Ira S. Dizengoff (ID-9980)
Philip C. Dublin (PD-4919)
Akin Gump Strauss Hauer & Feld LLP
590 Madison Avenue
New York, NY 10022
(212) 872-1000 (Telephone)
(212) 872-1002 (Facsimile)

Hearing Date: June 13, 2003
Hearing Time: 10:00 a.m.

Proposed Counsel to the Official Committee of Unsecured
Creditors of Allegiance Telecom, Inc., et al.
UNITED STATES BANKRUPTCY COURT
SOUTHERN DISTRICT OF NEW YORK
X

In re:
ALLEGIANCE TELECOM, INC., et al.,
Debtors.

:
:
:
:
:
:

Chapter 11
Case No. 03-13057 (RDD)
(Jointly Administered)

X

OBJECTION OF THE OFFICIAL COMMITTEE OF UNSECURED
CREDITORS OF ALLEGIANCE TELECOM, INC., ET AL., TO THE DEBTORS’
APPLICATION FOR AN ORDER UNDER SECTIONS 327(a) AND 328(a) OF THE
BANKRUPTCY CODE AUTHORIZING THE EMPLOYMENT AND RETENTION OF
KIRKLAND & ELLIS AS ATTORNEYS FOR THE DEBTORS
The Official Committee of Unsecured Creditors (the “Committee”) of Allegiance
Telecom, Inc., et al. (collectively, the “Debtors”), by and through its proposed counsel Akin
Gump Strauss Hauer & Feld LLP (“Akin Gump”), hereby objects (the “ Objection”) to the
Debtors’ Application for an Order Under Sections 327(a) and 328(a) of title 11 of the United
States Code (the “Bankruptcy Code”) Authorizing the Employment and Retention of Kirkland &
Ellis as Attorneys for the Debtors (the “Application”). In support of the Objection, the
Committee respectfully submits as follows:
Preliminary Statement
The Application must be denied because Kirkland & Ellis is (i) not disinterested, (ii)
represents interests adverse to these estates and (iii) has disabling conflicts. The Application and

the Cantor Affidavit (as defined below) fail to disclose Kirkland & Ellis’s significant past and
present connections to major parties in interest in these cases. This deficient disclosure is a
blatant disregard of the Bankruptcy Code and Rules requirements which are designed to ensure
that the Debtors receive impartial and independent advice from disinterested professionals.
Specifically, Kirkland & Ellis fails to disclo se:
•

its past representation of James N. Perry, Jr., a current member of the
Debtors’ Board of Directors (and the nature of that work);

•

that certain of Kirkland & Ellis’s partners have investments in private
equity funds that own over 10% of the Debtors’ equity; 1

•

that three significant equity holders of the Debtors, all Kirkland &
Ellis clients, account for over $30 million of the annual fees paid to
Kirkland & Ellis (although the Application does provide percentage
revenue figures for two of the three equity holders); and

•

that the Debtors’ General Counsel is a former partner of Kirkland &
Ellis, and the Application and Cantor Affidavit are similarly devoid of
any discussion of the possible economic interest of the General
Counsel in Kirkland & Ellis’s financial performance. 2

In addition, the Application and Cantor Affidavit disclose that Kirkland & Ellis was paid in
excess of $1.7 million in the past year. Of that amount, $464,000 may be a preferential transfer
avoidable by the estates. 3 In the absence of further disclosure regarding the timing, method and
history of these payments, it is not possible to assess whether such payments create an actual and
present conflict of interest.

1

Without further disclosure, it is not possible to know the economic significance of the individual Kirkland
& Ellis partners’ investments and whether the private equity funds the Kirkland & Ellis partners invested in have
any interest in the Debtors.
2

Mr. Tresnowski was a Kirkland & Ellis partner from 1992 to 1999. The usual and customary practice of
large law firms is to repay the capital contributions of their partners over a period of time. Without additional
disclosure, it is not possible to know Mr. Tresnowski’s economic interest in Kirkland & Ellis’s financial
performance.
3
The Committee does not believe that monies paid by the Debtors as advanced payments are avoidable, but
the Cantor Affidavit makes clear that $464,000 was collected by methods other than advanced payments.

2

The most alarming aspect of these disclosure deficiencies is that the Committee was only
able to uncover many of these facts because of Akin Gump’s involvement in another case
involving Kirkland & Ellis where the disclosures were, in fact, made. See the Affidavit of James
A. Stempel (the “Stempel Affidavit”), attached hereto as Exhibit A, filed in In re Focal
Communications Corporation chapter 11 case pending in Delaware. But for Akin Gump’s role
as committee counsel in Focal Communications (In re Focal Communications, Case No. 0213709 (KJC)), these facts would have remained unknown to the entire creditor body.
Kirkland & Ellis’s current and prior involvement with interested parties in these cases,
the large fees paid to Kirkland & Ellis by the three equity holders, the receipt of a potential
preference and the inadequate disclosure, may cause the firm to provide the Debtors with advice
that is materially different from the advice the firm would provide the Debtors absent such
entanglement. As such, Kirkland & Ellis cannot satisfy the disinterestedness requirements of the
Bankruptcy Code, and thus, the Application should be denied.
Background
1.

The Debtors, formed in 1997, are a facilities-based national local exchange carrier

providing integrated telecommunications services to business, government and other institutional
users in major metropolitan areas throughout the United States. A significant portion of the
Debtors’ equity is owned by a group of private equity investors, including Madison Dearborn
Capital Partners II, and certain of its affiliates (“Madison Dearborn”) 4 , Morgan Stanley
Investment Management, and certain of its affiliates (“Morgan Stanley”) and Frontenac
Company and certain of its affiliates (“Frontenac”). As of March 6, 2002, these three entities
held in the aggregate approximately 12.9% of the Debtors’ outstanding equity.
4

The Application does disclose that a Kirkland & Ellis partner, William Kirsch, is the outside General
Counsel to Madison Dearborn, and that he will not work on any matter for the Debtors. The Application is silent as
to whether Mr. Kirsch will be working on behalf of Madison Dearborn in connection with these cases.

3

2.

Paul J. Finnegan and James N. Perry, Jr., both managing directors of Madison

Dearborn, have been members of the Debtors’ Board of Directors since August, 1997. In
addition, James E. Crawford, III, a managing director of Frontenac, has also been a member of
the Debtors’ Board of Directors since August 1997.
3.

Prior to his employment by the Debtors in February 1999, Mark B. Tresnowski,

the Debtors’ Executive Vice President and General Counsel, was a partner at Kirkland & Ellis
for seven years.
4.

On May 14, 2003 (the “Petition Date”), each of the Debtors filed with this Court a

voluntary petition for relief under chapter 11 of the Bankruptcy Code.
5.

Since the Petition Date, the Debtors have continued to operate and manage their

business pursuant to sections 1107(a) and 1108 of the Bankruptcy Code.
6.

On the Petition Date, the Debtors filed the Application. By the Application, the

Debtors seek to retain Kirkland & Ellis as their general bankruptcy attorneys to advise them with
respect to all aspects of the chapter 11 cases.
7.

In the Affidavit of Matthew A. Cantor in Support of Application Authorizing the

Employment and Retention of Kirkland & Ellis as Attorneys for the Debtors (the “Cantor
Affidavit”), Matthew A. Cantor, a partner at Kirkland & Ellis, discloses that for the period ended
March 31, 2003 (i) Madison Dearborn represented approximately 2.26%, and (ii) Morgan
Stanley represented approximately 3.70% of Kirkland & Ellis’s gross revenues.

4

8.

The Cantor Affidavit does not disclose that certain Kirkland & Ellis Partners own

limited partnership interests in Madison Dearborn and Frontenac, with a total commitment in
funds as of December 31, 2002, of approximately $3,125,000. (Stempel Affidavit ¶ 13).
9.

The Cantor Affidavit does not disclose that Kirkland & Ellis has represented

James N. Perry, Jr. as an officer of Madison Dearborn, and a current member of the Debtors’
Board of Directors in corporate and transactional matters. (Stempel Affidavit ¶ 16).
10.

Additionally, the Cantor Affidavit discloses Kirkland & Ellis’s representation of

Frontenac in unrelated matters, but it does not disclose that as of June 30, 2002, Frontenac
represented approximately .29% of Kirkland & Ellis’s gross revenues. (Stempel Affidavit ¶ 11).
11.

Also, on the Petition Date, the Debtors filed the application of Togut, Segal &

Segal LLP (“Togut”) Seeking the Employment and Retention of Togut as Attorneys for the
Debtors, pursuant to sections 327(a) and 328(a) of the Bankruptcy Code (the “Togut
Application”). The Debtors seek to retain To gut to act as their attorneys to handle specific
matters related to Madison Dearborn, Morgan Stanley, the Bank of America, Citicorp. and
Verizon and other conflicts that may arise.
12.

On May 28, 2003, pursuant to section 1102 of the Bankruptcy Code, the Office of

the United States Trustee for the Southern District of New York appointed the Committee. 5
Once appointed, the Committee retained Akin Gump as counsel to the Committee. The
Committee also retained Houlihan Lokey Howard & Zukin Capital (“Houlihan Lokey”) as its

5

The Committee is comprised of the following entities: BellSouth Telecommunications, Inc., Broadwing
Communications Services Inc., LC Capital Master Fund, Ltd., Loeb Partners Corp., Nortel Networks Inc., Romulus
Holdings, and the Bank of New York, as indenture trustee.

5

financial advisors and Communication Technology Advisors LLC (“CTA”) as its industry and
technology advisors. 6
Basis for Objection
13.

Section 327(a) of the Bankruptcy Code provides that:
[T]he trustee, with the court’s approval, may employ, one or more attorneys. . .
that do not hold or represent an interest adverse to the estate, and that are
disinterested persons, to represent or assist the trustee in carrying out the trustee’s
duties under this title.

11 U.S.C. §327(a).
14.

Section 101(14)(E) of the Bankruptcy Code defines a “disinterested person” as a

person that, “does not have an interest materially adverse to the interest of the estate or of any
class of creditors or equity security holders, by reason of any direct or indirect relationship to,
connection with, or interest in the debtor . . .” 11 U.S.C. § 101(14)(E).
15.

Attorneys have an interest adverse to the estate and its creditors if they have,

“either a meaningful incentive to act contrary to the best interests of the estate and its sundry
creditors - - an incentive sufficient to place those parties at more than acceptable risk - - or the
reasonable perception of one.” In re Granite Partners, L.P., 219 B.R. 22 (Bankr. S.D.N.Y. 1998)
(citing In re Martin, 817 F.2d 175, 180 (1 st Cir 1987)).
16.

Courts have found that an adverse interest existed, for instance, where the

professional person (i) had an attorney client relationship with the financial institutions
employing members of the debtor’s board of directors; (ii) represented the debtor corporation’s
officers in their individual capacities concurrently with their representation of the debtor, (iii)
served as an officer and director of the debtor, (iv) was a prepetition creditor of the debtor’s

6

The Committee is currently drafting retention applications for Akin Gump, Houlihan Lokey and CTA, and
the Committee expects to file such applications with this Court shortly.

6

estate and (v) was actually acting on behalf of a major equity holder of the estates. See e.g. In re
Leslie Fay Cos., 175 B.R. 525 (Bankr. S.D.N.Y. 1994); In re Tauber on Broadway, Inc., 271
F.2d 766 (7th Cir.1959); In re Wells Benrus Corp., 48 B.R. 196 (Bankr. D.Conn. 1985); Sholer
v. Bank of Albuquerque (In re Gallegos), 68 B.R. 584 (Bankr. E.D.Mich. 1986); In re Kendavis
Indus. Int’l Inc., 91 B.R. 742 (Bankr. N.D.Tex. 1988).
17.

In addition, Bankruptcy Rule 2014(a) requires professionals seeking employment

in a bankruptcy case to submit an application that states, “all of the person’s connections with the
debtor, creditors and any other party in interest. . .” Federal Rules of Bankruptcy Procedure
2014(a). Rule 2014 disclosures “are to be strictly construed and failure to disclose relevant
connections is an independent basis for the bankruptcy court to disallow fees or disqualify the
professional from the case.” In re Enron Corp., 2003 WL 223455 (S.D.N.Y. 2003).
18.

Finally, the receipt of a preferential payment by a debtor’s proposed counsel

constitutes an actual conflict of interest. In re First Jersey Securities, Inc., 180 F.3d 504, 509 (3d
Cir. 1999). As the Third Circuit recently held in Pillowtex, “when there has been a facially
plausible claim of a substantial preference, the district court and/or the bankruptcy court cannot
avoid the clear mandate of the statute by the mere expedient of approving retention conditional
on a later determination of the preference issue.” In re Pillowtex, Inc., 304 F.3d 246, 255 (3d
Cir. 2002).
19.

Kirkland & Ellis holds interests adverse to these estates and their creditors, is not

a “disinterested person” with respect to these cases as that term is defined under Bankruptcy
Code, and has failed to disclose material and disabling conflicts with the Debtors’ equity holders,
members of the Debtors’ Board of Directors and officers. As such, the Application should be
denied.
7

20.

The Committee is aware that certain Kirkland & Ellis partners have a direct

personal interest in the economic performance of Madison Dearborn and Frontenac. Because it
was not disclosed by Kirkland & Ellis or the Debtors, the Committee does not know which
Madison Dearborn and Frontenac funds hold interests in the Debtors, or if partners at Kirkland &
Ellis are investors in these funds. However, it is clear that certain Kirkland & Ellis partners, in
their individual capacity, will suffer actual economic harm if the y have an equity ownership
interest in the Debtors, by virtue of their investment with Madison Dearborn and Frontenac, the
value of which is reduced as a result of the outcome of these cases. Members of Kirkland &
Ellis may also have a direct pecuniary interest in advocating a substantial recovery for
prepetition equity interests, when it appears the Debtors are insolvent.
21.

The Cantor Affidavit also fails to disclose that Kirkland & Ellis has represented

James N. Perry, Jr., a member of the Debtors’ Board of Directors. The omission is glaring
because the Cantor Affidavit does disclose Kirkland & Ellis’s representation of James E.
Crawford, III, another Board member. These representations (of a current Board member and
current equity holders) present a clear conflict of interest. Kirkland & Ellis may be precluded
from zealously advocating and advising the Debtors with respect to a plan of reorganization that
adversely impacts Kirkland & Ellis partners and their clients’ economic interests.
22.

In addition to holding substantial amounts of the Debtors’ outstanding equity,

Madison Dearborn and Morgan Stanley are individually and collectively significant clients of
Kirkland & Ellis. According to the Cantor Affidavit, these two clients accounted for
approximately 5.96% of Kirkland & Ellis’s total fees received for the twelve month period ended
March 31, 2003. According to the “AM Law 100,” (The American Lawyer, July 2002), which
provides an estimate of gross revenues for 100 of the largest law firms operating in the United
8

States for the year 2001, and is attached hereto as Exhibit B, Kirkland & Ellis’s gross revenues
for the year 2001 were approximately $530 million. Assuming that Kirkland & Ellis’s gross
revenues remained steady through 2002 and into 2003, Madison Dearborn and Morgan Stanley
paid Kirkland & Ellis approximately $31,588,000 for the year ended March 31, 2003. 7 If the
undisclosed fees paid to Kirkland & Ellis by Frontenac 8 are similarly calculated (based on
Frontenac’s payments for the twelve month period ended June 30, 2002), the total dollars paid to
Kirkland & Ellis by the private equity shareholders, two of which hold seats on the Debtors’
Board of Directors, jumps to $33,125,000. 9 Kirkland & Ellis’s ability to counsel the Debtors
with complete objectivity cannot be assured because of the significant revenue generated by
these three equity holders.
23.

Mark Tresnowski, the Debtors’ General Counsel, was a partner at Kirkland &

Ellis for seven years. The Cantor Affidavit fails to disclose the fact that Tresnowski was a
member of Kirkland & Ellis approximately three years ago. Moreover, as a former capital
partner in Kirkland & Ellis, Tresnowski may still be entitled to receive the capital he paid into
the partnership. As a creditor of Kirkland & Ellis, Tresnowski would have a direct personal
interest in Kirkland & Ellis’s financial performance. This interest in Kirkland & Ellis’s ability to
generate fees would obviously be contrary to the preservation of value within these estates. This
disclosure needs to be supplemented, at a minimum, to address these concerns.
24.

Kirkland & Ellis is fatally conflicted in these cases and the retention of Togut as

co-counsel cannot cure this defect. The Debtors seek to retain Togut ostensibly to mitigate any
conflicts created by Kirkland & Ellis’s other clients involvement in these cases. The Togut

7

$530,000,000 x .0596 = $31,588,000.00
The Cantor Affidavit fails to disclose the annual revenues attributable to Frontenac. Frontenac is a
significant equity holder in the Debtors, and has a representative on the Debtors’ Board of Directors.
9
$530,000,000 x .0625 = $33,125,000.00
8

9

retention would not obviate Kirkland & Ellis’s inherent conflict - - conflicting duties to the
estates and current and former clients. This reasonable perception of conflict renders Kirkland &
Ellis unable to act as counsel to the Debtors.
25.

In addition, the Cantor Affidavit discloses that Kirkland & Ellis received at least

$464,000 in the past year form the Debtors, which may represent a preferential transfer of the
estates’ assets to Kirkland & Ellis. The Cantor Affidavit fails to discuss the facts surrounding
the timing or method of these potentially preferential transfers, and offers no independent
analysis as to why these payments should not be considered preferences. This Court cannot find
that Kirkland & Ellis is a disinterested person without further inquiry into the nature of these
payments.
26.

For these reasons, Kirkland & Ellis has an interest adverse to the Debtors’ estates

and unsecured creditors with respect to its proposed retention, is not disinterested and has not
made complete disclosures. Accordingly, Kirkland & Ellis does not satisfy the standard for
retention of attorneys under Section 327(a).
Waiver of Memorandum of Law
27.

This Objection includes citations to the applicable authorities, and does not raise

any novel issues of law. Accordingly, the Committee respectfully request that this Court waive
the requirement contained in Rule 9013-1(b) of the Local Bankruptcy Rules for the Southern
District of New York that a separate memorandum of law be submitted.
28.

No application for the relief requested herein has been presented to this or any

other court.

10

WHEREFORE, for all of the foregoing reasons, the Committee requests that this Court
(i) deny the Application and (ii) grant the Committee such other and further relief as this Court
deems just, equitable and proper.
Dated:

New York, New York
June 11, 2003
AKIN GUMP STRAUSS HAUER
& FELD LLP
/s/ Ira S. Dizengoff
Ira S. Dizengoff (ID-9980)
Philip C. Dublin (PD-4919)
590 Madison Avenue
New York, New York 10022
(212) 872-1000
Proposed Counsel to the Official Committee of
Unsecured Creditors of Allegiance Telecom, Inc., et al.
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