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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

Inre ] Case No. 96-59506- ASW
Kenneth Lee M ckens, ] Chapter 7
Debt or ]
U- Save Auto Rental of Anerica, ] Adversary No. 99-5250
Plaintiff,
VS.

Kennet h Lee M ckens and
Yvette M ckens,

Def endant s.
In re ; Case No. 99-53743- ASW
Yvette M ckens, ] Chapter 7
Debt or
U- Save Auto Rental of Anerica, ] Adversary No. 99-5249
Plaintiff,

VS.

Kenneth Lee M ckens and
Yvette M ckens,

Def endant s.

MEMORANDUM DECI SI ON
DETERM NI NG DEBT TO BE
NON- DI SCHARGEABLE

Before the Court are identical anmended conplaints by U- Save
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Auto Rental of Anerica (“Creditor”) against Kenneth Lee M ckens
(“Kenneth”) and Yvette M ckens (“Yvette”). Kenneth and Yvette
are married to each other and are, respectively, the debtors in
t he above- nunbered Chapter 7! cases (collectively, “Debtors”).

Creditor’s anmended conplaints allege that the Debtors are
i ndebted to Creditor, and seek a determ nation that such debt is
excepted fromthe Debtors’ Chapter 7 discharges pursuant to
8§523(a)(6) as arising fromw |l I|ful and malicious damge to
property, and/or pursuant to 8523(a)(4) as arising from
enbezzl ement or | arceny.

The anmended conplaints were tried together and the matters
have been submtted for decision after post-trial briefing.
Creditor is represented by Sharon L. Kinsey, Esq. and the
Debtors are represented by Stanley A Zlotoff, Esq. The Debtors
did not appear at trial and called no wi tnesses, but excerpts of
their deposition testinmny were submtted by both parties --
Creditor also submtted Kenneth's responses to discovery, and
the Debtors also submtted a declaration by Kenneth that was
filed on Novenber 16, 2001 (“Declaration”) in support of a
nmotion for partial sunmary judgnent. Creditor called the
following witnesses at trial

Thomas Sinnott (“Sinnott”), who participated with the
Debtors in a business known as Automart U.S. A LLC (“Automart”).
Maria Flemate (“Flemate”), who participated with the

Debtors in various business activities.

! Unl ess otherw se noted, all statutory references are to
Title 11, United States Code ("Bankruptcy Code"), as applicable
to cases comenced on Decenber 10, 1996 when Kenneth filed his
Chapter 7 petition, and on May 27, 1999 when Yvette filed her
Chapter 7 petition.
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Edward Pearson (“Pearson”), Creditor’'s Fleet Director.
James Kevern (“Kevern”), who was hired by Creditor to
| ocate vehicles that Creditor had | eased to Autonmart.
Syl vi a Hernandez (“Hernandez”), an investigator for the
California Departnent of Mtor Vehicles (“DW").
Thi s Menorandum Deci sion constitutes the Court's findings of
fact and concl usi ons of |aw, pursuant to Rule 7052 of the

Federal Rul es of Bankruptcy Procedure.

l.
EACTS

It is undisputed that the Debtors, Sinnott, and Sinnott’s
then-wife Dori Sinnott (“Dori”) formed Automart in March 1997 as
alimted liability conmpany, with each nmenber hol ding an equal
share of the conpany. Sinnott testified that Automart’s
busi ness operation initially consisted of selling used vehicles,
but he expanded it five nonths later to include a vehicle rental
franchise with Creditor. Pearson testified that Creditor
consi dered the franchisee to be Automart, with Sinnott “kind of
i ke a managi ng general partner for the | egal owner of the
franchise”, and with the franchisee’s obligations to Creditor
guar anteed by each nenber of Automart.?

According to Sinnott, he and Kenneth net with Creditor’s
representative and “went over the entire prograni for the
franchise. He said that the representative told themthat

Aut omart coul d | ease vehicles fromCreditor only for use in

2 The record does not include a copy of the franchise
agreenment, but the Debtors have not di sputed Pearson’ s testinony
concerning it.
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renting themto Automart’s custonmers -- at the end of a |ease
term Automart would have the option of returning a vehicle to
Creditor or selling it to an Automart custoner and paying
Creditor for it. Pearson’s testinmony confirned that those were
the terms of the franchise agreenent, with the franchi see being
required to pay Creditor the “book value” of any vehicle that
was not returned to Creditor.® Kenneth testified at his
deposition that he understood, both fromthe neeting with
Creditor’s representative and from Sinnott’s report of training
given by Creditor, that Automart had the right to sell the
vehi cl es provided by Creditor, but he knew that Creditor held
title and so “of course” nmust be paid for the vehicles. Sinnott
testified that Automart sold only one of Creditor’s vehicles
while he was with the business -- he said that a renter wanted
to buy the car and Pearson “made an exception” and authorized
Sinnott to sell it, but Sinnott did not know whether any of the
proceeds were turned over to Creditor because “once | told
[ Kenneth] we’'d sold it, | had nothing nore to do with it”.
Sinnott testified that he had ei ghteen years’ experience in
t he autonobile industry, but none with rentals. He said that he
and Yvette attended a week-long training sem nar conducted by
Creditor in Baltinore, where the “whole [Creditor] progrant was
agai n expl ai ned, including the use and disposition of vehicles.

According to Sinnott, Kenneth arranged for Yvette to take over

3 The term “book value” refers to a contractually fixed
anount (reflecting depreciation that occurs during the |ease
term that Creditor agrees to accept in lieu of a vehicle being
returned at the end of its lease term The evidence did not
suggest that “book value” was or was not intended to reflect the
actual nmarket value of any given vehicle.
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from Dori as business manager of both the rental and sales parts
of Automart, to “make sure the books were up to date, handle al
the noney, be sure the taxes and DW fees were sent out
properly”, etc. He said that Kenneth “really didn't
participate” in the rental business while Sinnott was with
Automart and Sinnott did “99% of that work, although Yvette
kept the books and handl ed the funds. Kenneth testified at his
deposition that Automart “del egated responsibilities out” and
Sinnott “was the one that was over the [Creditor] prograni
Sinnott testified that he met with representatives of Creditor
weekly in person or by tel ephone, and never refused to talk to
Creditor’s representatives -- Kenneth testified at his
deposition that he recalled one tinme when Sinnott did refuse to
talk to a representative of Creditor who visited Automart for

t he purpose of neeting with Sinnott.

Sinnott testified that he left Automart in February 1998
because he had “seen sone different philosophies of how to run a
busi ness and thought it would be best” to | eave. He said that,
t hough the nenbers held regular neetings at first, he “couldn’t
get the answers | wanted” about Automart’s finances and had
asked to see financial statements ten or twelve tines, but the
records were “never there, always at hone”. Kenneth testified
in his deposition that Sinnott “left and ran”, and “just left us
hol ding the bag. And | picked up the responsibilities and went
and paid people off the best that | could. | paid the auction
of f $60, 000, $70, 000, that he caused a problemw th. And the
sane thing with [Creditor]. W struggled”. Kenneth testified

at his deposition that the Debtors did not receive salaries from
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Automart and “the only inconme we took was to pay our nortgage”
of approxi mately $3, 700 per nonth.

Sinnott testified that, while he was with Automart, the
conpany purchased a house in QGakl and because Kenneth “thought it
woul d be a good investnment” to renodel and sell it “to put noney
back into the business”. According to Sinnott, Kenneth wote
checks fromthe Automart account to purchase the house but “the
maj ority” of the renodeling expense was charged to Sinnott’s
credit card. He said that he did the renpodeling work with help
froman Automart enpl oyee over a five week period and it was
“probably 90% fini shed” when he |left Automart; it needed only
carpet installation at a cost of $700 or $800 and he was told
t hat Kenneth intended to conplete the work. Sinnott
acknow edged that title to the property was held by both
Aut omart and hinself, but said that he did not renmenber why his
name was on title; he later filed bankruptcy and schedul ed the
property as an asset of Automart, but it was sold in his
bankruptcy case. Sinnott stated that he did not know what the
property was worth at any point and did not know what it was
sold for -- he said that he was originally told that the
property was unencumnmbered but later |earned that there was a
nort gage. Kenneth stated in his Declaration that the property
was “purchased cheap as a fixer-upper” and was intended to be an
i nvestment for Automart. He said that Automart’s funds were
used for the renmodeling work but Sinnott “refused to rel ease
hinmself fromthe title” so that Automart could sell the
property, and the court handling Sinnott’s bankruptcy case rul ed

that the property belonged to Sinnott’s bankruptcy estate.
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Kenneth testified at his deposition that the property was
pur chased for $42,000, was renodel ed by hinmself and Sinnott, and

was then worth $100,000 with a nortgage of $19,000. He said

that “what we were going to do was sell it and pay off sonme of
our bills and get our bills paid off”, “the whole purpose of the
home was to pay off all of the bills” -- but Sinnott “nmade

prom ses and he nmade prom ses, and he refused to sign off on the
title, on the deed. |If he would have signed off on the deed, we
woul dn’t be sitting here right now because the bills would have
been pai d”.

Pearson testified that he learned in |ate March 1998 t hat
Aut omart was delinquent in its | ease paynents to Creditor, but
the Comptroller’s departnment decided to defer collection
attenpts. In August 1998, paynents remamined in arrears and
Pearson found that Automart’s tel ephone was not being answered.
He sent a representative to visit the |Iot, who reported there
were no vehicles or people there. Pearson then term nated the
franchi se and the parties agree that thirteen vehicles owned by
Creditor were unaccounted for by Automart at that tinme. As
noted below, Creditor recovered four of those from an auction
facility and then sold them for amounts |ess than their book
value, Creditor recovered nore than the book value of one froma
third party, and Automart sold five without remtting any of the
proceeds to Creditor. It is undisputed that Creditor recovered
all or part of the other three vehicles’ book value: one was
turned over by Sinnott and sold by Creditor for $1,793 nore than
its book val ue; one was sold by Automart and Creditor received

$7,484 less than its book value froma third party; Creditor
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| ocated one at a painting facility and sold it for $7,509 |ess
than its book val ue.

Her nandez testified that she had been an investigator with
the DW for seven years and had been enpl oyed by the State of
California since 1981 in other positions where she perforned
I nspections and investigations. She said that, in July 1998,
the DW received “a nunmber” of conplaints about Automart from
cust oners who had purchased vehicles wi thout receiving
registration or title docunments. Hernandez net with Kenneth on
July 6 about the conplaints and he “assured” her that he woul d
conpl ete the paperwork necessary to transfer registration and
title “within a reasonable period”. At that neeting, Hernandez
asked Kenneth about Automart’s financial condition and he said
“there was an issue of sone refunds” owed to customers for
overcharges of registration and |license fees, but he was
refinancing his home and woul d use sonme of those proceeds to pay
those refunds -- he also told her that Automart would cure sales
tax arrears by the next nonth, and was “current and sound” with
paynents to auto auctions. At a further neeting on July 29,
Kenneth tol d Hernandez that he had applied for a new DW deal er
i cense for a Nevada corporation formed June 6 under the nane
Conpetitive Advantage Force-1, which woul d do busi ness under the
name East Bay Auto Mart using Kenneth’s honme address in San
Jose, with Yvette as Chief Financial Officer and Kenneth as
General Manager. Hernandez said that she asked Kenneth if he
woul d be | eaving California and he replied that he would not,
and woul d “assure that all vehicle transfers would be processed

accordingly”. Hernandez then received a |letter from Kenneth
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dated July 31, stating that Automart had ceased doi ng busi ness
and encl osing the DW dealer |icense. Hernandez sent Kenneth a
demand for turnover of all dealer supplies, including the
“vehicle report of sale books” that DW required dealers to

mai ntai n; that material was not immmediately forthcom ng, but was
eventually turned in to the DW. On August 19, Hernandez told
Kenneth that she had recently received a conplaint from Creditor
about Automart’s failure to account for thirteen vehicles, and
asked whet her he had sold those. According to Hernandez,
Kenneth replied that he was permtted to sell themafter 120
days, he did not have title to them and he had “made the
payoffs | ast week” by sending Creditor two checks; he said that
he had not sold the vehicles to custonmers and five or six of
them were at Bay Cities Auction (“Bay Cities”) where he “was
runni ng them through the auction”. Hernandez testified that
Automart’s records showed six of those vehicles to have been
sold to custoners, sone of whom had filed conplaints with the
DW and three of whomidentified a photograph of Kenneth as the
Aut omart General Manager or owner with whom they had dealt; none
of the buyers reported having dealt with anyone el se .

Her nandez said that the sale transactions were all the same
except for a sale to Wallace Haynes (“Haynes”); that sale was
the only one that Automart purported to have financed and Haynes
received a |letter dated Septenber 22, 1998 signed by Yvette,

whi ch directed himto nake his nonthly paynents of $318.72 to
Aut omart’s post office box in California. Hernandez testified
that her investigation showed that Automart owed approxi mately

$40,000 in sales taxes and its seller’s permt was eventually
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revoked: returns signed by Dori had been filed for April 1997
t hrough August 1997 with paynents encl osed; returns were filed
for Septenber 1997 through Novenber 1997 wi thout paynents;
returns signed by Yvette were filed in February 1998 and March
1998 wit hout paynents; a paynent of $2,300 was received on July
31, 1998 and applied to the taxes owed for February. Hernandez
also testified that she | earned through her investigation that
Kenneth had filed a petition under the Bankruptcy Code in
Decenber 1996, which he did not disclose on his application for
a DW dealer |icense. Hernandez conpleted her investigation and
prepared a report of it dated Decenber 21, 1999, which she
submtted with a recomendation to the District Attorney that
Kenneth be charged with theft and perjury. She testified that
no crimnal charges were brought and the only adm nistrative
action taken by the DW was revocation of Automart’s deal er

| icense. Hernandez’ report lists six instances where Autonmart
sol d vehicles owned by Creditor w thout paying Creditor (and

wi t hout submitting title or registration information to the
DW): to Butler on Novenmber 8, 1997 for $13,539; to Moncrease
on Decenber 13, 1997 for $14,099.04; to Dinkins on June 6, 1998
for $12,142.04;% to Brooks on June 10, 1998 for $12,485.62; to
Haynes on June 17, 1998 for $7,599.53; to Coelho on July 31,
1998 for $12,963.79. Kenneth admtted in his Declaration that
Aut omart namde those sal es and deposited the proceeds into

Aut omart’s general operating account, though the Debtors offered

no corroborating evidence, nor explain a reason for it being

4 Creditor eventually recovered froma third party an
anount exceedi ng the book value of the vehicle sold to Dinkins.
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unavail able. He said that the proceeds were not remtted to
Creditor because Automart was “operating at a deficit” but the
Debtors believed at the tine of the sales that “they would be
able to generate incone thereafter in sufficient anounts to
repay” Creditor. It is undisputed that the book values of the
five vehicles for which Creditor received nothing (excluding
that sold to Dinkins) totaled $37, 355.
Kenneth testified at his deposition that, when Automart

cl osed down, “Whatever we had that was on the |ot, we took to”
an auto auction facility and “when | delivered them | don’'t

remenber which vehicle it was, there was a repo guy there, and |

had the keys and he kept on going. ... W never received any
proceeds. We can’t. Once we dropped the vehicles off and we
wal ked away”. Kenneth said that he did not tell Creditor he was

taking the vehicles to the auction facility but did tell Sinnott
“that the vehicles were to be dropped off there. And then -- |
don’t renmenber, sone guy, and | don’t renenmber the guy, but we
had to give the keys to himand that was it. ... There was a
guy that was there. W didn't take the cars into the auction.
We didn't take the cars to the auction -- | nmean, inside the
auction. They were in the parking | ot of the auction, and the
keys were handed off to a representative from|[Creditor].”
Kenneth stated that he did not take the vehicles to the auction
for the purpose of selling them and they were nmerely “dropped
off in the parking |ot of the auction, and your repo guy, or
whoever the guy is, the representative of [Creditor], was there
and picked the vehicles up. Whatever he did after that, | don't

know'. Hernandez testified that it is possible to sell a
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vehi cl e through an auto auction wi thout having title, if the
auction has received an application froma dealer or |icensee
who is deened creditworthy and is willing to accept the vehicle
wi thout title docunents; however, her investigation did not find
any such applications from Automart for sale of the vehicles
owned by Creditor

Kevern testified that Creditor hired his firmon August 19,
1998 to |l ocate and recover vehicles that had been | eased to
Aut omart. He said that he visited Automart’s |lot and was told
by sone men who were “hangi ng out there” that they had seen
“sonebody renoving cars” and gave Kevern a “tip to go |look at”
Bay Cities. Kevern found sonme® of Creditor’s vehicles in the
parking lot at Bay Cities, reported to Creditor, and was told to
take theminto the auction for storage. Kevern said that he was
preparing to tow the vehicles out of the parking | ot when a man
who identified hinmself as Kenneth “cane running out” of the
auction, was “very upset”, said that he owned the vehicles, and
told Kevern that he was picking themup to take “sonmepl ace” but
did not say where. \When Kevern expl ained that he was
repossessing the vehicles for Creditor, Kenneth “got a little
nervous and junped in his car and left”. Kevern then nmade a key
for each vehicle and prepared a “condition report” for Creditor
-- it is undisputed that the four vehicles repossessed by Kevern
were ultimately sold by Creditor at auction for prices totaling
$4,237 less than their book val ues. According to Kevern,

vehicles that are to be sold by being “run through the auction”

5 Kevern said that the number was seven or eight, but the
parties agree that it was four.
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are “checked into the auction” and then | abeled with a nunber
and a letter -- he said that the ones he found in the parking

| ot bore such | abels, which neant that they had been checked in
for sale but renoved to the parking |lot by a manager. Kevern
stated that “apparently there was a reason the auction couldn’t
sell them the auction wouldn’'t have taken them out of the
auction and put them back in the parking ot after they’'d

al ready been checked into the auction”, and he believed the
reason to be that title was held by Creditor. Kevern expl ained
that the parking |lot where he found the subject vehicles was

di stinct fromstorage lots that are provided by Bay Cities, and
vehicl es checked in for storage are |abeled differently from

t hose intended for sale; the subject vehicles were | abeled for
sal e rather than for storage.

Flemate testified that she had known Kenneth since 1995 and
“gave” him sone $40, 000 or $50,000 with which to purchase
vehicles for Automart, under a witten agreenent whereby she was
to receive $1,300 for each vehicle sold. She believed that
Aut omart did purchase and sell vehicles pursuant to that
agreenment, but she collected only $1, 300 because Kenneth *“was
havi ng financial problens with the deal ership and wasn’t able to
pay nme back”. She said that one Automart check to her for
$12, 000 | abel ed “investnment” was actually repaynment of a | oan
t hat she had nmade prior to the witten agreenent, and denied
t hat various Automart checks made payable to “cash” represented

paynents to her. Flemate testified that a corporation known as
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CAF- 1% comrenced doi ng busi ness in Nevada under the name Pahrunp
Auto Center (“PAC’) in Decenmber 1998, with Yvette and Fl emate as
officers. Flemte provided the funds to start the business and
was to share in profits as an offset for her unpaid |loans to
Automart, with Yvette receiving 60% of profits -- Kenneth did “a
| ot of legwork” to start the business but invested no noney in
it and was not to share in profits (although he was to receive a
salary as General Manager). She said that she believed PAC
recei ved sone vehicles from Automart, but none with title held
by Creditor. Flemate al so commenced operating a Practical Rent-
a-Car (“Practical”) franchise in Nevada during Novenber 1998,
which “fell under the corporation [CAF-1] after awhile”.

Flemate testified that she and Yvette handl ed recei pt of
paynents at PAC and that she was not aware of PAC receiving
funds bel onging to Automart, although she acknow edged t hat
three checks made payable to Automart by Haynes were deposited
at Nevada banks where PAC held accounts. According to Flemte,
PAC never made a profit (or even enough to pay salaries), CAF-1
filed a Chapter 11 petition in October 1999, and PAC “I| ost our

| i cense” and was “ordered to close our doors” in |late Novenmber

6 Fl emat e descri bed Conpetitive Advantage Force-1 as “the
business in California, Automart” and CAF-1 as “the one that was
specific to Pahrump, with no connection between the two
entities. Kenneth stated in his Declaration that the fornmer was
a Nevada corporation that “bore a relationship to Automart” and
the latter was a Del aware corporation that “was affiliated with
t he Nevada businesses”, and “[t]he reason for the use of the
Conpetitive Advantage Force-1 entity with respect to Automart,

U S. A was that, toward the end of its existence, Automart owed
tax debt and was being subjected to tax | evies on bank accounts.
The use of a bank account under Conpetitive Advantage Force-1
for purposes of transacting Autonmart business was sinply a way
to avoid the interruption of business entailed by tax levies”.
MEMORANDUM DECI SI ON
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1999. As for Practical, Flemate testified that she stopped
operating the business in early 1999 after Creditor acquired the
franchise and failed to provide training that Flemte had
expected to receive. She said that Practical was permtted to
sell vehicles and pay Creditor upon sale, which was done for al
sales. Flemate stated that Practical was in possession of sone
thirty vehicles when it ceased operations, sone of which were
returned or sold, and sonme of which were in the hands of | ong
term| essees -- when she left, eight vehicles were unaccounted

for and Debtors “had all of the paperwork and everything”.

.
ANALYSI S

A. St andards For Determ nation of Di schargeability

The Bankruptcy Code is “designed to afford debtors a fresh
start, and we interpret liberally its provisions favoring

debtors”, see In re Bugna, 33 F.3d 1054, 1059 (9th Cir. 1994).

The Code's limted exceptions to the general policy of discharge
are found in 8523(a) and are to be construed narrowy, see In re
Riso, 978 F.2d 1151 (9th Cir. 1992). The plaintiff in an action
for determ nation of dischargeability under 8523(a) bears the
burden of proving all elenments of the clainms for relief asserted
by a preponderance of the evidence, see G ogan v. Garner, 498

UsS 279, 111 S. Ct. 654 (1991).

B. Exceptions To Di scharge

Creditor seeks a determ nation that its clai magainst
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Debtors is non-dischargeabl e pursuant to either or both of two
exceptions to discharge that are provided by 8523(a):
8§523(a)(6), regarding wllful and malicious damage to property;
and/ or 8523(a)(4), regarding enbezzlenment or |arceny. Creditor
al l eges that sale of its vehicles w thout turnover of any
proceeds to Creditor constituted one or nore of those torts.

As a threshold matter, it nust be noted that, according to
the testinony of Creditor’s enpl oyee Pearson, Creditor’s
franchi see was Automart, not the Debtors. Therefore, it was
Aut omart that was contractually bound to pay Creditor the book
val ue of the subject vehicles if they were sold. The Debtors
guar ant eed the debts of Automart under the franchi se agreenment
with Creditor, so they are contractually liable for any such
debts that Automart did not pay
-- but such liability would nmerely constitute a di schargeabl e
breach of contract unless an act under 8523(a)(6) or (4) was
performed by one or both of the Debtors.

Wth respect to the sales, Hernandez testified that three of
t he subject vehicles were sold to buyers who identified Kenneth
as the Automart representative with whomthey dealt, and that
none of the buyers reported dealing with anyone el se. Sinnott
testified that he did “99% of the rental work and Kenneth
“really didn't participate” in that, which is consistent with
Kenneth’ s deposition testinony that Automart “del egated
responsibilities out” and Sinnott “was the one that was over the
[Creditor] prograni. However, it is undisputed that Sinnott
|l eft Automart in February 1998, and only two of the subject

sal es occurred prior to that tinme (in Novenmber and Decenber
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1997, respectively, to Butler and Moncrease); and Sinnott
testified that he was aware of only one sale while he was with
the business. There is no indication that Sinnott was
responsi ble for anything that occurred after he left the

busi ness, and none of Hernandez’ w tnesses reported dealing with
anyone ot her than Kenneth when they bought vehicles from
Automart. Accordingly, the evidence supports a finding that
Kenneth is the one who acted on behalf of Automart to make the
sal es.

I nsofar as failing to remit any of the sale proceeds to
Creditor is concerned, Sinnott testified w thout contradiction
that he did not handle the proceeds fromthe one sale that he
knew about and that Yvette handl ed Automart’s funds and
bookkeepi ng, so the evidence does not show that Sinnott
participated in the disposition of sale proceeds either before
or after he left the business. Kenneth admtted that all of the
subj ect sal e proceeds were deposited into Automart’s operating
account, and he did not allocate responsibility for that
deci sion as between hinself and Yvette -- even if Yvette did not
partici pate in making that decision, she was the bookkeeper and
so nust have known of the sale proceeds, and known that they
were not remtted to Creditor. Therefore, the evidence supports
a finding that the Debtors were both responsible for failing to
turn over any of the sale proceeds to Creditor.

Accordingly, if the sales and failure to remt proceeds
constituted acts within the neaning of 8523(a)(6) or (4), the
evi dence shows that Kenneth made the sales and that both Debtors

failed to remt any proceeds to Creditor.
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(1) 8§523(a)(6)

A debt arising fromw|lIlful, malicious damage to the
property of another is excepted from di scharge pursuant to
8§523(a)(6). The elenents of a claimunder 8523(a)(6) have been
established by In re Jercich, 238 F.3d 1202, 1208-09 (9th Cir.
2001) (“Jercich”):

We hol d, consistent with the approaches taken by
the Fifth and Sixth Circuits, that under [Kawaauhau,
et vir., v. CGeiger, 523 U.S. 57, 118 S.Ct. 974
(1998)], the willful injury requirenent of § 523

(aL(G) is met when it is shown either that the
debt or had a subjective notive to inflict the

injury or that the debtor believed that injury
was substantially certain to occur as a result
of his conduct. ... A malicious injury involves
(1) a wongful act, (2) done intentionally, (3)

whi ch necessarily causes injury, and (4? I's done
w t hout just cause or excuse. [internal quotation

mar ks and citation om tted]

The Ninth Circuit noted in In re Su, 290 F.3d 1140, 1148 (9th
Cir. 2002) (“Su”) that willfulness and malice are two separate
requi rements that are not to be “conflated” into a single
inquiry, and made it clear that each alternative prong of the
wi | | ful ness show ng nust be based on a subjective standard:

The subjective standard correctly focuses on

the debtor's state of m nd and precl udes

application of 8§ 523(a)(6)'s

nondi schargeability provision short of the

debtor's actual know edge that harmto the

creditor was substantially certain.

Su, at 1146.

(a) Sales

Wth respect to selling Creditor’s vehicles, Pearson
testified that Automart had the option of selling vehicles at

the end of their |ease ternms, and the evidence does not clearly
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establ i sh whether any of the subject sales occurred prior to
those tinmes. If sales were made at a tinme when Automart had no
contractual right to sell, such sales would constitute

conversion under California |law, see In re Peklar, 260 F.3d

1035, 1037 (9th Gir. 2001) (“Peklar”):

Conversion is defined under California state | aw
as “the wongful exercise of dom nion over the
personal property of another.” Taylor v.Forte
Hotels Int'l, 235 Cal.App.3d 1119, 1124, 1 Cal.
Rptr.2d 189 (1991). “The act must be know ngly

or intentionally done, but a wongful intent is
not necessary.” ld. (citing Poggi v. Scott, 167
Cal . 372, 375, 139 P. 815 (1914); 5 Wtkin Sumrary

of Cal. Law (9th ed. 1988) Torts 8§ 624, pp. 717- 18).
Under California |law, “a conversion is not per se

always a willful and malicious injury to the prop-
erty of another.” Larsen v. Beekmann, 276 Cal . App. 2d
185, 189, 80 Cal .Rptr. 654 (1969).

Assumi ng for the sake of argunment that the sales were made
too early and therefore did constitute conversion, the issue is
not whet her Automart was actually entitled to sell any given
vehicle at the tinme it was sold, but whether Kenneth reasonably

beli eved that Automart had such a right, see, Davis v. Aetna

Acceptance Co., 293 U S. 328, 332-3, 55 S.Ct. 151, 153 (1934)

(“Davis”):

[A] wilful and malicious injury does not foll ow
as of course fromevery act of conversion,

wi t hout reference to the circunstances. There
may be a conversion which is innocent or

techni cal, an unauthorized assunption of

domi nion without wilfulness or malice. There
may be an honest, but m staken beli ef,
engendered by a course of dealing, that powers

have been enl arged or incapacities renmoved. In
these and |i ke cases, what is done is a tort,
but not a wilful and malicious one.... The

di scharge will prevail as against a show ng of

conversion w thout aggravated features.
Kenneth’ s uncontradi cted testinony was that he believed Autonart

had a right to sell Creditor’s vehicles, based on what he was
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told by Creditor’s representative and al so on Sinnott’s report

of training received fromCreditor. That is consistent with

Her nandez’ testinony that Kenneth told her the vehicles could be
sold “after 120 days”. Sinnott testified that Pearson “made an
exception” and authorized Automart to sell one vehicle during
Sinnott’s tenure, which suggests that the sale occurred prior to
expiration of the |lease termbut Creditor was willing to permt
it. The evi dence supports a finding that Kenneth reasonably
believed that Automart was contractually entitled to make the
subj ect sales. Under Davis, the sales were not willful and
mal i ci ous acts within the neaning of 8523(a)(6) even if any of
them did constitute conversion due to being made prior to the

time permtted by Automart’s franchi se agreement with Creditor.

(b) Failure To Turn Over Proceeds

As for the failure to remt any sale proceeds to Creditor,

t he exception of Davis does not apply. Kenneth's testinony was
that he knew Creditor owned the vehicles and “of course” nust be
paid if they were sold, and there is no evidence that Yvette had
any reason to believe otherw se.

The Debtors’ failure to turn over any of the sale proceeds
to Creditor was clearly a conversion as defined by Peklar, and
the issue is whether that act was performed with the subjective
intent required by Jercich and Su to make it a willful and
mal i ci ous one within the nmeaning of 8523(a)(6). In this case,
the crucial elenment of that test is whether the Debtors had
“actual know edge” that harmto Creditor was “substantially

certain to occur as a result of [their] conduct”. Debtors argue
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that this was not the case, because Creditor’s vehicles were
sold in the ordinary course of Automart’s business and they were
hopi ng to make the busi ness sol vent (perhaps by selling the

Oakl and i nvestnent property)’ so that Creditor could be paid.
Kenneth’ s testinony on the subject was that the sal e proceeds
were deposited into Automart’s operating account and never
turned over to Creditor because the business was “operating at a
deficit”, but that Debtors believed when the sales were nade
that “they would be able to generate incone thereafter in
sufficient ampbunts to repay” Creditor. That testinmony is not
corroborated by other evidence, and it is not credible in |ight
of the evidence as a whole.?

First, on the issue of the Debtors’ credibility in general,
the Court notes that they chose not to appear at trial, which
tends to support a negative inference that they may have sought
to avoid cross-exam nation under oath -- since Hernandez' report
did not result in crimnal charges against them their
reluctance to testify in person does not seemto be based on the
constitutional protection against self-incrimnation, and
Debtors did not offer any excuse for their failure to appear.
The Court also notes that Kenneth admtted that Automart used a
bank account in the nane of Conpetitive Advantage Force-1 in

order to “avoid the interruption of business entailed by tax

! Sinnott testified that Automart purchased the Gakl and
property while he was there, that he left in February 1998, and
that the property was adm nistered in his bankruptcy estate, but
t he evidence does not show when that occurred. The Court notes
that nost of Creditors’ vehicles were sold in June 1998.

8
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| evies”, a ploy that m ght be considered equivalent to
defrauding creditors. Overall, the Debtors’ attitude did not
appear to be forthcom ng and candi d.

Second, Kenneth first net w th Hernandez about custoner
conplaints on July 6, 1998, then wote to her on July 31, 1998
to surrender Automart’s DW deal er |icense and announce that the
busi ness had closed. The sale to Coel ho was made on the date of
that letter, and four other sales were made during the nonth of
June. Hernandez testified that she asked Kenneth on August 19
whet her he had sold Creditor’s thirteen m ssing vehicles and he
told her that he had not but had paid Creditor for them both of
whi ch statenents were false.

Third, Hernandez said that Kenneth also told her that he
pl anned to sell five or six of the vehicles at Bay Cities, yet
his testinmony was that he did not take themthere to sell but
only to deliver to Creditor, and that he gave the keys to a
“repo guy”. However, Kevern testified that, when he found sone
of Creditor’s vehicles at Bay Cities, Kenneth represented
hi nsel f as the owner and said that he was picking themup to
t ake away, but becanme “very upset” and “nervous” when he | earned
t hat Kevern wanted to repossess the vehicles for Creditor, and
Kevern had to make keys for the vehicles after Kenneth l|eft.
Kevern al so testified credibly that the vehicles appeared to
have been placed for sale at the auction but |ater renoved to
the parking lot by a Bay Cities manager because Kenneth did not

have title certificates for them?

o Kevern testified that he found seven or eight of
Creditors’ vehicles at Bay Cities, yet the parties agree that
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Fourth, there is no evidence that the Debtors conmmuni cated
with Creditor about intending to pay Creditor the book val ue of
the vehicles that were sold, nor that the Debtors made any
efforts to pay. Kenneth testified that “we struggled” to pay
Automart’s creditors after Sinnott |eft, but the Debtors offered
no evidence in corroboration. |Instead, the evidence shows that,
| ess than six nonths after Automart cl osed, the Debtors fornmed a
corporation to open two new autonobil e deal erships in Nevada
(al t hough Kenneth told Hernandez on July 29, 1998 that he did
not intend to |leave California), which did not |last a year, | ost
its license to operate the businesses, and fil ed bankruptcy.

In short, the evidence does not suggest that, when nost of
t he subject sales were nmade in June 1998, the Debtors had sone
kind of good faith plan (even an ultimtely futile one) to raise
funds with which to pay Creditor the ampbunts that should have
been paid upon sale. There was no apparent attenpt to keep
Aut omart operating after those sales -- its dealer license was
surrendered to the DW just a nonth later, on the same day that
the |l ast sale was made and only sone three weeks before Kenneth
attenpted to sell still nore of Creditor’s vehicles at Bay
Cities. Since Automart was not going to continue operations,
its insolvency should not have prevented the Debtors from
remtting the book value portion of the sale proceeds to

Creditor and | eaving soneone el se unpaid when the busi ness was

there were only four. However, that event occurred five years
prior to trial and his testinony was credible overall. His
expl anati on about the difference between identification and

| ocati on of vehicles placed at Bay Cities for sale vs. for
storage was pl ausi bl e and was not i npeached or discredited.
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cl osed a nmonth after maki ng nost of the sales. And the Debtors
did not offer evidence showi ng that Autonmart was paying at | east
some of its bills in an effort to stay afloat during the tine
that nost of Creditors’ vehicles were sold, nor any evidence
showi ng a pattern of prior sales for which Creditor was paid.

The evi dence includes copies of many checks drawn on the
Aut omart account, which Creditor contends show that the Debtors
were i nproperly using conpany funds for thensel ves, including
t he sal e proceeds that should have been turned over to Creditor.
However, that evidence is inconclusive, since there was little
testi nony about the checks and the nobst that can be di scerned
fromthe quasi-legible copies is that many are payable to “cash”
and sone are for large anounts of several thousand dollars -- as
t he Debtors point out, the copies do not usually show the
pur pose of the checks, which could have been for paynent or
rei nbursenment of |egitimte business expenses.

The Court also notes, without relying on it, that Hernandez
concl uded after her investigation that the Debtors had commtted
theft and perjury.

Taken together, the evidence does not support the Debtors’
position that they failed to remt any proceeds to Creditor
because Automart was insolvent but they hoped to acquire other
funds in future that could be given to Creditor. Rather, it
suggests that the Debtors knew they were going to close the
busi ness and they were attenpting to extract as nmuch noney from
it as possible, whether to pay selected creditors (perhaps the
sal es taxes for which they could remain |iable despite

bankruptcy) or to pay thensel ves or for some other purpose of
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their own, but not for the benefit of Creditor whose vehicles
had been sold, or even in an attenpt to save the struggling

busi ness. Since there is no evidence of when the Gakl and
property was purchased or lost in Sinnot’s bankruptcy case, the
Debt ors have not shown that they were planning to repay Creditor
with funds obtained fromsale of that property. Accordingly,

t he Debtors nust be charged with “actual know edge” that harmto
Creditor was “substantially certain to occur as a result of
[their] conduct” in selling Creditors’ vehicles wthout
remtting any of the proceeds to Creditor. The Debtors’ failure
to turn over to Creditor the book value portion of the proceeds
fromsale of the subject vehicles constitutes non-di schargeabl e
willful and malicious damage to Creditor’s property pursuant to

§523(a) (6).

(2) 8523(a)(4)

A debt arising fromenbezzl enent or larceny is excepted from
di scharge pursuant to 8523(a)(4).
The el enments of a claimbased on enbezzl ement are:
(1) property owned by another is rightfully in the
possessi on of a bankruptcy debtor;
(2) the bankruptcy debtor appropriates such property to
a use other than the use for which the property was entrusted to
t he bankruptcy debtor; and
(3) circunmstances indicating fraud.

See, In re Littleton, 942 F.2d 551, 555 (9th Cir. 1991)

(“Littleton”); In re Wada, 210 B.R 572, 576 (9th Cir. BAP

1997). To any extent that the vehicle sales were made at tines
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authorized by Automart’s franchise agreenent with Creditor, the
Debtors were rightfully in possession of the sale proceeds.

The el enments of a claimbased on larceny differ fromthose
of a claimbased on enbezzlenent only in that a | arcenous
bankruptcy debtor has cone into possession wongfully, 4 King,

Collier on Bankruptcy (15th ed. rev. 1997), 8523.10[2]. To any

extent that the vehicle sales were nade at tines not authorized
by Automart’s franchi se agreenent with Creditor, the Debtors
were wrongfully in possession of the sale proceeds.

The Debtors argue that the third elenent is not present
because there are no circunstances of fraud, since they were
nerely attenpting to salvage a failing business and hoped to pay
Creditor in future, citing Littleton. |In that case, the
bankruptcy debtors were found to have “acted with the intent to
benefit the corporation by securing financing so that the
conpany could pay all its debts[,] ... [which] ... negates any
contention that the debtors intended to defraud” the creditor,
and they “applied their entire effort and resources to nmake the
busi ness survive[,] ... [which] ... was their dom nant
notivation”, Littleton, at 556. As discussed above, the
evidence in this case does not even renotely begin to support
t hat description for what these Debtors did and failed to do,
whereas it does show that their failure to turn over any sale
proceeds to Creditor was marked by circunstances indicating
fraud. The Debtors knowingly transferred Creditors’ vehicles to
third parties and received proceeds in exchange, which they knew
they were required to turn over and intentionally did not --

unli ke the circunstances of Littleton, the Debtors’ failure to
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remt any proceeds to Creditor was not part of a good faith
effort to save their business in the hopes of being able to pay
Creditor later. Accordingly, such failure constitutes non-

di schargeabl e enbezzl ement and/or |arceny pursuant to

§523(a) (4).

CONCLUSI ON

Automart’s franchi se agreenent with Creditor entitled
Creditor to receive either thirteen vehicles or their book
value. It is undisputed that Debtors failed to remt the
proceeds fromselling five of the vehicles with book val ues
totaling $37,355, and that Creditor recovered (or accepted noney
for) the other eight vehicles. Creditor proved no damages under
8§523(a) beyond the $37,355 total book val ues of the five
vehicles that were sold by Automart.'® Debtors are liable for
that debt of Automart’s under their guarantees, and it is
excepted fromtheir bankruptcy discharges as one for willful and
mal i ci ous damage to property pursuant to 8523(a)(6), and as one

for enmbezzl enment and/or |arceny pursuant to 8523(a)(4).

10 Creditor referred in argunent and briefs to other
damages, such as | ease paynents and fees called for by the
franchi se agreenent, and Creditor’s net receipt of |less than
book val ue for sonme of the vehicles that were recovered. As
di scussed above, the forner arise from di schargeabl e breach of
contract rather than from non-di schargeabl e conversi on,
enbezzl ement, or larceny. Wth respect to the latter, the
evi dence does not establish the anmounts of such |osses, nor did
Creditor establish that such | osses actually arose fromthe
Debtors’ failure to remt the book value portion of sale
pr oceeds.
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Counsel for
provi di ng, after

Dat ed:

MEMORANDUM DECI SI ON
DETERM NI NG DEBT TO BE
NON- DI SCHARGEABLE

Creditor shall submt a form of judgnment so

review by counsel for Debtors.

ARTHUR S. WEI SSBRODT
UNI TED STATES BANKRUPTCY JUDGE
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