UNI TED STATES BANKRUPTCY COURT
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In re:

ROBERT W DYGERT, BKY 98-45925
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JAMES F. MURPHY AS CUSTODI AN
FOR TI MOTHY J. MJRPHY;
PAMELA A. MURPHY; THOMAS A.
MURPHY; | RENE N. W LSON;
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WENDELL E. W LSON

Pl aintiffs,
_V__
ROBERT W DYGERT, FI NDI NGS OF FACT,
CONCLUSI ONS OF LAW AND
ORDER FOR SUMVARY
Def endant . JUDGVENT

At M nneapolis, Mnnesota, May 11, 2000.

The present matter canme before the court on a notion of
the Plaintiffs for summary judgnent. John Stoebner and David
Har beck appeared on behalf of the Plaintiffs. Edward
Ber gqui st appeared on behalf of the Defendant. Based upon the
files and records of the proceeding, the affidavits, and the
argunments of counsel, the court makes the foll ow ng:

FI NDI NGS OF UNDI SPUTED FACT



1. This adversary proceeding stens fromthe failure of a
busi ness known as Organi ¢ Conversion Corporation (“OCC"),
which filed a Chapter 11 bankruptcy petition in July of 1998.
According to its mssion statenent, OCC is a manufacturing and
sal es organi zation serving the organi c waste di sposal needs of
stock yards and nunicipalities. More specifically, OCC was in
t he busi ness of conposting manure and baggi ng vari ous soi
products for the | awn and garden industry. OCC was
incorporated in 1965, but the management group at the tine of
t he bankruptcy did not cone into control until 1974. Debtor-
Def endant Robert W Dygert (“Dygert”) was one of the
i ncorporators of OCC and al so part of the group that |ater
bought out the conpany.

2. Dygert graduated fromlaw school in 1938 and held a
license to practice law until 1999 when it was suspended for
failure to conply with the continuing | egal education
requirenment. Fromthe |late 1970s until 1986, Dygert practiced
law in a partnership with his son Jerry. From 1986 unti
1988, he was a partner in a firmknown as Dygert and W se.

Begi nning July 1, 1988, Dygert left the practice of law to
concentrate full-time on the business of OCC.

3. During the relevant tinme periods, Dygert’'s famly

owned all of the OCC stock. Dygert’s wife, Kathryn, and son-



in-law, Kurt H Jensen, each owned 47% of the stock. Dygert’s
son, Jerry, owned the remaining 6% At the tine of the
bankruptcy, Kurt Jensen served as President and C. E. O of the
conpany. Dygert’s grandson, Kurt A. Jensen (known as Andy)
was the Vice President and Secretary.

4. Although Dygert no | onger owned stock in OCC after
1988, he was still significantly involved in the operations of
t he business. For a tinme he was the corporate secretary, and
in that capacity he was responsible for preparing the
corporate mnutes. He was also a nenber of the board of
directors until 1994, but he maintains that in |later years he
did not attend many neetings of the board because the other
menbers ran the business. He also served as corporate
attorney fromthe late 1980s until the tinme of the bankruptcy
filing. |In that position, he oversaw collection activities,
suits against conpetitors, and various nuisance clains. His
ot her duties included building relationships with state
fertilizer control officials, attending neetings of the
Ameri can Association of Plant Food Control Officials, and
supervising the testing of products.

5. After 1994, Dygert was no | onger active in the day-

t o-day managenent of the conpany. However, he continued to

pursue his primary responsibility, which was to ensure that



adequat e noney was comng into the business to finance
operations. The primary vehicle for obtaining sufficient
financing was through the solicitation of investnments known as
Juni or Mortgage Notes. The investors were generally friends
of Dygert’s famly and their relatives. |In total,
approximately $6.1 mllion was invested through the Junior
Mort gage Note program As part of his role, Dygert reviewed
the financial information of the conpany on a regular basis to
determ ne whether to solicit nore investments. Because of
this duty, Dygert was intimately famliar with both the assets
and liabilities of OCC.

6. The Plaintiffs in this case, David V. Meyer, Ceraldine
A. Meyer, James F. Murphy, Janmes F. Miurphy as custodi an for
Ti mot hy J. Murphy, Panmela A. Murphy, Thomas A. Mirphy, Irene
N. Wlson, Steven E. WIlson, and Wendell E. W/ son
(“Plaintiffs”), were all individuals who invested in the
Juni or Mortgage Notes. As an attorney, Dygert or his law firm
had represented both Plaintiff David Meyer and Plaintiff Irene
Wl son. After Dygert left the practice, Dygert’s son Jerry
continued to represent Plaintiffs David and Geral di ne Meyer,
Thomas Murphy, Irene WIlson, and Steven W son.

7. The Plaintiffs’ Notes generally contained identical

ternms, including a statenment that the notes woul d be secured



by a junior
equi pnment

and supplies of OCC.
to existing or future bank | oans.
cont ai ned Dygert’s personal

in the record before the court,

inventory or work in process,

nort gage upon the rea

guar ant ee.

est at e,

machi nery,

and finished goods

Such nortgage woul d be subordi nate only
Each of the Notes al so
Based upon the Notes

the follow ng chart summari zes

the investnments made by each of the Plaintiffs and the

particul ar ternms of each note.

Dat e | nvest or Anmount | nt er est Dat e Due
Davi d and 0 0 30 days
3/ 7/ 96 Geral di ne Meyer $10, 000 129 10% noti ce
James F. Murphy
2/ 25/ 98 |28 cust odi an for $2. 500 12% 10% 60 Qays
Ti nmot hy J. notice
Mur phy
30 days
0,
9/ 20/ 88 |James F. Murphy $2, 500 12. 5% notice
James F. Murphy
1/1/96 |and Pamela A $5, 000 1204 10% | 30 days
Mur phy notice
Mar garet E
12/30/ 87 | Mur phy and $10, 000 12. 5% 3n00t0i'iyes
Thomas A. Mur phy
Mar garet E
2/ 21/ 89 |Murphy and $10, 000 15% 8/ 21/ 89
Thomas A. Mur phy

! Notes with this designation paid 12% interest for the
first six nonths and 10% t hereafter.
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Mar garet E
8/21/89 |Mirphy and $10, 750 15% 8/ 21/ 90
Thomas A. Mur phy
Mar garet E
8/21/90 | Mirphy and $12, 432 12. 5% 30 aays
Thomas A. Mur phy
Mar garet E
12/4/90 |murphy and $6, 000 12. 5% 3n00tﬂiyes
Thomas A. Mur phy
Mar garet E
1/17/92 |mirphy and $5, 000 12. 5% 3n00t0i'iyes
Thomas A. Mur phy
Mar garet E
11/ 23/ 93 | Mur phy and $10, 000 10% 3n00t0i""‘cyes
Thomas A. Mur phy
9/ 25/ 97 |Thomas A Murphy | $5, 000 12% 10% 6n°0t0:""cyes
60 days
2/ 27/ 98 | Thomas A. Murphy $5, 000 12% 10% notice
11/2/76 |Irene W1 son $15, 000 10% 30 days
notil ce
1/3/92 |Irene Wl son $48, 800 10% 30 days
notil ce
2/4/92 |Irene Wl son $12, 500 12.5% 30 days
notil ce
10/ 26/ 92 | St even W son $5, 000 10% 30 days
notil ce
9/8/93 |wendel| W son $5, 000 10% 30 days
notil ce
8. Prior to each investnent by the Plaintiffs, Dygert

woul d di scuss with them what he perceived to be the positive
aspects of the conpany, but never discussed any negative

aspects or any risk associated with the investnents.



9. According to the affidavits subnmtted in connection
with the nmotion for summary judgnent, the Plaintiffs were owed
the follow ng anounts at the tinme of OCC s bankruptcy: (1)
David V. Meyer and Geral dine A. Meyer, $12,368.58 plus
interest; (2) James F. Murphy and Pamela A. Murphy, $13,312.01
plus interest; (3) James F. Murphy as custodian for Tinothy J.
Mur phy, $2,527.95 plus interest; (4) Thomas A. Mirphy,
$106, 180. 08 plus interest; (5) Irene N. Wlson, $67, 845. 82
plus interest; (6) Steven E. WIlson, $2,367.83 plus interest;
and (7) Wendell E. WIson, $5,000 plus interest. 1In his
response, Dygert did not dispute the anmpbunts owed as cl ai ned
by the Plaintiffs.?

10. Dygert provided the Plaintiffs and other Notehol ders
with witten financial informtion about the conpany on a
quarterly basis. This information generally only disclosed
assets, sales, and profit before taxes and interest paynents
on the ever-increasing debt load. Plaintiffs received no
information regarding the liabilities of the conpany including

the full extent of the other outstandi ng Junior Mrtgage

However, Dygert does dispute that these anounts coincide
with the Plaintiffs’ actual damages. He argues that

Plaintiffs will receive a substantial paynent on their clains
t hrough OCC s Chapter 11 plan. Even if this is true, it does
not relieve Dygert of his liability. [If Plaintiffs recover

any anmount of their clainms from Dygert as guarantor, he would
nmerely be subrogated to their treatnment under the plan. 11
U S C 8 509 (1994).



Notes. |Indeed, at one point, Dygert even prepared a so-called

“bal ance sheet” that only portrayed the assets of the conpany.

11. Dygert stated that he made the decision to not give
conplete financial statenents, even after directly requested
by some of the Plaintiffs, because he was afraid it would | ook
too nmuch |ike a prospectus for unregistered securities. He
adm tted that know edge regarding liabilities would be
i nportant in evaluating the financial condition of a conpany.
However, Dygert nmaintained that he always believed there was,
in fact, no risk to the investnents because he thought OCC was
financially viable right up until the bankruptcy filing.

12. The quarterly reports contained in the record
provided the following information to the Notehol ders:

a. |In January, 1990, Dygert sent a letter to the
Not ehol ders announci ng growt h under the current managenent.
It showed steadily increasing net sales and book val ue of
assets for each year from 1975 to 1989. It provided no
information about liabilities or profitability.

b. In aletter dated July 1, 1996, Dygert again
boast ed about the continuing gromth of the conpany. The
letter also noted a tenporary cash flow problem due to the

i ncreased sal es.



c. The letter of January 1997 reported further
growth in sales of about 10% over the previous year and
predicted an increase in profitability.

d. In July 1997, Dygert announced in his report to
t he Notehol ders that sales had again increased as expected and
made ot her announcenents regardi ng new enpl oyees, a new pl ant,
and new custoners.

e. The August 20, 1997 letter heralded a 15%
increase in sales. It further explained that gross sales, at
$5, 800, 000, were 50% hi gher than three years before and that
bottom line profit had inproved. This letter included graphs

that showed the increase in sales and val ue of assets since

1975.

f. The letter dated COctober 1, 1997, declared a
sales volume of $5.9 mlIlion for the fiscal year, up from$5.1
mllion the year before. It further stated that net profit

after all expenses including interest was doubl e the anmount
fromthe prior year. Dygert has specifically admtted that
the latter statement was untrue. While Dygert submits in his
affidavit that not all of the investors received this
particular letter, he testified at his deposition that all of
the Plaintiffs received identical letters.

g. The Novenber 12, 1997, letter provided a chart

showi ng a steady increase in sales and assets since 1975. It



al so discussed the immnent availability of a new facility
that would hel p decrease the cost of production.

h. On January 1, 1998, Dygert sent a letter
announci ng the opening of a new plant, but noting a shortage
in working capital. This letter solicited additional
investnents in order to get through the slow wi nter season,
but assured investors that the problem would soon be
all eviated as revenues began to flow in spring.

13. The tax returns of OCC paint a nmuch different
picture regarding its profitability. In 1993 the conmpany had
a net taxable |oss of $1,547,822. The 1994 return showed a
net taxable |oss of $1,521,538. After a break-even year in
1995, the 1996 tax return indicated a net taxable |oss of
$550, 340. The 1996 return also showed a net operating |oss
carryover, dating back to | osses generated since 1986, of
$1, 909, 604. Dygert disputed the accuracy of these returns due
to certain accounting changes recommended by outside
accountants.

14. The record al so contains financial statenents for
t he conpany dated Novenber 20, 1997. These statenents conpile
the financial information for OCC for 1994 through 1997 and do
not contain the accounting changes that Dygert objected to.
VWile they reflect the increasing sales that Dygert repeatedly

reported to the Noteholders (from$3.8 mllion in 1994 to $5.9
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mllion in 1997), they also indicate only margi nal net income
after taxes and interest expense (from $78,000 in 1994 to
$80, 000 in 1997). The bal ance sheet manifests rapidly
increasing debt (from$4.4 mllion in 1994 to $6.4 mllion in
1997). It is further undisputed that, by the tinme of the
bankruptcy filing in 1998, the outstanding Notes al one
amounted to $6.1 mllion.

15. The Plaintiffs were not made aware that OCC was
generally only staying afl oat because of the continuing
i nvest nent of capital through the Junior Mrtgage Notes. Each
year nore investments were needed to service the heavy debt
| oad carried by the conpany. The “profitability” of the
conpany that Dygert announced fromtime to tinme in his
quarterly reports was cal cul ated before the interest paynents
on the Notes, which typically exceeded $500,000 annually in
| ater years. Thus, through his creative cal cul ati ons, Dygert
was able to create the illusion of a financially stable
busi ness.

16. Dygert also failed to disclose that he had borrowed
$100, 000 from the conpany individually and the partnership of
Dygert and Dygert had al so borrowed $100, 000. Both of these
| oans were written off as uncollectible by OCC in 1997.

17. OCC and Dygert signed an Indenture Trust Agreenment

on October 14, 1996. This docunent named Dygert the trustee

11



for the Junior Mrtgage Notehol ders. Dygert agrees that one
of his fiduciary duties was to obtain security for the

Not ehol ders. Up until that point, the security interest
purportedly given by the Junior Mrtgage Notes was not
properly docunented or perfected in any way. Dygert maintains
that the failure to secure the Notes in a nore tinely fashion
was excusabl e because the Notes did not represent a tine by
whi ch they had to be perfected. Furthernore, he contends that
he did not assume any fiduciary duties until the execution of
the I ndenture Trust Agreenent.

18. In 1997, OCC received a $200, 000 i nvestment from
Donal d Drapeau, Jerry Dygert’s housemate. Drapeau was granted
a security interest in the conpany’s accounts receivable.

This interest may have had priority over a portion of the
Not ehol ders’ security interest because their interest still
had not been perfected with respect to some assets in |owa.

19. I n Novenmber of 1998, the M nnesota Conm ssioner of
Comrerce issued a ruling with respect to the Junior Mrtgage
Notes. The ruling found that the Junior Mrtgage Notes
constituted securities within the provisions of Mnn. Stat. 8§
80A. 14 subd. 18 and that they were not registered pursuant to
Mnn. Stat. 8 80A.08. The ruling also found that Dygert was
not licensed to sell securities as required by Mnn. Stat. 8§

80A. 04. The Comm ssioner concl uded Dygert and OCC vi ol at ed

12



Mnn. Stat. 8 80A.01 by “omtt[ing] disclosure of materi al
facts in the course of offering and selling junior nortgage
notes to M nnesota investors, including, but not limted to,
the financial status of OCC, the intended use of proceeds from
the sale, and the safety of the investnent.” The Commi ssioner
ordered Dygert and OCC to cease and desist fromselling any
nore Juni or Mortgage Notes.

20. Although the Plaintiffs nmay receive sonme recovery
t hrough OCC s confirnmed plan, it is undisputed that all of the
Not ehol ders, including the Plaintiffs, |lost a |arge percentage
of their investments as a result of OCC s bankruptcy.

21. Al of the Plaintiffs have filed Affidavits,
unrefuted by the Defendant, to the effect that they made their
initial investnment based on the glow ng statenents by Dygert
and prior to the coll apse of the business and that they were
encouraged through the quarterly reports to nmaintain those
i nvestnents despite their right to call themon 30 or 60 days
notice. Each has averred that he or she would not have nade
the initial investnent and woul d not have continued to hold
themif they had been told the truth about the financial
condition of the conpany. The record shows that until late
1997 or early 1998, OCC honored all calls on the Notes, which

anounted to nore than $400,000 in paynents in 1997 al one and
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mllions of dollars over the course of the Junior Mrtgage
Not e program

22. Followi ng the bankruptcy filing of OCC, the
Plaintiffs and ot her Notehol ders began calling on Dygert to
honor his guarantees. It becane apparent that Dygert had no
ability to pay the guarantees as he had very few assets and
only earned $3,000 per nmonth. Dygert maintained that he never
t hought he would have to pay all of the Notes because he
al ways believed that OCC would be able to pay. Dygert’s

bankruptcy petition soon foll owed on Septenber 14, 1998.

CONCLUSI ONS OF LAW

Summary judgnent is governed by Federal Rule of Civil
Procedure 56, which is made applicable to this adversary
proceedi ng by Bankruptcy Rule 7056. Federal Rule 56 provides:

The judgnent sought shall be rendered forthwith if

t he pl eadi ngs, depositions, answers to

interrogatories, and adm ssions on file, together

with the affidavits, if any, show that there is no

genui ne issue as to any material fact and that the

nmoving party is entitled to judgnment as a matter of

I aw.
Fed. R Civ. P. 56(c). The noving party on sumrary judgment
bears the initial burden of showing that there is an absence

of evidence to support the nonnoving party's case. Celotex

Corp. v. Catrett, 477 U.S. 317, 325 (1986). |If the noving

party is the plaintiff, it carries the additional burden of
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presenti ng evidence that establishes all elenments of the

claim Id. at 325; United Mortg. Corp. v. Mathern (In re

Mat hern), 137 B.R 311, 314 (Bankr. D. M nn. 1992), aff'd, 141
B.R 667 (D. Mnn. 1992). When the noving party has nmet its
burden of production under Rule 56(c), the burden then shifts
to the nonnoving party to produce evidence that woul d support

a finding inits favor. Matsushita Elec. Indus. Co. v. Zenith

Radi o Corp., 475 U. S. 574, 586 (1986). This responsive
evi dence nmust be probative, and nust "do nore than sinmply show
that there is some netaphysical doubt as to the materi al
fact." 1d. [If the nonnmoving party fails to cone forward with
specific facts showing that there is a genuine issue for

trial, sunmary judgnent is appropriate. |1d. at 587; Anderson

V. Liberty Lobby, Inc., 477 U S. 242, 249-51 (1986).
| . Section 523(a)(2)(B)

Bankruptcy Code 8§ 523(a)(2)(B) provides that the debtor’s
di scharge does not include a debt:

for nmoney, property, services, or an extension,
renewal , or refinancing of credit, to the extent
obtained by . . . use of a statement in witing
(1) that is materially fal se;
(ii) respecting the debtor’s or an insider’s
financial condition;
(iii) on which the creditor to whomthe debtor
is |liable for such noney, property, services, or
credit reasonably relied; and
(iv) that the debtor caused to be made or
published with intent to deceive.

11 U.S.C. § 523(a)(2)(B) (1994).
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At the outset, the Plaintiffs nust establish that their
debts are for noney, property, services, or an extension,
renewal , or refinancing of credit. 11 U S.C. 8523(a)(2).
There are two separate actions that fit within this
definition: (1) each of the investnents in the Junior Mortgage
Notes and (2) the subsequent decision not to call the Notes on
30 or 60 days notice as provided by the ternms of the Notes.
There can be no dispute that 8§ 523(a)(2)(B) enconpasses the
first of these actions. The investnents in the Notes
constitute debts for an extension of credit as that termis

commonly defined. See Field v. Mans, 157 F.3d 35, 42 (1st

Cir. 1998) (defining extension to nean “an offer to make
avai lable”). This definition of extension of credit not only
i ncl udes each of the Plaintiffs’ initial investnments, but also
i ncludes the subsequent decision by several of the Plaintiffs
to invest additional noney in the Junior Mortgage Note
program

The decision not to call the Notes also falls within an
alternative definition of extension of credit. |In this sense,
extension refers to an increase in the length of time to pay

the debt. 1d.; Foley & Lardner v. Biondo (ln re Biondo), 180

F.3d 126, 132 (4th Cir. 1999). The Plaintiffs decided to
continue with their investnments quarter after quarter and year

after year despite the fact that they had the right to cal
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their Notes on 30 or 60 days notice. In this sense, the
Plaintiffs continually gave OCC nore tine to pay off the debt
and, accordingly, their decision not the call the Notes was an
extension of credit. See Field, 157 F.3d at 43; Biondo, 180
F.3d at 132.

Havi ng established an extension of credit, the Plaintiffs
nmust establish that such extension was obtained as a result of
six elenments: (1) the debtor nade; (2) a statenent in witing;
(3) respecting the debtor’s or an insider’s financial
condition; (4) which statenment was materially false; (5) which
was nade with the intent to deceive; and (6) which was

reasonably relied upon by the creditor. Security Bank v.

Wehri (Ln re Wehri), 212 B.R 963, 967-68 (Bankr. D.N.D.

1997).

In this case there is no dispute that the debtor, Dygert,
made statenments in writing respecting OCC s financi al
conditi on when he sent each of the Plaintiffs the quarterly
reports. The first question, therefore, is whether OCC was an
i nsider of the debtor. The Code defines an insider of an
i ndi vi dual debtor to include "a corporation of which the
debtor is a director, officer, or person in control." 11
U.S.C 101(31)(a)(iv) (enphasis added).

Dygert suggests that because in later years he was not in

control of the day to day affairs of the business, OCC was not
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an insider. However, Dygert was once a director of the
corporation. He was also at one point the corporate
secretary, which, under M nnesota corporate law, is one of the
required corporate officers. Mnn. Stat. 300.21. Therefore,
during the tine periods that Dygert was a director and/or an
of ficer, the corporation was an insider of Dygert regardl ess
of whether he was in control. 11 U . S.C. 101(31)(a)(iv); Kroh

Bros. Dev. Co. v. United Mb. Bank (In re Kroh Bros. Dev. Co.),

137 B.R. 332, 335 (Bankr. WD. M. 1992) ("If the Debtor is a
director, establishing control is not necessary for the
corporation to qualify as an insider.").

Furthernore, the definition of insider is preceded by the
term"includes.” Thus, the list of exanples of insiders is
meant to be illustrative, not exhaustive. 11 U S.C 102(3);

In re Krehl, 86 F.3d 737, 741 (7th Cir. 1996); Sol onpn v.

Barman (ln re Barman), 237 B.R 342, 348 (Bankr. E.D. M ch.

1999). The legislative history suggests that, in addition to
the individuals and entities actually named, the term al so
enconpasses anyone with "a sufficiently close relationship
with the debtor that his conduct is nmade subject to cl oser
scrutiny than those dealing at arms length with the debtor."
Krehl, 86 F.3d at 741 (quoting S. Rep. No. 95-989, reprinted
in 1978 U . S.C.C. A N 5787, 5810); Barman, 237 B.R at 348

(quoting Jahn v. Econony Leasing, Inc. (lLn re Henderson), 96
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B.R 820, 824-25 (Bankr. E.D. Tenn. 1989)). 1In ascertaining
i nsider status, courts look to the closeness of the
rel ati onshi p between the parties and whet her any transactions
bet ween them coul d be considered "arm s length." Krehl, 86
F.3d at 742. Accordingly, to determ ne whet her OCC was an
i nsider of Dygert at tinmes other than when he was a director
or officer, | nust consider whether there was a sufficiently
close relationship that, if Dygert and OCC were engaged in a
transaction, it would be subject to close scrutiny.

Under the circunstances of this case, there can be no
doubt that Dygert and OCC mai ntained the type of close
rel ati onshi p necessary to conclude that OCC was an insider of
Dygert. Dygert’s wife, son, and son-in-law owned 100% of the
stock. Dygert’s son-in-law and grandson managed the busi ness
as the corporate officers. Dygert himself held a key position
as the principal fund raiser for the corporation. 1In that
role he was intimately famliar with the finances of the
busi ness and made recommendati ons to the managenent about how
much nmoney to raise and fromwhom It is apparent fromthe
record that the managenent consistently followed his advice
and, in this regard, treated Dygert as a nenmber of the
managenment team | ndeed, at one point he was held out as

bei ng the general supervisor of the finances of the conpany.
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Due to all of these rel ationships, any transaction that
may have taken place between Dygert and OCC woul d have been
subject to close scrutiny. 1In addition, the loans from OCC to
Dygert and his law firmwere not arm s length transactions as
evi denced by the fact that the conpany wote them off as
uncol | ecti ble without any effort at repaynment. Based upon al
of these circunstances, | must conclude that OCC was an
i nsider of Dygert. Accordingly, Dygert nade a statenent in
writing respecting an insider’s financial condition.

The Plaintiffs nust next establish that the statenents
were materially false. A materially false statenent is any
statenment that paints a substantially untruthful picture of a
financial condition by a nm srepresentation of the type which
woul d normal |y affect the decision to grant credit. Jordan v.

Sout heast Nat'l Bank (ln re Jordan), 927 F.2d 221, 224 (5th

Cir. 1991), overruled on other grounds, Coston v. Bank of

Mal vern (ln re Coston), 991 F.2d 257 (5th Cir. 1991); Wehri,

212 B.R at 968; Kunzler v. Bundy (lLn re Bundy), 95 B.R 1004,

1008 (Bankr. WD. M. 1989) (holding that a materially false
statenment is one that is substantially inaccurate).

Subj ectively, the court nust inquire into whether the

conpl aining creditor would have extended credit or renewed an
obligation had it been apprised of the true situation. Ransey

Nat'| Bank v. Dammen (ln re Damen), 167 B. R 545, 551 (Bankr.
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D.N.D. 1994). It is well established that witings with
pertinent om ssions can readily constitute a statenent that is
materially false for purposes of § 523(a)(2)(B). Jordan, 927

F.2d at 224; Dammen, 167 B.R at 551; Bundy, 95 B.R at 1008.

The record reveals that Dygert’'s statenments in the
quarterly reports were materially false, in substantial part,
as a result of omtted information. \While Dygert boasted
about the increasing sales and assets, he studiously avoi ded
telling the Plaintiffs about the debt burden of OCC. At the
rel evant tinme periods, OCC carried several mllion dollars in
debt that it could not service wi thout incurring nore debt
each year. Dygert also announced increasing profits, but
negl ected to take into account the effect of taxes and
i nterest paynents on the debt |oad when cal culating “profit.”
Dygert himself admts that know edge about liabilities and
profitability would be inmportant in evaluating the financial
condition of a conmpany. Therefore, the om ssion of this
information was of a type that would affect the decision to
grant credit, and the failure to provide such information
rendered the quarterly reports materially false.

Dygert points to a nunber of the quarterly letters which
reported arguably negative information about the finances of

the conpany. He argues that the inclusion of this information
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negates any finding of material om ssions. However, a fair
readi ng of these particular letters results in the conclusion
t hat Dygert may have provided sone general information about
cash flow or other problenms, but, in the same breath, he
touted the rising sales figures and offered new i nvest ments.
Overall, therefore, the reports were materially m sl eadi ng

t hrough their om ssions.

At | east one of the quarterly reports also contained an
affirmative m srepresentation. The |letter dated October 1,
1997 stated that net profit after all expenses had doubl ed
over the prior year. Dygert admts that this statenent was
fal se. Because such statenent painted a substantially
untrut hful picture of the financial condition of OCC, its
falsity was material. Jordan, 927 F.2d at 224; Whri, 212
B.R at 968.

The materially false statenents nust al so have been made
with the intent to deceive.® While a person's intent is
generally considered to be a question of fact that is not

ordinarily subject to resolution on a notion for summary

3 Because of the elenent of intent, | conclude that the
order of the Comm ssioner of Comrerce with respect to Dygert’s
sal e of securities does not have a collateral estoppel effect.
Such order contained no finding of intent. See Sprangers v.
| nteractive Technologies, Inc., 394 N.W2d 498, 503 (Mnn. Ct.
App. 1986). Moreover, the Comm ssioner’s order contains no
finding that the representations regarding OCC s financi al
condition were witten representations as required by 8§

523(a) (2).
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judgnment, intent nmay be inferred when the evidence is so one
sided that reasonable m nds could not differ as to the only

rati onal outcome. In re Gkan's Foods, Inc., 217 B.R 739, 755

(E.D. Pa. 1998). Under such circunstances, the court can

deci de the factual issue of intent as a matter of law. 1d.
Proof of fraudulent intent nust generally be gleaned from

surroundi ng circunstances because it is rarely susceptible to

direct proof. Vangelisti v. Kerbaugh (ln re Kerbaugh), 159

B.R 862, 872 (Bankr. D.N.D. 1993). Under § 523(a)(2)(B),
ei ther actual know edge of the falsity of the information or
reckl ess disregard for the truth of the information satisfies
the intent elenent. Damen, 167 B.R at 551; Kerbaugh, 159
B.R at 872. Thus, the nere fact that the statenment was false
and the debtor knew it was false has been held determ native
of an intent to deceive. Kerbaugh, 159 B.R at 873. A
debtor’s nmere unsupported assertions of honest intent will not
overcone the natural inferences fromadmtted facts. 1d.
Mor eover, where the debtor is an individual of intelligence
and experience in financial matters, courts have been nore
inclined to hold himresponsible for publishing a fal se
financial statement. Jordan, 927 F.2d at 226; Kerbaugh, 159
B.R at 873.

Dygert’s affidavit in response to this notion nowhere

explicitly denies an intent to deceive the Plaintiffs. His
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only response is that he subjectively continued to believe
that OCC was financially healthy and that the Plaintiffs did
not require the omtted information. However, Dygert admts
that he had inti mte know edge of the financial condition of
OCC, including the rising debt |oad. He also acknow edges
that information about liabilities generally would be
i nportant in evaluating the financial stability of a business.
Furthernore, Dygert was aware of the tax returns that showed
substantial |osses for the conpany at the same tinme he was
claimng increasing profits in the quarterly reports. Thus,
t he overwhel m ng evidence supports the concl usion that Dygert
knew the quarterly reports were materially false. His
know edge of the falsity of the reports is determ native of
his intent to deceive. Kerbaugh, 159 B.R at 873.

| nportantly, Dygert is a highly intelligent person who is
experienced in financial matters. In |light of Dygert’s
background, it defies comopn sense to believe Dygert’s claim
that the Plaintiffs did not need to know the anmount of the
liabilities and their effect on the net profitability of the
busi ness. Even if he subjectively believed that the conpany
was still financially stable, Dygert, at the very | east, made
the representations with reckless disregard for their truth or
falsity. Such recklessness is also sufficient for finding

i nt ent . Damen, 167 B. R at 551; Kerbaugh, 159 B.R at 872.
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Addi tionally, Dygert’'s refusal to provide conplete financi al
statenments, even when directly asked, further supports the
concl usion that Dygert was intentionally deceiving the
Plaintiffs. Accordingly, |I find that Dygert’s intent to

deceive the Plaintiffs can be inferred as a matter of | aw

Finally, the Plaintiffs nmust establish that they relied
on Dygert’s statements. This elenment requires both actual and
reasonabl e reliance. Actual reliance mandates that the
Plaintiffs did in fact subjectively rely upon or utilize the
submtted informati on when maki ng the decision to extend
credit. Dammen, 167 B.R at 552; Kerbaugh, 159 B.R at 874.
Inmplicit in this requirement is a showi ng that the fal se
statenent was a contributory cause of the extension of credit.
Dammen, 167 B. R at 552; Kerbaugh, 159 B.R at 874.

Each of the Plaintiffs’ affidavits satisfies the actual

reliance requirement. They provide that the Plaintiffs
“becanme . . . Junior Mrtgage Note Holder[s] on the basis of
Dygert’s representations” and that, “if Dygert had truthfully

advi sed [them of OCC s actual financial condition, [they]

i medi ately woul d have requested full payment of all principal
and interest.” Thus, the Plaintiffs have established w thout
contradiction that they actually relied on Dygert’s statenents

in three respects: (1) choosing to make their initial
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investnent in the Notes; (2) subsequently choosing to purchase
addi ti onal Notes; and (3) choosing to maintain the investnents
over the years.

Dygert chall enges any actual reliance on the Cctober 1,
1997 letter and its affirmative ni srepresentation regarding
profitability. He clains in his affidavit that only Plaintiff
Irene WIlson received this particular letter. However, Dygert
testified at his deposition that all of the Notehol ders
received identical quarterly letters. Dygert’s deposition
testinmony is controlling over his later, conflicting

af fidavit. Canfield Tires, Inc. v. Mchelin Tire Corp., 719

F.2d 1361, 1365 (8th Cir. 1983) (“A self-serving affidavit
that contradicts earlier damagi ng deposition testinmony is not
sufficient to create a genuine issue of material fact.”).
Thus, there is no genuine issue of material fact regarding the
Plaintiffs’ actual reliance.

The reasonabl eness of the reliance is an objective
determ nation. Damen, 167 B.R at 552; Kerbaugh, 159 B.R at
874. A court’s determ nation of reasonabl eness is properly
made by considering all of the surrounding circunstances.

First Nat’'|l Bank v. Pontow, 111 F.3d 604, 610 (8th Cir. 1997);

Bundy, 95 B.R at 1009. The stringency of the reasonabl eness
standard varies with the | ender’s sophistication. Bundy, 95

B.R at 10009. However, once it has been established that a
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debt or has furnished a creditor a materially false financi al
statenent, the reasonabl eness requirenent “cannot be said to
be a rigorous requirenment, but rather is directed at creditors

acting in bad faith.” National Union Fire Ins. Co. V.

Bonnanzio (ln re Bonnanzio), 91 F.3d 296, 305 (2d Cir. 1996);

Bank One v. Wholum (ILn re Wholum, 979 F.2d 71, 76 (6th Cir.

1992). In addition, the existence and nature of any prior

rel ati onship or dealings between the parties are also rel evant
to determ ne the reasonabl eness of the creditor’s reliance.
Bundy, 95 B.R. at 1009.

Dygert’s response does not question the reasonabl eness of
the Plaintiffs’ reliance. Based on the totality of the
circunstances, | nust conclude that their reliance was
reasonabl e, especially given that such requirenment is not
meant to be rigorous. Nothing in the record suggests that the
Plaintiffs were highly sophisticated | enders. To the
contrary, it appears that they were clients, former clients,
or persons who felt especially confortable relying on Dygert's
advi ce and statenments. Nor is there any evidence that
Plaintiffs acted in bad faith. Indeed, several of the
Plaintiffs asked for additional financial information and were
refused by Dygert. Here, too, the failure to protest further
suggests a speci al dependent and trusting relationship. The

preexi sting rel ationshi ps between Dygert and the Plaintiffs or
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their famly nmenbers, thus, in part, |leads to the concl usion
that their reliance on his statenents was reasonabl e.

Dygert finally argues that Plaintiffs cannot establish
causati on because the conpany did not have the ability to cash
them out at the end. Dygert’s argunment fails for two reasons.
First, all of the Plaintiffs made their initial investnents at
a time when OCC was able to, and in fact did, cash out other
Not ehol ders. Thus, the material m srepresentations contained
in the quarterly reports caused the Plaintiffs to maintain
their investnments beyond the tinme when the conpany had the
ability to honor their calls. Second, the Plaintiffs that
purchased additional Notes did so in reliance on the earlier
quarterly reports. Thus, but for the materi al
m srepresentation contained in those reports, the Plaintiffs
woul d not have made the additional investnments. |In this
respect the conpany’s ability to honor the calls on the Notes
is irrelevant.

In sum Dygert has failed to produce probative evidence
to rebut Plaintiffs’ prima facie case and rai se a genui ne
issue as to any material fact. The debts that Dygert owes to
the Plaintiff are extensions of credit obtained by Dygert’'s
use of a statenment in witing that is materially fal se,

respecting an insider’s financial condition, on which the
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Plaintiffs reasonably relied, and which Dygert published with
an intent to deceive.
1. Section 523(a)(2)(A

Al t hough the prior discussion establishes that Dygert’s
debt to the Plaintiffs is nondi schargeable, | will also
consider the Plaintiffs’ other clains under 8 523(a)(2)(A) and
(a)(4).

Section 523(a)(2)(A) provides that a di scharge does not
include a debt “for noney, property, services, or an
extension, renewal, or refinancing of credit, to the extent
obtained by . . . false pretenses, a false representation, or
actual fraud, other than a statenment respecting the debtor’s
or an insider’s financial condition . . . .” 11 U S.C. 8§
523(a)(2)(A). Plaintiffs nmust show (1) the debtor made a
representation; (2) at the tine the representati on was nade
the debtor knew it was false; (3) the debtor subjectively
intended to deceive the creditor at the time he made the
representation; (4) the creditor justifiably relied upon the
representation; and (5) the creditor sustained injury as a

proxi mate result of the m srepresentation. Merchant’'s Nat’|

Bank v. Mden (ILn re Men), 238 B.R 785, 788 (B.A.P. 8th Cir.

1999); Mnnesota Client Security Board v. Want (ln re Want),

236 B.R. 684, 694 (Bankr. D. M nn. 1999).
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Pursuant to its terms, 8 523(a)(2)(A) excludes fromits
anbit statenments concerning the debtor’s or an insider’s
financial condition. 11 U S.C. 8§ 523(a)(2)(A); Want, 236
B.R at 697,698. Thus, under this section, Plaintiffs nust
establish fal se representations other than those contained in
the quarterly reports. There appear to be two such
representations: (1) Dygert’s personal guarantee; and (2) the
statenent in each of the Notes prom sing that they would be
secured by a nortgage.

First, I will address Dygert’s guarantee. A guarantor’s
prom se to guarantee a debt is a representation that he has
the intention to pay the debt. Want, 236 B.R at 698.
Accordi ngly, Dygert’s guarantee of each of the Notes anounted
to a representation to each of the Plaintiffs that he intended
to repay them

Plaintiffs nust further establish that Dygert knew the
representation to be false at the time he made it. A proni se
such as a guarantee is generally only fraudulent if the
guarantor had no intent to fulfill his promse at the tine it

was made. Exet er Bancorporation, Inc. v. Kenper Securities

G oup, Inc., 58 F.3d 1306, 1312 (8th Cir. 1995); Want, 236

B.R at 698. A representation or expectation as to future
acts is not a sufficient basis to support an action for fraud

nmerely because the representation, act, or event did not take
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pl ace. Exeter, 58 F.3d at 1312. The failure to carry out
such a prom se, with nothing nore, does not constitute fraud;
there nmust be affirmative evidence that, when the guarantor
made the prom se, he had no intention of keeping it. 1d.

Plaintiffs rely on two pieces of evidence to support
their claimthat Dygert never intended to fulfill his
guarantee. First, he admtted in his deposition that he never
expected to have to pay on all of the guarantees. However,
Dygert believed, “as all guarantors believe, that paynent on
t he guarantees woul d not be necessary. Repaynent woul d be
acconmpl i shed by [OCC] pursuant to the primary ternms of the
[ Notes].” Want, 236 B.R at 698. Therefore, such a
statement is insufficient to establish that Dygert |acked the
intent to repay the Notes at the tinme he made the guarantee;
he merely expected that he would not have to nake such payment
hi nsel .

Second, Plaintiffs note that Dygert never had the ability
to pay on the guarantees because he only earned $3, 000 per
nonth. However, as noted above, 8§ 523(a)(2)(A) specifically
prohi bits using a non-witten representation of a debtor’s
financial condition as a basis for fraud. Want, 236 B.R at
698. Accordingly, Dygert’s inability to pay cannot substitute

for a finding that he did not intend to pay. 1d. Wile
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Dygert’s financial condition my be one indicator of his
intentions, it is not determnative. |d.

In a notion for summary judgment, Plaintiffs must present
evidence to establish all elenments of the claim Celotex, 477
U S. at 523; Mathern, 137 B.R at 314. Because | nust nake
all inferences in favor of the non-noving party, | concl ude
that the Plaintiffs have not put forth sufficient evidence to
establish as a matter of |aw that Dygert knew the
representation to be false when he nmade it, i.e., that he did
not intend to fulfill his guarantees when he signed them
Accordi ngly, sunmary judgnment is not appropriate under 8§
523(a)(2) (A with respect to Dygert’s guarantees.

Dygert al so represented that the Notes would be secured
by a nortgage on “all the real estate, machinery, and
equi prent of the corporation, and all of its inventory of work
in process and finished goods and supplies.” Again, the
Plaintiffs nust establish that Dygert knew this representation
was fal se when he made it. As discussed above, such a prom se
of future intent is only fraudulent if the pronm sor had no
intention of performng the promse at the time it was made.
Exeter, 58 F.3d at 1312; Want, 236 B.R at 698. Here again,
the only evidence that Dygert did not intend to performis the
fact that Notes were not secured until sonetinme after the

| ndenture Trust Agreement was executed. The delay in carrying
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out the prom se, with nothing nore, does not constitute fraud,
there nust be affirmative evidence that, when the Dygert made
t he prom se, he had no intention of keeping it. Exeter, 58
F.3d at 1312. Because Plaintiffs point to no other
affirmative evidence, | nust conclude that summary judgment is
al so i nappropriate under 8 523(a)(2)(A) with respect to the

prom se that the Notes would be secured by a nortgage.

L1l Section 523(a)(4)

Bankruptcy Code § 523(a)(4) provides that a debt is not
di schargeable if it is “for fraud or defal cation while acting
in a fiduciary capacity, enbezzlenment, or larceny.” 11 U. S.C
8§ 523(a)(4). As relied upon by the Plaintiffs, 8§ 523(a)(4)
requires the Plaintiffs to prove (1) the debtor was acting in
a fiduciary capacity and (2) the debtor engaged in fraud or
defal cation while acting in that capacity. 11 U S.C. 8§

523(a)(4); Dutton v. Kondora (ln re Kondora), 194 B.R 202,

208 (Bankr. N.D. lowa 1996); Hays v. Cummins (ln re Cunm ns),
166 B.R. 338, 353 (Bankr. WD. Ark. 1994).
VWhet her a relationship is a fiduciary one within the

meani ng of 8 523(a)(4) is a question of federal |law  Tudor

Oaks Ltd. partnership v. Cochrane (ILn re Cochrane), 124 F.3d
978, 984 (8th Cir. 1997). The fiduciary relationship nust be

one arising froman express or technical trust that was
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i nposed before and without reference to the wongdoi ng that

caused t he debt. Id.; Barclays Anerican/Business Credit, Inc.

v. Long, 774 F.2d 875, 878 (8th Cir. 1985).

There is a genuine issue of material fact regarding
whet her Dygert was acting in a fiduciary capacity at the tine
each of the Plaintiffs made their investnents or |ater decided
to continue their investnments. First, there is conflicting
evi dence about whet her Dygert owed any of the Plaintiffs
fiduciary duties as their attorney. Dygert’s affidavit
subm ts that he was not their attorney during the relevant
time periods with respect to either their initial investnments
or their decisions to continue their investnments. |In this
respect, Dygert’s affidavit is sufficient to raise a genuine
i ssue of material fact. |In addition, the Indenture Trust
Agreenent was not executed until 1996. Thus, no fiduciary
duties arose with respect to that agreenment until 1996.

Even after Dygert was named trustee under the |Indenture
Trust Agreenent, there are still genuine issues of materi al
fact with respect to whether Dygert engaged in a defal cation
in that capacity.* Defalcation is defined as the
“m sappropriation of trust funds or noney held in any

fiduciary capacity; [the] failure to properly account for such

“ As Dygert’'s fraudul ent activities have al ready been
di scussed within the context of 8§ 523(a)(2)(A) and (B), | wll
only focus on the defal cation prong of 8§ 523(a)(4).
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funds.” Cochrane, 124 F.3d at 984. |In general, defalcation

refers to a breach of fiduciary duty. Tudor Oaks Ltd.

Partnership v. Cochrane (ln re Cochrane), 179 B.R 628, 635

(Bankr. D. M nn. 1995). Defalcation does not require an
intentional wong or bad faith. Cochrane, 124 F.3d at 984;
Kondora, 194 B.R. at 208. It can include innocent or

negli gent m sdeeds as well as ignorance. Cochrane, 124 F. 3d
at 984; Kondora, 194 B.R at 208; Cumm ns, 166 B.R at 354.

In short, a defalcation is proven by the sinple failure to

nmeet the duties inposed by nonbankruptcy |law. M nnesota Trust

Co. v. Yanke (In re Yanke), 225 B.R 428, 437 (Bankr. D. M nn.

1998).

There are material questions of fact as to whether Dygert
fulfilled his role as trustee under the |Indenture Trust
Agreenent. For instance, Dygert has raised a genuine issue
with respect to whether his role in the Drapeau transaction
anounted to a defalcation. It is not clear fromthe record
whet her the two security interests were conflicting, and, even
if they were, whether the Plaintiffs sustained a | oss as a
result of Drapeau’s senior interest. Mdreover, it is disputed
whet her Dygert acted in a tinmely manner to secure the
Not ehol ders or perfect their interest once he becane trustee.
The evi dence suggests that he pronptly perfected the nortgages

soon after the Indenture Trust Agreenment was executed.
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Finally, even if Dygert had an obligation to obtain security
for the Plaintiffs prior to the Indenture Trust Agreenent, he
has al so raised an issue as to whether the Plaintiffs suffered
a loss as a result of the delay. He alleges that there was
little or no equity in the property.

Accordi ngly, because there are genuine questions of
mat erial fact with respect to whether Dygert was acting in a
fiduciary capacity, whether he engaged in a defal cation, and
whet her there was damage, summary judgnent is not appropriate

with respect to Plaintiffs’ claimunder 8§ 523(a)(4).

ORDER FOR JUDGVENT

1. Plaintiffs’ notion for summary judgnment with respect
to their clainms under 11 U S.C. 8§ 523(a)(2)(B) is GRANTED;

2. The debt owed by Debt or-Def endant Robert W Dygert to
David V. Meyer and Geral dine A Meyer in the anount of
$12,368.58 plus interest is excepted from di scharge pursuant
to 11 U.S.C. § 523(a)(2)(B);

3. The debt owed by Debt or-Def endant Robert W Dygert to
James F. Murphy and Panmela A. Murphy in the anount of
$13,312.01 plus interest is excepted from di scharge pursuant
to 11 U.S.C. § 523(a)(2)(B);

4. The debt owed by Debt or-Def endant Robert W Dygert to

James F. Murphy as custodian for Tinothy J. Murphy in the
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anount of $2,527.95 plus interest is excepted from di scharge
pursuant to 11 U. S.C. 8§ 523(a)(2)(B);

5. The debt owed by Debt or-Def endant Robert W Dygert to
Thomas A. Murphy in the anount of $106, 180.08 plus interest is
excepted from di scharge pursuant to 11 U. S.C. 8§ 523(a)(2)(B);

6. The debt owed by Debtor-Defendant Robert W Dygert to
Irene N. Wlson in the amount of $67,845.82 plus interest is
excepted from di scharge pursuant to 11 U. S.C. 8§ 523(a)(2)(B);

7. The debt owed by Debtor-Def endant Robert W Dygert to
Steven E. WIlson in the amunt of $2,367.83 plus interest is
excepted from di scharge pursuant to 11 U. S.C. 8§ 523(a)(2)(B);

8. The debt owed by Debtor-Defendant Robert W Dygert to
Wendell E. Wlson in the amount of $5,000 plus interest is
excepted from di scharge pursuant to 11 U. S.C. 8§ 523(a)(2)(B);

9. Plaintiffs’ nmotion for sumary judgnment with respect
to their clainms under 11 U.S.C. 8 523(a)(2)(A) and (a)(4) is
DENI ED:

10. Because judgnent pursuant to 11 U.S.C. 8§
523(a)(2)(B) renders all other pending claim noot, there is

no just reason for delaying entry of judgnment.

LET JUDGVENT BE ENTERED ACCORDI NGLY.
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Nancy C. Dreher
United States Bankruptcy
Judge
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