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DEBTORS 1 MEMORANDUM OPINION 

The A p p l i c a t i o n  f o r  s e q u e s & a t i o n  of R e n t s  a n d  P r o f i t s  by  
S a l i n e  State Bank i n  both o f  the a b o v e - e n t i t l e d  cases w a s  
c o n s o l i d a t e d  f o r  t r i a l .  E v i d e n t i a r y  h e a r i n g  w a s  h e l d  o n  November 
1 2 ,  1 9 8 5 .  Appear ing  o n  b e h a l f  of t h e  d e b t o r s  w a s  J o s e p h  Badami 01 
Badami a n d  Radke  o f  L i n c o l n ,  N e b r a s k a .  A p p e a r i n g  o n  b e h a l f  of 
First N a t i o n a l  B a n k  of C h i c a g o  was G r e g o r y  W. S e a r s o n  of Kutak, 
Rock & C a m p b e l l ,  Omaha, Nebras lca ,  a n d i w i t h  h im o n  t h e  p o s t - t r i a l  
b r i e f  was J o s e p h  M. R u s s e l l ,  The F i r s t  N a t i o n a l  Bank of C h i c a g o  
Law D z p a r t r n e n t ,  C h i c a g o ,  I l l i n o i s .  Je r ro ld  S t r a s h e i m  a n d  T i m o t h y  

--. I l a i g h t  of S a i r d ,  Holm, McEachen,  P e d e r s o n ,  Hamann & S t r a s h e i m ,  
Omaha, N e b r a s k a ,  appeared on  b e h a l f  of S a l i n e  S t a t e  ~ a n k ? .  

H i s t o r . ?  of t h e  Case  

T h e  d e b t o r s  f i l e d  t h e i r  o r i g i n a l  p e t i t i o n s  u n d e r  C h a ? t e r  1 1  
of t h e  B a n k r u p t c y  Code 0 1 1  Noventber 30 ,  1 9 8 2 .  

T h e  S a l i n e  S t a t e  Bank ( B a n k )  f i l e d  i t s  A p p l i c a t i o n s  t o  
S e q u e s t e r  R e n t s  and P r o f i t s  o n  S e p t e m b e r  2 8 ,  1 9 9 3 .  D e b t o r s  a n d  
F i r s t  N a t i o n a l  Bank of C h i c a g o  ( F N B ) ,  a n  u n s e c u r e d  c r e d i t o r ,  
opposed the a p p l i ' c a t i o n s .  

On !*lay 2 5 ,  1 9 8 4 ,  J u d g e  David  C r a w f o r d ,  t h e  B a n k r u p t c y  J u d g e ,  
e n t e r e d  a n  o r d e r  d e n y i n g  t h e  B a n k ' s  a p p l i c a t i o n s .  

On J u n e  2 0 ,  1 9 8 5 ,  J u d g e  C. A r l e n  Eearn of the U n i t e d  S t a t e s  
D i s t r i c t  C o u r t  for t l i ~  D i s t r i c t  of Nebraska i s s u e d  a n  o r d e r  
r e v e r s i n g  t h e  o r d e r  of t h e  R a n k r u p t c y  C o u r t  a n d  r e i n a n d i n g  t h e  case 
f o r  further p r o c e e d i n g s .  

T h e  B a n k r u p t c y  C o u r t  e v i d e n t i a r y  h e a r i n g  was t ~ e l d  o n  November 
7 2 ,  1 9 8 5 .  Post-trial b r i e f s  were requested. 



eacll of the e s t a t e s .  Ttlc clairrts w c r c  sccured by r e a l  e s t a t e  
A 

m o ~ - t g a g e s ,  secured it1terc.s ts i r l  crops, and assigli~oent of land 
contracts and a portion of tl~e debtor-s' claims in t h e  bankruptcy 
estates of Iiarvey and Alice blahloch (n I (82-670 ,  Neb.) and blafiloch 
Farms, Inc, (BKB2-6G9, Neb.). The mortgages and land contracts 
contain a provision for assignment of rents and profits to the 
Bank upon default by the debtors. Such provision s t a t e s :  

" ~ i m e  is of the essence hereof, and upon 
m o r t g a g o r ' s  def3ult i n  any covenant or 
agreement of this mortgage, including 
covenants to pay when due the sums secured by 
this mortgage, the mortgagee shall be 
entitled, at its sole option and without 
notice, to declare all sums secured by tllis 
mortgage to be i lnnediately due and payable and 
nay commence foreclosure of this mortgage by 
judicial proceedings; and, provided further, 
that upon such default the mortgagee, or a 
receiver appointed by a coprt, ; l a y  at its 
option and without regard to the adequacy of 
the security, enter upon and take possession 
of the property and collect the rents, issues 
and profits therefrom and apply them first to 
the cost of collection and operation of the 
property and then upon the indebtedness 
secu red  by t h i s  mortgage; s a id  rents, issues 
and profits being h e r e b y  assigned to the 
mortgagee as further security for the payment 
of the indebtedness secured hereby." 

The mortgages and contracts each include a p r o v i s . ' o n  t h a t  t h e  
debtors agree to pay when due all taxes against the real estate. 
The documents provide as follows: 

"~ortgagor further covenants and agrees, 
with mortgagee, as follows: 

3. taxes, assessments. 

To pay when due all t a x e s ,  special assessments 
and a l l  othcr charges against property. . . . I I 

On November 3 0 ,  1 9 8 2 ,  t h e  d a y  the debtors f i l e d  their 
bankruptcy petitions, they were not in default under any term of 
the mortgages or contracts. 

'rhc real e s t a t e  t a x e s  011 the r~lortqctged property beca~ne d u e  
for the year 1982 (311 Dcccrnhc-.r 31 , 1 3 0 2 .  'I'he taxes were delinclul?nt 
on Flay 1 , 1 9 8 3 ,  atlcl Scptc~i~i>(..r 1 , 1 9 8 3 .  
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The p a r t i e s  h a v e  s t i p u l a t e d  t h a t  a s  o f  S e p t e l n b c r  2 8 ,  1983 ,  
t h e  d a t e  t h e  Bank f i l e d  i t s  a p p l i c a t i o n s ,  the Bank was 
u n d e r s c c u r e d .  The s t i p u l a t i o n  i s  a s  f o l l o w s :  

 hat a t  a l l  times m a t e r i a l  h e r e i n  from 
a n d  a f t e r  S e p t e m b e r  2 8 ,  1 9 8 3 ,  t h e  d a t e  o f  t h e  
f i l i n g  by t h e  S a l i n e  Bank  af i t s  a p p l i c a t i o n  
t o  s e q u e s t e r ,  t h e  u n p a i d  a m o u n t  o f  ~ a n k ' s  
c l a i m ,  e x c l u d i n g  p o s t p e t i t i o n  i n t e r e s t ,  w a s  
g r e a t e r  t h a n  t h e  v a l u e  of a l l  s e c u r i t y  
s e c u r i n g  t h a t  c l a i m ,  e v e n  i C  t h a t  c o l l a t e r a l  
i s  deemed t o  i n c l u d e  a l l  r e n t s  a n d  p r o f i t s  
w h i c h  a re  t h e  s u b j e c t  matter o f  this 
a p p l i c a t i o n . "  

The  d e b t o r s  o p e r a t s d  t h e  f a r m  b u s i n e s s  d u r i n g  1 9 8 3  a s  d e b t o r s  
in p o s s e s s i o n .  From s u c h  o p e r a t i o n  t h e  debtors e a r n e d  t h e  t o t a l  
a m o u n t  o f  $ 2 4 3 , 4 7 2 . 8 8  v;hich r e p r e s e n t s  " r e n t s  a n d  p r o f i t s "  
g e n e r a t e d  by t h e  d e b t o r s '  u s e  of r e a l  e s t a t e  p ledged a s  s e c u r i t y  
f o r  t h e  ~ a n k ' s  l o a n s .  

' P r i o r  t o  t h e  f i l i n g  o f  t h e  b a n k r h p t c y  p e t i t i o n ,  t h e  Bank h a d  
n o t  commenced f o r e c l o s u r e  p r o c e e d i n g s ,  n o r  h a d  i t  s e c u r e d  the 
a p p o i n t m e n t  o f  a  r e c e i v e r  t o  t a k e  p o s s e s s i o n  o f  tile rents a n d  
p r o f i t s  from t h e  s u b j e c t  r e a l  e s t a t e .  a 

A 1 1  of t h e  n o t e s  e x e c u t e d  by  t h e  d e b t o r s  t o  t h e  B a n k  were 
demand n o t e s .  P r i o r  t o  t h e  b a n k r u p t c y  p e t i t i o n s  b e i n g  f i l e d ,  t h e  
Bank  h a d  n o t  made a n y  demand upon  the d e b t o r s  for p a y m e n t  of t h e  
n o t e s .  

Some of t h e  p r o p e r t y  t a x e s  w h i c h ,  a c c o r d i n g  t o  t h e  m o r t g a g e  
d o c u m e n t s ,  were r e q u i r e d  t o  be paid o n  a t i m e l y  b a s i s ,  were u n p a i d  
a t  t h e  t i m e  t h e , a p p l i c a t i o n  f o r  s e q u e s t r a t i o n  was  f i l e d .  

After f i l i n g  t h e  b a n k r u p t c y  p e t i t i o n s ,  t h e  d e b t o r s  f a i l e d  t o  
h o l d  a n y  s a l e s  of real e s t a t e  w h i c h  were p r o v i d e d  f o r  i n  t h e  l o a n  
s g r e e m e n t  d a t e d  May 1 7 ,  1 9 8 2 .  P u r s u a n t  t o  s u c h  a g r e e m e n t ,  t h e  
real e s t a t e  was f i r s t  t o  be l i s t e d  f o r  s a l e  a t  p r i v a t e  s a l e  a n d  
e v e n t u a l l y  was t o  be s o l d  a t  p u b l i c  a u c t i o n .  The l i s t t n g s  were 
n o t  a c c o m p l i s h e d  a n d  t h e  s a l e s  were n o t  h e l d  b e c a u s e  t h e  p e t i t i o n  
i n  b a n k r u p t c y  h a d  been f i l c d .  E v e n t u a l l y  t h e  p r o p e r t y  was s o l d  
t h r o u g h  b a n k r u p t c y  r a t h e r  t h a n  t h r o u g h  t h e  l o a n  a g r e e m e n t .  

I n  the c a s e  o f  D c n r l i s  Elahloch,  the a m o u n t s  of rr-rlts a n d  
p r o f i t s  w h i c h  a r e  a t  ~ S D U C  a r e  $100, '198.99 p l u s  i l ny  i n t e r e s t  
e a r n e d  o n  t h a t  surn s i n c e  t h e  d a t e  o f  the h e a r i r ~ q ,  Novcnlbcr 1 2 ,  
1 9 G 5 .  



P E u n i c e  Plahloch p l u s  t h e  irlcot~:.~ rc.3lizcd frorr~ E u n i c e  Mahloch's 
o n e - h a l f  interest i n  t l ~ c  o w n e r s h i p  of the S a l i n e  C o u n t y  quarter - section. 

m 
'l'he re t i l3inder  of t11~  rerltr; and  p r o f i t s  a t t r i b u t a b l e  t o  

Richard  and Eunice, 379,198 is allocated by the parties based u p o n  
~ichard's o w n e r s h i p  i n t e r e s t .  

A p a r t  from t h e  r e n t s  anif p r o f i t s  claimed i n  these cases, the 
S a n k  has no o t h e r  source of p3ymcnt for its clairns. 

T h e  unpaid balaricc of t h e  proof of c l a i m  i n  Richard an? 
E u n i c e ' s  case is $560 ,828 .96  principal plus prepetition interest 
o f  $ 1 3 5 , 5 0 3 . 5 6 .  

In the case  of D e n n i s  Mahloch t h e  u n p a i d  ba l ance  on t h e  proof 
of c l a i m  i s  $ 5 3 5 , 7 2 3 . 4 0  principal plus u n p a i d  p r e p e t i t i o n  i n t e r e s t  
o f  $1 32,186.07.  

In summary, the unpaid amount of the claim of the Bank of 
R i c h a r d  and E u n i c e ' s  case is a b o u t  $ 7 0 0 , 0 0 0  and in Dennis's case 
of about $ 6 6 0 , 0 0 0  w i t h  approximately $ 2 5 0 , 0 0 0  available 2nd in 
dispute. 

Issue and Decision 

I - Issue: May a mortgagee p e r f e c t  its i n t e r e s t  i n  rents and A 
p r ~ f i t s ~ p o s f i p e t i t i o n  if: the d e S t o r  was n o t  i n  d e f a u l t  prepetition? 

Decision: The creditor cannot rely upon  p o s t p e t i t i o n  
"defaults" to justify perfection of an interest in rents and 
profits and obtain a n  order f r o m  t h e  Bankruptcy C o u r t  sequestering 
such rents and profits. 

Conclusions of Law 

S i n c e  t h e r e  was no  prepetition default, the Bank, 
prepetition, could not have  f i l e d  a State Court mortgage 
foreclosure action prepetition a n d  could not have obtained the 
appointment of a receiver pursuant to §25-1081 R.R.S. 1943.  Thus, 
s i n c e  t h e  f i l i n g  of a petition in bankruptcy did not hold the Bank 
off from its State C o u r t  remedies, because i t  had no right to 
S t a t e  Court remedies o n  t h e  date of t h e  filing of the p e t i t i o n ,  
the Bank had n o  r i g h t  to a sequestration sf rents and profits 
following the filing of the petition. 

T h e  D i s t r i c t  C o u r t  opinion remanding t h i s  case to t h e  
B a n k r u ~ t c y  Court for n finding of fact and entry of the 
a p p r o p r i a t e  order  a s s u i ~ i e c l  t h a t  the  debtors  w e r e  i n  d e f a u l t  u n d e r  
tile tcrrns of  one or rnorc of their agreements with t h e  Rank prior 
t o  t h e  petition heinq filcd.  hat opinion, at page 2, s t a t e d :  



" ~ t  is undisputed that debtors were in 
default on the applicable promissory notcs and 
loan agrccrnents when they filed their 
banlcruptzy petitions. I I 

However, after a review of the evidence, it is apparent that t h e  
debtors were not i n  default when the bankruptcy petitions were 
filed. 

Based upon the S S S U I I I ~ ~  default, the District Court found 
that, but for the bankruptcy petition, the Dank could have filed 
an action in State Court requesting the appointment of a receiver 
and thus perfected its security interest in the rents and profits. 
By such perfection under State nonbankruptcy law, the rents and 
profits would thereby be includqd in the terms of the security 
interest created by the prkpctition security agreement. 

There is &O question that State law governs the right to 
rents and profits realized from secured real estate. Butner v. 
United States, 440 U.S. 48 (1979). It is also undisputed that 
rents and profits clauses in mortgage documents are valid and 
enforceable in Nebraska. Central Nebraska Savings Bank v. First 
Cadco Corp., 1 8 6  Neb. 1 1  2, 181 N.W.2d 261 ( 1  970); Pennsylvania 
E.!gtual Life Ins. Co. v. Katz, 1 3 9  Neb. 501, 297 N.W. 899 (1941  ) .  

C 

Also, as q~loted in the decision by Judge Ream conc8rning the 
re~nand of this case, Nebraska law also recognizes an "'equitable 
lien" thlzory upon default: 

"On a condition broken by which the 
mortgagee is authorized to commence 
foreclosure proceedings, if the property be 
inadequate security (the mortgagee) has thence 
forward an equitable lien upon the rents and 
profits, or so much thereof as may be 
necessary to the security of the mortgage debt 
which he may enforce by proper proceeding. 
Federal Mortqaqe Corp. v. Ganser, 14G Neb. 
635,  20  bJ.I.J.2d 689 ( 1 9 4 5 ) . "  

However, this "equitable lien" is dependent upon, at the very 
least, a default cr breach of the agreement which would authorize 
the mortgagee to commence a foreclosure action. 

The proper procedure to enforce such s lien outside the 
context of bankruptcy includes the commcncernent of foreclosure 
proceedirly requcstir~g the appointment of a receivcr to collect the 
rents and profit:;. Prutlential - ~nsurar~ce Cn. v. F a r m  I n v .  C o . ,  1 2 3  - 
:*:el). 5 7 8 ,  2 4 3  N.W. 0 4 3  ( 1 3 3 2 ) ;  ~ ~ ~ . ; t c > n  v .  C , ~ n F i c . l r l ,  57 N c L r .  345, 7 7  - - - --- 
:!.W. 7 6 3  ( 1 E 9 9 ) .  



A A c r c c 1 i t r ) ~ -  t t l l f .  dvsiucs t o  perfect i t s  l i e n  upon t h e  r e n t s  
and p r o f i t s  by  b r i n g i n g  a m o r t g a g e  f o r e c l o s u r e  action i n  t h e  State 
C o u r t  i s  p r o h i b i t c d  [ r a n  d o i n g  so by 5362 of the U a n l ~ r u p t c y  Code.  

A 
T h e  automatic s t a y  of 5 3 6 2 ,  u p o n  t h e  f i l i n g  of a p e t i t i o n ,  
o p e r a t e s  a s  a s t a y  o f :  

a n y  a c t  to c rea te ,  perfect or  en fo rce  a n y  
l i e n    gain st p r o p e r t y  of the e s t a t e ;  
5362(a)(d) a n d  

a n y  a c t  t o  c r e a t e ,  p e r f e c t  o r  e n f o r c e  
against p r o p e r t y  of t h e  d e b t o r  a n y  l i e n  t o  t h e  
e x t e n t  t h a t  s u c h  l i e n  s e c u r e s  a c l a i m  t h a t  
a r o s e  beforc t h e  commencement o f  t h e  c a s e  
u n d e r  t h i s  t i t l e .  53$2(a)(5). 

The d r a f t e r s  of tile Code were a w a r e  t h a t  t h e  broad l a n g u a g e  
of s 2 6 2  would s t o p  t h e  p e r f e c t i o n  of c e r t a i n  l i e n s ,  including 
s e c u r i t y  i n t e r e s t s ,  s t a t u t o r y  l i e n s  a n d  j u d i c i a l  l i e n s  a s  w e l l  a s  
i n c h o a t e  charges a g a i n s t  p r o p e r t y ,  S e e  C o l l i e r  on B a n k r u p t c y ,  
1 5 t h  E d i t i o n ,  P a r a g r a p h  3 6 2 . 0 4 .  To p r o v i d e  c r e d i t o r s  w i t h  the 
same p r o t e c t i o n  t h e  creditor m i g h t  eApect u n d e r  State law w i t h  
r e g a r d  t o  p e r f e c t i o n  o f  l i e n s ,  t h e  d r a f t e r s  p r o v i d e d  t h e  c r e d i t o r  
w i t h  t h e  b e n e f i t  of 5 5 4 6 ( h )  wh ich  p r o v i d e s :  

I 1  The rights and powers  o f  a t r u s t e e  u n d e r  
r s e c t i o n s  5 4 4 ,  545 ,  a n d  549  o f  t h i s  t i t l e  a r e  

subject t o  g e n e r a l l y  a p p l ' i c a b l e  l a w  t h a t  
p e r m i t s  p e r f e c t i o n  o f  a n  i n t e r e s t  i n  p r o p e r t y  
t o  be e f f e c t i v e  a g a i n s t  a n  e n t i t y  t h a t  
a c q u i r e s  r i g h t s  i n  s u c h  p r o p e r t y  before t h e  
d a t e  of s u c h  p e r f e c t i o n .  I f  s u c h  law r e q u i r e s  
s e i z u r e  o f  s u c h  p r o p e r t y  or commencement of a n  
a c t i o n  t o  a c c o m p l i s h  s u c h  perfection, and such 
p r o p e r t y  has n o t  b e e n  s e i z e d  or s u c h  a c t i o n  
h a s  n o t  b e e n  commenced before the d a t e  o f  the 
f i 1 i r . g  o f  t h e  p e t i t i o n ,  s u c h  i n t e r e s t  i n  s u c h  
p r o p e r t y  s h a l l  be p e r f e c t e d  by n o t i c e  w i t h i n  
t h e  t i m e  f i x e d  by s u c h  l a w  f o r  such s e i z u r e  o r  
comrnencernent . " 

A c c o r d i n g  to C o l l i e r ,  s u p r a ,  t h i s  Language s h o u l d  be r e a d  i n  
a broad s e n s e  a n d  w o u l d  p r o t e c t ,  for e x a m p l e ,  t h e  h o l d e r  o f  a 
purchase-money  s e c u r i t y  i n t e r e s t  who was given ten d a y s  t o  p e r f e c t  
a n d  h a v i n g  d o n e  s o  would < o f e a t  a n  i n t e r v e n i n g  c r e d i t o r .  S e e  
C o l l i e r s ,  P a r a g r a p h  3 6 2 . 0 4 .  

By a revicv: o f  the i n t e r p l a y  be tween  t l r c  various p r o v i s i o n s  
of the B a n k r u p t c y  C o t l c ,  s p e c i f i c a l l y  5362 a n d  5 5 4 4  and 5 5 1 6 ( h )  and  
p e r h a p s  5 5 5 2 ( b ) ,  i t  i s  a p p a r e n t  that the drafters i n t c n d e d  t o  
p r o t e c t  t h e  e n f o r c e l l l e n t  r i g h t s  of n credi tor  w h o  p r e p e t i t i o n  had a h 

f-- perfcrted a l i e n  o n  p r o p e r t y  o f  t h e  d e b t o r  o r  p r o p e r t y  of the 
ez  t,? tc. 

I 



/-. 
There is n o t h i n y  in the Bankruptcy Code or t h e  Rules which 

permit a creditor to perfect a lien postpetition, except f o r  the 
limited perfection remedies available under 5 5 4 6 .  

No section of the Bankruptcy Code perrnits a creditor to tre~lt 
postpetition acts or omissions as a "default" under a prepetition 
mortgage giving rise to a right on behalf of the creditor to 
obtain perfection of a lien within the Bankruptcy Court. 

In the Rutner case, supra, the Supren~e Court of the United 
States was reviewing a bankruptcy case filed under the Act rather 
than under the new Code. The Butner court spent several pages 
discussing the type of relief that a Bankruptcy Court could offer 
a creditor who was stayed from enforcing State law remedies. 
However, theholding of B u t n c r  was simply that the Bankruptcy Court 
should look to State law to det.irmine whether or not a creditor's 
interest in rents and profits was perfected which would enable the 
court to sequester the rents and profits for the benefit of the 
creditor rather than giving possession of such rents 2nd  profits 
to the trustee for the benefit of the general creditors. 440 U.S. 
48 at 52. In Butner there was a prepetition default, Since 
Butner, the statute h a s  been completely changed and the statute 
itself provides the mechanism for protection of creditor's rights 
so thoroughly discussed in Butner. 

These Mahloch cases were filed under Chapter 1 1  ofathe 
Bankruptcy Code. Under Chapter 1 1  the debtor is given an 
opportunity to attempt to formulate a plan which will satisfy the 
debtor's obligation to creditors. Chapter 1 1  has elaboratz 
provisions £or disclosure, contents of plan, confirmation 
standards and powers of the debtor as debtor-in-possession. The 
right granted the debtor-in-possession to have an opportunity t o  
reorganize the financial affairs of the debtor is subject to 
rights granted the creditor under 5 5 3 6 2 ,  3 6 3  and 5 5 2 ( b ) ,  among 
others. Those szctior~s permit the creditor to ask the court to 
lift the automatic stay so that the creditor can enforce State 
Court rights or to require that the debtor provide some type of 
adequate protection of the creditor's interest in the collateral 
which is claimed to be subject to a perfected security interest. 

Under this statutory scheme, the creditor is temporarily held 
off from obtaining possession of the collateral in which it holds 
a validly perfected sccurity interest if and only i f  the debtor 
provides the creditor with "adequate protection" of the creditor's 
interest in the collateral. Before the debtor is required to 
provide such adequate protection, the creditor must show that its 
lntercst in the collateral is validly perfected. 

R ~ n t s  and p r o f i t s  which corrle i n t o  t . 1 1 ~  ~)osr;r?:;siorl of d e b t o r  
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t h e  sale of c r o p s  c j ror~n up011 tile mortgaged p ~ - o p c r t y ,  i s  s u b j e c t  to 
S k a t e  l a w  r e q u i r e n ~ e n t r ;  c o n c c r n i n q  perfection of t h a t  i n t e r e s t .  
See - 1  C o l l i e r  s u p r a ,  P a r a g r a p h  3 6 3 . 0 2 ;  ~ u t n e r  v .  U n i t e d  S t a t e s ,  
s u p r a .  

'1'0 r e q u i r e ,  a s  t h e  C a n k  i n  t h i s  ca se  u r g e s ,  t h a t  t h e  
B a n k r u p t c y  C o u r t  f i n d  t h a t  a n y  p o s t p e t i t i o n  a c t s  o r  ornissians 
w h i c h  w o u l d  h a v e  been b r e a c i l e s  of t h e  l o a n  a g r e e r r ~ c n t s  if  t h e y  h a d  
o c c u r r e d  p r e p e t i t i o n ,  a r e  " d e f a u l t s "  and t h c n  t o  f i n d  t h a t  t h e  
B a n k r u p t c y  C o u r t  i s  r e q u i r e d ,  i f  s u c h  " d e f a u l t "  e x i s t s ,  t o  g i v e  
t h e  Bank t h e  remedy i t  w o u l d  h a v e  h a d  i n  S t a t e  C o u r t  i f  a d e f a u l t  
h a d  o c c u r r e d  p r e p e t i t i o n ,  seems t o  r e q u i r e  t h e  B a n k r u p t c y  C o u r t  t o  
p r e t e n d  t h a t  t h e  B a n k r u p t c y  Code d o e s  not e x i s t .  I t  i s  t h e  
o p i n i o n  o f  this C o u r t  that u p o n  t h e  f i l i n g  o f  a p e t i t i o n  i n  
b a n k r u p t c y  t h e  p a r t i e s  a re  f r o z e n  i n  p o s i t i o n  s u b j e c t  t o  c e r t a i n  
r i g h t s  and remedies  incorporated i n t o  t h e  S a n k r u p t c y  C o d e  i t s e l f .  
The c r e d i t o r  c a n n o t  go i n t o  S t a t e  C o u r t  t o  f o r e c l o s e  w h e t h e r  t h e r e  
e x i s t e d  a p r e p c t i t i o n  d e f a u l t  or  w h e t h e r  t h e r e  o c c u r s  a 
~ o s t p e t i t i o n  d e f a u l t .  The c r e d i t o r  c a n n o t  p e r f e c t  s e c u r i t y  
i n t e r e s t s  t h a t  were n o t  per fec ted  prior to the f i l i n g  date. The 
c r e d i t o r  c a n ,  h o w e v e r ,  ask t h e  c o u r t  t o  g r a n t  c e r t a i n  t y p e s  o f  
r e l i e f  so that t h e  c r e d i t o r ' s  p e r f e c t e d  i n t e r c s t  i n  collateral i s  
no t  d i m i n i s h e d  d u r i n g  t h e  b a n k r u p t c y  p r o c e e d i n g s .  

I f  a c r e d i t o r  h a s  some i n c h o a t e  c o n t r a c t  r i g h t  t o  or 
e q u i t a b l e  l i e n  on " r e n t s  and p r o f i t s "  w h i c h  w a s  n o t  a n d  c o u l d  n o t  
h a v e  been p e r f e c t e d  u n d e r  S t a t e  l a w  p r e p e t i t i o n ,  t h e  i n t e r v e n t i o n  
of the Q a n k r u p t c y  p r o c e e d i n g  p r o h i b i t s  t h a t  inchoate r i g h t  f r o m  
b e c o m i n g  p e r f e c t e d ,  p r o h i b i t s  t h a t  a l l e g e d  i n t e r e s t  i n  r e n t s  a n d  
?refits f r o m  becorn ing  an i n t e r e s t  i n  c a s h  collateral a n d ,  i n  t h e  
o p i n i o n  o f  t h i s  C o u r t ,  p r o h i b i t s  t h e  B a n k r u p t c y  C o u r t  from 
s e q u e s t e r i n g  t h e  r e n t s  and p r o f i t s  f o r  the b e n e f i t  of t h e  m o r t g a g e  
creditor. 

T h e  r e a s o n  f o r  t h i s  r z s u l t  i s  t h a t  t h e  d e b t o r - i n - p o s s e s s i o n ,  
3s o f  t h e  commencement o f  t h e  case, h a s  t h e  s t a t u s  of a bona f i d e  
purchaser of rea l  property 11 U . S . C .  5 5 4 4 ( a ) ( 3 )  or  a bona f i d e  
l i e n  c r e d i t o r  1 1  U.S.C. s54(a)(2). U n d e r  these sect ions  o f  t h e  
C o d e ,  the d e b t o r - i n - p o s s e s s i o n ,  e x e r c i s i n g  t h e  powers of a 
trustee, can avoid  e q u i t a b l e  l i e n s .  S e e  I n  re Harbour House  
O p e r a t i n q  Corp., 26  B.R. 324, 331 (9krtcy. Mass. 1982). 

P r a c t i c a l l y  s p e a k i n g ,  i f  this C o u r t  w e r e  t o  f i n d  t h a t  a 
m o r t g a g e e  c o u l c ?  enforce i t s  claim to the r e n t s  a n d  p r o f i t s  
postpetition when t h e  r e n t s  and p r o f i t s  c lause  i s  t r i g g e r e d  o n l y  
by a " d e f a u l t "  t h a t  d o e s  n o t  o c c u r  u n t i l  a f t e r  t h e  p e t i t i o n  i n  
b a n k r u p t c y  i s  f i l e d ,  there w o u l d  be v e r y  l i t t l e  p o s s i b i l i t y  of a n y  
f a r m  C h a p t e r  1 1  b a n k r u p t c q  c o n t i n u i n g  b e y o n d  t h e  f i r s t  d a t e  t a x e s  
became d u e  o r  a n o t e  installment hecarne d u e ,  For example, u n d e r  
t h e  t h e o r y  t h e  Bank p r o p o s e s ,  i f  the d e b t o r  f i l e s  C h a p t n r  1 1  i n  
t h e  f a l l  of the year and  o k ~ t a i r i s  c r o p  f i n a n c i n g  f o r  t h e  n ~ x t  c rop  
:vh?ar from some o t h c r  c r e d i t o r ,  the Dank c a n  sit a n d  w a i t  u n t i l  the 
de5 to r  p u t s  i n  the c r o p ,  t a k e s  o u t  t h c  crop, f a i l s  t o  pay t h e  



property taxes on a timely basis or fails to make any payment 
under the loan documents. It can then file a motion to sequester 
all the rents and profits, allege and prove that the land is not 
sufficient to discharge t h ~  mcrtgage debt and t h e  court would 
order the proceeds of the crop season to be sequestered for the 
benefit of the mortgagee. Supposedly the court trould order such 
sequestration notwithstanding the Bankruptcy Code sections 
concerning the powers af a debtor-in-possession and 
notwithstanding the claims of other secured creditors who have a 
perfected security interest in growing crops and the products and 
proceeds thsrcof. 

If that is the law, there is no incentive for a farmer to 
attempt to reorganize under Chapter 1 1  in the District of Nebraska 
because there will be no uncncumbercd assets to fund a plan. If 
that is the law, creditors who have loaned money to a farmer and 
taken a security interest in the growing crops, products and 
proceeds will be greatly surprised that the mortgage lender whose 
mortgage was not in default on the date the petition in bankruptcy 
was filed has a prior claim to the "rents and profits" which will 
leave the secured creditor under the Uniform Commercial Code with 
little or nothing. If that is the law, unsecured creditors' 
rights will be changed by a mortgage lender that has a hidden lien 
which can be perfected, to the detriment of unsecured creditors, 

.--- postpetition. 

This Court concludes that for a mortgagee to have a right to 
an order sequestering rents and profits there must first have been 
a default under the mortgsqe documents prior to the bankruptcy 
petition being filed; secondly, t l ia t  the creditor has perfected 
its interest in the rents and profits prepetition. In this case 
there was no prepetition default and there was no perfection. 
Therefore, the Bank does not have a right to an order sequestering 
rents and profits, 

DATED: March 1 2 ,  1986. 

BY THE COUL:';': 
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