
UNITED STATES BANKRUPTCY COURT
EASTERN DISTRICT OF MISSOURI

EASTERN DIVISION

In re: ) C hapter 11
)

US FIDELIS, INC., ) C ase No. 10-41902-705
)

Debtor. ) H on. Charles E. Rendlen III
)
)

OFFICIAL COMMITTEE OF ) A dv. Proc.
UNSECURED CREDITORS FOR US )
FIDELIS, INC., )

)
Plaintiff, )

)
vs. ) COMPLAINT

)
MEPCO FINANCE CORPORATION, )
a Michigan corporation, )

)
Defendant. )

)
)
)
)

COMES NOW the Official Committee of Unsecured Creditors for US Fidelis, Inc. (the

"Committee" or the "Plaintiff' ), by and through its undersigned counsel, and for its Complaint

(the "Complaint" ) against Defendant Mepco Finance Corporation ("Mepco"), state as follows:

PARTIES JURISDICTION AND VENUE

Debtor US Fidelis, Inc. ("US Fidelis" or the "Debtor" ) is a Missouri corporation

and a debtor under Chapter 11 of the United States Bankruptcy Code, having filed a voluntary

petition for relief in the United States Bankruptcy Court for the Eastern District of Missouri (the

"Court" ) on March 1, 2010 (the "Petition Date" ) as Case No. 10-41902 (the "Bankruptcy Case" ).
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2. On M a r ch 11, 2010, the United States Trustee appointed the Committee in the

B~ ptcy C ase. O n May 27, 2010, the Court entered an order granting the Committee

standing to pursue certain claims on behalf of the Debtor's estate.

3. US Fi d el is, which was formerly known as National Auto Warranty Services, Inc.

("NAWS") or Dealer Services, began doing business in 2003. At all relevant times, US Fidelis'

stock was owned by two brothers: Darain Atkinson ("Darain") and Cory Atkinson ("Cory"),

each of whom owned 50% of the stock. The Debtor corporation was generally known as

"NAWS" until early 2009 when National Auto Warranty Services, Inc. formally changed its

name to "US Fidelis, Inc." F o r convenience, unless the context demands otherwise, this

Complaint will use "US Fidelis" to refer to the Debtor.

4. US Fi d e l is' primary business was marketing and selling vehicle service contracts

("VSCs") and engine additive products.' A VSC is a contract where covered costs of repairing

the subject vehicle will be paid by a third party other than the owner of the VSC. In the vast

majority of VSCs sold by US Fidelis, US Fidelis was the selling agent and the primary point of

contact for the consumer who purchased the VSC, but it did not generally administer claims or

finance the Consumer's purchase of the VSC. These functions were performed by others as will

be described in more detail in below.

US Fidelis eventually became the largest independent seller of VSC's in the

United States. The Plaintiff believes that US Fidelis sold approximately 653,000 VSCs or engine

additive products during the period 2004 through 2009.

' For the sake of convenience, however, unless the specifically noted to the contrary, the Plaintiffs will
use the phrase "VSCs" to refer generically to both VSCs and additive products sold by US Fidelis.
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6. Mepc o is a wholly owned subsidiary of Independent Bank, a commercial bank

with locations throughout the State of Michigan, which is itself a subsidiary of Independent Bank

Corporation ("IBC"), a publicly traded corporation.

Since January of 2007, Mepco's exclusive business has been the purchase of

payment plans on a recourse basis from counter-parties like US Fidelis. Those payment plans

allow the consumer to make installment payments over a period of time to acquire a VSC or a

product warranty.

8 . US Fid e l is was by far Mepco's biggest source of VSC payment plans. By

December 31, 2009, IBC disclosed in its 10-K securities filing, that over one-half of all of

Mepco's payment plan receivables on its books had been purchased from US Fidelis.

This Court has jurisdiction to hear and determine this adversary proceeding

pursuant to 28 U.S.C. $$ 157(b)(1) and 1334. This is a core proceeding pursuant to 28 U.S.C. $$

157(b)(2)(A), (B), (K), aild (0).

10. V e n ue is proper in this Court pursuant to 28 U.S.C.$ 1409(a).

ANATOMY OF A VEHICLE SERVICE CONTRACT

11. In o rder to fully understand the rise and fall of US Fidelis, it is necessary to first

understand the products that it sold and how they work. Although many people used the word

"warranty" to describe the VSCs, they are in fact quite different from traditional warranties.

Neither US Fidelis nor the administrator issuing the VSC had any connection with any vehicle

manufacturer. M oreover, and this fact is absolutely crucial to understanding US Fidelis'

business, unlike warranties, VSC's were cancelable by the Consumer at any time for any reason.

~ As will be seen, a consumer's right to cancel an engine additive product is much more limited.
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12. Th i s are usually at least five principal participants in a VSC transaction: (a) the

consumer who purchases the VSC (the "Consumer" ), (b) the dealer that markets the VSC to the

consumer (the "Dealer" ), (c) the administrator that develops and administers the VSC itself and

is the party obligated to reimburse the cost of covered repairs (the "Administrator" ), (d) the

insurance company or r isk retention group that guarantees to pay covered claims if the

Administrator does not satisfy its obligation to the Consumer (the "Insurer" ), and (e) the

financing organization that enables the Consumer to pay for the VSC over time (the "Financing

Organization" ). In this structure and using the above vernacular, US Fidelis was a "Dealer" and

Mepco was the "Financing Organization".

13. Wit h such a complex structure, it is hardly surprising that the typical Consumer

was confused. The Better Business Bureau conducted a survey of 660 respondents who

purchased VSCs. Sixty-four percent of all respondents had no idea which of the five entities

described above was the Administrator of the VSC and therefore responsible for the covered

repairs. Another eighteen percent of the respondents thought Mepco was the Administrator.

14. A s c onfusing as the VSC industry was to the Consumer, the flow of funds behind

the scenes when a Consumer purchased a VSC was perhaps even more complex. US Fidelis'

primary source of income was the commission it earned on the sale of the VSC. This

commission, which was defined in the agreements between US Fidelis and the respective

Administrators, often constituted more than 50% of the cost of the entire VSC.

15. M o s t VSC sales involving US Fidelis were conducted via a phone call between

the Consumer and a US Fidelis representative. Once the Consumer agreed to purchase a VSC,

the Consumer usually made a down payment of at least five percent of the cost of the VSC (the

"Down Payment" ) by using his credit card. The Down Payment was made to US Fidelis and

5374304.8

From Artic
le at G

etOutOfDebt.org



constituted a portion of the commission due to US Fidelis from the Administrator on account of

the sale.

16. Wit h in days of making the down payment, US Fidelis would mail to the

Consumer a packet of materials, including a copy of the VSC itself which described the precise

terms under which coverage for vehicle repairs would be available. However, US Fidelis was

usually not a party to the VSC. I nstead, the VSC was an agreement between the Administrator

and the Consumer.

17. A lm ost no Consumers paid cash for their VSC. I n communicating with the

Consumer, US Fidelis provided the Consumer with the option of paying for the product through

a monthly payment plan (the "Payment Plan" ) with Mepco. The typical Payment Plan provided

for 18 to 24 monthly payments; the Consumer made the monthly payments to Mepco, not to US

Fidelis or the Administrator. As will be described in more detail below, Mepco had no recourse

against the Consumer if the Consumer canceled the VSC or simply stopped making payments

under the Payment Plan.

18. M ep co's role in the VSC sale process was a crucial source of liquidity for the

various parties described above. U pon the payment of the first monthly installment by the

Consumer, Mepco advanced to US Fidelis the balance of its commission due on the sale of the

VSC (this amount is referred to as the "Dealer Profit" ). The commission, it should be

remembered, is actually owed by the Administrator to US Fidelis. By advancing the funds

' US Fidelis did sell some VSC's where US Fidelis' affiliates were the Administrator and/or the Financing
Organization. These were relatively few in number and not material in the context of the entire book of
business.

4 Early in the Mepco/US Fidelis relationship, Mepco funded after the second payment was received. In
fact, the original 2004 agreement between the parties contemplate so-called "second pay" funding. As
time went on, however, Mepco began advancing after the "first pay".
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directly to US Fidelis, Mepco was effectively paying an obligation of Administrator to US

Fidelis.

19. Simu l taneously, Mepco advanced to the Administrator its compensation for

a(hninistering claims made under the VSC (this amount is referred to as the "Dealer Cost" ). The

Administrator would then pay the Insurer some portion of the Dealer Cost for its agreement to

guarantee payment and performance of the Administrator's obligations. A diagram depicting he

above described flow of funds is below:

Insurance Company

Administrator

Mepco

Vehicle
Service

Contract

Dealer (USF)

Payment
Plan

Customer
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20. M ep co also charged a fee for its services. This fee, called a "Discount Rate" in

the parlance of this industry, varied based on the length of the Purchase Plan and the amount

financed. O f course, as will be seen, most contracts were canceled long before they were paid

off. Mepco kept a portion of the Discount Rate even if the contract was canceled long before it

was completed. In fact, Mepco kept all of the Discount Rate on a 24 month deal even if it was

canceled after only the ninth month.

21. The C onsumer had the absolute right to cancel the VSC at any t ime after

purchase. This right of cancelation is critical to understanding US Fidelis' eventual downfall. If

a Consumer validly and voluntarily exercised his right to cancel a previously purchased VSC, the

Consumer would be entitled to a full or partial (depending on when the cancelation occurred)

refund of the amount the Consumer had paid. Moreover, upon cancelation, the Consumer had no

obligation to make any further payments to Mepco on the Purchase Plan.

22. It i s important to recognize that a VSC could be canceled in two quite different

ways. First, the Consumer could exercise his right to cancel a VSC by contacting US Fidelis

and/or the Administrator and affirmatively requesting that his VSC be canceled. This was a so 

called "voluntary cancelation". Alternatively, the Consumer could simply stop making payments

under the Payment Plan and Mepco would notify US Fidelis and the affected Administrator and

the VSC would be canceled. This was a so-called "involuntary cancelation".

23. Wh e n a VSC was canceled, whether voluntarily or involuntarily, Mepco found

itself in a difficult position. I n ei ther instance, Mepco had already advanced to US Fidelis and

the Administrator the total Dealer Profit and total Dealer Cost respectively, but Mepco was

contractually unable to collect any more payments from the Consumer. For instance, if a VSC

was canceled after only one or two installment payments, Mepco could have advanced $2,000 or
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more in the aggregate to US Fidelis and the Administrator, yet it would have received only a

payment or two from the Consumer and it had no right to collect any more payments from the

Consumer.

24. Sin ce i t had no recourse against the Consumer, Mepco insisted on a complex

series of documents among the various parties to a VSC that shifted the ultimate responsibility

for a cancelation to the other parties. US Fidelis was contractually obligated to refund to Mepco

the unearned Dealer Profit for the canceled VSC. The amount of the unearned Dealer Profit was

determined by the number of installment payments that the Consumer had made under the

Payment Plan at the time the VSC was canceled.

25. Lik e w ise, M epco's a g reement w i t h t he A dm i n istrators required t he

Administrators to return the unearned Dealer Cost to Mepco upon a cancelation. A similar

formula was used to calculate the amount of the refund. For good measure, Mepco generally

insisted that each Dealer guaranty the Administrator's obligation to return the Dealer Cost and

each Administrator guaranty the Dealer's obligation to re@un the Dealer Profit. The Insurer was

also required to execute a Joinder Agreement where it agreed to be guaranty both the Dealer's

and the Administrator's obligations.

26. The upshot of this arrangement is that Mepco did not rely on the Consumer' s

creditworthiness for repayment. If the Consumer canceled the VSC, Mepco relied exclusively

on the f i nancial strength o f i t s D e alers, Administrators,and Insurers, the so-called

"counterparties" in the parlance of the industry, to refund to Mepco the unearned Dealer Profit

and Dealer Cost to Mepco.

27. M ep co was not the only party entitled to a refund if a Consumer decided he did

not want the VSC. In many cases, the Consumer was also entitled to a refund. For instance, if
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a Consumer purchased a VSC by making a downpayment on a credit card and then exercised his

right to cancel the contract before making any more payments, the Consumer was entitled to a

refund of the downpayment. This was called a "back-out" in the industry. A back-out is

distinguished from a "cancelation" because the Consumer never made a payment on the Payment

Plan and Mepco therefore never advanced funds to the Dealer or the Administrator. Under these

circumstances, US Fidelis would refund the down payment to the Consumer by crediting his

credit card account. Mepco charged US Fidelis a $5 per "back-out" fee but was otherwise

uninvolved in a typical "back-out" transaction.

28. How ever, a Consumer could also be entitled to a refund even if he had made one

or more payments on the Payment Plan. The amount of the refund would be calculated using the

amount paid by the Consumer (both downpayment and any installments on the Payment Plan)

through the cancelation date and comparing it with the term of the VSC. The Consumer was

supposed to receive a refund equal to any unearned portion of the amount he paid. Mepco

consistently has taken the position that i t owed the Consumer nothing on account of a

cancelation.

29. U S Fi d e lis adopted a policy throughout its existence that an involuntarily

canceled Consumer who was canceled because of non-payment was never entitled to a refund.

This position may have violated some states' laws, but US Fidelis did not seem to care. It does

appear that US Fidelis would from time to time refund an involuntarily canceled Consumer if the

Consumer threatened litigation, Suff ice it to say, the entire issue of whether and how much a

Consumer was entitled to receive as a refund upon a cancelation appears to have been handled in

a largely inconsistent and ad hoc fashion. US Fidelis clearly attempted to avoid paying

Consumer refunds whenever it could and it consistently charged illegal cancelation fees.
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30. The cancelation rate for US Fidelis-sold VSCs was always high and only became

higher over time. The precise rate of cancelations (including back-outs) varied by product and

over the course of time. Well over half of all VSCs were eventually canceled, either voluntarily

by the Consumer or involuntarily by Mepco if the Consumer failed to make the Plan Payments.

The Plaintiff has seen some evidence that as many as 80% of certain kinds of VSC's were

ultimately canceled.

31. Wh e n a VSC was canceled, and the flow of funds was reversed, Mepco was

made whole. It received its unearned Dealer Profit from US Fidelis and its unearned Dealer Cost

from the Administrator. Mepco also kept all or a portion of its Discount Rate. The Consumer,

however, rarely fared as well. Most of the time the Consumers were paid nothing. Even when

the Consumer received something, it was rarely equal to what he was actually entitled.

32. A s t i me wore on, the only way that US Fidelis was able to pay Mepco for the

unearned Dealer Profit on canceled contracts was by deducting those amounts from the funding

on new deals. At any given time, Mepco would owe US Fidelis for the Dealer Profit on newly

sold VSC's, but US Fidelis would owe Mepco on account of the refund obligations for canceled

VSCs.

33. Mepco advanced funds to US Fidelis once a week because of the new deals. On

the last funding of each month, Mepco would calculate the refund it was owed by US Fidelis

because of the VSC's that had been canceled during that month, and it would deduct the

cancelation amount from the funding due that final week. Because of the extraordinarily high

cancelation rates, this practice resulted in a kind of constant recycling of funds between US

Fidelis and Mepco.
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34. US F i delis began its phenomenal growth in circa 2005. US F idelis did not

maintain significant cash reserves within the company to protect against the cancelation costs

due to Mepco or to the canceling Consumers. As US Fidelis sold more VSC's, it also inevitably

experienced more cancelations. In order to pay Mepco because of yesterday's canceled VSC's,

US Fidelis had to sell even more new deals tomorrow. As early as 2006 or so, it was apparent,

or should have been apparent, that US Fidelis would never be able to repay Mepco if it stopped

selling new VSC's.

35. The Consumer's right to cancel, protected by the law in every state, was the bane

of US Fidelis' existence. In order to circumvent the Consumer's right to cancel, US Fidelis

offered another type of product — an engine additive - that was quite different than a VSC. USF

offered for sale a bottle of engine additive that came with a warranty that would purportedly

protect the vehicle's entire drivetrain. The Plaintiff believes US Fidelis sold more than 103,000

engine additive warranties, which constituted about 15% of the total contracts sold. The

Consumer had a very limited contractual ability to cancel an engine additive "warranty". For

instance, the Consumer could generally cancel only within 30 days of purchase and only if he

returned the additive. The sale of these engine additives is a large part of the State of Missouri's

indictment of Darain and Cory, and will be discussed in more detail later

36. Wit h the basic suture of the VSC industry in mind, a brief history of US Fidelis

is in order to understand the gravamen of the plaintiff s Complaint.

A BRIEF HISTORY OF US FIDELIS

37. Dar a in and Cory both have criminal records. When he was 21 years old, Darain

broke into a furmture store and stole money and blank checks which he later cashed. He pleaded

guilty and was given probation. The probation was later revoked when he pleaded guilty in
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federal court to a counterfeiting charge for producing $40,000 in bogus $20 and $50 notes. He

ultimately spent three plus years in state and federal prison. Cory was convicted in 1997 of first

degree felony criminal trespass in El Paso County, Colorado. Plaintiff does not know whether

Cory ever served any time for this conviction.

38. B o t h Darain and Cory had experience in the automobile industry before starting

US Fidelis. Darain was a used car salesman with the Behlman Automotive Group for several

years in the 1990s. He then started a company, Consumer Auto Refinance Services Inc.

("CARS"), which he later claimed became the largest auto refinance company in the U.S. Cory

worked for CARS. They started US Fidelis together in March 2003.

39. US F i delis began selling VSC's in 2003. The company grew rapidly, and by

2006, barely three years after it was started, US Fidelis had 300 employees and was looking for

more space. The company eventually settled on an old outlet mall in Wentzville. The company

eventually grew to employ more than 1,200 people at one time, making it one of the fastest

growing employers in the entire St. Louis region.

40. A s w e now know, US Fidelis' growth was fueled through a number of illegal,

fraudulent or misleading practices. For example, US Fidelis, acting through a company called

Voice Touch, engaged in illegal out-bound "robo-calling" for nearly a year, eventually racking up

about a billion il legal calls. US Fidelis paid almost $6 million to VoiceTouch, which was

eventually shut down by the Federal Trade Commission.

41. US F i delis also made direct mailings to consumers, falsely implying that US

Fidelis was affiliated with an automotive manufacturer, falsely suggesting that the recipient's

existing automobile warranty was expiring, and generally misleading the Consumer. By one

estimate, US Fidelis sent 63.8 million pieces of mail between 2005 and 2008. In fact, Darain and
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Cory set up a separate printing company, DS Direct, Inc., that was devoted solely to producing

the direct mailers.

42. US Fi d e lis also misrepresented to prospective purchasers the scope of the

coverages of the VSC's offered for sale. US Fidelis' advertising created the false and misleading

impression that US Fidelis would pay all claims associated with the vehicle when, in fact, the

coverages were limited in material respects. Most VSC's did not cover diagnostic costs, limited

the reimbursable costs to the value of the vehicle, and contained numerous exclusions on the

types of repairs covered.

43. US F idelis' marketing practices were universally condemned. On March 6, 2008,

the Missouri Attorney General sued US Fidelis and several other VSC sellers, alleging

widespread violations of the Missouri Merchandising Practices Act and other similar consumer

protection laws. A Mul t i-State Task Force of Attorneys General was formed about the same

time in March of 2008 to investigate US Fidelis' marketing practices. This Multi-State group

eventually grew to include as many as 42 state attorneys' general. The President of the Better

Business Bureau stated publicly "The sheer volume and ongoing pattern of the complaints

involving US Fidelis are nothing short of astonishing."

44. U S F i delis was also criticized for its policy on refunds to Consumers. Even

though all VSCs were cancelable by the Consumer, US Fidelis made it extraordinarily difficult

for Consumers to cancel. US Fidelis did not accept certified cancelation letters and instead

required Consumers to call. US Fidelis devised a process for canceling a VSC by telephone that

was long and arduous and designed to discourage Consumers from exercising their valid

contractual and legal rights. When a Consumer was able to navigate the cancelation gauntlet, US

Fidelis then charged one or more cancelation fees that were not provided for under the VSC. In
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fact, US Fidelis apparently maintained a policy for years where a Consumer received only 60%

of the cancelation refund to which he was entitled.

45. The Consumer's right to cancel the VSC posed serious tax and accounting issues

for US Fidelis. In the early years of US Fidelis, the company kept its books on a purely cash

basis. Under this basis of accounting, US Fidelis would recognize the entire commission on the

sale of a VSC in the year in which the commission was funded by Mepco, even though the

Consumer could cancel the VSC at any time, which would trigger an obligation for US Fidelis to

refund some or all of the Commission. This accounting method distorted reality in a number of

ways, making it appear for example that US Fidelis had far more revenue than it really did. This

also led to higher income tax liabilities for Darain and Cory.

46. B eg inning in the middle part of 2006, US Fidelis began to consider a revision to

its accounting policies. US Fidelis consulted a number of outside accounting firms to consider

the issue. Ultimately, Darain and Cory took a hybrid approach. Its 2006 and 2007 audited

financial statements were reported on a so-called "modified cash basis". However, US Fidelis'

federal income tax returns were prepared on an accrual basis in years 2006 and thereafter.

47. The " modified cash basis" of accounting was a curious choice for a company in

the VSC industry where the Consumer paid for the contract over a period of time with an

absolute right to cancel at any time. The modified cash basis of accounting is not in accordance

with GAAP (generally accepted accounting principles). Under the modified cash basis of

accounting, US Fidelis recognized revenue as it received the Dealer Profit from Mepco, even

though the majority of VSCs were canceled, triggering US Fidelis' obligations to refund most of

the amount received. A ls o , under this method of accounting, no allowance for future
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cancelations or refund liabilities was recorded. The bottom line is that tens of millions of dollars

in contingent (but very predictable) liabilities were not recorded on US Fidelis' balance sheet.

48. Des p ite its ever increasing sales and its constant influx of cash, US Fidelis began

to have serious liquidity problems as early as 2007. On May 3, 2007, Mr. Kolb warned Darain

and Cory that "our cash position is getting very thin" and "I am very concerned because if were

to be short cash on a payroll that would create a huge crisis in the company." On June 24, 2007,

M r. Kolb said "I am projecting a cash flow shortfall through this Friday of $1.1M." O n

September 17, 2007, Mr. Kolb told Darain that "cash is very tight, if we don't get funded by

Mepco at least $500K we won' t' have enough cash to make payroll/postage this week."

49. In 2 007, US Fidelis had to request nine so-called mid-week fundings from Mepco

(i.e. fundings outside of the ordinary course of business) in order make payroll and/or pay other

obligations. Desksite 5396857] On February 14, 2008, Mr. Kolb wrote US Fidelis "had $351k in

operating cash, funding on Friday was $1.2 million, which will largely be consumed by the

payment due on Darain's house of $1.1 million."

50. NA W S ' (as it was then known) also attempted an ill-fated venture into contract

administration and insurance in 2006-08. As mentioned above, the Administrator in a VSC

transaction is responsible for actually arranging for covered repairs. In most states, the

Administrator is required to "lay off ' some of the risk of non-performance to a third party,

normally an insurance company or a risk retention group. Eventually, Darain and Cory decided

' The debtor was known as National Auto Warranty Services, Inc. unti l i t changed its name in early
2009. The self-administered VSC program described in paragraphs 50 through 54 was conducted under
the name of "US Fidelis", which, of course, eventually became the name of the entire company. In order
to minimize confusion, the Plaintiff wil l refer to the Debtor as NAWS in paragraphs 50 through 54 in
order to distinguish that entity from the new entities that were established for this new self-administered
contract venture.
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that they should enter the Administrator and Insurance business as well. A new corporation was

formed to serve as the Administrator, US Fidelis Administration Services, Inc. (" Fidelis

Administration" ), and a risk retention group was formed under Montana law, US Fidelis

Insurance Company Risk Retention Group, Inc. ("RRG") . The se new entities were not

subsidiaries of NAWS, but instead were owned directly or indirectly by Darain and Cory.

51. Th i s venture can best be viewed as an attempt by NAWS to vertically integrate.

The idea was that NAWS would sell the VSC and that the VSC would be administered by Fidelis

Administration and insured by the RRG. In that way, Darain and Cory could captine the profit

at every stage of the transaction. This effort consumed a great deal of management time during

the 2006-08 time frame. In April of 2007, the State of Montana granted a license to the RRG,

and NAWS began selling the self-administered VSCs in September of 2007.

52. Mep co in i tially agreed to purchase the Payment Plans generated by the self 

administered VSCs, eventually purchasing some $7 to 8 million in Payment Plants. Even though

Mepco imposed significantly higher holdbacks and reserves on this self-administered book of

business, it eventually refused to finance any new self-administered VSC Payment Plans at all.

Mepco's view was that this self-administered book of business was too risky because there was

an insufficient diversification of the risk of non-performance, even with the higher holdbacks and

reserves. In other words, if one of the three related parties (NAWS, Fidelis Administration or the

RRG) failed, it was likely that all would fail, which would leave Mepco without sufficient

recourse to recover the unearned Dealer Cost or unearned Dealer Profit i f the Consumer

canceled.

53. The entire venture was abandoned in March of 2008, only six months or so after

the first self-administered VSC was sold. With Mepco's urging and ultimate blessing, NAWS
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arranged for this book of self-administered business to be transferred to another Administrator

and Insurer.

54. M or e important, however, this episode illustrates that Mepco, through control of

the purse s~ngs, did have the ability to block Darain and NAWS from engaging in business

practices that it believed placed the onus of failure disproportionately on Mepco.

55. Dur ing 2007, Darain and Cory's thoughts turned toward a sale of the business.

They eventually engaged in discussions with H.I.G. Capital ("HIG") in late 2007 for the sale of

US Fidelis. H I G is a well-known private equity fund with over $8.5 billion in assets under

management. H I G u ndertook a whirlwind of due diligence for a potential acquisition in

December of 2007 and January of 2008. On January 31, 2008, HIG representatives met face-to 

face with Darain and Cory and explained why HIG was not interested in acquiring US Fidelis.

56. HIG shared its due diligence conclusions with Darain and Cory in the form of a

PowerPoint demonstration. HIG noted that the accrual basis financial statements were more

reliable than the modified cash basis numbers and reflected a much less profitable company. In

fact, HIG concluded that the profitability of US Fidelis had declined steadily throughout 2006

and 2007. While US Fidelis had EBITDA of $241 per VSC in the first quarter of 2006, it had

negative EBITDA of $7 per VSC by the fourth quarter of 2007.

57. HIG a lso concluded that since 60% of all VSCs eventually were canceled, the

company should have booked a cancelation reserve. Based on the timing of the cancelations,

HIG concluded that a cancelation reserve of 48% of revenue was necessary to reserve adequately

for future refund payouts. US Fidelis, of course, maintained no reserves. HIG also calculated

' EBITDA = Earnings Before Interest, Taxes, Depreciation, and Amort ization.
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that cancelations within the first 60 days after purchase doubled between March and November

2007,

58. HIG a lso mentioned that US Fidelis had incorrectly and inconsistently applied its

consumer cancelation policies, mentioning specifically the 40% "fee" that was illegally charged

to canceling consumers. HIG concluded that US Fidelis had a potential $35 million liability just

on account of these improper refunds.

59. HIG a lso recognized the snowball effect of increased sales leading to increased

cancelation liabilities. As sales volume flattened or declined, HIG observed, US Fidelis would

have to pay a larger portion of cash flow to cover refunds due to customers and to Mepco. The

upshot of the HIG report was that US Fidelis was, as early as January 31, 2008, a very sick

company operating under a crushing debt burden.

60. Des p ite HIG' s damning assessment of US Fidelis' financing health, including its

conclusion that US Fidelis had negative EBITDA on every VSC it sold, the company continued

to sell more and more contracts during 2008. For the calendar year 2008, US Fidelis sold and

Mepco funded over 171,000 contracts. In 2009, the number of sold and funded contracts was

192,000.

61. The p r imary reason for the increased sales appears to relate to US Fidelis'

increasing use of electronic media advertising. After robo-dialing was eliminated in early 2008,

US Fidelis soon thereafter began to emphasize radio and television advertising campaigns. The

company advertised primarily on basic cable television channels. The increased sales resulted in

increased cancelations. Company management later came to believe that this advertising led

directly to increased cancelations because many of the ads ran during the day, when the typical

viewer who was at home and available to watch the ads, was probably unemployed. Neither US
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Fidelis nor Mepco ran credit checks or otherwise attempted to evaluate the creditworthiness of

potential purchasers.

62. M or eover, despite the robust sales, the rest of the world was starting to catch up to

US Fidelis' tactics. The Missouri Attorney General sued the company in March for violating the

Missouri Merchandising Practices Act. In the same month, the multi-state attorney general

group began its investigation when the State of Washington served a Civil Investigative Demand

on behalf of itself and fourteen other states. The State of North Dakota sued US Fidelis for

telemarketing and mail solicitation violations. The State of Wisconsin entered a Cease and

Desist Order. In June of 2008, the company was sued for violating the Fair Credit Reporting

Act. In July of 2008, Verizon sued US Fidelis for illegal telemarketing of Verizon customers.

The company had to request routinely special mid-week fundings from Mepco in order to make

payroll. US Fidelis' own internally generated accrual basis income statement shows that it lost

$34.8 million in 2008. And, in the face of it all, Darain and Cory each withdrew $13.2 million

from the company during 2008.

63. 20 0 9 spelled the end of US Fidelis. It continued to advertise heavily on television

in the early part of the year, frequently spending more than a $1 million per week in advertising.

Sales continued to rise but so did cancelations. Liquidity was tight almost every week. As will

be described in much more detail below, the company completely restructured its relationship

with Mepco in April to address severe liquidity problems. In April, the St. Louis Post-Dispatch

began publishing an award winning series of articles regarding US Fidelis' woes, including the

skyrocketing consumer complaints, serial litigation and the profligate spending by Darain and

Cory. Also in April, The Today Show ran a very unflattering segment on US Fidelis' business

practices. The company was sued on at least three occasions for trademark infringement.
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Cancelations increased dramatically as the bad publicity mounted. By September or October, the

amounts due to Mepco on account of cancelation refunds actually exceeded the amount due from

Mepco on account of advances on new VSCs. On December 7, 2009, Mepco told US Fidelis

that it would no longer fund any new VSC deals. As a result, US Fidelis laid off hundreds of

workers in December. It stopped selling new VSCs altogether on December 21. On March 1,

2010, it filed this Chapter 11 case.

IJS FIDELIS AND MEPCO

64. Two s i mple and undisputed facts il lustrate the mutual dependence between

Mepco and US Fidelis. First, after January of 2007, Mepco's ~onl business was purchasing

Payment Plans for VSC's and automobile related product warranties. Mepco did nothing else.

Second, US Fidelis was the largest single customer for Mepco. No other company was even

close. By the end of 2009, Mepco had a total of $406.3 million of Payment Plans on its books,

and it had purchased $206.1 million of them from US Fidelis. In sum, US Fidelis was over one 

half of Mepco's entire business.

65. Lik e wise, Mepco was overwhelmingly important to US Fidelis. According to US

Fidelis' records, the company sold 656,842 VSCs (this includes product warranties) during its

existence. Mepco was the Financing Organization on 607,940 of them, or 92.5%. Moreover, in

2008 and 2009, the last two years of US Fidelis' existence, Mepco financed 95.38% of all US

Fidelis deals.

66. Th e Plaintiff has never seen a definitive statement of Mepco's market share in the

VSC financing industry. The Plaintiff, however, is comfortable in stating that Mepco's market

share exceeded 75% at all relevant times.

5374304.8 -20 

From Artic
le at G

etOutOfDebt.org



67. M ep co's relationship with US Fidelis dates back to 2004 when, on May 14, US

Fidelis signed a document entitled "VSC Seller/Dealer Agreement". I t is unclear if Mepco ever

signed this agreement. Nevertheless, this two page agreement served as the principal governing

document between the two parties until April of 2009 when it was finally superseded by a new

agreement.

68. Mep co, of course, had no recourse against a Consumer that canceled his VSC.

Mepco attempted to hedge this risk of cancelations in several ways. First, as seen above, Mepco

generally obtained agreements from the Administrator and the Insurer that they would be

responsible to repay Mepco for the unearned Dealer Profit upon cancelation if US Fidelis did

not. Second, Mepco attempted to delay paying the Dealer Profit to US Fidelis for as long as it

could by insisting that it not fund the Dealer Profit until after the Consumer made his first

installment (or in some cases, the second) installment payment. Finally, Mepco would

frequently withhold from the weekly funding a certain amount per contract. Sometimes, it

appears that these withheld funds were kept in a bank account. Other times, it appears to have

been little more than a book entry.

69. M ep co and US Fidelis frequently sparred over the level and timing of fundings.

The level of hold-backs and timing of fundings varied from product to product. For instance,

Mepco was initially reluctant to permit US Fidelis to receive the entire Dealer Profit on a product

warranty (engine additive) deal after the Consumer made the first payment, instead frequently

advancing one-half of the Dealer Profit after the first payment and the remainder after the second

payment. Mepco also insisted on higher holdbacks on US Fidelis self-administered deals.

70. Non etheless, Mepco slowly built up a fa irly significant cash reserve. By

December 31, 2005, for instance, Mepco held $3.374 million in reserve at an account at
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Frontenac Bank as a result of the hold-backs. These cash reserve accounts, however, never

nearly equaled US Fidelis' contingent obligation to refund the unearned Dealer Profit on

canceled deals.

71. Fr o m early on in their relationship, both Mepco and US Fidelis also viewed the

amounts payable from Mepco to US Fidelis at any given time as constituting de facto collateral

for repayment of the unearned Dealer Profit refunds that US Fidelis owed Mepco. In other

words, Mepco's best and most liquid collateral to secure repayment of the cancelation refunds

due on old deals was the amounts that Mepco owed US Fidelis on account of new deals. In fact,

as will be seen, from about 2006 onward, Mepco effectively paid itself the cancelation refund

due each month by reducing the amount of funding that US Fidelis received on new deals.

72. A s e a r ly as 2007, US Fidelis had trouble paying Mepco on account of the

cancelations and its own vendors and employees. At the end of June in 2007, US Fidelis owed

Mepco $4.6 million on account of cancelations on old deals. This was far more than Mepco

owed US Fidelis on new deals. The parties worked out a solution to spread the cancelation

liability over the next several funding periods so that it could be absorbed gradually. This scare,

however, appears to have come to the attention of the highest executives at Mepco.

73. On S eptember 11, 2007, the Mepco Board of Directors completed its annual

review of US Fidelis. Based on the review, the Board mandated that US Fidelis immediately

post an additional $3 million in cash or equivalents due to the increased sale volume. Plaintiff

has not located any documents evidencing this "annual review" by Mepco, but it is difficult to

believe that it did not include a thorough review of US Fidelis' financial position at that time.

Certainly, by this point, Mepco knew that US Fidelis had to routinely request special accelerated
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mid-week fundings from Mepco in order to meet its obligations, including payroll. US Fidelis

ultimately asked Mepco to accelerate the weekly fundings on nine separate occasions in 2007.

74. M ep co's request for an additional $3 million in collateral, which caused great

c onsternation at US Fidelis, also coincided with 2007's most severe liquidity crisis. O n

September 17, less than one week after Mepco's request for more reserves Jut before US Fidelis

actually posted any additional collateral) Fred Kolb told Darain that "cash is very tight, if we

don't get funded by Mepco at least $500K we won't have enough cash to make payroll/postage

this week." On September 21, 2007, US Fidelis implemented a hiring freeze.

75. M ep co had further insight into the inner workings of US Fidelis because it

received insider information about US Fidelis from a highly placed US Fidelis executive, Fred

Kolb, who was the Chief Financial Officer. For example, on October 9, 2007, Fred Kolb, US

Fidelis' Chief Financial Officer, using his own personal email account, sent Scott McMillan of

Mepco an email informing him that Darain had caused some contracts to be financed with

Warranty Financing LLC, a small startup financing company that had just been established by a

former Mepco employee. The e mai l also provided Mepco with Darain's thinking on a

proposed $100 per contract holdback, and mentioned an upcoming in person meeting in Chicago.

76. On O c tober 15, 2007, armed with the information provided by Mr. Kolb, Mepco

met in person with several Mepco executives, including Rob Shuster, the then CEO of Mepco.

The parties discussed adding a new $100 per contract holdback to build a reserve of an additional

$3 million. This additional reserve, Mepco noted in a follow-up memorandum, was necessary

because the net Payment Plans sold by US Fidelis and funded by Mepco were at the time "well

in excess of $100 million".
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77. Ult i mately, however, the parties agreed that US Fidelis could instead post two

$1,000,000 letters of credit in favor of Mepco. The first of these letters of credit was posted on

or about November 1, 2007, and four days later Scott McMillan wrote Fred Kolb that the "the

new biz booked will not have a holdback attached". But problems arose almost immediately.

On or about November 14, 2007, Mepco informed US Fidelis that cancelations that month were

extraordinarily high and that Mepco would like to hold back on the funding due that week to

"soften the hit at month end."

78. US F idelis continued to limp along at the end of 2007 and beginning of 2008, but

that did not stop Darain and Cory from sucking cash out of the business. For example, Cory took

a special distribution of $989,000 in the last week of December 2007, prompting Kolb to write

Darain, "This business is not generating the cash flows for these large distributions." Darain

replied "we will stop taking cash now."

79. The company actually laid off approximately 24 workers in January of 2008,

prompting Darain to ask on January 24, "Where do we cut next"? The answer was apparently

not Darain's house because the company paid $554,375.52 to vendors on the Wentzville

mansion on January 21 and another $1.1 million on February 22.

80. On e of the most telling examples of US Fidelis' willingness to do almost anything

to keep the money spigot from Mepco wide open occurred in February of 2008, just days after

H.I.G Capital informed the company that it was uninterested in acquiring it. As discussed

earlier, Mepco did not advance to US Fidelis its commission until the Consumer made the first

payment on the Payment Plan. In early February of 2008, Mepco learned that US Fidelis had

made a number of so-called "first pays" on behalf of the Consumer by charging the payments to

a US Fidelis' company credit card. By making this relatively small payment on behalf of the
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Consumer, US Fidelis received from Mepco the entire remaining balance of the commission, i.e.

Dealer Profit.

81. M ep co learned of the practice and called Darain, Mepco told Darain that it

considered the practice of making the Consumer's first payment to be "fraud". Yet, on February

7, 2008, US Fidelis did it again. Darain eventually blamed Cory for the second set of charges.

82. Th i s b latant attempt to defraud Mepco was not even a bump in the road. The

Mepco Board of Directors met barely a week after the second incident, on February 20, 2008,

and the minutes do not reflect any discussion of this attempted fraud. The sales numbers provide

a clue about Mepco's lackadaisical response to the attempted fraud. In the two months

immediately preceding the attempted fraud, USF accounted for 48.2% of all contracts financed

by Mepco. US Fidelis had become so important to Mepco that its attempt to defraud Mepco

was quickly forgiven.

83. Th i s i l legal use of the credit card was not US Fidelis' only problem during this

time period. Mepco received a number of Consumer complaints that US Fidelis was engaged in

illegal robo-dialing. On January 17, 2008, Mepco's outside lawyer wrote US Fidelis and

demanded an explanation. US Fidelis did not respond. On February 14, 2008, the week after the

credit card problem, Mepco wrote another, more sharply worded, letter to US Fidelis demanding

an answer to the robo-dialing allegations. Again, there was no written response.

84. Fi n a l ly, on March 3, 2008, Brenda Adams, US Fidelis' General Counsel, wrote

Rob Shuster that US Fidelis had indeed engaged in robo-dialing through a third party, but had

terminated the third party. Mepco pushed for a more detailed response and even threatened to

' Mepco's board minutes imply that US Fidelis constituted one-third of the Mepco's business volume at
that time. The minutes appear to be wrong. The number appears to be much closer to one-half.
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withhold funding if one was not forthcoming. On April 11, 2008, Ms. Adams wrote a more

detailed letter to Mepco on the same topic. She reiterated that US Fidelis had terminated the

services of a vendor that did not comply with telemarketing laws (presumably Voice Touch). She

went on to state, however, that US Fidelis had retained a second vendor that provided "the same

or similar services as the original vendor" but that management was confident that "vendor 2"

was "compliant with all state and federal telemarketing laws."

85. Da r ain responded quickly. On April 11, 2008, the same day that Brenda Adams

sent his letter to Mepco, Darain wrote a separate note to Scott McMillan of Mepco, saying "I

want to be perfectly clear on this letter that we will wind down the dialer if everyone else

complies. If for some reason nobody else will comply we want to be on the same playing field

with everyone else. We are still waiting on the letter you are sending out to everyone involved.

I think that is more then (sic) fair." Darain's message to Mepco was clear; US Fidelis intended

to obey the law only if its competitors did. Upon information and belief, the letter to which

Darain refers is a letter from Mepco to its customers that Mepco would not fund future deals

procured by illegal telemarketing.

86. Th e robo-dialing incident is telling. By most accounts, US Fidelis was the single

biggest culprit in the explosion of illegal robo-calls in 2007 and early 2008. Mepco received

Consumer complaints because the Consumers, as verified by the subsequent Better Business

Bureau survey, were understandably confused by the myriad of partis involved in the typical

VSC transaction. B y f l ex ing its muscles, however, Mepco was able to stop the i l legal

telemarking practices, not only at US Fidelis but also at other competitors. This incident,

together with Mepco's shut-down of self-administered contracts, shows that Mepco could exert

considerable influence with US Fidelis and within the industry when it chose to do so.

5374304.8 -26 

From Artic
le at G

etOutOfDebt.org



87. M or e bad news was coming. On March 6, 2008, in the midst of the Mepco-US

Fidelis correspondence on robo-dialing, the Missouri Attorney General fired the first shot in

what would prove to be a full frontal onslaught against US Fidelis by the attorneys' general of

dozens of state. Missouri sued US Fidelis for violations of the Missouri Merchandising Practices

Act. Mepco learned of the lawsuit immediately. On March 7, the day after the petition was

filed, Scott McMillan of Mepco asks for a summary of what the "AG is looking for in terms of

damages, etc".

88. So , in the first four months of 2008, Mepco learned that US Fidelis had engaged

in illegal robo-dialing and that it was prepared to resume the practice if its competition did.

Mepco also learned that the Missouri Attorney General had commenced a major lawsuit against

US Fidelis alleging widespread marketing irregularities. Furthermore, Mepco knew that US

Fidelis had attempted to commit fraud against Mepco by making the first payments on the

Consumer's Payment Plans so that US Fidelis could receive all of the funding on the transaction,

even though the Consumer was delinquent on his very first payment.

89. M ep co was also well aware of Darain and Cory's profligate spending habits and

their failure to hold any cash reserves in the company. On June 11, 2008, Mr. McMillan of

Mepco wrote Mr. Kolb and requested " a copy of NAWS 2007 financials — we' re putting

together this year's credit books, and the most recent copy I have is 2006." These financials

clearly indicated that Darain and Cory had collectively withdrawn approximately $50 million in

2006 and 2007.

90. Des p ite all of this knowledge, Mepco's business with US Fidelis only increased.

In the last 9 months of 2008, roughly the period after the Missouri attorney general filed its

litigation against US Fidelis and after the attempted the credit card fraud, Mepco financed 30%
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more US Fidelis contracts than it did in the last 9 months of 2007. Moreover, US Fidelis'

dependence on Mepco increased substantially in the last 9 months of 2008. During that period in

2008, Mepco financed 94% of all US Fidelis contracts. During the same period in 2007, the

percentage was only 81.2%.

91. By t h is time, US Fidelis had become too big to fail. Despite the attorney general

lawsuits and investigations, Mepco only increased its business with US Fidelis throughout 2008.

Perhaps more remarkably, Mepco increased its business with US Fidelis 30% over the prior year

even though US Fidelis attempted to defraud Mepco itself in February. Mepco could not pull

the plug on US Fidelis because it the volume of the cancelation liability on old deals was so large

that Mepco's only hope of collecting it from US Fidelis was to fund more new deals, which

would themselves overwhelmingly be canceled. It was like the governor on the motor powering

the Merry-Go-Round had broken and the Merry-Go-Round was turning too fast for Mepco to get

off.

92. Th e problems continued. In December of 2008, Mepco informed US Fidelis that

almost 1,000 deals had been identified in the previous month where US Fidelis had failed to

collect the required downpayment from the Consumer. US Fidelis' response was telling: on

December 5, 2008, it wrote to Mepco, "Are we going to get funded on these [less than 5% down]

contracts and what is an acceptable amount we can sneak through each month based on our

volume?"

93. On De cember 18, 2008, the cable network CNBC aired a television report

detailing various US Fidelis marketing abuses. Interestingly, Frontenac Bank, which was a

relatively small lender to US Fidelis at the time, confronted the company about the allegations,

but the plaintiffs can find no evidence that Mepco did.
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94. Des p ite these warning signals, Mepco continued to fund more and more contracts.

In fact, on January 9, 2009, Mepco had to withhold $1.5 million in funding to US Fidelis on new

contracts because it would have exceeded its daily wire transfer limit.

95. A s m e ntioned previously, NAWS changed its corporate name to "US Fidelis,

Inc." in early 2009. Mepco was eager to cement the relationship between the Mepco Payment

Plans and the new corporate name. On January 20, 2009, Scott McMillan of Mepco wrote Fred

Kolb, "BTW, are you guys officially renaming USF from NAWS? I think that it would be a

good idea to have USF on the paperwork we send out  - you know, brand recognition with the

commercials, I t m ight lower cancel rates." The next day US Fidelis updated all of the

paperwork so that the new name was listed on Mepco's Payment Plan agreement.

96. US F i delis continued to skirt Mepco's own rules. On February 2, 2009, Mepco

wrote Fred Kolb and Darain that Mepco had identified almost 2,000 contracts sold in January

2009 where US Fidelis failed to collect the required 5% downpayment from the Consumer. This

was the second time in as many months that Mepco had complained of this practice. Mepco

stated that these "less than 5% down" contracts were "cancels waiting to happen."

97. Ea r l y 2009 also marked the entry of a new p layer on US F idelis' senior

management team. Chris Riley was named Chief Executive Officer of the company on March 2,

2009. M r . R i ley had been a consultant with ABMI , a Kansas City based business

broker/investment banking firm, that had been searching for a buyer or investor for US Fidelis

since mid-2008. Mr . Ri ley was one of the principal ABMI consultants on the engagement.

While Mr. Riley was named CEO in March of 2009, it is important to remember that he was

never the President of the company or a member of its Board of Directors. It is fair to say,
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however, that his influence over the day-to-day management of the company increased steadily

as 2009 wore on.

98. In e arly 2009, US Fidelis again approached Mepco about liberalizing credit terms

and accelerating the Mepco advances. These negotiations took nearly three months to complete

and ultimately resulted in a brand new Dealer Agreement and a number of other agreements

among the parties. A more detailed review of these negotiations is enlightening.

99. On J anuary 23, 2009, Darain spoke with Scott McMillan and proposed that US

Fidelis borrow $3 million from Mepco and use the proceeds to completely pay off Frontenac

Bank with this loan to be repaid by Mepco withholding an extra $250,000 from the weekly

funding. D a rain also made a veiled threat in the email message that he was talking with

Warranty Finance, LLC, a Mepco competitor, about using it for more financing. This was true;

Darain had reached out a few weeks earlier to Warranty Finance, LLC and requested that it

prepare a proposal.

100. Darain's request for a direct loan from Mepco apparently fell on deaf ears, but US

Fidelis did not give up. On February 2, 2009, Fred Kolb spoke to Scott McMillan of Mepco and

requested that Mepco release the two $1 million (each) letters of credit that Mepco held as

security in exchange for an agreement to withhold $250,000 of fundings per week. Mepco and

US Fidelis had a face to face meeting on February 17, 2009 where Darain requested that Mepco

accelerate the funding schedule on certain books of business. Mepco followed up with US

Fidelis on February 23 and requested the 2007 audited financial statements and the 2008 internal

financial statements. On February 27, Mepco wrote Darain and Fred Kolb and said that it was

"working with our board on this issue, and it has taken longer than we would have liked."
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101. On March 2, 2009, before Mepco made its proposal, Fred Kolb, US Fidelis' Chief

Financial Officer, using his own personal email account, forwarded to Mepco a 57 page email

that included substantially all of the correspondence between US Fidelis and Warranty Finance.

This email, sent at a very sensitive stage of the negotiations with Mepco, gave Mepco perfect

insight into the precise state of negotiations between US Fidelis and Mepco's competitor.

102. M epco's reaction to this inside information was swift. On March 3, at 7:48 a.m.,

Rob Shuster, Mepco's President at the time, writes Scott McMillan and says "If [US Fidelis"

signs this agreement we are in real trouble and will have to deem ourselves 'insecure' and

i mmediately suspend all payments of any kind to NAWS . .. . I f th ey sign this it would

essentially strip everything from us." M cMi l lan responded almost immediately, "I agree — I

flipped out yesterday when I go this. We need to get this figured out and get them back on

track."

103. On March 3, 2009, after it had received the inside information, Mepco finally

responded with a proposal. Mepco noted in the proposal that it had nearly $200 million on

Payment Plans that it administered on behalf of US Fidelis. To put this in perspective, on

December 31, 2008, about sixty days before this proposal, Mepco had total Payment Plans of

$286.303 million. Mepco offered in the proposal to accelerate all Payment Plans to so-called

"first pay", i.e. Mepco would advance the Dealer Profit to US Fidelis after the Consumer made

the first payment. It also agreed to reduce the contract delivery date from 14 days to 7 days. In

exchange, Mepco wanted a $30 per contract holdback, unlimited guaranties from Darain and

Cory, a negative pledge prohibiting US Fidelis from pledging its assets to any other creditor, and

a guarantee of at least 10,000 contracts per month.
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104. US Fidelis responded to the Mepco proposal later on the same date. There were a

series of emails back and forth over the next day or so that resulted in the broad outline of a

deal. M ep c o agreed to eliminate the requirement that Darain and Cory sign unlimited

guaranties and that the company be restricted from granting liens to all others, Moreover, the

new reserve account would be limited to $2 million. This would result, estimated Mepco on

March 4, that about $4.8 million in holdbacks and reserves previously held by Mepco would be

released to US Fidelis. Rob Shuster of Mepco told Darain, "our goal is to ensure that NAWS/US

Fidelis has adequate reserves on the [books] for cancels. As I mentioned, you do not have them

on your books, so we have to play the role of the tough big brother." If this was indeed the goal,

US Fidelis never came close to having adequate reserves on its books.

105. M epco then began preparing the definitive documentation to memorialize the

deal. On March 5, Chris Riley, who had assumed the position of CEO just three days earlier,

sent an internal email saying "When Mepco sends back their amendment, please do not sign or

finalize it. We still have some items that we need to process before we finalize it." Fred Kolb

was one of the recipients of this email. Mr. Kolb, once again using his personal email account

sent Riley's communication directly to Scott McMillan at Mepco. McMillan then immediately

forwarded the email to Rob Shuster, Mepco's then President, with a note that read "More

behind-the-scenes info".

106. L ater that same date, Mr. Kolb sent a lengthy email to Scott McMillan who,

again, dutifully passed it up the chain to Mepco's President. The text of the email is reproduced

below:
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Scott, at the risk of sounding repetitive, we have an interesting new guest at
NAWS, ChrisRiley. Darain hired him full t ime as his CEO after he got
booted out of the M&A firm he was working for in K.C, ABMI Merger &
Acquisitions. Riley has been trying to prove his worth to Darain by bullying
vendors, administrators etc. and micromanaging certain functional areas
within NAWS. Needless to say, he isn't very popular and represents a
significant change in the way NAWS interacts with its key vendors, like
MEPCO. Riley has taken it upon himself to have an attorney from Bryan
Cave review the existing MEPCO agreement and is drafting renegotiation
points. Darain, while trying to justify his decision to bring Riley aboard will
tacitly support Riley, will quickly fold the whole renegotiation strategy if
MEPCO plays hardball. So how does MEPCO play hardball?
* When Darain and/or Riley bring up altering provisions of the original
agreement, tell them you didn't come to the table to renegotiate, if that' s
what they want to talk about then the conversation is over.
* Oh, and by the way, the shift in mix from product warranty to Powertrain
VSC has caused MEPCO's collateral position to erode, and you will get
back with them on a new holdback to restore your position. That will set
them back on their heels, which NEEDS to be done. Be prepared to end the
call abruptly. Darain will freak out, then immediately seek to mend things
over, and kill the renegotiation strategy. A little drama will go along way for
the politics at NAWS ................

HELP!!
MEPCO need not and should not give in on any of its collateral demands.
Specifically, the pledging of ALL of the tangible and intangible property of
US Fidelis and its affiliates[DS Direct, the printing company] Riley will try
and act all concerning for Darain and try to negotiate this point. Tell him the
deal is what it is, this is what it's going to take if USF wants

1 st pays. Either way, MEPCO is going to demand more collateral, because
of the shift in product mix. I am assuming that is the reason for such a large
funding this week, although I haven't had the opportunity to analyze it.

Darain and Riley are acting in secrecy on certain matters, you know how
dangerous and untrusting Darain is and therefore it is important that Riley
appears to draw a negative response for over negotiation. I/we need to crack
those 2 apart.

107. The upshot of this communication is that Mepco entered the next stage of

negotiations with US Fidelis about the terms of a new agreement armed with US Fidelis

innermost thoughts and strategies. Two days later, on March 7, 2009, Rob Shuster at Mepco

sent Darain a draft of a brand new Dealer Agreement.
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108. Mr . Shuster acknowledged in the March 7 email that Mepco had a vested interest

in US Fidelis' continued sales of VSC's. Mr. Shuster observes "because the amounts payable on

unfunded Payment Plans represent a very significant portion of our collateral/reserves, any drop

in such payables, because for example you ceased delivering new Payment Plans to Mepco,

would result in an immediate curtailment of all funding."

109. Th is email illustrates the absolute co-dependency that had developed by that time

between Mepco and US Fidelis. Shuster acknowledges that the newly sold deals that had not yet

been funded by Mepco and therefore constituted an amount owed by Mepco to US Fidelis

constituted a significant portion of Mepco's collateral for the Mepco debt. In other words, so

many old deals canceled each week, triggering US Fidelis' obligation to return the unearned

Dealer Profit to Mepco, that US Fidelis was forced to sell ever more and more new deals that

would (until funded by Mepco) constitute Mepco's collateral. I f US Fidelis stopped selling new

deals, Mepco's collateral position took an immediate and irreparable "hit". This created a

snowball effect. More new deals were needed so that Mepco would feel secure on the old deals.

Once those new deals were funded (and became old deals) even more new deals were needed. It

was a never ending cycle that would only work if US Fidelis continue to sell new deals and

Mepco continued to finance them.

110. In the meantime, US Fidelis began its review of the draft Dealer Agreement send

on March 7. On that date, Darain told Fred Kolb to "sit tight on this for now until I have time for

[the company's lawyer] to review, no communication to rob (sic) for now." Kolb forwarded

Darain's email on Scott McMillan at Mepco anyway. This is no evidence that Mepco ever asked

Mr. Kolb to stop these back channel communications. In fact, as will be seen below, there will

be more before the new deal is signed.
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111. Th e negotiations regarding the new set of agreements continued throughout

March. Mepco continued to insist that Darain and Cory provide personal financial statements.

On March 13, Fred Kolb sent a text message to Scott McMillan stating that Chris Riley did not

want Darain to provide the financial statements, but that Darain would acquiesce if Mepco

forced the issue. Based on this text, McMillan advised Shuster that Mepco should "not bend on

112. On M arch 16, 2009, Mepco sent US Fidelis more draft documents. These

documents included guarantees and security agreements to be signed by most of US Fidelis'

affiliates, i.e. companies that were also owned by Darain and Cory. Eventually, these affiliates

would sign these documents, thereby obligating themselves for the first time directly to Mepco.

113. By April 2, the new set of agreements still has not been signed. On that date,

however, Fred Kolb, using his personal account, sends another message to Scott McMillan.

Once again, the entire text of the email is below:

Scott, I wanted to give you an update on the tax situation. It looks as if
DAC are going to be able to meet their income tax obligation with no
problem. While it is good news they will be able to pay Uncle Sam, it does
not come without peril. Here is why:

Under our tax method of revenue recognition, commissions paid by
MEPCO to NAWS are recorded as a loan until the customer makes
payments. Makes sense, customer stops paying, NAWS is obligated to
repay MEPCO its net receivable position (sic) . In 2008, expenses were
around $97M, tax revenue recognized around $103M. Not much taxable
income. So how is it the owner's (sic) are able to draw out so much cash
and spend so much on capital? The obvious answer, MKPCO is loaning
them the money. Cars, houses, chartered planes .............. etc.

The deals NAWS is booking have an average finance period of around 22
months and we know the cancel rate is much higher on these deals. They
keep slinging deals on the books and growing receivables faster than the
old business cancels off, which they have to. Further helping them is
the fact that a greater portion of the financed contract is dealer profit.
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Bottom line, with not much cash on NAWS balance sheet, everyone is at
greater risk. MEPCO with i ts collateral, the IRS since NAWS wi l l
continue to generate revenue for tax purposes long after is shut down,
NAWS has no cancel reserves to refund customers that cancel beyond its
current cash flow. (emphasis added)

114. Mr . McMil lan again forwarded the Kolb email along to Mr. Shuster. Mr. Shuster

replied, "I think we are all aware of this which is why the cash cancel reserves are so important

as is the other steps we are now taking."

115. M epco and US Fidelis pressed forward with the agreements. Mepco signed the

agreements on April 10 and sent them to US Fidelis which held them for approximately two

weeks. Mr. Kolb left the company on April 10.

116. The stage was now set for US Fidelis' ultimate downfall. US Fidelis began to

suffer a steady drumbeat of bad news in the press. On April 9, the Better Business Bureau issued

a press release saying the level of consumer complaints about US Fidelis was "nothing less than

astonishing."

117. O n Apri l 19, 2009, the St. Louis Post-Dispatch ran a 2200 word story on Darain

and US Fidelis entitled "US Fidelis Founder Goes &om Prison to the Pinnacle." The article

contained an extensive (and largely accurate as it turns out) summary of Darain and Cory's

assets, including the Lake St. Louis mansion under construction, the Grand Caymans home, the

Tahoe home, the Lake of the Ozark home, and various cars, trucks, and boats.

118. On April 20, 2009, US Fidelis learned that The Today Show was going to run an

unflattering segment on US Fidelis. It informed Mepco and both Mepco and US Fidelis beefed

up their consumer complaint personnel to deal with the expected onslaught of calls.

119. On this same day, Mepco finally noticed that US Fidelis had yet to sign and return

the new agreements. Rob Shuster, Mepco's President, plaintively asked Chris Riley, "Can you
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give me the status on the new agreements? It has been a week now". It appears that US Fidelis

finally forwarded signed documents to Mepco on April 20, but they were all backdated to April

120. These agreements, negotiated by Mepco during a period of time in which it was

regularly receiving confidential insider information from a highly placed US Fidelis executive,

made significant changes in the business relationships between the parties. Mepco obligated

itself to accelerate the funding for new deals to free up much needed cash for the company.

Darain and Cory, on the other hand, caused several affiliates to guaranty the Mepco indebtedness

and to pledge collateral to secure the indebtedness. At the end of the day, Mepco accepted these

contracts from US Fidelis after the Better Business Bureau press release, the Post-Dispatch

article, and after it became aware of The Today Show segment.

121. US Fidelis, on the other hand, wasted no time in pressuring Mepco for accelerated

payments. On April 28, Darain wrote Scott McMillan, "Hi Scott, now that the contracts are

signed we need to start getting paid on the 1" pay of the ecarmor contracts, and also we need to

send you the 7 day remittance instead of the 10 or 13 days now. I hope we can get paid on these

contracts retroactive this week." Darain badly needed Mepco to accelerate these payments

because of the construction costs on his Lake St. Louis mansion. On April 30, US Fidelis made

over $678,000 in payments to vendors on the house, together with a $500,000 payment to Darain

individually.

122. Business between US Fidelis and Mepco continued to boom, however. On May

8, 2009, Scott McMillan wrote the company, "Since your wire is so big, I am above my daily

funding limit. I am wiring about $5.5 MM today and will wire the remaining $1.3 MM first
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thing Monday." Later that date, McMillan added further explanation, "I actually got my cap

raised, but your wires keep getting bigger and bigger."

123. Even as sales increased, the bad news for US Fidelis continued. On April 30, a

class action was filed in Missouri alleging violations of the Missouri Merchandising Practices

Act. Less than a week later, the New York Catholic Health Plan sued US Fidelis for infringing

on the trademark "FidelisCare". On April 9, 2009, the Better Business Bureau issued a press

release saying that the "the sheer volume and ongoing pattern of the complaints involving US

Fidelis are nothing short of astonishing."

124. US Fidelis decided to fight back. On May 5, 2009, it retained a law firm affiliated

with former US Attorney General John Ashcroft as a corporate "monitor" to "undertake a

review, under the direction of the [law firm], of [US Fidelis'] existing business policies and

practices". A few days later, on May 13, Darain wrote Mepco to inform it about the Ashcroft

firm's retention. Rob Shuster from Mepco replied, "Thanks for the information. I think it is a

great step. We agree wholeheartedly that anyone who is engaged in illegal or unethical sales

practices should not be a part of this industry and if we learn of such practices with one of our

business counterparties we will take all necessary steps, including termination of our relationship

with that counter party."

125. A t t he t ime that Mr. Shuster wrote this self-serving email, Mepco knew the

following about US Fidelis' marketing practices:

• US Fidelis had engaged in robo-dialing during 2007-08 with a company that was

eventually shut down by the FTC

• VS Fidelis had been sued by the Missouri Attorney General for widespread

violations of Missouri's merchandising laws,
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• US Fidelis was the subject of a multi-state attorney general investigation by over

40 states arising out of its marketing practices

• The Better Business Bureau had issued a press release about US Fidelis only

about a month earlier saying "We continue to get reports from consumers saying

they have been pressured or misled into buying warranty contracts they don' t

want or don't need.. ."

• US Fidelis had begun selling (and Mepco was financing) controversial product

warranty engine additive products earlier which were designed to evade the rules

permitting Consumers to cancel their contracts.

126. Du r ing May of 2009, when Mr. Shuster vowed to dissociate Mepco from any

counterparty engaged in illegal marketing activities, US Fidelis sold 22,323 contracts and Mepco

financed 98.7% of them.

127. I n the meantime, Darain continued to press Mepco to accelerate funding and to

release reserves. On May 21, Darain called Ralph Carillo at Mepco and requested release of

some cash being held in reserve accounts for the product warranty (i.e. engine additive) product.

It appears that the amount in question was $1.2 million. Darain's motivation to accelerate funds

was clear: on May 31, US Fidelis paid over $1.1 million directly to tradespeople and suppliers in

connection with the house.

128. U n fortunately, for US Fidelis and Mepco, the cancelations were also exploding.

July cancelations were astronomical, just over $11.8 million. US Fidelis was now routinely

unable to pay its cancels bill to Mepco at the end of the month and Mepco was rolling over last

month's cancel bill into the next month's fundings. Mepco and US Fidelis had a face-to-face

meeting on July 30 where the parties discussed, at Mepco's insistence, the latest Better Business
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Bureau press release, dated July 28, where it stated "BBB regularly receives reports and

complaints against USfidelis for its misleading, high pressure sales tactics communicated

through harassing phone calls and written notices."

129. Cancelations continued to skyrocket however. The amount owed to Mepco for

cancelations in August was almost $7.5 million. US Fidelis requested, and Mepco agreed, to an

in-person meeting in Grand Rapids, Michigan on September 10, 2009. Chris Riley attended on

behalf of US Fidelis and he met with Rob Shuster, Mepco's then President. They apparently had

a very candid discussion about US Fidelis' critical liquidity problems and other issues facing the

company because Shuster sent an email the next morning to all Mepco employees involved with

US Fidelis with the heading "USfidelis — All Hands on Deck".

130. U S F idelis and Mepco worked feverishly the next few weeks on yet another

agreement. In the meantime, the cash situation at the company was dire. US Fidelis management

was routinely considering which trade creditors to pay and which to stretch even further. For

example, on September 22, Tammy Graning, US Fidelis' controller, asked senior management

"Do I send the wire to DRMI today or not?" DRMI was an advertising agency from whom

television advertising time was purchase. DRMI (and the stations it represents) would end up

comprising more than one-half of all outstanding US Fidelis payables at the Petition Date.

131. On September 25, 2009, Mepco sent the first draft of a Forbearance Agreement to

US Fidelis. The cover note from Rob Shuster to Chris Riley enclosing the draft agreement said:

"As you might imagine, we had a very difficult Board meeting on Tuesday discussing the request

of USF for Mepco to forbear in the immediate demand for and collection of Refund Amounts.

Simply put, the Board was incredulous and angered that the parties find themselves in this
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position, given the profitability of USF. The Board feels that rather than appropriately building

reserves and capital, the owners of the business simply pulled cash out in an irresponsible

manner, leading at least in part, to your cash flow challenges."

132. Th is email is remarkable. At this late date, after enduring years of US Fidelis

liquidity crises, soaring cancelations, and constant battles with US Fidelis' integrity issues, the

Board still believed (or at least professed to believe) that US Fidelis was profitable. In fact, it

had not been profitable for years as the HIG Capital analysis and US Fidelis' own accrual basis

financials demonstrated.

133. The implication in Mr. Shuster's email that Mepco had only recently learned that

Darain and Cory were withdrawing "irresponsible" amounts of money from the business is just

wrong. As shown above, Scott McMillan acknowledged in June of 2008 that he already had

copies of the 2006 financial statements that showed Darain and Cory had withdrawn millions

from the company. Mepco had known for three years that the company kept no cash reserves for

cancelations and it had known of Darain and Cory's unconscionable withdrawals for at two

years.

134. I n the meantime, a debate was raging inside US Fidelis about revisions to the

scripts used by employees in sales calls. As late as September 15, 2009, Eddie Struckman, the

head of the Sales group, admitted in an internal communication that US Fidelis still did not

inform prospective customers that the VSC had certain maximums, including that maximum

coverage is limited to the price the customer paid for his car and that specific repairs will be

covered only up to the value of the car. Mr. Struckman also stated that informing the prospective

' This is no record of a Mepco Board meeting on this date, so the Plaintiffs assume that Mr. Shuster is
referring to the Board of Directors for Independent Bank Corporation, Mepco's parent.
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customer of these types of limitations will "possibly lose deals". A n o ther employee observed

that whenever these disclosures would come up in the internal discussions, "Cory A would start

bouncing off the walls".

135. By this point, it had been nearly a year and a half since the Missouri attorney

general filed suit against US Fidelis alleging marketing abuses. The multi-state investigation had

been pending nearly as long. The Better Business Bureau had released a number of statements

regarding US Fidelis sales tactics and at least one class action lawsuit had been filed. Yet

Mepco, only a few months after Shuster stated that it would terminate its relationship with any

counter party that did not follow the marketing laws, continued to purchase Payment Plans from

US Fidelis, even though US Fidelis still concealed material information from the Consumers

who were obligated to pay Mepco under the Payment Plans.

136. The negotiations over the Forbearance Agreement stretched well into October.

The parties finally signed a Forbearance Agreement on October 22, 2009. Under the

Forbearance Agreement, US Fidelis agreed that it was in default in the payment of cancelation

liabilities to Mepco for the last two weeks of September and the first week of October. Mepco

agreed to forbear from collecting those amounts so long as US Fidelis agreed to several new

terms and conditions, including causing certain other affiliated companies to guaranty US

Fidelis' obligations to Mepco and to grant security for the guaranties. In a general sense, it is fair

to say that Mepco attempted to obtain a security interest pursuant to the Forbearance Agreement

in all assets of all affiliates to secure the Mepco indebtedness. Most notably, the Forbearance

Agreement divested Darain and Cory of any day-to-day control of the company. Chris Riley

thereafter become the defacto President.
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137. The Forbearance Agreement contemplated that US Fidelis would continue to sell

VSCs and that Mepco would provide funding for the Payment Plans. US Fidelis' liability to

Mepco for refund of the Unearned Dealer Profit on account of cancelations would continue to be

deducted from the fundings on account of future sales. In short, the only way in which the

Forbearance Agreement would work, even in the short term, is if sales remained strong and

cancelations declined.

138. Ne i ther occurred. US Fidelis continued to operate the call center and to solicit

purchasers for new VSCs throughout November. Cancelations remained stubbornly high,

however. October cancelations were $9.3 million, and November cancelations were almost

exactly the same. By the end of December, according to Mepco, the cancelation liability owing

from US Fidelis to Mepco was in excess of $14 million.

139. December 2009 was the end game. Sales had finally fallen so low that it no

longer made sense for Mepco to fund the new deals. On December 7, 2009, Mepco called

Chris Riley and told him that it would no longer purchase new Payment Plans from US Fidelis

effective immediately. C hris Riley felt "b l indsided". The US Fidelis management team

conferred over the course of the next few days and determined that it had to lay off a large

number of employees on December 14. More layoffs followed two weeks later. On or about

December 21, 2009, US Fidelis stopped selling any new VSC products.

140. U S F idelis' creditors immediately felt the impact of Mepco's withdrawal of

funding. Even though Consumers who purchased a VSC were sometimes entitled to a refund,

after Mepco stopped purchasing new Payment Plans on December 7, US Fidelis stopped paying

the Consumers.
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141. A f ter stopping its funding, however, Mepco did deduct from the amounts it owed

US Fidelis on account of the new VSCs that were in the funding pipeline at the time funding was

stopped. Mepco also withdrew funds from separate reserve accounts that had been established at

one time or another. In sum, the Plaintiff calculates that Mepco has paid itself back at least

$13,025,955 since its decision to stop funding new deals.

142. U S F idelis considered filing bankruptcy in December of 2009, in the week

between Christmas and New Year's Day. Mepco would have nothing of it, however. Shuster

wrote McMillan on December "The concern [we] have with bankruptcy is the likely requirement

of the receiver (sic) and bankruptcy court to send notifications out to ALL of their customers.

They would likely require this as the customers could become creditors."

143. I nstead, Mepco moved quickly to liquidate other assets that it held, or purported

to hold, as collateral. On December 21, Shuster told a Mepco employee "Send out the letter

immediately to liquidate the Merrill Lynch account related to USF." The next day Shuster tells

McMillian "I wanted to grab the non-Crescent account at Merrill . . . "

144. A s Mepco continued to protect itself, the Consumers and other creditors did not

fare as well. On January 12, 2010, Tammy Graning of US Fidelis emailed Chris Riley and said

"we are four weeks out on customer refunds and some have started calling in and complaining

and some threatened lawsuits, etc. Should we pay these complainers when they call in? Later

the same day, Riley responded "we are working with Mepco on what to do with refunds we will

get back to you." T h ere is no evidence that US Fidelis ever resumed paying refunds to

Consumers. In fact, later in January, US Fidelis began referring irate customers to Mepco for

refunds.
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145. Aaron Keller, a Mepco employee, tried to arrange a call between Mepco and

some of the Administrators to discuss the mounting problem of unpaid Consumer refunds. Mr.

Keller observed that, "As we probably all realize the customers are generally being bounced

back and forth between Mepco and the admin if they call our CS or send us a complaint letter."

146. Scott McMillan replied bluntly, "Mepco is not a part of the refund process to the

customer and therefore I do not understand why we would need to participate on a call regarding

this issue." He later went on to add, "this nonsense of admins sending angry customers to

[Mepco] needs to cease — Rob [Shuster] does not respond well to news of this manner."

147. Chris Riley resigned his position as CEO on February 28 and Scott Eisenberg of

Amherst Partners was named Chief Restructuring Officer. US Fidelis ultimately filed its Chapter

11 case on March 1, 2009.

MEPCO'S CLAIMS AGAINST US FIDELIS

148. M epco filed a proof of claim against US Fidelis for over $57 million (the "Mepco

POC") that is purportedly secured by a security interest and lien on substantially all of US

Fidelis' assets. Approximately $47 million of the Mepco POC is apparently attributable to the

unearned Dealer Cost for canceled contracts that US Fidelis did not reimburse Mepco. The

balance of the Mepco POC is attributable to interest, costs, and other costs. Under Mepco's

theory of its claim as set forth in the Mepco POC, the amount of its claim would have increased

somewhat after its filing because of cancelations that continue to occur. Mepco's claim, as

evidenced by the Mepco POC, and including any amounts that Mepco may claim thereafter

accrued shall be referred to as the "Mepco Prepetition Claim".

149. I n addition to the Mepco Prepetition Claim, Mepco advanced funds to US Fidelis

under a postpetition debtor in possession financing facility &om the Petition Date through
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approximately October 31, 2010. The amount presently outstanding under this postpetition

facility is approximately $3 mill ion. I n addition, Mepco contends that it is entitled to an

administrative priority claim for US Fidelis' use of cash collateral in which Mepco allegedly

holds an interest. The balance of this claim for cash collateral usage is, upon information and

belief, approximately $1.5 mill ion. T h e amounts outstanding under Mepco's postpetition

financing facility together with the amounts allegedly due as a result of the use of cash collateral

shall collectively be referred to as the "Mepco Postpetition Claim" ).

150. The Mepco Postpetition Claim includes the sum of $1,899,430 which represents

funds advanced by Mepco after the Petition Date that were used solely to pay employees in the

Saves and Collections departments at US Fidelis. In order words, when a Consumer would call

US Fidelis to cancel his VSC, the Saves Department at US Fidelis would attempt to talk the

Consumer out of canceling. Moreover, if a Consumer was delinquent in making payments under

the Mepco Payment Plan, the Collections Department would call the Consumer and inquire

about his failure to pay. Because Mepco owns the Payment Plans, the work by both the Saves

and the Collections departments resulted in Mepco receiving additional payments, not US

Fidelis. Since the filing, the Plaintiff is informed and believed that Mepco received over $11

million on account of the efforts of the Saves and Collections Departments.

151. S ince the Saves and Collections departments of US Fidelis functioned after the

Petition Date as a kind of collection agency for Mepco the Committee believes that it would be

inequitable to saddle the estate for the cost of these departments.

US FIDELIS' SETTLEMENT WITH THE ATKINSONS

152. A f ter the Petition Date, US F idelis and the Committee promptly began

investigating the possibility of recovering the assets purchased by Darain and Cory with the
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distribution from the company. Litigation against them (and their spouses) was commenced in

May of 2010 (the "Atkinsons Litigation" ).

153. I n September of 2010, the parties announced that, subject to Court approval, a

settlement had been reached with Darain, Cory and their respective spouses wherein Darain and

Cory would surrender all of their assets in exchange for an agreement that their spouses could

retain a modest amount of property. The Court approved these settlements (the "Atkinson

Settlements") on October 22, 2010. S ince the approval of the Atkinson Settlements, the

bankruptcy estate has collected in excess of $20 million.

154. M epco has informed the Committee that Mepco believes it has a lien on the post 

petition recoveries from the Atkinson Settlements and other post-petition recoveries to secure the

Prepetition Obligations. The Committee disputes that Mepco has security interest in post 

petition recoveries to secure the Mepco Prepetition Claim.

REASONS FOR SUBORDINATION OF MEPCO'S CLAIMS

1. M E PC O AND THE VSC INDUSTRY

155. M epco provided the financial grease that enabled the entire VSC industry to exist.

VSCs and product additives were marketed to lower income individuals with older cars.

Customers in this demographic were simply unable to pay cash for these products. By offering

the Consumer the ability to pay for these products over time, Mepco enabled the Dealers to

market these products to practically everyone. But Mepco's influence did not stop there. Mepco

provided financing for all of the players in the industry. Mepco enabled Dealers like USF to

receive their full sales commission right away on a product that took the Consumer 24 months to

pay for and that was cancelable at any time. Mepco also enabled the Achninistrator to receive all
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of the Dealer Cost up front, and the Insurers to receive their payments right away. In short,

every single player in the complex VSC industry was financed in some fashion by Mepco.

156. A s is almost universally conceded at this point, the VSC industry during the latter

half of the 2000s was a disaster. Nothing was as it appeared. The industry players worked very

hard to make their products something that they were not. For instance, VSC's were cancelable

at any time because they would have been categorized as "insurance" otherwise. Had they been

characterized as insurance, they would have been regulated by the more stringent insurance laws.

When cancelations were threatening the industry, the industry developed product warranties that

were much harder for the Consumer to cancel. The result was an industry that charged

Consumers thousands of dollars for a single bottle of "goop" of no demonstrable benefit and

threw in a warranty for free.

157. M epco's Payment Plan agreement with the Consumer is another example of a

product that was structured in a way to evade governmental regulation. All of Mepco's Payment

Plan agreements state conspicuously on their face that Mepco does not charge the Consumer any

"interest", even though the agreement also calls for payments over time. They also state that any

Consumer who wants to buy the same product for cash may do so, at the same price offered to

the Consumer that pays over time. Of course, this is entirely il lusory because virtually no

Consumers ever paid cash for these products. By engaging in this helpful fiction that the

Payment Plans provided for no "interest", Mepco avoided the many consumer protection laws

that require extensive disclosures such as the Truth in Lending Act.

158. For the Consumers who were unfortunate enough to purchase a VSC or product

additive, this industry was like a giant game of Ping-Pong, with the Consumer being batted back

and forth between the Dealer, the Administrator, and Mepco. Aaron Keller, a Mepco employee,
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astutely (and accurately) observed after US Fidelis' failure that "As we probably all realize the

customers are generally being bounced back and forth between Mepco and the admin if they call

our CS or send us a complaint letter."

159. The participants in this industry relied on i t s complexity to f rustrate the

Consumers. The Better Business Bureau files show hundreds of Consumers complaining about

one participant directing the Consumer to another. Sixty-four percent of all respondents had no

idea which of the five entities described above was the Administrator of the VSC and therefore

responsible for the covered repairs. Another eighteen percent of the respondents thought Mepco

was the Administrator.

160. The VSC industry was a poster child for marketing abuses: illegal telemarketing;

deceptive mailers that falsely implied a connection with the automobile manufacturing;

deceptive mailers that falsely implied that the recipient's car warranty was expiring; failure to

disclose that coverage was limited to the value of the vehicle; failure to disclose that the

Consumer had to keep meticulous maintenance records in order to have a claim paid; failure to

disclose that "bumper-to-bumper" protection still means that many repairs are not covered; and

failure to pay Consumers their refunds when due.

161. M epco simply cannot credibly contend that it was unaware of these practices. It

financed almost 90% of all of US Fidelis' contracts. It financed almost every other significant

Dealer in the Industry. Mepco had to be aware of the legions of websites and blogs complaining

of these practices because many of them mentioned Mepco by name. For the last year and a half

of US Fidelis' existence, it was under constant scrutiny by a coterie of state attorneys general.

162. M epco should not be permitted to stand above the fray, pointing its finger at all of

the players in the industry and placing the blame on them. The parties that Mepco now attempts
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to blame for the VSC train wreck were all financed by Mepco and could not have existed without

it. Mepco should not be permitted to dilute the recoveries available to Consumers and other

creditors that were victimized by the very industry that Mepco shaped.

2. MK PC O AND THE PRODUCT %'ARRANTY BUSINESS

163. A s mentioned previously, in addition to VSC's US Fidelis also sold a line of

engine additive products. US Fidelis marketed these engine additives under several different

names. These engine additive products were extraordinary attractive to US Fidelis because they

were not subject to the laws and rules governing more traditional Vehicle Service Contracts, in

particular with the universal requirement that all traditional VSCs were cancelable. With a more

traditional VSC, the Consumer purchased a promise that the Administrator would pay for a

covered repair. With the additive, however, the Consumer purchased a product, i.e. the additive

itself, that contained a warranty. If the Consumer properly installed the engine additive and there

was a covered problem with the vehicle thereafter, the Consumer could make a claim under the

warranty.

164. I n fact, these engine additive products were little more than transparent attempts

to circumvent the heavily regulated VSC industry. Timothy J. Meenan, a representative of the

Service Contract Industry Council, testified before the Missouri Auto Service Contract Task

Force that these additive contracts were developed for the very purpose of evading regulatory

protections for consumers. With the product additives, the Consumer paid $2,000 or more for a

single bottle of engine additive that contained a "warranty" that looked a lot like a regular VSC.

Many of these engine additive products were sold in stores (without the "warranty") for only a

few dollars a bottle.
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165. US Fidelis engaged in widespread deception in marketing the engine additives.

Consumers routinely complained that US Fidelis did not inform them that they were purchasing

an additive, instead of a traditional VSC; these Consumers were surprised when a bottle of the

additive was delivered to them and were frequently surprised to learn that they were entitled to

no coverage whatsoever if they did not pour the additive into the engine crankcase. US Fidelis

did not disclose that installation of the engine additive voided many other warranties, and it did

not disclose that there were significant limitations in coverage, such as that coverage was limited

to the vehicle's trade-in value or that only certainly internally lubricated parts were warranted.

At least one of the engine additive products sold by US Fidelis actually required that the additive

be installed by a commercial lubrication service facility.

166. The sale of these engine additives/product warranties was almost universally

condemned. Warranty Week, a trade publication, referred to these products as "magical bottles

of snake oil". As far back as 2000, a company called Dura-Lube that made engine additive

products was required to pay a $2 million penalty to the Federal Trade Commission.

167. N one of this stopped US Fidelis from selling the engine additive product and

Mepco from financing the sales. These products helped both with one of their most persistent

problems: Consumer cancelations. A Consumer was typically only permitted to cancel an

additive product within 30 days of purchase (as long as the additive product was never used and

was returned) or upon the occurrence of some catastrophic event, like theft or total loss through

accident of the vehicle. These products put the Consumer into a Catch-22: if he installed the

additive, he was no longer entitled to a refund, but if he did not install the additive, he was not

entitled to any protection.
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168. U S F idelis began selling additive product warranties in 2005, but they did not

become a significant part of its business until late 2007/early 2008. By mid- 2008, however,

months after the multiple state investigation began and long after the Missouri Attorney General

had sued US Fidelis for deceptive marketing practices, the company began seriously selling and

promoting these products. From August 2008 through December 2009 when US Fidelis finally

shut down, US Fidelis sold 87,802 product additives and Mepco financed over 96% of them.

169. M epco willfully agreed to finance these product warranty additives, despite their

obvious problems. Mepco knew that these products were developed to circumvent the heavy

regulations in the VSC industry. Mepco knew that these products were especially popular in

California, where state law prohibited the sale of all VSC products unless the seller was affiliated

with a car dealer. Mepco knew that a $2,000 bottle of engine goop was a cynical and transparent

ruse. Finally, Mepco decided to finance these products through US Fidelis at a time when it

knew that US Fidelis was routinely accused of i l legal marketing tactics by Consumers, the

Better Business Bureau and an overwhelming majority of attorneys general.

170. The product warranty ruse eventually proved to be too much for the players in this

notorious "anything goes" industry. The Vehicle Protection Association, a trade association that

Mepco frequently boasts that it helped start in 2008, now absolutely prohibits its members from

selling "product warranties" (i.e. additive products that purportedly warrant the parts of a motor

vehicle that come in contact with an additive product that is poured into the vehicle)."

171. Even Mepco eventually determined that the engine additive business was simply

too dirty. A f ter US Fidelis' demise, Mepco changed its own internal policies to prohibit the

financing of product warranties. Mepco's policies now simply state: "Mepco is prohibited from

purchasing payment plans related to 'additive type' product warranties."
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172. M epco's change of heart was too late for the almost 89,000 Consumers who

financed their $2,000 bottles of goop through Mepco. Mepco financed a fraudulent product sold

by Dealers engaged in misleading marketing practices. Mepco should not be permitted to dilute

the recoveries of real creditors because of the claims it incurred in the product additive business.

3. MEPCO AND CONSUMER CANCELATION REFUNDS

173. B y a l l accounts, US Fidelis made it just as hard as it possibly could be for

Consumers to cancel their VSCs and obtain the refunds to which they were entitled. For

example, US Fidelis refused to accept certified letters from Consumers requesting cancelations.

Instead, US Fidelis required the Consumer to call US Fidelis, wait interminable periods on the

phone, and speak with at least two different people before they were permitted to cancel.

174. Then, after the Consumer endured this gauntlet of challenges, the Consumer was

frequently "shorted" on the refund to which he was entitled. US Fidelis long employed a general

policy of only paying 60% of the appropriate refund amount, even if a Consumer complained.

Consumers continued to flood the Better Business Bureau with complaints about how their

refunds were calculated. And, of course, US Fidelis did not make any refunds to Consumers

who were involuntarily canceled, even though many contracts themselves provide that

involuntarily Consumers are entitled to a refund.

175. G iven Mepco's general presence in the industry and the importance of US Fidelis

to Mepco's entire 'existence, it is difficult to imagine that Mepco was completely unaware of US

Fidelis' refund practices. Nevertheless, it is crystal clear that H.I.G. Capital, the private equity

firm that briefly considered purchasing US Fidelis, was able to uncover US Fidelis' i l legal

practices with only a few weeks of due di l igence. The January 31, 2008 management

presentation by H.I.G. Capital to Darain and Cory specifically states "Cancellation policy has
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been inconsistently applied; NAWS historically charged cancellation fees or holdback". H . I .G.

concluded that US Fidelis had a contingent obligation equal of at least $35 million for i ts

improper refund practices. If a private equity fund, with only a few weeks of due diligence, can

spot these refund issues, it is clear that Mepco, an industry giant, was either aware of the refund

practice or willfully averted its eyes.

4. M E PCO AND INSIDER INFORMATION

176. M epco clearly received information of a confidential nature from time to time

from Fred Kolb, the company's Chief Financial Officer from 2006 to April of 2009. Mr. Kolb

typically communicated this information either in person or through emails sent on his personal

account. The Plaintiff has been unable to locate all of the email communications because Mr.

Kolb did not save them and Mepco did not produce to the Plaintiff any email communications

before circa January/February 2009. However, the Plaintiff has located a handful of emails, the

first of which was sent on October, 2007 and the final such email as sent in early April of 2009.

177. W h i le there is presently no evidence that Mepco solicited this information from

Mr. Kolb, neither is there any evidence that it requested him to stop providing it. There is ample

evidence that Mepco used this information to its advantage. In particular, in the restructuring

that occurred in early 2009, less than a year before the Petition Date, Mepco utilized the

information it obtained from Mr. Kolb to extract corporate guaranties in April of 2009 from DS

Direct, Inc., Atkinson Construction, Inc., Atkinson Realty, L.L.C., DC Atkinson Realty, L.L.C.,

Atkinson Group of Companies, Inc., Atkinson Reinsurance, Ltd., and Atkinson II Reinsurance,

Ltd. Each of these affiliates also delivered Security Agreements covering their assets to Mepco

The Plaintiff does not wish to cast any aspersions against Mr. Kolb. The Plaintiff believes that Mr.
Kolb thought he was doing "the right thing" by passing on this information to Mepco in light of the
profligate spending by Darain and Cory and the inevitable collapse of the business.
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at the time. M epco has subsequently used these guaranties and security interests to claim

millions of dollars that it would otherwise have not been entitled.

178. M epco has taken pains to distance itself &om US Fidelis. Mepco has asserted that

it knew nothing about the deceptive marketing practices, illegal refund practices and financial

irregularities. Mepco's relationship with Mr. Kolb, however, suggests that there was a much

closer relationship. In the limited number of emails that that the Plaintiff has located to-date,

Mepco learned about US Fidelis' intentions with Mepco's competitors, it learned about Darain's

thoughts on reserves and holdbacks, and even learned about Darain and Cory's personal tax

situation. It is simply not credible to suggest that Mepco's knowledge of US Fidelis' practices

and policies was so limited. Not only did Mepco dominate the entire VSC industry, it had

regular, non-routine access to US Fidelis' Chief Financial Officer, probably the second or third

most influential person at the company during the period 2006 through 2009.

179. A s a result of Mepco's relationship with the company's Chief Financial Officer,

Mepco should be classified as an " insider" of the Debtor under Section 101(31) of the

Bankruptcy Code. As an insider, its claim should be carefully scrutinized. It is simply

inequitable to permit a creditor to obtain insider information &om a highly placed source to gain

advantages over other creditors to then dilute the recoveries available to those same creditors.

5. M EPC O AND THE SNOWBALL EFFECT

180. M epco's lending relationship with US Fidelis, over time, came to embody some

of the same elements of a Ponzi scheme in that its ability to be paid by US Fidelis for

cancelations on yesterday's sales was largely dependent on fundings from tomorrow's sales. As

has been shown several times above, US Fidelis was able to stay relatively current on its Dealer

Profit refund obligations to Mepco only because Mepco netted that amount against fundings on
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new deals. Mepco knew that each new deal that paid yesterday's cancel liability was itself likely

to be canceled at some point in the future. In a rising sale (and therefore rising cancelation)

environment like that experienced in 2008 and 2009, the only way for this practice to continue

was for US Fidelis to continue to sell more and more contracts.

181. M epco understood all too well what would happen if sales fell, or even stopped.

Recall Mepco's reaction in 2009 when it learned from Fred Kolb that US Fidelis was negotiating

with Warranty Finance LLC to replace Mepco on new deals. Mepco's reaction to this inside

information was swift. Shuster said,"If [US Fidelis" signs [the Warranty Finance] agreement

we are in real trouble and will have to deem ourselves "insecure' and immediately suspend all

payments of any kind to NAWS. . . . I f t hey sign this it would essentially strip everything from

us." McMillan responded almost immediately, "I agree — I flipped out yesterday when I go this.

We need to get this figured out and get them back on track."

182. T h is need to continue to feed the beast in order to pay the cancelation liability

certainly contributed to many of US Fidelis' marketing abuses. To keep the sales machine

humming and the Mepco financing flowing, US Fidelis engaged in illegal sales tactics. When

the response rate on deceptive mailings began to fall, US Fidelis started robo-dialing. When the

complaints became overwhelming on robo-dialing, US Fidelis started selling the product

warranties in earnest. This culture of "sales at any cost" permeated US Fidelis. Recall the

debate about the sales scripts in September of 2009, even as the company was in its final death

spiral. The company sales director complained that informing customers that VSCs had

coverage maximums "will possibly lose deals."

183. M epco's ability to cover the unbooked, unreserved-for refund obligation from US

Fidelis was dependent on more and more sales, regardless of how they were obtained. It made
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little difference to Mepco if the deals were eventually canceled, so long as there were still more

deals in the pipeline.

184. A s t ime went on, Mepco actually became more lax in its funding decisions. For

example, Mepco was initially very reluctant to finance US Fidelis' product warranty products.

As the potential cancelation hole on VSC's got deeper and deeper, however, and more and more

of Mepco's de facto collateral for the cancelation liability was unfunded new deals, Mepco's

opposition to product warranties melted, and Mepco financed 96% of the product warranty sales

in the final 18 months of US Fidelis' existence.

185. A l l o ther US Fidelis creditors were directly harmed by these activities. Mepco

propped up US Fidelis for two-to-three years before its collapse so the Mepco could delay the

day of reckoning. The Consumers, who were being bamboozled by deceptive marketing

practices, were certainly harmed. The Consumers who were not paid their contractual refund

obligations while Mepco was paying itself every month were certainly harmed. US Fidelis'

trade creditors, few of whom had any knowledge of the arcane complexities of the VSC industry,

thought they were doing business with a real enterprise, not one that was kept alive by a lender

with a vested interest in more and more sales at any cost.

186. I f Mepco's claims are subordinated so that it receives no further distribution from

US Fidelis, it is important to remember that Mepco still has recourse against the Administrators

that sold the VSCs and the Insurers that insured them. It is far more equitable for Mepco to

receive payment from the Administrators and Insurers, most of which are still in business, than

&om the bankruptcy estate of US Fidelis. I f the remaining active industry participants pay

Mepco, then the unsecured creditors of US Fidelis will not be diluted by Mepco's huge claim.
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6. M EPC O AND ITS EFFORTS TO DETECT FRAUD

187. In nearly all of its securities filings in recent years, Independent Bank Corporation

boasted that Mepco "has also established procedures to attempt to prevent and detect fraud since

the payment plan origination activities and initial customer contacts are done entirely through

unrelated third parties (vehicle service contract administrators and sellers or automobile

dealerships)." For instance, Mepco conducted periodic audits on new Consumer files to detect

incorrect phone numbers, duplicate credit card numbers, duplicate ACH numbers, duplicate VIN

numbers, and duplicate insured or address information.

188. In other words, the fraud that Independent Bank and Mepco boast about detecting

is fraud committed by the Consumer. While the Plaintiff does not dispute that there is ample

anecdotal evidence of individual Consumers who engaged in wrongful conduct, such as

purchasing a VSC to cover a vehicle that was already broken, all of these Consumer frauds taken

together were de minimis compared to the frauds committed in a typical day at US Fidelis.

189. M epco was much more interested in detecting fraud by the Consumer than it was

in detecting fraud by the Dealer or the Administrator. If one believes Mepco, it was apparently

too busy detecting Consumer fraud to learn that US Fidelis illegally robo-dialed for nearly a

year, or to learn that US Fidelis routinely misled Consumers about coverages, or to learn that US

Fidelis "shorted" tens of thousands of Consumers on their refund claims.

7. ME PCO A ND ITS POST-PETITION CONDUCT WITH CRESCENT

190. US Fidelis' sale of engine additives and the corresponding product warranties was

discussed earlier. Some of these product warranties had an added structural twist. The party

that was obligated to pay covered claims on approximately 65,000 of the product warranties sold
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by US Fidelis was actually an affiliate of US Fidelis called Crescent Manufacturing Company,

L.L.C. (" Crescent" ). Darain and Cory together owned all of the member interests of Crescent.

191. T h is was a much different structure than on the VSC side of the business where

US Fidelis was not contractually obligated to cover any of the Consumer claims. With these

product warranties, a Consumer would look to Crescent to actually pay the covered claim. Since

Crescent did not have the capacity to actually deal with claims made by warranty holders, it

subcontracted the entire administration function to Tier One Warranty LLC (" Tier One" ), an

unrelated third party. Tier One actually received the claims, evaluated their merit, dealt with the

Consumer and ultimately determined whether the claim should be paid or denied, but it was

Crescent that actually had to pay the claim.

192. Un l ike US Fidelis which kept no cash reserves at all, Crescent established a

reserve account (the "Crescent Account" ) at Merri ll , Lynch, Pierce, Fenner & S m i th

Incorporated (" Merrill Lynch" ) from which it would pay claims. When US Fidelis sold one of

these product warranties, Mepco would advance the Dealer Profit to US Fidelis but it would

advance the Dealer Cost to Crescent, which then deposited the Dealer Cost into the Crescent

Account

193. On September 3, 2008, Crescent, Mepco and Merrill Lynch entered into an

account control agreement (the "Control Agreement" ) with respect to the Crescent Account.

Under the Control Agreement, Mepco is authorized to provide instructions to Merrill Lynch with

respect to the Crescent Account, but the Control Agreement does not grant Mepco any interest in

or claim to the funds in the Crescent Account. In fact, the Control Agreement specifically says it

"does not create [Mepco's] security interest in the Account inasmuch as Client and Creditor have

a sperate Security Agreement for that purpose."
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194. N o twithstanding the language in the Control Agreement, through its own

negligence, Mepco never obtained a Security Agreement signed by Crescent and as a result does

not have a security interest in any of the funds maintained in the Crescent Account. Moreover,

through its own negligence, Mepco never obtained an Administrator agreement or other

governing document from Crescent.

195. Had Mepco obtained the appropriate signed documents from Crescent, it would

have been contractually entitled to cause funds to be withdrawn from the Crescent Account

under certain circumstances to repay amounts that US Fidelis or Crescent owed Mepco. In fact,

Mepco did not obtain any documentation signed by Crescent other than the Control Agreement.

196. S ince April of 2010, Mepco has unilaterally and without any contractual support

caused over $3.9 million to be removed from the Crescent Account and paid to Mepco. All of

these amounts have been withdrawn by Mepco since the start of this bankruptcy case and Mepco

has not informed this Court of the withdrawals.

197. On October 28, 2010, shortly after the Committee first learned of these improper

withdrawals, it demanded that Mepco provide evidence that it had a right to the funds taken from

the Crescent Account or that Mepco immediately return the funds to Crescent. Mepco has yet to

demonstrate that it has any rights to the funds withdrawn. Moreover, Mepco has continued to

withdraw funds from Crescent since the Committee's demand.

198. M epco knows that it has no right to these funds. After the Committee made

demand of Mepco, Mepco began an internal investigation. When questioned about Mepco's

failure to obtain documentation from Crescent, Mepco employee Scott McMillan stated, "I made

a mistake. I have admitted this many times." In another email he says, "I apparently did not

match the parties appropriately."
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199. I n i ts rush to take advantage of other creditors, Mepco has simply ignored the fact

that it f a i led to obtain the correct documentation. M e pco's unauthorized post-petition

withdrawal of funds from the Crescent Account harms US Fidelis in at least two respects. First,

these withdrawals limit the ability of Crescent to pay legitimate claims of Consumers who have

covered product warranty claims on account of products sold by US Fidelis. Second, in

connection with US Fidelis' settlement with the Atkinson brothers and their spouses, each of

Darain and Cory assigned their rights to receive distributions from Crescent to the bankruptcy

estate. In other words, if funds would have remained in the Crescent Account after all product

warranties expired, the bankruptcy estate (through the assignments from Darain and Cory under

the settlement) would have been entitled to receive the excess. By illegally removing over $3.9

million from the Crescent Account, Mepco has potentially damaged US Fidelis' estate by an

equal amount.

COUNT I
Declarato Jud ment

200. The Committee realleges and incorporates by reference herein paragraphs 1

through 199 of its Complaint, as if fully set forth herein.

201. M epco's interest in Debtor's property as security for the Mepco Prepetition Claim

does not extend to any post-petition recoveries, including proceeds of the Atkinson Settlements.

An actual controversy exists regarding the validity, priority and extent of Mepco's interest in the

proceeds of the Atkinson Settlements and other post-petition recoveries recovered by Debtor' s

bankruptcy estate for the benefit of creditors.

202. The Committee plans to soon file a number of avoidance actions under Chapter 5

of the Bankruptcy Code (the "Avoidance Claims" ).
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203. The Committee seeks a judicial determination of the validity, priority and extent

of Mepco's security interests in the proceeds of the Atkinson Settlements, Avoidance Actions

and other post-petition recoveries.

204. A j u d icial determination is necessary at this time to resolve validity, priority and

extent of Mepco's interest in the proceeds of the Atkinson Settlements and other post-petition

recoveries. The Committee requests entry of declaratory judgment declaring that Mepco does not

hold a valid, properly perfected, first priority security interest in the Atkinson Settlement

proceeds, Avoidance Actions or the other post-petition recoveries.

WHEREFORE, as to Count I of this Complaint, the Committee requests that this Court

enter an Order:

(A) Declaring that Mepco does not hold a valid, properly perfected, first priority

security interest in the assets recovered or proceeds from the Atkinson Settlements, the

Avoidance Actions, or any other current or future recoveries by the estate on avoidance actions;

(B) Granting such other relief as this Court deems just and proper.

COUNT II

Ob'ection to Me co Pre etition Claim

205. The Committee realleges and incorporates by reference herein paragraphs 1

through 199 of its Complaint, as if fully set forth herein.

206. The Committee objects to the Mepco Prepetition Claim because(a) it has been

unable to verify the amount of the Mepco Prepetition Claim, and the Debtor is not obligated on

the Mepco Prepetition Claim because Mepco failed to mitigate its damages, by seeking recovery

from responsible parties.
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WHEREFORE, as to Count II of this Complaint, the Committee requests that this Court

enter an Order:

(A) Disallowing the Mepco Prepetition Claim; and

(B) Granting such other relief as this Court deems just and proper.

COUNT III
Subordination of Me co Pre etition Claim

207. Th e Committee realleges and incorporates by reference herein paragraphs 1

through 199 of its Complaint, as if fully set forth herein.

208. M epco engaged in inequitable conduct for the reasons stated in detail herein.

209. M epco's conduct injured other creditors and/or conferred an unfair advantage

upon Mepco for the reasons stated in detail herein.

210. E quitable subordination of the Mepco Prepetition Claim is consistent with the

provisions of the Bankruptcy Code.

WHEREFORE, as to Count III of this Complaint, the Committee requests that this Court

enter an Order:

(A) Granting judgment in favor of the Committee and against Mepco, subordinating

the Mepco Prepetition Claim to all other allowed general unsecured claims in this case, and

transferring any liens securing the Mepco Prepetition Claim to the estate; and

(B) Granting such other relief as this Court deems just and proper.

COUNT IV
Subordination of Me co's Post etition Claim

211. The Committee realleges and incorporates by reference herein paragraphs 1

through 199 of its Complaint, as if fully set forth herein.

212. M epco engaged in inequitable conduct for the reasons stated in detail herein.
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213. Mepco's conduct injured other creditors and/or conferred an unfair advantage

upon Mepco for the reasons stated in detail herein.

214. M o reover, the estate was not benefited by the post-petition expenditure of

$1,899,430 that was attributable to the Saves and Collections Departments.

215. E quitable subordination of at least $1,899,430 of the Mepco Postpetition Claim is

consistent with the provisions of the Bankruptcy Code.
WHEREFORE, as to Count III of this Complaint, the Committee requests that this Court

enter an Order:

(A) Granting judgment in favor of the Committee and against Mepco, subordinating at

least $1,899,430 of the Mepco Postpetition Claim to all other allowed general unsecured claims

in this case, and transferring any liens securing the Mepco Postpetition Claim to the estate; and

(B) Granting such other relief as this Court deems just and proper.

Respectfully Submitted,

THOMPSON COBURN LLP

By Is/ Dav id A. 8'ar ield
David A. Warfield, A'34288MO
Brian W. Hockett, 052984MO
One US Bank Plaza
St. Louis, Missouri 63101
(314) 552-6000 (Phone)
(314)-552-7000 (Fax)
dwarfield@thompsoncoburn.corn

Attorneys for the Official Unsecured Creditors'
Committee for US Fidelis, Inc.
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