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2008 General Assembly Passes House
Bill 552 To Address “Housing Crisis”

On April 24, 2008, Governor
Beshear signed into law House Bill 552
in response to the housing market diffi-
culties and the “subprime” mortgage
mess. This 68-page bill consists of 33
sections, and it has an “emergency”
effective date of April 24, 2008 (with
some exceptions). The following is an
overview of the bill, Persons directly
affected by the bill should carefully re-
view the many changes its creates.

High-Cost Home Loans

KRS 360.100 regulates certain
“high-cost” consumer home mortgage
loans between $15,000 and $200,000
that are secured by the borrower's resi-
dence. Among other things, a loan cov-
ered by the statute cannot have a prepay-
ment penalty greater than exceed 3% for
the first year, 2% for the second year,
and 1% for the third year of the loan, and
no prepayment penalty may be assessed
against a borrower refinancing with the
same mortgage loan company that
funded the original mortgage. No high-
cost home loan can be made with a
prepayment penalty unless the lender
offers the borrower in writing a loan
without a prepayment penalty and the

borrower declines it in writing. A lender
cannot make a high-cost home loan un-
less the lender reasonably believes the
borrower can repay it.

HB 552 expands the coverage of the
statute and broadens the definition of a
“high-cost home loan" by lowering the
threshoeld on the * points-and-fees™ test.
Previously, the definition was tied
solely to the interest rate and points-and-
fees tests under the federal Home Qwn-
ership and Equity Protection Act of
1994 (15 U.S.C. § 1602(aa)) The fed-
eral test used an interest rate test of
greater than Treasury securities rate plus
8%, or fees and points more than the
greater of 8% of the loan amount or
$400. Now, under Kentucky law, a
home loan will be considered “high-
cost” if it meets either the HOEPA test
or if the total points and fees payable by
the borrower at or before the loan clos-
ing exceed the greater of $3,000 or 6
percent of the total loan amount.

HB 552 provides a safe harbor to

lenders on guestion of reasonable belief

of the borrower’s ability to repay  If the
loan was approved by an avtomated un-
derwriting service offered by FNMA or
Freddie MAC, or the lender verified and

documented that the borrower has liquid
assets equal to fifty percent (50%) of the
principal loan amount, or the borrower
has sufficient “restdual income” as de-
fined in guidelines established by the
VA, then the borrower is presumed able
to repay the loan.

The bill also sets new affordability
requirements for high-cost home loans
including verification of the borrower’s
income, assessment of ability to pay
based upon maximum interest rates for
ARM’s, requirements to escrow taxes
and insurance, and HUD-approved
counseling before refinancing into a
high-cost home loan Several restric-
tions are placed on servicers of high-
cost loans as well.

New Mortgage Counseling
Service

HB 552 creates within the Kentucky
Housing Corporation a new consumer
information and mortgage counseling
service—the Kentucky Homeowner-
ship Protection Center. Once the Center
is operational, a mortgagee will be re-
quired at closing o provide the bor-

Continued on page three.
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Tired of Paying Check-Fraud Claims? Help Is Available!

The Uniform Commercial Code
(“*UCC”), which has been adopted in
substantially similar form in all 50
states, provides numerous defenses to a
wide variety of check-fraud claims.
Two of the most important of those de-
fenses are contained in UCC §4-406

As a general proposition, a bank that
pays a check bearing a forged or other-
wise unauthorized drawer’s signature
must repay its customer for the amount of
the check. However, there are imits to a
bank’s liability for paying such checks.
Some of those limits take effect shortly
after a bank sends, or otherwise makes
available to the customer, an account
statement reflecting payment of checks
against the account The bank must also
provide either originals or copies of the
paid checks or information sufficient to
allow the customer to identify the paid
checks. For a typical checking account,
that is the monthly bank statement.

UJCC §4-406 requires that acustomer
“exercise reasonable promptness in ex-
amining the statement or the items [ie,
checks] to determine whether any pay-
ment was not authorized because..a
purported signature by or on behalf of
the customer was not authorized” It
goes on to state, “If . . . the customer
should reasonably have discovered the
unauthorized payment, the customer
must promptly notify the bank of the
relevant facts” I a bank’s customer
fails to meet these requirements, by
promptly examining its bank statement
and checks and promptly notifving the
bank of any checks that were paid with
unauthorized signatures, the risk of loss
for those checks and, especially, for fu-
ture unauthorized checks can shift from
the bank to the customer.

If a bank can show that its customer’s
failure to “promptly examine and no-
tify” caused the bank to suffer a loss,
then the customer may be precluded
from asserting an unauthorized signa-
ture against the bank. Furthermore, if
the customer fails to notify the bank of
an unauthorized signature on a check

within a * reasonable period of time, not
exceeding 30 days,” it may be pre-
cluded from asserting against the bank
future unauthorized signatures made by
the same wrongdoer However, neither
of these preclusions applies if the cus-
tomer can prove that the bank failed to
exercise reasonable care in paying the
items and that the bank's failure sub-
stantially contributed to the loss result-
ing from those payments. Yet in teday’s
world of automated check processing, a
bank’s failure to compare the signature
on a check it pays to the signature card
for the account does not necessarily
mean the bank failed to exercise ordi-
nary care. To the contrary, courts have
upheld the practice of banks processing
and paying checks without examining
them at all.

Another provision of UCC §4-406
precludes a customer from asserting an
unauthorized signature against its bark
unless it notifies the bank of the un-

authorized signature within one year af-
ter the relevant account statement or
check is made availabie to the customer.
This one-year preclusion is absolute. It
applies even if the bank failed to exer-
cise ordinary care in paying the check.
The one-year absolute preclusion and
the 30-day “same wrongdoer” preclu-
sion often work in tandem to insuiate
banks from all lability for long-term em-
hezzlement schemes perpetrated against
their customers Consider this example:
A bookkeeper for a company embezzles
from his employer by preparing checks to
himself and forging the signature of the
company's owner, who is the only
authorized signer. The bookkeeper then
deposits the forged checks in his personai
account at another bank and uses all the
funds 1o feed his gambling habit. Because
the owner allows the bookkeeper to rec-
oncile the monthly bank statements as

Continued on page four

The Defense of Breach of Fiduciary Duty

Borrowers in default often use
breach of fiduciary duty as a defense,
increasing banks’ litigation costs and
delaying collection efforts However,
Kentucky Courts have strongly upheld
the principle that the relationship be-
tween the bank and its borrower is one
of debtor-creditor. Under ordinary cir-
cumstances, a bank does not owe a fidu-
ciary duty to its borrower.

The Kentucky Court of Appeals re-
cently examined this issue in Arie De
Jong v. Leitchfield Deposit Bank, No.
2006-CA-000744-MR and 2006-CA-
000746-MR, November 21, 2007 In De
Jong, a group of investots, including De
Jong, invested in shares of Lakeview
Golf Club, Inc. Lakeview borrowed
$1.1 million from the bank and provided
as security a mortgage on the real prop-
erty and a security interest in its personal

property. The investors alse executed
personal guaranties. Before closing the
loan, De Jong met several times with a
bani officer and inquired about the
prospects of the golf course being suc-
cessful and the various safeguards that
may be necessary to increase the likeli-
hood of that success. The bank officer
tokd De Jong that the bank would “scru-
tinize™ any expense exceeding $20,000.

Lakeview defaulted on its loan and
Leitchfield Deposit Bank filed a fore-
closure against Lakeview and the guar-
antors. De Jong filed a counterclaim
against the bank for breach of fiduciary
duty, contending that he had more than
the typical debtor-creditor relationship
with the bank. De Jong argued the bank
owed him a fiduciary duty of disclosure

Continued on page four.




Legislative Update

Continued from page one.

rower literature prepared by the Center

describing its services.

Rights of Rescission for Loans
Solicited at a Home

KRS 367420 is amended to give
consumers 10 days (instead of the cur-
rent 3 days) to rescind a loan secured by
a mortgage on the borrower’s principal
dwelling that was made as a result of a
home solicitation.

Appraisal Fraud

HB 552 makes it “unlawful for any
person in the coutse of a mortgage trans-
action to imprope:ly influence the de-
velopment, report, result, or review of a
real estate appraisal sought in connec-
tion with a mortgage loan.” The section
expressly allows asking an appraiser to
consider additional app:opriate prop-
erty information, to provide further de-
tail, substantiation, or explanation for
the appraiser's conclusion of value, or
to cortect errors in the appraisal repoit.

More Regulation of Mortgage
Lenders and Brokers

In numerous respects, the bill regu-
lates more strictly and in greater detail
the licensing, training, continuing edu-
cation, and operations of mortgage loan
companies, brokers, originators, and
processors. Many financial institutions
remain exempt from the provisions of
the mortgage loan company subtitle
(KRS Chapter 286.8) (bank, bank hold-
ing company, tiust company, credit un-
ion, savings and loan association, serv-
ice corporation subsidiary of a savings
and loan association, insurance com-
pany, 1eal estate investment trust, an
institution of the farm credit system, and
any wholly-owned subsidiary). How-
ever, the bill eliminated the exemptions
for “affiliates” of such entities, for any
person doing business relating to any
broker-dealer, agent, or investment ad-
viser, and for any person making less
than five loans per year.

Natural Persons Making
Mortgage Loans

In light of the change in exemptions,
a private individual making a mortgage
loan on residential real property is sub-

ject to full regulation and licensing if

that person “holds himself out as being
able to make” such loans. Also, any
natural person making mortgage loans
with his or her own funds for his or her
own investment without the intent to
resell is now subject to the examination
provisions of KRS 286.8-170 and
286.8-180 when it appears on grounds
satisfactory to the executive director
that it is necessary; disclosure require-
ments; investigation and enforcement
provisions; and the prohibited acts Hmi-
tations under KRS 286.8-220 and KRS
286.8-990. Also, any mortgage loan
originator or processor who is an em-
ployee of such an individual is subject
to registration and continuing education
requirements

Duties to the Customer

KRS 286 8-270 is amended to ex-
pressly provide that nop-exempt mort-
gage loan brokers have the duty to “ex-
ercise good faith and fair dealing,” “act
in the best interest of the borrower,” and
“not compromise a borrowet’s right or
interest in favor of another’s right or
interest.”

Limits on Prepayment Penalties

Ir addition to the limits on prepay-
ment penalties in high-cost home loans,
prepayment penalties on any loan made
or biokered by non-exempt mortgage
loan companies or brokers are subject to
the same restrictions. Under prior law,
prepayment penalties up to 3% during
the first 5 years of the loan were permis-
sible. Now, under HB 552, prepayment
penalties are limited to 3% for the first
year, 2% for the second year, and 1% for
the third year. In addition, no prepay-
ment penalty may be assessed following
the third anniversary date of the mort-
gage or 60 days prior to the date of the
first interest rate reset, whichever is
less.

Limits on Origination and
Broker Fees

The net income that a non-exempt
originating lender or broker can receive
is capped at the greater of $2,000 or 4
percent of the total loan amount, includ-
ing all origination fees, broker fees,
lender fees, discount points if retained
by the originating person as income,
processing fees, administrative fees,
document preparation fees, yield spread
premiums, servicing release premiums,
and financial counseling fees. Not in-
cluded are interest on the mortgage loan
itself and fees paid to compensate unaf-
filiated third parties.

Solicitations and Consumer
Reports

For non-exempt mortgage loan com-
panies or brokers, new provisions arg
added restricting when it is permissible
to use prescreened trigger lead informa-
tion derived from a consumer report to
solicit a consumer.

Enhanced Penalties for
Mortgage Fraud

The penalties for engaging in mort-
gage fraud under KRS 2863 are sub-
stantially enhanced and now include
forfeiture to the Commonwealth of “all
real and personal property of every kind
used or intended for use in the course of,
derived from, or realized through a vio-
lation .. " Mortgage fraud is a Class D
felony, and if repeated can be a Class C
felony.

M. Thurman Senn




Fiduciary Duty

Continued from page two.

that was violated by not revealing to him
that Lakeview was a “disaster waiting
to happen.”

The Circuit Court granted summary
judgment for the bank and De Jong ap-
pealed. The Court of Appeals affirmed
the decision, stating De Jong failed to
present evidence that a confidential re-
lationship existed between him and the
bank The Court of Appeals supported
its decision by quoting Sallee v. Fort
Knox Nat'l Bank, NA. 286 F.3d §78,
893 (6th Cir. 2002):

Banks do not generally have fidu-

ctary relationships with their

debtors. This flows from the na-
ture of the creditor-debtor rela-
tionship. As a matter of business,
banks seek to maximize their
earnings by charging interest
rates or fees as high as the market
will allow. Banks seek as much
security for their loans as they can
obtain. In contrast, debtors hope

to pay the lowest possible interest

rate and fee charges and give as

little security as possible. Without

a great deal more, a mere confi-

dence that a bank will act fairly

does not create a fiduciary rela-
tionship obligating the bank to act

in the borrower’s interest ahead of

its own interest ..

In fact, Kentucky cousts have im-
posed a fiduciary duty on a bank on only
two occasions. In both cases, the bank
profited, at the borrower’s expense,
from confidential information it re-
ceived from the borrower. In Steelvest,
Ine. v. Scansteel Serv. Ctr., Inc. 807
S.W.2d 476 (Ky. 1991), the bank used
the confidential business plans of one
borrower to help one of the borrower’s
competitors generate new business for

the bank. See Id at 485-486. Similatly,
in Henkin, Inc. v. Berea Bank & Trust
Co., 566 S.W 2d 420 (Ky. App. 1978),
the bank usurped a corporate oppostu-
nity of one of its borrowers for its own
profit. Absent such a situation, where
the bank profits from confidential infor-
mation provided by the borrower, no
fiduciary duty exists.
‘While debtors in default may continue
to utilize breach of fiduciary duty as a
defense, it is one that should be readily
terminated in a summary judgment pro-
ceeding. Absent the bank profiting from
confidential information provided by the
borrower to the bank, no fiduciary duty
exists. It is not the duty of the banks to
scrutinize business opportunities for their
borrowers and ensure that all ventures are
going to succeed. Banks are not fiduciar-
ies of their borrowers, and borrowers
must make their own judgments as to
what ventures to pursue.
Timothy A. Schenk

Check Fraud

Continued from page two

well as prepare checks, the scheme con-
tinues for two years before being discov-
ered. The owner of the company then
demands that the bank 1epay all the em-
bezzled funds, on the basis that his signa-
ture was forged on every check In re-
sponse, the bank is able to assert the
one-year absclute preclusion against
claims on checks more than one year old,
as well as the 30-day “same wrongdoer”
preclusion against claims on more recent
checks. By utilizing both defenses, the
bank may be able to avoid all liability to
the customer.

These legal defenses are only two of
many included in the UCC Armed with
the right defenses to fit each situation,
banks can significantly reduce the num-
ber and amount of check-fraud claims
that they end up paying.

Clyde H. Foshee, Ir.

Firm News

M&F Is Pleased to Announce . . .

¢ John T. McGarvey, a State Commissioner of the National Conference of Commis-
sioners on Uniform State Laws, has been appointed to the Joint Review Committee

for Uniform Commercial Code Article 9.

¢ Scott White has been named to the Class of 2008 by Leadership Kentucky.
e Brad Salyer, a third year law student at the University of Kentucky, College of Law,
has accepted a summer clerkship position with M&P.

In Other News . . .

¢ (Clyde Foshee was a speaker at the annual meeting of the Kentuckiana Chapter of the
International Association of Financial Crimes Investigators held on May 15, 2008.

e On April 13, at the Kentucky Bankers Association's Spring Forum in Lexington,
John McGarvey presented a program entitled “ Politics on the Horizon”

+ On April 9, 2008, John McGarvey gave a presentation for BankersOrnline Learning
Connect entitled “ The Name is the Game” on UCC filings.

» If you would like to receive future editions of M&P In Brief electronically, please
e-mail us at newsletter @ morganandpottinger. com.

Actual resolution of legal issues depends upon many fuctors, including variations of facts and state laws. This newsletter is not intended 1o
provide legal advice on specific subjects, but rather to provide insight into legal developments and issues. The reader should always consult with
legal counsel before taking action on marters covered by this newsletter If you have any questions abour this newsletter, or suggestions for future
articles, contact Melinda T. Sunderland, Editor, at the firm.
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