I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

I N RE: ) I n Proceedi ngs
) Under Chapter 12
THEODORE C. ZURLI ENE and )
| RENE B. ZURLI ENE, ) ) No. BK 88-30422
Debt or (s). )
EAGLE BANK, )
)
Plaintiff(s), )
)
V. ) ADVERSARY NO. 88-0186
)
COVMMUNI TY BANK OF )
TRENTON, THEODORE C.
ZURLI ENE and | RENE B. )
ZURLI ENE, )
)
Def endant (s) . )
O RDER

This matter is before the Court on an Amended Conplaint to
Det erm ne Secured Status and to Avoi d Al l eged Security Interest filed
by Eagle Bank®! ("Eagle") against Comunity Bank of Trenton
("Community"). Also before the Court is debtors' objection to
Community's proofs of claimin which debtors have adopted the
al | egati ons containedin Eagl e' s anended conpl ai nt. Eagl e and t he
debtors all ege that Conmunity's three proofs of cl ai magai nst the
bankr upt cy estate (which, coincidently, are clai mnunbers 1,2, and 3)
are unsecured.

Proof of Claim#1

I n proof of claim#1 , Community requests $133,975.65 plus

lEagl e Bank is now known as Landmark Bank of Highland. In this
Oder it will be referred to as "Eagle" in order to avoid any
conf usi on.



interest accrued from May 24, 1988 (the date debtors filed their
bankruptcy petition) plus attorney's fees. The cl aimi s based on a
$112, 200. 00 prom ssory not e dat ed June 12, 1986 pl us $21, 775. 65 worth
of interest accrued prior tothefiling of the petition. The June
12, 1986 prom ssory note was a renewal of a previ ous note, which was
itself arenewal and conbi nati on of several prior notes, sone of which
wer e al so renewal notes. Acopy of the June 12, 1986 note i s attached
to proof of claim#1.

Al so attached to the proof of claimare copies of a UCC-1
financing statenent dated Novenmber 25, 1969, and three UCC-3
conti nuati on statenments dated Cct ober 4, 1974, August 9, 1979 and July
11, 1984, respectively. The financing statenent, which was recorded in
the St. Clair County Il linois Recorder of Deeds office, covers the
following itens of property:

Any and all farm crops whether grow ng or

harvest ed, produced [sic], equiptnment [sic],

machi nery, livestock or other personalty now

owned or hereafter acquired in any nanner,

including but not limtedto raising, purchasing,

gi ft or bequest and t he accessories, increases,

i ngredi ents, proceeds and products thereof. Farm

crops | ocated on t he Theodore Zurliene farm All

steers, heifers, calves, present and future.
The June 12, 1986 prom ssory note makes reference to this financing
statement and to the July 11, 1984 continuation statenment.

The June 12, 1986 note is on a pre-printed "proni ssory note and

security agreenent” form By checking alternative boxes onthe form

a |l ender can sel ect froma vari ety of options for securingthe note.

For exanpl e, subsection (e) of the form whi ch was not checked on the



June 12, 1986 prom ssory note, states: "If checked, this noteis not
further secured.” Another box on the formis the one opposite
subsection (g). That subsection states: "If checked, thisnnoteis
secured by the Security Agreenent hereafter and Borrower hereby grants
tothe |l ender a Security interest under the UniformConmercial Code in
the foll ow ng described Coll ateral .” The subsection then lists
several categories of collateral, such as inventory, equi pnment, farm
products and so on. Each category i s preceded by a box and fol | owed by
a brief generic description of the collateral to be secured. The
subsecti on al so has a space for the listing of additional coll ateral.
None of t he boxes i n subsection (g) of the June 12, 1986 prom ssory
not e wer e checked and t he space for listing additional collateral was
| eft bl ank.

The only box in the security section of the June 12, 1986
prom ssory note whi ch was checked was t he one opposi te subsection (f)
which states: "If checked, this Note is secured by a separate

Fi nanci ng Statenent dated 11-24-69filedfor recordinSt. dair Co. as

Fil e #B78884 & Cont[inuation]. St[atenent]. dated 7-11-84 as #Bl 84477. "2

It is undi sputed that Conmunity and the debtors never executed a
separate security agreenent in connection with this |oan transacti on.
Eagl e argues, inter alia, that Comunity's clai m#1is unsecured
because a security interest cannot exist inthe absence of a security
agreenent. Inresponse, Community argues that a separate security

agreenent i s not necessary because readi ng t he prom ssory not e t oget her

2The underlined portions represent typewitten additions to this
section of the note.



wi th the financing statenent shows that debtors i ntended to gi ve and
Community i ntended to obtain a securityinterest inthe coll ateral
listed on the financing statenent.

Section 9-203(1)(a) of the Illinois Comrercial Code ("ICC")3
provides in pertinent part that "a security interest i s not enforceabl e
agai nst the debtor or thirdpartieswithrespect tothe collateral and
does not attach unless: (a) ... the debtor has signed a security
agreenent which contains a description of the collateral...."
"Security agreenment” is defined by | CC89-105(1) as "an agreenent
whi ch creates or provides for asecurityinterest.” |CC81-201(37)
defines "security interest” as "aninterest in personal property or

fixtures whi ch secures paynent or performance of an obligation.” These

provi sions indicate that a security interest cannot exist in the

absence of a security agreement. Inre Martin G indi ng and Machi ne
Works, Inc., 42 B. R 888, 891 (Bankr. ND. Ill. 1984), aff'd 793 F. 2d
592 (7th Gr. 1986); Allis Chal ners Corp. v. Staggs, 117 111. App. 3d
428, 453 N.E. 2d 145, 148, 72 1ll. Dec. 840, 843 (1983).

The purpose of a financing statenment is to put creditors on
notice that a party may have a perfected security interest inthe
descri bed col | ateral and that further i nquiry may be prudent. Martin

G inding, supra; Mtchell v. Shepherd Mall State Bank, 458 F-2d 700,

704 (10th Gr. 1972); Allis-Chal ners, supra; Interstate Steel Co. v.

RammMg. Corp., 108 I111. App. 3d 404, 438 N. E. 2d 1381, 1385, 64 111.

Dec. 62, 66 (1982). Afinancing statenment cannot serve as a security

SThe ICCis the Illinois version of the Uniform Comercial Code
and can be found at Chapter 26 of the Illinois Revised Statutes.
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agreenent absent | anguage i nthe statenment whi ch woul d constitute a

grant of a security interest. Mtchell, supra. See also In re

Canbri dge, 34 B.R. 88, 89 (Bankr. WD. M. 1983); Matter of H. L.

Cenent Co., 12 B.R 165, 168 (Bankr. WD. Pa. 1981).

Inthe present case, the Novenber 24, 1969 fi nanci ng st at enent
simply lists the collateral that all egedly secured the i ndebt edness.
There is no indication in the | anguage of either the financing
statenment or the subsequently filed continuation statenents that
debtors granted Community a security interest inthecollateral |isted
t herein.

Comrunity urges the Court to use the "Conposite Docunent” t heory
tofindthat a security agreenent exists. Under the Conposite Docunent

t heory (whi ch was adopted by the Seventh Grcuit i nWanbach v. Randall,

484 F.2d 572 (7th Cir. 1973)), a party may prove t he exi st ence of a
security agreenent through all docunentation surrounding a | oan

transaction. See Inre Data Entry Service Corp., 81 B.R. 467, 469

(Bankr. N.D. Ill. 1988). Therefore, this Court nust deci de whet her t he
June 12, 1986 prom ssory note together with the Novenber 24, 1969
fi nanci ng statenent objectively indicates that the partiesintendedto

create a securityinterest. Data Entry Service, supra, citinglnre

Bol linger Corp., 614 F.2d 923, 927-28 (3rd Cir. 1980).

Wil e this Court agrees with Community that nospecific words of
grant are necessary inorder tocreate asecurity agreenent, it also
bel i eves that, in the absence of a separate witten security agreenent,
t here nust be sone | anguage reflecting the parties' desiretogrant a

security interest, inthe docunents surroundi ng the transaction, in
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order to establish the exi stence of a security agreenent under | CC §9-

203. Inre Modafferi, 45 B.R 370, 372 (S.D. NY. 1985); Inre Miurray
Brothers, Inc., 53 B.R 281, 284 (Bankr. E.D. N C. 1985).

In proof of claim#1l, neither the prom ssory note nor the
financi ng stat enent contai n | anguage i ndi cati ng t hat debt ors i nt ended
to grant Community a security interest inthecollateral |listedonthe
fi nanci ng statenment. The note nakes only one, indirect referenceto
t he col lateral in which Community nowclains a security interest. That
reference i s at subsection (f) of thenoteandit indicates that the
noteis "secured by a separate financi ng statenent dated 11-24-69."
This reference is insufficient toshowthe existence of a security
agr eenent because t he fi nanci ng st at enent does not contai n any | anguage
whi ch woul d i ndi cat e t hat debtors had granted Conmunity a security
interest inthecollateral. The financing statenment nerely contains a
listing of the collateral.

Community di sputes this view, arguingthat it places formover
substance. It urges the Court to construe the docunents liberallyto
findthat the partiesintendedtocreate asecurityinterest. It also
argues that there woul d have been no reason for the debtors to have
signed the financi ng statenment# unl ess they had intendedto create a

security interest.

“The Novenber 24, 1969 financing statenment was only signed by
one of the debtors. This fact fornms the basis for another of Eagle's

argunments agai nst Community's proof of claim#1. Still another of
Eagl e' s argunents questions the adequacy of the description of the
collateral contained in the financing statement. In light of this

Court's finding that there is no security agreenent, these other
i ssues need not be addressed.



In addition to being filed for the purpose of perfecting a
security interest after or together with the attachnent of a security
interest, financing statenments nmay al so be fil ed before the attachnent
of asecurityinterest asanoticetothirdparties that asecurity
interest may be clained in the future by the filing party. The
priority of aclaimant's security interest would then date back tothe

date of filing. 1CC&89-312(5)(a); Murray Brothers, supra, 53 B.R at

284. See also, Martin G inding, supra, 793 F.2d at 596-97.

Therefore, since afinancing statenent nmay be fil ed for reasons ot her
t han t he perfection of existing security agreenents, the nere fact that
the parties inthe present case signed and fil ed a financi ng st at enent
does not nean that they intended to create a security agreenent inthe
listed collateral.

The ICC states that its terns are to be construed
liberally, see | CC 81-102(1). Thisreferstothe terns of the Act

itself and not to security agreenents under the Act. Modafferi, supra,

45 B. R. at 370, quoting Inre Broward Auto Brokers, Inc., 11 UCC Rep.

Serv. 402, 404 (Bankr. S.D. Fla. 1972). After rejectingthe "liberal
construction"” argunent, the Modaferri court went on to state:

The UCC s requirenents for the creation of a security
interest are sinple and clearly set forth. It is not
unreasonable to require that a creditor who seeks to
obtain priority over all other creditors conmply with
these mniml requirements as a condition for being
accorded such favored treatnent.

ld., citing Mtchell, 458 F.2d at 704.

I n the present case, Community conm tted what at first gl ance

appears to have been arel atively mnor m stake of not checki ng t he box

7



opposi t e subsection (g) onthe June 12, 1986 prom ssory note. However,
inthe absence of any | anguage on the note or financing statenent
evi denci ng debtors' intent togrant Cormunity a security interest this
Court has no choi ce but to concl ude that Community's proof of clai m#1
IS unsecured.

Proof of Claim#2

I nthe second proof of clai mobjectedto by Eagl e and t he debt ors,
Communi ty requests $74, 831. 16 pl us i nterest accrued fromMay 24, 1988
and attorney's fees. The claimis based on a
$100, 000. 00 | oan made by Community to debtors on July 17, 1981, which
was secured by afirst nortgage ontwo parcels of real estatein St.
Clair County, Illinois.® The |oan has been extended on several
occasi ons and for progressively smaller anounts. The | atest | oan
ext ensi on agreenent, whi ch was subm tted by Community as part of this
proof of claim is for $60,000.00 and is dated March 12, 1986.°

I n March of 1986, debtor Theodore Zurli ene approached Comrunity
about selling aportion of thereal estate securingthe July 17, 1981
nortgage to Jack Faust for $70,000.00. Conmunity agreed and soon
thereafter the property was sold. Leroy Zimrerman, Community's
executive vice-president, agreed that Zurliene could retain

approxi mately $20, 000. 00 of the proceeds of the saletoinstall a

SA second nortgage on this real estate, dated March 9, 1983 is
the basis for Community's Proof of Claim#3. Eagle |oaned debtors
$108, 602.83 on May 3, 1985 which is partially secured by a third
nort gage on the sane real estate.

6$14,831.16 of Comunity's claimis for interest accrued from
March 12, 1986 until the filing of the bankruptcy petition.
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wat er systemon his property. The remai ni ng $50, 000. 00 was paidto
Conmmunity.”’

Subsequently, Conmunity releasedits first and second nort gages
on the portion of the real estate sold by debtors to Faust. The
proceeds of the sal e were applied by Conmunity towards debtors' first
and second nortgages onthe real estate and towards ten commerci al
| oans secured by debtors' personal property. Inthe case of the two
nort gages, only i nterest was pai d and there was no reductioninthe
out st andi ng pri nci pal .

Eagl e cl ai ns t hat t he proceeds of the sal e recei ved by Conmuni ty
shoul d only have been applied to the July 17, 1981 note as debtors
al | egedly had i ntended. Eagl e further clains that all owi ng Comunity
to apply the proceeds towards debts other thanits first nortgage works
an injustice against the debtors, Faust and Eagle.?

The general rule in Illinois regarding the application of
payments nmade by a debtor to a creditor who is owed on severa
accounts is that "the debtor nmay control the application of
payment s made on hi s account, and i f he does not do so the creditor may

apply [then] where he chooses." Liesev. Hentze, 326 111. 633, 639,

158 N.E. 2d 428 (1927). See also Giffin Wellpoint Corp. v.

‘Community states that it received $49,662.28 fromthe sale of
the real estate.

8ariginally, Eagle also alleged that proof of claim#2 was
unsecur ed because the | oan extension agreenment did not include a
future advance clause. However, at the hearing, Eagle conceded that
t he extensi on agreenent, w thout the advance of additional funds, did
not constitute a future advance under Illinois |aw.



Engel hardt, Inc., 92 111. App. 3d 252, 414 E. 2d 941 949, 46 111 . Dec.

888, 896 (1980); Village of Wnfieldv. Reliance Insurance Co., 64 111.

App. 2d 253, 212 N.E. 2d 10, 12 (1965). This general rule w |l not be
applied when it appears that its application wouldwork aninjustice.

Al exander Lunber Co. v. Aetna Co., 296 111. 500, 129 N. E. 871 (1921);

Village of Wnfield, supra.

In the present case, the testinmony of Theodore Zurliene
est abl i shed only that he "i ntended" that the approxi mat el y $50, 000. 00
insale proceeds he gave to Community woul d be applied towards t he
first nortgage. There was no evi dence that he actually told Conmunity
how he want ed t he proceeds to be applied. Additionally, the fact that
debtors consulted with Community prior to the sale to assure the
rel ease of its nortgages onthe real estate in exchange for receiving
part of the proceeds i s not sufficient toshowthat debtors actually
i ndi cated to Conmunity that t he proceeds shoul d be appli ed t owards
their first nortgage. Therefore, under the general rul e regarding
appl i cati on of paynents, Community had the right to apply the proceeds
as it saw fit.

Eagl e, citingAl exander Lunber Co., supra, argues that use of the

general rul e woul d work an injustice because it wouldresult in debtors
owi ng much nore to Community on the first nortgage; | eave Faust with
Eagle' s lien on the property he bought fromdebtors; and | eave Eagl e' s
nort gage behi nd debtors' $75, 000. 00 i ndebt edness t o Comuni ty i nst ead
of behind a $25, 000. 00 i ndebt edness.

The Al exander Lunber case illustrates just how narrow t he

exceptiontothe general ruleis. Inthat casevirtually none of the
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paynents made to a creditor by the debtor for a particul ar job were
applied by the creditor toinvoices onthat job. The court held that
the creditor could not | ook tothe debtor's surety for paynent of debts
i ncurred on that job. Under these circunstances, deviation fromthe
general rul e was justified because ot herw se the surety woul d have been
obligated to pay for debts of the principal whichhadnorelationto

t he contract of surety. TheAl exander Lunber court characterizedthis

result as "so i nequitabl e and unfair as to shock t he consci ence of all
fair-m nded persons.” 296 II1l. at 506.

Inthe present case, Community's application of the sal e proceeds
to several debts owed it by the debtors did not result in any
injustice. Inthe absence of any direction fromthe debtors, Community
was not obligatedto apply the proceeds tothe first nortgage. Debtors
remai n obligated, first to Cormunity and thento Eagle. The fact that
Eagl e i s now " further behind® Conmunity than it woul d have been had al |
t he proceeds been appliedtothe first nortgage i s not aninjustice
that would nmerit an exception to the general rule.

Nor does this Court find persuasive Eagl e' s argunents t hat Faust
was har med by Communi ty' s application of the paynments. Faust hinsel f
isnot apartyinthis matter and Eagl e has not expl ai ned why it shoul d
be able to raise his all egati ons agai nst Conmuni ty when he has not done
so hinmsel f. Furthernore, there was no evidence that the exi stence of
Eagle's |ien agai nst the property was hidden from Faust so as to
prevent hi mfromdi scovering it before he purchased the property from
debt ors.

The Court concludes that there is no reason to depart fromthe
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general rulethat, absent directionfromthe debtor, acreditor may
appl y paynents t o whi chever of debtor's accounts the creditor chooses.
Therefore, the Court will deny the objection to proof of claim#2.

Proof of Claim#3

I nthe final proof of clai mobjectedto by Eagl e and t he debt ors,
Communi ty requests $122,539.92 plus interest accrued si nce May 24,
1988 and attorney's fees. The claimis based on a nortgage® and
separate prom ssory note for $100, 000. 00 dated March 9, 1983 and a
renewal note for $106, 039. 12 dat ed Novenber 4, 1986 pl us $16, 500. 08 i n
i nterest accrued through May 24, 1988. No noney was advanced on t he
March 9, 1983 note and nortgage on the date it was executed. The
entire $100, 000. 00 sumof thi s note and nort gage was di shursed over a
twel ve nont h period after the execution of the March 9, 1983 not e
and nort gage, 1° sai d di sbur senent s bei ng evi denced by si x notes, two of
whi ch were renewal notes. Each of the six notes stated that it was
secured by the note and nortgage dated March 9, 1983.

The si x not es were each renewed several tinmes. Utimtely, all of
t hese notes were consol i dated i nto one note, the nost recent one of
whi ch i s the Novenber 4, 1986 note for $106, 039.12. Each of these
af orenmenti oned notes al so stated that it was secured by t he note and
nort gage dated March 9, 1983.

It isundisputedthat no funds were di sbursed under the March 9,

°This nortgage is a second nortgage on the sane property
securing proof of claim#2. See footnote 5, supra.

°%Fagl e's third nortgage was executed on May 3, 1985, which was
after the $100, 000. 00 secured by Community's second nortgage had been
di sbur sed.
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1983 note and that t he funds t hat were di sbursed after March 9, 1983
wer e evi denced by ot her notes. Eagl e characterizes t hese subsequent
paynments as "future advances."” Thereis no provisioninthe March 9,
1983 nort gage which states that it was gi ven to secure future advances.
Eagl e argues that the failure of the nortgagetoidentify the future
not es and to i ncl ude a future advance cl ause prevents t he nortgage from
extending to secure | ater advances on subsequent notes.

This Court disagrees with Eagle's characterization of the
di sbur senent s made under the March 9, 1983 nort gage as f ut ure advances.
The tot al anpbunt di sbursed inthe subsequent not es was $100, 000. 00,
whi ch equal s t he face amount of the nortgage. The fact that the funds
wer e di sbursed after the nortgage was execut ed does not nake t hem
future advances. No funds were di sbursed over the $100, 000. 00 anount
of the nortgage, therefore, none of the di sbhursenents can be terned a

future advance.

Acase strikingly simlar tothe present case i sPeterson Bank v.

Langendorf, 136 111. App. 3d 537, 483 N.E. 2d 279, 90 111. Dec. 961

(1985). Inthat case, the defendants had obtai ned a $100, 000. 00 | i ne
of credit fromthe bank by si gning a nortgage and note for that anmount
on Decenmber 4, 1979. They di d not recei ve any proceeds upon si gni ng
t he not e and nort gage but, | ater that sane day, one of t he def endants
executed a prom ssory note for $75, 000. 00 and recei ved a cashier's
check for that amount. The $75, 000. 00 note stated that it was secured
inpart by the "Mirtgage and Not e dated 12/ 4/79." On January 4, 1980
anot her note, this one for $15,000.00, was executed by one of the

def endants. The two notes were | ater renewed and conbi ned and t he
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conmbi ned note was itself renewed and was t o becone due on June 10,
1981.

By the due date the bank had only received $45, 000. 00 of its
out st andi ng principal soit comrenced a forecl osure actionto collect
t he remai ni ng anount due. The trial court found that
no funds had been di sbursed by t he bank under t he Decenber 4, 1979
note and t herefore granted t he def endant' s noti on for directed verdi ct
at the close of the bank's case.

On appeal, the lllinois Appell ate Court reversed. It heldthat
the validity of a nortgage does not depend on the immediate
di sbur senment of funds. 483 N.E. 2d at 280, 90111. Dec. at 962. It
also heldthat theintention of the parties tothe nortgage nmay control
even where the nortgageitself istechnically deficient. 483 N E 2d at
281, 90 Ill. Dec. at 963.

The Appel | ate Court rejected the argunent t hat t he $75, 000. 00 and
$15, 000. 00 not es wer e separate transacti ons fromt he Decenber 4, 1979
not e and nortgage. The Court observed t hat t he subsequent notes stated
t hat t hey were secured by t he Decenber 4, 1979 not e and nort gage. It
t her ef ore concl uded t hat t he subsequent notes were part of the ori gi nal
transaction contenplated by the parties when they executed the
nortgage. As a result, the subsequent notes were secured by the
nor t gage.

Asimlar intent of the parties to secure subsequent notes by
reference to the original note and nortgage can be seenin the present
case. Also, inboth cases the funds were not di sbursed until after the

time the note and nortgage were executed. Finally, inneither case did

14



t he anpbunt di sbursed exceed t he f ace anpbunt of the original note and
nortgage. It isclear that Illinois caselawrecognizesthevalidity
of the type of |loan used by Community in proof of claim#3.

Al t hough t he subsequent not es do not represent future advances,
Eagle attenpts to attack Conmunity's claimby reference to the
definition of "future advance" found at Ill.Rev. Stat., ch. 17, 1312-3.
Eagle' s relianceonthis statuteis m splaced because it appliesto
"revol ving credit | oans"* whi ch t he di shursenents i nthe present case
clearlyarenot. Simlarly, Eagle'srelianceonll|.Rev. Stat., ch. 30,
137(a) (the so-call ed future advance statute) is al so m spl aced because
the di sbursenents were not future advances. Accordingly, the Court
finds that the objections to proof of claim#3 are without nerit.

| T I S THEREFORE ORDERED as fol | ows:

Proof of claim#1, filed by Conmunity Bank of Trenton, is
UNSECURED.

The objection to Community Bank's proof of claim#2 is DENI ED.

The objection to Community Bank's proof of claim#3 is DEN ED.

1111.Rev. Stat ch. 17 16405 defines "revolving credit" as "an
arrangenment ... pursuant to which it is contenplated or provided that
the lender may fromtinme to time nmake | oans or advances to or for the
account of the debtor through the nmeans of drafts, itens, orders for
t he paynment of noney, evidence of debt or simlar witten
instrunents, ...which | oans or advances are charged to an account in
respect of which account the lender is to render bills or statenents
to the debtor at regular intervals ... the amunt of which bills or
statenents is payable by and due fromthe debtor on a specified date
stated in such bill or statement or at the debtor's option, may be
payabl e by the debtor in installnments.”
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/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: _March 9, 1989
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