DOESNEGATIVE EQUITY NEGATE THE HANGING PARAGRAPH?
DIENNA CHING
INTRODUCTION

Pursuant to the Bankruptcy Abuse Prevention and@uoer Protection Act, the
so called "Hanging Paragraphh section 1325 of the Bankruptcy Code was added
to prevent the bifurcation of an auto lender'sralaf it arose from a purchase
money security interest in a motor vehicle acquifedpersonal use within 910
days of filing for bankruptcy. A recurring issue that Bankruptcy Courts are
currently grappling with is the impact of negatigquity financing on purchase
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! See AmeriCredit Fin. Servs., Inc. v. Longin( re Long), 519 F.3d 288, 292 (6th Cir. 2008)
(acknowledging "hanging paragraph” or "anti-cramdovamagraph” Congress added to end of section
1325(a));see alsdn re Vinson, 391 B.R. 754, 758 (Bankr. D.S.C. 2008) (réfigrto it as "flush" language);
Robin Miller, Annotation,Effect of "Hanging" or "Anti-Cramdown" Paragraph éed to 11 U.S.C.A. §
1325(a) by Bankruptcy Abuse Prevention and Consiiratection Act (BAPCPAN9 A.L.R.FED. 2d 157
(2007) ("Because of its lack of a formal citatioouds often refer to the paragraph as the 'hanginghtr '
cram down' paragraph of § 1325(a).").

2|n 11 U.S.C. § 1325, the provision states:

For the purposes of paragraph (5), section 506 sbalapply to a claim described in
that paragraplif the creditor has a purchase money security egesecuring the debt
that is the subject of the clajrthe debt was incurred within the 910-day precedieg t
date of the filing of the petition, and the collaefor that debt consists of a motor
vehicle (as defined in section 30102 of title 49y wred for the personal use of the
debtor, or if collateral for that debt consists of atiyer thing of value, if the debt was
incurred during the 1-year period preceding thatdilin

11 U.S.C. § 1325(a) (2006) (emphasis addsel; In rePadgett, 389 B.R. 203, 206 (Bankr. D. Kan. 2008)
("[L]anguage contained within the hanging paragrapakes the value of the collateral irrelevant in
determining the allowed amount of a claim secured pyrchase money security interest . . .Ifi"ye Pinti,
363 B.R. 369, 375 (Bankr. S.D.N.Y. 2007) (acknowledglmnging paragraph's primary function as
preventing bifurcation of creditor's lien into sesdl and unsecured liens if made within 910 days befor
bankruptcy filing).

% SeeGMAC v. Horne, 390 B.R. 191, 194 (E.D. Va. 2008) (diésiieg negative equity as debt owed on
trade-in vehicle in excess of trade-in vehicle's valuhich seller pays off and includes in contract as
fraction of financed purchase price of replacemetiicle); In re Lavigne, Nos. 07-30192, 07-31402, 07-
31247, 06-32914, 2007 WL 3469454, at *1 n.1 (BankD.B/a. Nov. 14, 2007) ("Negative equity is the
amount by which the outstanding loan balance exctezlvalue of the trade-in vehicle &ff'd in part,rev'd
in part sub nomGMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008); re Tuck, No. 06-10886-DHW, 2007
WL 4365456, at *1 (Bankr. M.D. Ala. Dec. 10, 2007&fiding negative equity as value of debt owed minus
trade-in vehicle's value).
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money security interests ("PMSI") within the cortexX the hanging paragragh.

This Comment maintains first that negative equityaficing secured by a
replacement vehicle does not give rise to a PMSh@énew vehicle, and second,
absent a clear allocation of monthly payments itoatract, comingling negative

equity financing with a purchase money obligatibwidd transform the purchase
money status of the entire security interest toparchase status.

Courts are split with respect to the purchase mataius of negative equity
financing. Some courts deem negative equity fimaneo have purchase money
character if it were either integral or necessarythte sale of the replacement
vehicle? However, other courts hold that negative equitaficing should not be
magically crowned with purchase money status bystimple fact that it is obtained
in the same transaction as the purchase of theyremglred replacement vehiéle.

If it is determined that negative equity financidges not give rise to a PMSI
due to its lack of purchase money character, thethdr analysis is necessary to
determine whether the entire loan is affected layititlusion of negative equify.
The courts are split again on this issue. Coudisetplly resort to the Uniform
Commercial Code ("U.C.C.") definition of purchasemay security interest and
ultimately are divided as to whether the dual statutransformation rule applies in

4 See GMAC 390 B.R. at 196-97 (stating focus of appeals éofibancing of negative equity and
interpreting meaning of purchase money security éstgrseeln re Johnson, 380 B.R. 236, 239 (Bankr. D.
Or. 2007) (recognizing "Hanging Paragraph has beenstigect of substantial litigation and disputes
regarding its interpretation”)n re Burt, 378 B.R. 352, 358 (Bankr. D. Utah 2007) (obsegwio consensus
exists on application of negative equity and PM3ideu hanging paragraph) (citation omitted).

® SeeGen. Motors Acceptance Corp. v. Peaslee, 373 BR, 258-59 (W.D.N.Y. 2007) (rationalizing if
seller and buyer concur on including payoff of dehttrade-in as essential to their transaction for new
vehicle, it is difficult to view that as somethinther than expense incurred) (citation omitted); Graupne
Nuvell Credit Corp., No. 4:07-CV-37CDL, 2007 WL 18942 at *2 (M.D. Ga. June 26, 2007) (finding
negative equity was included in collateral where d@swinextricably intertwined" with transactiorgff'd,
537 F.3d 1295 (11th Cir. 2008)n re Cohrs, 373 B.R. 107, 109-10 (Bankr. E.D. Cal. 200&}yuiring
"'close nexus" between gaining collateral and sstwbligation for purchase money character) (citation
omitted).

¢ See In reHernandez, 388 B.R. 883, 884-85 (Bankr. C.D. Ill. ®0@inding majority view of "the
negative equity resulting from a trade in of a vehisl not part of the purchase money security intétes
be "consistent with the plain meaning of the haggiaragraph™)in re Johnson 380 B.R. at 250 ("Financed
negative equity is neither part of the 'price of th#ateral' being purchased, nor is it 'value givernable
the debtor to acquire rights in or the use of theaterbl' being purchased.'j re Mitchell, 379 B.R. 131,
138 (Bankr. M.D. Tenn. 2007) (agreeing negative edfirigncing is not part of creditor's purchase money
security interest).

" Seeln re Busby, No. 0702717EE, 2008 WL 4104184, at *6 (BarfD. Miss. Aug. 28, 2008)
(observing "[s]ince the Court has found that the tiegaquity is not protected as part of the PMSI sagu
the vehicle, the next issue is how should that tegaquity be addressesedit); re Brodowski, 391 B.R.
393, 401-02 (Bankr. S.D. Tex. 2008) (concluding aftedifig negative equity not part of PMSI court
should then address treatment of such negative egodgr transformation rule or dual-status rula)re
Sanders, 377 B.R. 836, 857-58 (Bankr. W.D. Tex. 2Q@d)cating after determining negative equity to be
outside purchase money security interest, courtt"need[ed] to determine how or whether [creditor's]
claim fits within the 910-day exception to the geteule that secured claims can be bifurcated inegoieh
13 plan®).
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these negative equity cageBhe dual status rule doles out the non-purchaseyno
portion and treats the remaining as a pure purcmasey obligation. On the other
hand, the transformation rule re-characterizes é¢hére obligation into non-
purchase money if it is tainted by the cominglirfgparchase and non-purchase
money obligations.

Part | of this Comment will briefly examine the iglgtive history of the
hanging paragraph in section 1325(a) of the Bartkyugode and Revised Article 9
section 9-103 of the U.C.C. Part Il of this Commenili discuss the purchase
money status of negative equity and argue that tivegaquity is not a PMSI
because (1) it is not part of the purchase pricthefcollateral; (2) it is not value
used to enable the consumer to acquire rightseiméw vehicle; and (3) there is no
close nexus between negative equity financing fotrage-in vehicle and the
purchase of a replacement vehicle. Part Ill of homment will discuss the dual
status rule and outlines the complexities of trgthrat is required when dual status
is applied. Part lll will conclude that althoudietdual status rule may arguably be
preferable in theory, it is not practical in itsplipation. Part IV of this Comment
supports the application of the transformation rake a default (absent clear
allocation provisions in the contract) for negataguity cases based on statutory
interpretation and bankruptcy policies and providesmethod for preserving
creditors' pure PMSIs under the hanging paragraph.

|. BACKGROUND
A. Section 1325 Hanging Paragraph in Bankruptcy €od
The legislative history of the hanging paragraphlied "Restoring the

Foundation for Secured Credit" indicates congresgdiintent to remedy the cram
down effect of section 506 bifurcation of claimstme auto lending industry.

8 SeePristas v. Landaus of Plymouth, Indn (re Pristas), 742 F.2d 797, 800-01 (3d Cir. 1984)
(acknowledging courts are split regarding whetherpoyatransformation or dual status rul&);re Busby
2008 WL 4104184, at *6 (noting courts ultimatelytetenine whether to apply transformation rule or dual-
status rule);In re Mancini, 390 B.R. 796, 806 (Bankr. M.D. Pa. 2008)tifrgp courts follow either
transformation or dual status rule "[w]hen a claimastly a purchase money security interest and partly a
non-purchase money security interest").

® See In reMunzberg, 388 B.R. 529, 544 (Bankr. D. Vt. 2008)tifmgp transformation rule "holds that a
security interest that is part purchase-money and perporchase money completely loses its purchase-
money character and is entirely transformed into a-monhase-money security interest™) (citation
omitted).See generallAmericredit Fin. Servs., Inc. v. Penrdd (e Penrod), 392 B.R. 835, 857-60 (B.A.P.
9th Cir. 2008) (defining and discussing applicatiotransformation and dual status rulds)yre Riach, No.
07-61645-aerl3, 2008 WL 474384, at *4 (Bankr. D. ©eb. 19, 2008) (explaining generally both
transformation and dual status rules).

10 SeeAmeriCredit Fin. Servs., Inc. v. Londn(re Long), 519 F.3d 288, 294 (6th Cir. 2008) (finding
drafters of hanging paragraph "intended only goddgghfor car lenders and other lienholders™ (quoting
KEITH M. LUNDIN, CHAPTER13BANKRUPTCY § 451.5-1 (3d ed. 2000 & Supp. 2007-1))); Capitat@uto
Fin. v. Osborn, 515 F.3d 817, 820 (8th Cir. 2008){@ag of hanging paragraph to Bankruptcy Code served
to eliminate "cram down" option for vehicles "purchidess than 910 days before the Chapter 13
bankruptcy"); Wells Fargo Fin. Acceptance v. Rodrig(lezre Rodriguez),375 B.R. 535, 548 (B.A.P. 9th
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Section 506 of the Bankruptcy Code bifurcates astetisecured claim, allowing a
secured claim limited to the value of the collaterith the remaining portion left as
an unsecured claim. This cram down effect forced auto lenders to nexei

secured claim equal to the value of the collatérdhe fact that motor vehicles
drastically decrease in value over time meant thatauto lender's secured claim
decreased while the unsecured claim steadily isedka The addition of the

Cir. 2007) (observing "Congress intended to take aviey right of debtors to reduce their secured
obligations on retained 910 vehicles to the valuthefvehicles")Peaslee373 B.R. at 261 ("To the extent
that it is possible to glean any Congressionahinbehind the hanging paragraph . . . that intentseems to
be to protect creditors from the abuse of ‘cram-downitdti@ns omitted);]n re Duke, 345 B.R. 806, 809
(Bankr. W.D. Ky. 2006) ("The history [of the hangingragraph] does indicate that it was meant to
discourage bankruptcy abuse. It is interesting te mloat the section of BAPCPA that added the hangin
paragraph was entitled, 'Section 306—Giving Sec@hetlitors Fair Treatment in Chapter 13 . . . Resorin
the Foundation for Secured Credit.") (citation ordiftén re Carver, 338 B.R. 521, 523-24 (Bankr. S.D.
Ga. 2006) (holding plain language of hanging pardgiagicates cram down "does not apply to 910 claims
when determining the treatment of secured claimsi)re Sanders 377 B.R. at 845 (holding hanging
paragraph "eliminates bifurcation and the resultirgrcdown in value with respect to car creditors" under
certain circumstances3ee alsdBankruptcy Abuse Prevention and Consumer Proteé&iof 2005, H.R.
ReP. No. 109-31(l), pt. 1, at 17, 72 (200%s reprinted ir2005 U.S.C.C.A.N. 88, 103

S. 256's protections for secured creditors includechilpition against bifurcating a
secured debt incurred within the 910-day period preceitiediling of a bankruptcy
case if the debt is secured by a purchase money fedugrest in a motor vehicle
acquired for the debtor's personal use. Where thateddll consists of any other type of
property having value, S. 256 prohibits bifurcation spfecified secured debts if
incurred during the one-year period preceding thegfitf the bankruptcy case. The bill
clarifies current law to specify that the value afl@im secured by personal property is
the replacement value of such property without dédo for the secured creditor's
costs of sale or marketing. In addition, the biliniates the automatic stay with
respect to personal property if the debtor does moély reaffirm the underlying
obligation or redeem the property . . . Section 306¢sa new paragraph to section
1325(a) of the Bankruptcy Code specifying that Baptay Code section 506 does not
apply to a debt incurred within the two and one-lyalir period preceding the filing of
the bankruptcy case if the debt is secured by a paecimoney security interest in a
motor vehicle acquired for the personal use of theatevithin 910 days preceding the
filing of the petition. Where the collateral consistf any other type of property having
value, section 306(b) provides that section 506 oBiwekruptcy Code does not apply
if the debt was incurred during the one-year period qufieg the filing of the
bankruptcy case.

11 U.S.C. § 506(a)(1) (20063ee In reHayes, 376 B.R. 655, 662 (Bankr. M.D. Tenn. 2007 )i(sfa
before BAPCPA, chapter 13 debtors could bifurcate usdeured claims into secured and unsecured
portions under section 506(a3ge alstMemphis Bank & Trust Co. v. Whitman, 692 F.2d 4279 46th Cir.
1982) ("The total claim of the secured creditor wahi to be allowed is divided into two parts, tleewed
portion of the claim and the unsecured portiorii);e Johnson, 380 B.R. 236, 239-40 (Bankr. D. Or. 2007)
(noting hanging paragraph prevents debtors from cramddngn motor vehicle claims).

2 See In reMorales, 359 B.R. 211, 214 (Bankr. N.D. Ill. 2007)Kaowledging Congress's recognition of
this "abusive" debtor practice) (citation omittetf);re Payne, 347 B.R. 278, 281 (Bankr. S.D. Ohio 2006)
("The Credit Union suggests, not inaccurately, thabugh the BAPCPA amendments to § 1325(a)(5),
Congress was attempting to remedy a perceived aiyufigose who buy vehicles on credit on the eve of
bankruptcy and then utilize the cramdown provisiohthe Bankruptcy Code to pay the secured creditor a
lesser amount than its full claim."Jp re Turner, 349 B.R. 437, 442 (Bankr. D.S.C. 2006) (observing
relevant legislative history of hanging paragraph).
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hanging paragraph in section 1325 purports to ntaken down inapplicable for
PMSIs in motor vehicles acquired for personal ughim 910 days of filing for
bankruptcy*®* The purpose was to give auto lenders an allowedrsd claim for
the full amount of the obligation rather than hawéifurcated according to the
decreased value of the vehicle at the time ofditth

When auto loans are made to consumers to purch@ss gehicle, the loan can
cover all or part of the purchase price of the elehas well as negative equity in a
trade-in vehicle. Negative equity refers to a érém vehicle where the balance
owed on the car exceeds its market vafudéegative equity financing is the process
by which the consumer obtains a new loan to satisefyantecedent debt still owed
on the vehicle, which is usually done when the oorer is also taking out a loan to
purchase a new vehicle Because negative equity is added or "rolled inthe
purchase money loan used to acquire the new velsiolets are split as to whether
to categorize negative equity as purchase monégatiain’’

1% SeeDaimlerChrysler Fin. Servs. Ams. LLC v. Ballarth (e Ballard), 526 F.3d 634, 638 (10th Cir.
2008) (acknowledging hanging paragraph's anti-cramndeffect); In re Graupner, 356 B.R. 907, 911
(Bankr. M.D. Ga. 2006) (stressing hanging paragrapis the effect of precluding debtors from bifurcating
undersecured claims" under section 506 of Caaféy, sub nomGraupner v. Nuvell Credit Corp., No. 4:07-
CV-37CDL, 2007 WL 1858291 (M.D. Ga. June 26, 20@ffd, 537 F.3d 1295 (11th Cir. 2008ee also In
re Ford, 387 B.R. 827, 829 (Bankr. D. Kan. 2008) (ipteting in broad terms hanging paragraph's
preventative nature).

14 Seeln re Hayes 376 B.R. at 664 (noting that satisfaction of haggiaragraph's criteria protects from
bifurcation); In re Sanders, 377 B.R. 836, 845 (Bankr. W.D. Tex. 2007 tHis special provision applies,
then a debtor's plan must treat the entire clainthef creditor as secured, regardless the value of the
collateral . . . .")in re Turner 349 B.R. at 442 (determining "secured creditorsexitip the flush language
of § 1325(a) are fully secured for the entire amodrheir claims");see alsdEITH M. LUNDIN, CHAPTER
13 BANKRUPTCY 8451.3 (3d ed. 2000 & Supp. 2007-1) (observing $@png majority of courts have
concluded that when a debt falls within the hangiegtence, § 506 is disabled and the debt is treatédt
were fully secured though it can be otherwise modifieasistent with § 1322(b)(2)").

15 Seeln re Burt, 378 B.R. 352, 355 n.5 (Bankr. D. Utah 2007) @Alive equity results when a debtor
trades in a vehicle that is 'under water,'” meaningtrthee-in vehicle has more debt against it than its
value."); In re Petrocci, 370 B.R. 489, 502 (Bankr. N.D.N.Y. 2007)tifmp negative equity debt occurs
when "less than nine hundred and ten day-old veliscleot worth the outstanding loan balancet);re
Wright, 276 B.R. 399, 405 (Bankr. W.D. Pa. 2002) (statiebtors have negative equity when amount owed
surpasses vehicle's value).

1 SeeMiller, supranote 1 (defining negative equity, in context of Haggparagraph, as situation in
which replacement vehicle is purchased before veltielag used as trade-in has been paid for so that
purchaser is obtaining loan to cover both new purchadebalance still owed for trade-in vehiclege also
Kenneth J. Rojc & Thomas K. Juffernbrudtegative Equity in Trade-In Vehicles: Regulationri State
Law Development$5 Bus. Law. 1295, 1295 (May 2000) (describing negative eqgastyaris[ing] when the
lien payoff on a trade-in vehicle exceeds the amofitite trade-in allowance"); William F. Savino & Ddv
S. Widenor,Commercial Law 58 SRACUSE L. REv. 779, 817 (2008) (describing question presented in
General Motors Acceptance Corp. v. Peasise'whether the PMSI included the amount of théetdolp'
debt or negative equity from the trade-in of a primtor vehicle 'as part of the purchase price ofnthe
vehicle™) (citation omitted).

" CompareCitifinancial Auto v. Hernandez-Simpson, 369 B.R, 88 (D. Kan. 2007) (holding purchase
money obligation does not include debt resultingmfroptional transaction where negative equity is
refinanced™ but does include remaining obligation&ations omitted)and In re White, 352 B.R. 633, 639
(Bankr. E.D. La. 2006) (describing vehicle's relatesiiance and warranty purchases as separate contracts
and therefore "not a part of the purchase moneyritgcuaterest in the vehicle")with Gen. Motors
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The nature of rolled-in negative equity financimglats treatment in evaluating
PMSIs has spurred much debate in the cdfiris. contributing factor to the
diverging treatment of negative equity is the ladkdirection under the U.C.C.
provision (adopted by most states) that leaves fhé courts to determine whether
dual status or transformation rules should be agdr consumer goods regarding
purchase money stattisA few courts hold that the entire obligation istbled in
purchase money character despite the inclusioregétive equity” and therefore,
the creditor will have a fully secured claim foetentire amount of the debt under
the hanging paragraghHowever, most courts hold that the negative equityion

Acceptance Corp. v. Peaslee, 373 B.R. 252, 262 (M/D.2007) (holding "claims attributable to the payoff
of negative equity" constitute secured claims).

18 See Peasle®73 B.R. at 255 (noting "no clear consensus as.yet emerged” regarding "the extent to
which a creditor holds a purchase money security istere. in connection with a . . . sale in whitie t
seller allows the buyer to 'roll in' the 'negativaligg on a trade-in vehicle")n re Burt 378 B.R. at 358
(noting although many courts have interpreted eftédhanging paragraph, no clear consensus regarding
negative equity in motor vehicle financing transamsi has emerged) re Wall, 376 B.R. 769, 770 (Bankr.
W.D.N.C. 2007) ("The courts that have addressed #sgei have reached conclusions falling into three
different categories.").

¥ New York's adaptation of U.C.C. section 9-103 states

Non-consumer-goods transactions; no inference. Théation of the rules in
subsections (e), (f), and (g) to transactions othen tonsumer-goods transactions is
intended to leave to the court the determinatiothefproper rules in consumer-goods
transactions. The court may not infer from that litiita the nature of the proper rule
in consumer-goods transactions and may continuegly aptablished approaches.

N.Y. U.C.C.LAaw § 9-103(h) (McKinney 2008)Seeln re Munzberg, 388 B.R. 529, 547 (Bankr. D. Vt.
2008) ("[T]he Vermont UCC only provides guidance oltocation of payments for non-consumer
transactions, allowing courts the discretion, purst@a®A V.S.A. 8 9-103(h), to fashion their own rulas
consumer transactions.") (footnote omittes@e alsoln re Acaya, 369 B.R. 564, 570 (Bankr. N.D. Cal.
2007) ("Once a transaction is determined to be plgrparchase money and partially nonpurchase money,
California UCC § 9103(h) leaves to the court's disenewhether to apply the dual status rule or the
transformation rule to the treatment of the securednclii

20 Seeln re Wall 376 B.R. at 771 (deciding "the financing of a anatehicle that includes negative equity
in a trade-in vehicle may constitute a 'purchas@ewcsecurity interest' that is not subject to" change
chapter 13 plan)in re Cohrs, 373 B.R. 107, 110-11 (Bankr. E.D. Cal. 200@}ifg pay off of negative
equity was "part of the single transaction . . . tfeg purpose of acquiring the property securing the new
obligation"); In re Petrocci, 370 B.R. 489, 499 (Bankr. N.D.N.Y. 2007)timgp negative equity to be
"inextricably linked" to purchase of new vehicle).

2L See Peasle873 B.R. at 256 (advancing rule "[i]f the provisimfshis 'hanging paragraph’ are met, the
bankruptcy court is precluded from reducing or strippiogen the creditor'purchase money security
intereston the debt and the entire amount of that indelegsimust be covered in the plarit);re Austin,
381 B.R. 892, 897 (Bankr. D. Utah 2008) (holding "$8,00 negative equity financing, and the balance of
the financing" is considered "purchase-money obligetsuch that hanging paragraph "insulates . . nclai
from bifurcation under [section] 506 of the Coddf);re Burt, 378 B.R. 352, 354 (Bankr. D. Utah 2007)
(holding hanging paragraph of section 1325(a) appaied "Ford Motor Credit's entire claim, includingttha
portion of the claim attributable to negative equatyd costs associated with the purchase of the leehic
qualifies as a PMSI")n re Cohrs 373 B.R. at 110 (reading "section 9103 and ComiBeatrequire only a
‘close nexus' between the acquisition of the prgmert the secured obligation" meaning "it must ae pf
a single transaction and all components of the ablig incurred must have been for the purpose of
acquiring the property securing the new obligatioi)re Petroccj 370 B.R. at 502 (asserting "primary
purpose of the hanging paragraph of Code § 1325(&)(9) i to take the 'unsecured negative equity debt'
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is not "purchase money," and have applied differeles to deal with the mixing of
non-purchase money and pure purchase money baBeurts following the
transformation rule hold that the inclusion of thisn-purchase money obligation
with a purchase money transaction will destroy émtire obligation's purchase
money character. This makes the anti-bifurcatiostgetion under the hanging
paragraph inapplicabfé.As a result, the entire debt will be subject totisa 506
bifurcation and the claim will only be a securediml to the extent of the value of
the collateraf?

Other courts apply the dual status rule and camtetlee rolled in negative
equity portion of the loan giving only the purchaseney portion of the loan
protection under the hanging paragrépfihe pure purchase money portion will be
treated as a fully secured claim, regardless ofhae of the collateraf.

which any Chapter 13 debtor has when his or her lessrtime hundred and ten day-old vehicle is not worth
the outstanding loan balance" and by not applyiegtiment of section 506, "to 'transform it into secured
debt not supported by collateral value, and then reqitito be paid in full to the detriment of other
unsecured creditors™ (quotirig re Peaslee, 358 B.R. 545, 556 (Bankr. W.D.N.Y. 2006Y,d sub nom.
Gen. Motor Acceptance Corp. v. Peaslee, 373 B.R(R26R.N.Y. 2007))).

22 See In re Burt378 B.R. at 358 ("One line of cases, which inelithe bankruptcy court decisions in
Peaslee |Price, Acaya Barnes andPajot, holds that negative equity is not part of the pase price of the
collateral, and therefore, does not give rise to &SP Stacy L. Molison, NoteA Look at Disparate
Approaches to Valuation Under Section 506 and &ffbnship to Section 13285 Av. BANKR. INST. L.
REev. 659, 677 (2007) (stating "majority of courts intefpthe peculiar relationship between sections 506
and 1325 to mean that bifurcation of items fallingler the hanging paragraph is not allowed") (citation
omitted); Andrew P. MoratzkalNegative Equity for "910-Day" Vehicle Purchase Reogi Positive
Treatment for Creditors27 AM. BANKR. INST. J. 20, 20, 65 (Sept. 2008) (stating "[n]ot all courdseh
agreed with" reasoning set forth@eneral Motors Acceptance Corp. v. Peasleeich held negative equity
is purchase money, and stating "national trend isldaan the direction of including negative equitydan
other costs in a debtor's purchase money obligajigoisation omitted).

Zsee In reCallicott, 386 B.R. 232, 237 (Bankr. E.D. Mo. 2008plfling "if this Court applied the
transformation rule here, this would destroy the int#nthe hanging paragraph and make it ineffective in
almost half of the vehicle financing transactionw/ds designed to address") (citation omittede also In
re Johnson, 380 B.R. 236, 247-48 (Bankr. D. Or. 200Mpoét courts concluding that financed negative
equity is not a purchase money obligation" can apgpysformation rule, which will "not afford any
protection against cramdown of the secured credittaisn); In re Westfall, 365 B.R. 755, 762 (Bankr.
N.D. Ohio 2007) (stating "[u]lnder the transformatiorerid mixed transaction results in loss of the paseh
money security protection" and hanging paragraphongdr applies)aff'd in part,rev'd in part 376 B.R.
210 (Bankr. N.D. Ohio 2007).

24 SeeGen. Motors Acceptance Corp. v. Peaslee, 373 B.R, 256 (W.D.N.Y. 2007) (describing
cramdown as "court cram[ming] down the creditor's ththa substitution of money for the collateral, a
situation that creditors usually oppose becausedhe may underestimate the collateral's market vahae
the appropriate interest rate," and, also, debtor 'flaidyo make all promised payments, so that thenmt
stream falls short of the collateral's full valueudting In re Wright, 492 F.3d 829, 830 (7th Cir. 2007)));
see also In re WestfalB65 B.R. at 764 ("When a transaction is 'mixedhas both purchase money and
nonpurchase money components, the entire transastiansformed into a nonpurchase money transaction
.. ..");In re Price, 363 B.R. 734, 738 (Bankr. E.D.N.C. 2007) ("Apsteid down claim is bifurcated into
two claims: one that is a secured claim equal tovhlee of the collateral, and a second claim tkat i
unsecured for the balance dff'd in part,rev'd in partsub nomWells Fargo Fin. N.C. 1, Inc. v. Pricen(re
Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-BR, Z0&L 5297071 (E.D.N.C. Nov. 14, 2007).

% |n re Johnson380 B.R. at 248 (stating some courts have foundtéption against cramdown under the
Hanging Paragraph [is] only for the portion of thewed creditor's claim that is a purchase money
obligation"); In re Burt 378 B.R. at 364 (noting "dual status rule 'allonseaurity interest to have . . . the
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B. The U.C.C. Should Be Used to Define PMSIs irkRgutcy

A holder of a PMSI is given special preferentiaattment when it comes to
priority and perfection over other security intérbelders outside the bankruptcy
context?” With the passage of the hanging paragraph, anttets are given special
treatment in bankruptcy if they hold a PMSI in motehicles within 910 days of
the petitior?® Therefore it is crucial to define what a PMSI igl&ow it is created
in the bankruptcy contexf.However, the term of art is undefined in the Baipkcy
Code® When Congress fails to define an essential terna iprovision of the
Bankruptcy Code, Congress is presumed to be awlatkeoterm of art and its
common usage outside of bankruptcy law when it eyplthe term in an
amendment® Therefore, the courts have looked to state lavecifipally the
Uniform Commercial Code for guidance. The Supre@murt has held that,
"[plroperty interests are created and defined lajestaw. Unless some federal

status of a PMSI to the extent that it is secureddiiateral purchased with loan proceeds, and thesstd a
general security interest, to the extent that thkatemal secures obligations unrelated to its purchase
(quotinglIn re Petroccj 370 B.R. at 504))n re Acaya, 369 B.R. 564, 570 (Bankr. N.D. Cal. 2007) ("end
the dual status rule, adoptedRnistas a security interest is a purchase money secutigyast only to the
extent it secures the purchase price of the collatevah if it secures other items.").

% Seeln re Turner, 349 B.R. 437, 440-41 (Bankr. D.S.C. 2006ptidg view that PMSI be treated as
fully secured claim)]n re Robinson, 338 B.R. 70, 73-74 (Bankr. W.D. Mo. 20Q&ting claim fully
secured regardless of value of vehicke alsdKEITH M. LUNDIN, CHAPTER 13 BANKRUPTCY 8451.1, at
451.1-7 (3d ed. 2007 & Supp. 2007-1) (positing faisnessome courts allowing creditors to secure large
claims against debtors using collateral of small etary value).

27 SeeKunkel v. Sprague Nat| Bank, 128 F.3d 636, 644 (Bir. 1997) (holding PMSI gives creditor
priority over party with "earlier perfected interesttitdtion omitted); Americredit Fin. Servs., Inc. v.
Penrod [n re Penrod), 392 B.R. 835, 845 (B.A.P. 9th Cir. 2008) éoiag PMSI is important because it
gives creditor "special rights . . . both in perfestand in priority" over others)n re Brookwood Sand &
Gravel, Inc., 174 B.R. 309, 313 (Bankr. N.D. Ala. 4994affirming PMSI gives creditor priority over
another party with "earlier perfected security interes in the same collateral").

% 35eell U.S.C. § 1325(a) (2006) (stating holders of PMiSkwotor vehicles have secured claim for full
amount rather than bifurcated claim with secured cleapped at value of collateraly re Penrod 392
B.R. at 840 (observing hanging paragraph gave aumdels secured interest beyond actual value of car);
Trejos v. VW Credit, Inc.If re Trejos), 374 B.R. 210, 215-17 (B.A.P. 9th Cir. 200W%ting auto lender
entitled extra protection under hanging paragraph).

29 Seeln re Penrod 392 B.R. at 843 (indicating definition of PMSI imigant "for purposes of the hanging
paragraph")in re Munzberg, 388 B.R. 529, 535 (Bankr. D. Vt. 2008) kiighting importance of defining
"scope" of PMSI);cf. In re Look, 383 B.R. 210, 216 (Bankr. D. Me. 2008) (obsegvin light of
inconsistencies between courts one court calleddoifdrm” definition of PMSI),aff'd sub nom Bank of
Am. v. Look, No. 08-129-P-H, 2008 U.S. Dist. LEXI8E®5 (D. Me. July 17, 2008).

30 Seeln re Penrog 392 B.R. at 843 ("When Congress enacted the hgmragraph in 2005, it did not
include a definition of a PMSL.")n re Ford, 387 B.R. 827, 830 (Bankr. D. Kan. 2008) (exjtejrcourts
struggle defining PMSI because it was not defined aypKBuptcy Code)jn re Look 383 B.R. at 215
(documenting no definition of PMSI provided by Co@g)ations omitted).

1 1n re Look 383 B.R. at 217 (inferring Congress intended for terthave same meaning as outside of
bankruptcy);In re Sanders, 377 B.R. 836, 846 (Bankr. W.D. Tex. 2q@djing "Congress is deemed to
understand the context in which terms of art are uesed to intend the term to take on its ordinaranieg
within that context") (citation omitted)f. In re Munzberg388 B.R. at 535-36 (finding reasoning of
bankruptcy courts using state U.C.C. definition ttedmine meaning of PMSI to be persuasive).
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interest requires a different result . . . [t]hetifications for application of state law
are not limited to ownership interests; they appiyh equal force to security
interests . . . ¥

The problem with looking wholly to state law is tfamd. First, some states
have multiple statutes that regulate motor veHiclancing, and second, complete
deference to only state created law leads to laaopsistency when applied to a
uniform federal bankruptcy law. For instance, ¢®uhat hold negative equity is
part of the purchase price of the replacement {\ehiok to other state statutes to
supplement the U.C.C. definitidh.The doctrine of "in pari materia" allows the
courts to construe similar statutes similarly, fathéy were one law* Therefore,
some courts incorporate other state laws to the@).Eor instance, courts reference
the state Motor Vehicle Sales Financing Act ("MVSF#£ complete the definition
of the term "price" in the U.C.C.'s definition gfurchase price of the collateral”
that gives rise to a PMS$1.

Although the U.C.C. is state law, there is suffitianiformity to the extent that
the U.C.C. is rooted in one uniform code that wasrided to be adopted by the
states to create uniformity over commercial tratisas in the United States.
Furthermore, this is not the first instance whére ©).C.C. has been the source of
assessing the creation and status of a securéyesttin the bankruptcy conteXt.
The validity and priority of liens, as well as tlistee's strong arm powers,
reference the U.C.& Here, the term "purchase money security inteisgiiven its

32 Butner v. United States, 440 U.S. 48, 55 (1979).

33 See In reFord, 387 B.R. at 831 (using Kansas law to decide "fteannegative equity falls within the
definition of a purchase money obligationSge alsaon re Burt, 378 B.R. 352, 361-63 (Bankr. D. Utah
2007) (referring to courts using state versions of.0.Go determine negative equity as part of purchase
price while reaching same conclusio@pntraIn re Munzberg388 B.R. at 538 (indicating conclusion that
negative equity is not part of purchase price is tmigj position").

% seeWachovia Bank, Natl Ass'n v. Schmidt, 546 U.S. 3885 (2006) (noting, generally, statutes
dealing with similar subject matter should oftenrbad as one law) (citation omittedge alsd_afferty v.

St. Riel, 495 F.3d 72, 81-82 (3d Cir. 2007) (statimgari materiais common in statutory constructior;
re Mancini, 390 B.R. 796, 801-02 (Bankr. M.D. Pa. 20@®serving "[ijn pari materia means that similar
statutes should be construed similarly").

% See In reGraupner, 356 B.R. 907, 923 (Bankr. M.D. Ga. 2008}ify "the term 'price,’ as used in
Georgia's purchase money security interest statutst, Ipeugiven the meaning set forth" in MVSFAjf'd
sub nom Graupner v. Nuvell Credit Corp., No. 4:07-CV-37CDI00Z WL 1858291 (M.D. Ga. June 26,
2007), aff'd, 537 F.3d 1295 (11th Cir. 2008%ee alsoln re Petrocci, 370 B.R. 489, 500-01 (Bankr.
N.D.N.Y. 2007) (notingln re Graupnercourt's determination of "price" must have same ringaas
codified in MVSFA) (citation omitted)Contra In rePajot, 371 B.R. 139, 149 (Bankr. E.D. Va. 2007)
(noting, contrary tdn re Graupnercourt's finding and according to "majority positiaf'Price andPeaslee
courts, term "price of the collateral" is clear ifOUC and does not need further analysis using additio
statutes)aff'd in part, rev'd in part sub non&MAC v. Horne, 390 B.R. 191 (E.D. Va. 2008) (usingoari
materiareading of other statutes) (citation omitted).

% Seeln re Leicht, 222 B.R. 670, 681 n.14 (B.A.P. 1st Cir. 19@®ting "[b]ankruptcy is federal law of
course, but bankruptcy practice has always involvedraplex interplay of state as well as federal 'faw'
(citation omitted);see also In reirk, 71 B.R. 510, 516 n.1 (C.D. Ill. 1987) (applyikjC.C. perfection of
security interest provision in bankruptcy contekt)re Berry, 189 B.R. 82, 87 (Bankr. D.S.C. 1995) (using
U.C.C. definition of "security interest" in chapter A@nkruptcy case).

%7 SeeTriad Intl Maint. Corp. v. S. Air Transp., IncIn(re S. Air Transp., Inc.), 511 F.3d 526, 531-32
(6th Cir. 2007) (noting use of U.C.C. to establistofity of liens in cases not preempted by fedeaal)| In
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ordinary and generally understood meaning in thelenkruptcy context, which in
this case, is defined in the Uniform Commercial €8dThe term PMSI did not
make its first appearance in the hanging paragrdpie. 1978 Code used the term in
sections 522(f) and 1110, and even then, courtslyfreited to the U.C.C.
definition®® The fact that PMSI is still undefined with the page of the BAPCPA
amendments infers congressional intent to conttheeinfusion of the consistent
U.C.C. definition to an undefined term of art iretBankruptcy Cod&. Therefore,
the U.C.C. definition of PMSI must be examined &nga better understanding of
what it should mean under the hanging paragrajiasitkruptcy**

Despite the temptation to grasp to the U.C.C. dedim courts note that the
Comments caution that the definition is to be usely for a limited purpose such
as perfection and prioriff?. However, where Congress is aware that a term is
commonly used in a particular context, it shouldelkamined in such context as a
starting point?

re Kirk, 71 B.R. at 512 n.1 (using lllinois commercial cadedefine bankruptcy trustee's rightsge also
Lawrence PonoroffExemption Limitations: A Tale of Two Solutipd Av. BANKR. L.J. 221, 221-22
(1997) (discussing range of bankruptcy rules, "fromviddedity and priority of liens" to trustee's strongvar
powers, that reference state law).

% SeeU.C.C. § 9-103(b) (2000) (defining purchase money sacimtiérest as "security interest in goods . .
. to the extent that the goods are purchase-monéterall with respect to that security interestge alsdn
re Vega, 344 B.R. 616, 622 (Bankr. D. Kan. 2006) (using U.GdCdefine PMSI after finding state law
controls definition of PMSI)tn re Adoptante, 140 B.R. 940, 941-42 (Bankr. D.R.I. 1982hing to U.C.C.
for PMSI definition after finding Bankruptcy Code doex define it).

% See, e.g.In re Gayhart, 33 B.R. 699, 699-700, 700 n.1 (Bankr. N.D.1983) (using lllinois
Commercial Code to define a purchase-money securtgrast in case involving lien avoidance under
section 522)Seell U.S.C. § 522(f) (2006) (using term "nonpurchase-myaeeurity interest”); 11 U.S.C. §
1110(d)(2) (2006) ("[T]he term 'security interest' meapsi@hase-money equipment security interest.");

40 SeeDewsnup v. Timm, 502 U.S. 410, 419 (1992) ("[T]Bisurt has been reluctant to accept arguments
that would interpret the Code . . . to effect a majmnge in pre-Code practice that is not the subjeat of
least some discussion in the legislative histonyri)re Kutner, 3 B.R. 422, 425 (Bankr. N.D. Tex. 1980)
(noting "in the absence of some clear indicatiothécontrary, Congress will be deemed to have beaneaw
of the meaning [of a term] supplied by the Courts emtiave intended the same words to have the same
meaning").

4! See In reMunzberg, 388 B.R. 529, 535-36 (Bankr. D. Vt. 2008)daimg with other courts that
because Bankruptcy Code does not define PMSI antastktuptcy courts should rely upon a state's UCC
definition of PMSI" too determine if hanging paragh is applicable)in re Look, 383 B.R. 210, 217
(Bankr. D. Me. 2008) (observing courts "have lookedtate law to construe the definition of [PMSI]"),
aff'd sub nomBank of Am. v. Look, No. 08-129-P-H, 2008 U.S. DISEXIS 54695 (D. Me. July 17, 2008);
In re Sanders, 377 B.R. 836, 846 (Bankr. W.D. Tex. 200@)irfg U.C.C. law needs to be examined to
understand "meaning of PMSI within the context of fipatar section] of the Bankruptcy Code").

42 See In reJohnson, 380 B.R. 236, 240 (Bankr. D. Or. 2007) (ofisg U.C.C. official comment
explaining U.C.C. definition of term "is not meatot preempt" term definitions in other statutels);re
Westfall, 376 B.R. 210, 216-17 (Bankr. N.D. Ohio 200The intent of the framers of the [U.C.C.] is quit
clear: the state law definition of [PMSI] was not mieto apply to bankruptcy law."see alsdJ.C.C. § 9-
103 cmt. 8 (2001) (endorsing view PMSI definition den other law is determined by that law" and positing
"Bankruptcy Code does not expressly adopt the Etetelefinition of" PMSI).

“3Seeln re Sanders, 377 B.R. at 846 (noting "Congress is deéemenderstand the context in which terms
of art are used, and to intend the term to takésnrdinary meaning within that context" and gerlgral
discussing importance of context) (citation omitte)cordin re Mitchell, 379 B.R. 131, 136 (Bankr. M.D.
Tenn. 2007) (usin@anderscourt statutory interpretation analysis and obsevmadf context to demonstrate
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C. Revised Article 9 Section 9-103 of the Uniforom@hercial Code

In 2001, Article 9 of the Uniform Commercial Codaswevised with respect to
the treatment of security interests that cominghh tpurchase money and non-
purchase money obligations. Revised section 9-d03%he U.C.C. states that
purchase-money security interests in non-consunagsactions would be treated
under the "dual-status" rule where PMSI status Wdag preserved even if the
interest was combined with a non-purchase monegatisn secured by the same
collateral’ However, the same section delegates to the cthetdecision whether
to apply either the dual status or transformatiate rfor PMSIs in consumer
transactions. This created judicial uncertaintyt@aswhether comingling non-
purchase money with purchase money obligations advdrdnsform the entire
obligation to non-purchase money status resultinkpss of preferential treatment.
In the alternative, courts could apply dual statnsl preserve purchase money
status for the pure purchase money portion of bhgation.

The debate between creditors and consumer advotatesacting Revised
Article 9 of the U.C.C. resulted in different tresnt of PMSIs in consumer and
non-consumer transactiofisThe creditors pushed for a dual status approach to
PMSIs in non-consumer transactions such that tliehpse money status of the
security interest would still exist if the collaérlso secures a non-purchase money
obligation?® In return, to satisfy the consumer advocatesdtie status approach
would not be statutorily required for PMSIs in comer transactions. Furthermore,
a provision was added to inform the courts notremwdany inference from the rule

"why the financing of negative equity is not inohatin the 'price of the collateral'l)) re Vega 344 B.R. at
622 (holding debtor's argument was not supporteaiyuage of statute).

4 U.C.C. § 9-103(f) & cmt. 7 (2001) (endorsing dualssatule for non-consumer transactions, where
security interest may be PMSI and non-PMSI "to someng®t See In reMunzberg 388 B.R. at 545
(noting Official Comment 7 to state's Article 9, whitstates that the dual-status rule is only appleabl
non-consumer goods transactionsf); re Johnson 380 B.R. at 249 (discussing Oregon's adoption of
Revised Article 9 which, in non-consumer transactiatates "PMSI does not lose its status even if the
purchase money obligation is renewed, refinancetsalmated, or restructured") (citations omitted).

45 SeeCharles W. MooneyThe Consumer Compromise in Revised U.C.C. ArticEh@ Shame of it Al
68 QHIO. ST. L.J. 215, 222 (2007) (recognizing "trade-off" betwemeditors and consumer advocates
resulted in different definitions for PMSI§ge alscChristopher Harry, Commentpo Be (Transformed), or
Not to Be: The Transformation Versus Dual-StatuseRdbr Purchase-Money Security Interests Under
Kansas' Former and Revised Article 0 U.KAN. L. Rev. 1095, 1115 (2002) (noting revisions would
address "scope and treatment of PMSIs" and U.C.Gtirdyacommittee recognized need for compromise
between creditors and consumer advocates pertainifRevised Article 9) (citation omitted); Elaine A.
Welle, An Introduction to Revised Article 9 of the Unifo@ommercial Codel Wro. L. Rev. 555, 585
(2001) (suggesting Revised Article 9 drafters "werahlm to reach a consensus about many contentious
consumer-related issues").

6 SeeMooney,supranote 45, at 222 (noting Revised Article 9 "embrabesdual status' approach, under
which PMSI status is not destroyed, for examplethié collateral also secures nonpurchase-money
obligations");see alscAmericredit Fin. Servs., Inc. v. Penrdd ¢e Penrod), 392 B.R. 835, 846 (B.A.P. 9th
Cir. 2008) (stating "Dual Status Rule allow[s] credsit to retain the benefits of purchase money status .
."); In re Burt, 378 B.R. 352, 364 (Bankr. D. Utah 2007) (assgrtinder dual status rule, "purchase money
status is not destroyed when collateral secures maneitshprice").
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for non-consumer transactions when determining wdggtroach to follow for
consumer transactiois. By leaving treatment of PMSIs open for consumer
transactions, consumer advocates intended to 'lmesgguments in favor of the
transformation rule in bankruptcy cases" when bptinchase money and non-
purchase money obligations are secured by the sataeral? Transformation of
the entire security interest to non-purchase maoasylts in significant alteration of
the secured creditor's priority rights because RM@nerally receive preferred
treatment under both the U.CC. and the Bankruptuye¢?

Revised section 9-103 defines the terms purchaseynoollateral, purchase-
money obligation, and PMSI as:

(a) [Definitions.] In this section:
(1) "purchase-money collateral® means goods omsoét
that secures a purchase-money obligation incurrgd w
respect to that collateral; and
(2) "purchase-money obligation" means an obligatiban
obligor incurred as all or part of the price of twlateral
or for value given to enable the debtor to acqtights in
or the use of the collateral if the value is intfea used.
(b) [Purchase-money security interest in goodsseAurity interest
in goods is a purchase-money security interest:
(1) to the extent that the goods are purchase-money
collateral with respect to that security interest >°

The definition of a PMSI under the hanging paragrapns ultimately on how the
phrase "all or part of the price of the collatera"'value given to enable the debtor
to acquire rights in or the use of the collaterial"interpreted in the U.C.€.
Comment 3 of section 9-103 provides a list of iteh®t are considered part of the

47 SeeMooney,supranote 45, at 222—23 (maintaining "the compromise regua provision that calls on
courts not to draw any inference from the statutedbkd appropriate rule for consumer transactiorse%;
also In reRiach, No. 07-61645-aer13, 2008 WL 474384, at *4n{@aD. Or. Feb. 19, 2008) (stating no
inferences are to be drawn from rules for non-consumesdrdions as to rule for consumer transactidns);
re Mitchell, 379 B.R. at 136 n.6 (discussing applicable Tereedaw and noting limitations in rules
"intended to leave to the court the determinatiérthe proper rules in consumer-goods transactions™)
(citation omitted).

“8 Mooney,supranote 45, at 2235eeCitifinancial Auto v. Hernandez-Simpson, 369 B.R. 88,n.81 (D.
Kan. 2007) (noting subparagraph (f) of section 9-1l®Ws the use of the transformation rule in consumer
transactions").

49 SeeU.C.C. § 9-309 (2001); 11 U.S.C. § 1325 (20G&e alsdn re Lance, No. 05-63498, 2006 WL
1586745, at *3 (W.D. Mo. Mar. 7, 2006) (stating "gJtJCC provides for the automatic perfection of
purchase-money security interests taken in consumelstjoo

*0U.C.C. § 9-103 (2000).

®l U.C.C. § 9-103(a)(2) (2000)5ee Gen. Motors Acceptance Corp. v. Peaslee, 373 B.R, 258
(W.D.N.Y. 2007) (stating "[w]hether a PMSI exists..turns on whether the negative equity . . . ctutsts
'part of the price of the collateral"$ge also In re Buyt378 B.R. at 357 (explaining "[ijn order to address
the effect of the hanging paragraph," court must deter whether party's security interest is PMSI, and
because Code does not define this type of secatiyast, court must look to U.C.C.).
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price of the vehicle and therefore, if it is inobadin the list, the loan maintains
purchase money stattlSComment 3 states:

As used in subsection (a)(2), the definition of rghase-money
obligation," the price" of collateral or the Value given to enable
includes obligations for expenses incurred in cotioe with
acquiring rights in the collateral, sales taxestiedy finance
charges, interest, freight charges, costs of storamg transit,
demurrage, administrative charges, expenses otatwh and
enforcement, attorney's fees, and other similagatibns.

The concept of "purchase-money security interesjlires alose
nexus between the acquisition of collateral and the msstu
obligation. Thus, a security interest does nofifjuas a purchase-
money security interest if a debtor acquires prigpen unsecured
credit and subsequently creates the security isitdoesecure the
purchase pricé®

Since revised section 9-103 was modified in sorastwhen adoptééiwhether a
creditor's security interest will be fully securdepends on the state's definition of a
PMSI>® Some states explicitly include in their versionrefised section 9-103
items that the state would recognize as a PMSt.irf&tance, in Georgia's Uniform
Commercial Code, the term purchase-money obligaticorporates the Georgia

%2 .C.C. § 9-103 cmt. 3 (2000pee Peaslee873 B.R. at 258 (acknowledging comment 3 to eacl-
103 is "helpful" by defining terms within sectiogy bisting certain things that fall within price of literal,
such as sales taxes, interest, and finance chasgesalsdn re White, 352 B.R. 633, 638 (Bankr. E.D. La.
2006) ("Uniform Commercial Code Comment 3 . . . siiexithat the price of acquisition includes expenses
incurred in connection with acquiring the collateratluding sales taxes, duties, finance chargesrest,
freight charges, or other similar obligations.") (da omitted).

%3U.C.C. § 9-103 cmt. 3 (2000) (emphasis added).

% See In reWear, No. 07-42537, 2008 WL 217172, at *2 (Bankr. WVash. Jan. 23, 2008) (finding
other courts consult state law to determine what tdatess PMSI since Bankruptcy Code does not define
term); see also In reJohnson, 380 B.R. 236, 240 (Bankr. D. Or. 2007) (hgldterm 'purchase money
security interest™ is borrowed from U.C.C. "which ba®&n enacted with variations among the states @&s sta
code law");In re Price, 363 B.R. 734, 740 (Bankr. E.D.N.C. 2007) (rptvankruptcy courts determining
meaning of this term look to U.C.C. as adopted tiaye$ (citation omitted)aff'd in part, rev'd in part sub
nom.Wells Fargo Fin. N.C. 1, Inc. v. Price, No. 5:07-CV-BR, 2007 WL 5297071 (E.D.N.C. Nov. 14,
2007).

% See In reBrodowski, 391 B.R. 393, 397-98 (Bankr. S.D. Tex.&0@8tating bankruptcy courts look to
state law to determine whether creditor has PMSleptet! from bifurcation under hanging paragrapkg
also In reVinson, 391 B.R. 754, 756 (Bankr. D.S.C. 2008) (caticlg PMSI definition is provided by state
law); In re Sanders377 B.R. 836, 846 (Bankr. W.D. Tex. 2007) (reasonihgmCongress used term PMSI
in Bankruptcy Code it "was aware of [its] usage'Aiticle 9 of U.C.C., so to determine meaning of AMS
court should look to U.C.C.Jn re Graupner, 356 B.R. 907, 911 (Bankr. M.D. Ga. 2006) {H&ther a
creditor holds a purchase money security interesmsatger of state law.") (citation omitted)ff'd sub nom
Graupner v. Nuvell Credit Corp., No. 4:07-CV-37CDL, 200F 1858291 (M.D. Ga. June 26, 200d@jf'd,

537 F.3d 1295 (11th Cir. 2008y re White 352 B.R. at 638 (indicating Code has not defirddSI, so
court must consult state law to determine if padigém is PMSI).



476 ABI LAW REVIEW [Vol. 16: 463

Motor Vehicle Sales Finance Act's definition of leasle price which includes "any
amount paid to the buyer or to a third party onabledf the buyer to satisfy a lease
on or a lien on or a security interest in a motehiele used as a trade-it. This
statutory definition of "price" led the court in re Graupnet’ to include negative
equity of a trade-in vehicle as a component ofcdesh sale price of the vehicle. As
a result, inclusion of negative equity did not affthe purchase money character of
the obligation in that stafé.

Failure to modify U.C.C. section 9-103 has led twoinsistent judicial
determinations of whether negative equity has msehmoney status when it is
included in the financing transaction to purchaseew vehicle® Some courts
interpret the term "price" as anything that conttés to the total obligation secured
by the purchased collateral, including negativeitggas "purchase mone§”Other

%6 Ga. CODEANN., § 10-1-31 (a)(1) (West 2008).

57356 B.R. 907 (Bankr. M.D. Ga. 200&eeGraupner v. Nuvell Credit Corpln(re Graupner), 537 F.3d
1295, 1299, 1302 (11th Cir. 2008) (noting districtits affirmation of bankruptcy court's finding of]He
trade-in of the vehicle was an integral part of thesatansaction" and therefore included in price of
collateral, and confirming this observation).

%8 See In re Graupner356 B.R. at 923 (finding intent of Georgia Genetabembly was "to permit
negative equity in a trade-in vehicle to be addethéocash sales price of a new vehicle without préoegud
the financing creditor or its assignee from taking ilpaise money security interest in the new vehicsg;
also In reVinson 391 B.R. at 757 (notinGraupnerdistrict court's examination of state law interpretatf
PMSI and its ultimate decision) (citation omitteth); re Spratling, 377 B.R. 941, 943 (Bankr. M.D. Ga.
2007) (noting it has been established by the daur re Graupner“the financing of negative equity does
not preclude the lender from holding a PMSI in theicle").

%9'See In reCohrs, 373 B.R. 107, 110-11 (Bankr. E.D. Cal. 206ifing lender financing transaction
which includes negative equity acquires purchase yneeeurity interest)see also In ré&Stevens, 368 B.R.

5, 8 (Bankr. D. Neb. 2007) (applying dual status arld finding purchase money agreement "may be part
purchase-money and part non-purchase-mon&ff).see In reWestfall, 376 B.R. 210, 220 (Bankr. N.D.
Ohio 2007) (concluding "the court hereby adopts itsvipus decision to the extent that it found that
negative equity was not part of the value givenrtabde debtor to acquire rights in the vehicle").

0 SeeGen. Motors Acceptance Corp. v. Peaslee, 373 B.R.Z82(W.D.N.Y. 2007) (finding "portion of
the claims attributable to the pay off negative gduilid not affect lenders' secured claims statirs),e
Myers, No. 07-11145-AJM-13, 2008 WL 2445214, at *4 (BarS.D. Ind. June 13, 2008) (holding
financing loaned to debtor to pay off of negativpiiey on trade-in vehicle was part of "price™ formne
vehicle) (citations omitted)in re Ford, 387 B.R. 827, 833 (Bankr. D. Kan. 2008) (concgd'debtors'
negative equity in a trade-in vehicle, financed bg tander, is a part of the price of the collateral and
constitutes value given to enable the debtors taiezdhe collateral”)in re Austin, 381 B.R. 892, 897
(Bankr. D. Utah 2008) (deciding loan advanced to afetat pay off negative equity constituted "purchase-
money obligation" and therefore fell under "hangipgragraph” protection of section 1325 of the
Bankruptcy Code)tn re Dunlap, 383 B.R. 113, 118 (Bankr. E.D. Wis. 2008)afgzing "one of BAPCPA's
goals was to afford additional protection for secumesdlitors and, primarily, for automobile lenderdtre
Vinson 391 B.R. at 758 (finding lender had PMSI which waseffected by related loan re Schwalm,
380 B.R. 630, 634-35 (Bankr. M.D.Fla. 2008) (conclgdiipurchase money security interest,' as used in
section 1325(a), only makes sense when viewed agiag to those auto financing transactions, lavemé
common in industry practice when BAPCPA was adoptedyhich negative equity on a trade-in, gap
insurance and service contract premiums are financkedtg; Weiser,381 B.R. 263, 270 (Bankr. W.D. Mo.
2007) (deciding "portions of debt" constituted pureha®ney security interest because "they were expenses
incurred in connection with the Debtor's acquiritghts in the [new vehicle]")in re Brei, No. 4:07-BK-
01354-JMM, 2007 WL 4104884, *1 (Bankr. D.Ariz. Now,12007) (stating even if portion of loan was
used to pay off previous lien on vehicle it is stiinsidered "purchase money transactiolm'ye Burt, 378
B.R. 352, 364-65 (Bankr. D. Utah 2007) (holding "ficgug of a service contract and other fees" do not
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courts find that negative equity does not have lpase money status because it is
not part of the actual price of the collateral, aarexpense associated with the new
vehicle® The conflicting decisions among the states hasoteslcourt to note the
necessity of a uniform definition for the term "plbiase money security interest"
included in the Bankruptcy Code that will preeniye state law U.C.C. definitiofa.

Il. PURCHASEMONEY STATUS OFNEGATIVE EQUITY

The treatment of negative equity when evaluating BMSI is a two-step
proces$? First, the court must determine whether negatigeitg has purchase

necessarily "prevent" PMSI) (citations omittelh)ye Bradlee, No. 07-BK-30522007 Bankr. LEXIS 3863,
at *10 (Bankr. W.D. La. Oct. 10, 2007) (concluding istana Motor Vehicle Sales Financing Act includes
negative equity in its definition of "cash price'l re Watson, No. 07-23632-D-1312007 WL 2873434,
at* 1 (Bankr. E.D. Cal. Sept. 27, 2007) (agreeinghviit re Cohrs decision and analysis that financing
negative equity does not "defeat the purchase meeeyred status for the new loan") (citation omitté&d);
re Wall, 376 B.R. 769, 771 (Bankr. W.D.N.C. 2007) ("Thisurt concludes that the financing of a motor
vehicle that includes negative equity in a tradex@hicle may constitute a [PMSI] that is not subjec
modification by the debtors' Chapter 13 Planlfi)ye Cohrs 373 B.R. at 110 (noting "when a lender . . .
finances the purchase of the new vehicle and" irséimee transaction "pays off an outstanding balanesl

on the trade-in vehicle, the loan extended is a @sehmoney obligation of the buyer, the new vehigle i
purchase money collateral, and the lender's sedutéyest is a [PMSI]")In re Petrocci, 370 B.R. 489, 498
(Bankr. N.D.N.Y. 2007) (interpreting Official Commentt@ U.C.C. section 9-103 as "wide-ranging and
open-ended attempt to define 'price’ . . . [which]lieitly states that the 'price’ of the collateralymaclude
much more than . . . 'the actual price of the calitbeing acquired™) (citation omitted).

¢l SeeCitifinancial Auto v. Hernandez-Simpson, 369 B.R. 88, (D. Kan. 2007)In re Munzberg, 388
B.R. 529, 541 (Bankr. D. Vt. 2008)n re Callicott, 386 B.R. 232, 236 (Bankr. E.D. Mo. 2008);re
Jernigan, No. 07-04037-8-JRL, 2008 WL 922346, *1 (BaikD.N.C. Mar. 31, 2008)n re Look, 383
B.R. 210, 219 (Bankr. D. Me. 2008}y re Wear, No. 07-42537, 2008 WL 217172, *3 (Bankr. WMash.
Jan. 23, 2008)in re Johnson, 380 B.R. 236, 245 (Bankr. D. Or. 200@)re Tuck, No. 06-10886-DHW,
2007 WL 4365456, at *2 (Bankr. M.D. Ala. Dec. 10, Z§0an re Mitchell, 379 B.R. 131, 136 (Bankr. M.D.
Tenn. 2007)in re Lavigne, No. 07-30192, 2007 WL 3469454, at *6 (BafkD. Va. Nov. 14, 2007)n re
Conyers, 379 B.R. 576, 580 (Bankr. M.D.N.C. 200#@)re Hayes, 376 B.R. 655, 670, 676 (Bankr. M.D.
Tenn. 2007);n re Sanders, 377 B.R. 836, 852 (Bankr. W.D. Tex. 200V)e Blakeslee, 377 B.R. 724,
728-29 (Bankr. M.D. Fla. 2007 re Pajot, 371 B.R. 139, 164-65 (Bankr. E.D. Va. 20@ffd in part,
rev'd in part sub nomGMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008); re Acaya, 369 B.R. 564, 570
(Bankr. N.D. Cal. 2007)tn re Bray, 365 B.R. 850, 862 (Bankr. W.D. Tenn. 200w)re Price, 363 B.R.
734, 740-42 (Bankr. E.D.N.C. 200&ff'd in part,rev'd in partsub nomWells Fargo Fin. N.C. 1, Inc. v.
Price (n re Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-BR, Z00/L 5297071 (E.D.N.C. Nov. 14,
2007);In re Vega, 344 B.R. 616, 621 (Bankr. D. Kan. 2006).

%2 |In re Johnson 380 B.R. at 240 (observing commentlofre Westfallcourt, which "suggested that a
uniform federal definition or interpretation of 'puete money security interest' should be developed an
applied" (citingIn re Westfall, 365 B.R. 755, 759 n.4 (Bankr. N.D. Ohi602Z) ("A uniform federal
definition for purposes of chapter 13 appears to deiolence to state law."gff'd in part,rev'd in part 376
B.R. 210 (Bankr. N.D. Ohio 2007))3ee In reLavigne 2007 WL 3469454 at *5 (acknowledging Congress
has not defined PMSI in Bankruptcy Code); Trejos W Credit, Inc. [n re Trejos), 374 B.R. 210, 215
(B.A.P. 9th Cir. 2007) (determining whether VW Credilds PMSI requires examination of state laim);
re Pajot, 371 B.R. at 147 ("Purchase-money security intesesttérm undefined in the bankruptcy code.").

% Seeln re Bray, 365 B.R. at 860 ("[Tlhe Court must engage in a-step process when determining
whether or not the Bank has a purchase money seauetest in this case."§f. Peaslee373 B.R. at 262
n.5 (determining "entire claims, including that pamtof the claims attributable to the payoff of niaga
equity . . . should be treated as secured claims" thod, not considering whether bankruptcy court
"correctly applied the 'transformation rule' rather ttian'dual status rule™)n re Petroccj 370 B.R. at 504
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money status when it is rolled in with a purchasmey obligatiorf’ If negative
equity financing does have purchase money staten the court need not
determine whether to apply the dual status rulhertransformation rule since the
entire loan gives the creditor a PMSIHowever, if it does not have purchase
money status, then further analysis is necessatgtermine whether the dual status
rule or the transformation rule should apply.

Courts consider three main factors when determimihgther negative equity
has purchase money status. The court comparegivee@gamuity to the list of
expenses in revised section 9-103 Comment 3, whitdhde standard fees such as
sales tax and finance charges as part of the pfitlee collateral. In addition, the
court evaluates whether negative equity is "valseduto enable" the consumer to
acquire legal rights in the new vehicle. The calsb considers whether there is a
close nexus between negative equity and the oldigabhcurred to purchase the
new vehicle.

A. Negative Equity as Part of the Purchase PricthefNew Vehicle

In order for a security interest to be characterias a PMSI, revised section 9-
103 requires the obligation be incurred for allpart of the purchase price of the
collateral®® Negative equity financing and its purchase-monejus have been
sources of uncertainty for the courts because #reyincluded in the financing
package when the consumer purchases a new véhiciehese negative equity

("This Court finds that the transactions . . . arérely purchase money obligations pursuant to U.G.G-
103. As such, the issue of whether or not to apmylbal Status or Transformation rule does not aaisd,
need not be addressed.").

%4 See Peaslee373 B.R. at 262 n.5 (determining entire claim, udahg negative equity, to be treated as
secured and so no need to decided whether bankrumticty"correctly applied" transformation rule instead
of dual status rulesee also In re PetroccB70 B.R. at 504 (stating transactions were not miket rather
"entirely purchase money obligations" and therefone fssue of whether or not to apply the Dual Status
Transformation rule does not arise, and need not thessied").

% SeeGraupner v. Nuvell Credit Corpln(re Graupner), 537 F.3d 1295, 1300 (11th Cir. 2008) (ndiitey
of cases hold negative equity is not purchase mbaeg another issue to deal with: whether dual statu
transformation rule should apply3ee also In re Lavigne2007 WL 3469454 at *9 (noting courts are
"divided" on issue of whether to apply dual statugr@ansformation rule and noting cases on both sidies);
re Westfall,376 B.R. 210, 212-13 (Bankr. N.D. Ohio 2007) (deseghudicial split on defintion of PMSI
and whether to apply dual status or transformationasifénaddeningly inconsistent body of decisions").

% SeeU.C.C. § 9-103(a)-(b) (2000); Graupner v. Nuvell CreditgC (n re Graupner), 537 F.3d 1295,
1301 (11th Cir. 2008) (“The term 'purchase-money obtigats defined . . . as 'an obligation of an ohligo
incurred as all or part of the price of the collateralor value given to enable the debtor to acquiretsign
or the use of the collateral if the value is in fagtused.")see alsoNViLLIAM L. NORTON, JR., 7 NORTON
BANKRUPTCY LAW AND PRACTICE 3d, § 151:13 n.20.60 (20083yvailable at Westlaw, NRTN-BLP §
151:13 ("UCC 9-103 . . . defines a purchase monegatiidn as an obligation that includes all or parthef
price of the collateral . . . .").

7 Compare In reGraupner 537 F.3d at 1300 (pointing out issue of negatiyeity financing's purchase-
money status has been confronted by "dozens of loats," and concluding decisions fall into two dulo
groups: (1) creditor's PMSI includes financing of naga¢quity; (2) negative equity in trade-in vehiclesdo
not constitute PMSl)with In re Wall, 376 B.R. 769, 770-71 (Bankr. W.D.N.C. 2007) ¢gruzing three
different legal views on negative equity: (1) it daest qualify as "purchase money' obligation”, and
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cases, the consumer takes out one loan for twoopagpsecured by the same
collateral. One portion is used to satisfy theahaé owed on the trade-in vehicle,
and the other is used to pay the purchase pritleeafiew vehicle. Since both loans
are lumped together on one Retail Installment Satedract for the purchase of the
new vehicle, some courts hold that negative edsity PMSI because it appears to
be a single transactidh.Other courts, such da re Price recognize that for the
convenience of both parties, "there are simply sg@parate financial transactions
memorialized on a single retail installment corttand the refinance of negative
equity should not be given purchase money statsisljacause it is listed in the
same contract as the purchase money oblig&tion.

One line of cases holds that negative equity isuchmse money obligation
because the list of items in Comment 3 should hbestcoed broadly to include
negative equity as part of the purchase price fvéthicle’® The District Court in
GMAC v. Peasleecasoned that New York U.C.C. provisions shouldnberpreted
liberally to not only encompass the listed item€mmment 3, but also include any
item or expense that contributes to the total alilin secured by the new vehiéle.

"destroys 'purchase money' status of the entiremtja{2) it does not qualify as a purchase-money
obligation, and destroys purchase-money stadn$y"to the extent of that negative equignd (3) itdoes
qualify as a purchase-money obligation and "pretéke creditor's claim from modification") (emphasis
added).See generalljMoratzka,supranote 22 (discussing various courts' approaches &ssisg negative
ec!auity's purchase-money status).

® See In reGraupner 537 F.3d at 1302 (noting negative equity in tradeehicle and purchase of new
vehicle are part of same transaction and thereforepgply regarded as a '‘package deal™); Gen. Motors
Acceptance Corp. v. Peaslee, 373 B.R. 252, 259 (W\D.RDO7) (noting "[i]f the buyer and seller agree to
include the payoff of the outstanding balance ontthée-in as an integral part of their transaction fer th
sale of the new vehicle, it is in fact difficult teeshow that couldot be viewed as" "an expense incurred in
connection with acquiring rights in' the new vehiglén re Dunlap, 383 B.R. 113, 118 (Bankr. E.D. Wis.
2008) ("[D]ebtor and Nissan entered into a single tretimafor the purchase and sale of a new car, utdizi
negative equity financing as the method to accashghis goal.").

 In re Price, 363 B.R. 734, 741 (Bankr. E.D.N.C. 2007) (Hgfe are simply two separate financial
transactions memorialized on a single retail instaltm@ntract document for the convenience of some
consumers and to allow the auto industry to sell nvetgcles, which is good for both partiesdff'd in
part, rev'd in part sub nonWells Fargo Fin. N.C. 1, Inc. v. Pricen(re Wells Fargo Fin. N.C. 1, Inc.), No.
5:07-CV-133-BR, 2007 WL 5297071 (E.D.N.C. November 2@07).SeeSnap-On Tools, Inc. v. Freeman
(In re Freeman), 956 F.2d 252, 254-55 (11th Cir. 1992) {ipgsiwhere collateral secures a debt
distinguishable from debt required to make purchasis, not purchase money") (citation omittedge also
In re Horn, 338 B.R. 110, 113-14 (Bankr. M.D. Ala. 2006)r(eeking where security interest arises by
virtue of multiple transactions securing more thant jusds for purchase, security interest "loses its
purchase-money character").

"0 Seeln re Graupner 537 F.3d at 1301 (discussing relevance of ComiBdatrationale)in re Bradlee,
No. 07-BK-30527, 2007 Bankr. LEXIS 3863, at *4 (Bar.D. La. Oct. 10, 2007) (indicating both plain
language and legislative history suggest Congrdasesded broad protections from cramdown for financed
motor vehicles);In re Wall, 376 B.R. at 771 (noting intent of Congress was rtegt creditors from
cramdown abuse) (citation omittedjy re Turner, 349 B.R. 437, 441-43 (Bankr. D.S.C. 2006}irfgo
deference to legislative intent and history in dim@hstatute's meaning).

"l Peaslee373 B.R. at 258-59 (reasoning Comment 3 is helpfuhuse it lists specific items contributing
to expense of new vehicle; however, negative equityrade-in can constitute obligation for expenses in
connection with new vehiclepee In reMyers, No. 07-11145-AJM-13, 2008 WL 2445214 at *4 (Bank
S.D. Ind. June 13, 2008) (observing list of exampie€@mment 3 is not exclusive because of "catthall'
phrase, and other similar obligations, at end of centjnin re Burt, 378 B.R. 352, 362 (Bankr. D. Utah
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U.C.C. section 9-103 Comment 3, which was adoptiéslowt modification in New
York, states:

[T]he "price" of collateral or the "value given &mable" includes
obligations for expenses incurred in connectionhwdicquiring
rights in the collateral, sales taxes, duties,rfagacharges, interest,
freight charges, costs of storage in transit, deags,
administrative charges, expenses of collection anfbrcement,
attorney's fees, and other similar obligatiéhs.

The District Court held that if the parties agrélealt the loan would cover both the
new vehicle and the negative equity of the tradeitins difficult to argue that
negative equity is not an expense in the Sale.

Although the list in Comment 3 is not exhaustived dleaves open the
possibility for other expenses related to the aitjan of the vehicle to be included
in the "price", the phrase "obligation incurred ak or part of the price of the
collateral™ should not be construed so liberally as to offérelplain language of
the statute. The negative equity of the old vehitdes not constitute an "obligation
incurred" since negative equity is wholly unrelatedhe price of the collateral and
the nature of refinancing negative equity is dislsimto the expenses listed in
Comment 32 The obligation incurred to refinance negative ggis not used to
purchase the vehicle, but rather is a loan usepatooff an antecedent debt on
another vehicle other than the one purchased.

2007) (determining terms of applicable state UCGnitef PMSI should be interpreted broadly so negative
equity and other transactional costs would be indudeprice of collateral).

2N.Y.U.C.C.LAW § 9-103 cmt. 3 (McKinney 2008).

S peaslee373 B.R. at 259 (noting if buyer and seller agreetieg equity will be refinanced on trade-in,
then it is expense of new vehiclegeSavino & Widenorsupranote 16, at 818 (notinBeasleecourt’'s
finding: negative equity of trade-in constituteperse because it has "requisite nexus" to acquisificar
due to fact that it is "inextricably intertwined"Ittv transaction) (citations omitteddee also In ré&Schwalm,
380 B.R. 630, 634 (Bankr. M.D. Fla. 2008) (stating &a'packaged' transaction to dispose of the old car,
insure the new loan amount, and provide for futuranteaance],] the items included in the amount findnce
do have a close nexus to the acquisition of th®.car

"™ N.Y. U.C.C.LAW § 9-103 (McKinney 2008)See In re Burt378 B.R. at 362 (discussing Comment 3
lists examples of price of collateral, and notesifishot exhaustive and value includes "much morahth
actual price of collateral)n re Cohrs, 373 B.R. 107, 109 (Bankr. E.D. Cal. 2007) ifggdist in Comment 3
gives examples of "value given" in purchase of tett and "is broad enough to include" negativatgju

5 Seeln re Johnson, 380 B.R. 236, 243 (Bankr. D. Or. 2007) (d&ngs'[n]egative equity is not similar
in nature or scope to the other 'expenses incurrezbmmection with acquiring rights in the collateral
contemplated by Official Comment 3" and therefore Cprof the collateral' does not include negative
equity"); see also In rePajot, 371 B.R. 139, 149-50 (Bankr. E.D. Va. 2007)dingl list of items in
Comment 3 does not "contemplate the inclusion gofatiee equity"),aff'd in part, rev'd in part sub nam
GMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008); re Price, 363 B.R. 734, 741 (Bankr. E.D.N.C. 2007)
(holding negative equity financing is "significantind qualitatively different from the fees, freightihes,
storage costs, taxes and similar expenses that@oalty part of an automobile sale’gff'd in part,rev'd in
part sub nomWells Fargo Fin. N.C. 1, Inc. v. Prickn(re Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-
BR, 2007 WL 5297071 (E.D.N.C. Nov. 14, 2007).
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Furthermore, the "all or part of the pri€&language implies that purchase
money status is limited only to loans that are i@piplo cover the price of the item
purchased. A consumer may obtain a loan for anuamequal or less than the
price of a vehicle and that entire obligation Wik completely protected against
bifurcation under the hanging paragraph. Howethex,opposite is not true. If a
consumer obtains a loan for more than the purcpase of the vehicle, the issue is
whether the entire loan will be protected agaitifirtation since it is clear that the
loan is used for purposes other than to pay thehase price.

The "all or part" language in the statute suggestsnit—that the obligation
incurred should not exceed the price of the catfé If a consumer obtains a loan
to cover both the purchase price of the vehicletangfinance the negative equity
on the trade-in vehicle, the resulting obligationll vexceed the price of the
collateral’® To demonstrate, if a consumer obtains a loan qoiee a new car that
is on sale for $40,000 and also to satisfy the (BI@pf negative equity in the trade-
in vehicle, the amount indicated on the retailafistent contract will state $50,000.
If negative equity debt is included as part of ti#igation, the total obligation
incurred exceeds the original sale price of the wekicle. Inclusion of the loan to
refinance negative equity would improperly expahe plain language of the
U.C.C. provision to include unrelated obligationsthie purchase price of the new
vehicle and allow the creditor to list it as a yudlecured claim.

Whether negative equity is an integral part of tfamsaction also affects the
court's finding that negative equity has purchasmew status. For instance, the
court inGraupner v. Nuvell Credit Cordound that the negative equity financing
was an integral part of the transaction such thstiéuld be included in the price.

S N.Y. U.C.C.LAW § 9-103(a)(2) (McKinney 20085eeGen. Motors Acceptance Corp. v. Peaslee, 373
B.R. 252, 261 (W.D.N.Y. 2007oncluding section 9-103 term "price™ equivalent'tash sales price™ as
defined by separate but related statuté)in re Graupner, 356 B.R. 907, 919-20 (Bankr. M.D. Ga. 2006)
(explaining ambiguous term "price™ could narrowlfar to "sticker' price" or broadly refer to other
purchase-related costs)ff'd sub nomGraupner v. Nuvell Credit Corp., No. 4:07-CV-37CD2007 WL
1858291 (M.D. Ga. June 26, 2004jf'd, 537 F.3d 1295 (11th Cir. 2008).

" See In reWhite, 352 B.R. 633, 639 (Bankr. E.D. La. 2006) (tketeing insurance deficiency and
extended warranty contracts not costs of vehicle iaitiun and therefore not part of purchase money
security interest)But sedn re Cohrs 373 B.R. at 110-11 (finding "value given to acqua vehicle includes
negative equity" gives lender PMSIj re Bray, 365 B.R. 850, 8567 (Bankr. W.D. Tenn. 2007) (noting
one court's decision that securing more than pricpuothasing collateral does not prevent party from
having PMSI (citingn re Coomer, 8 B.R. 351, 3534 (Bankr. E.D. Tenn. 1980))).

8 Seeln re lonosphere, 123 B.R. 166, 172 n.2 (S.D.N.Y. 19@idting "[the Bankruptcy Court's
statement that 'the PMESI cannot exceed the prioghat is purchased' . . . is correct. Nevertheless, a
creditor may very well possess a PMSI in collaterabsenvalue exceeds the amount of the loan made to
purchase it" like "when a buyer obtains financimy bnly a fraction of the purchase price") (citation
omitted); see also In reGray, 382 B.R. 438, 443 (Bankr. E.D. Tenn. 2008) (inglccar "treated as a
purchase money claim" because "secured obligatimh"not include a debt for money lent to" pay rega
equity); In re Mitchell, 379 B.R. 131, 136-37 (Bankr. M.D. Tenn.02Zp (noting previous holding that
""" price of the collateral" doesotinclude the amount financed to pay off the negagigeity™ (citingIn re
Sanders, 377 B.R. 836, 853 (Bankr. W.D. Tex. 2007))).

" No. 4:07-CV-37CDL, 2007 WL 1858291, at *2 (M.D. G&10Z). Seeln re Burt, 378 B.R. 352, 362
(Bankr. D. Utah 2007) (determining negative equity atiter purchase-related costs should be included in



482 ABI LAW REVIEW [Vol. 16: 463

Negative equity, the court reasoned, affected tiwe gthe debtor paid for the new
vehicle and therefore negative equity should begeized as part of the purchase
price of the new cdf. The District Court irPeasleealso recognized that regardless
of whether it is mandatory, if negative equity ficing was integral to the sale of
the new vehicle, then it will be considered "pafttlee price of the collateraf™
Although rolled in negative equity of a trade-innist a necessary expense for the
sale of the new vehicle, it "does not require atmop result, if the facts
surrounding the particular transaction at issuesach that the negative equity was
integral to the salé®®

However, other bankruptcy courts have refused amtgourchase money status
to fees and expenses that are not mandatory wathpdinchase or acquisition of a
new vehicle. For instance, in re Price® the court held that loans to pay for gap
insurance and negative equity are not mandatoryiy@r an expense associated
with acquiring a new vehicle. Therefore, thesenfomere not found to fall under
the category of purchase morféyThe court reasoned that the funds used to satisfy
the negative equity of the trade-in vehicle aret'a component of the price of the
collateral."® Similarly, the court irin re Pajotheld that negative equity is:

[NJot . . . a component of the loan agreement, mowalue-
enhancing add-on, and is therefore different frdme {fist of
expenses included in Comment 3 [of the U.C.C.]the funds did
not "enable" the debtors to purchase the vehictaudme rolling

creditor's PMSI)in re Cohrs 373 B.R. at 109 (noting term for value given farghase money collateral "is
broad enough to include" negative equity).

8 Graupner 2007 WL 1858291, at *Xf. In re Spratling, 377 B.R. 941, 9486 (Bank. M.D. Ga. 2007)
(applying "close nexus standard" to conclude gaprare is included in PMSIRut see In réSanders377
B.R. at 853 (determining in situation involving fircimg and sale of motor vehicle to consumer "amount
financed to pay off the negative equity" is notliced in "'price of the collateral™).

81 Gen. Motors Acceptance Corp. v. Peaslee, 373 B.R. 25-59 (W.D.N.Y. 2007)See In reVinson,
391 B.R. 754, 757-58 (Bankr. D.S.C. 2008) (findimge of collateral included negative equity because
trade-in was "rolled into" the transactiosge also In re Bur378 B.R. at 363 (noting where negative equity
is "inextricably intertwined" with transaction, getive equity becomes part of price of collateral).

82 peaslee373 B.R. at 259Seeln re Weiser, 381 B.R. 263, 268 (Bankr. W.D. Mo. 2007a$a@ning since
sale of vehicle would not occur without negativeiggthere existed "close nexus'h re Burt 378 B.R. at
363 (concluding financing transaction "package dédazdre the negative equity in the trade-in was jpé#id
by the dealer as part of its retail installment ‘seleufficiently close to be part of price of codledl).

8 In re Price, 363 B.R. 734 (Bankr. E.D.N.C. 200&if'd in part,rev'd in partsub nomWells Fargo Fin.
N.C. 1, Inc. v. Pricelf re Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-BR, 200/ 5297071
(E.D.N.C. Nov. 14, 2007).

8 n re Price 363 B.R. at 741Seeln re Munzberg, 388 B.R. 529, 543-44 (Bankr. D. Vt. 20@8jopting
In re Price principle that gap insurance "does not come witha gcope of the debt secured by a PMSI"
because it is not part of price of collateréth)re White, 352 B.R. 633, 639 (Bankr. E.D. La. 2006) (aiftye
to state statute which excluded insurance defigieoatract from definition of PMSI).

% In re Price 363 B.R. at 741See In re Munzber88 B.R. at 541 (stating "negative equity is aot
expense incurred 'in connection with acquiring sghtthe collateral” and does not have "close 8&xo
be secured by PMSIkee In reJohnson, 380 B.R. 236, 250-51 (Bankr. D. Or. 2007}l4deg negative
equity is not part of "'price of the collateral™ dlpdying off antecedent debt[] cannot be a PMSI").
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negative equity into a new financing agreement ieraly a
convenient, but unnecessary, optidn.

The view that negative equity is a convenient metfoy the consumer to pay off
the balance of the trade-in vehicle and at the stime purchase a new vehicle
echoes the concept that the Retail InstallmentsS@lentract memorializes two
separate financial transactidi{sAlthough the loan to satisfy the negative equity
debt is secured by the new collateral, the money m@at used to purchase that
collateral and therefore fails by definition to fmrchase money." An extreme
case that illustrates this situation islinre Horn® where the debtor's car loan was
refinanced multiple times, thereby destroying tliechase money character of the
entire debf® Notably, the court reasoned that "the debt coraprisoney loaned for
the purchase of the car together with four sepasatesequent, and additional cash
advances® Therefore the debtor's car "secures more thadehefor the money to
acquire it" and consequently, the creditor's ségurterest "loses its purchase-
money character”

At least one court has concluded that negativetg@ginot part of the purchase
price of the collatera’ The actual price of the vehicle is the amount diebtor
would have paid in cash for the new vehicle, whigbically does not include
negative equity® Furthermore, the court itn re Pajot did not recognize the

% |n re Pajot, 371 B.R. 139, 152 (Bankr. E.D. Va. 2007 )atiins omitted)aff'd in part, rev'd in part sub
nom GMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008ge In rePrice, 363 B.R. at 741 (noting words bf
re Peasleecourt, restating "there are simply two separate fiigransactions memorialized on a single
retail installment contract document for the convecgeof some consumers and to allow the auto industry
to sell more vehicles, which is good for both patfdsitation omitted).

87 SeecCitifinancial Auto v. Hernandez-Simpson, 369 B.R, 88 (D. Kan. 2007) (observing "two separate
financial transactions memorialized on a single rétatiallment contract document™) (citation omitteshe
also In reConyers, 379 B.R. 576, 582 (Bankr. M.D.N.C. 2007 pl@xing financing negative equity was
merely "a convenience and an accommodation to #idD" but did not enable debtor rights in collateral)
But seeGraupner v. Nuvell Credit Corpln(re Graupner), 537 F.3d 1295, 1302 (11th Cir. 2008}i(sta
negative equity of trade-in vehicle is "inextricabhtertwined with™ sale of new vehicle and mus b
considered part of price of collateral).

8338 B.R. 110 (Bankr. M.D. Ala. 2006).

891d. at 114 (explaining debtor's "car secures more tharebt for the money to acquire it" thus leaving
creditor's security interest without "purchase-mortegracter").

©d. at 113-14.

id. at 114.

92 Seeln re Johnson, 380 B.R. 236, 243 (Bankr. D. Or. 208&} also In rdlunzberg 388 B.R. 529, 540
(Bankr. D. Vt. 2008) (noting "negative equity is..unsecured debt . . . because the debtor no lavges
the collateral . . . from which the negative equitiginated") (citation omitted)in re Wear, No. 07-42537,
2008 WL 217172, at *4-7 (Bankr. W.D. Wash. Jan. 2308) (holding negative equity is not part of
purchase price of collateral according to state C.C.

% In re Johnson380 B.R. at 244 (interpreting "cash sales pricah&an price which debtor would pay to
dealer, and "it logically cannot include negatiggiigy"). SeeCitifinancial Auto v. Hernandez-Simpson, 369
B.R. 36, 48 (D. Kan. 2007) ("'The term "enable" refersvhat it has always referred to, which is the galu
given to allow the debtor to pay, in whole or in pdhe actual price of a new item of collateral being
acquired, in these cases the replacement vehiaesstiives . . . ." (quoting Gen. Motors AcceptaBoep.

v. Peaslee, 373 B.R. 252, 557 (W.D.N.Y. 2007l))re Sanders, 377 B.R. 836, 851 (Bankr. W.D. Tex.
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distinction between negative equity and other umstdebt that could potentially
be rolled in with a purchase money obligatidccording to the court, there is no
difference between rolling in negative equity anotlimg in other unsecured debt to
the purchase money obligatidhAs an illustration, the court noted that it woiel
absurd to conclude that a lender could have ageedy a debtor's student loans
and then be able to include it as a PMSI in a neficke®

B. Negative Equity as Value Used to Enable DebtorAtquire Rights in the
Collateral

Another factor the court considers when evaluatiregpurchase money status
of negative equity is whether it is "value use@mable" the debtor to acquire rights
in the collateraf’ Some courts hold that the loan to pay off negatiyeity is value
given to the debtor to acquire rights in the neWiele because the refinancing is an
essential part of the sale transaction. Withoggatiee equity financing, the debtor
would not have been able to acquire the new veffildgher courts find that at its
core, negative equity financing constitutes thepéénpaying off of an existing debt,
unrelated to the purchase of a new vehitiEhis view supports the characterization
of negative equity as non-purchase money becaws@dbative equity financing
does not "enable" the consumer to purchase thevabigle.

2007) (determining "price of the collateral, [is] roligbquivalent to ‘cash price of the motor vehicleydja
does not include the amount advanced to pay offtivegequity").

% 371 B.R. 139, 154 (Bankr. E.D. Va. 2007) (court dad find a difference between "vehicle negative
qulélity" and other forms of debt such as studentsipan

Id.

% |d. See In rePadgett, 389 B.R. 203, 212 (Bankr. D. Kan. 2008idifig there was "insufficiently close
nexus between retiring the antecedent debt on #ae-in vehicle and acquiring a new vehicle to cautsti
purchase money"gee also In reCallicott, 386 B.R. 232, 236 (Bankr. E.D. Mo. 2008)I¢fing no evidence
existed showing financing negative equity was "esal to acquiring vehicle).

97 SeeGen. Motors Acceptance Corp. v. Peaslee, 373 B.R, 262 (W.D.N.Y. 2007) (explaining to
determine if PMSI exists, it is necessary to deteenif negative equity "constitutes ‘value giveret@mble
the debtor[s] to acquire rights in or the use of thiateral™);In re Johnson, 380 B.R. 236, 245-47 (Bankr.
D. Or. 2007) (explaining courts consider whether dgién to compensate for negative equity is "value
used to enable" in determining purchase-money stitaach debt)see alsdJ.C.C. § 9-103 cmt. 3 (2007)
(clarifying various expenses essential to obtainiiglts in given collateral are to be considered when
determining purchase-money status of debt).

% See In reVinson, 391 B.R. 754, 757 (Bankr. D.S.C. 2008) (fmgifinancing of negative equity
essential to purchase of new vehicle and alsorfq&MSI for full debt amount)n re Cohrs, 373 B.R. 107,
109-10 (Bankr. E.D. Cal. 2007) (noting "incidentelffarges are incurred due to financing negative equity);
In re Petrocci, 370 B.R. 489, 499 (Bankr. N.D.N.Y 2007hi$ negative equity financing is inextricably
linked to the financing of the new car. It is cldaattone would not take place without the other.").

% Seeln re Johnson 380 B.R. at 243-45 (holding negative equity is pent of the purchase price of new
vehicle nor is it "an expense 'incurred in connectidth acquiring™ vehicle, but rather is "an anteet
debt"); In re Conyers, 379 B.R. 576, 582 (Bankr. M.D.N.C. 2007)dimg loans given to finance negative
equity are "accommodation" and not essential to @semew vehicle, stating "[w]hile paying off the
preexisting debt on the old vehicle was value,aswiot value given to enable the Debtor to acqujtesiin
the collateral");In re Sanders, 377 B.R. 836, 857 (Bankr. W.D. Tex. 2@0@hcluding financing used to
pay negative equity is not part of purchase valuesof vehicle but rather paying off old debt as it "dedb
the dealership to pay off the balance on the tradsiimg the debtors' credit").
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The term "value given to enable" has been integgréifferently in the courts.
The court inin re Westfallinterpreted "value given to enable" as indicatirigether
the payoff of negative equity was required or nsagsin order to obtain a legal
interest in the new vehiclé® If negative equity was not required for the coneum
to acquire the new vehicle, then the auto finaridrnot have a PMSI for the
amount advanced to satisfy the pre-existing #&this interpretation also led the
court to hold that the debtor's rights in the n&kigle did not require the pay off of
existing debt on the trade-in vehicfé.

Another court stated that the term "enable" hasaybweferred to the value
given by the debtor to pay the actual price ofrtbe collateral. The court im re
Price held that providing a loan to refinance negatigeity may be convenient, but
is not necessary for a consumer to purchase acepknt vehicle:

The term "enable" refers to what it has alwaysrreteto, which is

the value given to allow the debtor to pay, in vehot in part, the

actual price of a new item of collateral being acep in these

cases the replacement vehicles themséfies.
The obligation incurred for payment of previous tdistnot "value given to enable
the debtor to acquire rights in or use of the ¢etl™ because the buyer is securing
a new loan to pay off existing det}t.Consequently, under this rationale, negative

100 365 B.R. 755, 760 (Bankr. N.D. Ohio 2007) ("[Tlheypent of the negative equity was not legally
required in order for debtors to acquire rights in ¢blateral."),aff'd in part,rev'd in part 376 B.R. 210
(Bankr. N.D. Ohio 2007)SeecCitifinancial Auto v. Hernandez-Simpson, 369 B3®, 47 (D. Kan. 2007)
(stating since buyer was not required to resolve negatuity debt upon purchasing new vehicle, "ealu
given to enable' . . . did not include the negatgeity"); In re Vega, 344 B.R. 616, 622 (Bankr. D. Kan.
2006) (holding since only part of loan was requiredgurchase of new vehicle, only that portion is Ueal
given to enable").

%1 |n re Westfall 365 B.R. at 760 ("Thus, the 'value given to ee'atibtors to obtain rights in the new
vehicles did not include the payoff of debtors gations on the existing car loansSge In reCallicott, 386
B.R. at 236 (ruling close nexus does not exist betvarquisition of vehicle and loan used to paytraidie-
in vehicle because "Debtor had the option of pagifighe original debt on the [trade-in vehicle] usother
means");In re Pajot, 371 B.R. 139, 152 (Bankr. E.D. Va. 2007) ¢mptinegative equity payoff is not
necessary or compelled" and "negative equity is different type and magnitude from the other listed
items" in Comment 3, and should not be includedefinition), aff'd in part, rev'd in part sub non&MAC
v. Horne, 390 B.R. 191 (E.D. Va. 2008ut see In rdHayes, 376 B.R. 655, 673 (Bankr. M.D. Tenn. 2007)
("Whether a loan to payoff pre-existing debt enablesdbtor or has a close nexus to the acquisitiorewf
purchase money collateral turns on the facts of/iddal transactions.").

192 |n re Westfall 365 B.R. at 760 ("Debtors were not required to iighe existing loans to gain a legal
interest in the vehicles."Bee In rePajot, 371 B.R. at 152 (finding, in this case, "negatigeity payoff
obligation is not necessary to the transactioség also In reJohnson 380 B.R. at 246 (analyzing courts'
decisions on both sides of proposition).

193 |n re Price, 363 B.R. 734, 741 (Bankr. E.D.N.C. 2007) (mgptn re Peaslee, 358 B.R. 545, 557
(Bankr W.D.N.Y. 2007))aff'd in part, rev'd in part sub nonwells Fargo Fin. N.C. 1, Inc. v. Pric(re
Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-BR, Z0Q'L 5297071 (E.D.N.C. Nov. 14, 2007).

% 1n re Price 363 B.R. at 740-41 (finding "funds loaned to $atithe negative equity” to be
"significantly and qualitatively different from theeds, freight charges, storage costs, taxes, andasimi
expenses that are typically part of an automobile"sahd notingln re Peasleecourt's analysis finding
"[tlhat portion of the loan provided is in fact usedpay off the lien on the trade-in vehicle™) (citaso
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equity loans do not have purchase-money stafuBhe court inln re Sanders
rejected the creditor's argument that the only radan the debtor to acquire the
new vehicle was to obtain a loan from the creditopay the balance owed on the
trade-in’*® The court reasoned that it would not take long dther extreme
examples to "effectively drain 'purchase-money'aofy valid meaning*®’ For
example, if a creditor agreed to pay off some debtor's credit cards in order for
the debtor to qualify for a car loan, then that ldazonstitute an item that "enabled”
the debtor to acquire the new vehitie.

At the opposite end of the spectrum, the Distrioti€ in Peasleeheld that the
detailed, but non-exhaustive list in Comment 3agftion 9-103 describes the items
and expenses that would "enable" the debtor toiec@n interest in the new
vehicle!® This interpretation overlaps with the questiowbiiat constitutes part of
the purchase price of the collateral. Comment@lccbe interpreted to mean that
an item or expense that facilitates the debtorguiation of the collateral is
considered part of the purchase price of the vehitirhe District Court also noted
that the refinancing of negative equity constitlaesexpense when the transaction
is done with the sale of the new vehicle, espacialien the buyer and seller agree
that the refinancing is an "integral" part of thales'’ The items contained in
Comment 3 are simply a list of expenses that areried in a motor vehicle sale,

omitted).See In reMitchell, 379 B.R. 131, 137 (Bankr. M.D. Tenn. 20@ff)ding negative equity does not
enable debtors to acquire rights).

195 See In re Price363 B.R. at 742 (Bankr. E.D.N.C. 2007) (findinggative equity did not result in
PMSI); see also In re Haye876 B.R. at 672 (noting "a majority of reportedidiens conclude that a loan
to payoff 'negative equity' is not included in aghase money security interest in a new car" anididimg
In re Pricedecision in this list).

1% | re Sanders, 377 B.R. 836, 854 (Bankr. W.D. Tex. 200Dn¢' needs only a few imaginative
moments to think of other examples so far afield évan [the creditor] would have to eventually admatt
th(leol‘ormulation would effectively drain 'purchase mgrof any valid meaning.").

108 |d. (offering extreme example stretching meaning of pasehmoney needed to enable purchees.
In re Padgett, 389 B.R. 203, 212 (Bankr. D. Kan. 2008)d{hg negative equity did not enable debtor to
execute purchase of vehicldi re Mitchell, 379 B.R. at 138 (finding negative equity financingesiot
enable debtor to "acquire rights in or use of theatedhl").

199 Gen. Motors Acceptance Corp. v. Peaslee, 373 BR, 258-259 (W.D.N.Y. 2007) (holding list
presented in Comment 3 to U.C.C. section 9-103 idefjne to items that may or may not be considéned
value to enable purchas&eeGraupner v. Nuvell Credit Corp., No. 4:07-CV-37CDL, 200L 1858291, at
*2 (M.D. Ga. June 26, 2007) (holding negative eqéily within meaning of purchase money obligation
under Georgia U.C.C. since negative equity was "mlegart" of sale)aff'd, 537 F.3d 1295 (11th Cir.
2008).See generallyJ.C.C. § 9-103 cmt. 3 (2000) (expounding upon pwehaoney collateral, purchase
money obligation, and purchase money security intemgdér Article 9).

110 SeePeaslee 373 B.R. at 259 (stating where negative equitywapaid by means other than trade-in
sale, negative equity can still be "integral to $aé&");In re Cohrs, 373 B.R. 107, 109-10 (Bankr. E.D. Cal.
2007) (finding when used vehicle is traded in duringchase of new vehicle, value derived from trade-in is
part of purchase price and "incurred to 'enableddéletor to acquire rights in' the new vehiclelh); re
Petrocci, 370 B.R. 489, 499 (Bankr. N.D.N.Y. 2001atfag negative equity financing is essential mortdf
financing of new vehicle).

1 peaslee373 B.R. at 259 (positing negative equity may geeed upon by parties as "integral part" of
vehicle sale)See generalliN.Y. PERS PROP. LAW § 301(6) (McKinney 2008) (providing definition of "sfa
sale price").



2008] DOES NEGATIVE EQUITY 487

and the list does not exclude the refinancing afatige equity as an expense to
enable the consumer to acquire rights in the vefieSimilarly, inIn re Schwalm
the court held that if the parties agreed that qpff the negative equity in the
trade-in vehicle was an integral part of the pusehtansaction, then it would be
considered an expense in acquiring the new veHitle.

However, this explanation should not be accepféidst, negative equity is not
an "expense" because it is simply another loarefioance an antecedent dékt.
Refinancing transactions do not have purchase mstays because the funds are
not used to purchase the collateral. Expensesraatin connection with acquiring
rights in a new vehicle should only include thengiard fees that every buyer has to
pay in order to acquire ownership of the tamNegative equity is not required nor
is it a standard obligation for a consumer who doestrade-in a vehicl&® In
addition, further inquiry as to whether the negatequity rollover is an "integral

12 peaslee 373 B.R. at 258-59 (arguing Comment 3 covers exsenssulting from acquiring new

collateral and no reason why negative equity shootdoe included in list)See In reMyers, No. 07-11145-
AJM-13, 2008 WL 2445214, at *4 (Bankr. S.D. Ind. 2p@8Bolding Comment 3 "does not limit the
definition of 'price of the collateral' or 'valuévgn' only to types of minor, direct and inciden¢apenses"
but rather is inclusive of many types of transactioategl expenses beyond those explicitly listedl also
In re Burt, 378 B.R. 352, 360-62 (Bankr. D. Utah 2007)réagqhg with Peasleedecision which stated
"payoff of the negative equity was precisely the tgpgexpense] . . . contemplated by Comment 3").

3 |n re Schwalm, 380 B.R. 630, 633—35 (Bankr. M.D. Fla. 20@i®ding that parties had negotiated to
include negative equity as part of transaction, wkwiels permissible under state and federal law).

114 See In reMunzberg, 388 B.R. 529, 539 (Bankr. D. Vt. 2008}tisy "[n]egative equity is antecedent
debt, as it represents the amount financed on aeptevious car (Car 1) that remained unpaid at ¢ive p
the debtor was in the process of purchasing a neWGaa 2)" and therefore, "the negative equity, amel t
collateral to which it was attached, pre-dated tinelpase of Car 2"Jn re Tuck, No. 06-10886-DHW, 2007
WL 4365456, at *3 (Bankr. M.D. Ala. Dec. 10, 2007) §ebving "[n]egative equity . . . is not an expense
directly related to the purchase of the second veheohd "negative equity represents a prior obligaition
connection with a prior vehicle")n re Price, 363 B.R. 734, 741 (Bankr. E.D.N.C. 2007) ¢etfisg funds
distributed to pay off debt owed on trade-in vehicleensot part of purchase price, price of new colldtera
or value given to allow debtor to gain rights in at#ral, and were "significantly and qualitatively difnt"
from standard fees such as taxes, storage feesreigttfcharges)aff'd in part,rev'd in partsub nom.
Wells Fargo Fin. N.C. 1, Inc. v. Prick(re Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-BR, 2001
5297071 (E.D.N.C. Nov. 14, 2007).

115 See In reCallicott, 386 B.R. 232, 236 (Bankr. E.D. Mo 2008pricluding negative equity was not
"integral" part of transaction where it was used tp @i "original debt" on traded-in car where there was
evidence "financing of payoff" off debt was "essenttalacquire new vehicle)n re Johnson, 380 B.R. 236,
243 (Bankr. D. Or. 2007) (finding "the liability for nefive equity is not an expense 'incurred in connectio
with acquiring' the Vehicle; it is an antecedentttfeldn re Price 363 B.R. at 741 n.11 (reasoning loan
given to "satisfy" negative equity is "qualitatiyedifferent” from fees, freight charges, taxes, etet tare
usually part of sale of vehicle)).

116 See In re Johnsor880 B.R. at 245 (noting decision lof re Sandersvhich found “financed negative
equity was not value given to enable debtors to ieeqights in a vehicle because it did not represent a
obligation for an expense incurred in acquiring gint the collateral” (citingn re Sanders, 377 B.R. 836,
853-55 (Bankr. W.D. Tex. 2007))k re Conyers, 379 B.R. 576, 582 (Bankr. M.D.N.C. 2007 séaing
financing for negative equity was "a convenience andaccommodation”" but did not rise to level of
enabling rights in or use of collateral for debtsge also In rédcaya, 369 B.R. 564, 570 (Bankr. N.D. Cal.
2007) (observing findings of other courts noted idolg negative equity in "new loan does not 'enahlest
vehicle purchases") (citations omitted).
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part™*’ of the transaction requires another evidentiagring that leaves too much

open for the judge to determine in hindsight. Tiearing burdens the bankruptcy
estate with more legal fees and delays the bardyypbceeding for the individual
chapter 13 debtor seeking an efficient resolutmreffresh start:®

C. Close Nexus Between Negative Equity and Acaguihie Collateral

The third factor the court takes into consideratisn the close nexus
requirement in Comment 3 in section 9-103 whichestahat "[tlhe concept of
'‘purchase money security interest' requiretoaenexusbetween the acquisition of
collateral and the secured obligatioh®'The nexus standard requires a close
connection between the secured obligation andabeisition of the new collateral
in order for the secured obligation to be considetgart of the price of the
collateral.*®® Some courts reason that because negative equityc@nponent of
the "packaged transaction," there is a close nbrtiseen the negative equity and
the acquisition of the new vehicl&. Other courts look to the nature of negative

17 See In re Schwaln80 B.R. at 633 (agreeing with prior decision mptihparties agreed payoff of
negative equity was "integral part" of transactitiren it is viewed as expense in acquiring new \ehic
(citation omitted);In re Johnson 380 B.R. at 242 (observing other courts' analysisiegative equity
rollover as "integral part" of transactiofjut seeln re Wear, No. 07-42537, 2008 WL 217172, *3 (Bankr.
W.D. Wash. Jan. 23, 2008) (agreeing with holdindnofe Johnsorthat "price of the collateral* does not
include negative equity) (citation omitted).

118 See generallgsen. Motors Acceptance Corp. v. Peaslee, 373 B.R. 259 (W.D.N.Y. 2007) ("If the
buyer and seller agree to include the payoff of thetanting balance on the trade-in as an integralgbart
their transaction . . . it is in fact difficult to skew that couldhot be viewed as such an expense."); Graupner
v. Nuvell Credit Corp., No. 4:07-CV-37CDL, 2007 WL B1, at *2 (M.D. Ga. June 26, 2007) (finding
"trade-in of the vehicle was an integral part of thles transaction"jgff'd, 537 F.3d 1295 (11th Cir. 2008);
In re Petrocci, 370 B.R. 489, 499 (Bankr. N.D.N.Y 2007)Hh{8Tnegative equity financing is inextricably
linked to the financing of the new car. It is cldzattone would not take place without the other.").

119 n re Riach, No. 07-61645-aerl3, 2008 WL 474384, at *3 @ab. Or. Feb. 19, 2008) (citation
omitted) (analyzing relevant section of Comment 3applicable state U.C.C.5eeGraupner v. Nuvell
Credit Corp., No. 4:07-CV-37CDL, 2007 WL 1858291, a2 {M.D. Ga. June 26, 2007) (finding close
nexus between negative equity and "package transdytin re Johnson, 380 B.R. 236, 242 (Bankr. D. Or.
2007) (noting Comment 3 requires "close nexus eetwthe acquisition of the collateral and the seture
obligation™).

120 see In relohnson 380 B.R. at 242 (observing Comment 3 calls for ¢hise nexus for PMSI to exist);
In re Sanders, 377 B.R. 837, 856 (Bankr. W.D. Tex. 2007)ifgaclose nexus requirement for purchase
money security interest put forth by CommentI8)re Cohrs, 373 B.R. 107, 109 (Bankr. E.D. Cal. 2007)
(noting Comment 3 states "[tlhe concept of "purchaseey security interest" requires a close nexus
between the acquisition of collateral and the setatdigation™) (citation omitted).

121 See Graupner2007 WL 1858291 at * 2 (stating "close nexus lsemvthe negative equity and this
package transaction supports the conclusion thatebative equity must be considered as part opthe
of the collateral");In re Schwalm, 380 B.R. 630, 633-34 (Bankr. M.D. Fla. 20@#&ding close nexus
between items included in amount of loan and adipnsof car, where "debtors negotiated a packaged
financing"); In re Johnson, 380 B.R. 236, 242 (Bankr. D. Or. 2007) ("Saourts have found this close
nexus in the financing of negative equity becabseparties have agreed to a 'package transactidn.t®;
Cohrs 373 B.R. at 110 (noting Comment 3 requires "onlglase nexus' between the acquisition of the
property and the secured obligatiorit);re Petrocci, 370 B.R. 489, 499 (Bankr. N.D.N.Y. 20Q#iscussing
Comment 3).
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equity and find that it is not closely related ke tpurchase of the new vehiéfé.
These courts find that negative equity is not nemgsto acquire the new vehicle,
nor is it similar in nature to the items listeddomment 3, and thus, negative equity
financing fails the close nexus requirem&t.

In Schwalnt?* the debtors obtained a loan to cover the stickieef the new
vehicles, taxes, tag and title, gap insurance nebe# warranty coverage and to pay
the remaining balance owed on the trade-in vehiéleShe court held that the
components of the packaged financing agreementchwhicluded the trade-in
vehicle, loan to pay off the negative equity, ahd future maintenance of the
replacement vehicle, all have a close nexus tadogisition of the new vehicfé®
The court arrived at the same conclusionirinre Cohrs™’ where the financed
negative equity was "part of a single transactiomd @ll components of the
obligation incurred [were] for the purpose of acing the property securing the
new obligation.*® The court inln re Petroccieven went so far as to hold that
financing negative equity is so deeply linked te fimancing of the new vehicle that
one would not have occurred without the otiéhis sentiment was followed by
Graupner where the court decided that the negative equitgnting was so
"inextricably intertwined" with the purchase of aw vehicle that negative equity
must be considered as part of the purchase pfice.

122 3eeGMAC v. Horne, 390 B.R. 191, 197 (E.D. Va. 2008)t{ng holding ofPajot court, which found
"negative equity payoff obligation is not necesstrythe transaction") (citation omitteddge alsoln re
Padgett, 389 B.R. 203, 212 (Bankr. D. Kan. 2008)dingl "negative equity payoff obligation is not
necessary to the transactionl); re Price, 363 B.R. 734, 741 (Bankr. E.D.N.C. 2007) (hngdioans for
negative equity are "significantly" different from othgnancial components of automobile transaction),
aff'd in part, rev'd in part sub nonWells Fargo Fin N.C. 1, Inc. v. Pricen(re Wells Fargo Fin. N.C. 1,
Inc.), No. 07-CV-133-BR, 2007 WL 5297071 (E.D.N.C. Na#, 2007).

123 5ee In reBusby, No. 0702717EE, 2008 WL 4104184, at *5 (BarkD. Miss. Aug. 28, 2008)
(rejecting argument of close nexus existing betweegative equity and acquisition of new vehicke
also In reSanders, 377 B.R. 836, 856-57 (Bankr. W.D. Tex. 20f@1Jing financing negative equity does
not give rise to close nexus between acquisitiorcalfateral and secured obligation as described in
Comment 3);In re Pajot, 371 B.R. 139, 152 (Bankr. E.D. Va. 2007) JHgre is an insufficiently close
nexus between the negative equity payoff and acqu&inew vehicle.")aff'd in part, rev'd in part sub nom.
GMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008).

124380 B.R. 630 (Bankr. M.D. Fla. 2008).

25149, at 631.

126 |d. at 633-34 (explaining items in amount financed helese nexus to acquisition of automobile,
which is in line with explanation of price in Comme3 of applicable state U.C.C3eeln re Vinson, 391
B.R. 754, 756 (Bankr. D.S.C. 2008) ("'[P]Jurchase-moneyrsy interest' requires a close nexus between
the acquisition of collateral and the secured olibbgd'). But see In reJohnson 380 B.R. at 247 (holding
financed negative equity "does not create the requitdse nexus between ‘'value given' and the [d&€ptor
acguisition of rights in the Vehicle").

127373 B.R. 107 (Bankr. E.D. Cal. 2007).

2819, at 110-11.

1291 re Petrocci, 370 B.R. 489, 499 (Bankr. N.D.N.Y 2007) {4bative equity financing is inextricably
linked to the financing of the new car. It is cldaattone would not take place without the other.").

130 Graupner v. Nuvell Credit Corp., No. 4:07-CV-37CDI0Z WL 1858291, at *2 (M.D. Ga. June 26,
2007),aff'd, 537 F.3d 1295 (11th Cir. 2008).
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The second line of cases holds the opposite—the mast be "closely allied"
with the purchase of the collatefdl. These cases find that the close nexus
requirement is a limitation on the auto lenderiitghio roll in unrelated debt to the
secured clain®® For instance, in re Pajot the court reasoned that negative equity
is essentially an unsecured deficiency claim bexdlus debt exceeds the value of
the collaterat®® Once the new auto lender pays the remaining baldacthe
previous creditor, the new auto lender should roaible to collect it as a secured
claim. |If this is accepted, then negative equiihaficing successfully elevates an
unsecured deficiency claim to not only a securaantl but as a preferential
purchase-money security interest that is fully ectéd under the hanging
paragraph® This could lead to abuse by the auto lending itrugncouraging
rolling in as much negative equity as possible tangaa security interest by riding
on the coat tails of the loan that was actuallyduse purchase the replacement
vehicle®®

In addition, these courts examine the nature ohtieg equity and compare it
to the list of items in Comment 3 and conclude thegative equity is outside the
scope of the sale transaction. The cournime Pajot noted that negative equity
was unrelated to the purchase of the new vehidause it is not "of the same type
or magnitude" as the items and expenses listedbmnmient 3 and therefore failed
the close nexus requireméfit. The court inin re Johnsonalso concluded that

131 Seeln re Sanders, 377 B.R. 836, 856 (Bankr. W.D. Tex. 200®&c(msing this line of reasoning as
having been described in Gen. Elec. Capital CommieAaiéo. Fin., Inc. v. Spartan Motors, Ltd., 675
N.Y.S.2d 626, 631 (N.Y. App. Div. 1998)).

132 See In rePajot, 371 B.R. 139, 154 (Bankr. E.D. Va. 2007) (stptiexus between negative equity
payoff and acquisition of new car is unclear, asdé&rcould just as easily pay off the debtor's stubbemts
and roll that amount into a secured claim on the reocehicle"),aff'd in part, rev'd in part sub nom.
GMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008ge alsoAmericredit Fin. Servs., Inc. v. Penrobh (e
Penrod), 392 B.R. 835, 857 (B.A.P. 9th Cir. 2008) (mppinrpose of hanging paragraph was to protect from
abuse by debtors)n re Busby, No. 0702717EE, 2008 WL 4104184, at *5-6 (BaBkD. Miss. Aug. 28,
2008) (finding no close nexus between second carefirncing).

31n re Pajot 371 B.R. at 154.

134 Seeln re Mancini, 390 B.R. 796, 801 (Bankr. M.D. Pa. 2008)n@ading negative equity does not
constitute purchase money security interest becauseuld be "converting unsecured debt into secured
debt"); In re Steele, No. 08-40282-DML-13, 2008 WL 2486060, at(Ba&nkr. N.D. Tex. June 12, 2008)
(noting "effect of the Unnumbered Paragraph is toiredull satisfaction of a deficiency claim that, at
[it], would be unsecured")n re Padgett389 B.R. 203, 211 (Bankr. D. Kan. 2008) ("[T]he 9E3+dule . . .
magically entitles the second lender's entire l@abe given secured status . . . . Some creditortiinge
paid 100% on its debt, notwithstanding that a $iggnt part of that debt is essentially unsecuredr'ye
Hayes, 376 B.R. 655, 672—73 (Bankr. M.D. Tenn. 2q0By its nature, negative equity is unsecuredtdeb
The payoff of negative equity as part of a new caclpase means the debtor converted unsecured debt into
debt nominally secured by a new item of collateral.").

135 See In re Pajot371 B.R. at 164-65 ("If negative equity were ®ihcluded as a purchase money
security interest, lenders would be rewarded for rollimg@s much negative equity as possible. It would
enable the creation of a security interest out oftwakizerwise would have been unsecured out of bardyupt
.. ..");see alsdn re Munzberg, 388 B.R. 529, 541 (Bankr. D. Vt. 2008) (frglho legislative history to
exempt auto lenders from cramdowns "“for any loans likybose made for" purchase of vehicle "within
910 days of a bankruptcy filing")n re Acaya 369 B.R. at 570 (opining hanging paragraph notiegiple
because negative equity does not create purchasey/mecarity interest).

3% re Pajot 371 B.R. at 152.
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negative equity is "not similar in nature or in gebto those listed in Comment 3
because the liability on the trade-in vehicle pdeckthe purchase of the new
vehicle®™’ At the time of sale, there were two separate &aitsns even though
they were simultaneous. The first transaction isted of the auto lender paying
the unsecured deficiency debt on behalf of the atebhd the second transaction
was a new loan to pay the purchase price of thacement vehiclé®

Although the purpose of the hanging paragraph iprtiect the interests of
automobile dealers who provide financing for custwsn it should not be
interpreted so broadly as to give purchase moraysto items that are not part of
the purchase price of the collateF8lThe problem with the broad interpretation of
Comment 3 is that it runs counter to one of thed&mental principles of the
Bankruptcy Code: to provide a fair and equitablstriution of assets to the
creditors'*® What is most offensive by giving negative equityrghase money
status is that an unsecured deficiency claim issframed and clothed as a PMSI
that is fully protected by the Bankruptcy Code. Biving negative equity
preferential "purchase money" status, this resnliscreasing the secured claim for

371n re Johnson, 380 B.R. 236, 243 (Bankr. D. Or. 2007).

1% See In re Pajot371 B.R. at 154 ("[T]he substance of the traneactihough instantaneous, is that the
second creditor is paying off the debtor's unsecueéidiency debt on the first vehicle.'ln re Lavigne, No.
07-30192, 2007 WL 34693454 at *8 (Bankr. E.D. VavND4, 2007) (explaining negative equity liability
preceded acquisition of new vehicle and "[tlhe prestaxy indebtedness was simply rolled into the new ca
loan"),aff'd in part,rev'd in part sub nonlGMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008).

139 The "hanging paragraph"” itself and the above reterdicases clearly indicate the intent was to protect
creditors from perceived abuses created by spendthbfodeprior to petitioning for chapter 13 reli&ee
In re Johnson380 B.R. at 244 ("[T]he text [of a statute] is thest evidence of the legislature's intent.")
(citation omitted);see alsoln re Pajot 371 B.Rat 154 ("If the drafters of the U.C.C. and legisiatu
enacting it wanted to include negative equity ie trefinition of purchase-money security interestoitild
have been addressed much more explicitly in thetsty text or comments."But seeJean Braucher, Rash
and Ride-Through Redux: The Terms for Holding o€decs, Homes and Other Collateral Under the 2005
Act, 13 AM. BANKR. INST. L. REV. 457, 472 (2005) (noting "Congress knows how tp 'sayment of the
underlying debt™ as "this language appears in @@cB25(a)(5)(B)(i)(I)(aa)" which strikes a blow at full
debt repayment argument). To be sure, there are otheisipres in BAPCPA that streamlined the
bankruptcy process and, in some cases, protectedrsldut the particular provision at issue here, the so-
called "hanging paragraph" of section 1325, was alsljointended to protect the interests of automobile
dealers who provide financing for custome®ge In re Lavigne2007 WL 34693454 at *11 (stressing
dramatic decrease of value of new car upon leaviradedship);see also In reDuke, 345 B.R. 806, 809
(Bankr. W.D. Ky. 2006) (highlighting title of BAPCP#&ection with hanging paragraph, "Giving Secured
Creditors Fair Treatment in Chapter 13 ... Restoring-thendation for Secured Credit" indicates legislative
intent to protect creditors with PMSI) (citation orait); see alsoShaun Mulreed, In re BlaiMisses the
Mark: An Alternative Interpretation of the BAPCPAlemestead Exemptipd3 S\N DIEGO L. Rev. 1071,
1072 (2006) (stressing how commentators see BAPCPAmg#HIng but pro-debtor").

140 seeHoward Delivery Serv., Inc. v. Zurich Am. Ins. C847 U.S. 651, 667 (2006) ("[W]e are guided in
reaching our decision by the equal distribution otiye underlying the Bankruptcy Code, and the corglla
principle that provisions allowing preferences mhestightly construed."see alsdlotal Minatome Corp. v.
Jack/Wade Drilling, Inc.16 re Jack/Wade Dirilling, Inc.), 258 F.3d 385, 387-88 (6th 2001) ("There is . .

. a general presumption in bankruptcy favoring etuat distribution such that 'if one claimant is be
preferred over others, the purpose should be cleartfrerstatute.” (quoting Nathanson v. NLRB4 U. S.
25, 29 (1952))):Drexel Burnham Lambert Group, Inc. v. Galadari, No. 84. @602 (CBM), 1987 WL
6164, at *18 (S.D.N.Y. Jan. 29, 1987) ("The guidpmg@mise of our Bankruptcy Code is the equality of
distribution of assets among creditors.") (citation teed)).



492 ABI LAW REVIEW [Vol. 16: 463

the vehicle financier while reducing the availafileds to pay other unsecured
claims™*

Negative equity is not a part of the purchase pdtehe collateral simply
because it increases the amount of the loan olstainpurchase the new vehi¢fé.
Furthermore, negative equity is not given to endiiedebtor to acquire rights in
the new vehicle because the funds were not uspdytthe actual purchase price of
the vehicle®® There is no close nexus between negative equiytiza acquisition
of the collateral because the nature of negativgty ¢ not to purchase the vehicle

but to pay off existing debt?
[ll. THE DUAL STATUS RULE WITH TRACING
U.C.C. section 9-103 expressly left open the treatnof PMSIs in consumer

transactions while directing that the dual status be applied for non-consumer
goods transactiont§®> As a result, some courts apply the dual status while

11 |In re Steele, No. 08-40282-DML-13, 2008 WL 2486060, at(B&nkr. N.D. Tex. June 12, 2008)
("[T]he increase of secured debt resulting from appbcaof the Unnumbered Paragraph in favor of a
deficiency will reduce what is available to pay othasecured claims."§ee In re Pajot371 B.Rat 146 n.9
(illuminating how even before BAPCPA was enactedstrunsecured claim payments amounted to "mere
pennies on the dollar"But seeDaimlerChrysler Fin. Servs. Ams. LLC v. Ballafih re Ballard), 526 F.3d
634, 640 (10th Cir. 2008) (explaining how unsecureditoes can pursue deficiency claims on basis obstat
law and contract with debtor).

142 Seeln re Busby, 0702717EE, 2008 WL 4104184, at *5 (Bankr..9Viss. Aug. 28, 2008) (stating
negative equity is unrelated to acquisition of éention of new vehicle and instead is second tcdiosg;
see also In reBrodowski, 391 B.R. 393, 398-99 (Bankr. S.D. Tex0&0(stating "purchase of the new
vehicle and the refinancing of the negative equitythe old vehicle [are] two separate and distinct
transactions") (citation omittedut seeGraupner v. Nuvell Credit Corpln(re Graupner), 537 F.3d 1295,
1301 (11th Cir. 2008) (holding "negative equity otmaae-in vehicle is ‘debt for the money required t&ena
the purchase' of the new vehicle").

143 Seeln re Brodowski 391 B.R. at 398 (holding "refinancing of negativguigy . . . is not a legal
requirement for the debtor to acquire rights in théateral and therefore does not '‘enable’ the accouisitf
rights in the new vehicle"see also In r&anders, 377 B.R. 836, 853—-54 (Bankr. W.D. Tex. 20Q@31ding
funds used to pay off negative equity do not endklgtor to acquire rights in new vehiclBut seeGMAC
v. Horne, 390 B.R. 191201-02 (E.D. Va. 2008) (disagreeing with decisionbarfkruptcy courts imn re
Pajot andIn re Lavignewhich reached conclusion that "negative equitpas value given to enable the
debtors to acquire rights in or use of the collatgral”

144 See In reJohnson, 380 B.R. 236, 247 (Bankr. D. Or. 2007) {hgldfinanced negative equity is
nothing more than a refinance of the pre-existing d&@d on" vehicle traded in and "does not create th
requisite close nexus between 'value given' andidiletor's] acquisition of rights in the [v]ehicle®ge also
In re Sanders377 B.R. at 857 (stating while financing of négatquity was important part of transaction
and enabled transaction to occur, it does not erEddse nexus between the acquisition of collatndlthe
secured obligation")But see In reMyers, No. 07-11145-AJM-132008 WL 2445214, at *6 (Bankr. S.D.
Ind. June 13, 2008) (determining "financing of the tiggaequity was an expense that was both part of the
‘price of the collateral' and the 'value given' thaabled the Debtor to acquire rights in the Vehicle"
therefore satisfying close nexus).

145 SeeN.Y. U.C.C.LAW § 9-103(h) (McKinney 2003) (stating it is up to caitt determine proper rules
in consumer-good transactionsge alsdn re Munzberg, 388 B.R. 529, 545 (Bankr. D. Vt. 2008) (atgti
under applicable state U.C.C. law, "dual-status isilenly applicable to non-consumer goods transactions
and it is up to the court to determine proper rulecémsumer-goods transactions); Hasypranote 45, at
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others apply the transformation rule for consummsds *® Under the dual status
rule, the loan is apportioned into a purchase mari#igation and a non-purchase
money obligatiort?” Only the pure purchase money portion, the amoahiady
used to satisfy the price of the vehicle, is gielh protection under the hanging
paragraph such that the actual amount financedrexdoy the vehicle will be
treated as a fully secured clatffi. The portion that is not purchase money, such as
negative equity, would be subject to section 5@6rbation*°

Without the hanging paragraph, lenders would oabeive a secured claim up

to the value of the collateral, with the remainafgigation remaining unsecuréd.

1119-20 (discussing role and purpose of U.C.C. @e@+103 in treatment of PMSI in consumer good
transactions and non-consumer good transactions).

146 Seeln re Bushy 2008 WL 4104184 at *6 (applying dual status rolednsumer goods transactiors);
re Munzberg 388 B.R. at 545 (discussing ability of courtsclmose between transformation rule and dual-
status rule and how courts are split on which tesipiay); In re Vega, 344 B.R. 616, 622-23 n.29 (Bankr.
D. Kan. 2006) (noting dual status rule applies to lwotmmercial and consumer transactions in Kansas).

147 See In reJohnson 380 B.R. at 248 (stating "dual status rule 'allensecurity interest to have both the
status of a PMSI, to the extent that it is secureddiateral purchased with loan proceeds, and thasstd
a general security interest, to the extent that tilateral secures obligations unrelated to the pur¢hase
(quoting In re Petrocci, 370 B.R. 489, 504 (Bankr. N.D.N.Y. 2007)y;re Linklater, 48 B.R. 916, 919
(Bankr. D. Nev. 1985) (discussing how under dual statde court determines "extent to which goods
secure their own purchase price" as well as other peesf)see alsdG. Ray WarnerConsumer Avoidance
of Non-purchase-money Security Interests Under Révisticle 9 20 Av. BANK. INST. J. 22, 22 (Nov.
2001) (discussing courts following "dual-status' 'tdleld security interest can "be partly purchase-money
and partly non-purchase-money").

148 See Citifinancial Auto v. Hernandez-Simpson, 369 B.F6, 316 (D. Kan. 2007) (acknowledging
purchase-money security interest does not lose iisssés PMSI under section 9-103(f) of Kansas U.C.C.);
In re Lavigne, No. 07-30192, 2007 WL 3469454, at *4 (BarikD. Va. Nov. 14, 2007) (noting "[i]f a
creditor has a [PMSI] in a vehicle purchased for thesspnal use of the debtor in the 910 days before the
debtor filed for bankruptcy," then "the hanging paagpdr prohibits the court from confirming a Chapter 13
plan that makes a creditor unsecured to the extemutstanding loan exceeds the value of the coditlje
aff'd in part, rev'd in part sub nof&EMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008);re Petrocci 370 B.R.
at 504 (noting dual status rule "allows a securitgrizst to have both the status of a [PMSI], to thergxt
that it is secured by collateral purchased with loat@eds, and the status of a general security intéoest,
the extent that the collateral secures obligatiomslated to its purchase™) (citation omittese alsdn re
Vega 344 B.R. at 622-23 (determining debtor's chapteplaB® meets provisions of section 1325(a) by
"providing full payment of that portion of . . . alarepresenting its purchase money security interest").

149 See In reHayes, 376 B.R. 655, 658 (Bankr. M.D. Tenn. 2007)d{fig "protection from bifurcation"
unavailable where "creditors do not claim purchaseneyosecurity interests in some items of their
collateral"); see also In rdBurt, 378 B.R. 352, 365 (Bankr. D. Utah 2007) (fimgliPMSI is not subject to
cram down, even if dual status rule were appliBd)id Gray CarlsonCars and Homes in Chapter 13 After
the 2005 Amendments to the Bankruptcy ChdeAm. BANKR. INST. L. REV. 301, 350 (2006) ("If, however,
there is a surplus following the purchase money #gcmterest, section 506(a) bifurcation could supaly
positive secured claim with regard to this secondonorhase money security interest.").

1%05eel1 U.S.C. § 506(a)(1) (2006). Section 506 states:

An allowed claim of a creditor secured by a lien ooperty in which the estate has an
interest . . . is a secured claim to the extenhefvialue of such creditor's interest in the
estate's interest in such property, or to the extetiie amount subject to setoff, as the
case may be, and is an unsecured claim to the etanthe value of such creditor's
interest or the amount so subject to setoff istleas the amount of such allowed claim.
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Over time, consumer goods depreciate in value,cépemotor vehicles; as soon
as they are driven off the lot, which has the cquseace of decreasing the lender's
secured claim in bankruptcy: At the time of the contract, both parties expéet t
the vehicle is used to secure the entire loan.erAfting the bankruptcy petition,
section 506 strips down the amount of secured dedrhatically and lenders lose
the benefit of having their entire loan treate@ dslly secured claint?

At first glance, the dual status rule seems apmtprbecause the secured
lender will receive accurate protection under thending paragraph without
negatively affecting the other creditors. The kndill have a secured claim for
the actual purchase money obligation, which is wheatcreditor is entitled to under
the hanging paragraph and the remaining non-puecblalggation will be bifurcated
under section 5067 However, the complexities with tracing and therplanguage
of the provision do not support application of thel status rule.

The policy behind the dual status rule is thatnicaurages "refinancing under
circumstances where the creditor has the burdedeofonstrating the extent to
which a security interest retains its purchase martearacter, benefitting both
buyer and seller by facilitating the sale of consurgoods.’®* Although policy

see alscAssocs. Commercial Corp. v. Rash, 520 U.S. 953, 96(1897) (reading section 506 to provide
limit on secured portion of creditor's claim to vahfecollateral); 4 ©LLIER ON BANKRUPTCY, § 506.03, at
506-9 (Alan N. Resnick et al. eds., 15th ed. rev.62@Aoting "the secured portion of the claim [ishiied

to the value of the collateral™) (citation omitted)

151 Seeln re Padgett389 B.R. 203, 211 (Bankr. D. Kan. 2008) (noting-BAPCPA, “rapid deterioration
of motor vehicles" led to debtors "only paying awsed claim equal to the depreciated value of the)clr"
re Callicott, 386 B.R. 232, 237 (Bankr. E.D. Mo. 20@8jscussing legislative intent to prevent creditors'
secured claims from being "reduced by rapid depreciaf collateral™) (citation omitted)n re Pajot, 371
B.R. 139, 159 (Bankr. E.D. Va. 2007) (noting in tilmefore BAPCPA, "[d]ue to the rapid depreciation of
motor vehicles the moment they leave the dealet;slébtors could often reap a benefit by crammingrdow
the debt, only paying a secured claim equal to #pretiated value of the cargff'd in part, rev'd in part
sub nomGMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008).

12 See In reEstrada, 387 B.R. 875, 879 (Bankr. M.D. Fla. 2008) (olisg debtors' use of section 506 to
"'strip down™ lien to collateral's value) (citatiomitted); In re Sanders, 377 B.R. 836, 844-45 (Bankr. W.D.
Tex. 2007) (noting effect of "'strip down™ on canélers prior to BAPCPA and remedy enacted by Congress
in response to their complaintdjy re Barnes, 207 B.R. 588, 590 (Bankr. N.D. lll. 1997) (ankiedging
"'stripdown" of creditor's claim as "possible valoa alternative[]" under section 506).

153 See In reLook, 383 B.R. 210, 219-20 (Bankr. D. Me. 2008) (aigigevith previous decision stating
dual status rule is appropriate in "non-bankruptcytexdnwhen deciding . . . whether and to what exéent
creditor retains a purchase money security interesh\phet of the consumer debt is a non-purchase money
obligation™) (citation omitted)Jn re Westfall, 376 B.R. 210, 219 (Bankr. N.D. Ohio 20@finding dual
status rule to be preferable, and transactions vatiichase money components” would be secured and
"nonpurchase money components . . . [would] be stégjeto bifurcation");In re Pajot, 371 B.R. at 162
(noting "[iln many situations the collateral value less than the purchase-money debt and there is no
collateral value 'left over'; when bifurcated, #mire non-purchase-money portion is unsecured" [jjfit "
however, the collateral value is greater than thelmse-money portion of the claim, . . . there is now
collateral 'left over' to secure some of the non-pasehmoney portion when that portion is bifurcatethen
second step").

4 In re Acaya, 369 B.R. 564, 570 (Bankr. N.D. Cal. 2007jir{gi Borg-Warner Acceptance Corp. V.
Tascosa Nat'l| Bank, 784 S.W.2d 129, 135 (Tex. A990)).See In rdDale, No. 07-32451-H5-13, 2007 WL
5493483, at *6 (Bankr. S.D. Tex. Sept. 17, 2007) (deisey dual status rule as ™supportive of a public
policy encouraging refinancing™) (citation omitted®y'd, In re Dale, No. H-07-32451, 2008 WL 4287058
(S.D. Tex. Aug. 14, 2008)n re Linklater, 48 B.R. 916, 919 (Bankr. D. Nev. 1985) (ngtdual status rule
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encourages application of the dual status rule, theme the rule reflects

congressional intent behind the paragraph is dbledfi The legislative history of

the hanging paragraph, titled "Giving Secured QGoesdliFair Treatment in Chapter
13 . . . Restoring the Foundation for Secured Gtétfi expresses Congressional
intent to protect the vehicle financier's secureaght for the PMSI at the time of the
contract without having it stripped down by sectki6 bifurcation at the time of
filing the bankruptcy petitior?’

However, at least one court has found that dualistdoes not carry out
legislative intent. The court im re Price held that the hanging paragraph only
protects claims that are wholly secured by PM&ldf the court were to allow
portions of the claim to be protected by the haggiaragraph, the court reasoned
that it would "essentially write the words 'sometjpm of the debt' into the statute
where they do not now exist® Application of dual status assumes that Congress
intended for courts to read into the statute wdhdd are absent and encouraged
dissection of claims to determine what portionta entire claim will be protected
under the hanging paragrapffilf Congress actually intended to provide protectio
for claims that are only partially secured by a RMScould have easily done so as
it had done in other sections of the Cdde.

is used to determine whether perfected PMSI in consgo®ds exists, and discussing underlying policy of
"facilitat[ing] the sales of consumer goods").

155 See In reSparks, 346 B.R. 767, 771 (Bankr. S.D. Ohio 2006)dolisg "[i]t is not clear, however,
why limiting (not eliminating) cram downs by debtorswd be an absurd result where it directly addresses
the perceived abuse in a proposed amendment cagpti@i¥/ING SECURED CREDITORS FAIR
TREATMENT IN CHAPTER 13 . .. (b) RESTORING THE FOUNDKN FOR SECURED CREDIT").
But seeHorr v. Jake Sweeney Smartmart, Inc., No. 1:07-CV-00@D07 WL 1989611, at *4 (S.D. Ohio
July 6, 2007) (noting debtors in this case concedleeré is very little evidence to reflect what Congress
intended by the language it chose to enact in éimging paragraph").

1%6 Bankruptcy Abuse Prevention and Consumer ProtectitinoA2005, Pub. L. Nol09-8 § 306, 119
Stat. 23, 80.

157 See id. see alsoAmeriCredit Fin. Servs., Inc. v. Lon@n re Long), 519 F.3d 288, 293-94 (6th Cir.
2007) (noting hanging paragraph is called "anti-b#ition™ paragraph, and referencing "sparse" letivga
history supporting conclusion "paragraph was onlgrided to prohibit debtors from cramming down debt");
Gen. Motors Acceptance Corp. v. Peaslee, 373 B.R, 262 (W.D.N.Y. 2007) (holding Congressional
"intent was to protect creditors from perceived abuseated by spendthrift debtors prior to petitioning for
Chapter 13 relief").

%8 |n re Price, 363 B.R. 734, 742 (Bankr. E.D.N.C. 2007) (agreevith debtors' reading of hanging
paragraph's "strip down" limitation as inapplicaiflgart of debt is secured by purchase money sgcuri
interest),aff'd in part,rev'd in partsub nomWells Fargo Fin. N.C. 1, Inc. v. Prickn(re Wells Fargo Fin.
N.C. 1, Inc.), No. 5:07-CV-133-BR, 2007 WL 52970710(.C. Nov. 14, 2007).

1%91d. SeeAmericredit Fin. Servs., Inc. v. Penrda ¢e Penrod), 392 B.R. 835, 856 (B.A.P. 9th Cir. 2008)
("Congress did not state specifically that the hamgiaragraph applied to a claim or debt 'or any part
portion' of either.");In re Johnson, 380 B.R. 236, 250 (Bankr. D. Or. 2007) (ufrsg Congress did not
"specify that the [h]anging [p]aragraph could be appliely to the 'entire’ claim or debt").

160 seeln re Busby, No. 0702717EE, 2008 WL 4104184, at *6 (BaSkR. Miss. Aug. 28, 2008) ("Since
the Court has adopted the dual-status rule, thet@oust now determine which amount is shielded from
bifurcation by the hanging paragraph.See generally In re Price363 B.R. at 745-46 (applying
transformation rule rather than dual status rule becduse purchase price and the amount of the negative
equity would be difficult to compute").

161 See In re Price363 B.R. at 743 ("If Congress intended the hangiagagraph to provide for the
disparate treatment of a claim that is only pdytiaécured by a purchase money security interesuildc
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The dual status rule, in its application to PMSs,not new and has been
applied even before the hanging paragraph was eahd¢in 1991, inlonosphere
Clubs, Inc. v. Shugrd® the court explained:

This rule has been referred to as the "dual statuls; because it
allows a security interest to have both the stafus PMSI, to the
extent that it is secured by collateral purchasit lwan proceeds,
and the status of a general security interesthéoeixtent that the
collateral secures obligations unrelated to itspase®*

Although the court adopted the dual status ruler dlve transformation rule, the
court also recognized that some problems may arise:

Of course, where the obligations are owed to differcreditors,
there is no problem in allocating payments to d@adfvidual loan.
The only complexity arises when the debtor takedtiphe loans
from a single creditor to finance multiple purchgssith each loan
secured by security interests in all of the puretagroperty. In
this event, the debtor might make a single peripdigment to the
creditor rather than separate payments on each loathe event of
default, the creditor must be able to determine howch is
outstanding on each loan, to determine how muchP/MSI exists
in each of the purchased itefs.

The complexity the court describes, when the detatkes multiple loans from a
single creditor secured by the purchased propéstgxactly what the negative
equity cases present and therefore the dual statesshould not be adopted or
applied to mixed PMSIs under the hanging paragt&pin these negative equity

easily have done so as it had in other sectionkeofOode.");see alsdKeene Corp. v. United States, 508
U.S. 200, 208 (1993) (stating where Congress inclodgsin language in one section of a statute buimno
another, it is presumed Congress acted intentionédiyation omitted).See generallyfColeman v. Cmty.
Trust Bank [n re Coleman), 426 F.3d 719, 725-26 (4th Cir. 2005) (agpresence of certain phrase in
part of statute and absence in other part shows Cssigteility to include limitation where desired).

182 SeePristas v. Landaus of Plymouth, Indn (re Pristas), 742 F.2d 797, 800-01 (3d Cir. 1984)
(supporting use of dual status rule and discussisgoénefits);In re lonosphere, 123 B.R. 166, 172
(S.D.N.Y. 1991) (referring to dual status rule allogvsecurity interest to be both PMSI and generalrégcu
interest);see also In reHemingson, 84 B.R. 604, 607 (Bankr. D. Minn. 1988jcepting dual status rule
because it is "in harmony with" Bankruptcy Coft)ation omitted).

163123 B.R 166 (S.D.N.Y. 1991).

8414, at 172.

18514, at 172—73 (footnote omitted).

16 Compare In rePrice, 363 B.R. 734, 745-46 (Bankr. E.D.N.C. 2008}ity previous decision fromm
re Peasleewhich stated dual status should not apply for mi¥SIs and agreeing "generally when
negative equity is involved, the appropriate ruléhis transformation rule") (citation omitte@ff'd in part,
rev'd in partsub nomWells Fargo Fin. N.C. 1, Inc. v. Prick(re Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-
CV-133-BR, 2007 WL 5297071 (E.D.N.C. Nov. 14, 200#jth In re Munzberg, 388 B.R. 529, 545-46
(Bankr. D. Vt. 2008) (acknowledging split in coustst adopting dual status rule for mixed PMSBge
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cases, the debtor takes a purchase money loandbase the new vehicle and also
takes a loan to pay off the existing debt of threevahicle, both of which are secured
by the new vehicle. In reality, the actual purehpsce of the replacement vehicle
is difficult to determine since the price is affedtby the allowance given by the
seller for the trade-in vehicle. The complexit@stracing compounded with the
difficulty of ascertaining how much of each loansazaid down over time is one of
the main reasons why the dual status rule is irgpjate to apply to mixed PMSIs
in these negative equity cases. The courlninre Price®’ recognized these
difficulties of tracing:

Not only must the court factor in the value of thehicle being

traded-in and the value of the automobile beingl,sibimust also

ascertain how pre-bankruptcy payments should loeatkd to the

purchase money and non-purchase money componenthieof
secured debf®

Due to the tracing problem, at least one courthedd that the dual status rule will
only be applied if there are contractual provisiatlscating the debtor's monthly
payments between the purchase-money and non-perchasey portions of the
debt!® The retail installment contracts usually state thial amount the buyer
owes to the auto lender without indication of howaim negative equity debt was
included. Time consuming and costly evidentiargrirgs would be necessary to
determine exactly how much of the total amountuscpase money that would be
protected under the hanging paragrapin addition, the debtor usually makes one
monthly payment to the creditor under the securifieement to pay down the total

generally In reBrodowski, 391 B.R. 393, 398-99 (Bankr. S.D. Tex. &0@liscussing second loans on
vehicles and their implications on negative equitgt BMSIs).

167363 B.R. 734, 745-46 (Bankr. E.D.N.C. 2007) (holdfmegative equity involved, transformation rule
is more appropriate over dual statusff;d in part,rev'd in partsub nomWells Fargo Fin. N.C. 1, Inc. v.
Price (n re Wells Fargo Fin. N.C. 1, Inc.), No. 5:07-CV-133-BR, Z00/L 5297071 (E.D.N.C. Nov. 14,
2007). See generallArkison v. Frontier Asset Mgmt.r{ re Skagit Pac. Corp.), 316 B.R. 330, 338-339
(B.A.P. 9th Cir. 2004) (discussing tracing pre-petitaord application to case involving vehicles), Harris J
Diamond, NoteTracing Cash Proceeds in Insolvency ProceedingseUévised Article 9 Av. BANKR.
INST. L. REV. 385, 407-11 (2001) (reviewing tracing requirementiagpinder "reasonable assumptions™
method and "lowest intermediate balance rule" artithg@revalence of LIBR).

%8 See In re Price363 B.R. at 746.

%9 See In reTuck, No. 06-10886-DHW, 2007 WL 4365456, at *3 (BarMrD. Ala. Dec. 10, 2007) ("An
allocation provision is necessary in order to deteemmihen the purchase-money portion is paid resulting i
the release of the collateral from the liensgg also In r&Riach, No. 07-61645-aerl13, 2008 WL 474384, at
*4-5 (Bankr. D. Or. Feb. 19, 2008) (noting it would'leost equitable . . . to allocate the monthly pawpts
pro rata between the purchase money and non-purchase momgyonents" yet does not cite tracing
problem) (citation omitted); Harngupranote 45,at 1113-14 (discussing court's choice to imposet-ifirs
first-out . . . method for allocating payments oms&amer credit obligations . . . after determiningehgere
no contractual provisions to the contrary" in situafiovolving PMSI) (citation omitted).

1%See In re Peaslee, 358 B.R. 545, 559 (Bankr. W.D.N.Y. 2006)igoadopting dual status rule might
result in "having to conduct numerous and extensiidentiary hearings" if cases did not settie}e also In
re Dorsey Trailer Co., No. 04-32662, 2007 WL 4166170t4a(Bankr. M.D. Ala. Nov. 20, 2007) (noting
carve outs provide avoidance of evidentiary hearsagysng time and money).
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amount owed. However, when the debtor files farkpaptcy, it must be proven
how much each payment was used to pay down thdivegauity and how much
of the monthly check was used to pay off the pusehmoney debt! These
hearings are extremely time consuming, generatertoch uncertainty and drain
the funds of the bankruptcy estate The benefits of having a hearing do not
outweigh the financial harm and delay, especialhemwthe chapter 13 individual
debtor is seeking a "fresh start" in bankruptCy.

Although ultimately adopting the dual status rul@mwthe transformation rule,
the court inln re Pajot recognized further complications as a result ef dual
status application. The allocation of monthly payns pre-petition to pay down
the debt could be treated in three ways:

[(1) apply] all payments from the time of sale iy bankruptcy .

. . to reduce the purchase-money portion of thiencfast, leaving

untouched the non-purchase-money portion . . . §@ply the

payments] first to the non-purchase-money portibthe claim . . .

[(3)] pro-rate the pre-bankruptcy payments to bibid purchase-
money portion and the non-purchase-money portiadiging each
proportionally*™

Furthermore, the court ilonosphergocused "on whether the collateral is taken to
support a purchase-money obligation, not on whethenay also support other
obligations.*” Although both negative equity and the purchase epabligation
are secured by the new vehicle, this is only sigaift because both debts can be
filed as secured claims. The purchase money dhiiga connection with the new
vehicle is one that is specially protected undertthnging paragraph because it is

"1 5ee In reConyers, 379 B.R. 576, 583 (Bankr. M.D.N.C. 2007Yifpthree options for pre-bankruptcy
payments as all applied to purchase-money, all appghe non-purchase money, or pro-rateti); re
Blakeslee, 377 B.R. 724, 730 (Bankr. M.D. Fla. 2008@tifsy court must allocate "pre-bankruptcy payments
to the purchase money and non-purchase money poxfotiee secured debt") (citation omittedi re
Price, 363 B.R. at 746 ("Not only must the court factotthe value of the vehicle being traded-in and the
value of the automobile being sold, it must alsweasin how pre-bankruptcy payments should be alldcate
to the purchase money and non-purchase money contsmfahe secured debt."”).

172 SeeHakim v. Payco-Gen. Am. Credits, Inc., 272 F.3d 9325 (7th Cir. 2001) (noting "bother,
expense, and uncertainty" of evidentiary heaririting Overhauser v. United States, 45 F.3d 10858108
(7th Cir. 1995))see also In ré&reenberg, 105 B.R. 691, 697 (Bankr. M.D. Fla. 198&)yuiring evidentiary
hearing to establish "designation of allocation @fpents on a tax claim").

13 |n re Kontrick, 295 F.3d 724, 733 (7th Cir. 2002) (notingdhifest goals of Congress [in bankruptcy
are] to resolve the matter of dischargeability prompiiygl definitively in order to ensure that the debtor
receives a fresh start"); Am. Law Ctr. v. Stanléy (e Jastrem), 253 F.3d 438, 442 (9th Cir. 2001)
(discouraging efforts by creditor to circumvent destéresh start in bankruptcyln re Morgan, 197 B.R.
892, 896 (N.D. Cal. 199noting "overriding goal of the Bankruptcy Code"tisprovide ""fresh start™"
for debtor) (citation omitted).

4 |n re Pajot, 371 B.R. 139, 161 (Bankr. E.D. Va. 20Gi#jd in part, rev'd in part sub nanGMAC v.
Horne, 390 B.R. 191 (E.D. Va. 2008).

5 Harry, supranote 45,at 1108-09 (discussing various cases where courtsagjeansformation rule
and used dual-status rule) (citation omitted).
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an obligation whose purpose is to purchase (andetosecured by) the new
vehicle?”® On the other hand, the loan advanced to satisfatie equity is just

another obligation incurred to pay off an existimigigation, secured by collateral
that happens to be another vehicle. If the duatustrule is adopted, the
opportunity is open for lenders to abuse this byleedrafting their boilerplate retail
installment contracts and increasing the "pricethaf vehicle, concealing the fact
that rolled-in negative equity is the cause for rttarked up "price’”’ The average

consumer may not realize the significance of rgliim both loans, giving the false

impression that only one purchase money loan exists
IV. THE TRANSFORMATIONRULE

Under the transformation rule, if non-purchase rfitiag is included in the
purchase money obligation, the entire debt losepirchase money charactér.
The transformation rule is the appropriate ruleapply in these negative equity
cases because it "prevent[s] overreaching creditors retaining title to all items
covered under a consolidation contract until the i@m purchased is paid for'®
Arguments based on statutory construcflorand overall efficiency of the
bankruptcy system support the transformation rule.

16 5eel1 U.S.C. § 1325(a) (2006). The hanging paragraptsstate

[S]ection 506 shall not apply to a claim describedhiat paragraph if the creditor has a
purchase money security interest securing the debislthe subject of the claim, the
debt was incurred within the 910-day preceding the dé the filing of the petition,
and the collateral for that debt consists of a meéticle . . . acquired for the personal
use of the debtor, or if collateral for that debt d¢stissof any other thing of value, if the
debt was incurred during the 1-year period precediagfiing.

17 See generallyn re Graupner, 356 B.R. 907, 907 (Bankr. M.D. Ga. 200&)ogeizing term "price” was
ambiguous in the state statute because it coulah mhea"'sticker' price of the collateral” but alstHer costs
related to and contemporary with the purchase ottfiateral"),aff'd sub nomGraupner v. Nuvell Credit
Corp., No. 4:07-CV-37CDL, 2007 WL 1858291 (M.D. Gand 26, 2007)aff'd, 537 F.3d 1295 (11th Cir.
2008); In re Carter, 169 B.R. 227, 229 (Bankr. M.D. Ga. 1993) (hgdcreditor never took PMSI in
collateral because original contract was not exectgtesecure purchase price of collateral, but "wéer to
secure the pre-existing balance" of debtor's openuatawith creditor); Mark Products U.S. v. Interfirst
Bank, 737 S.W.2d 389, 394 (Tex. App. 1987) ("Any siégunterest taken as security for a pre-existing
claim or antecedent debt is excluded from the puechamey category.") (citation omitted).

178 See In reBlakeslee, 377 B.R. 724, 730 (Bankr. M.D. Fla. 200[he secured creditor is deemed not
to possess a purchase money security interest aothpurchase money component transforms the entire
claim into a non-purchase money security intere@titation omitted)see alsdn re Pajot 371 B.R. at 157;

In re Acaya, 369 B.R. 564, 570 (Bankr. N.D. Cal. 200#)re Price, 363 B.R. 734, 745 (Bankr. E.D.N.C.
2007),aff'd in part,rev'd in partsub nomWells Fargo Fin. N.C. 1, Inc. v. Prick(re Wells Fargo Fin. N.C.
1, Inc.), No. 5:07-CV-133-BR, 2007 WL 5297071 (E.D.NNow. 14, 2007).

9 See In re Acaya369 B.R. at 570-71 (citing Borg-Warner AcceptanogpCv. Tascosa Nat'l Bank, 784
S.w.2d 129, 134-35 (Tex. App. 1990)).

180|n pari materig a canon of statutory interpretation, is not disedsa this note because every state has
its own body of law with definitions that could bead together with the U.C.C. terms, such as "pri€&ie
collateral. However it should be noted that courtsthss doctrine to determine whether "statutes adithigess
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First, the new provision, proposed by the autoilegpihdustry, should not give
auto lenders more than they are entitled to unddaia language interpretation of
the hanging paragraph, especially since the anémding industry was responsible
for its drafting'®* Secondly, the transformation rule will incentiviaeto lenders to
carefully draft their contracts with consumers hiey want protection under the
hanging paragraph. Courts that follow the tramafdgion rule apply it as a default
rule when there are no provisions in the retaitalment contract indicating the
extent to which the loan is actually used to pusehthe new vehicl€? The
transformation rule imposes the burden on the tweth protect its interests in the
contract rather than rely on the courts to intargtatutory provisions and "distill
from a mass of transactions the extent to whicte@urity interest is purchase
money."® Lastly, the application of the transformation rigebeneficial to the
entire bankruptcy proces¥. The evidentiary requirement is simpler than theopr
requirements of the dual status rule; it is les®ly and costly for the debtor and
the estate and benefits all the other creditors arveanot auto lenders.

the same subject matter generally should be reafittesy were one law.'Lafferty v. St. Riel, 495 F.3d 72,
82 (3d Cir. 2007) (quoting Wachovia Bank v. Schmi#t6 U.S. 303, 305 (2006)pee In rePetrocci, 370
B.R. 489, 501 (Bankr. N.D.N.Y. 2007) (observing und@wNYork case law, where no contrary intent,
similar laws are to be construed similarly) (citatmmitted). For instance, the term "price" in the U.AsC
not defined, but many states have adopted its ovatoMVehicle Sales Financing Act ("MVSFA").
Although many courts recognize this doctrine, sometschave been hesitant to rely on other bodies td sta
law that were enacted with different purposgse In reMancini, 390 B.R. 796, 802-05 (Bankr. M.D. Pa.
2008) (stating even assuming U.C.C. and MVSFA atmeteeadn pari materig this reading of two statutes
would not provide answer to issue at hand, and MVSFS "enacted to protect consumers" while the
U.C.C. of particular state was adopted to govern icneaif security interests; therefore U.C.C. would be
considered controlling law as to issue of createysity interests).

181 SeeWilliam C. Whitford, A History of the Automobile Lender Provision of B, 2007U. ILL. L.
Rev. 143, 176-77 (2007) (introducing "Abraham Amendniemthich was later codified as "Hanging
Paragraph,” on House Floor by Senator Abraham of igéeh which was done "at the behest" of auto
finance industry);see alsoHarry Stoffer,Lobbyists Push Industry's Problems with '‘Cramdowto ithe
Spotlight AuTomoTIVE NEwS, Oct. 26, 1998, at 28 (noting Senator Abraham's @dtivolvement in
hanging paragraph amendment).

See generallyn re Blakeslee 377 B.R. at 730 (noting when transformation rulepglicable);In re
Price, 363 B.R. at 746 (noting application of transform@trule "generally when negative equity is
involved").

183 |n re Peaslee, 358 B.R. 545, 559 n.18 (Bankr. W.D.N.\Y06}{citation omitted)SeeSnap-On Tools
v. Freemanlf re Freeman), 956 F.2d 252, 255 (11th Cir. 1992) (notlender must provide some method
‘for determining the extent to which each item dfateral secures its purchase money") (citation tea)t
In re Coomer, 8 B.R. 351, 355 (Bankr. E.D. Tenn. 1980)H&wWa lender consolidates a purchase money
loan with a nonpurchase money loan, it effectivgiyes up its purchase money status unless thererie so
method provided for determining the extent to wteelsh item of collateral secures its purchase mgney.

184 See In rePajot, 371 B.R. 139, 158 (Bankr. E.D. Va. 2007)tiistptransformation rule is simpler than
dual status rule)see alsdn re Lee, 169 B.R. 790, 792 (Bankr. S.D. Ga. 1994) (gdiiansformation rule
holds "purchase money security interest used tarsethe purchase price of goods sold in a particular
transaction is "transformed" into a nonpurchase p@®eurity interest when antecedent or after-acquired
debt is consolidated with the new purchase undercongact™ (quotindn re Freeman, 124 B.R. 840, 843
(N.D. Ala. 1991))).
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A. The Hanging Paragraph Means What It Says

The legislative history surrounding the hangingagaaph titled, "Restoring the
Foundation for Secured Credit,” was aimed at com@ad particular abuse by
chapter 13 debtors in "purchasing a car shortlgigeh chapter 13 bankruptcy filing
and taking advantage of the substantial depreaidiat occurs immediately when a
new car is driven off the lot to cram down the seducreditor's collateral
interest.*®® The "restoring" was meant to convert the remainingecured claim,
after bifurcation, back to a secured claim thergbyng the auto lender a fully
secured claim for the full amount of the loan religss of the value of the
collateral'®® The legislative intent behind this provision wasensure that debtors
would "not load up on vehicle-secured debt pretipetionly to cram it down to the
collateral value in bankruptcy®

Bankruptcy courts have "not hesitated to interpinet provisions of BAPCPA
'as written' even when such an interpretation sdetméoe at cross purposes with
the intentions of the drafter§® Any interpretation that would broadly include
loans used for other purposes, such as payingnoéindecedent debt should not be
protected™® If the auto lending industry recognized that pgyiff negative equity

185 |n re Johnson, 380 B.R. 236, 250 (Bankr. D. Or. 208Tjtseeln re Ford, 387 B.R. 827, 830 (Bankr.
D. Kan. 2008) (disagreeing with courts holding "negatquity is not secured by a PMSISee generally
In re Hayes, 376 B.R. 655, 676-84 (Bankr. M.D. Tenn. 20@7scussing legislative history of hanging
paragraph).

186 SeeH.R. Rep. No. 109-31, pt. 1, at 17 (200%s reprinted in2005 U.S.C.C.A.N. 88, 103ee also
AmeriCredit Fin. Servs., Inc. v. Longn(re Long),519 F.3d 288, 294 (6th Cir. 2008) ("[L]egislativethiy
supports the conclusion that the paragraph wasioténded to prohibit debtors from cramming down debt
when they elect to retain collateral under § 1325(6B(5)); Wells Fargo Fin. Acceptance v. Rodriguéz (
re Rodriguez), 375 B.R. 535, 548 (B.A.P. 9th Cir. 20@@pserving "[i]t is apparent that Congress intended
to take away the right of debtors to reduce theiussd obligations on retained 910 vehicles to thaevaf
the vehicles" (citing 11 U.S.C. § 1325(a)(5)(B) (2006))).

87 1n re Johnson380 B.R. at 250 (quotinig re Pajot, 371 B.R. 139, 159 (Bankr. E.D. Va. 20@i#jd in
part, rev'd in part sub nonGMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008peeln re Lavigne, No. 07-
30192, 2007 WL 3469454, at *11 (Bankr. E.D. Va. Nb&, 2007) (discussing Congress' intent to prevent
abuse by debtors in bifurcating and cramming dowditoes secured claim on motor vehicles) (citations
omitted),aff'd in part, rev'd in part sub nonGMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008);re Pajot,
371 B.R. at 159 (comparing enactment of hanging pagpag@ 11 U.S.C. section 1322(b) which similarly
protects home mortgages from bifurcation and cramdgitmg In re Payne, 347 B.R. 278, 281 (Bankr.
S.D. Ohio 2006))).

18 |n re Petrocci, 370 B.R. 489, 504 (Bankr. N.D.N.Y. 200®réming one purpose of BAPCA was for
Bankruptcy Courts to enforce provisions "as writtegitirfg In re Rotunda, 349 B.R. 324 (Bankr. N.D.N.Y.
2006))); seeln re Rotunda 349 B.R. at 329 (finding Congress meant to elitgijadicial discretion with
BAPCPA's "precise rules-based calculations™ (quotigrianne B. Culhane & Michaela M. White,
Catching Can-Pay Debtors: Is the Means Test the Qviay? 13 Av. BANKR. INST. L. REV. 665, 682
(2005)));cf. In re Rodriguez375 B.R. at 547-48 (noting result of applying haggbaragraph as one court
did could undo congressional intent behind paragrégifation omitted).

8 Seeln re Wear, No. 07-42537, 2008 WL 217172, at *3 (Bankr.DWWash. Jan. 23, 2008)
("[L]iability for negative equity is not an expendacurred in connection with acquiring” the Vehiclejs
an antecedent debt." (quotihgre Johnson380 B.R. at 243))n re Johnson380 B.R. at 247 (noting here,
"the financed negative equity is nothing more thaefmance of the pre-existing debt owed on the Trade-i
... [I]lt does not create the requisite close nexateéen ‘value given' and the [debtor's] acquisitionghts
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on a trade-in vehicle is a common industry pratiicand sought to protect the
entire loan regardless of whether it was purchaseey, the provision could have
been drafted aslébt secured by the vehicle acquisgithin 910 days preceding the
date of bankruptcy" rather than requiring a PM$By not giving negative equity
financing any effect on the purchase money charaaftehe entire obligation is
equivalent to ignoring the term "purchase moneyirely in the provisiort? In In

re Matthew&™ the court reasoned:

The argument that form should not be elevated substance has
merit in some settings, but not here. We are dgalith a
statutory scheme that governs the priorities amaoneditors.
Purchase money security is an exceptional catempotlye statutory
scheme that affords priority to its holder over estlcreditors, but
only if the security is given for the precise pueas defined in the

in the Vehicle");In re Lavigne 2007 WL 3469454, at *8 ("Negative equity is notast incurred in
connection with the new acquisition, but rathes &n obligation that pre-existed the transaction.")

1% Seeln re Munzberg, 388 B.R. 529, 533 (Bankr. D. Vt. 2008) ifpas "standard industry practice” as
part of deal for "dealer [to] pay off the lien on tihede-in vehicle as an element of the financing enntew
vehicle"); In re Schwalm, 380 B.R. 630, 634 (Bankr. M.D. Fla. 2008]jt(Was already common industry
practice, sanctioned by state motor vehicle findaae and the federal truth-in-lending law, for autoif®b
dealers to offer buyers packaged financing, whichuohes$ the payoff of debt on the trade-in vehicle."); .

In re Johnson 380 B.R. at 245-46 ("Given that financing negaquity is increasingly common, it was not
an oversight that the legislature did not includgatize equity in the list of 'expenses incurred inr@xtion
with acquiring rights in the collateral' set forth @fficial Comment 3." (citindn re Blakeslee, 377 B.R.
724, 728-29 (Bankr. M.D. Fla. 2007))).

1¥15eel1 U.S.C. § 1325(a) (2006) (noting hanging paragrapbsssction 506 is inapplicable to claim "if
the creditor has a purchase money security inteeesiring the debt that is the subject of the claima,debt
was incurred within the 910-day preceding the datéheffiling of the petition, and the collateral for tha
debt consists of a motor vehicle" which was "acquii@ the personal use of the debtosge also In re
Stevens, 368 B.R. 5, 8 (Bankr. D. Neb. 2007) (notiagtor cannot use "[section] 506 to 'cram down' the
claim of a creditor having a purchase-money secimtgrest securing a debt incurred within 910 daysrprio
to the filing where the collateral consists of a matehicle acquired for personal use of the debtdn'ye
Adams, No. 06-51651, 2007 WL 675958, at *2 (BankrDMGa. Mar. 1, 2007) ("[S]ection 506 of the
Bankruptcy Code shall not apply to a claim thatesured by a purchase money security interest in armot
vehicle on a debt incurred within the 910 days edérg the bankruptcy filing if the vehicle was acqdi
for the personal use of the debtor.").

192 SeeGen. Motors Acceptance Corp. v. Peaslee, 373 B.R, 262 (W.D.N.Y. 2007) (concluding
"portion of the claims attributable to the payoffrefgative equity on the debtors' trade-in vehicles[] khou
be treated as secured claimsSge also In reMyers, No. 07-11145-AJM-13, 2008 WL 2445214, at *2
(Bankr. S.D. Ind. June 13, 2008) (emphasizing some €ttt "financing of negative equity on a trade in
as part of the overall car sales transaction doesiestroy the purchase money character of the loan and
therefore the hanging paragraph applies and the oradifaim cannot be bifurcatedT) re Munzberg 388
B.R. at 544-45 (describing two traditional approaaimeder U.C.C.: dual status and transformation rules)
(citation omitted).

193 Matthews v. Transamerica Fin. Serus. e Matthews), 724 F.2d 798 (9th Cir. 1988keln re Butler,
160 B.R. 155, 158 (Bankr. D. Idaho 1993) ("The pasghmoney character of the security interest was
extinguished when the proceeds from the first renewt@ were used to satisfy the original note.™ (quopti
In re Matthews 724 F.2d at 801))see alsdn re Hagen, No. 86-01874M, 1987 WL 46572, at *2 (Bankr.
N.D. lowa July 9, 1987) (noting conclusionlimre Matthewswhich states "[t]he argument that form should
not be elevated over substance has merit in sortiegsetout not here™ (quotirig re Matthews724 F.2d at
801)).
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statute And we should not lose sight of the fact tha tender
chooses the forr??

The language in the hanging paragraph, when readddition to other
provisions added by the BAPCPA amendments, indittetea pure PMSI is
necessary in order for the creditor to claim therermebt as protected from
bifurcation’® It must be presumed that security interests hafferent
meanings if certain adjectives are added or omitfelor instance, the use
of the word "if" in the hanging sentence indicatiest a creditor either does
or does not have a PMSI without further scrutinyholv the security interest
can be dissected into purchase-money and non-mechaoney. "For
purposes of paragraph (5), section 506 shall npityap a claim described in
that paragrapif the creditor has a purchase money security interest*®’
The court inln re Sanderemphasized the use of the word "if" as opposed to
"to the extent of' in the hanging paragraph to cemppplication of the
transformation rulé® The use of language "to the extent of" is used)i@.C.
section 9-103 describing the dual status Hié&he lack of this language in the

% 1n re Matthews724 F.2d at 801 (emphasis add&#eln re Johnson, 380 B.R. 236, 247 (Bankr. D. Or.
2007) (notingIn re Matthewscourt addressed "harshness of the loss of a PM8BUgh a refinance"see
alsoBernard A. Burk, NotePreserving the Purchase Money Status of Refinaac€&bmmingled Purchase
Money Deht35 SAN. L. Rev. 1133, 1133 (1983) (“The PMSI is a privileged iet in several respects. It
can enjoy priority over conflicting security interesaken earlier in time. In addition, it is the otype of
nonpossessory security interest that, when takenertain property, is not avoidable in a consumer
bankruptcy.") (citation omitted).

195 See Graupner v. Nuvell Credit CorpIn( re Graupner), 537 F.3d 1295, 1298 (11th Cir. 2008)
(highlighting requirements for "anti-bifurcation protect' as described in hanging paragrap®e alsdn
re Busby, No. 0702717EE, 2008 WL 4104184, at *4 (BaikD. Miss. Aug. 28, 2008) (acknowledging
"hanging paragraph prohibits the bifurcation of anslander" 11 U.S.C. section 506 if four requirements
11 U.S.C. section 1325(a) are mét);re Dale, No. H-07-32451, 2008 WL 4287058, at *3 (S.D..TAug.

14, 2008) ("[Slince BAPCPA's enactment, courts hagagtieed as to the hanging paragraph's effect on a
910 debtor's right, under federal law, to cramdowmdebtedness secured by a 910 vehicle.").

1% Seeln re Sanders, No. 06-70463, 2006 WL 3386739, at *4 (Ba@kp. Ill. Nov. 20, 2006) (positing
several courts have "extended the impact of the ihgngaragraph by finding that there can also be no
bifurcation of a creditor's claim into secured andecured components when a debtor proposes to surrender
collateral rather than pay for it as part of a Chafmplan"); see also In reCurtis, 345 B.R. 756, 760
(Bankr. D. Utah 2006) ("In attempting to construe kiaging paragraph, the Court 'must begin with the
language employed by Congress and the assumptibththardinary meaning of the language accurately
expresses the legislative purpose.™) (citation omiiftd&KeEiITH M. LUNDIN, CHAPTER 13 BANKRUPTCY
8451.3 (3d ed. 2000 & Supp. 2007-1) (noting "[t]her iateresting issues . . . with respect to the hangin
sentence and state law" including "separate anabyseach secured debt to determine whether a PMSI is
present").

19711 U.S.C. § 1325(a) (2006) (emphasis added).

1% |n re Sanders, 377 B.R. 836, 858-59 (Bankr. W.D. Tex. P0&plying plain meaning interpretation
of hanging paragraph to find extremely narrow exceptiogeneral rule of section 1325(a)(5)).

199 See In reSanders 377 B.R. at 846-47 (indicating Congress, by iditly PMSI in Code, must have
intended definition to be guided by state law emectts of U.C.C. from which "term of art" was borralje
seealso In reMunzberg, 388 B.R. 529, 544-45 (Bankr. D. Vt. 20@B3cussing how in examining whether
to apply dual status or transformation rule courtsohisally turn to U.C.C.){n re Stevens, 368 B.R. 5, 8
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hanging paragraph demonstrates congressional ithattin order for a security
interest to be protected against bifurcation it mhes entirely purchase mon&Y.
On the other hand, Congress did not specificalbedshat the hanging paragraph
would only be applied to the "entire" claim or detiterefore some courts may
argue that the hanging paragraph does not regh&e"d@ntire" claim to be a
PMSI?* The omission of the phrase "to the extent" whispears in the U.C.C. but
not in the hanging paragraph, is critical becauskout this limitation, the hanging
paragraph only applies when the entire obligati@s lpure purchase money
status™

In In re Sandersthe court focused on the language in section (3&2), "a
claim securedonly by a security interest in real property that ig tthebtor's
principle residence?® The restrictive word "only" is in the same catggas the
word "if* which leads to an all or nothing constiioa of the hanging paragrapH.
However, the bankruptcy court im re Steeleargued againstn re Sanders
statutory construction. First, the word "only" nisuch more restrictive than the

(Bankr. D. Neb. 2007) (following trend of bankruptaucts to evaluate U.C.C. as enacted under statelaw
guide definition of PMSI).

200 |n re Sanders 377 B.R. at 860 (finding presence of "to the etttdanguage elsewhere in Code
indicative of Congressional intent to exclude thaseditors not plainly indicated in text of hanging
paragraph)seeln re Look, 383 B.R. 210, 220-21 (Bankr. D. Me. 2008) (hwddapplicable rule that claims
with partial PMSI character not subject to hanging giaah's exception because paragraph uses conditional
"if* and does not include "to the extent" languade)re Mitchell, 379 B.R. 131, 140-41 (Bankr. M.D.
Tenn. 2007) (concluding if any part of claim is re#cured as PMSI then entire claim is subject to
bifurcation (quotingn re Sanders377 B.R. at 859-60));

201 5eeln re Mancini, 390 B.R. 796, 808 (Bankr. M.D. Pa. 200&)dllying Congress did not intent to strip
vehicle creditor of PMSI by applying transformatianle simply because claim includes some negative
equity of debtor (citingn re Johnson 380 B.R. at 250))in re Munzberg 388 B.R. at 545-46 (holding
protection extends to portion of claim notwithstamgdia portion of claim secured by non-PMSb); re
Johnson, 380 B.R. 236, 250 (Bankr. D. Or. 2007(fig language not dispositive, court turned to purpose
of hanging paragraph and elects to apply "dual purpdeg).

202 geeln re Look 383 B.R. at 220-21 (acknowledging Congress cbalee chosen to include “to the
extent” language and in failing to do so clearlyi¢ates intent hanging paragraph meant to exempt from
bifurcation only those claims of pure purchase monetus);In re Sanders 377 B.R. at 859-60 (finding
choice not to include "to the extent" language tusige that mixed PMSI claims are not protected from
bifurcation).But sedn re Hayes 376 B.R. 655, 675-76 (Bankr. M.D. Tenn. 2@8ighlighting logic of "all
or nothing" argument and discussing support proviogdegislative history for such rule, but ultimately
deciding against such rule in absence of clear poloyce by Congress).

203 11 U.S.C. § 1322(b)(2) (2006) (emphasis added) (prayidiebtor's chapter 13 plan, subject to
conditions set forth in (a) and (c) of section 1322y either alter or leave untouched rights of holaérs
both secured or unsecured claims, except those halfielaims whose interests are secured entirely aly re
property that is debtor's residence may not have tigtits modified).Seeln re Maloney, 36 B.R. 876, 877
(Bankr. D.N.H. 1984) (stating 1978 Code specificalighibits chapter 13 debtor from using plan to modify
rights of holder of claim secured by debtor's ppatresidence); 8 @ LIER ON BANKRUPTCY, { 1322.06, at
1322-23 (Alan N. Resnick et al. eds., 15th ed. ré062 (explaining generally option of chapter 13 debdor
modify rights of holders of both secured claims).

204 See In reSanders377 B.R. at 861 (noting courts' application of-tatnothing” approached based on
"straightforward review of the language of the dtafitself"); United States v. White, 340 B.R. 7656
(E.D.N.C. 2006) (noting previous court's support of-8alnothing" approach to section 1325(a)) (citation
omitted);see also In re Logk383 B.R. at 221 (stating plain language of hangiaggraph requires "all-or-
nothing rule™) (citation omitted).



2008] DOES NEGATIVE EQUITY 505

word "if" such that the hanging paragraph is nostaist as the language in section
1322(b)(2)*>> Secondly, the word "if* applies to the conditioimsthe hanging
paragraph that must be satisfied in order for thancto be fully protected against
bifurcation?®® Finally, section 1322(b)(2) is linked to cram downder section
1325(a)(5) while the hanging paragraph does nadt tram down; it precludes lien
stripping under section 506(a)@). Regardless of whether Congress used the
words "if" or "only," the fact that a qualifier wased at all evidences the intent to
limit the applicability of the hanging paragraph.

Congress could have easily drafted the hanginggpaph to protect auto
lenders by adding:

For the purposes of paragraph (5), section 508 sbalapply to a
claim described in that paragraghthe creditor has a purchase
money security intere§in whole or in part] securing the debt that
is the subject of the clainthe debt was incurred within the 910-day
preceding the date of the filing of the petitiondahe collateral for
that debt consists of a motor vehicle (as defimeseiction 30102 of
title 49) acquired for the personal use of the dehldr if collateral
for the debt consists of any other thing of valfighat debt was
incurred during the 1-year period preceding tHatdi’*®

Sections 521(a)(6) and 1326(a)(4) also includeuagg that impose limitations on
the debtor if the price is "secured in whole opart" by the collatera® Since the
language in the hanging paragraph does not lease thie possibility for protection
of debt that is purchase money "in whole or in pdhen the entire debt must be

25 |n re Steele, No. 08-40282-DML-13, 2008 WL 2486060, atB&rkr. N.D. Tex. June 12, 200&ee
In re Brodowski, 391 B.R. 393, 402 (Bankr. S.D. Tex. 200&ting In re Steeleanalysis of the word
"only"). But seeScarborough v. Chase Manhattan Mortgage Cdmpre(Scarborough), 461 F.3d 406, 411
(3d Cir. 2006) (interpreting meaning of "is" as meariiogly").

20%|n re Steele 2008 WL 2486060, at *5eeGraupner v. Nuvell Credit Corgin re Graupner), 537 F.3d
1298 (11th Cir. 2008) (noting all requirements undegivag paragraph must be met to prevent bifurcation);
see also In reBusby, No. 0702717EE, 2008 WL 4104184, at *4 (BarkiD. Miss. Aug. 28, 2008)
(observing bifurcation cannot occur if four requiremerts satisfied).

207 |n re Steele 2008 WL 2386060, at *SeeDrive Fin. Servs. L.P. v. Jordan, 521 F.3d 343, 847(5th
Cir. 2008) (indicating hanging paragraph prohibits isecb06 lien stripping, but does not mention cram
down); see also In relurkowitch, 355 B.R. 120, 129 (Bankr. E.D. Wis. 20Q6pting hanging paragraph
stops lien stripping).

28 Seel1l U.S.C. § 1325(a) (2006) (emphasis added} also In reHayes 376 B.R. at 675 & n.28
(reporting Congress has used restrictive phrases sutim avhole or in part" in other Bankruptcy Code
sections).

29 5ee11 U.S.C. § 521(a)(6) (2006) (noting debtor shall "natinepossession of personal property as to
which a creditor has an allowed claim for the purehagce secured in whole or in part by an interest in
such personal property unless" certain actions dcdur U.S.C. § 1326(a)(4) (2006) (noting "a debtor
retaining possession of personal property subjectléase or securing a claim attributable in wholenor
part to the purchase price of such property" mustigeocertain things to certain partiesge alsdEITH M.
LUNDIN, CHAPTER 13 BANKRUPTCY, § 451.3-3 (3d ed. 2000 & Supp. 2007-1) (showing lagguof
sections 521(a)(6) and 1326(a)(4) and language of hgmgiragraph lead to different applications).
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PMSI in order to avoid bifurcatioft’ The existence of this type of language, "in
whole or in part" in other BAPCPA amendments, isecisely why the
transformation rule should be adopted. If Congkeesv to specify the language in
those provisions and left it out under the hangiagagraph, then we must presume
that Congress intended to leave it out Her@he fact that negative equity is so
common and is excluded from the list in Commentf3'expenses incurred in
connection with acquiring rights in the collatershiould not be overlookeéd:

The addition of simple language, "in whole or intgawhich was added in
other BAPCPA amendments with respect to securaohgjavould solve the issues
courts are presented with in the aftermath of thacement of this provision.
Whether negative equity is a purchase money oldigawould no longer be an
issue since the entire debt would be protectedthEumore, there would be no need
to determine whether to apply the dual status oulthe transformation rule to the
entire debt since all that is required is that amlgortion of the debt be purchase
money. The addition of this language would craatdormity in its application
since differences in state law categorizing negaéguity would be irrelevaft?
This suggested alteration to the provision wouf gdrevent the courts from using
their discretion by applying either the dual statugransformation rul&:*

Z05ee In reLook, 383 B.R. 210, 220-21 (Bankr. D. Me. 2008) ("§@ss included no language to signal
its intent that the hanging paragraph encompastttiabis only partially secured by a [purchase money
security interest].")In re Sanders377 B.R. 836, 859-60 (Bankr. W.D. Tex. 2007) (argu@oggress chose
not to protect debt "to the extent that" debt cstssof PMSI, which would result in protection of détaim
bifurcation to the extent to which it consists of Blbut would exclude non-PMSI portions)giKkH M.
LUNDIN, CHAPTER 13 BANKRUPTCY, § 451.3-3 (3d ed. 2000 & Supp. 2007-1) (contrastamggliage of
hanging paragraph to other sections of Bankruptcy @ddeh include "in whole or in part" language).

21 seeCity of Chi. v. Envil. Def. Fund, 511 U.S. 328 8@994) ("It is generally presumed that Congress
acts intentionally and purposely' when 'it inclughesticular language in one section of the statut) it
omits it in another . . . ."™ (quoting Keene CorpUwited States, 508 U.S. 200, 208 (1993e alsKibbe
v. Sumski [n re Kibbe), 361 B.R. 302, 313 (B.A.P. 1st Cir. 2007) t{ata"[i]t is generally presumed that
Congress acts intentionally and purposely whercitiges particular language in one section of a t&tdtut
omits it in another" (quoting Lopez-Soto v. Haway&K5 F.3d 170, 173 (1st Cir. 1999))); Carlssopra
note 149at 349-50 (discussing arguments for transformatiamgu$Congress knew how to™ arguments).

212 seeAmericredit Fin. Servs., Inc. v. Penrokh fe Penrod), 392 B.R. 835, 848 (B.A.P. 9th Cir. 2008)
("Given that financing negative equity is increagingommon, it was likely not an oversight that the
reporters for Article 9 did not include negative equity Comment 3's list of 'expenses incurred in
connection with acquiring rights in the collateral(€itation omitted)jn re Johnson, 380 B.R. 236, 245-46
(Bankr. D. Or. 2007) (suggesting it was not accideegislature did not include negative equity ost bf
"expenses incurred in connection with acquiring sght the collateral" provided in Comment 3) (citation
omitted); In re Blakeslee, 377 B.R. 724, 728-29 (Bankr. M.D. FIBO7) ("[T]he legislature's failure to
include negative equity in the text of the U.C.€irothe official comments thereto despite the indregdg
common financing of negative equity is not an owgsi . . .").

23 35ee In relohnson 380 B.R. at 247-48 (noting courts concluding negaguity is not purchase money
obligation applied transformation rule or dual statule based on state law)y re Burt, 378 B.R. 352, 357
(Bankr. D. Utah 2007) (observing courts look to stateto determine how negative equity affects whether
creditor's security interest qualifies as PMSI asluséhanging paragraphl; re Acaya, 369 B.R. 564, 567
(Bankr. N.D. Cal. 2007) (noting use of California lae determine what constitutes PMSI because
Bankruptcy Code does not provide a definition).

214 See In reJohnson 380 B.R. at 249 ("Whether to apply the dual statie in consumer transactions is
left to the discretion of the courts . . . If);re Pajot, 371 B.R. 139, 158 (Bankr. E.D. Va. 2007) {ialugh
the court follows the dual status rule on these fétcteserves the discretion to apply the transforonatule
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The hanging paragraph is an exception to the gendeathat under-secured
claims are bifurcated under section 506 and theszefshould be construed
narrowly?*® If the hanging paragraph requires debt that ischmse money, it
should be interpreted without giving purchase mosteyus to debt simply because
it is added to a PMSI and is secured by the samieleé'®

B. Transformation Rule as Default Rule

The transformation rule would not render the enpirevision 'inoperative' as
some courts believe. For instancelrime Schwalnthe court held that it would not
interpret the hanging paragraph in such a restectnanner that the hanging
paragraph would be rendered inoperafiVdnstead, the hanging paragraph should
operate, according to the court, in all cases whedenders had a true PMSI and
the debtor did not have negative equity in thedrgdvehicle.

Some cases suggest that the transformation rul®mil be applied if there are
no contractual provisions that outline the desigmaof the loan and the allocation
of the monthly payments, ultimately placing thedair on the creditor to include
such provisions in the retail installment contrdtFor instance, the court in re

in cases where the negative equity amount has befrisaated by creditors' methods of accounting for
vehicle trade-ins.")aff'd in part, rev'd in part sub nan&GMAC v. Horne, 390 B.R. 191 (E.D. Va. 2008);

re Acaya 369 B.R. at 570 (stating once transaction is detexd to contain both purchase money and non-
purchase money obligations, court, in its discret@am elect to apply either dual status or transfaonat

rule).
215 Seeln re Steele, No. 08-40282-DML-13, 2008 WL 2486060, &at(Bankr. N.D. Tex. June 12, 2008)
(explaining hanging paragraph, as "exception togeeral rule . . . must be construed narrowlii)re

Mitchell, 379 B.R. 131, 140 (Bankr. M.D. Tenn. 20@@yguing hanging paragraph is exception to general
rule and therefore must be construed narrowly) (citatimitted); In re Sanders377 B.R. at 859 (stating
hanging paragraph "self-describes its provisions asxaeption to the general rule” and "[e]xceptions to
general rules are construed narrowly") (citation omjtte

216 See In reLook, 383 B.R. 210, 221 (Bankr. D. Me. 2008) (holdliiglecause not all of the debt in
question is secured by a [PMSI], § 1325(a) does nplygp aff'd sub nomBank of Am. v. Look, No. 08-
129-P-H, 2008 U.S. Dist. LEXIS 54695 (D. Me. July 1902); In re Sanders 377 B.R. at 864 (noting
because "claim contains non-purchase money debt,dilied does not qualify for the exception in section
1325(a)[], and so is subject to the general provisfonsecured creditors in section 1325(a)(5B)t see,
e.g, InreWall, 376 B.R. 769, 771 (Bankr. W.D.N.C. 2007) (holglentire debt, including negative equity,
was PMSI).

27|n re Schwalm, 380 B.R. 630, 634-35 (Bankr. M.D. Fla. 200®Iding "that 'purchase money security
interest,' as used in Section 1325(a), only makesesemen viewed as applying to those auto financing
transactions, lawful and common in industry practibenvBAPCPA was adopted, in which negative equity
on a trade-in, gap insurance and service contractipnesmare financed")SeeGen. Motors Acceptance
Corp. v. Peaslee, 373 B.R. 252, 259-60 (W.D.N.Y. 20031ding "unpaid balance on a trade-in vehicle can
and should be considered part of a purchase prickeonew vehicle and, therefore, entitled to a purchase
money security interest"Jn re Cohrs, 373 B.R. 107, 110 (Bankr. E.D. Cal. 2007) (@e&ing "when a
lender . . . finances the purchase of the new \etlaad, as part of the transaction also pays off an
outstanding balance owed on the trade-in vehicle|dte extended is a purchase money obligation of the
buyer, the new vehicle is purchase money collataral; lender has PMSI).

#835ee In raNeiser, 381 B.R. 263, 269 (Bankr. W.D. Mo. 2007) ésbing it seems, under Missouri law,
dual status approach applies "only if the dualustaspect of the transaction is properly documented,
including how payments are to be allocatetti)re Matthews, 378 B.R. 481, 487 n.3 (Bankr. D.S.C. 2007)
(noting "dual status rule has been found to beiegple in instances where there is an allocatiothef
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Matthewsfound that the retail installment contracts speaily divided the debtor's
accounts and clearly stated the method for allogatie monthly payments to each
loan and therefore found it appropriate to apply thual status ruf@® Without
these contractual provisions, the courtrinre Blakesleefound the transformation
rule to be appropriate where it would be burdenit Vthe task of 'unwind[ing] the
manipulations' which would be foisted upon it wérto apply the dual status rule
to the financing of negative equity in retail inbteent contracts?*°

Because the transformation rule is not a per sethalt must be applied in every
negative equity case, the burden ultimately fafigte auto lender to carefully draft
its contracts to reflect (1) the division of thetointo purchase money and non-
purchase money and (2) a certain method of paymkutation®” If this is the
case, then the transformation rule is no longéareat to the creditor's entire claim.
In these negative equity and vehicle purchasingstetions, the creditor stands in
the position of power to protect his interestshia tontract and therefore has the
power to keep the transformation rule from beingliggd to his security interest.

If the retail installment contract does not inclutleese provisions, the
transformation rule will not completely divest theeditor's interest or claim, and
the claim reverts back to what the creditor wastledtto before the hanging
paragraph was enact&d.The lender will have a secured claim for the vailfithe
motor vehicle on the date of filing the petitiondaan unsecured claim for the
remainder of the obligation. The lender will mbkely be paid on a portion of the
unsecured claim since the hanging paragraph onbiespin a chapter 13 case
where the debtor will contribute a portion of figwarnings to repay the unsecured
creditors as opposed to chapter 7 where usuallyresecured claim will receive
very little, if anything, by the end of the case.

payments, by contract or statute, that enablesdbet to determine how much of debt is purchase mone
and where there is a release of the [PMSI] followirgggayment of such debt").

2191 re Matthews378 B.R. at 487-88 (positing clear delineatiomafounts and payment methods allow
courts to "readily determine the remaining debt Delidourred to purchase each vehicle and thereby
identify the same as a purchase money obligatioemte U.C.C.").

220 |n re Blakesleg377 B.R. at 730 (quotintm re Peaslee, 358 B.R. 545, 560 n.18 (Bankr. W.D.N.Y.
2006)).But see In reCallicott, 386 B.R. 232, 237 (Bankr. E.D. Mo. 2008pgerving benefits of using dual
status rule where "negative equity amount is cleddiineated within the financial transactionty; re
Westfall, 376 B.R. 210, 219 (Bankr. N.D. Ohio 20Q@ting "application of the transformation rule is too
severe" in cases dealing with partial purchase meaeyrity interests).

221 seeRoberts Furniture Co. v. Pierckn (re Manuel), 507 F.2d 990, 993 (5th Cir. 1975) (notingrto
below found lender failed to satisfy burden of pratiere security agreement failed to indicate which stem
were purchase money and non-purchase money collatetalid not indicate "any rule of first-bought, first
paid for"); In re Norrell, 426 F. Supp. 435, 436 (M.D. Ga. 1977) (deny®igSI status where security
agreement provided "so long asyindebtedness is outstanding property stands asemallatot only for its
price but also for the price of property subsequerttyuaed on credit")But see, e.gln re Staley, 426 F.
Supp. 437, 438 (M.D. Ga. 1977) (holding PMSI valid mheollateral . . . secured only debt representing
its price" according to agreement)

222 gee In reTuck, No. 06-10886-DHW, 2007 WL 4365456, at *4 (BankkD. Ala. Dec. 10, 2007)
(concluding if hanging paragraph did not apply, claiould "be bifurcated into secured and unsecured
components");see alsoln re Wright 338 B.R. 917, 919 (Bankr. M.D. Ala. 2006) (discusshanging
paragraph and noting effect of this "new provisjomi re Johnson, 337 B.R. 269, 270 (Bankr. M.D.N.C.
2006) (highlighting historically claim is bifurcatéeto secured and unsecured claim).
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C. Application of the Transformation Rule is Betiafito the Bankruptcy Process

One of the benefits of the transformation rulehattthe burden of proof is
easily satisfied thereby eliminating the need faeesive time consuming hearings
that further delay the bankruptcy cd$€All that needs to be shown is that a portion
of the loan obtained by the debtor was not usqulitchase the vehicle, but to pay
off the preexisting debt in the trade-in vehiclehe evidentiary proof under the dual
status rule is much more difficult because the eaawunt of negative equity must
be traced to split the obligation into purchase eyoand non-purchase money
obligations®®* Because the transformation rule is straightforwssdapply, it
benefits all parties involved® The court will not be burdened with "unwinding"
transactions between the debtor and the auto lentlee trustee will only need to
prove nominal negative equity in the transactioeeihg up time to focus on other
matters in the estate. The estate will not wastel$ to litigate this issue, which
would ultimately result in the debtor contributitess from future earnings to pay
off the debt. Even the other creditors will behsfince the auto lender's security
interest will not be fully secured, leaving morelie distributed to pay off other
claims. To avoid this cram down, the auto lenddr lve responsible for what is
stated in the retail installment contract. If #ngto lender clearly divides the loan
and provides for a method of allocation from thenthty payments, the auto lender
should be protected to the extent the loan is alRM&er the hanging paragraph.

Whether purchase money status should be givendatine equity financing
should be addressed by the legislature, espediathg auto industry believes that
the payoff of negative equity of a trade-in vehitée common practice and a
common issue in bankruptcy. Broad interpretatiayuled allow this exception to
the general rule to favor overreaching creditomsks®y to increase their secured
claim to the detriment of the other unsecured toesfi*® A more narrow
interpretation places the burden on the creditaigarly lay out the components of

2% Seeln re Padgett, 389 B.R. 203, 207 (Bankr. D. Kan. 2008%¢dbing burden of proofyee alsaluliet
M. Moringiello, A Tale of Two Codes: Examining § 522(F) of the BaptayiCode, § 9-103 of the Uniform
Commercial Code and the Proper Role of State LaBankruptcy 79 WAsH. U. L.Q. 863, 869 (2001)
(noting transformation rule to be "more debtor-friendhén dual status rule).

224 Cf. In re Acaya, 369 B.R. 564, 571 (Bankr. N.D. Cal. 2008) iwptifficulty of allocating secured
claim under dual status rulelieith G. Meyer,A Primer on Purchase Money Security Interests Under
Revised Article 9 of the Uniform Commercial Coleé U.KAN. L. REv. 143, 155 (2001) ("The 'dual status'
doctrine holds that the mere presence of a non-PM8&$ aiot destroy the purchase-money aspect of the
original transaction.")But see In re WestfalB76 B.R. at 219 (stating "application of the tfan®ation rule
is too severe").

gt see In re WestfalB76 B.R. at 220 (concluding dual status rule iseleial to all parties).

226 SeeHarry, supranote 45, at 1104highlighting Bankruptcy Code does not define requiats for
achieving and retaining purchase money status) (@itatimitted);cf. Billings v. AVCO Colo. Indus. Bank
(In re Billings), 838 F.2d 405, 406 (10th Cir. 1988) (noting fefinition of PMSI, "the courts have
uniformly looked to the law of the state in whidtetsecurity interest is createdli; re Sanders, 377 B.R.
836, 843 (Bankr. W.D. Tex. 2007) (highlighting Ford teloCompany's argument that state law favors
treating entire debt as purchase money).



510 ABI LAW REVIEW [Vol. 16: 463

the loan in the retail installment contracts by lexy allocating how monthly
payments are used to pay down each loan. If thditor does not make the effort
to make the conditions clear, he should not be megwith a fully secured claim
worth more than the sale price of the collateral.

CONCLUSION

This Comment advocates the view that negative yahibuld not be given
purchase money status simply because it is rofleddth a purchase money
obligation to acquire a new vehicle. In additithe rolling in of negative equity to
a PMSI should strip the purchase money statuseoéthire security interest. Using
the transformation rule as a default rule will naate lenders to carefully draft sale
contracts. If auto lenders seek to protect thaierests, they will be required to
specifically carve out the non-purchase money portif the loan and delegate how
monthly payments will be allocated. This methoch@ only fair to all parties
involved, it also removes judicial uncertainty dfiether to apply the dual status or
transformation rule for PMSIs under the hangingapgeaph.

The practice of rolling in negative equity of adeain vehicle to the purchase of
the new vehicle is common in the auto industry, altichately a common issue in
bankruptcy regarding its status as "purchase mbneyt is ultimately the
responsibility of the legislature to outline how Bl should be treated in consumer
transactions, especially since there is alreadyra@ceglure for non-consumer
transactions specifically set in place. Withouty aglear direction from the
legislature, the bankruptcy courts are left to meile the characterization of
negative equity in relation to PMSIs under state fpmovisions that may counter the
intent of the hanging paragraph in the Federal Batky Code. Bankruptcy courts
across the country are still very much dividedawhether to apply the dual status
rule or the transformation rule in its interpretatiof "purchase money security
interest" when negative equity is involved.



