l ; K oy I A University of Kentucky
U INNOW edge UKnowledge
Continuing Legal Education Materials Kentucky Legal History

3-10-1989

9th Annual Seminar on Legal Issues for Financial
Institutions

Office of Continuing Legal Education at the University of Kentucky College of Law

Joseph M. Scott Jr.
Stoll, Keenon and Park

M. Brooks Senn
Senn, Miller and Smith

John T. McGarvey
Morgan and Pottinger

David C. Pottinger
Morgan and Pottinger

See next page for additional authors

Right click to open a feedback form in a new tab to let us know how this document benefits you.

Follow this and additional works at: https://uknowledge.uky.edu/uky cle
b Part of the Banking and Finance Law Commons

Repository Citation

Office of Continuing Legal Education at the University of Kentucky College of Law; Scott, Joseph M. Jr.; Senn, M. Brooks; McGarvey,
John T.; Pottinger, David C.; Pitt, Dorothy M.; Sniegocki, James E.; Young, Cynthia W,; Deal, John C.; Brinkman, Scott W.; Harper,
David W,; Strauss, R. James; Montague, William L.; and Holzknecht, John J., "9th Annual Seminar on Legal Issues for Financial
Institutions" (1989). Continuing Legal Education Materials. 3.

https://uknowledge.uky.edu/uky cle/3

This Book is brought to you for free and open access by the Kentucky Legal History at UKnowledge. It has been accepted for inclusion in Continuing
Legal Education Materials by an authorized administrator of UKnowledge. For more information, please contact UKnowledge@lsv.uky.edu.


http://uknowledge.uky.edu/?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
http://uknowledge.uky.edu/?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://uknowledge.uky.edu?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://uknowledge.uky.edu/uky_cle?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://uknowledge.uky.edu/ky_legal_history?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://uky.az1.qualtrics.com/jfe/form/SV_9mq8fx2GnONRfz7
https://uknowledge.uky.edu/uky_cle?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/833?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
https://uknowledge.uky.edu/uky_cle/3?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:UKnowledge@lsv.uky.edu

Authors
Office of Continuing Legal Education at the University of Kentucky College of Law, Joseph M. Scott Jr., M.
Brooks Senn, John T. McGarvey, David C. Pottinger, Dorothy M. Pitt, James E. Sniegocki, Cynthia W. Young,

John C. Deal, Scott W. Brinkman, David W. Harper, R. James Strauss, William L. Montague, and John J.
Holzknecht

This book is available at UKnowledge: https://uknowledge.uky.edu/uky cle/3


https://uknowledge.uky.edu/uky_cle/3?utm_source=uknowledge.uky.edu%2Fuky_cle%2F3&utm_medium=PDF&utm_campaign=PDFCoverPages

9th ANNUAL
SEMINAR ON

LEGAL ISSUES FOR
FINANCIAL INSTITUTIONS

MARCH 10-11, 1989

Presented by the
OFFICE OF CONTINUING LEGAL EDUCATION
UNIVERSITY OF KENTUCKY COLLEGE OF LAW

FROM THE LAW LIBRARY OF




Copyright 1989 by

University of Kentucky College of Law
Office of Continuing Legal Education
All rights reserved

Printed in the United States of America



UNIVERSITY OF KENTUCKY
COLLEGE OF LAW
OFFICE OF CONTINUING LEGAL EDUCATION

Suite 260 Law Building
Lexington, Kentucky 40506-0048
(606) 257-2921

PRESIDENT, UNIVERSITY OF KENTUCKY: David A. Roselle
DEAN, COLLEGE OF LAW: Rutheford B Campbell
ASSOCIATE DEAN AND DIRECTOR ASSISTANT DIRECTOR ADMINISTRATIVE ASSISTANT
Todd B. Eberle David T. Miller Susan C. Saunier

ADMINISTRATIVE STAFF
Louise Julian
M. Charlene Montgomery
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I. LOAN WORKOUTS: EXCESSIVE CONTROL

A. COMMON LAW LIABILITY.

Many different common law theories are encompassed under
the broad heading of "control." Fraud, duress, conspiracy,
and interference are dealt with 1in detail elsewhere and will
not be discussed here, but are often discussed in conjunction
with excessive control. The "control" theory which is emerging

is often also characterized as an "instrumentality" theory,
with the courts imposing liability under the traditional princi-
pals of agency, alter ego, or joint venture/partnership. In

all of these cases, the key question is how far a lender may
go in exercising its rights without going too deep so as to
result in 1liability. Once a lender assumes control, it will
be held to be a fiduciary to the debtor, requiring it to 1look
after the debtor's interests, as well as 1its own, which will
be virtually impossible.

l. Agency Theory.

a. The Restatement (2d) of Agency, Section 14-0,
Comment A states as follows:

A security holder who merely exercises a veto power
over the business acts of his debtor by preventing
purchases or sales above specified amounts does not
thereby become a principal. However, 1if he takes
over the management of the debtor's business either
in person or through an agent, and directs what con-
tracts may or may not be made, he becomes a principal,
liable as a principal for the obligations incurred
thereafter in the normal course of business by the
debtor who has now become the general agent. The
point at which the creditor becomes a principal is
that at which he assumes de facto control over the
conduct of his debtor, whatever the terms of the formal
contract with his debtor may be.

b. Illustrative cases.

i. A. Gay Jenson Farms Co. v. Cargill, 1Inc.,
309 N.W.2d 285 (Minn. 1981). The court cited the
Restatement of Agency in holding that a dominant lender
was liable to other creditors of the borrower, a grain
elevator company, as the principal of the debtor because
of the 1lender's control of the debtor's business.
The factors which the «court considered 1in finding
the necessary extent of control were as follows:

1. Lender had right of first refusal on
grain purchases.




2. Lender had right to enter premises
to conduct audits at any time.

3. Lender had right to restrict financing.

4. Lender provided constant recommendations
and criticisms regarding finances, salaries,
inventories, etc. '

5. Lender had right to authorize or veto
any capital improvements in excess of $5,000.

6. Lender had representative on premises
to supervise day to day operations.

7. Lender provided debtor with printed
forms with Lender's name.

8. Existence of ‘'"smoking gun" internal
memo in Lender's file stating that debtor needed
"strong paternal guidance."

The court held that these factors extend-
ed far beyond the normal debtor-creditor relation-
ship and that the 1lender had basically become
the owner of the operation.

ii. Citibank, N.A. v. Data Lease Financial Corp.,
828 F.2d 686 (llth Cir. 1987) reh'g. denied, 833 F.2d
1021 (llth Cir. 1987), cert. denied, 108 S. Ct. 1019
(1988). The court held that factual 1issue existed
as to whether debtor's directors were agents of bank.

Bank had a loan secured by stock. Upon default,
Bank voted stock to reduce size of Board and to elect
Board members. Debtor alleged improper control based
partially on testimony of director who admitted that
he worked mainly for the Bank.

iii. Krivo Industrial Supply Co. V. National
Distillers & Chemical Corp., 483 F.2d 1098 (5th Cir.
1973). The court stated that to be held 1liable as
a principal, the creditor must exercise "such domination
of finances, policies and practices that the controlled
corporation has, so to speak, no separate mind, will
or existence of its own and is but a business conduit
for its principal."” The court refused to impose liabi-
lity wunder the instrumentality doctrine because the
degree of control necessary did not exist. The court
found that the 1lender was merely "safeguarding its
interests as a major creditor" and had at no time




assumed "actual, ©participatory, total <control" ©of
debtor.

The lender was a mandatory co-signor of the deb-
tor's checks and had the power to decide which trade
creditors would be paid. The lender sent its own
internal auditors to oversee the debtor's finances
and actively manage the debtor's affairs for over
a year. However, the court noted that the 1lender
had stepped in at the request of debtor for assistance.
Since this is an older case, its result could in all
likelihood be different today.

2. Alter Eqo Theory. The following cases are illus-
trative.

a. In re T.E. Mercer Trucking Co., 16 B.R. 176
(Bankr. N.D. Tex. 1981). The court held that the
extent of creditor control evidenced in the lcocan docum-
ents suggested that the debtors were "mere instrumental-
ities or the alter ego" of the creditor and that factual
issues existed to prevent a summary Jjudgment. The
following rights had been granted the creditor under
the loan documents:

i. Joint control with required co-signatures
of bank accounts.

ii. Right to participate 1in day-to-day
operations of debtor's premises with full veto
power.

1iii. Lien on 100% of debtor's stock.

iv. Right to name member of the Board of
Directors.
v. Right to review all corporate by-laws

and other documents.

vi. Right to set salaries of officers and
directors.

vii. Right to force a liquidation of all
assets.

b. James E, McFadden, Inc. v Baltimore Contrac-
tors, 609 F.Supp. 1102 (E.D. Pa. 1985). The court
stated that instrumentality theory requires strong
showing of actual participation and total control
of debtor by lender to the point that the debtor has,
in reality, no separate corporate purpose apart from




that of the lender.

Subcontractor argued that general contractor
was mere instrumentality of the bonding company. Court
held that bonding company acted merely to minimize
its risks as dominant creditor under contract that
provided, among other things, for contractor to assign
funds to bonding company and required bonding company
to approve all advances for labor and materials.

c. Valdes wv. Leisure Resource Group, Inc.,
810 F.2d 1345 (5th Cir. 1987). The court stated that
alter ego theory required some showing of actual and
total control of borrower. "In the absence of full
ownership, or where there is no ownership of the al-
legedly controlled entity, other significant indications
that the autonomy of a corporation has been supplanted
by the actions of the allegedly dominant company must
exist before alter ego 1liability will be imposed."
Id. at 1354. The court noted that the borrower continued
to observe all corporate formalities and that trade
creditors were treated equally and were aware that
they were dealing with the borrower, not the lender.

d. NCNB Nat. Bank v. Tiller, 814 F.2d 931
(4th Cir. 1987). The court set forth the following
standard to establish "control" liability:

The normal incidents of the borrower-lender rela-
tionship, 1including monitoring, protection and
disposition of collateral, do not amount to con-
trol. Actual day-to-day involvement in management
and operations of the borrower or the ability
to compel the borrower to engage in unusual trans-
actions 1is required for the purpose of showing
that a 1lending institution had control over a
borrower. Id. at 936.

e. Matter of Teltronics Services, Inc., 29
B.R. 139, 170 (Bankr. E.D.N.Y. 1983):

[A] non-insider creditor will be held to a fidu-
ciary standard only where his abilities to command
the debtor's obedience to his policy directives
is so overwhelming that there has been, to some
extent, a merger of identity. Unless the creditor
has become, in effect, the alter ego of the debtor,
he will not be held to an ethical duty in excess
of the morals of the marketplace.

3. Joint Venture.




a. connor V. Great Western Savings and
Loan Association, 447 P.2d 609 (Cal. 1968).
The court held that joint venture 1liability re-
qgquired an agreement between borrower and lender
with a community of interest in a common business
undertaking with the sharing of profits and losses

and right of Jjoint control. The construction
lender was found not 1liable for claims involving
the developer's negligence. The fact that both

the lender and developer profited from the transac-
tion was not sufficient to establish joint venture
liability.

b. Edwards wv. Northeast Bank, 250 S.E.2d
651 (N.C. App. 1979). The court held that no
joint venture existed since there was no express
or implied agreement between bank and borrower
to carry out a single business venture with the
joint sharing of profits and losses. The inventory
control agreement entered 1into between parties
was insufficient although Bank had right to receive
regular reports on the debtor's inventory and
had some degree of control over checks drawn
on debtor's accounts.

4. Indicia of "Control".

The cases all involve similar factors which courts
do consider in determining whether control that has been
exercised is of such an extent that liability will be im-
posed. Each case will turn on its own facts as to whether
excessive control has been exercised, but the following
factors will always be considered:

a. Lender's ownership or equity in borrower,
or lien in stock.

b. Lender's control of management, either through
selection of management or control of their wvoting
power.

c. Physical control of borrower's premises.

d. Economic or financial <control, including
signing off on checks, paying creditors, controlling
salaries.

5. Liagbility Avoidance Techniques.

Lenders can avoid potential claims to a great extent by
using common sense, and by heeding the following suggestions:




a. Do not act on impulse to pull the plug on
a struggling borrower. Fast decisions can be dangerous
because they are often hastily made and without
documentation. Be sure to give your borrower reasonable
notice of your decisions.

b. Document the files. It is extremely important
in lieu of possible future 1litigation to have your
loan files documented, to prove your reasonable conduct

- and explain your decision making process. It also
offers written proof of what has been said to vyour
borrower to avoid swearing contests at trial. Keep

accurate and complete telephone and meeting notes.

c. Do not mislead your borrower. While lenders
often do not like to play the "bad guy," it is better
to be up-front with your borrower as to what you are
truly considering, rather than to try to ease the
pain by speaking with optimism and acting differently.
Honesty is the best policy.

d. Do honor commitments. If you say you are
going to act a certain way, be sure to follow through.

e. Follow the golden rule - do unto other
creditors as you would have them do to you. If your
actions tend to harm other creditors, it is more likely
that 1liability will be imposed, or your lien will
be subordinated.

£. Stay out of the borrower's business. Although
it is tempting to assist your borrower to keep afloat,
such assistance may lead to "control" from a jury's
standpoint. The courts seem to tolerate some monitoring
or assistance by 1lender, but outright demands may
mean liability. You may make a number of suggestions,
but always 1leave the final choices up to borrower.
Do not place your people on the borrower's Board or
in management. Do not become involved in day-to-day
affairs or assume any control over cash flow.

g. Keep files clean. While it 1is important
to document your loan files, it 1is equally crucial
what your documentation includes. Do not editorize

or make typical "smoking gun" comments.

h. Bring 1in the experts. As soon as signs
of trouble develop, loan officers should contact the
appropriate workout or trouble loan officers to handle
the situation. Workout officers should watch for



bad blood between borrowers and loan officer. Emotions
should never play a part in workout situations.

i, Bring in 1legal counsel. Although 1lenders
may think counsel are unnecessary at the early stages
of a loan workout, it is better to be safe than sorry,
and appropriate counsel should monitor the situation
and assist in decision making if the borrower's
condition deteriorates.

J. Don't be arrogant or overreaching with
borrower. Several cases where 1liability was imposed
cite the lender's attitude as a factor. The tone
of the dealings 1is an important factor which often
cannot be documented but does exist. Remember to
"recommend" courses of conduct rather than "demand"
them. Never use profanity or table-slamming threats.

B. TAX AND OTHER STATUTORY LIABILITY.

1. Tax Liability.

a. A lender with excessive control
could be held liable under Section 3505 of the
Internal Revenue Code for unpaid withholding
taxes of borrower to the extent of 25% of the
amount so loaned specifically for payroll. Lender
must have knowledge that the borrower/employer
will not be able to, or does not intend to, pay
the withholding taxes.

b. Also, the IRS does not have to
give lender notice of the tax assessment before
filing suit. Jersey Shore State Bank v. U.S.,
107 S.Ct. 782 (1987).

C. If 1lender learns that taxes are
not being paid, lender should stop making the
loans altogether, or take steps to insure that
taxes will be paid, such as an escrow account.

2. Securities Law Liability. Several
theories of 1liability may apply to a control
creditor under the Securities Act of 1933 and/or
the Securities and Exchange Act of 1934.

a. Liability as a "Control Person".

i. Lender may be liable
for borrower's violation of the




securities law under either the

1933 or 1934 Act. Control is
defined in Securities Reg. 230.405
as "the possession, direct or

indirect, o©f the power to direct
or cause the direction of management
and policies of a person, whether
through the ownership of voting
securities, by contract or
otherwise."

ii. Several cases have held
that a creditor 1is not in control
of its debtor because of the mere
extension of funds. See, e.g.,
Fuls V. Shastina Properties,
448 F.Supp. 983 (N.D. Cal. 1978);
Wright V. Schock, 571 F.Supp.
642 (N.D. Cal. 1983), aff'd;
742 F2d 541 (9th Cir. 1984).

iii. Illustrative Cases.

1. In re Falstaff Brewing
Corp., 441 F.Supp. 62 (E.D.
Mo. 1977). The court refused
to dismiss creditors from
shareholders' suit alleging
liability as control person.
Creditors were involved in

day-to-day operations of
borrower and required
implementation of various
business policies and

replacement of certain officers
and directors.

2. Technology Exchange
Corporation of America, Inc.
Ve Grant County State Bank,

646 F.Supp. 179 (D. Col.
1986). The court refused
to dismiss creditors upon
shareholders' allegations

of control under Securities
Act where Bank had managed
debtor's development ©project
by retaining consultants,
marketing, proposing
expenditures and disbursements,
threatening to withhold funding
and requiring debtor to submit



periodic reports.

3. See also 38 ALR

Fed. 725.

iv. Creditors may assert
"good faith" defense to <control
person allegations if creditor
can prove it did not have culpable
intent with respect to the
violations. See, e.g., G.A.

Thompson & Co., Inc. v. Partridge,
636 F.2d 945 (5th Cir. 1981).

b. Liability as "Aider and Abettor".

The three necessary elements to
impose 1liability are a violation of
the securities law, knowledge or
constructive knowledge of the violation,
and substantial aid by the aider and

abettor in the alleged scheme. Monsen
V. Consolidated Dressed Beef Company,
579 F.2d 793 (3d Cir. 1978), cert.

denied, 439 U.S. 930 (1978). In Monsen,
a bank's knowledge of the debtor's
failure to disclose a blanket 1lien
to its employees and shareholders
resulted in violation in liability.

Other Statutory Liabilities.

a. Environmental cleanup law
liabilities as an ‘"operator". U.S.
V. Maribile, 15 Env. Law. Rep.
20992 (E.D. Pa. 1985); U.S. v. Maryland
Bank & Trust Company, 632 F. Supp.

573 (D. Md. 1986).

b. Fair Labor Standards Act,
29 U.Ss.C. Section 201, et. seq.
Creditor may be 1liable for borrower's
violations of minimum wage and overtime
provisions to the extent that the lender
forecloses on the tarnished or "hot"
goods. Citicorp. Industrial Credit,
Inc. v. Brock, 107 S.Ct. 2694 (1987).

c. RICO, 18 U.S.C. Section 1961,
et seq. The necessary elements of
a RICO claim are as follows:




i. A person.

ii. Employed by or associated
with an enterprise engaged in
interstate commerce.

iii. That conducts or
participates in the conduct of
the affairs of the enterprise.

iv. Through a pattern.

v. Of racketeering activity.

vi. That affects interstate
commerce.

vii. Results in injury.

Treble damages and attorneys fee made
be awarded.

II. Trends in Cases.

A. Declining importance of loan agreements.

B. Declining use of parol evidence rule to preclude-  oral

modifications of lcan agreements.

C. Increasing use of public law concepts:

1. Good faith and fair dealing.

2. Reasonable conduct -- commercially reasonable
action.
D. Inability of lenders to protect via loan documentation:

1. Waiver.

2. Estoppel.

3. Oral modification.

4. Unwaivable lender duties.

5. Declining importance of covenant violations,
especially if 1lender can't show (1) especially

significant, or (2) reflects new situation with
increased risk.

A-10



E. Facts more important than law.

1. Long recitals of facts in cases.
2. Little attention to specific cause of action.
3. Usually, factual combination is critical.
F. Liability cases frequently involve one or more of

the following:

1. Trickery.

2. Peremptory action.
3. Personality conflicts.
4. Apparently irrational behavior -- e.g., refusal

of new credit even though fully secured.

5. Sole financier with security interests on all
or almost all assets.

IIT. Conduct Creating Risks. In general, must exceed ordinary
creditor control. See In re Teltronics Services, Inc., 29 B.R.
139, 168-74 (Bk. E.D.N.Y. 1983) (aggressive collection); 1In
re W.T. Grant Co., 699 F.2d 599, 610 (24 Cir.), cert. denied,
464 U.S. 822 (1983) (use of bargaining power, including debtor's

need for funds, to improve status of claims). Also, probably
can exercise greater control in workout situation than ordinary
lending. See In re W.T. Grant Co., supra (careful watch).

Lenders are better off trying to control their security and
funds, as compared with the debtor's internal activities. See
In re American Lumber Co., 5 B.R. 470 (Bk. D. Minn. 1980) (lender
forced granting of security interest; then 1liquidated assets
and discharged employees not necessary for 1liquidation, cut
officers’ salaries, controlled payment of other <creditors,
monitored mail, and was sole signatory on account); A. Gay Jensen
Farms Co. v. Carqgill, 1Inc., 309 N.W.2d 285 (Minn. 1981)
(managerial control). In practice, however, the distinction
may be difficult to draw.

A, Approvals of day to day operations.

B. Approvals of contracts.

C. Limitations on debt.

D. Controls over funds. Cf. In re Yonkers Sanitarium,

Inc., 22 B.R. 427 (Bk. S.D.N.Y. 1982) (dependence of homeowner
on lender for financing not enough).
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E. Hiring, firing, or retention of employees or
officers. See State Nat'l. Bank v. Farah Mfg. Co., 678 S.W.2d
661 (Tex. Civ. App. 1984) (forced hiring of workout consultant).

F. Membership on Board of Directors. Even attending
meetings may be risky -- should be carefully controlled.

G. Substantial equity interest.

H. Employees on premises. See In re Process -Manz
Press, Inc., 236 F. Supp. 333 (N.D. Ill, 1964), rev'd. on other
grounds, 369 F.2d 513 (7th Cir. 1966), cert. denied, 386 U.S.
957 (1967); American Lumber, supra.

I. Directions to sell property, merge, or make basic
change in business.

J. Directions to pay or not to pay particular
creditors.

K. Encouraging junior creditors to extend new credit.
Note that such creditors may sue on joint venture or fraud theory.

L. Animosity between 1lender and debtor. Cf. K.M.C.
Co. v. Irving Trust Co., supra.

M. Review of press releases.

N. Inconsistent conduct. See K.M.C., supra (changed
mind several times).

0. Precipitous conduct in declaring defaults,
exercising remedies, or refusing new credit -- especially if
sole lender and all credit tied up. See K.M.C., supra.

P. Threats -- to do what you can't do, or have no
intention of doing. Farah, supra (exercise of certain remedies).

Q. Letter writing debtor -- must respond.

R. Demand loans. See K.M.C., supra (obligation
of good faith); Centerre Bank v. Distributors, Inc., 705 S.W.2d
42 (Mo. App. 1985) (no duty). Courts will examine to see whether
documents, taken as a whole, negate demand feature -- e.g.,
by having maturity dates, or events of default. See Reid v.
Key Bank, 821 F.2d 9 (1lst Cir. 1987).

S. Promises to lend -= especially when  part
relationship and some "objective" evidence confirming promise.
See Landes Constr. Co. v. Royal Bank of Canada, _ F.2d

T. Failure to respond to inquiries.



"Scandalous" documents.
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By SUSAN TOMPOR

" Buginess Writer
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A Bowling Green construction company
that went out of business after its bank cut
oft its credit was awarded $6.84 milllon yes-
terday as the result of a lender-llability suit
against American Natlonal Bank & Trust Co.

The jury verdict, in the Warren Circuit
Court in Bowling Green, consists of $1.065
million in compensatory damages and
$5.775 million In punitive damages.

The suit was brought in the spring of 1987
by Hanson Construction Co. Inc. and owners
I.C. “Hank" Hanson and Virginia Hanson
against American National.

The bank, which has $180 miltion in as-
sets, Is now part of First Kentucky National
Corp. In Louisville. First Kentucky Is a sub-
sidiary of Cleveland-based Natlonal City

~ Corp., which has more than $20 billion in

assets.

Robert Aldridge, chairman and chief ex-
ecutive officer of American National, sald
after the verdict that the bank has not de-
cided whether to appeal.

“American Natlonal believes that it did
nothing to harm Mr. Hanson or any other
customers,” Aldridge said. He declined to
comment further on the case.

From 1980 through mid-1985, Hanson and
his companies borrowed more than $600,000

firm awarded $6.84 million in loan case

Bank is held liable after company
loses its credit and 1s forced to close

from American National,

Shortly atter American National was ac-
quired by First Kentucky National Corp. in
February 1985, the bank sought to restruc-
ture Hanson's loans — requiring additional
collateral. :

Charles D. Greenwell, an attorney for.

Middleton & Reutlinger who represented
Hanson, sald First Kentucky faced a large
amount of problem loans when it first ac-
quired the bank and put in a new team of
managers to handle the problems.

From 1984 through 1987 American Na-
tional had operating losses of more than $8
million. The bank selected Hanson's loans
among 1,000 others that it classified as prob-
lem loans, he said. )

Although Hanson was not in default and
had been current with his payments, Han-
son Construction — which primarily bullt
bridges for freeway overpasses — had
faced financlal losses in the 1980s.

Greenwell sald Hanson agreed to restruc-
ture the loans in July 1985 and put up addi-
tional collateral, including a mortgage on

Virginia Hanson's home and farm.

In return, Greenwell sald, the bank prom-
ised to give the Hansons up to 15 years to
repay their debts; lend him some up-front
money necessary to finance future construc-
tion contracts; and give him a new line of
credit of $125,000 for operations.

None of those promises was made in writ-
Ing, And Greenwell sald the bank déenled
makin mises.

But Greenwell called upon Hanson’s testi-
mony and the testimony of banking experts
who stated that promises of that sort would
be common in a “good faith” restructuring
agreement.

Within the first year of the restructuring,
American National financed a new con-
struction contract, Greenwell said.

And In June 1986, American National also
agreed to a $175,000 line of credit. Green-
well said the company was in the process of
turping around and had $3 million in con-
tracts by January 1987.

But in February 1987, the bank said it
would not finance any additional construc-

tion contracts and had cut off credit on the
$175,000 line, Greenwell sald.

On March 11, 1987, he said, American Na-
tional demanded payment on all loans out-
standing — about $680,000 — by April 1,
1987,

The Bowling Green construction com-
pany, started in 1867, went out of business
on March 23, 1987. It had gross annual sales
of about $2 million and employed about 12
people. '

Joseph R. Huddleston, Warren Circuit
judge, said the jury found that the bank
made fraudulent misrepresentations when it
entered Into the restructuring agreement
and found that the bank did not deal in good
faith in enforcing the loan agreement,

Huddleston said the jury determined that
the Hansons did act In good faith, even
though the bank had argued during the trial
that the Hansons concealed certain assets
and misrepresented financial flgures,

The suit had requested $10 million ia pu-
nitive damages and $2.13 million in com-
pensatory damages, but Greenwell sald he
was pleased with the verdict.

He did not know If the Hansons would go

back Into business, but sald he believed
there is .an “excellent chance” that they
will,

The Hansons could not be reached for
comment,



HENDERSON v. FIRST AND FARMERS BANK OF SOMERSET, INC.

as reported at: 36 Kentucky Law Summary 1

January 20, 1989

u.C.C.

SELF-HELP REPOSSESSION
BREACH OF PEACE
PRESENCE OF PEACE OFFICER
PUNITIVE DAMAGES
INSTRUCTIONS
“GOLDEN RULE"” STANDARD

Bank, a secured creditor, conducted a
self-help repossession of plaintiff's
speedboat upon his default under the
secured obligation despite defendant's
vehement objections—Held that peaceful
self-help repossession is allowed by statute
but that same over a debtor’s objection
constitutes a breach of peace—Moreover.
bank’s informally obtaining the presence
of a peace officer at the scene of the
repossession was violative of the statute
since the use of the powers of the state to
squelch potential breaches of the peace
enables a creditor to evade or avoid
statutory restrictive on repossession—
Whether bank’s conduct in repossessing




 was a question of factand
of punitive damages for
oy upheld. the jury also impliedly
plaint an absence of good faith in bank's
. possession-—r\lso, a separate
truction on the issue of good faith was
"::' required, same being necessarily
i':,cluded in the instructions as given—
Trial court’s refusal to grant a new trial or
a judgment n.o.v.on the award of $75,000
in punitive damages was not clearly
erroneous and thus not reversible error—
Plaintiff's final argument was not
violative of the golden rule standard and
although plaintiff did not specifically ask
the jurors to ‘‘step into his shoes,’’ neither
did he comment upon bank's financial
condition—Depositions found to be
taxable on costs—

malic
e ward

4
act of re

First and Farmers Bank of Somerset, Inc. v.
Henderson and Henderson v. First and Farmers
Bank of Somerset, Inc.; Pulaski Cir. Ct., Venters,
J.. Opinion by Judge Clayton, affirming,
rendered 12/16/88. [This opinion is not final and
shall not be cited as authority in any courts of the
Commonwealith of Kentucky. CR76.30.

“*This appeal arises from a jury verdict in
favor of appellee/cross-appellant, Charles
Henderson, (hereinafter Henderson) against
appellant/cross-appellee, First and Farmers
Bank of Somerset. Inc., (hereinafter the Bank|
as well as post-trial motions resulting in a
partial judgment non obstante veredicto. We
affirm.

“The substance of the case concerns the
manner in which the Bank repossessed
Henderson's speed boat in which the Bank had
a valid security interest. There was
considerable dispute below as to the
underlying question of the Bank's right to
declare a default. Since there was no appeal
taken from the trial court's decision to grant
a directed verdict to the Bank on its claim for
default, we will assume there was in fact &
default.!

""1The real issue was whether the Bank was
in good faith in declaring a default premised
upon its conclusion it was insecure. The good
faith on this issue. which we assume from the
directed verdict, does not carry over to the act
of repossession.

“There is a two-step analysis involved.
Initially, there must be good faith in declaring
the defauit. Then, the right to repossess
becomes operative. Thereafter. there is a
separate requirement of good faith in cu'rﬁg
out the repossession. See KRS 355.1-203;
355.9-503; and KRS 355.9-507."

“Prior to going to Henderson's residence, the
Bank informally requested that the Pulaski
County Sheriff's Department have one of its

! deputies stand by on the scene. Deg:ty Sheriff
Pat Kelly, in full uniform, carrying his weapon,
and in a marked car did meet the Bank's
employees at the scene prior to any attempt
to repossess the boat.

At the time of the repossession. the boat
was located in Henderson's garage. The garage
doors were open, however, which allows self-
help repossession under KRS 355.9-503
provided there is no other breach of the peace.?
After the Bank's employees had entered
Henderson's property and hitched the boat on
its trailer to their vehicle, they attempted to
depart. There is a dispute as to whether
Henderson arriving on the scene at this time
managed to prevent the Bank's employees
from removing the boat from his property and
into the public street but in any event, both
vehicles stopped.? There was a confrontation
which. at least from Henderson's evidence.
could have led to a physical conflict. There was
also a clear and vehement verbal objection to
the repossession by Henderson.

3C.I.T. Corporation v. Short, 273 Ky. 190,
115 S.W.2d 899, 900 {1938}

"'IWe note that there would be instances in
which a creditor had obtained sufficient
dominion over the property to preciude any
objection by the debtor. Such does not appear
to be the case here. Moreover, since the issue
was not argued below or here, we will not
speculate on it. See Mikolajczyk, Breach of the
Peace and Section 9-503 of the Uniform
Commercial Code—A Modern Definition for
an Ancient Restriction, 82 Dick. L. Rev. 351,
370-72 {1977-78)."

“Any actual violence was forestalled,
however, by the timely arrival of Deputy Kelly
who had departed his car and approached the
antagonists. The deputy’s actions at the point
of confrontation are in dispute. Henderson
maintains that after asking the deputy if the
Bank could legally repossess his boat, the
deputy nodded in the affirmative. The deputy
and the Bank employees allege that he did or
said nothing, but merely stood by.

“In any event, Henderson without retracting
his objection, stated he was going to call his
lawyer in order to discuss the repossession.
The Bank's employees took the opportunity to
flee the scene with the boat.

"’Henderson sued for conversion of the boat,
as well as some other misceilaneous items
alleged to have been in the boat. but not
covered by the security interest. He also
demanded punitive damages. Finally,
Henderson made a claim for intentional
infliction of severe emotional distress. The
Bank counterclaimed on the note underlying
its security interest.

"After the close of the evidence, the trial
court directed a verdict for Henderson on the
conversion of the boat and to the Bank on its
counterclaim. The remaining issues were
submitted to the jury.

"“The jury found the fair market value of the
boat was $16,000. As directed, the jury
deducted $14,011.76, the amount of the
security interest, therefrom and awarded
$1.988.24 in damages to Henderson. The jury
further awarded $5,000 for emotional distress
and $75.000 for punitive damages. Nothing
was awarded for the miscellaneous items.

"“The Bank moved for a new trial or a
judgment notwithstanding the verdict.
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Specifically, the Bank alleged various errors
relating to the directed verdict on the
conversion claim and the jury verdicts on the
emotional distress and punitive damages
claims. The Bank further objected to some
items submitted by Henderson as costs.

“The court granted a judgment
notwithstanding the verdict regarding the
emotional distress claim but overruled the
motion and objections as to the remaining
issues. The Bank's appeal and Henderson's
cross-appeal followed. All the errors alleged
have been preserved.

““The initial problem to be analyzed concerns
the directed verdict against the Bank on the
conversion issue. The standard of review on
directed verdicts is enunciated in Spivey v.
Sheeler. Ky.. 514 S.W.2d 667 (1974}. All fair and
reasonable inferences must be drawn in favor
of the party opposing the motion. and the coun
must conclude the evidence was insufficien-
to sustain a verdict for the opposing party. /d.
at 673.

“The controlling question regarding the
directed verdict involves the proper
application of KRS 355.9-503. There. it is
provided that a secured party, when the debtor
is in default, may carry out a self-help
repossession provided there is no breach of the
peace.

“‘A breach of the peace has been defined to
include both actual violent acts, and acts likely
to induce violence. O'Leary v. Commonweaith.
Ky., 441 5.W.2d 150, 154 {1969). There has not
been a Kentucky case directly applying the
general rule to KRS 355.9-503.

“‘As the commentators note, pre-Code cases
are still good law since breach of the peace is
not defined in the statute. D. Leibson and R.
Nowka. The Uniform Commercial Code of
Kentuchy, Section 8.6(aj at 833 {19831
Unfortunately, there are no cases. even pre-
Code, which analyze the effect of the presence
of a peace officer on a self-help repossession .+

‘A case typical of those finding a breach of
the peace prior to the adoption of the Code is
National Bond & Investment Co. v. Whithorn,
276 Ky. 204, 123 5.W.2d 263 {1938). There, two
employees of the creditor stopped the debtor
on a public street and harangued and harrassed
him until the repossession was completed. The
court stated that a repossession could not be
had if a breach of the peace resulted without
explicitly defining the term, any restraint was
placed on the debtor, or any force was used
against the debtor. /d. at 265. The court went
on to approve both the compensatory and
punitive damages awarded. Id. at 266.”

“"Even without reference to the presence of
the deputy, it is clear that repossession in the
face of the debtor's objection constitutes a
breach of the peace. National Bond, supra; See
Leibson and Nowka at 834. Moreover, the
commentators state that a disagreement over
repossession ought not have to rise to the level
of an assault before a breach is deemed to
occur. Leibson and Nowka at 834.

A quick survey of self-help repossession
cases from other jurisdictions is supportive of



ghe commentator's position. In Big Three
dotors, Inc. v. Rutherford, Ala., 432 So0.2d 483,
85-86 (1983}, the Supreme Court of Alabama
stated that the use of force, trickery, and fraud
constituted a breach of the peace. While the
&ourt of Appeals of Indiana, in Census Federal
‘redit L'nion v. Wann, Ind. App.. 403 N.E.2d
48, 352 (1980). held that self-help
-epossession could not be had if it was verbally
or otherwise contested by the debtor at the
“ctual time and immediate vicinity of the
ttempted repossession. If such were the case,
ne creditor must desist and proceed through
udicial process. Finally, in Morris v. First
Varional Bank and Trust Co. of Ravenna, Ohio,
54 N.E.2d 683, 686-87 {1970), Ohio's highest
ourt held that a breach of the peace was
:ommitted when the creditor's agents
>hysically confronted the debtor and
lisregarded his request to stop even though
here was no actual physical conflict.

“The testimony given establishes a clear
bjection by Henderson. Even if repossession
'ver a mere verbal objection is insufficient to
stablish a breach of the peace, it is patent that
vithout Derum Kelly's limited intervention,
here would have ‘been a more serious
Itercation. As a result, it is clear that unless
he presence of the deputy negates the breach
f the peace, the directed verdict against the
lank was proper.

"We are, thus, directly confronted with the
iovel issue of the effect of a peace officer on
seli-help repossession. While at first blush
he Bank’s decision to informally obtain the
resence of a peace officer seems to serve the
alutary purpose of preserving the peace, a
loser analysis reveals it as violative of KRS
55.9-503.

“If a creditor is allowed to unofficially use
he powers of the state to squelch potential
ireaches of the peace® he can effectively
vade or avoid the statute. The statute makes
: clear that a creditor runs the risk of serious
ability if he proceeds with a self-help
epossession when there is a serious objection
iy the debtor. If the strong arm of the law is
eeded, then the creditor must secure judicial
atervention when a police officer is carrying
ut or sanctioning the repossession.

"'SWe have been cited to cases discussing
vhether an officer's intervention in a self-he}
epossession constitutes state action. See U.S.
. Coleman, 628 F.2d 961 (6th Cir. 1980); and
sary v. Darnell, 505 F.2d 741 (6th Cir. 1974).
Ve do not find them exceptionally helpful
ince the degree of intervention by the officer
iecessary in our analysis is less than a finding
hat the state compelled the private party
hrough the actions of the officer to act as he
id. See Coleman 628 F.2d at 964."

"‘On that issue, Stone Machinery Company v.
lessler. Wash. App., 463 P.2d 651 (1970}, is
uite persuasive. There, the creditor secured
1¢ local sheriff in full regalia to assist in the
spossession of a caterpillar tractor since the
ebtor was inclined toward violent defense of
1s property. The court heid that where the
fficer was acting under color of office,
vithout legal process. and the creditor thereby

took possession of the collateral over debtor’s
objection, the creditor had committed trespass.
Id. at 654. The court explained that the actions
amounted to constructive force, intimidation.
and oppression constituting a breach of the
peace. Moreover, the creditor's actions
completely circumvented the purpose and
intent of the Code. Id. at 655.

"'Although the intervention of Deputy Kelly
was not as active as that in Stone Machinery,
the distinction is without difference. The net
effect in both cases was to override the
debtor’s right to object. As a result, under the
authorities cited, there was a breach of the
peace.

“The court below correctly granted a
directed verdict on the conversion issue. There
was not a constructive breach of the peace
caused by the mere presence of the deputy.
The evidence, however, even when viewed
most favorably to the Bank, established that
the deputy sheriff acting under color of office,
without any legal process, enabled the Bank
to repossess over Henderson's objection. There
was, thus, an actual breach of the peace. Since
the decision below was correct, although based
upon the wrong grounds, it will not be
disturbed on appeal. Haddad v. Louisville Gas
& Electric Company, Ky., 449 S.W.2d 916, 919
{1969).

“‘We move on to the Bank’s objections to the
punitive damages awarded. It is argued that
the Bank was entitled to a directed verdict on
the issue. Alternatively, it is asserted that a
specific instruction on the issue of good faith
was in order and that, in any event, the award
made was excessive.

“On the directed verdict issue, the Bank
stands or falls on Fort Knox National Bank v.
Gustafson, Ky., 385 $.W.2d 196 {1964). There,
the repossession of a mobile home, which was
being used as a diner, was at issue. The court
found the Fort Knox bank to have acted in

ood faith. Id. at 200. As a result, technical

eficiencies in the Fort Knox bank’s claim and
delivery action would not give rise to a cause
of action, nor would liability for punitive
damages lie.

"We find Gustafson distinguishable. The
judge below never found that the Bank was
in good faith in carrying out the repossession.
As we previously noted, good faith in the
repossession attempt is a distinct issue from
good faith in the declaration of a default. While
the judge below may have assumed the latter,
the jury did not find the former, or it could not
have awarded punitive damages. We further
note that Gustafson does not involve selfae.}ﬁ
repossession. As a result, the Fort Knox
was properly protected from liability for any
minor technical deficiencies since it had
resorted to the judicial process. The Bank has
no such shield.

“The evidence of the B:nk'snc‘onduct in
making the repossession is clear. Their actions
constigxted a breach of the peace, and
Henderson was properly granted a directed
verdict. Since it was established that the Bank
had violated KRS 355.9-503, Henderson was
entitled to damages suffered as a result. KRS
355.9-507.
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“It is well established that punitive damages
may be recovered in an action for conversion
if the defendant's conduct is sufficientiy
egregious. Hensley v. Paul Miller Ford. Inc.. Ky,
508 S.W.2d 759, 762 (1974). To recover
punitives, there must be a finding that the
defendant acted with malice. whether actual
or implied. Implied malice is conscious
wrongdoing. Fowler v. Mantooth. Ky.. 683
S.W.2d 250. 252 (1984). In determining
whether to make such an award. the trier of
fact may consider the character of the
defendant and the nature and extent of the
harm to the plaintiff. In analyzing the character
of the defendant'’s act, the trier may consider
its outrageousness, defendant's extent of
culpability and motives. the relationship
between the parties, and the existence or
absence of provocation. Id. at 253.

"'There is no doubt that a question of fact
existed with regard to whether the Bank's
conduct in the repossession implied malice. It
cannot be said that the Bank's decision to
proceed with the repossession after
Henderson's objection and his return to his
house to call his lawyer could not be found by
a reasonable man to show malice. That being
the case, a directed verdict would have been
improper. S‘pivey. supra. it is equally true that
the denial of the judgment notwithstanding the
verdict was proper since the evidence must be
construed most favorably in favor of the
verdict winner. Henslev, supra.

"'A separate instruction on the issue of good
faith was not required. We are directed to give
instructions which provide only the bare
bones. The instructions can subsequently be
fleshed out by counsel in closing argument.
Cox v. Cooper, Ky., 510 S.W.2d 530 {19741.

“’Here, the relevant instruction states the law
properly. See Hensley and Fowler, supra. The
question of good faith is necessarily included
in the instructions as given. Certainly, counsel
for the Bank could argue, and apparently did.
that the Bank was in good faith. If the jury had
believed the Bank was in good faith, it could
not have returned a verdict awarding
punitives.

""The Bank next asserts the awarded punitive
damages were excessive. The test for the trial
court 1s often styled ‘the first blush rule.” Davis
v. Graviss, Ky., 672 5.W.2d 928, 932 {1984). On
review here, we do not apply that rule.
Instead, we are directed not to substitute our
judgment on the question but can reverse only
if the court's ruling was clearly erroneous. /d.
at 933.

“'Although the award does seem high, it is
apparent that the jury believed Henderson's
assertion that the Bank essentially stole his
boat. It is also apparent that the able judge
below is in a better position than we are to
decide whether the jury's award was
excessive. We, therefore, do not find the
judge’s decision overruling the Bank's post-
trial motions clearly etroneous on the issue of
excessiveness and hence affirm.

“The Bank's fifth allegation arises from

closing argument. We do not find the argument
made violative of the golden rule standard.




nce of a golden rule

~-“’°"b,l¥,' u',h:,ke :;ee jurors to step into the
"‘“mefnthe plaintiff. Staniey v. Ellegood. Ky..
oes °w 24572, 575 11964 Here. the request
o act before it is too late without any

"-“cuo" 10 step into Henderson s shoes.
d’.r.cw e note. moreover that previous cases

.~ violations of the golden rule standard
find‘l;;‘s’ ;l‘gm?“wn thge combination of the
are ment and mention of the defendant’s
f":xsa‘:lcid condition. It was the combination of
z;u two, coupled with repetition, that was

articularly invidious. Jd. Here, we find
aeither mention of the Bank's financial

condition nor repetition.

‘“As a result, the judge's ruling was not in
error. It is beyond question that the trial judge
is in the best position to assess any actual

rejudicial effect. We decline to substitute our
judgment in its piace.

The final argument of the Bank is that
certain costs charged by Henderson were not
allowable. Specifically, Henderson sought to
recover the costs involved with certain
depositions taken for discovery but not
expressly used at trial.

“Depositions, with any limitation, are
included in the list of items recoverable as
costs. CR 54.02. The cases cited by the Bank
are not on point. The issue here does not relate
to expert fees or additional copies. See
Commonwealth, Transportation Cabinet,
Department of Highways v. Wireman, Ky. App..
714 S.W.2d 159 (1986); Brookshire v. Lavigne,
Ky. App.. 713 S.W.2d 481 (1986}; and Phipps
v. Collinsworth, Ky. Aﬁ., 691 S.w.2d 907
{1985]. We note finally that a deposition taken
on discovery can be vital to preparation for and
the actual conduct of a trial even if it is neither
read into evidence nor expressly used to
impeach a witness. The costs allowed were
correct.*

""We also note that the correctness of the
trial judge's allowance of costs here is in accord
with a recent amendment to CR 54.02 which
was effective January 1, 1988." :

“On the cross-appeal. we likewise find the
trial court's decision was proper. A judgment
notwithstanding the verdict is proper when
even if after all the evidence is construed most
favorably to the verdict winner, a finding in
his favor would not be made by a reasonable
man. Hensley, 508 $.W.2d at 762.

“"Whatever Craft v. Rice. Ky., 671 S.W.2d 247
{1984}, actually decided beyond holding the
five-year statute of limitations applicable, it is
clear that not every upset plaintift can recover
for emotional distress. See Zurich Insurance
Company v. Mitchell, Ky., 712 SW.2d 340
{1986). The judge below correctly noted that
not every bad act gives rise to a cause of action
for the intentional infliction of severe
emotional distress, that an extra element of
damages for all plaintiffs was not created nor
was the distress complained of by Henderson
in any sense severe.

““The foregoing being correct. the judgment
notwithstanding the verdict on the emotional
distress claim was correct. We, therefore.
affirm.

“For all the above listed reasons, we affirm
the decision of the Pulaski Circuit Court
sustaining the directed verdict on ‘the
conversion issue for Henderson. the jury
verdict on the punitive damages, and the
judgment notwithstanding the verdict on

enderson s emotional distress claim.

“‘The judgment of the Pulaski Circuit Court
is affirmed on both the direct and cross
appeals.”

Miller, Judge, concurs.

McDonald, Judge. concurs in result and files
a separate opinion.
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I.

INTRODUCTION

A.

RATE OF INTEREST PERMITTED BANKS DEPENDS UPON:

(1)

(2)

(3)

(4)
(5)

The type of credit extension, e.g., is it a simple
interest loan, short term single payment loan, pre-
computed interest installment 1loan, purchase of
dealer paper, manufactured home financing, credit
card or other revolving credit transaction?

The amount of the credit transaction, e.g., is it
in excess of $15,0007

The identity of the debtor, e.g., is the credit
extended to an individual, corporation, business?

The purpose of the credit transaction.

Federal pre-emption of state usury limitations and
applicability of "most favored lender" status.

WHETHER THE CREDIT TRANSACTION FALLS WITHIN ONE OR MORE
OF THE FOREGOING CHARACTERISTICS DETERMINES WHETHER THE
INTEREST RATE IS CONTROLLED BY (SEE APPENDIX):

(1)

(2)

(3)

(4)

(5)

(6)

(7)

KRS 360.010 - Fixing the "legal"™ and "contract" rate
of interest in Kentucky.

KRS 360.025 and 360.027 - Removing the defense of
usury from corporations and certain limited partner-
ships and business trusts.

12 USC 85 - Authorizing national banks to charge
interest at the greater of the amount permitted by
the laws of the state where the national bank is
located or 1% in excess of the discount rate, i.e.,
"most favored lender" status.

KRS 287.214 - Authorizing Kentucky state banks to
charge interest on contracts or obligations of
$15,000 or less at any rate permitted national banks
by the laws of the United States.

12 USC 1831d - Permitting state insured banks to
charge the same rate as national banks under 12 USC
85.

Sec. 501 of the Depository Institutions Deregulation
and Monetary Control Act of 1980 ~ Pre-empting state
usury laws on certain real estate and mobile home
loans.

Regulations of the Federal Home Loan Bank Board (12
CFR 590) - Implementing Sec. 501 of the 1980 Act.
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(8)

(9)

(10)

(11)

KRS 287.215 ~ Fixing rates on discount and add-on
installment loans.

KRS 287.710 to 287.770 - Relating to banks credit
card and other revolving credit plans.

KRS 371.210 to 371.330 and KRS 190.090 to 190.140 -
Relating to retail installment contracts covering
consumers goods and motor vehicles.

KRS 360.150 - Relating to manufactured home financ-
ing transactions.

II. GENERAL USURY STATUTE (KRS 360.010).

A.

STATUTORY RATES

(1)
(2)

(3)

Legal Rate - 8% per annum

Contract Rate -

(a) If original principal amount is $15,000 or less
~ the lesser of 19% or 4% in excess of the
discount rate (11% at March 10, 1989).

(b) If original principal amount is more than
$15,000 - any rate if agreed to in writing.

Minimum Interest - $10 "if the legal interest Qdoes
not account to that sum."

L.OANS NOT SUBJECT TO KRS 360.010 LIMITATIONS.

(1)

(2)

(3)

(4)

Loans of more than $15,000 (KRS 360.010). Duff v.
Bank of Iouisville & Trust Co., Ky., 705 S.W.2d 920
(1986) .

Loans to corporations, limited (but not general)
partnerships and business trusts - other than a
limited partnership or business trust, the principal
asset of which is a one or two-family dwelling -
(KRS 360.025 and 360.027).

Individual guarantors of corporate, limited part-
nership or business trust loans may not plead usury

as a defense, E'Town Shopping Center, Inc. V.

Lexington Finance Co., Ky. App., 436 S.W.2d 267
(1969) .

Lines of credit and Master Notes over $15,000 -



The Attorney General has indicated that a "master
note" device is basically a line of credit and that
the actual amount advanced to the borrower under the
line of credit or master note determined the
applicable rate of interest under KRS 360.010.
Thus, if a borrower executes a master note for
$16,000 but is advanced only $8,000 at the time of
executing the note, the maximum interest rate is 4%
above the "discount rate," or 19%, whichever is
less. See OAG 79-169 (March 12, 1979).

A contrary position is arguable where the future
advances will exceed $15,000 and are obligatory and
not discretionary with the bank.

LOANS ($15,000 OR LESS) SUBJECT TO KRS 360.010

(1)

Computation of Interest:

The general view is that the "per annum" interest
rate limitation in KRS 360.010 requires use of
either the 365/365 or 360/360 method of computation
when a loan of $15,000 or less is involved. Use of
the 365/360 method has been held usurious if the
maximum rate of interest is charged. American
Timber & Trad. Co. v. First Natl. Bank of Oregon,
511 F.2d 980 (9th cCir. 1973). If the original
principal amount exceeds $15,000, use of the more
favorable 365/360 method should be specifically
agreed to by the borrower in writing by, for
example, describing the computation method in the
note.

(a) 365/365: Under this method, the rate of
interest is divided by 365 to produce a daily
interest factor. The number of days that the
loan is outstanding is then multiplied by this
daily interest factor. Under this method, a
different amount of interest is charged for
months of different lengths.

(b) 360/360: Under this method, each month is
treated as having 30 days. Thus, interest for
each month is the same. However, for a
calendar year, the interest is exactly the same
as that calculated by using the 365/365 method.

(c) 365/360: This method is a combination of the
first two: the interest rate is divided by 360
days (30 days for each month) to create a daily
factor. The number of days that a loan is
outstanding is then multiplied by this daily
factor. Thus interest charged for months of
different lengths is different and interest

B-3




(2)

(3)

charged for a calendar year is greater than
interest charged under either the 365/365 or
360/360 method.

Determination of Interest.

Amounts paid to and retained by a bank which has the
effect of increasing the bank's "yield" will be
considered "interest" for usury purposes. Thus,
"points", "stand-by", commitment, loan fees or other
sums paid to a bank, however, denominated, will be,
in my judgment, deemed "interest" for usury limit
computations. See Union Cent. Life Ins. Co. V.
Edwards, 219 Ky. 748, 294 S.W. 502 (1927); Common-

wealth Farm Ioan Co. v. Caudle, 203 Ky. 761, 263
S.W.2d 24 (1924).

Closing Costs and Other Fees.

(a) Closing costs paid to third parties permitted,
i.e., title search, appraisal and title
insurance fees, cf. Palmer v. Bank of ILouis-
ville & Trust Co., Ky. App., 682 S.W.2d 789
(1985) ;

(b) Moreover, at common law, a bank could, in
addition to interest at the maximum rate,
properly charge its borrower with the neces-
sary, reasonable expenses incident to the loan
without being guilty of usury. Such expenses
included the cost of ascertaining whether the
security offered was adequate, title examina-
tion costs, appraisals, recording fees and the
expenses of preparation of the 1loan and
security documents. Union Cent. Life Ins. Co.
v. Edwards, 219 Ky. 748, 294 S.W. 502 (1927),

supra., Ashland Nat. Bank v. Conley, 231, Ky.
844, 22 S.W.2d 270 (1929):

(c) In like manner, fees imposed for the privilege
of prepaying a debt are not deemed to be
usurious, Hamilton v. Kentucky Title Savings
Bank & Trust Co., 159 Ky. 680, 167 S.W. 898
(1914) ; Webb v. Southern Trust Co., 227 Ky. 79,
11 S.w.2d 988 (1928); and

(d) Although the Kentucky courts have never ruled
on the status of a "late charge,™ the Kentucky
Department of Financial Institutions has
historically taken the position that such
charges are in the nature of liquidated damages
and are permitted so long as they are reason-
ably related to the expenses incurred by the
lender. June 16 981 tter of Ronda S. Pau
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to William H. Mohr. The Department is also of
the view that the right to impose "late
charges" must be included in the loan docu-
ments. Also see: April 14, 1970 Memorandum
of E. Frederick Zopp, General Counsel: to the
Department of Banking, to Executive Management
of [Various] Financial Institutions, pg. 3,
item 8 ("Kentucky statutes support the majority
view that a borrower's default and resulting
late charges do not make a loan usurious"); OAG
70-276 (May 6, 1970) (". . . [I]Jf the con-
sideration is for services actually rendered
to the borrower and the agreement for services
is made in good faith, and is not a cloak to
conceal usury, the transaction is not an
usurious loan.")

(4) Discounting Notes - interest in advance at the
highest rate.

(a)

(b)

KRS 287.180(1) empowers banks to "discount"
notes.

Permitted for ‘“short-term paper". See:
Bablett v. Deposit Bank of Carlisle, 122 Ky.
324, 92 W.W. 283 (1906); Schultz v. Providence
Ioan Ass'n., 289 Ky. 25, 157 S.W. 2d 736
(1941); Newel)l v. National Bank of Somerset,
75 Ky. (12 Bush) 57 (1876); Warren Deposit Bank
v. Robinson's Adm'rs., 18 Ky. L.R. 78, 35 S.W.
275 (1896); 57 ALR 24 633-674, "Taking or
Charging Interest in Advance as Usury"; Evans
v. National Bank of Savanna, 251 U.S. 108
(1919).

What is "short term paper" is an open question.
See November 12, 1981 Memorandum for Ronda
Paul, Attorney for Department of Banking, to
all Examiners ("The Departmental position is
that short-term (one year or less) notes may
be discounted even though the resultant Annual
Percentage Rate (APR) would be greater than the
rate allowed by KRS 360.010.")

(5) Penalties (KRS 360.020)

(a)

(b)

If an usurious rate of interest is knowingly
charged, the entire interest is forfeited.

Where a greater rate of interest has been paid,
the debtor may, if the action is brought within
two years from the time the usurious trans-
action occurred, recover twice the amount of
interest paid.
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D.

RENEWAL (EXTENDING THE TIME OF PAYMENT) OF LOANS.

(1)

(2)

Position of Department of Financial Institutions

(a) If a $15,000 or less fixed-rate loan is renewed
and the maximum rate permissible under KRS
360.010 has changed (either increased or
decreased) since the loan was made, the renewal
is viewed as a new contract and the decreased
maximum rate must be used. (Similarly, any
increased maximum rate may be used.) See June
26, 1984 Memorandum from Ballard W. Cassady,
Jr., Commissioner.

Example: Bank makes a 6-month $10,000 loan to
X at 11% , which is 4% above the discount rate
of 7%. Six months later, the loan is renewed
(i.e., the time of payment is extended for an
additional six months) and the discount rate
has decreased to 6 1/2%. The maximum rate of
interest which may be charged is 10 1/2%.

(b) If a bank makes a demand loan of $15,000 or
less bearing interest payable in installments
at the maximum rate permitted by KRS 360.010
at the time the loan is made, it is required
to reduce the interest rate on such loan on the
next succeeding interest installment payment
date after a decline in the maximum interest
rate permitted under KRS 360.010 - notwith-
standing the fact that the bank has not
demanded payment of the loan's principal. This
conclusion is apparently on the basis that a
demand 1loan bearing interest payment in
installments is in some manner "continued" or
"renewed" on every interest payment date.

Changes _in usury law. Although there apparently is
no Kentucky decision directly on point, where the
"renewal"” only extends the time of payment of the
original note and makes no change in the principal
thereof or in any of its other terms, a strong
argument can be made that the rule in Kentucky is
that the rate of interest originally agreed to
between the parties may continue to be charged on
the basis that:

(a) It is long been established that a note bearing
lawful interest at the time it is entered into
is not made usurious by a subsequent change in
the law reducing the permitted rate of
interest. See Lee v. Davis, 8 Ky. 397, 1 A.K.
Marsh. 397 (1818); Jump v. Johnson, 12 Ky. Law
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III.

(b)

Rep. 100, 13 S.W. 843 (1890):; Abner v. York,
19 Ky. Law Rep. 643, 41 S.W. 309 (1897):; Mix
v. Fidelity Trust & Safety Vault Co., 103 Ky.
77, 44 S.W. 393 (1898); Holland v. Holman, 21
Ky. Law Rep. 105, 50 S.W. 1102 (1899); Curry
v. Adams' Adm'r., 22 Ky. Law Rep. 256, 57 S.W.
8 (1900); Foard v. Grinter's Ex'rs, 14 Ky. Rep.
5, 18 S.W. 1034 (1892); Mastin v. Cochran's
Ex'rs., 24 Ky. L. Rep. 712, 76 S.W. 343 (1903);
4 ALR 2d 932, 935.

Where a note is given merely in renewal for
another note and not in payment, the renewal
does not extinguish the original debt or in any
way change the debt except for postponing the
time of payment, even though the first note is
surrendered. See Cantrell Construction Company
v. Carter, 418 F.2d 705 (6th Cir. 1969); White
v. Winchester Land Development Corp., Ky. App.,
584 S.W.2d 56 (1979); Georgi v. First National
Bank of Iouisville, Ky. App., 557 S.W.2d 442
(1977), In__re Zemansky, 39 F.Supp. 628
(D.C.S.D. Cal. 1941); Dufresne v. Hammersten,
1d. , 106 Pac.2d 861 (1940).

(3) The Department's second position on the "renewal"
of a demand note appears to be inconsistent with
Mastin v. Cochran's Ex'r., 25 Ky. L. Rep. 712, 76

S.W.

343 (1903).

FEDERAL PREEMPTION - RESIDENTIAL REAL PROPERTY

Sec.

A.

501 of the Depository Institutions Deregulation and
Monetary Control Act of 1980 (Pub. L. 96-221) (codified at 12
U.S.C. 1735f-7 note) provides that state constitutions or laws
limiting the rate or amount of interest, discount points,
finance charges or other charges are preempted and do not
apply to loans secured by a first lien on:

(a)
(b)

(c)

"residential real property,"

"all stock allocated to a dwelling unit in a
residential cooperative housing corporation,®
or

a "residential manufactured home" so long as
the loan documents contain certain consumer
protection provisions prescribed by regulations
of the Federal Home Loan Bank Board.

Purpose of Credit Irrelevant. Sec. 501 focuses upon the
type of collateral and the priority of the lender's

interest in the collateral. If a first lien is taken on
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D.

residential real property, a residential manufactured
home or a dwelling unit in a residential cooperative
housing corporation, the test is met.

(1) Thus, a corporate loan secured by a first mortgage
on a shareholder's residential real property is
preempted under Sec. 501.

(2) Similarly, it is not necessary that the loan be a
"purchase money" loan. So long as the requisite
type of collateral and a first lien interest therein
is obtained, Sec. 501's preemption provision are
applicable.

Residential Real Property - is defined in FHLBB Regula-
tions issued under Sec. 501 of the 1980 Act [12 C.F.R.
590.2(f)] as:

", . . real estate improved or to be improved
by a structure or structures designed primarily
for dwelling, as opposed to commercial use."

Not All Charges Preempted. Sec. 501 only relates to
"interest, discount points, finance charges or other
charges." Other provisions of state law, (i.e., laws
limiting prepayment charges, attorney's fees and the
like) are not preempted and will apply to the loan.

"Residential Manufactured Home" ILoans. Sec. 501 of the
1980 Act preempts state usury laws with respect to loans

secured by a first lien on a "residential manufactured
home" (which includes mobile homes) only if the consumer
protection provisions of the FHLBB regulations (12
C.F.R. 590) are complied with. See regulations at pages
B~49 to 55 of the Appendix which contain provisions:

(1) Covering balloon payments, prepayment penalties,
late charges and defenses:;

(2) Requiring the creditor to give 30 days prior notice
of any action leading to repossession or foreclo-
sure (except in the case of abandonment or other
extreme circumstances) ;

(3) Requiring the creditor, upon repayment in full, to
refund the unearned portion of any pre-computed
finance charge in an amount not 1less than the
amount which would be calculated by the actuarial
method (not the "rule of 78's) except that the
debtor is not entitled to a refund which is less
than $1.




Iv.

"MOST FAVORED LENDER" STATUS

A.

NATIONAL BANKS -~ 12 U.S.C. 85 grants most favored lender
status to national banks by giving them a choice:

(1) They may charge interest at the highest rate
allowed by state law to lenders generally in the
state where the bank is located, ji.e., national
banks may "borrow" competing lenders' rates; or

(2) The may charge interest at 1% over the discount
rate on 90-day commercial paper in effect at the
district federal reserve bank.

See Tiffany v. Bank of Missourji, 85 U.S. (18 Wall.) 409
(1874); Northway lLanes v. Hackley Union Nat. Bank &
Trust Co., 464 F. 2d 855 (6th Cir. 1972); Fisher v.
First Nat. Bank of Chicago, 538 F.2d 1284 (7th Cir.
1976); Fisher v. First Nat. Bank of Omaha, 548 F.2d 255
(8th Cir. 1977); 12 CFR 7.7310(a) - Comptroller of the
Currency, Interpretive Ruling.

KENTUCKY STATE INSURED BANKS - KRS 287.214 and 12 U.S.C.
1831d grant "most favored lender" status to Kentucky
state banks - with KRS 287.214 granting such status
independent of the deposit insurance status of the bank.

See Vanderweyst v. First State Bank of Benson, 425
N.W.2d 803 (Minn. 1988) cert. den. 109 U.S. 369 (1988) -
the first appellate court decision holding that 12
U.S.C. 18314 (Sec. 521 of the Depository Institutions
Deregulation and Monetary Control Act of 1980, Pub.L.
96-221) extended most favored 1lender status to
federally-insured state banks.

OTHER PROVISIONS - If a bank "borrows" a competing
lender's rates, it must also comply with other provi-
sions of state law relating to that class of loans that
are material to the determination of the interest rate,
e.g., provisions relating to the amount of the loan, the
term, method of repayment, delinquency and other
charges, and the like. See Northway Lanes v. Hackley
Union Nat. Bank & Trust Co., 464 Fed.2d 855 (6th Cir.
1972); August 11, 1988, letter from Robert B. Serino,
Deputy Chief Counsel, Comptroller of the Currency to Ms.
Linda T. lLowe, Assistant Attorney General of the State
of Iowa.




V.

"BORROWING" CREDIT UNION AND PETTY LOAN COMPANY RATES.

A.

GENERAL CONSIDERATIONS

Under its "most favored lender" status discussed under
Section IV above, a national bank or state insured bank
may, with respect to loans of $15,000 or less, elect to
"borrow" the rates and charges permitted state chartered
credit unions or petty loan companies. A bank wishing
to do so should obtain competent counsel to advise it
with respect to the technical issues which arise when
"most favored lender" status is sought. Generally, if
a bank "borrows" the higher rates permitted by KRS
Chapters 290 or 288, it must also comply with the other
provisions of those chapters relating to loan amount,
maturity, methods of payment, delinquency and other
charges, and the like.

The general departmental policy of the Kentucky Depart-
ment of Financial Institutions "permit[s] use of the
interest rate structure found in both KRS Chapter 288,
the Consumer Loan Company Act, and KRS Chapter 290, the
Credit Union Act." See February 8, 1985 letter of James
M. Baker, General Counsel, Department of Financial
Institutions, to Joseph A. Cleves, Jr.

However, the Department requires, for examination and
evaluation purposed, that loans made by state insured
banks pursuant to their "most favored lender" status:

". . . be segregated on . . . [the bank's])
books according to the statutes under which
they are made . . . . It is suggested that .
. . [the bank's] EDP servicer provide a special
numeric coding for this."

CREDIT UNION LOANS AND CHARGES (KRS CH. 290)

(1) Loan Conditions, Rates and Charges

(a) A credit union may loan to members for such
purposes and upon such conditions as the
bylaws may provide (KRS 290.425) "Interest
rates on loans shall be determined by the
board of directors, not to exceed two percent
(2%) per month on unpaid balances" (KRS
290.435).

(2) Types o ans
(a) KRS Ch. 290 does not contain any restrictions
upon the types of loans which a credit union
may make and authorizes the credit union's
board of directors to "[e]stablish the
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(b)

policies of the credit union with respect to
the granting of loans and the extending of
lines of credit, including the maximum amount
which may be loaned to any one (1) member"
[KRS 290.225(4)], with the only limitations
being that (i) a member's loan may not exceed
10% of the credit union's capital and (ii)
aggregate loans secured by first mortgages on
real estate may not exceed 50% of the credit
union's unimpaired capital (KRS 290.465 and
290.505).

Thus, national and state insured banks in
Kentucky may establish demand, single payment
and simple interest installment loan programs
of $15,000 or less and charge not more than 2%
per month on the unpaid balances of such
loans. In order to conform to the provisions
of KRS Ch. 290, the board of directors of a
bank electing to "borrow" the state chartered
credit union rate should adopt resolutions
establishing the loan programs, the policies
to be followed in connection with such pro-
grams, the interest rates to be charged and
the other conditions to be complied with in
implementing such programs (see KRS
290.225(4), 290.425, 290.435, 290.465 and
290.505). Since credit union rates can only
be computed on "unpaid balances," it appears
that such programs cannot include pre-
computed, add on or discount loans.

The Kentucky Department of Financial Institu-
tions' General Counsel has opined that:

WKRS 290.425 permits a credit union to make
loans for such purposes and upon such condi-
tions as its bylaws may provide. If a bank's
written loan policy permit demand, variable
rate and short-term loans, these loans would
be compatible with KRS 290.425 so long as the
interest rate at no time exceeds two percent
(2%) per month on the unpaid balance."

c. PETTY LOAN COMPANY LOANS AND CHARGES (KRS CH. 288)

(1)

Amount and Types of ILoans: Petty loan company

licensees are authorized to lend up to $15,000
excluding charges [KRS 288.530(1)]. No scheduled
repayment of such loan may be more than 60 months
and 15 days from the date of the loan if the amount
of the loan is $3,000 or less, or 120 months if the
amount of the loan is more than $3,000, and every
contract of loan must "provide for repayment of the
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(2)

amount lent in substantially equal installments at
approximately equal periodic intervals of time"
[KRS 288.580(2)]

Since KRS 288.580(2) does not require that the
equal periodic installments be on a monthly or
other specified period, it would appear that KRS
Chapter 288 loans can be made on a quarterly,
semiannual or other periodic installment basis so
long as such installments are substantially equal
as to amount and time. If the loan is made on
other than a monthly installment basis, however,
KRS 288.530(5) would appear to limit any deferral
charge on such loans to $.02 for each dollar of
deferred installment rather than $.02 for each
dollar of the installment times the number of
months which the maturity of the contract is
extended. See "Deferral Charges" discussed below.

On the other hand, the specific provisions of KRS
288.580(2), requiring that all loans must provide
for repayment of the amount lent in substantially
equal installments, would appear to 1limit petty
loan companies to installment loans and preclude
them from making demand and single payment loans.

Permitted Charges: KRS 288.530(1) authorizes a
petty loan company to charge and receive:

(2) On loans of $3,000 or less~--3% per month on
that part of the unpaid principal balance not
in excess of $1,000 and 2% per month on that
part of the unpaid principal balance exceeding
$1,000 but not exceeding $3,000.

(b) On loans exceeding $3,000--2% per month on the
unpaid balance of the principal amount of the
loan [§3(1)].

Since KRS 288.530(1) provides that the foregoing
changes shall "not [be] in excess" of the specified
rates, variable rate loans would appear to be
authorized. It is understood that the Kentucky
Department of Financial Institutions interpretes
KRS 288.580(2), requiring loan repayments to be in
substantially equal installments, to only require
the repayment of principal in substantially equal
installments. See August 30, 1982 letter of J.
Rick Jones, Attorney for Department of Financial
Institutions, to David W. Harper, Greenebaum, Doll
and McDonald.

The foregoing charges may either be (1) computed in
advance at the agreed rate on scheduled unpaid

B ~-12



(3)

principal balances of the cash advance on the
assumption that all scheduled payments will be made
when due and then added to the original cash
advance with the resulting sum being the face
amount of the note [KRS 288.530(1)]); or (2). at the
option of the petty loan company, computed on the
unpaid principal balance of the loan from time to
time outstanding, [KRS 288.530(b)]).

It should be noted that under the first option, the
interest calculation needs to be studied carefully
since it is not the same method as would be
employed if the loan were made under KRS 287.215
(add-on or discount installment 1loans made by
banks) .

If the charge is computed under the second option
(a) the charge may not be paid, deducted, received
in advance or compounded and must be computed only
on unpaid principal balances for the time actually
outstanding [KRS 288.530(8)]); and (b) no delin-
qguency or deferral charges are permitted:

Other Charges: In addition to the foregoing, a

petty loan company is authorized to charge and
collect the following:

(a) Closing Costs: On loans secured by real
estate mortgages, the following costs if they
are not paid to the petty loan company or to
a person "related" to the company:

1. Fees or premiums for title examination,
abstract of title, title insurance,
survey or similarly purposes;

2. Fees for preparation of a deed, settle-
ment statement, or other documents;

3. Escrows for future payment of taxes,
including assessments for improvements,
insurance and water, sewer and land
rents;

4. Fees for notarizing deeds and other
documents; and

5. Appraisal fees.

(b) Filing Fees and Premiums: Fees for filing and

releasing liens and instruments securing the
loan and premiums for property damage and
credit insurance [KRS 288.530(10)].
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(4)

(c)

(d)

(e)

Delingquency Charges: If 1/2 or more of any
installment remains unpaid more than seven (7)

days after it is due, a delinquency charge of
$.02 for each dollar of the "scheduled
installment" may be collected for each full
month the installment remains unpaid [KRS
288.530(4)].

Deferral Charges: If a wholly unpaid install-
ment is deferred one or more full months, a
deferral charge may be collected not exceeding
$.02 for each dollar of the installment so
deferred multiplied by the number of months
the maturity of the contract is extended [KRS
288.530(5)]. However, the number of months by
which the deferral charges is multiplied to
arrive at the total deferral charge cannot
exceed the number of installments which are
due and wholly unpaid or due within 15 days
from the deferral date.

Rebates: KRS 288.530(6) requires precomputed
charges to be refunded if the loan is prepaid
in full; refund is required for partial pre-
payments. Although, KRS 288.530(6) requires
that the refund be of "the portion of the
charges applicable to the full installment
periods following the installment date nearest
the date of prepayment", KRS 288.530(2)
provides:

"The portion of the charges applicable to any
particular monthly installment period, as
originally scheduled or following a deferment,
shall bear the same ratio to the total
charges, excluding any adjustments made pur-
suant to subsection (3) of this section, as
the balance scheduled to be outstanding during
that monthly period bears to the sum of all
monthly balances scheduled originally by the
contract of loan."

This language appears to be the operational
equivalent of the "rule of 78's" and to sanc-
tion rebates on that basis. The Sixth Circuit

has so held. Maddox v. Kentucky Finance

Company, Inc., Fed.2d (6th Cir.
1984).

Collateral: Loans made under KRS Chapter 288 may
be either secured or unsecured. If secured, any
type of collateral (including first mortgages on
real estate) may be taken as security except that
if the amount of the loan is $3,000 or less only
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(5)

(6)

second or more inferior real estate mortgages are
permitted. [KRS 288.580(3)]. KRS 288.570(2) also
permits loans made under KRS Chapter 288 to be
secured by wage assignments so long as the amount
collected from the employer does not exceed 10% of
the amount owed to the borrower for each pay
period.

Insurance: Under KRS 288.560(1) as amended, a
petty loan company may request a borrower to insure
tangible property, other than household goods,
offered as security for a loan exceeding $300 and
may also request that life, health or disability
insurance be obtained by the borrower or any two of
them if there are two or more borrowers as addi-
tional security for the loan; however, only "“one
(1) policy of life insurance may be written in
connection with any 1loan transaction" [KRS
288.560(2)]. Premiums for such insurance may be
deducted from the loan proceeds and paid to the
insurance carrier [KRS 288.560(3)].

Maximum Indebtedness: KRS 288.530(1) prohibits a
petty loan company from splitting or dividing a
loan or permitting a borrower to become indebted
"under more than one (1) contract of loan at the
same time" if, as a result, more interest or other
consideration is received by the petty loan company
than would otherwise be permitted by KRS Chapter
288. Thus, if a borrower desires to borrow
$10,000, the petty loan company cannot divide the
loan into ten $1,000 loans so as to charge 3% per
month on each; rather, it is limited to a 2% a
month since the loan exceeds $3,000.

Also, KRS 288.530(12) prohibits a petty loan com-
pany from charging interest or other consideration
at a rate greater than it would be permitted to
charge if it were not a petty loan company licensee
in any case when the unpaid principal, excluding
charges, exceeds $15,000 at any time on account of
"any loan or loans"™ from the petty loan company
licensee to the borrower as principal obligator,
guarantor or surety. This prohibition has the
effect of 1limiting the maximum principal obligation
of any borrower to a petty loan company to $15,000.

To the extent that a Kentucky national or state
bank "borrows" the petty loan company rates in
making loans permitted by KRS Chapter 288, this
prohibition would 1likewise 1limit the maximum
principal indebtedness on "petty loan" types of
credit extensions to $15,000.
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VI'

INSTALLMENT LOANS - PRE-COMPUTED INTEREST (KRS 287.215)

A. INTRODUCTION AND APPLICABILITY

(1)

(2)

KRS 287.215 is basically "rate" legislation -
authorizing banks to make installment loans with
precomputed ("add-on" or "discount") interest. KRS
287.215 is not limited to "consumer loans"; rather,
it is applicable to all types of credit.

Since Duff v. Bank of ILouisville & Trust Co., Ky.,
705 S.W.2d 920 (1986), KRS 287.215's applicability
is effectively limited to loans of $15,000 or less
although the statute has no explicit dollar
limitation.

B. INTEREST RATE AND CALCULATION

(1)

(2)

"Add-on". KRS 287.215(1) (a) permits an 8% "add-on"
rate; that is, a rate which does not exceed $8 per
$100 per annum upon the principal amount of the
loan.

"Discount". If the loan does not exceed 5 years
and 32 days, the "$8 per $100 per annum" interest
rate can be received (which has the effect of
"discounting" the interest from the loan proceeds).
KRS 287.215(1) (b).

c. OTHER PERMITTED CHARGES.

(1)

KRS 287.215 contains very limited language on the
types of other charges which a bank can directly or
indirectly charge, contract for or receive. They
are:

(a) An investigation fee equal to the lesser of $1
for each $50 or fraction thereof, or $16, KRS
287.215(2).

(b) Lawful fees actually paid to a public officer
for filing, recording or releasing any instru-
ment securing the loan, KRS 287.215(2).

(c) Delinquency charges, which cannot exceed $.05
for each dollar of each installment more than
10 days late (only one delinquency charge can
be made on any one installment payment), KRS
287.215(3).

(d) Attorney's fees, which cannot exceed 15% of
the unpaid balance, and court costs:; provided
the note is referred to an attorney who is not
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(2)

the salary employee of the bank for collec-
tion, KRS 287.215(3).

In addition to the foregoing charges, the bank may
collect from the debtor or add to principal amount
of the loan, charges for title exam, appraisals and
title insurance so long as such charges are not
retained by the bank but are, rather, paid to third
parties. Palmer v. Bank of louisville & Trust Co.,
Ky. App., 682 S.W.2d 789 (1985).

D. OTHER PROVISIONS.

(1)

(2)

(3)

(4)

(5)

Wage Assignments. Assignments, pledges or trans-
fers of wages to be earned or paid in the future
are prohibited, KRS 287.215(5).

First Mortgages on Real Estate. First mortgages on
real estate are prohibited (except (a) where
created by virtue of a judgment or decree, (b)
first mortgages on unimproved real estate not
exceeding 10 acres, or (c) first mortgages on real
estate on which there is located or to be located
a residential mobile home), KRS 287.215(5).

Splitting-Up loans. A loan cannot be split up or
divided to permit a person to become obligated to
the bank under more than one loan at the same time
for the purpose of obtaining a greater charge than
otherwise permitted under KRS 287.215. (See OAG
74-304 (April 22, 1974), which takes the position
that a bank cannot have in its locan files two or
more loans at the same time involving the same
person where one of the loans is made pursuant to
KRS 287.215. The fact that the loans were made at
different times is "jinconsequential"), KRS
287.215(6).

Balloon Payments. If any payment is more than
twice as large as the average of the earlier sche-
duled payments, the debtor has the right to refi-
nance without penalty the "balloon" payment on
terms "no less favorable"™ to the debtor than the
original loan, KRS 287.215(1) (c).

Prepayment and Rule of 78's. The borrower has the
right to prepay the loan in whole or in part at any
time. If the loan is fully prepaid prior to
maturity, a rebate must be made at a rate not less
than in accordance with the Rule of 78's if the
maximum financing charge permitted by the statute
has been taken. If a lesser charge has been taken,
a rebate at not less than a proportional rate must
be made, KRS 287.215(4)
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(6)

(7)

(8)

(9)

(a) In computing the rebate, a minimum charge of
$10 can be retained to cover acquisition
costs, and where the rebate is less than $1,
no rebate need be made. (Note: the $10 charge
cannot be taken before the Rule of 78's rebate
computation is made. According to the Attor-
ney General, the rebate computation must be
based on the total finance charge. See OAG
82-260 (April 9, 1982)).

Provisions Required in Note. Every note evidencing
a loan under KRS 287.215 must contain the following
information and provisions:

(a) The original principal amount of the 1loan
excluding any charge made under KRS 287.215;

(b) A statement of the total charges for the loan:;
(c) The amount and the date of each installment;
(d) The date of final maturity; and

(e) An agreement that the debtor may repay the
loan in whole or in part at any time, and that
if the loan is paid in full before final
maturity, the debtor will receive a refund of
the unearned portion, KRS 287.215(7).

Copy to Debtor. At the time of the 1loan, the
debtor must receive either a copy of the note or
astatement of the transaction containing the provi-
sions and information required to be contained in
the note, KRS 287.215(7).

Payment Receipts. The bank must deliver a receipt
for each payment received, KRS 287.215(7).

Advertising. In advertising for a loan subject to
KRS 287.215, every advertisement stating the amount
of the loan must state the original principal
amount and show in detail any charges to be made,
KRS 287.215(8).

PENALTY

If a willful violation of any provision of KRS 287.215
occurs, the loan is void and the bank loses its right to
collect or receive any interest or charges whatsoever on
the loan. However, the unpaid principal remains pay-
able, KRS 287.215(10).
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VII.

BANK CREDIT CARDS AND OTHER REVOLVING CREDIT (KRS 287.710 -
287.770)
A. COVERED TRANSACTIONS

Generally KRS 287.710 to 287.770 authorize banks to
engage in revolving credit transactions - the principal
one being credit cards. However, other types of revolv-
ing credit - such as overdraft checking and home equity
lines of credit - are also covered so long as the
arrangement contemplates that:

(1) The bank may extend credit by permitting the debtor
to make purchases of goods or services, or obtain
loans, from time to time, directly from the bank or
indirectly by use of a credit card, check or other
device;

(2) The unpaid balances of purchases made, the prin-
cipal of 1loans obtained, and finance and other
appropriate charges are debited to the debtor's
account; ‘

(3) A finance charge, if made, is computed on the
outstanding unpaid balances of the debtor's account
from time to time; and

(4) The bank renders statements to the debtor at
regular intervals and the amount of such statements
is payment on a specified date or, at the bor-
rower's option, may be paid in installments, KRS
287.710(6) .

B. FINANCE CHARGES; PERIODIC RATE.

(1) A periodic rate not exceeding 1 3/4% per month of
either the "average daily unpaid balance" of the
debtor's account during the billing cycle, or of
the "unpaid balance" of such account on the same
day of each billing cycle, KRS 287.740.

(2) A variation of not more than four days from billing
cycle to billing cycle is deemed "the same day for
each billing cycle," KRS 287.640.

C. OTHER PERMITTED CHARGES.

(1) If provided for in the revolving credit plan, the
following additional fees, charges and costs may be
collected:

(a) Annual Fee. An annual fee of $20, KRS
287.750.
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(b) Delinquency Charges. Delinquency charges not
exceeding $5 each month, if payments required

by the revolving credit plan are not made when
due, KRS 287.750(1).

(c) Real Estate Closing Costs. All fees and
closing costs incurred in connection with the

taking of a mortgage on real estate, if bona
fide and not retained by the bank, can be
collected, KRS 287.750(2).

(d) Attorney's Fees. Reasonable attorney's fees
and court costs, if the account is referred to
an attorney who is not a salaried employee of
the bank for collection, KRS 287.750(3).

D. MISCELLANEOUS

(1)

(2)

(3)

Initial Disclosure. Before opening a revolving
credit plan, the bank must deliver or mail to the
debtor a statement of the provisions of the plan
containing the disclosures required by KRS 360.210
to KRS 360.265, the requisite federal Truth-in-
Lending disclosures, and a statement that the
debtor may pay the unpaid balance of his or her
account in whole or in part at any time. If two or
more persons having the same residence are autho-
rized to obtain credit under the plan, the dis-
closures and any subsequent periodic statements may
be delivered or mailed to the one person designated
by the plan, KRS 287.720.

Periodic Statements. The information required by
the federal Truth-in-Lending Act in the form of a
periodic statement for each billing cycle is also
required by KRS 287.730(1). A legend to the effect
that the debtor may at any time pay the aggregate
balance owed or any part thereof is also required,
KRS 287.730(1).

Free Ride Period. Where the revolving credit plan
involves the use of a credit card for the purchase
of goods or services from a third-party, no finance
charge can be imposed upon the debtor if payment in
full of the entire outstanding unpaid balance owned
on the debtor's account is received at the place
designated by the bank by the date of the statement
for the next billing cycle, KRS 287.730(2).
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RETAI

SCOPE

(1)

(2)

L INSTALLMENT SALES ACT (KRS 371.210 - 371.330)

This act generally applies to consumer ‘trans-
actions, i.e., the sale of "goods" or "services"
when purchased primarily for personal, family or
household use.

The sale of "motor vehicles" are specifically
excluded from coverage, KRS 371.210(3).

(a) With respect to KRS 371.210(3)'s exclusion of
"motor vehicles," that term is defined to
include a "mobile home . . . used primarily to
transport persons or property on a public
highway . . ." There has been some confusion
over whether the "stationary" mobile home (as
opposed to a motor home, which clearly is a
"motor vehicle") is subject to the provisions
of the Motor Vehicle Retail Installment Sales
Act (KRS 190.090 et. seq.) or the Installment
Sales Act (KRS 371.210, et seq.).

1. In 1980, the Attorney General stated in
a footnote to his opinion that retail
installment sales of mobile homes "would
not fall within the ambit of KRS Chapter
190 . . . Therefore, such contracts are
covered by the provisions of KRS 371.210,
et. seq.," OAG 80-51 (January 14, 1980).

2. Later, in another opinion, the Attorney
General attempted to resolve the appa-
rently conflicting statutes by stating
that stationary mobile homes with a cash
price of $5,000 or less were covered by
the Motor Vehicle Retail Installment
Sales Act, while stationary mobile homes
having a cash price in excess of $5,000
were covered by the Retail Investment
Sales Act. OAG 80-111 (February 8,
1980) .

3. In 1984, the General Assembly removed the
"$5,000 cash sale price"™ qualification
from the definition of a "motor vehicle"
in the Motor Vehicle Retail Installment
Sales Act. As a result, the Attorney
General's distinction between the two
statutes appears to be no 1longer
applicable.
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4. Finally, also in 1984, the Attorney
General again opined that a manufactured
home financing transaction providing for
a rate of interest that may be adjusted
at certain regular intervals is governed
by the provisions of KRS 360.150. The
manufactured home financing transaction
providing for a fixed rate of interest is
governed be the Motor Vehicle Retail
Installment Sale Act. Krs 190.090 et
seq. (OAG 84-353)

(b) As a result, the most conservative approach is
to finance stationary mobile homes trans-
actions (i.e., purchase installment contracts)
as if the more restrictive finance charge
rates authorized by the Motor Vehicle Retail
Installment Sales Act were applicable.

B. FINANCE CHARGE RATES.

(1)

(2)

KRS 371.260(1) specifically permits the seller to
receive a "time price differential" in retail
installment contracts payable in substantially
equal monthly installment, but places no limitation
upon the amount of the time price differential.

Thus, because of the traditional distinction
between "interest" and a "time price differential"®,
see Munson v. White, 309 Ky. 295, 217 S.W.24 641
(1920), the Retail Installment Sales Act contains
no limit on the amount of finance charge which can
be collected.

C. OTHER PROVISIONS.

(1)

(2)

Disclosure Reguirements. There are specific dis-
closure requirements relating to type size and the
like, and a "NOTICE TO THE BUYER" provision which
must be contained in the contract. The retail
installment contract also must disclose certain
information with respect to the sale, such as the
cash sale price, the down payment, official fees,
the amount of the time price differential and other
similar information, KRS 371.220.

Prepayment and Rebates. The buyer must have the
right to prepay the contract at any time without

penalty. He is entitled to receive a refund of
unearned charges under the Rule of 78's. Acquisi-
tion costs of $10 can be deducted before computing
the rebate. Rebates of less than $1 need not be
made, KRS 371.260(2).
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(3)

Delinguency Charges. Delinquency charges for
payments more than 10 days late are collectable in
an amount not exceeding 5% of the installment or
$5, whichever 1is 1less, However, a :minimum
delinquency charge of $1 may be collected, KRS
371.270(1).

IX. MOTOR VEHICLE RETAIL INSTALLMENT SALES ACT (KRS 190.090 -

190.140)

A. SCOPE.

This act relates to:

(1)

(2)

Any sale of a motor vehicle for other than business
or commercial use evidenced by a retail installment
contract in which the buyer agrees to pay a "time
sale price" payable in two or more installments,
KRS 190.090(2).

"Motor Vehicle" generally includes any device in,
upon, or by which any personal property is or may
be transported or drawn upon a highway, KRS
190.090(4) .

(a) Some exceptions exist for road machinery and
farm implements.

(b) Under a literal reading of this definition, a
"stationary" mobile home could be a "motor
vehicle" subject to the Motor Vehicle Retail
Installment Sales Act, rather than "“goods"
covered by the more general Retail Installment
Sales Act contained at KRS 371.210 et. seq.
This is the view of the Kentucky Attorney
General, see Section VIII, A(2)(a)4 above.

(c) Formerly, the defunction of a motor vehicle
was limited to vehicles having a cash sales
price of $5,000 or less. This dollar qualifi-
cation was deleted by the 1984 General
Assembly.

B. FINANCE CHARGE RATES AND COMPUTATION.

(1)

(2)

For any new or used motor vehicle sold in its model
years, a $11/$100 "add-on" rate can be charged, KRS
190.110(1).

For any new motor vehicle not sold in its model

year, $13/$100 "add-on" rate can be charged, KRS
190.110(1).
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(3)

(4)

(5)

For any used motor vehicle having a model year of
one or two years prior to the year in which the
sale is made, $13/$100 "add-on" rate can be
charged, KRS 190.110(1).

For all other motor vehicles, a $15/$100 "add-on"
rate can be charged, KRS 190.110(1).

At the seller's option, the finance charge can be
computed on a simple interest basis, and at a fixed
or variable rate, but in this event the amount of
finance charge that may be collected cannot exceed
the amount that could have been collected if the
finance charge were pre-computed, KRS 190.110(4).

NOTE: The Kentucky Court of Appeals has held
[Roberts v. Capitol Cadillac-0lds, Inc. No. 87-CA-
1245-MR (October 21, 1988)] that in calculating the
finance charge permitted by KRS 190.110(1), the
duration of the contract is ignored.

Thus, in its decision, the Court of Appeals calcu-
lated the maximum permissible finance charge
allowed under KRS 190.110 by multiplying the amount
financed by the buyer ($10,997.31) by $11 and
dividing the produce by $100. The result,
$1,209.70, was determined to be the maximum permis-
sible finance charge despite the fact that the loan
was not for one year but for five (5) years. 1In
effect, the court held that for five-year install-
ment sales contracts, the maximum permissible
annual finance charge is approximately 4.19 percent
(computed on a simple interest basis charging
interest daily on the unpaid balance). A motion
for rehearing is currently pending before the
court. The Kentucky Bankers Association has
requested leave to file an amicus curiae brief.

C. MISCELLANEOUS PROVISIONS.

(1)

(2)

Disclosure Requirements. KRS 190.110 contains

requirements of what the retail installment con-
tract must contain. At least 8 point type is
required. The cash sale price, the amount of the
down payment, official fees, the amount, if any,
included for insurance and other benefits (together
with a description of the type of coverage and
benefits), the principal balance, the amount of
finance charge and the "time balance" must be
disclosed.

Collateral. A motor vehicle installment sale
contract cannot take a security interest in any
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(3)

(4)

(5)

(6)

goods other than the motor vehicle and its acces-
sories, KRS 190.100(1) (b).

Prepayment and Rebates.

(a) If the finance charge is pre-computed, the
buyer may prepay the contract at any time and
is entitled to receive a refund of a portion
of the finance charge computed in accordance
with the Rule of 78's. However, an acquisi-
tion cost of $25 can be deducted from the
finance charge before computation of the
refund is made. No refund of less than $1
need be made, KRS 190.120(1).

(b) If the finance charge 1is determined by the
"simple interest" method, the right of repay-
ment also exists without any rebate but a
minimum finance charge of $25 can be collected
in any event, KRS 190.120(2).

Deferred Payments. The scheduled due date or a
schedule payment can be deferred. Additional
finance charges computed at the same rate and by
the same method as set out in the original contract
can be collected. A refinancing charge for such
extension, deferment or renewal not exceeding $5
can also be collected, KRS 190.130.

Delinguency Charges. When the finance charge has
been determined by a pre-computed method, a delin-
quency charge on each installment not paid within
10 days of its due date, in an amount not exceeding
5% of each installment of $5, whichever is less,
can be collected, KRS 190.100(1) (4).

Attorney's Fees. When the finance charge has been
determined by the pre-computed method, attorney's
fees not exceeding 15% of the amount due and pay-
able under the contract, plus court costs, can be
collected if the contract is referred to an attor-
ney not a salaried employee of the holder of the
contract for collection. KRS 190.100(1)(d).
(Because of the statute's peculiar wording, a
question exists as to whether attorney's fees can
be collected where the finance charge is determined
on a "simple interest" basis. Arguably, the more
general "attorney's fees" provisions of KRS 453.250
should permit the collection of attorneys' fees in
a "simple interest" situation.)
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X.

MANUFACTURED HOME FINANCING (KRS 360.150)

A.

SCOPE.

First enacted in 1982, KRS 360.150 is limited to a
"manufactured home financing transaction," which
involves the sale of a "manufactured home" or a direct
loan used to finance the purchase of a "manufactured
home," if the transaction provides "that the rate of
interest may be adjusted at certain regular intervals."
Thus, KRS 360.150 is only applicable to variable rate
transactions.

on the other hand, if the transaction provides "“for a
fixed rate of interest payable in substantially equal
successive installments over a fixed term, KRS 360.150
is NOT applicable.

(1) "Manufactured Home". As amended in 1984, the term
includes the typical single family mobile home as
well as a pre-fabricated dwelling that is manufac-
tured in two or more modules at a location other
than a homesite, and which is designated to be used
as a residence when the modules are transported to
the homesite, and the modules are joined together
and installed on a permanent foundation systems.
The term includes the plumbing, heating, air con-
ditioning and electrical systems contained in the
structure, KRS 360.150(1) (¢c).

(2) Affect of Federal Preemption Laws. To the extent

that a "manufactured home financing transaction"
will result in the taking of a first lien on "resi-
dential real property" or "residential manufactured
housing," as defined in Section 501 of the Deposi-
tory Institutions Deregulation and Monetary Control
Act of 1980, the provisions of that statute, which
preempt certain state laws to the contrary, may
also apply. See Section III above for a discussion
of the 1980 Act.

(3) oOption To Comply With Federal Agencies' Requla-
tions. In lieu of complying with KRS 360.150, the

debtor and lender may agree on terms authorized or
permitted in any program for residential mortgage
loans by the FHLBB, the Comptroller of the Cur-
rency, or any other federal department, agency or
board, KRS 360.150(13).

VARIABLE RATE TRANSACTIONS

If the transaction provides that the rate of interest
may be "adjusted" at certain regular intervals, KRS
360.150 requires that specific indices be used.
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Further, the frequency with which such adjustments may
be made, and limitations on the amount thereof, are
specified, KRS 360.150(2).

(1)

(2)

(3)

(4)

(5)

(6)

Available Indices. KRS 360.150(3) only permits the
use of two indices:

(a) The monthly average yield on U.S. treasury
securities adjusted to a constant maturity of
5 years; or

(b) An index approved by the FHLBB or by the
Comptroller of the Currency for adjustable or
variable interest rates on residential mort-
gage loans.

Minimum Interval Between Adjustment. The rate of
interest cannot increase or decrease during the
six-month period following the loan transaction.
Further, at least six months must elapse between
subsequent changes, KRS 360.150(4).

Ceiling on Amount of Adijustment.

(a) Where the stated regular interval between rate
adjustments is six months, an adjustment may
not result in a rate of interest which is more
than 1% greater or less than the interest rate
in effect prior to such adjustment, KRS
360.150(6) .

(b) If the stated regular interval between rate
adjustments exceeds six months, then the
maximum adjustment, either up or down, is 1%,
multiplied by the number of whole consecutive
six month periods in the interval between rate
adjustments, KRS 360.150(6).

Decreased Mandatory. Any increases in the rate of
interest permitted are optional with the creditor;
however, decreases are mandatory whenever the total
decrease in the index equals or exceeds one-quarter
(1/4) of 1%, KRS 360.150(7).

Prior Written Notice. The creditor must send
written notification of any rate adjustment, by
first class mail, postage pre-paid, at least one
month before the date that the new rate of interest
takes effect, KRS 360.150(12).

Computation of Adjustment.

(a) First Adjustment. Adjustments, either up or
down, to the rate of interest shall, for the
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(7)

first adjustment following the 1loan trans-
action, be equal to the difference between the
index value in effect on the first day of the
second calendar month preceding the particular
adjustment date, and the value in effect on
the first day of the month in which the loan
transaction occurred, KRS 360.150(5).

(b) Subsequent Adjustments. Adjustments after the
first adjustment must be equal to the dif-
ference between the index value in effect on
the first day of the second month preceding
the adjustment date and the index value in
effect on the first day of the second month
preceding the date of the immediately preced-
ing rate adjustment, KRS 360.150(5).

Result of Adjustment on Payment Terms. By agree-
ment, adjustments to the rate of interest may

result in changes in the amount of regular install-
ment payments due, or changes in the term of the
financing, or a combination of |Dboth, KRS
360.150(10).
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360.010 Legal interest rate; agreement for higher rate;
minimum charge for negotiated bank loan

(1) The legal rate of interest is eight per cent (89%) per
annum, but any party or parties may agree, in writing, for
the payment of interest in excess of that rate as follows:
(a) at a per annum rate not to exceed four per cent (4%)
in excess of the discount rate on ninety-day commercial
paper in effect at the Federal Reserve Bank in the Federal
Reserve District where the transaction is consummated or
nineteen per cent (199), whichever is less, on money due
or to become due upon any contract or other obligation
in writing where the original principal amount is fifteen
thousand dollars ($15,000) or less, and (b) at any rate on
money due or to become due upon any contract or other
obligation in writing where the original principal amount
is in excess of fifteen thousand dollars ($15,000); and any
such party or parties, and any party or parties who may
assume or guarantee any such contract or obligation, shall
be bound for such rate of interest as is expressed in any
such contract, obligation, assumption, or guaranty, and no
law of this state prescribing or limiting interest rates shall
apply to any such agrecment or to any charges which per-
tain thereto or in connection therewith; provided,
however, nothing herein contained shall be construed to
amend, repeal, or abrogate any other law of this state per-
taining to any particular types of transactions for which
the maximum rate of interest is specifically prescribed or
provided. .

(2) Any state or national bank may charge ten dollars
($10.00) for any loan negotiated at the bank in this state,
even if the legal interest does not amount to that sum.

HISTORY: 1980 ¢ 77, §\1, eff. 4-1-80
1974 H 467; 1972 8 2 { §1;, 1970 H 622, § 2; 1966 ¢
234; KS 2218 X \

\
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360.020 Civil penalty for charging excessive interest;
partial payment applied first to interest

(1) The taking, receiving, reserving, or charging a rate
of interest greater than is allowed by KRS 360.010, when
knowingly done, shall be deemed a forfeiture of the entire
interest which the note, bill, or other evidence of debt
carries with it, or which has been agreed to be paid
thereon. In case the greater rate of interest has been paid,
the person by whom it has been paid, or his legal repre-
sentatives, may recover, in an action in the nature of an
action of debt, twice the amount of the interest thus paid
from the creditors taking or receiving the same: provided,
that such action is commenced within two years from the
time the usurious transaction occurred.

(2) Partial payment on a debt bearing interest shall be
first applied to the interest then due.

HISTORY: 1972 S 231, § 2, eff. 6-16-72
1970 H 622, § 3; 1944 c 173, § 21; KS 883i-31, 2219



360.025 Excess rate of Interest prohibned as defense
of corporation

(1) No corporation shall hereafter plqd or set up the
taking of more than the legal rate of interest, as a defense
to any action brought against it to recover damages on, or
enforce payment of, or other remedy on, any mortgage,
bond, note or other obligation, executed or assumed by
such corporation: Provided, that this section shall not
apply to any action which is now pending or to any suit
or action instituted subsequent to June 16, 1960, upon
any mortgage, bond, note or other obligation executed or
assumed by such corporation prior to June 16, 1960.

(2) The provisions of subsection (1) of this section
shall not apply to a corporation, the principal asset of
which shall be the ownership of a one ! or two family
dwelling.

HISTORY: 1960¢ 221, § 1, 2, L 616-60

360.027 Excess rate of interest prohibited as defense
of limited partnership or business trust

(1) No limited partnership or business trust shall
hereaflter plead or set up the taking of more than the legal
rate of interest, as a defense to any action brought against
it to recover damages on, or enforce payment of, or other
remedy on, any mortgage, bond, note or other obligation,
executed or assumed by such limited partnership; pro-
vided, that this section shall not apply to any action in-
stituted subsequent to Sune 16, 1972, upon any mortgage,
bond, note or other obligation executed or assumed by -
such limited partnership or business trust prior to June
16, 1972,

(2) The provisions of subsection (1) of this section
shall not apply to a limited partnership, or business trust,
the principal asset of which shall be the ownership of a
one or two-family dwelling.

HISTORY: 1972 S 110, L 6-16-T2
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12 u.s.C. 85

§ 85. Rate of interest on loans, discounts, and purchases

Any association may take, receive, reserve, and charge on any loan or discount
made, or upon any notes, bills of exchange, or other evidences of debt, interest at
the rate allowed by the laws of the State, Territory, or District where the bank is
located, or at a rate of 1 per centum in excess of the discount rate on ninety-day
commercial paper in effect at the Federal reserve bank in the Federal reserve
district where the bank is located, whichever may be the greater, and no more,
except that where by the laws of any State a different rate is limited for banks
organized under State laws, the rate so limited shall be allowed for associations
organized or existing in any such State under this title. When no rate is fixed by the
laws of the State, or Territory, or District, the bank may take, receive, reserve, or
charge a rate not exceeding 7 per centum, or 1 per centum in excess of the discount
rate on ninety-day commercial paper in effect at the Federal reserve bank in the
Federal reserve district where the bank is located, or in the case of business or
agricultural loans in the amount of $25,000 or more, at a rate of § per centum in
excess of the discount rate on ninety-day commercial paper in effect at the Federal
teserve district where the bank is located, whichever may be the greater, and such
interest may be taken in advance, reckoning the days for which the note, bill, or
other evidence of debt has to run. The maximum amount of interest or discount to
be charged at a branch of an association located outside of the States of the United
States and the District of Columbia shall be at the rate allowed by the laws of the
county, territory, dependency, province, dominion, insular possession, or other
political subdivision where the branch is located. And the purchase, discount, or
sale of a bona fide bill of exchange, payable at another place than the place of such
purchase, discount, or sale, at not more than the current rate of exchange for sight-
drafts in addition to the interest, shall not be considered as taking or receiving a
greater rate of interest.

(R. S. § 5197; June 16, 1933, ch 89, § 25, 48 Sut. 191; Aug. 23, 193, ch 614, Title
III, §314, 49 Stat. 711; Oct. 29, 1974, P. L. 93-301, Title II, as affected by Act
Nov. 3, 1979, P. L. 96-104, § 1, 93 Stat. 789; Nov. 3, 1979, P. L. 96-104, Title I,
?21301. 93 Stat. 789; Dec. 28, 1979, P. L. 96-161, Title II, §§ 201, 212, 93 Stat. 1235,
9.) : .

287.214 Rate of interest allowed oa loans of $15,000 or
less; trust company not te extend credit; exception

Notwithstanding the provisions of any other law, a bank
or trust company may take, receive, reserve and charge on
money due or to become due on any contract or other obli-
gation in writing, where the original principal amount is
fifteen thousand dollars ($15,000) or less, interest at any
rate allowed national banking associations by the laws of
the United States of America. A trust company shall not
make any cxtensions of credit on its.own account, but may
make cxtensions of credit for trust assets under
management.

HISTORY: 1984 c 324, § 23, cff. 7-13-84
1979 exs,c 17, § 1
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12 u.s.c. 1831d

§ 1831d. State-chartered insured banks and insured branches of
foreign banks :

(a) Interest rates. In order to prevent discrimination against State-char-
tered insured banks, including insured savings banks and insured mutual
- savings banks, or insured branches of foreign banks with respect to interest
rates, if the applicable rate prescribed in this subsection exceeds the rate
such State bank or insured branch of a foreign bank would be permitted to
charge in the absence of this subsection, such State bank or such insured
branch of a foreign bank may, notwithstanding any State constitution or
statute which is hereby preempted for the purposes of this section, take,
receive, reserve, and charge on any loan or discount made, or upon any
note, bill of exchange, or other evidence of debt, interest at a rate of not
more than 1 per centum in excess of the discount rate on ninety-day
commercial paper in effect at the Federal Reserve bank in the Federal
Reserve district where such State bank or such insured branch of a foreign
bank is located or at the rate allowed by the laws of the State, territory, or
district where the bank is located, whichever may be greater.

(b) Interest overcharge; forfeiture; interest payment recovery. If the rate
prescribed in subsection (a) exceeds the rate such State bank or such
insured branch of a foreign bank would be permitted to charge in the
absence of this section, and such State fixed rate is thereby preempted by
the rate described in subsection (a), the taking, receiving, reserving, or
charging a greater rate of interest than is allowed by subsection (a), when
- knowingly done, shall be deemed a forfeiture of the entire interest which
the note, bill, or other evidence of debt carries with it, or which has been
agreed to be paid thereon. If such greater rate of interest has been paid, the
person who paid it may recover in a civil action commenced in a court of
appropriate jurisdiction not later than two years after the date of such
payment, an amount equal to twice the amount of the interest paid from
such State bank or such insured branch of a foreign bank taking, receiving,
reserving, oy charging such interest.

(Sept. 21, 1950, ch 967, § 2(27), as added Mar. 31, 1980, P. L. 96-221,
Title V, Part C, § 521, 94 Stat. 164.)
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Depository Institutions Deregulation and
Monetary Control Act of 1980
Act of March 31, 1980; 94 Stat. 161; Public Law 96-22t
TITLE V—STATE USURY LAWS

Panrt A;MORTOAG! Usury Laws
(f 58,901) ‘ MORTGAGES

Sec. 501. (ax1) The provisions of the constitution or the laws of any
State expressly limiting the rate or amount of interest, discount
points, finance charges, or other charges which may be charged,
taken, received, or rese;‘veg shall not apply to any loan, mortgage.

it sale, or advance which is— .
credit s?A) secured by a first lien on residential real property, by a first
lien on all stock allocated to a dwellingﬁumtl ina resxdeng:lal cc:j-
operative housing corporation, or by a first lien on a residenti
mfumrd hogme;r‘ioAs amended by Act of October 8, 1980
(Housing and Community Development Act of 1980), Sec. 324
(2),.94 Stat. —.} -
tBymade after March 31, 1980; and .
1C) described in section 527(b) of the National Housing Act (12
U.S.C. 1745f-7ubn, except that for the purpose of this section—
ti) the limitation described in section 527(bx1) of such Act
that the property must be designed principally for the
occupancy of from one to four families shall not apply;
tii) the requirement contained in section 527tbx 1) of such
‘Act that the loan be secured by residential real property
shall not apgly to a loan secured by stock in a residential
cooperative housing corporation. or to a loan or credit sale
secured by a first lien on a residential manufactured home;
tiii) the term “federally related mortgage loan" in section
527ib) of such Act shall include a credit sa?e which is secured
by a first lien on a residential .manufactured home anc
which otherwise meets the definitional requirements of
section H27th) of such Act, as those requirements are modi-
fied by this séction; - . _
tiv) the term “residential loans” in section 527(bx2xD) of
such Act shall’also include loans or credit sales secured by a
first lien on a residential manufactured home;
tv) the requirement contained in section 527(b¥2xD) of
such Act that a creditor make or invest in loans aggregating
more than 31,000,000 per year shall not apply to a creditor
selling residential manufactured homes financed by loans or
credit sales secured by first liens on residential manufac-
tured homes if the creditor has an arrangement to sell such
loans or credit sales in whole or in part, or if such loans or
credit sales are sold in whole or in part to a lender, institu-
tion, or creditor described in section 527(b) of such Act or in
this section or a creditor, as defined in section 10R{) of the
Truth in Lending Act. as such section was in effect on the
day preceding the date of enactment of this title, if such
creditor makes or invests in residential real estate loans or
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loans or credit sales secured by first liens on residential

manufn;tured hémes aggregating more than 31,000,000 per
ear, an . !

Y tvil the term “‘lender” in section 52Ttbx2xA) of such Act

shall also be deemed to include any lender approved by the

Secretary of Housing and Urban Development for participa-

tion in any mortgage insurance program under the National

Housing Act. and any individual who finances the sale or
exchange of residential real property which such individual
owns and which such individual occupies of has occupied as
his principal residence. [As amended hy Ythe Act of October
8, 1980 (Housing and Community Development Act of 1980),
Sec. 324(e). 94 Stat. —.] |
> Sec. 501Ca)(2) as in efect prior to April 1. 1986. For law
ofective April 1, 1586, see below.

(2XA) The provisions of the constitution or law of any State
expressly limiting the rate or amount of interest which may be
charged, taken, received, or reserved shall not apply to any deposit or
account held by, or other obligation of a depository institution. For
purposes of this paragraph, the term “depository institution”
mexsns— ‘

" (i) any insured bank as defined in section 3 of the Federal

Deposit Insurance Act (12 U.S.C, 1813); ‘

(ii) ansemutual savings bank as defined in section 8 of the
Federal Deposit Insyrance Act (12 US.C. 1813);

(iii) any savings bank as defined in section 3 of the Federal
Deposit Insurance Act (12U .S.C. 1813); ‘

(iv) any insured credit union as defined in section 101 of the
Federal Credit Union Act (12U S.C.1752);

(v) any member as defined in section 2 of the Federal Home
Loan Bank Act (12U S.C. 1422), and

(vi) any insured institution as defined in section 408 of the
National Housing Act (12 U.S.C. 1730a). ‘

* (B) This paragraph shall not apply to a? such deposit, account, or
obligation which is payable only at an office of an insured bank, as
defined in section 3 of the Federal Deposit Insurance Act, located in
the Commonwealth of Puerto Rico.

> As ameoded by Act Sec. 207(b)(11) efective April 1, 1986,

Depository Iastitutions Deregulation and Monetasy Coatrol Act of

1930 Sec. 501CaX2) reads: ‘ :

(2) The provisions of the constitution or law of any State expressly limit-
ing the rate or amount cl interest which may he charged, taken. received. or
reserved shall not apply to any deposit or account held by, or other obligation
of a depository institution. Fcr purposes of this paragraph, the term “depository
institution™ means— ‘ S

(i} any insured bank as defined in section 3 of the Federal Deposit Insur-
ance Act (12 U.S.C. 1813);

(ii) any mutual savings bank as defined in section 3 of the Federal Deposit
Insurance Act (12 U.S.C. 181)); . | .

(iii) any savings bank as defined in section 3 of the Féderal Deposit Insur-
ance Act (12 US.C. 1813);

(iv) any insured credit snion as defined in section 101 of the Federal Credit
Union Act (12 U.S.C. 1752);

(v) any member as defined in section 2 of the Federal Home Loan Bank
Act (12 US.C. 1422): and _ .

(vi) any insured institution as defined in section 408 of the National Hous--
ing Act (12 US.C. 1730n).
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(bX1) Except as provided in paragraphs (2) and (3), the provisions of
subsection (aX1) shall apply to any loen, mortggge, credit sale, or
advance made in any State on or after April 1, 1980.

(¥4) Excert as provided in paragraph (3), the provisions of subsection
(aX1) shall not apply to any loan, mortgage, credit sale, or advance
made in any State after the date (on or after April 1, 1980, and before
April 1, 1983) on which such State adopts a law or certifies that the
voters of such State have voted in favor of any provision, constitu-
tional or otherwise, which states explicitly and by its terms that such
State Joes not want the provisions of subsection (aX1) to apply with
Srzpect to loans, mortgages, credit sales, and advances made in such

w. . . .

(3) In any case in which a State takes an action described in
paragraph (2), the provisions of subsection (aX1) shall continue to
apply to— ' .o

(A) any loan, mortgage, credit sale, or advance which is made
after the date such action was taken pursuant to a commitment
therefor which was entered during the period beginning on
April 1, 1980, and ending on the date on which such State takes
such action;and ,

(B) any loan, mortgage, or advance which is a rollover of a loan,
mortgage, or advance, as described in regulations of the Federal
Home n Bank Board, which was made or committed to be
made during the period beginning on April 1, 1980, and ending on
the date on which such State takes any action described in
paragraph (2), - ) ’ -

(4) At any time after the date of enactment of this Act, any State
ma{ adopt a provision of law placing limitations on discount points or
such other charges on any loan, mortgage, credit sale, or advance
described in subsection (a _

(c) The provisions of subsection (aX1) shall not lpp‘l‘y to a loan,
mortgage, credit sale, or advance which is secured by a first lienon a
residential manufactured home unless the terms and conditions
relating to such loan, mortgage, credit sale, or advance complge\;ith
consumer protection provisions specified in regulations prescribed by
the Federal Home Loan Bank Board. Such regulations shall—

(1) include consumer protection provisions with respect to
brﬂl:_)on payments, prepayment penalties, late charges, and defer-
ees; . :

(2) require a 30-day notice prior to instituting any action
leading to repoesession or foreclosure (except in the case of
abandonment or other extreme circumstances);

(3) require that upon prepayment in full, the debtor shall be
entitled to a refund of the unearned portion of the precomputed
finance charge in an amount not less than the amoint which
would be calculated by the actuarial method, except that the
debtor shall not be entitled to a refund which is less than $1; and

(4) include such other provisions as the Federal Home Loan
Bank Board may prescribe after a finding that additional protec-
tions are requu'ed‘.:

(d) The provisions of subsection (c) shall not apply to a loan,
mortgage, credit sale, or advance secured by a first lien on a
residential manufactured home until regulations required to be
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issued pursuant to agraphs (1), (2), and (3) of subsection (c) take
effect, except that provisions of subsaction (¢) shall apply in the
case of such a loan, mortgage, credit sale, or advance made prior to
the date on which such regulations take effect if the loan, mortgage,
credit sale, or advance includes a precomputed finance charge and
does not provide that, upon prepayment in full, the refund of the
unearned gortion of the g)reoomputed finance charge is in an amount
not less the amount which would be calculated by the actuarial
method, except that the debtor shall not be entitled to a refund which
is less than $1. The Federal Home Loan Bank Board shall issue
regulations pursuant to the provisions of pa aphs (1), (2), and (3) of
subsection (c) that shall take effect prospectively not less than 30 days
after publication in the Federal Register and not later than 120 days
from the date of enactment of this Act.
(e) For the purpose of this section—

(1)a “prepayment” occurs upon—

(A) the refinancing or consolidation of the indebtedness;

(B) the actual prepayment of the indebtedness by the
consumer whether voluntarily or following acceleration of
the payment obligation by the creditor; or

(C) the entry of a judgment for the indebtedness in favor of
the creditor;

(2) the term “actuarial method” means the method of allocat-
ing payments made on a debt between the outstanding balance of
the obligation and the precomputed finance charge pursuant to
which a ﬁayment is applied first to the accru recomputed
finance charge and any remainder is subtracted from, or any
deficiency is added to, the outstanding balance of the obligation;

(3) the term “precomputed finance charge” means interest or a
time price differential within the meaning of sections 106(a) (1)
and (2) of the Truth in Lending Act (15 U.S.C. 1605(a) (1) and (2»
as computed by an add-on or discount method: and

(4) the term “residential manufactured home™ means a manu-
factured home as defined in section 603(6) of the National Mobile
Home Construction and Safety Standards Act of 1974 which is
used as a residence.

National Mobile Home Construction and Safety Standards Act of 1974
Sec. 603(8) reads:

(6) “mobile home™ means a structure, transportadle in one or more
sections, which is eight body feet or more in width and is thirty-two body
feet or more in length, and which is built on a permanent chassis and
designed 10 be used as a dwelling with or without a permanent foundation
when connected to the required utilities, and includes the plumbing, heating,
air<onditioning, and electrical systems contained thersin;

(D The Federal Home Loan Bank Board is authorized to issue rules
and regulations and to publish interpretations governing the imple-
mentation of this section.

(g) This section takes efTect on April 1, 1980.

[94 Stat. 161, as amended by Act of October 8, 1980, (Housing
andl Community Development Act of 1980). Sec. 308(c)(6), 94 Stat.
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REGULATIONS FOR FEDERALLY-RELATED
MORTGAGE LOANS

Federal Home Loan Bank Board Finol Rule
12 CFR 590; 45 F. R. 24113
Title 12, Code of Federal Regulations, Subchapter G

PART 590—PREEMPTION OF STATE USURY LAWS

[f10.281]

Sec. 590.1 Authority, purpose, and scope.
(a) Authority. This Part contains regulations
issued under section 501 of the Depository
Institutions Deregulation and Monetary
Control Act of 1980, Pub. L. No. 96-221,
94 Stat. 161

(b) Purpose and Scope. The purpose of
this permanent preemption of state interest-
rate ceilings applicable to Federally-related
residential mortgage loans is to ensure that
the availability of such loans is not impeded
in states having restrictive interest limita-
tiona. This Part applies to loans, mortgages,
credit sales, and advances, secured by first
Liens on residential real property, stock in
residential cooperative housing corporations,
or residential manufactured homes as de-
fined in § 590.2 of this Part.

08 Sec, 590.100, Status of interpreta.
tions issued under Public Law 96-161. The
Board continues to adhere to the views ex-
pressed in the formal Interpretations issued
under the authority of Section 105(c) of
Pub. L. 96-161, 93 Stat. 1233 (1979). These
interpretations, which relate to the tempo-
rary preemption of state interest ceilings
contained in Pub. L. 96-161, maI be found
at 45 FR 2840 (Jan. 15, 1980); 45 FR 6165
(Jan. 25, 1580) ; 45 FR 8000 (Feb. 6, 1980);
45 FR 15821 (Mar. 12, 1980).

{Board Interpretation, November 3, 1982;
47 F. R. 49829.

J0 Sec. 550.101. State criminal usury
statotes. (a) Section S01 provides that “the
rovision of the constitution or laws of any
tate expressly limiting the rate or amount

of interest, discount points, finance charges
or other charges shall not agply to an
federally-related loan secured by a first lien
on residential real property, a residential
manufactured home, or all the stock allo-
cated to a dwelling unit in a residential
housing cooperative, 12 U, S, C. 1735(-7
note (Supp. IV 1980). The question has
arisen as to whether the federal statute pre-
empts a state law which deems it a criminal
offense to charge interest at a rate in excess
of that specified on the state law.

(b) In the Board's view, Section 501
f.recmpts all state laws which expressly
imit the rate or amount of interest charge-
able on a federally-refated residential first
mortgage. It does not matter whether the
statute in question imposes criminal or civil
sanctions; Section 501, by its terms, pre-
empts “any” state law which imposes a
ceiling on interest rates. The wording of
the federal statute clearly expresses an in-
tent to displace all direct state law restraints
on interest. Any state law that conflicts
with this Congressional purpose must yield.

(Board Infcvirelch‘on, November 3, 1982;
47 F. R. 49829,

[110,282) \
Sec. 590.2 Definitions. For the purpose
of this Part, the following definitions apply:
(a) Loans means any loans, mortgages,
credit sales, or advances.
(b) Federally-related loans include any
foan:

(1) Made by any lender whose deposits
‘or accounts are insured by any agency of
the Federal government;
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(2) Made by any lender regulated by any
agency of the Federal govermment;

(3) Made by any lender approved by
the Secretary of Housing and Urban De-
velopment for participation in any mortgage
insurance program under the Natiozal
.Housing Act;

(4) Made in whole or in part by the Sec-
retary of Housing and Urban Development;
insured, guaranteed, supplemented, or as-
sisted in any way by the Secretary or any
officer or agency of the Federal government,
or made under or in connection with a
housing or urban development program ad-
ministered by the Secretary, or a housing
or related program administered by any
other such officer or agency;

(S) Eligible for purchase by the Federal
National Mortgage Association, the Govern-
ment National Mortgage Association, or the
Federal Home Loan Mortgage Corporation,
or made by any financial institution from
which the loan could be purchased by the
Federal Home Loan Mortgage Corpora-
tion; op

(6) Made in whole or in part by any
entity which:

(i) Regularly extends, or arranges for the
extension of, credit payable by agreement
in more than four installments or for which
the payment of a3 finance charge is or may
be required; and

(ii) Makes or invests in residential real
property loans, including loans secured by
first liens on residential manufactured
homes, that aggregate more than $1,000,000
per year; except that the latter requirement
shall not apply to such an entity selliag
residential manufactured homes and provid-
ing financing for such sales through loans
or credit sales secured by first liens on
residential manufactured homes, if the en-
tity has an armangement to sell such loans
or credit sales in whole or in part, or where
such loans or credit sales are sold in whole
or in part, to a lender or other institution
otherwise included in this section

(¢) “Loans which are secured by first
Liens on real estate™ means loans on the
security of any instrument (whether a mort-
g2ge, deed of trust, or land contract) which
makes the interest in real estate (whether
in fee, or in a leasehold or subleasehold
extending, or srenewable, automatically or
at the option of the holder or the leader,
for a period of at least § years beyond the
maturity of the loan) specific security for
the payment of the obligation secured by the
instrument; Proisded That the instrument

is of such’'a nature that, in the event of
default, the real estate described in the
instrument could be subjected to the satis-
faction of the obligation with the same
priority as a first mortgage of a first deed
of trust in:the jurisdiction where the real
estate is located.

(d) “Loans secured by first liens on stock
in a residential cooperative housing cor-
poration” means loans on the security of:
(1) a first isecurity interest in stock or a
membership certificate issued to a tepant
stockholder or resident member by a co-
operative housing organization; and (2) an
assignment of the borrower’s interest in
the proprietary lease or occupancy agree-
ment issued by such organization.

(e) “Loans secured by first liens on resi-
dential manufactured homes™ means a loan
made pursuant to an agveement by which
the party extending the credit acquires a
security interest in the residential manufac-
tured home which will have prority over
any conflicting security interest.

(f) “Residential real property™ means real
estate improved or to be improved by a
structure or structures designed primarily
for dwelling, as opposed to commercial use.

(g) “Residential manufactured home™ shall
mean a manufactured home as defined in
the National Manufactured Home Con-
struction and Safety Standards Act, 42
U. S. C. 5302(6), which is or will be used
as a residence,

(h) “State” means the several states,
Puerto Rico, the District of Columbia,
Guam, the Trust Territories of the Pacific
Islands, the Northern Mariana Islands, and
the Virgin Islands except as provided in
§ 301(a)(2)(B) of the Depository Institu-
tions| Deregulation and Monetary Control
Act &f 1980, Pub. L. No. 96-221, 94 Stat.
161.

[Sec. 5902, as amnended effective April 1,
1980, 45 F. R. 28306; effective May 13, 1983,
48 F. R. 21560.)

a4 Proposed Aczeadment to See, $90.2 <en

Sec. 590.2 would be amended by adding
a new subparagraph (b)(7) to read as
follows:

“(b)(7) Made by any individual who
finances the sale or exchange of residential
real property which such individual owns
and which such individual occupies or has
occupied as his or her principal residence.”
The proposed amendment would also amend
Sec. 5902 by redesignating existing sub-
paragraph (e{ as (c)(1) and adding a new
(c)(2) as follows:
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(2) “Loans which are secured by first
liens on real estate” shall also include
purchase-money loans secured by liens on
property subject to prior liens securing
prior indebtedness, when the loan so secured:

(i) matures no earlier than the latest
maturity date of the prior indebtednesses;
(ii) equals in principal amount the ag-
gregate of the outstanding prior indebted-
ness plus the additional funds advanced;

(iif) requires periodic payments by the
borrower sufficient to meet required current
payments on prior indebtedness:

(iv) requires the lender to make payments
due on prior indebtedness as long as pay-
ments are received from the borrower;

(v) gives the lender the right to cure
defaults with respect to any prior indebted-
ness or to satisfy such indebtedness; and

{vi) obligates the borrower to reimburse
the lender for sums advanced in order to
secure or protect the lender’s lien;
Provided, that such lender shall at all times
have sufficient funds available to satisfy
such prior indebtedness. Lenders regularly

examined and supervised by a state or

Federal authority will be deemed to have
sufficient funds available if the amount
of prior indebtedness is recorded as a
liability on the lender's books.

.01 Proposed Amendment.—The Board
has been asked to consider the applicability
of the Federal usury preemption statute to
wraparound-mortgage loans used for the
purchase of residential real property. As
described by requestors, a wraparound-
mortgage loan is a purchase-money loan
that: (1) is secured by a lien on residential
real property on which there exists one or
more prior liens securing prior indebted-
ness; (2) matures no earlier than the latest
maturity date of an! such indebtedness;
and (J) is evidenced by a note or bond
which: (A) in principal amount equals the
agg-regate of the outstanding prior indebt-
edness plus the additional funds advanced
by the wraparound lender; (B) requires
payments by the wraparound borrower to
the wraparound lender of periodic install-
ments at least sufficient to make required
current payments on the prior indebted-
ness; and (C) requires the wraparound
lender to maife the payments due on the
prior indebtedness a3 long as instaliments
are received from such borrower. In addition,
the w;'a a:lound :;nder has the right to
cure defaults with respect to an rior
indebtedness or to satisfy such in!le ed-
oess. The wraparound lender also has the
fight to. obtain from the borrower any
funds it advances that are necessary to
secure or protect its lien.

Unlike a conventional first-mortgage trans-
action, the wraparound borrower is able
to take advantage of any existing low-
interest loan which is secured by the prop-
en‘y Since the wngaround lender advances
only a portion of the total purchase price,
the combined interest rate om the wrap~
::ugu:d note can be mucll:l lo:er thaa that

vired 1a a comparable first-mort
transaction. If calculated as a percen‘t:::
the sums actually advanced, however,

the interest rate onm the loan ma eced
state interest rate eeilings. y exe

Some lenders have submitted to the Board
that a wraparound mortgage of the type
described above would confer greater rights
to a wraparound lender than a regular
second mortgage and would be sufhcient
to satisfy the sumtotg first-lien require-
ment. In the event of default by the wrap-
around , the wraparound lender is
in a positon to keep payments on the
initial lien current and prevent a foreclosure
of that lien. Thus, the wraparound lender’s
rights in the collateral are not neces;a_n}y
sugbject to prior satisfaction of the the initial
Gien.

The Board believes that in certain cir-
cumstances the wraparound mortgage de-
scribed above would have characteristics
and would confer rights sufficient to satisfy
the frst-lien requirement of the statute.
Under the proposed regulation, a wrap-
around mortgage that met the standards
described above would be deemed to satisfy
the statutory first-lien requirement if it
also met the following requirements. Firs
the wraparound mortgage must be creat
as part of a purchase-money transaction
(i e, a transaction in which the borrower
is obtaining funds to purchase residential
real property). Second, the wraparound
lender must have funds sufficient at all
times to make payments on the prior en-
cumbrances. In view of the possibility of
acceleration of prior liens, a wraparound
lender must have assets sufficient to satisfy
the entire preceding obligation if the lender
is to have the equivalent of a first lien.

_When previously asked whether wrap-
around mortgages satisfied the definition of
first lien formerly contained in § 541.14 of
the Regulations of the Federal Savings and
Loan System (12 CFR Subchapter C), the
Board's Office of General Counsel has
taken the position most recently that wrap-
around mortgz‘ges would satisty that def-
aition only if the Federal assodiation
recorded the amount of prior encumbrances
as_a liability on the association’s books. In
:his way, the Board's field examiners would

made aware of the potential liability and
could ensure that the association was fi-
nancially able to protect its investment.

The Federal usury preemption statut
however, applies to 3 much broader rangee'
of lenders than the regulations for Federal
associations. The Board cannot assume
that methods developed for regularly super-
vised and examined lenders will have equal
validity if applied to the other lengers
covered by the statute. The proposal there-
ore draws a distinction between lenders
that are re;ularly examined and super-
vised by a Federal or state authority and
‘unsupervised lenders. Regulated lenders
would meet the requirements for first lien
by establishing a liability account descrip-
tive of the lender's prior-lien obligation.
The Board specifically requests comments
from representatives of unregulated lenders,
such as mortgage bankers, regarding al-
ternative standards which might guarantee
that such lenders will be able to protect
themselves in the event of borrower de-
fault, Escrows in the amount of the prior
indebtedness have been suggested for this
purpose. ,

The Board is of the view that the pro-
posed regulatory amendment would pad-
vance the stated Congressional purposes of

the Federal us reemption teri
the contioued ua?aifabilit; of h!;ymeosﬁ;::g
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ing. By providing financing at lower rates
than tKe prevailing rate on other mort-
gages, wraparound loans should permit
greater numbers of households to purchase
omes.

Excerpts from order of the Federal Home
Lomn Bank Board, December 18, 1980; 45
F. R 863500.

[1 10,283)

Sec. §90.3 Operation. (a) The provisions
of the constitution or law of any state ex-
pressly limiting the rate or amount of
interest, discount points, finance charges, or
other charges which may be charged, taken,
received, or reserved shall not apply to any
Federally-related loan:

(1) Made after March 31, 1980; and

(2) Secured by a first lien on:

(i) Residential real property;

(ii) Stock in a residential cooperative

housing corporation when the loan is used
to finance the acquisition of such stock; or

(iii) A residential manufactured home,
prorided that the loan so secured contains
the consumer safeguards required by § 550.4
of this Part;

(b) The provisions of paragraph (a) shall
apply to loans made in any state on ot
before the date (after April 1, 1980 and
prior to April 1, 1983) on which the state
adopts a law or certifies that the voters of
such state have voted in favor of any law,
constitutional or otherwise, which states
explicitly and by its termns that such state
does not want the provisions of paragraph
(a) to apply with respect to loans made in
such state, except that—

(1) The provisions of paragraph (a) shall
apply to any loan which is made after such
date pursuant to a commitment therefor
which was entered into during the pericd
beginning on April 1, 1980, and ending on
the date the state takes such action;

(2) The provisions of paragraph (a) shall
apply to any rollover of a loan which loan
was made, or committed to be made, during
the period beginning on April 1, 1980, and
ending on the date the state takes such
action, if the mortgage document or loan
pote provided that the interest rate to the
original botrower could be changed through
the use of such rollover; and .

(3)At any time after the date of adoption
of these regulations, any state may adopt a
provision of law placing Lmitations on dis-
count points or such other charges on any
loan described in this Part. '

{c) Nothing in this section preempts limi-
tation i state laws on prepayment charges,
au?rncys' fees, late charges or other pro-
visions designed to protect borrowers.

{Sec. 590.3, amended tive A
1980, 48 F. R. :I”.] . fee . il

> Propesed Amendment to See. $90.5 ¢-an

| Thc.proposed amendment would change
subsection (a)(2)(ii) by striking the word
“stock”™ the first time it apepars and in-
serting ig its place the words “all stock
allocated to a dwelling unit”, and by strik-
ing out the phrase “where the loan, mort-
£3ge, or advance is used to finance the
acquisition of such sto*k“.

e

Sec. 590.4. Consumer protection rules for
Federally related loans, mortgages, credit
sales and advances secured by first liens on
residential mobile homes.

(a) Definitions. As used in this section:

(1) Prepayment. A “pregayment” occurs
wpoo—

(i) Refinancing or consolidation of the
indebtedness;

(ii) Actual prepayment of the indebted-
pess by the debtor, whether voluntarily or
following acceleration of the payment obli-
gation by the creditor; or

(iii) The entry of a judgment of the in-
debtedness in favor of the creditor.

(2) Actuariol Method. The term “actu-
arial method” means the method of allo-
cating payments made on a debt between
the outstanding balance of the obligation
and the finance charge pursuant to which
a payment is applied first to the accumu-
lated finance cbarge and any remainder is
subtracted from, or any deficiency is added
to, the outstanding balance of the obligation

(3) Precomputed Finonce Charge. The term
“precomputed finance charge™ means inter-
est or a time/price differential as computed
by the add-on or discount method. Pre-
computed finance charges do not include
loan fees, points, finder’s fees, or similar
charges. ST .

(4) Creditor. The term “creditor” means
any entity covered by this Part, including
those which regularly extend or arrange for
extension of credit and assignees that are
creditors under §501(a)(1)(C)(v) of the
Depository Institutions Deregulation and
Monetary Control Act of 1980. .

(b) General. (1) The provisions of the
Constitution or the laws of any State ex-
pressly limiting the rate or amount of interest,
discount points, finance charges, or othen
charges which may be charged, taken, re-
cedved, or reserved shall not apply to any
loan, mortgage, credit sale, or advance which
is secured by a first lien on a residential
mobile home if 3 creditor covered by this
Part complies with the cpnsumer protection
regulations of this sectio

(2) Relation to State L (i) In making
loans or credit sales subject to this section,
creditors shall comply with state and Fed-
eral law in accordance with the following:

(A) State low regulsting matters not cov-
ered by this seciom. When state law regulat-
ing matters not covered by this section is
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otherwise applicable to a loan or credit sale
subject to this section, creditors shall comply
with such state law provisions.

(B) Stote low regulating matters covered
By this section. Creditors need comply only
with the provisions of this section, unless
the Board determines that an otherwise ap-
plicable state law regulating matters covered
by this section provides greater protection
to consumers. Such determinations shall
be published in the Federal Register and
shall operate prospectively.

(i) Any interested party may petition
the Board for a determination that state
law requirements are more protective of
consumers than the provisions of this sec-
tion. Petitions shall be seat to: Secretary
to the Board, Federal Home Loan Bank
Board, 1700 G Street, NW, Washiogton,
D. C. 20552, and shall include:

(A) A copy of ths state law to De con-
sidered; .

(B) Copies of any relevant judidal, regu-
fatory, or administrative interpretations of
the state law; and

(C) An opinicn or memorandum from
the state Attorney Geoeral or other appro-
priate state official having primary enforce.
ment responsibilities for the subject state
faw provision, indicating how the state law
to be considered offers greater protection
to consumers than the Board's regulation.

(e) Refund of precompuled finance chorge.
Ia the event the entire indebtedness is pre-
paid, the uncarned portion of the precom-
puted finance charge shall be refunded to
the debtor. This refund shall be in an
amount aot less thaa the amonst which
would be refunded if the unearned pre-
computed fnance charge were calculated in
accordance with the actuarial method, ex-
cept that the dedtor shall oot De entitled
to 8 refund which\:s less than one dollar,
The unearned portiva of the finance charge
is, at the option of the creditor, either:

(1) That portion of the precomputed 8-
nance charge which {s allocable to afl unex-
pired payment periods as originally scheduled,
or if deferred, as deferred. A payment
period shall be deemed unexpired if pre-
payment is made within 13 days after the
payment period's scheduled due date. The
unearned precomputed Bnance charge is
the total of that which would have been
eamed for each such period had the Joan
sot been precomputed, by applying to uo-

principal, according to the

paid bal

ances of

actuarial method, as annual percentage rate
bdased on those charges which are considered
precomputed finance charges in this section,
assuming that all payments were made as
originally scheduled, or as deferred, if de-
ferred. The creditor, at its option, may
round this annual percentage rate down to
the nearest one-quarter of the one per-
cent; or

(2) the total precomputed finance charge
less the earned precomputed finance charge
The earned precomputed finance charge
shall be determined by applying an anaual
percentage rate based on the total precom-
puted finance charge (as that term is de-
fined in this section), under the actuarial
method, to the unpaid balances for the
actual time those balances were unpaid up
to the date of prepayment. If a late charge
Bas Been collected, it shall be treated as a
psyment.

(Q) Prepayment penclties. A debtor may
prepay in full or in part the unpaid balance
of the loan at any time without penalty.
The right to prepay shall be disclosed in
the loan contract in type larger than that
used for the body of the document

(e) Balloon payments.~(1) Federal associ-
afions. Federal association creditors may
enter into agreements with debtors which
provide for nos-amortized and partially-
amortized loans on residential manufactured
homes, and such loans shall be governed by
the provisions of this section and § 545.33(f)
of this Chapter.

(2) Other creditors. ANl other creditors
may enter into agreements with debtors
which provide for non-amortized and par-
tially.amortized loans on residental manu-
factured homes to the extent authorized by
applicable Federal or state law or regulation

(D) Late charges, (1) No late charge may
be assessed, imposed, \or collected unless
provided for by writtdn contract betweea
the creditor aad debdtor. : .

(2) To the extent that applicable State
faw does not provide for a longer period of
time, no late charge may be collected on
an installment which is paid in full on or
before the 15th day after its scheduled or
deferred due date even though an earlier
maturing installment or a late charge on an
‘earlier installment may not have been paid
in full For purposes of assessing late
charges, payments received are deemed to be
applied first to current installments,

(3) A late charge may be imposed oaly
once ou an installment; however, no such
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charge may be collected for a late install-
taent which bas been deferred.

(4) To the extent that applicable State
law does not provide for a lower charge or
longer grace period, a late charge on aay
installment not paid in full on or before the
1S5th day after its scheduled or deferred due
date may not exceed the lesser of $5.00 or
five percent of the unpaid amount of the
installment.

(5) If, at any time after imposition of a
fate charge, the leader provides the bor-
rower with written notice regarding amounts
claimed to be due but unpaid, the notice
shall separately state the total of all late
charges claimed.

(6) Interest after the fina! scheduled
maturity date may not exceed the max-
ouun rate otherwise allowable under state
law for such contracts, and if such in-
terest is charged, no separate late charge
may be made on the final scheduled
installment.

(&) Dcferval fees. (1) With respect to
mobile home credit transactions containing
precomputed finance charges, agreements
providing for deferral of all or part of one
or more installments shall be in writing,
signed by the parties, and

(i) Provide, to the extent that appBcable

State law does not provide for a lower
charge, for a charge not exceeding one per
cent of cach installment or part thereof for
each month from the date when such in-
stallment was due to the date when it is
agreed to become payable and proportion-
ately for a part of each month, counting
each day as 1/30th of a month;

(i1) Incorporate by reference the trans-
action to which the deferral applied;

(iii) Disclose each installment or part
thereof in the amount to be deferred, the
date or dates originally payable, and the
date or dates agreed to become payabdle; and

- (iv) Set forth the fact of the deferral
charge, the dollar amount of the charge
for each installment to be deferred, and
the total dollar amount to be paid by the
borrower for the privilege of deferring
payment. : :

(2) No term of a writing executed by the
borrower shall constitute authority for a
lender unilaterally to grant a deferral with
respect to which a charge is to be imposed
or collected. ‘ '

(3) The deferral period is that period of
time in which no payment is required oe
made by reason of the deferral

B

(4) Payments received with respect to
deferred installments shall be deemed to be
applied first to deferred installments.

(5) A charge may not be collected for
the deferral of an installment or any part
thereof if, with raspect to that installment,
a refinancing or consolidation agreement is
concluded by the parties, or a late charge
has been imposed or collected, unless such
late charge is refunded to the borrower or
credited to the deferal charge. -

(h) Notice Before Repossession, Foreclo-
sure or Acceleration. (1) Except in the case

. of abandonment or other extreme circum-

stances, no action to repossess or foreclose,
or to accelerate payment of the entire out-
standing balance of the obligation, may be
taken against the debtor until 30 days after
the creditor sends the debtor a notice of
default in the form set forth in paragraph
(h)(2) of this section. Such notice shall be
sent by registered or certified mail with
return receipt requested. In the case of de-
fault on payments, the sum stated in the
notice may only include payments in de-
fault and applicable late or deferral charges.
If the debtor cures the default within 30
days of the postmmark of the notice and sub-
sequently defaults a second time, the creditor
shall again give notice as described above.
The debtor is not entitled to notice of de-
fault more than twice in ary one-year period.

(2) The notice in the following form
shall state the nature of the default, the
action the debtor must take to cure the
default, the creditor’s intended actions upon
failure of the debtor to cure the default,
and the dedtor’s right to redeem under
state law.

......................................

Default and Right To
Cure Default

"Name, address, and telephone number of
creditor ..... ceceesisinens erreseeseceanes
Account number, if any ...............

Brief identifcation of credit’ transaction

You are now in default on this credit
transaction. You have a right to correct
this default within 30 days from the post-
marked date of this notice.

. Notice of
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1f you correct the default, yon may con-
tinue with the contract as though you did

Cure of default: Within 30 days from the
postmarked date of this notice, you may
cure your default by (describe the acts
necessary for cure, including, if applicable,
the amount of payment required, including
itemized delinquency or deferral charges).

.........................................

Creditor’s rights: If you do not correct
your default in the time allowed, we may
exercise our rights against you under the
law by (describe action creditor intends to
take).

-----------------------------------------

If you have any questions, write (the
creditor) at the above address
or call (creditor’s designated employee)

at (telephone number)
between the hours of ...... and ...... on
(state days of week) ...................

If this default was caused by your failure
to make a payment or payments, and you
want to pay by mail, please send a check
or money order, do not send cash.

[Sec. 590.4, as amended effective April 1,
1980, 45 F. R. 28306; May 27, 1980, 45 F. R.
35347; effective July 30, 1980, 45 F. R. 43687
and 46341; effective July 31, 1980, 45 F. R
50556; effective May 13, 1983, 48 F. R.
21561.)

{f10,288])

Sec. 590.5 Interpretations, (a) The Board
periodically will publish Interpretations un-
der section 501 of the Depository Institu-
tions Deregulation and Monetary Act of
1980, Pub. L. No. 96-221, 94 Stat, 161, in
the Federal Register in response to written
requests sent to the Secretary to the Board,
‘.7)?; G Street, N. W., Washington, D. C
20552
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287.215 Authority to charge Interest tn advance; install-
ment loans with interest in advance; exceptions; restrictions
oa instaliment loans

(1) (a) In addition to the powers beretofore granted, any
bank or trust compasy or combined bank and trust com-

ny shall bave the power to lend money repayable in
installments; to charge or to receive in advance interest
therefor in the case of a loan baving 8 maximum maturity
of not more than five (5) years and thirty-two (32) days; to
contract for a charge for a secured or unsecured instaliment
loan, and which under its termns shall be repayable in install-
ments over a period of pot exceeding ten (10) years and
thirty-two (32) days, which charge shall be at a rate not
exceeding eight dollars (38) per one bundred dollars ($100)
per annum upon the principal amount of the loan which
charge or charges shall be for the entire period of the loan
snd may be collecied in advance only if the maximum
maturity of the jcans does not exceed five (5) years and
thirty-two (32) days.

(b) If the maturity of the foan exceeds five (5) years and
thirty-two (32) days but does not exceed ten (10) years and
thirty-two (32) days the charge of interest may pot be dis-
counted or received in advance but may be added on to the
principal amount of the loan and shall not be discounted.

(c) If any scheduled payment or deferred payments are
more than twice as large as the average of the carlier sched-
uled payments, the debtor and creditor shall agree that the
debior bas the right to finance the amount of such payment
or deferred payments at the time they are due without
penalty. The terms of the refinancing which are agreed to
by the debtor and the creditor shall be no less favorable to
the debtor than the terms of the original loan.

(2) In addition to the charge permitted by this section,
0o furtber amount shall be directly or indirectly charged,
contracted for, or received oa any such instaliment loan,
except lawful fees actually paid to a public officer for filing,
recording, or releasing any instrument securing the loan and
deb'nqucnt charges as hercinafter set out, and except an
investigation fee not exceeding one dollar (31) for each fifty
dollars ($50) or fraction thercof upon the first eight hun-
dred dollars ($800) of the principal amount of such lcans.

(3) Delinquency cbarges may be made not to exceed five
cents (5¢) for cach dollar of each installment more than tea
(10) dadp in arrears, and oaly one delinquency charge shall
be made on any one installment. No delinquency charilcl
shall exceed five dollars ($5) on any one installment.
addition to such delinquency charges, attorney’s fecs not
exceeding fifteen percent (15%) of the unpaid balance and
court costs may collected, provided that the note is
referred to an attorney not a salaried employe of the bolder
for collection.

(4) The lending institution shall permit the borrower to
repay his loan in whole or in part at any time. If a loan is
paid in full prior to maturity, the lending institution shall
make a rebate at a rate not less than in accordance with the
Rule of 78s if the maximum financing charge permitted
bereunder bas been taken. If a lesser charge has been taken,
the rebate shall be at not less than a pro%oﬂional rate.
Provided, bowever, the lending institution sbhall be permitted
in computing rebates to retain a minimum cbarge of ten
dollars ($10) to cover its acquisition costs and where the
amount of credit for anticipation of r?ayment is less than
one dollar ($1), oo rebate need be made.

(5) In the case of loans made under this section the
corporation shall not take any assignment, pledge or trans-
fer of vages to be carned or paid in the future, nor any first
lica or first mortgage on tate as security, except such
liea as is created by virtue of a judgment or decree or first
mortgage liens on loans oa unimproved real estate not

exceeding ten (10) acres in size or on real estate on which
there is located or to be located a residential mobile home.
Nothing in this section is intended to prevent lending insti-
tutions from making loans under the provisions of the
National Housing Act or any other federal legislation,
which loans are hereby authorized.

(6) No lending institution under this section shall split
up or divide a loan or permit any person to become obli-
gated to it under more than one contract of loan at the same
time for the of obtaining a greater charge than
would otherwise be permitted by this section.

(7) Every note evidencing a loan made under this section
shall contain the following information and provisions: The
original principal amount of the loan excluding any charge
made under this section; a statement of the total charge for
the Joan; the amount and the date of each instaliment; the
date of final maturity; an agreement that the borrower may
repay the loan in whole or in part at any time, and that if
the loan is paid in full before final maturity, the borrower
will receive a refund of the unearned portion of the charge
as required by this section. At the time the loan is made, the
lending institution shall give the borrower either a copy of
the note, or a statement of the transaction containing the
provisions and information required to be contained in the
note. The lending institution shall deliver a receipt for each

cot :

y(‘18,) In advertising for loans subject to this section, every
advertisement shall conform to the follcv:inl requirement:
Any statement of the amount of the loan shall be the origi-
nal principal amount sbowing ia detail any cbarge made
under this section.

(9) KRS 288.420, 288.620 and 360.010 shall not apply
to loans made under authority of this section, but said sec-
tions shall remain in full force and cffect for all other pur-

. Nothing in this section shall be construed to impair
the validity or effect of said sections with respect to loans
other than those made pursuant to this section nor shall
anything in this section be construed to impair the validity
or effect of KRS 360.025. . .

(10) Any contract of loan in the making or collection of
which any act shall bave been done which constitutes a
willful violation of any provision of this section shall be void,
and the bank, trust company, or combined bank and trust
company shall have no right to collect or receive any inter-
est or charges whatsoever on such loan, but the unpgnd

incipal of the loan shall be paid in full to the lending
institution.

HISTORY: 1984 c11],§ 125, eff. 7-13-34
1980 ¢ 78,8 1; 1974 c 184, § 1; 1972 ¢ 267, §1:1962¢
79; 1946 ¢ 60
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REVOLVING CREDIT PLANS

INSTALLMENT SALES CONTRACTS

371.210 Definitions for KRS 371.210 to 371330

As used in KRS 371.210 to 371.330, unless the context
otherwise requires:

(1) “Goods™ means all tangible chattels personal when
purchased primarily for personal, family or household use
and not for commercial, industrial or agricultural use, but
not including motor vehicles as herein defined, money,
things in action or intangible personal property other than
merchandise certificates or coupons as herein described.
The term includes such chattels which are fumisked or
used, at the sale of or subsequently, in the modernization,
rehabilitation, repair, alteration, improvement or construc-
tion of real property as to become a part thereof whether or
not severable therefrom. The term also includes merchan-
dise certificates or coupons, issued by a retail seller, not
redeemable in cash and to be used in their face amount in
lieu of cash.

(2) “*Services™ means work, labor or services of any kind
when purchbased primarily for personal, family or house-
hold use and not for commercial or business use, but not
including services for which the prices charged are required
by law to be determined or approved by or to be filed,
subject to approval or disapproval, with the United States
or any state, or any department, division, agency, officer or
official of either as in the case of transportation services.

(3) “Motor vehicle™ means any automobile, mobile
home, recreational vehicle, motorcycle, trucktrailer, semi-
trailer, truck tractor and bus designed and used primarily to
transport persons or property on a public highway, or any
vehicle designed to run only on rails or tracks or in the air,
excepting however, any boat trailer and any vehicle pro-
pelled or drawn exclusively by muscular power.

(4) “Retail buyer™ or “buyer” means a person who buys
or agrees to buy goods or obtain services or agrees to bhave
services rendered or furnished, from a retail seller.

(5) “Retail seller™ or “seller” means a person regularly
and principally engaged in the business of selling goods to
retail buyers.

(6) “Retail installment transaction™ means any transac-
tion in which a retail buyer purchases goods or services
from a retail seller pursuant to a retail installment contract
or a retail charge agreement, as defined in this section,
which provides for a time price differential, as defined in
this section, and under which the buyer agrees to pay the
unpaid balance in one or more installments.

(D “Retail jnstallment contract™ means an instrument,

other than a retail charge agreement or an instrument
reflecting a sale made pursuant thereto, entered into in this
state evidencing a retail installment transaction. The term
“retail installment contract™ may include a chattel mort-
gage, a security agreement, a conditional sale contract and 2
contract in the form of a bailment or a lease if the bailee or
lessee contracts to pay as compensation for their use a sum
substantially equivalent to or in excess of the value of the
goods sold and if it is agreed that the bailee or lessee is
bound to become, or for no other or a merely nominal
consideration, has the option of becoming the owner of the
goods upon full compliance with the provisions of the bail-
ment or lease.

(8) “Retail charge agreement™ means an instrument pre-
scribing the terms of retail installment transactions which

T e o e o e e b Rieme 2amnd nnder the

terms of which a time price differential, as detined in this
section, is to be computed in relation to the buyer’s unpaid
balance from time to time.

(9) “Time price differential™ however denominated or
expressed, means the amount which is paid or payable for
the privilege of purchasing goods or services to be paid for
by the buyer in installments over a period of time. It does
not include the amount, if any, charged for insurance pre-
miums, delinquency charges, attomeys fees, court costs, or
official fees. .

(10) *Cash sale price™ means the price stated in a retail
installment contract or in a sales slip or other memoran-
dum furnished by a retail seller to a retail buyer under or in
connection with a retail charge agreement, for which the
seller would have sold or fumnished to the buyer and the
buyer would have bought or obtained from the seller the
goods or services which are the subject matter of a retail
installment transaction, if the sale had been a sale for cash.
The cash sale price may include any taxes and charges for
slelivety, installation, servicing, repairs, alterations or
improvements.

(11) “Official fees” means the amount of the fees pre-
scribed by law for filing, recording or otherwise perfecting,
and releasing or satisfying, a retained title, lien or other
security interest created by a retail installment transaction.

(12) “Time sale price™ means the total of the cash sale
price of the goods or services and the amount, if any,
included for insurance, if a separate identified charge is
made therefor, and the official fees and the time price
difTerential.

(13) “Principal balance™ means the cash sale price of the

~ goods or services which are the subject matter of a retail

instaliment contract plus the amounts, if any, included
therein, if a separate identified charge is made therefor and
stated in the contract, for insurance and official fees, less
the amount of the buyer’s down payment in money or
goods or both.

(14) “Holder™ means the retail seller of the goods or
services under the retail installment contract or retail
charge agreement or the assignee if the retail installment
contract or the retail charge agreement or any indebtedness
under either has been sold or otherwise transferred.

(15) “Person™ means an individual, partnership, joint
venture, corporation, association or any other group, how-
ever organized.

(16) Words of the masculine gender include the femi-
nine and the neuter and, when the sense so indicates, words
of the neuter gender may refer to any gender.

HISTORY: 1982 ¢ 395, § 23, eff. 7-15-82
1962¢ 136,81

371220 Requisites of retail installment contract -

(1) Each retail installment contract shall be in writing,
dated, signed by the retail buyer, and completed as to all
essential provisions, except as otherwise provided in KRS
371.250.

(2) The printed or typed portion of the contract, other
than instructions for completion, shall be in 8 size equal
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ited “Retail Installment Contract™ and shall contain
bstantially the following notice printed or typed in a
e equal 1o at lcast (en point bold type: “NOTICE TO
HE BUYER. DO NOT SIGN THIS CONTRACT
EFORE YOU READ IT OR IF IT CONTAINS
LANK SPACES. YOU ARE ENTITLED TO A COPY
F THE CONTRACT YOU SIGN.”

(3) The retail seller shall deliver to the retail buyer, or
ail to him at his address shown on the retail installment
ntract, & copy of the contract as accepted by the seller.
atil the seller does so, a buyer, who has not received
livery of the goods or been furnished or rendered the
rvices, shall have the right to rescind his contract and
receive a refund of all payments made and return of all
ods traded in to the seller on account of or in contem-
tion of the contract, or if such goods cannot be re-
ned, the value thereof. Any acknowledgment by the
yer of delivery of a copy of the contract shall be in a
: equal to at least ten point bold type and, if contained
the contract, shall appear directly above the buyer's
pature. °

(4) The retail installment contract shall contain the
nes of the seller and the buyer, the place of business of
seller, the residence or other address of the buyer as
cificd by the buyer and a description or identification
the goods sold or to be sold, or services furnished or
dered or to be furnished or rendered.

(5) The retail installment contract shall contain the fol-
Aing items: ’
(a) The cash sale price of the goods or services;
(®) The amount of the buyer’s down payment, identify-
the amounts paid in monecy and allowed for goods
ded in;
(c) The diflerence between items (s) and (b);
(d) The aggregate amount, if any, included for insur-
e, if a separate identified charge is made therefor,
sifying the type or types of insurance and the term or
ns of coverage; )
{e) The aggregate amount of official fees:
if) The principal balance, which is the sum of items
(d) and (e);
3) The amount of the time price differential; and
h) The amount of the time balance owed by the buyer
he seller, which is the sum of items (f) and (g) and,
:pt as otherwise provided in the pext two sentences,
maximum number of installment payments required
the amount of each installment and the due date of
1 payment pecessary to pay such balance If install-
it payments other than the final payment are stated as
Ties of equal scheduled amounts and if the amount of
final installment payment does not substantially ex-
! the scheduled amount of each preceding installment
ment, the maximum number of payments and the
unt and due date of each payment need not be
irately stated and the amount of the scheduled final
lment payment may be stated as the remaining an-
I balance. The due date of the first installment pay-
it may be fixed by a day or date or may be fixed by
rence to the date of the contract or to the time of
very or installation.
Mbe above items need pot be stated in the sequence or
er set forth; additional items may be included to ex-
o the computations made in determining the amount
¢ paid by the buyer. .

TORY: 1962 ¢ 136, § 2(1) to (5), oL 1-1-63

371230 Contracts composed of more than one doco-
ment

A retail installment contract need not be contained in
a2 single document. If the contract is contained in more
than one document, one such document shall be an origi-
nal document signed by the retail buyer, stated to be ap-
plicable to purchases of goods or services to be made by
the retail buyer from time to time. In such case such
document, together with the sales slip, account book or
other wriften statement relating to each purchase, shall set
forth all of the information required by KRS 371.220 to
371.290 and shall constitute the retail installment contract
for each purchase. On each succeeding purchase pursuant
to such original document, the sales slip, account book or
other written statement may at the option of the seller
constitute the memorandum required by KRS 371.290.

HISTORY: 1962 ¢ 136, § 2(6), 1. 1-1-63

371240 Coatracts made by mail

(1) Retail installment contracts negotiated and entered
into by mail without personal solicitation by salesmen or
other representatives of the seller and based upon 8
catalog of the seller, or other printed solicitation of busi-
pess, if such catalog or other printed solicitation clearly
scts forth the cash sale prices and othb:t tcr;n of sa.!gld:

e through such medium, may be made as provi
: ti-:dsecuon.%e provisions of KRS 371.210 to 371.339
with respect to retail installment contracts shall be appli-
cable to such sales, except that: . )

(a) The designation and potice provisions of subsection
(2) of KRS 371.220 shall oot be applicable to $uch con-

(®) The retail instaliment contract, Whet? completed by
the buyer, need not contain the items required by subsec-
3 of KRS 371.220. ]
m:z()”%m the contract is received from the retail
buyer, the seller shall prepare a written memorandum
containing all of the information rgquu'ad l?y.subsecuon
(5) of KRS 371.220 to be included in a retail installment
contract. In licu of delivering a copy of the contract to
the retail buyer as pryvided in subsection (3) of KRS
371.220, the seller deliver to the buyer a copy of
soch memorandum priof to the due date of the first in-
stallment payable under the contract.

HISTORY: 1962 ¢ 136, § 2(7), off. 1-1-8 °

371250 Contract sot to bde signed I blank
scknowledgment of delivery of copy

A retail installment contract shall not be signed by any
party thereto when it contains blank spaces of items
which are essential provisions of the transaction; provided,
however, if delivery of the goods is not made at the time
of the execution of the contract, the identifying aumbers
or marks of the goods or similar information and the due
date of the first installment may be inserted by the seller

. in the seller’s counterpart of the contract after it has been
signed by the buyer. The buyer’s acknowledgment, con-
forming to the requirements of KRS 371.220 to 371.290,
of delivery of a copy of the contract shall be presumptive
proof or, in the case of a holder of the contract without
knowledge to the contrary when he purchases it, con-
clusive proof of such delivery and of compliance with this
section in any action or proceeding.

HISTORY: 1962 ¢ 136, § 2(3), L 1-1-83
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371260 Time price differential; prepayment

(1) Notwithstanding the provisions of any other law, a
retail installment contract payable in substantially equal
successive monthly installments beginning one month
from the date of the contract may provide for, and the
seller or holder may then charge, collect and receive a
time price differential.

(2) Notwithstanding the provisions of any retail install-
ment contract to the contrary, any buyer may prepay in
full the unpaid time balance thereof at any time before its
final due date and, if he does so, shall receive a refund
credit thereon for such prepayment. The amount of such
refund credit shall represent at least as great a proportion
of the onginal time price differential, after deducting
therefrom a maximum of ten dollars, as (a) the sum of
the monthly unpaid balances under the schedule of pay-
ments in the contract beginning as of the date after such
prepayment which is the next succeeding monthly anni-
versary date of the due date of the first installment under
the contract, or, if the prepayment is prior to the due
date of the first installment under the contract, then as of
the date after such prepayment which is the next succeed-
ing monthly anniversary date of the date of the contract,
bears to (b) the sum of all the monthly unpaid balances
under the schedule of installment payments in the con-
tract. Where the amount of refund credit is less than one
dollar, no refund credit need be made,

HISTORY: 1962 c 136, § 2(9X10), fT. 1-1-63

371270 Charge for installment defanits; reflnancing
options

(1) The holder of any retail installment contract, if it
30 provides, may collect a delinquency and collection
charge on each installment in default for 8 period of more
than ten days in the amount not to exceed five percent of
each installment or five dollars, whichever is less, pro-
vided that a minimum charge of one dollar may be made,
or in licu thereof, interest after maturity on each such in-
stallment not to exceed the highest lawful contract rate.

(2) The holder of a retail installment contract upon re-
quest by the buyer, may agree to an amendment thercto
to extend or defer the schedule due date of all or any
part of any installment or installments or to renew, restate
or reschedule the unpaid balance of the contract, and may
collect for same a refinance charge not to exceed an
amount ascertained as provided under cither of the fol-
lowing optional methods of computation:

Option L. The refinance charge may be computed oa
the amount of the scheduled installment or instaliments
extended or deferred for the period of extension or defer-
ment at the rate of one and one-half percent per month;
provided, that a minimum deferment charge of one dollar
shall be permitted. Such amendment may also inclode
payment by the buyer of the additional cost to the holder
of premiums for continuing in force any insurance cover-
-ages provided for in the contract until the end of such de-
ferral period, and of any additional necessary official fees.

Option IL The refinance charge may be computed as
follows: The sum of the unpaid balance as of the refinanc-
ing date and the cost for any insurance and other benefits

incidental to the refinancing, and for any additional neces-

sary official fees and any accrued delinqu and collec-
tion charges, after deducting a refund it as for
prepayment pursuant to subsection (2) of 371260,

shall constitute a principal balance for such refinancing on

B

which the refinance charge may be computed for the term
of the refinanced contract at the applicable rate for fi-
nance charges. Acquisition costs under the refund
schedule in subsection (2) of KRS 371.260 shall not apply
in calculating refinance charges.

(3) The amendment to the contract must be confirmed
in a writing signed by the holder. The writing shall set
forth the terms of the amendment and the new due dates
and amounts of the instaliments, and shall either be deliv-
ered to the buyer or mailed to him at his address as
shown on the contract. Said writing together with the
original contract and any previous amendments thereto
shall constitute the retail installment contract.

HISTORY: 1962 ¢ 136, § 2(11), . 1-1-63

371.280 Written statement of payments and amoant
anpaid

Upon written request of the buyer, the holder of a re-
tail installment contract shall give or forward to the buyer
a written statement of the dates and amounts of payments
and the total amount unpaid under the contract. A buyer
shall be given a written receipt for any payment when
made in cash. Such a statement or receipt shall be given
the buyer once without charge; if any additional statement
is requested by the buyer, it shall be supplied by the
holder at a charge not in excess of one dollar for each ad-
ditional statement or receipt 30 supplied.

HISTORY: 1962 c 136, § 2(12), ff. 1-1-63

371290 <Consolidation of subsequent purchases with
existing contract; memorandum; allocation of paymests

(1) I, in a retail installment transaction, a retail buyer
makes any subsequent purchases of goods or services from
a rctail seller from whom he has previously purchased
goods or services under one or more retail instaliment
contracts, and the amounts under such previous contract
or contracts have not been fully paid, the subsequent pur-
chases may, at the seller’s option, be included in and con-
solidated with one or more of the previous contract or
contracts. Each subsequent purchase shall be a scparate
retail installment con under KRS 371.210 to 371.330,
notwithstanding that the same may be_included in and
consolidated with one or more of such previous contract
or contracts. All the provisions of KRS 371.210 to
371.330 with respect to retail installment contracts shall
be applicable to such subsequent purchases except as
stated in subsections (2) to (7) of this section. .

(2) In the event of such consolidation, in Licu of the
buyer’s executing a retail installment contract respecting
each subsequent purchase, as provided in KRS 371.220 to
371.290, it shall be sufficient if the seller shall prepare a
written memorandum of each subsequent purchase, in
which case the provisions of subsections (1), (2), (3) and
(4) of KRS 371.220 shall not be applicable. Unless previ-
ously furnished in writing to the buyer by the seiler, by
sales slip, memoranda or otherwise, such memorandum
shall set forth with respect to each subscquent purchase

" the following:

(a) The cash sale price of the goods or services;
(®) The amount of the buyer'’s down payment, identify-
ing the amounts paid in money and allowed for goods
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7% Thae Aiffrronce between items (a) and (b);

(d) The aggregate amount, if any, included for insur-

ce, if a separate identified charge is made therefor,

=cifying the type or types of insurance and the term or

ms of coverage;

(e) The aggregate amount of official fees;

(N The principal balance, which is the sum of items
) and (c);

(g) The amount or rate of the time price differential;
(b) The amount of the time balance owed by the buyer

the seller, which is the sum of items (f) and (g);

(i) The outstanding balance of the previous contract or

ytracts,;

(j) The consolidated time balance, which is the sum of

ns (b) and (i);

(k) The revised installments applicable to the con-

idated time balance, if any.

The seller shall deliver to the buyer a copy of such

morandum prior to the due date of the first installment

such consolidated contract.

(3) When such subsequent purchases are made, if the

er has retained title or taken a lien or other security

»rest in any of the goods puschased under any one of
contracts included in the consolidation;

(4) The entire amount of all payments made prior to

b subsequent purchases shall be deemed to have been

)lied on the previous purchases;

(5) Each payment afler such subsequent purchases

de on this consolidated contract shall be deemed to

‘¢ been allocated to all of the various purchases in the

ae ratio as the original cash sale prices of the various

thases bear to the total of alk;

(6) Where the amount of each installment payment is

reased in connection with such subsequent purchases,
the seller’s option, the subsequent payments may be

med to be allocated as follows: an amount equal to the

ginal periodic payment to the previous purchase, the

ance 10 the subsequent purchase. However, the amount

any down payment on the subsequent purchase shall be

xated in its entirety to such subsequent purchase.

(7) The provisions of subsections (3), (4). (5) and (6)

this section shall not apply to cases where such previ-

. and subsequent purchases involve equipment, parts, or

er goods attached or affixed to goods previously pur-

sed and not fully paid, or to services in connection

rewith rendered by the seller at the buyer’s request.

STORY: 1962 ¢ 136, § 2(13), ff. 1-1-63

71300 Requisites of retail charge agreement

1) Each retail charge agreement shall be in writing
signed by the buyer. A copy of any such agreement
uted on or after Januaty 1, 1963, shall be delivered or
'ed to the buyer by the seller prior to the date om
th the first payment is due thercunder. Any
10wledgment by the buyer of delivery of a copy of the
cment contained in the body thereof shall be in & size
dwnhsttcnpomtboldtypemdshnnappar
ctly above the buyer’s signature. No agreement ex-
od on or after January 1, 1963, shall be signed by the
tr when it contains dblank spaces to be filled in after it
been signed. The buyer’s acknowledgment, conforming
be requirements of this subsection, of delivery of a

copy of an agreement shall be presumptive proof, in any
action or proceeding, of such delivery and that the agree-
ment, when signed, did not contain any blank spaces as
provided in KRS 371.210 to 371.330. All retail charge
agreements executed on or after January 1, 1963, shall
state the maximum amount or rate: of the time price dif-
farential to be cbarged and paid pursuant thereto. Any
such agreement shall contain substantially the following
potice printed or typed in a size equal to at least ten
point bold type: “NOTICE TO THE BUYER—DO NOT
SIGN THIS AGREEMENT BEFORE YOU READ IT
OR IF IT CONTAINS BLANK SPACES. YOU ARE
ENTITLED TO A COPY OF THE AGREEMENT
YOU SIGN.”

(2) The seller shall promptly supply the buyer under
the retail charge agreement with a statement as of the end
of each monthly period, which need not be a calendar
month, or other regular period agreed upon in writing by
the seller and the buyer, in which there is any unpaid
balance thereunder, wlnch staternent shall recite the fol-
lowing:

(a) The unpaid balance under the retail charge agree-
ment ‘at the beginning and at the end of the period;

(b) Unless otherwise furnished by the seller to the
buyer| by sales slip, memorandum, or otherwise, a descrip-
tion or identification of the goods or services purchased
during the period, the cash sale price and the date of each
purchase;

(c) The payments made by the buyer to the seller and
any other credits to the buyer during the period; .

(d) The amount, if any, of any time price differential
for such period; and

(¢) A legend to the effect that the buyer may at any
time pay his total unpaid balance or any part thereof.

(3) A retail charge agreement may provide for, and the
seller or bolder may then, notwithstanding the provisions
of any other law, charge, collect and receive, in addition
to the cash price, 8 time price differential for the pnvﬂege
of paying in installments thereunder.

HISTORY: 1962 ¢ 136, § 3, 1. 1-1-63

371310 Assignment of contracts and agreements

Notwithstanding the provisions of any other law:

(1) An assignee may purchase or acquire or agree to
purchase or acquire any retail installment contract or n-
tail charge agreement or any indebtedness under either
from 8 sefler on such terms and conditions and for such
price as may be mutually agreed upon;

(2) Filing of the assignment, notice to the buy« of the
assignment and any requirement that the seller be de-
prived of dominion over payments upon & retail install-
ment contract or retail charge agreement, or over the
goods if returned to or repossessed by the seller, shall oot
be necessary to the validity of s written assignment of the
retail installment contract or retail charge agreement or
any indebtedness under either as against creditors, subse-
quent purchasers, pledgees, mortgagees and lien claimaats
of the seller; and

(3) Unless the buyer has notice of the lss:zmnent of
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his retail installment contract, retail charge agreement or
any indebtedness under cither, payment therefor made by
the buyer to the holder last known to him shall be bind-
ing upon all subsequent bolders.

HISTORY: 1962 ¢ 136, § 4, . 1-1-63
371320 Prior acts and agreements of retail bayer do
oot waive requirements of KRS 371.210 to 371330

No act or agreement of the retail buyer before or at
the time of the making of a retail installment contract, re-
tail charge agreement or purchases thereunder shall con-
stitute a valid waiver of any of the provisions of KRS
371.210 to 371.330 or of any remedies granted to the
buyer by law.

HISTORY: 1962 ¢ 136, § 5, eff. 1-1-63

371328 Operation of waiver of defense clsuse as to
defense acquired in third party materialmen's liea

No waiver of defense clause in any retail installment
contract shall operate to cut off any defense that an
owner-occupant of a single or double family dwelling or
the appurtenances or additions thereto may bave acquired
by virtue of & third party materialmen’s lien under KRS
376.010(4).

HISTORY: 1974 S 2, § 2, off. 6-21-74

371.330 KRS 371.210 to 371.330 do mot affect valid-
ity of pre-1963 contracts

The provisions of KRS 371.210 to 371.330 shall not
invalidate or make unlawful retail installment contracts or
retail charge agreements executed prior to January 1,
1963,

HISTORY: 1962 ¢ 136, § 7, ff. 1-1-63

371990 Penalties

(1) Any person who violates any of the provisions of
KRS 371.130, or assents to any such violation shall be
fined not less than fity nor more than two hundred dol-
lars for each offense. -

(2) Any person who shall willfully and intentionally vi-
olate any provision of KRS 371.210 to 371.330 shall be
guilty of a misdemeanor and upon conviction shall be
punished by a fine not exceeding five hundred dollars or
by imprisonment for not more than six months, or both.

(3) Any person who violates any provision of KRS
371.210 t0 371.330 except as & result of an accidental or
b.omﬁdemshallbebaned&omtherwovuyoflny
time price differential, or any delinquency or collection
charge under or in connection with the related retail in-
stallment contract or retail charge agreement; but the
bolder may npevertheless recover from the buyer an
amount equal to the cash price of the goods or services
and the cost to the seller or holder of any insurance in-
cluded in the transaction.

(4) Notwithstanding the provisions of subsections (2),

B

(3) and (4) of this section, any failure, other than a wxllful
and intentional failure, to comply with any provision of
KRS 371.210 to 371.330 may be eon'ected.?mhm ten
days after the holder is notified thereof in writing by the
buyer and, if so corrected, neither the seller nor the
holder is subject to any penaity under subsections ). 3
and (4) of this section.

HISTORY: 1962 c 136, § 6, eff. 1-1-63
KS 4758a-3
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INSTALMENT SALES CONTRACT

190.090 Definitions for KRS 190.090 to 190.140

As used in KRS 190.090 to 190.140 unless the context
or subject matter otherwise requires:

(1) “Person”™ means an individual, partnership, corpora-
ion, association, and any other group however organized.

(2) Retail instalment sale™ means any sale for other
han business or commercial use evidenced by a retail
nstalment contract wherein retail buyer agrees to buy and
etail seller agrees to sell a motor vehicle at a time sale price
xayable in two or more instalments. The cash sale price of
he motor vehicle, the amount, if any, included for insur-
ince and other benefits, ofTicial fees and the finance charge,
hall together constitute the time sale price.

(3) “Retail instalment contract™ means any agreement,
ntered into ia this state, evidencing a retail instalment sale
f a motor vehicle, other than for the purpose of resale,
ursuant to which title to, or a lien upon the motor vehicle
s retained by the retail seller as security for the retail
uyer's obligation. This term includes a mortgage, condi-
ional sale contract or any contract for the bailment or
easing of a motor vehicle by which the bailee or lessee
ontracts to pay as compensation for its use a sum substan-
ially equivalent to the time sale price of the motor vehicle
nd by which it is agreed that the bailee or lessee is bound
o become, or has the option of becoming, the owner of
uch motor vehicle.

(4) “Motor vehicle™ means any device in, upon, or by
vhich any person or property is, or may be transported or
irawn upon a bhighway. The term does not include self-
ropelled wheelchairs and invalid tricycles, tractors, power
hovels, road machinery, implements of husbandry and
ther agnicultural macbinery, or other machinery not
esigned primanly for highway transportation but which
nay incidentally transport persons or property on a high-
vay, or devices which move upon or are guided by a track
r travel through the air. A moped as defined in KRS
90.010 shall be subject to the same requirements as a
notor vehicle under this section.

(5) “Retail seller™ or “seller” means a person who sells
r agrees to sell a motor vehicle under a retail instalment
ontract to a retail buyer.

(6) “Retail buyer”™ or “buyer”™ means a person who buys
r agrees to buy a motor vehicle from a retail seller not for
he purpose of resale and who executes a retail instalment
ontract in connection therewith.

(7) “Sales finance company™ means a person engaged in
he business of creating and holding or purchasing or
cquiring retail instalment contracts from a retail seller.
he term includes a bank, trust company, private banker,
ndustrial bank, investment company or national bank, if
D engaged.

(8) “Cash sale price™ means the price at which the seller
rould in good faith sell to the buyer, and the buyer would
2 good faith buy from the seller, the motor vehicle which is
he subject matter of the retail instalment contract, if such
ale were a sale for cash, instead of a retail instalment sale.
he cash sale price may include any taxes, registration fees,
ertificate of title fees, if any, license fees, charges for deliv-
1y, servicing, repairing, or improving the motor vebicle,
ncluding accessories and their installation.

(9) “Official fees™ means the fees prescribed by law for
ling, recording or otherwise perfecting and releasing or
atisfying a retained title or a lien created by a retail instal-
yent contract.

B

(10) “Fipance charge™ means that part of the time sale
price by which it exceeds the aggregate of the cash sale
price, the amount, if any, included for insurance and other
benefits and official fees included in the retail instalment
sale. |

(11) Words in the singular include the plural and vice
versa.

HISTORY: 1983 ¢ 391, § 1, eff. 7.13-84
1978 H 25, § 11; 1956 ¢ 108, § 1

190.100 lastalment contracts

(1)(a) Every retail instalment contract shall be in writing
in at least eight (8) point type, shall contain all the agree-
ments of the parties, shall be signed by the retail buyer, and
a copy thereof shall be furnished to such retail buyer at the
time of the execution of the contract.

(b) No provision of a retail instalment contract which
purports to provide for the inclusion of title to or a lien
upon any goods other than the motor vehicle, accessories
and special or auxiliary equipment used in connection
therewith which either are the subject of the retail instal-
ment sale or are substitution in whole or in part therefor, as
security for payment of such time sale price shall be valid or
enforceable; but the other provisions of the retail instal-
ment contract shall not be afTected thereby.

(¢) No provisions for confession of judgment, power of
attorney therefor, or wage assignment contained in any
retail instalment contract shall be valid or enforceable.

(d) If the finance charge applicable to a retail installment
contract has been determined by a pre<computed method,
the holder of a retail instalment contract may collect a
delinquency and coBlection charge on each instalment in
arrears for a period not less than ten (10) days in an amount
not in excess of five percent (5%) of each instalment or five
dollars ($5.00), whichever is the less. In addition to such
delinquency and collection charge, the retail instalment
contract may provide for the payment of attorneys’ fees not
exceeding fifteen percent (15%) of the amount due and
payable under such contract where such contract is referred
to an attomey not a salaried employe of the holder of the
contract for collection, plus the court costs.

{¢) Unless notice has been given to the retail buyer of
actual or intended assignment of a retail instalment con-
tract, payment thereunder or tender thereof made by the
retail buyer to the fast known holder of such contract shall
be binding upon all subsequent holders or assignees.

() Upon written request from the retail buyer, the
holder of the retail instalment contract shall give or forward

. to the retail buyer a written statement of the total amount

unpaid under such contract. A retail buyer shall be given a
written receipt for any payment when made in cash.

(2) The retail instalment contract sball contain the
following . .

(3) The cash sale price of the motor vehicle which is the
subject matter of the retail instalment sale;

(b) The amount of the retail buyer’s down payment,
whéther made in money or goods, or partly in money or
partly in goods; .

(c) The difference between paragraphs (a) and (b) of this
subsection; .

(d) 1. Amount, if any, included for insurance and other
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benefits;

Z. Types of coverage and benefits;

(e) OffTicial fees as defined in KRS 190.090;

(f) Principal balance, which is the sum of paragraphs (c),
(d), and (e) of this subsection.

{3) The retail instalment contract shall contain a definite
statement in twelve (12) point bold type or larger, that the
insurance, if any included in the retail instalment sale pro-
vides or does not provide coverage for personal liability
and property damage caused to others, as the case may be.

(4) The amount, if any, included for insurance, shall not
exceed the premiums chargeable in accordance with appli-
cable rate filings made with the commissioner of insurance.
Every retail scller or sales finance company, if insurance on
the motor vehicle is included in a retail instalment contract
shall within thirty (30) days after execution of the retail
tnstalment contract send or cause to be sent to the retail
buyer a policy or policies or certificate of insurance, which
insurance shall be written by a company authorized to do
business in this state, clearly setting forth the amount of the
premium, the kind or kinds of insurance and the scope of
the coverage and all the terms, exceptions, limitations,
restrictions and conditions of the contract or contracts of
the insurance. The buyer of a motor vehicle under a retail
instalment contract shall have the privilege of purchasing
such insurance from an agent or broker of his own selection
and of selecting an insurance company acceptable to the
seller; provided, however, that the inclusion of the insur-
ance premium in the retail instalment contract when the
buyer selects the agent, broker or company, shall be
optional with the seller. If any such policy is canceled, the
uneamed insurance premium refund received by the holde
of the contract shall be credited to the final maturing instal-
ments of the retail instalment contract. .

(5) Any sales finance company hereunder may purchase
or acquire from any retail seller any retail instalment con-
tract on such terms and conditions as may be agreed upon
between them. No filing of the assignment, no notice to the
retail buyer of the assignment, and no requirement that the
retail scller shall be deprived of dominion over the pay-
ments thereunder or the goods covered thereby if repos-
sessed by the retail seller shall be necessary to the validity of
a written assignment of a retail instalment contract as
against creditors, subsequent purchasers, pledgees, mortga-
gees and lien claimants of the retail seller.

(6) An acknowledgment in the body of the retail instal-
ment contract by the retail buyer of the delivery of a copy
thereof shall be conclusive proof of delivery in any action
or proceeding by or against any assignee of a retail instal-
ment contract.

HISTORY: 1984 ¢ 391, § 2, eff. 7-13-84
1956 ¢ 105, § 2 -

190.110 Finance charges; rates; computation

(1) The finance charge in a retail instalment sale shall
not exceed the following rates:

Class 1. Any new or used motor vehicle designated by
the manufacturer by a year model not earlier than the year
in which the sale is made— eleven dollars ($11.00) per one
hundred dollars ($100).

Class 2. Any new motor vehicle not in class I and any
used motor vehicle designated by the manufacturer by a
year model of one (1) or two (2) years prior to the year in
which the sale is made—thirteen dollars ($13.00) per one
hundred dollars ($100).

Class 3. All other motor vehicles not in class | or 2—
fifteen dollars ($15.00) per one hundred dollars ($100).
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(2) Such finance charge shall be computed on the princi-
pal balance as determined under KRS 190.100 (2) on con-
tracts payable in successive monthly payments substantially
equal in amount extending for a period of one (1) year. On
contracts providing for instalment payments extending for
a period less than or greater than one (1) year, the finance
charge shall be computed proportionately.

(3) When a retail instalment contract provides for une-
qual or irregular instalment payments, the finance charge
shall be at the effective rate provided in subsection (1) of
this section, having due regard for the schedule of payment.

(4) The finance charge allowed by this section may be
precomputed by using an add-on method. Altemnatively,
the seller may, at his option, compute the finance charge on
a simple interest basis, at a fixed or variable rate, but in
such case the amount of finance charge that the seller may
collect shall not exceed the amount that could be collected
if the finance charge were pre<computed.

HISTORY: 1984 ¢ 391, § 3, eff. 7-13-84
1980 ¢ 321,§ 2; 1956 ¢ 105, § 3

190.120° Paymeat in full before maturity

(1) If the finance charge applicable to the retail instal-
ment contract has been determined by a pre-computed
method, the retail buyer may pay in full at any time before
the stated maturity date and upon such prepayment in full
the retail buyer shall receive a refund of a portion of the
finance charge computed in accordance with the Rule of
78’s. An acquisition cost of twenty-five dollars ($25) shall
be deducted {rom the finance charge before computation of
the refund. Where the refund is less than one dollar ($1.00)
no refund need be made and acceleration of the balance by
the seller, caused by the default of the buyer or otherwise,
shall not affect the date of computation. Any balance
remaining unpaid as of the stated maturity date shall then
be subject to accumulation of additional finance charges al
the rate specified in the contract.

(2) If the finance charge applicable to the retail instal-
ment contract has or will be determined by a simple interest
method, the retail buyer may pay in full at any time before
the stated maturity date without penalty, except that the
holder may collect and receive 2 minimum finance charge
of twenty-five dollars ($25) in any event.

HISTORY: 1984 ¢ 391, § 4, eff. 7-13-84
1956 ¢ 105, § 4

190.130 Exteasion, deferral or renewal; when; service
fee; additional charge

The holder of a retail instalment contract may, upon
agreement with the retail buyer, extend the scheduled due
flale. defer the scheduled payment of all or part of any
instalment payment or payments, or renew the balance ol
such contract. In any such case the holder may restate the
amount of the instalments and the time schedule therefor
and collect as a refinance charge for such extension, defer
ment or renewal, a flat service fee not to exceed five dollan
($5.00) and an additional finance charge computed at th¢
same rate and by the same method as originally set out it
the retail instalment contract computed from the date o



such extension, deferment or renewal.

HISTORY: 1984¢ 391, §5, eff. 7-13-84
1956 ¢ 105,85

190.140 Citation of KRS 190.090 to 190.140

KRS 190.090 to 190.140 may be cited as “The Motor
Vebicle Retail Instalment Sales Act.”

HISTORY: 1956 c 105, § 8, eff. 7-1-56
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360.150 Manuafactured bome financing

(1) As used in this section, unless the context otherwise
requires:

(a) “Lender” means a person regularly engaged in the
business of selling or financing manufactured homes:

1. Who is an arranger of credit; or

2. Who regularly extends consumer credit that is subject
to a finance charge or is payable by written agreement in
more than four (4) instaliments (not including a down pay-
ment) and to whom the obligation is initially payable,
either on the face of the note or contract, or by agreement
when there is no note or contract;

(b) “Interest™ means finance charge expressed as an
annual percentage rate. The finance charge is the cost of
consumer credit as a dollar amount. It includes any charge
payable directly or indirectly by the lender as an incident to
or a condition of the extension of credit;

(c) “Manufactured home™ means a moveable dwelling
unit, designed and constructed for permanent occupancy by
a single family, which dwelling contains permanent eating,
cooking, sleeping, and sanitary facilities; or a prefabricated
dwelling that is manufactured in two (2) or more modules
at a location other than a homesite and which is designed to
be used as a residence when the modules are transported to
the homesite, and the modules are joined together and
installed on a permanent foundation system. The term
includes the plumbing, heating, air conditioning, and elec-
trical systems contained in the structure; and

(d) “Manufactured home financing transaction™ shall
include both the credit sale of a manufactured home and a
direct loan used to finance the purchase of a manufactured
home.

(2) A manufactured home financing transaction may
provide for a fixed rate of interest payable in substantially
equal successive installments over a fixed term, or may
provide that the rate of interest may be adjusted at certain
regular intervals. In this latter event, the manufactured
home financing transaction shall be subject to the provi-
sions in this section.

(3) Adjustments in the ioterest rate charged must be
based on changes in a specific index, as set forth in the
financing agreement. The index may be only:

(a) The monthly average yield on United States treasury
securities adjusted to a constant maturity of five (5) years;
or

(®) An index apprc(ved by the federal home loan bank
board or by the office' of the comptroller of the currency,
department of the treasury, for adjustable or variable inter-
est rates on residential mortgage loans.

(4) The rate of interest shall not increase or decrease
during the six-month period beginning with the date of
execution of the financing agreement, and at least six (6)
- moanths shall elapse between changes.

(5) Adjustments, either up or down, to the rate of inter-
est on each adjustment date shall, for the initial adjustment,
be equal to the difference between the index value in effect
on the first day of the second calendar month preceding the
adjustment date and the value in effect on the first day of
the month in which the financing agreement is executed.
For adjustments after the initial adjustment, adjustments
shall be equal to the difference between the index value in
effect on the first day of the second month preceding the
adjustment date and the index value in effect on the first
day of the second month preceding the date of the immedi-
ately preceding rate adjustment.

(6) Where the stated regular interval between rate
adjustments is six (6) months, an adjustment to the interest
rate may not result in a rate of interest which is more than
one (1) percentage point greater or less than the interest rate
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in effect prior to such adjustment. If the stated regular
interval between rate adjustments exceeds six (6) months,
then the maximum adjustment either up or down shall be
one (1) percentage point multiplied by the number of whole
consecutive six (6) month periods in the interval between
rate adjustments.

(7) Any increase in the rate of interest permitted by this
section shall be optional with the creditor. Decreases in the
rate of interest shall be mandatory whenever the total
decrease in the index value equals or exceeds one-quarter
(Ys) of one (1) percentage point.

(8) If the creditor agrees to impose limitations on inter-
est rate changes that are more restrictive thap the limita-
tions specified in this section, then such limitations shall
apply to both increases and decreases.

(9) Any changes in the index which are not reflected in a
rate adjustment may, by agreement of the parties, be car-
ried over to subsequent rate adjustment periods, and be
implemented to the extent not ofTset by opposite movement
in the index. -

(10) By agreement of the parties, adjustments to the rate
of interest may result in changes in the amount of regular
installment payments due under the financing agreement,
or in changes in the term of the financing agreement, orina
combination of such changes in amount and term. Adjust-
ments to the amount of installment payments may be made
less frequently than adjustments to the interest rate,

(11) For all manufactured home financing transactions
under this section, the creditor shall comply with all appli-
cable requirements and disclosures pursuant to Part | of the
Consumer Protection Act (Truth-In-Lending Act) 15 USC
sec. 1601, et. seq., as amended, and as implemented by
Regulation Z promulgated by the board of governors of the
federal reserve system.

(12) The creditor shall send written notification of any
rate adjustment, by first class mail, postage prepaid, at least
one (1) month before the date that the new rate of interest
shall take effect. '

(13) Notwithstanding any of the requirements and limi-
tations set forth by subsections (3) through (12) of this
section, the parties may agree on any terms or provisions in
the manufactured housing financing agreement as may be
authorized or permitted in any program for residential
mortgage loans by the federal home loan bank board or by
the office of the comptroller of the currency, department of
the treasury, or any other federal department, agency or
board. In such event, the creditor shall comply with all
applicable limitations, requirements and disclosures of the
agency that relate thereto.

HISTORY: 1984c 197, § 1, efl. 7-13-84
1982 ¢ 335

NOTES ON DECISIONS AND OPINIONS

OAG 84-353. A manufactured hore financing transaction pro-
viding for a rate of interest that may be adjusted at certain regular
intervals is governed by the provisions of KRS 360.150. The manu-
factured home financing transaction providing for a fixed rate of
interest is governed by the Motor Vehicle Retail Installment Sale
Act, KRS 190.090 et seq.
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OVERVIEW
was a very active year in the field of consumer
- regulatory issues. The following is a summary of
ific areas in which changes became effective in 1988

to become effective in 1989.

. Fair Debt Collection Practices Act
FTC adopted and published Staff Commentary

. Equal Credit Opportunity Act -- Regulation B
Congress passed Women's Business Opportunity Act
of 1988 which contains an amendment to the Equal
Credit Opportunity Act. Congress directed the
Federal Reserve Board to expand Regulation B in
certain areas.

. Fair Credit Reporting Act

FTC proposed Official Staff Commentary

. Truth-in-Lending and Regqulation Z

A. Adijustable Rate Mortgages. The Federal

Reserve Board amended Regulation Z December 28,
1987. The final version of the Official
Commentary was published April 5, 1988.
Compliance became mandatory October 1, 1988.

B. Fair Credit and Charge Card Disclosure Act.

Congress passed this Act (HR515) which amended the
Truth-in-Lending Act. The Federal Reserve Board

proposed regulations implementing the Act.




(Note:

C. Home Equity Loans Consumer Credit Protection

Act of 1988. Congress adopted amendments to the

Truth-in-Lending Act (HR3013). The Federal

Reserve Board proposed amendments to Regulation Z.

As of the date this material was prepared, many of
the proposals, etc. were pending. It is
anticipated that most will become final by

mid-1989.)



FEDERAL FAIR DEBT COLLECTION PRACTICES ACT

SOURCE AND STATUS OF "THE LAW"

1.

The Fair Debt Collection Practices Act is set out at 15
U.S.C. 1692 et seq. The original version became
effective March 20, 1978. A significant amendment,
removing the exemption of attorneys-at-law from
coverage of the Act, became effective July 9, 1986.

On December 13, 1988, the Federal Trade Commission
published final "Statements of General Policy or
Interpretation Staff Commentary on the Fair Debt
Collection Practices Act" 53 FR 50097. The stated
intention was to supercede all previously issued staff
interpretations and to clarify and codify the
interpretations set out in the statement. .

The FTC originally proposed the Commentary on March 7
1986, and requested public comment. Four months later,
Congress removed the attorney-at-law exemption from the
coverage of the Act and the final version of the
Commentary was delayed until December 1988. The final
version added comments attempting to explain how the

Act applies to attorneys and the practice of law.

PRINCIPAL REVISIONS TO THE PREVIOUSLY PUBLISHED COMMENTARY

The

bulk of the proposed Commentary was adopted without

change but several areas were changed or qualified. A

summary of the principal revisions follows:




5.

The Commentary clarifies that a debt collector who
seeks location information by mail may identify his
employer when expressly asked to do so.

The Act requires a debt collector to contact a
consumer's attorney if the consumer advises that the
debt <collector is to contact <that attorney on all
future debts. The Commentary now provides that the
debt collector is not prohibited from contacting the
consumer at a "much later" time about another debt and
that it is the obligation of the consumer to remind the
debt collector that he is still represented by the
attorney.

An example has been added Ito clarify that the
consumer's consent to a third party contact need not be
in writing.

A comment has been added to clarify that the use of the
term '"personal" or "confidential" on a mailing envelope
does not violate the Act. This section reaffirms the
position that the intent of the Act is to prevent
language or symbols which would reveal that
communications pertain to debt collection -- not to
totally bar the use of harmless words or symbols on an
envelope.

A comment has been expanded to expressly declare that
any waiver of the venue provisions of the Act by the
debtor must be clear and furnished directly to the debt

collector and may not be in the credit contract.

Cc=2-



SPECIAL COMMENTS RELATING TO ATTORNEYS AND THE PRACTICE OF

Attorneys or law firms that engage in traditional debt
collection activities (sending letters, making
collection calls) are covered by the FDCPA but those
whose practice 1is 1limited to legal activities are not
covered.

A student 1loan 1is a "debt" covered by the Act.
However, alimony, tort claims and nonpecuniary
obligations are not covered.

A salaried attorney who collects a debt on behalf of
and 1in the name of his creditor/employer is exempt from
coverage of the Act.

Debt collectors (including attorney debt collectors)
are subject to the venue limitations of the Act.

An attorney may communicate with a witness in a law
suit that has been filed. (Editors Note: This comment
falls short of approving contact with a witness prior
to the filing of a law suit.)

A debt collector may place a public notice required by
law as a prerequisite to enforcing a debt.

An attorney debt collector must provide the required
validation notice even if a previous debt collector has
given such a notice.

An attorney debt collector may take legal action within
30 days of sending the required Qalidation notice even
if the consumer disputes the debt within that time

period.
C=-3-




If a judgment has been obtained in a forum that

satisfies the venue requirements of the Act a debt

collector may bring

another jurisdiction.

suit to

enforce the Judgment in



IT.

EQUAL CREDIT OPPORTUNITY ACT -- REGUILATION B

SOURCE AND STATUS OF "THE LAW"

The original Equal Credit Opportunity Act (15 U.S.C. 1691 et
seq.) became effective on October 28, 1975, and was later
amended, effective March 23, 1977. On October 25, 1988,
Congress adopted the Women's Business Ownership Act of 1988
(HR5050), which amended the Act again. =- The Federal
Reserve Board has not yet issued proposed amendments to
Regulation B.

DECLARED FINDINGS AND PURPOSES

Congress found that women-owned businesses have become a
major contributor to the American economy and despite much
progress, women, as a group, are subjected to discrimination
in entrepreneurial endeavors because of their gender.
Congress declared it was in the national interest to
expeditiously remove discriminatory barriers to the creation
and development of small business concerns owned and
controlled by women. The Act affects many areas and creates
a special National Women's Business Council. It amends the
Small Business Act and creates demonstration projects,
implements form simplification and establishes preferred
financing for women.

AMENDMENTS TO EQUAL CREDIT OPPORTUNITY ACT

The amendments set out in Section 301 of Title 3 of the Act

require significant changes in present business/commercial




lending practices.

1. Entities making business or commercial locans must
maintain records or other data relating to loans
to evidence compliance with the ECOA for a period
of at least one year. This represents a
significant expansion of the present record
retention requirement in Regulation B (Sec.
202.3(d) (3)(ii)) which requires that such records
be kept for only 90 days.

2. The Federal Reserve Board is also mandated to
provide regulations requir;ng that an applicant
for a business or commercial loan must receive a
written notice of the applicant's right to receive
a written statement of the reasons for the denial
of such 1loan. This represents a significant
departure from the requirements of <the present
Regulation B (Sec. 202.3(d)(3)(i)) since business
applicants are currently entitled to a statement
of the reasons for denial only if they request
such in writing within a 30 day period.

IMPLEMENTING REGULATIONS
At the time of writing, the Federal Reserve Board has not
proposed regulations implementing the changes mandated by

the Act.



IIT.

FAIR CREDIT REPORTING ACT

SOURCE AND STATUS OF "THE ILAW"

1. The Fair Credit Reporting Act 15 U.S.C. 1681 et seq.
became effective on April 25, 1971.
2. Oon August 25, 1988, the Federal Trade Commission

published Proposed Official Commentary to the FCRA ~--

53 FR 29696. The Comment period closed October 7,
1988.
3. An FTC Staff Attorney has unofficially advised that the

FTC received over 100 separate comments comprising over
600 pages 1in response to the proposal. The estimate
was that the Official Commentary should become final
"sometime during 1989".

PRINCIPAL CHANGES FROM PRIOR VIEWS

The following is a summary of some specific areas and
concepts addressed in the Proposed Commentary which are
different from those set out in present interpretations and
informal staff opinion letters.

1. The present concept of "pre—scfeening" is expanded to
include situations where demographic analysis is
performed in preparing the 1list, in addition to the
traditional credit screen by a consumer reporting
agency, and multiple 1lists of consumers, who meet
different creditworthiness criteria, are provided to a

client who intends to make different credit offers to




consumers, based on which c¢riteria they meet (for
example, offering each a credit card but with different
credit limits).

The Proposed Commentary expands the availability of
consumer reports to investigate welfare fraud by making
it clear that any public office charged with
determining a consumer's eligibility for such a benefit
can obtain a consumer report on that consumer.

Reporting of Chapter XIII or Wage Earner Plans can be
provided for a ten year period rather than the seven
year period previously approved.

The seven Yyear period for reporting a particular
account starts with the actual date the account was
"charged to profit or loss" or "placed for collection"
and not the date the consumer first became delinquent
on the account.

The Proposed Commentary rejects existing
interpretations and states that users of consumer
credit reports for purposes other than credit,
employment or insurance need not provide notices
concerning the use of such reports nor must consumer
reporting agencies require such users to send a notice.
The Proposed Commentary limits the right of an
individual consumer to dispute the accuracy or

completeness of items in his file. It provides that



the consumer may dispute only a particular obligation,
and may furnish a statement of extenuating
circumstances on a particular account and not on his
entire credit file generally.

If a user of a consumer report is considering whether
or not to promote a present employee but decides not to
promote or reassign that employee, the employee does
not have to be notified of the use of the consumer

report in the evaluation process.




Iv.

A.

ADJUSTABLE RATE MORTGAGES —-- REGULATION 2

SOURCE AND STATUS OF “THE LAWY

1.

The "changes" in this area were accomplished by direct
amendments to Regulation Z effected by the Federal
Reserve Board. The effective date of the original
amendments was December 28, 1987. However, financial
institutions had until October 1, 1988, to comply with
the new requirements.

The changes were basically ihplemented by making
additions to Sections 17 and 18 of the Regulation and
creating new Sections designated 19b and 20c. The
Official Commentary to the new Regulation Sections was

published in final form on April 4, 1988. 53 FR 11047.

COVERAGE AND SCOPE

1.

The amendments apply only to transactions in which the

debt bears interest at a variable rate.

Coverage is 1limited to closed-end transactions secured

by the consumer's principal dwelling.

a. All purchase money loans are covered as they have
always been.

b. (NEW) Now includes all loans using the consumer's
current principal dwelling as security, for
example: home improvement 1loans, general home

equity loans, etc.



3. The amendment does not apply if the term of the loan is
one year or less. Such loans are still covered by the

requirements of Section 226.18(f) (1).

C. 1Initial - Pre Application Disclosures (NEW CONCEPTS)

1. These new disclosures must be made to the consumer when
an application form 1is initially furnished or before
the consumer pays a non-refundable application fee,
whichever is earlier. (Note: This is not a
substitution for the timing requirements of furnishing

disclosures under Section 226.18(f) but in addition

thereto.)

a. Where the covered application reaches the
financial institution by telephone or by way of an
intermediary agent or broker, these initial
disclosures must be placed in the mail or
delivered to the consumer not 1later than three
business days after the creditor receives the
consumer's application.

2. The new disclosures fall into two general categories.

a. First, an ARM brochure or booklet describing in
general terms how a variable rate loan (an ARM)
works. The financial institution may use the
"Consumer Handbook on Adjustable Rate Mortgages"
developed by the Federal Reserve Board and the

FHLBB or may use a "suitable substitute".




b. Second, a "loan progranm"

detailed, specific
aspects of the program actually
financial institution. Separate

disclosures must be furnished to the

each "variable - rate program

consumer expresses an interest."

"loan program" disclosures may be

the consumer handbook.

The specific "loan program"
some thirteen different aspects of
institution's program, as applicable.

must address:
a. The

of the locan may change.

fact

disclosure containing

information about the major

offered by the
"loan program"
consumer for
in which the
The detailed

an insert into

disclosure must address

the financial

The disclosures

fact that the interest rate, payment or term

information about the index or

changes at the

nust be

index is internally defined,

b. The index or formula used in making adjustments
and a source of
formula. If the interesf rate
creditor's discretion, that
disclosed. If the
such

may either briefly describe the

that the rate changes are
discretion.
c. An explanation of how the

at the

interest rate

as by the creditor's prime rate, the creditor

index or state

creditor's

and

payment will be determined including a general



explanation of how the index is adjusted, for
example, by the addition of a margin.

A statement that the consumer should ask about the
current margin value and the current interest
rate. Since these disclosures can be preprinted
in advance, the statement is required to alert
the consumer to the fact that they should inquire
about the current margin value being applied to
the index.

The fact that the interest rate will be discounted
or has a premium added, and a statement that the
consumer should ask about the amount of the
discount or premium. This disclosure of course
applies only where the initial interest rate is
not determined by the index or formula used to
make later interest rate adjustments.

The frequency of interest rate and payment
changes. If interest rate changes will be imposed
more frequently or at different intervals than
payment changes, the financial institution must
reveal the frequency and timing of both types of
changes.

Any rules relating to changes in the index,
interest rate, payment amount, and outstanding
loan balance including, for example, an

explanation of interest rate or payment




limitations, negative amortization, and interest
rate carryovers. This section also applies to
preferred-rate employee loans where the rate will
increase if the employee leaves the financial

institution's employ, whether or not the

underlying rate is fixed or variable.

An historical example based on a $10,000.00 loan
amount illustrating how payments and <the 1loan
balance would have been affected by interest rate
changes implemented according to the terms of the
financial institution's loan program. The example
must be based on index values beginning in 1977
and updated annually until a 15 year history is
shown. The example must reflect all significant
loan program terms, such as negative amortization,
interest rate carryover, interest rate discounts
and interest rate or payment 1limitations, that
would have been affected by movement in the index
during the period. The disclosure must only
calculate the payments for the term of the loan.
If the index has not been available for 15 years,
the disclosure need only go back as far as the
values are available. Where interest rate
adjustments are implemented more frequently than
once a year, the disclosures shall assume that the

interest rate and payment resulting from the index
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value chosen will stay in effect for an entire
year for the purpose of calculating the 1loan
balance at the end of the year. For the purpose
of disclosure under this section the financial
institution must select a margin that has actually
been used during the six months preceding
preparation of the disclosure. That margin may be
used until the financial institution updates the
disclosure form to reflect the most recent index
values.

An explanation of how the consumer may calculate
the payments on the loan amount to be borrowed,
based on the most recent payment shown in the
historical example. The disclosure must explain
how the consumer may calculate his or her actual
monthly payment for a loan amount other than
$10,000.00 but the creditor is not required to
calculate the consumer's actual payment.

The maximum interest rate and payment for a
$10,000.00 1loan originated at the most recent
interest rate shown in the historical example and
the initial interest rate‘ and payment for that
loan, assuming maximum periodic increases in the
rate. In calculating the maximum payments the
financial institution shall assume that the

interest rate increases as rapidly as possible




under the 1loan program and the maximum payment
disclosure should reflect the amortization of the
loan during the period. " If the 1loan program
includes a discounted initial rate, the most
recent rate shown in the historical example should
be discounted by the amount of the discount
reflected elsewhere in the disclosure for the
purpose of making these calculations.

k. The fact that the loan program contains a demand
feature (Note: This would also have to be
disclosed in the standard disclosures given
later).

1. The type of information which will be provided in
Notices of Adjustments and the timing of such
notices (see section E). ’

m. A statement that disclosure forms are available
for the financial institution's other variable
rate loan programs. A financial institution must
inform the consumer that other closed-end variable
rate programs exist if they in fact do.

4, The Official Commentary provides sample language which
may be used to meet these disclosure requirements.
D. The "standard" or "Conventional" Disclosures
1. These new disclosure requirements have not eliminated

the standard or conventional disclosure form which has

been around for some time. Thus, as a general rule,



these disclosures must be made anytime before
"consummation" of the transaction, except in RESPA
transactions. As at present, in RESPA transactions
these disclosures must be given not later than three
days after the financial institution receives a written
application for credit.

The variable rate disclosures presently required by

Section 226,18 have been renumbered as Section

226,18(f) (1) and the financial institution will be

required to disclose only two matters in accordance

with the new Section 226.18(f) (2):

a. That the loan has an adjustable rate feature; and
b. That the variable rate disclosures have been

provided to the consumer earlier.

E. Subsequent or "After Closing" Disclosures.

1.

A new provision requires a notice or disclosure to the
consumer where an adjustment is made in the interest
rate, pursuant to the terms of the program.

Generally two timing rules apply to this notice.

a. If the interest rate may be adjusted more
frequently than the payment amount, the financial
institution must send at least one notice during
any year in which an interest rate adjustment has
been made with no corresponding change in the

payment amount.




The

If the payment amount is changed along with the
change in the interest rate, the notice/disclosure
must be sent each time there is an adjustment. It
must be delivered or placed in the mail at least
25, but no more than 120 calendar days, before a
payment in the new amount is due. This timing
provision is tied to the due date of the payment
rather than to the effective date of the interest
rate adjustment.

notice/disclosure must contain the following

information, as applicable:

a'

b.

The current and prior interest rates.

The index values upon which the current and prior
interest rates are based.

The extent to which the creditor has forgone any
increase in the interest rate.

The contractual effect of the adjustment in the
rate, including the amount of the payment due
after the adjustment is made and a statement of
the loan balance.

The amount of <the payment that would be required
to fully amortize the 1loan at the new interest
rate over the remainder of the loan term, if the
amount of that payment is different from the

amount actually required under the contract.
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V.

A.

FAIR CREDIT AND CHARGE CARD DISCIOSURE ACT —-- REGULATION Z

SOURCE AND STATUS OF "THE LAW"

1.

The Act (HR515) became law on November 3, 1988, and has
been numbered PL100-583. Proposed Regulations to
implement the Act were published by the Federal Reserve

Board on December 22, 1988. 53 FR 51785. The final

version 1is expected by April 3, 1989. Compliance will
likely be mandatory on or around August 31, 1989,
except for the special requirements governing
"applications and solicitations available to the
general public other than through the mail or
telephone". It is anticipated that those rules will
become effective around November 29, 1989.

The Act will be implemented by amending Regulation 2

and essentially adding one definition to Section 226.2,

creating a new Section 226.5a dealing with the

disclosure rules, and amending Section 226.9 dealing

with subsequent disclosure requirements.

The Act includes a definition for '"charge card".
Charge card is defined in the Act as a credit card (in
accordance with the present definition in Section

226.2(a)(15)) but one on which there is no finance

charge (as defined in the Regulation) assessed. The
Board proposes to modify this definition for clarity so
that the term charge card will be defined to mean a
credit card for an account on which no periodic rate is

used to compute a finance charge.

C-19




B.

NEW ACCOUNT SOLICITATION DISCLOSURES

l.

General Rules

a.

Certain required disclosures must be given in the
form of a table and in a prominent location when
provided on or with an application or
solicitation.

The disclosures must be given on or with the
application or with a solicitation which does not
require a written application.

If a fee under the plan is determined on a
percentage basis, that percentage may be disclosed
rather than the equivalent dollar amount.

In a multi-state solicitation, if certain fees
vary from state to state, the card issuer may
disclose the range of fees instead of the amount

of the fees.

Direct Mail Applications and Solicitations.

a.

The following disclosures, as applicable, must be

included with the application or solicitation:

i. "Annual Percentage Rate" and "Variable Rate
Information"

ii. "Membership Fees" expressed as an annualized
amount.

iii. "Minimum Finance Charge“
iv. "Transaction Fee for Purchases"
V. “"Grace Period for Purchases"

vi. "Balance Calculation Method for Purchases"
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vii. A statement that charges incurred by use of a
charge card are due upon receipt of the
Periodic Statement.

viii."Transaction Fee for Cash Advances"

ix. "Late Payment Fees"
X. "Over~-the-Credit-Limit Fees"
b. The terminology appearing above in quotations is

mandatory and must be used in the disclosures.
c. The disclosures identified in paragraphs i. though

vii. above must be in a tabular format. The

disclosures in paragraphs viii. through x. above

may be part of or outside of the tabular portion

of the disclosures.
Telephone Solicitations. In a telephone solicitation
to open a credit or charge card account, the card
issuer must orally disclose the same information which
is required to be in tabular form in a written
solicitation. These oral disclosures need not be given
if the card issuer does not impose an annual or other
periodic fee or does not impose the fee unless the
consumer uses the card. In that instance, the card
issuer must send written disclosures, conforming to the
Regulation, to the applicant with the card.
Applications and Solicitations Other than by Mail or
Telephone.

a. In this situation the creditor has three options:
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The creditor may provide the same disclosures
as are provided with a "direct mail"
solicitation. These disclosures must be on
or with the application and solicitation. 1In
addition, the disclosure statement must
indicate that the information was accurate as
of the date of printing; the date of
printing; that the terms are subject to
change after such date; and that the consumer
should contact the creditor for any changes
in the information disclosed.

As an alternative, the creditor may furnish
the disclosures which are currently required.
If these are provided with the application
and in a form that the consumer may keep,
then the creditor will have satisfied all of
the disclosure requirements of Section 226.6
of the Regulation. In addition to these
disclosures, the creditor is required to
disclose a toll-free number or a mailing
address for use in asking about changes in
the information disclosed.

As an alternative, the application or
solicitation must state in a prominent
location that there are costs associated with
the use of the credit or charge card and that

the applicant should contact the creditor to
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request specific information about those
costs. The creditor must furnish a toll-free
telephone number or an address to which the
applicant may write for the additional
information. This option is not available if
the card issuer includes on the application
or solicitation any of the credit disclosures
required by the Act.

5. Special Charge Card Rule When Card Issuer and
Person Extending Credit Not the Same Person.
Special disclosure rules are provided if the card
issuer and the person actually extending credit
under an open-end plan are not the same person,

such as private label cards.

C. SUBSEQUENT DISCLOSURE REQUIREMENTS

l'

If card issuer imposes any annual or other periodic fee
to renew a credit or charge card account the
requirements of this section are triggered.

a. Notice must be mailed or delivered to the card
holder at 1least 30 days before the renewal fee is
payable. The notice may be made on or with a
periodic statement.

b. The following information must be included in the
notice: when the account will expire if not
renewed; the same disclosures as are regquired on
"direct mail" solicitations; how the card holder
may terminate the account to avoid paying the

renewal fee.
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The required notice may be provided less than 30
days before the date the renewal fee is payable
but must be provided no later than the time the
periodic statement first disclosing the fee is
mailed or delivered. In this instance, the card
issuer must also disclose that the card holder has
30 days to avoid paying the fee and that the card
holder may use the card during the interim without

paying the fee.

2. Change in Credit Card Account Insurance Provider.

a.

If a card issuer proposes to change the provider
of credit insurance, notice of the proposed change
must be given not 1less than 30 days before the
change. The notice may be provided on or with the
periodic statement.

The notice must include the following, to the
extent applicable: any increase in the premium
rate or other costs as a result of the proposed
change; any substantial decrease or limitation in
coverage that will result from the proposed
change; and a statement that the card holder may
discontinue the insurance.

If the proposed change referred to in the notice
above actually occurs, then the card issuer must
also provide the card holder with an additional
written notice, no 1later than 30 days after the
change, which includes the following: the name

and address of the new provider; a copy of
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the new pelicy or group certificate containing the
basic terms of the insurancg including the premium
rate to be charged; and a statement that the card

holder may discontinue the insurance.




VI.

HOME EQUITY IOAN CONSUMER PROTECTION ACT 1988 —-~ REGULATION Z

SOURCE AND STATUS OF "THE LAW"

ll

The Act (HR301l1l) cleared through Congress on October 21,
1988, and was subsequently signed by the President.

On January 19, 1989, the Federal Reserve Board filed
proposed amendments to Regulation 2 to implement the

provisions of the Act. 54 FR_ 3063. Under the Board

filing, the proposal 1is open for public comment until
March 21, 1989.

Final adoption of these amendments is expected sometime
in May 1989. Immediate compliance by creditors will
likely be optional with mandatory compliance "around"

October 1, 1989.

GENERAL SCHEME -- SCOPE AND COVERAGE

1‘

The Act and the Regulation cover OPEN-END CONSUMER
CREDIT PLANS SECURED BY THE CONSUMER'S PRINCIPAL
DWELLING. Open-end credit is defined in Section
226.2(20) of Regulation Z.

Dwelling is a defined term under existing Regulation 2
Section 226.2(a) (18). In the existing Official
Commentary to the sections governing the right of
recission (Section 226.15(a) and 226.23(a)), the Federal
Reserve Board took a strong position and declared that a
consumer may have only one principal dwelling at a
time. This Act, however, furnishes an expanded

definition for principal dwelling, as it relates to
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an open-end account secured by that dwelling. In
Section 2c, the proposal declares that the term
principal dwelling includes "“any second or vacation home
of the consumer". Thus the disclosure obligations of
the creditor and the recission rights of the consumer
are expanded to include a second home for this type of
account.
The general scheme of the Act and Regulation is to
require disclosure of specific information at the time
an application is furnished to a consumer; to expand the
disclosures required for variable interest rate plans,
including a fifteen year history of changes in the
selected index; to impose duties on third parties who
provide applications to consumers; to inject additional
disclosures at the "pre-transaction" stage of the
relationship; to modify rules relating to advertisements
for home equity loans; and to impose certain substantive
limitations on the rights of creditors.
A creditor's substantive rights are severely limited by
the Act. It must follow these restrictions in:
a. terminating a plan and/or accelerating payment of
the outstanding balance:;
b. changing the terms of a plan after it has been
opened; and
c. choosing the index to be used in a variable rate

plan.




In addition, an affirmative obligation is created to
refund all fees paid by a consumer if he elects not to
establish the account because of a change in terms
between the time of application and consummation of the
arrangement.
C. APPLICATION DISCLOSURES
1. Timing and Format.

a. In addition to specific disclosures prepared by the
creditor, a consumer must also receive a brochure
which will be prepared by the Federal Reserve Board
(or a substantially similar brochure).

b. The initial disclosures and the brochure must be
furnished to the consumer before or with the
initial application for the home equity account.
If applications are disseminated by someone other
than the creditor or taken by telephone, the
creditor must then mail or deliver the disclosures
and the brochure to the consumer within three
business days after it receives the application
from the consumer.

c. Most of the required disclosures must be grouped
together and '"segregated" from all other contract
terms and material on the disclosure document.
While the Board intends to be flexible in allowing
explanatory information to be included with the
required disclosures, information on other aspects

of the plan that is not related to the disclosures,
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such as underwriting criteria, will not be

permitted.
d. In the application disclosures, certain of the
required disclosure items must be further

highlighted by placing them first, before the
others. These "preferred" disclosures notify the
consumer that he should keep a copy of the
disclosure, that he has a right to obtain a refund
of fees if terms change and he decides not to enter
into the arrangement, that he risks the loss of his
dwelling in the event of default and that the
creditor may terminate the plan or suspend future
advances under certain circumstances.

Content of the Disclosures. The creditor must provide

the following disclosures, as applicable:

a. A statement that the consumer should make or
otherwise retain a copy of the disclosures (it is
not necessary for the creditor to deliver these
disclosures to the consumer in a form that he may
retain).

b. A statement of the time by which the consumer must
submit an application to obtain the specific terms
as disclosed, and an identification of any
disclosed terms that are subject to change prior to
opening the account. In addition, a statement that
if a disclosed term changes prior to opening and

the consumer elects not to open the plan, that he
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may receive a refund of all fees paid in connection
with the application.

A statement that the creditor will acquire a
security interest in the .consumer's dwelling and
that 1loss of the dwelling may occur in the event of
a default.

A statement that the creditor may, under certain
circumstances, terminate the plan and require
payment of the balance in full; that the creditor
may prohibit additional extensions of credit or
reduce the credit 1limit under certain conditions;
and that the c¢reditor may modify certain terms.
This disclosure must also contain a statement that
on regquest the consumer may receive information
about the conditions under which these actions may
be taken.

A disclosure of the the payment terms of the plan
including the length of the plan and an explanation
of how the minimum periodic payments and timing of
the payments will be determined. If paying only
the minimum periodic payments will not repay the
principal, a statement of that fact, as well as a
statement that a balloon payment will result. 1In
addition, the disclosure must furnish an example
showing the minimum periodic payment and the time
it would take to repay $10,000.00 if the consumer
made only the minimum payments and obtained no

additional extensions of credit.
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A recent annual percentage rate for fixed rate
plans and a statement that the rate does not
include costs other than interest (for special
rules governing variable rate plans, see Section D
following).

An itemization of ény fees imposed by the creditor
stated as a dollar amount or a percentage and when
such fees are payable.

An estimate, stated as a dollar amount or range, of
any fees that may be imposed by persons other than
the creditor, as well as a statement that the
consumer may request a good faith itemization of
these fees.

If applicable, a statement that negative
amortization may occur and that if it does, it will
increase the principal balance thus reducing the
consumer's equity in his dwelling.

Any 1limitation on the total number of extensions of
credit and the amount of credit that may be
obtained during any time period, as well as any
minimum outstanding balance or any mnminimum draw
requirements.

A statement that the consumer should consult a tax
advisor regarding the deductibility of interest and

charges under the plan.




SPECIAL DISCLOSURES FOR VARIABLE RATE PLANS.

If the plan includes a variable interest rate then the

following additional information must be included on the

application disclosure statement.

1.

The fact that the annual percentage rate, the payment
amount or term may change.

A statement that the annual percentage rate does not
include costs other than interest.

Identification of the index used to make the rate
adjustments and a reference to a source of information
about the index.

An explanation of how the annual percentage rate will be
determined, such as by the addition of a margin.

A statement that the consumer should ask about the
current index value, the margin, and the annual
percentage rate.

If applicable, a statement that the initial rate is
discounted (or that a premium has been added) and the
period of time that this different initial rate will be
in effect.

The frequency of changes in the annual percentage rate.
Any rules governing changes in the index wvalue and
resulting changes, such as payment increase limitations
and interest rate carryover.

A statement of the maximum amount that the annual
percentage rate may change in any one year period or a

statement that no such 1limitation exists. Also, a
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10.

11,

12.

THE

l.

statement of the maximum rate that may be imposed under
each payment option.

The minimum periodic payment required when the maximum
annual percentage rate for each payment option is in
effect for a $10,000.00 outstanding balance and the
earliest date that the maximum rate may be imposed.

An historical table, based on an $10,000.00 extension of
credit, illustrating how the annual percentage rate and
the payments would have been affected by index value
changes implemented according to the terms of the plan.

A statement that rate information will be provided on or
with each periodic statement.
PRE-TRANSACTION DISCLOSURES.

Disclosures must be given to the consumer again at the
"closing" or at sometime prior to the first transaction
on the account. These disclosures are not governed by
the new "“segregation rule" but they must be in a form
that the consumer may keep.

At this point, the creditor must provide all of the
pre-application disclosures again along with the
disclosures currently required for open-end credit, to
the extent that they are not duplicative.

In addition, at this point the creditor must also
disclose a 1list of conditions under which the creditor
will be permitted to terminate the plan (those
conditions, of course, are subject to the new

limitations imposed by the Act). This requirement can
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F.

be met by ptoviding a separate list or by identifying
those provisions in the contract which contains such

provisions.

DUTIES OF THIRD PARTIES.

1.

A duty to provide the early disclosures is imposed on
third parties who provide applications to a consumer.
In addition to the disclosures, the third party must
also deliver the brochure.

A third party would be required to provide disclosures
only if that party has the disclosures for a creditor's
particular plan in its possession. Third parties would
not have an affirmative duty to obtain the disclosures
or to create a set of disclosures based on the
information which they possess about the program. On
the other hand, if a creditor supplies those disclosures
to the third party along with its application forms,
then the third party has the duty to deliver them.

Third parties who distribute applications but have no
disclosures must still give brochures to the consumer.

In all cases the creditor must mail or deliver the
disclosures to the consumer within three days after the

creditor receives the application.

LIMITATIONS ON CREDITORS RIGHTS AND NEW OBLIGATIONS.

These

new provisions generally go well beyond provisions

usually found in normal disclosure laws. Congress included

in the Act rather severe limitations on certain rights which



some creditors previously enjoyed under state law, and in

addition imposed an obligation to refund application and

origination fees in some circumstances.

1. Some portions of the Act are couched in language
referring to a creditor's actions, and other portions
refer to 1limitations on what may be contained in the
creditor's contract. Under the Board's proposal, these
substantive limitations would apply to both actions that
creditors may take and to provisions that may be set out
in the contract. These 1limitations equally apply to
assignees of the original creditor or any holders of the
contracts.

2. Choice of index. If the annual percentage rate may
change after the plan is opened, that change or the
calculation of that change must be based on an index
which 1is outside of the creditor's control and which is
readily available to the public. This provision
obviously prohibits a creditor from using its own prime
rate as the index or simply retaining the right to
change the rate at its discretion.

3. Terminating an account and/or accelerating payment of
the outstanding balance prior to the scheduled
expiration of the plan. The Act specifically prohibits
the creditor from taking this type of action subject to

three exceptions:
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a. The plan may be terminated if there has been fraud
or material misrepresentation by the consumer in
connection with the plan.

b. A creditor may terminate the plan if the consumer
has failed to meet the payment terms of the
agreement. The failure to make payments must be
actual failure as opposed to a simple error, like
sending the payment to an erroneous address.

c. The plan may be terminated if the consumer acts or
fails to act in a way that adversely affects the
creditor's security interest. For example,
termination would be permitted if the consumer
transfers title to the dwelling without permission
of the creditor or if the consumer fails to
maintain required insurance.

If any of these three conditions exists, a creditor may

also be able to take action short of terminating an

account or accelerating payment. These three events

would likely  constitute circumstances permitting a

creditor to prohibit additional extensions or to reduce

the credit 1limit. Finally, a creditor would not be
permitted to specify other events in the contracts which
would permit terminating an account or accelerating
payment. For example, the contract may not provide that
the account will be terminated and the balance
accelerated if a judgment is obtained against a consumer

by another creditor.
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Change in Terms. Generally, a creditor may not

unilaterally change the terms of the plan after the

account is opened. There are several exceptions to this
rule:

a. Events provided for in the contract. The Board
feels the 1legislative history makes it clear that
the Act did not intend to prohibit a creditor from
implementing specific changes that are contemplated
by the parties upon the occurrence of a specific
event. However, both the triggering event and the
resulting modification must be set out with
specificity. The Board proposes two limitations in
this area. First, that the creditor would not be
permitted to include "boiler plate" language
reserving the right to make changes. ’Second,
creditors would not be permitted to include any
events which the Regulation expressly 1limits or
restricts.

b. Changes made by mutual written agreement. The
proposed Regulation allows the terms of the plan to
be changed if the consumer expressly agrees in
writing to the change.

c. Insignificant changes. Changes in insignificant
terms would be allowed. This proposal is aimed at
operational problems such as changing the address
of the <creditor for the purpose of sending

payments.




d. Substitution of index. The Regulation proposes
that the creditor may change the index or margin if
the original index becomes unavailable, so long as
the new index and margin result in a rate similar
to the rate in effect at the time the original
index became unavailable.

e. Beneficial changes. Creditors would be permitted
to make any changes that "unequivocally benefit"
the consumer so 1long as that change is beneficial
for the entire term of the agreement.

£. Changes due to default and other events. The
creditor may prohibit additional extensions or
reduce the credit limit in four circumstances: if
the value of the dwelling declines significantly
below the property's appraised value as used for
the plan; if the creditor reasonably believes the
consumer will be wunable to fulfill the repayment
obligations under the plan due to a material change
in his financial circumstances; if the consumer is
in default of any material obligation under the
agreement; or because action by a governmental body
precludes the creditor from imposing the agreed
upon annual percentage rate.

Refund of fees. If a disclosed term (other than a

variable interest rate) changes between the time the

disclosures are provided to the consumer and the time

the plan is opened and, as a result of the change, the
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consumer elects not to enter into the plan, then the
creditor must refund any fees paid in connection with
the application, such as credit report fees and
appraisal fees, whether paid directly to the creditor or
to third parties. Finally, neither the creditor nor any
other party may impose a nonrefundable fee in connection
with an application until three business days after the
disclosures and brochure have been provided to the

consumer.

H. ADVERTISING RULES

1.

The present advertising rules will be expanded. Any
reference to a payment term in a home equity
advertisement will "trigger" further disclosures,
including 1loan fees, estimates of other fees and for
variable rate plans the maximum rate that may be imposed
under the plan.

If an advertisement states a payment amount, it must
also state, if applicable, that the plan contains a
balloon payment.

If any of the "triggering terns" are stated
affirmatively or negatively, further disclosures must be
given. For example, if the creditor states "no annual
fees", then the additional disclosures must be included
in the advertisement.

Creditors are prohibited from misleading advertising,

particularly using such terms as "free money".




If an advertisement makes any statements regarding tax
deductibility of the interest or charges, that
advertisement nmust not be misleading about the
deductibility. The Board suggests that such an
advertisement should include a statement that the
consumer should consult a tax advisor regarding the

deductibility of those amounts.
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II.

I11.

Iv.

THEORIES OF EMPLOYMENT DISCRIMINATION
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THEORIES OF EMPLOYMENT DISCRIMINATION
THAT MAY AFFECT HIRINGS, PROMOTIONS & TERMINATION

I. EMPLOYMENT DISCRIMINATION T.AWS

State and Federal laws prohibit discrimination in terms and

conditions of employment on the basis of race, sex, adge,

national origin, religion or handicap.
- Covers all employment decisions including compensation,
hiring, firing, promotions, transfers, job assignments,

discipline, benefits, etc.

Federal Statutes

1. Title VII of the Civil Rights Act of 1964, 42 U.S.C.

Sec. 2000e et seq.

a. Protects employees from discharge or discipline
because of their race, color, sex, religion or

national origin.

2. Civil Rights Act of 1866, 42 U.S.C. Sec. 1981.

a. The statute gives non-white citizens the right to
contract, sue, participate in legal proceedings
and enjoy the full benefits of the law. Since

\employer and employee relationships have been

found to be contractual in nature, this statute




has been found to apply to cover employment

practices.

3. Civil Rights Act of 1871, 42 U.S.C. Sec. 1983/1985.

a.

Protects employees from discriminatory employment
actions when such actions amount to a deprivation
of any right provided undér federal law or the
constitution, provided that the employer is acting
under the color of state law. Covers race and sex

discrimination by public employers.

4. Executive order No. 11246.

a.

Prohibits discrimination in employment, including
discharge, on the grounds of race, color,
religion, sex and national origin. Covers
government contractors and subcontractors holding

a contract valued at $10,000.00 or more per annum.

5. Egqual Pay Act of 1964, as amended, 29 U.S.C. Sec. 225

a.

Prohibits discrimination in compensation on the
basis of sex where employees of the opposite sex
perform equal work on jobs which require equal
skill, effort, and responsibility which are

performed under similar working conditions.



6. Age Discrimination in Employment Act of 1967, As

Amended, 29 U.S.C. Sec. 621 et seq.

a. Protects employees between the ages of forty and
seventy from discrimination in terms and
conditions of employment, including discharge on
account of age. Applies to public and private
sector employers with twenty or more workers for

twenty weeks per year.

7. Rehabilitation Act of 1973, 29 U.S.C. Sec. 701 et seq.

a. Protects employees from discrimination in terms
and conditions of employment, including discharge
because of handicapped status. Applies to Federal
agencies, executive branch departments and private
employers performing under a federal contract or

subcontract exceeding $2,500.00.

c. State lLaws and Local Ordinances
1. Fair employment Laws:
a. Approximately forty five states have their own

statutes prohibiting discrimination in employment.
In Kentucky, see KRS Chapter 344. As a general
rule, these laws are patterned after Title VII,

although many are more substantively expansive.

D-3




Some states, such as Kentucky, provide for a
private right of action in state court. KRS
344.450.

b. Many metropolitan areas, such as Louisville and
Lexington, Kentucky, also have local ordinances

prohibiting discrimination in employment.

II. DEFINING UNLAWFUL DISCRIMINATION

A.

Disparate treatment

Intent may be inferred from circumstantial evidence showing
that the plaintiff was treated differently than similarly

situated persons with other racial, religious, or gender

characteristics. (McDonnell Douglas, infra at 411)

Focus is on actions from which discrimination can be

inferred.

Must be consistent in disciplining employees to avoid

disparate treatment claims.

Court will also look for deviations from established Company

policy or practice.



- Must be able to explain and distinguish any

deviation from Company policy.

Establishing a Prima-Facie Case

The pivotal case addressing Title VII claims is

McDonnell Douglas v. Green, 411 U.S. 792 (1973) which

laid down a four part test to be utilized in
establishing a prima facie discrimination case under

Title VII.

The complainant in a Title VII case carries the initial
burden of establishing a prima facie case. A prima
facie case may be established by utilizing the

following test laid out in McDonnell Douglas.

a. Complainant belongs to a racial minority.

b. He applied for and was qualified for a job for

which the employer was seeking applicants.

c. Despite his qualifications, he was rejected; and

that,




B.

d. After his rejection, the position remained open
and the employer continued to seek applicants from

persons of complainants qualifications.

Note: The formula deals on its face only with refusal to
hire. However, it has been held to apply, with appropriate
modifications, to discriminatory practices in promotions and

terminations.

For example: In Texas Dept. of Community Affairs v.
Burdine, 450 U.S. 248 (1981) the court held that "an

employer is not required to hire minority group or female
applicants whenever that applicant’s objective
qualifications are equal to those of a white male applicant,
but ratﬁer the employer has discretion to choose among
equally qualified candidates so long és the decision is not
based on unlawful criteria". Here, a female employee
claimed that her employer’s failure to promote, and
subsequent decision to terminate her, had been predicated on

gender discrimination in violation of Title VII.

Disparate Impact

- Unlawful discrimination can be found in a Company
policy or practice which is neutral on its face, i.e.
applied equally to all employees, but affects minority
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or other protected employees at a greater rate (e.qg.
terminations because of arrest or conviction; requiring

high school diploma)

- If minorities or other protected groups are
disproportionately affected then policy must be job

related and justified by business necessity.

For example, in Griggs v. Duke Power Co., 402 U.S. 424
(1971) the court held that "an employer violated Title VII

by requiring a high school education or passing a
standardized general intelligence test as a condition of
employment in or transfer of jobs, where (1) neither
requirement is shown to be significantly related to
successful job performance, (2) both requirements operate to
disqualify Negro applicants at substantially higher rate
than white applicants, and (3) jobs in question formerly had
been filled only by white employees as part of long-standing
practice of giving preference to whites". The court
determined that the company had openly discriminated against
blacks due to the disparate impact of the educational and

testing requirements of the company. See also, Connecticut

v. Teal, 457 U.S. 440 (1982).

In Watson v. Ft. Worth Bank & Trust, U.S. 47, FEP

Cases 103 (1988), the U.S. Supreme court was faced with
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addressing the issue of whether or .not an employer’s policy
of leaving promotion decisions to the unchecked discretion
of lower-level supervisors raised an inference of
discriminatory conduct. The court reasoned that "the
necessary premise of the disparate impact approach is that
some employment practices, adopted without deliberately
discriminatory motives, may in operation be functionally
equivalent to intentional discrimination". (Watson at 105).
Of major significance in the Watson case is the
determination that the disparate impact analysis is no less
applicable to subjective employment criteria than to
objective or standardized tests. This was the first case in
which the court approved the use of disparate impact

analysis in evaluating subjective selection practices.

Retaliation

- Title VII and the ADEA prohibit employers from
retaliating in any way against an employee who has
filed an EEO charge or had complained to management
about alleged discrimination. See, 42 U.S.C. Sec.

2000e(a) (1982) and 29 U.S.C. Sec. 23(d).

- Complainant could win underlying charge and lose on
retaliation claim.
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Must treat charging party the same as other employees.
Can still discipline and/or discharge if necessary so
long as consistent with company policy (such actions

should be reviewed with your attorney).

In Holsey v. Armour & Co, 683 F.2d 864, 1064 (1984) the

court determined that an employee who was forced to
terminate his employment with Armour & Co., due to the
employer’s adverse employment actions against the
complainant, was a violation of Section 704 (a) of Civil
Rights Act of 1964. The record disclosed that the
employer’s adverse employment actions toward the
employee were in retaliation for the employee’s
exercise of rights protected by the Act. 1In this case,
the employee had filed charges with the EEOC alleging
that the company’s policies and practices were
discriminatory in relation to its hiring, promotions
and other terms of employment because of the employee’s
race. The district court found that "because of
Holsey’s race and his efforts to challenge Armour’s
racial practices, Armour denied him the opportunity to
exercise his bumping privileges in the sausage
department to avoid a layoff in the beef department".

Armour at 1070; see also, Day v. Wayne County Board of

Auditors 749 F.2d 1199 (1984).
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D.

Sexual Harassment ¢

Two forms

a. Where the employee is threatened with or suffers a
tangible job detriment in retaliation for refusing
to accede to sexual demands ("quid pro quo"

cases); and,

b. Where no tangible job loss occurs, but the
harassment creates an offensive or abusive

environment (hostile work environment).

Sexual harassment includes unwelcome sexual advances,
requests for sexual favors, and other verbal or
physical conduct of a sexual nature. Such activity is

considered harassment when,

a. submission to such conduct is explicitly or

implicitly a term or condition of employment;

b. submission to or rejection of such conduct is a

basis for employment decisions affecting the

employee; and,
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such conduct has the purpose or effect of
unreasonably interfering with an individual’s work
performance or creating an intimidating, hostile,
or offensive work environment. (EEOC Guidelines on

discrimination based on sex, 29 CFR 1604.11)

Sexual Harassment As Prohibited Activity

In Meritor Savings Bank v. Vinson, 477 U.S. 57 (1986)

the U.S. Supreme Court finally put to rest the question

of whether sexual harassment is a prohibited activity

under Title VII. The court stated that,

Title VII forbids sexual harassment in the form of
offensive or abusive work environment, since the

law covers "terms and conditions of employment".

In order for the offensive conduct to constitute
sexual harassment, it must be sufficiently severe
or pervasive to alter the conditions of the
recipient’s employment and create an abusive

working environment.

The crucial issue concerns whether the sexual

advances are unwelcomed by the employee and not
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whether the employee submitted to the sexual

advances voluntarily.

Evidence of the complainant’s sexually provocative
speech or dress may be relevant and admissible
upon discretion of the trial court, in determining
if the sexual advances were unwelcomed by the

recipient.

Employers are not automatically liable for sexual
harassment by supervisors (issue to be addressed
on a case by case basis utilizing agency
principles). Moreover, failure of the complainant
to notify the employer of the sexually harassing
conduct does not necessarily insulate the employer

from liability.

Whether the company has an appropriate policy and
procedure which encourages victims of harassment
in coming forward with their complaints is highly

relevant in determining employer liability.
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Elements of "Hostile Work Environment and "Quid Pro

Quo" Actions

In Rabidue v. Osceola Refining Co., 805 F.2d 611 (Sixth

Cir. 1986), the court set out the elements which must
be proved in a hostile work environment and a quid pro
quo case. The court stated that the complainant must

prove;

a. they belong to a protected group:;

b. the employee was subjected to unwelcome sexual
harassment (that the Employee did not solicit or
invite, and regarded the sexual advances as

undesirable or offensive);

c. that but for the complainant’s sex, they would not

have been the object of the harassment;

d. the harassment affected a term, condition or
privilege of employment, which altered the
conditions of employment and created an abusive

working environment;

e. the sexually harassing conduct of supervisors or
to workers was known to the employer.
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- The circumstances must be viewed from the perspective
of a reasonable person’s reaction to a similar
environment under similar or like circumstances. 1In
addition, the employee must be able to show that she
was actually offended by the alleged harassment and
suffered some degree of injury as a result of her
exposure to the work environment. Highlander v. FCC

National Management Company, 805 F.2d 644 (6th Cir.
1986).

- The elements for a "quid pro quo" case are the first
three listed above under hostile work environment, and

that,

a. the employee was deprived of a job benefit that
the employee was otherwise qualified to receive
based on the employer’s utilization of prohibited
criterion, or refusal of sexual favors, in making

the employment decision.

4. Employer Liability

- The harassment does not have to involve physical

assaults or even touching to warrant sanctions.
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An employer may be liable for sexual harassment
where the Company was aware of or reasonably
should have been aware of such harassment and

failed to take action.

Where the harasser is both an agent and
supervisor, the employer is not likely to escape
liability on the grounds that it had no knowledge
of the conduct. In such cases, the court will
impute the agent’s knowledge to the employer.

Yates v. Avco, 819 F.2d 630 (6th Cir. 1987).

Harassment could stem from customers.

Prevention

(1) Specifically include sexual harassment as a
prohibited activity in the employer’s written
non-discrimination policy. Also provide for
specific investigatory procedures to be

followed when a complaint is raised.
(2) Conduct training programs for supervisors and
management to advise them of the law, their

responsibility, and the consequences to the
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employer and the manager should sexual

harassment occur.

(3) Designate one member of management to receive
complaints of sexual harassment. This should
not be someone who by his or her position or
conduct would discourage employees from
coming forward with such complaints.
Employees should not be required to take
their sexual harassment complaints to their
supervisors because the harasser may be the

supervisor.

(4) Establish a procedure for the handling of
sexual harassment complaints which includes
proper documentation and a thorough
investigation. Avoid making the procedure
unduly complicated and once it is
established, be sure that it is followed in

each case.

(5) Take each complaint seriously. Advise the

complainant that an immediate investigation

will be conducted.
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(6)

(7)

(8)

(9)

Avoid any retaliatory actions against the

complainant.

In conducting an investigation and
determining what action should be taken, be

fair to both the complainant and the accused.

When credibility of the complainant and the
accused becomes an issue, ask if there are
any witnesses to substantiate the employee’s
charge. If there are no substantiating
witnesses, look for other indicia which would
support either party’s version of what
happened. This may require the investigator
to talk with people who are familiar with

both parties professional conduct.

If the investigation reveals that a
supervisor or other employee is guilty of
sexual harassment, appropriate action should
be taken immediately, including disciplinary
action against the harasser. Appropriate
disciplinary action will depend upon the
circumstances. Keep a written record of the
discipline taken and why, and let the
victimized employee know what has been done
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to protect his or her rights and personal

dignity.

(10) Be discreet in conducting the investigation
and do not reveal the complaint or other
information gathered during the investigation
to anyone in the company who does not need to

know.

- All complaints of racial and/or sexual harassment
should be investigated thoroughly, expeditiously and

seriously.
Racial Harassment

Harassment does not have to involve physical assaults or

even touching.

Discipline has been upheld for the use or making of racial

slurs shown or uttered to co-workers.

Title VII’s ban on race bias in terms and conditions of
employment extends to psychological as well as economic

impact of job. Butler v. Coral Volkswagen, Inc. 629 F.Supp
1034 (1986).
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For example, in Snell v. Suffolk County, 611 F.Supp 521

(1986), the court found that the County Corrections
Department violated Title VII by permitting a racially
hostile work environment. The facts established that
demeaning literature and epithets were sufficiently
continuous and pervasive to establish a concerted pattern of

harassment against black and hispanic officers.

1. Employer Liability

- However, in Ellison v. C.P.C. International, Inc., Best

Foods Div., 837 F.2d 355 (1984), the court ruled that

the mere existence of sporadic or isolated racial slurs
does not necessarily establish a Title VII violation,
particularly where management personnel are not
directly involved in making such slurs or in witnessing
them. The employer was not liable for any racist
atmosphere at its plant, since there was little
evidence that management was directly involved in any
racial jokes or that in any way condoned or tolerated

such behavior.
- Racially derogatory language in workplace can be
evidence of biased atmosphere, but isolated racial

slurs do not necessarily constitute Title VII
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violation. Powell v. Missouri State Highway
Transportation Dept., 822 F.2d 798 (1987)

F. Ade Discrimination

Employers are prohibited by the Age Discrimination in
Employment Act from discriminating against workers who

are 40 years of age or older.

Purpose of Act:

a. Promote employment of older persons based on

ability rather than age;

b. Prohibit arbitrary age discrimination in

employment.

Prohibited activities:

a. Failure or refusal to hire, to discharge or
otherwise discriminate against any individual with
respect to compensation, terms, conditions or
privileges of employment because of such

individuals age;

pD- 20



b. Operate a seniority system or employee benefit
plan that requires or permits involuntary

retirement.

For example, in Metz v. Transit Mix, 646 F.Supp. 286

(1987), the court found that cost cutting is not a
"legitimate, non-discriminatory reason" for discharging
an older employee while retaining younger, lower paid
employees who hold the same or similar positions with
the company. If the employer had terminated other
employees who were similarly situated and not members
of the protected group, due to the need to reduce
costs, then the employer prima facially would not have
violated the ADEA. Here, the court recognized the
employers need to control costs, but added that 1less
burdensome measures should be adopted before resorting

to "industrial capital punishment".

However, in DeSoignies v. Credit Lyonnais, 617 F.Supp
707 (1985), the court found that the employer, a bank,
had not acted in a discriminatory manner when it
discharged an older female bank employee. The court
noted that the employee had received several poor

performance reviews and was discharged based on her
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3.

unsatisfactory work performance, and not because of her

age.

Bona Fide Occupational Qualification Exception

If an individual is denied employment rights or
privileges due to his or her age, based on a bona fide
occupational qualification for a particular job, it is
not a violation of the ADEA (i.e. the position is

physically demanding).

For example, in EEQOC v. Missouri State Highway Patrol,

742 F.2d 447, sub nom, Price V. Witmer, cert denied,

474 U.S. 828 (1985), the court held that the maximum
hiring age of 32 for state highway patrolmen is a bona
fide occupational qualification ("BFOQ"), where this
maximum age insures that the patrol can take advantage
of the physical skills and abilities of younger persons
and also provide them with enough experience while
still relatively young to compensate for their
reduction in physical skills and abilities due to their
aging. The court reasoned that by hiring patrolmen at
a young age, they will gain enough experience to

compensate for their decreasing physical abilities due
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to aging. Therefore, the court held the age

requirement to be a BFOQ.

G. Handicap Discrimination

The Vocational Rehabilitation Act of 1973 prohibits

discrimination against handicapped persons under any

program or activity receiving Federal financial

assistance and federal contractors.

Requirements of the Act

What

Federal contractors must act affirmatively in

employing handicapped workers.
Handicapped persons not be excluded, from
participation in, or be denied benefits fronm,

programs solely because of their handicap.

The Act require employers to make reasonable

accommodations for handicapped persons.

Constitutes Protected Handicap

The handicap must be one which substantially
limits a life activity. See, Forisi v. Bowen, 749
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F.24d 931 (1986), where an employee who suffered
acrophobia, fear of heights, did not have a
protected handicap even though his condition
prevented him from performing his job as a utility
systems repairer. The court found that his
handicap did not substantially limit his life

activities.

A person afflicted with a contagious disease can
be considered a handicapped person under the Act.
(School Board of Nassau County v. Arline, 457 U.S.
1118 (1987) - a school teacher with recurring
bouts of tuberculosis was found to be protected

and was reinstated to her teaching position.)

However, the Civil Rights Restoration Act

of 1988, (Pub. Law 100-259 amending Title IX of the

Education Amendments of 1972, The Rehabilitation Act of

1973, The Age Discrimination Act of 1975, and Title VII

of the Civil Rights Act of 1964) exempts individuals

with contagious diseases from protection if they would

constitute a direct threat to the health or safety of

others.
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3.

4.

"otherwise Qualified Person"

If an individual is an otherwise qualified person
who can perform the essential functions of the
job, the employer must provide the individual with

a job he is qualified for.

Reasonable Accommodation

If the individual is not able to perform the
essential functions of the position, the employer
is obligated to reasonably accommodate the
individual to enable him/her to perform those
functions. (Accommodation is not reasonable when
it imposes undue financial and administrative

burdens on the employer. See, Arline, supra, at

81).

Employer generally not required to find another
job for an employee who is not qualified for the
job he was doing. Rehabilitation Act does not

contemplate reassignment as reasonable

accommodation. See, Dancy v. Kline, 639 F.Supp.

1076 (1987).
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For example, in Simon v. St. Louis County, Missouri, 735
F.2d 1082 (1984), a police department’s forceful arrest and

transfer requirements, which were the basis for the
department refusing to reinstate a paraplegic former
officer, were necessary to the essential functions of the
job, and therefore, the refusal to hire the handicapped
former officer was not a discriminatory action by the

department.

Discrimination Based On Religious Beliefs or Practices

- Title VII, as amended in 1972, affords protection
against discrimination in employment based on a

person’s sincerely held religious beliefs or practices.

1. Establishing A Prima Facie Case

a. Employee holds a bona fide religious belief that

conflicts with employee’s job.

b. Employee informed employer of the conflict and of
the religious nature of his beliefs and
activities. Turpin v. Missouri-Kansas-Texas R.
Co., 736 F.2d 1022, 1026; See also, EEOC

Guidelines Sec. 1605.2(c) (1).
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2. Sincerely Held Beliefs

- Religious practices and observances include moral
or ethical beliefs as to what is right and wrong
which are sincerely held with the strength of

traditional religious views. See, U.S. V. Seede,

380 U.S. 163 (1965).

3. Reasonable Accommodation

- It is an unlawful employment practice for an
employer to fail to reasonably accommodate the
religious practices of an employee or applicant,
unless the employer demonstrates that
accommodation would result in undue hardship to

the employer. Trans World Airlines, Inc. V.

Hardison, 432 U.S. 63 (1977).

- Employer must reasonably accommodate the
employee’s sincerely held religious beliefs - no
requirement that the company accept the employee’s

proposed accommodations. Ansonia Board of

§ Education v. Philbrook, 479 U.S. 60 (1986).
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- The employer is not required to do more than
deminimus and requiring more than that is an

"undue hardship". (See, Trans World, supra at 64).

- An employer is not required to force other
employees to change shifts to provide work hours
that would accommodate another employee. Everly

v. MBank Dallas, 843 F.2d 172 (1988).

4. Unemployment Compensation

- An employee who quits a job due to the employer’s
failure to accommodate a sincerely held religious
belief is entitled to unemployment compensation in
Kentucky. Lincoln v. True, 408 F.Supp. 22 (D.C. Ky

1975) .

I. Pregnancy Discrimination

- Discrimination based on pregnancy became an unlawful
employment activity in 1978 when the Pregnancy

Discrimination Act came into effect.
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The Act requires

Employers to treat pregnancy and childbirth the
same as other causes of disability under fringe
benefit plans and all other terms and conditions

of employment.

Prohibits terminating or refusing to hire or

promote a woman because she is pregnant.

Bars mandatory leaves for pregnant women
arbitrarily set at a certain time in their
pregnancy. The woman’s ability or inability to
perform a certain job function may not be
determined by the employer, instead it is up to
the woman’s doctor to determine when she should be

able to work or not work.

Protects reinstatement rights of women on leave
for pregnancy related reasons (including accrued
retirement benefits and accumulated seniority).
EEOC Guidelines-Discrimination Based on Sex, 29

CFR Sec. 1604, appendix.
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2. Abortion Exception

An employer is not required to pay health insurance
benefits for an abortion, unless the life of the mother
would be endangered by carrying the fetus full term or
where complications have arisen from a previous
abortion. EEOC Guidelines-Discrimination Based on Sex,

29 CRR Sec 1604, appendix.

IITI. EMPILIOYMENT AT WILL

- Traditional American Rule

An employee without a contract for a definite term can be

discharged for good cause, no cause, or even a morally wrong

cause. Production 0Oil Co. v Johnson, 313 S.W.2d 411 (1958).

- Kentucky adheres to the Employment at Will doctrine with

only specific exceptions.

A. Public Policy Exception

- The Kentucky Supreme court has held that discharged at-will
employees may maintain a civil action against their former
employers, based on a public policy exception to the at-will
doctrine, where;
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the alleged reason for the discharge was either the
employee’s failure or refusal to violate the law in the

course of employment; or
the discharge was for the employee’s exercise of a
right conferred by a well established legislative

enactment. Grzyb v. Evans, 700 S.W.2d 399 (1985).

In Firestone Textile Co v. Meadows, 666 S.W.2d 730

(1983), the Kentucky Supreme Court ruled that "Kentucky
continues to recognize the terminable at-will doctrine
except where the employer’s conduct violates
constitutionally protected activity or public policy as
established by legislative determination". The
plaintiff had'been injured at work and was discharged
in retaliation for asserting his right to medical
treatment and compensation under the Kentucky Worker’s
Compensation Act. The court determined that the
employee had a right to bring a tort action against his
former employer for wrongful discharge, since the
employer’s conduct violated public policy of Kentucky
against having injured employees becoming public
charges. According to the Kentucky Supreme Court,

"although the Worker’s Compensation Act does not
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specifically prohibit an employer from discharging an
employee for filing a claim, such a provision is
implied. If it were otherwise, the beneficent purposes
of the Act would often be effectively frustrated by
merely threatening employees with discharge".

(Firestone, supra at 667)

B. Employment Contracts

Vague, ambiguous, and general terms are usually too
indefinite to take an employee out of an at-will

status. Putnam v. Producers’ Livestock Marketing

Association, 75 S.W.2d 1075, 1076 (1934).

Offers of permanent or lifetime employment are not
enough to create an employment contract. Clay v.
Louigville & N.R. Co., 71 S.W.2d 617, 619 (1934); see

also, Shah, infra at 491.

Creating an employment contract

- Employers and employees may enter into a written
agreement terminable only in accord with the
express terms of the contract by clearly stating

their intention to do so, even thought there is no
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other consideration than services to be performed,
or promised, as expected by the employer, and
performed by the employee. Where such an
intention has been expressed, a definite term of

employment has been created. Shah v. American

Synthetic Rubber Corp., 655 S.W.2d 489 (1983).

- The duration of an employment contract must be
determined by the circumstances of each case,
depending on the understanding of the parties as
ascertained by inference from their written or
oral negotiations and agreements, the usage of
business, the situation and objectives of the
parties, the nature of the employment and all
circumstances surrounding the transaction. Putnam

V. Producer’s Live Stock Marking Association, 75

S.W.2d 1075, 1076 (1934).

- Based on the above referenced cases, an employment
contract may exist even in the absence of a formal

document.

2. Oral assurances altering employee’s at-will status

- In Hammond v. Heritage Communications, 756 S.W.2d
152 (Ky. Ct. App 1988), the court determined that
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an at-will employee had the right to establish
that her status was altered by oral assurances
from her employer and that she was working
thereafter under the terms of an oral contract for
a specific period of time. The facts established
that Shah’s supervisor told her that she would not
lose her job if her photograph appeared in
"Playboy Magazine". When the photo was released,

Shah was terminated.

- Thus, an employers failure to abide by his oral or
written representation concerning terms and
conditions of employment may result in a wrongful

termination claim against the employer.

C. Handbook Cases

- A majority of states have taken the position that
company manuals or handbooks constitute implied
contracts to which an employer is legally bound to

adhere.
- However, where the provisions in a manual or handbook
are too indefinite, vague, or lacking in specific

contractual terms, the manual will not establish
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contractual rights or obligations on the parties.

(Noxrk, infra at 825)

The mere declaration of the employer’s general approach
to specific employment situations will not create an

employment contract. (Nork infra at 825)

In Nork v. Fetter Printing Co, AND Scheurich v. Cross
Motors AND Baker v. Wal-mart Stores, Inc., 738 S.W.2d

824 (1987), the Kentucky Court of Appeals looked at
whether an employee handbook did, in fact, constitute a
contract of employment in three separate cases which

were consolidated on appeal.

In Nork, an employee filed a wrongful discharge claim
against Fetter Printing Company stating that the
employee handbook issued by Fetter created a contract
implied in fact. A section of the handbook prohibited
the employer from terminating the employee in the
manner he was terminated. The court held that the
statements in the handbook were not tantamount to
express a contractual agreement such that the
employee’s at-will position of employment was altered.
The handbook contained the following disclaimer, "It is
further agreed that this contract may be terminated at
will by either the employer or employee. The court
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held that disclaimers in such documents are effective,

valid and binding.

In Scheurich, the court again looked to the express
language of the handbook which provided clearly that
the handbook was not a contract of employment and that
as such, employment was terminable at will by either

the employee or the employer.

In Baker, the court noted the absence of any specific
"employment at will" language in the handbook but held
that the statements contained therein clearly stated
that continued employment depended on successful
performance and needs of the company. In so finding,
the court held that the language in the handbook did

not constitute a contract.

The dismissal of all three cases was affirmed. 1In its
holding, the Court of Appeals looked to the earlier
Shah case which essentially held that in order for the
contract of employment to exist between an employer and
an employee, there had to be clear evidence of intent

on the part of both parties to create a contract.

From the Nork decision it appears that handbooks and
policy manuals may constitute binding contracts between
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employers and employees if it is demonstrated that a
contractual relationship was the clear intention of the
participants. However, also apparent from the Nork
decision, to avoid possibly being subject to the
provisions of these types of documents, an employer
should include a clear disclaimer of any contractual

agreement between the parties.
IV. POTENTIAL LIABILITY TO COMPANY FOR UNLAWFUL DISCRIMINATION

- Backpay and lost benefits.
- Attorneys fees.

- Compensatory and punitive damages, humiliation damages.

V. PREVENTING AND STAYING AHEAD OF EEO COMPLAINTS AND UNJUST
DISCHARGE CIAIMS.

A. Designate someone to oversee discharge and disciplinary

actions.

- Someone has to take responsibility for assuring that

Company policies and procedures are adhered to.

- More input and authority should be given to the
personnel manager or other individual in charge of
employee relations.
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1. Managers and supervisors must be given training in how
to handle personnel decisions

- Employment action is frequently taken by manager
with little or no knowledge of the EEO laws or
little appreciation for the overall ramifications

of his or her decision.

- Frequently managers and supervisors are not even

familiar with company policies and procedures.

- The education of supervisors with respect to
company personnel policies and procedures and the
various types of discrimination can go a long way

toward preventing a successful EEO chérge.

- Supervisors should be warned that internal

memoranda can make or break a case.

- Managers and supervisors should be sensitized to
the fact that any references to age, sex, race,
religion, etc., in connection with an employment
decision, including those made in offhand comments
or informal communications, can provide basis for
a complaint - (e.g. old fashioned, new blood,
etc.)
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B.

C.

Company policies and procedures should be reviewed and
updated perjodically

- In light of the developing trend in some jurisdictions

of finding employee handbooks, etc. as part of the

employment contract, it is essential that employers

periodically review their policies and procedures to

assure that Company is in compliance with EEO laws.

- Work rules and company policies should be job related

and should not penalize employees unfairly.

- Policies and procedures should include an equal

enmployment opportunity policy and should be widely and

frequently disseminated.

Treat Employvee Fairly and Consistently

- Consistent and uniform treatment is the key.

- Compliance by supervisory personnel should be

monitored.

- Even when an employee is unhappy with a management
decision, if the employee is convinced that he was
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treated consistent with other employees and that an
effort was made by management to consider his side
fairly and to promptly report back to him, he is more
apt to accept management’s decision than if management
simply refused to listen or failed to follow through

with the employee.

- Be candid in dealing with problem employees and poor

performers.

- One of the biggest problems is the difficulty some
managers have in telling someone face to face why he is
unhappy with the employee or why the employee is being

disciplines, denied a promotion, etc.

- Managers should be direct with employees, without using
makeshift excuses, yet diplomatic and positive to the

extent possible

D. Establishment of an effective employee performance appraisal
system

- Many employment discrimination and unjust discharge
claims arise as a result of the lack of an effective

system for appraising employee performance.
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Because of a desire to avoid upsetting an employee or
to not interfere with friendship or an employee’s

advancement, supervisors frequently fail to bring job
performance problems to the attention of the employee

or the company.

The performance appraisal system can more readily be

defended in court if it meets the following

characteristics:

a. Individuals responsible for evaluating employees
are given specific instructions on how to complete

the appraisals;

b. the appraisal system should be behavior oriented

rather than training oriented;

c. job analysis was used to develop the content of

the appraisal system;

d. employee’s performance is evaluated by more than

one supervisor;

e. the appraisals are not totally subjective;
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f. the results of the appraisals are reviewed with

each employee.

- Where the discharge was based on poor performance,
employers always stand a better chance of prevailing in
an unlawful discharge claim if the employer can
demonstrate that the employee was given notice of his

performance problems and an opportunity to improve.

E. Other preventive measures

- Eliminate any reference to just cause, permanent
employment, etc., from company policy statement or

employee handbooks.

- Qualify statements contained in personnel manuals with
explicit disclaimers and expressions regarding
management’s rights to abandon or change policies and

procedures.

- Require employees to sign a contract or statement,
either on application or at time of hiring,
acknowledging that employment is at-will and that the

employee can be fired at any time for any reason.
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Caution: These actions may create employee morale
problems and make it difficult to recruit new
employees; could lead to union organizational effort;
may not absolve the employer of liability where an oral
representation was made to the contrary or the employer
breached the covenant of good faith and fair dealing.

See, Schipani v. Ford Motor Co., 102 Mich.App. 606, 302
N.W.2d 307 (1981); National Cash Register Co., 364

N.E.2d 1251 (Mass. 1977).

The following are some POSITIVE actions that can be
taken which not only lessen the risk of a wrongful or
discriminatory discharge, but should also improve

employee morale:

a. Follow the guidelines referenced above.

b. Review the company’s recruiting and hiring
process. Caution recruiters to avoid making
statements in the recruiting process that could be
later used to imply contractual obligations on the
part of the employer. A checklist should be
provided to all interviewers to insure that
accurate information is consistently provided to

all potential employees.
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Employees should be given prior warning,
preferably in writing, when their work
performance, attendance record, etc. is below
acceptable standards or is in any way jeopardizing
their continued employment. A failure to
adequately communicate such problems to employees
has always been costly in terms of employee
relations and effective management. Now, such
failure creates potential exposure in employment
termination litigation. See, Chamberlain v.
Bissell, Inc., 547 F.Supp. 1067 (W.D.Mich. 1982)
(employer liable for negligent failure to apprise

employee of substandard performance).

Once a decision has been made to terminate an
employee, the employee’s personnel file should be
fully documented showing the basis or specific
grounds for the decision and any progressive

discipline given.

When communicating the decision to the employee,
be sure to give the true reason for the
termination even if it is unpleasant at the time.
The termination, of course, should be based on

legitimate, non-discriminatory business reasons.
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Caution: Don’t say too much, state only what is
necessary to explain the reasons for the termination.
Employers frequently get into trouble by saying too
much or giving a different reason in an attempt to
soften the blow. For an example of a case in which too
much was said see Fernande Wynn 0il Co., 20 EPD 30,
237 (D.C.Cal. 1979). A highly-qualified male was
promoted to director of international sales over, among
others, a far less qualified female. 1In notifying the
female of its decision, the company listed among the
many reasons for its decision, the belief that its
customers in Latin America and the Far East would find
it culturally difficult to deal with a woman. As a
result of this statement, the employee brought a sex
discrimination suit and the company suffered through
long and expensive litigation. Litigation may have
been avoided if the employer had simply stated that the
male was more qualified. Similarly, when a false
reason is given for the termination (E.G., the employee
is told he is being laid off due to lack of work when,
in fact, he is being terminated for poor performance),
any efforts by the employer to explain the true reason
during litigation always appears to be pretextual or a

subterfuge for discrimination.
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The courts usually look favorably upon discharge
procedures which require several levels of
approval. This can help to avoid arbitrary
terminations. The personnel director should
obtain the employee’s explanation of the events
leading to the dismissal. This may alert the
employer to the possibility of potential
litigation and provide an opportunity for remedial
action if it appears appropriate.

The company may want to consider establishing some
type of internal grievance or dispute resolution
procedure. This would give employees who feel
they have been wrongfully or unfairly terminated
an opportunity to have the decision reviewed by
someone outside their supervisory chain of
command. An internal grievance or review
procedure would also go a long way toward
convincing a judge or jury that the employee was

given fair treatment.

The employer may want to consider granting
severance pay or some other type of benefit, which
the employee is not otherwise entitled to, in
return for a full release of all claims from the
employee. Voluntary releases supported by valid
consideration have been found binding in
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employment discrimination cases. See, Cox v,
Allied Chemical Corp., 538 F.2d 1094 (5th Cir.
1976) . Any release should be prepared or approved

by legal counsel.

h. Warn supervisors and the personnel department of
the possibility of defamation claims based on
derogatory statements made about the employee to
others in the company or as part of an employment
reference. The qualified business privilege is
limited only to those in the company who need to

know and statements made without malice.

Just about any action which adversely affects an
employee can give rise to a claim of unfair or unjust
treatment, "abusive discharge", or the filing of an
employment discrimination claim. A consistent, set
termination process may cost the company very little,
but may save a lot of time and money by avoiding
litigation. Managers and supervisors should be trained
to insure a fair organizational climate. Undertaking
certain relatively inexpensive steps now may also avoid
having perhaps more onerous burdens imposed upon

employers by state or federal legislators.
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VI.

WHAT TO DO WHEN THE INEVITABLE EEO COMPLAINT IS FILED.

- Following all the proper procedures will not necessarily
prevent an EEO charge or unjust discharge claim, but will

minimize the risk of a violation being found.

- Strongly recommend use of counsel who should be called

immediately upon receipt of the charge.

- If it is to be handled in house, designate one person as the

company’s official contact with the investigating agency.

- Interview all supervisory and management personnel with
knowledge of the incidents alleged in the complaint -

develop all facts and circumstances as quickly as possible.

- Use great caution in interviewing non-supervisory employees

and/or complaining party - potential retaliation claim.

- Evaluate the strengths and weaknesses of the company’s

position.
- If your case is very weak, consider a pre-determination
settlement - always obtain separate release (drafted by your

attorney).
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There are advantages to pre-determination settlement as

compared to conciliation.

Any offer of reinstatement should be documented for purposes

of mitigating backpay.

If the company desires to fight the case, a written
statement of position should be submitted in response to the

complaint.

If employee who has been discharged also files for
unemployment, it is important for the company to take a
consistent position regarding lack of discrimination while
proceeding before the Commission. Important to attend
unemployment hearing and establish a good record of
testimony; this an opportunity to have free discovery of

what the former employee is claiming.
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I. INTRODUCTION:

A, FDIC estimates that in a recent two-~year period, 337 of all bank
failures were due to internal fraud.

B. More than 250 S & L's failed in 1988, a 500+% increase over 1987.

C. The General Accounting Office looked at 26 randomly selected failed
S & L's and found internal fraud in every one.

D. Staff of the House Government Operations Committee has called the
current S & L situation an "epidemic of fraud."

- E. Robert Clarke, Comptroller of the Currency, found that less than

10Z of all bank failures under his jurisdiction came solely from
economic pressures.

II. REPORTING RESPONSIBILITIES:

A. National Banks (reports to the Comptroller of the Currency)

1. Must report known or suspected criminal activity on
the part of an employee, officer, director or agent,
regardless of the amount.

2. Must report mysterious disappearances or unexplained
shortages where there are no suspects and the amount
is $5,000 or more.

3. Optional -~ may report unexplained shortages less than
$5,000.

(See Exhibits A & B, Criminal Referral Short Form and Criminal
Referral Long Form)

B. Insured State Banks (reports to the FDIC)

1. Must report known or suspected criminal activity on
the part of an employee, officer, director or agent,
regardless of the amount.

2. Must report mysterious disappearances or unexplained
shortages where there are no suspects and the amount
is $2,500 or more.

3. Optional - may report unexplained shortages of less
than $2,500.

(See Exhibits C & D, Report of Apparent Crime Short Form and
Report of Apparent Crime Long Form)




C. Insured S & L's (reports to the Federal Home Loan Bank Board)

1, Must report known or suspected criminal activity on
the part of an employee, officer, director or agent,
regardless of the amount.

2. Must report mysterious disappearances or unexplained
shortages where there are no suspects and the amount
is $5,000 or more.

3. Optional - may report unexplained shortages less than
$5,000.

(See Exhibit E, Federal Home Loan Bank Board, Criminal Referral
Form)

D. Any of the above Criminal Referral Forms must also be submitted

to:

1. The nearest FBI Office

2. The nearest office of the U.S. Attorney

3. IRS Criminal Investigations Division, if the alleged
activity involves the Currency Transactions Bank
Secrecy Act (and no employee is involved).

4. The nearest office of Secret Service, if the alleged
activity involves credit card fraud or computer

fraud (and no employee is involved).

5. May also send a copy of the referral form to the
nearest state prosecuting attorney.

IIT. PRINCIPAL FEDERAL AND STATE LAWS RELATING TO EMPLOYEE THEFT AND
INSIDER FRAUD:

A. Federal Statutes

1. Title 18, U.S. Code, Section 656 & 657

Whoever, being an officer, director, agent or employee
of . . . any member bank, national bank or insured
bank . . . who embezzles, abstracts, purloins or
willfully misapplies any of the moneys, funds or
credits of such bank . . . shall be fined not more
than $5,000 or imprisoned not more than five years

or both . . .



2. Title 18, U.S. Code, Section 1005 & 1006

Whoever, being an officer, director, agent or
employee . . . makes any false entry in any book,
report or statement . . . with intent to injure or
defraud such bank . . . a corporation or any
individual person . . . or to deceive any officer

of such bank . . . shall be fined not more than
$5,000 or imprisoned not more than five years or both.

(Section 1006 refers to credit unions and S & L's
and calls for a penalty of up to a $10,000 fine
or up to five years in jail or both).

3. Title 18, U.S. Code, Section 215

Whoever . . . as an officer, director, employee,
agent or attorney of a financial institution,
corruptly solicits or demands for the benefit of
any person, or corruptly accepts or agrees to
accept anything of value from any person,
intending to be influenced or rewarded in
connection with any business or transaction of
such institution shall be fined not more than
$5,000 . ., . or imprisoned not more than five
years or both.

B. State Statutes

1. KRS 514.040

A person is guilty of theft by deception when he
obtains property or services of another by
deception with intent to deprive him thereof.

2. KRS 514.030

A person is guilty of theft by unlawful taking

or disposition when he unlawfully takes or exercises
control over movable property with intent to deprive
him thereof.

3. KRS 514.070

A person is guilty of theft by failure to make
required disposition of property received when he
obtains property by agreement or subject to a known
legal obligation to make specified payment or other
disposition . . . and he intentionally deals with
the property as his own and fails to make the
required payment or disposition . . . as officer

or employee . . . of a financial institution is
presumed . . . to have dealt with the property as
his own when he fails to account or pay upon lawful
demand or an audit reveals a shortage or falsification

of accounts.
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Iv.

V.

POTENTIAL PROBLEMS FOR FAILURE TO REPORT KNOWN OR SUSPECTED CRIMINAL

ACTIVITY:

A,

B.

Sanctions and possible money penalties from the regulatory
agency.

Possible criminal prosecution as an Accessory After the Fact
or Misprision of a Felony.

1.

Title 18, U.S. Code, Section 3

Whoever, knowing that an offense against the United
States has been committed . . . comforts and assists
the offender in order to hinder or prevent his
apprehension, trial or punishment, is an accessory
after the fact.

Title 18, U.S. Code, Section 4

Whoever, having knowledge of the actual commission
of a felony . . . conceals and does not as soon as
possible make known the same to some judge or . . .
civil authority . . . shall be fined not more than
$500 or imprisoned not more than three years or
both.

EMPLOYEE POLYGRAPH PROTECTION ACT OF 1988

A.

Prohibits any employer engaged in interstate commerce from:

- Requiring, requesting, suggesting or causing any

employee or prospective employee to take a polygraph
test;

using or inquiring about the results of a polygraph
test on an employee or prospective employee;

discharging, disciplining or discriminating against
any employee or prospective employee who refuses

to take a polygraph test or as a result of a
polygraph test.



B.

Exemptions

1.

Government Employers - the Act does not apply to the U.S.
Government, any state or local government or any political
subdivision of any state or local government.

National Defense & Security - the Act does not apply to
consultants and contractors involved with the Federal
Government in counter-intelligence activities, atomic
energy defemnse activities or who has access to classified
information.

Applicant testing is allowed for Security Services which
provide armored car personnel, personnel engaged in
design, installation and maintenance of security alarm
systems, or uniformed or plainclothes security personnel,
but only if they are assigned to the protection of
electric or nuclear power facilities, public water supply
facilities, shipments of radioactive or other toxic waste
materials or currency, negotiable securities, precious
commodities or instruments or proprietary information.

Applicant testing is allowed for Drug Companies where
the employee will have direct access to the manufacture,
storage, distribution or sale of a controlled substance.

Ongoing Investigations - In the case of economic loss

or injury due to theft, embezzlement, misappropriation

or an act of industrial espionage or sabotage, an employee
can be requested to take a polygraph exam under the
following conditions:

a) The employee had access to the property that is
the subject of the investigation;

b) The employer has reasonable suspicion that
the employee is involved;

c¢c) The employee is furnished a written statement
at least 48 hours prior to the test citing
the specific loss under investigation, that
the employee had access and the reasonable
suspicion developed which indicates that
that employee is involved. This statement
must be signed by a company official (other
than the polygraph examiner) and retained
for at least three years.
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Control No. (Agency Use Only)

CRIMINAL REFERRAL FORN
(SHORT FORM)

Comptroiler of the Currency
Administrator of National Banks

A National Bank is required by 12 C.F.R. §21.11 to report on the applicable long or short OCC Criminal Referral Form, withi
30-calendar days following the detection of a loss or suspected violation, all known or suspected crimes and/or losses involvin
financial transactions at the bank.

Required Reporting

* any known or suspected theft, embezziement, check kiting operation, misapplication, or other financial crime involving an
dollar amount where a bank employee, officer, director, or agent is suspected.

* any known or suspected criminal activity, or pattemn of criminal activities, involving or aggregating $1,000 or more, whet
the bank has a substantial basis for identifying a possible suspect or group of suspects.

+ any known or suspected criminal activity, mysterious disappearance, or unexplained shortage, involiving or aggregating $5,00
or more, where the bank has no substantiai basis for identifying a possible suspect or group of suspects.

* any known or suspected criminal activity involving a financial transaction which uses the bank as a conduit for such crimini

activity (such as structuring transactions to evade Bank Secrecy Act reporting requirements or {aundering moneta
instruments),

Optional Reporting

+ any known or suspected criminal activity involving or aggregating less than $1,000, where the bank has a substantial bas
for identifying a possible suspect or group of suspects.

* any known or suspecied criminal activity invoiving or aggregating less than $5,000, where the bank has no substantial bas
for identifying a possible suspect or group of suspects.

Forms to be Used
File this Short Form within 30-calendar days of detection of:
* known or suspected criminal activity invoiving $0 to $10,000 where a bank empioyes or agent is suspected.

* known or suspected criminal activity involving financial transactions at the bank where a suspect or group of suspects hi
been identified and the criminal activity involves or aggregates between $1,000 and $10,000.

+ known or suspected criminal activity involving financial transactions at the bank of batween $5,000 and $10,000 (before reis
bursement or recovery), whers a suspect has not been identified.

* mysterious disappearances or unexplained shortages of between $5,000 and $10,000.

The Long Form is to be filed in each case, regardiess of amount, involving an executive officer, director or principal sharshold
of the institution as those terms are defined by 12 C.F.R. §215.2 and in each case whers the mysterious disappearance, um
plained shortage or suspected criminal activity exceeds $10,000.

QOther Reports

Report robberies and burglaries directly to the appropriate law enforcement agencies. See 12 C.F.R. §21 .S(é). Report inform
tion conceming lost, missing, counterfeit or stolen securities to the SEC’s designee, the Securities information Center, pursus
to the requirements of 17 C.F.R. §240.17{-1. In those two situations, a Criminal Referral Form is not required.

Purpose of Forms

The purpose of this form is to provide a consistent means by which financial institutions make referrals of known or suspect
criminal activity perpetrated against or taking advantage of the institutions either by insiders or by those outside the institutic
The form provides an effective means to notify appropriate law enforcement and supervisory authorities of both losses and crimir
activity involving the affairs of the bank. institutions shouid use care in compieting this form and should insure that it is fill
out in as compiete a manner as is practicable under the circumstances.

Paperwork Reduction Act and Privacy Act Notices
Criminai Reterrali Form
The Paperwork Reguction Act of 1980 S8ys we must te¥ you why we are collecting this information, hNow we will USE it. 3nd whether you have 10 give it 10 uS. We ask for th
INfOIMALoN 10 Carry Out Our SUDBNVISOrY fESOONSIDILIES 10r NAKONAI Danks. We need it 10 Montor Crimes involving NaLONE! BaNKS. 10 SvaALE IOSSES 3NC SVEIALE & DENK'S eI
CONtrois. You are required by 12 C.F R. §21.11 to gve us this information. In addition. the information in this referrat may be subject 10 the applicable provisions of the Privac
Act of 1974. 5 USC. §5522 ana 31 CF R. §1.20 er seq. of the Depanment of Treasury's Rules and Reguistions.
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. Name, Location and Charter Number of Financial institution

NAME
LOCATION

STREET cTY ST ZiP
CHARTER NUMBER ______ If transaction occurred at branch office(s), please identity

. Asset Size of Financial institution

. Approximate date and dollar amount of transaction

DATE AMOUNT
Month Day Year

. Summary characterization of the transaction. Check appropriate box(es)

O Defaication/Embezziement ([ Bribery/Gratuity O Check Fraud
O False Statement O Misuse of Position or Self Dealing 3 Credit Card Fraud
0 Check Kiting O Mysterious Dissappearance {J Money Laundering

O Other (Describe)

Applicable Section(s) of the U.S. Code (if known). (See list on page 5)
. This matter is being referred to the FBI/Secret Service/IRS (circle one or more) in

cry ST
and the U.S. Attorney in
cITY ST JUDICIAL DISTRICT (if known)
. Person(s) suspected of criminal activity (if more than one, use continuation sheet)
a. NAME _
FIRST Mi LAST
ADDRESS
STREET ciTYy ST 2IP
DATE OF BIRTH SOCIAL SECURITY NO.
(if known) Month Day Year (it known)

b. Relationship to the financial institution (check ail applicable blocks)

O Officer 0 Employee O Broker {0 Shareholder [0 Account Hoider

O Director O Agent O Borrower O Other, Specify

¢c. Is person still affiliated with the financial institution 3 Yes J No
it no, O terminated ([ resigned. DATE

Month Day Year
Describe Circumstances (if necessary, use continuation sheet)

d. Prior or related referrais O Yes [ No. (If yes, please identify.)

e. Is person affiliated with any other financial institution O Yes [ No or business enterprise (J Yes O No. (If yes to
either or both, please identity.)

. Explanation/Description of transaction. Give brief summary of the transaction explaining what is unusual or irregular about
it. List all applicable account numbers. (If necessary, use continuation sheet.)



8. Has suspected individual(s) made any admissions? =] Yes O No |f so. by whom?

S

9. Offer of Assistance .
The individuals listed below are authorized to discuss this referral with appropriate law enforcement officials and to assist
in locating or explaining any documents' pertinent 1o this referral, provided that contact is first made with

10.

Name Position

Phone No.

Name Tele. No
Name Tele. No.
Name Tele. No
Form Prepared by

Position

Agency/instution

Phone No. Date

DISTRIBUTION INFORMATION

BANK REFERRALS

. Retain one copy in the bank's files.

Send one copy to appropriate OCC District Office, Attn:
District Counsel.

Send one copy to the nearest Office of the Federal Bureau
of Investigation.

Send one copy to the nearest Office of the U.S. Attorney.

5. In cases involving the unauthorized use of a credit card or

credit card number (18 U.S.C. §1029) or computer fraud (18
U.S.C. §1030). perpetrated without any apparent complici-
ty of a bank employee or officer. in lieu of sending a copy
to the F.B.1.. send one copy to the nearest Office of the U.S.
Secret Service.

in cases involving known or suspected violations of the bank
secrecy laws (31 U.S.C. §§5311 and 5324), send one copy
to the nearest office of the Internal Revenue Service—
Criminal Investigation Division, and one copy to the Office
of Financial Enforcement. Treasury Department, 1500 Penn-
sylvania Avenue, Washington, D.C. 20220.

In cases involving a suspected violation of state criminal
law, consider sending one copy to the appropriate state or
local prosecuting authority.

OCC EXAMINER REFERRALS

Examiner

1.
2

Retain one copy in work papers.

Where appropriate, provide one copy 10 bank for its criminal
referral file.

3. Send one copy to bank's Supervising Office.
4. Send one copy to District Office, Attn: District Counsel. with

recommendation for referrai.

District Counsel

5.

Send one copy to the nearest Office of the Federal Burea.
of Investigation.

6. Send one copy to the nearest Office of the U.S. Attorney

In cases involving the unauthorized use of a credit card of
credit card number (18 U.S.C. §1029) or computer fraud (1€
U.S.C. §1030), perpetrated without any apparent complict:
ty of a bank employee or officer. in lieu of sending a copy
to the F.B.l., send one copy to the nearest Office of the U.S
Secret Service.

In cases involving known or suspected violations of the bank
secrecy laws (31 U.S.C. §§5311 and 5324), send one copy
to the nearest office of the internali Revenue Service—
Criminal Investigation Division, and one copy to the Office
of Financial Enforcement, Treasury Department. 1500 Penn-
sylvania Avenue, Washington, D.C. 20220.

In cases involving a suspected violation of state crimina
law, consider sending one copy to the appropriate state of
local prosecuting authority.
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18 UsS.C 2
18 U.S.C. 201

18 US.C. 215
18 U.S.C. 3N

18 U.S.C. 8568

18 U.S.C. 709
18 U.S.C. 1001

18 U.S.C, 1008
18 U.S.C. 1014
18 U.S.C. 1029
18 U.S.C. 1030

18 U.S.C. 134%
18 U.S.C. 1343
18 U.S.C. 1344

18 U.S.C. 16821

18 U.S.C. 1951
18 U.S.C. 1981

18 U.S.C. 1958
18 US.C. 1957

31 U.S.C. 5311
31 C.F.R 103

31 C.F.R. 5234
15 US.C, 78dd-2

15 U.S.C. 78t

CRIMINAL STATUTES

To "aid. abet, counsel, command, induce of procure’’ the commission of a federal offense.

Bribery of public officials. including elected representatives, jurors and emoioyees of any depanment or agency of the federal government
and witnesses in official proceedings, e.g., anyone who gives, offers or promises anything of value 10 a pudlic official or a witness with
the intent 10 intiuence that person's official functions.

Kickbacks, bribes. Makes it uniawtul for any officer, director, empioyee, agent or attorney 10 COfruptly solicit, offer. accept or recewve
anything of vatue with the mtem to intluence, be influenced. or be rewaraed in CONNBCHION with any 1ransaction or business of any financial
institution.

Conspiracy of two or more persons 1o either commut a federal offense or to defraud the United States (or any agency of the U.S))

Theft, embezziement or misapplication of bank funds, willfully, by an officer, director, agent or empioyee of a bank, with intent 10 injure
or defraud the bank. Can infer intent o inure from the fact of inury of from acts knowsngly done in reckiess cisregard for the interests of the bank.

Faise advertising or misusa of worgs “National,” “Federal Reserve,” “Deposit Insurance.” etc.. to convey wmpression of {ederal agency affiliaton.

General false statements statute~—knowingly and willfully faisifying or concealing a matenal fact or making a faise statement or maxing
or using faise writing knowing it to be false.

Faise entries and reports or statements, inciuding material omissions, with intent to injure or defraud the bank..ine OCC (or Feq or FDIC),
bank examiners or other individuals or companies.

Faise statements (orai or written) e.g., ioan appilication. mage knowingly for the purpose of infiuencing any bank whose deposits are feder-
ally insured. upon any application. purchase agreement, commitment, loan (or any cnange or extension of same) incluaing wiilfully over-
valuing iand, property or security.

Cregit Card fraud—knowingly and with intent 10 defraud. produce. use or tratfic in counterfeit access devices.

Comouter fraud—knowingly accessing a computer without authorization. or using it for unauthorized purposes, including obtaining infor-
mation contained in records of financial institutions.

Mail fraug—scheme or artitice t0 defraud that makes use of the Postal Service.
Wire fraug-—schems or artifice (0 defraud using transmission by wire, radio or TV for the purpose of carrying out the scheme.

Bank fraug-—scheme or artifice 10 defraud a federally-insyred institution or take money, lunas, credits. assets. securitias or other property
by misrepresentation.

Perjury/faise statement made under oath (if (aise statemaent is not made undet oath, individual may stilt be prosecuted uncer 18 U.S.C.
1001 or 1014).

Racketeer influenced and Corrupt Organizations ("RICO™) statutes. lmesung in any enterpnse atfecting interstate commerce if the funds
for the investment are derved from a pattern of racketeenng activity ' (these activities are defined 10 include: murger, drug dealing, bribery,
robbery, extortion, counterteiting, maii frayd, wire traud empezziement from pension funds. obstruction of criminal investigations, fraud
in the saie of securities, etc.).

Launaering of monetary instruments. includes knowing conduct designed to avoid Federal or State transaction reporting requirements.

Engaging in monetary transactions in property known (o have been derved from specified uniawiful activity. Inciudes knowing engagement
in monetary transactions (inciuging deposits, withdrawals, transters, or exchanges), Dy, through, or 10 a financial insutution.

Bank Secrecy Act/31 C.F.R. 103 reporting and recordkeeping violations.

Structuring a financial transaction 10 evade transaction reporting requirements,

Foreign Corrupt Practices Act of 1977. Payment of anything of vaiue 10 any foreign officiai. foresgn political carty or candidate or ““any other
person where the Amencan Gorporation knows or has reason (0 know the thing of value wouid be offered 10 a forewgn official, foreign
political party or candidate for foreign political office.”

Criminal penaity provisions of securities laws.

OCC DISTRICT OFFICES

Northeastern Distnet Central Qistrict Southwestern Distrct

1211 Avenue of the Americas -One Financial Place 1800 Lincoin Plaza

Suite 4250 Suite 2700 500 North Akara

New York, NY 10036 440 Soutn LaSaile Street Dailas. TX 75201-3394

212-944-3495 Chicago. IL. 60605 214-720-08568
312-663-8000

Southeastern Distnict
Marquis One Tower

Waestern District

Miowestern Distnct SO Fremont Street

Suite 600 2345 Grang Avenue Suite 3900

245 Peacntree Canter Avenue. N.E. Suite 700 San Francisco. CA 94108
Atianta, GA 30303 Kansas City, MO 64108 415-545-5900
404-859-8855 816-5568-1800
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Expires 1/31/91

=
' Control No. (Agency Use Only)
CRIMINAL REFERRAL FORM
i (LONG FORM)
Comptroiler of the Currency
- Administrator of National Banks

A National Bank is required by 12 C.F.R. §21.11 to report on the applicable long or short OCC Criminal Referral Form, within
= 30-calendar days following the detection of a loss or suspected violation, all known or suspected crimes and losses involving
financial transactions at the bank.

Required Reporting

¥+ any known or suspected theft, embezziement, check kiting operation, misapplication, or other financial crime involving any
amount where a bank employea, officer, director, or agent is suspected.

¢ any known or suspected criminai activity, or pattern of criminal activities, invoiving or aggregating $1,000 or more, where
. the bank has a substantiai basis for identifying a possibie suspect or group of suspects.

* any known or suspected criminal activity, mysterious disappearance, or unexpiained shortage, involving or aggregating $5.000
or more where the bank has no substantiai basis for identitying a possible suspect or group of suspects.

, * any known or suspected criminal activity invoiving a financial transaction which uses the bank as a conduit for .such criminal
activity (such as structuring transactions to evade Bank Secrecy Act reporting requirements or iaundering monetary
instruments).

Optional Reporting

¢ any known or suspected criminai activity involving or aggregating less than $1,000, where the bank has a substantial basis
for identifying a possible suspect or group of suspects.

* any known or suspected criminal activity involiving or aggregating less than $5,000, where the bank has no substantial basis
for identifying a possibie suspect or group of suspects.

Forms to be Used
File this Long Form within 30-calendar days of detection of:

* amysterious disappearance or unexpiained shortage exceeding $10,000 or where known or suspected criminal activity which
involves the affairs of the bank exceeds $10,000 (before reimbursement or racovery).

* each case, regardless of amount, involving an executive officer, director or principal sharehoider of the institution as those
terms are defined by 12 C.F.R. §215.2.

The Short Form is to be filed in all other reportable situations involving $10,000 or iess—inciuding thase situations where crimes
such as bank bribery or the structuring of financial transactions to evade currency reporting requirements are suspected but
no loss to the bank is invoived.

Other Reports

Report robberies and burglaries directly to the appropriate law enforcement agencies. See 12 C.F.R. §21.5(c). Report informa-
tion conceming lost, missing, counterfeit or stoien securities to the SEC's designee, the Securities information Center, pursuant
to the requirements of 17 C.F.R. §240.17f-1. in those situations, a Criminal Referral Form is not required.

Purpose of Forms

The purpose of this form is to provide a consistent means by which financial institutions make referrais of known or suspected
criminal activity perpetrated against or taking advantage of the institutions both by insiders and by those outside the institution.
The form provides an effective means to notity appropriate iaw enforcement and supervisory authorities of both losses and criminal
activity involving the bank. Institutions shouid use care in completing this form and shouid insure that it inciudes as much infor-
mation as is practicable under the circumstances.

Paperwerk Reduction Act and Privacy Act Notices |
Criminal Referral Form i
The Paperwork Reduction Act of 1980 says we musl tell you why we are collecting ths Informanon. now we will uSe 11 and whatnher you have 10 give it 10 us. We ask for the
INfOrMALON 10 Caffy Ol OUF SUDEIVISOry feSpoNSdilies 10r nalional Danks. We need it 10 MOMNIOr Crimes INVOvINg NELONE! banks. 10 evalkuale i03Ses and evakiate a bank s nternal
CONrols You are recured by 12 C.F R §21 11 10 give us this informanion in agdition. the Information in tis reter(ai May be subyect 10 the apphcadie provisions of the Privacy
Act of 1974 5USC. §552a ana 31 CF R §120 er seq. of the Depariment of Treasury s Rules anc Reguiatons.

E-11
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. Name, Location and Charter Number of Financial institution

NAME
LOCATION

STREET cITY ST 2P
CHARTER NUMBER ___________ If transaction occurred at branch office(s). please identity

. Asset Size of Financial Institution

. Approximate date and dollar amount (prior to any allowance f{or restitution or recovery) of transaction

OATE AMOUNT
Month Day Year

. Summary characterization of the transaction. Check appropriate box(es)

Q Defaication/Embezziement [J Bribery/Gratuity O Check Fraud

C False Statement 8 Misuse of Position or Self Dealing J Credit Card Fraud

O Check Kiting O Mysterious Dissappearance O Money Laundering
O Other (Describe)

Applicable Section(s) of the U.S. Code (if known). (See list on page 7)
. This matter is being referred to the FBI/Secret Service/IRS (circie one or more) in

ciTY ST
and the U.S. Attorney in

ciry ST JUDICIAL DISTRICT (if known)

. Person(s) suspected of criminal activity. Compiete subparagraphs (a) through (e) on each individual suspected of criminal
activity (if more than one, use continuation sheet). include primary suspects only. Individuals who may have knowiedge of
the loss but who are not themselves suspected of being invoived shouid be listed as witnesses under Item 10. Provide
any additional details known with respect to prior referrais or affiliations.

a. NAME —
FIRST MI LAST
ADDRESS
STREET cITY ST 2P
DATEOFBIRTH —__ SOCIAL SECURITY NO.
(if known) Month Day Year (it known)

b. Relationship to the financial institution (check ail appiicable blocks)

O Officer 0 Employee O Broker {0 Sharehoider [ Account Holder

O Director O Agent O Borrower O Other, Specify

c. Is person still affiliated with the financial institution O Yes O No

If no, O terminated [J resigned. DATE
Month Day Year

Describe Circumstances (if necessary, use continuation sheet)

d. Prior or related referrals O Yes (3 No. (if yes, please identify.)

e. Is person affiliated with any other financial institution O Yes O No or business enterprise 0 Yes [ No. (If yes tc
either or both, please igentify.)

. a. Provide a brief narrative description of the activity giving rise to the referral, explaining what is unusual or irregula
about the transaction. Details will be required later in the form. The purpose of this paragraph is to provide a summarn
description of the overali transaction. (List applicable account numbers.)

E~-12



b. Give a chronoiogical and complete account of the suspected violation. (Use continuation sheets, if necessary.)
* Relate key events to documents and attach copies of those documents.
» Expiain who benefited, financially or otherwise, from the transaction, how much and how.
» Furnish any explanation of the transaction provided by the suspect and indicate 1o whom and when it was given.
* Furnish any explanation of the transaction provided by any other person.
" * Furnish any evidence of cover-up or evidence of an attempt to deceive federal or state examiners or others.
s indicate where the suspected violation took place (e.g., main office. branch, other).
= Suggest any further investigation that might assist law enforcement in fully examining the potentiai violation.

1 THIS SECTION OF THE REFERRAL IS CRITICAL. It shouid be as detailed as circumstances permit. The care with which this section is writien may make (he dilterence in
whathst Or not the described CONGUCT and its Criminal nature are clearly unaersiood. The diSCusSION points listed in this section are not exhaustive. They should be covered but
10 the extent aaditional explanation wouid be usetul as 1o any particuiar item or 10 the extent an adgiional category shouid be addressed. it shouid be done here Feel iree (10
use attachments or (0 CONtinuE the J8SCMPLION ON a separale sheet. InClude any suggesuons for the interviswing of any witnesses. gathenng of any documents, or other
suggestions which might prove useful in following up on the referral (e.g.. iracing of proceeds).

'l
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¢: Indicate whether the transaction appears to be an isolated incident or whether it relates 10 other transactions.
{Explain)

8. Exclusion of information from the Referral
Has any pertinent information been excluded from this referrai as a resuit of any legal or other restraint? {1 Yes O No
It so, why?

Has the excluded information, or documents, been segregated for later retrieval? O Yes [J No

9. Has suspected indiviual(s) made any admissions? (] Yes O No If so. by whom?

10. Witnesses

List any witnesses who might have information about the suspected violation and describe their position or employment.
Indicate if they have been interviewed. (Use continuation sheet if necessary.)

Name Position Address Igl_e_. interviewed
Yes No
1 O a
2 |
3 o O
4 O 0
5 g 0O

11. Discovery and Reporting
a. Who discovered the transaction and when?

b. Has the transaction been reported to the Board of Directors? (T Yes ([ No By whom and when?’

¢. Has the Board of Directors taken action? O Yes T No If so, what and when?

d. Has the transaction previously been reported to federal or local law enforcement or to any federal or state super-
visory agency? J Yes (O No If so. by whom, to whom, and when?

E-14
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2.

-

13

Loss
a. Amount of loss known $ e
b. Restitution by e e ) SR

in the amount of § _ T -
c. Name of Surety Bond Company of applicable) o . .
d Amountof Bond $§ __ . : — ———— -
e Amount of Deductible $
{ Was claim filed? ~ Yes No
g Settlement! by Surety Company $
h Total restitution and settiement 1o date $
i1 Net Loss (after subtracting any amount paid in the form of restitution or settlement) $
| Is additional loss suspectegd? Yes No (if yes. expliain)
k Has the suspected violation had a matenial impact on or otherwise atfected the financial soundness of the institution? i
50. please explain.
Otter of Assistance
The inaividuals hsted below are authorized to discuss this referral with appropriate law enforcement officials and to assist
in locating or explaining any documents pertinent to this referral. provided that contact is first made with
Name __ _.__ e — . Position _..
Phone No. _
Name . . — Tele. No.. — e e e
Name __ e e i . Tede. No. e e o
Name . _._ _____ . __ .. __ — Tele. No. e
Form Prepared by ____ _ . . ..__ __ -
Position — —
Agency/institution __.  _ ___ ___ ____
Phone No. _ .__ ... . _._.. ._ . —_—— Date -
DISTRIBUTION INFORMATION
BANK REFERRALS OCC EXAMINER REFERRALS
Retain one copy in the bank's files. Examiner
Send one copy to appropriate OCC District Office. Attn: | 1. Retain one copy in work papers.
Disirict Counse 2. Where appropriate, provide one copy 1o bank for its criminal
Send one copy to the nearest Office of the Federai Bureau referral file.
of Investigation. 3. Send one copy to bank's Supervising Office.

4 Send one copy to the nearest Office of the U.S. Attorney. | 4 seng one copy to District Office. Altn: District Counsel, with
5. In cases involving the unauthorized use of a credit card or recommendation for referral.

~ sylvama Avenue. Washington, D.C. 20220.

credit card number (18 U.S.C. §1029) or computer fraud (18 ,
U.S.C. §1030). perpetrated without any apparent complici- | District Counsel

ly of a bank employee or officer. in lieu of sending a copy | 5. Send one copy to the nearest Office of the Federal Bureau
to the F B.1., send one copy 10 the nearest Office of the U.S. of Investigation.

ecrel .
i <! S‘erv:‘:e_n‘ . ed violati ( the bank 6. Send one copy to the nearest Otfice of the U.S. Altorney.
cases involving known oOr suspec olations of the ban . . , .

{0 the nearest office of the Internal Revenue Service— credit card number (18 U.S.C. §1029) or computer fraud (18
Criminal Investigation Division. and one copy to the Office U.S.C. §1030). perpetrated without any apparent complici-
of Financial Entorcement. Treasury Depariment. 1500 Penn- ty of a bank employee or officer. in lieu of sending a copy

to the F.B.I.. send one copy 10 the nearest Office of the U.S.

Secret Service.

in cases involving a suspected violation of state criminal
law. consider sending one copy to the appropriate state or | 8. In cases invoiving known or suspected violations of the bank
local prosecuting authority. secrecy laws (31 U.S.C. §§5311 and 5324), send one copy

: to the nearest office of the Internal Revenue Service—
Criminal Investigation Division. and one copy to the Office
of Financiat Enforcement. Treasury Department, 1500 Penn-
sylvania Avenue, Washington, D.C. 20220.

9. In cases involving a suspected violation of state criminal
law. consider sending one copy to the appropriate state of
local prosecuting authority.
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INSTRUCTIONS FOR EXAMINERS

Examiners shouid fill out this form whenever suspected criminai activity has been independentty discovered by the examiner and has not been reported
by the institution or the referral mage by the institution is deemed to be inadequate. !t is important 10 note that this form shouid be filled out whenever
criminal activity is suspected: examiners are not required'to make any initial finding that such referrais would, if pursued. resuit in a criminai conviction.
That judgment will be made by responsible law enforcement authorities. Any questions regarding whether or not any particular activity wouid constitute
a crime for purposes of making a criminai referral shouid be resotved through communications with District Counsel.

.The purpose of this referral is 10 provide appropriate law enforcement authorities with compiete and accurate information relating to suspected criminal activity.
All information requested within the bogy of the form shoukd be suppiied at the time of the reterral yniess such information is not known or can only be supplied
at a iater date by operation of The Right to Financial Privacy Act. In the iarter case, documents not provided with this form shouid be segregated and safequarded
in order that they may be subsequently supplied in accordance with the provisions of The Right to Financial Privacy Act. In ﬁllir)g out this form. examiners
should avoid overty technical descriptions of terminoiogy which rmight not be readily understood by law enforcement authorities unfamiliar with banking operations.

18 US.C. 2
18 U.S.C. 201

18 US.C. 218

CRIMINAL STATUTES

To "“aid. abet, counsei. command, induce of procure” the commission of a federai offense.

Bribery of public officials. including elected representatives, jurors and empioyees of any department or agency of the federal government
and witnesses in official proceedings. e.g., anyone who gives, offers or promises anything of value (0 a public official or a witness with
the intent 10 influence that person's official functions.

Kickbacks. bribes. Makes it uniawful for any officer, director. empioyee. agent or attorney to corruptly solicit, offer. acceot or receive
anything of vaiue with the intent 10 influence, be influenced, or be rewarded in connection with any transaction or business of any financiai
institution.

18 U.S.C. 371 Conspiracy of two of more persons to either commut a federal offense or to defraud the United States (or any agency of the U.S)
18 U.S.C. 5§56 Theft, embezziement or misapplication of bank funds. wiiltully, by an officer, director, agent or empioyee of a bank, with intent to injure
or defraud the bank. Can infer intent to injure from the fact of injury or from acts knowingly done in reckiess disregard for the interests of the bank.
18 U.S.C. 708  Faise aqvertising or misuse of woras “National,” "“Federai Reserve,” ""Deposit Insurance.” etc.. 10 convey impression of federal agency affiliation.
18 U.S.C. 1001  General faise statements statute~—knowingly and wilifully faisitying or concealing a material fact or making a faise statement or making

18 U.S.C. 1005

18 U.S.C. 1014

or using faise wnting knowing it 10 be faise.

Faise entries and reports or statements, including material omissions, with intent 10 injure or defraud the bank. the OCC (or Fed or FDIC),
bank examiners or other individuals or companies.

Faise statements (oral or written) e.9., loan appiication. made knowingly for the purpose of influencing any bank whose deposits are feder-
ally insured. upon any application, purchase agreement, commitment, loan (or any change of extansion of same) inctuding willfully over-
valuing iand. property or security.

18 U.S.C. 1029 Credit Card fraud—knowingly and with intent to defraud, produce. use or tratfic in counterfeit access devices.

18 U.S.C. 1030 Computer fraud—xnowingly accessing a computer without authorization, or using it for unauthorized purposes. including obtaining intor-
mation containeg in recoras of financiai institutions. *

18 U.S.C. 1341 Mail fraud-—scheme or artifice to defraud that makes use of the Postal Service.

18 U.S.C. 1343  Wire fraud—scheme or artifice to defraud using transmission by wire. radio or TV for the purpose of carrying out the scheme.

18 US.C. 1344  Bank fraud-—scheme or artifice 10 defraud a federaily insured institution or take money, funds, credits, assets. securities or other property
by misrepresentation.

18 U.S.C. 1621 Perjury/faise statement made under oatn (if faise statement is not made under oath, individual may still be prosecuted under 18 U.S.C.

18 U.S.C. 1951
18 U.S.C. 1961

1001 or 1014).

Racketeer tnfluenced and Corrupt Organizations (‘RICO") statutes. Investing in any enterprise affecting interstate commerce if the funds
for the investment are derived from “'a pattern of racketeering activity” (these activities are defined to inctude: murder, drug dealing, bribery,
robbery, extortion. counterfeiting, mail fraug, wire fraud, embezziement from pension funds, obstruction of criminai investigations, fraud
in the saile of securities, etc.).

18 U.S.C. 1858 Laundering of monetary instruments. inciudes knowing conduct designed to avoid Federal or State transaction reporting requirements.

18 US.C. 18§57  Engaging in monetary transactions in property known to have been derived from specified uniawful actitity. inciudes knowing engage-
ment in monetary transactions (inciuding deposits, withdrawals, transfers, or exchanges), by, through. or 10 a financial institution.

31 US.C. 5311 Currency Transactions/Bank Secrecy Act.

31 C.F.R. 103

31 US.C. 5324 Structuring a financial transaction 10 evade transaction reporting requirements.

1§ US.C. 78dd-2  Foreign Corrupt Practices Act of 1977. Payment of anything of vaiue to any foreign official, foreign political party or candidate or ““any other
person where the American corporation knows of has reason to know the thing of vaiue would be offered 10 a toreign official. foreign
politicat party or candidate for foreign political office."”

15 US.C. 78Hf  Criminal penaity provisions of securities laws.

OCC District Offices

Nortneastern Oistrict Cantral Distnict Southwestern District

1211 Avenue of the Amerncas One Financial Place 1600 Lincoin Piaza

Suite 4250 Suite 2700 S00 North Akard

New York, NY 10036 440 South LaSalie Strest Dailag, TX 75201-3394

2129443495 Chicago. iL 60805 214-720-0858
312-663-8000

Southeastern District Waestern District

Marquis One Tower Midwestern District S0 Fremont Street

Suite 600 2345 Grand Avenue Suite 3900

245 Peacntree Conter Averve. N.E. Suite 700 San Francisco, CA 94105

Atlama, GA 30303 Kansas City, MO 64108 415-545.5900

404-855-8855 816-556-1800
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. OMB No. 20840077

co».—nos. NO(AGENCY USE ONLY) | o - | - - ’ . Exoration Date: 713v88
- I~ . o . ' . REPO_RT OF APPARENT CRIME
=D | | G Ese B : (snom' FORM) |

Fod’eral;'._Doposit Insurance Corpou_'alion ‘ S o AR

A'ITENTION - PR N .
Use this form only it suspoctod cﬁmlnal .ctlvuy (see 12 C.F.R. §353.1) involves actual or pmbablo Ioss ol less than
$10,000 (prior to any recovery or reimbursement) not involving an executive officer, director or principal shareholder
of the institution within the meaning of 12 C.F.R. §215.2 (with the term “member bank” deemed {0 mean “insured non-
member bank™). All other referrals shouid be submitied on FDIC Form 6710/06A, Report of Apparent Crime (Long Form).
For purposes of this form, “suspected criminal activity” implies that there is a reasonable basis for benevinq that a

cdme has occurred, is occurring or may occur. . S e

This form should be promptly filed by the bank, but no lbief than thirty days following discovery of lho suspected viola.
tion. Where appropriale, law onlo:cement authorities should be lmmedialely notlfied by telephone or other oxpedntious

means.

The information in this reportis conﬁdential and subject to the applicablo provisnons of the Privacy Act of 1974 5 U .S.C.
552a and Part 310 (12 C.F.R.) of the FDIC's Rules and Rogulanons. A

1. Name and Location of Financial Institution

NAME

LOCATION : .
STREET v _ B st 2iF
CERMIFICATE NUMBER i actwily OCSLMES 3l Dranch OHCes) piease ety

2. Asset Size of Financial Institution (mulhons of dollars) B
3 Approxmate date and doiltar amount of suspested wiolation -

DATE —_— AMOUNT (mousangs of oohars)
Monin  Day Year

4 Summary characterizaton of the suspected wiolation. Check appropnate bOX(eS)

C DefaicanorvEmbezziement T Bribery/Gratuity Z Other (Describe)
= Faise Statement "‘ Misuse of Postion or Seit Dealing
= Check Kiting . = Mystenous Drsappearance

Appiicable Section(s) of the U.S. Code (if known). (See list on page 4)
5 This matter 1s being referred to the FBI in

city _ st
and the US. Antorney in

city ST JUDICIAL DISTRCT |* anow™

6 Person(s) Suspected of Cnrminal Violation (f more than one. use continuation sheet)

a8 NAME —
FIRST M! . . LAS?
ADDRESS
STREET ciy R | . 2P
DATE OF BIRTH ~ SOCIAL SECURITY NO _
(o known) Mortn  Day Year ! Anown)

b Refationship to the financial insttution (check all apphcable blocks)

C Othcer C Employee T Broker O Sharehoider
O Dwector CAgent - C Borrower O Otner. Specity
E-18
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-

B c. lspersonstﬂdﬁhatedwuhheﬁnancxahnsmwon DYbs D No

. uno. Dtemnated Drwgned patE :
- . Momh. Day ‘Year

: .Descnbe CMmstances (nf necessary use comtmat»on sheet)

d Pror or related referrals [ Yes ONo i yeijplease tdenufx;u,;;-

. e Is person atfiiated with any other hnancial institution J Yes TINo or business enterpnse CYs — No""lf yes to
; ~ether or both, please udenmy .

e "

7. Explanation/Description of Suspected Violation. (Give bref summary of the suspected wiolation, explaining what 1§ unusual
or wreguiar about the transaction.) (If necessary. use contmuat»on sheet)

8. Has there been a confession? Z Yes I No. if so. by whom?

9. Offer of Assistance ] _ _
The individuals histed below are/will be authonzed to chscuss this referral with F8! and Department of Justice othcials and 10
assistin locating or explaiming any documents pertinent 10 this referral. provided that contact is first made with

Name : Position

Phone No

Name : ' _ Tele No

Name Tele No

Name, : Tele No
10. Form Prepared by

Position

. Agency/institution
Phone No : Date
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CONTINUATION SHEET

tem No.

Remarks
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"su.s.c. 2

8 L.S.C. 201
]

8 US.C. 218
18 U.S.C. 3N
"s U.S.C. 856
18 U.S.C. 709
k

8 U.S.C. 1001
8 U.S.C. 1005
8 U.5.C. 1014
3 U.S.C. 1029
8 U.S.C. 1030

8 U.S.C.
8 U.s.C. N4
8 U.S.C 1344

8 U.S.C. 1621

S US.C. Tt
5 U.S.C. 78x

PRINCIPAL CRIMINAL STATUTES

To a0 abel coonse! command nauce O Drocute Ihe cCommss.on of legeral offense

Bribery of DubIC OINCIBIS INCILCING elecied representaves pIOrS NG eMDIOyees Of ANy Gepanmen 0 3genCy 0 'ne lede’d Gover~
ment and wilnesses 1N oIhCial DIOCELOINGS €Q anNyone whO grves Ofters OF DIOMises anyiteng Of vaiue 10 3 DUDIC O 3 O 3
winess with [ne intent 10 Ntluence (hal Persons olLC:al lunclons

KichDachs bDnbes Makes it uniawiul 100 any OHhcer Cwecior empDiOyee agent O allorney 10 SOKCIE 3CCEDI Of Grve 3ny™™ing of value
N CONNECHON wilhh 3Ny 1aNSACHON OF Dusness O 3Ny hNANC13l nSIduhon

Conspiracy of iwo Or more persons 1o evher commm 3 leeral ollense or 10 Oelraud tne Unied States (0r any agency of the US )
Then embesziement Or MiSapDICaNON Of Bank lunas willlully Dy an Oficer Quector agent OF eMpIOyee OF 3 Dany wilh e~ g
e O Gelraud the bank Can infer intent 10 inure 11OM Ihe 13C1 OF 1Nury Of 1IOM 3CIS RNOWINQly CONE 1N reChiess asreQarg 'or
he wnterests Of Ine Dank
Faise aovernsing or misuse of woros Nawonal Fegeral Reserve Deposit Insurance eic 10 COMvey /mpress:on of ledera agenc,
thhatOn
Generat 1aise siatements siatule - knNOwingly and willfuily [3IS.lysng OF CONCEAUNG 3 Maler:al 13C! O MIRING 3 13ISE SIFIEMEnt OF Mar ~g
0! USING 131SE wiing kNOWNG 1l 10 De faise
Faise entries ano 1eports of staiements iNCILONG MAleral OMISSIONS wilh intent 10 imure O Oetraud the bane Ine OCC (o” Fez 2
FOIC) bans esaminers or other NGiviBuats O COMPa™es
False statemen' (0ra' or wrtien) g 103~ 3DDICAND™ Made kNOwIng!y 10 INe DUrDOSE O :NliuenC:ng any Dane wnOse 08005 'S a-e
legerally inSureS UDON 3Ny ADDHCANON DLICHAsSe aQreement COMMMeEnt I0an (Of any ChaNge O esiens.0~ O Samer "' .33
willfuliy Qvervaiung 1ang propeny Or Securty
Creat Carg 1rau0 - kNOwingly ang wilh intent 10 Oeraud DrOCUCE USE O Ir3C 1N CouNntere: access oesCes
Comouter traug - knOowngly 3CCLSSNG 3 COMDUIR! withBU! 3UINDNZANON OF USING it 107 UNBULNOT. 280 DUrDOSES NCiuDNG OBI3 ~ =3
NMOIMnon coNaned 10 1eCoras Of hNangial Nsiiubons
Mai 13u0 - sCheme O ariice 10 Oelraug thal Mmakes use of Ine Posiat Service
Wete t13u0 - scheme oOr andice 10 gefraud usng IraNsMHSsOn Dy wire raco or TV 10r Ihe DUrpOse O Carty:ng Oul Ine sche~e
Bans trau0 - scneme or aruhce 10 Oetraud a fecerdily iINSureD INSHIULON OF Lake MONRy lunas CreoMs asse’s secunt-es Or o'ner D'oC
erty Dy Misrepresentanon
Perury 1atse staiement mage under 03tn (f 1aiIse Slalement i§ NOt Mage unoer 0aih NCviOU3l May sttt be prosecuted unoer 18 USC
1007 or 1014)

L]

Racketeer Intivenceo ang Corrupt Organizatons ( RICO ) stalules invesing in any enterprise ateching -ntersiale commerte ' "ne
funOs 101 1he nves ent are Oerved ITOM 3 patiern Of racketeerag act vy (Ihese actwihes are 08 nes 10 «NCluge ML0e O'L3F
oeatng DrDe’y roDDery exiofmon Counierignng mad rau0 wire 11ayc empezziement (rOMm DENSION Iyn@s ODSITUCI D™ O° T° ™3
NvesHatons 11aud n Ihe saie of secunes e:X)

Currency Transacrons Bank Secrecy Act
Foreg- Corrupt Prazuces Ac: of 1977 Pa,ment o aay'ning of value 10 an) 101e-g~ OC.at loreg~ DOH:Ca! D3y O C3"0.C3'e O° 3%y

Oine: DE°SON where INe Amencar. COrDOralion anows Of Mas reason 0 kNow INe (MiNg O! value wouiG De C'tereg 10 a 'ore-gr of.C.3
1ore-Qr DONICA! Darly O CanchOale 10t foregn DOWICa! o'tce

Crnmingl violations of SeCurihes laws
Cnmina penally provis:ons of secuntes laws
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INSTRUCTIONS FOR FILING THE SHORT FORM

The purpose of this report is to provide a consistent means by which financial institutions can make referrals of known
or suspecied criminal activity perpetrated against the institutions whether by insiders or those outside the institution.
The report will provide an effective means by which appropriate law enforcement and supervisory aulhorities will be
made aware of known or suspected criminal activity. Institutions should use care in filling out this report and should
insure that it is filled out in as complete a manner as practicable under the circumstances.

When a financial institution concludes that a crime has probably occurred involving less than $2,500 where the institu-
tion has no basis for identilying a possible suspect or group of suspects (as often occurs with a check forgery or an
unauthorized use of a credit card), then reporting the violation to the United States Attomey and federa! law enforce-

ment is optional. But if (1) the apparent crime involves $2,500 or more or (2) the institution has a reasonable basis for
identitying the suspect or group of suspects, regadless of the dollar amount involved in the apparen! crime, then reporting

is mandatory.

DISTRIBUTION:
1. Retain one copy in bank's files.

Send one copy to Regional Director, Division of Bank Supervision, Federal Deposit Insurance Corporation.

. Send one copy to the nearest office of the FBI.

S =~ N X

. Send one copy to nearest office of the U.S. Attomey.

. It the violation invoilves 31 C.F.R. 103, send one copy to the local IRS office, Criminal Investigation Division.

» W

. In cases involving the unauthorized use of a credit card or credit card number (18 U.S.C. §1029) or computer
fraud (18 U.S.C. §1030), perpetrated without any appareni complicity of a bank employee or officer, the financial
institution should send the form to the local office of the Secret Service in lieu of sending the referrai to the

FBl.

7. 11 also a criminal violation of state law, consider sending the form to the appropriate state prosecuting
authority.

E-22
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OMB No.: 30640077
MNTROL NO (AGENCY USE ONLY) Experstion Ou:';B‘IM

REPORT OF APPARENT CRIME

FDIG (LONG FORM)

e SO SO | BIRE

‘ederal Deposit Insurance Corporation
[
\TTENTION:

Jsa this form in all cases where suspected criminal activity (see 12 C.F.R. §353.1) involves probable loss (befors reim-
ursement or recovery) of $10,000 or greater and in all cases, regardless of amount; involving an executive otficer, direc-
o or principal shareholder of the institution within the meaning of 12 C.F.R. §215.2 (with the term “member bank”
eemed to mean “insured nonmember bank'). For purposes of this form, “suspected criminal activity” implies that
here is a reasonable basis for believing that a crime has occurred, Is occurring or may occur.

lhls form shouid be promptly filed by the bank, but no iater than thirty days following discovery of the suspected viola-
.on. Where appropriate, law enforcement authorities shouid be immediately notified by telephone or other expeditious
neans.

]
he information in this report Is subject to the applicable provisions of the Privacy Act of 1974, 5 U.S.C. 552a and Part
i10 (12 C.F.R.) of the FDIC's Rules and Reguiations.

Name and Location of Financial Institution

NAME
LOCATION

STREE” CiTY ST 2P
CERTIFICATE NUMBER ! achwity OCCurreg at Dranch once(s) pDiease «oentt,

Asset Size of Financ:al Insttution (mulhons of dollars)

Approximate date and dollar amount (pnor 10 any afiowance lor restitution Or recovery) of suspected wolation

DATE ______  AMOUNT (housanas of cotars
Montn  Day Year

- Summary charactenzanon of the suspecied wiolation Check appropnate box(es)

2. Defaicaton/Embezziement T Bnbery/Gratuty C Other (Descnbe)
Z False Statement o Misuse of Posmon or Sell Deaiing
T Check Kting G Mystenous Disappearance

Applicable Section(s) of the U.S. Code (if known). (See list on page 7)

This matter 15 beng referred to the FBI in

Ciy St
and the US Artorney in

City st JUDICIAL DISTRICT o anowm)

E-23
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. Person(s) Suspected of Cnminal Violation. Complete subparagraphs (a) through (e) on easch indmdual suspected of cnminal ,,
actwity (f more than one. use conlinuation sheel) Include primary suspects only. Indivduals who may have knowiedge of
the suspected cnminal activity. but who are not themseivas suspected of being involved shouid be iisted as witnesses under

ftlem 10. Prowide any agdiional detads known with respect 1o pnor relerrals or atfiliatons. o

a NAME —
FIRST MI LAST
ADDRESS
STREET City ST 2P
DATEOF BIRTH ___ SOCIAL SECURITY NO
(st known) Month  Day Year (f knOwn)
b Relatonship 0 the financial mshtuhon (Check ali apphcable Iocks)
O Othcer T Employee C Broker CC Sharehoiger .
C Dreclor C Agent C Borrower = Other. Spectly LY

c Is person stll athiated with the hnancial mnstitution J Yes =3 No

f no. Zterminated [ resigned DaATE
Morin  Day Year

Describe Circumstances (f necessary. use continuation sheet)

g Prior or refated referrals — Yes T No !f yes. please :dently

e is person athhated with any other hinancial mstitunon — Yes - No or business enterpnse — Yes — No If yes 10

either Or both. please dentity

Exotananon/Descrption of Suspected Violanon Proviae 3 brief narrative gescnption of the activity gming nse 10 [he referra!
explaining what 1s unusual or irreguiar.about the transaction Details will be proviced later n the form The purpose of this

paragraph i1s 10 provide a summary descnption ol the overall fransaction

E~24



-
b Gwe a chronological and compiete account of the suspected wiolanon (Use continuation sheet. if necessary)

* Relate key events 10 documents and attach copies of those documents .
* Explain who benefiled. inancially or otherwise. from the transaction, how much. and how
e Furnish any explanation of the transaction provided by the suspect and inchcate 10 whom and when 1 was grven

» Furmsh any explanaton of the transaction provided by any other person.
» Furmsh any enidence of cover-up by the suspect or endence of an attempt to decerve federal or state exarminers or others

"  eindicale where the suspecied wolanon took place (eg. main ofice. branch. other)
* Recommend any further investigaton that might assist law enforcement in fully examining the potentiai wiolation

-ms SECTION OF THE REFEARRAL IS CRITICAL. it SROUIO D8 3% O1a4e0 35 CHCUMSIANCES DErmut The Care wift whCh My SECHON 4 avillgr MY, MPse 'Ne Oference ~
metner O NOI INE OBSCTORD CONGUCT NG 1S CIP™nd Nature 3re Clearly UNOESIOD The BSCUSSON DONYS LSIEQ i IWg SECHON A1 N0 EenBusl. 8 They SAOUIC DE COve-e0 D
D The eviem J0IOND S+OINI-ON WOUD DE uSEIU 35 10 Ay DANCUIT 18M Or 10 ING Esle an J00LOND CaleQD’y SHOWG DE J00TESSET 4 SAOUIO DE 00ne "ere Fee hee 1¢

USe aNaChens OF 10 COT Nue INe DESCHONON ON 3 SEDITAE SNee! INCIUOE 37y SUQQYESIONS I0F INe Nl vewnG O afly winESSes QAINE! °Q D' 37, OOCU™E™ 3 MermCay O
VeI GAON WACR MM 'OV USE'U! 1N IOROWANG LD ON Ne revenal (BQ 1aCnG Of DrOCeeDs!
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c Indcale whether the suspecied wiolation appears 10 be an isolated incident or whether  relates 10 oiher fransactions (E»plan)

Exclusion of Informanon trom the Reterra!
Has any perinent information been excluged Irom this referral as a result of any legal or other restran”® — Yes — No

i so why?

Have the excluoedg nformanon or gocuments been segregaled for later retneval® — Yes - No

Has there been a conlession? — Yes 7 No It so by whom?

Wilnesses
List any witnesses who might have :niormaiion about the suspecied wviolalion ang descrnbe ther posiion or empioyment In-

dicate if they have been interviewed (Use continuation sheet il necessary )

Name Position ' Adgress Tele interviesed
Yes No
1 - =
2 - -
3 S
4 - -
5 I

Discovery and Reporing
a Who discovered the suspected violaiion ang when?

b Has the suspected violaon been reported 1o the Board of Dvectors? Z Yes Z No By whom ang when?

¢ Has the Board of Direclors taken action? — Yes — No I so. what ang when?

g Has the suspecled violation previously been reponed o federal or locai law entorcement or to any lederal or siale supersory
agency? TiYes O No !f so. by whom, 10 whom. and when?

E-26
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Loss

a Amount of loss known § _
b Resnluton by
Inthe amount of §
Name ol Appicable Surety Bond Company
Amount of Bong $
Amount of deguctible $
Was clam fled? O Yes [ No
Sentlement by Surety Company $
Total resttution and settiement 1o date S
Net loss (after subtracting any amounts paid in the form of restilution or senlement) 5
Is agamonal loss suspected® [ Yes O No (i yes explan)

JO Qo

k. Has the suspected violation had a material impact on or otherwise affected the financial soundness of the institution? Hf
$0, please explain.

OMer of Assisiance
The naviguals hstec below arerwill be aulhonzed 10 discuss this referrat with FBI and Depanment of Jusice oftcials ang 1o

assist in locanng or explaning any documents pertinent 10 this referral provided that contact is first made with

Name Position

Phone No

Name Tele No

Name Tete No

Name Tete No

Form Prepared by

Position

Agency/Inshituion

Phone No Date
E-27
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JONTINUATION SHEET

temn No

Remarks
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8

3

]

INSTRUCTIONS FOR FILING THE LONG FORM

The purpose of this report.is 10 provide a consisient means by which financial institutions can make referrals of known
or suspected criminal activity perpetrated against the institutions whether by insiders or those outside the institution.

™ The reponrt will provide an effective means by which appropniate law enforcement and supervisory authorilies will be

made aware of known or suspecied criminal activity. institutions shouid use care in filling out this report and shouid
insure that it is filled out in as complete a manner as practicable under the circumstances.

All information requested within the body of the report should be supplied at the time of the repont unless such infor-
mation is not known or can only be supplied at a later date. Documents not provided with this repont should be segregated
and safeguarded in order that they might be subsequently supplied upon request or service of subpoena.

DISTRIBUTION:

1. Retain one copy in bank's files. A
2. Send one copy 1o Regionai Director, Division of Bank Supervision, Federal Deposil Insurance Corporation.
3. Send one copy to the nearest office of the FBI.

4. Send one copy 1o nearest office of the U.S. Attorney.

5

6

7

. Send one copy to the State Banking Authority.
. If the violation invoives 31 C.F.R. 103, send one copy to the local IRS office, Criminal Investigation Division.

. In cases involving the unauthorized use of a credit card or credit card number (18 U.S.C. §1029) or computer
fraud (18 U.S.C. §1030), perpetrated without any apparent complicity of a bank employee or officer, the financial
institution shouid send the form to the local office of the Secret Service in lieu of sending the referral {0 the

FBIL
B. If also a criminal violation of state law, consider sending the form to the appropriate state prosecuting

authority.

ADDITIONAL INSTRUCTIONS FOR EXAMINERS

Examiners shouid fill out this report whenever suspected criminal activity has been identified in a banking institution
and either has not yet been reported by the institution or the report made by the institution is deemed o be inadequate.
It is important to note that this report shouid be filled out whenever criminal activity is suspected: examiners are not
required t0 make any initiat finding that such reports would, if pursued, resuit in a criminal convictiod. That judgment
will be made by responsible law enforcement authorities. Any questions regarding whether or not any particular activity
would constitute a crime for purposes of making a criminal referral should be resolved through communications with
the Regional Office. In filling out this report, examiners should avoid overly technical descriptions of transactions which
might not be readily understood by law enforcement authorities unfamiliar with banking operations.

DISTRIBUTION BY EXAMINER/REGIONAL OFFICE

Examiner

1. Retain one copy in field office file under name of the bank.
2. Send original to the Regional Office.

Regional Office

3. Retain one copy in Regional Otfice under name of the bank.

4. Send one copy to the Chiel, Special Activities Section, Washington, D.C. 20429, accompanied by a signed
cover letter indicating. in appropriate cases, the priority 10 be given the referral.

. Send one copy to the nearest office of the FBI.

. Send one copy to the U.S. Attorney.
. It violation of state law, consider sending the referral to the appropriate state prosecuting authority.

. If the violation involves 31 C.F.R. 103, send one copy to the local IRS office, Criminal Investigation Division.
. Send a copy to the State Banking Authority.

W~
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.5.C. 2
.S.C. 201
.$.C. 215

.S.C. 37
.S.C. 858

.S.C. 709
.$.C. 1001

S.C. 1005
S.C. 1014
S.C. 1029
S.C. 1030

S.C. 1341
S.C. 1348
S.C. 1344

S.C. 1621
S.C. 1961
S.C. 1961
$.C. 53t

F.R. 103
S.C. 78ad

5.C. 78
S.C. 78x

PRINGIFAL URIMINAL OTATUTES™

“Jo G abel cCounsel command mnguce O procure the commussion of tegeral ofiense

Bribery 0! pubiiC OICIalS INClUCING elected representalives purors and empioyees of any gepanment of agency of ine legeral government
NG wilnesses 1n OMCIal Droceecngs eg  anyone who grves Offers oF DIOMUSES anyting Of value 10 @ PUDIC DNCI OF 3 wiiness win
the ntent 1o infiuence INJI persong oificial tunctons

KichDachs Dnbes Makes it uniawlul lor any offiCer Orecior empioyee agent O anorney 10 SOkCH accep! O give anying o* value n
connechion with any t1ansachon or business of any hnanCial INstitubon

Conspracy of two Of MO Dersons 10 ether commit a lederal otense or 10 Oefraud the Unvied States (ot any agency of the US)
Thef empezziement or MSapphcanon of bank lunas wilifully Dy an officer CiteCior agent or empioyee o 3 Dank wih intent 1 inyre
or oetraud the pank Caninter intert 10 snyure rom Ine {3Ct Of inury Of I1om acts kNowngly 0one 1N reckiess rsregard 107 Ihe \nterests of the Dane
Faise aovernsing of misuse Of wotas Nawonal  Feoeral Reserve’ Depost Insurance et 10 CONvey /MDESSION Of 100813 3gency 343! o~
General faise statements stalute- knowingly and willuily 1alsitying or conceahng 3 matenai fact Or Maing 3 faise siateme~ o Mas ~3
0! USING 131Se WIing kNOWING 1 10 De talse

Faise entnes and repons o stalements NCluOiNG MALenal OMISSIONS with intent 10 inpure of Oetraud the bans ine OCC (or Feg o FDIC)
Dank examuners Or Otner NG viCud!ls O Companes

Faise staterment (0ral O whiten} g 10an apphCalon Mage kNow:nGly 10 INe DUrPOse Of :nhuenting 3ny DANE wNOSE CEDOS:S 3¢ ‘eder
ally »nsured UDON any 3DDHCANON Purthase agreement COMMIMENt (03N (Of any CRaNQe Of exleNs.on o' SaMe) \NCua NG wi',ty Coer
valuohg 1anQ propery Or seCurnly

Creoin Caro 113u0- knowngly ang with ntent 10 Ce'rau0 DrOCuCe use Of 1rathe n counterie: access Oevces

Computer '"aud - kNOwWINGly 3CCESSNG 3 COMDUIE! witNOU! AUINON2alON OF us:~G o 101 UNAUINGY.2EC DUTDOSES NCwWa " OD'a ~ ~5 ~'O°
m3nonr CoNta-ned i recoras of hnancial 1nsidulons

Ma» 1r1au0 - scne™e or aribCe 10 Or'1aul that mases use o' the Posia’ Service

Wire 11aud - sCNeme Or arhCe 10 Ceraut usSing 11ansMISSION Dy wire rago or TV 107 the Durpose Of Carry'ng Ou! '™e sche=e

Bane rau0 - scheme Of arthice 10 Oeraud 3 fecerally «NSured Msilubon O 1ake MONE) 'unNds CreCHs assels secu’ies 0° O'her oroce”,
Dy m:srepresentanon

Periury1a'se sialement mage uncer 0alrn (! 1aise stalement 15 NO! Mage unoer 0aIN ‘NOw.Oud M3y Shit De DrosecJtea unoe* ‘8 USC
1001 or 1014;

Racuetee’ Iniuencea ana Corrupt Organizators ( RICO ) stazuies 1aves' g A any everprge at'ec’ 3 ~e'sia'e com=erte ' *~e *.=2%
or 1he nves ment are gerved oM 3 paltern of racheteerng achvily (INese achwilies 31@ Oe! "el !0 NC'ude —.'3e° 'L Jea ~3 TU e,
roDDe’y esior.0n Counterie: ng Mad raug wwe haug empeziiement rom DEeNs.ON NS OBS LI ON O° S ™ =3 ~.e$' 33 :"s “a.s
" INe sale O seCuntres eic )

Currency Transact.ons Bank Secrecy Ac!

Fore:g~ Corrupt Practces Act of 1977 Payment 0f anyin.ng o' vaiue 10 any ‘Ore 9N ONC.3' '07@ G0 DO 1L’ DAy O' CANC Ca'e 5 a~, =8
Derson wnere e Amencan COrporalon knows O’ NAS reason 10 kNOw NG NG O' +a'ul wOuIC De O"ereC :2 3 ‘0re g™ 2“Ta ‘S8 3
pohhica' pary or cang-oate 1or loregn poOCal ofhice

Crminal vioiatons of secunties laws
Cnminai penatly Drovisions of secunties 1aws
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B DR B |

FEDERAL HOME LOAN BANK BOARD
CRIMINAL REFERRAL FORM

INSTRUCTIONS

INTRODUCTION. The purposs of this form is to provide s

consistant mesns by which financial institutions can make referrals of

known or suspected criminal sctivity cht.mad against the
institutions whaether by insiders or those outside the institution. The
form wil provide an effective means by which appropnate law
enforcement and supervisory authorities will be made aware of known
or sus criminal activity. Institutions should use care in filling
out this form and should ensure that it is filled out in as compiete a
manner a8 pracucable under the circumstances.

THE FOLLOWING INSTRUCTIONS SHOULD BE REFERRED
TO WHEN FILLING OUT THE ITEMS REFERENCED:

ENTER ON PAGES 2 THROUGH 5, IN THE SPACE
ALLOTTED AT THE TOP OF EACH PAGE, THE DOCKET
NUMBER OF THE FINANCIAL INSTITUTION.

SECTIONA-TOBE COB&IX{‘.E;ED IN ALL REFERRAL

ITEMS 1 THROUGH 3. Self expianatory. ]

M 4. Entar s check mark next w0 those descriptions in 4 which
most generally describe the nature of the criminal activity. Use the
list of criminai statutes provided on page 2 of the [nstructions as an
aid o0 ﬁlhg out the applicable sections of Title 18.

ITEM §. The tarm “confession” includes admussions made to the
institution’s personnei or to others.

ITEM 8. Provide a brief narrauve description of the activity giving
rise to the referral. Details will be provided later in the form in
Section B. The purpose of this paragraph is w provide & summary
description of the overall transaction.

ITEM 7. Compiete subparagraphs (s) through (g) on each individual
suspected of criminal activity. This list should include primary
suspects only. Individuals who may have knowledge of the suspectad
crimunal activity but who are not themseives s of being
involved should be listed as witneases under Item 4 of Section B.
Provide any additional details known with respect w0 prior referrals

or affilistions.

ITEMS 8 THROUGH 10. Self-expianatory.

SECTION
This section shouild be completed in all cases where suspectad criminal
activity invoives probable loss ibefore reimbursement or recovery) of
$10,000 or greatar or in all cases, regardless of amount. involving an

affiliated person within the meaning of 12C.F.R. §561.29.

ITEM 1. THIS PART OF THE REFERRALIS CRITICAL.

It should be as detailed as circumstances permit. The care with
which this section is written may make the difference in whetber
the conduct and its possible criminal nature are clearly understood.
The discussion points listed in this part are not exhsustive. They
should be covered. but o the extent additional explanstion would be
useful as t any particular item or 10 the extent an sdditional
category should be addressed. it shouid be done hers. Feei free to use
attachments or to contunue the description on a separate shest
Include any suggestions for the interviewing of any witnesses or the
gatbering of any documents or method of investigation which might
ﬁ'%re useful in following up on the referrai (o.g., tracing of proceeds).

MS2 THROUGH 7. Seli-explanatory.

ADDITIONAL INSTRUCTIONS FOR EXAMINERS
Exzaminers should fill out this form whenever suspectad criminal
actuvity has been identified in an insured institution and either has
not yet been reportad by the insutution or the referral made by the
institution is desmed w0 be inadequate. It is important to note that
this p.t;c:.r: should be filled out wl:;nev:‘h criminal mm
sus; ; examiners are not required to any initial i
that such referrais would, if pursued. resuit in & criminai conviction.
That judgment will be made by responsibie law enforcement
authorities. Any questions regarding whether or not any particular
activity would constitute s crime for purposes of making s cniminsl
referral should be resolved through communications with the
Director of Examinstions.

The purpose of this referral is w provide appropriate law
enforcement suthorities with compiete and accurate information
reisting 1o sl:?ccud criminal acuvity. ALL information requested
within the body of the form should be supplied st the time of the
referral uniess such information is oot known or can oaly be
supplied at a later date by operation of The Right to Financial
Privacy Act. [n the latter case. documents not provided with this
form shouid be segregated and safe ded in order that they might
be subsequently sug:ﬁed in acco ce with the provisions of The
Right to Financial Privacy Act. [n filling out this form, examiners
should avoid overiy technical descriptions of transactions which
might not be readily undersiood by law enforcement authorities
smiliar with the operations of financiaj institutions.

DISTRIBUTION
ATTENTION: When making distribution, send the enure form (Sections A and B. when applicable) to exch location, as instructed below.
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FHLES FORM 388

SUMMARY OF
CRIMINAL STATUTES

12US.C.§1725(g) Faisely advertising (1) that one is insured by or affiliated with the FSLIC or (2) the

18USC.§2

18US.C.$201

18US.C.4218

18USC.437
18US.C. § 657

18US.C. §1001

18 US.C.§1006

18US.C.§1008
18US.C.$1009

18US.C.§1014

18 US.C. §1029
18US.C. 11030
18 US.C. $1306

18US.C. 41341
18US.C.§1383

18 US.C.§1344

18US.C. 1621

18US.C. §1908
18US.C. 51981

18US.C.§21i13

31US.C.s5311
31CFR.$103

15US.C.$78dd

15US.C.§ 7807
1SUS.C.§ 78z

extent or manner of FSLIC insursnce.
Aiding, abetting, counseling, commanding, inducing or procuring the
eog:'nnon of & federal offense. ngorp

Bribery of public officials, including elected ro?nunut.ivu, jurors and
smployees of any department or agency of the federai government. and
witnesses in official proceedings: e.g,, anyone who gives. offers or promises
anything of vaiue to & public official or a witness with the intent to influsnce that
person's official ns. :

Kickbacks and bribes - makes it uniawful for any officer, director. employee, agent
or attorney to solicit, accept or give snything of vaiue in connection with any
transaction or business of any ffnnncill institution.

Conspiracy of two or more persons to either commit a federai offense or to
defraud the United States (or any agency of the U.S.).

Theft, embezziement or willful misapplication of an insured institution’s funds
by an officer. director, agent or empioyee with intent to defraud the institution.

General false statements statute - knowingly and willfully falsifying or conesaling
a matarial fact or making a false statement or making or using falss writing
knowing 1t to be faise.

Faise entries and reports or statements including material omissions, with intent
to injure or defraud an insured institution or deceive s Federal Home Loan Bank
examiner; receipt of any benefits by an officer. agent or employse of the institution
from a transaction of the institution with intent to defraud zy the individual.

False statamenta made w0 induce FSLIC insurance of accounts, psssing false
documents in order to influsnce the FSLIC.

Transmittal of untrue and derogatory statements concerning the financial
condition of the FSLIC.

False statement, oral or written (e.g., loan applications): made knowingly

for the p of influencing the FHLBB or any institution whose deposits

are federally insured upon any application, purchase a ment, commitment,
loan (or any change or extension of satmne), including wi y overvaiuing land,
property or secunty.

Credit card fraud - knowingly and with intent to defraud, producing, using or
trafficking in counterfeit access devices.

Computer fraud - knowingly accessing a computer without suthorization or
using it for unsuthorized purposes, inciuding obtaining information contained
in records of financial institutions.

Participation of an insured institution in lottaries or related activities.
Mail fraud - scheme or artifice 1o defraud that makes use of the Postal Service.

Wire fraud - scheme or artifice to defraud using transmission by wire, radio or
TV for the purpose of carrying out the scheme. .

Bank fraud - scheme or artifice to defraud a federally insured institution or take
money, funds, credit, assets, security or other property by misrepressntation.

Perjury/faise stataments made under oath. (I1f false statament is not made under
oath, individual may still be prosecutad under 18 U.S.C. § 1001 or 1014.)

Disclosure of confidential information by a federal government employes.

Racketeer Influenced and Corrupt Organizations ("RICO™) statutes - investing
in any entarprise affecting interstate commerce if the funds for the investment
are derived s pattern of racketeering sactivity. These activities include murder,

drug dealing, bribery, robbery, extortion. counterfeiting, mail fraud, wire fraud,

embexziement from pension , obstruction of criminai investigation, fraud
in the sale of securities, ete.
Robbery of a savings and loan, bank or credit union and incidental crimes.

including taking of any property in exceas of $100 in value belongingto a
savings and loan, bank or credit union and receiving, possessing, or disposing of
same.

Currency Transactions/Bank Secrecy Act.

Foreign Corrupt Practices Act of 1877 - Payment of anything of value to any
foreign official, forsign political party or candidate or any other person where
an American corporation knows or has reason to know the thing of valus would
be offered to s foreign official, foreign political party or candidate for foreign
political office.

Criminal violations of securities laws.

Criminal penaity provisions of securities laws.
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OMB NO. 30808-0013
Cxmres T390

FEDERAL HOME LOAN BANK BOARD
CRIMINAL REFERRAL FORM

SECTION A

TO BECOMPLETED FOR ALL CRIMINAL REFERRALS

Name, Location and Docket Number of Financial Institution

Name

Location
Street City State Zip

Docket Number If activity occurred at branch office(s), please identify

Asset Size of Financial Institution (millions of dotlars)

Approximate date and dollar amount (prior to any allowance for restitution or recovery) of suspected

violation

Date Amount (thousands of dollars)
Month Day Year

Summary characterization of the suspected violation. Check appropriate box(es)

O Defalcation/Embezzlement [ Bribery/Gratuity (O Other (Describe)
O False Statement/Fraud O Misuse of Position or Self Dealing

O Check Kiting O Unexplained Loss

Applicable Section(s) of Title 18, U.S. Code (if known)
(see list on page 2 of Instructions) ‘

Has there been a confession? []Yes [JNo Ifso, by whom?

Explanation/Description of Suspected Violation (Give a brief summary of the suspected violation, explaining
what is unusual or irregular about the transaction.) (If necessary, use Continuation Sheet.)

E-33
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FEDERAL HOME LOAN BANK BOARD FHLBB DOCKET NUMBEROF .
CRIMINAL REFERRAL FORM THE FINANCIAL INSTITUTION oo

SECTION A -CONTINUED
TO BE COMPLETED FOR ALL REFERRAL CASES

1.

10.

Person(s) Suspected of Criminal Violation (If more than one, use Continuation Sheet.)
a. Name
First Middle lam
b. Address
Strest City State- Zp
¢. Date of Birth Social Security Number
(if known) Month Day Year . (if knawn)

d. Relationship to the financial institution. Check all applicable box(es)

O Officer O Agent O Shareholder

(O Director O Broker (U Savings Customer

O Employee O Borrower (O Other, Specify
e. Is person still affiliated with the financial institution? [J Yes [ No

Ifno, [ Terminated [T Resigned Date

Month  Day Year
If no, describe circumstances. (If necessary, use Continuation Sheet.)

f. Prior or reiated referrals? [J Yes [] No Ifyes, please identify

g. Is person affiliated with any other financial institution? [J Yes [J No
or business enterprise? [J Yes [J No Ifyes ‘o either or both, please identify

This matter is being referred to the FBI in

Cicy State
and the U.S. Attorney in

Cicty State Judicial District (if known)

Offer of Assistance .
The individuals listed below are/will be authorized to discuss this referral with FBI and Department

of Justice officials and to assist in locating or explaining any documents pertinent to this referral,
provided that contact is first made with

Name Position

Phone No.

Authorized Individuals

Name Phone No.

Name Phone No.

Name Phone No.

Form Prepared By

Position

Agency/Institution

Phone No. Date

Month Day Year

ATTENTION

COMPLETE SECTION B OF FHLBB FORM 366 AND SUBMIT WITH THIS SECTION IN ALL CASES WHE SUSPECT!D
CRIMINAL ACTIVITY INVOLVES PROBABLE LOSS (BEFORE REIMBURSEMENT OR RECOVERY) OF $10.000 AND GREA
IOSRCIIN 219\!..[. CASES, REGARDLESS OF AMOUNT, INVOLVING AN AFFILIATED PERSON WITHIN THE MEANING OF 12 C.l".ll

REV.JUNE 1988 .nn'zm's EDITIONS ARE OBSOLLTE)
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FEDERAL HOME LOAN BANK BOARD | FHLBB DOCKET NUMBEROP
CRIMINAL REFERRAL FORM THE FINANCIALINSTITUTION ——____

. SECTION B
TO BE COMPLETED IN REFERRAL CASES WHERE SUSPECTED CRIMINAL ACTIVITY INVOLVES PROBABLE LOSS
(BEFORE REIMBURSEMENT OR RECOVERY) OF $10.000 OR GREATER OR IN ALL CASES, REGARDLESS OF UNT,
INVOLVING AN AFFILIATED PERSON WITHIN THE MEANING OF 13C.F.R. § 581.29, AMo *

1. Give a chronological and complets account of the suspected violation. (If necessary, use Continuation Sheet.)
- Ralate key events to documents and attach copies of those documents.
- Explain who benefited, financially ot otherwise, from the transaction. how much and how.
- Furnish any explanation of the transaction provided by the suspect and indicate to whom and when it was given.
Furnish any explanation of the transaction provided by any other person. )
- Furnish any evidence of cover-up by the suspect or evidence of sn attampt to deceive federal or state examiners or others.
- Indicata where the suspected violation took place (e.g., main office, branch, other). ]
- Recommend any further investigation that might assist law enforcement authorities in fully examining the potential violation.

2. Indicate whether the suspected violation appears to be an isolated incident or whether it relates to other
transactions. (Explain)

Exclusion of Information from the Referral
Has any pertinent information been excluded from this referral as a result of any legal or

other restraint? (] Yes ] No Ifyes, why?

Lol

Have the exciuded information or documents been segregated for later retrieval? [ Yes [] No

E-35
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~ FEDERALHOMELUAN BANK BUAKRD LB UUCKET VT or —
CRIMINAL REFERRAL FORM THE FINANCIAL INSTITUTION oo

SECTION B
TO BE COMPLETED IN REFERRAL CASES WHERE SUSPECTED CRIMINAL ACTIVITY INVOLVES PROBABLE L.OSS
EFORE REIMBURSEMENT OR RECOVERY) OF 310, 000 OR GREATER OR IN ALL CA E J£S, REGARDLESS o
INVOLVING AN AFFILIATED PERSON WITHIN THE MEANING OF 13C.F.R. §561.39 SES. ¥ AMOUNT.

4. Witnesses
List any witnesses who might have information about the suspected violation and describe their position or

employment. Indicate whether they have been interviewed. (If necessary, use Continuation Sheet.)

Name Position Address Phone No. Interviewed?
Yes No
. O O
b. g a4
: 3
d.
e O O

5. Discovery and Reporting
8. Who discovered the suspected violation and when?

b. Has the suspected violation been reported to the Board of Directors? [ Yes [J No
By whom and when?

c. Has the Board of Directors taken action? [J Yes [J No Ifso, what and when?

d. Has the suspected violation previously been re rted to federal or local law enforcement authorities or to
any federal or state supervisory agency? s [J No Ifso, by whom, to whom, and when?

8. Loss
a. Amount of loss known

f. Name of surety bond company
b. Restitutionby: :

Amonnt of bond 8

¢. Settlement by : Wes cluims fled?
i. Wasclaim ?

surety company O Yes O No
d. Total restitution if yes, when
and settlement to date $
: j. Isadditional loss suspected? [] Yes [J No
e. Total loss to date $ (If yes, explain in Item 1, Section B.)

7. Has the suspected violation had a material impact on or otherwise affected the financial soundness of the
institution? [ Yes [J No Ifyes, please explain.
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INTERNAL FRAUD:
It's Money Down the Drain

By James E. Sniegocki

he call came into the FBI office

one moming at about 9 a.m. The
bank executive sounded desperate.
“Karen has locked herself in the ladies
room and refuses to come out
until you get here,” he said. The
agent had spent the previous day
interviewing bank tellers con-
cerning a $5,000 shortage.
Karen had become a suspect
when someone saw her put
something wrapped in a white
napkin in her purse. She had
been very cooperative, appeared
honest and denied she took the
money.

When the agent arrived at the
bank, Karen came out of the rest room,
totherelicf of the bank executives. She
happily said that she had “found™ the
missing cash—at home in her bed-
room. She said she frequently “finds”
missing things in her room and had no
explanation as to how they get there.

The cash was still in a bank wrap-
per, nothing had been spent. Further
investigation revealed, surprisingly,
that Karen was aconfirmed, medically
diagnosed Kleptomaniac—working
as a bank teller.

Another time, a bank officer
embarrassingly told the FBI that they
had several hundred dollars missing
from the cash that tellers practice with

in tellers training school. Someone
couldn’t even wait to get assigned to a
branch!

In still another case, the FBI agent
was preparing a signed statement from
the teller who just admitted stealing
about $10,000. When asked his name,
he gave one different from his person-
nel file. When questioned about this,
the teller stated he was using his
brother’s name. He couldn’t use his real
name, he logically explained, since the

bank would have found out about his
criminal record and may not have given
him the job.

The above cases are true, as are all
the examples used in this article. They
illustrate the importance of a thorough

background check of all applicants
for positions in the bank.

Evenif all youremployees and
officers are carefully selected and
screened, you may still have prob-
lems. Doany of them have personal
financial problems? What about
drugs? Alcohol? Gambling? And if
you’re sure about your employees,
what about their spouses, boy-
friends and girlfriends? Could they
influence your employees to “go
over the edge?”

Any CEOQ, financial officer or bank
executive who doesn’t realize the im-
pact of internal fraud on the financial
community and on his own bank is
doing a great disservice to his institu-
tion. The US Chamber of Commerce
stated that fraud was a major factor in
the closing of 100 banks over a 20 year
period. The Federal Deposit Insurance
Corporation found fraud in 10 percent
of all its examinations and in 33 percent
of all bank failures during the last two
years.

While eliminating fraud com-
pletely may be impossible, cutting it in
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{continued from page 6)

half or minimizing your exposure to
fraud is an attainable goal and might be
accomplished through some basic and
common sense changes in operating
procedures.

In this article, therefore, we will
attempt the following:

—Explain some varieties of inter-
nal bank fraud so you can recognize the
schemes;

—give you some tips on what to
look for or how to spot a fraud in prog-
rcss;

-—advise you on important steps
once you get suspicious; and finally

—suggest ways o preventaninter-
nal fraud in your bank.

Varieties of Fraud

A branch manager and the sccurity
officer of the bank were both suspicious
when a new customer, a “college stu-
dent” (according to his new account
card) began depositing large amounts
of $50 and $100 bills through the auto-
matic teller machines late at night. A
call to the FBI and some preliminary
investigating quickly identified the
“college student” as a vault supervisor
of aneighboring bank. But there was no
report of missing funds and it certainly
is not illegal to make $10,000, $20,000,
or $30,000 cash deposits to your own
checking account.

The interview with the vault super-
visor began slowly. He spoke freely
about his job, his wife and child and his
“inheritance,” the source of his recent
wealth. Slowly, bit by bit, this story
started to unravel. Comments about his
family did not make sense and details of
the inheritance were vague.

Finally he admitted to carrying
briefcases full of cash out of the bank—
atotal of $250,000. He led the FBI 10 his
home where $140,000 was immedi-
ately recovered. He kept his activities
from the auditors by manipulating pa-
perwork thus keeping the total amount
of the embezzlement “in transit™ be-
tween departments during audits.

One unusual aspect—aside from
enriching himself with a new car, fumni-
ture, oil paintings and a rare book col-

lection—was that he also contributed
much of the stolen funds to churches,
local and national charities and, unbe-
lievably, to build a law library at Ed-
dyville State Prison, alocation where he
would soon take up residence.

Although most cash thefts (called
“mysterious disappearances” by the
FBI) are for smaller amounts, any cash
shortage should be looked at carefully.
Investigators frequently find one teller
having a scries of $5 and $10 cash
shortages lcading to a $100 or $200
shortage and finally, a missing $5,000
or $10,000.

While cash shortages may not
cause a bank to liquidate, they may
indicate sloppy operating procedures or
ineffective internal controls. This situ-
ation then becomes ripe for more com-
plex schemes which would definitely
have an affect on the bank's balance
sheet.

In a large metropolitan area, the
police sifted through the records of the
gambling opcration they had just
raided. They saw the usual collection of
“professional” sports bettors. Then, an
unknown name caught their eye, an
individual betting up to $30,000 a day.
Investigation disclosed he was a teller
supervisor at abank with a salary of less
than $30,000 a year.

A complicated computerized “lap-
ping” scheme was uncovered netting
the employee $1.5 million over a three
year period. Using his banks comput-
ers, he would transfer sums of money
into his personal account, then a day or
two later transfer a larger sum to cover
the amounts taken previously, placing
the difference again into his personal
account. By repeating this procedure
frequently none of the accounts af-
fected were out of balance for more than
a short period of time.

A head teller, employed by a New
England bank for 15 years, was tapping
dormant savings accounts and giving
the cash to her unemployed boyfriend,
who gambled the money away. The
teller prepared and kept a set of ficti-
tious account records to show custom-
ers, if they got suspicious.

She and her boyfriend hatched the
plan one August, and aver the next six
months they skimmed and gambled

away $250,000.

Fraudulent or questionable loans
seem to be the most frequent cause of
bank financial problems and in many
cases, bank liquidations.

Several years ago, in Northemn
Kentucky, a bank failure resulted in the
conviction in Federal Court of two of
the bank’s officers. The federal govern-
ment claimed, and the jury agreed, that
the officers werc responsible for a $3.6
million loss, primarily through loans to
themselves, their business ventures and
their friends.

On the West Coast, a bank man-
ager and three of his friends were in-
dicted in a $2.3 million fraudulent loan
scheme. Using “straw borrowers”
whom they paid from $50 to $300
apiece for the use of their names and
credit data, the three friends applied for
49loans. Notonly did the bank manager
approve the loans, but he made sure that
the paperwork was appropriately hid-
den within the bank and that the loans
did not go through normal channels.

In a fraudulent loan scheme to beat
all others, Jake Butcher pleaded guilty
in 1985 to defrauding his various banks
of $40.8 million. Loans were obtained
from banks in Kentucky and Tennessee
and were made to non-existent compa-
nies. Funds were used to finance aluxu-
rious life-style and for high-risk busi-
ness ventures.

A bank's bookkeeping department
can be a source of many types of inter-
nal fraud, especially if the employee's
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(continued from page 8)

duties are not strictly defined, if there’s
not a regular rotation of duties or if the
transaction handling, posting and rec-
onciliation assignments are not sepa-
rated.

Add 10 the above situation a board
of directors disinterested in internal
audit functions and gencrally poor
morale among the employees, and you
have the situation found recently in a
small bank in Eastern Kentucky. It
should have been no surprise, then,
when the external auditor found that the
bank was missing $1 million.

A lengthy FBI investigation deter-
mined a fraudulent scheme underway
for atleast five years involving the head
bookkeeper, several other employees
and several customers. The scheme
involved non-sufficient fund checks
which were pulled out of the system and
held, or in some cases destroyed, rather
than being returned to the payee or
charged to the employee’s or
customer’s account causing that ac-
count to be overdrawn.

They used a data center to process
their daily work. It was dctermined that
the head bookkeeper not only worked
out of her own cash drawer, but some-
times worked on the posting machine,
opened new accounts, prepared the
work for the data center, received and
handled the work from the data center,
handled the daily list of non-sufficient
fund items, reconciled the data center
account and finally, prepared the daily
bank balance.

Some personal and business
checking accounts went months with-
out a deposit while hundreds of checks
were written. This case brought a whole
new meaning to the often used promo-
tional term, “unlimited checking.”

A discussion of varieties of fraud
would not be complete without the
mention of electronic fund transfers. A
1986 US Department of Justice study
said that in a recent year, there were 60
million wire transfers involving $117
trillion. A survey of 16 large US banks
revealed 139 cases of wire fraud
averaging $833,279. At that time, the
bankers estimated that the dollar
amount of electronic fund transfers

would increase by 70 percent by 1990.

Bankers know that in this day and
age there is no other way to move large
blocks of funds across the country or
around the world. Despite all the inter-
nal controls built into the system, pass-
words, personal identification num-
bers, call back instructions etc..., law
enforcement personnel know that the
human factors make the system only as
strong as its weakest link. Employees
get bored, sloppy or inefficient; go on
vacation or get sick and are replaced
with others who may not be as dedi-
cated or a familiar with procedures. The
rules and regulations give way to short-
cuts.

Add to this the possibility of collu-
sion between two or more employees or
an employee and an outsider; or the
possibility of a data line interception by
a computer wizard and you have the
makings of a major fraud.

Detecting Internal Fraud
(What to Look For)

One of the first things an internal
fraud consultant or investigator will do
when arriving at your bank will be to
assess the “fraud climate.” As morale
goes down, the fraud climate increases.
Do your employees have a “they don't
care about me, why should I care about
them” attitude? Is sick leave abused?
Are they running out the door at quitting
time leaving jobs unfinished? Are they
concerned about their work product? Is
there hostility regarding bank policies?

Law enforcement authorities agree
that low morale leads to a high inci-
dence of employee theft and fraud. A
banker would be amazed to hear the
justification given by an employee
caught stealing. Everything from “bo-
nuses” they should have received to
“informal loans” absent the paperwork.

Be alert for personal problems of
your employees. If the personnel de-
partment did their job, the bank did not
hire crooks and thieves. But even good
solid people have a breaking point. Is
there a medical problem causing a fi-
nancial hardship? Drugs, alcohol and
gambling are problems that need to be
addressed. Senior executives, stressed
over their increasing responsibilities,

are particularly susceptible. '

Investigators use the formula
“opportunity + need = suspect’ when
initiating an investigation.

Alert management can many times
identify these problems early, deal with
them directly and straightforwardly,
prevent a theft or fraud from occurring
and “save” a good employee.

Lifestyle changes should always
be looked at carefully. You have a right
and an obligation to examine the work
of an employee in a sensitive position
who is suddenly living above his or her
means.

The bank vault supervisor who
stole $250,000 bought acar, clothes and
jewelry; he also bought expensive fur-
niture and original oil paintings for his
office at the bank. All this was noted by
his superiors, but no questions were
ever asked.

The head bookkeeper (involved in
the non-sufficient fund check scheme)
and her husband owned six cars, three
motorcycles and a truck—and she
didn’t even drive!

Utilize your internal auditor effec-
tively. He is in the best position to spot
a fraud underway. Make sure he is
trained properly and has all the tools
necessary to do his job. Carefully re-
view his reports, reviews and analyses.
If he spots something suspicious or out
of the ordinary, have him make some
additional discreet checks to confirm or
reject the suspicion.
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(continued from page 10)

Kcep in mind that an internal theft
comes in two parts—stealing the
moncy and altering the records to cover
itup. It’s rare 1o catch someone stealing
money. One way to detect the theft is to
be alert for the cover-up.

" In order 1o spot a fraud, we some-
times have to think like a thief. Some of
us find that casier to do than others.

Which records or accounts might
be used in your bank to cover up a
fraud? Over and short records and dor-
mant accounts come to mind immedi-
atcly. Be careful of taxes, interest, bank
cxpense, travel and entertainment ac-
counts,

Because of large daily deposits and
numerous checks, large commercial
accounts are frequently used in lapping
schemes.

Is your overdraft list reviewed by
an officer daily? In-transit or other
“holding™ accounts are other possibili-
ties.

Other tips to watch for:

—Do any of your employees re-
write their records “for neatness?”
Look for two sets of records.

—Do customers complain about
mistakes on their accounts? See if the
same employee is always involved.

—1Is anyone overly protective of
their records or procedures? You have a
right to see what’s going on.

—Do you have employees who
refuse a vacation? Don’t let them.

—Do some employees have a
constant backlog of entries to be made
so that the records are never up to date?
This may be intentional.

Since fraudulent loans have played
such a large pan in bank failures, this
arca demands particular attention. To
spot fraud in your loan department, look
for procedures that vary from the norm.

Are loan applications properly
filled out and checked? Is information
obtained independently and verified
with that on the application? Is collat-
eral physically checked? Are the finan-
cial statements submitted to the bank
current? Do most of the assets on the
financial statement consist of stock in
closely held corporations orother assets
which are difficult to value?

Arc cerlain customers loan files
kept locked in the loan officers desk
instead of being filcd normally? Are
authorization limits adhcred to? Is the
loan officer and the borrower particu-
larly cozy—spending considcrable
time together out of the bank? Do they
have an outside business relationship?
Arc loans rolled over repeatedly with-
out principal payments for some cus-
tomers, but not others?

Despite recent changes in external
auditing guidelincs giving more re-
sponsibility to the external auditor in
identifying fraud, the internal auditor
and the alert bank cxecutive still have
the best chance to spot a fraud in prog-
ress—and do somcthing to stop it be-
fore it gets out of hand.

Once You’ve Identified a Fraud

If you have concrete evidence that
an employce or officer has stolen
money or is involved in a fraudulent
scheme, your steps are laid out for you
in your regulatory guideline. Your
bank’s attomey will advise you regard-
ing the notification process, but you
will have to write the appropriate regu-
latory agency, the US Attorneys Office
and the nearest FBI office.

The FBI investigation can take one
day or several years depending on the
amount of money involved and the
complexity of the case. Generally their
technique is slow, methodical and thor-
ough with much attention to the de-
tailed collection of documentary evi-
dence knowing that most complex
cases end up in court.

A problem may arise when you
find something suspicious, but just
aren’tsure. You or your intcrnal auditor
may make some discreet inquiries or
review some additional records to re-
solve the matter.

Extreme caution should be used,
however, before attempting your own
internal investigation unless you have
the training and experience to do so.
Accusing an employee may result in a
nasty lawsuit. An internal investigation
may stop whatever is going on, but may
cause records and evidence to be de-
stroyed before the scope of the fraud is
determined. Tipping your hand too

carly may also permit other participants
in the scheme, both inside and outside
the bank, to get together and prepare a
cover story.

The FBI is always willing to dis-
cuss your suspicions and advise you as
to when they can enter a case.

An alternative procedure, if you do
not have trained investigators on your
staff, is to engage a white collar crime
investigator/consultant who can look
into the matter for you on eitheran overt
or covert basis. His goal would be to
determine if, in fact, a crime has been
committed, the extent of the crime and
the number of participants. He could
then advise you as to which documents
should be protected as potential evi-
dence. He could act as your representa-
tive in dealing with law enforcement
authorities throughout the investigation
and, if necessary, the trial. This individ-
ual could also assist in your bond claim
and make recommendations for im-
proving your internal security.

Preventing Internal Fraud

In order to minimize your exposure
to a fraudulent scheme, the following
steps are necessary:

1) Most importantly, you must
have a good employee selection and
screening program. Check with a per-
sonnel consultant and get some expert
advice if this process needs upgrading.

Stant with a detailed resume and
application, but remember that experts
claim 30 percent of all resumes contain
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material misrcpresentations.

Although pre-employment poly-
graph testing has been outlawed by
Congress, pencil and paper honesty
tests and other psychological testing is
still permiticd. These tests have been
found to be rclatively reliable, anti-
discriminatory, inexpensive and will
assist in screening out undcsirablc ap-
plicants.

An initial interview could be im-
portant, but given the ability of many
people to lic convincingly, the skill of
the interviewer determinces the success
of this step.

Background checks are important,
but an attempt should be made to go
beyond the usual reference, credit and
criminal checks. References are
prepped by the applicant to make favor-
able comments. Many criminal activi-
ticsdonotresultin convictions. Former
employers, in fcar of lawsuits, may be
unwilling to tcll the truth about the
applicant.

A second or final interview should
be conducted by a diffcrent interviewer
in order to go over any problems or
questions raised during the previous
steps.

2) Once you’ve hired a good solid
employee, proper training is the next
most important stcp. A well-trained
employee will have confidence in him-
self, have a feeling of self-worth and
that he or she is part of the team. Those
individuals will be more inclined to be
proud of his or her contribution and
work for the benefit of all.

3) Keep morale high. A fair wage,
appropriate benefits and good commu-
nication between all officers and em-
ployees will keep your “fraud climate”
low. Involve employees in the decision
making process. Consider a newsletter,
a suggestion box, an open door policy
for the president or CEO.

4) Establish good and effective
internal controls. Make sure your inter-
nal auditor has the proper training and
tools to do his job. Your external ac-
countants or federal examiners will
point out intemmal control deficiencies.
Listen to them.

~ Between the annual audits, care-
fully monitor your controls o insure
that shortcuts aren’t being taken and

controls bypassed.

Think like a thicf and watch the
arcas that are susceplible to being used
in an intcmnal fraud.

5) Establish an anti-theft policy.
You wouldn’t really need one since
fedcral regulations require you to report
any employce theft to scveral federal
agencics, but it’s important that your
employees know where you stand on
this issuc. You will report any theft in
any amount by any employcc or officer.
Don’t try to play judge and jury. The
Federal Judicial System is set up to
accommodate first time offenders, ex-
tenuating circumstances etc.... Your
employees should know when hired
that you will administer this policy
fairly and uncquivocally.

Finally, with all thc problems fac-
ing bankers today including incrcased
compctition, additional regulation and
allempts to squcczc an extra percent
from investments, you just don't need
the hassle of an iniecrmal fraud. Hope-
fully, with an alert and informed man-
agement using common scnse and fol-

lowing strict internal control guide-
lincs, your bank will not become just
another whitc-collar crime statistic,

James E. Sniegocki, a retired FBI
agent, is president of DATAQUEST,
Inc., a white-collar crime consulting’
investigative firm located in Louisville,
Ky. He will be the featured speaker ai
the KBA's “Bank Iniernal Security
Seminar” on December 6,at the Marri-
oll in Lexington.
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I.

The Right of Financial Privacy In General.

A.

A bank customer has no federal constitutional right of
financial privacy with respect to records maintained by
a bank concerning his personal affairs.

1. In California Bankers Association v. Schu , 416
U.S. 21 (1974), the Supreme Court rejected the
argument that a bank customer's constitutional
rights precluded the bank from complying with the
recordkeeping requirements with respect to the
customer's transactions under the federal Bank
Secrecy Act.

2. In United States v. Miller, 425 U.S. 435 (1976), the
Supreme Court rejected the argument that the
protections of the Fourth Amendment of the United
States Constitution extended to bank records
concerning a customer's accounts maintained pursuant
to the Bank Secrecy Act. A customer does not have
a reasonable expectation of privacy in customer
related documents because those documents are
business records of the bank.

A number of federal statutes impose regquirements on a
bank with respect to disclosures about its customer to
federal authorities. These include:

1. The Financial Privacy Act of 1978, which generally
gives a customer a right of action against the bank
for disclosures to federal agencies unless made in
compliance with special statutory procedures.

2. The sections of the Internal Revenue Code of 1986
which, in addition to requiring, among other things,
reports of interest paid to or by customers and
backup withholding from interest or moneys paid
under certain circumstances, contain procedures for
requiring banks, as third-party recordkeepers, to
produce information about the affairs of a customer
whose tax liability is at issue.

3. The Bank Secrecy Act, including the Currency and
Foreign Transactions Reporting Act, which imposes
reporting and recordkeeping requirements on banks
with respect to their customers transactions.

The question of a bank's disclosure of information about
its customer to state or local authorities or private
individuals will be controlled by state law.




II.

Right of Financial Privacy Act of 1978 (codified at 12 U.S.C.
§§3401-3422)

A.

General Rule: Financial institutions are prohibited from
disclosing information in customer records to federal
governmental authorities, and federal governmental
authorities are prohibited from obtaining access to such
information, except pursuant to:

1.

The customer’s written authorization

a.

b.

Under 12 U.S.C. §3404, must identify the
records to be disclosed, and the purposes for
which and governmental authority to which
records may be disclosed, and must be revocable
and not authorize disclosure beyond 3 months.

Authorization cannot be required as a condition
of doing business.

Administrative subpoenas and summonses

a.

b.

Under 12 U.S.C. §3405, there must be reason to
believe that the records sought are relevant
to a legitimate law enforcement inquiry.

Waiting period after notice to customer during
which customer has an opportunity to contest.

Search warrants

a.

Under 12 U.S.C. §3406, the governmental
authority must obtain the search warrant under
the Federal Rules of Criminal Procedure and
generally must provide customer with notice
within 90 days after it has been served.

Court may prohibit financial institution from
disclosing that records have been disclosed or
that search warrant has been executed.

Judicial subpoenas

a.

Under 12 U.S.C. §3407, the subpoena must be
authorized by law and there must be reason to
believe that the records sought are relevant
to a legitimate law enforcement inquiry.

Waiting period after notice to customer during
which customer has an opportunity to contest.
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5. Formal written requests

a. May be used where no administrative summons or
authority reasonably appears to be available.

b. 28 CFR Part 47 contains Department of Justice
regulations for use of formal written request
procedure.

c. Waiting period after notice to customer during
which customer has an opportunity to contest.

Financial institutions covered by the rule:

Banks, savings banks, credit card issuers under the
Consumers Credit Protection Act, industrial loan compa-
nies, trust companies, savings and loan, building and
loan or homestead associations (including cooperative
banks), credit unions and consumer finance institutions
located in any state or territory of the United States,
the District of Columbia, Puerto Rico, Guam, American
Samoa or the Virgin Islands.

Customers protected by the rule:

1. Only individuals or partnerships of five or fewer
individuals are entitled to protection under the
Act.

2. The "customer" relationship can be based on the

utilization of services of the financial institution
or the maintenance of an account for which the
financial institution acts (or has acted) as a
fiduciary.

Governmental authorities bound by the rule:

1. The Financial Privacy Act applies only to agencies
and departments of the United States and their
officers, employees and agents.

2. The Financial Privacy Act does not apply to state
or local governmental authorities or to private
persons. State law controls as to these issues.

Information subject to the rule:

Any information known to be derived from a record held

by a financial institution pertaining to a customer’s

relationship with it.

Duties of the financial institution under the Act:




Before releasing the information, the financial
institution must obtain a written certificate (the
compliance certificate) from the governmental
authority seeking the information that it has
complied with the applicable provisions of the
Financial Privacy Act.

Upon receipt of an administrative or Jjudicial
subpoena, the financial institution should (unless
otherwise provided by law) proceed to assemble the
information and be prepared to deliver it wupon
receipt of a compliance certificate (Section 3411).

The governmental authority must reimburse the
financial institution for costs reasonably necessary
and directly incurred to assemble and provide
information under Act.

a. Regulation S promulgated by the Federal Reserve
establishes the rates at which financial
institutions will be reimbursed:

- personnel time is reimbursed at $10 per
hour;

- actual cost of computer time;
- copying costs at $.15 per page:;
- actual transportation costs.

b. The financial institution complying with the
legal process or formal written request or
customer authorization should submit an
itemized statement to the government to obtain
reimbursement. It can obtain reimbursement for
assembling information even if the information
is never disclosed because the administrative
process, request or authorization is withdrawn
or successfully challenged.

Absent special circumstances found by a court
(Section 3409), the customer will receive advance
notice of the governmental authority’s request for
disclosure pursuant to administrative or judicial
subpoena or by formal written request and of the
procedures pursuant to which the customer may object
to disclosure.

a. Information cannot be obtained until 10 days
have expired from the date of service of the
notice or 14 days from the date notice was
mailed.



b. During the waiting period, the customer may
challenge (and stay) the disclosure by filing
a sworn statement and an application to enjoin
the governmental authority in the appropriate
court or complying with the statutory customer
challenge provisions.

c. The customer challenge provisions are set out
at 12 U.S.C. §3410 and represent the sole
judicial remedy available to a customer to
oppose disclosure.

The Financial Privacy Act will not prevent a
financial institution (or its officers, employees
or agents) from:

a. Notifying a governmental authority that it has
information that may be relevant to a possible
violation of statute or regulation but the
information can include only the name or other
identifying information concerning the individ-
ual or account involved and the nature of any
suspected illegal activity:; or

b. Providing information to a court or governmen-
tal authority incident to perfecting a security
interest, proving a claim in bankruptcy or
collecting a debt (Section 1103(c) and (4)).

Liability of the financial institution under the
Financial Privacy Act.

1.

2.

12 U.S.C. §3417 sets out the exclusive judicial
remedies and sanctions for violations of the Act.

A financial institution disclosing information in
violation of the Act is liable to the customer in
an amount equal to the sum of:

a. $100;

b. Actual damages suffered by the customer as a
result of the disclosure;

c. punitive damages allowed by the court, if the
violation is found to be willful or intention-

al; and

d. costs and reasonable attorney’s fees if the
customer is successful in the action to enforce
liability.

Financial institutions disclosing information
pursuant to the Financial Privacy Act in good faith
reliance upon a certificate of compliance are
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H.

protected from 1liability to the customer for
disclosure.

a. To meet the good faith test, the financial
institution should examine the document
requiring the disclosure to determine whether,
on its face, it is valid under the Act (for
example, that the summons has been properly
issued and doesn’t require disclosure prior to
the expiration of the statutory waiting
period).

12 U.S.C. §3413 contains a laundry list of exceptions to
the Financial Privacy Act. The following are examples:

1.

5'

Examinations or disclosures by supervisory agencies
(e.dq., Federal Deposit Insurance Corporation (FDIC),
Federal Savings and Loan Insurance Corporation
(FSLIC), Federal Home Loan Bank Board (FHLBB), Board
of Governors of the Federal Reserve System (Federal
Reserve), Office of the Comptroller of the Currency
(0CC), Securities and Exchange Commission (SEC),
state banking or securities agencies and the
Secretary of Treasury under the Bank Secrecy Act and
the Currency and Foreign Transactions Reporting Act)
in the exercise of their supervisory, regulatory or
monetary functions with respect to the financial
institution.

Disclosures in accordance with the procedures
authorized by the Internal Revenue Code.

Information required to be reported in accordance
with federal statutes or rules or in accordance with
the rules of criminal or c¢ivil procedure in
connection with litigation between the governmental
authority and the customer.

Disclosures in connection with the governmental
authority’s consideration or administration of
assistance to the customer in the form of government
loan, loan guaranty or loan insurance progranms.

a. The financial institution must, however, record
the date and governmental authority to which
a disclosure was made in connection with a
governmental loan, 1loan guaranty or 1loan
insurance program (12 U.S.C. §3413(h) (6)).

Subpoenas or court orders issued in connection with
grand jury proceedings.

Special procedures apply to information requested by
government authorities authorized to conduct foreign
counter and foreign positive intelligence activities and

6



the Secret Service in connection with its protective
functions (Section 3414) and to governmental investiga-
tions directed at the financial institution or a legal
entity which is not a customer.

III. Disclosures Pursuant to Third Party Summons Under the Internal
Revenue Code

A.

Section 7609 of the Internal Revenue Code of 1986
contains special procedures for summons served upon
third-party recordkeepers. These procedures generally
require that the IRS give the taxpayer timely notice of
the summons and impose a waiting period during which the
taxpayer can contest the summons.

"Third-party recordkeepers" covered by the section
include:

1. Banks, mutual savings banks, cooperative banks,
building and loan and savings and loan associations
and credit unions

2. Consumer reporting agencies

3. Persons extending credit through credit cards
4. Brokers

5. Attorneys

6. Accountarnts

The special procedures apply to summonses which:

1. Require the production of records (including the
giving of testimony relating to records)

2. Made or kept of the business transactions or affairs

3. Of another person who is identified in the descrip-
tion of the records in the summons

Under Section 7602, a summons may be issued if the
purpose of the inquiry is to determine or collect a tax
liability or to inquire into an offense connected with
the internal revenue laws. However, no summons can be
issued and no enforcement proceeding commenced if there
is a Justice Department referral in effect.

Summons excepted from the special procedures: Section
7609 does not apply to summons:

1. Issued solely to determine the identity of a
numbered account or similar arrangement with a
financial institution;
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Issued to aid in the collection of a tax liability
already determined by assessment or judgment;

Issued to determine whether or not records of an
identified person have been made or kept; or

Served on the taxpayer whose liability is at issue.

Statutory procedures which must be followed:

1.

The summons must identify the taxpayer to whom the
summons relates or the other person to whom the
records pertain (the target) and must provide such
other information as will enable the third-party
recordkeeper to locate the records required under
the summons.

a. Exception for John Doe summons: The summons
need not identify the person with respect to
whose liability the summons is issued if the
IRS has established in an ex parte court
proceeding:

- the summons relates to an investigation of
a particular person or ascertainable group;

- there is a reasonable basis for belief that
the person or group may violate or may have
violated any internal revenue law; and

- the information sought and the identity of
the person(s) are not readily available from
other sources.

The target must be notified of the summons within
3 days of service and at least 23 days before the
date the records are to be examined. The notice:

a. Can be served, mailed by certified or regis-
tered mail to the customer’s last known address
or left with the third-party recordkeeper if
there is no last known address, and

b. Must be accompanied by a copy of the summons
and contain an explanation of the target’s
right to bring a proceeding to quash the
summons

The target can stay compliance with the summons by
filing a petition to gquash the summons in the
federal district court in which the third-party
recordkeeper "resides or is found."



G.

Duty

a. The proceeding must be brought within 20 days
after the date the notice to him is served,
mailed or left at his last known address (or
if none, with the third-party recordkeeper).

b. The target must send by registered or certified
mail a copy of the petition to the third-party
recordkeeper and the IRS.

c. The third-party recordkeeper can intervene in
the proceeding to quash the summons. It will
be bound by the court’s decision in the
proceeding regardless of whether it intervenes.

The records required to be produced under the
summons cannot be examined:

a. Until after the close of 23 days after the day
notice to the target was served, mailed or left
at his last known address (or if none, with the
third-party recordkeeper):; and

b. If the proceeding to quash was timely filed and
notice was properly given to the IRS and the
third-party recordkeeper, only in accordance
with the court’s order or with the customer’s
consent.

Special exceptions: The IRS is not required to give
notice to the target and the target cannot stay
compliance by filing a petition to quash if the
court determines, based on the facts and circum-
stances alleged by the IRS in an ex parte proceed-
ing, that the giving of notice may lead to attempts

a. to conceal, destroy or alter the records,

b. to prevent disclosure through intimidation,
bribery or collusion, or

c. to flee to avoid prosecution, testifying or
production of records.

of third-party recordkeeper:

The third-party recordkeeper must proceed to
assemble the records requested upon receipt of the
summons and be prepared to produce the records on
the day they are to be examined.

If the IRS has not complied with the statutory
procedures or its summons is otherwise deficient,
the third-party recordkeeper may refuse to produce
the documents in order to avoid liability to the
customer.
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Because an IRS summons is not self enforcing,
the IRS would have to commence an enforcement
proceeding in federal district court (12 U.C.S.
§7604). However, if the IRS is successful in
the enforcement proceeding, the financial
institution could then be held in contempt by
the court.

The Supreme Court, in United States v. Powell,
379 U.S. 48 (1964), formulated the four part

test for enforcement proceedings:
- the purpose of the summons is legitimate

- the inquiry may be relevant to the purpose

- IRS doesn’t already have the information
- IRS has complied with the administrative
steps

The person with respect to whose liability the
summons is issued has the right to intervene
in any enforcement proceeding (Section
7609 (b) (1)) .

Compliance certificate: The IRS may issue a
certificate to the third-party recordkeeper
that the period during which a proceeding to
quash could be brought has expired and that no
such proceeding was commenced or that the
taxpayer consents to the examination. A
third-party recordkeeper producing records
summoned in good faith reliance on the 1IRS
compliance certificate or a court order
requiring production cannot be held liable to
any customer or other person for such produc-
tion.

Third-party recordkeepers will be entitled to
reimbursement from the IRS under Section 7610
for reasonable necessary costs which were
directly incurred in searching for, reproducing
or transporting records required under the
summons unless the target has a proprietary
interest in the records, or the third-party
recordkeeper is the target.

i. Under Regulation Section 301.7610-1, a

bank can obtain reimbursement for:

- personnel time required to 1locate
records at $8.50 per hour;
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- computer time at actual costs;
- copying costs at $.20 per page;
- actual transportation costs incurred;

- attendance fees of $30 per day or the
amount paid to federal court
witnesses under 28 U.S.C. §1821(b),
whichever is greater;

- a subsistence allowance if overnight
stay is required.

ii. To obtain reimbursement, the bank must
have "satisfactorily complied with the
summons” and must deliver an itemized
statement to the IRS agent.

Demands of IRS for information must be distinguished from
demands for surrender of property for the collection of
a tax liability which has already been assessed. Under
Sections 6331 and 6332 of the Internal Revenue Code, as
amended by the Technical Corrections and Miscellaneous
Revenue Act of 1988:

1.

Unless IRS finds the collection of the tax is in
jeopardy, it must give the taxpayer 30 days notice
of the tax due and the demand for payment. The
notice must include a brief explanation of, among
other things, the procedures for levying on property
and the rights and alternatives available to the
taxpayer.

If IRS levies a bank account, the bank must freeze
the account for 21 days. The bank must turn over
the deposits (plus interest earned) after 21 days
after service of the levy, unless the levy has been
released.

Unless the funds in the bank account are subject to
an attachment or execution under judicial process,
a bank that doesn’t surrender the funds will be
liable to IRS in an amount equal to those funds or
the tax liability, together with costs and interest,
whichever is less.

A bank which surrenders funds to the IRS in
accordance with the levy cannot be held liable to
the taxpayer or any other person with respect to
those funds because of such surrender.

Section 6334 outlines property exempt from levy.
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IV'

The Bank Secrecy Act (generally, 12 U.S.C. §§1730d, 1829b,
1951-1959 and the Currency and Foreign Transactions Reporting
Act (12 U.S.C. §5311 et seq.)).

A.

The Bank Secrecy Act and the Currency and Foreign
Transactions Reporting Act, as implemented by the regula-
tions of the Secretary of the Treasury, require financial
institutions to maintain records and submit reports to
federal agencies for use in criminal, tax or regulatory
investigations or proceedings.

Financial institutions subject to the recordkeeping and
reporting requirements include banks, broker/dealers,
issuers, sellers and redeemers of traveler's checks and
money orders and casinos. The term "bank" is defined
broadly to include commercial and private banks, savings
and loan and building and loan associations, thrift
institutions, and credit unions (31 CFR 103.11(a) and

().
Reporting requirements of banks:

1. Banks are required to file a report of each deposit,
withdrawal, exchange of currency or other payment
or transfer by, through or to such financial
institution which involves a transaction in currency
of more than $10,000 (31 CFR 103.22).

a. Currency is defined as coin or paper money of
any country that is designated as legal tender
and circulated and customarily used and
accepted as a medium of exchange in the country
of issuance. It includes U.S. silver certifi-
cates, U.S. notes and Federal Reserve notes
(31 CFR 103.11(d)).

b. A transaction in currency involves the physical

: transfer of currency from one person to
another. Wire transfers or transfers of funds
by written order which do not involve the
physical transfer of currency are not transac-
tions in currency (31 CFR 103.11(p)).

c. Multiple currency transactions will be treated
as a single transaction if the financial
institution has knowledge that they are by or
on behalf of any person and result in either
cash in or cash out totalling more than $10,000
during one business day.

i. When measuring the cash in or cash out
during a business day, transactions at the
main and branch offices of the bank will
be aggregated.
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Before concluding the currency transaction, the
financial institution must [1] verify and
record the name and address of the individual
presenting the transaction and [{2] record the
identity, account and social security or
taxpayer identification number of the person
on whose behalf the transaction is to be
effected. Verification generally requires
separate proof of identification and the manner
of verification must be noted in the report.

The report must be filed with the IRS within
15 days after the day on which the currency
transaction occurred.

"Structuring" occurs when a currency transac-
tion is broken up or divided into one or more
transactions for the purpose of evading the
reporting requirements. 12 U.S.C. §5324 and
31 CFR 103.53 declare structuring, or attempt-
ing to or assisting in structuring, unlawful.

Exempt transactions: No currency transaction report
is required to be filed:

For transactions with Federal Reserve Banks or
Federal Home Loan banks;

For transactions between domestic banks; or
By nonbank financial institutions for transac-

tions with commercial banks (but commercial
banks will have to report).

Exemptible transactions

a.

A bank may exempt from the reporting require-
ment currency transactions consisting of:

i. Deposits or withdrawals of currency from
an existing account by an established
depositor who is a United States resident
and operates:

a) a retail type of business in the
United States:

- retail type of business is one
primarily engaged in providing goods
to ultimate consumers and for which
the business is paid in substantial
portions by currency.

- transactions of dealerships which
buy or sell motor vehicles, vessels

F-13




b.

ii.

iii.

or aircraft cannot be exempted and
must be reported by the bank.

b) a sports arena, race track, amusement
park, bar, restaurant, hotel,
licensed check cashing service,
vending machine company, theater,
reqgularly scheduled passenger carrier
or any public utility.

deposits or withdrawals, exchanges of
currency or other payments or transfers
by 1local or state governments or the
United States or any of its agencies or
instrumentalities.

withdrawals for payroll purposes from an
existing account by an established
depositor who is a United States resident
and operates a firm that regularly
withdraws more than $10,000 in order to
pay its employees in currency.

Conditions for exemption:

i.

ii.

iii.

The transactions must be in amounts which
the bank may reasonably conclude do not
exceed amounts commensurate with the
customary conduct of the lawful domestic
business of that customer (or, in case of
a governmental entity, customary and
commensurate with its authorized activi-
ties).

Before granting an exemption, the bank
must now obtain in advance a signed
written statement from the customer which
includes, among other things, a descrip-
tion of the customer's customary conduct
of lawful domestic business and detailed
reasons why the customer qualifies for
exemption. The statement does not relieve
the bank of its obligation of verifying
independently the activity of the account.
The statement must be retained until the
customer has been removed from the bank's
exempt list for 5 years.

The bank must maintain a centralized list
of each exemption. The 1list must be
disclosed to IRS upon request.

IRS may rescind exemptions granted by the bank
or upon application may give bank additional
authority to grant exemptions.
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Reports are also generally required when a person
transports more than $10,000 currency or other
monetary instruments into or out of the United
States (31 CFR 103.23), or when a person has a
financial interest in or authority over a bank,
securities or other financial account in a foreign
country (31 CFR 103.24).

The Secretary of Treasury has promulgated regula-
tions under which specified financial institutions
may also be required to report certain transactions
with designated foreign financial agencies (31 CFR
103.25).

Recordkeeping requirements imposed on banks:

l‘

31 CFR 103.33 and 103.34 impose recordkeeping
requirements on banks. These records are required
to be maintained for a period of 5 years and must
be reasonably accessible (31 CFR 103.38(d)). To
comply with these requirements, the bank may use
records containing the required information which
it keeps in the ordinary course of its business;
otherwise, the bank will have to prepare written
records.

Banks must keep the original or a copy (including
a microfilm copy) of:

a. A record of each extension of credit in excess
of $10,000 which is not secured by real estate.

b. In the case of any transaction intended to
result in the transfer of more than $10,000 in
currency or other monetary instruments, checks,
investment securities or credit:

i. A record of each advice, request or
instruction given or received if the
transfer is to or from any person, account
or place outside the United States.

ii. A record of each advice, request or
instruction given to another financial
institution or other person (wherever
located) if the transfer is to a person,
account or place outside the United
States.

c. Each document granting signature authority over
a deposit or share account and any notations
normally made of specific identifying informa-
tion verifying the signer's identity.
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h.

Each statement or other record on each deposit
or share account showing each transaction in,
or with respect to, that account.

Each check, clean draft or money order drawn
on or issued and payable by the bank which is
in excess of $100 or any other item debiting
the customer's account for more than $100

(other than bank charges), except:

i. checks drawn on accounts which can be
expected to have, on average, at least 100
checks per month over the calendar year,
or

ii. on each occasion on which checks are
issued, the checks are:

- dividend checks

- payroll checks

- employee benefit checks
- insurance claim checks

- medical benefit checks

checks drawn on government agency
accounts

- checks drawn by brokers or dealers in
securities

- checks drawn on fiduciary accounts

- checks drawn on another financial
institution

- pension or annuity checks

Each item, including checks, drafts or
transfers of credit, in excess of $10,000
remitted or transferred to a person, account
or place outside the United States.

Records prepared or received by a bank in the
ordinary course of business which would be
needed to reconstruct a demand deposit account
and to trace a check of $100 deposited in the
account through the domestic processing system
or to supply a description of such check.

A record containing the name, address and
taxpayer identification number, if available,
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of the purchaser of each certificate of
deposit, together with a description of the
instrument, a notation of the manner of payment
and the date of the transaction.

A record containing the name, address and
taxpayer identification number, if available,
of any person presenting a certificate of
deposit for payment, and a description of the
CD and the date of the transaction.

Each deposit slip or credit ticket (or the
equivalent record for a direct deposit or other
wire transfer) reflecting a transaction in
excess of $100.

Records of certain transactions in excess of
$10,000 involving persons, accounts, financial
institutions, brokers or dealers in foreign
exchange outside the United Stated.

Within 30 days from selling or redeeming a certifi-
cate of deposit or opening a deposit or share
account, a bank must secure and maintain a record
of the taxpayer identification number (TIN) of the
customer involved or, if the certificate or account
is in more than one name, the TIN of a person having
a financial interest in the account.

a.

A bank that cannot obtain the customer's TIN
within 30 days will not be in violation of this
recordkeeping requirement if its made a
reasonable effort to secure the TIN and
maintains a list containing the name, address
and account number of all persons from whom it
has been unable to obtain a TIN. This
information must be made available to the
Secretary of Treasury as directed by him.

i. Under instructions issued by the Depart-
ment of Treasury (39 F.R. 32336 (Septem-
ber 6, 1974)), the financial institution
has 45 days to obtain a TIN. Reasonable
effort by the bank should include mailing
to the customer a written request for the
TIN and informing the customer of its
obligation to maintain (for use of the
Department of Treasury) a list of persons
for whom its been unable to obtain TINs.

If the customer has applied for a TIN, the
period for securing the TIN is extended until
the customer has had a reasonable opportunity
to obtain the TIN and furnish it to the bank.
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c. If a bank, acting as agent, purchases or
redeems a CD issued by another bank, it must
comply with the recordkeeping requirements.
The issuing bank may comply with the require-
ments by recording the name and address of the
agent, a description of the instrument and the
date of the transaction.

d. 31 CFR 103.34(a) (3) exempts certain accounts
or transactions from the TIN recordkeeping
requirement. These include accounts or
transactions with:

- governmental agencies and instrumentalities

- judges, public officials, or clerks of courts
of record as custodians of funds in controversy
or under the control of the court

- persons opening a Christmas club, vacation
club or similar installment savings program or
who are under 18 and open an account as a part
of a school thrift savings program, provided
in each case annual interest is less than $10.

e. The TIN recordkeeping requirement applies to
accounts opened after June 30, 1972 and CDs
redeemed or sold after May 31, 1978.

Use of information reported under the Bank Secrecy Act.

1.

The express purpose of the Bank Secrecy Act is to
require banks to maintain records that "have a high
degree of usefulness in criminal, tax, or regulatory
investigations or proceedings." 12 U.s.cC.
§1829b(a).

31 CFR 103.43 outlines the circumstances in which
information in reports filed under the Act can be
disclosed to federal, state and local governmental
agencies and Congress or congressional committees.

Consequences of a Violation of the Bank Secrecy Act by
Financial Institutions:

1.

The federal banking regulatory agencies are
responsible for monitoring compliance with the
reporting and recordkeeping requirements under the
Bank Secrecy Act by banks (e.g., the Office of the
Comptroller in the case of national banks; the
Federal Reserve in the case of a state bank which
is a member of the Federal Reserve system; the FDIC
in the case of a non-member insured state bank; and
FHLBB in the case of FSLIC insured thrift institu-
tions) (31 CFR 103.46).
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a. OCC Banking Circulars 49 (April 5, 1972) and
193 (April 24, 1985, as supplemented Janu-
ary 27, 1986, March 28, 1986 and March 16,
1988) address reporting and recordkeeping
requirements. Banking Bulletin 86-12 (May 11,
1986) and revised Examining Circular 228
(May 28, 1986) outline OCC examination policies
and procedures.

b. The OCC, FDIC and Federal Reserve have all
notified banks that the Department of Treasury
strongly encourages banks to report suspicious
activity which is not otherwise reportable
under the Bank Secrecy Act.

c. Releases and regulations require financial
institutions to develop written compliance
programs and to educate employees. See 12 CFR
21.21, 208.14, 326.8, 563.17-7.

Civil penalties may be imposed for violations of the
Bank Secrecy Act requirements. Under 31 CFR 103.47,
the current maximum penalties are as follows:

a. For any willful violation, civil penalties can
be imposed against the bank and any of its
partners, directors, officers or employees who
participated in the violation.

i. For each violation of the recordkeeping
requirements, the maximum penalty is
$1,000.

ii. For each violation of the reporting
requirements, the maximum penalty is
generally the greater of the amount
involved in the transaction (subject to
a $100,000 maximum) or $25,000.

b. A civil penalty of up to $500 may be imposed
on a bank for each negligent violation of any
recordkeeping or reporting requirement.

Criminal penalties may also be imposed for willful
violations and for knowingly making false, ficti-
tious or fraudulent reports under the Act (31 CFR
103.49). Penalties range from $250,000 to $500,000
maximum fines and 5 to 10 years maximum imprison-
ment.

Subpart E of Part 103, Title 31 outlines the
procedures the Secretary of Treasury (or his
delegate) may use to conduct investigations for the
purpose of civil enforcement of the Currency and
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V.

Foreign Transactions Reporting Act. These regula-
tions, among other things, generally permit the
summoning of banks, their employees and their
records.

The Right to Financial Privacy Under State Law

A.

A bank customer’s financial right of privacy and the
bank’s obligation not to disclose information about its
customer

1. Could exist under a state’s constitution or statutes

2. Could arise based on the contract (express or
implied) between the bank and its customer

a. Cases frequently cite the English case,
Tournier v. National Provincial and Union Bank
of England, 1 K.B. 461 (1923), in support of
the principle that there is an implied term of
confidentiality in the bank’s contract with its
customer. See Suburban Trust Co. v. Waller,
408 A.2d 758 (Md. App. 1979).

3. Could arise under common law
a. Based on a fiduciary duty owed by the bank

b. In a tort action, such as a claim for invasion
of privacy

Some states have broad financial privacy acts, analogous
to the federal Financial Privacy Act of 1978, which
establish clear rules concerning when, and how, a
financial institution can disclose information about its
customer which it has obtained in the course of the
banking relationship.

1. Kentucky does not have a comprehensive statutory
scheme addressing the bank customer’s right of
financial privacy.

2. KRS 287.271(2) requires Kentucky savings and loan
associations, and its directors, officers and
employees, to keep confidential the books and
records pertaining to the accounts and loans of its
members except where disclosure is compelled by a
court of competent jurisdiction.

a. An exception is provided for disclosures
pursuant to KRS 205.835. This section
generally requires a financial institution to
disclose to the Cabinet for Human Resources
financial information about its customers who
are applicants for or recipients of benefits
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under programs administered by the Cabinet.
Applicants and recipients are regquired to
consent in writing to such disclosures.

b. KRS 289.271(1) gives each member of the
association the right to inspect books and
records pertaining to his loan or savings
account. Otherwise, access is restricted to
the Commissioner of the Department of Financial
Institutions or his representatives, persons
authorized to act for the association or
federal agencies with regulatory authority over
the association.

For commercial banks, the only confidentiality
provisions relate to the regulatory reports of
examination.

a. A bank officer or director cannot release any
information contained in an examination report
unless [1] "required in a proper legal proceed-
ing in which a subpoena and protective order
insuring confidentiality has been issued by a
court of competent Jjurisdiction,” [2] in
connection with the referral to a prosecuting
attorney for possible criminal proceedings or
[3] to persons rendering professional services
to the bank or evaluating a possible acquisi-
tion of the bank in each case pursuant to
written request which has been approved in
advance by the bank’s board of directors or its
executive committee. KRS 287.470.

KRS 131.130 authorizes the Kentucky Revenue Cabinet
to examine a third party’s records or documents if
they will furnish knowledge concerning the tax
liability of any taxpayer and to obtain a court
order compelling compliance. KRS 131.190 generally
requires the Cabinet to treat such records and
documents confidentially.

Under Rule 45.04 of the Kentucky Rules of Civil
Procedure, a litigant could subpoena records of a
bank in conjunction with taking the bank’s deposi-
tion. Such a subpoena may be issued without court
order, but, if the bank timely objects in writing,
compliance with the subpoena will be stayed until
a court order is obtained.

The only reported case in Kentucky which addresses the
relationship of a bank and its customer in the context
of information disclosed to the bank is

Henkin, Inc. v.
Berea Bank & Trust Co., Ky. App., 566 S.W.2d 420 (1978).
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1. That case arose in the context of a bank using, for
its own proprietary purposes, information obtained
from a customer to the detriment of the customer.

2. The court found that a confidential and fiduciary
relationship existed between the bank and its
customer. The bank owed a fiduciary duty to the
customer and had the duty to treat confidentially
the information disclosed by the customer in the
course of the banking relationship and could not use
such information for its own advantage.

3. A case of first impression, the court made clear
that the absence of precedent in Kentucky is no
ground for denying a customer relief for a bank’s
wrongdoing.

Because of the lack of clear legislative or judicial
guidelines in Kentucky, a bank generally should not
disclose information about its customers to private
parties or state or local agencies unless required to do
so by a court order or pursuant to the customer’s written
consent. In each case, it generally should notify the
customer before any disclosures are made so that the
customer can 1litigate the question of whether such
disclosures are unlawful.
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rom 4109 Currency Transaction Report OMB N 1545-0183
(Rev. Janusry 1989) P> File a separate report for sach transaction. D Pleasetypeorprint. | Exores: 123189
Department of the Treasury P For Paperwork Reduction Act Notice, see page 3. i amended repen. see
interna! Revenve Service (Complete all applicable parts— See instructions) here . . - . 'Q
[T identity of individual who conducted this transaction with the financial institution _

1 it muttiple individuals involved, see instructions and check here . P S S N T S
2 Lastname 3 First name 4 Miodie inital | 8 Social u.curity num}m
€ Address (number and street) 7 Occupation, profession, or business
8 City : 9 State 10 ZIP code 11 Country (if not U.S.)
12 Method used to verify identity: B DS B e eteeeeieeesa—eseeeo—netee_——aesenceacseesenenssssnnenns
b Issued by P ¢ Number b
13 Reason items 2-12 are not complated: a[] Armoredcarservice (ontername) B e——
[ D Mail deposit/shipment 3 D Night deposit or ATM transaction ¢ D Multiple transactions (see instructions)

individual or organization for whom this transaction was compieted
14 If multiple individuals or organizations are involved. see instructions and check here .

>

18 individual's last name 16 First name 17 Middie initis! | 18 Social security number

19 a Name of organization b Checkif: (1)[]broker/dealer in sacurities, or 20 Employer identification number
(2) ] tinancia! institution (see instructions) i

21 Address (number and street) 22 Occupation, profession, of business

23 Caty 24 State 25 2IPcode 26 Country (if not U.S.) .

2] Customer’s account number(s) affected by transaction :
........................ YO securmes® W[ CD/Money market b
€ [ Checking » ‘O toan » © 7] Other (specity) »

[ZXXT Type of transaction. Check applicable boxes to describe transactions

28 [J Currency exchange (currency for currency)
29 CASHIN: ¥ [J CD/Money market purchased 30 CASHOUT: R[] CO/Money market redesmed
® 3 Depesit ") For wire transfer € O checkcashes Y[ From wire transfer
® 7] Securitypurchased  *[] Receipt from abrosd Y [ Securityreceemed ®[7] Shipment abroad
? 7] Check purchased %™} Othercashin(specify) »___._._... " O witharawa: Y] Othercashout (specity) ... .-

31 Total amount of currency transaction (in U.S. 32 Amountin ftem 31 1n $100 bills or higher; 33 Date of transaction (month, day, and yeer)
dollars). > § [
34 if other than U.S. currency is involved, please furnish the following information: 8 Exchange made [ foror ] from U.S. currency

o Currency name ¢ Country ¢ Total amount of each foreign currency (in U.S.
dotiars) . . > §

38 if a check or wire transfer was invoived in this transaction, piease furnigh the following information (see instructions):
& H more than one check or wire transfer is invoived, see instructions and check here . Ce e .» D
® Oate of check of wire transfer ¢ Amount of check or wire transfer (1n U.S. doliars) ¢ Payee
|-
@ Drawer of check f Drawee bank and MICR number
mnanchl institution where currency transaction took piace
36 Check applicabie bax to indicate type of financis! institution a7 Bank (enter code number from instructions here) »
0[] Sevings and loan association e[ Creait unien 8] Security broker/desler e [ Other
37 Namae of financial institution 38 Empioyer entification number
39 Adcress (number and street) 40 Social ucuﬂty num.ur
at oy a2 Sun @3 TPcode |64 MCRrumber
4S Signature (preparer) 6 Title 47 Date
Sign ’
Here 48 Type or print preparer’s neme ]l’ Approving official (signature) 80 Dete




Form 4785 (Rev. 1-89) _ Page 2
Multiple Transactions
(Complete applicable parts below if box 1, 14, or 35a on page 1 is checked)
Continued—Compiete if box 1 on page 1 is checked

2 Lastrame 3 First name 4 Middie initial | 8 Socia! u.curity numbtv
6 Address (number and street) ‘ 7 Occupation, profession, o b;mm :
8 City 9 State 10 ZIP code 11 Country (if not U.S.)
12 Method usad to verify identity: BT B e
b issued by » € Number B~ TTTTTTTTTTTITTTTmeTIeReTIeT
2 Lastname 3 First name 4 Migdie initiai | $ Socsl as:urity numw
6 Address (number and street) 7 Occupation, profession, or m :
8 City 9 State 10 ZIP code 11 Country (ifnot U.S.)
12 Method used to verify identity: B ORSCNDE B
b (ssued by » ¢ Number »

Continued—Compliete if box 14 on page 1 is checked

15 individual's last name 16 First name 17 Middie initis! | 18 Social security number

19 a Name of organization b Checkif: (1)[]broker/dealer in securities, or 20 Emp!oyc; mrmhc;hon number
2 D financial institution (see instructions)

21 Address (number and street) 22 Occupation, profession, orbuum

23 Cny 24 State 25 ZIP code 26 Country (it not U.S.)

15 indwidual's last name 16 First name 17 Middie initial | 18 Social u_cumy numpor

19 a Name of organaation ® Check if: (1)[[] broker/cesier in securities, or 20 Empkm; identification number
(2) ] tinancial institution (see instructions)

21 Address (number and street) 22 Occupation. profession, or busums

23 City 24 State 25 2IP code 26 Country (if not U.S.)

Continued—Complete if box 35a on page 1 Is checked

33 b Date of check or wire transter ¢ Nnoun)tofchockormnmm(mu.s. 4 Payos
$
¢ Drawer of check f Drawee bank and MICR number
35 b Date of check or wire transfer ¢ moﬂmwmnmm«(mu.s. d Payes
$
o Drawer of check f Drawee bank and MICR number
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Form 4789 (Rev 1-89)

Page 3

General Instructions

Paperwork Reduction Act Notice.—The
Paperwork Reduction Act of 1980 says we
must tell taxpayers why we are collecting
this information, how we will use it, and
whether you have to give it to us.

The requested information i1s useful in
criminal, tax, and regulatory investigations.
in addition to directing the Federal
Government's attention to unusual or
questionable transactions, the reporting
requirement discourages the use of currency
in illegal transactions. Financial institutions
are required to provide the information
under 31 CFR 103.22, 103.26, and 103.27.

The estimated average time needed to
complete this form, depending on individual
circumstances, is 41 minutes. If you have
comments concerning the accuracy of this
time estimate or suggestions for making this
form more simple, we would be happy to
hear from you. You can write to the Internal
Revenue Service, Washington, DC 20224,
Attention: IRS Reports Clearance Officer
TR:FP; or the Office of Management and
Budget, Paperwork Reduction Project,
Washington, DC 20503.

Who Must Flie.—Each financial institution
other than a casino must file a Form 4789
for each deposit, withdrawal, exchange of
currency, or other payment or transfer, by,
through, or to the financial institution,
which invoives a transaction in currency of
more than $10.000. Multipie transactions
by or for any person which in any one day
total more than $10,000 shouid be treated
as a single transaction, if the financial
institution is aware of them.
Exemptions.—See 31 CFR 103.22(b) for
exemptions from the filing requirements by
banks on certain customers.

When and Where to Flle.—File this form
by the 15th day after the date of the
transaction with the Internal Revenue
Service Detroit Computing Center. P.Q. Box
32621, Detroit, M1 48232 ATTN: CTR, or
hand carry it to your local IRS office. Keep a
copy of each Form 4789 for 5 years from
the date you file it.

Penalties.—Civil and crimina! penalties
(up to $500,000) are provided for failure to
file a report or to supply information, and
for filing a false or fraudulent report. See 31
CFR, sections 103.47 anc 103.49.

Definitions

Bank.—See 31 CFR 103.11 forthe

definition of a bank.

Currency.——The coin and currency of the

United States or of any other country, which

circulate in and are customanly used and

accepted as money in the country in which
issued. it includes United States silver
certificates, United States notes, and

Federa! Reserve notes, but does not include

bank checks or other negotiable instruments

not customarily accepted as money.

Financial Institution.—Each agency,

branch, or office in the United States of any

person doing business in one or more of the
capacities following:

(1) a bank:

(2) a broker or dealer in securities,
registered or required to be registered
with SEC under the Secunities Exchange
Actof 1934;

(3) 2 person who engages as 3 business in
dealing in or exchanging currency (for
example, 3 dealer in foreign exchange
or a person engaged primarily in the
cashing of checks);

(4) a person who engages as a business in
issuing, selling, of redeeming traveler's
checks, money orders, or simiar
instruments, except one who does so0 as
a selling agent exclusively, or as an
incidental part of another business,;

(5) alicensed transmitter of funds, or other
person engaged in the business of
transmitting funds abroad for others.

Person.~—An ingividual, corporation,
partnership, trust or estate, joint stock
company, association, syndicate, joint
venture, or other unincorporated
organization or group. and all entities
treated as legal personaiities.
Transaction in Currency.—A transaction
involving the physical transfer of currency
from one person to another. A transaction in
currency does not include a transfer of
funds by means of bank check, bank draft,
wire transfer, or other written order that
does not inciude the physical transfer

of currency.

Specific Instructions

Amended report.—!f this amends a
previously filed report, check the box in the
upper right corner. Staple a copy of the
previously filed report to this amended report
and compiete only those entries which you
are correcting on the amended report.

Part I—Identity of individual who
conducted the transaction.—This part
must aiways be completed. If the individual
conducts the transaction for another
person, be sure to complete Part Il aiso.

Box 1 ——Multiple individuals.—!f two or
more individuals conduct a transaction,
check Box 1. All individua's must be
positively identified. Enter information in
Part | for one of the individuals. Complete
the entry spaces on the back of the form for
the other individuals. For example, a check
made out to John Doe and Thomas Smith
may be presented for payment at a financia!
institution. Both of the joint payees are
present. Complete Part { on the front of the
form for John Doe, and complete Part | on
the back for Thomas Smith.

items 2, 3, and 4 —Name of person
conducting transaction.—Enter the

last name in Item 2, the first name in

item 3, and the middie initial in Rem 4.
item 5—Social security number.—A
social security number must be provided if
an indvidual is conducting the transaction
for himself or herself. if the individual is
conducting a transaction for another person
or 1s a nonresident alien who does not have a
social security number, write NONE in the
space and complete item 12.

items €, 8, 9, 10, and 11 —Address.—
Enter the permanent address. including ZIP
code. of the indinidual who entered the
financia! institution to conduct the
transaction. A P.O. Box number is not s
street address.
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item 7—Occupation, profession, or
business.—Fully identify the occupation,
profession or business of the individual
conducting the transaction; for example,
secretary, carpenter, attorney, etc. Do not
use nondescriptive terms such as merchant,
self-employed, businessman, etc.

Item 12—Method used to verify
tdentity.—All individuals (except
employees of armored car services)
conducting 3 currency transaction for
themselves or for another person must be
positively identified. For individuals who
are established customers, identifying
information previously obtained from the
customer and in the financial institution's
records may be provided. Statements such
as “known customer” are not sufficient as
identitying information. For U.S. citizens,
ask to see and inspect a driver’s permit or
any other written identification document
acceptable to the financial institution in
normat check cashing operations. For an
alien, ask to see and inspect his or her
passport, alien 1D card, or other official
document showing nationality or
residence. Enter the type of document in
item a, such as driver’s license, signature
card, charge card, passport, etc. Enterin
item b, the name of the state issuing the
driver’s permit, the name of the bank or
store issuing the charge card, etc. Enter
the number of the license, account, card,
etc.,infitemec.

ftem 13—Reason items 2-12 not
completed; armored car service, mall,
night deposit, or ATM transaction.—
Check Box a if the transaction was 8
delivery by an armored car service licensed
by a state or local government. Enter the
name of the armored car service in the
space provided. :

Check Box b if the currency was received
or shipped through the U.S. Postal Service.

Check Box ¢ if the transaction was a
night deposit or an ATM (automated telier
machine) transaction. .

Check Box d if this report involves
multiple transactions that when totalied
became a reportable transaction and the
individual(s) who conducted the
transactions cannot be identified.

if you check Box a, b, ¢, or d, you do not
have to complete any other entries in Part |
However, be sure to complete Parts Ii, 1li,
V,and V.

Part il—individua! or organization for
whom transaction was completed, —if
the individusl in Part | is conducting the
transaction for himself or herself, do not
complete Part ll. in ali other cases,
including armored car service, mail, night
ge%ols'it. or ATM transactions, complete

art il

Box 14—Mutltiple Individuaisor
organizations.—If this transaction is being
conducted for more than one individual or
organization, check Box 14, and complete
the applicable entries on the back of the
form. Do this also if the individual in Part |
conducts a transaction that involves both
himself or herself and another individual or
organization.
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items 15, 16, and 1 7—Name of
Individual.—Enter the last name in item
15, first name in item 16 and middle initial
in item 17, of the individual for whom the
transaction was completed.

itern 18—Soclal security number.—
Enter the social security number of the
individual for whom the transaction was
completed. You will have this in your
records. If the individual is a nonresident
alien and does not have a social security
number, write NONE in the space for
the number.

Htems 19 and 20—Organization’s name
and EIN.—[f the transaction invoives a
business, show the business name in item
19a, and the employer identification
number (EIN) in item 20. This is a 9-digit
number shown as 00-0000000. If the
organization does not have an EIN, write
NONE in Item 20.

Check Box 190(1) if the individual or
organization is a broker or dealer in
securities. Check Box 19b(2) if the
individus! or organization is 8 financial
institution described in item (3), (4), or (5)
under the Definitions of a Financial
Institution on page 3.

ftems 21, 23, 24, 25, and 26—

Address. —Enter the permanent address
including the ZIP code of the individua! or
organization for whom the transaction is
completed in the appropriate boxes. if the
address is outside the U.S , be sure to show
the country in item 26. A P.O. Box number
1 not a street address.

ftem 22—0Occupation, profession, or
business.—Fuily identify the occupation,
profession, or business of the individual or
organization for whom the transaction was
completed. Use descriptive terms, such as
securities broker, attorney, auto dealer,
etc. Do not use nondescriptive terms,
such as seif-employed, merchant,
businessman, etc.

Part lli—Customer’s account number
affected by the transaction.

Box 27—Type of account and account
number.—-Check the boxes and enter the
account numbers of the accounts affected
by the transaction. If a depos:it or
withdrawal is made from a savings,
checking, share, or other account, check
the appropriate box and enter the account
number. Other accounts would include ai!
accounts with broker-dealers. If the
transaction does not affect any account,
make no entry in Part 1il. For exampie, a
cashiers check purchased with cash may
not affect any account and does not require
any entry in this part. Piease note that the
coda letters before the boxes are for IRS
processing purposes.

Part IV—Type of transaction.—Check
the boxes that describe the transaction. For
international transactions with foreign
financial agencies (banks, currency
exchange deslers, securities deslers, etc.)
involving receipts of currency for deposit,
purchases of currency, withdrawal,
shipments of currency for deposit, or sales

of currency, check the appropriste box
“Receipts from abroad” or “Shipments
abroad” in item 29 or 30.

8ox 28—Currency exchange. —Check
this box if currency was exchanged for
currency. This includes exchanging U.S.
currency for foreign currency (be sure to
complete item 34) and vice versa. It aiso
includes exchanging small denomination
bilis of U.S. currency for iarge
denomination bills of U.S. currency, or
viCe versa.

Box 29-—Cash in.—Check the appropriate
box(es) when currency is received by the
financial institution as part of a transaction.

Box 30—Cash eut.—Check the
appropriate box(es) when the financial
institution pays out currency as partof s
transaction.

item 31-Total amount of currency.—
Enter the total amount of currency in the
transaction. If a transaction involves both
currency and checks, such as a deposit
transaction, enter only the amount of the
currency.

item 32—Amount in $100 bilis or
higher.—Enter the amount of the total
currency transaction reported in item 31
that 1s in denominations of U.S. currency of
$100 or higher. For example, if the total
currency transaction is $100,000 and

$50, isin U.S. currency of $100 or
higher denominations, enter $100,000 in
item 31 and $50,000 in item 32.

ftem 33—Date.—Enter the month, day,
and year of the currency transaction. Use
the actual calendar date, not the banking
day date.

Item 34—Foreign currency.—If the
currency transaction invoives a forgign
currency, enter the information in the
sppropriate spaces. Enter the name of the
currency in ftem b, the country in item ¢,
and the total amount of the foreign currency
in U.S. dollars in item d. Chack the
appropriate box in item a, if foreign
currency was exchanged for U.S. currency
or U.S. currency was cxchanged for foreign

" currency. For example, a currency

transaction involving italian lira being
deposited would have lira entered in item b,
italy entered in item ¢, and the amount,
converted into U.S. doliars, entered in item
@. Since currency was not exchanged, no
entry is made in item a. if currency of two or
more foreign countries is invoived in the
transaction, sttach & separate sheet of
paper that clearly identifies the individusl or
organization for whom the transaction was
complieted (items 15 through 20) and report
the information for each foreign currency
required by item 34,

ftem 35—Check or wire transfer. —if
muftipie checks or wire transfers are
involved in the transaction, check Box a and
furnish the information for one of the
instruments on the front of the form and for
the other instruments on the back of the
form in the spaces provided. if you have to
report more instruments than are
entry spaces, attach a sheet of paper thet
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clearly identifies the individual or
organization for whom the transaction is
completed ( ftems 15 through 20) and
furnish the information for items b through
for each check or wire transfer.

Date.—~Enter the date shown on the check
or the wire transfer of funds in item b.

Amount.—Enter the amount of the check
or wire transfer in item ¢. Show the amount
in U.S. dollars only.

Payee.—Enter the name of the individua!
or organization to whom the check or wire
transfer of funds is made payable in item d.

Drawer.—Enter the name of the individual
or organization that wrote the check or who
wire transferred funds in item e.

Drawes bank and MICR number.—Enter
the name of the bank and MICR number on
which the check or wire transfer of funds is
drawn in item f.

Part V.—Financial institution where
transaction took place.

Sox 36—Type of financial institution,—
Check the box that describes the type of
financial institution you are.

Box 36a—Banks.-——Enter the appropriate
code number for the Feceral agency that
performs examinations for compliance with
the Bank Secrecy Act reguiations: -

Code 1—Comptrolier of the Currency
Code 2—FDIC

Code 3—Federal Reserve System
Code 4—None of the above

ftems 37, 39, 41,42, 43, and 44—
Name, address, and MICR number.—
Enter the full legal name, street address,
city, State, ZIP code, and MICR number of
the financial institution where the
transaction occurred. Iif the transaction
occurred at a branch office, enter the
complete street address and MICR
number of the branch, not the
hoadquarters’ address and MICR
number. A P.O. Box number is not a street
ﬁdrm. Enter the MICR number in item

tom 38—EIN.~Enter the financial
;rémt)uﬁon's smployer identification number
ftem 40-—SSN.—If the financisl
institution does not have an EIN, enter the
financial institution owner's socia! security
number.

items 43, 46, 47, and 48— Preparer’s
signature, title, snd date.—Form 4789
muswu in item 45 by an individua!
authorized or by the financial
institution t0 sign #t. His or her title should
be shown in item 48 and the date of
signature entered in item 47. This signer's
n’mme‘s.hould be typed or printed n

ttems 49 and S0—Approving official's
signaturs and date.—The official who
reviews and approves the information on
the form must sign in itam 49 and enter the
date of signing in tem 50.

coh. Jovermmmnt Printang Uffice: (9.2 lel"3i0g 4
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FEDERAL ENFORCEMENT POWERS

By John C. Deal”

I. Introduction. The Office of the Comptroller of the
Currency (”0CC”), the Board of Governors of the Federal
Reserve system (”"Federal Reserve”), the Federal Deposit
Insurance Corporation (”FDIC”), the Federal Home Loan
Bank Board (”Bank Board”), the National Credit Union
Administration (”NCUA”), and the Farm Credit
Administration (”FCA”) all have similar authority, but
with some differences in authority to impose civil
penalties or to terminate insurance. Most of the case
law has been developed under the Federal Deposit

Insurance Act. Citations are to the Federal Deposit
Insurance Act or to Title 12, United States Code
except where otherwise indicated. The Bank Board’s

authority is contained in section 5(d) of the Home
Owner’s Loan Act of 1933, 12 U.S.C. § 1464(d) and
section 407 of the National Housing Act, 12 U.S.C. §
1730. The NCUA’'s authority is codified at 12 U.S.C. §
1786. The FCA’s authority is codified at 12 U.S.C. §§

2261-73.
II. Involuntary Termination of Deposit Insurance under

Section 8(a) of the Federal Deposit Insurance Act (12
U.s.c. § 1818(a).

A, Grounds.
1. Engaged or engaging in unsafe or unsound prac-
tices. The definition of this term has been

developed by the courts in the context of cease-
and-desist proceedings. Its essence is abnormally
risky conduct.

a. Defipnition of "unsafe or unsound practice.”

The generally accepted view is that ”these
terms encompass what may be generally viewed
as conduct deemed contrary to accepted
standards of banking operations which might
result in abnormal risk or loss to a banking
institution or shareholder.” First National
ank of Eden v. Department o he Treasury,
568 F.2d 610, 611 n.2 (per curiam) (cease-
and-desist order); accord, First National
ank o Bellair v. Comptroller of e
Currency, 697 F.2d 674, 685 (5th Cir. 1983)
(cease-and-desist order).

*Copyright © 1989 by John C. Deal. All rights reserved.
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b. Vagueness of the definition. The agencies
initially tended to take the position that an

unsafe or unsound practice was whatever they
said it was.

i. "[Wlhat may be an acceptable practice
for an institution with a strong reserve
position, such a concentration in higher
risk 1lending, may well be unsafe or
unsound for a marginal operation.”

Financial Institution Supervisory and
Insurance Act of 1966: Hearings on S.

3158 Before The Hous Committee on

Banking _and Currency, 89th Cong., 2d
Sess., 49-50 (1966).

ii. The pleadings in First National Bank of

Eden v. Department of the Treasury, 568
F.2d 610 (8th Cir. 1978) (per curiam),
described as an wunsafe or unsound
practice the "accumulation of certain
unsafe assets in an amount constituting
37% of the Bank’s gross capital funds.”

c. Recent cases. Recent cases have defined the
term more specifically.

i. Conflicts of interest tend to involve

unsafe or unsound practices. E.q.,

First National Bank of LaMargue V.
Smith, 610 F.2d 1258, 1265 (5th Cir.

1980) (credit 1life insurance). In-
creasingly, such conflicts of interest
are also prohibited by statutes and
backed up by c¢ivil penalty authority.
See also, VII, infra.

ii. "The breadth of the ‘unsafe or unsound
practice’ formula is restricted by its
limitation to practices with a reason-
ably direct effect on an association’s
financial soundness.” Gulf Federal
Savings and Loan Association v.
F.H.L.B.B., 651 F.2d 259, 264 (5th Cir.
1981).

Violated an applicable law, rule, regulation,
order, condition Jimposed by the agency in
connection with an application, or written
agreement with the agency. See also, III.A.l.b.,
infra.



3. u e or unsound condition. Under 12 C.F.R. §
325.4, a bank with a ratio of primary capital to
adjusted total assets of less than three percent
is deemed to be in an unsafe or unsound
condition.

B. Procedure.

1. Notice of findings and order of correction.
a. To the primary regulator(s).

i. National banks - OCC

ii. Federal savings banks - Bank Board

iii. State banks - State authority

iv. State member banks - Federal Reserve

b. To the bank.
2. Statutory corrective period.
a. General rule - 120 days.
b. Short correction period 20-120 days.

i. Fixed by the FDIC where it determines
that the insurance risk of the FDIC is
unduly jeopardized.

ii. Fixed by a regulator notified that the
FDIC intends to terminate insurance.

3. Determination of compliance with corrective order.
a. Examination.

i. Full or partial.

ii. FDIC'’s or other agency'’s.

b. Reports filed under section 7(a) of the FDI

Act.

4. Notice of intention to terminate insurance.

a. Specification of uncorrected violations or
practices.
b. Time and place of hearing.
G-3




5. Hearing.
6. Einal order.
7. Judicial review.
I1I. Cease-and-Desist Orders.
A. Permanent orders under section 8(b) of the FDI Act.

See also 12 U.S.C. §§ 1464(d)(2), 1730(e), 1786(e),

and 2261.
1. Grounds. Permanent orders may be issued to stop

unsafe or unsound practices, to stop violations of
law, rule, regulation, or conditions imposed in
connection with applications, or to stop viola-
tions of written agreements.

a. Engaged or engagi in an unsafe or s
practice.

i. Definition of "unsafe or unsound prac-
tice.” See II.A.l., supra.

ii. Confusion between grounds for permanent
and temporary cease-and-desist orders.

A permanent order may be issued where a
violation or practice has been estab-
lished in a hearing.

(a) To initiate proceedings for a
permanent cease-and-desist order, a
notice of charges must be issued

under section 8(b)(l). The notice
provisions apply to both types of
orders. A temporary cease-and-

desist order may only be issued in
connection with a notice of
charges. Grounds for the orders,
however, are different. In the
early banking agency cases, all of
the notices of charges initiating
proceedings for permanent orders
were accompanied by temporary
cease-and-desist orders. First
National Bank of Eden v. Department

of the Treasury, 568 F.2d 610, 611
(8th Cir. 1978); Groos National

Bank v. Comptroller of the Cur-
rency, 573 F.2d 889, 893 (5th Cir.

14
1978); Mid America Bancorporation
G-4



iii.

v. Board of Governors, 523 F. Supp.
568, 572-73 (D. Minn. 1980). Mid

America clearly recognized that
there is a difference between the
grounds for issuing a notice of
charges and those for entering a
permanent cease-and-desist order.
Id. at 576. Grounds for a temp-
orary order are found at III.B.1.,

infra.

(b) 1In contrast, the first two savings
and loan cases, Gulf Federal

SAvings and Loan Association wv.
F.H.L.B.B., 651 F.2d 259 (5th Cir.

1981), cert. denied, 458 U.S. 1121
(1982), and Otero Savings and Loan

Association v. F.H.L.B.B., 665
F.2d 279 (10th Cir. 1981), and the

fourth banking case, del Junco v.
Conover, 682 ¥.2d 1338 (9th Cir.
1982), did not involve temporary
orders.

(c¢) In First National Bank of Bellaire
v. Comptroller of the Currency, 697

F.2d 674, 681 (5th Cir. 1983), a
court for the first time used the
"about to” language of section
8(b)(1) with reference to a final
cease-and-desist order. Under the
statute, only a temporary order can
be issued where a bank is “about
to” engage in an improper act.

Confusion between practice and condi-

tion. "Practices” should normally be
defined in terms of <conduct (see
II.A.l.a. supra), but there has been
confusion between what is a practice
and what is a condition.

(a) Either unsafe or unsound practices
or an unsafe or unsound condition
is grounds for termination of

insurance. Therefore, the dif-
ference 1is not particularly
important.

(b) A cease-and-desist order is appro-
priate only with respect to unsafe
or unsound practices. Conditions,
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(c)

(d)

(e)

whether or not unsafe or unsound,
are remediable only to the extent
they result from unsafe or unsound
practices or violations. At least
in terms of the statute, a finan-
cial institution could be in an
unsafe or unsound condition that
the agency could not deal with
under cease-and-desist authority.

Ratios might normally be thought of
as describing the condition of a
bank or as describing conditions
within the bank, but in First
National Bank of Eden v. Department
of the Treasury, 568 F.2d 610 (8th
Cir. 1978), a ratio of problem
loans to capital was pleaded as a
practice.

irst National Bank o ellai

Comptroller of the Currency, 697
F.2d 674 (5th Cir. 1983), assumed
that the OCC could regulate a
national bank’s capital ratio
under 12 U.S.C. § 1818(b)
irrespective of whether that ratio
was the result of an unsafe or
unsound practice or violation, but
set aside a final cease-and-desist
order because the OCC’s finding was
not supported by substantial
evidence.

Section 908 of the International
Lending Supervision Act, 12 U.S.C.
§ 3907, authorizes the banking
agencies to ”deem” the failure to
maintain capital above a prescribed
minimum to constitute an unsafe or

unsound practice.

Violated or violating a law, rule, regqula-
tion, or condition imposed by the agency in
connection with the granting of an applica-
tion or other request.

i'

Definition of “violates.” Section
8(i)(2) defines ”"violates” as
"includ[ing] without any limitation any
action (alone or with another or others)
for or toward causing, bringing about,
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ii.

iii.

participating in, counseling, or aiding
or abetting a violation.” This
definition seems to be limited to action
rather than omission or failure to act.

Some courts may regquire that the
violation itself involve an unsafe or

unsound practice. Gulf Federal Savings

and Loan Association v, F.H.L.B.B., 651
F.2d 259, 265 n.5 (5th Cir. 1981),

cert. denied, 458 U.S. 1121 (1982):

"We pretermit deciding whether violation
of such 1laws would give rise to  the
Board’'s cease and desist power. The
'violation of law’ provision of section
1464(d)(2)(A) may be subject to the same
limits as the ‘'unsafe or unsound
practice’ provision. . . . If so, the
cease and desist power would arise only
when an association violates a law which
protects the association’s financial
integrity.”

Logically, such a position would extend
to any use of the cease-and-desist
power, meaning that an agency would have
to establish an unsafe or wunsound
practice in every case. In Larimore v.
Comptroller of the Currency, 789 F.2d
1244 (7th Cir. 1986) (en banc), it was
held that the cease-and-desist power
"may be properly invoked [by the
Comptroller of the Currency] . . . in
order that he might protect the
consumers, the investors in the bank
and the institution itself from further
deterioration.” Note that some courts
may allow a mere cease-and-desist order,
but deny affirmative relief for certain
violations. See III.A.4.b., infra.

Specific enforcement authority need not
be provided; the cease-and-desist power

is enough. Otero Savings and Loan

Association v. F.H.L.B.B., 665 F.2d4 279
(10th Cir. 1981), held that the general

delegation of authority to the Attorney
General contained in 28 U.S.C. § 516
did not of itself preclude Bank Board
enforcement of 12 U.S.C. § 1832. The
court also held that no specific
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2.

delegation to the Bank Board, such as
that found, for example, in the Truth in
Lending Act, was required.

c. Violated or violating a written agreement
with the agency. Groos National Ba vV,

Comptroller of the Currency, 573 F.2d 889
(5th Cir. 1978).

Defenses.

a. Amendment to statute. irs

First Natiopnal Bank of
Bellaire v. Comptroller of the Currency, 697
F.2d 674, 683 and n.l1ll1 (5th Cir. 1983), held

that where a violation of 1law had been
corrected by amendment to the statute, a
cease-and-desist order is appropriate, but no
affirmative action should be awarded.
Citizens State Bank of Marshfield, Missouri
v. F.D.I.C., 751 F.2d 209, 216 (8th Cir.
1984) (”"Marshfield II”), held that where a
violation of law has been corrected by an
amendment to the statute, a cease-and-desist
order is arbitrary and capricious.

b. Discontinuance. Marshfield II did not adopt
the FDIC’s position that cessation of

violations is not a defense in cease-and-
desist proceedings. The court vacated as an
abuse of discretion a portion of the order
relating to a violation caused by a dis-
closure form no longer in use. Id. at 215
n.9. Marshfield II requires some analysis of
the circumstances surrounding the cessation.
First State Bank of Wayne County v. F.D.I.C.,
770 F.2d 81 (6th Cir. 1985), upheld a cease-
and-desist order as warranted by the facts,
noting that the cessation of violations or
practices was not a bar to such an order.

c. Stale violations. Marshfield II allowed the

FDIC to base an order on certain old viola-
tions, finding no abuse of discretion. 751
F.2d at 214.

The problem of specificity in pleadings. Con-

sistent with the confusion between practices and
conditions, as well as a normal desire to
minimize burdens of proof, the agencies have
tended to plead conditions as if they were
practices or to plead conditions and argue that
they must inherently be the result of unsafe or
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unsound practices. Violations and practices have
been pleaded in a general manner, without noting
time, place, and manner.

a. First National Bank of Eden v. Department of
the Treasury, 568 F.2d 610 (8th Cir. 1978),
supra, at II.A.l.b.ii.

b. Citizens State Bank of Marshfield, Missouri
v. F.D.I.C., 751 F.2d 209, 214 n.5 (8th Cir.

1984) ("Marshfield II”):

"Although we need not reach the counter-
argument actually asserted by the FDIC
because we find a full and fair hearing on
the facts, we emphatically reject its attempt
to distinguish the cases we rely on here as
involving violations not alleged in com-
plaints rather than mere evidence omitted
therefrom. The FDIC cannot seriously argue
that it is adequate to just list regulation
subsections violated without noting time,
place and manner any more than it would be
adequate for an indictment to <charge "X
robbed a bank” or a civil plaintiff to plead
"Y was negligent.” Whether material omitted
from a complaint is characterized as "a
violation” or merely “evidence” is irrel-
evant; the concern is either the material is
necessary for the opposing party to
adequately prepare a defense so that the
matter may be fully litigated.”

c. Lack of adequate notice must be raised at
trial and objection must be made to evidence
not within the scope of the pleadings. See
also, Bank of Dixie v. F.D.I.C., 766 F.2d 175
(5th Cir. 1985).

4. Limitations of agency authority.
a. Parties or nonparties.

i. First National Bank of Eden v. Depart-

ment of the Treasury, 568 F.2d 610 (8th
Cir. 1978) (per <curiam), upheld an

order requiring reimbursement by
persons who were not parties to the
litigation.

ii. Groos National Bank v. Comptroller of
the Currency, 573 F.2d 889 (5th Cir.
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1978). The bank was prohibited from
extending credit to Clinton Manges.
Because Manges was in control of the
bank, the Fifth Circuit dismissed the
argument that he was unfairly treated
because he was not a direct participant
in the regulatory proceedings. Manges
was a party in his individual capacity
to the written agreement that was being
enforced.

iii. The lack of clear statutory jurisdiction
over individuals was resolved in favor
of such jurisdiction over certain
individuals in the Financial Institu-
tions Regulatory and Interest Rate
Control Act of 1978 ("FIRIRCA”), Pub. L.
No. 95-630, 92 Stat. 3641. Directors,
officers, employees, agents, or other
persons participating in the bank'’s
affairs are now specifically subject to
section 8(b) and (c) orders. The
legislative history of this provision of
FIRIRCA 1is discussed in Larimore V.
Comptroller of ¢t Currency, 789 F.2d
1244 (7th Cir. 1985) (en banc).

iv. First National Bank of Bellaire v,

omptroller of the Cu cy, 697 F.2d
674, 684 (5th Cir. 1983), held that it
is not necessary to name as parties the
borrowers whose loans are alleged to be
illegal.

V. Unresolved issues.

(a) Are individuals connected with bank
holding companies and foreign banks
subject to agency jurisdiction the
same way bank officials are? Sub-
sections 8(b)(3) and 8(b)(4) are
unclear.

(b) Can jurisdiction attach to former
officials? See V.C., infra.

Affirmative actjion. Assuming that any

enforcement of the statute can be obtained
(see III.A.l.b., supra), will affirmative
action requirements be upheld?



ii.

iii.

iv.

First National Bank of Eden v. Depart-

ment of the Treasury, 568 F.2d 610 (8th
Cir. 1978) (per curiam), upheld an

order requiring reimbursement of exces-
sive compensation.

os National k v. omptrol b
the Currency, 573 F.2d 889, 897 (5th
Cir. 1978) held that the Comptroller
could ”"within his allowable discretion,
fashion relief in such a form as to
prevent future abuses.” Because the
order essentially only enforced a
written agreement, this statement was
probably dictum. See the discussion of

this point in Larimore v. Comptroller of
the Currency, 789 F.2d 1244 (7th Cir.
1986) (en banc).

"Penalty box"” rejected. Otero Savings
and loan Association v. F.H.L.B.B., 665
F.2d 279 (10th Cir. 1981), 1limited
affirmative action to practices with a
reasonably direct effect on a bank’s
financial stability. Id., at 291
(McKay, J., concurring).

Indemnification. In del Junco v.
Conover, 682 F.2d 1338, 1340 (9th Cir,
1982), the Ninth Circuit phrased the
test to be applied on review as "whether
the affirmative action taken ([sic] by
the Comptroller was appropriate to
correct the condition resulting from the
Directors’ wviolation of the banking

laws.” Relying chiefly upon Groos
National Bank, the court upheld as

within the OCC’'s broad discretion an
order requiring directors of a national
bank to indemnify it for losses incurred
on illegal loans. 1In contrast, Larimore
v, Conover, 789 F.2d 1244 (7th Cir.
1986) (en banc), found no authority for
indemnification orders.

The Fifth Circuit will require a safety
and soundness purpose for any violation
for which affirmative action is

required. First National Bank of
Bellaire v. Comptroller of the Currency,

697 F.2d 674 (5th Cir. 1983), upheld
affirmative action provisions for
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vi.

vii.

viola.ions of 12 U.S.C. § 84, the
single borrower lending limit, 12 U.S.C.
§ 29, involving the bank’s holding
unauthorized real estate, 12 U.S.C. §
375a, involving an illegal extension of
credit to an officer, and 12 U.S.C. §
30, which requires OCC approval for
relocation of a national bank’s head
office. The basis for upholding such
affirmative action requirements, was the
court’s finding a safety and soundness
purpose in 12 U.S.C. § 29 and 12 U.S.C.
§ 375a. Because the violation of 12
U.S.C. § 375a had been corrected by an
amendment to the statute, the majority
upheld only the portion of the order
dealing with policies and procedures and
not the requirement that the violation
be corrected. The court made no such
safety and soundness analysis of 12
U.S.C. § 30, perhaps because the viola-
tion occurred as a result of the bank’s
relocating without meeting the OCC'’s
capital requirement. Nor was there any
analysis of 12 U.S.C. § 84.

Consumer protection. "Agency ordered

reimbursement [in Truth in Lending Act
cases] serves no function beyond that
served by the civil remedy, and to
allow the FDIC such power absent the
restriction incorporated by the 1980
amendment would be to sanction admin-
istrative prescription of the statutory
enforcement scheme designed by
Congress.” Citizen State Bank o

Marshfield, Missouri v. F.D.I.C., 751
F.2d 209, 217 (8th Cir. 1984)
(Marshfield 1II”). The Eighth Circuit
"assume[d] that the FDIC has the power
to order affirmative action following a
violation . . . which does not consti-
tute an unsafe or unsound practice,” but
observed that “[t]here is as of yet no
clear answer” to the question. 751 F.2d
at 209, 216 n.10.

Unresolved issues.
(a) When does the restriction of

authority of bank officials so
impinge upon their functions as to
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be in eZfect a removal? The
administrative law judge in First
State Bank of Wayne County v.
F.D.I.C., 770 F.2d 81 (6th Cir.
1985), held that removal of lending
authority would exceed the FDIC's
statutory authority and be arbi-
trary and capricious.

(b) Does some relief exceed the
authority of anything other than an
Article III court? Orders requir-
ing what would amount to the
payment of civil damages may be
unconstitutional. This issue was
left open in Citizens State Bank of

Marshfield, Missouri v. F.D.I.C.,
751 F.2d 209, 219 (8th Cir. 1984),

and the subsequent case, Larimore
v. Conover, 775 F.2d 890 (8th Cir.

1985) rev'd en banc, 789 F.2d 1244
(7th Cir. 1986).

Temporar orders under section 8(c 0 the FDI ct.
See also 12 U.S.C. §§ 1464(d)(3), 1730(f), 1786(f),
and 2262.

1. Grounds. The statute appears to authorize the use
of a temporary cease-and-desist order to prevent
actions whose occurrence would constitute grounds
for a final order.

a. Any of the grounds (or threat thereof) for a
permanent order; plus

b. The violation or threatened violation or
practice or practices or the continuation
thereof is likely prior to the completion of
the proceedings to cause
i. Insolvency;

ii. Substantial dissipation of assets;

iii. Serious weakening the condition of the

bank;
iv. Serious prejudice to the interest of
depositors.
2. Affirmative action may be required as part of a

temporary cease-and-desist order ”“to prevent such
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Iv.

insolvency, dissipation, conditirn, or prejudice
pending completion of such proceedings.”

3. At one time the FDIC took the position that it
could impose civil penalties for violations of
temporary cease-and-desist orders. See 12 C.F.R.
§ 308.74(a)(l). See also VIII, infra.

Capital Directives.
Background.
1. First National Bank of Bellaire v. Comptroller of

the Currency, 697 F.2d 674 (5th Cir. 1983), set
aside as not supported by substantial evidence a
portion of an OCC cease-and-desist order requiring
additional capital.

2. Legislative history. Section 908 of the Interna-
tional Lending Supervision Act requires the OCC,
Federal Reserve, and FDIC to establish minimum
levels of capital for banks and provides for
"directives” enforceable in district court in the -
manner that cease-and-desist orders are enforced.

Procedure. Under regulations (12 C.F.R. §§ 3.12 and
.16-.19 (OCC); 268.32 (Fed); and 325.6 (FDIC), the
appropriate agency will notify the bank of the agency’s
intent to issue a directive. The notice will include
the amount or ratio to be required as well as the
proposed deadline. The bank will have an opportunity
to respond in writing if it does not consent to the
proposed directive. Following consideration of the
bank’s response, if any, the agency may issue a
directive or require the bank to submit an acceptable
plan of its own.

Unresolved issues. The agencies may assert that
capital directives are unreviewable or that they may

impose civil penalties for failure to comply. See VII
and VIII.B.2.c.i., infra.

Suspension or Removal Under Section 8(e). See also 12
U.S.C. §§1464(d)(4), 1730(g), 1786(g), and 2264.

Permanent removal orders.

1. Background.

a. Financial 1Institutions Supervisory Act of
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b. Expanded authority under FIRIRCA.
2. Grounds.
a. Conduct with respect ank om which the

person is being removed (Section 8(e)(1l)).

Authority to remove a bank officer under
this provision extends only to misconduct
related to his tenure at the particular bank.
By itself, section 8(e)(l) can have no
consequences upon the individual’s ability to
serve as an official of another bank.
[Anonymous] v. F.D.I.C., 619 F. Supp. 866
(D.D.C. 1985). ©Under section 8(j), however,
a final order under section 8(e)(l) also
prohibits voting for a director or serving or
acting as a director, officer, or employee of
any bank without the prior written approval
of the appropriate federal banking agency.
Grounds under section 8(e)(1l):

i. An officer or director of an insured
bank (”"subject person”) has:

(a) Committed a violation of law, rule
or regulation, or

(b) Committed a violation of a final
cease and desist order, or

(c) Engaged or participated in an
unsafe or unsound practice, or

(d) Committed or engaged in an act,
omission, or practice constituting
breach of a fiduciary duty imposed
on the subject person in his
capacity as officer or director, or

and

ii. As a result of the violation, practice,
or breach of fiduciary duty:

(a) The bank has suffered substantial
loss or other damage, or

(b) The bank will probably suffer sub-
stantial loss or other damage, or

(c) The interests of the bank’'s
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depositors could be seriously
prejudiced, or

(d) The subject person has received
financial gain

and

iii. The wviolation, practice, or breach of
fiduciary duty:

(a) Involved personal dishonesty, or

(b) Demonstrated willful or continuing
disregard for the bank’'s safety or

soundness. “Willful or continuing
disregard” constitutes two separate
grounds for removal. The ”"dis-

regard” standard may require some
showing of knowledge. Brickner v.
F.D.I.C., 747 F.2d 1198 (8th Cir.
1984).

Conduct with respect to another insured bank

or business institution (Section 8(e)(2)).
This provision authorizes the removal of a
bank official based upon misconduct related
to his tenure at another insured bank or
business institution. The removal must be
based upon a bank-by-bank analysis of the
individual’s misconduct and the relationship
of that misconduct to the individual’s
fitness to serve inthe bank or banks from
which he is being removed. [Anonymous] V.
F.D.I.C., 619 F. Supp. 866 (D.D.C. 1985).
This provision also authorizes the agency to
prohibit participation inthe affairs of the
insured bank. Under section 8(j), moreover,
a final order under section 8(e)(2) also
prohibits voting for a director or serving or
acting as a director, officer, or employee of
any bank without the prior written approval
of the appropriate federal banking agency.
Grounds under section 8(e)(2):

i. Conduct or practice resulting in
(a) Substantial financial loss, or
(b) Other damage
and
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VI.

ii. The conduct or practice
(a) Involved personal dishonesty, or

(b) Willful or continuing disregard for
its safety and soundness.

and

iii. Evidenced unfitness to participate in
the conduct of the affairs of the bank.

c. Violation of Depository Institution Manage-
ment Interlocks Act (Section 8(e)(3).

Temporary orders under section 8(e)(4). See also 12
U.S.C. §S 1464(d)(4)(C), 1730(g)(3), 1786(g)(4), and

2264 (c).

1. Grounds. The suspension must be necessary for
the protection of the bank or the interests of
its depositors.

2. Effect. Unlike final orders under section
8(e)(l), (2) or (3), a temporary suspension does
not have the effect of prohibiting participation
in the affairs of all insured banks, because that
result comes under section 8(j), which only
applies to final orders. [Anonymous] v. F.D.I.C.,
619 F. Supp. 866 (D.D.C. 1985).

Removal following resignation. The FDIC has on

occasion attempted to remove individuals following
their resignation rather than using section 8(e)(2)
when they attempt to return to the industry. In Boyd
v. F.D.I.C., No. 3-84-896 (E.D. Tenn. May 3, 1985)
(magistrate’s report and recommendation, Murrian,
Mag.), a U.S. magistrate recommended that the district
court rule that the FDIC lacked such authority. The
case was settled without a district court
determination of the issue. See also, Somerfield v.
F.D.I.C., 609 F. Supp. 128 (E.D. Tenn. 1985), where the
court did not reach the issue of the FDIC'’s authority
in this regard.

Suspension in Criminal Cases Under Section 8(g). Note

that suspension under subsection (g) is broader than
under subsection (e)(4) because subsection (Q)
prohibits participation.




Background.

1. Feipberg v. F.D.I.C., 420 F. Supp. 109 (D.D.C.
1976), held the original version of section 8(q)
unconstitutional on due process grounds.

2. FIRIRCA amendment. The amendment in FIRIRCA
established notice and hearing rights, but no
appeal rights.

3. Amended section 8(g) was held constitutional in
United States v, Mallen, 108 S.Ct. 1780 (1988).

Grounds.

1. Initiation of criminal proceedings. An individual

charged in an information, indictment, or
complaint authorized by a U.S. Attorney with a
felony involving dishonesty or breach of trust may
be suspended if continued service or participation
might pose a threat to the interest of the bank’s
depositors or threaten to impair public confidence
inthe bank. The grounds must arise during the
individual’s tenure, not before. Manges v. Camp,
474 F.2d 97 (5th Cir. 1973) (prior version of
section 8(g)).

2. Post-conviction suspension. After conviction, the
agency may suspend an individual if his continued

service or participation would pose a threat to
the bank’s depositors or might threaten to impair
public confidence in the bank.



VII.

A.

C.

Civil Penalties.

Civil penalty authority is provided as follows:

Authority
12 u.s.c. § Agency Grounds (violation of)
93(b) occ 12 U.S.C. § 92a and regs.
504 Fed, OCC 12 U.S.C. §8 371¢, 375, 375a, 376, 503
505 Fed 12 u.s.c. § 505

1464(5) (d) (8) FHLBB final cease-and-desist orders

1730a(j)> FSLIC 12 U.S.C. § 1730a

1730(k) FSLIC final cease-and-desist orders

1730(q) (16) FSLIC (willful) CS&LCA violations

1786(j) FCUA final cease-and-desist orders

1817(3) (15 Banking Agencies (willful) CBCA violations

1818¢i) Banking Agencies final cease-and-desist orders

1828(j) FDIC 12 U.5.C. B§ 371c, 375b

1847(b) Fed BHCA

1972 Banking Agencies 12 U.s.Cc. § 1972

2268 FCA temporary or final cease-and-desist
orders

3909 Banking Agencies 1LsA®®

In Security National Bank v. Clarke, Nos. 86-637 and
86-876 (D.D.C. filed July 18, 1986), the court seemed

to assume that civil penalty authority also existed for
failure to comply with capital directives.

Fitzpatrick v. F.D.I.C., 765 F.2d 569 (6th Cir. 1985),

upheld a penalty for violations of sections 22(h) and
23A of the Federal Reserve Act and Regulation O.

**At one time the FDIC took the position that it could impose

civil penalties for
ILSA.
authority.

under

of capital directives issued
claim such

“violations”
Current FDIC regulations do not
See 12 C.F.R. § 308.74.
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VIII.

In Abercrombie v. Office of the Comptroller of the

Currency, 833 F.2d 672 (7th Cir. 1987), the denial of a
motion to enjoin a civil penalty proceeding was
affirmed.

Other, seldom used, FDIC civil penalty authority:

Authority

(FDI Act §) Grounds

7(a) Failure to file reports of condition
18(a) Failure to advertise deposit insurance
18(g) Illegal payment of interest

18(h) Failure to pay insurance assessment

19 Employment of person convicted of a

crime involving dishonesty

Judicial Review of Enforcement Orders.
The Administrative Procedure Act (5 U.S.C. § 703):

The form of proceeding for judicial review is the
special statutory review proceeding relevant to the
subject matter in a court specified by statute or, in
the absence or inadequacy thereof, any applicable form
of legal action, including actions for declaratory
judgments or writs of prohibitory or mandatory
injunction or habeas corpus, in a court of competent
jurisdiction. If no special statutory review
proceeding is applicable, the action for judicial
review may be brought against the United States, the
agency by its official title, or the appropriate
officer. Except to the extent that prior, adequate,
and exclusive opportunity for judicial review is
provided by law, agency action is subject to judicial
review in civil or criminal proceedings for Jjudicial
enforcement.

The Federal Deposit Insurance Act.
1. Statutory review.

a. Final orders under subsections (a), (b), and
(e) may be appealed to the court of appeals
for the circuit in which the home office of
the bank is located or in the District of
Columbia Circuit. Section 8(h)(2).

G-20



Temporary cease-and-desist orders may been
joined by the district court in which the
home office of the bank is located or by the
District Court for the District of Columbia.
Section 8(c)(2). The only reported case
rev1ew1ng a temporary cease- -and-desist order

is Mid America Bancorporation v. Board of

Governors, 523 F. Supp. 568 (D. Minn. 1980).

Temporary suspensions or prohibitions may be
stayed by the district court in which the
home office of the bank is located or by the
District Court for the District of Columbia.
Section 8(f). The only reported case arising
under section 8(f) is J[Anonymous] v.
F.D.I.C., 619 F. Supp. 866 (D.D.C. 1985).

Civil penalties imposed under the change in
Bank Control Act are subject to a trial de
novo in district court. Section 7(j)(15).

Most other civil penalties are reviewable in
the courts of appeals. Sections 8(i)(2)(iv)
and 18(3)(3)(D). E.g., Abercrombie v. Office

of the Comptroller of the Currency, 833 F.2d

672 (7th Cir. 1987).

The withdrawal statute and nonstatutory review.

a.

Section 8(i)(l) provides, in part, as
follows:

[E]xcept as otherwise provided in this
section no court shall have jurisdiction to
affect by injunction or otherwise the
issuance or enforcement of any notice or
order under this section, or to review,
modify, suspend, terminate or set aside any
such notice or order.

For cases applying section 8(i)(1l) see Groos
National Bank v. Comptroller of the Currency,
573 F.2d 889 (5th Cir. 1978); First National
Bank of Scotia v. United States, 530 F. Supp.
162 (D.D.C. 1982) and First National Bank of
Grayson v. Conover, 715 F.2d 234 (6th Cir.
1983); Eastern National Bank v. Conover, 786
F.2d 192 (3d Cir. 1986); Aberc ie wv.

Office of the Comptroller of the Currency,

833 F.2d 672 (7th Cir. 1987).
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Circumstances in which nonstatutory review is

avajilable despite the withdrawal statut

i.

ii.

Clear departure from statutory author-

ity. There is a general rule that
withdrawal statutes apply only where the
agency is operating within the limits of
its powers. Therefore, nonstatutory
review may be obtained to make such a
determination. Manges v. Camp, 474 F.2d
97 (5th Clr. 1973); Mid America

anco ratio . d of Go

523 F. Supp. 568 574-7 (D. Minn. 1980),
First National Bgnk of Scotia v. United
States, 530 F. Supp. 162, 169 (D.D.C.
1982). In determining the limits of an
agency’'s powers, no deference is to be
accorded to the agency’s construction.

Gulf Federal Savings and Loan Associa-

tion v. F.H.L.B.B., 651 F.2d 259, 263
(Sth Cir. 1981); Citi s State Bank

Marshfield Missouri v. F.D.I.C., 751
F.2d 209, 217 (8th Cir. 1984).

eprivation of life ib

ropert withou du rocess of w.
Feinberg v. F.D.I.C., 522 F.2d 1335
(D.C. Cir. 1975). Mallen v. F.D.I.C.,

667 F. Supp. 652 (S.D. Iowa 1986).

Proceedings not covered by either statutory

review or the withdrawal statute.
i. Capital directives. Like most civil

ii.

penalties, a capital directive is not
issued under section 8, nor is it a
notice or order. Unlike civil penal-
ties, there is no statutory review
available. Therefore, review would lie
in district court. But see, S
National Bank v. Clarke, Nos. 86-637 and
86-876 (D.D.C. July 18, 1986).

Civil penalties not added by FIRIRCA.
See VII.C., supra.

The exhaustion goc;;igg. The 1litigant

seeking nonstatutory review will have to
overcome traditional barriers to review such

e

the exhaustion doctrine. E.g., Mid-

ica Bancorporation v. Board ve ’

523 F. Supp. 568, 576 (D. Minn. 1980); First
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IX.

A.

B.

c.

Nat‘onal Bank of Grayson v. Conover, 715 F.2d
234 (6th Cir. 1983). See also, Groos

National Bank v. Comptroller of the Currency,
573 F.2d 889, 898 (5th Cir. 1978). The

exhaustion doctrine is, in turn, limited by
the requirement that the administrative
process be ”available,” and that submission
to that process cannot be an exercise in

futility. Feinberg v. F.D.I.C., 420 F.
Supp. 109, 114 (D.D.C. 1976).

Agency Actions in District Court.
Injunctions.

1.

General authority. F.D.I.C. V. mner Financia
Corporation, 451 F.2d 898 (5th Cir. 1971) and

F.D.I.C. v. D’Annunzio, 524 F. Supp. 694 (N.D.
W.Va. 1981) held that the FDIC may sue for
injunctive relief to vindicate statutes or
regulations it administers. In F.D.I.C. v.
Mallen, 661 F. Supp. 1003 (N.D. Iowa 1987), the
court issued a preliminary injunction enforcing
section 19 of the Federal Deposit Insurance Act,
12 U.S.C. §1829.

Specific authority.

a. To compel reports of condition. Section
7(f) L]
b. To restrain violations pertaining to

uninsured banks. Section 18(g).

c. To compel foreign bank to pledge assets.
Section 5(c)(5).

Temporary orders. Temporary cease-and-desist orders
may be enforced b injunction under section 8(d). A
preliminary injunction enforcing a temporary order was

issued in F.S.L.I.C. v. Apollo Savings, 285 F. Supp.
750 (N.D. Ill. 1968). The court held that the specific

issue to be resolved was whether the temporary cease-
and-desist order was violated.

Enforcement of final cease-and-desist orders.

1.

Final cease-and-desist orders are normally
enforced after a minimal evidentiary hearing
establishing the existence of the order and a

failure to comply. E.g., F.D.I.C. v. Sparta-

Sanders State Bank, No. 82-104 (E.D. Ky. Oct. 6,
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1982); see also F.H.L.B.B. v. Hooper, 656 F.
Supp. 719 (W.D. Va. 1986).

2. At least one district court has been willing to
listen to arguments that final cease-and-desist
orders should not be enforced on laches grounds,
noting that the courts are not ”“rubber stamps,”
but ultimately the court enforced the order.

F.S.L.I1.C. v. Glen Ellyn Savings and ILoan
Association, 606 F. Supp. 91 (N.D. Ill. 1984).

D. Civil penalties imposed under the Change in Bank
Control Act (Section 7(j)(15).

E. Contract actions to enforce written agreements.

1. The general rule is that parties cannot confer
jurisdiction. E.G., Feinberg v. F.D.I.C., 420 F.
Supp. 109, 121 n.29 (D.D.C. 1976).

2. Even assuming that there is federal gquestion,
diversity or other Jjurisdiction, there is a
question whether Congress intended a federal cause
of action for violation of written agreements.

X. Other FDIC Enforcement Tools.

A. Publication of reports of examination. Section 18(f),
12 U.S.C. § 1828(f).

B. Formal investigation. Section 10(c), 12 U.S.C. § 1820.
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LOAN PARTICIPATION INTERESTS: LEGAL
ISSUES FOR THE PURCHASING COMMUNITY BANK

I. INTRODUCTION
A. General Structure of the Transaction.

1. A loan participation is generally considered
the purchase by a financial institution (the
"Participant") of an undivided interest in a
loan originated and made by a separate finan-
cial institution (the "Lead Bank"). The
participation interest is usually stated as a
percentage of the loan, and it is not unique
for the participation interest to equal 100% of
the loan.

2. The loan in which the Participant purchases a
participation interest has been made by the
Lead Bank to an independent borrower (the
"Borrower").

3. The Lead Bank will have prepared and negotiated
the loan documents and will have undertaken to
perfect all liens and security interests
securing the loan, and all loan documents will
be in the name of the Lead Bank and all collateral
in which the Lead Bank has been granted a
possessory security interest will be held by
the Lead Bank.

4. The Borrower will deal directly with the Lead
Bank and may not be aware of or on notice that
other financial institutions own interests in
the loan.

5. The sale of the participation interest is not
usually accompanied by any change in possession
of the loan documents or collateral or any
change in the record holder of the liens and
security interests securing the loan.

6. The Participant’s participation interest in the
loan will usually be evidenced by a participation
certificate issued by the Lead Bank.




B. Objectives of the Transaction.

1.

From the Lead Bank’s perspective, the sale of
participation interests in a loan originated by
the Lead Bank may accomplish the following
objectives:

a.

The Lead Bank may avoid legal lending
limitation problems.

1.

e
[N
*

See 12 U.S.C. Section 84 (applicable
to national banks).

See Kentucky Revised Statutes ("KRS")
Section 287.280 (applicable to
Kentucky chartered banks).

Proviso: If the transaction is
structured as a sale, but the Partici-
pant has rights of recourse against
the Lead Bank, the transaction may
nevertheless cause legal lending
limitation problems for the Lead

Bank.

A, See 12 Code of Federal
Regulations ("CFR") Section
32.104. (Where a bank
purchases third-party paper
subject to an agreement
that the seller will
repurchase the paper upon
default or at the end of a
stated period after default,
the seller’s obligation to
repurchase is subject to 12
U.S.C. 84 and is measured
by the total unpaid balance
of the paper owned by the
bank less any applicable
dealer reserves. Where the
seller’s obligation to
repurchase is limited, the
seller’s total loans or
extensions of credit, for
the purpose of 12 U.S.C. 84
are measured by the total
amount of paper the seller
may ultimately be obligated
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to repurchase. Where no
more than an agreed per-
centage of the purchase
price is retained by the
bank and credited to a
reserve to be held as a
form of collateral security,
but the bank has no direct
or indirect recourse to the
seller, the loans or
extensions of credit do not
constitute loans or extensions
of credit to the seller
subject to the limitations
of section 84.)

See also 12 CFR Section
32.107(a). (When a bank
sells a participation in a
loan or extension of
credit, including the
discount of a bank’s own
acceptance, that portion of
the loan that is so0ld on a
nonrecourse basis will not
be applied to the bank’s
lending limits. In order
to remove a loan or extension
of credit from a bank’s
lending limit, a participa-
tion must result in a pro
rata sharing of credit risk
proportionate to the
respective interests of the
originating and participating
lenders. This is so even
where the participation
agreement provides that
repayment must be applied
first to the shares sold.
In that case, the pro rata
sharing may only be accom-
plished if the agreement
also provides that, in case
of a default or comparable
event defined in the
agreement, participants
shall share in all subse-
quent repayments and




d.

collections in proportion
to the percentage of
participation at the time
of the occurrence of the
event.)

The Lead Bank will diversify the risk of
the particular loan if the sale of the
participation interest is without recourse
to the Lead Bank.

The Lead Bank will increase its liquidity.
The Lead Bank may generate income from

service fees received for servicing the
loan.

From the Participant’s perspective, the purchase
of a participation interest in a loan originated
by the Lead Bank can accomplish the following
objectives:

a.

The Participant can increase its loan
portfolio without incurring the costs
normally associated with originating a
loan.

The Participant may evade local laws
relating to qualification of foreign
corporations and usury.

The Participant may preserve a valued
relationship by referral of a customer to
the Lead Bank if the credit needs of such
customer exceed the Participant’s capabil-
ities.

II. STRUCTURE OF THE TRANSACTION

A.

The transaction is usually structured as a sale of
an undivided interest in the loan, as opposed to:

1.

The sale of the entire loan, including the note

evidencing the loan and all collateral securing
the note; or

A loan by the Participant to the Lead Bank.



The structure of the transaction can have a profound
impact on the Participant in the event of the
insolvency of the Lead Bank, as discussed in Section
ITI.B. below.

The Lead Bank will usually resist constituting the
transaction as a loan by the Participant to the Lead
Bank in order to avoid an impairment of its credit
standing and financial appearance.

In determining whether the transaction is either a
sale of a participation interest to the Participant
or a loan by the Participant to the Lead Bank, the
determination may depend upon whether the sale of
the participation interest is recourse or non-
recourse to the Lead Bank. If the sale of the
participation interest is with recourse, the trans-
action may be determined to be a loan from the
Participant to the Lead Bank. But see Stratford
Financial Corp. v. Finex Corp., 367 F.2d 569 (2d
Cir. 1966) (the existence of a guarantee from the
lead bank as to repayment of a participant’s advances
in an accounts receivable financing does not convert
the participation into a loan to the lead).

III. RISKS TO THE PARTICIPANT

A.

Insolvency of the Borrower. In a traditional loan
participation, the Participant assumes the risk of
insolvency of both the Borrower and the Lead Bank.

1. The transaction is usually non-recourse to the
Lead Bank, and if the Borrower becomes insol-
vent or a default otherwise occurs under the
loan, the Participant shares pro rata in all
losses suffered in respect of the loan (in the
absence of a right of recovery against the Lead
Bank for such losses).

2. Although the Participant assumes the risks of
the loan transaction, the Participant is not
deemed to be a creditor of the Borrower solely
by virtue of purchasing a participation interest
in the loan. See In re Yale Express, Inc., 245
F. Supp. 790 (S.D.N.Y. 1965) (where second bank
which had agreed to participate in first bank’s
advances to borrower which subsequently filed a
petition for reorganization advanced money only
to first bank, repayment of any amount advanced




was to be made by first bank and second bank’s
right to repayment would arise only upon
receipt by first bank of payment from borrower,
and all rights to amend substantial terms of
credit agreement would lie solely with first
bank, second bank was not a creditor entitled
to set off the amount which borrower had with
second bank at time of filing of petition.).

The Participant will, however, be deemed to
have a secured interest in the collateral
securing the participated loan as against
creditors of the Borrower. See, e.g., In re
Fried Furniture Corp., 293 F. Supp. 92 (1968),
aff’d, 407 F.2d 360 (2d Cir. 1969). (Small
Business Administration was properly found by
bankruptcy referee to have a lien on proceeds
of sale of bankrupt’s chattels in situation
where the Small Business Administration and
bank each had an interest in loan to bankrupt,
where it was not shown that creditors would in
any way be prejudiced by form of bank’s filing
of financing statement, which indicated that
the entire loan had been made by the bank);
First State Bank v. Towboat Chippewa, 402

F. Supp. 27 (N.D. Ill. 1975) (where lead lender
in participation agreement complied with the
recording, endorsement, and declaration of
citizenship requirements of the Shipping Act
and the Ship Mortgage Act, participating
lender, which supplied greater percentage of
funds and which did not comply with the Acts,
was still entitled to preferred status of
mortgage executed by the borrower and the lead
lender for purpose of financing purchase of
towboat).

Insolvency of the Lead Bank. If the Lead Bank
becomes insolvent, the interest of the Participant
in the loan may be challenged by the trustee in
bankruptcy or receiver of the Lead Bank and may be
deemed to constitute an unsecured claim of the
Participant against the Lead Bank.

1.

The theory of the trustee in bankruptcy or
receiver is that the Participant has failed to
perfect its participation interest in the loan
under state law and thus the Participant,
rather than having a superior interest in



specific property held or controlled by the
Lead Bank, has merely a general unsecured claim
against the Lead Bank.

a. If the transaction is structured as a sale
of the entire loan to the Participant, as
opposed to the sale of an undivided
interest in the loan to the Participant,
the transfer of the note to the Partici-
pant by negotiation or delivery may afford
the Participant superior rights in the
note if the note is negotiable and the
Participant is a holder in due course of
the note.

i. A sale of an instrument is not
subject to Article 9 of the Uniform
Commercial Code ("UCC"), and thus the
trustee in bankruptcy may not be able
to rely upon the "strong arm clause"
embodied in 11 U.S.C. Section 544 to
defeat the interests of the Participant
in the Note. See Official Comment
No. 2 to Section 9-102 of the UCC ("A
sale of an instrument or general
intangible is not within this
Article,...").

ii. Continued possession of the note by
the Lead Bank may enable a trustee in
bankruptcy or receiver to defeat the
Participant’s rights in the note.

See 4 Collier on Bankruptcy Chapter
541.08[5], at 541-51 (1979) ("Accord-
ingly, regardless of the rights of
the buyer, the seller’s retention of
possession may be fraudulent as to
his creditors by the law of the state
outside of the U.C.C. and if so, the
trustee will defeat the claim of
title or right to possession made by
the buyer, using either Section

544 (a) or (b)"). Further, under
Section 3-603 of the UCC, payments on
the note made to the Lead Bank may
discharge the Borrower’s liability as
to those payments, and the Partici-
pant will have recourse solely
against the Lead Bank for payment.




See also Section 3-301 of the UCC
("The holder of an instrument whether
or not he is the owner may transfer
or negotiate it and, except as
otherwise provided in Section 3-603
on payment or satisfaction, discharge
it or enforce payment in his own
name.").

iii. A sale of a note usually encompasses
a sale of all collateral securing the
note by operation of law, without
requirement that the public records
be amended to reflect the transferee
of the note and the collateral. See
Section 9-302(2) of the UCC ("If a
secured party assigns a perfected
security interest, no filing under
this Article is required in order to
continue the perfected status of the
security interest against creditors
of and transferees from the original
debtor.").

If the transaction is deemed by a court to
constitute a loan by the Participant to
the Lead Bank, and the Participant has
failed to perfect its security interest in
the collateral for such loan (which would
be the loan documents and collateral
pertaining to the loan made by the Lead
Bank to the Borrower), the trustee in
bankruptcy has the power under 11 U.S.C.
Section 544 to cause the Participant’s
interest in the loan to be treated as an
unsecured claim against the Lead Bank. 11
U.S.C. Section 544 is applicable if, on
the date of bankruptcy of the Lead Bank, a
hypothetical lien creditor of the Lead
Bank would, under state law, have priority
in the loan in which the Participant has
purchased a participation interest over
such interest of the Participant. Under
such circumstances, Section 544 enables
the trustee in bankruptcy to take title to

the loan free and clear of the Participant’s

interest therein, and the Participant is
deemed to be a general unsecured creditor
of the Lead Bank.



A Participant has several arguments to counter
the proposition that the trustee in bankruptcy
or receiver for the Lead Bank has rights in the
loan superior to the interest therein of the

Participant.
a. Trust Theory. As a general rule, a

trustee in bankruptcy acquires no rights
in property to which the bankrupt is a
fiduciary and held legal title for the
benefit of the trust beneficiary. See 4
Collier on Bankruptcy Chapter 541.13, at
541-72 and 541-73 (1979) ("The rule is
elementary that the estate succeeds only
to the title and rights in the property
that the debtor possessed although the
trustee is armed, of course, with the
special rights and powers conferred upon
him by the Code itself"). See also
Stratford Financial Corp. v. Finex Corp.,
367 F.2d 569 (2d Cir. 1966) (Evidence
sustained finding that trust, not debtor-
creditor relationship, was created by
first corporation, which was a Chapter XI
debtor-in-possession, and second corpora-
tion, which had advanced $40,000 to first
corporation for interest in notes of third
corporation held by first corporation, and
that therefore there was no preference and
second corporation was not required to
return to first corporation $25,000
received under arrangement by second
corporation when first corporation en-
dorsed to second corporation checks
received from third corporation).

i. Contra In re Alda Commercial Corp.,
327 F. Supp. 1315 (S.D.N.Y. 1971)

(Even if arrangement between individual
and finance company whereby individual
was to participate in loans made by
the finance company and secured by
accounts receivable and to receive
interest on the amount of his partici-
pation was in the nature of joint
venture impressed with trust as
between the parties, such relation-
ship did not entitle individual, upon
bankruptcy of the finance company, to




claim preferential interest in the
accounts receivable securing the
loans).

The assertion of the trust theory may
be defeated if the Lead Bank has
commingled payments on the loan with
other funds of the Lead Bank. See 4
Collier on Bankruptcy Chapter 541.13
(1979).

e
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iii. The assertion of the trust theory may
be defeated under an estoppel theory
if creditors of the Lead Bank can
successfully demonstrate that such
creditors extended credit to the Lead
Bank in reliance upon the Lead Bank’s
apparent ownership of the trust
property.

Preferred Claim Theory. In the seminal

case of Federal Deposit Insurance Corpora-
tion v. Mademoiselle of California, 379

F.2d 660 (9th Cir. 1967), the court
asserted the theory that the participant
in a loan has a "preferred claim" in the
loan when the lead lender becomes insol-
vent if, but only if, the participant can
clearly and certainly identify a specific
fund or payment in the possession of the
receiver for the lead bank cognizable in
equity as its property.

Setoff Rights of the Federal Deposit Insurance
Corporation ("“FDIC").

a.

The FDIC can become the receiver for an
insolvent bank upon appointment by the
Comptroller of the Currency pursuant to 12
U.S.C. Section 1821(c).

The general rule is that a depositor in an
insolvent bank has the right to set off
any deposits in the bank against indebted-
ness owing to the bank. See Scott v.
Armstrong, 146 U.S. 499 (1892).

Under both Mademoiselle of California and
Chase Manhattan Bank, N.A. v. Federal



Deposit Insurance Corporation, 554 F. Supp.
251 (W.D. Okla. 1983), the mere set off of

deposits against loan owing to insolvent
bank in which participating bank has
purchased a participation interest does
not augment the insolvent estate and
therefore does not generate funds which
could become the basis for a preferred
claim of the participant.

With respect to Kentucky chartered banks,
Kentucky law provides that the rights of the
Participant are superior to the rights of the
receiver of the insolvent Lead Bank. KRS
287.874 provides:

The granting of a participation in a loan
or other asset shall, unless otherwise
expressly so stated in the participation
agreement or certificate, constitute a
sale and assignment of, and transfer of
ownership in, a proportionate interest in
the loan or other asset and in all security
interests, guaranties, and other rights
granted under the loan agreement, the
note, and all documents of any nature
related to the loan or other asset,
whether such documents are contemporane-
ously or thereafter executed. The perfec-
tion of a security interest in personal
property or the filing of a lien on real
property by the selling bank shall be
deemed perfection or filing on behalf of
each participant, whether or not such
participant shall be a participant at the
time of such perfection or filing. Upon
the closing of a bank under KRS 287.854,
the receivership estate shall have no
interest in such proportionate interests
in the loan or other asset, or in any
security therefor or any rights therein,
therefore, sold a participant, such rights
passing, to the extent such rights have
not previously passed to the participant
without further action on the part of the
selling bank or participant. The receiver
shall have no greater rights under any
participation agreement than did the
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closed bank immediately prior to its
closing.

a. The question to be determined is whether
the preferred claim theory enunciated in
Mademoiselle of California supersedes the
rights afforded the Participant under this
statute.

The Lead Bank may attempt to sell the loan in which
the Participant has a participation interest to a
holder in due course or a bona fide purchaser for
value, or may have pledged the loan to a creditor
without knowledge of the Participant’s interest
therein. The sale or pledge of the note evidencing
the loan, if the note is a negotiable note, to a
holder in due course will defeat the Participant’s
participation interest in the loan under the authority
of Sections 3-301 and 3-305(1) of the UCC. If the
note is non-negotiable, the transfer of the note by
the Lead Bank may create an estoppel in favor of the
transferee, thus enabling the transferee to prevail
over the Participant’s rights in the loan evidenced
by the note.

The Lead Bank may receive payments on the partici-
pated loan without having remitted to the Partici-
pant its pro rata share thereof. Under the authority
of Section 3-301 of the UCC, payments on a negotiable
note made to the actual holder of the note will
ordinarily discharge the obligor from liability with
respect to such payments. Conversely, with respect
to non-negotiable notes, Section 9-318 of the UCC
suggests that the obligor on the note will be
discharged from liability for payments made to the
payee of the note if made without notice of the
transfer of the note, even if the payee receiving
such payments does not have possession of the note.
The transferee of the non-negotiable note is obli-
gated to give notice of the transfer of the note to
the obligor thereon in order to preserve rights of
recourse against the obligor for all payments made
to the wrong person after the obligor has received
such notice.

The Lead Bank may release collateral for the partic-
ipated loan without the consent or knowledge of the
Participant, which release would be binding upon the
Participant.
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Iv.

F. The Lead Bank may refuse to enforce the note and the
collateral for the loan, and the Participant may not
have the right to enforce the note or collateral in
its own name.

G. The Lead Bank may be guilty of "lender liability" in
administering the loan, with the result that the
Participant suffers a pro rata loss due to any
counterclaims successfully asserted by the Borrower
in respect of its obligations under the loan.

RIGHTS OF THE PARTICIPANT AGAINST THE LEAD BANK
A. Rights Under the Participation Agreement.

1. The Participation Agreement usually exculpates
the Lead Bank from liability to the Participant
for acts taken or not taken in administering
the loan documents and the collateral for the
loan, other than for gross negligence or
willful misconduct of the Lead Bank in admin-
istering the loan documents and the collateral.

2. The Participant may have a cause of action for
breach of representations and warranties of the
Lead Bank if the Participation Agreement
includes representations and warranties of the
Lead Bank and the Lead Bank breaches any one or
more of them. Proviso: the typical Participa-
tion Agreement contains few, if any, representa-
tions and warranties of the Lead Bank.

B. Rights Under Law. If the Participation Agreement is
silent as to the standard of care imposed upon the
Lead Bank in administering the loan documents and
the collateral, or if there is no Participation
Agreement, and the Participant suffers a loss with
respect to its participation interest in the loan,
the following causes of action may be available to
the Participant depending upon the actions taken or
not taken by the Lead Bank:

1. Negligence. The elements of negligence under
Kentucky law are:

a. A duty owed to the party injured;

b. A breach of the duty; and
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c. Injury suffered as a result of such
breach.

See M & T Chemicals, Inc. v. Westrick,
Ky., 525 S.W.2d 740 (1974).

i. The Participant, in order to succeed
on a claim of negligence against the
Lead Bank, must prove that the Lead
Bank owed a duty of care to the
Participant in the administration of
the loan, the loan documents and the
collateral for the loan, that the
Lead Bank breached such duty of care
and that the Participant suffered
loss as a consequence of such breach.

2. Breach of Contract. The elements of breach of
contract are:

a. The existence of a contract;
b. A breach of the contract; and

c. Injury suffered as a result of such
breach.

See Fannin v. Commercial Credit Corp.,
Ky., 249 S.W.2d 826 (1952).

i. The Participant has the burden to
prove that an enforceable contract
existed between the Participant and
the Lead Bank if there is no written
Participation Agreement.

ii. The Participant may have a statute of
frauds problem if there is no written
Participation Agreement. See KRS
371.010.
3. Fraud. The elements of fraud are:

a. The defendant made a material representa-
tion to the plaintiff;

b. The representation was false;



The defendant knew the representation was
false or the defendant made the represen-
tation recklessly without any knowledge of
its truth, and as a positive assertion;

The defendant made the representation with
the intent that the plaintiff act in
reliance upon it;

The plaintiff acted in reliance upon the
representation; and

The plaintiff suffered injury as a result
of acting in reliance upon the represen-
tation.

See Miles v. Proffitt, Ky., 266 S.W.2d
333 (1954).

i. The Participant will not be able to
rely on the anti-fraud provisions of
the federal securities laws to assert
a cause of action against the Lead
Bank. Courts have consistently held
that a participation interest in a
loan is not a "security" within the
meaning of the federal securities
laws. See, e.g., Union Planters
National Bank of Memphis v. Commercial
Credit Business Loans, Inc., 651 F.2d
1174 (6th Cir. 1981) (loan participa-
tion agreement executed between
plaintiff bank and defendant financial
institution did not constitute a
"security" in context of the applicable
"risk capital" test and, hence, was
not a basis for recovering under the
Securities Exchange Act of 1934 and
Rule 10b-5 promulgated pursuant
thereto where the agreement was not
an investment, but a routine commer-
cial loan and, though both parties
were engaged in a common venture to
loan money, return expected by
plaintiff was not capital apprecia-
tion, but simply the repayment of
amounts advanced plus a fixed rate of
interest, and efforts of the defendant
were not managerial or entrepreneurial
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in the sense that they generated the
return expected by the parties.)

v. KEY ELEMENTS OF A PARTICIPATION AGREEMENTS

A.

The Participation Agreement should include a clear
delineation of the respective rights, duties and
obligations of the Lead Bank and the Participant.

Duties of Participant.

1. The primary duty of the Participant is to fund
its pro rata share of the loan or each advance
thereunder in accordance with the terms of the
Participation Agreement.

2. The Participant may also have a duty to indemnify
the Lead Bank for costs and expenses incurred
by the Lead Bank in enforcing the loan documents
and the collateral securing the loan, to the
extent of the Participant’s pro rata share of
the loan and to the extent such costs and
expenses are not reimbursed by the Borrower or
out of the proceeds of the collateral securing
the loan.

Rights of Participant.

1. The Participant should have the right to
receive timely its pro rata share of all
payments made on the loan and all proceeds of
the collateral securing the loan.

2. The Participant should insist on having the
right to participate in key decisions affecting
the loan, such as changes in the interest rate
on the loan, the amortization schedule of the
principal of the loan and the due dates of
principal and interest on the loan, the release
of guarantors from liability for payment of the
loan, the release of collateral securing the
loan, the amendment of other key provisions in
the loan documents, the waiving of defaults,
and the acceleration of the maturity of the
loan.

a. The Participation Agreement should include

a provision whereby the Lead Bank and/or
other Participants have the right to
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VI.

purchase at par the participation interest
of a "recalcitrant" Participant, in order
to avoid tyranny by the minority.

The Participation Agreement should be clear
that the Participant has no duty to fund the
loan in excess of its pro rata share thereof,
even if the Lead Bank and/or other Participants
fail to fund their pro rata shares of the loan.

The Participant should have the right to share
pro rata in all amounts realized by the Lead
Bank and/or other Participants through exercise
of the right of setoff against the Borrower.

The Participant should have the right to
receive copies of all loan documents and all
additional documents subsequently delivered by
or on behalf of the Borrower to the Lead Bank.

The Participant should have the right to
receive timely notice of all defaults under the
loan documentation and timely notice of all
other events coming to the attention of the
Lead Bank which could affect the timely repay-
ment of the loan.

The Participation Agreement should impose a
clear duty of care on the part of the Lead Bank
in administering payments received on the loan
and in administering the loan documents and the
collateral securing the loan.

POLICY OF THE COMPTROLLER OF THE CURRENCY

A.

The Office of the Comptroller of the Currency (the
"OCC") issued revised Banking Circular 181 on
August 2, 1984, which sets forth policy guidelines
for all national banks to observe in purchasing
loans and loan participations (revised Banking
Circular 181 is attached hereto as Appendix A).

The major elements of revised Banking Circular 181
are as follows:

1. Scope: The Circular describes prudent pur-
chases of loans and loan participations.




2.

Policy: The absence of satisfactory controls
over risk may constitute an unsafe or unsound
banking practice and thus cause for the OCC to
seek appropriate corrective action through its
administrative remedies. Satisfactory controls
over the purchase of loans and participations
in loans ordinarily include, but are not
limited to, the following:

. written lending policies and procedures
governing these transactions;
. an independent analysis of credit quality

by the purchasing bank:;

. agreement by the obligor to make full
credit information available to the
selling bank;

. agreement by the selling bank to provide
available information on the obligor to
the purchaser; and

. written documentation of recourse arrange-
ments outlining the rights and obligations
of each party.

Lending Policy and Procedures: Prudent pur-
chases of loans, loan participations, and loan
portfolios are governed by the credit princi-
ples and procedures embodied in the purchasing
bank’s formal lending policy. The policy
ordinarily entails:

. complete analysis and documentation of the
credit quality of obligations to be
purchased;

. an analysis of the value and lien status
of the collateral; and

. the maintenance of full credit information
on the obligor during the term of the
loan.

Independent Credit Analysis: To make a prudent
credit decision, a purchaser conducts an
independent credit analysis to satisfy itself
that a loan, loan participation, or loan
portfolio is a credit which it would make
directly. The nature and extent of the inde-
pendent analysis is a function of the type of
transaction at issue and the purchaser’s
lending policies and procedures. Where loans
are purchased in bulk, for example, a prudent
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purchaser might assess the credit of the class
of obligors rather than each obligor.

The acceptance by a purchaser of a favorable
analysis of a loan issued by the seller, a
credit rating institution, or another entity
does not satisfy the need to conduct an inde-
pendent credit analysis. A prudent purchaser
may, however, consider such analyses obtained
from the seller and other sources as factors
when independently assessing a loan.

A prudent purchaser needs full credit informa-
tion on an obligor before a loan or participa-
tion is purchased to make an informed and
independent evaluation of the credit. After
the purchase is made, the purchaser also needs
timely credit information to monitor the status
of the credit. Such information can often be
obtained from the seller. In some situations,
however, the purchaser may be unable to
conduct an informed and independent analysis
with information furnished by the selling or
servicing bank. In such cases, other sources
of information are needed to conduct an inde-
pendent credit analysis.

Transfers of Credit Information:

a. Prudent Transfer Agreements. The indirect
relationship between the obligor and the

purchaser makes it difficult for the
purchaser to assess the quality of the
loan without the cooperation of the
selling or servicing bank. The purchaser
ordinarily needs to obtain full credit
information on the obligor from the
selling or servicing bank at the outset
and during the life of the participation
to perform a continuing independent
assessment of the credit. Thus, a prudent
purchase or participation document would
generally include an agreement by the
selling or servicing bank to provide
available credit information on the
obligor to the purchasing bank on a
continuing basis. To ensure that full
credit information will be available to
the seller, a loan document would ordinar-
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ily include an agreement by the obligor to
furnish such information to the seller on
a continuing basis.

The absence of prudent transfer agreements
may affect a purchaser’s ability to
obtain, assess, and maintain sufficient
credit information. Accordingly, the
purchase of a loan or participation absent
such transfer obligations may be viewed as
an unsafe or unsound banking practice.

Scope of Prudent Transfers. Prudent

transfers of credit information are
sufficient in scope so as to enable a
purchaser to make an informed and indepen-
dent credit decision. Thus, prudent
transfers encompass full and timely
financial and nonfinancial information
bearing on the quality of a loan. Finan-
cial information ordinarily includes:

. accrual status:;

. status of principal and interest
payments;

. financial statements, collateral
values, and lien status; and

. any factual information bearing on

the continuing credit-worthiness of
the obligor.

Prudent transfers also include nonfinan-

cial information bearing on credit-worthiness.
For example, any known changes in the
obligor’s corporate structure or management
affecting the quality of a loan would
generally be disclosed.

Ordinarily, full credit information is
obtained on each obligor. Where loans are
purchased in bulk, however, a prudent
purchaser might obtain credit information
on the class of obligors rather than each
obligor.

Prudent transfers of full credit informa-
tion do not encompass the release of
information in violation of law. 1In
particular, loan classification informa-
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tion and other examiner opinions are set
forth in confidential reports of examina-
tion and documents relating thereto. Such
materials and information derived from
them may not be disclosed absent express
written approval by the Comptroller of the
Currency pursuant to 12 C.F.R. 84.18(c).
Unauthorized disclosures may also incur
criminal penalties under 18 U.S.C. B641.
In contrast, the facts underlying examin-
ers’ loan criticisms would generally be
furnished; a knowing misrepresentation of
credit quality may constitute a violation
of 18 U.S.C. 81014.

VII. ALTERNATIVES TO PARTICIPATION INTERESTS

A.

In order to avoid certain of the risks and problems
associated with the purchase of a non-recourse
participation interest in a loan, the Participant
may want to consider negotiating an inter-creditor
agreement with each bank proposing to participate in
the making of the loan.

The primary characteristics of an inter-creditor
agreement are:

1.

The Borrower issues a separate promissory note
to each Participant in the amount of its pro
rata share of the loan.

Each Participant is named as a party to the
loan agreement.

Each Participant is named as a party to each
collateral instrument or, alternatively, the
Participants select a Participant to serve as
the collateral agent for the Participants and
all collateral instruments clearly reflect that
the Participant is an agent of all of the
Participants.

All decisions relative to the loan, the loan

documentation and the collateral for the loan
are made jointly by the Participants, either

unanimously or by a stipulated super-majority
vote.




By virtue of the inter-creditor agreement, the
Participant is a direct creditor of the Borrower,
which:

1. Creates a right of setoff in favor of the
Participant with respect to the Borrower.

2. Eliminates the problems and risks arising upon
the insolvency of the Lead Bank.
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TO: Chief Executive Officers of all National Banks, Senior Officer
of all Federal Branches and Agencies, Deputy Comptrollers, District
Administrators and all Examining Personnel

SUMMARY

The purchase of loans and participations in loans may constitute ar
unsafe or unsound banking practice in the absence of satisfactory
documentation, credit analysis, and other controls over risk.

REVISION OF CIRCULAR

The present Circular supersedes Banking Circular 181, issued on
December 8, 1983.

SCOPE

This Circular describes prudent purchases of loans and loan
participations., A participation, as _distinguished from a multibank
loan transaction (syndicated loan), =/ is an arrangement in which

a bank makes a loan to a borrower and then sells all or a portion ¢
that loan to a purchasing bank.2/ All documentation of the loan

is drafted in the name of the selling bank. Generally, the
purchasing bank's share of the participated loan is evidenced by a
certificate which assigns an interest in the loan and any related
collateral.

1/ This Circular was drafted to address safety and soundness
concerns arising from the purchase of loans and participations in
loans. Nevertheless, the practices outlined in this Circular are
illustrative of those principles of prudent banking which generally
apply to any multibank lending transaction. For example, a prudent
member of a loan syndication would obtain full and timely credit
information to conduct an informed and independent analysis of the
credit in a manner consistent with its formal lending policies and
procedures.

2/ For the purposes of this Circular, a "loan" includes any
binding agreement to advance funds on the basis of an obligation tc
repay the funds.

4 1
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, BANKING CIRCULAR Subect PURCHASES OF LOANS —
Tyoe ' IN WHOLE OR IN
PART-PARTICIPATIONS
BACKGROUND

The purchase and sale of loans and participations in loans are
established banking practices. These transactions serve legitimate
needs of the buying and selling banks and the public interest.
However, recent abuses have highlighted the need for the Office to
remind banks of prudent banking practices for these transactions,

POLICY

The absence of satisfactory controls over risk may constitute an
unsafe or unsound banking practice and thus cause for the 0OCC to
seek appropriate corrective action through its administrative .
remedies, Satisfactory controls over the purchase of loans and
participations in loans ordinarily include, but are not limited to,
the following:

. written lending policies and procedures governing these
transactions;

. an independent analysis of credit quality by the purchasin
bank;

. agreement by the obligor to make full credit information
available to the selling bank;

. agreement by the selling bank to provide available
information on the obligor to the purchaser; and

. written documentation of recourse arrangements outlining
the rights and obligations of each party.

LLending Policy and Procedures

Prudent purchases of loans, loan participations, and loan portfolic
are governed by the credit principles and procedures embodied in th
.purchasing bank's formal lending policy. The policy ordinarily
entails:

. complete analysis and documentation of the credit gquality
of obligations to be purchased;

. an analysis of the value and lien status of the collateral
and

. the maintenance of full credit information on the obligor
during the term of the loan,

August 2, 1984 Page _2  of.._
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Independent Credit Analysis

To make a prudent credit decision, a purchaser conducts an
independent credit analysis to satisfy itself that a loan, loan
participation, or loan portfolio is a credit which it would make
directly. The nature and extent of the independent analysis is a
function of the type of transaction at issue and the purchaser's
lending policies and procedures. Where loans are purchased in bul
for example, a prudent purchaser might assess the credit of the
class of obligors rather than each obligor. See generally
Comptroller's Handbook for National Bank Examiners at § 205
(guidelines on loan portfolio management).

The acceptance by a purchaser of a favorable analysis of a loan
issued by the seller, a credit rating institution, or another enti
does not satisfy the need to conduct an independent credit
analysis. A prudent purchaser may, however, consider such analyse
obtained from the seller and other sources as factors when
independently assessing a loan.

A prudent purchaser needs full credit information on an obligor
before a loan or participation is purchased to make an informed ar
independent evaluation of the credit. After the purchase is made,
the purchaser also needs timely credit information to monitor the
status of the credit. Such information can often be obtained fror
the seller. In some situations, however, the purchaser may be
unable to conduct an informed and independent analysis with
information furnished by the selling or servicing bank., In such
cases, other sources of information are needed to conduct an
independent credit analysis.

Transfers of Credit Information

(a) Prudent Transfer Agreements. The indirect relationship
between the obligor and the purchaser makes it difficult for the
purchaser to assess the quality of the loan without the cooperatic
of the selling or servicing bank., The purchaser ordinarily needs
obtain full credit information on the obligor from the selling or
servicing bank at the outset and during the life of the
participation to perform a continuing independent assessment of t.
credit. Thus, a prudent purchase or participation document would
generally include an agreement by the selling or servicing bank t

H-25 Paze 3¢t
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provide available credit information on the obligor to the
purchasing bank on a continuing basis. To ensure that full credit
information will be available to the seller, a loan document would
ordinarily include an agreement by the obligor t¢o furnish such
information to the seller on a continuing basis.3

The absence of prudent transfer agreements may affect a purchaser's
ability to obtain, assess, and maintain sufficient credit
information. Accordingly, the purchase of a loan or participation
absent such transfer obligations may be viewed as an unsafe or
unsound banking practice.

(b) Scope of prudent transfers. Prudent transfers of credit
information are sufficient in scope s0 as to enable a purchaser to
make an informed and independent credit decision. Thus, prudent
tranafers encompass full and timelyi financial and nonfinancial
information bearing on the quality of a loan. Financial informatio
ordinarily includes:

. accrual status;

. status of principal and interest payments;

. financial statements, collateral values, and lien status;
and .

. any factual information bearing on the continuing credit-
worthiness of the obligor.

3/ The Office does not intend to suggest that existing loan and
participation agreements be renegotiated where full credit
information is being furnished. Nonetheless, the Office may take
appropriate action in any case where less than full credit
information is obtained,

4/ References to "full® and "timely" transfers of credit
information are made herein to provide supervisory guidelines on
safe and sound transfers of credit information, The guidelines
describe the scope of transfers required for a purchaser to make ar
informed and independent credit decision. Apart from such
supervisory considerations, use of the terms "full" and "timely" i¢
not intended to suggest that the terms have particular legal
significance; thus, other terms may be used. The drafting and
negotiation of standards governing transfers of credit information
is the responsibility of bank management and counsel.
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Prudent transfers also include nonfinancial information bearing o
creditworthiness., For example, any known changes in the obligor'
corporate structure or management affecting the guality of a loan
would generally be disclosed.

Ordinarily, full credit information is obtained on each obligor.
Where loans are purchased in bulk, however, a prudent purchaser
might obtain credit information on the class of obligors rather ¢t
each obligor.

Prudent transfers of full credit information do not encompass the
release of information in violation of law. In particular, loan
classification information and other examiner opinions are set fo.
in confidential reports of examination and documents relating
thereto, Such materials and information derived from them may no
be disclosed absent express written approval by the Comptroller o
the Currency pursuant to 12 C.F.R. § 4.18(c). Unauthorized
disclosures may alsc incur criminal penalties under 18 U.S.C. § 6
In contrast, the facts underlying examiners' loan criticisms woul
generally be furnished; a knowing misrepresentation of credit
quality may constitute a violation of 18 U.S.C. § 1014.

Recourse Arrangements

Repurchase agreements are subject to the limitations of 12 U.S.C.
§ 84. Other direct or indirect recourse arrangements, written or
oral, provided by the selling bank will be considered as extensioi
of credit to the selling bank subject to 12 U.S.C. § 84, See 12
C.F.R, §§ 32.104 and 32.107.

Prudent recourse arrangements are documented in writing and

reflected on the books and records of both the buying and selling
bank. The failure to properly record or document these arrangeme
may constitute a false entry, statement, report or representation

‘violation of 18 U.S.C. § 1005,
ORIGINATING OFFICE

b]
- e
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Questions regarding this Circular may be directed to t
National Bank Examiner's Office, Comnercial zxamilnatio
(202) 447-1165, and to the Legal Advisory Servizes D.V.
447-3."‘88({). \
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1. NEW

A.

KENTUCKY BUSINESS CORPORATION ACT

Applicability of New "Capital" Concepts to Banks

Share Exchanges (Versus "Interim" or "Phantonm"
Bank Formations)

80% Shareholder Consent Resolutions

Directors’ Standard of Care




E. Director Liability "Exculpation" Clauses in
Articles of Incorporation

2. "FIRA" PROVISIONS RELATING TO "INSIDER" LENDING
A. A Brief Review
B. Frequent Compliance Issues Arising During
Examinations

3. SECTIONS 23A AND 23B OF THE FEDERAL RESERVE ACT

A. A Brief Review



B. Frequent Compliance Problems

4. HOME MORTGAGE DISCLOSURE ACT

A. Recent Amendments

B. Key Compliance Considerations

5. FAIR CREDIT REPCRTING ACT

A. Key Compliance Considerations




6. FAIR DEBT COLLECTION PRACTICES ACT

A. Suggestions on Avoiding Coverage Under the Act

7. RECENT KENTUCKY BANKING LAW DEVELOPMENTS

A. Motor Vehicle Retail Installment Sales Contracts
B. Mortgage Releases
C. Lending As a "Most Favored Lender"



D. Real Estate Mortgage "Future Advance" Clauses

E. "YSI" Insurance

8. FDIC DEPOSIT INSURANCE

A. Spill-Over From the S & L Crisis

B. "Agency" Agreements




C. Branching Issues

FEDERAL RESERVE BOARD POLICIES ON "CAPITAL" AND
"DEBT-TO-EQUITY" RATIOS AFFECTING COMMUNITY BANK
HOLDING COMPANIES OR CHAIN BANKING ORGANIZATIONS

A. The "Chain Banking" Concept

B. Is the "75% of the Price" Limitation on
Acquisition Debt Really 66%?

C. Consolidated Capital Requirements Where Assets Are
$150 Million or More

I-6



10. OTHER MISCELLANEOUS TOPICS

A. Outside Auditors

B. The Ambac Decision and Proposed Revision to
Regulation Y of the Federal Reserve Board

c. Environmental Law Issues Affecting Lenders

D. Risk-Based Capital Guidelines




11. MERGER AND ACQUISITION DEVELOPMENTS

A. "Wall Street" Rules Can Apply to "Main Street"
Acquisitions

B. Disclosure of Acquisition Negotiations (Levinson
v. Basic)

C. Can the Target Bank Just Say "No"?

D. The Board as an "Auctioneer"

I-g



E. Community Reinvestment Act Protests

F. Enhancing Shareholder Values

I-9
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