IN THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF NEBRASKA

IN THE MATTER OF
PATRI CK & NORI ENE MURPHY,

CASE NO. BK02-80473
Debt or (s).

A02- 8045
SI OUXLAND FEDERAL CREDI T UNI ON

Pl aintiff, CH 7
VS.

PATRI CK & NORI ENE MURPHY,

Def endant .

N N N N N N N N N N N N N N N

VEMORANDUM

Trial was held in Omha, Nebraska, on February 3, 2003, on
the adversary conplaint. Dennis Mrland appeared for the
debtors, and Jeffrey Mohrhauser appeared for the plaintiff. This
menor andum contains findings of fact and conclusions of |aw
required by Fed. R Bankr. P. 7052 and Fed. R Civ. P. 52. This
is a core proceeding as defined by 28 U S.C. § 157(b)(2)(I).

. BACKGROUND

Thi s adversary proceedi ng was brought by Siouxland Feder al
Credit Union (“Credit Union”) against the debtors to obtain an
order finding that debtors’ obligation to the Credit Union is
nondi schar geabl e under 11 U.S.C. 8§ 523(a)(2)(B). That statutory
section prohibits the discharge of a debt to the extent it was
obt ai ned by the use of a statenent in witing that is materially
fal se, respecting the debtors’ financial condition, on which the
creditor reasonably relied and which the debtor caused to be
made with intent to deceive.

1. DECI SION

The debtors’ debt to the Credit Union is dischargeable in
t hi s bankruptcy proceeding.

1. LAW



To except a debt from discharge wunder 11 U S.C. 8
523(a)(2)(B), a creditor nust prove, by a preponderance of the
evidence, that (1) the debtor made (2) a statenment in witing
(3) respecting the debtor's financial condition (4) which was
materially false and (5) made with the intent to deceive, and
(6) which was reasonably relied upon by the creditor. Heritage
Bank of St. Joseph v. Bohr (In re Bohr), 271 B.R 162, 167
(Bankr. WD. M. 2001).

A. “Materially fal se”

A financial statenent is materially false if it “paints a
substantially untruthful picture of a financial condition by a
m srepresentation of the type which would normally affect the
decision to grant credit.” l1d. Likew se, a financial statenment
is materially false if it falsely represents the debtors’
overall financial condition or has major om ssions. Id. In the
Bohr case, a financial statement listing real property as an
asset was materially false in light of the fact that debtors
held only a remainder interest in the property, subject to a
life estate, so the interest had no value. Wthout the real
estate, the debtors’ net worth dropped from $270, 000 to $8, 000,
so the mi srepresentation was nmateri al .

The rel evant subjective inquiry, although not dispositive,
is whether the conplaining creditor would have extended credit
had it been apprised of the debtor’s true situation. Fairfax
State Sav. Bank v. McCleary (In re McCleary), 284 B.R 876, 885
(Bankr. N.D. lowa 2002). In McCleary, the | ender argued that the
debtor’s financial docunents were materially false because they
omtted certain outstanding obligations and did not accurately
reflect the ownership and val ue of certain business equi pment.
The court disagreed, noting that the unlisted debt, a $6, 000
bal ance due on a revolving account with a supplier, was not
significant in conparison to the debtor’s net expenditures of
$448,000 for the first seven or eight nmonths of the year.
Mor eover, the debtor’s failure to provide the bank with details
of his obligations for |eased equi pnent was not “substantially
untruthful” as the informati on sought was readily apparent from
the face of the docunents. The court opined that “a cursory
review of [the profit and | oss statenent] should have put [the
| ender ] on notice as to potential outstanding | ease
obligations.” MCl eary, 284 B.R at 886.

B. “Intent to deceive”



For di scharge to be barred, the debtor nust have acted with
intent to deceive. An intent to deceive does not nean that the
debtors acted with a “malignant heart.” Bohr, 271 B.R 162, 169
(quoting Agribank v. Wbb (In re Webb), 256 B.R 292, 297
(Bankr. E.D. Ark. 2000)). A creditor may establish such intent
by proving reckless indifference to or reckl ess disregard of the
accuracy of the information in a debtor’s financial statenent.
McCl eary, 284 B.R at 888. Factors to consider include whether
t he debtor was intelligent and experienced in financial matters,
and whet her there was a clear pattern of purposeful conduct. 1d.
(citations omtted). Once the creditor establishes that the
debt or had actual know edge of the false statenent, the debtor
cannot overconme the inference of the intent to deceive wth
unsupported assertions of honest intent. Bohr, 271 B.R at 169.
The court in Bohr found intent to deceive based on the debtors’
adm ssion that they knew the |land did not belong to them and
that the financial statements containing information to the
contrary were submtted for the purpose of obtaining credit. The
inference from those facts was that the debtors intended to
deceive the lender. |d.

By contrast, the court in MCeary found no intent to
decei ve because the bank was so | ax in obtaining full disclosure
of the debtor’s financial situation. “The Bank was content with
the limted information it received about Debtor’s financi al
pi cture. Debtor’s failure to provide nore rel evant and accurate
information cannot be interpreted as an intent to deceive in
t hese circunmstances.” 284 B.R at 888.

C. “Reasonabl e reliance”

The reasonableness of a creditor’s reliance is to be
determined in light of the totality of the circunstances. Guess
v. Keim (In re Keim, 236 B.R 400, 402-03 (B.A.P. 8th Cir.
1999) (citing First Nat’'l Bank of O athe v. Pontow, 111 F. 3d
604, 610 (8th Cir. 1997)). Amobng the factors to consider is
“whet her there were any ‘red flags’ that would have alerted an
ordinarily prudent lender to the possibility that the
representations relied upon were not accurate; and whether even
m ni mal i nvestigation woul d have reveal ed the i naccuracy of the
debtor’s representations.” Sinclair Q1 Corp. v. Jones, 31 F. 3d
659, 662 (8th Cir. 1994) (quoting Coston v. Bank of Malvern (In
re Coston), 991 F.2d 257, 261 (5th Cir. 1993) (en banc)).

In Keim the court ruled that the creditor could not have
reasonably relied on handwitten and inconplete financial
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statenments. The creditor extended credit primarily because the
debtors listed a one-si xth ownership interest in a building. The
creditor did not verify the ownership interest, or the value of
the interest or of the building. The B.A P. agreed with the
bankruptcy court that no reasonabl e person woul d have been abl e
to discern the debtors’ financial condition solely from the
financial statenment provided, and reproved the creditor for not
asking for proof of the debtors’ ownership interest, not
conducting a title search, not procuring an appraisal, and not
even verifying the existence of the building. Keim 236 B.R at
403 n. 2.

I n Bohr, supra, the court found that the | ender reasonably
relied on the debtors’ purported ownership of real estate |listed
in their financial statenents, although the debtors actually
held only a remainder interest. A creditor is not required to
assume that a debtor is lying or misrepresenting facts in a
financial statement. Bohr, 271 B.R at 168. “While a m ni mal
i nvestigation would nost |ikely have reveal ed the true ownership
of the real estate and thereby exposed the falsity of the
financial statenments, there were no ‘red flags’ for the Bank
that would have triggered such an investigation” wuntil the
debtor informed the bank nore than a year after the | ast
financial statenment that they did not actually own the property
outright. |d. at 168-69. At that point, the bank imrediately
i nvestigated the debtors’ assets and | earned the truth.

In MCleary, supra, the court concluded that the |ender
failed to protect its own interests.

The Bank, in this case, abandoned its normal financi al
di scl osure procedures, it relied wupon financia
information provided by a third party [the debtor’s
prior lender], and it showed a lack of «critical
curiosity about the docunments that were produced.
Many, if not all, of the grievances made by the Bank
at this tinme could have been easily renedied by
obtaining a full financial statenent in the begi nning.
Under all of these circunstances, this Court nust
conclude that any reliance upon the information
provi ded by Debtor was not reasonabl e.

284 B. R at 888.

V. EACTS & DI SCUSSI ON
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In this case, the debtors owned a house whi ch t hey purchased
in 1998. The house is located in Hartington, Nebraska, and is
approximately 1200 square feet of 1iving space. In 2001, the
debtors decided to renodel the house, add a bathroom and a
doubl e garage, do electrical and plumbing work, re-roof the
house, and by such renodeling, not only nodernize the house, but
add approximately 800 square feet of |iving space.

M. Mirphy is a carpenter by trade and planned to do nost
of the work hinmself. He needed a | oan to purchase the necessary
materials and to pay for |abor that he was not able to provide.

M. and Ms. Murphy had borrowed noney fromthe Credit Union
in the past. They had a good repaynent record. They had a good
enpl oynment record. They requested the Credit Union to | oan t hem
approxi mately $10, 000 of new noney so they could conplete the
renodel i ng project. To do so, the Credit Union paid off a
second nortgage agai nst the house and | oaned t hem approxi mately
$10, 000 of new nmoney. The Credit Union | oaned the noney based
upon conversations with the debtors, a review of their financi al
circunst ances, and the conpletion of a | oan application.

The | oan application requires the debtors to inform the
Credit Union of the value of the property. |In that space on the
| oan application, the loan officer, after discussion wth
M. Mirphy, filled in $120,000. The |oan was made in March of
2001 and paynents on the | oan were nmade at | east until August of
2001 and perhaps for a few nonths thereafter.

I n August of 2001, M. Murphy was injured in an on-the-job
accident. His injury was so serious that he was unable to work
for six to eight nonths fromthe date of the accident, and the
fam ly, because of the significant |oss of incone, even though
sonmewhat supplenmented by worker’s conpensation insurance
paynments, was unable to pay all of its bills. As a result of
the injury to M. Miurphy, the debtors failed to pay all of their
first nortgage paynments to Wells Fargo Bank and failed to pay
the second nortgage paynents to the Credit Union. Wells Fargo
Bank began forecl osure proceedi ngs and the Credit Union, for the

first time, inspected the house to make a determ nation of
whet her 1t, as holder of the second nortgage, should protect its
interest by purchasing the interest of WIlIls Fargo. Upon

i nspection of the prem ses, the officers of the Credit Union
di scovered that the renodeling project had not been conpl eted
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and that the value of the house was not then, and coul d never
have possi bly been in the past, anywhere near $120, 000.

When t he debtors filed this Chapter 7 case, the Credit Union
filed this adversary proceeding on the theory that the | oan
application which included the value of the house at $120, 000
was obviously false, that the debtors nust have known the
statement was false at the time it was nmade, that the Credit
Uni on reasonably relied upon the statenment of val ue when maki ng
the loan, and that the Credit Union was harnmed as a result,
because upon foreclosure of the Wells Fargo |lien, there were no
addi ti onal proceeds available to pay the Credit Union note.

At trial, M. Mrphy testified on direct and cross-
exam nati on about the house prior to the beginning of the
renodel i ng project, the purpose of the renodeling project, the
| evel of conpletion of the renodeling project, and the status of
the renodeling project at the tine he was injured. His
unrebutted testinmony is that he di scussed with the |oan officer
what his plans for the house were. He told the | oan officer
t hat he wanted to renodel the house to the extent that it would
be worth $120,000 when conpleted. His intention was, upon
conpletion, to refinance both the first and second nortgages to
enable the famly wunit to have one long-term fixed rate
nortgage. At the tinme that he was discussing the matter with
the loan officer, the famly wunit had a first nortgage
obligation to Wells Fargo and a second nortgage that had a
variable rate which had increased and caused the famly unit
sone paynment difficulties. He did not tell the | oan officer that
t he present value, at the tine of the application, was $120, 000.

I n response to the testimony of M. Murphy, the Credit Union
did not call the I oan officer who had conversed with M. Mirphy
at the time of the | oan application. |Instead, the Credit Union
called two other officers who testified concerning the general
procedures at the Credit Union when nmking second nortgage
| oans. They both testified that they relied upon the credit
hi story, the <credit score, the enploynent status of the
borrowers, the information on the I|oan application, and,
occasionally, upon real estate appraisals. They were not
required by Credit Union policy or regulations to obtain an
apprai sal in each case, and could use their best judgnment with
regard to whether a loan should be nmade w thout such an
appr ai sal . In this case, they did not obtain a real estate
appr ai sal .
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| find as a fact that the debtors did not nake a false
statenment on their | oan application with regard to the val ue of
t he house. The testinmony of both debtors is credible and their
credibility is not questioned by the Credit Union. The
unrebutted testinony is that the conplete transaction was
di scussed and that the debtors hoped the value of the house
woul d be $120, 000 after conpletion of the renpdeling. The fact
that the loan officer filled in the amount of $120,000 for the
val ue and the debtors signed the application with that anpount
filled in, does not |lead ne to conclude that the statenent was
false or that they intended to deceive the Credit Union. They
told the loan officer the age of the house. It was built in
1951. They told the |oan officer what the renodeling would
consist of. They told the |loan officer that they anticipated
the property would be worth $120, 000 upon conpletion of the
renodel i ng.

From t he point of view of the debtors, they were asking to
borrow $10, 000 and, since they had no control over whether or
not the Credit Union would obtain an appraisal, it cannot be
said that they had any intent to deceive. Had the Credit Union
obt ai ned an appraisal of the house at the tinme the |oan was
granted, it would have been obvious that the house was not, at
that time, worth $120,000. The Credit Union officers could, had
t hey had obtained such an appraisal, have nade a determ nation
of whether they thought the renopdeling project as explained
woul d likely increase the market val ue of the house to $120, 000,
t hereby supporting the | oan.

| therefore find that not only did the debtors not make a
fal se statenent, and they had no intent to deceive by making t he
statenent that they did make, but the Credit Union did not
reasonably rely upon the $120, 000 val uati on pl aced upon the | oan
application docunent. The Credit Union could easily have
verified the current and potential value of the property. The
Credit Union also, at trial, could have presented the actual
| oan of ficer who nay have rebutted the testinony of M. Muirphy.

| conclude that the debtors told the Credit Union exactly
what they wanted and what they hoped to acconplish. The Credit
Uni on gave them the noney. The debtors began the renodeling
proj ect, but because of the injury incurred by M. Mirphy, were
unable to conplete the renodeling project.

V. CONCLUS| ON
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Judgnent shall be entered in favor of the debtors and
against the Credit Union. The debt is dischargeable.

DATED: February 10, 2003

BY THE COURT:

/[s/ Tinmpthy J. Mahoney
Chi ef Judge

Noti ce given by the Court to:
*Jeffrey R Mohrhauser, 522 4th Street, Suite 300, Sioux
City, IA 51101
Dennis W Mrland, Ganite Park Plaza, 1310 North 13th
Street, Suite 2, P.O. Box 691, Norfolk, NE 68702-0691
United States Trustee

Movant (*) is responsible for giving notice of this journal entry to all other
parties not listed above if required by rule or statute.



I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF NEBRASKA

IN THE MATTER OF
PATRI CK & NORI ENE MURPHY,

CASE NO. BK02-80473
Debt or (s) .
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SI OQUXLAND FEDERAL CREDI T UNI ON,
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PATRI CK & NORI ENE MURPHY,
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Def endant .
J UDGVENT

Trial was held in Omha, Nebraska, on February 3, 2003, on
the adversary conplaint. Dennis Morland appeared for the
debtors, and Jeffrey Mhrhauser appeared for the plaintiff.

| T 1'S ORDERED:

For the reasons set forth in the Menorandum of today’ s date,
judgnment is hereby entered in favor of the defendants. The debt
owed to the Siouxland Federal Credit Union is discharged.

DATED: February 10, 2003
BY THE COURT:

[s/Tinothy J. Mahoney
Chi ef Judge

Notice given by the Court to:
*Jeffrey R Mohrhauser, 522 4th Street, Suite 300, Sioux
City, 1A 51101
Dennis W Morland, Ganite Park Plaza, 1310 North 13th
Street, Suite 2, P.O Box 691, Norfolk, NE 68702-0691
United States Trustee



Movant (*) is responsible for giving notice of this journal entry to all other
parties not listed above if required by rule or statute.
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