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PREAMBLE

THE STATES PARTIES TO THIS CONVENTION,

RECOGNIZING the importance of removing certain legal impediments to the
international financial leasing of equipment, while maintaining a fair
balance of interests between the different parties to the transaction,

AWARE of the need to make international financial leasing more
available to developing countries, '

CONSCIOUS of the fact that_the rules of law governing the traditional
contract of hire need to be adapted to ~the distinctive triangular
relationships created by the flnancial leasing transaction,

RECOGNIZING therefore the desirability of formulating certain uniform
rules relating primarily to the civil and commercial law aspects of

international financial leasing,

.. HAVE AGREED as follows:

CHAPTER I — SPHERE OF APPLICATION

Article 1

1. - This Convention governs a financial leasing transaction as defined
in paragraph 2 of this article in which one party (the lessor)

(a) on the specifications of, and on terms approved by, another party
(the lessee), enters into an agreement {the supply agreement) with a third
party (the supplief} under which the lessor acquires plant, capital goods
or other equipment (the equipment} and

(b) enters into an agreement (the leasing agreement) granting to the
lessee the right to use the equipment in return for the payment of rentals.



2. — The financial leasing transaction referred to in the previous
paragraph.is a*transaction whieh includes the following'characteristics:

(a) the lessee spe01fles the equipment and selects the, suppller without
relying prlmarnly on the sklll and 3udgment of the lessor,;

{b} the equipment is acqu1red by the lessor in connection with a
leasing agreement which, to the knowledge of the supplier, either has been
made or is to be made between the. lessor and the lessee; and

(c) the rentals payable under the leasing agreement are calculated so
as to take into account in particular the amorthatlon of the whole or a
substantial part of the cost of ‘the equipment, ' o

_ N T ThlS “Cénvention does riot apply ‘to a transact:on. in Wthh the
pxsqu1pment is” to be used prlmarlly for “the lessee 8" personal fhm:ly or

' household purposes

Article 2

i : il-— Thig Conveéntion applles when the 1essor and the lessee have the:r
-tplaces of business in different States and whent ‘ S

(a) those States and the State in which the suppller has its place of
buszness are. Contracting States; or PR

. (b)) ‘bothi:the supply agreéement and the leas1ng agreemenf are governed by
'the law of a Contracting State. : :

2. - For the purposes of this article, if. ‘a party to ’théa"supply
agreement or the leasing agreement has more than one place of business, the
place of business is that which has the c¢losest relationship to that
agreement and its performance]'having,rggard to:the circumstances known to
or contemplated by the parties at any time before or at the conclusion of

that agreement.
Article 3
This Convention applies whether or not the lessee has or subsequently

‘acquifes“ﬁhe option tc buy the equipment or to hold it on lease for a
further period, and whether or not for a nomjnal price or rental. ' '
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CHAFPTER II — RIGHTS AND DUTIES OF THE PARTIES

Article 4

_The subbly"agreement may not be varied without the consent of th;

lessee.

Article §

1. - The lessor's real rights in the equipment shall be valid against
the lessee's trustee in bankruptcy and creditors, including creditors who
have obtained an attachment or execution.

2. - Where by the applicable law the lessor's real rights in the equip-
ment are valid against a person referred to in the previous paragraph only
on compliance with rules as to public notice, those rights shall be valid
zgainst that person only where they are valid according to such rules.

3. - For the purposes of the previous paragraph the applicable law is:

(a). [in the case of ships, aircraft, vehicles or other equipment
subject tqufﬁgistratioa pursganthﬁgfﬁhe law of a State, the 1§w;of the
State of registration]; ' ' IR

(b} in the case of all other [mobile] equipment [normally used in more
than one State], the law of the State where the lessee has its principal
place of business; and

(¢) in the case of all other equipment, the iaw of the State where the
equipment is situated at the time when the person referred to in paragraph
1 is entitled to invoke the rules referred to in paragraph 2.

4, - This article shall not affect the rights of any creditor having =
lien on or a security interest in. the eguipment.

Article 6

Any question whether or not the equipmentﬂhas beccme a fixture to or
incorporated in land, and if so the effect on the rights inter se of ths
lessor and a person having real rights in the :land shall be determined by
the law of the State where the land is situated.

* It was agreed by the committee of govermmental experts that the provisions of
Article 5{3)(a) should be examined in advance of the diplomatic Conference by a working group
of technical experts to be convened by Unidroit in order to see whether the solution proposed

by the committee would be workable in practice,



Artiale 7

1. - {a2) Except as otherwise provided by +this Convention or the
leasing agreement, the lessor shall  not -incur any liability to the lessee
in respect of the equlpment save to the extent that it has intervened in
the selectlon of the supplner or the spec1f1cat10ns of the equipment.

{b) The 1essor shall not, if its capac:ty of lessor, be llable to
third parties for any pnrsonal anury or damage to property caused by the
<gquipmeént. -

{c) The above provisions shall not govern any liability of the lessor
in any other capacity, for example as owner.

(Altervative T -

"é - The lessor warrants that the lessee s qunet posqess:on wzll snot
"fbe dlsturbed by a person ‘whe has a superlor tJtle or right, or who.claims
a superior ‘title or right and acts under the authority of the'éourt' where
_ such- t]tle, r]ght ‘or..claim is not derived from any act.or omission of. the

'lessee ]
'[Alterﬁative II

2‘.~ The lessor warrants that the lessee s qu:et possess:on will not
be dlsturbed by a person who has a ‘superior title or right, or who claims
a superior. title or right and acts under the authority of ‘the courﬁ,‘where
such title,, right or claim is derived from an act or omission of  the

lessor.

3. - The previous paragraph does not affect any broader wafranty of
‘quiet poagsession by the lessor under the applicable law. ]

ArticleVB

1. - The lessee shall take'proper care of the equipment, use it in a
manner, congistent with that of a normal user and keep it in the condition
in which it was delivered, subject to fair wear and tear,

2. — When the leasing agreement comes to an end the lessee, unless
exercising its right to buy the equipment or to hold the equipment on
lease for a further period, shall return the equipment to the lessor. in
the condition specified in the previous paragraph.



c Article 8

1. - The duties of the supplier under the suppiy agréément ghéli aiééci
be owed to the lessee as if it were a party to that agreement and as if
the equipment were to be supplied directly to the lessee.

2. - Nothing in this article shall entitle the lessee to terminate or
regcind :the supply agreement.

Article 10

1. - The lessee shall have the right, as against'ﬁhe‘lessor, to reject :
the equipment: ' '

(a) if the equipment fails to conform te the terms of the supply

agreement; or

"(b) if the supplier fails to tender delivery within a reasonable time .
after the delivery date stipulated in the. 1e351ng agreement or, if none,
that stipulated in the supply agreement or, in the absence of any
stipulation as. to date, w;thln &’ reasonable time after the making of the

1easing agreement. o R

' é, - The right to rejéct-non—EOhforming equipment: shall be exercised
by notice to be given to the lessor within a reasonable time after the
lessee has discovered the non-conformity or ought to have discovered it.
Rejéction for non-conformity of the edquipment under the supply. agreement
shall not preclude a fresh tender of the same equipment or .a tender of
other equipment in conformity with that agreement  if made within a
reasonable time after notice to reject.

3. ~ The lessee shall lose its right to reject the equipment where, if
the equipment had been supplied to it as buyer, it would have lost the
right te reject.

4. - Where the lessee has rejected the equipment in accordance with
thiS article and the supplier has failed to make a fresh tender of the
same equipment or a tender of other eqUmeent in accordance with paragraph
2 of this article, the lessee shall be entitled to terminate the leasing
agreement, meanwhile having the right teo withhold rentals payable
thereunder, and to recover any rentals and other sums paid in advance‘
Nevertheless, the lessee shall be obliged to pay the lessor a reasonable
sum for the benefit the lessee has derived from the eguipment.




5. — The lessee shall have no other claim against the lessor for
non-delivery, delay in delivery or delivery of non-conforming egquipment
except to the extent to which this results from the act or omission of the

lessor,

Article. 11

1. - In the event of default b& the‘léésee, the iésébf'may recover’

accrued unpaid rentals, together with interest.

2. - Where the lessee's default is substantial, then subject to' para-. -
graph 5 of this article the lessor may also terminate the - leaging:. -

agreement and after such termination may:
(a) recover possession of the equipment: and

{bY recover .such compensation as will place the lessor in the position

in which it would have been had the lessee performed thelleasing—agreément 
in accordance with Jts terms, except in so far as the lessor has failed to-

take all reasonabla steps o m:tlgate its ‘loss.

3. - The ‘leasing . -agreement may . provide for the manner in whicﬁfthé‘”*'
compensation referred to in paragraph 2 (b) of this article is bo ‘be
computed and -such provision shall be enforcéable between the: partles;;_
urnless such - -compensation is, dnsproportzonate to the compensatlon prov1ded-:l'

for under paragraph 2 (b).

4-f4 ‘Where 'the lessor has terminated the leasing agreement it shall
not ‘be entitled-to enforce a term of the leasing agreement acceleratlng

payment of the rentals

5. - The' 1essqr shall only be entitled to terminate the leasing’
agreement or' accelerate payment of the rentals if it has by notice given_w_
the lessee a reasonable opportunity of remedying the default so far as the;

same may be remedled

Article 12
1. ~ The lessor may transfer or otherwiSe deal with all or anyﬂof_i%s'
rights in the equlpment or under the Ieaszng agreement. Such a "transfer’

shall not reljeve the ‘tessor of any of its duties under the leas:ng
agreement. or alter elther the nature of the. 1easang'agreement ar 1ts legal
treatment as prov1ded in fhls Conventzon



2. - The lesses may transfer the right to the use of the equipment or
any other rights under the. leasing agreement: only .with the consent of the
iessor and subject to the rights of third parties.

Armcle 13-

B PSR Thls Conventlon applies A relation te a. fﬂnanclal sub~leasxng
trangaction ag:if the sub-lessor . were: the lessor, the sub-lessee. were. the
 lessée @nd  the 'supplier from whom. the lessor acqulred ‘the- equipment were

the supplier. : '

2. = In the case of a series of transactions involving the same squip-
ment which includes more than one financial lgasing transaction, this
Convention applies as if the last financial lessor were the lessor and as
if <the supplier from whom the first financial lessor acquired the
equzpment were the supplier. c

CEAPTER III = GENERAL PROVISIONS
Arficle‘lé

='[3_'._'» Thls Conventlon shall not apply ‘where  {t is- “excluded- either by
the terms of the supply agreement or by the terms® of the: leasing
agreement. . EE I B

2, - ]The partles may,Fln the;r relations with’ each' other, ‘dercgate
from or vary this Convention except for the pPOV1sions of . Art]cle{s 7{2}), ]
11(3) and (4). :

Article 25'

i. - In the Jnterpretatlon of this Conventlon, regard is to be had to
its object and purpose as set forth in the Preamble, tc its international
character and to the need to promote uniformity in its application and the
cbservance of good faith in international trade.

2. - Questions concerning matters governed by this Convention which
are not expressly settled in it are to be settled in conform:ty with the
general principles on which it is based and in conformity with the law
applncable by v;rtue of the rules of private international law.




Explanatory report om the draft Convention
on international financial leasing

prepared by the Unidroit Secretariat
I. ~ BACKGROUND TO. THE DRAFT CONVENTION . :- -

1. ~ Un]dr01t's work on this draft Convention goes back to February
1974 when the 53 * session of the Unidroit Governing Council was seized of
a proposal from the Unidroit Secretariat recommending the preparation of a
preliminary study looking into the .desirability.and feasibility-of drawing

yp. uniform .rules on. leasing. . The Governing . Council agreed to “khis

proposal -giving the topac prlorlty status on Unldrozt's work programme for
the 1975-77 triennium and empowering the President of Unldr01pwto.qqnyeng_a
working group to study an international unification of the appiiééﬁié-rules
on the subject, . e S e -

i 2;'~ The prellmlnary report prepared by the Un]drolt Secretarnat
pursuant to this Fec1snon was cons:dered by a small worklng group of the
Governjng Councnl which met in Rome on 21 April 1975 to examlne the
feasibility of drawing up uniform international rules on the 1ea81ng
contract. This group made a number of policy recommendations: Tirst, to
exclude "real estate leasing from the scope of the proposed exercise,

because of what was seen as the 1limited 1nc1dehce of such operations at the
international level and the enormous difficulties that would obtrude in any
attempt to unify principles of the law of real property and the law of
personal property in the same text; secondly, to exclude the leasing of
shlps, because of the sp601al nature of the contract involved, which was
consndered to have more in common w1th charterpartles' thifdly; to exclude
the 1easang of alrcraft also because of the special characteristics of the
contract involved and in view of the study' then underway within  the
International Civil Aviation Organlzatlon (ICAD) of the problems arising
out of the lease of a]rcraft in 3nternat10nal operaflons, fourthly, not to
1imit the scope of the work proposed to ‘the tripartite financial le851ng
transaction but, for the time being at least, to envisage aiso the bilate—
‘ral operating lease; fifthly, not to attempt, in view of the enormous
difficulties that would be involved,  any uniformisation of the law
pertaining to exclusively domestic leasing operations but rather to address

=specnfzcally fhternstional 1ea51ng. “The working group” findlly recommended

ﬁhe irculation of“the Secretarlat's ‘repdrt amongst experts With' & réguest
For comments and the- gatherjng of Ffurther Jnformatlon o the precnse nhature

of internationzl leasing trangdctions.

{1} The members of this group, all members of the Unidroit Governing Council at the “time,
were: Mr Richard D.KEARNEY, “Anmbassador, Deputy Legal Adviser to the Department of State of
the United States of Amerlca; Mr Tudor R, “POPESCY, Professor of Law in the  University of
Bucharest; Mr Jean Georgés SAUVEPLANNE, Professor of Law in the University of Utrecht and #r
Benjamin A, WORTLEY, Professor of Law in the University of Manchester.



3{1f Following the endorsement of these recomméndétibné‘ by Jghé
Governing Council at its 54  session in April 1975, the Becretariat sehf
out a gquestionnaire to leaslng operators and experts the world over,
designed both to..clarlfy_ certain legal problems peculiar to leasing
transactions in general and to throw light on cfoss—border leaéihg: in
particular. Replies came in from all four corners of the world ané:wére
analysed by the Secretariat in a paper submitted to the Governing Council
at its 55 session in September 1976. One of the major facts to emerge
from this- inqu:ry, as has been 1ndicated above, was that the successful
mounting of truly cross—border leasing transactions, as opposed to indirect
internaticnal leasing transactions concluded through subsidiaries of ‘the
lessor incorporated in the country into which the latter wished to lease or
by means of jeint ventures, was still a rare occurrence, even if the sums
involved in the small number of transactions actually mounted successfuliy
were enormous, and that this was in no small measure due to the varying
legal treatment accorded leasing from one country to another. Interest
amonyg thoge responding to the guestionnaire leaned accordingly more towards
a uniform internstional regulat:on of the rules governing leasing transac-
tions in general rather than rules cast with”1nternatlonaldleasing_speg;{;:
cally in " mind: ~The® primavy purpose -of ithe drafting of uniform rules was
therefore seen as the resoclution of the lega1‘vapnumbaffeqting'1easing:a£
the domestic level with a view to facilitating and thereby extending the
poésibiliﬁies'fdr ﬁhe uée of this meanégof financing international trade.

‘4, = Tw1n ‘doubits nevertheless pers:sted in. the mxnds of members cf the
GéVernlng Council regarding the aptness:of this subject fer_ugifzcatlon, as
fégéfdé‘fifst”ﬁhé'fbésibility of disentangling the private law aspects of
leﬁéiﬁg}lrém‘its”TiSCal aspects, given the generally agreed unsuitability
of the lattar for ‘an ‘attempt at unification, 'all the more so in the -game
text as 3ts private law aspects, and, secondly,’ the desirability of dealing
w:th IeaSJng separately from the general body- of security. interests- in
movablesF F! lubject then being studied by the United Nations Commission on
International Trade Lsw {UNCITRAL). In order to clarify these d u?ts the
Governing Council set up a restricted exploratory working group drawn
frem amongst its own membership but assisted by consultant experts from the

(2) The Chairman of this group was Hr Lds21¢ RECZEI, Ambassador, Professor of Law in the
University of Budapest, member of the Unidroit Soverning Council {Hungary). Its members were:
Wr Jean Georges SAUVEPLANNE, Professor of Law in the University of Utrecht, member of the
Unidroit Guvernxng founcil; Mr Detlev F. VAGTS, Professof of Law in the University - of
Harvard, Ecunsellor on Internatzonal Law to the Department- ‘of State of the United States of
Amgrica,. representative of ¥r Richard O, Kearney, member eF the Unidroit Governing Council
(see above. footnote 1). #r Frits PETER, Honorary Chairman of ‘teaseurope, served as expert
consultant to the group, which was moreover assisted by. Mr Paole CLAROTTI, Head of the
Banhing Division at the Commission of the European Communities, and Mr Augusto FANTOZZI,

Professor of Revenue Law in the University of Rome.
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world of leasing practice. The working group gave positive answers to both
questions when®it mét in Rome from 16 to“18 March 1977.: ‘As' régards’ the
first problen, it was of the opinion that, notwithstarnding the' éonsiderable
importance af fiSCalfdeneideratione“iﬁﬁepecificallyf&nternatienelﬁieasihg'
transactions, ' there- was ~.a  sui generid derivation: of sprivaté law “dn
tripartite finencial leasing which merited the framing of special rules
cast’ with its particular -characteristics:.in mind: and “that' it. would. be:
posgible in- the drafting of “such rules to steer clear of thosé aspects of
leasing which father fell within the competence of the revenue authorities,
the philesophies “underlying revenue law and. private law ‘being quite.
distirict. ~As’ regards the second: problem, the  group  felt that .it ‘was
perfectly feasible to formulate a legal -framework -around .the sut’ generis
leasing transaction without. such:a definition bringing the transaction.
automatically under the scope of Article 9 of .the Uniform Commercial Code:
of the United -States of America and sgimilarly inspired security interest.
legislation.  In particular, security interests being closely tied .to  an,
underlying sale -contract, the only potential security interest in. the sui.
generis type of. f1nanc1al . leasing would- be the purchase money securlty
interest relating to the sale contract between supplier and lessor. \~The
relationship between lessor and lessee under the leasing agreement 1tself
on: the: other hand, “did not establish a securlty interest so long as no
transfer-of title. took place.

5. - The- worklng group accordlngly recommended to the Governlng Counc1l
that a study group should be set up with .the assignment of draftlng
international.uniform rules on the sui generis type of leasing transaction.
It was felt that international uniform rules would reallse a dual advantage
in making it possible to leave the choice of the flnal form which the rules
would: take until.a later stage, leav1ng open both. the p0831b111ty that they
be used to clarlfy the situation at the domestic level and the p0551b111ty
that they be addressed to specifically 1nternat10nal 51tuat10ns The _group
also made. a. preliminary examination of the ground to be covered 1n the
uniform rules, concludlng with a number of pollcy recommendations to the
Gevernlng Louncil, among which the follow1ng may. be 51ngled out as belng
worthy of spec1al mentlon

.(i) Cleer EOncepts should be employed in the uniform rules so @s to-
avoid an a posteriori classification of a lease as contemplated by -the-
unfiorm rules under some quite different_echema.

(11) The prlnC1pal aim of the unlform rules should be to regulate the™
trlpartlte lea31ng transactlon in view ‘of 1ts sut generts characteristics
in relatlon to the ex1st1ng schemata w1th one “or other of which it had
hitherto generally been a551m11ated. Blpartlte lea51ng operations should
only’ flnd a place in the unlform rules to the extent that such operations

"y
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did not fit: w1th1n the schema of a nominate contract.

(iil) Lea51ng could be defined negatively for the purposes of the uniform
rules as neither a credit transaction nor a sale nor a financing trans-
action, but rather a special form of rental providing for the: use¢ of goods.
The definition of leasing to be devised in such uniform rules could be
based either on-an identification of those characteristics which different-
iated leasing from the existing contractual schemata with which it had
hitherté been brackéted or on an enumeration of the requirements to be
fulfilled before a transaction could be considered a leasing transaction
for the purposes of the uniform rules, in the manner of the definition of
"bill ‘of exchange" in the 1930 Geneva Convention on Bills of Exchange and
“PrOmiééory Notes. or else on an amalgam of the twe. '

(iv) The scope of the uniform rules should be limited to - capltal goods,
Cthus to the exclusion of consumer transactions. :

_ {v} The parties to the transaction should'be professivnal parties and
the item leased should have heen leasged for*professional‘pﬂrposes'bnly; B

{vi) There was a case for excluding the. leasing of aircraft, .ships. and
rolling stock from the scope of the uniform rules, on the basis of the
arguments advanced in the previous small working group of ‘the Governing

Council.

(vx;) The leas;ng agreement to be addressed in the ‘Uniferm -rules’ “shisuld

3t

cover the use of an 1tem leased for a length of time corresponding to lts
economic working life. o ; : oo

(viii) The lessor should remain the owner of ‘the item leaséd, whatever
agreements might be made with regard to the termination of the leasing
agreement, -

(i) The lessee should not be'obligeq to purchase the item lessged at the
expiry of the leasing agreement, whereas equally the parties should be left
free to include an option to purchase the item leased in the leasing

agreement.

{x) Unless the contract provided otherwise, the lessee should have a
direct right of action against the supplier in the event of the item leased
not proving to. be in conformity with the specifications glven by the

lessee.

{xi} The lessee should bear the ohysical risks arising in conneotion with
the item leased, in view of the special situation obtaining in tripartite
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financial leasing. The general rule of the law of products liability
according to which a lessor would be:.liable -gua owner fori’any damage: caused
to a third party by the item leased should not apply to the sp601al
. 51tuat1@n of the taggor in sripartite fimancisgl: lea31ng:v= SR

w(xiix Somewmeansxof~proteqti&n-@§'third'partymcreditors~of-thé Alessee
should- be- ifound, “he: it enly. in -the:-form- of: a minimum -reguirement laying
- down: the principle of registration but leaving :the.medalikties.of regigtra-
~tion te bggestabllghedﬁby;each-countny._g_ T : S :
6. The warklng group's: recommendatlon that a- study group. should be set
R WAas-, endorsed by the Governlng Council at-its 56 se851on in May 1877,
. This study group, manned by eminent experts. from legal and. economlc systems
as diverse as those of  Belgium, Brazil, France, Hungary, Italy, 1,--'.1:1'1
Netherlands, Nigeria, Switzerland, the United Klngdom, the United States of
America . and, Yugoslav1a held four 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 1984, The Study Group elected Mr Laszld Reczel,
}:Professor of Law in the Unlver51ty of Budapest and, at that tlme a member of
the, UnldrOJt Governlng Coun01l as its chalrman. . Mr Reczel chalred all

four sessions of the Study Group.

5 (3) The: members of the Study Group.r with the 595510ns they attended 1nd1cated ‘in
- brackets, Were: Mr Luiz 0lavo BAPTISTA, President of the SFo Paulo Bar A55001at10n énd
Professor of International Commercial Law at the Getulio Vargas Foundation, Sao Paulo{3) ﬂr
?E”El Mokhtar BEY Dlrecteur Jjuridigue et du contentleux Jur1dlct10nnel Hlth the LocaFrance
%Group, Par;s( }(2) 3)(4) the late Mr. Peter F. COOGAN, of Counsel Hessrs Murphy, Weir and
‘Butler San Franc15€c( 1(3 )(4), Mr Ronald M. DEKOVEN Attnrney, Messrs Shearman and’ Sterllng,
Hew York(3}{4); Mr Giorgio DE NOVA, Professor of Civil Law in the Unlver51ty of Pavxa(&) Hr
~Lhristian GAVALDA Prafessor of Commercial and Banking Law and Dlrectcr of the Business Law
%Research Centre in the Unlversxty of Paris I, Pantheon Sorbonne(l)( 3); Mr Royston M, CODDE
Crowther Professor of Credit and Commercial Law and Director of the Centrd For Commercial Law
Studies in Queen Mary College, University of London{1)(2)(3){4); Ms Tinuade ~OYEKUNLE,
.Director, Internathnal and Comparative Lau Dlv1szon, Federal Nigerian Mlnlstry of Justice,
7ptLagos(2)( ) (4) and Mr Fritz PETER, Chairman of the Board of Directore of Industrle Leasing
i;BG, Zirich and Honorary Chairman of the European Federation of Equipment Le351ng ‘Company
wAssoclatlons (Leaseurope](l)(E) 3}(&) who "also served as consultant expert to “the “Study
Group. The following observers also attended one or more sessions of the Study Groups? Hr
Wassimo ALDERIGHI, Attorney, Studic Legale Tributaric A, Fantozzi-L. Biscozzi, Rome{3); Mr
Seﬁgit BIANCGNF Depdty Head of the Legal Service, [tfalian Banking Asscciation, representing
ihe Banklng Federation of “the European Cdmminity{3)y " Ms Caroline BILLIOUD’ DE NYZILLET,
© “Attachs,"legal Secretasiat, International’ Chamber’ 6T ‘Commerce, Paris(2); e Jesits BLANCO
CAMPANA, legal Adviser to the Spanish Ministry of Justice and Professor of Law in the Univer-
szty of Madrld 1) e Franco CAVALLARI, Branch Deputy Director, Banca Nazionale del tavoro,

S
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7. ~ The first session of the Syudy Group was devoted t§ congideration
of a list of questions drawn up ?py' the Unidroit Sehretﬁriat and the
definition of equipment Ieaaing agreed upon after many yeara of debate by
Leaseurope at its annual working meeting in Oslo that same‘year¢~:Thé,1ist
of queastions was designed to pinpoiﬁt the matters to_bé dealt with in the
uniform rules. On the basis of the Leaseurope definition. the Study Group
‘was moreover able to draw up a provisional draft definition of the suf
‘generis form of equipment 1easing_genérally known as'financialileasing,~cn
which it ‘has decided to concentrate ites attention. Two.other significant
policy decisions were taken at this first'séssion;'tb ﬁit, first, that the
Study Group should seek to pro#ide_rﬂles for leasing operations in- general
rather than address apeéifieally‘intérnational leasing situations, given
" that there could be no solution to the problems bedevilling the development
“of international 1eaaing_so long‘as‘fhere_remained no solution to the prob-
lems bedeviliing leasing at the national level, and, secondly, that
aircraft,ships and rolling stock should be included in the general scope of
“the Uniform rules. o S :

8. - The provigional draft definition agreed at the first session of
the Study Group providad the sfarting point for the tentative draft uniform
rules on the sui genen@éﬁform of leasing transaction that were drawn up
subsequently by th¢PUn§§rqit Secretariat in tandem with -the Chairmari of the
;sﬁudy'Gpoup.. Fof fhe dfhér_arficleSTQf_this,tentative draft the: drédfters
sought to follow the general'lines of the answers given by the Study Group
to the aforementioned list‘of questions which it had considered at its
first‘seésiqn. The,ﬁrovisions on -public notice were, on the other hand,
modelled on the equivalent. provisions  of the Uniform Commercial Code and
the similarly inspired Personal Property Security Act of Ontario of 1967,

Direzione Generale, UFficis Studi, Rome(3); #r Renato CLARIZIA, Professor of Law in the
ﬂﬁiversity of Urbino and Secretary-Beneral of the ltalian Leasing Association (Assilea),
Rome'(.'i)(&); Ms Hireille DUSSEAUX, Principal Adeinistrator, Directorate-General XV (Financial
Institutions and Flscal Matters}), Commission of the Eurapean Communities(1)(2}{2)(4); Hr
Augusto FANTOZZI, Professor of Revenue Law in the University of Rome{1}{2)s; Mr Paole FERRD
LbzZI, Professor of Commercial Law in the University of Perugia{3); Mr Mario GIOVANOLI,
representing .the Bank for International Settlements(4): Mr Sanford G, HENRY, international
leasing consultant, london{2}(3)(4); the late Mr Matthius M. van ROOGSTRATEN, then
Se.cretaryu(iener‘al of the Hague' Conference on Private International Law{l); Mr Salvators
MACCARONE, Legal Adviser te the Italian Banking Association, representing the B8anking
" federation of -the Eur-ep.ean Community(3); Mr Michel PELICHET, Deputy Secretary;ﬁgneral of the
Hague Conference on Private International. Lew(3)(4); Hs Jelena YILUS, Professor of
International Commercial Law in the University of Novi Sad, Yugoslavia{2?).
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9., -~ This tentative draft was considered by the Study Group at its
second se551on,_ Various praopasals were put forward f6r its amendment at
that se531 . notably regarding what was considered:tb be too detalled a

'Pbtlce requlrement for,an 1ntended -international “instrument, These
ided .the 1nep1rat10n for: the - subseguent’ work “of ~F&vigion
o he Unldrolt Seqretarlatcmgr W e Wit S

10. - ThlS rev1eed text was then<the subject of consuitatlon bath “among
the’ 'members _of the Study . Group and within a working group ‘set “up by
Leaseurope. ' ThlS process of consultatlon vielded -altérnative revized
texts, on the- one hand, from two members of the Study Group and, on the
other hand, from the Leaseurope working group. A third alternative revised
text: WaS then drawn up by the Unidroit Secretariat in tandem with the
Chalrman of the Study Group in an effort to reconcile the different trends
ev1denced in these various alternatlves., A preamble was added to the
orlglnal draft in accordance with the wish expressed by the Study Group at
its second session that it should be . made clear that the uniform rules were
only designed to deal with  the private law aspects of leasing and did not
presume to invade the specific competence normally reserved by the
legislator in respect of the fiscal and accountiﬁg aspects of leasing.

T1, - The'alterhative revised drafte ﬁefe considered by . the Study. Group

"at its third sesgion. At thlS se551on the Group was able, subject to some

drafting 1mprovements which it was agreed could be worked out between the

-different’ members of the Study Group, to adopt a set of preliminary. draft

uniform rules on the sui generis form of 1e331ng trangaction. While the
title of the draft stilil referred to uniform rules underllnlng the original
intention of the drafters to approach the problem from the angle of seeking
to remove thé differences in legal treatment existing from one Jurisdiction
to another, seen as one of the major obstacles to 1nternatlonal leaging's
realisation of its full potential, the preamble and the scope of
application provisions were couched in the form of a draft international
Convention and the uniform rules addressed specifically international
leasing situations. This change of approach was prompted, on, the one hand,

by recognition "of the reluctance of certain States to become partles to
interiational 1netruments in respect of any other than 1nternat10na1
transactions and, ‘6n the other’ hand, by the desire to indlcate the Study
Group's opindon“that the uniform rTules' greatest chance of success lay with
their embodimerit’ in an international Conventlon the feeling being that a
model law would neot greatly improve the’ prbsent situation of con51derable
differences of legal treatment of leasing fqd@ one jurisdiction to’ another.

12. ~ The Study Group, in adoptihg the ‘text of prelimiﬁary draft
uniform rules, récommended that, instead of following the usual course of
transmitting the text prepared” by the Study Group directly to a committee
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of governmental experts for the hammering out of a final text for adbption
at a diplomatic Conference, the Unidroit Governing Council should  rather
first give the uniform rules maximum exposure along the business and iegal
practitioners familiar with the everyday realities of leasing, inter aliag
by the organisation of symposia in different .parts of the world. The
purpose of these symposia would be to enable the text to be presgented to
and discussged by practitioners. The unripeness of the uniform rules for
congideration by governmental experts pending such time as they had been
given such exposure among practitioners was considered to flow principally
from two, not wholly'unrelated factors: first, the continuing sparseness of
attempts at the domestic level to legislate in this field and, secondly,
the continuing evolution of the leasing mechanism in view of its well
proven flexibility to meet constantly newly appearing market needs. Since
this continuing process of evolution was largely the work of the denizens
of the financial and business world, it was considered desirable to sound
first the opinion of those responsible for' this ongoing evolutionary
process, in order to ascertain whether and to what extent the solutions
advanced by the preliminary draft uniform rules were consconant with the
realities of leasing practice.

13. - The Unidroit Governing Council at its e_oth session in April 1881
endorsed this recommendation of the Study Group for the holding of symposia
designed to give exposure to the uniform rules and the first in what was
envisaged as a programmeé of ‘symposia was held in New York on 7 and 8 May
1981, This sym9051um was sponscred by ‘the American Law Instltute-Amerlcan
Bar Association Committee on  Continuing Professional Education, The
audience assembled in New York was essentially composed of bankers,
businessmen and practising lawyers having expertise in international
leasing, mostly from the Unlted States but also 1ncluding some who had
journeyed from Europe. Invitational in character, the symposzum was strue-.
tured in such a way as to Permlt a panel of speakers, largely made up . of
members of the Study Group, to introduce the prov1sions of the prelimi-
nary draft uniform rules and the audience to raise questions and indicate

any criticism,

~ (4) In Mew York the panel of speakers was made up as follows: Co-chairmen: Mr Peter F,
COOGAN, member of the Study Group; Mr Ronaid M. DEKOVEN, member of the Study Group; Hembers:
Mr E. Allan FARNSWORTH, Professor of Llaw, Columbia University, MNew York, mnember of the
Unidroit Governing Councily Mr Roy M. GOODE, member of the Study Group; ¥r Kealg KLOSSGH,
Chairman, International Committee, American Association of Equipment- Lessors; K¥r Peter H.
PFUND, Assistant Legal Adviser for- Private International Law, Department of State of the
United States of America: MrLaszld RECZEI, Chairman of the Study Group; Mr Martin J.
STANFORD, Secrstary to the Study Group; Hr Detlev F., VAGTS, member of the restricted working

group of the Unidroit Governing Council on the leasing contract,
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14 — The, serond in the programme of symposia, sponsored by lndustrle—__
Le351ng AG the lea51ng sub51d1any of tﬂe Sw1ss Bagk Corporatlon and held.
in Zurlch on ?3 and 24 November 1981 was addressed essentlally to an‘i

'audlence .of W‘stern';andf Eastern European‘ bankers, bu51nessmen?_end '
pract151ng lawy rs, although some partlclpants came from further afleld -

from Egypt for Jnstance

f 15 . Presentatlon of the unaform rules to,"and"HisceeSLbhftthereof
among a numerous Far Eastern audience was also poss:ble at theé First World
Lea51ng Convent:on, organlsed by Lea51ng Dlgest Conferences in cangunct:on
with the Hong K?ng Equlpment Leas:ng A55001at10n 1n Hong Kong from 10 to 12
January 1983 : : e T

o

16. - Further presentatlon ‘and” dlscu331on of the uniform rules ‘was alsé
p0351b1e at the semlnar on 1nternat10nal equlpment lea51ng organ1sed fér -
French—speaklng Afrlcan lawyers by the“ I?t?rnatlonal Development Lawrf
Instltute in Rome from & to 17 February 1984 : [ S

“17.7 The “Uhidroit Secretariat in "thé” meantime employed its™ibesgt -

offices to ensure that the uniform rules received the maximuem’ exposurev‘

world wide by the publlcatlon of regular articles thereon in the annual
edltlons iof the World 8 ea51ng Yearbook from 1980 onwards  and,- whe“e.
p0551ble iR the press.' Regular and close tles of" co-operation ‘have &t
all stages of Unldr01t =1 wark on" this subgect been ‘maintained Wwith”i the:’
natlonal supranatlonal and’ reglonal associations and federaﬁ 3ns Tepresen~
tatlve cf the le351ng 1ndustry, most notably Leaseurope,  -::the Asiasn -

‘(5) lhe'béﬁéi'oFrEpeakéFs fﬁ‘ZUrich”uaS'ﬁade“Up'as:FollDWS: Chairian: Mr Fritz PETER,
conssltant.Ekpéfl;tb'thE:Sfuﬂy Group; Members: Mr E1 Mokhitar BEY, wember. of the Study Group;-
Hr Tom Hj‘Clérk' then Chatrnai ‘of Leasedropei Mr Peter F. COOBAN (ses above); Mr Ronald M,
DEKOVEN"Tsed “Sbove); MPLR6y=M;HGOUDE*(seé-abnve)'WMr—Michél“PELICHEI; shserver of: the  Study
Group, W L 2 B RECZEI'TEee'ﬁtoVe) Mr Peter SEIFFERT, Slawyer with Dedtsches dnlagefi-Leasing ...
GmbH, Malnzy' Me Martifi- J. STANFORD {see above). SRR 2 g e Cwp

{6) Presentation of the uniform rules in Hnng Kong was in the hands of Mr. Ronald. H o
DEKOVEN (see above), with additional information being supplied by Hr Martla J STANFORD (see‘
above). T
{7) -Presentation of the uniform rules was this time in: the hands: of Mr Martin J.
STANFORD: {see above) as Techrical Coordinator of, and Visitimg Instructor. at the seminar. :
(8) Thus articles on the uniform rules appeared -in .the Suiss daily the. Neve Zircher B
leitung.én ‘the occasion. of -the symposium. organised in Zdrich on 23 and 2% November: 1981:
"Diskussion” um internationales Leasingrecht™ N.Z.Z. 21.XI.1081; “Neue Rechtsgrundlagen . fir
internationales Leasing?® N.Z.Z. 27.%1.1981, . ; N . R
£9) ‘Unidroit was- twice,- in 1976 in Munich ‘and.in. 1982 in Amste}dam, given. the
epportunity to address-anaual working meetings of Leaseurope -on the scbject of the unifarm

rules.
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'Leasing Association the American Asgociation of Equipment Lessors and the
.Federa01on Latino Americana de Leasing (Felalease). On 12 June' 1984 the
Italian Finance Houses Association (Associazione Tecnica delle Societd
Finanziarie di Leasing e di Factoring), in conjunction with the law journal
"Nuovi Investimenti", organised a one~day seminar on the Unidr01t'draft in
Milan. The audience, made up of Italian leasing specialists, was thus able
to hear prese?taY1on of the draft and make such criticism and comments as
. they saw fit,

18. - At its fourth session the Study Group considered the case for the
amendments propesed during the course of the programme of symposia and gave
especial attention to the improvement of the drafting of the text. It had -
before it a revised version of the text adopted in October 1980 which had
been prepared in Budspest in December 1383 by the Unidroit Secretariat in
tandem with the Chairmen of the Study Group. The aim of this revision was
to give effect to the proposals for the amendment of the uniform rules made
during the programme of symposia and other meetings. The major decisions
taken at the finsl session of the Study Group were, apart from that of
rejecting a proposal made at the New York gymposium for the widening of the
scope of the uniform rules to embrace bilateral leasing arrangements, in
particular operating leases, first, to reintroduce that provision which had
maintained its place-rightrthrough the Study Group's work prior to the
symposia and which scught to highlight the financial nature of the sut
generis type of lease by indicating that the duration of the leasing
ggreement tTook account of the period of amortisation of the leased asset
(Article 1 (2)(d) of the text adopted in October 1980) ?econdly, the
deletion of Article 2 of the text adopted in October 1980, 8 provision
that had aroused much eriticism on the occasion of ‘the symposia, mainly on
account of what was considered to’ be its obscure drafting, but which sought
to ensure that once a given transactlon was regarded as subject to the
uniform rules under the law of the State in which the leasing agreement was

(10) On this occasion presentation of the unifore rules was in the hands of Mr Riccarde
MONACO, then Secretary-General of Unidroit; Mr Giorgic DE NOVA, member of the Study Group and
Mr Martin J. STANFORD {see above). '

{11} The text of Article 2 as adopted by the Study Group in October 1980 with sdbsequent
modifications Incorporated, with the agreemesnt of the members of ths Study 8roup, in the text
published in March 1881 read as follows:

“Where a transaction is regarded as being subject to this Convention according to (a)
the law of the State in which the leasing agreement was concluded or (b) the proper law of
that agreement as determined by the rules of private international law of the forum, such a
transaction shall alss be regarded as being subject to this Convention in any other

Contracting State.®’
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concluded or under the proper law of that agreement, then it was automati-
cally subject: to the uniform rules 1n any “othér Contractlng State-'thlrdly,
- the. Pelftlon of Varlant II of Artlcle 4 of.  the text: adopted 4An ‘October
1980 ‘following much CPlthlSm of that variant durlng “the sympos1a on

... the ground -that"it would put the rzsk of loss .of titlke too- ‘healily on the
. lessor; fourthly [ the 1ntroduct10n of a clause requiring: the léssor to

-electihetweeri the exercise of the remedles glven it under theT “then” Article

112 rof the unlform rules and the beneflt of..a clause dccelerating its

entitlemént tdElY ‘6r any of "the lease rentals upon the lessse's default;

fifthly, the introduction of an article by now commen in international
commercial law ConventionS'designed'to'ensure' on. the .one- Rand,% that the
- umiferm: rules v are -~ 1ntersreted 1n accordance with the1r~ “I'riternational
- .untform: ‘chacter ‘and" fot on the b351s of” the legal principles and traditions

-oof thes Jegal system of the Judge or arbltrator _called: upon to dec1de a
:;glven case.: and, -on - the other hand the observance of good falth

. =19y = Ths prellmlnany draft unlform rules on 1nternat10nal ~financial
- ledsing as. adopted by - the Study Group at its fourth. session were thern, in
A accordance ‘with U? droit. tradltlon, submitted -for approval o the- Governlng
;;Counc1l at.it8 63  session held in May 1984. This approval was “giver ‘and
_ the Coun01l"accord1ngly authorlsed the convening of a. committeé: of
. governmental: experts -to hammer out the text of a draft Conventlon su1table
tobe submiltted for adoptlon to a dlplomatlc Conference. A T S

o QO;mA‘Thrse sessioﬂs of this committee were held in Rome from .15 to+19
;.Aprll 1985, from 14 to 18 April 1986 and. from 27 to 30 April 1987. .40
‘Unidroit ,member; States, five non-member States -8ix '1ntergovernmental
“organisatlons, two international. non»governmental organisations; - three
. lnternatlonal profe551onal associations and five nation?l professional
,,a55001at10ns Were represented in the commlttee s work. --Mr- LAsz1d
“Reczel, _the representatlve -of Hungary, was _agaln elected chairman. Mr
,Royston M, Goode a representatlve bf the- United Kingdom, was. elected
¢gsputyﬁphg;rmanﬁsnd‘chalrman of the’ draftlng committee. A drafting com-

': (32) The text of Artlcie &, Varidnt II as adopted in October 1980 read as Fclious 8
_‘  ”[he lessor!ls title to the equipment shall be enforceable agalnst ,akt.third parties
prcv1ded that the lessor has complied with such. rules {if any} as to puhllc notice as may be
prescriped by- the law of the State of -the lessee's principal place_of:bu51ness. _[Hhere the
lqssdrgﬁas not. so complied or where there are no such rules, its‘title is not enforceable
against a person acquiring an interest in the equipmenf' by attachment or otherwise, unless
the lessoP proves that this intersst was acqu1red in bad Falth ] L .

(13) A Full list. of ‘those’ who' took part in this commlttee s work is set out in the,

Appendlx to this. report

o
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mittee was set up at ﬁne firat session of the committee of governmental
experts. At the first session this drafting committee was manned by the
chairman of the committee of governmental experts and the representatives
of France and the Unlted Kingdom, whereas at the second and third sessions
it was enlarged tc take in also one representative each from the delega-
tions of Belgium, China, Finland and the United States of America. The
committee of governmental experts gave the text adopted by the Study Group
three readings as a result of which, at its final sitting on 30 April 1987,
it was able, subject to reservations regarding certain provisions which it
was agreed should be placed in square brackets for decision at the
diplomatic Conference, to . adopt. the text of the draft Convention on
international flnanclal lea31ng set out supra, This text, together with
tts sister draft Convention on international factoring, will now be laid
before a diplomatic Conference to be hosted by the Govermment of Canada.
This Conference will be held at the Government Conference Centre in Ottawa

from 8 to 28 May 1988.

II. - GENERAL CONSIDERATIONS
Growth of leasing

_21; - Leasing, notwithstanding the comparatively recent emergence of
the technique at present known by this term, in fact has:a long history.
Historical evidence suggests its widespread use by the ancient Sumerians
eirea 5000 B.C. Its modern development, though, as a generally acceptable
alternative to the outright purchase of equipment, 1ls rather to be traced
back to the development of the railways in the middle of the 19 century.

- The United Kingdom wegon lemsing companies.of the late 1850's were among

the very first registered limited liability companies to avail themselves
of the new corporate form. Though their activity only spanned a relatively
short period, the wagon leasing companies made a vital contribution to the
rapld development of railway freight. A similar pattern occurred in +the
United States of America where railroad companies pushing shead with new
routes concentrated their financial resources cn the provision of track and
f30111tles and obtained their rolling stock on leases known initially  as
"car trusts" but which later became known as "equipment trusts". Certain
manufacturers of specialized machinery, starting with the Bell Telephone
Company in 1877, subsequently found another application of leasing a8 a
means of protecting their monopoly or near-monopoly p051t10n by’ llmitlng
the use of their products to lessees.

22. - It was in the post-World War II pericd, however, that the
spectacular growth of leasing really got underway. This can be seen as one
aspect of the more genéral phencomenon of the movement towards a. credit
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economy and the acceptance of debt financing by the business community.

The initial impetus to the growth of -leasing-in the wake of World War II

was given by *those businesses needing to replenish. their: eguipment. - The
conventional means of 'responding to  this :need in the -United States, the
conditional sale, was simply not suitable, reguiring-almost invariably -as.
it did a down-payment of 15-20%, a  sum which .many businesses -did not . then

have. Until®the 1960's the use of leasing was thus prinecipally.,confined in

the' United “States to capital-poor, high-risk companies, -and :the - total
annual volume of new equipment leases-over that peried.in the United States:
probably did not-exceed U.S.$ 1 billion. r I'te-was -in the -late 1950's .and

wi'th thé advent 'of the 1960's that leasing came-of age with. its acceptance .
by* large industrisl - corporations,  -utilities,: national- ‘banks. -and
Governments, as well as the establishment of :the Ffirst 1ndependent leasing
companies, playing a fole’analogous ‘to that of banks. and other financial
instititions, from which they.nevertheless differed in that -they-aimed to
buy“and then lease -eqipwent to- their clients, rather: than simply loaning
them the necessary money te buy it. The first such company was :founded in .
1952 in San Francisco: the United States Leasing Corporationn 1t was
through the expansion into Europe and the Far East of the first American
leasing companies, and ncotably U.S. Leasing, that the first non-fmerican
leasing companies were established: Mercantile Leasing in +the United
Kingdom in 19860, Deutsche Leaging in- the Federal Republic of Germany in
1962 and Orient Leasing in-Japan in 1962. Manufacturer links provided the
early impetus for. these operations but.leasing  companies, whether or not
iinked to domestic financial institutions, soon. began cultivating direct
links with equipment users and leasingian'ever:wider variety of equipment
to them. : : :

23. - The 1970's end the beglnnlng of the 1980's are generally
considered to. mark the most rapid period of growth in lea31ng world-wide.
Thus in the United States the amount of new equlpment on lease rose from
U.5.% 15 billion in 1975, to U 5.$ 37 bllllon ‘in 1980, to more than u.s. $
61 billion-in 1883, and to an est;mated U S $ 100 bllllon 1n 1987 On the'
bagis-of these figures, the lea51ng 1ndustry s contrlbutlon to total plant
and; equipment, acqulSltlon by commerclal bu51nesses in the Unlted States nowf
stands-.at 29%.. . As regards Western Europe, “the more than 600 lea51ngJ
companles represented in the European Fedefat1on of Equ1pment L6381ng}
Qompany:Assoglat1pns:(Leaseurope) a federatlon whlch covers about 80% ofk
the .financial. lea51ng 1ndustry in Western Europe and encompasses 16
countries, in 1972 purchased equlpment for leasmng to thelr ‘eustomers
costing some ECU 2.1 bllllon, by 1980 the total value of new equlpment
leased in the member countries of Leaseurope had climbed to ECU 12,7
billion. By 1985 Leaseurcpe member companies leased equipment to the value
of ECU 28.1 billion (U.S.3 24.7 billion). The pioneer of leasing in Asia
has been Japan..  In 1970 Japan's 31 '1afgestl leasing companies signed
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contracts worth a total of U.S.§ 726 million. By 1976 this fzgure had
. grown to U.S.$ 1,938 billion and by 1981 to U,S.$ 7.5 billion. During the
1883 flscal year ending on 31 March 1984, the total value of mew' “leasing
contracts concluded by member companies of the Japan Leasing Association
amounted to U, 5.8 12.6 billion. This figure had grown to U.S.$ 25 billion
by the 1986 fiscal year., Leasing has achieved roughly a 10% to 20% anrual
rate of growth over the last few years in Japan. Leasing's share:of total
‘private sector capital expenditure in Japan has grown from 3.03% in 1980 to
6.9% 4n 1988,

-24. - Developments elsewhere in the world have mirrored this trend of

repid growth, albeit from more recent beginnings. The Far Kast has sesen.

gsome of the moast startling figures in this regard. The setting up of the
first leasing company in the Pacple's Republic of China datez back only to
1981. By 1985 Chinese leasing companies were concluding business for a
value of U.S5.$:800 million, the volume of their business having grown 65
times since 1981, The first leasing company in India was set up in 1973:
by the end of 1988 there were probably more than 500 leasing companies
-operating in India. The business written by Indian leasing companles at
the end of 1986 was estimated to be about U,S.$ 370 millien, nearly 75% of
which was written by the 30~40 leaders .of . the market. Where there were
~only -five leasing companies ‘in Indonesia-in 1980, 65 such companies are now
registered there. . This expansion. was reflected in the increase in the
total value of new Indonesian - leasing: contracte on ‘& purchase-cost basis
from Rp. 0.7 billion in.1975: to Rp. ‘368.6 billion ‘in 1885, ‘Some of the
most startling flgures ‘of all ~however, are- those for- the Republic of Korea
which show an ‘increase in the total value' of new leasing contracts on an
acquisition-cost basis-from U.S.$ 208 million in 1982 to U.S.§ 1,027
million in 1985; From the’establishment of the first leasing company in
Malaysia in 1973, ‘the Equipment Lea51ng Asscciation of Malaysia by July
1986 counted 147 member companies.  The value of assets leased by Malaysian
1easing companies now stands at M§ 1 billion, representing probably over
20% of total annual capital expenditure on equipment in Malaysia.

25, - In South American merkets too leasing has grown apace, particu-
larly in the early 1980's. By the end of 1982 approximately U.3.$ 3.5
billion were invested in leasing in South America, more than two-thirds of
this sum - U.8.% 2.6 billion - being concentrated in Brazil. This rate of
growth dipped in the years 1982 to 1984, in common with that in other
sectors of the economy, but has now picked Up again to such an extent that
the Brazilian leasing industry had by 1986 once again caught up with its
1982 investment figure of U.S.$ 2.6 billion.

26. ~ The world leasing business is estimated to have gfoWn from U.5.%
53 billion in 1979 to U.S8.$ 200 billion by 1986. The July 1984 News
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Bulletin of the American Association of Equipment Lessors {AAEL) reported
the results of an informal survey carried out by the AAEL which showed that
American lessors financed U.S.$3 8-10 billion of equipment outside the
United States during 1983. Mr Tom M. Clark in his address to the September
1984  Copenhagen annual working meeting = of Leaseurope, entitled
"International leasing in practice", made the first attempt, on the basis
of the AAEL survey, to estimate +the extent of cross-border leasing
activity. On his assumption that the international activities of leasing
groups of other countries, principally the United Kingdom and France in
Europe together with Japan and Australia elsewhere, were roughly comparable
in overall size to those of American lessors, he concluded that, Jjust as
United States domestic leasing represented about 50% of the world market,
so the total figure for new international leasing business in 1983 could be
put at upwafds of U.5.% 15 billion, that is more than the total new dome-
stic business of members of Leaseurope's 16 national associations in 1983.

The need for a uniform legal treatment of financial leasing

27. - The technique known as financial leasing was developed by the
financial community to respond to newly perceived market needs for which
the existing range of financing techniqgues had shown itself to  be
inadeguate. In common with other techniques developed by the business
community it has tended for ite contractual documentation to draw guite
heavily, albeit at times indiscriminately, on existing contractual models.
Tt has thus borrowed features from the traditional bailment contract Just
as 1t has also taken. over concepts commonly.associated with the. conditional
sale or hire purchase transaction. However, in fusing these different
characteristics financial leasing ultimately outgrew its relationship with
its original contractual models and developed a separate, albeit hybrid
legal personality of its own. For a long time the gignificance of this
phenomenon seemed to be lost on the courts of the varicus countries which
invariably sought to resolve legal problems arising in connection with the
new technique by reference to the conceptual armoury of those_classical
contractual schemata to which it owed its origins.

28. - To take but one example, in the United States of America the
argument for a long time ran that leases could be adequately dealt with
either under the law of bailment (the "true" lease) or under the provisions
of Article 9 of the Uniform Commercial Code governing security interests
(the lease by way of security). Only the isoclated voice was to be heard
arguing for the inappropriateness of the remedies provisions of Article 9
to those leases which did not closely approximate to transactions
traditionally handled as security devices and in any event such voices were
still net willing to recognise the existence of a category of lease that
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- was amenable neither to classificapion. within the category of bailment
contracts nor to classification within the category of conditional
salg/gecuripy: interssts. Admittedly.. this thinking has now undergone a
radical. transformation with the approval on 9 August 1885 of the :Uniform
Perscnal Property Leasing Act by the National Conference of Commissioners
on Uniform State Laws, '

29. ~ The nefarious consequences flowing from this longstanding failure
to recognise the inadequacy of the legal treatment of leases resulting from
the indiscriminate application to them of the conceptual framework of the
classical contractual schemata were compounded by the plecemeal nature of
the attempts made over the years by the legislator to grasp the nettle of
the legal nature of leasing. At times the legislator addressed itself %o
the fiscal aspects of leasing, at others it regulated the accounting
aspects of leasing, at other times again it established the necessary
conditions for leasing companies to operate in certain countries, but only
rarely did it get fully to grips with the legal nature of leasing.

- 30, - The international potential of financial leasing was certainly
not enhanced by the conspicuous failure to adopt a consistent msttitude to
its legal treatment from one jurisdiction to another, What started life in
the- Anglo-Saxon. world as a form of bailment- lease was, for instance,
absorbed-irito countries with a civilist tradition” as ‘something more in the
nature’ ‘of “a’ coriditional “salé., 'This' proved’ t8' be a 'soqué-‘OfV:légal
uncertainty in cross-border’ transactions) ownership for example being
differently attributed accofdihg to thé jurisdiction seized. “

3l. - Unidreoit’'s thinking in embarking on the preparation of uniform
rules on the leasing contract was at one and the same time to bestow on the
atyplcal leasing transaction known as financial leasing a separate legal
infrastructure of its own conceived with its particular characteristics in
mind rather than on the pattern of the traditional contractual schemata and
thereby to remove those elements of legal uncertainty bedevilling the
realigation of ahythihg like financial leasing's full potential at the

crosg-~border level.

Some general remarks about the draft Convention

32, - In distinguishing this atypical lease from those neighbouring
legal concepts to which it had previously almost invariably been
assimilated, the authors of the draft Convention singléd out:two factors as
being of crucial importance: first, the dynamic;‘pivbtal role played in the
transaction'by”the lessee who selects the équipment and supplier on its own
with a concomitant reduction in the role of the lessor whose ownership is
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stripped of virtually all the normal attributes of that quallty and whose
interest in the..transaction "is” the purely’ flnanc1al one of recouping its
cgpltal 1nvestment _ secoridly, the leasing agreement between lessor and
Iessea is concluded for a “term’ which takes the period of . economic
amortlsatlon of - the . equipment into con51derat10n whence the essentlally
flnanclal nature of the transactiorni for the leseor, in that the lessee's
payment of its rentals is not merely consideration for its right to use of
the equipment, as would be the case with a typical bailment, but also
guarantees the lessor the amortisation of its capital invéstment.

33, _ It was around a.core made up of these twin characterlstlcs that
the authors of the draft -Convention set about building a distinct legal
framework for the sui generzs type iof lease.. Whilst it was true that in so
far as the constltuent elements of .this novel transaction were a sale and a
bailment the basic rules to be applied in regard to this transaction would
be those of the law . of sale and the -law of bailment, it was equally true
that to the extent that this_no#el.institution had in fusing these two
contracts into a complex new transaction to meet new market needs rendered
certain concepts of the law of sale and the law of bailment inappropriate
to, and inadequate for the resolution of legal issues arising in connection
with this legal hybrid, these basic rules would have to be suitably adapted
in fashlonlng this new legal framework. Reflecting the origins of the hew
institution in the creativity of the denizens of the financial world it was
the opinion of the authors of the draft Convention that in shaping this
"legal framework it would be more profitable to have foremost in one's mind
“"the economic finality of the transaction, as reflected by the parties in
their respeetive_agreements?‘than simply slavishly to try to force the new
transaction into the ‘Conceptual framework of the classical contractual
schemata out of which it had evolved... '

34 - The vefy circumstances which had called inte being the new
ﬁrensaeﬁion, that is the inadequacy of the existing range of financial
teChﬁiques to meet newly perceived market needs, moreover provided a clear
ezgnal to the authors of the draft Convention to be on their guard against
in any way seemlng to 1mpose a legiglative straitjacket on the object of
‘their attentions. Its dynamic, hybrid nature, forever sprouting’ new
varieties to respond to changing market conditions, made the authors of the
draft Convention keenly aware of the need to safeguard its inherent
creative potential by leaving the parties maximum freedom in their
contractual relations with one another. " Moreover, this convinced the
authors of the draft Convention that their efforts would be better. employed
in ‘clarifying a limited number of fundamental points, capable of bringing
cut  the "atypibel nature of financial leasing, than in endeavouring to
achieve & systematlc un1f1cat1on of all legal aspects of the subject, all
the more- so as " the’ more one went into detall the more likely was one to
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become embroiled in aspects of the law governing the traditional sale and
bailment contracts and the greater the differences between the manner in
which these aspects would be regulated from one legal system to another.
Concentration on such a limited number of fundamental aspects of financial
leasing could, morecver, for the same reason be reasonably expectéd to
enhance the chances of the acceptance of the end-product of this exercise
by a large number of Contracting Parties. '

35, - One preliminary issue which fell to be resolved in delimiting the
ambit of the draft Convention was whether to restrict one's efforts to the
tripartite lease commonly known as financial léasing'or whether to broaden
the area of inquiry also to encompass the type of leasing génerally
referred to as operating leasing. The major factor which determined the
decision of the authors of the draft Convention in thise resbect has already
been adverted to above, namely the idea that the draft Convention should
confer a separate legal status on the atypical lease capable of
distinguishing it once and for all from thoseé neighbouring legal concepts
with which it had previously been the tendency to confuse it. Whereas
there is undoubtedly a good deal of operating leasing engaged in by lessors
operating in exactly the same manner as they would in a full-pay-out
{financial lease, notably in container leasing, and whilst it is true that
there are many cases where it is only possible to determine with certainty
whether the type of lease being used is a financial lease or an bpefating
lease depending on what finally happens to the 20% or 30% residual factored
in by the lessor at the outset of the lease, the fact is that the operating
lease deoes not typically present the hallmarks of atypicity, referred to
above in §32, commonly found in the financial lease, to wit the leading, .
dynamic role played by ‘the lessee in the selection of the supplier and the
equipment and the correspondingly subsidiary, purely financial role played
by the lessor, on the one hand, and the link between the leasing term end
the period of economic amortisation of the equipment; on the other. As
such the operating lease does not present the same problems of awkwardness
of fit in the classifical contractual schemata and iz indeed generally
amenable to treatment as a bailment.

36, - In particular the restriction of the ambit of the draft
Conventicn teo the trlparblte financial lease was essential to the draft's .
whole underlying philosophy, in that the reason for 1nsulat1ng the lessor
in most cases from liability for the condition of the equipment was because
its role was purely financial in character, a ceonsideration which would rot
apply .in the typical operating lease, " particularly in that type of
operating lease where the lessor produces the equipment itself. Likewise,
one of the principal reasons for focussing on financial leasing was
precisely to deal with those special legal problems that arise out of the
complex, tripartite nature of financial leasing, in particular the absence
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of contractual nexus between the supplier and the lessee, problems which do
not arise with the typlcally bipartite operatlng lease. There was not the
same need for an 1nternat10na1 “instrument, indeed for any leglslatlon at
all, where all the partles had to do was to write thelr own contract as
was the case w1th the typlcally blpartlte operatlng lease.

37. mkRecent developments' in tbe leasing world have nevertheless
contributed to blur considerably the 11nes of démarcation between financial
leasing and operating leasing. Thus for economic reasonsg leases entered
into' with airlines in deyeloping. countries are lnow freeuently termed
“operatlng leases?, while seeming nevertheless in substance to remaln
w1th1n the contours of the draft Conventlon. The alrcraft is purchased
from the manufacturer by a flnan01al 1ntermediary who in turn leases it to
a, national airline. Furthermore, the Draft Operatlonal Regulatlons adopted
by the preparatory committee of the 31gnatory States of. the 1885 Conventlon
Establlshlng the Multilateral Investment Guarantee Agency (MIGA) contained
certain recommendatlons to MIGA's Board the effect of whic¢h woule be to
allow for MIGA eoverage of lea31ng arrangements on condltlon enter alea,
that the lease was an operatlng lease, However this requ1rement ‘should
again be seen more as a questlon of term1nology than of substance, the
underlylng intention being to dlstlngulsh an eligible investment from ‘a
transactlon that is nothing more than an export credit substitute. “Article
12 (a) of the MIGA Convention provides that "ellglble 1nvestmenté'shall
1nclude equlty interests ... and such forms of d1rect 1nvestment ‘as may be
determlned by the Board" of MIGA. T

38. - Whlle the ‘draft Conventlon was originally conceived as uniform
rules de51gned to clarify the 51tuatlon with regard to the suil generis type
of lea31ng in general albeit in partlcular with a view to facilitating and
promotlng cross—border transactions, this idea soon had to be sacrificed in
view of the “well-known reluctance of certain States to become parties to
1nternatlona1 1nstruments the effect of whlch will be o impinge -on their
domestlc law and’ for this reason’ the draft Convention's application -isg
limited to intermational financial leases. However, the authors of the
draft Convention never lost sight of the fact that for the vast majority of
States that have no legislative infrastructure specifically addressing the
atyplcal leas1ng transactlon the greatest usefulness of -the body of uniform
rulee contained in the draft Convention may well prove to be as - the ‘basis
of domestic law de51gned to fill thls leglslatlve vacuum, '

39, - The provisions of the draft Convention have been divided up into
three parts, although it is important at ‘this stage %o bear in mind the
limited obgectlve of the authors of the draft Convention in making: this
de01510n, namely to enable them better to 51tuate the problem raised by the
prov151ons of Artlcle 14, to wit whlch prov151ons of the draft Convention
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should be amenable to derogation. A first series of articles (Chapter I:
Articles 1-3) delimits the future Convention's sphere of application, both
substantive -and geographic. :This. is followed by the main body of
substantive uniform rules contained in the draft Convention (Chapter II:
Articles 4-13) dealing with the rights and duties of the parties to the
financial leasing transaction. These provisions can be further sub~divided
inﬁo thoée“dealing‘with-the parties' rights and duties Znter se (Articles
4, 7, 8, 9, 10, 11} and those dealing with the rights and duties of the
parties with regard to third parties or outsiders {Articles 5, 6, 7 (1)(b)
and {¢)). “The other two articles at present contained within Chapter II
(Articles 12 and 13) are in fact more concerned with the draft Convention's
sphere of “application. The main purpose of Article 12 is to extend the
appllcation of the draft Convention to those financial leasing transactxon,
commonly kriown as leveraged leases, in which in return for putting up a
large part of the Investment represented by the transaction, one or more
ienders will receive an assignment from the lessor .of the stream of rentals
ﬁrQVided'for under the leasing agreement. Article 13, on the other hand,
séeks to extend the application of the draft Convention to sub-leasing
arrangements. The proper place for these provigions as such may
accordingly finally be found to be in a revamped Chapter I encompasgsing, on
the line of other recent international instruments adopted in the
commerc1al law field, both "sphere of application and general provisions',

although this would prebably not be appropriate for Article 12 {2}, dealing
w1th the lessee s right of assignment. Such & revamped Chapter I would
also be aole to absorb the third group of provisions at present contained
1n the draft ‘Convention '(Chapter III: Articles 14. and 18), which are
general prov181ons traditlonally found in 1nternat10nal instruments of this

11k

" III. - COMMENTARY ON THE BODY OF THE DRAFT CONVENTION
Title

L 40. - In ‘common w1th other texts emanating from Unidroit committees of
gpvernmental experts, this text is styled a draft Convention. Its title
;ndlcates that it is concerned essentially with that type of leasing
éomhohly"known as financiasl leasing and with ‘only the international
manifestations of that phencmenon. As we have already had ocdasion to
note, the delimitation of the ambit of the draft Conivention by reference to
international transactions is in no way intended to prevent those States
the primary concern of which would be for leglslatlon to govern domestic
financial lea51ng transaction = so to extend the draft Convention's
application. Its dellmltatlon by reference to f1nanc1al leasing goes back
to the same occasion, namely the fourth sesaxon of the Unidroit Study Group




- 28 -

when it was decided that the previous denomination of the subject-matter of
the draft Convention, as the sui generis type of leasing transaction; was
less felicitous than the name by which it had generally become known. The
idea also was that the gualification of a legal institution as &u7 generis
was not normally something that one would expect to find in a statute, let
alone an international instrument, being a matter more appropriate for
debate among legal scholars, It nevertheless  remains true that the
inclusion of the words "sui generis” in the title, and indeed also in the
preamble up until the first session of governmental experts, had the
advantage - of alerting the reader straight away +to -the fundamental idea
behind the draft Convention, namely to enshrine thérein the recognition of
a new legal category that should no longer be  confused with those
neighbouring legal concepts from which it traced its origins. This concern
has once again become topical, as alluded to earlier in~ this report, .in
view of the increasing blurring of the .distinction between financial ‘and
operating leases. The specific expression "financial leasing" employed in
the title should, accordingly, not be read as anything more than a term of
art to encompass that particular type of transaction which is subsequently
defined in Article 1 (2). : -

41, - Diffeérences of opinion emerged as to the most' suitable, French
title for the draft Cenvention. The Unidroit Study Group had come up with
the appellation "location financiére', drawing inspiration from the titles
of legislation passed in several - jurisdictions belonging to the Latin
linguistic traditicn {notably the Belgian 1967 legislation which spoke of
"location-financement'", the Spanish legislation of 1977 which employed the
term "arrendamiento financiero'", the Colombian legislation of 1979 which
also spoke of Marrendamiento financiero", the Portuguese legislation of
1979 which spoke of locag8o financeira", the Venezuelan legislation of 1982
which again employed the term "arrendamiento financiero”, not to mention
all Italian 1legislation on this subject which speaks of 'locazione
finanziaria"), However, certain French-speaking representatives attending
the first session of governmental experts took exception to ‘this
appellation in view of what they considered to be the primacy of the term
"erédit-bail" to denote this activity in the French language, after its use
in the French legislation of 1966 and subseguent hallowed usage in France,
notably in an 'arrété" on the Frenchification of terminology imported into
France. from abroad. ' ' o

Preamble

_ a2, - Enshrlned in the preamble, in particular in'the*second and fourth
clauses thereof is the basic phllosophy underlylng the draft Convention,
namely that in order to foster the wider use of flnanc1al leasing at a
crossrborder level, ,-1t is 1mportant to remove the impediments to such
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cross-border transactions deriving: from legal factors, and pre-eminent
amonig such legal impedimenis mist be counted the inadequacy of the legal
treatment at present generally meted out to such transactions. The
inadequacy of  this legal treatment,..as we have already had occasion -to
note, consists essentially in financiel leasing being generally forced this
way or that into one or other of the traditional contractual schemata, most
notably the contract of bailment, to which it owes its origins and within
the comfortable logic of which it has hitherto therefore almost invariably
béen thé tendency to try to accommodate- it. The authors of the draft
Convention adjudgedsﬁhat it was time that the distinctive set of iriangular
rélatioﬁships'créated by the financial leasing transaction should receive
an appropriate legal treatment of their own c¢ast with. their particular
characterlstlcs in mlnd ' -

: 43 - At the same time the authors of the draft Conventlon recognised
ballment to the fln&ﬁClal leaging transaction. Indeed in the fourth clause
of the preamble they ackriowledge that these rules had been the starting
p01nt ‘the fouhdation for the rules embodied in the draft-Convention., The
draft Conventlon, had, in taking over many of the rules, concepts and
termlnology of the law of” bailment had ~ to adapt this regulatory,
conc ptual and terminological ‘frameworkK so as’ adequately to reflect tﬁe
novel economic reality of financial 1easzng : ST :

44, -~ It did not escape the attention of the authors of the draft
Conventlon that not: only have some of the most outstanding récent growth
flgures for lea31ng been recorded in developlng countries but alsc that
financ1al 1easiﬁg has undoubtedly proven its worth in meeting Jjust those
cap1tal 1nvestment needs which are at present S0 sorely felt -among
developlng countrles. ' In the ‘third ‘clause of the preamble thé draft
Convention accordlngly proclalms its authors' commitment to the need  to
make internaticnal financial leasing more available to developing
countrles.r Clearly this idea follows on from and is intimately connected
wlth those ideas expressed in the previocus clause of thHe preamble, that is
that 1n order to make international financial leasing more available to
developzng countries it is especially vital to remove those legal
impediments at present standing in the way of ‘greater cross-border leasing
trafflc with such developing countrzes, on the one hand, and to ensure that
a falr balance is maintained between the interests of the different parties
to the transactlon. one of which may well be in a developing country, on

the other.

:45; - Sﬁriking an 'eqﬁitablé balance between the interests of ‘the
different parties to the leasing transaction was an objective ever in the
forefront of the minds of the authors of the draft Convention. This search




- 30 -

was conducted both in the context of the two contracts making up the
complex financial leasing transaction and in that of the mutual relations

 of the parties inter se. The structure of the draft Convention is cast in

the image of the economic rezality of the transaction. " Whilst it
accordingly reflects the central, dynamic role played by the lessee, it
nevertheless also seeks to achieve an overall apportionment of the rights
and duties of all parties to ther transaction that mirrors their ?%{ erent
roles and levels of responsibility.in relation toe the transaction.

48. —~ From the very beginning the authors of the draft Convention,
bearing in mind the different philosophies underlying the treatment of
financial leases for accounting and.revenue purposes, on the one hand, and
_for strictly private law purposes, on the other, intended that the ambit of
the draft Convention should be delimited by reference to the private law
aspects of financial leasing alone, judging 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 provisions of the draft Convention impacting indirectly, albeit
involuntafily, on. such non-private law aspects of the subject as its
accounting and revenue treatment. In expressing this idea in the fifth
clause of the preamble, the authors of the draft Convention in .the  event
found the term "civil and commercial law aspects" preferable to 'private
law aspects" in the interest of accommodating those legal systems, notably
the BSocialist legal systems, which de not recognise the existence of a
category of private law relations.

. A7, - Another fundamental feature of the draft Conventién proclaimed in
the preamble has already been alluded to, namely the realisation by the
authors of the draft Convention that its chances of success could only be
enhanced by its concentration on a limited number of basic points capable
of bringing out the atypical nature of the financial leasing transactlon'
rather than by its attempting to achieve a systematic unlflcatlon of all

{14) One‘griter haglalready commented on the equitable distributien made .under the draft
Convention of the liability for product defects under a financial leasing transaction. Cf.
Amelia H. BOSS, Products Liability and International Leasing Transactions: The Unidroit Draft
Cbnyentinn, in Journal of Products Law 1982, 143 at 147, where she writes: B o
; -uzhg Convention de?ineé the tripartite transaction as consisting of both the leasing
agﬁeemeﬁt between-the”lpssor and lessee and the supply agreement between the lessqr and
supplier, This broad céverage allows the Convention to consider both relationships together

in fashioning its rules to achieve symmetry and equity between the parties. For example, the
liability of the lessor for defective products may be limited while the supplier's liability
is expanded; the lessee 1s still allowed recovery for praduct deFects but the llablllty is

more equ1tab1y dlstrlbuted between the partles "
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legal aépeqts of the subject. This idea is intended to be conveyed in the-
fifth clause of the preamble by the employment.of ‘the word "certain" before
the words ™uniform rules"., The corollary of this idea is that whole areas
of the law relatlng to financial leasing will be left outside the draft

_Ccnvention. The authors of the draft Convention weres thereforé at the same

time awsre of the need to ensure that its avowedly limited scope did not:
jeopardise its basic underlying purpose, namely to ensure that the atypical
leasing trangaction which it addresses is henceforth treated separately

from those nelghbourlng legal concepts to whlch it has hitherto tended to

be,ass:m;lated, Thls concern is echoed in the prov131ons of Article 15'

().

._'48 - Spec1al 1mportance attaches to the preamble by virtue of the
1ncorporat10n in Article 15 (1) at the final session of governmental
experts of 8 reference to the '"object and purpose" of the draft Convention'
"as set forth in the Preamble". I+ would thus be incumbent upon those
called upon to interpret the future Convention to have special regard to
the obgectlves of the Contracting Parties as proclalmed in the preamb]e. '

Article 1

49, - The opening article of the draft Convention delimits its
substantive . ‘sphere of application. The subject-matter of the draft
Convention already having been generically defined in the title and the
preamble ‘as, ”1nternat10na1 financial leasing", this article sets out what
may be. regarded in substance as a definition of "financial ' lea31ng",
leaving Article 2 to. set forth the conditions that have to be me't for a
given financial leasing transaction to be regarded as "internat1onal" for
the purposes of the draft Convention.

50. = As has . a1ready been mentioned above._the defznltlon adopted in
Artlc]e 1. is closely modelled on the definition of "equipment ]ea51ng"
adopted after protracted negotiations by Leaseurope in 1977. The fact that
the reaching of agreement on this definition of the act;vzules pursued by
its members caused Leaseurope such difficulty is eloguent testimony of the
often widely differing conceptions of leasing from one country to another,
even within the relatively limited geographical confines of Western_Europé,

51, -~ Whereas the provisions of Article 1 present many of the
characteristic - traite of a legal definition, this is deceptive. ~ The
contents of Article 1 are not sc much a legal definition of "financial
leasing" in the broad, loose sense in which that ‘term is employed and
understood in everyday parlance, for to embrace in one definition all the

" possible variations on the hybrid mechanism generically referred to as
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"financial leasing" would probably be not only to attempt the virtually
impossible but also unnecessarily..to restrict . its .future pattern of
evolution, as.a description in the first place of. the mechanics of. a finan-
cial leasing transaction.and secondly‘dfuthose ingredients of the financial
leasingutraneegtion that establish. its atypical credentials in relation to
those neighbouring legal concepts with Whiehiby virtue of its_prevehance it
has so much in common and with which it has accordingly in the past all too
often been bracketed. V

32. ~ The . combined effect of paragraphs 1 and 2 is prime facie to
exclude various types of leasing transaction from the ambit of the draft
Convention. Foremost among the types of leasing that are not intended to
be covered by the draft Convention are operating leasing and short-term
leasing, sometimes known as renting. This exclusion is implicit in the
provisions of Article 1 (2){¢) which make it a necessary 1ngred1ent of the
type of lease governed by the draft Convention that there is a link between
the rentals payable under the le351ng agreement and the perlod of economlc
amortisation of the leased asset, a link which would not normally exist
under an operating lease or a rentlng agreement. However, bearlng in mind
the increasing blurring of Fhe distinction between "financial leases" and
"operating leases" of late, the authors of the draft Convention took
the view that it would not be appropriate to exclude its application merely
by virtue of the fact that the transaction in question is denominated an

"operating lease'" rather than a "financial lease." This intention is
conveyed by their inclusion of the words "as defined in paragraph 2 of this
article" featuring in the chapeau of Article 1 (1}, The definiticnal

ingredients listed. in Article 1 (2) are accordingly not so much
definitional 1ngred1ents of the financial lea51ng transaction as that term
is understood at any given moment in time as definitional ingredients of
the type of transaction singled out for treatment under the draft

Convention.

53. - By virtue of the basically tripartite nature of the transaction
addressed in the draft Conventlon blpartlte lea51ng transactions are also
excluded from its scope of application. It ig moreover prlmarlly the
gpecial financial role played by the lessor in the transaction addressed by
the draft Conventlon that determlnes its atyplclty ’ Where there are “only
two partles to ‘the transactlon, ‘| suppller' and ‘a user, “the - case for a
derogation from the tradltlonal rules of the law of ba11ment becomes ‘that
muich more difficult to justify. ° .

54, ~ That type “of fdnancaal lease, above all practised in the real
estate fae]d known as '"sale and lease-back" is excluded® from the ambit of

(15) Cf. sbove §37
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_ the draft . Conventlcn by virtue of its. opening articlets reférence to the
_ fact . that the equipment to be leased is- acquired by the leéssor from the
::supplier- in the.typical sale and lease-~back situation the acquisition of
;the_ltem te -be leased to the lessee is-effected between lessee and lessor.

55. - Another prima facie exclusion from the draft Convention results
from the type of property singled out for treatment thereunder. The
.delimitation of the substantive sphere of applicetion of the draft Conven-
tion.by reference to "plant, capital goods or other equipmént" ig meant to
.exclude .real estate leasing ‘and ‘to Testrict its application to personal
property leasing. The reasons underlying the -decision not to tackle real
estate leasing were essentially two-fold: first, the limited incidencé of
real estate. leaging at  the c¢ross-~border Iével and, secondly, the ercrmous
~difficulties that would. inevitably arise in any attempt to unify prlnciples
of thF 1FW of. real property and the law of personal property in the same
text. Lo :

: 56.-— Artlcle 1 (3) excludes another category of leasang from the: draft
Lonvention -and -this - is consumer leasing. In view of the d:fferent
philosophies generally applied ta consumer transactnons,‘on the one hand
and toe nanscongumer itransactionhs, on the ather, ‘it was cans:dered politic
o Limit  the appllcatlon of - the: ‘draft’ Convention to the 1atter. This
decision was elearly addltlanally Justified by the decision to_restrxct its
sphere -of application to Jnternatlonal transactions, conSumer”transactions
not generally being 1nternatzonal 1n character. The language employed for
the purpose of’ achieving this exclusion was modelled on the correspond:ng
provision: (Article 2 ({(a)) of the 1880 United Netions Convent:on 'on
Contracts for the Intérnational Sale of Goods {hereinafter referred to as
"the Vienna Sale Convention®). The SLgniflcance of the addition of the
word" "primapily" in Article 1 (3) of the draft Conventlon to the fbrmula
employed-in’ Artnole 2 (a) ‘of the Vienna Sale Convention lies in the fact
that "othefwise, the crlterion for determinlng whether a given transactIOn
iswor is not to be con31dered a consumer transaction for the purposes of
thé draft Convéntion being not the nature of the equipment as such but
radther ‘the use to which it is intended to be put namely '"the lessee's
personal, family or household purposes", there would be a risk that the
fhture*Cdnvention might épply in certaiﬁrcases to goods which ordiparily
were not intended to be used for specifically business or professional
purposes and could just as well be used by a consumer but which, by reason
of the party making use of them, namely a business, would become subject to
the draft Convention. ' '

" (18) Cf. also §63 below.
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B7. - Two types of leasing transaction that are intended to be within
the purview of the draft Conventicn, on the other hand, are that species of
financial lease known as a leveraged lease “and f1nanc1al sub~leasing
arrangements. The appllcatzon of the draft Convention is specifically
extended to these types of financial lease, to the former by the provisions
of Article 12 (1) and to the latter by the provisions of Article 13,

58, — The first feature of the atyplcal f:nanc1al 1ease to which we are
1ntroduced in Article 1 is that it is a complex, bas1cally tr1part1te
transaction embrac1ng two agreements, a supply 'agreement betWeen the
suppller and the lessor and a lea51ng agreement between this same lessor
and the’ lessee. One of the prlme objectives of the authors. of the draft
Convention has all along been to ensure that the type of lease addressed in
the draft Convention should no longer be treated as two separate contracts
but rather as a s;ngle, complex transactlon settlng of £ the 1nteractlon of
two mutually 1nterdependent agreements The factual ronnert]on between the
two constituent agreements of this transaction is brought out . in that
provision of the draft Convention (Article 1 (1}{a)) which states that the
supply' agreement is concluded on terms approved by the lessee. The
prev1ous treatment of this transactjon as two dlstlnct agreements has
proved to be the source of much dlstortlon of the eeonomlc real1ty
underlylng the parties’ 1ntent10ns. The purely financial nature of the
lessor s 1nterest in the transactlon and the case for Jts, consequent
Jnsulatlon from that llabnllty in contract and tort that would normally
flow from its capa01ty of lessor would not, for example, emerge from the
lea51ng agreement viewed in 1solat10n they only make sense when ‘the
motives of the parties to the two agreements are seen in the ‘overall
context of the szngle complex transaction that prov1des the l]nk between
the mutual rlghts and dutles of the dlfferent part:es

598, - ThJs formulation of the- type of lease addressed 1n the draft
Convention in terms of a complex, trlangular relatlonshlp enables the draft
Convention to bring out, and at ance to focus on the fundamental element of
its eriginality, that is that element which justifies the atypical legal
regulation that follows: the essentlally financial nature’ of the
transaction. As one cammentator on’ the draft Convention has- ‘noted, - thisg
means that”Mthe lessor's role is that of lender, the lessee's role is that
of borrower. Instead of lehding money ' directly for the purchase™ of
equipment and then securing repayment of the debt through the pledge of the
equipment as collateral, ‘the lessor purchas®es 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."

{17) Cf. Walter E. MAY, International Equipment Leasing: The Unidreit Draft Convention,
in Columbia Journal of Transnational Law 1984, Vol. 22, 333 at 341.
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60. — The dther side of the coin, as it were, to the lessor's purely
Tinancial rols in the transaction is the lessee's dynamic¢, pivotal role.
- Thig provides the’ other principal hallmark of the originality of -the
atypical ‘leasing transaction spelled out in Article 1, namely that it is-on
“the specifications of the lessee that the lessor acquires the equipment to
‘be Ieeeed”from the eupplier. The reality of financial leasing is indeed
‘that the techhical specifications of the equipment, the terms of payment
‘and del:very are worked out directly between the lessee and the supplier,
with delivery being made direct by the supplier to the lessee. It ig-"thus
=4 relatsonehlp effectively beyond the contractual pale that underpins to a
large extent the logical bas:s of the atyp1ca1 chain of rlghts ‘ahd duties
generated by the financial leaelng transaction, in the sense’ that the
lessee and the suppller are never at any stage ‘so-contractants but ave
eesentlally respen51ble through their deallnge w:th one ancother for the
selectzon, w1tH a view to the subsequent use, of a partlcular item of
Aequapment “the lessor' g role belng confined to the" 1n3ectlon “of  the
‘ necessary capatal for the acquzsxtlon of the equipment. - It ‘is this
quas:—contractual relat:onshjp petween lessee and supplier ‘which was Felt
. to merit not only the shifting in the draft Convention® of many of the
r:ghts and duties ‘normally associated under a lease with the lessor onto
the leesee but more specxfucally the recognition, in Article 9 (1Y), of-‘the
leesee s r:ght to sue the euppl]er directly for the latter's breach ofthe
. ferms of the supply agreement The recognition of this right apart, “the
only legal lnnk between the lessee and the suppl:er in the context ‘of the
fnnanrlal lea51ng traneactlon lzee through the lessor. = The lessof indeed
135 the rontract:ng party common to both legal relatlonshnps underlying ‘the
romplex flnanc1al 1eae:ng transaction, bound as it is both to the supp11er
under the eupply agreement, prov:dzng for the acqulslt:on of the ‘asset to
‘be leased and to the lessee under the 1eaeing agreement grantlng the
leseee the r:ght to use the asset acqulred under the supply agreement.

61. - Up untzl the first sesgsion of gpvernmental experts the cpenzng
art:cle of the . draft Convention had specifically referred to, “the
,“trzpartxte" nature of the transaction addressed by the draft Convention.
.This was, however, considered inaccurate in so, far as, as has already been
. mentioned, the future . Convention also encompasses that special type af
- financial lease known as a leveraged lease, in which there W111_be more
‘than  three parties. . Moreover, the basic _tripartite pattern of the
transaction singled out for treatment under the draft Convention is already
rlear enough from its description in Article 1 (1. o

. 62. - Originally, moreover, the authors of the draft Convention had
soughf to drive home the distinctiveness of the type of lease addressed
therein by the employment of dnetlnctlve 1nd1c1a to denote the three
parties to the trarnsaction. Thus, instead of the traditional appellations
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"manufacturer", "lessor" and "legsee" ‘the. Study Group had at one time
preferred the tétms ”supplier", "financier" and "user" respectively. This
choice of labels was designed to reflect the essential role played. by each
party in the transaction. The term "financier" was however considered to
be dangerous as a tabel and, while maintaining_the term "“supplier", for the
other two parties the authors of the draft. Convention reverted to the
traditional appellations ‘of “lessor" and "lessee", preferring to
distinguish these partzes from the classical lessor and lessee by their
description of their atyplcal functions in the context of the financial
lease,

- 83. - The subject-matter of the draft Convention is'fﬁrtber delimited
by reference to the. types of equipment Whl?h are, subgect o the draft
Convention. For the reasons expounded above, the authors of the draft
Convention decided to leave real property outside the scope of the future
Convention and to coéoncentrate their attention on what is generaly known as
equipment leasing. In defining the "eguipment'" covered by the draft
Convention Article 1 (1){(a) adopts the definition employed in the
aforementioned Leaseurope definition, to wit plént, capital goods or other
equipment. This definition must clearly be interpreted in the light,
first, of the additional delimitation of the substantive sphere of
application of the draft Convention introduced in Article 1 (3), name Ly
that the equipment must be of a type that will not be used primarily for
the lessee's personal, family or household purposes, the intention here, as
has already been explained, to exclude consumer movables, and, secondly, of
the decision to exclude real 'estate leasing from the_ambit of the draft
Convention. While the authors of the draft Convention were clear in their
own minds that the draft Convention was principally designed to cover the
leasing of movables, they nevertheless rejected the idea of spelling this
out more explicitly, on the ground that this would .probably involve
introducing terms 1like 'movables” and ‘"immovables®™ intoc the draft
Convention with the considerably differing meanings attributed to these

notions from. one legal system to another. The principal socurce of
d:ffaculF on this score was the referencé in the draft Convention to
C "plant'. While there was ho doubt that plant leased as a chattel which

) subsequentlyl became annexed to. -land would:  qualify as equipment and
accordingiy fell within the scope of the fubure Convention in Common law
jurisdictions, the same was not necessarily felt to be true where the
chattel leased began life as. a fixture: - The authors of  the draft
Conventions were not in the end convinced of the desirability of adding the

(18) CF. §55 above. : .
(19) "Plant" is defined in the Shorter  Oxford English Dictionary as “the Fixtu?gs,

implements, machinery, and apparatus used in carrying on any industrial process',
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qualification ”movable" befdre the word "plant', for the'réasdn adduced
earlier in this paragraph and decided accordingly to leave the matter
open. Thus, whila' the draft Convention was never speéificaily intended to
apply to real estate, its accidental application thereto cannot be ruled
out. in those cases where this follows from the 1nterpretatlon given to
“plant" by the ceurts of a given country. The disadvantages inherent in
this approach were consxdered_by the authors of the draft Convention to
‘outweigh the aforementioned advantages of not'having to introduce the
- slippery notions of "movables" and "immovables" into the text of the draft
Conventlon.

64, - As_regards three particular classes of equipment, airéraft; ships
and rolling stock, a. change of th1nk1ng by the authors of the draft
Convention means that, whereas there was originally, from 1975 to 1977,
”erelzng that it might be better to exclude the le351ng of these specxal
classes of equipment from the scope of the draft Conventlon,QZQ?‘ln the
generally =accepted interest of ensurlng the draft Convention as broad a
scope of appllcatlon as possible these items of equipment have since then
definitely been intended . to bé-;covefed by 'the; future Convention,
 notwithstanding the undeniable difficulty of classifying aircraft, ships
and rolling stock in the same category as the general body of capital
‘goods. Their inclusion was never felt to require any specific mention in
the text, as, failing their eXpress ‘exclusion, their inclusion would follow
implicitly under the umbrella of the term "capital goods".

. 65, - Artlcle 1 {2} sets out those essentialia, those characteristic
'tralts ef finarncial leases which must be present for a given financial
leasing transaction to be subject to the draft Convent:on! However, it is
importént to béar in mind that. the chéracteristiés listed in this paragraph
are merely intended as features illustrative of the type of lease singled
_out ~for-attention by the authors of the draft Convention, as indeed
- prefigured by the words "as defined in paragraph 2 of this article' in the
chapeau to Article 1 (1), and are not therefore intended to be exhaustive
definitional :i.ngr'edients.-(21 The importance of this paragraph lies in its
spelling out of those elements which determine the sui generis credentials
of the type of lease addressed in the draft Convention and thus provide the
logical premise from which the subsequent articles of the draft Convention

can then draw the original consequences.

66. ~ These' characteristics formerly numbered six. Of those that have
been lost en route, one was relocated in Article 3. The reason for this

(20} cf. §§2,5 (vi) above.
{21) sut of. §52 above.




- 38 -~

~relocation was that while the inclusion in the leasing agreement of an
cption to purchase was a sine qua non @f a financial leasing tranéaction
under certain legal systems, under others its inclusion would alter the
nature of the transaction, changing it instead into a hire-purchase or
‘conditional sale transaction. Another, providing that the lessor was owner
of the :leased asset .throughout the term of the Ileasing agfeement, was
dropped because it would hot necessarily corréspond to all financial
~leasing transactions, some of which used sub- leasing'afrangementsi The
other, specifying that the type of leasing transartlon addressed by the
draft Convention embodied "one or more agreements"' was considered by some
to be a pleonasm, in so far as it was true of any contract that it could be
expressed in one or more contractual documents, and by others to be
misleading in that the fact that‘many financial leasing transactions were
laid down in one document did not'élter the fact that it was still made up
of at least two contracts, a supply agreement and a leasing agreement. The
committee of govermmental experts adjudged that the idea behind this clause
was moreover already conveyed in Article 1 (1).

67. — The first of the surviving characteristics of thé financial
- leasing transaction covered by the draft Convention is set out in Article 1
(2){a). Especial importance within the scheme of the draft Convention,

notably as the basis of the shifting of the normal disposition of so many
of _the rights and duties of the parties under a traditional bailment
contract, attaches to this clause. The lessee it is that is respongible
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
ﬁéfk.ouf.directiy such matters as the conditions of, and the time to be
allowéd féf delivery, alteraﬁioﬁé, improvements, the conditions of, and the
time to be allowed for payment The lessee may in making these choices
rely on the advice of third party experts but will essentially conduct
negotiations with the supplier on its own as a reasonably informed user of

the type of equ:pment it reguires. The’ lessor s interest in the transac-
tion belng purely flnanrlal ‘its technical involvement will normally be
porrespondlngly nil. It follows- from this  that it would be- morally

Jndefen81ble for a lessee that has had ample opportunity to check on the
technlcal su1tab113ty of the equipment required-by it prior to delivery to
pe able to blame the lessor for its owh -bad cholce when - the equipment upon
delivéry prdves "to be unsuited to its - requirements..  This = clause
accordingly provides the logical premise for that general insulation df the
lessor from that liability towards the lessee that would normally attach te
its capacity as lessor of the.eguipment (Article 7 (1)). It also furnishes
the justification for the lessee being made a third party benefibiary of
the duties assumed by the supplier under the supply agreement {Article 9
(1)).- The technical specifications regarding the ecquipment are, as we have
just sgeen, worked out directly between lessee and supplier but this factual
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link is not reflected in any contractual nexus, the result of which,
failing the provisions of Article 8 (1), would be to make it difficult for
the lessee to seek adeguate redress from the supplier for its failure to
deliver, late delivery or delivery of equipment that falled to mexsure up
to that stipulated. :

'68. - However, just as the authors of the draft Convention recognised
that it would be morally indefensible to make the lessor responsible .for
the lessee's bad choice, in Article 7 (1), so they also acknowledged that
there would nevertheless be cases, notably in international financial
1ea51ng transactions, where the large sums of money 1nvolved might at times
necessitate some abandonment of the lessor's technlcal neutrallty in
relation to the equipment, For instance, in the construction of a tanker
it would be common for the lessor and the lessee to agree to-have a team of
engineers on the spot to monitor the changes of design that would regularly
be called for. The lessor as owner and ag the party contracting with the
suppller would clearly be anxious to have the necessary technical expertlse
at its disposal to enable it to gauge the impact of any important change on
its financial commitment under the supply agreement as well as on its
potential 1iability towards third parties (in respect of rules of safety).
In accordance with the general intention of the authors of the draft

. Convention to ensure it as broad a sphere of application as p0351ble, it

~ was recognised that it would be undesirable to create an inference that,
~where and to  the extent that the lessor intervened in the sphere of
‘autonomy reserved to the lessee under Article 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 draft Convention. Accordingly Articles 1 (2)(a ) and
7 {1)(a) are intended to have the combined effect that, in cases where the
lessor's technical neutrality in relation to the equipment is less than
absolute - the justification for the word "primarily" in Article 1 {2){a) -
the transaction will still fall within the scope of the draft Convention
.but the general immunity from liability conferred upon’ the lessor vis-a-vis
the lessee is to be reduced by the extent tc which the lessor has
_intervened in the selsction of the supplier or the specifications of the

equipment.

69. - The provisions of Article 1 (2}(b) underline the fact that the
complex financiaml leasing transsction addressed by the draft Convention
will ordinarily compfise two contracts and. brings out once more the link
 between these two contracts, the lessor acquiring the equipment from a

. supplier in pursuvance of the agreement it has made with the lessee. The
somewhat vague wording "in.connection with" is designed to indicate that
fhe lessee's selection of the eguipment is neither necessarily
contemporaneous with, nor necessarily subsequent to the making of the
leasing agreement, but may in fact precede the conclusion of this
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agreement, further testlmony of the flexibility the authors. of the draft
Conventlon sought to build into the text. The faet that thlseprov151on, in
common with Artlcle 1 (l)(a) __speaks of the equipment beingu "acquired"
nrather than being “purchased” as at an earller stage, reflects the feeling
of the authors of the draft Convention that to say that the equipment was
"purchased" by the lessor would not be entirely accurate to describe the
case, frequent in the leas1ng of plant, where the Jland on which the plant
was to be bullt was 1ndeed purchased by the 1essor but where the plant was -
then constructed on this land by a -third party bullder. The words "to the
‘knowledge of the supplier are intended to ensure tbat the draft Convent1on
should only apply where the supplier is aware that the equ1pment in
questlon is to bé held on lease. This is partlcularly 1mportant in view of
the’ prov131on 1n Article 9 (1) extending the duties owed by the suppller to
the lessor under ‘the supply agreement also to the lessee.

700" - More than any other provision in the draft - Conventlontﬁ'lt is

" Article 1 (2)}{(c) which brings out the financial nature of the transactlon

addressed in the draft Convention. It does so by positing a necessary llnk
between the duration of the leasing agreement and the perlod of the useful
working 1ife of the leased asset. It is a hallmark of the - type of lease
addressed by the draft Convention that the rentals payable under  the
leasing agreement are not calculated in function of ‘the use—value of the
equipment as with ‘& traditional bailment, but in function, of - what is
necessary to amortise the lessor's capital investment. ' The measure of the
lessor's capital investment in this regard is expressed in Arfielell'r2)(c)
in terms of the whole or at least a substantial part of the cost of the
equipment. However, ‘aware as they were of the incidence of other factors
+ in the calculation of the lessee's rentals and with a view to ensuring the
" future Convéntion as broad a sphere of application as possible, the authors

“of the draft Cenvention introduced the qualificatory expression "in

particular" into the equation between the notion of the rentals payable by
- the lesseé undér the leasing agreement and the notion of thé -amortisation
" “of -the whole or & 'substantial part of the cost of the équipmént. - The

i addition 6f" these twé words, for instance, indicates “that  the 'éalcoulation

Pofi the 'lessee's rentals will also normally reflect the cost of - the
transaction to the lessor. It would also facilitate the extension of the
application of the future Convention to those leasing arrangements at
présént - under cohsidération  for - coverage undér MIGA: among the Draft
. Operational ‘Regulations - adopted by “the preparatory committee of the
‘signatory: States -of “'the MIGA Conveéntioh  in Séptember 1986 was one
recommending. ‘the coverage under MIGA of leasing arrangements under which
“the -rentals’ payablel are- “substantlally dependerit™ ons the preadction,
. .revenuesior proflts from the lnvestment progect" ' B
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71. - Doubts never+heless llngered in ‘the minds of one or two delega-
tions to the final session of governmental experts a8 to the felicitoueness
of the formulation of thig provision. One suggestlon was that a more
accurate ‘formilation would be to refer not only to the rentals payable
“under the leasing agreement but alsc all’ other fznanctal obltgatzone for
which the lessee was liable under the leasing agreement as being calculated
so as to take into account’ in’ partlcular the amortisation of the whole of
the cost of the'equipment What was had in mind by the reference to other
'lflnan01a1 obligatlons inéumbent upon the lessee under the leaelng agreement
apart from its rentals was the price at whlch the lessee would be entitled
to exercise any purchase option that might be 1ncluded in the 1easxng
agreeinent. The aim of brlnging this price into _the equation of the
lessor's amortlsation of ite cap1tal investment in Art1cle 1 (2){c)} was, by
enabllng the text to refer to the lessor 8 amortisation of the whole of the:
cost of the equlpment to avoid those difficulties that were felt to be
'.1mpllcit 1n referrlng to a "substantlal" part of the cost of the equlpment

'”’notably any lnference that a part of the cost of the egquipment dld not have

”i'to be amortlsed under the draft oonventlon.

: Article 2

, 72, - Thle artlcle dellmlts the geographlc sphere. of appllcat‘on of the
'draft Conventlon.: It baslcally sets forth the conditions to be met before
a glven flnanoial leas1ng transactlon ‘may be regarded as "1nternatlonal"
‘and- subJect to the reg1me1 of the draft Conventlon., The . reasons behind- the

__edec151on taken by the authors of the draft Convention to. restrict .its

,i sphere of appllfatfbn -to tnternattonal transactlons have. already been
lrehearsed above. . In draw1ng up thlS article the authors. of the draft

. Conventlon fbllowed closely the basic structure and terminology of the
' correspondlng provisions of the Vienna Sale Convention (Articles 1 (1) and
10 (a)) ‘and the 1983 Unidroit Lonventlon_on Agency in the International

Sale of Goods (hereinafter referred to as "the Ceneva Agency Convention")

{Articles 2 (1) and 8 {a)).

: 73, ~.Once it had. been decided to tie the draft Convention to
_specifically international transactions, it became necessary to decide
which should be the criteria for determining whether a.- given {inancial
leasing transaction is to be regarded as international for the purposes of
the draft Convention. The criterion normally employed to determine the
‘international character of a legal relationship in -recent international
commercial law Conventions is that of the place of business of each of the

{22) Cf. §38 above.




A2 —

{23)

. parties to the relationship in question. . This criterion was basically
- followed in the draft Convention. .-However;,K the difficulty with applying
this principle in the case -of the draft Convention was that, whereas in
most. of the cases addresged by such Conventions the relationship covered is
~basically a two-party relationship, the transaction addressed by the draft
Convention is basically  tripartite.. Of the three : possible: places of
business the Study Group elected to take those of lessor and lessee: and to
exclude the .impact of that of the supplier. The. reasoning behind this
-decision was that the leasing agreement -was the: fundamental i
relationship contained within the complex financial leasing transactlon
and that it was wundesirable. unnecessarlly to restrict  the = future
Convention's sphere of application. However, this decision was overturned
by the committee of governmental experts which considered that the imhact
- of certain of the provisions of the draft Convention on the supplier's
position, notably Article 9 (1), meant that some account had to be. taken in
. the provisions determining the future Convention's sphere. of application of
the subplier‘s.piace of business. Otherwise theré was, a very real risk
that the effectiveness of the lessee's remedies against the supplier under
Article 9 (1) might be jeopardised in those cases where the law applicable
to the supp’y agreement was not that of a State Party to the future
Convention, thus enabling the supplier Lo dinvoke in its defence the
argument that there was no contract between it and the lessee and thus
.defeat the lessee's exercise of its remedies under Article 9 (1), In
Article 2 (1)(a) the draft Convention therefore, while still taking the
fact that the places of business of thé lessor and the lessee are in
~different States and that these States ‘are Contracting ©States as the
fundamental crlterlon for the application of the future Convention, also
_reqguires that the place of bu51ness of the supplier be in a Contracting
State before the future Convention can apply. However, in recognition of
the fact that the lea51ng agreement is undoubtedly the fundamental legal
relatlonshlp 1n the complex financial leasing transaction, the place of
:bu51ness of the Suppller, it should be noted, does not also need to be in a
'State dlfferent from those in which the lessor's and lessee's places of
business are located: it gimply has to be in a Contractlng State.

74. - A traditional alternative connecting factor employed for the
,appllcatlon of 1nternat10na1 commercial law Conventions is that the rules
L‘of private’ 1nternatlonal law of the forum lead to the application of the

‘law of a State whlch has adopted the future Convention. This additional

‘f?3) Cf. Ffor exanple Artlcle 1 (1} of the Vienna Sale Convention and Article 2 1) of the

Geneva Agency Convention.
(24} Cf. El Mokhtar HBEY and Christian GAVALDA, Problématigue juridique du. leasing

er
international in Gazette du Palais 1879, 1  sem., (43 at 144,
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ground for the application of the future Convention is founded on the
premise that,_once it has been adopted by a State, then its rules should
govern all financial leasing transactions of an international character as
defined in the chapeau of Article 2 (1) in preference to its domestic law
which was conceived with only internal financiasl leasing transactions in
mind. 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 future Convention which, by virtue of this principle,
‘should apply to the transaction. The major difficulty in applying this
principle to the financial leasing transaction arose, as with Article 2
{(1){a), from the fact that the relations governed by the draft Convention
are not bipartite but tripartite. For the same reasson as has been
expounded in the previcus paragraph in respect of the solution reached in
Article 2 (1)(a), namely that, while the fundamental legal relationship in
the complex financial leasing transaction is undoubtedly the leasing
agreement, it is essential that account should also be taken in the sphere
of application provigions of the future Convention of their impact on the
_supplier, the authors of the draft Convention in Article 2 {(1)(b), whilst
aware that such an additional criterion would necessarily restrict the
. cases in which the future Convention would be applicable, concluded that
- for the future Convention to be applicable by virtue of .the operdtion of
“the rules of private international law it would have to be necessary not
~only for the leasing agreement to be governed by the law of a Contracting
State. but also -for the supply agreement to be governed by the law of a
..Contracting State. It follows that it does not matter whether the law
_applicable to-the leas1ng agreement is the same as, or differs- from that
. applicable to the supply apgreement: the only requirement is that these two
laws . should be .the laws of one or more Contracting States. .This
alternative connecting factor for the application of the future Convention
is, it should be noted, intended to include those cases where the parties
themselves designate the law of a Contracting State to govern their
respective contractual relations. :

75, ~ In line with Article 95 of the Vienna Sale Convention and Article
28 of the Geneva Agency Convention, it should be noted that Article F of
the draft final previsions capable o{ embodiment in the draft Convention
drawn up by the Unidroit Secretariat, however allows States to declare
at the time of becoming Parties to the future Convention that they will not

be bound by Article 2 (1)(b).

76. - The provisions of Article 2 {2) follow closely those of other
recent internaticnal commercial law Conventions {notably Article 10 {a) of
the Vienna Sale Convention and Article 8 (a) of the Geneva Agency

{25) Cf. Study LIX - Doc. 49,
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Convention). They are designed to indicate the relevant place of business
for the purpose of determlnlng the applicability of the future Convention
under Article 27(1) where one or more of the parties to the transaction has
more -than ‘oné - place of business. The relevant place of business is stated
to be that-which hag the closest relationship to the agreement in quesgtion,

that 1% the supply agreement or the leasing agreement, and its performance.
‘In" determining the closeness of this relationship the draft Convention
¢ invites.those ‘calléd upon to apply it to have regard tc the circumstances
known to or contemplated by the parties at any time before or at the
conclusion of the agreement in question.

Artiele 3

77. ~ This article Seeks to resolve the difficulties that arlse out of
the fact that, whereas the inclusion in the leasing agreement of an option
to purchase the leased asdet in favour of the lessee is in some
Jurisdictions, notably Civil law systems, an essential ingredlﬁnt of the
atypical leasing transaction -addressed in the draft Convention, under
‘other legal systems, notably Common law Jurisdictions, the 1nclu31on of
such an option would prevent the agreement being qualified as a lease at
all and would lead ‘instead. to its requalification as a hire- purchase or
conditional sale transaction. The purpose of Article 3 is thus essentlally
to preserve the application of the draft Convention in those jurisdictions
in which the ineclusion of a purchase option would otherwise destroy the
transaction's characterisation as a lease. Equally in those JuPlSdlCtlonS
which would normally regard the inclusion of such a purchase optlon as an
essential ingredient of its domestic financial leases ite effect iz +that
such a jurisdiction would have to recognise that a transaction could ‘still
. be a financial.leasing transaction for the purposes of the draft Convention
-even in the absence of any purchase option in the leasing agreement.

78. - There was a time when those among the authors of the draft
Convention who were more accustomed to a compulsory purchase option in the
. leasing agreement argued that this provision went to the essence of the
_Etpansaction addressed by the draft Convention and as sdch‘shoufd feature
hlamong the characteristic traits of the transaction set forth in ‘Article 1
”2(2 . However given the width of the gulf separating the attitude of the
'edlfferent legal systems on this- question of purchase options, it was ‘ac—
uknowledged that to elevate the stipulation of such a purchasé option to the

{268) In these countr1es suech a. purchase .opticn represents an. important part. of  the
“Flnan01al bargaln For both lessor and lessee,: the pre-negotiated price at which the optiom is
éxerclsabie refiectzng the amount paid by the lessee in rentais, cf, also §71 2bove.
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status of a definitional ingredient of the type of transaction addressed by
the draft Convention would be seriously to jeopardise the acceptability of
the future Convention in those jurisdictions where the inclusion of such a
purchase option would destroy the leasing agreement's characterisation as a
lease altogether. Likewise to attempt to introduce a clause in Article 1
(2) that would encompass the position taken by both groups of legal systems
on this point would, it was felt, be to introduce an intolerable degree of
legal uncertainty into the applicability of the future Convention. As it
_ stands under Article 3, the inclusion of an option to purchase in the
leasing agreement amounts to an optional ingredient of the type Of‘ieasing
‘transaction addressed by the draft Convention. “The future Conventlon is
intended to apply whether or not a ‘purchese option is 1ncluded in the
. leasing . agreement  in guestion. The authors of the draft Convention
‘concluded there was no good reason why the draft Convention should not
. apply regardless of the particular solution adopted on this subject in the
- individual - country. The draft Convention 1s after all speciflcally
addressed to international transactions and accordingly does not purport to
impinge on the varied situation existing in this regard from one country to
janother regarding wholly domestic transactions.

‘ 79. .~ The words "has or subsequently acquires' are inteﬁded'to_ihdicate
”that'this.provision covers both the case where the‘purchasé'oﬁtioﬁ‘is
. conferred- under the leasing agreement itself - the word "has" is':the
-approprlate word here - and those cases where it is either conferred under
;a separate ‘agresment, reached say at the end of the lease term, or under a
_variation of -the or1g1na1 leasing agreement - the appropriate words for
these cases are 'or subaequently acquires", The question also came up
.during the drafting of this provision as to whether it would be appropriate
to. be more explicit as regards the time when the purchése_option, where
granted, should be exercisable. In practice sugh options are made
exercisable either during or at the end of the lease term. However, it was
adjudged betier riot to lay down any specific time for the exercislng of
purchase options in the draft Convention so as to leave the parties
maximum flexibility in this regard: the lessee iz therefore free to acquire
the asset at the moment in time most favourable to its interests.

80. ~ At one stage this provision referred to the lessee's ''right" to
buy the leased asset. In the end, however, the term "option” was Jjudged
more opportune with a view to making it clear that this prowision did not
purport to cover the situation where the lessee's right derived from an
obligation to purchase the leased asset, since such an agreement would
constitute a sale contract. :

8l. - Apart from the purchase option, where this is exercisable, there
are of course two other possible courses of action open to the lessee at
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the end of the lease term. One of these is stated in this article, namely
"to hold" the equ1pment "on lease for a further period", usually at & much
reduced and in some cases a peppercorn rental. It was not judged necessary
to"spell out the lessee's other possible course of action in this
prov1s1on first because it is aiready-stated elsewhere,. in.Article 8 (2},
,and secondly because it is not .in the nature of.a special right conferred
on the lessee by the lea81ng agreement but is’ simply the lessee's duty
hiwhere ‘it either has not exerc1sed a purchase optlon, if exer01sable, or has
" not taken the equipment on lease for a further period, to wit to. return the
leased asset to the lessor who will then normally dispose of it on the
 second-hand market. When Article 3 speaks of the lessee dec1d1ng to hold
the equ1pment on "lease" for a further perlod thlS .raised the. question
whether the second lease had necessarlly to be a lea51ng agreement, of the
" kind contemplated by the' draft Conventlon or whether it would be sufficient
‘for it fo be a tradltlonal ballment eontraot._ Here agaln the authors of
“the draft Conventlon, anxious to leave the parties the maxlmum freedom of
'5-eontract agreed that both p0551b111t1es were. 1ntended to he encom ssed.

S 827 % The words "and whether or not for a - nomlnal prlce or rental” at
the end of Article 3 were de51gned to deal with' the controversy that rages
in some jurisdictions over what constitutes a sale. An economic test is
-*applled 1n these Jurlsdlotlons whereby 1f the optlon fee or renewed rental

concomltant ‘rigk that in these Jurlsdlctlons the ‘cases for the_ future
“Conventién's application mlght _end up belng substantlally narrOWed in
”respect of such transactlons. These words accordlngly serve two purposes.
;Flrst they indicate that the ‘mere fact that the optlon fee er renewed
drental is nomlnal does not take the transactlon in questlon out51de the
' future Conventlon Secondly, they serve as an 1ndloatlon to thOSe oalled
Upon to apply the future Convention that’ they should not apply general
economic tests with:a view to excluding from the future Conventlon what it
‘was 1ntended ‘to cover, namely those transactions whlch whllst 1n form
fleases mlght in some Jurlsdlctlons be regarded as sales ' ' : -

Article 4

83, = Thls artlcle deals with the extent to “whiech, once the”financial
leasing transaction has been concluded, the: lessor and the suppller -should
be free to vary the supply agreement. ‘The' basic idea hehind this article

Tis that while there can’be no harm in the parties negotiating better:terms
for themselves, in‘order to safeguard ‘the ‘interests of - the léisee, any
attempt to vary the supply agreement once the leasing  agreement has ‘been
made must be sanctioned by the lessee. Given that'it is the lessee who is

"}to use the equipment, it 1s v1tal that - there should “he no ‘room for
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collusion between the supplier and the lessor to the detriment of the
lessee.

. 8Ba. - Up. until the final session of governmental experts the authors of
. the draft Convention had considered it important that this rule should be

balanced’ by another, making the lessor's consent necessary for any
varlatlon subsequent toe  the maxlng of the supply agreement in the
spec1flcat10ns given by the lessee to the suppller.“ They had taken the
view that, just as it is 1egit1mate for the lessee to want to have access
to the best equlpment available for its partlcular needs, it is equally

,a-legltlmate that the lessor ehould first be glven an opportunlty to declare

its .opinion on . any consequentlal varlatlon Cin . the termsl cf the
specifications given by the lessee to the suppller, for instance durlng the
ongoing construction of the item to be leased, that might have the effect
of increasing its responsibilities. However, the committee of governmental
experts at its final session decided to delete this rule,.ba81cally on the
ground that it was hard to conceive how the lessee could affect the terms
. of -the supgly agreement .once this had been made, in so far as it was not a
. party to that agreement but also because, in so far as. the lessor was a
~parky. to the supply agreement, it was merely. statlng the obv1ous to. requ1re
the: lessor's ‘consent to any variation of the spe01ficatlcns glven by .the
.+lessee to the suppller. The authors of the draft Convention accordlngly
-+ concluded that the whole question of whether the lessee should ‘have the
right to vary the terms of the supply agreement should not be governed by

the: future Convention, but should rather be left to. be settled by the terms
Cof the partxes' own agreement and in accordance with the. applicable: law.

s S : _ &, .

".85.w-ﬁAs has been menticned above, this article_is in no_way,intended
to “interfere 'with the  parties' right. to negotiate better terms. for

© . themselves, all the more so as the effect of the negotiation of better

‘terms by supplier and lessor could well be toc improve the terms of the
leasing agreement for the lessee, principally in the shape of lower rental
payments. Thus the lessor and the supplier might well agree to vary their
original agreement by the terms of a buy-back arrangement, enhancing  the
lessor's guarantee and enabling it to pass this onto the ‘lessee in the form
‘of lower .rentals, Such private arrangements between the parties are to be
expected, given that they will often be. dealing with one another on a
'continuing basis over a number of years. On .the other hand, whereas the
rule contained in Article 4 is designed to prevent the wvariation of the
supply agreement by the lessor'and‘thé supplier inasmuch as the result of
such variation would be to worsen the situastion of the lessee, it was not
considered feasible or worthwhile to formulate a distinction between the
positive and negative impact of individual variations on the position of
the lessee. ' ' ‘ B ' Coe
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Article &

86, - One of the thorniest problems arising in connection with leases
as indeed with all transactions 1nvolv1ng the separation of ownership and
possession in respect of property concerns how best to inform innocent
third parties coming into contact with leased property,u through their
dealings with the lessee, that it is sdbjeot to a reservation of title,
since failing such notification appearances, that is thef“iact.‘of. the
lessee’'s possession of the ‘asset, would ngrmally induce third, pafties
notably creditors of the lessee, to”beiiéiﬁgthey were dealing with. the
owner, rather than the lessee, of the assét*‘r’questlon. This problem was
particularly acute in the case of finandi&l institutions contemplating
lendlng to the lesgee on the security of its ‘assets, as a physical
1nspectlon of all the equipment of the potential debtor of the flnanc1al
institution would simply not be fea31ble. )

. 87. - Consideration was given within" the Study “Group to the use of a
_ whole range of systems of public notice, from the simple aff1x1ng of a
' plaqpe on the equipment, as- required under “the law df'”mdfe than' one
'cbuﬁtry, to. the highly sophisticated computerlsed ‘system of reglstratlon
against the - lessor already.  in: use in more ‘than ohe’rjurzsdlctlon.
.. Experience has revealed  the-limitations of the affiking“bf'pladﬁés as the
 ﬂba$1s of a foolproof public notice system; such pldques being so’ relatlvely
easy to remove. - Balance-sheets were also  consideréd but regected as
inadequate for this purpcose, in view of the fact that they ‘sérved a qulte
dlfferent functlon, that of a general public notice, from the function that
was requ1red here, namely a notlce to a speﬁ%flc 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 méans of
giving notice of the lessor's title to third parties. However, apart from
the fact that in many countries registration'was only considered feasible
for large unit goods that were easily identifiable, such as ships, aircraft
and motor vehicles, the greatest single difficulty recognised as obtruding
with the embodiment. of however minimal a public notice requirement in the
flture Conventlon was seen as the very .limited number of jurisdictions that
had” such publlc notlce systems in place at the present time. The
organlsatlonal and financial implications of a public notice requirement
“based on reglstratlon were accordingly seen as making such a solution a

no~starter.

88. - The Study Group was nevertheless anxious that the future
Convention should give some expression of ‘ite conviction that a public
‘notice system of some sort wag the only real answer to this problem, and
“thus pefhéps give some momentum té the future institution of such systems
‘in the vabious countries. The solution with which the Study Group came ‘up



"= 49 -

was a rule whereby, where there were rules as to public notice for
financial leasing transactions of the type contemplated in the future
Convention 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 lessor had complied with such rules. The corollary of this rule was
that, if there were no rules as to public notice for financial leasing
transactions under the law of the country  where the lessee had its
principal place of business, the lessor's title would automatically be good
against third parties. o

89. - Th'i's r‘ule, whlle recogmsed as a key provmmn of the future
Convention in o far as it set out to regulate conflicts over the leased

' ‘ msset which could not simply be regulated in the agreements of the partles,

‘nevertheless attracted much criticism at the first sess;on of gpvernmental
'experts.. This criticism essentially reflected the very different.

A "philosophles underlying the methods of resolv1ng conflicts between the

dlspossessed owner of property and a thlrd party who had acqu1red that
property in good falth in, on the one hand, Common law jurlsdlctiqns,and
on the other hand, Civil law jurisdictions. Whereas the former,‘under the
nemo. dat quod non habet rule, recognised the dispossessed owner's general
. right to asgert its title against third parties, applzcation of the Civil
L law principle that en fait de meubles possession vaut titre meant that in
Civil law jurlsdlctlons an innocent third party would take free of the
dlspossessed owner's title. Civil law Jjurisdictions proved unwilllng to
depart from such a fundamental principle of their legal systems for the
sake of .financial leasing transactions alone. The committee of governmen-
tal experts accordingly concluded that it would have to discontinue its
-efforts 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 scope of its efforts was
therefore narrowed down to the regulation of those conflicts that arise
between\thé.lessor and the ordinary creditors of a lessee that had besn
declared bankrupt. In any case, the committee was convinced that the
incidence of cases involving a dishonest lessee disposing of the leased
asset to a third party would be extremely rare in practice and that the
area. where real difficulties would arise in this connection was precisely
‘that .where thé lessee had been declared bankrupt, and that it would be more
fruitful for the draft Convention to address this practical problem rather
than becoming embroiled in the extremely delicate issue of third parties in

good faith.

9¢, - Ancther area where the solution of the BStudy Group attracted
considerable criticism from the committee of governmental experts was over
the connecting factor to be employed for the purpose of determining the
publie notice requirement to be incorporated in the future Convention. The
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Study Group had made this the law of the State where the ‘lessee had. its
.principal place of bu51ness. However, concern was expressed in some
_quarters at the prospect of' the lessor's rights as against third parties
;belng subordinated to a public notice regquirement imposed by ‘the law of a
. State other than that where the equipment was located. The task of third
”partles in seeklng to comply with such a requirement could well, it. was
'largued be most arduous. They might well not know that the_lessée was

Ihglﬁing the equipment on lease, let alone that the lease in question was a

cross-border lease governed by special international rules. The country

where the lessee's principal place of business was located might well,
. moreover, be a quite different country from that where the equipment was
 phys1ca1ly located, thus creating problems for the third parties in
ﬂfquestlon in knowing which country's public notice records to search. .The
: reason why the Study Group had decided to depart from the generally
féccepted connecting factor for determining questions of title to property
f;or proprletany rights, that is the lex ref sitqe, was that an important

' T;category of leased assets, particularly in international leases, was mobile

'ijand by 1ts very nature liable to move from one jurisdiction to’ another. Ag
_Efan example ‘of the problems inherent in taking the lex rei sitae as the
‘fapproprlate connectlng factor for the public. notice requirement in. respect
I;_of this® ‘category of equipment, the committee considered the case of
‘ﬁCOHStFUCthH equipment on lease to a construction firm that regularly moved
Call’ round ‘the world. It concluded that it would be unrealistic to expect
subﬁ_eqﬁipmént”fo'have-tc be registered in each of the countries where it .
happened to be used for a shorter or longer period of time. -

91 - Only a small number of countries had passed legislation on this

subject ‘and it was accordingly felt that instruction might usefully be
" sought 'in the solutions proposed under these statutes.  The French

legislator in its 1972 decree on the public notice formalities %o  be
complied with in respect of financial leasing transactions, for 1nstance,
had selected the place where the lessee had its principal place of business
in preference to the place where the egquipment was located as the
appropriate place for registration. The reasons underlying this choice
were as follows. First, given that this article was concerned more with
possible conflicts between the lessor and third party creditors of a
-bankrupt lesgee than with the unlikely case of a conflict between the
lessor and innocent: third parties to whom the lessee had fraudulently
disposed of the leased asset, the lessee's principal place of business was
particularly appropriate as a connecting "factor in so far as it would
.normally be in the country where the lessee had its principal place of
business that its bankruptcy would be declared., Secondly, the law of the
' State -where the lessee. had its prinéipal place of business had the
advantage -over the lex rei sitae that.the places to which 4 third party
would have to look would be Co,ncan_tr'at\ed' in one country. Thirdly, in the




- 81 -

case of the arrest of a leased ship or the attachment of a leased aircraft
carried out in respect of a debt owed by the lessee's principal place of
buszness while the ship or the the aircraft was abroad, provided that the
- State where the arrest or the attachment was carried out was a Party to the
future Convention the advantage of having the lessee's principsl place of
business as the appropriate connecting factér would be that, once the
lessee's representative had informed the person carrying out the arrest or
the attachment that the ship or the aircraft, as the case might be, was on
lease, this person would simply have to check against the public registry
of the place where the lessee had its principal_place of business. '

g2, - Undex' Article . 2 of the Unlform Commercial Code of the United.
States of America and under the Saskatchewan Persaonal Property Security
Act, 8.8. 1978-78 a distinction was drawn for registration purposes between
egquipment of a type likely to be used in more than one jurisdiction, that
is equipment that 1s 1ntr1nsacally mobile, and equlpment that is likely to
be used in only one jurisdictlon. For the former category of equipment the
law of reglstratlon~was the law of the lessee's.plaég#of.business and for
the latter it was the lex rei.sitae, :

93. - The foreg01ng con51derations were reflected in. the final solution
wz.th whlc;h the comm‘ctee of .governmental experts. came up in Article 5.
Thelr text only essays a solution to those conflicts between. the lessdr and
third party credltors of, the lessee arising in the limited;-context!ef the
lattgp}sﬁbank:uptcy“ It doe¥ not attempt to deal with conflicts :between
the lessor-and those third parties acquiring the leased asset in good faith
from the lessee. It should be noted that this article speaks not of the
lessor's title to the eguipment but rather of the lessor's real rights in
the equipmént, reflecting the decision of the authors -of the draft
Conventior to encompass situations, such as sub-leasing arrangements, where
the lessor will not necessarily be owner of the equipment. Under the terms
of Articie 5 (1) the lessor's real rights in the equipment are stated to be
valid against the lessee’s trugstee in bankruptcy and unsecured creditors,
including creditors who have obtained an attachment or execution. The
reason why it was deemed appropriate to insert a special reference to
creditors. of the legsee who have obtained a judicial attachment or
execution was that simply . to make the lessor's rights valid against
unsecured creditors of the lessee would in itself achieve nothing in so far
as an unsecured creditor will only seek to.overreach the lessor's rights at
such time as it seeks to obtain the leaseﬁ asset by some judicial process,

94, - The generai rule enunciated in Articie 5 {1) is, however, subject
to = special rule set out in Article 5 (2). This covers the case where
under the applicable law the lessor's real riphts. against the lessee's
trustee in bankruptcy and unsecured creditors are only valid upon
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compliance with a public notice requirement, Where this is the case
Article 5 (2) provides that the lessor's real rights shall .only be valid
'agalnst the lessee's trustee in bankruptey and unsecured. creditors under
the future Convention where the lessor has complied with such uaj:
requ1rement Where the lessor fails to comply w1th such a requirement of:
the. appllcable law, then the lessor's real rights in the equipment are as a
‘result no longer wvalid against the lessee’s trustee in bankruptcy and
'unsecured credltors under the draft Conventlon.

' 95. - In the llght of the various problems alluded to above in respecti"
of the choice of connectlng factor for the determination of the publlc%
“notice ,requlrement laid down in Article & (2), the committee of
-:governmental experts at its final’ session hit upon a new formula for

‘:-establlshlng the relevant connecting factor. Article "5 (3) in  fast

"establlshes a three—tler system for thls purpose, equ1pment belng ‘divided
;1nto three different categorles. In respect of the generallty ‘of equlpment

*a,the appllcable law 1s, in line with the traditional conflicts rule in ‘this

fleld the lex rez sztae (Article 5 (3)(c)}. On the other hand,: this law

L. was not Judged to be appropriate for that class of equipment which, by

- virtue of being mobile, would normally be used in more than . onie

_Jurlsdlctlon. Under Article 5 (3)}{b) the applicable law for this class of
equlpment is accordingly made the law of the State whére the lessee has its
principal place of business. Anxious to aveid creating any inferende under
Article 5 (2) of a double registration requirement for that special class
of mobile equipment, such as. ships and aircraft, already subject to
registration - the term "regi%tration“,in this context being used rot in
the sense of registration of" rights in, ownership of, “or of a’ security
interest in an asset but in the sense:of registration,gf a particular type

of asset - pursuant to the law of a State, the committee proposed  in
Article 5 (3){a) that the applicable law fér this special clasgs of
equipment should be the law of the State of registration. However, the

committee of governmental experts was only too aware of its limited
expertise in the specialist field of ship and aircraft registration and of -
the complexities inherent in the subject, notably the different purposes

for which registration may be required, and therefore requested the

Unldr01t Secretariat to sound out technical experts in advance of the

dlplomatlc Conference with a view to ascertaining whether the solution it

had come up with in Article 5 (3){(a) would be workable in practice, = This

enqu1ry was underway at the time this report was "being wrltten.- In'the;
meantlme Article 5 (3){a) is presented in square brackets indicating that

it is a matter that will have to be settled at the diplomatic Conference.

t should be noted that two delegations to the final session of

governmental experts took the view that a better solution to *he problem

which the draft Convention sought to deal with in Article 5 (3)(a) was to

exclude ships and aircraft from the application of the ‘provisions of

Article 5 altogether,
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96. ~ Square brackets were also inserted around the words "mobile"'and
"normally used in more than one State" in Article 5 (3)(b). The term
"mobile" arcused much oriticism within the committee of pgovernmental
‘experts, on the ground that virtually all equipment apart from fixtures
could be considered tc be mobile. As a result it was proposed either
clarifying it by the addition of the words "normally used in more than one
State" along the lines of the formula employed in Article @ of the Uniform
Commercial Code and similarly inspired Canadian legislation or replacing it
by these words altogether. As it proved difficulf to reach a decision on
this point within the committee of governmental experts, it was felt wiser
to forward both expressions to the diplomatib Conference for decision.

97, -~ Article 5 (4) is designed to indicate that all questions of
‘priority as between. the lessor and a lien cbeditor or secured creditor of
the lessee are not intended to be dealt with in Article 5 and are
accordingly left to be dealt with by the applacable law,

" Apticle 6

g8. ~ This article deals w1th the 31tuat10n, frequent in pract1ce,
where the leased equlpment becomes 8 flxture of real property The text of
thig article as adopted by the Study Group sought to regulate eventual
“conflicts of 1nterest arlslng in respect of the leassed asset as between the
equlpment; lessor' and the real estate lessor or an encumbrancer of the
realty It was agreed that, -as with the eventual conflicts of - 1nterest
addressed in Artlcle 5, these confllcts would in practice only arlse where
the 1essee had gone bankrupt. The solution proposed by the Study Grcup was,
along the lines of Article 9-313:5 of the Uniform Commercial ‘Code and
Section 36(4) of the Ontario Personal Property Security Act of 1967, to
recognise the equipment legsor's right to -enter upon the property of the
owner or encumbrancer of the realty to sever its eguipment, subject only o
it having priority under the lex rei sitae over the claim of any person
having an interest in the realty concerned and to its duty to reimburse the
owner or encumbrancer of the realty for any damage occasioned by the act of

sgverance.

89. ~ This rule, however, proved unacceptable to the representative of
é Civil law system attending the first session of governmental experts. He
gaw it as proposing a radical departure from what he considered to be a
fundamental tenet of his legal system, namely that the owner of realty has
priority over the owner of personalty, and he could not see the case for
making such an exception for the sake of financial leasing transactions
alone. The drafting committee, unable to make any headway with the various
compromise soluticns put forward, accordingly proposed the deletion pf
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. Article 6 at the conclusion of the commitiee of -governmental .experts' first
reading. However,. on .second ‘reading, while there was agreement that it
would be unwise to. attempt: to reinstate -any substantive rule on this
. subject, support emerged for a limited restoration of this article designed
to put . parties to :fiﬁancial leasing transactions on notice that: all
conflicts arising as. between -the equipment Jlessor and the owner or
encumbrancer of the. realty.to which .the leased equipment has' become a
fixture are referred. to. the lex.rei sitae and that the applicable rules may
.accordingly differ depending-on the location of the. equipment. This
_'proposel was accepted by--the .committee. of . govermmental experts and
"iﬁcorpofated in the new Article 86, The conflicts of interest referred
under this rule to the lex rei sitae are spelled out in this provision as,
first, the whole question of whether the leased equipment has or has not
; beeome A8 fixture to, or incorporated in realty and, secondly, the question
T of the rlghts of the equipment lessor and the owner or encumbrancer of ‘the
" realty inter se in relation to the equipment. ' o

Article 7

100, -~ At first sight the provisions of Article 7. might appear to
‘1nvolve a fairly radical departure from the law of most countries. In
fact they do’ llttle more than reflect the situation existing in practice,
in that flnenc;al leases invariably contain detailed provisions absolving
 the lessor from respon51b111ty for defective or non-conforming equipment
iand requ;rlng the lessee to indemnify the lessor against claims brought by
fthlrd partles.\ It reflects the general phllosophy underlylng the draft
!Conventlon,_that 15 the special nature of .financial le351ng,.seen both in
:the lessor' 5 role and in  that of the lessee, in excludzng the lessor's
‘.llablllty in contract or tort . in. most situations . in which. it would
otherwise normally have been held 1lable in 1ts capa01ty of lessor of the
equipment. The flnance lessor' w1ll 1n most cases have ne technlcal
expertise w1th regard to the equ1pment s speczflcatlone, W111 never take
dellvery of the equ1pment and normally w1ll not even have any reason to See
__1t o Its"role '1s llmlted to 'supplylng the oapital needed for the
?acqu181tlon of ‘the’ equlpment It ig the lessee we have seen in Artlcle 1
(2){a) above, who relies primarily on its own skill and Judgment in
.seleotlng both equ1pment and suppller and who typically conducts
negotletlons w1th the eupplier on its own as a reasonably informed ‘user.

If there is any reliance on the knowledge "and representatlone of another
perty in“this context, indeed it 1s the lessee! s rellence on the suppller s
knowledge of the equ1pment and its representatlons in this regard so much
so indeed that it 15 ‘the SupplleP rather thar the 1eseor who in effect
under the draft Conventlon is 1n many Ways treated as the party who places
- the equlpment 1nto the stream of commerce. "In Article 9, moreover, the
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- draft Convention recognises that in'most cases it is the supplier, rather
- than the lessor, who is the appropriate party’ from whom the lessee: should
~seek redress where the equipment turns out to be defective or otherwise not
in conformity with the terms of the supply agreement.

Emaeptzons to the general principle of the Lessor's immunity

‘ 101. ~ 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. It is an exoneration that {s confined to
those lisbilities that would flow as a matter of law from the lessor's
notional delivery of the equipment under the leasing agreement, from the
lessor's being treated as the legal suppller ‘of the equipment in relation
to the lessee under most jurisdictions. ' It is not therefore intended to
affect those liabilities that would be imposed by contract, whether by
express terms of the leasing sgreemeht or by terms implied in fact. This
restriction of the lessor’'s immunity is spelled out in the opening words of
Article 7 (1)(a) ("Except as otherwise provided by ... the leasing

'agreément"). Equally the lessor's immunity in relation to the lessee is
‘clearly not intended to affect those liabilities imposed upon the lessor
.elsewhere in the draft Convention. This 1is notably the case with the
provisions of Article 10. This limitation on the lessor's immunity is also
speiled out in the opening words of Af%icle 7 {(1)(a) ("Except as otherwise
providéd'by this Convention"). Equally the general immunity conferred upon
“the lessor under Article 7 is not 1ntended to extend to breaches, of
statutory duty, in that it is questlonable 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.

102. ~ The fact that the 1mmun1ty conferred under Article 7 ( J(a} is
stated to be ccmmensurate with the 1lessor's non-intervention in the
selection of the supplier or the specifications of the equipment means, as
a corollary, that where the lessor does so intervene, then it will be
liable to the lessee to the extent of its intervention. This follows from
the logicel premise upon which the immunity conferred upon the lessor under
Arficle 7 1s founded, namely the lessor's technical neutrality in relation
to the equipment. We have already seen, in Article 1 (2){a), that this
techhical neutrality of the lessor has been made a definitional ingredient
of the type of lesse addressed by the draft Conventiocn, The question of
the degree of the lessor's intervention in the sphere of autonomy normally
reserved exclu31ve1y to the lessee under the draft Convention needed to
defeat the lessor's right to raise its immunity under Article 7 (1)(a) was
cons%deged a matiter best left to be resolved by the applicable netional

law,

(27) Regarding this provision c¢f. also $68 above,
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103 - It follows-.from the fact: that the 1mmun1ty in fort iconferred
.:upon ‘the lessor under Article 7 (1Y (8} is stated to. extend only:to that
:?llab111ty for persenal injury or damage to property caused by - the equipment
" that would flow from its capacity of lessor that it is not the intention of
Article 7 (1) of the draft Convention to affect any liability that might be
imposed on a finance lessor in some other capacity, notably as owner. of the
leased aeset., ‘Whereas there atre under ‘most Jurlsdlctlons relatively few
liabilities that would in this context flow from ownership as -such, most
_llabllltles belng imposed:on the lessor ‘as legal suppller of the equipment,

“there is special international’ legislation, ‘notably the International

'"Conventlon on . Civil, Liability for 0il Pollutlon Damage adopted in, Brussels

"fln 1969 and amended in- London in 1984 whlch would have the effect of

imp051ng llablllty on a finance lessor es owner. The authors of the draft

. Conventlon were at all times conscious of ‘the need to av01d the embodiment

1n the future Conventlon of a rule that would run counter to such .special
‘”1nternatlonal leglslat1on to whlch States that mlght otherW1se have wished
lito become Partles to the future Convention mlght already be Contraotlng
‘Parties.’ Article 7 (1}{c) accordingly makes it clear that the “Ammunity
“ from llablllty conferred upon the lessor under Artlcle 7 (l)(a) -and {b) is

“ffJW1thout preJudlce to any liability it might incur.as owaer of the equ1pment

‘but “that  the questlon of such llablllty' is not governed by . the draft
'Conventlon. :

104. = The fact that the prov1elons of Article 7 (1)(c) speak not only

'of the lessor s llablllty as owner but more generally of its 1lab111ty in
'any capac1ty other than as lessor, including that of owner, 1ndlcates that
_the authors of the draft Conventlon contemplated that there mlght well be
4-'capaolt1es other than that of owner 1n which the lessor's immunlty under
s Apticle 7 mlght be forfeited, This mlght,-ln particular, be the case with
the 1985 E.E.C. Directive on the approximation of the laws; regulations and
administrative provisions of the Member: States concerning'liability for

+i defective products, 'ArtiCIe 3 {2) of-'which provides that any person
*?1meort1ng a product irto a Communlty country with a view to Zeastng it is

" to"be deemed a producer for the purposes of" the ‘Directive and is to be
'lleble to the same ‘extent’ as if it were a producer. The authors of the
srdraft’ Conventzon, howaver, ‘took the. view that it was more practlcal and
ﬁfallowed for greater flex1b111ty to refraln from seeklng to enunciate an
'_exhaustlve list of all. the capa01t1es in which the: lessor might be found
*11able, their primary objective being rather to ensure that the legsor
“.would-not henceforth be treeted simply- by virtue - of lett1ng out _the
equlpment as. the notional legal Suppller of the equipment.

105. - The other" exceptlon to the leesor s 1mmun1ty under Article 7
proved rather more troublesome for the committee of governmental experts.
This: concerns the lessor's duty to ensure the lessee's quiet posseselon
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_under the.lease. The division of opinion that emerged within the committee
.of governmental experts as to- the appropriate measure of the lessor's
Cliability for disturbances of the lessee's guiet possession is reflected in
the presentation of alternative solutions, Alternative I and Alternative
1I, to Article 7 {(2). It also reflects the inherent contrast between, on
the one hand, the idea expressed by certain delegations to the committee of
governmental experts that it was appropriate to extend the notion that
quiet possession goes to the essence of a lease to the atypical leasing
transaction addressed by the draft Convention and, on the other, the
reality that, in view of the lessor's purely financial role in such
transactions, the lessor's warranty of quiet possession is invariably
excluded in finance leases.

106. - Up until the second session of governmental experts this
provision had attracted no controversy, the ideas all along having been
simply to ensure that the lessor remain liable for any disturbance of the
lessee's guiet possession resulting from the lawful act of a third party
having a superior title or right not derived from any act or omission of
the leéssee, that is where the lessor did not have the right to dispose cof
“the ‘equipment or where its right to do s0 was qualified in some way and
because of that a third party wes entitled to claim possession by virtue of
a paramount title, for example where its use was in breach of a patent or
trademark. At the second session of governmental experts, however, a body
of feeling emerged that favoured the extension of the lessor's warranty of
quiet possession under Article 7 (2) €6 cover a disturbance resulting from
the lawful act of a third parﬁy”hot necessarily having a superior title or
right but laying claim to such ‘@ superior title or right. The committée,
however, was divided on the advisability of agreeing to such an extension
and accordingly forwarded alternatives to the final session of governmentai
experts. At this session the comm;ttpe, ‘albeit still divided, accepted the
principle that the lessor's liability for any disturbancé of the lessee's
quiet possession resulting from’ the lawful act of a third party having a
superior title or right should be extended to cover any disturbance of the
lessee's guiet possession resulting from a third party laying claim to such
a superior title or right. It was, however, the committee's opinion that
the lessor could not be made liable for all claims to & superior title or
right made by third parties and that the category of claimsg for which the
lessor could be held liable under Article 7 (2} would have to be narrowed
down. The committee took the view that the lessor's warrsnty of quiet
possession in relation to such claims would have to be limited to claims
that were serious and therefore not merely vexatious. The criterion it
adopted fer ascertaining the seriousness or otherwise of such claims was to
requlre that the person asserting such a claim was acting under the
authorlty of the court, for instance under an interim order for the return
-of the property to the claimant. Where what in the event turned out to be
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- an unsurmountable d1V1slon of oplnlon emerged w1thln the comm1ttee at thls
-.final sessign. was.over whether the . lessor, had fo have been -at fault in a
third, party belng able to disturb.:the lessee S qulet posse551on for it to
be .liable. under -this: provision... On the eone. hand there was_ a body of
. feeling .that. the lessor should 1ncur llabllrty under thls. prov1s1on
.-regardless. of whether or not it had been at fuult in the thlrd party b91ng
iable to.-disturb the lessee's quiet possess1qn, the only 01rcumstances in
- which it would be. relleved from such. llablllty belng where the . dlsturbance
. had .been ‘caused by the lessee's ,own fault. This_ broader measure of the
lessor s liability is. expressed in Alternative I., On the other hand there
was a body of feeling which maintained that the lessor had actually to have
been at fault .in. the. thlrd party being able to disturb. the lessee 5 guiet
_\pOSSGSSlOn for it to incur 11ab111ty under Art1cle 7 (2) Thls narrower
,,measure of the lessor s llablllty is expressed in Alternative II whlch it
.sshould, be noted, 1ncludes an extra paragraph Article. 7 (3} Kthe effect of
f;whlch would -be . to preserve any. broader warranty of qulet possesslon
{Lguaranted under the applicable law. The d1v151on of oplnlon on this
;iprov slon was so marked that when the commlttee of governmental experts
l:came to dlscuss which prov1s1ons cf the future Conventlon should’ be made
-:mandatory under Artlcle 14, certain representatlves admlttedly reflectlng
.a mlnorlty oplnlon, again took the view that the lessor s, rlght to qu1et
'Lpossess1on was of the essence of a finance 1ease and that Article 7 (2)
,_should therefore he made a mandatory provision ‘of the future Conventlon.
i;ThlS was a matter on whlch the committee belng unable to reach agreement
tlt was . therefore gudged best to leave the maklng of a de01s1on to the
;leplomatlc Conferenca and hence the reference to Article 7 (2) ‘as a
_: ndatory prov151on of the draft Conventlon is presented in” square
.;brackets._ R S '

) _;. 107 ,— Belng clear in our mlnds about the cases ot meant ‘to be covered
;;by the general 1mmun1ty in contract and tort conferred’ upon‘%he ‘lessor
irunder Article 7 we now have to address ourselves to the content of " ‘this
il'mmunlty.; Thls 1mmun1ty is “examined below,_flrst, ‘a5 fegards its “impact on
_; he llablllty "that would ordlnarlly attach to- the lessor vis-a-visg the
”lessee and secondly, in "its 1mpact on that 11ab111ty in tort that mlght

j:otherw1se attach to the lessor v1s~é~v1s thlrd partles.

Lessor's liability to lossee

108. —'Article 7 (1){a) has the effeect of excluding those contractual
" terms implied by “law from the “Supply” of équipment, notably the duty to
ensure that the equipment supplled is-of merchantable quality and fit for
"“its known ‘purpose’ The need to exclude the lessor! s liability in. respect
of these duties ‘arises, as we have seen, from the fact that most
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3urisdictions_treét the lessor as the legal supplier in relation to the
lessee, even though it does not physically deliver the equipment. Breach
of these duties would usually entitle the lessee to damages as against the
lessor and might give it a right to regect the equipment and withhold
payment of its rentals or even terminate the leasing agreement completely.
As such the immunity in contract conferred upon the lessor under this

clause has, of course, to be read in conjunctlon with, and is
correspondingly limited by the lessee's right to reject the equipment,
terminate the leasing agreement and 1in certain limited circumstances
withhold the payment of its rentels under Article 10C.

109. - The provisions of Article 7 (1)(a) sre also intended to exclude
those lisbilities in tort that the lessor would normally incur towards the
leggee in its capacity of lessor. This would, for example, be the case
with any 1lisbility in tort that the lessor might incur through the
equipment proving not only:to be defective but also unsafe and cauging
death or personal injury to the lessee, or damage to property of the
lessee, although most jurisdictions would make such liability dependent in
any event on proof of negligence on the part of the lessor. The immunity
from llabllity ‘in tort conferred wupon the lessor under Article 7 {1})(a)
wculd however, ‘probably have its greatest 1mpact in those jurisdictions,
in particular’ the United States of America, . in, whlch the lessor might in
certain circumstances find itself. - exposed to a  suit alleging strict
~.liability on the ground that it was to be conSLdered as having introduced
,thhe defnctlve equlpment into the stream of commerce.. . This immunlty has,
.:Zhowe er, to be inteérpreted in conjunction: with what has already been
'_sald N regarding any 1labllity that the lessor might 1ncur as a producer
under tbe aforementioned 1985 E.E.C. Directive. The lessor g general
1mmun1ty in tort would, however; in principle preclude the lessee from
clalmlng contrlbutlon or 1ndemn1ty from the lessor in respect of liability
1ncurred by the 1essee to & thlrd party as a result of a defect in the

equ1pment.

110. ~ The basic reasons underlying the decision of the authors of the
draft Convention to exclude the lessor's liability in’ contract and tort
toward? Yhe jessee in most situations have ‘already been rehesrsed
above. 1+ suffices to recall here, by way of justification of the
specific exclusion of the lessor's liability +towards the lessee in respect
of the implied warranty of merchantable guality, that the lessor will not
normally ve a merchant as to the type of equipment leased: it will
generally only be.a merchant in the extension of credit. With ragard to

(28) CF. §104 above.
{29) cf. §100 above,
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the ex¢lusion of the lessor's liability towards the Tessee in respeect of
t@é_implied warranty of the equiﬁmént's fitness for its known purpose, on

the other hand, it has 5 be remembered that -the lessor will not mnormally

hfayé __sﬁ’own é;ﬂf"’skill orh_gg{eﬁgcised any ‘judgmept upon which the lessee’ hﬁﬁm— <
‘relied”in"itS"selection‘ of the equipment.” The case for the ‘lessor’s

imminity from liability in tort towards the lessee is- founded on its non-
invélveﬁént in the seledtioh of the supplier arid the specifications of the
 equipﬁenf“and“éﬁ the fact that it -will normally &t no stage profess any
“technical ~expertise " with regerd té- = the . equipment's' physical
characteristics. : ) : ; o -

Lessor's Liability to third parties’

o 31l. - A finance lessor will not as a Trule inecur. Yiability to third
pafties ‘who sustain injury or damage. to their pefson?'or;:propertw as a
result of defects in the equipment. There being by definition no contrac-
tual nexus between the lessor and such third parties, such a claim would
only lie in tort and most jurisdictions would require the third party to
show that the lessor had been guilty of negligence, for instance in leasing
equipment that it knew or ought to have known was unsafe. Given the
finance lessor's technical neutrality in most financial leases, the burden
of proving such negligence on the part of a finance lessor is usually a
heavy one. Moreover, in most Common law jurisdictions such liability would
attach to the lessee as being the party in possession of  the equipment.
The major impact of the immunity from liability in tort vig-a~-vis third
parties conferred upon the lessor under Article 7 {1){(b)} is therefore once
| again likely to be in those jurisdictions, such as the United States of
America, with an ever expanding concept of gstrict products liability as a
result of which the lessor might find -itself being exposed to ~a suilt
alleging such strict 1iability merely by virtue of.the fact that the lessor
is to be treated as notionally delivering the equipment under the leasing
agreement and therefore as notionally putting it into the stream of
cominerce., As we have already indicated in respect of the immunity in tort
vis-A-vis the lessee conferred upon the lessor under Article 7 {1)(a), this
immunity nms&gbfwmevef, be interpreted in conjunqtion with what we have
already said regarding any liability that the lessor might incur as a
prodycer under the aforementioned 1985 E.E.C. Directive.

Article 8

112. - This article spells out the lessee's duty of care in relation to
. the equipment from the moment that it is delivered into the lessee's hands

{30) CF. §104 above.
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up until the time that it has to be returned to the lessor at the end of
the lease term. Paragraph 1 details the lessee's duty of care during the
lease term, while peragraph 2 specifies the condition in which the
equipment must be returned to the lessor at the end of the lease term, in

 the event that is that it does not exercise any purchase option that it may

have or decides not to seek a renewal of the leezse.

113. - The duty of care imposed on the lessee under Article 8 (1) is

“that of a "normal user", The standard of care that must be displayed by
' the lessee to this end is specified to be "proper care". This standard of
"care is further clarified by the additional requirement that the lessee
- must keep the equlpment in the same conditlon as it wes in at the time of

delivery, after allowance has baen made for falr wear and tear. In effect
thies means that the lessee is under a duty to keep the equipment in good
working order. This is made even more. explicit by Article 8 (2) which

“specifiss that when the lesses comes to return the equipment to the lessor
" at the end of the lease term then the equipment must be in "the condition

specified in the previous paragraph" in other words still in a state of
good working order. It is true that individusl leasing agreements may

Eregulate these matters dlfferently In ..some countries it may, for
llnstance, be umusual for there to be an exoeptlon in the leasing agreement
'for falr wear and tear. However, whilst it is also true that leaging
' agreements invariably contaln detailed. provisions as to possession, care
_énd use, of the .equipment, the authors. of the dreft Converition cchsidered
Lthat the prov1510ns of Article 8 could serve s useful purpose in"those

cases where the lease was silent on some-or all of these matters, sll. the

'more 50 as this was par excellence a provision that they intended to be

subject to the parties’ aﬁ“eement

114w'- There,was discussicnfwithinuthaaStudywGrbup,ofrwhether the draft
Convention should cover the ;questicn-_ofr.what should - happen where the
equipment was accidentally destroyed .at -some :stage- during the Ieasing
agreement. While the value of the eguipment 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 destruction of the equipment on
the leasing agreement: if the insurance monies were to be applied in
restoring the equipment, the question arose as to whether a new contract
came into existence hetween the parties to the originsl leasing agreement
or whether the original agreement should go on applying to the restored
equipment). It was the opinion of the authofs of the draft Convention thet
this was a matter best left to be settled by the parties in their contract.
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Article §

115. - The problem addressed by this article is that of the lessee's
remedies against the supplier where the latter has failed to tender
delivery in conformity with the terms of the Supply sgreement. The wide
terms of the immunity from liability vis~3-vis the lessee conferred upon
the lessor under Article 7 (1) presuppose an alternative avenue of redress
for the lessee for the deleterious consequences which it sustains through
such a breach of the terms of the supply agreement by the supplier. The
authors of the draft Convention took the view, as we have seen above, that
since it is the lessee and the supplier who typically conduct nepotiations
on their own regarding the eguipment's specifications and since if the
lessee relies on the knowledge and representations of another party in this
context it is upon the supplier's, the most appropridte party from whom the
lessee should seek redress in the event of such a breach of the supply
agreement by the supplier is the supplier itself. However, the conversion
of this principle into an effective right of action exercisable directly. by
the lessee proved to be the source of some difficulty.

116. - In effect, unless some form of collateral contract can be
deduced in the circumstances from the negotiations between lessee and
supplier, there is no contractual nexus between these two parties. This
has not surprisingly hitherto created problems for the lessee wishing to
bring proceedings sgainst the supplier. The techniques employed to get
round this problem have varied. Some jurisdictions have treated the supply
agreement as creating stipulations for the henefit of a third party, in
this case the lessee. This technique was recently given the legislative
stamp of approval when it was embodied in Section PA-209 ("lessee under
finance lease as beneficiary of supply contract') of the proposed final
draft (6 April 1987} of Article 2A (Leases) of the Uniform Commercial Code.,
The techniques generally employed have, however, rather involved the lessor
agreeing either to assign its claims against the supplier under the supply
agreement to the lessee or to enforce its own rights as buyer against the
supplier for the lessee's benefit, or else the lessor, when placing the
order for the equipment, contracting as agent for the lessee aszs well as on
its own behalf. Both these techniques were adjudged by the Study Group- to
be inadequate inasmuch as 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 lessee will naturally enough be wanting to recover its
own meagure of loss. This mey well differ from the lessor's. To take the
example of equipment which upon delivery proves to be partially unfit for
the purpose for which it was intended, the lessor will, under the hell and
high water clause customarily included in finencial leasing agreements, be
entitled to recover its rentals come what may. The supplier could
accordingly with reason assert in its defence to any claim brought by the
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legsor that the latter has not sustained any financial 1ossg save to'the
extent that the value of the equipment for re-leasing or re-sale purpcses
has depreci?tédlln proportion to the extent to which it hed’ proved to be
partially unfit for the purpose for which it was intended. The lessee's
measure of loss will, on the other hand, be quite different from that of
the lessor. Its loss will be essentially consequential in nature, in the
Vs_hape”'olf ‘the lozss of production and trading income that 1t will sustain
. thrqugh the equipment's partial unfitness for its purpose, not to mention
the negative impact that its loss of production will probably alsc have on
its trading imsge.

117. - The lessee might, however, find itself entitled to nothing more
than nominal demages 1f restricted to recover against the supplier only sas
the 1easor's'assignee. It was to meet the foregoing problems, notably that
posed by the lessee's lack of privity of contract with the supplier, thst
the Study Group proposed that the future Convention should create a new
statutory direct right cof action exercisable by the lessee agsinst the
supplier. This solution, however, proved .to be the source of misgivings
among some members of the committee of governmental experts at its first
session. They feared lest their legal systems might be reluctant to accept
the introduction of such a direct right of action when the same result
.could already be achieved under. their. Iegal systems by the lessor's
assignment -of its rights under the supply agreement. These jurisdictions,
© it trenspired, did not have the problem exparienced by so _.many legal
systems discussed above, namely that a lessee would be restrlcted as
- assignee to the measure of loss recoverable by its assignor. Under the
principle of the. Drittschadensliquidation, in Austria and the Federsal
- Republic.of Germany, for exsmple, it was possible for one party to recover

in. respect of the loss of another party who, while not a party to the
contract in question, has a close connection thereto.

118. - The assignment solution nevertheless continued to pose many
problems for the jurisdictions which did not have this possibility.
Moreover, the measure of loss recoverable by the lessor against the
supplier might be subject to qualification for some reason, for instance by
virtue of a right of set-off in favour of the supplier, which would result
in the lessee's remedies under -an aasignment from the lessor being also
correspondingly limited. snother problem with the assignment solution
resided in what was seen as the impossibility for the lessor to have to
assign all its rights under the supply apreement. Some of the lessor's
rigﬁts, it was argued, the lessor could not ressonably he expected to
abandon. This was in particular the case with its right to terminate the
supply agreement, since this would have the effect of revesting title to
the equipment in the supplier, whereas for the lessor its title was an
essential element of its security and under many jurisdictions the basis of
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its rece1v1ng those tax indemnification benefits which enabled it to offer
the lessee more advantageous rental terms. This in turn ralsed the whole

questlon of which of the rlghts of the lessor under the supply agreement'

would under the a331gnment solutlon, have to be 3581gned to the lessee.

119. - Once it became clear that nelther the 3581gnment solutlon nor'

the direct rlght of action- solutlon was going to ‘prove acceptable, the

committee looked at dlfferent compromlse ‘solutions.  One of these proposed'

that, where the suppliér knew the purpose for which the lessee required the
equipment and the loss sustained by the lessee was therefore reasonably
foreseeable by the supplier, the lessee should be entitled to requite the
lessor to bring legal proceedings to recover both its loss as well as any
additiconal loss sustained by the lessor itself. This would, in particular,
have met one of the objections raised to' the direct right of action
gsoélution, -namely ‘that the supplier would face the ‘likelihood of - two

different claims being brought by two dlffefent parties in respect of - the -

same damage on two separate occasions. However, other compromise
solutlons, essentially based on the lessee being for the purposes of this
provizsion treatéd as an addltlonal party to the supply agreement - fared
better.' : ‘ . o

120, - Indeed the solution which the committee of governmental experts
findlly hit upon in “Artiele 9 {1) was to extend the benefit of the
supplier's duties under the supply agreement to the lessee as if the latter
were a party te that agreement and as if. the equipment were to be supplied
directly to the léssee. This solution, it should be noted, -has much in

common with that of paragregh 1 of the proposed new Section 2A-209 of the

Uniform - Commercial Code. Originally - the authors of the draft
Convention proposed making the benefit of this .provision available only
where the supplier knew the purpose for which the lessee required the
equipment, that is for the purpose of being held on lease, but subsequently

(31) This argument rested on the premise that the supplier would normally expect to find
the lessor as its only interlocutor but this reasoning may be criticised as in practice the
specifications regarding the equipment are negotiated directly between lessee and supplier
and it .is- aecordingly not unreasomable for the latter to expect to find the lessee as its
adversary .in the event of litigation.

{32) This provides as follows: ‘

(1) 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 econtract, but subject to the terms of the supply contract and all of the supplier's

_ defenses or c¢laims arising therefrom.®
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they adjudged this specification to be superfluous in that it followed
automatically from the terms in which the sphere of application provisions
of +he future Convention were drawn, in particular the words "to the
knowledge of the supplier" incorporated in Article 1 (2){b}, that the
future Convention would only apply where the supplier knew that the
equipment was to be held on lease. Prior to the final session of
governmental experts the words "for its professional or business purposes"
featured at the end of Article 9 {1} but these too were finally adjudged to
be superfluous in view of the fact that, by virtue of Article 1 (3}, the
futgre Convention was in any event only intended to apply to transacticns
in which equipment was to be used primarily for such business or -
professional purposes. '

121. - As a rider to the rule set out in Article 8 (1), Artic%?3? {2}
mskes it clear, however, that, for the reasons expounded above, the
rights conferred upon the legses vis-3~-vis the supplier under Article 8 (1)
do not include the right to terminate or rescind the supply agreement,
rights which remain vested in the lessor alone. There was 2 proposal - that
“the right to vary the supply sgreement should a2lsc be specifically excluded
_ under this provision from those rights conferred upon the lessee vis-&-vis

" the supplier under A;ticle 9 {1). We have already had occasion t?af?mment
on the fate reserved to this proposal in the context of Article 4.

122. - The authors of the draft Convention were at all times conscious
of the need to avoid the supplier being exposed to liability in respect of
the ssme loss or damage twice over, that is to both lessor and lessee.
Indeed the Study Group essayed a solution te this problem the effect of
which would have been to require both lessor and lessee to be joined as
parties to any procsedings asgainst the supplier for the latter's breach of
the terms of the supply sgreement. This proposal had to be dropped because
in the event it was feared lest it might unduly encroach on domestic
procedural law. A similar proposal, for an additiocnal parsgraph to Article
9, wag made within the forum of the committee of governmental experts.
This proposal would have had the effect that, once the lessee had acquired
rights of action as ageinst the supplier under Article § {1}, then these
rights would no longer have been exercisable by the lessor against the
supplier. However, this proposal was also found unacceptable, on the
ground that the interests of the lessor and the lessee were quite distinct.
Whilst in the event unable to agree on a provision on this matter, it was
nevertheless the committee's feeling that "the draft Convention sghould be
understood on the basis that the supplier cculd not be held liable to Iwo

parties for the same loss or damage.

{33) Cf. §118 above,
{34) Cf, §84 above.
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. Artiele 10‘_

123, - ThlS artlcle treats of the lessee s remedles agalnst the lessor
in the event of the suppller 8 fallure to tender dellvery in conformlty
with the terms_of the supply agreement.' It should be borne in mind that
this is a. matter normally exhaustlvely regulated in the lea51ng agreement
and as such the. prov1s1ons of thls artlcle are 1ntended to be subject to
the partles' agreement under Artlcle 14. '

o124, - The flret of the lessee s remedlee against the 1eesor under thle=
article is_detailed in. paragraphs 1 and 2. This is the right to regect ‘the
leased eguipment. It is stated to arise either where the eQU1pment upon
delivery proves to be not in conformity with the terms of the supply’
agreement, which basically means that it is either wholly or partly
defective (Article 10 (1)(a)) or where delivery is not tendered within a
reasonable time of the date fixed for dellvery or, where no dellvery date’
was fixed, within a reasonable time of the maklng of the leasing agreement
(Artlcle 10 {1)(b}). The. loglc behind this provision is that 1t “would be
wrong to require the lessee to walt for dellvery 1ndef1n1te1y or to have to
make do with non—conformlng equlpment. It will be noted that in determir-
ing the relevant delivery date for the purpose of calculeting the
"reasonable" time to behallowed for delivery, Article 10 (1)(b) .accords
priority to the dete set in the leasing agreement. Thus if a date for
delivery is set in both the leasing agreement and the supply agreement, it
is that fixed in the leasing agreement that provides the startirg -point for
the running of ‘the "reasonable" period of time allowed for delivery under
Article 10 (1){b). The due delivery date fixed in the .supply agreement
provides this starting'point only where no such date is stipulated in the
leasing 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 less r. As has already been
explalned above in the context of Article 9, the reason why the authors
of the draft Convent10n_cons1dered it appropriate to grant the lessee this
remedy vis-a-vis the lessor and not vis-a-vis the supplier stems. from the
fact ‘that the effect of pgranting the lessee the right . to reject .the
equlpment as against the suppller would have beén to divest the lessor of
1te securlty 1n the transactlon, namely 1ts title to the’ equlpment.

125, - Paragraph 2 of this artlcle makes the lessee's rlght to reject
v1s a-vis the lessor exercisablé by notice.  Such notice must be given to
the lessor within a reasonable time after*the lessee has “discovered the
non-conformity or ought to have discovered it.: 'This language is clearly

{35) cf. §118 above.
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designed to cover the case of hidden defects which only emerge Some tims
after delivery has been tendered. The lessor is given the right to cure
the non-conformity hy a fresh tender provided this is made within a
reasonable time after the giving of notice to reject. The subject of the
"fresh tender" is specified to be either a re-tender of the same piece of
equipment as was tendered befeore, therefore suitably repaired, or else the
tender of an alternative item of equipment, corresponding to that
stipulated for under the supply agreement., A propos of the lessor's right
tc -make & fresh tender, the view was expressed that it might be desirable
to restrict this right to re-tender so as not to subject the lessee to the
possibility of an endless series of non-~conforming tenders, each made
within & reassonable time after notice of rejection of the previous tender.
It was feared tThat this might unfairly limit the lessee's chances of
locking elsewhere for the equipment 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 making a fresh tender to the
corresponding right given to a seller under the Vienna Sale Convention.
" Moreover, the language employed in Article 10 (2) speaks Specifzcally of a
fresh tender.

126. — There was some criticism of the expression "a reascnable time"
as employed in this provision. The fear was ex?ressed that it erred too
much on the side of vagueness., However, it was explained that this was a
notion, drawn from' the Common 1law, that had been imperted into other
international Conventions in the commerc1a1 law sector, such as the Vienna
Sale Conventlon. 8 AN afforded ‘a measure of flexiblllty Lhat was partl-
'cularly de51rable in 1nternatzona1 transactlons in so far as 1t would be
1mp0851ble to specify 2 slngle perlod apt for all transactlons and all
c1rcumstances.” Just one examnle of the way in whlch clrcumstances could
change from one‘¢nternat10nal transactlon to another would be the dlstances
involved. It was accordlngly Judged that this was a matter best left to be
asgessed by the Judge in the 11ght of the particular circumstances of the
case. Une factor that the Judge might wish, for instance, to take into
consideration in this context might, it was felt, be whether the lessor or
the supplier had offered to have non-conforming equipment put right.

127, -~ Article 10 (3) deals with the problem, significant above all in
the case of hidden'defgcts in. the equipment which the lessee only discovers
some time afier the equipment has been in operation, of the point in time
at which the lessee should lose its right to reject the equipment under
Article 10 {1). It is clear that there has to be some cut-off point beyond
which the lessor cen be sure that there is no longer any risk that the
lessee can exercise the right to reject. There was an attempt by a number
of representatives withiﬁ the committee of governmental experts to fix this
moment at the time when the lessee intimates acceptance of the equipment to
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the lessor or supplier. This solution would have had the advantage of
'correspondlng with the practlce current in financial leasing transactions
“for the 1essor only to disburse the purchase price to the supplier .at such
time as it has been notlfled by the lessee that the equipment  has been
Jdellvered and is in good worklng order._ However, this solution was. found
to be unacceptable pr1n01pally on the ground that the remedies granted the
leaseé against the supplier under Article 9 would not by themselves give
the lessee adequate redress in the event of hidden defects emerging only
after the initial 1nt1matlon of acceptance - for instance, the lessee's
‘remedies agalnst the suppller under ‘Article 9 would be .considerably limited
‘as & result of the prohlbltlon contalned in Article g (2) on the lesgmee
termlnatlng or resc1nd1ng the supply agreement - but also because of a
reluctanice to deprive the lessee of its right te reject equipment that it
would ordinarily have been supplied Wlth under a standard form of contract.
'In the event the solution reached by the commlttee was to eguate the lessee
with an ordinary buyer for this purpose the ‘lessee under Article 10 (3)
will accordingly lose its right to reject where it would have lost this
rlght if the equlpment had been supplied to it as a buver. It was felt
that it was right that if, as a buyer, the lessee would have been treated
as against the supplier as having decided to retain the equipment, it
should slso be so treated as against the lessor.

128, ~ Article 10 (4) gives the lessee a further remedy ss against the
lessor. This is the right to terminate the leasing agreement and to
recover any rentals and other sums it may have paid in advance. This right
is exercisable by the lessee once it has rejected the equipment under
Article 10 (1) and the supplier has still failed to make a conforming
tender even after the further reasonable time permitted under Article 10
{2). The reason why the lessee's right to reject, on the ohe hand, and its
right to terminate the 19351ng agreement and recover any rentals and other
monies paid in advance, on’ the other hand, are set forth separately in
Article 10 i that the authors” of ‘the draft Convention b351cally adopted
the line that ft would not be rlght to allow the lessee, who had after all
selected the supplier and given the specifications for the equipment, " to
terminate the leasing agreement and recover any rentals and other monies it
may have paid in advance from the lessor, who had IOnly gone into the
transaction to finance the lessee's acquisition of the use of an asset
chosen by that same’' léssee without any technical role in relation to the
equipment's characteristics having been played by itself, so long as there
was still an opportunity under Article 10 (1) and {2) for the making of a
conforming tender, '

- 129. ~ While the authors of the draft Convention were not prepared to
give.the lessee a general right to withhold the payment of its rentals in
the: event of ‘a non-conforming tender, taking the view that the lessee
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basically had a streight choice;‘either to retein the eguipment and assert
its rights sgainst the supplier for non-conformity under Article ¢ (1) or
te reject it and recover whatever rentals and other monies it may have paid
to the lessor, they nevertheless did in the end recognise a temporary right
- the temporary nature of this right being brought out in the text of
Article 10 {(4) by employment of the word "meanwhile" - for the lessee to
withhold payment of its rentals, during that limited pericd of time
necessary for it to make up its mind, following the tender of
non~conforming equipment, whether to reject or not.

130. ~ However imperfect may be the use that the lesses may be able to
make of such non-conforming equipment, admittedly probably at a lower
capacity than that foreseen by the parties in their agreement, the authors
of the draft Convention were of the opinion that the lessor should be
entitled to ressonable compensation in respect of such beneficial use, if
any, of the equipment as the lessee may heve had, This right of the lessor
is spelled out in the second sentence of Article 10 (4).

131. - Under Article 10 (5) the lessee's right to reject the eguipment,
to terminate the leasing agreement and to recover any rentals and other
monies that it may have paid in advance snd temporarily to withhold payment
of its rentals while deciding whether or not to reject a non~conforming
tender are in effect stated to be the limit of the lessee'4® remedies
against the lessor in the event of the supplier's failure to deliver the
equipment in accordance with the terms of the supply agreement, save in one
set of circumstances: this is where the non-delivery, late delivery or
tender of non-conforming equipment is the lessor's own fault, which would
normally mean where the lessor had failed to settle the purchase price with
the supplier. In such a case Article 10 (5) leaves open the possibility
for the lessee te sue the lessor for any =additional loss, over and above
the compensation represented by its recovery of any rentalz and other sums
. it may have paid in advance, that it may sustain through the supplier's
failure to deliver the equipment in accordence with the terms of the supply
agreement.

Avticle 11

132, - This érticle deals:with the consequences of a lessee's default
in the performance of its duties under the leasing sagreement, notably
detailing the range of remedies this opens up for the lessor., As such ‘it
may be considered as constitufing those elements of =2 liquideted damages
clause which local law should not cut down. It is in no way intended to
limit the perties' freedom to stipulate =z liquidated damages clause of
their own in the leasing agreement, and as such was, with the exception of
paragraphs 3 and 4, intended to be open to derogation under Article 14.
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133. -~ The lessor's remedies are divided for the burposes of thig
article into two categories, those that it may‘exerqise in the event of . any
default by the lessee and ‘those that it may onily exercise where the
lessee's default is "substantial”. The former are treated in Article 11
(1) and the latter-in Article 11 (2). The draft Convention did not essay a
definition of either "default"“or‘”substantialrdefaglt" on the ground that,
given the limited objectives of both thiskarﬁiélé:ahd the draft Convention
in general, namely the establishmént of é'Basic rather than an exhaustive
" -legal framework for the atypical leasing transactibn, these were matters
best left to the parties in their agreement, all the moré 8¢ since consumer
transactions were excluded from the ambit of the draft Convention by
‘Artiele 1 (3} so that hoth parties to the typeé of :;easing agreement
envisaged here could safely be- considéred to be professionals.. In the. type
.of leasing done at the international "level, moreover, the rule as regards
~what is to be considered as ‘an event of default differs considefabl&ffrom
icontract to contract.  The ‘essential facfbr'bgﬁind thié.diffenéntiation
<lies in the degree ‘of ‘creditworthiness of “the individual iessée.‘:fThus the
better tht lessee's creditworthiness, the more the lessor will be hréparéd
to restrict the circumstances deemed under the lease to constitute default,
whereas the weaker the economic situation of the lessee the ﬁbre the lessor
-is going to be inclined to press for a more extensive interpretation of the
events constituting default. It should moreover be borne in migd that a
lessor 11 not press for the enforcement of its contractaal rights and
remedies upen the mere first occurrence of an event deemed in the leazing
agreement .to constitute default: leasing agreements customarily provide fér
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 forth'in

their agreement.

v_,7134. - The first remedy, set out in Article 11 (1), is for the lessor
to recover accrued unpaid rentals; together with intéreSt, in the event of
a default by the lessee in the performance of its duties under the leésing
agreement, ' -

135. -~ In the event of a "substential™ default by the lessee, on the
other hand, the lessor may also, according to Article ii (2), terminate the
leasing agreement. However, by virtue. of Article 11 (5), this right to
terminate is only exercisable.following the giving of notice by the lessor
to the lessee to. remedy. its default to the extent that the same may he
remedied. Article 11 (S) provides that the lessee must be given a
"reasonable” oppoffunity-of remedying its default., This restriction on the
lessor's right to. terminate the leasing- agreement is clearly designed to
meé%qust'phat coﬁgern alluded to in paragraph,133—éb0Ve, namely that the
leSségfs mere failure, for instance; .to pay one-of its rentals right on
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"“time should: not autometically bring down on- iti thefull ‘force: of the
-ganctions laid down' in the leasing agreement. Article’ 11 (B) recognises

that-thére will, of course, be some cases where the lessee will be unable
“ito remedy its default, in particular following its bankruptey, and in such
* cases it m&y reasonably be inferred from the language of Article 11 (5)
* that the serving of notice on the lessee and the subsequent need to await a
“ further reasonable period of time may pe dispensed with. We have had
“-pictasion: elsewher? t? comment on the word "reasonable" as employed in the
- draft “Convention, It suffices to recall here that it was considered
'*1happropriate to set specific time-limits in an’ instrument designed to be
~ of 1nternational applicatlon° '

138, - once the lessor hes terminated the leasing agreement, it not
before, it also - becomes entitled, under frticle 11 “(2)(9); to recover
‘posse551cn of the equipment and, under Article 11- t2360), ‘o Tecover such
compensation as may be necessary toc place 41t in ‘the posxtion in which it
would ‘have been had the lessee duly per‘formed its part of ' the  leasing
agreement and not defaulted. The fact that ‘the lessor's rlght to repcssess
is made contingent on its first having terw?nafed “the leasmng agreement
again reflects the concern adverted to above, namely that r990539551on
should not be used by th? lfssor as a means of exertxng pressure on the
legsee to pay its rentals but should only be posszble where the lessor
has already terminated the leasing agreement. . The rlght “to repossess ‘can
‘be qulte important for the lessor where the lessee is Unwilling t&" part
_w1th possession and given the reluctance of Common law”gurlsdictlons to
'entertaln applications for specific performance. Where' a lessee 1s,1n
 default, repossession may often represent for ‘the lesscr,_notw1thstand1ng
~ the fact that it is not a merchant and does not ordlnarliy deal in ‘such
_equlpment its best guarantee of salvaglng some of its 1nvestment as the
straitened circumstances that will probably have determlned the lessee s
default are Jjust as likely to affect its ablllty to meet a claim in

damages.

137. - The other remedy granted the lessor following its termination of
the leasing agreement, to wit the recovery of such compensation as mey be
necessary to place it in the p091t10n in which it would have been had the
lessee duly performed its duties under the leesing agreement, illustrates

{38) CFf. §126 above.

(37) idenm. .
(38} However, while such a concern might in some cases be justified in the context of a

domestic leasimg transaction, xt would seem to be 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 a fortnight to exert such pressure,
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the basic attitude of the sasuthors of the draft Convention regarding what
should be considered as 2 reasonable computation of the lessor's measure of
loss in svch circumstances. The. lessor's role in the transaction, as we
have seen, is at all‘times a narrowly financial role. It is accordingly a
very serious upset for the lessor's. financial calculations when, upon the
lessee's default, that is through ne fault of its own, it finds itself from
. one minute to the next obllged to repossess at"an unforeseen monment during
.- the term of “the 1ea51ng agreement " This upset will, moreover, be
compounded by various other factors, rresponsibility for which cannot
reasonably be attributed to the lessor. . For instance, the equ1pment will
frequently have been constructed specially to the lezgeé's spe01f1cat10ns,
rendering the lessor's task of finding someone willing to take it off its
hands all the more difficult, particularly at a price that w111 bear some
relation to 1its calculations when it embarked on  the transactlon.
Moreover, once: there has been a breach of the leasing agreement by the
lessee constituting "substantial default" and thus entitling the lessor to
repossess the leased asset, the lessee, in the absence of an additional
agreement prov1d1ng for the lessee's safekeeping of the asset pendlng its
collection by the lessor, would no longer be liable for any damage
sustained by the equlpment after such time. The aim of the authﬂrs of the
draft Convention was to ensure that the net effect of the compensation to
be paid under Article 11 (2){b) would be to place the lessor in the
position in which it would have been had it received the total number of
rentals  stipulated under the leasing. agreement, They refrained from
attempting to spell this out in greater detail, although their basic idea
was that the lessor should be able to recover an amount equivalent to the
discounted value of the lost future rentals, after giving credit against
that sum for the sum it would have received from ‘disposing of the
repessessed asset in a commercially reasonable manner, Fihally in
connection with Article 11 (2)(b) it should be noted that the authors of

" the draft Convention considered it worthwhile to spell out that the

compensation recoverable by the lessor under: this clause is subject to 1ts
duty to take all reasonable steps to mltlgate its loss, "

138, - The law governing minimum payment clauses is in many countries
.considered a-matter of public pollcy “and 1n recent years.-legisiation has
"ibeen passed, both:at the national and the supranatlonal level, giving the
courts a. wide  measure of dlscretlon in revising the sums fixed by the
7part1es in their agreement. Article 11 (3) is to be understood in this
"llght. It in no way seeks to oust the manifest right of the courts to
review the bargain struck between lessor and lessee: it merely states that,
in recognition of the current practice of lessors in attempting to
articulate their measure of damage in the form of such a liquidated damages
clause, the court should, in the event of a dispute arlslng, have regard,
in the flrst place at least, to the provisions agreed between the parties
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oq;the‘manngr_in which the compengation o ﬁg&pﬁiﬁhjpn the lessee upon
 default under Article 11 (2){b} is to be computéd,ﬁsubjéc%cai§éys_to its
. finding -that in the circumstances the compensation provided for. is
disproportionate, Clearly the factors involved in the court meking such an
-evaluation will be complex. For instance, the ecconomic conditibns may well
have .changed by the time that the ‘lessor comes.to repossess its asset
following the lessee's default so that the lesses's rental obligations as
- stipulsted under the leasing sgreement may be either higher or lower than
the current market price for a similar period of time. The difficulties
involved in proving the fairness of a given liquidated damages clause in
the light of such imponderables were considered to strengthen the case for
recognising the parties’ right to negotiate a remedy in anticipation of
default. The fact that Article 11 (3) provides that the parties’ agreement
on this matter is to.be enforceable between ‘them “unless such compensation
is disproportionate' was designed to. remind the perties, in perticuler a
legsor in a -powerful ' bargasining position, not *to overrsach in -their
negotiation of such & remedy. Given the difficulties -alluded to above
. regarding the computation’ of - fair compensation: in the  wake of default
rather than in anticipetion of the-same, the court in Tinding as -to the
disproportionateness- or otherwise of the individual 1liquidated damages
clause stipulated by the parties was intended by the authors of the draft
Convention to have regard to the situation obtaining at the time when the
leasing agreement was entered into, rather than the situation as it had
developed by the time of default. '

.%.139. - The effect of Article 11 (4} is to alter the range of remedies
exercisable by a lessor upen the lessee's default in those ceses where the
'leasing agreement  includes, ss it often will, an acceleration clause

“entitling the lessor upon the lessee's default to require immediate:payment
by the lessee of éllﬁthe“butétahding‘rent&lS'dueiundeb.that.agreement. “In
recognition’of the: injustice’ thet 'would be wrought by allowing the lessor
both to benefit from such an acteleration clausé eand to terminate the
;easing ‘agreement }'fHUSfbpeningﬁthefway fdr'itfalso to repossess the
equipment, which it could then sell or re-léage - Article 11 (4) reguires
the lessor in such a case to elect batween the exercise of one or the other
of these remedies. Thus where the lessor elects to terminate the leasing
sgreement, it is thefeby debarred from seeking to enforce guch an
acceleration clause. MareOVer,‘it wag the opinion of thé'authors_of the
draft Convention that, since the fact of suing for rentals presupposes that
there is 8 current leasing agreement on foot, the fact that the leasing
agreemenf has been terminated means that there is no longér any Jjustifica-
tion for the lessor to be sble to sue for such rentals. Finally it should
be noted that the same protection as that given the lessee. in respec%sgf
the lessor's termination of the leasing agreement referred to earlier

is also given to the lessee under Article 11 (5) in respect of the lessor's

(39) CF. §135 above.
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enforcement of an acceleration clause. Accordingly, the lessor can only

enforce such a clause after it has given the lessée notice of its duty to
'remedy its default and allowed. it:a further reasonable time-in which to do

so., _As with the provision relating .to: the lessor's  termination of the

leasing'agreement the lessor's duty to give the lessee notice of its duty
. to remedy its default and. to allow it a further reasonable. period of time

~in which to do so is made contingent.on %t ?elng possible for the lessee in
the c1rcumstances to cure its default, the . inference being  that the
lessor is otherw1se dlspensed of . the need to give the lessee such notice
and allow it such an addltlonal period of time, Co

-;Article 12
140, -~ Thls artlcle deals,'la 1ts flrst paragraph w1th the, questlon of
the lessor & a551gnment of all or part of Ats real rights in the .equipment
or all” or part of 1ts contractual rlghts under the leasing agreement and,
“in 1ts second paragraph w1th that of the lessee s right to assign..its
rlght to use’ the equlpment or any other rlghts it may. possess. under the

lea51ng agreement. ) As such it seeks to facilitate matters for. those
JuPlSdlCthﬂS that place legal restrlctlons on the transfer of rights. -

141. - The questlon of the lessor s aSSLgnment of all or part of Jts
rlghts is’ partlcularly crztlcal 1n those Jurlsdlctlons 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 1ndemn1f1cat10n benefits a53001ated w1th ownership, vest in the lessor,
“the latter will, by reason of the huge amounts of money involved, .put.up
only ‘a part of the capltal cost represented by, the purchase of the

' equ1pment. “For ‘the remainder it will have recourse to one or more lenders
who will assure their position by requ1r1ng an a551gnment to themselves. of
" the stream of rentals prov1ded for under the leasing agreement. It was
feared lest ‘without a provision on the llnes of Article 12 (1), there was
“a risk that such’ transactlons mlght by virtue of 1nvolv1ng more than,the
“three parties specified in Article 1 {1), fall ‘outside the scope of the
-draft" Convention, whereas for those countries for Whlch leveraged leas1ng.
iwwas important it was vital that such transactlons should come under the
draft Gorvention, all the more so given the" hlgh 1nc1dence of leveraged
1ea51ng transactlons among those countrles"1nternat10nal flnanclal lea51ng

operatlons. :

142, - Such transfers by the lessor of its rights'in the equipment or
under the leasing agreement are accordingly permitted under Article 12 (1).

{40} idem. .
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leasing agreement., Enshrinement in the draft Convention of this right of
assignment for lessees is particularly important for those countries with
planified economies. Circumstances might change during the currency of the
leasing agréement as a result of which the original lessee might drop out
of the picture. However, the person of the lessee is obviously a matter of
primordial concern to the lessor and this is why Article 12 (2) makes the
lessee's right of assignment subject to the lessor's consent. The lessee's
right of assignment is furthermore specified to be subject to the rights of
third parties.

Article 13

146. - It had all along been the intention of the authors of the draft
Convention that its application should extend to those sub- —-leasing
arrangements so common in international financial 19351ng transactions.
Evidence of this intention was to be found, for example, in the employment
of the term "real rights" rather than "title" in Article 5 (1) and (2). At
its final session the committee of governmental experts nevertheless judged
it opportune to include a provision in the future Convention expressly
extending its application to sub-leases. An alternative formula, involving
ah amendment to +the sphere of applicatien provisions ‘bf the draft
Uonvention, was rejected as making those provisions over cumbersome,
although it was recognised that the rightful place of this provision might
well finally be in the sphere of application provisions of the future

Convention.

147, - The effect of paragraph 1 is that, in the case of a financial
sub-leasing transacticon, the sub-lessor is to be treated as the lessor for
the purposes of the draft Convention, the sub-lessee as the relevant lessee
and the supplier from whom the lessor acquired the equipment as the
relevant supplier. Article 13 (2) deals with the situation where there is
a series of transactions involving the same equipment including more than
one financial leasing transaction. It provides. that in respect of such a
series of transactions the last financial lessor is to be treated as the
relevent lessor and the party who supplied the first flnanclal legsor as
the relevant supplier.

Ariicle 14

148. ~ This article is a provision found 1in most internationsal
commercial law Conventions. It reflects the idea that Conventions in the
commercial law field should not as a rule deprive the parties of. their
freedom to choose alternative rules to govern their transaction. While no
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decision was taken on which provisions, if any, of- the future”Convention
should be mandatory, the committee of governméntal experts made ‘a
preliminary examlnatlon ‘of the issues involved. Some represenfativéé felt
that, given the commercial nature of all the partles to the transaction and
"the need to allow for further evolution of the leasing technique, the
entire text should be amenable to exclusion. Others felt that the
application of certain provisiohs'at least needed to be guaranteed. It was
the unanimous feeling of the committee, on the other hand, that the parties
should not ‘be free to contract out of the sphere of application provisions
of the future Convention, even though it was not felt that this needed to
be stated explicitly in Article 14. The authors of the draft Convention
were at all times conscious of the risks inherent in the effect of these
provisions beirig able to be changed at will, in particular in view of the
delicate balance between the interests of - the parties to the transaction
established throughout the draft Convention as a whole. ' '

149. - The committee of governmental experts accordingly drew up itwo
rules, one (Article 14 (1)) permitting the tdtal exclusion of the future
Convention and the other (Article 14 (2)}) guaranteeing the application of
certain of its provisions., That allowing for total exclusion was placed in
square brackets to indicate that this was a matter which the committee of
goveérnmental experts Judged involved a policy decision, which was better
left to be taken at the diplomatic Conference. In Article 14 (2} the
 committee, on the other hand, made an attempt to identify those provisions
which it felt should be made mandatory. The effect of this provision would
be, subject to some uncertainty as to the precise status of Article 7 {2)
in this regard, ‘to leave. ‘the parties free, in their relations with each
‘other, to derogate from or vary all provisions of the future Convention
save Article 11 (3) ‘and (4), that is the provision dealing with the
enforceability of minimum payment clauses, a question considered to be 2
matter of public policy in certain jurisdictions, and that precluding the
‘lessor from both terminating the leasing agreement and enforcing an
acceleratl?n clause. There was also, as we have had occasion to note
elsewhere, a certain body of feeling within the committee of
governmental -experts ‘that the lessor's warranty of gquiet possession was of
the essence of a finance lease and that Article 7 {2} should accordlngly
alse be made mandatory. This point of view did not, ‘however, command more
thsn minority support, the point being made that it was invarisbly the
practice in financial leasing transactions for the lessor's warranty of
quiet possession to be excluded. It was eventually judged wise to leave
the decision on this question to be taken at the diplomatic Conference, a
reference to Article 7 (2) accordingly being inserted in Article 14 {2) in
square brackets. Finally a propos. of Article 34 (2) it should be noted that

(41) CFf. §106 above.



- 78 -

it only proposes to give the parties the right to contract out of those
provisions which concern their relations with one another and that as »a
result the provisions of Articles 5, 6, 14 and 15 are also clearly not
intended to be subject teo the parties' agreement.

Article 15

150. — This is another provision which has now become a common feature
of international Conventions in the commercisl lsw field., It is addressed
principally teo those called upon to decide cases involving the
interpretation of the future Convention, that is judges and arbitrators.
If the objectives of the authors of the draft Convention in seeking to
establish an international uniform legal infrastructure for financial
lessing transactions are not te be thwarted by those called upon to
interpret its provisions, it is clearly essential, as proclaimed in Article
15 (1}, that they have regard to the international character of the draft
Convention and to the need to promote uniformity in its application, in
other words that they avoid the first opportunity to interpret it in the
light of the principles and traditions of their own legal system. The
provisions of Article 15. (1) furthermore exhort those called upon to
interpret the future Convention to have regard to .the need to ensure the
observance of good faith in internationsal trade. "International trade" in
the sense which the authors of the draft Convention wished to give it in
this provision is to be read as including internstional investment.

151, - The other factor to. which those called upon to interpret the
future Convention are exhorted to have regard under the terms of Article 15
{1} is its object and purpose as set forth in the Preamble. This reference
to the Preamble in the provisions on interpretation clearly underscores the
draft Convention's commitment to maintaining a fair balance of interests
between the different parties to international financial leasing
transactions.

152, - Article 15 (2) seeks to ensure that the special distinct status
conferred on the particular type of leasing transaction addressed by - the
draft Convention will not be Jeopardised as regards all those many issues
which have not, both consciously and unconsciously, been specifically dealt
with in the draft Convention. It would again be undesirable if the
objectives of the authors of the draft Corivention were to be thwarted by-
Judges and arbitrators filling in these gaps on the beasis of the solutions
of ‘their domestic law, all the more so given that it was precisely the
inadequacy and inappropriateness of these solutions which provided the
starting point for Unidroit's initiative on this subject. Article 15 (2)
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accordingly provides that matters not expreasly settled in the draft
Convention but which are nevertheless governed by the same are to be

‘settled in conformity with the general principles on which it is based and

the law applicable by virtue of the rules of private international law. It
will be noted that, unlike the Vienna Sale. Convention (Article 7) and the
Geneva Agency Convention {Article 6), which provide that the applicable law
is only to be referred to for the settlement of a given matter where it
proves impossible in respect of that matter to glean any general principles

_on which the Convention in question is based, in the case of the draft

Convention such general principles and the applicable law are put on an
equal footing. The basic reason underlying this departure was, on the one
hand, what was feared might prove to be the difficulty of gleaning general
principles from the draft Convention and, on the other, the important role
that rules of conflict play in determining the sphere of application of the
draft Convention.
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