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UNITED STATES BANKRUPTCY COURT
MIDDLE DISTRICT OF FLORIDA

JACKSONVILLE DIVISION
In re:
LYDIA CLADEK, INC., Case No. 3:10-bk-02805-PMG
Chapter 11

Debtor.
/

OFFICIAL COMMITTEE OF UNSECURED CREDITORS OBJECTION TO
MOTION OF CHAPTER 11 TRUSTEE TO SELL SUBSTANTIALLY ALL OF
THE DEBTOR’S PERFORMING ASSETS (D.E. # 152)

Now comes Official Committee of Unsecured Creditors (the “Committee”) of
Lydia Cladek, Inc. (the “Debtor”), by and through its undersigned Counsel, Jon E. Kane,
Esq., aﬁd hereby files its Objection to the Chapter 11 Trustee’s Motion to Sell
Substantially all of the Debtor’s Performing Assets (D.E. # 152), and states:

1. On July 2, 2010, Michael Phelan, the Chapter 11 Trustee (Trustee) filed
his Motion for (A) An Order (i) Authorizing the Chapter 11 Trustee to Conduct an
Auction for the Sale of Substantially all of the Debtor’s Performing assets, (ii)
Establishing Bidding Procedures, Including Break-up Fee, (iii) Scheduling Dates for the
Auction, Sale Hearing, and Objection Deadline and (IV) Approving the Form and
Manner of Notices, and (B) an Order (i) Approving the Asset Purchase Agreement, and
(ii) Approving the Sale of Substantially all of the Debtor’s Performing Assets, Free and
Clear of all Liens, Claims, Encumbrances, and Interests (the “Trustee’s Motion”) (Doc
152).

2. On July 28, 2010, the Court entered its ORDER (A) AUTHORIZING

THE CHAPTER 11 TRUSTEE TO CONDUCT AN AUCTION, (B) APPROVING THE
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BIDDING PROCREDURES FOR THE AUCTION, INCLUDING PAYMENT OF A
BREAK-UP FEE, (C) SCHEDULING DATES FOR THE AUCTION, SALE
HEARING, AND OBJECTION DEADLINE AND (C) APPROVING THE FORM AND
MANNER OF NOTICES (the “Performing Assets Sale Order”) (D.E. # 192).

3. In the Performing Assets Sale Order, the Court approved the Trustee’s
proposed Bidding Procedures, including payment of a Break-Up Fee (as applicable),
subject, however, to the rights of the Committee to raise the Committee Objection by the
Committee Objection Deadline (as defined therein).

4. Notwithstanding anything to the contrary contained in the Performing
Assets Sales Order, the Committee reserved the right to object (the "Committee
Objection™) to the sale of the Performing Assets as not being in the best interest of
investors, creditors and the estate through and including August 9, 2010 (the "Committee

Objection Deadline"), with any hearing on the Committee Objection being held on

August 12, 2010 at 4:00 p.m. (prevailing Eastern time) in the courtroom of the Honorable
Paul M. Glenn, Chief United States Bankruptcy Judge, in the United Courthouse, Room
4A, located at 300 North Hogan Street, Jacksonville, Florida 32202 (“Courtroom 4A”).

5. Prior to and since entry of the Performing Assets Sales Order, the
Committee has been diligently seeking information from the Chapter 11 Trustee to
determine whether it would be in the best interests of injured investors, creditors and the
estate to pursue a proposed plan of reorganization in order to salvage a portion of the
Debtor’s business by reinvesting the proceeds from collection of accounts, interest and

repossession of vehicles, or simply liquidate the accounts as proposed by the Trustee.
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While the Trustee has provided some information, the Committee believes that it has not
been furnished With ail information requested from the Trustee.

6. In the process of gathering the information from the Trustee, however, the
Committee has learned that the cash flow analyses and projections relied upon by the
Trustee in support of his Motion are flawed, in that: (1) the cash flow projections fail to
take into account the substantial rates of interest being paid on the current notes; (2) the
current notes are “seasoned” notes with default rates that are substantially less than those
projected by the Trustee; (3) the Trustee never sought to purchase and reinvest collected
funds into new notes and therefore never sought to rehabilitate the remaining ongoing
business of the Debtor; and, thus, (4) never considered the prospect that some portion of
the Debtor’s ongoing business could be salvaged and reorganized for the benefit of the
estate as a whole.

7. Over the last month, the Committee has been diligently collecting data
from which it could determine whether the Trustee’s Motion would result in a sale of
performing assets which would result in the best interests of injured investors, creditors
and the estate as a whole. Based upon the data that has been provided by the Trustee and
collected by the Commiittee thus far, it appears that the Trustee’s Motion would result in a
detriment to the estate, rather than a benefit.

8. As reflected in the Committee’s initial plan feasibility analysis attached
hereto, should the collected funds be reinvested the new notes, properly managed, the
estimated return to investors would be substantially more than that obtained by the
Trustee’s mere liquidation of the performing assets. From a review of the Trustee’s

Motion, it appears that the sale of the performing assets would result in a return to the
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estate of roughly $1,300,000. On the other hand, should the funds be reinvested, the
estate can expect a return of approximately $14,000,000 within a very short period of
time."

9. The Committee would like to have the opportunity to submit a competing
plan of reorganization which would take into account the funds collected by the Trustee
to date, as well as those funds which continue to be collected, for reinvestment in new
notes, so as to create a reorganized business which could yield a substantial return for the
unsecured creditors. Should this Court approve the Trustee’s Motion, however, the
Committee would be prevented from exercising its rights to submit a plan of
reorganization under 11 U.S.C. §1121, et seq., and thus would be deprived of its due
process rights afforded under the Bankruptcy Code.

10.  There is little, if any, detriment to the estate should the Trustee’s Motion
be denied and the sale of the performing assets be postponed. According to the cash
flow analysis and studies performed by the Committee, the Committee believes that
substantially more funds would be collected by the Trustee should he simply retain the
accounts and collect them, rather than selling the accounts at a substantial discount.

11. It is the understanding of the Committee that, in preparing his cash flow
analysis to determine the appropriate sale price of the performing accounts, the Trustee
failed to consider the interest continuing to accrue on the accounts at roughly 29%, and
further failed to properly consider the declining rates of default as the account debtors

continue to pay down their automobile loans and create equity in their vehicles.

! The attached feasibility analysis is a rough estimate / example of the funds generated by the investment
into new notes under proper management and industry guidelines, and may be subject to change. Multiple
variations of this feasibility analysis have been performed by the Committee, but all studies indicate the
prospect for a very substantial return to injured investors and unsecured creditors.
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12. Committee has attempted to resolve its differences with the Trustee, but
has been unable to do so, thus resulting in this objection.
Memorandum of Law
13.  The difficulty with this case is in recognizing the proper line between sales
under § 363 before the confirmation of a chapter 11 plan and sales under §1123(a)(5)(D)
after confirmation of a chapter 11 plan. See, In re On-Site Sourcing, Inc., 412 B.R. 817
(Bankr. E.D. Va. 2009). There are substantial differences in the procedures between the
two sale methods and the creditor protections available. They are concisely stated in In
re Gulf Coast QOil Corp.:

A § 363(b) sale is generally viewed as quicker. Only a motion and a
hearing are required, and most courts apply a “business judgment test” to
determine whether to approve the sale. By contrast, confirmation of a
chapter 11 plan usually involves (i) preparation, court approval, and
distribution of disclosure statement, (ii) voting by creditors to accept or to
reject the plan, and (iii) determination by the Court of whether the plan
meets statutory confirmation standards.

In re Gulf Coast Oil Corp., 404 B.R. 407, 415 (Bankr.S.D.Tex.2009) (footnotes
omitted).

14.  As the Court recognized in Committee of Equity Security Holders v. The
Lionel Corp. (In re Lionel Corp.), 722 F.2d 1063 (2™ Cir. 1983):

In fashioning its findings, a bankruptcy judge must not blindly
follow the hue and cry of the most vocal special interest groups; rather, he
should consider all salient factors pertaining to the proceeding, and
accordingly, act to further the diverse interests of the debtor, creditors and
equity holders, alike. He might, for example, look to such relevant factors
as the proportionate value of the asset to the estate as a whole, the amount
of elapsed time since the filing, the likelihood that a plan of reorganization
will be proposed and confirmed in the near future, the effect of the
proposed disposition on future plans of reorganization, the proceeds to be
obtained from the disposition vis-a-vis any appraisals of the property,
which of the alternatives of use, sale or lease the proposal envisions and,
most importantly perhaps, whether the asset is increasing or decreasing in
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value. This list is not intended to be exclusive, but merely to provide
guidance to the bankruptcy judge.

Id At 1070-71.

15.  Judge Steen explains the development of the jurisprudence of chapter 11 §
363(b) sales in the Fifth Circuit in In re Gulf Coast Oil Corp., 404 B.R. 407
(Bankr.S.D.Tex.2009). The discussion generally reflects the development of the law
through the United States. He concludes that under the existing jurisprudence in the Fifth

Circuit:

e The debtor in possession or trustee in a chapter 11 case must
consider its fiduciary duties to all creditors and interest holders
before seeking approval of a transaction under § 363(b).

e The movant must establish a business justification for the
transaction and the bankruptcy court must conclude, from the
evidence, that the movant satisfied its fiduciary obligations and
established a valid business justification.

e A sale, use, or lease of property under § 363(b) is not per se
prohibited even though it purports to sell all, or virtually all, of the
property of the estate, but such sales (or proposed sales of the
crown jewel assets of the estate) are subject to a special scrutiny.

e Parties that oppose § 363(b) transactions on a basis that they
constitute a sub rosa chapter 11 plan must articulate the specific
rights that they contend are denied by the transaction.

e Although the bankruptcy court need not turn every § 363(b)
hearing into a mini-confirmation hearing, the bankruptcy court
must not authorize a § 363(b) transaction if the transaction would
effectively evade the “carefully crafted scheme” of the chapter 11
plan confirmation process, such as by denying §§ 1125, 1126,
1129(a)(7), and 1129(b)(2) rights.

e If the bankruptcy court concludes that such rights are denied, then
the bankruptcy court can only approve the transaction if it fashions
an appropriate protective measure modeled on those which would
attend a reorganization plan.
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e Transactions that explicitly release all (or virtually all) claims
against the estate, predetermine the structure of a plan of
reorganization, and explicitly obligate parties to vote for or against
a plan are not authorized under § 363(b)

Id At422.

Judge Steen suggests a number of factors to consider when a § 363 motion
is brought before the court. He identifies and discusses nine areas of concern
presenting them as questions and discussion. The nine areas of concern provide a
solid foundation to analyze § 363 sales. They are, without discussion which is
itself very helpful:

1. Isthere evidence of a need for speed?

2. What is the business justification?

3. Is the case sufficiently mature to assure due process?

4. Is the proposed APA sufficiently straightforward to facilitate
competitive bids or is the purchaser the only potential interested
party?

5. Have the assets been aggressively marketed in an active market?

6. Are the fiduciaries that control the debtor truly disinterested?

7. Does the proposed sale include all of a debtor’s assets and does it
include the “crown jewel”?

8. What extraordinary protections does the purchaser want?

9. How burdensome would it be to propose the sale as part of
confirmation of a chapter 11 plan?

Id. At 423-424.

16. When the foregoing considerations are examined, in light of the facts as
set forth above, the Committee would assert that the Trustee’s Motion should not be
approved in this instance. There is no legitimate business reason why the Trustee’s

Motion needs be granted, and the sale of the performing assets must occur immediately.
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The accounts continue to be collected and therefore do not diminish in value. Moreover,
should the Trustee and the Committee have a dispute over what method might be
preferred by the injured investors and creditors as a whole, those concerns can be
addressed in completing plans of reorganization — and avenue that will be taken away
from the Committee should the Court approve the sale proposed in the Trustee’s Motion.

WHEREFORE, the Committee respectfully requests the entry of an order
denying the Chapter 11 Trustee’s Motion to Sell Substantially all of the Debtor’s
Performing Assets (D.E. # 152), together with such other and further relief as the Court
deems just and proper.

DATED this 9" day of August, 2010.

CERTIFICATE OF SERVICE

I HEREBY CERTIFY that a true and correct copy of the foregoing has been
served electronically via the Court’s CM/ECF system to the Office of the U.S. Trustee,
135 W. Central Boulevard, Suite 620, Orlando, FL. 32801 and to those parties registered
to receive electronic/notice service on the 9th day of August, 2010.

/s/ Jon E. Kane

Jon E. Kane, Esq.

Florida Bar No. 814202

MATEER & HARBERT, P.A.

225 E. Robinson Street, Suite 600
P. O. Box 2854

Orlando, Florida 32802-2854
Telephone: 407-425-9044
Facsimile: 407-423-2016
Attorneys for the Committee

4830-5472-8455,v. 1
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Feasibility Analysis Process

1.

10.

Use the trustee-provided projected cash flow for Jul 2010 as the starting figure for the analysis
(5302,526).

Add cash in bank as of Jun 30 (51,166,549)

Add additional cash from forfeitures, seizures, repo sales, or other sources for Jul 2010 (e.g.,
$470,712 for sale of one property; other items TBD).

Compute repo sales and default recovery by taking the projected repos and defaults from the
preceding month for both new and existing notes and multiplying by the appropriate average
recovery price (variables, initially set at $2500 for new notes and $1000 for existing notes)

Subtract estimate of Jul 2010 expenses of $120,000. In later months, project expenses by
applying the specified rate {a variable, initially set at 15%) to the projected cash flow (from line
1 of the spread sheet) for Aug 2010, or to investable cash (from line 2 of the spread sheet) for
Sep 2010 and out, when that line replaces the projected cash flow line. Note: the computed
expenses for Aug 2010 have been doubled in the formula as a one-time adjustment to provide
workforce stability in the transition period until additional notes are purchased.

Subtract legal expenses for Jul at a specified dollar value (a variable; initially set as $50K/mo and
applied for 6 months from Jul — Dec 2010). Note: A more accurate projection is needed from

the trustee.

Sum items 1-6 above to determine the cash available for reinvestment at the end of the month
(e.g., 51,769,787 for July 2010 in the spread sheet example)

Determine the number of new notes that can be purchased at the end of the month by dividing
the cash available for investment (from item 7 above) by the average purchase price of a new
car note (a variable; initially set at $6000.) Thus, for July 2010 we could purchase 294.96 notes.
Note: the $6000 figure is derived by assuming a 50% discount on the full P& payment stream
from item 9 below.

Specify the full P&l payment stream associated with the average purchased note (a variable;
initially set as $12000). Note: The value selected represents a conscious decision to purchase
higher cost and quality notes than was the practice in the past. This provides for a higher
recovery cost and potentially lower repo rates per best practices of the industry.

Project the repos and defaults that will occur for new notes at a specified default rate (a
variable; set initially at 30%) by applying this rate to the running total of new notes at the end of
the preceding month (from item 13 below) and then dividing by an average 30 month term to
estimate the number of repos and defaults for the next month. Note: This rate is based on the
industry average of 30.11% for 2009. We assume that dealer buybacks are no cost events
within the first 30 days of the contract, insurance payoffs are essentially breakeven events, and



11.

12.

13.

14.

15.

16.

17.

18.

18.
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losses due to theft or lack of collateral represent a negligible impact for this feasibility analysis.
The number of repos is used to feed the repo sales and default recovery line by estimating the
number of vehicles that can be auctioned or resold in the following month.

The spread sheet can accommodate separate rates for repos and defaults, but that approach
was not used for this example. Ifitis to be used, there are additional adjustments in formulas
and allocations that must be made to maintain spread sheet accuracy and consistency.

Project maturation of new notes by applying a factor of (1.0 minus the new note repo rate) to
the number of new notes purchased each month. This number will show up as a decrement to
the running total of active new notes at the end of the term of the average note (a variable,
initially set as 30 months.) Therefore, that percentage of notes purchased in Aug 2010 that pay
to maturity will decrement the running total of new notes in Feb 2013.

Subtract items 10-12 above from running total at the end of the preceding month (item 8 above)
to determine the running total of new notes at the end of the month. (e.g., 368.71 for Jul 2010)

Project cash flow for new notes by multiplying the running total of new notes times the
payments projected for the average note (In this example, $400/month when the $12000
payment stream is divided by the 30 month term.) Thus, 368.71 notes in Aug 2010 produce
$147,486 of cash flow.

For the existing, seasoned notes use the number provided by the trustee of 1184 notes as of 21
Jun 2010

Project the repos and defaults that will occur for the existing, seasoned notes at a specified
default rate (a variable; set initially at 30%) by applying this rate to the number of existing notes
as of 21 Jun and then dividing by the remaining 18 month timeline to get a straight line monthly
default number. The number of repos and defaults is also used to feed the repo sales and
default recovery line by identifying vehicles that can be auctioned or resold in the following
month.

Project maturation of the existing, seasoned notes by applying a factor of (1.0 minus the
seasoned note repo rate) to the number of existing notes (1184 from item 15 above) and then
spread that result as a straight line adjustment across the approximately 18 months remaining
on these notes. Note: a more precise projection can be derived from the data base of existing
notes, but could not be accomplished in time for this analysis.

Subtract repos and maturations (items 16 and 17 above) from the starting total of 1184 to get a
declining balance of existing, seasoned notes at the end of the month. (e.g., 1118.22 for Jul
2010). In subsequent months use the declining total of existing notes for the previous month as
the basis.

Project cash flow for the existing notes {including both principle and interest) by multiplying the
declining total of existing contracts (from item 18) by the average monthly payment (a variable,



20.

21.

22.

23.

24.
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set initially as $275/mo.) (e.g., $289,422 for Aug 2010.) Note: a pivot table analysis of the raw
data file of existing contracts projected a much larger total of $434,342 for Aug 2010, even after
allowances for repo and recovery. Furthermore, the pivot table cash flow projection shown at
line 31 of the spread sheet is substantially larger than the trustees’ projected cash flow.
Pending resolution, the projection described above using active notes and an average payment
is assumed to be a reasonable substitute.

Sum together new and existing notes to get a forecast of total active contracts at the end of the
month. (e.g., 1413.19 for Jul 2010). This number could be used to drive detailed expense
computations, but is used here as a measure of portfolio size only.

Project total investment cash flow (P&I) by summing cash flow for new and existing notes from
items 14 and 19 above. (e.g., $436,908 for Aug 2010).

The investment cash flow at the end of the preceding month is then transferred up to line #2 as
the investable cash available for the following month (e.g., the total at the end of Jul 2010 of
$307,511 becomes the line #2 entry for investable cash available for Aug 2010.) Note: this
computation of investable cash (including principle and interest) based on the number of active
contracts from the preceding month replaces the trustees’ projected cash flow (line 1) for Aug
2010 and out.

Repeat this process each month, reinvesting all available funds in additional notes in a timely
fashion to maximize return on investment.

To determine various payout options, select the month when reinvestment will end and set new
notes purchased in that month to zero and in all months to the right. This will allow the
available cash to move to the bottom line for payout (e.g., for the two year investment scenario
set new notes purchased in Jul 2012 and beyond to zero.)
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Assumptions:

1

The analysis assumes a start date of July 2010 for illustrative purposes in order to show a
contrast with a contemporaneous liquidation option. Reinvestment obviously cannot occur until
the reorganization plan is presented and approved by the court and majority of creditors.

Analysis assumes repos are sold and defaults recovered and those funds are and then reinvested
in new notes within one month. This requires close attention to back office operations to assure
cash is reinvested as rapidly as possible to maximize return on investment.

Operating loss carry forward of “$65M will be used to offset future income tax liability until the
carry forward is consumed. Consultation with the trustee and tax accountants are essential to
fully utilize this valuable asset.

Notes purchased in the future will be of higher quality and longer term as is industry best
practice. The baseline note assumes a principle of ~$9000 at 29% interest for a payment stream
of $12000 and average monthly payment of $400/mo.

4841-7152-7687,v. 1
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