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MEMORANDUM OF DECISION

This proceeding is before the Court for decision following atrid on the merits.

FAaintiff U.S. Bank (“the Bank”) appears by counsd Mark A. Shaiken. Defendant-debtor



Barbara D.W. Heck appears by counsd CynthiaF. Grimes. The Court has heard the
evidence, reviewed the relevant pleadings, and is now ready to rule.

The Bank contends the Debtor’ s obligation to it based on her guarantee of aloan it
made to her limited liability company (“the Company”) should be excepted from discharge,
pursuant to 11 U.S.C.A. 8 523(3)(6), as a debt “for willful and mdiciousinjury” to the Bank
or its property. The loan was secured by the Company’ sinventory, but when the Debtor
sold off the inventory and shut down the Company’ s business, she used dmost dl the
proceeds to pay the Company’s suppliers, other creditors, employees, and hersdf, rather
than the Bank, and continued thereafter to work on her own in the same kind of business,
deding with some of the same suppliers. After carefully considering the evidence, the
Court concludes that the Debtor’ s obligation to the Bank must be excepted from her
discharge.

FINDINGS OF FACT

The Debtor owned or co-owned one or more businesses in the 1980’ s that had
banking relationships with the Bank’ s predecessors. Because none of the issues raised
concern the changes in the Bank’ s name, ownership, or structure, the Court will hereafter
use “the Bank” to refer not only to the Bank but also to dl the predecessor entities that
dealt with the Debtor and her businesses over the years. Around 1990, the Debtor formed
the Company, alimited ligbility company through which she did interior design work. She
owned dl interests in the Company, and operated it for many years out of her home. The

Company aso maintained a banking relationship with the Bank.



In 1999, the Company opened aretall sore where it sold household furnishings,
such as sofas, chairs, lamps, and pictures. During the reevant time, the Debtor determined
who the Company would order inventory from and which debts it would pay with any money
it obtained. Although the Debtor explained that she did interior design work for customers,
nothing in the evidence indicated that the Company ever charged anyone directly for design
sarvices. Ingtead, the Company generated dl its revenue through the difference between
the wholesale prices it paid for products and the retall pricesit sold them for. When
customers wanted to buy something that was not aready in the store, the Debtor required
them to make a down payment more or less equd to the wholesde price of the item before
she would order it, and to pay the balance of the retail price before the Company would
deliver it. Consequently, outstanding accounts receivable would never have been a
sgnificant asset of the Company. Given the kind of store it operated, the Company would
not have had much equipment, either. Insteed, the only sgnificant asset it would have had at
any time (other than any good will it had generated) wasitsinventory.

When it opened the store, the Company obtained a $50,000 line of credit from the
Bank to finance itsinventory. This one-year |loan was secured by severd types of property,
but the inventory was the only important type. The Court is convinced the Debtor knew the
inventory was essentidly the only asset the Company had pledged to secure the line of
credit. The Debtor aso personally guaranteed the debt, and gave the Bank a second
mortgage of $23,500 on her home to secure the guarantee. Over the next few years, the

loan was renewed annudly, and the amount of the line of credit wasincreased. At the last



renewa in April 2002, the amount was raised to $100,000. During these years, the
Company made monthly interest payments to the Bank.

In September 2001, the Debtor refinanced the first mortgage on her home, giving
the Bank alien to secure afifteen-year, $148,000 mortgage. By March 2003, the Debtor
had reduced the balance on this mortgage to about $139,000. In February 2003, the Debtor
got engaged to be married, and moved in with her fiancé. That same month, she listed her
house for sale with areator. The asking price was $188,500.

In 2002, James Lowe, a senior vice presdent, became the Bank’ s officer in charge
of the Company’sloan. He had a get-acquainted lunch with the Debtor in July or August
that year. Latein 2002 or early in 2003, the Debtor told Lowe that she had done an
informd inventory after the Company’ s Christmas season and determined that there was
about $300,000 worth of inventory in the store. This figure came from the Company’s
paper records of the cost of itsinventory. In January 2003, the Debtor had the Company
perform aphysica inventory of the store, which found that only about $150,000 worth of
merchandise, valued at cost, was actudly there. In adepostion, the Debtor explained that
most of the discrepancy had occurred because items that had been sold did not get removed
from the inventory records; she thought only a small portion of it could have resulted from
thefts. The Debtor knew that the discrepancy was a problem, and decided to have abig sale
to try to get rid of old inventory. She never informed Lowe about the results of the

physicd inventory.



The Company began a sde of much of itsinventory in January or February 2003. A
competitor was having a sde at the same time, and its newspaper ad ran right beside the
Company’s. Presumably, thisfact did not help the Company’s sde succeed. From this
time on, the Debtor ordered very little new inventory, and began cancelling many orders she
had placed. Initidly, the Debtor did not intend for the Company to go out of business,
athough she was congdering the possibility; by no later than the middle of March, she had
decided that it would. At that time, she bought a large going-out-of-business sgn and put it
in the sorewindow. A short time later, she learned that the Company needed a city permit
to have such asde, so shegot one. The sde ended in April, when the Debtor closed the
Company’ s store and stopped doing business under its name. The store was last open on
April 12, 2003.

During 2003, the Debtor used two bank accounts for the Company, one at the Bank
and the other at the Lawrence Bank. From February 17 to April 14, over $175,000 in
receipts from the sde of the store sinventory were deposited in the accounts,* with dmost
$2 going to the account at the Lawrence Bank for every $1 going to the one a the Bank.

Nearly dl of the inventory had been sold by the time the store closed.  After shutting down

Plaintiff’s Exhibit 2 is a copy of the Debtor’s check register for one of the accounts. The pages
included in the exhibit show over $170,000 in deposits, but comparing the running balance at the bottom of
the tenth page of the exhibit to that at the top of the eleventh page reveals that one page of the register is
missing and that at least $5,000 in additional deposits would have been recorded on that page. In addition,
areview of the entries on the tenth and eleventh pages indicates that the deposit of cash sales receipts for
April 2 and 3, 2003 (a Tuesday and Wednesday), would have been recorded there, along with checks
numbered from 8966 through 8970, which would have included at least one pay check written on April 1.
Consequently, the Court has added $5,000 to the deposits directly shown on the register, because at least
that much would have been revealed by the missing page.
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the Company, the Debtor continued to do interior design work out of her home, and
continued to deposit receipts into one of the bank accounts. The Court reviewed the check
registers the Debtor maintained for the two accounts and, to the extent the Court could
identify which items were current operating expenses, determined that during this period,
the Company paid between $35,000 and $39,000 in payroll, taxes, rent, utilities,
advertising, and insurance, and about $11,360 in principal and interest to the Bank. The
Debtor took out $14,400 for hersdf. So it appears the Company paid at least $110,000 to
its suppliers during thistime. The Court notes that the check registers are neat and well-
maintained, offering no evidence that the Debtor had any trouble with addition or
subtraction.

The Debtor clams that as of mid-March 2003, she thought she would be able to pay
the Company’ s suppliersin full with the proceeds from the sde of the inventory, and pay
the Company’ s debt to the Bank with the proceeds from the sde of her house. So by this
time, the Debtor was aware that the inventory sde would not produce enough money to pay
both her suppliers and the Bank. Even though (1) the Company had drawn out the full
$100,000 line of credit from the Bank, (2) she till owed around $139,000 on the recently-
refinanced first mortgage on her house, (3) she had listed the house with aredtor, who she
knew would charge acommission, and (4) the asking price was only $188,500, the Debtor
asks the Court to believe that she somehow thought the proceeds from the sale of the house
could not only pay off the first mortgage on it, but dso pay off the line of credit and leave

her enough money to make a down payment on another house.



Because the Company’sline of credit was due to be renewed in April 2003, Lowe
contacted the Debtor sometime in January or February to tell her she would need to provide
updated financid information to the Bank. He spoke with her saverd times over the next
two or three months. Along the way, he learned about her engagement. After seeing an ad
in the newspaper for a February 17 to March 1 sde at the store, Lowe called the Debtor and
asked about her business plans. She told him she was thinking about selling the business
and had someone who might be interested. Heingsts he told her then that the inventory
was the Bank’s collateral and the Bank expected to be paid from the inventory proceeds.
Findly, inaMarch conversation, the Debtor told Lowe any potentid sde of the busness
had falen through and the Company was conducting a going-out-of-business sde.

The Debtor concedes that sometime in mid- to late-March, when Lowe mentioned
that the Bank was not being paid with the going-out-of-business sale proceeds as he had
expected and asked how she intended to repay the Bank’ s loan to the Company, she told him
that she planned to pay the Bank with the proceeds of the sdle of her home. He says hetold
her the Bank was looking first to the inventory and receivables as the source of payment for
the line of credit. After that conversation, Lowe checked the balance on the Debtor’s home
mortgage and the county’ s gppraised vaue for the home, and called her back within a couple
of daysto point out that after paying the sdle costs and the first mortgage, the remaining
proceeds from the sde of the home would not be sufficient to pay the Company’ s loan.

She uttered an expletive she might have used elther because she suddenly became aware her

plan could not work, or because she was actudly pursuing a different, improper scheme she



feared had been exposed. Shetold Lowe that she and her fiancé would pay the Bank
somehow. Lowe testified that in these March or early April conversations, he told the
Debtor that the Bank till expected to be paid with the proceeds of the Company’s
inventory. Lowe admits he never sent the Debtor any written confirmation of this
expectation, and she dleges she never understood that was the Bank’ s view.

Either shortly before or shortly after the expletive conversation, the Debtor wrote a
Company check on April 3 to pay $10,000 on its debt to the Bank, but otherwise, the
Company made only its norma interest payments on the debot while selling off the
inventory. The Debtor paid operating expenses such as employee wages, taxes, utilities,
and so forth, but used much of the inventory proceeds to pay the Company’s suppliers. As
indicated, after closng down the Company’ s business, she continued to do interior design
work from her home, helping some of the same customers and buying furnishings from
some of the same suppliers that the Company had dealt with.

The Debtor filed a Chapter 7 bankruptcy petition on April 22, 2003. In her
schedules, she listed over $202,000 in unsecured debt, al but $700 of which she described
asbusinessdebt. Thisincluded the $90,000 or so that she owed as aresult of her persona
guaranty of the Company’s debt to the Bank. Mogt, if not all, of the $112,000 owed to
other creditors appears to be credit card debt. Of the $111,300 in business debts, the
Debtor reported that the Company was a co-debtor on all but one $10,000 debt to Discover.
The Debtor testified that the Company had some suppliers who did not get paid from the

inventory proceeds, but they were not listed on her bankruptcy schedules because she was



not persondly ligble to them. According to Lowe, on the day the Debtor filed for
bankruptcy, the Company’s debt to the Bank was $91,612.89.
DISCUSSION

The Bank contends the Debtor’ s obligation to it is covered by 8§ 523(a)(6), which
excepts from discharge any debt a debtor owes “for willful and mdiciousinjury . . . to
another . . . or to the property of another. . ..” The Bank must prove by a preponderance of
the evidence that the obligation satisfies this provision.? In Kawaauhau v. Geiger, the
Supreme Court ruled that 8 523(a)(6) applies only to a ddiberate or intentiond injury, not
merely addiberate or intentiona act that leadsto injury.® The Court explained that this
means the debtor must have intended the consequences of the act he or she performed, not
smply the act itsdlf.*

The Tenth Circuit recently issued itsfirgt published post-Geiger decision
addressing § 523(a)(6), Panalisv. Moore (Inre Moore).> The Circuit declared that both a
“willful” act and a“madiciousinjury” must be proven to make a debt nondischargesble under
this provison.® Then the court referred to a Tenth Circuit Bankruptcy Appellate Pandl

decison that had held for an act to be willful under 8 523(3)(6), “the debtor must ‘desire.. . .

?Holaday v. Seay (In re Seay), 215 B.R. 780, 785 (10th Cir. BAP 1997).
%523 U.S. 57, 60-64 (1998).

523 U.S. at 61-62.

°357 F.3d 1125 (10th Cir. 2004).

®ld. at 1129.



[to cause] the consequences of hisact or . . . believe [that] the consequences are
substantialy certain to result from it,”” and to an Eleventh Circuit decision that had held the
term “mdicious’ required proof “that the debtor either intend the resulting injury or
intentionally take action that is substantially certain to cause the injury.”® This Court has
some difficulty percelving a subgtantive distinction between these definitions, but is
convinced that their impact on this case is clear enough: to find that the Debtor’s
obligation to the Bank is nondischargeable, the Court must find at least that the Debtor
believed that her failure to gpply the proceeds of the Company’s sde of itsinventory to its
debt to the Bank was subgstantidly certain to injure the Bank or the Bank’s property.

It isfairly common in bankruptcy cases for secured creditors to contend that the
debts owed to them should be nondischargeable under § 523(a)(6) because their debtors
improperly transferred their collatera without turning over to them any proceeds received,
that is, the creditors alege the debtors converted the collateral. In one such case,
Mitsubishi Motors Credit of America, Inc., v. Longley (In re Longley) — the Tenth Circuit
BAP decision quoted in Moore — the BAP reviewed severd Tenth Circuit decisons that
pre-dated Geiger and considered Geiger’s effect on them.® The BAP concluded Geiger

had reaffirmed that converson of collaterd can give rise to a nondischargesble debt, but

"Id. at 1129 (quoting Mitsubishi Motors Credit of America, Inc., v. Longley (In re Longley),
235 B.R. 651, 657 (10th Cir. BAP 1999), which was quoting Restatement (Second) of Torts § 8A
(1965)).

8d. (quoting Hope v. Walker (In re Walker), 48 F.3d 1161, 1164 (11th Cir. 1995).

9235 B.R. at 654-57.
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that the circumstancesin a specific case could show that the converson was done without
willfulness or malice so the debt would be dischargeable® The BAP went on to say:
Inlight of Geiger, the standard for willful under 8 523(a)(6) appearsto be the
same for conversion asfor any other injury; to be willful, the debtor must intend that
conversion of the collaterd injure the creditor or the creditor’ slien interest.

However, Geiger does not address the evidence by which intent to injure can be

established. We believe that asto proof of intent to injure in the context of

conversion of secured property, [the prior Tenth Circuit decisons] remain
ingructive. Intent may be established by ether direct or indirect evidence. Willful
injury may be established by direct evidence of specific intent to harm a creditor or
the creditor’s property. Willful injury may also be established indirectly by
evidence of both the debtor’ s knowledge of the creditor’ s lien rights and the
debtor’s knowledge that the conduct will cause particularized injury.**

This discusson has guided the Court’ s andlyss of the evidencein this case.

The Company’sline of credit with the Bank helped it buy inventory for its store.
Although other types of assets were aso given as collaterd for the loan, the Company’'s
business was such thet its inventory was dways the only sgnificant collaterd that existed.
As the person running the business and controlling the payment of its bills, the Debtor
clearly knew that the inventory was essentialy the only collaterd the Company had for the
loan. She dso knew, of course, that her house served as additiond collaterd through her
persona guarantee and the second mortgage, but by April 2002, that mortgage protected
less than one-quarter of the Company’sline of credit. For severd years, while the Debtor
believed the Company’ s inventory was continuing to build up, reaching $300,000 by late

2002, she probably thought the Bank’ s security interest in the inventory was well-protected.

1d. at 657.
1d. at 657 (citations after each of the last three sentences omitted).
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But that dl changed in January 2003 when the physica count of the inventory told
the Debtor that only $150,000 worth was actudly in the store. Even if she did not
immediately recognize that the discrepancy threatened the Bank’ s security interest, the
Court is convinced that Lowe did remind her severd times of the Bank’s clam againg the
inventory and itsright to be paid from the proceeds of the sdle of the inventory, thus
aerting her to the need to protect the security interest. No doubt, the Debtor had good
reason to panic, as she indicated she did:  she knew the Company owed $100,000 to the
Bank, she thought it owed about $75,000 to its suppliers, she presumably knew, as shown
by her bankruptcy schedules, it owed another $100,000 or so on its credit cards, but now
she knew the Company had much less inventory than she had previoudy thought. At trid,
she tedtified that when the Company’ s sde began in February, she was not sure whether the
inventory would bring enough to pay the suppliers and the Bank, but in an earlier deposition,
she had said she recognized when the sdle began that the Company could not generate
enough money to pay both the suppliers and the Bank. Since the Company ultimately paid
over $100,000 to its suppliers, its situation turned out to be even worse than she realized.

After discovering the inventory shortage, the Debtor continued to pay the
Company’s normd operating expenses, and decided to pay the balance of the inventory
proceeds to the Company’ s suppliers. She began to reduce the Company’ s inventory by
cancdlling many inventory orders and placing few new ones. Even after she decided to sl
off dl the inventory in a going-out-of-business sde, she continued to use the sale proceeds

to pay suppliers, and not the Bank. At the very latest, once she stopped using the sde
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proceeds to purchase new inventory, she had to know that the Bank’ s security interest in the
Company’s inventory would be destroyed to the extent she used the proceeds to pay other
creditors.

The Debtor’s clam to be an innocent, mathematicaly-chalenged air-head who
thought she could pay the Bank with the proceeds of the sde of her home was not
convincing. The check registers suggest her math skills were far from deficient. Maybe
she hoped she would pay some of the Company’s debt to the Bank by sdlling her home, and
could figure out some other way to pay therest. But the Court is convinced she recognized
that the Bank had a security interest in the inventory that was subgtantialy certain to be
injured by her decison to pay the suppliers, instead of the Bank, with the receipts from the
sde. Itisdifficult to believe the Debtor did not know when she started the sale in February
that her failure to honor the Bank’ sright to be paid from the inventory was subgtantialy
certain to injure the Bank’ s security interest. It isimpossble to believe she did not redize
this by mid-March when she made the firm decison to go out of business. Itisclear to the
Court that the Debtor decided to improve her chancesto remain in the same busnessasa
sole proprietor and to ded with the same suppliers after the Company’s demise, in spite of
her knowledge that her failure to honor the Bank’ s right to be paid from the inventory was
subgtantialy certain to injure the Bank’ s security interest in the inventory. Consequently,
her debt to the Bank, based on her guarantee of the Company’s $91,612.89 debt on itsline

of credit, will be excepted from her discharge, pursuant to § 523(a)(6).
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The foregoing congtitutes Findings of Fact and Conclusions of Law under Rule 7052
of the Federd Rules of Bankruptcy Procedure and Rule 52(@) of the Federd Rules of Civil
Procedure. A judgment based on this ruling will be entered on a separate document as
required by FRBP 9021 and FRCP 58.

HH#t#
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