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Inre:

SIGNED.

Dated: November 19, 2007

Mo b gl

JAMES M. MARLAR
U.S. Bankruptcy Judge

IN THE UNITED STATES BANKRUPTCY COURT

FOR THE DISTRICT OF ARIZONA

CARDSYSTEMS SOLUTIONS, INC.,

Debtor.

Chapter 11

N N N N N N

processed credit ¢

ACKGROUND

A. The Pre-Petition Debtor

rdSystems Solutions, Inc. ("Debtor" or "CardSystems™), while it operated,

ctions for financial systems such as Visa, MasterCard, American Express, and

Discover. Its sponsoring bank was Merrick Bank Corporation ("Merrick™).

1

An attempted modification to the plan, filed November 14 and 16, 2007, was disallowed as

untimely and for other reasons reflected by a separate order.
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Sometime in May, 2005, a security breach occurred within the Debtor's secure financial
network, when "unencrypted material was put on its server"”, which caused its entire network of credit card
transactions to seize up. Visa then led the way and terminated its contractual relationship with the Debtor
in late October, 2005. This in turn began a quick and domino-like cataclysm to the Debtor's business,
requiring it to sell its processing assets, and ending in its filing of this liquidating chapter 11.

The collapse of the Debtor's internal security, or the perception of such collapse among and
through the various layers of those connected with settling the ultimate financial losses, led to CardSystems'
inability to continue in business. In one form or another, those who were innocent parties in the ensuing

fear of a financial-loss tidal wave became, on the one hand, creditors of the Debtor and, on the other hand,

e.g., Ex. 3A-3l.)

In order to attempt to salvage some

relief.
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B. The Bankruptcy Case

The Debtor filed its chapter 11 case on May 12, 2006. So far, the case has logged over 500
docket entries. Debtor's counsel has been awarded $512,157.36 in interim compensation for fees and costs.
In addition, accountants for the Debtor have been granted interim compensation of fees and costs of
$81,527.50, while Debtor's special counsel has received interim compensation of $8,599.40. All told, so
far, professionals working for the Debtor have realized $602,284.26, in interim compensation, all work for
a non-operating, liquidating chapter 11 debtor-in-possession.

The theory behind the Code's scheme for allowing a debtor-in-possession to control its own

arfous accounts $2,482 553

Receivables $274,000
Solidus stock Unknown value
Escrow accounts $10,313,761
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(Schedules, Dkt. #6.) The escrow accounts were established in order for the Debtor to provide a convenient
mechanism to resolve disputes with, and repay Merrick for that creditor's estimated future potential losses.
Funds from the sale to Solidus were set aside for such purpose, as a condition for Merrick's agreement to
allow the Debtor to sell off its card-processing assets. (See Schedules, Dkt. #6.) Merrick has filed claims
in the bankruptcy case for approximately $14.7 million. (Ex. 4.)

Inits schedules, the Debtor's CEO, Edward B. Berger, listed the Debtor as having no secured
creditors. Total scheduled unsecured liabilities, while including numerous creditors with "unknown™ debt
obligations, totaled $23,464,113.55. (Schedules, Dkt. #6.)

Initially, the Debtor also filed a list of all of its equity security holders, which included the

following entities or individuals:

Name

Pergéi¥age f Stock

Camden Partners (various)
Kipharts

William Blair Companies (various)

(Dkt. #7.)

eCeived substantial sums within the year prior to bankruptcy:

Shareholder $ 24,494.70

CEO 34,419.70

Former CEO 325,000.00

Shareholder 485,589.69

Linda Ford General Counsel 26,548.63
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Michael Love Shareholder 485,589.67
TOTAL $1,381,642.39

(Dkt. #5, question #3.c.)

During the eighteen (18) months in which this case has been in chapter 11, the Debtor has
proposed four different liquidating plans, but has abandoned the confirmation efforts for all but the current
one. Those plans were filed on May 12, 2006 (Dkts. #13 and #14), October 3, 2006 (Dkts. #114 and #115),
May 31, 2007 (Dkts. #330 and #331), and finally August 3, 2007 (Dkts. #377 and #378).

Besides proposing its various plans, the Debtor has chipped away at various claims that were

some concessions and a few Pyrrhic victories, b

CardSystems' primary legal adversaries

concept. (DKt. #332
As the Debtor's case headed toward finality as to whether its plan could be confirmed, odd
things began occurring with respect to the Debtor's shareholders. In November and December of 2006, the

Debtor's shareholders began filing "Proofs of Interest” with the court, as notices required them to do. In
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those documents, the shareholders consisting of Camden Partners, Kipharts, and the William Blair
Companies, with the exception of Camden, noted that they had exercised their redemption rights. However,
their "Proofs of Interest" did not claim that their status was to be elevated to that of unsecured creditors.
(Dkts. #156, #157, #161-164, and #185-190.)

But, within a month of the commencement of the confirmation hearing, on September 18,
2007, the Debtor's CEO, Edward B. Berger, and the Debtor's attorneys, filed an amendment to the Debtor's
schedules which now maintained that these equity holders were to be transported to the status of unsecured
creditors, due to their "indemnification” and "redemption” rights. (Dkt. #440.) The Debtor went further,

and in the same document, "deleted" the same parties from the list of equity holders:

Name Percentade 4 Stock

Camden Partners (various)
Kipharts

William Blair Companies (various)

to be counted as an accepting class. By removing "former" equity's votes, the group of creditors constituting
Class 5 rejected, rather than accepted, the Debtor's plan.
At the confirmation hearing, Mr. Berger testified that he was surprised to have seen that

equity group attempt to insert themselves into the proceedings as unsecured creditors. Yet, Mr. Berger had
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signed the amendment to the schedules one month earlier which purported to change the equity holders'
status (Dkt. #440). Then, through its attorneys, the Debtor pressed for acceptance of the Ballot Report,
including those stockholder parties as Class 5 creditors, filing the Ballot Report the day the confirmation
hearing began (DKkt. #495).

In May, 2007, one of the Debtor's major creditors, Cumis, filed a motion to appoint an
independent trustee, pursuant to 11 U.S.C. § 1104. Cumis' principal concern was that the Debtor-in-
Possession did not appear to be handling the case in an impartial manner (DKkts. #315 and 316). Cumis was

disappointed that the Debtor had displayed a penchant for overlooking pursuit of preference and/or

fraudulent conveyance actions under 11 U.S.C. 88 547 and 548, by failing to attempt recovery of the $1.2
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C. The Plan and Disclosure Statement

The Debtor's plan, as expressed both in writing and in the oral testimony, consists of three

major components. They are addressed below.

Component 1. The Merrick Settlement

The first major component of the Debtor's plan consists of a settlement of Merrick's claim:

a. The plan proposes to settle Merrick's listed unsecured claim by treating it as a secured

claim, giving it approximately $10 - $11.5 million in available escr, ROSKed cash;

%

e Or G

C. The Debtor will also receive theg
funds, from which it will pay $325,000 to settie_tR
"Park/Schultz" parties;

d.
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Component 2. The Solidus Stock

The second aspect of the plan involves the $25 million in the Debtor's stock in Solidus, a
privately-held entity.?

Mr. Berger testified that the Debtor would hold the Solidus stock for eventual sale for the
other creditors' benefit. Even the date of sale (if the opportunity ever presented itself) was still subject to
a committee vote, which committee included Merrick. Upon sale, Merrick would receive another
approximate $3.25 million to apply to its claim.

The Solidus stock, not being subject to an existing market, and containing sale restrictions,

cannot be presently valued. However, the Debtor speculates that it ya alye of $5 per share, the

2 At the continued confirmation hearing held on November 19, 2007, the parties stated (and Mr.

Watson testified) that an involuntary bankruptcy proceeding against Solidus had been filed on
October 31, 2007, and that Solidus was experiencing conflict within its management ranks.

9
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Component 3. The Insurance Trust

The last major component of the Debtor's plan is the "Insurance Trust."

The Debtor's plan proposes to pursue its inspecific claims against its insurance carriers, and
after deduction of a contingency fee to its attorneys (if successful), to distribute any collected funds to its
creditors.

Other than Mr. Berger's view that this asset has value, which testimony lacked specificity

as to facts or legal theories, no other testimony or evidence concerning the value of this asset was presented.

DISCUSSION

1. The Merrick Settleme&nt

The Debtor's plan proposes a compromigé with Meprick. Indeedyajthough that compromise

constitutes the most significant part of the Debtor's plan\t tdg€asily refegses the bulk of the only real

in the account. It would appear, on the surface, that the Debtor owns the escrowed funds. (Ex. 4-F.) To
give up this valuable cash asset, then, in return for receiving only the valueless Solidus stock, and some

accrued interest on the millions on deposit, is not in the best interests of creditors. Despite Merrick's claim

10
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to the contrary, the court is, on this record, unconvinced that Merrick either "owns" the escrowed monies,
or is a "secured creditor" with a perfected security interest therein. The court also does not believe that the
Debtor's estimate, of the degree of difficulty necessary to determine these discrete issues, is credible.
Both Merrick and the Debtor, pre-petition, merely devised a practical mechanism for the
resolution of future disputes, and set aside a pool of cash to accommodate that joint desire. That practical,
non-bankruptcy collection mechanism cannot survive, on this record, a challenge utilizing bankruptcy
statutes and case law. The fact remains, again on this record, that Merrick cannot prove itself to be a
secured creditor, nor, as it suggests, that the escrowed monies are not property of the estate. In other words,

it is premature to settle this issue. An independent bankruptcy trustee would be the best person to sort out

this problem, without the baggage of the Debtor's management's pesst Syubstantiated views for
the Debtor's chances against Merrick.

As for the Debtor's insistence that its settlemer state or federal court

rights against one anoth€r/As an integral part of the Debtor's plan, it is prohibited by law in the absence
of express consent or lack of objection. See 11 U.S.C. § 524; In re American Hardwoods, 885 F.2d 621 (9th

Cir. 1989).

11
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In conjunction with the plan, which incorporates the aforementioned settlement with Merrick,
the Debtor asks the court to apply the factors set forth in the Ninth Circuit cases of In re Woodson, 839 F.2d
610 (9th Cir. 1987) and In re A & C Properties, 784 F.2d 1377 (9th Cir. 1986). These factors must be
considered and weighed before a court can approve a settlement. Having done so, the court concludes that
the settlement is not in the best interests of the estate. A new eye needs to take a closer look at Merrick's
legal status before the bulk of the estate is given away through a final order which incorporates this

settlement.

2. The Solidus Stock

For all its sound and fury, the Debtor's claims that&oRdus' stock is a Yalyable asset has little

3. The Insurance Trust

urance claims, there was likewise no evidence presented which actually
measured or discusse eories, or the percentages associated with risk, or even what exactly made up
the claims. No attorney opinion supported the contentions. And, there was no dollar amount set forth as
to what would be realized for the estate even if the claims were successful in whole or in part, after

deduction of actual costs, fees, and considering the time value of money. Nor was the court informed as

12
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to whether the policies carried contractual provisions for the estate's liability for the opposition's fees and
costs were the Debtor to lose the actions.

The best part of the Debtor's case on this point was that two extremely qualified attorneys,
Stanley G. Feldman and Gerald Maltz, were willing to accept engagement on a partial contingency fee basis.
But that was the totality of the evidence on this point. Just having good lawyers does not automatically
equate to dollars. Mr. Berger could not articulate the exact facts, policy provisions, or legal theories upon
which he based the Debtor's contention that these insurance claims had any value whatsoever.

Even the original motion, filed by the Debtor on March 19, 2007 (Dkts. #262 and 264)

contained no such pertinent information, and its only attachments consisted of the impressive résumés of

Messrs. Feldman and Maltz.

such a plan, after 18 months, has simply been a

record, at too great an expense.

FOR CONFIRMATION

In order to canfirm a contested pldn, when all classes have not accepted the plan, a proponent

1129(b) are satisfigd. ¢’ Ambanc La Mesa Ltd. P'ship, 115 F.3d 650, 653 (9th Cir. 1997); In re Arnold
and Baker Farms, 177 B.R. 648, 658-59 (9th Cir. BAP 1994), aff'd, 85 F.3d 1415 (9th Cir. 1996); In re M.
Long Arabians, 103 B.R. 211, 217-18 (9th Cir. BAP 1989); 11 U.S.C. § 1129(a) (providing that "[t]he court

shall confirm a plan only if all of the following requirements are met."). Thus, if a plan proponent cannot

13
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touch all sixteen bases under § 1129(a), the plan cannot be confirmed and there is no need to test the
§ 1129(b) cramdown factors.
The court will now address each of the factors, and discuss whether the Debtor can confirm

its plan.

Sections 1129(a)(1) and (2)

The Plan and Its Proponent Must Comply with the Bankruptcy Code

These provisions are intended to ensure that the Debtor has adequately complied with the

3

That section provides that a plan may place a claim or an interest in a particular class only
if such claim or interest is substantially similar to the other claims or interests of such class.

14
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By failing to corral the equity holders into their proper niche and by Mr. Berger's protestation
of surprise at their vote after he had signed the very amendment to the schedules which encouraged that
vote, the Debtor violated § 1122's requirement that claims or interests be placed in substantially similar
classes. A bit more subtle was the Debtor's attempts, without any legal challenge, to simply
capitulate, "reclassify,” and elevate Merrick, by settlement, from its initial listing, as a disputed unsecured
creditor, to the status of a secured creditor which was to be handed millions of dollars and a "channeling
injunction” release from the claims of third parties. See Ambanc La Mesa Ltd. P'ship, 115 F.3d 650, 656-57

(9th Cir. 1997) (“"separate classification for the purpose of securing an impaired consenting class under

1129(a)(10) is improper,"and citing In re Greystone I11 Joint Venture, 995 F.2d 1274, 1279 (5th Cir. 1991)).

Section 1129(a)(3) - Good Faith

Even if, arguendo, the court's view of § 1129(1)(1) and (2) and its relation to § 1122, is
erroneous, the same analysis applies equally to the Debtor's good faith, or lack thereof, under § 1129(a)(3)

(providing that the bankruptcy court shall confirm a plan "if the plan has been proposed in good faith and

15
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not by any means forbidden by law."). "The good faith that is required to confirm a plan requires the plan
to achieve a result consistent with the objectives and purposes of the Bankruptcy Code.” Arnold and Baker
Farms, 177 B.R at 658; see also In re Sylmar Plaza, L.P., 314 F.3d 1070 1074 (9th Cir. 2002). The good-
faith determination is based on the totality of the circumstances. Id. Thus, the Debtor did not prove that
§ 1129(a)(3) was satisfied.

The Debtor has spent many hundreds of thousands of dollars to attempt to gain settlement
of Merrick’s questionable legal position. The Debtor is not required to continue to defend or prosecute any
actions in any other court but this one, so its arguments that it is somehow benefitting the estate by settling

other state or federal court lawsuits is meaningless. The Debtor is no longer operating, and it is pointless

for it to even consider to continue to defend any pre-petition lawsy \to the estate. If any
much money there

to fairly summary

could be\tangeptially jugtified as a compromise effort, this effort also smacked of prohibited

gerrymandering. No codriletermination has ever been made as to Merrick's legal status, and the Debtor's
decision to essentially give Merrick almost all of its cash, while retaining only Solidus' worthless stock and
a bit of accrued interest, was not only a compromise that failed the Woodson and A & C tests, but doing so

also gave the Debtor a much-needed impaired consenting class. As a result, Merrick is proposed to obtain

16
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a better and undeserved treatment than other creditors of the same class, which violates 11 U.S.C. § 1122,
and in turn, 8 1129(a)(1), (2), and (3).

Finally, the channeling injunction, which attempted to nullify creditors' rights against non-
debtor entities is impermissible, and another example of how the Debtor's plan fails to comply with
applicable law.

In the crucible of a contested confirmation hearing, the Debtor has not carried its burden of
proof regarding § 1129(a)(1), (2), and (3). So far as the record is concerned, it is not altogether clear that
the Debtor will not take another run at letting Camden, Kipharts, and Blair Companies (and perhaps others)

participate as unsecured creditors. After all, the Debtor amended its schedules exactly in this fashion.

Shareholders are on the bottom rung, and may not be treated the same &5 u 8q creditors. See11 U.S.C.
8 510(b), (c). The risk that such parties took as shareholders is Qot\commensurate\with that taken by the
unsecured creditors. See, e.g., In re Pacific Express, Ing:
American Wagering, Inc., 493 F.3d 1067 (9th Cir. 20

Thus, the court must find that the Debt od faith under § 1129(a)(3).

Section1129(a)(4) - Payments

that their retention is in the best interests of creditors and equity security holders. The Debtor's plan and

evidence satisfied the first prong, but not the second. Leaving Mr. Berger in control of any future ongoing

liquidation at a cost of $10,000 per month or $300 per hour (up to $10,000) is an expense which is

17
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unnecessary and far too expensive. Nor was this compensation scheme measured against alternative
management methods. The court has no reason to doubt that, during Mr. Berger's long tenure at the helm
of this crippled debtor entity, he has striven to do his best. But the choices made, for both action and
inaction, and the great expense of this estate so far, with so little to show for it, lead the court to conclude
that the creditor body would be better served by an independent person, unaffected by and unaffiliated with
the ghosts of the Debtor's past. Thus, Mr. Berger's continued service, post-confirmation, is not in the estate's
best interests, nor in the best interests of creditors.

Accordingly, the court finds that the Debtor failed to prove this required element under

§ 1129(a)(5).

Section 1129(a)(6) - Regulator: dies

The Code section, §1129(a)(6), is not ggplcable t Dekgon

Section 1129(a)(7)-<B\e9{Inte st ofugors
\\//

analysis. Thus, the Debtp
8§ 1129(a)(7).

ion 1129(a)(8) - Acceptances or Unimpairment

claims did not accept the Debtor's plan, thus requiring a "cramdown" approach
to confirmation. 11 U.S.C. § 1129(a)(8) and (10); § 1129(b)(1). The Debtor proved, to the extent applicable
in a "cramdown" case, compliance with § 1129(a)(8). However, since the case will not be in the legal

posture to proceed to "cramdown," satisfaction of this element of § 1129(a) moots out.

18
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Section 1129(a)(10) - Acceptance by At Least One Impaired Consenting Class

This provision, requiring the consent of at least one impaired consenting class, has been

satisfied. § 1129(a)(10).

Section 1129(a)(11) - Future Liquidation

Since the planis a liquidation one, § 1129(a)(11) is not applicable. The Debtor has satisfied

this Code provision.

Section 1129(a)(12) - Feés

The evidence was uncontroverted that rustee's fees have been

paid and are current. Thus, § 1129(a)(12) has been satis

Section.1129(a)(13)

This section of , 8§ 112Q(a)(13), is not applicable. It deals with retiree benefits, and

this Debtor has no such grofip/of forme

Sections 1129(6%1\4)-(16 < esti port Obligations: Individual Chapter 11: Transfers

stansyqo not apply.

The Plan Cannot Be Confirmed

As noted, the plan has numerous infirmities which make confirmation impossible. This plan

cannot be confirmed.

19
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CONVERSION TO CHAPTER 7

The Debtor has had 18 months within which to propose and confirm a plan of reorganization.
For a liquidation case, this has been more than ample.

It is unlikely that the Debtor can now propose a better plan. Additionally, the estate is
continuing to incur needless administrative expense in this effort. Further delay will clearly prejudice the
creditors. It is now time for this vessel to sail on a different tack.

Therefore, on its own motion, in order to prevent a continuing loss to the estate, to lessen the

ongoing risk of estate diminishment due to either a lack of focus or misguided judgment as to how and for

20
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RULING

Accordingly, the court will enter orders which will:

1. Deny confirmation of the Debtor's Third Amended Chapter 11 Plan of

Liquidation;
2. Convert the chapter 11 case to one under chapter 7; and
3. Directthe U.S. Trustee to appoint an independent chapter 7 trustee to oversee

the future administration of this case.

DATED AND SIGNED ABOVE.

COPIES served as indicated below on the
date signed above:
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Michael McGrath and Scott H. Gan
Mesch, Clark & Rothschild, P.C.
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DeConcini McDonald Yetwin
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. Davisson
Sedgwick, Detert, Moran & Arnold LLP
801 S. Figueroa St., 18th FI
Los Angles, CA 90017-5556
>Emai| michael.davisson@sdma.com

Scotty P. Krob
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8400 E. Prentice

Daniel G. Gurfein and Timothy T. Brock
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