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

In the Matter of

Rl CHARD W SOVERS, Case No. 85-1124-C
JUDI TH L. SONERS,

Debt or s.
RI CHARD W SOVERS, Adv. Pro. No. 85-0374

JUDI TH L. SOVERS,

Plaintiffs, Chapter 7
V.

FEDERAL DEPOCSI T | NSURANCE
COVPANY,

Def endant .

VEMORANDUM OF DECI SI ON

This is a core proceeding pursuant to 28 U S.C. section
157(b)(2) (K). Having reviewed the stipulated facts and briefs
submitted by the parties and being fully advised in the prem ses, the
court makes the follow ng findings of fact and concl usions of |aw
pursuant to Bankruptcy Rule 7052.

Thi s adversary proceeding arises out of the failure of the Storv
County State Bank. The issues before the court are: (1) whether real
estate encunbered by a nortgage containing a dragnet clause serves as
security for certain notes; and (2) what interest the debtors have in

a corn crop
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pl anted before the bankruptcy was filed. The Federal Deposit
I nsurance Corporation (FDIC) has indicated to the court it no | onger
di sputes ownership of certain certificates of deposit.

FACTS

In August of 1978 the debtors purchased a house in Story Gty,
lowa. The Story County State Bank financed the purchase in the
anount of $25,000.00. The debtors executed and delivered a nortgage
on the house to the bank to secure the |loan. Paragraph #1 of the
nort gage contains the foll ow ng | anguage:

This nortgage shall stand as security for said

note and for any and all future and additi onal

advances made to the nortgagors by the hol der of

said note in such amobunt or anobunts so that the

total of such future additional advances

out st andi ng and unpaid at any one tine shall not

exceed $42, 000. 00 ...
The debtors are current on this note. There is a balance owing in
t he sum of $10, 998. 47.

The bank al so financed the debtors' farm ng operation. The
debtors took out a |l oan on Novenber 28, 1984 in the anmount of
$121,000. 00. Security agreenents dated the sane day list certain
farmland, all equipnent, all farm products and proceeds and products
of collateral as security for the loan. The farmland securing this
note has been |iquidated and proceeds have been turned over to the

FDIC. The bal ance remai ning on the note is $64,407.86 in principal

plus $23,404.07 in accrued interest to May 15, 1987.
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On Decenber 28, 1984 and May 6, 1985 debtor Richard Sowers
borrowed $1, 500. 00 and $2, 800. 00 respectively for operating expenses.
The parties executed a bl anket security agreenent to secure the
notes. The outstandi ng bal ance on the Decenber 28, 1984 note is
$1,500.00 in principal and $499.41 in accrued interest to May 15,
1987. Wth respect to the May 6, 1985 note, $1,343.08 in principal
and $529.74 in accrued interest to May 15, 1987 remai ns unpaid.

The debtors state that an official fromthe bank, Robert Sweet,
explained to them at the tinme of the closing on the house | oan, that
t he open ended feature of the nortgage (the dragnet clause) would
all ow the debtors to borrow up to $42,000. 00 for home inprovenents
W thout incurring the costs of rewiting a new nortgage and note for
every advance. Borrow ng for any other purpose was neither discussed
nor considered at the neeting. Representatives fromthe bank stated
to the debtors that the dragnet clause would be Iimted to hone
i nprovenent | oans. The deposition testinony of Roger Auestad, a
former bank vice-president, revealed that note forns for residential
real estate loans differed fromthose used for commrercial and farm
| oans. He thought that the debtors' farm notes were not secured by
the nortgage on the house. FDIC, in its corporate capacity, acquired
fromFDI C, as receiver for the bank, all notes, security agreenents,

and nortgages signed by the debtors in favor of the bank.



Wth respect to the second issue,
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the debtors planted 197 acres of

corn in the spring of 1985 prior to filing bankruptcy on May 28, 1985.

The debtors incurred the foll ow ng expenses with respect to the 1985

corn crop.

ltem

Fuel

Dryi ng

Checkof f

Conbi ne

Set - asi de neasure
Seed corn

| nterest on corn
expense

Fertilizer
Chemi cal s
Repairs

| nsur ance
Crop transport

Pl owi ng and di ski ng
(debtors' | abor)

Fertilizer to Gary
Johnson

Tot al

Except for the drying and checkoff,

Amount.

$ 1,484,

1,579.

4, 732.
22.

1, 771.

484.

2, 536.
1, 920.
796.
85.

812.

1, 802.

1,671.

$19, 707.

50

22

.19

80

00

50

06

03

05

23

80

61

00

30

29

Pre or Post
Petition Expense

pre and post
post
post
post
pre

pre

pre
pre
pre
pre
post

post

pre

pre

the debtors paid the other

expenses. A local co-op withheld corn proceeds to defray the drying



and checkoff costs. After anmounts were deducted for the |l andlord's

share, the debtors received
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$17,179.03 in corn proceeds. O that anount, $2,112.15 was delivered

to the trustee and the remaining sum of $15, 066. 88 was deposited in
the trust account of debtors' counsel. The FDI C never consented to
the paynent of any of the crop expenses from 1985 corn crop proceeds.
DI SCUSSI ON
l.
The debtors contend that they and the bank never intended that

their house stand as security for farmloans. |If this mtter
i nvol ved only the debtors and the bank, there would be no controversy
because the debtors and officials fromthe failed bank stated that it
was their mutual understanding that the dragnet clause would apply
just to residence-rel ated advances. The |anguage of the nortgage
does not reflect this understanding.

The FDI C concedes that the debtors' proof would be sufficient to
prevent the bank's enforcenment of the dragnet clause. However, it
mai ntai ns that the operation of 12 U S. C. section 1823(e) prevents
the debtors fromlimting the effect of the dragnet clause as to the
FDIC. This provision states:

No agreenent which tends to dimnish or defeat
the right, title or interest of the Corporation
in any asset acquired by it under this section,
either as security for a |loan or by purchase,
shall be valid agai nst the Corporation unless
such agreement (1) shall be in witing, (2)
shal | have been executed by the bank and the

person or persons claimng an adverse interest
t her eunder, incl uding



t he obl i gor, cont enpor aneousl y with t he
acqui sition of the asset by the bank, (3) shall
have been approved by the board of directors of
the bank or its loan comrttee, and (4) shall
have been, continuously, from the tinme of its
execution, an official record of the bank.

Id. Section 1823(e) generally is considered to be a codification of

the holding articulated in D OGench, Duhne & Co. v. FDIC, 315 U S

447, 62 S. . 676, 86 L.Ed.-956 (1942), wherein the Suprene Court
ruled that a secret agreenent designed to deceive creditors or one
havi ng that effect would not be a defense against the FDIC in a

collection action on a note. FD Cv. Wod, 758 F.2d 156, 159 (6th

Cir. 1985). The | anguage of section 1823(e) has been characterized
as all enconpassing--"any agreenent is subject to the statute if it
tends to defeat or dimnish FDIC s rights in an asset purchased under

authority of S 1823." FDI C v. Hoover-Mrris Enterprises, 642 F.2d

785, 787 (5th Cir. 1981) (Unit B).

Under st andi ng t he underlying purpose of section 1823(e) depends
upon an awar eness of the mechanics of a bank closing. An explanation
of FDIC s role once a bank is closed is set out in GQunter v.

Hut cheson, 674 F.2d 862, 865-6 (lIth Cir. 1982), cert. denied, 459

UsS 826, 103 S. C. 60, 74 L.Ed.2d 63 (1982):

The Federal Deposit Insurance Corporation is a
federal agency which insures bank deposits.

As insuror one of the primary duties of the
FDIC is to pay the depositors of a failed
bank. The FDI C has two
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met hods of acconplishing this duty. The
simplest nethod is to |liquidate the assets of

t he bank and then pay the depositors their

i nsured anmounts, covering any shortfall with

i nsurance funds. This option, however, has two
maj or di sadvantages. First, the sight of a

cl osed bank, even an insured one, does not
pronote the utnost confidence in the banking
system Accounts are frozen, checks are
returned unpaid, and a significant disruption of
the intricate financial machinery results.
Second, depositors may wait nonths to recover
even the insured portion of their funds, and
uni nsured funds nmay be irrevocably | ost.

To avoid the significant problens with

i quidation, the FDI C whenever feasible enploys
a 'purchase and assunption' transaction in which
the Corporation attenpts to arrange for another
bank to purchase the failed bank and reopen it

wi t hout interrupting banking operations and with
no loss to the depositors. A purchase and
assunption involves three entities: the receiver
of the failed bank, the purchasing bank, and the
FDIC as insuror. In nost cases, the FDIC is
appoi nted receiver by the appropriate banking
authority and thus acts in two separate
capacities: as receiver and as corporate

i nsuror.

As soon as the receiver is appointed, the FDI C
solicits bids fromother banks for the purchase
of the failed bank and assunption of its
liabilities. The bids represent the 'going
concern' value of the failed bank. After
receiving the bids, the FDIC Board of Directors
det ermi nes whet her the purchase and assunption
is feasible according to the statutory
requirements of 12 U . S.C. 1823(e). |If a bidis
accepted, the purchasing bank agrees with the
receiver to buy the assets and assune the
liabilities of the failed bank.

Wil e the purchase of a failed bank is an
attractive way for other banks to






expand their operations, a purchase and
assunption nust be consummated with great speed,
usual ly overnight, in order to preserve the
goi ng concern value of the failed bank and avoid
an interruption in banking services. Because
the tinme constraints often prohibit a purchasing
bank fromfully evaluating its risks, as well as
to make a purchase and assunption an attractive
busi ness deal, the purchase and assunption
agreenent provides that the purchasi ng bank need
purchase only those assets which are of the

hi ghest bank quality. Those assets not of the
hi ghest quality are returned to the receiver,
resulting in the assunmed liabilities exceeding

t he purchase assets. To equalize the

di fference, the FDI C as insuror purchases the
returned assets fromthe receiver which in turn
transfers the FD C paynents to the purchasing
bank. The FDIC then attenpts to collect on the
returned assets to mnimze the loss to the

i nsurance fund. In an appropriate case,
therefore, the purchase and assunption benefits
all parties. The FDIC minimzes its |loss, the
pur chasi ng bank receives a new i nvestnent and
expansi on opportunity at low risk, and the
depositors of the failed bank are protected from
t he vagaries of the closing and |iquidation
procedur e.

Id. (citation and footnotes omtted).
In order to preserve the going concern value of a failed bank,

deci si ons concerning the course of action the FDIC shoul d take nust

be nade with extraordinary speed. FDIC v. @ilf Life Ins., 737 F.2d

1513, 1517 (Ilth Cr. 1984); @unter, 674 F.2d at 869. Section
1823(e) permts decisions to be made qui ckly because the statute
contenpl ates that FDI C appraisers can |limt their scrutiny to

official bank records. See FDICv. O Neil, 809 F.2d 350,




353 (7th CGir. 1987)
The first question the court nust address is whether section
1823(e) applies to this case. Section 1823(e) is not, applicable to

situations where there is no secret agreenent. FD C v. Hatnaker, 756

F.2d 34, 37 (6th Cr. 1985); In re Howard, 65 B.R 498, 503 (Bankr

WD. Tex. 1986). The basis of Division | of the debtors' conplaint
is the verbal agreenent between the debtors and the officials from
the cl osed bank regarding the scope of the dragnet clause. Thus

section is 1823(e) is applicable. Conpare FDICv. Gl f Life Ins.,

737 at 1516 ("[b]ecause [debtor's] theories of waiver, estoppel, and
unj ust enrichnent are not doctrines based on the parties' nutua
assent, section 1823(e) is inapplicable to these defenses").

The agreenent fails to qualify as an exception under the exacting
standard of section 1823(e). Although the debtors and the bank cane
to an agreenent contenporaneously with the bank's acquisition of the
asset (the nortgage lien), the agreement was not reduced to witing,
was not approved by the board of directors and was not an official
record of the bank continuously fromthe time of its execution.

The debtors attenpt to evade the effect of section 1823(e) by
evoki ng the "rel atedness rule" of contract construction under |owa
| aw. Dragnet clauses are valid but not favored and consequently are

strictly construed agai nst
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a nortgagee. First Trust & Savings Bank v. Manning, 311' N W 285,

299 (lowa 1981). One of the factors used to determine the vitality
of a dragnet clause is an inquiry into "whether the later loan is
related to or within the sane class as the original debt...... ”

Matter of Estate of Sinpson, 403 NNW 791, 793 (lowa 1984). The

operation of the "relatedness rule” is vividly illustrated in Freese

Leasing v. Union Trust & Sav. Bank, 253 N.W2d 921 (lowa 1977),

wherein a debtor borrowed noney froma bank and gave the bank
nortgages on certain real estate. The nortgages contained a dragnet
cl ause. The debtor also was engaged in used car sales and relied
upon the bank to finance this business. Business notes were signed
by the debtor with reference to the business and the notes nade no
reference to the nortgages. Separate liability |edgers were kept for
t he business loans. In response to an inquiry fromthe debtors
bookkeeper as to the bal ance "for each nortgage,” the bank responded
without referring to the business |oans. The debtor also testified
that he did not intend that the real estate nortgages secure the
business loans. |In deciding that the parties did not intend that the
busi ness | oans be covered by the dragnet clauses, the court noted
that there was no relationship between the real estate |oans and the
busi ness | oans. The court stated:

(I']n the absence of clear, supportive evidence

of a contrary intention a nortgage containing a

dragnet-type clause will not be extended to
cover
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future advances unl ess the advances are of the
same kind and quality or relate to the same
transaction or series of transactions as the
princi pal obligations secured or unless the
docunent evi dencing the subsequent advance
refers to the nortgage as providing security

t herefore.

Freese Leasing, 253 NNW at 927 quoting Enporia Bank & Trust Co. V.

Mounkes, 214 Kan. 178, 184, 519 P.2d 618, 623 (1974).

The debtors' reliance upon the "rel atedness rule"” is msplaced.
The purpose of utilizing the rule is to determne the intent of the
parties. Sinpson, 403 NW at 793. Here the bank admits that the
dragnet clause was intended to secure the farmloans. Moreover, the
intent of the parties has no bearing on this case to the extent the
requi renments of section 1823(e) are unsatisfied. As discussed
earlier, the verbal agreenent failed to satisfy those requirenents.

Finally, to accept the debtors' argument woul d underm ne the
pur pose of section 1823(e). Even where future advances do not relate
to the principal transaction, dragnet clauses will be upheld under
lowa law if creditors adduce clear and supportive evidence of a
contrary intention. FDI C appraisers do not have the | uxury of
det erm ni ng whet her such evidence exists. Their work nust be
conpleted with dispatch. They nust rely solely on the | anguage
contai ned on the face of nortgages. The |anguage contai ned on the
face of the nortgage in question supports finding that the nortgage

secures the farm /|l oans.
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The debtors next contend that they should either be paid for the
expenses they incurred in producing the 1985 corn crop or retain corn
proceeds in an anount equal to the proportional |ength of the grow ng
season that remained after the bankruptcy was filed. The debtors
assert that the corn had a growing life of 122 days and was pl ant ed
15 days prior to filing. Thus 12.3%of growing life is prepetition.
O the $17,173.03 in corn proceeds, the debtors maintain that 12.3%
of this anobunt is the FDIC s and the remai nder belongs to the
debtors. In the alternative, the debtors maintain they should be
rei mbursed $19, 707.29 for corn expenses that they paid. The FDIC
mai ntai ns that the debtor should be reinbursed only for expenses paid
post petition.
The debtors concede that the FDIC s security interest in 1985
corn attached at the tinme the crops were planted. Pursuant to 11
U.S.C. section 552(b), the FDIC s security interest continues in
identifiable proceeds of the 1985 corn because the debtors planted
the crop prior to filing bankruptcy.
11 U. S.C. section 552(b) provides:

Except as provided in section 363, 506(c), 522,

544, 545, 547, and 548 of this title, if the

debtor and an entity entered into a security

agreenent before the comencenent of the case

and if the security interest created by such

security agreenent extends to property of the

debtor acquired before the commencenent of the

case and to proceeds, product, offspring, rents,

or profits of such property, then such security
i nterest extends to such
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proceeds, product, offspring, rents, or profits
acquired by the estate after the commencenent of
the case to the extent provided by such security
agreenent and by applicabl e nonbankruptcy | aw,
except to any extent that the court, after

noti ce and a hearing and based on the equities
of the case, orders otherw se. (Enphasis added.)

According to the |l egislative history, the above "provision allows the
court to consider the equities in each case. In the course of such
consi deration the court may eval uate any expenditures by the estate
relating to proceeds and any related inprovenent in position of the
secured party." 124 Cong. Rec. H 11,097-11,098 (Sept. 28, 1978); S
17,414 (Oct. 6, 1978).1

Former Bankruptcy Judge Richard Stageman utilized the equitable

t hene of section 552(b) in Matter of Rieber, No. 82-1174-W Adv.

Pro. No. 84-0147, slip op. (Bankr. S.D. lowa, February 28, 1985),
the only case cited by the parties in support of their respective
positions on the crop issue. Debtors suggest that Ri eber all owed
both pre and post petition expenses for caring for the crop; the FDIC
contends that Rieber allowed only post petition expenses. Upon

revi ewi ng Judge Stageman's decision, it is clear to the undersigned

that her predecessor's ruling is consistent with

!Conparing Schedule B-1 and B-4 with the trustee's Septenber 11, 1985
application to abandon suggests that the | and upon which the crops were grown
and presumably the crops are no | onger property of the estate. Noticeably,
the trustee has not intervened in the adversary action seeking any recovery
under 11 U.S.C. section 506(c).
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the overall statutory schenme of the Code. That is, only post
petition expenditures were awarded the debtors against the creditor's
claimin the value of the crop. To approve prepetition costs and
expenses woul d favor some prepetition unsecured creditors over others
simlarly situated.
Accordingly, the debtors are entitled to rei nbursenent for
conbi ning (%4, 732.80), insurance ($85.80) and crop transportation
($812.61). Expenses for drying (%$1,579.22) and checkoff ($9.19) were
satisfied prior to the debtors receipt of $17,179.03 in net proceeds.
Debtors failed to prove which portion of the fuel cost ($1,484.50)
was postpetition. That expense will not be allowed. Finally, the
debtors use of the conbine to harvest one-half acre of corn does not
justify awarding the repair costs ($796.23).
CONCLUSI ON
WHEREFORE, based on the foregoing analysis, the court hereby
finds:
1. The nortgage in issue secures the farm/l oans;
2. The debtors are not entitled to prepetition crop
production expenses; and
3. The debtors are entitled to $5, 631.21 rei nbursenent
for conbining, insurance and transportati on expenses.
An appropriate order will be entered.

Si gned and dated this 7th day of April, 1988.



LEE M JACKW G
CH EF U.S. BANKRUPTCY JUDGE
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IN THE UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF IOWA
CENTRAL DIVISION
RICHARD W. SOWERS and
JUDITH L. SOWERS

Debtors and
Pantiffs- Appellants, CIVIL NO. 88-293-B
V.
FEDERAL DEPOSIT INS. CORP,, MEMORANDUM AND.DECISION
ON APPEAL FROM
Defendant-Appellee. BANKRUPTCY COURT

Thisis abankruptcy apped.

In 1978 the debtors, plaintiffs-gppellants, purchased a house in Story, City, lowa. The Story Cour
State Bank financed the purchase and the debtors executed and delivered to the bank a mortgage on the house to
secure the loan. The mortgage contains the following "dragnet” dause:

This mortgage shall stand as security for said note, and for any and dll

future and additional advances made to the. Mortgagors by the holder

of sad note in such amount or amounts so that the total of such future

additiona advances

outstanding and unpaid & any onetime shdl not

exceed $42 000.00
The debtors payments on the home loan are current, but a balance remainsto
be paid.

Later the bank financed the debtors farming operation. Security agreements on the farm loans liste
as security farmland, equipment and other security, but did not list the house in Story City as part of the security.

At the time the debtors obtained the house loan a bank officid explained to them that the dragnet
clause quoted above would alow the debtors to borrow up to $42,000.00 for home improvements without incurrir
the costs of rewriting a new mortgage and note for every advance. Borrowing for any other purpose was neither

discussed nor considered. 1t was the mutua understanding of the bank and the debtors that the dragnet clause wot



be limited to future home improvement |oans and neither of the parties ever understood or believed that the later far
operation loans were covered by the mortgage on the house.
Later the bank was closed and the Federa Deposit Insurance Corporation (FDIC),
defendant-gppellee, in its corporate capacity, acquired from FDIC, asreceiver of the bank, al notes,
security agreements and mortgages Sgned by the debtors in favor of the bank.
On April 7, 1988, the bankruptcy court entered the order from which debtors appedl .
That order holds that the dragnet clause in plaintiffs home mortgage operates to grant the FDIC a
security interest in the home for the subsequent farm operation loans. The bankruptcy court reached
this conclusion based on 12 U.S.C. § 1823(¢e), which provides:

No agreement which tends to diminish or defeet the right, title or interest of the
Corporation [FDIC] in any asset acquired by it under this section, ether as a security
for aloan or by purchase, shdl be vaid againgt the Corporation unless such agreement
(1) sndl bein writing, (2) shall have been executed by the bank, and the person or
persons claming an adverse interest thereunder, including the obligor,
contemporaneoudy with the acquisition of the asset by the bank, (3) shdl have been
approved by the board of directors of the bank or itsloan committee, which approva
shall. be reflected in the minutes of said board or committee, and (4) shdl have been,
continuoudy, from the time of its execution, an officid record of the bank.

Debtors argue that as a matter of lowa law the dragnet clause does not extend the
mortgage security in the house to the later farm loans and that therefore the FDIC's interest in the farm
loans never included a security interest in the house. The FDIC argues that the dragnet clause applies
by itsterms to the farm loans and that any understanding to the contrary between the bank and the
debtors cannot defeat FDIC's security interest in the house because the four conditions enumerated in

section 1823(€) are not met.

The lowa Supreme Court has construed dragnet clausesin mortgages as follows:

[1]n the absence of clear, supportive evidence of a contrary intention a mortgage containing a
dragnet-type clause will not be extended to cover future advances unless the advances are of the
same transaction or series of transactions as the principa obligations secured or unlessthe
document evidencing the subsequent advance refers to the mortgage as providing security
therefore.



In re Smpson,, 403 N.W. 2d 791, 793 (lowa 1987) (quoting Freese Leasng, 253 N.W. 2d 921, 927

(lowa 1977) quoting Emporia Bank and Trust Co. v. Mounkes, 519 P.2d 618,623 (Kan. 1974).

It is undisputed that the farm loans do not refer to the house as security and are not of
the same kind and qudity and do not relate to the same transactions or series of transactions asthe
house mortgage loan. Also, there is no evidence whatsoever of an intention on the part of the debtors or
the bank that the farm loans be secured by the house mortgage. *

It is clear, therefore, thet under lowa law the farm loans never were secured by the
house mortgage. Section 1823(€) does not expand coverage of a mortgage interest acquired by the
FDIC,; it merely providesthat the reach of any mortgage interest acquired by FDIC cannot be
diminished or defeated by some side agreement unless the four enumerated conditions are met. Stated
another way, the statute does not operate to create an agreement that never was (i.e., an agreement to

secure the farm loans with the house mortgage).

! The bankruptcy judge stated at page 11 of her memorandum of decision that "the bank
admits that the dragnet clause was intended to secure the farm loans.” The bankruptcy court's
[flindings of fact, whether based on ord or documentary evidence, shdl not be set aside
unless clearly erroneous, and due regard shal be given to the bankruptcy court to judge
the credibility of witness.
Bankruptcy R. 8013. Thisfinding is unsupported by the evidence and clearly erroneous, which the
FDIC concedes. The quoted finding of the bankruptcy court is set asde as clearly erroneous.



The underlying purpose of section 1823(e) is not
frugtrated by this court’ s decision because the FDIC was on notice of the lowa law governing the
limited reach of mortgage dragnet clauses and was on notice that there were no facts brining the farm
loans within the reach of the dragnet clause as construed by the lowa Supreme court.

The bankruptcy court erred in concluding that the farm loans were secured by the house
mortgage, and therefore the decision of the bankruptcy court is reversed and the case is remanded for
proceedings condgstent with this opinion.

Dated this 9" day of February, 1989.

Harold D. Vietor, Chief Judge

Southern Didtrict of lowa



