UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA
THI RD DI VI SI ON

In Re: Btcy. No. 3-94-2060
Russel | J. Krautkrenmer, Chapter 7 Case

Debt or .

Mar quett e Bank New Prague,

Plaintiff, ADV 3-94-142
V.
Russel | J. Krautkrener, ORDER

Def endant .

Thi s nondi schargeability action was tried on January 9, 1995.
Appear ances
were noted on the record. The Court, having received and consi dered al
pr oper
evi dence, argunents, briefs of counsel, and being fully advised in the matter
now makes this ORDER pursuant to the Federal and Local Rules of Bankruptcy
Procedure.

l.

Plaintiff Marquette Bank New Prague is a M nnesota banking institution
| ocated in New Prague, M nnesota. Defendant Russell J. Krautkremer is a
busi nessman and i ndi vi dual general investor. This litigation is based on a
| oan
of $85,000 from Marquette to Krautkremer on July 7, 1992. The loan was to be
secured by coffee equi pment that Krautkremer represented he owned in
connection
with the transaction. The representation was nmade orally, in a security
agreenment and in a witten financial statenment that he gave Marquette.

Kraut kremer subsequently defaulted on the | oan, and Marquette | earned
t hat
he did not own the equipment. None of the $85,000 debt has been collected by
Marquette. The bank seeks nondi schargeability of the debt under both 11
us.C
Section 523 (a)(2)(A) and (B), for fraud.

Kraut kremer denies that his conduct resulted in any nondi schargeabl e
obligation to Marquette. |In addition, he counterclained, seeking return of
al |
i nterest paynents made on the |loan, alleging that Marquette inproperly used
hi m
as an internmediary to actually make the |loan to a conmpany that the bank had
| ong
done business with, Regency Coffee. Krautkrenmer clains that Regency was in
trouble on its loans with Marquette at the tine, and used himto shore up the
| oans
on the bank's books.

.
In either late 1989 or early 1990, Krautkremer was introduced by his



accountant to Ron Burton, who was a partner in Regency Coffee. Over the course
of the next few years, Krautkremer personally |oaned to Burton, or borrowed on
his behal f, approxi mately $780,000 for use by Regency. (1)

Apparently, In June 1992, Burton took over full ownership of Regency, and
Kraut kremer became Regency's manager. It becane i medi ately obvious to him
at that time, he clains, that Regency was in serious financial difficulty.

So,

he agreed with Burton that they needed to obtain nore financing. Both Burton
and Krautkrener went to Marquette on the afternoon of July 7, 1992, to request
a loan for $85,000 to be used for Regency.

Mar quette knew that Regency was not in good financial condition. The
bank was its principal |ender, and the loans were in default. Marquette also
knew Kraut krenmer. He had guaranteed an obligation owi ng Marquette by anot her
borrower. That account had been paid in the ordinary course.

At the July 7 nmeeting, the | oan was made, cl osed, and the proceeds were
di sbursed within an hour. 1In connection with the transaction, Burton handed
Krautkremer a list of coffee equi pnent and stated that it was Krautkrener's.
Krautkremer, in turn, represented to Marquette that it was indeed his, and he
used the property as collateral to secure the |oan

Owner ship of the equi pnent had been the subject of discussion in the past
bet ween Marquette and Burton. Marquette had conducted a UCC search four
months prior to July 7th, and was aware of problens with its collateral. The
bank had reason to believe that ownership had been m srepresented by others
connected w th Regency Coffee.

However, a security agreenment was signed by the parties, wherein
Kraut kremer repeated in witing the earlier oral representation of ownership,
and the |l oan was closed. Marquette requested at the closing that Krautkrener
furnish a bill of sale for the equipnment in his nane; and, that he furnish a
financial statement. But the | oan was closed w thout Marquette having
recei ved
ei t her.

Two days later, on July 9, Krautkrener provided Marquette a persona
financial statement in which he also represented ownership of the coffee
equi pment. No bill of sale was ever furnished. Marquette filed to perfect
its
security interest in the coffee equipnent, based on the information that it
had
inits file.

The | oan was renewed four tinmes,(2) based on the original security
agreement. The last renewal was due on Novenber 15, 1993. Krautkrenmner
defaul ted, and Marquette comenced an action against himin Scott County
for the anmount of the outstanding debt under the |last renewal. The bank
di scovered in the process that Krautkremer did not own the equi pnent.

Kraut kremer does not presently claimthat he ever owned the coffee
equi pment. He testified at trial that he believed Burton on July 7, 1992,
when
Burton told himthat he owned the property. But he also testified that he
doubt ed the equi pnent was his, and that he chose not to tell Marquette about
his doubts. Krautkrenmer clains that the first tinme he had heard about the
equi prent, was when it was nentioned at the July 7th nmeeting. He maintains
t hat
he had possession or control of the equipnent; and, that he does not know what
m ght have becone of it.

Final |y, Krautkremer argues that Marquette knew that there were possible
probl enms concerni ng the ownership of the coffee equi pnment, based on a UCC
search conducted by Marquette four nonths prior to July 7th.(3) He clains
t hat
Marquette had a responsibility to independently investigate the collateral
based on its original UCC search of the Regency coffee equi pnent.

[,



A 11 U S.C Section 523(a)(2)(A) Analysis.
11 U.S. C. Section 523(a)(2)(A) provides, in pertinent part:
(a) A discharge under section 727... of this title does not discharge an
i ndi vi dual debtor from any debt --
(2) for noney, property, services, or an extension, renewal, or
refinancing of credit, to the extent obtained by --
(A) false pretenses, a false representation, or
actual fraud, other than a statenent respecting
the debtor's or an insider's financial condition

For a creditor to prevail under Section 523(a)(2)(A), it nust prove that:

1. the debtor nmade a false representation of a material fact;

2. he knew it was fal se;

3. he made the representation with the intention and purpose of
decei vi ng

deceiving the creditor;

4. the creditor relied on the representation

5. the creditor sustained the alleged | oss and damage as the proxi mate

result of the fal se representation having been made.

Thul v. Ophaug (In Re Ophaug), 827 F.2d 340 (8th Cir. 1987).

Kraut kremer obtai ned the | oan from Marquette on his representation that
he owned coffee equi pnent, which he did not in fact owmn. Marquette was unabl e
to collect on its debt by repossession, and the bank has not otherw se been
repaid the loan. The critical elements in this case are Krautkrener's
know edge; his intent; and, Marquette's reliance on the representation.

1. Know edge and Intent to deceive.

Marquette all eges that Krautkrener know ngly represented ownership of
the coffee equipnent with the intent to deceive the Bank. Marquette offers as
evidence of this intent the fact that Krautkrener orally represented that the
cof fee equi pnent was his; and, that he signed the security agreenent, which
bot h
represented that he owned it, and identified as collateral the coffee
equi prrent
detailed on specific lists. |In addition, the bank argues that, by personally
preparing and later submitting the financial statement in which he clainmed
owner shi p of coffee equi pnent valued at $112, 000, Krautkrener perpetuated the
fraud.

Kraut kremer clainms that he first heard about the equipnent at the July
7th
meeting. He maintains that he believed Burton when he stated at that sane
nmeeting that Krautkrenmer owned the equi prent described in the lists. However,

he also testified that he was never sure if the equipnment was really his. In
addi ti on, Krautkremer acknow edged at trial that he doubted that the
equi prent

was his, but did not tell Marquette about his doubts.

Know edge and intent to deceive nmay be shown by circunstantial evidence,
and may be inferred by surrounding circunstances. See Caspers v. Van Horne
(I'n
re Van Horne), 823 F.2d 1285, 1287 (8th Cr. 1987). Wen the creditor
i ntroduces circunstantial evidence tending to prove the debtor's intent to
decei ve, the debtor "cannot overcome [that] inference with an unsupported
assertion of honest intent." In re Van Horne at 1287 citing In re Sinpson, 29
Bankr. 202, 211-12 (Bankr. N.D. lowa 1983). The focus is whether Krautkreners
actions "appear so inconsistent with [his] self-serving statenent of intent
that the proof |eads the court to disbelieve [hin]." |In re Van Horne at 1288
citing In re Hunt, 30 Bankr. 425, 441 (M D. Tenn. 1983).

The evidence indicates that Krautkrener knew that he did not own the



equi prent, and that he had the requisite intent to deceive the Bank in
representing that he did own it. Fromthe totality of facts and circunstances
at the tine of the July 7th loan neeting, there exists a strong inference that
Kraut kremer, an experienced busi nessman, knew that the coffee equi pnent he
agree to use as collateral for the Marquette |l oan was not his. H s
representati on otherw se, and his grant of a security interest in equipnment he
did not own, are persuasive evidence of actual fraud with intent to deceive.

2. Reliance.

Kraut kremer argues that Marquette knew that there were possible problens
concerni ng the ownership of the coffee equi prent, based on a UCC search
conducted by Marquette four nonths prior to July 7th. He clains that
Mar quette
had a responsibility to i ndependently investigate the collateral, based on its
original UCC search of the Regency coffee equiprment. Accordingly, Krautkrener
argues, Marquette did not reasonably rely on any representation of his
regardi ng
owner shi p.

Marquette correctly points out that reliance is not neasured by a
"reasonabl eness" standard in 11 U S.C. Section 523(a)(2)(A) proceedings.
Accordingly, Krautkrener's argunent does not present a rel evant consideration
See: Thul v. Ophaug (In re Ophaug), 827 F.2d 340, 342-343 (8th GCir. 1987).

B. Section 523(a)(2)(B) Analysis.

11 U.S. C. Section 523, Exceptions to discharge, provides, in pertinent
part:

(a) A discharge under section 727, 1141, 1228(a), 1228(b), or 1328(b) of
this title does not discharge an individual debtor fromany debt --

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

(B) use of a statenent in witing --
(i) that is materially false;
(ii) respecting the debtor's or an insider's financial
condi ti on;

Mar quette argues, alternatively, that the security agreenment constituted
a
witten statenent about Krautkrener's financial condition, and that the
el enent s
necessary to prove nondi schargeability under Section 523(a)(2)(B) were nmnet.
The
security agreenent, however, was not a statenent of Krautkrenmer's financial
condition within the nmeaning of Section 523(a)(2)(B). A Section 523(a)(2)(B)
witten statenent generally applies to financial statenments. Neither the
security agreenent, nor the coffee equipnent |ist used in conjunction with the
security agreenent, was a financial statement.(4) Furthernore, the docunents,
whet her standi ng al one or taken together, do not address Krautkrener's
financial condition.

V.
Krautkrener's Counterclaim

Kraut kremer alleges that Marquette inproperly used himas an
internediary to actually make the | oan to Regency Coffee. He clains that
Regency was in trouble on its loans with Marquette at the tinme, and that the
bank used himto shore up the loan on the bank's books. He seeks judgnent for
i nterest paynents that he nade on the note. Krautkremer neither offered any



evi dence nor articulated any |legal theory that would entitle himto such
relief.

V.
Based on the foregoing, it is hereby ORDERED:

1. Russell J. Krautkrener's debt to Marquette Bank New Prague in the
origi nal armount of $85,000, is nondi schargeable under 11 U S.C. Section
523(a)(2)(A); and, the debt is not discharged by the 11 U S.C.

Section 727 general discharge entered in favor of Krautkremer in
Bankruptcy Case No. 3-94-2060.

2. Krautkrener's counterclaimfor repaynent of the interest already
made to Marquette is dismssed with prejudice.

LET JUDGVENT BE ENTERED ACCCRDI NGLY.

Dated: March 31, 1995. By The Court:

DENNI S D. O BRI EN

CH EF U.S. BANKRUPTCY JUDGE
(1)
Kraut kremer testified that about 60% of that anobunt was in bank | oans signed
for by him He also testified that he never received any notes or other
evi dence of indebtedness fromBurton or Regency; nor did he receive any
docunented equity interest in the conpany. 1In short, according to
Kr aut kr ener,
he received nothing tangible in return for his $780,000 participation in the
business. Only a small portion of the funds that Krautkrener |oaned for the
busi ness were repaid to him
(2)
Kraut krenmer renewed this |oan on October 7, 1992; March 2, 1993; June 18,
1993;
and Septenber 28, 1993, under the original terns, except the due date was
ext ended.
(3) o _ _
Kraut kremer argued that the UCC search was significant in that it proved that
Mar quette knew there was a problemw th the equi pnent_s ownership.
[ronically,
the UCC search specifically showed that the equi pnmrent was | ocated at M dwest
AC, Jordan, M\, which was Krautkrener's own conpany.
(4)
Mar quette does not seek relief under 11 U S.C. Section 523(a)(2)(B) regarding
financy statemmt that Krautkrener furnished the bank in the transaction. The
statenent that Krautkrenmer furnished the bank in the transaction. The
statenent was delivered after the | oan was cl osed, and the bank does not claim
that it later relied on the docunent in connection with the renewals.



