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he U.S. Court of Appeals for the
TSeventh Circuit recently deter-

mined that a bank’s security inter-
est in rents from leased real estate subject
to a mortgage takes priority over a fed-
eral tax lien. This is the first time that this
particular issue has been addressed by a
circuit court of appeals. Ruling in favor
of the bank, the Seventh Circuit distin-
guished between a secured party’s right
to after-acquired property and rents.

Statutory Background
The Internal
Revenue Code (IRC)
provides that if any
person fails to pay
taxes, the amount
due (plus interest
and applicable pen-
alties) shall be a
lien in favor of the
U.S. upon that per-
son’s property and
rights to property.' Generally, a federal
tax lien arises at the time of assessment
and continues until the liability for the
amount assessed is satisfied,” but the lien
imposed by § 6321 is not valid against
the holder of a security interest until
proper notice has been filed.’ The IRC
defines “security interest” to mean:

any interest in property acquired

by contract for the purpose of

securing payment or perfor-

mance of an obligation or indem-

nifying against loss or liability.

A security interest exists at any

time (A) if, at such time, the

property is in existence and the

interest has become protected

1 260.8.C.§6321.
2 26U.S.C.§6322.
3 26U.5.C.§6323(a).
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under local law against a subse-
quent judgment lien arising out
of an unsecured obligation, and
(B) to the extent that, at such
time, the holder has parted with
money or money’s worth.*
In the cases below, there is no dispute as
to whether the lender parted with money
or money’s worth. Instead, the focus of
the analysis is whether the property is
“in existence.”

Lien on Me

Case Law

Fights regarding priority are gener-
ally resolved under the rule “the first
in time is the first in right.”® This rule
is qualified by what is often referred
to as the “choateness” test: For a secu-
rity interest to take priority over a sub-
sequently filed federal tax lien, that
security interest must be choate.® To
be “choate,” the security interest must
be one in which all of the following are
established: (1) the identity of the lienor,
(2) the property subject to the lien and
(3) the amount of the lien.” While fed-
eral law also determines the priority of
competing federal and state liens, it is
state law that determines the nature of

426 U.5.C. § 6323(h)(1) (emphasis added).

5 RS v. McDermott, 507 U.S. 447, 449 (1993) (quoting United States v.
City of New Britain, 347 U.S. 81, 85 (1954)).

6 Fora short, but entertaining, summary of the origins of the term “cho-
ate,” see Bloomfield State Bank v. United States, -- F.3d --, 2011 WL
1773953 at *2 (7th Cir. App. 2011).

the property interest that is subject to the
federal tax lien.® Courts have struggled
in determining how to define rents from
real estate when the real estate is subject
to a mortgage containing an assignment-
of-rents provision. The issues in these
cases center around whether the property
was in existence at the time of the federal
tax lien filing or the amount of the lien
was established at the time of the federal
tax lien filing.

In First Nat’l Bank of Ohio v. U.S.,°
the district court held that such rents
are after-acquired property. The tax-
payers executed a note payable to the
bank in 1977, which was secured by a
mortgage on certain real property. The
mortgage was properly recorded under
Ohio law and contained a provision spe-
cifically providing that “all rents, issues,

profits and income of the real estate”
were additional collateral security for
payment of the note.'® The Internal
Revenue Service (IRS) filed a notice
of federal tax lien on the real property
in 1984. Then, in 1986, the taxpayers
leased the real property and assigned the
rents to the bank. The IRS levied on the
rental payments, giving rise to the dis-
pute between the IRS and the bank. The
court found in the IRS’s favor, holding
that the rents were after-acquired prop-
erty and not “property subject to the
lien” under the choateness test.'' The

7 RS V. McDermott, 507 U.S. at 449-50 (“[O]ur cases deem a com-
peting state lien to be in existence for the “first-in-time’ purposes
only when it has been perfected in the sense that 'the identity of
the lienor, the property subject to the lien, and the amount of the
lien are established.”” (quoting U.S. v. City of New Britain, 347
U.S. at 84); see also Bank One, West Va., NA v. U.S., 1996 WL
303276 at *2 (1996) (citing U.S. v. Pioneer American Ins. Co., 374
U.S. 84, 88-90 (1963) (citing U.S. v. City of New Britain, 347 U.S.
at 84)).

8 Bank One, West Va., NAv. U.S., 1996 WL 303276 at *3.

9 1994 WL 481357.

10 1994 WL 481357 at *2.
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court noted that the “bank’s security
interest in the rental payments did not
attach thereto until the taxpayers began
receiving the payments, which did not
occur until 1986 (when the rental pay-
ments began), well after the filing of the
federal tax lien.”"?

In Bank One, West Va., NA v.
U.S.,"” the court reached the opposite
conclusion under similar facts. The
taxpayers borrowed money from the
bank under a series of notes in 1986
and 1989, secured by various docu-
ments including a deed of trust, collat-
eral assignment of leases and rentals,
and security agreement.'* At the time
these security documents were execut-
ed on the parcel of real estate owned
by the taxpayer, it was sublet, which
sublease was subsequently vacated in
December 1989." In 1991 and 1992,
the IRS filed various tax liens against
the taxpayers.'® In March 1992, the
taxpayers relet the facility that was
vacated in December 1989. The IRS
levied on that stream of rental pay-
ments. The bank then commenced an
action against the IRS claiming that
the IRS wrongfully levied against real
property in which the bank claimed
an interest. In its application of the
law to these facts, the court relied on
Justice Benjamin Cardozo’s descrip-
tion of property rights as a bundle of
sticks.'” The court then concluded that
“[t]he sublease granted to the State of
West Virginia did not alter the essen-
tial character of the property subject
to the Bank’s security interest. The
sublease is a lesser included interest
in the leasehold estate... [The property
subject to the Bank’s security interest]
was established before the sublease
was signed and before the Government
filed its tax liens.”'®

Bloomfield State Bank v. U.S.
The U.S. Court of Appeals for
the Seventh Circuit was the first cir-
cuit court to address a priority dispute
between the IRS and a creditor under
similar facts. In 2004, Bloomfield State
Bank (BSB) made a mortgage loan
secured by, inter alia, the borrower’s
real estate and “’all rents...derived or
owned by the Mortgagor directly or
indirectly from the Real Estate or the
Improvements.”" The taxpayer default-

11 1994 WL 481357 at *3 (stating that “[t]he property at issue here...
constitutes after-acquired property”).
Id.

13 1996 WL 303276.

14 1d. at *6-7.

15 /g at 7.

16 1.

ed in 2007,% and at BSB’s request,
a state court appointed a receiver to
administer the real estate, who subse-
quently rented the real estate, collecting
in excess of $80,000.* During the rental
period, the IRS filed a tax lien against
the real estate. The IRS conceded that
rentals received prior to the filing of
the tax lien were BSB’s, but any rents
received after the filing of the tax lien
were junior to the IRS.#

The Seventh Circuit disagreed.
To succeed, the creditor must estab-
lish: (1) the lienor’s identity, (2) the
property subject to the lien and (3) the
amount of the lien. As with the cases
above, the first factor is easy to prove.
With respect to the third factor, the
court refused to accept the govern-
ment’s argument that the IRC’s require-
ment that the amount of the lien must
be established means the amount of
money that enforcement of a lien will
yield must be known. The court stated
that “[t]he mortgage agreement in this
case established a lien on the real estate
and all the rents it might yield, up to the
amount of the loan, which of course is
stated in the agreement.”*

In reaching its conclusions on the
second factor, the Seventh Circuit
addressed the concern behind the “exis-
tence” requirement. It found the require-
ment that the property must be in exis-
tence for a creditor’s lien to take priority
over a federal tax lien to be a source of
value for repaying the loan in the event
of default, not the money the lender real-
izes by enforcing the security interest.**
The Seventh Circuit refused to distin-
guish between the proceeds received
from sale income and rental income. It
stated that “[t]o say that a parcel of land
is ’sold’ rather than ’rented’ just means
that the owner sells the use of the land
forever rather than for a limited period.
Sale income and rental income are just
two forms of proceeds from land (or
from improvements on it).”*

The Seventh Circuit opined that
the theory behind the “existence”
requirement was based on concerns
about after-acquired property liens
to trump a federal tax lien. This was

17 1, at *3-4.

18 jg. at 4.

19 The Seventh Circuit was not faced with a situation involving an absolute
assignment of rents, but given its holding, it would appear that such
a provision (if upheld) would further protect the creditor from the IRS.
Bloomfield State Bank v. United States, -- F.3d --, 2011 WL 1773953 at
*1 (7th Cir. App. 2011).

20 g,

21 g,

22 g,

23 g at*2.

24 g at*3.

25 /g at*3.

not a concern here because “[t]he real
estate that generated the rental income
at issue in this case existed when the
mortgage was issued and thus before
the tax lien attached; the rental income
was proceeds of that property, which
preexisted the lien.”?® The Seventh
Circuit seemed to acknowledge that
its conclusion would be different if
the mortgage had also created a lien
in any property of any kind that the
mortgagor might ever acquire. The
distinction between after-acquired
property and rents from specific prop-
erty is clearly delineated in the final
paragraph of the Seventh Circuit’s
opinion. The Court stated:
By virtue of the rental-income
provision in the mortgage, the
bank had a separate lien on the
rents, but that is not the lien on
which it is relying to trump the
tax lien. The lien on which it is
relying is the lien on the real
estate. If an asset that secures
a loan is sold and a receiv-
able generated, the receivable
becomes the security, substitut-
ing for the original asset. The
sort of receivable to which the
statute denies priority over a
federal tax lien is one that does
not match an existing asset; a
month’s rent is a receivable that
matches the value of the real
property for that month.”

Conclusion

The Seventh Circuit’s decision is
a far more reasoned approach, both
analytically and conceptually, than the
court’s decision in First Nat’l Bank
of Ohio v. U.S.:*® Rents are not after-
acquired property. To the contrary,
rents are proceeds of property. Another
way to look at rents substituting for the
original asset (as stated by the Seventh
Circuit) is to state that rents would not
exist but for the original asset. After-
acquired property, on the other hand,
is not necessarily related to—or a sub-
stitute of—a specific asset. Consider
the legal definition of the two terms.
“After-acquired property” is defined
as a “debtor’s property that is acquired
after a security transaction and becomes
additional security for payment of the
debt.”® “Proceeds,” on the other hand,
are defined as “[s]Jomething received
upon selling, exchanging, collecting

26 g4,

27 g, at *4.

28 1994 WL 481357.

29 Black’s Law Dictionary, 7th ed., page 61; see also U.C.C. § 9-204.
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or otherwise disposing of collateral.”*
The court’s result in First Nat’l Bank
of Ohio is not surprising given that it
defined the rents as after-acquired prop-
erty, which is independent of an asset
that can be pledged with certainty in a
security interest or mortgage and there-
fore fails to meet the “in existence” test
of the IRC. Therefore, practitioners
should be alert to this issue and clearly
define the terms at issue for the court to
apply in any dispute involving a federal
tax lien. H

Reprinted with permission from the ABI
Journal, Vol. XXX, No. 9, November 2011.
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30 Black’s Law Dictionary, Tth ed., page 1222; see also U.C.C.
§9-102(64).
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