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Clearspring Trust v. Patrick, Adversary No. 02-6092-fra
Clayton Patrick and Mary Miull er, Case No. 601-69644-fra7
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M chael Tandy and Susan Quan are the trustees and
beneficiaries of the plaintiff trust. Tandy and the Defendant
Patrick had been friends since they attended | aw school together
inthe md 60's. Tandy practiced law for a few years and then
noved on to other pursuits. Patrick noved to Oregon after |aw
school and practiced law. Beginning in 1991 and continuing for a
nunber of years, Tandy or his trust nade a series of |loans to
Patrick which, by June 1998, totaled $313,684. The note
docunenting the first | oan was prepared by Patrick. Subsequent
notes were generally prepared by Tandy using the original form
maki ng any adjustnments agreed to by the parties. 1In 1998, a note
was prepared nonunenting the entire anount then due. Patrick
filed bankruptcy in Decenber 2001 and Tandy filed this adversary
proceedi ng seeking a declaration that the debt is
nondi schar geabl e under Code § 523(a)(2)(A).

The Ninth Grcuit has held that nondi sclosure of a materi al
fact in the face of a duty to disclose can establish the
requisite reliance and causation for actual fraud. Oregon State
Bar disciplinary rules require that an attorney nay not enter
into a business transaction with a client unless the client
consents after full disclosure. Full disclosure would require an
expl anation of the potential adverse inpact on the client and a
recomendati on that the client seek independent |egal advice.
Tandy argued that Patrick established an attorney/client
relationship with himas far back as 1973 when they had a
conversation about Tandy' s pending divorce. Patrick’s failure to
make required disclosures prior to the |oan transactions woul d,
therefore, constitute fraud under Code 8 523(a)(2)(A). Patrick
denied that an attorney/client relationship ever existed.

The court determ ned that there was sufficient evidence
produced at trial to establish that an attorney/client
rel ati onship existed in 1997 when Patrick prepared docunents for
Tandy’s loans to third parties. Reliance and causation were
t heref ore deened established due to Patrick’s failure to nmake the
requi red di sclosures, which the court found to be material .
I ntent was established by circunstantial evidence. Al |oans nade
after the date that an attorney/client relationship was forned
were held to be nondi schargeable. The court did not accept the



argunent made by Plaintiff that the entire anount due should be
excepted from di scharge because the | oan made in 1998 nonunenti ng
the entire ampbunt then due was nmade after the attorney/client
relationship was formed. It likened the loan to the settlenent
of a preexisting debt and, based on the reasoning in a recent
Suprene Court case, held that the debt was only nondi schargeabl e
to the extent of the underlying fraud.
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UNI TED STATES BANKRUPTCY COURT
FOR THE DI STRI CT OF OREGON

I n Re: ) Bankruptcy Case No.
) 601-69644-fra7
CLAYTON C. PATRI CK and )
MARY M MJILLER, )
)
Debtors. )
)
CLEARSPRI NG TRUST; M CHAEL K. ) Adversary Proceedi ng No.
TANDY; and SUSAN A QUAN, ) 02-6092-fra
)
Plaintiffs, )
VS, )
)
CLAYTON C. PATRI CK, )
)  MEMORANDUM OPI NI ON
Def endant . )
. 1 NTRODUCTI ON

In this dispute between two |ong-tine friends, the Court
finds that Defendant, a practicing attorney, had a professional duty
to make certain disclosures to the Plaintiff once the professional
relationship arose. His failure to do so operates to except from
di scharge obligations incurred after the professional relationship
was est abli shed.

Hrrri
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I'1. FACTS

Plaintiff Clearspring Trust is a California trust created My
19, 1997 by Susan Ann Quan and M chael Tandy to nanage Quan and
Tandy’ s personal funds. Quan and Tandy are the trustees and
beneficiaries. Some of the debts discussed in this opinion were
originally loans by Quan and/or Tandy individually, or the
Quan/ Tandy Trust, a predecessor to the Plaintiff trust. However, al
obligations arising out of those transactions were transferred to,
and are now held by, the Plaintiff trust. Wile the Cearspring
Trust is the nomnal plaintiff, it was stipulated at trial that the
actual parties in interest are Quan and Tandy, as trustees, and that
t he case caption should be nodified accordingly.

Def endants Cl ayton Patrick and Mary Mil |l er are husband and
wife. M. Patrick is a practicing attorney in Mrion County,

Oregon. At the conclusion of the Plaintiff’s case in chief, the
Court found that there was no evidence to sustain Plaintiff’'s claim
against Ms. Miuller, and allowed her notion to dismss the conplaint.

M. Tandy and M. Patrick first nmet as | aw students in the
m d-sixties. They becane fast friends al nost i mediately, and, as
years of correspondence reflects, remained close for many years
t hereafter.

After they graduated, M. Patrick noved north to start a
private practice in Oegon. M. Tandy remained in California, where
he spent a few years as a deputy prosecutor. After that he left the
| aw for other pursuits. Over the years the two socialized and

corresponded frequently, often by e-nail
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In time, M. Patrick began to encounter financi al
difficulties, apparently because his practice was not succeedi ng as
wel | as he m ght have hoped. |In June 1991, there began a series of
| oans from Tandy, or his trust, to M. Patrick. The first |oan was
a relatively nodest $5,000. Wthin three years, suns as |arge as
$30, 000- $40, 000 were bei ng advanced.! By June of 1998, the total
amount owed, including accrued interest, had grown to $313,684. At
that time the parties agreed that M. Patrick and Ms. Muller would
execute and deliver a prom ssory note payable to the trust, or its
order, in that amount. The note would bear interest at 11.5% The
not e provided that

At the option of the prom see, all present and future

out standi ng notes by these promisors namng this

prom see may be treated as a whole. Al prom see’s

rights included in any unretired notes (or connected

security agreenents and col |l ateral docunents) existing

bet ween these parties or their beneficiaries or

successors in interest may be incorporated into any

such note. (This paragraph shall not apply to rate of

interest nor anount of principal.) Promsee may treat

default on any note as a default on any or all notes.

The first note issued in connection with these | oans, in
1991, was drafted by M. Patrick. Notes docunenting subsequent
advances were generally prepared by M. Tandy, using M. Patrick’s
original form together with any changes the two had agreed on.

As m ght be expected fromtwo | aw school friends, Tandy’' s and
Patrick’s conversations and correspondence often turned to | egal

matters, including discussions about a dispute between M. Tandy and

1 The parties stipul ated that the best evidence of the amounts and dates of disbursal is Plaintiff's Exhibit A.
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hi s nei ghbors, and M. Tandy’'s divorce proceedings in 1973. The
parties have different views over the extent of M. Patrick’'s
invol venent in these matters, but it does not appear that he
participated to the extent that a reasonabl e person woul d concl ude
that he was actually representing M. Tandy as his attorney. This
is particularly so in light of the fact that these controversies
took place in California, while M. Patrick was |icensed and
practicing in O egon.

By 1993 Tandy began to nmake | oans to peopl e other than
Patrick. It is not clear which of the two (or, for that matter, a
third party) cane up with the idea. Whoever first thought of it,
Patrick | ocated potential borrowers anongst his coll eagues and
acquai ntances in Oregon. The first of these were Nancy and
Kristofer Neslund. 1In May of 1993 the Neslunds borrowed $55, 000
fromthe Tandy/ Quan trust. The |oan was secured by real property
owned by the Neslunds, and was eventually paid in full. Tandy
asserted in his testinmony that Patrick had drafted the prom ssory
note and nortgage i ssued in connection with the Neslund | oan.
Patrick denies any such involvenment. M. Patrick’s nmenory
not wi t hst andi ng, there was evi dence produced whi ch suggests that he
was involved, if not at the outset, then |ater on, when he prepared
rel ease docunents after the | oan had been paid. In a letter dated
May 16, 1995, Nancy Neslund wote to Tandy and Quan, enclosing a
satisfaction and rel ease of nortgage which she had drafted and
submtted in lieu of one drafted by M. Patrick. This suggests that

Patrick was involved in the transaction, and perform ng duties
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ordinarily performed by attorneys. However, the evidence presented
is insufficient to establish by a preponderance that M. Patrick was
acting in this transaction as Tandy’'s attorney.

I n January 1997, the Tandy/ Quan trust |ent $25,000 to Ti nothy
and Kinberly Hol man. The Hol mans were clients of M. Patrick, which
M. Tandy knew at the tinme. M. Patrick personally guaranteed
paynent of the loan. He also acted as the lender’s attorney: for
exanple, Patrick wote to the escrow conpany in Vancouver
Washi ngton on March 10, 1997, advising that he represented the
Tandy/ Quan trust, holder of a second nortgage on certain real
property. On February 14, 1997, M. Patrick wote to M. Tandy
referring to | oan docunents he had prepared and to | egal actions he
woul d take regarding the loan. The Holman | oan was al so paid in
full.

A third loan from Tandy to a Patrick acquai ntance was a | oan
to a M. Meadowbrook, who, for a tinme, was M. Patrick’s | aw
partner. This |oan was al so secured, and paid in full.

As noted, by June 1, 1998 the total anobunt owed by M.
Patrick to the trust or its predecessors was $313,684, and was
nmonunent ed by the prom ssory note descri bed above. The fi nal
addition to the principal debt was made in August of 2000, when
$10, 000 was lent. Fromthe tine of the original |oan through
Decenber of 2001, Patrick nade paynents of nearly $300,000. It is
not clear how the paynents were allocated between principal and

i nterest.
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Throughout this time M. Patrick would, in correspondence
with M. Tandy, wite of his efforts to inprove his financial
condition, and his efforts to pay the | oans.

[11. | SSUES

Plaintiffs assert that, throughout the parties’ dealings with
each other, Patrick acted as their attorney. G ven the
attorney/client relationship, Patrick was obligated under the O egon
State Bar’'s Rul es of Professional Responsibility to advise
Plaintiffs that they should seek independent counsel before entering
into any sort of business transaction with Patrick. His failure to
gi ve that advice constitutes, in Plaintiffs’ view, a materi al
m srepresentati on made in connection with the | oans. The | oans
shoul d, therefore, be excepted from di scharge under the Bankruptcy
Code. § 523(a)(2)(A).

Plaintiffs further assert that the m srepresentation applied
to the 1998 note, and that the entire debt reflected by the note is
excepted from di scharge.

Patrick does not deny that he never made the disclosures
contenpl ated by Oregon’s Professional Rules. His position is that
the professional relationship giving rise to such an obligation
never arose, and that the | oans were the result not of any
prof essional relationship, but the personal one existing between the
parties.

The issues before the Court now are:

1. Whether M. Patrick and M. Tandy had an attorney/client

relationship giving rise to a duty by Patrick to disclose that the
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busi ness rel ati onship was adverse, and adnoni sh Tandy to seek
i ndependent | egal advi ce;
2. If such a duty existed, the tine it arose;
3. The effect of the failure to nmake the disclosure; and
4. The effect of the new note.
V. ANALYSI S
A. Statutory Provisions
1. Bankruptcy Code § 523(a)(2)(A)
Bankruptcy Code 8§ 523(a)(2)(A) provides that:
(a) A discharge under section 727. . .of this title

does not discharge an individual debtor from any
debt -

(2) for noney. . .to the extent obtained by —

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

fraud, other than a statement respecting the debtor’s

or insider’s financial condition. :

In order to except a debt from discharge, the creditor nust
prove by a preponderance of the evidence:

(1) That the debtor nade a representation;

(2) The debtor knew at the tinme the representation was fal se;

(3) The debtor made the representation with the intention and
pur pose of deceiving the creditor;

(4) The creditor relied on the representation; and

(5) The creditor sustained danage as the proximate result of

the representation. In re Apte, 96 F.3d 1319, 1322 (9" Cr. 1996),
In re Tallant, 218 B.R 58 (9" Cir. BAP 1998).
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2. Oregon Code of Professional Responsibility

Menbers of the Oregon State Bar are governed by a Code of
Prof essi onal Responsibility fornulated by the State Bar’s Board of
Governors, and adopted by the State Suprene Court. ORS 9.490.
Provi sions of the Oregon Code, referred to as “disciplinary rules,”
of interest here:

D.R 5-104(A): A lawyer shall not enter into a

busi ness transaction with a client if they have

differing interests therein and if the client expects

the | awyer to exercise the | awer’s professional

judgment therein for the protection of the client,
unl ess the client has consented after full disclosure.

D.R 10-101 Definitions:

(B)(1) “Full disclosure” neans an expl anation

sufficient to apprise the recipient of the potential

adverse inpact on the recipient, of the matter to

which the recipient is asked to consent.

(2) As used in. . .D.R5-104. . .or when a conflict of

interest may be present in D. R 4-101, “ful

di scl osure” shall also include a recommendation that

the recipient seek independent |egal advice to

determne if consent should be given and shall be

cont enporaneously confirnmed in witing.
B. Effect of Failure to D sclose

It is the relationship between parties as |lawer and client
which gives rise to the duty to disclose, not sinply the fact that
one of the parties is a lawer. M. Patrick’s active involvenent as
an attorney in the Hol man | oan and subsequent transactions gave rise
to a duty to make the disclosures to Quan and Tandy required by D. R
5-104 and 10-101. There is no exception in the Code of Professional

Responsi bility for pre-existing personal relationships: indeed, it
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is just that sort of situation where the |lawer’s duty to disclose
may be nost inportant. In addition, there is nothing in the Code of
Pr of essi onal Responsibility which relates the business transaction
to the professional relationship. In other words, it does not
matter if the attorney/client relationship existed in a context
separate fromthe business relationship. An attorney who chooses to
do business with a client has a duty to disclose, even if the new
business is totally unrelated to the subject matter of the
representation. The disclosure nust, at |east, point out that the
parties’ business and legal interests are, or may be, adverse, and
that the client should seek independent |egal advice.

It is well established that borrowi ng noney froma client
constitutes a business transaction with the client for the purposes
of the Code of Professional Responsibility, and that the interest of

the attorney/borrower and client/lender “differ.” 1n re Luebke, 301

O . 321, 722 P.2d 1221 (1986). The professional relationship, and
the duties derived therefrom are not altered by the fact that the

parties involved may be friends. |In re Gernmundeson, 301 O. 656,

724 P.2d 793 (1986). See generally, Oregon State Bar Formal Opinion

No. 1991- 32.

Clearly, by February 14, 1997, Patrick had a duty to advise
Tandy prior to borrowing any nore noney fromhimthat his interest
and Tandy’s were opposed, that certain risks were or mght exist for
Tandy in the transaction, and that Tandy shoul d seek independent
| egal advice before proceeding. No such disclosure was made. A

preponderance of the evidence establishes that Tandy expected
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Patrick to use legal judgnent to protect his and Quan’s interest.
Patrick denies that he served, or intended to serve, as Tandy’'s
attorney; however, Patrick’s intention or belief is imuaterial: the
duty to disclose is based on the client’s expectations, and a | awer
fails to understand such expectations at his peril. No doubt the
expect ations nust be reasonabl e, and based on sone objective

ci rcunstance. Tandy’'s expectations in this case were reasonabl e,
and shoul d have been apprehended by Patrick in light of activities
such as drafting docunents and representing hinself to third parties
as Tandy’ s attorney.

A failure to disclose material information that an individual
has a duty to disclose can constitute a fraudul ent m srepresentation
for the purposes of Code § 523(a)(2)(A). Apte, 96 F.3d 1319,
1323(9'" Cir. 1996). Moreover, the elenents of reliance and
proxi mate cause, in cases involving non-disclosure of materi al
facts, are established not by actual reliance on the part of the
decei ved party, but by the materiality of the informati on w thheld.
Id.

The requirement that the debtor knew that the representation
was false is satisfied in non-disclosure cases by defendant’s
know edge that the disclosure was required. Oregon |law requires al
menbers of the Oregon State Bar to conply with the Code of
Prof essi onal Responsibility, and know edge of the various
disciplinary rules is inputed to Bar nenbers as a matter of law. A

| awyer cannot escape the consequences of failing to make mandatory
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di scl osures by pleading that he was ignorant of the requirenent, or
of his activities which put the requirenent into play.

In Tallant, a case with facts simlar to this one, the Panel
noted that it is particularly difficult for a plaintiff to prove how
he m ght have acted had the omtted material information been
provided. Citing to Apte, 96 F.3d at 1323, the Panel noted that

Under the circunstances of this case, involving

primarily a failure to disclose, positive proof of

reliance is not a prerequisite to recovery. All that

is necessary is that the facts withheld be materi al

: .this obligation to disclose and this w thhol di ng

of a material fact establish the requisite el ement of

causation in fact.
Tallant, 218 B.R at 68.

If a Plaintiff is not required to prove his state of mnd at
the tinme information is withheld fromhim the test of materiality
may be an objective one: information is deenmed material if a
reasonabl e person woul d have taken it into account in deciding
whet her to proceed with the transaction. See Apte at 1323 [internal
citation omtted]. The advice that the party’s interests are
adverse, and that independent |egal representation should be sought,
is clearly material since it puts the recipient on notice that the
lawer’s full attention and talent may not be applied to the
reci pient’s advant age.

C. Defendant’s Intentions

The Debtor’s intent to deceive a creditor by w thhol ding

material information may be inferred fromthe totality of the

circunstances. In re Young, 91 F.3d 1367, 1375 (10" Gir. 1996); In

re Tallant, 218 B.R at 65. The intent to deceive may be found
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where the defendant w thholds information lest the plaintiff
reconsi der or reject a course of action that the defendant w shes

himto take. See generally, Inre Tallant, 218 B.R at 66.

The evi dence established that, anong ot her things:

1. Patrick relied on his long-termrelationship with Tandy
to obtain | oans from hin

2. Patrick had a duty on several occasions to advise Tandy to
seek independent advice, and failed to do so each tine;

3. Patrick continually advised Tandy that his financi al
condition was inproving, but failed to advise Tandy to get outside
advi ce, know ng that such advice m ght have been to urge Tandy to
verify the information.

4. Patrick failed to advise Tandy as to whether the final
| oan shoul d be secured, as several previous ones were, and of the
fact that anyone providing conpetent independent counsel m ght have
counsel ed Patrick concerning the risk of further extensions of
unsecured credit.

Patrick knew, or should have known, that he had a duty to
di scl ose. He chose not to do so on nore than one occasion. The
information to be disclosed included advice to seek advice which
m ght have induced Tandy to decline further credit, at |east on the
favorabl e ternms proposed by Patrick. The Court concludes that his

failure to disclose was intended to deny to Tandy information that

m ght have benefitted him See, In re Tallant, 207 B.R 923, 932
(Bankr. E.D. Ca. 1997), aff’'d 218 B.R 58 (9'" Cir. BAP 1998).

PAGE 12 - MEMORANDUM CPI NI ON




© 00 N o o b~ w N P

N NN N N NN R P PR R R R R R R
o o M W N PP O ©O 0O N OO0 A W DN P O

D. Effect of 1998 Prom ssory Note

As stated earlier, a prom ssory note was executed in 1998
between Patrick and Plaintiffs nonunenting the entire anount then
due under all previous loans. Plaintiffs argue that because Patrick
had, by 1998, established an attorney/client relationship with
Plaintiffs, Patrick’s m srepresentation regarding his failure to
make proper disclosures applies to the entire amount due under the
1998 not e.

An anal ogous situation exists where an agreenent is entered
into between a debtor and a creditor in settlenment of a pre-existing
debt based on fraud. |In that situation, the question arises as to
whet her the court should | ook only to the new agreenent to determ ne
the extent to which the debt was obtained by fraud for purposes of
Code 8§ 523(a)(2), or whether the court should | ook to the underlying
debt. In Archer v. Warner, 123 S. C. 1462 (2003), the Suprene Court

hel d that the debt represented by the settlenent agreenent may be
found to be nondi schargeabl e under Code 8§ 523(a)(2) to the extent it
ari ses out of the underlying fraud.

In this case, the 1998 prom ssory note is anal ogous to an
agreenment settling a pre-existing debt. Even if the earlier debt
may be rel eased by the superceding one? Archer instructs us to find
that the |later debt was obtained by “fal se pretenses, a false
representation, or actual fraud” to the extent the underlying debt

was so based. Accordingly, the debt represented by the 1998

2The language of the 1998 note quoted above suggests that it was not.
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prom ssory note is nondi schargeabl e under Code § 523(a)(2)(A) only

to the extent the underlying debt woul d be nondi schar geabl e.

V.  CONCLUSI ON

After Patrick undertook to provide | egal services to Tandy,

t here ensued a professional relationship which required Patrick to
make certain disclosures to Tandy before borrow ng any nore noney
fromhim This he failed to do. Accordingly, any debt owed by
Patrick to Plaintiff based on advances of funds on or after February
14, 1997, and any accrued interest thereon, is excepted from

di schar ge.

The conpl ai nt does not seek a judgnment |iquidating the debt, or
determ ning the dollar anmount excepted from di scharge, and the Court
wi Il not undertake to do so on this record.

This opinion constitutes the Court’s findings of fact and
conclusions of law. Counsel for Plaintiff shall submt a form of

j udgnment consistent with this opinion.

FRANK R ALLEY, I
Bankr upt cy Judge
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