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1. Introduction

For many, the Supreme Court’s interpretation of Section 523(a)(2)(A) of the Bankruptcy
Code in Husky International Electronics, Inc. v. Ritz, 136 S. Ct. 1581 (2016), was unexpected.
The Supreme Court’s broad interpretation of the term “actual fraud™ was not surprising, but the
application of the statute to a fraudulent transfer where the fraud did not occur at the inception of
the creditor’s initial claim certainly calls for a more careful review of prior case law." With this
in mind, we will review some of the leading pre-Husky nondischargeability cases, through the
lens of the Husky opinion, to develop a deeper understanding of the jurisprudence that has
developed under Section 523(a)(2)(A) and how Husky may be applied in future cases. We also
will review selected post-Husky cases that offer useful examples of what to expect as courts have
begun to evaluate fraudulent transfer claims under Section 523(a)(2).

II. Selected Pre-Husky Cases

A. Field v. Mans, 116 S. Ct. 437 (1995):

1. Held: The level of creditor reliance on a fraudulent misrepresentation
necessary to make the debt nondischargeable under §523(a)(2)(A) is justifiable reliance, not
reasonable reliance.

2. The key facts: Corporation controlled by debtor purchased real property,
the consideration for which included a promissory note secured by a second mortgage on the
property. The mortgage required the creditor’s consent to any conveyance of the real property,
without which the note would become automatically due. Four months after closing, the
purchaser corporation conveyed the property without the creditor’s knowledge or consent. The
next day the debtor wrote to the creditor and asked for waiver of the due-on-sale clause, without
disclosing the prior conveyance. The creditor offered to waive the clause for $ 10,500, but the
debtor never accepted or paid that amount. Later, the debtor filed bankruptcy and the creditor
filed a complaint to determine its claim to be nondischargeable under §523(a)(2)(A). The

' It should be noted that Husky does not purport to address the question of whether the creditor’s claim in Husky
met the requirement that “money, property. services. or an extension. renewal., or refinancing of credit™ was
“obtained by” fraud. However. the majority held that while the transferor of a fraudulent conveyance does not
obtain property by the fraud. a transferee may meet this requirement. 136 S.Ct. at 1589. In contrast to the
majority, Justice Thomas concluded that a creditor’s claim based on a fraudulent transfer does not meet the

“obtained by requirement of Section 523(a)(2). 1d. at 1590-94.
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bankruptcy court found that the debtor’s letters to the creditor were false representations but held
that the creditor did not reasonably rely on them, since he could have learned of the conveyance
by checking the state of title to the property. The issue before the Supreme Court was whether
the creditor was required to show reasonable reliance or the lesser standard of justifiable
reliance. As noted above, the Supreme Court held that the lesser standard applied, reversing the
lower courts and remanding the case for further proceedings consistent with its opinion.

3 Open question on remand: Whether the creditor’s claim met the
“obtained by” requirement of §523(a)(2)(A). See 116 S. Ct. at 448 (Justice Ginsburg’s
concurring opinion).

4. Subsequent Case History of Interest:

a. Unfortunately for the creditor, proceedings on remand proved to be
quite lengthy. First, the bankruptcy court determined that the only issue to be decided on remand
was whether the creditor demonstrated justifiable reliance on the debtor’s misrepresentation, and
held he did, and that the debt therefore was not dischargeable, without any discussion of the
“obtained by” requirement. Field v. Mans, 200 B.R. 293 (Bankr. D.N.H. 1996).

b. The debtor then filed a motion to alter or amend on the grounds
that there was no finding that there was a debt or extension of credit “obtained by” the fraud, and
that the creditor’s forbearance from accelerating the note did not constitute an extension of credit
within the meaning of §523(a)(2)(A). The bankruptcy court determined that its previous rulings
included a finding that there was an extension of credit, and the court therefore denied the
motion on the basis of “law of the case™ doctrine. 203 B.R. 355 (Bankr. D.N.H. 1996). The
court also noted, in dictum, that had that doctrine not applied, it would have determined that a
creditor deceived into forbearing does meet the requirements of §523(a)(2)(A).

C. On appeal, the First Circuit Bankruptcy Appellate Panel rejected
the conclusion based on “law of the case” doctrine and held that the debtor’s fraud was not an
extension of credit within the meaning of §523(a)(2)(A). Recognizing a split in the case law, the
court held that the term “extension ... of credit” in the statute did not encompass a failure to
accelerate the debt, and noted that the record did not establish that the creditor would have
accelerated the debt had it known of the debtor’s concealed transfer.

d. The creditor appealed to the First Circuit which reversed on the
extension of credit issue. According to the court: “fraudulent concealment and frustration of the
Fields’ acceleration right was tantamount to an ‘extension’, i.e. continuation, of the existing
credit.” In other words, the debtor’s fraud tended to perpetuate, hence extend, the credit.
Accordingly, the First Circuit decision stands for the proposition that a failure to accelerate or
call a loan as a result of a fraudulent misrepresentation constitutes an extension of credit and
therefore meets the causal requirement that the debt be “obtained by” fraud under
§ 523(a)(2)(A).

ro
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B. Grogan v. Garner, 498 U.S. 279 (1991):

1. Held: The preponderance of the evidence standard, rather than clear and
convincing evidence, applies to all exceptions from dischargeability of debts in Section 523(a),
including nondischargeability for fraud.

2. The key facts: Creditor obtained a judgment in state court against the
debtor for fraud in connection with the sale of corporate securities, and obtained an award of
actual and punitive damages. The court instructed the jury that the standard of proof was
preponderance of the evidence. After the debtor filed a Chapter 7 petition, the creditor brought
an adversary proceeding against the debtor to determine the judgment claim to be
nondischargeable. The bankruptcy court held that the doctrine of collateral estoppel required
holding the debt to be not dischargeable. The debtor appealed, arguing that collateral estoppel
should not apply because a determination of nondischargeability under § 523(a)(2)(A) required
proof by clear and convincing evidence. The district court rejected that argument but the Eighth
Circuit agreed with the creditor and reversed. The Supreme Court reversed the Eighth Circuit’s
decision and affirmed the decision of the bankruptcy court.

3. Significance for Husky issues:

a. The debtor limited his argument to the standard of proof and
apparently raised no other issue. In footnote 2, the Court noted:

“We therefore do not consider the question whether § 523(a)(2)(A)
excepts from discharge that part of a judgment in excess of the
actual value of money or property received by a debtor by virtue of
fraud. .... Arguably, fraud judgments in cases in which the
defendant did not obtain money, property, or services from the
plaintiffs and those judgments that include punitive damages
awards are more appropriately governed by § 523(a)(6)(excepting
from discharge debts ‘for willful and malicious injury by the
debtor to another entity or to the property of another entity’). In re
Rubin, 875 F.2d at 758 n. 1.”

b. Footnote 2 would seem to support the idea that the determination
of nondischargeability of a debt under § 523(a)(2)(A) might be limited to the value of the money
or property received by the debtor as a result of the fraud. However, any such suggestion is no
longer sustainable as a result of the Supreme Court’s decision in Cohen v. De La Cruz, 523 U.S.
213 (1998), discussed next, holding that treble damages awarded to the creditor based on the
debtor’s fraud are not dischargeable under § 523(a)(2)(A).
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C. Cohen v. De La Cruz, 523 U.S. 213 (1998):

1. Held: Section 523(a)(2)(A) bars the discharge of treble damages awarded
on account of the debtor’s fraudulent acquisition of “money, property, services, or ... credit”,
because the nondischargeable portion of the debt is not limited to the actual value of the “money,
property, services, or ... credit” obtained by the debtor through fraud.

2. The key facts: Debtor owned residential properties in Hoboken, New
Jersey, one of which was subject to rent control laws. Debtor was found to have charged rents
above legal limits and ordered to refund the excess rents but failed to comply with the order.
After the debtor filed a Chapter 7 petition, the tenants filed a complaint to determine their claims
to be nondischargeable under § 523(a)(2)(A) for actual fraud, and also sought treble damages
and attorneys’ fees and costs under the New Jersey Consumer Fraud Act. After trial, the
bankruptcy court found for the creditors and awarded treble damages plus attorneys’ fees and
costs. The District Court and Third Circuit affirmed, and so did the Supreme Court.

3 Significance for Husky issues: The Supreme Court applied a
straightforward reading of § 523(a)(2)(A), which provides for the nondischargeability of “any
debt” for “money, property, services, or ... credit, to the extent obtained by” fraud. The Court
found the plain meaning of these words to be unambiguous -- if the debt arose from fraud, the
nondischargeability of the claim is not limited to the value of the “money, property, services, or
... credit” so obtained. 523 U.S. at 218-21. Query whether the same plain meaning approach to
statutory construction would lead the Supreme Court to hold that the fraud need not be that of the
debtor to be nondischargeable, if the debtor, under state law, is jointly liable with the fraud doer.
Under a prior bankruptcy act, the Supreme Court held this to be the law. See Strang v. Bradner,
discussed below. This also is the view of the Fifth Circuit, as confirmed in Tummel & Carroll v.
Quinlivan (In re Quinlivan), 434 F.3d 314 (5‘h Cir. 2005), discussed below. Such an approach,
arguably, is inconsistent with the case law referring to the right of an honest debtor to a fresh
start and limiting nondischargeability determinations to acts of a dishonest debtor or misconduct
of the debtor involving moral turpitude or intentional wrong. See, e.g., Bullock v.
Bankchampaign, N.A., 133 S. Ct. 1754 (2013), discussed next.

D. Bullock v. Bankchampaign, N.A., 133 S. Ct. 1754 (2013):

1. Held: Section 523(a)(4), which excepts from discharge a debt “for fraud
or defalcation while acting in a fiduciary capacity, embezzlement, or larceny™, requires a
“culpable state of mind requirement akin to that which accompanies application of the other
terms in the same statutory phrase”. That “culpable state of mind” requires “knowledge of, or
gross recklessness in respect to, the improper nature of the relevant fiduciary behavior.” 133 S.
Ct. at 1757.

2. The key facts: The debtor, a nonprofessional, was appointed by his father
to be the trustee of a trust for the benefit of the father’s five children. The sole asset of the trust
was a life insurance policy on the father. The trust agreement permitted the trustee to borrow
funds from the insurer against the policy’s value. On three occasions, the debtor borrowed funds
from the trust, once at his father’s request to repay the debtor’s mother for a loan to the father’s
business, and two other times when the funds were used to buy a mill and real property,
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respectively, for the debtor and his mother. All borrowed funds were repaid with interest. The
debtor’s brothers sued him in state court for breach of fiduciary duty, and although the state court
found that the debtor had no “malicious motive” in borrowing funds from the trust, it held him
liable for self-dealing. The state court imposed constructive trusts on the debtor’s interests in the
mill and the trust to secure payment of the judgment. When the debtor filed for bankruptcy
relief, the state court-appointed substitute trustee challenged the dischargeability of the claims
against the debtor under § 523(a)(4). The bankruptcy court granted summary judgment for the
trustee and the District Court and Court of Appeals affirmed, holding the debt to be
nondischargeable. The Supreme Court vacated and remanded, holding that “the conduct at issue
does not involve bad faith, moral turpitude, or other immoral conduct,” the terms used in

§ 523(a), and these terms require an “intentional wrong”, which includes “reckless conduct of the
kind that the criminal law often treats as the equivalent.” 133 S. Ct. at 1759.

3 Significance for Husky issues: Although this is a § 523(a)(4) case, itis a
recent example of the Supreme Court adhering to the long-standing principle that “’exceptions to
discharge ‘should be confined to those plainly expressed.”” Id. at 1760.

E. Neal v. Clark, 95 U.S. 704 (1877):

1. Held: Determination of the meaning of the term “fraud” in the
Bankruptcy Act of 1867.
2, The key facts: The creditor, a surety company, challenged the

bankruptcy discharge of the debtor, who had purchased bonds from an executor of the estate in a
transaction subsequently held to have been a waste of estate assets and following which the
executor failed to account for the amount of the bonds sold to the debtor. The lower state court
determined the debtor had committed “constructive fraud” and that he was jointly liable with the
executor. The Supreme Court determined that because the debtor had not committed actual
fraud, and had purchased the bonds in good faith with no knowledge of the executor’s
wrongdoing, the creditor’s claim was dischargeable. However, under the language of the 1867
Bankruptcy Act, to be nondischargeable the debt had to be “created by the fraud or
embezzlement of the bankrupt”. 95 U.S. at 709 (emphasis added).

3. Significance for Husky Issues:

a. It is possible to view Neal v. Clark as not relevant to the Husky
debate because of the language of the 1867 statute specifically referring to the “fraud ... of the
bankrupt”. However, this case, as well as the 1867 statute, demonstrate a focus on the
wrongfulness of the conduct of the debtor. This might serve as a basis to argue that the same
focus should be applied under Section 523(a)(2)(A), and that a debtor who receives a fraudulent
transfer with no knowledge of any wrongfulness should be discharged from the debt. However,
the Supreme Court case of Strang v. Bradner, discussed below, contradicts that argument. The
more recent case of In re Quinlivan, 434 F.3d 314 (5‘h Cir. 2005), discussed below, also adopts
the view that even an innocent debtor may lose a nondischargeability case based on the fraud of
an agent of the debtor.

40000/0593-14165732v2



F. Strang v. Bradner, 114 U.S. 555 (1885):

1. Held: Debt incurred as a result of the fraud of the debtor’s business
partner was held not to be dischargeable, even though the debtor had no involvement or
knowledge of the fraud, where the fraudulent conduct resulted in the debtor’s business receiving
“the fruits of the fraudulent conduct™ of the partner. 114 U.S. at 561.

2. The key facts: The creditors purchased wool from a partnership
consisting of the debtor and the debtor’s partner, who sold the creditors wool on commission.
The creditors issued notes which the debtor and his partner used to obtain funds for their
business. In February 1885, the debtor’s business requested four notes which the creditors
issued. In March, the debtor’s partner, acting for the business, falsely represented to the
creditors that they had not been able to use the February notes and requested four more notes,
which the creditors provided. In fact, the debtor’s business had used the February notes and was
insolvent. The evidence showed that the debtor was not aware of his partner’s false
representations, but that the proceeds of the March notes were received by the debtor’s business.

3. Significance for Husky issues: Like Neal v. Clark, Strang was decided
when the governing bankruptcy statute provided for an exception to the bankruptcy discharge for
any “debt created by the fraud or embezzlement of the bankrupt”. A plain reading of this statute
would suggest that if the debtor committed no fraud, this exception to dischargeability should not
apply. Despite this statutory language and the Supreme Court’s opinion in Neal v. Clark, Strang
held nondischargeable the debt owed by an innocent debtor who was liable under state law
imputing liability to the debtor for the fraud of the debtor’s partner, where the benefits of the
fraudulent conduct was received by the partnership.

G. Tummel & Carroll v. Quinlivan (In re Quinlivan), 434 F.3d 314 (5th Cir.

2005):

1. Held: Debt incurred as a result of fraud is not dischargeable even if the
debtor did not know or had no reason to know that his agent was acting fraudulently.

2. The key facts: President of company induced law firm, through
misrepresentations, to file suit on behalf of two companies and the vice president against a bank
on a contingent-fee basis. The vice president signed the engagement letter individually and on
behalf of the companies. In the litigation, bad facts concealed from the law firm were revealed
and the plaintiffs dropped the suit. Under the engagement letter the creditor law firm was
entitled to be paid its fees on an hourly basis upon such circumstances. The clients failed to pay
and the vice president filed for bankruptcy relief under Chapter 7. The law firm filed an
adversary proceeding to have its claim determined to be nondischargeable under § 523(a)(2)(A).
The bankruptcy court held that because the debtor had made no fraudulent representation to the
creditor the debt was dischargeable. On appeal, the creditor argued that the debtor should be
held responsible for the president” misrepresentations on an agency theory. The district court
rejected that argument due to the absence of any formal agency agreement. On appeal, the Fifth
Circuit reversed and remanded, holding that even if the partner were innocent of wrongdoing and
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