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

I N RE: ) I n Proceedi ngs
) Under Chapter 7
LAVERNE STONE and )
BETTY STONE, )
) No. BK 88-50608
Debtor(s). )
)
WOOD RI VER FURNI TURE )
MART, | NC., )
)
Creditor. )

VEMORANDUM AND ORDER

This matter is before the Court on debtors' Mdtion to Avoid
Security Interest in Exenpt Property and on t he response thereto fil ed
by Wbod Ri ver Furniture Mart, Inc., ("Wod River"). Debtors seekto
avoi d Wod River' s security interest incertain personal and househol d
goods pursuant to section 522(f) of the Bankruptcy Code, cl ai m ng t hat
the security interest so heldis a"nonpossessory, nonpur chase- noney
security interest.” 11 U.S.C. 8522(f). |In response, Wod River
contends that its security interest is a purchase noney security
interest, and that as such, its lien cannot be avoi ded.

Debt or s purchased ei ghteen i tens of personal property fromWod
Ri ver bet ween 1983 and 1987. The parties apparently enteredinto a
separate retail contract for each purchase. Theitemor itens sold
were also |listed on a separate sales ticket. The various sales
tickets, withidentifying nunmbers, are attached as exhi bits to Wod
Ri ver's response. Likew se, Wod Ri ver has supplied a copy of aretail
i nstal | ment contract dated Sept enber 26, 1986, evi denci ng t he purchase

of three particular itenms, and a



copy of a retail installnment contract dated February 25, 1987,
evi denci ng a refi nanci ng arrangenent between t he parties. However, at
the hearingonthis matter, Wod Ri ver, throughits counsel, inforned
the Court that it no | onger has copies of any of the other retail
i nstal | ment agreenents.
Section 522(f) of the Bankruptcy Code provides, in part, as

fol |l ows:

[ T] he debtor may avoid the fixing of alien on an

i nterest of the debtor in property tothe extent

that such lieninpairs an exenptionto whichthe

debt or woul d have been entitl ed under subsecti on

(b) of this section, if such lienis ....

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

(A) househol d furnishings, house-

hol d goods...that are held primarily

for the personal, famly, or house-

hol d use of the debtor or a depen-

dent of the debtor....
11 U S. C 8522(f). The Bankruptcy Code does not defi ne "purchase noney
security interest,” and the courts have therefore | ooked to t he | aw of
the state in whichthe securityinterest is created for the appropriate

definition. |Inre Billings, 838 F.2d 405, 406 (10th Cir. 1988);

Pristas v. Landaus of Plynouth, Inc., 742 F.2d 797, 800 (3d G r. 1984).

The Il 1inois UniformConmerci al Code defi nes "purchase noney security
interest” as follows:

Asecurity 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 making
advances or incurring an obligation
gi ves val ue to enable the debtor tanqire
rights in or the use of collateral if such
value is in fact
So used.
I1l.Rev. Stat. ch. 26, 19-107. "In sum a purchase-noney security
interest existsif thecollateral istheitempurchased andit secures
its own price." Pristas, 742 F.2d at 800.

I nthe present case, the Septenmber 26, 1986 retail install nment
contract provided for the purchase of a bed franme, box springs and
mattress. Those items are |isted under a section of the contract
entitled "Description and identification of Merchandi se and/or
Servi ces." Under that sane section, referenceis made to "additi onal
chattel s" previously purchased and to t he nunber s of i ndi vi dual sal es
ti ckets that contain adescriptionof those chattels. Debtors argue
that "the attenpted consolidationinthe Septenber Retail Install nment
Contract of a Purchase Money Security Interest in both the item
purchased...and al |l previous itens purchased, w thout any evi dence of
a Retail Installnment Contract inregardtothose purchases, does not
create a Purchase Money Security Interest inthose prior purchases.™
(Debtors' Menorandum p. 2). Debtors |ater refer to "an attenpted
consol idation of... previously purchasedunsecureditens withanitem
purchased pursuant to an attenpted Purchase Money Security
Agreenent...." (Debtors' Menmorandum p. 2)(enphasis added).

Al t hough far from clear, debtors appear to argue that the

pur chases made prior to Sept enber 26, 1986 wer e unsecured transacti ons.

At the hearing onthis matter, however, counsel for debtors did not



di spute the facts as set forth by Wod Ri ver's counsel, i.e., that the
parties enteredinto aseparateretail installnent contract for each
purchase. Moreover, intheir Motionto Avoid Security Interest in
Exenpt Property, debtors admt that Wod River has a "security
interest”" intheitens at i ssue (though they do contest whet her suchis
a pur chase noney security interest), and specifically request that they
be al l owed to avoid this security interest. Debtors' argunent is
therefore wi thout nerit.

Debt ors' argument may al so be construed i n an al ternative manner.
Apparently, each time anitemwas purchased, the nunber and anount of
paynments were recal cul ated to i nclude the amount owed for prior
pur chases and t he anount owed on t he new purchase. 1n other words, the
anmount owed on the newy purchased itemwas consolidated with t he
anmount owed on previ ous purchases and t he i nstal | nent paynent i ncreased
accordingly. Thus, the total paynments owed under t he Sept enber 26,
1986 contract included amounts due on all prior purchases, as well as
t he ampbunt due on t he newest purchase. |In addition, the contract
provi ded that the "[s]eller retains and shall have a purchase- noney
security interest inthe property described above...until the Total of
Payments and all other anpunts hereafter to become due fromBuyer

hereunder are paidinfull." The "property descri bed above" consi sts
of both the newly acquired itemand those itens purchased prior to
Sept enber 1986. Debtors, therefore, may be argui ng t hat consol i dation
of the underlying debts destroys the purchase noney status of the
creditor's security interest since, under the contract | anguage quot ed

above, any one itemof col |l ateral appears to secure not only its own

4



price, but alsothat of other itens. Debtors' argunent "expresses a
concern for determning at what point in the reduction of the
i ndebt edness a particul ar piece of collateral is released fromthe

pur chase noney encunbrance.” |nre Sprague, 29 B.R 711, 712 (Bankr.

M D. Pa. 1983), aff'd Pristas v. Landaus of Plynmouth, Inc., 742 F. 2d

797 (3d Cir. 1984). Inother words, "if no sequence i s provided for
t he rel ease of the encunbrance in theindividual itens of collateral,
thecreditor will continuetoretaina purchase noney security interest
ineachitemuntil the entireindebtednessis satisfied." 1d. at 713.

A nunber of courts have addressed the i ssue nowbefore this Court,
i.e., whether a purchase noney security interest in goods remains
effective when the indebtedness underlying that interest is
consolidated with that of a subsequent purchase noney security
interest. The courts have reached varying results. Sone have adopt ed
the "transformationrule,” which holds that "if anitemof coll ateral
purports to secure not only its own purchase price but al sothat of
other itens, the security interest that existed before the 'add on'
[ debt] is transfornmedinto nonpurchase-noney status."” Pristas, 742

F.2d at 800. See, e.qg., Inre Manuel, 507 F.2d 990 (5th Cir. 1975); In

re Norrell, 426 F. Supp. 435 (D.C. Ga. 1977); Inre Scott, 5B. R 37

(Bankr. M D. Pa. 1980); Inre Miul chay, 3 B.R 454 (Bankr. S.D. |Ind.

1980). Ot her courts holdthat a security interest can have a "dual

status." See, e.q., Pristas, 742 F.2d at 800; Inre Mbore, 33 B.R 72

(Bankr. D. Ore. 1983); Inre G bson, 16 B.R 257 (Bankr. D. Kan. 1981).

The "dual status"” ruleis prem sed onthe | anguage of section 9-107 of

t he Uni f or mComer ci al Code, whi ch provides that a security interest is
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a purchase noney security interest "to the extent that it i s takenor

retai ned by the seller of the collateral tosecureall or part of its
price...." 1ll.Rev.Stat. ch. 26, 19-107 (enphasi s added). "Thus, a
pur chase- noney security interest inaquantity of goods can renai n such
"tothe extent' it secures the price of that item even thoughit may
al so secure t he paynent of other articles.” Pristas, 742 F. 2d at 801.

Thi s Court agrees with those deci sions that have adopt ed t he "dual
status” rule. Asrepeatedly notedin the decisions adoptingthis rule,
t he phrase "to the extent” in section 9-107 of the UniformConmerci al
Code woul d be neani ngl ess i f a secured debt coul d never be dividedinto
two parts, i.e., "apurchase noney part constituting so nuch of the
debt as represents the price of the[collateral]...and a nonpurchase

nmoney part constituting the 'add on' debt.” Inre dbson, 16 B. R at

257. Furthernore, application of the "dual status” rule readily
conports with the general business practicesinthat it sinplifies
repeat transactions between the sane buyer and seller.

To apply the "dual status" rule, however, the extent to which a
particul ar itemconti nues to secureits own price andthe extent to
whi ch payment of ot her purchases is affected nust first be determ ned.
I nthe present case, the contract itself does not specify howthe
payments are to be al |l ocated. However, statelaw, either statutory or
deci si onal , nmay be consi dered to determni ne the method of all ocation
when t he contract issilent onthis point. Pristas, 742 F. 2d at 801-
02. Thelllinois Retail Install ment Sal es Act provi des t he net hod of
all ocationto be appliedin suchinstances. Paragraph 522 of that Act

provides, in part, as foll ows:



When subsequent purchases are nade, if the seller
has retai ned or taken a security interest in any
of the goods purchased under any one of the
contracts included in the consolidation he

(1) shall apply the entire anmount of all
paynments made before the subsequent
purchases to the previous purchases;

(2) shall allocate each paynent on the
consol i dated contract after the
subsequent purchases to all of thevari ous

purchases in the sane ratio as the original
cash sal e prices of the various purchases bear
to the total of all;

(3) may, at his option, where t he anount

of each install ment paynment i s increased

inconnectionwth a subsequent purchase,

al l ocate the subsequent paynments by
appl ying an anount equal to the original
periodic paynment to the previous purchase

and the balance to the subsequent
purchase. However, he nust all ocate tleount
of any down paynment on the subsequent
purchase in its entirety to the subsequent
pur chase.

Il1'l.Rev. Stat. ch. 121 1/ 2, 1522. Since apportionment of paynentsis
possi bl e, Wbod R ver's purchase noney security interest is preserved.
Its security interest can be avoi ded under section 522(f) only to the
extent that it is nonpurchase noney security.?

Li kewi se, the February 27, 1987 refi nanci ng agreenent, apparently
executed to | ower debtors' nmont hly paynents, does not destroy Wod
Ri ver's purchase noney security interest. Again, the courts have

reached varying results when consi dering the questi on of whether

refinanci ng agreenents exti ngui sh t he purchase noney character of an

Wt hout further evidence, the Court cannot, at this tine,
det ermi ne what portion of thetotal obligation, if any, may be voi ded
under section 522(f).



obl i gation. Those deci sions adopting the "transformation rul e” and
hol di ng t hat t he purchase noney security interest is extingui shed

i ncl ude Doni ni on Bank of Cunberl| ands v. Nuckolls, 780 F. 2d 408 (4th

Cir. 1985) and Matt hews v. Transanerica Fi nanci al Services, 724 F. 2d

798 (9th CGir. 1984). This Court, however, agrees wi th t hose deci si ons
whi ch hold that a refinancing agreenent does not automatically
t ransf or mt he pur chase noney security i nterest i nto a nonpurchase noney

securityinterest.? As statedinlnreBillings, 838 F.2d 405 (10th

Cir. 1988), "[w] hen a debt secured by a purchase nobney security
interest is refinanced, and the identical collateral remains as
security for the refinanced debt, then neither the debt nor the
security has changed its essential character.” 1d. at 410. See al so

In re Hansen, 85 B. R 821, 828-29 (Bankr. N.D. lowa 1988); In re

Hem ngson, 84 B. R 604, 607-08 (Bankr. D. M nn. 1988); Inre Gayhart,

33 B.R 699, 700-01 (Bankr. N.D. Ill. 1983). Policy reasons, well
sunmari zed by the Tenth Circuit as follows, clearly dictate such a
resul t:

The basic problem with +the automatic
"transformation” rule is that it discourages
creditors who have purchase noney security
i nterests fromhel pi ng t heir debt ors work out of
financi al probl ens wi t hout bankruptcy and wi t hout
surrendering the collateral security the debt.
The i nstant case i s an excel | ent exanpl e. These
debt ors apparent |y need | ower nont hl y paynment s on
their debt. Ina"transformation" jurisdiction
t he creditor coul d not cooperate w thout giving
upitsrightstoprotect its securityif debtors

2Debtors admits in their Menorandumthat "t he bankruptcy courts
have consi stently held that a nere refi nanci ng does not destroy the
Purchase Money Security Interest character of the agreenent.”
(Debtors' Menorandum p. 3).



filed bankruptcy.
In re Billings, 838 F.2d at 4009.

Accordingly, for the reasons stated, debtors' Mdtionto Avoi d

Security Interest in Exenpt Property is DEN ED

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

ENTERED: April 18, 1989




