could give rise to differing interpretations
of the type of transaction involved, He considered that the term "transac-
ticen" had comnotations of something material rather than legal and was as
such inappropriate to refer to a legal institution. He thought that, since
the purpose of Article 1 was to characterize the activity addressed by the
uniform rules, what was called for was rather a'legai term. His own sug-
gestion was for replacing the term "transaction" by the term "act'.

These strictures were not sharved by other members of the committee. First,
it was pointed cut that Article 1 was not intended to set forth a legal de-
finition of financial leasing, seeking rather to delimit the substantive
gcope of application of the wmiform rules by reference to a particular type
of financial lease, which was essentially tripdrtite-in character - and thus
excluded the two-party lease where the equipment is leased directly by the
manufacturer - and concerned business equipment. The term "transaction" in
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its French equivalent as a term apt for the classification of baﬁking con-
tracts had in fact received the blessing of no less an authority than Pro-
fessor Ripert. However, the purpose of Article 1 being to describe the eco-
nomic substance of the tripartite financial lease, already amnounced in the
title of and preamble tc the uniform rules, the term "transaction'" was well-
suited to this end: apart from avoiding situating the preoblem in a legal
category the contours of which were already well defined and well known, it
expressed a factual situatien in which there were or might be one or more
contracts invelved. It was thus apt to encompass the complex and variable
nature of the situations that were liable to arise in financial leasing.

As we have had occasion to note eariier, this complexity and variability are
invaluable products of that innate flexibility possessed by the basic mech-
anism at work in this type of leasing.

2. - This complexity and variability were spelled out still more clear-
ly in the text adopted by the Study Group and submitted tec the committee of
‘governmental experts at its first session: the former Article 2 (a), now
subsumed in Article 1, specified that the type of financial lease addressed
by the uniform rules embodied "one or more agreements". This provision was
designed to bring cut what would normally be the pluricontractual basis of
financial leases, made up of two sets of legal relationships, a contract of
sale and a bailment contract, each capable materially and legally of expres-
sion as a separate contract, whilst at the same time recognising the fact,
however egregious and unorthodox to some minds, that the economic finality
of the transaction, when viewed owverall, and the interpenetration and in-
terdependence of the relations between the three parties involved all point
effectively in the direction of a single "contract", setting out the rights
and duties of each of these parties one towards the other. This clause,
however, lost its separate identity as a result of the amendments made to
the text in the light of the committee of governmental experts' first read-
ing of the uniform rules. Doubt was expressed by one member of the commit-
tee as to the existence of cases when the transaction would embody merely
cne agreement. He imagined that there would always be two agreements, the
sale contract and the bailment contract. This was true but the idea be-
hind the clause in question was to lay down a permissive rule, enabling the
three parties to come together if they saw fit to put the two contracts in
cne document. 'Moreover, for large:international financial leases, the pre-
sence of all three parties being deemed necessary, it was cugtomary to draw
up a single contract defining the rights and duties of the parties in con-
sideration of the economic and practical interests of each of them. An ob-
server to the committee of governmental experts tock the view that, if the
purpose of the clause at issue was simply to state what was already true
of any contract, namely that the financial leasing transaction addressed
by the uniform rules could be expressed in one or more contractual documents ,
then he wondered whether it was not merely a pleonasm. Another member of
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the committee was of the opinion that the fact that a given financial leas-
ing transaction was laid down in one document did not alter the fact that

it was still made up of at least two contracts. It was finally agreed that,
so as to do allay any possible doubts that might arise, the wording of Ar-
ticle 1 sheuld make it clear that a financial leasing transaction encompas-
sed both a supply agreement and a leasing agreement, regardless of whether
these were embodied in one or more documents. ' :

43. - Up until the first session ¢f governmental experts the opening
article of the uniform rules had specifically referred to the "tripartite"
nature of the transaction addressed by the uniform rules. This reference
encounteved criticism among some of the representatives at the aforesaid
session. Particularly when viewed in combination with the former Article
2 (a) referred to in the previous paragraph, it could give the impression
that there were three parties to one contract, whereas the intention was
rather to convey the idea that financial léasing was a complex transaction
made up of two contracts each of which had only two parties. The reference
to tripartite in this context was moreover somewhat superfluous in that it

was clear from Article 1 (1) (' .. cne party (the lessor), on the specifica-
tions of another party (the lessee) ... acquires ... equipment ... from a
third party (the supplier) ..."} that the application of the uniform rules

wag confined to cases where there were at least three parties invelved in
_the transaction. This last point was impertant also for those jurisdictions
in which leveraged leasing was important, since, once it had been decided
that such transacticns were to be iricluded within the ambit of the uniform
rules, the fact that there was always one additional party to such transac-
tions clearly made such a specific reference to the "tripartite' nature of
the transactien addressed by the uniform rules unfortunate,

44, - That type of leasing transaction, above all practicsd in the real
estate field, known as "sale and lease-back" is excluded from the scope of
application of the uniform rules by virtue of the opening article's veference
to the fact that the equipment to be leased is acquired by the lessor frem
the supplier: in the sale and lease-back situation the acquisiticn of the
item to be leased to the lessee Is effected between lessee and lessor.

45, - The subject-matter of the uniform rules is further delimited in
function of the types of equipment which are the subject of the individual
leases. The basic choice for the drafters of the uniform rules here lay
between real estate and personal property. In the event, it was decided
not to attempt to cover real estate leasing in the uniform rules, princi-
pally because of what was seen as the -limited incidence of such transactions
at a cross-peorder level but also in view of the encrmous difficulties that
would inevitably arise in any attempt to unify principles of the law of
real property and the law of personal property in the same text. The uni-
form rules thus concentrate on what is generally known as equipment leasing.
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In defining "equipment" the uniform rules adopt the definition employed in
the aforementioned Leaseurope definition, to wit plant, capital goods or
equipment. Such a definition must necessarily be interpreted in the light
of the additicnal delimitation of the substantive scope of application of
the uniform rules introduced towards the end of paragraph 1, namely that

the equipment must be of a type that can be used by the lessee for business
or professional purposes, the intention here being to exclude the leasing

of -consumer movables, an exclusion justified by the quite different criteria
applicable to consumer and non-consumer transactions. Howéver, this defini-
tion should also necessarily be interpreted in the light of the decision of
the drafters to excilude real estate leasing from .the substantive scope of ap-
plication of the uniform rules. While the drafters were clear in their own
minds that the uniform rules were principally designed to cover the leasing
~of movables, they nevertheless rejected the idea of spelling this out more
explicitly in the uniform rules on the ground that this would involve intro-
ducing terms like "movables'" and "immovables' into the uniform rules with
~the considerably differing meanings attributed to these notions from one
legal system to another. The principal source of difficuity on this score
was the uniform rules' reference to "plant". "Plant" is defined in the
Shorter Oxford English Dictionary as "the fixtures, implements, machinerv,
and apparatus used in carrying on any industrial process'" (13)., While there
could be no doubt that plant that was leased as a chattel but subsequently
became annexed te land wouwld qualify as equipment and accordingly be covered
by the uniform rules in Common law jurisdicticns, the same was not necessa-
rily felt to be true where the chattel leased began life as a fixture.

The drafters of the uniform rules were not attracted, for the reason adduced
earlier in this paragraph, by the idea of adding the qualification of "mov-
able" before the word '"plant" and in the end decided that it would be better
to leave the matter copen. Thus, while the uniform rules were never specifi-
cally intended to apply to real estate, their accidental application to real
estate could not be ruled cut in those cases where this would follow from
the interpretation given to "plant™ by the courts of a given country. It
was the considered cpinion of the Study Group that the disadvantages inherent
in such an approach were outweighed by the aforementioned advantages of not
having to introduce the slippery notions of "movables'" and "immovables" into
the text of the uniform rules.

46, - The difficulties that would be introduced into the uniform rules
by the replacement of the words "plant, capital goods or equipment” by the

(15) The French text of Article 1 (1) speaks of "outillage' defined in Le
Robert as "ensemble, assortiment dfoutils nécessaires 3 l'exercice
d'un métier, d'une activité manuelle, d la marche d'une entreprise,

d'ume exploitation.



term '"movables", as advocated by one member of the committee of governmen-
tal experts, so as to avoid the need for the enumeration of the different
kinds of "equipment" envisaged under the uniform rules, are identical to
those alluded to in the previous paragraph. As regards two particular clas-
ses of mobile equipment, aircraft and ships, a change in thinking had marked
the progressive stages in the preparation of this draft. Whereas the small
working group of the Unidreit Governing Council that met in 1975 to examine
the feasibility of drawing up uniform international rules on the leasing
contract (16) felt that both ships and aircraft should be excluded from the
scope of the uniform rules in view of the special nature of the contracts
involved and the restricted exploratory working group of the Governing Coun-
cil that met in 1977 to examine the incidence of the two particular factors
on the feasibility of drawing up uniform rules in this area (17) shared the
view of the aforementioned group that there was a case for the exclusion of
ships and aircraft from the scbpe of the uniform rules and that the same
case could be made out. for the exclusicn of rolling stock toc, it was the
opinion of the Study Group from the very outset that, notwithstanding the
undeniable difficulty of classifying aircraft, ships and rolling stock in the
same category as the general body of capital goods, it would be in accordance
with the generally accepted interest. of ensuring the uniform rules as broad
a scope of application as possible-for such items to be ineluded within the
ambit of the uniform rules. Tt was never felt that this inclusion required
any specific mention in the text, as, .failing the specific exclusion of such
items, their inclusion would follow implicitly under the umbrella of the
term “ecapital goods™.

47. - As has been mentioned above (18), the type of equipment covered
by the uniform rules is delimited by reference to the purpose for which it
is designed to be used. The uniform rules apply only in respect of equip-
ment the use of which is grented for business or professional purposes.

As we have already had occasion to note, the major effect of this clause

is to eliminate the' leasing of consumer movables from the scope of the uni-
form rules. However, the criterion for the "business or professional nature
of these purposes being not the nature cf the eguipment as such but rather
the use #@o which it is intended under the transaction to be put, it is likely
that the unifowrm rules will apply also in certain cases to goods which ordi-
narily were not intended to be used Ffor "business or professional' purposes

{(16) See above, §6.
(17) See above, § 8.
(18) See above, § 45,



and could just as well be used by a consumer, but which, by reason of the

party making use of them, that is notably a business, would become subject
te the uniform rules, being used for "business or prefessicnal" purposes,

once again emphasizing the broad scope of application the drafters of the

uniform rules intended to give them.

48, - Originally the Study Group had sought to drive home the distine-
tiveness of the type of lease addressed by the uniform rules by the employ-
ment of distinctive indicia to denote the three parties to the tramsaction.
Thus, instead of the traditiocnal appellations “'manufacturer", "lessor' and
"legsee" the uniform rules at one stage spoke of "supplier", "financier"
and "user" respectively. This choice of labels was designed tc reflect the
essential role played by each party in the overall transaction. The term
"financier' was however considered to be dangerous as a label and, while
maintaining the term "supplier", for the other two parties the Study Group
therefore subsequently reverted to the more classical names of "lessor" and
"lessee'", preferring to distinguish these parties from the classical lessor
and lessee by its description of théeir atypical functions in the context of

the sui generis type of lease.

49. - Article 1 (2) of the text adopted by the Study Group was moved
into a new Article 2 as a result of the first reading of the text by the
governmental experts. This reflected a feeling that it was preferable to
divide the provisicns dealing with the substantive sphere of application of
the uniform rules on the one hand and thése dealing with their geographic
sphere of application on the other hand intc two separate articles. Con-
comitant with this was the decisieon to bring the principal characteristics
of the type of leasing addressed by the uniform vules formerly found in a
separate Article 2 forward to Article 1, as a second paragraph, on the ground
that this and the first paragraph of Article 1 were both provisions that
set out to characterise the notion of leasing that it was the purpocse of
the uniform rules.to encapsulate. This feeling was not unanimous, however.
One member of the committee of governmental experts, for instance, took is-
sue with those delegates who saw Article 1 (1) as a definition. He saw it
rather as limiting the scope of the future international Convention to a
particular type of financizl lease, namely that financial lease which invel-
ves three parties in the way described in Article 1 (1) and which concerns
business equipment, so as to exclude the two-party manufacturer-seller leasze,
What the drafters of the uiform rules saw as the definiticnal ingredients
of financial leasing should feature in the place where they did in the text
as adopted by the Study Group, namely in a separate Article 2,

50. - The new Article 1 (2) sets ocut those essentialia, those charac-
teristic traits of financial leasing which must be present for a given fin-
ancial leasing transaction to be subject to the uniform rules. However, it



is important to bear in mind that the characteristics listed i this para-
graph are merely intended as features illustrative of the type of lease sin-
gled out fer attention by the drafters of +the uniform ruies and are not
therefore intended to be exhaustive definitional ingredients. The essential
importance of this paragraph lies in itsg spelling out of those elements which
determine the sui generis credentials of the financial lease addressed by

the wniform rules in relation to the traditional bailment contract and thus
provide the premise from which the subsequent articles of the uniform rules
can then draw the original consequences of this determination.

51l. - The aforementioned'characteristicé enunciated in Article 1 (2)
formerly numbered four but, with the decision to subsume the idea behind the
first of these characteristics as proposed by the Study Greup in the first
paragraph of this article (19), these clauses are now three in number.

52, - We have already had occasion to draw attention in this commen-

tary to the two most important of these clauses, namely clauses (a) and (c).
Especial importance within the scheme of the unifornm rules, notably as the
basis of their shifting of the normal disposition of so many of the rights
and duties of the parties under a traditional bailment centract, attaches

to clause (a). This departure is justified by the fact that the lessee is
itself responsible for specifying the equipment, in the light of and with a
view to its own operational requirements, and Selecting the supplier, with
whom it will work out such matters as the conditions of, and the time to be
allowed fop delivery, alterations, improvements, the conditions cf, and the
time to be allowed for payment, while the lessor's objective in the transac-
tion being purely financi=zl ip character, its technical involvement will
normally be nil, The reasoning behind this is that it would be morally in-
defensible for a lessee that has had ample opportunity to check on the tech~
nical suitability of the equipment required by it prior to delivery then to
.be able to blame the lessor, whose technical involvement in the transaction
would normally be neutral, for its own bad choice when the equipment upon
delivery proves to be unsuited to its-requirements. This is in line with
the aforementioned principle, subscribed to by the authors of the uniform
rules, that for each hierarchy of iritiatives there must be a corresponding
hierarchy of responsibilities. This clause provides the logical premise for
the general insulation of the lessor from liability, under Article 7, in

from its position qua bailor of the equipment. It alse furnishes the justi-
fication for the lessee, under Article ¢, being made a third party beneficiary
of the duties assumed by the supplier under the supply agreement: the tech-

and lessee but this factual link is not reflected in a contractual nexus,
the effect of which would, failing the provisions of Article 9, be to make
it difficult for the lessee to seek redress Ffron such a supplier for its
delivery of equipment that failed to measure up to that stipulated for.

—_—

(19) See ¥ 42 above,
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53, - The language of this clause was however the subject of consid-
erable criticism at the. first session of governmental experts. In the text
adopted by the Study Group the choice of the equipment and the supplier was
stated to be "the lessee's responsibility'. The precise connotations of the
term "responsibility" seemed to have generated a certain amount of confusion.
There were those who saw the employment of this term in the sense of its
strictly legal connotation.and therefore wondered to which legal responsi-
hility it could refer, since respomsibility in contract would appear to be
excluded by the absence of contractual nexus between lessee and supplier.
Tt was explained that the characteristice listed in Article 1 (2) had all
along been intended as statements of fact, as factual criteria whereby it
was possible to ascertain whether a given transaction was a financial leas-
ing transaction for the purposes of the uniform rules. The legal comsequ-
ences of these statements of fact were then spelled out in the subsequent
articles of the uniform rules. This explanation also served to dispose of
a proposal whereby clause (a) would have been expanded so as to bring out
more clearly the fact that it was not the intenticn of the authors af the
uni form rules that the lessor sheuld be made to pay for the censequences
of the lessee's choice of the equipment turning out to have been a bad one.
The tenor of this proposal was that the clause in question should not only
state that "the choice of equipment and of the supplier lies with the les-
see" but should go on to specify that "and no responsibility shall be in-
curred by the lessor as a result of these choices." It was agreed that the
wording of this provision would be amended so as to remove any idea that it
sought to enunciate a rule of legal responsibility, and to convey lnstead
the idea that in choosing the equipment and the supplier the lessee relied
on its own skill and judgment and nct on these of the lessor, that is to
emphasize that it was concerned with the fact of the lessee's reliance on
its own skill and judgment rather than on the concept of the legal respon-
sibility corresponding to such reliance on the lessee's part.

54, — Article 1 (2) (b), stating that the equipment is acquired by
the lessor in comnection with a leasing agreement which either has been made
or is to be made between the lessor and the lessee, underlines the fact that
the complex leasing transaction addressed by the uniform rules will ordina-
rily comprise two contracts and brings out the link between these two con-
tracts, the lessor acquiring the equipment from the supplier in pursuance
of the agreement it has made-with the lessee. The somewhat vague wording
"in comnection with" is designed moreover to indicate that the lessee’s se-
lection of the equipment is not necessarily contemporaneous with, or subse-
quent to the leasing agreement, but may in fact precede the conclusion of
the leasing agreement, further testimeny of the flexibility of leasing.

One member of the committee of governmental experts moreover tock the view
that, in so far as the whole of the uniform rules, and notably Article 10
of the text adopted by the Study Group (new Article 9), affected the supply
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agreement, it would be good if, with a view to clarifying the meaning of
the words "in connection with™, there could be some reference in the supply
agreement to the leasing apreement. The fact that the draft speaks of the
equipment being "acquired" rather than being "purchased" as in earlier ver-
sions of the draft reflects the feeling of its authors that to say that the
equipment was "purchased" by the lessor would not be entirely accurate to
describe the case, freguent in the leasing of plant, where the land on which
the plant was to be built was indeed purchased by the lessor but where the
plant was then constructed on this land by-a third party builder.

55. - Article 1 (2) (¢) highlights the financial nature of the leas-
ing transaction addressed by the uniform rules in indicating the link between
the duration of the leasing agreement and the period of the working life of
the equipment leased. The lessor's calculations in setting the amount of
the lessee's rentals under this type of lease are founded on its ability to
amortise its capital investment in the transaction over the term of the one
leasing agreement, unlike the classical bailment contract, where the lessee's
payment of its rentals is merely consideration for its right to quiet pos-
session of the asset leased and the lessor's amortisation of the capitzl
invested by i1t in the acguisition of such an asset would normally be spread
over the terms of more than one contract. Originally this clause as it em-
erged from the Study Group spoke of the leasing agreement taking the period
of amortisation of the equipment into ccnsideration and some members of the
Study Group as well as some of the participants at the programme of symposis
voiced their concern at the vagueness of the term "take ... into considera-
tion", arguing that the term of any financial lease would automatically
take the pericd of amortisation of the equipment into consideration (writer's
own italics). The drafters' choice of language was conditioned by their de-
sire to indicate that, while the term of the leasing agreement took the
period of amortisation of the equipment into consideration, it was nonethe-
less not equal to this periocd. This choice of language was to be seen ag an
attempt to bridge the considersble gap between those lepgal systems for which
such a link between the-term of the leasing agreement and the lessor's amor-
tisation of its capital investment is fundamental and those others for which
too clese an approximation weuld destroy the transactionfs chances of being
upheld as a bona fide lease and would turn it into a conditional sale / se-
curity interest. However, at the first session of governmental experts the
feeling was expressed that, since the uniform rules were now only designed
to cover financial leasing and were not intended to cover short-term leasing
or operating leasing, clause {c) was perhaps in need of some greater pre-
cision, as to say that "the leasing agreement takes the period of amcrtisa-
tion of the equipment into consideration" {(Article 2 (d} of the preliminary
draft uniform rules as adopted by the Study Group) was also true, albeit in
a different way, of operating leases. It was agreed that the clause in gue-
sticn reguired strengthening, either by the insertion of a reference to the
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fact that the rentals were not fixed in function of the use-value of the
equipment but in function of what was necessary to amortise the lessor's
capital investment or by the insertion of a reference to the fact that the
leasing agreement was for a term representing the whole or substantially
the whole of the working life of the leased asset.

56 . — There were those who feared lest the incorperation of such a
characteristic might be at odds with the drafters' declared objective of
concentrating their attention on the civil law aspects of financial leasing,
to the exclusion of its revenue law aspects (20). This clause does not how-
ever presume to enter into the merits of one or other of the systems of fis-
cal amortisation practiced in respect of financial leases: it simply seeks
to state the fact that in the type of lease addressed by the uniform rules
there is this link between the term of the leasing agreement and the amorti-
sation of the cost of the whole or substantially the whole of the lessor's
capital investment in the acquisition of the equipment, with a view notably
to distinguishing it from those short-term rentals and operating leases in
which this linkage plays a much less imwportant role. It was never the in-
tention of the drafters of the uniform rules that fiscal considerations
should be brought into play in the application of this clause.

Article 2

57, -~ In the same way as the former Article 2 as adopted by the Study
Group was relocated in Article 1 as a result of the committee of governmen-
tal experts! first reading of the Study Group's text (21), the second para-
graph of Article 1 of the text adopted by the Study Group was, in view of
its separate function, namely the delimitation of the geographic sphere of
applicatibn of the uniform rules, transferred to a separate article, the
new Article 2. This article sets forth the conditions tc be met before a
given financial leasing transaction may be regarded as "international™ and
subject to the uniform rules. (22) The reascn behind the Study Group's de-
cision to restrict the scope of application of the uniform rules to inter-

(20) See § 30 above.

(21) See §4% above,

(22) One representative attending the first session of governmental experts
raised the question whether the drafters of the uniform rules had ever
considerad the desirebility of also making the application cf the
uniform rules dependent on the parties to the transaction having made
an express reference in their respective agreements to the uniform
rules, on the pattern of the proposal contained in Article 1 (2) (a)
and 1 (3) (a) of the United Nations draft Convention on International
Bills of Exchange and International Promissory Notes (A/CN,9/211),
This matter, which had in fact never previcusly been considered by the
authors of the uniform rules, did not arouse further comment among the
members of the committee.
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national transactions has already been discussed above (23). One member of
the committee of governmentdl experts suggested going back on this decision,
notably so as to remain faithful to the Unidroit philosophy whereby the
drafting of uniform law entailed the harmonisation of the internal laws of
the different States on a given subject. His suggestion, not taken up by
any other representative, however, was for the time being to encompass both
domestic and international transactions and to take a decision at a later
stage as to whether to give the uniform rules a broader or a narrower sphere
of application.

58. — Once it was decided to tie the uniform rules to specifically

- international financial leasing it became necessary to decide which should
be the criteria for determining whether a given financial lease is to be
regarded as international for the purpcses of the uniform rules. The cri-
terion normally employed to determine the international character of a legal
‘relationship in modern international commercial. law Conventicons is that of
the place of business of each of the parties to the relationship in question
(24)., In the text of the uniform rules adopted by the Study Group an ad-
ditional factor was introduced, namely that of the principal place of busi-
ness of the parties concerned, This restriction on the scope of applica-
tion of the uniform rules caused disquiet among certain members of the com-
mittee of governmental experts who failed to see why cnly a principal Pblace
of business should be relevant for the purpose cf determining the inter-
national character of a given financial leasing transaction and why an ele~
ment of internmaticnality could net also be found in a secondary or, for

that matter, a teitiary place of business. (25) According to this current
of opinion, the decisive place of business in this context was the place of
business which lay at the basis of the tramsaction covered in Article 1 (1),
which, it was suggested, could be either the place of business where the parti-
cular agreement was made or the place of business where it was to be perTormed.
The best means of dealing with this problem, it was agreed, was to follow the
model tobe found in other recent international commercial law Conventions,

(23) See § 19 above,

(24}  See, for example, Article 1 (1) of the United Kations Convention on
Contracts for the Internaticnal Sale of Goods (Vienna, 1980) and
Article 2 (1) of the Unidrolt Convention on Agency in the Interna—
tional Sale of Coods (Geneva, 1983).

(25) However, given the important sums of money involved in international
financial leasing transactions, the point was made at the first ses-
sion of govermnmental experts that in practice deeisiens weould be taken
at the head office of the company involved, by a2 very high-ranking
company officer,
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notably the aforementioned United Nations Convention on Contracts for the
International Sale of Goods (26) and the Unidroit Convention on Agency in
the Tnternational Sale of Goods (27): this would mean referring simply to
the places of business of the relevant parties in those provisions of Ar-
ticle 2 delimiting the geographic scope of application of the uniform rules
(the new Article 2 (1)) and theén in an additicnal provision (the new Article
2 (2)) specifying that, where the relevant party has more than one place of
business, the place of business to be taken into consideration for the pur-
pose of determining the international character or otherwise of & given
transaction is that place of business which has the closest relationship
to the particular agreement and its performance. '

59. — As has been stated in the previous paragraph, the traditional
criterion employed to determine the international character of a given legal
relationship in modern international commercial law Conventions is that of
the place of business of each of the parties to the relationship in gquestion.
The difficulty with applying this principle to the uniform rules derives
frem the fact that, wheveas in most of the cases addressed by such Conven-
tions the relationship covered is.basiecally a two-party relationship, the
transaction addressed by the uniform rules is tripartite. This was con-
sidered by the Study Group to necessitate a choice between the three dif-
ferent places of business on which such a choice might fall, o wit the
place of business of the supplier, that of the lessor and that of the les-
see. The Study Grbup decided to exclude the impact of the supplier's place
of business on the ground that the fundamental legal relationship contained
within the complex tripartite relatiomship 1s the leasing agreement between
lessor and lessee (28) and that it was accordingly more appropriate to take
the places of business of lessor and lessee as the decisive criteria for
determining whether a given financial lease was international cr not,

60, - This finding was much criticised by the governmental_experts
at their first session. The principal source of their misgivings was the
direct right of action conferred on the lessec against the supplier under Ar—
ticle 10 of the uniform rules as adopted by the Study Group. Their argument
was that, since no account was taken of the place of business of the supplier
or of the supply agreement in the determination of the geographic sphere of
application given to the uniform rules under Article 1 (2) of the text adopted
by the Study Group, there was a very real danger that this direct right of ac—
tion wouldonly effectively lie in those cases where the law applicable to the

(26) cf. Articles 1 (1) and 10 of this Cenvention.

27) cf. Aprticles 2 (1) and 8 of this Convention.

(28} See also El Mokhtar BEY and Christian GAVALDA, Problémati%%e juridi-
que du leasing international in Qazette du Palais 1879, 1 sel. ,
143 at 1y,
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supply agreement happened tc be the law of a State that was party to the
future international Convention (29), since, where this was not the case,
and the supply agreement was governed by the law of a State that was not a
Contracting Party, it would clearly be open to the supplier to invoke in its
defence the fact that there was no contract between it and the lessee and
thus defeat the lessee's exercise of the remedies provided under Article 10.
(30). One proposal advanced for the solution of this dilemma was that the
opening words of Article 1(1) should be amended to read:

"This Convention governs a financial leasing contract"

rather than, as at present, a financial leasing "™ransaction", sc as to make
it.clear that the uniform rules did not seek to cover the supply agreement

concluded in connection with the leasing agreement but only the. leasing agree-

ment itself, and, so as to eliminate the problem arising with the enforce-
ability of the direct right of action against a supplier subject to a dif-
ferent law from that of the lessee, so to amend Article 10 that it no
lenger.gave the impression of creating a direct right of action but, situat-
ing the remedy in the context of the relationship between lessor and lessee,
rather provided for the automatic assignment of the lessor's rights against
the supplier under the supply agreement to the lessee. The solution finally
advocated by the drafting committee was somewhat different, however. Acknow-
ledging the fact that the fundamental legal relationship in the financial
leasing transaction is the leasing agreement, on the one hand it adopted as
the basic criterion for the international character of the transaction and
thus the application of the uniform rules the fact that lessor and lessee
have their places of business in different States, whilst, on the other hand,
in recognition of the need to allow for the repercussions of individual pro—
visions of the uniform rules on the supplier, it further required that not
only must the States in which the lessor and lessee have their places of
business be Contracting Parties but alsc the State in which the supplier has
its place of business,

61, - An alternative comnecting factor employed for the application
of modern international commercial law Conventions is the case where the
rules of private international law of the forum lead to the application

(29) See also Explanatory report, op. cit., -§ 94.

(30) It was suggested that the same sort of problem could also arise in
connection with Articles 5 and 7 of the text adopted by the Study
Group in that these articles touched on the rights of third parties
and that ‘it might therefore be necessary to introduce a reference
to the law of such third parties in the provisions of the uniform
rules deiimiting their geographic sphere of application. This sug-
gestion was not taken up, however.
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of the law of a State which has adopted the uniform rules (31). This addi-
tional basis for the application of the uniform rules is founded on the pre-
mise that, once the uniform rules are adepted by a State, then they should
govern all finmancial leasing transactions of an international character as
defined in the chapeau of Article 2 (1) in preference to its domestic law
which was concerned with only internal financial leasing transactions. Thus,
when, by the operation of the rules of conflict, the law of a Contracting
State is found to be applicable by the judge‘seized of the case, then it is
the uniform rules which, by virtue of this principle, should apply to the
financial leasing transaction. The application of this connecting factor to
the particular case of finanecial leasing nevertheless was seen as raising
many a problem, ncot least that, mentioned during the first session of gov-
ernmental experts, of the inconsistency inherent in the uniform rules' pro-
clamation of the atypical, sui generis character of the financial leasing
transaction addressed by the uniform rules and the implication drawn under
Article 1(2) (b) of the text as adopted by the Study Group that a specific
category of rules of private intermational law had grown up applicable to
financial leasing transactions, whereas in effect recognition of the fact
that there was a type of financial leasing that was sui generis and not ame-
nable to classification under amy of the traditicnal comtractual schemata
‘meant inter alia that there were not as yet any rules that could be regarded
as being proper to such transactions. However, the fact that in private in-
ternational law the autonomy of the parties was decisive was considered by
some governmental experts to mean that this problem was not insurmountable,
the parties themselves being free to agree which law should apply and, should
they not choose the applicable law, then under the rule of private interna-
tional law generally applied in all legal systems the law of the lessor's
place of business would be applicable, as the law of the party that was to
"effect the performance" characteristic of the transaction (32). One pos-
sibility canvassed was, as with the aforementioned United Naticns Convention
on Contracts for the International Sale of Geoods, to allow States to make a
declaration that they would exclude the application of the Convention by vir-

tue of such a provision.

62. - The major problem, however, arising in applying this alterma-
tive conhecting factor to the particular case of financial leasing lay in
the Fact that, whereas in the United Nations Convention and in the Unidroit
Convention referred to in footnote 31 the relations governed were bipartite,
the uniform rules encompassed a complex, tripartite relationship. In the

(31) Cf. Article 1 (1) (b) of the aforementioned United Nations Convention
on Contracts for the Intemational Sale of Goods and Article 2 (1) (b)
of the Unidroit Convention on Agency in the International Sale of Geods.

{32) Cf. Article 4 (2) of the 1980 E.E.C. Conventicn on the law applicable

to contractual obligations.
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form in which the rule was presented in the text adopted by the Study Group,
which was essentially much the same as that contained in the aforementioned
United Nations and Unidroit Conventions with minor amendments, it was provi-
ded that once the conflicts rules of the judge seized of the case indicated
the application to the leasing agreement of the law of a Contracting State,
the whole tripartite transaction addressed in Article 1 was to be subject to
the Convention. This did not seem workable to some minds, hecause, even 1if
it was the intention of the drafters of the uniform rules to erect financial
leasing into a sui gemeris tripartite transaction seen as a whole, this would
not stop the distinet contracts making up the transaction having to be ana-
lysed separately at the level of the application of the rules of private in-
ternational law. This would mean that, even if the conflicts rules of the
judge seized of the case might very well indicate the applicability of the
law of a Contracting State for one part of the tripartite transaction, say
“the leasing agreement, his conflicts rules might just as easily indicate the
applicability of the law of quite another State, not party to the Convention,
for the other part of the transaction, namely the supply agreement, or vice-
versa.

63. - Thus, while the embodiment in the uniform rules of such a rule
was in itself considered salutary, in so far as it would ensure the applica-
tion of the Convention where the'law_of a Contracting State was applicable
under the conflicts rules of the judge seized of the caze, it was recognised

"that it would however be necessary to bear in mind that such a rule would . .
~only work for that part of the transaction to which the law of a Contracting
State was indicated as being applicable under the conflicts rules of the
judge seized of the case and that there could therefore be cases where the
Convention would not apply to the other part of the transaction where the
conflicts rule of the judge seized of the case indicated the applicability
to that part of the transaction of the law of another, non-Contracting State.
However in view of these difficulties, the drafting committee finally decided
not to include such a connecting factor inm the uniform rules.

Article 3

84, - This article seeks to resolve the difficulties arising out of
the fact that, whereas the inclusion in the leasing agreement ¢f an option
to purchase the leased asset in favour of the lessee is in some jurisdictions,
‘mainly Civil law systems, an essential ingredie?gs?f thg sui generis type of
finarcial lease addressed in the uniform rules, wnder other legal systems,

(33) In these countries such a purchase option represented an important part
of the financial bargain for both lessor and lessee, the pre-negotiated
price at which the option was exercisable reflecting the amount paid
by the lessee by way of rentals.
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essentially Common law jurisdictions, the inclusion of such an option would
prevent the agreement being qualified as a lease at all and would lead in-
stead to its requalification as a hire-purchase or conditional sale trans-
action (34). The purpose of Article 3 1s thus to preserve the application
of the uniform rules in those jurisdictions in which the inclusion of such
an option to purchase in the leasing agreement would prevent such an agree-
ment from having the character of a lease and change it into something quite
different. In other words, where s State becomes party to the future inter-
national instrument on this subject even though under its domestic law the
inclusion of an option to purchase in the leasing agreement would destroy
that agréement‘s characterisation as a lease it thereby confirms its accep-
tance of the principle that for the purposes of the uniform rules a leasing
agreement may. include such an opticn. Equally this means, of course, that
where the State ratifying the future international instrument regards the
inclusion of such a purchase option as an essential ingredient of its dome-.
stic financial leases it thereby nevertheless confirms its acceptance of the
principle that for the purposes of the uniform rules a leasing agreement may
also not include a purchase option. '

65. - The substance. of this provision gave rise tc considerable con-
fusion ameng those atteriding the first session of governmental experts.
There was a small, if significant body of opinion according to which this
provision encompassed an idea that went to the essence of the transaction
addressed by the umiform rules and as such should rather be embodied among
the main characteristics of the transacticn set forth in Articie 1 (2) supra (35).
This attitude stemmed from the legislation in Civil law countries which had
elevated the inclusion of an option to purchase to the status of a sine qua
non of the sui generis type of leasing traansaction. Indeed, as a result,
right up until the last session of the Study CGroup the inclusion of an option
to purchase was referred to among the main characteristics of the transaction
addressed by the uniform rules. However, to have such a clause feature among
the leading characteristics of this transaction would clearly, cn the one hand,

(34) See Explanatory report, op. cit., § 7I.

(35) ' One rember of the committee of governmental experts thus suggested
that, rather than Article 3 being presented as an exception to the
general sphere of application of the uniform rules as delimited in
Article 1, its content should be used to complete the provisions of
Article 1. He feared lest otherwise those legal systems wnfamiliar
with the problem of the jurisdicticns under which an agreement cons
taining an option to purchase would be prevented from having the cha-
racter of a lease might be tempted to give this provision a gquite dif-
Ferent meaning from the one intended.
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be to introduce an element of legal uncertainty into the application of the
uniform rules and, on the other, be at odds with the acceptability of the
uniform rules in those jurisdictions where the effect of such a clause would
be to preclude the leasing agreement from having the character of a lease at
all, Such a clause, whilst therefore unacceptable as a leading characteris-
tic, was nevertheless acceptable as an opticnal ingredient of the type of
transaction addressed in the uniform rules,

665. - Criticism was also levelled on the occasion of the first session
of governmental experts at this provision's employment of the term "applies".
We have already mentioned that one delegate saw this clause as an exception
to the general sphere of application of the uniform rules as defined in Ar-
ticle 1. Another delegate toock the view that to say that the "Conventicn
applies whether or not ..." ilmplied that there was another provision of the
uniform rules which would have the affect of excluding their application.

Use of the term "applies" was defended on the ground that the purpose of this
provision was to ensure that the application of the uniform rules would not
be prevented in those jurisdictions in which it might otherwise not have ap-
plied because the inclusion in the leasing agreement of a purchase option
would have precluded the transaction's characterisation as a lease, for ex-
ample English and American law. Thus use of the language "applies whether
or not" was designed to make it clear that the uniform rules were intended
to apply whether or not a purchase option was included in the leasing agree-
ment. The reasoning underlying this solution was that, as the uniform rules
are specifically addressed to international transactions and do not there-
fore purport to interfere with the varied situation existing on this subject
from one country to another regarding wholly domestic transactions, there was
no good reason why the uniform rules should not apply regardless of the par-
ticular solution adopted on this subject in the individual country concerned.

67. - It of course has to be borne in mind that, as alternatives to
the exercising of a purchase option, a lessee will have two other possibili-
tes, one stated in the uniform rules, to wit to hold the leased equipment on
lease for a further period, normally at a much reduced and in some cases at
a peppercorn rental, and the other, not stated bacause it is not in the nat-
ure of a special right conferred on the lessee by the leasing agreement but 1S
rather simply the lessee's duty in the event of it either not exercising a
purchase option or not taking it on lease for a further period, to wit to
return the leased asset to the lessor, who will then usually dispose of it
on the second-hand market. There was some discussion during the first ses-
sion of governmental experts as to the desirability of spelling cut more
clearly both the nature of these different options and the time at which they
could be exercised. To take the second point first, the intention of the
drafters of the uniform rules was that the purchase option, where granted,
should be exercisable either during or at the end of the leasing agreement.
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The idea here then was simply to reflect the situation as it existed in prac-
tice. In effect, the option tc buy did not necessarily have to be exercis-
able at the end of the leasing agreement: there were also "options d'achat
intermédiaires" whereby the lessee had the right to become the owner of the
equipment after, for example, one year of the lease by paying the residual
value of the equipment. The lessee was thus left maximum freedom to acquire
'mee@ﬁmmm:ﬂ'memWHWTmm:hwmmmh'm:ﬁsiMEmsm:jmtomamme
instance of the flexibility built into the sui generis type of lease. So as
to preserve this element of flexibility it was agreed that it would be pre-
ferable not to lay down any specific time at which a purchase option should
be exercisable sc as to leave this to the free assessment of the parties.

68. - In the text adopted by the Study Group the corresponding clause
spoke of "the right to buy or re-lease the equipment”. The term '"re-leagse"
was criticised on the occasion of the first session of governmental experts.
The guestion was raised as to whether this term should bé understood in the
sense of the conclusion of another leasing agreement of the kind contemplated
in the uniform rules, that is a leasing agreement that was sui géneris in
character, or could equally well cover the case of the conclusion of a tradi-
tional lease. It was generally agreed that, as the basic idea of this pro—
vision was to leave the parties maximum freedom to define the terms of their
agreement as they_saw fit, the term "re-lease" was intended to encompass both
possibilities. It was also queried whether, in the same way as the lessor
had to be owner of the leased asset during the original leasing agreement,
it would alsc have to be owner following such a "re-lease", It was peinted
out that this would obviously depend on whether the "re-lease" took the form
of a new contract or left the old agreement to subsist, but that in any case
this and other conditions of such a "re-lease" would be left to be determined
by the parties. TIn the re-drafting exercise performed by the drafting com-
mittee following the committee of governmental experts' first reading, the
term "re-lease" was replaced by the expression "hold /the equipment/ on lease
for a further period" to clarify the intentions of the drafters of the uni-
form rules as expounded above,

Article U4

69. - This article deals with the extent to which the parties should,
once the financial leasing transaction has been concluded, be free to vary
their respective agreements. The term "agreements" is here used in its broadest
gense tc encompass not only the supply agreement between lessor and supplier
but also the specifications given by the lessee to the suppiier, admittedly
not an agreement in the strict contractual sense. The basic principle under—
lying this article is that, while there can be no harm in the parties negoti-
ating better terms for themselves, in order to safeguard the interesis of the
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lessee with regard to the supply agreement and those of the lessor with re-
gard to the specifications agreed between the lessee and the supplier, any
attempt to vary the supply agreement, once the leasing agreement has been
made, must be sanctioned by the lessee (paragraph 1) and any attempt to vary
the specifications given by the lessee to the supplier, once the supply agree-
ment has been made, must have the consent of the lessor {(paragraph2?).

_ 70. - This article seeks to strike a fair balance between the interests
of all the parties involved in the transaction regarding any variations in
their respective agreements. Thus it does not provide for the supplier's
consent to be given to any variation in the terms of the leasing agreement,
as this is clearly a matter of no concern to him. On the other hand, given
that it is the lessee who is to use the equipment, it is clearly vital that
there should be no room left for collusion between the supplier and the les~
sor to the detriment of the lessee and for this reason the uniform rules pro-
pose to make any variation in the supply agreement subject to the lessee's
consent., Equally it is vital that the lessee should not be able to alter
the lessor's situation in regard to the transaction negatively without the
lessor's consent. Thus, just as it is legitimate for the lessee to seek to
have the use of the best equipment available for its particular needs, it is
equally legitimate that the lessor should first be given an opportunity to
declare its opinion on any consequential variation in the terms of the speci-
fications given by the lessee to the supplier, for instance during the on-
going construction of the item intended to be leased, that might have the
effect of increasing its responsibilities, provided that is that the lessor's
consent is not in such circumstances withheld unreasonably or in bad faith.

71. - As has been mentioned abcve, this article is in no way intended
to interfere with the parties' right to negotiate better terms for themselves,
ail the more so as the negotiation of better terms between the supplier and
the lessor, for example, could well be to improve the terms of the leasing
agreement for the lessee, notably in the shape of lower rental payments.
This would notably be the case, say, where the lessor and the supplier agree
to vary their original agreement by the terms of a buy-back arrangement,
thus enhancing the lessor's guarantee and enabling it to pass this onto the
lessee in the form of lower rentals. Such private arrangements between les-
sor and lessee are to be expected, given that they would often be dealing
with one another on a continuing basis over a number of years. However,
whereas the rule contained in Article 4 is designed to prevent the variation
of the parties' respective agreements inasmuch as the result of such varia-
tion would be to worsen the situation of the party not party to such varia-
tion, it was not considered feasible or worthwhile to formulate such a dis-
tinction between the megative and the positive impact of individual varia-
tions on the position of the party not party to the variatiom.
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72. - One member of the committee of governmental experts cast doubt
on the need for Article 4 (2), suggesting that it was a matter that could
be left to the freedom of the parties and that the lessee's power to give
Speclflcatlons to the supplier could be regarded as deriving from the supply
agreement. These doubts were not shared by other members of the committee
who, on the contrary, saw merit in the rule embodied in this provision, no-
tably as a gap-filler in those cases where the parties had not themselves
provided for variation. The rule was also seen as useful in clarifying two
special situations that might well arise. First, it was not infrequent in
the case of large, complex equipment, even after both the supply agreement
and the leasing agreement had been doncluded, for there to be a ne=d for an
ongoing dialogue between lessee and supplier regarding the specifications of
the equipment. For instance, in the case of the construction of a tanker it
would be common for lessor and lessee to agree to have a team of engineers
on the spot to monitor the changes of design that would regularly have to be
made, some of which could not have been foreseen. However, just as it would
be irrational to expect the lessee as the party that would have to use the
equipment to agree to changes that would be inconsistent with its intended
user of the equipment, so it would be irrational to expect the lessor as owner
and the party contracting with the supplier to allow changesithat would alter
its financial commitment and perhaps might even increase its exposure to lia-
bility towards third parties (in respect of rules of safety regarded as being
of a public policy nature) without first being consulted. This provision ac-
cordingly seeks to ensure that before any variation to the technical specifi~
cations agreed between lessee and supplier can have legal effect, 1t must fipst
be sanctioned by the lessor's consent. '

73. - The second point clarified by this article concerns those leas-
ing transactions where the lessee is authorised to buy the equirment as agent
for the lessor (an "agency lease'): such authorisation is, by virtue of this
provision, confined to the initial purchase and does not, unless otherwise
agreed, extend so as to enable the lessee to vary the supply agreement which
it has concluded on behalf of the lessor. Without any express rule provid-
ing for the lessor's consent in such a case, there might be an impiication
that the lessee's authorisation teo purchase equipment on behalf of the les-
sor also extended to enable it to modify terms of the supply agreement.

4. ~ One member of the committee of governmental experts saw a con-
tradiction between this provision, in so far as it required the lessee to
seek the prior approval of the lessor to any variation in the technical spe-
cifications of the equipment agreed between the supplier and itself, and the
general philosophy incorporated in the new Article 1 (2) (a), namely that the
lessee relies on its own skill and judgment in specifying the squipment.

This point of view was not shared by other members of the committee: there
was ne contradiction between these two provisions in that, even on the ini-
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tial purchase, the lessor's consent was cbviously required before it was
going to buy, as there was no way that a prospective lessee could, by re-
questing the purchase of a given item of equipment by the intending lessor,
force that lessor to buy if it did not in the circumstances wish te. It
would moreover be illogical to recognise a discretion in favour of the les-
sor to buy or not to buy in the first place and at the same time to subject
it to the possibility that the contract that it had entered into cculd be
varied by a third party, the lessee, without any need to seek its consent.

Article 5

75. — One of the thorniest problems arising in commection with leases
as indeed with all transactions involving the separation of ownership and
possession in respect of property concemns how best to inform innocent third
parties coming into contact with leased property, through their dealings with
the lessee, that it is subject to a reservation of title, since failing such
‘notification, appearances, that is the fact of the lessor's dispossession,
would normally induce mest third parties, for instance creditors of the les-
see, to believe that they were dealing with the owner, rather than the les-
see, of the asset in question. This problem was particularly acute in the
case of financial institutions thinking about lending to the lessee on the
_security of its assets, as a physical inspection of all the equipment of the
financial institution's potential debtor in such a case would simply not be

feasible.

76. - Consideration was given to the use of a whole range of systems
‘of public notice, going from the simple affixing of a plague on the equipment,
as required under the law of more than one country, to the highly sophisti-
cated computerised system of registration against the lessor already in use
in one jurisdiction and likely to be introduced into others in due course.
Experience had revealed the limitations of the affixing of plagues as the
basis of a foolproof system of public notice, given that such plagues were
always relatively easy to remove. Balance sheets were also considered but
rejected as inadequate for this purpose, in view of the fact that they ser-
ved a quite different function, that of a general public notice, from the
function that was had in mind here, namely a nmotice to a specific kind of
third party. The vast majority of opinion within the Study Group recognised
the ultimate desirability of a system of registration as the most effective
means of giving notice of the lessor's title to third parties. The different
models currently employed for leases were all considered. The basic model
was the system contained within Article 9 of the Uniform Commercial Cede of
the United States of America. This was recognised as having much to commend
it, notably its flexibility in ensuring the protection of third parties whilst
at the same time not unduly tying the hands of the lessor, cbliged to regi-
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ster only according to the type of equipment. This system had been much im-
proved upon in the Canadian jurisdiction of Saskatchewan, which had extended
its computerised registration system created for security interests in per-
sonal property to cover leases, deemed for registration purposes to be secu-
rity interests. The result of applying this regisfration system to leases,
however, is that failure to register the lease means that the lessor's title
is not only subordinate to that of subsequent good faith purchasers but also
to any other security interest taken in the equipment and to the lessee's
trustee in bankruptcy. Under the French system of registration introduced
for financial leases in 1972, the lessor had responsibility for filing the
essential details of the lease at the office of the registrar of the court
where the lessee had its principal place of business and the lessee responsi-
bility for a balance-sheet record of its vental lisbilities under the lease.
Whereas criminal sanctions were provided for the lessee's non-compliance with
its public notice requirements, the sanction laid down for the lessor's fail-
ire to file was the unenforceability of its title against third parties ac-
quiring from the lessee in good faith.

77. — Apart from the diversity of public notice systems, there was
also the problem that for many countries registration was only considered
feasible for large unit poods that were easily identifiable, where regist-
ration was effected against a number, such as ships, aircraft and motor vehi~
cles. The largest individual difficulty recognised as cbtruding with the
- embodiment of however minimal a public notice requirement in a future inter—
national instrument on the subject was seen as the fact that such public
notice systems were at present in force in a very limited number of juris-
dictions. The organisational and financial implications of such a require-
ment, in particular for developing countries most of which were not even en-
dowed with the most basic public notice infrastructure capable of being ex-
tended to cover the requirements of the uniform rules, were seen as making
such a solution a realistic no-starter.

78. - The Study Group was nevertheless anxiocus that the uniform rules
should give some expression of its conviction that a public notice system
was the only foolproof solution to this problem, and thus perhaps give some
momentum to the future institution of such systems in the various countries.
It therefore proposed a rule under which, where rules as to public notice
were laid down in the country where the lessee had its principal place of
business, then the lessor's title would only be good against third parties
if the lesscor had complied with such rules. Thus, if there were no rules
as to public notice under the law of the country where the lessee had its
principal place of business, the lessor's title would be automatically good
against third parties.

79. - This provision, while recognised as being a key article of the
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uniform rules in so far as it set out to regulate conflicts over the leased
asset arising as between the lessor and third parties which could not simply
be determined in the leasing agreement or the supply agreement, nevertheless
attracted much criticism on the occasion of the first session of govérnmen~
tal éxperts. This criticism essentially reflected the very different philo-
sophies underlying the methods of resolving conflicts between the disposses-
sed owner of property and a third party who had acquired that property in
good faith in, on the one hand, Common law jurisdictions and, on the other
hand, Civil law jurisdictions. Whereas the former, under the "memo dat quod
non habet" rule, acknowledged the dispossessed owner's general right to as-
sert its title against such third parties, application of the Civil law prin-
ciple that " en fait de meubles possession vaut titre” meant that in such
jurisdicticns an innocent third party would take free of the dispossessed
owner's title. The provision as it was proposed by the Study Group did

not satisfy either group. Civil law jurisdictions were unwilling to make an
exception to the aforementioned basic principle of their legal systems where-
by third parties acquiring property from a person whom they in good faith be-
lieved to be the owner toock free of the dispossessed owner's title. This

was a principle to which these legal systems were so attached that to have
such a clause in the uniform rules departing from it in respect of leases
would make the uniform rules totally unacceptable to such jurisdictions.

More than one such jurisdiction moreover expressed its unwillingness to in-
troduce a public notice system solely for leases. Common law countries were
equally concerned that the lessor's rights as against third parties would,
under the rule proposed by the Study Group, run the risk of being subordinated
to a public notice requirement imposed not by the law of the place where the
goods were situated but by the law of the lessee's principal place of busi-
ness,

80. - A further difficulty on which stress was laid during the first
session of governmental experts was the fact that, when such third parties
as those contemplated by this provision were'dealing with the lessee, they
had no means of knowing that the lessee was holding the equipment in question
under an international lease governed by an international set of rules, or
indeed that the lessee was holding the equipment on lease at all. This prob-
lem was compounded by the fact that, under the rule proposed by the Study
Group, such third parties were expected to lock to the country where the les-
see had its principal place of business which could well be a guite different
country from that where the equipment was actually physically located. Fur—
thermore, such a third party would not normally know, save by enquiry, what
system of public notice that country had and how it had to make its search.

8l. - The Study Group had indeed been greatly exercised by the question
of which connecting factor should determine the law to govern the public no-
tice requirement embodied in this clause. The law of the State of the les-
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sor's principal place of business had been easily rejected on the ground
that, if one of the principal objectives of a public notice system was *o
put third parties dealing with a lessee of equipment on notice of the
lessor's title to that equipment, it was unrealistic to require such third
parties to consult a register in the country where the lessor had its prin-
cipal place of business, as in the circumstances they would not necessarily
be aware of the lessor's existence. The law generally recognised as being
applicable for the purpose of determining questions of title to property or
proprietary rights is the lex rel sitae. However, while merit was seen in
making this law applicable for the particular case, not infrequent with leased
assets, of their being used in a countyy other than that where the lessee
had its principal place of business, notably under a sub-lease, this advan-
tage was to a large extent outweighed by the fact that an important category
of leased assets, particularly in internmational ‘leases, was mobile and there-
fore by its very nature liable to move from one jurisdiction to another, thus
also increasing the possibilities for a fraudulent removal of the equipment
out of the jurisdiction where the lessor had understood that it was to be
used. It was clearly not in general feasible to require the registration of
the lessor's title to such mobile assets in each and every jurisdiction where
they might travel.

82, - The problems inherent in taking the lex rel sitae as the appro-
priate connecting factor for public notice emerged all the more clearly in the

case of construction equipment on lease to a construction firm that moved regu-
larly all over the world., It was considered to be unrealistic for the con—
struction equipment to have to be registered in each of the countries where
it happened to be for a shorter or longer time. Thevefore, what was tc be
the position of third party creditors of the. construction equipment firm
where the latter was declared bankrupt and the equipment had in the meantime
moved on to another part of the world? It would probably be the first time
they had learned that the comstruction equipment was merely held on lease

by their debtor. Once again they would have been deceived by the apparent
solvency of the lessee as represented by the construction equipment it had
been using. They would probably not know where the equipment was at the time
and would have difficulty in knowing where to lock to see whether public
notice had been given of the lessor's reservation of title.

83. - It was suggested that one possible sclution to the problem might
be to envizsage two different comnecting factors, onme for equipment of a type
likely to be used in more than one jurisdiction, that is equipment that is
intrinsically mobile, and the other for ordinary equipment, that is equip-
ment not likely to be used in move than one jurisdiction. Such a distinc-
tion was already drawn both under Article 9 of the Uniform Commercial Code
‘of the United States of America and under the Saskatchewan Personal Property
Security Act, $.S. 1978-79. In the case of the two last-menticned statutes
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this distinction was drawn for the purpose of determining the appropriate
law of registration. Where the equipment was of a type likely to be used

in more than one jurisdiction the appropriate registration law was the law
of the lessee's place of business, but in all othey cases the applicable law

was the lex rel sitae.

8k, - The Study Grouw 's preference therefore finally went to the law
of the lessee's principal place of business, moreover the place selected for
compliance with the public notice requirement laid down under the TFrench de-
cpee of 1972. This choice of the lessee's principal place of business rep-
resented a departure for French law from the principie of the applicability
of the lex rei sitae to questions involving title to property or proprietary
rights. The reasons why the French legislator considered that the lex rei
sitae was not a suitable commecting factor for leasing were essentially prac-
+ical reasons. First of all,itwould be extremely rare that a lessee would
fraudulently dispose of the leased asset to a third party, because of the
credit risks it would thereby incur in respect of future transactions, in par-
ticular with its suppliers and bankers. The problem to be dealt with in this

article was thus in fact not s¢ much that of poséible conflicts between the
lessor and third parties acquiring the leased asset from the lessee in good

Faith as rather the case where the lessee 1s declared bankrupt. To use the
lessee's principal place of business as connecting factor was all the more ap-
propriate in the case of the bankruptcy of the lessee, as it would normally be

in the country where the lessee had its principal place of business thatits bank-
ruptcy weould be declared (35). The other reason underlying the French legi-
slator's decision to depart from the principle of the lex rei sitae as the
appropriate-conneéting factor in the case of leasing had to do with the case
where either a leased ship was arrested or a leased aircraft attached whilst

abroad, in respect of a debt owed by the lessgee's principal place of business.
Tt was pointed out that, if the State where the ship was arrested or the air-
craft was attached were to be party to the future international instrument

on this subject, then it would be for the lessee's representative, that is
either the captain of the ship or the commander of the aircraft, to peint out
to the person carrying out the zrrest op the attachment that the ship or air-
craft was on lease, whereupon it would be for such person to check this against
the public registry of the place where the lessee had its principal place of
business. In general the principal place of business of the lessee was, more-
over, seen as being preferable as the appropriate comnecting factor to the

(36) Whilst it was legally possible for a secondary place of business of
the lessee to be declared bankrupt, this would not normally material-
ise because, where the lessee's principal place of business was still
solvent, it would clearly in most cases do all possible to help its
secondary place of business out of its difficuities.
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lex rei sitae in that the places to which a third party weuld have to lock
would thus be concentrated in one country.

85. - Perception of the multiple difficulties raised by this provision
in the form in which it was presented by the Study Group led some delegates
to the first session of govermmental experts to propose that it be deleted;
these delegates took the view that the article in its present drafting prob-
ably raised more problems than it solved. This standpoint was alsoc adopted
by the representatives of the European Federation of Equipment Leasing Com-
pany Associations (Leaseurope) (37). Their basic argument was that the only
valid test of the text being drafted was its practical viability. On this score
they pointed to the difficulties adverted to above, notably in respect of
the third party acquiring from the lessee in good faith. They pointed also
to the relatively small number of States that had introduced public notice
systems, laying stress on the fact that one of these countries, Belgium, had
not even lald down.any penalty for failure to comply with its statutory re-
guirement that a plaque be affixed to the leased asset indicating its owner,
and that this omission of the legislator had not been rectified by the
Belgian Supreme Court when confronted with the question. The courts, they
maintained, had in general upheld the lessor's title in bankruptcy cases af~
fecting the lessee. This they had done by treating financial leasing essen-
tially as a type of bailment, albeit sui generis, with the consequence that
ownership remained vested in the lessor. They were not convinced that the
relatively small number of international leasing transactiocns justified the
establishment of a public notice system. The fact that these transactions
involved very large sums of money meant morecver that the various parties
involved had close relations with one another so that they would normally
be aware of their client's, the lessee's situation. (38)

(37) Cf. Study LIX - Doc, 21, pp.l - 2,

(38)  In the event that its proposal for the deletion of Article 5 was not
carried, leaseurope proposed, first, that the words "in good faith"
should be addéd after the words "all third parties' so as to remove
the pessibility at present left cpen under the articie that a third party
aware by whatever means, notably public notice, that the equipment was
the property of the lessor could defeat the lessor's title, and, se-
condly, that the commecting factor for the determination of the public

~ notice requirement should be changed from the law of the lessee's prin-
cipal place of business to the lex vei sitae, on the ground that the
real source of deception for third parties was the physical presence
of the equipment in a specific place. Cf. also the proposal for the
amendment of Article 5 made by the Governing Council of the Asian
Leasing Association (Asialease) (Study LIX - Doc. 19, p. 1).
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86. - Speaking for a country that had public notice rules of its own
applicable to financial leases, the representative of Canada tc the first
session of governmental experts took the view that, were Article 5 to be de-
leted altogether, Canadian law would not necessarily be incommoded in so far
as 1t would probably apply its own registration system to resolve conflicts
between a lessor and either third parties that had acquired in goocd faith
from the lessee or ordinary creditors of the lessee.

87. - Thers was nevertheless a widespread feeling that the proper course
lay not in the wholesale disappearance of Article & from the uniform rules,
as for some delegates to the first session of governmental experts this pro-
vision was a key article of the uniform rules and, if appropriately limited
in its functiohs, could serve a useful purpose, but rather in its redrafting.
One of the principal concerns of such a redraft would have to be the discon-
tinuance of the attempt to regulate conflicts between the lessor, on the one
hand, and both third parties acquiring the equipment from the lessee in good
faith and the lessee's ordinary creditors, on the other. The entrenched posi-
tion of those jurisdictions that recognised the right of innocent <third par-
ties to defeat the lessor's title was clearly not going to be breached for the
gsake of the uniform rules. It would accordingly be necessary to limit the aim
of the uniform rules to the resolution of those conflicts that arise between
the lessor and the cordinary creditors of a lessee that had been declared bank-
rupt. For, as has been mentioned above, the incidence of cases involving a
dishonest lessee disposing of the leased asset to a third party would be ex-
tremely rare in practice. The area where difficulties arose in practice was
rather where the lessee had been declared bankrupt and it was this problem
to which the draft should address itseif rather than the extremely delicate
one of the third party in good faith,

88. - One possible basis for a redraft of this article, it was sug-
gested by a representative attending the first session of governmental ex-
perts, was to be found in Variant II of the then Article 4 of the text of
the uniform rules adopted at the third session of the Study Croup (39), sub-
ject to that text being amended in such a way as to safeguard the lessor's
title against the lessee's ordinary creditors in respect of equipment not
subject to any public notice requirement. It was pointed out that such a
solution would correspond to the solution proposed in the draft Eurcpean Con-
vention on simple registration of title.

(39) This text read as follows:

"The lessor's title to the equipment shall be enforceable against
all third parties provided that the lessor has complied with such rules
(1f any) as to public notice as may be prescribed by the law of the
state of the lessee's principal place of business. /Where the lessor
has not so complied or where there are no such rules, its title is not
enforceable against a person acquiring an interest in the equipment,
by attachment or otherwise, unless the lessor proves that this interest
was acquired in bad faith./
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89. - It was suggested by another representative attending the first
session of governmental experts that in redrafting Article 5 consideration
might be given to the introduction of an element the absence of which might,
he feared, create considerable difficulty for the application of the uniform
rules in the context of his national legal system. Article 5 as proposed
by the Study Group basically provided that the lessor's title would be good
as ‘against third parties in legal systems which required the giving of pub-
lic notice provided that the lessor had complied with this public notice re-
guirement. What was missing from this formula, he suggested, was some indi-
cation of the time by which the leasor had to effect such public notice.

Under the aforementioned law of Saskatchewan as under Article 9 of the Uniform
Commercial Code of the United States of America,.while there was no time-1imit
for filing, the lessor, the longer it put off filing, ran correspondingly
greater risk of losing its title to any person acquiring an interest in the
leased asset prior to its own act of filing.

90, - The redraft proposed by the drafting committee following the
committee of governmental experts' first reading of the text proposes alter-
native rules for the case where a cenflict arises between the lessor and the
lessee's trustee in bankruptcy or other ordinary creditors following the les-
see 's bankruptcy. OCne of these rules covers those cases where there iz a
public notice requirement for financial leases in the State of the lessee's
principal place of business, the other those cases where there iIs no such re-
quirement in that State. Where public notice rules are laid down in the State
where the lessee's principal place of business is located, the lessor's title
will only be enforceable against. the lessee's trustee in bankruptcy and cre-
ditors, other than creditors having a lien or security interest in the leased
equipment, so long as the lessor has complied with such rules. On the other
hand, where there are no rules as to public notice laid down for such transac-
tions in the State where the lessee's principal place of business is located,
the problem of the enforceability or otherwise of the lessor's title in rela-
tion to such parties will fall to be settletl in accordance with the law of the

ferum.
‘Article 6

91, - In the text proposed by the drafting committee following the
committee of governmental experts' first reading of the text of the prelimi-
nary draft uniform rules as adopted by the Study Group what had all along
been virtually the least controversial clause in the uniform rules disappeared.
This clause was Article 6, which as adopted by the Study Croup read as follows:

"Where the equipment has become a fixture to land and to the extent
that the lessor has priority, under the law of the State where the land
is situated, over the claim of any person having an interest in the land
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concerned, the lessor may, in the conditions prescribed by the leasing
agreement, remove the fixture from the land. Upon removal the lessor shall
reimburse any encumbranceror owner of the land who is not the lessee for the
cost of any cdamage caused by the removal of the equipment from that part

of the land to which it was affixed. Such reimbursement shall make allow-
ance for the normal wear and tear of the land in question."

892, - It was a provision which sought to deal with eventual conflicts
of interest with regard to equipment which had become a fixture to land ari-
sing, notably in the event of the lessee's breach of its contractual duties
vig-a-vis the lessor, an event which would normally be occasioned by the les-
see's bankruptcy, as betweenthe landowner or encumbrancers of the land and
the lessor. The lessor's right to severance and removal of its equipment was
intended to extend both to the case where, on becoming = fixture, the equipment
lost its separate identity as a chattéel and became a part of the land to which
it was affixed apd the case where, on becoming a fixture, the equipment had
nevertheless preserved its separate identity as a chattel, thus upon severance
creating fewer problems of damage to the realty to which it had become a Ffix-
ture than in the other case. The solution proposed in Article 6 had been based
on Article 9-313 :5 of the Uniform Commercial Code of the United States of Am-
erica (40} and on Section 36 (4} of the Ontario Personal Property Security
Act of 1967, (41) The drafting of this article was acknowledged to be complex

{(40) Subsection 5 of Article ¢ : 313 of the U,C.C. reads as follows:

"When under subsections (2) or (3) and (4) a secured party has
priority over the claims of all persons who have interests in the real
estate, he may, on default, subject to the provisions of Part 5, re-
move his collateral from the real estate but he must reimburse any en-
cumbrancer or owner of the real estate who is not the debtor and who
has not otherwise agreed for the cost of repair of any physical injury,
but not for any diminution in value of the real estate caused by the
absence of the goods remcved or by any necessity for replacing themn.

A person entitled to reimbursement may refuse permission to remove un-
til the secureéd party gives adequate security for the performance of
this obligation.™

{(ul) Sub secticn 4 of Section 36 of this Act reads as follows:

"If a secured party, by virtue of subsection 1 or 2 and subsection
3, has priority over the claim of a person having an interest in the
real property, he may on default, subject to the provisicns of this
Act respecting default, remove his collateral from the real property
if, unless otherwise agreed, he reimburses any encumbrancer or owner
of the real property who is not the debtor for the cost of repairing
any physical injury excluding diminution in the value of the real pro-
perty caused by the absence of the goods remeved or by the necessity
for replacement, but a person so entitled to reimbursement may refuse
permission to remove until the secured parity has given adequate secu-
rity for any reimbursement arising under this subsection."
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and would undoubtedly strike some eyes as cumbersome.. The Study Croup's ac-
ceptance of this. fact reflected its awareness of the major difficulties which
had been encounteéred by the drafters of the corresponding provision of the
-aforementiomed legislation, It had to be presumed to have been a successful
piece of drafting in that context, though, to the extent that the courts had
‘hardly ever been called upon to interpret it.

93. - The original difficulty faced by the drafters of Article 9-313
of the U.C,C. related to use of the t:prm "Tixture!. The awareness by the
drafters of that provision of the difficulties inherent in knowing what was
to be considered a "Fixture"™ in a given case, let alone in different juris-
dictions convinced the Study Group of the futility of any attempt to presume
to define what was to be considered a "fixture" for the purposes of the ap-
plication of this article. Nor did the Study Group attempt to lay down a
priorities rule determining wher the lessor's claim in the realty was to be
superior to that of any other person with an interest in the same realty,
‘questions of priorities being recognised as being of such complexity that they
were best left to be detevmined by the applicable national law. As has been
adverted to above in connection with Article 5, the law generally recognised
as being applicable to determine questions regarding title to property or pro-
prietary interests being the lex rel sitae, in this case the law of the State
where the realty was situated, it was to tThis law that Article & referred for
determination of the matter of the lessor's pricrity over others with an in-
terest in the realty to which its equipment had become affixed for the purpose
of its lessee's husiness or preofessional activities.

94, - Subject then to the lessor having priority under the lex rei
sitae, the effect of Article 6 was to recognise the lessor's right to remove
its property from such realty, at the cost of reimbursing the owner or encum-
" brancer of the land, other than the lessee for obvious reasons, for any dam—
age occasioned by the act of severance, allowance moreover being made for the
normal wear and tear of the land.

95, - Article 6 proved to be the source of considerable controversy
on the cccasicon of the first session of governmental experts. The observers
representing Leaseurcpe first of all tabled a proposal for its amendment in
such a way as to establish the lessor's entitlement to reimbursement by the
lessee of any compensation it may have had to pay to the owner of the realty
to which its equipment was affixed for damage that may have resulted to this
realty through the act of severance (42). One representative proposed the

(u2) This proposal would have had the effect of amending the text of Article

8 to read as folliows: .
" .,.it was affixed, HNevertheless it disposed of the means to be

reimbursed by the lessee for all amounts paid in this way." Cf. Study
LIX - Doc., 21, p. 2.
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wholesale deletion of the article on the ground of the unacceptability of

the exception it proposed creating in favour of finance lessors to the fund-
amental principle of Civil law systems conferring priority on real property
rights over personal property rights. An observer also favoured its deletion,
as he felt that the problem that this article sought to deal with could well
be left entirely to the lex rei sitae, in that the eguipment being affixed

to realty there was mno danger of the lessor losing track of its property.
Other representatives made various proposals for the redrafting of the article,
generally with a view to seeking a compromise solution satisfactory to those
representatives who had proposed its deletion (43).

95, - The amendment proposed by Leaseurope was, according to its pro-
ponents, designed to make the article more balanced in better reflecting the
level of responsibility of the different parties involved in the transaction.
It thus sought to express, onthe one hand, the fact that the lessor's role
in the transaction was a limited, financial role and, on the other, the fact
that, as it was the lessee's own cholce to affix the lesscor's property to
the realty of a third party, so it should be the lessee that should pay for
the negative consequences of this choice when it became bankrupt.

97. -~ This amendment concerned a matter that would in any event nor-
mally be the subject of discussion between the parties. As such it was in- bi
15
. tended to be no more than suppletory of the parties' freedom of contract (43 ).

The main object of including such a provision in the unifeorm rules would ac-
cordingly be to cover those cases where the parties had omitted themselves
to provide for this matter. Cne member of the committee of governmental ex-
perts, while not objecting to the tenor of the proposed amendrent when under-
stood in this light, nevertheless took the view that the lessor's entitlement
to such reimbursement would have to be qualified, in such a way as to make

it clear, first, that it would only be entitled to reimbursement where its-
severance and remcval of the equipment were in conformity with the leasing

(43) Another proposal for deletion, this time of the last sentence of the
article as.proposed by the Study Group, on the ground that ail matters
relating to the guaentum of damages were gemerally best left to dome-
stic law and that, moreover, the result obtained would be much ithe zane
either way, was tabled by a member of the committee hut lapsed in view
of the drafting committee's decision to propose the wholesale deletion

blSof the article.

(43 ) It should always be borne in mind that it was the opinion of the
Study Group that virtually all, if not all of the substantive provi-
sions of the uniform rules should be liable to derogation (cf. § 22

supra) but cf. also Article 1t infra.
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agreement - that is, its action was lawful - and, secondly, that its right
of recovery should be limited to what was reasonable - that is, to the cost
of damage that could not reasonably have been aveided in the exercise of its
right of removal,

98, - Another member of the committee of governmental experts proposed
that the rule set forth in the first sentence of Article 6 be restricted to
the relationship between lessor and lessee, as to the extent that the rule
alsc applied to a third party, that is an encumbrancer or the owner of the
realty, it would not give much help,:in that it simply referred the solution
of the problem to private international law ("to the extent that the lessor
has prierity... over the claim of any person having an interest in the land

concerned"),

99. - The major difficulty arising with this article nevertheless con-
cerned the difference of approach of the Civil law and the Common law systems
to the matter of the lessor's right tc enter upon the land of a third party
to remove the equipment being used on that land by its lessee in connection
with its trading activity. Whereas in Common law jurisdictions the lessor
was entitled to exercise the remedy of self-help in order to recover its
property, the most that a lessor would have in Civil law jurisdictions would
be a claim against the owner of the realty which it would have to pursue in
the courts (4&). Moreover, the priority cof real property rights over per-
sonal property rights was such a fundamental tenet of Civil law systems that
one member of the committee of governmental experts considered that to pro-
pose creating an exception to this principle in favour of the finance lessor,
so as to enable the latter to remove its equipment from the realty to which
it had become a fixture, would be to contemplate the carrving cut of a veri-
table revolution that would shake such legal syétems to their very foundations.
He doubted therefore whether his own authorities would be willing to contem—
plate setting in motion such a revolution for the sake of an economic acti-
vity that he considered to be of limited importance. The immediate problem
for Civil law jurisdictions arose out of the applicatioh of the old Roman
law maxim accessorium sequitur principale to the case envisaged in Article 5,

(44) Under the law of the Federal Republic of Germany the lessor would have
-~ to found such a claim on the unjust enrichment that would otherwise
result to a third party, to wit the landowner or an encumbrancer of
the land. However, such a third party cculd consent to the lessor's
severance and removal of the equipment, in which case there would be
no need for the lessor to take the matter to court. See also

below, § 101.
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Whereas the effect of this article seemed to the eyes of the afcrementioned
representative to be, legally speaking, to make the lessor the master of the
situation, in the sense of deciding whether to enter upcn the land of a third
party to recover its equipment,according to the maxim accessorium seguitur
principale it was the landowner who had the choice whether to request the
destruction of any fixture placed on its land by a third party at the expense
of that party or to appropriate the fixture for itself while compensating the
third party for the cost of the fixture. Another potential problem area ari-
sing out of the application of this article was seen as lying in its deroga-
tion in favour of the lessor to the principle of the equality of the credi-
tors of the lessee in the event of the latter's bankruptcy.

100, - In the light of the debates on this article, some delegates
voiced their concern at the apparent unwillingness of other delegates to fcl-
" low through their earlier recognition of the sui generis, atypical nature
" of the transaction addressed by the uniform rules. In their opinion it was
essential in drafting a'future internmational instrument on this subject to
get away from the ideas of the clagsical contractual schemata, the unsuita-
bility of which for the type of lease addressed by the uniform rules had pro-
vided the initial impetus for the whole exercise in clarification.

101, - Two elements appeared to lie at the root of the confusion engen-
dered by:this article. The principal element was what to the aforementioned
representative of a Civil law system appeared as the subordination of the
landowner's well entrenched right to dispose as it saw fit of any fixture af-
fixed to its land to an exceptional right to be conferred on finance lessors
to breach the landowner's aforementioned right for the purpose of severing

_and removing such of its personal property as had become affixed to the land-
owner's real property in comnection with the lessee's exercise of its trading
activity. A seconé element of confusion surrounded the unusual empleoyment
in this provision of the term "nriority" which, tc some minds, seemed to sum-
mon up the. idea of puhlic notice and the ranking of creditors in the case of
the lessor's bankruptcy. To take the second point first, it was pointed out
that the article was rather concerned with the resolution of eventual conflicts
hetween "owners" : the purpose of the article was to reach a compromise, on
the basis of equality, between the competing rights of these two "owners".

As regards the first point, it was explained that the article in no way sought
to overturn those cases where, under the lex rei sitae, the landowner had &n
overriding right which extinguished the equipment lessor's right of severance
and removal. Indeed, it was pointed out that both Article 9 of the Uniform
Commercial Code and the Ontaric Personal Property Security Act of 1967, on
which, as mentioned above (see § 92), this article had been modelled, pre-
served the landowner's right to buy out the secured party, in this case the
equipment lessor's interest, as under Civil law systems.
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102. ~ The cnly way in which the uniform rules prcposed under Article
6 to add to the situation prevailing under the lex rei sitae lay in its at-
tempt to envisage the case where the lessee and the landowner in their con-
tract might agree to derogate to the maxim accessorium sequitur principale
so as to enable the equipment lessor to recover its equipment. The equip-
ment lessor nevertheless at all times remained res inter slios acta in the
legal relations between its lessee and the landowner. Recognition of the
extent to which the contractual conferment of this right on the lessor was
dependent on the freedom of contract of the lessee and the landowner in their
relations inter se was implicit in the right of the landowner or encumbran-
cer of the land confirmed in Article 6 to require payment by this third party
of compensation for the cost of any damage occasioned by the act of severance.
The article therefore safeguarded the landowner or encumbrancer's position
in ensuring that the equipment lesscr's récovery of its equipment should not
be to the detriment of the landowner or encumbrancer, as the case might be.

103. - With a view to accommodating the difficulties voiced by repre-
sentatives of Civil law systems, one member of the committee of governmental

. experts proposed a conpromise solution. One feature of this was, in response

to the view reported above at § 98, to separate the different legal relation-
ships involved in this questien. His proposal compromised three limbs.

Under the first of these, as between the equipment lessor and the lessee,

the former would be entitled to recover its equipment from the realty to which
it had become a fixture, in the conditions specified in the leasing agreement.
Secondly, in any case where the lessee Itseélf had the right to sever the equip-
ment under its contract with the landowner, the equipment lessor should enjoy
the same right vis-&-vis the landowner. A propos of this limb of his pro-
posal the representative concerned pointed out that, if the lessee were al-
ready entitled to remove trade fixtures from the land, then it should not
matter to the landowner whether such removal was carried out by someone else,
in this case the equipment lessor, provided that it was compensated for any
damage occasioned to its:property by the act of severance. Under the third
limb of his proposal, the question was referred to local law : the equipment
lessor would thus also be entitled to remove its equipment in any other case
where this was permitted under the lex rei sitae or, alternatively, where the
lex rei sitae attributed title to the fixture to the landowner and the latter

decided to retain the fixture, would be entitled to be compensated for the
value of its equipment (45). '

(45)  Another compromise solution proposed by another member of the commit-
tee was that Article 6 should be completed by a clause stating that
it did not change the ripghts or pricvities given by local law to the
landowner, lessor or lessee as regards fixtures.
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104, - This proposal satisfied one part of the Civil law lobby, in-
deed earning praise from one representative of a Civil law system, who was
particularly attracted to its underlying basic idea of leaving the pr?blem
of the choice of cwnership to the applicable local law and concentrating
rather on the consequences of the choice made by the applicable local law,
in the sense that if the latter recognised the lessor's right to remove its
equipment then the lessor had to compensate the landowner or any.encumbran—
cer for the cost of any damage cccasioned by the act of severance, whereas
if the applicable local law vested ownership of the equipment in the land-

owner or an ezicumbrancer3 then the latter had to compensate the eguipment
lessor for the full value of the equipment. Tt was a balanced provision which
reflected in equal measure both the landowner's interests and those of the
lessor. Given the narrow finsncial nature of the lessor's role, it achieved
the important objective of ensuring its entitlement to either the recovery of
the equipment, thus aveiding the possibility of it losing its btitle and simply
becoming just another creditor of the lessee in the event of the latter's
bankruptey, or compensation for the full value of the equipment in the event

of the applicable local law recogniging title to the equipment in the landowner
and of the landowner electing to keep the equipment.

105. - However, this provision even as amended under the aforementioned
proposal still attracted the most implacabale oppesition of that member of
the committee of governmental experts who had earlier called for its dele-
tion (see § 99 above) and who maintained this call on the ground that it was
not possible to conceive of disturbing such a fundamental principle of Civil
law systems as that granting priority to the owner of realty cver the owner
of personal property affixed to that realty for the sake of financial leas-
ing alone. He wondered moreover what useful purpose the rule would serve if
the lessor's right to remove were only to be effective to the extent permit-
ted by the lex rei sitae. He furthermore entertained doubts as to the cor-
rectness of what he saw as the' tendency of other members of the committee
Lo proceed on the basis that the priority of the owner of realty over the
owner of perscnal property affixed to that realty was not a matter of public
policy and therefore freely negotiable between  the respective parties., He
also raised the spectre of a possible clash between this provision and Article
10 of the Unidroit draft Convention on the hotelkeeper's contract, in that
Articie 10 (1) granted the hotelkeeper the right to detain any property of
commercial value brought to the premises of the hotel by a guest" "as a gua-
rantee for payment of the charge for the accommodation and services actually
provided", He regarded it as quite conceivable that such property might in-
clude a motor car on lease, in respect of which the draft Convention proposed
giving the hotelkeeper a lien in the .aforementioned circumstances, whereas the
effect of Article 6 would be to displace this priority in favour of the fip-
ance lessor that had leased the motor car (U6},

(U6)  However, of. Article 10 (4) of the same draft Convention which speci-
' fies that:
"The internal law of the place where the hotel is situated shail
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106. - Whichever of the compromise solutions proposed above (see §
103 and footnote 45) were to be preferred, attention was nevertheless dwawn
to a significant limitation on their effectiveness, pamely that they would
only be effective where the State where the realty was situated was a party
to the future international instrument.

107. - Given the impasse reached on this article, the drafting com-
mittee decided to propose its deletion to the committee of governmental ex-
perts.

Article 7

108, ~ At fiprst sight this article might appear to involve a fairly
radical departure from the law of most countries. In fact, it does little
more than reflect the situation existing in practice, in that financial leases
invariably contain detailed provisions absolving the lessor from responsibi-
1ity for defective or . non-conforming eguipment and requiring the lessee to
indemnify the lessor against claims brought by third parties. It reflects
the general philosophy underlying the uniform rules, namely the special nat-
ure of Ffinancial leasing, in excluding the lessor's liability in contract or
tort in most situations (47) where it would otherwise normally be liable in
its capacity as bailor of the equipment (Article 7 (1)). It is the lessee,
we have seen in Articie 1 (2) {(a) above, who relies on its own skill and
judgment in selecting both equipment and supplier, and who typically conducts
negotiations with the supplier as a reasonably informed user. II there is
any reliance on the knowlédge and representations of another party in this
context, it is the lessee's reliance on the supplier's knowledge of the equip-
ment and its vépresentations in this regard, so much so indeed that it is the
supplier who may be considered as placing the equipment into the stream of
commerce. The finance lessor; on the other hand, will in most cases have no
technical expertise with regard to the equipment's characteristics; it will
not therefore in most cases be involved in the selection of the equipment or
of the supplier; it will never take delivery of the equipment and normally
have no reason to see it. Its role is limited to supplying the necessary
finance for the acquisition of the equipment.

_ 108, - Before analysing the extent of the immunity granted the lessor
under this article, it is important to be clear about what is not intended
to be included in this immunity. In so far as it absolves the lessor in
general of those duties in contract or tort that would ordinarily flow from
its position as bailor of the equipment, it would not, for example, affect
the consequences of non-delivery which precede the bailment and are effecti-
vely dealt with elsewhere in the uniform rules. It is an exoneration that

determine the effects which third party rights may have on the hotel-
keeper's rightsof detention and sale and on the proceeds of such sale",

(47)  But cf. § 111 infra.
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is confined to those liabilities that would fiow as a matter of law from

the lessor's notional delivery of the equipment under the leasing sgreement
from the lessor noticmally putting the equipment into the stream of commerce.
It is not therefore intended to affect those liabilities that would be im-
posed by contract, whether by express terms of the leasing agreement or by
terms implied in fact. FEqually the general immunity conferred upon the les-
sor under this article is not intended to extend to breaches of statutory
duty, in that it is questionable whether States would be prepared . to accept
an exclusion of those special duties imposed by statute over and above those
imposed by the general law of tort.

110. - The fact that the general immunity conferred under this article
is stated to extend only to those contractual or tortious duties that would
ordinarily flow from the lessor’s capacity as bailor moreover indicates that
it is not the intention of the uniform rules to affect any liability that
might be imposed on a finance lessor gh__owner of the equipment leased (Ar-
ticle 7 (3)). Whereas, as was adverted to in the preceding paragraph, there
were under most jurisdictions relatively few liabilities that would in this
context flow from ownership as such, most liabilities belng rather imposed
on the lessor qua legal supplier of the equipment, there was special inter-
naticnal legislation, notably the International Convention on Civil Liability
for 0il Pollution Damage adopted in Brussels in 1969 and amended in London
in 1984, which would have the effect of imposing liability on a finance les-
sor as owner. It was clearly desirable to avoid the incorporation in the
future international instrument on this subject of a rule that would run counter
to such special international legislation. Otherwise States that might have
wished to become  parties to the international instrument being prepared on
financial leasing might find themselves umable to do so because of its incon-
sistency with existing special internatiocnal legislation to which they were
already parties,

111. - Moreover, as is spelled out in Article 7 (2}, the authors of
the uniform rules considered that there were two cases in which the lessor
should not be able to raise the general immunity granted it wnder Article 7(1).
The first such case was where the lessor had, for whatever reason, been ob-
liged to abandon, to whatever degree; its technical neutrality. in relation to
the equipment, and had in fact influenced the choice of the supplier or the
choice or specifications of the equipment (Article 7 (2) (a)). The second
exception to the principle of the lessor's general immunity arises in respect
of the lessor's continuing duty to ensure the lessee's gulet possession of
the equipment (Article 7 (2) (b)),

112. ~ As vegards the first of these exceptions, it was congsidered
logical that, as a corcllary to the rule that the lessor should benefit from
the aforementioned general immunity from liability where and to the extent
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that its role in the transaction was purely financial and therefore neutral

in relation to the choice of the supplier or the choice or specifications of
the equipment (see § 108 supral, it should forfeit this immunity and be liable
to both the lessee and third parties precisely where and to the extent that

it -intervened regarding,or influenced the choice of the supplier or the cheice
of specifications of the equipment. Admittedly, under the philesophy lying at
the root of the uniform rules, such cases would be infrequent. However, in in-
ternatienal leasingtransactions the sums of money involved were so high and the
transactions so complex (48) that the lessor would scmetimes become involved
in the techincal area which was nermally the excfﬂgiﬁg“p§eserve of lessee and
supplier. The question of the degreea of such.intervention required to de-
feat the lessor's right to raise its immunity was recognised as being a mat-
ter best left to be resclved by the applicable national law. It is to be
anticipated that this would be one of the provisions of the uniform rules

that the parties would be free to contract out of (sese Article 14 infrs)} and
to that extent the impact of this exception is likely to be greater on the
iessor’s immunity of action from a third party that has sustained injury or
damage by reason of a defect in the eguipment than on the lessor's immunity

of action from the lessee (49),

113, ~ The reasoning behind the second exception to the principle of
the lessor's general immunity. under Article 7 was that, given that quiet pos-
session goes to the essence of a lease, the lesgcr must remain liable for
any disturbance of the lessee's guiet possession resulting from the lawful
act of a third party, that is where the lessor did not have the right to dis-
pose of the equipment -or where its right to do so was qualified in some way,
and because of that a third'party was entitled to claim possession by virtue
of a paramount title, for example where its use was in breach of a patent or
trademark.

114, - After examining the cases not coﬁéred,by the general immunity

(48) The example offered to the Study Group was that of a ship being con-
verted into a tanker and the ongoing stream of change-orders relating
to the specifications of the vessel. As these could clearly alter the
scale of the lesscr's financial commitment, it would not in such cases
be abnormal for the lessor to have its own engineers on the spot to pass
on such change-orders on the lessor's behalf.

(49) But quaere the impact of the increasing tendency for lessors to con-
ciude financing agreements with particular suppliers on the application
of this exception to the general immunity conferred under Article 7 (1).
See alse § 119 and feectnote 51 infra.
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conferred upon the lessor under Article 7 (1), we now have to address our-
selves to the subject-matter of this general immunity. This general immunity
is examined below, first as regards its impact on the liability that would
ordinarily attech to the lessor in contract or tort towards the lessee, and
secondly in its impact on that liability in tort that might otherwise attach
to the lessor vis-d-vis third parties.

Lessor's liability to lessee

115, - Article 7 (1) has the effect of excluding those contractual
terms implied by law from the supply of equipment, notably the duty to en-
sure that the equipment supplied is of merchHantable quality and fit for its
known purpose.. As has been explained above, the need to exclude the lessor's
liability in respect of ‘those duties arises from the fact that most jurisdic-
tions treat the lessor as the legal supplier in relation to the lessee,.even
though it does not physically deliver the equipment. Breach of this duty '
would normally entitle the lessee to damages as against the lessor and might
give 1t 2 right to reject the equipment and withhold payment of its rentals
or even terminate the leasing agreement completely. Where the equipment
proves toc be not only defective but also unsafe and causes death or personal
injury to the lessee, or damage to the property of the lessee, the latter
would usually have a concurrent claim in tort, though in most jurisdictions
this would be dependent on proof of negligencé on the part of the lessor.

In some jurisdictions, notably the United States of America, the lessor might
in addition find itself in certain circumstances exposed to a suit alleging

strict liability on the ground that it was the lessor who was to be conside-
red as having introduced the defective equipment into the stream of commérce.

116. - The reasons underlying the authors of the uniform rules' deci-
sion to exclude the lessor's liability in comtract or tort towards the les-
gsee in most situations have already been rehearsed above (see § 108). It
suffices to recall hepe that, by way of justification of the exclusion of
the lesscr's liability to the lessee in respect of the implied warranty of
merchantable quality, the lessor will not nermally be a merchant as to the
type of equipment leased but will generally be only a merchant in the exten-
sion of credit. Equally, with vregard to the exclusion of the lessor's lia-
bility towards the- lessee in respect of the implied warranty of fitness for
the equipment’'s known purpose, it has to be remembered that the lessor will
not normally have shown any skill or exercised any judgment upon which the
lessee has relied in the selection of the equipment.

The case for the exclusion of the lessor's liabiiity towards the les-
see in tort, on the other hand, was considered to lie in the fact that the
lessee would normally not be involved in the selection of the equipment, have
no technical expertise with regard to its physical characteristics nor take
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delivéry of it nor even see it. It was in short the feeling of the Study
Group that, given the lessor's limited, non-technical role in the whole trans-
action and the fact that,if there is reliance by the lessee on the knowledge
and representations of another party in relation to the equipment,it is upon
the supplier's knowledge of the equipment and representations in this regard,
it is the supplier rather than the lessor who should in principle be liable
to the lessee if the equipment proves to be defective or otherwise not in
conformity with the supply agreement., It is to be noted that the lessee's
remedies against the supplier in this commection are spelled out in Article
9. It is to be anticipated that the general immunity conferred on the les-
sor in contract in relation to the lessee will probably have its greatest
impact on the application of the doctrine of strict liability for defective
goods. This general immunity will, moreover, in principle preclude the les-
see from claiming contribution or indemnity from the lessor in respect of
liability incurred by the lessee to a third party as a result of a defect in
the equipment.

Lessor's liability to third parties

117. - A finance lessor will not as a rule incur liability to third
parties who sustain injury or damage as a result of defects in the equipment.
There being no contractual nexus  between the lessor and such third parties,
such a claim would only lie in tort and in most jurisdictions it would be
necessary for the third party to show that the lessor had been guilty of neg-
ligence, for instance in leasing equipment that it knew or ought to have known
was unsafe. Given the lessor's technical neutrality in most financial leases,
the burden of proving such negligence on the part of a finance lessor is usu-
ally a heavy one. . Moreover, in most Common law jurisdictions such liability
would attach to the lessee as possessor of the equipment.  The major impact
of the general immunity conferred upon the lessor in tort under this article
is once again likely to be in those jurisdictions, such as the United States,
where, on the ground that the lessor is notionally delivering the equipment
under the leasing agreement and therefore notionally putting it into the
stream of commerce, a lessor might find itself in certain circumstances exposed
te a suit alleging strict products iiaﬁiiity; As we have mentioned above,
it was the opinion of the Study Group that such liability was not appropriate
in the case of a typical finance lessor who, given its technical neutrality,
cannct reasonably be held responsible for the introduction of the equipment
into the strezam of commerce.

118. - The main proposal for the amendment of this article tabled on
the occasion of the first session of govermmental experts emanated from
Leaseurope. . This proposal sought to replace the term "lessor" as employed
in Article 7 (1) and 7 (2) (a) by the term "owner-lessor". Its aim was to
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exclude that strict liability imposed on the lessor gua, owner both under
special international legislation (see § 110 supra) and under the expanding
body of domestic products liability legislation. The reasoning adduced in
support of this proposal was that, "/i/f the lessor accepts to restrict his
prerogatives to those of a creditor supperted by a title of ownership, it
goes without saying that the lessee as the counterpart must accept all the
objections of & debtor respectful of this title" (50). It was the umanimous
feeling of the committee of govermmental experts that it would be going too
far to propose that the lessor could not incur any of the liabilities that
would be imposed on it qua owner (51), not least because of the inconsistency
with existing international Conventions that would be implicit in such a de-
cision but also in view of the general principles of the law of tort. The
lessor had decided to use its title to the equipment as a guarantee for the
lessee's payment of its rentals and had therefore to bear the responsibilities
attached to ownership. Whilst itiwas quite feasible for the lessor and the
lessee to agree in their contract that, in the event of the lessor incurring
liability in tort towards third parties injured by the equipment, the lessee
should indemnify the lessor, it was not possible in an instrument that was
intended to have the force of law to deprive third parties of their remedies
against the Jlessor as owner.

118. - Disquiet was for the same reason voiced in certain quarters

regarding the immunity for liability conferred upon the lessor under Article

7 vis-3-vis third parties, in so far as the effect of this immunity would be
to déprive such third parties of their remedies against the lessor. According
to this current of opinion, it would be better if the uniform rules avoided
interfering with the rights of third parties injured by the equipment and
concentrated on regulating the relations between lessor and lessee. Concern
was also expressed lest to éxclude the lessor's liasbility in tort to third

(50) Cf. Study LIX-Doc.2l,v.3. Ancther argument advanced to Justify the extension
of the immunity from liability conferred under Article 7 to cover lia-
bility incurred by the lessor as owner was taken Ffrom an analogy with
the situation where, instead of leasing the equipment, the lessee de-
cided to purchase the equipment outright. Financial leasing was in fact
a direct alternative to outright purchase for prospective lessees/buyers.
Whereas under such a direct purchase, the buyer would only have a limi-
ted guarantee pericd in which to pursue claims against the seller, under
a financial lease the lessor's exposure to such claims was apparently

“limitless in time, a difference which was alleged to work injustice
on finance lessors.

(51) Cf. § 110 supra.




- BO -

parties under Article 7 (1) might diminish the lessor's interest in ensuring
that the equipment was adequately insured in this regard (see footnote 52
infra). It was , moreover, pointed out that some legal systems considered
any provision that would have the effect of excluding a party's liabiiity in
tort as being comtrary to public policy, suggesting that this prohibition was
all the stronger in the case of an international Convention. Reference was
nopeover made to Article 3 (%) of the 1973 Hague Convention on the Law Appli-
cable to Products Liability, according to which:
"This Convention shall apply to the liability of ...

{4) other pérsons, including repairers and warehousemen, in the com-

mercial chain of preparation or distribution of a product",
1t was suggested that this provision might be read as exposing the lessor to
liability towards a third party injured by the equipment leased on the ground
that the lessor, by its activity of leasing equipment, had put a product into
+he "commercial chain' which had caused damage. The arguments for the exclu-
sion of the lessor's liability in tort vis- 3-vis third parties gua bailor of
the equipment have already been fully rehearsed (see § 117 supra). These
essentially come down to the fact that the lessor's ownership is devoid of
most of the normal attributes of ownership, that is it is merely pro forma
ownership (52). The lessor's role is limited to the supply of the necessary
finance. A lender/financer does not normally carry the respensibilities in
contract or tort in respect of which Article 7 seeks to give the lessor a
general immunity. In practice, financial leasing is for prospective users
a direct alternative to an outright purchase. Thus, the eventual user, whether
under a lease or a purchase, is in elither case ready to bear the totality of
the risks arising in connecticnm with the equipment, as regards the eventual
pursuit of a claim in contract, availing itself of the guarantees transferrved
to it through the lessor in the case of a financial lease or inuring to its
benefit directly under a purchase, and as regards any liability incurred in
tort in respect of damage occasicned by the equipment through its use of the
equipment either as though it were owner, in the case of a financial lease,

(52) It has nevertheless always to be borne in mind that, as provided for
in Article 7 (2) (&), lessors, particularly in internaticnal transac-
tions, are not always coupletely disinterested in their ownership of
the equipment. Thus leasing agreements invariably make it a duty for
the lessee to insure the equipment leased, notably against civil lia-
bility arising out of damage caused by the equipment. While the in-
surer is not selected by the lessor, it must have its approval. The
lessor is morecver a co-beneficiary and additional beneficiary of the
insurance policy taken out by the lessee. Another aspect of the les-
gsor's potential interest in its ownership of the equipment may be seen
in the increasing tendency for lessors to enter into financing agree-
ments with particular suppliers of equipment.. Cf. §§ 111-312 supra.
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or indeed as veritable owner in the case of an outright purchase. Such an

immunity both in contract and tort was as such to be seen as corresponding

to the logic of the financial leasing transaction, as reflected above all in

the essentially financial nature of the transaction for the lessor. It was

in line with this logic that the risks arising in connection with the equip-

~ ment should be borme by the party that had the possibility of selecting and
locking after the équipment,

120. - As has been mentioned above, the principal reason for insula-
ting the lessor from liability incurred towards third parties gua bailor of
the equipment leased was to foregtall the argument that, Lhecause the lessor
was notionally supplying the equipment to the lessee under the leasing agree-

ment, it might be regarded in some jurisdictions as putting the equipment into
the stream of commerce and as such might thereby incur the liability of a
producer. While there was recognition of the fact that the category of case
in which the lessor would be at risk in this regard was relatively small, it
was nevertheless considered wise to avoid such risks given the ever expand-
ing concept of strict product liability in certain jurisdictions.

121, - The potential disincentive to the lessor's continuing interest
in the adequate insurance of third party risks arising in connection with
the equipment that it was feared might result from excluding the lessor's
liability towards such third parties under Article 7 (1) was discounted, on
the ground that it would always be in the lessor's interest to ensure that
its equipment was adequately covered against such risks given the important
economic guarantee which the eguipment represented for it, It was evidently
in the lessor's interest to avoid the disappearance of the equipment with
a view to its being able to lease it to another party or sell it on the
second-hand market in the event of the lessee's default.

122. - Some of the disquiet felt at the exclusion of the lessor's
liability towards third parties under Articele 7 (1), no doubt, arose from
what to certain minds sppeared the sSomewhat artificial distinction drawn be-
tween the lessor's liability gua bailor and qua owner, There was some doubt
whether this difference would prove workable in practice. The distinction,
however, was brought into focus if one bore in mind that it was not in every
lease that the lessor would be the owner of the equipment. Thus under a
sub-leasing arrangement the intermediate lessor was not owner of the
eguipment but was noticnally supplying it under the lease, The significance

of the distinction implicitly drawn under Article 7 (1) between liability
incurred by the lessor qua bailor and that incurred by the lessor gua owner
emerged clearly in this case, in that cwnership and the status of lessor were
not vested in the same person. Thus in such a sub-leasing situation the inter-
mediate lessor would benefit from the general immunity conferred under Article 7
(1), whereas the head lessor, not in its capacity as lessor but as owner, would
be exposed to liability such as that imposed under the special international
legislation referred to supra (at § 110).
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123, - Nevertheless, in order to appease the anxieties of those con— -
cerned lest the drafting of Article 7 (1) might give the .impression that
it sought to exclude the liability of the lessor in contract and tort incur-
red in its capacity of owner, it was decided to introduce an additional para-
graph, the new Article 7 (3), making it clear that nothing in Article 7 (1)
was intended tco affect the lessor's liability arising in its capacity of

owner (53).

12k, - Cne representative attending the first session of governmental
experts found the tenor of the exception to the lessor's general immhnity
provided for in Article 7 {2) (b), making the lessor a guarantor of title
in the case where, for instance, a supplier had supplied equipment under
a defective title, somewhat ancmalous in view of the basic approach to the
lessor's position adopted elsewhere in the uniform rules. It was explained
that this provision was to be seen in terms of the need, reflected in the
preamble to the uniform rules, for balancing the interests of the different
parties. 'The authors of the uniform rules were conscious of ‘the need to ensure
that the rights and immunities conferred thereunder should not all be perceived
to run in the same direction. It was their feeling that the gquestion of title
was a matter on which the lessor could be left to satisfy itself or, where
it was not able to do so, that this was a risk which the lessor should be pre—
pared to assume. As the one who purporied to have acquired title to the
equipment, the lessor should guarantee the lessee's guiet possession.

125, - The other exception to the general immunity conferred upon the
lessor uider Article 7, now contained in Article 7 (2) (a) caused the govermn-
mental experts greater difficulty. First of all, one representative objected
to the employment of the adjective "technical" to qualify the level at which

{53)  Another solution proposed, which was in the event not adopted, was de-
signed to show who it was that bore the risks arising in connection
with the equipment (i.e. the lessee) without, however, worsening the
position of third parties, who, in the event of the lessee being uﬁable5
for whatever reason (the most obvicus reason would be bankruptey), to
compensate them, could then, in the last resort, go against the lessor,
who would be able to insure itself in any case against such risks.

The idea of this proposai would have been to delete the references to
"or third parties", "and tortiocus" and "or tortious" in this article
and to add a new paragraph providing that:

"To the extent that the lessor is. liable in tort by reason of its
ownership or use of the equipment, the lessee shall wholiy indemnify
the lessor",
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the lessor would,according to the language employed in the corresponding
provision of the text adopted by the Study Group, have had to intervene to
forfeit its immunity from liability under Avticle 7 (1).(54). This clause
had necessarily to be read in conjunction with the new Article 1 (2) (a) in
that, as an exception to the general immunity conferred upon the lessor un-
der Article 7 (1), it had to be seen as an exception to the factual situation
set forth in Article 1 (2) (a), which was itself the justification of the
lessor's general immunity under Article 7 (1). The sphere of autonomy re-
served tc the lessee in a financial leasing transaction as reflected in Ar—
ticle 1 (2) () might go beyond merely technical matters regarding the choice
of equipment and supplier. In fact that provision speaks rather of "speci-
fying the equipment and ... selecting the supplier" without any limitation
to the technical aspects of such specification and selection. Clearly such
technical considerations regarding the characteristics of the equipment would
be a most important part of this sphere of autonomy reserved to the lessee
under the uniform rules. However, it was at the same time important to en-
sure that the lessor would also forfeit its general immunity in all those
other cases, of a non-technical nature, in which it interfered effectively
with the sphere of autonomy reserved to the lessee under Article 1 (2) (a).

126. - Implicit in the criticism levelled at the text of Article 7 (3)
as adopted by the Study Group referred to in the previous paragraph was also
criticism of that text's reference to the lessor's intervention "in the choice
of the equipment" alone. Just as Article 1 (2) (a) referred not only to
"specifying the equipment" but also to "selecting the supplier", so it was
felt that Article 7 (2) (a) should likewise refer to the lessor's interven-
tion in neot only the choice of the equipment but also in the choice of the
supplier, or, as one delegate put it, in the choices of the lessce.

127. - This proposal, however, seemed to some minds to raise a dilemma
in that, since it was provided under Article 1 (2) (a) that in choosing the
equipment and the supplier the lessee relied on its own skill and judgment,
it might be argued that, in a case where in choosing the equipment and the
supplier the lessee did not rely solely on its own skill and judgment, the
financial leasing transaction in question fell outside the ambit of the uni-
form rules altogether., Not all members of the committee of governmental ex-
perts shared this perception of an inherent contradiction between the two
clauses. Thus one member of the committee pointed out that it was customary
with international Conventions for subsequent articles of such Conventicns to

(54) Article 7 (3) of the 1984 text read as follows:

"The lessor owes the lessee and third parties the contractual and
tortious duties that would ordinarily flow from its position as bailor
of the equipment where and to the extent that it has intervened, at a
technical level, in the choice of the equipment.™
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be understocd and analysed as exceptions to principles laid down in earlien
- articles of the same text. |

_ 128, - It was nevertheless recognised as being undesirable to restrict
the potential cases for the application eof the uniform rules by creating an
inference that, where the lessor intervened in the sphere of autonomy reserved
to the lessee under Artiecle 1.(2) {a)}, the nature of the transaction would
change to such an extent as to make it no longer amenable to treatment under
the uniform rules but bring it within some other legal category. This risk
was all the greater, it was pointed out, in the case of international leases
where, for the reasons expounded above, the lesscr's neutrality with regard
to the choice of the equipment and the supplier, might be less absolute {(55).

129. - Different proposals were tabled with a view to accommodating
the resolution of this problem. One such proposal was to amend the wording
of Article 1 (2) (a) so as to read:
"the lessee relies primarily on its own skill and judgment in speci-
fying ...."
This proposal met with the objection that it would so substantially alter
one of the fundamental ingredients of the transaction addressed by the
uniform rules as to undermine the basic assumption on which such legal con-
sequences as the lessor's general immnity uader Article 7 were founded. I%
would furthermore introduce an element of legal uncertainty into the text in
the manner in which these fundamental ingredients were presented. According
to this line of thought, it was moreover essential to the basic philosophy of
the uniform rules that the lessee relied on its own skill and judgment in all
matters affecting the choice of the equipment and the supplier, since otherwise
there might remain some aspects of these choices in respect of which the lessor's
intervention would not attract the full consequences of Article 7 (2} (a),
namely the Forfeiture of its general immunity.

130, - Another proposal tabled for the solution of the problem raised

(55)  Although, to the extent that the underlying philosophy of the uniform
rules is founded on recognition of the essentially financial nature
of the transaction and the limited financial role played by the lessor,
it might be considered that this reasoming was still fundamentally
valid even where the lessor found itself, for example in the case cited
in footnote MB,sﬁpra, obliged to take an interest in the construction
of the equipment, to the extent that its interest was limited to the
financial consideration of whether the changes propcsed as part of
the on-geing process of construction were such as to make the trans-
action that it was financing substantially a different enterprise from
the one it had had in mind at the beginning.
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in § 127 was for the deletion of Article 7 (2) (a), on the ground that it
opened the door to all sorts of problems regarding the degree of intervention
that was required before the lessor should be considered as having forfeited
its general immunity. (56) This proposal attracted no support. On the one
hand, Article 7 (2) (a) was seen as representing a measure of protection for
lessees, who in some cases, particularly with theé increasing tendency of les-
sors to conclude special financing agreements with particular suppliers, might
be seen as the weaker party in terms of bargaining power, either in relation
to the lessor alone or to the lessor and supplier jointly as linked by such
special financing agreements as the ones Just mentioned. It was important that
the lessee should not feel it was at the mercy of the lessor either alone or
in conjunction with the supplier. On the other hand, given the less than ab-
solute technical neutrality'of the lessor.in many international leases to
which allusion has already been made, another reason why it would be undesi-
rable to delete this clause would be so as not unduly to restrict the cases
in which the future international instrument would actually be. applied by
converting the principle contained in Article 1 (2) (a) into an absolute rule.
The question of the evaluation of the degree of the lessor's intervention in
the individual case was felt to be a matter that had to be left to the inter-
pretation of the courts of each State. Nevertheless the words "to the extent
that it has influenced" were felt to give some guidance here, indicating that
what was had in mind was not, for instance, the case of the lessor simply
giving the lessee some friendly advice but rather where its intervention was
in the circumstances. considerable in nature. ' '

131, - Various other forms of wording were put forward for the resc-
Jution of the problem raised in § 127. For instance, it was proposed that
the wording eventually adopted in Article 7 (2) (a), " to the extent that it
has influenced the choice ..." should read: "to the extent that it has assis-
ted the lessee in its choice..." This proposal was rejected on the ground
that the term "assisted" had connotations which were not always appropriate
to the case contemplated under Article 7 (2) (a). Another proposal was that
the aforementioned phrase should be specifically linked to Article 1 (2) (a),
indicating that it covered an exception to the principle set forth in the lat-
ter clause. This proposal would have read: "to the extent that,by way of ex-
ception to the principle stated in Article 1 (2) (a), it has influenced the
choice ..." A further proposal was TO amend the chapeau of Article 1 (2} so

(56) For instance, should it be sufficient for the lessor's general immunity
to be forfeited where the latter gave the address of a supplier of -
equipment to the lessee saying that it had heard that that particular

supplier was reliable 7
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as to indicate that the main characteristics of financial leasing listed there-
under were cumulative . or alternative. The solution finally adopted was to
ingert the word "typically" into the said chapesu so as to indicate that the
main characteristics listed under Article 1 (2) were characteristics which
financial leasing transactions typically possessed, Wnilst it was recognised
that this amendment would introduce a small element of uncertainty into the
text, this disadvantage was considered to be putweighed by the added flexibi-
lity it built into the scope of Article 1 (2). Such flexibility, whilst un-
Pamiliar to the draftsmen of legislation in some jurisdictions, could, it was
felt, be accepted in an international Convention. The need for all three of
the main characteristics of financial leasing listed under Article 1 (2} to
be present for the application of the wniform rules would, nevertheless, in
the meantime subsist. The significance of the introducticn of the qualifica-
tion "typically'" was to indicate the need Tor flexibility in determining
 whether in the particular case & particular characteristic was made out.

132, - The order of the paragraphs making up this article was revised
by the drafting committee in compliance with the view expressed by an obser-
ver abtending the session of governmental experts who felt that, in so far as
the new Article 7 (2) (a),formerly Article T (3), was a direct exception to
the rule laid down in Article 7 {1) and the exception set out in the new Ar-—
tiele 7 (2) (b),formeriy Article T (2), was only a limited exception toc the
rule laid down in Article 7 (1), addressing only the lessor's duties towards
the lessee, the former Article T (3) should go ahead of the former Article
T (2) so as to emphasize its link with Article T (1).

Article 8

133. - This article spells out the lessee's duty of care in relstion
to the equipment from the moment that it is deliversd into the lessee's hands
until the time that it is returned to the lessor at the end of the leasing
agreement., Paragraph 1 details the lessee's duty of care during the leasing
agreement, while paragraph 2 specifies the condition in which the lessee must
return the equipment to the lessor at the end of the leasing agreement, in
the event that it does not exercise any option to purchase that it may have
under the leasing agreement or does not want to take the equipment on lease

for a further period.

134. - The duty of care imposed on the lessee is that of a normal user.
The standard of care that must be displayed by the lessee to this end is spe-
cified to be "proper" care. This standard of care is further clarified by
the additional requirement that the lessee must keep the equipment in the same



condition as it was in at the time of delivery, after allowance has been made
for fair wear and tear. (57) In effect this means that the lessee is under

a duty to keep the equipment in good working order. The practical signifi-
cance of this provision will however be limited inasmuch as leasing agreements
invariably contain detailed provisions as to possession, care and use of the
equipment.

135. - There was also discussion within the Study Group of whether the
umiform rules should cover the question of what should happen where the equip-

‘ment is accidentally destroyed at some stage during the leasing agreement.

While the value of the equipment would normally be covered by insurance, this
still left the problems of how the insurance monies should -be applied and what
should be the effect of the destruction of the equipment on the leasing agree-
ment: if the insurance monies were to be applied in restoring the equipment,
the question arose as to whether a new contract came into existence between
the parties to the original leasing agreement or whether the original agree—
ment should go on applying to the restored equipment. It was the opinion of
the Study CGroup that this was a maetter best left to be settled by the parties
in their contract.

Article ©

- 136. - This article,formerly Article 10 in the text sdopted by the
Study Group, proved to be the cause of lehgthy debate at the first session of
governmental experts. O(n the one hand, there were the proponents of the novel
scheme contemplated under the text proposed by the Study Group, namely giving
the lessee an independent, direct, statutory right of action against the sup-
plier where the lessee sustains loss or damage through the supplier's faillure
to deliver the equipment in accordance with the terms of the supply agreement (58).

(57) One member of the committee of governmental experts pointed out that in
her country it would be unusual for there o be an exception for fair
wear and tear in the leasing agreement, in that the lessor, upon re-
covery of the equipment, would want either to sell or to re-lease it.
Whilst it was recogrised that a leasing agreement would indeed not nor-
melly exclude fair wear and tear, two factors had to be borne in mind:
first, the fact that Article 14 was designed precisely to permit the
parties to vary such duties as they saw fit, and, secondly, where the
leasing agreement was silent on this matter, the general rule would be
that the lessee was not responsible for fair wear and tear. This ar—
ticle accordingly reflects what would be the general rule of law on this
matter where the lease was silent without preventing the parties from
agreeing otherwise,

(58)  Cf. Article 10 (1) of the preliminary draft uniform rules adopted by

the Study Group (Study ILI% - Doe. 1T).
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Ranged against these were essentially the representatives of two States that,
in view of the difficulties inherent in the direct right of action solutiom,
proposed that the problem of the lessee's recovery of its loss in this regard
shouid rather be handled by the technique of the lessor's assignment to the
lessee of its rights under the supply agreement against the supplier.

137. - The problem addressed by this article is the situation where
there is failure by the supplier to make delivery of the equipment in confor-
mity with the terms of the supply agreement. The wide immunity from liability
conferred upon the lessor under Article 7 (1) - justified by the fact that the
choice of the equipment and the supplier was made by the lessee, who will more-~
over typilcally conduct negotiations @irectly with the supplier - clearly pre-
supposes Lthat the lessee should nevertheless have an adeguate avenue of re-
dress for the necessarily deleterious conseduences for itself of such breach
of the supply agreement by the supplier. The authors of the uniform rules
were of the cpinion that, given that, in the atypical circumstances of finan-—
cial leasing, it is the lessee that negotiates the essentials of the sale con-
tract directly with the supplier and appears in many ways as the purchaser,
the lessee should be given the means to seek compensaticn for its loss directly
from the person responsible for thig situation. The conversion of this prin-
ciple into an effective right of action exercisable directly by the lessee
~proved to be the source of great difficulty.

138. - In effect, unless some Torm of collateral contract can be dedu-
ced in the circumstances from the negotiations between the lessee and the sup-
plier, there is no contracitual nexus between these two parties. As a result,
it has hithertoc proven very difficult for the lessee to bring proceedings against
the supplier. The techniques employed to get round this problem have varied
according to the legal system., Some jurisdictions have treated the supply
agreement as creating stipulations for the benefit of a third party, the les-
see. The techulgues generally employed have, however, involved the lessor
. agreeing either to assign its claims against the supplier under the supply
agreement to the lesgee or to enforce its own rights as buyer against the sup-—
plier for the lessee's benefit,or'else the lessor, when placing the order for
the eguipment, contracting as agent for the lessee as well as on its own behalf.
Both these techniques were adjudged by the Study Group to be inadequate inas-
much ag the claim pursued by or in the right of the lessor can only be for
such loss as would have been recoverable by the lessor, whereas the aim of the
lessee was naturally to recover its own measure of loss. It was not difficult
to see the potential divergency between the measure of loss of the lessor and
that of the lessee in the svent of Lhe supplier's failurs to deliver the eguip—
ment in conformity with the supply agreement. In the case of the equipment
proving, for instance, o be partially unfit for the purpose for which 1t was
intended, since, under the hell and high water clause customarily included in
financial leasing agreements, the lessor will normally be entitled to recover
its ventals come what may, the supplier will be able to agsert in its defence
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against the lessor that the latter has not sustained any financial loss, save
to the exitent that the value of the equipment for re-leasing or re-sale pur-
poses has deprecilated in proportion to the extent to which it had proved %o
be partially unfit for the purpese for which it was intended. The lessee,

on the other hand, will have a quite different measure of loss from the les-
sor, its loss being essentially consequential in nature. The lessee will su~
stain a loss in trading income through the equipment not being delivered in
conformity with the supply agreement. Should the eguipment be machinery for
the production of items of clothing, for example, the lessee will not be able
to produce as much as it had anticipated if the equipment turns out to be de-
fective. BSuch a loss of production will also have a negative impact on the
lessee's trading image, and might notably cause it to lose customers. Such
consequential loss sustained by the lessee would not correspond to the lessor's
measure of loss,

139. - The lessee might thus in certain circumstances find itself entit-
led to nothing more than nominal damages if restricted to recover only against
the supplier as the. lessor's assignee. It was to meet these problems, notably
the privity problem, that the Study Group proposed that the uniform rules
should create a new statutory direct right of action against the supplier in
Tavour of the lessee., Admittedly, there was the risk with the text approved
by the Study Group that the cases in which the direct right of action would
effectively lie might be considerably restricted by the fact that that text
did not take the State where the supplier had its place of business as a con-—
necting factor for the applicability of the future internaticnal instrument.
Thus in those cases where the State in which the supplier happened to have
its place of business was not a Contracting Party, there was a risk that the
lessee's exercise of its direct right of action might prove not to work.

As we have pointed out eariier, an attempt was made to remedy this deficiency
in the context of Article 2, by virtue of which the appilicability of the uni-
form rules is henceforth made dependent on the supply agresment and the leas-—
ing agreement being both governed by the law of a Contracting Party or on the
States in which lessor, lessee and supplier have their respectlve places of
buginess all being Contracting Parties.

140, — This amendment 3id not satisfy certain delegations attending the
first session of governmental experts that took the view that there was still
a risk of the direct right of action proving to be ineffective where the sup-
ply agreement turned out to he subject to the law of a non-Contracting State
and that the problem of the lessee's enforcement of its rights zgainst the
supplier would be dealt with better by obliging the lessor to assign its rights
under the supply agreement to the lessee. The reasons adduced in support of
this proposal and ageinst the direct right of action proposed by the Study
Group were: first, that it was simpler than the direct right of action; sec—



ondly, that it had the benefit of having worked well in their own jurisdie-—
tions;-thirdly, that it would not interfere with the supply agreement and the
warranties in respect of the equipment for which the lessor was liable under
their law; fourthly, that otherwise the supplier might well take the position
that the only party to whom it had to answer in respect of the supply agree-—
ment was 1ts co-contractant, the lessor; fifthly, under Article 9 (1) of the
uniform rules as adopted by the Study Group the lessor was declared, within
certaln limits, nobt 40 be liable to the lessee for the non-performance or
imperfect performance of the leasing agreement resulting from the supplier's
breach of the supply agreement, so that the rights which the lessor held un-
der the supply agreement had to be transferred to the lessee as it was not
possible that the lessee should effectively find itself without any rights;
sixthly, that, whilst Article 10 (1) of the text adopted by the Study Group
provided that the lessee's exercise of the direct right of action against

the supplier should not prejudice the legsor's own rights of action against

the supplier, there was a danger that the aim of this provision might be con-
tradicted by Article 10 {2) of the same text, giving the lessee the right to
bring legal proceedings to compel the supplier to make delivery of the equip-
ment in accordance with the terms of the supply agreement, since it was pos-—
sible that in some circumstances it might rather be in the interest of the
lessor to seek a reduction in the price of the equipment tendered, leaving the
supplier with something of a dilemma; seventhly, the exclusion clauses in res-—
pect of certain categories of far-reaching damage that were typical of the
standard forms of contract that would normally be used by the supplier and the les-
sor and which were to & certain extent upheld,thus raising another problem for the
effectiveness of the direct right of action; finally, the extremely restricted
cases in vhich such direct rights of action have hitherto been recognised, whether
at a domestic or an internationsal level, in favour of a party that is not party
to the contract in question. Another problem raised in connection with the con-
ferment upon the lessee of a direct right of action concerned the nature of

the right conferred, that 1s whether it was a substantive right or only a right
that derived from the law of procedure. The significance of this guestion

lay in the fact that, depending on the answer given to this problem, the ef-
fectiveness of such a direct right of action might depend on the lex causae
which might well not be a Contracting State.

141, - Not alz Jurisdictions, it transpired, had the same problem as
those under the law of which a lessee would be restricted as assignee to the
measure of loss recoverable by its lessor as assignor against the supplier.
Under the principle of Drittschadensliquidation as applied in Austria
and the Federal Republic of Germany one party can thus recover the loss of
another party who, while not & party to the contract in question, has a close
connection thereto,
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142. - The assignment solution posed many problems for those juris-.
dictions which did not have this possibility and under which the lessee would
not be akle to recover more than the measure of loss of its assignor. Among
the problems that were raised in this regard was the possibility that the
lessor's recoverable measure of loss against the supplier might be suhject
to qualification, for example a right of set-off in favour of the supplier,
as a result of which the lessee's remedies under the assignment would also
be so limited. In this regard it was suggested that, to the extent that such
a right of set-off enjoyed by the supplier vis-d-vis the lessor paralysed
the lessee's remedies under the assignment from the lessor, the assignment
could be considered not to be effective and the lessor to be liable to that
extent to the lessee. Another difficulty in the assignment solution was what
was regarded as the impossibility for the lessor to be obliged to assign all
its rights under the supply agreement to the lessee. Indeed, as was mentioned
above, the previcus draft expressly provided that the lessee's exepcise of its
direct right of action should not prejudice the lessor's own rights of action
against the supplier under the supply agreemént, Some of the lessor's rights,
it was argued, the lessor could not reasonably be expected to abanden, notably
the right to terminate the supply agreement, the effect of which would be to
revest title to the equipment in the supplier, whereas for the lessor its
title was an essential element of its security in the transaction. The les-
sor would morecver, on termination of the supply agreement, have to return -
those tax indemnification benefits which it would have obtained under some
jurisdictions through its ownership of the equipment, whereas it was on the
basis of these benefits that the lessor had been able to offer the lessee
better rental terms.

143, - This led to a general discussion among the povermmental experts
of the various rights of the lessor which would under the aforementioned pro-
posal have to be assigned to the lessee. It was suggested that the lessor's
remedies vis-3d-vis the supplier in the event of the latter's failure to de-
liver in conformity with the supply agreement were three in number, namely
the right to sue for the tender of conforming equipment, the right to sue for
a reduction in the price of the equipment and the right to terminate the sup-
ply agreement and to receive back the price it had paid for the equipment.
Whereas one delegate doubted whether it was justifiable for the right to sue
for a reduction in the price of the equipment to be assigned to a person who
had not paid that price in the first place, another delegate expressed his
surprise that, while the lessee was granted one of the remedies which a buyer
under the Civil law would normally have, namely the right to sue for specific
performance of the supply agreement, under Articie 10 (2) of the text adopted
by the Study Group, this text did not grant the lessee two other remedies
traditionally available to a buyer in a Ciwvil law jurisdiction, namely the
right to terminate the supply agreement or to sue for a reduction in the

price of the equipment.
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1hl, - The cbserver representing Leaseurope took up this last point as
evidence of what to him seemed.an imbalsnce in the uniform rules. The les-
see under Article 10 (3) had the right to terminate the leasing agreement
and recover its rentals, he pointed out. He suggested that the uniform rules
might be better balanced were the lesses to be given the right to terminate
the supply agreement and to sue for a reduction in the price of the equip-
ment, with the leasing agreement being kept in existence until the court had
decided these points, and the lessor then to be given the right, where the
supplier had in the meantime become insolvent, to sue the lessee for the
deleterious consequences of its own bad choice. The reascning behind this
suggestion was that the lessee was normally responsible for the choice of
both equipment and supplier and, as such, in the last resort should support
the deleterious consequences of its own choice.

145, - A member of the committee of governmental experts, on the other
hand, took the view that the specific remedies appropriate to the lessee in
the circumstances of this article were damages. He saw the situations cove-
red by this article as being two in number, first, where the lessee wished
to reject the equipment for non-conformity to the terms of the supply agree-
ment and, secondly, where it wished to retain the equipment, even though it
was defective and would therefore result in it sustaining loss. In either
case, in his opinion, the lessee's ciaim against the supplier should be limi-
ted to damages. In the Ffirst case, the lessee would not be liable to pay any
more rentals; it would have no legitimate interest to interfere in the sup-
ply agreement; its only loss would be for that consequential loss which it
would sustain through having to reject the equipment vis-3-vis the lessor.

In the second case, where the equipment was pretained by the lessee, the lat-
ter would also have no legitimate interest *o interfere in the supply agree-
ment, a fortiori because not even the lessor would have the right to reject
the equipment once it had been accepted with knowledge of its defects.

The lessee's interest in such a case would be to recover that loss that it
had sustained through the equipment being defective whilst it nevertheless
had to go on paying its rentals. The lessee's ultimate remedy would there-
fore be to seek the termination of the leasing agreement and in either case
to sue the supplier for damages, while the practical unacceptability for

the lessor of seeing the equipment become the property of the lessee meant
that it was impossible for the lessee to be given the right to terminate the
Supply agreement. Such a remedy would be all the more egregious in that the
ultimate responsibility for the equipment not working properly or not finally
being delivered could be seen as being the lessee's, in the sense that the
choice of the equipment and the supplier was essentially its own,

146, - While there was much vigorous defence of the direct right of
action on the ground that it was essential to be mindful of the whole, un-
derlying purpose of the uniform rules, namely to confer a distinct, sui generis
legal status on financial leasing, and therefore to avoid constant enmeshment
in problems founded in the traditional contractual schemata and techniques,
it was also argued that the direct right of action would probably be impossible



to sell i an international Convention and that it might accordingly be
wiser to reflect anew on the proposal already referred to above at § 57,

to wit to see the uniform rules as the basis of the harmonication of inter-
nal laws in this field. This, it was suggested, would make it correspendingly
easier to be creative and bold, iIn such ways as the dissociation of the
different rights normally regarded as belonging to one person, the purchaser,
under a sale contract between both lessor and lessee, and thus to enshrine a
genuinely new legal institution.

147, - One compromise solution put forward, based on a term of the
standard supply agreément of the proponent’s own country, was that the les-
sor's rights under the supply agreement should be treated as being also enjoyed
by the lessee as though the latier were buyer. This had much in common with
another proposal suggesting thai the lessee should be treated as though it
were, for the purposes of this article, a party to the supply agreement.
Ancther compromise solution proposed would, it was pointed out, involve a
reversal of the assignment solution: this proposal was that, where the supplier
knew the purpose for which the lessee required the eguipment - which would
clearly normally be the case since in financial leasing the specifications
of the equipment are, as we have noted earlier, negotiated directly between
the supplier and the lessee — and the loss that the lessee susitained was
therefore reascnably foreseeable by the supplisr, the lessee should be en-—
titled to require the lessor o bring legal proceedings to recover bhoth its
own ioss as alsc any further loss stUstained by the lesscr. The cbjection
raised in respect of the direct right of action, namely that the supplier
would face the likelihood of two different claims being brought by two dif-
ferent parties in respect of the same damage on two separate occagions (59),
would fall as a result of this proposal, since both claims would come before
the court at the same time. The lessee would be able to recover its own
measure of loss and not merely that of an assignee from the lessor and the
lessor, if indeed it had sustained any additional loss, which in many cases it
would not have done, would be able to recover its own measure of loss.

(59)  This argument rested on the premise that the supplier would normally
expect its only interlccutor to be the lessor as its co-contractant,
but this reasoring may be criticised since in practice the specifica-
tions of the equipment are negotiated directly between the lessee and
the supplier, and the supplier, even if it does not know the lessee
has a direct right of action against it, nevertheless accordingly fully
expectq to find the lessee as its adversary in the event of litigation.
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148, - The solution eventually proposed by the drafting committee was
& blending of the two propesals mentioned in the previous paragraph. It pro-
vides that, where the supplier knows the purpose for which the lessee requires
the equipment, the duties owed by the supplier to the lessor under the supply
agreement shall also be owed to the lessee as though it were a party to the sup-
ply agreement and as though the equipment were to be supplied directly to the
lessee for its professional or business purposes, as in fact it always would
be under a financial lease. In common withthe corresponding provision of the
text adopted by the Study CGroup, the uniform rules thus treat the supply agree-
ment as creating stipulations for the benefit of a third party, in this case the
lessee. In acknowledgement of the opposition to the idea that the lessee
should be entitled to terminate the supply agreement maintained throughout
the discussion on this article, the drafting committee tempered the effect
of this article by a second paragraph lsying down that nothing in this article
entitled the lessee to terminate the supply agreement (60).

{60) ¢€f. Section 209 of the Uniform Personal Property Leasing Act of the
United States of America approved on 9 August 1985 by the National
Conference of Commissioners on Uniform State Laws, promulgation of which
is suspended for one year,during which time the Act will be rewritten as
an article for inclusion in the Uniform Commercial Code:
"Section 209. Lessee under finance lease as beneficiary of supply contract.

(2) The benefit of the supplier's promises to the lessor under the
supply contract and of all warranties, whether express or implied, under
the supply contract, extends to the lessee to the extent of the lessee's
leasehold interest under a finance lease related to the supply contract,
but, subject to the terms of the supply contract and 2ll of the supplier's
defenses or claims arising therefrom.

(b} The extension of the benefit of the supplier's promises to the
lessee does not: (1) modify the rights and obligations of the parties to
the supply contract, whether arising therefrom or otherwise, or {2) impose
eny duty or liability under the supply contract on the lessee.

{¢) Any modification or rescission of the supply contract by the
supplier and the lessor is effective against the lessee unless, prior to
the modification or rescission, the supplier has received notice that the
lessee has entered into a finance lease related to the supply contract.

If the supply contract is modified or rescinded after the lessee enters the
finance lease, the lessee hes a cause of action against the lessor, and
against the supplier if the supplier has notice of the lessee's entering
the finance leasge when the supply contract is modified or rescinded. The
resulting judgment shall put the lessee in as good a position as if the
modification or rescission had not occurred.”
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Article 10

149, - The provisions contained in this article were formerly,
in the text adopted by the Study Group, split up in two separate articles,
namely Articles 9 and 11 of that text. It was the view of the committee
of governmental experts that, since the provisions of these two articles all
concerned the lessee's remedies against the lessor in the event of the tender
of non-conforming equipment, non-delivery or late delivery, they would be
more clearly presented in a single article. One of these remedies, namely
the lessee's right to reject the equipment as against the lessor, was formerly
to be found in Article 9, vhereas the other two remedies, to wit the with-
holding of the payment of its rentals and the termination of the leasing agree-
ment, were previously: set out in Article 11. 4As a result of effect being
given to this proposal by the drafting committes, it should be noted in parti-
cular that the former Article 11 disappeared,

150.- The first sentence of the former Article 9 {61) and the intro-
ductory conjunction of the following sentence were criticised by two delegations
on the occasion of the first session of governmental experts. In keeping with
the policy of fixing lisbility primarily on the supplier adverted to earlier
in the context of Article 7, this clause absolved the lessor from liability
towards the lessee for non-performance or imperfect performance of the leasing
agreement where this resulted from the supplier's breach of the supply agrecment,
although subject to the liability imposed on the lessor in relation to the
lessee under the former Article 11 (62). This provision was criticised at the
first session of governmental experts on the ground that it placed the lessor
in an over—privileged position in relation to the lessee, in that the lessor
would only ircur a positive 1iability towards the lessee where the non-perfor-
mance or imperfect performence of the leasing agreement resulting from the
supplier's breach of the supply agreement had in fact bsen brought about by the
lessgor's own fault, which would normally mesan that the lessor had failed to
pay the purchase price promptly (63). With a view to affording the lessee a
greater measure of protection, one of these delegations accordingly proposed

(61) The relevant part of the text of Article 9 (1) as adopted by the Study
Group read as follows:

"Except as provided by Article 11 of this Convention, the lessor
shall not be Iiable to the lessee for the non—performance or imperfect
performance of the leasing agreement resulting from the suppiiler's
breach of the suppiy agreement. However,".

(62) Cf. BExplanatory report, op. cit., § 89.
(63} Cf. also § 140 supra.
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cither that the offending sentence be deleted or that it be reformulated in a
positive mammer as follows:

Mhe lessor shall ensure that the supplier delivers the equipment in ac-
cordance with the supply agreement”. (6L)

The ¢lause in question was accordingly deleted from the text of the uniform rules
as a result of the redrafting exercise performed by the drafting committee at
the conclusion of the committee of governmental experts' first reading. (65)

151.- The first iwo paragraphs of Article 10 deal with the lessee's
right to reject the equipment vis—i-vis the lessor either where the eguipment
fails to conform to the terms of the supply agreement, in other words is or
proves to be defective, or where delivery is still not tendered within a
reasonable time after the due delivery date or, if no delivery date was fixed,
within & reascnable time after the making of the leasing agreement. The logic
behind this provision is that it would be wrong to reguire the lessee to wait
for delivery indefinitely or to have to make do with non-conforming eguipment.
Tn determining the due delivery date regard is to be had, in the first place,
to the date Tixed in the leasing agreement and, only if this contains no date,
then in the second place to the date set in the supply agreement. The priority
given to the date fixed in the leasing agreement reflects the fact that the
remedy being granted to the lessee under these paragraphs is against the
lessor. As has been explained above in the context of the previous article,
the reason why the drafters of the uniform rules considered it appropriate to
grant the lessee this right to reject vis—i-vis the lessor rather than vis—A-vis
the supplier stems from the fact that the effect of the lessee being granted such
a right vis-3-vis the supplier would have been to divest the lessor of its
security in the transaction, namely its title to the equipment, and revest
title thereto in the supplier.

152. - Paragraph 2 of this article makes the lessee's right to
rejeet vis-a-vis the lessor exercisable by notice. Such notice must be given
to the lessor within a reascnable time after the lessee has discovered the
non—conformity or ought to have discovered it. The lessor hevertheless has
the right to cure the non—conformity by a first iender, provided that this is
made within a reasonable time after notice to reject, A propos the lessor's
right to make a fresh tender, it was felt that it might be desirable to
restrict this right to re—tender so as not to subject the lessee to the pos-
sibility of an endless series of non-conforming tenders, esch made within a

(64} CFf. comments submitted by the delegation of the People's Republic of
China (Study LIX - Doc. 23) at p. 2.

(65) Although cf. Article 10 (4) infra.
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reascnable time after notice of rejection of the previous tender. It was
feared that this might unfairly 1imit the lessee's chances of looking
elsewhere for the eguipment that it required. It was nevertheless explained
that this provision sought merely to give the lessor a parallel right to cure a
non-conforming tender by meking a fresh tender to the corresponding right

given to a seller under the United Nations Convention on Contracts for the
Tnternatiocnal Sale of Goods.

153. -~ One member of the committee of governmental experts was unhappy
with the employment of the term "a reasonable time" which erred, he thought ,
on the side of vagueness. It was explained that this notion, drawn from the
Common law, had been imported into international Conventions in the commercisl
law sector, such as the United Nations Convention on Contracts for the Inter-
national Sale of Goods (66}, and afforded a necessary measure of flexibility
in so far as it would be impossible to specify a single period apt for all
transactions and all circumstances, Tt suffices in this connection %o bear in
mind the evident differences in distance involved in one contract and ancther,
It was therefore judged that this was a matter which was best left to be asses-—
sed by the judge in the light of the particular circumstances of the case.
Cne such circumstance that the judge might wish to take account of in this
context might, for example,be whether the lessor or the supplier had, following
the tender of non-conforming equipment, offered to have the equipment put right.

154, - By way of explanation to another member of the committee of
governmental experts who voiced his concern lest the lessee's right to reject
was intended to be restricted Lo an early stage after the tender of non~confor-
ming equipment, whereas the defect could in fact emerge substantially later,
albeit still within the customary period of guarantee, it was poinied ocut that
this reading perhaps resulted from the use of the term "tender" in the cor-
responding provision of the text adopted by the Study Group (Article 9 (1) (b))
which might be misconstrued as restricting the right to reject to & reasonshble
time after the moment of physical delivery, whersas the intention of this
clause was rather to safeguard the lessee's right to reject within a reasonable
time "after / it_/ has discovered the non-conformity or ought to have disco-
vered it". The expression "tsender is not made’ employed in the former text
of this provision was therefore amended by the drafting committee to read
"delivery is not tendered".

155. - Another amendment made to the text of the provision correspond-
ing to Article 10 (2) in the text adopted by the Study Croup (Article 9 (2) )
was the result of a proposal mede by a delegation attending the first session
of governmental experts that sought the deletion of the expression "with

(66) cCf, Article 39 (1) of that Convention.
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reasonable diligence" in relation to the lessee's discovery of the defect
justifying its right to reject (6T7). The reasoning behind this amendment
was to keep the text in line with a comparable provision of the United
Nations Convention on Contracts for the International Sale of Goods (Article
39 (2) ). Effect was given to this proposal by the drafting committee.

156. - Paragraphs 3 and 4 of Articie 10 correspond to Article 11 (1)
and (2) of the text adopted by the Study Group. Paragraph 3 gives the lessee
the right to terminate the leasging agreement and recover any rentals and
other monies paid in advance where the supplier fails to deliver the equipment
“whether under the circumstances contemplated in parsgraph 1, that is where
the equipment delivered is defective, is delivered late or is not delivered
at all, or in the case contemplated in paragraph 2, that is where there
is still not a delivery of conforming equipment even after the expiry of a
further reasonsble time following the giving of notice to reject (68). The
right to terminate the leasiﬂg agreement and recover any rentals and other
monies paid in advance is thus complemeﬁtary +o the lessee's right to reject.
The reason why these rights are set forth separately is that it would not
be right to allow the lessee to terminate the leasing agreement and recover
any rentals and other monies paid in advance while there was still an oppor-
tunity, under Article ¢ (1) and (2), for the making of a conforming tender.

157. — Paragraph L4 specifies that the lessee is not entitled to
withhold its rentals, nor does it have any other claim against the lessor,
for non-delivery, delay in delivery or the delivery of non-conforming equip—
ment except to the extent to which this has been brought about by the
lessor's fault {69). As this limitation on the lessee's remedies against
the lessor was, moreover, clearly designed to be consistent with the specific
remedies conferred upon the lessee vis-A-vis the lessor under Article 10 (3),
it is submitted that it would be opportune to introduce Article 10 (L) by a
clause indicating that its provisions are without effect on the remedies
conferred upon the lessee by Article 10 (3). It should be noted that the

(67) Cf. comments submitted by the delegation of the People's Republic of
China (Study LIX - Dec. 23) at p. 2. '

(68) The lessor would be lefi to seek recovery of such down payments or
progress payments as it had made to the supplier under the supply

agreement on its own.

(69) Cf. § 150 supra regarding what is to be understood an constitubing
the iessor's fault.
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gist of what was previously contained in a separate second sentence of the
provision corresponding to the relevant part of Article 10 {4) in the text
sdopted by the Study Group (Article 11 (2) )} (70) is now subsumed in the
words "or have any other claim against the lessor” in Article 10 {k4).- These
words leave open the possibility for the lessee to sue the lessor for damages
for any additional loss,over and above the compensation represented by its
recovery of any rentals ard other sums psid in advance, that 1t may sustain
through non-delivery, delay in delivery or the delivery of non-conforming
equipment to the extent that this was due to the lessor's fault.

158, - Looking at Article 10 (3) and (4} from the lessee's point
of view, their overall effect is that, if the lessee wishes to keep the
leasing agreement onh foot it must continue to pay its rentals, even in the
face of the supplier's failure to deliver the equipment, late delivery of
the equipment or tender of non-conforming equipment, save where this results
from the lessor's fault, in which case the lessee becomes entitled to with—
hold psyment of its rentals (71). Where the supplier has either not tendered
delivery at all within the time specified in Article. 9 (1) or, even after
the expiry of the further reascnable time permitted for a fresh tender of
conforming equipment'under Article 9 (2), the supplier has still failed to
make a tender of conforming equipment, then the lessee Is no longer obliged
to keep the leasing agreement on foot but may elect to terminate it, where-
upon it becomes entitled to recover all rentals and cther monies paid in ad-
vance, This will normaily be the 1imit of the lessee's claim against the les-
sor arising out of the supplier's failure to deliver in conformity with the
terms of the supply agreement, except where this Is properly attributable
to the lesscr's fault, as explained above (72}).

159. -~ Tn considering the apportionment of risk made as between
the two interested parties, lessor and lessee, under this article, 1t is
1mportant to bear in mind that the reason why the lessee has to go on paying
its rentals, even in the face of non- delivery or the tender of nen—conforming
equlpment is, provided that this breach of the terms of the supply agreement

is not properly attributable to the legsor's fault, that the leasing agree-
ment has to go on operating so- long as there is 8till an opportunity for

(70) The second sentence of Article 11 (2) as adopted by the Study Group
regd as follows :

"Tt shall have no other claim against the lessor for non-delivery,
delay in delivery, or the delivery of non-conforming equipment except
to the extent to which this results from the lessor's fault."

(71) Under the text adopted by the Study Group (ef. Article 11 (1) )} the
lessee's entitlement to withhold payment of its rentals in such a case
was further circumseribed by the amount justified by the actual loss
that the lessee had sustained thereby.

(72) cf. § 157 supra.
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the making of a conforming tender. This follows from the philosophy under-
lying the entire draft, namely that, given the lessor's limited, financial
role in the transaction, the parties responsible for the choice of the equip~
ment and the discussion of all technical matters pertaining thereto, includ-
ing the terms of delivery, are the lessee and the supplier. However, once
there is no longer any possibility of a conforming tender under Article 10
(2), and it has thus become clear that there is no consideration moving from
the lessor for the lessee's payment of its rentals, namely the deliVery of
the equipment contracted for in the supply agreement, the lessee's proper
remedy is to terminate the leasing agreement and tc recover any rentals and
other monies it has disbursed to the lessor. (73)

160. - The observers representing Leaseurcpe at the first session of
governmental experts proposed that the text of paragraphs 3 and U should be
completed. in various ways. (T4) Effect was given to some of these proposals.
That relating to the specification of the non-conformity as being caused
"either by an obvicus or hidden defect"” was not, however, adopted.

161. - The one point that caused some controversy in the context of
Article 10 (L) was the previous text's employment of the term "fault". It
was explained that this term had a very precise connotation in Civil law sy-
stems covering only those cases of negligence that could be termed wilful
negligence, so that, to include it in the text of Article 10 (4) would mean
that it would be virtually impossible for the lessor to be regarded as being
at fault. The term "responsibility" having been rejected as a possible solu-
tion on the ground that it referred to duty rather than to the breach of a duty
or liability, the solution eventually adopted was to replace the term "fault"
by the term "act or omission."”

Article 11

162. — The former Article 11 adopted by the Study Group . disappeared
as the result of the drafting committee's fusion of its provisions with those
left standing of the former Article §. (75)

(73) Quaere whether the lessee's right to withhold payment of its rentals
should be extended to the situation where, in accordance with its right
under Article 10 (1), it has rejected the equipment but has either held
the supply agreement open for performance by a conforming tender or the
lessor is stiil within time to make a conforming tender under Article 10
{2), since the lessee in such a case has rejected the equipment vis-a-vis
the lessor and has not yet had the cure of non-conformity. Cf. Explana-

tory report, op. cit, § 97.
(74} Cf. Study LIX - Dec. 21 at pp. 3 - 4.

(75) ¢f. § 149 supra.
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Article 12

163. - This article deals with the consequences of z lessee's default
in the performance of its duties under the leasing agreenent, notably tie
range of remedies this event opens up for the lessor. As such it may be

considered as constituting those elements of a liquidated damages clause
which local law should not cut down. It sets out to debail the measure of
the lessor's loss. It is in no way intended to limit the parties’ freedom
to stipulate a liguidated damages clause of their owa in the leasing agree-
ment, and as such was intended to be open to derogation under Article 1k,

16k, - The uniform rules did not essay & definition of "default™,
on the ground that, given the limited objectives of this article and the
underlying philosophy of the draft, namely the establishment of a basic,
rather than an exhaustive legal framework for the sui generis type of leasing
transaction, this was a matter best lefi to the parties in their contract,
all the more so since consumer transactions were excluded from the geope of
the uniform rules under Article 1 {1) so that both parties to the type of
leasing agreement had in mind here could safely be considered to be profes-
sionals. It was nevertheless pointed out that, in the type of leasing done
at the international level, the rule as regards what should be considered
as an event of default differed comsiderably from contract to contract, the
essential factor behind this differentiation lying in the degree of credit-
worthiness of the individual lessee. Thus, the stronger the lessee, the more
the lesgsor will be prepared to restrict the circumstances deemed under the
lease to constitute default, which thus might be limited to non—payment of
rentals or bankruptcy, whereas the wesker the economic situation of the les-
see the more a lessor is going to be inclined to press for a more extensive
interpretation of the events constituting default. It is moreover not that
a lessor will press for the enforcement of its contractual rights and reme-
dies upon the mere first occurrence of an event deemed in the contraect to
constitute default: leasing agrecments customarily provide for the lessor
to give the lessee notice in such circumstances that an event has occurred
which with the passage of time will nevertheless become a default justifying
its invocation of the rights and remedies set out in their agreement. This
again was accordingly considered tc be a matter that could be left to be
settled by the parties' agreement.

165, - The first remedy listed in Article 12 (1) (a) is for the lessor

to terminate the leasing agreement, although this right is only exercisable,
under Article 12 /i) / (76), following the expiry of a further reasonable

{76). The numbering of the second, third and fourth paragraphs of Article 12
could not be finalised at the first session of governmental experts owing
to the uncertain status of Article 12 /(2)/ reinstated by the drafting

committee subject to the approval of the committee of governmental ex-—

perts: ef. § 175 infra.
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period of time after the lessor's giving the lessee notice of its duty to
remedy its default, that is, in so far asg this may be remedied. This restrie-
tion on the lessor's right to terminate the leasing agreement is clearly de-
signed to meet just that concern mentioned in the previous paragraph, namely
that the lessee’'s mere fallure, for instance, to pay one of its rentals right
on time should not automatically bring down on it straight away the full force
of the sanctions laid down in the leasing agreement. Clearly there will be
gome cases where the lesgee will be unable to remedy its default, for instance
following its bankruptey, and in such cases the serving of such notice on the
lessee and, in particular, the need to await the expiry of a further reason-
able period of time, may accordingly be dispensed with. The word "reasonable"
is employed on a number of occasions in the uniform rules, as it was conside-
red inappropriate to set specific time-limits in an instrument designed to

be of international application, (77) all the more sc given the inevitable
variations there would be in the necessary administrative regulations to be
complied with from one country to another In respect, notably, of the trans-
fer of funds and the differences in distance depending on the countries in-
volved. It was argued that the importance of this remedy might be relative

in that under most leasing agreements by the time there is a default the les-—
sor is under no continuing obligation, although an excephion would be where
the leasing agreement anticipated future delivery of equipment.

166. — The second remedy granted to the lesscor on the lessee's default,
under Article 12 (1) {b), is,after termination of the leasing agreement, to
take repossession of the equipment. This can be quite important where the
lessee is unwilling to part with possesgion and given the reluctance of Common
law Jjurisdictions to entertain applications for specific performance. The
point was indeed raised, although not discussed, whether, so as te meet this
difficulty for jurisdictions cof a Common law tradition, the lessor should not
in addition be granted some form of injunctive relief to compel delivery of the
equipment where the lessee refuses to part with possession. Where a lessee
is in default, repossession may often represent for the lessor, nobtwithstand-
ing the fact that it is not a merchant and does not ordinarily deal in such
equipment, its best guarantee of salvaging some of its investment, as the
straitened éircumstances that may well have determined the lessee's default
are just as likely to affect its ability to meet a claim in damages.

167. - The lessor's right to repossess the equipment was made contingent
by the committee of governmental experts on its first having terminated the
leasing agreement. This amendment again reflecis the concern adverted to
earlier (78), namely that repossession should not be used by the lessor as

5

(77) Cf. § 153 supra.
{78) cr. § 164 supra.
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a means of exerting pressure on the lessee to pay its rentals (79) but should
only be possible where the lessor has already terminated the leasing agree-
ment. This concern was heightened by the language employed in the opening
chapeau of Article 12 (1) as adopted by the Study Group, stating that the
rights and remedies specified in the subsequent sub-paragraphs (a — &) could
be exercised separately or cumilatively, in other words in any combination
chosen by the lessor. This language was intended as an expression of the
concern referred to earlier {80), namely that the list of remedies set forth
in this paragraph was not intended to be exhaustive, so as to leave the par-
ties free to negotiate such additional remedies as they saw fit. (81) How—
ever, so as to lesgen the room for possible misconstruction, it was in the
end decided.to delete the words "separately or cumulatively" which had pre—
viously appeared in the opening chapeau of Article 12 (1).

168. - The third remedy recognised in favour of the lessor, under Ar-
ticle 12 (1) (c), is to recover all accrued and unpaid rentals, that is as
of the date of default, together with interest.thereon.

7 169, — Under Article 12 (1) (d) the lessor is morsover entitled to re-
cover such compensatlon as will place it in the positien in which 1t would
have been at the normal expiry of the leasing agreement had the lessee ful-
filled its terms. This remedy was made expressly subject by the committee
of governmental experts to the lessor's duty to take all ressonable steps to
mitigate its loss. This dubty had always been implicit in the minds of the
members of the Study Group and indeed it was always the intention that the
lessor's remedies under sub-paragraphs (b), (¢} and (4} should be read in
conjunction with one another. The remedy provided for in littera (d) was de-
signed not to give the lessor an additional remedy on top of those already
conferred under the previous two sub-paragrapns, but rather to provide for
the case where the leasing agreemént was silent or ambiguous ag to the les-
sor's measure of loss in the event of the lessee's default. The aim of the
drafters of the uniform rules had all along been to ensure that the net ef-
fect of the compensation recoverable by the lessor should place it in the
position in which it would have been had it received tThe total number of

(79) It was pointed out that, while such a concern might in some cases be
justified in the context of a domestic leasing transaction, it was
somewhat less likely in that of an international leasing transaction.
Quaere whether a French lessor would go to the lengths of seeking to
repossess eguipment leased in Ecuador for & fortnight to exert such
pressure.

(80) cf. § 163 supra.

(81) ©¢ne instance of such an additional remedy was given during the New York
symposium: the lessor's right upon default to exercise any cross-default
rights it might have under other leasing agreements with the same lessee.

e
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rentals agreed to be peid under the leasing agreement. Previous drafts had
indeed attempted to spell out this amount in greater detail. The basic idea
had nevertheless all along been that, in computing the amount of compensa—
tion recoverable by the lessor, .the latter would have to give credit to the
lessee for any gain it had made, first of all, through receiving the outstand-
ing rentals sooner than anticipated under the leasing agreement and secondly,
following repossession,from selling the equipment or re-leasing it in a com—
mercially reasonable manner. . Any surplus realised by the lessor would, on
this method of calculation, in conformity with the practice followed in these
matters, invariably be handed back to the erstwhile lessee (82).

170. - This, the committee of governmental experts toock the view, needed
to be spelled out expressly. One representative expressed his disquiet at
what he saw as yet ancther article unfairly tilted in favour of the lessor.
Whereas he could see the logic behind this imbalance in previous articles,
in terms of the lessor's limited, esszentially financial role in the trans-
action compared with the lessee’s active role in the choice of equipment and
supplier, he failed to see it in an article that was councerned with the mutual
relations of lessor and lessee. With a view to correcting this imbalance,
he proposed seeking inspiration in a clause, that was in the event deleted,
from the former Article 11 (1) adopted by the Study Group:

"and only to the extemt that the lessee has sustained loss thereby”,

replacing the reference to the lessee by one to the lessor, so as to indicate
that the compensation recoverable by the lessor from the lessee should in no
circumstances exceed the loss it had actuaslly sustained as a result of the
lessee's default.

(82) At one stage the Study Group even btoyed with the idea of specifying
that the lessor should also give credit against the amount it would
receive by way of the discounted value of the unpaid rentals for such
residual value as the equipment would have had on the expiry of the
leasing agreement. This idea was not pursued because of the widely
divergent attitudes adopted in the matter of the role of the residual
value in leasing agreements in Civil law jurisdictions, on the one hand,
and in Common law Jurisdictions, on the other. In Civil law Jjurisdic-
tions the residual value is fixed in the leasing agreement as the price
at which the lessee is entitled to exercise the purchase option generally
granted it under the leasing agreement, whereas in Commen law jurisdic-—
tions the fact that this is only possible at the risk of converting
what was intended as a lease into a conditional sale means that the
residusl value cannot be fixed in the leasing agreement and reverts to
the lessor upon the expiry of the leasing agreement.
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17l. = On a broader theme he moreover proposed that the uniform rules
should carry onto the international plane the struggle already being waged
at the national level against the practice of minimum payment clauses. He
pointed out that judges in his country had recently been given a discretion-
ary power to modify (83) such- clauses, although he admitted that he was aware
of the difficulties of & constitutional order that such a power would create
for many jurisdictions, for inmstance Austria, the Federal Republic of Germany
and Japan.

172. -~ Another member of the committee of governmental experts stated
that he would, in respect of international leasing transactions, be reluctant
to give a general power to the courts to revise upwards or downwards the mini-
mum payment clauses agreed by the parties or indeed to seek in whatever way
Lo ban the provisions by which the parties seek to define the compensation
to be paid in the event of a breach of their agreement. The transactions
addressed by the uniform rules did not concern consumers: consumer leases
had already been excluded in Article 1 (1) (b). Concerns of consumer pro-
tection were not appropriate to transections concluded between professionsal
parties, all the more so in the special context of an international lease.

The purpose of an agreed liquidated damages clause of the kind envisaged in
Article 12 (1) was not to hold a threat over the lessee but to avoid the delay
and expense of protracted litigation for the purpose of computing the lessor's
measure of loss in the event of the lessee's default, a calculation which would
otherwise be very difficult and time-consuming. '

173. - It had, moreover, to be borne in mind that, the lessor's role
in the transaction being typically and above all financial, it represents a
very serious upset for its financial calculations when, upon the lessee's
default, that i1s through no fault of its own, it thus finds itself cbliged
to repossess the equipment at an unforeseen moment during the term of the
leasing agreement. This upset will moreover be compounded by various other
factors, responsibility for which should not reasonably be attributable to
the lessor. For instance, the equipment will frequently have been constructed
specially to the lessee's particular specifications, rendering the lessor's
task of finding someone willing to take it off its hands all the more diffi-
cult, particularly at a price that will bear some relation to its calculations
when it embarked on the transaction.

(83) Tt was pointed out that, whereas the effect of the exercise of this
power would normally be to lower the amount of compensation granted the
lessor under such clauses, this was not necessarily slways the case and
indeed in one case in the country in question an appellate jurisdiction
had on the contrary increased the lessor's entitlement to compensation
in its exercise of this discretionary power. ‘
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17k. - What had@ in the previous text of Article 12 (1) featured as sub-
paragraph (e) (84) was deleted by the committee of governmental experts.
The former Article 12 (1) (e) was drafted as an exception to the rule set
out in Article 4 (1). It sought to safeguard the lessor and the supplier's
right to vary their agreement without the lessee's consent in the event of
the lessee's default under the leasing agreement in those cages where the
triangle was completed and the leasing agreement had been concluded but where
the lessee was not in & position to give its consent to such'a variation.
This would most obviously be the case where, even before the equipment had
been delivered, the lessee announced its inability to pay its rentals, for
instance by the filing of bankruptey proceedings., Commercial efficacy was
felt by the Study Group to require that the lessor should not find itself
with its hands tied and an expensive item of equipment unusable. One member
of the conmittee of governmental experts, supported by an observer, considered
that this provision seemed foreign to Articie 12 (1) inasmuch as, uniike the
other provisions of this article, it was not concerned with strictly lessor -
lessee relations, The aforementioned observer moreover felt that its main-
tenance would be at variance with the committee's expressed intention to avoid
interfering with the supply agreement, and thereby with the law of azle.

175. - The clause provisionally reinstated by the drafting committee
as Article l2/(é)7had been deleted by the Study Group at its final sessilon,
ostensgibly in Ehg-light of the legislation pessed in recent years, both at
the national and at the supranational level, giving the courts a wide measure
of discretion in revising minimum payment clauses, referred to carlier (85).
Subject to the dissenting wice of one representative attending the firet ses-
sion of governmental experts and with one small amendment, namely the removal
of the word "wholly" before "unreasonable", it was felt to merit such rein-
statement as performing a useful function in the context of this article.
The extent to which the courts will enforce a claim for liquidated damages
under a leasing agreement causes enormous legal problems in mest jurisdictions,
particularly in Common law Jjurisdictions which forbid the recovery of penal-
ties. This clause in no way seeks to oust the manifest right of the courts
to review the bargain struck by the parties. Its merit lies in its enuncia-
tion of the principle that, given the current practice of lessors to attempt
to articulate their measure of damages in the form of such a liquidated damages
clause, the court should have regard, in the first place at least, to the
provisions agreed between the parties on this matter, subject always of course
to its finding the remedies provided thereunder to be in the circumstances

{84) The text of Article 12 {1) (e) as adopted by the Study Group read as
follows: ' " '
"(e) variation or terminastion of the supply agreement with the con-
sent of the supplier.”
(85) crf. § 171 supra.



unreasonable. Clearly the factors involved in the court making such an eva-
luation are complex. For instance, the economic conditions may well have
changed by the time that the lessor comes to repossess its asset following .
the lessee's default so that the lessee's rental obligations as stipulated
“under the leasing agreement mey. be either higher or lower than the current
market price for a similar period of time. The elusiveness of proving the
fairness of a given liquidated damages clause in the light of such imponder—
ables was, up until its finalrsession, considered by the Study Group as con-—
firming the case for the parties' negotiation of a remedy in anticipation of
default. The words "unless the court finds that it is unreasonable" were
desigrned to remind the parties, in particular a iessor in & powerful bargain-
ing position, not to overreach in their negotiation of sich a remedy., Given
the difficulties alluded to above regarding the computation of fair compensa—
tion in the wake of default rather than in anticipation of the same, the court
in finding as to the unreasonableness or otherwise of the individual liguidated
damages clause stipulated by the parties was intended by the drafters of the
uniform rules to have regard to the situation at the time when the leasing
agreement was entered into, rather than the situation as it had developed by
the time of default.

176. - The effect of Article 12 /{3) / is to alter the range of remedies
exercisable by a lessor upon the lessee's default in those cases where the
leasing agreement inciudes, as it often will, an acceleration clause entitling
the lessor upon the lessee's default to require asccelerated payment by the
lessee of all or any of the outstanding rentals due under the asgreement. In
recognition of the injustice that would be wrought by allowing the lessor thus
both to benefit from such an acceleration clause and to terminate the leasing
agreement and repossess the equipment, Article 12 /(3) / effectively reguires
the lessor in such a case to elect between the exercise of one or the other
of these remedies. Thus where the lessor elects to terminate the leasing
agreement and repossess the equipment, it is debarred from seeking to enforce
such an acceleration clause. It should also be noted that, under Article 12
/{4) /, the same protection as that given the lessee in respect of the lessor's
termination of the leasing agreement referred to earlier (86) is given to the
lessee in respect of the lessor's enforcement of an acceleration clause.
Accordingly, the lessor can only accelerate its entitlement to outstanding
rentals following the expiry of a further reasonable pericd of time after it
has given the lessee notice of its duty to remedy its default, in so far as
it may be remedied. (87)

{86) cCf. § 165 supra.
(87) Iden.
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Article 13

177. - This article deals with the important gquestion of the lessor's
assignment of all or part of its rights in the equipment or under the lems—
ing agreement, and as such seeks to facilitate matters for those jurisdic-
tions that place legal restrictions on the transfer of contractual rights.
Certain representatives attending the first session of governmental experts
wondered whether such a provision was not gsuperfluous, or else needed to be
completed, in that it did not add very much to the situation already prevail-
ing under national law for many countries, It was pointed out that this was
to ignore the fact that the greatest potential usefulness of the uniform
rules might well lie in the assistance it would afford to those many develo-
ping countries at present wrestling with the difficulties of taking advantage
of the benefits of leasing without any appropriate legal infrastructure. (88)
It was also an important provision for those countries where a particular
species of financial lease, the leveraged lease is common. In leveraged
leases, whereas legal title to the equipment, and hence entitlement to the
tax indemnification benefits associated with ownership, vests in the lessor,
the latter will, by reason of the huge amounts of meoney involved, put up only
a part of the capital cost represented by the purchase of the eguipment,

IFor the rest of the cost it will have recoursze to one or more lenders who
will assure their position by requiring an assignment to themselves of the
stream of rentals provided for under the leasing agreement. It was feared
that, without a provision on the lines of Article 13, there was a risk that
such transactions might, by virtue of involving more than the three parties
specified in Article 3 (1), fall outside the scope of the uniform rules,
whereas for those countries for which leveraged leasing was important it was
vitdal that such transactions should come under the uniform rules, all the
more so given the important share of these countries' international financial

leasing taken up by leveraged leasing.

178. - Such a transfer by the lessor can clearly only affect its rights
ard not its duties under the leasing agreement, as 1s specified in the second
gsentence of Article 13, (89) This clause was, moreover, felt adequately to

(88) BReference was made to the striking pace of the growth of leasing in such
developing countries, as evidenced in the Explanatory report, op. cit.,
at §§ 5 - 6. _

(89) The clause "/s/uch a transfer is valid" which had opened this sentence
in the draft adopted by the Study Group was deleted by the committee
of governmental experts as being redundant in view of the first sentence

of this article.
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meet the concern expressed by one member of the committee of governmental
experts that it should be spelled out that the lessor's transfer could not
affect the lessee's rights.

179. — The lessor's transfer of all or any of its rights in the equip-
ment or under the leasing agreement is not, moreover, to be used as a means
of circumventing the application of the uniform rultes: the second sentence
of Article 13 thus provides that such a transfer may not alter either the
nature of the leasing agreement or its legal treatment as provided in the
uniform rules. Thus, where, prior to the assignment, the uniform rules were
already applicable, for instance, byrvirtue cf the lessor having its princi-
pal place of business in a State different from that of the lessee and both
of these States being Contracting States (Article 1 (2) (a)), the uniform rules
would not cease to be applicable merely because, subsequent to the assignment,
both the lessor and the lessee found their principal places of business sud-
denly to be in the same State., This result reflected the Study Group's con-
viction that it was not possible to legislate for fraud at the international
ievel. Equally, a financial lemse not subject to the uniform rules as origi-~
nally concluded, that is a wholly domestic transaction, could not, by virtue
of the lessor's transfer of its rights under Article 13 to a party having
its place of business in another State be transformed into an international-

- financial leasing *“ransaction potentially subject to the uniform rules.
This rule was also significant for those States, like France and Senegal,
under the law of which lessors had tc be either banks or financial institu-
ticng: the transferee from a lessor in such a jurisdiction would therefore
have to fulfil the same capacity as the transferor,

180. - One delegation attending the first session of governmental ex-
perts proposed that this article should also provide, in a second paragraph,
for the lessee's right to transfer its rights in the equipment or under the
leasing agreement, "where this would not be to the detriment of the lessor
and would not result in a change in the condition of the leasing agreement"
or, alternatively, "subject to the consent of the lessor'. (90} In support
of its proposal, this delegation explained that, for example, in the context
of the national plan of a planified country,lcircumstances might change
during the currency of the leasing agreement, as a result of which the origi-
nal lessee would drop out of the picture. This point was reinforced by this
delegation's concern that the lessor and the lessee should be seen under the
future international instrument to have been treated on an equal footing,
failing which it might prove difficult for lessee countries like its own to
accept the instrument.

(90) Cf. comments submitted by the deleﬁation of the People's Republic of
China (Study LIX - Doc. 23} at p. 4.
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181. - Another delegation was willing to accept this proposal, pointing
out that in cases where it might creste difficulty it would always be open
to the parties to exclude the right under Article 14. He did not moreover
see why, if the lessor were to be free to transfer its rights without having
to seek the lessee's consent, the lessee's transfer of its rights should be
subject to the lessor's consent, unless, thet is, such consent was required
under the leasing agreement, as it typically would be. His point of view
was not, however, shared by other members of the committee. One such member
indeed saw a fundamental difference between the lessor's transfer of its
rights and such a transfér by the lessee. The lessor's receipt
of its lessee's rentals represented for the lessor virtually its only interest
in the transaction and it would be almost immaterial to the lessee whether
it paid its rentals to one party or another, provided that this discharged
its duties in this regard under the lessing agreement. The only problem
would be one of minor adjustménts to take account of the change in the person
entitled to receive the rentals. With a transfer by the lessee, the implica-
tions were quite different. The need to inguire into the new lessee's credit-
worthiness made the lessor's approval of such a transfer by a léssee absolutely
erucial, Ancther member of the committee stated that he was unable to support
a proposal to introduce such a right for the lessee to transfer its rights.
Such a right would run counter to the standard forms of contract used in
leasing asgreements in his country and would furthermore be contrary to the
ordinary rules of law governing eguipment leases., It was finally decided to
forgo inserting a new paragraph affirming the lessee's entitlement to trans-
fer its rights in the equipment or under the leasing agreément.

182. - One observer wondered whether the committee should not consider
the possibility, however seemingly remote, of the lessor's bankruptey and its
impact on the lessee's entitlement or otherwise to cohtinue the leasing agree-
ment. He suggested that the lessee's position should be protected in this
regard in the uniform rules and accordingly proposed introducing a new sen-—
tence in this article, under the terms of which, where the lessee had entered
into a leasing agreement and the lessor had subsequently become insolvent, the
lessee should be entitled vis-a-vis the general body of the lessor's creditors
or any pefson in whom ownership of the equipment had heen vegted as a result
of the insolvency proceedings, either to continue the leaging agreement or
purchase the equipment. It was pointed out that, while this was a real prob-
lem area and there were indeed cagses of lessors becoming inscolvent, even
fraudulently in one case cited by one member of the committee of governmental
experts, the insolvency area was so difficult as to maske it better for the
uniform rules to steer well clear,

Article 1k

183. - This article is a provision found in most international com-—
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mercial law Conventions. It reflects the idea that such Conventions should
not as a rule deprive the parties of their freedom to choose alternative
rules to govern their transaction. No decision has yet been taken regarding
which provisions of the uniform rules are to be regarded as mendatory. It
was felt that this was a decision best left to be taken later when their
final shape was clearer. There was nevertheless a feeling within the Study
Group that virtually all the provisions of the uniform rules should be amen-
able to exclusion, derogation or variation. The uniform rules have all along
been intended as a basic, permissive legal framework essentially designed to
distinguish leasing from the various neighbouring leégal concepts with which
it has hitherto invariably been confused, and as such are not therefore in-
tended to be an exhaustive regulation of the legal problems arising in con-
nection with financial leasing.

Artiecle 15

18L, - This article is another provision now become a common feature
of internaticnal commercial law Conventions. It is addressed principally to
those called upon to decide cases involving the application or interpretation
of the uniform rules, i.e. judges and arbitrators. These are, on the one
hand, exhorted to have regard to the international character of the uniform
rules and to the need to promote uniformity in their applicaticn, in other
words to seek not to interpret them in the light of the legal principles and
traditions of their own legal system and, on the other hand, to ensure the
observance of good faith, so vital to the development of internationzl commerce
(Article 15 (1}). Artiecle 15 (2) seeks to ensure that the sui generis status
conferred on the particular type of leasing covered by the uniform rules will
not be jeopardised as regards all those many issues which have not been speci-
fically dealt with in the uniform rules. Clearly it would be unfortunate if
the objectives of the drafters of the uniform rules were to be thwarted by
judges and arbitrators filling in these gaps on the basis of the solutions
of their national law, the general inappropriateness of which to the sui generis
type of lease provided the starting point for Unidroit's whole exercise in
clarification. Article 15 (2) accordingly provides that metters not expres—
sly settled in the uniform rules but which are nevertheless governed by the
same shall be settled in conformity with the general principles on which they are
based and in conformity with the law applicable by virtue of the rules of pri-
vate international law: this with a view to avoiding judges in such cases auto-
matically having recourse to their own domestic law.

185. - At the first session of governmental experts one representative
proposed the deletion of the reference to good faith. This proposal was, how-
ever, withdrawn in deference to the place already accorded to this same prin-
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ciple ‘in the corresponding provision .of the United Nations Conveﬁtion:oﬁ Con~—
tracts for the International.Sale_bf_Goods. 'Another'repfeseﬁtative proposed -
the deletion of the whole article, on the grounds that, first‘ unlike the sale
contract there: was no general body . of pr1nc1ples yet" recognlseé as’ belng ap-
plicable to flnan01al 18351ng and, secondly, that ‘the reference to -the appli-—
.cable law under the rules of prlvate 1nternat10na1 law, while quite understand-.
able with . ' regard to a relatlonshlp under a ‘sale contract,’ could well create
- many & problem with a transaction like flnanc1al leasing that con51sted of".
_more ‘than one relatlonshlp._ ‘The artlcle was: ‘however defended not just on the
basis. that a gimilar: prov151on was to: be. found in all the- maJor recent inter-
' nat;onal commerc;al iaw Conventions, but: ‘also 8o as.to indicate the deslre

of the drafters of the uniform rules that,'for-ail those matters not “expres-—
sly covered in the uniform rules but which are nevertheless governed by the
same, those called upon to decide such matterslshould-fashion their approach .
$0 such metters in accordance with the sul generis, distinct legal status
conferred on firancisl leasing under the uniferm rules rather thaa, by fal-
ling back -on their domestic rules, simply reverting to the unsatisfactory
situation of before, where Tinancial léasing had to be fitted into one or
other of the traditional contrectual_schemata. T

186, - There was some disagreement as to whether, in the light of what
has Just been said, these general principles on which the uniform rules are
based should be placed on equal footing with the law applicable under the rules
of private international law for the purposes .of- settling questions-concerning
matters which, while governed by the wniform rules, are not expressly settled
in them, Given the important role that rules of conflict played in determining
the sphere of applicaticn of the uniform rules, it was the opinlon of one
representative that these two sources should be placed on an equal footing.





