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INTRODUCTION

The commencement of a bankruptcy case adversely affects a cred-
itor's right to rents and profits derived from the debtor's property.
The Bankruptcy Code ("Code") supersedes inconsistent state law.'
Under the Code, creditors are presented with a virtual myriad of legal
issues for potential litigation due to a disparity in the decisional law
concerning rents and profits in bankruptcy cases. 2 Specific issues in-
clude: 1) whether rents and profits are property of the bankruptcy es-
tate;3 2) whether a creditor, having collected rents and profits, must
turn them over to the debtor upon the filing of bankruptcy;4 3)
whether interests in rents and profits that are not "perfected" at the
date of bankruptcy may be avoided by the trustee or debtor-in-posses-
sion;5 4) whether the bankruptcy court may and should exercise its
discretion to cutoff a creditor's interest in rents and profits based on
the equities of the case;6 5) whether rents and profits constitute "cash
collateral," subject to Code section 363 restrictions;7 and finally, 6)

t U. S. Bankruptcy Judge, District of Nebraska. J.D. Creighton Law School
(1973); LL.M. Harvard Law School (1976).

1. U.S. CONST. art. VI, cl. 2. The Bankruptcy Code is federal law paramount to
conflicting state law. Id.

2. Although many issues are not resolved, there is a growing body of literature on
rents and profits. For further reading I recommend starting with the comprehensive
recent article, Bonnie K. Donahue & W. David Edwards, The Treatment of Assignments
of Rents in Bankruptcy: Emerging Issues Relating to Perfection, Cash Collateral, and
Plan Confirmation, 48 Bus. LAw. 633 (1993). Other recent articles include: Cameron S.
Crowley, Comment, Assignment of Rents: The Creditor's Uncertain Path to Obtaining
Rents Generated From the Debtor's Property in Bankruptcy, 9 BANR. DEV. J. 177 (1992);
John Collen & Douglas Rosner, Protecting Assignments of Rents in Bankruptcy: The
Case for Following In re KNM Roswell, 20 CAL. BANKn. J. 197 (1992); Patrick A. Ran-
dolph, Jr., When Should Bankruptcy Courts Recognize Lenders'Rents Interests?, 23 CAL.
DAV. L. REv. 833, 857 (1990). For a historical overview of the treatment of rents and
profits, see Comment, The Mortgagee's Right to Rents After Default, 80 YALE L.J. 1424
(1941); Comment, The Mortgagee's Right to Rents and Profits Following a Petition in
Bankruptcy, 60 IA. L. REv. 1388 (1975).

3. See infra notes 33-46 and accompanying text.
4. See infra notes 47-60 and accompanying text.
5. See infra notes 61-90 and accompanying text.
6. See infra notes 103-11 and accompanying text.
7. See infra notes 112-27 and accompanying text.
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how rents and profits should be valued under section 506 of the Code.8

As is suggested by the very existence of these issues, a creditor's right
to rents and profits may be limited, impaired, or even avoided when a
debtor files bankruptcy. In a quest to enhance creditors' rights, Ne-
braska recently joined several other states by enacting legislation that
facilitates the transfer, perfection, and enforcement of interests in
rents.9

8. See infra notes 128-31 and accompanying text.
9. L.B. 14, Neb. Unicameral, 93d Leg., 1st Sess., 1993 Neb. Laws 57 [hereinafter

L.B. 14]. L.B. 14 provides in relevant part:
Section 1. for purposes of sections 1 to 8 of this act:
(1) Assignee shall mean the holder, and his or her successors and assigns,

of a security interest in rents which has been created, provided, assigned, or
granted by an assignor;

(2) Assignment instrument shall mean any mortgage, trust deed, assign-
ment of leases, assignment of rents, or other instrument or agreement which
creates, provides, assigns, or grants a security interest in rents;

(3) Assignor shall mean a person, and his or her successors and assigns,
who has created, provided, assigned, or granted a security interest in rents to
an assignee;

(4) Lease shall mean any license, lease, contract, or other agreement for
the use or possession or [sic] real estate;

(5) Rent party shall mean the party that is obligated under a lease to pay
rents;

(6) Rents shall mean any right to income, rents, proceeds, issues, profits,
royalties, or any other payment or benefit derived under a present or future
lease; and

(7) Security interest in rents shall mean any interest in rents or leases
which secures payment or performance of an obligation.

Sec. 2. An assignment instrument may provide that any or all obligations
covered by, described in, or identified by the assignment instrument are to be
secured by present, future, or after-arising rents or leases. The obligations cov-
ered by, described in, or identified by an assignment instrument may include
future advances or other value whether or not the future advances or value are
given pursuant to an existing commitment to loan additional funds.

Sec. 3. A security interest in rents shall be valid and binding between the
parties to an assignment instrument upon the execution and delivery of the
assignment instrument by the assignor to the assignee.

Sec. 4. A security interest in rents shall be perfected upon the recording of
an assignment instrument with the register of deeds in the county in which the
real estate, or any part thereof, described in the assignment instrument is situ-
ated. Upon the recording of the assignment instrument, the security interest
in rents shall be valid, enforceable, and binding against, unavoidable by, and
fully perfected as to all parties, including any subsequent purchaser, mortga-
gee, trustee in bankruptcy, general creditor, lien creditor, and other lienholder
or claimant, from the time of the recording of the assignment instrument. It
shall not be necessary for an assignee to take actual or constructive possession
or control of the real estate or rents related thereto, to secure the appointment
of a receiver, to take any action tantamount to taking of such possession or
control, or to take any other action whatsoever to perfect a security interest in
rents.

Sec. 5. An assignee may enforce a security interest in rents by (1) the ap-
pointment of a receiver under applicable law, (2) the recovery of rents as part of
the enforcement of an assignment instrument, or (3) as provided in section 6 of
this act or under other applicable law. The collection of rents by an assignee in
accordance with section 6 of this act shall not be deemed to impose the obliga-
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This Article summarizes Nebraska law on rents and profits, and
then surveys the impact of bankruptcy on a creditor's right to rents
and profits. The Article concludes that although recently enacted Leg-
islative Bill 14 ("L.B. 14" or "the Act") significantly improves the
rights of secured creditors to rents under a lease or similar agreement,
the Act does not appear to accomplish its intended purpose of protect-
ing creditors' claims to rents and profits in farm bankruptcies.

STATE LAW

In Butner v. United States,'0 the United States Supreme Court
established that state law determines a creditor's right to rents and
profits in bankruptcy cases." The Supreme Court rejected a line of

tions of a mortgagee or any other person in possession of the real estate on the
assignee.

Sec. 6. If agreed in an assignment instrument or on default by the assignor
whether agreed in the assignment instrument or not, the assignee shall be en-
titled to notify any rent party to make payment of rents due or to become due to
the assignee whether or not the assignor was previously receiving or collecting
rents. A rent party may pay rents to the assignor until the rent party receives
notification that the rents due or to become due have been assigned and that
payment is to be made to the assignee. If requested by the rent party, the
assignee shall furnish reasonable proof that the assignment has been made,
and unless the assignee furnishes the proof, the rent party may pay the as-
signor. A term in any lease between a rent party and an assignor is ineffective
if it prohibits assignment of a lease or rents due or to become due pursuant to
the lease, if it prohibits creation of a security interest in rents due or to become
due, or if it requires the consent of the rent party to such assignment or a se-
curity interest in rents.

Sec. 7. Priority between conflicting security interests in rents shall be
ranked according to priority in the time of recording of an assignment
instrument.

Sec. 8. Sections 1 to 7 of this act shall be applicable to any assignment
instrument properly recorded prior to, on, or after the effective date of this act.

Sec. 9. That section 76-276, Reissue Revised Statutes of Nebraska, 1943,
be amended to read as follows:

76-276. In the absence of stipulations to the contrary, the mortgagor of
real estate retains the legal title and right of possession thereof. This section
shall not limit or otherwise affect the creation, provision, assignment, granting,
or enforcement of a security interest in rents arising from real estate pursuant
to sections 1 to 8 of this act.

Sec. 10. That original section 76-276, Reissue Revised Statutes of Ne-
braska, 1943, is repealed.

Sec. 11. Since an emergency exists, this act shall be in full force and take
effect, from and after its passage and approval, according to law.

Id.
Several other states have recently enacted statutes governing the assignment of

rents and profits. See CAL. CIV. CODE § 2938 (West 1993); FLA. STAT. ANN. § 697.07
(West Supp. 1993); VA. CODE ANN. § 55-220.1 (Michie Supp. 1993); KAN. STAT. ANN.
§ 58-2343 (1992); MD. REAL PROP. CODE ANN. § 3-204 (Supp. 1992); N.C. GEN. STAT.
§ 47-20 (1992); TENN. CODE ANN. § 66-26-116 (Supp. 1992); WASH. REv. CODE ANN.
§ 7.28.230 (West 1992).

10. 440 U.S. 48 (1979).
11. Butner v. United States, 440 U.S. 48, 54-57 (1979).
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decisions in which rents and profits were governed by federal law, and
emphasized:

[Olur decision avoids the... inequity of depriving a mortga-
gee of his state-law security interest when bankruptcy inter-
venes. For while it is argued that bankruptcy may impair or
delay the mortgagee's exercise of his right to foreclosure, and
thus his acquisition of a security interest in rents according to
the law of many States, a bankruptcy judge familiar with lo-
cal practice should be able to avoid this potential loss by se-
questering rents or authorizing immediate state-law
foreclosures. Even though a federal judge may temporarily
delay entry of such an order, the loss of rents to the mortga-
gee normally should be no greater than if he had been pro-
ceeding in a state court.... The essential point is that in a
properly administered scheme in which the basic federal rule
is that state law governs, the primary reason why any holder
of a mortgage may fail to collect rent immediately after de-
fault must stem from state law. 12

The substantive right to rents and profits in bankruptcy cases is
therefore governed by the laws of the state in which the property is
located. However, as detailed below, the Code not only delays the ex-
ercise of state-created rights in rents and profits, it also impairs those
rights in a variety of ways.

Long before enactment of the recent statute which facilitates the
perfection and enforcement of interests in rents, the Nebraska
Supreme Court found assignments of rents and profits valid and en-
forceable.' 3 Indeed, even absent an express assignment of rents and
profits in a trust deed or mortgage, Nebraska courts have recognized
that an undersecured mortgagee holds an equitable lien in rents and
profits. 14 Until default, a mortgagor has a right to possession and use
of rents and profits.' 5 However, once default occurs, a mortgagor is
required to take judicial action to realize on the rents and profits. 16

12. Id. at 56-57.
13. Central Savings Bank v. First Cadco Corp., 186 Neb. 112, 114-15, 181 N.W.2d

261, 264 (1970); Pennsylvania Mutual Life Ins. Co. v. Katz, 139 Neb. 501, 506, 297 N.W.
899, 902 (1941).

14. Federal Farm Mortgage Corp. v. Ganser, 146 Neb. 635, 638-39, 20 N.W.2d 689,
691 (1945); Waldron v. First Nat'l Bank of Greenwood, 60 Neb. 245, 248-49, 82 N.W.
856, 857 (1900) (same); Philadelphia Mortgage & Trust Co. v. Goos, 47 Neb. 804, 806, 66
N.W. 843, 845 (1896) (same); Jacobs v. Gibson, 9 Neb. 380, 382-83, 2 N.W. 893, 894
(1879) (same) (holding that if property is inadequate security, the mortgagee has an
equitable lien upon the rents and profits after default). See NFD. REV. STAT. § 25-1081
(Reissue 1989).

15. See Jacobs, 9 Neb. at 382-83, 2 N.W. at 894.
16. Id. See Steven C. Turner, Nebraska's Adoption of Statutory Provisions for the

Creation, Perfection and Enforcement of a Collateral Interest In Real Estate Rents, 27
CREIaHToN L. Rav. 181, 184-85 (1993).
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Before judicial action is taken, the mortgagee does not have a present
right to rents and profits, and the character of the mortgagee's inter-
est is referred to as "inchoate" or "unperfected."

If a bankruptcy case is not pending, then the proper procedure
upon default is for the creditor to obtain appointment of a receiver to
collect the rents and profits. 17 In order to have a receiver appointed
under Nebraska law the value of the mortgaged property must be less
than the secured debt.'1

Recently, the Nebraska Unicameral enacted L.B. 14, which facili-
tates the transfer, perfection, and enforcement of an interest in rents
by simplifying the method of perfecting the transferee's interest, and
by expanding the remedies available upon default. 19 Under this Act
an interest in rents is perfected by a recording made with the register
of deeds in the county where the property is located.20 Under L.B. 14
a duly recorded transfer of rents is valid, enforceable, and fully per-
fected as to all parties, including subsequent lien creditors and
purchasers.

21

This Act also expands the enforcement remedies available upon
default. 22 Under L.B. 14 a transferee of a security interest in rents
can seek appointment of a receiver, bring a separate action to enforce
the transfer, or notify the rent payor to make future payments directly
to the transferee. 23 Appointment of a receiver thus is no longer neces-
sary to enforce those assignments of rents governed by L.B. 14.24

Two points should be noted about L.B. 14. First, L.B. 14 is limited
in scope. L.B. 14 applies only to security interests in rents, and the
definition sections are quite limiting. L.B. 14 section 1, provides:

(4) Lease shall mean any license, lease, contract, or other
agreement for the use or possession or [sic] real estate.

17. Prudential Ins. Co. v. Bliss, 123 Neb. 578, 580, 243 N.W. 842, 843-844 (1932);
Huston v. Canfield, 57 Neb. 345, 348-49, 77 N.W. 763, 764 (1899).

18. Bliss, 123 Neb. at 585, 243 N.W. at 84546; see NEB. REv. STAT. § 25-1081 (Reis-
sue 1989).

19. L.B. 14, supra note 9.
20. Id. § 4.
21. Id.
22. Id. § 5.
23. Id. §§ 5-6. Turner, 27 CREIGHTON L. REv. at 189. L.B. 14 further provides that

the parties to an assignment can agree, even absent default, that the assignee may
notify parties obligated to pay rent to make future rent payments directly to the as-
signee. See L.B. 14, supra note 9, § 6. This section also states that an anti-assignment
clause in a lease is ineffective, and does not prevent the assignor from assigning the
rents to another party. Id. If there are conflicting security interests in the rents and
profits under L.B. 14, then the first party to record their assignment will have priority.
See id. § 7. Finally, L.B. 14 applies not only to assignments recorded after its enact-
ment, but also to assignments recorded prior to, or contemporaneous with, the Act. See
id. § 8.

24. Turner, 27 CREiumoN L. REv. at 189.

[Vol. 27
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(6) Rents shall mean any right to income, rents, proceeds,
issues, profits, royalties, or any other payment of benefit de-
rived under a present or future lease.25

It appears that L.B. 14 applies only to "rents" arising under a "lease."
The term "profit" as used in the statute refers to consideration re-
ceived under a lease. The statute does not extend to common-law prof-
its, which encompass benefits other than those arising under a lease.

Second, under section 5 of L.B. 14, it may be unclear whether, as
under existing law, it is still necessary for an assignee of rents to be
undercollateralized before a receiver will be appointed.26 If undercol-
lateralization continues to be a condition for appointment of a re-
ceiver, then can a fully collateralized assignee elect one of the other
methods of enforcement provided under L.B. 14?27

BANKRUPTCY LAW

A creditor's right to rents and profits and to pursue remedies
under applicable nonbankruptcy law is affected by many provisions of
the Bankruptcy Code ("Code"). Of particular import respecting rents
and profits are Code provisions dealing with the automatic stay, the
turnover of property of the estate, the avoidance of liens, and the regu-
lation of cash collateral. 28 Under Code section 362, after a bankruptcy
case is commenced the automatic stay provides comprehensive protec-
tion for the debtor, property of the debtor, and property of the bank-
ruptcy estate. 2 9 Code sections 542 and 543 require that property of
the estate held by a third party be turned over to the trustee or debtor-
in-possession.3 0 Unperfected liens may be avoided under section 544,
and the court is given discretion under section 552 to limit liens in
property, such as rents and profits, acquired after the case is filed.3 1

Finally, section 363 prohibits the unauthorized use of "cash collateral"
by the debtor and requires that it be kept in a separate bank
account.

3 2

PROPERTY OF THE BANKRuprcy ESTATE

Under section 541 of the Code, "property of the bankruptcy es-
tate" is defined as "all legal or equitable interests of the debtor in

25. L.B. 14, supra note 9, § 1(4), (6) (emphasis added).
26. See supra note 18 and accompanying text; NEB. REV. STAT. § 25-1081(2) (Reis-

sue 1989); Turner, 27 CREIGHTON L. REv. at 184-85, 189.
27. See supra notes 22-23 and accompanying text.
28. See 11 U.S.C. §§ 362, 363, 542, 543, 544(a), 552 (1993).
29. Id. § 362.
30. Id. §§ 542, 543.
31. Id. §§ 544(a), 552(b).
32. Id. § 363.
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property as of the commencement of the case."33 Section 541(a)(6)
provides that property of the estate includes "(p)roceeds, product, off-
spring, rents, or profits of or from property of the estate .. "34

Given this broad definition of property of the estate, it is generally
conceded that rents and profits are property of the estate.3 5 However,
there is serious contention in both the literature and decisional law
that rents and profits are not included in property of the estate where
the debtor has made an absolute assignment prior to bankruptcy.3 6

This conclusion is supported by the proposition that an absolute as-
signment vests title to rents and profits in the assignee at the time the
assignment is made.37 Because the debtor is divested of title to the
rents and profits at the time of the assignment, and divested of the
right to present enjoyment of rents and profits upon default, it is as-
serted that the rents and profits do not constitute property of the
bankruptcy estate under section 541.38 Corollaries to the conclusion
that absolutely assigned rents and profits are not property of the es-
tate are that the Bankruptcy Code's automatic stay, turnover require-
ments, and cash collateral regulation have little or no application to
the rents and profits. 3 9 I am skeptical, to say the least, about this
argument.

If an absolute assignment of rents is intended to secure an obliga-
tion, then the assignee is simply a secured creditor, and the debtor has
a continuing interest in rents and profits. The assignor has a right to
the rents and profits to the extent the creditor is overcollateralized,
and the assignor may become entitled to possession due to the Code's
turnover requirements. 40 The debtor's legal and equitable interest in
the rents and profits constitutes property of the bankruptcy estate.41

33. Id. § 541(a)(1).
34. Id. § 541(a)(6).
35. In re Willows of Coventry, 154 B.R. 959, 963 (Bankr. N.D. Ind. 1993); In re

Mews Assoc., 144 B.R. 867, 870 (Bankr. W.D. Mo. 1992); In re Salem Plaza Assocs., 135
B.R. 753, 755-56 (Bankr. S.D.N.Y. 1992).

36. Donahue & Edwards, 48 Bus. LAw. at 641; Great W. Life Ins. Co. v. Rothman,
490 F.2d 1141, 1143-45 (9th Cir. 1974); Empire State Collateral Co. v. Bay Realty Corp.,
232 F. Supp. 330, 335 (E.D.N.Y. 1964); Kinnison v. Guaranty Liquidating Corp., 115
P.2d 450, 452-53 (Cal. 1941); see Crowley, 9 BANKR. DEV. J. at 178 (defining absolute
assignment as granting the mortgagee the right to receive rents, and providing the
mortgagor with a "license" to the present enjoyment of the rents and profits).

37. Donahue & Edwards, 48 Bus. LAw. at 641 & n.46 (citing Rothman, 490 F.2d at
1141).

38. Id. See In re Village Properties Ltd., 723 F.2d 441, 443 (5th Cir. 1984).
39. 11 U.S.C. §§ 362, 363, 542, 543 (1993).
40. 11 U.S.C. § 506(a) (1993). See United States v. Whiting Pools, Inc., 462 U.S.

198, 204-09 (1982) (stating that property in which the debtor lacked possession at the
time of commencement of bankruptcy could become property of the estate by virtue of
turnover); see 11 U.S.C. 88 541(a), 542(a), 543 (1993).

41. See 11 U.S.C. § 541(a) (1993). See supra notes 33-34 and accompanying text.
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The fact that title to the rents and profits is vested in the absolute
assignee may provide students of the common law some metaphysical
comfort, but the Code, like the Uniform Commercial Code, attaches
little significance to the locus of title.42 Under the Code the absolute
assignment of rents and profits to secure an obligation should be re-
garded as a "security agreement" under section 101(44), therefore cre-
ating a "security interest" under section 101(45).4 3 Section 101(45) of
the Code defines a security interest as a "lien."44 Section 101(33) de-
fines "lien" as a "charge against or interest in property to secure pay-
ment of a debt or performance of an obligation. " 45 The absolute
assignment of rents and profits, like the deed absolute intended as a
mortgage, operates as a security device, creating a debtor-creditor re-
lationship wherein the creditor/assignee holds a secured claim under
section 506 in property of the bankruptcy estate.46

I acknowledge that, like the snow-white blackbird, there may ex-
ist a transaction in which rents and profits are sold, and an absolute
assignment is executed under terms where the assignor has no contin-
uing obligation to the assignee, and the assignment is enforceable
under applicable nonbankruptcy law. Under such circumstances the
absolute assignment does not secure an obligation, the assignor may
have no residual legal or equitable interest, and therefore the rents
and profits would not be property of the assignor's bankruptcy estate.
Absent such an extraordinary transaction, the bankruptcy estate
under section 541 includes rents and profits derived from property of
the estate.

TURNOVER OF RENTS AND PROFITS

At the commencement of a bankruptcy case, a debtor's property is
often in the possession of a third party, such as a creditor holding a
Uniform Commercial Code security interest, an artisan claiming a
statutory or common-law lien, or a receiver appointed in a foreclosure
proceeding. To facilitate liquidation by a trustee or reorganization by
a debtor-in-possession, section 542 of the Code requires a party in pos-
session of property of the estate to surrender the property to the bank-

42. See U.C.C. §§ 1-201(32), 2-401 cmt.1, 2-402, 9-102 (1990); 11 U.S.C. § 101(50),
(51) (1988). See also 11 U.S.C. § 541(a)(1) (1993) (defining property of the estate in
terms of any legal or equitable interest of the debtor not limited to "title" interests).

43. See id. § 101(44),(45).
44. See id. § 101(45).
45. Id. § 101(33).
46. 11 U.S.C. § 506(a) (1993); Ivor B. Clark Co. v. Hogan, 296 F. Supp. 398, 407

(S.D.N.Y. 1968); Hemphill v. T&F Land Co., 18 B.R. 38, 50-51 (Bankr. S.D. Iowa 1982);
Davison v. Inselman, 185 Neb. 236, 239-40, 175 N.W.2d 85, 87 (1970).
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ruptcy trustee.47 The bankruptcy court has authority to order
turnover of such property, even when held by the Internal Revenue
Service.48 Section 543 requires a "custodian," such as a receiver ap-
pointed in a foreclosure proceeding, to turnover property of the estate
to the trustee.4 9 Failure to honor a demand for turnover of property
made by the trustee or debtor-in-possession violates the automatic
stay of section 362, and damages, including punitive damages, may be
imposed against the offending party.50

In Nebraska, it is common for a state court appointed receiver to
be in custody of a debtor's assets at the time a bankruptcy case is filed.
Included in these assets are rents and profits derived from the
debtor's property.5 1 Under the expanded remedies provided in sec-
tions 5 and 6 of L.B. 14, it is now possible that rents will be held by a
bank or other lender at the time of commencement, pursuant to an
enforcement action or by virtue of having given notice and made a de-
mand for direct payment of rents.5 2

Turnover by a receiver is governed by section 543 of the Code. 53

However, turnover by an assignee of rents under L.B. 14 would appear

47. 11 U.S.C. § 542 (1993). In a Chapter 11 bankruptcy case property must be
turned over to the debtor-in-possession. See 11 U.S.C. § 1107 (1993).

48. Whiting Pools, 462 U.S. at 211. There is some doubt as to the effect of § 542(a)
in a Chapter 7 case and as to whether § 542(a) requires a secured creditor to turnover
collateral pledged. Id. at 207 n.14, 208 n.17. See In re Gerwer, 898 F.2d 730, 733-34
(9th Cir. 1990).

49. 11 U.S.C. § 543 (1993). Under 11 U.S.C. § 101(10) "custodian" means, inter
alia, a "receiver or trustee of any of the property of the debtor, appointed in a case or
proceeding [other than under the Bankruptcy Code]." 11 U.S.C. § 101(10) (1993).

50. In re Knause, 889 F.2d 773, 774-75 (8th Cir. 1989). See 11 U.S.C. § 362(h)
(1993). Under this section an individual injured by willful violation of the stay may be
awarded actual damages and, in appropriate circumstances, punitive damages may be
awarded. Id.

51. See supra note 34 and accompanying text.
52. See supra notes 22-23 and accompanying text.
53. 11 U.S.C. § 543 (1993) provides:
Turnover of property by a custodian.

(a) A custodian with knowledge of the commencement of a case under
this title concerning the debtor may not make any disbursement from, or take
any action in the administration of, property of the debtor, proceeds, product,
offspring, rents, or profits of such property, or property of the estate, in the
possession, custody, or control of such custodian, except such action as is neces-
sary to preserve such property.

(b) A custodian shall-
(1) deliver to the trustee any property of the debtor held by or trans-

ferred to such custodian, or proceeds, product, offspring, rents, or profits of
such property, that is in such custodian's possession, custody, or control on
the date that such custodian acquires knowledge of the commencement of
the case; and

(2) file an accounting of any property of the debtor, or proceeds, prod-
uct, offspring, rents, or profits of such property, that, at any time, came
into the possession, custody, or control of such custodian.
(c) The court, after notice and a hearing, shall-

[Vol. 27
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to be governed by section 542. 54 There are significant differences in
these sections. Section 543 of the Code explicitly applies to property of
the debtor and to "rents or profits of such property."55 Furthermore,
section 543(d) permits the court to excuse turnover by the custodian if
the interests of creditors would be better served by permitting the cus-
todian to continue in possession, custody, and control of such
property. 6

On the other hand, section 542 requires the turnover of property
that the trustee may use, sell, or lease under section 363. 57 Property
that the debtor may exempt under section 522 is also required to be
turned over to the trustee or debtor.58 Unlike section 543 however,
section 542 does not provide for circumstances where the court may
excuse turnover.

The Code does, in theory, provide some protection to a creditor
required to turn over rents and profits. A creditor with an interest in
rents and profits is entitled to have its interest adequately protected

(1) protect all entities to which a custodian has become obligated with
respect to such property or proceeds, product, offspring, rents, or profits of
such property;

(2) provide for the payment of reasonable compensation for services
rendered and costs and expenses incurred by such custodian; and

(3) surcharge such custodian, other than an assignee for the benefit of
the debtor's creditors that was appointed or took possession more than 120
days before the date of the filing of the petition, for any improper or exces-
sive disbursement, other than a disbursement that has been made in ac-
cordance with applicable law or that has been approved, after notice and a
hearing, by a court of competent jurisdiction before the commencement of
the case under this title.
(d) After notice and hearing, the bankruptcy court-

(1) may excuse compliance with subsection (a), (b), or (c) of this sec-
tion, if the interests of creditors and, if the debtor is not insolvent, of equity
security holders would be better served by permitting a custodian to con-
tinue in possession, custody, or control of such property, and

(2) shall excuse compliance with subsections (a) and (b)(1) of this sec-
tion if the custodian is an assignee for the benefit of the debtor's creditors
that was appointed or took possession more than 120 days before the date
of the filing of the petition, unless compliance with such subsections is nec-
essary to prevent fraud or injustice.

11 U.S.C. § 543 (1993).
54. 11 U.S.C. § 542(a) (1993) provides:
Turnover of property to the estate.

(a) Except as provided in subsection (c) or (d) of this section, an entity,
other than a custodian, in possession, custody, or control, during the case, of
property that the trustee may use, sell, or lease under section 363 of this title,
or that the debtor may exempt under section 522 of this title, shall deliver to
the trustee, and account for, such property or the value of such property, unless
such property is of inconsequential value or benefit to the estate.

11 U.S.C. § 542(a) (1993).
55. 11 U.S.C. § 543(a), (b)(1), (c)(1) (1993).
56. Id. § 543(d)(1).
57. See id. § 542(a).
58. Id.
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under section 363(e) of the Code if a timely motion is filed.5 9 If the
rents and profits constitute cash collateral, then the creditor is enti-
tled to further protection."s

AVOIDANCE OF INTERESTS IN RENTS AND PROFITS

The acid test for a security interest, lien, or mortgage is whether
it can withstand challenge and avoidance in bankruptcy proceedings.
Although a transfer of an interest in rents and profits could be set
aside under section 547 as a preference or under section 548 as a
fraudulent conveyance, these sections are of no special concern as ap-
plied to rents and profits. 6 1 However, sections 544(a) and 552(b) may
be used to avoid or limit an interest in rents and profits, and courts
have reached divergent results under these sections.6 2 Section 544(a)
permits avoidance of unperfected interests, and section 552(b) permits
court limitation of interests in property acquired after the bankruptcy
case has been filed.6 3

After discussing section 544 and Nebraska decisional law, which
suggests that an unperfected or inchoate interest in rents and profits
may be avoided in bankruptcy, this section of the article considers the
impact of recently enacted L.B. 14 on bankruptcy cases. I conclude
that unperfected interests in rents and profits are arguably avoidable
under section 544(a), that L.B. 14 effectively permits perfection of se-
curity interests in rents, precluding avoidance under section 544, but
that L.B. 14 is narrow in scope and therefore will have limited impact
in farm bankruptcy cases. Indeed, L.B. 14 may not have accomplished
one of its primary objectives, which was to change the result suggested
in Saline State Bank v. Mahloch.64

59. See id. §§ 361, 363(e). Section 361 illustrates ways in which adequate protec-
tion may be provided. Id. § 361.

60. See id. § 363. Section 363(a) defines cash collateral. Id. See infra note 117 and
accompanying text.

61. See id. §§ 547(b), 548.
62. See infra notes 67-75, 104-09 and accompanying text.
63. See 11 U.S.C. §§ 544(a), 552(b) (1993).
64. 834 F.2d 690, (8th Cir. 1987). See infra notes 67-75 and accompanying text.

The legislative history of L.B. 14 makes clear that the bill was intended to change the
result in bankruptcy cases when a receiver was not appointed prior to the commence-
ment of the bankruptcy case. In his introductory remarks, Senator Kristensen dis-
cusses the bankruptcy decisions and the necessity of obtaining appointment of a
receiver prior to the filing of the bankruptcy case. He expressed concern that under the
bankruptcy decisions, lenders will "unnecessarily appoint receivers just to protect them-
selves and actually not give people a chance." Senator Kristensen understood the na-
ture of the technical problem under Nebraska law-the interest in rents and profits was
not perfected and the bankruptcy court looked to state law on this important issue. The
bill was intended to permit "perfection" by filing, without the necessity of appointing a
receiver. Floor Debate on L.B. 14, Neb. Unicameral, 93d Leg., 1st Sess., 177-84 (Jan.
28, 1993). The Committee on Banking and Insurance hearing on L.B. 14 included ex-
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Section 544 Avoidance

Under section 544 a security interest in rents and profits may be
avoided if, under state law as of the petition date, the interest in rents
and profits is junior in priority to the claims of certain hypothetical
claimants.65 These hypothetical claimants include a bona fide pur-
chaser, a judicial lien-holder, and an execution lien-holder. 66 In other
words, if one of these hypothetical claimants would have priority over
the creditor's interest in the rents under state law, the trustee or
debtor-in-possession can avoid the creditor's interest under section
544 (a).

Nebraska Decisional Law

In Saline State Bank v. Mahloch,67 the Bankruptcy Court for the
District of Nebraska denied a motion to sequester rents and profits
because the creditor's interest was avoidable under section 544.68 The

tensive discussion of what was referred to as the "Mahloch" case. Hearing on L.B. 14:
Committee on Banking, 93d Leg., 1st Sess., 50-68 (Jan. 25, 1993).

65. See 11 U.S.C. § 544(a) (1993).
66. 11 U.S.C. § 544(a) provides:
Trustee as lien creditor and as successor to certain creditors and purchasers

(a) The trustee shall have, as of the commencement of the case, and with-
out regard to any knowledge of the trustee or of any creditor, the rights and
powers of, or may avoid any transfer of property of the debtor or any obligation
incurred by the debtor that is voidable by-

(1) a creditor that extends credit to the debtor at the time of the com-
mencement of the case, and that obtains, at such time and with respect to
such credit, a judicial lien on all property on which a creditor on a simple
contract could have obtained such a judicial lien, whether or not such a
creditor exists;

(2) a creditor that extends credit to the debtor at the time of the com-
mencement of the case, and obtains, at such time and with respect to such
credit, an execution against the debtor that is returned unsatisfied at such
time, whether or not such a creditor exists; or

(3) a bona fide purchaser of real property, other than fixtures, from
the debtor, against whom applicable law permits such transfer to be per-
fected, that obtains the status of a bona fide purchaser and has perfected
such transfer at the time of the commencement of the case, whether or not
such a purchaser exists.

11 U.S.C. § 544(a) (1993).
67. 62 B.R. 744 (Bankr. D. Neb. 1986), affd, CV 86-0-219, BK 82-2072 (D. Neb. Oct.

17, 1986), rev'd, 834 F.2d 690 (8th Cir. 1987). The author has requested publication of
Judge Strom's unpublished federal district court decision due to its historical signifi-
cance and arguable applicability if an interest in rents and profits is not duly perfected
under L.B. 14 at the commencement of a bankruptcy case.

68. Saline State Bank v. Mahloch, 62 B.R. 744, 747, 749 (Bankr. D. Neb. 1986),
affd, CV 86-0-219, BK 82-2072 (D. Neb. Oct. 17, 1986), rev'd, 834 F.2d 690 (8th Cir.
1987). The automatic stay of 11 U.S.C. § 362 prevents a creditor from seeking appoint-
ment of a receiver in state court after the commencement of the bankruptcy case.
Mahloch, 62 B.R. at 748. 11 U.S.C. § 105(b) explicitly prohibits the bankruptcy court
from appointing a receiver. See 11 U.S.C. § 105(b) (1993). Nevertheless, it is clear
under Butner v. United States, 440 U.S. 48 (1979), and Saline State Bank v. Mahloch,
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Bankruptcy Court refused to sequester rents because the creditor had
not obtained appointment of a receiver prior to commencement of the
bankruptcy case. 69 Bankruptcy Judge Timothy J. Mahoney reasoned
that the inchoate interest in rents and profits was in the nature of an
equitable lien and avoidable under section 544.70 On appeal, the Fed-
eral District Court for the District of Nebraska affirmed the Bank-
ruptcy Court's ruling.71 Federal District Court Judge Lyle Strom
concluded that the inchoate or unperfected interest in rents and prof-
its was avoidable under section 544.72

The creditor then appealed to United States Court of Appeals for
the Eighth Circuit.73 The Eighth Circuit concluded that the lower
courts had not properly relied upon section 544 because of a proce-
dural defect and lack of standing.74 However, the Eighth Circuit, ap-
plying Nebraska law, held that the creditor's lien in rents and profits
was not valid prior to its motion to sequester rents.75

It is not settled whether the Eighth Circuit Court of Appeals will
rule that section 544 may be used to avoid the inchoate or unperfected
interest in rents and profits, although the Court certainly recognized
that possibility in the Mahloch case. There is a colorable argument
that the trustee should not be permitted to avoid such an interest.
Under Butner v. United States,76 state law determines the right to
rents and profits in bankruptcy cases, and the bankruptcy court is to
fashion a remedy, such as sequestering funds, to ensure that the inter-
est of an assignee of rents and profits is protected during bankruptcy
proceedings to the same extent that such interest would be protected
under state law.77 Under Mahloch, an inchoate or unperfected inter-

834 F.2d 690 (8th Cir. 1987), that a motion to sequester filed in the bankruptcy case is
an appropriate way to proceed in order to afford the creditor remedies comparable to
those available under state law.

69. Mahloch, 62 B.R. at 747-50.
70. Id. at 749.
71. Saline State Bank v. Mahloch, CV 86-0-219, BK 82-2072 (D. Neb. Oct. 17,

1986).
72. Id. at 8-9.
73. Saline State Bank v. Mahloch, 834 F.2d 690, 691 (8th Cir. 1987).
74. Id. at 694-95. The procedural defect was that § 544 must be invoked in a sepa-

rate adversary proceeding under Bankruptcy Rule 7001 and such an action had not
been commenced. Id. The standing issue existed because only a trustee or debtor-in-
possession may invoke § 544 avoiding powers and neither were parties to the case. Id.

75. Mahloch, 834 F.2d at 696. The court's statement that the lien in rents and
profits was not valid prior to its motion to sequester rents does not address a critical
issue as to the scope of such validity: Does the valid and enforceable interest in rents
and profits extend to any rents and profits that arose prior to the time the motion to
sequester was filed? And, on that question should we distinguish between rents and
profits that arose before or after the bankruptcy case was filed? See infra notes 79-89
and accompanying text.

76. 440 U.S. 48 (1979).
77. See supra notes 11-12 and accompanying text.
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est in rents and profits becomes perfected, valid, and enforceable upon
filing the motion to sequester. 78 Furthermore, it can be argued that
under section 546(b) perfection of the interest by sequestration relates
back to the day the bankruptcy case was filed. 79 Therefore, section
544 could not be used to avoid the interest because the interest would
be perfected on the date of bankruptcy. This argument is buttressed
by the fact that section 544 is explicitly made subject to section
546(b).

80

Suggested Section 544 Analysis

Analysis of the applicability of section 544 to unperfected inter-
ests in rents and profits should take into account the time period in
which the rents and profits arise. There are four relevant time peri-
ods. Rents and profits may arise: 1) before the bankruptcy case is
filed; 2) between the filing date and the date a motion to sequester is
filed; 3) between filing of the motion to sequester and confirmation of a
plan; and, 4) after confirmation. In discussing avoiding an interest in
rents and profits, it is important to carefully identify which time peri-
ods are involved. Separately analyzing each time period establishes a
consonant and logical approach to the problem of avoiding inchoate
unperfected interests in rents and profits.

First, under section 544 an unperfected interest in rents and prof-
its that arose before the bankruptcy case was filed should be avoided if
a hypothetical bona fide purchaser, judicial lien-holder, or execution
lien-holder would have priority over the unperfected interest under
applicable nonbankruptcy law on the date the bankruptcy case was

78. Mahloch, 834 F.2d at 692.
79. 11 U.S.C. § 546(b) (1988) (stating that an enforcement action taken after the

bankruptcy petition is filed may relate back to the time of petition under state law). See
Randolph, 23 CAL. DAY. L. REv. at 857; Crowley, 9 BANKR. DEV. J. at 189. See also, In re
Village Properties, 723 F.2d 441 (5th Cir. 1984) (stating that an assignment of rents
could be enforced by a postpetition motion to sequester because § 546(b) allows perfec-
tion by giving notice); Casbeer v. State Fed. Savings & Loan Assoc. of Lubbock, 793 F.2d
1436 (5th Cir. 1986) (stating that a motion to lift the stay along with an adversary
complaint enjoining the debtor from using cash collateral constituted notice and there-
fore, perfection, under 546(b)).

Other courts have concluded that postpetition notice does not relate back to the
date of petition, and that § 546(b) does not apply to rents. See In re Prichard Plaza
Assocs., 84 B.R. 289 (Bankr. D. Mass. 1988); In re TM Carlton House Partners, 91 B.R.
349 (Bankr. E.D. Pa. 1988) (stating that postpetition action or notice does not perfect an
interest in rents and profits unless the enforcement action is given retroactive effect
under state law).

For a discussion of the split of authority under § 546(b), see Brian H. Schmidt,
Bankruptcy's Effect on Security Interests in Rents and Profits, 58 UMKC L. REv. 397,
411 (1990).

80. See 11 U.S.C. § 546(b) (1993).

1993]



CREIGHTON LAW REVIEW

filed.8' This is a relatively straight-forward application of section
544.82.

Second, under section 544, if the court has avoided the un-
perfected creditor's interest in rents and profits that arose before the
bankruptcy case was filed, then the court should not recognize the
creditor's interest in rents and profits that will arise between the fil-
ing of the bankruptcy case and the time the motion to sequester is
filed. This result follows from an analysis of section 552, which cuts
off prepetition liens in property acquired by the debtor after the bank-
ruptcy case is filed.83 Section 552(b) does permit a prepetition interest
in rents and profits to attach to property acquired after bankruptcy in
certain circumstances.8 4 However, section 552(b) is specifically sub-
ject to section 544.8r Because the security interest in prepetition rents
and profits is unperfected and can be avoided under section 544, the
interest does not attach to the postpetition, pre-motion to sequester,
rents and profits. Therefore, the interest in rents and profits accruing
between the time of bankruptcy and the filing of the motion to seques-
ter is cutoff by section 552(a), and the exception of section 552(b) is not
applicable.

On the other hand, if under applicable nonbankruptcy law the in-
choate or unperfected interest in rents and profits is not avoidable
under section 544, then the creditor's interest should continue in
postpetition rents and profits under section 552(b).86

Third, following the mandate of Butner, the court should sustain a
motion to sequester rents and profits and deem the moving party's
claim secured by those rents and profits that arise after the motion to
sequester is filed.8 7 This is consistent with section 552(b), which per-
mits a creditor's interest to continue in rents and profits that arise
after the filing of a bankruptcy petition.8

Finally, if a lender perfected its interest before bankruptcy was
filed or filed a motion to sequester during the case, then that lender's
allowed secured claim under section 506 would be secured by rents
and profits that arise before confirmation and after the time the case

81. See id. § 544(a). See supra notes 65-66 and accompanying text.
82. 11 U.S.C. § 544(a) (1993). Section 546(b), which contemplates that certain

postpetition perfection may be given retroactive effect, is not contrary to this conclusion.
We assume here that under applicable nonbankruptcy law the interest of intervening
third parties cannot be defeated by subsequent enforcement action, such as appoint-
ment of a receiver.

83. See 11 U.S.C. § 552(a) (1993).
84. See id. 552(b).
85. Id.
86. Id.
87. See supra notes 11-12, 77 and accompanying text.
88. See 11 U.S.C. § 552(b) (1993).
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or motion to sequester was filed. Under sections 1129, 1225, and 1325
of the Code, the debtor's bankruptcy plan must provide that the credi-
tor retains its lien in rents and profits.8 9 Rents and profits that arise
after confirmation of the plan arguably should be taken into account
in determining the allowed secured claim. However, the valuation of
such rents and profits has its own set of problems, which are discussed
in a later section.90

L.B. 14
.L.B. 14 may be good law, but it accomplishes something quite dif-

ferent than the goal suggested by its legislative history. L.B. 14 ap-
plies to "rents" under a "lease."91 The Act thus applies to rent paid by
tenants in shopping centers and commercial buildings. The Act also
would appear to apply to "rents" paid under a "lease" of agricultural
land.

Rents Beyond Scope of L.B. 14
The Nebraska Unicameral enacted L.B. 14 for the specific pur-

pose of changing the treatment of rents and profits in bankruptcy
cases under the Mahloch decision. 92 Unfortunately, the statute does
not accomplish its purpose. Even if L.B. 14 is applied to the facts in
the Mahloch case, the interest in rents and profits could still be
avoided under the rationale expressed in the bankruptcy court and
district court decisions.93 On the facts of Mahloch, the parties stipu-
lated that there existed $243,472.88 in "rents and profits which were
generated by the debtor's use of the pledged land."94 A receiver was
not appointed before bankruptcy, and the court concluded that the un-
perfected interest in rents could be avoided under section 544.95
L.B. 14 does not change the result because, at least on the facts stated
by the court, the "rents and profits" in dispute did not arise under a
lease as defined under L.B. 14.

The problem with the limited scope of L.B. 14 is that at common
law, a lien in rents and profits was far broader than a lien in the pro-
ceeds of a lease.96 Arguably, all revenues derived directly from the

89. See id. §§ 1129(b)(2), 1325(a)(5).
90. See infra notes 128-31 and accompanying text.
91. See supra note 25 and accompanying text.
92. See supra note 64 and accompanying text.
93. See infra notes 94-95 and accompanying text; see supra note 25 and accompa-

nying text.
94. Mahloch, 62 B.R. at 746.
95. Id. at 747-50.
96. Compare Equitable Life Ins. Co. v. Brown, 262 N.W. 124, 128 (Ia. 1935) (stat-

ing that "rents, issues, and profits", included products of the land along with annual
rents), Gisborn v. Charter Oak Life Ins. Co., 142 U.S. 326, 335-36 (construing the
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mortgaged premises constitute profits at common law, and this may
extend to growing crops, crop proceeds, and governmental farm pro-
gram payments. If there exists no lease, then L.B. 14 does not apply,
and absent appointment of a receiver before bankruptcy, the interest
in profits remains inchoate, unperfected, and arguably avoidable
under section 544. On the other hand if the land is leased, then
L.B. 14 would apply, and the interest in rents under the lease would
be unavoidable under section 544.

Rents Within the Scope of L.B. 14

L.B. 14 simplifies the process of creating, perfecting, and enforc-
ing an interest in rents by providing that a security interest in rents is
perfected upon filing an assignment instrument with the register of
deeds. 97 L.B. 14 states in pertinent part:

Upon the recording of the assignment instrument, the secur-
ity interest in rents shall be valid, enforceable, and binding
against, unavoidable by, and fully perfected as to all parties,
including any subsequent purchaser, mortgagee, trustee in
bankruptcy, general creditor, lien creditor, and other
lienholder or claimant, from the time of the recording of the
assignment instrument.98

The quoted language appears to render section 544 ineffective to
avoid an interest in rents if the assignment of rents is duly filed before
commencement of the bankruptcy case. Under L.B. 14 the interest of
the trustee under section 544(a) is junior in priority to the perfected
interest in rents.

However, the above quoted language purports to render an as-
sigument of rents generally unavoidable by a trustee in bankruptcy.
Nebraska and other states simply are not competent to directly over-
ride federal law as to whether a state-recognized interest is avoidable
in bankruptcty.99 To the extent that L.B. 14 purports to make an as-
sigument generally unavoidable by a trustee, the statute fails under
the Supremacy Clause of the United States Constitution.100 For ex-

phrase "rents and profits" in a trust deed as not limited to annual rents), BLAcK'S LAw
DICTIONARY 841, 899 (6th ed. 1990) (defining profits a prendre and profits a rendre and
defining rents as consideration paid for use of land) with L.B. 14, supra note 9, § 1
(defining "rents" as limited to proceeds under a lease).

97. See L.B. 14, supra note 9, § 4.
98. Id.
99. U.S. CONST. art. VI, cl. 2. See supra note 1 and accompanying text.

100. U.S. CONST. art. VI, cl. 2. Congress is free to avoid interests in rents and prof-
its, or indeed in any other collateral, as a matter of federal law, notwithstanding any
Nebraska law to the contrary. By purporting to control results in bankruptcy the Ne-
braska Unicameral runs the risk that its entire statute will be struck down, thus ren-
dering its otherwise effective provisions void. To the extent that federal law looks to
state law to define the rights and obligations of the parties, state law may, of course,
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ample, under section 547 of the Code, if an assignment of rents is re-
corded within the 90 days preceding bankruptcy, then the trustee
could seek to avoid the assignment as a preference. 1 1 Section 547
sets forth the elements of a preference and sets forth defenses to a
preference action.10 2 However, the general assertion of L.B. 14 that
an assignment of rents is valid and unavoidable is not an effective
defense to a preference action because it purports to create a defense
not recognized by section 547(c).

Section 552 Limitation

Even the holder of an unavoidable interest in rents and profits is
subject to having the bankruptcy court limit its interest in postban-
kruptcy petition rents and profits. Section 552 of the Code permits
perfected security interests to attach to rents and profits arising after
the commencement of the bankruptcy case, "except to any extent that
the court, after notice and a hearing and based on the equities of the
case, orders otherwise."10 3 For example, if the debtor is a farmer and
postpetition rents and profits arise from the debtor's crop, then argua-
bly the court should protect third parties and the debtor, to the extent
that labor, credit, fuel, fertilizer, seed, and other value was supplied in
connection with the crop. The court can provide such protection pur-
suant to section 552 by ordering that the security interest in rents and
profits does not continue postpetition, or that it continues only to a
limited extent.

Section 552 is not without complication, however, as it has been
suggested by commentators and courts that section 552 is limited to
instances where the creditor's lien is created by a security agreement
and is therefore a consensual lien. 104 For example, in Plihal v. First
National Bank,'06 the United States Bankruptcy Court for the Dis-
trict of Nebraska refused to consider limiting an interest in rents and
profits under section 552, concluding that the lien arose by operation
of law upon appointment of a receiver, and that on the facts of the case
there was no applicable security agreement.l0 6 In Plihal the mort-

indirectly affect the rights of parties in bankruptcy cases. For example, Nebraska could
declare that an assignment or transfer of an interest in rents and profits was not en-
forceable. Such a restriction would be given force and effect in bankruptcy cases.
Butner, 440 U.S. at 54 & n.9.

101. See 11 U.S.C. § 547(b) (1993); Schmidt, 58 UMKC L. Rav. at 415.
102. 11 U.S.C. § 547(b),(c) (1993).
103. Id. § 552(b).
104. See United States v. Booth Tow Services, Inc., 64 B.R. 539, 542 (Bankr. W.D.

Mo. 1985); In re Frost, 19 B.R. 804, 808 (Bankr. D. Kan. 1982); 4 COLLIER ON BANK-
RUPTCY, 1 552.01 at 552-3 n.3 (L. King 15th ed. 1993).

105. 97 B.R. 554 (Bankr. D. Neb. 1989).
106. Plihal v. First Nat'l Bank of Wahoo, 97 B.R. 554, 560 (Bankr. D. Neb. 1989).
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gage did not contain an express assignment of rents and profits.10 7

Therefore, the lien did not arise under a security agreement, but
rather arose by operation of law as an equitable lien at the time a
receiver was appointed.108 The court held that section 552 applied
only to consensual liens, and therefore the lien could not be limited
under section 552.109

Plihal illustrates the two different ways in which an interest in
rents and profits may arise under Nebraska law and the effect of sec-
tion 552 in each situation. Under Nebraska law, where there is no
express assignment, an equitable lien may arise by operation of law
upon appointment of a receiver.110 According to Plihal, section 552 is
not applicable to this situation. An assignment may also arise by ex-
press language in a security agreement, in which case section 552 is
applicable.

Under L.B. 14 an interest in rents is perfected when the assign-
ment is recorded, and an assignment arises under a security agree-
ment.' It appears that section 552 would apply to an assignment
perfected under L.B. 14 because such assignments, by definition, arise
under a "security agreement."

RENTS AND PROFITS AS CASH COLLATERAL

A perhaps unforeseen consequence of L.B. 14 is that it will
strongly buttress arguments by creditors that rents constitute cash
collateral in Nebraska bankruptcy cases. Decisional law is divided on
the question of whether rents and profits constitute cash collateral
under the Code. 112

This is an important question because the Code severely restricts
a debtor's use of cash in which another party holds an interest.11 The
debtor must segregate and account for cash collateral, and cash collat-
eral may not be used except with leave of court or with consent of all
parties with an interest in the cash collateral." 14

If creditors with an interest in the cash collateral do not consent
to the debtor's proposed use, then the debtor must file a motion for a
court order permitting use of cash collateral. 115 Such a motion will

107. Id. at 555.
108. Id. at 560.
109. Id.
110. See 8upra note 14 and accompanying text.
111. L.B. 14, supra note 9, § 4.
112. See infra note 120 and accompanying text.
113. 11 U.S.C. § 363 (1993).
114. Id. § 363(cX2)(A), (cX4).
115. Id. § 363(c)(2)(B).
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not be granted unless the interest of the objecting creditor in the cash
collateral is adequately protected from identifiable risks.116

Rents and profits in possession, custody, or control of the debtor
may constitute cash collateral. 117 Under section 363(a) "cash collat-
eral" is defined as:

cash, negotiable instruments, documents of title, securities,
deposit accounts, or other cash equivalents whenever ac-
quired in which the estate and an entity other than the es-
tate have an interest and includes the proceeds, products,
offspring, rents, or profits of property subject to a security in-
terest as provided in section 552(b) of this title whether ex-
isting before or after the commencement of a case under this
title. 118

To constitute cash collateral under this definition, rents and profits
must be in the appropriate form, and the debtor and an entity other
than the debtor must have an interest in the collateral. 119

When rents and profits are in the form of cash, negotiable instru-
ments, deposit accounts, and other cash or cash equivalents, it does
not necessarily follow that they are "cash collateral" because a court
may conclude that the assignee or mortgagee does not hold a sufficient
interest in the collateral under section 363.

The section 363(a) requirement that an entity other than the
debtor have an interest in the cash collateral has proved difficult for
courts to apply to rents and profits.120 Under real estate law, a credi-
tor may hold what is variously described as an "inchoate," "presently
unenforceable," or "unperfected" interest in rents and profits at the

116. Id. § 363(e). See id. § 361 (illustrating forms of adequate protection). In In re
Martin, 761 F.2d 472,477 (8th Cir. 1985), the Eighth Circuit explained that in determin-
ing whether a creditor's interest in cash collateral is adequately protected, the bank-
ruptcy court must necessarily:

(1) establish the value of the secured creditor's interest,
(2) identify the risks to the secured creditor's value resulting from the

debtor's request for use of cash collateral, and
(3) determine whether the debtor's adequate protection proposal protects

value as nearly as possible against risks to that value consistent with the con-
cept of indubitable equivalence.

Id. The court's reference to indubitable equivalence finds further explanation in § 361
and in Judge Learned Hand's decision, In re Murel Holding Corp., 75 F.2d 941, 942 (2d
Cir. 1935).

117. See infra notes 118-19 and accompanying text.
118. 11 U.S.C. § 363(a) (1993) (emphasis added).
119. Id.
120. See In re KNM Roswell, 126 B.R. 548, 550-56 (Bankr. N.D. Ill. 1991) (discuss-

ing conflicting decisional law). See also John Collen & Douglas Rosner, Protecting As.
signments of Rents in Bankruptcy: The Case for Following In re KNM Roswell, 20 CAL.
BAmcm. J. 197 (1992); Sandra Elzerman, Comment, Interests in Collaterally Assigned
Rents and Profits Under the Bankruptcy Code, 22 HOUSTON L. REv. 1251, 1259-62
(1985); Donahue & Edwards, 48 Bus. LAw. at 668-70.
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time a bankruptcy case is filed. 121 Some courts have found that such
an interest is not sufficient to render rents and profits "cash collat-
eral" under section 363 of the Code. 122 These courts generally reason
that until an enforcement action is taken, such as appointment of a
receiver, a creditor does not have a present right to possession and use
of the collateral and thus does not have a sufficient interest to satisfy
the cash collateral definition.123 Other courts have concluded that an
inchoate or unperfected interest is a sufficient interest to render rents
and profits cash collateral. 124

The decisions that require that an interest in rents and profits be
perfected before rents and profits constitute cash collateral stray, in
my view, a little far from the language of section 363(a), which does
not require the interest to be perfected. 125 It hardly strains reasoning
to conclude that a creditor granted an interest in rents and profits
under a duly recorded mortgage has sufficient interest to trigger the
due process afforded by section 363. Such a creditor should get notice
and opportunity to be heard before the debtor consumes or disposes of
the cash collateral.

L.B. 14 should obviate analysis regarding the consequences of a
creditor's failure to take enforcement action respecting rents that
arise under a lease prior to the filing of a bankruptcy case in Ne-
braska. Under L.B. 14, if the underlying mortgage, trust deed, or as-
signment is duly recorded, then a perfected security interest in "rents"

121. Id. Some courts distinguish between the concepts of perfection and inchoate.
See infra note 124 and accompanying text; Collen & Rosner, 20 CAL. BANK. J. at 197.
The terms "unperfected" and "inchoate" are used interchangeably in this article as re-
ferring to a situation in which the mortgage, trust deed, or assignment of rents has been
duly recorded, but no enforcement action, such as appointment of a receiver, has been
completed.

122. See KNMRoswell, 126 B.R. at 551-55. See also In re GOCO Realty Fund I, 151
B.R. 241, 252 (Bankr. N.D. Ca. 1993) (stating that rents were not cash collateral be-
cause the creditor failed to enforce its assignment); MBA Limited Partnership, 157 B.R.
666, 668 (Bankr. D. Neb. 1989) (stating that because the creditor had taken enforce-
ment action prior to bankruptcy, postpetition rents constituted "cash collateral" under
§ 363).

123. KNM Roswell, 126 B.R. at 551-55.
124. See In re Tucson Indus. Partners, 129 B.R. 614, 625 (Bankr. App. Panel 9th

Cir. 1991), vacated, 990 F.2d 1099 (9th Cir. 1993); In re Vienna Park Properties, 976
F.2d 106, 112 (2nd Cir. 1992); In re Coventry Commons Assocs., 143 B.R. 837 (Bankr.
E.D. Mich. 1992); In re Brandon Assocs., 128 B.R. 729 (Bankr. W.D. Va. 1991); In re
Constable Plaza Assocs., 125 B.R. 98 (Bankr. S.D.N.Y. 1991); New York Life Ins. Co. v.
Brener Towers, 714 F. Supp. 414, 418 (D. Minn. 1989); In re Pavillion Palace Assocs., 89
B.R. 36, 39 (Bankr. D. Minn. 1988). These courts distinguish between the terms "incho-
ate" and "unperfected," with "inchoate" referring to a lien that has been recorded but not
enforced, and "unperfected" as referring to an unrecorded lien. As stated before, both of
these terms are used in this paper to refer to a lien that has been recorded but not
enforced. See supra note 121.

125. See 11 U.S.C. § 363(a) (1993).
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will exist. 126 A security interest or lien is clearly a sufficient interest
to fulfill the statutory requirement that an entity other than the
debtor hold an interest in the cash collateral. Under L.B. 14 there is
no longer a basis for arguing that the holder of a duly recorded mort-
gage, trust deed, or assignment is the holder of a mere inchoate or
unperfected interest in lease rents. L.B. 14 is retroactive and applies
to all duly recorded mortgages and trust deeds. 12 7

Under L.B. 14, regardless of whether an enforcement action is
taken prior to bankruptcy, if the debtor has possession or control of
lease rents in the form of cash or cash equivalents and the creditor's
interest is duly recorded, then the cash collateral requirements of sec-
tion 363 apply. However, if L.B. 14 does not apply and the creditor
has taken no enforcement action, either before the bankruptcy case is
commenced or by filing a motion to sequester after the case is filed,
then rents and profits in the form of cash are arugably not cash collat-
eral because the creditor does not have a sufficient interest therein.

VALUATION OF RENTS AND PROFITS

Under section 506 the amount of an allowed secured claim cannot
exceed the value of collateral. 128 A mortgagee holding an assignment
of rents and profits has recourse against two items of collateral, the
underlying real property and the rents and profits. The amount of an
allowed secured claim for purposes of confirmation is to be determined
by the value of collateral on a date in close proximity to the confirma-
tion date.12 9 The amount of the mortgagee's allowed secured claim
would thus include the value of the real estate plus the amount of the
rents and profits that had accumulated prior to the confirmation date.
Such rents and profits increase the amount of the allowed secured
claim during the pendency of the bankruptcy case as rents and profits
accumulate.

The more difficult question involves valuation of rents and profits
that arise after confirmation. Are the rents and profits and the under-
lying real estate separate and distinct items of collateral, with their
respective values to be added to determine the amount of an allowed
secured claim? Or is there a redundancy of value as between rents
and profits and the value of the real estate? The value of real estate,
particularly commercial property, depends upon the income it is ex-

126. L.B. 14, supra note 9, § 4.
127. Id. § 8. See supra note 23.
128. 11 U.S.C. § 506 (1993).
129. In re Seip, 116 B.R. 709, 710-11 (Bankr. D. Neb. 1990).
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pected to produce.130 Arguably, the value of future rents and profits is
already reflected in the value of the real estate. Although courts are
divided on these questions, it seems elementary that the value of the
real estate incorporates future rents and profits and that in determin-
ing the amount of an allowed secured claim, the value of future rents
and profits should not be added to the value of the real estate.'13 The
fair market value of the fee simple interest incorporates the value of
its lesser component, rents and profits. Therefore, for purposes of con-
firmation and determining the amount of an allowed secured claim,
postconfirmation rents and profits should not be added to the value of
real property collateral.

CONCLUSION

Entry into the world of incorporeal hereditaments and the ab-
stractions of the common law has led to disparate decisional law about
the treatment of rents and profits in bankruptcy cases. The fact that a
duly recorded mortgage or trust deed does not give a creditor a pres-
ent right to rents and profits has been difficult for courts to deal with
when a bankruptcy case is filed before a receiver is appointed.

I have suggested that the bankruptcy estate includes rents and
profits of estate property, notwithstanding an absolute assignment. A
party in possession of property of the estate is required, unless ex-
cused, to turnover property of the estate to the debtor-in-possession
or, if applicable, to the trustee. L.B. 14 provides an important step
towards clarification of legal issues under section 544, but the Act is
limited in scope. Section 544 avoidance retains vitality as to assign-
ments not covered by L.B. 14. When rents and profits are in the form
of cash or cash equivalents, Code sections governing the use of cash
collateral are applicable, particularly if the creditor's interest is "per-
fected" before bankruptcy. Finally, I have noted that issues exist as to
how rents and profits should be valued for purposes of determining
the amount of a creditor's allowed secured claim.

As a judge to preside in cases yet to come, my conclusions are ten-
tative, subject to change in light of the arguments of counsel and un-
foreseen circumstances.

130. Under an "income method" of valuation, a capitalization rate is applied to pro-
jected annual income. Valuation is thus derived from and incorporates projected
income.

131. For a good discussion of conflicting decisional law on valuation, see Donahue &
Edwards, 48 Bus. LAws. at 689-92.
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