UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 91-4597
I N RE:
WLSON J. N CHOLAS, JR ,
Debt or .
COBURN COMPANY OF BEAUMONT,
Appel | ant,
vVer sus
WLSON J. N CHOLAS, JR ,
Appel | ee.

Appeal fromthe United States District Court
for the Eastern District of Texas

(March 23, 1992)
Before WSDOM JONES, and SMTH, C rcuit Judges.
EDITH H JONES, G rcuit Judge:

Appel I ant Coburn Conpany of Beaunont, a plunbing sub-
contractor to N cholas and his conpany S&N on four construction
projects, contests the bankruptcy and district courts' concl usions
that the debt owed to Coburn from these projects was not non-
di schargeable in N cholas's Chapter 7 bankruptcy. 11 U S C
8§ 523(a)(4). This court must deci de whet her the Texas Construction
Trust Fund Statute, Tex. Property Code 8 162.001 et. seq. (Vernon

Supp. 1991) created a fiduciary duty between N chol as and Coburn as



sub-contractor and, if so, whether N cholas acted in fraud or
defal cation of that duty.! W conclude that because no fiduciary
duty existed even under the 1987 anendnents to the statute,
8§ 523(a)(4) does not bar the dischargeability of Coburn's debt.
Accordingly, we affirm

BACKGROUND

Coburn supplied plunmbing materials to Nichol as's conpany
as a sub-contractor on four construction projects. S& was paid in
full on three of those projects, but Coburn was never paid for any
of the materials supplied. As of the date of N cholas's
bankrupt cy, Coburn was owed over $27, 000.

Ni cholas is the president and sol e sharehol der of S&N.
Ni chol as represented to each general contractor that he had paid
all of his sub-contractors and suppliers when in fact Coburn had
not been pai d.

Ruling on the applicability of 11 U S.C. 8§ 523(a)(4),
bankruptcy court held that Texas |law nmade Nicholas a trustee for
Coburn of funds received by S&N on the construction project to
whi ch Coburn supplied materials. The court held, however, that
Ni cholas did not intend to defraud Coburn of these funds and that

whi |l e the evidence was "rather sketchy on exactly what happened to

. 11 U.S.C. § 523(a)(4) provides: "(a) a discharge under

section 727, 1141, 1228(a), 1228(b), or 1328(b) of this title does
not discharge an individual debtor from any debt . . . (4) for
fraud or defalcation while acting in a fiduciary capacity.
In the courts bel ow, Coburn al so contended that N chol as's actions
violated 8§ 523(a)(2), dealing with the receipt of noney by false
pretenses. The courts' rejection of that theory is not appeal ed
her e.



the noney that was received,” all of the noney fromthe projects
went into the operation of N cholas's business.? The court also
found that there was no evidence that the funds received fromthe
owners of the project were used for any purpose other than to pay
bills of the corporation. As a result, the bankruptcy court found
neither fraud nor defalcation by N cholas while acting in a
fiduciary capacity. The district court affirned.

Dl SCUSSI ON

We review the bankruptcy court's application of the |aw
de novo and its findings of fact under the clearly erroneous

st andar d. Ri chnond Leasing Co. v. Capital Bank, N A, 762 F.2d

1303, 1307-08 (5th G r. 1985). On appeal, Coburn contends that the
bankruptcy court did not properly apply the Texas Construction
Trust Fund Statute and that it clearly erred in its finding that
t he debtor established his affirmative defense under that statute.
Ni chol as relies on a previous decision of our court hol ding that an
earlier version of the Texas Construction Trust Fund Statute
created a fiduciary relationship under 8§ 523(a)(4) only if

construction trust funds were diverted "with intent to defraud."”

Boyle v. Abilene Lunber, Inc., 819 F.2d 583 (5th Cr. 1987). It is
therefore incunbent on us to determne whether post-Boyle

anendnents to the Texas statute created a fiduciary duty.

2 Nei ther of the parties notes that the district court
applied the clear and convi nci ng evi dence standard of fraud to this
non-di schargeability case, a standard that was shortly afterward
rejected by the Suprene Court. Gogan v. Grner, us _ , 111

S. . 654 (1991). That error does not change our analysis, but it
is noted for the parties' and the courts' edification.
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Like its predecessor, the anended version of the statute
i nposes crimnal penalties on trustees who m sapply construction
trust funds. Paynents received on construction contracts for the
i nprovenent of real property are designated as "trust funds," and
the recipient of those funds -- in this case, the general
contractor -- is deemed "trustee" of those funds. See Texas
Property Code 88 162.001-002. The beneficiaries of this "trust"
are subcontractors who, |ike Coburn, provide the |abor and
materials on construction projects. Section 162.003. Qher than
revise the applicable crimnal penalties, the only significant
change made by the 1987 anendnents was to explain in nore detai
what constitutes a trustee's "m sapplication” of trust funds. The
statute relied on by the court in Boyle provided that a trustee
m sapplied trust funds only if he acted "with intent to defraud"
the beneficiary of those funds. See 8§ 162.031(a). The anended
statute broadens the scienter requirenent:

A trustee who, intentionally or know ngly or

wthintent to defraud, directly or indirectly

retains, uses, disburses, or otherw se diverts

trust funds wthout first fully paying all

current or past due obligations incurred by

the trustee to the beneficiaries of the trust
funds has m sapplied the trust funds.

Id. (enphasis added).

The amendnent also created affirmative defenses to a
trustee's liability for msapplication if (a) the proceeds of the
trust fund are "used to pay the trustee's actual expenses directly

related to the construction . . ., or (b) the trustee has a

reasonabl e, good faith belief that the beneficiary is not entitled



to such proceeds, or (c) the trustee pays the beneficiaries "al
trust funds they are entitled to receive" within 30 days of being
notified of a crimnal investigation. § 162.031(b) and (c). While
the statute thus broadens the scienter requirenent to include acts
done know ngly or intentionally by a "trustee," its affirmtive
defenses carefully refine the potential scope of coverage. For
present purposes, only the first defense, which allows atrusteeto
pay "actual expenses directly related to the construction," nust be
consi der ed.

Wthout nentioning the newy codified affirmtive
def enses, Coburn contends that Texas's broadening of the scienter
requi renent brings the statute nore in line with the Okl ahoma Lien
Trust Statute, held by a pre-Boyle decision of this court to create
a fiduciary relationship. See Carey Lunber Co. v. Bell, 615 F. 2d

370 (5th Cir. 1980). In arguing for this result, Coburn also cites
a Ninth Crcuit decision, In re Baird, 114 B.R 198 (B.A P. 9th

Cr. 1990), which concluded that Arizona's Construction Trust Fund
Statute <created a fiduciary relationship for purposes of
8§ 523(a)(4). |In Baird, the Bankruptcy Appel | at e Panel surveyed the
decisions evaluating simlar dischargeability clains construed
under the construction trust statutes of various states.
Concl udi ng that they could generally be divided into three groups,
Bai rd noted,

courts hold that states which only inpose

crimnal or other penalties for failure of a

contractor to nmake a certain disposition of

construction funds do not create fiduciary

capacity for dischargeability purposes. These

courts reason that any trust rel ati onship that
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is created by such statutes does not arise
prior to and independently of the wong.

At the other end of the spectrum courts hold
that states which expressly designate the
funds received by the contractor as trust
funds and which explicitly inpose specific and
detailed duties on the contractor regarding
the funds create a fiduciary relationship for
di schargeabil ity purposes.

Between the two ends of the spectrum are
cases, such as this one, dealing with statutes
which refer to the funds as trust funds but
whi ch do not specifically inpose specific and
detailed duties wupon the contractor wth

respect to those funds. Carey Lunber
Co. . : . found the requisite trust
relationship under statutes, simlar to the
statute at issue in this case. . . . On the
other hand, In re Boyle . . . determ ned that

the requisite trust relationship did not exist
under simlar, but not identical statutes.

Id. at 202-03 (citations omtted). Di stinguishing Carey Lunber

fromBoyle, Baird stressed that the Texas statute at issue in Boyle

prohi bited only the fraudul ent m sapplication of trust funds, but
was i n other rel evant aspects simlar to the Okl ahoma statute found

to create a fiduciary duty in Carey Lunber Co. |d. at 203.

The Arizona statute at issue in Baird, like that in Carey
Lunber, did not expressly oblige the fund holder to maintain the
separate identity of any trust res, nor did it require the
segregation of funds or inpose bookkeeping obligations on the
trustee. See Baird, id. It did, however, expressly prohibit the
diversion or use of trust funds for any purpose other than to
satisfy the clains of beneficiaries. A RS 8§ 33-1005. For this
reason, the Ninth Grcuit panel concluded that the Arizona statute

created an express or technical trust sufficient to find a



fiduciary relationship for purposes of § 523(a)(4), holding that
"[t]o the extent Boyle is indistinguishable from Carey Lunber and

supports a contrary result, we find it unpersuasive." Id. at
203- 04.

Appel  ant argues that because the Texas statute was

anended post-Boyle to prohibit all intentional diversions of
funds -- and not just fraudulent diversions -- it is nowin |ine

with the Cklahoma and Arizona statutes and therefore triggers the
sane fiduciary responsibilities cognizable under the Bankruptcy
Code. W agree that the Texas statute's anmendnents have expanded
the real mof debts that are nondi schargeabl e under the Bankruptcy
Code. But the statute remains |ess broad than those in Carey and
Baird, and it falls far short of the statutes described in Boyle as

creating classic, express trust arrangenments. See, e.d., In re

Kawczynski, 442 F. Supp. 413 (N.D. NY. 1977). Construing the
Texas statute in light of Boyle's adnonition that exceptions to
di scharge are generally to be "narrowWy construed against . . . the
creditor and in favor of the bankrupt,” Boyle, 819 F.2d at 588,

quoting Murphy & Robinson Investnent Co. v. Coss (In re Cross),

666 F.2d 873, 879-80 (5th Gr. 1982), Coburn's claimnust fail
The essential elenent of our inquiry continues to be
"determ ning what fiduciary duties are inposed on the fund hol der
and the manner in which the state's statutory construction funds
“trust' interacts with the Bankruptcy Code debt di scharge exception
for these debts arising from fiduciary activities." Boyle, 819

F.2d at 586-87 (enphasis in original). Boyle interpreted the



former Texas statute to create a fiduciary duty only to the extent
that a trustee should not divert trust funds wth intent to
def r aud. 819 F.2d at 592. The anended statute crimnalizes
knowi ng or intentional as well as fraudul ent m sapplications of
trust funds, subject to the three above-nentioned affirmative
def enses. Rel evant to this discussion, no crimnal penalty
attaches to the retention, use or disbursenent of funds to pay the

trustee's actual expenses directly related to the construction or

repair of the inprovenent -- whether or not such expenses were owed
to "beneficiaries" of the trust fund. § 162. 031. I f, however
trust funds were knowingly or intentionally paid for nore than the
actual expenses, or for expenses not "directly related" to the
construction or repair project, crimnal sanctions could be
i nposed, and Boyl e renders such actions subj ect to
nondi schargeability. § 523(a)(4).

The statute's affirmati ve defense for paynent of "actual
expenses directly related" to a construction or repair project
differentiates it from the Oklahoma and Arizona statutes, which
brook no paynents to non-"beneficiaries." Texas Attorney General

Opi nion 1988, No. JM945. The k|l ahonma statute provided that once

the trustee had received paynents from construction projects, "no
portion thereof shall be used for any other purpose until all
| i enabl e cl ai n8 due and ow ng shall have been paid." 42 O S. § 153

(1971) (cited in Carey Lunber, 615 F.2d at 373 n.2). Under the

affirmati ve defense to the Texas Construction Trust Fund Statute,

there is no such express prohibition; general contractors nmay use



the paynments they receive fromconstruction projects to keep those
projects going even if, in sone instances, the beneficiaries are

not paid first. \What Boyle said still al nost precisely describes

the Texas statute: the statute does not create "red

"blue," and "yellow dollars each of which can only be used for the

“red,' "blue,' or "yellow construction project."” 819 F.2d at 586.

Wi | e perhaps realistic, the Texas statute's affirmative
defense for paynent of actual expenses directly related to the
construction or inprovenent of the project is al so open-ended, as
the bankruptcy court's opinion reflects. The bankruptcy court

found no violation of § 523(a)(4) because

all of the noney [from the construction
project] went into the operation of this
busi ness. W're not dealing wth an
i ndi vi dual who t ook noney from the
contractor . . . which he diverted for his own
use or . . . for sone frivolous use not
connected wth the operation of this
busi ness . . there 1is absolutely no

testi nony t hat anyt hing happened with this

nmoney ot her than that it was used to pay bills

in the corporation.
Coburn objects to these findings because they do not apply to
Ni chol as the burden of proof of the affirnmati ve def ense under Texas
| aw. This observation ignores that federal Iaw, although initially
requiring the debtor to make a prima facie showng that he is
entitled to a discharge, ultimately places the burden on the

creditor to prove that the debt falls within the § 523(a)(4)
exception. 3 Collier on Bankruptcy  523.13[6] (15th ed. 1988);

Garrie v. Janes L. Gay, Inc., 912 F.2d 808, 811 (5th G r. 1990).

Denonstrating the gap between recei pts by Nichol as's conpany on t he



construction projects and his paynents to contractors such as
Coburn mght establish a 8§ 523(a)(4) violation under a broader
trust fund statute such as that in Baird, see 114 B.R at 204.
Because the Texas statute permts application of trust fund
recei pts for "actual expenses directly related" to the project,
however, a beneficiary seeking to avail itself of § 523(a)(4) mnust
adduce sone evidence that funds were m sapplied under this test.
Coburn offered neither direct nor inferential evidence of such
m sappl i cati on.

CONCLUSI ON

W are bound by Boyle's conclusion that the Texas
Construction Trust Fund Statute creates fiduciary duties
enconpassed by 11 U S.C 8§ 523(a)(4) only to the extent that it
defi nes wongful conduct under the statute. Because the scope of
such wongful conduct has been broadened by the l|egislature's
amendnents to the statute, 8 162.031, the potential grounds for
nondi schargeability have al so broadened. Neverthel ess, Coburn did
not denonstrate that it could take advantage of this expansion
inasnmuch as it was unable to persuade the bankruptcy court that
Ni chol as's plunmbing conpany paid trust fund receipts to non-
beneficiaries for itenms other than "actual expenses directly
related"” to the construction projects on which Coburn worked.

The judgnents of the bankruptcy and district courts are

AFFI RVED.
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