UNITED STATESBANKRUPTCY COURT

For The Northern District Of California

© 00 N o O A~ W N P

N NN RN N NN NN P B P B PP PP P
® N o O A W N P O © 0N O o M w N P O

UNITED STATES BANKRUPTCY COURT

NORTHERN DISTRICT OF CALIFORNIA

WILLIAM P. LILES and MARCIA H. LILES,

Debtors.
DAVID J MILLER,

Rantiff,
VS.

WILLIAM P. LILES and MARCIA H. LILES,

Defendants.

Case No0.-00-54299-MM
Chapter 7

Adversary No. 00-5429

MEMORANDUM DECISION

INTRODUCTION

Before the court is the complaint of creditor David J. Miller to determine the dischargesbility of adebt
aigng out of aloan from Miller to debtor William P. Liles. When the loan was not repaid, Miller sued Liles
instate court for breach of contract and obtained ajudgment againg Lilesfor $53,833.37. He seeksto except
the judgment debt from discharge under 11 U.S.C. § 523(8)(2) dleging that William Liles obtained the loan
by intentionaly misrepresenting the nature of the loan he sought, the vaue of a stock option in the stock of
Citizens State Bank of Luling, Texas and the vaue of the Liles homein San Antonio, Texas. Following trid
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and having considered the evidence and legd memoranda submitted by the parties, the court concludes that
the debt is nondischargeable, and judgment is awarded to Miller.

EacTts

Lilesisasophisticated businessmanwithnearly thirty years of professiona banking experience. During
the 1970s and early 1980s, he worked in various capacities induding as a loan officer, in trust business
development and as vice president and director of personnel. He earned a Master’s degree from the
Southwestern Graduate School of Banking at Southern Methodist University in 1977. In the mid 1980s, he
became President of asmall bank in San Antonio, Texas and subsequently worked for the banking regul atory
agencyinTexas. 1n 1989, Lilesbecame Executive Vice Presdent of Citizens State Bank of Luling, Texas, and
was quickly promoted to Presdent and Chief Executive Officer. Liles continued as President and Chief
Executive Officer of Citizens State Bank until March4, 1998 whenhe resigned uponrequest. His resignation
followed a dispute with the bank’s Chairman of the Board involving daims that Liles engaged in financial
improprieties.

When Liles joined Citizens State Bank, it was a family-owned bank. In 1996, Liles organized an
outside investment group, the Spector Group, that bought the bank. Although Liles did not participate as an
equity owner inthe purchase, he received an option to purchase gpproximately ten percent of the bank’ s stock
inreturnfor hiseffortsinstructuring the transaction. This option gave Lilestheright to purchase 11,167 shares
of Citizens State Bank stock at the book vaue of $24.70 per share, the same price the investment group had
paid for its stock. The aggregate purchase price for Liles to exercise the option was $275,824.90.

The optionagreement also contained certain limitations. One significant retriction was that the option
became void if not exercised within sx months after Liles employment with Citizens State Bank terminated.
The option was aso exdusve to Liles, he could not transfer or assign it. Further, other shareholders of the
bank were entitled to notice of Liles exercise of the option and, if Lileslater offered the stock for sde, they
had afirg right of refusa which included the opportunity to acquire the stock from Liles a the same price as
the outside buyer agreed to pay.
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Under the limitations inthe option agreement, once Lilesresigned, he had until September 4, 1998, Sx
months after his resgnation, to exercise his stock option. Lilesdid not have the funds necessary to exercise
the option and there was no public market for the bank’s stock. As a result, in April 1998, he enlisted the
servicesof a securities broker to assst him in marketing the stock option. Lilesplanned to have aprospective
buyer provide him with the funds necessary to exercisethe option, and in return, Lileswould agree to convey
the stock to the buyer after Lilesrecaelvedit. Aninvestment opportunity circular was prepared that offered the
option package a $40 per share, and Liles personally assembled a history of the bank and a summary of its
recent financid performancefor prospectiveinvestors. Lilesa sopersonally approached someparties, including
exiding shareholders of the bank, to offer the shares for sde. Although Liles did not receive any concrete
offers, he was aware of various expressions of interest. The most Sgnificant inquiry at the time was from Carl
Gamboa, who had previoudy wanted to acquire a controlling interest in the bank.

InMay 1998, Liles and his wife began exploring amove from Texasto the Monterey Peninsula. They
met with Jerry Schumacher, areal estate broker in Carmd, Cdifornia, who provided alist of locd businesses
that were avaldble for sadle. Lilesformed SBM Enterprises of Cdifornia, alimited ligbility corporation, asa
vehide to purchase asmdl coffeehouse cdled Carmel Caffé & Company. On July 20, 1998, Lilescontracted
to purchase the coffeehouse for $130,000. The purchase contract required cash payments of $41,250 and
was contingent on Liles ability to obtain $83,750 infinandng onterms and conditions satisfactory to him. Liles
testified that he intended to make the cash payments from the sde of his Texashome and other assets, namdy
the stock option. Escrow was originaly scheduled to close on or before September 22, 1998.

To finance the balance of the purchase price, Lilesapplied for asmdl businessloanfromFirst National
Bank of Centra Cdifornia The financia statement he provided to First National showed various debts
exceeding $373,825. It included almost no liquid assets but did schedule hishome in Texas as anasset vaued
at $ 400,000. He dso scheduled his interest in the bank stock option at $502,605. Liles tetified that he
believed he was being consarvative in vauing his stock option a one and one-hdf timesthe book vaue of $30
per share because he believed Gamboawould eventudly agree to pay $60 per share. However, at thetime
he gpplied for the loan, around July 28, 1998, Lileshad not received any offersto purchasethe sharesand was

not in contract for the sde of hisresidence.
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While the First National loan application was pending, Liles asked Gershon Cohen, an attorney in
Texas, to furnish Firgt Nationa with confirmationthat an agreement to sdl the stock was in place. On August
20, 1998, Cohen sent aletter to the senior lending officer at First Nationd stating thet “aclient is attempting
to acquire the ownership of Citizens State Bank of Luling.” The letter further provided that “the acquisition
price had not been determined . . . [but] the expected price will be in excess of two times the book value of
thebank.” Theletter aso noted that the acquisition could be alengthy process. Although thereisno evidence
that an actud agreement to purchase the stock wasin place when Cohen wrote his letter, shortly theredfter,
Gamboa did agree to acquireLiles stock interest. Lileshad received only one other offer, at book vaue, for
the stock.

Gamboa agreed to purchaseLiles stock through alimited partnership he controlled caled CarMarc.
The purchase was documented in a letter agreement dated September 4, 1998 and in a document entitled
Escrow Agreement and Ingtructions dated September 2, 1998.  Attorney Cohenrepresented both CarMarc
and Lilesinthe transactionand served asthe escrow agent. Onitsface, theletter agreement stated apurchase
price of $51.25 per sharefor Liles Citizens State Bank stock, or atotal purchase price of $572,308.75. The
escrow agreement also reflected a sales price of $51.25 per share, but its terms did not obligate the buyer to
deposit that entire purchase price in escrow. Ingtead, it only required the buyer to deposit the amount
necessary for Lilesto exercise the option, $275,824.90. At tria, Liles testified that he had another separate
agreement with Gamboa which provided that Liles would receive a minimum profit of $45,000 from the
transaction. Notwithstanding that the escrow agreement required any changesto itsterms to be in writing and
signed by dl parties, no separate agreement was offered at tridl.

On September 4, 1998, the last day before the option expired, Cohen notified Citizens State Bank of
Liles intention to exercise the stock option, tendered a cashier’s check in the amount of $275,824.90 and
demanded the issuance of a stock certificate. A few days later, on September 9, pursuant to the escrow
agreement, Cohendso natified the bank’ s other shareholders of their right to purchase Liles' shares at $51.25
per share. The notice to shareholders did not disclose that a separate agreement existed that only required
CarMarc to pay $45,000 above the amount needed to exercise the option.
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Citizens State Bank responded to the notice it received by refusing to honor Liles exercise of the
option. The bank aleged that Liles had misappropriated funds from the bank’ sinvestor group and questioned
whether Lilesor CarMarc was trying to exercise the option. On September 10, 1998, Cohen sent aletter to
counsel for Citizens State Bank demanding compliance with the bank’ s contractua obligation, under the stock
option agreement, to issue the stock certificate. He admonished thet the bank risked litigation if it perssted in
itsrefusal to recognize Liles exercise of the option.

Notwithstanding the chalenge by Citizens State Bank, on September 14, 1998, Lilesfaxed copies of
documentsto officers at First National Bank, substantiating the purchase price and the stock sale agreement
betweenLilesand CarMarc.  Throughout the loan gpplication process, Liles never disclosed thet Citizens
State Bank was challenging the attempted exercise of Liles option and the sdle to CarMarc, nor that he was
contemplating a lawvalit againg Citizens State Bank to enforce his contractua rights under the stock option
agreement.

For some reason not apparent from the record, prior to the close of escrow on Caffe & Co. but with
the consent of the sdller, Liles, through SBM Enterprises, took possession of the coffeehouse on September
15, 1998. Six days later, shortly before the scheduled close of escrow, First National Bank declined to
approve Liles loan gpplication and refused to fund the loan. Notwithstanding that Liles could havewithdrawn
fromthe transactionat this point pursuant to the terms of the purchase agreement, he proceeded with attempts
to obtain financing for the coffeehouse. Schumacher referred Liles to Monterey County Bank for a small
business loan as an dternate source for finandng. Monterey County Bank agreed to extend a loan in the
amount of $50,000 for Liles purchase of the assets of Caffé & Co. It also agreed to provide a $50,000
revolving line of credit if the line were fully collateralized. Schumacher then introduced Lilesto Dae LeClerc,
a rea estate broker who represented David J. Miller, aprivate lender. From Miller, Liles hoped to secure
short term finanang in the amount of $50,000 that he could use to secure the revolving line of credit from
Monterey County Bank. The loan was necessary in order for Lilesto close the escrow, which had become
precarious.

On September 23, 1998, Liles and Schumacher met at the coffeehouse with LeClerc. During their

discusson, Schumacher described Liles professional background. Liles and Schumacher also presented
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various documents to LeClerc in support of the loan request, including the stock option agreement between
Liles and Citizens State Bank, the invesment opportunity brochure that Liles had assembled to solicit
prospective purchasersfor the stock, and the notice to shareholders dated September 9, 1998 of the fird right
of refusa on the purchase of Liles shares. The investment opportunity brochure offered the stock at $40 per
share, but LeClerc testified that Lilesasserted in their meeting that the stated value predated a dedl to sl the
shares to a third party for $51 per share. That assertion appeared to be consistent with the letter to
shareholders, which notified them of the offer by CarMarc of $51.25 per share. Although Liles testified that
he never authorized Schumacher to provide L eClerc withthese documents, it isunrefutedthat Lileswaspresent
when they were given to LeClerc.

Even more dgnificant is the information not reveded in the meeting with LeClerc. On cross
examination, Liles conceded that he did not disclose to LeClerc that Citizens State Bank had chdlenged his
exercise of the stock option, that he had threatened litigationagaingt the bank, or that CarMarc was obligated
to pay only $45,000 for the stock.

Liles persondly prepared the initid handwritten loan agreement, which wasfindized on subgantialy
the same terms and executed by both parties on October 1, 1998. By itsterms, the agreement provided for
Miller to be repaid from the proceeds of sdle of Liles Citizens State Bank stock or the San Antonio residence.
LeClerc testified that he was relying primarily on the stock option for repayment because he knew the Texas
real estate market was poor. The loan agreement provided for prepaid interest of $5,250 for the firgt six
months. If it were not repaid then, it provided for interest a 21% per month until the end of the Sx month
extenson. Oddly, Miller had borrowed the funds at a rate in excess of 9% and had to pay LeClec's
commission of 6%, S0 the interest rate provided him areturn of only 6%.

Miller advanced the fundsto Liles on October 1, 1998. Liles deposited the proceeds from the loan
by Miller into two certificates of deposit in order to secure the line of credit from Monterey County Bank then
immediately drew down on the line of credit. Lilesdepleted the $50,000 line of credit from Monterey County
Bank and subsequently defaulted on the obligation. Monterey County Bank later offsat the amount of the
obligation againg the certificates of depost.
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MarciaLilesmoved from Texas to Cdiforniain January 1999 and underwent surgery in LosAngeles
inFebruary of the same year. She spent one hundred daysin the hospital throughout 1999. Because her hedlth
conditionrequired close attention, Lileswas not able personaly to manage the coffee shop ashe had origindly
intended.

Liles and Citizens State Bank entered into areleaseonMarch 9, 1999 resolving the dispute over the
exercise of the optionand the issuance of the shares. Pursuant to the terms of the release, Citizens State Bank
issued astock certificate for 11,167 shares of common stock to Liles, who subsequently transferred them to
CarMarc inexchange for $45,000. Notwithstanding that Cohen as escrow holder did not receive the balance
of the purchase price of $572,308.75, he issued the stock certificate to Gamboa. Liles testified under cross
examindion that he reached a compromise with Gamboa to sdll the stock for $45,000 after the escrow
ingructions were prepared. Gamboa had become disenchanted and wanted to withdraw from the transaction.
Although he aready had paid $275,000 in escrow in September 1998, he ill had not received the benefit of
anownership interest in Citizens State Bank. Moreover, he was not able to acquire a controlling interest inthe
bank. Lilestedtified that he compromised with Gamboa because he could not afford the legal fees necessary
to enforce the agreement and hiswife' s medical expenses were overwheming.

Notwithstanding that he received $45,000 insalesproceedsfromCarMarc, Lilesdid not retirethe loan
fromMiller. Instead, he made several monthly interest payments and defaulted when theloan matured. Miller
commenced a breach of contract action in Monterey County Superior Court againg Liles, who stipulated to
ajudgment in the amount of $53,833.37. Lilesfiled avoluntary bankruptcy petitionon August 28, 2000, and
Miller commenced this adversary proceeding for a determination that the Superior Court judgment is
nondischargeable.

LEGAL DISCUSSION

Under § 523(a) of the Bankruptcy Code, there are two sets of conditions that render a debt
nondi schargeable based on a debtor’ s intentional misrepresentations. First, a debt for money or property is
not dischargeableif it was obtained by “fase pretenses, a fase representation, or actud fraud, other than a
Satement respecting the debtor’s . .. financia condition. 11 U.S.C. § 523(a)(2)(A). Second, a debt for
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money or property isnot dischargegble if it was obtai ned through the use of afd sewritten tatement of financid
condition. 11 U.S.C. § 523(8)(2)(B). These two provisions, by their terms, are mutualy exclusve. The
generd fraud provisons of § 523(a)(2)(A) cover both verba and written misrepresentations, however, they
specificaly exclude statements regarding the debtor’'s financid condition from its coverage. Section
523(8)(2)(B), on the other hand, covers that which is excluded from subsection (A) - misrepresentations
concerning the debtor’ s financia condition. It adds, however, a requirement that the misrepresentation must
beinwriting. In re Barrack, 217 B.R. 598, 605-06 (B.A.P. 9" Cir. 1998).

Miller does not clearly articulate which subsection of 523(a)(2) he believes is applicable to this
adversary proceeding. However, because Miller pointsto severa written statementsto support his daims of
fraud, the court will first consider whether the debt is excepted from discharge under § 523(a)(2)(B). To
successfully except the judgment debt from discharge under this section, Miller mugt prove that: (1) debtor
made awritten representation of fact concerning his financid condition, (2) the representation was materidly
fdse, (3) debtor knew the representation was false at the time it was made, (4) debtor made the
misrepresentation with intent to deceive the creditor, (5) the creditor relied on the misrepresentation, (6) the
creditor’s reliance was reasonable, and (7) damage proximatey resulted from the misrepresentation. In re
Candland, 90 F.3d 1466, 1469 (9" Cir. 1996). Miller must prove each of these elements by a
preponderance of the evidence. Groganv. Garner, 498 U.S. 279, 291, 111 S. Ct. 654, 112 L. Ed.2d 755
(1991).

1 Written Statement of Financial Condition

To sidy the firg dement of proof under § 523(8)(2)(B), Miller must establish that the alleged
misrepresentation was in writing, that it concerned the debtor’ s financia condition, and that the debtor wrote,
sgnedor, at least, adopted and used the writtenstatement. InreTallant, 218 B.R. 58, 69-70 (B.A.P.9" Cir.
1998), citing, 4 CoLLIERON BANKRUPTCY, at 1523.08[2][&] (Lawrence P. King, 15" ed. rev. 1997). Here,
the record establishes that on September 23, 1998, Liles and Schumacher met with LeClerc, Miller’ s agent,
and gave him copies of several documents, induding Liles option agreement with Citizens State Bank, the
investment brochure that Lilesused to market his option shares and the noticeto the bank’ s other shareholders

of Gamboa s offer to purchase the stock for $51.25 per share. BecauseMiller’ sclamsof fraud are based on
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statements contained inthese documents, he has satisfied the initid  requirement that the representations bein
writing.

The next question is whether the documents concerned the debtor’ s financid condition. The court
acknowledges that some courts narrowly construe this statutory requirement to include only representations
of net worth or the overdl ability to generateincome, Smilar to that whichwould be found in aformd financia
statement or balance sheet. Other courts broadly conclude that any representation reflecting on a person’s
financid condition is sufficient.” See Tallant, 218 B.R. at 70 (discussing the two opposing schools of thought).
Evenunder the narrow congtruction, it is plain here that the documentsgivento LeClerc contained statements
concerning Liles financia condition. The documents described Liles stock option and his agreement to sell
stock to CarMarc at $51.25 per share. Although theserepresentationswerenot inaformd financid statement,
it is clear tha the purpose behind giving the documents to LeClerc was to make specific representations
concerning Liles net worth and ability to generate the income necessary to repay the loan.

Liles contends, however, tha he did not make the representations to Miller because he never
authorized Schumacher to present the documents to LeClerc. This argument is not helpful. Even where a
debtor makes no fase representations himsdf, he may be bound by the fraud of an agent acting within the
scope of his authority. In re Smith, 61 B.R. 742, 747 (Bankr. D. Mt. 1986), quoting, 3 COLLIER ON
BANKRUPTCY, 1523.08, pp. 553-44 to 52. Liles does not deny that Schumacher was his agent during the
September 23 meeting. Moreover, Schumacher presented the documents to LeClerc in Liles presence
without disapprova from Liles and, therefore, withLiles implidt authority. At the very leest, Lilesratified the
actions of his agent by faling to object. In the end, there is no evidence beyond Liles own sdlf-serving
testimony to limit Schumacher’s authority to present the documents to LeClerc. The court finds that Liles
testimony is unpersuasive and that Lilesis bound by Schumacher’s actions. The evidence demongtrates that
Liles either wrote, signed or adopted and used the documents in question.

Based on the above, the court concludes that Miller has satisfied the first dement of proof under §
523(a)(2)(B).

2. Material Falsity
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Under Ninth Circuit law, a representation will be materialy false for purposes of 8 523 (8)(2)(B) if it
contains substantia inaccuraciesthat would generaly affect alender’ sdecison. Candland, 90 F.3d at 1470.
By this standard, Miller must show “not only that the statements are inaccurate, but dso that they contain
important and substantial untruths’ and that the untruths are of atype that would affect the creditor’s decison
making process.” In re Greene, 96 B.R. 279, 283 (B.A.P. 9" Cir. 1989). Both the inclusion of fase
informationor the omissionof important informationabout adebtor’ sfinancid conditionmay render astatement
materidly fse. Tallant,218 B.R. a 71. In addition, the court may consider the surrounding circumstances
in determining whether a statement of financid condition is materidly false. For example, in addition to the
monetary amount or the type of information that is misrepresented, a finding of materidity may be supported
by the existence of multiple misrepresentations withinafinancid statement. Candland, 90F.3dat1470, citing,
In re Lansford, 822 F.2d 902, 904 (9" Cir. 1987).

Withthese principlesinmind, the evidence before the court is sufficient to demonstrate thet the financid
documents presented to Miller, via LeClerc, on September 23, 1998 contained substantial and important
inaccuracies regarding the vaue of Liles Citizens State Bank stock. Liles investment brochure, the letter
agreement with CarMarc and the escrow ingtructions concerning the sdle to CarMarc all reflect avaue near
$40.00 or $50.00 per share - well above both the option price of $24.70 per share and the book vaue of
$30.00 per share. Even assuming thefigures set forth in these documentswere reasonabl e estimates at thetime
each document was created, by September 23, they considerably overstated the value of the stock. Itisaso
ggnificant thet Liles or Schumacher failed to mention that there might be problems obtaining the stock or that
Liles had asecond agreement with CarMarc which limited Liles' net proceeds from the stock transaction to
$45,000, a vaue that works out to dightly less than $30.00 per share.

Moreover, the inaccuracy created by the overvauation of the stock is exactly the type of information
that is likely to affect the creditor’ s decision to lend money. Any potentia creditor would want know whether
the vaue of the stock, as reflected in the documents given to Miller, was largely inaccurate, especidly where
the overvalued stock was Liles most significant asset and was specificaly designated as the source of funds
available to repay the proposed loan.

10
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Findly, the evidence adso demonstratesthat the misstatements occurred a number of timesin multiple
documents, and this repetition contributes to the finding that the overvaluation was materia. The court
concludes that Miller has adequately proven the dement of materid fasty.

3. Knowledge of Falsity and Intent to Deceive

Evenwhere a statement of financid conditionis materidly fase, the resulting debt will not be excepted
from discharge unless the debtor knew the statement was falseand intended to deceive the creditor. Although
Candland lists knowledge and intent as two separate dements, in this context, knowledge is often treated as
acomponent of intent. In any event, the two elements are closdly intertwined, and this court will discussthem
together.

Inadditionto actual knowledge of fasty, the Ninth Circuit has hdd that “ recklessdisregardfor thetruth
of a representation sdtisfies the ement that the debtor has made an intentionally false representation in
obtaining credit.” In re Kong, 239 B.R. 815, 826 (B.A.P. 9" Cir. 1999), citing, In re Anastas, 94 F.3d
1280, 1283 (9" Cir. 1996). In other words, the scienter requirement for the fraudulent misrepresentationmay
be established by showing “* either actuad knowledge of the falsity of a statement, or reckless disregard for its
truth....’” In re Gertsch, 237 B.R. 160, 167 (B.A.P. 9" Cir. 1999), quoting, In re Houtman, 568 F.2d
651, 656 (9" Cir. 1978). Reckless conduct involves more than simple negligence. Nevertheless, for §
523(a)(2), a person is sad to be reckless when that person chooses to make a representation of fact but is
“conscious that he has merely abelief in its existence and recognizes that thereisachance, moreor lessgredt,
that the fact may not be asitisrepresented.” Gertsch, 237 B.R. at 68, citing Restatement (Second) of Torts
§ 526 (1977). Accord, Kong, 239 B.R. at 826-27.

The dements of knowledge and intent are centra to this case. Liles maintains that at the time the
various documents were created, he honestly believed his vauations of the bank stock were reasonable and
that hisinability to repay Miller’ sloan was due to unforseen circumstancesthat occurred after he obtained the
loan. 1n essence, he clams that the documents were origindly prepared for other purposesand, therefore, he
did not intend to deceive LeClerc or Miller because he did not know they would be rdying on them. This
argument missesthe point. The evidence showsthat Liles republished the documents on September 23, 1998

at the meeting with LeClerc. The question then iswhether, as of September 23, 1998, Lileswas avare the
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edimates were fdse or whether he presented the documents to LeClerc in reckless disregard of the
inaccuracies they contained. Based on the documents in evidence, witness testimony and the factual
circumgtances surrounding Liles dedlings with Miller, the court concludesthat Liles produced the documents,
at the very least, with reckless disregard of their substantia inaccuracies.

Unconflicting testimony establishesthat Lilespresented Miller withdocumentsinaccurately showing that
he would receive $572,308.75 from the sale of Citizens State Bank stock to CarMarc. However, it iswhat
Lilesdid not reved to Miller that isfata to Liles clamed lack of knowledge and intent. First, a September 10,
1998 | etter fromattorney Cohento counsd for Citizens State Bank discusses and takes issue with the bank’s
decision to contest the exercise of the stock option. This piece of evidence demondtrates that when Liles met
withLeClerc on September 23, Lileswas aware that the bank was contesting the exercise of the stock option
and that Liles ahility to get the stock wasinjeopardy. Thisfact wasechoedin Liles trid testimony where he
admitted that it would bedifficult getting the stock. The court is not persuaded that Lilesfailed to mention this
important fact merely because he forgot. Rather, the evidence shows that shortly before the close of escrow
onthe coffee shop, First National Bank denied the loanthat Lilesthought he had in hand. Lileswasthenunder
pressure to obtain finandng in relaively short order so he could close escrow on the coffee shop. When
Monterey County Bank came up $50,000 short in its loan commitment, Liles approached Miller, a private
lender, in something close to alast ditch effort. These circumstances suggest that, despite knowledge to the
contrary, Liles made no mentionof Citizens State Bank’ s oppositionto the option because Lileswanted Miller
to believe Liles more creditworthy than the truth would suggest.

Liles engaged in a second, smilaly disturbing omisson in his dedlings with Miller. The documents
provided to LeClercindicated that Lileswould receive $572,308.75 fromthe sdle of stock to CarMarc. From
that amount, Liles would pay $275,824.90 to Citizens State Bank for the stock. Asaresult, the documents
indicated that Lileswould net $296,483.85, anamount more than sufficient torepay the loanfromMiiller. Liles
failed to disclose, however, the existence of the second undocumented agreement with CarMarc which only
guaranteed that Lileswould receive $45,000 above the optionpurchaseprice. Liles testimony regarding this
second agreement does little to help Liles. Although Liles admitted the existence of the second agreement, he
did not recdll telling Mr. LeClerc anything about that agreement.
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Miller advanced the loan proceedsto Liles on October 1, 1998. Lilestedtified that he and Gamboa
reached their second agreement sometime in early 1999. Because the agreement itself was not presented at
trid, there is no evidence to support this assertion other than Liles own testimony. The court finds his
testimony to be less than credible, especidly in light of the written escrow ingtructions that documented the
origind agreement with CarMarc. Those ingtructions never required Gamboa to actudly pay any more than
the amount necessary to exercise the stock option. Even if this court found Liles' testimony about the timing
of the undocumented agreement to be credible, Liles falure to inform Miller of the bank’ s oppostion to his
exercise of the stock option would ill condtitute an omission of fact in reckless disregard of the truth.
Therefore, Miller has proven by apreponderance of the evidence that Lilesacted withthe requisite knowledge
and intent to deceive under § 523 (a)(2)(B).

4. Reasonable Reliance by Creditor

Before a creditor is entitled to except a debt from discharge under 8 523(8)(2)(B), the creditor must
establish that the creditor relied on the materialy false satements at issue and that the creditor’ s reliance was
reasonable. Candland, 90 F.3d at 1471. Althoughthe NinthCircuit hasrecognized that reasonable reliance
is a more rigorous standard than that of judtifiable reliance, the circuit has not been specific in defining its
parameters. Id.; Gertsch, 237 B.R. a 170. What isclear, isthat “[|]enders do not have to hire detectives
before rdying on borrowers' finandd statements,” nor mugt they “view each representation with incredulity
requiring veification.” Gertsch, 237 B.R. a 170. Indeed, once there is proof of a materidly fraudulent
statement, little investigationis required for the creditor to clear the hurdle of reasonable reliance. Inre Smith,
242 B.R. 694, 702 (B.A.P. 9" Cir.1999). The hurdleislow becauseit is only intended to diminate creditors
who are acting in bad faith. Gertsch, 237 B.R. at 170. For example, creditors cannot ignore obvioudy fase
representations. 1d. Creditors can demondrate that their reliance was reasonable by showing that they
followed norma business practices in gpproving aloan. However, such a showing is not a prerequisite. Id.
at 170-71.

Here, LeClerc's tesimony establishes that LeClerc and Miller relied on the financia documents
presented to LeClerc and would not have loaned money to Lilesif they had known the truth. That reliancewas

reasonable because the misrepresentations contained in the documents were not at dl obvious. There was
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nothinginthe documentsto aert Milleror LeClerc that Lileshad overvalued the stock option. Moreover, there
was no reason to suspect or any way to discover that Citizens State Bank had chalenged Liles exerciseof the
stock option. Further, Miller and LeClerc had no reason to doubt that the sale of stock to CarMarc was at
apriceother than$51.25 per share. Liles presented themwithdocumentsreflecting the $51.25 sde priceand
neglected to mention the second tacit agreement at a much lower price.

Liles also conveyed information concerning his background, including his twenty-seven years of
professional banking experience, to influence LeClerc. Inlight of thisbackground, LeClerc had arationd basis
to believe that Lilesunderstood the lending business and the need for accurately portraying his current finencid
postion. Under dl of these circumstances, it was reasonable for Miller to rely upon the misrepresentations
presented to him.

5. Damages

Miller's find dement of proof is to show that he sustained damages proximately caused by Liles
materia misrepresentations. Thiselement iseasily satisfied because Lilesfailed to repay adebt based on credit
that would not have been extended but for Liles misrepresentations. 1t makes no difference why Liles could
not or did not repay the loan. The damage occurred when Miller extended credit based on the materia
misrepresentations. Because Lilesfailed to repay the loan, Miller is entitled to compensation for hislosses.

In light of the above, the court concludes that Miller adequately established each of the e ements
necessary to except the debt at issue fromdischarge under 8 523(a)(2)(B), and, therefore, the court need not
determine whether the debt could aso be excepted under 8 523(8)(2)(A).

6. Liability of Liles Spouse

As a find matter, the court must consider whether the exception from discharge is effective againg
MarciaLiles who isacodefendant inthis proceeding and ajoint debtor inthe mainbankruptcy case. Asnoted
above, to qudify for exception from discharge, there must be proof of actua intent to defraud the creditor.
Where no agency relaionship exigts, courts generaly have not imputed the wrongdoing of one spouse to the
other spouse for purposes of establishing nondischargegbility. Inre Tsurukawa, 258 B.R. 192, 198 (B.A.P.
9" Cir. 2001), citing, Inre Lansford, 822 at 904-05. Indeed, in Tsurukawa, the court specificaly held that
the marita relationship aone, without a further agency relationship, cannot serve as a basis for imputing fraud
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from one spouse to the other. Tsurukawa, 258 B.R. at 198. Miller offered no evidence regarding Marcia
Liles intent to defraud Miller. Moreover, none of the evidence suggests that Liles and his wife were active
partners in the business of SBM Enterprises or that they had any other agency relationship beyond their

marriage. Asaresult the debt at issueis dischargesble visavis Marcia Liles,

CoNCLUSION
For the above reasons, the court concludes that judgment should be entered infavor of plaintiff David
Miller and againg defendant William Liles with respect to Miller's adversary complaint to determine the
judgment debt inthe amount of $53,833.37 nondischargesble based on 11 U.S.C. § 523(a)(2)(B). Thecourt

further concludes that judgment should be entered in favor of defendant Marcia Liles and againg the plaintiff.
Counsdl for plaintiff is directed to prepare an appropriate form of judgment in accordance with this

decison and, after service on defendants, submit the same to the court for entry.

DATED:
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