UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA
THI RD DI VI SI ON

In Re: CHAPTER 11
Pappy' s Foods Company, Inc.,
Debt or. Bky. 3-91-6486

CORDER

This matter was heard February 11, 1993, on application of
Ri der, Bennett, Egan & Arundel (Rider) for final allowance of fees
and expenses in connection with its former representation of the
Debtor in the case; and, on notion of the Debtor for an order
requi ring di sgorgenent by Rider of all fees and expenses previously
awar ded and paid. Appearances are as noted in the record. The
Court, having reviewed the volum nous material submitted by the
parties in the form of pleadings, affidavits, depositions and
exhibits, and being fully advised in the matter, now makes this
ORDER pursuant to the federal and | ocal Rules of Bankruptcy
Pr ocedure.

Ri der's enpl oynent by Pappy's Foods Conpany, |Inc. conmenced in
the Fall of 1991 following the law firm s representation of Pappy's
majority holders, Keith and Patty Warner. Donal d Backstrom a
senior partner at Rider, received a referral of the Warners from
Dorsey & Whitney. The Dorsey firmdeternmined that it had a conflict
of interest arising out of a contenplated capitalization effort for
Pappy' s that involved common clients of Dorsey & Wiitney. Rider
initially represented the Warners as sharehol ders of Pappy's, whose
control of the conpany apparently was being challenged by mnority
hol ders.

Early in Rider's involvement with the Warners, it becane
apparent that the financial condition of Pappy's was a core problem
that needed resolution in order to successfully address the
Warners' concerns and to protect their interests. The Warners were
guarantors of a substantial portion of Pappy's debt, and the
conpany was in serious trouble. Poor financial condition of
Pappy's led to the capitalization effort and threatened the
Warners' continued control of the conpany.

Consequently, shortly after Ri der becane involved, its
representation shifted fromthe Warners to Pappy's itself.
Al though initial efforts were directed at raising additiona



capital and restructuring major debt w thout judicial process, the
specter of reorganization under 11 U S.C. Chapter 11 existed from
the outset. M. Backstromis a business attorney, who has had
limted bankruptcy experience, and so with a shift in
representation, Steven Kluz, another Rider partner, becane active
in the case. M. Kl uz specializes in bankruptcy matters.

Pappy's was incorporated in 1982 and is in the business of
produci ng frozen dough products for whol esale distribution to
bakeries and for retail sale to the public through food stores.
Pappy' s expanded over the years through a series of acquisitions,
i ncluding a purchase in 1991 from Super Valu of its bakery that had
serviced Super Valu stores in the territory covered by what that
conpany referred to as its Mnneapolis region. As part of the
transaction, Super valu entered into a separate agreenent with
Pappy's wherein it committed the Mnneapolis region to purchase
$3, 000, 000 per year of Pappy's product for three years foll ow ng
the sal e of the bakery.

VWhen M. Backstrom began representing the Warners in the Fal
of 1991, he becane aware of the Super Valu transaction, and he
| earned that Super Valu was $1.7 nmillion short of its purchase
commitment with Pappy's. M. Kluz also learned this when he becane
i nvol ved. Both M. Backstromand M. Kl uz knew that Rider
represented Super Valu at that tinme on matters unrelated to
Pappy's, pursuant to an historical attorney-client relationship of
several years.

Neither the capitalization effort nor the informal debt
restructuring attenpt was successful. Pappy's filed for relief
under 11 U.S.C. Chapter 11 on Novenber 26, 1991. Rider applied for
and received approval of enploynent as attorney for the Debtor-in-
Possession shortly after the case was filed. The firmfailed to
disclose its attorney-client relationship with Super Valu in the
application.

Initially, Keith Warner personally dealt with Super Valu
managenent, seeking a business solution to the shortfall situation
Ri der did not becone openly involved in the matter until OCctober
15, 1992. On that day, during a neeting with Super Valu senior
managenent, M. Warner produced a letter addressed and witten to
him at his request, by Ms. Julie Becker, a Rider associate. In the
letter, dated Cctober 14, Ms. Becker outlined the Debtor's
fiduciary duties to the estate regarding the Super Valu dispute,
including the obligation to litigate the matter if other reasonable
attenpts failed to produce a satisfactory resolution. M. Becker
stated in the letter that, should litigation be necessary, special
counsel would be required to represent Pappy's because R der
represented Super Valu in unrelated matters.

The letter was not well received by Super Valu. Anong ot her
responses, Super Valu questioned Rider's involvenent in |ight of
its own attorney-client relationship with the firm R der
requested and received an opinion fromthe M nnesota Board of
Pr of essi onal Responsibility regarding its continued representation
of Pappy's and concluded that it should wi thdraw as counsel for the
Debtor. In the nmeantinme, the Debtor retained its present counsel



The Debtor seeks an order disallowing all fees and expenses to
Ri der, and requiring disgorgenent of all conpensation and
rei mbursement received fromRider's initial representation of
Pappy's pre-petition through term nation of its enploynent as
attorney for the Debtor-in-Possession in the Chapter 11 case. The
request is prem sed upon allegations that: Rider represented an
i nterest adverse to the estate, due to Rider's attorney-client
relationship with Super Valu, and was disqualified from enpl oynent
under 11 U S.C. Section 327; Rider failed to make the discl osures
required by Rule 2014 of the Rules of Bankruptcy Procedure in
connection with the application for enploynment; and, that
ci rcunst ances warrant an order for disgorgenent of post-petition
recei pts under 11 U. S.C. Section 328(c), and pre-petition receipts
under 11 U.S.C. Section 329. Additionally, the Debtor seeks an
award of $10,000 in danages, representing its costs in obtaining
forced substitution of counsel

Ri der seeks all owance of final conpensation, and review and
approval of all fees and expenses previously awarded to it in the
case. The firmargues that: its relationship with Super Valu did
not disqualify Rider fromrepresenting the Debtor-in-Possession
under 11 U.S.C. Section 327; failure to disclose pursuant to Rule
2014 was inadvertent and immaterial; and, with the possible
exception of Ms. Becker's preparation and delivery of the Cctober
14, 1992, letter, Rider carefully and appropriately conducted
itself during the case to avoid any conflict that m ght have
otherwi se arisen fromits attorney-client relationship with Super
Val u.

M.
11 U.S.C. Section 327 provides that, with court approval, a
debtor-in possession:

[May enploy one or nore attorneys . . . that do not hold
or represent an interest adverse to its estate, and that
are disinterested persons, to represent or assist the

[ debt or-in-possession] in carrying out the [debtor-in-
possession's] duties under this Title.

Rul e 2014 reads:

An order approving the enpl oynent of attorneys . .
pursuant to Section 327 . . . shall be nade only on
application of the [debtor-in-possession]. . . The
application shall state the specific facts showi ng the
necessity of the enploynent, the nane of the person to be
enpl oyed, the reasons for the selection, the professiona
services to be rendered, the proposed arrangenent for
conpensation, and to the best of the applicant's

know edge, all of the person's connections with the
debtor, creditors, and any other party in interest [and
their respective attorneys and account ants]

Fed. R Bankr. P. 2014 (enphasis added).
The purpose of the statute is to preclude from enpl oynent on behal f

of an estate, professionals who, either by their own direct
relationship with the estate or their representati on of others,



Vent ur e,
mllion
t he

woul d have a conflict of interest as a result of the enploynent.
The purpose of the Rule is to allow for the timely consideration
and determ nation of conflict issues that m ght reasonably arise
froman applicant's connections with a debtor or other parties who
have an interest in a debtor or an estate.

The existence of a present attorney-client relationship with
a party agai nst whomthe estate has a substantial claim is a
rel ati onship that nust be disclosed by an applicant under the Rule.
Furthernore, such a relationship ordinarily constitutes the
representation of an interest adverse to the estate, disqualifying
an applicant from enploynment under 11 U. S.C. Section 327, even
where the applicant does not represent the party in the matter
relating to the estate.(Ftnl) See: 1In re Hunble Place Joint

936 F.2d 814 (5th Gr. 1991).

Ri der treats the Super Valu dispute as if it was a m nor
distraction in a nuch larger event.(Ftn2) M. Kuz clains that M.
Warner was inforned that R der could not represent the Debtor
regarding the matter and that M. Warner chose to represent the
Debtor hinself rather than retain special counsel.(Ft3) A $1.7

dol lar shortfall in the first year of a three-year annual $3
mllion dollar purchase conmtnment was a substantial problemfor
Pappy' s. (4) The conpany sought relief under Chapter 11 because its
operations did not positively cash flow and it had no significant
reserves to cover the deficiency.

Rider's inability to represent the Debtor in the Super Valu
matter sharply reduced the ability of Rider to represent the Debtor
in the overall reorganization effort. Enploynment woul d not have
been appropriate in the case, even if 11 U S.C. Section 327 did not

automatically preclude it.(5) Such enploynment was sinply not in

best interests of the estate. Mreover, application of 11 U S.C

Section 327, Rule 2014, and these other considerations should have
been apparent to experienced busi ness and bankruptcy counsel
Unfortunately, for some reason, these things were apparently

over|l ooked. That is difficult to understand; so is Rider's
apparent attitude in this proceeding.

Ri der treats the actions and omi ssions of its senior and
controlling partners in the matter as insignificant, and focuses
the blame for this unfortunate situation on a junior associate and
on a principal of the Debtor.(6) In its Menorandumin Support of
Application, filed January 25, 1993, Rider points to Ms. Becker and
M. Warner as the persons responsi ble for whatever m ght have gone
wong in Rider's representation of the Debtor. R der relates the
fol | owi ng:

Al t hough he understood Ri der Bennett's position regarding
Super Valu and had been advi sed of the need for separate
attorneys, on Cctober 12, 1992, M. Warner contacted M.
Becker and asked her to attend a neeting with
representatives of Super Valu for the limted purpose of
answering any questions of Super Valu's representatives
regardi ng the status of the bankruptcy proceedi ng and the
duties and obligations of a debtor in possession and
creditors' committee. She initially agreed and then



deci ded, and M. Kluz agreed, that she could not. She
i mediately called M. Warner back and told himin no
uncertain terns that she could not attend. He requested
that she wite a letter to him generally describing the
duties of the debtor in possession and creditors
conmittee with respect to clains, duties which she and
M. Kluz had previously described to himagenerally. She
prepared such a letter (perhaps erroneously, but in good
faith) believing that she could do so as |long as she did
not eval uate or express any |egal opinions on the clains
agai nst Super Valu. The letter described generally the nature
of the duties and powers of a trustee, and
indicated that a creditors' comittee mght assert a
claimif the debtor did not. She also stated that the
matter involving Super Valu should be resolved fairly
soon and that litigation should be conrenced if it could
not be resolved am cably. She nmade it clear that she was
not expressing an opinion on the nerits of the claimand
that Ri der Bennett would not represent Pappy's. |In doing
so, she was conscientiously attenpting to provide
assistance to a debtor in possession wthout representing
t he debtor against another client of the firm She fully
expected that if the matter was not resol ved by
negoti ati on separate attorneys would be retained, as had
previ ously been di scussed.

Ri der Mem, p.8.
Later, in the Menorandum Rider, speaking of actual conflict of
i nterest, argues:

If an actual conflict of interest did arise in this case,
it probably arose around the tine of the Cctober 15, 1992
nmeeti ng between debtor and Super Valu, soon after which
because of the way the nmatter devel oped, Ri der Bennett

wi t hdrew from representi ng debt or

Ri der Mem, p.16, ftn. 3.

Ri der seens to be arguing that, if there was a conflict problemin
this case, it was created by Ms. Becker in witing and delivering
the October 14, 1992, letter to M. Warner; and, by M. VWarner in
bringing the letter to the table at his negotiating session with
Super Valu on Cctober 15.(7) |In fact, Rider, by its enploynent in
the case, created an untenable situation for Ms. Becker, and, at
best, left Pappy's w thout effective representation. (Ftn8)

Ms. Becker, as junior associate, had a right to rely on the
judgrment and direction provided by senior attorneys, and to act
consi stent with her understanding of that judgnent and direction
unl ess she had reason to know that a particul ar course of action
was inproper. Nothing in the October letter is inmproper. In fact,
a | awyer obviously has a duty in the ordinary course to provide a
client the information requested of and provided by Ms. Becker in
her letter. A |lawer who cannot furnish such information to a client

has an irreconcil able conflict of interest that disqualifies
the I awer fromrepresenting the client. Cbviously, if it is
proper to furnish such information to a client, the client's
publication of the information and its source, in seeking to



by

further and protect the client's own interests, is also proper

Witing and delivering the October letter was not an inproper
act on Ms. Becker's part. The action was required by the attorney-
client relationship Rider had with Pappy's. The advice and counse
provided in the letter m ght have been problematic in |ight of
Rider's attorney-client relationship with Super Valu. But that
unfortunate circunstance was the result of a conflict of interest
created by Ms. Becker's superiors, not by her. Rider's
representation of the Debtor was inappropriate. The letter sinply
served as the instrument of discovery by Super Valu of Rider's
conflict of interest. Rider's enploynent in the case conprom sed
the position of its associate, and left the Debtor w thout adequate
representation regarding a nmajor aspect of Pappy's reorgani zation

11 U.S.C. Section 328 (c) provides, in pertinent part:

The court may deny all owance of conpensation for services
and rei nbursenment for expenses of a professional person

enpl oyed under Section 327 . . . of this Title, if at any
time during such professional person's enpl oynent under
Section 327 . . . of this Title, such professional person

is not a disinterested person, or represents or holds an
interest adverse to the interest of the estate with
respect to the matter on which such professional person
i s enpl oyed.

Thi s provision presents the specter of grave consequences to
professionals for failure to consider and appropriately address
conflict issues that arise in the context of prospective enpl oynment
a bankruptcy estate. Harsh as the sanction is, disallowance and

di sgorgenent of fees and costs have been used wi thout hesitation or
qualification by numerous courts over the years to assure

mai nt enance of the hi ghest standards of conduct, both real and
perceived, by fiduciaries. See: Wods v. Gty Nat'l Bank, 312
US. 262 (1941); In re Hunble Place Joint Venture, 936 F.2d 814
(5th CGr. 1991); In re Leeway Holding Co., 100 B.R 950 (Bankr

S.D. Onio 1989); In re Vann, 136 B.R 863 (D. Colo. 1992); Inre
Sixth Ave. Car Care Cir., 81 B.R 628 (Bankr. D. Colo. 1988); In re
Hat haway Ranch Partnership, 116 B.R 208 (Bankr. C. D. Cal. 1990);
In re Nedig Corp., 113 B.R 696 (D. Colo. 1990); In re D anond

Mort gage Corp. of 111., 135 B.R 78 (Bankr. N.D. Il1l. 1991).

In this case, Rider either overlooked or ignored its
responsibilities and its disqualification under Rule 2014 and 11
U S.C. Section 327. The allegations, acrinmony and recrimnations
in this proceeding al one provide substantial measure of the
resulting harmto all parties, including Rider.(Ftn9) Yet, it is in
addressing the resulting harmto the process itself where the
Court, regrettably, finds the application of this harsh sanction
necessary. Rider nust be held accountable under 11 U. S.C.

Section 328 (c) to preserve and assure adherence to the highest
standard of conduct by fiduciaries. Accordingly, all fees and
expenses for post-petition services rendered by Rider nust be

di sal | owed; and, all such conpensation previously received nust be
di sgor ged

The Debt or seeks disal |l owance and di sgorgenent of pre-petition
fees and expenses paid by Pappy's to Rider as well. 11 U S.C
Section 329 provides, in pertinent part:



(a) Any attorneys representing a debtor in a case under
this title, or in connection with such a case, whether or
not such attorney applies for conpensation under this
title, shall file with the court a statenent of
conpensation paid or agreed to be paid, if such paynent
or agreenent was nade after one year before the date of
the filing of the petition, for services rendered or to
be rendered in contenplation of or in connection with the
case by such attorney, or the source of such
conpensati on.

(b) If such conpensation exceeds the reasonabl e val ue of
any such services, the court may cancel any such
agreenment, or order return of any such paynment, to the
extent excessive..

Pre-petition services rendered by Rider, beginning with M. Kluz'

i nvol venent on behal f of Pappy's, were services "in contenplation
of or in connection with the case” within the scope of the statute.
See: In re Creative Restaurant Mgt., Inc., 139 B.R 902, 917
(Bankr. WD. Md. 1992). Accordingly, conpensation received for

t hose services is reviewabl e.

However, scope of review under the statute is limted to
consi deration of the reasonable val ue of services rendered.
Section 329 (b) is ained solely at overreaching. See: Creative
Restaurant Mgt., Inc.; In Re McDonald, 114 B.R 989, 995 (N.D. 111I.
1990); and, In Re Ofice Products of Am, 136 B.R 964, 970-972
(WD. Tex. 1992). The statute is intended to assure that a debtor
who is sliding into bankruptcy does not pay too much, by way of
retainer or otherwise, to an attorney for pre-filing | egal advice.

It does not appear fromthe relevant statenents recording the
pre-petition services rendered and conpensation charged in this
matter, that the conpensation exceeded the reasonabl e value of the
services rendered. No other evidence of overreaching was offered
or argued by the Debtor. Accordingly, the record provides no basis
for disallowi ng and requiring disgorgenment of pre-petition
conpensati on under the statute.

Finally, Rider should be held accountable for the Debtor's
cost of obtaining substitute counsel, which was in the undi sputed
anount of $10, 000.

V.

Accordingly, it is hereby ORDERED: Rider, Bennett, Egan &
Arundel shall be disallowed all post-petition fees and expenses for
services rendered to or on behalf of Pappy's Foods Conpany, Inc.
and shall, within thirty days fromthe entry of this Order, return
all fees and expenses previously received for and in connection
with the firms post-petition representation of the Debtor.
Additionally, R der shall pay to Pappy's, the sumof $10,000, for
the cost to the Debtor of obtaining substitute counsel in the case.

Dated: May 17, 1993. By The Court:



DENNIS. D. O BRI EN
U S. BANKRUPTCY JUDGE

(Ftnl) The allegations, recrimnations, inferences, and innuendos
that perneate the materials submitted in this proceedi ng are cogent
evi dence of the wi sdom and need, of both the Statute and the Rule.

(Ftn2) M. Backstromand M. Kluz state that they became aware of
t he Super Valu dispute as "incidental information."

(Ftn3) M. Warner clains that M. Kluz regularly advised M.

VWarner on strategy matters regardi ng Super Valu and, at one point,
advi sed himnot to retain special counsel but to raise with Super
Valu the threat of a |lawsuit by the unsecured creditors conmittee.

(Ftn4) Pappy's total sales for the first fiscal year to which the
Super Val u agreenent applied, were $10,593,500. Super Valu is a
| arge customer of Pappy's, not limted to the Mnneapolis region
Pappy's operated four facilities when the bankruptcy was fil ed, one

in Mnnesota, two in Illinois, and one in lowa. According to the
Debt or, Super Valu accounted for 47%of its total sales nationw de,
notw t hstandi ng the shortfall in Super Valu's M nneapolis region

(Ftn5) Rule 1.7 of the Mnnesota Rul es of Professional Conduct is
instructive in this regard. The Rule provides, in pertinent part:

(b) A lawer shall not represent a client if the
representation of that client may be materially
limted by the | awer's responsibilities to another
client or to a third person, or by the | awer's own
i nterests, unless:

(1) the lawer reasonably believes the representation
wi Il not be adversely affected;
and

(2) the client consents after consultation
VWhen representation of multiple clients in a
single matter is undertaken, the consultation
shal I include explanation of the inplications
of the common representation and t he advant ages
and risks invol ved.

Comment to Rule 1.7 reads:

Loyalty to a client is also inpaired when a | awer cannot
consi der, recomend or carry out an appropriate course of
action for the client because of the | awer's other
responsibilities or interests. The conflict in affect
forecl oses alternatives that would ot herwi se be avail able

to the client. Paragraph (b) addresses such situations.

A possible conflict does not itself preclude the
representation. The critical questions are the

i kel yhood that a conflict will eventuate and, if it does,
whether it will materially interfere with the |awer's



i ndependent professional judgnment in considering
alternatives or foreclosure courses of action that
reasonabl y
shoul d be pursued on behalf of the client. Consideration
shoul d be given to whether the client wishes to accomodate
the other interest involved.

(Ftn6) That is the apparent attitude of M. Backstromand M. Kluz
in their deposition testinony.

(Ftn7) Ms. Becker testified that M. Kluz authorized the letter
M. Kluz testified that he had no recoll ection of discussing the
matter with Ms. Becker beforehand. M. Warner testified that M.
Becker authorized himto give the letter to Super Valu. M. Becker
testified she did not authorize delivery of the letter to Super
Val u and that she did not understand that such was M. Warner's
intention.

(Ftn8) In his deposition of February 3, 1993, Keith Warner said:
Rear vision is always 20/20, and as | | ook

back on this whole scenario, if there is

anything mssing, it was that there was never

a legal contact nmade, a formal or informal

basis of |egal counsel representing Pappy's to

the | egal counsel at Super Valu. [|'mnot

sayi ng there should have been a |awsuit laid

out, but I'mnaked as a jay bird through this

whol e t hing. Warner Dep., p. 177

Ri der argues that Pappy's did not ask for representation
regardi ng the Super Valu dispute; did not expect Rider to represent
the Debtor in the matter; and, in any event was inforned that R der
could not represent Pappy's in the dispute. These assertions are
di sputed. Even if true, however, such facts did not relieve Rider
of responsibility. Wether Pappy's specifically asked for
representati on or expected representation in the matter, clearly
Pappy' s needed representation regarding the Super Valu problem At
a mnimm the representation required was investigation, analysis
froma reorgani zati on perspective, and counseling regarding
renedial alternatives consistent with the overall strategy of the
reorgani zati on effort. Experienced business and bankruptcy counse
shoul d have readily foreseen that. Furthernore, the inability of
Rider to represent Pappy's in this inportant aspect of the
reorgani zation effort, was Rider's problem not Pappy's. Special
counsel was not the answer. Disqualification of R der as Debtor's
counsel was. Rider brought nothing unique to the reorganization
effort, except its inability to represent the Debtor regarding a
maj or problemthat jeopardized its ability to reorganize.

(Ftn9) The state of the record does not facilitate the making of
det ai | edfi ndi ngs regardi ng many of the inportant allegations. The
nunerous affidavits, depositions, and docunentary exhibits produce
conflicting, contradictory and inconsistent versions of material
rel evant facts regarding the parties' conduct. Neither the Debtor
nor Rider wished to pursue the matter through evidentiary hearing.
Unfortunately, this sonber state of affairs is a natural result of
an environment created and nmaintained in disregard of the
proscriptions of 11 U S.C. Section 327.

END FN



