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ORDERED.

Dated: August 13, 2014

Eileen W. Hollowell, Bankruptcy Judge

UNITED STATES BANKRUPTCY COURT

DISTRICT OF ARIZONA

In re:
DANIEL L. HENDON,
Debtor.

DIVERSIFIED FUNDING GROUP, LLC, an
Arizona limited liability company, et al,

Plaintiffs,
V.
DANIEL L. HENDON,

Defendant.

Chapter 11 Proceeding
Case No. 2:11-bk-21164-EWH

Adversary No. 2:11-ap-01972-EWH

MEMORANDUM DECISION

. INTRODUCTION

Debtor personally guaranteed a loan made by Plaintiff to an LLC he controlled. That

entity defaulted, and the loan was never repaid. Plaintiff seeks a determination that Debtor’s

obligation under his guarantee is nondischargeable under 11 U.S.C. § 523(a)(2)(A) and (B).

For the reasons explained in the balance of this decision, Plaintiffs are entitled to a judgment

on one of their § 523(a)(2)(A) claims.
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II. JURISDICTIONAL STATEMENT

Jurisdiction is proper under 28 U.S.C. §§ 1334 and 157(b)(2)(J).!
lll. EACTS
A. Debtors’ Entities

In 2007, Daniel L. Hendon (“Debtor” or “Hendon”) and two partners, Richard Burton
(“Burton”) and Robert Banovac, Sr. (“Banovac”), through entities they each controlled were
members of Rightpath Holdings, LLC (“Rightpath”). Hendon, through his entity, MLB
Development, LLC, was the managing member of Rightpath.

In 2007, Hendon operated over twenty (20) car washes (“Car Washes”) in the greater
Phoenix area. Most of the Car Washes were owned by separate LLC’s controlled by
Hendon. Hendon also owned a number of real properties, including property in Glendale,
Arizona, which he hoped to develop in conjunction with that city’s plans to build a baseball
stadium. While not completely clear from the record, Danny’s Family Companies Ill, LLC
(“DFC III") was an entity which Hendon used to manage most, if not all, of the entities in
which he held a controlling interest (“the Danny’s Companies”). It was Hendon’s business
practice to maintain in DCF IlI's bank account all “excess money” from the Danny’s
Companies, with the understanding that the excess would be put back into the companies
when needed in the form of a capital investment or intercompany transfer. (Tr. 6/27/14,
99:5-15). As a result, the DFC 1l account was an account where funds, including loan funds

related to the various Danny’s Companies were comingled.

! Unless otherwise indicated, all chapter and section references are to the Bankruptcy Code,
11 U.S.C. § 101-1532. “Rule” references are to the Federal Rules of Bankruptcy Procedure Rules
1001-9037.
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As discussed infra, Rightpath transferred money to DFC lll. Rightpath also deposited
into a single account loan proceeds from all of its lenders. (Ex. 130, Interrogatory Answer
#5).

B. Rightpath’s and Diversified Funding Group’s Business

Rightpath hoped to act as the developer of a number of parcels of real property under
a proposed development agreement with the cities of Phoenix and Glendale. The specific
properties which Rightpath hoped to develop included: a 77 Acre Parcel (“77 Acre Parcel”),
Mainstreet Glendale Property (“Mainstreet”), and the Airpark Property (“Airpark”)
(collectively, the “Specified Properties”).

Beginning in March 2007, as part of its efforts to develop the Specified Properties,
Rightpath sought a loan from Diversified Funding (“DF”). At about the same time, it was
negotiating a development agreement for the Specified Properties. The proposed
development agreement included the 77 Acre Parcel, which had been zoned for high
density. Rightpath had entered into a purchase agreement to acquire the 77 Acre Parcel
from Ferrantino Enterprises LLC (“Ferrantino”). Rightpath had received a letter of intent
(“LOI") from Fairfield Enterprises (“Fairfield”) for half of the 77 Acre Parcel for approximately
$850,000 an acre. Rightpath planned to sell one-half of the 77 Acre Parcel as soon as the
purchase from Ferrantino closed.

DF was formed in 2003 as a capital investment company. In 2007, it made short-
term, six-months to three year loans to borrowers, including real estate developers. It was
DF’s business practice to raise money for its loans from investors who executed a standard
form of loan participation agreement (“LPA”) to purchase an undivided interest in a DF loan.
Under Section 3 of the LPA, Diversified was the Administrator and Servicer of the loan,
including pursuing collection by instituting an action to collect any amounts owed by the

borrower or to enforce the loan documents.
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C. Loan

(a) Due Diligence Period

Rightpath began negotiations with DF for a $7.7 million loan (“Loan”) in June 2007.
As part of those negotiations, DF requested financial statements from Hendon, Burton and
Banovac because each of them would be required to guarantee the Loan. DF was
especially interested in Hendon'’s financial condition because he was the only principal of
Rightpath who had a cash flowing business — the Car Washes. As a result, and because the
only other security for the Loan was contingent on Rightpath closing the purchase on the
77 Acre Parcel,? DF considered Hendon’s guarantee as critical to its ability to collect on the
Loan in the event of a default.

DF conducted due diligence for the Loan from June through the end of August 2007.
Part of that due diligence included a review of Hendon’s June 30, 2007 personal financial
statement which included the assets of “Danny’s Family LTD etc” (“Financial Statement”).
Paragraph (7) of the guaranty (“Guaranty”) that Hendon signed included a representation
that the Financial Statement was prepared according to GAAP principles.* Despite that
representation, the Financial Statement was not prepared using GAAP principles. Instead,
Kent Despain (“Despain”), the Chief Financial Officer for the Danny’s Companies, and
Hendon went through a different process to determine the value of the assets listed on the

Financial Statement.

2 The Loan provided that upon closing of the 77 Acre Parcel purchase, Rightpath would provide DF
with a subordinate deed of trust to secure the Loan. Rightpath also agreed to pledge to DF its
membership interest in Rightpath MLB 77, LLC, which was the entity that owned the purchase
contract for the 77 Acre Parcel. Finally, the Loan provided that DF could succeed to Rightpath’s
rights as developer of the 77 Acre Parcel under a to-be-executed development agreement between
Rightpath and the City of Glendale. See Ex. 41 (Loan Agreement), at Article 1.5(j), 2.1, 3.1(l).

% As part of the initial communications between Rightpath and DF, DF indicated that an audited
financial statement of Hendon would be required, but DF ultimately accepted the unaudited Financial
Statement. (Ex. 19)
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Despain testified that in valuing the Car Washes (listed as Fair Market Value of
Securities on the Financial Statement), Despain and Hendon would consider whether a car
wash was located on leased or owned land, sales, cash flow and EBITDA. They also used
appraisals on the real property as part of their valuation analysis, but those appraisals were
from 2004 and 2005. Ceasar Perez (“Perez”), who was primarily responsible for DF’s due
diligence, and DF’s trial expert, Morris Aaron (“Aaron”), testified that under GAAP principles,
the appraisals should be no more than a year old. Perez was aware of the age of the
appraisals because Despain sent some of them to him. Perez did not, however, demand
updated appraisals.

With respect to the real estate assets listed on the Financial Statement, Hendon and
Despain considered the acquisition cost, but also possible offers to acquire the real
property. For example, with respect to the 77 Acre Parcel, a major factor considered by
Despain and Hendon was the letter of intent issued by Fairfield for 35 acres at a price of
$29,808,000. (“Fairfield LOI"). Perez and Aaron both testified that letters of intent should not
be used to determine real property value. Nevertheless, DF was sent the Fairfield LOI
during the due diligence period. Therefore, DF was aware that in June 2007 there was not
yet a formal offer to purchase the 77 Acre Parcel.

Two of the assets listed on the Financial Statement were derived from Hendon'’s one-
third interest in another LLC, Desert Ridge Holding LLC (“Desert Ridge”). Desert Ridge
owned 269 acres of partially developed property (“Property”). The Desert Ridge Property
was acquired from the State of Arizona in February 2014 for $149.45 million.

On the Financial Statement under the hearing “Cash and Short term Investments,”
Hendon listed a note receivable from Desert Ridge for $6.5 million. The $6.5 million note
receivable was based on a loan Hendon made to Desert Ridge from money he obtained by

placing a second mortgage on his residence. Hendon’s $6.5 million obligation on that
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second mortgage is listed under the heading “Mortgages on Real Estate” as being due to
“Oxford Investments (Newport).”

Under the heading “Real Estate Owned,” Hendon listed $36,932,667 as the value of
his one-third interest in the Desert Ridge Property. That value was based on a $273 million
value for the entire Desert Ridge Property. At trial, Banovec testified that the increase in the
value of the Desert Ridge Property from its $149.45 million acquisition cost was based on
the Property being titled, split into fifteen (15) parcels, and partially sold, with approximately
five (5) contracts with deposits in escrow and numerous LOIs. (Tr. 6/27/14, 7:11-8:24,
75:10-76:9). During the due diligence period, some of the LOIs were provided to DF.

(Tr. 6/25/14, 133:13-18).

(b) Loan History From Date of Execution to Default

On August 31, 2007, Hendon signed a promissory note (“Note”) and loan agreement
(“Loan Agreement”) on behalf of Rightpath for $7,760,000. On that same date, he executed
the Guaranty. All of the money for the Loan came from ten participating investors
(“Investors”). The Loan was for an initial one-year term, payable interest only at the rate of
10% with two possible 30-day extensions, provided the Loan was not in default and an
extension fee was paid. The Loan provided for an interest reserve of $776,000, so no
payments were due during the initial one-year term. As a result of the interest reserve and
other costs, the amount received by Rightpath was $6,857,049.10 (“Loan Proceeds”). The
Loan, including exit fees, had an effective interest rate of over 30%. DF'’s fees for making
the Loan exceeded $170,000.

The Loan Agreement in Section 1.5 “Key Loan Provisions” at subparagraph (j) states
that it is for commercial not residential or personal use and that borrower (Rightpath) was
entering into the Loan in order to provide financing or refinancing with respect to the

acquisition and development of the Specified Properties.
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Section 3.1(j) states that the Loan Proceeds will be used “solely for commercial
purposes.”

Section 5.2.2 prohibits any equity distributions to the members of Rightpath from the
proceeds of a sale of any portion of the Specified Properties including the 77 Acre Parcel
unless the Loan has been paid in full.*

The Guaranty at paragraph (e) states that Hendon was fully familiar with all of the
covenants and conditions of the Loan Documents, i.e. the Loan Agreement. Hendon
testified at trial that he was aware when he executed the Loan Agreement that the Loan
Proceeds were to be used for commercial purposes related to the Specified Properties.
(Tr. 7/9/14, 26:16-27:10)

On August 31, 2008, the Loan matured. Rightpath paid the extension fee and
obtained a one-month extension until September 30, 2008. On October 6, 2008, DF sent
Rightpath a notice of default. Thereafter, Rightpath and DF engaged in a series of
negotiations which resulted in further extensions of the Loan. Under one of those
agreements, Rightpath was required to record a second deed of trust and subordination
agreement on Air Park. It never did so. In 2009, while negotiations were going on for
extensions of the Loan, Hendon transferred $225,000 from Rightpath’s to his personal bank
account at Wells Fargo (Ex. 69). Also, during the negotiations for extensions, Hendon and/or
his employees told DF’s representatives that bond financing would be obtained to pay off
the Loan and that such financing would be imperiled if DF filed suit to collect, but the bond
financing never materialized and communications between DF and Hendon or his

employees eventually ceased.

* None of the Specified Property were ever sold, so Section 5.2.2 was never triggered.
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(c) Dispersal of the Loan Proceeds from August 31, 2007 to September 11, 2007

On August 31, 2007, DF transferred $6,765,000 into Rightpath’s account. On that
date, the balance in the Rightpath account was $586.18. (Ex. C). The chart below
summarizes transfers made in August and September 2007 from Rightpath to its members
or entitles controlled by its members (“Member Transfers”).

MEMBER TRANSFERS OF LOAN PROCEEDS

Summary of Distributions to Members
August — September 2007

Member/Entity Date Amount
Hendon — personal 8/31/2007 $ 530,330.72
DFC Il — Hendon entity 8/31/2007 $ 1,000,000.00
DFC Il — Hendon entity 9/06/2007 $ 1,529,000.00
Total Hendon $  3,059,330.72
Banovac Properties 9/04/2007 $  1,000,000,00

9/06/2007 $ 1,625,000.00
Total Banovac $  2,625,000.00
Rightpath Limited Corp. (controlled by 9/04/2007 $ 1,000,000.00
Burton)

9/06/2007 $  1,425535.00
Total Burton $  2,425535.00
Desert Ridge Holdings 9/11/2007 $ 103,000.00
Total Transfers $ 8,212,865.72

The $530,330.72 is listed in Rightpath’s ledger (Ex. C) as a payment to Nell Hendon
(Hendon’s mother) as reimbursement for advances she made in conjunction with a loan
from Mortgages Limited, which Rightpath used to acquire some of the Specified Properties.
However, that money was not transferred to Nell Hendon, but to Hendon’s personal
account. Right after that transfer, Hendon wrote personal checks to his then wife for
$160,000 and to himself for $2,000. Prior to the $530,330 transfer, there were insufficient
funds in Hendon’s personal account to cover those checks. Hendon testified that he repaid

his mother, but no documentation was provided to substantiate his testimony. Hendon did
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not present any evidence that the checks issued to his ex-wife and to himself were used for
the development of the Specified Properties.

Exhibit C also shows that on September 11, 2007, Rightpath transferred $103,000 to
Desert Ridge Holdings LLC to cover a negative balance of $102,000 in Desert Ridge
Holding’s account. (Tr. 7/9/14, 67:16-24).

Hendon admitted in his testimony that the Member Transfers came from the Loan
Proceeds. He denied, however, that the Member Transfers were used for any purpose other
than Rightpath related expenses. (Tr. 7/9/14, 27:7-12). In support of his assertion that the
Member Transfers were used for the Specified Properties, Hendon testified that over
$854,000 paid on September 6, 2007in legal fees to a law firm for work on the Specified
Properties came from the Loan Proceeds, as did appraisal fees and other costs related to
the Specified Properties. (Ex. C). Hendon testified that ultimately Rightpath spent over
$10 million in its efforts to develop the Specified Properties. However, no documentation,
such as billing statements, was provided to substantiate Hendon’s claim that all of the
expenses paid by Rightpath were for work on the Specified Properties.

The only document submitted by Hendon to support his claim that all the Member
Transfers were eventually used for the Loan purposes was Exhibit C. However, nothing in
Exhibit C demonstrates that there were large deposits equal to or approximately the amount
of the Member Transfers made into the Rightpath account after August 31, 2007. Hendon
only submitted Exhibit C as documentary evidence.

On February 16, 2010, DF sued Rightpath and Hendon, among others, in Arizona
state court for breach of contract and fraud. On March 31, 2011, a judgment in excess of
$17.7 million (“State Court Judgment”) was issued against Hendon and other defendants on

its contract claims.
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IV. BANKRUPTCY CASE

On July 25, 2011, Hendon filed for Chapter 11 relief. On October 27, 2011, DF filed

this adversary proceeding. DF alleged that Hendon incurred the debt through a materially

false personal financial statement, promised to use the Loan Proceeds for specific purposes

but failed to disclose his true intent to use the proceeds for unrelated and unauthorized

purposes, and fraudulently obtained extensions of debt. On July 25, 2013, Hendon filed a

motion for summary judgment arguing that DF was not the real party in interest and that only

the Investors had standing to pursue a nondischargeability action. The merits of that motion
were not decided. Instead, DF amended the complaint to add the Investors as plaintiffs.

On June 25, 26, 27 and July 9, 2014, trial was held. The matter was taken under
advisement and is now ready for decision.

V. ISSUES

1. Did Hendon make materially false representations in his Personal Financial
Statement on which DF reasonably relied?

2. Did Hendon fraudulently obtain extensions of the Loan which caused DF to
lose valuable collection remedies?

3. Did Hendon fraudulently fail to disclose that Rightpath would use the Loan
Proceeds for purposes other than those specified in the Loan Agreement?

VI. DISCUSSION

DF has alleged that its judgment on Hendon’s Guaranty should be exempt from

discharge pursuant to § 523(a)(2) as a result of Hendon'’s alleged fraudulent statements and

conduct related to (1) the Financial Statement, (2) Rightpath’s requests for extension of the
Loan, and (3) Rightpath’s alleged misuse of the Loan Proceeds.

Section 523(a)(2) states that:

10
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(a) A discharge under section 727, 1141, 1228(a), or 1328(b) of this
title does not discharge an individual debtor from any debt—

(2) for money, property, services, or an extension, renewal, or
refinancing of credit, to the extent obtained by—

(A)false pretenses, a false representation, or actual fraud,
other than a statement respecting the debtor's or an
insider’s financial condition;

(B) use of a statement in writing—

() thatis materially false;
(i) respecting the debtor's or an insider's financial
condition;
(i) on which the creditor to whom the debtor is liable for
such money, property, services, or credit reasonably
relied; and
(iv) that the debtor caused to be made or published with
intent to deceive
A. § 523(a)(2)(B) — Financial Statement
The Ninth Circuit has reworded the elements of § 523(a)(2)(B) to require the Plaintiff
to prove:
(1) a representation of fact by the debtor,
(2) that was material,
(3) that the debtor knew at the time to be false,
(4) that the debtor made with the intention of deceiving the creditor,
(5) upon which the creditor relied,
(6) that the creditor’s reliance was reasonable,

(7) that damage proximately resulted from the misrepresentation.

Candland v. Ins. Co. of North Am. (In re Candland), 90 F.3d 1466, 1469 (9th Cir. 1996). The

Plaintiff must prove these elements by a preponderance of the evidence. Grogan v. Garner,

498 U.S. 279 (1991).

It is undisputed that Hendon made representations of his personal financial condition

11
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through the written Financial Statement and that DF relied on those representations in
deciding to extend the Loan. (Tr. 6/25/14 26:10-20). However, DF failed to carry its burden
of proving that the Financial Statement was materially false, or that DF’s reliance was
reasonable.
1. Materially False
A statement is materially false if it includes information which is substantially
inaccurate and is of the type that would generally affect a creditor’s decision making

process. In re Candland, 90 F.3d at 1470. The creditor must show not only that a personal

financial statement was inaccurate, but that it contained “important and substantial untruths.”

First Interstate Bank of Nevada v. Greene (In re Greene), 96 B.R. 279 (9th Cir. BAP 1989)

(quoting Afsharnia v. Roland (In re Roland), 65 B.R. 1003, 1006 (Bankr. D. Conn. 1986)).

The evidence produced by DF regarding the falsity of the Financial Statement was in
the form of the expert report and testimony of Morris Aaron. Aaron opined that (1) the cash
and short term investments, listed as $9,900,000, were overstated because they included
two notes receivable which had no value, and they included cash held by the Car Washes,
(2) the unlisted securities, listed as $105,530,203, were overstated because the values were
based on a combination of outdated appraisals and on cash flow analyses instead of recent
sales comparables or business appraisals, and (3) the net real estate values were
overstated because they were based on LOIs and not on expert appraisals or recent sales
comparables. (Ex.136, pp. 14-20). According to Aaron, the method that Hendon used to
value his real estate holdings was not in accordance with accounting standards governing
the preparation of personal financial statements.

Aaron did not obtain appraisals of any of the properties or assets listed in the
Financial Statement as of June, 2007. On cross-examination, Aaron testified that he did not

calculate the fair market value of the securities listed on the Financial Statement and did not

12
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obtain or review any appraisals of the real property. Aaron did review appraisals of 15 of the
car wash entities and found that, on average, the values reported on the Financial
Statement were 22% higher than the appraisals. However, Aaron opined that because the
appraisals were from 2004 and 2005, they “would not be considered timely for fair market
value reporting purposes” and would be “considered stale and inappropriate to use.”

(Ex. 136, p.17).

Essentially, Aaron’s opinion that the Financial Statement was materially false is
based on Hendon’s valuation methodology and the fact that the reported values were higher
than previous appraisals or auction prices. DF provided no evidence of the fair market value
of Hendon'’s assets at the time of the Financial Statement.

Although the Financial Statement was not prepared in accordance with GAAP as
represented in the Guaranty, the evidence demonstrates that there was a reasonable basis
for the valuation of the assets. The real property values were based on contracts with
deposits in escrow, LOIs, including the Fairfield LOI, and pending development agreements
and memorandums of understanding with the cities of Glendale and Phoenix. (Tr. 6/27/14,
8:3-14; 16:7-17:15). Similarly, Hendon and Despain employed a method for valuing the Car
Washes which included adjusting previous appraisals to account for current cash flows and
determining whether the entity owned or leased the real estate. Finally, the Financial
Statement stated that it included Danny’s Family LTD, etc., which held entity cash, and there
is no evidence that the notes receivable listed in the “cash and short term investments”
section of the Financial Statement were uncollectable at the time Hendon provided the
Financial Statement to DF.

DF has shown that Hendon’s valuation methods did not meet GAAP standards, but it
has not proven that those methods yielded values that were materially false. DF has

therefore not carried its burden of proving that the Financial Statement was materially false.

13
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2. Reasonable Reliance
DF has also failed to show that its reliance on the Financial Statement was
reasonable. Reasonable reliance is not defined in the bankruptcy code, but “is a term courts

can apply without additional help.” Candland v. Ins. Co. of North Am. (In re Candland),

90 F.3d 1466, 1471 (9th Cir. 1996). Reasonable reliance is judged on a case by case basis

in light of the totality of the circumstances. Cashco Fin. Servs., Inc. v. McGee (In re McGee),

359 B.R. 764, 774 (9th Cir. BAP 2006). A creditor’s reliance may be reasonable with little
investigation where there is evidence of a materially fraudulent financial statement. Gertsch

v. Johnson & Johnson, Fin. Corp. (In re Gertsch), 237 B.R. 160, (9th Cir. BAP 1999); See

also, La Trattoria, Inc. v. Lansford (In re Lansford), 822 F.2d 902 (9th Cir. 1987). This does

not mean that a creditor can ignore “red flags” that bear directly on the truth of the statement

the creditor claims to have relied upon. Heritage Pac. Fin., LLC v. Machuca (In re Machuca),

483 B.R. 726, 737 (9th Cir. BAP 2012). In such a case, the creditor must produce evidence
explaining why it was reasonable to rely on the statement notwithstanding the red flags. Id.
(citing In_ re McGee, 359 B.R. 764).

In the present case, DF argues that the Financial Statement was inaccurate because
it was not prepared in accordance with GAAP and the values were not supported by current
appraisals or comparable sales. However, DF was aware that the Financial Statement was
not prepared according to GAAP when it received appraisals for the Car Washes that were
two or three years old. DF was also aware that Hendon had not provided current appraisals
for the real property. Instead, Hendon provided a draft development agreement, the Fairfield
LOI, and sales contracts for lots in Desert Ridge to support his valuations.

The evidence demonstrates that during initial due diligence, DF requested that
Hendon provide an audited financial statement, but DF ultimately did not require it prior to

making the Loan. DF knew that the valuation methods used by Hendon were not in

14
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accordance with GAAP, but has not produced any evidence explaining why its reliance was
reasonable in spite of that knowledge. Therefore, DF’s reliance on the Financial Statement
was not reasonable and DF has not carried its burden of proving the elements of
nondischargeability under 8§ 523(a)(2)(B).
B. Extensions of the Loan
At the close of Plaintiff's case, Defendant moved for a directed verdict on Plaintiff's
claim for fraudulent misrepresentations related to the extensions of the Loan. The motion,
more properly considered as a motion for judgment on partial findings pursuant to Rule
7052(c), was granted.
Rule 7052(c) permits the Court to enter judgment on a claim against a party if the
Court finds against that party on an issue which is essential to the claim and the party has
been fully heard on the issue.
To prevail on a nondischargeability claim, the Plaintiff must prove the five elements of
§ 523(a)(2)(A), that:
(1) the debtor made ... representations; (2) that at the time he
knew they were false; (3) that he made them with the
intention and purpose of deceiving the creditor; (4) that the
creditor relied on such representations; [and] (5) that the
creditor sustained the alleged loss and damage as the
proximate result of the misrepresentations having been

made.

Ghomesh v. Sabban (In re Sabban), 600 F.3d 1219, 1222 (9th Cir. 2010).

In the context of an extension of a loan, the element of proximate cause is satisfied if
the Plaintiff proves that “it had valuable collection remedies at the time of the extension or
renewal, that it did not exercise in reliance on the debtor’'s misrepresentation and that those

remedies lost value during the renewal or extension period.” Cho Hung Bank v. Kim (In re

Kim), 163 B.R. 157, 161 (9th Cir. BAP 1994); See Siriani v. Northwestern Nat'l. Ins. Co. of

Milwaukee, Wisc. (In re Siriani), 967 F.2d 302, 306 (9th Cir. 1992).

15
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At the close of Plaintiff's case, DF had not produced any evidence that it had valuable
collection remedies at the time of the extensions which lost value during the extension
period. DF argued that it had produced evidence that Rightpath had dissipated assets
during the time of the extension in the form of two payments made to Hendon personally,
and that this dissipation resulted in a loss of value in its collection remedies. However, the
nondischargeability claim is against Hendon personally, and DF did not produce evidence to
establish by preponderance that its collection remedies against Hendon lost value during
the extension period.

C. § 523(a)(2)(A) — Representations Related to Use of Funds

To except a debt from discharge under § 523(a)(2)(A), a creditor must prove by a
preponderance of the evidence, the following elements:

(2) misrepresentation, fraudulent omission or deceptive conduct by the debtor;

(2)  knowledge of the falsity or deceptiveness of his statement or conduct;

3) an intent to deceive;

(4) justifiable reliance by the creditor on the debtor’s statement or conduct; and

(5) damage to the creditor proximately caused by its reliance on the debtor’s

statement or conduct.

Turtle Rock Meadows Homeowners Ass'n v. Slyman (In re Slyman), 234 F.3d 1081, 1085

(9th Cir. 2000).
1. Fraudulent Omission
A debtor’s failure to disclose material facts constitutes fraudulent omission if the
debtor was under a duty to disclose and the omission was motivated by an intent to deceive.

Harmon v. Kobrin (In re Harmon), 250 F.3d 1240, 1246 n.4 (9th Cir. 2001). To determine

whether the debtor has a duty to disclose in a business transaction, the Ninth Circuit looks

to the Restatement (Second) of Torts (“Restatement”). See Apte v. Romesh Japra, M.D.,
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F.A.C.C., Inc. (In re Apte), 96 F.3d 1319, 1324 (9th Cir. 1996). Section 551 of the

Restatement provides:

(1) One who fails to disclose to another a fact that he knows may
justifiably induce the other to act or refrain from acting in a
business transaction is subject to the same liability to the other
as though he had represented the nonexistence of the matter
that he has failed to disclose, if, but only if, he is under a duty to
the other to exercise reasonable care to disclose the matter in
guestion.

(2) One party to a business transaction is under a duty to
exercise reasonable care to disclose to the other before the
transaction is consummated,

(e) facts basic to the transaction, if he knows that the other is
about to enter into it under a mistake as to them, and that the
other, because of the relationship between them, the customs of
the trade or other objective circumstances, would reasonably
expect a disclosure of those facts.

Restatement (Second) of Torts § 551 (1977).
Comment j. further states:

A basic fact is a fact that is assumed by the parties as a basis
for the transaction itself. It is a fact that goes to the basis, or
essence, of the transaction, and is an important part of the
substance of what is bargained for or dealt with. Other facts
may serve as important and persuasive inducements to enter
into the transaction, but not go to its essence. These facts may
be material, but they are not basic. If the parties expressly or
impliedly place the risk as to the existence of a fact on one
party or if the law places it there by custom or otherwise the
other party has no duty of disclosure.
Id. at cmt. j.

Under Restatement 8§ 551(2)(e), Hendon owed DF a duty to disclose his intention to
immediately make the Member Transfers instead of using the Loan Proceeds for the
purposes stated in the Loan Agreement. Rightpath’s use of the Loan Proceeds for the
“acquisition, development and/or construction” of the Specified Properties was basic to the

transaction and Hendon knew that DF was mistaken about his true intent. Hendon also
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knew that DF was relying upon his good faith and would not be able to easily discover his
true intent absent disclosure.

Hendon does not dispute that the Loan Proceeds were used to fund the Member
Transfers. Instead, Hendon argues that the Member Transfers were used to pay Rightpath-
related expenses and that there was no intent to use the Loan Proceeds for anything other
than the purposes stated in the Loan Agreement. Therefore, the issue is whether the
evidence shows that Hendon intended to use the Loan Proceeds for purposes other than
those stated in the Loan Agreement at the time of execution of the Loan Agreement.

Direct evidence of intent is rarely present, but intent can be inferred from surrounding

circumstances. Cowen v. Kennedy (In re Kennedy), 108 F.3d 1015, 1018 (9th Cir. 1997). In

this case, the circumstantial evidence establishes a prima facie showing of Hendon’s intent
to use the Loan Proceeds for other purposes.

The net Loan Proceeds in the amount of $6,765,000 were deposited into Rightpath’s
account on August 31, 2007. Within one week of the deposit, Rightpath had transferred
$3,059,331 to DFCIII and Hendon personally, $2,625,000 to Banovac Properties and
Banovac personally, and $2,452,535 to Burton’s Rightpath Limited Corporation.
Approximately eleven days after DF funded the Loan, Rightpath transferred $103,000 to
Desert Ridge Holdings LLC to cover a negative balance of $102,000 in Desert Ridge
Holding’s account. (Tr. 7/9/14, 67:16-24).

Hendon acknowledged that only he and Despain had signatory authority on the
Rightpath bank account and that no payments from the Rightpath account would have been
made in August or September of 2007 without his approval. (Tr. 7/9/14, 55:2-56-1). Hendon
testified that $530,330 was transferred from Rightpath into his personal bank account as
repayment of a note payable to Nell Hendon. Hendon used part of the $530,330 deposit to

make a $160,000 payment to his wife. (Tr. 7/9/14, 56:22-58-14). Hendon'’s personal bank
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account ledger shows that he had insufficient funds to pay his wife until the $530,330
deposit was made. (See Ex. 27).

Although the burden of proof always remains with the creditor, once DF has made a
prima facie case by a fair preponderance of the evidence, the burden of going forward shifts

to Hendon to refute the evidence. See, e.q., Hussain v. Malik (In re Hussain), 508 B.R. 417

(9th Cir. BAP 2014); Matter of Stratton, 140 B.R. 720 (Bankr. N.D. Ill., 1992). Hendon has

produced no credible evidence to refute the evidence that Hendon intended to use the Loan
Proceeds for purposes other than those specified in the Loan Agreement.

Hendon testified that all of the Loan Proceeds were eventually used to develop the
Specified Properties, but provided no documentary evidence to show that the entities which
received the Member Transfers made any payments for the development of the Specified
Properties. Banovac testified that he wired $1,500,000 into an account designated by
Hendon, and put an additional $1,150,000 into the Specified Properties, but was unable to
produce any documentary evidence of such transfers or any proof that the wired funds were
used for the Specified Properties. (Tr. 6/27/14, 26:5-15; 63:9-64:21). Exhibit C does not
show whether the Member entities, Hendon, Banovac or Burton ever repaid the distributions
to the Rightpath account.

Hendon asserts that while he may not have initially used the Loan Proceeds for their
intended purposes, he ultimately did so. In support of that claim, Hendon produced a
summary of payments made for expenses related to the Specified Properties in Exhibit C.
As discussed above, Exhibit C does not demonstrate that the Member Transfers were ever
transferred back into any of Rightpath’s bank accounts. Furthermore, no back up
documentation was presented to verify that the amounts listed on the Exhibit C summary

were used for the Loan purposes.
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The Court concludes that Hendon intended at the time of the Loan to distribute the
Loan Proceeds to members and other entities for purposes other than those specified in the
Loan Agreement. Hendon had a duty of reasonable care to disclose this intention to DF
because it was a fact basic to the transaction, Hendon knew that DF was mistaken about
the fact, and Hendon knew that under the circumstances DF would reasonably expect
disclosure.

2. Intent to Deceive

To support a finding of fraudulent omission, DF must prove not only that Hendon had

a duty to disclose his intent, but that his omission was motivated by an intent to deceive.

Harmon v. Kobrin (In re Harmon), 250 F.3d 1240, 1246 n.4 (9th Cir. 2001).

The evidence shows that Hendon knew that by not disclosing his intent to make the
Member Transfers and not to distribute the Loan Proceeds for the purposes set out in the
Loan Agreement, he gave DF the impression that Rightpath would use the Loan Proceeds
for the Specified Properties. Hendon testified that he understood that the Loan Agreement
required the Loan Proceeds be spent on the Specified Properties. (Tr. 7/9/14, 26:16-27:10;
44:16-19). Section 1.5(j) of the Loan Agreement states that the Loan was for “commercial
use, not residential or personal or household use,” and that Rightpath was “entering into it in
order to provide financing or refinancing in conjunction with the acquisition, development
and/or construction” of the Specified Properties. (Ex. 41, p.4)

Hendon was aware of the provisions in the Loan Agreement and of the importance to
DF that the Specified Properties be developed. For example, Hendon knew that the 77 Acre
Parcel was of particular importance to DF. Rightpath had contracted to purchase the
77 Acre Parcel and had negotiated the Fairfield LOI for approximately half of the 77 acres.
Once the Ferrnatino purchase contract was accomplished, DF would be provided with

security for the Loan.
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Section 1.5(j) of the Loan Agreement also allowed DF to succeed to the position of
developer with respect to the 77 Acre Parcel if Rightpath defaulted, and Section 2.1 required
Rightpath to provide DF with a pledge of membership interest in Rightpath MLB 77 LLC, the
entity which held the Ferrantino purchase contract. Furthermore, the Loan Agreement
required Rightpath to take all actions necessary to preserve the Ferrantino purchase
contract, and upon closing, provide DF with a deed of trust lien on the property to secure the
Loan. (Ex. 41, p.9). Itis clear from the Loan Agreement, that DF expected Rightpath to use
the Loan Proceeds for the Specified Properties in order to provide additional security for,
and repayment of, the Loan.

Hendon knew that not disclosing his true intent would give DF the impression that
Rightpath intended to use the Loan Proceeds to develop the Specified Properties as stated
in the Loan Agreement. This is sufficient to establish Hendon'’s intent to deceive and to

establish a fraudulent omission under Harmon v. Kobrin (In re Harmon), 250 F.3d 1240,

1246 n.4 (9th Cir. 2001).
3. Reliance and Proximate Cause
In determining reliance under 8 523(a)(2)(A), courts apply a “justifiable” reliance

standard, which turns on the Defendant’s knowledge under the circumstances. Citibank

N.A. v. Eashai (In re Eashai), 87 F.3d 1082, 1090 (9th Cir.1996). “Justification is a matter of

the qualities and characteristics of the particular plaintiff, and the circumstances of the
particular case, rather than of the application of a community standard of conduct to all
cases.” Field v. Mans, 516 U.S. 59, 70 (1995) (quoting Restatement (Second) of Torts
§ 545A (1977)).

In the Ninth Circuit, non disclosure of a material fact despite a duty to disclose has

been held to establish the requisite reliance and causation for actual fraud. Apte v. Romesh

Japra, M.D., F.A.C.C., Inc. (In re Apte), 96 F.3d 1319, 1323 (9th Cir.1996). Reliance on a
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fraudulent omission can also be presumed when the case is characterized as one that

primarily alleges omissions. Binder v. Gillespie, 184 F.3d 1059, 1064 (9th Cir. 1999). When
a debtor has committed a fraudulent omission, it may be impossible to demonstrate reliance,
“since to do so requires proof of a speculative state of facts, i.e. how one would have

behaved if omitted material information had been disclosed.” Rainier Title Co. v. Demarest

(In re Demarest), 176 B.R. 917, 921 (Bankr.W.D.Wash.1995). Therefore, justifiable reliance

is established when a party having a duty to disclose a material fact fails to do so. Tallant v.

Kaufman (In re Tallant), 218 B.R. 58, 68 (9th Cir. BAP 1998) (citing In re Apte, 96 F.3d at

1323).

In the present case, the evidence demonstrates that Hendon fraudulently withheld his
intention to distribute the Loan Proceeds to members. This nondisclosure is sufficient to
establish the requisite elements of reliance and causation.

4. Damages

Finally, DF must prove the amount of its damage that was proximately caused by
Hendon'’s fraudulent omission. DF asserts that it was damaged when Rightpath and Hendon
failed to repay the Loan and the proper measure of damage is the amount of the State Court
Judgment.

Hendon argues that the State Court Judgment has no preclusive effect because it
was a judgment on a contract claim, not a claim for fraud as alleged in this adversary.
Hendon also argues that the measure of DF’'s damage on a finding of nondischargeability
should be limited to only that portion of the State Court Judgment that DF would be entitled
to recover under the Loan Participation Agreements, which Hendon asserts is $1,656,439.

The Supreme Court has interpreted 8§ 523(a)(2)(A) to encompass “any debt...for
money, property, services, or...credit, to the extent [that the money, property, services,

or...credit is] obtained by...false pretenses, false representation, or actual fraud.” Cohen v.
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De la Cruz, 523 U.S. 213, 218 (1998). Once a plaintiff has established that “specific money
or property has been obtained by fraud...‘any debt’ arising therefrom is excepted from
discharge.” Id. at 218.

In this case, the “specific money or property” obtained by Hendon'’s fraud was the
Loan that DF extended to Rightpath supported by Hendon’s Guaranty. Any debt arising from
the Loan is therefore nondischargeable. The damages arising from the Loan have been
determined in the state court action. The liquidated State Court Judgment amount is the
proper measure of damages under § 523(a)(2)(A).

Hendon’s argument that DF was only damaged in the amount of $1,656,439 because
of the Loan Participation Agreements fails for two reasons. First, Hendon’s obligation on the
Guaranty was to DF, not to the Investors. Hendon dealt with DF, and his fraudulent omission
arose because of a duty owed to DF. Second, the claim that DF asserts is nondischargeable
is its allowed claim for the amount of the State Court Judgment. The judgment establishes
the amount of Hendon’s obligation to DF and was entered in favor of DF only. DF assigned
interests in the Loan to Investors through the Loan Participation Agreements, but retained
the right to administer and enforce the Loan on behalf of itself and the Investors.

The Court finds that the amount of damages excepted from discharge pursuant to
8 523(a)(2)(A) is the entire amount of the State Court Judgment. However, because the
nondischargeability judgment is a federal judgment for fraud pursuant to 8 523(a)(2)(A) and
not a breach of contract, it will accrue interest, post-entry, at the federal rate.

VII. CONCLUSION

DF has demonstrated by a preponderance of the evidence that Hendon made a
fraudulent omission regarding his intent to use the Loan Proceeds for purposes other than
those specified in the Loan Agreement, and is therefore entitled to a nondischargeability

judgment on its claim under § 523(a)(2)(A). DF has not proven that Hendon fraudulently
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obtained the debt through a materially false personal financial statement or that Hendon
fraudulently obtained extensions of the debt. The foregoing constitutes the Court's findings

of fact and conclusions of law as required under Rule 7054.

DATED AND SIGNED ABOVE.
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