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PER CURI AM

Appel l ants brought adversary actions against tw debtors
seeking to recover noney paid for the purchase of certain notes and
requesting that the judgnment be decl ared non-di schar geabl e pur suant
to 11 U S.C 8§ 523(a)(2), which excludes fraudulently obtained
assets fromdischarge. After a bench trial, the bankruptcy judge
entered a judgnent against the debtors and ruled that their debts
wer e non-di schargeable. The district court reversed, finding that
t he debtors did not have the necessary scienter for fraud. Because
we cannot conclude that the bankruptcy court clearly erred inits
finding that the debtors did have the necessary scienter, we

reverse the district court’s order to the contrary and remand.

I .

Richard Wiite (“White”) and Anthony Pangle (“Pangle”) were
engaged in the business of offering financial planning advice and
investnment services to the public through a limted liability
conpany operating under the nane “Source One Managenent,” of which
they were the only nenbers. During May 1999, Wiite and Pangl e nade
a presentation on biblical financial principles at the Pineville

Church of the Nazarene (“the church”), where they were nenbers.



David A. Boyuka (“Boyuka”) was al so a nenber of the church. Boyuka
attended the semnar.?

Wi te had been a financial planner since the early 1990s and
had al so sold securities. At the tinme of the semnar, Wite was a
certified financial planner but had let his license for selling
securities | apse. Pangle was M nister of Music at the church until
he resigned to join Source One shortly before the seminar in
guestion. He had previous experience as a sal esman for a nunber of
conpani es, but no certifications or |icenses relating to financi al
pl anni ng or selling securities.

After the sem nar, Wiite and Pangle net with Boyuka. Boyuka
told themthat he did not need their investnent services but only
their estate planning services for his nother, Anna Boyuka Sablitz
(“Sablitz”), also an Appellant in this case.? Yet, Wite and
Pangl e continued to solicit Boyuka to use Source One for investnent
advice. After several solicitations, Boyuka told Wiite that he and
his nother had noney that they mght want to place in a safe

short-terminvestnent vehicle that woul d afford a better yield than

'Boyuka worked in the chemcal industry in a nunber of
positions before noving to North Carolina where he opened his own
busi ness. He holds a coll ege degree and a MBA. He is considered an
“accredited investor” with a net worth exceedi ng $1, 000, 000. He
testified that nost of his assets were tied up in his new busi ness.

2After Boyuka noved to North Carolina, Sablitz noved to North
Carolina as well. She had a heart attack shortly after noving
pronpting, according to Boyuka's testinobny, a need for estate
pl anni ng servi ces.



coul d be obtained through a certificate of deposit or noney market
account . Boyuka told White that he was not interested in a
specul ative investnment but only a safe investnent simlar in risk
to a noney market fund.

White suggested that an entity called U S. Capital Funding,
Inc. (“U S. Capital”) which issued notes, referred to as “Corporate
Funding Notes” (“Notes”), would neet his needs. Wite said that
the Notes represented investnments in a firmthat provided financing
for a factoring concern. He indicated that they were a safe and
suitable alternative for the investnents of the Boyukas’ noney.
Wiite showed Boyuka a brochure from U S. Capital containing
i nformati on about the Notes, and di scussed with himthe i nformation
contained in it. Wen Boyuka questioned Wite about whether U S.
Capital would pay interest and principal on the Notes, Wite
responded, “everything |’ve seen says they have.” J.A 228

Thereafter, Boyuka purchased one of the Notes for $50, 000 and
Sablitz purchased another for $75,000. Pangle filled out and
subm tted the paperwork on their behalf to U S. Capital. Wite and
Pangl e recei ved conm ssions on the sales of the Notes.

Wthin the year followng issuance of the Notes to the
Boyukas, U. S. Capital was placed into receivership and it was

reveal ed that the operation was a | arge Ponzi schene.® This schene

3A Ponzi schene is essentially “a phony investnent plan in
whi ch nonies paid by later investors are used to pay artificially
high returns to the initial investors,” rather than made fromthe
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defrauded a great nunber of investors, across several states.
Al t hough Boyuka and Sablitz received one installment of interest on
the Notes they purchased, the principal and all subsequent
install ments of interest are and continue to be in default. Wite
did nmake sone effort after the Ponzi schene was discovered to
recover the Boyukas’ noney by calling and sending e-mails to U S.
Capital asking that the noney be returned.

The mai n point of dispute at the bench trial was whet her Wiite
and Pangle had the scienter necessary to deny their discharge in
bankruptcy. Wite and Pangl e cl ai med that they believed the Notes
were good investnents.* In contrast, Boyuka and Sablitz clained
that neither Wite nor Pangle ever mde any significant
i nvestigation of the Notes.

After a two-day bench trial, the bankruptcy judge found that
White and Pangle were liable to the Boyukas for the value given to
them for the Notes (less the noney the Boyukas received as
interest) and that the Iliabilities were non-dischargeable.
Specifically, the bankruptcy judge concluded, in pertinent part,

t hat :

success of a legitimte business venture. United States v. Godwi n,
272 F.3d 659, 666 (4th Cir. 2001) (citation omtted).

“Pangl e presented a slightly different defense. He argued
that he was only a salesman for Source One and knew little about
t he Notes, instead relying on the know edge and expertise of Wite.



J. A

t hat

in general the testinony of Boyuka was nore credible than
Wiite and Pangle and thus if there was a conflict between the
testi nony, Boyuka's account was nore accurate;

Wite and Pangle were guilty of fraud by wllfully and
recklessly failing to divulge two nmaterial facts -- that the
Notes were unregi stered and that they were not licensed to
sell the investnents; they were also guilty of a direct
mat eri al m srepresentati on when they represented the Notes as
saf e i nvestnents;

the willful and reckless failure of Wlite and Pangle to
undertake any kind of reasonable, diligent investigation of
the Notes prior to selling them coupled with their blind
endorsenent of the pronotional clains of US. Capital,
sufficed to formthe scienter required to deny di scharge; and
the Boyukas justifiably relied on Wite and Pangle’'s
m srepresent ati ons because under the circunstances not hi ng was
apparent from a cursory glance to indicate that they should
bewar e.

594- 603.

The district court reversed the bankruptcy court concl udi ng

“Iwhile Wite and Pangle can readily be characterized as

“dunb but honest’ the totality of the circunstances does not reveal

reckl essness sufficient to inpute scienter.” ld. at 618. The

district court acknow edged “that this case is as close as a case



can be to the line separating nere negligence from reckl essness
sufficient to equate with scienter.” Id. at 617. However, it
found that given the strict standard by which dischargeability
exceptions are construed, it disagreed with the bankruptcy court’s
conclusions. It considered it inmportant that “[t]here was at | east
sonme attenpt, however mneager, to investigate the information in
U S Capital’s pronotional materials” and that White made efforts
after the fact to get the Boyukas noney back. [d. at 618. This

appeal foll ows.

1.
Section 523(a)(2)(A of the Bankruptcy Code provides an
exception to discharge fromdebts obtained by fraud. It states, in

pertinent part, as foll ows:

(a) A discharge under section 727 . . . does not
di scharge an individual debtor from any debt -

(2) for noney, property, services, . . . to the extent
obt ai ned by-

(A) false pretenses, a false representation, or actual
fraud .

11 U.S.C. 8 523(a)(2)(A (2004). Exceptions to discharge are
narrowy construed to further the Bankruptcy Code’s “fresh start”
policy; thus, the claimant has the burden to denonstrate that his
clai mcones within an exception to discharge by a preponderance of

t he evidence. Gogan v. Garner, 498 U S. 279, 286 (1991). Still,

the very purpose of sonme sections of the Bankruptcy Code “is to

make certain that those who seek shelter of the bankruptcy code do
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not play fast and | oose with their assets or with the reality of

their affairs.” Palmacci v. Unpierrez, 121 F. 3d 781, 786 (1st Gr

1997) . In this respect, 8 523(a)(2)(A), is intended to nake
certain that those who obtain property by fraudul ent neans are not
af forded bankruptcy protection. 1d.

To establish that a debt should not be subject to discharge,
a cl ai mant nust prove:

(1) that t he debt or made a f raudul ent
m srepresentation;

(2) that the debtor’s conduct was with the intention
and purpose of deceiving or defrauding the
creditor;

(3) that the creditor relied on the debtor’s
representations or other fraud; and

(4) that the creditor sustained |oss and danage as a
proxi mate result of the representations of fraud.

In re Biondo, 180 F.3d 126, 134 (4th GCr. 1999); In re Hale, 274

B. R 220, 222-23 (Bankr. E.D. Va. 2001)°. Elenent one is satisfied
if the debtor’s representati on was known to be fal se or recklessly

made wi t hout knowi ng whether it was true or false. In re Wolley,

145 B. R 830, 834 (Bankr. E.D. Va. 1991) (citing In re Taylor, 514

F.2d 1370, 1373 (9th Cr. 1975)). Pertinent considerations for
determ ning reckl essness are the debtor’s pattern of conduct and

his prior business expertise. |d. at 834-35.

°I'n Field v. Mns, 516 U S. 59 (1995), the Suprenme Court
established that 8 523(a)(2)(A) incorporated the “general common
law of torts.” 1d. at n.9. These elenents are thus taken fromthe
definition of fraudulent m srepresentation under the Restatenent
(Second) of Torts (1976). See In re Biondo, 180 F.3d at 134.
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The conclusion that a debtor knew that his representations
were false is closely linked to, but separate from the i ssue of an
intent to deceive to influence another’s conduct.® |ndeed, nost
cases, including this one, revolve around this second el enent:
whet her the debtor acted with the requisite intent to defraud. 1In
t he situation presented here, when a debtor invests funds on behal f
of another party, “a debtor will be found to have acted with the
requi site intent to defraud under 8 523(a)(2)(A) when, at the tine
the transaction occurred, it is established that the debtor, for
his or her personal gain, knowingly mslead the investor as to a

mat erial fact concerning the investnent.” In re Gim 293 B.R

156, 163 (Bankr. N D. OChio 2003). A showi ng of reckless
indifference to the truth is sufficient to denonstrate the
requisite intent to deceive. Unmpierrez, 121 F.3d at 787; ln re

Bonnanzi o, 91 F.3d 296, 301 (2d Gr. 1996); Inre Wolley, 145 B.R

at 835. Because a debtor wll rarely, if ever, admt to acting
with anintent to deceive, intent may be inferred fromthe totality

of the circunstances. Unpierrez, 121 F.3d at 789; In re Wolley,

145 B.R at 836.
El ement three will be satisfied by a showing of “justifiable

reliance” on the representations. This standard of reliance

°In this case, the facts that go to el enents one and two are
virtually identical. Yet, we recognize that in sone cases, facts
that may establish el enent one will not establish el ement two. See
Pal macci, 121 F.3d at 788 (finding fraudul ent m srepresentations,
but not scienter, established).
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requires nore than actual reliance but |ess than reasonable

reliance. In re Justice, No. 01-02156, 2002 Bankr. LEXIS 1540

n.3 (Bankr. N.D. Chio Dec. 27, 2002). “It is a nore subjective
standard . . . that takes into account the i nteracti ons bet ween and
experiences of the two parties involved.” 1d. (quoting Jeffrey R

Priebe, Fields v. Mans and In re Keim Excepti ng Debts From

Bankruptcy Discharge and The D fference Between Experienced

Hor senen and Reasonable Men, 54 Ark. L. Rev. 99, 109-110 (2001)).°

L1l
A court reviewi ng a decision of the bankruptcy court may not
set aside findings of fact unless they are clearly erroneous,
giving “due regard . . . to the opportunity of the bankruptcy court
to judge the credibility of the witnesses.” Fed. R Bank. P. 8013.

W review the bankruptcy court’s | egal conclusions de novo. Inre

Wlson, 149 F.3d 249, 251 (4th Gr. 1998). Although the district
court has already reviewed the bankruptcy court’s decision, on
appeal we independently review that decision, applying the sane
standard of reviewthat the district court applies. 1d. at 251-52.
No speci al deference is owd to the district court’s

det er m nati ons. Gella v. Salem Five Cent Sav. Bank, 42 F.3d 26,

30 (1st Gir. 1994).

‘El ement four is not at issue in this appeal.
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A finding of fact is clearly erroneous, although there is
evi dence to support it, when the reviewing court, after carefully
exam ning all of the evidence, is “left with the definite and firm

conviction that a ni stake has been commtted.” Anderson v. City of

Bessener CGity, 470 U S 564, 573 (1985). Deference to the

bankruptcy court’s factual findings is particularly appropriate on
the intent issue “[b]ecause a determ nation concerning fraudul ent
i ntent depends |argely upon an assessnent of the credibility and

denmeanor of the debtor.” |In re Burgess, 955 F.2d 134, 137 (1st

Cr. 1992), abrogated on other grounds by Field v. Mans, 516 U. S.

59 (1995). O course, a trial court nay not

insulate [its] findings fromreview by denom nating t hem
credibility determnations, for factors other than
denmeanor and inflection go into the decision whether or
not to believe a wtness. Docunents or objective
evi dence may contradict the witness’ story; or the story
itself may be so internally inconsistent or inplausible
on its face that a reasonable fact finder would not
credit it. Were such factors are present, the court of
appeals may well find clear error even in a finding
purportedly based on a credibility determ nation.

Ander son, 407 U. S. at 575.

A. Knowi ng M srepresentati on

The bankruptcy court found that Wite and Pangl e reckl essly
made three essential msrepresentations: they failed to disclose
that the Notes were unregistered; they failed to di scl ose that they

were not licensed to sell securities; and they directly
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m srepresented the Notes as safe i nvestnments.® Regarding the first
two m srepresentations, the bankruptcy court concluded that the
Not es qualified as securities under both the Securities Act of 1933
and the Securities Exchange Act of 1934.° |In addition, it found
that White knew, based on his prior training and experience, that
under certain circunstances securities are required to be
regi stered and that those selling securities nust be |icensed.

In its conclusion on the third msrepresentation, the
bankruptcy court noted that the only information that Wite and
Pangl e obtained, independent of US. Capital’s pronotional
materials, was a Dun & Bradstreet report and anecdotal information
from other custonmers who had bought the Notes regardi ng whether
they were receiving their interest paynments. White, nonethel ess,
stated to Boyuka that he believed the Notes were safe and secure;
t hat he had done business with U S. Capital many tines before; and
that he knew the principals of U S. Capital personally.

In their defense, Wiite and Pangle argue that they did not
knowi ngly m srepresent the Notes because they did not knowthat the
Notes were supposed to be registered as securities. Wi te

testified that he researched North Carolina |law, which he read to

8The district court reversed the bankruptcy court on its
finding of scienter only, but we nust address the other issues of
knowi ng m srepresentation and justifiable reliance, which Wite and
Pangl e rai sed before the bankruptcy court and on appeal, as well.

Wi te and Pangl e do not challenge this |egal conclusion.
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exenpt such short-term notes from registration,® and that U S
Capital told himthat the Notes were not required to be registered.
We revi ew t he bankruptcy court’s factual findings onthis issue for
clear error.

We cannot say that the bankruptcy court commtted clear error
in finding that Wite and Pangl e made knowi ng m srepresentations.
Their failure to disclose that the securities were required to be
regi stered and that they were not licensed to sell securities was
i ndeed reckless given White's prior experience and training with
securities. They also recklessly msrepresented the Notes as safe
when in actuality they had done little research to substantiate
this statenent. As noted by one bankruptcy court in a simlar case
i nvol vi ng short-term notes:

Before selling the notes, the broker nust review

avai l abl e investnment ratings from qualified financial

rating services. The broker nust request and revieww th
acritical eye audited financial statements . . . as well

as other literature . . . discussing . . . sales history

and the background of key enployees. A broker cannot

rely on slick, marketing brochures or insurance cover age,

refrain from asking hard questions about the |egitinacy

of the product, and then assure a proper investigation

was conduct ed.

In re Wrld Vision Entertainnment, Inc., 275 B.R 641, 645 (Bankr.

MD. Fla. 2002). Wile we need not adopt such a checklist here, !

O\White testified that he did not consult federal |aw

“"The In re Wrld Vision court wused this checklist in
det erm ni ng whet her the brokers in the case before it were entitled
to a “good faith” defense, available to recipients of avoidable
transfers froma debtor operating a Ponzi schene. 275 B.R at 658.
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it isinstructive that Wiite and Pangle failed to make even one of
these type of inquiries. As the bankruptcy court found, a
reasonably diligent investigation of the clains nmade by US.
Capital’s pronotional materi al woul d have reveal ed t hat many of them
were false. J.A 599. Thus, we find that no clear error occurred.

B. Intent to Deceive

The bankruptcy court found that Wiite and Pangle’'s reckless
m srepresentations conbined wth their endorsenent of the
pronotional clains of U S. Capital sufficed to form the scienter
necessary to deny discharge. This is a factual finding that we

review for clear error. See Umpierrez, 121 F.3d at 790; In re

Bonnanzi o, 91 F. 3d at 301. As noted, deference to a factual finding
on the intent issue is particularly appropriate because it depends
| argel y upon an assessnent of the credibility and deneanor of the
debt or.

W agree with the district court’s assessnent that this is as
cl ose as a case can be to the line separating nmere negligence from
reckl essness sufficient to equate with scienter. However, it is for
this reason that the district court erred in reversing the
bankruptcy court on the issue of intent. As the clear error
standard mandates, to reverse we nust be left with the definite and
firmconviction that a m stake has been nmade. The district court,
it seenms, conducted sonething |like a de novo review of the record

making its own credibility assessnments and re-wei ghi ng t he evi dence.
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The bankruptcy court heavily relied on the case of In re
Justice, No. 01-2156, 2002 Bankr. LEXI S 1540 (Bankr. S.D. Chio), a
case that closely parallels the one before this court.' In Inre
Justice, the bankruptcy court found that the actions of the debtor,
who was the creditor’s financial advisor, in inducing the creditor
to invest in what turned out to be a fraudulent securities
i nvestment constituted gross recklessness rising to the | evel of an
intent to deceive. 2002 Bankr. LEXI'S 1540, at *20. The facts that
di stinguish Justice fromthe instant case are that the debtor had
a prior business relationship with the creditor, who invested his
life savings in the investnent, and that the debtor and creditor had
significant differences in their education and sophistication. 1d.
at *16-22.

These differences serve to make Justice a nore egregi ous case
of reckl essness, but do not nmake this case one of nmere negligence.
As in Justice, the overwhelnmng failure of Wite and Pangle to do
any real investigation into the Notes <characterizes their
reckl essness. Their actions evidence that they wanted to receive

conmmi ssions w thout asking the hard questions.

2l'n Justice, the debtor represented the investnent as “safe”
to the creditor; the debtor, who had experience with securities,
relied solely on the clains of the investnment brochure that it was
exenpt fromregistration and otherwi se legitinmate; the debtor did
not call the SEC, the Chio Attorney Ceneral, any financial rating
service, or otherwise test the validity of the information; and t he
debtor did not question how the investnent could guarantee such a
high rate of return. 2002 Bankr. LEXIS 1540, at *16-22.
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Simlarly, In re Wrld Vision, a case not relied on by the

bankruptcy court inits scienter finding, isinstructive. This case
concerned whet her a bankruptcy trustee could pierce the corporate
vei |l of corporate defendants, who had al |l egedly recei ved fraudul ent
transfers of broker’s fees paid in connection with a Ponzi schene

operated by the debtor. 275 B.R at 645. Wiile Inre Wrld Vision

is procedurally different, the type of investigation done by brokers
selling the debtor’s notes is strikingly simlar to the instant

case. The brokers’ investigation in In re Wrld Vision consisted

of concluding that the Notes were not subject to registration after
consulting state securities law and running a Dun & Bradstreet

report. 275 B.R at 650. As the In re Wrld Vision court aptly

concl uded:

[ The broker] therefore started selling the debtor’s notes
based upon verbal assurances fromthe debtor, a | ook at
the debtor’s slick marketing brochures, a cursory check
on [the debtor on Dun & Bradstreet], and possibly, a
little legal research. [The broker] never made any good
faith attenpt to ascertain the |legitinmacy of the debtor
t he debtor’s business, or the note program

By and large, [the broker] nerely accepted the debtor’s
representations that the debtor’s notes were a |egal
vi abl e, investnent. [ The broker]’'s cursory and al nost
nonexi stent investigation indicates that he did not want
to know nore. He saw the notes prom sing a high interest
earned by investors in a quick period of time and
prom sing high comm ssions for his agents and hinself.
He was sol d. [ The broker] sinply did not ask how the
debtor was going to earn the 30 percent return needed to
pay the notes or whether the underlying certificate of
i nsurance was valid. [The broker] did not want to know
that the debtor’s pronmi ses were too good to be true.
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Id. at 650-51.

Because an intent to deceive may be found upon a finding of
reckl essness and the facts of the instant case are simlar to other
cases in which courts have found the requisite |evel of
reckl essness, the bankruptcy court did not clearly err in |ikew se
hol ding.*® As discussed, this is a close case, but we are not |eft
with a firmand definite conviction that the bankruptcy court nmade
a m st ake.

C. Justifiable Reliance

The bankruptcy court found that under the circunstances not hi ng
was apparent to indicate to the Boyukas that they shoul d be wary of
this investnment, especially given that the solicitations arose out
of a church relationship. Wite and Pangle argue that this finding
was error and contend that Boyuka was an experienced busi nessnan,
who shoul d have done research into the investnents hinself. This
is likewise a factual finding that we review for clear error. See

In re Bonnanzio, 91 F.3d at 304.

The bankruptcy court did not clearly err in this regard.

Justifiable reliance is a subjective standard that takes into

Bwhile the recklessness of Pangle may be an even closer
question, the bankruptcy court did not clearly err in finding that
hi s i nvol venent in Source One, especially his role as a sal esman of
the Notes, w thout know ng anything about financial investnents,
was al so extrenely reckless. |ndeed, Pangle should have known of
the risks involved with invest nents because he had personally | ost
noney on a “payphone” investnent that Wite had reconmended to him
J. A 79.
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account the relationship of the parties. Here, the parties net at
church and Wi te and Pangl e solicited Boyuka during a sem nar held
at the church. It is not clearly erroneous to find that such a
setting woul d engender nore of a feeling of trust than woul d occur
in some other settings. The Boyukas also took tine to review U. S.
Capital’s materials after being solicited by Wite and Pangle
repeatedly. Thus, they did not rush into their decision to invest
in the Notes. The fact that Boyuka is an accredited investor does
not negate a finding of justifiable reliance because the bankruptcy
court found t hat Boyuka’ s educati on and experi ence i nvol ved busi ness
managenent and that he did not have extensive know edge of

securities.

| V.
I n concl usion, we find that the bankruptcy court did not comm t
clear error and reverse the district court’s order to the contrary.
On remand the district court will return the case to the bankruptcy

court for the entry of an order consistent with this opinion.

REVERSED AND REMANDED
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