
UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF NEBRASKA

IN THE MATTER OF )
)

CONRAD K. SCHLAGENHAUFF, ) CASE NO. BK93-81754
)

                  DEBTOR )           A94-8010
)

ELLA E. SCHLAGENHAUFF, )
) CH. 7

                  Plaintiff )
vs. )

)
CONRAD K. SCHLAGENHAUFF, )

)
                  Defendant )

MEMORANDUM

Hearing was held on December 13, 1994, on the Adversary
Complaint.  Appearing on behalf of debtor was Casey Quinn of Quinn
& Wright, Omaha, Nebraska.  Appearing on behalf of Ella E.
Schlagenhauff was Brent M. Kuhn of Harris, Feldman, Stumpf Law
Offices, Omaha, Nebraska.  This memorandum contains findings of
fact and conclusions of law required by Fed. Bankr. R. 7052 and
Fed. R. Civ. P. 52.  This is a core proceeding as defined by 28
U.S.C. § 157(b)(2)(I).

Background

The defendant, Conrad Schlagenhauff (the debtor), filed a
petition for Chapter 7 bankruptcy relief on October 25, 1993.  The
plaintiff's complaint requests that the Court find that an
obligation with Norwest Bank Nebraska, National Association
(Norwest) and scheduled by the debtor in his Chapter 7 case is
nondischargeable pursuant to 11 U.S.C. § 523(a)(4) and (a)(6).

Facts

The plaintiff and the debtor were married in 1957.  The
marriage was dissolved on November 13, 1990.  In 1988, while the
parties were still married, the plaintiff and the debtor gave
Norwest a second mortgage in their marital home to secure the
refinancing of a Cabin Cruiser boat.  The original amount of the
loan which was secured by the mortgage was $31,748.50.  The Cabin
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Cruiser was used at all times in Wisconsin and on Lake Michigan.
The Cabin Cruiser has never been registered in Nebraska and has
always been located in Wisconsin.

In the Property Settlement Agreement (the Agreement), which
established the property and alimony rights of the parties under
the Decree of Dissolution (the Decree), the plaintiff received the
marital home, and the debtor received the Cabin Cruiser.  The
parties entered into the following agreement to deal with the Cabin
Cruiser and the underlying mortgage on the marital home:

 [Paragraph 1]  The parties acknowledge
that there is presently existing a second
mortgage on the residence property with
Norwest Bank, No. 8157793411, which represents
funds which were utilized to purchase the
Cabin Cruiser boat heretofore awarded to the
Husband.  The approximate balance on said
mortgage is $27,742.42 and calls for monthly
payments of $ 502.45 with the last payment due
April 1, 1996.  The Husband agrees to make
said payments and indemnify and hold the Wife
harmless from any liability on said payments.

[Paragraph 2]  In order to secure this
obligation, the Husband agrees to obtain a
$25,000 life insurance policy on his life,
naming the petitioner as the beneficiariy
[sic] thereon, and he agrees to keep her the
beneficiary until such time as he has
liquidated the indebtedness to Norwest Bank
underlying the above transaction.

[Paragraph 3]  Within thirty days of the
entry of the Decree of divorce in this action,
he shall furnish satisfactory evidence to the
Wife of the existence of said policy and
agrees to furnish evidence to her at least
once annually of the existence of said policy
until such time as the indebtedness has been
liquidated.  

[Paragraph 4]  In the event of the sale
of the boat, the Wife shall cooperate in
signing any documents of title to effectuate
the sale;  however, in such event, the Husband
shall agree to liquidate any amount remaining
unpaid on the aforesaid mortgage to the
Norwest Bank. 
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The Agreement, Art. III, p. 4 [hereinafter this provision shall be
referred to as Article III].   At the time the parties executed the
Agreement in 1990, the total amount of debt remaining on the first
mortgage on the residence was approximately $500.00.  Since 1990,
the first mortgage has been paid, and Norwest's mortgage on the
residence is currently the only mortgage on the property.
  

The plaintiff and the debtor each employed and had the benefit
of counsel for advice, investigation, and recommendations in the
preparation of the Agreement, and the plaintiff and debtor
acknowledged in the Agreement that all information was fully
disclosed and that they were each advised of their respective
rights under the Agreement.  The Agreement, p. 2. 

On October 4, 1991, almost one year after the marriage was
dissolved, the debtor lost his job at an electric supply company
where he made in excess of $37,000.00 per year and which he held
for over twenty years.  As a result, after October of 1991, the
debtor earned less pay.  During 1993, the debtor worked as a
factory representative of a pottery company.  The debtor testified
that his actual income for 1993 was approximately $7,000.00.
Currently, the debtor is employed as a school bus driver, and earns
approximately $7,000.00 per year.

In October of 1992, the debtor sold the Cabin Cruiser to a
third party.  The debtor did not inform the plaintiff of the sale
of the boat.  Because the debtor's name was the only name listed on
the original Bill of Sale, the plaintiff's signature was not
necessary for an effective sale to a third party.  The debtor
received $14,684.31 from the sale of the Cabin Cruiser.  

When the debtor received the proceeds from the sale of the
boat, the debtor used the proceeds to continue to make installment
payments on the Cabin Cruiser note and to pay other bills.  The
outstanding payoff balance on the loan with Norwest was
approximately 20,726.04 on October 1, 1992.  The debtor continued
to make installment payments of $502.45 on the loan with Norwest
until August or September of 1993.  At that time, the debtor
defaulted on the loan, and the remaining  payoff balance on the
loan was approximately $17,261.39.  

On September 16, 1993, Norwest sent the plaintiff a notice to
cure the delinquency of $1004.90 on the installment payments.
Norwest also gave notice that failure to pay the delinquency in
twenty (20) days would result in Norwest exercising its rights to
foreclose upon the plaintiff's house.   

On September 24, 1993, the plaintiff filed a Motion for Order
to Show Cause in the District Court of Douglas County, Nebraska.
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The Motion and the attached affidavit of the plaintiff alleged that
the debtor should be held in contempt of court for failing to make
the boat payments to Norwest and for failing to pay alimony to the
plaintiff during the months of August and September of 1993.  The
debtor was ordered to appear before a state district judge on
October 27, 1993, but the contempt of court hearing was stayed by
the debtor's petition for relief.  Around the petition date, the
debtor brought current the approximate three months due in alimony
payments.  

The plaintiff's complaint seeks to have the debt due to
Norwest declared nondischargeable under two provisions of the
Bankruptcy Code:  (1)  the debtor's failure to pay the debt to
Norwest violated the Agreement and the Decree, and such violation
constitutes a defalcation while acting in a fiduciary capacity or
in the alternative, the secrecy of the sale and the subsequent
alleged use of the proceeds for the debtor's personal benefit
constitutes fraud, embezzlement and/or larceny under 11 U.S.C. §
523(a)(4);  (2)  the debtor's failure to pay the debt owed to
Norwest and to turnover the sale proceeds from the sale of the boat
to Norwest constituted a conversion of the plaintiff's interest in
the sale proceeds, and such conversion was a willful and malicious
act or omission under 11 U.S.C. § 523(a)(6).    

The debtor objects to the plaintiff's complaint on both
grounds.  The debtor takes the position that the plaintiff failed
to prove that the debt to Norwest should be found nondischargeable
pursuant to 11 U.S.C. § 523(a)(4) and (a)(6).  The debtor also
alleges that the plaintiff's complaint is not based in law and was
filed to harass the debtor, and the debtor seeks attorney fees and
sanctions for that harassment.
  

At the trial, the debtor moved to have the complaint dismissed
after all of the evidence was heard.  The Court took the motion to
dismiss under advisement, along with the complaint.  

Decision

The Court finds in favor of the debtor and against the
plaintiff, but denies the debtor's request for sanctions.

Discussion

It is well settled law in the Eighth Circuit that 
"the statutory exceptions to discharge in bankruptcy are narrowly
construed, and the creditor opposing discharge must prove the debt
falls within an exception to discharge."  Werner v. Hofmann, 5 F.3d
1170 (8th Cir. 1993) (quoting Belfry v. Cardozo (In re Belfry), 862
F.2d 661, 662 (8th Cir. 1988)).  The standard of proof in a
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nondischargeability action pursuant to 11 U.S.C. § 523 is a
preponderance of the evidence.  Grogan v. Garner, 498 U.S. 279,
286-87, 111 S. Ct. 654, 659-60, 112 L. Ed. 2d 755 (1991). 

A.  Section 523(a)(4)

The plaintiff's first argument is that the debtor should be
denied a discharge pursuant to Section 523(a)(4) of the Bankruptcy
Code, which states:

(a)  A discharge under section 727, ... does
not discharge an individual debtor from any
debt --  

(4)  for fraud or defalcation while
acting in a fiduciary capacity, embezzlement,
or larceny; 

11 U.S.C. § 523(a)(4). 

The plaintiff's nondischargeability complaint invokes both
prongs of 11 U.S.C. § 523(a)(4).  First, that the debtor committed
fraud or defalcation while acting in a fiduciary capacity, and
second, that the debtor committed embezzlement or larceny. 

(1)  Fiduciary Duty

Under the plain language of Section 523(a)(4),
nondischargeable debts are only those debts which arise from the
alleged wrongful conduct.  Under Section 523(a)(4), the alleged
wrongful conduct is the failure of the debtor to apply the proceeds
from the sale of the Cabin Cruiser to the Norwest loan.  Therefore,
the maximum amount of the Norwest debt which may be found
nondischargeable under this subsection is the amount of proceeds
that the debtor allegedly converted or $14,684.31.

The leading case in the Eighth Circuit concerning the
commission of fraud or defalcation while acting in a fiduciary
capacity is Barclays American/Business Credit, Inc. v. Long (In re
Long), 774 F.2d 875 (8th Cir. 1985).  In Long, the Eighth Circuit
determined that the term "fiduciary" refers only to the trustee of
an express trust.  774 F.2d at 878.  Under this principle, the
court stated:  "The [Bankruptcy] Code does not reach constructive
trustees, designated as such because of misconduct."  Id.; see also
Werner, 5 F.3d at 1172 (citing the holding of Long for the
proposition that there must be an express trust to find a fiduciary
relationship pursuant to § 523(a)(4), constructive trusts or mere
contractual relationships will not suffice to find a fiduciary
relationship).
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The Agreement between the plaintiff and the debtor did not
create an express trust between the parties and therefore, no
fiduciary relationship was created by Article III.  Without an
express trust, the duty of the debtor to apply the proceeds from
the Cabin Cruiser to the Norwest debt was simply a contractual
obligation.  

The plaintiff alleges that the debtor induced her to sign the
property settlement agreement by representing to her that the
proceeds from the sale of the Cabin Cruiser would be used to payoff
the Norwest loan, and because of this representation, a fiduciary
relationship existed.  The plaintiff's allegation is unsupported by
the Agreement, and the allegation is premised on the argument that
a "constructive trust" is sufficient to establish a fiduciary duty
under Section 523(a)(4).  In Article II, the Agreement expressly
states that the dining room set and china that belonged to the
debtor "shall be held by [the plaintiff] in trust."   The
Agreement, Article II, ¶ 2, p. 3.  If the parties really intended
to create a trust relationship in Article III, the parties could
have inserted express language to that effect as was done in
Article II.  

 Long explicitly held that constructive trusts were not
sufficient to create the requisite "fiduciary capacity" under
Section 523(a)(4).  However, even though constructive trusts are
not sufficient, Judge Minihan has found an exception to the
"express trust" rule in Long and has held that a fiduciary
relationship may exist even in the absence of an express trust if
the relationship of the parties is equal in substance to that of a
fiduciary relationship to an express trust. See Rech v. Burgess (In
re Burgess), 106 B.R. 612, 619-20. (Bankr. D. Neb. 1989).   

State law is the proper source of authority to determine
whether the debtor's relationship to the creditor was the
equivalent of an express trust.  Chui v. Wong, 16 F.3d 306 (8th
Cir. 1994).  In Nebraska, a trust creates a fiduciary relationship
where one person holds a property interest subject to an equitable
obligation to keep or use that interest for the benefit of another.
Karpf v. Karpf, 240 Neb. 302, 481 N.W.2d 891 (Neb. 1992).  No trust
can be created unless there exists some property interest which may
be held by trustee for claimant.  Mere expectancies may not be held
in trust.  Kully v. Goldman, 208 Neb. 760, 305 N.W.2d 800 (Neb.
1981).  In this case, the plaintiff possessed no property interest
in the proceeds or in the Cabin Cruiser and therefore, there was no
"res" to this "trust."

"Security interest" is defined in Nebraska as "an interest in
personal property or fixtures which secures payment or performance
of an obligation."  NEB. REV. STAT. U.C.C. § 1-201(37) (Reissue
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1992).  Under Article III of the Agreement, the plaintiff did not
have a security interest in the Cabin Cruiser to secure payment of
the Norwest debt.  In addition, the debtor did not sign a security
agreement granting the plaintiff a security interest in the Cabin
Cruiser.  See NEB. REV. STAT. U.C.C. § 9-203(1) ("a security interest
is not enforceable against the debtor unless secured party has
possession of collateral or the debtor has signed a security
agreement with a description of the collateral").  Without a valid
security interest and/or security agreement in the Cabin Cruiser,
the plaintiff is precluded from claiming an interest in the
proceeds from the sale of the Cabin Cruiser.  See NEB. REV. STAT.
U.C.C. § 9-203(3) ("Unless otherwise agreed a security agreement
gives the secured party the rights to proceeds provided by section
9-306").  Because the plaintiff did not have an interest in the
property, the debtor's agreement to indemnify the plaintiff for the
liability on the Norwest debt created an expectancy interest in the
plaintiff, but not a fiduciary duty on the debtor.  The plaintiff
has no interest in the property significant enough to cause the
debtor's duty to the plaintiff to be elevated to the status of a
fiduciary of an express trust, as developed by Burgess.  

(2)  Embezzlement and Larceny

   Under the embezzlement or larceny prong of 11 U.S.C. §
523(a)(4), "embezzlement" is defined by the Eighth Circuit to mean:

[T]he fraudulent appropriation of property of
another by a person to whom such property has
been entrusted or into whose hands it has
lawfully come.   

Belfry, 862 F.2d at 662 (quotation omitted);  First Nat'l Bank v.
Phillips (In re Phillips), 882 F.2d 302 (8th Cir. 1989).  If the
debtor "owns" the funds that he is accused of embezzling, an
embezzlement cannot occur.  Phillips, 882 F.2d at 304 (holding that
debtor could not embezzle funds from a creditor whose only interest
in the funds was a security interest).  "The embezzlement exception
requires that the debtor improperly used the creditor's property
before complying with some obligation to the creditor."  Werner, 5
F.3d at 1172 (citing In re Belfry, 862 F.2d at 663).    

In this case, the debtor could not have embezzled funds from
the plaintiff.  Because the plaintiff did not possess a security
interest in the Cabin Cruiser or in the proceeds, the debtor did
not fraudulently appropriate property of the plaintiff since the
plaintiff did not possess any property interest in the proceeds. 
    

In Paragraph 4 of Article III, the promise by the debtor to
liquidate the Norwest loan does not state that the proceeds from
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the sale of the boat must be used to liquidate the Norwest loan,
only that the debtor would liquidate the loan.  Even if the debtor
had applied all of the proceeds from the sale of the boat to the
underlying Norwest debt, he still would be in breach of Paragraph
4 of Article III because the proceeds would not have satisfied the
debt, and he could not liquidate the loan because he had no source
of money with which to do so.  

Larceny is defined as "the fraudulent and wrongful taking and
carrying away of the property of another with intent to convert
such property to the taker's use without the consent of the owner."
Burgess), 106 B.R. at 622 (citations omitted), cited with approval
by Werner, 5 F.3d at 1172.  The distinction between larceny and
embezzlement is that the embezzler has a lawful right to possess
the other party's property, but fraudulently misappropriates the
property, while the larcenist has no lawful right to the other
party's property in the first place.  Burgess, 106 B.R. at 622.

The debtor did not commit larceny in this case because the
debtor's possession of the proceeds was lawful.  The plaintiff did
not possess any property interest in the Cabin Cruiser or in the
proceeds from the sale of the Cabin Cruiser so the debtor could not
possibly have had an intention to "convert" the property of the
plaintiff.  The debtor had full legal right and title to the
proceeds from the sale of the Cabin Cruiser.  

   
B.  Section 523(a)(6)

The plaintiff's second argument is that the debtor should be
denied a discharge of the debt to Norwest because the debtor has
willfully and maliciously injured the debtor under Section
523(a)(6) of the Bankruptcy Code, which states:

(a)  A discharge under section 727, ... of
this title does not discharge an individual
debtor from any debt -- 

(6)  for willful and malicious injury by
the debtor to another entity to the property
of another entity;

11 U.S.C. § 523(a)(6).

The plaintiff has, as under Section 523(a)(4), argued that the
Norwest loan should be found to be nondischargeable under Section
523(a)(6).  The Norwest loan did not result from "malicious" or
"willful" conduct.  However, the failure of the debtor to indemnify
the plaintiff from the Norwest debt is the actual cause of the
plaintiff's injury and, therefore, the debtor's action or failure
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to act on the indemnification obligation must be analyzed under
Section 523(a)(6).   

The Eighth Circuit established the proper standard to apply a
nondischargeability complaint pursuant to 11 U.S.C. § 523(a)(6) in
Long:

[W]e believe nondischargeability turns on
whether the conduct is (1)  headstrong and
knowing ("willful") and, (2) targeted at the
creditor ("malicious"), at least in the sense
that the conduct is certain or almost certain
to cause financial harm.    

774 F.2d at 881.  Circumstantial evidence may be used to show the
debtor acted with malice, but the level of culpability for malice
goes beyond recklessness, beyond a showing of mere knowledge that
legal rights are being violated, and includes a showing that
"aggravated circumstances" exist.  Id. at 881.   Otherwise, the
term "malice" is not distinguishable from the term "willful."
Johnson v. Miera (In re Miera), 926 F.2d 741, 743-44 (8th Cir.
1991) (following the holding of Long for the definitions of
"malicious" and "willful").  Even though the holding of Long was
originally applied to a case where the creditor was secured, the
definition of Long has since been applied to unsecured creditors.
See, e.g., Miera, 926 F.2d at 745 (holding compensatory and
punitive damages awarded in state court for malicious and willful
conduct were nondischargeable).  

The debtor's conduct in this case was neither "malicious" nor
"willful".  At the time the debtor sold the Cabin Cruiser, it
appears that the debtor intended to repay the debt to Norwest if he
could.  The debtor actually continued to make the monthly payments
on the obligation for about nine months after the boat was sold. 

After the debtor lost his job with the electrical supply
company, the debtor's income was below the poverty level.  The
debtor testified that he sold the boat to pay several bills,
including the installment payments on the Norwest loan.  There is
no evidence that at the time the debtor sold the boat and used the
proceeds to pay his own bills that he intended to injure the
plaintiff.  The debtor testified that he was looking for a new job
during this period, and his conduct suggests that he used the
proceeds to pay bills in the anticipation that he would eventually
find new employment with a higher income than what he was earning
after he lost his job at the electric supply company.  It appears
that his belief in his ability to obtain employment comparable to
his original job was reasonable.  It also seems reasonable for him
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to think he would eventually be financially able to pay all of his
debts, including the Norwest obligation.
 

At the time the debtor did default on the loan to Norwest, all
of his income and resources were exhausted.  The debtor stopped
paying the loan to Norwest because he ran out of money, not because
he intended to injure the plaintiff.  The debtor's bankruptcy
schedules list several creditors.  The evidence of the debtor's
conduct in attempting to repay the Norwest loan even after the sale
of the boat convinces this Court that the debtor did not intend to
injure the plaintiff, but rather, he attempted to pay his bills as
they came due, which caused him to assume new debt, until the
bubble of credit that he was accumulating burst.   As a practical
matter, the mere failure to pay creditors does not constitute
"willful" or "malicious" conduct in bankruptcy.

The plaintiff has asked the Court to apply the facts of
Grynevich v. Grynevich (In re Grynevich), 172 B.R. 888 (Bankr. N.D.
Ill. 1994), to the facts in this case.  In that case, an Illinois
bankruptcy court found a debt nondischargeable pursuant to 11
U.S.C. § 523(a)(6) that arose after the debtor breached the
marriage settlement agreement by failing to pay the mortgage on the
house awarded to his ex-spouse.  The court yielded to a prior state
court decision that found that the debtor "willfully" failed to
make the court ordered payments on the mortgage.  In addition the
court found that the debtor had other funds available to make
payments.  Finally, the court found that the debtor converted his
ex-spouse's property.  

Grynevich is distinguishable from this case.  The bankruptcy
court in Grynevich is in the Seventh Circuit.  That circuit has
different definitions of "willful" and "malicious" from the Eighth
Circuit.  See Id. at 892.  For example, in Grynevich, "malice" was
defined liberally to include constructive or implied malice and to
encompass conduct of the debtor in which he has "knowledge" that
his actions will harm the creditor's interest in the property. Id.
The Eighth Circuit's definition in Long is much more restrictive.

In addition, Grynevich is distinguishable on the facts.  The
act of selling the Cabin Cruiser did not extinguish any interest
that the plaintiff had in the boat, and while the default on the
Norwest loan did cause the plaintiff to lose equity in her home,
the default did not alter the relationship established in the
Agreement, which was essentially that she was jointly liable for
this debt, but for the debtor's promise to indemnify her for her
liability.

There was no evidence in this case that the debtor's conduct
in this case was "willful" or "malicious" as those terms are used
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by the Eighth Circuit Court of Appeals.  The debtor did not retain
the proceeds to cause an injury to the plaintiff, and the debtor
did not believe that any injury would result in this case as long
as he kept making the installment payments.  

The plaintiff has failed to show that the debtor's conduct was
"willful" or "malicious" in this case.  Therefore, the debtor's
scheduled debt to Norwest is not nondischargeable pursuant to 11
U.S.C. § 523(a)(6).      

Conclusion

The debtor's obligation to Norwest and the debtor's 
"hold harmless" and indemnification obligation to the plaintiff are
dischargeable in this case.

Separate journal entry to be filed.

DATED: February 24, 1995

BY THE COURT:

/s/ Timothy J. Mahoney   
Timothy J. Mahoney
Chief Judge

Copies faxed by the Court to:
QUINN, CASEY 444-1616 
KUHN, BRENT 397-1201

Copies mailed by the Court to:
United States Trustee

Movant (*) is responsible for giving notice of this journal entry to all other parties (that are not listed
above) if required by rule or statute.



UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF NEBRASKA

IN THE MATTER OF )
)

CONRAD K. SCHLAGENHAUFF, ) CASE NO. BK93-81754
)           A94-8010

               DEBTOR(S)      )
) CH.  7
) Filing No.  

               Plaintiff(s) )
vs. ) JOURNAL ENTRY

)
)
) DATE:  February 24, 1995

               Defendant(s)   ) HEARING DATE:  December
13, 1994

Before a United States Bankruptcy Judge for the District of
Nebraska regarding Adversary Complaint

APPEARANCES

Casey Quinn, Attorney for debtor
Brent M. Kuhn, Attorney for plaintiff

IT IS ORDERED:

Judgment is entered in favor of defendant and against
plaintiff.  The debts in question are dischargeable.  No sanctions
are assessed.  See memorandum this date.

BY THE COURT:

/s/ Timothy J. Mahoney   
Timothy J. Mahoney
Chief Judge
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KUHN, BRENT 397-1201

Copies mailed by the Court to:
United States Trustee

Movant (*) is responsible for giving notice of this journal entry to all other parties (that are  not listed
above) if required by rule or statute.


