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VEMORANDUM OPI NI ON AND ORDER

In this adversary proceedi ng, Dan B. Lain, the Trustee of
the Senior Living Properties L.L.C. (SLP) Trust, requests that
the court declare that ZC Specialty Insurance Conpany (Zurich)
was a partner with SLP in the ownership and operation of nursing

homes in Illinois and Texas and that, as a partner, Zurich is



liable for all of SLP's debts. Zurich responds that it nerely
provided a surety bond for the paynent of a substantial portion
of SLP's nortgage and, as a result, nerely held a creditor-debtor
relationship with SLP

The trust was established pursuant to the Third Amended
Joint Plan of Reorganization of SLP, confirnmed by order entered
August 8, 2003, with Lain appointed as the trustee. Under the
pl an, Lain “shall act as the representative of the [bankruptcy]
Estates for the purposes of liquidating assets of the Trust.”
Third Am Joint Plan of Reorganization, Art. VII, 8 7.1. SLPs
partnership claimagainst Zurich vested in the trust. |d.; see
also id. at Art. I, definition of “alter ego clains.” The plan
charges Lain with the duty to collect unpaid debts of SLP from
anong other entities, any partner. Fromthe |iquidation of the
assets transferred to the trust, the plan directs Lain to satisfy
clains in classes 6, 7, 8, 9, 10 and 11, making distributions to
the extent possible. 1d. at Art. VII, 8 7.2. Those cl asses
i nclude SLP' s unpai d unsecured vendors, service providers and
personal injury clainmnts.

Both Lain and Zurich focus on the contractual relationship
between the parties. They both agree that a Rei nbursenent
Agreenment between SLP and Zurich, and rel ated contractual
docunents, informthe court’s decision of whether SLP and Zurich

entered a de facto partnership. GVAC Conmmercial Mortgage



Corporation (GVAC) | oaned SLP $226 mllion, for which SLP
nortgaged its property. Zurich's surety bond guaranteed the
paynent of $146 mllion of the nortgage. SLP defaulted on its
nmortgage. Pursuant to the surety bond, Zurich has been dutifully
payi ng the GVAC note since the default. Under the Rei nbursenent
Agreenent, Zurich has a claimagainst SLP for those paynents.
Lain’s conpl aint derives fromthe provisions of the Rei nbursenent
Agr eenent .

| ndeed, had the parties adhered to the Rei nbursenent
Agreenent, Lain’s constituency would not include SLP s general
unsecured trade creditors and personal injury claimants. SLP and
Zurich agreed in the Rei nbursenent Agreenent that SLP woul d pay
its operating expenses fromits nonthly gross receipts before the
paynment of any ot her obligations. The vendors and service
provi ders woul d have been paid. Liability insurance would have
been purchased. Personal injury claimnts woul d have been
conpensated by that insurance coverage.

The contractual undertaking by SLP and Zurich to pay
operating expenses as a first priority tenpers the partnership
analysis. The |law derives fromthe expectations of a reasonable

person of how the nmarketpl ace works. See Posner, Cardozo: A

Study in Reputation (University of Chicago Press 1990), at 30-
31, 93-94; Kaufman, Cardozo (Harvard University Press 1998), at

358-59. By providing a surety bond guaranteeing the paynent of



SLP's nortgage, Zurich created a credit-enhanced structured
financial arrangenent to induce the market to provide capital for
t he purchase and operations of SLP s 87 nursing hones. The
arrangenment included a contract requiring the paynent of
operati ng expenses and insurance before paynent of debt service.
That arrangenment assured the narketplace that vendors, service
provi ders and patients would be protected by receiving the first
di stributions fromgross revenues. A reasonable person would
expect that a nortgage plus a surety bond issued with that
contractual obligation would result in the paynent of operating
expenses. A reasonabl e person would expect that the | aw
governing the market for that type of transaction would enforce

t hat reasonabl e expectation. By invoking the |egal standards for
a de facto partnership, Lain seeks nothing nore than to hold
Zurich to that contractual obligation

Evi dentiary | ssues

The court first addresses the evidentiary issues raised by
the parties.

Zurich noves to bar consideration of evidence of nursing
home injuries. Lain stipulated that he would not present such
evi dence. The court grants the notion.

Zurich noves to exclude parol and/or extrinsic evidence.
The court addresses that nmotion in the findings of fact and

concl usions of |aw below Based on those findings and



conclusions, the court grants the notion in part and denies the
nmotion in part.

Zurich noves to exclude the use of electronic mail evidence.
Except where the declarant testified at trial, the court has not
considered the content of an e-mail for the truth of the matter
asserted, but the court does consider an e-mail as evidence of
the fact of the communication. Therefore, the court grants the
nmotion in part and denies the notion in part.

Zurich noves to exclude and/or Iimt the testinony of expert
W tnesses Lawence Ribstein, Neil Cohen, John Dol an, Richard
Clark Abbott and W Cifford Atherton. Lain elected not to offer
Ri bstein as an expert witness and withdrew his expert report.

The court held, at trial, that it would not consider |egal

opi nions from Cohen or Dol an as expert evidence. The court
recogni zed Cohen as an expert on | oan agreenents and the study of
surety markets and surety practice, but not on bel ow i nvest nent
grade credit markets. The court recogni zed Dol an as an expert on
| oan and rei nbursenent agreenents and fee structures within those
agreenents but not in the area of pricing premuns for surety
bonds. Neither had expertise in dealing with credit enhancenent
of bel ow i nvestnment grade debt. The court recogni zed Abbott as
an expert in capital markets, corporate finance, workout |ending,
including in the healthcare field, and the review of letters of

credit in aloan commttee. The court did not recognize Abbott



as an expert in the pricing of or the use of letters of credit or
surety bonds to credit enhance bel owinvest nent grade debt.
Atherton did not testify. Based on this record, the court grants
the notion to exclude and limt in part and denies the notion in
part.

Lain noves to strike Zurich's expert witnesses. At trial,
the court recogni zed Janes Hass as an expert on nmezzani ne | oan
and surety bond pricing. At trial, the court recogni zed Donal d
Thomas, a certified public accountant, as an expert on corporate
finance, credit underwiting processes, and workouts and
restructuring of distressed financial transactions, including in
bankruptcy cases. Wthin the real mof corporate finance, Thomas
was not an expert on particular questions of surety bond issues.
Zurich identified Allan Vestal as an expert w tness but did not
call himat trial. Based on this record, the court grants the
nmotion in part and denies the notion in part.

At the beginning of the trial, the court applied Fed. R
Evid. 615, Exclusion of Wtnesses. The court directed counsel
for the parties to explain the rule to their witnesses. Robert
Ai cher, an attorney, represented Zurich in the SLP transacti ons.
Zurich listed Aicher as a fact wtness and indeed called himto
testify at trial. Prior to his testinony, Zurich's trial
attorneys provided Aicher with a copy of the daily transcript of

the trial. The transcript included the testinony of other



parties to the transaction, the principal players and an attorney
who negotiated the transaction. Aicher read the transcripts
prior to his testinony. Aicher conceded that he violated the
rule. Zurich's attorneys conceded that they provided A cher with
the transcripts, with full know edge of the rule. Lain noved to
strike Aicher’s testinony. The court granted the notion.

Zurich then noved the court to reconsider its decision to
strike Aicher’s testinony. By order entered January 26, 2004,
the court denied the notion, reserving a statenent of the reasons
for the denial for this nenorandum deci sion. However, for
pur poses of assuring a reviewable record in the event of an
appeal, the court directed the parties to designate and submt a
transcript of the portions of Aicher’s deposition covering his
antici pated testinony.

The court has discretion to determ ne whether Rule 615 had
been violated and, if so, what sanction, if any, should be

inmposed. United States v. Berry, 670 F.2d 583, 606 (5th Cr

1982). A violation of the rule does not automatically bar the
testinmony of the errant witness. Rather, in the exercise of

di scretion, the court nust assess all the circunstances,
including prejudice to the parties. Providing a witness the
daily copy of the trial transcript constitutes a violation of

Rul e 615. MIller v. Universal Gty Studios, Inc., 650 F.2d 1365,

1373 (5th Gr. 1981). Aicher, a |lawer, knowingly violated the



rule. Zurich's |awers know ngly aided the violation of the
rule. The witness represented Zurich and its parent and
affiliated entities in negotiating the SLP transaction. The

W tness’ s testinony woul d have concerned central, substantive

i ssues in the case regardi ng those negoti ations and the
transaction itself. The witness read the transcript of other
princi pal players in the transaction, including opposing counsel
in the negotiations. The witness read the transcript of the
testinmony of his clients’ enployees regarding their role in the

transaction. By doing so, the witness underm ned the very

purpose of the rule. 1d. That, in turn, prejudiced Lain. The
sanction is reasonable for the violation. 1d. By striking the
testinmony, Zurich could and did still present its case, including

the testinony of six key Zurich or Zurich-related figures in the
transacti on.
Lain objects to the adm ssion of several of Zurich's
exhibits. Lain objects to exhibit 1000, the val uation
counsel ors’ appraisal reports of the Texas and Illinois nursing
homes. The parties presented testinony addressing GVAC s
val uation of the properties, but the parties did not discuss the
apprai sal reports thenselves. Because the appraisal reports had
not been provided in discovery, the court sustains the objection.
The objection to page no. 22683 of exhibit 1020 is noot as

t he page was not submtted to the court. The court sustains the



objections to 1041, 1042, 1045, 1046, 1047, 1048, 1067, 1068,
1072, 1073, 1074, 1086, 1102, 1136, 1137, 1144, 1147

(i nconplete), 1158, 1166 (court cannot determ ne the role of the
declarant), 1170, 1179 (preparer of docunent unknown), 1185,
1195, 1202 and 1209 (hearsay w thin hearsay w thout decl arant
testifying), 1204, 1212, 1228 and 1229.

The court overrules the objections to 1060 as the exhibit is
part of the underlying bankruptcy case record. The court
overrul es the hearsay objections to 1069, 1081, 1082 (exhibit
admtted at trial on Decenber 16, 2003), 1085, 1105, 1117, 1119,
1123, 1124, 1127, 1130, 1133, 1162, 1164 (GVAC personnel
testified), 1182 (GVAC personnel testified), 1186, 1187, 1191,
1193, 1196, 1203 (GWAC personnel testified), 1213, 1214 (except
for the attachment, which is not admtted as author is unknown),
and 1219. Regarding these exhibits, either the decl arant
testified at trial or the party who sponsored or prepared the
exhibit or the attachnment to the exhibit testified at trial.
Concerni ng the purpose for offering the exhibits, the
trustworthi ness of each of the exhibits could, therefore, be
tested at trial.

The court has disregarded the handwitten notes on exhibit
1117. Lain contends that several exhibits contain expert
opinions. The court overrules that objection; the exhibits

contain opinions of the parties involved in the transaction. The



court overrul es objections to unsigned letters where the
declarant or a representative of the declarant testified at trial
and the exhibit is not marked as a draft. Based on the testinony
of Peter Licari, the president and chief executive officer of

CCS, the court sustains the objection to exhibit 1194 because the
docunment was not released. The court overrules the objection to
exhibit 1218 and admts it for the purpose of showing the filing
of the notion in the underlying bankruptcy case.

The ruling on the objections to exhibits 1220, 1221, 1223
and 1225 are subsuned by the court’s adjudication of Lain’s
notion to exclude experts.

Zurich objects to the adm ssion of nost of Lain’s exhibits.
At trial, the court admtted the exhibits subject to considera-
tion of the objections as part of the court’s findings and
conclusions. The court overrules the objections to Lain’s
exhibits 1, 4, 5, 11, 12, 17, 20, 21, 23, 24, 27, 28, 30, 32, 33,
34, 35, 36, 37, 38, 39, 40, 43, 45, 46, 47, 50, 53, 57, 78, 85,
110, 112, 113, 115, 117, 124, 125, 126, 127, 128, 129, 131, 132,
136A, 142, 145, 154, 155, 156, 161, 163, 164, 165, 170, 171, 172,
173, 174, 175 and 176. Regarding these exhibits, either the
declarant testified at trial or the party who sponsored or
prepared the exhibit or the attachnent to the exhibit testified
at trial. Concerning the purpose for offering the exhibits, the

trustworthi ness of each of the exhibits could, therefore, be
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tested at trial. The court considers exhibits 94 and 103 as
evi dence of conmunications. The court’s ruling on Zurich's
notion to strike e-mails addresses the extent of the court’s
consideration of e-mail exhibits.

The court overrules the objection to Lain’s exhibits 6 and
119 as the exhibits do not purport to be an agreenent but a
negoti ati on exchange. The court sustains the objection to
exhibits 2, 3, 7 and 9. The court overrules the objection to
exhibit 8 because the court admtted as an exhibit the conplete
Rei mbur senment Agreement. The court overrules the objections to
Lain’s exhibit 10. The exhibit is probative.

The court sustains the objections to exhibits 15, 18 and 48.
The obj ections concern the handwitten portion of the exhibits,
whi ch the court does not consider. The court overrules the
objection to the handwitten portions of exhibit 25 as the
primary persons identified testified. The court does not
consider the handwitten portions of exhibits 93, 128, 129, 132,
155, 165, 170 and 173. The court overrules all other objections
to handwitten portions of exhibits. The court overrules the
objection to exhibits 26 and 29, in part. The court considers
the exhi bits as communi cati on between Zurich and Heller. The
court overrules the objection to exhibit 31 except the court does
not consider the m stakenly attached copy of another exhibit.

The court overrules the objection to exhibits 41 and 70 as the
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conpl ete docunents have either been tendered or admtted. The
court overrules the objection to exhibit 42 as the exhibit is not
admtted to prove the truth of the matter asserted. The court
sustains the objections to exhibits 49, 58, 59, 63, 65, 81, 82,
83, 84, 86, 87, 88, 89, 90, 91, 92, 95, 96, 97, 98, 99, 100, 101,
102, 104, 105, 106, 116, 118, 123, 147, 151, 152, 159 and 169.
The court overrules the rel evancy objection to exhibits 160, 165
and 173. The rulings on the objections to exhibits 177 through
187 are subsunmed by the court’s adjudication of Zurich’ s notion
to exclude experts. The court overrules the work product
objection to several e-mails. The court overrules the
prejudicial effect objections. The court overrules all other
obj ections, including those objections to 52, 56, 61, 62, 79,
111, 114, 119, 143, 148, 149 and 150.

Zurich noves to strike the expert opinion of Larry E
Ri bstein and his suppl enental expert report. Lain opposes the
nmotion. During the trial Lain wwthdrew Ri bstein’s expert report
and announced that he would not offer Ribstein as an expert
witness. Lain did not provide Zurich wth a suppl enental expert
report fromRi bstein either prior to trial or before the close of
evidence at trial. The court recognized during the trial that to
the extent professors, like R bstein, provided Lain with
“treatises or papers or argunents,” Lain could use themin his

argunments to the court. The court stated, “If you have a
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treatise, if you have a paper, if you have a commentary or he
wants to spoon-feed you a |l egal argunent, I’Il consider |egal
argunents.” Trial Tr., Dec. 18, 2003 at 34. Lain attached

Ri bstein’s withdrawn expert report and a supplenental report to
his post-trial brief. That circunvents the w thdrawal of the
report and the court’s coments. The court recognized t hat
treatises and simlarly published scholarly work, such as papers
and comment aries by | aw professors such as Ribstein, could be
cited by Lain as part of his argunents to the court. |Instead of
citing scholarly published papers, Lain has attenpted to present
Ri bstein’s expert report after it had been w thdrawn. That
cannot be permtted. The court grants Zurich's notion to strike.

Zurich noves to strike Lain’s deposition designations never
introduced into the record. Zurich limts its notion to
deposition excerpts not exchanged between counsel or not
introduced during the trial. The court grants the notion, except
if excerpts of the deposition were presented in court w thout
obj ection, the court considers any objection waived.

Zurich noves to limt Lain's presentation of rebuttal
evidence. Lain presented evidence during his case in chief to
support his case and Zurich’s anticipated defenses. Lain
presented appropriate evidence in rebuttal to Zurich s evidence.
The court denies the notion to limt rebuttal evidence.

Part nershi p Law

- 13-



The parties disagree on the applicabl e non-bankruptcy | aw.
Lain asserts that the court should apply Texas |aw, Zurich
asserts that the court should apply Illinois law. The
Rei nbur senent Agreenent, dated February 6, 1998, states: “This
agreenent shall be governed by and construed in accordance with
the laws of the State of Illinois without giving effect to
II'linois choice of |aw principles.” Reinbursenent Agreenent,
8 9.06(a). The adjudication of this adversary proceedi ng turns
on the construction of the Rei nbursenent Agreenent. The
contractual choice of |law provision in the agreenent controls.

In re Consol. Capital Equities Corp., 143 B.R 80, 84 (Bankr.

N.D. Tex. 1992).
A Texas court would honor the contractual choice of | aw

provision. Exxon Corp. v. Burglin, 4 F.3d 1294, 1298 (5th G

1993). The contract bears a reasonable relationship to Illinois.
Id. at n.5. SLP operated nursing honmes in Illinois and in Texas.
A greater percentage of the operations were in Texas. A mgjority
of the face anount of personal injury clains against SLP derive
fromthe Texas nursing honmes. SLP had nore vendors from Texas
than fromany other state. Zurich incorporated in Texas, as a
Texas-licensed insurer. Thus, the parties had a relationship
with Texas, but that relationship does not defeat the parties’
choice of Illinois law, given the relationship with Illinois as

well. The court notes that SLP is an Indiana limted liability

-14-



conpany with its principal place of business in Womng. SLP and

Zurich negotiated, drafted and executed the contract in Maryl and.
Application of Illinois | aw does not violate a fundanment al

public policy of Texas. [d. The partnership law of Illinois and

Texas derives fromthe Uniform Partnership Act. King v. Evans,

791 S. W 2d 531, 535 (Tex. App.--San Antonio 1990) (“The

| egi slature derived Texas partnership |aw al nost verbatimfrom
the Uni form Partnership Act (UPA) which originated with the
Nat i onal Conference of Comm ssioners on Uniform State Laws.”);

Peskin v. Deutsch, 479 N E.2d 1034, 1037 (Ill. App. 1 Dist. 1985)

(“The Uniform Partnership Act has long been in effect in
[1linois. . . .”) 1lllinois and Texas apply simlar canons for
the construction of contracts. In the event this court should
conduct an i ndependent choice of |aw assessnent, Lain presents no
conpelling reason to deviate from SLP's and Zurich’s choice of

[Ilinois law to construe the contract. See Inre Prof’l

| nvestors Ins. Goup, Inc., 232 B.R 870, 884 (Bankr. N. D. Tex.

1999) (court exam nes equities and contacts of the transaction
and the parties).

The court applies Illinois |aw

Lain contends that SLP and Zurich entered their de facto
partnership through a series of transactions beginning in
Decenber 1997 and cul mnating in the execution of the

Rei mbur senment Agreenent and ot her docunents on February 6, 1998.
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The Illinois UniformPartnership Act, codified at 805 Ill. Conp.
Stat. 205/1 et seq. (2003), applies to the transaction. 1d. at
205/ 90(a) .

The Illinois Uniform Partnership Act defines a “partnership”
as “an association of two or nore persons to carry on as co-
owners a business for profit and includes for all purposes of the
laws of this State, a registered [imted liability partnership.”
Id. at 205/6(1).

“I'n determ ni ng whether a partnership exists, these rules

shall apply: . . . the sharing of gross returns does not of
itself establish a partnership. . . .” [d. at 205/7(3).
However :

(4) The receipt by a person of a share of the profits
of a business is prima facie evidence that he or she is
a partner in the business, but no such inference shal
be drawn if such profits were received in paynent: (a)
As a debt by installnents or otherw se; (b) As wages .
., (c¢) As an annuity . . .; (d) As interest on a
| oan, though the anobunt of paynent vary with the
profits of the business; (e) As the consideration for
the sale of the good-will of a business or other
property by installnments or otherw se.

1d. at 205/7(4).

In a partnership, “[e]very partner is an agent of the
partnership for the purpose of its business. . . .” |[|d. at
205/9(1). An act of a partner with apparent authority for
carrying on in the usual way the business of the partnership
binds the partnership. 1d. Wth several exceptions, “al

partners are liable . . . jointly for all other debts and
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obligations of the partnership; but any partner may enter into a
separate obligation to performa partnership contract.” 1d. at
205/ 15(a)(2). Except as provided in 205/15, each partner nust
contribute towards the | osses sustained by the partnership
according to his share of the profits. |1d. at 205/18(a).

A partner who contributes to the partnership beyond his

agreed capital contribution shall be paid interest on the paynent

or advance. 1d. at 205/18(c). Al partners have equal rights in
t he managenent and conduct of the partnership business. 1d. at
205/ 18(e) .

Every partner is entitled to access to the partnership's
books and records, and may inspect and copy them |1d. at 205/109.
Partners nmust render on demand true and full infornmation of al
things affecting the partnership to any partner. |d. at 205/ 20.
Any partner has the right to a formal account of the partnership
affairs. 1d. at 205/ 22.

Lain has the burden of proving that Zurich was a partner in

SLP' s busi ness. Barratt v. |Inplenmentation Specialists for

Heal thcare, Inc., No. 99-C 3514 1999 W 967513, at *1 (N.D. III.

oct. 6, 1999).

The exi stence of a partnership nust be clearly shown,
but that question is one of the intention of the
parties, to be gathered from an exam nati on of the
facts and circunstances of their dealings. . . . A
partnership exists when: (1) parties join together to
carry on a venture for their common benefit, (2) each
party contributes property or services to the venture,
and (3) each party has a conmunity of interest in the

-17-



profits of the venture. . . . The Illinois Suprene
Court has noted that whether the all eged partners share
profits is the essential test. . . . Courts also

exam ne a nunber of other factors, including: the
manner in which the parties have dealt with each other;
t he node in which each has, with the know edge of the
other, dealt wth persons in a partnership capacity;

[ and] whether they have filed with the county clerk a
certificate setting forth the nane of the partnership.

Id. Illinois courts also consider whether partnership tax

returns have been filed, Chen v. Wang, No. 96-C-0681, 1998 W

27140, at *8 (N.D. Ill. Jan. 16, 1998), and whether the all eged

partnership has advertised using a partnership nane. Argianas V.

Chestler, 631 N E. 2d 1359, 1368 (Ill. App. C. 1994).

“Additionally, an agreenent to forma partnershi p does not
itself create a partnership; the partnership does not arise unti
the parties actually join together to carry on a common venture,
each contributing property or services and each having a

community of interest in the profits.” Chen, 1998 W. 27140 at

*8.

Normal |y, Lain’s burden of proof would be a preponderance of
the evidence. Snyder v. Dunn, 638 N E. 2d 744, 746 (I1l. App. O
1994); Seidnon v. Harris, 526 N. E.2d 543, 546 (IIl. App. C
1988). “However, where the evidence contains witings of the

parties that distinctly indicate a relationship other than a
partnership, the assertion that a partnership exists nust be
based on very clear and convincing evidence.” [d. Illinois

courts have defined “clear and convincing” evidence “as the
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guant um of proof that | eaves no reasonabl e doubt in the m nd of
the trier of fact as to the truth of the proposition in
question.” Seidnpbn, 526 N E.2d at 546. Courts consider clear
and convincing evidence to be nore than a preponderance whil e not
qui te approaching the degree of proof necessary to convict a
person of a crimnal offense. [d. If expressed in degrees of
proof, preponderance of the evidence would equate to probably
true; clear and convincing, to highly probably true; and beyond
reasonabl e doubt, alnost certainly true. |1d.

VWiile the parties disagree on whether Zurich becane a
partner in SLP s business, the parties agree that SLP purchased a
surety bond from Zurich. The Rei mbursenent Agreenent obligates
SLP to pay Zurich a premumfor that surety bond. |In addition,
in the Rei mbursenent Agreenment, SLP agreed to reinburse Zurich
for paynents made by Zurich pursuant to the surety obligation
The witing of the parties therefore does contain evidence to
indicate a relationship other than a partnership. As a result,
the court applies the clear and convincing burden of proof.

The Transaction

I n February 1998, Jim Eden, Allison Eden and Larry Bonds
formed SLP to own and/or | ease nursing hones in Texas and
[llinois. JimEden obtained a fifty percent interest in SLP
Al l'ison Eden, 24.99% Bonds, 24.99% and SLP Managenent, Inc.,

0.01% SLP acquired the hones in a transaction designed and

-19-



negoti ated by Conplete Care Services, L.P. (CCS), Zurich and
Zurich's parent entity. CCS, a Pennsylvania |imted partnership
formed in 1989, manages nursing hones. Zurich, a Texas property
and casualty insurance conpany, is part of the Centre G oup
(collectively referred to as Centre). The Centre Goup is a
group of insurance conpanies that utilize their balance sheets to
participate in financial transactions.

GVAC, a |l eading healthcare lending institution, |oaned SLP
$226 million to purchase the nursing hones. SLP granted a first
lien nortgage to GVAC to secure the |loan. GVAC woul d only mnake
an investnment grade | oan, which it could sell on the secondary
mar ket as part of a REMC, a real estate nortgage investnent
conduit. The inconme streamfromthe nursing hones would only
support an investment grade | oan of $80 mllion. Zurich agreed
to provide a surety bond, guaranteeing paynent of an additi onal
$146 mllion. Zurich drewon its portfolio to credit-enhance the
| oan, making a total investnment grade |oan of $226 million.

Janes Hass, of the consulting firmof Hamlton, Rabinovitz &
Al schuler, Inc., testified on behalf of Zurich on structured
financial transactions. Hass has significant financing
experience in both the public and private sectors. He expl ai ned
that a credit enhancenent device allowed a borrower to “rent” the
financial rating of the enhancer to inprove debt service

obligations. The guarantor receives a premumfor providing that
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servi ce.

Wth Zurich's credit-enhancing surety bond, GVAC made the
| oan. SLP executed a prom ssory note dated February 6, 1998,
prom sing to pay GVAC $226 million. The note accrued base
interest of 6.81% per annum  SLP-GVAC Prom ssory Note, 8§ 1.1
SLP agreed to pay principal and interest nonthly, anortized over
twenty-five years. |1d. at 8§ 2. Notwithstanding the twenty-five
year anortization schedule, the note becane due and payabl e on
February 1, 2008. 1d. at 8 4. The note provides that SLP and
GVAC “intend that the relationship between them shall be solely
that of debtor and creditor.” 1d. at § 12.18.

In a separate | oan agreenent, GVAC formally conditioned

funding the loan on SLP having “arranged for the issuance of the
Surety Bond” in an amount satisfactory to GVAC and “intended to
be sufficient to obtain a rating of ‘AA or better fromthe
Rati ng Agency upon the Loan . . . .” SLP-GVAC Loan Agreenent,
8§ 2.4. The | oan agreenent set the initial anmount of the surety
at $125 mllion. 1d. Wth the surety, GVWAC agreed that it would
extend the maturity date of the loan for up to two extension
periods, not to exceed one year each. 1d. at § 2.8. The |oan
agreenent required that SLP nmaintain insurance to protect al
aspects of its business operations. |1d. at § 4.4,

In an inter-creditor agreenent between GVAC and Zurich, if

Zurich made a paynent on the GVAC note, GVAC granted to Zurich a
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participation interest in the note.

Zurich and CCS negoti ated a nmanagenent contract, mnaking CCS
t he manager of the nursing hones. They actually entered an
agreenent for the Texas honmes and an agreenment for the Illinois
homes. The court interchangeably refers to the relationship in
the singular and in the plural. The nmanagenent contract governed
all aspects of the operation of the nursing honmes. CCS agreed to
manage the hones for twenty years, with a fee of five percent of
the gross nonthly receipts, and a contingent performance fee of
twenty percent of free cash flow CCS |oaned $10 mllion to SLP
for which SLP executed a note.

The parties formed SLP as a special purpose entity to own
the homes. Bonds and Ji m Eden contributed a total of $200 of
capital to the enterprise. At the closing, CCS and SLP entered
t he managenent agreenent. The seller of the property, known in
the trial as Park Associ ates, agreed to di scount the purchase
price by taking a $10 mllion subordi nated note at closing.

HCFP Funding, Inc. (Heller) agreed to provi de worKking
capital lines of credit, secured by SLP s accounts receivable.

SLP, Zurich, GVAC, CCS and Heller entered a trust agreenent
with the First National Bank of Chicago. The trustee would hold
and distribute funds to the holders of obligations, including
GVAC, Zurich, Heller and CCS. The parties agreed, however, to

subordinate their rights to paynments to persons given priority
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under a Rei nbursenent Agreenent entered between SLP and Zurich
SLP and Zurich entered the Rei nbursenent Agreenent.

The Rei nbur senent Agr eenent

In the Rei mbursenent Agreenent, SLP agreed to reinburse
Zurich for certain obligations, with interest. 8§ 2.01(a)(i),
2.01(b). The obligations included paynents by Zurich to GVAC
under the surety bond. § 1.01, definitions, including definition
of “Losses,” “Reinbursement Anounts,” and “Rei nmbursenent
bl igations.”

The Rei nbursenent Agreenent remains in full force and effect
until the later of the expiration of Zurich's obligations to GVAC
under the bond or the paynent by SLP of rei nbursenent
obligations. § 2.03. The GVAC nortgage | oan, anortized over
twenty-five years, was due and payable in ten years. |In the
Rei nbur senent Agreenent, SLP agreed that Zurich had the right, in
its sole discretion, to extend the maturity date of the note.
Zurich could exercise that right “if it, inits sole judgnent,
concludes that at the Maturity Date . . . [SLP] wll not be able
to pay a Final Supplenmented [sic] Performance Surety Prem um
satisfactory in amount to [Zurich].” § 2.05.

The Rei mbursenent Agreenent required that SLP maintain ful
general liability insurance coverage, namng Zurich as a co-
insured. 8 6.04. SLP agreed to provide Zurich with extensive

financial statenments and information during the termof the GVAC
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loan. 8 6.05. Zurich had the right to exam ne and i nspect SLP s
books and records at any reasonable tinme. 8§ 6.07. SLP had to
provide Zurich with at |east ten business days’ notice of a
menbers neeting, providing Zurich with an opportunity to attend
the neeting. 8§ 6.22.

SLP and Zurich agreed that the CCS nanagenent agreenent
woul d be kept in full force and effect. SLP agreed to tinely
performits obligations under the managenent agreenent. SLP
could not term nate, anmend or assign the managenent agreenent
W thout Zurich's prior witten consent, “which consent may be in
the sol e and absol ute discretion of [Zurich].” 8 6.14. The
Rei mbur senment Agreenent further provided that SLP “wi |l not enter
into any ot her managenent agreenent w thout [Zurich’s] prior
witten consent, which may be in the sole and absol ute discretion
of [Zurich].” 1d.

The Rei mbursenent Agreenent required that SLP maintain a
capital expenditure fund and a liquidity fund. Mandated by the
GVAC | oan, the capital expenditure fund assured that SLP would
have readily available capital to naintain and inprove the
conditions of the nursing honmes. 8 6.13. The liquidity fund
assured the availability of funds to service the GVAC | oan and
Zurich surety premumin the event of a net cash flow shortage
after paynent of operating expenses. 8 6.24.

The liquidity fund had two sub-accounts, designated

- 24-



“Performance Surety Prem um Subaccount” and “70/20/10
Subaccount.” 8§ 6.24(a). Distributions to those sub-accounts
turned on the use of cash flow under Article X of the agreenent,
addressi ng application of operating revenue. The parties
referred to Article X as the “waterfall.”

Under the waterfall, on the first business day of each
mont h, SLP woul d determne its operating revenue. SLP “shal
apply all such Operating Revenue, in paynent of the follow ng
itens, in the follow ng order of priority . . . :” 8§ 10.01

First, operating expenses, which included sal aries, wages,
enpl oyee benefits and payroll taxes at the nursing hones, real
estate and | ease expenses, a base nmanagenent fee to CCS
depreci ation and anortization expenses, and all other operating
expenses, which would include general liability insurance.

8§ 10.01(i) and 8 1.01, definitions of “Operating Revenue” and
“Qperating Expenses.”

Second, principal and interest on the GVAC | oan.

Third, other indebtedness, if any, owed to GVAC

Fourth, reinbursement obligations to Zurich, if any
i ncurred.

Fifth, interest, then principal, paynents to Heller for
wor ki ng capital | oan.

Si xth, paynent of the Base Surety Prem umfor the Zurich

surety bond.
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Sevent h, capital inprovenent account to cover any capital
expenditures provided in SLP' s operating budget.

Eighth, if applicable, an additional fee for CCS

Ninth, on a pari passu basis, principal and interest due on
the CCS note and the Additional Surety Prem unms for the Zurich
surety bond, but paid to the trustee adm nistering the
transacti on.

Tenth, interest on the seller note.

After paynent of the operating expenses, interest on
i ndebt edness, the Base Surety Prem um and the Additional Surety
Prem um and taxes, the Rei nbursenent Agreenent defined renaining
cash as “free cash flow.” The free cash flow would be paid into
the liquidity fund covered by 8 6.24 of the Agreenent. Pursuant
to 8 10.02 of the Rei nbursenment Agreenent, the free cash flow
woul d be distributed on a quarterly basis “in the foll ow ng order
of priority:”

First, the Performance Surety Prem um

Second, on the Supplenental Term nation Prem um Paynent
Date, the termnation fee and the final base nanagenent fee.

Third, the Suppl enental Performance Surety Prem uns,
Per f ormance Managenent Fee and Menbers’ Distribution, as provided
in 8 6.24. The Suppl enental Performance Surety Prem um neans “an
anount equal to 70% of the remaining free cash flow avail able

for distribution on the first business day of each nonth.
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§ 1.01, definitions.

Sections 6.24 and 10.02 provided that free cash fl ow woul d
be held to assure paynent of the GVAC note and the Base Surety
Prem um and Additional Surety Premumto Zurich. Under § 10.01,
those itens would be paid after operating expenses had been paid.
If SLP made all these paynents, the free cash fl ow woul d be paid
fromthe liquidity fund to Zurich, CCS and the SLP nenbers in the
percent ages established in § 6. 24.

The Rei nbursenent Agreenent al so obligated Zurich to pay CCS
based on a fornmula to cover the loss in principal in the CCS note
in the event of a voluntary sale of SLP's nursing hones prior to
the end of the termof the surety bond for | ess than the anmount
necessary to pay the GVAC and CCS notes. § 10.0S3.

As part of the eventual wi ndup of SLP, on the Suppl enment al
Term nation Prem um Paynent Date, SLP “shall pay” the
Suppl enental Term nation Premumto the trustee. “The Fina
Suppl enent al Perfornmance Surety Prem um shall be paid pari passu
with the Final Performance Managenent Fee” to CCS. § 10.04. The
Suppl enental Term nati on Prem um Paynent Date is the earlier of
the GVAC note nmaturity date, paynent of the GVAC note or the date
of the disposition of substantially all of SLP's capital assets.
8§ 101, definitions. The Supplenental Term nation Premumis
defined as the Term nation Prem um and the Final Suppl enment al

Performance Surety Premum 1d. The Termnation Premumis the
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present val ue of any unpaid Base Surety Prem um and Additiona
Surety Premium The Final Supplenental Performance Surety
Prem um nmeans seventy percent of SLP's net fair market val ue,
unless CCS is no |longer the manager, in which case, it neans
ninety percent. 1d.

Premiumor Profits

Zurich asserts that the Rei nbursenment Agreenent, coupled
with the surety bond, and read in the context of the entire
transaction, establishes only a debtor-creditor relationship with
SLP. Lain recognizes that a debtor-creditor relationship
exi sted. Nevertheless, Lain contends that beyond that, but
pursuant to the ternms of the Rei nbursenent Agreenment, Zurich
shared in SLP's profits, making Zurich a de facto partner of SLP
under Illinois |aw.

The court nust therefore construe the Rei mbursenent
Agreenment. Applying Illinois law, “[t]he primary objective in
contract construction is to give effect to the intention of the
parties and that intention is to be ascertained fromthe | anguage

of the contract.” Omitrus Merging Corp. v. lllinois Tool Wrks,

Inc., 628 N E 2d 1165, 1168 (Ill. App. C. 1993). The court nust
interpret the contract “as a whole, giving neaning and effect to
each provision thereof.” |[|d.

A court must construe the neaning of a contract by

exam ning the | anguage and nay not interpret the

contract in a way contrary to the plain and obvious
meaning of its terns. Unless the contract clearly
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defines its ternms, the court nmust give the contractual

| anguage its common and general |y accepted neani ng.
Furthernore, the court nust place the neani ngs of words
wi thin the context of the contract as a whol e.

Dean Mgnt., Inc. v. TBS Const., Inc., 790 N.E. 2d 934, 939 (I11.

App. . 2003). The court may not add | anguage or matters to a
contract about which the instrunment is silent, “nor add words or
terms to an agreenent to change the plain neaning of the parties
as expressed in the agreenent.” 1d.

| f the | anguage of the contract is “facially unanbi guous,”
then the court interprets the contract as a matter of |aw w thout
consi dering parol evidence. 1d. at 940. “If, however, the
| anguage of the contract is susceptible to nore than one neani ng,
then an anbiguity is present and parol evidence may be admitted
to aid the trier of fact in resolving the anbiguity.” 1d. “A
contract termis anbi guous when it may reasonably be interpreted
in nore than one way. The nere fact that the parties disagree on
sone term however, does not render the term anbiguous.” [d. at
939.

As consideration for the credit-enhancing surety bond,
Zurich charged SLP a premium The Rei nbursenment Agreenent does
not contain a fixed dollar premiumfor the surety bond. Rather,

t he Rei mbursenment Agreenent provides several financial
obligations, which it denom nates as “premuns.” The court nust
exam ne the substance of those obligations, in the context of the

agreenent as a whole, giving nmeaning and effect to each
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provi si on.

In the Rei mbursenent Agreenent, Zurich charged five
“premuns”: (1) A “Base Surety Premum” which was an annua
prem um of $2,692,041. (2) An “Additional Surety Premium” which
was an annual prem um of $1,383,128. (3) A “Performance Surety
Premum” which was an annual fee equal to the free cash fl ow
under the Rei nbursenment Agreenent, but not to exceed $4 mllion
per year. (4) A “Supplenental Performance Surety Premum” which
means an anount equal to seventy percent of the remaining free
cash flow on a distribution date. (5) A “Final Suppl enental
Performance Surety Prem um” which neans seventy percent of SLP' s
net market value or, if CCS was not the nmanager on the date of
determ nation, ninety percent. Reinbursenent Agreenent, § 1.01,
definitions.

Under the waterfall provisions of the Rei nmbursenent
Agreenent, SLP pays the Base Surety Prem um after the paynent of
oper ati ng expenses, including the base managenent fees, the GVAC
note and any rei nbursenent obligations under the surety. |If
operating revenue remains, SLP pays the Additional Surety Prem um
in pari passu with the CCS note. These are fixed dollar anmounts
paid fromoperating revenue. Applying comon and generally
accepted neani ngs and reading the provisions for the paynent of
the Base Surety Premi um and Additional Surety Prem umin context,

SLP, in exchange for the surety, paid a prem umfrom operating

- 30-



revenue. That is a commonly understood manner for the paynent of
i nsurance prem uns. Those paynent obligations, therefore,

unanbi guously constitute paynent in exchange for the surety bond,
and, as such, are prem uns.

But the “Perfornmance Surety Prem unf and “Suppl enent al
Performance Surety Premuni are paid fromfree cash flow Free
cash flow exists, under the Rei mbursenent Agreenent, only after
the paynent of all operating expenses, funding the capital
expendi ture account and funding the liquidity account. Funds in
the liquidity fund may only be used to pay Zurich after servicing
the GVAC note and after paynent of the Base Surety Prem um and
Addi tional Surety Premum Wth all operating expenses paid, a
reserve for capital expenditures and a reserve for nortgage
service, SLP would have free cash flow to nmake additi onal
paynments to Zurich. In that situation, SLP would be distributing
profits.

Section 10.02 of the Rei nbursenent Agreenment defines free
cash flow available for distribution to the equity hol ders or
owners. The waterfall provisions of 8 10.01 provides for the
paynment of all operating expenses from operating revenues. As
defined in the agreenent, the operating expenses woul d incl ude
all salaries, wages, enployee benefits, payroll taxes, real
estate and ot her | ease expenses, the base property managenent

fee, all expenses for insurance, depreciation and anortization.
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The agreenent then provides for paynent of all |oan and note
obligations as they becone due, including the surety bond prenm um
and any advances nmade by Zurich. Having provided for free cash
flow for the conpany under 8 10.01 to operate, the agreenment then
re-figures free cash flow for equity. Depreciation and
anortization are added back. Any additional cash and any
proceeds fromthe sale of assets is added. Deductions are made
for the capital expenditure fund and for the liquidity fund,

t hereby addressing the conpany’ s needs for future capital

i nprovenents and debt service.

In effect, then, the Rei nbursenent Agreenent derives net
operating profit after taxes froman incone statenent and nakes
adj ustnents to determ ne cash available for distribution to the
conpany’s owners. After renoving accounting adjustnents for
itenms |ike depreciation fromthe incone statenent, the waterfal
provi sions of 88 10.01 and 10.02, as the terns are defined in the
agreenent, determ ne actual cash in and cash out, resulting in
profits available to reinvest as capital or distribute to owners.
The agreenent defines cash flow |left after paynent of the
operati ng expenses, taxes, reinvestnent needs and debt service of
t he busi ness. That establishes cash flow avail able for the
equity hol ders of the business. Cash flow avail able for
distribution to equity is profits. See A Danodaran, Corporate

Fi nance: Theory and Practice (John Wley & Sons, Inc. 2001), at
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pp. 131-33 (defining and contrasting free cash flow for the firm
with free cash flow for equity).
I1'linois courts recognize that profits are net earnings

af ter deduction of business expenses. 1n re Marriage of Wrries,

616 N E. 2d 1379, 1388 (IIl. App. C. 1993); see also Land

O Lakes, Inc. v. Fredjo's Enters., Ltd., No. 88-C 0716, 1992 W

153619, at *6 (N.D. Ill. June 24, 1992) (in analyzing a claim of
damages for lost profits, court observes that Illinois courts
recogni ze that net profits exist after subtracting the expenses
of operating a business fromits gross revenue). Conpare

Hunssi nger v. Rockford Business Credits, Inc., 745 F.2d 484, 490

(7th Cr. 1984) (analyzing federal securities law, the Seventh
Circuit observes that profits include participation in earnings
or a residual claimon an entity’ s assets and earnings as
contrasted wwth a note holder who is entitled to paynent of

i nterest whether or not the obligor has current earnings and
whose interest paynment will not increase if the obligor has a
successful year or has an expectation of profits).

Fromthe profits, SLP pays Zurich the Performance Surety
Premiumin an amount not to exceed $4 mllion per year. Then,
fromremaining free cash flow, as defined, which includes
accounting for the liquidity fund, SLP pays seventy percent to
Zurich. That constitutes a distribution of profits.

Zurich contends that the seventy percent distribution
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reflects the price of the premum That reading is not
consistent with the plain neaning and conmon under st andi ng of al
the terns of the contract. The paynent of seventy percent of
free cash flow after paynent of all operating expenses, funding a
capital expenditure reserve, and funding a liquidity reserve for
future nortgage and fixed annual surety premuns, is a
di stribution of profits.

The Rei nbursenent Agreenent al so provides for a “Fina
Suppl enental Performance Surety Premum” SLP pays Zurich that
obligation upon a determnation of the net fair market val ue of
SLP as a going concern. As cited above, the Rei nbursenent
Agreenent provides for the Final Supplenental Performance Surety
Premi um on the eventual wi ndup of SLP. On the earlier of the
GVAC maturity date, paynent of the GVAC note or the date of
di sposition of substantially all of SLP s capital assets, SLP
woul d pay Zurich the present value of any unpaid Base Surety
Prem um and Additional Surety Prem um plus seventy percent of
SLP's net fair market val ue, unless CCS was no | onger managi ng
the SLP nursing honmes, in which case Zurich would receive ninety
percent of SLP s net fair market value. Wth regard to the
triggering events for the paynment of the Final Supplenenta
Performance Surety Prem um Zurich, not SLP, had the sole
di scretion to negotiate an extension of the GVAC maturity date if

Zurich concluded that SLP could not pay the Final Supplenental
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Performance Surety Premiumin an anmount satisfactory to Zurich
Paynent of the GVAC note connotes that Zurich would not have made
a paynent to GVAC under the surety or, if it had, Zurich would
have been rei nmbursed pursuant to the waterfall priorities. The
Rei mbur senment Agreenment required that SLP obtain Zurich's
approval before disposing of substantially all of SLP s capital
assets. Consequently, the Final Supplenental Performance Surety
Premi um constitutes a distribution of equity to Zurich. The
court concludes that a distribution of equity subsunes the
II'linois statutory concept of “a share of the profits of a

busi ness.” See Hunssinger, 745 F.2d at 490 (profits include a

residual claimon an entity’s assets and earnings).

Under Illinois law, “[t]he receipt by a person of a share of
the profits of a business is prima facie evidence that he or she
is a partner in the business.” 805 ILCS 205/7(4). The
Rei mbur senent Agreenment constitutes prima facie evidence that
Zurich is a partner with SLP in SLP s busi ness.

Par ol Evi dence

Zurich maintains that the financial risks it incurred by
provi di ng the credit-enhancing surety bond conpelled the
“prem unt structure under the Rei mbursenent Agreenent. To
consider the financial risks of the surety and the associ ated
underwriting pricing considerations, the court wuld have to

entertain evidence beyond the contract. To do that, the court
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must find the contract anbi guous.

The contract is not anbi guous. The contract provides for

annual paynents that constitute premuns for a surety bond and
for other paynents that constitute sharing profits under Illinois
law. Under the “four corners” of the Rei nbursenent Agreenent,
this dichotony is neither inconsistent nor contradictory.
Rat her, the reading gives neaning to each word in the contract,
as defined by the parties, and gives effect to the contract as a
whol e.

The determ nati on of whether a contract is anbiguous is a

guestion of law. Omitrus Merging, 628 N E. 2d at 1168. Conse-

quently, a reviewng court would read the contract w thout

appl ying any deference to the trial court’s reading of the
contract. Recognizing that a review ng court mght find the
contract anbi guous, in the interest of conpl eteness, the court
considers the parol evidence regarding the construction of the
contract.

The Negoti ations

In July 1997, CCS executed a letter of intent to purchase 89
nursing homes in Texas and Illinois from Park Associ ates. CCS
retai ned the services of ZA Consulting to inplenment the
transaction. Peter Licari, the president and chi ef executive
officer of CCS, testified that by October or Novenber 1997, CCS

concluded that it could not own nore nursing hones in Texas.
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Steven Fi shman of ZA Consulting worked with Licari to find an
alternative neans to inplenent a transaction whereby CCS woul d
manage the Park nursing hones.

Fishman testified that he | ooked for financing alternatives
on behalf of CCS. Fishman contacted several financi al
institutions. Fishman called Mark Baker at Centre. Fishman
testified that he explored obtaining a guaranty to support a
| arger bank | oan for the purchase of the nursing hones with CCS
i nvol venent. Understanding that Centre expressed an interest,
Fi shman i nfornmed Licari of Centre.

Centre had enbarked on an aggressive investnent strategy.
Licari with his attorney and Fi shman nmet with Centre enpl oyees in
New York on Novenber 24, 1997. Baker, a senior vice president of
Centre at the tinme of the transaction, told Licari that Centre
had capital it desired to invest in the nursing honme business.
Baker said that Centre had an interest in owning nursing hones.
CCS s attorney, Fred Ehmann, circulated a term sheet reflecting
t he conversation. Ehmann recorded that Centre would form an
entity to buy the nursing homes or would control who becane the
owner of the nursing hones. Ehmann testified that he understood
that Centre proposed that CCS would “hand of f” ownership of the
nursing homes to the Centre side of the negotiations. Ehmann
felt confident that financial and managenent arrangenents woul d

be reached between CCS and Centre. Accordingly, CCS proceeded
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wi th the purchase of the nursing hones.

On Decenber 11, 1997, Centre provided CCS with a responsive
termsheet. |In that termsheet, Centre created definitions of
premuns to capture free cash flow after the paynent of senior
debt. Licari considered that Centre proposed thereby to share in
the profits of operating the nursing hones. Licari testified
t hat Baker gave himthe firminpression that Centre intended to
share in the profits. Ehmann testified that after extensive
conversations follow ng the exchange of term sheets, he continued
to understand that Centre intended to determ ne the buyer of the
nursing hones. In the exchanges, Ehmann di scussed with Centre
the potential lender, CCS s role as manager, and the priority of
paynent s.

Baker served on the Zurich board and, for a tinme, as an
officer. Baker, Centre’s lead underwiter on the transaction,
functioned as the team | eader in the SLP transaction, reporting
and maki ng recommendations to David WAsserman, Centre’ s chi ef
executive officer at the tinme of the transaction. Baker also
served as an officer of the Centre reinsurance conpany that
underwote the Centre risk in the transaction.

Wasserman testified that Centre took a flexible approach to
financial transactions, at tinmes taking an equity position with
shares or warrants. But, nostly, Centre assuned a nezzani ne

position in the mddle of the debt structure. WAssernman
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testified that he had no direct involvenent in the SLP
negoti ati ons. Baker, on behalf of the underwiting departnent,
handl ed the negotiati ons. Baker consulted with Wasser man.
Wasserman held the ultimate authority at Centre to approve a
transaction. Typically, Wasserman woul d give informal approval
before the formal closing of the transaction but often woul d not
give formal approval until after the cl osing.

| n Decenber 1997, Baker, on behalf of Centre, and Fi shman
expl ored nortgage financing for the acquisition of the nursing
homes. GVAC proposed a nortgage | oan. Baker selected GVAC to be
the lender. CCS and Centre net with GVAC on Decenber 29, 1997.

Cat herine Hil bush, GVAC s | oan officer for the transaction,
testified that GVAC i ntended to sell the loan in the secondary
mar ket as part of a REMC. For GVAC s lending criteria, the | oan
to value ratio could not exceed eighty percent. GVAC obtained an
apprai sal of the nursing hones of $282 million. That val ue would
support a loan of $226 mllion. However, to include the loan in
a REMC, the |oan had to be rated as investnent grade, regardl ess
of the loan to value ratio. The nursing hones’ operations, if
owned by a special purpose entity, would support a | oan at
i nvestment grade of $80 million. To obtain the remaining $146
mllion, Centre offered a surety bond as a credit enhancenent.
Wasser man understood that Centre would provide credit enhancenent

to the GQVAC | oan.
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WIlIliam Shine, who was in charge of GVAC s heal thcare
| ending, testified that GVAC assuned it would obtain an
acceptabl e surety bond to allow for the securitization of the
| oan through a REM C. The court notes, parenthetically, albeit
witten in Septenber 2000 after the closing, H lbush, with
ot hers, wote:

Fi nancing R sk: The acquisition of the facilities

i ncluded no Omers Equity. The owner’s notivation to

continue to operate the properties in the face of

difficulties may be affected by their lack of equity
exposure. The surety appears to bear the ownership
exposure.

Meanwhi | e, on Decenber 16, 1997, CCS net with Centre at
CCS s headquarters in Pennsylvania to present its business and
its personnel, what Licari referred to as a “dog and pony show.”
Ehmann attended as CCS' s attorney. Lynn Finkel and Howard Zai
fromCentre attended the neeting. Fishman testified that he
i ntroduced Eden and Bonds into the transaction, suggesting that
t hey woul d have an independent directors’ role. On Decenber 18,
1997, Baker arranged a neeting with Licari and Eden and Bonds.
Baker informed Licari that Eden and Bonds woul d have a directors’
role.

On Decenber 29 or 30, 1997, CCS, Centre and GVAC net at
CCS' s offices in Pennsylvania. The parties discussed the
structure of the transaction and arranged for due diligence

i nvestigations. On Decenber 31, 1997, Centre wote to CCS

proposing that the first $4 mllion of net cash flow would be
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paid to Centre and ei ghty percent of residual net cash flow would
be paid to Centre; upon sale of the nursing homes, eighty percent
of the net proceeds would be paid to Centre; and an unnaned
“borrower” would enter a twenty-year nmanagenent contract with
CCS

Ehmann testified that he understood that the eighty percent
provi sion would daily sweep the net cash to Centre. Ehmann
testified that the sweep would include profits, and would
actually be a broader sweep than nerely profits.

On January 17, 1998, Licari, Fishman, and Zurich’s
representatives began negotiating the managenent agreenent.
Baker tal ked about Centre being the owner of the nursing hones.
Li cari and Baker negotiated the terns of the nmanagenent
agreenent, the length of the agreenent, the term nation-for-cause
provi sion, the base managenent fee, and a managenent performnce
i ncentive package. Bonds testified that he felt that the
managenent agreenent’s twenty-year termwas too |long and the fees
too rich. But neither he nor Eden were involved in the
negoti ati ons over the managenent agreenent. Centre and CCS
negoti ated the agreenent, presenting it to Eden and Bonds for
execution. The negotiations continued until the closing of the
transaction on February 6, 1998.

As found above, GVAC agreed to loan $226 million, with the

avai lability of a credit-enhancing surety bond fromCentre. GVAC
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intended to sell the secured note on the secondary market as part
of a REMC. Centre used Zurich for the surety. Zurich actually
i ssued the original surety bond for $125 mllion, then increased
it to $146 mllion. As part of the closing, Park Associates
agreed to take a $10 million subordi nated note and CCS agreed to
take a $10 m I lion subordi nated note.

Zurich's Analysis

After the closing, Zurich proposed to retain Fishman and ZA
Consul ting as its ongoing advisors concerning the transaction.
Zurich proposed to pay ZA Consulting five percent of Zurich's
profits plus out-of-pocket expense rei nbursenent as conpensation
for its consulting work. Although Zurich and ZA Consulting did
not finalize this arrangenent, on March 16, 1998, Baker provi ded
Fishman with Centre’s February 1998 internal assessnment of the
transacti on.

Ri ch Koehl er of Centre, under Baker’s direction, had
prepared a witten analysis of the transaction, titled “Deal
Meno.” I n the Deal Meno, prepared for Centre’s formal approva
of the transaction, but not dated, Koehler described that Zurich
woul d i ssue a surety bond for $144.55 mllion to assure a GVAC
$226 million loan with an “AA” rating. Centre “did not wish to
own the nursing honmes,” so SLP was forned to own the honmes. But
Centre obtained the right “to defease the entire $226 mllion

GVAC debt financing and assune sole control of the SLP
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operation.”

The Deal Menp states that “the annual prem umfor the
[ Zurich] surety bond is $4.075 mllion.” The Deal Meno then
descri bes what Zurich receives “in addition.” Zurich:

w Il receive an annual contingent additional prem um

equal to the first $4.0 million in free cash flow from

the SLP operations and 70% of the free cash fl ow above

$4.0 million. Prior to distribution of any annual

contingent additional premium a fund wll be

established to support operations of the hones

i ncludi ng any required capital expenditures.

The Deal Menp reports “[Zurich’s] expected profit is $54 mllion
with a probability of [oss of 19% and a nmaxi mum downsi de of $84
mllion. The return on ARC [allocated risk capital] for the
transaction is 36%”

In summarizing its paynents, Centre determ ned the annual
base prem um “as 100% of the difference between the cost of the
debt financing prior to the [Zurich] surety bond and the cost of
this portion of the financing with the [Zurich] surety bond.”
Centre determ ned that the annual additional prem um would
“provide [Zurich] with a 15%return on the $21.0 mllion ‘equity
portion’ of the bank debt, |ess the cost of financing this
portion of the bank debt.” The performance prem uns capture 100%
of annual free cash flowup to $4.0 mllion and seventy percent
thereafter, with a reserve to assure debt paynent in the future.

Centre' s executive officer, Wasserman, the underwiter,

Baker, and the actuary, |egal, tax and accounting directors,
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affi xed their stanps of approval to the Deal Menb. Strangely,
the “stanp” approvals are all dated “11/13/98" or “11/11/98,”
well after the closing. Wsserman testified that at tines the
formal approval followed the informal assessnent and

aut hori zation to proceed.

Baker provided Fishman with a February 1998 Centre report
that denonstratively mrrored the Deal Menb. Centre viewed the
SLP transaction as providing “An I nnovative Financing Structure”
for “Underperform ng Nursing Honmes” “w th Turnaround Potential”
and “an Opportunity for the Zurich Centre Goup.” Centre
conbi ned the resources of its accounting, financing and tax
departnents in devel oping the structure of the transaction.
Centre viewed the transaction as providing an opportunity “to
capture significant equity economcs with no cash outlay.”

Wthout a surety, Centre determ ned that the nursing hone
acquisitions would require a $21 nmillion equity investnment. Wth
the surety, “[t]he $21 million that woul d have been equity is now
part of the single loan.” After providing its market assessnent
of the interest rates with and without a surety, Centre concl uded
that “[a] portion of the prem umstructure captures” a return to
Zurich on a priority basis of the $21 million portion under the
| oan. Centre determned that “we capture in excess of 70% of the
equity econom cs, 100% of the first $4MMin excess cash fl ow each

year plus 70% of every dollar above $4MMnillion.” Centre
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calculated its best and worst case scenarios for its anticipated
return before considering reinsurance. It then determ ned the
risk of the property and managenent performance and its cost of
t he undertaking by factoring for reinsurance. It concluded that
its “downsi de exposure to [be] something in the range of $30-
35MM if it obtained reinsurance for a projected total prem um
over the Iife of the deal of less than $5 mllion. For that
downsi de exposure, Centre projected a base case profit of $67
mllion on a net present value basis, an average profit of $75
mllion, with an ei ghty-one percent chance of achieving that
| evel of return, a downside maxi mum |l oss |ikelihood of only one
percent, and an overall anticipated return of thirty-six percent.

Centre concl uded:

[With respect to the basis savings on the cost of

borrowed funds, we captured 100% of the difference in

the borrowi ng cost of the senior and nmezani ne [sic]

| oans relative to a financing with no surety. (Base

and Additional Premuns). |In addition we receive

equity returns, in excess of 70% of the econom c upside

of the transaction without funding a dinme of the

trasaction [sic]. Gven that during the termwe

receive the 100% of first $4MM of free cash fl ow our %

of the upside is roughly 88%in our base case.

Fi nkel had been responsible for Centre’ s due diligence
anal ysis of the transaction. She testified that Centre figured
it assuned a surety position on the | evel of nezzanine financing
with an “equity kicker.” Wth a Zurich surety bond, the parties

could negotiate a nore | everaged transaction, with a high debt to

equity ratio. Finkel testified that Centre did not price the
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transaction to include a $21 million equity return. However, the
internal Centre analysis does indeed report a $21 mllion equity
projection. Finkel testified that the Centre anal ysis was not
accurate. But Finkel perforned oversight functions for the
devel opment of Centre’s financial nodels. Wsserman al so
testified that the projection of “equity-like” returns of $21
mllion was not accurate. Their testinmony on this point is not
credible. Finkel is a sophisticated financial analyst with
subst anti al busi ness experience and education. WAasserman was the
chi ef executive officer and had been involved wth Centre’s
wor | d-wi de transactions, nunbering fifty to seventy-five per
year. The Centre anal ysis had been prepared by its accounting,
finance and tax departnents and assenbl ed and reported by its
underwiters after Finkel’s due diligence. The analysis was
conpleted in February 1998 for the closing. Finkel would not
| oosely support an internal assessnent reporting an equity
position in the transaction if Centre did not indeed have that
expectation. Wasserman woul d have corrected the assessnent at
the time if not accurately |abeled. Instead, WAssernan
ultimately affixed his approval stanp to the Deal Meno.

Baker had suggested that the transaction provided a
potential upside to Centre of eighty-eight percent. WAasserman
did not recall that suggestion. But WAssernman recogni zed t hat

Zurich negotiated for a contractual right to seventy percent of
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the free cash flow after paynent of operating expenses, debt
service and reserves, and seventy percent of the net market val ue
in the event of a sale. At trial, Finkel would not acknow edge
that this anobunted to a share of the profits. However, Baker
acknowl edged an average return of thirty-six percent. Yet, Baker
testified that Zurich only intended to capture, through
structured and partially deferred prem uns, sufficient expected
returns to cover its risks.

CCS, Centre and GVAC hel d several pre-closing neetings.
Cl osing negotiations actually lasted from January 27, 1998, to
February 6, 1998. Centre played an active role in the closing
negotiations. FromLicari’'s perspective, Baker negotiated from
the position of an owner. Centre actively negotiated the
managenent agreenent, the Rei nbursenent Agreenent, and the |oan
agreenents. Centre with Baker and its attorney, CCS with its
attorney, and Fi shman negoti ated the Rei nbursenent Agreenent.
Fi shman nmedi ated i npasses in the negotiations. Centre had been
trying to figure out how an insurance conpany could own nursing
homes. Wth the realization that Centre could not outright own
the nursing hones, Centre determned to create a special purpose
entity to owmn the nursing homes. As the closing negotiations
progressed, the idea of creating SLP energed.

Eden testified that he had originally been approached to

serve as an outside director. He fornmed an entity with that role
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in mnd. He sought conpensation for that role but had no
interest in assumng a financial risk. Bonds testified that he

| earned of the deal from Eden. Bonds al so understood that
initially their role would be independent directors. As

di scussi ons progressed, Bonds recalled the term “nom nee owner”
bei ng bandi ed about. Eden and Bonds did not attend the entire
closing. However, as the closing process evolved, Eden and Bonds
agreed to be the nenbers of a special purpose entity to own the
nursing homes. They invested $200 as capital. For that, they
obtained certain tax benefits, the right to receive salaries and
fees, controlled by Zurich, in exchange for services, and ten
percent of the free cash flow and ultimate equity. |In reaching
this agreenent, Bonds testified that he and Eden and their
counsel negotiated with Baker, Finkel and Zail. Neither Eden nor
Bonds paid closing costs. SLP s nenbers assuned no financi al
risks for the operations of the nursing hones. SLP did obtain
responsibility for operating |licenses and conpliance with state
and federal regulations concerning nursing honmes. But, under the
managenent agreenent, negotiated by Centre and CCS, CCS assuned
responsibility to manage the hones consistent with the
regul ati ons.

Creditor or Partner Protections

Zurich contends that the Rei nbursenent Agreenent nerely

contains the protections typically given to a secured | ender.
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Because Zurich provided a guaranty to GVAC through the surety
bond, Zurich asserts that it reasonably obtained the protections
typically given to the secured lender. But under Illinois
partnership law, a partner gets the sane type of protections.
Thus, the rest of the agreenent does not negate that the
agreenent provides for the sharing of profits as well as the
paynment of a premumfor the surety bond.

On February 6, 1998, the parties executed the closing
docunents for the transaction. In addition to the “prem uns”
contained in the Rei mbursenment Agreenent, Zurich obtai ned several
i ndicia of ownership. Zurich negotiated the waterfall to assure
that all vendors and service providers of the nursing homes woul d
be paid. Owners negotiate transaction docunents to assure
paynment of vendors. Creditors negotiate transaction docunents to
assure paynent of their debt. Baker testified that he did not
consider the inpact on trade creditors and patients of the |ack
of actual capital investnent by SLP' s equity holders. But, by
the closing, he did not have to consider that inpact. On behalf
of Zurich, he negotiated the Rei nbursenment Agreenent’s waterfal
that provided for the paynment of the trade creditors and the
purchase of patient-protective insurance before the paynent of
the GVAC note. If a shortfall resulted in insufficient revenue
to then pay the GVAC note, Zurich contracted to pay the note.

Thus, this provision is an indicia of ownership.
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The waterfall provided for a liquidity fund. Rei nmbursenent
Agreenent, 88 6.24, 10.02(iii). That fund assured paynent of
GVAC s note and Zurich's fixed surety premuns. Under that
arrangenment, Zurich assured that SLP woul d have funds avail abl e
to pay creditors, including Zurich wearing its creditor’s hat,
before distributing excess cash to equity level interests. This
provision is consistent wwth the acts of an owner.

The waterfall also provided for paynent of SLP s
rei mbursenent obligations before distribution of the seventy
percent “premum” Under the transaction docunents, paynents
made by Zurich on the surety bond to GVAC created a debt
obligation for SLP. Paynent of the debt obligation occurs before
distribution of free cash flow This provision addresses the
debt obligations to Zurich while preserving the profit
distribution. The contract recogni zes that Zurich may wear both
a creditor’s hat and an owner’s hat. In bankruptcy parl ance,
under their contractual arrangenent, Zurich’s claimwuld be paid
before a distribution is made on its equity interest.

Zurich had ultimate control of the managenent of the nursing
homes. Rei nbursenent Agreenent, 8 6.14. SLP could not term nate
the CCS contract without Zurich’s approval. Hilbush testified
that a creditor typically included managenent revi ew provisions
to assure adequacy of managenent to protect its position as a

creditor. Don Thomas agreed, as did Cark Abbott, Lain’s
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rebuttal expert in the fields of capital markets, corporate
finance, workout |ending and the review of letters of credit in a
commttee but not in the field of pricing of letters of credit.
However, the Rei nbursenent Agreenent provides Zurich with the
“sol e and absolute discretion” to authorize SLP to termnate the
managenent agreenent and to execute an alternative managenent
agreenent. Zurich had final authority for the selection of a
successor nmanagenent conpany. No witness testified that a
creditor obtained absolute control over enploynent of nmanagenent.
Dol an testified that he would not expect that nagnitude of
control in a creditor reinbursenment agreenent. Under Illinois
law, all partners have equal rights in the managenent of the
partnership business. 805 ILCS 205/18(e). The managenent
provi sion of the Rei mbursenent Agreenent thus recogni zes the
rights of a creditor to nonitor but goes beyond those rights to
i nclude the power and rights of a partner.

In the event CCS suffered a loss on its $10 million note,
Zurich assunmed one-half of that |oss. Reinbursenent Agreenent,
8§ 10.03. Ehmann testified that this provision, ultimtely
suggest ed by Baker, addressed the concern of CCS and Zurich about
| oss sharing. Ehmann testified that, in his experience, this was
a unique provision. Finkel did not recall the provision so could
not comment about it in her testinony. Thomas testified that he

coul d not ascertain what the provision neant or attenpted to
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acconplish. Hass testified that he had never seen this type of
provision in a creditor agreenent. The assunption of the |oss of
a subordinated note is not consistent with the role of a creditor
but rather reflects the interest of an owner. |ndeed, as part of
t he agreenent anong the parties, in the event CCS had been
termnated as the property manager, Zurich's interest in the free
cash flow and ultimate distribution increased from seventy
percent to ninety percent. Hass testified that he had never seen
this type of reversion of a managenent interest to a surety in a
creditor agreenent.

Zurich obtained the authority to negotiate an extension of
the GVAC maturity date. Reinbursenment Agreenent, 8 2.05. Zurich
could extend the GVAC maturity date if Zurich concluded that it
coul d not obtain a Final Supplenental Performance Surety Prem um
in an anount satisfactory to Zurich. That prem um anounted to
seventy percent of SLP's fair market value, unless CCS was no
| onger the manager, in which case, it increased to ninety
percent. In addition, Zurich had the authority to control the
di sposition of substantially all of SLP s capital assets,

Rei mbur senment Agreement 8 7.03, which it coul d exercise to assure
a final paynent it deened satisfactory. Bonds testified that
Zurich obtained this control fromSLP to maxi m ze the realization
of the seventy or ninety percent interest, to a |evel

satisfactory to Zurich. Finkel would not or could not testify
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about the purpose of these provisions. Hilbush testified that
8 2.05 was not a typical creditor provision in a | oan docunent.
Dol an testified that he would not expect that type of provision
in a loan docunent. Thomas could not identify a |oan transaction
with a simlar provision. Nor could Hass. Under Illinois |law, a
partner may contract to protect “his share of the profits and
surplus.” 805 ILCS 205/26; see also Part VI, dissolution and
wi ndi ng up at 805 |ILCS 205/ 29-205/43. The court concl udes that
this provision constitutes an indicia of ownership.

Hi | bush testified that several of the provisions of the
Rei mbur senment Agreenent mrrored the SLP-GVAC | oan agreenent or
woul d be typical creditor protections. These include default
provisions of 8 4.01, several of the representations and
warranties of Article V, the maintenance of existence requirenment
of 8 6.02, the insurance requirenents of 8§ 6.04, the financial
information of 8 6.05, the access to and accuracy of the books
and records of 8 6.07, the paynent of debt service of §8 6.08, the
debt service coverage ratios of 8 6.09, the capital expenditure
reserve of 8 6.13, part (but only part) of the managenent
agreenent requirenents of 8 6.14, and several of the negative
covenants of Article VII, all fromthe Rei mbursenent Agreenent.
Both provide for Illinois law to apply, and both have an
integration clause. The Rei nbursenent Agreenment limts

conpensation paid to Eden and Bonds and control s divi dends
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wi t hout Zurich's consent. Zurich held a creditor-debtor
relationship with SLP. SLP owed Zurich for the actual prem um
for the surety bond itself. Also, in the event of a Zurich
paynment to GVAC, SLP had an obligation to repay Zurich. Wile
t hese provisions addressed that creditor-debtor rel ationship,
II'linois partnership | aw al so accords several of these rights to
a partner.

II'linois law provides that a partner is entitled to access
to the partnership’ s books and records. 805 ILCS 205/ 19.
Partners nust render on demand true and full information of al
things affecting the partnership to any partner. |d. at 205/ 20.
Any partner has the right to a formal account of the partnership
affairs. 1d. at 205/ 22.

The Rei nbursenent Agreenent prohibits SLP from prepayi ng
GVAC “w thout the prior witten consent of [Zurich].”
Rei nbur senent Agreenent, 8 7.11. Thomas testified that, for this
transaction, that is not an unusual provision. Dolan testified
that this was not a typical creditor protection. The court
infers that a guarantor would prefer that the principal debt be
paid. The paynent of the principal debt would relieve Zurich of
its obligations under the surety bond. But, in this case, Zurich
m ght not have obtained the equity return it sought in the
transaction in the event of an early paynent of the nortgage.

For that reason, Zurich controlled whether SLP could prepay the
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| oan. Zurich contends that an intent to forma partnership could
not exist because the relationship between Zurich and SLP woul d
end with the paynent of the GVAC note. As found above, Zurich
could extend the termof the | oan, and thereby extend its
relationship with SLP, for its econom c benefit. Under Illinois
partnership law, a partnership can be “for a fixed term” 805

| LCS 205/ 23. Thus, the court concludes that this provision is an
i ndi ci a of ownershi p.

Thomas testified that the owner would typically negotiate
t he managenent contract. Wile SLP did not negotiate the
contract, SLP signed the contract. Thomas knew that Eden and
Bonds had been in the nursing honme business.

Nevert hel ess, Thomas opi ned that the Rei nbursenent Agreenent
| ooked |ike a creditor agreenent. To a point, it does. It
contains the basic elenments of a credit agreenent, addressing
Zurich's creditor’s hat. But Thomas further testified that he
could not identify another creditor transaction with the transfer
of extension rights of 8 2.05 of the Reinmbursenent Agreenent. He
recogni zed that he gave his opinion wthout understanding the
meani ng of 8§ 10.03. He could not recall an “equity kicker” of
seventy percent for a surety. Indeed, he testified that he could
not identify another transaction with a creditor in a simlar
ci rcunst ance.

Dol an testified that several of the provisions of the
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Rei mbur senent Agreenment overwhel ma creditor-debtor relationship.
The agreenent does not contain sufficient “di stance” between
Zurich and SLP to be nerely a creditor-debtor agreenent. |ndeed,
based on the above findings, Centre considered that it negotiated
for and obtained an ownership interest in the nursing hones. In
its internal analysis, Centre projected an equity return.

Fishman testified that he discussed that analysis wth Baker.

Fi shman understood that Centre sought an equity return because it
was taking an equity risk. Baker opined that Centre shoul d
obtain a profit above the difference between the capital |oan
rates without the credit enhancenent and with the credit
enhancenent. Equity woul d exi st above that difference, which
Centre woul d capture.

Baker testified that his goal was not to obtain ownership
benefits of the nursing homes for Centre or Zurich. According to
the Deal Menp, Centre determned not to “own” the nursing hones,
but it did intend to obtain ownership benefits, by contracting
for paynents and interests “in addition” to the premumto cover
the surety bond itself. Baker’s testinony is not credible.
| nvoki ng Cintonesque responses, Baker evaded questions asking
himto express his intent in the negotiations. |ndeed, he would
not even acknow edge that he actually negotiated the transaction,
el ecting to evade the questions by asking for the neaning of

“negotiate.” Rather than recognize his role in the negotiations,
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he testified that the only persons who negoti ated the managenent
agreenent with CCS were the persons who signed the agreenent.
Nevert hel ess, he reluctantly acknow edged an internal nmenorandum
stating that Centre would receive an equity return of seventy
percent of the econom c upside of the transaction w thout funding
the operations or acquisition. Centre insisted that, in the
event CCS ceased nmanagi ng the nursing hones, Zurich would obtain
CCS' s twenty percent interest in free cash flow under the

Rei mbur senent Agreenment and in the distributions after a sale of
the assets. Baker testified that by controlling that interest,

it could provide an incentive to a successor manager. Wth the
right to ninety percent of the free cash flow and the equity in

t he busi ness, Zurich held the position of the owner. Zurich
coul d offer a successor managi ng conpany a share of the free cash
flow and equity or retain that interest for itself.

Al t hough Baker hesitated about several internal Centre
docunents, he ultimately recogni zed that Centre referred to the
transaction as “an innovative financing structure” and “equity
return shared.” Baker testified that he and others at Centre
used these terns too |loosely. The Centre personnel involved in
the transaction were experienced, sophisticated players in the
financial markets, with graduate |evel business degrees. They
woul d not use words of market significance |oosely. Centre

negotiated for the realization of the econom c upside of any
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success in operating the nursing hones. An internal Centre
menor andum refl ected that Zurich would realize that val ue by
surety prem uns which capture “savings fromreduced borrow ng
cost of loan,. . .annual excess cash flow generated during the
life of the transaction, and. . .residual economc value at end
of the term”

Fi nkel testified that the Rei nbursenent Agreenent only
contenplated Zurich's role as providing a surety bond. Zurich
woul d pay the GVAC principal and interest, with SLP having an
obligation to repay Zurich. Zurich thereby provided an insurance
policy to SLP to cover the nortgage. But if SLP only purchased a
surety bond from Zurich, the obligations to pay Zurich a prem um
shoul d have ended with the paynent of the GVAC debt. Both the
GVAC debt and the surety bond had ten-year terns. At the
maturity of the GVAC | oan or the repaynent of the GVAC debt,
SLP's obligations under the Rei mbursenent Agreenent did not end.
Zurich had a contractual right to seventy or ninety percent of
the net fair market value of SLP as a going concern. At the tine
of the maturity of the GVAC | oan, Zurich had the exclusive right
to negotiate an extension of the maturity date. Finkel
acknow edged that Zurich had an interest in SLP after the GVAC
note’s maturity date or after the paynent of the GVAC note until
Zurich obtained that return. Nevertheless, Finkel insisted that

neither Centre nor Zurich intended for Zurich to have an
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ownership position with SLP. That testinony is not credible.
After the closing, Zurich considered that it had an
ownership position. Centre personnel, including Finkel, referred
to actions concerning CCS as nanager as “we would |ike” and “we
supervi se, they execute.” They referred to GVAC as “our choice.”
They referred to the nursing homes as “our” nursing hones. They
referred to regional managers of the nursing hones as “our”
regi onal managers. They referenced the seventy percent
obligation as “70% profits.” Finkel confirmed that under 8§ 10.02
of the Rei nbursenent Agreenent, Zurich obtained the |ast seventy
or ninety percent of cash distribution after paynent of operating
expenses, debt service and reserves, dependi ng on whet her CCS
remai ned the property manager. She also confirnmed that under
8§ 10.04, Zurich obtained the |ast seventy percent or ninety
percent of a sale. Baker and Finkel recognized an internal base
case analysis with an eighty-ei ght percent “upside” for Zurich.
By putting Centre’s bal ance sheet to work to enhance credit,
Fi nkel testified that Centre entered the negotiations with the
intention of attenpting to obtain an ownership interest wthout
an asset appearing on Centre’s bal ance sheet. Centre’s internal
assessnment referred to capturing “equity econom cs” and “equity
returns.” The “equity returns” were “in addition” to premuns to
cover the borrowi ng cost differences. The Centre personnel were

too sophisticated in financial affairs and Centre’s operations
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not to nean what they said to each other.
Pricing

Wasserman testified that Centre would price the surety based
on the risks that GVAC woul d call the guaranty. To conpensate
Centre for that risk, Centre negotiated a conpensati on package,
with different conponents, sonme up front, sone at the back end of
the transaction. Wth the suppl enental performance prem um
Zurich agreed to be conpensated if the nursing honmes produced
i ncone. Wasserman could not identify another transaction where
Centre obtained seventy percent of the net free cash flow, after
paynment of operating expenses, as the price of an insurance
prem um

Hi | bush testified that she did not disagree with the
proposition that a surety bond would command a substanti al
prem um which, in essence, would be an equity return. GVAC
assessed that Zurich bore the ownership exposure. GVAC served
the heal thcare industry as a major lender. Hilbush testified
that, in her experience, she had not participated in another
transaction like the SLP transaction. Shine also testified that
GVAC did not engage in another transaction with a surety.
Hi | bush testified that she never worked on a transaction where
prem uns were paid as a percentage of free cash flow
Nevert hel ess, she did not understand Zurich to agree to perform

any role other than as a surety.
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A premium for a surety bond should cover the costs of the
undertaking with a reasonable profit. Dolan opined that in a fee
structure for a loan, the typical profit factor above the costs
woul d be one to two percent. The greater the perceived risks,
the nore likely the two percent factor would be used. |If the
surety provider obtained a greater anmount, then sonething nore
than a premumwas involved. Wile not an expert on the pricing
of surety bonds, Dolan testified that the charges in the
agreenent were too high for nerely a prem um however risky the
undert aki ng.

Hass testified that the costs of the undertaking could be
measured by the capital Zurich had to reserve to cover the bond.
Hass testified that Zurich had to reserve enough capital as if
the surety bond carried a BB rating. He testified that anount
woul d be 100% of the guaranty in this transaction, or $146
mllion. Hass further testified that, at the mezzani ne |evel,
Zurich woul d expect a fourteen to eighteen percent return on an
i nvestnent of that capital.

In the March 16, 1998, nmenorandumto Fi shman, Centre
reported its assessnent that to cover its costs Centre projected
antici pated base and additional premuns to total $115 mllion,
with a net present value basis of $67 mllion. Centre projected
an ei ghty-one percent likelihood that the guaranty woul d not be

called. Centre figured Zurich would realize the $67 mllion as a
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“base case profit.” Actually, Centre projected “an average
profit” on the eighty-one percent probability that the guaranty
woul d not be called of $75 million. Centre projected only a one
percent probability of a “maximum | oss.” But, considering the
“unlikely possibility of a maximum |l oss,” Centre expected to
pl ace rei nsurance coverage to “reduce our downsi de exposure to
something in the range of $30-35MM” Centre figured the
rei nsurance prem um “over the life of the deal of |ess than
$5MM "

Contrary to Hass’ testinony, Centre would purchase
rei nsurance thereby mnim zing the anmount of capital to hold in
reserve. Centre would incur costs of $5 million for the
reinsurance. Centre figured its maxi mum exposure, with the
rei nsurance, would then be $30 to $35 million dollars. At
mezzani ne rates of fourteen percent, according to Hass, that
woul d command a return of $4.9 nmillion per year. |In round
figures, the cost of the undertaking would be $50 mllion over
ten years plus the $5 million reinsurance premium for a total of
$55 mllion, not reduced to present val ue.

Centre projected a present val ue base case profit of $67
mllion, and an average profit of $75 mllion. Thus, Zurich

projected a return substantially above its costs.! As the base

The nmenorandum estinmated the surety bond to guarantee $126
mllion of debt. Utimately, Zurich guaranteed $146 mllion. The
costs of the undertaking for Zurich would thereby increase
somewhat. But the increase would not alter the analysis that

-62-



and additional premuns for the insurance would cover Zurich’s
costs plus a reasonable profit, the anticipated excess including
t he seventy percent of free cash fl ow nust have been intended to
constitute a share in profits by obtaining an equity position.

| ndeed, Centre’'s analysis figured a thirty-six percent return,
conpared to Hass’ testinony that a nezzani ne | ender would
anticipate a fourteen to eighteen percent return. Hass testified
that an equity investor would expect a return of greater than
twenty-five percent. Zurich had that expectation.

Hass testified that a borrower would not pay nore for a
credit enhancenent facility than the difference between the cost
of aloan in the market wwth and w thout the enhancenent. Hass
testified that a fixed prem umusually would be charged for a
surety bond. However, if the cash flow of the borrower does not
permt the annual paynent of the prem um a performance prem um
may be used to address the deferred portion of the prem um
paynment. The prem um anount woul d then be contingent on the cash
flowlevels. Wth the need for a deferred paynent of the prem um
because of a borrower’s cash flow, the risk of paynent woul d be
factored into the upside of the transaction, and be addressed by
equity consideration for the surety conpany. Typically, the debt
woul d be subordinated, with the equity addressed by warrants.

Thomas opined that Zurich guaranteed a highly | everaged cash

Zurich intended to obtain a sufficient return to share in profits
by obtaining equity.
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flow transaction. The underlying credit strength turned on SLP s
projected cash flow. Because of the uncertainty, Zurich had to
defer its conpensation. As a result, Zurich had to structure the
prem um for back end paynents.

In responding to a hypothetical nodel posed by Zurich,
Thomas testified that had Zurich made a $146 million loan with a
fourteen percent interest rate, and an $80 nillion investnent
grade | oan, SLP would have paid interest and principal over ten
years of $195 million. Zurich projected conpensation of $115.5
over the ten years, making the Zurich obligation | ess than the
di fference between the costs of a loan with and wi thout the
enhancenent. This hypothetical presupposes that SLP could obtain
a loan of $146 million junior to a senior GVAC | oan of $80
mllion, with no equity contribution by an investor.

But, based on Centre’s analysis, that hypothetical does not
reflect the actual market at the time of the transaction.

Wthout a surety, Centre figured that SLP could obtain a senior

| oan of $190 million and a nmezzani ne | oan of $15 million,
provided SLP raised $21 million in equity. Wth the surety, the
two | oans and the equity contribution could be rolled into a
single loan. If SLP raised $21 mllion in equity, Centre figured
a senior loan with interest at 230 basis points above the
treasury yield or 7.8% and a nezzanine loan with interest of

twel ve percent per annum SLP's ten-year interest-only service
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on those two | oans woul d equal about $166 mllion. Wth the
surety, figuring interest-only paynents for ten years, Zurich
projected that SLP woul d pay GVAC about $138 million and Zurich,
$115.5 million, for a total of $253.5 mllion, well above the
mar ket di fference.

Furthernore, Centre’s own assessnent figured that Zurich
woul d “capture [through the base premi um and the additional
prem um 100% of the difference” of the cost of borrowed funds
bet ween the transaction with the surety and a transaction with a
senior loan and a nmezzanine |oan wthout the surety. “In
addition we receive equity returns, in excess of 70% of the
econom ¢ upside.”

Dol an testified that a borrower would not pay seventy or
ninety percent of its free cash flowor of its net market val ue
for credit enhancenent, especially when the transaction is
secured by a nortgage on 87 nursing hones, with an appraised
val ue of $282 million. The cost of the credit enhancenent woul d
be greater than the market costs for a below i nvestnent grade
loan in the actual market as projected by Centre. Dolan
testified that a prudent business person would raise capital and
not pay nore for credit enhancenent than the business gets out of
it. As a result, Dolan questioned whether sonething nore than a
debtor-creditor relationship had been intended by the parties.

Zurich' s analysis reflects that Zurich intended to obtain an
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equity position and to share in the profits. Centre determ ned
that the difference in basis points between a total senior |oan
and nmezzanine | oan of $205 nmillion and the surety transaction
“inures to the benefit of the surety provider.” “The $21 nillion
t hat woul d have been equity is now part of the single |oan.”
Centre projects that “[a] portion of the prem um structure
captures” a return on the equity portion of the loan. “In
addition we capture in excess of 70% of the equity econom cs,
100% of the first $4MMnmillion in excess cash flow each year plus
70% of every dol |l ar above $4MM”

At the tine of the transaction, GVAC apprai sed the property
at $282 mllion. As Baker reported to Fishman in the March 16,
1998, nenorandum Centre figured that the nursing homes would
mai ntain their value. The appraised value was 115% of the act ual
purchase price of the property. The price as a multiple of
earnings was |less than the industry average. A one percent
increase in census would result in a $1 mllion increase in
annual profit. CCS had the experience to neet the managenent
performance expectations. Thus, Centre assuned that the nursing
homes woul d at | east maintain their val ue.

Wth that value, in year ten, if SLP sold the nursing hones,
the GVAC, CCS and Park Associ ates notes would be paid, with
equity of $38 mllion remaining. Wth seventy percent of the net

mar ket val ue, Zurich would obtain $26.6 nillion, assum ng CCS
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remai ned the manager in year ten. That projects consistently
with Centre’s internal assessnent of an equity conponent of $21
mllion. As Baker wote, by providing the surety, Zurich “was
able to capture significant equity econonmcs with no cash

outl ay.”

Al t hough Hass had no direct experience with a simlar
transaction, he neverthel ess opined that Zurich negotiated only
for a creditor position in the Reinbursenent Agreenent. Hass
stated that the pricing structure of the surety bond was
consi stent wth nmezzani ne financing transactions. That opinion
conflicted wth Hass’ description of how the market for credit
enhancenment operates. Hass would |ook to a fourteen percent
total return on the cost of the undertaking for the surety
conpany, including the risks. Centre projected a thirty-six
percent return. Hass testified that the additional return
typically takes the formof equity. That was what Zurich
i nt ended.

Zurich thereby intended that the price structure of the
credit enhancenent surety loan include both a premumfor the
surety bond and a sharing in the profits of the operations of the
nursing home with an equity return.

Based on the parol evidence, Lain has established by clear
and convi ncing evidence that Zurich intended to obtain a share in

the profits as well as recover a premumfor the surety as a
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creditor. Zurich intended to obtain a share of the profits in
the manner it structured SLP s paynents to Zurich and by assuring
an equity return in the transaction. The parol evidence of the
negoti ati ons, the docunent protections, the internal Centre

anal ysis and the pricing of the transaction all support the
finding that Zurich intended to obtain a share of the profits.
Consequently, whether the court restricts its analysis to the

Rei mbur senment Agreenment or considers the parol evidence, Lain has
met his burden of proof that Zurich would receive a share of the
profits.

As found above, under Illinois law, “the receipt by a person
of a share of the profits of a business is prima facie evidence
that he or she is a partner in the business.” 805 ILCS 205/7(4).
The inference shall not be drawn, however, if certain exceptions
apply. The inference does not apply if the paynents were
received as “a debt by installnments or otherwise.” 805 ILCS
205/ 7(4)(a). As found above, Zurich received paynents on a debt
for the surety bond. |In addition, Zurich contracted to receive
paynments beyond the debt, as an equity return. The inference
applies to the paynents beyond the debt; nanely, the paynents in
addition to the debt.

The inference does not apply if the paynments were received
as wages or as an annuity. Zurich would not receive paynents as

wages or as an annuity. The inference does not apply if the
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paynments were received as interest on a | oan, though the anobunt
of paynent varies with the profits of the business. Zurich did
not | oan any noney to SLP. SLP purchased an insurance surety
bond from Zurich. SLP and Zurich contracted for the paynent of
the premumfor that insurance, with an established base and
additional prem um paynent. The premumdid not apply to
interest on a loan or to principal on a |loan. Zurich contends
that its share of the free cash flow conpensated Zurich for the
guaranty of the GVAC |l oan. Zurich argues that it rented its
credit rating to SLP. SLP paid a premumfor the bond. SLP had
a contractual obligation to pay Zurich for any advancenents nade
under the bond. Beyond the premumfor the surety bond, Zurich
contracted to receive a share of the profits, albeit with the
anount figured as a percentage of the profits.

The i nference does not apply if the paynments were received
as consideration for the sale of the goodwill of a business or
ot her property by installnments or otherw se. SLP did not
contract with Zurich for the paynents to be consideration for the
sale of the goodwi Il of its business or other property. None of
the exceptions to the application of the inference apply.

Accordingly, under Illinois law, Lain has established a
prima facie case that Zurich is a partner in the SLP business.
805 I LCS 205/ 7(4).

| nt egrati on d ause
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The Rei mbursenent Agreenent contains an integration clause,
providing that the Agreement constitutes the entire agreenent and
under st andi ng anong the parties and supercedes all prior
agreenents and understandi ngs, oral or witten. The managenent
agreenent has a simlar provision. Ehmann testified that CCS
wanted to focus on the final docunents, not on the negotiations
swirling around the docunents.

Application of the integration clause would renove fromthe
court’s consideration the evidence of the evolution of the
parties’ relationship. The court would not consider the
negoti ations, strategies and objectives of the parties fromthe
begi nning of the transaction to its closing. SLP and Zurich
contracted in the Reinbursenent Agreenent for Zurich to share in
the profits of the business. That is prima facie evidence that
makes Zurich a partner by operation of Illinois |aw

Ironically, Zurich contends that the court should not
consi der parol evidence because of the integration clause. The
court would only consider the parol evidence if the Rei nbursenent
Agr eenent was anbi guous. Wthout anmbiguity, the court would not
consi der prior agreenments and understandi ngs, as provided in the
integration clause. The Rei nbursenent Agreenent unanbi guously
provides for a share of the profits to be paid to Zurich. 1Inits
findings and concl usi ons, the court does not consider prior

agreenents or understandi ngs.
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The court addressed the parol evidence, including the
under st andi ngs of the parties, for purposes of conpl eteness
should a reviewi ng court determ ne that the contract was
anbi guous, thereby necessitating an anal ysis of other evidence to
determ ne Zurich's intent.

Rebutt abl e Presunpti on

Because Zurich contracted with SLP to receive a share of the
profits of SLP s business, Lain has established prima facie
evi dence that Zurich was a partner in SLP s business. 805 ILCS
205/7(4). Illinois courts and federal courts applying Illinois
| aw have suggested that additional evidence would be needed to
establish a partnership. Chen, 1998 W. 27140 at *8 (“[t]he
sharing of profits is prima facie evidence of the existence of a
partnership, but not sufficient evidence of such a
relationship.”); Argianas, 631 N E 2d at 1370. These statenents
must be read in the context of the evidence in each case. The
judicial decisions do not underm ne or negate the Illinois
statutory command that sharing of profits is prima facie evidence
of a partnership. “Prima facie” neans “sufficient to establish a
fact or raise a presunption unless disproved or rebutted.”
Bl ack’s Law Dictionary 1209 (7th ed. 1999). “Prima facie
evidence” is “evidence that will establish a fact or sustain a
j udgment unl ess contradictory evidence is produced.” 1d. at 579.

Wt hout evidence to rebut the prina facie case, Lain has
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establ i shed a partnership.

The Illinois cases instruct the court to review the evidence
of the facts and circunstances surrounding the alleged formation
of the partnership to determine if Zurich has rebutted that prim
facie evidence. Barratt, 1999 W. 967513 at *1. At the close of
Lain’s evidence, Zurich noved the court, under Fed. R Cv. P.
52(c), nade applicable by Bankruptcy Rule 7052(c), for a judgnent
on partial findings, contending that Lain did not establish
several essential elenents for a partnership. Since Lain has
established prima facie evidence of a partnership, the court nust
consider and weigh all the evidence to determ ne whet her the

prima facie case survives. 1n re Estate of Goldstein, 688 N E. 2d

684, 690 (IIl. App. C. 1997) (applying parallel Illinois civil
rule). Through its notion for a judgnment on partial findings,
Zurich has highlighted evidence to rebut the prima facie case for
a partnership.

The parties did not execute a docunent titled partnership
agreenent between SLP and Zurich. The parties did not file a
declaration or certificate of partnership with a county clerk in
IIlinois. There is no evidence that the parties did business
under a partnership name. The parties did not advertise as a
partnership. SLP did not advertise that it operated its business
in partnership with Zurich. The parties did not create tel ephone

or other listings as a partnership. They did not file
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partnership tax returns. They did have a debtor-creditor
relationship with SLP purchasing a surety bond from Zurich for a
prem um and having a contractual obligation to reinburse Zurich
for paynments Zurich makes under the surety bond. The
Rei mbur senment Agreenent does not refer to Zurich and SLP as
partners. Oher closing docunents suggest that SLP did not have
a partner. The GVAC note states that SLP as borrower and the
hol der of the note had a debtor-creditor relationship, so that
t he note should not be construed as creating a partnership. The
definition of a holder of the note includes the surety conpany.
This evidence rebuts the prima facie case for a partnership.
But, it does not defeat Lain’s case. Accordingly, the court
denies Zurich’s notion and turns, instead, to determne if Lain
has established a partnership by clear and convi nci ng evi dence.
Wth the statutory presunption rebutted, nere participation in
profits does not of itself create a partnership. Argianas, 631
N. E. 2d at 1368. Nevertheless, a contract to share profits
remains the essential test. Barratt, 1999 W 967513 at *1. On
the other hand, a partnership may exist wthout the sharing of
| osses. Argianas, 631 N.E. 2d at 1368. 1In the follow ng
sections, the court makes its findings concerning the other
indicia that the parties intended to forma partnership.

Moni tori ng and Management | nvol venent

Foll owi ng the closing, Zurich actively engaged in nonitoring
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SLP's performance. The CCS nmanagenent agreenents governed the
daily operations of the nursing hones. SLP provided oversight of
the daily operations, including |icensure and state filing
procedures, visiting the nursing homes, participating in the
accounts receivabl e and accounts payabl e process, inplenenting
procedures relating to Medicare and Medi caid i ssues and approving
the budget. Zurich, on the other hand, did not exercise

conti nuous and systematic control over the daily operations.
However, Zurich engaged SLP s nanagenent concerni ng operati onal
and budget consi derati ons.

Licari testified that Zurich nonitored the change of
ownership status follow ng the closing, and followed the census
survey reports, calling CCS with problens and concerns. The
reports detail ed several problens per nursing honme, which CCS had
to address. Licari felt that, at tinmes, he spent nore tine
addressing Zurich than attending to the status and survey
reports. Finkel and Zail both requested information from CCS

CCS issued nmonthly reports to Zurich, but also to SLP s
board and to GVAC. Licari spent time responding to Finkel, who
of ten posed questions involving field operations work.

Zurich regularly attended SLP quarterly board neetings.

CCS attended the board neetings as property manager.

Hi | bush testified that GVAC al so regularly attended the neetings.

Fi shman attended. Baker sought to retain ZA Consulting to
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monitor SLP's financial performance for Zurich. Zurich drafted
an engagenent letter to retain ZA Consulting for that purpose.

All the parties to the transaction participated in the
initial post-closing budget fornulation. Zurich followed the
budget process in 1998 and 1999. In 1999, the parties confronted
Medi care changes, which intensified Zurich’s budget involvenent.
Licari estimated a | oss of revenue in 1999 because of Medicare
changes. SLP experienced a dramatic difference between the
forecasted performance of the nursing honmes and the actual
performance. That resulted in budget and operational discussions
at Zurich's office, with Licari, Baker and Zail present. GVAC
al so attended the neeting. CCS proposed to reduce operati onal
expenses by $7.5 million and to reduce its nmanagenent fee to four
percent. Licari testified that as the revenue declined, Zurich's
i nvol venent i ncreased.

Fi nkel requested information on the census of specific
homes. Licari discussed staffing ratios wth Finkel at the
regional level. Finkel testified that Zail actually nonitored
SLP's operations, giving her reports. Zurich becane concerned
that CCS had spread itself “too thin.” Meanwhile, during md-
1999, Eden and Bonds increased their involvenent with the
managenent of SLP

In October 1999, Licari had a breakfast neeting wth Baker.

Baker suggested that CCS increase its focus on SLP by reducing
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its managenent involvenment with other nursing hones.

Baker prepared an agenda for a Decenber 16, 1999, neeting to
di scuss operational issues. Baker sent the agenda to Fi shman and
Geg Lentz of ZA Consulting. The agenda included health
departnent notifications to the nursing homes and staffing
i ssues. Several nursing honmes faced reports of sub-standard care
that required attention. Lentz testified that he found that
| evel of involvenent unusual for a surety creditor, as contrasted
with the owners and managers of the nursing hones and their
| awyers.

SLP term nated CCS as nanager on Decenber 10, 1999. After
that event, Zurich further intensified its involvenent with
managenent issues. Rudy Dimmling, a Zurich vice president,
testified that CCS |l eft SLP s books and records in disarray.
Zurich participated in | engthy conferences with GVAC and ZA
Consul ting concerning SLP' s financial condition. Patricia
Aprill, Centre’'s conptroller and a vice president, testified that
Zurich prepared a nenorandum addressing the deterioration of
SLP's business and a plan of action to collect accounts
recei vable. She challenged the followup on quality of contro
and managenent issues, even though she testified that Zurich was
a creditor. Zurich was concerned about incurring a loss on its
surety bond. Hilbush confirmed that during this tinme period

SLP' s business deteriorated. SLP suffered from declining census,
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difficulty collecting accounts receivable, inaccurate Medicare
clainms and nursing shortages. Wth troubled healthcare | oans,

| enders had to increase their nonitoring. Accordingly, Hilbush
testified that GVAC i ncreased its oversight as well.

I n Decenber 1999, CCS had notified SLP that it would be
unable to nake a tinely paynent on the GVAC note. SLP recogni zed
that it would be treated by its creditors as if a default
occurred. GVAC and Zurich increased their |evel of nonitoring
SLP, proceeding in a | oan workout node. Zurich, |Iike GVAC,
increased its requests for financial and performance information,
participated in the budget discussions, inplenented oversight
pl ans and pursued increases to working capital. Zurich did not,
however, declare a default with respect to financial difficulties
until Cctober 2001.

Nevert hel ess, in Decenber 1999, Zurich went beyond that
oversight function to actually take control over cash managenent
and borrowed funds. Zurich had ZA Consul ti ng appointed to manage
the cash. As found below, Zurich then directed the priority of
paynments and arranged for working capital financing. Then in
March 2000, Zurich exercised control over both the Texas and
II'linois receivabl es.

Joe Tutera, a health care property nmanager, testified that a
creditor would typically review financial operations, assum ng a

nmore intense role if financial conditions deteriorated. SLP
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hired Tutera to manage the Illinois hones. Tutera testified that
Zurich was not involved in daily managenent operations. Joseph
Emmanuel , a nursing hone adm nistrator, worked for SLP' s Texas
division. He never net with Zurich or experienced any

i nvol venent by Zurich with daily managenent operations.

Thomas testified that with a business in financial stress,
the creditors woul d becone nore involved in the financial review
and nmonitoring. Creditors would take a nore active role to
attenpt to prevent a |l oss. Even before an actual event of
default, creditors nmay consider the business in a workout nopde,

i ncreasing the level of involvenent and scrutiny. Abbott agreed
that in a workout situation, a | ender would exercise its
nmonitoring rights.

The court finds that Zurich's financial nonitoring tracked
that of a creditor. But, when Zurich engaged in the actual
control of managenent or of SLP s business, Zurich went beyond
the typical role of a creditor. Zurich then acted nore |ike an
owner or a holder of an equity interest.

Term nati on of Managenent

On Decenber 10, 1999, SLP term nated CCS as nmanager. As
early as May 1999, Finkel suggested to Lentz at ZA Consul ting
that CCS s resources had been spread too thin. Zurich wanted CCS
to make changes in its business. Lentz confirnmed receiving that

assessnment from Zurich. Lentz presented Zurich’s concerns to
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By |ate 1999, Bonds suggested that SLP term nate CCS. But
Baker did not consent to the termnation. As a result, SLP gave
CCS thirty days to cure its allegedly deficient performance.
Bonds and Eden nmet with Zurich in New York. At that neeting,
Zurich consented to SLP's term nation of CCS. Baker as the
underwiter, Al den Warner as the workout |eader and a Zurich
attorney advocated the termnation at the nmeeting. Although SLP
had given CCS a thirty-day cure letter, Zurich insisted on an
i mredi ate term nati on.

Hi | bush testified that GVAC, the nortgage hol der, played no
role in the decision to termnate CCS. However, after a neeting
at GVAC s offices with Lentz and Eden or Bonds, GVAC consented to
the term nati on.

After Zurich exercised its sole discretion concerning
term nation of managenent, SLP issued the termnation letter.

Rat her than advi sing and consenting after a due diligence review
of managenent’s performance as GVAC did, Zurich held and
exercised the ultimate authority to term nate CCS as nanager

Empl oyment of New Managenent

Aprill testified that Zurich felt burned by CCS. As a
result, Zurich retained professionals on behalf of SLP to assi st
Zurich in considering prospective new managenent. Zurich

inquired internally whether “we” should open the field to various
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potential managers. Aprill testified that Zurich was only
perform ng due diligence regardi ng managenent to protect its
exposure. Aprill felt that Zurich would have to be involved with
new managenent in a plan of action to collect accounts

recei vabl e.

Hi | bush testified that Zurich’'s professionals assessed the
managenent prospects. She also testified that Zurich' s attorneys
reviewed the prospective managenents’ credentials and regul atory
conpliance record. Hilbush testified that GVAC did not get
involved in hiring new managenent. But Shine testified that GVAC
had sone invol venent in the consideration of new managenent for
the Illinois hones but did not participate in the sel ection.

Dnmming testified that he personally interviewed a
managenent candi date for Texas. He said that Eden invited Zurich
to attend the interview. Eden and Bonds were ready to enploy the
candidate. But D nmmling approached the candi date cautiously as
t he candi date had just conpleted Chapter 11 proceedings. SLP
could not act until Zurich conpleted its due diligence. That
candidate pulled itself fromconsideration. Zurich never
provided its consent pursuant to the Rei nbursenent Agreenent for
SLP to retai n new managenent for the Texas hones. D mming
testified that SLP's business was in dire straits, requiring
prudent action on Zurich’'s part. Eden’s firm Eden & Associ ates,

managed the Texas nursing hones.
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Tutera testified that secured creditors typically would be
involved in the review and approval of nanagenent process.
Creditors would typically exercise their due diligence by
interviewing himand his staff and reviewing his firm s resung.
After the conpletion of the hiring process, Tutera testified that
hi s managenent conpany woul d not usually have direct contact with
the creditors. Rather, the managenent conpany woul d provide
financial and other information to the owner, who woul d provide
the information to the secured creditor.

In late 1999 or early 2000, Tutera contacted Eden about his
interest in managing the SLP nursing honmes. In his conversations
with Eden, Tutera never understood that SLP had a partner or that
SLP considered Zurich a partner or owner. Eden chaired an
interviewwth his firm attended by Zurich and ZA Consulting
representatives, as well as Bonds. Tutera testified that the
parties engaged in a typical interview. Tutera recognized that
its business strengths focused on Illinois. Wth Zurich's
approval, SLP retained Tutera s services in Illinois. After
entering its contract, Tutera dealt with SLP. Tutera had no
daily operational contact with Zurich. But SLP did not make al
its required paynents to Tutera. As a result, Zurich made
paynments under the surety bond. Tutera's contract with SLP
term nated on August 1, 2003.

Tut era engaged Zurich in discussions, however, concerning
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l[iability insurance. Tutera and Zurich di scussed a $500, 000 per
claimlimt, wth the idea of mnimzing clains against the
nursi ng homes by restricting the coverage anmounts. However,
Tutera and Zurich discussed a side agreenent for Tutera to
i ncrease the anount of coverage. |In addition, Zurich indemified
Tutera for his work for SLP

Thomas testified that in a workout situation, a | ender woul d
be involved in the selection of managenent. Thomas opi ned t hat
the owner may not be able to retain new nmanagenent w thout the
creditor’s consent. However, even though secured creditors my
typically performdue diligence concerning property nmanagers and
have a nonitoring function in the selection of managenent, there
is no evidence to support a finding that a creditor typically
negotiates with a property manager to hide insurance coverage
frompotential claimnts. That activity underm nes the
credibility of Tutera’s testinony that Zurich acted consi stent
with the role of a creditor. To the contrary, involvenent in
negotiations for that type of insurance coverage suggests the
actions of an owner attenpting to m nim ze exposure.

Priorities

As found above, the Rei nbursenent Agreenent’s waterfal
provi ded for the paynent of operating expenses, including
vendors, before paynent of GVAC debt service. However, Zurich

unilaterally altered the waterfall priority after Decenber 1999.
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Begi nni ng on Decenber 10, 1999, Zail directed the priority of
paynments to vendors based on the nursing hone facility. Before
CCS' s managenent contract had been term nated, Licari testified
that he tal ked to Zail about paying specific vendors. Licar
testified that Zail wanted to make sure that the | argest players
were paid. Licari expressed concern that the snmall er businesses
in the various comunities not be harned.

But after SLP termnated CCS, with Zurich’s consent, Lentz
exercised control of the cash at the direction of Zurich. Lentz
met with Zail. Zail dictated the vendor paynent priority,
according to Lentz. Zail did not want to pay for rehabilitation
services and other vendors. Lentz testified that he wanted to
pay the local vendors first, then the national vendors. Zail did
not agree. ZA Consulting would propose the vendors to pay. Zai
never “rubber stanped” ZA Consulting s proposals. |If zail did
not approve the paynent, Lentz would not process a draw request.
Lentz testified that Zurich wanted to assure that SLP paid the
GVAC note, regardless of the waterfall contractual provisions.

Bonds confirned that he understood CCS had submtted paynent
statenments to Zurich and that ZA Consulting submtted paynent
requests to Zail.

Zail did not recall any involvenment with paying vendors. He
did not recall neeting with Lentz and other ZA Consulting

personnel regarding setting the priority of paynent of vendors.
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The court finds Lentz’s account nore credible than Zail’'s
account. ZA Consulting had no notivation to alter the priority
of paynment of vendors. Zurich had the notivation; nanely, avoid
a call on the surety bond and protect its equity upside in the
transaction. Although inconsistent with the Rei nbursenent
Agreenent, Zail’s cash use instructions resulted in the paynent
of GVAC as a priority over vendors, thereby del aying or avoiding
an obligation for Zurich to nake a paynent under the surety bond.

Thomas testified that Zurich made a m stake by dictating the
paynment priorities. Thomas concluded that Zurich erred because
its directives were inconsistent wwth the waterfall. The
recognition of a mstake by Thomas is an acknow edgnent by
Zurich' s expert that Zurich had that |evel of control over SLP s
operations to be able to dictate a deviation fromthe contractual
provi sions of the waterfall.

Ret enti on of Professionals

Zurich directed the retention of professional persons by
SLP. Marc Adel son of Centre signed an engagenent contract with
KPMG to be retained by SLP to eval uate potential managenent
conpanies. Aprill testified that she did not know why Centre
executed a contract for SLP. KPMS eval uated potential managenent
conpanies. KPMS prepared a report of its work for Centre or
Zurich, not for SLP. KPMG exercised substantial authority

regardi ng the review of prospective property nmanagers, even
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excl udi ng candi dates from consideration. Aprill testified that
Zurich had been burned by CCS as manager and Zurich want ed KPMG
to screen and assess potential new managenent.

Bonds testified that he did not authorize SLP to engage KPMG
i n August 2000. In fact, Bonds testified that he did not see the
engagenent letter. He never agreed to cooperate with KPM5 | et
alone limt its exposure for work on SLP's behalf. SLP did not
aut hori ze the KPMG contract.

Aprill testified that Zurich had Pricewat er houseCoopers
hired for SLP as a financial advisor. Dimring testified that
Zurich wanted to retain PricewaterhouseCoopers for SLP because of
SLP's lack of progress in addressing its financial condition.

D nm i ng acknow edged that Zurich pressured SLP to hire the
financial consultants. Zurich issued a $1 nmillion surety bond to
assure paynent of PricewaterhouseCoopers’ fees.

Tutera testified that SLP had an unusual nunber of
consultants. In addition to KPM5 Survey Capital Associ ates
reviewed Tutera s work. Tutera understood that Zurich retained
Survey Capital Associates. Zurich-retained | awers revi ened
Tutera s regul atory conpliance. Zurich agreed to indemify
Tutera for its work for SLP

Thomas | abel ed the KPMG retention by Zurich for SLP as
“awkward.” Thomas testified that Zurich, as a creditor, should

not have been enpl oyi ng professional persons for SLP. Thomas
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concl uded that Zurich nust have again erred in its actions.
Thomas recogni zed that a creditor could assune different roles as
parties negotiated a transaction. Thomas could provide no
exanpl es, however, of a transaction structured simlar to this
transaction. The court infers that Zurich may not have erred at
all. To the contrary, it nmerely exercised the control it
obtained in the transaction.
Cedit

In addition, Zurich arranged for and negoti ated extended
credit fromHeller. Eden testified that after Decenber 14, 1999,
he | earned that Zurich obtained additional credit for SLP from
Hel ler. Eden did not participate in negotiations with Heller for
that extended credit. Finkel acknow edged that Zurich di scussed
additional credit with Heller. She could not or would not
explain why the surety provider and not the borrower woul d
negotiate credit for SLP. She nerely testified that another
person at Centre, Warner, directed that Zurich or Centre perform
that role. Hilbush understood that SLP needed additional credit
and obtained that credit fromHeller, with Zurich issuing a
surety bond to guarantee the Heller debt. D nming recognized
that Zurich issued a surety bond for Heller. Diming testified
that Zurich had to approve Heller’s borrowi ng base. Zurich never
declined a borrow ng base subm ssion from Hel |l er.

Hel l er would only increase its line of credit if Zurich
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provided a surety bond as additional security to guarantee
repaynent of Heller advances. Zurich executed a surety bond to
extend additional credit and to facilitate the increased funding.
Thereafter, in |late 2000, SLP experienced further cash fl ow
difficulties. Heller refused to provide further increases to its
line of credit. At that time, Zurich had begun maki ng paynents
to GVMAC. A Zurich-related entity agreed to loan SLP $15 nmillion.
The Zurich-related entity had to review all draws nade on the

| oan.

Thomas testified that negotiations by Zurich with Heller for
operating loans for SLP wi thout SLP s invol venent or prior
agreenent woul d be “unusual” for a creditor. Fromthis evidence,
the court finds that Zurich exercised a degree of control as an
equity holder in the business of SLP, rather than nerely a
creditor.

Conmpensati on

Eden and Bonds received conpensation from SLP. SLP paid
t hem $400, 000 in sal aries, which Hass opi ned woul d be reasonabl e
conpensation for their role at SLP. SLP paid Eden & Associ ates
for services rendered to SLP. Licari testified that, while CCS
managed the properties, Baker and then Zail authorized paynent of
t he Eden & Associates invoices. Beginning in January 2000, Eden
submtted requests to Zail to approve paynent of Eden &

Associ ates’ invoices. Baker testified that he did not request
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that Centre or Zurich approve any particul ar paynent. Zai
testified that he did not believe that he had a right of approval
bef ore Eden or Bonds or Eden & Associates could be paid. He
testified that he had requested information but did not believe
that would have left the inpression that he had approval
authority. Zail recognized several witten requests for approval
of paynments from Eden & Associates. He testified that he needed
the witten request because of the inpact on the limt of the
surety bond with Heller. Zail had commented that “these guys,”
meani ng Eden and Bonds, “were getting expensive.” Zai
acknow edged that he nade that comment to Baker. Bonds testified
t hat Eden and Bonds did becone nore involved after the
term nation of CCS

After the term nation of CCS as manager, Bonds testified
t hat he understood that Zurich would i ndemmify himand Eden for
their SLP work. Bonds testified that he and Eden infornmed Zurich
that they had not entered the transaction to assunme the risk of
actual |y managi ng the nursing hones. For that reason, they
requested that Zurich indemify themif they perforned a
managenent function. These conversations notw thstandi ng, Eden,
Bonds and Zurich never executed a witten indemification
agreenent. Except as provided in the Rei nbursenent Agreenent,
SLP coul d not pay operational profits to Eden and Bonds. In

essence, Zurich controlled the distribution of profits.
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Monitoring salaries pursuant to the waterfall would be
consistent wwth Zurich’s role as a creditor. But approving the
actual paynent of services rendered, controlling the distribution
of profits and discussing i ndemi fyi ng Eden’s and Bonds’
expanding role at SLP would be nore consistent with Zurich's role
as a partner.

Sunmary

Monitoring financial and operational performance, budget
consi derations, nmanagenent, accounts collection and wor kout
strategies are all consistent with the role of a creditor.
However, Illinois |aw recogni zes that a partner nay performthose
sanme functions. Controlling the extension of the GVAC | oan
maturity date to protect its return on its investnent, exercising
sol e discretion on the termnation and hiring of managenent,
directing the cash managenent systemfor SLP, directing the
paynment of vendors, retaining professional persons for the
busi ness, discussing indemification of managers and nenbers
wor ki ng for SLP, and arranging for and deci ding on the extension
of credit to SLP are all consistent with the role of a partner
exercising control over the business of the partnership.

Sharing of Losses

Case | aw considers that an obligation to share in the | osses
of a business enterprise constitutes an indicia of ownership.

Zurich contracted for the surety risk of $146 mllion. Wth a
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bal | oon paynment on the GVAC | oan due at year ten, Zurich faced a
risk of loss at the end of the initial termof the GVAC | oan.
Centre recognized in its 1998 annual report that “in addition, we
provi ded cash fl ow support for the $234 mllion acquisition of
nursing hones in the United States by Senior Living Properties,
L.L.C., thereby assum ng the occupancy and operational risks
associated wth this business.” Indeed, imediately after the
closing, SLP had $246 million in debt but only $200 in cash
equity.

SLP's nortgage anount had a loan to value ratio of eighty
percent. But SLP woul d pay operating expenses, taxes and debt
service, and provide for capital expenditures, fromits incone
stream GVAC valued SLP's real property based on the incone
approach to valuation. Zurich considered the incone streamin
assessing SLP's ability to pay operating expenses and debt
service. Zurich agreed that the initial capital structure of SLP
woul d only have $200 in equity capital. SLP therefore had no
equity capital reserve to pay expenses or debt service if its
cash flow faltered. Zurich agreed to cover that shortfall up to
t he amount of the surety bond. |If that kind of cash flow
shortage occurred, the inconme approach to valuation would result
in a decreased value. Zurich knew that if the cash flow
shortfall continued, Zurich risked the loss of its advances under

the surety agreenent.

-90-



Beyond that, Zurich agreed to absorb one-half of any | osses
of CCS on its $10 mllion note. Eden and Bonds engaged Zurich in
di scussi ons about indemification, but the parties never entered
a witten indemification agreement. Zurich issued a $1 million
surety bond to guarantee that PricewaterhouseCoopers’ fees would
be paid. Zurich also guaranteed Tutera nmanagenent fees and
i ndemmi fied Tutera w thout charging Tutera an additional prem um
Contrary to Zurich's contention, these constitute exanpl es of
| oss sharing. On the other hand, other than their $200
i nvestment, Eden and Bonds had no financial risks in the business
enterprise.

As described above, under the waterfall provisions of the
Rei nbur senent Agreenent, SLP woul d pay operati ng expenses before
paying the GVAC note. In any given nonth, if revenues were not
sufficient to pay operating expenses and the GVAC note, the
operati ng expenses would be paid, and the resulting shortfal
avail abl e for servicing the GVAC note woul d be paid by Zurich.

Consi dering the breadth of the surety bond, the |ack of
equity capital, the obligation to cover nonthly shortfalls,

i ndemmi fications for property managers and professional persons,
and di scussi ons about indemification with the owners, Zurich
agreed to share the risk of loss in the transaction.

O her | ssues

Zurich contends that a partnership cannot be established
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wi t hout commencenent and term nation dates. Zurich contracted
with SLP on February 6, 1998. That woul d establish the
commencenent date. Zurich did not termnate its status as a
partner prior to the SLP bankruptcy cases. Zurich's obligations
under the surety bond woul d have ended on the GVAC maturity date,
whi ch had not been reached prior to the bankruptcy cases. Zurich
had the contractual authority to extend that maturity date.
Zurich also had the contractual authority to control the sale or
di stribution of SLP s assets.

Zurich argues that a finding that Zurich becane a partner in
SLP’s business would nean that the parties to the transaction
participated in an “illicit” schenme to hide the true nature of
Zurich' s involvenent. This is not a fraud case. Lain does not
allege an “illicit” schenme. The court does not find an “illicit”
schene. Rather, the transaction resulted in Zurich becom ng a
partner in the transaction. As the court has found, the
Rei mbur senment Agreenment is not anbi guous. Zurich contracted for
the paynent of a premumfor the surety bond in a debtor-creditor
relationship and for the receipt of profits in an equity
relationship. Zurich asserts that it nmakes little sense for it
to have intended to becone a partner, especially considering its
| ack of experience in the health care business. But, as found
above, Centre had an interest in investing in the nursing hone

industry. Centre’'s internal analysis predicted significant
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returns on its investnent. Centre’s aggressive strategy was
based on its sophisticated analysis. See 1998 Centre Annual
Report, titled “Qut of Qur Mnds.” That analysis nade sense to
Centre for Zurich to make the investnent and assune the role.

Not all financial predictions ring true. The failure of SLP s
busi ness does not alter the intention of the parties at the tine
of the transaction.

Contrary to Zurich's argunents, a partnership relationship
that requires Zurich to pay the outstandi ng vendors and personal
injury claimants who shoul d have been covered by insurance
purchased as a first priority under the waterfall preserves the
contractual provisions the parties bargained for. That other
creditors may be paid as well nerely reflects the application of
[1'linois |aw

Zurich argues that the various provisions of the
Rei mbur senent Agreenent and the actions taken thereunder by
Zurich are common in the nezzanine finance business. To the
contrary, neither Thomas nor Hass coul d provi de anot her exanpl e
of a simlar contractual relationship, |let alone one in the
health care industry. They both acknow edged uni que provi sions
in the transaction or unorthodox actions taken by Zurich, with
Thomas suggesting those acts were “errors.” Hilbush confirned
t he uni queness of the transaction.

Centre is no longer in the credit enhancing business in the
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nursing home industry. Hass testified that in md-1997, the
gover nnment changed the way nursing hones woul d be funded. By
1999, Hass expl ained, the nursing hone business was in default.
Hass noted that the Zurich-SLP transaction was one of the |ast
hi ghly | everaged nursing hone transactions. He added that
sureties stopped getting involved in deals |ike that one after
that time because rating agenci es changed the way bondi ng
conpani es could set aside for a transaction |like this and doubl ed
the amount to set aside for this type of transaction

Zurich al so argues that Lain should be precluded from
asserting that Zurich becane a partner in SLP s business. 1In
Texas state court litigation brought by a personal injury
claimant, SLP, answering an interrogatory, stated that it was not
in a partnership. An adm ssion by a party in one lawsuit “is not
an adm ssion for any other purpose nor may it be used agai nst the
party in any other proceeding.” Fed. R CGCv. P. 36(b), mde
appl i cabl e by Bankruptcy Rule 7036. An adm ssion may only be
used in the pending proceeding where it was made. 1d. The Texas
rules provide likewise. Tex. R Cv. P. 198.3. Consequently,
Lain is not precluded by SLP's response in the tort litigation in
state court.

Lai n addresses issues pertaining to the doctrine of in pari
delicto. Zurich has not pursued those issues. Furthernore, the

court has addressed the evidentiary effect of partnership
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statenents in the | oan docunents in the above findings.

The parties have extensively argued conpeting case law. As
atrial court applying Illinois law, wth Texas |aw consi dered
for purposes of conpleteness, the court has limted its
consideration of cases to Illinois cases and federal district or
Seventh Circuit decisions primarily applying Illinois |aw, or
Texas cases and federal district or Fifth Grcuit decisions
primarily applying Texas |law. Consideration of case |aw from
ot her jurisdictions, even applying simlar laws, is deferred to
the | aw- maki ng function of an appellate court.

Concl usi on

Under Illinois |aw, Lain established a prina facie case that
Zurich is a partner in the SLP business. Zurich rebutted that
presunpti on.

Lain then established by clear and convi nci ng evidence t hat
Zurich is a partner in the SLP business. Zurich contracted to
share in the profits of SLP' s business, which is the essenti al
termfor a partnership under Illinois law. Zurich contracted to
obtain a residual interest of seventy to ninety percent of the
fair market value of SLP as a going concern; that is, Zurich
contracted for a distribution of equity. Zurich acted as an
owner in contracting for the paynent of all operating expenses,
debt service and capital inprovenent expenditures before

distribution of profits. Zurich contracted to cover debt service
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if SLP's revenue woul d not pay operating expenses and the
nortgage. Zurich contracted to assure that creditors were paid
bef ore excess cash was distributed to equity level interests.
Zurich had ultimate control of the hiring and term nation of the
managenent of the nursing homes. Zurich took control of the cash
managenent system of SLP and could dictate the priority of
paynments of expenses and debt obligations, with a | evel of
control over SLP' s operations extending to dictating deviations
fromthe contractual provisions of the waterfall. Zurich had the
authority to extend the nortgage maturity date and to control the
di sposition of SLP's capital assets, both to protect its interest
in equity. Zurich controlled the prepaynent of the nortgage, not
as a surety, but to protect its interest in equity. Zurich hired
pr of essi onal persons for SLP. Zurich exercised a degree of
control as an equity holder in negotiating credit for SLP w t hout
SLP invol venent in the negotiations. Zurich controlled the
distribution of profits and controlled the salary of the nenbers
of SLP. Zurich negotiated indemification of managers and
menbers working at SLP. Zurich shared in the risk of loss. The
parties actually inplenented the SLP transaction, with SLP
engaged in the nursing hone business.

As a partner in the SLP business, Zurich is liable for SLP s
debts. 805 ILCS 205/15(a)(2). The court will enter a

decl aratory judgnent for Lain.
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Texas Law
For purposes of conpl eteness, the court addresses the Texas
| aw of partnerships. The Texas Revised Partnership Act defines a
partnership as:
(a) Association to Carry on Business for Profit. Except
as provided by Subsections (b) and (c), an association
of two or nore persons to carry on a business for

profit as owners creates a partnership, whether the
persons intend to create a partnershi p and whet her the

association is called a ‘partnership,’” ‘joint venture,
or other name. A partnership may be created under: (1)
this Act.

Tex. Cv. Stat. Ann. art. 6132b-2.02 (2003).
The Texas Legislature enacted rules for determning if a
partnershi p had been created.

(a) Factors Indicating Creation of Partnership. Factors
i ndi cating that persons have created a partnership
i nclude their:
(1) receipt or right to receive a share of profits of
t he busi ness;
(2) expression of an intent to be partners in the
busi ness;
(3) participation or right to participate in control
of the business;
(4) sharing or agreeing to share:
(A) | osses of the business; or
(B) liability for clains by third parties agai nst
t he business; and
(5) contributing or agreeing to contribute noney or
property to the business.

(b) Factors Not Indicating Creation of Partnership. One
of the follow ng circunstances, by itself, does not
indicate that a person is a partner in the business:
(1) the receipt or right to receive a share of
profits:
(A) as repaynent of a debt, by installnents or
ot herw se;
(B) as paynent of wages or other conpensation to an
enpl oyee or independent contractor;
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(C as paynent of rent;
(D) as paynment to a forner partner, survivVving
spouse or representative of a deceased or disabled
partner, or transferee of a partnership interest;
(E) as paynment of interest or other charge on a
| oan, regardl ess of whether the anount of paynent
varies with the profits of the business, and
including a direct or indirect present or future
ownership interest in collateral or rights to
i ncome, proceeds, or increase in value derived from
collateral; or
(F) as paynent of consideration for the sale of a
busi ness or other property by installnents or
ot herw se;
(2) co-ownership of property, whether in the form of
joint tenancy, tenancy in common, tenancy by the
entireties, joint property, community property, or
part ownershi p, whether conbined with sharing of
profits fromthe property;
(3) sharing or having a right to share gross returns
or revenues, regardl ess of whether the persons
sharing the gross returns or revenues have a conmon
or joint interest in the property fromwhich the
returns or revenues are derived; or
(4) ownership of mneral property under a joint
operating agreenent.

(c) Additional Rules. An agreenent to share | osses by

the owners of a business is not necessary to create a

partnershi p. Except as provided by Sections 3.06 and

7.03, a person who is not a partner in a partnership

under Section 2.02 is not a partner as to a third

person and is not liable to a third person under this

Act .

Id. at art. 6132b-2.03 (2003).

As in lllinois, “[e]lach partner is an agent of the
partnership for the purpose of its business.” |[d. at art. 6132b-
3.02(a). The act of one partner “binds the partnership if the
act is for apparently carrying on in the ordinary course the
partnership business.” 1d. at art. 6132b-3.02(a)(1).

Wth certain exceptions, that do not apply in this case,
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“all partners are liable jointly and severally for all debts and
obligations of the partnership unless otherw se agreed by the
claimant or provided by law.” 1d. at art. 6132b-3. 04.

Interestingly, a partner who nakes a di sproportionate
contribution to the preservation of the partnership’ s business,
such as incurring liability, is entitled to be repaid fromthe
partnership, including the receipt of interest. |d. at art.
6132b-4.01(c). Partners and their agents and attorneys have a
right of access to the partnership’ s books and records. 1d. at
art. 6132b-4.03(b). On request, each partner has a duty to
furnish conplete and accurate information to a partner concerning
the partnership. 1d. at art. 6132-4.03(c).

Art. 6132b-2.03 does not mandate that any one of the
partnership indicators nust exist. However, the case |aw hol ds
that to prove the existence of a de facto partnership under Texas
| aw, Lain nust establish an express or inplied agreenent
containing “(1) a community of interest in the venture; (2) an
agreenent to share profits; (3) an agreenent to share |osses; and
(4) a mutual right of control or managenent of” the business.

Sysco Food Servs. of Austin, Inc. v. MIler, No. 03-03-00078-CV

2003 W 21940009, at *3 (Tex. App.--Austin Aug. 14, 2003, no

pet.); see also Schlunberger Tech. Corp. v. Swanson, 959 S. W 2d

171, 176 (Tex. 1997); Valero Energy Corp. v. Teco Pipeline Co., 2

S.W3d 576, 584-85 (Tex. App.--Houston [14 Dist.] 1999, no pet.).
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Al t hough not directed by the statute, the case | aw suggests that
if any one of these four elenents is not shown, then a

partnership does not exist. Schlunberger, 959 S.W2d at 176.

Under Texas |law, Lain nust establish that Zurich becane a partner
in SLP's business by a preponderance of the evidence. Visage v.
Marshall, 632 S.W2d 667, 669, 672 (Tex. App.--Tyler 1982, writ
ref’d n.r.e.).
In 1961, the Fifth Crcuit summari zed Texas | aw as fol |l ows:
if the parties entered into a contract fromwhich it is
clear that the parties contenplated joining in a comon
busi ness for their comon benefit to be operated for
their joint account and in which they as owners each of
an interest would be entitled to share as principals in
the profits as such, they would be partners.

Mnute Maid Corp. v. United Foods, Inc., 291 F.2d 577, 583 (5th

Cr. 1961). The court suggested that a presunption of
partnership arises by a profit sharing agreenent. The court
noted that the parties had not presented case | aw that Texas
courts would hold that “the nmere failure to agree in the formnal
contract that the parties will share the | osses prevents the
relationship frombeing that of partners.” 1d. The court
assuned, however, that “additional indicia of an intent to
create an partnership nmust be shown either in the nature of joint
control by the person sought to be bound as a partner, or an
express agreenent to share in losses.” 1d. On rehearing, the
court held that the adoption by Texas of the Uniform Partnership

Act did not alter its statenent of the | aw | d. at 585.
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Zurich contends that Mnute Maid no | onger accurately states

Texas | aw, because of the Texas adoption of the Revised Uniform

Partnership Act. In support of Mnute Maid, Lain refers the

court to a NNnth Grcuit opinion. The Fifth Crcuit has not held

that Mnute Maid no | onger accurately states Texas law. Wile

t he Texas cases decided after Mnute Maid, cited above, do hold

that an agreenent to share | osses nust be established, the Texas
statute provides that an agreenent to share | osses by the owners
of a business is not necessary to create a partnership. Tex.
Cv. Stat. Ann. art. 6132b-2.03(c).

Zurich further contends that the standards applied in

Federal Sav. & Loan Ins. Corp. v. Giffin, 935 F.2d 691, 699-700

(5th Gr. 1991), govern. In Giffin, the Fifth Crcuit, applying
Texas law, held that the intent of the parties controls. The
court noted that a statenent in a docunent that the parties did
not forma partnership is not conclusive. But the court
considered it as evidence of intent. The debtor agreed that
forty percent of its profits would be paid as interest on a | oan.
CGting the statute, the court held that sharing of profits if
received as interest on a loan did not result in an inference of
the creation of a partnership. The court also held that the
absence of an express provision obligating the parties to share

| osses is indicative, but not conclusive, that a partnership had

not been intended. |Indeed, the statute provides that an
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agreenent to share |l osses is not necessary to forma partnership.
Under the facts of that case, the court held that the parties did
not intend to forma partnership. The court turns to the facts
of this case.

Based on the findings of fact nade above, the court would
find that, under Texas law, Lain has established that Zurich is a
partner in the SLP business. Lain has established that Zurich
had a right to receive a share of the profits of the business;
Zurich had expressed an intent to be an equity owner in the
busi ness, and, accordingly, SLP and Zurich had a community of
interest in the business; Zurich participated in and had a right
to participate in the control of SLP s business and in the
ul ti mat e deci si ons concerning the managenent of the business; and
Zurich agreed, in effect, to share in the | osses of the business.
Tex. Cv. Stat. Ann. art. 6132b-2.03(a). Lain has also
establ i shed, under Texas |law, that Zurich did not agree to share
profits as repaynent of a debt or as interest on a |loan. The
prem um for the surety bond, as found above, was separate from
the right to receive a share of the profits. Aso, the right to
be rei mbursed for paynents nmade to GVAC was separate fromthe
right to receive a share of the profits. |d. at art. 6132b-
2.03(b). Even if a reviewing court held that Zurich did not
agree to share the | osses of SLP s business, Lain has still met

hi s burden of proof of establishing that a partnership had been
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created. [d. at art. 6132b-2.03(c). As a partner in the SLP
business, Zurich is liable for SLP's debts. [d. at art. 6132b-
3.04. If the court applied Texas law, the court would enter a
decl aratory judgnent for Lain.

Public Policy Considerations

In the event of an appeal, this court invites the appellate
court to consider public policy regarding the operations of
nursi ng hones. Hass opined that providing nursing home
facilities absent a private market woul d be a governnent
function. In response to questions fromthe court, Hass further
opined that in providing financing for nursing honmes, the
governnment, be it local, state or federal, would nandate the
paynment of operating expenses as a priority.

In the SLP transaction, with Zurich’s invol venent, the
mar ket pl ace provided financing. As Hass testified, the market
m m cked what the expert woul d expect the governnent woul d do.
The market produced a waterfall contractual agreenent that
conpel l ed the paynent of operating expenses as a priority. Hass
further testified that the waterfall is a nodel for a credit
enhancenent financial transaction. As a matter of public policy,
the parties to that agreenent should be bound to pay those
expenses.

Count ercl ai ns

Zurich asserted three counterclains: (1) a counter
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decl aration that Zurich has no liability to SLP s creditors as a
de facto partner; (2) a claimfor recoupnent; and (3) a claimfor
setoff. Based on the court’s findings of fact and concl usi ons of
law on Lain's claimfor a declaration that Zurich has liability
as a de facto partner, Zurich's first counterclaimw | be

di sm ssed.

Wth regard to the setoff and recoupnent counterclains, Lain
initially noved to dism ss the clainms, under Fed. R GCv. P.
12(b), made applicable by Bankruptcy Rule 7012, for failure to
state a claimfor relief. Then, at the close of Zurich's
evi dence, Lain noved for judgment under Fed. R GCv. P. 52(c),
made applicabl e by Bankruptcy Rule 7052(c). The court carried
both notions for consideration.

Consi dering the four corners of Lain’ s conplaint and
Zurich' s answer, affirmative defenses and counterclains, and
recogni zing the proof of claimfiled by Zurich in the underlying
bankruptcy case, the court could not conclude that Zurich could
prove no set of facts to support its counterclains for setoff and

recoupnent. Conley v. G bson, 355 U S. 41, 45-46 (1957).

| ndeed, the court has recognized that the litigation presents
core i ssues of the all owance of a claimand counterclaim which

gives rise to the possibility of proof of setoff. See Centre

Strategic Invs. Holdings Ltd. v. Oficial Comm of Unsecured

Creditors of SLP, L.L.C. (In re Senior Living Props., LLC), 294
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B.R 698, 701-02 (Bankr. N.D. Tex. 2003). The Rule 12(b)(6)
notion is denied.

Wth regard to the Rule 52(c) notion, the court considers
the notion for judgnent in the context of all the evidence
presented at trial.

For setoff, Illinois case law requires that (1) the debtor
must owe a debt to the creditor that arose pre-petition; (2) the
debtor nmust have a claimagainst the creditor that arose pre-
petition; (3) the claimand the debt nmust be nutual; and (4) the
claimand the debt nust each be valid and enforceable. 1n re St.

Francis Physician Network, Inc., 213 B.R 710, 715 (Bankr. N. D

I11. 1997); In re Lakeside Cmy. Hosp., Inc., 151 B.R 887, 891

(Bankr. N.D. 111. 1993).

Under the Rei mbursenment Agreenent, as found above, SLP had a
pre-petition obligation to pay Zurich for all paynents nmade to
GVAC and/or Heller pursuant to the surety bonds issued by Zurich
for the benefit of GVAC and Hell er.

Al so, as found above, under the Rei nbursenment Agreenent and
II'linois law, SLP had a pre-petition claimagainst Zurich for
paynment of SLP's creditors.

Contrary to Lain’s argunents, the claimand the debt are
mutual . Mituality nmeans that the “debts nust be in the sane
ri ght and between the sane parties, standing in the sanme capacity

and sanme kind or quality.” Lakeside, 151 B.R at 891. *“The
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parties nust have full and concurrent rights agai nst each other.”
Id. Lain alleges a claimowed by SLP agai nst Zurich. See
Centre, 294 B.R at 702. Lain does not allege clains bel onging
to individual creditors of SLP. Lain asserts that under Illinois
partnership law, Zurich had been a partner of SLP in SLP s

busi ness. Consequently, Zurich owes SLP for unpaid pre-petition
obl i gati ons.

Lain intends to file a subsequent adversary proceeding to
determ ne the extent of Zurich's liability to SLP. However, at
the trial of this adversary proceedi ng, Lain suggested that
Zurich owes SLP $421 million to cover all of SLP' s pre-petition
debt. That anount includes the remaining pre-petition
obligations owed to GVAC and Heller. The anount al so includes
Zurich’s own pre-petition claim But Zurich has paid GVAC and
Hel | er pursuant to the surety bonds, and continues to pay GVAC
Al t hough Zurich makes paynents to GVAC post-petition, GVWAC s
cl ai m agai nst SLP and the correspondi ng obligation of Zurich
arose pre-petition. Lain does not contend otherw se.

According to Zurich's proof of claim Zurich has paid
$93, 181, 419. 78 as of the petition date and continues to pay
$1,584,576 nmonthly. |If Lain recovers the full amount of SLP' s
unpai d debt from Zurich, Lain wll recover not only the remaining
debt owed to GVAC and Hel l er, but also the anmobunt owed to Zurich

pursuant to the Rei nbursenent Agreenment. Lain would have to pay
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t hat anount back to Zurich. Mituality exists. SLP and Zurich
have full and concurrent rights agai nst each other.

The clains are valid and enforceable. Lain contends that,
in equity, Zurich should not be permtted to exercise its setoff
rights. The court disagrees. Zurich has perfornmed its
obl i gations under the surety bonds. Zurich has an all owabl e
claimto recover those paynents. |Illinois partnership |aw
recogni zes that a partner nmay have a right to paynent fromthe
partnership. 805 ILCS 205/ 18.

Lain al so contends that Zurich purchased part of its claim
post-petition. Cainms purchased by an entity other than the
debtor after a bankruptcy petition has been filed may not be
setoff under 11 U.S.C. 8 553(a)(2)(A). In addition, Zurich has
not presented evidence of the specific anount paid by Zurich on
the GVAC | oan and on the Heller obligations. The court only has
t he aggregate anount of the claim

On this record, Zurich has established that it is entitled
to a setoff of the anpbunts paid on the GVAC and Hel | er | oans
pursuant to the surety bonds. The court will defer the
determ nation of the anbunt of the setoff to the subsequent
adversary proceeding to be filed by Lain, which adversary
proceeding will address the determ nation of the anmount of
Zurich’s liability to SLP

For recoupnent, the Illinois cases allow a creditor to
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reduce the anmount of the plaintiff’s claimby asserting a claim
against the plaintiff that arose out of the sane transaction.

“The transaction upon which the debtor’s claimis based nust be
so closely intertwwned with the creditor’s claimthat the anount
of the former cannot be fairly determ ned wi thout resolving the

latter.” Inre Cark Retail Enters., Inc., 2003 W. 21991624, at

*9 (Bankr. N.D. Ill. Aug. 18, 2003).

The Rei mbursenent Agreenent establishes that Zurich becane a
partner of SLP in SLP s business and that Zurich had a right to
paynment from SLP for paynents nmade by Zurich on the surety bonds.
But a single contract does not necessarily resolve the issue of
whet her there is a single transaction. 1d. at *11. |Illinois
partnership law i nposes liability on Zurich based on the rights
Zurich obtai ned under the Rei mbursenent Agreenent. Lain’s claim
is therefore based on the SLP transaction itself. Zurich's proof
of claimis premsed, in part, on paynents nade pursuant to the
surety bonds, a sub-part of the SLP transaction. Zurich' s claim
is therefore based on the GVAC | oan, SLP's default and Zurich’'s
surety bonds. Lain’ s claimcan be determ ned w thout resolving
Zurich’s claim Simlarly, Zurich's claimcan be resol ved
W thout resolving Lain’s claim Although a close issue, the
court holds that the clains do not arise out of the sane
transaction. Recoupnent therefore does not apply.

The court will dismss count 2 for recoupnent. The court
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w Il issue a judgnment on count 3 declaring that Zurich has a
right to setoff paynents nmade under the surety bond to GVAC and
Hel ler. The court will defer consideration of the anmount of the
setoff until Lain seeks a noney judgnent from Zurich in a
subsequent adversary proceedi ng.
O der

Based on the foregoing,

| T 1S ORDERED that Dan B. Lain, the Trustee of the Senior
Living Properties L.L.C. Trust, shall have a judgnment declaring
that ZC Specialty I nsurance Conpany is a partner in the SLP
busi ness and, as a partner, is liable for Senior Living
Properties’ debts.

| T I' S FURTHER ORDERED t hat ZC Specialty | nsurance Conpany
shal | have a judgnment declaring that it has a right to setoff
paynments made under surety bonds for the GVAC and/or Heller
debts. The court defers consideration of the anount of the
setoff until Lain seeks a noney judgnent from ZC Specialty
| nsurance Conpany based on the above declaration in another
adver sary proceedi ng.

| T 1S FURTHER ORDERED that counts 1 and 2 of ZC Specialty
| nsurance Conpany’s counterclaimw ||l be di sm ssed.

Counsel for Lain shall submt a proposed final judgnent
pursuant to this order

#H##END OF ORDER###
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