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I. Introduction - Historical Background and Development

Reorganization under the Bankruptcy Code often, if not invariably, involves tensions
between secured creditor and debtor over use of collateral. Such tensions are not limited to
reorganization cases, but more often surface in reorganization cases since the business continues
to operate and this requires the debtor to use property which collateralizes a secured creditor.

This is nota new tension. It surfaced under early bankruptcy law and equity
receiverships. But it came into much sharper focus with the advent of reorganizations under the
bankruptcy laws beginning in the 1930's.

Primarily as a matterof case law, collateral could be used in a reorganization case if the
rights of the secured creditor were protected. Probably this meant that the secured creditor must
be assured of receiving the liquidation value ofthe collateral.1 This assurance was permissible
eitherby wayof periodic payments or an administrative claim.2

The cases did not stop short of allowing the use of cash collateral. Accounts owed the
debtor subject to right of prepetition offset were required to be paid to the debtor. And in
Reconstruction Finance Corp. v. Kaplan.3 the debtor was allowed to use cash collateral held by
the secured creditor.

1"Whatever the outer limits of the constitutional protection may be, itwould seem that in the usual situation the
secured creditor must be assured of ultimatelyreceivingat least the liquidation value of his collateral as of the date
of bankruptcy, less costs of repossession and sale." Rosenberg, "Beyond Yale Express: Corporate Reorganization
and the Secured Creditor's Rights of Reclamation," 123 U. Pa. L. Rev. 509, 524-25 (1975). In support of his
conclusion, Mr. Rosenberg cites In re New York. N.H. & H.R.R.. 289 F.Supp. 451, 453-55 (D.Conn. 1968). This
was the reorganization court in the New Haven-Penn Central merger. Alsocited in support is a decision of a three-
judge court dealing with the merger in related litigation. New York. N.H. & H.R.R. Bondholders Comm. v. United
States. 289 F.Supp. 418 (S.D.N.Y. 1968). And finally, the affirmance of the New Haven inclusion cases by the
United States Supreme Court is cited. New Haven InclusionCases. 399 U.S. 392 (1970). "The valuation, however,
was considered by the Supreme Court to be an equitable one, and whether it was constitutionally mandated was
specifically not considered, id-at 489-90. Thus, the parameters of the constitutional protection remain indoubt; that
there is some protection is not in doubt." Rosenberg, supra, at 525, n.34.

2In re Yale Express. 250 F.Supp. 249 (S.D.N. Y.), rev'd.. 370 F.2d 433 (2d Cir. 1966), affd. after remand. 384 F.2d
990 (2d Cir. 1967). See generally.Countryman,"Real Estate Liens in Business Rehabilitation Cases," 50 Am.
Bankr. L.J. 303 (1976); and Murphy, "Use of Collateral inBusiness Rehabilitations: A Suggested Redrafting of
§ 7-203 of the Bankruptcy Reform Act," 63 Cal. L. Rev. 1483 (1975); Coogan, "TheProposed Bankruptcy Act of
1973: Questions fortheNon-Bankruptcy Business Lawyer," 29 Bus. Law. 729(1974); Murphy, "Restraint and
Reimbursement: The Secured Creditor in Reorganization and Arrangement Proceedings," 30 Bus. Law. 15 (1974);
and Coogan, Broude &Glatt, "Comments on Some Reorganization Provisions of the Pending Bankruptcy Bills," 30
Bus. Law. 1149(1975).

185 F.2d 791 (1st Cir. 1950). Two leading cases apply differing tests based on the use of collateralor loan
proceeds. In In reThird Avenue Transit Corp.. 198 F.2d 703 (2dCir. 1952), theSecond Circuit required the
following before cash proceeds of the saleof collateral could be used to pay operating expenses:

That it is imperative to obtain the funds and that they cannot be obtained, on reasonable terms,
first, bybank loans or second, by thedisposal of certificates .. through ordinary market channels
to voluntary lenders, but also that there is a highdegree of likelihood (a) that the debtor can be
reorganized in accordance with the Act withina reasonable time, and (b) that the secured creditors
whose security is being compulsorily loaned will not be injured.

2347764.1



The Bankruptcy Code codified the rules that had developed over the years, with the
modifications that, absent prior court order, cash collateral could not be used and an
administrative claim could not serve as a substitute for collateral used. The codification did not
follow the Third Avenue4 and Jersey Central5 tests, but instead required that the secured creditor
be adequately protected.

Even an order authorizing the use of cash collateral may not suffice in some cases. There
may be no cash available. In such cases, the bankruptcy court can authorize a debtor to borrow —
even granting the lender a lien senior to existing secured claims.

The rules relating to the use of cash collateral and borrowing are closely related in two
respects: the funds must be essential to a rehabilitation and the benchmark of any order
authorizing the use of cash collateral or a borrowing secured by a priming lien is adequate
protection.

The Bankruptcy Code authorizes the use of cash collateral and a borrowing secured by a
priming lien (assuming no consent of the secured creditors adversely affected), only after notice
and hearing. Since the need to use cash collateral often arises in an emergency context, that is,
the business will shut down or cease absent an order authorizing use of cash collateral, the
draftsmen of the Code provided for a preliminary hearing "scheduled in accordance with the
needs of the debtor."

Prior to the 1987 Amendments to the Bankruptcy Rules, Bankruptcy Rule 4001 gave
little guidance as to the use of cash collateral. Rule 4001 simply provided that a motion under
Rule 9014 was necessary.

The Bankruptcy Rules were amended in 1987and Bankruptcy Rule 4001 and provide
more procedural detail. Somewhat fleshing out the statutory two step hearing process,
Bankruptcy Rule 4001(b)(2) provides for a final hearing no earlier than 15 days after service of
the motion and an earlier preliminary hearing if so requested. Some guidance is also given as far
as the parties to be served with the motion and notice of hearing.

]d. at 706-707. In the other case, the Third Circuit dealt with the use of proceeds of collateral to the extent the funds
were to be used to pay for improvements:

In addition to finding [1] that the funds are presently needed and cannot be obtained elsewhere the
court need only conclude [2] that reorganization is probably feasible, [3] that the money drawn-
down and expended for additions and betterments will materially contribute to the possibility of a
successful reorganization and to the continuation of the transportation plant, or a substantial part
thereof, as a going concern, and [4] that the interests of the bondholders are not thereby
prejudiced.

Central Railroad of New Jersey v. Manufacturers Hanover Trust Co., 421 F.2d 604 (3d Cir.), cert, den. 398 U.S. 949
(1970).

4In re Third Avenue Transit Corp., 198 F.2d703 (2d Cir. 1952).

5Central Railroad of New Jersey v. Manufacturers HanoverTrust Co., 421 F.2d 604 (3d Cir.), cert, den. 398 U.S.
949(1970).

6 11 U.S.C. § 363(e) and 11 U.S.C. § 364(d)(1)(B).

7 11 U.S.C. § 364(d)(1).
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II. Procedural Aspects of Motion

Motions seeking authority to use Cash collateral and borrow on a secured basis are
contested matter proceedings under the Bankruptcy Rules. Theyare also coreproceedings under
28 U.S.C. § 157(b)(2)(D) and (M). Thus, the bankruptcy judge may make a final determination
as to such matters, subject to the right of appeal under 28 U.S.C. § 158. In anysuch appeal,
"findings of fact, whether based on oral or documentary evidence, shall not be set aside unless
clearly erroneous, anddue regard shall be given to the opportunity of the bankruptcy court to
judgethe credibility of the witnesses."8

Suchmotions are to be made in accordance with Bankruptcy Rule 9014. They are,
therefore, considered contested matter proceedings. Relief is requested by motion. Bankruptcy
Rule 9013 is applicable and the motion must state with particularity the grounds and relief
sought. Rule 9013 further provides that the motion must be served by the moving party on the
trustee or debtor-in-possessionand on those entities specified by the Rules and the court.

A. Response

No response is required under Bankruptcy Rule 9014. The court can, however, order a
response. It was apparently contemplated by the draftsmen of the Rules that there will be a
hearing. This is in contrast to a motion seeking approval of an agreementas to the use of cash
collateral as a loan; Rule 4001(d)(3) allows the court to enteran orderwithout conducting a
hearing, in the absence of an objection.

B. Notice

Bankruptcy Rule 9014 requires that reasonable notice and an opportunity for a hearing be
afforded the party against whom relief is sought. Bankruptcy Rule9006(d) provides that a
written motion and notice of any hearing must be served no later than five days before the date
specified for the hearing, unless a different period is fixed by the Rules or order of the court.
That period can be enlarged or reduced under BankruptcyRule 9006.

A final hearing on a motion can take place no earlier than 15 days after service of the
motion. A notice of hearing as well as a copy of the motion must beserved.9

C Service

Bankruptcy Rule 9013 requires that a written motion be served on the trustee or debtor-
in-possession and those entities specified by the Rules and order of the court. Bankruptcy Rule
9014 requires that the motion be served in the manner of a summons and complaint under Rule
7004, and the party against whom relief is sought is to be given notice. Rule 4001(bXl)and
(c)(1) expand thereon and provide for the motion and notice to be served on anyentity which has
an interest in the cashcollateral, any committee appointed underthe Code, or, if no committee
has beenappointed, the creditors listedpursuant to Rule 1007(d), and on such other entitiesas

"Bankruptcy Rule 8013.

9Bankruptcy Rule 4001 (b)( 1) and (3) and (c)( 1) and (3).
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the courtdirects. If service is accomplished by mail, Bankruptcy Rule 9006(f) provides that an
additional three days is added to the prescribed period "when there is a rightor requirement to do
some act or undertake some proceeding within a prescribed period after service of a notice."

D. Emergency Hearing

The normal situation is for a hearing to be held no earlierthan 15 days after service of the
motion. If there is an emergency and the matter cannot wait 15 days for resolution, Bankruptcy
Rules 4001(b)(2) and (c)(2) contemplate a two step process. The court must hold an earlier
hearing andauthorize the use of cashcollateral or the obtaining of credit to the extent necessary
to avoid immediate and irreparable harm. Bankruptcy Rule9014nonetheless requires reasonable
notice and opportunity for hearing and Bankruptcy Rule 9006(d) requires service not later than
five days before the hearing.'' This latter provision can be shortened by the court for cause
shown.12

E. Burden of Proof

The Bankruptcy Code deals with the burden of proof as to requests for authority to use
cash collateral and prime an existing lien. The trustee has the burden of proof on the issue of
adequate protection in both situations.13 The Bankruptcy Code, inthe case of the use ofcash
collateral, imposes the burden of proof as to the validity, priority, or extent of the interest of an
entity in property on the entity asserting the interest.14 Although the borrowing provision ofthe
Code does not specify who has the burden of proof on the issue of the validity, priority, or extent
of the interest of an entity asserting an interest in property, the rules should be the same.15
Burden of proof as used in the Bankruptcy Code means the risk of nonpersuasion, Le., the one
having the burdenof proof must preponderate on the particular issue. The burden of introducing
sufficient evidence to establisha prima facie case for use of cash collateral or secured borrowing,
remains with the one requesting authority to use cash collateral or borrow on a secured basis.

10 Bankruptcy Rule 4001(b)(2) and (c)(2).

The Bankruptcy Code provides forauthorization of useof cash collateral "afternotice anda hearing" under 11
U.S.C. § 363(c)(2)(B) as well as the authorization of borrowing secured by a senior lien"after noticeand a hearing"
under 11 U.S.C. § 364(d)(1). Notice and hearing is a defined term underthe Bankruptcy Code; 11 U.S.C. § 102(1)
defines "noticeand a hearing" so as to authorize an act without an actual hearing if there is insufficient time for a
hearing to be commenced before such act must be done and the court authorizes such act. The rules do not seem to
contemplate an orderauthorizing use of cash collateral or borrowing on a secured basis which primes an existing
lender without a hearing, although it might be on fairly short notice.

12 Bankruptcy Rule 9006(c)(1).

13 11 U.S.C. §§ 363(p)(l) and 364(dX2).
14 11 U.S.C. § 363(p)(2).

The burden of proofprovisions as to the use of cash collateral and borrowing varyas to each otherand alsoas to
the provisions relating to relieffrom the automatic stay. As to the latter, 11 U.S.C. § 362(g)(1)places theburden of
proofon the issue of the debtor's equity in property on the one requesting relieffrom theautomatic stay, while 11
U.S.C. § 362(g)(2) places the burden of proofas to all other issues on theparty opposing such relief. Since one of
thekey issues instay litigation will be lack of adequate protection, thetrustee or debtor opposing reliefwill have the
burden of proof on that issue.
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III. Agreements Relating to Use of Cash Collateral and Credit

The 1987 Amendments to the Bankruptcy Rules added a framework for dealing with
agreements concerning adequate protection, use of cash collateral, relief from stay and credit.
Such agreements may have a material and perhaps adverse impact on the rights of other
interested parties, and in particular unsecured creditors. The framework provides for service of
the motion and agreement along with a notice of the motion and the time within which objections
may be filed and served. Service must be accomplished on each appointed committee or its
authorized agent or, if no committee has been appointed, on creditors listed pursuant to Rule
1007(d), "and on any other entity the court directs."

The foregoing procedure provides an opportunity for interested parties to object to
improper and disadvantageous settlements. The court will often require notice to others than
those expressly covered. Certainly the court should in all instances require notice be given to
those who have filed a notice of appearance and request for notice. And depending on the nature
of the concessions to the secured party, it will often be appropriate to require notice to all parties
in interest, including creditors, indenture trustees and equity security holders.

A trustee or debtor-in-possession often is able to negotiate an agreement with a secured
creditor as to adequate protection, the right to use cash collateral and the borrowing of funds
from a prepetition secured creditor. The debtor-in-possession in particular is under significant
pressure to do so. The need for immediate cash to continue the operation of the business as well
as the need to avoid extensive and expensive litigation in the early stages of a reorganization case
are compelling. The debtor-in-possession is motivated by the survival of the business and is
often willing to waive preference claims and the potential of subordinating claims, in order to
continue the business. The trustee is independent and more likely to consider the impact of the
settlement on the rights of unsecured creditors in the event reorganization is not possible or the
plan provides for less than full payment.

As a condition to consent to the use of cash collateral or an agreement to loan additional
funds, an existing secured creditor will invariably require concessions. The secured creditor will
insist on validation of its secured claim, both as to amount and perfection of the security. The
secured creditor may also attempt to obtain a modification of the automatic stay so as to allow it
to foreclose without further court order in the event the terms of the agreement are not met.
Additional concessions will often include a provision precluding the modification by court order
or plan of the prepetition and postpetition rights of the secured creditor, a date certain by which
indebtedness must be repaid or foreclosure will result, a crosscollateralization of prepetition and
postpetition debt with prepetition and postpetition collateral and a resolution of all potential
claims against the secured creditor, including those that might be asserted under the avofdance
provisions and §§ 552(b) and 506(b) of the Bankruptcy Code.

A. Form of the Motion

Bankruptcy Rule 4001 requires a motion accompanied by a copy of the agreement. The
Advisory Committee Note to the 1987 Amendments sets out in detail what a motion for authority
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to use cash collateral and a motion forauthority to obtain secured credit must obtain.17 Butthe
Committee Note is silent as to the contents of a motion for approval of an agreement. One would
assume that the Committee Note is silent since the Committee intended that a motion for

approval of an agreement respecting the use of cash collateral or secured borrowing track the
Committee's recommendations as to such motions. That certainly would appear to be the better
practice and a useful way to approach the motion, that is, to comply with the requirements of a
motion for use of cash collateral or secured borrowing and in addition specify the concessions to
the secured creditor under the agreement. To the extent a potential claim against a secured
creditor or a basis for equitable subordination of a secured claim is waived, the motion should
also satisfy the requirements of Bankruptcy Rule 9019(a). This will require that the motion be
noticed to creditors and indenture trustees as provided in Bankruptcy Rule 2002(a), as well as
such other entities as the court may designate. It also means that there must be a hearing, even
though Bankruptcy Rule 4001(d)(3) expressly authorizes an order approving the agreement
without a hearing if no objection is filed.

B. Notice

Bankruptcy Rule 4001(d)(2) requires that a notice of the motion and the time within
which objections may be filed and served is to be mailed to those to be served. Subject to
contrary court order, objections may be filed within 15 days of the date of mailing of the notice.
Since an objection can be filed within the 15 days, it can be argued that there is a right to do
some act within a prescribed period after service of a notice and therefore, if notice is served by
mail, three days should be added to the prescribed period under Bankruptcy Rule 9006(f).
However, the language of Rule 4001(d)(2) seems to preclude an additional three days being
added since the Rule expressly provides that the objection "may be filed within 15 days of the
mailing of notice." This is in contrast to the language of Rule 4001(b)(2) and (c)(2) which
provide for a hearing "no earlier than 15 days after service of the motion." The reason for the
difference probably is that Bankruptcy Rule 9006(f) would not apply to those provisions since no
one has a right or requirement to do some act within that time period. It is merely a limitation on
the ability of the court to schedule a hearing; the court must wait 15 days after service of the
motion. This is in contrast to the right to object and therefore it appears that the Advisory
Committee dated the 15 days from mailing rather than service so as to avoid the application of
Bankruptcy Rule 9006(f).

The Advisory Committee Note to the 1987 Amendments recognizes that 15 days may be
too long and, if so, suggests that it is appropriate to move for a reduction of time under

The Advisory Committee Note to subdivision (b) provides that a "motion for authority to use cash collateral shall
include(1) the amount of cash collateral sought to be used; (2) the name and address of each entity having an
interest in the cash collateral;(3) the name and address of the entity in control or having possession of the cash
collateral; (4) the factsof demonstrating the need to use the cash collateral; and (5) the nature of the protection to be
provided those havingan interest in the cash collateral. If a preliminary hearing is requested, the motionshall also
includethe amount of cash collateral sought to be used pending final hearing and the protection to be provided."

The Advisory Committee Note to subdivision (c) states that a "motion to obtain credit shall include the amount
and type of the credit to be extended, the name and address of the lender, the terms of the agreement, the need to
obtainthe credit, and the efforts made to obtain credit from other sources. If the motion is to obtain credit pursuant
to § 363(c) or (d), the motionshall describe the collateral, if any, and the protection for any existing interest in the
collateral which may be affected by the proposed agreement."
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Bankruptcy Rule 9006(c)(1). This should be contrasted to the Advisory Committee Note as to
motions under Bankruptcy Rules 4001(b) and (c); the 15 day period after service before a final
hearing can be held cannot be reduced under Bankruptcy Rule 9006(c)(2).

Bankruptcy Rule 4001(d) is silent as to the contents of the notice, as well as the motion.
Nonetheless, the court has authority to regulate notices under Bankruptcy Rule 9007 and the
court should require that the notice clearly set forth what the trustee or debtor-in-possession is
allowed to do as far as the use ofcash collateral or secured borrowing and the concessions to the
lender. This should be required even though service of the motion and agreement are required as
well as the notice And in those situations where the court directs that all parties in interest
receive notice, the court could undoubtedly limit the mailing to the notice (rather than the notice
and motion accompanied by the agreement), as to the additional parties, while requiring that
notice, motion and agreement be mailed to those specified under Bankruptcy Rule 4001(d)(1).

Each of our Judges has his/her own procedures to follow concerning noticing cash
collateral related hearings. A chart reflecting each specific requested procedure is attached as
Exhibit A.

C. Disposition of Motion

Bankruptcy Rule 4001(d)(3) gives the court discretion as far as whether a hearing will be
held in the event there is no objection filed. If no objection is filed, it is appropriate for moving
counsel to submit a form of order, along with a certification that no objection was received by
counsel. The certificate should also contain information as to the status of the court file.

If an objection is filed (apparently whether timely filed or not), or if the court determines
a hearing is appropriate, the court is to hold a hearing on no less than five days notice to the
objector, the movant, the parties on whom service is required by Rule 4001(d)(1), and such other
entities as the court directs.18 The Rule is silent as to who gives the notice. Therefore, it is
incumbent on counsel for the moving party to submit a motion requesting approval of a form of
notice as well as those to be served, along with a proposed form of order.

D. Shortening Time

Absent an objection, it will take at least 16 days under the Rule before an order can be
entered and a minimum of 22 days if an objection is filed and the five day notice is mailed on the
16th day. This may be too long a time period; payrolls, utilities and suppliers must be paid or
services will be discontinued. If the agreement must be approved at an earlier time so as to
enable the business to continue, then, as pointed out in the Advisory Committee Note to the 1987
Amendments, the movant has two alternatives. The movant can seek to have the 15 day period
reduced under Bankruptcy Rule 9006(c)(1) or proceed under subdivision (b) or (c) of
Bankruptcy Rule 4001 and obtain earlier relief at a preliminary hearing. If the second alternative
is followed, the motion should seek approval of the agreement as well as a use of cash collateral
or secured borrowing and request a preliminary hearing.

18 Bankruptcy Rule 4001(d)(3).
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E. Bankruptcy Court Local Rule 4001-4

Attached as Exhibit B is a copy of Local Bankruptcy Rule 4001-4 governing all "First
Day" motions which almost always involve some sort of order on use of cash collateral.
Attached as Exhibit C is Judge Marlar's specific addition/modification to pleadings and proof
issues concerning cash collateral.

IV. Adequate Protection

The touchstone as to the use of cash collateral or borrowing secured by a priming lien is
adequate protection of the adversely affected interest.19 What isadequate protection is left to the
courts, with the exception that an administrative expense will not suffice.20 The Bankruptcy
Code does specify certain means of furnishing adequate protection, which include cash payments
and replacement liens. These means are not exclusive and the Bankruptcy Code expressly
authorizes the court to approve other means of furnishing adequate protection so long as it will
"result in the realization by such entity of the indubitable equivalent of such entity's interest in
such property."

It is the value of the secured creditor's collateral which must be protected. The Supreme
Court has put to rest the concept that an undercollateralized secured creditor is entitled to
earnings on the liquidation value of its collateral. Only the value of the collateral must be
statutorily24 and constitutionally protected.25

A. Valuation

The Bankruptcy Code does not define value. The only guidance is that "value shall be
determined in light of the purpose of the valuation and of the proposed disposition or use of such
property, and in conjunction with any hearing on such disposition or use or on a plan affecting
such creditor's interest." The legislative history is also indefinite; "'value' does not necessarily
contemplate forced sale or liquidation value of the collateral; nor does it always imply a full
going concern value. Courts will have to determine value on a case-by-case basis, taking into

19 11 U.S.C. §§363(c) and(e) and364(d).

20 11 U.S.C. §361(3).

21 11 U.S.C. §361.
22

23

11 U.S.C. §361(3).

United Sav. Ass'n of Texas v. Timbers of Inwood Forest Assoc. Ltd.. 484 U.S. , 108 S.Ct. 626 (1988).

24 id. 484 U.S. at , 108 S.Ct. at 630.

25 Wright v. Union Central Life Ins. Co., 311 U.S. 273 (1940); and Louisville Joint Stock Land Bank v. Radford.
295 U.S. 555(1935).

26 11 U.S.C. § 506(a).

2347764.1



account the facts of each case and thecompeting interests in the case."27 Determination of value
for one purpose isnot determinative of value for other purposes.28

The cases are unclear whether liquidation value or going concern value is the appropriate
standard. Which standard is used will often be determined by the nature of the collateral. For
example, income producing property in a single asset case will be assigned a value based on its
market value, which will most likely be based on a capitalization of earnings. Whether described
as going concern value or fair market value, the result will be the same. On the other hand, the
matter becomes more difficult if the collateral is a piece of machinery which is an integral part of
a manufacturing process. If sold separately, it would be worth much less and presumably be
assigned a liquidation value of some nature, while if it is used in the business, it will have a
higher value, essentially based on replacement cost and remaining useful life. For example, a
piece of machinery that has a useful life often years which could be replaced by a new piece of
equipment having a useful life of 20 years at a cost of $100,000, would have a going concern
value of at least $50,000. If the manufacturing process is unprofitable and a piece of equipment
had no resale value, then its liquidation value would be nominal. But except in unusual cases,
there should not be a problem in deciding between liquidation and going concern value.

B. Date of Valuation

The Code is silent as to the date ofvaluation ofcollateral ,29 The general rule is that
claims are determined as of the date of the filing of the petition.30 However, secured claims are
an exception, at least as to overcollateralized secured claims which include postpetition interest
and expense to the extent of the value of the collateral over and above the amount of the claim as
of the date of the filing of the petition.31

For confirmation purposes, the Bankruptcy Code is also imprecise. Although deferred
payments must have a value as of the effective date of the plan equal to the value of the
collateral, there is nothing in the Code that states when the value of the collateral is to be
determined. Perhaps an implication can be drawn that it is to be valued as of the date of
confirmation, but this is not certain.32 In the context of furnishing adequate protection, it is
logical to conclude that collateral is to be valued either as of the date adequate protection is
considered or an earlier date, such as the date of filing the bankruptcy case. It is that value which
is to be adequately protected, not a value at some subsequent date. It would be inconsistent with
the requirement of furnishing adequate protection to value the collateral at a subsequent date for

27 H. Rep. No. 95-595, 95th Cong., 1st Sess. 356 (1977).

28 H. Rep. No. 95-989, 95th Cong., 2d Sess. 68 (1978) ("a valuation early in the case in a proceeding under §§361-
363 wouldnot be bindingupon the debtoror creditorat the time of confirmation of the plan."); and 124Cong. Rec.
H.l 1095 (Dailyed. Sept. 28, 1978) and S.17411 (Dailyed. Oct. 6, 1978)("determination for purposesof adequate
protection is not binding for purposes of 'cram down' on confirmation in a case under Chapter 11.").

29 See 11 U.S.C. § 506(a), 11 U.S.C. §363(e) and 11 U.S.C. §364(d).

30 11 U.S.C. § 502(b).

31 11 U.S.C. § 506(b).

32 11 U.S.C. § 1129(b)(2)(A)(II) and (b)(1).
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purposes of determining whether there has been adequate protection. But this is probably a
matter of significance only in times of rapid inflation or deflation.

C. Protection Required

As far as adequate protection is concerned, there is no dispute about two things; any
physical depreciation through use must be compensated and delay in the payment to the secured
creditor of the liquidation value need not be compensated, except to the extent the collateral is
sufficiently valuable to do so.33

Beyond the foregoing, there is considerable uncertainty. Ad valorem taxes accruing
postpetition which are senior to the interests of the secured creditor probably require protection.
But it is uncertain whether interest and expenses accruing on a senior secured claim must be
protected against as far as the junior secured claimant is concerned. Decreases in value due to
passage of time, deflation and obsolescence adversely affect value, but probably are not to be
protected under the Supreme Court's decision in Timbers.34

D. Proceeds and Offspring

If the collateral is income producing collateral or livestock which produces offspring,
intriguing questions arise. If the value of the collateral is determined at the date of the petition,
presumably the valuation process takes into consideration the future income or earnings of the
collateral. For example, the fair market value of a registered five year old cow will have a value
partially based on its ability to calve for a number of years. With each calving, the value
decreases. The cow also has a residual slaughter value. Therefore, it would seem that the
offspring should be considered part of the collateral and that the essential value of the collateral
as of the date of the petition should not significantly increase with the birth of a calf. This means
that the secured creditor is entitled to both the cow and the calf, assuming conception occurred
prepetition. If the secured creditor is undercollateralized as of the date of the petition, this would
mean that it would receive only the value of its collateral. If that collateral increased in value, it
would be entitled to the increase in value only if the valuation date is fluid. As pointed out
previously, the Bankruptcy Code is silent on this point. The implication is to the contrary,
however. Therefore, if the calf is to be sold and the proceeds used, adequate protection would
have to be furnished only as to the decrease in value of the cow as a result of the calving. That
might or might not be equal to the proceeds of the sale of the calf.

On the other hand, if the date of valuation is fluid, then adequate protection would be
based on the value of the calf and the cow. Theoretically the value should be the same as that
determined at the date of petition. But it probably will not be, for the simple reason that some of
the risk is gone and a cow and a calf is worth more than a pregnant cow. Taken in isolation this is
not too significant. However, if a substantial breeding herd is involved, it could be significant. In
a recent case decided by the Bankruptcy Court for the District of Montana, the bankruptcy judge
held that the projected calf crop from a breeding herd was not part of the secured creditor's
collateral. Although it is not clear from the opinion, it is probable that the calves in question

33 United Sav. Ass'n ofTexas v. Timbers ofInwood Forest Assoc. Ltd.. 484 U.S. , 108 S.Ct. 626 (1988).
34 Id.
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would be conceived postpetition. The court therefore held that the security interest did not extend
to the calves under the provisions of 11 U.S.C. § 552. Literally read, however, 11 U.S.C.
§ 552(b) does extend the security interest to calves born postpetition, since they are offspring of
collateral. The court concluded to the contrary relying on cases which refused to extend the lien
to crops planted postpetition. Even as to calves conceived prepetition, there would have to be
an adjustment in the amount of the secured claim for expenses incurred by the estate in caring for
the cow and later the calf, under 11 U.S.C. § 552(b) and perhaps § 506(c).

In Matter ofKain36, the cash proceeds of the sale of postpetition offspring of livestock
which were security for a claim of a secured creditor which was not fully collateralized, were
paid to the secured creditor, after deduction of an agreed amount presumably to cover some or all
of the costs of maintaining the breeding herd and raising the offspring. In an opinion that is not
easily understood, the Court held that the payments should be applied to reduce the deficiency,
rather than the secured portion of the claim.

"When an undersecured creditor receives proceeds from the sale of
its collateral during the pendency of a case, whether or not
denominated as adequate protection payments, the net effect is that
such payments shall be credited to reduce its total principal
indebtedness. Therefore, the unsecured portion of the creditor's
claim will be reduced by the total amount of the proceeds received
and the secured portion of the creditor's claim will be determined
exclusive of such payments."

The opinion does not discuss the date of valuation and the impact of offspring and passage of
time on the value of the herd. Thus, it is quite likely that the secured creditor is treated as secured
in an amount in excess of the value of its collateral as of the date of the filing of the bankruptcy
case.

Probably the solution to the matter of adequate protection of a secured creditor's interest
in breeding livestock is to determine the value of the livestock as of the date of the petition and
the decrease in value due to ageing and calving. The secured creditor is entitled to be protected
as against this decrease in value. This avoids the difficult problem of allocating expenses.

Another troublesome situation is that of income producing real property. For example, if
at the date of the petition an apartment project produces $100,000 in net income, assuming a
capitalization rate often percent the apartment project is worth $1,000,000. How much of the
$100,000 is the undercollateralized secured creditor entitled to receive? A secured creditor is

-JO

entitled to postpetition rents from its collateral ; but does that increase the secured claim? If not
the trustee need only protect against any decrease in value of the collateral through e.g.,
economic depreciation. By way of example, if economic depreciation is $50,000 per year, then

35 In re Big Hoof, Land & Cattle Co., 81 B.R. 1001, 1003 (Bankr. D. Mont. 1988).

36 86 B.R. 506(Bankr. W.D. Mich. 1988).

37 Id-at .

38 11 U.S.C. § 552(b).
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the secured creditor is entitled to $50,000, and $50,000 could be used by the estate, even though
proceeds ofcollateral. The court is, of course, authorized to allow the debtor to use the rents,
even though subject to the security interest of the undercollateralized secured creditor, so long as
the interest of the undercollateralized creditor is adequately protected. And the only interest that
must be protected is the value and so long as economic depreciation is paid, the value is
maintained and the excess earnings from the property can be used by the debtor.

Adecision by the Ninth Circuit suggests a contrary result.39 In that case the Ninth Circuit
held that the Supreme Court's decision in Timbers of Inwood should be retroactively applied and
therefore postpetition payments to the undercollateralized secured creditor out of rental income
reduce the undercollateralized secured claim. That is a correct result only if there was no
economic depreciation. The matter should have been remanded to the lower court for a
determination of the amount, if any, of economic depreciation. Only after rentals are applied to
reimburse the secured creditor for the economic depreciation should the balance of the rentals be
applied to reduce the secured claim.40

One other example of potential loss to a secured creditor is the situation where there is a
senior secured claim which is accruing interest. In that instance, the value of the collateral of the
undercollateralized junior creditor is decreasing daily. The undercollateralized junior creditor
should be protected against that erosion. It has been suggested that this would lead to split loans
by lenders, the senior loan being fully collateralized and entitled to interest while the junior loan
being undercollateralized and not entitled to interest.41 This would at least allow the lender to
obtain some interest postpetition. It would not appear that this theoretical possibility should deter
the bankruptcy courts; in such instances the court can treat the lender as having an unsecured
claim, even though separately documented, and therefore it will be an undercollateralized
secured claim which will not be entitled to postpetition interest. On the other hand, if there is a
true separation between senior and junior ownership of secured claims, the court should
recognize the erosion that takes place and require adequate protection against such erosion. This
is different than requiring that interest be paid on the undercollateralized secured claim
postpetition and is analogous to the postpetition accrual of ad valorem taxes which are senior to
the undercollateralized secured claim.

E. Replacement Liens

Debtors often offer the secured creditor "replacement liens" in post-petition rents
generated by the Chapter 11 Debtor as "adequate protection" in exchange for permission or court
order authorizing use of cash collateral in day to day operations of the business. For single asset
income producing properties, the secured creditor most often already has a lien on all of the rents
generated by the property. Is it enough to simply grant that secured creditor a lien on all such
revenues generated post-petition? The Sixth Circuit Bankruptcy Appellate Panel, in In re
Buttermilk Town Center LLC. 442 B.R. 558 (6th Cir. B.A.P. 2010) says no.

39 Cimarron Investors v. WYID Properties. (In reCimarron Investors). 848 F.2d 974, (9th Cir. 1988).

40 The estate would be entitled toreimbursement for the expense ofoperating the apartment project under either 11
U.S.C. §§ 552(b) or 506(c).

41 Klee, "Timbers, Ahlers and Beyond," 62nd Ann. Meeting ofthe National Conference ofBankruptcy Judges, 413
at 423-24 (Published by Professional Education Systems, Inc. 1988).
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Debtor Buttermilk Towne Center owned and operated a commercial real estate
development. Pursuant to a construction financing agreement, lender Bank of America Corp.'s
predecessor loaned the debtor $34 million. These funds were used to purchase $34 million in
taxable industrial revenue bonds, which were issued to fund development of a commercial real
estate project.

The fee interest in the underlying real estate was conveyed to a municipality in order to
maintain the tax-exempt status of the bonds. In turn, the municipality leased the property back to
the debtor pursuant to a ground lease. The bonds, which were owned by the lender, were to be
repaid through lease payments by the debtor to the municipality.

The underlying financing agreement was secured by a mortgage and lien on the
commercial property and on the debtor's interest in the ground lease and subleases. In addition,
the debtor executed an assignment of rents and subleases in favor of the lender.

Under this assignment, the debtor assigned and transferred all rents and profits derived
from the property to the lender, subject to a license held by the debtor to collect and use such
rents so long as the debtor was not in default of its obligations. This license was to terminate
automatically and without notice upon a default by the debtor. The rents generated by the
subleases were the debtor's only source of revenue

The BAP held that replacement liens on future rents in which the lender already had a
security interest did not provide adequate protection to the lender. The debtor did not offer
sufficient adequate protection because the debtor was merely reducing the assets to which the
lender's perfected security interests had already attached. Since the lender already had a lien on
the rents, the debtor had no unencumbered assets to offer as adequate protection for use of the
cash collateral.

V. Rents - Assignments as Absolute or Conditional

Cash collateral is defined by 11 U.S.C. § 363(a) as "cash, negotiable instruments,
documents of title, securities, deposit accounts, or other cash equivalents whenever acquired in
which the estate and an entity other than the estate have an interest and includes the proceeds,
products, offspring, rents, or profits of property subject to a security interest as provided in
§ 552(b) of this title, whether existing before or after the commencement of a case under this
title." In order to determine whether cash or cash equivalents constitute cash collateral, it is
necessary to determine the scope of the prepetition security agreement and its validity,
enforceability and perfection.

Deeds of trust and mortgages encumbering real property generally contain a rents and
profits clause or are accompanied by an assignment of rents and profits; as a result, rents and
profits are encumbered. Nonetheless, under the law of many states, some further event is
necessary before the secured creditor can collect rents and profits.42

42 First Federal Savings ofArkansas v. City National Bank ofFort Smith. 87 B.R. 565 (W.D. Ark. 1988) (no action
necessaryto perfect right to rents and profits under Arkansas law where a separate mortgage of the leasehold
interest); and In re Ventura-Louise Properties. 490 F.2d 1141 (9th Cir. 1974) (absolute assignmentof rents not as
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The United States Supreme Court settled a controversy as to whether the state law or
bankruptcy law controlled the right to rents and profits. In Butner v. United States,43 the Supreme
Court of the United States held that state law was determinative. The law of each state must,
therefore, be consulted to determine whether the debtor may use rents and profits without court
order or whether it is cash collateral which can be used only after a court order under 11 U.S.C.
§363.

In In re Mears,44 Florida law controlled the need to obtain an order of sequestration orthe
appointment of a receiver to perfect the right to rents and profits. Such action was not possible as
a result of the intervention of bankruptcy, in the absence of a modification of the stay. However,
the bankruptcy court had entered an order authorizing the use of cash collateral and requiring the
escrow or sequestration of the balance of any rental revenues after payment of costs of operation,
with the excess to be paid to the secured creditor. The Court held that this was sufficient to
perfect the interest in the rental proceeds. Florida had also recently enacted legislation which
provided that an assignment of rents became absolute on the default of the mortgagor and written
demand of the mortgagee. It was not clear, however, whether that statute applied retroactively
and the decision was not based on that statute. The Court stated that

The right of a secured creditor to perfect its interest in rental
assignments postbankruptcy petition basis is specifically permitted
under 11 U.S.C. Section 546(b). Under 11 U.S.C. Section 546(b),
if the state law requires the seizure of property or the
commencement of an action to accomplish perfection of a security
interest, and the property has not been seized or an action has not
been commenced before the date of the filing of the bankruptcy
petition, the interest in the property may be perfected during the
bankruptcy proceeding by the entry of a sequestration order. This
procedure has been specifically recognized in various jurisdictions
in numerous cases including In the Matter of Hamlin's Landing
Joint Venture, supra [77 B.R. 916 (Bkrtcy. M.D. Fla. 1987)]; In the
Matter of Selden. 62 B.R. 954 (Bkrtcy. Neb. 1986); In re: Casbeer,
793 F.2d 1436 (5th Cir. 1986); In re: Anderson. 50 B.R. 728
(U.S.D.C. Neb. 1985); In the Matter of Village Properties Limited.
723 F.2d 441 (5th Cir. 1984); Groves v. Fresno Guarantee Savings
and Loan Association. 373 F.2d 440 (9th Cir. 1967); Florida
National Bank of Jacksonville v. United States, supra [87 F.2d 896
(5th Cir. 1937)].45

additional security under California law; no further action required of mortgagee). See generally. Countryman, "Real
Estate Liens in Business Rehabilitation Cases," 50 Am.Bankr.L.J. 303 (1976); and Lifton, "Real Estate in Trouble:
Lenders Remedies Need and Overhaul," 31 Bus.Law. 1927 (1976).

43 440 U.S. 48 (1979).

44 88 B.R. 419(Bankr. S.D. Fla. 1988).

45 Id. at 421.
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In a decision by the United States Court of Appeals for the Eighth Circuit, the Court held
that an interest in rents and profits isonly perfected by the filing of a petition to sequester.46 Of
more interest, however, was the assertion by an unsecured creditor that the interest in rents and
profits could be avoided under 11 U.S.C. § 544(a) since not "perfected" at the date of the
petition. The Eighth Circuit did not decide this issue since it found that the unsecured creditor
did not have standing to raise the issue.

In In re McCombs Properties, VI, Ltd.47, involved a motion for authorization to use rents.
The Court authorized the use of cash collateral to pay operating expenses, improve and maintain
the collateral and to turn over the excess to the secured creditor. Adequate protection was offered
through the use of the cash collateral and the fact that there was an equity cushion. The secured
creditor was owed approximately $2,500,000 and the court found the property was worth
$289,000 in excess thereof (after deducting closing costs in connection with any sale). First, the
Court held that the "secured creditor has no right to the equity cushion in its collateral. It only
has a right to look to the collateral for payment of its claim 'upon completion of the
reorganization. It is then that he must be assured 'realization .. . of the indubitable equivalent' of
his collateral.'"

The security interest was not perfected under Texas law, the location of the real property,
at the date of the filing of the bankruptcy case. But thereafter, the secured creditor filed a notice
under § 546(b) of the Bankruptcy Code perfecting its security interest in the rents. The Court
found that this was a proper method of perfecting a security interest in rental income in the Fifth
and Ninth Circuits and cited In re Casbeer48 and In re Johnson49. But this was not the end of the
matter; the debtor asserted that since the interest was not perfected as of the date of the filing of
the bankruptcy case, it was subject to avoidance as a preferential transfer under 11 U.S.C.
§ 547(b). The provisions of 11 U.S.C. § 546(b) carve out an attack under the preference
provisions of the Bankruptcy Code, and only insulate postpetition perfection under 11 U.S.C.
§§ 544, 545, and 549. The only real question as far as the preference attack is whether the
transfer was unperfected. This was not decided by the Court, since the appropriate procedure was
an adversary proceeding. Although the Court did not comment on the perfection issue, it did
assume that the interest was unperfected. That is a doubtful proposition. Under 11 U.S.C.
§ 547(e)(1)(A) "a transfer of real property ... is perfected when a bona fide purchaser of such
property from the debtor against whom applicable law permits such transfer to be perfected
cannot acquire an interest that is superior to the interest of the transferee." Assuming the
assignment of rents was based on the recorded deed of trust, the recording would perfect the
security interest not only in the real property but also the rents and profits as against a subsequent
bona fide purchaser. Furthermore, under 11 U.S.C. § 547(e)(2), the transfer takes place at the
time it is perfected. Perfection occurred as a result of the recording of the deed of trust. Although
conditional in the sense that the borrower has the right to utilize the rental income prior to
default, that does not mean it is not perfected as that term is usedunder 11 U.S.C. § 547. It really
is no different than the right to use proceeds of the sale of inventory under Article 9 in the

46 Saline State Bank v. Mahloch, 834 F.2d 690(8thCir. 1987).

47 88 B.R. 261 (Bankr. CD. Cal 1988).

48 793 F.2d 1436 (5th Cir. 1986).

49 62 B.R. 24 (Bankr. 9thCir. 1986).

15 2347764.1



ordinary course of business, prior to default. No one has suggested that that security interest is
not perfected, even though contingent on a future event as far as the right to receive the proceeds.

For many years, if not decades, lenders have been trying to persuade courts that the
lenders' rights to rents received by the borrower are not affected by a borrower's bankruptcy.
See In Ventura-Louis Properties. 490 F.2d 1141 (9th Cir. 1994). Some courts have ruled that if
the language of the assignment clearly indicates that the parties intended the assignment of the
rents to be absolute, then such rents do not become property of the estate. Sovereign Bank v.
Schwab. 414 F.3d 450 (3rd Cir. 2005).

Other courts, however, look to the underlying economic substance of the transaction and
if they find that the debtor retains some interest in the rents (such as the right to receive rents
upon the payment of the loan), then such rents are property of the estate of the debtor. In re
Ventura-Louis Properties, supra; Cavros v. Fleet National Bank. 262 B.R. 206 (Bankr. D. Conn..
2001); Lyons v. Federal Savings Bank. 193 B.R. 637 (Bankr. D. Mass. 1996).

Recently, the Bankruptcy Court for the Southern District of Tennessee addressed the
"absolute assignment" vs. assignment but for the purpose only of additional security. In re
Senior Housing Alternatives, 444 B.R. 386 (Bankr. E.D.Tenn. 2011). Despite loan and security
documents heavily laden with language and terms ostensibly in support of an absolute
assignment (making the ongoing rent payments not part of the bankruptcy estate), the Court
instead looked to a law review article, "Still Crazy After All These Years: The Absolute
Assignment of Rents in Mortgage Loan Transactions," 59 Fla. L.Rev. 487 (2007) which isolated
six factors which courts have identified as reasons to hold that an assignment is one intended for
security. These factors are:

1. The assignment is given in connection with (and only because of) a related real
estate loan.

2. The borrower is typically permitted to collect rents before default although the
borrower may be required to apply the rents for property expenses and debt
service but excess rents are freely at borrower's disposal.

3. The lender is not entitled to collect rents before default.

4. The rents lender collects must be used for property expenses or debt service and
are not at lender's general disposal.

5. The borrower retains the risk of nonpayment of rents by tenants.

6. The assignment of rents terminates upon the full payment of the debt.

The Court concluded that since under the assignment the borrower retained an interest in the
rents upon payment of the underlying debt, such interest was sufficient to make the rents
property of the estate within the meaning of 11 U.S.C. § 541.
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EXHIBIT B



RULE 4001-4

First Day Motions

(a) Advance Courtesy Copy to U.S. Trustee. Except as the Court may otherwise direct
before or after the fact, and in addition to the service required by the Federal Rules of
Bankruptcy Procedure, Local Rules and case law, for any motion for which an
accelerated hearing is sought within the first 30 days after the filing of a chapter 11
petition (e.g., a "first day motion"), the debtor or other movant shall provide the Office of
the U.S. Trustee at least 24 hours' advance notice of the nature of the case, the nature of
the relief to he sought, and the proposed timing of the hearing, and shall provide the
Office of the U.S. Trustee private courtesy copies of drafts of all such motions as soon as
they are in substantially final form. Such advance notice and courtesy copies are required
even if this means they must be provided before the petition is filed. The U.S. Trustee
shall keep such advance notice and courtesy copies confidential until the case is filed.

(b) Conspicuousness Requirements for First Day, Cash Collateral and Financing
Motions. In any such motion, any motion for use of cash collateral pursuant to Code §
363, and any motion for postpetition financing pursuant to Code § 364, the first or second
paragraph of the motion shall conspicuously state whether any of the followings kinds of
relief is sought and, if so, identify the pages of the motion and the attached exhibits that
support such relief:

(1) Granting a prepetition creditor a lien or security interest in postpetition assets in
which the creditor would not otherwise have a security interest by virtue of its prepetition
security agreement and applicable law, other than replacement liens in the same kind of
collateral as the creditor had prepetition, in order to obtain the use of that creditor's cash
collateral (sometimes known as "cross-collateralization");

(2) Findings, conclusions, holdings or orders as to the amount of a secured debt or the
validity, perfection and scope of the security interests securing such debt, that purportedly
affect the rights of the estate or anyone other than the debtor in possession and the
secured creditor;

(3) Release, waiver or abandonment of claims, setoff rights, surcharge rights, avoidance
actions and subordination actions against a secured creditor, or findings or stipulations
that no such rights exist, that purportedly affect the rights of the estate or anyone other
than the debtor in possession and the secured creditor;

(4) Granting of liens or security interests against rights and actions arising under Code §§
544, 545, 547, 548 or 549;



(5) The use of funds derived from postpetition financing to pay all or part of a prepetition
secured debt, or a provision that deems prepetition secured debt to be postpetition secured
debt, other than as permitted by Code § 552(b);

(6) Granting surcharge or "carve-out" rights to a debtor's professionals without providing
equivalent treatment to professionals engaged by an authorized committee, or any
restrictions on the surcharge or carve-out rights granted to such professionals other than
the requirement for Court approval of the fees or expenses (e.g., a restriction against
investigating or pursuing causes of action against the secured creditor);

(7) Payment of prepetition wages, salary or other compensation to an employee in an
amount in excess of the Code's priority amount, payment of any severance or vacation
pay earned prepetition, or payment of any officer's, director's, insider's or equity
holder's prepetition wages, salaries, commissions, benefits or consulting fees; and

(8) Priming any secured creditor under Code § 364(d) without that creditor's consent.

(c) Limited Scope of Interim Relief. Absent extraordinary circumstances, the Court
will ordinarily not grant such a motion that includes any of the provisions listed above on
an interim or accelerated basis, and such provisions may be excluded even from "final"
orders issued after 14 days' notice, unless an official creditors' committee has had
sufficient time to be appointed, organize, engage professional(s), and analyze and
investigate the requested relief with the advice of such professional(s).

(d) Reconsideration of Interim and First Day Orders. On any motion for
reconsideration filed within 30 days of receipt of notice of the entry of the order granting
such a motion on shortened notice, the burden of proof with respect to the
appropriateness of the relief shall remain on the debtor or other movant notwithstanding
the entry of such order, the extent of funds necessarily and irrevocably expended in
reliance on such order



EXHIBIT C



CASH COLLATERAL PROCEDURES

Judge James M Marlar

Cash collateral matters are the most critical "first day" or early motions. The Court will
set these matters as quickly as it can, sometimes on the same day. The moving party
should provide a proposed BUDGET (short-term) for the secured creditor's review. The
parties should confer on the budget, if possible, prior to the hearing. Orders concerning
cash collateral will be promptly entered.


