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On May 2, 2017, the Sixth Circuit Court of Appeals issued a decision in Town Center 

Flats, LLC v. ECP Commercial II LLC (In re Town Center Flats, LLC), __ F.3d ___, 2017 WL 
1573827 (6th Cir. May 2, 2017), holding that a perfected assignment of rents that is enforced by 
a lender prior to the commencement of a chapter 11 petition constitutes a transfer of ownership 
of the rents under Michigan law such that the rents do not become property of the bankruptcy 
estate.  In so ruling, the court affirmed the decision of the United States District Court for the 
Eastern District of Michigan in In re Town Center Flats, LLC, 2016 WL 1237662 (E.D. Mich. 
March 30, 2016) (Judge Friedman), which vacated and reversed the decision of the United States 
Bankruptcy Court for the Eastern District in In re Town Center Flats, LLC, 531 B.R. 176 (Bankr. 
E.D. Mich. 2015) (Judge Shapero).  This decision is important because it represents the first 
ruling by the Sixth Circuit Court of Appeals on this issue and resolves a split by and amongst 
bankruptcy courts throughout Michigan regarding the rights of a debtor to use such rents, absent 
consent of the lender, once a contractual perfected assignment of rents under Michigan law has 
been exercised and enforced by the lender. 
 
Factual Background 
 

The underlying facts were not in dispute.  The debtor, a single asset real estate debtor, 
owned a 53-unit residential complex in Shelby Township, Michigan.  The debtor financed 
construction of the building with a $5.3 million loan from Key Bank, which loan was later 
assigned to ECP Commercial II LLC.  The loan was secured with a mortgage and an agreement 
to assign rents to the creditor in the event of default.  In the agreement to assign the rents, Town 
Center: 
 

irrevocably, absolutely and unconditionally [agreed to] transfer, sell, assign, 
pledge and convey to Assignee, its successors and assigns, all of the right, title 
and interest of [the debtor] in … income of every nature of and from the Project, 
including, without limitation, minimum rents [and] additional rents… 

 
In re Town Center Flats, LLC, 2017 WL 1573827 at *1.  The agreement also purported to be a 
“present, absolute and executed grant of the powers herein granted to the [lender],” and at the 
same time granted the debtor a license to collect and to retain rents until an event of default, at 
which point the license would “automatically terminate without notice to [the debtor].”  Id.  The 
rents were the only source of income for the project. 
 

On December 31, 2013, the debtor defaulted on its obligation to repay the loan.  Nearly a 
year later, on December 22, 2014, the lender sent a notice of default and a request for payment of 
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rents to all known tenants of the property.  The notice complied with the terms of the assignment 
of rents agreement and applicable state law, to wit; MCL § 554.231, which allows creditors to 
collect rents directly from tenants of certain mortgaged properties upon a default.  The following 
day, the lender, consistent with the statutory requisites, recorded the notice documents in 
Macomb County, Michigan, thereby completing the last step required by the Michigan statute to 
perfect the assignment of rents and make it binding against both the debtor and the tenants of the 
property.   

 
In January 2015, the lender commenced a state court action against the debtor alleging, 

among other things, breach of contract, foreclosure on the mortgage, and requesting a receiver to 
take possession of the property.  In response to the complaint, the debtor filed a voluntary 
chapter 11 petition in the United States Bankruptcy Court for the Eastern District of Michigan. 

 
While the parties argued about whether the rents constituted property of the estate, they 

reached an interim agreement that allowed the debtor to continue to collect the rents from the 
tenants, with $15,000 per month being used to pay down the debt owed to the lender and with the 
remainder of the rents being used for authorized expenses associated with the project.  The rents 
were the debtor’s sole source of income, and such funds were essential to the debtor’s hopes to 
restructure in chapter 11. 
 
Decision of the Bankruptcy Court 
 

The bankruptcy court held that the assigned rents arising from the debtor’s residential 
complex were property of the bankruptcy estate and, thus, were usable by the debtor, subject to 
the constraints set forth in the Bankruptcy Code on the use of cash collateral.  Judge Shapero’s 
decision was consistent with an opinion that he had issued over twenty years earlier in In re 
Newberry Square, 175 B.R. 910 (Bankr. E.D. Mich. 1994).  The bankruptcy court found, after 
reviewing the assignment agreement and the statute, that the parties intended the assignment of 
rents provision merely to provide additional security to the lender, as opposed to an absolute 
transfer of such rents upon a default.  Accordingly, the court held that the lender’s exercise of the 
assignment of rents, in compliance with the Michigan statute, did not terminate the debtor’s 
interest in such rents. 

 
Although the lender asked the court to reconsider its ruling in Newberry Square, 

particularly in light of a substantial body of case law ruling to the contrary since the issuance of 
that opinion, the court declined to do so, stating that: “it still believe[d] in its soundness and does 
not believe there are any subsequent events that might cause it to change its mind. In re Town 
Center Flats, LLC, 531 B.R. at 179. 

 
In support of its ruling, the bankruptcy court pointed to a number of factors.  First, after 

examining the Michigan statute, the court found that the statute “does not state or indicate that an 
assignment of rents extinguishes all rights of the mortgagor in the assigned rents.  What it does is 
allow for the assignment of rents as additional security.”  Id.  Second, while acknowledging the 
split of authority, as reflected in In re Madison Heights Group, LLC, 506 B.R. 734 (Bankr. E.D. 
Mich. 2014) (Judge Tucker), which relied on In re Woodmere Investors Ltd. P’ship, 178 B.R. 
346 (Bankr. S.D.N.Y. 1995) (interpreting Michigan law) and In re Mt. Pleasant Ltd. P’ship, 144 
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B.R. 727 (Bankr. W.D. Mich. 1992) (Judge Stevenson), Judge Shapero noted that he disagreed 
with these decisions, as reflected in Newberry Square.  Third, he looked at the intent of the 
parties, as reflected in the assignment agreement, which in this case provided that: “Assignor is 
desirous of further securing to Assignee the performance of the terms, covenants and agreements 
hereof….”  Id. at 181.  Moreover, the assignment agreement provided that the assignment 
terminates upon satisfaction of the mortgage.  These facts, according to the court, supported a 
finding that the assignment was intended as additional security, as opposed to a transfer of 
ownership.  Fourth and finally, the court focused on the purposes of, and the policies underlying, 
chapter 11.  In single asset real estate cases, the court noted, the rents are inseparable from the 
realty and, absent being able to use them, debtors would not have the ability to reorganize.  
Based thereon, the court held that the rents were property of the estate and constituted cash 
collateral under section 363(a) of the Bankruptcy Code. 
 
Decision of the District Court 
 

The lender appealed.  On appeal, the sole question was whether the bankruptcy court 
erred as a matter of law in holding that the assigned rents were property of the debtor’s 
bankruptcy estate.  Although it acknowledged that there was a split in the case law in Michigan, 
and recognized the significance of the decision to entities seeking to reorganize single asset real 
estate, the district court reversed.  See In re Town Center Flats, LLC, 2016 WL 1237662 (E.D. 
Mich. March 30, 2016). 

 
The court began its analysis by examining the Michigan assignment of rents statute, as 

federal bankruptcy courts are required to ensure that a mortgagee is afforded in bankruptcy court 
the same protection it would have under state law pursuant to the United States Supreme Court’s 
opinion in Butner v. United States, 440 U.S. 48, 39 (1979).  After analyzing the assignment 
statute and case law interpreting the statute, Judge Friedman held that the decision of the 
bankruptcy court must be vacated because it did not give proper deference to the Michigan Court 
of Appeals’ decision in Otis Elevator Co. v. Mid-Am. Realty Inv’rs, 206 Mich. App. 710 (1994), 
wherein the court interpreted the statute and held that a mortgagor’s default is sufficient to 
finalize the mortgagee’s interest in the rents as against the mortgagor. In so holding, the court in 
Otis Elevator found that the lender was entitled to the rents and such rents could not be garnished 
by another creditor of the mortgagor because the mortgagor “no longer had a valid property 
interest in the rents after its default on its mortgage.”  Id. at 714. 

 
Relying on Otis Elevator, Judge Friedman held that “when a mortgagee perfects and 

enforces an assignment of rents pre-petition and after an event of default, the mortgagor no 
longer has a valid property interest in the rents.”  In re Town Center Flats, LLC, 2016 WL 
1237662 at *5.  Thus, the rents were not part of the debtor’s bankruptcy estate. 
 
Decision of the Sixth Circuit 
 

The Sixth Circuit Court of Appeals affirmed the district court.  The Sixth Circuit began 
its analysis by citing Butner and acknowledging that property rights are determined under the 
law of the state in which the real property is located in order to promote uniform treatment of 
property interests in both state and federal court, thereby serving to reduce uncertainty, to 
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discourage forum shopping and to prevent a party from receiving a windfall merely by the 
happenstance of bankruptcy.  The court then reiterated the principle articulated by the United 
States Supreme Court in Erie R.R. Co. v. Tompkins, 304 U.S. 64,78 (1939), that when the highest 
court of a state has not spoken directly on an issue, the federal court must guess as to how that 
court would resolve the issue and may look to decisions of intermediate state appellate courts as 
persuasive authority; however, once property rights have been determined under state law, 
federal bankruptcy law dictates to what extent that interest is property of the bankruptcy estate.  
Applying these principles, the court analyzed the extent of property rights held by the assignor 
and assignee of rents under Michigan law.   

 
The court began this analysis by reviewing the history of the assignment of rents statute.  

The court noted that the traditional rule in Michigan, created by statute in 1843, was that an 
assignment of rents was unenforceable because it would interfere with a mortgagor’s right of 
redemption.  In 1925, however, a statute created a right to assign rents for properties subject to 
trust mortgages.  The Michigan Supreme Court determined in Security Trust Co. v. Sloman, 233 
N.W. 216, 219 (Mich. 1930) that the statute made the collection of rents not merely incident to 
the right of possession of the law, but a distinct remedy and additional security.  In 1953, the 
statute was expanded to allow for assignment of rents for commercial and industrial property. 

 
The court next looked at the current statute, specifically MCL § 554.231 (discussing the 

assignment of rents as ownership transfers) and MCL § 554.232 (containing a provision about 
the validity of the assignment), as well as the Michigan case law interpreting that statute.  
Consistent with Erie, the Sixth Circuit predicted that the Michigan Supreme Court would treat a 
completed assignment of rents as a transfer of ownership of such rents. 

 
The court examined and rejected each of the arguments raised by the debtor.  First, the 

debtor contended that the title and language of the Michigan statute – “Assignment of Rents to 
Accrue as Additional Mortgage Security” – make clear that only a security interest, as opposed 
to an ownership interest, is assigned under this law.  In rejecting this argument, the court 
reasoned that the language of the statute did not foreclose an ownership transfer.  Moreover, the 
parties’ assignment agreement used broad language and made clear that the debtor “irrevocably, 
absolutely and unconditionally” transferred it rights in a “present, absolute and executed 
assignment of Rents and Leases” from the property.  In re Town Center Flats, LLC, 2017 WL 
1573827 at *4.  According to the court, “[t]he only fair reading of this language is that [the 
debtor] assigned the rents to the maximum extent permitted under Michigan law.”  Id.  
Moreover, “[t]he broad language of the agreement evidence[d] an intention to transfer 
ownership.”  Id. 

 
The debtor next argued that it clearly retained some rights in the rents under Michigan 

law after the assignment was exercised because the mortgagee’s rights to collect the rents 
terminated when the default was cured.  According to the debtor, the purpose of the statute is to 
put the assignee in the shoes of the assignor “until the debt is paid.” Thus, the debtor posited, it 
continued to hold a contingent future interest in collecting the rents.  The court rejected this 
argument, responding that “if the rents are thought of as payments that occur during the discrete 
time period between the event of default and a (potential) future cure, then [the lender] has the 
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sole interest in those payments and [the debtor] has no interest in them,” even if the debtor later 
cures the default.  Id.  

 
The debtor also alleged a secondary residual right in the rents based on restrictions that 

the Michigan courts have created on how the assignee can use rents collected under the law.  The 
court found that, while Michigan courts have indicated that rents collected by a lender must be 
applied to the mortgage debt, nevertheless, such courts have not concluded that these restrictions 
on the assignee’s use of the rents evidences the retention of a property right by the assignor.  The 
court declined to so rule, as to do so would contravene and conflict with the language used by 
Michigan appellate courts concluding that the assignor no longer has an interest in the rents once 
the assignment is exercised. 

 
Finally, the court responded to the policy argument articulated by the debtor and the 

bankruptcy court.  Acknowledging that the goal of chapter 11 is to encourage reorganizations for 
a broad range of debtors and their property, the court refused to decide this case based on this 
policy goal as to do so would contravene state law.  The court stated:  
 

excluding the assigned rents from the estate would effectively foreclose Chapter 
11 relief for companies like [the debtor] that own a single property and receive 
their sole stream of revenue from rents of the property.  We recognize the concern 
of [the debtor] – and the bankruptcy court – that single-asset real estate entities 
may have limited options under Chapter 11 in this situation.  Michigan law, 
however is clear on the matter and governs despite other policy concerns. 

 
Id. at *10. 

 
Accordingly, the court held that because all requisite action had been taken by the lender 

pre-petition to effectuate its assignment following a default, the debtor did not have rights in the 
rents post-petition under Michigan law.  Thus, the rents were not included in the debtor’s 
bankruptcy estate. 
 
Conclusion  
 

The opinion by the Sixth Circuit Court of Appeals is an important one for single asset 
real estate debtors and lenders in Michigan and in other states where similar statutes exist.  As a 
result of this ruling, there is now binding precedent governing the treatment of rents in a 
bankruptcy case following a default and pre-petition exercise by a lender of its rights under an 
assignment of rents.  The takeaway is that if a debtor fails to take action prior to the lender 
completing all of the statutory requisites under the assignment of rents statute (i.e. declaration 
and filing of the default, service and notice upon the tenants, and recording of the notice 
documents in the register of deeds where the property is located), then the subsequent filing of a 
chapter 11 petition will not enhance or otherwise create property rights of the debtor in such 
rents because the rents no longer constitute property of the bankruptcy estate.   

 
Without the ability to use such rents to maintain the property and to fund its 

reorganization efforts, a single asset real estate debtor, in most cases, will have nothing to 
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reorganize.  Absent consent of the lender, therefore, such case may be dead on arrival.  Thus, this 
decision will create additional pressure on single asset real estate debtors to act quickly in the 
event of a default in order to prevent the lender from completing its exercise of its rights under 
the assignment of rents statute. 

 
However, when a case is filed at the midnight hour, as is often the case with single asset 

real estate cases, the advanced planning and time that would normally be available for debtors is 
missing, thereby making the success of the reorganization much more speculative and costly.  
Accordingly, single asset real estate debtors should consult with experienced counsel as early as 
possible in order to explore potential alternatives. 
 


