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LI PEZ, Circuit Judge. A enn and Ann McCrory appeal from

t he j udgnment of the Bankruptcy Appel | at e Panel (BAP) reversingthe
bankrupt cy court and hol di ng t hat t he debt owed t hemby Robert Spi gel
as aresult of a Rhode I sl and Superi or Court judgnent was not exenpt
fromdi scharge pursuant to 11 U. S.C. 8 523(a)(2)(A). The McCrorys
claimthat the coll ateral estoppel effect of the Superior Court
j udgment creatingthe debt establishes that Spigel commtted fraudin
a transaction related to that debt, and hence that debt shoul d be
exenpt fromdi scharge. The BAP di sagreed, concl udi ng t hat t he Superi or
Court didnot findthat Spigel engagedin fraud, thereby precluding
reliance on coll ateral estoppel. W disagree w ththe BAP s anal ysi s
because t he Superi or Court judgnent reflected findi ngs that Spi gel
engaged in fraudul ent conduct. However, that judgnment did not
establish asufficient |ink between Spigel's fraudul ent conduct and t he
debt Spigel owes the MCrorys to all owan exception to di scharge under
§ 523(a)(2)(A) onthe basis of collateral estoppel. Consequently, we
affirmfor a different reason.
l.

The facts inthis case are drawn fromt he j udgrment and record
of the Rhode Isl and Superior Court. The McCrorys are owners of an
uni ncor por at ed busi ness, Frencht own Auto Sal es, that services and sel |l's
aut onobi | es i n Nort h Ki ngst own, Rhode I sl and. At sone point prior to

t he events at i ssue here, the MCrorys entered i nto a verbal agreenent
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wi t h Spi gel concerni ng Frencht own' s busi ness. First, the McCrorys
want ed an i ndependent contractor to performall of their service work.
Spi gel forned a corporationcalled ASmling M. Bob Enterprises, |nc.
(Smling M. Bob), and the McCrorys agreed to have that corporation
servi ce aut onobi | es at the Frenchtown | ot. Second, the McCrorys hired
Spi gel individually as a sal es agent. Under Rhode |Island | aw, an
i ndi vi dual can only sell six cars per year. To sell nore, a speci al
licenseisrequired. Spigel didnot havetherequisitelicense, sothe
McCrorys extended to hi mthe authority tousetheir licenseto sell and
buy cars, provided that Spigel did so either at auctions or on the
Frencht own | ot.

The transaction that underlies the debt at i ssue here began
when Spi gel recei ved a phone call froma nephewwho sold cars i n New
York. This nephewhad three cars with NewJersey titles that he w shed
Spigel tosell for him Spigel took delivery of the cars and sold all
three, one to Tarbox Mbtors and two t o Apol | o Auto Sal es. Bot h buyers
wer e Rhode | sl and deal ers. Spigel used the MCGrorys' |icense nunber to
aut hori ze al | three sal es, even t hough none of the sal es wer e conduct ed
inaccordancewiththelimted grant of authority givento himby the

McCrorys. The sal es did not occur at auction or on the Frenchtown | ot.

Al t hough Spi gel cl ai ned t hat he had cal | ed an uni dentifi ed

police officer torunthe cars' vehicleidentificationnunbers (VIN s)
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toensuretheir legitimcy, the cars were, infact, stolen.® Apollo
di scovered this probl emsoon after the sale, whenit perfornmedits own
check of the VIN s. Infornmed of the problem Spigel refunded the
pur chase price of both cars and then cal | ed Tarbox to stop any sal e of
t he car he had sol d t hem Spigel did not, however, refund the purchase
price to Tarbox or take any other action to reinburse Tarbox,
apparently | acki ng the funds to do so. Tarbox submttedaclaimtoits
insurer for theloss associatedwththe stolencar. Theinsurer paid
t he cl ai mand t hen, rat her than sui ng Spi gel for theloss, proceeded
bef ore the Rhode | sl and Motor Vehicl es Deal ers Comm ssion to get
rei mbursenment fromthe McCrorys t hrough Spigel's use of the MG orys'
licensetosell astolencar. Beforethe comm ssion contacted them
concerni ng this conpl aint, the MO orys had not known of Spigel's sal es
to Tarbox and Apoll o. The McCrorys clainmed, intheir defense, that
Spi gel had acted on his own. The conm ssion rejectedthis defense and
ordered the McGrorys to rei nburse Tarbox' s i nsurer the $18, 000 pur chase
price that Tarbox had paid Spigel for the car.?

After wor ki ng out an arrangenent to pay Tarbox's i nsurer, the

McCrorys instituted an acti on agai nst Spigel in the Rhode |Island

! At sone point follow ngthe events described here, Spigel's
nephewwas i ncarcerated. It is not clear fromthis record whet her that
i ncarceration was related to the sale of the stolen vehicles.

2 The record does not reveal the precise basis of the
comm ssion's ruling.
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Superior Court. Indue course, the MCrorys filed a notion for sunmary
j udgnment seeking to ground the liability of Spigel on a theory of
equi tabl e i ndemi fication. Al though the Superior Court found that both
Spi gel and the McCrorys were |iable to Tarbox, it al so concl uded t hat
Spi gel had, through atransactionthat failedto "bear any i ndici a of
| egitimacy, " been entirely at fault in causing Tarbox's | oss. The
court notedthe cars' illicit background and Spi gel's unauthori zed use
of the McCrorys' Rhode I sl and auto sal es | i cense. The cars' NewJersey
titles had obvi ous m sspellings andtwo of thetitles, though"wi thtwo
di fferent previ ous owners, " had t he sanme control nunber.?® Spigel al so
i sted Frenchtown on the back of the titles as the buyers of the
vehi cl es, even t hough Frencht own had no i nvol venent at all withthe
cars. Mboreover, Spigel created anewBill of Sal e designed to further
the fal se i npressi on that he was acti ng as agent for Frenchtown. This
Bill of Sal e bore the headi ng "Specializinginhighaquality one owner
recondi ti oned vehicles. You just nmade a great deal. ASmling M. Bob
Ent er pri ses, Incorporated d/b/a Frenchtown Auto Sales."4 I n contrast

to the opprobriumit directed at Spigel, the court found that the

s Spi gel cl ai ned t hat he had not noticed the sim |l ar control
nunbers because he had not had the titles at the sanme tine.

4 The MCrorys did not seethis Bill of Sale until it was shown
to themby the State Police as part of its investigationinto the
Tar box sal e.
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McCrorys were bl anel ess. Consequently, the court ordered Spigel to
indemmify the McCrorys for the noney they paid to Tarbox's insurer.

Spi gel appeal ed to t he Rhode | sl and Suprenme Court. During
t he pendency of t hat appeal, Spigel filedfor bankruptcy. The McCrorys
responded with t he present adversary proceedi ng, seeking to have the
debt created by the Superior Court judgnent deened nondi schar geabl e
pursuant to 11 U. S.C. 8 523(a)(2)(A). The bankruptcy court stayed the
pr oceedi ng pendi ng t he Rhode | sl and Suprene Court's deci sion. Shortly
after the Suprene Court affirned, Spigel and the McCrorys fil ed cross-
notions for summary j udgnent i n the bankruptcy court, agreeing that the
court shoul d take judicial notice of the decisionandrecordinthe
Rhode I sl and courts. Inaterse order, the bankruptcy court granted
t he MCGrorys' notion and deni ed Spigel's, thereby rulingthat Spigel's
debt to the McCrorys was nondi schargeabl e. Spi gel appeal ed to t he BAP,
whi ch rever sed and ordered judgnent in favor of Spigel. The McCrorys
now appeal .

1.

Anotion for summary judgnment i n an adversary proceedi ng
under 8 523(a)(2)(A) to have a debt decl ared nondi schargeable is
gover ned by t he sane st andards appl i cabl e to noti ons under Fed. R G v.
P. 56. Fed. R Bankr. P. 7056. Inreview ngthe application of those
st andar ds by t he bankruptcy court, we apply "the sane regi nen t hat the

i nternmedi ate appel l ate tri bunal must use, [while] exhibit[ing] no
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particul ar deference to the conclusions of that tribunal (beit the

district court or the BAP)." InreHealthcolnt'l, Inc., 132 F. 3d 104,

107 (1st Cir. 1997). Consequently, we reviewthe grant of summary

j udgnment de novo. Stoehr v. Mohaned, 244 F.3d 206, 208 (1st Cir.

2001); InRe |l Don't Trust, 143 F.3d 1, 3 (1st Cir. 1998) ("In an

appeal froma bankruptcy court decision, this court--likethe district
court or the bankruptcy appel | at e panel --af fords de novo reviewto t he
bankruptcy court's conclusions of law."). Under the fam liar sumary
j udgnment standards, we nust "determ ne whether the pleadings,
depositions, answers to interrogatories, and adm ssions on file,
together withthe affidavits, if any, showthat thereis no genuine
issue as to any material fact and that the noving party isentitledto

judgrent as amatter of law " Century 21 Bal four Real Estate v. Menna,

16 F.3d 7, 9 (1st Cir. 1994) (quotations and citations omtted).
Al t hough we view the evidence in the |ight nost favorable to the
nonnovant, "[a]s to any essential factual el ement of its clai mon which
t he nonnovant woul d bear t he burden of proof at trial, itsfailureto
come forward with sufficient evidenceto generate atrialworthy issue
warrants sunmary judgnment tothe nmoving party." 1d. (quotingRal ar

Distribs., Inc. v. Rubbermaid, Inc., 4F.3d 62, 67 (1st Cir. 1993))

(alteration in original).



The Bankr upt cy Code of fers debt ors, through di scharge, "a new
opportunityinlifeandaclear fieldfor future effort, unhanpered by

t he pressure and di scour agenent of preexisting debt." Local Loan Co.

V. Hunt, 292 U. S. 234, 244 (1934). "By seeking di scharge, however,
[the debtor] place[s] therectitude of his prior dealings squarelyin
i ssue, for as the Court has noted, the Act limts th[e] opportunity

[for discharge] tothe ' honest but unfortunate debtor.' Br own v.

Fel sen, 442 U. S. 127, 128 (1979) (quoti ngLocal Loan Go., 292 U. S. at
244) . Neverthel ess, the Bankrupt cy Code does not condition di scharge
upon a general i zed determ nati on of the noral character of the debtor.

| nstead, it specifiesthe types of debts that the Code deens exenpt

from di scharge. See, e.qg., 11 U S.C. § 523(a). Mor eover,
"[e] xceptions to discharge are narrowy construed . . . and the
cl ai mant nmust showthat its clai mconmes squarely within an exception

enuner at ed i n Bankruptcy Code § 523(a)." Century 21 Bal f our Real

Estate, 16 F.3d at 9.
A. The scope of the exception to discharge.

As the party seeking to prevent Spigel fromdischarging his
debt tothem the McCrorys bear this burdento showthat Spigel's debt
cones squarely wi thin an exenption fromdi scharge. They focus their
argunment solely on 11 U.S.C. §8 523(a)(2)(A), which exenpts from
di scharge a debt "for noney, property, services, or an extension,

renewal , or refinancing of credit, tothe extent obtained by--fal se
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pretenses, a fal se representation, or actual fraud, other than a
statenment respecting the debtor's or aninsider's financial condition."
11 U.S.C. 8523(a)(2)(A). Applyingthis|anguage, we have sai d t hat
the statutory |anguage does not "renotely suggest that
nondi schargeabi lity attaches to any cl ai mot her t han one whi ch ari ses
as adirect result of the debtor's m srepresentations or nmalice."

Century 21 Bal four Real Estate, 16 F.3d at 10.° Thus, in order to

establish that a debt i s nondi schargeabl e because obt ai ned by "fal se

pretenses, afal serepresentation, or actual fraud," we have hel d t hat
a creditor nust show that 1) the debtor nade a know ngly false
representation or one made i n reckl ess di sregard of thetruth, 2) the
debtor intended to deceive, 3) the debtor intended to i nduce the
creditor torely uponthe fal se statenent, 4) the creditor actually

relied upon the m srepresentation, 5) thecreditor's reliance was

justifiable,®and 6) the reliance upon the fal se statenent caused

5 In Century 21 Bal four Real Estate, the debt was created
t hrough a crosscl ai mfor equi tabl e i ndemification betweenthe creditor
and t he debtor, both of whomwere naned as def endants in an action
al | egi ng fraud agai nst t he debt or and negl i gence agai nst the creditor.
Id. at 8. Both defendants were held |iable, after whichthe crossclaim
was al | owed "because [the creditor's] nere negligence made it |ess
cul pabl e t han [t he debtor], whose conduct had been found fraudul ent."
| d.

6 As originally forrmulated in this circuit, a creditor's
reliance had to be reasonabl e. Commerce Bank & Trust Co. v. Burgess,
955 F. 2d 134, 140 (1st Gr. 1992); Century 21 Bal f our Real Estate, 16
F.3d at 10. The Suprene Court, however, has since overruled this
formul ati on and, drawi ng fromt he Restat enent ( Second) of Torts, held
that acreditor'sreliance need only bejustifiable. Field v. Mans,

-10-



damage. Palmacci v. Unpierrez, 121 F. 3d 781, 786 (1st Cir. 1997).

Though the first two el enents of the Pal nacci test descri be t he conduct
and scienter requiredto showfraudul ent conduct generally, the | ast
four enmbody the requirenment that the clai mof the creditor arguing
nondi schargeability i n an adversary proceedi ng nust ari se as a di rect
result of the debtor's fraud.’

Readi ng the statute to require such a direct link is
supported by the | egi sl ative history. Prior to 1984, sone courts had

interpreted 8 523(a)(2)(A) as preventing the di scharge of anentire

516 U.S. 59, 70-71 (1995).

! We note that the Seventh Circuit has recently calledinto
guesti on whet her the Pal macci t est shoul d properly be consi dered t he
excl usi ve test to determ ne nondi schargeabi |l ity under § 523(a)(2)(A).
In McClellan v. Cantrell, 217 F. 3d 890 (7th Cir. 2000), that court
not ed that Pal macci and si m | ar cases have adopted a test that focuses
sol el y upon fal se representati ons as the total universe of fraud under
§ 523(a)(2)(A), inlarge part because fal se representati ons were the
only fraud before those courts. 1d. at 892. § 523(a)(2) (A, however,
explicitly lists both"actual fraud" and "fal se representations" as
grounds for denying a discharge, a distinction in the statutory
| anguage that the McC ellan court relied uponto holdthat "actual
fraud" enconpasses nore than m srepresentations. 1d. at 892-93; see
also Mellon Bank N. A. v. Vitanovich, 259 B.R 873, 876 (B.AP. 6thQr.
2001) (adoptingMC ellan's definitionof actual fraudto eval uate
nondi schargeability of a debt created by a check kiting schene).
Though there are differences betweenMCCl el | an and Pal nacci —t he nost
signi ficant of which concerns whether relianceis required--we do not
deci de whet her we woul d adopt the Seventh Circuit's reasoning.
McClellanis consistent with our existing precedent inthat it also
requires adirect |link betweenthe all eged fraud and t he creati on of
the debt. Mcdellan, 217 F. 3d at 894-95 (noting that the actual fraud
deni ed di scharge under 8 523(a)(2)(A), as opposed to constructive
fraud, requires a showing that the fraud created the debt); see al so
e.g., Century 21 Balfour Real Estate, 16 F.3d at 10.
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debt even t hough t he fraudul ent conduct of the debtor was directly

related only to a part of that debt. See, e.qg., Birm nghamTrust Nat'|

Bank v. Case, 755 F.2d 1474, 1477 (11th Cir. 1985) (hol ding that

debtor's m srepresentations regardi ng ownershi p of coll ateral caused
entire debt, rather than just the value of the collateral, to be
nondi schar geabl e). Congress responded by adding "to the extent
obt ai ned by" to § 523(a)(2), Pub. L. 98-353 § 454(a)(1)(B), a change
that other courts have interpreted as "expressly limt[ing] the

exception to discharge to the extent that [the debt] was actually

obt ai ned by t he fraudul ent conduct." Ml eshoe State Bank v. Bl ack, 77

B.R 91, 92 (N.D. Texas 1987); see al so Nova Home Health Servs. ., Inc.

v. Casagrande, 143 B. R 893, 899 n. 6 (Bankr. WD. Mo. 1992). Thus, in

order to prevail inthe adversary proceedi ng, the McCrorys nust show
t hat t he debt Spigel owes tothem"arises as a direct result of the

debtor's m srepresentations or malice." Century 21 Balfour Real

Estate, 16 F.3d at 10.
B. The rel ationship between the debt and the fraudul ent conduct.

In seeking to denonstrate that Spigel's debt is
nondi schargeabl e, the McCrorys rely excl usively upon the coll ateral
est oppel effect of the judgment i nthe Rhode | sl and Superior Court that
created the debt. The ordinary rul es of coll ateral estoppel and res
judicata apply in nost actions in the bankruptcy court, including

adver sary proceedi ngs under 8§ 523(a) to except debts fromdi schar ge.
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FD Cv. Shearson- Aneri can Express, Inc., 996 F. 2d 493, 497 (1st Cir.

1993); Grogan v. Garner, 498 U. S. 279, 284 n. 11 (1991). But see Brown,

442 U. S. at 138 (casting doubt upon the applicability of res judicata
in 8§523(a) actions). Welook tostatelawto determ ne the preclusive

effect of aprior state court judgnent. New Hanpshire Motor Transp.

Ass'n v. Town of Pl aistow, 67 F.3d 326, 328 (1st Cir. 1995). Under

Rhode I sl and | aw, for coll ateral estoppel, or i ssue preclusion, to
apply, there nust be "anidentity of i ssues; the prior proceedi ng nust
have resultedinafinal judgnent onthe nerits; and the party agai nst
whomcol | at eral estoppel is sought nust be the sanme as or inprivity

with the party inthe prior proceeding.” Comrercial Unionlns. Co. v.

Pel chat, 727 A.2d 676, 680 (R. 1. 1999) (quotingState v. Chase, 588

A. 2d 120, 122 (R 1. 1991)); see al so Casco I ndem Co. v. O Conner, 755

A.2d 779, 782 (R 1. 2000). The first of these requirenents, the
identity of i ssues inboth actions, creates the controversyinthis
case.

Bot h t he BAP and t he McCrorys focus their attention onthe
guesti on of whet her the Superior Court judgnent established any fraud.
I n reversing the bankruptcy court, the BAP concl uded t hat

the essential elenments of an exception to
di scharge under Section 523(a)(2)(A), false
representations, false pretenses, or actual
fraud, were not plead, litigated in, or
determ ned by the state court. The McCrorys'
state court conpl ai nt does not mention fraud,
fal se representations, fal se pretenses,
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m srepresentation or deceit as a basis for
i ndemi fication. Moreover, neither party, inthe
sunmary j udgnent pl eadi ngs and i n oral argunent

before the state court, argued fraud. . . . The
judgnment of the state court established the
debtor's liability under equi t abl e

i ndemmi fication principles, not fraud.

Consequent |y, the BAP found t hat "nei ther res judi cata or coll ateral
est oppel was appropriate in this case.”

We have reservations about this analysis and its cl ose
attentionto the | abel s descri bingthelegal theories underlyingthe
Superi or Court judgnment. |ndeed, the McCrorys point tothe Superi or
Court's decl aration that the transacti on between Spi gel and Tar box bore
"noindiciaof |egitimacy" as a denonstrationthat they provedinthe
state court that Spigel engaged in fraud. W agree. The Superior
Court found that Spigel held hinself out duringthe saleto Tarbox as
an agent of Frencht own and provi ded a NewJersey title for the car he
sol d to Tarbox i ndi cati ng t hat Frencht own had been a buyer of the car.
Both of these statenments were patently false. Spigel hinself
acknowl edged that his authority to act as an agent for Frencht own
extended only to selling cars at auction or off the Frenchtown | ot .
The Tar box sal e, however, took pl ace on the Tarbox | ot. Moreover, it
is undi sputed that Frenchtown had never owned the cars.

However, this showing in the Superior Court action of
f raudul ent conduct by Spigel is not identical tothe fraud show ng

required by 8 523(a)(2) (A). The finding of the Rhode I sl and Superi or
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Court that Spigel engaged in fraudul ent conduct is, at nost, identical
only tothefirst two el enents of thePal nacci test, i.e., that Spigel
made a fal se statenment with anintent to deceive. That finding does
not denonstrate that the McCrorys' claim"arises as adirect result of

t he debtor's m srepresentations or nalice," Century 21 Bal f our Real

Estate, 16 F. 3d at 10, as required by the remai ni ng four el enment s of
Pal macci and the identity of issues el enment of coll ateral estoppel. W
expl ai n.

In attenpting to recover from Spigel the sumof their
liability to Tarbox, the McCrorys proceeded on a t heory of equitable
i ndemmi fication, atheory that all ows one "exposedtoliability solely
as theresult of awongful act of another . . . torecover fromthat

party." Mil downey v. Wat herking Prods., Inc., 509 A. 2d 441, 443 (R.|.

1986); see al so Hel gerson v. Mammoth Mart, Inc., 335 A 2d 339, 341

(R 1. 1975) (allowi ng indemification "where one personis exposedto
liability by the wongful act of anot her i n whi ch he does not join").
The McCrorys had to prove three el enents for the Superior Court to
resolve that claimintheir favor: 1) that they, as the parti es seeking
indemmi fication, areliableto athird party, Tarbox, 2) that the
prospective indemitor, Spigel, isalsoliabletothat third party, and
3) that as between the two, equity demands that the indemnitor

di scharge the obligation. W1lson v. Krasnoff, 560 A 2d 335, 341 (R I.

1989). The McCrorys satisfiedthethird el enent of their equitable
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i ndemni fication clai mby proving t hat Spi gel had wonged Tar box whi |l e
t hey were bl anel ess for that | oss. They di d not prove, nor were they

requiredto, that Spigel had intended to harmthem See, e.qg., id.

("One situation satisfyingthis third elenent is when a potenti al
indemmitor is at fault and t he prospective indemmitee is bl anel ess. ™).

Because t he Superior Court was not asked to find, and di d not
find, any wongdoi ng by Spigel directed at the MGrorys inthe creation
of his indebtedness tothem its judgnent sinply does not establish

t hat the clai mof the McCrorys is "one which arises as adirect result

of the debtor's m srepresentations or malice." Century 21 Bal f our Real
Estate, 16 F.3d at 10. All of Spigel's actions were directed at
Tarbox. Thereis no finding by the Superior Court that Spigel intended
toinducethe MCrorystorely onhis fal se statenents. |ndeed, there
was no evi dence before that court to support any such findi ngs. Spi gel
di d not make any statenents to the McCrorys at all about the Tarbox
transaction, much | ess fal se statenents that the MCrorys justifiably
relied upon, with that reliance causing the debt.

Al'l six of the Pal macci el enments, however, and thus the
direct link between the fraud and the debt, are arguably present
bet ween Spi gel and Tarbox. Thus, if the Superior Court judgnent for
equi table indemificationpermttedthe MCOrorys to succeed to Tarbox's
positionw th respect tothe transaction, they m ght be ableto cure

t he defect we have identified here. The McCrorys have not shown, as
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t hey must, that they stand in Tarbox's shoes. It is far fromclear
t hat Rhode Island |l awpermts the McCrorys as equitableindemiteesto

succeed to Tarbox's position; nost likely, it does not. Silva v. Hone

| ndemmity Co., 416 A 2d 664, 668 (R |I. 1980); Hawkins v. Gadoury, 713

A 2d 799, 803 (R 1. 1998) (noting that though statute of [imtationsin
subrogati on action runs fromthe date of the original injury, equitable
i ndermi fi cati on causes of action accrue upon t he di scharge fromconmon
liability). Consequently, we conclude that the coll ateral estoppel
ef fect of the Superior Court judgnent was an i nsufficient basis for
denonstrating that Spigel's debt was nondi schargeabl e under 8§
523(a) (2) (A).
I V.
We under st and t hat exceptions to di scharge serve bothto

puni sh the debtor and "concomtantly to protect the incul pable

creditor."” Century 21 Balfour Real Estate, 16 F.3d at 10. The

McCrorys are i ncul pabl e creditors who are not protected by the out cone
here. However, that protective policy nust be bal anced agai nst the
pol i cy that exceptions to di scharge are construed narrow y. Moreover,
theresult hereis not solely attributabletothe strictures of the
Bankrupt cy Code. |In pursuingtheir clai munder § 523(a)(2)(A), the
McCrorys reliedentirely uponthe coll ateral estoppel effect of the
Superior Court judgnent i nstead of suppl enenting that judgnment with

evi dence t hat m ght have addressed the remai ni ng four el ements of
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Pal macci. Thus, they failed to neet their burden under 8§ 523(a)(2) (A,
and Spigel's debt to them nust be discharged.

Affirned.
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