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IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF ILLINOIS
EASTERN DIVISION

JERZY ADAS and ADAS
CONSTRUCTION INC

Debtor-Appellants, No. 13C 2517
V. Hon. Virginia M. Kendall
ZENON RUTKOWSK]I

Plaintiff-Appellee.

N N N N N N N N N N N

MEMORANDUM OPINION AND ORDER

DebtorAppellans Jerzy Adas anéddas Construction Inc. appeal to this Court, which has
jurisdiction to hear th@ppeal pursuant to 28 U.S.C188(a)(1), from a decision of the United
States Bankruptcy Court holding thAdas’s debt to Zenon Rutkowskarising from their
construction partnershig nondischargeable in bankruptcy undiérU.S.C.8 523(a)(4)oecause
Adas owed Rutkowska fiduciary duty Seeln re Adas 488 B.R. 358 (Bankr. N.D. Ill. 2013)
Bankruptcy plaintiff and appellalRutkowskifiled a crossappealarguing thatthe bankruptcy
court erred in finding that no express trust existed between Adas and Rutkowsikdeclining
to award Rutkowski damages-or the reasons stated below, trenkruptcy court’s decision is
affirmedin part, reversed in part, and remandegart

FACTUAL AND PROCEDURAL BACKGROUND

The Court adopts the relevant facts as set forth by the bankruptcy &@eeted. R.

Bankr. P. 8013 (“Findings of fact, whether based on oral or documentary evidence, shall not be
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set aside unless clearly erroneous.”). The facts summarized below were discussed in depth
by the bankruptcy court and are not disputed by the pasidas 488 B.R. at 362—70.

Adas left Poland in 199®&ith several years of construction experience under his belt.
1995, he and a partner founded A&L Construction, a business focused on remodeling, painting,
and constructingdditions to buildings and homegle became the sole owner of the business in
1997 and changed the name to Adas Constructiori998, Adas expanded into home building
when he constructed his own house in Glenview, lllinois. He built two more housesehet
2000 and 2003.

Adas and Rutkowski met in 2003 or 2004 at the school their children attefthey.
became close social friends, spending holidays and vacations together. Rutkowalsionsas
immigrant from Poland and held jobs in the United Statesa asecurity guard, a machine
operatoy and a tool and die designer. Rutkowski had no background in construktias.and
Rutkowski began discussing real estate investment in 2005. Although Rutkowski had no
experience in construction or real estated@$rom selling hisswn condominium and buying a
house), he dithavemoney available to investRutkowski testified before the bankruptcy court
that:

What | recall, for example, is that ijAdas’s] house—and the
neighbor was actually building a house. He [Adas] took me over.
There was onk+basically a—you know, the foundation was only
there.

He [Adas] explain to me everything, what's about, where supposed
to—you know, what kind-what kind of wall supposed to go,
where would be the brick laid out, and what's, you know, the
excavation and so abeuso he knew the, you know, construction

of the houses very well. | was actually surprised at that time that
he knew it that well, and | was really reassure



Adas was looking to begin construction on two more howagemround that time and was
considering potential locations Lake Bluff, lllinois. Adas did some independent research and
took Rutkowski to viewsone properties on two occasions; Rutkowskil Im@ver heard of Lake
Bluff before these trips.

Adas eventually settled on two properties, one on Plaister Street that headlydadught
with an individual named Andrzejuk, and another on Safford Place. Adas pitched the Safford
property to Rutkowskasa potential site for an investment housgting thattiwould be a good
deal at any price below $300,000. They purchased the property on August 26, 2005 for
$280,000. Their plan was to tear down the house that was currently located on the property and
build a new one. Adas would do all the building and construction without charging a general
contractor fee, as well as contributalf of the $50,000 required for the down payent
Rutkowski would pay whatever was needed for construction, whichskemed wodl be
approximately $150,000. They would then split whatever profit they made once the house was
sold, whichAdas expected tde between $100,000 and $150,000total Both Adas and
Rutkowski were listed as buyers on the contract, letauseAdas “had a lot of debt,”
Rutkowskiwas listed as the sole owner of the house and would be responsible for the mortgage
Adas negotiated the purchase price for the @@l arranged for the mgage from Fifth Third
Bank

Adas believed he and Rutkowski were partners. They shook hands on the deal, but no
written partnership agreement was signefldas then began construction on the house on
Safford Street, and at the same time began construction on his other projedsian Bteeet.
Rutkowski knew Adas was running both projects at the same thdas and Rutkowski soon

realized they would need more money for construction, so Adas set up a meeting with a



mortgage broker, Paul Darski, with whom Adas had wodkedther projectsDarski estimated
that construction would cost $400,000 and take one year, and that Adas and Rutkowski
also need $224,000 to pay off the mortgage with Fifth TBadk Darski eventually helped
them obtain a $440,50@onstructionloan from Delaware Place Bank, which cldsen
November 10, 2006. Adas did not explain the $440,500 figure to Rutkowski, and Darski was not
called to testify in the bankruptcy courtigal.

According to Adas,ltesize of construction loawasmeant to covethe cost of thework
Adas said he hadlready done on the Safford house. In conjunction with obtaining the loan, he
submitted a “Sworn Statement for Contractor and Subcontrac@wner & Chicago Title” (the
“Sworn Statement”)stating that $440,500 had been furnished donstruction. The Svorn
Statement alsdemizedthose expenses. The notary public who signed the Sworn Statement was
Darski, Adas’s mortgage broker. At trial, Adas admitted that many of the amouhts Sworn

Statement were inflated or exaggerated:

Type of Work Cost onSworn Statement Actual Cost
Demolition $36,000 $4,400
Waste Removal $24,000 $9,500
Carpentry $99,000 Per his trial testimony, Adas

“did not” pay anyone
individually or in total this
amount for carpentry

Excavation $38,000 $8,000

Foundation $79,000 $30,000 or $34,000

Lumber $48,000 Per Adas’s trial testimony,
“Not close” to this amount

Roofing $36,000 $7,000

Windows $55,000 $21,300 or $21,400

Plans $10,000 $6,000

ExcludingCarpentry and Lumbgbecause Adadid not testify as to definitive figures for these

types of work) Adas estimated themount he spent on constructiatr$278,000while the atual



cost was closer to $9@MGB—a differenceof $187,700 The $440,500 construction loan was in
Rutkowski’s nare.

Adas agreed that the money from this loan and the money provided by Rutkowsi would
be used exclusively for the Safford house, and not on his other projects or his persongemortga
and expensedetestified:

Q: You told [Rutkowski], didn’t you, that you would use that
money just for the construction of Safford; istiiat right?

A: Yes.

Q: That you wouldrt take anycontractor’s fee?

A: Yes.

Q: You wouldn’t use it for your family expenses?

A: Yes.

Q: You wouldn’t use it to pay your home mortgage?

A: Yes.

Q: And was the same true with the money tlRaitkoswki]
was investing?

A: Yes.

Q: So every penny you received was to be used for the
construction of Safford and nothing else?

A: Yes.

Rutkowski wouldnot have gone ahead with the constructloan if he knew Adas would use
those funds for anything other than the Safford house.

After the loan was initially approvedi\das continued submitting inflated amounts on
subsequent Sworn Statements to draw on it. Rutkowski would not have signedcaay/tie
closing of the $440,500 mortgage if he knew Adas was submitting inflated estirtregtesad, he
would have sought advice from someone else, or hired an attorney. Rutkowski did not hire an

attorney because Darski told him doing so would be a waste of money.



The Delaware Place Bank loan officer, Sharon Liska, would not have approved the draws
on the loan if she knew Adas was submitting inflated requests. Although Liska ot péatty
hired by Delaware Place Bank would occasignaisit the Safford house to determine that the
work described in the Sworn Statements was actually being compietedctual cosof that
work could not be verified This is because Adas “funnel[ed]” everything through his company
andtold Liska that e did not hireany contractorsOnly one disbursement request was rejected.
Rutkowski’'s signature on Sworn Statements submitted to the Delaware B2laketo
draw $256,500 was forged. James Hayes, a forensic document examiner, téstifiethat the
signature on those Sworn Statements did not belong to Rutkowski. But he did not conclude that
Adas or Darski was the forgerThe first time Rutkowski saw the Sworn Statements Adas
submitted was when hiattorney produced them for him, althougutkowski did receive
monthly accounstatements frordelaware Place Bank.
Adas completed the Safford house in April of 2008, and an appraisal on April 1, 2008
valued the house at $950,008\ certificate of occupancy was issued severahthe later, in
June 2008. However, at the outsktheir agreemeniAdas told Rutkowski that the house Wabu
only take one year to build. As such, Rutkowski grew concerned when Adas did not finish
construction by the end of 2007. Between the end of 2007 and August 2008y&kiithsked
Adas for an accounting of the amount of money he received to build the house five tidass. A
eventually produced a signed statement acknowileglgthat he received $603,200, and an
accompanyindive-page handwritten document tlzatuld only acount for between $454,767.90
and $457,767.90 in actual costs krildingthe Safford house. This is a differencebefween
$145,432.10 and $148,432.10. Adas “said nothing” when Rutkowski asked him where that

money went. Rutkowski then ask&dasfor a professional accounting but never received one.



A professional accounting would be difficult because Adas commingled his peradnal a
business fundsFor example Adasdeposited a check for $128,905.92 from his business partner
on the Plaistehouse into his personal accoumt addition, on April 18, 2006, Rutkowski wrote
a check to Adas for $16,008at Adas deposited it into his personal account. Aalae paid
himself $188,640.36 and $106,330 from his business accounts in NovemberRH€08,adter
the construction loan frorthe Delaware Place Bank for the Safford house was funded.
continued writing checks to himself from his business accounts tdopgersonal expenses,
such asis wife’s attorney for her personal bankrupteyenthough his “business was beginning
to fade.”

A formal accounting would also be difficult because Adas’s record keepingregslar
and inconsistent. Adas@eneral practice was to write the name of the project the check was for
on the face of the clok. If he wrote the names of both Plaister and Safford, the cost was allotted
between the projects. However, Adas altered the checks he produced for disemragyof the
checks that listed both projects on the copy submitted to the bank hadlieeedto cross out
“Plaister.” He did this on four checks totaling $29,130.Z8or his employees’ records, Adas
kept trackof their hours and whether they had been paid, but made no withholdings for federal
income tax, state income tax, Social Security, odigere. He did not pay overtimeAdas’s
practice regarding expenses was similar to his practice with checks: he wdel®afford or
the name of another jain the back of receipts from stores like Home Depot. Although Adas
still has the original regets, he only produced copies of the fromkdas claims the receipts
produced reflect purchases for the Safford house, but the location of the stores oeciipte
were frequently far from #t sitebut close to his other projects, and the date and tften

listed days when Adas and his employees were working on the other projects.



Adas and Rutkowski attempted to sell the house through Alicia Anderson, atetal es
agent with Coldwell Bankn August of 2008. (Dkt. No.-22 at p. 45.) AlthougtRutkowski
considered himself the sole owrddrthe house at that point, he toutbd house with Adagvho
had at some point changed the locks on the house) and Anderson to aid in their discussions
regarding the price they should seekd. &t pp. 4647.) Although Anderson suggested listing
the property at a lower price, Adas disagreed and the Safford house vebat|B888,000. (Dkt.

No. 923 at pp. 910.) Rutkowski eventually ended the listing agreement with Anderson and
attempted to sell the housa his own but ultimately failed.Id. at pp. 2425) Thehouse was
ultimately foreclosed on the home and obtained a deficiency judgment against Rutkomski
$142,000 (Dkt. No. 922 at p. 48.) Adas’s business also failed and he filed for bankrimptcy
2009. (Dkt. No. 9-18 at pp. 15-)6Rutkowski filed this adversary proceedirgggarding Adas’s

debt to him and a trialvas held orthat issuéeginning on November 8, 2011. (Dkt. No18-at

p. 2.) The bankruptcy court ruled on the nondischargeability issue on March 7, 2013, and Adas
filed the present appeal with this Court on April 4, 2013.

STANDARD OF REVIEW

This Court has jurisdiction to review final bankruptcy court decisions. 28 U.S.C.
§8158(a)(1); Fed. R. Bankr. P. 8001 and 8002. On appei#tract court reviews a bankruptcy
court’s factual findings for clear error, and its legal conclusgmsovo See Meyer v. Rigdon
36 F.3d 1375, 1378 (7th Cir. 1994)1 re Mayer 173 B.R. 373, 377 (N.D.Ill. 1994)If the
bankruptcycourt correctly states the lawits' determination of whether the facts met the legal
standard will be disturbed only if it is clearly erroneouB”re Berman 629 F.3d 761, 766 (7th

Cir. 2011) (citingPinkston v. Madry440 F.3d 879, 888 (7th Cir. 2006



DISCUSSION

Nondischargeability under 11 U.S.C. § 523(a)(4)
A. Standard

Under 11 U.S.C. § 523(a)(4), “(a) A discharge under section 727, 1141, 1228(a), 1228(b),
or 1328(b) of this title does not discharge an individual debtor from any-debt(4) for fraud
or defalcation while acting in a fiduciary capacity, embezzlement, or larcery In order for a
debt to be nondischargeable under any of the subsections of 11 US2E&..tBe creditor bears
the burden of proving the applicability of one of the statutory provisions by a pespocd of
the evidence.Grogan v. Garner498 U.S. 279 (1991 Matter of Berg 110 F.3d 462 (7th Cir.
1997). “[E]xceptions to discharge of a debt are construed strictly agatnstitor andiberally
in the debtor’sdvor,” Kolodziej v. Reinedin re Reine} 142 F.3d 970, 97Z3 (7th Cir. 1998),
particularly under 8§ 523(a)(4)n re Berman 629 F.3d at 767 (citinBavis v. Aetna Acceptance
Co, 293 U.S. 328, 333 (1934) To establismondischargeabilitynder 8 523(a)(4)a creditor
must show(1) thatan express trust or fiduciary relationship existed between the debtor and
creditor,and (2) that the debt was caused by fraud or defalcaBeer.Berman629 F.3dat 766;
In re Wish 472 B.R. 763, 783 (Bankr. N.D. Ill. 2012).

B. Express Trust
Although federal law defines a “fiduciary,” state law takes on added rtamm® in
determining whther a specific case involves an “express trush.re Marchiandg 142 B.R.
246, 249 (N.D. Ill. 1992)citing Davis v. Aéna Acceptance Cp293 U.S. 328, 334 (1934))
Underlllinois law, an express trust exists where there is:
(1) intent to create &ust;

(2) definite subject matter or trust property;
(3) ascertainable beneficiaries;



(4) atrustee;
(5) specificdions of a trust purpose; and
(6) delivery of trust property tthe trustee.
If any of the necessary elements of a trust are not described with
certainty, no trust is create@xpress or technical trusts are formed
by positiveacts of both parties, typically manifested in writinga
deed, will, or other sucagreement.
In re Boricich 2011 WL 2600692, *4 (Bankr. N.D. lll. June 29, 2011) (citations omitted).
Although typicaly articulated in a written instrument, the lllinois Supreme Court has hela that
writing is not necessary to find an express trust exidisis character of trust arises from the
direct andpositive action of the partiesThose actions may be evidenced by written instrument,
words expressed, or both Schaack v. Reite23 N.E.2d 714, 716 (lll. 1939e¢mphasis added)
Verbaere v. Cmty. Bank of Homewdéldssmooy 498 N.E.2d 843, 848 (lll. App. Ct. 1986);
Price v.State 398 N.E.2d 365, 370 (lll. App. Ct. 197%9amuel v. N. Trust Ca340 N.E.2d162,
166 (lll. App. Ct. 1975) An essential eleent in the ceation of an express trust is the parties’
intent, which must be proven by “circumstanftésit] clearly evidence[&n intention to create a
trust.” Schaack23 N.E.2dat716;Verbaere 498 N.E.2dat 848.

The lllinois Supreme Court’s analysis Mattesonv. Kellogg 15 Ill. 547 (1854)is
instructive’ In Matteson Sylvester Blish gave George Wright00 to buy land in Vernon,
Connecticut.Id. Blish explained to Wright that the money belongedta the land was being
purchased for, Aaron Kellogg, Hubbard Kellogg, and Ralph Taltdtiat 548. Wrightauthored

a record upon receiving the money: “Received of Sylvester Blish, four hundred dotlane

purpose of procuring a quarter section of timber land for Aaron Kellogg and his friends, in

! “Even though appellate court decisions issued before 1935 have no bindingtgutv® view these decisions as
persuasive.”’N. Shore Cmty. Bank & Trust Co. v. Kolld10 N.E.2d 106, 110 (lll. App. Ct. 1999) (citiBgyson v.
News Am. Publ'ndnc., 672N.E.2d 1207, 1217 (lll. 1996)%ee alscChi. Title & Trust Co. v. Van¢é&29 N.E.2d
1134, 1138 (lll. App. Ct. 1988) (“[lllinois] appellate [court] decisionsevaot of binding authority until the Courts
Act was amended in 1935.").

10



Vernon, Connecticut state.H. G. WRIGHT. MONMOUTH, 19th May, 1836.” Id. Wright
never bought the landld. On March 22,1842 he filed for bankruptcyand his debtsvere
discharged.ld. at 547. He diedhtestatea few months laterld. The Mattesoncourt considered
whether theb400 debWright owed to the Kelloggs (Talcott had since died) could be discharged
in bankruptcy, or whetheit was nondischargeable becauseaitosefrom defalcation by a
fiduciary. Id. at 54849. The court held that giving/right the money with express instructions
for its use createdtaust and a fiduciary duty:

The money was here placed in Wright's hands for a particular
purposewith no authority to him to use it in his general business,
or appropriate it any way different from the trust which he
assumed when he received the mondy continued to be the
principal’s money in Wright's hands as much as it was in Blish’'s
hands, or even in their own; anding it in any way different from

his instructions and his agreement was a breach of the trust which
he had assumed

Id. at 549 (emphasis added).then went on to state the rule that:

[W] here one receives the money or property of another as agent
bailee,the title to which is to remain in the principa@nd which is

to be paid over or delivered to himr, to be used in a particular
way, or for a specific purpose, for his use, that then the money or
property is received or held in a fiduciary capacity or as trustee
In such a case a special trust and confidence @seepbeyond that

of mere credit, and it was against the violation of such confidence
that congress designed to provide by the exception [that debts
created in consequence of defalcatinourred while the debtor
was acting as a trustee or in a fiduciary capacity are
nondischargeable].

Id. (emphasis added).
Here, Rutkowski obtained the construction loan and delivered his own funds to Adas “to
be used for the construction of Safford and nothingelsere Adas 488 B.R. 364, 366. Adas

and Rutkowski then shook hands on the dé&l Rutkowski would not have gone through with

11



the deal or given any money to Adas if he knew Adas would use that money for anything other
than building the Safford houséd. at 367. Rutkavski then provided the funds to Adastwas

still liable for the construction loan because it was issued Ruldowski’'sname using his own
credit. (SeeDkt. Nos. 9-21 at p. 6 9-22 at p. 7§ Although there was no wimng, a written
instrument is not required to find an express trust under lllinois law; words andh@vidé
intent are enough. That Adas stood to benefit from the sale of the Safforddioesseot alter

the status of the funds Rutkowski placed in Adas’s trust for the sole purpose of campletin
construction because Adas’s interests were not perfectedthatticonstruction was complete
The Courtthereforefinds thatthis arrangement created an express trust between Adas and
Rutkowski because there was intent to create a trust, a definite subject matter (the Saffo
house), ascertainable beneficiaries (Rutkowska trustee (Adas), specifications of a trust
purpose (building the Safford house), and delivery of the trust property t® Aéiay debts
arising from Adas’s defalcation of these funds is not dischargeable in bankpypsuant 11
U.S.C. § 523(a)(4).

Adas argues in the alternative that no express trust was created under the federal
standard.Under federal law, “Express trusts require an explicit declaration df @auslearly
defined trustes and an intent to create a trustri re Monrog 304 B.R. 349, 358 (Bankr. N.D.

lIl. 2004) (citingIn re Janikowski60 B.R. 784, 789 (Bankr. N.D. lll. 1986))he “hallmarks”
of a trust include “segregation of funds, management by financial intermediariescgphition
that the entity in control of the assets has at most ‘bare’ legal title to’tHeme Adas 488 B.R.
at 372 (quotindn re McGee 353 F.3d 537, 54@11 (7th Cir.2003). In McGee the debtor was
a landlord who misappropriated a tenant’s security deposit in violation of Chicagaipélni

Code § 512-080(a). In re McGee 353 F.3d at 540.The McGeecourt held that the Code’s

12



requirements thathe money must be deposited in an insured account in a financial institution,”
“the funds remain the tenant’s property while on deposit,” and “every tenaptsitenust not
be commingled with other assets” created a “tliust’ relationship between landlord and tenant.
Id. As such, the tenant’s misappropriated security deposit was not a dischargeable deht under
U.S.C. 8§ 523(a)(4). In so holding, Judge Easterbrook noted that:

A plutocrat who puts an investment account of $500,000 at the

disposal of a recent higéchool graduate for the latter’s

discretionary financial management may be acting foolishly but

has created a fiduciary relation (even if not a formal truatyd if

the manager decides to ‘invest’ the account in No. 28 on a roulette

wheel then § 523(a)(4) will prevent discharge of the debt.
Id. at 541(emphasis added)

A trust existed between Adas and Rutkowski under the federal stan&artkowski
segregated his funds and provided them to Adas, Adas became the financial intgrmitiliar
discretion on how to use the funds to build the Safford house, and Adas had only “bare” legal
title to the funds because the constructmem was in Rutkowski’'s name. Like the plcrtat in
the McGeecourt’s examplewhenRutkowski proviegdfunds to Adas for use in constructing the
Safford house, thdebts incurred by Adas when he chose to commingle the funds and use them

for other purposes are not dischargeable under § 523(&¢ )d.

C. Fiduciary Duty

Rutkowski argues that the bankruptcy court correctly found a fiduciary relationship
betveen him and Adas.Adas argues the bankruptcy cowds incorrect because Adas and
Rutkowski were equal partners and that Adas did not have a position of power or ascendancy

over Rutkowski.

13



Whether afiduciary relationship exists for the purpose of analyzing 8 523(a)(4) is a
matter of federal law.In re Berman 629 F.3dat 767. The fiduciary relationshigxception to
nondischargeabilitys “strict and narrow,’and the debtor must have been a trustee or fiduciary
before the wrong giving rise to the debt occurr@avis 293 U.S. aB33 Nondischargeability
resulting from a fiduciary relationship can arise when there is a difieren&nowledge or
power among partners such that one has a position of ascendency over theisttiacapable
of monitoring the other’s performancelh re Marchiando 13 F.3d 1111, 1116 (7th Cir. 1994).

In such situations, the “law does not treat thetigaas a relation at arm’s length between
equals.” Id.

In Catrambone v. Adam#98 B.R. 839 (N.D. Ill. 2013), theourt analyzed whether
Carambone owed a fiduciary duty to Adams, his 50/50 business partGeean Lakes Building
Materials, Inc. (“GLBWV”), a businesghat ®ld and distributeduilding materials. Adams v.
Catrambone 2010 WL 3893800, at *1 (N.D. lll. Sept. 30, 201@ndings of fact from the
damages phase of a prior action between the parties on the same fiduciary dugyisgsge
before Catrambone filed for bankrupjcyWhile running GLBM, Catrambone engaged in insider
dealing anddiversion of money Id. Catrambone also wrongfully terminated Adaass an
officer, shareholder, and employee of GLBMd. The 2013Catrambonecourt found that
Catrambone had a fiduciary duty to Adams for the purposes of assassitigchargeability
under 8 523(a)(4) because Catrambone had “sole” access to the computer containing the
financial information gave him a position of ascendency cAdams 498 B.R. at 848.
Specifically, Adams “could not even access basic information aboutt@dgy business
activities—much less financial recordsat [GLBM because he] was responsible for sales while

Catrambone retainedsole access'to the computer #h financial information about the

14



business.”ld. Thus,Adams was in a less powerful positiold. The court’s reasoning places a

strong emphasis on Catrambone’s position of power as it pertasnadealinchis defalcation:
Only Catrambone had acesego the computer where critical
information about [GLBM] was maintained. Although the
partnership wasnominally equgl Adams’s limited access to
information  rendered him  “incapable of monitoring
[Catrambone’s] performance of his undertaking[s].” This
inequality in knowledge and power placed Catrambone in a
position of “ascendancy” and imposed a corresponding fiduciary
obligation to Adams.

Id. at 849 (quotingvarchiandq 13 F.3d at 1116emphasis added)

Like Adamsin Catrambone Rutkowski had'no access” to thdéinancial records thate
would need to be analyze determine if Adas was keeping up with his end of the bargain and
only spending Rutkowski’'s money on the Safford hous&here is also evidence that
Rutkowski’'s signature was forged so Adeoutl draw on the construction loaand that Adas
falsified information in the Sworn Statements to have the draws appraveahing that
Rutkowski effectively had nocontrol over the construction loan that existed in his own name.
Rutkowski did see mdhly statements from First Delaware regarding the construction loan
(including that it was being drawn on), meither henor First Delaware Ban&ould verifyhow
that money was being used because Adas ikepmpleterecords largelyin the form of store
receipts and did not disclose these receipsome of which he altered before productieio
Rutkowski until the commeaement of the present lawsuit.

Even if Rutkowski could have reviewed the receipts and Addb&r records, he did not
possess the knowledge about construction that would have allowed him to engage in any

meaningful auditing.This imbalance of powealsocontinuedwhenconstruction on the Safford

house was complete because Adas still retainadynexclusive knowledge of how money was

15



spent on the projeeteven after he reportenis expenditures to Rutkowski, he was unable to
account forthe difference in the amount he borrowed and the amount he spent, a total of more
than $145,000. Although Rwuwski eventuallytried to sell the house on his own after the
construction was complete, loaly did so after attempting to sell Aidas’s help Rutkowski
ultimately failed to sell the house at all before the bank foreclosed on it. Baskéserfdcts,
the Court finds that Adas had a position of ascendancy over Rutkowski, and that he therefore
owed Rutkowski a fiduciary duty that prohibits the discharge of this debt under 8 523(a)(4).

Adas argues thdh re Shaf 464 B.R. 792 (Bankr. N.D. Ill. 2012) requires the opposite
conclusion. InShaf a real estate developer accepted a large deposit foust@m homdouyer
even though the developer knew zoning restrictions would significantly delayusditst on
that home. Id. at 79496. The buyer sued the developer when he realized that the developer
withheld information regarding the delay, and the parties settled the lawsuit for $10@080.
796. The developer never paid the full amount and subsequently filed for bankright@y.
795-96. Without citingto any cases, th8hafcourt held that thelevelopemwas notthe buyer’s
fiduciary. 1d. at 797. Adas urges that the developer had knowledge that was similarly superior
to the buyer'sas Adas’s was to Rutkowski’s, and that a fiduciaryydstsimilarly absent from
the present case. The Court is not persuaded by this argument because the developer and the
buyer inShafhad a buyeseller relationship rather than the partnership Adas concedes he had
with Rutkowski. InShaf the buyer wanted to live in the home and the developer wanted to sell
to the buyer; Adas and Rutkowski wanted to build a house and sell it for a f2eftin re
Berman 629 F.3d at 771 (7th Cir. 2011) (“[A]n ordinary.buyerseller relationship, without

more, is not a fiduciary relationship under section 523(a)(4).”).
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Adas also argues th&hapman v. Forsytrd3 U.S. (2 How.) 202 (1844gqures this

Court to find that no fiduciary relationship existed between Adas and Rutkowski ésoabhsa
finding would be theexception that swallows the rulén Chapmanthe Courtanalyzed whether
a “factor, who retains the money of his principal, is a fiduciary debtiat.’at 208. The factor
thereinshipped and sold 150 bales of cotton and failed to remit the procedu® shle tdts
principal. Id. at 202. The factathenfiled for bankruptcy and the debt he owed to his principal
was dischargedld. The Court held that the factor did not owe a fiduciary duty to his principal,
and the debt was therefore dischargeakbdeat 208. However, key to the analysisGhapman
is how the factowprincipal relationship existed in 1844 he lllinois Supreme Qgt elaborated
on that point in 1854n Matteson

The reason assigned ffthe ChapmanCourt’'s decisionthat a

factor is not a fiduciary debtoi$ that, according to the course and

usage of the trade, the factor is permitted to ciney principal’s]

morey into account and mingle it with his own money, whereby it

ceases to be the money of the principal and becomes the money of

the factor, who becomes debtor to the principal to that amadtint.

there be an implied agreement between the principal anddtoe fa

that the latter may take and use the money in his business till called

for, by being thus carried into general account it becomes an

ordinary debt, the same as money loaned subject to call.
15 Ill. at 549. In other words, the factor’s jtdxit description allows the factor to commingle
funds and use the principal’'s money as his own until the principal asks for it back. This is a
typical loan situation and not subject to a fiduciary duty by the factor. MEtEsoncourt went
on to hold that where, as here, the individual receiving the money is not a “factor” and is
expressly prohibited from using the principal’s money as his tva,a fiduciary relationship is

created for the purposes of nondischargeability.at 549-50. ThereforeChapmars limiting

language does not apply to Adas and Rutkowski.
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D. Defalcation

Because Rutkowski did not allege that Adas defrauded him, thkrumcy court
analyzed defalcation and found that Adas did defalcate Rutkowski such that hisodebt
Rutkowski was nondischargeable. The parties do not dispute the bankruptcy court’s ruling
However, shortly after Adas appealed the bankruptcy court’s decision, the Supreme Cour
elaborated on the definition of “defalcation”Bullock v. BankChampaign, N,A33 S. Ct. 1754
(2013). This Court now applies that definitionthe facts presented Adas and Rutkowski.
When the bankruptcy court decided this caseoirectly stated the law in this circuit that
“defalcation requires something more than negligencmistalke, but less than fraud.In re
Adas 488 B.R. at 375.In Bullock v. BankChampaign, N,AL33 S. Ct. 1754, 1759 (2013), the
Supreme Court defined defalcation to includdediberate or intentional wrong similar to that
required in fraud:

[Defalcation] regires an intentional wrong. We include as

intentional not only conduct that the fiduciary knows is improper

but also reckless conduct of the kind that the criminal law often

treats as the equivalenfhus, we include reckless conduct of the

kind set forth in the Model Penal Cod&vhere actual knowledge

of wrongdoing is lackingwe consider conduct as equivalent if the

fiduciary consciously disregards (or is willfully blind toa

substantial andunjustifiable riskthat his conduct will turn out to

violate a fiduciary duty That risk must be of such a nature and

degree that, considering the nature and purpose of the sactor’

conduct and the circumstances known to him, its disregard

involves a gross deviation from the standard of conduct that-a law

abiding person would observe in the actor’s situation.
Id. at 1759-60 (citations omitted; emphasis addedlhis Caurt finds that even in light of this
heightened standard, Adas’s conduct still rises to the level of defalcation. Not amly w

approximately $145,@not accounted for when Adas attempted to reconcile the amount drawn

on the construction loan and what he spent on the Safford halesalso:
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o Grossly inflated the amounts on the Sworn Statements
submitted to obtain and draw from the construction loan;

. Produced receipts he alleged reflected Safford house
expenses but werpurchased on dates that no work was
being done on the Safford house at stores not located near
the Safford house;

. Failed to withhold income and payroll taxes for his
employees;

. Failed b pay his employees overtime;

o Altered evidence that was produced in discovery;

o Deposited checks meant for his business account into his

personal account; and

. Withdrew funds from his business account for personal use.
This evidence reflects a conscious efforbtuscate his actions and demoatds a conscious
disregard or willful blindness to a substantial and unjustifiable risk that his condulct wolate
his fiduciary duty to Rutkowski. Indeed, the bankruptowrt correctly found that Adas’s
conduct was “willful and reckless.” This Court therefore finds no reason to tiyeseankruptcy
court’s decision that Adas’s actions constituted defalcation, even in lighé ofew standard set
forth by the Supreme Caun Bullock

I. Determining Rutkowski’'s Damages

In his counterclaim, Rutkowski argues that the bankruptcy court erred in denying to
award damages in addition to holding that Adas’s debt was not dischargeable. Tiuptognkr
court declined to award damagessed onts view that the Supreme Court’s ruling $tern v.
Marshall, 131 S. Ct. 2594 (2011) and a circuit split made doing so questiofrabte a
jurisdictional perspective

In In re Hallahan 936 F.2d 1496, 1508 (7th Cir. 1991), the Seventh Circidtthat it is

“preferable to allow bankruptcy courts ruling on the dischargeability of a deddjtidicate the
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issues of liability and damages alsadri Stern Vickie Lynn Marshall filed for bankruptcy arid

that bankruptcy proceeding. Pierce Marshallthe son of her deceased husband and Texas
magnateJ. Howard Marshall 1l, filed a claim alleging that Vickie’'s lawyers defarhima by
telling the press he engaged in fraud to gain control of his father’s assets. 13at2606-01.

The Supreme Court held that a counterclaim arising under nonbankruptcy law, founded on “a
state law action independent of federal bankruptcy law,” and based on pritatetihan public
rights cannot be adjudicated by an Article | Bankruptcy Judge even dotleterclaimarises
under the bankruptcy court’s “core” claim authority. 131 S. Ct. at Z&€lalsdn re Boricich

464 B.R. 335, 336 (Bankr. N.D. Ill. 2011Yhis Court agrees with the analysidiinre Borivich

that Stern does not preclude bankruptcy courts from determining liability in the context of
adjudicating the rights of debtors and creditors in the nondischargeability context:

In contrast [with Stern an adversaly proceeding to bar
dischargeability of debt due to Plaintiff under 11 U.S.C.
8523(a)(4), claimed to be a core proceeding under 28 U.S.C. §
157(b)(2)(1) but is one in which noagy has a right to jury trial.
Moreover, this action contrasts witBternin being an action
directly under and defined by the Bankruptcy Code to determine
nondischargeability rather than being independent of bankruptcy
law. That characteristic of the action is not changed because the
theory of recovery arose under nonbankruptcy ldmdeed, most
claims in the bankruptcy systenhat require application of
[Bankruptcy] Code provisions arise under nonbankruptcy law.
The bankruptcy judge often must look to state law and rights as
they stood prdvankruptcy to adjudicate disputesn Sternitself

the hdding was limited to the debt@ counterclaim and similar
actions, namely state law counterclaims that are not resolved in the
process of ruling on a creditor’s proof of claim.

Stern left intact the authority of a bankruptcy judge to fully
adjudge a creditos’ claim. In this case, # claim was an adversary
proceeding against debtor to bar dischargeability of a debt due to
Plaintiff. Therefore, the authority to enter a final dollar judgment
as part of the adjudication of nondischargeability, as recognized in
Hallahan was not impairé by Stern
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Quite clearly iffis] necessary here to determine the amount of debt

in order to determine the debt that is nondischargedtilerefore,

under the clear exception recognized 3tgrn final judgment is

authorized because such resolution eéguired to resolve the

creditor’s claim."
464 B.R.at 336-37. In re Borovichwas not appealed or overturnedlthough liability under
nondischargeabilit@rises from the concepts of trust and fiduciary duty that have their roots in
state law, determingmwhethera trust or fiduciary duty exists under 8 523(a)(4) is a question of
federal—and not state-law. See In re Bermar629 F.3d at 767Determining whether a debt is
dischargeable before (or in lieu of) determining what exactly is quasl the cart before the
horse. The Court therefore remands the issti@l@amages to the bankruptcy cotatdetermine
the final dollar amount of Adas’s nondischargeable debt to Rutkowski. Because thegGeest a
with Rutkowskion this issue, it need not address his request to order the bankruptcy court to

issue findings of fact and conclusions of law.

CONCLUSION

For the reasons set forth above, the Court denies Adas’s motion to reverse the bankruptcy
court’s decision regarding his fiduciary duty to Rutkowski, grants Rutkowski’somtdireverse
the bankruptcy court’s decision that no express trust existed between AdastlodRi, and
remands for further reviewconsistentwith this Court’s opinion the bankruptcy court’s

declination to define and award Rutkowski damages.

Visgnig M. Kendall
United States District Court Judge

Northern District of lllinois

Date: Decembei80, 2013
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