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The Bankruptcy Code

* Bankruptcy Estate

* Automatic Stay

* Chapter 7

* Chapter 11

* Chapter 11 — Subchapter V
* Chapter 12

* Chapter 13



Bankruptcy Impact on a Security Interest

e Section 552(a)

* A security interest does not attach to property acquired after filing

» Section 552(b) Exception

* A security interest will attach to

* proceeds, products, offspring, rents, or profits of the creditor’s collateral acquired before the bankruptcy
is filed (“cash collateral”)

* |IF Debtor and Creditor entered into a security agreement before filing
* AND the security agreement extends to cash collateral.

* However,

* if the Debtor uses the cash collateral after filing, a creditor’s security interest will not
attach to this newly acquired property.



Bankruptcy Impact on a Security Interest

* Debtor is prohibited from using cash collateral unless:
* Debtor obtains the consent of the creditor; or
* Debtor obtains court approval after notice and a hearing; and

* Debtor provides lender with adequate protection of its interest in the form of replacement
liens (effectively extending the “after-acquired property” clause) or in the form of cash
payments.

* Debtors often ignore this prohibition
* Debtor’s use of cash collateral erodes your collateral position

* Creditor must take swift action to stop Debtor from using cash collateral and to maintain
its security position.



Bankruptcy Impact on a Security Interest

» Exception to Section 552(b) Exception

» Section 552(b) Rule: A creditor’s security interest attaches to cash collateral if
the security agreement covers cash collateral.

* However, the “equities of the case” exception allows the Court to prevent the
security interest from attaching to cash collateral.

* Equities of the Case Exception:

* Applies where the trustee or debtor-in-possession uses other assets of the
bankruptcy estate (assets that would otherwise go to the general creditors) to
increase the value of the collateral subject to the lender’s security interest.

» Usually occurs when the creditor has a security interest in the inventory of a
manufacturer or crops of a farmer.



Practical Illustration of Section 552

Lender extended the farmer a $1,000,000.00 loan for a term of one year to fund 2023 farming operation.
Farmer planted 400 acres of corn, 200 acres of cotton, and 300 acres of peanuts in 2023 on Tracts 1, 2, and 3.
Farmer granted Lender a security interest in all of farmer’s crops.

The lender included the following collateral description in the security agreement and financing statement it filed in the real estate records:

ALL FARM PRODUCTS INCLUDING ALL 2023 CROPS, ANNUAL OR PERENNIAL, AND ALL PROCEEDS AND PRODUCTS OF THE CROPS, AND OTHER SUPPLIES USED OR PRODUCED IN
DEBTOR’S FARMING OPERATION, INCLUDING BUT NOT LIMITED TO 400 ACRES OF CORN, 200 ACRES OF COTTON, AND 300 ACRES OF PEANUTS GROWING OR TO BE GROWN ON
EAEI\CIJESGIOAWNED, LEASED OR RENTED BY DEBTOR LOCATED IN THOSE LANDS KNOWN AS TRACTS 1, 2, AND 3 IN LAND LOT 1 OF THE 10TH LAND DISTRICT OF TERRELL COUNTY,

Farmer expended the entire $1,000,000.00 in 2023 but was unable to repay the loan balance of $350,000.00 at the end of the term.
In 2024, the farmer leased 160 acres of his land to another farmer in exchange for $34,600.00.

Farmer used the lease funds to prepare the land, purchase seed, and plant 100 acres of peanuts on Tract 1 on May 15, 2024.
OnJune 1, 2024 (seventeen days after planting), the farmer filed bankruptcy.

Farmer obtained no additional crop loans secured by the 2024 crop before or after the commencement of the bankruptcy case.

To prepare the land, grow, and harvest the 2024 crop, and otherwise care for the crop before and during the bankruptcy case, the farmer
purchased his crop inputs on account.

Farmer used none of the loaned funds from the 2023 crop lender to grow the 2024 crop.
Farmer harvested the 2024 crop and sought to use the proceeds to fund his 2025 crop.

The farmer took the position that Li) the lender held no security interest in the 2024 crop because the security agreement limited its security
interest to 2023 crops, and (ii) to the extent the court found that the lender maintained a security interest in the 2024 crop and proceeds, the
court should extinguish the lender’s security interest based on the equities of the case.



Practical Illustration of Section 552 with Crops

Does Lender’s Security Interest Attach to 2024
Crop?

* Bankruptcy courts look to state law to determine
property rights, including without limitation the
extent and enforcement of a security interest.

* Pursuant to Georgia law, a security interest
attaches when:

1. the debtor executes a security
agreement describing the collateral;

2. the creditor gives value to the debtor;
and

3. the debtor obtains rights in the collateral.

* A debtor obtains rights in crops at the time the
crops are planted.

Relevant Facts
Lender loaned Farmer $1,000,000.00 in 2023.

Farmer executed a security agreement granting lender a
security interest in the following:

ALL FARM PRODUCTS INCLUDING ALL 2023 CROPS,
ANNUAL OR PERENNIAL, AND ALL PROCEEDS AND
PRODUCTS OF THE CROPS ... INCLUDING BUT NOT
LIMITED TO 400 ACRES OF CORN, 200 ACRES OF
COTTON, AND 300 ACRES OF PEANUTS GROWING OR
TO BE GROWN ON LANDS OWNED, LEASED OR RENTED
BY DEBTOR LOCATED IN THOSE LANDS KNOWN AS
TRACTS 1,2, AND 3 IN LAND LOT 1 OF THE 10™ LAND
DISTRICT OF TERRELL COUNTY, GEORGIA.

On May 5, 2024, farmer planted 2024 crop on Tract 1.
On June 1, 2024, farmer filed bankruptcy.

Farmer harvested 2024 crop and wanted to reinvest
proceeds into 2025 crop.



Practical Considerations

* How does the inclusion of the term “INCLUDING” in the collateral description affect the
security interest?

* Using the term “INCLUDING” without the terms “without limitation” or “but not limited
to” creates ambiguity.

e Some courts have interpreted the term “INCLUDING” to limit a security interest to the items
that follow.

* Forinstance, a security interest in ALL FARM PRODUCTS INCLUDING ALL 2023 CROPS... is
limited to a security interest in 2023 crops.

* Courts usually look at the contracts (or loan documents) as a whole to determine if the
term “including” is intended to limit the security interest or just to illustrate by example.

* Best Practices:

* Leave descriptions broad
* Use “Farm Products” rather than “Farm Products Including ...”
* Use “Farm Products” rather than simply “2023 Crops.”
* Use “including without limitation” or “including but not limited to” instead of “including.”



Practical Illustration of Section 552

How does Section 552 affect Lender’s Security
Interest?

* Normally, a properly worded security
agreement will grant a security interest in
crops for multiple years.

e 2024 Crops and Proceeds —

» Section 552 applies to property acquired by
the bankruptcy estate after the
commencement of the case.

* A debtor obtains rights in crops, present and
future, at the time the crops are planted.

* Farmer planted before filing bankruptcy.
* Section 552 does not terminate the lender’s
security interest in the crops.

e 2025 crop and proceeds - Section 552
prevents lender’s security interest from
attaching to the 2025 crop.

Relevant Facts

Farmer obtained loan in 2023.
Farmer granted Lender a security interest in the following:

ALL FARM PRODUCTS INCLUDING ALL 2023 CROPS,
ANNUAL OR PERENNIAL, AND ALL PROCEEDS AND
PRODUCTS OF THE CROPS ... INCLUDING BUT NOT LIMITED
TO 400 ACRES OF CORN, 200 ACRES OF COTTON, AND 300
ACRES OF PEANUTS GROWING OR TO BE GROWN ON
LANDS OWNED, LEASED OR RENTED BY DEBTOR LOCATED
IN THOSE LANDS KNOWN AS TRACTS 1, 2, AND 3 IN LAND
E%B%SIZTHE 10™ LAND DISTRICT OF TERRELL COUNTY,

On May 5, 2024, farmer planted 2024 crop on Tract 1.
On June 1, 2024, farmer filed bankruptcy.

Farmer harvested 2024 crop and wanted to reinvest
proceeds into 2025 crop.



Practical Illustration of Section 552

Does the “equities of the case” exception extinguish the
secured claim in the 2024 crop and proceeds?

* The determining factor is whether the debtor used
unencumbered assets after the bankruptcy was filed to
enhance the lender’s collateral.

* Farmer leased a portion of his farmland to obtain cash to

buy the seed and prepare the land (i.e., unencumbered
funds) prior to filing bankruptcy.

* Farmer did not use any of the unencumbered funds after
filing bankruptcy.

* Farmer purchased crop inputs on account (i.e., incurred
unsecured debt rather than investing unencumbered
funds) both before and after filing bankruptcy.

* The “equities of the case” exception is inapplicable

* Debtor incurred debt rather than investing unencumbered
assets to enhance the value of the 2024 crop after the
bankruptcy.

* Incurring debt to enhance lender’s collateral does not fall
within the “equities of the case” exception.

Relevant Facts
Lender loaned Farmer $1,000,000.00 in 2023.

Farmer executed a security agreement granting lender a
security interest in the following:

ALL FARM PRODUCTS INCLUDING ALL 2023 CROPS,
ANNUAL OR PERENNIAL, AND ALL PROCEEDS AND
PRODUCTS OF THE CROPS ... INCLUDING BUT NOT LIMITED
TO 400 ACRES OF CORN, 200 ACRES OF COTTON, AND 300
ACRES OF PEANUTS GROWING OR TO BE GROWN ON
LANDS OWNED, LEASED OR RENTED BY DEBTOR LOCATED
IN THOSE LANDS KNOWN AS TRACTS 1, 2, AND 3 IN LAND
é%-l(-)%gliTHE 10™ LAND DISTRICT OF TERRELL COUNTY,

On May 5, 2024, farmer planted 2024 crop on Tract 1.
On June 1, 2024, farmer filed bankruptcy.

Farmer harvested 2024 crop and wanted to reinvest
proceeds into 2025 crop.



Practical Illustration of Section 552

What is the value of the lender’s security interest in the 2024 crops?

III

For “cash collatera
is filed.

For confirmation purposes, the value is determined on the effective date of the plan.

purposes, the value is determined on the date the bankruptcy petition

Courts vary in their analysis with respect to valuing crops.

* Some courts value the crops at the sales price less the cost of growing and harvesting the
crops.

* Other courts value the crop based upon the gross revenues received or projected to be
received.

* Some courts have applied a present value analysis to determine the value.
* |In reality, the valuation depends upon the maturity of the crops when the issue is raised.



Practical Illustration of Section 552 with Crops

What if farmer used the 2024 crop proceeds to
purchase seed, fertilizer, and other inputs for his
2025 crop?

* Section 552 prevents the lender’s security
interest from attaching to this newly acquired
property.

* Practical Result:

* Lender must take immediate action to protect its
interest in the 2024 crop proceeds (the cash
collateral) BEFORE the debtor converts it into
another form of property.

Relevant Facts
Lender loaned Farmer $1,000,000.00 in 2023.

Farmer executed a security agreement granting lender
a security interest in the following:

ALL FARM PRODUCTS INCLUDING ALL 2023 CROPS,
ANNUAL OR PERENNIAL, AND ALL PROCEEDS AND
PRODUCTS OF THE CROPS ... INCLUDING BUT NOT
LIMITED TO 400 ACRES OF CORN, 200 ACRES OF
COTTON, AND 300 ACRES OF PEANUTS GROWING OR
TO BE GROWN ON LANDS OWNED, LEASED OR RENTED
BY DEBTOR LOCATED IN THOSE LANDS KNOWN AS
TRACTS 1, 2, AND 3 IN LAND LOT 1 OF THE 10™ LAND
DISTRICT OF TERRELL COUNTY, GEORGIA.

On May 5, 2024, farmer planted 2024 crop on Tract 1.
On June 1, 2024, farmer filed bankruptcy.

Farmer harvested 2024 crop and wanted to reinvest
proceeds into 2025 crop.




Practical Illustration of Section 552

 What if the farmer obtained a loan from a second lender to fund the 2024
crop year (which was planted prepetition) and granted the second lender a
security interest in the 2024 crops?

* Georgia’s version of the Uniform Commercial Code permits creditors following specific

statutory requirements to obtain a special production money priority (often referred to
as an “enabling loan”).

 If the second lender’s loan qualifies as an enabling loan, the second lender would have
priority over the first lender.

* The first lender’s security interest still attaches and is perfected, but the first lender is
now second in priority.



