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MEMORANDUM DECI SI ON, FI NDI NGS OF FACT,
CONCLUSI ONS OF LAW AND ORDER

Thi s adversary proceedi ng was comenced by the filing of a conpl ai nt
by Betty Elliott ("Plaintiff") against Daniel W Kl ein, al/kl/ia Oficer and
Shareholder in K ein Builders, Inc. and Bobbie J. Klein ("Debtors"), the
Def endants herein. Plaintiff's Conplaint seeks a deternination that the Debtors
be deni ed a discharge in bankruptcy as to a debt owed to Plaintiff which arose
out of a loan made by Plaintiff to the Debtors in Novenber of 1988 in the
original sum of $I8, 000.

Atrial of this adversary proceedi ng was held on Cctober 9, 199l at
Utica, New York after which the Court reserved decision. Counsel for both

parties filed post-trial nenoranda of |law and the natter was finally submtted



on Novenber 5, |99l

JURI SDI CTI ONAL STATEMENT

The Court has jurisdiction over the parties and the subject matter
of this core proceeding by virtue of 28 U S.C. 881334(b) and I57(a), I57(b)(l)
and (b)(2)(I)

FACTS

On Cctober 14, 1988, the Debtor, Daniel W K en ("D Klein"),
contacted Ronald Sirota ("Sirota"), a certified financial planner, then enpl oyed
by Strategic Financial Planning, Inc., Syracuse, New York, and requested that
Sirota |locate a source from which D.Klein could obtain a loan in order to
consol i date Debtors' short term debt. D.Klein advised Sirota that he would
secure any such loan with a nortgage on his home at 7720 Ensign Circle,
Li ver pool, New York. D.Klein presented Sirota with a witten statenent of
Debtors' nonthly i nconme and expenses, as well as a proposal to obtain a | oan of
$15,000. (See Plaintiff's Exhibits 8 and 9).

Sirota then contacted the Plaintiff, who had been a client of
Sirota's for approximately two years prior to October of 1988. Sirota advised
the Plaintiff that he had a potential |oan transaction that woul d i ncl ude a high
rate of interest over a short term with a balloon paynent. Sirota al so inforned
Plaintiff that the |loan would be secured by equity in a house and provided
Plaintiff with a profile of the Debtors.

Inlate Cctober 1988, and after phone calls to both the Plaintiff and
D.Klein, Sirota net with Plaintiff in his office and reviewed the specifics of
the loan, including the security.

Fol I owi ng further di scussions in which D.Kleinrequested that Sirota
obtain an increase in the ambunt of the loan to $20, 000, and offered to provide
addi tional security in the formof a lien on his truck, Plaintiff agreed to an
increase of the loan to $I 8,000 and a cl osi ng date was set for Novenber |8, |988.

Sirotatold DKleinthat it would be D.Klein's responsibility to pay



the Plaintiff's attorney's fees in connection with the preparation of the | oan
closing docunments. D.Klein indicated that he did not wish to pay Plaintiff's
attorney's fees, but that he woul d have his own attorney handl e the transaction
at a lesser fee than it would cost Plaintiff to have it done.

At the | oan cl osing on Noverber |8, 1988, which was attended only by
D.Klein, Sirota andthe Plaintiff, Sirota introduced Plaintiff to D. Kl einfor the
first tinme and then reviewed a prom ssory note which D. Kl ein had produced. (See
Plaintiff's Exhibit 2A). Sirota subsequently filled in certain blanks in the
note to include the Plaintiff's name and address, the anobunt of the note, the
mont hly paynment and the date on which paynents would be due. Sirota al so added
a provisionto the note, in his handwiting, regarding fluctuations in the share
price of Plaintiff's rmutual fund fromwhi ch she had obtained the $I8,000. Both
D.Klein and Plaintiff initialled the additional provision

Al so at the closing, Sirota prepared a second note whi ch he intended
woul d be nore binding than the note prepared by D.Klein. It contained generally
the same repaynent terns, but made no reference to any security and did not
contain any terns regarding price fluctuation in the share price of Plaintiff's
mutual fund. (See Plaintiff's Exhibit 2B).*

Sirota questioned D. Klein at the closing regardi ng the whereabouts
of the remai ni ng docunents needed to effect the nortgage on his home and the |ien
on his truck. D.Klein told Sirota "it was going to get done". At trial,
Plaintiff recalled joking with D.Klein that if he defaulted on the | oan she woul d
get his house, but did not wish to acquire his wife and children. The notes were
t hen executed by D.Klein and Plaintiff delivered her check in the sumof $I 8, 000.
Sirota testified that he also effected Iife insurance coverage on bot h Debtors,

with the policy made payable to the Plaintiff. (See Plaintiff's Exhibit 6).7

! The note prepared by Sirota referenced a principal anount

of $I 8,005, which Sirota indicated was $5.00 nore than the note
prepared by D.Klein to cover what he thought would be sone type of
filing fee.

> Sirota acknow edged on cross-examni nation that D.Klein paid

hima fee of $l,375.00 for the |oan transaction and he was al so
paid a conm ssion on the life insurance.



On Novenber 23, 1988, Sirota wote a letter to D.Klein referencing
the "Betty Elliott |oan" and rem nding D.Klein that he had agreed to have his
attorney prepare the nortgage docunents in order to keep his costs down and t hat
he should i mediately forward the docunents directly to Plaintiff. The letter
also referred to "the status of the UCC| filing for your Ford Bronco". (See
Plaintiff's Exhibit 7).

Sirota later testified that he called D. Klein on at |east two
occasions in late Novenber and Decenber following the Novenmber 23rd letter
inquiring as to the whereabouts of the necessary docunents, and each tine he was
told by D.Klein that he was "working onit" or "it was getting done” or "it would
be done"”. Sirota did not thereafter receive or becone aware of D. Kl ei n produci ng
any cl osing docunents, to include any second nortgage on his horne.

Debtors apparently claimed a deduction on their 1988 inconme tax
return attributable to the interest paid on Plaintiff's note during that year
(See Plaintiff's Exhibit 11).

Foll owi ng the closing, Debtors nmade their nmonthly paynents to the
Plaintiff on a tinmely basis for approxinately two years through Septenber of
1990. At notime during that period did Plaintiff contact the Debtors and demand
the production of a second nortgage on Debtors' residence and/or a lien on
D.Klein's truck. Infact, Plaintiff also waived the requirenent in the note that
the loan be paidin full "at the end of one (I) year". (Plaintiff's Exhibit 2A).

In Cctober 1990 Debtors defaulted in the paynents on Plaintiff's
note, leaving a principal balance then due Plaintiff of $13,166, on which
i nterest has since accrued to the date of trial. (See Plaintiff's Exhibit 3).

On Cctober |, 1990, the Debtors sold their residence at 7720 Ensign
Circle, Liverpool, New York and netted approxi mately $l 6,000 fromthe sale, but
no part of the sale proceeds were used to pay the Plaintiff's note. At the tine
of the sale of the Liverpool property, D.Klein had been out of work since June
| 990. On Decenber 18, 1990, Debtors filed a voluntary petition pursuant to
Chapter 7 of the Bankruptcy Code (Il U S.C. §8101-1330) ("Code") in which they

listed the Plaintiff as an unsecured creditor in the sum of $13, 166. 00.




ARGUMENTS

Plaintiff argues that the Debtors' fraudul ent intent nust be i nferred
fromtheir pattern of deceptive conduct. She refers to D . Klein's execution of
the prom ssory note containing an express grant of collateral security in the
formof a second nortgage on Debtors' residence and a lien on his notor vehicle.
She asserts that Debtors knew that Plaintiff relied upon this formof security
in making the loan to themand that in considering nondi schargeability under Code
8523(a)(2)(A), the reasonabl eness of that reliance is not a necessary el enment of
pr oof .

Plaintiff contends further that D.Klein's refusal to pay for
Plaintiff's attorney's fees, while representing that he woul d obtain counsel to
prepare the necessary docunentation, his sophistication regarding nortgage
security gained fromhis experience as a residential honme builder, as well as the
Debtors' ultimate sale of their residence and dissipation of the net proceeds
wi t hout paynment to Plaintiff, all support a finding of fraudul ent intent which
est abl i shes a cause of action under Code 8523(a)(2)(A).

Finally, Plaintiff postures that usury is neither a defense nor a
counterclaimthat the Debtors may assert, since D.Klein was hardly a desperate
borrower being taken unfair advantage of by an unscrupulous lender. Plaintiff
al so argues that Debtors actually set the interest rate and that due to D.Klein's
signi ficant experience inreal estate transactions involving nortgage financing,
they are estopped from asserting the usury defense.

The Debtors argue that D.Klein had only just begun his honme buil di ng
busi ness when he approached Sirota in an effort to find a | ender who would | end
Debt ors enough noney to pay off their short termdebt. Debtors deny that they
had any prior experience with nortgages other than the one they obtained to
purchase their hone.

Debtors assert that they were willing to pay a |4%rate of interest
and to secure the loan with a second nortgage on their home. They argue that it
was the Plaintiff who insisted, through Sirota, on an |8%rate of interest and
additional security in the formof alien on D.Klein's truck

Debt ors acknowl edge that while Sirota did contact D.Klein by letter



and phone shortly after the closing regarding the necessary docunentation,
Debtors generally nade paynments over approximately the next two years w thout
Plaintiff or Sirota ever maki ng any further demands for the nortgage and/ or truck
l'ien. Further, Debtors point out that neither party to this transaction was
represented by an attorney and that no one suggested del aying the | oan cl osing
due to the lack of necessary docunentation. Debtors further assert that
Plaintiff waived paynment in full of the loan at the end of the first year as
required by the note and allowed Debtors to continue nmaking regular nonthly
paynent s.

Finally, Debtors allege that they failed to pay off the | oan from
Plaintiff when they sold their residence, because D. Kl ei n had been unenpl oyed f or
several nmonths and they didn't have any noney. However, Debtors' petition and

schedul es indicate that they reinvested the net sale proceeds in a new house.

DI SCUSSI ON

As Plaintiff correctly observes, her burden of proof is one of a
preponder ance of the evidence rather than the cl ear and convi nci ng standard whi ch
was generally applied to Code 8523(a) actions prior to the United States Suprene

Court decision in Gogan v. Grner, Il S . C. 654, 660 (1991).

While it is obvious that Plaintiff seeks to bar the dischargeability
of the debt due her, it is not clear fromthe Conpl ai nt whi ch subsecti on of Code
§523(a) the Plaintiff actually relies on

A review of the adversary proceedi ng cover sheet (B-104) indicates
that Plaintiff's cause of action relies upon Code 88523(a)(2)(4) and (6), while
Plaintiff's oral argunents and proof at trial, as well as her Menorandum of Law,
l[imts the statutory basis of her action to Code 8523(a)(2)(A). Thus, the Court

views Plaintiff's Conplaint as one based only upon that provision of the Code.

® At the conclusion of trial both parties stipulated that the

Court could take judicial notice of the Petition and Schedul es
filed by Debtors. See Statenent of Affairs, Item 12.



In order to establish a basis for nondischargeability of a debt
pursuant to Code 8523(a)(2)(A), the Plaintiff nust establish: (I) that Debtor
made a representation to her; (2) that the representati on was knowi ngly fal se or
was made with reckless disregard for its truth; (3) that Debtor nmade such fal se
representation with an intent and purpose to deceive Plaintiff; (4) that the

Plaintiff reasonably relied onthe representation and (5) the Plaintiff sustained

a loss as a result of the representation having been nmade. See Cal gagho V.
Ezell, 112 B.R 146 (E.D.La. 1990); In re Nahas, 92 B.R 726 (E.D.Mch. 1988);
Inre Tesnetges, 86 B.R 21 (E.D.N. Y. 1988); Inre Shaheen, IIl B.R 48 (S.D.N. Y.

1990); Inre Gans, 75 B.R 474 (Bankr. S.D.N. Y. 1987); In re Wod, 75 B.R 308
(Bankr. N.D.N. Y. 1987).
The Plaintiff is required to establish actual fraud rather than

implied fraud. See In re Smth, 98 B.R 423 (Bankr. C.D.Ill. 1989); In re

Scoqgins, 52 B.R 86 (Bankr. N.D.Ala. 1985); In re Haas, 29 B.R 566 (Bankr.
MD.Fla. 1983); Inre Barrup, 37 B.R 697 (Bankr. D.Vt. 1983); In re Wodhull,

30 B.R 83 (Bankr. E.D. Ark. 1983).

There also nust be a showing by the Plaintiff that the Debtors’

representations amount to nore than sinply the failure to fulfill a prom se. See
In re DiMarco, 105 B.R 128 (Bankr. S.D.Fla. 1989); Inre Guy, 10l B.R 96l

(Bankr. N.D.Ind. 1988); Inre Gans, supra, 75 B.R at 474; In re Faulk, 69 B.R

743 (Bankr. N.D.Ind. 1986); Inre Collins, 28 B.R 244 (Bankr. WD. Ckla. |983);

In re Overnyer, 30 B.R 127 (Bankr. S.D.N. Y. 1983). However, where an actual

intent to deceive is not established, a showing by Plaintiff of a reckless

disregard for the truth may suffice. See In re Richey, 103 B.R 25 (Bankr.

D.Conn. 1989); Inre Archer, 55 B.R, 174 (Bankr. MD.Ga. 1985); In re Lange, 40
B.R 554 (S.D.Chio |984).

At the outset, the Court observes there is no showing that the
Debtor, Bobbie J. Klein, in any way participated in the transaction which
resulted in the loan to her husband. Plaintiff's witness Sirota testified that
he had one conversation with Ms. Klein in which she referred to himas a "life
saver" in obtaining the | oan requested by her husband. Beyond that, there is no
proof that she was in any way i nvol ved and the Conpl aint as to t he Debtor, Bobbie

J. Klein, is dismssed.



Considering the proof as it relates to D . Klein, the Court nust
conclude that even given a |esser burden of proof, nanely the preponderance

standard established in G ogan, supra, Plaintiff has failed to establish a cause

of action for nondischargeability pursuant to Code 8523(a)(2)(A). See In re
Branham 126 B.R 283, 287 (Bankr. S.D.Chio 1991).

The proof does clearly establish that the Plaintiff was not an
i ndi vidual with any degree of business acunen and was relying primarily on the
expertise of Sirota, her agent, rather than any representations of D.Klein to
protect her right to be repaid the anount of her loan. Further, in spite of
Plaintiff's efforts to portray D.Klein as an astute busi nessman havi ng ext ensi ve
experience with nortgages, the proof indicates that, at the tinme of the | oan from
Plaintiff, other than a singular nortgage transaction in connection with the
purchase of his hone, he was a neophyte in this regard.

For D.Klein's part, the record does not disclose any fraudul ent
intent or for that matter, any reckless disregard for the truth. The record
indicates that D.Klein intended, prior to the note closing, to provide both the
second nortgage and the vehicle lien, and there is no proof that it would have
been inpossible for himto have provided both to the Plaintiff. See In re

Tesnet ges, supra, 86 B.R at 23; In re Nahas, supra, 92 B.R at 730; In re Quy,

supra, 101 B.R at 977-978; In re Wod, supra, 75 B.R at 313; In re Wodhull

supra, 30 B.R at 86

What does appear to have occurred is that D.Klein sought to avoid
incurring the attorney's fees (his or Plaintiff's) that woul d have been generat ed
by the preparation of a note, nortgage and security agreenent, prior to the | oan
closing. Therefore, he went to the closing with his "homemade" note, hoping to
obtain the loan from the Plaintiff wthout the necessity of producing the
remai ni ng security docunments at that tine. Wen questioned as to the | ack of the
necessary paperwork, he sinply responded that "it was going to get done"

Ironically, Sirota, apparently sensing the need to protect the
interests of the Plaintiff, nodified the note presented by D.Klein to reflect
fluctuations in the "share price of her nutual fund". Additionally, Sirota
effected a life insurance policy on the Debtors' lives payable to Plaintiff,

drafted a second note which he felt woul d be nore binding on D. Kl ein and provi ded



Plaintiff with an anortization schedule for the loan. (See Plaintiff's Exhibits
2A, 2B, 3 and 6).

Sirota did not, however, suggest to the Plaintiff that she withhold
making the loan to D.Klein until he provided the necessary docunentation to
simul taneously create a second nortgage on his hone and a lien on his notor
vehi cl e. Plaintiff, on the assunption that
D.Klein's statenments mnmust be deened fraudul ent, urges this Court to adopt the

position of the Eighth Circuit Court of Appeals in In re Ophaug, 827 F.2d 340,

343 (8th Cr. 1987) that a creditor need not show that its reliance on the
m srepresentations of the debtor was reasonable in order to succeed under Code
8§523(a)(2)(A). It appears that if this Court were to abandon the position it
previously adopted in In re Gould, 73 B.R 225, 227 (Bankr. N.D.N. Y. 1987) and

foll ow Ophaug, supra, Plaintiff's reliance on D.Klein's statenent that "it was

going to get done" mght be sufficient to deny dischargeability, assumng the
ot her necessary factors were present.

The Eighth GCrcuit acknowl edges a split of authority on the
reasonabl eness of the reliance, but |In Ophaug concluded that since Congress
utilized the terns "reasonably relied" in Code 8523(a)(2)(B), but not in
(a)(2)(A), it intended that a court need find only reliance under (a)(2)(A).
O her Circuits, as well as |ower courts, however, have not enbraced the

concl usion reached in Qphaug, supra. See In re Rubin, 875 F.2d 755, 759 (9th

Cir. 1989); Inre Miullet, 817 F.2d 677, 679 (10th Cir. 1987); In re Kinrey, 76l

F.2d 421, 423 (l1th Cr. 1985); In re Shaheen, supra, Ill B.R at 53; In re

Howarter, 14 B.R 682, 685 (9th Gr. BAP 1990); Inre OBrien, |10 B.R 27, 32

(Bankr., D.Colo. 1990); In re Yates, 118 B.R 427, 432 (Bankr. D.S.C. 1990).

As indicated, however, the Court need not reach the question of
reliance where there is no showing of a false representation or a reckless
disregard for the truth. The proof shows an intent by D.Klein to provide the
necessary docunents, if not at the closing, then in the future, perhaps at a
point in time when he could afford the | egal fees. However, a prom se to perform
an act in the future does not render the resulting debt nondi schargeable sinply
because the Debt or abandons his or her prom se. See COLLI ER ON BANKRUPTCY (IlIth
Ed. 1989) 1523.08[4]; In re Di Marco, supra, 105 B.R at 13l; In re GQuy, supra,
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0l B.R at 979; In re Gans, supra, 75 B.R at 475; Inre Faulk, supra, 69 B.R

at 750.

It isinsufficient tocontend that because of the Plaintiff's naiveté
in mtters of nortgages and security interests, she was easily duped by D. Kl ei n.
Further, it is apparent that Sirota, a certified financial planner, conceded to
be her agent in the transaction, had sufficient business acunmen to realize that
the making of a loan and the execution of a nortgage and security agreemnent
i ntended as collateral for the | oan need be executed sinultaneously.

Certainly, the events that occurred after Novenber of 1988 attest to
the nood of all of the parties that the nortgage and security agreenent, if once
i nt ended as an essential conponent of the | oan transaction, were soon forgotten,

at least wuntil approxinately two years |later when the Debtors resorted to

bankruptcy in Decenber of 1990. See In re Stone, 43 B.R 377, 380 (Bankr. D. Vt.
1984) .

Plaintiff has failed to establish that D. Kl ein made either a false
representation or a statenent evidencing a reckless disregard for its truth. See

Inre Yates, supra, 118 B.R 427, 432; Inre Black, 113 B.R 79, 82 (Banker. MD.

Fla. 1990); In re Stone, supra, 43 B.R at 379-80. Thus, the Court need not

consider any of the remaining factors which wuld render the debt
nondi schar geabl e i n accordance with Code 8523(a)(2)(A), nor will it discuss the
Debtors' affirmative defense of usury under state | aw.

Debt ors have, however, asserted a counterclai mbased upon usury and
seek to recover the interest paid by Debtor on the note in excess of the all eged
| egal rate.

28 U. S. C. 88157(b)(2)(A) through (O purport to define those matters
over which a bankruptcy court has "core" jurisdiction. Section 157(b)(2)(C
refers to "counterclains by the estate agai nst persons filing clains agai nst the
estate". It has been held that if the counterclaimis conpul sory in nature, that
is if it arises from the sane event or occurrence which gives rise to the
creditor's claim then 8157(b)(2)(C) provides a basis of core jurisdiction. See
In re Yagow, 53 B.R 737, 740 (Bankr. D.N.D. 1985).

Here, however, there is no claimbeing mde against the estate and

there is no cl ai mbei ng asserted by the estate. The clai mof nondi schargeability
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is made against the Debtors, not their bankruptcy estate, and they seek
personally to assert a claim for recovery of wusurious interest against the
Plaintiff.

The Court believes that pursuant to Code 854l, the claimfor alleged
usurious interest belongs not tothe Debtors, but to their bankruptcy estate, and
may be asserted by its Trustee either directly against the Plaintiff or by way
of a conpul sory counterclaimin the event the Plaintiff has filed a cl ai magai nst

the estate. See McCollumyv. Ham lton Nat'l Bank, 303 U S. 245, 82 L.Ed. 819, 535

S.C. 568 (1938); Lanbert v. Fuller, 122 B.R 243, 245 (E.D.Pa. 1990); Inre Bell

& Beckwith, 64 B.R 144 (Bankr. N.D.Chio 1986); In re Couch, 43 B.R 56, 59
(Bankr. E.D. Ark. 1984).

Thus, the Court wll [|ikewise dismss the Debtors' counterclaim
wi t hout reaching the merits.

Based on the foregoing, it is

ORDERED that this adversary proceeding, to include Debtors'

counterclaim be and it is hereby dism ssed, without costs to either party.

Dated at Utica, New York
this day of February, 1992

STEPHEN D. GERLI NG
U. S. Bankruptcy Judge



