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By Brett Boehm

Let’s face it: Collections work is 
not for every attorney. But it has 
been my experience that with 
a commitment to some funda-
mental operating principles and 
a focus on building a mutually 
beneficial relationship, both the 
collections attorney and his or 
her client can develop and main-
tain a long-term working relation-
ship that really is, for all intents 
and purposes, a partnership.

Of course, I am coming at this 
from a client’s perspective: My 
company buys commercial debt, 
primarily from equipment leas-
ing companies, banks and other 
asset-based lenders that have de-
cided not to attempt to recover 
it — or perhaps attempted but 
were unsuccessful. We purchase 
these debts after they have been 
“charged-off” by the leasing com-
pany or other lender who has 
decided that its best hope for 
collecting any return from these 
charge-offs is to sell them to us.

When my partners and I 
founded our company 15 years 
ago, we knew the key to making 

By Philip H. Spector

I n January, the U.S. Court of Appeals for the Federal Circuit handed down its 
decision in Consolidated Edison Company of New York, Inc. v. United States, 
No. 2012-5040 (Fed. Cir. 2013), rev’g 90 Fed. Cl. 228 (2009). See LJN’s Equip-

ment Leasing Newsletter Sept. 2008, Oct. 2008 and Jan. 2010. The decision reverses 
the only lower court case that had decided a LILO or SILO transaction in favor of 
the taxpayer, and likely ends the decade-long litigation of these contentious lever-
aged lease cases. While the reversal was not unexpected in light of recent appellate 
cases disallowing LILO/SILO tax benefits, the decision has had the, perhaps, unin-
tended effect of calling into question the use of lessee fixed-price purchase options 
in sale-leasebacks and other more conventional equipment leasing transactions.

In a typical LILO, the taxpayer, acting through a grantor trust, leases assets from 
a tax-exempt entity (e.g., a domestic municipal transit agency or a foreign entity not 
subject to U.S. income taxation) under a primary or ‘‘head’’ lease. A SILO transac-
tion is similar, except that the head lease term is deliberately structured to extend 
beyond the remaining useful life of the asset, so that it is treated as a sale for tax 
purposes. At closing, the taxpayer will make a significant payment to the lessee, 
either the purchase price for the property (in a SILO) or a partial prepayment of 
its head lease. The taxpayer then leases the property back to the tax-exempt entity 
under a net lease, where the lessee retains substantially all rights and responsibili-
ties to use and maintain the property during the lease term.

At the end of the lease, the lessee may exercise an option to acquire the tax-
payer/lessor’s interest in the property. The exercise price is a fixed amount deter-
mined at the inception of the transaction based on an appraisal. The price is equal 
to or greater than the property’s projected fair market value at the lease expiration 
date. If the lessee does not exercise its option, what happens next varies from 
LILO to SILO. With a LILO, the taxpayer/lessor typically may compel the lessee 
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it succeed would be found in build-
ing and developing a network of at-
torneys who could represent our in-
terests. Nothing we have learned in 
the past decade and a half has con-
vinced us that there is any greater 
priority to our ongoing success than 
hiring, cultivating and compensating 
the best attorneys we can find. Our 
ultimate return is only as good as 
the efforts of our attorneys. There-
fore, building a partnership with 
them and earning their loyalty are 
key factors in our success.

I’d like to share some of what 
we’ve learned about how building 
this kind of mutually beneficial rela-
tionship with our attorneys has been 
a key component of our success — 
and theirs.
Hiring a Partner

Our most successful relationships 
begin with the “hiring” of our attor-
neys. No, the attorneys who repre-
sent us all across North America are 
not, in fact, our employees; they are 
independent subcontractors who 
handle the local litigation associated 
with our claims. We maintain a da-
tabase of attorneys throughout the 
country so we have one at the ready 
in most jurisdictions of each state.

It goes without saying that our at-
torneys must have expertise in the 
area we’re looking to hire them for: 
collections litigation and judgment 
recovery. We always want to verify 
that any attorney we hire primarily 
or exclusively handles our type of 
work. Ideally, we want an attorney 
who deals exclusively in collections, 
not a general practitioner who is 
one day doing real estate closings, 
the next day doing estate planning, 
and maybe rounding out his or her 
week with civil litigation.

Collections litigation is a special-
ized area of the law, and, while cli-
ents certainly welcome new attorneys 
who are eager to immerse them-
selves in it and learn its intricacies, 
they will expect a full-time commit-
ment to learning and applying what 
they’ve learned. Most clients cannot 
afford to have an attorney who is 
“just testing the collection waters” to 
see if it’s right for him or her; they 
most prefer someone fluent and ex-
perienced in collections work or, at 
the very least, committed to focusing 
solely on learning it.
HelPing to Build a 
Working relationsHiP

Beyond this specific focus, every 
attorney has his or her individual 
strengths, preferences and quirks, 
and our staff recognizes these and 
uses that knowledge to allow us to 
work best together. In short, our com-
pany’s staff makes sure our attorneys 
stay on the ball and that nothing falls 
through the cracks. They also make 
sure that the attorney gets quick re-
sponses and all materials necessary 
for resolving a claim in a prompt 
manner upon request. Once a matter 
is resolved, they account for all the 
costs and fees and confirm receipt of 
the requisite proceeds.

One critical area a client will al-
ways look into when hiring an attor-
ney is to see that the attorney’s office 
is organized in such a way as to work 
best for the client. The simple ques-
tion is: “Is the attorney set up to take 
on your type of work?” While any re-
sponsible client will make every ef-
fort to organize cases and supporting 
documentation as thoroughly as pos-
sible, we look for attorneys who have 
a robust enough infrastructure and 
support staff in their office to enable 
them to work efficiently.

Frankly, a sole practitioner who 
doesn’t have support staff is not  
going to be happy with our files 
because we’re dealing in volume. If 
that lone attorney is the one prepar-
ing and organizing the documents, 
doing the initial research, drafting 
the complaints, and doing all the 
detail work, he or she is not going 
to be able to make enough money 
to cover his or her time.
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By Thomas Fawkes and  
Elizabeth L. Janczak

In filing for bankruptcy, one of the 
most important decisions a debtor 
makes is with regard to debtor-in-
possession (“DIP”) financing. Typi-
cally, a debtor negotiates with its 
pre-petition lender who then financ-
es the Chapter 11 case. In return, the 
lender is granted certain protections 
from the debtor ranging from su-
perpriority administrative expenses 
to adequate protection replacement 
liens to indemnification of the lender 
under certain circumstances.

The typical DIP financing indem-
nification provision applies only to 
the post-petition financing agree-
ment. However, some lenders have 
insisted upon indemnification for 
pre-petition acts as well. This article 
examines the typical DIP financing 
indemnification provision and the 
less frequently seen pre-petition in-
demnification provision, and exam-
ines the effect of pre-petition indem-
nifications on the bankruptcy estate.
tyPical indemnification  
Provisions

Not all DIP financing agreements 
have indemnification provisions. For 
those agreements that do contain 
indemnification provisions, a debtor 

must usually indemnify the lender 
and hold it harmless from losses, 
claims or expenses that the lender 
may incur with respect to the DIP 
financing agreement and related 
documents. See, e.g., In re N.Y. Choc-
olate & Confections Co., 10-30963 
(Bankr. N.D.N.Y.), ECF No. 8-1; In re 
Bedford Commc’ns, Inc., 10-10902 
(Bankr. S.D.N.Y.), ECF No. 7-1; In re 
WorldSpace, Inc., 08-12412 (Bankr. 
D. Del), ECF No. 87-1, 87-2, 87-3.
indemnification for  
Pre-Petition conduct

At least three cases in recent years 
have extended lender indemnifica-
tion to pre-petition conduct. How-
ever, the indemnification provisions 
in each were accomplished in dif-
ferent ways.

The DIP financing agreement in 
In re Ames Department Stores, Inc. 
provided that certain pre-petition 
letters of credit were to continue, es-
sentially rolling all pre-petition obli-
gations into the post-petition obliga-
tions. In re Ames Dept. Stores, Inc., 
et al., 01-42217 (Bankr. S.D.N.Y.), 
ECF No. 6-1. These obligations were 
subject to further terms, including 
an indemnification provision that 
provided that the debtors:

shall jointly and severally indem-
nify and hold harmless each of 
[the lenders] … from and against 
any and all suits, actions, … and 
expenses … that may be insti-
tuted or asserted against or in-
curred by any such Indemnified 
Person as the result of credit 
having been extended … and in 
connection with or arising out 
of the transactions contemplated 
hereunder and thereunder … 
arising out of or incurred in con-
nection with disputes between or 
among any parties to any of the  
Loan Documents … Id. at § 1.13.
Similarly, in In re Crdentia Corp., 

the debtors and the pre-petition 
lender entered into a ratification of 
the pre-petition credit agreement in 
lieu of a newly executed post-peti-
tion agreement, In re Crdentia Corp., 
et al., 10-10926 (Bankr. D. Del.), ECF 
No. 28-4, and the debtors and the 
lender jointly entered into a cash 
collateral budget. Id., Ex. C. The pre-
petition agreement provided for in-
demnification of the lender against, 

among other things, any and all 
claims and losses connected with the 
use of the proceeds of the loans and 
any litigation relating to the loans, 
except for expenses arising from an 
unexcused breach of the agreement 
or willful misconduct or gross negli-
gence of the lender. Id., Ex. A § 9.2.

Finally, in In re Giordano’s En-
terprises, Inc., the DIP financing or-
der entered by the court provided, 
among other things, that the debtors 
“shall indemnify and hold harmless 
[the lender] in accordance with the 
Postpetition Credit Agreement and 
the Prepetition Credit Agreement.” 
In re GEI-RP, 11-06098 (Bankr. N.D. 
Ill.), ECF No. 103 at ¶ 15. The DIP fi-
nancing agreement provided for an 
indemnification for actions relating to 
pre-petition indebtedness, including:

any and all losses, claims, … 
and related costs and expenses, 
including without limitation, 
reasonable counsel fees and 
expenses, … arising out of any 
claim, action, suit, litigation, 
investigation or proceeding … 
which may be imposed on, in-
curred by, or asserted against 
any Indemnified Person … in 
any manner relating to or aris-
ing out of this Agreement, the 
Related Documents, or any act, 
event or transaction related or 
attendant hereto or thereto … 
provided, however, that such 
indemnity shall not apply to 
any such losses, claims, dam-
ages, or liabilities or related ex-
penses determined by a court 
of competent jurisdiction to 
have arisen from the gross neg-
ligence or willful misconduct of 
such Indemnified Person. Id., 
Ex. A § 7.2(r), ECF No. 9-1.
“Related Documents” included 

any documents executed in con-
nection with the “Indebtedness.” 
Id. at ¶ 7.1. “Indebtedness” was de-
fined as including the debts under 
the pre-petition credit agreement. 
Id. Though no objection had been 
raised at the time that the DIP fi-
nancial motion was considered, at a 
subsequent hearing on a related ad-
versary proceeding, Judge Eugene R. 
Wedoff stated that the indemnifica-
tion provision in the DIP financing 

The Scope of  
Indemnification 
In DIP Financing 
Agreements

The Effect of Pre-Petition  
Indemnification Provisions

Thomas Fawkes is a partner and 
Elizabeth L. Janczak is an associ-
ate in the Bankruptcy and Finan-
cial Restructuring Practice Group of 
Freeborn & Peters LLP in Chicago. 
Fawkes represents debtors, credi-
tors’ committees, Fortune 500 com-
panies, asset purchasers, financial 
institutions, creditor trusts and court-
appointed trustees in complex bank-
ruptcy and restructuring matters. 
They can be reached at tfawkes@
freebornpeters.com or 312-360-6468 
and ejanczak@freebornpeters.com 
or 312-360-6722, respectively. continued on page 4
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to renew the sublease for an addi-
tional period (for rent set at 90% to 
95% of the projected rental value). 
In a SILO, different options apply if 
the lessee elects not to exercise the 
purchase option. The lessee must 
locate a third-party operator for the 

property and obtain nonrecourse re-
financing of the lessor’s outstanding 
debt. Payments under the third-party 
service contract must be sufficient 
to repay the nonrecourse financing. 
The principal tax benefits claimed by 
the taxpayer are deductions for head 
lease rent (in a LILO) or for deprecia-
tion (in a SILO) and interest on the 
nonrecourse debt.

controversial financing and 
security arrangements

The financing and security ar-
rangements for LILOs and SILOs are 
particularly controversial. The con-
troversy arises from the “economic 
defeasance” of the lessee’s obliga-
tions and the resulting circular pat-
tern of the movement of borrowed 

Con Ed Reversal
continued from page 1

continued on page 5

agreement “trouble[d] him greatly,” 
Gesas v. Apostolou, Adv. No. 11-
02477 (Bankr. N.D. Ill.), ECF No. 23 
at p. 5, and that had it been brought 
to his attention at the time he would 
have refused to enter the order, as 
“[t]here is simply no reason why, as 
a condition for getting post-petition 
lending, a debtor should incur an 
indemnification obligation for activ-
ity of the lender that had nothing 
to do with the post-petition lend-
ing. … ” Id. at p. 7.  Judge Wedoff’s 
comments suggest that, at the least, 
courts disfavor pre-petition indem-
nification provisions and, perhaps, 
may be amenable to a challenge of 
such a provision.
effect of Pre-Petition  
indemnification on tHe 
BankruPtcy estate

Pre-petition indemnification pro-
visions are uncommon in DIP fi-
nancing agreements, perhaps be-
cause such provisions can have a 
detrimental effect on the bankruptcy 
estate and its creditors, and can af-
fect other aspects of the case as well.

For example, in Ames, the pre-pe-
tition indemnification substantially 
affected the pool of assets avail-
able to general unsecured creditors. 
LFD Operating, Inc. commenced 
an action in state court against GE 
Capital Corporation (“GECC”), the 
DIP lender, for the return of certain 
proceeds which LFD claimed GECC 
improperly received from the debt-
ors pre-petition. LFD Operating, 
Inc. v. Gen. Elec. Cap. Corp. (In re 
Ames Dept. Stores, Inc.), Case No. 
06 CV 5394, 2008 WL 7542200, at *1 
(S.D.N.Y. June 4, 2008). The debtors 
and GECC disagreed as to whether 

GECC was entitled to indemnifica-
tion in the LFD litigation; ultimately, 
the debtors and GECC stipulated to 
establish an escrow account in the 
amount of $11.5 million for litiga-
tion costs. ECF No. 1217.

In examining whether the bank-
ruptcy court had core jurisdiction 
over the litigation, the District Court 
for the Southern District of New York 
explained that the indemnification 
issue had a significant impact on the 
estate’s administration, given that the 
substantial amount of funds to be set 
aside for the action called into ques-
tion the estate’s administrative sol-
vency. Id. at *7. Thus, not only did 
the pre-petition indemnification pro-
vision affect the administrative sol-
vency of the bankruptcy estate, but 
it also factored heavily into whether 
the bankruptcy court had core juris-
diction over the litigation.

In Giordano’s, the estate funded 
the litigation costs of the DIP lend-
er, Fifth Third Bank (“Fifth Third”), 
in a state court lawsuit filed against 
Fifth Third by the former principals 
of the debtor based upon certain 
alleged pre-petition misdeeds. GEI-
RP, ECF No. 1203, at ¶ 12.

Having already reimbursed more 
than $100,000 of Fifth Third’s liti-
gation costs, and in light of the 
risk of substantial additional reim-
bursement obligations, the Chapter 
11 trustee filed a motion to settle 
certain claims associated with the 
former principals by, among other 
things, transferring to the former 
principals cash and real property 
having an aggregate value in excess 
of $2 million. Id. at ¶¶ 18, 20, 21, 
24 and 34. In exchange, the princi-
pals agreed to release their claims 
against the estate and against Fifth 
Third with respect to the state court 
action, thereby relieving the es-

tate of future indemnification ob-
ligations, except for an additional 
$200,000 should a non-released de-
fendant bring Fifth Third back into 
the litigation. Id. at ¶ 24.

At the time of the settlement mo-
tion, the estate had approximately 
$4 million in cash, and expected to 
receive an additional $1.3 million 
from liquidation of remaining estate 
assets. Id. at ¶ 10. The Chapter 11 
trustee estimated that the net assets 
available for unsecured creditors 
was approximately $3.8 million. Id.

The Official Committee of Unse-
cured Creditors filed a motion to de-
termine the scope of the indemni-
fication provision and an objection 
to the settlement motion, alleging, 
among other things, that the indem-
nification was unenforceable — in 
that the claims asserted against Fifth 
Third were based on alleged willful 
misconduct — and that a settlement 
that diverted substantial estate value 
to the former principals was improp-
er on its face. The court denied the 
motion and overruled the objection, 
approving the settlement motion on 
grounds that notwithstanding the 
less than exemplary conduct of the 
principals, the settlement payment 
represented an appropriate exercise 
of the trustee’s business judgment.
conclusion

In light of the adverse effects 
that a pre-petition indemnification 
provision can have on a bankrupt-
cy estate, debtors should carefully 
consider whether such a provision 
is in the best interest of the estate, 
and creditors and creditors’ commit-
tees should pay careful attention to 
proposed DIP financing agreements 
containing such provisions.

DIP Financing
continued from page 3

—❖—
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funds and of rental and purchase op-
tion payments. At the closing of the 
typical transaction, nearly all of the 
proceeds of the sale of the property 
(or the head lease prepayment in the 
case of a LILO) are deposited by the 
lessee in deposit accounts and/or 
used to purchase payment undertak-
ing agreements from affiliates of the 
lenders. These deposit accounts and 
similar arrangements are designed 
to generate revenues that match in 
timing and amount the lessee’s on-
going rent payment obligations and 
the fixed-price purchase option if the 
lessee elects to exercise it. The de-
posits are also pledged to the lessor 
as collateral security for the lessee’s 
lease payment obligations. The re-
mainder of the closing date proceeds 
that are not set aside in the defea-
sance accounts is retained by the les-
see (usually around 5% to 10% of the 
proceeds and referred to by the IRS 
as the lessee’s “accommodation fee”).

Taxpayers have been unsuccessful 
defending LILO/SILO transactions. 
Most courts have viewed the lessee’s 
purchase option as reasonably cer-
tain to be exercised and paid from 
the defeasance accounts. Under this 
application of the “substance over 
form” doctrine, the taxpayer never 
acquired tax ownership of the prop-
erty (or head lease interest in a LILO) 
because it was likely to be repur-
chased by the lessee. Because it was 
almost certain that the lessee would 
exercise its purchase option, the 
taxpayer’s potential for upside ap-
preciation in asset value was capped 
by the option and its downside re-
sidual value risk was minimized, 
depriving the lessor of the benefits 
and burdens of ownership. Exercise 
was almost certain because the de-
feasance accounts provided a ready 

source of funds, making the exer-
cise “free” to the lessee (a mislead-
ing idea because the money in those 
accounts belonged to and would be 
required to be returned to the lessee 
if it did not exercise the purchase 
option). Exercise was also highly 
likely because the alternatives to the 
purchase option were too onerous, 
disruptive to the lessee’s operations 
and more economically burdensome 
(costly) when compared with the 
purchase option. Exercise was also 
expected because the property was 
essential to the lessee’s business op-
erations, which were frequently as-
sets that provided key services to the 
public — like public transportation, 
water and electricity. See BB&T Corp. 
v. United States, 523 F.3d 461, 469 
(4th Cir. 2008), AWG Leasing Trust 
v. United States, 592 F. Supp. 2d 953 
(2008), Altria Group Inc. v. United 
States, 658 F.3d 276 (2d Cir. 2011), 
Wells Fargo & Co. v. United States, 
641 F.3d 1319 (Fed. Cir. 2011). See 
LJN’s Equipment Leasing Newsletter, 
March 2010 and July 2011.
a symPatHetic vieW

Until its reversal on appeal, Con-
solidated Edison was the only LILO/
SILO case decided in favor of the tax-
payer. The lower court took a much 
more sympathetic view of the evi-
dence presented by the taxpayer as 
to the likelihood of exercise of the 
purchase option. Unlike in BB&T 
and AWG, the court did not consider 
the exercise of the purchase option a 
“virtual certainty.” In contrast to the 
open skepticism exhibited by other 
courts, the judge in Con Ed seemed 
favorably impressed with the thor-
oughness of the appraisal and other 
expert reports provided as proof 
that alternatives to the purchase op-
tion were viable and that the pur-
chase option was not certain to be 
exercised. Taking the transaction as 
a whole, the effect of the defeasance 
accounts was to reduce credit risk. It 
did not release the lessee from the 
legal obligation to pay rent and did 
not render the nonrecourse debt il-
lusory. Because exercise of the pur-
chase option was not certain, the 
court believed the taxpayer’s invest-
ment in the residual value of the 
lease remained subject to market risk 
and should be respected.

Moreover, although the decision 
did not ultimately turn on eco-
nomic substance/business purpose 
grounds, the lower court found that 
the taxpayer had credibly demon-
strated substantial business reasons 
for engaging in the transaction. Con 
Edison is a utility, its lessee was a 
Dutch utility and the property in 
question was an electric generation 
plant located in the Netherlands, so 
the asset had logical connections to 
Con Edison’s own operating busi-
ness (in distinction to most of the 
other LILO/SILO investors — banks 
with no direct experience operating 
the kinds of assets leased). However, 
the strong business-purpose case 
was not enough to uphold the tax-
payer victory on appeal.
on aPPeal

The Con Ed decision was reversed 
on appeal on the grounds that it ap-
plied the wrong standard in evalu-
ating whether the lessee’s purchase 
option should be deemed exercised. 
The lower court had found for the 
taxpayer because (among other rea-
sons) the taxpayer had demonstrated 
that the lessee’s exercise of the pur-
chase option was not a “virtual cer-
tainty.” Two years after the Con Ed 
lower court rendered its decision, the 
Circuit Court for the Federal Circuit 
handed down its opinion affirming 
the government’s position in Wells 
Fargo. According to the Con Ed ap-
peals court, its decision in Wells Far-
go requires that the lessor not have a 
“reasonable expectation” that the les-
see will exercise its purchase option. 
The appellate court then applied this 
correct standard to the lower court 
record and concluded that while ex-
ercise may not have been a virtual 
certainty, the evidence clearly sup-
ported the conclusion that Con Ed 
reasonably expected the lessee to 
exercise its purchase option. The Cir-
cuit Court explained as follows:

The Claims Court applied the 
wrong standard — understand-
ably because, at the time that it 
rendered its decision, the Claims 
Court here did not have the 
benefit of our Wells Fargo deci-
sion. … While the district court 
found that the options at issue 

Con Ed Reversal
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in Wells Fargo were virtually cer-
tain to be exercised and we held 
on appeal that this finding was 
not clearly erroneous, we made 
clear that the relevant standard 
was reasonable likelihood. In 
evaluating whether the LILO 
Transaction in this case must be 
recharacterized, Wells Fargo re-
quires that we assess whether 
a prudent investor in ConEd’s 
position would have reasonably 
expected that [the lessee] would 
exercise the purchase option. As 
we stated in Wells Fargo:
“We have never held that the 
likelihood of a particular out-
come in a business transaction 
must be absolutely certain be-
fore determining whether the 
transaction constitutes an abuse 
of the tax system. The appropri-
ate inquiry is whether a pru-
dent investor in the taxpayer’s 
position would have reasonably 
expected that outcome. Charac-
terization of a tax transaction 
based on a highly probable out-
come may be appropriate, par-
ticularly where the structure of 
the transaction is designed to 
strongly discourage alternative 
outcomes.”
641 F.3d at 1325-26 (emphasis 
added). This language makes 
clear that a “reasonable expec-
tation” standard, rather than a 
“certainty” standard, governs the 
recharacterization of transac-
tions under the substance-over-
form doctrine.
Note that in the very same para-

graph of the quoted language from 
Wells Fargo the court enunciated 
yet a third standard — “highly prob-
able.” It raises the question whether 
the Wells Fargo court really meant 
to be as definitive about “reasonable 
expectation” as the Con Ed court 
concludes. Since it is the same court, 
it is fair to conclude that they really 
did mean it.
tHe real legacy

The reversal of the decision in Con 
Ed is not controversial in the context 
of LILO/SILO transactions. After all, 

these transactions had fixed-price 
purchase options and defeasance ac-
counts, funded at closing with 90%-
95% of sale proceeds, that ballooned 
to the fixed option price, and that 
were pledged as collateral to secure 
the lessee’s payment obligations (in-
cluding the purchase option price). 
The assets that were the subject of 
these leveraged sale-leasebacks were 
in most cases essential to the lessee’s 
business operations, in many cases 
assets used in providing a public ser-
vice. The ease with which the lessee 
could simply apply the defeasance 
proceeds to re-acquire the property 
made exercise attractive, even if the 
fixed price marginally exceeded the 
costs and burdens the lessee would 
endure should it not exercise the 
purchase option. It is not a long 
jump from “virtual certainty” to “rea-
sonable expectation” in the context 
of LILO/SILO transactions.

The real legacy of this particular 
opinion will be the scope of its ap-
plication in simpler cases where it 
may be more difficult to evaluate 
the likelihood that the lessee will 
exercise a purchase option. Because 
the case involves a LILO/SILO trans-
action, the temptation is to assume 
that the case is “limited to its facts” 
and its principles not applicable 
outside the context of LILO/SILO or 
similarly complicated, tax-informed  
leasing transactions. Because it is a 
LILO transaction, the Con Ed case is 
a relatively easy one to decide under 
the court’s “reasonable expectation” 
standard. But what of other transac-
tions that do not possess the features 
that create the fatal “ownership loop” 
in a LILO/SILO? Transactions with 
purchase options set at fair market 
value (rather than a fixed amount 
based on expected fair market val-
ue)? Transactions with no defeasance 
or with considerably less defeasance 
than LILO/SILO transactions?

Given the scope of the language 
used in the opinion (“a ‘reason-
able expectation’ standard, rather 
than a ‘certainty’ standard, governs 
the recharacterization of transac-
tions under the substance-over-form 
doctrine”), and the lack of any lan-
guage limiting its application, will 
the IRS or a court require the lessor 
in any lease with a purchase option 

to demonstrate that it lacked a rea-
sonable expectation that the lessee 
would exercise the option? If a lease 
has a lessee purchase option at fair 
market value, does this end the in-
quiry? If the lease has a fixed price 
purchase option but with little or no 
defeasance, does this preclude a rea-
sonable likelihood of exercise? Can 
other, non-economic factors, create a 
reasonable expectation in the mind 
of a lessor that a lessee will exercise 
a purchase option? If so, how should 
a lessor go about creating a record 
that demonstrates that it was un-
aware of any such factors?

The Con Ed case provides some 
guidelines, at least in the LILO/SILO 
context. The court pointed to the fol-
lowing factors as indicating that the 
taxpayer failed to meet its burden of 
proving that the lessee’s exercise of 
the purchase option is not reason-
ably likely. First, a record of a con-
temporaneous statement made by a 
Con Ed financial officer in response 
to a question from the taxpayer’s ac-
countant to the effect that the lessee’s 
exercise was reasonably assured be-
cause the lessee had done its eco-
nomic analysis on the assumption 
that the property would be repur-
chased. Second, the taxpayer’s own 
internal financial projections did not 
fully evaluate the alternatives to the 
purchase option. Third, the appraisal 
obtained by the taxpayer (inexplica-
bly) failed to mathematically demon-
strate that the fixed purchase option 
price exceeded the costs that the les-
see would incur if it elected an alter-
native end-of-term option, and hence 
that exercise of the purchase option 
was not economically compelled. Fi-
nally, non-economic factors, such as 
the asset being an essential operat-
ing asset and the lessee’s financial 
accounting treatment, are considered 
along with the economic analysis.

One tax commentator has re-
marked about the Con Ed decision: 
“the result is what I would have ex-
pected to see in a sane world where 
a transaction is entered into pre-
dominantly for the tax benefits and 
would not have been entered into 
if those tax benefits did not exist.” 
Since he has described most lever-
aged and single-investor equipment 

continued on page 7
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But if that attorney has a staff 
that can handle the time-consuming 
detail work and is trained to use a 
form-based complaint — basically, 
fill in the blanks — all that needs to 
be done by the attorney is to review 
the filing, sign off on it, and see to 
it that the clerk makes sure it gets 
filed and served. With this kind of 
support staff and the attorney only 
involved directly when matters go 
to court or interaction with the ob-
ligor is necessary, the attorney can 
work very efficiently and cost-effec-
tively. Of course, if there’s a legal 
representative on the other side or 
when it’s time for settlement, the at-
torney will be expected to jump in 
and get things resolved — as they’re 
the only ones licensed to practice 
law and approve a settlement. 

But regardless of how much sup-
port the attorney has, it’s always 
important for the client to include 
all necessary documents and notes 
so the attorney has a good picture 
of the situation and the requisite 
items to proceed with collection and 
a lawsuit. A complete and well-or-
ganized file is especially critical for 
an attorney working in a small of-
fice, and it’s important to have that 
file in the attorney’s hands as soon 
as possible. Often, the early stages 
of the collection process can move 
forward very quickly, and a settle-
ment can appear at any time. When 
the debtor first calls our attorney, he 
or she almost always has a “story” to 
tell. So it’s good for the attorney to 

have all of the documentation in a 
well-organized file to be up to speed 
on the facts and have a way to gauge 
whether the debtor is bluffing or not.

And, of course, the attorney has 
responsibilities toward his or her 
client. The attorney must recognize 
whether he or she can service the 
client’s needs adequately. A mutu-
ally beneficial relationship between 
a client and an attorney is always 
premised on the notion of both sides 
having responsibilities. At our com-
pany, we would never take the atti-
tude of “We’re the client, and we will 
give you a random case and let you 
figure it out on your own.” By the 
same token, we expect our attorneys 
to be 100% focused on securing the 
best possible settlement for the ac-
counts we have prepared for them.

But in the end, both sides must al-
ways realize that the most demand-
ing part of collecting on charged-off 
debts is not getting the judgment, 
but collecting on it. Quite frankly, if 
these debts could be paid, chances 
are good they would have been long 
before they became charge-offs — 
and they certainly would not be in 
the process of being litigated. For 
any one of many reasons, the people 
with whom we deal will attempt to 
find any way imaginable to avoid 
paying their obligation. One of the 
most common tactics is that they just 
don’t respond. In such cases, we’re 
probably going to succeed in get-
ting a default judgment. So once we 
have that, we are confronted with 
the real question: What are we go-
ing to do now? How, exactly, do we 
collect? That’s where we really need 

the most experienced and tactically 
savvy attorneys — especially if they 
also have good investigators who are 
skilled at finding hidden assets.
doing due diligence

Perhaps no area of building a suc-
cessful relationship between a client 
and an attorney is more important 
than the commitment of the client to 
conducting thorough and complete 
due diligence on any account that 
is being sent to one of its attorneys. 
My company makes a point of do-
ing all due-diligence research on the 
viability of the debt and the likeli-
hood of collection before we send it 
out to one of our attorneys. There-
fore, most of the files that we send 
have a strong likelihood of rendering 
some form of a settlement result. Of 
course, some of the obligors may file 
for bankruptcy or the claim may go 
stale before judgment, but, at least 
on its face, the greater percentage of 
our files yield some sort of collection 
result for our attorneys and for us.

So, before even considering send-
ing an account to an attorney, the 
client must confirm that it has a rea-
sonable expectation of being collect-
able. Beyond common professional 
courtesy, this is crucial toward culti-
vating a strong relationship with the 
attorney. There’s absolutely no need 
to waste the attorney’s time and your 
court costs if the matter is not likely 
to render a return to both parties.

In short, one proven way to build 
a strong relationship is to not stick 
your attorneys with weak, flawed, 
uncollectable accounts, and there’s 

Benefits of Trust
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leases, he apparently does not be-
lieve equipment leasing has a place 
in a “sane world.” Those familiar with 
the industry know he may be right.

conclusion
I believe that pricing of end-of-term 

purchase options at then-current fair 
market value should go a long way 
toward meeting the no “reasonable 
expectation” standard. Unless the 

lessee has expressly decided to pur-
chase the asset regardless of its actu-
al fair market value, it would be hard 
to attribute any expectation about a 
future purchase when the amount is 
not fixed but unknown. Leases with 
fixed-price purchase options will still 
continue to be written after Con Ed. 
However, until questions raised by 
the decision are settled, it is fair to 
assume that lessors will look more 
closely at the factors that tended to 
demonstrate or negate reasonable 
expectation in Con Ed. Lessors are 

also likely to continue to require the 
lessee to make representations with 
respect to its purchase options, par-
ticularly as to non-economic factors. 
Under a typical tax indemnity agree-
ment between the lessor and lessee, 
if the lease is successfully challenged 
by the IRS because the representa-
tion was untrue, the lessee is liable to 
the lessor for an indemnity measured 
by the resulting loss of tax benefits.

Con Ed Reversal
continued from page 6
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no better time to make this determi-
nation than before they leave your 
office. Our attorneys tell me they 
appreciate that we send them col-
lectable files. Other clients, they tell 
me, will send them everything and 
anything they have without screen-
ing it for collectability or merit or 
even, in some cases, bankruptcy 
of the obligor. We investigate the 
obligor to gain an understanding 
of what assets, if any, are collect-
able. Sometimes, we discover the 
debtor is dire, in which case we’re 
not going to collect anything — but 
just have our attorney spinning his 
wheels and wasting time and mon-
ey. Neither of us benefits then.

tHe fine Balance of  
contingency fees

When discussing fee arrangements, 
there has to be something that’s com-
fortable to both sides. The client has 
to understand his fee structure — 
whether hourly or contingent — and 
has to be careful to not short-change 
the attorney. The simple truth is if the 
attorney’s fee is too low, you’re going 
to be on the bottom of his or her list 
when other matters, usually involving 
higher compensation, need attention. 
On the other hand, as the client, you 
can’t give away the accounts you pur-
chased and the time and effort you’ve 
invested in performing your due dili-
gence on them. To stay in business, 
you must earn a return on some por-
tion of the settlement proceeds from 
the accounts you bought and distrib-
uted to your attorneys. So there has 
to be a fee structure that works for 
both sides to get what’s fair.

keePing tHe relationsHiP 
HealtHy

Maintaining a mutually beneficial 
relationship, then, often comes down 
to being proactive about ways to im-
prove it — for both sides.

The attorneys always need respon-
siveness from the client — especially 

if they’re just working for a contin-
gency fee out of what they collect. If 
they have litigated successfully to the 
point of having an obligor who’s ea-
ger and ready to settle but the client 
is either not getting back to them or 
is being irrational as to what it wants 
or expects out of the case, there’s not 
much the attorney can do. If the cli-
ent doesn’t get back to the attorney 
at all, or does respond but with an 
irrational or uninformed settlement 
offer, the attorney can lose the op-
portunity to settle altogether. So it’s 
critically important for attorneys to 
do their own due diligence of their 
potential clients before they take on 
their accounts.

For the client, many proactive steps 
can be taken to earn the attorney’s 
appreciation and loyalty. Beyond the 
need for thorough due diligence and 
packaging of every account that is 
sent to the attorney, a host of other 
courtesies can ensure that the attor-
ney values you as a client not just be-
cause you give business but because 
of the quality of the business you 
send and your responsiveness to his 
or her needs in settling it.

The first simple rule of thumb is 
to always pay the attorney promptly. 
Pay any fees and court costs imme-
diately upon receipt of the bill. This 
sounds simple, but many clients are 
slow in paying their bills — which is 
no way to show you really value your 
attorney as a partner in your efforts. 
Prompt payment shows that you are 
on top of their work and value it.

The second rule is to always return 
e-mails and phone calls promptly. Be-
yond common courtesy, you’re keep-
ing the lines of communication open 
and allowing your attorney to remain 
focused on settling the account. Help 
the attorney with any questions he or 
she may have; they may need you to 
answer discovery, request a date for 
a hearing, or require settlement au-
thority on your behalf. By being pro-
active and responsive to these needs 
as they arise, you are reinforcing the 
partnership structure. And remember 

always that just because you are the 
client does not mean you should act 
like one. Always look for ways to as-
sist in positive outcomes.

Of course, the attorney must do 
his or her part to help build a strong 
relationship. It’s often as simple as 
reciprocating with the common pro-
fessional courtesies that are being 
extended by the client. Always re-
turn client e-mails and phone calls 
promptly. Set aside a regular time to 
update the client, at least monthly, 
on the status of any litigation or col-
lection matter. If the attorney gets a 
settlement, call the client and gloat 
— that’s right: gloat. After all, it’s a 
cause for mutual celebration. Don’t 
be afraid to let the client know that 
you are proud of having done a good 
job, would like to have the opportu-
nity to do a similarly good job on ad-
ditional work in the future, and you 
want them to know it. Let them know 
they did a good job in sending you 
a well-vetted and organized account.

In conclusion, I have found the 
best relationships with my attorneys 
have grown out of a mutual recog-
nition of what each of us needs to 
achieve a common goal: the best pos-
sible return on the charged-off debt 
they have been sent to settle. In our 
relationships, I’ve had attorneys say, 
“I love you as a client because you 
pay your bills, you get me my costs 
immediately, you’re responsive with 
answers when I need them, and you 
send me collectable accounts.” This 
tells me my attorney understands 
what we’re looking for, and is in 
synch with my goals and objectives. 
Building this sort of mutually benefi-
cial relationship is the best way to en-
sure rewards for both of us.

 To order this newsletter, call:
1-877-256-2472

On the Web at:
www.ljnonline.com

Benefits of Trust
continued from page 7

—❖—

The publisher of this newsletter is not engaged in rendering  
legal, accounting, financial, investment advisory or other  
professional services, and this publication is not meant to  

constitute legal, accounting, financial, investment advisory  
or other professional advice. If legal, financial, investment 
advisory or other professional assistance is required, the  

services of a competent professional person should be sought.


