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IN THE UNITED STATES BANKRUPTCY COURT

FOR THE DISTRICT OF DELAWARE

L e e e e e
: Chapter 11
In re:
Case No. 02-10288 (RB)
MCLEODUSA INCORPORATED,
Debtor. : Hrg. Date: 8/6/02 at 9:30 p.m.
Obj. Due: 7/11/02 at 4:00 p.m.
e L e o 4 - - o —x%

NOTICE OF FINAL APPLICATION FOR ALLOWANCE OF FEES AND
REIMBURSEMENT OF EXPENSES OF HOULIHAN LOKEY HOWARD &
ZUKIN CAPITAL AS FINANCIAL ADVISOR TO THE DEBTOR FOR THE
PERIOD FEBRUARY 1, 2002 THROUGH APRIL 15, 2002

PLEASE TAKE NOTICE that on June 21, 2002,
Skadden, Arps, Slate, Meagher & Flom LLP and affiliated
law offices (collectively, "Skadden, Arps"), counsel for
McLeodUSA Incorporated, reorganized debtor in the above-
captioned case ("McLeodUSA") filed the Final Application
for Allowance of Fees and Reimbursement of Expenses of
Houlihan Lokey Howard & Zukin Capital as Financial Advi-
sor to the Debtor for the Period February 1, 2002 Through
April 15, 2002 (the "Final Application™).

PLEASE TAKE FURTHER NOTICE that a copy of the
Final Application is available for inspection and copying

at the United States Bankruptcy Court for the District of
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Delaware (the "Bankruptcy Court") or may be obtained by
contacting IKON Document Services, 901 Market Street,
Wilmington, Delaware 19801 or by telephone at (302) 777-
4500.

PLEASE TAKE FURTHER NOTICE that objections, if
any, to the Final Application must be made in writing,
filed with the United States Bankruptcy Court for the
District of Delaware, 824 Market Street, Wilmington,
Delaware 19801, and served so as to be received by 4:00
p.m. Eastern time on July 11, 2002 by the undersigned
counsel for the McLeodUSA Incorporated.

PLEASE TAKE FURTHER NOTICE that if no objec-
tions to the Final Application are timely filed and
served in accordance with the above procedures, the
Bankruptcy Court may enter an order granting the relief
requested in the Final Application without further notice
or a hearing. If an objection is properly filed and
served in accordance with the above procedures, a hearing
will be held by the Bankruptcy Court on August 6, 2002 at
9:30 p.m. before the Honorable Ronald Barliant, United
States Bankruptcy Judge, 824 Market Street, Wilmington,

Delaware 19801. Only those objections made in writing
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and timely filed and received will be considered by the

Bankruptcy Court at such hearing.

Dated: Wilmington, Delaware

June 21,

298628.01-Wilmington S1Aa

2002

Seth E. Jacocbson

SKADDEN, ARPS, SLATE, MEAGHER
& FLOM (ILLINOIS)

333 West Wacker Drive

Chicago, Illinois 60606-1285
(312) 407-0700

- and -
A_Mt g—"
Eric—- Davis (I.D. No. 3621)

SKADDEN, ARPS, SLATE, MEAGHER
& FLOM LLP

One Rodney Sguare

P.0. Box 636

Wilmington, Delaware 19899-0636
(302) 651-3000

Attorneys for McLeodUSA Incorporated
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UNITED STATES BANKRUPTCY COURT

DISTRICT OF DELLAWARE
In re: ; Chapter 11
McLEODUSA INCORPORATED, )
) Case No. 02-10288 (EIK)
Debtor. )
)
)
FINAL APPLICATION FOR

ALLOWANCE OF FEES AND REIMBURSEMENT OF EXPENSES
- OF HOULIODAN LOKEY HOWARD & ZUKIN CAPITAL
AS FINANCIAL ADVISOR TO THE DEBTOR FOR THE PERIOD
FEBRUARY 1, 2002 THROUGH APRIL 15, 2002

Name of Applicant: Houlihan Lokey Howard & Zukin Capital

Authorized to Provide

Professional Services as: Financial Advisor to the Debtor
Retention Date: February 1, 2002

Period for which

Compensation is Sought: (1) February 1, 2002 to April 15, 2002 [1]

Amount of Compensation
Sought as Actual, Reasonable
and Necessary: (1) $14,114,216.27

Amount of Expense

Reimbursement Sought

as Actual, Reasonable

and Necessary: (1) $5,667.53

Houlihan Lokey is not seeking any compensation for the preparation of this Application,

This is a(n): monthly interim x__final application
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UNITED STATES BANKRUPTCY COURT

DISTRICT OF DELAWARE
In re: ; Chapter 11
McLEODUSA INCORPORATED, )
}  Case No. 02-10288 (EIK)
Debtor. )
)
)

FIRST AND FINAL APPLICATION FOR ALLOWANCE OF
FEES AND REIMBURSEMENT OF EXPENSES OF
HOULIHAN LOKEY HOWARD & ZUKIN CAPITAL AS
FINANCIAL ADVISOR TO THE DEBTOR FOR THE PERIOD
FEBRUARY 1, 2002 THROUGH APRIL 15, 2002

Houlihan Lokey Howard & Zukin Capital (“Houlihan Lokey”), as financial
advisor to the Debtor, hereby submits its First and Final Application for Compensation and
Reimbursement of Expenses (the “Application”) pursuant to 11 U.S.C. §§ 327(a), 328 and 331,
Bankruptcy Rule of Procedure 2016, the Local Rules and Orders of the Bankruptcy Court for the
District of Delaware and the procedures for compensation and reimbursement of expenses of
professionals (“Fee Procedures Order”) entered by the Court on February 28, 2002, Houlihan
Lokey’s Application seeks compensation for financial advisory services performed and expenses
incurred during the periods February 1, 2002 through April 15, 2002 (the “Application Period”).

By this Application, Houlihan Lokey moves this Court for an Order approving
final compensation in the amount of $14,114,216.27, and the reimbursement of actual and
necessary expenses of $5,667.53. Pursuant to Local Rule 2016-2(f), this Application is
supported by the Certification of Jonathan Cleveland, which is annexed hereto as Exhibit A, In

support of this Application, Houlihan Lokey states as follows:
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Background

1. On February 1, 2002, (the “Petition Date™), the Debtor filed its respective
voluntary petitions for relief under Chapter 11 of Title 11 of the United States Code (the
“Bankruptcy Code”) in the United States Bankruptcy Court for the District of Delaware (the
“Bankruptcy Court”). Pursuant to sections 1007 and 1108 of the Bankruptcy Code, the Debtor
continued to operate their businesses and manage its properties and assets as a debtor in
possession, An Official Committee of Unsecured Creditors was appointed on or around
February 13, 2002. No trustee or examiner has been appointed in this case.

2. The Company Debtor and its non-debtor affiliates (the “Non-Debtor
Affiliates”) (collectively, the Debtor and Non-Debtor Affiliates will be referred to as the
“McLeodUSA Group™) are facilities-based communications providers that, based upon revenue
and customer lines in service, are one of the largest competitive local service providers in the
United States. The McLeodUSA Group offers integrated communications services including
local, long distance, Internet access, data and voice mail services in competition with existing
local telephone companies in 25 Midwest, Southwest, Northwest and Rocky Mountain states.
The McLeodUSA Group also provides long distance services in all 50 states and derives
additional revenue from the sale of advertising and telephone directories and the sale of
traditional local telephone company services in east central Illinois and southeast South Dakota.

3. On February 4, 2002, the Debtor filed an application to employ Houlihan
Lokey Howard & Zukin Capital as financial advisor (the “Retention Application”). A copy of
the Retention Application is annexed hereto as Exhibit B. Pursuant to §§ 327(a) and 328 of the

United States Bankruptcy Code and Rules 2014(a), 2016 and 5002 of the Bankruptcy Rules of
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Procedure, on Eebruary 28, 2002 the Court entered an order approving the Retention Application
(the “Retention Order). A copy of the Retention Order is annexed hereto as Exhibit C.

Terms and Conditions of Compensation of Houlihan Lokey

4. The terms and conditions of Houlihan Lokey’s engagement in these cases,
which were embodied in the Retention Application and approved by the Court, are based upon
Houlihan Lokey’s Engagement Letter of October 25, 2001 (the “Engagement Letter”), a copy of
which is annexed hereto as Exhibit D. Pursuant to the Engagement Letter, the Debtors agreed to
compensate Houlihan Lokey for its work by: (i) paying a monthly fee of $200,000.00, and (ii)
paying a transaction fee equal to equal to fifty one hundredths of a percent (0.50%) of the principal
amount and all accrued interest or accreted principal of the Company bond obligations restructured,

modified, amended, compromised or forgiven. In addition, the Retention Agreement entitled
Houlihan Lokey to receive reimbursement of all reasonable and necessary out-of-pocket
expenses.

5. As detailed in the Retention Application, the terms of the Retention
Agreement were comparable to the terms of Houlihan Lokey and other financial advisors and
investment bankers agreed-upon in similar engagements, both in, and outside of bankrupcty.
Moreover, these terms, including the payment of monthly fees, were not only similar to those
routinely approved by the courts within this District, but were expressly contemplated by the
Bankruptcy Code.

6. Subject to Bankruptcy Court approval, Houlihan Lokey secks payment for
compensation, plus reimbursement of actual and necessary expenses incurred by Houlihan Lokey
during the Application Period.

7. By this Application, Houlihan Lokey requests that this Court authorize:

(a) an Final Allowance of compensation for professional services Houlihan Lokey rendered
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during the Application Period for the Debtors in the amount of $14,114,216.27, and (b) the
reimbursement of actual and necessary expenses Houlihan Lokey incurred in connection with the
rendition of such professional services for the Debtors in the amount of $5,667.53.

Summary of Services Provided by Houlihan Lokey

8. Houlihan Lokey is a nationally recognized investment banking and
financial advisory firm with 9 offices worldwide and with more than 275 professionals.
Houlihan Lokey’s Financial Restructuring Group, which has worked on this engagement, has a
staff of over 75 professionals dedicated to financial restructuring engagements. In this area,
Houlihan Lokey has provided financial advice, valuation analyses and investment banking
services to debtors, bondholder groups, secured and unsecured creditors, acquirors, employee
stock ownership plans, equity holders and other parties involved with financially distressed
companies, both in and outside of bankruptcy.

9. During the Application Period, although a number of other professionals
have worked on this engagement, the following professionals in Houlihan Lokey’s Minneapolis
Office have performed substantial services to the Debtor i_n these cases:

Jeffrey Werbalowsky — Senior Managing Director
Jonathan Cleveland — Director
Stephen Spencer — Senior Associate
Fred Vescio — Financial Analyst
Biographies of these individuals are annexed hereto as Exhibit E.

10.  During the Application Period, Houlihan Lokey’s work on behalf of the
Debtor involved six separate categories of work, which included:

(a) Strategic Discussions, Planning & Review;

(b) Financial and Operational Due Diligence;

(c) Corporate Finance Work;
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(d) Financial Analysis and Monitoring;

(e) Correspondence, Meetings and Discussions with Parties-in-interest; and

(f) Case Administration.!
(a) Strategic Discussions, Planning & Review. Houlihan Lokey expended
considerable time and effort assisting the Debtor’s senior management in their contemplation of
various restructuring strategies and alternatives. Houlihan Lokey assisted the Debtors in arriving
at the decision to file for chapter 11, with particular energies directed towards negotiating a lock-
up agreement with certain of the Debtor’s creditors, assisting the Debtor in providing
information to and negotiating with the Debtor’s pre-petition bank lenders to structure a global
restructuring transaction.
During the Application Period, together with the Debtor’s senior management (eam,
Houlihan Lokey served as a key negotiator and provided significant input on many strategic
initiatives facing the Debtor. In addition to conducting negotiations and mediation between the
various parties-in-interest, such services have required many hours of preparation, strategy
setting meetings (including with the Debtor’s legal counsel, senior management and between
Houlihan Lokey professionals) and associated analyses. Some of the major strategic discussions,
negotiations and planning & review activities, included the following:

e Advising the Debtors on various strategic alternatives, including determining
negotiating dynamics with its various creditors and parties-in-interest

o Advising the Debtor and participating in strategy sessions and negotiations with
the parties-in-interest in the cases, to facilitate a timely exit from chapter 11.

! While specific work could qualify under more than one of these categories, Houlihan Lokey has assigned each of its various
tasks/services to the most representative category. As an example, work performed evaluating projected cash flows would
pertain on some basis to all of the categories outlined above (except, pethaps, case administration} and would not be
specifically assignable to any one.
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s Conferences and meectings among Houlihan Lokey professionals to facilitate
strategy sessions and recommendations, with a particular focus on developing a
comprehensive business plan for presentation in the Plan and Disclosure
Statement.

e Participating in regular conference calls and meetings with the Debtor’s board of
directors, management and other professionals to discuss and review the above
alternatives and tactics as well as pending legal deadlines.

(b) Financial and Operational Due Diligence. Prior to the Petition Date and
continuing throughout the Application Period, Houlihan Lokey expended considerable effort
performing due diligence on the Debtor’s financial projections, actual financial results and key
operating initiatives. In particular, Houlihan Lokey conducted extensive financial due diligence
aimed at supporting the Debtor’s decision to file for chapter 11, and worked hand-in-hand with
the Debtor to develop, present and support a comprehensive set of financial forecasts foruse in a
financial restructuring transaction and the exit financing facility. Following the Petition Date,
Houlihan Lokey expended considerable energy conducting diligence on the financial
performance of the Debtor’s existing operations.

Finally, Houlihan Lokey assisted the Debtor’s senior management team in preparing for
the extensive due diligence requirements of its creditors and other parties-in-interest. In
particular, Houlihan Lokey: (i) assisted the Debtor in organizing financial information to
facilitate due diligence and (ii) developed detailed due diligence materials for meetings with
creditors and other parties-in-interest that assisted the Debtor’s creditors in keeping abreast of the
financial and operational health of the business.

(c) Corporate Finance Work.

Houlihan Lokey has coordinated negotiations with the Debtor’s pre-petition bank group

to provide exit financing on an expedited basis to ensure that the Debtor satisfy all conditions
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necessary to confirm a plan of reorganization. The exit financing facility will be used to provide
incremental liquidity to the Debtors once they emerge from bankruptcy.

In addition, Houlihan Lokey performed necessary corporate finance work on an as-
needed basis on behalf of the Debtor, including providing updates to the Official Committee of
Unsecured Creditors as necessary.

(d) Financial Analysis and Monitoring. Houlihan Lokey conducted a variety of
analyses that were used in the Plan and Disclosure Statement. Such analyses included financial
projections, liquidation analyses, valuation analyses and recovery analyses. In addition,
Houlihan Lokey created textual explanations for certain of the preceding analyses for inclusion
in the Plan and Disclosure Statement.

Houlihan Lokey performed extensive financial analysis and monitoring activities on
behalf of the Debtor, its creditors and various other parties-in-interest. Houlihan Lokey analyzed
the Debtor’s financial results on a recurring basis, with the goal of identifying and explaining
variances to its projections to the creditors, their advisors and other parties-in-interest.

Finally, significant financial analysis and monitoring was performed regarding the
Debtor’s long-term financial outlook in an effort to angment a comprehensive, pre-existing
business plan that served as the foundation of the Debtor’s Plan.

(e) Correspondence, Meceting and Preparation with Parties-In-Interest.
Houlihan Lokey engaged in extensive correspondence and preparation for meetings with various
parties-in-interest and the Debtor’s other professionals in these chapter li cases. Houlihan
Lokey has expended significant time and effort (both in-person and via conference call) mecting
the due diligence requirements of various parties-in-interest to these chapter 11 cases. In

addition, Houlihan Lokey conducted meetings via conference call with parties-in-interest to
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provide situational updates.

() Case Administration. This category includes various services related to chapter
11 non-plan issues, retention matters, addressing Debtor’s and counsel questions, chapter 11
procedures, communications and administrative functions and other matters not falling into any
of the other categories listed above.

Houlihan Lokey’s Application

11.  The professional services and related expenses that are the subject of
Houlihan Lokey’s Application were rendered and incurred in connection with these cases, and in
discharge of Houlihan Lokey’s professional responsibilities as financial advisor and for the
Debtor in their chapter 11 cases. Houlihan Lokey’s services have been substantial, necessary,
and beneficial to the Debtor and its estates, creditors, and other partics in interest. Houlihan
Lokey believes that the fees and expenses requested by their Application are reasonable and
necessary -- given the variety and complexity of the issues involved in these cases and the need
to act or respond on an expedited basis to those issues -- and are contemplated by the Bankruptcy
Code and this Court’s Retention Order.

12. A summary of (i) professional fees and (i) expenses incurred by and
payable to Houlihan Lokey during the Application Period is attached hereto as Exhibit F of this
Application. All requested expenses are in compliance with Local Rule Number 2016-2.
Houlihan Lokey has maintained detailed records of actual and necessary expenses incurred
during the Application Period.

13.  Pursuant to the Fee Procedures Order, Houlihan Lokey and other
professionals retained in these cases are authorized each month to file and serve upon the Debtor

and parties identified in the Fee Procedures Order a fee application (the “Fee Application”).
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14.  Accordingly, Houlihan Lokey requests allowance of compensation in the
amount of $14,114,216.27 for financial advisory services rendered during the Application
Period, and seeks reimbursement for actual and necessary expenses during the same period in the
amount of $5,667.53, the details of which are set forth in Exhibit F of this Application.

WHEREFORE, Houlihan Lokey requests that the Court enter an Order,
substantially in the form of the Order annexed hereto as Exhibit G, allowing compensation for
financial advisory services rendered to the Debtor during the Application Period in the amount of
$14,114,216.27 and reimbursement of expenses incurred during the same period in the amount of
$5,667.53, and that the Debtors be ordered to pay to Houlihan Lokey all amounts requested
pursuant to the Fee Procedures Order.

Dated: Minneapolis, Minnesota
, 2002
HOULIHAN LOKEY HOWARD & ZUKIN CAPITAL

]

J onathani@leveland

Houlihan Lokey Howard & Zukin Capital
Director

(612) 338-2910

Financial Advisor to the Debtor

10
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EXHIBIT A

Certification of Jonathan Cleveland
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UNITED STATES BANKRUPTCY COURT

DISTRICT OF DELAWARE
In re: ; Chapter 11
McLEODUSA INCORPORATED )
) Case No. 02-10288 (EIK)
Debtor. )
)
)

CERTIFICATION OF JONATHAN B. CLEVELAND

1. I am a Director of Houlihan Lokey Howard & Zukin Capital, and I make this

certification in accordance with Local Rule 2016-2(f) (the “Local Rule”).

2. Thave read the Final Application of Houlihan Lokey Howard & Zukin Capital
for Compensation and Reimbursement of Expenses for the Period of February 1, 2002 through

April 15, 2002 (the “Application”).

3. 1have read the Local Rule, and believe that the Application complies with the

provisions of the Local Rule, the United States Bankruptcy Code and the Orders of this Court.

J an Cleveland

Houlihan Lokey Howard & Zukin Capital
Director

(612) 338-2910

Sworn to befgre me on this Zaiay of

June, 2002 - P -
P JESSICA LYNN HER2IG
NOTARY PUBLIC - MINNESOTA
HENNEPIN COUNTY

My commlsslgr_r Explres 1-34-2008

Notary Public
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EXHIBIT B

Copy of Retention Application
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IN THE UNITED STATES BANKRUPTCY COURT

FOR THE DISTRICT OF DELAWARE

OO
In re: : Chapter 11
MCLEODUSA INCORPORATED, : Case No. 02-10288(EIK)
Debtor. : Hrg. Date: 02/28/02 @ 10:00 a.m.
. Obj. Due: 02/23/02 @ 4:00 p.m.
o e e e e e e e e = = = =X

APPLICATION FOR ORDER UNDER 1l U.S.C. §§ 327
AND 328 AND FED. R. BANKR. P. 2014 AND 2016
AUTHORIZING THE EMPLOYMENT AND RETENTION OF HOULIHAN
LOKEY HOWARD & ZURIN CAPITAL AS FINANCIAL ADVISOR

McLeodUSA Incorporated ("McLeodUSA" or the
"Debtor"), debtox and debtor-in-possesgsion in the above-
captioned case, submit this application (the "Applica-
tion") for an order under 11 U.S.C. §§ 327 and 328 and
Fed. R. Bankr. P. 2014 and 2016 approving an agreement
with Houlihan, Lokey, Howard & Zukin Capital {*Houlihan")
appointing it as financial advisor of the Debtor. In
support of this Motion, the Debtor relies on the Declara-
tion of Randall Ringg in Support of Chapter 11 Petition
and Firegt Day Orders, swoxn to January 31, 2002, and the
Affidavit of Jonathan B. Cleveland in support of this
Application (the "Cleveland Declaration®). In further
support of this Application, the Debtor respectfully

repregents as follows:
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BACKGROUND

A. The Chapter 11 Filing

1. on January 31, 2002 (the vPetition Date"),
the Debtor filed a voluntary petition in this Court for
reorganization relief under chapter 11 of title 11 of the
United States Code, 11 U.S.C. §§ 101-1330 (as amended,
the "Bankruptcy Code"). The Debtox continues to manage
and operate its business as debtor-in-pogseggion pursuant
to Bankruptcy Code sections 1107 and 1108.

2. on the Petition Date, McLeodUSA also filed
the Plan of Reorganization of McLeodUSA Incorporated (the
1plan®) and the Disclosure Statement with Resgpect to Plan
of Reorganization of MclLeodUSA Incorporated (the "Dis-
closure Statement”). In addition, McLeodUSA has filed a
separate motion requesting that the Court, awong other
things, set dates for hearings to approve the Disclosure
Statement and McLeodUSA's solicitation procedures and to
confirm the Plan. The Debtor has entered this case with
sgubgtantial liquidity. In total, the Debtor and its
affiliated entities have approximately $140 million at
their disposal to fund ongoing operations.

3. No trustee or examiner has been appointed
in this chapter 11 case, and no committees have yet been

appointed or designated.
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B. The Debtor's Business
4, The Debtor and itsg non-debtor affiliates
(the "Non-DPebtor Affiliates") (collectively, the Debtor

and Non-Debtor Affiliates will be referred to as the
"McLeodUSA Group")} are facilities-based communications
providers that, based upon revenue and customer lines in
service, are cone of the largest competitive local service
providers in the United States. The McLeodUSA Group
offers integrated communications services including
local, long distance, Internet access, data and voice
mail services in competition with existing local tele-
phone companies in 25 Midwest, Southwest, Northwest and
Rocky Mountain states. The McLeodUSA Group also provides
long distance services in all 50 states and derives
additional revenue from the sale of advertiging in tele-
phone directories and the sale of traditional local
telephone company services in east central Illinois and
southeast South Dakota.

5. In 2000, the McLeodUSA Group recognized
approximately $1.4 billion in revenue. As of December
31, 2000, the McLeodUSA Group's extensive network pro-
vided service in 800 cities, and had approximately 1.1
million local lines providing service to both business
and residential customers. As of the Petition Date, the

3
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McLeodUSA Group had approximately 8,500 employees, of
which approximately 170 work for the Debtor.

6. The McLeodUSA Group's operations are
atructured through three groups of entities whose stock
ig directly or indirectly held by McLeodUSA. The first
group consists of the telecom operating companies and the
companies that provide the McLeodUSA Group's directory
publication services, and includes McLeodUSA Media Group,
Inc. {"Pubco"). The second group of entities consgists of
entities owned directly or indirectly by CapRock Communi-
cations Corp., a facilities-based integrated communica-
tions provider acquired by McLeodUSA in December 2000.
The third group of entities, which includes Intelispan,
Inc. and a single subsidiary, providelvirtual private
networks and were acquired by McLeodUSA in June 2001.

c. Prepetition Indebtedness
The Credit Agreement and the Thirxd Amendment

7. On May 31, 2000, MclLeodUSA entered into
41.3 billion of genior Secured Credit Facilities {the
ncredit Agreement") with a syndicate of financial insti-
tutions (the "Pre-Petition Secured Lenders'"). The Credit
Agreement consgisted of (a) a seven-year genior secured
revolving facility with an aggregate principal amount of

$450 million, (b) a seven-year senior gecured multi-draw

4
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term loan facility with an aggregate principal amount of
$275 million, and (¢} an eight-year single draw senior
gecured term loan with an aggregate principal amount of
$575 million. The outstanding balance owed under the
Credit Agreement is approximately $1.0 billion.

8. The Pre-Petition Secured Lenders are
gecured by (a) a first priority pledge of all the capital
stock owned by McLeodUSA and the Non-Debtor Affiliates,
and (b) a perfected first priority security interest in
substantially all of McLeodUSA's tangible and intangible
assets and, to the extent of $100 million, by the sub-
stantially all of the assets of each of the Non-Debtor
Affiliates. In addition, the Pre-Petition Secured Lenders
are secured by telecommunications assets acquired or
constructed with proceeds or refinanced from the Credit
Facilities.

The Notes

9. Tn addition to its prepetition secured
debt, McLeodUSA has obtained financing from the isgsuance
of a series of unsecured notes. Specifically, McLeodUSA
issued the following notes:

. the 10%% Senior Discount Notes issued by

McLeodUSA with an accreted value as of

January 31, 2002 of approximately $495,850,024
(the "10%% Notes");
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. the 12% Senior Notes issued by McLeodUSA with
outstanding principal plus accrued interest as
of January 31, 2002 of approximately
$159,750,000 (the "12% Notes'");

. the 11%% Senior Notes issued by McLeodUSa with
outstanding principal plus accerued interest as
of January 31, 2002 of approximately
216,037,500 (the "11%% Notes"); '

. the 9%% Senior Notes issued by McLeodUSA with
outstanding principal plus accrued interest as
of January 31, 2002 of approximately
$236,273,437 (the "9%% Notes") ;

. the 8%% Senior Notes issued by McLeodUSA with
outstanding principal plus accrued interest as
of January 31, 2002 of approximately
$309,421,875 (the "83%4% Notea');

. the 9%% Senior Notes issued by McLeodUSA with
outstanding principal plus accrued interest as
of January 31, 2002 of approximately
$307,125,000 {(the "9%% Notes");

. the 11%% Senior Notes issued by McLeodUSA with
outstanding principal plus accrued interest as
of January 31, 2002 of approximately
$799,765,625 (the "11%% Notea"); and

. the 8%% Senior Notes issued by McLeodUSA with
outstanding principal plus accrued interest as
of January 31, 2002 of approximately
§518,619,792 (the "8%% Notes").’

Under the Notes, McLeodUSA collectively owes approxi-
mately $3,042,843,253.

The Preferred Stock

1 The 10%% Notes, the 11% % Notes, the 9%% Notes, the
8%4% Notes, the 9%% Notes, the 11%% Notes and the
8%% Notes are collectively referred to herein as
the "Notes." The holder of the Notes will be re-
ferred to as the "Noteholders."

&
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10. McLeodUSA has three outstanding series of
preferred gtock, Series A cumulative Convertible Pre-
ferred Stock, Series D Convertible Preferred Stock and
deries E Convertible Preferred stock (collectively, the
npreferred Stock®). McLeodUSA igsued the Series A Cumu-
lative Convertible Preferred stock in a public offering
in August 1999. The 1,149,400 outstanding gshares of
Series A Cumulative Convertible Preferred Stock have a
liguidation preference of approximately $287 million. In
September 1999, McLeodUSA also closed the sale of two
geries of preferred stock to affiliates of Forstmann
Little & Co. (collectively, "Forstmann Little”) for a
purchase price of $1 billion. In September 2001,
Forstmann Little exchanged these two series of preferred
sﬁock for 275,000 shares of Series D Convertible Pre-
ferred Stock and 125,000 shares of Series E Convertible
preferred Stock, which have an aggregate ligquidation
preference of 81 billion.

D. Events leading to Chapter 11 Filings

i1, Earlier thieg year, it became clear that,
due to certain factors, including, but not limited to,
complications related to McLeodUSA‘s rapid growth, a
downturn in economic conditions generally and the compet-
itive telecommunications sector in particular, McLeodUSA

7
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wag not meeting internal expectations in terms of profit-
ability and cash flow. As a result, on August 1, 2001,
McLeodUSA announced a series of steps to strengthen its
genior management and position McLeodUSA for future
growth. These steps included:

. the addition of Chris A. Davis as the new Chief
Operating and Financial Officer;

. the appointment of Theodore J. Forstmann as
Chairman of the Executive Committee of the
Board of Directors;

. the addition of four current ox former CEOs toO
the Board of Directors; and

. the exchange of certain outstanding preferred
atock for the Series D Preferred Stock and the
Series E Preferred Stock.
After these initial steps, McLeodUSA initiated a broad
strategic and operational restructuring to re-focus its
business on its core areas of expertise within its 25-
agtate footprint, improve business discipline and pro-
cegsses and reduce the company's cost structure, all with
a goal of eventually developing positive cash flow from
operations. Key elements of the operations restructuring
include reducing McLeodUSA's employee base, congolidating
facilities, reducing capital expenditures, selling cer-

tain non-core assets and de-emphagizing certain unprofit-

able services.
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12. The circumstances that prompted the opera-
tional restructuring have adversely affected McLeodUSA's
revenue growth, profitability and cash flow and have
raized questions about MclLeodUSA's liquidity position.
given the magnitude of the operational restructuring,
particularly in light of the uncertain general economic
environment and the challeﬁging conditions facing compet-
itive telecommunications cowmpanies, prudence dictated
that McLeodUSA address its highly leveraged balance sheet
and develop a restructuring plan to reduce itsg debt load.

13. Beginning in mid-Octobexr of 2001,
MclLeodUSA started considering strategies to deleverage
its capital structure. AL guch time, McLeodUSA began
digcussiong with Forstmann Little regarding the possibil-
ity that it would inject new capital into McLeodUSA to
facilitate such a restructuring. Almost concurrently,
McLeodUSh formed a special committee of its Board of
Directors, comprised of persons not affiliated with
Forstmann Little and not members of MclLeodUSA's manage-
ment, and retained outside advisors to asgist in explor-
ing alternatives for a restructuring.

14. With the assistance of outside advisoras,
McLeodUSA's management and the special committee engaged

in extensive negotiations with Forstmann Little and the
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Pre-Petition Secured Lendexrs to sponsor a comprehensive
transaction that would result in a substantial
deleveraging of McLeodUSA. On December 3,'2001,
McLeodUSA igsued a press release concerning the restruc-
turing agreement (the "Regtructuring”) which had been
reached with the Pre-Petition Secured Lenders and
Forstmann Little.

15. Under the texrms of the proposed Restruc-
turing: (a) holders of the Notes were to receive their
pro rata share of $560 million in cash and shares of
Class A Common Stock representing approximately 14% of
McLeodUSA's outstanding common stock, {(b) holders of the
preferred Stock and the Clasz A Common Stock were to
receive the remaining shares of Class A Common Stock.

16. Prior to the announcement, McLeodUSA and
the Pre-Petition Secured Lenders agreed to amend {(the
nThird Amendment") the Credit Agreement toO permit the
Restructuring. Under the Third Amendment, the
Prepetition Lenders waived (a) any bankruptcy and payment
cross-defaults with respect to the Notes (as defined
below) that may arise in connection with the Restructur-
ing; (b) covenants respecting sales of assets in order to
allow the sale of Pubco and use the proceedé of the sale

to redeem the Notes (as defined below); and (c) certain

10
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other covenants and provisions of the Credit Agreement
that would have restricted McLeodUSA's ability to enter
into various transactions necessary to consummate the
Restructuring.

17. Funding for the Restructuring was to have
come from the sale of Pubco to Forstmann Little for 8&535
million and a $100 million new money investment from
Forstmann Little. The stock purchase agreement with
Forstmann Little for the sale of Pubco provided McLeodUSA
with the right to terminate the agreement in oxder to
enter into an alternative agreement with a third party
for the sale of Pubco at a higher price, subject to
certain conditions. In congideration for the $100 mil-
lion new money investment, Forstmann Little was to have
received new preferred stock and warrants convertible
into McLeodUSA Class A Common Stock.?

18. TFollowing the issuance of the press re-
1ease announcing the Restructuring, Credit Suisse First
Boston, retained in connection with the sale of Pubco,
continued marketing Pubco and, after an auction, procured

an agreement with the Yell Group Limited ("Yell") to sell

2 Since the press release, and as discugsed more fully
below, the terms of the Restructuring have changed
in various respects during McLeodUSA's extensive and
continuing negotiations Forstmanmn Little and repre-
sentativeg of the Notes.

1l
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Pubco to Yell for $600 million, an increage of $65%5 mil-
lion over the purchase price offered by Forstmann Little.
1f the sale to Yell does not close by April 30, 2002,
however, the purchase price will be reduced $200,000 a
day through August 1, 2002.

19. In addition, holders of a sizeable portion
of the Notes formed an ad hoc committee (the "Noteholder
Committee"). The Noteholder Committee then retained
Milbank, Tweed, Hadley & McCloy LLP and Chanin Capital
Partners LLC as professionals to apgigt it in connection
with the Restructuring.

20. After the Noteholder Committee indicated
that it did not favor the terms of the Restructuring,
McLeodUSA entered into extended negotiations with the
Noteholder Committee and Forstmann Little regarding an
amendment of the Restructuring's terms. On January 31,
2002, McLeodUSA reached an agreement with the Noteholder
Committee and Forstmann Little the terms of which are set
forth in the Plan filed gimultanecusly with this case.

By way of lock-up agreements, the members of the
Noteholder Committee and Forstmann Little have agreed to

vote to accept the Plan.

12
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E. The Plan of Reorganization

21. The Plan is the result of extensive nego-
tiations among the Debtor, the Pre-Petition Secured
lenders, Forgstmann Little and the Noteholder Committee
and callg for Forstmann Little to invest $175 million
(the "Forstmann Little Inveatment®) in McLeodUSA. In
exchange for the Forstmann Little Investment, Forstmann
Little will receive (a) 22.7778% of the New Common Stock
on a fully diluted basig at closing (after giving effect
to the Recapitalization, but prior to the exercise of the
Warrants and management optionsg) and (b) New Warrants to
purchase an aggregate of 6.0% of the New Common Stock for
an aggregate purchase price of $30 million and with terms
identical to the New Warrants that will be isgued to the
Noteholders under the Plan.

22. The Plan provides that all claims against
and interests in McLeodUSA that exist on the Petition
Date are divided into nine classes, exclugive of certain
claimeg, including administrative claims and priority tax
claime, which are not required to be clagsified. The
claims of the Pre-Petition Secured Lenders, other secured
claimg, non-tax pricrity claims and general unsecured

claims will be unimpaired and receive a 100% recovery.

13
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23. Under the Plan, the Noteholders, in full
and complete satisfaction of McLeodUSA's obligations

under the Notes, will receive up to:

. $670 million in cash (subject to adjustment of
$200,000 per day through August 1, 2002 if the
sale of Pubco closes after April 30, 2002}, in
part from the sale of Pubco and Forstmann Lit-
tle's new money investment, which will be ap-
plied to the Notes;

. $175 million New Convertible preferred Stock,
convertible into 15.0% of the new common gtock
to be issued under the terms of the Plan (the
"New Common Stock") on a fully diluted basis
after giving effect to the recapitalization of
the Debtor, but prior to the exercise of the
New Warrants and management options (as more
particularly described in the Plan);

. New Warrants to purchase 6% of the New Common
stock for an aggregate purchase price of $30
million on a fully diluted basisg after giving
effect to the recapitalization of the Debtor
and the exercise of the New Warrants but prior
to the exercise of any management option, on a
fully diluted basis; and

. the ability to designate a membexr of
McLeodUSA's board of directors.

24. 1In addition, the Preferred Stock will
receive the following percentages of New Commen Stock on
a fully diluted basis after giving effect to the recapi-
talization of the Debtor, but prior to the exercise of
the New Warrants and management options: Series A Cumu-
jative Convertible Preferred Stock will 10.3682% of the
New Common Stock; Series D Convertible Preferred Stock

will receive 24.0625% of the New Common Stock; and Series
14
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E Convertible Preferred Stock will receive 10.9375% of
the New Common Stock. Under the Plan, holders of Class A
Common Stock will receive 16.8540% of the New Common
Stock on a fully diluted basis after giving effect to the
recapitalization of the Debtor, but prior to the exercise
of the New Warrants and management options.

25. Also in connection with the Plan, on
January 29, 2002, McLeodUSA entered into a commitment
jetter with a syndicate of financial institutions for a
five year $110,000,000 senior Secured Revolving Credit
Facility (the "New Credit Facility") effective upon the
consummation of the Plan. McLeodUSA has the ability to
increase the size of the New Credit Facility to
$160,000,000. The New Credit Facility will be secured by
(1) a first priority pledge of all the capital stock
owned by McLeodUSA and the Non-Debtor Affiliates (other
than certain excluded subgidiaries), and (2) a perfected
first priority security interest in substantially all the
tangible and intangible assets owned by McLeodUSA and the

Non-Debtor Affiliates (other than certain excluded sub-

gidiaries} .’

3 The description of the New Credit Facility is merely
a summary of the terms. 1In all events, the terms of
the New Credit Facility will be governed by the loan
documents entered into in connection with the New

(continued...)

15
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56. The Plan does not directly involve the
Non-Debtor Affiliates or their businesses. Because the
Non-Debtor Affiliates are not directly obligated under or
guarantors of the Notes, there is no need to include the
Non-Debtor Affiliates as propconents of the Plan.

RELIEF REQUESTED

27. By this Application, the Debtor seeks
entry of an order authorizing them to retain and employ
Houlihan as the Debtor's financial advisor {the "Finan-
aial Advisor") in this chapter 11 case.

BASIS FOR RELIEF

28. The Debtor understands that Houlihan
provides a broad range of corporate advisory services,
including services pertaining to: (i) general financial
advice, (ii) advice regarding capital restructuring and
financing alternatives, and (1ii) advice regarding merg-
ers, acquisitions, and divestitures.

29. The Debtor seeke to retain Houlihan as
their Financial Advisor because, among other things, the
Debtor believes that (i) Houlihan and its genior profes-
sionals have an excellent reputation for providing high

gquality financial advisory services to debtor and credi-

3 (...continued)
Credit Facility.

16
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tors in bankruptcy reorganizations and other debt
restructurings, (ii) Houlihan has extensive knowledge of
the Debtor's financial and business operations, its
financial history and the industry in which it operates
and (iii) Houlihan assisted the Debtor in formulating the
restructuring that resulted in the formulation of the
plan and Disclosure Statement. -

130. 1In addition, the Debtor believes that
Houlihan and its senior professionals have extensive
experience in the reorganization and restructuring of
troubled companies, both out-of-court and in chapter 11.
The Debtor understands that Houlihan has advised debtor,
gecured and unsecured creditors, equity constituencies
and bondholders in many major bankruptcy cases and out-
of ~court restructurings.

31. Specifically, the Debtor understands that
the professionals of Houlihan have been employed as
financial advisors in a number of troubled company situa-
tions, including, among others, Paging Network, ICG
Communications, Pathmark, Ameriserve, AEL Resources,
United Artists, Northpoint. Thug, the Debtor believes
that Houlihan is well gualified to perform the work

required of it in this Chaptexr 11 case.

17
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32. The Debtor has employed Houlihan, through
their counsel, as its Financial Advisors in connection
with, among other things, the commencement and execution
of this Chapter 11 case, the arrangement of various
financing (including debtor-in-possession financing), and
assistance in the Debtor's formulation of their business
plan. Should this Court approve the retention of
Houlihan as Financial Advisor, Houlihan will continue,

without interruption, to pexrform services for the Debtor

as provided below.

SERVICES TO BE RENDERED

33. In its capacity as the Debtor's Financial
Advisor, the Debtor understands that Houlihan is prepared
to perform the following postpetition services (collec-

tively, the "Financial Advisory Services") :

a. advise the Debtor generally of avail-
able capital restructuring and fi-
nancing alternatives, including rec-
ommendations of specific courses of
action and agsist the Debtor with the
design of alternative Transaction
atructures and any debt and equity
securities to be issued in connection
with a Transaction;

b. asgist the Debtor with the develop-
ment, negotiation and implementation
of a Transaction, including partici-
pation as a representative of the
Debtor in negotiations with creditors
and other parties involved in a
Trangaction;

18
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c. assist the Debtor in valuing the
Debtor and/or, as appropriate, valu-
ing the Debtor's assets oX opera-
tions; provided that any real eztate
or fixed asset appraisals needed
would be executed by outside apprais-
exrs;

d. provide expert advice and testimony
relating to financial matters related
to a Transaction, including the fea-
gibility of any Transaction, the
valuation of any securities issued in
connection with a Transaction, and
any other matter as to which Houlihan
Lokey is rendering gervices hereun-
der;

e. generally advise the Debtor ag to
potential mergers OX acquisgitions,
and the sale or other disposition of
any of the Debtor's assets or busi-
ness and, in particular, advise the
Debtor as to the execution of a
merger, acquisition, sale or other
disposition in the context of a reor-
ganization or regtructuring of the
Debtor's capital structure;

£. advise the Debtor as to any potential
financings, either debt or equity;

g. prepare proposals to creditors, em-
ployees, shareholders and other
parties-in-interest in connection
with any Transaction;

h. assist the Debtor's management with
presentations made to the Debtor's
board of directors regarding the
transaction and/or other issues re-
lated to the Debtor's contemplated
reorganization; and

i. render such other financial advisory
and services as may be mutually
agreed upon by Houlihan Lokey and the
Debtor.

19
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34. If the Debtor seeks to have Houlihan
perform any services other than the Financial Advisory
gervices, the Debtor will seek approval of such services
by filing a supplemental Application seeking authoriza-
tion to retain Houlihan to do =o. Until such a supple-
mental Application is filed and approved by the Court,
Houlihan will not be authorized to provide such services
to the Debtor and the Debtor will not compensate or
indemnify Houlihan for any such services.

DISINTERESTEDNESS OF PROFESSIONALS

35. To the best of the Debtor's knowledge,
information, and belief, Houlihan has no connection with,
and holds no interest adverse to, the Debtor, its credi-
tors, or any other party in interest, or its respective
attorneys or accountants, or the.Office of the United
States Trustee or any person employed in the Office of
the United States Trustee, in the matters foxr which
Houlihan is proposed to be retained, except as disclosed
in the Werbalowsky Declaration.

16. To the best of the Debtor's knowledge,
Houlihan is a "disinterested person", as such term is
defined in Bankruptcy Code section 101 (14} and as re-

quired under Bankruptcy Code section 327(a}. The

20
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Werbalowsky Declaration, executed on behalf of Houlihan
in accordance with Bankruptcy Code section 327 (a) and
Bankruptcy Rule 2014, is filed concurrently herewith.

The Debtor's knowledge, information, and belief regarding
the matters set forth in this Application are baged on,
and are made in reliance upon, the Werbalowsky Declara-
tion.

37. The Debtor, through its counsel, initially
retained Houlihan on October 19, 2001 {the "Engagement
Agreement"). Pursuant to the Engagement Agreement, the
Debtor paid Houlihan an aggregate amount of approximately
$819,967.55 during the prepetition peried, which included
full payment for all prepetition fees and expenses.
Accordingly, Houlihan is not a prepetition creditor of
the Debtor.

38. The Debtor submits that the appointment of
Houlihan on the terms and conditions set forth herein is
in the best interests of the Debtor, its creditors and
all parties-in-interest.

PROFESSIONAL COMPENSATION

39. As more fully described in the Engagement
Agreement, the Debtor has been advised that fees for the
gervices rendered in these cases will be:

a. A monthly fee of $200,000 {(the

wMonthly Fee"), due and payable in
21
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advance of the 19th day of each
month;

b. A transaction fee (the "Transaction
Fee") equal to fifty one hundredths
of a percent (.50%) of the principal
amount and all accrued interest or
accreted principal of the Company
Bond Obligationes regtructured, modi-
fied, amended, compromised or for-
given (as more fully described in the
Engagement Agreement) . The Transac-
tion Fee will be reduced by the
amount of the Monthly Fee paid to and
received by Houlihan begimning with
the fourth Monthly Fee paid to and
received by Houlihan and each Monthy
Fee paid to and received by Houlihan
thereafter.

40. Houlihan will aleo seek reimbursement for
all necessary and reasonable out -of-pocket expenses
incurred in connection with this engagement, including,
but not limited to, travel and lodging, direct identifi-
able data processing and communication charges, courier
gervices and other necessary expenditures, as further
described in the Engagement Agreement.

41. The Debtor understands that the fee struc-
ture described above contemplates fees comparable to
those generally charged by financial advisory firms of
gimilar stature to Houlihan and for comparable engage-
ments, both in and out of court.

42. 1In accordance with the terms of the En-

gagement Agreement, the Debtor also seeks approval of the

22
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fee structure described herein, pursuant to Bankruptay
Code section 328. That section provides, in relevant
part, that a debtor "with the court's approval, may
employ or authorize the employment of a professional
person under section 327 . . . on any reagonable terms
and conditions of employment, including on a retainer, on
an hourly basis, or on a contingent fee basig." 11
U.s.C. § 328(a).

43. Bankruptcy Code section 328(a) therefore
permits the Court to approve the fee structure proposed
in the Engagement Agreement in connection with the
Debtor's retention of Houlihan. The Debtor understands
that this fee structure is reasonably based on the cus-
tomary compensation charged by comparably skilled practi-
tioners in cases other than Chapter 11 cases, as well as
cagses under Chapter 11, and has been approved and imple-
mented in Chapter 11 cases. For these reasons, the fee
structure should be approved.

INDEMNIFICATION PROVISIONS

44. As part of the compensation payable to
Houlihan under the terms of the Engagement Agreement, the
Debtor has agreed to certain indemnification and contri-
bution obligations, as described in Exhibit A to the

Engagement Agreement.

23



Case 02-10288-RB Doc 241 Filed 06/21/02 Entered 06/21/02 11:28:25 Desc Main
Document  Page 40 of 75

FEE APPLICATIONS

45. Pursuant to section 331 of the Bankruptcy
Code, the Bankruptcy Rules, the Local Rules and the
orders of this Court, Houlihan Lokey will apply to the
Court for interim and final allowance of compengation and
reimbursement of expenses. Because Houlihan Lokey will
be compensated on a fixed monthly fee and certain trans-
action fees, Houlihan Lokey should not be required to
maintain or provide detailed time recoxds in connéction
with any of its applications.

46. Such applications for fees and expenses
will be paid by the Debtor, pursuant to the terms of the
Engagement Agreement, upon approval by the Court.

JURISDICTION

47. Notwithstanding any provision in the
Engagement Agreement to the contrary, with respect to
Houlihan's pre-bankruptcy conduct and its provision of
postpetition services, including the Financial Advisory
Services, Houlihan has agreed to irrevocably and uncondi-
tionally submit to the exclusive jurisdiction of this
Court over any suit, action or proceeding arising out of
or relating to the Engagement Agreement or the Order
attached hereto, and over the approval of its requests

for any fees and expenses (including any request for

24
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indemnification) accruing through confirmation of a plan
of reorganization in this Chapter 11 case or, in the
event that no plan of reorganization is confirmed in the
cages, fees and expenses accruing prior to the last day
of Houlihan's employment pursuant to the Engagement
agreement. This Court will retain jurisdiction to con-
strue and enforce the terms of the Application, the

Engagement Agreement, and the proposed Order attached

hereto.

48. No previous request for the relief sought
in this Application has been made to this Court or any

other court.

25
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WHEREFORE, the Debtor respectfully requests

that the Court
ment Agreement
Advigor of the
further relief

bated: January

277073.01-Wilmington S1lA

enter an order (i) approving the Engage-
and appointing Houlihan as Financial
Debtor and (ii) granting such other and
as is just and proper.

31, 2002

McLeodUSA Incorporated,
Debtor and Debtor-in-Possession

oy Wﬁ»
Raydall Rings

Group Vice President, Secretary and
General Counsel

26
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IN THE UNITED STATES BANKRUPTCY COURT

FOR THE DISTRICT OF DELAWARE

In re: : Chapter 11
MCLEQODUSA INCORPORATED, : Case No. 02- ( )

Debtor.

AFFIDAVIT OF JONATHAN B. CLEVELAND IN SUPPORT OF APPLICATION
FOR ORDER AUTHORIZING THE EMPLOYMENT OF HOULIHAN LOKEY
HOWARD & ZUKIN FINANCIAL ADVISORS, INC. AS FINANCIAL ADVISOR

PURSUANT :
TO §§.328(a) AND 1103 OF THE BANKUPRCY CODE

STATE OF MINNESOTA )
) SS
COUNTY OF HENNEPIN )
Pursuant to Federal Rule of Bankruptcy Procedure 2014(a), T onathan B.

Cleveland being duly sworn, deposes and says:

1. 1 am a Director of Houlihan Lokey Howard & Zukin Financial
Advisors, Inc. ("Houlihan Lokey") and am duly authorized to make this Affidavit on
behalf of Houlihan Lokey. I make this Affidavit on behalf of Houlihan Lokey in support
of the Application of McLeodUSA, Inc., (“McLeodUSA” or “The Company”) for an
Order Authorizing The Employment and Retention of Houlihan Lokey as Financial |
Advisor (the "Application"). The facts set forth in this Affidavit are personally known to
me, and if called as a witness, I could and would testify thereto. Unless otherwise

defined, all capitalized terms used herein have the meanings given to them in the

Application.
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2. Houlihan Lokey provides investment banking, valuation and
financial advisory services from 11 offices in the United States, Canada and Asia.
Houlihan Lokey’s Financial Restructuring Group, which has over 60 dedicated
professionals, is one of the leading advisors and investment bankers to debtors,
bondholder groups, secured and unsecured creditors, acquirers and other parties-in-
interest involved in financially troubled companies, both in and outside of bankruptcy. In
this role, L, and other professionals employed by Houlihan Lokey, have been involved,
and are currently engaged in, some of the largest restructuring engagements in the United
States, including representing the company or the debtor in matters involving Covad
Communications, Inc., Dairy Mart Convenience Stores, Inc., Worldtex, Inc. and Stage
Stores, Inc., while representing official creditor committees in Armstrong Holdings, Inc.,
Piliowtex Corp., Laidlaw, Inc. and AMF Worldwide, Inc.

3. Houlihan Lokey has a'greed to provide financial advisory services
to the Company in the above-captioned Chapter 11 case before this Court, pursuant to thé
terms and conditions of the Engagement Letter dated Qctober 18, 2001, between
McleodUSA and Houlihan Lokey (the "Engagement Letter"). A copy of the Engagement
Letter is attached hereto as Exhibit A. No agreement exists to share any compensation
received by Houlihan Lokey for its services with any person or firm.

4, The terms and conditions of the Engagement Letter were heavily
| negotiated between McLeodUSA, its legal counsel and Houlihan Lokey, and reflected the
patties’ mutual agreement as to the substaﬁtial efforts that will be required in this
engagement. As is customary in similar engagements, both in and outside of

bankruptcy, the Engagement Letter provides for Houlihan Lokey to receive a Monthly

Desc Main
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Fee and a Transaction Fee (as defined in the Engagement Letter). Taking into account
the complex nature of this engagement, the terms contained in the Engagement Letter are
similar to the terms agreed to by Houlihan Lokey and other financial advisory firms in

similar restructuring engagements, both in and outside of bankruptcy.

5. Houlihan Lokey is a "disinterested person” as that term is defined

in Section 101(14) of the Bankruptcy Code in that Houlihan Lokey;

a. is not a creditor, equity security holder or
insider of the Debtor;
b. is not and was not an investment banker for

any outstanding security of the Debtor;

C. has not been, within three (3) years before the
date of the filing of the Debtor’s Chapter 11
petition, (i) an investment banker for a
security of the Debtor, or (if) an attorney for
such an investment banker in connection with
the offer, sale, or issuance of a security of the
Debtor; and

d. is not and, was not, within two (2) years
before the date of the filing of the Debtor’s
Chapter 11 petition, a director, officer, or
employee of the Debtor or of any investment
banker as specified in subparagraph (b) or (c)
of this paragraph.

6. To the best of my knowledge, information and belief formed after
reasonable inquiry, other than in connection with these cases and as set forth in paragraph
7, neither I, Houlihan Lokey and its affiliates nor any of our professionals or employees
have any connection with the Debtor, its creditors, any other party with an actual or

potential interest in this Chapter 11 case, the Debtor’s respective attorneys, accountants

and other professionals, the United State Trustee or the United States Bankruptcy Court;

specifically:

Desc Main
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a. From time to time, Houlihan Lokey has
provided services, and likely will continue to
provide services, o certain creditors of the
Debtor and various other parties adverse to the
Debtor in matters unrelated to this Chapter 11
case. As described below, however, Houlihan
Lokey has undertaken a detailed search to
determine, and to disclose, whether it has been
employed by any significant creditors
(including banks), equity security holders,
insiders or other parties-in-interest in such
unrelated matters.

b. Houlihan Lokey provides services in
connection with numerous cases, proceedings
and transactions unrelated to this Chapter 11
case, including representing debtors and
creditors’ committees in Chapter 11
proceedings and in out-of-court restructurings.
These unrelated matters involve numerous
attorneys, professionals and creditors, some of
whom are attorneys, professionals and
creditors of the Debtor in this Chapter 11 case.

¢. Houlihan Lokey petsonnel may have

business associations with certain creditors
of the Debtor unrelated to these Chapter 11
cases. In addition, in the ordinary course of
its business, Houlihan Lokey will work with
and engage counsel or other professionals in
unrelated matters who now tepresent, or in
the futute may represent, creditors or other
interested parties in this Chapter 11 case;

d. Houlihan Lokey has thousands of clients,
past and present, who are located throughout
the United States, Asia and Europe, in a
variety of industries, including certain
parties who are identified as creditors of the
Debtor. As far as I have been able to
determine, however, Houlihan Lokey has
not advised any of these parties, or any other
party-in-interest in connection with this
Chapter 11 case; and
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e. Houlihan Lokey is affiliated with two
investment funds, Sunrise Capital Partners,
LP and Century Park Capital Partners, LP.
While neither of these funds have any
investments in the Debtor, it is possible that
they may have made, or currently hold
investments in certain of the creditors in this
Chapter 11 case. Houlihan Lokey will
continue its review of any potential
investments in such creditors, and will
supplement this Affidavit if necessary. .

7. Pursuant to the Engagement Letter, the Debtor paid Houlihan an
aggregate amount of approximately $819,267.55 during the prepetition period,
which included full payment for all prepetition fees and expenses. Accordingly,

Houlihan is not a prepetition creditor of the Debtor,

8. To determine its relationship with parties-in-interest in this case, Houlihan
Lokey researched its client databases to determine whether it has any relationships with
the following entities (collectively, the "Interested Parties"), that were identified to
Houlihan Lokey on a list supplied by Skadden, Arps, Slate, Meagher & Flom LLP,

counsel to The Company:

a, the Debtor and its non-debtor affiliates;

b. = the directors and officers of the Debtor;

C. the 20 largest unsecured creditors of the
Debtor;

d. the attorneys and other professionals of the
Debtor;

f. 59 shareholders of the Debtor;

. benefit providers; and
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h. other potentially adverse parties.
To the extent that Houlihan Lokey’s rescarch of its relationships with the Interested
Parties indicated that Houlihan Lokey has provided or is providing services, or has any
relationship to any of these entities in matters untelated to these Chapter 11 cases,
Houlihan Lokey has so indicated on the attached Schedule 1.

9. To the best of my knowledge, information and belief, Houlihan Lokey is
. disinterested and holds no materially adverse interest as to the matters upon which
Houlihan Lokey is to be retained. To the extent I discover any facts bearing on the
matters described herein during the period of Houlthan Lokey’s retention, I will
supplement the information contained in this Affidavit.

10.  Houlihan Lokey will apply to the Court for payment of compensation and
reimbursement of expenses in accordance with the applicable provisions of the
Bankruptcy Code, the Bankruptcy Rules, the Local Rules of this Court and the
Engagement Letter, and pursuant to any additional procedures that may be established by
the Court in this case. Because Houlihan Lokey will be compensated on a fixed
monthly basis with a potential Transaction Fee, and as Houlihan Lokey does not have the
requisite systems in place to record its time, Houlihan Lokey should not be required to

maintain or provide detailed time records in connection with any of its fee applications.

Dated: J anuary@__, 2002 B 1! ’

JTonatfan B. Cleveland

efore me on this&q‘ day of January, 2002.

otary Public

My Commission Expires: 1/3 { JESSIGA LYNN HEFRIG

NOTARY PUBLIC - MINNESOTA:
HENNEPIN GOUNTY

My Commission Fxgizes 1-31-2008

Y N s s ]

PR RMET PN FENW Y

(05
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EXHIBIT C

Copy of Retention Order
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IN THE UNITED STATES BANKRUPTCY COURT

FOR THE DISTRICT OF DELAWARE

e e e e e e = = = = —X

In re: : Chapter 11

MCLEODUSA INCORPORATED, : Case No. 02-10288 (EIK)
Debtor. ? Hrg. Date: 02/28/02 @ 10:00 a.m.

. Obj. Dua: 02/21/02 @ 4:00 p.m.

- —_ — -— —_ — — -_— — - - - wx

ORDER UNDER 11 U.3.C. ¥E 327
AND 328 AND FED. R. BANKR. P. 2014 AND 2016
AUTHORIZING THE EMPLOYMENT AND RETENTION OF HOULIHAN

LOKEY HOWARD & ZUKIN CAPITAI, AS FINANCIAL ADVISOR
Thise matter having come before the Court on the

application, dated February 4, 2002 (the nApplication®)’
of McLeodUSA Incorporated ("McLeodUSA"), dabtor and
debtor-in-possession in the above-captioned case (the
"Debtoxr"), for an order under 11 U.S.C. 58§ 327(a), 328
and Fed. R. Bankr. P. 2014, approving the Debtor's agree-
ment with Houlihan Lokey Howard & Zukin Capital
{("Houlihan") appointing Houlihan a# financial advisor of
the Debtor {(the "Financial Advisor"}; and upcn the Affi-
davit of Jonathan B. Cleveland in Support of the Applica-

tion (the "Cleveland Declaration"); and the Court being

! Unlesas otherwise defined, capitalized texms used
herein shall have the meanings ascribed to them in

the Application.
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gatisfied with the representations made in the Cleveland
Declaration that Houlihan represents neo interest adverse
to the Debtor's estate with respect to the matters wupon
which Houlihan is to be engaged, that Houlihan is a
ndiginterested person" as that term is defined in Bank-
ruptcy Code section 101(14), as modified by Bankruptcy
Code section 1107 (k), and that Houlihan's appointment is
necessary and would be in the best interests of the
Debtor's estate; and it appearing that proper and ade-
quate notice has been given and that no other or further
notice is necessary; and upon the record herein; and
after due deliberation thereon; and good and gufficient
cause appearing therefor, it is hereby
CRDERED, ARJUDGED AND DECREED THAT:

L. The Application be, and it hexreby ig,
granted.

2. Pursuant to Bankruptcy Code sections
327{a) and 328(a) and Bankruptcy Ruleg 2014 and 2016, the
Debtor is authorized to employ and retain Houlihan as its
Financial Advisor on the terms set forth in the Applica-
tion, this Order and the Engagement Agreement, to the
extent the Engagement Agreement is congistent with the
Application and this Order, with the exception that the

Transaction Fee shall now be defined as follows:

2
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A transaction fee (the "Transacticn Faa") edqual
to fifty one hundredths of a percent (0.50%) of
the principal amount and all accorued interest
or accreted principal of the Company Bond Obli-
gatione restruetured, modified, amended, cot-
promised or forgiven (as more fully degcribed
in the Engagement Agreement). The Transaction
Fee will be reduced by: (i) the amount of the
"Monthly Fee" paid to and received by Houlihan
beginning with the fourth Monthly Pee paid to
and received by Houlihan and each Monthly Fee
paid te and received by Houlihan thereafter;
and (ii) a fixed amount of $500,000

3. Pending the ruling from the United States
Court of Appeals for the Third Cirecuit of the District
Court's decision in United Artiste Theatre Companv, et
al., Case. No, 00-1351, Houlihan xeserves ite right to
request indemnification pursuant toO the terms and condi-
tions of the Engagement Agreement on notice, and the
United States Trustee reserves its right to cbject to any
such request for indemnification.

4. Notwithstanding any provision in the
Engagement Agreement to the contrary, with respect to
Houlihan's pre-bankruptcy conduct and its provision of
postpetition services, including the Financial Advisory
gServices, Houlihan hereby irrevocably and unconditionally
qubmits to the exclusive jurisdiction of this Court over
any suit, action or proceeding arising out of or relating

to the Engagement Agreement or this Order, and over the

approval of its requests for any fees and expenses (in-

3
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cluding any request for indemnifiecation) accruing through
confirmation of a plan of reorganization in this Chapter
11 case or, in the event that no plan of recrganization
is confirmed in the case, fees and expenses accruing
prior to the last day of Houlihan's employment pursuant
to the Engagement Agreement. This Court will retain
jurisdicetion to construe and enforce the terms of the
Application, the Engagement Agreement, and this Order.

S, Houlihan shall file interim and final fee
applications for allowance of its compensation angd ex-
penses with respect to its gervices with the Court in
accordance with applicable provisions of the Bankruptcy
Code, Bankruptecy Rules, Local Rules and orders of the
Court, provided, however, that Houlihan shall not be
required to maintain detailed time records.

6. The Debtor is authorized to pay Houlihan's
monthly fees and to reimburse Houlihan for its costs and
expenses, as detailed in the Engagement Agreement.

ﬂg
Dated: February J¥)., 2002

277075.05-Wilminglon S1A 4
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EXHIBIT D

Copy of Engagement Letter
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HOULISAN LOKEY HOWARD & ZUKIN

FINANCIAL ADYISORS

www. hihz,com

Personal and Conti&ienﬁal
Qctober 25, 2001

Ms, Chris A. Davis

Chief Operating and Financial Officer
McLeodUSA, Inc.

6400 C Street SW, PO Box 3177
Cedar Rapids, Iowa 52406

Dear Chris:

Thank you for selecting Houlihan Lokey Howard & Zukin Capital (“Houlihan Lokey”) to serve as the
financial advisor to McLeodUSA, Inc. (collectively, with its subsidiaries and affiliates, the “Company’’).
This letter and the attached Standard Terms of Engagement, which are incorporated herein by this
reference (collectively, the “Agreement”), set forth our mutual understanding and agreement as to the
terms of our engagement. If appropriate in connection with performing its services for the Company
hereunder, Houlihan Lokey may utilize the services of one or more of its affiliates, including but not
limited to Houlihan Lokey Howard & Zukin Financial Advisors Inc., in which case the references herein
to Houlihan Lokey shall include such affiliates.

1. Scope of Engagement. Houlihan Lokey will assist the Company as its financial advisor and agentin
connection with any Restructuring Transaction and such related services as the Company requires
tereunder. Houlihan Lokey will be the Company’s financial advisor on 2 Restructuring Transaction
(the “Restructuring”). Upon execution of this Agreement and receipt of the initial Monthly Fee,
Houlihan Lokey will commence its initial seview of the Company’s financial position, financial '
history, operations, competitive environment, and assets to assist the Company in determining the
best means to implement the most appropriate Restructuring, subject to approval by the Board of
Directors of the Company. In connection with our role as your financial advisor, we would expect to,

as requested:

a. Evaluate the Company’s strategic options based upon our discussions with the Company's
management team and legal advisors;

b. Advise the Company generally as to available financing and capital restructuring afternattves,
* including recommendations of specific conrses of action; R

c. Assist the Company with the development, negotiation and implementation of a Restructuring,
including participation as an advisor to the Company in negotiations with creditors and other

parties involved in a restructuring;

d. Assist the Company with the design of any debt and equity securities or other consideration to be
issued in connection with a Plan; .
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Ms. Chris A. Davis
McLeodUSA, Inc.
As of: October 25, 2001 Page 2 of 9

e. Provide the Company and its Board of Directors with a fairness opinion, with respect to a
Restructuring; ‘ ' :

£ Assist the Company in communications and negotiations with its constituents, including,
creditors, employees, vendors, shareholders and other parties-in-interest in connection with any
Plan;

g. Render such other financial advisory and investment banking services as may be mutually agreed
upon by Houlihan Lokey and the Company; and

" h. Advise the Company with respect to proceeds received or tactics- related to- any‘ sales -of - -
businesses.

2. Compensation. In consideration of our services pursuant to this Agreement, Houlihan Lokey shall be
entitled to receive, and the Company shall pay to Houlihan Lokey, the following compensation:

a. Monthly Fee: Houlihan Lokey shall be paid a monthly fee (the “Monthly Fee”) each month in
advance for its services of $200,000 per month, plus reasonable Expenses (“Expenses” as
defined herein) that are incurred by Houlihan Lokey on behalf of the Company, as of the date
hereof. The Company shall pay the Monthly Fee by the 19th of each month, in advance.

Payment shall be made to Houlihan Lokey according to wire instructions on each invoice,
) Attention: Jonathan B. Cleveland (see initial invoice attached hereto for wire instructions).

b. Restructuring Transaction Fee: In conjunction with a Restructuring Transaction the Company
shall pay a cash fee (the “Restructuring Transaction Fee™) equal to fifty one hundredths of a
percent (0.50%) of the principal amount and all accrued interest or accreted principal of the
Company Bond Obligations (defined herein) restructured, modified, amended, compromised or

 forgiven; such fee will be payable on the eariier of (i) the date of closing of such Restructuring
Transaction or (ii) the date on which any amendment io or other changes iti the instruments or
terms pursuant to which any Company Bond Obligations were issued or entered into become
effective. The Restructuring Transaction Fee shall be reduced by the amount of the Monthly Fees
paid to and received by Houlihan Lokey beginning with the fourth Monthly Fee paid to and
received by Houlihan Lokey and each Monthly Fee paid to and received by Houlihan Lokey
thereafter. All fees due and payable in accordance with this subparagraph shall be in addition to

any other fees payable under this Agreement,

c. Other Services and Fees: To the extent the Company requests Houlihan Lokey to perform
additional services not otherwise identified herein, then the Cornpany and Houlihan Lokey shall
enter into a written agreement concerning Houlihan Lokey's services and fees for such services,
which fees shali be on a mutually acceptable basis.

d. Expenses: In addition to the fees described above, the Company agrees to promptly reimburse
Houlihan Lokey on a monthly basis for all documented out-of-pocket expenses reasonably ... ..
incurred by Houlihan Lokey before termination (or related to Houliban Lokey’s pre-termination
services) in connection with the matters contemplated by this Agreement, including reasonable |
fees of counsel (provided that such attorney fees will not exceed $10,000 without the Company’s
consent). Out-of-pocket expenses shall include, but not be lmited to, all documented and
reasonable travel expenses, duplicating charges, computer charges, messenger services and long-
distance telephone calls incurred by Houlihan Lokey. :
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e. Tail Period: Houlihan Lokey shall be entitled to the fees enumerated in any preceding
subparagraph of this paragraph upon the earlier of (i) the cccurrance, during the term, or within
ning months after the date of termination by the Company, of this Agreement (such nine-month
periad being roferred to hereln as the “Tail Period™), of a Resuructuting Transaction which
incorporates a structure proposed, materially discussed with, or designed by Houlihan Lokey or
(it) the occumrencs of any event speeified in any such subparagraph with respect to which an
agreement o consummate the same was agreed to in principle to or executed by the Company
during the term oy within the Tail Period.

The Company and Houlihan Lokey acknowledge and agree that the hours worked, the results
“achieved and the ultimate benefit fo the Company, of the work performed, in each case, in connection
with this engagement, may vary, and that the Company and Houlihan Lokey have taken this into
account In seiting the fees hereunder. .

3. Execution, If the termg hereof correctly set forth our understanding and agreement, please so
indicute by signing and retuming the enclosed ¢opy of this Agreement, immediately sending by wire
transfer the initial Monthly Fee of $200,000, and signing and retaining a duplicate for your records,

This Agreement shell be effective as of October 19, 2001 (the “Effective Date™),

Very truly yours,

HOULIHAN LOKEY HOWARD & ZUKIN CAPITAL

The foregoing Agreement (including the attached Standard Terms of Engagement) have been read,
understood, accepted and approved, and the undersigned does hereby ugree to retain Houlihan Lokey
Howard & Zukin Capital upon the terms and provisions contained hersin.

MCLEQODUSA, INC,

Mﬁ—:——
By:

Name: Chris A, Davis :
Title: Chlef Operating aud Financlal Officer
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STANDARD TERMS OF ENG_AGEMENT
McLeodUSA, Inc.

1. Restructuring Trapsaction. As used herein the term “Restructuring Transaction” shall mean,
(whether out-of-court of through a court approved transaction under Title 11 of the United States
Code (the “Bankruptcy Code™) collectively, (a) any madification which effects amendments to, or
other changes in, the instruments or tcxms pursuant to which any of the Company Bond Obligations
were issued or entered into, the effect of which is to reduce the outstanding principal balance of such
Company Bond Obligations or the issuer's cash debt service requirement in respect of such Company
Bond Obligations or any other material modification that allows the Company to yestructure (gither

" in-court or out-of-court) on a stand-alone basis whereby aajority of the Cormpany's common equity - ---

(on a fully diluted basis) is owned by existing creditors and/or shareholders; (b) any merger,

consolidation, reorganization, recapitalization, business combination or other transaction pursuant to

which the Company is acquired by, or combined with, any person, group of persons, partnership,
corporation or other entity (including, without Jimitation, existing creditors, employees, affiliates,
and/or shareholders) (collectively, an “Investor’”) where any Company Bond Obligations are
impaired, compromised, forgiven or not assumed; (¢) the acquisition, directly or indirectly by an
Investor (or by one or more persons acting together with an Investor pursuant to a written agreement
or otherwise), in a single transaction or a series of transactions, of () all of, or any material assets or
operations of, the Company or (ii) any outstanding Or newly-issued shares of the Company's capital
stock {or any securities convertible into, or options, warrants or other rights to acquire such capital
stock) (such capital stock and such other securities, options, warrants and other rights being
collectively referred to as “Company Securities”) resulting in ‘holdexs of shares of the Company's
capital stock immediately prior thereto owning less than 50% of such capital stock immediately
thereafter where any Company Bond Obligations are jmpaired, compromised, forgiven or not
assumed; (d) any transaction in which the requisite consent to a reorganization or restructuring are
obtained either out-of-court or pursuant to a plan under the Bankruptcy Code (a “Plan”); or (e) any

other going concern exit from a proceeding under Chaptet 11 of the Bankruptcy Code.

Company Bond Obligations. As used herein the term “Company Bond Obligations” shall mean the
principal amount plus any accrued and unpaid interest or accreted principal of any and all of the
Company’s funded pond debt obligations outstanding immediately prior to consummation of a

Restructuring Transaction.

2. Advice. Except as may be required by law or court process, any opinions or advice (whether written
or oral) rendered by Houlihan Lokey pursuant to this Agreement are intended solely for the benefit

and use of the Company, and may not be publicly disclosed in any manner or made available to third
parties (other than the Company’s management, directors, advisors, accountants and attorneys)
without the prior written consent of Houlihan Lokey, which consent shall not be unreasonably

withheld.

3, Credit, Houlihan Lokey is hereby authorized, upon the consummation of a publicly-disclosed -
Restructuring Transaction, at its own expense to place a customary “tombstofie” advertisemnent or -

similar announcement in such form and in such media as Houlihan Lokey deems appropriate. Any

such advertisement will be placed only after review and approval of the Company, which shall not be

unreasonably withheld.
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4. Bankruptcy Court. In the cvent the Company files for relief under Chapter 11 of the United States
Bankruptcy Code, the Company shall seek an order authorizing the employment of Houlihan Lokey, - ;
under the terms of this Agreement, as a professional person pursuant to (and subject to the standard o j
of review of) Section 328(a) of the Bankruptcy Code. The Company shall submit Houlihan Lokey’s :
employment application on the first day of any Chapter 11 filing and use its best efforts to cause such ﬁ '
application to be considered on the most expedited basis. The order authorizing the employment of
Houlihan Lokey as a professional person must be acceptable to Houlihan Lokey in its sole discretion. R
The terms of this Section are for the benefit of Houliban Lokey only, and may be waived, in whole or L |
in part, only by Houlihan Lokey. L

5. Termination. The Company may terminate this Agreement upon 30 days written notice at any time - _
and Houlihan Lokey may terminate this Agrsement at any time upon 30 days written nottice, in either i
case, without liability or continuing obligation; provided, however, that no expiration or termination
of this Agreement shall affect (a) the Company’s indemnification, reimbursement, contribution and _
other obligations as set forth in this Agreement, (b) the confidentiality provisions set forth herein and o
(c) if terminated by the Company, Houlihan Lokey’s right to receive, and the Company’s obligation i
to pay, any and all fees and expenses due, including, without limitation, any fees payable under o
Paragraph 2(c) hereof, whether or not any Restructuring Transaction shall be consummated prior to : i
or subsequent to the effective date of termination, all as more fully set forth in this Agreement, If RN
Houlihan Lokey terminates this Agreement, then it would not be entitiled to any fees outlined under -~ L
Paragraph 2(b) of this Agreement. Houlihan Lokey would be entitled to keep any Monthly Fees paid :

prior to termination.

6. Choice of Law, THIS AGREEMENT SHALL BE GOVERNED BY THE LAWS OF THE
STATE OF NEW YORK WITHOUT REGARD TO SUCH STATE’S RULES CONCERNING
CONFLICTS OF LAWS. EACH OF HOULIHAN LOKEY AND THE COMPANY (ONJ15 -
OWN BEHALF AND, TO THE EXTENT PERMITTED BY APPLICABLE LAW, ON |

 BEHALF OF IT$ EQUITY HOLDERS) WAIVES ANY RIGHT TO TRIAL BY JURY N, ... ..~
ANY ACTION, PROCEEDING OR COUNTERCLAIM (WHETHER BASED UPON ‘ T
CONTRACT, TORT OR OTHERWISE) RELATED TO OR ARISING OUT OF THE
ENGAGEMENT OF HOULIHAN LOKEY PURSUANT TO, OR THE PERFORMANCE BY
HOULIHAN LOKEY OF THE SERVICES CONTEMPLATED BY, THIS AGREEMENT.

7. Other Services. If after termination of this Agreement, Houlihan Lokey is later called upon to render
services directly or indirectly relating to the subject matter of this Agreement (including, but not
limited to, producing documents, answering interrogatories, giving depositions, giving expert or
other testimony, and whether by subpoena, court process or order, or otherwise), then the Company
shall pay Houlihan Lokey's reasonable out-of-pocket costs and expenses, and the reasonable legal
fees and expenses of Houlihan Lokey’s legal counsel incurred in connection therewith; provided that
this does not apply to and no additional fees shall be payable to Houlihan Lokey for work or activity !
related to efforts to seek confirmation of a plan of reorganization, and further provided that there
shall be no reimbursement for legal fees and expenses of counsel retained by Houlihan Lokey unless
Houlihan Lokey first requested that Company counse] perform such services and the Company or its

counsel declined. ' i
i
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Confidentiality. Unless and until the Company publicly discloses the existence of this engagement,

Houlihan Lokey shall-treat the existence of this engagment as confidential, except to the extent the -

Company authorizes disclosure of such fact to any particular party. Houlihan Lokey acknowledges
that, in connection with the services to be provided pursuant to this Agreement, certain confidential,
non-public and proprietary information concerning the Company (“Confidential Information™) has
been or may be disclosed to Houliban Lokey or its employees, attorneys and advisors (collectively,

“Representatives™). Houlihan Lokey agrecs that no Confidential Information-will be disclosed, in

whole or in part, to any other person (other than to any potential party to a Restructuring Transaction
under appropriate assurances of confidentiality, to those Representatives who need access to any
Confidential Information for purposes of performing the services to be provided hereunder, or as may

be required by legal process), without the Company's prior consent. .The. term “Confidential ... .-

Information” does not include any information: () that was already in Houlihan Lokev’s possession,
or that was available to Houliban Lokey on a non-confidential basis, prior to the time of disclosure
by the Company to Houlihan Lokey; (b) obtained by Houliban Lokey from a third person which,
insofar as is known to Houlihan Lokey, is not subject to any prohibition against disclosure; or (¢)
which is or becomes generally available to the public through no fault of Houlihan Lokey or any of
its Representatives. Upon request, Houlihan Lokey agrees to return to the Company any Confidential

laformation, except for Confidential Information (i) ihcorporated “inté “analyses, studies or other’

documents prepared by-Houlihan Lokey or its Representatives, which Confidential Information shail
continue to be held subject to the terms hereof, and (ii) which Houlihan Lokey is required to retain
under any records retention policy or any law, regulation or securities exchange rule. If Houlihan
Lokey becomes legally required to disclose any Confidential Information, prompt advance notice

thereof shall be given to the Company, and Houlihan Liokey agrees to cooperate-with any Company

attempts to prevent such disclosure. In the gvent disclosure is required, Houtihan Lokey will provide
only such information as is legally required.

Successors. This Agreement shall be binding upon the parties hereto and their respective successors

and permitted assigns. Nothing in this Agreement, express Or implied, however, is intended to confer

ot does confer Oﬁ'any‘pers't‘m'Or'Entity,'“other"than' the parties hereto-and-their respective 'successors = '

and permitted assigns and, to the extent expressly set forth herein, the Indemnified Parties, any rights
or remedies under or by reason of this Agreement or as & result of the services to be rendered by

Houlihan Lokey hereunder.

Miscellaneous. If it is found in a final judgment by a court of competent jurisdiction (not subject to
further appeal) that any term or provision hereof is invalid or unenforceable, (i) the remaining terms
and provisions hereof shall be unimpaired and shall remain in full force and effect and (ii) the invalid
or unenforceable provision or term shall be replaced by a term or provision that is valid and
enforceable and that comes closest t0 expressing the intention of such invalid or unenforceable term
or provision. This Agreement embodies the entire agreement and understanding of the parties hereto

and supersedes any and all prior agreements, arrangements and understanding relating to the matters

provided for herein. No zlteration, waiver, amendment, change or supplement hereto shall be

binding or effective unless the same is set forth in writing signed by a duly authorized representative
of each party.. e e i e N R

The parties understand that Houlihan Lokey is being engaged hereunder to provide the services

desctibed above solely to the Company, and that Houliban Lokey is not acting as an agent or
fiduciary of, and shall have no duty of loyalty to, the equity holders or creditors of the Company or

any other third parties in connection with this engagement. The Company agrees that it will be.

solely responsible for ensuring that any Restructuring Transaction complies with applicable law.
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Ms. Chris A. Davis
McLeodUSA, Inc.
As of: Qctober 25,2001 ‘ . .  Page8of Q-

16. Indemnification. As a material part of the consideration for the agreement of Houlihan Lokey to
furnish its services under the Agreement, the Company agrees 1o indemnify and hold harmless
Houlihan Lokey and its affiliates, and their respective past, present and future directors, officers,
shareholders, employees, agents and controlling persons within the meaning of either Section 15 of
the Securities Act of 1933, as amended, or Section 20 of the Securities Exchange Act of 1934, as
amended (collectively, the “Indemnified Parties”™), 10 the fullost extent lawful, from and against any
and all losses, claims, damages or liabilities (or ‘actions in respe ct thereof), joint or several, arising .
out of or related to the Agreement, any actions taken or omitted to be taken by an Indemnified Party
(including acts or omissions constituting ordinary negligence) in connection with the Agreement, or
any Restructuring Transaction or proposed Restructuring Transaction contemplated thereby. In

addition, the Company agrees to-reimburse-the Indemnified Parties for-any legal or other expenses =~~~ -

‘reasonably incurred by them in respect thereof at the time such expenses are incurred; provided,
however, the Company shall not be liable under the foregoing indemnity and reimbursement
agreement for any loss, claim, damage or liability which is finally judicially determined to have
resulted primarily from the willful misconduct or gross negligence of any Indemnified Party.

If for any reason the foregoing indemnification is unavailable to any Indemnified Pasty or insufficient
to hold it harmless, the Company shall contribute to the amount paid or payable by the Indemnified
Party as 2 result of such losses, claims, damages, liabilities or cxpenses in such proportion as is -
appropriate to reflect the relative benefits received (or anticipated to be received) by the Company,
on the one hand, and Houlihan Lokey, on the other hand, in connection with the actual or potential
Restructuring Transaction and the services rendered by Houlihan Lokey. If, however, the allocation
provided by the immediatély precedifig sefitence is not persitted by applicable law or otherwise, then
the Company shall contribute to such amount paid or payable by any Indemnified Party in such
proportion as is appropriate to reflect not only such relative benefits, but also the relative fault of the
Company, on the one hand, and Houlihan Lokey, on the other hand, in connection therewith, as well
as any other relevant equitable considerations. Notwithstanding the foregoing, the aggregate
contribution of all Indemnified Parties to any such losses, claims, damages, liabilities and expenses

‘shall riot excesd the arnount of fees actally received by Hoiilihan Tokey pursiatt to the Agreement.

The Company shall not effect any settlement o release from liability in connection with any matter
for which an Indemnified Party would be entitled to indemnification from the Company, unless such
settlement or release contain a release of the Indemnified Parties reasonably satisfactory in form and
substance to Houlihan Lokey. The Company shall not be required to indemnify any Indemnified
Party for any amount paid or payable by such party in the settlement or compromise of any claim or
action without the Company’s prior written consent.

Prior to entering into any agreement or arrangement with respect to, or effecting, any (i) merger,
statutory exchange or other business combination or proposed sale, exchange, dividend or other
distribution or liguidation of all or a significant proportion of its assets, or (ii) significant
recapitalization or reclassification of its outstanding securities that does not directly or -indirectly
provide for the assumption of the obligations of the Company set forth in this Agreement, the

. Company will notify Houlihan Lokey-in writing-thereof (if ot previously so notified) and,-if- - B

requested by Houlihan Lokey, shall arrange in connection therewith alternative means of providing
for the obligations of the Company set forth herein, including the assumption of such obligations by
another party, insurance, surety bonds or the creation of an escrow, in each case in an amount and
upon terms and conditions reasonably satisfactory to Houlihan Lokey.

The Company further agrees that neither Houlihan Lokey nor any other Indemnified Party shall have
any liability, regardless of the legal theory advanced, to the Company or any other person or entity
(including the Company’s equity holders and creditors) related to or arising out of Houlihan Lokey’s
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Schedule 1

McLeodUSA Incorporated and subsidiaries

Pre-Petition Secured Lenders

ABN Amro Bank

Bank of America

Bank of Nova Scotia
Citibank

Credit Suisse First Boston
Cypress Tree Investment Partners
Firstar Bank

Fleet National Bank

GSC Partners

Goldman Sachs

Harris Trust & Savings Bank
Heller Financial, Inc.
Salomon Smith Barney
Sankaty High Yield Partners
Toronto Dominion

Van Kampen

Additional Shareholders

Mertrill Lynch Inv. Managers

Deloitte & Touche LLP

Cravath, Swaine & Moore (JP Morgan)
Arthur Andersen

Benefit Providers (Insurance)
Major Bondholders

Aegon

Appaloosa Management
Bank of America

Bennett Management
Blackrock

Citadel Investment Group
Conseco

Cypress Tree Management
Durham Asset Management
Federated

Fidelity
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FPranklin

Gruss & Company
Harvest Management
Lehman Brothers
Massachusettes Mutual
Merrili Lynch

Morgan Stanley
Oakiree

PIMCO

Prudential

Putnam

Royal Bank of Canada
Scuddet

SunAmetica Investments

Major Vendors/Suppliers

Ameritech
AT&T
Global Crossing
Sprint
Time Warner
Ameritech Resellers Services
Ameritech-CABS
Ameritech-LEC Services
Lucent Technologies
Real Property Lessors

Coldwell Banker/The Wind Insurance Agency
Coldwell Banker

College 11555, LLP, ¢/o CB Richard Ellis
Sacred Heart Hospital

CB Richard Ellis, Inc.

Grubb & Ellis

CB Richard Ellis

CB Richard Ellis, Reichte Klein

Coldwell Banker Commercial

Coldwell Banker/Devonshire Realty
Grubb & Ellis Management Services, Inc.
Grubb & Fllis Management Services, inc.
Prudential Insurance Co.

Public Storage

Warmer Brothers, Inc.
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EXHIBIT E

Professional Biographies
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Jeffrey Werbalowsky

Mr, Werbalowsky is a Senior Managing Director and member of the Board of Directors
of Houlihan Lokey Howard & Zukin. Mr. Werbalowsky has lead many of the firms
largest merger and acquisition and restructuring engagements in his position as co-
founder and national co-director of the financial restructuring group since 19838.

Mr. Werbalowsky earned a B.A. in Economics, magna cum laude, from the University of
Virginia and a J.D. with honors from Columbia University, where he was a Stone Scholar
for three years and an editor of the Columbia Law Review. Prior to joining Houlihan
Lokey, Mr. Werbalowsky was chief executive officer of Cheviot Capital Corporation, an
investment firm engaged in transactions involving bankruptcy and distressed situations.
Prior to that, he was a member of Levene and Eisenberg, and prior thereto, an associate
with Gibson, Dunn & Crutcher, where he practiced law and specialized in cases
involving bankruptcy, corporate reorganization, and insolvency.

Mr. Werbalowsky has written a number of articles including; “Reforming Chapter 11:
Building an International Restructuring Model,” “Allocating Value In Canadian and
American Restructuring Transactions,” “Advising the Distressed Company,” “Evaluating
Distressed Securities,” “Buying and Selling the Distressed Company,” and “Deleveraging
the Troubled Company,” and has testified as an expert witness on a variety of
restructuring and distressed security issues.

Jonathan B. Cleveland

Jonathan Cleveland is a Director in the Minneapolis office of Houlihan Lokey Howard &
Zukin. Mr. Cleveland has been involved in a number of financial restructuring
engagements with Houlihan Lokey, representing debtors and creditors in out-of-court
restructurings and bankrupicies. Prior to re-joining Houlihan Lokey in 1997, Mr.
Cleveland was an associate in the law firm of Mayer, Brown & Platt in Chicago, where
he practiced corporate and securities law and was involved in numerous public securities
offerings, public tender offers and private repurchase offers for debt and equity securities,
and domestic and international acquisition transactions. Mr. Cleveland was a member of
Houlihan Lokey's Financial Restructuring Group from 1990 to 1992, before earning a
1.D. degree, magna cum laude, from the University of Minnesota Law School, where he
also was a member of the Order of the Coif. In 1993, Mr. Cleveland studied international
law at Uppsala University in Uppsala, Sweden. In 1990, Mr. Cleveland received a B.S.
degree in Finance/Business Economics from the University of Southern California, Mr.
Cleveland recently has served a senior role as the financial advisor to the following
companies: Stage Stores, Metal Management, Purina Mills, and McLeodUSA,
Incorporated; and a senior role as the financial advisor to the following
bondholder/creditor committees: Loewen (now Alderwoods Group), Contifinancial,
Levitz Furniture, and Heilig-Meyers Furniture.
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Stephen Spencer

Stephen J. Spencer is a Senior Associate in the Minneapolis office. Prior to joining
Houlihan Lokey Howard & Zukin Mr. Spencer spent three years as an investment banker
in the Middle Market Mergers and Acquisition group at U.S. Bancorp Piper Jaffray.
Before that Mr. Spencer spent four years at G.E. Capital where he executed a number of
transactions in various G.E. Capital divisions including the National Restructuring
Group, the Capital Markets Group, and in Structured Finance. Mr. Spencer has degrees
in Biochemistry and Literature from the University of Wisconsin in Madison, and an
MBA in finance from Fordham University in New York where he also taught as a
graduate assistant in Economics Department. Mr. Spencer recently advised McLeodUSA
in its financial restructuring transaction.

Fredrick F. Vescio

M. Vescio is a financial analyst at Houlihan Lokey’s Minneapolis office. He is a recent
graduate of the University of Michigan Business School with a degree in finance and
accounting. Mr. Vescio is currently advising creditors committees in a number of large
North American restructuring engagements in the industries of transportation, agricultural
commodities, chemicals, telecommunications, and industrial goods.
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EXHIBIT K

Summary of Fees and Expenses Payable
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Restructuring Transaction Fee Calculation

Principal and Accrued Interest or Accreted Amount on Notes as of

January 31, 2002 (" $  3,042,843,253.00

Restructuring Transaction Fee @ 0.50%
$ Amount of Restructuring Transaction Fee 15,214,218.27

Reduction for Monthly Fees Paid to and Received by Houlihan Lokey

Beginning with the Fourth Monthly Fee 600,000.00

Agreed Upon One Time Reduction of Fee © 500,000.00

Total Transaction Fee Due and Payable to Houlihan Lokey upon

Confirmation of the Plan of Restructuring $ 14,114,216.27

Notes

(1) As set forth in the McLeodUSA Incorporated Disclosure Statement
(2} As agreed upon in section 2-b of the Retention Agreement between Houlihan
Lokey and McLeod USA dated October 25, 2001

(3) As agreed upon between Houlihan Lokey and McLeod USA, and further cedified
in the revised application submitted to the US Bankruptcy Court on (insert date)
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McLeod Expenses Feb - April 2002

1/16/02 jiw12/01
1/22/02 Sprint
1/28/02 Sprint
2/22/02 Spring
2/28/02 AT&T
2/28/02 Sprint
3/22/02 AT&T Wireless
3/28/02 Sprint

4/5/02 Sprint

12/6/01 sjs12/01
12/9/01 sjs12/01
12M17/01 fiv12/01
12/19/01 sjs12/01
12/20/01 sjs12/01
12/21/01 ffv12/01
12/21/01 sjs12/01
1/24/02 Creative Corp
1/28/02 Ping’s
2/18/02 pettycash
3/27/02 Waiters

2/4/02 4-031-92288
2/4/02 4-079-84640
2/6/02 4-030-29304
2/6/02 4-030-96043
2/6/02 4-078-86131
2/19/02 4-126-53639
3/18/02 4-127-97755

12/14/01 fiv12/01
12/20/01 sjs12/01
1/9/02 jiw2/02
2/6/02 Carey
4/4/Q2 Carey

4/5/02 jbe

12/12/01 ftv12/01
12/13/01 billed 1/23/02
12/14/01 ffv12/01
12/14/01 sjs12/01
12/14/01 sjs12/01

Telephone
Telephone
Telephone
Telephone
Telephone
Telephone
Telephone
Telephone
Telephone
Total

Working Dinner
Working Dinner
Working Dinner
Working Dinner
Trave! Meal
Travel Meal
Travel Meal
Working Lunch
Working Lunch
Working Lunch
Working Lunch
Total

Fed-Ex
Fed-Ex
Fed-Ex
Fed-Ex
Fed-Ex
Fed-Ex
Fed-Ex
Total

Taxi

Car Rental
Taxi
Carey Car
Carey Car
parking
Total

Airfare
Airfare Credit
Airfare
Airfare
Airfare

$88.03
$489.38
$50.00
$232.25
$50.00
$50.00
$21.32
$25.00
$61.03
$959.66

$15.52
$17.28
$12.50
$11.84
$282.58
$5.94
$6.72
$28.01
$24.57
$8.47
$30.14
$413.43

$52.79
$26.75
$16.44
$13.72
$27.39
$47.60
$30.06

$214.75

$15.00
$140.69
$88.20
$124.75
$132.72
$34.00
$535.36

$690.19
-$3,041.00
$379.75
$379.75
$690.19



Case 02-10288-RB Doc 241 Filed 06/21/02 Entered 06/21/02 11:28:25 Desc Main
Document  Page 70 of 75

12/20/01 tfv12/01 Airfare $690.19
12/20/01 sjs12/01 Airfare $690.19
1/10/02 JIW Airfare $813.00
1/10/02 JIW Airfare $475.00
4/4/02 jbc4/02 Airfare $1,282.00
Total $3,049.26

2/28/02 Dow Jones research $25.00
Total $25.00

12/20/01 fiv12/01 Lodging $100.80
12/20/01 sjs12/1 Lodging $100.80
4/5/02 jbc Lodging $268.27
Total $469.87

Total $5.667.33
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EXHIBIT G

Order



Case 02-10288-RB Doc 241 Filed 06/21/02 Entered 06/21/02 11:28:25 Desc Main
Document  Page 72 of 75

UNITED STATES BANKRUPTCY COURT
DISTRICT OF DELAWARE

In re: Chapter 11

McLEODUSA INCORPORATED,

)

)

)
Debtor. ; Case No. 02-10288 (EIK)
)
)

(Jointly Administered)

ORDER GRANTING FINAL APPLICATION OF
HOULIHAN LOKEY HOWARD & ZUKIN CAPITAL FOR INTERIM
ALLOWANCE OF COMPENSATION AND REIMBURSEMENT OF EXPENSES
FOR THE PERIOD FEBRUARY 1, 2002 THROUGH APRIL 15, 2002

This matter coming before the Court on the Final Application for Compensation and
Reimbursement of Expenses for the Period February 1, 2002 through April 15, 2002 (the
"Application") filed by Houlihan, Lokey Howard & Zukin Capital ("Houlihan Lokey"), financial
advisor to the above-captioned Debtor; the Court having reviewed the Application and all
pleadings relating thereto; and the Court having determined that the legal and factual bases set

forth in the Application establish just cause for the relief granted herein;

THE COURT HEREBY FINDS THAT:®

A. The Court has jurisdiction over this matter pursuant to 28 U.S.C. §§ 157

and 1334.

B. This is a core proceeding pursuant to 28 U.S.C. § 157(b)(2).

) Capitalized terms not otherwise defined herein have the meanings ascribed to them in the Application.
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C. The Application complies, as applicable, with the requirements of the
Bankruptcy Code, the Bankruptcy Rules, the Local Rules for the Bankruptcy Court for the
District of Delaware and the Orders of this Court.

D. Houlihan Lokey’s requested interim compensation for services rendered in
connection with its representation of the Debtor during the Application Period is reasonable and
appropriate under sections 328 and 331 of the Bankruptcy Code.

E. Houlihan Lokey’s expenses incurred during the Application Period for
which it seeks reimbursement were actual and necessary expenses under sections 330(a) (1)(B)
and 331 of the Bankruptcy Code.

NOW, THEREFORE, IT IS HEREBY ORDERED THAT:

1. The Application is GRANTED.

2. Houlihan Lokey’s request for a final allowance of compensation of
$14,114,216.27 and reimbursement for expenses of $5,667.53 for the Application Period is
hereby approved.

3. The Debtors are hereby authorized and directed to pay Houlihan Lokey

the foregoing approved fees and expenses.

Dated: , 2002

UNITED STATES BANKRUPTCY JUDGE
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CERTIFICATE OF SERVICE
I, Eric M. Davis, hereby certify that on the
21 day of June, 2002, I caused the Final Application
for Allowance of Fees and Reimbursement of Expenses of
Houlihan Lokey Howard & Zukin Capital as Financial Advi-
sor to the Debtor for the Period February 1, 2002 Through
April 15, 2002, to bhe served on the parties on Exhibit A,

attached hereto, by first-class mail unless otherwise

A‘\L@——

BT T e M. Davig

indicated.
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EXHIBIT A
McLeodUSA Incorporated
Service List
Robert J. Dehney, Esg.

Donna L. Harris, Esqg.
Morris, Nichols, Arsht & Tunnell

Randall Rings
McLeodUSA Incorporated

6400 C Street SW

P.O. Box 3177

Cedar Rapids, IA 52406-3177
(By Overnight Courier)

Paul S. Aronzeon, Esqg.

Thomas R. Kreller, Esq.

Milbank, Tweed, Hadley & McCloy
601 S. Figueroa Street, 30th Floor
Los Angeles, CA 90017

Donald §. Bernstein, Esq.
Laureen Bedell, Esq.

Guy Des Rogiers, Esd.
Davis Polk & Wardwell
450 Lexington Avenue

New York, NY 10017

George B. South, III, Esd.
Christopher Carusc , Esdg.
Fried, Frank, Harris, Shriver &
Jacobson

One New York Plaza

New York, NY 10004

Jonathan Cleveland

225 South Sixth Street, Suite 4950
Minneapolis, MN 55402

293762.03-Wilmington S1A

1201 North Market Street

P.0O. Box 1347

Wilmington, belaware 19899-1347
{By Hand Delivery)

Mark Ceollins, Esg.
Richards, Layton & Finger
One Rodney Sguare

P.0. Box 551

Wilmington, DE 19899

{By Hand Delivery)

United States Trustee
Maria Giannirakis, Esq.
Office of the U.S. Trustee
844 King Street
Wilmington, DE 19899

(By Hand Delivery)



