The NorVergence situation has spawned
extensive civil fitigation for dozens
of prominent leasing companies that
acquired leases originated by
the failed communications company, |
Moreover, the practical ramifications
of regulatory action have thus far
challenged, but not undermined, the
basic concepts of “hell or high
water” and enforcement of waiver of
defenses clauses with respect
to assigneps,
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NorVergence Calamity:
Challenging “Hell or High Water” and
the Enforcement of Assigned Leases

By Stan Goldberg and Steven Karlin

Nol wilhin recent memary has one fatled company or the
torimination of its business had such & negative impact on the
equipment leasing induslry or caused the level of private fit
gation and regukatory investigalion as has reverberated nation.
wide since the barkruptey filing of NorVergence in June 2004,

it has long been a basic tenet of the equipment leasing
industry that a well.wrilien lease, containing the typical and
prevalent “hell or high water* provision Is enforceable in a
non-consumer lease. Consistant with this principle, the leasing
industry has universally relied spon that contractual provision
and the statutory provisions of Section 9-403 of the Uniform
Gommercial Code (larmerly Section 3-206), which provides
that an sgrecenent by an account deblor (lesses) with ap
assignor (essor) nol (o assert any chaims or defenses the
lesses may have against the lessor as apainst the assignee
is enforceable provided that the assignee takes for value, in
good faillt and withoul nolice of certain defenses or claims,
This latter pravision alfords an assignee rights parallel to those
of a "holder in due course” and stands as the Jegal corner-
stone upon which the countfess assignments of individuat
loases, portfolio acquisitions and securitizalions proceed in
the leasing industry each year.

The NorVergence situation has spawned extensive civil
fitigation for the dozens-of prominent leasing companies that
acguired leases originated by NorVergence, Moreover, the
praclical ramifications of regulatory aclion bave thus far chal-
tengadt, but not undermined, the basic concapts of “hell or
high water” and enforcemant of waiver of defenses clawses
with raspect to assigness,

A Background on NorVergence

‘While-the conduct and actions of MorVergence, its prin-
inals and officers have been vilified by websites, disgruntled
costomers, legal pleadings -and regulatory agencies as
attegedly fraugulent o in the nature of a *Ponzi® scheme, the
fact remains that as of this date. none of Hiese allegations
lias been substantialed in any of the numercus legal larums
inwhich NorVergence-refated actions are ponding. Signilicantly,
liona of the dozens of leasing companies embroiled in the
MorVergence dilemma have been specilically accused, other

‘Lhars In the broad and conclusary fashion typical of legal ptead.

ings, of wongdoing themsetvas or of actust knowledge of fraud
or wrongdoing by NorVergence prior to taking .assigaments
of {heir respective equipment rentat -agreements. What can
be impaztially and abjectively stated is the following:-NorVer.
gence marketed a package of low-cost kng distance, Internet
and celhilar sorvices to its customers, |n otdor 10 deliver the
telephona ond Internot services, 1 was necessary to install a
piece of hordware, gansrically referred to a3 a “Malss Box”
af thty custoinar's promises. The Malrix Box wag reated-from
NeiVergance pursiand 1o an equipment rantal agreoment and
In-tiny cases, a personat guaranty of the obligations vader
tha rentat agraement wayg obtained. Under verinus sconarios,
the.individual rental agreements were assignad by NerVergesce
te numerous fnasing companins, Nor¥orgence antared wto
seporate agreements wih each of its customery regarding
the:momthiy. changes for thelr lelecominunication services. Vit
mately, Morvergenoe enrofigd In excass of 10,000 business
cugtemers In sumcrous slates and, i ordor to detiver the
talecommswnication services 1o its customers, NorVergenca also

enlergd into rolationships- with major telecommunicalion
carriers, including Qwest, TMobile and Sprint. ™

‘By spring 2004, NorVergence becanle increasingly unable
{0 pay these vendors, as well as numerons others. On June
30, 2004, an iavoluntary petition under Chapter 11 of the
Bankruptoy Code was filed against NorVergence; on July 14,
2004, the Bankruptey Court sitting i Newark, NJ converted
ihe involuntary Chapter 11 proceeding into a votuntary Chapter
7 Hguidation and a Trusiee was appointed.

Shortly thereafter, Gwest, T-Mobile and Sprint-were author-
izad by ihe Bankruptey Court to terminate. T-T and cefular
sarvices to NorVergence customers.

Fallowing the lermination of services, numerous fessees
{referred to as “renters” in the rental agreements) refused
to make their monthly rental payments Tor the Matrix Boxes
i-accordance with their respective rental agroements, Upon
receipt of late nolices and demand lellers from tha teasing
‘Gompranies, hundreds of lessees andfor tieir counsel wrate
to the leasing companies, MorVergence, the Trustee, the
Federal Trade Commission and various state's altorneys
general or other consumer affairs agoncies expressing
oulrage over NorVergence's conduct and claiming that the
Tentat agreements were void or olherwise unenlorceable,

Iy response o nonpayme, many of the assignees-
lessars commenced: individual actions in stale coutls to
onforce the renlal agreements. Moreover, as more fully

-iscussed below, numerous Jessees retained private counsal

1o delend such actions or lo commeance their own actions to
declare the rental agreements void and seek damages. in acdi-
lion, the class action bar solfcited poteatial plaintitfs and the
FTGC and multiple AGs commenced investigations, issued
Inguiries or forenal subpoena and, in some cases, corunenced
thelr -own court actions or sought to intervens in existing
actions against the leasing companies.

Muitipla Forums, Muitiple Strategies )
Along willy the usual actics employad by litigating fessoes,
the shewr enormity of {he number of renlal agreements
nvolved in the NorVergence bankruptey proceeding has
resulled In‘Iigation strategies seldom, if ever, seen belore.
Among the "usual,” of course, are delenses of fraudy-
dont Inducoment, breach of conlraet and unconscionability
wnterposed by a single lessee-defendant in a lawsuil by a shgle
tessor-plainlitl. These defenses, while ultimately dependent
upon the specilic facls of each case, are almost always unsuc-
cessful because of, among otier tings, the protections
altesded under the lease-crasled, or statule-created, *helt or
higl water™ clauses. Siruflar siratagtes have bees employed
by the fass common — it no Tass unssual — preemptive

In response to non-payment,
many of the assigneas-lessors
cominencod individual

actions in state courts to enforce
the rentai agreements,



st by a single lessee seeking to have a court void its oblis
galions 1o, or award dainages against, the fessor basesdt upon
e same defenses, though now couched as affirmative Claims,

The more Fancifid apt crealive aclions spawned by
MorVergence can, however, be genreratly grouped into Tour
Zategories,

The first s the mass class action. In this action, exene
plitied by a case pending in the (LS. District Court of New
Jersey, a lew plaintifflessces have asserted that they are
acting an behalf ef every single person or entily in the United
Siates that has a NorVergence lease. against every single

leasing company propeses to remesanl a class of plamidis
wliose leases were also assigned to that single defendantleasing
company. This aclion top has the same difficufty an the merits
a5 the mass class action. And aithough it may ultimately have
a betler chiance of being certified as a elass action because it
enlails claims against a single defendant, the very natuwe of
the claims — such as fraudilent inducemant — lend themseives
I individual adjedication, rather than class actions.

Significantly, none of the plaintifis in either of the cale-
gories of class actions discussed herein has yol comutencesd
Ihe process of seeking certification as a class.

Significantly, none of the plaintiffs In either of the categories of
class actions discussed herein has yet commenced the process of

seeking certification as.a ciass,

Ieasing company that is an assignee of a NorVergence lease,
‘v seghing to void the leases and recover damages for the
same reasaons generally asserled in the moro typical preva-
Tenk pre-amplive suit. While this action poses less financigt
risk [or guch-potential plaintilf and a much greater financiat
‘raward for the attorneys for the “class” {as compared to
aftorney foes in g single pro-emplive suil by a plailitd), #
suifers the same infirmities as the pre-emplive suit regarding
Hig merits of Lhe claims. Further, it is doubtiol it can stapd
oiT-HS own a5 1 "class.action.™ Indeed, to date this mass class
aGton bas not been certified as a class and the-district court
Judge, n formally danying the reouest of this “class® for an
junction-preventing the leasing companies frem seeking {n
wnforce I loases sigainst lessees i other courts, expressed
signllicant doubils as lo whether a class action is ar appro-
priake vehicle,

Tho setand type of action is the “single defendant class
action” i which a lasses untler a-lease assigosd 10 3 single

in are atlempt to avoid class cartificalion issues, at least
one law firm has apparently abtained hundrads - if not thou-
sands ~- of individual plallifts as clients and brought mass
lawsuits an behalf of hundreds of individeatly, named plamtifis
against each individual leasing company. White avoiding the ciass

certification ¢uandary, these individaal mass.actions may even-
‘tually he severed by the courts imo hundreds of separate actions
* by individual plaintifffassees, thus placing them in the same

postirg as the singbe pre-emptive s4its proviously describad,
Finafly, the NorVergence -hankrupley has brought forth

‘numercus actions by the attorneys general of several states,

These are probably the acliens of greatest concern Lo the
laasing industry. This is not because the AGs have better facts
or clzims under the law; they don't. Bt the AGs are not
constramed by litigation budgels and, olten, are motivated
by an internal agenda to champion the rights of {he "consumer”
against pecceived offending business or Hnancial institulions.*

“Thus, the AGs appear Lo be seeking not only refief under he

Nor\'erg!ence leases but to effect a lsndamental changy in
the way leasing companies oporate in the- iture,

The AGs are, in essence, seeking to change laws governing
tease financing, not through elecled representativas of the siate
tegislatures, bui by the threat of costly and protracied — even
if umwarranted and legally unsupported — litigation,

Conclusion

As ‘each day passes, there are practical and procedurat
davetopmants emanating from the various pending legal actions,
each of which has an impact, prafound or subkle, on the broad
challenge to the leasing industry posed by NesVergence. The
NotVargence . silyatioit remains dynatc and fluid, and-the
leasing indusiry is advised to lolow all developments carefully
as the vllimate impact of NorVergence has siot yet been deter-

#ined. Il is imperative that the leasing iadustry protect ang
‘dalend the basic principles thal it has thrived under, including

“hell or high water” provisions and Ihe safeguard of waiver of
defansas remaining enforceable by assignees. i
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