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:t1EN8RJl.NDUM AND OPDER 

BK. 8 2-2073 __________________________________ ) 

Th i s ma ttec i s p cesentl y be f o re t he Couct for t he 

s e c o nd time o n appe a l . The i nit ia l a p pe a l wa s f c om f i ndi ng an d 

orde cs made b y t he u n i ted Sta t es Bankrup tc y Cou r t f or the 

Di stri c t of Neb~as k a e nte~ed o n May 25 , 198 4 . Thi s Co ur t 

subseque n t ly r evecs ed t he Bankrup t cy Court's o r de r s a nd ~emanded 

the p r oceedings. In r e Mahloch, et al ., cv. 84 - 0 -3 49 and CV . 

8 4- 0-3 5 0, sl i p op . ( D. Neb. J une 19, 19 8 5 ). The prese n t appeal is 

f ~om t h e bank r up t c y c u c t ' s decision o n ~emand, ag a i n d eny ing 

Sa line Sta te Ban k ' s (he re i na f te r Bank ) app l ica t ion s to s eque s t er 

~e n ts and p rof its. 

a r e t he se . 

The f act s , a s f ound by t h is Co ur t in i t s J une 20 orde r , 

On No vembe r 3 0 , 19 8 2 , d e b t ors f ile d the i r 
pe t it i o n s u nde r Ch a p t e r l l o f t he un i t ed 
S ta t es B a nk~uptcy Code . Bank 
s ub s e q uent l y f i l e d i ts pro o fs of c l a i ms 
i n exce s s o f one mi ll i on d o ll a r s in each 
o f the e sta tes herei n, s uc h c la i ms 
sec u r e b y re a l e sta te mo r tgag e s , 
s ec u ri t y i n t erests i n cro p s a n d 
as s i g nme nt of l nd contrac t s and a 
port ion o f de bto r ' s cl a im s in t wo o ther 
ba n kruptcy es ate s . The mortg a ges and 
l and c o n t cact s c on ta i n a p~ov i s ion f o r 



Id . at 1-2 . 

ass ignme nt of r e n t s a nd profits to the 
Ba nk upon defaul t by the mort gagee. Such 
provision states: 

Provided fu rthe ~, that upon suc h 
default t he Mor t gagee , o ~ a 
receiver appointed by the court , 
may at hi s option and wi t hou t 
regard t o t he ade q ua cy of t he 
s e c u ri ty, ente r upon and take 
pos session of the P~operty and 
c o llect t he r-ents, issue s and 
p ~ofi ts therefrom and a p pl y them 
f irs t to the c os t of co l le c ti o n and 
ope ration of t he Pr oper t y and t hen 
upon the inde b ted ness s e c ure d by 
the Mortg age~ said re nts, i s sue s 
a nd prof it s be ing he reby assig ned 
to the Mo r t gagee as fur ther 
secu rity f o r the payme n t o f the 
i ndebted nes s secured hereby. 

It is u nd i sputed t hat debtors were in 
def ault o n t he a ppl" cable promisso ry 
notes and l oan agree en t s when t he y f iled 
the i r ba nkruptcy petitions. 
Ne ve r t he less , as de btors in pos s e s s ion , 
t he y c onti nued to ope ra te their farming 
bus ine~s i n 198 3, obtai n ing ren t a l income 
and Payme nt -in-Kind ( PIK) p rogram 
bene f its from the encu~bered property . 
oi Sep t e mber 28, 1983 , Ba nk filed it s 
appl ications to s equester re n t s a nd 
profi ts, s eeking to protect i t s asser ted 
in t erest i n r e nt, c r op proceed s a nd P I K 
be ne fit s . 

On r emand, Ba nk ru pt cy J udge Timo th y J . Mah o ne y f ound 

this Cour t erred in its concl us ion tha t t he de bt ors were in 

de f a ult on t he app licable prom i s s o ry note and l oan ag r eeme nts 

when the y f iled the ban krup tc y petitions. He specifica l ly held 

"On Novembe r 30 , 1982 , t he d a y the deb t ors fi l ed thei r ba nk r uptcy 

pe ti t ions , t he y were not i n default unde r any t e rm of t he 

mor t g ages o r co nt rac ts. " In re Mah loch , e t al., BK . 82- 2072 and 



BK. 82-2073, sl ip o p. t 2 (Ban kr.Ne b. Ma r ch 12, 1986 ). Bot h t h e 

Bank and First Na t iona l Bank o f Ch i cag o (he r einafter_ FNB ), an 

unse c u~ed c redito~ who op posed the applic a t i o ns , cone r with this 

finding. 

The pa r tie s a l so agree with t he follow i ng find i ngs -of 

fact made b y the Bankruptcy Cour t . The Ba nk had not commenced 

f o~ecl osure p~oceedi ngs , no~ had it secu r ed t he appo in t me nt o f a 

receiver to t ake pos sess i on of rents and p ro fi ts from the subj e ct 

r ea l e s t ate p ri o r to t he f il ing of the d eb t o r s' bank ruptcy 

pet it i ons. Addi t i ona l ly , the deb t ors we re cur re nt on a l l t axes 

ag a i nst the ~ea l e sta t e at t he t ime t he petitions were f iled . 

Throughout 19 8 3, the Mahlochs ope ra t ed t hei r fa~ bus iness as 

d eb t ors in possess ion. They acc umulated $243,4 72 .8 8 i n " ren t s 

a nd p ro f its'' whic h was generated by t he de btors' us e of the 

pl e d ged land. Duri ng tha t same per i od , t he Ma h lochs fa iled to 

pay p rope rty t axe s o n a t i me ly basis. Their f a ilu re appears to 

be in b~e ach of a provi si on incl ud e d i n both t he mortgages and 

con t r acts requi~ing tha t all prope rt t axes be paid whe n due . 

Some of the de l inque nt p roperty taxes remained unpaid at the time 

the Bank' s appl ication f o r seque st ra ti o n wa s fil ed. 

The sole issue ad dres s e d by the Ban kruptc y Court below 

was: May a mortgagee p e r f ect it s i nterest in rents and profit s 

post- p e tition if t he debtor wa s not in default p re-pet i ti o n? Id . 

at p . 4. Upon rev i ew of the a p pl icabl e law, the Court conc l uded 

tha t the Bank coul d n ot rely on pos t-pe tition defaults to perf e c t 

a n inte r es t o r a li e n in r e nt s a nd profit s . Thus, the Bankrupt~y 
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Cou~t deni ed t he Bank's a pplica tion f o r a seques t~a tion o f the 

ren t s and prof i t s . on appea l, t he Ba nk c ontends the Bankrup t c y 

Cou rt erred as a mat ter of l a w i n its f i ndi ng. 

Bef o re this Cou r t addresses the mer its of the appeal, 

it is p rudent to state the gene ra l standard o f r ev i ew tha t guides 

the Court in mat te r s s o ch as this. o n appeal, a d i s trict c ourt 

is not bound b y t he Ban krup tcy Judg e 's c o nclusions of law; 

howe ver , the Bankrup tcy Judge 's f ind ing s of f a c t are e n title d to 

stand unless c l e a rly errone ous. In re American Beef Pa cke rs, 

Inc ., 457 F.Supp. 313, 314 (D .Neb. 1978) ; see al so Bankruptcy 

Rule of Proced ure 8013. 

The Uni t ed States s up reme Co u rt recen tly addressed a 

problem q u i te simi lar to t hat which p~e se n tl y faces the Court . 

Butner v . Un ited States, 44 0 u. s. 48 ( 19 79 ) . The Supreme Co urt 

fo u n d a mortgagee's r i g ht to rents a nd profits collec t ed d u r ing 

i ts mo r tgagor ' s b ank ruptcy is gove r ne d by t he law of t he sta te 

whe r e t he p r oper t y is l o ca ted , ra t her than by a "fede ra l ru le o f 

e q u ity. " In r eac hing this dec i s i on, the Cou r t re asoned: 

P r operty inte rest s are created a nd 
define d by stat e law. Unl es s some 
federal interest require s a diffe re nt 
re sult, the re is no reaso n why such 
i nte res ts s h o uld be analy zed differen tly 
simply be cause an in tere sted party i s 
i volved i n a bankruptcy proc eed ing . 

I d. at 55. Ac cording ly , state law governs t he Ba nk's r i gh t s to 

the r e nts a nd pro fits. The p a rtie s ag r ee that Ne b r as ka 's law i s 

applicable. 

-4-

I 



U nde~ Neb ~aska la1·, t he mor tg ag or of ~e a l e sta te 

r eta i ns l egal tit l e a d the right of pos se s sion thereof. 

Neb.Rev.S tat. § 76-276 (Reiss ue 1981 ) . Thi s ~el a tion s hip between 

the mo~tg ago~ and mortg agee, however, may be mod i fi ed throug h 

sti pu lati on to t he c ontrary. Absent s uch st ipulation, the 

mor tgagor is ve sted wi th the ~i ght to c olle c t a ll ~e nt s a nd 

pro f its inur ing f~om the ~e al propert y unti l he is dis~ossessed. 

Ru s ton v. Canfield, 57 Ne b. 34 5, 77 N.W. 763 ( 1899 ). Ag a in, the 

mortg ago~'s ~ight t o rents and p ro f its ma y be mod ified by 

sti pul a ti o n or agree me r t to t he con trary . Id.; Central Savings 

Ba nk v. First Cadco Corp ., 186 Neb. 11 2 , 181 N.W. 2d 261 (19 70 ); 

Penn Mu tual Life Ins . Co. v . Katz, 139 Neb. 50 1, 297 N.W. 899 

(1 94 1 ) . The Mah l oc hs a nd t he Ba nk , in exec u ting t he mor tgages at 

issue, agree d to s uc h a mod ifi c a tion . They agreed that upon 

de f ault, t he Bank or a r e cei ve r appointe by the court , may take 

possessi on of t he prope rty and collect ren ts and prof it s 

t here f~om. Under a n agreemen t gra nt i ng a mortgage e the ri ght to 

collect r e nt s and profits upo n d efault, Nebra s ka law r ecog nize s 

an "equi t able l ien" t heo r y: 

[ O] n a condition broken, by wh i ch t he 
mo~tgage e i s autho rized t o commenc e 
fo r e c losu re p roceeding s, if the prope~ty 
be inade qua te securi t y , he ha s 
thenceforward a n equitable l ien upon t he 
~e nts and profi ts, o r so mu c h there of a s 
may be ne ce ssa ry t o the secur ity o f t he 
mo~tgage de bt, wh ich he may enforce by 
p~oper proc eedings. 

Federa l Fa rm Mortgage Corp. v. Ganser, 146 Neb. 635, 639, 20 

N.W.2d 68 9 , 69 1 (19 45 ) . As stated in In re Ande r son : 

- 5-



The l ien is depe nden t upon the ~e a l 
p~operty d esc r i be d in the mo rtgage no t 
bei ng a dequat e to s a t is f y the mor t gage 
de b t. In Neb ra ska , t he prope r procedu re s 
t o e nfo r c e such a l i en o u tside the 
context of bankruptcy include s 
commencement of fo r e c l o su re p r oceedi ng s 
and requesting the appoin t men t of a 
r e ceiver t o collect t he r en t s and 
p rof its. (Citations omi tte d}. 

50 B.R. 728, 7 32 (D.Neb . 1985). 

Li ke a ll othe r c red itors, the Ba nk s ' r ig h t s u nder sta t e 

law ? re also g overned by Ti tle 11 to the Uni ted State s Cod e o nce 

its debtor fi l es a bankruptc y pet ition. This p ropos i tion wa s 

mad e quite evide nt in Butner where the Supreme Court aff'rmed t h e 

lower cou r t's dec i s i on wh ich al l owed a b a n k r upt's e s tate to 

re~ain post-petition r en ts and p r o fi ts. See Golden Ente r pri ses, 

Inc . v. United Sta t es, 5 66 F.2d 1 20 7 { 4 th Cir. 1 9 77). I n Gol den 

Enterpr i ses, the Four th Circui t Court of Appeals ruled the 

bankrupt's e state held a n in terest superior t o tha t of a s e cond 

mortgagee . The.Court's decisi on was based upon an appl icat i on o f 

.sta te law and t he federal bank r u ptcy l aw whi c h wa s in p l a ce at 

tha t time. 

The bank~upt c y law which governs th i s s uit is f ound at 

§§ 552 { b ), 362{a}(4 ) a nd (5) a nd 5 4 4 of the Bankruptcy Code ( l l 

u.s .c . § 101, e t seq .). Section 55 2 {b) p r o vides t hat, unde r 

certain conditions, re nts and profit s a cqu ired pos t-petition are 

to be included within t h e se curity int e r e s t c r ea t e d by a pre-

pe titi on security ag r e eme n t: 

Ex cep t as p r ov ide d in sec ti ons 363, 
5 06 ( c ), 522 , 544, 545 , 5 4 7 and 54 8 of 
this title, if t he d e btor a nd a n e n ti t y 
en t e red i n t o a secur ity a greeme nt befor e 
the comme nc e me nt of the case and i[ the 
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secur it y i nteres t c r ea t e d by such 
security ag r e ement exte nd s to prope rt y of 
t he de b t o r acq ui r ed be f ore the 
c omme nceme n t of the c ase and t o proce.eds, 
produc t , of fs pring, ~en t s , or p r o fits o f 
s uch prope~ty , t hen suc h secur i t y 
i nte r est ex t e nds t o such p r oceeds , 
p r oduc t , o ff s p ring , r e nts, o r prof its 
a c qui red by t he estate after t he 
c omme ncement of t he ca s e to the ex t ent 
p r ovi de d by such s ecurity ag reement a nd 
by appl icable non-bank rup t cy l aw , e xce p t 
to an y ex tent that the c o r t , a fter 
not i ce a nd a hea ~ ing and based o n the 
equities o f t he ca se , o r ders othe rwise. 

Thro ugh this section, the Cong r e s s is a ttempti ng to avo i d t he 

inequity of dep riv i ng a mo r t gagee of his s ta t e l aw secur i ty 

i n t erest when ba nkruptcy i nt erve nes, a problem which wa s 

add r essed by the Sup r eme Cou rt when it re ndered i ts decisi o n in 

Butner. Butne r v. United States, 44 0 u . s . at 56-57 . 

Section 55 2(b), howeve r, 1s e xpress ly limite d to 

secur i t y i nterest s created !'before the commencement of the c a se. " 

T h i s 1 i m i t a t i o n i s r e a s on a b 1 e i n 1 i g h t o f the a u t om a t i c s t a y 

imposed purs ua nt to secti o n 362 whi c h , upon the f iling o f a 

ba nkr uptcy petition, ope r a tes as a s t ay of : 

Any ac t t o c rea t e, perfec t o r enforce a ny 
li en agai ns t the p roperty o f t he estate . 
Sect i on 3 6 2 ( a ) ( 4 ) ; 

and 

Any ac t to create, pe rfe ct o r en f orce 
ag a inst prope rty of t he debto r any li e n 
to the ext e nt that s uc h l i e n secures a 
cla i m tha t arose befo r e the commen cement 

f the case und e r th i s t itle . Sec t i on 
362(a)(5). 
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As stated by Judye Mahoney at p ag e 6 of hi s mern o ~andum 

op in i on , "[t}he d ~afters of the Code we ~e aware that the broad 

lang uage o f Secti on 362 would s top the pe r f ection of certain 

liens, inc lud ing securi ty in t erests, sta tu tory liens and j udic i a l 

liens as well a s i nchoate charge s agai nst property ," citing 

Collier on Bankruptc y , 15th Ed. ,Pa r. 362 .04. To p rovide 

c~ed itors with the same protect ion , the cred ito r mi g t e xpect 

under sta t e law wi t h regard t o pe rfection of liens, t he dra f ters 

provided the cred i t o r with t he benef it of Se ct ion 5 4 6 (b) whi c h 

allows pos t -peti t ion per fe cti on u nde r c erta in c ircums tan c es. 

Perf ec ti o n under s ecti on 54 6, howe ver, has not o ccurred in thi s 

case. 

Se c t i on 5 5 2 (b ) 

Section 544 of the Co de . 

is al s o e xpre ss ly made s u bj ect to 

Und e r s e c tion 544, t he Ma hl ochs, as . 

debtors in pos s e s s i on, were ve s ted with a j udicia l l ie n at the 

c omrne nc e ment of the c ase on a ll estate pro pe rty s ub jec t to a 

judicial or judgment li e n. In Ne b r aska a lien o f judgme nt 

attach e s to a ll l a nds a nd tenemen ts of the debtor with in the 

county whe r e the judgment is en tered . Neb .Rev.Stat. § 25-1 504 

(Reissue 1985). Under Se ction 5 4 4, the debtors in p o ssession, as 

judgme n t c~editors , are a s sumed to h a ve had judgme nt ente r e d in 

all c o unti es wherein the d ebto r own s real prope rty. S i nce the 

debtors in possess i o n had a judg me nt lie n on al l the Ma hloch 's 

r ea l p rope rty a nd the l ie n was perfected th roug h possession , t hey 

were also entitl e d to coll ect rents a nd p r o f its f rom t he l and . 

See Hu ston, supra. 
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With the s e p rinciples of sta t e and fede~al ba n k ~uptcy 

l aw in mind, the cou r t must now d eterm i ne the pri o rity o f the 

li e ns on the r e nts and profi ts. If u n pe rfecte d pre-pet i tion , the 

Ban k' s security interest in rent s and p ro f it s i s subordinate t o 

that of the debtors in pos sessi on on b e h al f of the u nsecured 

creditors o f the es ta te by vi rtue of Se c t ion 544( a ) . See Uni t ed 

State s v. Landmark Park & Asso c . , 795 F.2d 683, 684 (8 t h Ci~. 

1 9 86 ) . 

As note d earlier , a mortg a g o r is en t it led t o all rents 

and p r o f it s wh i le he is in p os s ession of the e nc umbered r ea l 

p roperty. Th i s sta t utory rig h t may be modified by agreemen to 

the contrary , as the Mahlochs and the Bank did i n t h e ca se 

prese nt ly be fore the Cou r t. They a greed that, u po n d efa u l t, the 

Ban k c o ld ta ke posses s i o n of t h e p ropert y an d c ol lect re nt s a n d 

pro f it s the ref rom. Under s u ch a n agreeme n t , an equitable l i e n 

arises in f a v o r of the Ba nk on l y after a def a ult h as occu r r e d a nd 

it is shown that the e ncumbe red real propert y is n o t a d e quat e to 

s atisfy t he mortgag e debt. I n r e Anderson, 50 B .R . at 73 2. 

Unle s s othe rwi se p e rf e c ted, the Ba nk' s li e n aga ins t r en t s and 

profits was sub o rdinat e to that of the debto r s i n possessi on 

because the default occurred post-petition. 

The Bank argue s its li en a ga ins t re nts and prof its was 

pe rf e ted when it properly filed its mortgage s with t he cou nty 

cl e r ks for t he counti es in wh ich the proper ty i s located. 

Indeed, the Eig hth Circuit Cour t of Appea ls has r e ce ntly hel d 

th a t r e co rd i ng of the l oan d oc ume nts i s suff i cie nt t o perfect a 

fe de ra l l e nder ' s se cu~ i ty interes t at ~ents . Unit e d Sta t es v. 
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La ndmark Park & Assoc., 79 5 F. 2d at 68 7 . The cou r t's d e c i s i on , 

howe ve r , wa s l im ited to t he f ede r a l lende r/p r i va t e d e b tor 

rel ationshi p. It re cogn i ze d that state law appli es to d i s p u t es 

bet we e n pa r ti es in the private sector . 

The Ba n k f ai ls t o c i te, and the Cou rt c a nnot f ind any 

other autho r i t y i n su p port of its con tenti o n that it could 

pe rfect it s secu r ity i n terest in re n t s a nd p r ofit s throug h 

re co rd i ng. Unde r present Ne braska law, it appea rs t ha t t he 
' 

Bank's li en i n rents and prof its could not be perf e cted and 

enforced unti l a f t e r a de f au l t o c c u r red. Si n ce the Ma hl o chs we r e 

not i n d e fa ul t un til a f ter t hey f i l ed t hei r ba nk ru p t cy 

petit i o n e rs, t h e Ba n kru p tc y Cour t correct ly he l d the Bank's 

s e cu r i t y i nt e rest i n ren ts and pro f i t s wa s s u bordi n te t o that of 

the de b to r s in posses sion. Accord ing ly, 

IT I S HEREBY ORDER ED that t h e Ma rch 12, 1986, 

Bankruptcy Cour t ~rd er d enyi ng t he Sal ine St a t e Bank' s 

applicat i on f or r e nts a nd profits is a ffirmed. 

/It 
DATED this I ? L da y of Oct o ber , 1986. 

ST ROM 
DISTR I CT JUDGE 


