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

In re:
Jeronme E. Moen and Jane M Moen, BKY No. 97-36925

Debt or s.

The Merchants National Bank of W nona,

ADV No. 98-3014

Plaintiff,

V.

Jerone E. Moen, ORDER FOR JUDGVENT
Def endant .

This matter cane before the court for trial on
Novermber 2, 1998 to determ ne the dischargeability
of a debt owed Merchant's National Bank of W nona
by the Defendant Jerome E. Mboen. Joe E.

Abr ahanson appeared for the Plaintiff, The

Mer chants National Bank of Wnona (Merchants
Bank), and David A. Harbeck appeared for the

Def endant, Jerone E. Moen. Plaintiff Merchants
Bank is a Creditor of the Defendant Jerone E. Men
in the Chapter 7 Case of Debtors Jerome E. Men
and Jane M Men. This adversary proceeding is
brought pursuant to Fed. R Bankr. P. 7001(6); 11
U S.C. Section 523(a)(2); and, is a core

proceedi ng under 28 U. S.C. Section 157 and 1334.

The Court nust determ ne whether at the tine
M. Men drew on Merchants Bank's line of credit:
the credit facility was no | onger available to
him the credit |line remained open due to an error
of the bank; M. Men knew of the error; and,
whet her the debt is nondi schargeabl e under 11
U S C 253(a)(2)(A.

Based on the testinony of w tnesses, the
proceedi ngs, and upon all of the files and records
herein, the Court makes the foll owi ng ORDER
pursuant to the Federal and Local Rul es of
Bankr upt cy Procedure:

l. Fact s

Jerone E. Moen and Jane M Moen filed a



vol untary petition seeking protection under
Chapter 7 of the Bankruptcy Code on Cctober 20,
1997, in large part because of financial problens
with M. Moen's business, the Mnnesota City
Sweat shirt Company (MN Sweatshirt). Schedule F of
the Mbens' Petition shows a total of 235 unsecured
clains(1l) totaling $2, 386, 942. 03.

M. Men and a partner started MN Sweat shirt
in 1993 retailing sweatshirts at two mall
| ocations. By 1995 the conpany had expanded to
ei ght stores and M. Mben had bought out his
partner. The follow ng year M. Men began a
phase of rapid expansion which would lead to a
peak of 25 stores and eventual financial disaster.
Sal es dropped from an average of over $80, 000 per
store to under $48,000 and M. Mden had serious
staffing and managenent problens with the
i ncreased nunber of |ocations and | arger

geographi c reach of his company. 1In addition,
initial capitalization estinmates proved over
optimstic as M. Moen struggled to fill his

stores with the nerchandi se he believed necessary
to succeed.

M. Men's relationship with Merchants Bank
predated his MN Sweatshirt venture. 1In 1990 M.
Moen did all his banking at Merchants, but by the
ti me he bought out his business partner in 1995
M. Men was seeki ng sone banki ng services
el sewhere. At the tinme he filed for bankruptcy
protection M. Men had a checki ng account and
boat | oan with Merchants; two vehicle loans with
Nor west Bank of Wnona; a hone equity loan with
First Bank of South Dakota in the anount of
$40, 156. 75; a hone equity line of credit, secured
by a first lien on his honmestead, in the anmount of
$126,000 with the Town and Country State Bank of
W nona; and, an unsecured debt of $73,805.77 with
Mer chants Bank which is the basis of this suit.

M. Men adnmits that he was forced to seek
| endi ng from ot her banks because Merchants Bank
was unwilling to increase his line of credit to
capitalize M. Men's anbitious business plans.

Oiginally, M. And Ms. Men(2) executed and
delivered a nortgage encunbering their honmestead
in favor of Merchants Bank in return for a $75, 000
revolving line of credit nenorialized in a
Decenmber 27, 1990 equity credit agreenment. The
line of credit was avail able through the use of
speci al purpose checks and M. Mben typically
mai nt ai ned a | oan bal ance of over $70,000. He
al so made nonthly paynments on the line of credit.

In 1996 M. Moen approached Merchants Bank
about increasing his line of credit from $75, 000
to $150, 000 but the bank was unwilling to extend
additional credit on this secured account. Town
and Country State Bank (TCSB) did agree to provide
a $150,000 line of credit, but only if Merchants
Bank released their lien to allow TCSB to take a
first security interest in the homestead. Al of
the parties agreed, and after executing the



requi red paperwork with his new bank, M. Moen
left the transaction's details to his bankers. He
understood that his existing | oan bal ance, as well
as the security interest in his home, would be
transferred from Merchants Bank to TCSB.

The result was a doubling of his Iine of
credit, although the existing | oan bal ance
transferred from Merchants Bank neant that only
about half of the $150,000 equity |line would be
avai l abl e for new borrowing. M. Men still had a
checki ng account at Merchants Bank and had
recently been approved for a boat |oan, but he
understood that his home equity line of credit
would termnate with the release of lien on his
home. He al so understood that TCSB woul d not
assune the existing | oan bal ance from Merchants
Bank unl ess Merchants Bank rel eased their lien on
t he Mben honest ead.

The transaction occurred as pl anned on or
about July 8, 1996 and M. Mben received a
statement from Merchants Bank in August 1996 which
reflected the $73, 805. 77 payoff nade by TCSB.

H's equity credit Iine with Merchants Bank now
stood at zero and the account shoul d have been
closed. M. Men began to draw on the new |ine of
credit at TCSB, and as reflected in Schedule D of
the Moen's bankruptcy filing, the TSCB account had
an out st andi ng bal ance of $126,000 by Cctober 3,
1997.

But by August of 1996 MN Sweatshirt had a
critical and grow ng need for cash. Wen M. Men
revi ewed his August 1996 statenent from Merchants
Bank he noticed what he believed was an error, an
i ndi cation that he had $75,000 of avail able
credit. Merchants Bank admits that through their
error M. Mden's honme equity account was not
cl osed after the | oan payoff and nortgage rel ease. (3)
In fact, the bank's computer system continued to
show the Iine of credit as active and secured by
t he now non-existent nortgage. Not until after
t he Moens' bankruptcy filing did the bank realize
its error.

VWhat happened next was hotly di sputed at
trial. M. Men clainms he nade a phone call to
the bank to determine if the line of credit was
now avail abl e on an unsecured basis. He clains he
spoke to a teller or bookkeeper who told himhe
could continue to access the credit facility on an
unsecured basis. The bank clains no call was nade
and argue that even if M. Men did call, it was
i npossi bl e for any bank enpl oyee to indicate that
the | oan was unsecured since the conputer system
still showed the | oan as secured.

It is undisputed that M. ©Men continued to
make regul ar paynments on the | oan, and that
Mer chants Bank continued to accept those paynents.

Il1. Analysis

A.  Applicable Law



The Merchants National Bank of Wnona advances
several arguments why M. Mben's debt of
$71, 340. 18 shoul d be excepted from di scharge under
11 U S. C Section 523(a)(2). The text of this
code section provides:

Exceptions to discharge

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

(2) for nmoney, property, services, or an
ext ensi on, renewal, or refinancing of
credit, to the extent obtained by--

(A) false pretenses, a fal se
representation, or actual fraud

11 USCA Section 523(a)(2)(A).

The courts have spent considerable energy in
attenpts to distinguish between fal se pretenses,
fal se representations, and actual fraud.(4) 1In large
part these cases seek to reconcile these three
phrases with the state statutory and conmon | aw
| anguage of fraud. As useful as these attenpts
may have been in distinguishing Section 523(a)

di scharge exceptions under the various provisions
of state law, the Supreme Court made clear in
Field v Mans that Section 523(a)(2)(A) cases were
to be deci ded under the | aw of Restatenent
(Second) of Torts (1976). Field v. Mans, 516 U. S.
59, 116 S.Ct. 437 (1995). "W construe the terns
in Section 523(a)(2)(A) to incorporate the genera
comon | aw of torts, the dom nant consensus of
common- |l aw jurisdictions, rather than the |aw of
any particular State." Mns, 516 U. S. 59, n.9.
The Suprenme Court noted that:

we will look to the concept of "actual
fraud" as it was understood in 1978 when
t hat | anguage was added to Section
523(a)(2)(A). Then, as now, the nost

wi dely accepted distillation of the
comon | aw of torts was the Restatenent
(Second) of Torts (1976), published
shortly before Congress passed the Act.
Id. at 70.

Sections 525 through 552 of the Restatenent
(Second) of Torts provide this Court's guidance in
deci di ng whether or not M. Men comitted actua
fraud(5) when he accessed his hone equity |ine of
credit, know ng the account shoul d have been
cl osed.

There is no nmention in the Restatenent of
fal se pretenses, fal se representation, or
actual fraud. The only tort that could
properly be characterized as "fraud" is



called "fraudul ent m srepresentation,”
and i s nodel ed on the common |aw tort of
deceit. Since the Mans Court relied upon
this tort of fraudul ent m srepresentation
to determne the issue before it, this
court concludes that it should apply the
same standard in any action under Section
523(a)(2)(A), despite the fact that the
Restatenent's termnology differs from
that found in the Bankruptcy Code. LA
Capitol Federal Credit Union v. Ml ancon
(I'n re Melancon), 223 B.R 300 at 307
(Bankr. M D. La. 1998), footnotes
omtted.

Under the Restatenment (Second) of
Torts Section 525,

One who fraudul ently makes a

m srepresentation of fact, opinion,
intention or law for the purpose of

i nduci ng another to act or to refrain
fromaction in reliance upon it, its
subject to liability to the other in
deceit for pecuniary |oss caused to him
by his justifiable reliance upon the

m srepresentation. Restatenent (Second)
of Torts Section525 (1976).

This rule is consistent with the |ong
established case lawin the 8th Crcuit that
prevailing in an adversary proceedi ng under 11
U S.C 523(a)(2)(A) requires proving five
el enent s:

1. The debtor made fal se
representations;

2. The debtor knew the representations
to be false at the tine the debtor made
t hem

3. The debtor nade the representations

with the intention and purpose of
deceiving the creditor;

4. The creditor actually relied on the
debtor's representations; and
5. The creditor sustained the all eged

injury as the proximate result of the
maki ng of the representations. Check

Control, Inc. v. Anderson (In re
Anderson), 181 B.R 943 at 948 (Bankr. D
M nn. 1995).

B. Standard of Proof

A plaintiff nmust prove all five elenments of
their Section 523(a) claimby the preponderance of
t he evidence. "Preponderance of the evidence is
the standard of proof for Section 523(a)'s
di schargeabilty exceptions. Neither Section 523
and predecessor prescribes a standard of proof, a



silence that is inconsistent with the view that
Congress intended to require a clear and

convi nci ng evidence standard.” G ogan v. GGarner
111 S. . 654 at 655 (1991). See also, Universa
Ponti ac- Bui ck- GMC Truck Inc. v. Routson (In re
Rout son), 160 B.R 595 at 602 (Bankr. D. M nn.
1993). In light of this standard, the Plaintiff's
proof under the five elenments of fraudul ent

m srepresentation are di scussed bel ow

C. False Representation

"M srepresentation” is used in this
restatenent to denote not only words
spoken or witten but also any ot her
conduct that anounts to an assertion not
in accordance with the truth. Thus,
words or conduct asserting the existence
of a fact constitute a misrepresentation
if the fact does not exist. Restatenent
(Second) of Torts Section 525 (1976).

M. Men's testinmony on the nature of his
all eged call to the bank was | ess than precise,
but the Court concludes that M. Men did call the
bank. He did so because his business needed cash
and the statenent from Merchants Bank i ndi cated
that the bank woul d probably continue to honor M.
Moen' s speci al purpose checks. He called not to
determ ne if the bank had approved a new,
unsecured line of credit, but to determ ne what
woul d happen if he wote checks draw ng agai nst
the ol d account.

Once he determined that the bank did not
recogni ze its error, and that the checks woul d be
honored, he wwote a series of drafts on this "line
of credit” consistent with his earlier borrow ng
habits while the | oan was secured. M. Men did
not alert the bank to what he knew to be an error
because he planned to use the error to his
advant age. The bank had just refused to extend an
addi tional $75,000 of credit on a secured basis
and M. Mben, an experienced busi nessman and
entrepreneur, knew Merchants Bank woul d not extend
the same $75,000 of credit on an unsecured basis.
M. Men knew he was not authorized to use the
equity credit |line because he knew it was no
| onger secured by a lien on his hone.

M. Moen's behavi or takes hi mbeyond the
critical issue in nmobst Section 523(a) cases
i nvol ving bad checks, the debtor's intent to
repay. See Check Control, Inc. v. Anderson (In re
Anderson), 181 B.R 943 at 948 (Bankr. D. M nn.
1995)(6). The witing and presentation of a check
denotes a representation that the bank will honor
the check. In nost cases the court nust determnne
whet her the check constitutes a misrepresentation
of the debtor's intent to pay the debt. "[A]
check is nothing nore than a directive to transfer
funds fromthe account of the drawer . . . upon



the presentation of the instrument.” 1d. at 950.
But this Court's determination is much sinpler:
Did M. Moen represent he had a right to credit
wi th the special purpose checks? Since M. Men
had no right or reasonabl e expectancy t hat

Mer chant s Bank shoul d honor the checks, any such
representation was fal se.

The Restatenent (Second) of Torts clearly
addresses the issue of whether a check can
constitute a representation under Section 525.
Section 532, "M srepresentation Incorporated In
Docurment or O her Thing" states:

One who enbodi es a fraudul ent

m srepresentation in an article of
commerce, a nmuninment of title, a

negoti abl e instrument or simlar
conmmer ci al document, is subject for
liability for pecuniary | oss caused to
anot her who deals with himor with a
third person regarding the article or
docunent in justifiable reliance upon the
truth of the representation. Restatenent
(Second) of Torts Section 532 (1976).

M. Moen presented special purpose checks,
originally issued in conjunction with his secured
hone equity credit line, to borrow on an account
he understood shoul d have been closed. The Court
need not fault M. Men for anything said or
unsaid in his conversation with Merchants Bank,
but signing and negotiating a check on an account
he knew was not open to his borrowi ng manifested a
fal se representation that he was entitled to
borrow addi ti onal funds on an unsecured basis.

D. Debtor Knew the Representations Were Fal se
When Made

The Def endant argues that his intention to
repay the | oan when he presented the speci al
pur pose checks suggests a | ack of know edge that
his representations were false. The Court accepts
the Defendant's testinony that he intended to
repay the | oan, the paynents made to the bank
before filing bankruptcy provide further credible
support for this position.(7) H s reasons for doing
so, and his intent to pay back the [ oan at the
time he presented the special purpose checks, are
irrelevant. @ ven the purpose and scope of M.
Moen' s phone conversation to Merchants Bank, the
Court can only concl ude that when he wote the
checks he knew t he account was no | onger
avai l abl e, and that he had no right to access it.
H s actions fall squarely within the "Conditions
Under Which M srepresentation I's Fraudul ent
(Scienter)" detailed in Section 526:

A msrepresentation is fraudulent if the
maker



(a) knows or believes that the matter is
not as he represents it to be,

(b) does not have the confidence in the
accuracy of his representation that he
states or inplies, or

(c) knows that he does not have the basis
for his representation that he states or
inplies. Restatenment (Second) of Torts
Section 526 (1976).

E. Intent and Purpose of the Representations was
to Deceive

M. Moen clearly hoped and believed the bank
woul d extend additional credit when he wote the
speci al purpose checks. That places the Plaintiff
within the "class of persons whom he intends or
has reason to expect to act or to refrain from
action in reliance upon the m srepresentation[.]"
Rest at enent (Second) of Torts Section 531 (1976).
The evidence of M. Men's intent is
circunstantial, but sufficient to establish his
intent to deceive. "Because direct proof of
intent (i.e. the debtor's state of mnd) is nearly
i npossible to obtain, the creditor may present
evi dence of the surrounding circunstances from
which intent may be inferred.” Caspers v. Van
Horne (In re Van Horne), 823 F.2d 1285 at 1287 (8th
Cr. 1987).

M. Men admits he never told anyone at the
bank that he believed his credit |ine had been
left active by m stake. He clainms he was under no
duty to do so. This claimis inconsistent with
the 8th Grcuit's holding in Caspers v. Van Hor ne.

A borrower has the duty to divul ge al
material facts to the lender. VWile it
is certainly not practicable to require
the debtor to "bare his soul” before the
creditor, the creditor has the right to
know t hose facts touching upon the
essence of the transaction. 1d. at 1288,
citations omtted.

M. Men's failure to alert the bank of their
error is a further denonstration of his intent.

F. Justifiable Reliance and Proxi mate Cause

The Defendant clains that since the bank knew
that their Ilien had been rel eased on M. Men's
hone, they were not justified in relying on any
representation, fraudulent or otherw se, nade in
this case. The Suprene Court chose to |look to the
Rest at enent (Second) of Torts in determ ning that
justifiable, not reasonable, reliance was the
standard under which Section 523(a) cases should
be decided. Field v. Mans, 516 U S. 59, 116 S O
437 (1995); see also, Restatenent (Second) of



Torts Section 537 (1976).

The testinony at trial was that the bank was
unaware of any error on their part until the
bankruptcy filing by M. Men and his wife. Bank
officers also testified that the special purpose
checks were handl ed automatically by the sane
check clearing process as normal checks. Loan
officers did not see or handle the checks, when
the lien was rel eased and the hone equity | oan
paid off by TCSB the conputer shoul d have been
updated to cl ose the account.

Wthout this mstake M. Men woul d have been
unabl e to borrow noney. But this nistake was not
t he proxi mate cause of the bank's injury. But for
M. Men's actions, Merchants Bank woul d not have
advanced noney on an unsecured basis, and the
$71, 340. 18 debt at issue in this case woul d not
exist. "The recipient of a fraudul ent
m srepresentation of fact is justified in relying
upon its truth, although he m ght have ascertai ned
the falsity of the representation had he made an
i nvestigation." Restatenment (Second) of Torts
Section 540 (1976). M. Men's failure to alert a
bank official who could have corrected the
m st ake, coupled with his presentation of the
speci al purpose checks, was the proxi mate cause of
Mer chants Bank's | oss.

Based upon the proceedi ngs and upon all of the
files and records herein,

I T 1S HEREBY ORDERED THAT:

1) Judgment shall be entered against the
Def endant that the debt of $71, 340.18, plus
interest, owed to Merchants National Bank of
W nona by Jerome E. Mben i s nondi schargeabl e under
11 U.S. C. 523(a)(2)(A) for actual fraud,

2) Judgment shall be entered against the
Def endant in the anmount of $71,340.18, plus
interest fromthe date of the filing of the
conpl ai nt; and

3) Judgnment shall be entered agai nst

Def endant for Plaintiff's costs and attorney's

f ees.

LET JUDGVENT BE ENTERED ACCORDI NGLY.

Dat ed: February 4, 1999 By the Court:
Dennis D. O Brien
Chief United States
Bankr upt cy Judge

(1) Schedule F indicates that 226 of the 235



unsecured claims, totaling $2,182,465. 30, were
debts of the Mnnesota City Sweatshirt Conpany for
which M. Men was co-debtor. The other nine
clainms, including Merchants Bank's, were
apparently for personal lines of credit.

(2) Although the original |oan agreenent included
M's. Men, the Bank makes no cl ai m agai nst Jane M
Moen in the context of this nondischargeability
action.

(3) Defendant's argunments to the contrary, the
conduct of the bank is not an issue in this case
because it has no relevance in determning the
fraud of the Defendant. See Manufacturers Hanover
Trust Co. v. Marlar (In re Marlar), 142 B.R 304
at 306 (Bankr. E.D. Ark. 1992).

(4) See Check Control, INC. v. Anderson (In re
Anderson), 181 B.R 943 (Bank. D. Mnn. 1995); see
al so the exhausting analysis in LA Capitol Federal
Credit Union v. Melancon (In re Melancon), 223
B.R 300 (Bankr. MD. La. 1998).

(5) The facts in this case would result in the same
out come under the analysis in Check Control, Inc.

v. Anderson (In re Anderson), 181 B.R 943 at 950
(Bankr. D. M nn. 1995), although the court in that
deci si on woul d apparently rest its analysis upon a
finding of "false pretenses,” not "actual fraud."

(6) "In proceedings under 523(a)(2)(A) where the
underlying event is the passing of an NSF check by
a debtor, the first elenent of this test is
somewhat problematic. The whole notion of a

“fal se representation' suggests an affirmative
statement of fact, objectively and actively

mani fested by the debtor.” 181 B.R 943 at 948.

(7) The Plaintiff argues that the Defendant's
paynments were nmade to prevent discovery by the
bank of its mistake. Such a conclusion is not
supported by the evidence and is unnecessary for a
findi ng of nondi schargeability in this case.



