IN THE UNI TED STATES COURT OF APPEALS
FOR THE FI FTH Cl RCU T

No. 92-4399
Summary Cal endar

IN THE MATTER OF: RODNEY DALE COSTON and
Bl LLI E KATHERI NE COSTON, Debt ors.

RODNEY DALE COSTON and
Bl LLI E KATHERI NE COSTON,

Appel | ant s,

ver sus

BANK OF MALVERN,
Appel | ee.

Appeal fromthe United States District Court
for the Eastern District of Texas

(Cct ober 30, 1992)
Before KING DAVIS, and WENER, G rcuit Judges.
WENER, Circuit Judge:

In this bankruptcy case, Debtors-Appellants Rodney and Billie
Coston (the Costons) appeal two rulings of the bankruptcy
court))one procedural and the other substantive))and the
affirmations of those rulings by the district court, in favor of
Appel | ee, Bank of Malvern (the Bank). The Costons ask us to
reverse the bankruptcy court's rulings that (1) the Bank tinely
filed its nmotion for non-dischargeability of a loan, and (2) the
loan itself was not a dischargeable debt. Concl udi ng that the
bankruptcy court erred inits determ nati on of non-di schargeability

of the debt, we reverse that court's decision and the subsequent



affirmance thereof by the district court.

I
FACTS AND PROCEDURAL HI STORY

Bot h of the Costons were enpl oyees of Anmerican Airlines. They
resided part of the tinme in Mlvern, Arkansas, where Rodney's
famly had been long-tinme residents, and the other part of the tine
in Athens, Texas. In Malvern, they purchased a pleasure-boat
manuf act uri ng operation, which becane the Coston Corporation. In
furtherance of that business, the Costons took out a series of
| oans fromthe Bank, the first of which))the one here at issue))was
for $175, 000.

To obtain the $175,000 |oan (and others), the Costons were
required to submt a joint financial statenent to the bank. On
that statenent, Rodney represented that his account in his
enpl oyer's retirement plan was worth $1.2 mllion (which it was)
and was readily convertible into cash (which it was not). At
several neetings with representatives of the Bank after filing the
statenent, Rodney reiterated those representations. The court
found that the bank, in making the l|oan, relied on Rodney's
representation that the retirenent fund was readily convertible to
cash.

By the late 1980s, the Costons had begun to experience
busi ness and fi nanci al problens. On January 25, 1989, the Bank and
t he Arkansas Devel opnent and Fi nance Aut hority (ADFA), another the

Coston's Arkansas creditors, filed a petition in the bankruptcy



court for the Western District of Arkansas, forcing the Costons
into involuntary bankruptcy. The next day the Costons filed a
voluntary petition in the bankruptcy court for the Eastern District
of Texas. Pursuant to bankruptcy rule 1014(b),! ADFA filed a
notice of stay with the bankruptcy court in Texas, which notice
infornmed that court of the requirenent that it stay all proceedi ngs
i nvol ving the Costons. The court in Texas had al ready set March 1,
1989, as the date for the first neeting of creditors and was in the
process of setting other deadlines when it was inforned of the
stay. Gven the pre-existence of the Arkansas proceedi ngs and the
rule 1014(b) stay, the court in Texas cancelled the creditors'
nmeeting and in essence put the bankruptcy proceedi ngs in Texas on
hol d pending disposition by the court in Arkansas of a notion to
det erm ne proper venue.

On May 10, 1989, the bankruptcy court in Arkansas entered an
or der di sm ssi ng t he i nvol unt ary petition, effectively
resuscitating the Texas proceedi ng. The bankruptcy court in Texas
then set the initial neeting of creditors for July 10, 1989.
Wthin sixty days after this neeting, the Bank filed its " Conpl ai nt
ojecting to Discharge" of the $175,000 note. At that point, and
consistently thereafter, the Costons argued that the Bank's
obj ection to di scharge was untinely because it was not filed within
sixty days follow ng the March 1, 1989, neeting,? even though that

nmeeti ng had been cancelled by the bankruptcy court in Texas under

BANKR. R 1014(b) (1988).
2See BANkrR. R 4004, 4007



the Rule 1014(b) notice of stay fromits counterpart in Arkansas.

The bankruptcy court in Texas rejected the Costons' argunent
because the Bank's notion had been filed within sixty days after
the July 10, 1989, neeting. The court reasoned that the
requirenent to file within sixty days of the March 1, 1989, neeting
had been nullified))not nerely postponed and reschedul ed))by the
stay notice under rule 1014(b) filed in the bankruptcy court in
Texas.® The court went on to hold that the $175,000 note was not
di schargeable, explaining that the Costons had (1) submtted
materially false information to the bank to procure the |oan, and

(2) the bank had reasonably relied on that information in making

t he | oan.

The Costons appeal ed the bankruptcy court's decision to the
district court, asserting error in the bankruptcy court's rulings
as to tineliness of the Bank's opposition to discharge and as to
the dischargeability of the debt. The district court affirnmed
both rulings of the bankruptcy court after which the Costons tinely

appeal ed those issues to this court.

3One of the Costons' argunents is that the Arkansas
proceedi ng was "facially invalid' because the Bank wongly
initiated a joint involuntary petition. The Arkansas bankruptcy
court later dism ssed the proceedi ngs and one of the grounds was
the joint character of the petition. Nevertheless, the force of
that court's Rule 1014 stay order, which the Texas bankruptcy
court correctly recogni zed, cannot seriously be questioned by the
Costons sinply because the Arkansas case was |ater dism ssed.
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|1
ANALYSI S

A. St andard of Revi ew

On appeal of a bankruptcy case, review ng courts))district and
courts of appeals alike))nust accept the findings of fact of the
bankruptcy court unless the findings are clearly erroneous.* Al so,
"due regard shall be given to the opportunity of the bankruptcy
court to judge the credibility of witnesses."® Circuit courts are
guided by the rule that "[s]trict application of the clearly
erroneous rule is particularly inportant whe[n] the district court
has affirnmed the bankruptcy court's findings."® WMatters of |aw,

however, are reviewed de novo.’

B. Tinmeliness of the Bank's Mbtion

Procedurally, the Costons argue that the Bank's failure to
file its objection to discharge of the $175,000 note within sixty
days of the March 1, 1989, schedul ed date for the first neeting of
creditors nmakes that notion untinely. W join the bankruptcy and
district courts in disagreeing with this assertion. The Costons

rely on the strictness of bankruptcy Rule 4007(c), which comrands

‘“Wlson v. Huffman (In re M ssionary Baptist Found. of
Anerica), 818 F.2d 1135, 1142 (5th Cr. 1987); see In re N | and,
825 F.2d 801, 805 (5th cir. 1987).

BankrR. R 8013.
M ssionary Baptist Found., 818 F.2d at 1142.

‘'See Matter of Mnning's Dept. Stores, Inc., 929 F.2d 197,
200-01 (5th Cir. 1991).




that "[a] conplaint to determ ne the dischargeability of any debt
pursuant to 8 523(c) of the Code shall be filed no later than 60

days followwng the first date set for the neeting of the

creditors."® The Costons cite no less than twenty-five cases to
this court toinformus of the neaning and rigidity of that phrase.
But not one of those cases))or for that matter any of the cases
cited tothe district court))deal wwth a situation involving a stay
under Rul e 1014(b).

Rul e 1014(b) nmandat es:

| f petitions commenci ng cases under the Code are filed in
different districts by or against (1) the sane debtor, or
(2) a partnership and one or nore of its genera
partners, or (3) two or nore general partners, or (4) a
debtor and an affiliate, on notion filed in the district
in which the petition filed first is pending and after
hearing on notice to the petitioners, the United States
trustee, and other entities as directed by the court, the
court nmay determne, in the interest of justice or for
t he conveni ence of the parties, the district or districts
in which the case or cases shoul d proceed. Except as
ot herwi se ordered by the court in the district in which
the petition filed first is pending, the proceedi ngs on
the other petition shall be stayed by the courts in which
t hey had been filed until the determ nation is mde.?®

In reliance on this rule, the Bank insists, and we agree, that it
did not have to file its notion in the Texas bankruptcy court until
the Arkansas case was termnated and the Rule 1014(b) stay was
lifted. The instant situation is precisely what is conprehended in
Rul e 1014(b). Once the notice of stay was recogni zed by the court
in Texas, that court's proceeding was on hold indefinitely until

the stay was lifted and the proceedi ng i n Arkansas di sm ssed. Only

8BANKR. R. 4007(c) (enphasi s added).
°BANKR. R. 1014( b) (enphasi s added).
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when that occurred and a date was set for the initial neeting of
creditors did the sixty days begin to run. |In the stay situation,
the new date set by the court is the "first date" under Rule
4007(c); it is not nerely a rescheduling of the old pre-stay date.

Facially, this ruling may appear to contradict the wordi ng of
Rul e 4007(c). But, in light of Rule 1014(b), no other result is
sensi bl e or possible. The Bank cannot be penalized because it did
not conply with a filing deadline of a court whose proceedi ngs had
been stayed. To suggest that even though the court's proceedi ngs
on the Costons' case had been stayed under Rule 1014(b), its filing
deadl i ne under Rule 4007(c) continued to run is |udicrous. W

reject this procedural contention by the Costons.

C. Non- Di scharqgeability of the $175, 000 Note

Substantively, the Costons argue that they were wongfully
deni ed di scharge of the $175, 000 note under 8 523 of the bankruptcy
code. The bankruptcy court properly noted that there are four
el enrents needed to deny a discharge: (1) a statenent in witing
that is materially false; (2) that concerned the debtor's financi al
condition; (3) the creditor's reasonable reliance on that
statenent; and (4) the debtor's intent to deceive when the
statenment was published. 1°

It is clear fromthe record, as the bankruptcy court found,
that the statenent was (1) in witing, (2) materially false (the

asset had been inproperly placed in the |liquid assets colum of the

10See 11 U.S.C. §523 (a)(2)(B).
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form, (3) concerned with the debtor's financial condition, and (4)
made by the debtor with the intent to deceive.'! Like the district
court before us, however, we have a problemw th the question of
t he reasonabl eness of the Bank's reliance on the Coston's statenent
that the $1.2 million retirement fund was readily convertible to
cash. W readily acknow edge that this case presents a cl ose cal

as to whether the reliance of the bank was reasonable. |If we were
constrained by the clear error standard on this issue (as the
Costons wongly assert we are))al beit such an assertion i s agai nst
their interest), there is no doubt that we would have to affirm
W are not, however. Al t hough reliance is an issue of fact

reasonabl eness is an issue of law and we conclude here that in

view of all of the Bank's activities in connection with this
matter, its reliance on the statenment w thout seeking verification
sinply was not commercially reasonable. W take additional confort
in the know edge that public policy favors discharge. ?

W review de novo the determnation of obj ective

reasonabl eness of the bank's reliance. In In re Jordan, we stated

that "[t]he reasonableness of reliance [under 8 523] is a

1The bankruptcy court stated: "I do not find M. Coston's
testi nony about his |ack of know edge about his retirenment
account credible. . . . | believe that he listed the retirenent
account in this specific location . . . to nmake it | ook nuch
better than it was . " We are bound by this finding. See
BANKR. R, 8013.

12See Perez v. Canpbell, 402 U S. 637, 648 (1971)(discussing
the overarching desire to grant a "fresh start” in bankruptcy).
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concl usi on of law, which we review accordingly."®*® 1t is clear that
in matters relating to questioning the applicability of the
di scharge, all parts of an exception nust be construed in view of
the strong presunption in favor of granting discharge.*

The district court relied on several factors in concluding
that the bankruptcy court had not erred in finding the Bank's
reliance reasonable. These included: (1) the Bank was small and
relatively unsophisticated; (2) the board nenbers were personally
famliar with Rodney's famly (we note that although the district
court stated that the officers of the Bank knew Rodney and had
participated in other loans with him the bankruptcy court had
found that "it is clear that Rodney was not a regular custoner of
the bank"); (3) the Bank had done business with the person from
whomt he Costons were buying the business; (4) the president of the
Bank personally net with Rodney and di scussed all aspects of the
financial statenent; and (5) it was not obvious fromthe |isting of
retirement benefits in the Costons' financial statenent that
further investigation mght be required to ascertai n whet her such

benefits were readily convertible to cash.

13927 F.2d 221, 225 (5th Gr. 1991)(citing In re Bonnet, 73
B.R 715, 721 (C.D. Ill. 1987), and In re Martz, 88 B.R 663
(Bankr. E.D. Pa. 1988)).

“See Perez, 402 U.S. at 648; In re Foreman, 906 F.2d 123,
127-28 (5th Cr. 1990)(stating that "'[i]n determ ni ng whether a
particular debt falls within one of the exceptions to section
523, the statute should be strictly construed agai nst the
objecting creditor and liberally construed in favor of the
debtor'" (quoting 3 CoLLIER ON BANKRUPTCY § 523.05A)); see also In
re Jacox, 115 B.R 218, 221 (Bankr. D. Neb. 1988)(stating that
courts nust look with a critical eye at creditor's proof of
obj ecti ve reasonabl eness of clained reliance).

9



The district court concluded by quoting the In re Jordan

opi nion and stating that although the Bank's practices m ght not
have been the nobst prudent, they were not unreasonable. Al bei t
W t hout great enthusiasm we reach the opposite |egal concl usion.
G ven the closeness of the decision, we are ultimtely swayed by
t he strong presunption favoring di scharge.?®®

In In re Jordan, we determned that a bank had reasonably

relied on financial data submtted to it by the debtor, and we
affirmed the refusal of discharge on that and other grounds. The

essence of the In re Jordan deci sion, however, was that there were

no "red flags" that should have alerted the bank to the need to
investigate the information submtted to it.

The In re Jordan court contrasted the facts of that case with

the facts of In re Miullet,? in which reliance on the unverified

statenments of the debtor was found not to be reasonable. The
Mul | et case involved a young, unproven bank custoner and "'there
were inconsistencies in his representations, [and] mninm
i nvestigation and verification woul d have uncovered the falsity of

the representations.'"' In ln re Jordan, as in the instant case,

there were no i nconsistencies in the informati on submtted. Unlike

In re Jordan, however, the Costons' main asset (an allegedly Iiquid

retirement fund) was obviously suspicious. The instant case does

not contain the sane overt flags as the Mull et case))i.e., glaring

15See In re Foreman, 906 F.2d at 127-28.

16817 F.2d 677 (10th Cir. 1987).
7Jordan, 927 F.2d at 226 (quoting Mullet, 817 F.2d at 681).
10



i nconsistencies in the submtted forns))yet it does contain a
significant factor that should have been))and shortly thereafter
becane))a red flag: whether the retirenent fund was truly a liquid
asset.

As the Bank bel atedly | earned, one sinple procedure))a single
phone call to American Airlines))wuld have provided all of the
unconpl i cated and unequi vocal information needed to determ ne that
in fact the asset was not liquid. W are not so nmuch convinced by
our view of what a prudent banker would do to verify a financial
statenent as nuch as we are convinced by what the Bank did on the
occasi on of subsequent advances it made to the Costons. On the
event of the second l|oan, the bank found a need to verify the
liquidity of the asset. W do not understand how reasonable
practice on the second loan requires verification and yet
reasonabl e practice on the first loan, when the liquidity was not
verified, allows non-verification.

The bankruptcy court held that, as the Bank knew about the
illiquidity when it made the second and subsequent |oans, its
reliance on the financial statenment was unreasonabl e and the | oans
were not excepted fromdischarge. W fail to see how, as a natter
of law, such a mnor bit of diligence))calling Arerican Airlines))
coul d becone a reasonabl e procedure between the first and second
| oans. Wen a significant |iquid asset is an enpl oyee's account in
a pension plan and the enpl oyee i s obviously under retirenent age,
even a small town banker personally famliar with all the players

knows or should know to "cut the cards." A reasonabl e banker

11



sinply would not rely so extensively on the liquidity of such an
asset w thout verification.

We hold that the Bank was not reasonable in thus relying on
the listing of Rodney's account in the retirenent fund as the nmain
source of the borrower's liquidity. This was denonstrated by the
Bank' s own subsequent act of verifying liquidity))actually, the
lack of liquidity))in connection with the second | oan. W
t herefore conclude as a matter of |aw that the $175, 000 | oan was
subject to discharge and that the bankruptcy court erred in

excepting it under § 523.

1]
CONCLUSI ON

The bankruptcy and district courts admttedly made cl ose calls
concerning the reasonableness of the Bank's reliance on the
liquidity of the retirenent plan account. Al t hough we too
acknowl edge that the issue is a close one, we conclude that, in
vi ew of the Bank's subsequent behavi or and t he suspi ci ous nat ure of
the asserted liquidity of the asset, reliance on the borrowers'
statenent without so nuch as making a single telephone call to
verify liquidity sinply was not reasonable. Therefore, although we
agree wth the bankruptcy and district courts that the Bank's
nmotion for denial of discharge was tinely, we determne that the
gquestion of discharge was wongly decided and we thus reverse the
deci sion of the bankruptcy and district courts on that issue and

render a judgnent discharging the Costons' renmaining debt to the

12



Bank.
REVERSED and RENDERED
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