
 

 

CALIFORNIA FINANCE LENDERS LAW 
UPDATE - DO WE STILL NEED A LICENSE TO DO THAT DEAL? 

By:  Sandra L. Shippey, Esq. 

California’s Financial Code §22000 et seq., known as the California Finance Lenders Law (the “CFLL”) requires 
“finance lenders,” with some exceptions, to obtain a finance lenders license (a “License”).  A “finance lender” is 
defined in Cal. Fin. Code § 22009 as “any person who is engaged in the business of making consumer loans or 
making commercial loans.”  While that sounds like a simple requirement, there may be some confusion as to which 
types of typical financing transactions will be deemed to be loans so as to trigger the licensing requirements of the 
CFLL. 

Prior Law 

The CFLL was enacted by the California legislature to be effective on July 1, 1995, and, for the most part, 
consolidated and replaced the Personal Property Brokers Law, the Consumer Finance Lenders Law and the 
Commercial Finance Lenders Law which were previously applicable to personal property brokers, consumer finance 
lenders, and commercial finance lenders, respectively.  The CFLL is based upon these predecessor statutes, each 
with much longer history and the predecessor statutes have been interpreted by cases, attorney general opinions, 
and opinions of the Commissioner of Corporations (the predecessor title of the Commissioner of the Department of 
Business Oversight).  Based on the legislative history of the CFLL, such prior authority would seem to remain 
applicable to an analysis of the corresponding issues under the current CFLL.  Therefore, throughout this article, 
some of the case law and other authority referenced will include interpretations of prior law. 

License Requirements Apply to Finance Lenders 

Cal. Fin. Code § 22100 provides that “[n]o person shall engage in the business of a finance lender or broker without 
obtaining a license from the commissioner.”  However, there are numerous exemptions from the licensing 
requirements for certain persons or entities and for loans made under certain specific circumstances. 

Exemptions 

The CFLL does not apply to the following: 

(i) “any person doing business under any California or federal law relating to banks, trust companies, savings 
and loan associations, industrial loan companies, credit unions, small business investment companies, 
California businesses and industrial development corporations, or licensed pawnbrokers,” [Cal. Fin. Code § 
22050, subdivision (a)]; 

(ii) “broker-dealers acting pursuant to a certificate, then in effect, issued pursuant to § 25211 of the 
[California] Corporations Code,” [Cal. Fin. Code § 22050, subdivision (b)]; 

(iii) “a college or university making a loan for the purpose of permitting a person to pursue a program or course 
of study leading to a degree or certificate,” [Cal. Fin. Code § 22050, subdivision (c)]; 

(iv) “a check cashier who holds a valid permit issued pursuant to § 1789.37 of the [California] Civil Code when 
acting under the authority of that permit,” [Cal. Fin. Code § 22050, subdivision (d)]; 

(v) “any person who makes five or fewer loans in a 12-month period that are commercial loans as defined in 
Section 22502  and such loans are incidental to the business of the person relying upon the exemption 
[Cal. Fin. Code § 22050, subdivision (e)];  



 

 

(vi) “any public corporation as defined in § 67510 of the [California] Government Code, any public entity other 
than the state as defined in § 811.2 of the [California] Government Code, or any agency of any one or more 
of the foregoing, when making any loan so long as the public corporation, public entity, or agency of any one 
or more of the foregoing complies with all applicable federal and state laws and regulations,” [Cal. Fin. Code 
§ 22050, subdivision (f)]; 

(vii) “any person who makes one loan in a 12-month period if that loan is a commercial loan as defined in 
Section 22502,” [Cal. Fin. Code § 22050.5] (however, note that this section will remain in effect only until 
January 1, 2022, and as of that date is automatically repealed); 

(viii) “any nonprofit cooperative association organized under Chapter 1 (commencing with § 54001) of Division 
20 of the [California] Food and Agricultural Code that loans or advances, money in connection with any 
activity mentioned in that chapter,” [Cal. Fin. Code § 22051, subdivision (a)]; 

(ix) “any corporation, association, syndicate, joint stock company, or partnership engaged exclusively in the 
business of marketing agricultural, horticultural, viticultural, dairy, livestock, poultry, or bee products on a 
cooperative nonprofit basis that loans or advances money to its members or in connection with those 
businesses,” [Cal. Fin. Code § 22051, subdivision (b)]; 

(x) “any corporation securing money or credit from any federal intermediate credit bank organized and existing 
pursuant to the provisions of an act of Congress entitled “Agricultural Credits Act of 1923” that loans or 
advances money or credit so secured,” [Cal. Fin. Code § 22051, subdivision (c)]; 

(xi) “any corporation created pursuant to the provisions of part 5 of Division 3 of title 1 of the [California] 
Corporations Code,” [Cal. Fin. Code § 22051, subdivision (d)]; 

(xii) any loan of credit made by a person not licensed under the CFLL pursuant to a plan involving credit cards 
having certain characteristics, [See Cal. Fin. Code § 22052]; 

(xiii) bona fide conditional contracts of sale, [See Cal. Fin. Code § 22054]; 

(xiv) “premium financing as defined in Cal. Fin. Code § 18563,” [Cal. Fin. Code § 22055]; 

(xv) “the California Infrastructure and Economic Development Bank, any program authorized pursuant to 
Chapter 1 (commencing with Section 14000) of Part 5 of Division 3 of Title 1 of the Corporations Code, or 
to the California Integrated Waste Management Board,” [Cal. Fin. Code § 22056]; 

(xvi) “any loan that is made or arranged by any person licensed as a real estate broker by the state and secured 
by a lien on real property, or to any licensed real estate broker when making such loan,” [Cal. Fin. Code § 
22057]; 

(xvii) “any cemetery broker licensed under the Cemetery Act (Chapter 19 (commencing with § 9600) of Division 
3 of the Business and Professions Code,” [Cal. Fin. Code § 22058]; 

(xviii) “any loan made or arranged by a licensed residential mortgage lender or servicer when acting under the 
authority of that license,” [Cal. Fin. Code § 22060]; 

(xix) “any nonprofit church extension fund,” [Cal. Fin. Code § 22061]; 

(xx) “a commercial bridge loan made buy a venture capital company to an operating company or a venture 
capital investment made by a venture capital company in an equity security issued by an operating 
company,” [Cal. Fin. Code § 22062]; or 



 

 

(xxi) “A franchise loan made by a franchisor to a franchisee or a subfranchisor or by a subfranchisor to a 
franchisee,” [Cal. Fin. Code § 22063]; or 

(xxii) a program-related investments defined in subsection (c) of Section 4944 of the Internal Revenue Code and 
United States Treasury Regulations Section 53.4944-3 that is made by a private foundation, tax-exempt 
organization within the meaning of Section 509(a) of the Internal Revenue Code and loans, guaranties or 
investments made by a public charity, tax-exempt organization within the meaning of paragraph (1), (2), or 
(3) of subsection (a) of Section 509 of the Internal Revenue Code that meets certain requirements [Cal. Fin. 
Code § 22064, subdivision (a)];  

(xxiii) a nonprofit organization that facilities one or more zero-interest , low-cost loans, provided certain conditions 
are met [Cal. Fin. Code § 22066, subdivision (c)]; and 

(xxiv) Insurance companies operating under a certificate of authority issued under the provisions of Article 3 of 
the Insurance Code are exempt from California Finance Lenders Law licensing requirements.  [See Cal. Ins. 
Code § 1100.1] 

If a transaction does not fall within one of the exemptions listed above, it is important to understand which financing 
transactions entered into by a finance company will constitute engaging in the business of making loans in 
California. 

The term “engaged in the business of making consumer loans or making commercial loans” is not precisely defined 
in the CFLL.  The Internet web-site operated by the California Department of Business Oversight  briefly explains the 
CFLL and provides that “(t)here are a number of "non-loan" transactions, such as bona fide leases, automobile sales 
finance contracts (Rees-Levering Motor Vehicle Sales and Finance Act) and retail installment sales (Unruh Act), that 
are not subject to the provisions of the California Finance Lenders Law.”  Except for such “non-loans,” the CFLL it is 
applicable to both secured and unsecured loans.   The focus of this article is to analyze which types of financing 
transactions might be considered to be “loans” under California law and would trigger the licensing requirements of 
the CFLL.  Note that my philosophy is to recommend licensing to companies engaged in the business of entering into 
financing transactions if there is some authority that such type of transactions might be deemed to be loans even 
though there might be some arguments that could be used that such types of transactions should not be treated as 
loans. 

Applicability of Licensing Requirements to Common Financing Transactions 

a. Traditional Loans Made to California Customers 

It should be noted that the CFLL and its regulatory effect applies to loans made in California and is primarily 
intended to protect citizens of California and members of the public in California.   Therefore, if a finance company is 
in the business of making loans to customers in California documented with promissory notes and describing the 
parties as “borrower” and “lender,” whether such loans are unsecured or secured by collateral located in California 
or elsewhere, the licensing requirements of the CFLL would be triggered.  A finance company in the business of 
making such loans to California customers would be required to obtain a License unless an exception to the 
licensing requirements is applicable. 

However, the CFLL should not apply to a situation where the lender is making loans only to customers who are not 
located in California even if personal property collateral is located in California.   Based on this analysis, I believe a 
finance company with an office in California, if it only made loans to customers outside of California, would not be 
subject to the licensing requirements of the CFLL because the CFLL is designed to protect California citizens and 
residents.  However, in this situation, because a finance company with one or more offices in California is likely to 
eventually make one or more loans to citizens and residents of California, the conservative course of action would 
be to obtain a License anyway. 

 



 

 

b. True Leases 

Although no direct judicial or administrative precedent was found holding specifically that a finance company 
entering into true leases only in California is not a finance lender and does not require a License, Cal. Fin. Code § 
22009 provides, in pertinent part, that a “[F]inance lender” includes any person who is engaged in the business of 
making consumer loans or making commercial loans.”  (Emphasis added.)  Also, as noted above, the Internet web-
site operated by the California Department of Business Oversight  briefly explains the CFLL and provides that “(t)here 
are a number of "non-loan" transactions, such as bona fide leases, . . . that are not subject to the provisions of the 
California Finance Lenders Law.” (Emphasis added.)  Therefore, a finance company entering into only true leases 
with California customers should not be required to obtain a License.  There are several factors to consider when 
determining whether a lease is a true lease or a non-true lease/lease intended as security, as described below in the 
following subsection. 

c. Non-True Leases (Leases Intended as Security) 

It is possible, of course, for parties to enter into transactions documented as leases which a court will construe as 
“leases intended for security” which might be considered by the Department of Business Oversight or a court to be 
secured loans under California law.  It is possible that a finance company entering into non-true leases in California 
might be deemed to be making loans in California and required to obtain a License under the CFLL.  Cal. Unif. Com. 
Code § 1203, adopted to be effective on January 1, 2007, provides in pertinent part: 

(a) Whether a transaction in the form of a lease creates a lease or security interest is determined by the facts 
of each case. 

(b) A transaction in the form of a lease creates a security interest if the consideration that the lessee is to pay 
the lessor for the right to possession and use of the goods is an obligation for the term of the lease and is 
not subject to termination by the lessee, and: 

(1) the original term of the lease is equal to or greater than the remaining economic life of the goods; 

(2) the lessee is bound to renew the lease for the remaining economic life of the goods or is bound to 
become the owner of the goods; 

(3) the lessee has an option to renew the lease for the remaining economic life of the goods for no 
additional consideration or for nominal additional consideration upon compliance with the lease 
agreement; or 

(4) the lessee has an option to become the owner of the goods for no additional consideration or for 
nominal additional consideration upon compliance with the lease agreement. 

(c) A transaction in the form of a lease does not create a security interest merely because: 

(1) the present value of the consideration the lessee is obligated to pay the lessor for the right to 
possession and use of the goods is substantially equal to or is greater than the fair market value of 
the goods at the time the lease is entered into; 

(2) the lessee assumes risk of loss of the goods; 

(3) the lessee agrees to pay, with respect to the goods, taxes, insurance, filing, recording, or 
registration fees, or service or maintenance costs; 

(4) the lessee has an option to renew the lease or to become the owner of the goods; 



 

 

(5) the lessee has an option to renew the lease for a fixed rent that is equal to or greater than the 
reasonably predictable fair market rent for the use of the goods for the term of the renewal at the 
time the option is to be performed; or 

(6) the lessee has an option to become the owner of the goods for a fixed price that is equal to or 
greater than the reasonably predictable fair market value of the goods at the time the option is to 
be performed. 

(7) in the case of a motor vehicle, as defined in Section 415 of the Vehicle Code, or a trailer, as 
defined in Section 630 of that code, that is not to be used primarily for personal, family, or 
household purposes, that the amount of rental payments may be increased or decreased by 
reference to the amount realized by the lessor upon sale or disposition of the vehicle or trailer. 
Nothing in this paragraph affects the application or administration of the Sales and Use Tax Law 
(Part 1 (commencing with Section 6001) of Division 2 of the Revenue and Taxation Code). 

(d) Additional consideration is nominal if it is less than the lessee's reasonably predictable cost of performing 
under the lease agreement if the option is not exercised.  Additional consideration is not nominal if: 

(1) when the option to renew the lease is granted to the lessee, the rent is stated to be the fair market 
rent for the use of the goods for the term of the renewal determined at the time the option is to be 
performed; or 

(2) when the option to become the owner of the goods is granted to the lessee, the price is stated to 
be the fair market value of the goods determined at the time the option is to be performed. 

(e) The "remaining economic life of the goods" and "reasonably predictable" fair market rent, fair market value, 
or cost of performing under the lease agreement must be determined with reference to the facts and 
circumstances at the time the transaction is entered into. 

Based on the foregoing, the facts of each lease transaction should be reviewed to make the determination of 
whether a lease is a lease intended for security. 

It is clear in California that a court determining whether a transaction constitutes a true lease or a lease intended as 
security will consider the substance of the transaction rather than its form or the terminology used by the parties.   
Prior to the adoption of Cal. Unif. Com. Code § 1203, quoted above, the U.S. Bankruptcy Court for the Southern 
District of New York held that a lessee had failed to satisfy its burden of proof to sustain its own motion for summary 
judgment that an equipment lease in question was a lease intended as security because issues remained as to 
whether the basic term purchase option was nominal consideration.   In making its decision, the Court noted the 
following about the difficulty of discerning between a true lease and a lease intended as security under the 
predecessor statute to Cal. Unif. Com Code § 1203: 

Though the concepts expressed in § 1–201(37) are rather easily defined, the means to distinguish 
between them in a rigorous manner has often eluded the courts. See, e.g., Michael W. Gaines, Security 
Interests Under Article 2A: More Confusion in the Leasing Arena, 18 Stetson L. Rev. 69, 69 (Fall 1988) 
(noting “the plethora of litigation regarding lease agreements and leased equipment”); Edwin E. Huddleson, 
Old Wine in New Bottles: UCC Article 2A—Leases, 39 Ala. L. Rev. 615, 623–639 (1988) (“drawing [the 
distinction between true leases and security interests] has proved to be a difficult and frequently litigated 
problem”). As the leading treatise on the UCC has defined these concepts, “A lease involves payment for 
the temporary possession, use, and enjoyment of goods, with the expectation that the goods will be 
returned to the owner with some expected residual interest of value remaining at the end of the lease term.  
In contrast, ... a security interest is only an inchoate interest contingent on default and limited to the 
remaining secured debt.” James J. White & Robert S. Summers, Uniform Commercial Code vol. 4, § 30–3, 
14 n. 18 (5th ed. West 2002) (emphasis added). See also, U.C.C. Section 2A–101(1)(j) (“ ‘Lease’ means a 
transfer of the right to possession and use of goods for a term in return for consideration, but ... retention or 



 

 

creation of security interest is not a lease.”).  The prior version of § 1–201(37) (“Old § 1–201(37)”) 
provided little guidance as to how to apply those concepts in practice, leading the courts to develop a range 
of tests in order to provide criteria for distinguishing between the two. White & Summers, § 30–3 at 3. See 
also, In re Kim, 232 B.R. 324, 329 (Bankr.E.D.Pa.1999) (noting “a profusion of inconsistent views 
[developed] among the courts regarding the proper criteria to be applied in determining whether an 
agreement denominated as a lease created a true lease or a security interest”); E. Carolyn Hochstadter 
Dicker & John P. Campo, FF & E and the True Lease Question: Article 2A and Accompanying Amendments 
to UCC Section 1–202(37), 7 Am. Bank. Inst. L. Rev. 517 (Winter 1999) (analyzing the provisions of § 1–
201(37) in reference to the major tests that developed under Old § 1–201(37)). 

It is beyond the scope of this article to analyze all types of lease provisions and whether such provisions in a lease 
either alone or in combination with other provisions and factual situations might cause a lease to be treated as a 
lease intended as security.  However, there is some case law that might be helpful in this analysis. 

If a finance company enters into non-true lease transactions with California customers, it might be deemed to be 
engaging in the business of making loans in California and might be required to obtain a License.  The conservative 
course of action would be to obtain the License. 

It is possible, however, for a lessor to argue that even if a lease agreement is determined to be a lease intended as 
security, rather than a true lease, such a non-true lease should not be deemed to be a loan, but instead should be 
considered to be a conditional sales contract which would be a non-loan transaction exempt from the licensing 
requirements of the CFLL.  As noted above, the CFLL does not apply to conditional sales contracts.  The “time-price 
doctrine” permits a seller to agree to sell property at a certain price for cash today or at a higher price if payment is 
to be made in the future.  A conditional sales contract is not really a loan based upon the “time-price doctrine.”  
Therefore, California usury laws would not apply to a conditional sale contract and a finance company entering into 
only conditional sales contracts with customers in California should not be subject to the licensing requirements of 
the CFLL.  This argument might be more successful if the lessor is also a manufacturer or retailer of the leased 
equipment, but may not work for a finance company who is not the manufacturer or retailer of the leased 
equipment.  Even if this argument is a possibility for a finance company, because each lease will be reviewed on its 
own merits as to whether it is a true lease or a non-true lease intended as security, the conservative course of action 
for a finance company entering into non-true leases on a regular basis in California would be to obtain a License. 

d. Sale/Leaseback (True Lease) 

In the earlier version of this article that I published in the November/December 2001 edition of The Secured Lender, 
I explained that while it does not seem to follow the reasoning of the authority described above, based on a 
California Supreme Court decision known as Burr v. Capital Reserve Corporation,  it is possible a sale/leaseback that 
would otherwise be treated as a true lease based on the factors described above, might be treated as a lease 
intended as security in California just because of the sale/leaseback structure.  At the time I wrote the earlier article, 
the Burr decision was the only California Supreme Court case found directly reviewing a lease that would otherwise 
appear to be a true lease using a traditional analysis but for the sale/leaseback structure and in the Burr case, the 
California Supreme Court held that the lease reviewed was actually a disguised loan subject to usury laws.  At that 
time, Burr had not been overruled and had been cited as controlling precedent for general purposes although no 
California Supreme Court case was found citing Burr for the sale/leaseback principle described above.  Cases 
decided by California lower courts before the Burr case have held that a sale leaseback can be a true lease based 
upon standard principles of analysis described above.   Other California lower courts both before and after the Burr 
case have analyzed the same types of traditional factors noted above for determining whether a lease should be 
treated as a lease intended as security without overwhelming emphasis on the sale/leaseback issue.   In my prior 
version of this article and based solely upon the Burr decision, which is the only California Supreme Court cases 
ruling on this issue, I warned that it was possible that a finance company entering into true lease sale/leaseback 
transactions in California might be required to obtain a License under the CFLL even if all of the leases involved in 
the sale/leaseback transactions are structured as a true leases using a traditional analysis.  Therefore, I 
recommended lessors entering into sale/leaseback transactions to obtain a License to be on the safe side. 



 

 

In March 1, 2006, Wayne Strumpfer, Acting California Corporations Commissioner issued Release No. 56-FS to 
provide guidance in determining whether a sale and leaseback transaction may be a loan subject to regulation 
under the CFLL.  The Acting Commissioner noted that “concerns had been raised about unscrupulous operators 
seeking to evade the CFLL by disguising their transactions as sale-leaseback transactions” and “by circumventing 
the law, these operators may not provide consumers of sale-leaseback transactions with the same level of 
protection required for borrowers of loans made by licensed finance lenders in compliance with the CFLL.”   To 
address these concerns, the Department of Corporations prepared the following list of factors, according to 
California law, that it will use to determine whether a sale-leaseback transaction may be a loan:   

• The borrower seeks money and not the use of goods or property. 
• The borrower receives money, followed by a “sale” of the borrower’s property to the lender, with a provision 

for repayment in the form of rent or payments to the lender. 
• The borrower is in possession of the goods or property before obtaining money from the lender. 
• The borrower gives up title to goods or property as security in exchange for receiving money. 
• There is no risk to the lender of losing capital, other than the insolvency of the borrower. 
• The lender has the power to accelerate the principal payment of the “loan” upon default. 
• The transaction includes agreements with provisions of title reversions and “repurchase” within specified 

periods. 
 
The Acting Commissioner stated further that: 
 

The presence of one or more of these factors may indicate, upon further review, the presence of a loan 
transaction.  The mere fact that a sale-leaseback transaction is titled or referred to as a “lease” or a “sale-
leaseback” in the forms and paperwork is not determinative.  It is the intent of the parties and the 
economic substance of the transaction, rather than the form of the transaction, which determines whether 
the transaction is actually a loan.  Thus, the Department will examine a so-called sale-leaseback 
transaction in accordance with the above-referenced factors, in addition to other circumstances including 
the purpose and terms of the agreement, to help determine whether such transaction may be a loan when 
enforcing the CFLL.   
 

There are several situations in which a finance company might only offer a sale/leaseback transaction to its 
customer.  For example, if the customer just wants to obtain money rather than the use of equipment, but it has 
some used equipment satisfactory to the finance company, the finance company may agree to accept a “sale” of 
such used equipment and require the customer to lease the used equipment back to the customer.  This situation 
might be really a disguised loan and if a finance company markets and offers such a product, it might be trying to 
evade the CFLL as was the concern of the Acting Commissioner.  Under those circumstances, it makes sense that 
the Department would be concerned and might treat such a sale/leaseback as a loan for purposes of whether a 
finance company regularly entering into such transactions in California should be required to obtain a License. 
 
However, in another situation, what I like to call the “accidental sale/leaseback,” the finance company and the 
customer may have agreed to enter into an equipment lease transaction, but the finance company’s customer may 
have issued its purchase order for equipment providing that title to the equipment would pass to the customer upon 
delivery of the equipment to the customer.  These terms are typical in many standard purchase orders and pursuant 
to Cal. Unif. Com. Code § 2401(2), “(u)nless otherwise explicitly agreed title passes to the buyer at the time and 
place at which the seller completes his performance with reference to the physical delivery of the goods, . . . “  In an 
equipment leasing situation, the lessor must obtain title to the equipment in order for the lessor to lease the 
equipment to its customer, the lessee.  The finance company will obtain title to equipment by either issuing its own 
purchase order to the equipment supplier or, if the customer has already chosen the equipment and issued its own 
purchase order by the time it has chosen its finance company for the lease financing, then the finance company will 
require the customer to sign a purchase order assignment and consent which must also be signed by the supplier of 
the equipment.  In the purchase order assignment and consent, the customer will assign to the finance company the 
customer’s rights to purchase the equipment from the supplier and that title to the equipment will pass to the 
finance company rather than the customer.  The purchase order assignment and consent will typically contain 
certain conditions precedent to the finance company’s being obligated to purchase the equipment from the supplier 



 

 

such as receipt of signed lease documents, delivery of the equipment to the customer and the execution by the 
customer of a certificate of acceptance of the equipment.  However, if before the lessor is able to prepare and obtain 
the customer’s signature on a purchase order assignment and consent, the equipment is delivered to the customer 
pursuant to the terms of the customer’s purchase order, title most likely will have passed from the supplier of the 
equipment directly to the customer even though all the parties intended that the lessor would purchase the 
equipment from the supplier and lease it to the customer.  If this happens, the finance company will require the 
customer to sign a bill of sale transferring title to the equipment to the finance company and then the finance 
company will lease the equipment back to the customer.  This is what I call an “accidental sale/leaseback.”  I would 
argue that in this situation, the transaction is no different than an equipment lease without the sale/leaseback and 
that the traditional factors should be analyzed to determine whether the lease is a true lease or a lease intended as 
security and the fact that it is a sale/leaseback should carry very little weight in making that determination.  
However, based upon Release No. 56-FS, the conservative course of action for any equipment lessor who 
anticipates that it will enter into an “accidental sale/leaseback” from time to time when providing true leases to 
customers in California is to obtain a License. 
 
e. Sale/Leaseback (Non-True Lease - Lease Intended as Security) 
 
The CFLL provides that a finance company engaging in the business of making loans in California is a finance lender 
required to obtain a License under the CFLL.   As described above, a lease intended as security might be deemed to 
be a loan and a finance company entering into sale/leaseback transactions that are intended as security with 
customers in California should obtain a License.  There is a possibility that the finance company could allege that the 
transaction is a conditional sales contract, but this argument is probably going to be less effective here where the 
lessee originally owned the leased equipment, sold it to the finance company and then leased it back.  Also, as 
noted above, if the lease is a sale/leaseback transaction, the Department of Business Oversight is going to look at it 
even more closely under Release No. 56-FS.  Therefore, a finance company entering into sale/leaseback 
transactions with the characteristics of leases intended as security with customers in California should obtain a 
License. 
 
f. Open Ended Leases (Leases with Terminal Rental Adjustment Clauses) 
 
An “open ended lease,” also known as a “TRAC Lease” is a “qualified motor vehicle operating agreement” 
containing a “terminal rental adjustment clause,” which is a provision in the agreement permitting or requiring the 
rental price to be adjusted upward or downward by reference to the amount realized by the lessor under the 
agreement upon sale or other disposition of the leased vehicle, and such agreement is treated as a true lease for 
Federal income tax purposes if the lease is structured with characteristics of a true lease but for the fact that it 
contains a terminal rental adjustment clause.”   In practice, TRAC leases set forth the parties’ agreement as to the 
anticipated residual value of the leased vehicle at the end of the lease.  If, at the end of the lease, the vehicle’s 
actual value is less than the anticipated residual value, the lessee is required to pay the lessor the difference and if 
the vehicle’s actual value is more than the anticipated residual value, the lessee receives a refund equal to some or 
all of the difference.  Sometimes the TRAC lease will require the lessor to actually sell the vehicle to a third party to 
determine the vehicle’s actual value.  Other TRAC Leases allow the parties to obtain an appraised value of the 
vehicle at the end of the lease in order to determine the amount of the required payment.  This payment, whether by 
the lessor or the lessee, is often called the “rental adjustment payment.”  Sometimes a TRAC Lease will allow the 
lessee to purchase the leased vehicle as well, but a properly drafted TRAC Lease will not allow the lessee to 
purchase the leased vehicle for the anticipated residual amount because such an agreement would give the lessee 
a fixed price purchase option.  It is possible that a fixed price purchase option will be treated as a bargain purchase 
option if the purchase price is lower than the anticipated residual value at the time the purchase option is 
exercisable which would make the TRAC Lease more likely to be deemed to be a lease intended as security.  A 
properly drafted TRAC Lease will allow the lessee to purchase the vehicle for its fair market value at the end of the 
lease and allow the TRAC provision to operate independently of the purchase option requiring a rental adjustment 
payment to be made by the applicable party.  Nonetheless, even in a properly drafted TRAC Lease, the effect of the 
TRAC provision and a separate fair market value purchase option might result in effectively a bargain purchase 
option which would allow the lessee to acquire economic equity in the leased vehicle throughout the term of the 
lease. 



 

 

 
For purposes of California law, equity in leased property by a lessee is a characteristic of a lease intended as security 
as described above.  Another characteristic of a true lease generally is that the lessor must bear the burden of the 
downside risk and receive the benefit of the upside potential with respect to the residual value of leased property.   
This is not the case in a TRAC lease because the lessee has agreed to pay the lessor if the actual value of the leased 
vehicle is lower than an agreed anticipated residual value so the lessee is bearing some of the downside risk and 
the lessor does not receive the benefit of all of the upside potential. 
 
Cal. Unif. Com. Code § 1203(c)(7), adopted to be effective on January 1, 2007, provides, in pertinent part, that “(a) 
transaction in the form of a lease does not create a security interest merely because in the case of a motor vehicle, 
as defined in Section 415 of the Vehicle Code, or a trailer, as defined in Section 630 of that code, that is not to be 
used primarily for personal, family, or household purposes, that the amount of rental payments may be increased or 
decreased by reference to the amount realized by the lessor upon sale or disposition of the vehicle or trailer. . . .”  
Therefore, based upon Cal. Com. Code § 1203(c)(7), a TRAC lease that would otherwise be treated as a true lease 
but for the TRAC provisions, should not be treated as a lease intended as security for purposes of the California 
Commercial Code and, in my opinion, will not likely be treated as a loan for purposes of the CFLL. 
 
Only one case under California law was found that analyzed whether a TRAC/open ended lease would be treated as 
a secured loan for purposes of California’s usury laws, and it was decided prior to the adoption of Cal. Unif. Com. 
Code § 1203(c)(7).  In Addison v. Burnett,  the California Court of Appeals held that a TRAC/open ended lease was a 
true lease and not a lease intended as security.  Another case, interpreting Utah law, found that a TRAC/open ended 
lease was not a lease intended as security.   However, as with all leases, whether they are true leases or leases 
intended as security are highly dependent upon all the facts and circumstances as well as the provisions contained 
each lease. 
 
Note also, that an argument can be made that a TRAC/open ended lease should be treated as a conditional sale 
contract and not a loan.  As noted above, the CFLL does not apply to conditional sales contracts.  The “time-price 
doctrine” permits a seller to agree to sell property at a certain price for cash today or at a higher price if payment is 
to be made in the future.  A conditional sales contract is not really a loan based upon the “time-price doctrine.”  
Therefore, California usury laws would not apply to a conditional sale contract and a finance company entering into 
only conditional sales contracts with customers in California should not be subject to the licensing requirements of 
the CFLL.  However, this argument that a TRAC/open ended lease is really a conditional sale contract might be 
better suited to a manufacturer or supplier of equipment than to a finance company who purchases the equipment 
solely for the purpose of entering into a TRAC/open ended lease, but the same principals would seem to apply.  
Therefore, if a TRAC/open ended lease is not deemed to be a true lease for some reason, this is another avenue to 
consider in discussions with the Department of Business Oversight or in a litigation scenario as a possible defense 
to a claim that a finance company entered into TRAC/open ended leases without a License. 
 
However, based upon all of the foregoing, if a finance company is in the business of entering into only TRAC leases 
that would otherwise be treated as true leases with customers in California, the TRAC lease provision by itself should 
not affect whether the lease should be treated as a lease intended as security under Cal. Unif. Com. Code § 
1203(c)(7).  Therefore, I believe a finance company entering into only TRAC/open ended leases that would 
otherwise be treated as true leases would not be in the business of making loans in California and should not be 
required to obtain a License.  If a finance company enters into TRAC leases with varying factual situations, terms and 
conditions and some of those factual situations, terms and conditions might lead to some of its TRAC/open ended 
leases to be treated as a lease intended as security, then the finance company might try to assert that such 
TRAC/open ended leases should be treated as conditional sales contracts rather than secured loans.  However, at 
the end of the day the conservative course of action would be for the finance company in this situation to obtain a 
License. 
 
 
 
 
 



 

 

g. Conditional Sale Contracts. 
 
A conditional sale contract is generally an agreement whereby a seller agrees to sell property at a designated price 
for cash or at a higher price on credit and so long as such agreement is bona fide, such a contract is not a loan 
subject to the usury laws.   Section 22064 of the CFLL provides specifically that the CFLL does not apply to bona fide 
conditional contracts of sale.  In addition, when a seller finances the purchase of real or personal property by 
extending payments over time, the usury laws do not apply because valid conditional sale contracts are exempt from 
the usury laws under the “time-price doctrine.”   It is important to note, however, that even though bona fide 
conditional sale contracts are expressly excluded from coverage by the CFLL, it is still possible if a court determines 
that a transaction documented as a conditional sale contract is in substance a secured loan because it is a 
disguised interest bearing obligation and that such transaction would be deemed to be a secured loan covered by 
the CFLL.   A finance company in the business of entering into conditional sales contracts that are deemed to be 
secured loans with California customers would be engaging in the business of making loans in California and would 
be required to obtain a License.  Therefore, the facts, circumstances and language of each conditional sale contract 
should be carefully reviewed to determine whether it is a bona fide conditional contract of sale or whether it might 
be treated as a secured loan. 
 
I believe if a finance company enters into only bona fide conditional sales contracts with California customers, the 
finance company would not be subject to the licensing requirements of the CFLL.  Of course, the conservative course 
of action for a finance company entering into conditional sales contract that might be deemed to be disguised loans 
is to obtain a License. 
 
Practical Advice 

Any individual or company in the business of making loans in California is required to obtain a License under the 
CFLL unless an applicable exemption applies.  The various types of typical financing transactions have been 
analyzed in this article to determine whether such transactions might or will be deemed to be loans for purposes of 
the CFLL.  I believe it is possible for an individual or company to design its business so it only enters into non-loan 
transactions with customers in California and if it is successful in doing so, it will not trigger the licensing 
requirements of the CFLL.  However, if the individual or company enters into a mix of various types of financing 
transactions, including loans or other transactions that might or will be deemed to be loans, then the finance 
company should obtain a License.  It is better to have a License and not need one than to not have a License and be 
told later by the Department of Business Oversight or a plaintiff’s lawyer that you should have had one. 
 
ENDNOTES 
 
1 © 2016 by Sandra L. Shippey, Esq. 

1 Ms. Shippey is a partner at Procopio, Cory, Hargreaves & Savitch LLP in San Diego, California.  She graduated from the University of 
Colorado with a B.A., with distinction, in 1978; and from Boston University with a J.D., magna cum laude, in 1982. 

1 Pursuant to Cal. Fin. Code § 22502, “commercial loan” means a loan of a principal amount of $5,000 or more, or any loan under an 
open-end credit program, whether secured by either real or personal property or both, or unsecured, the proceeds of which are intended by 
the borrower for use primarily for other than personal, family or household purposes.  Therefore, all loans in an amount less than 
$5,000.00 are treated under the CFLL as if those loans were consumer loans.  Section 22203 states that a consumer loan means a loan, 
whether secured by either real or personal property, or both, or unsecured, the proceeds of which are intended by the borrower for use 
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exemption allowing individuals or companies to make five or fewer commercial loans in a 12 month period.  The statute does not explain 
what “incidental to the business of the person relying upon the exemption” means and some commentators have suggested that this 
actually narrows the prior exemption.  The Assembly Floor Analysis, dated August 21, 2013, supports a narrowing of the exemption when it 
mentions "bridge loans" as the type of commercial loans that could qualify for the exemption.  In any event, it would appear that the new 
language is intended to make this exemption only applicable to companies that are not otherwise in the business of making loans either in 
California or elsewhere.  No case law has been found yet interpreting Cal. Fin. Code § 22050, subdivision (e). 
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1 The following is a case where the lease was determined to be a true lease:  In Triple C. Leasing, Inc. v. All-American Mobile Wash, 64 
Cal.App.3d 244, 134 Cal.Rptr 328 (Cal. Ct. App. 1976), the California Court of Appeals upheld a determination that a lease with a ten 
percent purchase option was properly characterized as a true lease under California law because the purchase option was not nominal.  
The court emphasized that the facts of each case must be reviewed to show whether the parties intended to create a security interest or a 
true lease.  The court outlined the following factors to consider when determining whether a lease is intended as security:  (i) reservation of 
title in a lease or option to purchase appurtenant to or included in the lease does not in and of itself make the lease a security agreement, 
(ii) lease agreement which permits the lessee to become the owner at the end of the term of the lease for a nominal or for no additional 
consideration is deemed to be a lease intended as a security agreement as a matter of law, (iii) the percentage that option purchase price 
bears to the list price, especially if it is less than 25% is to be considered as showing the intent of the parties to make a lease intended as 
security, (iv) where the terms of the lease and option to purchase are such that the only sensible course for the lessee at the end of the 
lease term is to exercise the option and become the owner of the goods, the lease was intended to create a security interest, and (v) the 
character of a transaction as a true lease is indicated by:  (A) provision specifying purchase option price which is approximately the market 
value at the time of the exercise of the option, (B) rental charges which are not excessive and option purchase price which is not too low, 
and (C) facts showing that the lessee is acquiring no equity in leased article during the term of lease.  These factors and others have been 
used by California courts to determine that transactions documented as leases were in reality leases intended as security or leases 
intended to be secured loans.  The following are some examples of leases which have been determined to be leases intended as security 
under California law:  (i) The California Court of Appeals has held that a lease which granted the lessee the right to purchase the leased 
property at the end of the lease term for $1.00 was a lease intended as security.  See Blodgett v. Rheinschild, 206 P. 674 (Cal. 1922); 
(ii) The California Court of Appeals has held that a lease which required the lessee to purchase the leased property at end of the lease was 
a lease intended as security.  (Golden State Lanes v. Fox, 42 Cal.Rptr. 568 (Cal. Ct. App. 1965).  See also Fox v. Peck Iron & Metal 
Company, Inc., 25 B.R. 674 (Bankr. S.D. Cal. 1982), where the Bankruptcy Court, construing California law, held that a sale/leaseback 
which contained a provision requiring the lessee to purchase the leased equipment on the lessor’s demand was really a secured loan.  
(iii) The Ninth Circuit Court of Appeals has held that a lease where the lessor was required to apply all rentals paid by the lessee toward the 
purchase price of the leased property was a lease intended as security.  See In re J.A. Thompson & Son, Inc. 665 F.2d 941 (9th Cir. 1982).  
(iv) The United States District Court for the Southern District of California has held that a lease granting to the lessee an option to renew 
the lease at a rental amount equal to 9½% of total rent paid with the lessee to become the owner of the leased property at the end of the 
renewal period was a lease intended as security.  See In re Washington Processing Co., Inc., 1966 U.S.Dist. LEXIS 3194, 3 U.C.C. Rep. 
Serv. (Callaghan) 475 (Bankr. S.D. Cal. 1966).  (v) The Bankruptcy Court for the Southern District of California, construing California law, 
has held that a lease in which the lessor initially funded only half the value of the leased property is an indication that the lease was not a 
true lease but was intended to create a security interest.  See Fox v. Peck Iron and Metal Company, Inc., supra, 25 B.R. 674. 
1 458 P.2d 185 (Cal. 1969). 

1 In 1966, the California Court of Appeals held that a lease without a purchase option in a sale/leaseback transaction would be treated as 
a true lease.  See Associates Discount Corp. v. Tobb Co., Inc. , 50 Cal.Rptr. 738 (Cal. Ct. App. 1966).  While the California Supreme Court in 
the Burr case did not refer to or overrule the Associates decision, the value of the Associates case as precedent for this issue is not clear 
after the Burr decision. 
1 (i) The California Court of Appeals held in 1922 that a lease entered into in a sale/leaseback structure which granted the lessee an 
option to purchase the leased property for $1.00 was in reality a loan subject to the usury laws.  See Blodgett v. Rheinschild, supra, 206 
P.2d 674.  (ii) The California Court of Appeals held in 1965 that a sale/leaseback where the lease required the lessee to buy back the 
leased property should be treated as a loan subject to usury laws.  See Golden State Lanes v. Fox, supra, 42 Cal. Rptr. 568.  (iii) The 
California Court of Appeals held in 1970 that a sale/leaseback transaction where the lessee had an option to renew a lease for a nominal 
renewal rental amount was actually a loan secured by chattels even though the lessee was not granted a purchase option and that the 
lease-back disguised the true nature of the transactions.  See Rochester Capital Leasing Corp. v. K & L Litho Corp., 91 Cal. Rptr. 827 (Cal. 
Ct. App. 1970).  The Court specifically stated that the absence of a purchase option was not determinative in view of the particular facts of 
that case.  (iv) The U.S. Bankruptcy Court for the Southern District of California, interpreting California law, held in 1982 that a 
sale/leaseback where the lessor had the right to force the lessee to purchase the leased property was not a bona fide lease and was 
subject to usury laws.  See Fox v. Peck Iron and Metal Company, Inc., supra, 25 B.R. 674. 
1 Release No. 56-FS, March 1, 2006, issued by Wayne Strumpfer, Acting California Corporations Commissioner, p. 1. 
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1 One California case addressed the issue of whether a TRAC/open ended lease should be treated as a true lease or a secured loan and 
determined that it was a true lease.  In Addison v. Burnett, 49 Cal.Rptr. 2d 132 (Cal. Ct. App. 1966), the California Court of Appeals 
reviewed a case involving the lease of a Ferrari where the lessee did not have a purchase option, but at the expiration of the lease term or 
upon the surrender of the vehicle, the lessor had the option of selling the vehicle or having it appraised at its wholesale value.  In either 
case, the lessor was obligated to credit the lessee with the excess of the sale proceeds or “appraised value” over its depreciated value.  If 
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the depreciated value exceeded its appraised value or the sale proceeds, then the lessee would owe the difference to the lessor as 
additional rent.  After a detailed analysis of the Cal. Unif. Com. Code § 9102 (West 1984) which outlines the factors that indicate a 
particular transaction was intended to be a secured sale rather than a true lease, the Court held that the parties intended to create a lease 
rather than a security interest under the circumstances.  The California Court of Appeals in the Addison case discussed two federal 
decisions, Matter of Tillery, 571 F.2d 1361 (5th Cir. 1978) and In re Tulsa Port Warehouse Co., Inc.  690 F.2d 809 (10th Cir. 1982) relied 
upon by the lessee which each involved leases where the lessee agreed to bear any loss and receive any gain upon the final mandatory 
disposition of the vehicle and were determined to be secured transactions and not true leases.  However, the California Court of Appeals in 
Addison distinguished the leases involved in the Tillery and the Tulsa cases from the lease involved in the Addison case by reasoning that 
in the Tillery and Tulsa cases, the lessor was required to sell the vehicles at the end of those leases, but in the lease reviewed in the 
Addison case, the lessor was not required to sell the vehicle.  The lessor could retain the vehicle by just having an appraisal done.  
Therefore, the court reasoned, the lessor had not given up permanent possession or its reversionary interest in the vehicle. 
1 See In re Rebel Rents, Inc., a California corporation, Perris Valley Rentals, Inc., a California corporation, Debtors, 291 B.R. 520, U.S. 
Bankruptcy Court, C.D. California, Riverside Division, Zion Credit Corporation, Movant v. Rebel Rents, Inc. and Perris Valley Rentals, Inc., 
Respondents, Nos. RS02-25442 PC, RS02-25452 PC, March 14, 2003, interpreting Utah law.  The Court held that the vehicle leases in 
question were true leases and not leases intended as security based on the following facts.  First, the original terms of the leases were 
less than the remaining economic life of the vehicles.  Second, there was no provision in the Master Lease or the schedules requiring the 
lessee to either renew the lease for the remaining life of the vehicles or become the owner of the vehicles upon the expiration of the lease 
term.  The TRAC provision contained in each lease set forth the projected residual value of the vehicles subject to the lease and stated that 
“At the end of the Lease, the Lessor will proceed to sell or otherwise dispose of the equipment. If the net sales proceeds are less than the 
above projected value, the Lessee will immediately pay an amount equal to the difference as a final rent payment.”  Third, neither the 
Master Lease nor the schedules contained an option for the lessee to renew the lease or an option permitting the lessee to purchase the 
vehicles for no additional consideration or nominal consideration.  In fact, the Master Lease required the lessee, at its own cost and 
expense, to deinstall, package, load, insure and return the equipment unencumbered to the lessor at the address specified by the lessor in 
the same condition as received, reasonable wear and tear excepted except as otherwise indicated in the schedule.  The Court found that 

The economic reality of the situation is that the transaction provided Debtor only with the use and possession of the vehicles 
which were at all times owned by Zions. Zions retained ownership of the vehicles and will have a significant residual interest in 
the vehicles at the end of the lease term. Debtor acknowledged Zions' ownership interest in the vehicles both when it sold the 
vehicles to Zions and when it signed the Master Lease. Debtor also acknowledged Zions' ownership interest when it agreed to 
assign the Repurchase Agreement to Zions. Debtor's use of the vehicles was defined by a set term, at the completion of which 
Debtor was obligated to return the vehicles to Zions. To acquire ownership, Debtor must pay fair market value for the vehicles 
upon expiration of the lease. Debtor, whose burden it is to prove that the lease is other than what it purports to be, neither 
offered evidence to rebut Zions' proof of the vehicles' estimated residual value nor introduced any evidence to show that the 
residual values contained in the agreement are nominal. 

1 See Verbeck v. Clymer, 261 P. 1017 (Cal. 1927), Milana v. Credit Discount Co. (1945) 27 Cal.2d 335; Burr v. Capital Reserve Corp. 
(1969) 71 Cal.2d 983; Rochester Capital Leasing Corp. v. K&L Litho Corp. (1970) 13 Cal.App.3d 697; and Boerner v. Colwell Co. (1978) 
21 Cal.3d 37. 

1 See Verbeck v. Clymer, supra, 261 P. 1017. 

1 If a court determines that a credit sale is a “disguised interest bearing loan,” then the usury laws would be applicable.  See Glaire v. La 
Lanne-Paris Health Spa, Inc., 528 P.2d 357 (Cal. 1974), which holds that an apparent credit sale may really be a concealed interest 
bearing loan subject to the usury laws. 
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