UNI TED STATES BANKRUPTCY COURT
For the Southern District of |owa

In the Matter of

ROBERT V. BROWN and Chapter 7
SUE A. BROW\,

Debt or s. Case No. 82-1857-C
DONALD F. NEI MAN, Trustee,
Plaintiff, Adver sary Proceedi ng
No. 87-0104

VS.

NORWEST FI NANCI AL | OMA,
I NC. ,

Def endant .

ORDER ON MOTI ON TO DI SM SS

On Decenber 21, 1987, the notion to dismss filed by
def endant Nor west Fi nanci al | owa, I nc. (hereinafter
“Norwest”) on July 17, 1987, and the resistance thereto
filed by plaintiff Trustee Donald F. Neiman (hereinafter
“Trustee”) on Decenber 21, 1987, canme on for a hearing
before this court in Des Mines, lowa. August B. Landis
appeared on behalf of Trustee and Robert D. Taha appeared
on behal f of Norwest.

On Decenber 23, 1987, Trustee filed a of his resistance
to the notion to dismss. 1987, Norwest filed a brief in

support of court considers the matter fully submtted.



FACTUAL BACKGROUND
On Decenber 27, 1982, debtors filed a joint petition

for relief under Chapter 13 of the Bankruptcy Code, and on
Novenber 18, 1986, the proceedings were converted to
Chapter 7. On July 24, 1984, while still in Chapter 13
debtors executed a $40,000 plus interest prom ssory note to
Norwest. In consideration of the note, debtors granted
Norwest a nortgage and assi gnnment of rents on certain rea
estate owned by debtors. This security interest was granted
Wi thout any prior notice to debtors’ creditors. No hearing
was held to determine the propriety of debtors’ incurrence
of secured debt before debtors conpleted their transaction
with Norwest. Nor was any court order entered allow ng
debtors to incur secured debt. On July 19, 1984, J. W
Warford, Chapter 13 Trustee, did send a letter to Norwest
granting them perm ssion to nake the above |oan. However
during the course of debtors’ Chapter 13 proceedings, the
exi stence of Norwest’s nortgage and related note was not
reveal ed in debtors’ nonthly reports.

On June 2, 1987, Trustee, in his interim Chapter 7
trustee capacity, filed this adversary proceedi ng conpl ai nt
to determne nature and validity of interest in real estate
and requested the court to (1) determine the nature and
validity of Norwest’s nortgage under 11 U.S.C. 8364; and
(2) avoid the post-petition transaction pursuant to 11

U. S. C. 8549.



On July 17, 1987, Norwest filed its notion to dismss
and stated that pursuant to 11 U S.C. 8549(d), the two-year
statute of I|imtations for Trustee to avoid the post-
petition transaction had run. On Decenber 21, 1987, Trustee
filed his resistance to said notion and stated that even if
Norwest’s section 549(d) statute of Ilimtations argunent
was correct, the court nust still determne the validity of

Norwest’ s nortgage under section 364.

DI SCUSSI ON

The issue in this case is whether debtors’ incurring of
secured debt w thout notice and hearing is void ab initio
or nerely voidabl e.

Bankruptcy Code section 364 governs the incurrence of
secured debt during any bankruptcy proceeding. That section
in pertinent part reads as foll ows:

8364 (btaining credit

(c) If the trustee is unable to obtain unsecured
credit allowable under section 503(b)(l) of
this title as an adm nistrative expense, the
court, after noti ce and a heari ng, nay
authorize the obtaining of credit or the
i ncurring of debt-

(1) with priority over an% or all adm n-
istrative expenses of the kind specified
in section 503(b) or 507(b) of this
title; [or]

(2) secured by a lien on property of the
state that is not otherw se subject to
a lien; or



(d) (1) The court, after notice and a hearing.
may authorize the obtaining of credit or
the incurring of the debt secured by a

senior or equal lien on property of the
s}ate that is subject to a lien only
| —_—

(A) the trustee is unable to obtain such
credit otherw se; and

(B) there is adequate protection of the

interest of the holder of the lien
on the property of the estate on
whi ch such senior or equal lien is

proposed to be granted.
(2) In any hearing under this subsection, the

trustee has the burden of proof on
the i ssue of adequate protection.

11 U.S.C. 8364 (enphasis added). Thus, before secured debt
can be incurred during the pendency of a bankruptcy case

notice of intent to incur the secured debt nust be given to
all creditors, and a hearing thereon nust be held by the

court. In re Adanmson Co.. Inc., 29 B.R 937, 939 (Bankr

E.D. Va. 1983). However, while sone exceptions exist for
not having a hearing, there is no exception for an action
to be taken without notice if “notice and a hearing” are
required. In re Blunmer, 66 B.R 109, 113 (Bankr. 9th Cr.
1986)

In addition to being a statutory requirenent, section
364 notice is also a constitutional requirenent. |d.
Unsecured creditors are entitled to procedural due process
whi ch requires individual notice to creditors before rights
can be affected. 1d.; see In re Center Wiolesale. Inc., 759

F.2d 1440, 1449 (9th Cir. 1985).

4



In the case at bar, not one single creditor had notice
before Norwest nmde the post-petition $40,000 loan to
debtors, the effect of which was to give Norwest a secured
claim to $40,000 of property of the estate that would
ot herwi se have been distributed to unsecured creditors.
Nei t her debtors, Norwest, nor the Chapter 13 Trustee sought
a court order authorizing debtors to incur secured debt.
The letter to Norwest from the Chapter 13 trustee granting
permssion to nmke the |oan cannot substitute for the
section 364 requirenents of “notice and a hearing.”
Furthernore, during the course of debtors’ Chapter 13
proceedi ngs, the existence of Norwest’s nortgage and
related note was not revealed in debtors’ nonthly reports.
Ther ef ore, t he court hol ds t hat debt ors’ nort gage
transaction with Norwest is void ab initio as a violation
of section 364 and the due process rights of the unsecured
creditors.

Since debtors’ nortgage is void and w thout effect, the
I ssue of post-petition transaction avoidance by Trustee

pursuant to section 549(d) is rendered noot.

CONCLUSI ON AND ORDER

VWHEREFORE, based on the foregoing analysis, the court
concl udes debtors’ nortgage with Norwest is void ab initio
because it was obtained in violation of both 11 U S. C. 8364
and the due process rights of the unsecured creditors.
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THEREFORE, Norwest’s notion to dismss is hereby

deni ed.

DATED this 19th day of February, 1988.

RUSSELL J. HILL
UNI TED STATE BANKRUPTCY COURT



