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

I N RE: ) I n Proceedi ngs
) Under Chapter 7
FRANK RI CHARDS, JR., )
) No. BK 87-40636
Debtor(s). )
JOHN H. WRI GHT, DAN MUNDELL )
and CHARLES MUNDELL, )
)
Plaintiff(s), )
)
V. ) ADVERSARY NO.
) 88- 0017
FRANK RI CHARDS, JR., )
)
Def endant (' s). )
ORDER

This matter is beforethe Court ona Mdtionto D smss Conpl ai nt
to Determ ne Di schargeability of Debt. The partiesinvolvedinthis
di spute, Frank Richards, Jr., ("defendant"), and John Wi ght, Dan
Mundel | and Charl es Mundel | ("plaintiffs"), each cl ai mthat the ot her
is barred by col | ateral estoppel fromrelitigatingtheissues raisedin
t he adversary conpl ai nt.

The Court initially notes that, for purposes of defendant's notion
todismss, all allegationsinthe conplaint nust be accepted as true.

Inre Smurzynski, 72 B.R 368, 369 (Bankr. N.D. Ill. 1987); ILn re Haas,

36 B.R. 683, 688 (Bankr. N.D. I1l1. 1984) Inre O en, 22B. R 720, 721
(Bankr. D. S.C. 1982). "Verylittleisrequiredinaconplaint as | ong
as it sets forth the basis upon which relief is sought.” In re
Overmeyer, 32 B.R 597, 602 (Bankr. S.D. N. Y. 1983). A notionto
di sm ss a conpl ai nt nust not be granted unless it cl early appears t hat

the plaintiff can prove no



set of facts under its pleadings whichwwuldentitleit totherelief

requested. Cruz v. Beto, 405 U S. 319, 322 (1972); Inre Snurzynski,

supra, at 370; |ln re Haas, supra.

The Conpl ai nt to Determ ne Di schargeability of Debt, whichis the
subj ect of the present Motion to Dism ss, was filed on January 19,
1988. Intheir conplaint, plaintiffs allege that they are judgnent
credi tors of defendant and t hat def endant i nduced t hemto i nvest i n Red
Ri ver Devel opnent, Inc., an oil and gas expl orati on conpany, by maki ng
fal se representations as to the anmount of production of well s operated
by Red Ri ver Devel opnent. Plaintiffs ask that the judgnment debts owed
to them by defendant be hel d nondi schargeabl e pursuant to 8523(a)(2).

The judgnent debts towhichplaintiffsrefer arefromal awsuit
plaintiffs filed, alongw th four ot her persons, on August 9, 1983, in
the Circuit Court of Marion County, Illinois. Inthe first seven
counts of that conpl aint, plaintiffs sought recovery of the funds t hey
invested in Red River Devel opnent based on defendant's sal e of
securities whichwerenot registeredas requiredby lllinois securities
| aws.

Count VIII1 of the conplaint sets forth a cl ai mbased on common | aw
fraud. Plaintiffs allegedthat def endant nmade fal se representati ons as
to t he production of various oil wells and that he provided plaintiffs
with fal se and fraudul ent productionreports. Plaintiffs also all eged
that the fal se representations were nade with the specificintent of
convincing plaintiffstoinvest inthe wells andthat def endant knew or
shoul d have known that plaintiffs wouldrely onthe representations as

true and accurate information. Finally, plaintiffs clainmedthat they
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made various investments in reliance on the false representations.
On July 15, 1985, thetrial court enteredjudgnment in favor of

plaintiffs onthe securities|awcounts and in favor of defendant on

t he conmon | awfraud count. On appeal, thelllinois Appel | ate Court

affirmed the trial court’'s decisionas todefendant'sliability onthe

securitieslawcounts and his lack of liability onthe common | awfraud

count. Wight v. Richards, 494 N.E. 2d 1269, 98 II11. Dec. 942, 144

I1'l.App. 3d 450 (1986).

Subsequent |y, defendant was charged by the United States Attorney
for the Southern District of Illinoiswthconspiracy (18 U.S. C. 8361)
and mai | fraud (18 U. S. C. §81341) i nconnectionw ththe sanme Red R ver
Devel opnent schenme. On Novenber 21, 1986, defendant entered a pl ea of
guilty to the federal charges. As part of his guilty plea, he al so
agreedtothe facts stated in the prosecution's version of the of fense.
This Court has not been inforned as to the sentence inposed on
def endant, if any, by the District Court.

I n hisnotionto dismss, defendant argues that the doctri ne of
col l ateral estoppel bars plaintiffs fromrelitigatingtheissues raised
inthe adversary conpl ai nt because: (1) theissues areidentical to
those raisedin Count VIl of the state court action (2) theissues
were actually litigated in the Circuit Court of Marion County,
Il1linois; (3) theissues were necessarilylitigatedinthe Circuit
Court and (4) the Circuit Court order was a valid and final judgment.

I n response, plaintiffs point out that by pleadingguilty tothe
federal crim nal charges, defendant admtted commtting fraud onthe

plaintiffs. Inother words, hisguilty pleadirectly contradicts the
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state court decision in his favor on the comon | aw fraud count.
Plaintiffs argue that defendant's guilty plea collaterally estops him
fromdenyi ng his fraudul ent conduct and that, therefore, they are
entitled to a judgnment of nondi scharge-abilty under 8523(a)(2).
Plaintiffs al so argue that sincethe fraudissue was neither fully
litigatednor essential tothe state court |awsuit (whichwas primarily
an Illinois securities lawaction), collateral estoppel woul d not
apply.

"'"Collateral estoppel' or 'issue preclusion' prevents parties from
relitigating only those issues actually and necessarily litigatedina

prior proceeding.” Inre Freeman, 68 B. R 904, 906 (Bankr. M D. Pa.

1987). It is well established that a state court action wi |l have
col l ateral estoppel effect on a subsequent di schargeability conpl ai nt

when the follow ng requirenents are net:

1. The i ssue sought to be precluded nust be
the sanme as that involved in the prior
action.

2. The issue nust have been actually

litigated.

3. The determ nati on of the i ssue nust have

been essential to the final judgnment; and
4. The party agai nst whom est oppel i snvdked
must be fully represented inthe pr i or
action.

Kl i ngman v. Levinson, 831 F.2d 1292, 1295 (7th Cir. 1987); In re

Herwi g, 77 B.R. 662, 662-64 (Bankr. S.D. IIl. 1987; I nre Roener, 76
B.R 126, 128 (Bankr. S.D. IIl. 1987).

Plaintiffs have brought this action under 8523(a)(2) of the



Bankruptcy Code which provides in pertinent part:
(a) A discharge under section 727, 1141,

1228(a), 1228(b), or 1328(b) of thistitle does
not di scharge an i ndivi dual debtor fromany debt

(2) for noney, property, services, for
an extension, renewal, or refinancing of
credit, to the extent obtained, by -

(A) false pretenses, a false
representation, or actual fraud...

I n order to succeed in an action under 8523(a)(2)(A), acreditor nust
establishthat: (1) the debtor made a representation; (2) at thetine
t he representati on was nade t he debtor either knewit was fal se or nade
it wth such reckless disregardfor thetruthastoconstitute wllful
m srepresentation; (3) the representati on was nade with intent to
deceive; (4) thecreditor reliedontherepresentation; and (5) the
creditor suffered aloss as aresult of the m srepresentation. Inre

Ki nzey, 761 F. 2d 421, 423 (7th Gr. 1985); Inre Kyri azes, 38 B. R. 353,

354 (Bankr. N.D. Ill. 1983).

Al t hough t he | anguage used t o descri be t hemi s sonewhat different,
the el ements to be established in a common | aw fraud acti on under
Il1linois Laware identical tothose under 8523(a)(2)(A). The commobn
lawfraud el enents are: (1) afal se statenent of material fact; (2)
know edge or belief by the party making the statenment that the
statenment is fal se or his awareness that he i s ignorant of the truth;
(3) the statenent was nmade for the purpose of i nduci ng the ot her party
to act; (4) the party to whomt he st atenment was made had a right to
relyonit anddidrelyonit; and (5) reliance by the party to whom

the statenent was nade led to his injury. Seefeldt v. MIIlikin
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Nat i onal Bank of Decatur, 506 N. E. 2d 1052, 1055, 107 111 . Dec. 161,

164 (111.App. 1987); Wight v. Richards, supra, 494 N.E. 2d at 1274, 98

I11. Dec. at 947. "Reasonablereliance"” onthe falserepresentationis
an element of both an Illinois comobn |aw fraud action and a

nondi schargeabi l ity action under 8523(a)(2)(A). d azewski v. Coronet

| nsurance Co., 483 N. E. 2d 1263, 1266, 91 II1l. Dec. 628, 631 (II1.

1985); Seefeldt, supra; Inre Kinzey, supra; Matter of Esposito, 44

B.R 817, 824 (Bankr. S.D. N. Y. 1984). Additionally, bothtypes of
actions require the same standard of proof, that of "clear and

convi nci ng evidence." Mtter of Bogstad, 779 F. 2d 370, 372 (7th Cir.

1985); Inre Bonnett, 73 B.R 715, 717 (C.D. 1Il. 1987); Wi ght v.

Ri chards, supra.

Bot h t he present adversary conpl aint and the prior state court
action raise the sanme i ssues of fact, i.e., (1) whether defendant
fraudul ently i nduced plaintiffs to nake certainoil and gas i nvest nents
by maki ng representati ons whi ch he knewto be fal se or m sl eadi ng or
whi ch he made wi t h reckl ess di sregard for the truth; (2) whether he
intended for plaintiffstorely onthe representations; (3) whet her
plaintiffs didin fact rely on the representations and sust ai ned
| osses; and (4) whet her such reliance was reasonabl e. The el enents
necessary to establish each of the actions are identical as isthe
"cl ear and convi nci ng evi dence" standard of proof. dearly, theissues
sought to be precl uded by defendant inthis acti on were t he sanme as
thoselitigatedinthe prior state court action. Therefore, the first
requi renment for collateral estoppel has been net.

Froma reviewof thelllinois Appell ate Court's opinion, as well

6



asthetrial court's order, it is apparent that the fraud i ssue rai sed
inthe present conplaint was actually litigatedinthe state court and
t hat a determ nation of that i ssue was essential tothe state court's
final judgment. As the appellate court noted:

The [trial] court could believe Frank Ri chards
di d not knowthe i nformati on he gave plaintiffs
was untrue and could al so believe he was not
cul pably ignorant of itstruth...Afindingthat
Frank Ri chards had no intent to decei ve was not
agai nst t he mani f est wei ght of the
evi dence. .. Consequently, we affirmthe [trial]
court's judgnent for all defendants on the fraud
count .

Wight v. Rchards, supra, 494 N.E. 2d at 1274-75; 98 |11 . Dec. at 947-

48.

Plaintiffs donot takeissuewiththefinality of the state court
j udgment, but they do question whether the fraud i ssue was fully
litigated and essential tothe prior action. Specifically, they claim
that their state court acti on was based primarily on viol ati ons of
I11inois securities|aws and that the fraud count was essentially an
aftert hought onwhichlittle effort was expended at trial. They argue
t hat t hey shoul d not have been forcedto have litigatedthe fraudissue
in state court in anticipation of the "defense of bankruptcy."”

That the fraud count was actual ly aninportant part of plaintiffs'
case is indicated by the fact that only by establishing fraud could
pl aintiffs hopedto have recovered t he punitive danages t hey r equest ed.
ILd. at 947. Furthernore, the fact that the fraud i ssue was rai sed on
appeal and was t horoughly di scussed by t he appel | ate court indi cates
that it was, in fact, fully litigated and essential to the prior

acti on.



The final criteriafor the application of collateral estoppel al so
appears to have been net as neither party clains that it was not fully
representedinthe prior action. Therefore, the Court concl udes t hat
the prior state court actionneets all thecriteriafor the application
of coll ateral estoppel and that plaintiffs should be precluded from
raisingtheir fraud clainms inthis case. However, this does not end
t he i nqui ry because defendant pled guilty to federal crimnal charges
i nvol ving the sane facts as in both the prior state court acti on and
this case. Asaresult, the collateral estoppel effect of theguilty
pl ea nust al so be exam ned before a deci siononthe notionto dismss
can be rendered.

Aguilty plea may have col | ateral estoppel effect on a subsequent

civil action. Appleyv. Wst, 832 F. 2d 1021, 1026 (7th G r. 1987). It

may al so have col | at eral estoppel effect on subsequent di schargeability

proceedi ngs i n bankruptcy court. |Inre Gux, 72 B.R 355, 360 ( Bankr.

N.D. N. Y. 1987); Inre Vandrovec, 61 B.R 191, 196 (Bankr. D. N.D.
1986). Agquilty pleanust neet the same criteria as any other civil or
crim nal proceedinginorder to have coll ateral estoppel effect ina
subsequent proceeding. "[T]he requisite elenments of coll ateral
est oppel may be net by a pl ea of guilty providingthe charge to which
the pleais entered contains therequisite el enents of thelatter civil

proceeding."” In re Vandrovec, supra, 61 B.R at 197.

In the present case, defendant pled guilty to charges of
conspiracy and mai | fraud. Neither charge contains all therequisite
el ements for nondi schargeability of a debt under 8523(a)(2). For

exanpl e, the crinme of conspiracy i nvol ves an agreenent to viol ate t he
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law, not theviolationof thelawitself. United States v. Frans, 697

F.2d 188, 172 (7th Cir.), cert. denied, 464 U.S. 828 (1983).

Therefore, defendant' s guilty pleato a conspiracy charge invol ving
fraud woul d not necessarily establish that he had made a fal se
representation or committed fraud for purposes of 8523(a)(2).
Addi tionally, the defendant’'s guilty pleaonthe nmail fraud charge does
not establish proof of fraud under 8523(a)(2) because proof that the
i ntended vi cti mwas actual | y def rauded i s not a necessary el enent of

thecrime of mail fraud. United States v. Goodpaster, 769 F. 2d 374,

378-79 (6th Gr. 1985); United States v. Keane, 522 F. 2d 534, 545 (7th

Cir. 1985).

Not wi t hst andi ng t he fact that the el enents of the crines to which
def endant pled guilty are not the sane as t he el enments of fraud under
8523(a)(2), plaintiffs argue that the guilty pleais an adm ssion that
defendant didin fact commt fraud and t hat, therefore, he shoul d be
precl uded fromargui ng that his debt to themis di schargeabl e. Several
courts have hel d that a pl ea of guilty operates as an adm ssi on of all

material facts allegedinthe crimnal charge. Appley v. Wst, supra,

832 F. 2d at 1026; United States v. Mathews, 833 F. 2d 161, 163 (9th Cir.

1987); In re Goux, supra, 72 B.R at 359.

In the present case, the crim nal charge agai nst defendant
specifically all eged that he had nade f al se represent ati ons regardi ng
t he producti on of oil wells operated by Red R ver Devel opnent to i nduce
i ndividuals to invest in the project. By pleading guilty to the
charge, defendant admtted t hat he had defrauded plaintiffs. However,

def endant ' s adm ssi on does not establish all the el enents necessary for
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nondi schargeability.

As noted previously, one of the el enents needed to establish
nondi schargeability of a debt under 8523(a)(2) is that the creditor
reasonably relied onthe fal serepresentati on. Reasonablerelianceis
al so an el enent of an lllinois common | aw fraud action.! However,
reasonablerelianceis not an el enment that was admtted to or proven by
defendant's guilty plea. Therefore, while the guilty plea my
establish col |l ateral estoppel as to some of the el ements of 8523(a)(2),
it cannot be sued to establishreasonablereliance. See, Matter of
Esposito, 44 B.R 817, 824 (Bankr. S.D. N. Y. 1984).

I n Esposito, the court refusedto use the coll ateral estoppel
effect of aguilty pleato establish nondi schargeability of a debt
under 8523(a)(2). However, the court reliedon affidavits submttedin
support of anotion for sunmary judgnment to find reasonabl e reli ance
and, ultimately, to find the debt nondi schargeable. 1d. at 824-28.

The situationinthe present case is distinguishabl e because the
court in Espositoonly hadto deal with the coll ateral estoppel effect
of oneguilty pleawhilethis Court faces a questioninvolvingtwo,
apparently contradi ctory, prior actions. However, giventhe fact that
the state court judgnent in defendant's favor clearly acts as a
col l ateral estoppel asto all el enents of nondi schargeability under

8§523(a)(2), while his guilty plea fails to address the el enent of

The court inthe parties' state court action never reached the
guestion of "reasonablereliance" because it found t hat defendant
| acked t he requi site know edge and i ntent to deceive the plaintiffs.
Wight v. Rchards, supra, 494 N.E. 2d at 1274-75, 98 111. Dec. at 947-
48.
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reasonabl e reliance, this Court finds that the coll ateral estoppel
effect of the state court judgnment precludes plaintiffs from
relitigating their fraud claimin this Court.

| T I S THEREFORE ORDERED t hat defendant's Mtion to Di sm ss
Conpl ai nt to Determ ne Di schargeability of Debt i s GRANTED and t hat t he
conplaint is DI SM SSED

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: June 24, 1988
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