I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: ) I n Proceedi ngs
) Under Chapter 7
ROBERT AND DAWN SHORT, )
) No. BK 94-40009
Debtor(s). )
OPI NI ON

Debt or s Robert and Dawn Short seek to avoid the |ien of Anerican
CGeneral Finance, Inc. ("American") as a nonpossessory, nonpurchase
noney security interest inpairing an exenption clainmed by themin
househol d goods. See 11 U. S. C. § 522(f)(2). American objectsthat its
lienis apurchase noney security interest not subject to avoi dance
under 8 522(f)(2) andthat itslienretainedthis status even though
the origi nal note granting such interest was consol i dated w t h anot her
obligation of the debtors, with the goods in question serving as
collateral for the entire anount. The debtors respond that this
refinanci ng destroyed t he purchase noney character of Anerican's |ien
and that the lien, therefore, nmay be avoi ded under 8§ 522(f)(2).

The facts are undi sputed. On June 20, 1992, the debtors entered
intoaretail installment contract with Ander son War ehouse Furni ture
for the purchase of bedroomfurniture. Under the contract, nointerest
was char ged for one year and no paynents were due until June 20, 1993,
at which tinme the entire balance of $2,880.00 becane due. The
contract, which granted a security interest inthe bedroomfurniture
pur chased by t he debtors, was assignedto Anerican onthe dateit was

signed. The debtors made no paynments under this contract.



On July 16, 1993, the debtors executed a note with Anerican in
whi ch t hey consol i dated t he June 20 contract obligati on w th anot her
note to Anerican for $3,642. 33 dated June 22, 1992. The July 16 note
i nthe amount of $7,337. 30 provided funds to pay of f the June 20 and
June 22 notes, with the remaining bal ance appliedto pay credit life
and di sabi lity insurance prem uns. The July 16 note, providing for an
interest rate of 21.90% was to be paidinnonthly installnments, with
the final paynment due in July 1997.

A di scl osure statenent acconpanyi ng the note described the
collateral for the July 16 note as a "continued purchase noney
interest” inthe debtors' bedroomfurniture and, on a separate |ine,
| i sted nunmer ous ot her recreational and househol d itens owned by t he
debtors. There was noindicationthat theselatter itenms served as
collateral for the June 22 note or that Aneri can had a purchase noney
security interest in them

The debt or s made one paynment under the July 16 not e of $248. 38 and
a partial paynent of $146. 00. On January 4, 1994, the debtors fil ed
t heir Chapter 7 bankruptcy petition. The debtors then noved to avoid
American's |i en on househol d goods, includi ngthe bedroomfurniture,
under 8§ 522(f)(2).

DI SCUSSI ON

Section 8 522(f)(2) allows a debtor to avoid the fixing of
lien on property that woul d ot herwi se be exempt if such lienis a

nonpossessory, nonpurchase noney security interest.! The Bankruptcy

1Section 522(f)(2) provides in pertinent part:



Code does not define "purchase noney security interest” or specify how
a lien's purchase nmoney status is affected by refinancing or
consolidationw th other debt. Reference nust be had, therefore, to
the state |l awdefinition of "purchase noney security interest” in § 9-

107 of the Uniform Conmmerci al Code. See Pristas v. Landaus of

Plymouth, Inc. (Inre Pristas), 742 F.2d 797, 800 (3d G r. 1984). That

section provides:

A security interest is a "purchase noney

security interest” to the extent that it is
(a) taken or retained by the seller
of the collateral to secure all or part of its
price; or
(b) taken by a person who by maki ng
advances or incurring an obligation gives val ue
t o enabl e the debtor to acquirerightsin.
col | at er al
810 I LCS 5/9-107 (enphasis added).

Under this definition, aseller obtains a purchase noney security

(f) [T]he debtor may avoid the fixing of
a lien on an interest of the debtor in property
to the extent that such lien inpairs an
exenption to which the debtor woul d have been
entitled . . . if such lien is--

(2) a nonpossessory, nonpurchase-noney
security interest in any--

(A) household furnishings . . .
that are held primarily for the personal,
famly, or household use of the debtor

11 U.S.C. § 522(f)(2).



interest by retaining asecurityinterest i ngoods sold. Afinancing
agency, such as Anerican inthe present case, obtains a purchase noney
security interest whenit advances noney to the sell er and t akes back
an assi gnnent of chattel paper. See Uni formComercial Code, § 9-107,
cm. 1(1993); Raynond B. Check, The Transf ormation Rul e under § 522 of

t he Bankrupt cy Code of 1978, 84 M ch. L. Rev. 109, 126 n. 104 (1985)

(hereinafter Check, Transformation Rule).

In this case, Anerican clearly had a purchase noney security
interest in the debtors' bedroom furniture when it accepted an
assi gnnment of the debtors' contract on these goods. Debtors contend
that this interest was cancel ed when their origi nal note of June 20 was
consol i dated wi t h ot her i ndebt edness and t he not e was pai d by renewal .
Aneri can argues, however, that its purchase noney |ien survived despite
this refinancing andthat it retai ned a nonavoi dabl e purchase noney
security interest inthe debtors' bedroomfurnituretothe extent of
t he bal ance remaining on the original note for purchase of the
col |l ateral .

There is a split of authority anmong the circuits concerning
whet her a purchase nobney security interest is extinguished when
t he ori gi nal purchase noney | oan is refinanced t hrough renewal or
consol idation w th another obligation. Oneline of cases holds that a
pur chase noney security interest is automatically "transforned” into a
nonpur chase noney i nt erest when t he proceeds of a renewal note are used

tosatisfy the original note. See Matthews v. Transaneri ca Fi nanci al

Services (Inre Matthews), 724 F. 2d 798, 800 (9th Cir. 1984); Dom ni on

Bank of Cunberl ands v. Nuckolls, 780 F.2d 408, 413 (4th Gr. 1985); In
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re Keeton, 161 B. R 410, 411 (Bankr. S.D. Chi o 1993); Hi pps v. Landnark

Fi nanci al Services of Georqgia, Inc. (Inre Hi pps), 89 B. R 264, 265

(Bankr. N.D. Ga. 1988); ILnre Faughn, 69 B.R. 18, 20-21 (Bankr. E. D

Mo. 1986). Because the coll ateral now secures an antecedent debt
rat her than a debt for purchase of the collateral or, inthe case of a
renewal note consolidating debt or advanci ng newfunds, secures nore
thanits purchase price, these courts holdthat theresultinglien on
t he purchased goods no | onger qualifies as a "purchase noney security
interest” under § 9-107. Fol |l owi ng such refinancing, then, thelien
may be avoided in its entirety under 8§ 522(f)(2).

The second | i ne of cases, rejectingthe "all or nothing" approach
of the transformation rule, holds that a lien may be partially
pur chase-noney and partial | y nonpur chase- noney and t hat t he purchase
noney aspect of alienis not automatically destroyed by refi nanci ng or

consolidation with other debt. See Billings v. Avco Col orado

| ndustrial Bank (Inre Billings), 838 F. 2d 405, 409 (10th Cir. 1988);
Pristas, 742 F.2d at 801 (3d Gr. 1984); Cei st v. Converse County Bank

(Inre Geist), 79 B.R 939, 941 (D. Wo. 1987); Inre Hem ngson, 84

B.R 604 (Bankr. D. Mnn. 1988); Inre Parsley, 104 B.R 72, 75 ( Bankr.

S.D. Ind. 1988). Thisview, referredto as the "dual status" rule, is
prem sed on t he | anguage of § 9-107, which providesthat alienis a
purchase noney security interest "tothe extent” that it istakento
secure the purchase price of collateral. Accordingly, the purchase
noney security interest taken under the original noteis preservedto
t he extent of the bal ance renmai ni ng unpai d on t he ori gi nal purchase

money | oan. See Russell v. Associates Financial Services G. (Inre




Russell), 29 B.R 270, 273-74 (Bankr. WD. Okla. 1983).
Courts adopting the "dual status” rulenotethat it gives effect

to the substance of the refinancing transaction.
Though in formthe original noteis canceled, its
bal ance i s absorbed i nto t he refinancing | oan.
To t he extent of that bal ance, the purchase noney
security interest taken under the original note
i kew se survives, because what i s owed on the
original noteisnot elimnated[;] it is nerely
transferred to, and increased in anount by,
anot her obligation. The refinanci ng changes the
character of neither the bal ance due under the
first |oan
nor the security interest taken under it.

Associ ates Financev. Conn (Inre Gonn), 16 B. R 454, 459 (Bankr. WHD.

Ky. 1982); see Russell, 29 B.R at 273.
The difficulty withthe dual statusruleliesindetermningthe
extent of the purchase noney i nterest renmai ni ng after refinanci ng. See

Pristas, 742 F. 2d at 801; Cooner v. Barclays Aneri can Fi nanci al , | nc.

(Inre Cooner), 8 B.R 351, 353-54 (Bankr. E.D. Tenn. 1980). Wen a

pur chase noney | oan has been consol i dat ed wi t h nonpur chase noney debt
and paynent s have ensued, sone net hod of appl yi ng paynent s bet ween t he
pur chase nmoney and nonpur chase noney portions of the refinanced loanis
necessary so t hat the purchase noney col |l ateral secures only its own
price and does not renmain as collateral for the entire obligation. See

Mul cahy v. I ndi anapolis Mourris Plan (Inre Mil cahy), 3 B.R 454, 457




(Bankr. S.D. Ind. 1980). This problemhas | ed sone courts to find
t hat purchase noney statusisforfeitedif no nethod of allocation has
been supplied, either by the parties' contract or by statute. See
Cooner, 8 B.R. at 355; Mulcahy, 3 B.R at 457; cf. Pristas, 742 at 802

(apportionment formul a supplied by statute); Matter of Weigert, 145

B.R 621, 623 (Bankr. D. Neb. 1991) (parties' agreenent provided
all ocationfornula). O her courts have adopted ajudicial "first in,
first out” nmethod of allocation, under whi ch paynents are applied
sequentially to purchase noney debts i nthe order i n whichthey were

incurred. Seelnre dark, 156 B. R 693, 695 (Bankr. S.D. Fla. 1993);

Parsl ey, 104 B.R at 75; Matter of Wei nbrenner, 53 B.R 571, 579-80

(Bankr. WD. Ws. 1985); Conn, 16 B.R. at 458; Inre G bson, 16 B. R

257, 267-68 (Bankr. D. Kan. 1981); see generally Bernard A. Burk,

Preservi ng the Purchase Money Status of Refinanced or Conm ngl ed

Purchase Money Debt, 35 Stan. L. Rev. 1133, 1144-46 (1983)

(hereinafter Burk, Preserving Purchase Money Status).

Havi ng consi dered the rationales for both the "automatic
transformation” and "dual status” rules, this Court finds that the dual
status rul e nore cl osely adheres to the statutory | anguage of § 9-107
whi | e ef fectuating the policy behind 8§ 522(f)(2). The "to the extent"
| anguage of 8 9-107 clearly contenplates that alien my be partially
purchase noney and partially nonpurchase noney, dependi ng on t he
circunmstances of its creation. Thus, if alender makes two separate
| oans--one for the purchase of goods, the ot her a cash advance--and
retains asecurity interest inthe purchased goods for both | oans, the

resultinglienis both purchase noney (for the outstandi ng bal ance of
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t he purchase noney | oan) and nonpurchase noney (for the anount
remai ni ng on the cash advance | oan). No reason appears why the
pur chase noney character of the first | oan shoul d di sappear if the two
| oans are | ater consol i dated, solong as the anounts attributableto

the two | oans may be separated. See Check, Transformation Rule, at

128.

Section 522(f)(2), noreover, with its distinction between
pur chase noney and nonpurchase noney | i ens, was desi gned to perm t
debtorsto avoid |liens attached t o househol d goods al r eady owned by
themrather than |iens on col |l ateral purchased wi th the noney advanced.

See Russell, at 274. Congress limted this avoi dance option to

nonpur chase noney i nterests in order to protect those | enders whose
credit enabl ed t he debtor to acquirethe collateral inthe first place.

Check, Transformation Rule, at 127. When a purchase noney | oanis

refinanced, the creditor is not commttingthe type of overreaching
that § 522(f)(2) ains to prevent, as the purchased goods renmai n as
collateral for theloan. Thus, application of the dual status rule,
withits recognition of the continued exi stence of the creditor's
purchase noney i nterest after refinancing, preserves thelegislative

bal ance bet ween debtors' and creditors' rights inexenpt property that

isthe purpose of § 522(f)(2). Seeid.; InreBillings, 838 F. 2d at
409-10.

Courts in the Seventh Circuit have not enbraced either the
transformati on or the dual status rul e but have, for the nost part,
t aken a case by case approach whi ch exam nes whet her the debtor's

obligation has been so changed by the refinanced | oan that the
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resulting |lien can no | onger be characterized as a purchase noney

securityinterest.? SeelnreHatfield, 117 B. R 387, 389-90 (Bankr.

CD IIl. 1990) (quotingfrominre Hills, No. 86-72037, slip op. at 4-
5 (Bankr. C.D. IIl. July 29, 1987)); Inre Gayhart, 33 B.R 699, 700-01
(Bankr. N.D. I'll. 1983); Matter of Wei nbrenner, 53 B.R. at 579-81;

Johnson v. Ri chardson (Matter of R chardson), 47 B.R 113, 117 ( Bankr.

WD. Ws. 1985); but seelnre Parsley, 104 B. R at 75 (appl yi ng "dual

status” rule). Under this approach, arefinancedloanis determnedto
be ei ther a renewal of the origi nal purchase noney obligation, inwhich
case the purchase nobney l|ien survives, or a novation, which
ext i ngui shes t he purchase noney character of the | oan, dependi ng upon
t he degree of change in terns and obligati on between the two | oans.

See Hatfield, 117 B.R at 390 ("the greater the degree of change in

obligation . . . , the nore likely a novation will be found").
Wil e t he "m ddl e of the road" approach of these courts | acks the
certainty of awell-definedrulesuchasthetransformation or dual
status rul e, this approachis not surprisinggiventhe diversity of
fact situations presented in cases exam ning the purchase noney
character of refinanced | oans. Inthe case of a sinplerefinancing
t hat nerely extends the repaynent period of aloan--with areductionin
t he anount of nont hly paynents and t he sanme i nterest rate and security,
strict application of the automatic transformation rule works an
obvious injustice tothe | ender who has acted to benefit the borrower.

See Gavhart, 33 B.R at 700-01; Hatfield, 117 B.R at 390. At the

°The Seventh Circuit Court of Appeals has not yet ruled on the
i ssue of retention of purchase noney status follow ng refinancing.
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ot her end of the spectrum when a purchase noney | oan i s refinanced for
new consi derati on and t he second note i nvol ves different security and
terns, this change may be seento evidence the parties' intent to enter
i nto anewobligationthat cannot be characterized as a purchase noney
loan. See Hills, slipop. at 5 (refinanced note involving fresh
advance of funds constituted a novation). Thus, courts that enpl oy a
case by case approach attenpt to give effect tothe parties' intent as
derived fromthe facts of a particular transaction.

The facts of this case support a findingthat Anerican retained a
pur chase noney | i en on t he debtors' bedroomfurniture under either the
dual status rule of the Tenth and Third Circuits or the case by case
appr oach of bankruptcy courtsinthiscircuit. As noted above, the
probl emunder the dual status rul e is allocating paynments between the
pur chase noney and nonpurchase noney aspects of a | oan foll ow ng
consolidationinorder to determ ne the extent to which the purchase
noney | i en survives refinancing. The probl emunder the case by case
approach is to determ ne whet her the facts evidence the parties' intent
to continue the purchase noney character of the original |oan.

Inthis case, the debtors had made no paynents on t he ori gi nal
pur chase noney | oan of June 20 at the ti ne t hey agreed to consol i date
t hi s obligationw th anot her, nonpurchase noney not e of June 22. Since
the entire purchase price of the collateral remni ned unpaid, it is
unlikely the parties intendedto extinguishthe debtors' obligation
under the first note or to changeits character. Rather, the purchase
noney not e of June 20, a no-interest note with one annual paynent, was

essentially "extended" by the consolidationnote of July 16 to all ow
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for nonthly paynments at a cormensurately highinterest rate. Thus, the
July 16 note nerely enabl ed t he debtors to pay t he ori gi nal purchase
price of the bedroomfurniture over alonger periodof tinme. Despite
the change ininterest rate and repaynent terns, the purchase noney
character of the | oan had not becone bl urred by repeat ed refi nanci ngs,

see Slay v. Pioneer Credit Co. (Inre Slay), 8 B.R 355, 358 (Bankr.

E. D. Tenn. 1980) ("at sone poi nt the nunber of transacti ons between t he
| ender and t he debt or destroys any cl ai mthat the debt i s part purchase
noney"), and t he essenti al character of American's interest inthe
purchase noney col |l ateral remained intact.

The parties' intent to continue the purchase noney character of
Anerican's lienfollow ng consolidationwas specifically statedinthe
docunentation for the July 16 note, inwhichthe security was descri bed
as a "continued purchase noney interest” in the debtors' bedroom

furniture. Cf. 1n re Billings, 838 F.2d at 109 (Il oan docunent

expressly stating intent to continue the purchase noney security
i nterest showed parties didnot intendto extinguishthe original debt
and security interest). Whil e such a statenent would not be
sufficient, of itself, to preserve purchase noney status upon
refinancing, it adds wei ght to the Court's conclusionthat the parties
consi dered the newnote to be a continuation of the debtors' ori gi nal
pur chase noney obligation. This statement of intent di stinguishes the

present case fromlnre Hills, in whichthe court found a novati on

based on t he fact that the parties' note consolidating a purchase noney
obl i gati on wi t h nonpur chase noney debt di d not identify the purchased

goods as col |l ateral and stated that the creditor was "not bei ng gi ven
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a 'security interest in the goods or property being purchased.""
Hills, slip op. at 1. Based on the parties' express statenent of
intent inthis case and the fact that no paynents had been made on t he
ori gi nal purchase noney | oan at the time of refinancing, the Court
finds that the parties i ntended to conti nue t he purchase noney st at us
of American's lien in the July 16 note consolidating debt.

The probl emof determ ning the extent of Anerican's purchase noney
lienfoll owi ng consolidationis conplicatedonly slightly by the fact
t hat t he debt ors made one nont hl y paynent and a parti al paynent on the
consol i dated note before their bankruptcy filing. If the debtors had
made no paynents at all, the purchase noney portion of the consoli dated
debt woul d be t he anbunt owi ng on t he pur chase noney debt at thetine

of the consolidation. Seelnre Say, 8 B.R at 358. TheSlay court,

noting the difficulty of apportioni ng paynents between t he purchase
noney and nonpur chase noney parts of a consolidated | oan, rul edthat
normally a creditor's purchase noney status is forfeited upon
consol i dati on wi t h nonpurchase noney debt. However, the court found an
exceptionto this general rul e based onthe fact that the debtorsin
Slay had nmade no paynents follow ng consolidation. 1d.

It would beironicif the debtors' paynents here of $248. 38 and
$146. 00 on a not e t hat i ncl uded $2, 880. 00 i n pur chase noney debt woul d
cause Anerican's liento |l oseits purchase noney status conpletely.
Nei t her the parties' contract nor an applicabl e statute provides a

met hod for allocating payments between the purchase noney and
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nonpur chase noney portions of the consolidated debt.3 However, courts
of equity are peculiarly suited to the task of all ocating paynents, see

Inre Weinbrenner, 53 B.R at 580 (citing Luksus v. United Pacific

| nsurance Co., 452 F. 2d 207, 209 (7th Cir. 1971), and have, in ot her

contexts, suppliedan allocation nmethod when the parties failedto do

so. See Burk, Preserving Purchase Money Status, at 1160, 1163 n. 107

(creditor's burden to prove security interest extends only to
producti on of facts and docunents necessary to application of tracing
rule). Therefore, in the absence of contractual or |egislative
direction, the Court will allocate the debtors' paynents to determ ne
t he amount still ow ng on the purchase noney debt --and, hence, the
extent of American's purchase noney |ien--follow ng consolidation. See

In re Conn, 16 B. R, at 458.

Under the "first in, first out” allocation nethod enpl oyed by nost
courts, paynments are deened appliedtothe ol dest debts first, withthe
result that purchase noney |liens are paid off inthe order i nwhichthe

goods are purchased. See Parsley, 104 B.R at 74; Conn, 16 B. R at

458.4 Once the purchase price of anitemhas been paid, any security

3The Illinois Retail Installnment Sales Act provides a nethod of
appl yi ng paynents when two or nore sales contracts have been
consol idated. See 815 ILCS 405/22 (1993). This provision applies
only to a "seller,” which does not include an assignee such as
American in this case. See 815 ILCS 405/2. 4.

“While this method seens nore suited to situations involving
consolidation of multiple purchase noney transactions rather than
consol i dation, as here, of purchase noney with nonpurchase noney
debt, the cases do not make a distinction between these situations.
Cf. dark, 156 B.R at 695 (first in, first out nethod applies to
consol i dation of purchase noney and nonpurchase noney debt); Conn, 16
B.R at 457-59 (sanme). It nmay be nore appropriate in the latter
instance to apply paynents to the purchase noney debt first, so that
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interest remaininginit becomes a nonpurchase noney security interest
and i s avoi dabl e under 8 522(f)(2). The purchase price includesthe
cost of the itemand any fi nanci ng charges and sal es taxes attri butabl e

tothat item Parsley; see Burk, Preservi ng Purchase Money St atus, at

1178 (charges that woul d be consi dered part of the purchase noney
obligation of the original sale are accorded sim | ar status after
refinancing).

Inthis case, there were no financing charges on the June 20
pur chase noney |l oan, as it was i nterest-free for the one-year termof
t he loan.®> The $2, 880. 00 anbunt of the | oan presumabl y i ncl uded sal es
t axes on t he purchase of the bedroomfurniture. Accordingly, the
debt ors' paynents of $248.38 and $146.00 wi I | be applied to reduce the
unpai d purchase price of $2,880.00, resultingin a continued purchase
noney | i en on t he bedroomfurni ture of $2,485.62. The debtors' notion
to avoid lien is granted to the extent of American's renmining

nonpur chase noney lien on this furniture.

a creditor would be prohibited fromallocating any repaynment to
nonpur chase noney debt until all the purchase noney debt is paid.
See Burk, Preserving Purchase Money Status, at 1175. |In this case,
however, the result would be the sane, as the debtors' June 20
purchase noney obligation predated their nonpurchase noney debt of
June 22.

SAnmerican has not argued that its purchase noney lien follow ng
refinancing includes a proportionate ampunt of the interest and
i nsurance charges attributable to the $2,880.00 purchase noney
bal ance. See Burk, Preserving Purchase Mney Status, at 1178 n. 150
(purchase noney lien follow ng refinancing should include added
finance charges that enable debtors to keep their collateral as well
as insurance premuns that serve to guarantee the debtors'
obligation). Accordingly, the Court makes no determi nation in this
regard.
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SEE VWRI TTEN ORDER

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: July 21, 1994
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