UNITED STATES BANKRUPTCY COURT
WESTERN DISTRICT OF NEW Y ORK

ANTHONY W. LOKOTNICKI, JR., 97-13939 B
F.C.C. NATIONAL BANK,
Paintiff
V. AP 97-1300 B

ANTHONY W. LOKOTNICKI, JR.,

Robert S. Cooper, Esg.

1425 Jefferson Road

Rochester, NY 14623

Attorney for Plaintiff

Scott F. Humble, Esqg., P.C.
Joseph A. Price, Esqg., of counsel
7 Jackson Avenue, W.E.

Jamestown, NY 14701
Attorney for Defendant

Bucki, U.S.B.J.

In thisadversary proceeding to determinethe dischargeability of acredit card obligation, the
parties have filed cross motions to resolve issues related to the permissible scope of discovery. Asin
many actions of this type, the underlying dispute involves a principal obligation of less than $5,000.
Presently at issue is the extent to which discovery may become unduly burdensome in the context of

controversy that involves arelatively small amount of money.
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Anthony and Renee Lokotnicki filed a joint petition for relief under Chapter 7 of the
bankruptcy code. Among their scheduled creditors was First Card, an entity whose correct corporate
name is F.C.C. National Bank. In due course, the clerk of this court entered an order of discharge.
Meanwhile, F.C.C. National Bank commenced the present adversary proceeding in which it seeks a
judgment determining that its claimis non-dischargeable under 11 U.S.C. § 523(a)(2)(A). Thissection
providesthat an order of discharge in Chapter 7 does not discharge an individua debtor from any debt
for money, property or services that is obtained by “fase pretenses, a false representation, or actual

fraud, other than a statement respecting the debtor’s or an insider’ s financia condition.”

In its complaint, F.C.C. National Bank allegesthat it had previously issued a Visa account
to Anthony Lokotnicki; that that account had a zero balance as of March 6, 1997; that between March
6 and March 15 of 1997, Mr. Lokotnicki received a cash advance of $2,500 and completed a credit
purchase of $2,400, for atotal borrowing of $4,900; and that the debtor made only one payment on
account of his borrowing prior to the filing of a bankruptcy petition on June 23, 1997. Further, in
paragraph 11 of the complaint, the plaintiff allegesthat “the Debtor intended to deceive the Plaintiff in
that he either had no intention to repay said debt to the Plaintiff or the Debtor knew or should have
known that he had no ability to repay said debt to the Plaintiff.” Through his counsel, Anthony
Lokotnicki served an answer in which he denied paragraph 11 and asserted a counter clam for costs

and reasonable legal fees.

Shortly after hisreceipt of the Answer, counsel for the plaintiff served upon the defendant’s
attorney aRequest for Admissionsand aFirst Set of Interrogatories. Asserting that this discovery was
overly oppressive and burdensome, the defendant moved for a protective order and to “deny, quash,

limit or restrict” the discovery requests. Plaintiff then cross moved to compel disclosure.

Bankruptcy Rule 7026 provides that Rule 26 of the Federal Rules of Civil Procedure shall
apply to dl adversary proceedings before this court. Establishing general provisions governing

discovery, Rule 26 includes two sections that authorize this court to limit the scope of inquiry.
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Presumably, the defendant brings its present motion under subdivision (c) of Rule 26, which states as
follows:

Upon motion by a party or by the person from whom discovery is

sought, accompanied by a certification that the movant hasin good faith

conferred or attempted to confer with other affected parties in an effort

to resolve the dispute without court action, and for good cause shown,

the court . . . may make any order which justice requires to protect a

party or person from annoyance, embarrassment, oppression, or undue

burden or expense. . . .
Initially, plaintiff asserts that the defendant’ s moving papers lack the required certification of a good
faith attempt to resolve the current discovery dispute. Mr. Lokotnicki’s counsel asks that the court
waivethisrequirement, due to the improbability of any accommodation that would satisfy hisobjection
to the entirety of the discovery demands. In the present instance, the defendant’ s objection relates not
so much to the scope of discovery as it does to the occurrence of discovery. With such a divergence
of position, this Court sees no reason to compe the debtor to undertake the charade of meaningless
negotiations. Even though the defendant may not have fulfilled the certification requirement of
subdivision (c), the court may nonetheless on its own initiative consider the same issues pursuant to
subdivision (b)(2) of Rule 26. This subdivision provides that the court may limit the extent of use of
discovery, if the court determines that “the burden or expense of the proposed discovery outweighsits
likely benefit, taking into account the needs of the case, the amount in controversy, the parties
resources, the importance of the issues at stake in the litigation, and the importance of the proposed
discovery inresolving theissues.” Because the parties have had full opportunity to argue the propriety
of the existing demands, it is appropriate to resolve the discovery issues at thistime.

The goal of discovery isto alow the orderly exchange of information that is relevant to
issuesin litigation. For this reason, proper inquiry is limited to matters in dispute. Accordingly, our
analysis beginswith the identification of those disputed matters. In the context of the instant case, the
court must first definethe elements of proof required under 11 U.S.C. 8523(a)(2)(A). Specificaly, the
scope of permissiblediscovery must relateto that information needed to establish false pretenses, afase

representation, or actual fraud.
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In interpreting the requirements of section 523(a)(2)(A), bankruptcy courts have adopted
at least two divergent approaches. Some courts have held that fraud isto be defined by the totality of
circumstances, without strict adherence to any particular list of requirements. See, for example, Inre
Shanahan, 151 B.R. 44 (Bkrtcy. W.D.N.Y. 1993). Other courts have applied a traditional five part
test, which requires that the creditor prove that “(1) the debtor made a representation; (2) the debtor
knew the representation was fal se; (3) the representation was made with the intention of deceiving the
creditor; (4) thecreditor relied upon therepresentation; and (5) the creditor thereby suffered the damage
or losscomplained of.” David F. Snow, The Dischargeability of Credit Card Debt: New Devel opments
and the Need for a New Direction, 72 Am. Bankr. L.J. 63, 67-68 (1998). These differences of
viewpoint held the potential for fascinating debate. In the view of this court, however, the matter is
now resolved infavor of the five part test, by reason of the Supreme Court’ sdecisionin Field v. Mans,

516 U.S. 59, 116 S.Ct. 437, 133 L.Ed. 2d 351 (1995).

As in the present instance, the plaintiff in Field v. Mans had commenced an action in
bankruptcy court to determinethe dischargeability of adebt that allegedly resulted from fal se pretenses,
afaserepresentation, or actual fraud. The alegedly fraudulent event involved not the use of a credit
card, but representations regarding the application of adue on sale clauseinamortgage. The creditor
asserted that in correspondence, the debtor had misrepresented the occurrence of a sale, and that in
reliance upon that misrepresentation, the creditor had failed to enforce its mortgage rights. In its
holding, the Supreme Court addressed only “the level of a creditor's reliance on a fraudulent
misrepresentation necessary to place a debt thus beyond release.” Field v. Mans, 516 U.S. at 61. It
concluded that the applicable standard was one demanding justifiable, rather than reasonable reliance

upon the debtor’ s representation.

ThedecisoninField v. Mans did not expressly enumerate any test of five parts. At various
points in the opinion, however, the Court did identify elements of proof required to establish actual

fraud. Encompassed within these elements of proof wereall componentsof thetraditional five part test.
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The present dispute arises under subdivision (A) of 11 U.S.C. 8§523(a)(2). Subdivision (B)
of this same section provides smilarly that a discharge does not discharge an individua from any debt
for money, property or services obtained by “use of a statement inwriting— (i) that ismaterialy false;
(i1) respecting the debtor’s or an insider’ s financia condition; (iii) on which the creditor to whom the
debtor isliablefor such money, property, services, or credit reasonably relied; and (iv) that the debtor
caused to be made or published with intent to decelve.” (Emphasis added). In Field v. Mans, the
petitioner argued that the requirement of reasonable reliance in subdivision (B) worked impliedly to
reject the application of this same standard to debts that were otherwise subject to subdivision (A).
Reecting this argument, Justice Souter reasoned that “[i]f the negative pregnant is the reason that
8 523(a)(2)(A) has no reasonableness requirement, then the same reasoning will strip (A) of any
requirement to establish acausal connection between the misrepresentation and the transfer of value or
extension of credit, and it will eliminate scienter from the very notion of fraud.” 516 U.S. a 67-68.
Thusimpliedly recognized werethefifth and second of thefivetraditional elementsof fraud, namely that
the creditor suffer damage or loss by reason of the debtor’s conduct, and that the debtor have
knowledge that his representation isfalse. Further explaining its rejection of an interpretation based
upon use of a negative pregnant, the Court concluded that “nothing so odd has ever been apparent to
the courtsthat have previously construed thisstatute, routinely requiringintent, reliance, and materiality
before applying 8 523(a)(2)(A).” 516 U.S. at 68. Accordingly acknowledged werethethird and fourth
elements of the five part test, that the debtor intend to deceive the creditor and that the creditor rely

upon the debtor’ s representation.

Unlike subdivision (B) of section 523(a)(2), subdivision (A) provides no self-contained
definition of atype of nondischargeable obligation.

The operative terms in 8 523(a)(2)(A), on the other hand,
“fdse pretenses, a fase representation, or actual fraud,”
carry the acquired meaning of terms of art. They are
common-law terms, and . . . they imply elements that the
common law has defined them to include. See Durland v
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United States, 161 U.S. 306, 312, 16 S.Ct. 508, 510, 40
L.Ed. 708 (1896).
516 U.S. a 69. In so citing Durland v. United Sates, the Court in Field v. Mans impliedly accepted
that decision’ s definition of fraud. In Durland, the Supreme Court unequivocally declared that “fraud
either inthe civil courts or inthe crimina courts must be the misrepresentation of an existing or a past
fact, and cannot consist of the mereintention not to carry out acontract inthefuture.” 161 U.S. at 313.
Thus reaffirmed in Field v. Mans was the first of the traditional five elements of fraud, that the debtor

have made a representation.

Although Field v. Mansdid not involvethe use of acredit card, it nonetheless confirmed the
essential principlethat the nondischargeabl e events of section 523(a)(2)(A) areto bedefined by common
law notions of false pretenses, false representations and actual fraud. At least two other bankruptcy
courts have cited Field v. Mans as mandating the traditiona five part test for actual fraud. Inre
Baumblit, 229 B.R. 50 (Bankr. E.D.N.Y. 1999), Inre Alicea (Weissv. Alicea), Nos. 98 B 41341
(SMB), 98/8604A, 1999 WL 98692 (Bankr. S.D.N.Y. 1999). Inconsidering actual fraud, therefore,
this court will apply a standard that mandates the occurrence of some material misrepresentation.
Claims based on false pretenses or false representations are smilar, in that they also require some
material misrepresentation, as well as justifiable reliance and the causation of financia loss. For
purposes of the present discussion, the court need not definethe different levels of knowledge or intent
that might be necessary to establish false pretenses and false representations, as compared to actual
fraud. Rather, it suffices to examine the reasonableness and propriety of the outstanding discovery

demands in the context of the commonality of the other three elements of proof.

Initscomplaint, F.C.C. National Bank asserts that when the debtor used his credit card, he
“represented that he had the ability and/or the intention to repay” the resulting obligation. Virtually all
of the outstanding discovery demands relate to whether the debtor knew the falsity of this alleged
representation and whether he intended thereby to deceive the creditor. Thus, in paragraph 5 of the

cross motion to compel disclosure, the plaintiff acknowledges that the discovery seeksto establish the
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Debtor’s income history, his knowledge of any collection activity against him, his knowledge of his
inability to pay debts, the timing of hisdecision to file bankruptcy, any changes in spending habits, any
fluctuation in income, the debtor’ s education and financid sophistication, and “any other facts which
wouldtendto either support or contradict the Debtor’ s statement regarding hisalleged ‘intent’ to repay,

or the ‘reasonableness’ of any alleged intent to repay.”

For the plaintiff, the most challenging burdens of proof relate not to the debtor’ sknowledge
or intent, but to the other elements of its cause of action. Fundamental to any clam under section
523(a)(2)(A) isthe occurrence of some misrepresentation. Aswith any such dispute involving use of
a credit card, the plaintiff must initially show that the debtor made some material misrepresentation
either during or subsequent to the application process. The plaintiff’s burden of proof might be
particularly onerousif this case involved use of a credit card that the debtor did not solicit or if issued
without the debtor’s completion of afull credit application. Within this district, the bankruptcy court
has rejected the notion that mere use of a credit card entails an implied representation of ability to pay.
InreSgrist, 163 B.R. 940 (Bankr. W.D.N.Y. 1994). In addition to the requirement that it show the
occurrence of some misrepresentation, the plaintiff must also demonstrate its justifiable reliance upon
that misrepresentation and that that misrepresentation was cause for financia loss. Thusit must show

that the creditor would not have received credit if some particular representation had been otherwise.

The complaint of F.C.C. Nationa Bank failsto identify any particul ar writing, conversation
or act which might constitute a material representation on the part of the debtor. This court does not
today decide any issue regarding the definition of a material misrepresentation, or the proof needed to
show justifiable reliance or causation of financial loss. Nonetheless, the court is concerned for the
absence of any indication of specific operative facts establishing these elements of the cause of action.
Withinthisdistrict, numerousissuersof credit cards have commenced adversary proceedingssmilar to
the present action. To date, most of these proceedings have settled, and this judge has tried only one

such case to conclusion. In each instance, plaintiff’s counsel has asked the defendant to respond to
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discovery similar to that now at issue. When coupled with the small monetary demandin atypical credit
card dischargeability complaint, the cost of discovery serves asasignificant inducement for settlement,
irrespective of the merits of the case. The net effect in thisdistrict isto create an environment in which
the issuers of credit cards might use litigation to induce the essential equivalent of reaffirmation for

clamsinvolving issues on which this court has never had the opportunity to rule.

Plaintiff asserts that its outstanding discovery demands are modest. If the defendant were
a party with even moderate financial resources, then perhaps the court would be more inclined to
mandate discovery responses. Like all defendants in this type of adversary proceeding, however,
Anthony L okotnicki hasjust received adischarge under Chapter 7 of the bankruptcy code. Presumably,
his trustee has taken possession of any non-exempt assets. Moreover, the fundamental purpose of
Chapter 7isto providean opportunity for afresh start. Bankruptcy courts must remain vigilant to avoid
practices which might compromise this basic entitlement. The plaintiff’s discovery demands seek
responses to eight requests for admissions and fifteen interrogatories. Unless they relate to issues of
an otherwise provabl e cause of action, such discovery isinthe present context premature, and therefore

burdensome.

Courtsare constituted for the purpose of resolving difficultissues. Discovery servesmerely
asatool to assist in this process. In the present instance, however, the outstanding discovery directs
attention to issues other than
those whichto the court are most troublesome. Whilethe plaintiff’ sdemands might well be appropriate
at another stage of the proceedings, they work here to obfuscate the essential merits of the existing
controversy. The solution to this problem isto be found in Bankruptcy Rule 7042, which adopts Rule
42 of the Federa Rules of Civil Procedure.

Subdivision (b) of Rule42 providesthat the court, “infurtherance of convenienceor to avoid
prejudice, or when separate trials will be conducive to expedition and economy, may order a separate

trial of any claim, cross-claim, counterclaim, or third-party claim, or of any separate issue or of any
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number of claims, cross-claims, counterclaims, third-party clams, or issues. . . .” Pursuant to this
authority, the court hereby directs two separate trials. The first and earlier trial will consider three
issues, namely whether the debtor has made a material misrepresentation to the plaintiff, whether the
creditor justifiably relied upon that misrepresentation, and whether the creditor suffered damage or loss
asaconsequence of that misrepresentation. Thesecond trial will addressall remainingissues, including
the debtor’s knowledge of the misrepresentation and his intent to deceive the defendant. Such
bifurcation will allow the court to focus initially upon the more troublesome issues that arise in these
types of actionsunder 11 U.S.C. §523(a)(2)(A). Only if the creditor is successful onthat first trial will

the court alow the defendant to be burdened with discovery that relatesto theissues of the second trial.

Having read the plaintiff’s discovery demands, the court finds that dl but the third and
seventh requests for admission relate primarily to issues concerning the defendant’s knowledge and
intent. Thethird request asksthe defendant to confirm the accuracy of account statements showing the
ba ance due, while the seventh request seeks to confirm that the defendant had control of the account
inquestion. Such inquiriesdo relate to the issue of damage and loss, and should therefore be answered
now in anticipation of thefirst trial. The balance of the discovery demands involve the subject of the

second trial, and should accordingly await that event.

Based upon the foregoing, the defendant’s motion for a protective order is granted with
respect to al discovery demands other than the third and seventh requests for admissons. The
plaintiff’s cross motion to compel disclosure is granted with respect only to the third and seventh
requests for admissions, but is otherwise denied without prejudice to being renewed after completion

of thefirst trial as directed herein.

So ordered.

Dated: Buffalo, New Y ork
March 19, 1999 U.SB.J




