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

No. 97-40649

In The Matter O : SUSAN NI CHOLS HASTI NGS;
TOM MARSH HASTI NGS,

Debt or s.

DAN W LUFKI N,
Appel | ant,

V.

SUSAN NI CHOLS HASTI NGS; TOM MARSH HASTI NGS,
Appel | ees.

Appeal fromthe United States District Court
for the Eastern District of Texas
(4: 95- CVv-23)

July 23, 1998
Before KING SM TH, and STEWART, Circuit Judges.

PER CURI AM *

Def endant s- appel | ants Tom Marsh Hasti ngs and Susan
Ni chol s Hastings filed a voluntary Chapter 7 bankruptcy petition.
In connection with the bankruptcy proceedi ng, the Hastings
claimed a honestead exenption as to certain real property under

Texas law. Plaintiff-appellant Dan W Lufkin filed an adversary

"Pursuant to 5THCGR R 47.5, the court has determ ned that
this opi nion should not be published and is not precedent except
under the limted circunstances set forth in 5THCQR R 47.5. 4.



proceedi ng objecting to both the Chapter 7 bankruptcy di scharge
and the clained honestead exenption. The bankruptcy court
entered an order denying the discharge and an order denying
Lufkin’s objection to the honestead exenption. Lufkin appeal ed
the order denying the objection to the honestead exenption to the
district court. The district court affirnmed the bankruptcy
court’s order, and Lufkin now appeals the district court’s
judgnent. We affirm
| . FACTS AND PROCEDURAL HI STORY

I n August 1985, plaintiff-appellant Dan W Lufkin | oaned
def endant - appel | ee Tom Marsh Hastings $75,000. The transaction
was evi denced by a prom ssory note. On Novenber 1, 1985, Lufkin
| oaned Hastings an additional $125,000, and this transaction was
al so evidenced by a prom ssory note. On Novenber 2, 1987, the
two prom ssory notes nenorializing the loans fromLufkin to
Hastings were consolidated into a single prom ssory note in the
amount of $241, 356.16. The Novenber 1987 note was signed by both
Tom Marsh Hastings and Susan Nichols Hastings (collectively
Debtors). Wen the Novenber 1987 note matured in 1989, Lufkin
and Debtors agreed to extend the maturity date on the note to the
earlier of Novenber 1, 1990 or the date on which Debtors sold a
ranch that they owned known as the Bl ackjack Property. Debtors
contend, and Lufkin does not dispute, that the Bl ackjack Property
constituted Debtors’ honestead while they owned it. Lufkin
contends that, as a condition upon his extension of the due date

on the Novenber 1987 note, Debtors agreed to pay the note out of



the proceeds fromthe sale of the Bl ackjack Property. Debtors
deny that they nmade any such agreenent. Debtors did not sell the
Bl ackj ack Property by Novenber 1, 1990, and the Novenber 1987
note therefore matured on that date. Debtors did not pay their
debt to Lufkin.

In 1992, Debtors sold the Bl ackjack Property in two parcels
to two different buyers. On May 21, 1992, Debtors sold one
parcel of the Blackjack Property to Gary and Shannon Barker for
$182,500. Debtors claimthat they received $7,900 fromthis sale
and that the bal ance of the proceeds was used to pay closing
costs and to pay |lienholders on the Bl ackjack Property and
j udgnent creditors of Debtors.

On Novenber 23, 1992, Debtors sold the remai nder of the
Bl ackj ack Property to M chael and Deborah Snetzer for $700, 000.
Pursuant to the terns of the sale, the Snetzers nade a $375, 000
down paynment and executed a $325,000 real estate lien note (the
Snetzer Note) to Debtors secured by that portion of the Bl ackjack
Property that Debtors sold to the Snetzers. The Snetzer Note
contained a five-year prohibition on prepaynent. Debtors claim
t hat they received $169,500 of the $375,000 down paynent, with
the remai nder being used to pay |liens, closing costs, and ot her
costs associated with the sale of the property to the Snetzers.

On March 18, 1993, Lufkin filed suit in state court (the
State Court Lawsuit) to enforce Debtors’ obligation under the
Novenber 1987 prom ssory note. On May 5, 1993, Debtors filed a

| oan application with North Texas Savi ngs & Loan Associ ati on



(North Texas), and, on June 4, 1993, they received a $150, 000
construction loan commtnent. Lufkin clains that Debtors

m srepresented their financial status in the | oan application.
On June 8, 1993, nore than six nonths after the sale of the

Bl ackj ack Property, Debtors borrowed $65,000 from North Texas to
purchase a ranch in North Hemm ng (the North Henmm ng Property),
which is the property as to which Debtors claimthe disputed
honmest ead exenption. That sanme date, Debtors purchased the North
Hemm ng Property for $100, 000, using the |oan proceeds and
approxi mately $35,000 of the cash that they received fromthe
sale of the second parcel of the Bl ackjack Property to the

Snet zer s.

On July 29, 1993, Debtors waived their right to a prepaynent
penal ty upon the refinancing of the Snetzer Note. On August 6,
1993, Debtors sold the Snetzer Note to S. T.M Mortgage Conpany,
and they received approxi mately $313, 000 from the refinancing.
Debtors paid the closing costs of the refinancing out of the
proceeds fromthe sale of the note. They al so purchased a
$50, 000 certificate of deposit which they pledged to North Texas
as collateral for their construction |oan. Debtors deposited the
remai ni ng $263, 000 fromthe sale of the Snetzer Note in a
construction account. Debtors used the $263, 000 plus $120, 000
fromthe down paynent that the Snetzers had paid themfor the
Bl ackj ack Property to build inprovenents on the North Hemm ng
Property.



I n Septenber 1993, Lufkin filed a notion for summary
judgnent in the State Court Lawsuit, and the state district court
granted himpartial sunmary judgnent at a hearing on Cctober 28,
1993. A hearing on the renmai nder of the summary judgnent issues
was set for Decenber 9, 1993. On Decenber 8, 1993, Debtors
turned over the $50,000 certificate of deposit to North Texas to
pay down the construction |Ioan. On Decenber 9, 1993,
approxi mately three hours before the schedul ed sunmary j udgnment
hearing in the State Court Lawsuit, Debtors filed their Chapter 7
bankruptcy petition.

In their bankruptcy schedul es, Debtors asserted that the
North Hemm ng Property was covered by the honestead exenption
pursuant to Chapter 41 of the Texas Property Code. Lufkin and
the bankruptcy trustee filed objections to this clained
exenption. Additionally, Lufkin filed an adversary proceedi ng
objecting to Debtors’ discharge under 11 U S.C. §8 727 on the
ground that Debtors transferred substantially all of their assets
prior to bankruptcy with the actual intent to hinder, delay, or
defraud Lufkin. On Novenber 16, 1994, the adversary conpl aint
and the objections of Lufkin and the bankruptcy trustee to
Debt ors’ honestead exenption were tried to the bankruptcy court.

The bankruptcy court concluded that Debtors had made
transfers of property, including transfers of nonexenpt property
into the North Hemm ng Property, with the actual intent to
hi nder, delay, and defraud Lufkin. Specifically, the bankruptcy

court determ ned that Debtors realized that they had no viable



defense in the State Court Lawsuit and that they accelerated the
conversion of their assets after the state district court granted
Lufkin partial summary judgnent. The bankruptcy court therefore
deni ed Debtors’ discharge pursuant to 8§ 727. However, the
bankruptcy court denied the objections of Lufkin and the
bankruptcy trustee regardi ng Debtors’ clai med honest ead exenption
for the North Hemming Property. Lufkin and the trustee tinely
appeal ed the bankruptcy court’s denial of their objections to the
district court, and the district court affirmed the order of the
bankruptcy court denying the objections.
1. STANDARD CF REVI EW

We review findings of fact by the bankruptcy court under

the clearly erroneous standard and review i ssues of |aw de novo.

Henderson v. Belknap (In re Henderson), 18 F.3d 1305, 1307 (5th

Cir. 1994); Haber Q1 Co. v. Swinehart (In re Haber Gl Co.), 12

F.3d 426, 434 (5th Cr. 1994).
L1l DI SCUSSI ON

Luf kin contends that Debtors are not entitled under Texas
law to claima honestead exenption for the North Hemm ng Property
because, as the bankruptcy court found, they obtained the
property in an attenpt to defraud him W di sagree.

The honmestead exenption provision of the Texas Constitution
provi des as foll ows:

The honestead of a famly, or of a single adult person,

shal |l be, and is hereby protected fromforced sale, for

the paynent of all debts except for the purchase noney

thereof, or a part of such purchase noney, the taxes

due thereon, . . . or for work and material used in

constructing inprovenents thereon . . . . No nortgage,
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trust deed, or other lien on the honestead shall ever
be valid, except for a debt described by this section

. A purchaser or |ender for value w thout actual
knomﬁedge may conclusively rely on an affidavit that
desi gnates other property as the honestead of the
affiant and that states that the property to be
conveyed or encunbered is not the honestead of the
affiant.

Tex. ConsT. art. 16, 8 50 (anended 1998). |In interpreting and
appl ying Texas’ s honestead exenption, this court has made the
foll ow ng observati on:

Because honesteads are favorites of the |law, we nust
give a liberal construction to the constitutional and
statutory provisions that protect honestead exenptions.
| ndeed, we nust uphold and enforce the Texas honestead
| aws even though in so doing we mght unwittingly
assi st a dishonest debtor in wongfully defeating his
creditor.

Bradl ey v. Pacific Southwest Bank (In re Bradley), 960 F.2d 502,

507 (5th Gr. 1992) (citations and internal quotation marks

omtted). W have further noted that “Texas’ constitutional and
statutory protection of the honestead is absolute. The intent of
the debtor is irrelevant to the scope of his honestead exenption

under Texas law.” Smth v. Mody (In re Mody), 862 F.2d 1194,

1197-98 (5th Gr. 1989). Additionally, Texas courts have held
that “[f]oreclosure of the honestead is permtted only in the
i nstances specifically listed in the constitution.” Boudreaux

Gvic Ass'n v. Cox, 882 S.W2d 543, 547 (Tex. App.--Houston [ 1st

Dist.] 1994, no wit).

Luf ki n argues, however, that, under Texas |aw, equitable
remedies will preclude a di shonest debtor from obtaining the
benefit of the honestead exenption and that Texas courts would
afford such renedies in this case. |In support of this
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contention, Lufkin relies upon two general classes of Texas
cases. First, he cites a nunber of cases in which Texas courts
have utilized equitable renedies to preclude a | andowner from
benefiting fromthe honestead exenption when the | andowner uses
wrongful |y acqui red nonexenpt funds to acquire, inprove, or pay

down debt on a honest ead. See Bransomyv. Standard Hardware Inc.,

874 S.W2d 919, 928-29 (Tex. App.--Fort Wrth 1994, wit denied)
(uphol ding a constructive trust on the proceeds of the sale of a
honmest ead where the honestead owner had used enbezzled funds to

pay down her nortgage on her honestead); Baucumyv. Texam Q|

Corp., 423 S.W2d 434, 442 (Tex. Cv. App.--El Paso 1967, wit
ref’d n.r.e.) (noting that hol ding honestead property in a
constructive trust constitutes an appropriate renmedy where the
owner used fraudul ently obtained funds to purchase it); Bush v.
Gaffney, 84 S.W2d 759, 762 (Tex. Cv. App.--San Antonio 1935, no
wit) (denying a honestead exenption to the extent necessary to
satisfy a constructive trust inposed in favor of an individual
whom t he honest ead owner fraudulently induced to purchase |and);

First State Bank v. Zelesky, 262 S.W 190, 192 (Tex. CGv. App.--

Gal veston 1924, no wit) (denying a honestead exenption where the

property was acquired with enbezzled funds); Smth v. G een, 243

S.W 1006, 1008 (Tex. App.--Amarillo 1922, wit ref’d) (denying a
honmest ead exenption to the extent necessary to satisfy a
constructive trust in favor of the honmestead owner’s partner
because the honmestead owner built the honestead using partnership

funds).



Second, Lufkin relies upon cases where this court and Texas
courts have used equitable renedies in circunstances in which
honmest ead owners m srepresent the honmestead character of their
honmest eads and thereby induce third parties to | end them noney

secured by liens on the honestead. See RepublicBank, Lubbock,

N.A v. Daves (In re Daves), 770 F.2d 1363, 1367 n.5 (5th Gr.

1985) (noting that a constructive trust may be inposed based upon
“a msrepresentation or fraud related to a factual matter which
woul d affect the creditor’s know edge or understandi ng of whether
a particular property was properly clained as honestead.”);

&oodrich v. Second Nat’'l Bank, 151 S.W2d 276, 279-80 (Tex. G v.

App. - - Beaunont 1941, writ ref’d) (holding that, where the

homest ead owner caused a third party to create a lien on his
honmest ead by hiding the honestead character of the property

t hrough a sham transaction, the honestead owner was estopped from
asserting the honestead exenption as to the innocent purchaser of
the note secured by the lien on his honestead).

The cases upon which Lufkin relies are entirely inapposite.
First, as Debtors point out, they did not wongfully obtain the
funds used to purchase the North Henm ng Property; rather, they
purchased it with the proceeds fromthe sale of their prior

honestead.! Second, Lufkin makes no contention that Debtors

. We note that the proceeds fromthe sale of a Texas
honmestead retain their honestead character for six nonths after
the sale. See Tex. Prop. CobE ANN. 8§ 41.001(c) (Vernon Supp.

1998). Thus, for the time period beginning six months after the
sal e of the Blackjack property and continuing until the Debtors
reinvested the funds fromthe sale in a new honestead, the funds
were subject to attachnment to satisfy Lufkin’s claim
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i nduced himto | oan them noney by m srepresenting the honestead
character of the Blackjack Property, which was Debtors’ honestead
at the tinme that Lufkin nmade the loan giving rise to the debt at

i ssue here.

Lufkin contends that Debtors purchased the North Henm ng
Property with fraudulently obtained funds to the extent that they
acquired the property in part with funds obtained after
submtting a fraudulent | oan application to North Texas. This
argunent is unavailing. Wile Debtors’ fraud in the | oan

application at nost provides North Texas with a renedy agai nst

them (a matter we need not decide), it has absolutely no bearing
on the validity of Debtors’ honestead exenption as to Lufkin
because Debtors did not fraudulently obtain the funds used to

purchase or inprove their honestead from Lufkin. Lufkin's

further argunent that Debtors would not have been able to shelter
all of their assets in the North Henm ng Property but for their
fraud on North Texas is unpersuasive. First, it appears that
Debtors could have paid for the North Hemm ng Property and the

i nprovenents thereon entirely out of the proceeds fromthe sale
of the Bl ackjack Property. Second, even if this were not true,
Debtors could have prejudiced Lufkin to the sanme extent by sinply
purchasi ng a | ess expensive honestead that nonethel ess consuned
all of the proceeds fromthe sale of the Blackjack Property. Any
fraud perpetrated by Debtors on North Texas had no detri nental

i npact on Lufkin.
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The factual scenario in this case is anal ogous to that

addressed in Driskill v. Reed (In re Reed), 12 B.R 41 (Bankr.

N.D. Tex. 1981). |In that case, the debtor used nonexenpt assets
to pay down the nortgage on his existing honestead and to pay off
a hone inprovenent | oan that he had taken out to pay for
i nprovenents to his honestead. See id. at 42. The bankruptcy
court determ ned that, while this action constituted a basis for
denyi ng the debtor’s discharge in bankruptcy,?2 it did not provide
a basis for concluding that the debtor forfeited his honestead
exenption. See id. at 43-44.°3

The result in Reed is consistent with Texas’s statutory and
constitutional schene regarding real and personal property
exenptions. Sections 42.001 and 42.002 of the Texas Property
Code exenpt certain personal property from garni shnent,
attachnent, or execution by creditors. See TeEx. Prop. CoDE ANN.
88 42.001, 42.002 (Vernon Supp. 1998). However, § 42.004 of the
Property Code provides that,

[I]f a person uses the property not exenpt under this

chapter to acquire, obtain an interest in, nake

i nprovenent to, or pay an indebtedness on personal
property which woul d be exenpt under this chapter with

2 The bankruptcy court denied the debtors’ discharge in
anot her proceeding. See First Tex. Sav. Ass’'n v. Reed (In re
Reed), 11 B.R 683 (Bankr. N.D. Tex. 1981), aff’'d 700 F.2d 986
(5th Gr. 1983).

3 Lufkin attenpts to distinguish Reed on the basis that, in
that case, the debtor used nonexenpt assets to pay down a
nortgage on his existing honestead, whereas, in this case,
Debt ors used nonexenpt assets to purchase a new honestead. @G ven
that the effect on the ability of creditors to satisfy their
clains against the debtor in both scenarios is identical, this is
a neani ngl ess di stinction.
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the intent to defraud, delay, or hinder an interested

person fromobtaining that to which the interested

person is or may be entitled, the property, interest,

or inprovenent acquired is not exenpt from seizure for

the satisfaction of liabilities.
Id. 8 42.004. The Property Code contains no simlar provision
regardi ng the use of nonexenpt property to acquire or inprove the
debtor’s honestead. One can assunme fromthis om ssion that the
Texas legislature either did not desire to adopt such a provision
or that it |lacked the constitutional authority to do so in |ight
of the broad honmestead protections afforded by § 50 of article 16
of the Texas Constitution. |In either event, no statutory,
constitutional, or equitable authority exists for any concl usion
in this case other than that the North Hemm ng Property is exenpt
fromattachnent to satisfy Lufkin s claimagainst Debtors.

[11. CONCLUSI ON
For the foregoing reasons, we AFFIRM the judgnent of the

district court affirmng the bankruptcy court’s order denying

Lufkin’s objection to Debtors’ clained honestead exenpti on.
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