I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

Inre BK No. 89-40166

PHYLLI S JOLENE HODGES, ADV. No. 89-0096

Debt or .

RI CHARD PI SONI, Speci al
Adm ni strator for the Estate
of Vel ma Rushi ng,

Pl ai nti ff,
VS.

PHYLLI S JOLENE HODGES,

N N N N N’ N N N N N N N N N N N

Def endant .

ORDER

The debt or, Phyllis Jol ene Hodges, who served as execut or of the
est ate of her aunt, Vel ma Rushi ng, has been charged i n t he conpl ai nt
with "fraud or defal cationwhile actinginafiduciary capacity" by the
plaintiff, R chard Pi soni, Special Adm nistrator of the Estate of Vel na
Rushing. Plaintiff asks that any debt owed by t he debtor to the Estate
of Vel ma Rushi ng be decl ar ed nondi schar geabl e pursuant to 8523(a)(4) of
t he Bankrupt cy Code. The bare all egation of fraud, lifted fromthe
| anguage of the statute, has not been pressed. Cross-notions for
sunmary judgnent on the defal cation issue have been filed. The
following facts are not in dispute.

Vel ma Rushi ng and her husband, Wl liamH Rushi ng, executed a
joint and nutual |ast will and testament on 12/ 2/ 80, wherein t he debt or
was named as executrix. Following WIliams death on 9/29/81, the will

was filed for record only and not for probate,



and an inheritance tax return was fil ed.

| n approxi mately June of 1982, sone nine nonths after W1l Iliam
di ed, Vel ma Rushi ng was di agnosed wi t h pancreati c cancer. Thereafter
and prior to her own death on June 26, 1983, Vel ma dealt with or
di sposed of various items of personal property as follows:

1. I n Novenmber, 1982, she nanmed t he debtor as j oi nt tenant on
a $10,000 certificate of deposit at Carterville State & Savi ngs Bank
and deliveredit tothe debtor. The debtor cashedinthe certificate
about June 30 or July 1, 1983.

2. | n January, 1983, she naned t he debtor as joint tenant on a
savi ngs account at Carterville State & Savi ngs Bank, whi ch account
contai ned $4,391.56 on the date of Velm's death.

3. I n May, 1983, she nanmed the debtor as joint tenant on a
$16, 000 certificate of deposit at Bank of Herrin and deliveredit to
t he debtor.

4. I n June, 1983, she naned t he debtor as joi nt tenant on her
checki ng account at Carterville State & Savi ngs Bank, whi ch account
cont ai ned $1, 449.05 on the date of Velm's death.

5. Inearly June, 1983, she nanmed t he debtor as j oi nt tenant
on a 1981 Ford car.

6. I n June, 1983, she deliveredto debtor a wistwatchworth
| ess than $59 which pursuant to her direction, was given to the
debt or's daughter.

7. VWi | e she was hospitalized about two weeks prior to her

The probate court order, apparently incorrectly, gives the date

of Velma's death as June 24, 1983.
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deat h, she gave the debtor three dianmond rings.
1983.

8. At sone earlier time, probably in 1981 or 1982, Vel na had
naned t he debt or as beneficiary of a $500 | ife i nsurance policy with
Fort Dearborn Life I nsurance Conpany. The proceeds of that policy were
paid to the debtor on 7/10/83.

9. I n February, 1982, Vel ma had pl aced an annuity fromCharter
Security Life lnsurance Conpany i n the debtor's name. The annuity
proceeds of $17,643. 13 were paidto the debtor inalunmp sumin August,
1983.

The debt or knewt hat she had been nanmed executrix in the joint and
mutual last will and testanment, and on July 4 and 5, 1983, she
consultedwiththe attorney who had drafted thew 1, Carl D. Sneed.
Sneed advi sed her that t he above property bel onged t o her and was not
a part of the Rushing estate. Thereafter she dealt withit as her own.
On July 14, 1983, she was appoi nted executor of the Vel ma Rushing
estate. Sneedrepresented her inthat capacity. As such executor, the
debtor adm nistered the assetsreferredtointhew Il andfiled a
report show ng a bal ance of $31,826.46 in the Estate's account.

Inearly July, 1983, a ni ece and nephew of Vel na Rushi ng consul t ed
an attorney who wote to Sneed on their behalf onJuly 5, 1983. His
| etter states:

If | readthe WII that you prepared for M. and
M's. Rushing correctly, all of the property that
isinMs. Rushing s estate woul d go by i ntestacy
with the exception of the housein Herrin, which

goes directly to Mary Ell en Hunt. Would you
pl ease verify if this is correct.
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Al so, there appears to be sonme questi on about
sone property that all egedly was gi ven by M's.
Rushing to Phyl I i s Hodges prior to Ms. Rushing's
death. Wbuld you pl ease advise ne as to the
status of this. Wuld you al so pl ease advi se ne
as to what property, real and personal, isinthe
estate.

Sneed apparently agreed with that anal ysis, and he renai ned
steadfast inhis positionandinhis advicetothe debtor that the only
assets to be adm ni stered under the will consisted of real estate.
Nevert hel ess, five and one-half years | ater, on Decenber 9, 1988,
following a Petitiontolssue Gtationto D scover Assets filed by the
plaintiff on April 7, 1988, the state probate court found that Vel ma
Rushi ng had vi ol at ed t he contractual obligations under thejoint wll
and ordered the debtor to deliver the above iteni zed property tothe
estate. The debtor filed her bankruptcy petitionon 2/17/89 seekingto
di scharge any liability tothe Vel ma Rushi ng estate, and on 3/ 27/ 89,
she fil ed a suppl enmental report with the probate court statingthat the
funds had been spent and di sposed of between two and four years
foll owing the death of Vel ma Rushing. This adversary proceeding
fol | owed.

By itsterns, the Rushings' joint will providedin paragraph 3 for
di sposition of certainreal estate or its proceeds inthe event WIliam
survi ved Vel ma, an event whi ch did not occur. Paragraph 4 dealt with
di sposition of other real estate or its proceeds i nthe event Vel na
survived, an event which did occur. Paragraph 5 provided for
di sposition of all property inthe event of simultaneous deaths, al so

a nonoccurrence. |n paragraph 6 the Rushi ngs naned t he debtor as

executrix, and i n paragraph 7 t hey descri bed her authority. Inasnuch
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as the will contained no residual clause nor any ot her provision
specifically di sposing of personal property, theletter witer's
comment that such property "woul d go by i nt estacy” woul d appear to be
correct.
Inits order, the probate court ruledthat thejoint wll was in

t he nature of a contract, and that Vel ma Rushing' s "attenpts to di spose
of her property by attenptingto nake gifts to Phyllis Hodges" and "to
create joint tenancies with Phyllis Hodges" constituted a viol ati on of
t he contractual obligations inposed upon her by thejoint will. The
court apparently relied upon paragraph 2 of thew |l inreachingits
deci sion, in any event the only part of the will that the court
referred to in its order. Paragraph 2 of the will provided:

I n consi derati on of our | ove and affection for

each ot her and of a nutual under st andi ng bet ween

us that all property belongingtous jointly or

to either of us individually is to pass as i s

herei nafter provi ded, and upon t he deat h of t he

survivor of us all such property is to pass

pursuant to the provi sions hereof, we make this

our Last WII and Testanment. Each of us, in

consi deration of the prem ses and a |l i ke prom se

and agreenent of the ot her which is hereby made,
agrees not torevoke, change, alter or anend this

will, except that prior tothe death of usthis
will may be changed, cancelled, annulled or
anended by another will or by acodicil, duly

executed by both of us.

As may be seen, this paragraph provides that "all property
belongingtous ... isto pass as is hereinafter provided, and upon t he
deat h of the survivor of us all such property is to pass pursuant to
t he provi sions hereof,” i.e., as providedinthew |, or pursuant to

t he provisions of thejoint will. There are no such provisionsinthe



will, however, apart fromParagraph 5, with respect tothe di sposition
of personal property. As the court gave no explanationfor its ruling,
itisdifficult tounderstandthe court's rationale for orderingthe
debtor toturn over tothe estate the property that Vel ma had gi ven her
prior to Vel m's death.

The nature of the obligation that the court inposed upon the
debtor inits order is alsounclear. In paragraph 12, the court found

t hat "Phyl|is Hodges, individually (enphasis added), shouldreturn

(sic)" the personal propertytothe estate, andinits dispositive
order, the court ordered "Phyllis Hodges ... to deliver (the property)
to t he Execut or of the Estate of Vel ma Rushing, Deceased...."” Inthe
final paragraph of its dispositive order, on the ot her hand, the court
provi ded, "Phyl|lis Hodges, Executor of the Estate of Vel ma Rushi ng,
Deceased, i s hereby ordered to anend her Report on Final Settlenent to
i ncl ude t he above-described itens of personal property and the itens of
receipt."”

[1] [In consideringthe question of whether a debt is excepted
fromdi schar ge under 8523(a)(4), the court nust determ ne whet her a
fiduciary rel ationship exists, and then whether fraud or defal cation
has occurred in the course of that fiduciary capacity. In re

Jani kowski , 60 B.R. 784, 788 (Bankr. N.D. IL. 1986). The questi on of

whet her a debtor is a fiduciary under 8523(a)(4) is a question of
federal | aw, not state |l aw, although state lawis rel evant tothat

inquiry. Inre Short, 818 F. 2d 693, 695 (9th Gr. 1987); I nre Bl ack,

787 F. 2d 503, 506 (10th Cir. 1986); Inre Johnson, 691 F. 2d 249, 251

(6th Gir. 1982).



[2,3] Theterm "fiduciary" as usedin 8523(a)(4) applies only
to express or technical trusts andnot toinpliedtrusts which are
i nposed on transactions by operation Of lawas a matter of equity.
Defal cation ordinarily inplies sone noral dereliction, but under
8§523(a)(4), it may include innocent defaults, so as to include
fiduciaries who for any reason are short intheir accounts. Central

Hanover Bank & Trust Co. v. Herbst, 93 F.2d 510 (2d Cir. 1937); 3

Col l'i er on Bankruptcy, 9523.14, p. 523-95 (15th ed.).
[ 4,5] To shownondi schargeability under 8523(a)(4), aplaintiff

must prove that:

1. an express trust existed,
2. t he debt was caused by fraud or defal cation, and
3. t he debtor acted as a fiduciary to the creditor at the

time the debt was created.
The "usual el ements of an express trust have traditionally included an
explicit declaration of trust, aclearly definedtrust res, and an

intent to create a trust relationship.” In re Harasym w V.

Selfreliance Federal Credit Union, 97 B.R 924, 926 (N.D. IL. 1989); In

re Jani kowski, 60 B.R 784, 789 (Bankr. N.D. IL. 1986); I n re Thornton,

544 F. 2d 1005, 1007 (9th Cir. 1976); Inre Kelley, 84 B.R 225, 229

(Bankr. M D. FL. 1988). Each of these el enents nust be proved by cl ear

and convincing evidence. |In re Harasym w, supra, p. 924.

[ 6] The debtor nmust have occupi ed t he position of afiduciary

prior tothe debtor's actsthat createdthe obligation. Davis v. Aetna

Accept ance Co., 293 U. S. 328, 55S. Ct. 151, 79 L. Ed. 393 (1934). "In

order to bring the debt within this exception, the fiduciary
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rel ati onshi p nust have exi sted previous to or i ndependent of the
particul ar transacti on fromwhi ch the debt ari ses; and t he debt shoul d
be due fromthe fiduciary in his capacity as fiduciary.” 3Collier on

Bankruptcy supra p. 523-101. The trust nust exi st prior tothe act of

wr ongdoi ng out of which the debt arose. |Inre Pedrazzini, 644 F. 2d

756, 758 (9th Cir. 1981).

As noted earlier, it is unclear whether theliability inmposed upon
t he debtor by the state court under state |l awwas that of afiduciary
or that of an ordinary creditor. \Whether or not, on the facts
present ed, t he debtor shoul d have been chargedwith liability of any
ki nd, the order of the state court constitutes res judicatainthat

respect. Kelleranv. Andrijevic, 825 F-2d 692 (2d Cir. 1987); lnre

Sun Val | ey Foods Co., 801 F. 2d 186, 189 (6th Gr. 1986); I n re Coner,

723 F.2d 737 (9th G r. 1984). This court nmust accordingly determ ne, in
the light of the foregoing authorities, whether that liability
represents a defal cati on by t he debtor as a fi duci ary under feder al
bankruptcy |l aw, nmore specifically 8523(a)(4) of the Code.

[ 7] Vel ma Rushing's actions, as noted by debtor's counsel, are
a cl assi c exanpl e of what happens when one i s di agnosed with a f at al
di sease. She had been di agnosed wi t h cancer and knew she was goingto
di e, and she began wi ndi ng up her affairs and providing for the natural
obj ect of her bounty. FromNovenber, 1982 until the date of her death
i n June, 1983, Vel ma Rushi ng gave t he debt or noney i n vari ous forns or
left it toher injoint tenancy. Inearly June, 1983, Vel na Rushi ng
noved into the debtor's home. The record does not disclose the

| ocation of Velm's death.



The personal property here in questioncanmeintothe debtor's
hands by way of gifts fromVel ma Rushi ng, whet her outright or as a
surviving joint tenant or a named beneficiary. There has been no
suggestion, by the state court or anyone el se, of fraud or undue
i nfluence onthe part of the debtor with respect to suchgifts. It can
be fairly assuned t hat she acted in good faithintakingcontrol of
this property. She was careful to seek the advi ce of counsel and was
toldthis was her property, whichinthe judgnent of this court and on
the record presented here was good advi ce.

If there was fault, it was that of Vel ma Rushing. The probate
court saidthat Vel ma didnot have aright to givethe property tothe
debtor -- that by doing so, she had breached the contractual
obl i gations i nposed upon her by thejoint will. Accordingly, whatever
obligation Phyllis Hodges had arose at the tinme that Vel ma Rushi ng gave
her t he property. There was notrust at that time, there was no i ntent
to create a trust rel ationship, and t he property was not given in
trust. Phyllis Hodges was not afiduciary at or prior tothetinethe
debt was created. Her obligation could only have been that of an
ordinary creditor. Had she thereafter declinedto act as executor (or
perhaps i f the probate court had defined the obligationit was inmposing
upon her with greater clarity) it isunlikelythat this action would
have been brought. Her subsequent consent to act as executor di d not
convert her i ndebtedness into a fiduciary defal cation, at | east not
wi thin the neaning and intent of 8523(a)(4) of the Bankruptcy Code.

I n accordance with this decision, an order will be entered

di sm ssing this action.



/sl Dale E. |hlenfeldt
U. S. Bankruptcy Judge

ENTERED: May 30, 1990
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