UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF NEBRASKA

IN THE MATTER OF: )
)

TC PROPERTI ES, LLC, ) CASE NO. BKO1-82345
)
)

Debt or ('s) CH 11

VEMORANDUM

Hearing was held in Omha, Nebraska, on March 22, 2002, on
Debtor's Modtion for Authorization to Incur Debt Secured by
Seni or Lien on Property of the Estate/to Borrow $800, 000 (Fil
#16) ; and Objection by Aval anche Funding, LLC (Fil. #26). Marion
Pruss appeared for the debtor, M chael Washburn appeared for
Aval anche Funding, and Deborah Glg and George Zeilinger
appeared for Keith County. This menorandum contai ns findi ngs of
fact and conclusions of |law required by Fed. R Bankr. P. 7052
and Fed. R. Civ. P. 52. This is a core proceedi ng as defined by
28 U.S.C. 8 157(b)(2) (D).

Facts and Anal ysi s

This debtor owns nore than 1,300 acres of wuninproved | and
abutting the south edge of Lake M Conaughy, a large reservoir
| ocated in Keith County, Nebraska, near Ogallala, Nebraska,
whi ch reservoir is used for agricultural irrigation, power
generation, and recreation. The debtor has, prior to the
bankruptcy filing, proposed a m xed-use residential and
commerci al devel opment for the site which would include a mari na
on the lake, two 18-hole golf courses, a hotel and other
commercial anenities, and approximately 1,700 residential |ots
with a variety of configurations permtting different sizes and
types of housing. The plan proposes a |ong-term devel opnment
process which will be initiated by the construction of basic
infrastructure, including a water |line connected to the City of
Ogal | al a water system a sewer line with appropriate equi pment
to catch effluent which would then be hauled to the City of
Ogal l al a sewage treatment facility for proper treatnent; and
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initial gravel-type surface road fromthe current county road
which is sonme distance fromthe property, into and through the
property and al nost to the edge of the property which abuts the
reservoir.

Since the purchase of this property in the year 2000, the
debt or has spent a considerable amunt of money preparing a
mar keti ng plan which includes conceptual draw ngs of the space
at vari ous tinmes during conmpl eti on of t he proj ect.
Addi tionally, sunms have been expended for | egal and engi neering
services to obtain perm ssion of the County of Keith to proceed
with the developnment in conpliance with the subdivision
ordi nances of the County. Preparation of the marketing plan,
and acconplishment of the engineering and |egal matters which
are prelimnary to the opportunity for actually marketing the
lots, has taken <considerably longer than was originally
antici pated by the developer. Additionally, the devel oper has
had a delay in obtaining significant financing which is
necessary for pr oceedi ng with construction of t he
infrastructure.

The property was purchased in the year 2000 for a little
nore than $2 million. The purchase price was financed by the
execution of notes and the granting of deeds of trust against
the property. The first |lienholder, after property taxes owed
to the County of Keith, is Aval anche Fundi ng, LLC, which is owed
nore than $1.6 mllion at the time of the hearing.

The debtor nowwants to “prinme” all of the |liens represented
by the deeds of trust, by borrowi ng $800,000 from an entity
call ed Hard Money Funding, Inc. (“Hard Money”) and giving such
lender a first lien status superior to that of all prior
| enders. The net proceeds of the loan would be used to
i mmedi ately begin construction of the road referred to above in
order to provide access to the property for potential
purchasers. |In addition, sone of the net proceeds would be used
for devel opment of the on-site marketing programand devel opment
of advertising, direct mail, and website marketing. Fi nally,
sone of the net proceeds woul d be used for surveying the initial
| ots and sone of the nmobney would be used to begin dealing with
the itenms required by the County of Keith to enable the debtor
to maintain its status as having obtained approval of its
prelimnary plat.
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Of the $800, 000, the debtor would actually have avail abl e
only approximtely $562,000. According to the term sheet
item zing the source and use of such funds, the debtor would be
l[imted to using $250,000 for developnent of the road and
approxi mately $300, 000 for the marketing program

The terns of the | oan, although apparently |egal, are not
“good.” As nmentioned, the debtor wll net only $560, 000.
According to the term sheet, the interest rate is 14% on an
$800, 000 | oan. However, since the debtor will not net $800, 000,
but will pay 14% on the $800, 000 nunber, the interest rate far
exceeds the purported 14%

The loan is for one year with no absolute right to renew
The term sheet provides that if lots in the devel opnent are
sold, the lender participates in such sales by receiving a
significant portion of the |lot sale price.

Al t hough t he debtor takes the position that the property is
wort h somewhere between $7 and $15 million, the debtor has been
unable to convince any |lenders, other than Hard Money, to
provide any noney to initiate construction of the necessary
infrastructure to nmarket the project. Hard Money, apparently,
insists that it nmust have a first lien position, no matter what
the debtor’s representatives believe the value of the property
to be.

The hol der of the first deed of trust, Aval anche Fundi ng,
LLC (*Aval anche”), objects to being placed in the subordinate
position to Hard Money. Aval anche is owed approximtely $1.6
mllion which was | oaned against the $2 mllion asserted val ue
at the tinme of its financing. It had a one-year |oan, none of
whi ch has been paid and which is now nore than a year
delinquent. It is the position of Avalanche that its interest
in the collateral, that is, the land, will be put in jeopardy
and not adequately protected by equity in the property if the
debtor is permtted to borrow $800, 000 from Hard Money and gi ve
Hard Money a first lien on the property.

Three appraisals are in evidence. The debtor originally
obt ai ned an appraisal dated January 28, 2000, which valued the
property at $2,734,000 or approximtely $2,000 per acre. That
apprai sal was prepared by Thomas Luhrs, a general certified
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apprai ser. M. Luhrs updated his appraisal on Decenber 19,

2001. In that wupdated appraisal, he considered proposed
i nprovenents, rezoning of the real estate, schedul ed approval of
two subdivi sions, and the possibility of public water

avai lability fromthe City of Ogallala, Nebraska. Hi s updated
valuation is $7, 335, 000.

The debtor then obtained an appraisal from Frank W/ son,
al so a certified general real property appraiser in the State of
Nebr aska. He estimtes the wvalue of the property at
$14, 900, 000.

Aval anche obt ai ned an apprai sal dated Decenber 13, 2001, by
Brandt Appraisal Conpany, Inc., Gary Brandt, Nebraska Certified
General Appraiser. His opinion of value is $2,420, 000.

Al t hough each of the appraisers did a commendabl e job of
obtaining information about the area and attenpting to place a
val ue on the property as if it were an ongoi ng devel opnent, none
of them apparently had the benefit of considering the actua
manner in which the devel oper proposes to devel op the property.
The marketing plan, or business plan, as referred to by one of
the principals of the devel oper, suggests that |lots, although of
various sizes for residential purposes, would generally be
significantly |l ess than an acre in size and many, if not nost of
such lots, would sell for $40,000 or $50,000, if the roads,
wat er and sewer were in place. None of the appraisals nentioned
| ots of such a small size or lot prices in such a range.

Both appraisals submtted by the debtor suggest that the
val uation of the property as expressed by the apprai ser is based
upon the assunption of having the infrastructure in place.
However, there is no infrastructure and, other than the proposal
to put in an access road, there is no noney available to put in
any part of the infrastructure. 1In the deposition of one of the
principals, he adnmts that in order to conplete those itens
whi ch are required by the Keith County Pl anni ng Board, and which
must be conpl eted before sales can begin, additional |oans wll
be necessary. For exanple, detailed engineering draw ngs nust
be conpleted and financing arranged to activate the water
contract with the City of Ogallala and install the water system
Al t hough the debtor has a contract with the City of Ogallala
with regard to a supply of water, the contract requires an
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initial net paynent of $185, 000, which the debtor does not have,
pl us construction of the water line, plus an annual fee for
usage or access to the water.

There is no noney available to the debtor to set up the
sanitary inprovement district which would control the sewer
system There is no noney available to build the sewer system
There is no noney avail able to upgrade the county road or to
conplete the interior roads which are necessary to provide
access to the devel opnent after the initial road gradi ng which
will be paid for fromfunds to be nade avail abl e by Hard Money.

The reality, as of today, does not support the val uation
pl aced on the property by the appraisers for the debtor. There
is no noney to conplete the inprovenents which would increase
the value of the property fromplain dirt to property which
could be sold for residential use. Bot h appraisers for the
debtor estimated the value of the property based wupon
significantly different assunptions from those which the
devel oper proposes. There is no appraisal evidence based upon
what the devel oper actually proposes for this property.

Representati ves of the debtor and the appraisers for the
debt or suggests that the value of the property has been
i ncreased because of the “sunken costs” which have al ready been
expended to prepare the marketing plan and obtain approval of
the Keith County Planning Board with regard to zoning and
platting. However, such sunken costs provide no val ue unl ess
there is evidence that the project has sufficient additiona
financing to enable it to get off the ground. The Hard Money
| oan does not provide sufficient funding to enable the project
to get off the ground. It only provides funding to allow sone
gradi ng, m nimal surveying of lots, and an expendi ture of funds
for marketing. No infrastructure can be built with the Hard
Money fund.

The value of the real estate today, for the purpose of
determ ni ng whether there is sufficient equity over and above
t he Aval anche debt to permt the inposition of an $800, 000 | oan
in first position, is determ ned to be that which is suggested
by M. Brandt, $2,420,000. That value recognizes the current
status of the property as undevel oped.
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Even if it could be found that the value of the property is
far in excess of $2,400,000, such supposed “equity” over and
above the interest of the first |ienhol der, does not necessarily
provi de adequate protection for the interest of the first
| i enhol der. The actual terns of the Hard Money | oan may not be
before the court. The termsheet that is in evidence at Exhibit
1A is not signed by a representative of Hard Money. Those terns
whi ch are included on Exhibit 1A do not item ze closing costs,
attorney fees, approvals, title reports and “costs of the | oan”
which are to be paid by the borrower. On the other hand, a
significant termis contained in the |ast paragraph on page 2
of Exhibit 1A. That paragraph states,

I n t he event TC Properti es, LLC,
successful Iy di scharges t he bankruptcy, and noves
forward with either a PUD devel opnment or | and
sales program and in acknow edgnent of Hard
Money’s contributions, a *“Success Fee” of
$260, 000 is due and payable; plus, 3% of |ot
sales prices on lots/land reserved, sold and/or
conveyed during the 12-nonths fromthe cl osi ng of
this loan within the Trails Crossing Resort
proj ect .

Al t hough the meaning of that paragraph is not exactly
clear, one could infer that the first lien to be granted Hard
Money supports an additional obligation of the debtor to pay
$260, 000 and an anount equal to 3% of |ot sale prices for each
| ot reserved during the next twelve nonths. I n ot her words,
even if the sale of lots did not close during the twel ve nonths
following the closing of the |loan, for each ot on which the
devel oper/ debt or obtains atentative conmitnment froma potenti al
buyer, 3% of the “sale price” on such commtted |ots would be
due and payable. If not paid, such amunts would i ncrease the
ampunt of the debt which would “prime” the position of
Aval anche.

The factual issue before the court is not whether the
property will sonmeday be inproved to such an extent that its
value will be $7 to $15 mllion. The factual issue is whether
Aval anche may remain adequately protected by a significant
equity cushion if the Hard Money loan is given lien priority
over Aval anche and no ot her funds become avail able to the debtor
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to take out Aval anche during the one-year termof the Hard Money
| oan. At the end of that one-year term Hard Money woul d have

the legal right to foreclose. |If the condition of the property
at that timeis simlar tothe condition of the property at this
time, that is, undeveloped, interest will have continued to

accrue on the Aval anche debt and there is a |ikelihood that,
after costs of foreclosure and paynment of the Hard Money debt,
there will be insufficient equity left to permt full paynment
of the Aval anche obligati on.

La
A debtor may “prinme” the lien of a senior creditor under 11
US.C 8 364(d) in order to obtain secured post-petition
financing, if certain conditions are net.

Section 364(d) provides:

(1) The court, after notice and a hearing, may
aut horize the obtaining of credit or the incurring of
debt secured by a senior or equal lien on property of
the estate that is subject to alienonly if —

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

(B) there is adequate protection of the
interest of the holder of the lien on the
property of the estate on which such senior
or equal lien is proposed to be granted.

(2) In any hearing under this subsection, the
trustee has the burden of proof on the issue of
adequat e protection.

The i ssue of adequate protection is governed by § 361: the
debtor my provide adequate protection of the creditor’s
interest by nmaking cash paynents, offering an additional or
replacenment lien, or by otherwise fashioning a nethod of
providing the creditor with the indubitable equivalent of its
interest in the property.

The underlying purpose of the adequate protection
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requi rement of 8 364(d) is to ensure that secured creditors are
not deprived of the benefit of their bargain. The debtor should
make certain that the pre-petition creditor receives the sane
| evel of protection it would have had absent post-petition
super-priority financing. In re Swedeland Dev. Goup, Inc., 16
F.3d 552, 564 (3d Cir. 1994) (en banc).

The existence of adequate protection is a fact-specific
inquiry, but ®“its focus is protection of the secured creditor
from dimnution in the value of its collateral during the
reorgani zati on process.” In re Beker Indus. Corp., 58 B.R 725,
736 (Bankr. S.D.N. Y. 1986).

Because super-priority financing displaces |iens on which
creditors have relied, courts contenplating authorization of
such financing “nmust be particularly cautious when assessing
whet her the creditors so displaced are adequately protected.”
Inre First South Sav. Ass’n, 820 F.2d 700, 710 (5th Cir. 1987).

Inlnre Msello, 195 B.R 277 (Bankr. S.D.N. Y. 1996), the
debtors’ notion to borrow was deni ed because the debtors did not
nmeet their burden of proof on adequate protection, given the
debtors’ | ack of equity in the property, the specul ative nature
of their real estate devel opment project, the uncertainty of
their future income stream and the clear dimnution of the
value of the first lienholder’s interest in the property in the
meant i nme.

The Mbsellos owned two pieces of undevel oped property in
Mount Pl easant, NY. They used the property as collateral to
secure a $1 million |l oan. The debtors eventual |y defaul ted, and
filed their Chapter 11 case to forestall a foreclosure sale. The
val ue of the property was di sputed, but the parties agreed that
the first nortgage exceeded whatever value was placed on the
real estate, so the debtors had no equity in the property. There
was also a second nortgage of $600,000, in addition to the
$350, 000 the debtors sought to borrow post-petition.

The debtors ultimately filed a |iquidating plan under which
they would sell all the lots, but they first needed financing
in order to develop the property with roads, sewer |ines, and
other infrastructure to put the property in salable condition.
The debtors proposed borrow ng $350, 000 from Monetary Advi sory
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Corp. to develop 20 residential lots, sell the lots, pay the
first mortgage hol der (an entity called Acquvest), and “provide
a modest recovery for the unsecured creditors” as well as sone
profit for thensel ves.

The “funding agreenment” between the debtors and the
Monet ary Advi sory Corp. contained the “substance of the proposed
fundi ng” and cont enpl at ed t he executi on of financi ng statenents,
security agreenents, nortgages and nortgage notes, and other
necessary docunents. The funding agreenent purported to be a
proposal to lend up to $350,000 to the debtors, but the
agreenment did not constitute a binding commtnent by the | ender
to provide any amount of financing. The terns of the agreenent
i ndicated the loan, if any, would be at the sole discretion of
t he Monetary Advisory Corp. The | oan woul d be for one year, with
no comm tment by the I ender to renew or refinance the | oan.

The fundi ng agreenment provi ded t hat Monetary Advi sory Cor p.
woul d be given a senior secured super-priority lien on the real
estate which could not be prined or equal ed by any future lien
on the property.

The interest rate on the |oan would be 16 percent, paid
nonthly. The |l ender required an “initial fee” of 6 percent of
the I oan amount. All expenses and costs, including attorneys’
fees, incurred by the Ilender were to be paid by the debtors.
Renewal or refinancing would require an additional fee of 3
percent, to be paid at or before renewal.

The funding agreenent al so contained specific provisions
regardi ng the debtors’ use of proceeds fromthe |lot sales: 10
percent for debtors’ operating overhead; $40,000 fromthe sale
of each lot for the release of Acquvest’s lien; and up to 7.5
percent of the sales price of the first 15 lots and up to 10
percent of the sales price of the next 5 lots for unsecured
creditors.

However, notw t hstandi ng these distributions, the Monetary
Advi sory Corp. was to receive $25,000 per lot fromthe sale of
the first two lots, and $50,000 per lot from the sale of the
next six |ots.

Finally, the I oan would term nate and all anounts advanced
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by the | ender would i medi ately beconme due and ow ng when the
property was transferred or otherw se di sposed of, a trustee was
appoi nted, the case was converted to Chapter 7, a notion for
relief was granted, or a lien senior or equal to the |ender’s
was grant ed.

After an evidentiary hearing on Acquvest’s objection to
this proposed financing, the court reached the follow ng
concl usi ons:

< of the conpeting appraisals offered as evidence, the
val uation determ nati ons of Acquvest’s appraiser were
nor e reliable. The debtors had experienced
nei ghbor hood opposition to their proposed devel opnent
and were having difficulty getting the necessary
zoning and planning approvals. Ther ef or e, t he
apprai sal based on a smaller nunber of salable |ots
was probably nore credible. Likew se, the purchase
offers that debtor had received for lots prior to
bankruptcy were in line with the sales figures used by
Acquvest’ s appraiser, while the debtors’ sales figures
wer e infl ated;

< the debtors met their burden of establishing an
inability to obtain other financing;

< on the issue of adequate protection, the debtors had
no source of cash to make cash payments, nor did they
have any unencunbered property on which to offer a
replacement |ien;

< the evidence failed to support the debtors’
proposition that using the proceeds fromthe Monetary
Advi sory Corp. would result in an increase in the
val ue of the real estate greater than the amount of
the loan, and that the increase would constitute
adequat e protection against dimnution of Acquvest’s
interest in the property. For further discussion of
t hat proposition, see In re Swedel and Dev. G oup, 16
F.3d 552 (3d Cir. 1994) (en banc):

[Clontinued construction based on
proj ections and i nprovenents to the property
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does not al one constitute adequat e
pr ot ecti on. Those cases whi ch have
considered inprovenents to be adequate
protection have done so only when the
i nprovenents were made in conjunction with
t he debtor’s providi ng additi onal coll ateral
beyond the contenplated inprovenments. W
reject the notion that devel opment property
is increased in value sinply because a
debtor may continue with constructi on which

m ght or m ght not prove to be profitable.

16 F. 3d at

566 (internal citations omtted).

< t he devel opment project was sinply too uncertain and
risky to find that adequate protection exists:

the funding agreement was “illusory,”
because the debtors would require nore
noney, according to their own cal cul ati ons,

than the lender was wlling to provide
(assum ng, of course, that it was actually
willing to provide any noney, given the | ack

of commi tnment on that point), and because
the required repaynents froml ot sales were
nore than would be available from such
sal es;

t he nunber of [ots was unclear, because the
pl anni ng board had not approved the debtors’
proposal ;

there was no credi ble evidence as to what
price lots would sell for, when and if they
were ever devel oped,;

t he devel opnment costs were not reliable. The
debtors used engineering estimtes rather
than contractor bids for the budgeted
drai nage, road, sewer, and utility costs,
and sonme expenses had been left out
al together, such as the services of a
project manager, professional fees for
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obt ai ning planning board approval, and so
forth.

. the tim ng of approval and devel opnent was
uncl ear. Despite the debtors’ optimsm the
court favored the presumably nore realistic
estimat es of Acquvest’s witness that fina
approval for the second part of the
subdi vi sion nay take up to two years.

. potential for additional delays in building
the road, sewer, and utility facilities, and
in marketing the lots. The court said that
too many variables outside the debtors’
control existed in this regard (weather,
| ocal econony, and so forth);

. i ncreased costs associated with any del ay;
and
. | ack of working capital. The debtors’ three-

year projections showed a loss after the
first year, which would be conpounded over
the following two years. The debtor would
have to spend nore than the Monetary
Advi sory Corp. intended to lend to make up
the deficit. Mreover, |lots would have to
sell faster and at a better price than
antici pated, and the debtors would have to
forego the proposed set-asides for unsecured
creditors as well as any principal paynment

to Acquvest, in order for the budget to
work. The court found that to be sinply
i npossi bl e.

In comng to this conclusion, the court distinguished two
cases relied on by the debtors. The first case was |In re Dunes
Casino Hotel, 69 B.R 784 (Bankr. D.N.J. 1986). The Mosello
court pointed out that in the Dunes case, the parties had an
equity cushion of at least $8 mllion. Myreover, the proposed
super-priority financing was only a fraction (approximtely 4
percent) of the total indebtedness. In contrast, the Monetary
Advi sory Corp. noney (loan plus interest plus |legal fees plus
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percentage points) sought by the Mosellos anmpbunted to a
significant portion of the total indebtedness in the case.

The second case distinguished by the Mdsello court was In
re 495 Central Park Ave. Corp., 136 B.R 626 (Bankr. S.D.N.Y.
1992). In that case, super-priority post-petition financing was
approved because the debt or owned an establ i shed of fi ce buil di ng
and sought a loan to renovate part of the building to attract
hi gher - payi ng tenants. The evi dence showed that the renovation
woul d i nmedi ately increase the value of the building by nore

than the amount of the post-petition loan. In addition, the
debtor identified its prospective tenants and the rent they were
willing to pay for the renovated space. The specul ative and

uncertain elements of the Mosello case did not exist in the 495
Central Park case.

When determ ni ng whet her adequate protection exists, the
anount of debtor’s equity in the property exceeding the clains
agai nst the property nmust be considered. There is a line of
cases, following In re Agua Associates, 123 B.R 192 (Bankr
E.D. Pa. 1991), which says that the presence of an equity
cushion is a relevant factor, but should not be the defining
factor, in an adequate protection analysis.

An equity cushion analysis contains certain
inherent pitfalls. It nmust first be determ ned
whet her “goi ng concern” or “liquidated” value is
inissue. Then, a determ nation highly dependent
on the forensic skills of *“dueling appraisers”
must be nmade. Conceptually, making such an
anal ysis determ native may permt a debtor who
can establish an equity cushionto foolishly “I et
the air out” of an equity cushion, while, on the
other hand, it may direct the denial of
perm ssion to a debtor who l|acks an equity
cushion to enter into a transaction which is
denmonstrably w se and resourceful.

Therefore, we believe that, while the
presence of an equity cushion should be a
rel evant factor, it should not be a determ native
factor in any “adequate protecti on” analysis, and
particularly one relating to 8 364(d)(1)(B). The
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i nportant question, in determ nation of whether
the protection to a creditor’s secured interest
is adequate, is whether that interest, whatever
it is, is being unjustifiably jeopardi zed.

123 B.R at 196 (internal citations omtted).
Deci si on

The notion is denied. The proposed financing and “pri m ng”
of the lien position of Avalanche will not permt the interest
of Aval anche to be adequately protected, because the val ue of
the property in its present condition and in the condition that
it will probably be in approximtely one year fromtoday, is no
nore than the total debt of Aval anche, plus interest, plus the
total |loan of Hard Money. Therefore, the likelihood of injury
to the interest of Aval anche is significant. The debtor has no
ot her assets, at this tinme, and no other financing which would
permt the debtor to provide adequate protection to Aval anche
in another form

Separate judgnent to be filed.
DATED: April 8, 2002.
BY THE COURT:
s/ Tinmothy J. Mahoney

Ti nrot hy J. Mahoney
Chi ef Judge

Noti ce given by the Court to:
*Mari on Pruss
M chael Washburn
Deborah Gl g & George Zeilinger
United States Trustee

Movant (*) is responsible for giving notice of this order to all other parties
not |listed above if required by rule or statute.
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JUDGVENT

The notion for authorization to incur debt secured by
senior lien on property of the estate/to borrow $800, 000 (Fil
#16) is denied. The proposed financing and “primng” of the
lien position of Avalanche does not adequately protect the
i nterest of Aval anche and cannot be permtted. See Menorandum

filed this date.

DATED: April 8, 2002

BY THE COURT:
s/Tinmothy J. Mahoney
Ti ot hy J. Mahoney
Chi ef Judge

Notice given by the Court to:
*Mari on Pruss
M chael Washburn
Deborah G lg & George Zeilinger
United States Trustee

Movant (*) is responsible for giving notice of this order to all other parties
not listed above if required by rule or statute.



