IN THE UNI TED STATES COURT OF APPEALS

FOR THE FI FTH Cl RCU T

No. 96-30237

IN THE MATTER OF: DI BERT, BANCROFT
& ROSS COWPANY, LIM TED; Debtor,

JOHN RCSS, Deceased, GLORI A RGCSS,
individually and as the duly

appoi nted Adm nistratrix of the
Successi on of John Ross, substituted
as a party plaintiff in place and
stead of John Ross; CAROLYN RCSS;
KATHLEEN PENI CK; HANCOCK NATI ONAL
BANK,

ver sus

ROBERT L. MARRERO, CENTRAL
PROGRESSI VE BANK; DI BERT, BANCROFT
& ROSS COMPANY, LIM TED; UN TED
STATES OF AMERI CA,

Appel | ant s,

Appel | ees.

Appeal fromthe United States District Court
for the Eastern District of Louisiana

June 30, 1997

Before JOLLY, JONES and WENER, G rcuit Judges.

WENER, Circuit Judge:

Thi s appeal arises fromthe bankruptcy proceedi ngs of D bert,

Bancroft & Ross Conpany, Limted (“the Debtor”). Appellants (“the



Ross Group”?!) appeal the judgnent of the bankruptcy court, as
affirmed by the district court, rejecting the Ross Goup’'s claim
and recogni zing the claimof the Internal Revenue Service of the
United States Departnent of the Treasury (“the Governnent”).
Specifically, the court awarded to the Governnent the proceeds of
a court authorized sale by the Debtor’s trustee in bankruptcy of
property located in Am te, Tangi pahoa Pari sh, Louisiana, and at the
sane time denied the Ross Goup’s claim to those proceeds.
Agreeing with the Ross G oup that its collateral nortgage claimto
those proceeds subsists and prines the Governnent’'s tax lien
clains, we reverse the ruling of the bankruptcy court that awarded
t hose sales proceeds to the Governnent, render judgnent awarding
the proceeds to the Ross Group, and renmand the case to that court
for further proceedings consistent with this opinion.
I
FACTS AND PROCEEDI NGS

A. The Sal e and Leaseback Agreenent

In 1965, the Debtor entered into an industrial inducenment
financing arrangenent wth Tangi pahoa Parish (“the Parish”),
crafted as a sal e-and-leaseback with right of redenption (“the
Lease”), under the terns of which the Debtor would (1) purchase

property in Amte, (2) construct a foundry on it to replace the

! Collectively, Hancock National Bank, Raphael Ross, Jr.
(whose interest was later assigned to Carolyn Ross), Kathleen
Peni ck, John Ross (now deceased), and doria Ross, together the
original secured creditors as collateral nortgagees of Debtor’s
| easehold interest in property in Tangi pahoa Parish, Loui siana.
See infra note 8.



Debtor’s New Oleans facility that had been badly danmaged by
Hurricane Betsy, (3) transfer recordtitle of the i nproved property
to the Parish, reserving the right to reacquire record title by
exercising a so-called repurchase option and paying a nom nal
anount to do so, and (4) w thout ever relinquishing possession
i medi ately | ease the property back fromthe Parish.? Pursuant to
the Lease, the Debtor purchased the land and built an iron and
steel foundry, pattern shop, and machi ne shop on it (collectively,
“the Foundry”). Wen construction of the Foundry was conpleted in
1967, the Debtor transferred record title of the Foundry to the
Parish, including in the package all machinery and equi pnent that
the Debtor had rel ocated on the property. Contenporaneously wth
its transfer of title to the Parish, the Debtor | eased the Foundry
back fromthe Parish, retaining the right to redeemrecord title at
(1) any tinme during the original termor extended termof the Lease
(2) after repaynent in full of the Parish’s bond financing.

To raise the funds required to do the I ong-termfinanci ng deal

wth the Debtor, the Parish issued and sold general obligation

2 In Louisiana, a lease of imovable (real) property is a
hybrid, a personal contract which nonethel ess enjoys a nunber of
attributes of areal contract, including public records protection,
the right to peaceabl e possession, the right to evict, and the
i ke. See 2 A N Yiannopoul os, Louisiana Cvil Law Treatise, 8§
226, at 422-25 (3d ed. 1991); La. Rev. Stat. Ann. 8§ 2721-2721.1 &
2754-56 (West 1991); and also R vet v. Reqgions Bank of Louisiana,
108 F. 3d 576, 580 n. 2 (5th Gr. 1997). Significant here is that
the personal contract of |ease produces a right of the |essee to
encunber his interest by use of the special nortgage, originally a
pi gnorative device for hypothecating i nmovable property. See La.
Cv. Code Ann. art. 3286(4) (West 1994) (providing that a “l essee’s
rights in a lease of an imovable with his rights in the buil dings
and other constructions on the imobvable” are “susceptible of
nortgage”); and id. rev. cnt. f.




bonds, then delivered the proceeds of the bond sale to the Debtor
whi ch used themto “take out” its interimconstruction |oans. The
bonds were secured by the Parish’s record title to the Foundry and
the Debtor’s obligation under the Lease. The rental paynents that
the Debtor obligated itself to pay to the Parish under the Lease
were calculated to anorti ze these bonds over the course of twenty
years.

Section 8§ 1901 of the Lease gave the Debtor as |essee the
option to extend the Lease beyond the original twenty year primary
termfor five consecutive extension terns of five years each, at an
annual rental of $10,000.3®* Section 2002 of the Lease spelled out
the Debtor’s right of redenption in the form of an option to
repurchase the Foundry from the Parish for the nom nal sum of
$1,000 at any tinme after the bonds had been retired, provided the
Lease was in effect and current at the tine of the exercise of the
opti on.

Al nost twenty years later, in April 1986, the Debtor nade the
final paynent to the Parish under the initial termof the Lease in
a sumsufficient to retire the last of the bonds. Despite having
thus entirely repaid the financing arrangenent enbodied in the
Lease, the Debtor nevertheless found it econom cally advant ageous

not to reacquire record title to the Foundry immediately but

3 These $10,000 per year |ease paynents, also known as
“paynent in lieu of tax” paynents, or “PlILOI” paynents, anmount to
far less than the property taxes that D bert would have owed had
the foundry been on the Parish’s ad valorem tax rolls. Thi s
explains the financial reason for a |l essee’s preference to extend
the |l ease term tinme and again, rather than exercising the right to
reacquire record title i medi ately upon anortization of the bonds.
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instead to exercise the first of its five year |ease renewal
options. Thus, at no tine —fromthe Debtor’s original purchase
of land in the Parish and construction of the Foundry in the md
1960's to the eventual bankruptcy sale of the Foundry to third
parties in 1992 — was the Debtor ever out of occupancy and
possessi on of the Foundry property.
B. The Col | ateral Mortgage

Faced with a cash shortage at approximtely the sane tine in
1986 that it was paying off the last of the “rent” wunder the
initial term of the Lease, the Debtor borrowed approximtely
$447,000 from the Ross G oup. This loan was represented by a
Prom ssory Hand Note. Repaynent of that note was secured by the
pl edge of a “Bearer” collateral nortgage note which was paraphed
for identification with and thus secured by a | easehol d col |l ateral
nortgage (“the Mdrtgage”) in the anount of $2,000,000. Like the
Lease, the Mortgage was duly recorded in the Ofice of the Recorder
of Mortgages for the Parish in Decenber 1986.

The Mrtgage encunbered all of the Debtor’s |easehold
interests in and to” the | and on which the Foundry was construct ed,
as well as all the buildings and inprovenents situated on the
prem ses and all machi nery, appliances and equi pnent, all conponent
parts, all inmovabl es by nature and destination, and all corporeal
nmovabl es. Also, by its owmn terns, the Mirtgage was nade subject to

all ternms and conditions of the Lease, which was conditionally

assigned to the hol der of the Mrtgage.*

4 See infra note 6.



The Ross Goup and its successors in interest have at al
times remained in possession, as pledgees, of the collateral
nort gage note secured by the Mortgage. Although the Mrtgage does
not contain an express “after acquired property” clause,® it does
contain —in addition to a standard “pact de non alienando” by
which the Debtor as nortgagor was obligated “[n]Jot to sell or
transfer the Property without the prior witten consent of the
Mortgagee [the Ross Goup]” — an anal ogous but nore specific
covenant in 8 11(1)(3), which expressly applies “[i]n the event
that the Property shall consist of Mirtgagor’s interest in a

| easehol d estate and/or |ease.”?®

5> An “after acquired property” clause, as distinct from an
“after acquired title” provision, operates to allow a nortgage to
encunber immovabl e property that the nortgagor does not yet own at
the time that the nortgage i s executed but is subsequently acquired
by the nortgagor. Such cl auses have been recognized as | awf ul
special nortgages in Article 3292 of the Louisiana Cvil Code
whi ch “conbines and clarifies the provisions of Fornmer Gvil Code
Articles 3308 (prohibiting the nortgage of ‘future property’) and
3304 (validating a nortgage of property of which the nortgagor is
not then the owner if the property is subsequently acquired).” La.
Cv. Code Ann. art. 3292 rev. cnt. (West 1994).

6 The covenant at 8§ 11(e)(3) provides in full:

Mortgagor will not surrender any of its |easehold
i nterests herei nabove descri bed, nor term nate or cancel
the Lease, and will not, wthout the prior witten

consent of the Mdirtgagee nodify, change, supplenent,
alter or anend the Lease, either orally or in witing,
and any such termnation, cancellation, nodification

change, supplenent, alteration or anendnent of the | ease
W thout prior witten consent of the Mrtgagee shall be
void and of no force and effect. As further security to
the Mortgagee, Moirtgagor does hereby deposit with the
Mortgagee the original copy of the Lease and the
Assi gnnent thereof to be retai ned by the Mdrtgagee until
all indebtedness secured hereby is fully paid.



The Debtor continued to suffer cash shortages, so it borrowed
$500, 000 from Central Progressive Bank (“CPB’) in 1987 and gave CPB
afirst nortgage on the Rolling MIIl, a facility constructed in the
|ate 1960's on | and owned by the Debtor adjacent to the Foundry.
The Rolling MIIl was not part of the Foundry sale and | easeback
transaction between the Debtor and the Parish and was not
encunbered by the Mortgage.

C. The Act of Cash Sale and the Debtor’s Dem se

Unable to elimnate its cash-fl ow probl ens despite those two
borrow ngs, the Debtor shut down both the Foundry and the Rolling
MIl in the summer of 1988. By the end of 1989, these facilities
had been closed for nore than a year and many enpl oyees had been
laid off. In response, Parish officials publicly threatened to
cancel the Lease and seize the Foundry even though the Lease
neither expressly nor inplicitly requires the Debtor to maintain
any |evel of enploynent, and even though the Debtor continued to
make its specified | ease paynents to the Parish.

Whet her noti vated by fear of political repercussions, the need
to reorgani ze the business, or anticipation of seeking bankruptcy
protection, the Debtor elected to recover its record title to the
property by exercising its repurchase option under the Lease.
Accordi ngly, on Septenber 5, 1989, the Parish executed an Act of
Cash Sale (“the Deed”), transferring record title of the Foundry
and all associ ated nmachi nery and equi pnent back to the Debtor for
t he nom nal $1,000.00 specified in the option; however, the Deed

was not imrediately registered in the Conveyance Records of the



Pari sh. In the Deed, the Parish and the Debtor expressly
recogni zed that (1) the Foundry was still subject to the Mrrtgage,
(2) the encunbrance created by the Mrtgage was still valid, (3)
the Deed did not cancel the Lease and thus could not nullify the
Mortgage, and (4) the Mrtgage would continue to encunber the
Foundry to the “fullest extent allowed by |aw.”

On Septenber 15, 1989, only ten days after the execution of
the still-unregistered Deed, the Debtor filed a petition for relief
under chapter 11 of the Bankruptcy Code. The follow ng sunmer, the
Debt or’ s bankruptcy was converted to a chapter 7 proceedi ng, and
Appel | ee Robert Marrero (“the trustee”) was appointed trustee in
bankruptcy for the Debtor. For reasons not apparent from the
record on appeal, the Deed was not filed for record until Septenber
1990, roughly a year after its execution and sonme nonths after the
appoi ntnent of the chapter 7 trustee.

An unsurprising side effect of the Debtor’s financial dem se
was its failure to pay various taxes. As a result of delinquencies
in the paynent of federal enploynent taxes, the Governnent had
filed the first of several notices of federal tax liens in
Sept enber 1988, approximately one year before the Parish executed
the Deed and the Debtor filed its petition in bankruptcy.
Addi tional pre-petition federal tax liens were filed in Novenber
1988, January 1989, March 1989, and June 1989. The nortgage
records of the Parish confirmthat the Mdrtgage had been recorded
prior to the recording of any of the nunerous judicial nortgages

(42 in total) and tax liens against the Debtor, including those



filed by the Governnent. Assuming its continuing validity, the
Mortgage was at all tinmes the nobst senior encunbrance agai nst the
Debtor’s property in the Parish.
D. The Trustee’s Sale; Allocation of the Sal e Proceeds

After receiving joint and i nterdependent bids for the Foundry
and the Rolling MIIl, the trustee filed a notion in the bankruptcy
court for authority to sell both facilities. The bid on the
Foundry was submitted by Tinto, Inc. and Southern Enterprises,
Inc., in the anount of $495,412, and the bid on the Rolling MII
was submtted by Anne Guzzardo-Knight in the anbunt of $468, 000.°
As these bids were i nterdependent, the trustee urged t he bankruptcy
court either to approve or reject both bids in their entireties.

Several parties, including the Ross G oup, objected to the
trustee’'s proposed sale.® The Ross G oup objected on the ground
that it was the hol der of the Mrtgage which the Debtor had granted
years earlier, and had nmade an offer to purchase the Foundry,
subject to the Mortgage. According to the Ross G oup, its bid was
greater than the Tinto and Southern Enterprises bid, which the

trustee was considering.?®

" @Quzzardo-Knight's bid for the Rolling MII also included a
portion of the Foundry property, to which $19,000 of her bid was
al | ocat ed.

8 By this time nenbers of the Ross famly had formed Anmte
Castings, Inc. for the purpose of purchasing the Foundry fromthe
bankruptcy estate. It was Amte Castings which filed the objection
to the trustee’s proposed sal e; however, we continue to identify
Amite as the Ross Group to avoid confusion.

® The Ross G oup offered to bid the anbunt of the total debt
on the Mrtgage, sone $867,334.00, including principal, interest
and attorneys’ fees.



The Ross G oup also conplained that the trustee’s allocation
of the bids between the Foundry and the Rolling MII| was arbitrary
and contradicted a prior independent appraisal which had been
conducted in conjunction with a previous attenpt to sell the
facilities. That appraisal had allocated three-quarters of the
val ue of the properties to the Foundry (approximately $1, 200, 000)
and one-quarter to the Rolling MII| (approximately $400,000). The
Governnment agreed with the Ross Group that the allocation between
the Foundry and Rolling MIIl was not reflective of the previously
apprai sed values or of the relative values of the Foundry and the
Rolling MII. Finally, the Ross Group argued that, as hol der of

the note secured by the Mdirtgage, it was entitled to a priority

claim — superior to the claim of the Governnent under its tax
liens —to the proceeds of any eventual sale of the Foundry.
Reserving the issue whether the Mirtgage still provided a

secured claim to the proceeds of the sale of the Foundry (the
Governnent and the Ross Goup being the only I|ienhol ders whose
secured debts could be substantially or conpletely paid by the
proceeds of the sale of the Foundry), the bankruptcy court, in
Cct ober 1992, granted the trustee’s application to sell the Foundry
and the Rolling MII. The court’s order authorized the trustee to
sell the Foundry to Tinco and Sout hern Enterprises for $495, 412. 00,
free and clear of all liens, to sell the Rolling MII to M.
Guzzar do- Kni ght for $468, 000. 00, subject to CPB's nortgage, and to

hol d the conbi ned sal es proceeds in escrow, pending further orders
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of the court.?

The Ross Group appeal ed the bankruptcy court’s order to the
district court, seeking, inter alia, a reapportionnent of the
proceeds fromthe trustee’s sale between it and CPB, the hol der of
the first nortgage on the Rolling MII. In January 1993, the
district court affirmed the bankruptcy court’s sale order and
di sm ssed the Ross Goup’s appeal .

E. The Instant Action
1. | nt er pl eader

This litigation was comenced after the sale of the
Foundry and Rolling MII when the trustee filed an interpl eader in
the bankruptcy court to determne the proper disposition of the
proceeds of the sale of the Foundry, which had been deposited into
the registry of that court. The Ross G oup, on the basis of the
Mort gage, and the Governnent, on the basis of its tax |iens, each

insisted that it held the nore senior lien on the proceeds of the

10 Real i zing that the Ross Group had the right, under 11 U S.C.
8§ 363(k), to bidin the Mirtgage and the Governnent’ s conpeting tax
lien claimof $270,921.75, the bankruptcy court offered the Ross
G oup the opportunity to bid $270,921.75 in cash (the amount of the
Governnent’s tax liens) plus a portion of the bal ance due on the
Mortgage sufficient to nmake the Ross G oup’s total offer for the
Foundry exceed the offer pending from Tinco and Southern
Enterprises. The court’s proposal required the cash portion of the
bid to be placed in escrow, and specified that if the Ross G oup
coul d establish that the Mdrtgage outranks the tax |iens, the Ross

G oup would be entitled to recoup its cash. |In other words, the
court proposed to permt the Ross Goup to bid its Mrtgage except
to the extent that it was in dispute. But the Ross G oup was

unable to cone up with a deposit of 10% of the total bid, or
$49, 700, by the end of the next day after the hearing in which this
opportunity was first presented. The court therefore authorized
the sale of the Foundry to Tinto and Southern Enterprises, and the
Rolling MII to Ms. QGuzzardo- Kni ght.
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sal e of the Foundry.
2. The Governnent’s Position
The Governnent filed a notion for summary judgnent,
arguing principally that, wunder the Louisiana doctrine of

confusion, (1) the Lease was extinguished, ipso facto, at the

i nstant that the Debtor becane the Foundry’s owner by virtue of the
execution of the Deed on Septenber 5, 1989; and (2) upon extinction

of the Lease, being the thing nortgaged, the Mrtgage too was

extingui shed, ipso facto. |In essence, the Governnent insists that
the thing nortgaged —the Debtor’s | easehold i nterest —ceased to

exi st at the exact nonent that, by virtue of confusion, the Lease
ceased to exist, i.e., when the Debtor as |essee and nortgagor
acquired the |eased prem ses upon execution of the Deed and
irrespective of the fact that the Deed was not filed in the
conveyance records. It follows, asserts the Governnent, that its
tax |iens against the Debtor attached to the Foundry property at
that precise instant, on Septenber 5, 1989, when the Debtor again
becane owner of the fornmerly | eased prem ses that it repurchased
fromthe Parish. The Governnent concludes that, as the Mrtgage
was extingui shed by operation of law, it (the Governnent) held the
seni or encunbrances on the Foundry, and was still holding them

when, only days | ater, the Debtor’s bankruptcy petition was filed. !

1 The Governnent also contends “in the alternative” that,
regardl ess of the | ease’ s continued existence, the Governnment is
entitled to all of the Foundry sal e proceeds because t hose proceeds
derived fromthe sale of the tangi ble Foundry property and not from
the sale of the Debtor’s | easehold interest. As the Ross Goup’ s
security interest was limted to the Debtor’s |easehold, asserts
the CGovernnent, the Ross Goup has no claim to the proceeds

12



3. The Ross G oup’s Position

The Ross Goup first counters that, as the Louisiana
public records doctrine specifies that unrecorded sales, contracts
and judgnents are ineffective as to third persons, the redenption
sale of the Foundry fromthe Parish to the Debtor was ineffective
as to the Ross Goup because the Deed had never been registered in
t he Conveyance Records and remai ned unregi stered on the date the
bankruptcy petition was filed. Stated differently, the Ross
Goup’'s first argunent is that as to third parties the confusion
doctrine did not extinguish the |easehold, which the Mortgage
encunber ed, because, as to such parties, the Debtor did not acquire
full and perfect ownership of the Foundry, which nust include
record title, until the Deed was registered — well after the
bankruptcy petition was filed and the Ross G oup’s priority lienin
the | easehol d was rendered inextinguishable for all tine.

Second, the Ross Group argues that, to any extent that the
sale from the Parish to the Debtor extinguished the Lease by
confusion, the sale and all of its |egal effects were neverthel ess
void as to the Mortgage. This is so, insists the Ross Goup

because (1) the purported | ease term nation by confusion directly

resulting fromthe sale of the Foundry.

This, of <course, is just another way of stating the
Governnent’s principal argunent that the Mrtgage itself was
extingui shed by virtue of the Lease’ s extinction under the doctrine
of confusion. It suffices that the Governnent’s persistent
attenpts —inits briefs and at oral argunent —to dress its one
substantive argunent in various semanti c robes has neither advanced
its cause nor aided our understanding of the case.
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violated 8§ 11(1)(3) of the Mrtgage, which proscribed such
uni l ateral action of the Debtor without the prior witten approval
of the Ross Goup, and (2) the Deed expressly acknow edges and
provides for the continuing validity of the Mrtgage.

Finally, the Ross Goup also contends, in the alternative,
that the Debtor had purchased certain nmachinery and equi pnent
several years after the Foundry was constructed and | eased and t hat
t hi s machi nery and equi pnment, which was thus owned outright by the
Debt or, was placed on the Foundry and was additionally subject to
the Mortgage. Consequently, argues the Ross G oup, this nmachinery
and equi pnent remai ned encunbered by the Mrtgage despite confusion
of the Lease, and therefore, at a mninum the proceeds of the sale
of these itens belong to the Ross G oup.

4. The Bankruptcy Court’s Deci sion

Rejecting the Ross Goup’s argunents, the bankruptcy
court granted the Governnent’s sunmary judgnent notion. The court
first reasoned that even t hough, under the Public Records Doctri ne,
the Deed was not effective against third parties, it was stil
effective “as between the parties” —the Parish and the Debtor —
to transfer ownership (although not record title) to the Debtor
Rel ying next on the Cvil Law doctrine of confusion, the bankruptcy
court concluded that when the Debtor repurchased the Foundry from
t he Parish, the Lease between the Parish and the Debtor —and t hus
al so the | easehol d interest, which was the thing nortgaged —were
extingui shed by operation of |aw Consequently, concluded the

court, (1) the Lease was gone; (2) as a result, the Mrtgage was
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gone; (3) therefore, the Debtor owned the Foundry, unleased and
free of the Mortgage, on the day the petition in bankruptcy was
filed, even though the Debtor did not have record title to that
property until approxi mately one year later; and (4) as the Debtor
becane the owner of the Foundry, free of the Lease and the
Mortgage, at the instant the Deed was executed —which was prior
to the filing of the bankruptcy petition —the Governnent’s tax
liens had attached to the Foundry and becone the ranking
encunbrances against it at that sane instant, and so stood on the
day that the bankruptcy petition was filed. Inplicit in this
determnation is the proposition that the Debtor could not prevent
recorded liens and judicial nortgages from attaching to property
acquired by the Debtor nerely by withholding its redenpti on deed
fromthe conveyance records.

The bankruptcy court went on to reject the Ross Goup’'s
argunent that the Deed’ s recognition of the continuing validity of
the Mortgage prevented extinction of the Lease by confusion. The
court concluded that such a contractual agreenent constituted an
i nperm ssi bl e derogation of “l aws enacted for the public interest”
or the “public good.”

Finally, the bankruptcy court reasoned that if it were to
assune arguendo that the sale of the Foundry was void pursuant to
(1) 8 11(1)(3) of the Mrtgage, and (2) the statenent to that
effect in the Deed, then title to the Foundry woul d have renai ned
in the Parish and would still have been there at the time the

bankruptcy commenced. Had that been the case, concl uded the court,
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the Foundry woul d not have been the trustee’'s to sell. But, the
court observed, any argunent based on such a premse would be
untinely now, as it would have to have been raised at the tine the
bankruptcy court approved the sale of the Foundry.?? Gven all
these determ nations, the bankruptcy court recognized the
Governnent’s otherwise junior federal tax liens as the senior
encunbrances over the proceeds fromthe sale of the Foundry.®?
The bankruptcy court did not address the Ross Goup’s
al ternative argunent concerning the |later purchased nmachi nery and
equi pnent . This is the equipnent that the Ross G oup contends
remai ned encunbered by the Mdrtgage despite confusion of the Lease.
5. The District Court’s Decision on Appeal
In its appeal to the district court, the Ross G oup re-
asserted the argunents that it had advanced to t he bankruptcy court
and, for the first tinme in this action, also contended that the
bankruptcy court had incorrectly allocated the sale proceeds

between the Foundry and the Rolling MII. The district court

2 \WW¢ note that the Ross G oup did make an argunent based on
811(1)(3) of the Mdirtgage at the sale application hearing before
the bankruptcy court, but the court stated that it was not yet
ready to rul e on any argunents concerning the validity and rel ative
rank of the Mortgage vis-a-vis the federal tax liens at that tine.
| ndeed, that was the reason the bankruptcy court ordered proceeds
of the sale of the Foundry to be held in escrow.

Not wi t hst andi ng t he bankruptcy and district courts’ erroneous
conclusions of law on this argunent, which we will|l address bel ow,
bot h t he bankruptcy and district courts’ hol di ngs that any argunent
based on the actual terns of the Mrtgage was foreclosed as
untinely strikes us as puzzling to say the | east.

13 The bankruptcy court also determ ned that the Governnent’s
lien right was entitled to priority over the Debtor’s other |ien
creditors, none of whom have appealed the bankruptcy court’s
j udgnent .
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invited CPB, as the holder of the first nortgage on the Rolling
MIl, to appear and address the allocation issue. CPB accepted the
invitation and argued that the allocation i ssue had been rai sed and
rejected by both the bankruptcy and district courts in their
consideration of the Ross Goup’'s objection to the trustee’'s
application to sell the Foundry and the Rolling MIIl in 1992

t hereby rendering any present appeal of those decisions untinely
and subject to a defense of estoppel.

In affirmng, the district court essentially reiterated the
bankruptcy court’s holding that confusion had extinguished the
Lease, and along with it the | easehold interest that was the thing
nmortgaged. Thus, concluded the district court, the Ross Goup’'s
encunbrance evaporated, preserving to the holder of the erstwhile
Mortgage no interest whatsoever in the proceeds of the trustee’s
subsequent sale of the Foundry. The district court further agreed
with the bankruptcy court that (1) the |anguage contained in the
Deed purporting to preserve the effect of the Mrtgage, (2) the
Debt or’ s covenant in the Mortgage not to surrender the | easehol d or
termnate or nodify the Lease, and (3) the public records doctri ne,
were all ineffective to sustain a security interest for the Ross
Goup in the proceeds of the sale of the Foundry.

Finally, the district court stated that it need not address
the Ross Group’s contention that the bankruptcy court’s allocation
of the sale proceeds between the Foundry and the Rolling MII was
f 1 aned. The district court observed that (1) it had already

decided that the Ross Goup did not have an interest in the
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Foundry, and that the Governnent, which did, had not joined in the
Ross G oup’s request for reallocation, and (2) the tine for
appeal i ng the bankruptcy court’s order authorizing the sale —and
speci fyi ng how t he sal es proceeds were to be all ocated — had | ong
since passed. 4
I
ANALYSI S

A St andard of Revi ew

As the parties note, we review a bankruptcy court’s findings
of fact under a clearly erroneous standard and deci de i ssues of | aw
de novo.'™ In this appeal, the parties have not challenged the
bankruptcy court’s findings of fact; rather, they have focused
their argunents solely on its conclusions of |aw Qur review,
therefore, is entirely plenary.
B. Exti ngui shing a Mrtgage Under Loui siana Law

We begin our consideration of the continued validity and

ef fecti veness of the Mdrtgage where we nust —w th the article of

14 The district court also rejected the Ross Goup’s
al ternative contenti on not addressed by t he bankruptcy court, i.e.,
t hat t he Mort gage encunbered machi nery and equi pnent actually owned
by t he Debtor and never conveyed to and | eased back fromthe Parish
(at least as to those itens purchased after the bond issue). The
court reasoned that (a) such novabl es were not legally susceptible
of being encunbered by a collateral nortgage that was not also a
collateral chattel nortgage, and (b) to the extent that these
nmovabl es were deened to be “imovable” by virtue of a “declaration
of immobilization,” that declaration was ineffective to subject the
nmovables to the Mortgage. This was so, according to the district
court, because the declaration had not been executed until several
months after execution and recordation of the Mrtgage, which
contained no after acquired property provision.

Inre MDaniel, 70 F.3d. 841, 842-43 (5th Cr. 1995).
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the Louisiana G vil Code that governs the extinction of nortgages.
Former Article 3411 of the Louisiana Civil Code (1870) specified

si x ways by which nortgages are extingui shed:

1. By the extinction of the thing nortgaged.
2. By the creditor acquiring the ownership of the
t hi ng nort gaged.
3. By the extinction of the nortgagor’s right.
4. By the extinction of the debt, for which the
nort gage was gi ven
5. By the creditor renouncing the nortgage.
6. By prescription.?®
In this case, the parties have suggested —and we agree —t hat

the first two nmethods listed in Article 3411 are the only ones
anong the six that could conceivably be applicable. W consider
these two in inverse order.

1. Creditor’s Acquiring Owership of the Thing
Mor t gaged

The nethod outlined in Article 3411(2) provides that a
nortgage i s extinguished when the creditor, i.e., the nortgagee,
acquires ownership of the thing nortgaged. As new Article 3319(2)

makes cl ear, ! this nethod of extinguishing a nortgage was desi gned

1 La. Civ. Code art. 3411 (1870) (West 1972 Conpil ed Edition).
As all the events pertinent to this appeal (the execution of the
Lease, the execution and recordation of the Mirtgage, the execution
of the Deed, and the filing of the bankruptcy petition) occurred
prior to January 1, 1993, the effective date of new Loui siana G vil
Code Article 3319, which repeal ed and repl aced Forner Article 3411
(1870), we apply the former article in this case. As the Revision
Comrents to new Article 3411 explain, however, the new article
reproduced the substance of the fornmer article and only added one
extra nethod of extinction, applicable to nortgages that secure
future obligations (i.e., “a revolving line” of future indefinite
obligations). See La. Cv. Code Ann. art. 3319 (West 1994). Thus
our analysis would have been the sanme had we been applying new
Article 3319 instead.

7 New Article 3319 provides that “a nortgage i s extingui shed:
(1) By the extinction or destruction of the thing
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to apply to situations in which the Cvil Law doctrine of
“confusion” would operate to extinguish a nortgage. Despite the
seem ngly curious English translation of its French |label, this
traditional Cvilian doctrine of the |lawof obligations is actually
quite straightforward. As expressed in Louisiana Cvil Code
Article 1903, it sinply neans that “[when] the qualities of obligee
and obligor are united in the sane person, the obligation is
ext i ngui shed. "8 In the specific context of nortgage — an
accessory contract granted to provide security for the performance
of the underlying or “principal” obligation — confusion wll
operate to extinguish the nortgage contract itself either (a) when
confusion extinguishes the principal obligation, as when, for
exanple, the promssory note that is secured by the nortgage is
acquired by its nmaker, or (b) when confusion extingui shes the thing
nort gaged, as when, for exanple, an encunbered building is acquired
by the nortgagee.®

As the Ross Goup correctly observes, the particular

mani f estation of confusion contenplated by Article 3411(2) could

nort gaged.
(2) By confusion as a result of the [nortgagee’s]
acquiring ownership of the thing nortgaged. . . .

La. Gv. Code Ann. art. 3319 (West 1994) (enphasis added).

8 La. Cv. Code Ann. art. 1903 (West 1987).

19 See Saul Litvinoff, The Law of bligations, 5 Cvil Law
Treatise 8§ 20.10, at 691 (1992); see also Dept. of Culture,
Recreation & Tourismv. Fort MConb Devel opnent Corp., 385 So.2d
1233, 1235-36 (La. C. App. 4th Cr.), wit denied, 394 So.2d 613
(1980) (“In order for a nortgage to be extingui shed by confusion,
either the principal obligation securing it nmust be extingui shed by

confusion or the nortgaged property nust be acquired by the
nort gagee.”) (enphasi s added).
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not operate here to extinguish the Mortgage: First, no one acquired
the principal obligation fromthe Ross G oup; and second, if anyone
acquired “ownership” of the thing nortgaged (the |easehold
interest), it was the Debtor (the nortgagor/obligor/debtor), not
the Ross Goup (the nortgagee/obligee/creditor). Regar dl ess of
whether or not the provisions of Article 3411(2) mght have
extingui shed the Mortgage if the Debtor had acquired the hand note
or if the Ross Group had acquired the Debtor’s | easehold i nterest, ?°
neither of those transactions occurred here. Consequently, we
agree with the Ross Goup that Article 3411(2) cannot provide a
basis for finding that the Mrtgage was extingui shed by conf usi on.
2. Extinction of the Thing Mrtgaged

Former Article 3411(1) identifies the other potentially
appl i cabl e net hod of extinguishing a nortgage: “extinction of the
t hi ng nortgaged.”?* The npbst recogni zabl e exanpl e of this method
of extinguishing a nortgage occurs when the thing nortgaged is

uni nsured corporeal (tangible) property —such as a building —

20 Application of Article 3411(2) is well illustrated by the
Fort McConb case. There, a devel opnent conpany granted a nortgage
on its lessee’'s interest in a lease of an historic fort and
si mul taneousl y assigned the | ease to the bank-nortgagee. Wen the
| essor (the State) sought, inter alia, to cancel the nortgage of
the | easehold interest on the theory that it was extingui shed by
t he doctrine of confusion, the court held that the nortgage was not
extingui shed in this manner because the nortgagor’s “assi gnnent of
the lease [to the bank] was not an act translative of title; it
nmerely represented a security device in order to further secure the
advance of noney by the bank.” 385 So.2d at 1236. Had there been,
t hough, an act translative of title of the |l essee’s interest from
the developnment conpany to the bank, confusion would have
extingui shed the Mrtgage under Forner Article 3411(2).

2l La. Civ. Code Ann. art. 3411(1) (1870) (West 1972 Conpil ed
Edition). The current counter part is new Article 3319(1).
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and that thing is physically destroyed.? Contrary to the Ross
Goup’s protestations, this nethod of extinctionis not limted in
application to the physical destruction of corporeal things.
Al beit relatively rare, an incorporeal — such as a |easehold
interest —that (1) exists in the eyes of the |law because it is
“conmprehended by the wunderstanding,”? and (2) is the thing
nmortgaged, is susceptible not of destruction but of extinction
such as when it termnates by its express provisions, by the nutual
consent of the parties, or by operation of |aw

In this case, reacquisition of record title of the Foundry
(the leased premses) by the Debtor (lessee) from the Parish
(lessor), by virtue of their executing the Deed, had the potenti al
of extinguishing the Lease by confusion and with it the Debtor’s
| easehol d i nterest. Under the doctrine of confusion “the qualities
of obligee and obligor [were] united in the sane person.”? |ndeed,
Loui siana | aw has | ong recogni zed that when the |essor’s interest
and the | essee’s interest are consolidated in the sane person —in
this instance, the Debtor — the lease is extinguished by

conf usi on. Regardl ess of the existence of any contractua

22 See e.q., Coen v. Gobert, 154 So.2d 443, 445 (La. Ct. App.
2nd Cir. 1963) (destruction and renoval of frame dwelling | ocated
on tract of |and subject to nortgage extingui shed nortgage on the
dwel [ ing under Article 3411(1)).

2 La. Cv. Code Ann. art. 461 (West 1980).
24 La. Cv. Code Ann. art. 1903 (West 1987).

% See Saul Litvinoff, The Law of nligations, 5 Civil Law
Treatise § 20.1, at 679 (1992) (citing Fernandez v. Soulie, 28 La.
Ann. 311 (1876); Bartels & Dana v. Their Creditors, 11 La. Ann. 433

(1856)); see also Ranson v. Voiran, 146 So. 681, 682 (La. 1931).
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agreenents between the parties to the Deed or to the Mrtgage that
(1) would Iimt or vary the effects of confusion on the parties’
i nterests under the Mirtgage, and (2) would not contravene public
policy, the Debtor/Lessee’s Septenber 5, 1989, redenption of
record title to the Foundry from the Parish/Lessor did in fact
termnate the Lease, i.e., extinguish it, under the doctrine of
confusion. This does not end our inquiry though, for what remains
to be seen is whether such extinction of the Debtor’s |easehold
interest, being the thing expressly encunbered in the Mortgage,
must as a matter of public policy extinguish the Mrtgage by
confusi on under former Article 3411(1) despite bona fide efforts of
the parties to prevent that result. Before we parse the Mrtgage
to see whether under the instant facts any of its provisions are
effectivetovary or limt the effects of the doctrine of confusion
W t hout violating public policy, we take a short detour to anal yze
the effects of Louisiana s public records doctrine on this case.
C. Publ i c Records Doctrine

The concl usion reached by both the bankruptcy court and the
district court, that the public records doctrine does not preclude
application of the confusion doctrine to extinguish the Lease under

Article 3411(1), is correct —as far as it goes. Both courts

accurately noted that Louisiana s public records doctrine, which
has now been nade statutory in Revised Statute 8§ 9: 2756, specifies
that all wunrecorded sales, contracts, and judgnents affecting

i movabl e property “shall be utterly null and void, except between
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the parties thereto.”?® It follows that even though the Deed, until

filed for registry, would have been prinmed by a third party’s
subsequently executed but previously recorded conveyance or
encunbrance, this unrecorded act was nonetheless capable of
translati ng ownership (as distinct fromrecord title) between the
parties, i.e., the Debtor and the Parish, but only to the extent
the Parish “owned” the Foundry (as distinct from holding record
titletoit) —assum ng arguendo that ownership (as distinct from
record title) had ever passed fromthe Debtor to the Parish in the
first place.

As such, for purposes of confusion the Deed was, with respect
to the obligations wunder the Lease, legally sufficient to
consolidate — “confuse” — in the person of the Debtor the
qualities of both obligee and obligor and thereby extinguish the
Lease. Consequently, in the absence of operative facts or

effective stipulations of the parties to the contrary, the public

26 La. Rev. Stat. Ann. § 9:2756 (West. 1991) (enphasis added).

27 In one illustrative case, a Louisiana court held that the
execution of a dation en paienent froma nortgagor (Continental) to
a nortgagee (H bernia) extinguished two collateral nortgages under
t he doctrine of confusion, so as to allowa judicial nortgage fil ed
in the interval between the execution of the dation and its
recordation to create a lien on the i movabl e property that was the
subj ect of the dation. See Hibernia Nat’l Bank v. Continental
Marble & Ganite Co., 615 So.2d 1109 (La. C&. App. 5th Gr. 1993).
| nportantly, the court’s holding hinged on its finding that “[a]s
between the parties to an act effecting the transfer of an
i movabl e, effectiveness of the transaction does not depend upon
the act’s recordation in the public records. The law clearly
provides that the transaction was conplete and effective between
the parties the nonent it was executed . . .

. . . hot the later nmonent of its recordation in the public
records.” 1d. at 1111 (enphasis added).
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records doctrine could not prevent the Deed from effectively
extingui shing the Lease — and thus the Mdirtgage — pursuant to
Article 3411(1). This is so because the | easehold, as the thing
nortgaged, ceased to exist the instant the Deed was executed —
assum ng, of course, that nothing in the Mrtgage or about the
Lease transaction would vary the result supplied by Article
3411(1).

By the sane token, the public records doctrine does, however,
afford protection to the holder of the note secured by the Mrrtgage
against third parties to the extent that this security device
contains provisions proscribing unilateral acts of the nortgagor,
whet her or not in concert with third parties, to the prejudice of
the nortgage. This doctrine |likew se protects provisions of the
Lease, such as extension and repurchase options, against
intervening acts of third parties that m ght ot herw se destroy the
ef fi cacy of such provisions.

D. Contractual Variations FromArticle 3411(1) —Suppl eti ve and
| nperative Laws in the Louisiana Cvil Code and the Pact de

Non Al i enando

Up to this point, our analysis essentially replicates the
principal thrust of the Governnent’s argunent as well as the
concl usi ons of the bankruptcy and district courts: Execution of the
Deed would directly extinguish the Lease by confusion, and
indirectly extinguish the Mortgage by confusion. Were we depart
is in our recognition that there could be sonething about the
transaction or sone enforceable stipulation, such as an after-

acquired property clause, that m ght produce a different result.
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Indeed, it is at precisely this point that the Governnent, the
bankruptcy court, and the district court (1) m sapprehended —and
thus m sapplied —an inportant principle of Gvilian nethodol ogy
and (2) overlooked basic features of Louisiana nortgage |aw,
t hereby producing reversible error. The nethodol ogy to which we
refer is the one enployed in classifying provisions of |aw as
either “inperative” or “suppletive” and the role of public policy

in achieving the proper classification. The “basic features” of

nmortgage law to which we refer are the pact de non alienando and
its statutory counterpart, the anti-alienation rule as currently
mani fested in both Article 3307 of the Gvil Code and Article 2701
of the Louisiana Code of Cvil Procedure. And the reversible error
to which we refer is the failure of those courts to (1) classify
Article 3411(1) as nerely suppletive, and (2) enforce the
stipulations of the parties in the Mdrtgage. |In short, the court
erred in mscharacterizing and msconstruing the key anti-
alienation stipulation in 8 11(1)(3) of the contract between the
Debtor and the Ross Goup as the parties to the Mrtgage, a
stipulation obviously intended to |imt, vary, or prohibit the
results of transactions that woul d otherw se be governed by forner
Article 3341(1)’s rule that extinction of the thing nortgaged
exti ngui shes the nortgage.
1. The Suppl etive/lnperative Distinction

One tenet that is basic to every Cvilian |legal systemis

the di stinction between “inperative” and “suppl etive” | aws. Forner

Article 11 of the Louisiana Cvil Code (which was in effect when
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the Mortgage was executed and recorded and the substance of which
was not affected when in 1988 it and Article 12 were replaced by
Article 7) expressed this distinction succinctly:

I ndi vi dual s cannot by their conventions, derogate from
the form of laws nade for the preservation of public
order or good norals.

But in all cases in which it is not expressly or
i npliedly prohibited, they can renounce what the | aw has
established in their favor when the renunci ati on does not
affect the rights of others, and is not contrary to the
publ i c good. %8

Al t hough neither former Article 11 nor its replacenent enploy the
precise ternms “inperative” or “suppletive,” traditional civilian
doctrine has, in the words of Professor Alejandro Garro, |ong
characteri zed:

as inperative those |egal precepts rooted in public

policy which may not be set aside by private agreenent.

Suppl etive | aws, on the other hand, are those | egal norns

desi gned to suppl enent the parties’ will in cases wherein
its application is not excluded. ?®

Wth this clear distinction in mnd, then, we nust ask whether

former Article 3411(1)'s provision for the extinguishing of

nort gages when the thing nortgaged ceases to exist is inperative or
suppl eti ve.

2. Enf orcenent of the Covenant as a Pact de Non Alienando

The task of distinguishing between suppletive and

i nperative | aws i s best approached, not in an abstract inquiry into

28 La. Civ. Code Ann. Art. 11 (1870) (West 1972 Conpiled Ed.);
see also La. Cv. Code Ann. Art. 7 cnmt. a (West 1993).

2 Alejandro M Garro, Codification Technique and the Problem
of Inperative and Suppletive Laws, 41 La. L. Rev. 1007, 1008 (1981)
(enphasi s added).
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the character of a particular provision in light of the elusive
concepts of public order or the public interest, but, as Professor
Garro instructs, by examning “the particular clause of the
agreenent which does away with a rule of law, and . . . ask[ing]
whet her the enforcenent of the clause would be against public
policy.”3° \Wen we follow this sage counsel in the instant case,
we di scover that enforcenent of the Mrtgage's covenant addressing
the encunbering of a leasehold interest, as stipulated by the
Debt or and t he Ross G oup, woul d not be violative of public policy.
To the contrary, its terns are entirely consistent with Louisiana
nortgage | aw and practice.®

We recall first that 8 11(1)(3) of the Mrtgage specifically

provi des:
Mortgagor will not surrender any of its |easehold
i nterests herei nabove descri bed, nor term nate or cancel
the Lease, and will not, wthout the prior witten

3% Garro, 41 La. L. Rev. at 1014.

31 Both the bankruptcy and district courts did purport to apply
Article 7's and fornmer Article 11's inplicit distinctions between
i nperative and suppl etive laws, but did so in connection with the
provi sions of the Deed between the Debtor and the Parish, which
attenpted to recognize the continuing validity of the Mortgage,
hol ding that this constituted an inperm ssible effort to derogate
from an inperative law (public policy) because it affected the
rights of others. What those two courts failed to recognize,
though, is that the only relevant application of the inperative/
suppl etive dichotony in this case is not to the Deed but to the
Mort gage; specifically, its covenant that proscribes unilatera
acts of the nortgagor to the prejudice of the Mrtgage or the
nortgagee. This is so because the Mortgage is the only contractua
agreenent between the Ross Group and the Debtor; the pact de non
al i enando (the covenant at 8§ 11(1)(3) of the Mortgage) sees to it
that no act of the Debtor and the Parish subsequent to the
execution and recordation of the Mdrtgage and the Lease can affect
those of the nortgagee’s rights that arise from any stipulation
t hat does not contravene public policy.
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consent of the Mdirtgagee nodify, change, supplenent,
alter or anend the Lease, either orally or in witing,
and any such termnation, cancellation, nodification

change, supplenent, alteration or anendnent of the | ease
W thout prior witten consent of the Mrtgagee shall be
void and of no force and effect. As further security to
the Mortgagee, Mortgagor does hereby deposit with the
Mortgagee the original copy of the Lease and the
Assi gnnent thereof to be retained by the Mrtgagee until
all indebtedness secured hereby is fully paid.

By including this stipulation in the Mrtgage, the Debtor as
nort gagor expressly agreed not to take any action unilaterally that
mght termnate, cancel or nodify the Lease or the Debtor’s

| easehol d interest. Thus the Debtor agreed, inter alia, not to

alienate or nodify the property encunbered to secure the
i ndebt edness owed to the holder of the collateral nortgage note in
any way that would prejudice the Mdrtgage.32 By proscribing such
prejudicial actions of the nortgagor, the parties to the Mrtgage
wer e acknow edgi ng between thensel ves —and, through the public
records, were informng the rest of the world —that an action
taken by the nortgagor in contravention of this covenant shall be
of no effect vis-a-vis the Mrtgage or the nortgagee. In this
regard, the covenant is a specialized version of the venerabl e pact

de non ali enando, * or non-alienation clause, uniquely tailored here

tofit the collateral nortgaging of a lessee’s interest in alease.

32 See Federal Land Bank of New Orleans v. Ml hern, 157 So. 370
(La. 1934) (enforcing nortgage covenant requiring nortgagors not to
deteriorate nortgaged property to the prejudice of the nortgage)
and discussion infra at note 42 and acconpanyi ng text.

3% For discussion of the pact de non alienando’ s Spani sh and
early Loui siana origins, see Andrew Lane Pl auche, Comment, The Pact
de Non Alienando in Louisiana, 21 Tul. L. Rev. 238, 241 (1946), and
Ctizens Bank of Louisiana v. MIller, 10 So. 779, 780 (La. 1892).
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Inits earliest form the pact de non alienando (or “pact de

non”) sinply prohibited the nortgagor fromselling, alienating, or
encunbering the nortgaged property to the prejudice of the
nort gagee or the creditor’s nortgage. 3 Not an absol ute contract ual
prohi bition against sale,®* however, this prototype pact de non
primarily served as a procedural tool: It allowed a nortgage
creditor to disregard a violation of the pact and proceed to

forecl ose via executiva on nortgaged property that had passed into

the hands of a third party.®® This in turn made unnecessary the

prelimnary step, in foreclosing via ordinaria, of first obtaining

a judgnent agai nst the nortgagor and then nam ng the third party as
a defendant in a subsequent suit. In short, the pact de non
al l owed the foreclosing nortgage creditor to ignore any transfers
and encunbrances of the nortgaged property executed after
recordation of the nortgage.

Ever since the Louisiana Suprene Court reaffirnmed the validity
of the pact de non in several early 19th century challenges to the
devi ce, reasoning that the sole basis for the effect of the clause
derives from its nutual introduction by the parties into the

nort gage contract, ® Loui siana courts have consistently pointed to

3 M chael D. Rubin, Notice of Seizure in Mrtgage Forecl osures
and Tax Sal e Proceedi ngs: The Ram fications of Mennonite, 48 La. L.
Rev. 535, 545 (1988).

35 See Citizens Bank, 10 So. at 780; Freenman v. Ratcliff, 162
So. 783, 785 (La. 1935).

36 Rubin, 48 La. L. Rev. at 545.

3" Donal dson v. Maurin, 1 La. 29, 40 (1830); see also Nathan
v. Lee, 2 Mart. (N. S.) 32, 33 (La. 1823).
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t he pact de non when perm tting nortgagees to foreclose directly on
nort gaged property. This is permtted notw thstandi ng subsequent
transfers or alienation, in a wide variety of contexts, including
i nvol untary expropriations, 3 dissolution of marital conmunities,?3
i nsol vency, “° and successions.* Sone courts have also held that
when the pact de non is carefully worded, it can serve as a
contractual bar to certain activities and may even allow a
nort gagee to forecl ose on nortgaged property despite the nortgage
paynents being current.* Finally, we note that the Louisiana
| egi sl ature enshrined the pact de non’s protections for nortgagees,
at least as far as sales or subsequent encunbrances of the
nort gaged property are concerned, in Article 3397 of the Louisiana

Civil Code of 1870 and in current Article 3307(2),% as well as in

3% See Avengo v. Schmidt & Ziegler, 35 La. Ann. 585, 590
(1883), aff’d, 113 U. S. 293, 5 S.C. 487, 28 L.Ed.2d 976 (1885);
Shields v. Shiff, 36 La. Ann. 644, 648 (1884), aff’'d, 124 U S. 351,
8 S.Ct. 510, 31 L.Ed.2d 445 (1888).

% See Slayton v. Swor, 165 So. 85, 86 (La. 1940); Spencer V.
Collins, 338 So.2d 148 (La. C. App. 2nd Cr. 1976); Shifflet v.
Brewer, 208 So.2d 31, 34 (La. C. App. 1st Cr. 1968).

40 See WW Carre v. Int'l Car Co., 55 So. 9, 10-11 (La. 1911).

41 See Bourgeois v. De Soto, 280 So.2d 271, 274 (La. Ct. App
2nd Cr. 1972).

42 See Federal Land Bank of New Oleans v. Mil hern, 157 So.
370, 373-74 (La. 1934); Harrelson v. Hogan, 451 So.2d 592, 596 (La.
. App. 2nd Cr. 1984).

43 Fornmer Article 3397 (1870) provides:

1. That the debtor can not sell, engage, or nortgage the
sane property to other persons, to the prejudice of the
nortgage which is already nmade to another creditor.

2. That if the nortgaged thing goes out of the debtor’s
hands, the creditor may follow it in whatever hands it may
have passed .
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Article 2701 of the Louisiana Code of Civil Procedure.*

This brief history of judicial and statutory recognition of
the pact de non in Louisiana |aw sets the stage for us to answer
the crucial question whether enforcenent of this particular
covenant in the particul ar nortgage at i ssue under these particul ar
ci rcunst ances woul d viol ate public policy. W answer this question
in the negative.

Qur threshold inquiry is whether the parties sought by their
own stipulations to vary the results that would otherw se be
“supplied” under Article 3411(1) if, but only if, the parties
should fail to adopt a contrary contractual provision. Here, the
covenant enbodied in the Mrtgage, prohibiting the Debtor from
unilaterally canceling, termnating, or in any way nodifying his
| easehol d interest to the prejudice of the Mortgage, is undeniably
a pact de non. Moreover, this one is specifically tailored to

recogni ze that the thing nortgaged is the lessee’s interest in a

La. Cv. Code Ann. art. 3397 (1870) (West 1972 Conpiled Ed.)
Current Article 3307(2) replaced forner Article 3397 in 1993 and
provi des sinply: “The nortgaged property nay not be transferred or
encunbered to the prejudice of the nortgage.” La. G v. Code Ann
art. 3307(2) (West 1994).

4 La. Code Civ. Proc. art. 2701 (West 1961) (providing
statutory pact de non alienando and seeking to elimnate need for
a conventional one). W also note, however, that in recent years
constitutional due process considerations have |ead courts and
comentators to suggest that actual notice to third persons,
i ncluding third possessors and hol ders of inferior nortgages, nust
be given before the property nmay be seized and sold pursuant to
Loui siana’s executory process schene. See generally Rubin, 48 La.
L. Rev. 535 (discussing ramfications of Mennonite Board of
M ssions v. Adanms, 462 U S. 791, 103 S.Ct. 2706, 77 L.Ed.2d 180
(1983) and Bonner v. B-WUilities, Inc., 452 F. Supp. 1295 (WD
La. 1978)); and Patrick S. Otinger, Enforcenent of Real Mortgages
by Executory Process, 51 La. L. Rev. 87, 106-08 (1990).
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| ease. As such, its clear intent is to protect the nortgagee from
any transactions unilaterally undertaken by the nortgagor wth
respect to the nortgaged | easehold interest that would prejudice
the nortgagee’s rights or the value or nature of its collateral

Just as clearly the parties intended results different fromthose
that would be supplied by Article 3411(1) in the absence of a
contractual provision. So, the Mortgage' s provision, 1f not

proscribed by public policy, wll trunp Article 3411(1)’s

suppl etive rul e that extinction of the thing nortgaged extingui shes
t he nortgage.
3. Public Policy

Even if we were to grant arguendo that the extinguishing
of a |l ease by confusion under Article 1903 sonehow enbodi es public
policy, we still would discern no enbodi nent of public policy in
Article 3411(1)’s provision for extinguishing a nortgage when the
thing nortgaged is destroyed or extinguished. W hold therefore
that under the instant circunstances enforcing the contractua
covenant in such a manner that the effects of the Mrtgage would
continue to affect the Foundry (now, the proceeds of its sale)
cannot be a violation of public policy; to the contrary, it is
consistent with Louisiana s well established policy of favoring the
pact de non’s protection of a nortgagee’s interests in collateral
fromthe untoward effects of transacti ons undertaken by a nort gagor
that woul d ot herwi se prejudice the nortgage or the thing that it
encunbers.

To put it another way, our exam nation of the role of the pact
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de non in Louisiana nortgage law in general and the subject
covenant in the Mortgage in particular —especially in the context
of the financing arrangenent which includes a nerely pignorative

transfer of record title coupled with a right of redenption,* all

4 Loui siana | aw has | ong recogni zed that certain contracts of
sale of imovable property containing a right of redenption and
unacconpani ed by delivery of the thing sold are nerely pignorative
contracts intended to secure the party borrow ng funds (the vendor)
not to transfer property onerously. See e.qg., Marbury v. Col bert,
29 So. 871, 872 (La. 1901) (holding that “redeenable sales of
i movabl e property, unacconpani ed by delivery of the thing sold,
wll be considered, as between the parties, in the absence of
evidence to the contrary, as nere contracts of security”);
Latiolais v. Breaux, 98 So. 620, 621 (La. 1923)(“[T] he one test by
whi ch to determ ne whether a contract evidences a real sale with a
right of redenption [capable of transferring title], or a nere
contract of security, . . . is whether the purchaser has gone into
actual possession.”); Ruffino v. Hunt, 99 So.2d 34, 37 (La. 1958)
(applying rule in building and | oan association industry wherein
i movable property is sold to a honestead for cash and
simul taneously resold by the honestead to its owner, thus serving
to provide the honestead with the security of a vendor’s lien and
first nortgage, but not actually transferring title); Succession of
Tucker, 449 So.2d 1020, 1022 (La. 1984) (sane); Lerner Shops of
Loui siana, Inc. v. Reeves, 73 So.2d 490, 495-97 (La. C. App. 1st
Cir. 1954) (construing purported sale and | easeback of i nmovable
property as a pignorative contract or security device when
arrangenent provided (1) the vendor with an option to repurchase
the realty fromthe purchaser during the termof the | ease and for
the consideration paid by the purchaser and (2) the purchaser with
the right to conpel the vendor to repurchase the realty during the
sane period and for the sane anount); Bagala v. Bagala, 110 So.2d
526, 529 (La. 1959) (finding pignorative contract in sale and
resal e situation outside honestead context); Jackson v. Golson, 91
So.2d 394, 399 (La. . App. 2nd Cir. 1956) (sanme and contai ni ng
t horough revi ew of pertinent cases); In re Chase Manhattan Leasing
Corp., 626 So.2d 433, 434 (La C&. App. 4th Cr. 1993), wit denied,
630 So.2d 797 (La. 1994) (financed sale designed in formto appear
as | ease does not alter true nature of transaction).

The Ross Group has not stressed the pignorative nature of the
sal e and | easeback agreenent between the Debtor and the Parish.
Yet considering that the sal e and | easeback was desi gned solely as
a financi ng nechani smand contained a right of redenption, and that
t he Debt or never relinqui shed actual possession of the Foundry, the
Ross Group could argue that the Debtor never in fact transferred
ownership to the Parish to the degree necessary to extinguish the
effects of the Mrtgage when the Debtor redeened the |eased

34



of which is patently obvious fromthe provisions of the recorded
i nstrument —convinces us that (1) Article 3411(1)’s provision for
the extinguishing of nortgages when the thing nortgaged is

extingui shed or destroyed is nerely suppletive, reflecting no

identifiable public policy, and is thus susceptible of being
subordinated by otherwise wvalid and non-absurd contractual
variations that are in substance pacts de non, and (2) the
particul ar covenant present here is fully susceptible of being
enforced as a contractual alternative to Article 3411(1)’s
suppl etive provision wthout reaching any absurd result. |ndeed,
it is only the enforcenent of this stipulation that avoids an
absurd result, i.e., giving the Governnent an uni ntended w ndf al
and saddling the Ross Group with an uni ntended “gotcha.”“®

This determnation is reinforced by the realization that, in
the context of Louisiana s public records doctrine, (1) both the
Mortgage and the Lease were filed for record long before the
subject tax liens were filed; (2) the Mrtgage contai ned | anguage

expressly proscribing any prejudicial effects of unilateral

prem ses. Such an argunent would | end support to the principa
argunent based on the pact de non which we have developed in this
opi ni on.

46 As noted above, other contractual variations that trunp the
provisions of Article 3411(1) are common place and taken for
granted, e.g., provisions that call for replacenent or substitution
of collateral, and — especially — after-acquired property
provi si ons. Were the results proscribed in Article 3411(1)
reflective of public order, provisions in the agreenent that direct
substitution or replacenent of collateral or attachnent of the
nortgage to property subsequently acquired by the nortgagor would
be unenforceable. Recognizing the instant covenant al so conports
with Louisiana's policy favoring freedom of contract, which also
supports the enforceability of these other provisions.
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alienation by the | essee qua | essee; and (3) the Lease, containing
inter alia both extension and repurchase (right of redenption)
options in favor of the Debtor as |essee, all of which puts the
world on notice that this is not a “true |ease” situation but a
pi gnorative arrangenent under which only record title (but not
ownership) is transferred.* It follows inescapably that no third
party, including the Governnent, is entitled to disregard the
reasonably antici pated | egal effects of any provisions of the Lease
or the Mrtgage, or their interplay wth each other, once those
docunents were inscribed on the public records.

By nmergi ng or consolidating into the person of the Debtor the
Parish’s underlying precarious record title as nomnal |essor with
the Debtor’s existing interest as | essee coupled with its right to
redeem record title of the wunderlying |eased premses, the
repurchase retroactively re-vested the Debtor with full title to

the Foundry property in the condition that such title exi sted when

the Lease was first registered in the Conveyance Records of the

Pari sh. Thus, repurchase restored the Debtor’s interest to that of
full ownership, which it had held before making the pignorative
transfer of record title to the Parish as the coll ateral aspect of
the sal e and | easeback bond fi nanci ng arrangenent. The only result

t hat woul d not be absurd, then, is that the Mdrtgage attached, ipso

47 W take additional confort in the fact that when the
Loui siana |l egislature adopted Article 9 of the UCC, it recognized
that a “financed | ease” of novables (personalty), as opposed to a
“true | ease” of such property, would, as a pignorative contract, be
subject to Louisiana’ s version of Article 9 governing security
interests in novables. See La. Rev. Stat. Ann. 88 9:3309-3310.1
(West 1991).
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facto, to the underlying property at the instant it was nerged into
or consolidated with the already-encunbered |easehold, in the

person of the Debtor, by virtue of confusion. Wthout questioning

that (1) the Lease was extingui shed by confusion when the Deed was
executed by the Parish, or (2) the Mirtgage no | onger encunbered
just the | easehold rights of the Debtor as | essee when the Lease
itsel f was extingui shed by confusi on, we neverthel ess concl ude t hat
—at precisely the sane instant —the Mrtgage attached to and
encunbered the Foundry property nunc pro tunc, with its title in
the sanme condition as it had been when the Lease (and thus the
repurchase option contained in the |ease) was registered. In a
nutshell, the Mortgage s expanded, particularized pact de non,
coupled with the possession and redenption rights retained in the
Lease, allowed the Mortgage to retain its rank senior to the |iens
of the Governnent and other junior encunbrances when the Debtor’s
re-acquisition of record title to the underlying Foundry property

extingui shed the Lease by confusion into the person of the

nor t gagor .
We specul ate that we m ght not be here today if the Mrtgage

had coupled its pact de non with an express after-acquired property
clause. Nevertheless, the law neither insists on perfection nor

requires the uttering of talismanic words when, as here, it is gin

clear fromthe four corners of the duly recorded docunents —the
Lease and the Mdrtgage —that re-consolidation of all facets of
ownership, i.e., record title (the lessor’s portion of those

rights) and peaceable possession and enjoynent of fruits and
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revenues (the | essee’s portion of those rights), in the Debtor (the
person of the current and future owner) never divested the debtor
of those rights of possession and enjoynent. This re-consolidation
occurred by operation of | aw (confusion) upon execution of the Deed
inredenption of its record title by the Debtor pursuant to the re-
purchase option. It follows that the Mrtgage, by virtue of its
covenants and provisions —that were no nore violative of public
policy than woul d have been an after-acquired property clause or a
repl acenent or substitution of collateral provision —thereafter
encunbered all rights of ownership to the sane extent as it had
al ways encunbered the possession, use, and enjoynent rights, via
the | easehold, fromits inception. W need not and therefore do
not specul ate on whether the sane results would appertain had the
transaction not been a pignorative arrangenent or had confusion
resulted in consolidation of ownership of the Foundry in a person
ot her than a | essee/ nort gagor.

4. The Bankruptcy and District Courts’ Treatnent of the
Mort gage’ s Pact de Non.

Having said all this, we briefly address the bankruptcy
and district courts’ response to the Ross G oup’s argunents based
on the Mortgage’ s anti-alienation covenant, i.e., the pact de non.
Both courts held that this stipulation could only be given effect
by finding that the Foundry conti nues to be owned by the Pari sh and
never formed part of the Debtor’s bankruptcy estate, naking the
trustee’s sale of the Foundry a nullity. But, stated both courts,
the Ross Goup should have raised this argunment prior to the
trustee’s sale of the Foundry, not subsequently as a basis for
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claimng the proceeds of that sale. The district court al so agreed
wth the Governnent’s alternative position that even if the
Debtor’ s reacqui sition of the Foundry was a breach of the covenant,
it only gave rise to an action against the Debtor and did not
render the Deed void.

Both the bankruptcy and district courts’ holdings on this
issue mss the mark.*® As the district court’s brief alternative

hol di ng recogni zes, a breach of a pact de non alienando, |ike the

nort gage covenant at issue here, does not invalidate a transfer.?
VWhat it does do, however, — and what those courts failed to
recognize —is alter the effects of the transfer: The covenant
prevents a transfer that is prohibited by the pact de non from

invalidating or prejudicing the creditor’s nortgage.*® In this

48 As we noted above, the Ross G oup did assert at the sale
application hearing before the bankruptcy court that, inter alia,
the seniority of its Mrtgage was protected by the pact de non
al i enando, but the court responded that at the tine it was not yet
ready to rul e on any argunents concerning the validity and rel ative
ranking of the Mortgage. Thus, the two courts’ hol dings that any
argunent based on the actual terns of the Mirtgage was foreclosed
cannot stand.

49 See Freedman v. Ratcliff, 162 So. 783, 785 (La. 1935) (“The
pact de non alienando does not prevent the nortgagor fromselling
the property, subject to the nortgage, but gives the nortgagee the
right to ignore a sale of the nortgaged property and to proceed
only against the nortgagor”); MIller, 10 So. at 780 (quoti ng Ducros
v. Fortin, 8 Rob. 164 (La. 1844)) (noting that the pact de non
“does not absolutely prevent a sale of the property by the
nmortgagor. The latter may transfer the property, subject to the
right which such a clause gives the nortgagee of proceeding
summarily against it, as if it still belonged to the nortgagor”).

%0 See First National Bank of Shreveport v. Houseman, 160 So.
618, 620 (La. 1935) (citing Maisonneuve v. Martin, 99 So. 704 (La.
1924)) (“The pact de non alienando in a recorded act of nortgage
makes a subsequent nortgage or other disposition of the property
ipso jure void so far as the original nortgagee and his assigns are
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i nstance, the covenant “supplied” by the parties to the Mrtgage
allows the Mortgage to (1) survive the nortgagor’s acts that would
unilaterally extinguish the Lease by confusion to the benefit of
the nortgagor, i.e., the Debtor’s acquisition of the underlying
property by exercise of its repurchase option, and (2) continue as
an encunbrance on the Foundry as the underlying property that gave
rise tothe |l easehold interest in the first place (nore accurately
now, to the proceeds of the trustee’s sale of that property).
D. The Allocation Issue and the Ross G oup’s Alternative Argunent

On appeal the Ross G oup continues to protest the way that the
proceeds of the trustee’ s sal es between the Foundry and the Rolling
MIl were allocated. Even though we reverse the bankruptcy and
district courts’ determ nations that the Ross G oup has no i nterest
in the proceeds of the sale of the Foundry and hold instead that
the Ross Group’s security right in the | easehold interest followed
it into the full ownership of the |eased prem ses when those
interests were nerged by confusion into ownership in the person of
the Debtor as nortgagor, we nevertheless agree with those courts
and with CPB that the Ross Goup’ s present challenge to the
bankruptcy court’s allocation of the proceeds of the trustee’s sale
must fail.

First, and nost inportantly, the Ross G oup sought essentially
identical relief on these very allocation issues inits objections
at the October 1992 sale authorization hearing, and in its

unsuccessful district court appeal of the bankruptcy court’s sale

concerned.”) (enphasis added).
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or der. Accordingly, its present clains on these issues are
precl uded under the doctrines of res judicata® and coll ateral
est oppel . %2 Furthernore, under Bankruptcy Rule 8002, these clains
are untinely as appeals of the 1992 sale order.® Therefore, the
rulings of the bankruptcy and district courts on the allocation
issues w Il not be addressed here, and the Ross Group’s conplaints
in that regard are di sm ssed.

Second, we note that the Ross G oup’s alternative argunent —
that the | easehol d col | ateral nortgage encunbered assets ot her than
the | easehold — i s noot. We have already determ ned that the
Mort gage encunbered the Foundry itself and provi des the Ross G oup
wth the senior lien over the proceeds of the trustee’s in globo
sal e of that property.

1]
CONCLUSI ON

We do not disturb the bankruptcy court’s allocation of the

sales proceeds between the Foundry and the Rolling MII.

Concl udi ng, however, that the effects of the Mrtgage were not

51 Eubanks v. FDIC, 977 F.2d 166, 170 (5th Cr. 1992) (assum ng
other requirenents of res judicata are net, a prior judgnent may
bar a subsequent action brought even by a person who was not a
party tothe original litigation when the non-party’s interests are
closely aligned with and adequately represented by a party to the
prior action).

52 Recoveredge L.P. v. Pentecost, 44 F.3d 1284, 1290 (5th Cr
1995) .

53 Bankruptcy Rule 8002(a) provides a 10 day tine period for
filing notice of appeal. As the sale allocation between the
foundry and the rolling was nade in the bankruptcy court’s Qctober
9, 1992 Sale Order, the Ross Goup’'s belated attenpts to re-
litigate the allocation issue are clearly untinely.
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exti ngui shed when the Lease was exti ngui shed by confusi on upon the
Debtor’s pre-petition redenption of record title to the Foundry
property, we reverse the judgnent of the bankruptcy court, as
affirmed by the district court, that awarded the proceeds of the
sale of the Foundry to the Governnent. We therefore render
judgnent in favor of the Ross Group, recognizingits entitlenent to
the proceeds of the trustee’s sale of the Foundry, and remand this
matter to the bankruptcy court for further proceedi ngs consi stent

with this opinion.

AFFI RVED i n part; REVERSED and RENDERED in part; and REMANDED wi t h

i nstructi ons.
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