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IN THE UNITED STATES DISTRICT COURT
FOR THE MIDDLE DISTRICT OF ALABAMA
NORTHERNDIVISION

USAMERIBANK, f/k/a ALIANT )
BANK, )
)
Plaintiff-Appellant )
)
V. ) CASE NO. 2:16-CV-995\WKW

) [WO]
FREDDIE LEWIS STRENGTH )
)
DefendantAppellee. )

MEMORANDUM OPINION AND ORDER

DefendantAppelleeFreddie Lewis Strength received a loan from Plamtiff
AppellantUSAmeriBank Turns out, the financial statements Mr. Strength used to
obtain the loan contained false informatietMr. Strength never owned the $1
million in real estate he listeab his Mr. Strength defaulted and filed for Chapter 7
bankruptcy. This case is abaubether in the procedural context of a motion for
default judgmentthe debt can be declared ndischargeablepursuant to 11
U.S.C.8§523(a)(2)(A) or (B)becauseit was based on fraud Applying a
preponderance of the evidence standardh default judgment proceedinthe
bankruptcy court saido, becauseghe bank’s reliance on Mr. Strength’s financial

statements was unreasonabf&eeUSAmeribank v. Strength (In re Strength$2
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B.R. 799, 812 (Bankr. M.D. Ala. 2016); (Doc. #4, at23), (Doc. # 78, at 4) The
bank appeals. The decision of the bankruptcy court is duerevéersed.
. JURISDICTION AND VENUE
The bankruptcy court had jurisdiction oéthdversary proceeding pursuant to
28 U.S.C88 157(a) and 1334(b). It is a core proceeding under 28
U.S.C.8157(b)(2)(1). This courtexercisegurisdictionto hear the appeal und28
U.S.C. § 158(a)(1). Venue is proper ungdJ.S.C.8 158(a).
1. BACKGROUND

A. ThePromissory Note and Financial Statements

On September 12009, Mr.Strength signed a commercial promissory note
in favor of USAmeriBankfor $24,416.00 in return for an unsecured loéDoc. #
7-3,at 34.) Mr. Strength vas torepay the loan at an 8.5% interest rate over the
next five years.

Mr. Strength submitted two financial statements to the bank. (Do@&,at7
5-8.) Because these statements form the basis of this digpeyeyill be described

in detalil.

! The Plaintiff was then known as Aliant Bank. For clarity, the bapdst iteration will
still be referred to as USAmeriBank or “the bank.”
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1. May 21, 2008 Financial Statement

The first financial statement was dated May 21, 20@3c. # 73, at 56.)
Beneath the date, the form ésta “HELPFUL HINT: The easiest way to fill out this
form is to fill out page 2 with schedules first & then bring totals over to page 1 & fill
in the rest of the information requeste@é&lowthe hintwerefive general categories
of information sought:“Individual,” “Assets; “Liabilities and Net WortH,
“Contingent Liabilities, and“Sources of Incomé.

Under “Individual,” Mr. Strength listed &inamepersonal informationand
employment as realtor for ALFA RealtyfCompany.

Under“Assets,” Mr. Strength listed $2,898.77 in cash on letrithe bank
$1,000,000.00n real estate; $14,500.00 in automobiles; $25@D cash value
life insurance and $.29,000.00 in borgifor titles. This comes to a total of
$1,171,398.77

The form’s notation for the real estate line said “See Schedutsn @r{d
page.” This referred to a box on the second page of the documendrthaded
blanks for the description of the property, cost, market value, and mortgage
information. Mr. Strength lefSchedule C blank. Likewise, the form’s notation for
cash value life insurance referenced Schedule D, whmfidedblanks for the life
insurancecompany, the value of the policy, collateral, and the beneficidfy.

Strength also leféchedule D blank.



Under “Liabilities and Net Worth,” W Strength listed real estate mortgages
totaling$49,960.00. That line also referenced Schedulghixh, amnoted,was left
blank. Mr. Strength also left blank the box for total net worth. Had he filled it in,
Mr. Strength’s total net wortlgs calculated from his listed assets minus his listed
liabilities, would have bee$1,121,438.77

The next section, “Cdimgent Liabilities,” wasalsoleft blank.

The final box was split into two categoriésources of income” on the left
and“monthly expensén the right. Under income, Mr. Strength listed a salary of
$6,591.00 and “Other (alimony, child support, SS, etc.)” in the amount of $9,438.00.
Mr. Strength left he monthly expenses category (mortgage, rent, insurance, car
payments, installment notes, alimocrtyild support) blank.

Pagewo of the form contained list of schedules which an applicant could
list the details of the general categonegueste@n page one. Mr. Strength did not
do this; he left Schedules—& blank. Below the schedules was“General
Information” section in which Mr. Strength indicated that he was not agoart a
firm, hadneverbeen a defendant in a lawit, and had never filed for bankruptcy.
Below that was the fine prinhy which Mr. Strength agreed that the financial
statement constituted a “continuing statemenuntil replaced by a new

statement and that the hak could investigatéis credit and employment history.



2. May 22, 2009 Financial Statement

The second financial statemevds from a year and a dieager:May 22, 2009
(Doc. # %3, at /8.) The form remained the same, as did much of the information
Mr. Strength provided Mr. Strength’s “Business/Employer” changed to “ALFA
RealtyRetired; his cash on hand at the bank remained exactly $2,8%4ds/eal
state remained valued at $1,000,000, his automobiles at $14,500, his life insurance
at $25,000.

Sone information was updatedsone was the $129,000 bondsfor titles.
And unlike in the earlier statement, Mr. Strength provideairesponding
information in the schedules for his bank account assets, life insurance, and
mortgages. He still left Schel# C—"Real Estate Owned=blank. Mr. Strength
also updated the “Liabilities and Net Worth” section vathadditional $23,714.23
loan from the bank. This brought his total listed liabilities to $73,67484d his
total net worth to $968.724.53.

Finally, in the “Sources of Income” section, Mr. Strength’s listed salary
increased t&12,755.00 Therealsowas a new category of “Rental Income” of
$13,400.00 that took the place of the previous statement’s catchall of “Other” and

its listing of $9,438.00.



B. Procedural History

Mr. Strengthfiled for Chapter 7 bankruptcy on January 22, 2016. (Doe. # 7
3, at 1.) According to the bankvir. Strength admitted at the meeting of his creditors
that he never owned the $1 million in real estate he listed on the financial statements.
The bank instituted this adversary proceeding on March 22, 2016, seeking to have
the debt excepted from the bankruptcy discharge under 11 8.523(a)(2)(A)
and(B). (Doc. # #3.) After Mr. Strength failed to defend, the bank moved for an
entry of default and default judgment unéf@ckeral Rule of Bankruptcy Procedure
7055 whichincorporated-eceral Rule of Civil Procedurg5. (Doc. # #4.) The
clerk entered defaulfDoc. # 7-5), and the bankruptcy court set an evidentiary
hearing on the motion for default judgmébbcs. # 7-6, 7-7).

1. TheFirst Evidentiary Hearing

At the first evidentiary hearing, the bank sought a default meig of
$43,563.22 (Doc. # 711, at 78.) It presented one witnes€ynthia Joiner, the
bank’s vice president of collections and special assets. Ms. Joineedetidt the
bank relied orMr. Strength’s two financial statements in determining whether to

issuehim the loan. She said the bank only learned that Mr. Strength oewved

2 This total include$27,437.17 from the loan and accrued inte&%007.62 in collection
fees and $10,217.50 in legal fees. (Doc.#1, at 78.) The number differs from thamount
sought by the bank in its Complaint (Doc7#) and in its motion for entry of defagltdgment
and the accompanying affidavit (Doc. #Y. In those documents, the bank sought $26,709.11
(which included $6,627.0in legalfees), plus costs. (Doc. # 7-4, at 2.)
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the $1 million in real estat&fter he defaulted on the loan and filed for bankruptcy.
(Doc. # 711, at 56.)

The Bankruptcy Judge asked Ms. Joiner about whether the bank’s reliance on
Mr. Strength’s financial stenents alone was reasonable:

[The Court]: [The financial statement] says a million dollars in real
estate?

[Ms. Joiner]: Yes.

[The Court]:And then you look to Schedule C on the next pagge |
don’t see any detail there. Was any followup don¢hatf?

[Ms. Joiner]:Unfortunately, it's very common that customers do not
completely fill out the fornand when we are making a loam)ess we
have an issue that we've had a problem in the pdistcollection or
other issues, we normally take him at faise \alue when he certifies
that it is correct.

[The Court]: Okay. So nobody-soatthe time you got the financial
statement or at the time you made the [garmobody said what'¢his
million dollars you got for land, what is it or wherdtia

[Ms. Joirer]: They would not. But, we also had tax returns that would
have shown whether he had incoarenot from the sale of thosénat

he was a redéstatelagent at the time, and sometimes brokelisown
property, sell property, own property, sell propei®p we would have
had his tax return to look at his income amel would have used the
financial statement to verify that had assets to back up his repayment
of our loan.

(Doc. # #11, at 910.)



2. TheFirst Memorandum Decision

On August 8, 2016, theankruptcy courtieniedthe bank’s motion for default
judgment andnsteadenteredjudgment for Mr. Strength.SeeUSAmeriBank v.
Strength (In re StrengthAdv. Pro. No. 163022WRS, 2016/NL 4204084 (Bankr.
M.D. Ala. Aug. 8, 2016);(Docs. # 78, 7-9.) The court found that 11
U.S.C.8 523(a)(2)(Adid not apply because Mr. Strength’s false representation was
“a statement respecting the debtaor’sfinancial conditiori’” which was precisely
what8 523(a)(2)(A) excluded. (Doc. #§, at 3.)

Turning to 11 U.S.C8 523(a)(2)(B), thebankruptcy couracknowledged that
the bank met three of the four elements: Mr. Strength’s written financial statement
(1) was materially false, (2) concerned his financial condition, an@#3)nade
with the intent to decee the bank But, thecourt concluded, the bank had not
proved the fourtrelementby a preponderance of the evidence: that it reasonably
relied on Mr. Strength’s financial statements.

The bankruptcy court listed a number of reasonst$aronclusion. First, it
pointed to the blank Schedule C on the financial statements as warranting suspicion.
Though recognizing that Ms. Joiner testified that applicaftés leave parts of the
statements blank and that it is the bank’s usual practice to accept the statements at
face value, theourt found that the bank’$sjtandardization of the practice does not

make it reasonable.” (Doc. #87 at 5.) Second, thdankruptcy courfound that



“‘none of the other information [Mr.] Strength listed in his statementsngruent
with ownership of $1 milbn in unencumbered real estatéDoc. ##8, at 5.) And
third, thebankruptcy courhoted that there was minimal evidence of prior dealings
between the bank and Mr. Strange that would establish a level of trust ¢t mi
excuse the bank from verifying the information on the financial statements.
“L ooking at the totality of the circumstancethe court concluded, “an ordinary
person would not have made an unsecured loan of this size on the borrower’s bare
assertiorthat he owned IBmillion in unencumbered real estate.” (Doc.-8, &t 5.)

3. The Second Evidentiary Hearing

The bank moved to alter, amend, or vacate the bankruptcy cuagsment
(Doc. # #12), and thdankruptcy court scheduled another hearing (Dac13).

At the second hearing, the bank sought to shemmtra thecourt’s findings
that there was nothing in Mr. Strength’s financial statesiait would have been
considerec red flag at the time the bank issued the loan. James May, a retiréd credi
administration specialist and former-hiouse legal counsel, testified that he had
reviewed “thousands” of financial statements during his 32 years of banking
experienceand that theravas nothing of concern in Mr. Strength’s statements.
(Doc. # 718, at 8.)

[The bank]:And in reviewing those financial statements, did gotice

anything that was like a red flag or that would caymeto want to do
further inquiry into the veracity anything?



[Mr. May]: No, the—particulaty the’09, May the 22nd of 'O8nancial
statement was properly filled out. It balanced. It gave his income, and
there’s insurance and other information. And it's perfectly clear about
whaf] [he’s] claiming his asstsare and liabilities of course and net
worth.

[The bank]:And he signed certifying both of those finang&ltements
as true and agoect to the bank, does he not?

[Mr. May]: That's right, yes.

[The bank]: And based on your 32 ges of experience ibanking,] in
connection with a loan thisize, would a bank make a lohased on
that financial statement alone or would theyfather inquiry?

[Mr. May]: | would say they would make a loan based on this financial
statement. Of course, | cannmit nmyself in the place of théoan
officer, but this is what would consider a good stronfthancial
statement, particularly for a $24,000 loan.

(Doc. # #18, at9-10.)

The Bankruptcy JudgeguestionedMr. May about the reasonableness of
relying on Mr. Strength’sncompletefinancial statemest especially considering
thatthe bulk of Mr. Strength’s assets was tied to real estate for which he provided
no additional information(Doc. # 718, at 1415.) Mr. May responded:

[Mr. May]: Your Honor, it may be one thing worth mentioning as
far as the practicality of what we’re talking about here

[The Court]:Okay.

[Mr. May]: —and that is that there’s a lot of applications filedh
banks for loans, as you can quite imagine, and if youtligddue
diligence, as | think that you're thinking about hefer every
application that you take, it would makeeitonomically—it would
have a negative econonjedffect on thewhole operation of the lending
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(Doc.

department there becauséakes time, effort and moneéy do that due
diligence, theitle searches that requidf there’s a question about the
value, appraisals or opinions whatever you might chose to seek.

So banks in general just don’'t do that. | mehere’s—it's quite
common for loans to be madelely on thefinancial statement and
that's all this bank had at this poilbtseems to me was this financial
statement, which was verwhich had all the appearances of being a
guality statement, goodstrong assets and income. .

# 718, at B-17)

Mr. May also testifiedhat he thoughtthe numbers listed in the “Sources of

Income” section of the financial statements neféto monthly income since it was

adjacent to the box for “Monthly Expenses.” (Doc.#8/ at 2621.) The

Bankruptcy Judgsaid that heassumed the income referred to annual income, but

acknowledged that he did ntdee anything [on the form] that indicates on the

income side whether that's annual or monthl§Doc. #7-18, at 21.)

At the conclusiorof the hearing, the discussion returned tovitiether the

bank actedeasonably:

[The bank]:. . .1 just ask you to take intoconsideration the size of the
loan. If they were loaning hi$200,000, ther-andthey didn’t—you
know, and they-or ahalf a million dollars and they didn’t do that,
that's onething, but for $24,000, an Alfa commercial real estate
brokef] testifies he owns property unencumbered, swears to it on his
financial statement, | mean | think it's reasonable to relthah Even

if he’s puffing, if he just has $50,000 umencumbered property, | can
attach it, liquidate and pay aftur loan.

You know, it's unreasonable-tel mean | would notefter 29 years |
would never assume somebody vjast lying tothat degree. That's
absurd.

11



(Doc.

[The Court]: | guess, you know, maybe | get jaundifreth the jobs
that I've had, yes, that, you knewand beford had the job | have now,
you know, | worked crimingbrosecutions and on bankruptcy fraud, so
it does not shock mat all that people lie on financial statements. They
lie ontax returns. They lie on schedules they filed in bankrugcyt.

Yes, | guess the one point, you know, that you lgaven me to think,
Mr. Newsome, is the size of thealo. If itwas a million dollar loan,
you know, maybe you'd take a hardi@ok at the assets. If it was a half
million dollar loan,maybe a little less, but still, but a $24,000 loan, yes,
| seeyour point there, that the smaller the loan, the less thievbauld
be—would expect to do and due diligence. . ..

# 718, at 2324.)
4. The Second Memorandum Decision

On February 14, 2017, the bankruptcy caeniedthe bank’s motion to alter

or amend the prior judgment. (Doc.#4%, at 1.)

Thebankruptcy courtirst identified five “red flags'it concludedwvould have

prompted a reasonable person to investigate further before loaning Mr. Strength

money:

First, the amount of $1,000,000 stands-edtamatically—from the

rest of the information on the financial statements. Not to put too fine
a point on this, $1,000,000 is a great deal of money. Second, real estate
holdings of $1,000,000 are grossly incongruent with [Mr.] Strength’s
level of income, which the Bank knew to be in the $20,000 to $80,00
range annually. Third, the real estate was not subject to a mergage
highly unusual in a case such as this. Fourth, the financial statement
calls for details on real estate, yet none was provided. Fifth, $1,000,000
Is a suspiciously round figure.

12



(Doc. # 714, at 3.) Given these red flagshe bankruptcy courtletermined that it

was unreasonable for the bank to rely solely on Mr. Strength’s financial statements.
(Doc. # 714, at 6-7.) As for the bank’s withesses who thought differently ciert

found that“[w]hile both [Ms.] Joiner and [Mr.] May have training and experience

in reading financial statements, they are both biased witnesses. Theal€olras
experience in reading financial statements.” (Doc.1#,7at 6.)

The bankruptcy courtancludedthat the bank’s reliance on the finaalci
statements was not reasonable, even if the bank’s actionscomsestent with
industry customsTherefore, it found it to be within its discretion to deny the motion
to alter or amend the judgment, and this it did. (Doc.#,7at 1322.) The bank
appeals.

[11. STANDARD OF REVIEW

The denialof a motion for default judgment is revied for anabuse of
discretion. Sanderford v. Prudential Ins. Co. of Ard02 F.2d 897, 898 (11th Cir.
1990). A court has abused its discretibit “applied an incorrect legal standard,
applied the law in an unreasonable or incorrect manner, followed improper
procedures in making a determination, or made findings of fact that are clearly

erroneous.”Kolawole v. Sellers863 F.3d 1361, 1366 (11th Cir. 2017).
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V. DISCUSSION

On appeal, the bank advances eight ways the bankruptcy court @oed #
14, at16-17) Generally speakingthe first relate to the bankruptcy court’s
application of the preponderance of the evidence standard in a default judgment
proceeding, the second to the procedural propriety of entering judgment for Mr.
Strengthwhile he was @l in default, and the last six to tHeankruptcycourt’'s
application of 11 U.S.C8523(a)(2)(B) andhe specific factual findings the court
made in determininthatthe bank’s reliance was unreasonable.

A. Default and Default Judgment

Federal Rule of Bankruptcirocedure 7055 provides that Rule 55 of the
Federal Rules of Civil Procedure applies in adversary bankruptcy proceedings. Rule
55, in turn, creates a twsiep procestor motions for default and default judgment
First, “[wlhena party against whom a judgment for affirmative relief is sought has
failed to plead or otherwise defend, and that failure is shown by affidavit or
otherwise, the clerk must enter the party’s default.” Fed. R. Civ. P). 5&(&
undisputed that thigep occurred and that the clerk entered Mr. Strength’s default
(Doc. # 75.)

The second step concerns the entering of the default judgment. If the
plaintiff's claim is for a sum certain and is against a defendant who defaeltadse

he or she did nappear, then the clefknust enter default judgment so long as the

14



defendant is not a minor, an incompetent person, or the Government. Fed. R. Civ.
P. 55(b)(1), (d). Though the rule appearsand generally is-mandatory, a court
retains its inherent authty to dismiss frivolous actionsua sponte SeeSurtain v.
Hamlin Terrace Found 789 F.& 1239, 1248 (11th Cir. 2015).

“In all other cases, the party must apply to the court for a default judgment.”
Fed. R. Civ. P. 55(b)(2). Once a party appliesafalefault judgment, “[t]he court
may conduct hearings or make referralswhen, to entermeffectuate judgment, it
needs to: (A) conduct an accounting; (B) determine the amount of damages; (C)
establish the truth of any allegation by evidence; om{iigstigate any other matter.”
Id. Accordingly, simply because a defendant is in defandterRule 55(a) does not
mean the plaintiff imutomaticallyentitled to a default judgment under Rule 55(b).
Seegenerally 10A Charles Alan Wright, Arthur R. Mdr, & Mary Kay Kane,
Federal Practice% ProcedureS§ 2685 (4th ed. 2016). Rather, the court still has a
duty to ensure that there is a “sufficient basis in the pleadings for the judgment
entered.” Nishimatsu Constr. Co. v. Houston Nat’'| Bab&5 F.2d 1200, 1206 (5th
Cir. 1975)3

The Eleventh Circuit has interpreted this standard “as being akin to that

necessary to survive a motion to dismiss for failure to state a cl&@ortain 789

3 In Bonner v. City of Prichard661 F.2d 1206, 1209 (11th Cir. 1981) (en banc), the
Eleventh Circuit adopted as binding precedent all decisions of the former Fdtht Gisued prior
to October 1, 1981.

15



F.3d at 1245. Thus, just as in evaluating a motion to dismiss, a court presented with
a motion for default judgment “looks to see whether the complaint ‘contain[s]
sufficient factual matter, accepted as true, to state a claim to relief that is @ausibl
on its face.” Id. (alteration in original) (quotindshcroft v. Igbal556 U.S. 662,

678 (2009). In other words, “[a]lthough a defaulted defendant is deemed to have
admitted the movant’'s weflleaded allegations of fact, she is not charged with

m

having admitted ‘factthat are not welpleaded or . .conclusions of law.” Perez
v. Wells Fargo N.A.774 F.3d 1329, 13340 (11th Cir. 2014) (quotinGotton v.
Mass. Mut. Life. Ins. Cp402 F.3d 1267, 1278 (11th Cir. 2005

Strictly speaking, however, a motion for default judgment issmoply“like
a reverse motion to dismiss for failure to state a claiButtain 789 F.3d at 1245.
For one, whereasraling on amotion to dismiss is reviewetk novg a trial court’s
ruling on a motion for default judgment is reviewed for an abuse of discretion.
Sanderforg 902 F.2d at 898 For another, a court facing a motion for default
judgment can hold an evidentiary hearing to consider matters outspleddag(s).
Fed. R. Civ. P. 55(b)(2)(D)And whereas Federal Rule Givil Procedure 12(d)
instructs a court to trea Rule 12(b)(6) motion as one for summary judgment if

“matters outside the pleadings are presented to and not excluded by the court,” Rule

55 does notHence an evidentiary hearing determindiability under Rule 55(b)(2)
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does not change the default judgment standaahythingmore demanding than
plausibility.

Importantly, this standard for determinilgbility differs somewhafrom the
standard for determininglamagesin a default judgmenproceeding This is
because, whereas a defaulting defendant is deemed to have admitted@éackt
factsas trugethe amount of damages resulting from those facts might ssllilbect
to dispute. See generally Wrighsuprg § 2688.1. Of course, sometimes the two
are so tied together that there is no need for a separate hearing or damages
determination E.g., Giovanno v. Fabe@&04 F.3d 1361, 1366 (11th Cir. 2015) (“The
plaintiffs, in their complaint, alleged that [the defendant] wrongfully retained the
$34,000 that they had wired to him. By his default, [the defendant] admitted that
allegation. Given those simple facts, the court required no additional evidence to
determine the amount of damages.”). At other times, the amount of damaggs is
much in dispute, everthoughthe underlying factual allegations are ndk.g.,
Anheuser Busch, Inc. v. Philp@17 F.3d 1264, 126@.1th Cir. 2003) (upholding
use of Rule 55(b)(2) evidentiary hearing in defamation case because “[d]Jamages
resulting from defamation, unlike liquidated damages, may range from nominal to
significant amounts”). But at all times, the court has an obligatianakea “fully
informed determination of damageSEC v. Smyth420 F.3d 1225, 1232 n.13 (11th

Cir. 2005)
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In this way, an uncontested default judgment hearing on plausibility might be
thought of as a free throghotin basketbal—the net is unguaetl, but theshooter
still has to get the ball in the hoope(, the facts must still be plausible). The
damages hearing, however, might be more akin to soccer’s penalty kick: there is a
goalie (judgekensuringhe plaintiff can prove damagés.

Applying these rules here, it is evidghatthe bankruptcy courbused its
discretionwhen itapplied a preponderance of the evidence standard to a default
judgment proceedingn its first memorandum opinion, the coaxplained that “[a]
creditor seking to hold a debt nedischargeable has the burden of proving each
element by a preponderance of the evidence.” (Doe8#at 4 (citingGrogan v.
Garner, 498 U.S. 279, 287 (1991)).But while thatis the correctevidentiary
standardor a trial, it is not thecorrectpleadingrequiremet The Eleventh Circuit
explained the difference when it vacated a district court’s denial of default jatigme
in Surtain See789 F.3d at 1246. There, the district court found that the plaintiff
failed to pled a valid claim for relief in a Title VII race discriminati@ction
because she had not made ogtriena faciecase undeMcDonnell Douglas Id.

The Eleventh Circuit held that this was error “becaMEDonnell Douglas

burdenshifting framework is an evidentiary standard, not a pleading requirement.”

4 If the hearing is contested, perhaps it becomes more like a free kick, where both the
players and the goalie defend the goal.
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Id. (citation omitted). “Accordingly, a court may properly enter default judgment
on a claim of racial discrimination when the welkaded factual allegations of a
complaintplausibly suggeghat the plaintiff suffered an adverse employment action
due to intentional racial discriminationld. (emphasis added).

The bankruptcy court distinguisl Surtain based on “the procedural
difference betweeBurtainand the case at barnamely, that irSurtaintherewas
no evidentiary hearingnd here there was. (Doc. #4, at 12.)Thus, if theSurtain
standard were applied across the board, “a trial court could never look behind the
pleadings to the underlying facts of the case,” even though Rule 550))(2)(
establishes that a court can do just that. (Doel#, at 12.)

Butsimply because a trial court can hold an evidentiary hearing does not mean
that the applicable standard changes in that heahmtged, it would be odd if this
were the casdor it would mean that a court could find that a plaintiff's complaint
and motion for default judgment satisthe Twomblylgbal standard such that
default judgment should ordinarily be granted, but then choose to hold an evidentiary
hearing and find that the evidence does not support a finding of liability under the
heightened standaiof proofthat would beapplicable at trial.

To be surethere aresomesettings in which the standard does chamased
on whether an evidentiatyearingis held. See, e.g.Chalwest (Holdings) Ltdv.

Ellis, 924 F.2d 1011, 10334 (11th Cir. 1991) (explaining that a district court
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does nottonduct an evidentiary hearing on a jurisdictional motion to dismiss, the
standard the plaintiff must meet is plausibilibut if the court holds a pretrial
evidentiary hearing to ultimately resolve the issue, the standard is preponderance of
the evidence But this recognitiorsuppors nothing more than the unremarkable
proposition that the burden of proof is higher to yudgmentat trial than it is to
survive a motion to dismisgIn theChalwestexamplethe plaintiff who escaped a
motion to dismisdy proving aprima faciecase of jurisdiction wuld ultimately

have to meet the preponderance standard at) tridét the bankruptcy court’s
constructionwould cast Rule 55 as providing the exact opppsitenehow making

it easier to succeed in gettingumigmenton the pleadings than if evidence were
taken. This is not what the Eleventh Circuit had in mind when it characterized a
motion for default judgment as“aeverse motion to dismiss for failure state a
claim.” Surtain 789 F.3d at 1245.

Nor would this interpretation read out of Rule 55 the trial court’s ability to
conduct a hearing, as the bankruptcy court feared it would. First, the Eleventh
Circuit has instructed that these evidentiary hearings are most helpful, and nearly
required, when the amount of damages is disputed or unkri®egsmyth 420F.3d
at 1232 n.13 As explained abovehis is because, unlike with welleadal facts
that establishiability, the amount of damages assertedha complaint will not

simply be taken as trueSecond, it is possible, though stéichnically unresolved,
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that “otherwise fatal defects in the pleadings might be corrected by proof taken by
the court at a hearing.Nishimatsu Const Co, 515 F.2d at 1205 n.5. And third,
evidence castill be takerto “establish theruth of any allegation” or “investigate

any other matter” that perhaps was not detailed at length in the complathtR F

Civ. P. 55(b)(2)(C), (D).

On this third point,the Fifth Circuit has approved the use of evidentiary
hearings to “provaip” or“flesh out minimal factual allegationsomthe pleadings.
SeeWooten v. McDonald Transit Assacinc, 788 F.3d 490, 49%00 (5th Cir.
2015). InWooten the courtfirst noted that the plaintiff's complaint satisfied the
low threshold of Rule 8's pleading requiremerits at 500. Then it concluded that
because the plaintiff’'s testimony at the prayehearing “added factual details that
fleshed out his claim,” the heag served a permissible purpose under Rule 55(b)(2).
Id. Thus, “[c]onsidering this evidencm addition to the allegationsn [the
plaintiff's] complaint,” the court found “ample grounds for the entry of default

judgment.” Id. (emphasis added).

> Two differences betweeWwootenand the instant case are worth acknowledging. First,
in Wootenthe question before the cowas whether the trial court abused its discretion in entering
default judgment, whereas here the issue is whether the bankruptcy court abuserkiisrdia
not entering default judgment. Second, WWeotencourt “decline[d] to import Rule 12 standard
into the defaujudgment context,” as the Eleventh Circuit hdsne because a defendant
“ordinarily must invoke Rule 12 in order to avail itself of that rule’s protections.” 788 &t 498
n.3. Still, theTwomblylgbal pleading requirements remaimet sameseeid. at 498 (citingBell
Atl. Corp. v. Twombly500 U.S. 544, 555 (2007)), and to the extent the Eleventh Circuit has
applied a higher standard, this would seem to assuage the bankruptcy court’s congerns eve
further.
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So toohere. The bank’s Complaint included specific factual allegations about
the loan it made to Mr. Strength, tfadserepresentations Mr. Strength made to get
the loan, and the fact that Mr. Strength then defaulted on the loan. (Dd;.&t 7
1-2.) It also included as exhibits the loan documents and Mr. Strength’s financial
statements. (Doc. #3, at 38.) This was more than the “unadornee;dliefendant
unlawfully-harmedme accusation” the Supreme Court decnredshcroft v. Igbal
556 U.S. 662, B8 (2009). It contained enough factual content to “allow([] the court
to draw the reasonable inference that the defendant is liable for the misconduct
alleged.” Id. (citing Bell Atl. Corp. v. Twombly550 U.S. 544, 556 (2007)).

While the bankruptcy courstill was free to hold an evidentiary hearing and
to consider those additional factual details, plausibility remaihedtandard the
court should have appliedevidentiary hearing or nolrhe bankruptcy court abused

its discretion by applying different one.SeeKolawaolg 863 F.3d at 1366.

® The bank also contendsat the bankruptcy court erred by entering judgment for Mr.
Strength even though he was in default, cifingo Fire & Security, LLC v. Alcocdor the
proposition that a court would first have to find “good cause” to vacate the entry of defardt be
denyinga motion for default judgment. (Doc. # 14, at 34-35 (citing 218 F. App’x 860, 864 (11th
Cir. 2007)).) While th&leventh Circuiin Tyco Firedid conclude that the district court’s granting
of the defendant’'s motion to dismiss baseda@mm non onvenienswithout first vacating the
clerk’s default ordewas“internally inconsistent,” this was because a defendant, once in default,
cannot raise certaiproceduraldefenses-such aforum non conveniens218 F. App’x at 864
In contrast, the court explained, a defendant, “even though in default, is stilldetatidlentest the
sufficiency of the complairdnd its allegationso support the judgment being soughid’ at 863
(emphasis added).

Even more tdhe point othe bank’s allegatin of error, thé&leventh Circuit also explained
that “before entering a default judgment for damages, the [trial] court musteetisirthe well
pleaded allegations in the complaint, which are taken as true due to the defaalty state a
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B. Reasonable Reliance Under 11 U.S.C. 8 523(a)(2)(B)

Because it is possible that the bankruptcy court’s application of the wrong
standard was harmless error, it is worth considering in more detail whether the
factual allegations of the Complaitakentogether with evidence from the hearings,
combine to ma& the bank’s allegations plausibly state a claim for relief under 11
U.S.C.8§ 523(a)(2)(A)r (B).

The bankruptcy court was correct in concluding that the bank failed to state a
claim under 11 U.S.C. § 523(a)(2)(A). That section excludes “statement[s]
respecting the dédw’s...financial conditioft—exactly what Mr. Strength
provided. (Doc. # #8, at 3.) The bank does not seem to challengedbtermination
on appeal.

Next, 11 U.S.C8 523(a)(2)(B)provides that an otherwisiischargeabldebt
in bankruptcy is not dischargealiiat was obtained by a statement in writing that
(1) is false, (2) concerned the debtor’s financial condition, (3) “on which the creditor
to whom the debtor is liable for such moneyreasonably relied,” and (4) thiue
debtor made with intent to deceivAs detailed abovehe bankruptcy court found

that the bank met all elements save for reasonable relicanuek there it found that

substantre cause of action and there is a substantive, sufficient basis in the pleaditigs for
particular relief sought.Id. Since this was the inquiry undertaken by the bankruptcy court (albeit
under the wrong standard), it would not have to find good cause to vacate the entry of default to
conclude that entering default judgment would be inappropriate.
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the bank did rely on Mr. Strength’s financial statemdnisthat its reliance was
unreasonable. (Doc. #8, at 4.)

Reasonable relianceonnotes the use of the standardtbg] ordinary and
average person.’City Bank & Trust Co. v. Vann (In re Van®7 F.3d 277, 280
(11th Cir. 1995) This is a factual question determined by the totality of the
circumstances.Collins v. Palm Beach Sa& Loan (In re Colling, 946 F.2d 815,
817 (11th Cir. 1991)Factorsm determining whether conduct is reasonatéide:

o whether there had been previobssiness dealings with the
debtor that gave rise to a relationship of trust;

o whether 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

o whether een minimal investigation would have revealed the
inaccuracy of the debtor’s representations.

Davenport v. Frontier Bank (In re Davenpqr§08 F. App’x 937, 938 (11th Cir.
2013). Additionally, courts often consider the creditgtandard practices, aeilv
as the practices of the industry as a whol8ee4 Collier on Bankruptcy§
523.08[2][d] (Alan N. Resnick & Henry J. Sommer eds., 16th ed. 2B8&@)also
Ins. Co. of N.Am v. Cohn (In re Cohnpb4F.3d 1108, 1117 (3d Cir. 1995).
Sincereasonable reliance is a higher standard than justifiable reljaheczh
applies to fraud under 11 U.S.&£523(a)(2)(A), understanding the latter can shed

light on the former.SeeField v. Mans516 U.S. 59, 74 (1995). “Justifiable reliance
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represerg a compromise between the rigid reasonableness standard and the lenient
actual reliance standard.h re Vann 67 F.3d at 281. As the Supreme Court has
explained, “[jJustification is a matter of the qualities and characteristics of the
particular plaintf, and the circumstances of the particular cagééld, 516 U.S. at
70-71 (quoting Restatement (Second) of Torts 8§ 545A (1976)). In contrast,
reasonableness is the “application of a community standard of conduct to all cases.”
Id. at 71. Thus, undethe justifiable reliance standamperson who buys a piece of
land from a seller who says that the land is free of encumbrancpstaably rely

on that representation, even if “[the buyarlild have walked across the street to the
office of the register of deeds in the courthouse and easily have learned of an
unsatisfied mortgage.’ld. at 70 (internal quotation marks, citation, and alteration
omitted). But such reliance, while justifiable, might not be reasonable.

Here, the bankruptcy court found that the bank’s reliance on Mr. Strength’s
financial statements was unreasonable. As the bankruptcy court putatdiaary
person would not have made an unsecured loan of this size [$24,416] on the
borrower’s bare assertion that he owned $1 million in unencumberedstass.”

(Doc. # 78, at 5.) The bankruptcy court explained that an ordinary person would be
suspicious of the incomplete information Mr. Strength provided, the blanle$the

in Schedule C asking for the details of his real estate assets, the suspicious nature of

the $1 million numberand the incongruence between his listed salary and the
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amount of real estate he purported to owkccordingto the bankruptcy court, a
reasonable person would have conducted an independent investigation of the claims
made on the financial statements before loaning Mr. Strength the money. Since the
bank did not do this, the bankruptcy court concluded, its reliance was not reasonable.
(Doc.# 7-14, at 219.)

It is certainly true that these findings might preclude the bank from recovering
at trial under a preponderance of the evidence standiartthat was not the query
before the bankruptcy court. Instead explained abovehe questionfor the
bankruptcy court was simplyhether the bank hadiewn that it wagplausible(in
the Rule 12(b)(6) meaning) that its reliance was reasonableat application
changes everything.

For instance, at the first evidentiary hearing, Cynthia Joiner, the vice president
of collections and special assets at the bank, testified that the bank typically takes
the financial statements at face value, even when incomglete. # 711, at 9.)

Then, at the second heariid,.. May, the former loan officer and-house counsel,
applied the standards of the industry to conclude thaBiength’s loan application
and financial statementgerestrong, “particularly for a $24,000 loan.” (Doc. # 7
18, at 10.) This was in part because, while he had seen plgrgpe “inflate the

value of their real estate holdings/t. May could not recall “anybody completely

lying” about such assetsand if the assets wesmply inflated, then there likely
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would have been enough collateral to attach to make the loan wdghwBoc. #
7-18, at 10.) And finally, as the bankruptcy court acknowledged, the evidence
showed that there is a sliding scale for how much investigation the reasonable person
would undertake contingent time size of the loanTo use thé&ield examplewhile
a person might walk across the street to the courthouse to learn of arsfigt
mortgage, he might netalk across towsn-or take a train across the stat® do the
same Cf.516 U.S. at 741t would depend on the value of the property and the cost
of conductinghedue diligence. Thus, it is plausible to expect less investigation for
smaller loans, such as Mr. Strength(Boc. # 718, at 2325.)

Taken all togethert still might bethat the bankruptcy court’s determination
of what the reasonable person would do was correct under the eviglstdraaard
it applied. Yet it is neverthelesplausible given the factual allegations in the
Complaint and the testimony at the two evidentiary hearings, that the bank’s reliance
was reasonable.That is all that is required in an uncontested default judgment
hearing.

V. CONCLUSION

The bankruptcy court abused its discretion by applying the wrong legal
standard to the bank’s motion for default judgment. Because there was evidence
that showed the bank’s claim under 11 U.§623(a)(2)(B) was plausibldghe

bankruptcy court’s judgmeifior Mr. Strengthconstituted reversible error.
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Accordingly, it is ORDERED that the bankruptcgurt’'s August 8, 2016
judgment is REVERSED and that this action is REMANDED to the bankruptcy
court for an entry oflefaultjudgment in favor of AppellandSAmeriBank The
bankruptcy court is free to take additional evidence to determine the amount of
damages, in accordance with Rule 55(b)(2)(B). It should also keep in mind that
recovery cannot exceed that which was demanded in the pleadings. Fed. R. Civ. P.
54(c) (“A default judgment must not differ in kind from, or exceed in amount, what
Is demanded in the pleadings.tf, supranote 2 (highlighting difference between
what the bank requested at the evidentiary hearing and whated s its
Complaint).

DONE this 20thday ofOctober 2017

/s/ W. Keith Watkins
CHIEF UNITED STATES DISTRICT JUDGE
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