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APPEARANCES: {Continued)

For Jeffrey S. Kaufman; Jeffrey Kaufman
Kaufman Family Living Trust JEFFREY 5. KAUFMAN, LTD.
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Kaufman; The Samuel W. Scottsdale, AZ 85250
Kaufman Living Trust:

Proceedings recorded by electronic sound technician, Sheri
Fletcher; transcript produced by A/V Tronics, Inc.
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2:13 p.m.
THE COURT: Well, I have some findings of fact and

conclusions of law to make, but I won't hold you in suspense
and go right to the bottom line. I'm going to approve this
settlement as to University & Ash and deny it as to Roosevelt
Gateway I and II.

First of all, let me note that I find no evidence
that the debtor negotiated this deal or agreed to it with its
own interests paramount, or indeed even that its own interests
were aven considered. There is simply no evidence to suggest |
that the debtor negotiated this deal with anything other than
its investors' inhterests in mind.

Let me go to the authority issue. First of all, I
agree that the authority must have been given in the agency
agreement or subscription agreement, not at least alone in the
loan documenté, unless they are expressly incorporated in the
agreements the debtor made with its investors. But I find thaﬁé
the authority existed at least with respect to most investors
in agency paragraph 1(b){7) and 1(b)(9). I also find it rather;
clearly in paragraph 5 of the investor subscription agreement
that was culled from Exhibit 5, Pardon me, Exhibit A,
paragraph 5.

Almost no discussion about, but it looks pretty
clearly that it gives the authority to modify the loan terms

and that the limitaticn on authority was only on the kinds of
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loans in which Mortgages Ltd. could put the investor. That was
the primary limitation on authority that was imposed there.

What if some investor did expressly withhold the
authority to modify loan terms after they were made? I have td
conclude that that, at most, could give rise to a right of
rescission, a right to be bought out of that lean. I don't see:
how it possibly could have been in contemplation of the
parties; that is, Mortgages Ltd. and the investor; that by one
investor checking a box saying I don't give you that
discretion, that investor understood that gave him a veto power
as to Mortgages Ltd.'s ability to deal with its loans with
respect to all of the other investors. And yet that's what the
argument would have to -- seems to me that's what the argument
would have to lead to that conclusion, that if Mortgages Ltd.
just had one investor said I'm withholding that authority, both
parties had to have understood that well, that-means.Mortgaqesi
can't deal witﬁ its own loans. And I simply don't think that
was in the contefiplation of either of the parties.

Indeed, it's kind of contrary to the very premise of
some of the objectors that this was in fact a gsecurity under
the Howey standards, because I believe most investors were
investing in Mortgages' ability tec manage these loans. And to
suggest that in fact it was nothing mere than an agency
agreement like, for example, if you went out and hired

TranshAmerica to act as escrow agent to collect the loan

A/VYTRONICS, INC.
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payments, that may not have been the security, but the parties
here knew they were investing in Mortgages Ltd.'s ability.

And to suggest that one or a handful of investors
could éay you have no authority to exercise your ability
because I withheld it even with respect te other investors, I
just don't think that could have been the iritent. It must have
meant, as in fact the testimony was, in actual practice it
gives rise to a right to be bought out. Which as I noted and I
asked specifically for argument on this point, doesn't that
merely give rise to a claim in the bankruptcy case by that
investor, a claim that in effect they already have? Perhaps
the issue of authority should have been addressed more up
front, perhaps under the context of the knotty issue of whether
it's a 365{c) (1) or 365(e){2) issue. But that hasn't been
done, and unless and until it is done I think the authority
continués to exist in the debtor once it files.

and indeed in that regard I think the agency argument
really proves too much. Under common law, certainly for powers
of attorney, but I think imost agency of powers would terminate
upon at least the filing of bankruptcy by the agency, by the
agent. Maybe upon insclvency even without a bankruptcy. Bul
if that were the case, then no debtor in possession could ever
exercise agency authority. And in fact no debtor in possession
whose job it is to be an agent could be a debtor in possession.

and if that were the case, I would think we would either find

A/VYTRONICS, INC.
E-Raportiog sud E-Transcripion
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them excluded from being able to filé a Chapter 11 and gqualify
as a debtor in possession, or at least there would have been
substantial case law on why such entities cannot function as
debtor in possession.

- Those are my reasons why I beligve the authority
exists -- existed and continues to exist it the debtor in
peoasession. I do agree, of course, it has to be exercised with
the interest eof investors and creditors primarily in mind,
because there is also that fiduciary duty.

As to the business judgment standard, first of all, I
find that this deal in effect is a hope certificate. But maybe
all the counsel here don't realize that that's a technical term
of art. It's one of those you do not find in the bankruptcy
code, but is well known to bankruptcy lawyers. What is a hope
certificate? That's what a debtor in possession offers his
secured creditors as to how they're going to get paid under the
debtor's plan, only we kind of got to reverse roles here. For

that analogy to apply here we have to say if University & Ash

were in bankruptcy, sort of the ordinary circumstance, it's the
debtor in bankruptcy, not the lender.

If University & Ash were the debtor here and
University & Ash proposed a plan for its secured creditor,
Citibank, you've got a deed of trust on my land and here's how
I'm going to pay you. First of all, nothing for four years.
Then after that, if I can develop it, you will get some

|
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payment.. That's what a hope certificate is. &nd I certainly |
believe it would not be confirmed, at least over the objection
of the lender. The term hope certificate isg intended to be a
pejorative. 8o if that were the issue before me, could this
deal be approved under a University & Ash plan of
reorganization? I think the answer clearly is no. So why
isn't that dispositive here? It's because this is not just a
proposal to settle University & Ash's secured debt. It is also
settlement of substantial litigation.

I do believe and find that neither Mortgages Ltd. non
its pass-thru investors or pocl investors would be able to
foreclose against this property in the foreseeable future giveﬁ
the substantial litigation exposure arising from Mortgages'
failure to fund. And even if they did, I believe their

recovery could very well be zero after taking into account the

kind of damages University & Ash could prove as a setoff.

What the settlement is about is is it & reasonable |
settlement to avoid that litigation. And I conclude that it iﬁ
reasonable to settle that potential litigation while preserving
a very substantial portion of the debt. and the security
interest, but entirely avoiding that litigation risk, even
though to a relatively small extent Lhe security interest could
be subordinated without either the investors' consent or a
ruling by an arbitrator.

I do think it's fair, the deal terms that allow for

A/VYTRONICS, INC,
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equity investor to come in or subordination for a significant,
more than $100,000 mezzanine loan or construction loan, with
the consent feature that is built into the plan. And I do
think that any arbitratorx or arbitrators would find if you're
being asked to walk away from your security interest with yet
another hope certificate, no arbitrator would approve that as
being commercially reasonable.

So in other words, it's only goeing to be if you have
a very realistic and concrete plan on the table that you're

asked to subordinate is an arbitrator going to Eind its

commercially reasonable. And in light of that and the

avoidance of the litigation risk, I think that is well within
the zone of reasonableness under the case law interpreting when
settlements can be approved in bankruptcy.

However, that same litigation threat does not exist

as to Roosevelt I and II., I do not find any evidence of such &

litigation risk as to Roosevelt I and 1I. As I understand it,

those loans were fully funded. I question whether Roosevelt I

and II would even have standing to raise in some litigation
attempting to preclude foreclosure the fact that the University
& Ash loan was not funded. Consequently, I find no litigation
threat as to Roosevelt I and II. And because of that, and
because the term is even more of a hope certificate as to them,
I don't think this settlement can be approved as to the

debtor's agset in Roosevelt I and II or the investors in

A/VWTRONICS, INC.
E-Reparting and E-Tranteription
Fhoenlx (602) 263-0541 » Tubson {520) 403-8024
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Roosevelt 1 and II.

I do recognize that, from the perspective of the --
let me call them the University & Ash principals -- this is a
business deal. And the business deal relies on, to some
extent, all three parcels. And I do understand their position
at least that they wouldn't do the deal for University & Ash
unless Roosevelt T and II were included in it. And that may be
the case, They may, when I'm done here today, say well, he
didn't approve the deal we had, we're walking. And that may
be. But as to whether I can approve it as to Roosevelt I and
II, I don't think I can because I don't see the litigation risk
there. Moreover, I don't understand that there is any imminent
Fry's deal as to Roosevelt I and II that would require any such
settlement to be done now. In other words, no need for a
settlement as to Roosevelt I and II being done prior to a plan
of veorganization in this case.

And in fact, I even question whether, in any sense,
University & Ash doesn't get the full benefit of its bargain,
both the original bargain and the settlement part, because

simply because I approve the settlement only as to University &

Ash does not preclude this deal from being done as to Roosevely

I and II. And since the Roosevelt I and II loans were fully
funded, those entities got their original benefit of the

bargain.

They borrowed money and they acquired land with it,

A/VYTRONICS, INC.
E-Reparting and E-Tr ripti
Phoenix (601) 163-0585 « Tixcson (320) 403-3024
Deanver (303) 634-2195
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and they've still got the land and they have other oplions.
They can pay off the deed of trust, they can refinance, or they
can renegotiate the terms of their loans with the debtor. Aand
simply because the settlement today is not approved as to them
and Frys isn't walking away as to them, I don't see any reason
why those further negotiations can't go on. But whatever deal
has to be made, has to be fair in light of the investors in

Roosevelt I and II. And when you take out the litigation risk

43

and all you have left is a hope certificate, I don't think 1t'4

fair it could be approved.

And that's why I come to my conclusion that if it caj
be done, the settlement is approved as to University & Ash and
not as to Roosevelt I and II. And that's my ruling and

concludes this hearing.

{End of Portion Designated for Transcription)

I certify that the foregoing is a correct transcript

from the record of proceedings in the above-entitled matter,
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