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FILED 
UNITED STATES BANKRUPTCY COURT DEC 9 2004 

B UNITED STATEs 
!'Oii T~Z~iATgf couRT 

OF ARIZONA 
IN AND FOR THE DISTRICT OF ARIZONA 

lnRe 
Chapter 11 Proceedings 

THE LEES CHILDREN L.L.C. Case No. 02-04-BK-12039-PHX-CGC 

Debtor. 

I. INTRODUCTION 

UNDER ADVISEMENT DECISION 
RE: DEBTOR'S MOTION FOR 
POST-PETITION FINANCING 

12 Debtor Lees Children LLC ("Debtor") has filed a motion seeking authority to borrow up 

13 to $500,000.00 secured by a priming first lien on the Paradise Valley home that is Debtor's sole 

14 asset. Barbara Lees objects. On November 29, 2004, the Court held an evidentiary hearing and 

15 took the matter under advisement. For the reasons stated below, the Court denies the motion. 
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u. BACKGROUND 

Debtor is an Arizona limited liability company. Its managing member is a tmst of which 

two children of Nicholas and Barbara Lees are the beneficiaries. Nicholas Lees is a debtor in 

another currently pending bankruptcy proceeding; Nicholas and Barbara Lees are divorced. 

Barbara Lees was the original trustee of the trust and the manager of the LLC. The 

Superior Court of Arizona, in probate proceedings, removed Ms. Lees from both of those 

positions and appointed Marlene Appel, a lawyer experienced in probate and guardianship 

matters, in her stead. Ms. Appel caused this bankruptcy to be filed. 

Debtor owns one asset of value, a 2.35 acre lot and house located on Solano Drive on the 

north side of Camelback Mountain in Paradise Valley, Arizona. All parties agree that the current 

value of the house is at least $2.1 million. It is currently encumbe1cd by a 1i1sllien in favor of 

Washington Mutual for approximatley $600,000.00. The present motion seeks to prime 

Washington Mutual with a new loan of up to $500,000.00. Washington Mutual has consented to 



having its secured position primed conditioned upon it receiving adequate protection in a form 

2 and manner it has negotiated with Debtor. 

3 D~:bLor inhially ~ought posl-pelition financing in the amount of $2:50,000.00. At a 

4 previous hearing, the Court found that inadequate notice had been given to Washington Mutual 

5 and directed the Debtor to give such notice promptly. Once Washington Mutual became 

6 engaged in the process. terms and conditions of adequate protection were negotiated. The 

7 proposed use of the proceeds is as follows: 

8 1) $100,000.00 to bring Washington Mutual current and to establish a payment 
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2) 

3) 

4) 

5) 

6) 

reserve for approximately 6 months; 

$90,000.00 to establish a reserve for the post-petition lender and to pay loan 

expenses; 

$120,000.00 in additional reserves (for unknown or unexpected expenses); 

$25,000.00 for insurance; 

$125,000.00 for legal accounting and appraisal expenses; 

$35,000.00 to address the property's vi~lations of the Town of Paradise Valley 

codes and to hire consultants needed to complete due diligence and evaluation 

with respect to the alternatives available for the property; 

7) $2,000.00 for United States Trustee's fees. 

As originally requested and noticed, Debtor sought only $250,000.00; that was changed 

through a "supplement" that was subsequently filed. As originally presented at the hearing, the 

terms ofthc loan would be as follows: 

1) Interest rate prime plus 1 0%, compounded daily; 

2) Facility fees 4% of the loan amount ($20,000.00); 

3) Prepayment penalty equal to interest on loan amount for full term; 

4) Extension fees I% for 30 day period after term 

5) Default rate JHime plus 19%; 

6) Reimbursement of all expenses. 
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Thus. the cost of the funds. as originally presented. would be $20.000.00 in commitment 

fees, approximately $75,000.00 in committed interest payments and legal tees. These amounts 

total roughly $100,000.00. Therefore, under the loan as originally presented, $1 UU,UUO.OO of the 

$500,000.00 proceeds would be used to pay fees, interest, and expenses back to the lender. 

After questions were raised at the hearing as to the high cost of the money, Debtor 

negotiatecl with the lencler cluring a court break for conce~<inn< on the fix"'d fee mnount. As a 

result of those negotiations, Debtor represented on the record that the lender had agreed to reduce 

the pre-payment penalty to 90 days of interest on $250,000.00 or the amount actually borrowed, 

whichever is greater. This would reduce the committed interest to approximately $10,000.00 

from $75,000.00. Of course, if the full $500,000.00 were borrowed for the full term, the interest 

due would be approximately $75,000.00. 1 

Everyone agrees that the house is in poor condition and is currently uninhabitable. There 

have been numerous violations cited against the property by the Town of Paradise Valley that 

need to be addressed quickly. No more than $35,000.00 has been set aside for this purpose, 

however. 

According to Ms. Appel, the loan is needed because the estate is totally without f=ds. 

She alleges that this has resulted from the "looting" of the LLC by Ms. Lees when she was 

manager. As a result, although Ms. Appel has been in control of Debtor for nearly a year, she 

argues that she has been unable to do the kind of due diligence necessary for her to decide how 

best to maximize the value of the property for the benefit of the estate. Out ofthe fees for legal 

and other expenses, ohc proposes to pay appruximatdy $25,000.00 tu a ,!;O:IIt:ral contractor, 

architect, engineer and other specialists to advise on how best to maximize the value. 

At the hearing, Ms. Lees presented testimony from a developer who specializes in 

building custom homes in the high end market as well as a realtor who has specialized for the last 

thirty years in the same market niche. 

All parties seem to agree that Ms. Appel is faced with a limited number of chOices. She 

1These are rough calculations based upon prime rate at approixmately 5%. 
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could sell the property as is, yielding basically the land value of approximately $2 million. She 

could tear down the house and "scrape" the land, preparing it for sale as a lot, thereby controlling 

th<: o.:ost of the uc;mulitiun anu removal. She could remodel the house to improve its overall 

value. Finally, she could build a new house up to current luxury home standards on the property, 

thereby potentially raising the value significantly. 

As Ms. Appel puts it, her dilemma is that she does not know which of these alternatives is 

best until she can engage the experts to advise her, and she cannot engage the experts to advise 

her until she has the funds to do so. As a result, this case has stalled for approximately one year. 

In addition, Ms. Lees has claimed a leasehold interest in the property that has clouded the title. 

This has heen the subject of separate litigation in probate court where currently a preliminary 

injunction is in place harrine Ms. T .ees acce•• to th" property. At the hearing, Ms. Lees agreed 

that the house could be sold free and clear of liens and other interests and that. her lease claims 

would attach to the proceeds. Thus, the existence or nonexistence of the lease is no longer a bar 

to the sale of the property. 

Ms. Lees filed a motion to compel the trustee to sell the property. She has produced a 

buyer who has offered to pay 94% of the average of three appraisals of the property in "as is" 

condition. Previously, Ms. Lees stated that she would consent to such a sale free and clear of her 

lease interest only if the purchaser were Mr. Gray; at the hearing, she removed that condition. 

Mr. Gray consented to the property heing sold at auction so long as the time period was limited 

to 30 or 45 days. 2 

Both of the witnesses testified that construction costs for u new house on the lot would be 

no less that $250.00 a foot and that the expected return would be in the vicinity of $500.00 a foot. 

However, Mr. Davis, the real estate agent, testified that the market for houses in excess of$5 

million in Paradise Valley is very thin at the moment and that only 4 or 5 houses have sold in the 

last year. Of 45 houses listed at $4 million or above, only 14 have sold. In order to build a 

27 2Mr. Gray has agreed that Ms. Lees and her two girls could continue to rent the house 
until they finish school. 
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house up to current standards, the estate would have to borrow a substantial amount of money 

probably around $2.5 million- against the possibility that the house could be sold in a 

reasonable period of time after completion to justifY the additional retwn to the estate. This 

scenario is further complicated by the strict procedures in place in the town of Paradise Valley 

for obtaining the necessary approvals and permits, including the fact that the lot is subject to the 

hillside ordinance and review process. 

Ms. Appel testified that she was advised that renovations could be made to the house with 

an approximate budget of$750,000.00. However, there was no evidence directly from a witness 

with knowledge on this subject. 

In summary, therefore, the situation is as follows. Ms. Appel wants to borrow 

$500,000.00, ofwhic.h a maximum nf$15,000.00 wnuld be spent actually improving the 

property. Those improvements would be limited to what is necessary to satisfY the inspectors of 

Paradise Valley. The primary focus of the borrowing is to obtain the $25,000.00 needed to hire 

the necessary consulting experts. Ms. Appel asserts that she is unable to make an informed 

decision on what to do in the absence of hiring the experts but that she expects she could get a 

response from them within 30 days. 

As a general rule, the Court will defer to the trustee or debtor-in-possession on matters 

involving business judgment where that judgment has been exercised within reasonable bounds. 

Based on the record in this case, the Court concludes that borrowing this amount of money on 

these terms for these uses is not a reasonable exercise of the business judgment of the debtor-in­

possession. The Court is not convinced that there are not less expensive alternatives available to 

achieve the results requested. Even at the lower numbers, the fees and expenses to be incurred 

for this Joan are substantial and significantly exceed the amount of money that would be actually 

used for the purpose stated- obtaining the due diligence. The Court fully acknowledges the 

"chicken and egg" problem that exists here but cannot find that a loan of this size for these 

purpust:s ~;an be justilit:u. This wndusiun is based upun three things: 

I) The amount, price and terms of the Joan; 
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2) The unlikelihood that a remodel solution at a reasonable price would produce a 

significantly large enough incremental return to the estate to be a reasonable 

alternative; and 

3) The fact that the "tear down and rebuild" scenario would, even under the best of 

circumstances, involve enormous risks for the estate, could be subject to 

substantial delays, would always be subject to market risk on the resale of the 

property, and would put the estate at unreasonable risk. 

Therefore, the motion will be denied without prejudice. Ms. Appel has 30 days 

within which to present a new scenario for performing the due diligence she believes is 

necessary. If such a scenario cannot be presented within 30 days, the Court will hold a continued 

hearing to detem1ine if the motion to compel sale of the property should be granted. The Court 

notes that, in the absence of substantial new facts to the contrary, the Court would be inclined at 

that point to grant such a motion. 

So ordered. 

DATED: 

COPY of t~egoing sent via facsimile and/or 
mailed thil~ day of December, 2004, to: 

OFFICE OF THE U.S. TRUSTEE 
230 North First A venue, 2"" Floor 
Phoenix, Arizona 85003 

Shelton L. Freeman 
DeCONCINI McDONALD YETWIN & LACY, P.C. 
2025 North Third Street, Suite 230 
Phoenix, Arizona 85004 

Daniel P. Collins 
COLLINS MAY POTENZA BARAN & GILLESPIE, P.C. 
201 North Central Avenue, Suite 2210 
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Phoenix, Arizona 85073 
Attorneys for Barbara Lees 

Steve Brown 
STEVE BROWN & ASSOCIATES, LLC 
1440 East Missouri, Suite 185 

4 Phoenix, Arizona 85014 
Attorneys for Maureen Gaughan 
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Paul Theut 
THEUT THEUT & THEUT PC 
5150 North 16'h Street, Suite A-222 
Phoenix, Arizona 85016-3803 

8 Philip H. Whitaker 
STEGALL KATZ & WHITAKER, P.C. 

9 531 East Thomas Road, Suite 102 
Phoenix, Arizona 85012 

1 o Attorneys for Dr. Chen 
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Washington Mutual Bank, F.A. 
P.O. Box 25321 
Santa Ana, California 92799 

/) 

7 


