IN THE UNITED STATES BANKRUPTCY COURT
FOR THE EASTERN DISTRICT OF TENNESSEE
SOUTHERN DIVISION
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8§ Chapter 11
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LIMITED OBJECTION OF THE OFFICIAL COMMITTEE OF UNSECURED
CREDITORS OF PROPEX INC., ET AL. TO THE DEBTORS' EMERGENCY
MOTION FOR FINAL ORDER (I) AUTHORIZING THE DEBTORS TO
OBTAIN POST-PETITION FINANCING, (Il) AUTHORIZING THE DEBTO RS
TO USE CASH COLLATERAL, (lll) GRANTING ADEQUATE
PROTECTION TO THE PREPETITION LENDERS AND
(IV) MODIFYING THE AUTOMATIC STAY

The Official Committee of Unsecured Creditors (the “CommniijteEPropex Inc.
(“PropeX) and its affiliated debtors and debtors in possession (collectively with Priygex, t

“Debtors’) submits this limited objection (the “Limited Objectiro the Debtors’ Emergency

Motion (the “Motiorf) for Final Order (I) Authorizing the Debtors to Obtain Post-Petition
Financing, (II) Authorizing the Debtors to Use Cash Collateral; (11I) Gngradequate
Protection to the Prepetition Lenders; and (IV) Modifying the Automatic Stay. lodupts

Limited Objection, the Committee respectfully states as follows:



PRELIMINARY STATEMENT

By the Motion, the Debtors seek entry of a final order (the “Final DIP Qrder

authorizing the proposed terms of the 2009 DIP Fadilitiich the Court approved on an
interim basis at a hearing on January 28, 2009. At the interim hearing, the Comupiptertes
the Debtors in proceeding with the 2009 DIP Facility rather than a competing Dity &dfered
by another potential lender, but nonetheless objected to certain provisions comtaivee2d09
DIP Facility. The Committee files this Limited Objection in support®tontinued opposition
to the following proposed terms of the 2009 DIP Facility: (1) the Debtors’ pledge of 100% of the
Debtors’ foreign stock; (2) the waiver of the Debtors’ rights under 506(c) of the ugaokr
Code; and (3) the inclusion in the Carve-Out of fees payable to the Debtors’ ChretRieisg
Officer. At the January 28 Hearing, the Court rejected each of the Comsnitie=joing
objections principally on the basis that unsecured creditors in theseacasest of the money”,
thereby rendering these objections irrelevant and only of concern to the Dsbtoirgd
creditors. The Committee respectfully disagrees. As set forth bietespective of where the
valuation of the Debtors’ assets will prove to be following a market test (whichlibs yet to
be), the Committee has a legitimate basis to object to the foreign stdgk pllee 506(c) waiver,
and the terms of the Carve-Out.

BACKGROUND

1. On January 18, 2008 (the “Petition Dyteach of the Debtors filed a voluntary

petition for relief under chapter 11 of title 11 of the United States CodeBtrkfuptcy Cod§

in the United States Bankruptcy Court for the Eastern District of Tennessgke Division

(the “Court).

! Capitalized terms used but not otherwise defirer@ih shall have the meaning ascribed to such terms
the Committee’s Initial Objection (as defined bejow



2. On January 16, 2009, the Debtors filed the Motion for entry of interim and final
orders authorizing the Debtors to enter into a debtor in possession financiryg (teli2009
DIP Facility’) arranged by Wayzata Investment Partners LLC (the “DIP Lénder

3. On January 21, 2009, the Committee filed an objection (the “Initial Objértmn

the Motion. The facts set forth in the Initial Objection are hereby referendaed@rporated.

4, On January 28, 2009 (the “January 28 Hedj)intbe Court heard testimony and

oral argument on the Motion. At the conclusion of oral argument, the Court renderedsitsndec

from the bench and granted the interim relief requested in the Motion. On January 29, 2009, the

Court entered an order (the “Interim DIP Offle@uthorizing the 2009 DIP Facility on an interim
basis and scheduled a final hearing on the 2009 DIP Facility for February 9, 2009.
OBJECTION
The Pledge of 100% of the Debtors’ Foreign Stock Should Not Be Approved.

5. As set forth in the Committee’s Foreign Stock Pledge Objection [Docket No.
543], in order to circumvent the negative tax consequences of Section 956 of the Internal
Revenue Code, U.S. companies rarely pledge two-thirds or more of the capital stagk of t
foreign subsidiaries. Sd®reign Stock Pledge Objection, 11 50-51. Notwithstanding these
adverse tax consequences, the 2009 DIP Facility requires the Debtors to pledgd t@Po
foreign stock, even though such a pledge may cause the Debtors to incur millions of dollars of
additional tax liability. _Seee.g, Foreign Stock Pledge Objection, I 50. The Debtors have failed
to adduce any evidence that, in light of these adverse tax consequences, it aeeasasable
exercise of their business judgment to pledge 100% of the Debtors’ foreign stock under the 2009
DIP Facility.

6. At the January 28 Hearing, the Court suggested that the Committee’s objection to

the foreign stock pledge is irrelevant because, even if only 66% of the Debtorg) fetaiy



were pledged, the Debtors’ secured creditors would still be entitled terttaning 34% of the
foreign stock prior to unsecured creditors on account of the secured creditorgtisuie
administrative expense claim on the Debtors’ collateral. Tem®escript of January 28 Hearing

(hereinafter, “Jan. 28 Hr’g T).18:1-19:18. The Committee acknowledges that while the

Court’s analysis may apply to the Debtors’ postpetition secured lenders, iatagsply to the
Debtors’prepetitionsecured lenders who, by contrast, are not entitled to any recovery on their
superpriority administrative expense claim unless and until they demonstratestdtas been
a diminution in the value of their collateral during the pendency of these chapteedl Sag
Interim DIP Order, 8§ 14. Until such a showing is made (and the prepetition secutecsle
prove that such a claim attaches to the unencumbered foreign stock), the remainofgi81%
Debtors’ foreign stock remains unencumbered and available to satisfyithe ocfaunsecured
creditors. Accordingly, the Committee has a very direct and sound legal bastgefciing to
the foreign stock pledge, notwithstanding the Debtors’ untested assertion tharedseeditors
are “out of the money.”
Il. The Section 506(c) Waiver is Inappropriate and Prejudices Unsecuredréitors.

7. As argued in the Committee’s Initial Objection and incorporated herein by

reference, the Debtors should not be forced to waive their rights under section 5@tc) o

Bankruptcy Code. Sda re Willingham Investments, In203 B.R. 75, 78 (Bankr. M.D. Tenn.

1996) (holding that the “equities of the case” provision of section 506(c) “dictttafdthe
lender] be prohibited from obtaining priority over the claims of postpetition creditofsrfds

expended to improve [lender’s] position”); In re Brown Bros.,, 186 B.R. 470, 474 (W.D.

Mich. 1991) (holding cash collateral order to be unenforceable to the extent itsqm®vis
attempted “to immunize [lender] . . . from surcharge payment obligations under 11 U.S.C. §

506(c). Such a provision is not enforceable in light of the congressional mandatértistée



have the authority to use a portion of secured collateral for its preservaporper disposal.”).
8. At the January 28 Hearing, the Court stated that Committee does not have a basis
to contest the section 506(c) waiver required under the 2009 DIP Facility tctene that

unsecured creditors are out of the money. Ja@e 28 Hr’'g Tr15:16-16:9. The Committee

respectfully disagrees, with the support of prevailing casé |®aurts, including those within
the Sixth Circuit, have indicated that section 506(c) surcharges are pblengss&n when a
debtor’s reorganization efforts were unsuccessful and/or unsecured crediohsive been out

of the money._See.qg, Inre U.S. Flow Corp.332 B.R. 792, 797 n.13 (Bankr. W.D. Mich.

2005) (“Without question, the bankruptcy estate is administratively insolvent . . . . The court
recognizes that other creditors, through the efforts of the trustee, might rbecbanefit of a
surcharge of the Secured Creditors’ collateral pursuant to 11 U.S.C. 8§ 506(bpr,Ruthe
trustee is successful in surcharging a secured creditor’s colldtéed,long been held in this
district that the recovery shall benefit all creditors of the estate and noheraggrieved
creditor which provided goods or services that benefited the secured credittatidrisi

omitted);_In re Resource Technology Coi@b6 B.R. 435, 446 (Bankr. N.D. Ill. 2006) (holding

that the estate, and not an individual claimant, owns all section 506(c) surdhecgase the
“plain meaning application of 8 506(c) — recovery payable only to the estate — is pdyticular
compelling where, as here, the estate is administratively insolvent and the truthe trustee’s
attorneys contend that they provided services generating the right to a § 506(@)g)c

0. The section 506(c) waiver is especially inappropriate here, where thecbéfe i

2 This argument is also not supported by the fastthough parties have made bald assertions that
unsecured creditors in these chapter 11 casesitod thhe money, the fact remains that no partytbakate brought
conclusive evidence that unsecured creditors a@refadhe money and, indeed, there cannot be anignon this
issue until, at a minimum, the Debtors’ assets tmen marketed and sold. Until such time, the Cshould
reserve judgment on whether unsecured creditorsudref the money.

3 If the Court is unwilling to strike the section@{6) waiver, the Committee should be vested witinding
in the Final DIP Order to seek a surcharge agamifiteral if the facts ultimately prove that ats&t 506(c)
surcharge is appropriate.



is seeking to acquire the Debtors’ assets by forcing a quick sale — a fact wHdP tbender
conceded at the January 28 Hearing. Thus, because the DIP Lender is utilizingtieldha
process solely to maintain and preserve its own collateral for solely its owfit,den®uld be
highly inequitable to make the Debtors’ estates bear the administrgpeases of liquidating
the DIP Lenders’ collateral, especially under the circumstances heges there may not be any
way to pay such administrative costs absent a section 506(c) surcharge.

lll.  The Carve-Out Should Not Include Any “Success” Fee Payable to the eors’
Chief Restructuring Officer.

10.  The Carve-Out provided under the 2009 DIP Facility may be used to pay “the
allowed fees and expenses of the respective retained professionals of the &ebtbes
Creditors’ Committee and the Debtors’ Chief Restructuring Officer*@0”).” Interim DIP
Order, § 8(b). As the Court is well aware, the foregoing language includes the $1 million

“success” fee (the "CRO Success Hdbat may be payable to the CRO at the conclusion of

these chapter 11 cases. The CRO Success Fee, however, should not be includexdve-BatC
for the following reasons:_Firsthe inclusion of the CRO Success Fee increases the risk that
administrative claims will not be paid in full at the end of these chaptersé$.céndeed, the
Debtors have conceded that the Carve-Out, even as it is currently structayathtrbe

sufficient to ensure that administrative claims are paid irf fdlecondthe fees of the CRO,
including, the CRO Success Fee, are not subject to any holdback or final approval of the Cour

Accordingly, it is unfair and inappropriate to lump the CRO Success Fee togdthérenfees

* SeeJan. 28 Hr'g Tr32:10-32:15. (We're not sure the $4.2 million carve-out will caveverything. We
think there’s a good chance that it will, but thamber was a heavily negotiated number becaesaid not want to
leave unpaid administrative expenses at the timehaf sale at the end of the two-month periodnd you see, as
you move toward the two-month period, a significamount of work is going to be done not only by Erebtors’
professionals, but by the Creditors’ Committee @ssfonals in overseeing what is being done ane tirer going to
be fees incurred to accomplish a transfer of thepamny on a going concern to whoever the ultimadedsiis and
once that sale occuysu don’t want to leave a bunch of unpaid adminiative expenses for either a liquidating
trustee or a Chapter 7 trustee to, to be burdengd)emphasis added).



and expenses of other Court-appointed professionals, whose fees and expensesate subje
holdback and final approval of the Court. Thitlle CRO Success Fee was not included in the
2008 DIP Facility and, thus, including the CRO Success Fee in 2009 DIP Facilihplg ai
wrongful grab by the Debtors to enrich their own professionals to the detriment of other
creditors.

11. Atthe January 28 Hearing, the Court indicated that the foregoing arguments are
without merit for substantially the same reasons that the Court dismissedtinat@e’s
arguments concerning the section 506(c) waiver — i.e., the Carve-Out should be of no twoncer

the Committee because unsecured creditors are out of the monelanS28 Hr'q Tr15:16-

16:9. Whether or not unsecured creditors prove to be out of the money following a nsrékt te
the Debtors’ value, however, the Committee has a valid basis to object to inclugierGRO
Success Fee in the Carve-Out. As the Debtors have acknowledged, it i\teris of their
estates that all administrative expenses, including those incurred by timaitte@mnare satisfied

at the time of the sale of the Debtors’ assets. sBpean.4. Inclusion of the CRO Success Fee in
the Carve-Out, however, increases the risk to the Debtors’ estatadmfiatstrative expenses

will not paid in full. Moreover, the Debtors have failed to articulatejastyfication for why

their contractual commitment to pay the CRO Success Fee should be protecte@dnyw¢h©ut.
Indeed, the inclusion of the CRO Success Fee runs contrary to the very logic behind the
existence of the Carve-Out in the first place. This provision was surely reptieeraent of the
DIP Lender, and instead represents an attempt by the Debtors to overreach ttatatHma.

approved.



CONCLUSION

For the foregoing reasons, the Committee respectfully requests that the(iCourt:

condition the relief requested in the Motion by modifying the Final DIP Order txrtefie

changes set forth above and/or (ii) grant such other relief as the Court deepropes and

equitable.

Respectfully submitted this 5th day of February 2009.

By:

[s/_Abid Qureshi

Ira S. Dizengoff (ID-9980) (admittegato hac vice)
Abid Qureshi (AQ-4882) (admittgato hac vice)
Shaya Rochester (SR-5559) (admitped hac vice)
AKIN GUMP STRAUSS HAUER & FELD LLP
One Bryant Park

New York, New York 10036

(212) 872-1000 (Telephone)

(212) 872-1002 (Facsimile)

[s/ Richard B. Gossett

Richard B. Gossett (TN #001686)

BAKER, DONELSON, BEARMAN, CALDWELL
& BERKOWITZ, PC

1800 Republic Centre, 633 Chestnut Street
Chattanooga, Tennessee 37450

(423) 756-2010 (Telephone)

(423) 756-3447 (Facsimile)

Attorneys for the Official Committee of
Unsecured Creditors of Propex Inc. aét



