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OPI NI ON

The Bank of Edwardsville ("Bank"), nortgagee of the debtor's real
estate, seeks an accounti ng and turnover of rents col |l ected fromthe
nort gaged real estate during the course of the debtor's bankruptcy
case. The Bank contends that it is entitled to the rents under
assi gnnment of rent provisions containedinits nortgages and t hat
recordi ng of these nortgages gave it a perfected lien onthe rents
generated by the property. The trustee objects that the rents
col | ected after bankruptcy belong to t he debtor as property of his
bankrupt cy est at e because t he Bank t ook no affirmati ve acti onto be
pl aced i n possessi on of the property as required under Illinois |aw
relating to nortgage foreclosures.

The facts are undi sputed. J.D. Monarch Devel oprment Co. ("debtor")
filed a Chapter 11 reorgani zati on case i n March 1991 and becane debt or -

i n-possession of the real estate subject to the



Bank's nortgages. Prior to and duringthe Chapter 11 proceedi ng, an
apartment managenent firmecollectedrents fromthis property and turned
t hemover to the debtor for accounting and adm ni stration. |n January
1992, the debt or defaulted onits nortgage obligations tothe Bank, and
t he Bank sought and obtained relief fromstay in order to conmence
forecl osure proceedingsinstate court. In Septenber 1992 t he property
was sol d at judicial sal e upon forecl osure. The state court found t hat
a deficiency of $199, 535. 72 exi st ed bet ween t he sal e proceeds and t he
amount of the debtor's obligations to the Bank.

On February 13, 1992, shortly after the Bank obtainedrelief from
stay, the debtor converted to a Chapter 7 proceeding. Rents fromthe
debt or - i n- possessi on account were turned over to the Chapter 7 trustee,
and the apartnent nmanagenent firm continued to
collect rents fromthe property until the forecl osure sal e i n Sept enber
1992.1

Foll owi ng the sale, the Bank filed this actiontorecover rents
hel d by the trustee to be appliedto the deficiency remainingonits
nort gages. The Bank's nortgages, which were recorded prior tothe
debt or' s bankruptcy filing, providedinrelevant part regarding rents
fromthe nortgaged property:

Grantor presently assigns to lender all of

grantor'sright, title, andinterest inandto
the rents fromthe real property.

At the time of conversion on February 13, 1992, the anount of
rents in the debtor-in-possession account was $50, 655.49. The
parties do not indicate the total amount of rents held by the
trustee, including those collected during the Chapter 7 proceeding
prior to sale of the property.



Thi s nortgage, includingthe assignnent of rents

., 1s given to secure paynent of the
i ndebt edness and performance of all obligations
of grantor under the note and t hi s nort gage

Until in default, grantor my remin in
possessi on and control and oper at e and nanage t he
property and col | ect the rents fromthe property.

[ Upon default], [I]ender shall have theright,
wi t hout noticeto grantor, totake possession of
t he property and collect the rents, . . . and
apply the net proceeds, . . . against the
i ndebt edness.
| n seeki ng turnover of therents, the Bank asserts that it was not
required to obtain possession of thereal estateto be entitledto
t hese rent s because the rents were bei ng col | ect ed duri ng bankr upt cy by
t he debt or-in-possessi on and t he apartnent managenent firmunder
aut hority of the court and subject to court control. The Bank cont ends
that any actiononits part to seek possession of the property or
appoi nt nent of a recei ver during bankruptcy woul d have been super f | uous
and t hat the Bank's failure to obtain possessiondidnot affect its
perfected lien on the rents.
Section 552(b) of the Bankruptcy Code extends a prepetition
security interest in"proceeds, product, offspring, rents, or profits”
of adebtor's property that is subject to a security agreenent tothose

acquired by his estate after the bankruptcy filing "to the extent

provi ded by such security agreement and by



appli cabl e nonbankruptcy law. " 11 U. S. C. § 552(b) (enphasi s added). ?

Under 8§ 552(b), inorder tobeentitledtorents assigned pursuant to
a nortgage of real estate foll owi ng t he nortgagor's bankruptcy filing,
t he assi gnee nust conply with state | awprerequi sites for obtaining
such rents.

Illinois |awrecogni zes the validity of an assi gnment of rents

included in a nortgage of real estate. 1nre Wodstock Assocs. |,

Inc., 120 B.R. 436, 446 (Bankr. N.D. I'll. 1990). Such an assi gnnent
creates a security interest inrents that is perfectedastothird
parties upon recordi ng of the nortgageinthereal estate records. See

Kahn v. Deerpark Inv. Co., 115111. App. 2d 121, 253 N. E. 2d 121, 124

(1969). As between the nortgagee and t he nortgagor, however, the
nortgagee is not entitled to the rents until the nortgagee or a
recei ver appointed on the nortgagee's behalf has taken actual

possessi on of thereal estate after default. Rohrer v. Deat herage, 336

I11. 450, 454, 168 N.E. 266 (1929); Metropolitanlifelns. GCo. v. WT.

Grant Co., 321 111. App. 487, 499, 53 N. E. 2d 255 (1944); Tayl or v.
OGsman, 239 111. App. 569, 574 (1926); see DeKal b Bank v. Purdy, 166

I11. App. 3d 709, 520 N. E. 2d 957, 961 (1988). This is so even t hough

t he nort gage i nstrunent contai ns a specific pledge of therents, as

"[t] he nortgage does not create alienuponrents. . . tothe sane
extent that it createsalienupontheland.” Taylor, 239 111. App. at
574; see Levinv. Goldberg, 255111. App. 62, 64-65 (1929) (inclusion

2Section 552(b) is an exception to the general rule that
property acquired by the estate or the debtor after comencenent of
the case is not subject to any prepetition security interest. See 11
U.S.C. § 552(a).



of rents in a nortgage is for the purpose of providi ng secondary
security to protect the nortgagee in the event of a deficiency.)
Rat her, the inclusionof rentsinanortgage nerely gives the nort gagee
the right to collect rents as an incident of possession of the
nort gaged property, and the nortgagee, after default, nust take
affirmati ve action to be placed in possession of the property to
recei ve such incone.® Grant, 321 111. App. at 499; see27111. L. &
Prac. Mortgages, 8 118 (1956).

The requirenent that a nortgagee enforce its lien on rents by
possessi on of the real estate renders an assi gnment of rents different
fromsecurity interestsinother property. Typically, aperfectedlien
givesthecreditor aninterest inaspecific pieceof property, whereas
an assi gnnent of rents all ows the nortgagee to col | ect rents that come

due after the nort gagee takes control of the property. See I n re KNM

Roswel | Ltd. Partnership, 126 B. R. 548, 553 (Bankr. N.D. 11l. 1991).

3The procedure for obtaining possession as nortgagee-
i npossessi on or through appointnment of a receiver is set forth in
I1l. Rev. Stat., ch. 110, par. 15-1701 et seqg. (1991) (now 735 ILCS
5/15-1701 et seqg. (1992)). Section 15-1703 provides that a nortgagee
pl aced i n possessi on has

such power and authority with respect to the

[ nort gaged real estate], including the right to
receive rents, issues and profits thereof, as
may have been conferred upon the nortgagee by
the terms of the nortgage . :

I1l. Rev. Stat., ch. 110, par. 15-1703 (735 ILCS 5/15-1703).

Li kewi se, a receiver appointed at the request of a nortgagee entitled
to possession collects rents, issues and profits fromthe nortgaged
real estate, giving the nortgagee a specific lien on the rents to
satisfy any deficiency. See Ill. Rev. Stat., ch. 110, pars. 15-1702,
15-1704 (735 ILCS 5/15-1702, 5/15-1704); 15 Il1l1. L. & Prac.,

Mort gages 8 346 (1956).



To obtain the benefits of possession in the form of rents, the
nort gagee nust al so accept t he burdens associ at ed wi t h possessi on--the
responsibilities and potential liability that follow whenever a
nort gage goes i nto default. The nortgagee' sright torents, then, is
not automatic but ari ses only when t he nortgagee has affirmatively

sought possessionwithits attendant benefits and burdens. See Matter

of M chigan Ave. Nat'|l Bank, 2 B.R 171, 185-86 (Bankr. N.D. I1l1.

1980); see alsolnre Ral eigh/Spring Forest Apartnments Assocs., 118

B.R 42, 44-45 (Bankr. E.D. N.C. 1990).
The Bank in the present case relies on a 7th Circuit decision

under the former Bankruptcy Act, I nre Wakey, 50 F. 2d 869 (7th Cir.

1931), to support its assertion that once the debtor filed its
bankruptcy petition, the Bank was entitledtorents collected by the
debt or-i n- possessi on and t he trustee wi t hout t he necessity of pursuing
its state | aw renmedy of possession. The Wakey court, applying a
"federal rule of equity," held that the bankruptcy trustee's collection
of rents during bankruptcy was for the benefit of secured as well as
unsecured creditors. |1d. at 872. The court reasoned t hat since the
bankruptcy trustee, |i ke astate court receiver, was appoi nted by t he
court and under its jurisdiction, rents collected by the trustee were
payabl e t o t he nort gagee even t hough t he nort gagee had t aken no st eps
toenforceits lien and woul d not, except for the intervention of
bankruptcy, have been entitled to the rents. 1d.

The Supreme Court, inButner v. United States, 440 U. S. 48, 99 S.

Ct. 914, 59 L. Ed. 2d 136 (1979), expressly rejected theWkey rul e and

adopted the position held by ampjority of circuit courts that state

6



| aw appl i ed i n bankruptcy court to determ ne a nortgagee's entitl enent
to post-petitionrents. Butner, 440 U. S. at 53-54. Inrulingthat a
nort gagee had no "automati c" interest inrents upon the nortgagor's
bankruptcy if state law would require affirmative action for
recognition of these rights, theButner court repudi ated t he Vakey
court' s reasoning that collectionof rents by the trustee in bankruptcy
was equi val ent t o possessi on by a state court receiver. See Butner,
440 U. S. at 56.

As aresult of Butner, the Wakey rul e is no |l onger valid, and the
Bank' s reliance onthis decisionis msplaced.* Anprtgagee with an
assi gnnment of rentsisinnobetter positionin bankruptcy court than
under state | awand may not, w t hout taki ng sone actionto assert its
lienonthe rents as required by state law, rely on the trustee's
collection of rentstoenforcethe nortgagee's interest. Atrustee or
debt or-i n- possessi on, who has the status of atrustee, stands inthe
shoes of the debtor and, in collecting and accounti ng for assets of the
debtor's estate, asserts the debtor's rights as of the comrencenent of
the case. See 11 U.S.C. §8541(a)(1) (estate consists of all |egal and
equi tabl e i nterests of the debtor as of the cormencenent of the case).

To t he extent, then, that the debtor's possessi on of nortgaged real

4Li kewi se, the Court finds unpersuasive the cases cited by the
Bank that follow the discredited Wakey rationale. See Fidelity
Bankers Life Ins. Co. v. Wllians, 506 F.2d 1242 (4th Cir. 1974),;
Matter of Pfleiderer, 123 B.R 768 (Bankr. N.D. Ohio 1987).
I nterestingly, although the Pfleiderer case was deci ded after Butner,
application of Chio lawrelating to a nortgagee's right to rents |ed
to the same result as in Wakey because an earlier decision by the
Ohio courts had adopted the reasoni ng of Wakey that a bankruptcy
trustee collects rents for the benefit of all creditors.

7



estateis | eft undisturbed by the nortgagee, the trustee collects rents
for the benefit of the estate rather than for the nortgagee as secured
creditor. See 11 U.S.C. §541(a)(6) (postpetitionrents fromproperty
of the estate are i ncluded as part of the debtor’'s estate.) Inthe
present case, rents coll ected by t he apartnment managenent firmwere
turned over to the debtor-in-possession and the trustee as
representatives of the debtor's estate, and t he Bank, havi ng nade no
claimto the rents during adm nistration of the case, cannot now

contend that these representatives actedonits behalf incollecting

the rents.
The Bank, citingDeKal b Bank v. Purdy, 166 Il1. App. 3d 709, 520
N. E. 2d 957 (1988), argues that Illinois |awdoes not require the formal

appoi nt nent of a statelawreceiver beforeanortgageeisentitledto
rents as agai nst a defaulting nortgagor. It is sufficient, the Bank
contends, if the disputedrents are placedinthe custody of the court
which, inthis case, occurred when the debtor filedits bankruptcy
petition.

Purdy is distinguishable fromthe present case in that the
nort gagee there took affirmative actiontoenforceitsright torents
assi gned pursuant to a nortgage. Follow ng the nortgagor's default,
t he nort gagee bank sought and obt ai ned an i nj uncti on whi ch restrai ned
t he nort gagors fromdi sposi ng of any rents to be recei ved by themfrom
t he nort gaged property and further requiredthat proceeds of crops
harvested fromthe property befiledw ththe clerk of the court al ong
withafull accounting. See Purdy, 520 N. E. 2d at 960. Addressingthe

nort gagors' contentionthat they wereentitledtothe rents deposited

8



wi th the court because the nortgagee had failed to take possessi on of
t he property or obtain forml appointnent of areceiver, the Purdy
court noted that the injunctive order served to acconplish the
obj ectives of receivership by placing the disputed rents in the
possessi on of the court pending afinal determ nation of the parties’
rights to the rents. 1d. at 962.

The Purdy court cited the case of State Bank & Trust Co. v.

Massion, 279 111. App. 234 (1939), in which, follow ng the nortgagee's
application for appoi ntment of areceiver pendi ng forecl osure, the
court orderedthe nortgagor to coll ect and deposit rental incone with
the cl erk of the court and to pay expenses of operati on only as ordered
by the court. The Mssion court found that this procedure was
sufficient to divest the nortgagor of its rights as against the
nort gagee because the court's order "was in practical effect the
appoi nt nent of a receiver by the court.” [d. at 239. The court,
stating that the funds wereinthe court's control and subject toits
orders, specifically notedthat the nortgagee had noved f or appoi nt nent
of areceiver and that the procedure foll owed was in lieu of such an
appoi ntment. |d. at 241.

Unl i ke t he nort gagees i nPurdy and Massion, the Bank here t ook no
actiontogaincontrol over therents despite having obtainedrelief
fromstay to proceed with forecl osure of the property. While the
debt or' s bankruptcy filing created an estate to be adm ni stered by t he
debt or-i n- possessi on and t he trustee under authority of the Court, it
did not alter the relationship between the Bank and the debtor

regar di ng possessi on of the nortgaged property. Rather, absent action

9



by the Bank to enforce its assi gnment of rents, the debtor was entitled

toreceiverents fromthe property until bei ng di vest ed of possessi on

by sale of the property upon foreclosure. See IlIl. L. & Prac.
Mort gages, 8 471 (1956); seealsolll. Rev. Stat., ch. 110, pars. 15-

1508(b), 15-1701(d) (1991). The Bank did nothing, as i nPurdy and
Massi on, to obtain a court order equivalent to a state court
recei vershi p but, instead, all owed t he trustee and debt or-i n- possessi on
to collect rents for the bankruptcy estate as successors to the
debtor's interest. It cannot be said, therefore, that this collection
of rents enforced the Bank's lien on the rents, and the Court,
accordingly, rejects such contention by the Bank.

The Bank, as nortgagee of the debtor's real estate with a
perfected security interest inrents, didnot |oseits perfected status
by reason of the debtor's bankruptcy filing. See 11 U.S.C. § 552(b);
Inre Park at Dash Point L.P., 121 B. R 850, 860 (Bankr. W D. Wash.

1990). The Bank's perfectedinterest inthe rents, although unenforced
agai nst the debtor, constituted aninterest sufficient torender the
rents cash collateral under 8 363(a).> Thus, to the extent the
aut omati ¢ stay precluded enforcenent of the Bank' s right torents upon
t he debtor's default, the Bank was entitl edto adequat e protection of

itsinterest to avoid dissipation of subsequently accruingrents by the

" Cash collateral" under a 363(a) includes rents of property
subject to a security interest under § 552(b). 11 U.S.C. § 363(a).
Section 552(b) incorporates by reference the adequate protection
requi rement of 8 363 and ensures the nortgagee adequate protection of
its interest in postpetition rents even though the nortgagee is not
presently entitled to the rents under state law. See Dash Point, 121
B.R at 859-860; MCafferty, The Assignnent of Rents in the Crucible
of Bankruptcy, 94 Com L. J. 433, 456-57 (1989).

10



debt or. Dash Poi nt at 860.

However, t he Bank here sought relief fromstay uponthe debtor's
default, and the Court granted suchrelief toallowthe Bank t o pursue
itsstatelawrenedies. If the Bank had wishedto gainentitlenent to
the rents fromthe nortgaged property pendi ng conpl etion of the
forecl osure sale, it coul d have sought abandonnent of the property from
the estateinorder toexerciseits right under state lawto be pl aced
i n possession of the property and collect therents onits own behal f.
Seelll. Rev. Stat., ch. 110, par. 15-1701(b)(2) (1991). Having
electedto pursueits statelawrenedy of forecl osure, the Bank coul d
not rely onthe trustee and debtor-i n-possessionto assert its interest
by coll ection of therents and thus cl ai mthe benefits of possession
wi t hout accepting the obligations and burdens of possession. To al |l ow
t he Bank to recei ve such rents wi t hout taking affirmative action as
required under state | awwoul d gi ve t he Bank greater rights by reason
of t he bankruptcy proceedi ng than it woul d have had absent bankr upt cy,
contrary to the rule of Butner.

For the reasons stated, the Court finds that the Bank is not
entitledtotherental funds held by the trustee. Accordingly, the
Court finds for the trustee and agai nst the Bank on the Bank's
conpl aint for accounting and turnover of these funds.

SEE WRI TTEN ORDER

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

May 5,

1993
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