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INTHE UNITED STATESDISTRICT COURT

FOR THE WESTERN DISTRICT OF VIRGINIA
LYNCHBURG DIVISION

ROBERTM. JOHNSON, CAaseNo. 6:12-cv-00065
Appellant,

V. MEMORANDUM OPINION

JOHN THOMAS DOWLING
Appellee. JUDGE NORMAN K. MOON

Appellant Robert M. Johnson (“Johnsdiias appealed a decision of the U.S.
Bankruptcy Court for the Western District ofrfinia in an adversary proceeding in which
Johnson sought to have a debt owed tolhymAppellee John Thomdowling (“Dowling”)
declared non-dischargeablEor the following reasons, | witkverse the opinion of the
Bankruptcy Court and entarxggment in favor of Johnson.

.

Johnson is a semi-retired homebuilder who spent thirty years in that business. He met
Dowling in 2004 and they became friends. In early 2008, Dowling approached Johnson and
asked him to make a loan to Dowling Entermjdd_C (“Dowling Enterprses”) in the amount of
$150,000. At the time, Dowling and his wife med 66.239% of Dowling Enterprises, which
was a real estate development companydhaied land in Chesterfield County on which a
carwash was located and operated by Cheste@atdVash Company, LLC (“Chesterfield Car
Wash”). Dowling was member of Chesterfi€ldr Wash, which leased the land from Dowling
Enterprises. In January 2008, Temka Valley Bank (“TVB”) held aecurity interest in the land

securing a debt owed by Dowling Entegas in the approximate amount of $2,000,000.
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When Dowling requested the loan from Jamshe represented that the loan proceeds
would be used to make a down payment onreaiceparcel of real estate that Dowling
Enterprises wished to purchase for the constnof a second car wash. He also represented
that Dowling Enterprises would be able to refayloan within 60 days because a lender, Alpha
Omega Financial Corp. (“Alpha Omega”), hadesgt to refinance the note held by TVB in a
transaction that would result ancash payment to Dowling Enpeises. Relying on Dowling’s
representations, Johnson made the requé&4dte@,000 loan on February 1, 2008. The resulting
debt was evidenced by a “Deed of Trust Na@etl was secured by a lien on the original car
wash land. Dowling signed the Deed of Trust Nwtebehalf of Dowling Eterprises and also as
guarantor. The terms of the note provided thawlidg Enterprises was to repay the loan in full,
plus interest of $15,000, on April 2, 2008. If the debt was unpaid as of that date, Dowling
Enterprises was to make the interest payroéft5,000, and interest walihccrue at an annual
rate of 18% and be payable monthly, watimcipal and interest payable on demand.

On the same day that Johnson maddaie, Dowling Enterprises paid $21,500 to H&B
Associates, Inc. (“H&B”) to pay down a preisting debt secured by a second-priority lien on
the original car wash land.h8rtly thereafter, Dowling purched a $50,000 equity interest in
Dowling Enterprises held by Bruce Grigg3owling also used $15,000 to pay a pre-existing
debt Dowling Enterprises owed to Ameridaxpress. Finally, thbalance of the loan
proceeds—approximately $64,000—was transferrechiesterfield Car Wash for “operational
purposes.” The Alpha Omega loan never clpaed Dowling Enterprises never received any
money from Alpha Omega. Nor did Dowling Entesps purchase the real estate parcel that

Dowling had represented the company intenddaltoin order to operate a new car wash.



Dowling stated that the purchase did not odmoause a bidding war drove up the price of the
parcel and because he learned obpgms with road access to the site.

Ultimately, Dowling was unable to timely yp#éhe debt arising under the Deed of Trust
Note. As of April 2, 2008, Johnson had received no payments towards the loan. On May 1,
2008, Dowling made a $15,000 payment, and he made additional payments in May, July,
August, and December 2008, and a final payment in January 2009. The total amount of these
payments was $28,950. Although Dowling Entergridefaulted on the Deed of Trust Note,
Johnson did not foreclose on the original car wasld because he could not afford to pay the
TVB debt. Dowling ceased operating Dowlingt&prises in August 2010, and he transferred
his interest in the entity to his wife in Felary 2011. Dowling Enterprises entered Chapter 11
bankruptcy, and the original car wash land wag & an amount that was insufficient to pay
off the TVB first deed of trust. Consequentlohnson did not receive any money from the sale
of that land.

On November 13, 2009, Johnson obtained & st@trt judgment in the Virginia Beach
Circuit Court against Dowling and Dowling temprises in the amounf $175,987.50 plus costs
and interest at the rate 8% per annum. Dowling filed bankruptcy péton initiating a
Chapter 7 case on January 6, 2012. Johnsonitadrah adversary complaint seeking to have
the debt arising under the DeefdTrust Note declared non-dischargeable, and the U.S.
Bankruptcy Court entered judgment ivéa of Dowling. Johnson appealed.

.

In reviewing a decision of a bankruptcy coar district courteviews the bankruptcy

court’s findings of fact for cleaerror and corlasions of lawde novo. Terry v. Meredith (Inre

Meredith), 527 F.3d 372, 375 (4th Cir. 2008) (citiKgelisch v. Educ. Credit Mgmt. Corp. (Inre



Kielisch), 258 F.3d 315, 319 (4th Cir. 20013¢e also Fed. R. Bankr. 8013. A finding of fact is
clearly erroneous if, after review tife record, the reviang court is left with a firm and definite
conviction that an error has been committ&tkein v. PepsiCo., Inc., 845 F.2d 76, 79 (4th Cir.
1988).

[1.

A.

Johnson brought his complaint under 11 U.8.623(a)(2)(A), (a)(4)and (a)(6), which
provide for exceptions to the general rule permitting the discharge of debts in bankruptcy. He
claims that the bankruptcy court erred as a maftiw in its interpretation of § 523(a)(2)(A).
Section 523(a)(2)(A) provides that:

A discharge under section 727, 1141, 1228(@p8(b), or 1328(b) of this title

does not discharge an individual debimm any debt . . . for money, property,

services, or an extension, renewal, or refinancing of credit, to the extent obtained

by . . . false pretenses, a false repnéstion, or actuafraud, other than a

statement respecting the debtor’'saarinsider’s fnancial condition.

The bankruptcy court considerdte exception first, concludehat it did not apply, and
proceeded to analyze the issue of fraBee Johnson v. Dowling (In re John Thomas Dowling),
No. 12-60031, at 9-10 (Bankr. W.D. Va. 2012).

Section 523(a)(2)(A) does not give riseaatbindependent causéaction, but rather
“only provides that a claim for fraud founded oheatapplicable law may not be discharged in
bankruptcy.” Id. at 10. Thus, a plaintiff must protlee common law elements of frauidl. The
bankruptcy court stated that:

To prevail on a claim for actual fraud umdection 523(a)(2)(A)a creditor must

prove each of five elements: (1) that thétde made a representation; (2) that at

the time the representation was made, the debtor knew it was false; (3) that the
debtor made the false representation \thin intention of defrauding the creditor;

! Johnson does not challenge the bankruptcy court’s decision regarding § 523(a)(4) or § 523(a)(6).
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(4) that the creditor justifiably reliedpon the representation; and (5) that the
creditor was damaged as the proxienadsult of the false representation.

Id. at 11 (citingFoley & Lardner v. Biondo (Inre Biondo), 180 F.3d 126, 134 (4th Cir. 1999);
MBNA Americav. Smos (Inre Smos), 209 B.R. 188, 191 (Bankr. M.D.N.C. 1997)). The court
found that it could resolve thase on the third elemenin re Dowling, at 11.

The bankruptcy court concludé¢hat “[ijn determining whether a debtor possessed
fraudulent intent, the question is whetherdiebtor subjectively itended to defraud the
creditor.” Inre Dowling, at 12 (citingRembert v. AT& T Universal Card Services, Inc. (Inre
Rembert), 141 F.3d 277, 281 (6th Cir. 199&)itibank (SD.), N.A. v. Eashai (In re Eashai), 87
F.3d 1082, 1090 (9th Cir. 1996)). “A debtor suklijesly intends to defrad a creditor when he
in bad faith incurs a debt with the knowledfat the debt is dikely to be repaid.ld. (citing In
re Rembert, 141 F.3d at 281)Furthermore, “[e]xistence of fraud under Section 523(a)(2)(A)
may be inferred if the totality of the circurastes presents a picture of deceptive conduct by a
debtor which indicates he intended to deceive or cheat a creditbat 13 (citinginre
Schmidt, 70 B.R. 634, 640 (Bankr. N.D. Ind. 1986)). Tdwart ultimately stated that in order to
prove subjective intention to dafrd, Johnson had to prove tRaiwling “intended, at the time
the parties executed the Deedlofist note, to default ondpayment obligation under that
note.” Id. at 12-13. After analyzing the facts sumding Dowling’s representations concerning
the commitment letter from Alpha Omega and the planned purchase of land to serve as the
location for a new car wash, the court conctuttet, although the geton was a close one,
Dowling did not intend to deceive Johnson when he made these two representdtians7.

As an initial matter, althougime bankruptcy courtentified five elenents required to
prove fraud, the Fourt@ircuit’s decision inn re Biondo identifies only four“(1) a fraudulent

misrepresentation; (2) that inducasother to act or refrain froacting; (3) causing harm to the
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plaintiff; and (4) the plaintiff's justifiable tnce on the misrepresentation.” 180 F.3d at’134.
Thus, the inquiry in this case should fesmn whether the debtor made “a fraudulent
misrepresentation,” which is “a misrepreseotabf fact, opinion, intention or law for the
purpose of inducing another to act oréérain from action in reliance upon itl't. (quoting
Restatement (Second) of Torts 8§ 525 (1976))gaRdless of whether you cast the inquiry in
terms of five elements oofir, proof of the intent toeteive appears to be requiresbe Rimal v.
Wibisono (In re Wibisono), 412 B.R. 747, 755 n.2 (D. Md. 2009) (stating that “the intent to
deceive is akin to the intent to induce t¢’acJohnson himself ackndedges that a plaintiff
seeking to have debts declaremh-dischargeable “must also praaéent to deceive;” he simply
argues that the bankruptcy coudrfred the issue too narrowly.

The bankruptcy court held that “a plaintiff mysbve that the debtor intended to breach
the contract at the time the contract is made.fe Dowling, at 12. In imposing that
requirement, the court relied émre Rembert andin re Eashai. But both of those cases
addressed credit card debts, which requirdfardnt type of analysis; as the courtfirre
Eashai, 87 F.3d at 1087, recognized, “[m]any codrése acknowledged thatedit card debts
are different from other types of debts which diseharged for fraud.” Because the act of using
a credit card “represents either an actuatmuiied intent to repay the debt incurreth’re
Rembert, 141 F.3d at 281, bankruptcy courts dealirtp credit card debt focus “solely on

whether the debtor maliciously and in bad faitturred credit card dehtith the intention of

2 The bankruptcy court’s identification of five elements is consistent with at least one unpublished Fourth Circuit
decision thapost-datedn re Biondo, see Lind Waldock & Co. v. Morehead, 1 F. App’x 104, 107 (4th Cir. 2001)

(listing five elements required to prove fraud)wasl as a district court decision in MarylanBiee Colombo Bank,

F.SB. v. Sharp, 477 B.R. 613, 619 (D. Md. 2008) (same). In general, however, district courts in the Fourth Circuit
appear to examine fraud claimsngsthe four-element frameworl&ee, e.g., Miller v. Cigna Ins. Co., 311 B.R. 57,

61 (D. Md. 2004).
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petitioning for bankruptcy and avoiding the debitd: (quotingAnastas v. American Savings
Bank (In re Anastas), 94 F.3d 1280, 1285-86 (9th Cir. 1996)).

By contrast, when dealing with fraudulentsnapresentations in the context of other
types of loans, courts have focused not sadelyvhether the debtortended to default and
avoid repaying the debt by tening bankruptcy, but rathen whether the particular
misrepresentations were frauduldre., false with the intention to mislead. For example, in
Longo v. McLaren (Inre McLaren), 3 F.3d 958, 963 (6th Cir. 1993)e debtor represented to
the plaintiff creditor tat he would use the plaintiff’'s inggment in a general partnership to
purchase a shopping center. The debtor did nebdand instead used the money for unrelated
purposes.ld. The bankruptcy court held that his repentation constituted fraud and therefore
the liability was non-dischargeable under 8 32@)(A), and the Sixth Circuit affirmedd.

Similarly, the debtor iMMerchants National Bank & Trust Company of Indianapolis v.
Pappas (In re Pappas), 661 F.2d 82, 84-85 (7th Cir. 1981), regented to a bank from which he
borrowed money that he would use the loan proceeds to purchase real estate, but he did not and
instead used the funds for otherpases. The court held that “umdie facts of tts case, that
where the bankrupt is entrusted with monepeaised for a specific purpose, and he has no
apparent intention of using the money for that purpose, then a misrepresentation clearly exists
upon which a debt can be properly held non-dischargealdedt 86. In other words, even if
the debtor had no intention to default and futiended to repay a loahe could still commit
fraud by misrepresenting how he intended tothedoan proceeds. The Seventh Circuit held
that the bankruptcy court’s conclusion that dedtor made intentionally false representations

with the intent to deceive was not clearly erronedds.



Finally, inFensick v. Segala (Inre Segala), 133 B.R. 261, 264 (Bankr. D. Mass. 1991),
the debtor requested funds from the plaintiffs tiesaid he would use to work on a construction
job. The court stated &t “[i]f funds are deemed to habeen entrusted to the debtor for a
specific purpose, the debtorregarded as impliedly represemgihis intention to use the funds
accordingly. Failure to use the funds wouldeb@ence of a misrepresatibn of that intent
under 8 523(a)(2)(A).”ld. Under the standard that the bankcy court used in this case—that
proof of intent to deceive required a showing thatdebtor intended to breach the contract at
the time he signed it—none of the misrepresentatin these cases would have been sufficient
to constitute fraud, as long tee debtors subjectively intendempay the money back. These
cases make clear that a borrower may make agtsament with the intent to deceive in order
to obtain a loan without intendirtg default on that loan.

Consequently, I find that the bankruptcy caamred in its interpretation of 11 U.S.C. §
523(a)(2)(A). Specifically, | conclude that § 5282)(A) does not requara creditor to prove
that the debtor intended to default at the timénbars the debt. While such proof would of
course be sufficient to make out a case of frawthaaving of intention to default is not required
to prove fraud. Instead, Johnson need only shatvDowling’s representations regarding how
he intended to use the loan proceedstasdource of repayment were fraudulent.

B.

Johnson also argues that the bankruptcy c¢oade two findings of fact that constituted
clear error: (i) the finding thafm]oney . . . is fungible and #grefore it cannot necessarily be
concluded that the funds used to pay H&B arpgenses of the business were taken from the
Loan Funds;” and (ii) the finding that the pastegreed to a repayntesthedule after Dowling

defaulted. After reviewing the record, | coraduthat both of these findings are clearly



erroneous. Documents entered into evidenteahiand testimony by witnesses, including
Dowling himself, conclusively demonstrate that the money to pay H&B and other business
expenses did in fact come frdhe loan funds, and that the pestdid not agree to a repayment
schedule.

The bankruptcy court is of cae correct that money is fungible, and in general it can be
difficult to determine whether a specific sourcarainey was used to pay a specific debt or
make a specific purchase. In this case, however, Dowling admitted at trial that he used the
money he borrowed from Johnson to pay downpaisge debt owed to H&B and to pay other
expenses related to his business. Plaintiff’'s counsel specifically asked Dowling whether he used
the money Johnson loaned him to pay down théHi&bt, and Dowling testified that he did.
Furthermore, in his response brief, Dowling makledged that he “plainly conceded that he
used the proceeds from Johnson’s loan to pay down debt and to attempt to keep his business
operating.” Thus, | find that theankruptcy court’s factual findg to the contny was clearly
erroneous.

The bankruptcy court alsodind that after Dowling defaulleon the loan, “the parties

agreed to a repayment schedule under which tioBeor Dowling Enterprises, would pay the

% The trial transcript shows at leas instances where Dowling admitted using money loaned to him by Johnson to
pay the H&B debt:

Q Now, you ended up making a partial pay off to H&B; is that correct?
A Yes,sir.

Q But you used Mr. Johnson’s money to do it, didn’t you?

A Yes, | did.

Trial Tr. 42:23-43:1.

Q And this promissory note was to take into account the balance owed to H&B as of F2b0saafter you
had made a significant payment, correct?

A Yes,sir.

Q A payment using the money you had borrowed from Mr. Johnson

A Yes,sir.

Trial Tr. 44:14-20.



Plaintiff $15,000.00 on April 2, 2008, and $2,250.00 per month thereaftere Dowling, at
16-17. To support this finding, the court citediftiff's Exhibit 2, which is a table listing
interest periods, due dates, amount due, date paid, amount paideftarfd balance due.
Nothing on the face of the document indicates ithata “repayment schedule” agreed to after
the default. In fact, at trialohnson testified that the table veasply a spreadsheet he used to
track payments he received from Dowling. Tiial 15:9-17. In addition, at oral argument on
this appeal, Dowling’s counsebnceded that there was no pdetault agreement regarding a
repayment schedule. Instead, the due dates aodrasnpayable listed iBxhibit 2 were simply
those agreed upon during the initigotiation of the loan. Accordingly, | conclude that the
bankruptcy court’s finding that the partiesegd to a “repayment schedule” was clearly
erroneous.

C.

Since the bankruptcy court held that itilcbresolve this casen only one element of
fraud, the question remains whatldehnson proved all of the elents of fraud. Applying the
correct legal standard to thacts on the record, | conclude tBathnson has proven that Dowling
obtained the loan through fraudal misrepresentations, and #fere Dowling’s debt owed to
Johnson is not dischargeable under 11 U.S523a)(2)(A). As disassed above, to prove
fraud in order to have debts declared nondisgeable in bankruptcg, plaintiff must prove
four elements: “(1) a fraudulent misrepresentat{@hthat induces anoth&s act or refrain from
acting; (3) causing harm to the plaintifica(4) the plaintiff's justifiable reliance on the
misrepresentation.n re Biondo, 180 F.3d at 134. Based on the documents and testimony

presented at trial, | find that Jolamshas proven all four elements.
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With respect to the first element, | findattDowling made a fraudulent misrepresentation
when he told Johnson that he intended to use the loan proceeds to make a down payment on a
parcel of land. As discussed above, courtsultiple jurisdictions have found that
misrepresentations as to the intended udarafs can constitute fraud under § 523(a)(2)(8ge
InreMcLaren, 3 F.3d 958|nre Pappas, 661 F.2d 82tnre Segala, 133 B.R. 261. The evidence
strongly suggests that Dowling’spresentation about the intendes# of the loan proceeds was
fraudulent. Most significantl Dowling never used any of the loan funds to make a down
payment on real estate. While he claims heafailed to do so because of problems with the
parcel he intended to purchases timeline of his actions beliégs explanation and suggests that
he knew at the time he made the represent#timihe would use the funds for other purposes.
The very day Dowling signed the Note, hedi$21,500 of the loan proceeds to pay down a
different debt. Shortly thereafter, he used $1510Qfay a debt owed to American Express and
another $50,000 to acquire for himself the owhigrinterest of anotlremember of Dowling
Enterprises. He used the rest of the fuledshe Chesterfield Carash’s general operational
purposes. Dowling had mentioned none of thesenpial purposes when he negotiated the loan
with Johnson.

The evidence also shows that Dowling madeaudulent misrepresentation when he told
Johnson that he was about to close on a largertlwat would be sufficient to repay the loan
from Johnson. Perhaps the strongest evidenadrafidulent misrepresentation is that Dowling
never did close on the largiean that he claims he expected to receive from Alpha Omega. In
addition, although Dowling claimed that hedhv@ceived a commitment letter from Alpha
Omega, he was unable to produce any such |eTtee. only documentation of the alleged loan is

a closing statement dated January 26, 2008ctbatly indicates any loan was “still under
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negotiation.” Moreover, according to the closing statement, the amount of funds that would go
to Dowling as borrower, was only $107,464.52, well short of the amount that would be required
to repay the loan from Johnson. Dowling lackeasonable basis to make the representation
that he did, and he misrepresented his actudi@oso Johnson. Therefe, | find that this
representation was also fraudulent.

The second element of fraud is whether therepresentation induceshother to act or
refrain from acting. The undispd evidence shows that Johnson relied on both representations,
see Trial Tr. 12:14-18, 13:3-7, and he testified thatt for these two misrepresentations, he
would not have made the loaBee Trial Tr. 12:19-21, 13:8-10. Jolorsexplained that without
assurance that the loan moneguld be used to make a down pamhon real estate, which he
viewed as a “secure investment,” he would haweried that Dowling was suffering from “cash
flow problems.” Trial Tr. 12:23-13:1. Johnsalso explained why Dowling’s representation
about the Alpha Omega loan was importartito in deciding whether to make the loan,
testifying that parting with thatmount of money imposed a hardship on him and that he was just
trying to help out a fried. Trial Tr. 13:12-18.

These explanations help prove the fourth elenof fraud, justifial@ reliance. Johnson,
who had known Dowling for years and called hifniend, was presented with a plan to expand
the carwash business that he knew Dowling opéramwling gave him specific assurances of
how he would use the money and how he waqalg it back. | find tat Johnson’s reliance on
Dowling’s representations was reasonable and jaist#. Finally, the third element of fraud is
easily proven. Had Dowling not made theuftalent misrepresentations, Johnson would not
have loaned him the money. Johnson has bgeidrenly a fraction of what he is owed, and

therefore has clearly suffered financial harsma result of Dowling’s misrepresentations.
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V. CONCLUSION
For the foregoing reasons, | will reverse the decision of the bankruptcy court and enter
judgment in favor of Johnson. An appropriate order accompanies this memorandum opinion.
The Clerk of the Court is heby directed to send a cemridl copy of this memorandum

opinion and the accompanying order to all counsel of record.

Entered this25t h day of February, 2013.

A otssrae /f’r S eovr”
NORMAN K. MOON
UNITED STATES DISTRICT JUDGE
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