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VEMORANDUM DECI SI ON, FI NDI NGS OF FACT
CONCLUSI ONS OF LAW AND ORDER
This adversary proceeding conmes before the Court on Plaintiff
Erie Materi al s, Inc.'s ("Erie") Conpl ai nt to Det er m ne
D schargeability of certain debts associated with two separate
contracts in the total anmount of $6,217.75 allegedly incurred by
Mark J. Oot d/b/a Oot Carpentry ("Debtor"™) prior to the filing of

his voluntary petition pursuant to Chapter 7 of the Bankruptcy
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Code (11 U.S.C A [l101-1330) ("Code"). Nondi schargeability of
t hose debts is sought on the grounds of fraud or defalcation while
acting as a fiduciary pursuant to Code [523(a)(4). The Court

conducted a trial in Uica, New York on Cctober 27, 1988 in which
a continuance was granted to Erie by an Oder of this Court in its

Menor andum Deci sion, Erie Materials, Inc. v. Mark Oot, d/b/a/l Oot

Carpentry and Renodeling (In re Oot), slip op. Case No. 88-00136,

Adv. Pro. No. 88-0046 (April 14, 1989). The trial was resuned and
concl uded on June I, 1989 in Wica, New York after which the Court
reserved decision and allowed both parties the opportunity to

subm t nenoranda of | aw

FACTS

Debtor had been the sole proprietor of a hone inprovenent
busi ness in which he contracted for various jobs wth hone owners.
As part of his regular course of business, Debtor purchased
bui l ding materials and supplies on a "supply now - get paid later"
basis fromvarious suppliers including Erie.

On March |1, 1987 Debtor entered into a witten contract wth
Luke and Dorothy Kubarek ("Kubarek™) which required him to nake
certain inprovenents in their residence at 202 Kingsdown Drive,
Li verpool, New York. The contract provided that Debtor would
renmove existing windows and replace themw th two casenment w ndows
in the kitchen, a bow window in the dining room and thirteen
doubl e hung windows in |ocations throughout the remainder of the

house. Through the testinony of FErie's Treasurer, M chael
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Shorney, and Erie's invoices, Erie established that the identica
itens specified in the Kubarek contract were purchased from Erie
and delivered to the Kubarek residence at the time that the work
was performed. The invoices, dated May 27 and June 1 were signed
by Debtor as having received the materials, and verify the tota
amount owing on the materials as $4, 324. 90.

At the hearing in Uica, New York on June |, 1989, Ms. Kubarek
testified that she had paid Debtor, in installnents, the anmount of
$1 0,200.00 pursuant to their contract. A receipt, signed by
Debtor, stating that the Kubarek contract was paid in full as of
June 4, 1987, was also admtted into evidence at the hearing.
Plaintiff's Exhibit L. No evidence was presented by FErie
regarding the second contract, the alleged Robinson contract, nor
as to any noney paid by Robinson for inprovenents to their
resi dence.

On February |, 1988, when Debtor filed a voluntary petition for
relief pursuant to Chapter 7 of the Code, Erie had not received
the $4,324.90 owed to it by Debtor for the materials and supplies
provided to Debtor between May 27, 1987 and June |, 1987 which

were used for the Kubarek renovation

JURI SDI CTI ONAL STATEMENT

The Court has jurisdiction over this adversary proceeding by

virtue of 28 U.S.C [01334(b) and 157(a) (West 1979 & Supp. |989).

This is a core proceeding pursuant to 28 U S . C [157(b)(l) and
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(b)(2)(1) (West 1979 & Supp. 1989) and Bankruptcy Code ("Code")
0523(a) (4).

ARGUMENTS

Erie argues that the Debtor is indebted to Erie in the anount of
$6,217.75 for materials supplied to Debtor for use on two separate
contracts for real property inprovenents and work performed by
Debtor for which he received paynent. Erie clains that Article 3-
A of the New York Lien Law (MKinney 1989) ("Lien Law') creates a
separate trust for each contract consisting of paynents received
by a contractor for performance of the work to the extent that the
materi al man that supplied nmaterials used on a particular contract
was not reinbursed. The trust funds, Erie contends, are not part

of the estate under Code [I541. The Debtor contractor, FErie

clains, acts as the statutory trustee with a legal obligation to
apply the funds to the paynment of materialman Erie as beneficiary
of the trust. FErie asserts that because Debtor received the funds
but neither paid Erie nor kept records in accordance with the Lien
Law, the debt to Erie is not dischargeable pursuant to Code
0523(a) (4).
Debtor maintains that actual diversion of funds nust be proven.
Debtor asserts that because there is no evidence of the
di sposition of the funds after receipt by Debtor and no proof as
to whether the contract was profitable, reliance upon the nere

non- paynent of Erie is insufficient to establish an exception to
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di scharge under Code [523(a)(4). Since Erie's claim is for
substantially the entire anmount of the Kubarek contract, Debtor
contends, that "a contractor would be guilty of a crimnal act
every tine he entered into an inprovident contract" if |aborers
and ot her suppliers also had to be paid frominsufficient contract
revenues. Debtor further argues that since there was no evidence
of other suppliers, there is "no basis in fact or law' which
entitles Erie to all of the nonies received by Debtor on the

Kubar ek contract.

DI SCUSSI ON

Pursuant to Code [523(a)(4), a debt is nondischargeable

if it is on account of "fraud or defalcation while acting in a
fiduciary capacity ..." In keeping wwth the Code's "fresh start"
principle, courts have consistently held that the word fiduciary
as it relates to [1523 applies only to an express trust. See In re

Peters, 90 B.R 588, (Bankr. N.D.N. Y. 1988) (citing Davis v. Aetna

Acceptance Co., 293 U S. 328, 333 (1934)). This Court has already

recogni zed that the provisions of Article 3-A of the New York Lien

Law create such an express statutory trust. See In re Gould, 65

B.R 87, 89 (Bankr. ND.NY. 1986). Under Code [541(c)(2), a
restriction on the transfer of a debtor's beneficial interest in a

trust enforceable under state law is not part of the debtor's

estate. See Inre Gosso, 9 B.R 814, 823 (Bankr. N.D.N. Y. 198l).

Thus, under Article 3-A the trust is created and the fiduciary



duty attaches upon recei pt of paynent by the contractor.
If a fiduciary relationship is found to exist, the plaintiff
must then establish that the debt arose through "fraud or

defal cation while acting in [that] fiduciary capacity,” in order
for Code [523(a)(4) exception to dischargeability to apply. Wile
a finding of either fraud or defalcation satisfies Code
0523(a) (4), establishing fraud requires a showing, by clear and

convi nci ng evidence, of a positive intentional act involving noral

t ur pi tude. In re Peters, supra 90 B.R at 605. Alternatively

establ i shing defal cation requires a showi ng, by a preponderance of
the evidence, of a failure of the fiduciary to account for noney
received in his fiduciary capacity even if through negligence. |d.
In the present case, FErie, as indicated by invoices admtted
into evidence at the Cctober 27, 1988 hearing, supplied to Debtor,
on a "pay - later" basis, the supplies used in the renovation of
t he Kubarek hone. This practice of "supply now - get paid |later”
has long been the industry norm between nmaterialnmen and
contractors. Indeed, it was in response to this practice that the
New York Legislature pronulgated the present Lien Law so that
funds paid by an owner would ultimately reach material nen and

| aborers. See In re Gould, supra 65 B.R at 89 (quoting [942

Report of Law Rev. Comm, pp. 298-300; N Y.Legis.Doc. 1942, No.
65(H), pp. 2830).

Debtor does not refute the fact that the testinony and
docunentary evidence shows that he, as contractor, received
$10, 200. 00 in paynment from Kubarek for the renovations perfornmed

at that residence. Recei pt of those funds created the statutory
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trust and inposed a fiduciary duty on the Debtor. Mreover, under
the Lien Law, Erie, as the material man, was a beneficiary of that
trust.

Havi ng established that a trust fund existed wth regard to the

Kubarek contract and that Erie was a beneficiary of that fund, the

final inquiry is whhether the debt arose through fraud or
def al cati on. Erie offers no evidence regarding the actua
diversion of the trust funds. |Instead, it relies on the provision

of [75(4) of the Lien Law which states that "[f]ailure of the

trustee to keep the books or records required ... shall be
presunptive evidence that the trustee has applied ... trust funds
actually received by him... for purposes other than a purpose of
t he trust " The resulting statutory "presunption of diversion"

has been attenuated by previous holdings of this Court to a

perm ssible inference of diversion. Peters, supra 90 B.R at 606

(citing Gosso, supra 9 B.R at 826).

After being called as a witness at the dischargeability trial on
Cctober 27, 1988, Debtor was asked to identify certain |edger
docunents he had allegedly produced regarding incone and
expenditures on the Kubarek and Robinson contracts. Debt or
invoked his Fifth Anmendment privilege against self-incrimnation
and refused to identify the docunments. The docunents, as a result
of Debtor's proper assertion of his constitutional privilege, were
not admtted into evidence. Erie argues that the absence of these
or any other docunents which would appear to satisfy the Debtor's

statutory duty under [75(4) of the Lien Law to keep adequate

records, triggers the aforenentioned inference of diversion.
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This, however, poses the question of whether drawing a negative

inference in this instance, in effect, inpermssibly penalizes the
Debtor for exercising his privilege against self-incrimnation.

The Court finds that the inference of Debtor's diversion of

trust funds can properly be drawn here. As set forth by the Court

in In re Oot, supra slip op. at 13, an adverse inference is

permtted where the debtor asserts his privilege on matters

peculiarly within his know edge and where there is independent

evi dence supporting the adverse fact being inferred. See Baxter v.

Pal m gi ano, 425 U.S. 308, 318 (1976); Machado v. Commandi ng

Oficer, 860 F.2d 542, 544-45 (2d Gr. 1988). Here, FErie's
invoices, Plaintiff's Exhibits G and H indicate nmaterials
corresponding to the contract that Debtor had entered into wth
Kubarek, Plaintiff's Exhibit K were delivered to the Kubarek
resi dence. Erie's witness, Shorney, testified as to the anount
owed by the Debtor on the invoices being $4,324.90. Ms. Kubarek
testified that she paid Debtor $10,200.00 on her contract wth
Debtor and Debtor's own witten receipt, Plaintiff's Exhibit L,
acknow edges that he received that paynent from Ms. Kubarek on
June 4, 1987. The information in the alleged |edger docunents
which was protected by Debtor's assertion of his Fifth Amendnent
privilege, here, is exclusively within the Debtor's know edge,
however, uncontroverted testinonial and docunentary evidence
exi sts independently of Debtor's alleged | edgers which warrant the
i nference of diversion. Thus, while the Debtor is permtted to
assert his privilege as a protective shield, he is not also

allowed to convert it into a sword to strike out an inference



9

warranted by the circunstances here. See United States v.

Robinson, _ U S _, 108 S.Ct. 864, 869 (1988).

The Debtor in the instant case has offered no proof to rebut the
inference of diversion invoked by FErie. The Court nust,
therefore, agree with Erie's claim that the absence of Debtor's
records required by [75(4) of the Lien Law presunes that Debtor
di verted funds belonging to the trust.

Additionally, In Peters, supra, the Court inplicitly adopted the

reasoning set forth in the semnal Second Crcuit case defining

defal cation, Central Hanover Bank & Trust Co. v. Herbst, 93 F. 2d

510 (2d Cr. 1937)(J. Learned Hand). The Central Hanover court

observed that defalcation extends to "innocent defaults, so as to
include all fiduciaries who for any reason were short on their
accounts" thereby also covering defaults other than those
involving "deliberate nalversations ... [or] msappropriation" by
t he debtor. Def al cation may be established even though debtor's
failure to account for noney he received while acting in a
fiduciary capacity was through ignorance or negligence. 1d.

Debtor's argunment that actual and intentional diversion of the
trust funds nust be shown in order to establish defal cation under

Code [523(a)(4) is, therefore, wunfounded. Thus, the Debtor's

"innocent default” while under a fiduciary duty to Erie may be
sufficient, without nore, to establish defal cation. In t he
case at bar, the fact that Debtor obtained materials from Erie
which he used in the renovation of the Kubarek residence and for
whi ch he received paynent, has been clearly established. As noted

earlier, it was receipt of these funds that established the trust,
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and Erie was a beneficiary of the trust as a material man. Having
failed to both keep the records required under [75(4) of the Lien

Law and to nmake trust fund paynments to Erie, constitute the
Debtor's breach of duty and defalcation with regard to the debt
attributed to the cost of the materials in the amount of
$4, 324. 90.

Debtor also asserts that since Erie has not shown that it was
the only party providing mterial or labor to the Kubarek
contract, it should not be allowed to recover the entire anount
due because the result would be a substantial depletion of the
bal ance of funds in the trust. Wile not articulated as such, the
Court will treat Debtor's assertion as an argunent that Erie's
claim shoul d be brought in the formof a class action rather than
by Erie as an individual clainmnt. Lien Law disputes under
Article 3-A should initially be brought in a representative
capacity on behalf of all the beneficiaries of a trust, however,
the failure to do so is not necessarily fatal to a claimnt's

acti on. See Scriven v. Mple Knoll Apts., 46 A D 2d 210, 215

(N. Y. App.Div. 1974). A'so, since New York G vil Procedure Law and
Rules ("NYCPLR') [901 and Federal Rules CGvil Procedure ("FRCP")

23 are procedural in nature, this Court adheres to FRCP 23 under

Erie v. Tonpkins, 304 US. 64 (1938). See Peters, supra 90 B. R

at 594.

Under the stricter standards inposed by FRCP 23, even if begun
as a class action, FErie's action would not be able to be
mai nt ai ned as such. FRCP 23(a) conjunctively inposes, inter alia,

the so-called "nunerosity" requirenment that the class be "so
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numerous that joinder of all nenbers is inpracticable.” In
determning inpracticability of joinder, the geographic |ocation

of potential plaintiffs is a key factor. Inre WT. Gant Co., 24

B.R 421, 425, n.4 (Bankr. S.D.N Y. 1982). Also, while there is
no absol ute m ni mum requi renment, case |aw overwhel m ngly indicates
that the class of potential plaintiffs here does not neet the
nunerosity requirenent. See id. at 424 (33 nenbers too snall);

Ewh v. Monarch Wne Co., Inc., 73 F.R D. 131, 133 (Bankr. E.D.N.Y.

1977) (34 putative plaintiffs insufficient); State Sec. Ins. Co. v.

Frank B. Hall & Co., Inc., 95 F.RD 496, 498 (ND. Illinois

1982) (40 possible plaintiffs uncertain); Gover v. MMirray, 361

F. Supp. 235, 463 (S.D.NY. 1973)("[F]ifteen to thirty cannot
mai ntain a class action unless special circunstances make joi nder
of menbers inpracticable.™).

According to Debtor's list of creditors, which his counsel
certified under penalty of perjury, there are at nost, fifteen
possible trust claimants, i.e., l|aborers and material nen. Ther e
has also been no showing of inpracticality of joinder of the
potential plaintiffs. This does not reach the levels required for
certification.

Furthernore, the Court assunes that all of the potential
plaintiffs had formal notice of Debtor's bankruptcy filing. It is
difficult to believe that there exist potential claimants wth
noti ce who have not yet taken measures to protect their interests.

It is rather to be expected that an individual with a significant
pecuniary interest in the Debtor's case is best situated to guard

his or her interest. In re Peters, supra 90 B.R at 595 (citing
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Mull ane v. Central Hanover Bank & Trust Co., 339 U S. 306, 316

(1950)).

The Court finds, therefore, that Erie is relieved of the
pr ocedur al prerequisite of bringing its nondischargeability
conplaint in a representative capacity due to the factua
circunstances here which preclude certification of +the class
action under FRCP 23. In light of this, to require Erie to anend
its conmplaint to conform to the form of pleadings in a class
action is pointless.

Based upon the foregoing, it is hereby

ORDERED:

1. That Debtor's pre-petition debt to Erie in the sum of
$4,324.90 on account of materials used in connection with the
Kubar ek contract is deened nondi schargeabl e;

2. That Debtor's alleged pre-petition debt to Erie in the sum
of $1,892.85 on account of materials used in connection with the

Robi nson residence is deened di scharged.

Dated at Utica, New York
this day of Novenber, |989

STEPHEN D. GERLI NG
U. S. Bankruptcy Judge



