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SECTION A

I.

Introduction. The materials included in this topic were accumulated as of March
31, 1998, and based upon bills introduced in the Kentucky 1998 General Session.
We will attempt to provide you with any changes made after March 31 at the
conference. The bills summarized in this topic include issues of particular interest
to financial institutions doing business in the Commonwealth of Kentucky and do not
include bills that are not expected to pass. Most of the bills cited in this outline are
provided as an attachment, in numerical order with Senate bills appearing first. If you
need copies of those bills not attached, please contact Debra Stamper at 800-3924045.

II.

Chapter 287 (HB516)-Signed by the Governor on March 27, 1998. This is
essentially a clean-up bill for the Department of Financial Institutions. It makes a
number of changes that bring KRS Chapter 287 into conformance with Department
practice and a few substantive changes. A few of the more notable, substantive
changes are as follows:
•
•
•
•
•
•
•

•
•

III.

Includes savings and loan associations in the definition of "national
bank."
Requires a multiple branch state or national bank to use the same name
for all branches located in Kentucky.
Deletes the requirement that a bank director own capital stock in the
bank.
Modifies capital minimums.
Reduces the required meeting frequency of advisory boards of combined
banks to quarterly from monthly.
Allows the acquisition of single branches in another state, if allowed by
that state.
Allows banks to rely on the form and terms of an account in transferring
or releasing joint account funds subsequent to the date of death of one or
more named joint account holders, in response to Harris v. Rock, 799
S.W. 2d 10 (KY Supreme Court 1990).
Establishes 5-year statute of limitations for actions for injury by certain
trustees to the rights of a beneficiary.
Establishes that no gain or loss shall be recognized for Kentucky income
tax purposes for transfer of all assets by a common trust fund under
certain circumstances, in accordance with Federal Tax Code.

Banks Selling Insurance (HB429)-Delivered to the Governor on March 25, 1998.
Representatives of the banking and the insurance industry, as well as the Department
of Financial Institutions and the Department of Insurance, ultimately agreed to the
language contained in this bill. This bill is a restatement of compromise language
adopted by regulation in late 1996 and results from years of litigation. The
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requirements of this bill are addressed in detail at page 1-87 of this volume.
Highlights of the bill are as follows:
•
•

•
•

•
•
•
•

Amends 287.030 to provide that state banks are expressly authorized
to sell all general lines of insurance.
Defines "financial institutions," for purposes of the insurance regulations
in this bill, as virtually any entity that makes loans and takes deposits in
Kentucky.
Requires licensure.
Requires consumer disclosures which evidence compliance with KRS
304.12-150, and consumer disclosures similar to those required by the
FFIEC for the sale of non-deposit products. The Department of Insurance
has the authority to adopt model disclosure forms by regulation and has
circulated recommended forms.
Allows that a consumer signed, acknowledgment of release of insurance
information is evidence that it is not to the detriment of the consumer.
Makes a violation of Federal anti-tying laws a violation of insurance laws
and requires notification of such violations.
Prohibits the delay or impediment of other transactions for the purposes
of influencing the selection of insurance.
Allows for certain employee referral fees.

IV.
Tax Issues. This is a general summary of changes effecting financial
institutions. The text of House Bill 419 appears at page M-l of this volume and will be
discussed later in the conference.
A.

Federal Tax Code Update (HB170)-Signed by the Governor on February
6, 1998. This bill amends KRS 141.010 to change the Internal Revenue Code
reference date from December 31, 1995 to December 31, 1997 and applies
to tax years beginning after December 31, 1996. Emergency status allows the
bill to become effective immediately upon signature by the Governor.

B.

Bank Franchise Tax (HB419)-Delivered to the Governor on March 27,
1998. This bill makes a number of substantive changes to KRS 136.500.
They include:
•
•
•
•

Allows for the deduction of Kentucky obligations from capital
calculations.
Allows for the averaging of quarters for de novo institutions in
existence for less than a full year.
Provides for the calculation methods applicable to combinations
involving a savings and loan association and a bank.
Provides for tax treatment of Subchapter S electing institutions.
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V. Technology Issues.
A.

Electronic Transactions (HB708)-Delivered to the Governor on March 27,
1998. Although several bills were introduced this session, regarding
electronic transactions and the legal recognition of the same, it appears that
this is the one most likely to pass. After concerns raised by governmental
agencies and the business sector, it was determined that the method most
likely to be accepted by business would be legislation that recognizes
electronic commerce while placing some restrictions, but which does not
approve of or specify certain types of acceptable systems. This bill provides
for the following:
•

B.

Defines "electronic record," "electronic signature" and "record"
in the broadest possible way, in order to allow for technological
development.
• Provides that the application of the provisions of the bill are
voluntary in most instances, but do not apply to will/trust
conveyances, real property transactions or the creation/transfer of
negotiable instruments or title instruments.
• Parties agreeing to the application of the provisions of the bill
may establish the conditions under which an electronic signature
or electronic record will be accepted.
• Application of the provisions of the bill allows for electronic,
duplicate or imaged information, signatures and records to not be
denied legal effect on that ground alone. (This will be of
particular interest to financial institutions that maintain records in
imaged form.) The bill also allows for an electronic signature to
satisfy any statutory requirements for a manual signature and for
an electronic record to satisfy any statutory requirements for "in
writing."
Telemarketing (SB199)-As of March 30, 1998, this bill is still moving, but
slowly. This bill was originated by the Attorney General Office Department
of Consumer Protection and includes certain limitation on telephone or fax
solicitations. Among other entities, institutions regulated by the Department
of Financial Institutions are exempt from the provisions of the bill. If
applicable, the bill requires more complete disclosures regarding the products
or services marketed and prohibits activities including the following:
•
•

Requests for a fee in advance to have derogatory credit
information removed from a credit record.
Requests for fees for obtaining an extension of credit when the
extension of credit has been guaranteed or the high likelihood of
obtaining the extension of credit has been represented by the
company.
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•

•
•
•
•
•
•
•

C.

VI.

Obtaining or submitting for payment a check, draft or other form
of negotiable instrument drawn on a person's account without that
person's express written authorization. (This will be of
particular interest to those financial institutions that have had a
problem with "pre-authorized drafts.")
Solicitation persons under the age of 18.
Use of any method to block caller ill systems.
Use of fictitious names in telephone solicitations.
Allowing the telephone to ring for longer than 30 seconds.
Use of annoying, harassing or abusive tactics.
Calling other than between the hours of 10 a.m. and 9 p.m.
Calling persons who have indicated that they do not wish to be
contacted further or who have placed their names on the "no
contact" list maintained at the AG's office.

Central Search Mechanism (HB739)-Delivered to the Governor on March
31, 1998. Despite the industry's lack of success in passing a central
filing/central search system in Kentucky in the last eight years, the Secretary
of State's office was able to get introduced a bill which would create a
separate system for central searches of some UCC filings, beginning January
4, 1999. This system will require a separate filing by the creditor to the
Secretary of State's office with a $1 filing fee. This filing is for purposes of
notice only and does not impact perfection. House Bill 739 is discussed
further at page F-2 of this volume.

Competitive Industries.
A.

Check Cashers (HB226)-As of March 30, 1998 this bill is still moving.
Several bills have been introduced this Session that attempt to regulate check
cashers. This bill is the most likely to pass. Although it does not directly
impact financial institutions, these businesses do compete with them. The
changes to KRS Chapter 368, which are in this bill, include increased
licensure requirements and examination/penalty provisions; consumer
protection provisions including a limitation on the aggregate value of
outstanding deferred deposits allowed, the maximum length of deferral period
and allowable fees; and, consumer disclosures.

B.

Consumer Loan Companies (HB514)-Signed by the Governor on March
27, 1998. The changes to KRS 288.400 et. seq., which are included in this
bill, allow consumer loan companies to lend up to $15,000 at the rates
allowed for in KRS 360.010; allow for a fee to be charged for credit
investigations; allow for the Department of Financial Institutions to charge
a fee for examinations; and increase the amount of applications fees.
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c.

Mortgage Brokers (HB515)-Signed by the Governor on March 27, 1998.
This is essentially a clean-up bill for the Department of Financial Institutions.
It makes a number of changes that bring KRS Chapter 287 into conformance
with Department practice and a few substantive changes. A few of the more
notable, substantive changes are as follows:
•

•

•

•
•
•
•

D.

VII.

Allows for an exemption from its provisions, upon approval of
the Department of Financial Institutions, for an independent
contractor who works for only one mortgage loan company or
licensed mortgage loan broker.
Takes a number of previously exempt entities and makes the
subject to the examination and investigation provisions of the
Act. These entities include mortgage loan companies regulated
by HUD, a natural person making a loan with hislher own funds
with no intention of reselling, real estate professionals and
persons making less than 5 loans a year.
Requires a maintained funding source of at least $500,000 in
order to obtain a license and requires continuing education and
increases surety bond requirements to $100,0001$50,000.
Increases application fees.
Prohibits the use of "bank," "trust," "national" or "federal" in the
name.
Prohibits prepayment penalties after the fifth year of a mortgage
and limits the penalty to 5% of the outstanding balance.
Provides for confidentiality of certain records and reports of
examination.

Title Lenders (SB392)-Delivered to the Governor on March 31, 1998.
Just as with the check cashers, there have been a number of bills
introduced which attempt to regulate this growing industry. Although this
bill does not directly impact financial institutions, these businesses do
compete with them. This bill creates a new section of KRS Chapter 368
and includes: definitions of "title pledge agreements" and limits that to
unencumbered, titled personal property for a period of 30 days with
limited roll-over periods; licensure requirements and examination/penalty
provisions; limitation on allowable fees to those provided in KRS
288.530; repossession limitations; and consumer disclosures including
TILA requirements.

Abandoned Property (SB339)-Delivered to the Governor on March 31, 1998.
This bill, regarding escheat, is discussed in detail at Section K of this volume, and
the text is found at page K-39.
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VIII. Data Match Requirements for Delinquent Child Support (HB161)-Passed both
houses on March) 1, 1998. This bill covers a number of areas of no interest to the
financial services industries, most deal with the handling of delinquent child support
payments. Due to the length of the bill, only a summary is attached. The portions
of interest to financial institutions are those resulting from the Federal mandates of
the Welfare Reform Act of 1996 and include:
•

•

•
•
•
•

•

IX.

Creation and maintenance of a data match system by the Cabinet for
Human Resources, which allows cross-referencing of account holders to
delinquent, obligated parents. Financial institutions must report
information to the Cabinet quarterly.
Prohibition on disclosure by financial institutions to account holders that
an account has been reported to the Cabinet, although financial
institutions may disclose the general requirements of the law.
System for encumbering matched account assets by the Cabinet.
Provision for a "reasonable fee" to be paid to reporting financial
institutions for the match process, not to exceed actual costs.
Limitation of liability for compliance by financial institutions.
Requirement that employers report new hires or rehires to the Cabinet
within 20 days of start date by submitting the employee's W-4 or
equivalent document.
Establishes penalties for failure to comply.

Miscellaneous.
A.

Collateral for Public Deposits (SB208)-This bill passed both houses on
March 31, 1998. It amends KRS 41.240 to include certain highly rated surety
bonds as acceptable collateral on public deposits and to include in the
definition of acceptable collateral letters of credit issued by certain
governmental entities, such as the Federal Home Loan Bank.

B.

VCC Cleanup (SB352)-Delivered to Governor on March 25, 1998. This bill
repeals a number of VCC Article 3 sections inadvertently left in during the
1996 Session. It is discussed further at page F-l of this volume.

C.

Powers of Attorney (HB60)-Delivered to Governor on March 27, 1998.
This bill amends KRS 386.093 to define "durable power of attorney" and
offers language necessary to establish the same. Establishes effect of
revocation, disability and death of principal

D.

Branching (HB491)-Dead. This bill amends KRS 287.180 to allows for
contiguous county branching in up to four counties contiguous to the county
where the principal office is located. The text is set out at page L-7 of this
volume.
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E.

Lien Releases (SB88/ HB121)-SB88 delivered to Governor on March 25,
1998 and HB 121 was passed by both houses on March 31, 1998. Both of
these bills include amendments to KRS 382.365. SB88 makes minimal
changes, allowing an action to be brought in District Court, in addition to
Circuit Court, to enforce the statute. HB 121 makes more significant changes
including: allows an owner or person acquiring an interest in the real property
to seek enforcement of the statute; allows the action to be brought in District
or Circuit Court; allows for the recovery of costs and for daily penalties for
failure to release a lien after the entry of judgment; increases existing
penalties; and defines "date of satisfaction."

F.

Elder Abuse (HB652)-Delivered to Governor on March 27, 1998. This bill
amends the current elder abuse laws. Most of the current and revised
provisions are of little interest to financial institutions. There is, however, a
growing trend and awareness of financial exploitation of the elderly. Because
of that, this bill allows the Cabinet for Human Resources to access financial
records during their investigations. The Cabinet will also be contacting
financial institutions to set up awareness training for signs of financial
exploitation.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
SENATE BILL 88

AN ACT relating to the release of liens.
Amend KRS 382.365, relating to the release of liens, to provide that a district court as well as a circuit
court may be utilized to secure the release of the lien and mandate that the court release the lien upon
sufficient proof being shown.
SB 88 - AMENDMENTS

SCS - Delete provision of bill that had raised lienholders' liability from fifty dollars ($50) to five
hundred dollars ($500); clarify that the court shall release the lien upon sufficient proof to the court.
Jan 7-introduced in Senate
Jan 8-to Judiciary (S)
Feb 25-reported favorably, 1st reading, to Consent Calendar with Committee Substitute
Feb 26-2nd reading, to Rules
Feb 27-posted for passage in the Consent Orders of the Day for March 2, 1998
Mar 2-3rd reading, passed 34-0 with Committee Substitute
Mar 3-received in House
Mar 4-to Judiciary (H)
Mar 10-posted in committee
Mar 17-reported favorably, 1st reading, to Calendar
Mar 18-2nd reading, to Rules
Mar 23-posted for passage in the Regular Orders of the Day for March 24, 1998
Mar 24-3rd reading, passed 89-2
Mar 25-received in Senate; enrolled, signed by each presiding officer, delivered to Governor
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AN ACT relating to the release of liens.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 382.365 is amended to read as follows:
(1)

A holder of a lien on real property, including a lien provided for in KRS 376.010,
shall release the lien in the county clerk's office where the lien is recorded within
thirty (30) days from the date of satisfaction.

(2)

A proceeding may be filed in District Court or Circuit Court against a lienholder
that violates subsection (1) of this section. A proceeding filed under this section
shall be given precedence over other matters pending before the court.

(3)

Upon proof to the court[of satisfaetioH:] of the lien being satisfied[introdl:leed], the
court shallfmaft enter a judgment releasing the lien. A lienholder that violates
subsection (1) of this section shall also be liable to the owner of the real property for
fifty dollars ($50) and any actual expense including a reasonable attorney's fee
incurred by the owner in securing the release of real property by such violation. The
judgment shall be with costs including reasonable attorneys' fees.

(4)

The former holder of a lien on real property shall send by regular mail a copy of the
lien release to the property owner at his last known address within seven (7) days of
the release. A former lienholder that violates this subsection shall be liable to the
owner of the real property for fifty dollars ($50) and any actual expense incurred by
the owner in obtaining documentation of the lien release.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
SENATE BILL 199

AN ACT relating to telephone solicitation.
Amend KRS 367.46953 to prohibit telephone solicitation to consumers in Kentucky; amend KRS
367.46951 and 367.46957 to conform; repeal KRS 367.46961, 367.46963, and 367.46987 to conform.
SB 199 - AMENDMENTS
SCS - Replace original provisions with provisions defining telemarketing; set forth organizations and
activities which are exempt from provisions; specify prohibited telemarketing practices relating to fraud,
threatening calls, permitted calling hours, and other practices; create a no-call list to be maintained by the
Attorney General; provide misdemeanor and felony penalties for violating provisions of the Act.
SFA (1, J. Rose) - Restore the exemptions that are in existing law.
SFA (2, J. Rose) - Exempt previously exempted businesses and practices from all but fraud provisions
of bill; apply no call list prohibitions to telemarketing companies only and not merchants.
SFA (3, T. Philpot) - Amend exclusions to delete calls made by real estate broker or sales associate
properly licensed under KRS Chapter 324.
SFA (4, 1. Rose) - Exempt previously exempted businesses and practices; apply fraud provisions to
telemarketing companies only.
SFA (5, T. Philpot) - Permit telemarketers to make calls from Kentucky to other locations out-of-state
without regulation.
HFA (1, M. Bowling) - Delete provision exempting telemarketers located in Kentucky who make calls
to locations outside of Kentucky.
Jan 22-introduced in Senate
Jan 23-to Judiciary (S)
Mar 4-reported favorably, 1st reading, to Calendar with Committee Substitute; floor amendment (1)
filed to Committee Substitute
Mar 5-2nd reading, to Rules
Mar 12-posted for passage in the Regular Orders of the Day for March 16, 1998
Mar 16-floor amendments (2) and (3) filed to Committee Substitute
Mar 17-floor amendments (4) and (5) filed to Committee Substitute
Mar 18-3rd reading; floor amendments (1) and (2) withdrawn; passed 32-2 with Committee Substitute
and floor amendments (3) (4) and (5)
Mar 19-received in House
Mar 20-to Judiciary (H)
Mar 23-posted in committee
Mar 26-reported favorably, 1st reading, to Calendar
Mar 27-2nd reading, to Rules; floor amendment (1) filed; posted for passage in the Regular Orders of
the Day for March 30, 1998
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AN ACT relating to telephone solicitation.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 367.46951 is amended to read as follows:
As used in KRS 367.46951 to 367.46999, unless the context otherwise requires:
(1)

"Telephone solicitation" means:
(a)

A telephone call or message sent by a facsimile machine to a residential,
mobile, or telephone paging device telephone number, including a call made
by an automatic dialing or recorded message device, for the purpose of:
1.

Soliciting a sale of consumer goods or services, offering an investment,
business, or employment opportunity, or offering a consumer loan to the
person called;

2.

Obtaining information that will or may be used for the solicitation of a
sale of consumer goods or services, the offering of an investment,
business, or employment opportunity, or the offering of a consumer loan
to the person called;

3.

Offering the person called a prize, gift, or anything else of value, if
payment of money or other consideration is required in order to receive
the prize or gift, including the purchase of other merchandise or services
or the payment of any processing fees, delivery charges, shipping and
handling fees, or other fees or charges; or

4.

Offering the person called a prize, gift, or other incentive to attend a
sales presentation for consumer goods or services, an investment or
business opportunity, or a consumer loan; or

(b)

A solicitation or attempted solicitation which is made by telephone in
response to inquiries generated by unrequested notifications sent by the
merchant to persons who have not previously purchased goods or services
from the merchant or telemarketer or who have not previously requested
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credit from the merchant, to a prospective purchaser if the merchant or

telemarketer represents or implies to the recipienr of the notification that any
of the following applies:
1.

That the recipient has in any manner been specially selected to receive
the notification or the offer contained in the notification;

2.

That the recipient will receive a prize or gift if the recipient calls the
merchant or telemarketer; or

3.

That if the recipient buys one (1) or more items from the merchant or

telemarketer, the recipient will also receive additional or other items of
the same or a different type at no additional cost or for less than the
regular price of the items;
(2)

"Telephone solicitation" does not mean the following:
(a)

A telephone call made in response to an express request of a person called,
unless the request was made during a prior telephone solicitation;

(b)

A telephone call made primarily in connection with the payment or
performance of an existing debt or contract, the payment or performance of
which has not been completed at the time of the call;

(c)

A telephone call to any person with whom the telemarketer or merchant has
a prior or existing business relationship, including but not limited to the
solicitation of contracts for the maintenance or repair of items previously
purchased from the person making the solicitation or on whose behalf the
solicitation is made;

(d)

A telephone call made by any oUhe following:
1.

A college or university accredited by a national or regional accrediting
organization;

2.

An organization exempt from taxation under Section 501(c)(3) or
Section 501(c)(6) oUhe Internal Revenue Code;
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3.

A school, or a person on behalfofa school, regulated by the Kentucky
Department ofEducation;

fa telephone Gall made b;' any ofilie following:]
4.fh]- A real estate broker or sales associate properly licensed under the
provisions of KRS Chapter 324;
5.Fh}A broker-dealer, agent, or investment adviser properly registered under
the provisions of KRS Chapter 292;
6.fJ-:tAn insurance agent, solicitor, or consultant properly licensed under the
provisions of Subtitle 9 of KRS Chapter 304;
7.~An

employment agency that has obtained a current permit from the

Cabinet for Human Resources under the provisions of KRS Chapter
340;
8.~A

person soliciting the sale of a subscription to a newspaper, magazine,

or periodical of general circulation, or a cable television service;
9.~A

merchant or telemarketer or the merchant's or telemarketer's affiliate

or authorized agent, when the merchant or telemarketer is regulated by
the Public Service Commission;

10.£+:1

A merchant or telemarketer soliciting the sale of food costing less

than one hundred dollars ($100) to each address;

11.£&:1

A person who periodically issues and delivers catalogs to potential

purchasers if the catalog includes a written description or illustration and
the sales price of each item offered for sale, includes at least twenty-four
(24) full pages of written material or illustrations, is distributed in more
than one (1) state, and has an annual circulation of not less than two
hundred fifty thousand (250,000) customers;
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12. [9.

Tbesolieitation of eontraets for the rnaintenanee or repair of iterns

pre'liously purehased frorn the person rnaking the solieitation or on
INhose behalf the solieitation is rnade;

-U4 Any corporation, partnership, or individual whose business or activities
are regulated by the Commonwealth of Kentucky, Department for
Financial Institutions;
13. [11.

A nonprofit organii3ation

e~(ernpt

frorn taxation l:Hlder Seetion

501(e)(3) of the Internal R-e1/enue Code of 19&e;
~

A merchant or telemarketer or the merchant's or telemarketer's affiliate
or authorized agent when the merchant or telemarketer is subject to the
control or licensure regulations of the Federal Communications
Commission;

14.~

A book, video, or record club or contractual plan or arrangement in

which the merchant or telemarketer[seller] provides the consumer with
a form which the consumer may use to instruct the merchant or

telemarketer[seller] not to ship the offered merchandise, or which is
regulated by federal regulation concerning the use of negative option
plans by sellers in commerce, or which otherwise provides for the sale
of books, records, or videos. Examples of the latter plan include
continuity

plans,

subscription

arrangements,

standing

order

arrangements, supplements, and series arrangements under which the
seller periodically ships merchandise to a consumer who has consented
in advance to receive the merchandise on a periodic basis;
15.f141

A merchant or telemarketer who: solicits without intent to

complete or obtain provisional acceptance of a sale during the telephone
solicitation; does not make the major sales presentation during the
solicitation but arranges for the major presentation to be made at a later,

A-15

face-to-face meeting between the sales person and the purchaser; and
does not go or cause another to collect payment for the purchase or
deliver any item purchased to the prospective purchaser directly
following the telephone solicitation;f-efj
16.{-l-B

Any telephone marketing service company which provides

telemarketing sales services under contract to merchants and has been
operating continuously for at least five (5) years under the same business
name and seventy-five percent (75%) of whose services are performed
for merchants exempted under KRS 367.46951 to 367.46999, if the
company files an annual certification with the Office of the Attorney
General on a form prescribed by the Attorney General. The certification
shall include the company's basis for claiming the exemption and shall
indicate the company's agreement to comply with the provisions of KRS
367.46951 to 367.46999, if applicable;

17.

A telephone call made by a merchant or telemarketer located in
Kentucky to a location outside the Commonwealth ofKentuckYi

18.

[(d)l.. telephoae sall made by ]A merchant or his employee if the
merchant has operated for at least two (2) years, under the same name as
that used in connection with its telemarketing operations, a retail
establishment in Kentucky where consumer goods are displayed and
offered for sale on a continuing basis if a majority of the merchant's
business involves the buyers obtaining services or products at the
merchant's retail establishment; or

19.

[(e)A telephoae sall made by ]A merchant or telemarketer or the
merchant's or telemarketer's affiliate or authorized agent, where the
merchant or telemarketer is a publicly traded corporation;
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Except for paragraph (dH6.[subparagraph (2)(e)15.] of this subsection [s8etion] ,
the exemptions provided under this subsection[ (2) of this seetion] shall apply only
to a merchant or telemarketer or the merchant's or telemarketer's affiliate or
authorized agent engaging in a telephone solicitation on the merchant's or

telemarketer's behalf;
(3)

"Consumer goods or services" means goods, services, or interests in real property
used by natural persons primarily for personal, family, or household purposes;

(4)

"Consumer loan" means any extension of credit, including credit cards and other
forms of revolving credit, to a natural person primarily for the purposes of
purchasing consumer goods or services or for paying existing personal, family, or
household debts;

(5)

"Consumer" means a natural person who receives a telephone solicitation;

(6)

"Legal name of the merchant" means the real name of the merchant, as defined in
KRS 365.015(1), or the assumed name of the merchant for which all proper
certificates have been filed pursuant to KRS 365.015;

(7)

"Merchant" means the individual or business entity offering the consumer goods or
services, an investment, business, or employment opportunity, or a consumer loan;

(8)

"Caller" or "sales person" means the individual making the call or operating the
automatic dialing or recorded message device and causing the call to be made;

(9)

"Division" means the Consumer Protection Division of the Office of the Attorney
General;

(10) "Automated calling equipment" means any device or combination of devices used
to select or dial telephone numbers and to deliver recorded messages to those
numbers without the use of a live operator; and

(11) "Telemarketer" means any person who under contract with a merchant or in
connection with a telephone solicitation initiates or receives telephone calls to or
{rom a consumer of goods and services. A telemarketer includes, but is not
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limited to, any such person that is an owner, operator, officer, director, or partner
to the management activities ofa business.
(12) "Publicly-traded corporation" means an issuer or subsidiary of an issuer that has a

class of securities which is:
(a)

Subject to Section 12 of the Securities Exchange Act of 1934 (15 U.S.C. sec.
781) and which is registered or exempt from registration under paragraph (A),
(B), (C), (E), (F), (G), or (H) of subsection (g)(2) of that section;

(b)

Listed on the New York Stock Exchange, the American Stock Exchange, or
the NASDAQ National Market System; or

(c)

A reported security within the meaning of subparagraph (4) of Regulation
Section 240.11Aa3-1.(a) under the Securities Exchange Act of 1934. A
subsidiary of an issuer that qualifies for exemption under this paragraph shall
not itself be exempt unless at least sixty percent (60%) of the voting power of
its shares is owned by the qualifying issuer.

(13) "Telemarketing company" means a company whose primary business is to
engage in telephone solicitation.
Section 2. KRS 367.46977 is amended to read as follows:
(I)

If the merchant or telemarketer represents or implies that the consumer will receive
a prize, award, or similar item of value from a number of such prizes or awards, all
sales presentations shall include the actual number of individuals who have received
the item having the greatest value, a description of the item, the market value of

the item, the number of prizes to he awarded, the conditions to receive the item,
the odds of winning, the statement that no purchase is necessary to win the prize
or to participate in the promotion, and the actual number of individuals who have
received the item with the least value within the preceding twelve (12) months or
since the merchant or telemarketer has been in business if less than twelve (12)
months.
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(2)

If the merchant or telemarketer is offering real estate, an investment, business, or
employment opportunity, the sales presentation shall include the following:
(a)

The number of consumers or investors who have participated to date;

(b)

The actual experience of the consumers or investors as measured by the
standards used in the sales presentations; and

(c)

The price ofthe real estate or investment;

(d)

The location ofthe real estate or investment;

(e)

Regarding an investment or business opportunity, the reasonable likelihood
ofsuccess and a notice ofthe risk,· and

Ul

If the opportunity is so recent that no actual performance experience exists,
that fact shall be disclosed in all sales presentations, and no other
representation of performance shall be made in sales presentations.

(3)

If the sales presentation includes representations of prices below those usually
charged for items, the sales presentation shall include the name of the manufacturer,
importer, or supplier of such items and the locations within the merchant' or

telemarketer's calling state or this state at which the items are offered at usual
prices. If the item has never been sold in the merchant's or telemarketer's calling
state or this state no representation of usual selling price shall be made.

(4)

[fpresenting information on merchandise or service, the total cost ofthe goods or
services that are the subject ofthe call shall be given.

(5)

[fany restrictions, limitations, or conditions for the purchase or investment exist,
these shall be disclosed during the telephone sales presentation.

(6)

Terms for refunds, cancellation, exchange, or repurchase of the subject of the
sales presentation shall be disclosed during the telephone sales presentation.
SECTION 3.

A NEW SECTION OF KRS 367.46951 TO 367.46999 IS

CREATED TO READ AS FOLLOWS:
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It is a prohibited telephone solicitation act or practice and a violation of KRS
367.46951 to 367.46999 for any telemarketing company to engage in the following
conduct:
(l)

Advertising or representing that registration as a telemarketer equals an
endorsement or approval by any government or governmental agencYj

(2)

Requesting a fee in advance to remove derogatory information from or improve a
person's credit history or credit recordj

(3)

Requesting or receiving a payment in advance from a person to recover or
otherwise aid in the return of money or any other item lost by the consumer in a
prior telephone solicitation transaction;

(4)

Requesting or receiving payment of any fee or consideration in advance of
obtaining a loan or other extension of credit when the telemarketing company
has guaranteed or represented a high likelihood of success in obtaining or
arranging a loan or other extension ofcredit for apersonj

(5)

Obtaining or submitting for payment a check, draft, or other form of negotiable
paper drawn on a person's checking, savings, or bond or other account without
the consumer's express written authorization;

(6)

Procuring the services of any professional delivery, courier, or other pickup
service to obtain immediate receipt or possession ofa consumer's payment, unless
the goods are delivered with the opportunity to inspect before any payment is
collected;

(7)

Assisting, supporting, or providing substantial assistance to any telemarketer
when the telemarketing company knew or should have known that the
telemarketer was engaged in any act or practice prohibited under this section;

(8)

Making a telephone solicitation to anyone under eighteen (l8) years of age.
When making a telephone solicitation the telemarketer shall inquire as to
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whether the person is eighteen

(18)

years of age or older and the answer shall be

presumed to be correct;
(9)

Utilizing any method to block or otherwise circumvent the use of a caller
identification service when placing an unsolicited telephone solicitation call,'

(10) Directing or permitting employees to use a fictitious name or not to use their
name while making a telephone solicitation.
(11) Threatening, intimidating, or usingprofane or obscene language;
(12) Causing the telephone to ring more than thirty (30) seconds in an intended
telephone solicitation,'
(13) Engaging any person repeatedly or continuously with behavior a reasonable
person would deem to be annoying, abusive, or harassing;
(14) Initiating a telephone solicitation call to a person, when that person has stated
previously that he or she does not wish to receive solicitation calls from that
seller;
(15) Making or causing to be made an unsolicited telephone solicitation call if the
number for that telephone appears in the current publication of the "no
telephone solicitation calls" list maintained by the Office ofthe Attorney General,
Division of Consumer Protection. Any holder of a telephone number may notify
the division and be placed on a "no telephone solicitation calls" list indicating
the wish not to receive unsolicited telephone solicitation calls by notification to
the division. The names of persons requesting to be on the "no telephone
solicitation calls" list shall remain on the list until the person rescinds his or her
name from the list. The list shall be published quarterly in hard copy and may be
made available in other formats at the discretion of the division. After the
publication of the list each month each telemarketing company shall be deemed
to be on notice not to solicit any person whose name appears on the list. The
division shall charge a fee calculated to defray costs of the no telephone
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solicitation calls program to telemarketing companies (or tlte provision ofthe list.
Funds collected shall be deposited into the division's trust and agency account.
The list shall be made available to requesters either on a statewide or county by
county basis; or
(l6) Engaging in telemarketing to a person's residence at any time other than between
10 a.m. - 9 p.m. local time. at the called person ~ location.
Section 4. KRS 367.46999 is amended to read as follows:
Any person, including, but not limited to, a merchant, a telemarketer. a salesperson,
agent or representative of the merchant, or an independent contractor, who knowingly
violates any provision ofKRS 367.46951 to 367.46999 or engages in any act, practice, or
course of business which operates or would operate as fraud or deceit upon any person in
connection with a sale shall be guilty of a Class D felony. except that any person who

violates subsections (7) to (l6) of Section 3 of this Act shall be guilty of a Class B
misdemeanor (or the first offense and a Class A misdemeanor for any subsequent
offense. The Office of the Attorney General shall have concurrent enforcement powers as
to such felonies and misdemeanors.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
SENATE BILL 208

AN ACT relating to deposit of public funds.
Amend KRS 41.240 to establish criteria to be met by banks to be state depositories; establish amount
of collateral that must either be pledged or provided to State Treasurer; provide that surety bonds issued
by sureties rated in one of the three highest categories by a nationally recognized rating agency may be
used as collateral; amend KRS 56.520 to allow the Investment Commission to invest proceeds from the
sale of its revenue or other authorized bonds in deposits in certificates of deposit or other interest bearing
accounts of banks qualifying as state depositories; amend KRS 66.480 to allow a local government to
invest in certificates of deposit which are collateralized by any obligations, including surety bonds; amend
KRS 287.330 to allow banks to provide surety bonds as collateral security for government deposits.
SB 208 - AMENDMENTS
HFA (1, D. Butler) - Amend KRS 56.520 to provide that the State Investment Commission may invest
proceeds from the sale of bonds, as provided in KRS 42.500, rather than to invest in a listing of
permissible investments specified within KRS 56.520.
Jan 27-introduced in Senate
Jan 28-to Banking and Insurance (S)
Feb II-reported favorably, 1st reading, to Consent Calendar
Feb 12-2nd reading, to Rules
Feb 17-posted for passage in the Consent Orders of the Day for February 18, 1998
Feb 18-3rd reading, passed 37-0
Feb 19-received in House
Feb 20-to State Government (H)
Mar 13-posted in committee
Mar 17-reported favorably, 1st reading, to Calendar
Mar 18-2nd reading, to Rules; floor amendment (1) filed
Mar 23-posted for passage in the Regular Orders of the Day for March 24, 1998
Mar 25-3rd reading, passed 93-1; reconsidered; passed 77-11 with floor amendment (1)
Mar 26-received in Senate
Mar 27-posted for passage for concurrence in House amendment on March 31, 1998
Mar 31-Senate concurred in House floor amendment (1); passed 31-0
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AN ACT relating to deposit of public funds.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 41.240 is amended to read as follows:
(1)

(a)

Before any bank shall be named as a state depository to receive public funds,
it shall either pledge or provide to the State Treasurer, as collateral, securities

or other obligations having an aggregate current face value orfaf current
quoted market value at least equal to the deposits or provide to the State

Treasurer a surety bond or surety bonds in favor of the State Treasurer in
an amount at least equal to the deposits, provided, however, that amounts
insured by the Federal Deposit Insurance Corporation or the Federal Savings
and Loan Insurance Corporation need not be so collateralized. The president
or cashier of each depository bank shall submit to the Treasurer and the State
Investment Commission a statement subscribed and sworn to by him
showing~

1.

The face value or current quoted market value of the securities or other

obligations pledged or provided as of the time the securities or other
obligations are offered as collateral; and
2.

The value of surety bonds provided as of the time such surety bonds
are provided as collateral.

The[ maffiet] valuation of all pledged or provided collateral and the face amount of

all surety bonds provided as collateral shall be reported to the State Treasurer and
State Investment Commission upon receipt of deposit and within ten (10) days of
the close of each quarter after the quarter beginning December 31. Such value with

respect to pledged collateral other than surety bonds[EJ:Hotes] shall be as of the end
of the quarter or the preceding business day and, as to market values, shall be
obtained from a reputable bond pricing service. The State Treasurer and Governor
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may from time to time call for additional collateral to adequately secure the deposits
as aggregate face or current market values may require.
(b)

No deposit of state collected demand and time funds shall collectively exceed
at any time the depository's sum of capital, reserves, undivided profits and
surplus or ten percent (10%) of the total deposits of any particular depository,
whichever is less. Deposits will be valued at the end of each business day.

(2)

(a)

As an alternative to paragraph (l)(a) of this section, a Kentucky depository
insured by the Federal Deposit Insurance Corporation may either pledge to
the State Treasurer!. as collateral!. securities or other obligations having an

aggregate face value or a current quoted market value or provide to the State
Treasurer a surety bond or surety bonds in an amount equal to eighty
percent (80%) of the value of the state deposit including demand and time
accounts, if the depository is determined by the State Investment Commission
to have very strong credit with little or no credit risk at any maturity level and
the likelihood of short-term unexpected problems of significance is minimal
or not of a serious or long-term nature. The value of the state deposit will be
determined at the end of the business day of deposit and as of the end of
business on the last day of each quarter that funds are so deposited.
(b)

[Maffiet ]Valuation of all pledged or provided collateral and the face amount

ofsurety bonds provided shall be reported to the State Treasurer and the State
Investment Commission upon receipt of the state deposit and within ten (10)
days of the close of each quarter after the quarter beginning December 31.
(c)

Depositories designated as qualified for reduced pledging shall be so recorded
in the executive journal.

(d)

The State Investment Commission shall determine eligibility for the reduced
pledging option based on totally objective and quantifiable measures of
financial intermediary performance. The information for such eligibility shall
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be obtained from publicly available documents. The State Investment
Commission shall promulgate the particular criteria of eligibility by
regulations issued pursuant to KRS Chapter 13A.
(3)

Depositories which do not qualify or do not choose to qualify under subsection (l)
or (2) of this section shall not receive state deposits in excess of amounts that are
insured by an instrumentality of the United States.

(4)

Only the following securities and other obligations may be accepted by the State
Treasurer as collateral under this section:
(a)

Bonds, notes, letters of credit or other obligations of or issued or guaranteed
by the United States, or those for which the credit of the United States is
pledged for the payment of the principal and interest thereof, and any bonds,
notes, debentures, letters of credit, or any other obligations[ or seeurities]
issued or guaranteed by any federal governmental agency or instrumentality,
presently or in the future established by an Act of Congress, as amended or
supplemented from time to time, including, without limitation, the United

States government corporations listed in subsection

(J)(c)

of Section 3 of

this Act;
(b)

Obligations of the Commonwealth of Kentucky including revenue bonds
issued by its statutory authorities, commissions or agencies;

(c)

Revenue bonds issued by educational institutions of the Commonwealth of
Kentucky as authorized by KRS 162.340 to 162.380;

(d)

Obligations of any city of the first, second, and third classes of the
Commonwealth of Kentucky, or any county, for the payment of principal and
interest on which the full faith and credit of the issuing body is pledged;

(e)

School improvement bonds issued in accordance with the authority granted
under KRS 162.080 to 162.100;f-aI*ij
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(f)

School building revenue bonds issued in accordance with the authority
granted under KRS 162.120 to 162.300, provided that the issuance of such
bonds is approved by the Kentucky Board of Education; and

(g)

Surety bonds issued by sureties rated in one

(1)

of the three (3) highest

categories by a nationally recognized rating agency.
Section 2. KRS 56.520 is amended to read as follows:
(1)

The commission may issue and sell revenue or other authorized bonds, in carrying
out the provisions of this chapter, in denominations and amounts, as is deemed to be
for the best interest of the Commonwealth, for any of the following purposes:
(a)

To acquire real estate for state governmental use;

(b)

To pay all or any part of the expense or cost of or incidental to a building
project for state governmental use;

(c)

To defray the cost of plans, specifications, blueprints, architectural fees, and
other expenses authorized to be incurred for state governmental use.

(2)

The payment of bonds issued, together with the interest thereon, may be secured by
a pledge and a first lien on all of the receipts and revenue derived, or to be derived,
from the rental or operation of the property involved. Neither the payment of any
bond, nor the interest thereon issued under the authority of KRS Chapter 56, shall
constitute an indebtedness of the Commonwealth of Kentucky, nor shall any bond
or interest thereon be payable out of any fund except funds derived from rentals or
other revenues derived from the operation of the properties or from revenues as are
available for the purpose by law.

(3)

All competitive bids for the sale of revenue bonds shall be opened and read publicly
by the secretary of the Finance and Administration Cabinet or his representative at a
designated place, day, and hour, all of which shall be announced in the advertising
made relative thereto.
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(4)

In the event the commission Issues and sells bonds for a building project as
authorized by KRS Chapter 56, insurance, including fire and windstorm, casualty,
catastrophe, use and occupancy, and such other insurance as the commission may
deem advisable, shall be carried in connection with the building project, and it may
so obligate and bind itself in a trust indenture securing the payment of the bonds.
Any insurance shall be paid for out of funds available for the project.

(5)

As provided in KRS 42.500, the commission may invest proceeds from the sale of
its revenue or other authorized bonds as follows:
(a)

Obligations of the United States or obligations fully guaranteed both as to
principal and interest by the United States;

(b)

Obligations of the Federal Financing Bank, the Federal Farm Credit Bank, the
Bank for Cooperatives, the Federal Intermediate Credit Bank, the Federal
Land Banks, the Federal Home Banks, the Federal Home Loan Mortgage
Corporation, the Federal National Mortgage Association, the Government
National Mortgage Association, the Federal Housing Administration, the
Farmers Home Administration, the United States Postal Services;

(c)

Obligations for the Commonwealth of Kentucky;

(d)

Bonds and notes of any state or local government or public authority;

(e)

Savings certificates issued by any federal savings and loan association if any
principal amount of the certificate in excess of the amount insured by the
federal government, or any agency thereof, is fully collateralized;

(t)

Prime quality commercial paper bearing the highest rating of at least one (1)
nationally recognized rating service and not bearing a rating below the highest
by any nationally recognized rating service which rates the particular
obligation;

(g)

Bills of exchange or time drafts drawn on and accepted by a commercial bank
and eligible for use as collateral by member banks in borrowing from a federal
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reserve bank, if the accepting bank or its holding company is either
incorporated in the Commonwealth of Kentucky or has outstanding publicly
held obligations bearing the highest rating of at least one (1) nationally
recognized rating service and not bearing a rating below the highest by any
nationally recognized rating service which rates the particular obligations;
(h)

Participating share in a mutual fund for local government investment;

(i)

A commingled investment pool established and administered under KRS
66.480;

G)

Evidences of ownership of or fractional undivided interests in future interest
and principal payments on either direct obligations of the United States
government or obligations the principal of and the interest on which are
guaranteed by the United States, which obligations are held by a bank or trust
company organized and existing under the laws of the United States or any
state in the capacity of custodian;

(k)

Repurchase agreements with respect to either direct obligations of the United
States or obligations the principal of and the interest on which are guaranteed
by the United States or entered into with a broker or dealer, as defined by the
Securities Exchange Act of 1934, which is a dealer recognized as a primary
dealer by a federal reserve bank, or any commercial bank, trust company, or
national banking association, the deposits of which are insured by the Federal
Deposit Insurance Corporation or any successor thereof if:
1.

Such obligations that are subject to the repurchase agreement are
delivered in physical or in book entry form to the local government or
public authority, or any financial institution serving either as trustee for
the local government or public authority or as fiscal agent for the local
government or public authority or are supported by a safekeeping receipt
issued by a depository satisfactory to the local government or public
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authority. The repurchase agreement shall provide that the value of the
underlying obligations shall be maintained at a current market value,
calculated at least daily, of not less than one hundred percent (100%) of
the repurchase price. The financial institution serving either as trustee or
as fiscal agent for the local government or public authority holding the
obligations subject to the repurchase agreement or the depository issuing
the safekeeping receipt shall not be the provider of the repurchase
agreement;
2.

A valid and perfected first security interest in the obligations which are
the subject of the repurchase agreement has been granted to the local
government or public authority or its assignee or book entry procedure,
conforming to the extent practicable with federal regulations and
satisfactory to the local government or public authority, have been
established for the benefit of the local government or public authority or
its assignee;

3.

The securities are free and clear of any adverse third party claims; and

4.

The repurchase agreement is in a form satisfactory to the local
government or public authority;f-aI*ij

(1)

Guaranteed investment contracts with a bank or insurance company, if the
bank or insurance company bears one (1) of the two (2) highest ratings of at
least one (1) nationally recognized rating service and does not bear a rating
below one (1) of the two (2) highest ratings by any nationally recognized
rating service; and

em)

Deposits in certificates of deposit or other interest bearing accounts of
banks qualifving under Section 1 of this Act as state depositories to accept
deposit ofpublic funds.

Section 3. KRS 66.480 is amended to read as follows:
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(1)

The governing body of a city, county, urban-county, charter county, school district
(provided that its general procedure for action is approved by the Kentucky Board
of Education), or other local governmental unit or political subdivision, may invest
and reinvest money subject to its control and jurisdiction in:
(a)

Obligations of the United States and of its agencies and instrumentalities,
including obligations subject to repurchase agreements, if delivery of these
obligations subject to repurchase agreements is taken either directly or
through an authorized custodian. These investments may be accomplished
through repurchase agreements reached with sources including, but not
limited to, national or state banks chartered in Kentucky;

(b)

Obligations and contracts for future delivery or purchase of obligations
backed by the full faith and credit of the United States or a United States
government agency, including but not limited to:

(c)

1.

United States Treasury;

2.

Export-Import Bank ofthe United States;

3.

Farmers Home Administration;

4.

Government National Mortgage Corporation; and

5.

Merchant Marine bonds;

Obligations of any corporation of the United States government, including but
not limited to:
1.

Federal Home Loan Mortgage Corporation;

2.

Federal Farm Credit Banks;

3.

Bank for Cooperatives;

4.

Federal Intermediate Credit Banks;

5.

Federal Land Banks;

6.

Federal Home Loan Banks;

7.

Federal National Mortgage Association; and
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(d)

03r.23/~J8

Tennessee Valley Authority;

Certificates of deposit issued by or other interest-bearing accounts of any bank
or savings and loan institution which are insured by the Federal Deposit
Insurance Corporation or similar entity or which are collateralized, to the
extent uninsured, by any obligations, including suretv bonds, permitted by

KRS 41.240(4);
(e)

Uncollateralized certificates of deposit issued by any bank or savings and loan
institution rated in one (1) of the three (3) highest categories by a nationally
recognized rating agency;

(f)

Bankers' acceptances for banks rated in one (1) of the three (3) highest
categories by a nationally recognized rating agency;

(g)

Commercial paper rated in the highest category by a nationally recognized
rating agency;

(h)

Bonds or certificates of indebtedness of this state and of its agencies and
instrumentalities;

(i)

Securities issued by a state or local government, or any instrumentality of
agency thereof, in the United States, and rated in one (1) of the three (3)
highest categories by a nationally recognized rating agency; and

0)

Shares of mutual funds, each of which shall have the following characteristics:
1.

The mutual fund shall be an open-end diversified investment company
registered under the Federal Investment Company Act of 1940, as
amended;

2.

The management company of the investment company shall have been
in operation for at least five (5) years; and

3.

All of the securities in the mutual fund shall be eligible investments
pursuant to this section.
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(2)

The investment authority provided by subsection (l) of this section shall be subject
to the following limitations:
(a)

The amount of money invested at any time by a local government or political
subdivision in one (l) or more of the categories of investments authorized by
subsections (l)(e), (t), (g), and (i) of this section shall not exceed twenty
percent (20%) of the total amount of money invested by the local government;
and

(b)

No local government or political subdivision shall purchase any investment
authorized by subsection (l) on a margin basis or through the use of any
similar leveraging technique.

(3)

The governing body of every local government or political subdivision that invests
or reinvests money subject to its control or jurisdiction according to the provisions
of subsection (l) ofthis section shall by January 1, 1995, adopt a written investment
policy that shall govern the investment of funds by the local government or political
subdivision. The written investment policy shall include, but shall not be limited to
the following:
(a)

A designation of the officer or officers of the local government or political
subdivision who are authorized to invest and oversee the investment of funds;

(b)

A list of the permitted types of investments;

(c)

Procedures designed to secure the local government's or political subdivision's
financial interest in the investments;

(d)

Standards for written agreements pursuant to which investments are to be
made;

(e)

Procedures for monitoring, control, deposit, and retention of investments and
collateral;
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(f)

Standards for the diversification of investments, including diversification with
respect to the types of investments and firms with whom the local government
or political subdivision transacts business;

(g)

Standards for the qualification of investment agents which transact business
with the local government, such as criteria covering creditworthiness,
experience, capitalization, size, and any other factors that make a firm capable
and qualified to transact business with the local government or political
subdivision; and

(h)

Requirements for periodic reporting to the governing body on the status of
invested funds.

(4)

Sheriffs, county clerks, and jailers, who for the purposes of this section shall be
known as county officials, may, and at the direction of the fiscal court shall, invest
and reinvest money subject to their control and jurisdiction, including tax dollars
subject to the provisions of KRS 134.300, 134.320, and 160.510, as permitted by
this section.

(5)

The provisions of this section are not intended to impair the power of a county
official, city, county, urban-county, charter county, school district, or other local
governmental unit or political subdivision to hold funds in deposit accounts with
banking institutions as otherwise authorized by law.

(6)

The governing body or county official may delegate the investment authority
provided by this section to the treasurer or other financial officer or officers charged
with custody of the funds of the local government, and the officer or officers shall
thereafter assume full responsibility for all investment transactions until the
delegation of authority terminates or is revoked.

(7)

All county officials shall report the earnings of any investments at the time of their
annual reports and settlements with the fiscal courts for excess income of their
offices.
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(8)

The state local debt officer is authorized and directed to assist county officials and
local governments (except school districts) in investing funds that are temporarily in
excess of operating needs by:
(a)

Explaining investment opportunities to county officials and local governments
through publication and other appropriate means; and

(b)

Providing technical assistance in investment of idle funds to county officials
and local governments that request that assistance.

(9)

(a)

The state local debt officer may create an investment pool for local
governments (except school districts) and county officials; and counties and
county officials and cities may associate to create an investment pool. If
counties and county officials and cities create a pool, each group may select a
manager to administer their pool and invest the assets. Each county and each
county official and each city may invest in a pool created pursuant to this
subsection. Investments shall be limited to those investment instruments
permitted by this section. The funds of each local government and county
official shall be properly accounted for, and earnings and charges shall be
assigned to each participant in a uniform manner according to the amount
invested. Charges to any local government or county official shall not exceed
one percent (1 %) annually on the principal amount invested, and charges on
investments of less than a year's duration shall be prorated. Any investment
pool created pursuant to this subsection shall be audited each year by an
independent certified public accountant, or by the Auditor of Public Accounts.
A copy of the audit report shall be provided to each local government or
county official participating in the pool. In the case of an audit by an
independent certified public accountant, a copy of the audit report shall be
provided to the Auditor of Public Accounts, and to the state local debt officer.
The Auditor of Public Accounts may review the report of the independent
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certified public accountant. After preliminary review, should discrepancies be
found, the Auditor of Public Accounts may make his own investigative report
or audit to verify the findings of the independent certified public accountant's
report.
(b)

If the state local debt officer creates an investment pool, he shall establish an
account in the Treasury for the pool. He shall also establish a separate trust
and agency account for the purpose of covering management costs, and he
shall deposit management charges in this account. The state local debt officer
may issue regulations, pursuant to KRS Chapter 13A, governing the operation
of the investment pool, including but not limited to provisions on minimum
allowable investments and investment periods, and method and timing of
investments, withdrawals, payment of earnings, and assignment of charges.

(c)

Before investing in an investment pool created pursuant to this subsection, a
local government or county official shall allow any savings and loan
association or bank in the county, as described in subsection (l)(d) of this
section, to bid for the deposits, but the local government or county official
shall not be required to seek bids more often than once in each six (6) month
period.

(10) (a)

With the approval of the Kentucky Board of Education, local boards of
education, or any of them that desire to do so, may associate to create an
investment pool. Each local school board which associates itself with other
local school boards for the purpose of creating the investment pool may invest
its funds in the pool so created and so managed. Investments shall be limited
to those investment instruments permitted by this section. The funds of each
local school board shall be properly accounted for, and earnings and charges
shall be assigned to each participant in a uniform manner according to the
amount invested. Charges to any local school board shall not exceed one
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percent (1%) annually on the principal amount invested, and charges on
investments of less than a year's duration shall be prorated. Any investment
pool created pursuant to this subsection shall be audited each year by an
independent certified public accountant, or by the Auditor of Public Accounts.
A copy of the audit report shall be provided to each local school board
participating in the pool. In the case of an audit by an independent certified
public accountant, a copy of the audit report shall be provided to the Auditor
of Public Accounts, and to the Kentucky Board of Education. The Auditor of
Public Accounts may review the report of the independent certified public
accountant. After preliminary review, should discrepancies be found, the
Auditor of Public Accounts may make his own investigative report or audit to
verify the findings of the independent certified public accountant's report.
(b)

The Kentucky Board of Education may issue administrative regulations
governing the operation of the investment pool including, but not limited to,
provisions on minimum allowable investments and investment periods, and
methods and timing of investments, withdrawals, payment of earnings, and
assignment of charges.

Section 4. KRS 287.330 is amended to read as follows:
(1)

Banks, subject to statutory or charter limitations, may pledge such portion of their
assets or provide surety bonds as may be required by law as collateral security for
government deposits made with them, or any of them, by or under the authority of
the United States, or for any other deposit required by law to be secured.

(2)

Notwithstanding any law requiring security for deposits in the form of collateral,
surety bond or in any other form, security for such deposits shall not be required to
the extent said deposits are insured under the provisions of Section 12B of the
Federal Reserve Act (38 Stat. 251) as amended.
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(3)

If a bank proposes to sell its assets and transfer its deposit liability to another bank
and the purchasing bank is unwilling to accept a sufficient amount of the assets to
cover the liability to depositors and other creditors, the selling bank may, with the
consent of the commissioner, pledge all or a part of its remaining or unacceptable
assets to secure a loan for an amount sufficient to cover the remaining liability to
the depositors and other creditors.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
SENATE BILL 352

AN ACT relating to Article 3 of the Uniform Commercial Code.
Repeal the following sections of the Uniform Commercial Code relating to negotiable instruments:
KRS 355.3-701, 355.3-801, 355.3-802, 355.3-803, 355.3-804, and 355.3-805; make Act retroactive to
January 1, 1996, the effective date of the repeal of the former Article 3.
Feb 25-introduced in Senate
Feb 26-to Judiciary (S)
Mar 4-reported favorably, 1st reading, to Consent Calendar
Mar 5-2nd reading, to Rules
Mar 6-posted for passage in the Consent Orders of the Day for March 10, 1998
Mar 1O-3rd reading, passed 32-0; received in House
Mar II-to Judiciary (H)
Mar 12-posted in committee
Mar 17-reported favorably, 1st reading, to Calendar
Mar 18-2nd reading, to Rules
Mar 23-posted for passage in the Regular Orders of the Day for March 24, 1998
Mar 24-3rd reading, passed 84-5
Mar 25-received in Senate; enrolled, signed by each presiding officer, delivered to Governor
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AN ACT relating to Article 3 of the Uniform Commercial Code.
Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:

Section 1. The following KRS sections are repealed:
355.3-701 Letter of advice ofintemational sight draft.
355.3-801 Drafts in a set.
355.3-802 Effect of instrument on obligation for which it is given.
355.3-803 Notice to third party.
355.3-804 Lost, destroyed or stolen instruments.
355.3-805 Instruments not payable to order or to bearer.
Section 2.

The General Assembly finds and declares that in enacting the Revised

Article 3 of the Uniform Commercial Code in 1996 Ky. Acts Chapter 130, effective
January 1, 1997, it was the intent of the General Assembly to repeal those sections of the
former Article 3 that are now being repealed in Section 1 of this Act but that these
sections were inadvertently omitted and further finds and declares that this situation has
been properly described in the Legislative Research Commission Note that was appended
to each of these statutes in the Kentucky Revised Statutes. For these reasons, this Act is
retroactive to January 1, 1997, the effective date of the repeal of the former Article 3.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
SENATE BILL 392
AN ACT relating to title pledge loans.
Create a new section of KRS Chapter 368 to define terms; to authorize a title pledge lender to make
loans of money on pledges of titled personal property, to exempt title pledge lenders from KRS Chapter
360, and to establish a five (5) year statute of limitations for an action to be brought by a pledgor; create a
new section of KRS Chapter 368 to require title pledge lenders to obtain a license; create a new section of
KRS Chapter 368 to establish the requirements to qualify for a license; create a new section of KRS
Chapter 368 to establish the information and manner of the application for a license; create a new section
of KRS Chapter 368 to require an annual fee of five hundred dollars ($500); create a new section of KRS
Chapter 368 to require an examination by the department of every title pledge lender at least once, and not
more than twice, every twenty four (24) months; create a new section of KRS Chapter 368 to exempt the
Commonwealth, the commissioner, and any examiner from liability regarding the examination of a title
pledge lender; create a new section of KRS Chapter 368 to establish that reports and other information
relating to the examination is confidential, with certain specific exceptions; create a new section of KRS
Chapter 368 to require that a fee be collected by the department for any examination; create a new section
of KRS Chapter 368 to require a title pledge lender to keep records of agreements executed, to keep a
copy of an agreement for a period of two (2) years, and to set forth the information that is required in each
title pledge agreement; create a new section of KRS Chapter 368 to allow a title pledge lender to record
the lender's security interest, and to allow the lender to require the pledgor to execute a power of attorney
when signing the agreement; create a new section of KRS Chapter 368 to establish that a title pledge
lender contract for an effective rate of interest not to exceed two percent (2%) per month, to allow the title
pledge lender to charge a fee to defray the ordinary cost of operating a title pledge office, such as
investigating the title, appraising the titled personal property, documenting and closing the title or
property pledge transaction, making required reports, for all other services provided by the titled lender,
advertising, for losses on titled pledge transactions, salaries, and for all other expenses incurred and
specify that this fee will not be interest and that the fee may equal no more than one fifth of the original
principal amount of the agreement or of the total unpaid principal balance due at the inception of any
renewal of the agreement, to allow the lender to collect fees for repossession and storage, to require the
title pledge lender to issue to the pledgor a disclosure form in compliance with the Federal
Truth-in-Lending Act, and to set forth that by agreement the parties may renew the maturity date for
additional thirty (30) day periods; create a new section ofKRS Chapter368 to set forth that the pledgor be
entitled to a release of the interest and lien upon satisfaction of all outstanding obligations in accordance
with the agreement, and that the power of attorney then be stamped "void"; create a new section of KRS
Chapter 368 to establish that if the pledgor fails to pay all of the principal, interest, and fees owing to the
lender, the lender has the right to possession of the property without judicial process; create a new section
of KRS Chapter 368 to require that after the lender has taken possession of the property the lender must
wait twenty (20) days before disposing of the property, to establish that all interest and fees other than
storage fees cease to accrue, to establish that during the twenty (20) day period the pledgor has the sole
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right to redeem the property by paying all principal, interest, and fees, and to require that after the twenty
(20) day period the property be sold within sixty (60) days in a commercially reasonable manner after
notice is sent to the pledgor and to other qualifying secured parties, and to require that proceeds of the sale
be applied to the amount owed the lender, and that any surplus be remitted to the pledgor; create a new
section of KRS Chapter 368 to prohibit the title pledge lender from certain specific actions, activities, and
business transactions; and create a new section of KRS Chapter 368 to establish civil and criminal
penalties.

SB 392 - AMENDMENTS
SFA (1, E. Scorsone) - Require a title lender to be subject to the fees and other charges provided in
KRS 288.530; prohibit a title loan transaction from being renewed, rolled over or consolidated more than
three times in succession, and require that each roll over period not be for less than 30 days.
HFA (1, R. Palumbo) - Limit loan amount to $2,500 rather than $4,000.
HFA (2, J. Gooch) - Amend KRS 226.080 to set forth that pawnbrokers be subject to the fees provided
in KRS 288.530.
HFA (3, J. Gooch) - Make title amendment.
HFA (4, B. Yonts) - Allow interest of up to two percent per month; permit fees up to one-fifth of the
original principal amount of the title pledge agreement; allow a repossession and storage charge.
Mar 2-introduced in Senate
Mar 3-to Banking and Insurance (S)
Mar 4-reported favorably, 1st reading, to Calendar
Mar 5-2nd reading, to Rules
Mar 6-posted for passage in the Regular Orders of the Day for March 10, 1998; floor amendment (1)
filed
Mar 1O-passed over and retained in the Orders of the Day
Mar II-passed over and retained in the Orders of the Day
Mar 12-passed over and retained in the Orders of the Day
Mar 16-3rd reading, passed 32-3 with floor amendment (1)
Mar 17-received in House
Mar 19-to Licensing and Occupations (H)
Mar 20-posted in committee
Mar 24-reported favorably, 1st reading, to Calendar
Mar 25-2nd reading, to Rules; posted for passage in the Regular Orders ofthe Day for March 26, 1998
Mar 27-floor amendment (4) filed
Mar 30-3rd reading,; floor amendment (4) defeated; passed 67-29
Mar 31-received in Senate; enrolled, signed by each presiding officer, delivered to Governor
4/1/98 Signed by Governor
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 60

AN ACT relating to legal representatives.
Create a new section of KRS 311.621 to 311.643 to require a court appointed fiduciary, charged with
the care and protection of a person, to be bound by the terms of the person's advance living will directive;
amend KRS 386.093 to define "durable power of attorney"; establish the responsibilities of an attorney in
fact and a fiduciary when a durable power of attorney is in effect; amend KRS 387.530 to require that a
petition, for a determination of partial disability or disability and appointment of a guardian, shall state the
name and address of the respondent's attorney in fact under a durable power of attorney and the
respondent's health surrogate with authority to make decisions under a living will directive; amend KRS
387.600 to permit a court to name a person with power of attorney for an individual as that individual's
limited guardian, guardian, limited conservator, or conservator; repeal KRS 387.605.
HB 60 - AMENDMENTS
HCS - Prohibit a fiduciary from revoking or amending a power of attorney which a principal has
granted someone other than the fiduciary; delete the repeal of KRS 387.605; make technical amendments.
(Prefiled by the sponsor(s).)
Jan 6-introduced in House
'Jan 7-to Judiciary (H)
Jan 16-posted in committee
Jan 22-reported favorably, 1st reading, to Calendar with Committee Substitute
Jan 23-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for January 26, 1998
Jan 26-3rd reading, passed 92-1 with Committee Substitute
Jan 27-received in Senate
Jan 28-to Judiciary (S)
Mar 18-reported favorably, 1st reading, to Calendar
Mar 19-2nd reading, to Rules
Mar 24-posted for passage in the Regular Orders ofthe Day for March 25, 1998
Mar 25-3rd reading, passed 31-0
Mar 26-received in House; enrolled, signed by each presiding officer
Mar 27-delivered to Governor
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AN ACT relating to legal representatives.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
SECTION 1. A NEW SECTION OF KRS 311.621 TO 311.643 IS CREATED TO
READ AS FOLLOWS:

If, following the execution of an advance directive under KRS 311.623, a court of the
grantor's principal domicile appoints a fiduciary charged with the care and protection
of the grantor's person, the fiduciary shall be bound by the terms of the grantor's
advance directive. If the advance directive designates a surrogate to make health care
decisions for the grantor, the surrogate may continue to act.
Section 2. KRS 386.093 is amended to read as follows:
(1)

As used in this section, "durable power of attorney" means a power of attorney
by which a principal designates another as the principal's attorney in fact in
writing and the writing contains the words, "This power of attorney shall not be
affected by subsequent disability or incapacity ofthe principal, or lapse of time",
or "This power of attorney shall become effective upon the disability or
incapacity of the principal", or similar words showing the intent of the principal
that the authority conferred shall be exercisable notwithstanding the principal's
subsequent disability or incapacity, and, unless it states a time of termination,
notwithstanding the lapse oftime since the execution ofthe instrument

(2)

All acts done by an attorney in fact under a durable power ofattorney during any
period of disability or incapacity of the principal have the same effect and inure
to the benefit orand bind the principal and the principal's successors in interest
as if the principal were competent and not disabled. Unless the instrument states
a time of termination, the power is exercisable notwithstanding the lapse of time
since the execution ofthe instrument.

(3)

The death ofa principal who has executed a written power orattornev. durable or
otherwise, does not revoke or terminate the agency as to the attorney in fact or
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other person. who. without actual knowledge oUhe death oUhe principal. acts in
good faith under the power. Any action so taken. unless otherwise invalid or
unenforceable, binds successors in interest oUhe principal.
(4)

The disability or incapacity oUhe principal who has previously executed a written
power of attorney that is not a durable power does not revoke or terminate the
agency as to the attorney in fact or other person. who. without actual knowledge
oUhe disability or incapacity oUlte principal. acts in good faitlt under tlte power.
Any action so taken. unless otlterwise invalid or unenforceable, binds the
principal and tlte principal's successors in interest.

(5)

Iftlte power ofattorney is to become effective upon tlte disability or incapacity of
tlte principal. the principal may specify tlte conditions under wltich the power is
to become e[[ective and may designate tlte person, persons, or institution
responsible for making tlte determination of disability or incapacity. If the
principal fails to so specify, the power shall become effective upon a written
determination by two (2) physicians that the principal is unable, by reason of
physical or mental disability, to prudently manage or care for the principal's
person or property, which written determination shall be conclusive proof of the
attorney in fact's power to act pursuant to the power of attorney. The two (2)
physicians making the determination shall be licensed to practice medicine[WfleR
a priRcipai desigRates aRother his attorne;' iR fact or agem by a po'l'{er of attorney iR
writiRg aRd the 'NFitiRg comaiRs the words 'This power of attorney shail Rot be
affected by the disability of the priRcipal," or "This power of attorney shail become
effective apOR the disability of the priRcipal," or similar ',vords sho'l'{iRg the imem of
the priRcipal that the authority cORferred shall be eJtercisable RotwithstaadiRg his
disability, theR the authority of the attorney iR fact or agem is eJtercisable by him as
provided iR the power OR behalf of the priRcipal Rohv-ithstaadiRg later disability or
iRcapacity of the priRcipal at law or later 1::lRcertaiRty as to 'Nhether the priRcipal is
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dead or alive. All acts done by the attorney in fact or agent, pl:lrsl:lant to the power
dl:lring any period of disability or incompetence or llilcertainty as to ,¥hether the
principal is dead or alive, have the same effect and inl:lre to the benefit of and bind
the principal or his heirs, devisees and personal representati',ce as if the principal
were alive, competent and not disabled. If a fidl:lciary is thereafter appointed by the
COl:lrt for the principal the pov/er of the attorney in fact shall therel:lpon teFHlinate
and he shall aCCOl:lnt to the COHrt's appointed fidl:lciary].
Section 3. KRS 387.530 is amended to read as follows:
(1)

A petition for a determination of partial disability or disability and the appointment
of a limited guardian, guardian, limited conservator, or conservator may be filed by
any interested person or by an individual needing guardianship or conservatorship.
The petition shall set forth the following:
(a)

The name and address of the respondent;

(b)

The date of birth of the respondent, if known;

(c)

The nature and degree of the alleged disability of the respondent;

(d)

The

facts

and

reasons

supporting

the

need

for

guardianship

or

conservatorship;
(e)

A description and approximation of the value of the respondent's financial
resources, including government benefits, insurance entitlements, and
anticipated yearly income, if known;

(f)

The names and addresses of the respondent's next of kin, if known;

(g)

The name and address of the individual or facility, if any, having custody of
the respondent;

(h)

The name, address and interest of the petitioner;{-afHij

(i)

The name and address of the petitioner's attorney, if any; and

0)

The name and address ofany person or entity appointed bv the respondent
as respondent's attorney in fact under a durable power of attorney. as
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defined in subsection

(1)

of Section 2 of this Act, or as respondent's

surrogate to make health care decisions under an advance directive.
(2)

The petition shall be accompanied by a verified application of the person or entity
desiring appointment as limited guardian, guardian, limited conservator, or
conservator. The application shall state the name, address and qualifications of the
applicant and his relationship to the respondent. If it is proposed that a standby
limited guardian, guardian, limited conservator, or conservator be designated, the
petition shall also be accompanied by the application of the person or entity desiring
to be so designated. Additional petitions may be filed prior to the date of the
hearing by other persons desiring appointment.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 121
AN ACT relating to the release of liens.
Amend KRS 382.365 to allow proceedings to be filed in District or Circuit Court; to increase the
amount due the property owner to $100 for failure to release within 30 days, to require an additional $400
to be paid to the property owner if a satisfied lien is not released within 45 days, to require $100 per day to
be paid to the property owner for each day a lien is not released after the issuance of a court order
requiring the release; and to provide that payments are in addition to any other fees, charges, or damages
owed pursuant to the provisions of any other section of K R S . ·
HB 121-AMENDMENTS
HCS - Permit additional parties to secure release of lien, increase penalty for failure to release lien,
provide definition of date of satisfaction of lien.
HFA (1, J. Barrows) - Exempt an estate from provisions of the bill until it is settled.
HFA (2, J. Barrows) - Provide an exemption from this act when lienholder is deceased and the estate
of the lienholder has not been settled.
SFA (1, G. Neal) - Specify when the $100 payment for failure to release lien is to be made to owner of
real property.
SFA (2, A. Robinson) - Require court to enter a judgment releasing a lien upon proof of satisfaction
being submitted to the court.
Jan 6-introduced in House
Jan 7-to Judiciary (H)
Jan 16-posted in committee
Feb lO-reported favorably, 1st reading, to Calendar with Committee Substitute
Feb II-2nd reading, to Rules
Feb 12-posted for passage in the Regular Orders of the Day for February 17, 1998
Feb 18-floor amendments (1) and (2) filed to Committee Substitute
Feb 25-3rd reading, passed 78-12 with Committee Substitute and Floor Amendment (2)
Feb 26-received in Senate
Feb 27-to Judiciary (S)
Mar 18-reported favorably, 1st reading, to Consent Calendar
Mar I9-2nd reading, to Rules
Mar 20-posted for passage in the Consent Orders of the Day for March 24, 1998
Mar 23-floor amendment (1) filed
Mar 24-taken from the Consent Orders of the Day, placed in the Regular Orders of the Day; passed
over and retained in the Orders of the Day
Mar 25-floor amendment (2) filed
Mar 26-3rd reading, passed 31-0 with floor amendment (2)
Mar 27-received in House; posted for passage for concurrence in Senate amendment
Mar 31-House concurred in Senate floor amendment (2); passed 93-0
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AN ACT relating to the release of liens.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 382.365 is amended to read as follows:
(1)

A holder of a lien on real property, including a lien provided for in KRS 376.010,
shall release the lien in the county clerk's office where the lien is recorded within
thirty (30) days from the date of satisfaction.

(2)

A proceeding may be filed by any owner of real property or any party acquiring

an interest in the real property in District or Circuit Court against a lienholder that
violates subsection (1) of this section. A proceeding filed under this section shall be
given precedence over other matters pending before the court.
(3)

Upon proof of satisfaction of the lien being introduced, the court may enter a
judgment releasing the lien. The judgment may be with costs including a

reasonable attornev's fee. The lienholder may be liable to the owner of the real
property in the amount of one hundred dollars ($100) per day, for each day that
the lienholder fails to release a lien after the entry ofa judgment by the court.
f1l

A lienholder that violates subsection (1) of this section may[shall also] be liable to
the owner of the real property for one hundred dollars ($100). A lienholder that

fails to release a satisfied real estate lien within forty-five (45) days from the date
of satisfaction may be liable to the owner of the real property for an additional
four hundred dollars ($400), for a total of five hundred dollars ($500). The
lienholder may also be liable for[fifty dollars ($50) and] any actual expense
including a reasonable attorney's fee incurred by the owner in securing the release
of real property by such violation.[ The jadgment shall be lNith costs inelading
reasonable attorne:ys' fees.]

illfE471

The former holder of a lien on real property shall send by regular mail a copy

of the lien release to the property owner at his last known address within seven (7)
days of the release. A former lienholder that violates this subsection shall be liable
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to the owner of the real property for fifty dollars ($50) and any actual expense
incurred by the owner in obtaining documentation of the lien release.

(6)

For the purposes ofthis section, "date ofsatisfaction " means that date ofreceipt
by a holder ofa lien on real property ofa sum ofmoney in the form ofa certified
check, cashier's check, wired transferred funds, or other form of payment
satisfactory to the lienholder that is sufficient to pay the principal, interest, and
other costs owing on the obligation that is secured bv the lien on the property.

(7)

The provisions of this section shall not apply when a lienholder is deceased and
the estate ofthe lienholder has not been settled.
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AN ACT relating to child support.
Amend KRS 186.570 to require the Transportation Cabinet to deny a motor vehicle license after failure
to comply with a subpoena or warrant relating to paternity or child support proceedings; amend KRS
205.175 to direct the information received or transmitted by the Cabinet for Human Resources not be
published, including instances in which the agency determines reasonable cause to believe evidence of
domestic violence or child abuse and that disclosure could be harmful to the custodial parent or the child;
amend KRS 205.595 to provide for employer acceptance of a notice of transfer of health insurance
enrollment; amend various provisions of KRS Chapter 205 to redefine the term "duty of support" to
include the duty to pay spousal support that applies to spouses with a child even if the child support is not
part of the order; redefine "income" to additionally include bonuses, worker's compensation, retirement
and pensions, and interest and disability; delete references to "aid to families with dependent children"
and replace them with "public assistance" under Title IV-A of the Social Security Act; expand the duties
of the Division of Child Support Enforcement; provide for enforcement of a cumulative child support lien
or levy; provide penalty for failure of a bank, savings and loan association, credit union, investment
company, savings institution or other specified financial institution to comply with a subpoena; amend
various provisions of KRS Chapter 213 to provide for voluntary acknowledgment of paternity services;
direct hospitals to provide oral, audio, or video materials about paternity when a birth occurs in a hospital
to a woman who is unmarried; allow for changing of Vital Statistics records involving paternity when
acknowledgment of paternity is rescinded; amend KRS 237.110 to direct the Department of State Police
to deny, suspend, or revoke a license to carry a concealed deadly weapon upon written notice from the
Cabinet for Human Resources that the person has a child support arrearage that equals or exceeds the
cumulative amount that would be owed after one year of nonpayment, or for failure, after receiving
appropriate notice to comply with a subpoena or warrant relating to paternity or child support
proceedings. amend KRS 403.150 to require marriage dissolution petitions to include social security
numbers of each party, including living infant children of the marriage; amend KRS 403.160 to require in
proceedings for dissolution of marriage or legal separation, or for maintenance or support, the court to
determine whether disclosure to any other person of information of domestic violence or child abuse
would be harmful to the parent or child; provide for Cabinet for Human Resources protection of
information of evidence of domestic violence or child abuse in actions to establish or enforce child
support; amend KRS 403.212, relating to· the definition of terms for the child support table, to redefine the
term "gross income" to include retirement and pension funds; amend various provisions of KRS Chapter
405 to require the cabinet to pay, when administratively ordered, the cost of genetic testing to establish
paternity, when a parent presents himself for the voluntary establishment of paternity; allow the cabinet to
review and adjust a parent's child support obligation upon a request of the cabinet under specified
circumstances; require obligated parents of a child receiving public assistance to participate in work
activities; set forth conditions under which transfer of property or income to avoid payment to a child
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support creditor indicates fraud; provide for employer forwarding of a portion of current and due salary of
wages of a parent to the cabinet; amend various provisions of KRS Chapter 406 to provide that either
party in an action to establish paternity not be entitled to a jury trial; require an unchallenged
acknowledgment of paternity to be ratified without the requirement for judicial or administrative
proceedings; provide for payment of the cost of administratively ordered genetic testing to establish
paternity; amend KRS 427.120 to allow seizure of a police or firefighters' pension fund for payment of
court or administratively ordered current child support, or child support owed, or to be owed; amend KRS
427.125 to allow for seizure of a pension fund created under KRS 95.761 to 95.785 for purposes of court
or administratively ordered child support, or owed or to be owed child support; amend KRS 67 A. 620 to
allow for seizure of a retirement annuity for purpose of court or administratively ordered child support;
amend KRS 161.700 to allow the garnishment or attachment of teacher retirement allowance for purposes
of court or administratively ordered child support; create various new sections of KRS Chapter 205 to
allow the Cabinet for Human Resources to have authority to issue an administrative subpoena
commanding information and records relating to the establishment, enforcement, and collection of child
support; require all public and private entities including financial institutions to comply with a subpoena
within a reasonable time period; allow financial institutions to deduct $20 from the account on which the
subpoenaed information has been issued; direct the cabinet to request information from a certified
consumer reporting agency only when a full credit report is needed for the purpose of establishing an
individual's capacity to make child support payments, or to determine the obligation amount, and paternity
has been established or acknowledged; provide for advance notice to the obligor of the requested report;
provide for confidentiality if the report and limits on the use for the report; require financial institutions to
enter into cooperative agreement with the cabinet to operate a data match system providing identifying
information each calendar quarter for each obligated parent maintaining an account at the institution and
who owes an arrearage and is so identified by the cabinet; set forth the conditions included in the
cooperative agreement; create a new section of KRS Chapter 335B to require licensure or certification
denial or suspension if the person has a child support arrearage equal to or exceeding the amount which
would be owed after one year of nonpayment or fails to comply with subpoenas or warrants relating to
paternity or child support proceedings; create a new section of KRS Chapter 403 to require District or
Circuit Court notice of arrearage or failure to comply with subpoenas or warrants to any professional,
occupational, sporting license, or recreational licensing board or agency that has issued or is considering
issuing a license or certification to the party with a child support arrearage equal to or exceeding one year
of nonpayment; create a new section of KRS 405.405 to 405.520 to require an employer or labor
organization to provide information to the Cabinet for Human Resources when that employer or labor
organization hires or rehires an employee who has been laid off, furloughed, separated, granted a leave
without pay, or terminated, unless the reporting could endanger the safety of the employee or compromise
an ongoing investigation or intelligence mission; require the reporting within specified time intervals and
under certain procedures; provide reporting exemptions; create a new section of KRS Chapter 205 to
require the Revenue Cabinet and Cabinet for Human Resources to design, develop, implement, and
operate a wage reporting and financial institution match system for the purpose of identifying the financial
assets of individuals as identified by cabinet agencies, for the purpose of administering the tax laws, and
the child support enforcement programs; provide for entrance into agreements to develop and operate a
match system to facilitate identification of financial assets of individuals; direct the Revenue Cabinet to
request from financial institutions specified data about each person listed; provide for child support liens;
amend KRS 405.991 to conform; EMERGENCY.
HBI61-AMENDMENTS
HCSIFN - Retain original provisions, except clarify enforcement of liens for foreclosure on
homesteads for minor child of the obligor and minor child of the custodial parent; make provision for an
obligor to contest the accuracy of the information obtained from the Cabinet for Human Resources from a
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certified consumer reporting agency, for the purpose of establishing an individual's capacity to make child
support payments; direct that financial institutions have no obligation to match an account based only on a
name or other identifying information
HCA (1, B. Heleringer) - Allow the basis for child support dispute hearings to also include
reasonableness of a payment schedule; require child support liens of the Cabinet for Human Resources to
be on a parity with state, county, and municipal ad valorem tax liens; require motions for temporary
support orders, pending an administrative or judicial determination of parentage, to be served upon the
adverse party at the last known address; delete reference to conformance with federal law related to the
prohibition of entitled to a jury in a paternity action.
HFA 0, T. Burch) - Delete the minimum requirement for the cabinet to report child support arrearages
to consumer reporting agencies.
HFA (2, J. Barrows) - Provide for license reinstatement upon proof of elimination of child support
arrearage from a court where the action is pending; provide that income from worker's compensation be
from awards attributable to lost wages; provide that the clerk be entitled to fees pursuant to KRS Chapter
64; provide genetic testing exception for good cause, taking into account the best interests of the child;
delete the provisions for the Revenue Cabinet to design, develop, implement, and operate a financial
match system to identify financial assets.
HCA (2, T. Burch) - Make technical corrections.
RCA (3, M. Marzian) - Delete requirement that courts order denial, suspension, or revocation of a
professional, occupational, sporting, or recreational license or certification when an individual has a child
support arrearage equal to or exceeding the amount that would be owed after one year of nonpayment.
RCA (4, J. Barrows) - Provide that the proof of the elimination of child support arrearage or proof of
the compliance with the subpoena or warrant relating to paternity or child support proceedings can come
from the court where the action is pending; provide that "income" can include awards attributable to lost
wages; make technical corrections.
RCA (Stritle, M. Marzian) - Make title amendment.
SCSIFN - Retain the original provisions but delete the requirement that courts order denial,
suspension, or revocation of a professional, occupational, sporting, or recreational license or certification
when an individual has a child support arrearage equal to or exceeding the amount that would be owed
after one year of nonpayment.
(Prefiled by the sponsor(s).)
Jan 6-introduced in House
Jan 7-to Health and Welfare (R)
Jan 12-posted in committee
Jan 27-reported favorably, 1st reading, to Calendar with Committee Substitute and Committee
Amendments (1) and (2)
Jan 28-2nd reading, to Rules
Jan 29-recommitted to Appropriations and Revenue (R)
Feb 12-posted in committee
Feb 2S-reported favorably, to Rules with Committee Amendments (3) (4) and (S-title)
Mar 2-posted for passage in the Regular Orders of the Day for March 3, 1998
Mar 3-floor amendments (1) and (2) filed to Committee Substitute
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Mar 9-3rd reading, passed 80-15 with Committee Substitute, floor amendments (1) and (2), and
committee amendment (5-title)
Mar lO-received in Senate
Mar II-to Appropriations and Revenue (S)
Mar 17-reported favorably, 1st reading, to Consent Calendar with Committee Substitute
Mar IS-2nd reading, to Rules
Mar 19-posted for passage in the ConsentOrders of the Day for March 23, 1998
Mar 23-3rd reading, passed 35-3 with Committee Substitute
Mar 24-received in House; posted for passage for concurrence in Senate amendment
Mar 31-House concurred in Senate Committee Substitute; passed 82-14
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AN ACT relating to revenue and taxation and declaring an emergency.
Amend KRS 141.010 to change the Internal Revenue Code reference date from December 31, 1995 to
December 31, 1997; the Act applies to tax years beginning after December 31, 1996; EMERGENCY.
Jan 7-introduced in House
Jan 8-to Appropriations and Revenue (H)
Jan 9-posted in committee
Jan 13-reported favorably, 1st reading, to Calendar
Jan 14-2nd reading, to Rules; posted for passage in the Regular Orders ofthe Day for January 15, 1998
Jan 15-3rd reading, passed 98-0
Jan 16-received in Senate
Jan 20-to Appropriations and Revenue (S)
Jan 27-reported favorably, 1st reading, to Consent Calendar
Jan 28-2nd reading, to Rules
Jan 29-posted for passage in the Consent Orders of the Day for February 2, 1998
Feb 2-3rd reading, passed 35-0
Feb 3-received in House; enrolled, signed by Speaker of the House
Feb 4-enrolled, signed by President of the Senate; delivered to Governor
Feb 6-signed by Governor
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AN ACT relating to revenue and taxation and declaring an emergency.
Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:

Section 1. KRS 141.010 is amended to read as follows:
As used in this chapter, unless the context requires otherwise:
(1)

"Secretary" means the secretary of revenue;

(2)

"Cabinet" means the Revenue Cabinet;

(3)

"Internal Revenue Code" means the Internal Revenue Code in effect on December
31, 1997[1995], exclusive of any amendments made subsequent to that date, other
than amendments that extend provisions in effect on December 31, 1997[1995], that
would otherwise terminate, and as modified by KRS 141.0101;

(4)

"Dependent" means those persons defined as dependents in the Internal Revenue
Code;

(5)

"Fiduciary" means "fiduciary" as defined m Section 7701(a)(6) of the Internal
Revenue Code;

(6)

"Fiscal year" means "fiscal year" as defined in Section 7701(a)(24) of the Internal
Revenue Code;

(7)

"Individual" means a natural person;

(8)

For taxable years beginning on or after January 1, 1974, "federal income tax" means
the amount of federal income tax actually paid or accrued for the taxable year on
taxable income as defined in Section 63 of the Internal Revenue
under the provisions of this chapter, minus any
by the taxpayer;

(9)

"Gross incofl"'r"

...excerpt of 9 page bill showing principal amendment to statute
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AN ACT relating to check cashing and deferred deposit transactions and declaring an emergency.
Amend KRS 368.010 to include definitions for "deferred deposit transaction" and deferred "deposit
service business"; amend KRS 368.020 to require a separate license for each business location; amend
KRS 368.040 to require a net worth minimum for each location; amend KRS 368.070 to require a licensee
to notify the department 15 business days before changing location or name; amend KRS 368.100 to
require payment of fees when checks are cashed, cap any fee at 5% of face amount, deferred deposit
consideration viewed as interest subject to KRS Chapter 360, prohibit a service fee as consideration for an
agreement not to present a check to the payor for a specified period of time or for any other purpose, cap
licensee transactions from anyone customer at anyone time to a set face amount of $250, list certain
requirements to be met in writing by customer, limit amount of time check can be held by licensee to 31
days, prohibit prosecution under KRS 514.040 of individuals who enter into a deferred deposit transaction
with a licensee; amend KRS 368.110 to allow the commissioner to revoke or suspend all licensees issued
to a licensee if revocation or suspension at anyone location is of general application to all locations;
create a new section of KRS Chapter 368.010 to 368.120 to allow written complaints to be filed with and
investigated by the commissioner, assign certain investigative powers to the commissioner; create a new
section of KRS Chapter 368.010 to 368.120 to establish that an annual report be filed with the
commissioner by the licensee; and create a new section of KRS Chapter 368.010 to 368.120 to mandate
that each licensee comply with the Consumer Credit Protection Act and display certain information.
HB 226 - AMENDMENTS
HCS - Retain original text, with the following exceptions: amend KRS 368.030 to remove mortgage
loan companies, mortgage loan brokers and pawn brokers from the Chapter 368 exemption list; amend
KRS 368.060 to require an investigation fee of $500 to accompany each application for a license for each
location; amend KRS 368.080 to require a license fee of $500 for each renewal for the first location and
$500 for each additional location; amend KRS 368.090 to allow the department to charge an examination
fee sufficient to cover the cost of the examination; amend KRS 368.100 to establish that the fee charged
can not exceed $15 per $100 and that the fee is for a period of 14 days, to prohibit a licensee from
accepting more than one deferred deposit transaction from anyone customer with a face value greater
then $500, to require a customer to represent in writing that he has no more than one deferred deposit
transaction and the face value of the deferred deposit transaction does not exceed $500, to establish that a
deferred deposit transaction can not be held for more than 60 days and must be made in accordance with a
dated and signed written agreement, and to limit the deferred deposit transaction to 3 rollovers; amend
KRS 368.120 to establish that no license can be suspended without an opportunity for a hearing; and
create a new section of KRS Chapter 368 to mandate that each licensee comply with the disclosure
requirements of the Consumer Credit Protection Act, to require that every licensee display a schedule of
fees in the office and in every branch office of the licensee, and to allow a licensee to charge, collect and
receive check collection charges for each check returned or dishonored from a financial institution.
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HFA (1, J. Adams) - Make title amendment.
HCA 0, J. Adams) - Amend KRS 368.010 to define a "licensee" as a person duly licensed for one or
more locations; amend KRS 368.020 to change time frame for application process to begin; amend KRS
368.040 to require a licensee to maintain a specific net worth; and amend to drop the requirement of a net
worth for each location.
HFA (2, J. Coleman) - Amend to prohibit a licensee from prosecuting or threatening to prosecute an
individual under the provisions of KRS 514.040; amend to require a licensee to post a notice that an
individual who enters into a deferred deposit transaction will not be prosecuted under the provisions of
KRS 514.040; EMERGENCY.
HCA (2, J. Adams) - Make title amendment.
HFA (3, J. Coleman) - Make title amendment; and declare an EMERGENCY.
HFA (4, S. Riggs) - Amend to replace a net worth requirement of $100,000 with a requirement that an
applicant post a letter of credit with the commissioner in specified amounts that increase with the number
of business locations.
HFA (5, M. Long) - Amend to replace a net worth requirement of $100,000 with a requirement that an
applicant deposit with the commissioner a letter of credit, evidence of an account payable to the
commissioner or a savings certificate in specified amounts that increase with the number of business
locations.
HFA (6, R. Crimm) - Amend to retain the exclusion for mortgage loan brokers and for pawn brokers.
SFA 0, C. Borders) - Amend to decrease from fifteen dollars ($15) to ten dollars ($10) per hundred
dollars ($100) regarding allowable fees of deferred deposit transactions; and amend to decrease the
number of rollovers from three (3) to two (2).
CCR - The committee could not agree and asks for a free conference committee.
FCCR (Majority Report) - Eliminate renewal and rollovers for deferred deposit transactions.
Jan 9-introduced in House
Jan 12-to Banking and Insurance (H)
Jan 13-posted in committee
Jan 29-reported favorably, 1st reading, to Calendar with Committee Substitute, Committee
Amendment (1) and Committee Title Amendment (2)
Feb 2-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for February 3, 1998
Feb 3-Floor Title Amendments (1) and (3) filed to Bill; Floor amendment (2) filed to Committee
Substitute
Feb 4-Floor amendment (4) filed to Committee Substitute
Feb 5-Floor amendment (5) filed to Committee Substitute
Feb 6-Floor amendment (6) filed to Committee Substitute
Feb 11-3rd reading, passed 96-1 with Committee Substitute and Floor Amendments (2) and (5) and
Floor Title Amendment (3)
Feb 12-received in Senate
Feb 17-to Banking and Insurance (S)
Mar 4-reported favorably, 1st reading, to Calendar
Mar 5-2nd reading, to Rules
Mar 6-posted for passage in the Regular Orders of the Day for March 10, 1998
Mar 9-floor amendment (1) filed
Mar 1O-3rd reading, passed 36-1 with floor amendment (1)
Mar II-received in House; posted for passage for concurrence in Senate amendment
Mar 24-House refused to concur in Senate floor amendment (1); received in Senate
Mar 26-posted for passage for receding from Senate floor amendment (1) on March 27, 1998
Mar 27-Senate refused to recede from floor amendment (1); Conference Committee appointed in
Senate; received in House
Mar 31-Conference Committee appointed in House; Conference Committee report filed and adopted in
House and Senate; Free Conference Committee appointed in House and Senate
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AN ACT relating to check cashing and deferred deposit transactions and declaring
an emergency.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 368.010 is amended to read as follows:
As used in KRS 368.010 to 368.120 and 368.990, unless the context requires otherwise:
(1)

"Check" means any check, draft, money order, personal money order, travelers'
check, or other demand instrument for the transmission or payment of money.

(2)

"Commissioner" means the commissioner of the Department of Financial
Institutions, or his duly designated representative.

(3)

"Consideration" includes any premium charged for the sale of goods or services in
excess ofthe cash price of the goods or services.

(4)

"Deferred deposit transaction" means, for consideration, accepting a check and
holding the check for a period of time prior to deposit or presentment in
accordance to an agreement with or any representation made to the maker ofthe
check, whether express or implied.

(5)

"Deferred deposit service business" means a person who engages in deferred
deposit transactions.

{Ql

"Department" means the Department of Financial Institutions.

m~

"Licensee" means a person duly licensed by the commissioner under[pl::H'sHant

tel KRS 368.010 to 368.120.
@ft6j}

"Person" means any individual, partnership, association, joint stock

association, trust, corporation, or other entity, but shall not include the United States
government or the government of this Commonwealth.
Section 2. KRS 368.020 is amended to read as follows:
Except as provided in KRS 368.030, no person shall engage in the business of cashing
checks or accepting deferred deposit transactions for a fee or other consideration
without having first obtained a license. A separate license shall be required for each
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location from which the business of cashing checks or accepting deferred deposit
transactions is conducted. Any person engaged in that business on the effective date of
this section may continue to engage in the business without a license until the
commissioner shall have acted upon his application for a license if the application is filed
within sixty (60) days after the e(fective date oUhis Act[JHly 14, 1992].
Section 3. KRS 368.030 is amended to read as follows:
The provisions ofKRS 368.010 to 368.120 shall not apply to:
(1)

Any bank:, trust company, savings and loan association, savings bank:, credit union,
consumer loan company, or industrial loan corporation[, mortgage loan sompan)',
mortgage loan broker, or pa',lt'i1 broker] which is chartered, licensed, or organized
under the laws of this Commonwealth or under federal law and authorized to do
business in this Commonwealth;

(2)

Any person who cashes checks without receiving, directly or indirectly, any
consideration or fee therefor; and

(3)

Any person principally engaged in the retail sale of goods or services who, either as
an incident to or independently of a retail sale, may from time to time cash checks
for a fee or other consideration.
Section 4. KRS 368.040 is amended to read as follows:

To qualify for a license, an applicant shall satisfy the following requirements:
(l)

The applicant shall deposit with the commissioner one (J) oUhe following:

(a)

An irrevocable letter ofcredit in the following amounts:
1.

Ifan applicant has only one (J) business location, the amount shall be
fifty thousand dollars ($50,000),'

2.

If an applicant has two (2) to five (5) business locations, the amount
shall be one hundred thousand dollars ($100,000);

3.

If an applicant has six (6) to ten

(J 0)

business locations, the amount

shall be one hundred fifty thousand dollars ($150,000); and
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4.

[fan applicant has more than ten

(10)

business locations, the amount

shall be two hundred thousand dollars ($200,000);
(b)

Evidence that the applicant has established an account payable to the
commissioner in a federally insured financial institution in this state and
deposit money ofthe United States in an amount equal to the amount ofthe
required letter ofcredit; or

(c)

A savings certificate of a federally insured financial institution in this state
for an amount payable that is equal to the amount of the required letter of
credit and that is not available (or withdrawal except by direct order of the
commissioner.

Interest earned on

the certificate accrues to

the

applicant[have a net worth of at least one hundred thousand dollars
($100,000), eomputed aeeording to generally aeeepted aeeounting prineiples].
(2)

The financial responsibility, financial condition, business experience, character, and
general fitness of the applicant shall reasonably warrant the belief that the
applicant's business will be conducted honestly, carefully, and efficiently. In
determining whether this qualification has been met, the commissioner may review
and approve:
(a)

The business record and the capital adequacy of the applicant;

(b)

The competence, experience, integrity, and financial ability of any person
who:
1.

Is a director, officer, supervisory employee, or five percent (5%) or more
shareholder of the applicant; or

2.
(c)

Owns or controls the applicant; and

Any record, on the part of the applicant or any person referred to
subparagraph (b) 1. and 2. of:
1.

Any criminal activity;

2.

Any fraud or other act of personal dishonesty;
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3.

Any act, omission, or practice which constitutes a breach of a fiduciary
duty; or

4.

Any suspension or removal, by any agency or department of the United
States or any state, from participation in the conduct of any business.

Section 5. KRS 368.060 is amended to read as follows:
Each application for a license shall be accompanied by:
(1)

An investigation fee of five hundred dollars ($500) for Kentucky residents and five
hundred dollars ($500) for nonresidents of Kentucky for each location which shall
not be subject to refund but which, if the license is granted, shall constitute the
license fee for the first license year or part thereof;

(2)

Audited financial statements prescribed by the commissioner; and

(3)

Evidence that the applicant has complied or will comply with all workers', and
unemployment compensation laws of Kentucky.
Section 6. KRS 368.070 is amended to read as follows:

(1)

Upon the filing of an application in a form prescribed by the commissioner,
accompanied by the fee and documents required in KRS 368.060, the department
shall investigate to ascertain whether the qualifications prescribed by KRS 368.040
have been satisfied. If the commissioner finds that the qualifications have been
satisfied, and if he approves the documents, he shall issue to the applicant a license
to engage in the business of cashing checks or deferred deposit transactions in this
Commonwealth.

(2)

The license shall be kept conspicuously posted in the place of business of the
licensee and shall not be transferable or assignable.

(3)

A license issued under[pmsuant to] this section shall remain in force and effect
through the remainder of the fiscal year ended June 30 following its date of
issuance, unless earlier surrendered, suspended, or revoked under[pursuant to] KRS
368.010 to 368.120.
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(4)

A licensee shall notify the department fifteen (] 5) business days before any
change in the licensee's business location or name.
Section 7. KRS 368.080 is amended to read as follows:

Each license[liceasee] may be renewed for the ensuing twelve (12) months period upon
the payment to the department annually on or before July 1 of each year a
license[liceasee] fee of five hundred dollars ($500) for the first location and five
hundred dollars ($500) for each additional location.
Section 8. KRS 368.090 is amended to read as follows:
(1)

The department may adopt reasonable administrative regulations, not inconsistent
with law, for the enforcement ofKRS 368.010 to 368.120.

(2)

To assure compliance with the provisions of KRS 368.010 to 368.120, the
department may examine the business, books, and records of any licensee, and each
licensee shall pay an examination fee sufficient[ as established by admiaistrative
regulatioas of the departmem] to cover the cost of the examination based upon fair

compensation for time and actual expense as established bv administrative
regulations ofthe department.
Section 9. KRS 368.100 is amended to read as follows:
(1)

Each licensee shall keep and use in its business any books, accounts, and records
the department may require to carry into effect the provisions of KRS 368.010 to
368.120 and the administrative regulations issued under those sections[here\iGder].
Every licensee shall preserve the books, accounts, and records for at least two (2)
years.

(2)

Any fee charged by a licensee for cashing a check shall be disclosed in writing to
the bearer of the check prior to cashing the check, and the fee shall be deemed a
service fee and not interest. A licensee shall not charge a service fee in excess of
fifteen dollars ($15) per one hundred dollars ($100) on the face amount of the
deferred deposit check. A licensee shall prorate any fee, based upon the
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maximum fee of fifteen dollars ($15). This service fee shall be for a period of
fourteen (J 4) days.
(3)

Before a licensee shall deposit with any bank or other depository institution a check
cashed by the licensee, the check shall be endorsed with the actual name under
which the licensee is doing business.

(4)

No licensee shall cash a check payable to a payee other than a natural person unless
the licensee has previously obtained appropriate documentation from the board of
directors or similar governing body of the payee clearly indicating the authority of
the natural person or persons cashing the check, draft, or money order on behalf of
the payee.

(5)

No licensee shall indicate through advertising, signs, billhead, or otherwise that
checks may he cashed without identification of the bearer of the check; and any
person seeking to cash a check shall be required to submit reasonable identification
as prescribed by the department. The provisions of this subsection shall not prohibit
a licensee from cashing a check simultaneously with the verification and
establishment of the identity of the presenter by means other than the presentation
of identification.

(6)

Within five (5) business days after being advised by the payor financial institution
that a check, draft, or money order has been altered, forged, stolen, obtained
through fraudulent or illegal means, negotiated without proper legal authority, or
represents the proceeds of illegal activity, the licensee shall notify the department
and the Commonwealth's attorney for the judicial circuit in which the check was
received. If a check, draft, or money order is returned to the licensee by the payor
financial institution for any of these reasons, the licensee shall not release the check,
draft, or money order without the consent of the Commonwealth's attorney or other
investigating law enforcement authority.

(7)

No licensee shall alter or delete the date on any check accepted by the licensee.
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(8)

No licensee shall engage in unfair or deceptive acts, practices or advertising in
the conduct ofthe licensed business.

(9)

No licensee shall require a customer to provide security for the transaction or
require the customer to provide a guaranty from another person.

(10) A licensee shall not have more than one deferred deposit transaction from any
one

(1)

customer at anyone time, with a face value greater than five hundred

dollars ($500).
(11) Each licensee shall inquire of any person seeking to present a deferred deposit
transaction, whether the person has any outstanding deferred deposit
transactions from any licensees.

If

the customer represents in writing that the

customer has no more than one

(1)

deferred deposit transaction outstanding to

any licensee and that the face value of the outstanding deferred deposit
transaction issued by the customer does not equal or exceed five hundred dollars
($500), a licensee may accept a deferred deposit transaction in an amount that,
when combined with the customer's other outstanding deferred deposit
transaction, does not exceed five hundred dollars ($500). If the customer
represents in writing that the customer has more than one

(1)

deferred deposit

transaction outstanding to any licensee or ifthe face value ofthe deferred deposit
transaction issued by the customer equals or exceeds five hundred dollars ($500),
a licensee shall not accept another deferred deposit transaction from that
customer until the customer represents to the licensee in writing that the
customer qualifies to issue a new deferred deposit transaction under the
requirements set forth in this section.
(12) A licensee shall not use any device or agreement, including agreements with
affiliated licensees, with the intent to obtain greater charges than are authorized
in this section.
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(3) No licensee shall agree to hold a deferred deposit transaction for more than sixty
(60)

days.

(4) Each deferred deposit transaction shall be made according to a written agreement
that shall be dated and signed by the customer and the licensee or an authorized
agent of the licensee, and made available to the department upon request. The
customer shall receive a copy ofthis agreement
(5) A licensee or its affiliate shall not for a fee renew, roll over, or otherwise
consolidate a deferred deposit transaction for a customer more than three (3)
times in succession. Each roll over or renewal period shall not be less than the
original period. The fee for a renewal, roll over, or consolidation shall be paid in
cash or cash equivalent and shall be in an amount not to exceed the rate set forth
in subsection

(2)

ofthis section.

(6) No individual who enters into a deferred deposit transaction with a licensee shall
be convicted under the provisions o[KRS 514.040.
(17) No licensee who enters into a deferred deposit transaction with an individual
shall prosecute or threaten to prosecute an individual under the provisions of
KRS 514.040.
(8) Each licensee shall conspicuously display in every deferred deposit business
location a sign that gives the following notice: "No person who enters into a postdated check or deferred deposit check transaction with this business
establishment will be prosecuted or convicted o[writing cold checks or o[theft by
deception under the provisions o[KRS 514.040.
Section 10. KRS 368.110 is amended to read as follows:

ill The commissioner may suspend or revoke a license on any ground on which he
may refuse to grant a license or for violation of any provision of KRS 368.010 to
368.120 or if the licensee:
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li!lffBt

Has committed any fraud, engaged in any dishonest activities, or made

any misrepresentation;
@~

Has violated any provisions of KRS 368.010 to 368.120 or any

administrative regulation issued pursuant thereto or has violated any other law
in the course of its or his dealings as a licensee;
ff1.~

Has made a false statement in the application for the license or failed to

give a true reply to a question in the application; or
@«4f}

Has

demonstrated

his

or

its

incompetency[eompeteney]

or

untrustworthiness to act as a licensee.

(2)

If the reason for revocation or suspension of a licensee's license at anyone
location is of general application to all locations operated by a licensee, the
commissioner may revoke or suspend all licenses issued to a licensee.
Section 11. KRS 368.120 is amended to read as follows:

No license shall be denied, suspended, or revoked unless the applicant or licensee is
afforded the opportunity for a hearing to be conducted in accordance with KRS Chapter
BB.

SECTION 12.

A NEW SECTION OF KRS 368.010 TO 368.120 IS CREATED

TO READ AS FOLLOWS:
(1)

Any person aggrieved by the conduct ofa licensee under KRS 368.010 to 368.120
in connection with the licensee's regulated activities may file a written complaint
with the commissioner who may investigate the complaint.

(2)

In the course ofthe investigation initiated by a complaint or by the commissioner,
the commissioner may:
(a)

Subpoena witnesses,'

(M

Administer oaths;

(d

Examine any individual under oath,' and
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(d)

Compel the production of records, books, papers, contracts or other
documents relevant to the investigation.

(3)

Ifanv person fails to testify or to comply with a subpoena from the commissioner
under this section, the commissioner may petition any court of competent
jurisdiction for enforcement.

(4)

The license of any licensee under KRS 368.010 to 368.120 who fails to comply
with a subpoena ofthe commissioner may be suspended pending compliance with
the subpoena.

(5)

The commissioner shall have administrative power to investigate all complaints
filed by any person ifthe complaints are not criminal in nature and if they relate
to the check cashing or the deferred deposit service business.
SECTION 13.

A NEW SECTION OF KRS 368.010 TO 368.120 IS CREATED

TO READ AS FOLLOWS:
(1)

Each licensee shall file an annual report with the commissioner by September 1
ofeach year, containing the following information:
(a)

The names and addresses of each person owning a controlling interest in
each license;

(b)

The location of all places of business operated by the licensee and the
nature ofthe business conducted at each location;

(c)

The names and addresses of all affiliated entities regulated under KRS
368.010 to 368.120 and doing business in this state;

(d)

Balance sheets, statement of income and expenses, and other statistical
information as may be reasonably required by the commissioner, consistent
with generally accepted accounting practices, for the purpose of
determining the general results ofoperations under this chapter; and

(e)

If the licensee is a corporation, the names and addressees of its principle
officers and directors, or if the licensee is a partnership, the names and
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addresses ofthe partners, or ifthe licensee is a limited liability company, the
names and addresses of the board of directors of the limited liability
company.
(2)

[fthe licensee holds two (2) or more licenses or is aUiliated with other licensees,
a composite report may be filed.

(3)

All reports shall be filed in a form as may reasonably be required by the
commissioner and shall be sworn to by a responsible officer ofthe licensee.

(4)

The information submitted by licensees under this section shall be held in
confidence by the department and the commissioner.
SECTION 14.

A NEW SECTION OF KRS 368.010 TO 368.120 IS CREATED

TO READ AS FOLLOWS:

(1)

Each licensee who engages in deferred deposit transactions shall give the
customer the disclosures required by the Consumer Credit Protection Act (15
U.S.e. sec. 1601). Proof of this disclosure shall be made available to the
department upon request.

(2)

Each licensee shall conspicuously display a schedule of all fees, and charges for
all services provided by the licensee that are authorized by KRS 368.010 to
368.120. The notice shall be posted at the office and every branch office of the
licensee.

(3)

A licensee may charge, collect, and receive check collection charges made by a
financial institution for each check returned or dishonored for any reason,
provided that the terms and conditions upon which check collection charges will
be charged to the customer are set forth in the written disclosure.

(4)

Any personal check accepted (rom a customer must be payable to the licensee.

(5)

Before a licensee shall present for payment or deposit a check accepted by the
licensee, the check shall be endorsed with the actual name under which the
licensee is doing business.
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Section 15.

Whereas it is increasingly difficult to prevent the working people of

the Commonwealth from being charged outrageous fees when they enter into deferred
deposit transactions which has lead many to economic ruin, an emergency is declared to
exist, and this Act takes effect upon its passage and approval by the Governor or upon its
otherwise becoming a law.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 514

AN ACT relating to consumer loan companies.
Amend KRS 288.430 to require the application for a consumer loan company to include the names and
addresses the principal officers and directors; amend KRS 288.450 to delete requirement that the
commissioner must find that the applicant will promote the convenience and advantage of the community;
amend KRS 288.470 to allow consumer loan companies to operate in other businesses that engage in
purchases of retail and installment sales contracts and motor club memberships; amend KRS 288.533 to
permit consumer loan companies to charge a credit investigation fee of $1 for every $50 of the loan on the
first $2000 of the loan; amend KRS 288.610 to require consumer loan companies to pay a fee to cover
annual examinations; amend KRS 288.615 to make technical changes; amend KRS 288.620 to delete
provision that prohibits a person from charging any interest, discount, or consideration greater than six
percent per annum upon any loan in the amount of $15,000; repeal KRS 288.510, financial condition of
licensee, and KRS 288.515, advertising statement required where institution not fully insured.
HB 514 - AMENDMENTS
HCS - Amend KRS 288.440 to increase application fee.
Feb 5-introduced in House
Feb 6-to Banking and Insurance (H)
Feb 9-posted in committee
Feb 12-reported favorably, 1st reading, to Calendar with Committee Substitute
Feb 17-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for February 18,
1998
Feb 23-3rd reading, passed 89-2 wtih Committee Substitute
Feb 24-received in Senate
Feb 25-to Banking and Insurance (S)
Mar II-reported favorably, 1st reading, to Consent Calendar
Mar 12-2nd reading, to Rules
Mar 13-posted for passage in the Consent Orders of the Day for March 17, 1998
Mar 17-3rd reading, passed 27-9
Mar 18-received in House
Mar 19-enrolled, signed by each presiding officer, delivered to Governor
Mar 27-signed by Governor
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AN ACT relating to consumer loan companies.

Be it enacted by tlte General Assembly oftlte Commonwealtlt ofKentucky:
Section 1. KRS 288.430 is amended to read as follows:
(l)

Each application for a license under this chapter shall be made in writing, under
oath or affirmation, in such form as the commissioner prescribes.

(2)

The application shall contain:
(a)

In the case of an individual, his name and the address of his residence and
place of business;

(b)

In the case of a partnership or association, the name and address of every
member thereof and the address of the place where the business is to be
conducted;

(c)

In the case of a corporation, the names and addresses of the principal officers
and directors thereof and the address of the place where the business is to be
conducted; and

(d)

Such additional information as the commissioner prescribes.

Section 2. KRS 288.450 is amended to read as follows:
(1)

The commissioner shall, after investigation, issue to the applicant a license to make
loans in accordance with this chapter, ifthe commissioner:
(a)

Approves the form of the application;

(b)

Finds that the financial responsibility, experience, character, and general
fitness of the applicant, and of the members thereof if the applicant is a
partnership or association, and of the officers and directors thereof if the
applicant is a corporation, are such as to command the confidence of the
community and to warrant the belief that the business of the applicant will be
operated honestly, fairly, and efficiently in accordance with the purposes of
this chapter; and
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(c)[ Finds that permitting sueh applieant to engage in sueh business ',JIill promote
the eonyenienee and advantage of the eommunity; and

ftlH Finds that the applicant has complied with KRS 288.440.
(2)

If the commissioner does not so find, he shall not issue a license and shall notify the
applicant of the denial and return the sum paid by the applicant as a license fee,
retaining the fifty dollars ($50) investigation fee to cover the cost of investigating
the application.

(3)

The commissioner shall approve or deny every application for license within sixty
(60) days from the filing thereof with the fees unless the time is extended by a
written agreement between the applicant and the commissioner. If the commissioner
denies a license, the applicant may appeal, and upon appeal an administrative
hearing shall be conducted in accordance with KRS Chapter 13B.

(4)

The official record of the hearing shall be filed in the office of the commissioner as
public records, open to public inspection.
Section 3. KRS 288.470 is amended to read as follows:

(l)

No licensee shall conduct the business authorized by this chapter in any office,
room, or place of business in which any other business, except purchase of retail

and installment sales contracts and motor club memberships, is solicited or.
engaged in, or in association or conjunction therewith, except upon a written
authorization from the commissioner.
(2)

Nothing in this chapter shall be construed to limit the loans of any licensee to
residents of the community in which the licensed place of business is situated, nor
to prohibit the making and collecting of loans by mail.

(3)

Nothing in this chapter shall be construed to limit the ability of any licensee to
make a loan or loans in the principal amount greater than fifteen thousand
dollars ($15,000) at the licensed location at the same rates as provided in KRS
360.010.
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Section 4. KRS 288.533 is amended to read as follows:
Notwithstanding the provisions of KRS 288.530(10) or of any other law, in any extension
of credit pursuant to KRS Chapter 288, the licensee may charge and collect the following:
(1)

A fee, or premium for insurance, in lieu of perfecting a security interest to the
extent that the fee or premium does not exceed the fee payable to public officials for
perfecting the security interest; and

(2)

A bad check charge of fifteen dollars ($15), or the amount passed on from other
financial institutions, whichever is greater, for any check, draft, negotiable order of
withdrawal, or like instrument returned or dishonored for any reason by a
depository institution, which charge licensee may charge and collect, through
regular billing procedures, or otherwise from the borrower; and

(3)

A reasonable attorney's fee, in connection with the collection of a loan, actually
incurred by the licensee and paid to an attorney who is not an employee of the
licensee; and

(4)

A charge for credit investigations ofone dollar ($1) for each fifty dollars ($50) or
fraction thereof of the principal amount of the loan. This charge shall be
permitted only on the first two thousand dollars ($2,000) ofthe principal amount
ofthe loan. No charge shall be collected unless a loan has been made as a result
ofthe investigation.
Section 5. KRS 288.600 is amended to read as follows:

Each licensee shall keep and use in his business and shall preserve for at least two (2)
years after making the final entry therein, such books, accounts, records, or card systems
in accordance with sound accounting principles and practices to enable the commissioner
to determine whether the licensee is complying with the provisions of this chapter, and
with the regulations made pursuant thereto, and for at least three (3) years on loans

secured by residential property.
Section 6. KRS 288.610 is amended to read as follows:
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(1)

The provisions of this chapter shall be enforced by the commissioner, who may,
after notice to licensees and a hearing, promulgate regulations, referenced to the
section or sections which set forth the legislative standards they interpret or apply,
for the proper conduct application shall state the date of promulgation and the
effective date. A copy of every such regulation shall be sent to all licensees before
the effective date thereof and a copy shall be kept in an indexed permanent book in
the office of the commissioner as a public record.

(2)

The commissioner shall make an annual examination of the affairs, business, office,
and records of every licensee, and such further examinations or investigations as he
deems necessary for the purpose of discovering violations of this chapter or of
securing information necessary for its proper enforcement. Every licensee shall pay

a fee sumcient to cover the cost of each examination based upon fair
compensation for time and actual expenses.
(3)

For the purpose of making such examinations or investigations the commissioner
and his representatives may require the attendance of and examine under oath all
persons whose testimony he may require, relative to the loans or business of any
such licensee, and shall have free access to the accounts, papers, records, files,
safes, vaults, offices, and places of business used in connection with any business
conducted under any license issued in accordance with this chapter.
Section 7. KRS 288.615 is amended to read as follows:

In undertaking the examination of a consumer[petty] loan company neither the
Commonwealth of Kentucky, the commissioner of the department of financial
institutions, nor any examiner employed by the Commonwealth shall become liable to
any depositor, investor, or other obligor of said consumer[petty] loan company by reason
of said examination or omission of said examination to fully and effectively disclose the
financial condition of said consumer[petty] loan company, it being the policy of the
Commonwealth of Kentucky that such examinations as are required by KRS 288.610 are
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for the purpose of determining compliance with state law and not for the purpose of
protecting or guaranteeing the depositors, investors or other obligors of said

consumer[petty] loan companies.
Section 8. KRS 288.620 is amended to read as follows:
(1)

[No person, except as aHthorized by statlite shall directly or indirectly b)' any
device, sl:l.bterfuge or pretense whatsoever, charge, contract for or receive or
participate as agent, broker or in any oilier capacity in charging, contracting for or
receiving any interest, discoHnt or consideration greater ilian six percent (6%) per
annHffi upon

afl)'

loan in the amoHnt of or ilie '.latHe of fifteen ilioHsand dollars

($15,000).
(2)

]Any loan in the amount of fifteen thousand dollars ($15,000) or less for which
there has been charged, contracted for or received a greater rate of interest, discount
or consideration, except as provided for by statute, is against the public policy of
this state.

m~

No such loan made outside this state shall be enforced in the state and every

person participating therein in this state shall be subject to the provisions of this
chapter, but this section does not apply to loans legally made in any state, country,
commonwealth, territory or district.
Section 9. KRS 288.440 is amended to read as follows:

ill

Each applicant at the time of making application shall pay two hundred fifty dollars

($250)[($50)] to the commissioner as a fee for investigating the application for the
initial location in Kentucky. or a fee of one hundred fifty dollars ($150) for
additional locations. and the additional sum of three hundred seventy-five dollars
($375)[two hundred and fifty dollars ($250)] as an annual license fee for each

location for the period terminating on the last day of the current calendar year. If
the application is filed after June 30 in any year, the payment shall be one hundred

eighty-seven dollars ($187)[one hundred and tw:enty five dollars ($125)] as a
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license fee in addition to the fee for investigation.[ In addition to the aFillUallicense
fee eyery licensee hereunder shall pay the sarne fees for each eJ(amination as are
allo',l,zed by statute for the eKamination of banks]

(2)

If any person regulated by the department desires to purchase an existing
licensed location or locations, the person shall submit an application to the
commissioner containing the information as the commissioner may prescribe.
The fee for this application shall be one hundred dollars ($100) per location not
to exceed one thousand dollars ($1,000).
Section 10. The following KRS sections are repealed:

288.510 Financial condition of licensee.
288.515 Advertising statement required where institution not fully insured.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 515

AN ACT relating to the mortgage loan business.
Amend various statutes in KRS Chapter 294 pertaining to the mortgage loan company business to
clarify the definition of mortgage loan company; exempt mortgage loan companies and brokers regulated
by the Department of Housing and Urban Development; require an application for a mortgage loan broker
license to contain a financial statement of the applicant; require a mortgage loan company to maintain a
funding source of $500,000; require certain information to be filed with the commissioner if a licensee
desires to establish a branch office; require applicants for broker's license to complete an educational
training course; require a mortgage loan company or broker to notify the commissioner of an office or
branch closing; increase the amount of surety bond filed by mortgage loan companies from $25,000 to
$100,000 and for brokers from $25,000 to $50,000; require transfer of voting stock of a mortgage loan
broker to be approved by the commissioner; require filing of a registration statement to establish or
maintain a branch office; prohibit a prepayment penalty being assessed against a borrower after the fifth
anniversary date of the mortgage; delete requirement that mortgage loan company provide applicant with
a written explanation of all fees, expenses, and other costs; delete requirement that a mortgage loan
company furnish a loan settlement statement to each borrower upon request; allow the commissioner to
accept examinations of the Government National Mortgage Association and the Federal Home Loan
Mortgage Corporation in whole or in part in lieu of an examination by the commissioner; make it
unlawful upon receipt of a customer's written request to delay beyond 2 business days the issuance of a
written loan payoff amount or to delay beyond 10 business days the issuance of a payment history; permit
the commissioner to impose fines of $1,000 to $5,000 against mortgage loan companies and brokers;
create a new section of KRS Chapter 294 to provide that examinations of mortgage loan companies and
brokers are confidential; allow the department to exchange information with officials and examiners of
other properly authorized state or federal regulatory authorities.
HB 515 - AMENDMENTS
HCS - Retain provisions of the bill and prohibit mortgage loan companies and brokers from using
certain terms as part of its name; increase investigation and license fees.
HFA (1, S. Cave) - Amend to allow an exemption from the licensing requirement for independent
contractors if certain specific requirements are met by the licensed mortgage loan company or licensed
mortgage loan broker.
BFA (2, S. Cave) - Exempt independent contractors that solicit loans for only one mortgage loan
company or broker.
SFA (1, R. Roeding) - Amend to exempt mortgage loan companies and mortgage loan brokers from a
prohibition regarding the use of the words "bank", "trust", national", or "federal" in their names.
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Feb 5-introduced in House
Feb 6-to Banking and Insurance (H)
Feb 9-posted in committee
Feb 19-reported favorably, 1st reading, to Calendar with Committee Substitute
Feb 20-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for February 23,
1998
Feb 26-floor amendment (1) filed
Feb 27-floor amendment (2) filed to Committee Substitute
Mar 2-3rd reading, passed 92-1 with Committee Substitute and Floor Amendment (2)
Mar 3-received in Senate
Mar 4-to Banking and Insurance (S)
Mar II-reported favorably, 1st reading, to Consent Calendar
Mar 12-2nd reading, to Rules
Mar 13-posted for passage in the Consent Orders of the Day for March 17, 1998
Mar 16-floor amendment (1) filed
Mar 17-taken from the Consent Orders of the Day, placed in the Regular Orders of the Day
Mar 18-3rd reading; floor amendment (1) defeated; passed 36-0
Mar 19-received in House
Mar 20-enrolled, signed by each presiding officer, delivered to Governor
Mar 27-signed by Governor
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AN ACT relating to the mortgage loan business.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 294.010 is amended to read as follows:
Unless the context otherwise requires:
(1)

"Affiliate" means any person who directly or indirectly through one (1) or more
intermediaries, controls, or is controlled by, or is under common control with
another person;

(2)

"Department" means the Department of Financial Institutions;

(3)

"Commissioner" means the commissioner of financial institutions;

(4)

"Mortgage loan" means any loan secured by a mortgage on residential real property
or any loan secured by collateral which has a mortgage lien interest in residential
real property;

(5)

"Residential real property" means any single family residence or multiple dwelling
structure containing four (4) or less single dwelling units for four (4) or less family
units, living independently of each other, or any single family condominium unit;

(6)

"Person" means an individual, a corporation, a partnership, an association, a jointstock company, a trust where the interest of the beneficiaries is evidenced by a
security, an unincorporated organization, a government, a political subdivision of a
government, or any other group however organized;

(7)

"Mortgage loan company" means any person who directly or indirectly:
(a)

Holds himself out as being able to make or purchase loans secured by
mortgages on residential real property;

(b)

Holds himself out as being able to service loans secured by mortgages on
residential real property; and

(c)

Holds himself out as being able to buy or sell notes secured by mortgages on
residential real property;
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(8)

"Mortgage loan broker" means any person who for compensation or gain, or in the
expectation of compensation or gain, directly or indirectly:
(a)

Holds himself out as being able to serve as an agent for any person in an
attempt to obtain a loan which will be secured by a mortgage on residential
real property; orfaHtij

(b)

Holds himself out as being able to serve as an agent for any person who has
money to loan, which loan is or will be secured by a mortgage on residential
real property.

Section 2. KRS 294.020 is amended to read as follows:
(1)

The following shall be exempt from this chapter:
(a)

Any person doing business under the laws of this state or any other state or the
United States relating to banks, bank holding companies, trust companies,
credit unions, savings and loan associations, service corporation subsidiaries
of savings and loan associations, consumer finance companies, industrial loan
companies, insurance companies, or real estate investment trusts as defined in
26 U.S.C. sec. 856 and the affiliates of such companies,[ mortgage IOaH:
eompaH:ies regulated by the Department of I-IousiBg aad UrbaB Development,]

or an institution of the farm credit system organized under the Farm Credit
Act of 1971 as amended;
(b)

An attorney-at-law licensed to practice law in Kentucky who is not principally
engaged in the business of negotiating mortgage loans, when the person
renders services in the course of his practice as an attorney-at-law;

(c)

Any person doing any act under order of any court;

(d)[ AB)' Batural perSOB makiBg a mortgage loan \¥ith his o't'I'n fuBds for his own
iBvestmeBt without intent to resell the mortgage loan;
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(e)

Any person doing business under the

Ia?NS

of this state or the United States

relating to any broker dealer, agent, or investment adviser daly registered with
the Department of Finaneial Instimtions;

tm

The United States of America, the Commonwealth of Kentucky, or any other
state, and any Kentucky city, county, or other political subdivision, and any
agency, division, or corporate instrumentality of any of the foregoing;

{rlffgj}

The Federal National Mortgage Association (FNMA), the Federal Home

Loan Mortgage Corporation (FHLMC), and the Government National
Mortgage Association (GNMA);

m

With the approval of the commissioner, an independent contractor that
solicits mortgage loans for only one (]) licensed mortgage loan company or
licensed mortgage loan broker may be exempted from obtaining a license
under this chapter if:
1.

The licensed mortgage loan company or licensed mortgage loan
broker notifies the department that it will assume legal responsibility
.for the actions of the independent contractor in complying with the
provisions ofKRS Chapter 294,' and

2.

The licensed mortgage loan company or licensed mortgage loan
broker provides the department with proof that its bond will cover the
independent contractor.

[(h) Any person lieensed in this state as a real estate broker or real estate sales
assoeiate, not aeti'lely engaged iB: the busiRess of Regotiatiag loans seeured by
real property, wheR the perSOR reRders seryiees iB: the eourse of his praetiee as
a real estate broker or real estate assoeiate;
(i)

(2)

ARy person makiRg less than five (5) mortgage loans per year.]

The following shall be exempt from all the provisions ofKRS Chapter 294 except
that they shall be subject to the examination or investigation provisions of
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subsections (4), (5), and (6) of Section 14 of tltis Act, KRS 294.180, and KRS
294.190 if it appears on grounds satisfactory to tlte commissioner, on written
complaint, tltat an examination or investigation is necessary, and tltey shall be
subject to the prohibited acts provisions ofSection 15 ofthis Act:
(a)

Mortgage loan companies or mortgage loan brokers regulated by the
Department ofHousing and Urban Development,'

(b)

Any natural person making a mortgage loan with his or her own funds for
tlte person's own investment witltout intent to resell the mortgage loan;

(c)

Any person doing business under the laws of this state or the United States
relating to any broker-dealer, agent, or investment adviser duly registered
with the Department ofFinancial Institutions;

(d)

Any person licensed in tltis state as a real estate broker or real estate sales
associate, not actively engaged in the business of negotiating loans secured
by real property. when the person renders the services in the course ofhis or
her practice as a real estate broker or real estate associate; and

(e)

Any person making less than five (5) mortgage loans per year.

ill Any person relying upon an exemption under subsection

flUe)

or (d)f8-H of this

section shall file with the commissioner a claim of exemption. The commissioner
shall thereafter determine the availability of the claimed exemption and he shall not
disallow an exemption that is validly claimed.
Section 3. KRS 294.032 is amended to read as follows:
(1)

A license as a mortgage loan company or a mortgage loan broker may be obtained
by filing a written application with the commissioner.

(2)

The application shall:
(a)

Be sworn to[verified];

(b)

State the name of the applicant and each of the applicant's affiliates engaged
in business as a mortgage loan company or a mortgage loan broker;
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(c)

State the name under which the applicant will conduct business in Kentucky;

(d)

State the location of the applicant's principal office and branch offices in
Kentucky;

(e)

List the name, residence, and business address of each person having an
interest in the business as principal, partner, officer, trustee and director,
specifying the capacity and title of each;

(f)

Indicate the general plan and character of the business;

(g)

Contain a corporate surety bond or other instrument as prescribed by KRS
294.060;

(h)

Ifapplying for a mortgage loan broker license, contain a compiled financial
statement of the applicant; or, if applying for a mortgage loan company
license, contain a reviewed or audited financial statement of the applicant
prepared by a licensed or certified public accountant[CoB:tain a verified
finaneial statemeB:t of the applieant prepaTed by a eertified pablie aeeOl:Ultant
or by a pablie aee01:lB:tant registered in this state];

(3)

(i)

Require payment of the appropriate registration fees; and

G)

Require such other information as the commissioner determines necessary.

No mortgage loan company license may be granted unless the applicant has and

maintains, so long as the license is in effect, a minimum, documented funding
source offive hundred thousand dollars ($500,000). Ifa mortgage loan company
has a net worth in excess of five hundred thousand dollars ($500,000), an
additional funding source is not required[broker's lieense may be granted to a
person 1:lnless he is a bona fide resident of this state for a period of at least

ShE

(6)

moB:ths immediately preeeding the date of lieensing].
(4)[ l'lo mortgage loan broker's lieense may be granted 1:lfiless the applieaB:t has and
maiB:tains a prineipal plaee of b1:lsiness in this state for the transaetion of b1:lsiness.
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If a licensee is a person other than a natural person, the license issued to it shall
entitle all officers and employees of the person, if a corporation, and all members,
partners, trustees, and employees, if an association, partnership, or trust, to engage
in the mortgage loan business licensed pursuant to this chapter.

(5)

If a licensee desires to establish a branch oUice in Kentuckv not already
approved, the licensee shall file a registration statement with the commissioner
that includes the address and telephone number ofthe branch office, the name of
the prospective manager, the anticipated opening date, and any other information
prescribed bv the commissioner.

(6)

All applicants for a mortgage loan broker license shall have successfully
completed an educational training course, approved bv the department, ofnot less
than thirty (30) hours' duration. Mortgage loan brokers who have held a license
for at least one

(J)

year shall be exempt from this requirement. This section shall

not become effective until the department has approved at least one

(J)

educational training course. This section shall not apply to renewals of existing
licenses.
Section 4. KRS 294.034 is amended to read as follows:
(1)

An applicant for a license under this chapter shall provide the commissioner with

separate checks payable to the Kentucky State Treasurer for:
(a)

An investigation fee of threefeHet hundred[ afl8 fifty] dollars ($300) [($150)]

for the principal office and one hundred fiftv[forty] dollars ($150)[($40)] for
each branch office; and
(b)

A license fee of .four[three] hundred.ti.l1Y. dollars ($450)[($300)] for the
principal office and two hundred.ti.l1Y. dollars ($250)[($200)] for each branch

in Kentuckv if the applicant applies for a license on or between July 1 and
December 31 or of one hundred fifty dollars ($150) for the principal office
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and one hundred dollars ($100) for each branch if the applicant applies for a
license on or between January 1 and June 30.
(2)

A license under this chapter shall expire June 30 next after the date of issuance if it
is not renewed.

(3)

A license may be renewed by paying the annual fee for renewing a license which is
three

hundred~

dollars ($350)[($300)] for the main office and two

hundred~

dollars ($250)[($200)] for each branch office in Kentucky, and submitting an
annual report of activity as prescribed by the commissioner, and any[fiBaBeial
statemeBt, and submittiBg] other information required by the commissioner.

(4)

The information and payment shall be received by the commissioner on or before

June 20 prior to [July 15 follo'+lliBg] the June 30 expiration date.[ If the informatioB
aBd paymeBt axe Bot feeeived by July 15, the lieeBse shall be eaBeelled.] The

commissioner may reinstate the license if the licensee pays the filing fee and a
reinstatement fee of one hundred dollars ($100).
(5)

The department shall provide a licensee with a duplicate copy of any license upon a
satisfactory showing of its loss and payment of a ten dollar ($10) replacement fee.
Section 5. KRS 294.036 is amended to read as follows:

(1)

Each license issued under this chapter shall state the address or addresses at which
business is to be conducted, the name of the licensee, and the date and place of its
incorporation, if applicable.

(2)

A licensee shall post a copy of such license in a conspicuous place in the office to
which it pertains.

(3)

A license may not be transferred or assigned without the prior written approval of
the commissioner.

(4)

No licensee shall transact the business provided for by this chapter under any other
name or maintain an office at any location other than that designated in the license.
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(5)

Every licensed mortgage loan company or mortgage loan broker shall notify the
commissioner. in writing. within ten (10) days oUhe closing ofany licensed office
or registered Kentucky branch.
Section 6. KRS 294.060 is amended to read as follows:

(l)

Except as otherwise provided in this section, at the time of filing an application for
registration as a mortgage loan company or mortgage loan broker, the applicant
shall post corporate surety bonds in an amount[ that the eorn.rn.issioner deterrn.ines
by adrn.inistrative regulation to be neeessary and appropriate under the
sirst:HIlstansss but] not less than one hundred thousand dollars ($100.000)[twsnty
five thousand dollars ($25,000)] for mortgage loan companies and not less than.fl.t!y
thousand dollars ($50.000)[twenty five thousand dollars ($25,000)] for mortgage
loan brokers. Every bond shall provide for suit thereon by any person who has a
cause of action under this chapter. The total liability of the surety, to all persons,
cumulative or otherwise, shall not exceed the amount specified in the bond. Every
bond shall provide that no suit shall be maintained to enforce any liability on the
bond unless brought within three (3) years after the act upon which it is based.

(2)

In lieu of posting corporate surety bonds, the applicant may:
(a)

Deposit with the commissioner an irrevocable letter of credit for an amount
equal to the required bond upon which the applicant is the obligor, issued by a
bank approved by the commissioner, whose deposits are insured by the
Federal Deposit Insurance Corporation;

(b)

Establish an account payable to the commissioner m a federally insured
financial institution in this state and deposit money of the United States in an
amount equal to the amount of the required bond; or

(c)

Deposit with the commissioner an escrow agreement for a savings certificate
of a federally insured financial institution in this state for an amount payable
which is equal to the amount of the required bond and which is not available
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for withdrawal except by direct order of the commissioner. Interest earned on
the certificate accrues to the applicant.
(3)

If the commissioner or the commissioner's representative shall at any time
reasonably determine that the bond or securities aforesaid are insecure, deficient in
amount, or exhausted in whole or part, he may by written order require the filing of
a new or supplemental bond or the deposit of new or additional securities in order to
secure compliance with this chapter, the order to be complied with within thirty
(30) days following service thereof upon the registrant.
Section 7. KRS 294.070 is amended to read as follows:

(1)

The use of the words "certified" or "licensed" or any form thereof separately or in
any combination thereof with other words or syllables, is prohibited as part of the
name of a mortgage loan company or a mortgage loan broker. No license of a
proposed mortgage loan company or a mortgage loan broker having the same
name as a corporation authorized to do business under the laws of this state or a
name so nearly resembling it as to be calculated to deceive shall be issued by the
commissioner.

(2)

No person, unless lawfully authorized to do business in this state under the
provisions of this chapter, and actually engaged in carrying on a mortgage loan or
loan broker business, shall do business under any name or title which contains the
terms "mortgage company," "mortgage loan company," "mortgage loan broker,"
"loan broker," "financial broker," or any combination employing the words
"mortgage," "loan," or "broker," with one (1) or more of the words "association,"
"institution," "society," "company," "corporation," or words of similar import, or
use any name or represent in any manner which indicates or reasonably implies that
his or its business is that of a mortgage loan company or mortgage loan broker as
defined by KRS 294.010.
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(3)

A mortgage loan company or mortgage loan broker required to have a license
under this chapter shall not use the words "bank," "trust," "national," or
"federal," or any form thereof separately or in combination thereof with other
words or syllables as a part ofits name or to otherwise identify itself.
Section 8. KRS 294.075 is amended to read as follows:

(1)

As used in this section, "change of control" means:
(a)

A transfer of voting stock which results in glvmg a person, directly or
indirectly, the power to direct the management and policy of a mortgage loan
company or mortgage loan broker; or

(b)

A transfer of at least ten percent (10%) of the outstanding voting stock of a
mortgage loan company or a mortgage loan broker.

[(2) The eommissioner must approve]A transfer of voting stock of a mortgage loan
company or mortgage loan broker which constitutes a change of control shall be

approved in writing by the commissioner, prior to the transfer.
(3)

The owner, president, chief executive officer or a partner shall apply to the
commissioner for approval of a transfer of voting stock in his mortgage loan
company or mortgage loan broker which constitutes a change of control. The
application must contain information which shows that the requirements of this
chapter for obtaining a license will be satisfied after the change of control.
Section 9. KRS 294.090 is amended to read as follows:

The commissioner may deny, suspend, or revoke any license when the applicant or
licensee:
(1)

Does not meet or has failed to comply with the requirements of this chapter;

(2)

Is unfit through lack of financial responsibility or experience to conduct the
business of a mortgage loan company or mortgage loan broker, as the case may be;
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(3)

Does not conduct his business in accordance with law or the method of business
includes or would include activities which are illegal where performed, or has
willfully violated any provision of this chapter or any regulation hereunder;

(4)

Collects interest at a usurious rate;

(5)

Is in such financial condition that he cannot continue in business with safety to his
customers;

(6)

Has been guilty of fraud

III

connection with any transaction governed by this

chapter, or is the subject of an administrative cease and desist order or similar order,
or a permanent or temporary injunction of any court of competent jurisdiction
entered under any other federal or state act applicable to the registrant; but the
commissioner may not institute a proceeding under this subsection more than one
(1) year from the date of the order or injunction relied on, and he may not enter an
order under this subsection on the basis of an injunction entered under any other
state act unless that order or injunction was based on facts which would currently
constitute a ground for an order under this section;
(7)

Has made any misrepresentations or false statements to, or concealed any essential
or material fact from, any person in the course of acting as a mortgage loan
company or mortgage loan broker, or has engaged in a course of business which has
worked or tended to work a fraud upon any person or would so operate;

(8)

Has knowingly made or caused to be made to the commissioner any false
representation of material fact or has suppressed or withheld from the commissioner
any information which the applicant or licensee possesses, and which if submitted
by him would have rendered the applicant or licensee ineligible to be licensed under
this chapter;

(9)

Has failed to account to persons interest for all funds received for the escrow
account required under KRS 294.130;
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(10) Has refused to permit an examination by the commissioner of his books and affairs
or has refused or failed, within a reasonable time, to furnish any information or
make any report that may be required by the commissioner under the provisions of
this chapter;
(11) Has been convicted of any misdemeanor of which an essential element is fraud, or
any felony, or has pending against him any felony charge; or

(12) Has had any license related to the financial services industry denied, suspended,
or revoked under the laws ofthis state or any other state or the United States.
Section 10. KRS 294.100 is amended to read as follows:
(1)

No mortgage loan company or mortgage loan broker may establish or maintain a
branch office in Kentucky without.filing the registration statement as described in

subsection (5) of Section 3 of this Act and the receipt of prior written approval of
the commissioner.
(2)

Each registration statement[applieation] for approval of the establishment and
maintenance of a branch office shall state the proposed location, the functions to be
performed, and other information which the commissioner may require if different
from that contained in the original application for a license[regiswtion].

(3)

Each registration statement[applieation] under this section shall be sworn
to[llerified] and accompanied by the appropriate fee as set out in KRS
294.034(1)(b).

(4)

Upon the receipt by the commissioner of a registration statement[an applieation]
and the required fee, if he finds that the applicant is otherwise in compliance with
the

provisions

of

this

chapter,

he

shall

approve

statement[applieation] .
Section 11. KRS 294.110 is amended to read as follows:
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anniversary date of the mortgage. No prepayment penalty shall exceed five
percent (5%) ofthe outstanding balance ofthe loan.
Section 12. KRS 294.120 is amended to read as follows:
(1)

Every mortgage loan company may require borrowers to pay all necessary and
reasonable expenses incurred in connection with the making, closing, disbursing,
extending, readjusting, or renewing of loans. Without limiting the generality of the
foregoing, such expenses may include appraisal, attorneys' fees, abstract, recording
and registration fees, title examination, title insurance, mortgage insurance, credit
report, survey, drawing of papers, origination fees, loan closing costs, and taxes or
charges imposed upon or in connection with the making and reporting of any
mortgage.

(2)

Every mortgage loan company also may require the borrowers to pay the cost of all
other necessary and incidental services rendered by the mortgage loan company or
by others in connection with loans in reasonable amounts. Without limiting the
generality of the foregoing, such costs may include the cost of services of
inspectors, engineers, and architects.

(3)

Such initial charges as described in subsections (1) and (2) of this section may be
collected by the mortgage loan company from the borrower and paid to any person
rendering such services, or paid directly by the borrower.

(4)

In lieu of such initial charges to cover such expenses and costs as described in
subsections (1) and (2) of this section, a mortgage loan company may make a
reasonable charge, part or all of which may be retained by the mortgage loan
company which renders such service, or part or all of which may be paid to others
who render such services.

(5)

The fees and charges authorized by this section shall be in addition to interest
authorized by law, and shall not be deemed to be a part of the interest collected or
agreed to be paid on such loans within the meaning of any law of this
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Commonwealth which limits the rate of interest which may be exacted in any
transaction.
(6)

No person shall receive any fee or other compensation of any kind in connection
with procuring any loan, except for services actually rendered as above provided,
and in no event shall a mortgage loan company or mortgage loan broker require
the payment of a fee greater than one hundred dollars ($100) as a condition to
submitting a loan application unless the commissioner shall otherwise prescribe by
rule.

(7)[ Upon receipt of a loan application, the R'lortgage loan COR'lpany shall provide the

applicant 'iYith a ''''fitten explanation of the nature of all fees, eJqJenses and other
costs allov.-'able under subsections (1) and (2) of this section vAlich, whether certain
or uncertain, R'lay be incurred or required of the borrower in cOIH1ection \\'ith the
approval, R'laking, closing and disburseR'lent of the loan.
(&)

The R'lortgage loan company shall furnish a loan settleR'lent statement to each
borrov.-'er upon request one (1) business da-y prior to the settleR'lent date in a foFR'l
eonsistent ',vith the provisions of the Real Estate gettleR'lent Proeedl:H'es Aet of 1974
and any aR'lendR'lents thereto, and in all other regards the R'lortgage loan eompany
shall R'lake the neeessary and appropriate diselosl:H'es eonsistent with the pfO''lisions
of that aet and any am:endR'lents thereto. A eopy of the loan settleR'lent stateR'lent
and any other diselosl:H'e doeuR'lents shall be retained in the reeords of the R'lortgage
loan COR'lpany.

t911 All "letters of commitment," or any other contracts or agreements between
prospective borrowers and a mortgage loan company or a loan broker, where the
borrowers employ services, for a fee or commission, to obtain a loan commitment
or funding from a lending institution shall indicate the terms and conditions thereof,
including a full and detailed description of the services the broker or company
undertakes to perform, a specific statement of the circumstances in which the broker
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or company will be entitled to obtain or retain consideration and the period that
such agreement shall remain in effect.
@ffJ:-Qt}

Failure on the part of any party, with the exception of the borrower, to fulfill

the terms of any loan commitment, letter of commitment, agreement or contract for
the loan of money within the time and on such terms specified therein, or the failure
to make a bona fide effort to secure a loan after receiving a fee for such service,
shall constitute default by the mortgage loan company and any other person so in
default; and any person damaged by such default may sue at law or equity for
damages, reasonable attorneys' fees and interest at the legal rate of interest under
KRS 360.010. Every cause of action for damages under this subsection survives the
death of any person who might have been a plaintiff or defendant. No person may
sue under this subsection more than five (5) years after any act constituting default.
[(11) The failure to disclose a dual ageacy capacity or effsctiag transactioas upoa teffils
and coaditioas other than those stated in the letter of commitffiem, loan
commitmem or aay other comract for the loan of moaey, or emeriag iato an
agreemem vrhich establishes unfair teffils and coaditioas or compeasatioa, as the
commissioaer shall defiae by rule; or any comract of loan ia the makiag or
collectioa of vrhich anj' act shall hM'e beea doae '.Wiich coastitutes a vfillful
violatioa of any provisioa of this sectioa or of KRS 294.110 shall be void, and the
mortgage loan companj' or the leader, if ROt the mortgage loan company, shall have
ao right to collect, receiYe or retaia any imerest or charges vrhatsoeyer oa such loan,
but the oopaid priacipal of the loaa shall be paid ia full.]
Section 13. KRS 294.160 is amended to read as follows:
Every mortgage loan company and mortgage loan broker shall make and keep such
accounts, correspondence, memoranda, papers, books, data and other records as the
commissioner prescribes, or that are required by federal law.[All records so required
shall be presen'ed for three (3) years from the date of collectioa of the last iastallmeat
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payment due under eaeh agreement unless the eommissioner by rule preseribes othePNise
for partieular types of reeords.] Every mortgage loan company and mortgage loan broker
shall file such financial reports as the commissioner by regulation prescribes. If the
information contained in any document filed with the commissioner is or becomes
inaccurate or incomplete in any material respect, the licensee shall promptly file a
correcting amendment.
Section 14. KRS 294.170 is amended to read as follows:
(l)

Every mortgage loan company and mortgage loan broker shall keep at its principal
office correct and complete books of accounts and minutes of proceedings of its
directors, principals, or partners. Complete records of all business transactions at the
principal office shall be maintained at the principal office. Each branch office shall
keep detailed records of all transactions at such branch office and shall furnish full
control records to the principal office.

(2)

No mortgage loan company or mortgage loan broker by any system of accounting
or any device of bookkeeping shall, either directly or indirectly, enter any of its
assets upon its books in the name of any person, partnership, association, or
corporation, or under any title, designation or value that is not thorougWy
descriptive of any assets.

(3)

The affairs of every mortgage loan company and mortgage loan broker and the
records required to be maintained by KRS 294.160 are subject at any time or from
time to time to such periodic, special, or other examinations by the commissioner or
an examiner of the commissioner within or without this state and with or without
notice to the mortgage loan company and mortgage loan broker, as the
commissioner deems necessary or appropriate in the public interest. All books,
papers, and records of assets of the mortgage loan company shall be subject to his
inspection.
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(4)

The examiner shall make a thorough examination into the condition, workings and
affairs of the association and report any violation of law or any unauthorized unsafe
practices or any failure to keep and have correct any required books and records as
he may find to the commissioner.

(5)

A mortgage loan company or mortgage loan broker shall pay a fee for each such
examination based on fair compensation for time and actual expense. For the
purpose of avoiding unnecessary duplication of examinations, the commissioner,
insofar as he deems it practicable in administering this section, may cooperate with
any agency of the state or federal government, other states, or the federal National
Mortgage Association, Government National Mortgage Association, and Federal

Home Loan Mortgage Corporation, and may accept such examinations in whole or
in part in lieu of an examination by the commissioner.
(6)

The commissioner or his examiners or designated representative shall have access
to all books and papers of a mortgage loan company and mortgage loan broker
which relate to their business, and books and papers kept by any officers, agents, or
employees, relating to or upon which any record of its business is kept.
Section 15. KRS 294.220 is amended to read as follows:

(1)

It shall be unlawful for any person to make or cause to be made, in any document

filed with the commissioner or in any proceeding under this chapter, any statement
which is, at the time and in light of the circumstances under which it is made, false
or misleading in any material respect.
(2)

It shall be unlawful for any mortgage loan company or mortgage loan broker, in

connection with the operation of a mortgage loan business or the management or
servicing of mortgage contracts, directly or indirectly:
(a)

To employ a device, scheme, or artifice to defraud;

(b)

To engage in any act, practice, or course of business which operates or would
operate as a fraud or deceit upon any person;
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(c)

To fail to disburse funds in accordance with a loan commitment;

(d)

To delay closing of any mortgage loan for the purpose of increasing interest,
costs, fees, or charges payable by the borrower{

(e)

Upon receipt of a customer's written request. to delay beyond two

(2)

business days the issuance of a written loan payoff amount or to delay
beyond ten (10) business days the issuance ofa payment history.
(3)

Unless exempted by KRS 294.020, it shall be unlawful for any person to transact
any mortgage loan business in this state unless it:
(a)

Qualifies to do business in Kentucky as required by KRS Chapter 271B; and

(b)

Complies with the provisions of this chapter.

SECTION 16.

A NEW SECTION OF KRS CHAPTER 294 IS CREATED TO

READ AS FOLLOWS:

(1)

Reports of examination. and correspondence that relates to the report of
examination. of a mortgage loan company or mortgage loan broker shall be
considered confidential information. No officer or director of a mortgage loan
company or mortgage loan broker. employee ofthe department. or employee of a
state or federal regulatory authority shall release any information contained in
the examination. except when:
fa)

Required in a proper legal proceeding in which a subpoena and protective
order insuring confidentiality has been issued by a court of competent
jurisdiction; or

(b)

The information is referred to an appropriate prosecuting attorney for
possible criminal proceedings.

(2)

The department may furnish to and exchange information and reports with
officials and examiners of other properly authorized state or federal regulatory
authorities.
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(3)

Every official report concerning a mortgage loan company or mortgage loan
broker, and every report ofexamination, shall be prima facie evidence ofthe facts
therein stated for all purposes in any action in which the department, mortgage
loan company, or mortgage loan broker is a party.
Section 17. KRS 294.990 is amended to read as follows:

(1)

Any person who willfully violates any provision of this chapter, except KRS
294.220(1), or who willfully violates KRS 294.220(1) knowing the statement to be
false or misleading in any material respect, shall be guilty of a Class D felony.

(2)

Any person who willfully violates any rule or order of the commissioner, authorized
under this chapter, shall be guilty of a Class A misdemeanor, but no person may be
imprisoned for violation of any rule or order of which that person did not have
actual knowledge.

(3)

The commissioner may refer the evidence available concerning violations of this
chapter or any rule or order hereunder to the appropriate prosecuting attorney, who
may, with or without reference, institute the appropriate criminal proceeding under
this chapter.

(4)

Nothing in this chapter shall limit the powers of the state to punish any person for
any conduct which constitutes a crime.

(5)

The commissioner may[sJ.:iall] assess a fine of not less than one thousand dollars
($l,OOO)[fifty dollars ($50)] nor more than five thousand dollars ($5,OOO)[ftl:1edred

dollars ($500)] against any mortgage loan company or mortgage loan broker that
violates any provision of this chapter[fails to perfofR'l tJ.:ie dl:1ties set ol:1t ie

~g

294.130]. The Attorney General shall institute an action, in the name of the

Commonwealth, in the Franklin Circuit Court or the Circuit Court of the county in
which the violation occurred, for the recovery of the fine.
(6)

Any person who shall engage in the businesses regulated by this chapter without
first securing a license therefor shall be guilty of a misdemeanor and upon
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conviction shall be punished by a fine of not less than five hundred dollars ($500)
nor more than one thousand dollars ($1,000).
[(7) Any person 'Hho, after a sease and desist order has been issued by the
sommissioner, violates any provision of the sease and desist order, shall be
punished by a fine of not less than five oondred dollars ($500) nor more than one
thousand ($1000). The fine shall not be deemed to limit the power of the
sommissioner to revoke any lisense.]
Section 18. The following KRS section is repealed:
294.115 Broker to furnish disclosures in writing to borrower.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 516

AN ACT relating to banking.
Amend various statutes in KRS Chapter pertaining to banking to include savings and loan association
in the definition of national bank; change the membership of the Financial Institutions Board; permit the
commissioner to designate certain employees to sign documents under his instructions; require any bank
with branches to use the same name for all branches in Kentucky; delete the requirement that each bank
director own a minimum of capital stock; delete requirement that minimum capital stock be based on
population of city and require capital stock in the amount of $2,500,000; provide that not less than 50
percent of the minimum capital stock be designated as surplus; delete provision that allows investment in
real property when all or a portion of the improvements for use as its home office or for branch offices so
long as the real estate is used for carrying on its legitimate business as permitted by the Constitution;
delete requirement that net profits be computed by deducting bad or suspended debts; authorize the
commissioner to call at any time, rather than at least twice a year, for publication of a financial statement;
require that the assessment schedule be set by regulation rather than the statute; the report required of
banks to be made to the commissioner must specify any information the commissioner requires; delete
from definition of revolving credit plan purchases by check or other device; require board of directors of
any combined bank that operates as a branch of the surviving bank to meet quarterly rather than monthly;
permit a Kentucky bank to acquire a branch in another state if that state permits the acquisition; permit
banks to rely conclusively on the form and terms of account in transferring or releasing joint account
funds subsequent to the date of death of one or more named joint account holders; establish a 5 year
statute of limitations for an action for an injury by a trustee to the rights of a beneficiary of a trust; provide
that KRS Chapter 413 shall not apply to an express trust that is both continuing and subsisting; amend
KRS 41.220, 287.820, 287.990, and 413.130 to conform; repeal KRS 287.061 which pertains to
publication of an application for approval of a bank or branch and repeal KRS 287.205 that provides when
a national bank may act as fiduciary.
HB 516 - AMENDMENTS
HCS - Amend KRS 287.235 to establish that no gain or loss shall be recognized for Kentucky income
tax purposes by a common trust fund under certain circumstances.
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Feb 5-introduced in House
Feb 6-to Banking and Insurance (H)
Feb 9-posted in committee
Feb 12-reported favorably, 1st reading, to Calendar with Committee Substitute
Feb 17-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for February 18,
1998
Feb 23-3rd reading, passed 89-1 with Committee Substitute
Feb 24-received in Senate
Feb 25-to Banking and Insurance (S)
Mar II-reported favorably, 1st reading, to Consent Calendar
Mar 12-2nd reading, to Rules
Mar 13-posted for passage in the Consent Orders of the Day for March 17, 1998
Mar 17-3rd reading, passed 27-9
Mar 18-received in House
Mar 19-enrolled, signed by each presiding officer, delivered to Governor
Mar 27-signed by Governor
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AN ACT relating to banking.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 287.010 is amended to read as follows:
As used in this chapter, unless the context requires otherwise:
(1)

"Bank or state bank" means any bank which is now or may hereafter be organized
under the laws of this state or a combined bank and trust company;

(2)

"National bank" or "national bank association" means a bank created by Congress
and organized pursuant to the provisions of federal law, including savings and loan

associations;
(3)

"Out-of-state bank" means a bank chartered under the laws of any state other than
Kentucky;

(4)

"Home state" means:
(a)

With respect to a state bank or out-of-state state bank, the state by which the
bank is chartered; and

(b)

With respect to a national bank, the state in which the main office of the bank
is located;

(5)

"Home state regulator" means, with respect to an out-of-state state bank, the bank
supervisory agency of the state in which such bank is chartered;

(6)

"Host state" means a state, other than the home state, in which the bank maintains,
or seeks to establish and maintain, a branch;

(7)

"Commissioner" means the commissioner of financial institutions;

(8)

"Department" means the Department of Financial Institutions;

(9)

"Population" means the population as indicated by the latest regular United States
census;

(10) "Trust company" includes every corporation authorized by this chapter to do a trust
business;
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(11) "Undivided profits" means the composite of the bank's net retained earnings from
current and prior years' operations;
(12) "Capital stock" shall mean, at any particular time, the sum of:
(a)

The par value of all shares of the corporation having a par value that have
been issued;

(b)

The amount of the consideration received by the corporation for all shares of
the corporation that have been issued without par value except such part of the
consideration as has been allocated to surplus in a manner permitted by law;
and

(c)

Such amounts not included in paragraphs (a) and (b) of this subsection as have
been transferred to stated capital of the corporation, whether through the
issuance of stock dividends, resolution of the bank's board of directors under
applicable corporate law or otherwise by law; and

(13) "Surplus" means the amount of consideration received by the corporation for all
shares issued without par value that has not been allocated to capital stock or the
amount of consideration received by the corporation in excess of par value for all
shares with a par value or both.
Section 2. KRS 287.013 is amended to read as follows:
(1)

There is created a Financial Institutions Board. The board shall consist of twelve
(12) members appointed by the Governor who shall serve terms of four (4) years,
except the initial terms shall be established as hereafter provided. It is
recommended that the board appointments made by the Governor be selected from
the following:
(a)

Three (3)[Four (4)] members selected from the banking industry regulated by
the department with appropriate recognition as to bank size and geographic
diversity;
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(b)

Three (3) members[One (1) member] selected from the broker/dealer

securities industry regulated by the department;
(c)

One (1) member selected from the credit union industry regulated by the
department;

(d)

One (1) member selected from the consumer finance or industrial loan
industry regulated by the department;

(e)[ One (1) member seleeted from the savings and loan industry regulated by the
department;

Em

Three (3) members selected from the public at large who are knowledgeable
concerning financial institutions, the legislative process and consumer
interests, two (2) of whom are not employees, officers or directors of any
financial institution; and

{l2fB5H
(2)

The commissioner, who shall also serve as chairman of the board.

All members of the board from the banking industry, securities industry, credit
union industry, consumer finance, or industrial loan industry[ or savings and loan
industry] shall be persons with practical experience in the industry so represented
and currently serving at the executive level of that industry at the time of their
appointment.

(3)

At the first meeting of the board, a drawing by lot shall be conducted to determine
the length of each original member's term. Initially, there shall be four (4) four (4)
year terms, five (5) three (3) year terms, and two (2) two (2) year terms. Vacancies
in the membership of the board shall be filled in the same manner as original
appointments. Appointments to fill vacancies occurring before the expiration of a
term shall be for the remainder of the unexpired term.

(4)

No member of the board, other than the commissioner, shall serve more than two
(2) consecutive terms on the board.
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(5)

The board shall first meet at the call of the Governor and thereafter as the board
shall determine, but at least quarterly, at a time and place determined by the
chairman. The board may elect other officers for the conduct of its business. A
majority of board members shall constitute a quorum, and a decision shall require
the majority vote of those present. Each board member shall have one (1) vote, and
voting by proxy shall be prohibited.

(6)

Board members shall receive one hundred dollars ($100) per diem for each board
meeting which they attend and shall be reimbursed for other reasonable and
necessary expenses incurred while engaged in carrying out the duties of the board.

(7)

The board shall:
(a)

Prepare and submit at the Governor's request a list of candidates qualified to
serve as commissioner and recommend to the Governor a proposed salary for
each nomination for commissioner;

(b)

Recommend to the Governor a proposed salary structure for other
departmental staff in order to provide competitive salaries for recruitment and
retention of staff;

(c)

Receive and comment on various reports relating to the department and its
activities as submitted to the board by the commissioner or the Governor; and

(d)

Review, consider and make recommendations to the commissioner on any
matters referred to the board by the commissioner or the Governor.

(8)

In no event shall the board or its members interfere with the statutory duties of the
commissioner whose decisions shall be governed by law.
Section 3. KRS 287.020 is amended to read as follows:

(1)

The commissioner may promulgate, amend, and repeal any administrative
regulations, forms, and orders as are necessary to interpret and carry out the
provisions and intent of this chapter. He shall devise a seal for his department, a
description of which, together with an impression thereof and a certificate of
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approval by the Governor, shall be filed in the office of the Secretary of State. The
seal shall be renewed whenever necessary.
(2)

The commissioner of financial institutions and his deputies shall be allowed their
necessary traveling and other expenses of conducting their office.

(3)

The commissioner of financial institutions may issue a finding of permissible
activities, services, or products to authorize banks to engage in any banking activity
in which the banks could engage were they operating as national banks at the time
the authority is granted. Any finding shall be specifically limited to the activity,
service, or products contained therein and shall be mailed to all banks. This section
shall not apply to activities prohibited under Subtitle 9 of KRS Chapter 304.f-+I:l8
hearing procedures ofKRS 287.061 shall be applicable to the issuance ofa finding.]

(4)

Nothing herein contained shall be construed to repeal, modify, or alter the
restrictions of KRS 287.105 relative to the leasing of motor vehicles, or of KRS
287.180 relative to the establishment of branches.

(5)

The commissioner may designate the deputy commissioner, division directors,
general counsel, or branch managers to sign documents under his instructions.
Section 4. KRS 287.030 is amended to read as follows:

(1)

As used in this section, "person" includes a natural person, partnership, corporation,
association, business trust, voting trust, or similar organization.

(2)

No persons, except corporations, shall engage in the business of private banking in
this state.

(3)

No bank incorporated under the laws of another state or national bank having its
principal place of business outside this state shall transact any banking business in
this state except to lend money, unless specifically authorized by law or
administrative regulation, or except as permitted following a merger transaction
within the meaning of Section 44 of the Federal Deposit Insurance Act pursuant to
12 U.S.C. sec. 1811 et seq., approved after June 1, 1997.
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(4)

No person who after July 13, 1984, owns or acquires more than one-half (l/2) of the
capital stock of a bank shall act as insurance agent or broker with respect to any
insurance except credit life insurance, credit health insurance, insurance of the
interest of a real property mortgagee in mortgaged property, other than title
msurance.

(5)

No bank incorporated under the laws of the Commonwealth of Kentucky shall make
any loan or discount on the security of the shares of its own capital stock, or the
shares of stock of a bank holding company which controls the bank to the extent
that such loan or discount secured by such shares exceeds the amounts permitted by
Section 23(A) of the Federal Reserve Act (12 U.S.c. sec. 37lc) as that section reads
on July 15, 1986, nor be the purchaser or holder of any such shares, except that a
bank may take property of any kind to satisfy or protect a loan previously made in
good faith and in the ordinary course of business; and stock so purchased or
acquired, shall, within six (6) months from the time of its purchase or acquisition,
be sold or disposed of at public or private sale. This subsection shall not affect or
modify in any way KRS 386.025, but said section shall remain in full force and
effect.

(6)

Any state or national bank with branch oUices in Kentucky shall use at all times
the same name (or all its branch oUices in Kentucky.
Section 5. KRS 287.050 is amended to read as follows:

(1)

Before filing the articles of incorporation of any financial institution mentioned in
KRS 287.040, the incorporators shall present a copy of their proposed articles to the
commissioner who shall investigate the financial standing, moral character and
capability of each of the incorporators and proposed executive officers and
directors, if known, and determine whether there is reasonable assurance of
sufficient volume of business for the proposed corporation to be successful, and
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whether the public convenience and advantage will be promoted by the opening of
the proposed corporation.
(2)

In the event that the institution for which a charter is sought is to be created solely
for the purpose of effectuating a merger or consolidation to facilitate the formation
of a bank holding company, the commissioner may waive all or any part of the
requirements of this chapter[sl:l-bsection (1) oftais section].

(3)

If the commissioner determines that it is expedient and desirable to permit the
proposed corporation to engage in business, he shall approve the articles of
incorporation in writing, and the articles then may be filed and recorded as provided
in the general corporation law.

(4)

All amendments to the articles of incorporation of any financial institution
mentioned in KRS 287.040 shall be approved by the commissioner before filing
with the Secretary of State.
Section 6. KRS 287.060 is amended to read as follows:

(l)

Before any financial institution mentioned in KRS 287.040 may transact any
banking or trust business, it shall file a written oath with the commissioner. The
oath shall be taken by each director of the institution, and shall state in substance:
(a)

That such director is a citizen of the United States, and the State of Kentucky,
or, if not, the place of his residence;

(b)

That he will faithfully discharge the duties of his office and administer the
affairs of the institution, so far as the duties of his office require;

(c)

That he will uphold the laws of the state, and particularly the banking and
trust laws.

(2)

The oath shall be taken before any officer authorized to administer oaths, and shall
be taken upon the election of any subsequent director or reelection of any director.
The oath shall be maintained by the bank and be subject to review at
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having a book value of at least one thousand dollars ($1,000) at the time such
person becomes a director, and the certificates of such stock shall remain in the
eKclusiYe custody and control of that bank or trust company during his term of
office.
~

A majority of the directors of any board must be residents of Kentucky during their
term of office.

alfEJtl

Each director shall exercise such ordinary care and diligence as necessary and

reasonable to administer the affairs of the bank in a safe and sound manner. In this
regard, the bank shall furnish each director with a copy of an appropriate
publication outlining the duties of a bank director and an updated copy of the
Kentucky banking law, and maintain in the bank updated copies of federal banking
laws, as determined by administrative regulations.
Section 8. KRS 287.070 is amended to read as follows:
[(1) The capital stock of any financial institution mentioned in

~g

287.040 organized

prior to May 31, 1938, shall be maintained in th@ amoBiit F@qaiF@d by th@ law in
@Hect on May 30, 1938.

(2)

]The minimum capital stock of any bank or trust company organized after May 30,

1938 shall be two million five hundred thousand dollars ($2,500,000). Additional

capital may be required depending upon an investigation of the application, at the
discretion oUhe commissioner[as follows, according to th@ city in which it is locat@d:

(3)

Citi@s ofap to 7,999 pop1:llation

$ 25,000

Citi@s of 7,999 to 19,999 pop1:llation

$ 50,000

Cities of20,000 to 100,000 pop1:llation

$100,000

Citi@s of OY@F 100,000 pop1:llation

$200,000

Th@ minim1:lm capital stock of any combin@d bank and tr1:lst company, combin@d
bank and r@al estat@ title ins1:lraac@ compaay or combined trust and real @stat@ title
ins1:lFanc@ company or combin@d bank tFI:lSt aad r@al estate titl@ ins1:lFanc@ company,
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organized after May 30, 1938, sHall be not less tHan twice the amount stated in
subsection (2) of tHis section].
Section 9. KRS 287.080 is amended to read as follows:
The minimum capital required of a financial institution by KRS 287.070 shall be paid in
full in money. Not less than fifty percent (50%) of the minimum capital required shall

be designated as surplus[, and in addition thereto there shall be so paid in a surplus of
not less than fifty percent (50%) of the minimum capital required]. Such money shall be
in the custody of the directors before the corporation may commence business. None of
the original minimum capital of a financial institution may be designated as undivided
profits.
Section 10. KRS 287.103 is amended to read as follows:
(1)

It is hereby declared to be the policy of the Commonwealth of Kentucky that the

investment of funds, by a bank chartered under the laws of Kentucky or a national
banking association having its principal office in Kentucky, in real and personal
property as now or hereafter provided by this chapter, be recognized as a normal,
proper, necessary, and integral part of the legitimate business of such state or
national banks.
(2)[ Upon approval of the commissioner in the case ofa state bank, or the proper federal
supervisory authority in the case of a national bank, the institution may invest its
funds in real property and/or improvements oa such real property '....hea all or a
portion of the improvements are for use as its home office or for branch offices so
loag as the said real estate is used for carryiag oa its legitimate business as
permitted by

~ectioa

192 of the Coastitution afthe

~tate

ofKeatucky.

tJjf All property owned and held by a state or national bank under this section shall be
deemed to be property that is proper and necessary for carrying out its legitimate
business within the meaning of KRS Chapter 271 B or any section of the Kentucky
Revised Statutes relating to escheat.
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Section 11. KRS 287.105 is amended to read as follows:
Subject to such limitations and conditions as the commissioner may from time to time
prescribe by general regulations, any bank or trust company organized under the laws of
this state may purchase, hold and become the owner and lessor of personal propertyf
aeq1:lired 1:lpOR the speeifie req1:lest of and for the 1:lse of a e1:lstOiHer] and may incur such
additional obligations as may be incident to becoming an owner and lessor of such
personal property, provided, however, that the net unrecovered investment of such bank
or trust company in such personal property shall, for the purposes of KRS 287.280 only,
be deemed to be an indebtedness of the lessee thereof, and such personal property shall be
considered to be collateral securing such indebtedness.
Section 12. KRS 287.214 is amended to read as follows:
Notwithstanding the provisions of any other law, a bank[ or tmst eompaRy] may take,
receive, reserve and charge on money due or to become due on any contract or other
obligation 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 extensions of credit on
its own account, but may make extensions of credit for trust assets under management.
Section 13. KRS 287.350 is amended to read as follows:
(l)

The board of directors of any bank or trust company organized under the laws of
this state may declare a dividend of so much of the net profits as they deem
expedient. The net profits shall be computed by deducting all expenses, losses,f-bad
or s1:lspeRded debts] and interest and taxes accrued or due from the bank.

(2)

Before any dividend is declared, other than upon its preferred stock, not less than
ten percent (10%) of the net profits of the bank for the period covered by the
dividend applicable to its common stock shall be carried to its surplus fund until
such surplus fund amounts to a sum equal to the amount of its common capital
stock.
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(3)[ All debts due to a bank or trust company on which interest is due and unpaid for six
(6) months, unless the debts are well secured or in the process of collection, ai'e bad
or suspended debts within the meaning of this section.

f4# The approval of the commissioner shall be required if the total of all dividends
declared by such institution in any calendar year shall exceed the total of its net
profits of that year combined with its retained net profits of the preceding two (2)
years, less any required transfers to surplus or a fund for the retirement of preferred
stock or debt.
Section 14. KRS 287.385 is amended to read as follows:
For the purpose of borrowing money from a state or national bank for their own higher
educational purposes, the disabilities of nonage of minors are removed for all purposes,
whether male or female. Any minor is authorized to make and execute any and all
promissory notes, contracts, or other instruments necessary to be executed by him in
order to borrow money for his own higher educational purposes, and such promissory
notes, contracts or other instruments shall have the same force and effect as though they
were the obligations of persons over the age of their majority[; provided that no such
obligation shall be valid if the rate of interest thereon e}Eceeds ShE percent (6%) per
ar.num, simple interest]. Any promissory note, contract or other instrument entered into
by any such person pursuant to the provisions of this section shall have the approval of
the parent or guardian of such minor and of the financial officer of the institution of
higher learning.
Section 15. KRS 287.420 is amended to read as follows:
Within ten (10) days after the commissioner calls upon a bank or trust company, it shall
publish pursuant to KRS Chapter 424 on a form furnished by the commissioner, a
condensed statement of its financial condition, at the close of business on the date named
in the call. The commissioner may make the call at any time he desires[ and shall make at
least

1'.\'0

(2) calls in each year]. Such published statement shall contain all information
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as the commissioner shall require[show the total amounts of loans, overdrafts, money
invested in bonds and other seeurities,

mone~'

due from banks, eheeks and other eash

items, eash on hand, eapital paid in, surplus fund, undivided profits (less eJ(pense and
taJ(es paid), money due to other banks, individual deposits subjeet to cheek, demand
certificates of deposit, time deposits, outstanding certified cheeks and cashier's cheeks
and such other items as will show the actual financial condition of the bank or trust
company making the report]. The reports shall be signed and sworn to either by the
president, vice presidentJ.f-erl cashier, or one (l)[and signed by at least three (3)] of the
directors. A copy of the report, certified to by the publisher, shall be kept in the files of
the bank or trust company for review by the department.
Section 16. KRS 287.450 is amended to read as follows:
(1)

Every state bank, branch of an out-of-state state bank, or trust company doing
business under the laws of this state shall be subject to inspection by the
commissioner or by an examiner appointed by the commissioner. Examination shall
be made of each institution at least once every twenty-four (24) months, unless
other examinations are accepted as provided in subsections (3), (4), and (5) of this
section, and not more than twice unless it appears from examination or from the
reports of the institution that it has failed to comply with laws or regulations
relating to banks or trust companies, or has engaged in unsafe or unsound banking
practices.

(2)

The commissioner, deputy commISSIOner, and each examiner may compel the
appearance of any person for the purpose of the examination, which shall be made
in the presence of one (1) of the officers of the institution being examined.

(3)

Any bank that becomes a member of a Federal Reserve Bank shall be subject to the
examination required by the Federal Reserve Act, (38 Stat. 251) as amended, and
the commissioner may, in his discretion, accept examinations made by the Federal
Reserve authorities in lieu of examinations made under state laws. The
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commissioner shall furnish to the Federal Reserve agent of the district in which the
member bank is situated, copies of reports and examinations made of the member
bank.
(4)

The commissioner may, in his discretion, accept examinations made by the Federal
Deposit Insurance Corporation in lieu of examinations made under state laws.

(5)

The commissioner may, in his discretion, enter into cooperative, coordinating, and
information-sharing agreements with any other bank supervisory agencies or any
organization affiliated with or representing one (1) or more bank supervisory
agencies with respect to the periodic examination or other supervision of any branch
of an out-of-state state bank, or any branch of a state bank in any host state. The
commissioner may accept reports of examinations and reports of investigation from
other bank supervisory agencies and home state regulators in lieu of examinations
made under state law. The commissioner may enter into joint examinations or joint
enforcement actions with other bank supervisory agencies having concurrent
jurisdiction over any branch of an out-of-state state bank or any branch of a state
bank located in any host state. Information produced or provided under this

section shall be considered confidential as provided in KRS 287.470.
Section 17. KRS 287.480 is amended to read as follows:
(1)

The following fees shall be paid to the commissioner by corporations engaged in a
banking or trust business:
(a)

For the investigation incident to the approval of articles of incorporation,
applications for branch banks and loan production offices, and applications to
relocate a main or branch office, the fee shall be sufficient to cover the cost of
the investigation based upon fair compensation for time and actual expense;

(b)[ For eaeh report, a filing fee of t1Nent)' five dollars ($25);
(e)} For each state bank and branch of an out-of-state state bank subject to

inspection and examination by the commissioner, an annual assessment based
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on the assets of the banks and branches, other than assets held by it in a
fiduciary capacity, as reported to the department by the banks and branches as
of the thirty-first day of December of the previous year. The assessment
schedule shall be at the rates the commissioner shall determine to be necessary
to carry out the duties of the department and shall be reasonably related to the
costs[, other than sosts of

e~[amiaatioa,]

incurred by the department in

regulating banks and branches. The assessment schedule shall be set by

administrative regulation[The assessmeH:ts for aay oae (1) year shall Hot
EHweed a sum equal to fi'le seats ($0.05) per eash oae thousaad dollars
($1,000) aad aay frastioa thereof of the total aoatrust assets;
Ed)

For aa)'

e~[aIH:iaatioas

ooder KRS 287.4 50, a fee shall be sollested suffieieat

to sover the sost of the

e~mmiaatioa

based upoa fair sompeasatioa for time

aad astual expEmse];
(flf(e)]-

For the examination of the assets held by the institution in a fiduciary

capacity, the fee shall be sufficient to cover the cost of the investigation based
upon fair compensation for time and actual expense. The commissioner may
accept examinations made of the trust department in combined banks and trust
companies by examiners for the Federal Reserve System, Federal Deposit
Insurance Corporation, or a certified public accountant; and
@AA]-

Extraordinary services performed, in addition to examinations, for any

financial institution, including institutions in liquidation under the supervision
of the commissioner, shall be paid for by the institution upon the basis of fair
compensation for time and actual expense.
(2)

The commissioner, in his discretion, may enter into cooperative agreements with
other bank supervisory agencies having concurrent jurisdiction over any branch of
an out-of-state state bank or any branch of a state bank located in any host state, or
any organization affiliated with one (1) or more bank supervisory agencies for the
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collection, remittance, and sharing of fees authorized m subsection (1) of this
section.
Section 18. KRS 287.490 is amended to read as follows:
(1)

Every institution under the supervision of the department shall make a[ v,trittea]
report to the commissioner whenever required by him to do so. The commissioner
shall not require more than five (5) reports from anyone (1) institution in anyone
(1) year, unless he deems it necessary in order to obtain complete information{;--aHd
each report shall be verified by the oath of the corporatioa's presideat or VIce
president, aad its secretary or cashier, or two (2) priacipal officers].

(2)

The reports shall show the actual condition of the bank making the report at the
close of business on a date designated by the commissioner and shall specify any

information required by the commissioner~
(a)

The amount of its capital stock and the aumber of shares into vrhich it is
divided;

(b)

The Hames of the directors, and the HUmber of shares of stoek held by them;

(e)

The total amouat of eapital actually paid ia, and the total amount of surplus
and other reserve funds;

(d)

The total amount due depositors, aad all other liabilities;

(e)

The total amount and eharaeter of overdrafts seeured, overdrafts aot seeured
and all other assets;

(f)

The amount at wfiich the lot and buildiag occupied by the bank for the
traasactioa of its busiaess stands debited oa its books, and the market value of
all other real estate held, aad how acEtuired, the amount at 'Nfiich it stands
debited oa the books, aad wfiere situated;

(g)

The amount loaned oa real estate;

(h)

The iadebtedaess or liability of each officer, aad of each director to the bank;

(i)

The amount iavested ia boads aad stocks;
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G)

The amount loaned on stoeks aad bonds, on other seeurities, eommereial
paper and other notes and bills;

Ek)

The aetual amount of money on hand and on deposit in other baflks, and the
name of sueh baflks where deposited;

(1)

Any other property held, or money loaned, deposited, iWlested or plaeed, not
otherwise mentioned in this seetion, aad the plaee '?mere situated and the
value of the property, and the amount loaaed, deposited, or plaeed; and

Em) Any other information required by the eommissioner].
(3)

Any officer, director or board of directors of a bank or trust company shall
immediately notify the commissioner concerning any information relating to that
financial institution of which they have personal knowledge, involving fraud,
defalcation, misfeasance or violations of this chapter. Failure to so notify the
commissioner shall be grounds for officer or director removal pursuant to KRS
287.690.
Section 19. KRS 287.710 is amended to read as follows:

As used in KRS 287.720 to 287.770, unless the context otherwise requires:
(1)

"Bank" means a bank organized under the laws of this state or of the United States,
or any assignee of the bank's rights under a revolving credit plan.

(2)

"Credit card" means any single card, plate or other credit device that is reusable by
a debtor from time to time to obtain extensions of credit under a revolving credit
plan. Checks, drafts and similar instruments that can be used only once to obtain a
single credit extension are not credit cards.

(3)

"Debtor" means a person to whom or for whose benefit credit is extended pursuant
to a revolving credit plan and any other person having actual, implied or apparent
authority to obtain extensions of credit under such plan for the debtor.

(4)

To "extend credit" or "extension of credit" means the right granted by a bank to a
debtor to defer payment of debt, incur debt and defer its payment, or purchase
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goods, services or anything else of value and defer payment therefor pursuant to a
revolving credit plan.
(5)

"Finance charge" means the sum of all charges, payable directly or indirectly by the
debtor, and imposed directly or indirectly by a bank: as an incident to an extension
of credit pursuant to a revolving credit plan, including interest and any amount
payable under a point, discount or other system of additional charges, service or
carrying charges, loan fee, finder's fee or similar charge, fees for an investigation or
credit report or premiums or other charges required by the bank: to be purchased
from or through it or an agency named by it for any guarantee or insurance
protecting the bank against the debtor's default or other credit loss. The term does
not include amounts, if any, collected by the bank, or included in the extension of
credit which are fees and charges prescribed by law which actually are or will be
paid to public officials for determining the existence of or for perfecting or
releasing or satisfying any security related to credit extended pursuant to the plan or
taxes.

(6)

"Revolving credit plan" or "plan" means an arrangement between a bank: and a
debtor pursuant to which:
(a)

The bank: may extend credit to the debtor by permitting the debtor to make
purchases of goods, services and anything else of value or obtain loans, from
time to time, directly from the bank: or indirectly by use of a credit cardf;
check or other aevice, as the plan may proviae];

(b)

The unpaid balances of purchases made, the principal of loans obtained and
finance and other appropriate charges are debited to the debtor's account;

(c)

A finance charge, if made, is not precomputed, but is computed on the
outstanding unpaid balances of the debtor's account from time to time; and

(d)

The bank renders bills or statements to the debtor at regular intervals, which
need not be a calendar month (the "billing cycle"), the amount of which bills

A-124

UNOFFICIAL COpy AS OF··· 03/23/98

or statements is payable by and due from the debtor on a specified date stated
in such bill or statement or, at the debtor's option, may be paid in installments.
Section 20. KRS 287.905 is amended to read as follows:
(1)

Any bank holding company which proposes to acquire control of a bank chartered
in this state or a bank holding company which includes a bank chartered in this
state, shall concurrently file with the commissioner copies of the application filed
with the federal reserve board under applicable federal law. The commissioner shall
approve such acquisition within ninety (90) days of acceptance of a complete
application if he finds that:
(a)

The terms of the acquisition are in accordance with the laws of this state;

(b)

The financial condition, or the competence, experience and integrity of the
acquiring company or its principals are such as will not jeopardize the
financial stability of the acquired bank or bank holding company;

(c)

The public convenience and advantage will be served by the acquisition; and

(d)

No federal regulatory authority whose approval is required has disapproved
the transaction because it would result in a monopoly or substantially lessen
competition.

(2)

A nonrefundable fee shall accompany each application and shall be set by the
commissioner in accordance with KRS 287.480.

(3)

The commissioner may examine or elect to participate in a joint examination, with
the applicable federal or state regulatory agency, of any holding company or
nonbank subsidiary of the holding company that controls or is affiliated with a
state-chartered bank. The provisions of KRS 287.690 apply to the holding

company or nonbank subsidiary of the holding company that controls or is
aUiliated with a state-chartered bank.
(4)

The commissioner may enter into cooperative agreements with federal or state
regulatory authorities to examine an out-of-state bank that is controlled by a
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Kentucky bank holding company or is controlled by a bank holding company which
includes a state-chartered bank, or accept reports of examinations of such out-ofstate banks from federal or state regulatory authorities in lieu of conducting
examinations.
(5)

The commissioner may enter into cooperative agreements with federal or state
regulatory authorities to exchange confidential information and reports of
examination relating to interstate acquisitions of banks and bank holding
compames.

(6)

The cost of an examination shall be assessed against and paid by the company
examined. The assessment for the examination shall be calculated in the same
manner as that used for bank examinations.
Section 21. KRS 287.915 is amended to read as follows:

(1)

Notwithstanding any other provision ofKRS Chapter 287:
(a)

An individual or bank holding company that controls two (2) or more banks
having their principal offices in this Commonwealth may, from time to time,
combine any or all of the commonly controlled banks in this Commonwealth
into and with anyone (1) of the banks, and thereafter the surviving bank,
which shall have its principal office in this Commonwealth, shall continue to
operate its principal office and may operate the other authorized offices of the
banks so combined as branches of the surviving bank; and

(b)

Any combination authorized by this section shall not require the approval of
the commissioner of financial institutions, but on or before thirty (30) days
prior to consummation of any combination, the proposed surviving bank shall
notify the commissioner of the combination, and on the effective date of any
such combination the charter of any combined bank organized under the laws
of this Commonwealth shall be surrendered.

(2)

Following any combination authorized by this section:
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(a)

The survIvmg bank may, subject to the approval of the commissioner as
provided in KRS 287.180(2), establish and operate additional branches in any
county where any bank involved in the combination had established a branch
or main office;

(b)

Any combined bank which is being operated as a branch of the surviving bank
shall have a board of directors, a majority of which shall be residents of the
combined bank's community, which shall meet not less often than

quarterly [monthly] to advise the branch in a nonfiduciary capacity with
respect to the branch's community activities and affairs, customer relations,
and local charitable activities;
(c)

The surviving bank shall maintain a record of the deposits in each of its
offices resulting from such combination or thereafter established as provided
in paragraph (a) of this subsection; and

(d)

With the approval of the commissioner, all ofa bank's offices in a countyfa
eombined bank's former main offiee and all of the branehes in one (1) eoenty
e~(isting

on the date of the eombination aethorii3ed by this seetion] may be

transferred, by a purchase and assumption or other transaction, by thef
sm..viving] bank to a newly chartered bank having its principal office in the

same county[ Vlthere the main offiee of the eombined bank ViaS loeated prior to
the eombination], or to an existing bank. [ftransferred to a newly chartered

bank, the years in existence ofthe newly chartered bank shall be deemed to
be in excess of five (5) years[or bank holding eompany. If transferred to a
newly ehartered bank, the years in

e~dstenee

of the newly ehartered bank shall

be deemed to be the same as the eombined bank prior to the eombination].

(3)

For purposes of this section:
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(a)

The term "combine" or "combination" includes a merger or the acquisition of
all or substantially all of the assets of a bank already controlled by an
individual or bank holding company;

(b)

An individual or bank holding company "controls" a bank if that individual or
company, directly or indirectly, owns, controls, or has the power to vote at
least eighty percent (80%) of the issued and outstanding voting securities of
the bank;

(c)

"Combined bank" means any bank participating in a combination authorized
by this section other than the surviving bank;

(d)

"Surviving bank" means a bank into which a combined bank has been
combined;

(e)

"Bank" includes a national bank, savings and loan association, and federal
savings bank but does not include a bank which has been in existence less
than five (5) years; and

(f)

"Individual", "bank holding company" and "deposit" shall have the same
meanings attributed to them in KRS 287.900(1).

Section 22. KRS 287.920 is amended to read as follows:
(1)

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

"Interstate merger transaction" means the merger or consolidation of banks
with different home states, and the conversion of branches of any bank
involved in the merger or consolidation into branches of the resulting bank;
and

(b)

"Resulting bank" means a bank that has resulted from an interstate merger
transaction under this section.

(2)

A Kentucky state bank may establish, maintain, and operate one (1) or more
branches in a state other than Kentucky pursuant to an interstate merger transaction
in which the Kentucky state bank is the resulting bank. or if the other state permits.
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by acquisition ora branch or branches in the other state. Not later than the date
on which the required application for the interstate merger transaction or branch

acquisition is filed with the responsible federal bank supervisory agency, the
applicant shall file an application on a form prescribed by the commissioner and
pay the fee prescribed by KRS 287.480. The applicant shall also comply with the
applicable provisions of KRS 287.180(2) and the commissioner shall base his
approval or disapproval in the same manner as prescribed in KRS 287.180(2).
(3)

An out-of-state state bank may establish, maintain, and operate one (1) or more

branches in Kentucky pursuant to an interstate merger transaction in which the outof-state state bank is the resulting bank. Not later than the date on which the
required application for the interstate merger transaction is filed with the
responsible federal bank supervisory agency, the applicant shall file an application
on a form prescribed by the commissioner, pay the fee prescribed by KRS 287.480,
and agree in writing to comply with the laws of this state applicable to its operation
of branches in Kentucky. The applicant shall also comply with the applicable
provisions of KRS 287.180(2) and the commissioner shall base his approval or
disapproval in the same manner as prescribed in KRS 287.180(2).
(4)

The bank to be acquired in an interstate merger transaction under the provisions of
subsection[s1:lbseetioBs (2) aBd] (3) of this section shall have been involved in
operation for a period of five (5) years or more. No interstate merger transaction
under subsections (2) or (3) of this section shall be approved if the transaction
would result in a bank holding company having control of banks or branches in this
state holding more than fifteen percent (15%) of the total deposits and member
accounts in the offices of all federally-insured depository institutions in this state as
reported in the most recent year-end reports made by the institutions to their
respective supervisory authorities which are available at the time ofthe transaction.
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(5)

An individual or bank holding company that controls two (2) or more banks may,
from time to time, combine any or all of the commonly controlled banks in this
Commonwealth into and with anyone (1) of the banks, and thereafter the surviving
bank shall continue to operate its principal office and may operate the other
authorized offices of the banks so combined as branches of the surviving bank.

(6)

A branch of an out-of-state state bank may conduct any activities that are authorized
under the laws of this state for state banks. Additionally, the branch of an out-ofstate state bank is authorized to conduct any activities relating to the administration
of trusts that are authorized under the laws of its home state, if the activities are
conducted in conformity with the laws of its home state.

(7)

A branch of a Kentucky state bank located in a host state may conduct any activities
that are:
(a)

Authorized under the laws of the host state for banks chartered by the host
state; or

(b)

Authorized for branches of national banks located in the host state, but whose
principal location is in a state other than the host state.

Section 23. KRS 386.735 is amended to read as follows:
Unless previously barred by adjudication, consent or any limitation established by KRS

Chapter 413, any claim against a trustee for breach of trust is barred as to any beneficiary
who has received a final account or other statement fully disclosing the matter and
showing termination of the trust relationship between the trustee and the beneficiary
unless a proceeding to assert the claim is commenced within six (6) months after receipt
of the final account or statement. In any event and notwithstanding lack of full disclosure
a trustee who has issued a final account or statement received by the beneficiary and has
informed the beneficiary of the location and availability of records for his examination is
protected after three (3) years. A beneficiary is deemed to have received a final account or
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statement if, being an adult, it is received by him personally or if, being a minor or
disabled person, it is received by his representative.
Section 24. KRS 391.315 is amended to read as follows:
(l)

(f!1.

Sums remaining on deposit at the death of a party to a joint account belong to
the surviving party or parties to the account as against the estate of the
decedent unless there is clear and convincing written evidence of a different
intention at the time the account is created. If there are two or more surviving
parties their respective ownerships during lifetime shall be in proportion to
their previous ownership interests under KRS 391.310 augmented by an equal
share for each survivor of any interest the decedent may have owned in the
account immediately before his death; and the right of survivorship continues
between the surviving parties.

(b)

In transferring or releasing joint account funds subsequent to the date of
death of one

(l)

or more of the named joint account holders. a financial

institution or other appropriate third party may rely conclusively on the
form and terms of the account to pay in accordance with paragraph (a) of
this subsection. The transfer or release ofthose joint account funds has no
bearing on the actual rights of ownership of the funds as between the
surviving party or parties to the account and the dower or curtesy interest of
any surviving spouse. The transfer or release by a financial institution or
third party in accordance with this section shall constitute a full release and
discharge of the financial institution or third party from all claims relating
to ownership.
(2)

If the account is a P.O.D. account, on death of the original payee or of the survivor
of two or more original payees, any sums remaining on deposit belong to the P.O.D.
payee or payees if surviving, or to the survivor of them if one or more die before the
original payee; if two or more P.O.D. payees survive, there is no right of
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survivorship in event of death of a P.O.D. payee thereafter unless the terms of the
account or deposit agreement expressly provide for survivorship between them.
(3)

If the account is a trust account, on death of the trustee or the survivor of two or
more trustees, any sums remaining on deposit belong to the person or persons
named as beneficiaries, if surviving, or to the survivor of them if one or more die
before the trustee, unless there is clear and convincing evidence of a contrary intent;
if two or more beneficiaries survive, there is no right of survivorship in event of
death of any beneficiary thereafter unless the terms of the account or deposit
agreement expressly provide for survivorship between them.

(4)

In other cases, the death of any party to a multiple-party account has no effect on
beneficial ownership of the account other than to transfer the rights of the decedent
as part of his estate.

(5)

A right of survivorship arising from the express terms of the account or under this
section, a beneficiary designation in a trust account, or a P.O.D. payee designation,
cannot be changed by will.
Section 25. KRS 413.120 is amended to read as follows:

The following actions shall be commenced within five (5) years after the cause of action
accrued:
(1)

An action upon a contract not in writing, express or implied.

(2)

An action upon a liability created by statute, when no other time is fixed by the
statute creating the liability.

(3)

An action for a penalty or forfeiture when no time is fixed by the statute prescribing
it.

(4)

An action for trespass on real or personal property.

(5)

An action for the profits of or damages for withholding real or personal property.

(6)

An action for an injury by a trustee to the rights ora beneficiary ora trust.
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m

An action for an injury to the rights of the plaintiff, not arising on contract and not
otherwise enumerated.

.@1.ff71t

An action upon a bill of exchange, check, draft or order, or any endorsement

thereof, or upon a promissory note, placed upon the footing of a bill of exchange.

illff&*

An action to enforce the liability of a steamboat or other vessel.

(J O)ffm

An action upon a merchant's account for goods sold and delivered, or any

article charged in such store account.
il..ll~

An action upon an account concerning the trade of merchandise, between

merchant and merchant or their agents.
(J2)ffl-Bf An action for relief or damages on the ground of fraud or mistake.
(J3)~

An action to enforce the liability of bail.

(J4)~

An action for personal injuries suffered by any person against the builder of a

horne or other improvements. This cause of action shall be deemed to accrue at the
time of original occupancy of the improvements which the builder caused to be
erected.
Section 26. KRS 413.340 is amended to read as follows:
The provisions of this chapter shall not apply to an express[a eoB.-tial:liag aad sl:lbsistiag]
trust that is both continuing and subsisting, nor to an action by a vendee of real property
in possession to obtain a conveyance. For purposes ofthis subsection, a subsisting trust

is an express trust with respect to which the trustee is acting within its powers and with
respect to which no beneficiary has a cause ofaction against the trustee.
Section 27. KRS 41.220 is amended to read as follows:
(1)

Not less than three (3) solvent banks shall be designated as depositories for state
funds. Each bank designated shall have not less than the minimum capital stock as
required in[ paragraphs (2) aad (3) ofJ KRS 287.070. Banks shall be designated as
depositories for state funds upon agreement of the State Treasurer and the secretary
of the Finance and Administration Cabinet. Those designated shall be entered in the
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executive journal. If at any time it appears that the capital of any depository has
become impaired, the state's deposits shall be withdrawn and another depository
named.
(2)

The State Treasurer and the secretary of the Finance and Administration Cabinet
shall determine the needs for moving state funds from one (1) designated depository
to another.
Section 28. KRS 287.820 is amended to read as follows:

(1)

For the purpose of this section:
(a)

"Loan production office" means a bank. office located at a place other than the
principal or branch office, at which bank. employees solicit and originate loans
for final approval and disbursement of funds at the principal or branch office;
and

(b)

"Disbursement of funds" is the process by which a bank. officer in a principal
or branch office issues a negotiable instrument at the principal or branch
office.

(2)

No bank. shall operate a loan production office without prior approval of the
commissioner. The commissioner shall approve the application unless he finds that:
(a)

The proposed operation of the loan production office is not in accordance with
this section;

(b)

The financial standing, moral character, and capability of the bank. and its
management which proposes to operate a loan production office will
jeopardize the financial stability of the bank.;

(c)

There is no reasonable assurance of sufficient volume of business for the
proposed loan production office to be successful; and

(d)

The public convenience and advantage will not be promoted by the opening of
the proposed loan production office.
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(3)

All extensions of credit originated in a loan production office shall be in accordance
with disclosure provisions, usury rates, and other fees and charges authorized by
law for banks.

(4)

Loan production offices shall not accept deposits or conduct any other banking
functions except those enumerated in paragraph (a) of subsection (1) of this section.

(5)

The department may examine the operations of any loan production office for the
purpose of determining that the scope of its activities does not exceed that allowed
in this section. Banks operating loan production offices shall maintain copies of
records relating to extensions of credit originated in loan production offices at the
principal office for examination purposes.

(6)

The application and appeal process set forth in[ KRg 2g7.061 cmd] KRS Chapter
13B and the cease and desist powers of the commissioner set forth in KRS 287.690
shall apply to loan production offices.
Section 29. KRS 287.990 is amended to read as follows:

(1)

Any person who violates subsection (2) ofKRS 287.030 may be fined not less than
five hundred dollars ($500) nor more than one thousand dollars ($1,000) for each
day he is engaged in the private banking business.

(2)

Any institution that fails to make the report required by KRS 287.420 to the
commissioner within five (5) days after the report is due or demanded, or that fails
to have the report published as required by KRS 287.420, may be assessed and, if
assessed, shall pay a penalty of two hundred dollars ($200).

(3)

If any person violates subsection (3) of KRS 287.440 his office shall ipso facto
become vacant. The president or cashier of any bank or trust company to which any
person becomes indebted in violation of subsection (3) of KRS 287.440 shall
immediately report such fact to the commissioner, who may remove the person so
offending.
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(4)

Any receiver of an insolvent institution who fails to comply with the provisions of
this chapter shall be subject to the same penalties provided for solvent institutions
and officers so offending.

(5)

Any directors of a bank who knowingly violate, or knowingly permit any officer or
employee of the bank to violate, any of the laws relating to banks, shall be jointly
and severally liable to the creditors and stockholders for any loss or damage
resulting from such violation. If the loss or damage is not made good within a
reasonable time, the commissioner, with the consent of the Attorney General, shall
institute proceedings to revoke the corporate powers of the bank.

(6)

Any deputy commissioner or any examiner who has knowledge of the insolvency or
unsafe condition of a state bank or trust company, or that it is inexpedient to permit
the bank or trust company to continue business, and who fails to immediately
present a signed report of such facts to the commissioner, or who violates any of the
provisions of this chapter, shall forfeit his office and shall be fined not less than one
hundred ($100) nor more than two thousand dollars ($2,000) for each offense.

(7)

Any commissioner who has knowledge of the insolvency or unsafe condition of a
state bank or trust company, or that it is inexpedient to permit the bank or trust
company to continue business, and who willfully fails to take the action prescribed
by this chapter, or who violates any of the provisions of this chapter, shall forfeit his
office and shall be fined not less than five hundred ($500) nor more than five
thousand dollars ($5,000) for each offense.

(8)

Any bank or trust company that knowingly fails to make a report required by law or
by the commissioner within the time designated for the making thereof, or fails to
include in such report any matter required by law or by the commissioner, or fails to
publish a report within thirty (30) days after it should have been published, or fails
to pay when due the fees for filing reports or for an examination of the bank, shall
be subject to a penalty of one hundred dollars ($100) for each day of delinquency,
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but the aggregate penalty for each kind of offense shall not exceed one thousand
dollars ($1,000).
(9)

Each person, bank, or trust company that willfully makes or transmits a false report
or refuses to submit its books, papers, and assets for examination, or any officer of a
bank who refuses to be examined under oath concerning the affairs of the bank,
shall be severally fined not less than five hundred dollars ($500) nor more than five
thousand dollars ($5,000).

(10) Whenever any fine imposed by subsection (1), (2), (4), (6), (7), (8), (9), (15), (16),
(17), or (18) of this section is not paid, the Attorney General shall institute an
action, in the name of the state, in the Franklin Circuit Court or the Circuit Court of
the county in which the offense was committed, for the recovery of the fine.
(11) Any person violating any of the provisions of KRS 287.225 shall be guilty of a
misdemeanor and fined not less than fifty dollars ($50) nor more than two thousand
dollars ($2,000).
(12) Any person who willfully makes charges in excess of those permitted by KRS
287.720 to 287.770 shall be guilty of a misdemeanor and upon conviction shall be
punished by a fine not exceeding five hundred dollars ($500) or by imprisonment
for not more than six (6) months, or both.
(13) Any bank which violates any provision of KRS 287.720 to 287.770, except as a
result of an accidental or bona fide error, shall be barred from the recovery of any
finance charges permitted by KRS 287.740 and 287.750, and the debtor, or his legal
representatives, may recover back, in an action against the bank, any amounts paid
to the bank on account of such finance charge; provided such action is commenced
within two (2) years from the date such violation first occurred; but the bank may
nevertheless recover from the debtor an amount equal to the principal of extensions
of credit made pursuant to a revolving credit plan and any charges not prohibited by
KRS 287.760.
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(14) Notwithstanding the provisions of subsections (12) and (13) of this section, any
failure, other than a willful and intentional failure, to comply with any provisions of
KRS 287.710 to 287.770 may be corrected during the billing cycle next succeeding
the receipt by the bank of written notice thereof from the debtor, and if so corrected,
the bank shall not be subject to any penalty under KRS 287.710 to 287.770.
(15) Any bank or trust company which violates or any officer, director, employee, agent,
or other person participating in the conduct of the affairs of a bank who violates the
terms of any order issued under KRS 287.690 which has become final shall forfeit
and pay a fine of not more than one thousand dollars ($1,000) per day for each day
such violation continues. The fine shall be assessed by the commissioner by written
notice. As used in this subsection, the term "violates" includes any action causing,
participating in, counseling, aiding, or abetting a violation. In determining the
amount of the fine the commissioner shall consider the financial resources and good
faith of the bank or person charged, the gravity of the violation, the history of
previous violations and such other factors as justice requires.
(16) Any bank which violates the provisions of KRS

287.065m~

may be fined not

less than one hundred dollars ($100) nor more than five hundred dollars ($500). The
fines may be assessed by the commissioner by written notice.
(17) Any bank which violates any provisions ofKRS 287.100(10) may be fined not less
than one thousand dollars ($1,000) nor more than two thousand dollars ($2,000) for
the first violation, and may be fined not less than two thousand dollars ($2,000) nor
more than five thousand dollars ($5,000) for any subsequent violations.
(18) Any officer or director who violates the provisions ofKRS 287.280(1) may be fined
not less than one hundred dollars ($100) nor more than five hundred dollars ($500)
for each violation, and any officer or director who violates the provisions of KRS
287.280(2) may be fined not less than five hundred dollars ($500) nor more than
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two thousand dollars ($2,000) for each violation. The fine may be assessed by the
commissioner by written notice.
Section 30. KRS 413.130 is amended to read as follows:
(l)

In every action upon a merchants' account as described in subsection (l0)«91} of
KRS 413.120, the limitation shall be computed from January 1 next succeeding the
respective dates of the delivery of the several articles charged in the account.
Judgment shall be rendered for no more than the amount of articles actually charged
or delivered within five (5) years preceding that in which the action was brought. If
any merchant willfully postdates any article charged in such account, or the receipt
for the delivery of it, he shall forfeit ten (10) times the amount of the article
postdated, to be credited against the account. This credit shall be allowed in an
action on the account, without any written pleadings setting it up.

(2)

In an action to recover a balance due upon a mutual open and current account
concerning the trade of merchandise between merchant and merchant or their
agents, as described in subsection (ll)ffl-Q1} of KRS 413.120, where there have
been reciprocal demands between the parties, the cause of action is deemed to have
accrued from the time of the last item proved in the account claimed, or proved to
be chargeable on the adverse side.

(3)

In an action for relief or damages for fraud or mistake, referred to in subsection
(l2)ffl-l1! ofKRS 413.120, the cause of action shall not be deemed to have accrued

until the discovery of the fraud or mistake. However, the action shall be
commenced within ten (l0) years after the time of making the contract or the
perpetration of the fraud.
Section 31. KRS 287.235 is amended to read as follows:

ill Common trust funds shall not be considered as an entity for income or other

tax

purposes, nor shall investment in such fund make taxable any property which is
otherwise exempt therefrom; and for purposes of taxation, the status of the common
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trust fund and of each participant therein shall be determined as though there were
no common fund and as though each participant was the owner of its proportionate
share of every asset held in the common fund. The bank or trust company
maintaining said fund shall file a report of said fund with the property valuation
administrator as of the ad valorem tax date and shall file annually such income tax
information as may be required by the Revenue Cabinet.

(2)

Notwithstanding subsection OJ of this section. if a common trust fund transfers
substantially all of its assets to one OJ or more regulated investment companies
in exchange solely for stock in the company or companies to which such assets
are transferred and such stock is distributed by such common trust fund to the
participants in such common trust fund in a transaction which would quality
under Section 584(h) of the Internal Revenue Code of 1986. as amended. for the
nonrecognition of gain or loss of such transfer or distribution by the common
trust fund. then no gain or loss shall be recognized for Kentucky income tax
purposes by the common trust fund by reason ofsuch transfer or distribution or
by the participants in such common trust fund by reason ofsuch exchange.
Section 32. The following KRS sections are repealed:

287.061 Application for approval-- Hearing.
287.205 When national bank may act as fiduciary.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 652

AN ACT relating to elder abuse.
Amend KRS 209.020 to include uniform definitions, and require the Cabinet for Human Resources to
promulgate administrative regulations for these; amend KRS 209.100 to include "exploitation" in the
description of abuse and neglect; amend KRS 209.990 to require that any person who knowingly or
willingly financially exploits an adult is guilty of a Class C felony; create a new section of KRS 209 to
require the Cabinet for Human Resources to develop a protocol to provide for prevention and intervention
of elder abuse, neglect, or exploitation that outlines levels of need and identifies state agencies capable of
intervening at each level, create a public awareness program; amend KRS 311.625 to limit witness to an
advance directive; amend other sections of KRS 209 to conform.
HB 652 - AMENDMENTS
HCSIFN - Delete requirement that cabinet create a public awareness program and develop protocols to
outline levels of need and the state agencies capable of intervening at each level; require the cabinet to
have access to financial records of elders when aninvestigation of abuse, neglect or exploitation is
conducted; require the cabinet to create an Elder Abuse Committee to develop a model protocol on elder
abuse and neglect in Kentucky through the involvement of state agency personnel who directly or
indirectly provide services to the elderly or their families; require coordination of the committee's
activities with local long-term care ombudsmen and local governmental human service groups; require the
committee to explore the need for statewide resource directories, to enhance public awareness campaigns
for elder abuse and neglect and to provide forums for the exchange of information to educate the elder
population and their families on the rights of elders; and require an annual report to the Governor and the
Legislative Research Commission on their activities, products and recommendations for public policy.
Feb 19-introduced in House
Feb 20-to Health and Welfare (H)
Feb 24-posted in committee
Mar to-reported favorably, 1st reading, to Calendar with Committee Substitute
Mar II-2nd reading, to Rules; recommitted to Appropriations and Revenue (H)
Mar 12-taken from Committee, placed in the Orders of the Day
Mar 16-3rd reading, passed 89-0 with Committee Substitute
Mar 17-received in Senate
Mar 18-to Health and Welfare (S)
Mar 23-reported favorably, 1st reading, to Consent Calendar
Mar 24-2nd reading, to Rules; posted for passage in the Consent Orders of the Day for March 25, 1998
Mar 25-3rd reading, passed 37-0
Mar 26-received in House; enrolled, signed by each presiding officer
Mar 27-delivered to Governor
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 708

AN ACT relating to the use of information technology.
Establish KRS Chapter 369 and create new sections of that chapter relating to electronic signatures and
electronic records; establish the purposes; define "electronic", "electronic record", "electronic signature,"
and "record"; establish exemptions to the application of this Act; direct that a person cannot be required to
accept an electronic signature or an electronic record unless both parties have agreed to its use prior to
transmission; allow the recipient of an electronic record or an electronic signature to establish his own
conditions for acceptance; direct that a state or local governmental entity or agency is not required to
accept an electronic record or electronic signature unless the entity or agency has agreed to accept it and
unless the manner and medium of transmission is acceptable to the entity or agency; direct that if parties
to a private sector transaction agree, or, in dealings with a state or local governmental entity or agency, if
that entity or agency agrees to accept an electronic signature or electronic record, the following apply: (l)
information, records, and electronic signatures shall not be denied legal effect, validity, or enforceability
solely on the grounds that they are in electronic, duplicate, or imaged form, (2) where a statute or
administrative regulation requires a manual signature, an electronic signature shall have the same force
and effect as a manual signature, (3) where a statute or administrative regulation requires information to
be "written" or "in writing," an electronic record shall satisfy that requirement, (4) where a statute or
administrative regulation requires information to be presented or retained in its original form, an
electronic record shall satisfy that requirement if there exists reliable assurance as to the integrity of the
data or information from when it was first generated to its final form; amend KRS 61.950 to allow the
Kentucky Information Resources Management Commission to promulgate administrative regulations
establishing electronic signature standards for the executive branch of state government.
Feb 24-introduced in House
Feb 25-to State Government (H)
Feb 27-posted in committee
Mar 4-reported favorably, 1st reading, to Calendar
Mar 5-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for March 6, 1998
Mar 9-3rd reading, passed 94-0
Mar 10-received in Senate
Mar II-to State and Local Government (S)
Mar 19-reported favorably, 1st reading, to Consent Calendar
Mar 20-2nd reading, to Rules
Mar 23-posted for passage in the Consent Orders of the Day for March 25, 1998
Mar 25-3rd reading, passed 37-0
Mar 26-received in House; enrolled, signed by each presiding officer
Mar 27-delivered to Governor
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AN ACT relating to the use of information technology.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
SECTION 1.

KRS CHAPTER 369 IS HEREBY ESTABLISHED AND A NEW

SECTION CREATED TO READ AS FOLLOWS:

Sections 1 to 3 of this Act shall be construed consistent with what is commercially
reasonable under the circumstances and to effectuate the following purposes:
(1)

To facilitate and promote on-line state government services,'

(2)

To facilitate the flow of authorized electronic records within state government,
between the public and private sectors, and between private sector entities; and

(3)

To promote public confidence in the integrity and reliability ofelectronic records.
SECTION 2.

A NEW SECTION OF KRS CHAPTER 369 IS CREATED TO

READ AS FOLLOWS:

For purposes of Sections 1 to 3 of this Act, unless the context expressly requires
otherwise:
(1)

"Electronic" means relating to or by means of electrical, digital, magnetic,
optical, electromagnetic, or any other form of technology that entails capabilities
similar to these technologies;

(2)

"Electronic record" means any digital representation of data or information
generated, communicated, received, or stored by electronic means for use in an
information system or for transmission from one information system to another;

(3)

"Electronic signature" means an electronic identifier whose use is intended by
the person using it to have the same force and e(fect as the use of a manual
signature and containing the following characteristics:
(a)

It is unique to the person using it;

(b)

It is capable ofverification; and

(d

It is under the sole control ofthe person using it,' and
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(4)

"Record" means information that is inscribed, stored, or otherwise fIXed on a
tangible medium or that is stored in an electronic or other medium and is
retrievable in perceivable form.

SECTION 3.

A NEW SECTION OF KRS CHAPTER 369 IS CREATED TO

READ AS FOLLOWS:
(1)

Sections 1 to 3 ofthis Act do not apply to:
(a)

Any situation in which their application would be inconsistent with the
express intent ofthe parties to a written document:

(b)

Any legal requirement governing the creation or execution ofany document
that serves to convey rights and obligations under a will or trust:

(d

Any legal requirement governing the conveyance of any interest in real
property:

(d)

Any legal requirement governing the creation or transfer of any negotiable
instrument or any instrument establishing title or an interest in title.

(2)

Nothing in Sections 1 to 3 ofthis Act shall be construed to:
(a)

Require a recipient or any other person asked to rely on an electronic
record or an electronic signature to accept the electronic record or
electronic signature or to respond to or act upon an electronic record or
electronic signature. unless the parties have freely and voluntarily agreed to
the use ofan electronic record or electronic signature prior to transmission:

(b)

Preclude the recipient of an electronic record or an electronic signature
from establishing the conditions under which the recipient will accept the
electronic record or electronic signature. unless the parties have freely and
voluntarily agreed to the conditions under which the recipient would accept
the electronic record or electronic signature prior to transmission; or

(d

Require a state or local governmental entity or agency to accept an
electronic record or electronic signature. unless the entity or agency has
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agreed to accept the electronic record or electronic signature in advance of
transmission and the manner and medium of transmission is acceptable to
the entity or agency.
(3)

If all parties to a private sector transaction agree to the use of an electronic
record or an electronic signature, or, in dealings with a state or local
governmental entity or agency, if that entity or agency agrees to accept an
electronic record or an electronic signature:
(a)

Information, records, and electronic signatures shall not be denied legal
effect, validity, or enforceability solely on the grounds that they are in
electronic, duplicate, or imaged form.

(b)

Where a statute or administrative regulation requires a manual signature,
or provides for certain consequences if a document is not manually signed,
an electronic signature shall have the same force and effect as the use of a
manual signature.

(d

Where a statute or administrative regulation requires information to be
"written," or "in writing," or provides for certain consequences ifit is not,
that statute or administrative regulation shall be satisfied by an electronic
record.

(d)

Where a statute or administrative regulation requires information to be
presented or retained in its original form, or provides consequences for the
information not being presented or retained in its original form, that statute
or administrative regulation shall be satisfied by an electronic record if
there exists reliable assurance as to the integrity of the data or the
information from the time when it was first generated to its final form, as
an electronic record or otherwise.

Section 4. KRS 61.950 is amended to read as follows:
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(1)

The commission shall meet at least four (4) times each year and report its findings
no less than semiannually to the Legislative Research Commission and the
Governor. All reports of the commission shall be made available to the general
public. In addition, the commission, upon the call of its officers, may hold meetings
at any time it deems necessary.

(2)

The commission's roles and duties shall include the following:
(a)

Providing overall leadership, policy direction, strategic planning, and
coordination of information resources management for the executive branch
of state government and public universities;

(b)

Formulation of a five (5) year statewide information resources management
plan, to be updated every two (2) years, from long-range information
resources management plans submitted by agencies of the executive branch,
including the public universities, as the commission may require;

(c)

Defining, maintaining, and publishing a timely information resources
management architecture relating to the management of information resources
by executive branch state agencies, and implementing processes and
procedures to ensure compliance with the information resources management
architecture;

(d)

Coordinating, through policy and interagency agreements and monitoring, an
appropriate program of training and education for executive branch state and
local agencies regarding strategic information systems planning, and the
selection and use of information technologies to facilitate effective
information resources management, appropriate employee skill building, and
career development;

(e)

Promoting executive level awareness, support, and involvement with
information resources management throughout the executive branch of
government;
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(f)

Reviewing and approving or disapproving, in whole or part, executive branch
agency five (5) year strategic information resources plans, and forwarding
those plans with findings and recommendations to the agency head, the
Governor's Office for Policy and Management, and the Legislative Research
Commission for use during the preparation and enactment of the biennial
budget. Commission review shall be based upon the extent to which the plan
is compliant with statewide information resources standards, policies and
guidelines; is suited to supporting the mission of the agency; and furthers
implementation of statewide initiatives identified in the statewide plan. As
part of the review process, the commission shall monitor and evaluate the
progress of the current plan and the executive branch agency's use of
information technologies and shall include its assessment of these activities in
the findings and recommendations;

(g)

Identifying and assessing opportunities for multiagency development and use
of information resources, or the development of executive branch agency
projects which would improve the quality and availability of information.
When identifying these opportunities the commission may require executive
branch agencies to evaluate the opportunities as alternatives to their own
plans, and may forward these findings as provided in paragraph (f) of this
subsection;

(h)

Maintaining supportive relationship and coordinating activities with the
adjunct Communications Advisory Council provided for in KRS 61.955 and

61.957, and the Geographic Information Advisory Council established by
Executive Order 92-1049, October 1, 1992, as necessary to ensure
coordination and implementation of unified, comprehensive, statewide
strategies involved with, or affected by, information technology;
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(i)

Establishing and maintaining relationships with other planning organizations
as necessary to ensure coordination and implementation of comprehensive
statewide strategies involved with, or affected by, information technology;

(j)

Reviewing and recommending to the Department of Personnel and other
associated agencies appropriate job classifications related to information
resources management, to include both technical and managerial positions;

(k)

Establishing and maintaining an information dissemination service or
clearinghouse for:
1.

Current practices of state agenCIes regarding information resources
management;

(1)

2.

Emerging and advancing information resources technologies;

3.

Information resources vendor performance in the public sector;

4.

Technical resources in the Commonwealth; and

5.

Elements of the information resources management architecture;

Establishing and maintaining research and development capacity for
beneficial applications of information resources' technology for the state's
public sector, which includes:
1.

Conducting research on current and emerging information resources
technologies and their potential to enhance governmental services; and

2.

Sponsoring and evaluating pilot projects to assist with the successful
adoption by other state agencies;

(m) Fostering and encouraging the interest and cooperation of the state
information

resources

technology

community

for

improvement

and

enhancement of public services delivery;
(n)

Serving as catalyst for information technology advancements in the public
sector;
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(0)

Recommending procedures and legislation to improve the accessibility of
machine readable public records by state agencies, citizens, and businesses;
and

(P)

Recommending procedures and legislation to ensure the privacy of
individuals, with particular emphasis on the potential for invasion of
individual privacy.

(3)

Nothing in KRS 61.940, 61.945, or this section shall be construed to alter or
diminish the provisions ofKRS 171.410 to 171.740 or the authority conveyed by
these statutes to the Archives and Records Commission and the Department for
Libraries and Archives.

(4)

The commission may promulgate necessary administrative regulations for the
furtherance of this section, including administrative regulations establishing

electronic signature standards for the executive branch ofstate government.
(5)

The commission may establish committees or work groups composed of
commission and noncommission members as necessary to advise the commission in
carrying out its responsibilities, duties, and powers. Persons connected with the
automated information and communications resources industries, as specified in
KRS 61.945, may participate on committees or work groups, but shall not have a
vote.

(6)

The commission may adopt bylaws and operating policies necessary for its efficient
and effective operation.
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GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 739

AN ACT relating to liens.
Create new section of KRS Chapter 14 to establish as a division in the Office of the Secretary of State
the Kentucky Lien Information System; direct the system to be operational beginning on January 4, 1999;
create a new section of Article 9 of KRS Chapter 355 to require a secured party to file in the Office of
Secretary of State a financing statement, or any amendment, assignment, continuation, release, or
termination related thereto; permit the Secretary of State to receive a fee of $1 for the filing; provide filing
exception for certain collateral, accounts, and fixture filings; amend KRS 355.9-105 to define
"identification number" and "system"; amend KRS 355.9-402, 355.9-403, 355.9-404, 355.9-405, and
355.9-406 to require financing statements, amendments, assignments, releases, continuations, and
terminations to contain the identification number of the debtor; amend KRS 355.2A-I03 to conform.
HB 739 - AMENDMENTS
HFA (I, S. Cave) - Provide that the filing is for purposes of notice only.
HFA (2, S. Cave) - Require filing by secured party in Office of Secretary of State beginning on January
4,1999.
SFA (I, R. Stivers) - Provide that filings with the Secretary of State are for information purposes only.
Feb 26-introduced in House
. Feb 27-to Banking and Insurance (H)
Mar 2-posted in committee
Mar 5-reported favorably, 1st reading, to Calendar
Mar 6-2nd reading, to Rules; posted for passage in the Regular Orders of the Day for March 9, 1998
Mar lO-floor amendments (i) and (2) filed; 3rd reading, passed 93-0
Mar ii-received in Senate
Mar 12-to Banking and Insurance (S)
Mar i8-reported favorably, ist reading, to Consent Calendar
Mar i9-2nd reading, to Rules
Mar 20-posted for passage in the Consent Orders of the Day for March 24, i998
Mar 23-floor amendment (i) filed
Mar 24-taken from the Consent Orders of the Day, placed in the Regular Orders of the Day
Mar 25-3rd reading, passed 35-0 with floor amendment (1)
Mar 26-received in House; posted for passage for concurrence in Senate amendment
Mar 3i-House concurred in Senate floor amendment (1); passed 92-0
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AN ACT relating to liens.

Be it enacted by tlte General Assembly oftlte Commonwealtlt ofKentucky:
SECTION 1.

A NEW SECTION OF KRS CHAPTER 14 IS CREATED TO

READ AS FOLLOWS:
(1)

It is tlte intent of tlte General Assembly tltat a statewide computerized lien
information system be created to accumulate, index, and disseminate information
relative to liens and related filings made witlt tlte Secretary of State according to
Article 9 ofKRS Cltapter 355.

(2)

Tlte Kentucky Lien Information System is Itereby created and establislted as a
division witltin tlte Department ofState.

(3)

Tlte Kentucky Lien Information System sitall be operational beginning on
January 4,1999.
SECTION 2.

A NEW SECTION OF ARTICLE 9 OF KRS CHAPTER 355 IS

CREATED TO READ AS FOLLOWS:
(1)

Notwitltstanding a filing made to perfect a security interest in tlte place set fortlt
in KRS 355.9-401, a secured party sltall file a financing statement, or any
amendment, assignment, continuation, release, or termination related tltereto, in
the O[fice of tlte Secretary of State. The financing statement, amendment,
assignment, continuation, release, or termination filed under this section shall be
on a form prescribed by tlte Secretary ofState.

(2)

Tlte Secretary of State shall receive a fee of one dollar

($1)

for the filing made

under this section.
(3)

Tlte filing requirement oUltis section shall not apply wlten the collateral is timber
to be cut or is minerals or tlte like. including oil and gas, otlter than coal, or
accounts subject to subsection (5) ofKRS 355.9-103, otlter titan accounts arising
out oUlte sale of coal. or wlten tlte financing statement is filed as a fIXture filing
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under KRS 355.9-313 and the collateral is goods which are or are to become
[lXtures.
(4)

The Secretary of State shall index all filings made under this section for
inclusion in the Kentucky Lien Information System.
Section 3. KRS 355.9-105 is amended to read as follows:

(l)

In this article unless the context otherwise requires:
(a)

"Account debtor" means the person who is obligated on an account, chattel
paper or general intangible;

(b)

"Chattel paper" means a writing or writings which evidence both a monetary
obligation and a security interest in or a lease of specific goods but a charter
or other contract involving the use or hire of a vessel is not chattel paper.
When a transaction is evidenced both by such a security agreement or a lease
and by an instrument or a series of instruments, the group of writings taken
together constitutes chattel paper;

(c)

"Collateral" means the property subject to' a security interest, and includes
accounts and chattel paper which have been sold;

(d)

"Debtor" means the person who owes payment or other performance of the
obligation secured, whether or not he owns or has rights in the collateral, and
includes the seller of accounts or chattel paper. Where the debtor and the
owner of the collateral are not the same person, the term "debtor" means the
owner of the collateral in any provision of the article dealing with the
collateral, the obligor in any provision dealing with the obligation, and may
include both where the context so requires;

(e)

"Deposit account" means a demand, time, savings, passbook or like account
maintained with a bank, savings and loan association, credit union or like
organization, other than an account evidenced by a certificate of deposit;
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(f)

"Document" means document of title as defined in the general definitions of
Article 1 (KRS 355.1-201) and a receipt of the kind described in subsection
(2) ofKRS 355.7-201;

(g)

"Encumbrance" includes real estate mortgages and other liens on real estate
and all other rights in real estate that are not ownership interests;

(h)

"Goods" includes all things which are movable at the time the security interest
attaches or which are fixtures (KRS 355.9-313), but does not include money,
documents, instruments, investment property, accounts, chattel paper, general
intangibles, or minerals or the like (including oil and gas) before extraction.
"Goods" also includes standing timber which is to be cut and removed under a
conveyance or contract for sale, the unborn young of animals, and growing
crops;

(i)

"Identification number" means a distinct alpha. numeric. or alphanumeric
designation assigned to a person. The identification number for a person
who is other than an individual shall be the Internal Revenue Service
taxpayer identification number o(the person. I(the person is an individual.
the identification number shall be the person's Social Security number or a
number

assigned

in

accordance

with

administrative

regulations

promulgated by the Secretary ofStatej
fil

"Instrument" means a negotiable instrument (defined in KRS 355.3-104), or
any other writing which evidences a right to the payment of money and is not
itself a security agreement or lease and is of a type which is in ordinary course
of business transferred by delivery with any necessary indorsement or
assignment. The term does not include investment property;

{fflf(B}

"Mortgage" means a consensual interest created by a real estate

mortgage, a trust deed on real estate, or the like;
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lllfEkH

An advance is made "pursuant to commitment" if the secured party has

bound himself to make it, whether or not a subsequent event of default or
other event not within his control has relieved or may relieve him from his
obligation;
(m)fflj}

"Security agreement" means an agreement which creates or provides for

a security interest;

mlffmH

"Secured party" means a lender, seller or other person in whose favor

there is a security interest, including a person to whom accounts or chattel
paper have been sold. When the holders of obligations issued under an
indenture of trust, equipment trust agreement or the like are represented by a
trustee or other person, the representative is the secured party;.
(0)

"System" means the Kentucky Lien Information System created in Section
1 ofthis Act.

(2)

Other definitions applying to this article and the sections in which they appear are:
"Account." KRS 355.9-106;
"Attach." KRS 355.9-203;
"Commodity contract." KRS 355.9-115;
"Commodity customer." KRS 355.9-115;
"Commodity intermediary." KRS 355.9-115;
"Construction mortgage." KRS 355.9-313(1);
"Consumer goods." KRS 355.9-109(1);
"Control." KRS 355.9-115;
"Equipment." KRS 355.9-109(2);
"Farm products." KRS 355.9-109(3);
"Fixture." KRS 355.9-313(1);
"Fixture filing." KRS 355.9-313(1);
"General intangibles." KRS 355.9-106;
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"Inventory." KRS 355.9-109(4);
"Investment property." KRS 355.9-115:
"Lien creditor." KRS 355.9-301(3);
"Proceeds." KRS 355.9-306(1);
"Purchase money security interest." KRS 355.9-107;
"United States." KRS 355.9-103.
(3)

The following definitions in other articles apply to this article:
"Broker." KRS 355.8-102;
"Certificated security." KRS 355.8-102;
"Check." KRS 355.3-104;
"Clearing corporation." KRS 355.8-102;
"Contract for sale." KRS 355.2-106;
"Control." KRS 355.8-106;
"Delivery." KRS 355.8-301;
"Entitlement holder." KRS 355.8-102;
"Financial asset." KRS 355.8-102;
"Holder in due course." KRS 355.3-302;
"Note." KRS 355.3-104;
"Sale." KRS 355.2-106;
"Securities intermediary." KRS 355.8-102;
"Security." KRS 355.8-102;
"Security certificate." KRS 355.8-102;
"Security entitlement." KRS 355.8-102;
"Uncertificated security." KRS 355.8-102.

(4)

In addition Article 1 contains general definitions and principles of construction and
interpretation applicable throughout this article.
Section 4. KRS 355.9-402 is amended to read as follows:
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(1)

A financing statement is sufficient if it gives the names of the debtor and the
secured party, is signed by the debtor, gives an address of the secured party from
which information concerning the security interest may be obtained, gives a mailing
address and identification number of the debtor). and contains a statement
indicating the types, or describing the items, of collateral. A financing statement
may be filed before a security agreement is made or a security interest otherwise
attaches. When the financing statement covers crops growing or to be grown, the
statement must also contain a description of the real estate concerned and must
describe the production season. If the production season is not described, the
financing statement shall be deemed to describe the crops produced in the
production season which ends within twelve (12) months after the filing date of the
financing statement. A financing statement shall not describe more than one (1)
production season. When the financing statement covers timber to be cut or covers
minerals or the like (including oil and gas), other than coal, or accounts subject to
subsection (5) ofKRS 355.9-103, other than accounts arising out of the sale of coal,
or when the financing statement is filed as a fixture filing (KRS 355.9-313) and the
collateral is goods which are or are to become fixtures, the statement must also
comply with subsection (5). A copy of the security agreement is sufficient as a
financing statement if it contains the above information and is signed by the debtor.
A carbon, photographic or other reproduction of a security agreement or a financing
statement is sufficient as a financing statement if the security agreement so provides
or if the original has been filed in this state or in any other state.

(2)

A financing statement which otherwise complies with subsection (1) of this section
is sufficient when it is signed by the secured party instead of the debtor if it is filed
to perfect a security interest in:
(a)

Collateral already subject to a security interest in another jurisdiction when it
is brought into this state, or when the debtor's location is changed to this state.
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Such a financing statement must state that the collateral was brought into this
state, or that the debtor's location was changed to this state under such
circumstances; or
(b)

Proceeds under KRS 355.9-306 if the security interest in the original collateral
was perfected. Such a financing statement must describe the original
collateral; or

(c)

Collateral as to which the filing has lapsed; or

(d)

Collateral acquired after a change of name, identity or corporate structure of
the debtor (subsection (7) ofthis section).

(3)

A form substantially as follows is sufficient to comply with subsection (l) of this
section:
Name of debtor (or assignor)

.

Address

.

Narne of secured party (or assignee)

..

Address
(a)

.

This financing statement covers the following types (or items) of property:
..

(Describe)
(b)

(If collateral is crops) The above described crops are growing or are to be
grown on:

(Describe real estate)
(c)

.

(If applicable) The above goods are to become fixtures on (or) The above
timber is standing on (or) The above minerals or the like (including oil and
gas) or accounts will be financed at the wellhead or minehead of the well or
mine located on:

(Describe real estate)

.

A-158

and this financing statement is to be filed in the same office as the real estate
records. (If the debtor does not have an interest of record) The name of a
record owner is
(d)

..

(If products of collateral are claimed) Products of the collateral are also
covered.

(4)

Signature of debtor (or assignor)

..

Signature of secured party (or assignee)

..

A financing statement may be amended by filing a writing signed by both the
debtor and the secured party. An amendment does not extend the period of
effectiveness of a financing statement. If any amendment adds collateral, it is
effective as to the added collateral only from the filing date of the amendment. In
this article, unless the context otherwise requires, the term "financing statement"
means the original financing statement and any amendments.

(5)

A financing statement covering timber to be cut or covering minerals or the like
(including oil and gas), other than coal, or accounts subject to subsection (5) of
KRS 355.9-103, other than accounts arising out of the sale of coal, or a financing
statement filed as a fixture filing (KRS 355.9-313), must show that it covers this
type of collateral, must recite that it is to be filed in the same office as the real estate
records, and the financing statement must contain a description of the real estate. If
the debtor does not have an interest of record in the real estate, the financing
statement must show the name of a record owner.

(6)

A mortgage is effective as a financing statement filed as a fixture filing from the
date of its recording if:
(a)

The goods are described in the mortgage by item or type;

(b)

The goods are or are to become fixtures related to the real estate described in
the mortgage;

A-159

(c)

The mortgage complies with the requirements for a financing statement in this
section other than a recital that it is to be filed in the real estate records; and

(d)

The mortgage is duly recorded.

No fee with reference to the financing statement is required other than the regular
recording and satisfaction fees with respect to the mortgage.
(7)

A financing statement sufficiently shows the name of the debtor if it gives the
individual, partnership or corporate name of the debtor, whether or not it adds other
trade names or the names of partners. Where the debtor so changes his name or in
the case of an organization its name, identity or corporate structure that a filed
financing statement becomes seriously misleading, the filing is not effective to
perfect a security interest in collateral acquired by the debtor more than four (4)
months after the debtor notifies the secured party in writing of the change, unless a
new appropriate financing statement is filed before the expiration of that time. A
filed financing statement remains effective with respect to collateral transferred by
the debtor even though the secured party knows of or consents to the transfer.

(8)

A financing statement substantially complying with the requirements of this section
is effective even though it contains minor errors which are not seriously misleading.
Section 5. KRS 355.9-403 is amended to read as follows:

(1)

Presentation for filing of a financing statement and tender of the filing fee or
acceptance of the statement by the filing officer constitutes filing under this article.

(2)

Except as provided in subsection (6) of this section a filed financing statement is
effective for a period of five (5) years from the date of filing. The effectiveness of a
filed financing statement lapses on the expiration of the five (5) year period unless a
continuation statement is filed prior to the lapse. If a security interest perfected by
filing exists at the time insolvency proceedings are commenced by or against the
debtor, the security interest remains perfected until termination of the insolvency
proceedings and thereafter for a period of sixty (60) days or until expiration of the
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five (5) year period, whichever occurs later. Upon lapse the security interest
becomes unperfected, unless it is perfected without filing. If the security interest
becomes unperfected upon lapse, it is deemed to have been unperfected as against a
person who became a purchaser or lien creditor before lapse.
(3)

A continuation statement may be filed by the secured party within six (6) months
prior to the expiration of the five (5) year period specified in subsection (2) of this
section. Any such continuation statement must be signed by the secured party,
identify the original statement by file number and date filed, contain the

identification number of the debtor, and state that the original statement is still
effective. A continuation statement signed by a person other than the secured party
of record must be accompanied by a separate written statement of assignment
signed by the secured party of record and complying with subsection (2) of KRS
355.9-405, including payment of the required fee. Upon timely filing of the
continuation statement, the effectiveness of the original statement is continued for
five (5) years after the last date to which the filing was effective whereupon it lapses
in the same manner as provided in subsection (2) of this section unless another
continuation statement is filed prior to such lapse. Succeeding continuation
statements may be filed in the same manner to continue the effectiveness of the
original statement. Unless a statute on disposition of public records provides
otherwise, the filing officer may remove a lapsed statement from the files and
destroy it immediately if he has retained a microfilm or other photographic record,
or in other cases after one (l) year after the lapse. The filing officer shall so arrange
matters by physical annexation of financing statements to continuation statements
or other relating filings, or by other means, that if he physically destroys the
financing statements of a period more than five (5) years past, those which have
been continued by a continuation statement or which are still effective under
subsection (6) of this section shall be retained.
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(4)

Except as provided in subsection (7) of this section a filing officer shall mark each
statement with a file number and with the date and hour of filing and shall hold the
statement or a microfilm or other photographic copy thereof for public inspection.
In addition the filing officer shall index the statements according to the name of the
debtor and shall note in the index the file number and the address of the debtor
given in the statement.

(5)

The uniform fee for filing and indexing an original or a continuation statement shall
be as provided for in KRS 64.012. This fee includes the fee for filing and indexing a
termination statement and for sending or delivering the terminated instrument and
financing statement.

(6)

A real estate mortgage which is effective as a fixture filing under subsection (6) of
KRS 355.9-402 remains effective as a fixture filing until the mortgage is released or
satisfied of record or its effectiveness otherwise terminates as to the real estate.

(7)

When a financing statement covers timber to be cut or covers minerals or the like
(including oil and gas), other than coal, or accounts subject to subsection (5) of
KRS 355.9-103, other than accounts arising out of the sale of coal, or is filed as a
fixture filing, the filing officer shall index it under the names of the debtor and any
owner of record shown on the financing statement in the same fashion as if they
were the mortgagors in a mortgage of the real estate described, and, to the extent
that the law of this state provides for indexing of mortgages under the name of the
mortgagee, under the name of the secured party as if he were the mortgagee
thereunder, or where indexing is by description in the same fashion as if the
financing statement were a mortgage ofthe real estate described.
Section 6. KRS 355.9-404 is amended to read as follows:

(1)

Whenever there is no outstanding secured obligation and no commitment to make
advances, incur obligations or otherwise give value, the secured party must on
written demand by the debtor send the debtor, for each filing officer with whom the
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financing statement was filed, a termination statement that states[to the effeet] that
he no longer claims a security interest under the financing statement, contains the

identification number of the debtor. and identifies[identify] the original statement
by file number and date filed. A termination statement signed by a person other than
the secured party of record must be accompanied by a separate written statement of
assignment signed by the secured party of record and complying with subsection (2)
ofKRS 355.9-405, including payment of the required fee. The uniform fee for filing
and indexing such an assignment or statement thereof shall be three dollars ($3). If
the affected secured party fails to file such termination statement as required by this
subsection, or to send such a termination statement within ten (l0) days after proper
demand therefor he shall be liable to the debtor for one hundred dollars ($100), and
in addition for any loss caused to the debtor by such failure.
(2)

In the absence of a demand by the debtor for a statement of termination, and within
fifteen (15) days after a secured transaction evidenced by record in the county
clerk's or Secretary of State's office has terminated, the secured party must file with
each filing officer with whom the financing statement was filed a termination
statement to the effect that he no longer claims a security interest under the
financing statement or other instrument, which shall be identified by file number
and date filed. If the actual secured party willfully fails to send such a termination
statement within fifteen (15) days after he no longer claims a security interest, he
shall be liable to the debtor for twenty-five dollars ($25), and in addition for any
loss caused to the debtor by such failure.

(3)

On presentation to the filing officer of such a termination statement he must note it
in the index. If he has received the termination statement in duplicate, he shall
return one (l) copy of the termination statement to the secured party stamped to
show the time of receipt thereof. Whenever a statement required under this chapter
need be sent to a party to the transaction by the filing officer, it shall be sufficient
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for the filing officer to send the statement to the party entitled to receive it, at his
last known address. If the filing officer has a microfilm or other photographic
record of the financing statement, and of any related continuation statement,
statement of assignment and statement of release, he may remove the originals from
the files at any time after receipt of the termination statement, or if he has no such
record, he may remove them from the files at any time after one (1) year after
receipt of the termination statement.
(4)

The uniform fee for filing and indexing a termination statementfor any financing
statement filed prior to July 1, 1966, for which a termination fee was not paid when
the financing statement was filed and for sending or delivering the terminated
instrument and for sending or delivering the financing statement shall be three
dollars ($3).
Section 7. KRS 355.9-405 is amended to read as follows:

(1)

A financing statement may disclose an assignment of a security interest in the
collateral described in the financing statement by indication in the financing
statement of the name and address of the assignee or by an assignment itself or a
copy thereof on the face or back of the statement. On presentation to the filing
officer of such a financing statement the filing officer shall mark the same as
provided in KRS 355.9-403(4). The uniform fee for filing and indexing a financing
statement so indicating an assignment shall be as provided in KRS 64.012.

(2)

A secured party may assign of record all or a part of his rights under a financing
statement by the filing in the place where the original financing statement was filed
of a separate written statement of assignment signed by the secured party of record
and setting forth the name of the secured party of record and the debtor, the
identification number of the debtor, the file number and the date of filing of the
financing statement and the name and address of the assignee and containing a
description of the collateral assigned. A copy of the assignment is sufficient as a
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separate statement if it complies with the preceding sentence. On presentation to the
filing officer of such a separate statement, the filing officer shall mark such separate
statement with the date and hour of filing. He shall note the assignment on the index
of the financing statement, or in the case of a fixture filing, or a filing covering
timber to be cut, or covering minerals or the like (including oil and gas), other than
coal, or accounts subject to subsection (5) of KRS 355.9-103, other than accounts
arising out of the sale of coal, he shall index the assignment under the name of the
assignor as grantor and, to the extent that the law of this state provides for indexing
the assignment of a mortgage under the name of the assignee, he shall index the
assignment of the financing statement under the name of the assignee. The uniform
fee for filing and indexing such a separate statement of assignment shall be as
provided in KRS 64.012. Notwithstanding the provisions of this subsection, an
assignment of record of a security interest in a fixture contained in a mortgage
effective as a fixture filing (subsection (6) ofKRS 355.9-402) may be made only by
an assignment of the mortgage in the manner provided by the law of this state other
than this chapter.
(3)

After the disclosure or filing of an assignment under this section, the assignee is the
secured party of record.
Section 8. KRS 355.9-406 is amended to read as follows:

A secured party of record may by his signed statement release all or a part of any
collateral described in a filed financing statement. The statement of release is sufficient if
it contains a description of the collateral being released, the name and address of the
debtor, the identification number of the debtor, the name and address of the secured
party, and the file number of the financing statement. A statement of release signed by a
person other than the secured party of record must be accompanied by a separate written
statement of assignment signed by the secured party of record and complying with
subsection (2) of KRS 355.9-405, including payment of the required fee. Upon
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presentation of such a statement of release to the filing officer he shall mark the statement
with the hour and date of filing and shall note the same upon the margin of the index of
the filing of the financing statement. The uniform fee for filing and noting such a
statement of release shall be as provided for in KRS 64.012.
Section 9. KRS 355.2A-103 is amended to read as follows:
(1)

In this article unless the context otherwise requires:
(a)

"Buyer in ordinary course of business" means a person who in good faith and
without knowledge that the sale to him is in violation of the ownership rights
or security interest or leasehold interest of a third party in the goods, buys in
ordinary course from a person in the business of selling goods of that kind but
does not include a pawnbroker. "Buying" may be for cash or by exchange of
other property or on secured or unsecured credit and includes receiving goods
or documents of title under a pre-existing contract for sale but does not
include a transfer in bulk or as security for or in total or partial satisfaction of
a money debt.

(b)

"Cancellation" occurs when either party puts an end to the lease contract for
default by the other party.

(c)

"Commercial unit" means such a unit of goods as by commercial usage is a
single whole for purposes of lease and division of which materially impairs its
character or value on the market or in use. A commercial unit may be a single
article, as a machine, or a set of articles, as a suite of furniture or a line of
machinery, or a quantity, as a gross or carload, or any other unit treated in use
or in the relevant market as a single whole.

(d)

"Conforming" goods or performance under a lease contract means goods or
performance that are in accordance with the obligations under the lease
contract.
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(e)

"Consumer lease" means a lease that a lessor regularly engaged in the
business of leasing or selling makes to a lessee who is an individual and who
takes under the lease primarily for a personal, family, or household purpose.

(f)

"Fault" means wrongful act, omission, breach, or default.

(g)

"Finance lease" means a lease with respect to which:
I.

The lessor does not select, manufacture, or supply the goods;

2.

The lessor acquires the goods or the right to possession and use of the
goods in connection with the lease; and

3.

One of the following occurs:
a.

The lessee receives a copy of the contract by which the lessor
acquired the goods or the right to possession and use of the goods
before signing the lease contract;

b.

The lessee's approval of the contract by which the lessor acquired
the goods or the right to possession and use of the goods is a
condition to effectiveness of the lease contract;

c.

The lessee, before signing the lease contract, receives an accurate
and complete statement designating the promises and warranties,
and any disclaimers of warranties, limitations or modifications of
remedies, or liquidated damages, including those of a third party,
such as the manufacturer of the goods, provided to the lessor by
the person supplying the goods in connection with or as part of the
contract by which the lessor acquired the goods or the right to
possession and use of the goods; or

d.

If the lease is not a consumer lease, the lessor, before the lessee
signs the lease contract, informs the lessee in writing (a) of the
identity of the person supplying the goods to the lessor, unless the
lessee has selected that person and directed the lessor to acquire
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the goods or the right to possession and use of the goods from that
person, (b) that the lessee is entitled under this article to the
promIses and warranties, including those of any third party,
provided to the lessor by the person supplying the goods in
connection with or as part of the contract by which the lessor
acquired the goods or the right to possession and use of the goods,
and (c) that the lessee may communicate with the person supplying
the goods to the lessor and receive an accurate and complete
statement of those promises and warranties, including any
disclaimers and limitations of them or of remedies.
(h)

"Goods" means all things that are movable at the time of identification to the
lease contract, or are fixtures (KRS 355.2A-309), but the term does not
include money, documents, instruments, accounts, chattel paper, general
intangibles, or minerals or the like, including oil and gas, before extraction.
The term also includes the unborn young of animals.

(i)

"Installment lease contract" means a lease contract that authorizes or requires
the delivery of goods in separate lots to be separately accepted, even though
the lease contract contains a clause "each delivery is a separate lease" or its
equivalent.

G)

"Lease" means a transfer of the right to possession and use of goods for a term
in return for consideration, but a sale, including a sale on approval or a sale or
return, or retention or creation of a security interest is not a lease. Unless the
context clearly indicates otherwise, the term includes a sublease.

(k)

"Lease agreement" means the bargain, with respect to the lease, of the lessor
and the lessee in fact as found in their language or by implication from other
circumstances including course of dealing or usage of trade or course of
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performance as provided in this article. Unless the context clearly indicates
otherwise, the term includes a sublease agreement.
(1)

"Lease contract" means the total legal obligation that results from the lease
agreement as affected by this article and any other applicable rules of law.
Unless the context clearly indicates otherwise, the term includes a sublease
contract.

(m) "Leasehold interest" means the interest of the lessor or the lessee under a lease
contract.
(n)

"Lessee" means a person who acquires the right to possession and use of
goods under a lease. Unless the context clearly indicates otherwise, the term
includes a sublessee.

(0)

"Lessee in ordinary course of business" means a person who in good faith and
without knowledge that the lease to him is in violation of the ownership rights
or security interest or leasehold interest of a third party in the goods leases in
ordinary course from a person in the business of selling or leasing goods of
that kind but does not include a pawnbroker. "Leasing" may be for cash or by
exchange of other property or on secured or unsecured credit and includes
receiving goods or documents of title under a pre-existing lease contract but
does not include a transfer in bulk or as security for or in total or partial
satisfaction of a money debt.

(p)

"Lessor" means a person who transfers the right to possession and use of
goods under a lease. Unless the context clearly indicates otherwise, the term
includes a sublessor.

(q)

"Lessor's residual interest" means the lessor's interest in the goods after
expiration, termination, or cancellation of the lease contract.
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(r)

"Lien" means a charge against or interest in goods to secure payment of a debt
or performance of an obligation, but the term does not include a security
interest.

(s)

"Lot" means a parcel or a single article that is the subject matter of a separate
lease or delivery, whether or not it is sufficient to perform the lease contract.

(t)

"Merchant lessee" means a lessee that is a merchant with respect to goods of
the kind subject to the lease.

(u)

"Present value" means the amount as of a date certain of one (1) or more sums
payable in the future, discounted to the date certain. The discount is
determined by the interest rate specified by the parties if the rate was not
manifestly unreasonable at the time the transaction was entered into;
otherwise, the discount is determined by a commercially reasonable rate that
takes into account the facts and circumstances of each case at the time the
transaction was entered into.

(v)

"Purchase" includes taking by sale, lease, mortgage, security interest, pledge,
gift, or any other voluntary transaction creating an interest in goods.

(w)

"Sublease" means a lease of goods the right to possession and use of which
was acquired by the lessor as a lessee under an existing lease.

(x)

"Supplier" means a person from whom a lessor buys or leases goods to be
leased under a finance lease.

(y)

"Supply contract" means a contract under which a lessor buys or leases goods
to be leased.

(z)

"Termination" occurs when either party pursuant to a power created by
agreement or law puts an end to the lease contract otherwise than for default.

(2)

Other definitions applying to this article and the sections in which they appear are:
"Accessions." KRS 355.2A-310(1).
"Construction mortgage." KRS 355.2A-309(1)(d).
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"Encumbrance." KRS 355.2A-309(1)(e).
"Fixtures." KRS 355.2A-309(1)(a).
"Fixture filing." KRS 355.2A-309(1)(b).
"Purchase money lease." KRS 355.2A-309(1)(c).
(3)

The following definitions in other articles apply to this article:
"Account." KRS 355.9-106.
"Between merchants." KRS 355.2-104(3).
"Buyer." KRS 355.2-103(1)(a).
"Chattel paper." KRS 355.9-105(1)(b).
"Consumer goods." KRS 355.9-109(1).
"Document." KRS 355.9-105(1)(f).
"Entrusting." KRS 355.2-403(3).
"General intangibles." KRS 355.9-106.
"Good faith." KRS 355.2-103(1)(b).
"Instrument." KRS 355.9-105(1)ill@1.
"Merchant." KRS 355.2-104(1).
"Mortgage." KRS 355.9-105(1).®.ftffi.
"Pursuant to commitment." KRS 355.9-105(1)il1.ffk:}f.
"Receipt." KRS 355.2-103(1)(c).
"Sale." KRS 355.2-106(1).
"Sale on approval." KRS 355.2-326.
"Sale or return." KRS 355.2-326.
"Seller." KRS 355.2-103(1)(d).

(4)

In addition Article 1 contains general definitions and principles of construction and
interpretation applicable throughout this article.
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Financiallllstitlltion Letters
FIL-87-97
September 2, 1997
COMMON COMPLIANCE VIOLATIONS
TO:
CHIEF EXECUTIVE OFFICER AND COMPLIANCE OFFICER
SUBJECT: Consumer Protection and Fair Lending Compliance Violations Most Often
Cited by FDIC Examiners in 1996
As part ofits review and analysis of compliance examinations conducted by the FDIC, the
Division of Compliance and Consumer Affairs (DCA) has identified the most commonly
cited violations of consumer and fair lending laws and regulations by FDIC-supervised
institutions in 1996. A listing is attached. Also attached is a table showing the number of
banks examined for compliance by the FDIC during 1996 and the number of banks cited for
violations. The FDIC believes that sharing this information with its supervised institutions
will enable them to improve in specific areas in the future.
Many of the violations cited can be avoided, corrected or minimized with an effective
compliance program established by an institution's Board of Directors. Elements of an
effective compliance program include:
• written policies and procedures;
• monitoring procedures for periodic proactive review, including the institution's
lending policies;
• education/training of appropriate personnel;
• nondiscriminatory lending criteria;
• loan application procedures;
• periodic review of standard forms;
• a compliance audit program; and
• procedures to handle consumer complaints.
To implement an effective compliance program, the Board of Directors should designate a
compliance officer with responsibility for:
•
•
•
•

reviewing policies and procedures for compliance;
training all employees in consumer laws and regulations;
coordinating consumer complaints; and
providing periodic reports to the Board regarding the effectiveness of the program and
recommendations for any improvements.

For further information on establishing an effective compliance program, please refer to
Appendix B of the FDIC's Compliance Examination Manual. To obtain a copy of the
manual, please write to:
Federal Deposit Insurance Corporation
Department Number 0667
Washington, D.C. 20073
You may also access the manual over the Internet at the following address:
http://www.fdic.gov/banknews/examan.html
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The FDIC's regional offices can assist your institution with its compliance efforts. For
information about whom to contact, please refer to the attached regional office listing.
Carmen J. Sullivan
Director
Attachments -- available at the FDIC web site: http://www.fdic.govlbanknews
Distribution: FDIC-Supervised Banks (Commercial and Savings)
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Violations of Consumer Laws and Regulations Most Often Cited During Compliance
Examinations Conducted by the FDIC in 1996
Truth in Lending Act - Regulation Z
-- Section 226.19(a)( 1). Requires the timely issuance of Truth in Lending disclosures for
residential mortgage transactions. (Within 3 business days of acceptance of a consumer's
application for a residential mortgage.) A violation of this section was cited in 26% of the
institutions examined.
-- Section 226.18(e). Requires the accurate disclosure to the consumer of the Annual
Percentage Rate for transactions involving closed-end credit. A violations of this section was
cited in 16% of the institutions examined.
-- Section 226.18(m). Requires that the creditor disclose that it has or will acquire a security
interest in identified property in transactions involving closed-end credit. A violation of this
section was cited in 14% ofthe institutions examined.

Real Estate Settlement Procedures Act (RESPA) - Regulation X
-- Section 3500.21(b). Requires timely delivery of the mortgage servicing disclosure to a
consumer when an application for a residential mortgage transaction is taken. A violation of
this section was cited in 46% of the institutions examined. (Note: This regulatory provision
was substantially modified by the Economic Growth and Regulatory Paperwork Reduction
Act of 1996. The effect of the changes will be to require fewer disclosures to the consumer
and HUD has published proposed changes to the regulation in the Federal Register Vol. 62,
No.90, May 9, 1997. See FIL-56-97, dated June 2, 1997.)
-- Section 3500.7(a). Requires the timely deliverance of the Good Faith Estimate to all
applicants for a RESPA related transaction. A violation ofthis section was cited in 43% of
the institutions examined.
-- Section 3500.8(b). Requires the use of the Uniform Settlement Statement when prescribed
by the regulation. A violation of this section was cited in 25% of the institutions examined.

Equal Credit Opportunity Act - Regulation B
-- Section 202.5(d)(5). Prohibits requesting the race, color, religion or national origin of an
applicant in a credit transaction except where it is required for monitoring purposes. A
violation of this section was cited in 17% of the institutions examined.
-- Section 202.9(a)(l). Requires notice to the applicant of action taken on credit applications
within prescribed time frames. A violation of this section was cited in 16% of the
institutions examined.
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-- Section 202.5(d)(3). Prohibits requesting the sex of an applicant for a credit transaction
except as required for monitoring purposes. A violation of this section was cited in 14% of
the institutions examined.

Fair Housing Act - FDIC Regulation Part 338
-- Part 338.7(a)(1)(i). Requires banks with assets ofless than $10 million or with no offices
located within a Metropolitan Statistical Area (MSA) to request certain data from their
customers on applications for home loans and to retain that data in their files. A violation of
this section was cited in 25% of the institutions examined. (Note: The FDIC recently revised
Part 338 and the effect of the change will be to no longer require smaller institutions to
request and retain certain data. Please refer to FIL-67-97, dated July 14, 1997, for more
information.)
-- Part338.3(a). Requires using the "Equal Housing Lender" logotype or slogan in
advertisements. A violation of this section was cited in 13% of the institutions examined.

Truth in Savings Act - Regulation DD
-- Section 230.4(b). Requires disclosure of specified information about deposit accounts. A
violation of this section was cited in 23% of the institutions examined.
-- Section 230.5(b)(1). Requires that notices and disclosures be provided to customers within
prescribed time frames prior to maturity for accounts with maturities longer than one year. A
violation of this section was cited in 15% of institutions examined.
-- Section 230.8(c). Requires additional disclosures in advertisements when an Annual
Percentage Yield (APY) is stated. A violation of this section was cited in 15% of institutions
examined.

Flood Disaster Protection Act - FDIC Regulation Part 339
-- Part 339.5. Requires that sufficient records be maintained to show the method used by the
bank to determine if property securing the loan is located in a special flood hazard area. A
violation of this section was cited in 31 % of the institutions examined. (Note: The FDIC
revised Part 339 effective as of October 1, 1996. The changes should enable institutions to
comply more easily with the record keeping requirements. Please refer to FIL-71-96, dated
September 9, 1996 for more information.)

Expedited Funds Availability Act - Regulation CC
-- Section 229.10(c)(1)(vii). Requires an institution to make funds available by the next day
in an amount that is the lesser of $1 00 or the aggregate of deposits not subject to next day
rules. A violation of this section was cited in 21 % of the institutions examined.
-- Section 229.13(g). Requires an institution to provide a written notice to the customer with
specified information when an exception hold will be placed on an account. A violation of
this section was cited in 16% of the institutions examined.

Home Mortgage Disclosure Act (HMDA) - Regulation C
-- Section 203.4(a). Requires that an institution collect specified data and enter that
information on a Loan Application Register. A violation of this section was cited in 30% of
the institutions examined that were subject to HMDA. The same section also requires that
the information collected must be entered on the LAR within 30 days following the end of
the quarter in which final disposition was made on the application. A violation of this
portion of the section was cited in 30% of the institutions examined that were subject to
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HMDA.

Fair Credit Reporting Act
-- Section 615(a). Requires that an institution taking adverse action on a credit application
because of infonnation contained in a consumer report provide notice to the applicant that
infonnation contained in a credit report contributed to the action taken. A violation of this
portion of the Act was cited in 15% of the institutions examined. Another provision of this
section requires that if the denial of credit was based in whole or in part on a consumer
report, the name, address and telephone number of the credit reporting agency must be
disclosed to the consumer. A violation of this provision of the Act was cited in 15% of the
institutions examined.

Electronic Funds Transfer Act - Regulation E
-- Section 205.11 (c). Requires an institution to investigate allegations of error in an
electronic transfer of funds within 10 business days after notice by the consumer that an
error may have occurred. A violation of this section was cited in 7% of the institutions
examined.
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Financiallnstitlltion Letters
FIL-127-97 (REVISED)
December 16, 1997
TRUTH IN LENDING ACT
TO:
CHIEF EXECUTIVE OFFICER AND COMPLIANCE OFFICER
SUBJECT: Revisions to Regulation Z (Truth in Lending Act)
The Board of Governors of the Federal Reserve System has adopted final revisions to
Regulation Z, which implements the Truth in Lending Act. The final rule, which is attached,
took effect on November 21, 1997, but compliance is optional until October 1, 1998 (not
December 22, 1997, as reported in FIL-127-97 dated December 10, 1997).
The revisions implement an amendment to the Truth in Lending Act contained in the
Economic Growth and Regulatory Paperwork Reduction Act of 1996. The amendment
permits creditors to provide a statement that the periodic payment on certain variable-rate
loans may substantially increase or decrease together with a maximum interest rate and
payment based on a $10,000 loan amount, instead of having to provide a IS-year historical
example of index values. The Federal Reserve issued a proposed rule to implement the
statutory changes in January 1997.
The changes to the regulation include:
• Revisions to Section 226. 19(b)(2), "Certain Variable-Rate Transactions," that permit
creditors to provide either:
• The historical IS-year example or
• The maximum interest rate and payment for a $10,000 loan (assuming the maximum
periodic increases in rates and payments under the loan program) and the initial
interest rate and payment for that loan, along with a statement that the periodic
payment may increase or decrease substantially depending on changes in the interest
rate;
• Revisions to Appendix H that provide new model forms and clauses for the revisions
made to Section 226.19(b); and
• Changes to the "Official Staff Commentary" in Sections 226.19(b)(2) and Appendix H
that provide additional guidance on the revised disclosure requirements.
For further information about the new rule, please call:
• Ms. Kyung H. Cho-Miller, Staff Attorney in the Federal Reserve System's Division of
Consumer and Community Affairs, at (202) 452-3667;
• Ken Baebel, Senior Review Examiner in the FDIC's Division of Compliance and
Consumer Affairs (202-942-3086, e-mail: JBaebel01FDIC.gov); or
• Andrea Winkler, Counsel in the FDIC's Legal Division (202-736-0762, e-mail:
AWinkler@FDIC.gov).
Carmen 1. Sullivan
Director

C-6

Attachment: Dec. 1 Federal Register, pages 63441-63447, available on the FDIC web site
for FILs, www.fdic.govlbanknews
Distribution: FDIC-Supervised Banks (Commercial and Savings)
NOTE: Paper copies of FDIC financial institution letters may be obtained through the
FDIC's Public Information Center, 801 17th Street, N.W., Room 100, Washington, D.C.
20434 (800-276-6003 or 202-416-6940).

C-7

Regional Director Memo
Compliance Examination Procedures for
Regulation Z in Response to Court Ruling
Classification Number:
Date:
Transmittal Number:

6410 (S)
04/17/92
92-058

1.
Purpose. To forward the attached Legal Division opinion regarding First
National Bank of Council Bluffs v. OCC and provide guidance on the FDIC's
procedural policy as a result of the aforementioned case.
2.
Background. The recent Eighth Circuit Court case First National Bank of
Council Bluffs v. OCC (February 19, 1992) challenged the federal agencies'
interpretation of the Truth in Lending Act (Act) and the joint statement of
policy entitled Administrative Enforcement of the Truth in Lending Act Restitution dated July 11, 1980. Both the Act and the policy statement state
that reimbursement orders by federal agencies shall require adjustment to loan
accounts transacted since the date of the immediately preceding examination,
interpreted to mean the last examination in which Truth in Lending compliance
was reviewed. The court ruled against the OCC's reimbursement order issued to
the above bank, citing a literal translation of the Act to mean any immediately
preceding examination for any purpose. Therefore, such preceding examination
could be fore safety and soundness or other specialty examination purpose,
rather than the last examination in which compliance with the Act and its
implementing Regulation Z were reviewed. This ruling has caused the federal
agencies to review their procedures for handling such potential reimbursement
orders in the future.
The attached legal opinion outlines the FDIC's
recommended approach to future reimbursement orders.
3.
Procedures. Until further notice, reimbursement orders issued by the
FDIC to state nonmember banks will follow the 1980 Statement of Policy and the
Act, except for those institutions within the Eighth Circuit Court
jurisdiction. The Eighth Circuit Court serves the following states: North
Dakota, South Dakota, Minnesota, Iowa, Nebraska, Missouri, and Arkansas.
Reimbursement orders to banks within these states will follow the Eighth
Circuit Court Ruling for First National Bank of Council Bluffs and require
reimbursement to those loan accounts transacted only since the immediately
preceding examination, regardless of the examination type.
For the purposed of
these procedures, the term "examination" does not include visitations or state
examinations. Regional Directors are encouraged to continue conducting
concurrent safety and soundness, trust, and EDP examinations with compliance
examinations, where feasible, in order to reduce the impact of this ruling on
future reimbursement orders.
4.
Responsibility and Action. This memorandum should be provided to
appropriate members of your staff.
5.

Effective Date.

This memorandum is effective upon receipt.

MEMORANDUM TO:

Ken A. Quincy
Chief
Compliance & Special Review

FROM:

Larry L. Goodman
Senior Attorney

SUBJECT

First National Bank of Council Bluffs v. OCC
No. 91-2289 (8th Cir. filed Feb. 19, 19~2).

In response to our meeting with the other Federal banking agencies at the
Board of Governors of the Federal Reserve System, on February 25, 1992,
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concerning the above case and its impact, I concur in the general consensus
that the FDIC should follow the decision in that circuit, the Eighth, but not
in the other circuits.
I also expressed my opinion that the OCC should not
attempt to have a rehearing, which was the consensus of the other agencies as
well, since it would serve no meaningful purpose.
The Petitioner, First National Bank of Council Bluffs, Council Bluffs,
Iowa ("Bank"), offered variable interest rate consumer installment loans with
the first year rate being a below market ("teaser") rate. After the initial
year, the loan was at a going rate.
In the two
variable interest
annual percentage
composite rate as
Z, 12 C.F.R. Part

year period between June 1986 and June 1988, the Bank made 691
rate loans with a teaser rate. The Bank's disclosure of the
rate to consumers was based on the teaser rate, not a
prescribed ("TILA") 15 U.S.C.
1601 et. seq., and Regulation
226.

Based on the consumer compliance examination as a June 3D, 1988, the
Office of the Comptroller of the Currency ("OCC") ordered adjustments to the
accounts of consumers where the transaction was consummated after the most
recent previous consumer compliance examination, June 1985. However, a safety
and soundness examination had been conducted (as of December 31, 1987) in the
interim. The Bank contended that the OCC could only order adjustments in
connection with transactions consummated after the safety and soundness
examination, since it was the most recent examination preceding the current
consumer compliance examination. The basis for their contention was the fact
the TILA states that no adjustment shall be ordered:
except in connection with violations arising from practices
identified in the current examination and only in connection
with transactions that are consummated after the date of the
immediate preceding examination.

CONCUR:
Arthur L. Beamon
Associate General Counsel

15 U.S.C.

1607

(e)

(3)

(i).

The court, finding the words "immediate preceding examination" clear and
unambiguous, agreed with the Bank.
Thus, adjustments were to be made only on
transactions consummated after the most recent previous examination in time to
the current examination, irrespective of the purpose for conducting the
preceding examination.
The Federal Deposit Insurance Corporation's ("FDIC") interpretation of
the language "immediate preceding examination" has mirrored that of the OCC's,
in other words, the preceding consumer compliance examination at which truth in
lending was covered, and not a safety and soundness examination. You have
informed me, however, that approximately seventy (70%) percent of the FDIC's
consumer compliance examinations are conducted concurrently with a safety and
soundness examination. Therefore, the decision should have little impact on
the FDIC, since it has such a high percentage of concurrent examinations.
Obviously, the FDIC should follow the Council Bluffs decision in the
Eighth Circuit. However, in the other circuits, we can continue to interpret
"immediate preceding examination" to mean the last consumer compliance
examination prior to the current one, for the reason that the other circuits
are not bound by the decision. But, assuredly, the decision will be cited by
banks in other jurisdictions as being dispositive of the issue. Obviously, one
cannot accurately predict whether other circuits will adopt the Eighth
Circuit's position, but it certainly gives them a precedent to consider. Being
aware of the Counsel Bluffs decision, I would certainly continue the practice
of having a great number of consumer compliance examinations conducted in
conjunction with safety and soundness examinations.
Transmittal #92-058
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Fil1allciallnstitlltion Letters
FIL-19-97
March 10, 1997

TRUTH IN LENDING RESTITUTION
TO:
CHIEF EXECUTIVE OFFICER AND COMPLIANCE OFFICER
SUBJECT: Requests for Relieffrom Reimbursement under the Truth in Lending Act
Historically, the FDIC has treated a request made by non-member banks seeking relief from
making reimbursement under the Truth in Lending Act, 15 U.S.C. 1601 et seq. (TILA), as
an application under its regulations. The Board has delegated authority to the Director of the
Division of Compliance and Consumer Affairs (DCA) to grant or deny these requests. The
Director has further delegated this authority to the Regional Directors (DCA) but only to
deny requests where the amount of reimbursement totals less than $25,000.
The TILA grants the enforcement agencies very little discretion to grant relief from
reimbursement for violations. Because of this limited discretion, the FDIC has not been able
to grant relief in many instances. From 1991 through 1996, a total of 63 requests were
reviewed at the Washington level and only one ofthese requests was granted. In that one
instance, it was determined that the cited violation was, in fact, not a violation of Regulation
Z.
Should a nonmember bank wish to pursue a request for relief, even though there is a strong
likelihood that a request will not be granted, the request will be processed within established
time frames (see FIL-26-96, "Regulatory Responsiveness," dated May 6, 1996, concerning
application processing time lines):
Requests that can be processed under delegated authority by the Regional Director and
Regional Counsel must be completed within 60 days after receipt unless the institution
has agreed in writing to an extension of time to make the determination.
Requests requiring action by the Washington Office will be referred by the Regional
Office to the Washington Office within 45 days of receipt. A decision will be made
within 45 days of receipt in Washington.
Legal Background: Section 108(e) of the TILA, which governs enforcement of TILA,
provides a very specific framework for requiring agency action on restitution. Once the
FDIC determines that a disclosure error involving an inaccurate APR or finance charge has
occurred, and that the error has resulted from "gross negligence," or a "clear and consistent
pattern or practice of violations," the agency shall require an adjustment unless one of four
stated exceptions applies, in which case the agency need not require an adjustment. If the
exceptions apply, or in cases of similar disclosure errors, an agency may require an
adjustment.
The use of the terms "shall require an adjustment," "need not require an adjustment" and
"may require an adjustment" within the same section of the statute suggests that Congress
intended the term "shall require" to be mandatory. The Congress used the word must,
indicating the compulsory nature of its direction that an agency enforce the TILA with
regard to the specific kinds of violations enumerated, as contrasted with the agency's
discretion to order restitution in other situations:

C -10

"Where the violation resulted from a pattern or practice of violations, gross
negligence, or a willful violation intended to mislead, an agency must, subject to the
restrictions discussed below, order restitution to the consumer designed to assure that
the consumer pays no more than the lower of the finance charge or annual percentage
rate actually disclosed.... In the case of violations not falling under any of the above
criteria, each agency may in its discretion order restitution." Id. at 12; accord
verbatim, S.Rep. No. 368, 96th Cong., 1st Sess. 26 (1979).
There are four instances where the FDIC has discretion to waive reimbursement. Three of
these exceptions are straightforward and are fact specific. It would be unusual to find a bank
which could successfully assert one of these exceptions as a defense, since it is unlikely that
restitution would have been ordered in the first place as FDIC examiners carefully evaluate
whether any of the exceptions exist before requesting that a bank make restitution.
The first three exceptions are where:
1. The error involves a fee or charge that would otherwise be excludable in computing the
finance charge;
2. The error involved a disclosed amount which was 10 percent or less of the amount that
should have been disclosed and either the annual percentage rate (APR) or finance charge
was disclosed correctly; or
3. The error involved a total failure to disclose either the APR or finance charge.
The fourth exception is the one most frequently cited by an institution in requesting relief. It
is the one that is most difficult to meet since it contains four elements, all four of which must
be met for the exception to apply. The conditions are that:
the error resulted from a unique circumstance,
the disclosure violations are clearly technical and non- substantive,
do not adversely affect information provided to the consumer, and
have not misled or otherwise deceived the consumer.
The legislative history of TILA does not define the term "unique circumstance"; however,
the FDIC considers the term "unique" to have the traditional meaning, including "unusual,"
"atypical," and "infrequent." Where violations involving the finance charge and APR are
concerned, the requirement that the error be "clearly technical and nonsubstantive" generally
cannot be met. Technical and nonsubstantive violations do not include those which could
affect the outcome of a borrower's decision in credit shopping. See S. Rep. No. 368, 96th
Cong., 1st Sess. 16-17 (1979). Congress intended the "technical and non-substantive"
exception to be construed very narrowly for use in such situations as clerical or computer
errors.
Similarly, where there is an understatement of the finance charge or APR, it is unlikely that
there will be "no adverse effect on information provided to the consumer" and that the error
would not have "misled or otherwise deceived the consumer." Thus, it is extremely rare that
the conditions contained in the fourth exception are ever met. For example, some recent
requests by institutions seeking relief from having to make reimbursement have included
some of the following reasons as a defense that the FDIC determined to be unacceptable:
Consumers did not pay any additional amount because of inaccurate disclosures
Impact on the institution's reputation in its community
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Size of the institution
Consumers signed the credit life insurance application but did not affirmatively
indicate a desire to purchase the insurance
Provider of form/software purchased by institution gave erroneous advice
Consumers were given new disclosures but were not provided monetary
reimbursement
Examiners did not cite violation at previous examination
Procedures for Making a Request: If an institution decides to make a request for relief from
reimbursement, it should do so within 30 days of receipt of the report of examination
containing the request to conduct a file search and make restitution to affected customers.
The request should be directed to the attention of the Regional Director (DCA) and must
address the statutory factors contained in Section 108(e) of the TILA. The Regional Director
will notify the institution of the receipt of the request and that pending a final determination,
the institution is not required to complete corrective action on the restitution request.
When restitution must be made, the FDIC expects the institution to carry out the
reimbursement to the customer expeditiously according to the Joint Statement of Policy on
Restitution adopted on July 11, 1980. (A copy of the Statement is attached.) When lump
sum payments to consumers are required to be made, they must be provided to the consumer
either by official check or a deposit into an existing unrestricted consumer asset account,
such as an unrestricted savings, checking or NOW account. If, however, the loan is
delinquent, in default, or has been charged off, the creditor may apply all or part of the
reimbursement to the amount past due, if permissible under law.
There have been instances where institution personnel have inappropriately requested
consumers to return reimbursement checks to the institution. This, and any like practice, is
not permissible and the FDIC views any such attempts to prevent unrestricted access by the
consumer to reimbursement proceeds as a serious breach of fiduciary duty as well as a
violation of law and regulation. These violations will be subject to enforcement actions,
including but not limited to, assessment of civil money penalties, orders to cease and desist,
and possible removal/prohibition orders.
Questions about the procedures for requesting relief from reimbursement may be directed to
any of the DCA Review Examiners in Washington or the Regional Offices listed in
Attachment 2.
Carmen J. Sullivan
Director
Attachments (2)
Attachment 1
Attachment 2
Distribution: FDIC-Supervised Banks (Commercial and Savings)
Note: Paper copies of FDIC financial institution letters may be obtained through the FDIC's
Public Information Center, 801 17th Street, N.W., Room 100, Washington, D.C. 20434
(202-416-6940 or 800-276-6003).
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ATTACHMENT 1
ADMINISTRATIVE ENFORCEMENT OF THE TRUTH IN LENDING ACT RESTITUTION
Joint Statement of Policy
The Depository Institutions Deregulation and Monetary Control Act of 1980 was enacted on
March 31, 1980. The Truth in Lending Simplification and Reform Act amends the Truth in
Lending Act, 15 U.S.C. 1601, et seq. effective March 31, 1980 and authorized the federal
Truth in Lending enforcement agencies to order creditors to make monetary and other
adjustments to consumers' accounts when an annual percentage rate (APR) or finance charge
was inaccurately disclosed. It generally requires the agencies to order restitution when such
disclosure errors resulted from a clear and consistent pattern or practice of violations, gross
negligence, or a willful violation that was intended to mislead the person to whom the credit
was extended. However, the Act does not preclude the agencies from ordering restitution for
isolated disclosure errors.
This policy guide summarizes and explains the restitution provisions of the Truth in Lending
Act, as amended. The material also explains corrective actions the financial regulatory
agencies believe will be appropriate and generally intend to take in those situations in which
the Act gives them the authority to perform equitable remedial action.
The agencies anticipate that most financial institutions will voluntarily comply with the
restitution provisions of Section 608 as part of the normal regulatory process. If a creditor
does not voluntarily act to correct violations, the agencies will use their cease and desist
authority to require correction pursuant to: 15 U.S.C. 1607 and 12 U.S.C. 1818(b) in the
cases of the Board of Governors of the Federal Reserve System, the Federal Deposit
Insurance Corporation, the Office of the Comptroller of the Currency, and the Office of
Thrift Supervision; and 15 U.S.C. 1607 and 12 U.S.C. 1786(e)(I) in the case of the National
Credit Union Administration.

Restitution Provisions
Definitions

Except as provided below, all definitions are those found in the Truth in Lending Act (Act)
and Regulation Z, 12 CFR Part 226.
1. "Current examination" - the most recent examination begun on or after March 31,
1980, in which compliance with Regulation Z was reviewed.
2. "Irregular Mortgage Transaction" means a loan secured by real estate for which the
annual percentage rate (APR) cannot be calculated using Volume I of the Federal
Reserve System's Truth in Lending, Regulation Z, Annual Percentage Rate Tables.
3. "Lump sum method" means a method of reimbursement in which a cash payment
equal to the total adjustment will be made to a consumer.
4. "Lump sum/payment reduction method" means a method of reimbursement in which
the total adjustment to a consumer will be made in two stages:
a. A cash payment that fully adjusts the consumer's account up to the time of the
cash payment; and,
b. A reduction of the remaining payment amounts on the loan.
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5. "Understated APR" means:
a. For other than irregular mortgage transactions, a disclosed APR, which, when
increased by one-quarter of one percentage point, is less than the actual APR
calculated under the Act, without taking into account the tolerance provided by
section 107(c) of that Act.
b. For irregular mortgage transactions consummated before April 1, 1981, a
disclosed APR which is less than the actual APR calculated under section
107(c) of the Act, including a one-half of one percentage point tolerance.
c. For irregular mortgage transactions consummated after March 31, 1981, but
before April 1, 1982, a disclosed APR which, when increased by one- quarter of
one percentage point (instead of one-half of one percentage point), is less than
the actual APR calculated under the Act, without taking into account the
tolerance provided by section 107(c) of that Act.
d. For all loans consummated after March 31, 1982 (including irregular mortgage
transactions), which have an amortization of 10 years or less, a disclosed APR
which, when increased by one-quarter of one percentage point, is less than the
actual APR calculated under the Act, without taking into account the tolerance
provided by section 107(c) of the Act.
e. For all loans consummated after March 31, 1982 (including irregular mortgage
transactions), which have an amortization schedule of more than 10 years, a
disclosed APR which is less than the actual APR, including the tolerance
contained in section 107(c).
f. For all loans determined to contain a willful violation intended to mislead a
consumer, a disclosed APR which is less than the actual APR including the
tolerance contained in section 107(c).
6. "Understated finance charge" - A disclosed finance charge which, when increased by
the greater of the finance charge dollar tolerance specified in the Act and Regulation Z
or a dollar tolerance that is generated by the corresponding APR reimbursement
tolerance, is less than the finance charge calculated under the Act.
De Minimis Rule

If the amount of adjustment on an account is less than $1.00, no restitution will be ordered.
However, the agencies may require a creditor to make any adjustments of less than $1.00 by
paying into the United States Treasury, if more than one year has elapsed since the date of
the violation.
Corrective Action Period

1. Open-end credit transactions will be subject to an adjustment if the violation occurred
within the two-year period preceding the date of the current examination.
2. Closed-end credit transactions will be subject to an adjustment if the violation resulted
from a clear and consistent pattern or practice or gross negligence where:
a. There is an understated APR on a loan which originated between January 1,
1977 and March 31,1980.
b. There is an understated APR or understated finance charge, and the practice
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giving rise to the violation is identified during a current examination. Loans
containing the violation that were consummated since the date of the
immediately preceding examination are subject to an adjustment.
c. There is an understated APR or understated finance charge, the practice giving
rise to the violation was identified during the prior examination and the practice
is not corrected by the date of the current examination. Loans containing the
violation which were consummated since the creditor was first notified in
writing of the violation are subject to an adjustment. (Prior examinations
include any examinations conducted since July 1, 1969).
3. Each closed-end credit transaction containing a willful violation intended to mislead
the consumer consummated since July 1, 1969 is subject to an adjustment.
4. For terminated loans subject to 2 above, an adjustment will not be ordered if the
violation occurred in a transaction consummated more than two years prior to the date
of the current examination.
Calculating the Adjustment Consumers will not be required to pay any amount in excess of
the finance charge or dollar equivalent of the APR actually disclosed on transactions
involving:
1. Understated APR violations on transactions consummated between January 1, 1977
and March 31, 1980, or
2. Willful violations that were intended to mislead the consumer.
On all other transactions, applicable tolerances provided in the definitions of understated
APR and finance charge may be applied in calculating the amount of adjustment to the
consumer's account.
Methods ofAdjustment

The consumer's account will be adjusted using the lump sum method or the lump
sum/payment reduction method, at the discretion of the creditor.
Violations Involving the Non-Disclosure of the APR or Finance Charge
1. In cases where an APR was required to be disclosed but was not, the disclosed APR
shall be considered to be the contract rate, if disclosed on the note or the Truth in
Lending disclosure statement.
2. In cases where an APR was required to be disclosed but was not, and no contract rate
was disclosed, consumers will not be required to pay an amount greater than the actual
APR reduced by one-quarter of one percentage point, in the case of first lien mortgage
transactions, and by one percentage point in all other transactions.
3. In cases where a finance charge was not disclosed, no adjustment will be ordered.
Violations Involving the Improper Disclosure of Credit Life, Accident, Health, or Loss of
Income Insurance
1. Through March 31, 1982:

a. If the creditor has not disclosed to the consumer in writing that credit life,
accident, health, or loss of income insurance is optional, the insurance shall be
treated as having been required and improperly excluded from the finance
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charge. An adjustment will be ordered if it results in an understated APR or
finance charge. The insurance will remain in effect for the remainder of its term.
b. If the creditor has disclosed to the consumer in writing that credit life, accident,
health, or loss of income insurance is optional, but there is either no signed
insurance option or no disclosure of the cost of the insurance, the creditor shall,
unless a claim was made on the insurance policy and paid, be required to send a
written notice to the affected consumer disclosing the cost of the insurance and
notifying the consumer that the insurance is optional and may be canceled
within 45 days to obtain a full refund of all premium charged. If the creditor
receives no response from the consumer within 45 days, the insurance will
remain in effect and no further corrective action, with respect to that loan, will
be required.
c. After March 31, 1982, the above violations of section 106(b) of the Act will be
treated as APR or finance charge violations for adjustment purposes, as
applicable.
Special Disclosures
Adjustments will not be required for violations involving the disclosures required by 106(c)
and (d).
Obvious Errors
If an APR was disclosed correctly, but the finance charge required to be disclosed was
understated, or if the finance charge was disclosed correctly, but the APR required to be
disclosed was understated, no adjustment will be required if the error involved a disclosed
value which was 10 percent or less of the amount that should have been disclosed.
Agency Discretion
Adjustments will not be required if the agency determines that the disclosure error resulted
from any unique circumstances involving a clearly technical and nonsubstantive disclosure
violation which did not adversely affect information provided to the consumer and which
did not mislead or otherwise deceive the consumer.
Safety and Soundness
In connection with loans consummated before April 1, 1980, iffull adjustments would have
a significantly adverse impact upon the safety and soundness of the creditor, partial
adjustments which do not have such an impact may be required. In connection with loans
consummated after March 31, 1980, full adjustments will always be required. However, the
affected creditor will be permitted to make the full adjustment in partial payments over an
extended period to minimize the adverse impact to its safety and soundness.
Exemption from Restitution Orders
A creditor will not be subject to an order to make an adjustment if within 60 days after
discovering a disclosure error, whether pursuant to a final written examination report or
through the creditor's own procedures, the creditor notifies the person concerned of the error
and adjusts the account to ensure that such person will not be required to pay a finance
charge in excess of that actually disclosed or the dollar equivalent of the APR disclosed,
whichever is lower. This 60-day period for correction of disclosure errors is unrelated to the
provisions of the Civil Liability section of the Act.
By order of the Federal Financial Institutions Examination Council.
C -16

ATTACHMENT 2
REGIONAL OFFICE CONTACTS
ATLANTA - Ms. Lisa Drag, Review Examiner (404) 817-2525
BOSTON - Ms. Carol-Ane Woodard, Review Examiner (617) 320-1731
CHICAGO - Mr. Christopher Lombardo, Review Examiner (312) 382-7584
DALLAS - Mr. Wayne Perun, Review Examiner (214) 220-3357
KANSAS CITY - Ms. Janet Kincaid, Review Examiner (816) 234-8153
MEMPHIS - Mr. James Francomacaro, Review Examiner (901) 821-5231
NEW YORK - Mr. John Soffronoff, Review Examiner (212) 704-1405
SAN FRANCISCO - Ms. Carol Saccomonto, Review Examiner (415) 978-0475
WASHINGTON OFFICE CONTACTS
LEGAL - Ms. Andrea Winkler, Counsel, Compliance and Enforcement (202) 736-0762
DCA - Mr. Ken Baebel, Sr. Review Examiner, Compliance and Enforcement (202)
942-3086
Ms. Alice Beshara, Review Examiner, Compliance and Enforcement (202) 942-3087
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FINANCIAL INSTITUTION LETTERS

FIL-50-97
May 9, 1997

YEAR 2000 PROJECT MANAGEMENT AWARENESS
TO:
CHIEF EXECUTIVE OFFICER
SUBJECT: Interagency Statement on Year 2000 Project Management Awareness
The Federal Financial Institutions Examination Council (FFIEC) on May 5, 1997, issued the
attached press release and interagency statement providing guidance on the scope of the
activities necessary for insured financial institutions to make all information-processing
systems capable of recognizing dates in the Year 2000 and beyond.
The attached statement updates the FFIEC's statement "The Effect of Year 2000 on
Computer Systems," issued in June 1996, and it reflects the federal agencies' concerns about
the industry's readiness for the Year 2000. The statement outlines the agencies' supervisory
strategy to ensure an orderly transition into the next century.
Financial institutions should be well into the "assessment" phase of their Year 2000 project
management plan. As noted in the statement, mission-critical systems should be identified
and priorities set for Year 2000 work by the end of the third quarter of 1997. For
mission-critical applications, the agencies strongly recommend that programming changes
be largely completed and testing well underway by December 31, 1998. This time line for
testing critical applications has been accelerated since the June 1996 interagency statement
to ensure that system interdependencies are not disrupted. Reprogramming for other
applications should also be completed by December 31, 1998, to allow a full year for testing
and adjustments.
The statement discusses three Year 2000-related issues requiring management attention:
reliance on vendors,
risks posed by exchanging data with external parties, and
the potential effect of Year 2000 noncompliance on corporate borrowers.
Other operational issues related to Year 2000 planning are also highlighted.
The FDIC and state banking authorities will review the conversion efforts of all
FDIC-supervised banks in 1997, using the attached examiner questionnaire and examination
procedures or similar tools. Meanwhile, management is encouraged to use these examination
tools to assess the adequacy of its own efforts in addressing Year 2000 issues. If you foresee
significant problems meeting the target time lines in this guidance, please notify your
Division of Supervision regional office.
The attached interagency statement and related information on Year 2000 issues are
available on the Internet via the World Wide Web at
http://www.fdic.gov/banknews/fils/
and
http://www.ffiec.gov.
For more information, please contact your Division of Supervision Regional Office.
C -19

Nicholas J. Ketcha Jr.
Director
Attachments: (below)
FFIEC Press Release
FFIEC Press Release attachment
Appendix A
Appendix B
Distribution: FDIC-Supervised Banks (Commercial and Savings)
NOTE: Paper copies of FDIC financial institution letters may be obtained through the
FDIC's Public Information Center, 801 17th Street, N.W., Room 100, Washington, D.C.
20434 (800-276-6003 or 202-416-6940). Electronic versions are available at:
http://www.fdic.gov/banknews/fils/
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Attachment:
Federal Financial Institutions Examination Council Press Release
May 5,1997

For immediate release

Federal Bank Regulators Outline Year 2000 Project Management Goals
The Federal Financial Institutions Examination Council's Task Force on Supervision today
issued an Interagency Statement for the banking industry and federal examiners, intended to
focus their attention on the critical issues financial institutions need to address quickly to
resolve Year 2000 computer problems and avoid major service disruptions.
The FFIEC Task Force first alerted the industry to the Year 2000 problem in June 1996, and
recommended that institutions perform risk assessments and plan a strategy to address
vulnerable systems.
Today's Statement outlines a project management process that strongly encourages federally
insured depository institutions to complete an inventory of core computer functions and set
priorities for Year 2000 goals by September 30, 1997. Banks are expected to largely
complete programming changes, and have testing well underway for mission critical systems
by December 31, 1998.
In an appendix to the Statement, the Task Force included an examiner questionnaire to help
regulatory agencies conduct assessments of financial institution planning efforts, which are
expected to be completed shortly. Based on the results of these assessments, regulators will
prioritize supervisory reviews, using examination procedures contained in a second
appendix to the Statement. The regulators expect to complete examinations of conversion
efforts by mid-1998.
Federal financial regulators are concerned that systemic disruptions and potential failures
could result if computers used by financial institutions cannot properly read date-sensitive
information when the calender year changes to 2000. For this reason, an institution's
reprogramming planning should include consideration ofthe vendors whose products and
services a financial institution uses; the other banks, clearing houses and customers with
whom it exchanges data electronically; and, corporate borrowers, whose creditworthiness
might be diminished by significant service disruptions.
In a statement today, the Task Force said, "The Year 2000 presents a number of very
difficult challenges for the financial services industry, which relies heavily on effective
computer communications between banks, external data networks and data processing
centers, and their customers. The Interagency Statement adopted today emphasizes the
important issues that banks, thrifts and credit unions need to address right now to meet
critical deadlines in preparation for the Year 2000."
The Interagency Statement outlines five management phases necessary to complete a
computer conversion program: awareness, assessment, renovation, validation, and
implementation. During the final stage, systems should be certified as compliant and
accepted by business users. Federal regulators intend to work closely with institutions that
face unusual difficulties.
The Interagency Statement is attached. It is also available on the Internet at
http://www.FFIEC.gov/Y2K/ and by telephone FAX BACK at 888-882-0982.
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Attachment:
Federal Financial Institutions Examination Council

YEAR 2000 PROJECT MANAGEMENT AWARENESS
May 5,1997
To: Chief Executive Officers of all federally supervised financial institutions, providers of
data services, senior management of each FFIEC agency, and all examining personnel.
Purpose:
This Interagency Statement is intended to emphasize the need to make all information
processing systems Year 2000 compliant and identify specific concerns that should be
considered in managing a conversion program. The FFIEC first alerted the industry in June
1996 of the Year 2000 problem. At that time, we recommended that financial institutions
perform a risk assessment of their processing systems and begin developing an action plan to
address vulnerable systems. This Interagency Statement expands on those topics and stresses
a number of areas which may need special attention. It also describes the supervisory
strategy that the federal banking agencies will pursue in monitoring Year 2000 conversion
efforts of financial institutions, as well as third-party data processing servicers, and software
suppliers servicing insured financial institutions.
The Year 2000 poses serious challenges to the industry. Many experts believe that even the
most prepared organizations may encounter some implementation problems. The federal
banking agencies want to ensure that financial institutions avoid major disruptions and will
work with the industry to reach that goal. They will implement a supervisory plan designed
to: heighten awareness of the Year 2000 problem within the industry; perform an assessment
of the planning efforts of financial institutions for Year 2000; conduct a supervisory review
of all institutions for Year 2000 preparedness; and work with institutions that face
difficulties. The agencies will undertake follow-up activities to ensure institutions focus on
problem areas and take appropriate supervisory action if they are unable to encourage a
financial institution to devote adequate attention to achieving Year 2000 compliance.
This Statement has four major parts: an outline of the Year 2000 project management
process; identification of three external risk issues that the Year 2000 conversion plan
should consider; other operational issues that may be relevant to an institution's Year 2000
planning; and a description of the federal banking agencies' supervisory strategy.
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Year 2000 Project Management:
The Year 2000 problem presents a number of difficult challenges to financial institution
management. Information systems are often complex and have been developed over many
years through a variety of computer languages and hardware platforms. For many financial
institutions, correction of those problems will be costly and complex. A lack of skilled
mainframe programmers and system experts compounds the problem.
Year 2000 conversion projects will require executive management sponsorship and an
effective project management process. The project management process begins with an
awareness of the issue and an assessment of the extent of Year 2000 problems within
financial institution systems. This includes identification of affected applications and
databases. Mission critical applications should be identified and priorities set for Year 2000
work by the end of the third quarter of 1997. Financial institutions and service providers
should be well into this phase of the project. Code enhancements and revisions, hardware
upgrades, and other associated changes follow the assessment phase and should be largely
completed by December 31, 1998.
Since the 1996 Interagency Statement, it has become clear that testing mission critical
system interdependencies, particularly those with external systems, will be time consuming
and could take up to at least one year in more complex data processing environments.
Accordingly, for mission critical applications, the federal banking agencies strongly
encourage the industry to assure that programming changes are largely completed and that
testing be well underway by December 31, 1998. This is a change from the June 1996
Interagency Statement due to the importance of fully testing connectivity between major
servicers and other financial institutions.
Year 2000 project management processes are expected to be more formalized in financial
institutions with complex systems or which rely on in-house application development. In all
financial institutions, regardless of size or complexity, strong leadership, effective
communication, and accountability are necessary to ensure that Year 2000 initiatives will be
successful. The following describes the discovery, planning, and implementation process in
managing an institution's conversion program:
Awareness Phase - Define the Year 2000 problem and gain executive level support for
the resources necessary to perform compliance work. Establish a Year 2000 program
team and develop an overall strategy that encompasses in-house systems, service
bureaus for systems that are outsourced, vendors, auditors, customers, and suppliers
(including correspondents).
Assessment Phase - Assess the size and complexity of the problem and detail the
magnitude of the effort necessary to address Year 2000 issues. This phase must
identify all hardware, software, networks, automated teller machines, other various
processing platforms, and customer and vendor interdependencies affected by the
Year 2000 date change. The assessment must go beyond information systems and
include environmental systems that are dependent on embedded microchips, such as
security systems, elevators and vaults.
Management also must evaluate the Year 2000 effect on other strategic business
initiatives. The assessment should consider the potential effect that mergers and
acquisitions, major system development, corporate alliances, and system
interdependencies will have on existing systems and/or the potential Year 2000 issues
that may arise from acquired systems.
The financial institution or vendor should also identify resource needs, establish time
frames and sequencing of Year 2000 efforts. Resource needs include appropriately
skilled personnel, contractors, vendor support, budget allocations, and hardware
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capacity. This phase should clearly identify corporate accountability throughout the
project, and policies should define reporting, monitoring, and notification
requirements. Finally, contingency plans should be developed to cover unforeseen
obstacles during the renovation and validation phases and include plans to deal with
lesser priority systems that would be fixed later in the renovation phase.
Renovation Phase - This phase includes code enhancements, hardware and software
upgrades, system replacements, vendor certification, and other associated changes.
Work should be prioritized based on information gathered during the assessment
phase. For institutions relying on outside servicers or third-party software providers,
ongoing discussions and monitoring of vendor progress are necessary.
Validation Phase - Testing is a multifaceted process that is critical to the Year 2000
project and inherent in each phase of the project management plan. This process
includes the testing of incremental changes to hardware and software components. In
addition to testing upgraded components, connections with other systems must be
verified, and all changes should be accepted by internal and external users.
Management should establish controls to assure the effective and timely completion of
all hardware and software testing prior to final implementation. As with the
renovation phase, financial institutions should be in ongoing discussions with their
vendors on the success of their validation efforts.
Implementation Phase - In this phase, systems should be certified as Year 2000
compliant and be accepted by the business users. For any system failing certification,
the business effect must be assessed clearly and the organization's Year 2000
contingency plans should be implemented. Any potentially noncompliant
mission-critical system should be brought to the attention of executive management
immediately for resolution. In addition, this phase must ensure that any new systems
or subsequent changes to verified systems are compliant with Year 2000 requirements.
External Issues:
Our discussions with Year 2000 experts, bankers, and field examiners indicate some
financial institutions have not yet considered all the implications of the Year 2000 problem
or lack conformance to time critical dates. More specifically, management should begin
immediately to consider the following areas in its project planning process:
Reliance on Vendors - The agencies find that some financial institutions, relying on
third-party data processing servicers or purchased applications software, have not
taken a proactive approach in ensuring Year 2000 compliance by their vendors.
Management should evaluate vendor plans and actively monitor project milestones.
Institutions should determine if vendor contract terms can be revised to include Year
2000 covenants. Management should be aware of vendor specific responsibilities and
their institution's vulnerability if the vendor cannot meet contractual obligations.
Alternate service or software providers should be considered if vendor solutions or
time frames are inadequate. If purchased products or services belong to larger,
integrated systems, financial institutions' testing and certification processes will have
to be fully coordinated with their vendor's Year 2000 testing. Management must also
ensure that vendors have the capacity (both financial and personnel) to complete the
project and are willing to certify Year 2000 compliance.
Data Exchange - The Year 2000 problem also poses a risk to the quality of
information that institutions exchange with other firms. Large volumes of date
sensitive data are transferred electronically between financial institutions, their
customers, and their regulators. Institutions will need to know how methods of data
exchange differ among financial institutions, across vendors, and between other
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institutions. Therefore, Year 2000 planning should allow sufficient time to assess the
effect that Year 2000 solutions will have on data transfers. The project plan should
also include testing and verification, as appropriate, of data exchanges with clearing
associations, governmental entities, customers and international financial institutions.
Corporate Customers - Many corporate customers (borrowers) depend on computer
systems that must be Year 2000 compliant. Corporate customers, who have not
considered Year 2000 issues, may experience a disruption in business, resulting in
potentially significant financial difficulties that could affect their creditworthiness.
Financial institutions should develop processes to periodically assess large corporate
customer Year 2000 efforts and may consider writing Year 2000 compliance into their
loan documentation. Loan and credit review officers should consider in their credit
analysis of large corporate customers whether the borrower's Year 2000 conversion
efforts are sufficient to avoid significant disruptions to operations.
Other Year 2000 Operating Issues:
The following issues should also be considered in addressing Year 2000 planning:
Replacement vs. Repair - Cost and timing considerations will affect a financial
institution's decision to replace or repair strategic systems. Those factors may dictate
that some systems will be repaired in the short term and strategically replaced
sometime after January 1,2000. Conversely, it may be more cost effective to
accelerate the replacement of strategic systems.
Cost and Monitoring - As the Year 2000 approaches and the urgency of fixing
problems increases, the costs of obtaining/retaining qualified staff to address the
problems will undoubtedly rise, perhaps significantly. Some experts believe that the
limited availability of technical support will be a major obstacle to making systems
Year 2000 compliant. Knowledge of market conditions for skilled programmers and
developing programs to retain key personnel may be necessary to ensure that adequate
resources are available throughout the project's life.
Mergers and Acquisitions (M&As) - The extent of Year 2000 conversion efforts will
bear directly on corporate M&As' strategies since conversions resulting from M&As
will compete for project managers and technical resources. Acquisition strategies
should include the institution's Year 2000 assessment to the extent possible.
Remote Locations - Remote or overseas operations also need to devote attention to
Year 2000 issues. In particular, management information systems for businesses that
run semi-autonomously from the head office must be included in the financial
institution's system inventory and plans. To the extent that such systems serve as
critical controls for business operations, they could expose the financial institution to
significant undetected vulnerabilities. Appropriate staff members throughout the
organization must be aware of the risks associated with the Year 2000 issue and how
they might be affected.
Contracts - Legal issues may arise from the lack of specificity in contract terms
dealing with Year 2000 issues. Financial institutions should modify existing contracts
which do not specifically address Year 2000 compliance by the vendor. Otherwise,
conflicts may result regarding the commitment and responsibility to assure Year 2000
compliance. Current and future purchases should require Year 2000 certification. If
contract changes or modifications are refused, then the institution should consider
replacing the service or product.
Leap Year - All Year 2000 plans need to address the leap year - February 29, 2000issue. All date and calculation routines need to be reviewed to ensure that leap year
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calculations are Year 2000 certified.
Supervisory Strategy:
The federal banking agencies plan to conduct a supervisory review of all financial
institutions' Year 2000 conversion efforts by mid-1998. They will soon complete an
assessment of financial institutions' Year 2000 planning efforts. The appropriate regulatory
agency may use the examiner questionnaire in Appendix A, or a similar tool, to help conduct
this assessment. Financial institutions will be provided with specific instructions from your
agency about this part of their supervisory strategy. The agencies will use the results of their
assessment to prioritize on-site examinations and will target first those institutions that have
not actively begun a Year 2000 conversion program.
The federal banking agencies will utilize uniform examination procedures to facilitate Year
2000 examinations (Appendix B). Management is encouraged to use these examination tools
to perform internal reviews or self-evaluations in connection with their own efforts to
address the Year 2000 problem. Examiners will work with institutions that encounter
significant problems addressing Year 2000 issues.
Focusing on financial institutions alone will not prevent Year 2000 disruptions. The federal
banking agencies will work cooperatively to ensure that supervisory reviews include data
processing service providers and third-party software vendors who provide services to
federally insured financial institutions. This effort will include vendors who are a part of the
Multiregional Data Processing Servicer program and the Shared Application Software
Review program.

Appendix A
Year 2000 Examiner Questionnaire
Introduction
This questionnaire is designed to capture macro-level information on Year 2000
preparations from financial institutions and their information systems vendors. The
information will help examiners prioritize their Year 2000 reviews. The questions are
presented in a "yes - no" answer format. However, examiners may also ask open-ended
questions to develop a thorough understanding of the institution's/vendor's Year 2000
capabilities.
Capability
1. Are the institution's/vendor's information processing (hardware and software) and delivery
(telecommunications) systems capable and ready to handle Year 2000 processing?
Overall Plan
2. Does the institution/vendor have a Year 2000 problem resolution process that includes
these basic phases:
Awareness of the problem.
Assessment of complexity.
Renovation.
Validation.
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Implementation.
3. Has the institution/vendor prioritized internally and externally maintained systems
(hardware, software, and operating systems)?
4. Has the institution considered the impact of the Year 2000 on internal, environmental
systems that are dependent on embedded microchips, such as vaults, security and alarm
systems, elevators, telephones, FAX machines, and HVAC (heating, ventilation, and air
conditioning)?
Resource Implications
5. Has the institution/vendor established a budget for the year 2000 effort?
6. Has the institution/vendor determined whether it has sufficient resources (hardware,
people, and dollars) necessary to ensure Year 2000 processing capabilities?
SponsorshiplMonitoring
7. Has the institution/vendor assigned overall responsibility for the Year 2000 effort to a
senior manager?
8. Has the institution/vendor established project target dates and deliverables for the Year
2000 effort?
9. Does the process include regular reporting to and monitoring by senior management?
Timing
10. Does the institution's/vendor's Year 2000 plan call for the renovation of all mission
critical systems to be largely completed by December 31, 1998?
11. Will the institution's/vendor's testing for Year 2000 renovations be well under way, for
mission critical applications, by December 31, 1998?

Appendix B
Year 2000 Examination Procedures
Introduction
The following examination procedures are for general use in all federally supervised
financial institutions and data centers that service these financial institutions. The
examination procedures will help the examiner to determine if the institution has addressed
the Year 2000 problems inherent in many computer software and hardware systems. The
examination procedures are designed to focus on the state of Year 2000 preparedness of each
examined institution.
The Tier I section represents general procedures designed for all institutions. Examinations
of small institutions, particularly those that have purchased or leased their hardware and/or
software systems from an external vendor, normally will stop at the end of the Tier I
examination procedures. The examiner will then proceed to the examination conclusions
section. The Tier II section includes more rigorous and detailed examination procedures
designed for larger institutions, particularly those with in-house software development
capabilities. In these environments, examiners normally will use both the Tier I and Tier II
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examination procedures, as appropriate.
Examination Objectives
1. To determine whether the organization has an effective plan for identifying, renovating,
testing, and implementing solutions for Year 2000 processing.
2. To assess the effect of Year 2000 efforts on the organization's strategic and operating
plans.
3. To determine whether the organization has effectively coordinated Year 2000 processing
capabilities with its customers, vendors, and payment systems partners.
4. To assess the soundness of internal controls for the Year 2000 process.
5. To identify whether further corrective action may be necessary to assure an appropriate
level of attention to Year 2000 processing capabilities.
Examination Planning and Control
1. Determine the organization's source of information systems (IS) support for hardware
(mainframe, mid-range, networks, personal computers) and related applications and
operating system software. Note whether information systems processing is provided
internally, externally, or a combination of both.
2. Review previous examination, audit, or consultant findings relative to Year 2000 issues.
3. Review management's responses to any significant Year 2000 findings.
4. Review responses to the Year 2000 Examiner Questionnaire.
5. Review the supervisory strategy and scope memorandum prepared for this organization
relative to Year 2000 issues.
6. Determine the scope of the Year 2000 examination based on findings from the previous
steps and discussions with the examiner-in-charge (EIC).
Select from the following examination procedures the steps necessary to meet the
examination objectives. Note: Examinations do not require completion of all steps.
Tier I Procedures
1. Determine whether the organization's board of directors and senior management are aware
of and understand the risks and complexities of the Year 2000 issue by:
a. Obtaining and reviewing minutes of board of directors meetings for discussions of
Year 2000 issues.
b. 9btaining and reviewing minutes of committees established to address Year 2000
Issues.
2. Determine whether management has developed a plan to ensure that the organization's
computer systems are Year 2000 compliant.
3. Determine whether the organization's Year 2000 assessment includes computer controlled
systems, such as telecommunications systems, ATMs, audio response systems, and other
environmental systems with embedded microchips, such as vaults, security and alarm
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systems, elevators, telephones, FAX machines, and HVAC.
4. Determine whether the institution's management conducts continuing communications
with its vendor(s) and!or servicer(s) to determine their progress toward implementing Year
2000 solutions.
5. Determine whether the organization has:
a. Performed a "third party" software contract review to identify risks associated with
licensing and maintenance agreement protections for Year 2000 processing.
b. Reviewed all data processing outsourcing agreements to determine if the vendors have
Year 2000 maintenance obligations.
c. Included Year 2000 leap year considerations in their contract reviews.
d. Established a process to certify that a vendor(s) and product(s) are Year 2000
compliant. If so, describe.
6. Determine whether management has assessed the financial and operational capabilities of
its hardware and software vendors to provide Year 2000 processing capabilities. Note the
results of this assessment.
7. Determine the status of the institution's Year 2000 project, including any anticipated
barriers and how management plans to address them.
8. If it is evident that the institution's or vendor's/servicer's systems are not fully Year 2000
compliant, determine:
a. Whether all affected applications will have Year 2000 renovation complete with
testing well under way for mission critical systems by December 31, 1998.
b. The significant applications that will not have Year 2000 renovation complete by
December 31,1998.
c. Whether management has anticipated the effect to the organization's strategic and
operating plans should all systems not be Year 2000 compliant by December 31,
1998.
d. Management's contingency plans to assure the institution's ongoing operations if the
institution's systems will not be Year 2000 compliant by December 31, 1998.
e. Whether the institution has contingency plans should hardware or software systems
not function correctly on January 1,2000, because of the millennium date change.
9. Determine whether management has discussed the effect of the Year 2000 issue with its
large corporate borrowing customers to ensure the customers' ability to meet financial and
informational obligations to the institution.
10. Determine whether the organization has assessed the effect of Year 2000 processing
capabilities, as applicable, with its payment systems providers, including:
a.
b.
c.
d.
e.

Wire transfer systems.
Automated clearing houses.
Check clearing providers.
Credit card merchant and issuing systems.
Automated teller machine networks.
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f. Electronic data interchange systems.
g. Electronic benefits transfer systems.
11. Determine whether management has employed internal or external audit functions to
assess the soundness of internal controls associated with the Year 2000 effort.
12. Determine whether management is aware of or contemplates any litigation related to the
Year 2000 issue.
Generally, examinations of small financial institutions and those that rely on data service
providers should proceed to the Examination Conclusions section.
Tier II Procedures
Audit
1. Assess internal and external audit personnel's independence and involvement in reviewing
the organization's Year 2000 efforts.
2. Review audit plans and budgets through 1999 and determine whether they identify
specific audit resources necessary to address Year 2000 issues. Determine whether these
plans are based on a formal inventory of all critical systems affected by Year 2000 issues.
Also, determine the adequacy of audit resources allocated to Year 2000 issues.
3. Determine whether audit is actively involved in Year 2000 efforts to assess and monitor
the effectiveness of the project management process and whether audit management
communicates this information to the board of directors.
4. Review Year 2000 project audit reports and determine the adequacy of their scope and the
timeliness and completeness of management responses. Also assess the appropriateness of
audit follow-up on actions taken in response to Year 2000 project audit findings.
Management
5. Based on discussions with management and reviews of the minutes of committees
established to address Year 2000 issues, evaluate the completeness of the project
management process to assure the institution's computer systems are Year 2000 compliant.
Note whether management has:
a. Inventoried all hardware and software systems, including international locations.
b. Identified hardware and software systems that require modifications for Year 2000
processing.
c. . Evaluated various alternatives for dealing with Year 2000 processing issues.
d. Prioritized software and hardware systems to ensure that the most critical applications
are addressed first.
e. Considered all software systems, including core banking, investments, fiduciary,
management information, retail delivery, and operating systems.
f. Considered the effect of Year 2000 issues on mergers/acquisitions.

g. Reviewed and approved milestones to ensure the timely completion of Year 2000
efforts.
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h. Developed a testing strategy for Year 2000 modifications.
1.

Ensured that any new systems are Year 2000 compliant.

J. Addressed the establishment and review of an effective system of internal controls
over the Year 2000 effort.
k. Determined the groupings of systems for conversion.

1. Considered the role of the quality assurance function.
m. Determined the role of end users.
n. Determined the need for a configuration management plan.
o. Required thorough project management techniques, including periodic senior
management and board project updates.
6. Determine whether management considered the availability of adequate resources for the
Year 2000 initiative by identifying:
a. The type of technical expertise that will be needed.
b. The amount of time needed for corrective action.
c. The type and amount of financial resources that will be needed and whether the
organization has sufficient financial resources to make all hardware (mainframe,
mid-range, networks, personal computers) and related application and operating
system software Year 2000 compliant.
d. Whether any other resources are required.
e. The effect of the Year 2000 project on earnings, capital, and liquidity and whether the
assessment appears reasonable.
7. Determine whether the organization has persons or access to persons that have sufficient
technical expertise to make all hardware/software systems Year 2000 compliant, and:
a. If outside resources will be used, whether these resources are under contract.
b. If not, what assurances management has that these resources will be available, when
needed.
8. Determine how the board of directors and senior management are kept informed on the
progress of Year 2000 efforts, particularly of any problems encountered during the
validation and implementation phases.
9. Determine whether the board of directors and/or senior management have established
clear lines of authority and responsibility for the Year 2000 effort.
10. Determine whether Year 2000 project teams receive sufficient support from the board of
directors and senior management.
11. Review, as applicable, the selection process for any Year 2000 service provider(s) and
whether the process appears adequate.
12. Evaluate the adequacy of the institution's Year 2000 conversion management process.
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Systems and Programming
13. Determine whether the organization has assessed the ability of its computer systems to
handle any needed software changes. If so, describe.
14. Determine the methodes) the organization uses or will use to resolve Year 2000 date
calculations (e.g., conversion to four position year fields, windowing and others).
15. Evaluate whether the organization has/will devote(d) appropriate time to testing and
error checking of all software changes.
16. Determined the programming languages and tools that the institution will use.
17. Identify whether a common application development platform is required.
18. Describe how the organization will maintain sound internal controls over the software
change process for Year 2000 issues.
19. Determine whether the organization is coordinating modification and testing activities
with vendors, servicers, and organizations with whom critical data is received or sent.
Computer Operations
20. Review management's assessment of the anticipated additional systems resources
required specifically for operating systems, telecommunications (including ATM) networks,
and security software, to handle Year 2000 processing. Describe the results of the
assessment.
21. Evaluate the organization's Year 2000 assessment of the adequacy of computer resources
for testing Year 2000 changes while performing day-to-day processing activities.
22. Describe management's assessment of the effect of any changes in operating practices
resulting from the Year 2000 effort.
23. Determine whether any interim work procedures are required as part of the Year 2000
effort.
24. Review and describe the organization's assessment of the impact of Year 2000 efforts on
business continuity/recovery planning.
25. Determine whether the organization compromised sound internal controls over
operations as a result of addressing Year 2000 issues.
Examination Conclusions
26. Prepare examination report comments noting:
a. The compuL:r system's Year 2000 processing capability.
b. Management's effectiveness in managing the Year 2000 process, including an
assessment of the adequacy of resources devoted to Year 2000 problems.
c. The adequacy of the organization's plans for identifying, correcting, testing, and
implementing solutions for Year 2000 processing.
d. The date methodologies selected to provide Year 2000 processing (in situations with
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in-house programming capabilities).
e. The status of the organization's plan and the capability to complete necessary changes
with testing well underway for mission critical systems by December 31, 1998.
f. Management's effectiveness in coordinating Year 2000 processing capabilities with its
hardware and software vendors, corporate borrowing customers, and payment systems
providers.
g. The effect of the Year 2000 effort on the organization's strategic and operating plans,
including earnings, capital, and liquidity.
h. The effectiveness of the audit function and its assessment of internal controls for the
Year 2000 process.
27. Prepare recommendations, as appropriate, for the EIC and/or other appropriate
supervisors on any additional actions necessary to ensure the organization's safety and
soundness associated with its Year 2000 processing capabilities.
28. Summarize the Year 2000 plan's strengths and weaknesses and describe the extent of the
organization's Year 2000 readiness.
29. Discuss conclusions with the appropriate level of management and document responses.
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«FFIEC

F.:,kral Finandal Institutions Examination Council

Safety And Soundness Guidelines Concerning The Year 2000 Business Risk
December 17, 1997
.= =

'--_._-------._-----,,-~"==--_

To:

The Board of Directors and Chief Executive Officers of all federally
supervised financial institutions,providers of data services, senior
management of each FFIEC agency, and all examining personnel
Background:

On May 5, 1997, the FFIEC issued an interagency statement entitled "Year 2000
Project Management Awareness" (Interagency Statement) focusing on the project
management process and other significant Year 2000 issues. Although the
Interagency Statement provided a detailed overview of the Year 2000 project
management process, subsequent discussions with financial institutions, vendors
and consultants indicate the need for additional guidance regarding regulatory
expectations of senior management and the board of directors concerning the
business-wide implications of these issues.
Purpose:

The purpose of these safety and soundness guidelines is to outline the
responsibilities of senior management and the board of directors for addressing
the business risks associated with the Year 2000 problem. Senior management
and the board of directors should actively manage efforts to plan, allocate
resources and monitor progress to correct Year 2000 problems. This includes
managing the internal and external risks presented by providers of data processing
products and services (vendors), business partners, counter parties, and major loan
customers.
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Summary:

These guidelines outline the agencies' expectations in the following areas:
• The Year 2000 problem is much more than a technology issue; it is an enterprise-wide
challenge. Senior management and the board of directors must be actively involved in
overseeing internal Year 2000 efforts and moni:;:>ring the business risks posed by
vendors, business partners, counter parties, and major loan customers.

•

• In order to be fully informed and provide effective direction, management must
provide the board with status reports, at least quarterly, on the financial institution's
Year 2000 efforts. Reporting must include information on the institution's internal
Year 2000 corrective efforts and the ability of the institution's major vendors to
• provide Year 2000 ready products and services.
• The regulatory agencies are clarifying the Interagency Statement's guidance that
suggested financial institutions seek certification from their vendors that their products
and services are Year 2000 compliant. Formal certification is not required as it alone is
not sufficient to ensure that a product or service would operate properly in the unique
environment of many user institutions. Instead, financial institutions should (a)
communicate with their vendors and conduct due diligence inquiries concerning Year
2000 readiness and also (b) implement their own appropriate internal testing or
verification processes pertaining to these vendor products and services to ensure that
their systems and data function properly together. Financial institutions should develop
contingency plans for all vendors that service mission critical applications and
establish a trigger date for implementing alternative solutions should the vendor not
complete its conversion efforts on time.

•
• The Year 2000 problem requires an extensive project planning process to ensure that

management addresses all business critical issues in a timely and prudent manner.
Management must allocate sufficient human and financial resources to the project and
should develop/monitor contingency plans for use if Year 2000 corrective efforts do
not materialize as expected.

•
• To increase the probability of successfully resolving Year 2000 problems, financial
institutions should work together to find common solutions by sharing successful
practices, common testing methodologies and other non-proprietary information.
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Enterprise Challenge:

The Year 2000 problem presents corporate-wide challenges for financial
institutions, their vendors, business partners, counter parties, and customers.
However, the regulatory agencies are concerned that many financial institutions
view the Year 2000 issue solely as an information system (IS) problem rather than
a broader, enterprise-wide challenge. Many institutions may not have adequately
funded their Year 2000 programs and may lack the necessary resources to
properly address the issue.
The board of directors should ensure that senior management is taking an
enterprise-wide approach to address Year 2000 problems and must provide
sufficient resources to resolve Year 2000 problems. For example:
• As the Year 2000 will affect most, ifnot all, of an institution's accounting
and risk control systems, there should be close coordination between
business units and the institution's operational and risk management
functions as conversion programs are executed.

•
• Financial institutions relying on vendors for information processing

services or products should determine their vendors' progress in resolving
Year 2000 issues and the readiness of their own systems and data for
appropriate testing. Parties throughout the institution should be involved to
• coordinate readiness efforts and to develop contingency plans.

• The interdependencies of a financial institution's information systems will
require comprehensive testing of applications with all internal and external
systems that share information. Senior management should monitor the
testing of all mission critical systems.

•
• The approach of the Year 2000 creates potentially adverse effects on the

creditworthiness ofboITvwers. Corporate customers who have not
considered Year 2000 issues may experience a disruption in business,
resulting in potential financial difficulties affecting their creditworthiness.
Financial institutions should develop processes to identify, assess, and
control the potential Year 2000 credit risk in their lending and investment
portfolios. The regulatory agencies are preparing additional guidance with
respect to their expectations of senior management concerning these
• indirect risks and other important topics.

C - 37

Reporting to the Board:

The board of directors must oversee the institution's Year 2000 efforts. Senior management
must manage the project on a day-to-day basis, ensuring the appropriate prioritization of
resources and establishment of proper benchmarks and time lines. The board must, at a
minimum, require quarterly status reports from management that detail the organization's
progress in addressing Year 2000 issues. The board should be immediately notified if the
project fails to meet critical benchmarks.
The nature and extent of reporting should reflect the complexity of the institution's
operations.
Reports should include, but not necessarily be limited to, updates concerning the:
• Overall progress of the Year 2000 project, including any new efforts initiated since the
• last report.
• Progress plotted against the institution's Year 2000 project plan, including
comparisons against performance benchmarks.

•
•

Status of efforts by key vendors, business partners, counter parties, and major loan
customers to address Year 2000 issues, including any weaknesses discovered and
critical decision dates.

•
• Results of internal and external testing of information processing applications,
databases, and systems.
•
• Contingency planning efforts that outline alternative courses of action in the event

•

existing internal systems or external systems provided by vendors will not be ready for
the Year 2000.

Reports to the board, for institutions that are responsible for the renovation of their own
mission critical applicationsl, should also be tailored to the complexity of its applications
and should provide information that:
• Identifies the total number of applications inventoried during the assessment phase and
details the number of mission critical applications in each stage of the five step project
• management process outlined in the Interagency Statement.

• Informs the board about the progress being made to complete the renovation, testing
and implementation of mission critical applications.
•
• Identifies the number of mission critical applications grouped by the intended
resolution strategy (e.g., repair, install vendor upgrade, eliminate/retire, outsource, test
• only).
: Summarizes the results of internal and external testing.
Board minutes should reflect, as appropriate, any material action taken by the board to
address Year 2000 issues or concerns. Board reporting should be available for review by
examiners during onsite and offsite supervisory activities.
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Clarification of Certification Requirement:
The Interagency Statement suggested that financial institutions obtain certification
from their vendors when products and services are Year 2000 compliant.
However, the regulatory agencies recognize that certifica~ion alone is not
.
sufficient to provide adequate assurance that a product WIll operate properly m the
unique environments of the many user financial institutions. Only a
comprehensive test of all internal and external systems and system
interdependencies by each user financial institution will ensure that they will
function properly together. Therefore, formal certification is not required. Instead,
financial institutions should (a) communicate with their vendors and conduct due
diligence inquiries concerning Year 2000 readiness and also (b) implement their
own appropriate internal testing or verification processes pertaining to these
vendor products and services to ensure that their systems and data function
properly together. They should monitor closely their vendo(s progress in ~eeti~g
target deadlines. The vendor's plan should allow adequate time for user testmg m
a Year 2000 environment. Topics that should be addressed with vendors include:
• Dates that products will be Year 2000 ready and available for testing.

•
• Products that will not be Year 2000 ready, or will no longer be supported.
•
• Methods used to renovate the product or the system to address Year 2000
(e.g., field expansion, windowing).

•
• The pivot year, if the windowing method is used. ~
•

• Any efforts that require coordination between the institution, its vendor and
any other parties involved in external testing.

•

• Vendor guidance on user testing of products.
Financial institutions should develop contingency plans for all vendors that service mission
critical applications and establish a trigger date for implementing alternative solutions should
the vendor not complete its conversion efforts on time. These plans should consider the
institution's own level of preparedness as well as that of their service providers. Contingency
plans should be reviewed at least quarterly and adjusted, if necessary, to reflect current
circumstances.
In establishing relevant trigger dates, management should have a thorough understanding of
the complex interrelationships between its systems and those of its vendors. An institution
also should consider the time necessary to convert the existing system to one that is ready for
the Year 2000, the staff training time needed to implement an alternative system, and the
availability of alternative systems. If, after a thorough analysis, it appears that the
institution's Year 2000 conversions, or those of its vendors, will not be completed on time,
management should be ready to implement its contingency plans. If success is in doubt for
complex applications, it may be necessary to begin implementation of the contingency plan
while continuing to work on the desired solution. Additionally, it may be necessary to begin
renovation on an existing system, if timely implementation of a replacement system is not
assured.
For in-house developed applications, the contingency plan should identify how the institution
will transition to an alternate system or to an external vendor. For institutions that rely on
vendors, the contingency plan should identify alternative suppliers and outline migration
plans. In addition, time frames for Year 2000 contingency plans should be consistent with the
time frames set forth in the Interagency Statement. The statement establishes December 31,
1998, as the date that institutions will have completed programming changes and have testing
well underway for mission-critical systems.
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Project Planning and Management:
The Year 2000 problem requires extensive project planning to ensure proper allocations of
resources, and to ensure management accountability. The project plan should be formally
adopted, enterprise-wide in scope, and contain clearly defined objectives and deadlines. The
project plan, at a minimum, should include the following:
• The tasks to be accomplished throughout the term of the project.

•
• Resource requirements and individuals assigned responsibility for various phases of
the project.
•
• Specific dates for completion of key elements of the project.
•
• Strategy for responding to inquiries from customers and business partners regarding
the institution's Year 2000 readiness.
Senior management should actively manage resources to ensure that the project remains on
schedule. Management should implement processes that monitor the Year 2000 efforts of its
vendors, business partners, counter parties, and major loan customers.
The regulatory agencies are concerned that many financial institutions and service providers
will underestimate the costs of Year 2000 projects, especially those costs associated with the
testing phase. As the Year 2000 approaches, the demand for technical resources will likely
rise and the supply of these resources is expected to diminish, thereby increasing costs.
Financial institutions must exercise appropriate due diligence in their budget planning to
ensure that they have sufficient financial and human resources to complete their Year 2000
plans in a timely manner.
Given the nature and extent of the Year 2000 challenge, management may need to adjust
resources throughout the life ofthe project. If adjustments are needed, management must
redefine the project's scope, and, if appropriate, change the priorities of other data processing
projects.

Industry Coordination:
The FFIEC member agencies strongly encourage financial institutions and their trade
organizations to work collectively to address issues pertaining to the Year 2000. Effective
industry cooperation can help reduce costs. By working together, financial institutions can
share ideas, influence vendors, develop best management practices, and maintain their
competitiveness with other industries. Financial institutions should consider enlisting
industry associations and accounting firms for guidance. If the industry is to be successful in
meeting the problems posed by the Year 2000, financial institutions will have to work
cooperatively to share effective practices, common testing methodologies and other
non-proprietary information.

Footnotes:

1 An application or system is mission critical if it is vital to the successful continuance of a core business activity. An
application may be mission critical if it interfaces with a designated mission critical system.

.2. Windo.wing for the Year 2000 involves the establishment of a "pivot year". Dates that are greater than or equal to the pivot
year are mterpreted to be 19xx. Dates that are less than the pivot year are interpreted to be 20xx.

Maintained by FFlEC. All suggestions regarding this site may be forwarded via e-mail.

Last Updated: December 30,1997
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Press Release
For immediate release
March, 1998
FFIEC Issues Guidance on Vendors and Customers' Year 2000 Risk
The Federal Financial Institutions ExaminationCouncil (FFIEC) today issued
additional guidance for financial institutions on risks they face due to the Year 2000 date
change -- risk from service providers and software vendors and from institutions' customers.
Today's guidance follows previous FFIEC Year 2000 statements on project management
and business risk.
"Regulators want to make sure senior management and boards of directors are fully
aware of the wide range of risks that the Year 2000 date change poses for their institutions,"
said FFIEC Chairman Eugene A. Ludwig. "Regulators have made a major commitment to
this challenge and all financial institutions are expected to do the same."

Vendor Due Diligence Guidance
Today's FFIEC guidance on Year 2000 risks from service providers and software
vendors calls for financial institutions to develop a due diligence process that includes
identifying mission-critical services and products provided by service providers and
software vendors, monitoring procedures to verify that service providers and vendors are
taking appropriate Year 2000 action, establishing contingency plans, and testing of these
services and products within the environment of the financial institution to the extent
possible.
The guidance encourages financial institutions to join other financial institutions
through user groups to evaluate and test service providers and software vendors' Year 2000
efforts. These joint efforts may help financial institutions to solicit information and demand
performance from service providers and software vendors that provide mission-critical
products and services.
Financial institutions should develop contingency plans for all mission critical systems
and ensure that they pursue alternative means of achieving Year 2000 readiness in the event
the service provider or software vendor cannot complete critical efforts by "trigger dates."
As part of the FFIEC's efforts, the FFIEC agencies are conducting examinations of
service providers and will provide the results of these examinations to the federally insured
financial institution clients of these servicers. The FFIEC agencies also will inspect
software vendors that agree to examinations and, where software vendors consent, the
agencies will release the results of those examinations to serviced institutions. The
agencies, however, will not certify service providers or software vendors as Year 2000
compliant as a result of these reviews.

Customer Risk Guidance
Today's customer risk guidance outlines a due diligence process that will help financial
institutions identify material customers, evaluate their Year 2000 preparedness, assess their
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Year 2000 customer risk, and implement controls to manage the risk. A financial institution
can face increased credit, liquidity, or counterparty trading risk when its customers
encounter Year 2000-related problems. By June 30, 1998, senior management should
implement the due diligence process. By September 30, 1998, Year 2000 assessments,
based on this due diligence process, should be substantially completed. The customer risk
guidance includes sample forms and questionnaires to assist financial institutions in
evaluating the Year 2000 preparedness oftheir customers.
The guidance recognizes that the due diligence process will vary among financial
institutions, depending on the size of an institution and the size and technological
sophistication of its customers. The FFIEC identifies three major types of customers: funds
takers, funds providers, and capital market/asset management counterparties. For funds
takers, such as borrowers and bond issuers, the guidance focuses on assessing how the Year
2000 will affect their ability to meet the terms of contracts.
The guidance notes that Year 2000 problems in the second group of customers, funds
providers, can increase an institution's liquidity risk. Year 2000 due diligence plans for this
group should focus particular attention to funding concentrations, including concentrations
from one provider or group of providers.
Steps to limit Year 2000 risk from a third source -- counterparties and capital markets -may include requirements for additional collateral or netting arrangements on contracts. The
guidance underscores that failure by a capital market customer to meet its obligations
because of the Year 2000 problem could cause liquidity problems and, in some cases, total
loss on financial contracts.
The FFIEC will issue shortly two additional Year 2000 policy statements on testing and
contingency planning.

InteragencyStateDlents
Guidance Concerning Institution Due Dilegence in Connection with Service Provider and
Software Vendor Year 2000 Readiness
Guidance Concerning the Year 2000 Impact on Customers
Interagency Statements I home I Other FFIEC Press Releases
Maintained by FFIEC.
All suggestions regarding this site may be forwarded via e-mail.
Last Updated: March 17, 1998
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HOW CONFIDENTIAL IS BANK CUSTOMER INFORMATION?
Martha Andes Ziskind

I.

Introduction.

A.

What is "customer information" in the Information Age?
Anglo-American case law on the privacy interests of a financial institution
customer offers some protection for deposit or loan transaction records
where customers challenge disclosure to government agencies or adverse
litigants under tort or implied contract theories. See Edward L. Raymond,
Jr., Annotation, "Bank's Liability, Under State Law, for Disclosing
Financial Information Concerning Depositor or Customer," 81 A. L. R. 4th
377 (1996) and Gregory G. Sarno, Annotation, "Credit Card Issuer's
Liability Under State Laws, for Wrongful Billing, Cancellation, Dishonor,
or Disclosure," 53 A.L.R. 4th 231 (1996).
Today, financial institutions have in their custody enormous amounts of
information in addition to transaction records: financial statements, tax
returns, credit reports, and often, purchased psychographic and
demographic data. Consumers are concerned about (i) what banks do with
the infonnation and (ii) the circumstances under which banks make the
information available to their affiliates, data processors and third party
marketers. See Testimony of Dr. Alan F. Westin, For the Hearing of the
Subcommittee on Financial Institutions and Consumer Credit, House
Committee on Banking and Financial Services on Electronic Payments
Systems, Electronic Commerce, and Consumer Privacy, September 18,
1997, hereafter "Westin Testimony."
Dr. Westin has found in recent surveys that:
•

Eighty-nine percent of the American public said (in late 1996) that
they were concerned about threats to their personal privacy in
America today, with 55.5% saying they were "very concemed."

•

Eight-one percent of the public (in 1997) believe that "consumers
have lost control over how personal information about them is
circulated and used by companies."
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B.

•

Americans consider financial information held by banks and credit
card firms to be in the top tier of privacy-sensitive data, right
alongside medical records;

•

Americans also have high confidence that banks are trustworthy
keepers of their financial information (ranked alongside health care
providers); However, the public does not rate credit card issuers as
highly. Because of the marketing uses the public sees being made
of credit card transaction information, credit card issuers score only
at the medium level in public trust to use their customers' personal
data in "a reasonable way and respecting its confidentiality."
Westin, Testimony, pp 3-4.

Does American Law Adequately Protect Customer Information?
Contemporary legal scholars often maintain that there is no general
statutory or common law protection for personal information, although they
differ on whether legislation is necessary. (See, William 1. Fenrick,
Common Law Protection of Individuals' Rights in Personal Information, 65
Fordham L. Rev. 951 (December, 1996); Scott Shorr, Personal Information
Contracts: How to Protect Privacy Without Violating The First
Amendment, 80 Cornell L. Rev. 1756 (September, 1995), Richard S.
Murphy, Property Rights in Personal Information: An Economic Defense
of Privacy, 84 Geo. LJ. 2381 (July, 1996), and Kathleen A. Linert,
Database Marketing and Personal Privacy in the Information Age, 18
Suffolk Transnat'l L. Rev. 687 (Summer, 1995).
Rather, American privacy law is "sectoral," responding to particular
concerns in discrete industries. (See, Joel R. Reidenberg, Privacy in the
Information Economy: A Fortress or Frontier for Individual Rights? 44
Fed. Com. LJ. 195 (March, 1992). Some legal writers argue that ptivacy
law, as developed in the United States, whether statutory or case law,
provides insufficient protections, and we should look to European models
for guidance. (See e.g. Oscar H. Gandy, Jr., Legitimate Business Intent: No
End in Sight? An Inquiry into the Status of Privacy in Cyberspace, 1996 U.
Chi. Legal F. 77 (1996); Joel R. Reidenberg, Data Protection Law and the
European Union's Directive: The Challenge for the United States: Setting
Standards for Fair Information Practice In the U.S. Private Sector, 80 Iowa
L. Rev. 497 (March, 1995). Instead of limiting privacy protection to
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records privacy, contemporary analysts speak of "fair information
practices" to guide the collection, retention, use and access to personal
infOlmation. The recent U. S. Banking Industry Privacy Principles
(Attachment A) adopted by the Bankers Round Table, the American
Bankers Association, the Consumer Bankers Association, and the
Independent Bankers Association, apply the concept of fair information
practices to bank "customer information," not just to bank customer
records, although case law as generally dealt with disclosure of transaction
information.
II.

Common Law Protection of Bank Customer Records.
While the average bank customer believes she has an absolute privacy right to her
bank records, and banks have by custom and tradition acted in a manner consistent
with this expectation of privacy, case law is inconsistent (or in Kentucky, virtually
non-existent). Plaintiffs have framed actions based on implied contract, fiduciaty
duty, defamation, and invasion of privacy, but with the exception of implied
contract, they have generally been unsuccessful in limiting disclosure to private
parties. Litigants have been more likely to succeed in protecting bank information
from unreasonable police search and seizure under state constitutional law. See,
Bunows v. Superior Court, 529 P. 2d. 590 (Calif. 1974), and Commonwealth v.
De John, 403 A. 2d. 1283 (Pa. 1978).
A.

Disclosure of Bank Records as a Breach of Implied Contractual Duty.
A number of courts have found that a bank has an implied contractual duty
to keep customer financial information confidential, although this duty is
not absolute. (81 A.L.R. 4th 377, ~ and cases therein). Exceptions
may include a statutory disclosure requirement, response to legal process,
the public interest, or protection of the bank's own interests, although
courts disagree on when the exceptions may be appropriate. For example,
in Indiana National Bank v. Chapman, 482 NE 2d 474 (Ind. App. 1985), the
court stated that a bank impliedly contracts that it will not reveal a
customer's financial status unless a public duty arises. The court found a
public duty to disclose information about the payment history of a
customer's auto loan to a state policeman conducting an arson investigation
involving the bonower's car, even though the policeman did not have a
subpoena for the records. The court noted that Ametican courts disagree
about when the duty of confidentiality may be breached, but held that
statements made in good faith to a policeman conducting a criminal
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investigation are protected against claims of invasion of privacy, slander,
breach of implied contract, or negligence.
B.

Disclosure of Bank Records as Constituting an Invasion of Privacy.
The American law of privacy as applied to customer information is
discussed in detail in section III, The "Right to Privacy" in Personal
Information. Courts have recognized a number of financial institution
defenses to breach of privacy allegations, including the free speech
protections of the First Amendment (Schoneweis v. Dando, 435 N.W. 2d.
666 (Neb. 1989)), implied consent (Baldwin v. First National Bank, 362
N.W. 2d. 85 (S.D. 1985)), public nature of the information disclosed
(Vespa v. Safety Federal Savings & Loan Association, 549 P.2d. 878 (Kan.
1976)); IRS subpoena (Schaut v. First Federal Savings & Loan Association,
560 F. Supp. 245 (N.D. Ill. 1983), dismd. without op., 735 F.2d 1366 (CA
7 Ill, applying Illinois law); and subpoena issued in the course of litigation
(Rycroft v. Gaddy, 314 S.E. 2d. 39 (S.c. 1984)).

C.

A Note on State Financial Records Privacy Statutes.
Kentucky, Indiana and Ohio do not have state financial records statutes.
For a compendium of state common law, statutory, and constitutional
fmancial privacy protections as well as state fair credit reporting acts, see,
Dreher Langer & Tomkies, L.L.P., Privacy Digest, 1994 with regular
supplements. Cases interpreting state law are analyzed in Fisher, Law of
Financial Privacy, infra.

III.

The "Right to Privacy" in Personal Information.
A.

The European Union Directive.
The scope of an American's right to privacy is currently the subject of
intense scholarly debate, but the issue has serious practical implications as
well. In 1995, the Council of the Ministers of the European Union adopted
a Council Directive "on the protection of individuals with regard to the
processing of personal data and on the free movement of such data," known
as the EU Directive. (Directive 95/461 EC of the European Parliament and
of the Council of 24 October 1995 on the Protection of Individual with
Regard to the Processing of Personal Data and On the Free Movement of
Such Data (1995). EU Member states must conform their ptivacy laws by
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mid-1998. Article 25(2) of the EU Directive limits transfer of personal data
to non EU countries unless these countries have "adequate" privacy
protection for personal infonnation. Whether the American scheme of
privacy protection meets EU standards is the topic of debate and ongoing
negotiation. See, Infonnation Policy Committee, National Infonnation
Infrastructure Task Force, Options for Promoting Privacy on the National
Infonnation Infrastructure, Draft for Public Comment, April, 1997, at
http://www.iiff.nist.gov/ipc-pub.html, p. 5, hereafter "Options". If the
result of the negotiations is a national privacy law for U.S. companies, the
impact will be felt by all businesses, whether or not they engage in
TransAtlantic data transfer.
B.

The Brandeis Fonnulation.
Most writers attribute the initial fonnulation of the American right to
privacy to the Samuel Warren and Louis D. Brandeis article, "The Right to
Privacy," 4 Harv. L. Rev. 193 (1890). To Brandeis and Warren, the right
to privacy meant the right to be left alone, free from plying joumalists. For
a contemporary analysis of the Brandeis article by Citicorp's General
Counsel for Technology and Intellectual Property, see P. Michael Nugent,
"Two Developing Rights: To Be Unknown and to Control Personal
Infonnation." in L. Richard Fischer, ed., Privacy in Electronic Commerce:
A Compendium of Essays on the Use of Infonnation (1997), hereafter
Compendium.
See also, Murphy, "Property Rights in Personal
Infonnation," .s.uprn.
One example of the right to be left alone aspect of privacy is the Telephone
Consumer Protection Act of 1991, Pub. L. No. 102-243,47 USC 151 et.
seq. (1997), which requires te1emarketers, including banks, to maintain "no
call lists", restrict calling hours to 8:00 a.m. to 9:00 p.m., and to have a
written Telemarketing Policy available on request to the public. The
restrictions do not apply to telephone solicitations to existing customers.
See 47 C.F.R. § 64.1200. Kentucky had a similar bill, S.B. 199 introduced
into the 1998 legislature.

C.

The Restatement Approach.
Professor William Prossor categorized the vmious tort actions in a 1960 law
review article, The Right to Privacy, 48 Calif. L. Rev. 383 (1960).
Prosser's ideas are reflected in the Restatement (Second) of Torts (1977)
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Section 652. The Restatement sets out four tort causes of action for
invasion of privacy:
(l)

unreasonable intrusions upon the seclusion of another (§ 652 B);

(2)

appropriation of the other's name or likeness (§ 652 C);

(3)

unreasonable publicity given to the other's private life (§ 652 D );

(4)

publicity that unreasonably places the other in a false light before
the public (§ 652 E).

While nearly every state recognizes the tort of invasion or privacy (652 A,
Reporters Notes), few cases have applied the tort to disclosure of personal
financial information, often because the disclosure was not widely
disseminated. See § 652 D. Comment a. and Murphy, .supra, pp 2390-2392.
Further, there is no tort liability when disclosure is of information already
a matter of public record, such as birthdate or marriage. See § 652 D,
comment b. Plaintiffs have unsuccessfully argued that the inclusion of their
names on customer lists sold to third parties constitutes the tort of
appropriation. See infra, Section IV.
D.

Kentucky Cases.
There are two interesting early Kentucky privacy cases, both of which
antedate the Restatement (Second). Brents v. Morgan, 299 S.W. 967 (Ky.
1927), was the first Kentucky decision to recognize invasion of privacy.
Morgan was a vet who owed $49.67 to his garage mechanic, George Brent.
When Morgan repeatedly delayed payment, Brent put up a 5' X 8' notice
that said:
Dr. W. R. Morgan owes an account here of $49.67. And if
promises would pay an account this account would have been
settled long ago. This account will be advertised as long as
it remains unpaid. !.d. at 968, cited in Murphy, Property
Rights, supra, p. 2403.
Morgan won his suit for invasion of privacy on the grounds that the sign
created an "evil opinion of him in the minds of tradesmen and the public
generally." Id. Less than twenty-five years later, however, the Kentucky
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Court of Appeals distinguished the Brents case from a case involving the
disclosure of a debt to the debtor's employer and held disclosure was not
an invasion of privacy because "the average man realizes that most
employers expect their employees to meet their obligations and that when
they fall behind in so doing the employer may be asked to take the matter
up with them." Voneye v. Turner, 240 S.W. 2d 588,591 (Ky. 1951).
Voneye contains a good histOly of the right to privacy to that time. But see,
The Fair Debt Collection Practices Act, Pub. L. No. 95-409, 15 U.S.c.
1692 et. .wI., which prohibits a third party debt collector from
communicating with persons other than the consumer debtor. The Voneye
decision contrasts to the famous case of Toumier v. National Provincial &
Union Bank of England (1923), 1 K.B. 461, where the implied contract
theory was fIrst successfully articulated with respect to bank records. In the
Tournier case, when a depositor failed to make good on an overdraft, the
bank notified the plaintiffs employer that the plaintiff wrote a check to a
book maker, and the plaintiffs employment was terminated. Lord Justice
Scrutton applied the principle that a judge may imply contract terms which
must have been in the minds of the contracting parties, and concluded that
"applying this principle to such knowledge of life as a judge is allowed to
have, I have no doubt that it is an implied term of a banker's contract with
his customer that the bank shall not disclose the account or, transactions
relating thereto, of his customer . . . ." Id at 480, quoted in Indiana National
Bank v.Chapman, SJ!Illil.
IV.

Customer Lists.
A.

Common Law.
While the common law has afforded some limited protection to customer
records, case law has consistently held that a customer has no protectible
interest in her name, address and telephone number, when this information
is sold or leased to direct marketers or compiled by list processors into
psychodemographic customer lists. (On database marketing, see Saul
Hansle, Getting to Know You, Institutional Investor 71 (June 1991)~
Linnel1, Database Marketing, .s.upra~ Robert O. Harrow, Jf. Data Film's
Getting Too Personal? The Washington fQs1, March 8, 1998, p. AOl~ and
articles cited in Section I).

In Shibley v. Time, Inc., 341 N.E. 2d. 337 (Ohio Ct. App 1975), the court
found that the sale and rental of magazine subscriber lists to direct mail
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advertisers without the subscriber's consent did not invade the subscriber's
privacy. For a stinging criticism of this case, see Fenrich, Common Law
Protection, sm;rra, p. 989-992.
A more recent case, Dwyer v. American Express Company, 652 N.E. 2d.
1351 (Ill. App. Ct. 1995), cited the Shibley case and upheld the American
Express practice of segmenting cardholders by purchasing patterns ("Rodeo
Drive Chic," "Value Oriented")) and selling segmented cardholder lists to
direct marketers. The court found that a single name and address had no
intrinsic value; American Express created value by including the name on
a segmented marketing list, and the company's practices did not "deprive
any of the cardholders of any value their individual names may possess."
Id., at 1356.
Even the Comptroller of the Currency has acknowledged as common
industry practice bank sales of customer lists, OCC Interpretive Letter No.
316, reprinted in [1985-87 Transfer Binder] Fed. Banking L. Rep. (CCH),
,-r 85,486 (December 28, 1984).
The cutTent list challenge case involves the sale of a U.S. News and World
Report subscriber's name to the Smithsonian, Avrahami vs. U.S. News and
World Report, No. 96-203 (Cir.Ct., Arlington County, June 13, 1996). The
progress of this case may be followed on the Electronic Privacy Information
Center website at http://www.epic.org/privacy/junk mail/law.html. The trial
court denied relief.
B.

Statutes.
No state statutes have outlawed customer list generation and sale.
California, however, permits cardholders to opt out of sale of their names
by card issuers. Calif. Civil Code § 1748.12 provides legislative relief for
the practice complained of in Dwyer. For an analysis attributing the
continuing fi'ee-flow of customer lists in part to the economic power of the
Direct Marketing Association, see Reidenberg, "Data Protection," ~.
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v.

Social Security Numbers.
A.

The Privacy Act of 1974.
Deposit account opening procedures require disclosure of a social security
number, either because of government reporting requirements, e. g., the
Bank Secrecy Act, Pub. L. No. 91-508, 12 U.S.c. 1951(a), or to submit a
potential customer's name to CHEX Systems. Several potential customers
have challenged PNC Bank's right to ask for social security numbers as a
violation of the Privacy Act of 1974, Pub. L. No. 93-579, 5 U.S.c. 552a
(1997), and they have provided a "Privacy Notice" in support of their
refusal (Attachment B).
The Privacy Act of 1974 regulates the collection, maintenance, use and
dissemination of information by federal agencies by balancing the federal
government's need to gather and use personal information with the
individual's desire to control personal information about herself. The
Privacy Act of 1974 imposed disclosure requirements on governmental
agencies requesting social security numbers, but it imposed no requirements
on private industry.

B.

Social Security Act.
Regulations issued pursuant to the Social Security Act of 1935 (42 U.S.c.
1301 (1997)), created the social security number ("SSN") to track earnings
for credit to each worker's account. In 1962, Congress authorized the IRS
to use the SSN as a taxpayer identification number ("TIN"). In 1972, the
Social Security Act was amended to require that the SSN be used to identity
persons applying for federal benefits. The SSN is now used as the identifier
for Medicaid, FDC benefits, food stamps, school lunches and federal loans
(42 U.S.c. 405). The SSN is the key to collecting delinquent support under
the new Personal Responsibility and Work Opportunity Reconciliation Act
of 1996, Pub. L. No. 104-193,42 U.S.C. 651, et. ~., and serves as the
basis for the bank data match programs required by the Act. Kentucky's
Data Match program is contained in H.B. 161.
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C.

Challenges to Social Security Number Use.
Legal challenges to governmental use of SSNs as identifiers have generally
been unsuccessful. Cantor v. Supreme Court, 353 F. Supp. 1307 (E.D. Pa
1973), upheld a state bar requirement that attorneys supply SSNs when they
paid state bar dues, but see Greidinger v. Davis, 988 F. 2d. 134 (4th Cir.
1993), holding that the Virginia Voter Registration Statute imposed an
"intolerable burden" on the right to vote because a registrant's SSN was
disclosed with his name and address to any group obtaining a voter
registration list.

D.

Proposed Federal Legislation.
Senator Feinstein (D. Calif.) has introduced S. 600, the Personal
Information Privacy Act of 1997, to amend the Social Security Act to
prohibit the purchase or sale of a social security number or the use of the
SSN as an identifier without the written consent of the individual. The bill
would also delete the SSN from the header information supplied by credit
bureaus. The bill is an attempt to limit "identity theft."

E.

State Law.
State law, generally does not restrict bank use of the SSN as an identifier,
but see Ohio Rev. Code, Sec. 1349.17, which prohibits a merchant from
requiring a customer to provide an SSN when a purchase is made by credit
card or check. The SSN may not be disclosed to third parties or used to
market other goods and services without consent.

VI.

Federal Statutory Protections of Customer Information.
A.

The Right to Financial Privacy ("RFP").
The illusoI)' protection afforded to bank records by either the common law
or the constitution was made quite clear in the case of Miller v. United
States, 425 U.S. 435 (1976), where the Supreme Court held that an
individual had no enforceable expectation of privacy in his deposit account
records because they were the business records of the bank. Id. at 441-42.
Some courts have, however, found protection under state constitutions.
Congress responded in 1978 by enacting The Right to Financial privacy
Act, Pub. L. No. 95-630, 12 U.S.c. 3401 (1997). The Act sets out certain
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notice and other procedural requirements, when the federal government
seeks the financial records of individuals or partnerships of five or fewer
people. One significant exception to the prior notice requirement is the
grandjwy subpoena (12 U.S.c. 3402). The best guide to the technicalities
of RFP Compliance is contained in L. Richard Fischer, The Law of
Financial Privacy: A Compliance Guide, 2d. ed. (1991), and annual
supplements. Fisher also reports on state law matters and Fair Credit
Reporting Act cases. For a recent case demonstrating the pitfalls for banks
in complying with the RFP, see Lopez v. First Union National Bank of
Florida, 129 F. 3d. 1186 (3d. Cir. 1997).
B.

The Fair Credit Reporting Act ("FCRA").
The three largest credit bureaus, Experian, TransUnion, and Equifax, have
files on nearly ninety percent of American adults. See, Information Policy
Committee National Information Infrastructure Task Force, Options for
Promoting Privacy on the National Information Infrastructure, Draft for
Public Comment, April, 1997, supra.
Alleged abuses and errors by the credit bureaus led to the passage of the
Fair Credit Reporting Act, Pub. L. No. 91-508, 15 U.S.c. 1681 in 1970.
The 1996 amendments for the first time imposed duties on users of credit
bureau records and suppliers ofinfOlmation to credit bureaus. (Pub. L. No.
104-208).
1.

Permissible Purpose for a Consumer Report.
Absent prior written consumer consent, a credit bureau may not
provide a credit report unless the user certifies to the credit bureau
that it has a permissible purpose to obtain the report (15 U.S.c.
1681b). Permissible purposes include:
(a)

Extension of credit to, or review or collection of a consumer
account.

(b)

Employment.

(c)

Underwriting insurance.
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(d)

Assessing credit risks as a potential purchaser, insurer, or
sefVlcer.

(e)

Having a "legitimate business need" for the information in
connection with a business transaction initiated by the
consumer or to review an account to determine whether the
consumer continues to meet the terms of the account.

Federal Trade Commission legal staff have recently opined that absent
written consumer authorization, a cardholder protection program did not
have a permissible purpose to obtain a list of program applicants' credit
card accounts from a credit reporting agency. Federal Trade Commission,
Opinion
Letter,
March
2,
1998,
available
at
http://nnw.ftc.gov/os/statutes/fcra/buchman.htm.
Even though the service was sold by telephone, the company couldn't
obtain the account numbers until the cardholder had provided written
consent. Target marketing is not a permissible purpose. The authority of
a credit bureau to provide name and addresses (not full credit reports) for
target marketing purposes is being litigated. See TransUnion Corporation
v. Federal Trade Commission, 81 F. 3rd. 228 (D.C.Cir. 1996).
2.

Prescreening.
As amended, the FCRA gives the consumer the option to opt out of
being prescreened for credit and requires prescreening creditors to
tell the consumer about the opt out right (15 U.S.c. 1681m). For the
fIrst time, creditors may postscreen a customer to whom it has made
a "fIrm offer of credit". (15 U.S.C. 1681a.(e)) provided the post
screen criteria are established before the prescreen list is generated
and the post screen criteria were not available at the time of
prescreening (e.g. information received in a consumer's application,
such as income).

3.

Obligations to Correct Information.
For the fIrst time, banks that report information to the credit bureau
must correct any errors brought to the bank's attention by a
consumer. (15 U.S.C. 168Is-2(a)(i)(b)). The bank can't simply
send the consumer back to the credit bureau. Many banks have
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established special addresses for credit bureau related complaints in
order to take advantage of the safe harbor provisions of 15 U.S.c.
1681s-2(a)(i)(c), which protect a bank from liability for rep011ing
erroneous information to a credit bureau.
4.

Employment.
Ifbanks use credit reports as employment criteria, they must get an
applicant's written permission before obtaining the report and
provide a preliminaty adverse action notice and a copy of the report
before denying employment on the basis of a credit report. (15
U.S.c. 1681b(b)).

5.

Affiliate Information Sharing.
Banks are now specifically authorized to share nontransaction
information with affiliated companies provided the consumer is
given notice of the sharing and an opportunity to "opt out." 15
V.S.c. 1681a(2). No restriction is placed on sharing experience or
transaction information. Non transaction information includes
application, credit reports, and demographics. This authorization
does not extend to information sharing with nonaffiliated third
parties. Banks that share credit reports with third parties could find
themselves deemed a credit reporting agency for FCRA purposes
and subject to the onerous requirements imposed on credit bureaus.
Note also that the proposed NASD Rille 3121 governing the use and
release of customer confidential fmancial information would require
a notice and opt out before even transaction information could be
shared by a bank and its NASD member affiliate. NASD Notice to
Members, NTM Number 97-12, 1997 NASD & Lexis 15 (March
1997). The proposed NASD Rule 3121 defines confidential
information as "any financial information concerning a customer"
except for (i) name, address, and telephone number, unless the
customer specifies otherwise, and (ii) "information that can be
obtained from unaffiliated credit bureaus or other similar companies
in the ordinary course of business." Rule 3121 (d).
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VII.

Fair Information Practices.
Because the law imposes few limitations on nongovernmental collection, use or
disclosure of personal information, many writers have supported the adoption of
a code of fair information practices, particularly as concerns about computerized
data collection have grown. Private industry codes are offered as alternatives to
broad ranging privacy legislation.
A.

Background.
In 1972, Elliott Richardson, then Secretary of Health, Education and
Welfare, appointed a federal advisory commission to examine the growth
of automated record keeping in the United States. In its 1973 report,
Advisory Committee on Automated Personal Data Systems, Records
Computers and the Rights of Citizens, the Commission identified certain
"fundamental principles" applicable to record keeping, disclosure and use
of identifiable personal information and from these fundamental principles
derived agreed upon procedures called "fair information practices." Cited
in Options, p. 1. The Privacy Act of 1974, Pub. L. No. 93-579, 5 U.S.c.
552a (1997) created the Privacy Protection Study Commission which issued
its recommendations in 1977. (Privacy Protection Study Commission,
Personal Privacy in an Information Age, 1977).
In 1981, the European Organization for Economic Cooperation and
Development (OECD) issued Guidelines for the Protection of Privacy and
Transborder Flow of Personal Data, OECD Doc. No. C (80)58 (1981),
hereafter "OECD Guidelines," which set out the basic privacy principles on
which most private industry privacy codes, including the Banking Industty
Principles, are based. These principles are: (i) collection limitation, (ii)
data quality, (iii) purpose specification, (iv) use limitation, (v) security
safeguards, (vi) openness, (vii) individual participation, and (viii)
accountability. The OECD Guidelines are reproduced in L. Richard
Fischer, The Law of Financial Privacy, 2d. Ed., £lijIDl, Appendix 6.2, pp 658 through 6-88.

B.

The Computerization of Personal Data.
The increasing computerization of vast amounts of data and the growth of
the internet have intensified the public's concern about informational
privacy. "In the Infonnation Age, inadequate protection of privileged
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financial information among banks, credit bureaus, and software
manufacturers, especially when combined with other information, such as
demographic profiles, could result in the misuse or abuse of personal
information." Options, p. 39. Data mining and data warehousing is leading
to the creation of consumer profiles that merge traditional customer
application and transaction data with purchased lifestyle, demographic and
psychographic data, all of which is fed into the financial firms' consumer
marketing databases. Westin, Testimony, p. 4. When public records were
paper based, compiling individual personal information took time and
money.
"Today, with commercial databases, networks, and CD
ROMs, anyone with a few skills and minimal resources can
pull together a complete profile on an individual in a few
minutes. These profiles may contain names, addresses,
telephone numbers (even if unlisted),and social security
numbers, in addition to real and personal propelty assets, as
well as corporate assets and other background information on
executives." Leslie 1. Byrne, "Who Watches the Watchers?
A Consumer Prospective on Privacy," in 1. Richard Fischer,
Compendium, supra, p.3.
C.

The IITF Principles.
In 1993, Vice President Gore, established the Information Infrastructure
Task Force (IITF) to define the Clinton Administration's vision for the
National Information Infrastructure (NIl). The Task Force's Informative
Policy Committee (IPC) created a Private Working Group, which issued
Principles for Providing and Using Personal Information in 1995, hereafter
IITF Principles. The IlTF Principles apply to the collection and use of
information by private industry, not just by government agencies. The IlTF
Principles are available at http://www.iitf.nist-gov/ipc/ipc-pub.html and are
reproduced in Fischer, Law of Financial Privacy, 2d. ed, supra, 1997
Cumulative Supplement, Appendix 6.5.
The IITF Principles set out three principles for the collection, use and
disclosure of information on-line:
(1)

Personal information should be acquired, disclosed and used only in
ways that respect an individual's privacy.
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(2)

Personal information should not be altered or destroyed.

(3)

Personal information should be accurate, timely, complete and
relevant for the purpose for which it is provided and used.
Consumers should be told by information collectors:
(i)

why the information is being collected;

(ii)

what are the expected uses of the information;

(iii)

how will the confidentiality and integrity of information be
protected;

(iv)

what will happen if the consumer chooses not to provide the
information;

(v)

what redress does the consumer have if information
wrongfully or inaccurately disclosed.

IS

The Banking Industry Principles incorporate these elements, as do many
bank privacy statements. See Attachments C, D, E. Many financial
institutions posted Privacy Policies on their websites in anticipation of an
FTC website check in March of this year. See FTC Press Release, February
28, 1998, Attachment F.
If the FTC concludes that website privacy is not being adequately protected,
it will recommend to Congress that legislation is necessary. None of the
bank websites Westin surveyed in the fall of 1997 had privacy statements
that told visitors what would be done with the information collected on line.
Westin, Testimony, p. 8. Many have remedied this deficiency since
September.
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ATTACHMENT A
U.S BANKING INDUSTRY PRIVACY PRINCIPLES

American Bankers Association

1997

4::M:18:ifil\,.··
B"';~IR::$;
~1:§~fi:J:~IJ;:QM:

BANKING INDUSTRY
PRIVACY PRINCIPLES FOR U.S. FINANCIAL INSTITUTIONS
INTRODUCTION
Financial institutions in the United States are well aware of the need to protect privacy in all forms of
commerce. With the advent of electronic banking, consumers are more attuned than ever to the
need to protect personal information. The American Bankers Association (ABA), Consumer Bankers
Association (CBA) and the Bankers Roundtable (BRT) have developed joint industry privacy
principles for the benefit of bankers and consumers.
INDUSTRY PRIVACY STATEMENT
The membership of the participating understand the special duty that financial institutions have with
safeguarding their customers' sensitive information. Though this information may be required to be
obtained by law or sought by the institution for proper business purposes, such personal information
is also vital to each bank's ability to provide its customers with quality service.
Our members recognize the reasonable expectation of privacy for all their customers and the
importance of protecting that privacy. Bankers subscribe to these principles as one method to protect
customer privacy. These principles may also serve as a foundation upon which individual banks can
build their own privacy principles, either as a separate document, or in their institution's code of
conduct, tailored to their particular needs and circumstances.

u.s. BANKING INDUSTRY
PRIVACY PRINCIPLES
1. Recognition of a Customer's Expectation of Privacy
Financial institutions should recognize and respect the privacy expectations of their customers
and explain principles of financial privacy to their customers in an appropriate fashion. This
could be accomplished, for example, by making available privacy guidelines and/or providing a
series of questions and answers about financial privacy to those customers.

2. Use, Collection and Retention of Customer Information
Financial institutions should collect, retain and use information about individual customers
only where the institution reasonably believes it would be useful (and allowed by law) to
administering that organization's business and to provide products, services and other
opportunities to its customers.

3. Maintenance of Accurate Information
Financial institutions should establish procedures so that a customer's financial information is
accurate, current and complete in accordance with reasonable commercial standards. Financial
D -17

institutions should also respond to requests to correct inaccurate information in a timely
manner.
4. Limiting Employee Access to Information

Financial institutions should limit employee access to personally identifiable information to
those with a business reason for knowing such information. Financial institutions should
educate their employees so that they will understand the importance of confidentiality and
customer privacy. Financial institutions should also take appropriate disciplinary measures to
enforce employee privacy responsibilities.
5. Protection of Information via Established Security Procedures

Financial institutions should maintain appropriate security standards and procedures regarding
unauthorized access to customer information.
6. Restrictions on the Disclosure of Account Information

Financial institutions should not reveal specific information about customer accounts or other
personally identifiable data to unaffiliated third parties for their independent use, except for the
exchange of information with reputable information reporting agencies to maximize the
accuracy and security of such information or in the performance of bona fide corporate due
diligence, unless 1) the information is provided to help complete a customer initiated
transaction; 2) the customer requests it; 3) the disclosure is required by/or allowed by law (i.e.
subpoena, investigation of fraudulent activity, etc.); or 4) the customer has been informed
about the possibility of such disclosure for marketing or similar purposes through a prior
communication and is given the opportunity to decline (i.e. "opt out").
7. Maintaining Customer Privacy in Business Relationships with Third Parties

Ifpersonably identifiable customer information is provided to a third party, the financial
institutions should insist that the third party adhere to similar privacy principles that provide
for keeping such information confidential.
8. Disclosure of Privacy Principles to Customers

Financial institutions should devise methods of providing a customer with an understanding of
their privacy policies. Customers that are concerned about financial privacy will want to know
about an institution's treatment of this important issue. Each financial institution should create
a method for making available its privacy policies.
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ATTACHMENT B
PRIVACY ACT NOTICE FROM BANK CUSTOMER
IN SUPPORT OF REFUSAL TO PROVIDE SOCIAL SECURITY NUMBER

FOR.\fAL i'iOna

Qf
PRrv ACY ACT.

TITLE 5 USC

You are he:eby being formally put 00 ::!JlIJU and being advised of tbe
followi.cg facts and raw as tbey pertain to the Social Sec:.z.riry cumbe: ...cd tbe
mvac] Ac~ Title 5 USC;

A judgt!ment of S1,000.00 plus costs and attorney's lets
will b~ ass~ss~d against th~ individual, !Jusin~ss or
government agtnc] that d~ni~s Ih~ rrqu~st~d right, s~rvict,
benefit, or privil~gt wherein lh~ person maJcing the request
declines 10 provide their social security number.
A soci.al sec:.z.rlry Dumbe: must be used onjy in tbe (oHowiDI WtUlces:

1.

Z.

To
To

receive public assistance
pay taxes and recei ve refunds

An individual may refuse to live their soci2J securiry number if
requested for aDy OUler re2son than those listed above.
Form o( fhe J-rivac1 Act:
(A) actual damages summed by aD iJldividuaJ as
refusal or failure 10 zive a Social Seouiry number shall be e..~tit1ed
of 110 leu man the sum of S1,ooo.00: Uld (9) tt2e ~IU of !be ac:ion
togetber with re.asoruble attorney fees IS determined by the court.

I re~ult of
:0 recovery

Awards may be recovered from Ibe iOVen1meJ2t Ilenc:y, busiae~s or
iadividuaJ who denies the right. benefit or privilelc.
See Fedenl court
decisions set fortb below:

1.
-Ri&bt of privacy is a penoDal ricin desi&Ded to protect persons from
unwanted discJosure of penonal informatioa... C:'fA FiQ2Qc:iaJ Cqrpgration v,
~ 743~ D. C. lll. 1981. jl~ F. Supp. ~2. IlL

me

2.
The Act••• -was enacted (01" (Lbe) purpose of cunailinl
explndlq use
of social scarity aumben.•.and to eliminate me threal to iDdividuaJ privacy
and confidentiality of information passed by common tnUDericaJ identifiu3.Doyle v, WH$Q1b p, C. DeL 1982, 529 F. Supp. IJ.4~
3.
-(I) (1) It dlaJI be unlawtuJ.•• IO deDy lD uzy iDd1vidual lay ri&i1t~
beDefit. or priviIele provided by law beau:re of such iJldividuafs refusal to
disc:!ose IUs social security aCCouDt number.·
GuideHae ud Rel\ludoa.s {or
MaintenaAa at Privacy &.adl Protection of Rec:crds 011 1DdividuaJJ.

n1ER.E:'-QRE: I do hereby dedare my spedflc debt aot to disclose I SocilJ
SC1:urity Number to mis plac: of busine~ for die re&soaa saeed lbov~ IDd that
I will sue under tbe Privacy Act if service2 are d=ied as I result of my oead.isc~osure of said aumber.
Bv ary prese:satioa of asis NOTICE to you you eave
duly wamed md put 012 NOTICE.

be:t:n
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ATTACHMENT C

WACHO\1!
.

. ~ 't....e·~s~·"··ne·~c··· ·t···
\\\"l. ~'" t:~ . ,

VOUr]
C.oll.'.l.iw'. .entiat.ltv~
~.
..
and .. 1()11..(Jr
..

.

yourtmst,

Our goal is to serve you as effectively and
conveniently as possible-but also to make you feel
confident that your relationship with Wachovia is
treated with the appropriate confidentiality,
Trust. privacy and confidentiality are the guiding
principles upon which Wachovia's foundation was
built. With Wachovia's Privacy Policy, we're
confident you will understand that these
fundamental standards continue today,
For more information. view Wachovia's Privacy
Policy

<, '.

"Whatkil1d of

inves1:or

are ),Olt?

-.

Hnw II)

'.:' n,~n nauce
,.'/ .....mu hmn~J

..•.•... :.:.:.;.,
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Consumer Privacy and How It
Affects You

o
o
o
o
o

Overview
Wachovia Employees
Information Collection
Records Security
Accuracy
Q Sharing Consumer Information
Within Wachovia
With Outsourcees
With Consumer Reporting Agencies
With Government
With 3rd Party Litigants
o Removal From Lists

() Overview
Technology and new marketing practices have
increased the amount of customer information
collected and shared in today's marketplace.
Consumers are concerned about the impact this
development has or might have on their privacy
and reputation. At Wachovia we are sensitive to
the importance of these concerns. We want to
serve consumers as effectively and conveniently as
possible. and such service involves making use of
technology and customer information. But we also
want our customers to be confident that their
relationship with Wachovia is treated with the
appropriate confidentiality. We therefore commit
to customers that we will take reasonable steps to
protect the privacy of the information shared with
us. Our customers are protected not only by state
and federal laws but - even more importantly - by
Wachovia's commitment to them.
(; Wachovia Employees
Wachovia employees are informed of their
responsibility to protect confidential customer
information and are bound by this Privacy Policy.
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application. If this occurs. even if the report was
not the basis for the decision to decline the
application. we will provide the applicant with the
name and address of the reporting agency.
Consumers are entitled to obtain free copies of
reports from reporting agencies and have such
reports corrected by the agency concerned if those
reports contain inaccurate infonnation. If we
declined an application for other reasons. we will
tell the applicant why or give the applicant an
opportunity to request the reasons.

They are governed by a code of conduct that
includes the responsibility to protect the
confidentiality of customers' financial and other
personal information.
Only employees actively engaged in the discharge
of their assigned duties are authorized to access or
use customer information.

o

Information Collection
Infonnation about consumers is accumulated from
a variety of sources. Some information is provided
to Wachovia directly by customers themselves.
Other data is developed by Wachovia as a function
of providing a product or service to a customer.
Still other infonnation is obtained from outside
sources. We will limit the use and collection of
information about our customers to that which is
necessary to administer our business, provide
superior service. and offer opportunities that we
think will be of interest to customers. This means
that we will use information to help us identify
and mitigate potential risks or loss to Wachovia.
We will use information to help identify
additional products or services which we believe
customers might want to know about. We will use
this information only in accordance with the
principles set out in this Policy.

Sometimes, as in the case of insurance. we are
merely an agent for the carrier that actually
provides the product. In such cases, any decision
to decline an application for insurance will be
made by the carrier. not by Wachovia. and the
applicant's right to know whether a consumer
report was used or why the application might have
been declined will apply directly to the carrier. not
Wachovia. In that situation. Wachovia will tell the
applicant whom to contact in order to ask
questions or obtain more information to ensure
that the applicant's rights are protected. Wachovia
intends to employ reasonable measures to ensure
the accuracy. timeliness and completeness of our
customer information. If we become aware of
inaccuracies in our records. we will take prompt
steps to make appropriate corrections.
@ Sharing Consumer Information
When Wachovia serves in a legally recognized
fiduciary capacity, such as a trustee of a trust or
the personal representative of an estate. no
customer information arising from that fiduciary
relationship is shared with other divisions within
or other legal entities within the Wachovia
organization of Wachovia without the express
consent of the customer. Fiduciary relationships
by law provide an even higher degree of
confidentiality and privacy than general banking
relationships. As part of our effort to provide
customers with comprehensive and effective
service, we use customer information to determine
whether customers might want to know about
certain Wachovia products and services. Even in
nonfiduciary situations, to protect customer
privacy, we will control carefully the way in
which any information about customers is shared.
Unless we have a customer's advance
authorization to do othenvise, we will treat the
customer's information only in the following
ways:

@ Records Security
We will maintain and grant access to customer
infonnation only in accordance with Wachovia's
internal security standards.

o

Accuracy
Equally important. we will strive to ensure that
the information concerning our customers is
accurate. Customers are protected by the Fair
Credit Reporting Act, which requires us to notify
consumers whenever consumer reports from third
parties have been used to solicit business from
them. We may use such reports only for the
purpose of prescreening business prospects when a
customer or potential customer has authorized a
consumer reporting agency to furnish us a report,
or when making a customer or potential customer
a firm offer of credit or insurance. Consumers are
entitled to request credit reporting agencies to
remove their names from lists supplied to us.
We must also notify an applicant if we decline any
application made by them and have used a
consumer report during the processing of the
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the right, in these unusual circumstances,
to transfer ownership of such customer
databases to the purchaser.

Within Wachovia
We are permitted to share within the
Wachovia organization information
concerning a customer's account history
and experiences with Wachovia. In some
situations, a person might disclose or
authorize the disclosure of medical
information as part of an application for a
specific product such as insurance. We will
share any such medical information only
with those who need to know this
information in order to process the
application. We will not allow this
information to be used elsewhere within
Wachovia for any other purpose.

With Consumer Reporting Agencies
& Other Companies
We will exchange information about our
customers with reputable information
reporting agencies, financial institutions.
and merchants, in accordance with
standard banking industry practice. so we
can verify the existence and condition of
customers' accounts. We do not share
specific personal customer infonnation
with independent companies for any other
purpose without the customer's consent.

We may also share among the legal
entities that comprise the Wachovia
organization
o information someone has given us
as part of an application for one of
our products or services, or
o information we have received from
a consumer reporting agency or
other third party.
Customers may request us not to share this
type of information by calling the toll free
number at the end of this document.
whereupon the information will not be
shared.

With the Government
The Bank Secrecy Act. Internal Revenue
Code. Right to Financial Privacy Act. the
Welfare Reform Act and various other
laws and regulations require us or our
contractors, under certain circumstances.
to provide certain customer information to
government agencies. We will only
disclose customer information to the
government or others when we are
required to do so by such laws. regulations,
or by court order. State and federal laws
impose certain mandatory disclosures of
customer information by financial
institutions. We must comply with laws
that require mandatory production or
disclosure.

With Outsourcees, 3rd Party
Participants & 3rd Party Vendors
Sometimes specific customer information
has to be shared with companies we hire to
provide operational support, companies
that participate with us in supplying
products and services to customers. and
companies that promote products and
services on our behalf. Except in unusual
situations (where they might be governed
by federal or state laws to the contrary),
these companies are not permitted to use
our customer information for purposes
other than the provision of the service
intended. We will share your information
with these companies only if they agree to
treat it confidentially.

With 3rd Party Litigants
If you are involved in a legal proceeding.
both federal and state law provide parties
to the litigation the right to compel the
production of records and information
from banks and other third party record
keepers in certain situations. We will only
disclose customer information to third
party litigants when we are required to do
so by lawful judicial process or by court
order.
@ Removal from Lists
Consumers may request to be excluded from
telephone solicitations by Wachovia and third
party providers working with Wachovia. Persons
who do not wish to receive such telephone calls
may inform the person calling them accordingly
and they will be placed on a list of persons we
may not solicit by phone.

Occasionally, Wachovia makes a decision
to sell a particular line of business (for
example. mortgage servicing rights).
Usually. an integral part of that business is
its customer database. Wachovia reserves
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While this may mean consumers might not
receive product information of interest to them.
we will also respect anyone's wish not to receive
promotional mail solicitations (i.e.. mailings
independent of routine statement and other
customer service mailings) if so requested. To
make this request, please call the toll-free number
below.
Customers should be aware that third parties with
which Wachovia might coincidentally have
business relationships may also have access to
customer information that has been obtained
independently of Wachovia. Mailings and
solicitations based on this information are not
within Wachovia's control.
If you would prefer not to have your information
(other than credit and experience history) shared
among Wachovia's affiliates, or if you wish to be
removed from Wachovia's lists for special offers,
please call 1-888-226-4297. Our operators will be
happy to process your request.
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•

.Nof"\vest Privacy Principles
Our Customer Privacy Prindples
At the family of banks and companies affiliated with Norwest Corporation, we know how
important personal privacy is to you. Because of our interest in protecting your privacy,
we continue to examine the practices of the banks and companies within the Norwest
family. As a result, Norwest banks and companies have adopted the following privacy
principles, continuing our commitment to provide To The Nth Degree(F) service to you, our
valued customer:

1. Recognition of Your Expectation of Privacy.
We recognize that you expect privacy and security for your personal and financial affairs.
We understand the need to safeguard our sensitive information about you that you have
entrusted to us within the Norwest family. We maintain standards and procedures designed
to protect misuse of this information.
2. Our Collection, Retention, and Use of Information about You.
We collect, retain, and use information about you only where we reasonably believe that it
will help administer our business or provide products, services, and other opportunities to
you. We collect and retain information about you only for specific business purposes -and we will tell you why we are collecting and retaining it upon your request. We use
information to protect and administer your records, accounts, and funds; to comply with
certain laws and regulations; to help us design or improve our products and services; and
to understand your financial needs and provide you with quality products and superior
service. Our Use (!f b![ormation brochure explains these concepts in greater detail.
3. Our Maintenance of Accurate Information.
We have procedures to help assure that your financial information is accurate, current, and
complete in accordance with commercial standards. We also have procedures to respond
to your requests to correct inaccurate information in a timely manner. While some of these
procedures are required by federal or state law, the Norwest family of banks and
companies have implemented additional procedures to maintain accurate, current, and
complete financial information, including processes to update information and remove old
information.
4. Limiting Employee Access to Information.
We have procedures and security levels that limit employee access to personally
identifiable information to those employees with a business reason to know such
information about you. We educate our employees about the importance of confidentiality
and customer privacy through standard operating procedures, special training programs,
and the Norwest Corporation "Code of Ethics." We take appropriate disciplinary measures
to enforce employee privacy responsibilities.
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5. Security Procedures to Protect Information.
We maintain security standards and procedures to help prevent unauthorized access to
confidential information about you. We update and test our technology to improve the
protection of our information about you and to assure the integrity of our information.

6. Restrictions on Disclosing Information to Parties Outside the Norwest Family.
We do not reveal specific information about your accounts or other personally identifiable
data to parties outside the Norwest family for their independent use unless: (1) you request
or authorize it; (2) the information is provided to help complete a transaction initiated by
you; (3) the information is provided to a reputable credit bureau or similar information
reporting agency; or (4) the disclosure otherwise is lawfully permitted or required. Our
Use (l b?formation brochure explains these concepts in greater detail.
7. Maintaining Your Privacy in Business Relationships with Outside Third Parties.
Sometimes it is necessary to provide personally identifiable information about you to a
third party, such as to a vendor or service company that we hire to prepare your account
statements or to provide support or services for one or more of our products. These
vendors and service companies agree to safeguard our confidential information about you
and your products and services with us and must abide by applicable law.

8. Disclosing Our Privacy Commitment to You.
We want you to understand our commitment to personal privacy and our use of
information. For this reason, we have prepared these Privacy Principles and a Use (?f
"{formation brochure. These materials will answer most of the important questions that
you may have about how we gather, protect, and use information within the Norwest
family. You may obtain our Use (?f b{formation brochure at any Norwest Bank and many
other Norwest business locations or by sending a request, along with a stamped,
self-addressed return envelope, to: Norwest Operations Center (M.S. 6058), P.O. Box
5128, Sioux Falls, South Dakota 57117.

These Customer Privacy Principles apply to individuals, and we reserve the right to
change them, along with related provisions, at any time.
Personal I Business I Investments I Student I Mortgages I Investor Relations I Information & More I Home
Norwest Privacy Principles
© Copyright 1998 Nonvest Corporation. All Rights Resen·ed.
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Chase Customer
Information Principles
At Chase, we strive to make life easier for our customers.
One way that we do this is by using customer information
to provide our customers with superior service and
convenient access to the right products and services. We
also recognize that our customers have important
expectations regarding the use of that information.
Safeguarding customer information is a matter that we take
seriously. That is why we at Chase have set forth the
following principles to affirm our long-standing
commitment to confidentiality:
• We share information regarding customers among
our banks and affiliated companies only in
accordance with strict internal security standards and
confidentiality policies and with applicable law.
• We hold our employees fully accountable for
adhering to those standards, policies and laws.
• We do not share information about our customers
with other companies except in order to conduct our
business, comply with applicable law, protect against
fraud or make available special offers of products
and services that we feel may be of interest to our
customers. We may also provide information to
regulatory authorities and law enforcement officials
in accordance with applicable law.
• We have established high standards for protecting
information regarding our customers from
unauthorized alteration or destruction.
• We investigate customer inquiries regarding
information received from Chase (or from a credit
bureau reflecting information provided by Chase)
that the customer believes to be inaccurate and take
steps to correct information we determine to be
incorrect. Customers should notify us if they receive
information regarding their Chase relationship that
they believe to be inaccurate.
At Chase, information regarding our customers is used
solely in the legitimate conduct of our business, to deliver
superior service and to design products and special offers
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that demonstrate our understanding of our customers and
their needs.
As we move forward in developing new products and
services in an era of vast technological change, we will
continue to maintain our dedication to assuring that
customer information is properly used and appropriately
safeguarded.
November 1997

These principles are currently applicable to Chase hanks
and affiliates in the conduct (?f their consumer husiness in
the United States.

Copyright © 1998. The Chase Manhattan Corporation. All rights
reserved.
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FOR RELEASE: FEBRUARY 26, 1998

FTC STAFF TO SURVEY
CONSUMER PRIVACY ON THE INTERNET
Agency to Review 1,200 Web Sites
for Privacy Policy Disclosures
Beginning in March, the Federal Trade Commission staffwill survey 1,200 commercial Web
sites to determine the extent to which these sites, including sites directed to children, are
disclosing how they collect and use personal information online. The staff also will analyze
how many sites offer consumers choice regarding how their personal information is used.
The Commission is currently preparing a report to Congress on the effectiveness of
self-regulatory approaches to protecting consumers' privacy online. The survey results will
be included in this report.
Over the past three years, the Federal Trade Commission has been examining the personal
privacy and consumer protection issues raised by the collection and use of information
about consumers as they use the Internet. A number of public workshops have been held by
the agency's Bureau of Consumer Protection. Throughout the workshops, the online
industry has advocated self-regulation as the most efficient and effective means of creating
online privacy protections. In addition, trade association representatives have made
commitments to develop privacy policies as guidance for their members, and to encourage
their members to disclose their own information practices on their Web sites. As part of the
report to Congress, the Commission also will assess existing industry guidelines and
principles. The Commission requests that interested trade associations and industry groups
submit their guidelines and principles for consideration.
The notice requesting industry guidelines and principles on online collection and use of
consumers' personal information will be published in the Federal Register shortly.
Submission is requested by March 31. All of the guidelines and principles submitted in
response will be available for public inspection at the FTC's Consumer Response Center,
Room 130, Sixth Street & Pennsylvania Avenue, N.W. Washington, D.C. 20580 and to the
extent technically possible on the FTC's web site at: http://wlI'lvftc.gov (no period).
The Commission's vote to approve the Federal Register notice was 4-0, with Commissioner
Mary L. Azcuenaga not participating.

Copies of the notice, the transcripts of the workshops, a FTC staff report titled, "Consumer
Privacy on the Global Information Infrastructure," as well as public commentary submitted for the
workshops are available on the FTC's web site at http://www.ftc.gov and also from the FTC's
Consumer Response Center; 202-326-3128; TOO for the hearing impaired 202-326-2502. To find
out the latest news as it is announced, call the FTC NewsPhone recording at 202-326-2710.
MEDIA CONTACT:
Victoria Streitfeld
Office of Public Affairs
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I. Unauthorized Practice

A. In General

The primary rationale by far for the regulation of the unauthorized practice of law is
protection of the public from the unscrupulous, unskilled and incompetent. In
Frazee v. Citizen's Fidelity Bank & Trust Co., 393 S.W.2d 778 (Ky. 1964), the
Kentucky Court stated:
The basic consideration in suits involving unauthorized practice of law is the
public interest. Public interest dictates that the judiciary protect the public
from the incompetent, the untrained, and the unscrupulous in the practice of
law.
See also Charles W. Wolfram, Modern Legal Ethics sec. 15.1.2, p. 829 (2d ed.
1986); Nonlawyer Activity in Law-Related Situations: A Report with
Recommendations 18-19 (ABA Commission on Nonlawyer Practice 1995)
(hereinafter Nonlawyer Activity) (discussing history of unauthorized practice
regulation and specifically the Depression as motivator); 1994 Survey and Related
Materials on the Unauthorized Practice of Lawl Nonlawyer Practice xvii (ABA
1996) (hereinafter 1994 Survey) (discussing history of unauthorized practice);
Barlow F. Christensen, The Unauthorized Practice of Law: Do good Fences Really
Make Good Neighbors-or Even Good Sense?, 1980 Am. B. Found. Res. J. 159,
187; Deborah L. Rhode, Policing the Professional Monopoly: A Constitutional and
Empirical Analysis of Unauthorized Practice Prohibitions, 34 Stan. L. Rev. 1, 3
(1981).

Yet, attorneys are the complainers, not the public. In a survey of unauthorized
practice activity in 1979, Professor Deborah Rhode noted that only 2% of the
unauthorized practice matters dealt with that year involved customer complaints.
Rhode, supra at 33 & 43. Professor Rhode termed the public "curiously
unsupportive." Id. at 3. See also ABA/BNA Lawyers Manual On Professional
Conduct 21 :8010.
The regulation of unauthorized practice of law outside of Kentucky has declined in
the last third of the twentieth century, in part as a result of public needs and
perceptions, and in part as the result of First Amendment See NAACP v. Button,
371 U.S. 415 (1963); B'hood of Railroad Trainmen v. Virginia ex. ReI. Va. State Bar,
377 U.S. 1 (1964); UMW Dist. 12 v. Illinois State Bar Ass'n, 389 U.S. 217 (1967).
Antitrust concerns were also a factor. See Nonlawyer Activity, supra at 23-32.
Christensen, supra at 199-201. See generally Christensen, supra at 190-197, for
a discussion of the era in general.
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In 1977 the American Bar Association discontinued publication of Unauthorized
Practice News Christensen, supra at 190. In 1984 the American Bar Association
Unauthorized Practice of Law Committee ceased to exist. See 1994 Survey, supra
at xiv.
Unauthorized practice regulation has been described as "among the most complex,
controversial problems facing the legal profession". 1994 Survey supra at vii. A
prevalent criticism is that the legal profession regulates the unauthorized practice
of law in the name of protection of the public, but no true evaluation of the need for
protection, the public's desire for protection, or the cost of such protection has
accompanied the regulation.
See generally Alan Morrison, Defining the
Unauthorized Practice of Law: Some New Ways of Looking at an Old Question, 4
Nova L.J. 363 (1980) (costs have not been a relevant consideration); Thomas D.
Morgan, the Evolving Concept of Professional Responsibility, 90 Harv. L. Rev. 702
(1977) (public interest in justice at low cost is last consideration). 1994 Survey,
supra at xvii (if unauthorized practice of law is to be based on public protection,
specific harm must be established); Christensen, supra note 44, at 201-03 (same).
See also ABAIBNA Lawyers Manual of Professional Conduct, 21 :8011.
Further, many commentators have noted the patent conflict of interest present when
the legal profession in the form of attorneys, bar associations and judges have the
responsibility to decide the bounds of the practice of law. See Rhode, supra at 97
("Enforcement of sweeping prohibitions has rested with those least capable of
disinterested action"); Morgan, supra (noting the self-interest present); Comment,
Control of the Unauthorized Practice of Law: Scope of Inherent Judicial Power, 28
U. Chi. L. Rev. 162 (1960). Professor Deborah Rhode's survey reported in the
early 1980's reflected that consumers viewed unauthorized practice regulation as
"self-protective", "monopolistic", and "greedy". See Rhode, supra at 40.

B. Kentucky's Ethical Proscription (Rules and Statute)

1. Kentucky Supreme Court Rule 3.130 (5.5).
The rule states:
A lawyer shall not:
(a) Practice law in a jurisdiction where doing so violates the
regulation of the legal profession in that jurisdiction; or
(b) Assist a person who is not a member of the bar in the
performance of activity that constitutes the unauthorized practice of
law.
Most jurisdictions follow either a version of Rule 5.5 or DR 3-101, which
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states:
(A) A lawyer shall not aid a non-lawyer in the unauthorized practice
of law.
(B) A lawyer shall not practice law in a jurisdiction where to do so
would be in violation of regulations of the profession in that
jurisdiction.

2. The Practice of Law Defined by Supreme Court Rule 3.020
Kentucky defines the practice of law in Supreme Court Rule 3.020 as
follows:
The practice of law is any service rendered involving legal knowledge
or legal advice, whether of representation, counselor advocacy in or
out of court, rendered in respect to the rights, duties, obligations,
liabilities, or business relations of one requiring the services. But
nothing herein shall prevent any natural person not holding himself
out as a practicing attorney form drawing any instrument to which he
is a party without consideration unto himself therefor. An appearance
in the small claims division of the district court by a person who is an
officer of or who is regularly employed in a managerial capacity by a
corporation or partnership which is a party to the litigation in which the
appearance is made shall not be considered as unauthorized practice
of law.

3. The Criminal Statute: KRS524.130
Kentucky also has a criminal statute dealing with the unauthorized practice
of law. KRS524.130 states:
(1) Except as provided in KRS341.470 and subsection (2) of this
section, a person is guilty of unlawful practice of law when, without a
license issued by the Supreme Court, he engages in the practice of
law, as defined by the Supreme Court.
(2) A licensed nonresident attorney in good standing, although not
licensed in Kentucky, is not guilty of unlawful practice if, in
accordance with rules adopted by the Supreme Court, he practices
law under specific authorization.
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4. In House Counsel Exception: Supreme Court Rule 2.111
Kentucky Supreme Court Rule 2.111 allows out of state attorneys to
practice law in Kentucky as long as the employer is the only client.
Some other states do the same.

C. Unauthorized Practice in Kentucky by Kentucky Attorneys
1. General Summary
Kentucky has long regulated and attempted to define what is an activity
within the definition of the practice of law and what is not. Many of these
cases involved lay persons, though some did not.
A layperson can do acts within the definition of the practice of law if that
layperson does so for himself (pro se). If a layperson does those same acts
for another person, it is the unauthorized practice of law.
Kentucky has taken the position, traditionally, that a corporation cannot be
licensed to practice law and thus cannot practice law authorizedly.
A layperson employee cannot do activities within the definition of the practice
of law for the corporation because that layperson arguably would be acting
for another. Even if the layperson is viewed as the clear agent of the
corporation, the corporation is then practicing law-- impermissible action.
A corporation can, of course, employ attorneys to do activities within the
practice of law definition for the corporation employer. As long as the
attorney, inside or out, is representing only the employer, there is no
unauthorized practice of law.
If an attorney employed by a corporation represents another party other than
the employer, the corporation is said to be practicing law unauthorizedly via
the attorney employee. Note here that the attorney, assuming the attorney
is licensed fully in KentUCky, has full authority to perform the activities at
issue. For, example, the attorney can prepare a deed for another person the
day before the attorney becomes employed by a corporation. It is solely by
virtue of the involvement of the corporation that the attorney can be said to
be assisting the corporation in the unuathorized practice of law.

E-4

2. A Critique
a. American Insurance Association v. Kentucky Bar Association
In American Insurance Association v. Kentucky Bar Association, 917
S.W.2d 568 (Ky. 1996), the Kentucky Supreme Court disagreed with
almost all of the courts and ethics committees who have addressed
the issue of representation of insureds by employee attorneys of
insurers. The Court refused to allow an insurer's in-house lawyers or
outside retained attorneys working on a set fee basis to defend
insureds. The Court based the stance on the following:
1. the theory that such representation would constitute the
unauthorized practice of law because it would violate the long
held position that a corporation cannot practice law in the state
of Kentucky; and
2. The conviction that such representation was doomed by the
conflicts of interest presented by the situation.
The matter came before the Court because several insurers and
insurer groups requested that the Supreme Court review an Advisory
Ethics Opinion, E-368, Kentucky Bench & Bar, Fall 1994, 52, which
the Kentucky Bar Association Board of Governors had rendered. The
insurers asked the Supreme Court to review not only the Advisory
Ethics Opinion but also an older Unauthorized Practice of Law
Opinion, U-36, Kentucky Bench & Bar, Winter 1982,36-37, since
the Advisory Ethics Opinion appeared to rely upon it.
Unauthorized Practice Opinion U-36specifically addressed the
following question:
"Mayan insurance company employ in-house counsel
(salaried employees) to represent their insured after a lawsuit
has been filed?"
U-36 answered in the negative and relied on Kentucky case law which
had held that a corporation cannot have a license to practice law and
therefore cannot practice law except unauthorizedly.
The Kentucky Supreme Court began by stating that it "hereby
approve[s] and adopt[s]" Advisory Ethics Opinion E-368 and that it
"choose[s] not to disturb" Unauthorized Practice Opinion U-36. The
Court stated:
Notwithstanding the trends of other jurisdictions, any alleged
nonsensical application of the prohibition against the
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unauthorized practice of law, and the untapped resource of
"competent, trained and scrupulous" in-house insurance
defense counsel as pipe cleaners for a clogged legal system,
we do not feel that U-36 deserves review.
The Court found "no compelling reason to overrule the more than fifty
years of legal precedent which recognizes the principles outlined in
that opinion," meaning the Unauthorized Practice Opinion, U-36. The
Court quoted the 1943 case of Kendall v. Beiling, 175 S.W.2d 489
(Ky. 1943), a case dealing with the practice not of law but of
optometry, stating, "'[t]here is scarcely any judicial dissent from the
proposition that a corporation cannot lawfully engage in the practice
of law.''' The Court continued by quoting from Hobson v. Kentucky
Trust Company of Louisville, 197 S.W.2d 454 (1946), stating, "'a
corporation [] cannot obtain license to practice law, since it is wholly
incapable of acquiring the educational qualifications necessary to
obtain such license, nor can it possess in its corporate name the
necessary moral character required therefor.''' The Court then stated
that "[n]othing has changed since the rendering of Kendall and
Hobson, or since the adoption of U-36 to assuage the moral dilemmas
and ethical concerns connected to the unauthorized practice oHaw."
In dismissing contrary conclusions from other jurisdictions on the
particular issue of in-house attorneys of insurers representing
insureds, the Court stated: "we are convinced ... that few of the other
jurisdictions to which Complainants cite have conducted any
meaningful analysis of the issues presented, nor do these jurisdictions
share our state's aversion to the practice of law by corporations." To
support this statement the Court noted that the Kentucky Bar
Association had distinguished the Tennessee case of In re
Youngblood, 895 S.W.2d 322 (Tenn. 1995), by stating that
Tennessee "does not proscribe a corporation from practicing law for
the public".
This statement is incorrect. In fact, Tennessee does have an
"aversion" to corporations practicing law. Tenn. Code Ann. 23·3·103
(1996) states:
No person shall engage in the "practice of law" or do "law
business," or both, ... , unless such person has been duly
licensed therefor, and while such person's license therefor is
in full force and effect, not shall any association or corporation
engage in the "practice or law" or do "law business," or both,

E-6

b. Why Corporations Cannot Practice Law Via In-House
Attorneys
One would assume that an attorney is competent whether he or she
works in-house or out. Thus, the rationale of unauthorized practice
that the regulation is protecting the public from unskilled and
incompetent charlatans evaporates.
Kentucky and other jurisdictions, when the issue involves an in-house
attorney for a corporation, seem to have concerns about the zeal or
loyalty of the in-house attorney. The primary stated rationale
supporting the application of unauthorized practice regulation to
employee attorneys of corporations has focused on the lawyer-client
relationship and its personal nature. See Christensen, supra at 18789. See also Frederick C. Hicks & Elliott R. Katz, The Practice of Law
by Laymen & Lay Agencies, 41 Yale L.J. 69,72 (1931). Because
the attorney-client relationship is one of trust and confidence, that
relationship cannot exist when the corporate employer controls the
attorney. A New York court, writing in 1910 in the era of special
concern with the threat of corporate competition in the legal services
market, stated in In re Co-Operative Law Company, 92 N.E.15
(1910):
The relation of attorney and client is that of master and servant
in a limited and dignified sense, and it involves the highest
trust and confidence. It cannot be delegated without consent
and it cannot exist between an attorney employed by a
corporation to practice law for it, and a client of the corporation,
for he would be subject to the directions of the corporation and
not to the directions of the client.. ..[The attorney's] master
would not be the client but the corporation, conducted to may
be wholly by laymen, organized simply to make money and not
to aid in the administration of justice which is the highest
function of an attorney and counselor at law....There would be
no remedy by attachment or disbarment to protect the public
from imposition or fraud, no stimulus to good conduct from the
tradictions of an ancient and honorable profession, and no
guide except the sordid purpose to earn money for
stockholders.
Thus, this rationale focuses specifically on the idea that an attorney
employed by a corporation but representing another client would have
his or her independence of judgment impermissibly constrained as a
result of the employer corporation exercising employer-like control.
For another example of this sort of reasoning, see Richmond Ass'n of

E -7

Credit Men v. Bar Ass'n of the City of Richmond, 189 S.E. 153 (1937).
See also Cal. Eth. Op. 1987-91, 1987 WL 109707 ("The rationale
prohibiting a corporation from retaining attorneys to provide legal
services to third parties was premised on the personal relationship of
trust and confidence between attorney and client which would be
undermined by a corporation undertaking to furnish its members with
legal advice, counsel and professional services.").
The American Insurance Association opinion and U-36 surely
evidence this sort of concern.
Secondly, without doubt, prohibiting corporations from employing
lawyers who arguably represent parties other that the corporation
keeps the competition from competing. As a restraint on competition
in the legal services market, such regulation is suspect. If such
regulation has, as a rationale, the restraint of competition, it is even
more suspect. Restraining competition is not a "protection of the
public rationale;" it is a "protection of attorneys" rationale and in
particular a rationale to protect private attorneys.
One need look no farther than Hobson v. Kentucky Trust Co. of
Louisville, 197 s.W.2d 454 (Ky. 1946), for concrete evidence of this
anticompetitive motivation. The Court stated that the plaintiff, a
private attorney, alleged that the Trust Company, a corporation, was
practicing law '''without being licensed or sworn so to do, and in
unlawful competition with the plaintiffs.''' In Frazee v. Citizen's Fidelity
Bank & Trust Co., 393 S.W.2d S.W.2d 778 (Ky. 1964), the complaint
was not only that the bank was doing acts within the definition of the
practice of law, but that it was advertising and soliciting business ata
time when attorneys could not.
Finally, in Unauthorized Practice
Opinion U-32 (1981), after addressing the lawyer independence
issue, stated:
If corporations were permitted to offer as an inducement legal
services for the public in connection with their business, the
end result would be that all legal work other than the actual
courtroom trial of cases would be performed by corporations.

3. An Alternative: Professional Responsibility Rules, Not Unauthorized
Practice of Law Regulation
a. Kentucky Supreme Court Rule 3.130 (1.8{f»
Kentucky Supreme Court Rule 3.130 (1.8(f)) states in relevant part:
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A lawyer shall not accept compensation for representing a client from
one other than the client unless:
(1) Such compensation is in accordance with an agreement
between the client and the third party or the client consents
after consultation;
(2) There is no interference with the lawyer's independence of
professional judgment or with the client-lawyer relationship;
and
(3) Information relating to representation of a client is protected
as required by Rule 1.6.
b. Kentucky Supreme Court Rule 3.130(1.7)
Kentucky Supreme Court Rule 3.130(1.7) states:
(a) A lawyer shall not represent a client if the representation of that
client will be directly adverse to another client, unless:
(1) the lawyer reasonably believes the representation will not
adversely affect the relationship with the other client; and
(2) each client consents after consultation.
(b) A lawyer shall not represent a client if the representation of that
client may be materially limited by the lawyer's responsibilities to
another client or to a third person, or by the lawyer's own interests,
unless:
(1) The lawyer reasonably believes the representation will not
be adversely affected; and
(2) The client consents after consultation.
When
representation of multiple clients in a single matter is
undertaken, the consultation shall include explanation of the
implications ofthe common representation and the advantages
and risks involved.
c. Kentucky Supreme Court Rule 3.130(5.4(a»
Kentucky Supreme Court Rule 3.130(5.4(a)) states in part:
A lawyer or law firm shall not share legal fees with a nonlawyer, ....
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d. Kentucky Supreme Court Rule 3.130(5.4(c))
Kentucky Supreme Court Rule 3.130(5.4(c» states:
A lawyer shall not permit a person who recommends, employs, or
pays the lawyer to render legal services for another to direct or
regulate the lawyer's professional judgment in rendering such legal
services.
4. Key Cases
a. Federal Intermediate Credit Bank of Louisville v. KBA, 540
S.W.2d 14 (Ky. 1976)

The Court noted that Kentucky State Bar Association v. First Federal
Say. & L. Ass'n., Ky., 342 S.W.2d 397 (1961), had "held that although
a corporation may properly employ its own licensed attorney to render
legal services wholly for itself, it cannot sell to the public a service that
includes legal services performed by its salaried attorney."
The Court then stated: "we are of the opinion that a lending institution
certainly may have its mortgages drafted by its own counsel, so long
as it collects for itself no charge against the borrower for that service
and, as emphasized hereinafter, either its own counselor some other
licensed attorney passes judgment on and is responsible for the final
product."
The Court recognized that "Frazee v. Citizen's Fidelity Bank & Trust
Co., Ky., 393 S.W.2d 778, 784 (1965), held that a bank or trust
company cannot, through either salaried attorneys or lay employees,
prepare deeds or mortgages for other persons; and Kentucky State
Bar Association v. Tussey, Ky., 476 S.W.2d 177, 179 (1972), held that
a lay employee cannot prepare legal instruments for his corporate
employer, even though the employer is a party to the instrument."
The Court continued, "we are of the opinion that when a lending
agency presents to the borrower for execution a real estate mortgage
that has been completed on a form prepared by one lawyer, with
information such as the property description and payment schedule
copied by a lay person from a loan application and a title certificate
furnished by another attorney, neither of the respective attorneys
having examined the instrument in its final form prior to execution by
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the borrower, the lending agency is practicing law without a license."

b. Kentucky State Bar Association v. Tussey, 476 S.W.2d 177
(Ky. 1972)
In this case the Court considered the situation of a lay employee
preparing real estate mortgages for a bank. The Court stated that
practicing law "'includes giving advice and preparing wills, contracts,
deeds, mortgages, and other instruments of a legal nature.' Howton
v. Morrow, 269 Ky. 1, 106 S.W.2d 81, 82 (1937). Ordinarily,
therefore, the drawing of a real estate mortgage by one person for
another would amount to the practice of law."
The Court continued, "In the case before us the bank was a party to
the mortgages in question and would have the right to prepare such
instruments if it were physically possible for it to do so. But a
corporation is an artificial person, not capable of performing any act
except through the agency of others, and for that reason it cannot
come within the meaning of a 'person' as the word is used in [the
statutes]."
And, finally, the Court· stated that "the preparation of real estate
mortgages for a bank by an officer of the bank, whether it be with or
without remuneration from the mortgagee to the bank or to the officer,
constitutes the practice of law."

c. Frazee v. Citizens Fidelity Bank & Trust Co., 393 S.W.2d 778
(Ky. 1964)
This opinion arose from a contempt proceeding against five trust
companies for the unauthorized practice of law in performance of their
fiduciary services. As fiduciaries, the trust companies, through
salaried lay and legal employees, appeared in probate court, drafted
all necessary papers and made final settlements of estates without
other legal counsel.
With regard to rationale, the Court stated that "[t]he basic
consideration in suits involving unauthorized practice of law is the
public interest. Public interest dictates that the judiciary protect the
public from the incompetent, the untrained, and the unscrupulous in
the practice of law. Only persons who meet the educational and
character requirements of this Court and who, by virtue of admission
to the Bar, are officers of the Court and subject to discipline thereby,
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may practice law. The sole exception is the person acting in his own
behalf."
The Court continued, "Faced with our constitutional responsibilities
and in view of the public interest, we conclude that invoking the
jurisdiction of the county probate court through pleadings or
appearances is the practice of law. Consequently, when probate or
fiduciary documents are filed in the probate court or other court of
record by a corporate fiduciary, they must be in the name and by the
authority of a licensed attorney, except as otherwise herein provided.
Of course, a corporation may not engage in the practice of law
through salaried attorneys even as an incident to its commercial
business."
In a rather obvious bow to the illegitimate competition rationale, the
Court stated, "A trust institution, qualified and authorized by law as
a legitimate business enterprise, has an inherent right to advertise its
trust services in appropriate ways. It shall not, directly or indirectly,
offer to give legal advice or render legal services, and there shall be
no invitation to the public, either direct or by inference in such
advertisement, to bring their legal problems to the trust institution. Its
advertisement shall be dignified and the qualifications ofthe institution
shall not be overstated or overemphasized, and it shall not be implied
in any advertisement that the services of a lawyer are only secondary
or ministerial, or that by the employment of the services of the trust
institution, the employment of counsel to advise the customer is
unnecessary."
Finally, the Court provided a laundry list of "thou shalts" and thou shalt
nots." The Court stated:
The following services shall not be performed by a bank or
trust company, either through salaried attorneys or lay
employees:
1. Drafting wills or trust instruments.
2. Offering wills for probate.
3. Handling formal court proceedings.
4. Drafting papers or giving advice concerning revocation of
wills.
5. Resolving questions of domicile and residence.
6. Handling proceedings involving allowance of widows,
children, or wards.
7. Drafting deeds and mortgages.
8. Preparation of filing of assignments of rent.
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9. Drafting any formal legal documents to be used in the
discharge of a corporate fiduciary's duty.
10. Giving legal advice or legal counsel, orally or written, to
any person, firm or corporation.
11. In estate and inheritance taxes, and federal and state
income tax matters:
a. Executing waivers of statute of limitations, without
the advice of the attorney for the estate, trust or
guardianship and/or a specialized outside tax attorney.
b. Preparing and filing protest or claims for refund,
except requests for a refund based on mathematical or
clerical errors in tax returns filed by it as a fiduciary.
c. Conferring with tax authorities regarding protests or
claims for refund, except those based on mathematical
or clerical errors in tax returns filed by it as a fiduciary.
d. Handling petitions to the Tax Court.
12. Securing appropriate court orders for the prompt sale or
disposition of such assets of the estate as may be subject to
depreciation, deterioration or loss.
13. Preparing contracts or court orders as may be required to
conserve the estate or operate the business of the decedent
during the course of administration.
14. Terminating any pending litigation in which decedent had
an interest.
15. Instituting or defending on behalf of the executor,
administrator or trustee any litigation.
The following services relating to the administration of estates, trusts,
guardianships or other fiduciary activities may be performed by a
bank or trust company:
1. Using form custodians and management agent agreements
prepared by its counsel.
2. Discussing the business and financial aspects of fiduciary
relationships with customers and prospective customers and
with persons who are considering a renunciation of the right to
qualify as executor or administrator, or who propose to resign
as a guardian or trustee.
3. Performing any clerical, accounting, financial, or business
acts in the preparation of any inventory or account required of
it as a fiduciary. Filing such inventory and account after
furnishing a copy to the attorney for the estate, trust or
guardianship in order that all legal aspects may be verified.
4. Performing acts jointly for themselves and for a co-fiduciary
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relating to their joint duties, provided such duties, under this
Statement, are otherwise proper for trust companies acting
alone.
5. Acting as an agent for a foreign corporate fiduciary and
performing such services as would be permitted under this
Statement if the trust company were acting as the fiduciary.
6. Acting for the protection of their interest as fiduciaries in
insolvency proceedings short of formal hearings before a
referee in bankruptcy or in court.
7. Making appointments with the custodian of security for
opening safedeposit boxes.
8. Opening safe-deposit boxes.
9. Publishing notice to creditors.
10. Searching tax records to determine the real and personal
property which decedent had listed for tax purposes.
11. Marshaling assets of the estate; providing for the security
and preservation of the interest of all beneficiaries of an estate,
trust or guardianship.
12. Providing for the prompt protection or disposition of the
assets of an estate, trust or guardianship that may be
perishable, subject to rapid depreciation or otherwise in peril.
13. Paying uncontested claims.
14. Giving notice of the termination of a lease because of
default by the lessee.
15. Demanding and receiving payment of life insurance
policies payable to the estate of the fiduciary's decedent or to
the corporate fiduciary as trustee or as guardian.
16. Demanding and collecting claims, without litigation.
17. Filing a copy of a will in a county other than the county of
the decedent's domicile.
18. Demanding the foreclosure of deeds of trust which are in
default.
19. Notifying beneficiaries under a testator's will by furnishing
such beneficiaries with applicable portion of testator's will
relating to each beneficiary.
20. Securing death tax waivers in order to transfer property
from the decedent's estate.
21. Giving and taking receipts of all types.
22. Engaging in advertising the business and financial aspects
of their services as executor, trustee, or guardian and estate
planner with a clear statement that all legal implications
involved in each service will be handled in cooperation with the
customer's own attorney.
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23. Performing ministerial and clerical acts in the preparation
and filing of any tax return required of it as a fiduciary.
a. In the case of a federal estate or Kentucky
inheritance tax return, filing such return after furnishing
a copy to the attorney for the estate and affording him
an opportunity to question and discuss same.
b. In the case of fiduciary income and intangibles tax
returns, copies of such returns shall be furnished the
attorney for the estate, trust or guardianship prior to
filing upon request by such attorney.
24. Collecting rents, payments due, interest, dividends and
other income due the estate or trust.
25. Keeping all buildings and fixtures in repair during the
course of administration of the estate or trust.
26. With court authority, continuing to operate any business of
decedent.
27. Assembling such information and records as may be
needed for the preparation and filing of any partial or
intermediate settlement required by the court.
28. Assisting in location of heirs, their names, ages, residence
and degree of relationship."
d. Kentucky State Bar Association v. First Federal Sav. & Loan
Ass'n of Covington, 342 S.W.2d 397 (Ky. 1960)
The issue was whether First Federal Savings and Loan Association
of Covington, Kentucky, engaged in the unauthorized practice of law.
First Federal had hired an in-house attorney whose principal work
consisted of examining and passing judgment on the validity of titles
to property which will be mortgaged to the respondent as security for
its loans.
First Federal, noted the Court, "had title examinations made by its
attorney in connection with all real estate loans financed by it. Since
this attorney was on a straight salary, he did not receive a legal fee for
each of these examinations, nor was a specific attorney fee therefor
charged the borrower. It is respondent's contention that since this
legal service was being performed on its behalf and no direct charge
was made for the service to the borrower, it could not be engaged in
the practice of law."
The Court stated, "A corporation may properly employ its own
attorney to render legal services for it. The position of the Bar
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Association is that the title examination service is not being rendered
for respondent but for the borrower, and in addition (or in confirmation
of that fact), the borrower is required to pay for it. If respondent, a
corporation, is actually rendering a legal service to members of the
pUblic, and particularly if it is making a charge for such service, it is
engaged in the unauthorized practice of the law."
The Court noted that "the title examination is not made exclusively for
. the benefit of respondent. A clear title is one of the conditions upon
which it will make a loan. The examination is made primarily for the
benefit of the borrower so that he can comply with this essential
condition. The fact that a charge is made to the bo'rrower for this
service, if such a charge is made, simply confirms the fact that the
legal service is being rendered for him."
Further, the Court stated that "in making loans respondent collects
from the borrower a 'service charge' which ostensibly is made up of
the actual costs of making a loan. On a 'loan settlement statement'
furnished the borrower, which respondent at one time used, these
'service charges' were itemized as 'credit report,' 'survey,' 'appraisal,'
'exam. of title' and 'recording fees.' (Our emphasis.) In filling out this
statement respondent did not normally list the separate charges but
simply wrote in the total amount of the service charge which was fixed
in accordance with its graduated scale (based upon the amount of the
loan). However, on the veterans' loan forms submitted to the
Veterans Administration, a specific charge was sometimes itemized
for 'title examination.' In respondent's annual report to the Federal
Home Loan Bank a substantial item of 'net operating income' is listed
as, 'appraisal fees, legal fees and initial service charges.' (Our
emphasis.)
The Court continued, "it is clear from this record that the 'service
charge' made by respondent to the borrower included a variable
amount which in fact (even if not in form) is a fee for the legal service
of title examination. This is evident when we observe that the other
items making up the 'service charge' (excepting the 'survey,' which
apparently is rarely made) are substantially the same regardless of
the amount of the loan and the increased 'cost' for a larger loan can
only be attributable to the increased charge for the title examination.
Likewise, respondent could not make a profit on these service
charges (which it does) except upon this variable item which is not an
actual fixed cost, (i. e., a specific expenditure of respondent for which
it is entitled to reimbursement)."
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Therefore, the Court concluded, lilt is clear from this record that (1)
respondent renders to the borrower a title examination service, which
is a legal service, and (2) respondent makes a charge for this service.
'" The inescapable fact is that respondent renders to the borrower
and charges the borrower a fee for the legal service of title
examination. The professional relationship between the borrower and
respondent's attorney is entirely absent."
Finally, the Court stated, "A corporation, even though employing one
or more lawyers, may not itself engage in the practice of law. Kendall
v. Beiling, 295 Ky. 782, 175 S.W.2d 489. In essence the present
case involves substantially the same character of service considered
in Hobson v. Kentucky Trust Co., 303 Ky. 493, 197 S.W.2d 454. In
that case we held that it constituted an unauthorized practice of law
for a trust company, in acting as a fiduciary, to furnish as part of its
trust services those services which were legal in nature, even though
the legal advice upon which the company acted was given by an
attorney in its employment. The furnishing of the title examination
service in the present case falls within the same category."

e. Hobson v. Kentucky Trust Co. Of Louisville, 197 S.W.2d 454
(Ky. 1946) (overruled in part by Frazee v. Citizens Fidelity Bank &
Trust Co., 393 S.W.2d 778 (Ky. 1964»
The petition alleged that the Louisville Trust Company, a corporation,
'''engaged in the practice of law in this state without being licensed or
sworn so to do, and in unlawful competition with the plaintiffs.'"
Specifically, the claim was "(a) That defendant engages regularly and
for compensation, as a part of its business, in the drafting of wills,
deeds, trust instruments and other legal documents in which it is
appointed, as agent or other fiduciary that may be required to carry
out the provisions of the particular writing. That in doing so it gives
legal advice to the maker of such documents with reference to the
disposition or transmission of estates, as well as the rights of the
beneficiaries and other pecuniarily interested parties therein; and (b)
that it has engaged in the practice of law by conducting necessary
litigation, through its permanently employed attorneys or other hired
employees that may be required of it as the duly appointed fiduciary
in the administration of its powers conferred upon it as such."
In finding that such acts were the unauthorized practice of law if done
by an unlicensed actor, the Court stated that lithe very nature of things
a legislative created person, known in the law as· a corporation,
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cannot obtain license to practice law, since it is wholly incapable of
acquiring the educational qualifications necessary to obtain such
license, nor can it possess in its corporate name the necessary moral
character required therefor."
The Court, quoting Howton v. Morrow, 106 S.W.2d 81, defined the
practice of law as follows: ""Practicing law is not confined to
performing services in actions or proceedings in courts of justice, but
includes giving advice and preparing wills, contracts, deeds,
mortgages, and other instruments of a legal nature.'"
The Court found that the Trust Company should be enjoined from
"writing deeds, wills, conveyances and other legal documents
requiring expert knowledge and equipment in their phraseology so as
to comport with the law relating to such matters; or engaging in
preparing any instrument wherein it is designated as fiduciary to
enforce and administer the provisions in same, or to hold itself out as
possessing the requisite knowledge so to do. If, however, the maker
of such an instrument on isolated occasions should apply without
solicitation on his own volition to defendants to act as the maker's
amanuensis in framing the instrument he desires to execute, and for
which defendant receives no compensation, it may perform such duty,
and likewise it may, for and on behalf of itself when beneficially
interested in the corpus of the trust (or the estate to be administered),
prepare any instrument creating such benefit to itself as a 'party"'.

5. Key Ethics Opinions

a. KBA U- 50 (1997)
Question: Maya financial and tax consulting firm, with lawyer and
non-lawyer employees, solicit estate planning business and for a fee
prepare estate planning documents for individual customers?
Answer: No.
The Opinion goes though the basic analysis that the activities would
be within the definition of the practice of law and so unlicensed
persons could not do it for another person. With regard to the
employment of staff lawyers to do the acts, the Opinion stated:
"Neither corporations not their salaried employee attorneys may offer
legal services to the public. ... Practicing attorneys who review

E -18

documents prepared by non-lawyer employees or such marketers, or
who share fees with such marketers, aid the unauthorized practice of
law in violation of SCR 3.130(5.5)(b) and 3.470."
b. KBA U-44 (1990)
Question: Maya bank distribute forms for "living wills" and assist their
customers by notarizing "living will"instruments?
Answer: Qualified yes.
In answering this question the Opinion notes: "It is the law of
Kentucky that a corporation (including a bank) may not prepare legal
documents for its customers or for any other party, unless the Bank
has some interest in the transaction. If the bank is a party to the
transaction, it may have its in-house staff prepare documents for the
bank and the customer (for example, the borrower) so long as no fee
is charged."

c. KBA U-32 (1981)
Question 1: Maya non-lawyer (including, but not limited to, an
independent "employee benefit consulting firm" or an independent
"financial consulting firm") either directly or through its employees,
provide services to the public relating to the establishment of pension
and profit sharing plans and trusts?
Answer: No.
In reaching this conclusion, the Opinion dealt with the issue of the
services being provided by a corporation as follows: "The public
interest demands that the professional services of a lawyer should not
be controlled or exploited by any law agency, whether personal or
corporate, which intervenes between the client and the attorney. If
corporations were permitted to offer as an inducement legal services
for the public in connection with their business, the end result would
be that all legal work other than the actual courtroom trial of cases
would be performed by corporations. Advising the public as to the
substance and validity of persion and retirement plans as well as the
actual drafting of such documents are matters which demand legal
training and constitute an improtant area of the practice of law." The
Opinion went on to quote and cite the case law for the position that a
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corporation can use attorneys to represent itself but not others
because a corporation cannot practice law.
The Opinion also
restated the Frazee list.
d. KBA U-31 (1981)
Question: does a real estate mortgage lender, or a title insurance
company on behalf of a real estate mortgage lender, commit the
unauthorized practice· of law by performing the minsiterial acts
necessary in the closing of a real estate loan?
Answer: Qualified no.
The Opinion warned of the limits set by the case law.

e. KBA U-23 (1978)
Question: Where a bank or other financial institution employs a "legal
department" which i8s staffed with salried attorneys who act on behalf
of the bank in telephone calls, conferences, filing papers in court, and
appearing at depositions, is the bank, as a corporation, engaged in
the unauthorized practice of law?
Answer: No.
After discussing the case law, the Opinion clarified the law: "By
looking as the above cases, one may abstract the following test,
which may be used in determining whether a corporation is practicing
law through a salaried attorney: Are the legal services rendered by
the attorney wholly for the corporation itself or for the public, to which
the bank is making a charge for such services."
See also KBA Unauthorized Practice Opinion U-36 (1981),
discussed supra section C.2. of this Outline.

D. Legal Advice Given by an Out of State Lawyer is Unauthorized Practice of
Law
1. Kentucky --KBA U-27 (1980)
This Opinion stated that a nonresident attorney must be assisted by
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Kentucky counsel when he represents his client and employer in an
administrative hearing in Kentucky.

2. Other jurisdictions
a. Birbrower, Montalbano, Condon & Frank, P.C. v. Superior
Court, 949 P.2d 1 (Cal. 1998).
A New York firm with no attorneys licensed in California performed
legal services for a California-based client under a fee agreement
stipulating that California law applied to all matters in the
representation. Client eventually sued for malpractice and the firm
counterclaimed for the fee. The court held that the firm had engaged
in the unauthorized practice of law contrary to California law and thus
the fee agreement as it related to the California activities, was
unenforceable.
**The court found that the activities of the attorneys in rendering legal
advice and representing the California client was within the definition
of the practice of law. In dealing with whether the practice of law was
"in California", the court noted that physical presence in the state was
one factor but was not in itself determinative. The court noted that
one may practice "in California" "by advising a California client on
California law in connection with a California legal dispute by
telephone, fax, computer, or other modern technological means"
although the Court noted that not every time a lawyer "'virtually'"
enters the state is there an unauthorized practice. The Court stated
that the test is
"sufficient contact with the California client to render the nature
of the legal service a clear legal representation. In addition to
a quantitative analysis, we must consider the nature of the
unlicensed lawyer's activities in the state....The primary inquiry
is whether the unlicensed lawyer engaged in sufficient
activities in the state, or created a continuing relationship with
the California client that incuded legal duties and obligations."
The Court took the position that the enforcement of the unauthorized
practice rule against out of state counsel was in line with the rationale
of unauthorized practice regulation in general. The Court noted that
just because the out-of-state attorney is admitted somewhere does
not mean that attorney is competent in regard to California law. Note
the irony that the firm is being sued for malpractice for the California
activities too.
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b. Spivak v. Sachs, 211 N.E.2d 329 (N.Y. 1965)
Ms. Sachs, who lived in New York, convinced a friend, Spivak, an
attorney admitted in California, to come to New York and advise her
about a proposed property settlement in her divorce action. The
action was in Connecticut court and Ms. Sachs had other
representation. Spivak went to New York for fourteen days and
advised Ms. Sachs, discussing various issues with her and reviewing
the property settlement documents. Later, when Sachs refused to pay
Spivak's bill, Spivak sued.
New York's highest court refused the request for payment on the
basis that the activities in New York were the unauthorized practice
of law. The Spivak court stated:
There is, of course, a danger that [the unauthorized practice
ban] could under other circumstances be stretched to outlaw
customary and innocuous practices....[R]ecognizing the
numerous multi-State transactions and relationships of modern
times, we cannot penalize every instance in which an attorney
from another State comes into our State for conferences or
negotiations relating to a New York client and a transaction
somehow tied to New York. We can decide those cases when
we get them but they are entirely unlike the present one.
c. Ranta v. McCarney, 391 N.W.2d 161 (N.D. 1986)
The North Dakota Supreme Court refused an attorney his fees
because the fees related to the unauthorized practice of law. The
attorney was admitted in Minnesota but not North Dakota. He had
North Dakota clients and a Bismarck, North Dakota office. The fees
related to advice Ranta gave a North Dakota resident about his North
Dakota business. The advice, however, involved the federal tax law,
not North Dakota law.
The court stated that a lawyer admitted in a foreign state must be
treated the same as an in-state lawyer suspended from the practice.
Such individuals are prohibited from the practice of law which includes
"all advice to clients, and all action taken for them in matters
connected with the law...."
See also Kennedy v. Bar Ass'n of Montgomery County, Inc., 561
A.2d 200, 210 (Md. 1989); EI Gemayel v. Seaman, 533 N.E.2d 245
(N.Y. 1988); Appell v. Reiner, 204 A.2d 146 (N.J. 1964).
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d. Michigan's Out of State Lawyer Exception
Michigan permits out of state lawyers to provide legal advice to clients
while present in the state as long as the lawyer's presence in
Michigan is temporary and the advice is limited to the specific matter
for which the client has retained the lawyer. Mich. Compo Laws Ann.
§600.916 (West 1995).

II. Other Professional Responsibility Issues
A. KBA Advisory Ethics Opinion E-387(1996)
Question: Maya former "in-house" lawyer for a corporation or other entity [see Rule
1.13] represent a client in a matter adverse to the interests of the corporation or
entity if the matter is substantially related to matters handled by the lawyer when he
or she worked 'in-house" for the coroporation or entity?
Answer: No.
The Opinion clarifies that an in-house counsel's former employer is the attorney's
former client. The Opinion then refers to rule 1.9 and 1.10, having listed those
rules in the "References" section.
Rule 1.9 is the former client rule. It states:
A lawyer who has formerly represented a client in a matter shall not
thereafter:
(a) Represent another person in the same or a substantially related
matter in which that person's interests are materially adverse to the
interests of the former client unless the former client consents after
consultation; or
(b) Use information relating to the representation to the disadvantage
of the former client except as Rule 1.6 would permit with respect to a
client or when the information has become generally known.
Rule 1.10 is the imputed disqualification rule. It states:
(a) While lawyers are associated in a firm, none of them shall knowingly
represent a client when anyone of them practicing alone would be prohibited
from doing so by Rules 1.7, 1.8(c), 1.9 or 2.2.
(b) When a lawyer becomes associated with a firm, the firm may not
knowingly represent a person in the same or a substantially related matter
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in which that lawyer, or a firm with which the lawyer was associated, had
previously represented a client whose interests are materially adverse to that
person and about whom the lawyer had acquired information protected by
Rules 1.6 and 1.9(b) that is material to the matter.
c. When a lawyer has terminated an association with a firm, the firm is not
prohibited from thereafter representing a person with interests materially
adverse to those of a client represented by the formerly associated lawyer
unless:
(1) The matter is the same or substantially related to that in which the
formerly associated lawyer represented the client; and
(2) Any lawyer remaining in the firm has information protected by
Rules 1.6 and 1.9(b) that is material to the matter.
(d) A disqualification prescribed by this rule may be waived by the affected
client under the conditions stated in Rule 1.7.
The Opinion then states:
Clearly, the lawyer may not attack his or her own prior work or represent
anyone in connection with a matter in which the lawyer participated
personally and substantially while working "in-house." Compare Rule
1.11(a).
This language is unfortunate and mysterious. The test of representation in an
former client scenario as stated above in Rule 1.9 does not involve a determination
of personal and substantial involvement. That is the test of representation in Rule
1.11 which deals with a government lawyer who moves into the private sphere.
Rule 1.9 analysis looks at whether the later matter is "the same or SUbstantially
related matter in which that person's interests are materially adverse." The two
tests require different analyses and E-387 leaves one to wonder which is correct.

B. Kentucky Supreme Court Rule 3.130(1.13)
Kentucky Supreme Court Rule 3.130 (1.13) deals with the organizational client.
The Rule states:
(a) A lawyer employed or retained by an organization represents the
organization acting through its duly authorized constituents.
(b) If a lawyer for an organization knows that an officer, employee or other
person associated with the organization is engaged in action, intends to act
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or refuses to act in a matter related to the representation that is a violation
of a legal obligation to the organization, or a violation of law which
reasonably might be imputed to the organization, and is likely to result in
substantial injury to the organization, the lawyer shall proceed as is
reasonably necessary in the best interest of the organization. In determining
how to proceed, the lawyer shall give due consideration to the seriousness
of the violation and its consequences, the scope and nature of the lawyer's
representation, the responsibility in the organization and the apparent
motivation of the person involved, the policies of the organization concerning
such matters and any other relevant considerations. Any measures taken
shall be designed to minimize disruption of the organization and the risk of
revealing information relating to the representation to persons outside the
organization. Such measures may include among others:
(1) Asking reconsideration of the matter;
(2) Advising that a separate legal opinion on the matter be sought for
presentation to appropriate authority in the organization; and
(3) Referring -the matter to higher authority in the organization,
including, if warranted by the seriousness of the matter, referral to the
highest authority that can act in behalf of the organization as
determined by applicable law.
c. If, despite the lawyer's efforts in accordance with paragraph (b), the
highest authority that can acton behalf of the organization insists upon
action, or a refusal to act, that is clearly a violation of law and is likely to
result in substantial injury to the organization, the lawyer may resign in
accordance with Rule 1.16.
(d) In dealing with an organization's directors, officers, employees, members,
shareholders or other constituents, a lawyer shall explain the identity of the
client when it is apparent that the organization's interests are adverse to
those of the constituents with whom the lawyer is dealing.
(e) A lawyer representing an organization may also represent any of its
directors, officers, employees, members, shareholders or other constituents,
subject to the provisions of Rule 1.7. If the organization's consent to the dual
representation is required by Rule 1.7, the consent shall be given by an
appropriate official of the organization other than the individual who is to be
represented, or by the shareholders.
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I.

New Legislation Affecting Kentucky's Uniform Commercial Code.

Senate Bill 352
This Bill repeals nonsensical and surplus sections of the old Article 3. The new Article 3,
effective January 1, 1997, re-codified the former 3-802(1) as 3-310, the former 803 as 3-119, and
the former 3-804 as 3-309. Former sections 3-701, 3-801, 3-802(2), and 3-805 were intentionally
omitted from the Revised Code. The 1996 Bill enacting the model amendments to Article 3 repealed
sub parts 1-6 of the old version, but, by oversight, did not repeal sub parts 7 & 8, which were not
replaced as sub parts but are not part of the revised article. Senate Bill 352 corrects that error.

House Bill 94
Nearly every legislative session sees a bill that would add non-uniform language to KRS
355.9-503 or KRS 355.9-504 on self help repossession and the sale of collateral. This year's bill was
House Bill 94. The Bill would have required that a motor vehicle repossessed in Kentucky be sold
in Kentucky. The Bill would have had an extremely adverse effect on creditors who use, and have
sometimes gone to the expense of setting up, regional auctions in locations such as Clarksville
Indiana, Evansville Indiana, and Nashville Tennessee. The Bill was withdrawn.

House Bills 116 and 739
Kentucky is the only state in the union that does not have any form of central filing system
or central search system for liens perfected under the Uniform Commercial Code. Our first attempt
to address the problem was at the time the Legislature adopted the model amendments of Article 9
in 1986. However, Kentucky's county clerks strongly objected to central filing on the basis that the
local lien filing system produces 25% of the revenue to operate their offices.
Beginning in 1988, and each in legislative session since, there has been an attempt to
establish a central search system. Under this system, liens would continue to be recorded in local
clerk's offices but would also be electronically recorded in a central data base in the office of the
Secretary of State. Several states, including Georgia and Louisiana have adopted the system first
offered in Kentucky that combines the convenience of local filing with the efficiency of central
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116 was this year's attempt to establish a central search system for Kentucky. The bill never made
it out of committee.
The Bill that passed, HB-739, is described by one lobbyist as a "streamlined" version of
central search. This bill establishes a central search system but does so through a system of dual
filing. Financing statements, amendments, and continuation statements must, effective January 4,
1999, be filed in both the appropriate county clerk's office and in a new Kentucky Lien Information
System established in the office of the Secretary of State.
As well as creating the new Kentucky Lien Information System, the bill amends existing part
4 of Article 9 to require that all DCC filings (financing statements, continuation statements,
terminations, releases, amendments, and assignments) contain an identification number for the debtor.
The number for a person other than an individual will be the Internal Revenue Service Taxpayer
Identification Number. For individuals the number may be their Social Security number or "a number
assigned in accordance with administrative regulations promulgated by the Secretary of State."
How the new law relates to the DCC perfection system will ultimately be decided by the
courts. Although the bill specifies that the:filing in the Secretary of State's office is for informational
purposes only (an amendment added at the request ofthe county clerks), the Secretary of State filing
is mandatory.

The Text ofHB-739:
SECTION 1. A NEW SECTION OF KRS CHAPTER 14 IS CREATED TO READ
AS FOLLOWS:

0)

It is the intent ofthe General Assembly that a statewide computerized lien information
system by created to accumuJote. index. and disseminate information relative to liens and
related minrs made with the Secretary ofState accordinr to Article 9 ofKRS Chapter 355.

(2)

The Kentucky Lien Information System is hereby created and established as a division
within the Department ofState.

(3)

The Kentucky Lien Information System shall be operation beginninr on January 4. 1999.
SECTION 2. A NEW SECTION OF ARTICLE 9 OF KRS CHAPTER 355 IS CREATED

TO READ AS FOLLOWS:
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(l)

Notwithstanding a filing made to perfect a security interest in the place set forth in KRS
355.9-401. a secured party shall file a financing statement. or any amendment.
assignment. continuation. release. or termination related thereto. in the O(fice of the
Secretary of State. The financing statement. amendment. assignment. continuation.
release. or termination filed under this section shall be on a form prescribed bv the
Secretary ofState.

(2)

The Secretary ofState shall receive a fee ofone dollar ($]) for the filing made under this
section.

(3)

The filing requirement ofthis section shall not applY when the collateral is timber to be
cut or is minerals or the like. including oil an gas. other than coal. or accounts subject to
subsection

(5)

ofKRS 355.9-103. other than accounts arising out ofthe sale ofcoal. or

when the financing statement is filed as a fixture filing under KRS 355.9-313 and the
collateral is goods which are or are to become [lXtures.
(4)

The secretary ofState shall index all filings made under this section for inclusion in the
Kentucky Lien Information System.

(5)

A filing made in accordance with this section shall be for notice purposes only.

II.

Court Decisions Interpreting Kentucky's UCC after January 1, 1977.

Concrete Materials Corporation v. Bank of Danville and Trust Company, 938 S.W. 2d 254
(Ky. 1997).
Over a period of eight years, a plant manager, who had the duty of depositing checks written
to his employer, converted proceeds to his own use. He would tender a deposit slip that showed cash
back equal to one ofthe deposited checks. He would then have the teller stamp a second deposit slip
that listed the net amount of the deposit. The second deposit slip was forwarded to company
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headquarters. When they discovered the scheme, the company sued the Bank of Danville to recover
the stolen funds represented by 547 unauthorized withdrawals.
The Kentucky Supreme Court, affirming the Court of Appeals, properly applied KRS 355.4406 by concluding that the deposit slip reflecting unauthorized cash was an altered "item" and
subject to the one year limit for reporting fraud in an account. The fraud was shown on the original
deposit slip that the bank returned to the customer, however, the customer had relied on the duplicate
obtained by its manager.
Although based on the former version of Article 4, the definition of "item" under the revised
version, and the one year reporting limit, remain under revised Article 4. Issues not addressed by
the Court include the deposit agreement that reduced the one year reporting limit to 60 days, and the
question of violation of the "for deposit only" endorsement of the checks.

Burrus y. Farmers Bank of Nicholasyille, 938 S.W.2d 889(Ky. App.1997).
The central issue of this decision is who is the Bank's debtor. The note showed that the
Burrus Group, Inc. was the borrower. However, no representative capacity appeared following the
signatures of Harold Burrus and Janice Burrus. The Kentucky Court of Appeals correctly applied
KRS 355.3-403(2)(b)[now KRS 355.3-402(2)(b)] and reversed a Summary Judgment in favor of the
Bank. The court ruled that:
" ... parol evidence is admissible to show that the immediate parties
to the note had an understanding that the persons who signed the note
would not be personally liable for debt." Id. P. 891

Farmers Bank v. Dykes Tobacco Warehouse Inc., 945 S.W.2d 433 (Ky. App. 1997).
Tobacco Warehousemen are granted special protection under KRS 355.9-307(2). The statute
provides that
" ... the warehousemen selling such tobacco crop shall not be liable
to the holder of such lien, unless written notice by certified mail,
return receipt requested, of such lien, the name and address of the
debtor and proper description of the property subject to the lien, are
given to the tobacco warehousemen prior to the payment of the
proceeds of sale to the owner or producer of such tobacco crop."
The question decided by the Court of Appeals was whether the warehousemen may invoke
the protection of this statue when it is a lender to the tobacco farmer as opposed to a mere seller of
the crop.
Farmers Bank had properly perfected its security interest through filing under the Uniform
Commercial Code. Its security interest attached to the tobacco crop and the proceeds in the hands
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ofthe warehousemen The Court ofAppeals, reversing the trial court, found that KRS 355.9-307(2)
was intended to protect a warehouseman acting as a middleman seller, but not as a creditor ofthe
debtor. The Court found the purpose of the statute was " . . . to protect warehousemen, who
unknowingly sell tobacco subject to a security interest, from the potential of double liability - once
from the farmer and again from the lender who sues them for conversion." The Court did not find
that the protection extended to the warehousemen as a creditor. This was a first impression case on
the issue.

Hiers v. Bank One. West Viminia. Williamson. NA, 946 S.W.2d 196 (Ky. App. 1996, reh'g
denied January 3, 1997, discretionary review denied June 11, 1997).
The Kentucky Court of Appeals ruled that the only means to protect a security interest in a
mobile home, even one affixed to real estate, is through a title lien statement and the lien appearing
on a Kentucky Certificate ofTitle for the mobile home. A lessor claimed an interest in a mobile home
under the recorded lease for the real estate to which the mobile home was affixed. Bank one had
complied with the requirements ofKRS Chapter 186A and perfected its security interest through the
notation ofits lien on the title to the mobile home. Judge Gudgel's opinion emphasized the straight
forward language ofKRS 186A.190(2):
Notwithstanding the existence of any filed financing statement under the
provisions ofKRS Chapter 355 relating to any property registered or titled in
Kentucky, the sole means ofperfecting and discharging a security interest in
property for which a certificate of title is required by this Chapter is by
notation on such property's certificate oftitle.
Judge Gudgel found that both Chapter 186A and Chapter 355:
" ... clearly and unambiguously provide that, as to any property for
which a Certificate ofTitle is required by KRS Chapter 186A, security
interest in that property may be perfected or discharged only by
notation in that vein on the Certificate of Title. "

Id at 198.

In re Williams, Westenhoeferv. Chrysler Credit Corporation, 208 B.R. 882 (Bkrtcy. E. D. Ky.
1997).
This is a significant decision for any financial institution that purchases dealer paper or expects
to assert a purchase money security interest in motor vehicles. The contest between Chrysler Credit
and a trustee in Bankruptcy involved the trustee's effort to avoid Chrysler's lien. Chrysler's lien was
not noted on the Kentucky Certificate of Title until 38 days after its customer received possession
ofthe vehicle. The trustee contended that this was outside the twenty-day "relation back" exception
in 11 USC Section 547 (c)(3) and that the trustee could avoid Chrysler's lien. Chrysler asserted that
its customer did not have rights in the collateral sufficient for the security interest to attach until the
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Kentucky title was issues. However, the Court found that the term "rights in the collateral" as used
in KRS 355.9-203(c) does not equate with ownership, and that possession of the vehicle was
sufficient for the security interest to attach. The Court found that as a matter oflaw, that the belated
perfection of the security interest was a preferential transfer that the trustee could avoid.

This decision was buttressed by the decision ofthe United States Supreme Court in Fidelity
Financial Services v. Fink. Trustee, 118 S.Ct. 651 (U.S. 1998). In that case, the secured creditor
mailed the perfection documents 21 days after the debtor took possession of the vehicle. A state
'Statute allowed 30 days in which to perfect. However, the Court found that the last act to "perfect"
the lien occurred more than 20 days after the customer obtained possession, and because the debtor
granted the security interest withing 90 days prior to the bankruptcy filing, the trustee had a good
argument for setting aside the transfer as a preference.

In Re Mg:amarket of Lexineton, Inc., 207 B.R. 527 (Bkrtcy. E. D. Ky. 1997).
A reminder that secured creditors should always take and perfect a security interest in general
intangibles. The Bankruptcy Court correctly found that the premium refund from a canceled prepaid
insurance account was a general intangible, and subject to the perfected security interest of the
secured party.

III.

Status of Kentucky's Uniform Commercial Code.

Except for Article 5 on Letters of Credit, Kentucky's Uniform Commercial Code tracks the
model version of all articles. Kentucky enacted the model version ofArticle 2 (a) on Leases in 1990,
the model versions ofArticles 3 and 4 in 1996 (effective January 1, 1997), repealed Article 6 on Bulk
Transfers in 1991, and enacted the model version of Article 8 on Investment Securities in 1996.
There has been no demand for adopting the new version of Article 5. It is expected that the next
major UCC revision in Kentucky, most likely the new Article 2B, or revisions of Article 9, both of
which are expected to be recommended to the states this year, will also update the State's version of
Article 5.

IV.

Uniform Commercial Code Drafting Projects.

Article 2
Article 2, on sales, was first promulgated nearly 50 years ago. A new draft is scheduled to
be presented to the National Conference ofCommissioners on the Uniform State Laws at its meeting
in 1999. The draft will principally deal with changes in technology and business practices, such as
electronic contract formation, that have taken place in the last half-century.
Article 2A, on leases, will undergo corresponding revisions to a new Article 2. Article 2A
is now the law of 48 states.
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Article 2B addresses the special problems presented by intangible goods such as computer
programs, licenses for information, and software contracts. As with Article 2A, Article 2B relies on
the backbone ofArticle 2, but broadens its scope to include information, financial services, products
ofthe entertainment industry, etc. Article 2B may be approved at this year's meeting of the National
Conference of Commissioners on Uniform State Laws.

Articles 3. 4 and 4A
No redrafting is currently in progress. The revised Articles 3 and 4 are now the law of 48
states. Article 4A has achieved universal enactment. Unfortunately, New York, a key player in the
financial industry may be the last hold out on revised Articles 3 and 4.

Article 5
Thirty-three states have adopted the 1995 revision ofArticle 5. New York has also been a
hold out on this Article, but is expected to adopt the revisions this year.

Article 6
Kentucky was at the forefront of the repeal of the Article on Bulk Transfers. Now, 35
additional states have repealed the article and six have enacted the slimmed down alternative.

Article 7
The pennanent editorial board has recommended the appointment ofa drafting committee for
the Article on Documents of Title, however, no revisions are on the horizon.

Article 8
Kentucky, again, was one of the first states to adopt the 1994 revisions to the Article on
Investment Securities. The 1994 revisions have proved both workable and popular and are now the
law in 43 states. Additionally, the Department ofthe Treasury has adopted revised Article 8 as a rule
in its TRADES regulations (31 C.F.R. 357).

Article 9
The American Law Institute has scheduled the revisions to the Article on Secured
Transactions for a vote at its Spring 1998 meeting. The National Conference of Commissioners on
Uniform State Laws will consider the revisions at its August 1998 meeting. The new Article 9 may
be before the Kentucky Legislature in 2000. The revisions will address issues such as electronic
filing, and the sale and securitization ofpayment intangibles. Matters that may be brought within the
scope of Article 9 include deposit accounts, non-possessory statutory liens, and consignments.
Revisions are also being considered in 9-402(7) when debtors change their names, new debtors are
created, and organizational forms change.
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V.

Fair Debt Collection Practices Act Update.

Amendments Effective December 30. 1997
The Primary effect of the most recent amendments is to remove the requirement that all
communications from a debt collector to a consumer debtor, after the initial communication, include
what became known as the "Mini Miranda" ("this is an attempt to collect a debt and any information
obtained will be used for that purpose"). However, all communications from a debt· collector to
consumer debtors must shOw that the communication is from a debt collector. The amendments also
eliminated the need to make the disclosure in a "formal pleading" that is part of a legal action.
Unfortunately, the amendments do not define the term "formal pleading". Are garnishments,
judgment liens, etc., formal pleadings? Hopefully, the judicial interpretation will be that any
document filed in court is a formal pleading under the amended statute.

Jenkins v. Heintz, Revisited.
The five-year saga of Jenkins v. Heintz ended on March 23, 1998. Jenkins v. Heintz first
made headlines in 1994 when the 7th Circuit reversed the Northern District ofIllinois and held that
attomeys, even when engaging in litigation, were subject to the restrictions and requirements ofthe
Fair Debt Collection Practices Act. The U.S. Supreme Court in 1995 affirmed the 7th Circuit. The
underlying controversy, not addressed until 1996 in the Northern District ofIllinois, was whether a
debtor could sue an attorney for attempting to collect a dent not authorized by the contract upon
which the attorney sued. The District Court granted summary judgment and ruled that the Fair Debt
Collection Practices Act does not require attorneys to make an independent investigation of
infonnation provided by their client and that counsel was entitled to rely upon a Bank's representation
that charges were legally valid and authorized under the contract. The 7th Circuit affirmed the
summary judgment at 124 F.3d 824 (7th Cir., 1997). Cert. denied, 66 U.S.L.W. 3509 (U.S., March
23, 1998).

Bartlett v. Heibl, 128 F. 3d 497 (7th Cir. 1997).
The 7th Circuit held that a letter from an attorney that infonned a debtor that, absent payment,
the debtor would be sued within one week, but also told the debtor ofhis right to contest the debt
within 30 days, was confusing and violated the FDCPA Judge Posner found that although the debtor
did not even read the letter, and did not suffer actual damages, he might be entitled to the statutory
award ofup to $1,000. The most conservative response for lawyers is to not demand payment or any
other response from the debtor prior to the expiration ofthe 30-day verification period.

Pendin& Le&islation.
HR 1059, currently before the u.S. House of Representatives, would amend the FDCPA to
specifically allow a debt collector to continue collection activity during the 30-day period following
the initial validation notice.
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UCCSCORECARD

50 State Survey of Adoptions of
Revised Official Text of the vee
AS OF February 2, 1998
Article 2A
(1990)

STATES

1

Articles 3&4
(1990)

Article 5
(1995)

Article 62
(1989)

Article 8
(1994)

Alabama

Enacted '92

Enacted '95

Enacted '97

REPEAL '96

Enacted '96

Alaska

Enacted '93

Enacted '93

Intro HE 178

REPEAL '93

Enacted '96

Arizona

Enacted '92

Enacted '93

Enacted '96

REVISE '92

Enacted '95

Arkansas

Enacted '93

Enacted '91

Enacted '97

REPEAL '91

Enacted '95

California

Enacted '91

Enacted '92

Enacted '96

REVISE '90

Enacted '96

Colorado

Enacted '91

Enacted '94

Enacted '96

REPEAL '91

Enacted '96

Died

Enacted '91

Enacted '96

REPEAL '93

Enacted '97

Delaware

Enacted '92

Enacted '95

No Action

REPEAL '96

Enacted '97

District of Columbia

Enacted '92

Enacted '94

Enacted '97

REVISE '97

Enacted '97

Enacted '92

Died

REPEAL '93

Intro HB 1083

C01UlCCticut

1

Florida

Enacted '90

Georgia

Enacted '93

Enacted '96

No Action

No Action

Intro SB 402

Hawaii

Enacted '91

Enacted '94

Enacted '96

REVISE '91

Enacted '97

Idaho

Enacted '93

Enacted '93

Enacted '96

REPEAL '93

Enacted '95

Illinois

Enacted '91

Enacted '91

Enacted '96

REPEAL '91

Enacted '95

Indiana

Enacted '91

Enacted '93

Enacted '96

REVISE '97

Enacted '95

Iowa

Enacted '94

Enacted '94

Enacted '96

REPEAL '94

Enacted '96

Kansas

Enacted '91

Enacted '91

Enacted '96

REPEAL '92

Enacted '96

Kentucky

Enacted '90

Enacted'%

No Action

REPEAL '92

Enacted '%

Louisiana

No Action

Enacted '92

No Action

REPEAL '91

Enacted '95

Maine

Enacted '92

Enacted '93

Enacted '97

REPEAL '92

Enacted '97

Maryland

Enacted '94

Enacted '96

Enacted '97

No Action

Enacted '96

Massachusetts

Enacted '96

Intro HE 245

Enacted '97

REPEAL '96

Enacted'%

Michigan

Enacted '92

Enacted '93

Intro SB 299

No Action

No Action

Minnesota

Enacted '91

Enacted '92

Enacted '97

REPEAL '91

Enacted '95

Mississippi

Enacted '94

Enacted '92

Enacted '96

REPEAL '94

Enacted '96

Missouri

Enacted '92

Enacted '92

Enacted '97

Intro '96

Enacted '97

Montana

Enacted '91

Enacted '91

Enacted '97

REPEAL '91

Enacted '97

Nebraska

Enacted '91

Enacted '91

Enacted '96

REPEAL '91

Enacted '95

Commercial Law Newsletter

Copyright 1998, American Bar Association.

F-9

Reprinted with permission.

Article 2A 1
(1990)

Articles 3&4
(1990)

Article 5
(1995)

Article 6 2
(1989)

Article 8
(1994)

Nevada

Enacted '91

Enacted '93

Enacted '97

REPEAL '91

Enacted '97

New Hampshire

Enacted '93

Enacted '93

No Action

REPEAL '93

No Action

New Jersey

Enacted '94

Enacted '94

Enacted '97

REPEAL '94

Enacted '97

New Mexico

Enacted '92

Enacted '92

Enacted '97

REPEAL '92

Enacted '96

New York

Enacted '94

Intro SB 4512

No Action

No Action

Enacted '97

North Carolina

Enacted '93

Enacted '95

No Action

Intro HB 114

Enacted '97

North Dakota

Enacted '91

Enacted '91

Enacted '97

REPEAL '93

Enacted '97

Ohio

Enacted '92

Enacted '94

Enacted '97

REPEAL '96

Enacted '97

Oklahoma

Enacted '91

Enacted '91

Enacted '96

REPEAL '97

Enacted '95

Oregon

Enacted '89

Enacted '93

Enacted '97

REPEAL '91

Enacted '95

Pennsylvania

Enacted '92

Enacted '92

No Action

REPEAL '92

Enacted '96

Rhode Island

Enacted '91

No Action

No Action

No Action

No Action

South Carolina

Intro SB 201

Intro SB 126

No Action

No Action

No Action

South Dakota

1

Enacted '94

No Action

REPEAL '93

No Action

Intro SB2595

Intro SB2335

Enacted '97

STATES

l.
2.

Enacted '89

Tennessee

Enacted '93

Enacted '95

Texas

Enacted '93

Enacted '95

Died

REPEAL '93

Enacted '95

Utah

Enacted '93

Enacted '93

Enacted '97

REPEAL '96

Enacted '96

Vermont

Enacted '94

Enacted '94

Intro HB 59

REPEAL '94

Enacted '96

Virginia

Enacted '91

Enacted '92

Enacted '97

REVISE '97

Enacted '96

Washington

Enacted '93

Enacted '93

Enacted '97

REPEAL '93

Enacted '95

West Virginia

Enacted '96

Enacted '93

Enacted '96

REPEAL '92

Enacted '95

Wisconsin

Enacted '92

Enacted '96

No Action

No Action

Intro SB 308

Wyoming

Enacted '91

Enacted '91

Enacted '97

REPEAL '91

Enacted '96

Florida and South Dakota have adopted only 1987 Official Text without the 1990 Amendments. The 1990 Amendments have been introduced in Florida as HB
1083.
States which have repealed Article 6 are identified by indicating "Repeal" next to the state name; states adopting the revisions suggested in Alternative B to the
1989 Official Text are identified by indicating "Revise" next to the state name.

InIro = Legislation introduced (bill number given where possible).
Died = Died in committee or on adjournment.

Please note that the Enactment Date does not necessarily reflect the effective date. Please refer to the applicable statute for the relevant effective date.
Our thanks to John McCabe and Katie Robinson at the National Conference of Commissioners on Uniform State Laws for their help in compiling the information
above. These revisions are based on the information available as of February 2, 1998.
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Electronic Banking and the Internet
Legal Aspects of the Electronic Delivery of Financial Services

Most laws governing financial institutions were written at a time when the transfer of information and the
transfer of funds took place on paper, either through the mail or in person. Today, however, financial
institutions are becoming more and more involved in delivering traditional services electronically; that is,
accomplishing the transmission of data and funds through open or closed computer networks. But the old
laws, written for a different era, don't always mesh with the new technology. Over the past few years in
particular, the Federal banking regulators have attempted to walk a fme line: they have struggled to remold
the regulations interpreting those outmoded laws so that the regulations do not inhibit innovation, while at
the same time remaining mindful of fulfilling their mission to protect the safety and soundness of the
banking system.
Part of the problem in promulgating definite standards with which financial institutions must comply when
engaging in electronic banking is that it's like shooting at a moving target: in many instances the
technology is in its infancy and constantly changing. It follows that this is an area of the law that is still
emerging and under continual change. Therefore, a financial institution thinking about initiating an
electronic banking product should thoroughly examine the laws and regulations in effect at that time.
Further, it is an· area of the law .that demands perpetual vigilance: new regulatory pronouncements are
released quite often, and should be thoroughly analyzed to determine whether the new release necessitates
change in existing electronic banking systems or products.
Set forth below is an analysis of the law surrounding the electronic delivery of financial services, classified
in three broad categories: 1) Electronic Banking Generally, 2) Web Compliance, and 3) Smart Cards.

I. The Emerging World of Electronic Banking
The following developments by the Federal banking regulators will affect "electronic banking", or how a
bank communicates with its customers via computer, broken down into three categories: A) Regulators'
general statements about electronic banking; B) more specific regulatory advice; and C) digital
certificates.

A. Regulators' General Statements
1. FDIC Exam Guidance on Electronic Banking Activities
In March, 1997 the FDIC released its Safety and Soundness Examination Procedures related to Electronic
Banking. The Exam Procedures may be found on the FDIC's web site at: http://gopher.fdic.gov/.
Examination procedures are used by examiners when conducting bank examinations. Exam procedures
also set the standards to be followed by financial institutions when engaging in a specified activity.
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The guidance segregates electronic capabilities of financial institutions into three categories by degree of
functionality. The three categories are: information-only systems, which allow electronic access by
customers only to marketing or other publicly available information; electronic information transfer
systems, which provide the ability to transmit messages, documents or files among a group of users (such as
a web site that allows a customer to submit an online loan or deposit account application); and electronic
payment systems, which are an alternative, electronic means of providing traditional banking products.
The Exam Procedures set forth the bank roles in each system, the risks associated with each role, and
specific ways to manage this risk. Most valuable to financial institutions thinking about engaging in
electronic banking products is the ,section of the guidance that sets forth specific items for which examiners
will be looking, because this sets the standards against which a bank's electronic banking program will be
measured.
2. FDIC Guidance on Security Risks Associated with the Internet
On December 18, 1997 the FDIC supplemented their Exam Procedures by issuing guidance on the security
risks associated with the Internet. The Guidance may be found on the FDIC's web site at:
http://gopher.fdic.gov/. The paper offers information to financial institutions that are using or planning to
use the Internet as an information resource or delivery channel. The paper does not make specific
recommendations as to which technical solutions an institution should deploy, but rather points out the risks
that the Internet presents to enable the institution to implement appropriate controls.

The FDIC describes five areas of concern, which relate to both transactional and system security issues.
These five areas of concern are:
a.
b.
c.
d.

e.

Data Privacy and Confidentiality. Any data stored on a Web server may be susceptible to compromise
if proper security precautions are not taken.
Data Integrity. The open architecture of the Internet can allow people to modify data during a
transmission; steps must be taken to ensure data is maintained in its original form.
Authentication. Authentication is necessary to establish the identities of all parties to a communication,
because one computer can impersonate another.
Non-repudiation. Non-repudiation involves creating proof of the origin or data to protect the sender
against false denial by the recipient that the data has been received or to protect against false denial.
The FDIC points out that steps must be taken to prohibit non-repudiation.
Access Control/System Design. The FDIC recommends putting in place strong security measures to
control access to computer systems.

The FDIC goes on to discuss the primary technologies that presently exist to manage the risks of data
privacy and confidentiality, data integrity, authentication, and non-repudiation, such as encryption,
certificate authorities and digital certificates. This section provides a good, basic description of such current
technologies.
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3. OCC Guidance on Risks Associated with Technology
In February, 1998 the Office of the Comptroller of the Currency ("OCC") issued Banking Bulletin 98-3,
which provides guidance on how banks should identify, measure, monitor and control risks associated with
the use of technology. The Bulletin may be found on the OCC's web site at: http://www.occ.treas.gov/.
The Bulletin contains two main parts: I) an outline of the primary risks related to bank use of technology
and 2) a description of a risk management process indicating how a bank should manage these risks. This
Guidance will be applied to all types of technology. The OCC defines "technology" as systems used to
store, receive, transmit, process, and recover information, including computer hardware and software and
telecommunications lines. The main points of the Guidance are:
a.

b.

c.
d.

Use of technology-related products exposes a bank to the following types of risk: transaction (due
to deficiencies in system design or implementation); strategic (when management does not
adequately plan for, manage, and monitor performance); reputation (when the technology generates
adverse public opinion such that it impairs banks' earnings); and compliance (failure to comply
with disclosure requirements, or when the bank doesn't have systems in place to ensure compliance
with mandatory reporting requirements).
OCC expects banks to have an integrated approach to risk management to identify, measure,
monitor and control risks. Technology-related risks will be reviewed with other bank risks to
determine the bank's overall risk profile.
Bank management should rigorously analyze a technology's risk, and establish risk controls to
manage risk exposures.
The following constitutes the elements of a risk management process: i) plan for use of technology
(consider issues such as costs of development, testing and designing,ability to resume· operation in
the event of system failure), which should include involving the Board of Directors, ii) decide how
to implement the technology, including having project management controls in place, which
include· proper project monitoring, clearly defined expectations, cost estimates, expected delivery
dates, expertise and training, policies and procedures, testing, and contingency planning, and iii)
measure and monitor risk-taking, including auditing procedures, and quality assurance.

4. OTS Statement on Retail On-Line PC Banking
On June 23, 1997 the Office of Thrift Supervision ("OTS") published a Statement on Retail On-line PC
Banking, which provides guidance to thrifts in implementing personal computer banking programs. The
Statement maybe found at the OTS' web site at: http://www.ots.treas.gov/. In particular, the Statement
points out the risks to financial institutions in engaging in PC banking, and sets forth specific controls to
mitigate those risks. The risks and ways to control them follow:
a.

Strategic Risk. This exists in the business decisions that a financial institution faces when new products
or services are introduced. This risk may be addressed by: i) developing a business plan justifying the
program, ii) ensuring that sufficient resources are available to support the program, iii) decide whether
to outsource certain functions or perform them in-house, and iv) staying abreast of technological
developments.
b. Legal/Regulatory Risk. This risk arises· from the uncertainty, of how the electronic environment will
affect the legal framework, jurisdiction, and regulatory compliance. Countermeasures generally consist
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c.

of effective policies and procedures and comprehensive consumer disclosures, including detailed
contracts, and digital signatures.
Operational Risk. Operational risk arises from the potential that inadequate information systems,
operations problems, breaches in internal controls, fraud, or unforeseen events will result in unexpected
losses. Programs should be implemented that prevent, detect, and contain a system attack and protect
confidential data.

5. Interagency Task Force on Consumer Electronic Payments
The Consumer Electronic Payments Task Force has been formed by the Secretary of the Treasury, all of the
Federal bank regulators, and the Federal Trade Commission. The Task Force's mission is to: l)identify
and explore issues affecting consumers raised by emerging electronic money technologies, and 2) identify
innovative responses to those issues.
The Task Force's objectives are to: I) identify consumer issues raised by electronic money, 2) evaluate the
extent to which those issues are addressed by current laws and voluntary industry guidelines, and 3) identify
innovative, non-regulatory approaches that help the electronic money industry address consumer issues.
On May 30, 1997, the Task Force announced that it would hold public meetings on June 9, 1997 and
June 17, 1997. It also published a request for comment on issues affecting consumers raised by emerging
electronic money 'technologies and on non-regulatory responses to those issues. In particular, the Task.
Force has asked for comments on:
a.

b.

c.

d.

Privacy Issues. What information is generated about users and transactions, what is done with
that information, what privacy concerns have customers raised, and how can these concerns be
addressed?
Consumer Disclosures and Protections. What information is currently disclosed to consumers?
Are you concerned about the potential different disclosures from different types of providers?
What information do customers most often seek, or misunderstand? What do customers most
often complain about?
Access to Electronic Money. What electronic money products are most likely to be useful to the
elderly, minorities, disabled persons and the poor? Are there impediments to access to electronic
money by these groups? What are you doing to reach these customers? Do electronic money
issuers need additional incentive to reach these customers?
Financial Condition of Issuers. If an issuer fails, what is the status of customers holding that
issuer's electronic money? What problems would customers face if an issuer failed? What types
of prudential requirements (like capital and liquidity) apply to issuers? What information is
available to consumers about issuers?

B. More Specific Action or Advice
1. Office of Thrift Supervision Notice on Electronic Banking Regulations
On April 2, 1997 the Office of Thrift Supervision ("OTS") published an Advance Notice of Proposed
Rulemaking seeking comment on electronic banking regulations. OTS is concerned that its current
electronic banking regulations do not adequately address advances in technology and may impede

G-4

innovation by thrifts. OTS received 19 comments, which suggested two broad principles to guide OTS
in drafting regulations: 1) the public and institutions will best be served if statutory and regulatory
restrictions are kept to a minimum, in order to not inhibit innovation, and 2) thrifts should be allowed to
compete effectively with other regulated financial institutions and unregulated firms offering financial
and related services.
On October 3, 1997, OTS published a Notice of Proposed Rulemaking, which would amend OTS
electronic-related regulations to address advances in technology and to permit prudent innovation for the
uSe of· emerging technology by thrifts. The Proposed Rule may be found on the OTS' web site at:
http://www.ots.treas.gov/. Comments were due December 2, 1997. The OTS proposed to issue a broad
enabling regulation clarifying that thrifts may engage in any activity through electronic means that they
may conduct through more traditional delivery mechanisms.
The Proposed Rule would eliminate existing regulations that address electronic operations (12 CFR
Sections 545.138 and 545.141) and would add a new subpart B to 12 C.F.R. Section 545 to address
electronic operations. Specifically, it would:
a. Allow thrifts to use electronic means or facilities to perform any authorized function or provide any
authorized product or service. "Electronic means or facilities" means ATMs, automated loan
machines, PCs, the Internet, the World Wide Web, and telephones. OTS will specifically clarify that
none of these facilities will be deemed branches under federal law. This would allow the opening of
savings or demand accounts or loan accounts through these facilities, which the existing regulations
do not allow.
b. Authorize thrifts to market and sell electronic capacities and by-products to third parties; The thrift
must have acquired or developed these capacities in good faith as part of providing financial
services. This constraint is similar to the condition imposed by the OCC on national banks.
c. Permit a thrift to participate in electronic banking activities with an entity that is not subject to
examination by a federal banking regulator, but only if that entity has agreed, in writing, to subject
itself to OTS examination.
d. Require thrifts to adopt standards and policies that are designed to ensure secure operations. The
regulation would also require thrifts to implement security measures adequate to prevent
unauthorized access to its records and its customers' records, and to prevent financial fraud through
the use of electronic facilities. In imposing such requirements, the OTS declined to specify those
security measures that must be adopted by thrifts, reasoning that state-of-the-art security measures
are inconstant flux. OTS noted that in certain circumstances it may require specific security
measures. For example, when it authorized Security First Network Bank to conduct business over
the Internet, the OTS required adequate encryption, independent testing, and testing before and after
implementation.
The OTS declined to exempt electronic banking from Community Reinvestment Act, Regulation E,
safety and soundness regulations, and other applicable statutes and regulations, instead emphasizing that
it intends to permit the new electronic technologies to develop within the existing framework of law and
regulation.
It also declined to specifically regulate stored value cards or Internet banking. Rather, it chose to more

broadly permit thrifts to perform any authorized function or provide any authorized product or service
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through electronic means or facilities, which include stored value cards, the Internet or any other
emerging electronic technologies. The proposed regulation states that once OTS gains more experience
with these new products, it may issue more specific guidance. Until that time, thrifts' exercise of this
authority remains subject to existing safety and soundness requirements, consumer protection
requirements, commercial law, and other applicable requirements.
2. FRB Regulation E Interim Rule on Electronic Communications
On March 17;1998' the Federal Reserve Board ("Board") published.an interim rule with request for··
comments amending Regulation E, (Electronic Fund Transfers) 12 C.F.R. Section 205. The Interim Rule
may be found ·atthe Board's web site at: http://www.bog.frd.fed.us/.Regulation E ,implements the
Electronic Funds Transfer Act ("EFTA"), and imposes disclosure, error resolution, and liability
responsibilities on electronic fund transfer participants. The Interim Rule will allow depository institutions
(and others subject to Regulation E) to deliver' by electronic communication any of the Regulation Emandated disclosures and other information, as long as the consumer agrees to such delivery.
The Interim Rule was effective March 20, 1998; comments must be received by May 15, 1998.
Under Regulation E, certain disclosures, like initial disclosures and periodic statements, must be given to
consumers: 1) in writing, 2) in a clear and readily understandable form, and 3) in a form that the consumer
may keep. On May 2, 1996 the Board published proposed amendments and requested comment on how
electronic communication relates to such requirements.
The Interim Rule states that although it will allow financial institutions to provide Regulation Edisclosures
electronically, those-disclosures remain subject to applicable timing, format, and other requirements of the
Regulation. The Interim Rule will allow financial institutions to implement systems to provide· EFTA
information electronically while proposed rules are being considered to allow the electronic delivery of
disclosures under other laws.
In conjunction with the Interim Rule, the Board stated:
a.

The term "financial institution" is broadly defined in Regulation E to include persons that directly or
indirectly hold accounts belonging to consumers or that issue an access device and agree to provide
EFT services.
b. The term "electronic communication" is limited to a communication in a form that can be displayed as
visual text; thus, communication by telephone voicemail does not qualify.
c. There may be various ways that a financial institution and a consumer could agree to the electronic
delivery of disclosures. Whether such an agreement exists is determined by applicable state law. The
regulation does not preclude a financial institution and a consumer from entering into an agreement
electronically nor does it prescribe a formal mechanism for doing so.
d. Disclosures must be "sent", and not merely be made available, to a consumer electronically. Posting
information on an Internet site without notice and instructions about how the consumer may obtain the
required information would not satisfy the requirement. Financial institutions have flexibility'in how
they may deliver disclosures, including sending disclosures to an e-mail address designated by the
consumer or designating a location on' a web· site where the consumer might enter a PIN to access
required information.
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e.

Electronic communication remains subject to timing requirements. For example, the change-in-terms
notice must be sent 21 days in advance. The Board solicits comment on whether further guidance is
needed on how to comply with the timing requirements when a notice is posted on an Internet website.
f. The disclosure must be "clear and readily understandable". The Board emphasized. that whatever
technology is used, the communication must be clear and readily understandable. Financial institutions
are not required to ensure that the consumer has the equipment to read the disclosures.
g.The requirement that the disclosures must be in a form the consumer can keep will be satisfied if the
disclosure can be printed or downloaded by the consumer.
h. The Interim Rule does notrequire financial institutions to; provide a paper. copy upon request, as the
proposal would have required. The Board expects that financiaL institutions will accommodate.a
consumer's request for a paper copy.
I.
Financial institutions may request paper confirmation in cases where they can currently require written
confirmation (stop-payments and confirmation of oral notices of error), but they must clearly identify to
the consumer the information subject to paper confirmation and must provide the address where written
confirmation must be sent.
3. FRB Proposed Regulations on Electronic Delivery of Disclosures
On March 17, 1998 the Federal Reserve Board published Proposed Regulations that would allow financial
institutions to deliver by electronic communication disclosures required by a number of regulations,
including Regulation B (Equal Credit Opportunity), 12 C.F.R. Section 202, Regulation M (Consumer
Leasing), 12 C.F.R. Section 213, Regulation Z (Truth in Lending), 12 C.F.R. Section 226, and Regulation
DD (Truth in Savings), 12 C.F.R. Section 230, if the consumer agrees to such delivery. The Proposed
Regulations may be found on the Board's web site at: http://www.bog.frd.fed.us/.
The Board proposes to amend all of these regulations to permit financial institutions to use electronic
communication where each regulation calls for information to be provided in writing. The content of each
proposed revised regulation is much the same as that described in Number 3, immediately above.
Comments on each proposal are due by May IS, 1998.
4. FRE-Home Banking Authorizations for Pre-Authorized EFTs
In 1996, the Federal Reserve Board revised Regulation E, 12 C.F.R. Section 205, to specifically allow an
electronic authorization to qualify as a "written authorization", under the requirement that preauthorized
EFTs from a consumer's account may be authorized by the consumer only in writing. This was intended to
address developments in electronic banking services such as home banking. This change would, for
example, allow preauthorized transfers in an electronic payment system to be authenticated by a digital
signature algorithm, PIN, or other code. To qualify, the electronic agreement would have to be displayed on
a computer screen that enables· the consumer to read the. communication. The . person that obtains the..
authorization must provide an electronic or hard copy to the consumer.
5. FRB Transaction Limits on Electronic Banking Activitv
In June, 1997 the Federal Reserve Board released a November 1, 1996 opinion on the monthly transaction
limits under Regulation D (Reserve Requirements) applicable to home banking and ATM activity.
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a.

Via Telephone or Home Banking. The FRB stated that a savings account depositor could instruct a
bank by telephone or home banking data transmission to make payments directly from the account to
a third party no more than 6 times per month. Likewise, the 6 transaction limit applies if the
customer instructs the institution to transfer funds from the savings account to a transaction (DDA)
account, and then from the DDA to a third party.
b. Via ATM. If the instruction to pay a third party directly from a savings account comes ·from the
customer via ATM, the 6 transaction limit applies. However, if the customer tells the institution v.ia
ATM to transfer funds from the savings account to a transaction account at the same institution, the
. transfer does not count against either the 3 or 6 transaction limit.
c. Instructions from a Third Party. Instructions from a third party, such as Checkfree; toa ,bank are
subject to the 3 transaction limit.

C. Digital Certificates

Digital certificates are used to electronically authenticate the sender of an electronic message, like a notary
verifying the signature of an individual in a physical setting. The certificate process also enables subscribers
to be sure that communications received have not been altered during transmission. There.has been much
talk in the industry about whether financial institutions are authorized to (and should, from a risk
standpoint) take part in the digital certificate process.
1.

acc Zions Application Approval

an January 12, 1998, the affice of the Comptroller of the Currency approved the application of a national
bank to offer digital signature products to its customers. The Approval Letter may be found at the acc's
web site at: http://www.occ.treas.gov/. The approval permits Zions First National Bank ("Bank") to
establish an operating subsidiary to act as a certification authority to enable subscribers to generate digital
signatures that verify the identity of a sender of an electronic message.
Initially the Bank intends to offer digital certificates to attorneys in Utah who submit court filings
electronically, and those involving corporate and government contracts. The Bank must get acc's
approval before offering the product to the public.
The Bankhas agreed to provide clear consumer disclosures regarding general rights and responsibilities, as
well as privacy, error resolution procedures, and fees. The approval is conditioned on the Bank's
submission to the acc of its final information system, and on the Bank's maintenance of sufficient capital
to support the activity.
The ace reasoned that the Bank is authorized to conduct the activity as part of the business of banking
because the service resembles verification and identification services, such as notary services, already
performed by banks. Both functions require the bank to verify identity and provide a basis for
authenticating a signature (or its digital equivalent) based on either personal knowledge of the party signing
or satisfactory evidence that the signature is of the party to whom it is attributed. Further, verification of
identity and authentication of transactions electronically are a logical outgrowth of the .. core bank
competencies of special identification and authentication.
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The approval letter indicates that the OCC is developing a supervisory issuance on national bank certificate
authority activities, which will provide basic information and general risk analysis for banks that are
considering investing in, providing services to, or operating a certification authority.
2. Legislation
On February 4, 1998 Senator Bob Bennett (R-Utah) introduced the Digital SEAL (Signature and Electronic
Authentication Law) which would allow the financial services industry to provide "consumer friendly"
technology for conducting. financial transactions. The bill would specifically authorize financiaLinstitutiQns
.to participate in the area of electronic authentication, allowing them to verify the senders identity and ensure
the message was not altered.

II. Web Page Compliance
A number of regulatory requirements come into play when transacting the business of banking on the
Internet. The relevant requirements will depend on what the bank's Internet capabilities are, from
merely posting information on the web to actually transferring funds, setting up accounts, and
transmitting disclosures. Set forth below is a brief explanation of the relevant Federal bank regulations
which should be examined and the web issue within each regulation. This is an area under constant
change, and therefore a financial institution should update the list at the time it is developing the Web
pages, and whenever new issuances are released by the Federal bank regulators.

A. FDIC Official Advertising Statement.
Twelve C.F.R. Section 328 requires financial institutions to display an official advertising statement in
all of its advertisements, with a few, non-relevant, exceptions. The advertising statement must be of such
size and print to be clearly legible. Institutions may use the words "Member of the Federal Deposit
Insurance Corporation" or "Member FDIC" or a reproduction of the FDIC symbol.
In a February 11, 1997 Notice of Proposed Rulemaking, which has not been finalized, the FDIC stated:
The staff is of the view that every institution's home page is to some extent an
advertisement and accordingly should contain the official statement to the extent
required by the rule. Whether subsidiary web pages contain advertisements will vary
depending upon the content of the information within the particular web page. The staff
is of the view that each such subsidiary web page that contains an advertisement should
include the official statement, unless such advertisement is subject to one of the
exceptions in Section 328.3(c).
Therefore, all Web pages that may be construed as advertisements should contain the FDIC Official
Advertising Statement.
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B. Office of Thrift Supervision Statement on Retail On-Line Personal Computer Banking
On June 23, 1997, the Office of Thrift Supervision ("OTS") published a Statement on Retail On-Line
Personal bomputer Banking, which provided advice to institutions engaging in PC banking. See supra.
OTS stated in that issuance that thrift management should ensure that customers are fully informed of the
risks associated with their participation in a PC banking program. Consumer disclosures should explain
the circumstances under which their account data may be at risk and the security methods employed by
the-financial institution.c'Further, customers must be informed oftheir rights and responsibilities an the
event of unauthorized access.
C. Regulation DD, Truth in Savings, Consistency of Terms Requirement.
The Official Staff Commentary of Regulation DD (Truth in Savings), 12 C.F.R. Section 230. states that
institutions must use consistent terminology to describe terms or features required to be disclosed. The
Official Staff Commentary explains that periodic statement andchange-in-terms notices must use the
same terminology so that consumers can readily identify the fee. Consistent terminology should be used
in each communication with a customer, including Web pages.
D. Equal Housing Lender Symbol
The Fair Housing Act, 42 U.S.C. 3601, and its implementing regulation, 24 C.F.R. Section 109.30,
requires mortgage lenders to place the "Equal Housing Lender" symbol on communications with
consumers about mortgage loans.. The symbol consists of a house with an equal sign inside of it.
The equal housing lender symbol should be placed on Web pages that discuss mortgage loans.
E. Regulation E Preauthorized Transfers Requirements.
Regulation E (Electronic Fund Transfers), 12 C.F.R. Section 205, permits financial institutions to enable
Regulation E provides
that preauthorized electronic fund transfers from a consumer's account may be authorized only by a
writing signed or similarly authenticated by the consumer. The Regulation E Official Staff Commentary
explains that a consumer's authorization via a home banking system qualifies as "similarly
authenticated". To satisfy the requirements of Reg E, there must be some means to: 1) identify the
consumer (such as a security code) and, 2) make available a paper copy of the authorization
(automatically or upon request). The text of the electronic authorization must be displayed on a
computer screen or other visual display which enables the consumer to read the communication.

a customer to use electronic means to "pre-authorize" an electronic fund transfer.

The person that obtains the authorization must provide a copy to the consumer.
Regulation E also provides that a consumer may stop payment of a preauthorized electronic fund transfer
from the consumer's account by notifying the financial institution orally or in writing at least 3 business
days before the scheduled date of the transfer.
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If the transfer will vary in amount, the financial institution must inform the consumer of the right to
receive notice of all varying transfers, but may give the consumer the option of receiving notice only
when a transfer falls outside a specified range of amounts or only when a transfer differs from the most
recent transfer by more than an agreed-upon amount.

F. Regulation E and Regulation DD Initial Disclosures Requirements.
Regulation E (Electronic Fund Transfers), 12 C.F.R. Section 205, requires that certain disclosures be
made to consumers at the time a consumer contracts for an electronic fund transfer service or ,before the
first electronic fund transfer is made involving the consumer's account.
Further, Regulation DD (Truth in Savings), 12 C.F.R. Section 230, requires a financial institution to
provide account disclosures before an account is opened or a service in provided, whichever is earlier. If
the consumer is not present when the account is opened, the institution must mail the disclosures no later
than 10 business days after the account is opened or the service is provided, whichever is earlier.
Certain web pages may trigger these disclosure requirements which should comply with the requirements
set forth in the Board's Interim Rule published March 17, 1998. See supra.. If the financial institution
has the means to do so, it may provide Regulation E and Regulation DD disclosures and other
information electronically, pursuant to the Board's interim rule published March 17, 1998. See supra.

G. FDIC Electronic Banking Safety and Soundness Examination Procedures Requirement of a
Signed Authorization for Each Payee.
The FDIC Electronic Banking Safety and Soundness Examination Procedures, supra, require that an
institution include in their operating policies and procedures that customers submit a signed authorization
for each payee included in bill payment, funds transfer and similar programs. Further, financial
institutions must verify the legitimacy of each payee, 'and whether the financial institution has adopted
reasonable guidelines for adding payees.

H. Privacy Policy Disclosure.
The Clinton Administration has urged companies with web pages to disclose how the companies will use
information it gathers from consumers through the web site. In March, 1998, the American Banker
reported that the FTC will be looking at 1,200 Web sites to see if companies are complying with this
directive, and will report to Congress on June 1, 1998 on its results. Predictions are that if this "selfregulation" (i.e., voluntary compliance) is not taking place, legislation will follow. At this point, no
company will be penalized for the absence of a policy. The "privacy policy" disclosure should consist of
the financial institution's policies on what it does with customer information, such as "we collect
information for business purposes only, we limit employee access to such information, we do not reveal
customer information to third parties, we try to maintain accurate information."

I. Jurisdiction.

acc mentions, in its Banking Bulletin 98-3 on technology risks, see supra, that banks face compliance
risk when conducting Internet transactions with regard to jurisdictional authority over the transactions,
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giving no answer to the question, but merely raising it as an issue financial institutions should be
concerned about.

III.

Smart Cards

Set forth below are the issues that should be examined when participating in a smart card project.' The
legal issues may be broadly categorized, and are discussed, in the following three subject areas: I)
Federal statutes and regulation, 2) state laws, and 3) private contracts between the parties.

A. Federal Statutes and Regulation
The following Federal laws should be examined when participating in a stored-value project, and are
discussed below:
1. The Board of Governors of the Federal Reserve System's Regulation E (Electronic Fund Transfers).
2. The Office of the Comptroller of the Currency's Banking Bulletin on Stored-Value Systems.
3. The Federal Deposit Insurance Corporation's General Counsel Opinion on the Insurability of Stored
Value Products.
4. The Office of Thrift Supervision's bulletins on electronic banking.
5. The Department of Treasury's Financial Crimes Enforcement Network ("FinCEN") requirements
relating to the Bank Secrecy Act.

1. Regulation E
The Board recognizes that Regulation E (Electronic Fund Transfers), 12 C.F.R. Section 205, in its
current form does not perfectly address the new technology of stored-value systems. Therefore in May,
1996 the Board published a proposed amendment to Regulation E specifically addressing stored-value.
"Proposed" is the operative word here. The Board laid out its thoughts on how Regulation. E should
handle stored value, and asked the industry to comment on what it said: The point here is that what is
discussed below is the proposal; nothing the Board has said about Regulation E has the force of law at
this point.
While examining specific requirements, the Board also proposed to broadly exempt all stored value cards
worth less than $100 with one huge caveat: when stored-value cards are used to access a deposit account
(like during reloading), all Regulation E requirements apply. The exceptions to the existing Regulation E
requirements, therefore, relate to transactions in which value stored on a card is drawn down to obtain.
cash or purchase goods or services.
To analyze the issue, the FRB categorized stored value systems as follows:
1. On-line System. The Board calls this the "On-line Stored-Value System", which is characterized by

the following: access to a database for purposes of transaction authorization and data capture, online authorizations with data stored in a central database. Further, the balance of funds in on-line
systems are not recorded on the card itself, but maintained in the data base.
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2. Off-line System. The Board calls this the "Off-line Unaccountable Stored-Value System", which has
the following characteristics: the record of value is recorded on the card and not maintained in a
central data base, transaction data is recorded on the card and captured at merchant terminals, the
merchant aggregates transaction data and transmits it in batches to the financial institution, and the
record of value is not drawn from a deposit account during the life of the smart card.
3. Hybrid System. The Board calls this the "Off-line Accountable Stored-Value System". In these
systems, the record of value is recorded on the card and maintained ina central data base, no on-line
authorization of transaction data takes place, transaction data is periodically transmitted to and
maintained by a data facility, and the consumer has the right todrawfrom a deposit account.'
In its proposal, the Board stated that off-line systems would be totally exempt from Regulation E
requirements, and that certain requirements would apply to on-line and hybrid systems, as explained
below.
a. Unsolicited Issuance Rules. Regulation E prescribes the conditions under which an issuer may
distribute unsolicited EFT access devices. The proposal would exempt off-line system cards from
these restrictions, but on-line and hybrid systems would presumably be subject to these restrictions.
b. Initial Disclosures. Regulation E mandates, that certain disclosures be made to consumers when the
consumer contracts for an EFT service or before the first transfer is made. The Board stated that online systems would be subject to all initial disclosure requirements and that off-line systems would
be subject to no initial disclosure requirements. Further, for hybrid systems, only the following
Regulation E-required initial disclosures would apply: 1) consumer liability for unauthorized
transactions, with the disclosure stating that the consumer bears full responsibility or any limits on
liability; 2) the types of transfers available; 3) transaction charges, and 4) error resolution
procedures.
c. Periodic Statement Requirement. Regulation E requires a financial institution to send an account
statement to consumers for each monthly cycle in which an EFT has occurred or quarterly if no
transfer has occurred. The Board said that on-line systems are not subject to this requirement, but
the account balance and transaction history must be provided to the cardholder upon request.
Further, off-line systems and hybrid systems would not be subject to this requirement.
d. Annual Reminder of Error Resolution Procedures. Regulation E requires financial institutions to
annually remind consumers of the Regulation E-required error resolution procedures. Alternatively,
institutions may include on periodic statements an abbreviated notice of error resolution procedures.
None of the three categories of systems would be subject to this requirement.
e. Change in Terms Notice Requirement. Under Regulation E, if terms required to be disclosed (like
transaction fees) change from those initially in effect, the institution must notify the consumer at
least 21 days before the effective date of the change. None of the three stored value system
categories would be subject to this requirement.
f. Transaction Receipt Requirement. Regulation E requires an institution to make a transaction receipt
available to a consumer for an EFT initiated at an ATM or POS terminaL The Board stated that online systems must comply with transaction receipt requirements, but that off-line systems and hybrid
systems are not subject to this requirement.
g. Liability Limits to Consumers. Regulation E generally limits a consumer's losses for unauthorized
EFT debits to a maximum of $50. If the consumer doesn't notify the financial institution of the loss
or theft of the access device within 2 days of learning of it, the consumer's potential liability rises to
$500. Ifthe consumer doesn't notify the institution of unauthorized transfers appearing on a periodic
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statement within 60 days, the consumer's liability for any further unauthorized transfers is unlimited.
The Board stated that for on-line systems, the liability limits required by Regulation E would apply
to cards with a maximum value of more than $100. However, off-line systems and hybrid systems
would not be subject to this requirement.
h. Error Resolution Procedures;' Regulation E requires institutions to investigate and resolve claims of
error made by consumers within specified times--generally, no later than 10 days after receiving the
consumer's notice of error, or 45 days after the notice if the institution provisionally credits the
consumers account within 10 days. The Board stated that'on-linesystems andoff-'linesystems and
'hybrid systems would not be subject to this requirement, although the Board requested comment on
whether minimal error resolution procedures should be required, and if no error resolution
procedures are required, whether consumers should be notified of this in the initial disclosures.
A 1996 law required the Federal Reserve Board to evaluate whether Regulation E could be applied to
stored-value products without adversely affecting the cost, development, and operation of such products.
The fact that this law passed is evidence that the Board is under political pressure to closely examine the
effects of regulation before imposing requirements on stored value systems. The 79-page report that
resulted from the study analyzes and evaluates regulatory and nonregulatory options for addressing risks
faced by consumers in using stored-value cards. Alternatives examined include: the existing legal
framework; taking steps short of regulation, such as policy statements or consumer education programs;
and selective application of Regulation E, such as only requiring initial disclosures.
The study concluded that it is unlikely that one set of Regulation' E consumer protections would be
appropriate for all of the various types of existing and planned stored-value products. The study also
pointed out that it' is difficult to predict whether the benefits to consumers from regulation would
outweigh the costs of compliance, given the limited experience with stored-value products.
2. Office of the Comptroller of the Currency's Banking Bulletin on Stored Value Systems
On September 10, 1996 the Office of the Comptroller of the Currency ("OCC") joined the flurry of Federal
regulatory activity surrounding stored value systems by releasing a 10 page Banking Bulletin ("Bulletin")
on stored value card systems. The Bulletin describes emerging stored value card systems,and outlines
attendant risks so that bankers can make informed decisions about whether and how to become involved in
those systems.
The Bulletin contains the following: 1) a description of stored value card systems, 2) an outline of the
various roles that banks can play in stored value card systems, 3) a description of the risks banks may face
when participating in stored value card systems, and 4) a list of items that banks should disclose to
consumers using such systems.
The Bulletin emphasizes the importance of adequately informing consumers of their rights and
responsibilities when using stored value cards. To do so, banks are advised to keep informed of regulatory
developments in this area. The OCC states that the following issues should be disclosed to consumers using
stored value products:
1. How to use the card.
2. Where and how the consumer can increase the value on the card.
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3.
4.
5.
6.
7.
8.
9.
10.
11.

Whether the electronic cash earns interest.
Fees connected with obtaining or using the card.
The name ofthe issuer and its obligation to redeem the electronic cash.
Whether the consumer is protected if the card is lost or stolen.
Whether the monetary value is FDIC insured.
Where the liability lies if a transaction is not properly consummated.
What happens to electronic cash that is abandoned or expires.
Dispute resolution procedures.
The circumstances under which information on a consumer's electronic cash transactionsmay·be
disclosed to third parties.

3. FDIC General Counsel Opinion on FDIC Insurance Coverage of Funds Represented on
Stored-Value Cards
On August 2, 1996 the Federal Deposit Insurance Corporation ("FDIC") released an opinion from the
FDIC General Counsel on whether funds underlying stored value cards are covered by Federal deposit
insurance.
The FDIC General Counsel looked at whether the funds represented by electronic value reside in a
deposit account covered by the Federal Deposit Insurance Act to determine if those funds are FDIC
insured. After a lengthy analysis of the Federal Deposit Insurance Act, the General Counsel made the
following conclusions:
a.

Funds in Bank Primary--Customer Account Systems are covered by FDIC insurance. These are
systems where stored value is created by a bank, and funds remain in a customer's account until the
value is transferred to a merchant, who collects the funds from the customer's bank.
b. Funds in Bank Primary--Reserve Systems are not covered by FDIC insurance. These are systems
where stored value is created by a bank. As value is downloaded onto a card, funds are withdrawn
from a customer's account and paid into a reserve account at the bank to pay merchants.
c. Funds in Bank Secondary--Pre-Acquisition Systems-are not covered by FDIC insurance. In Bank
Secondary Systems the electronic value is created by a merchant and the funds are ultimately held by
that merchant. In Bank Secondary-Pre-Acquisition systems the bank exchanges its own funds for
electronic value from the merchant and in turn exchanges electronic value for funds with its
customers.
d. Although funds in Bank Secondary--Advance Systems are not covered by FDIC insurance for the
cardholder, FDIC insurance may be provided to the merchant. Here, the electronic value is created
by the merchant and is provided to the bank by the merchant to have available for its customers. As
customers exchange funds for electronic value, the funds are held by the bank for a short period of
time and then forwarded to the merchant. It is those funds held in a depository account for the
merchant that may be FDIC insured.
One of the most interesting parts of the General Counsel opinion is a statement that the FDIC will expect
institutions to clearly and conspicuously disclose to their customers the insured or non-insured status of
their stored value products, as appropriate. Thus, banks participating in stored value systems must
disclose this information.
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This General Counsel Opinion has been amplified by the FDIC in an Opinion Letter dated May 12, 1997.
FDIC 97-4, 1998 Fed. Banking L. Reporter ~82-204. The letter opines that electronic cash held in a
customer's individual account constitutes a deposit, and therefore is covered by FDIC insurance.
4. FDIC Electronic Banking Exam Procedures
In March, 1997 the FDIC released procedures relating to electronic banking, including stored value
systems,· to be followed' by its· bank examiners when conducting safety and soundness examinations of
financial institutions.
The exam guidelines outline the different ways banks may become involved in electronic banking,
including electronic payment systems. The guidelines layout specific risks to banks in participating in
these systems. In general, the following areas will be reviewed by examiners: operating policies and
procedures, audit, legal and regulatory, administration and system operations, and vendors and
outsourcing.
For example, in the legal and regulatory area, the FDIC cites as concerns the uncertain enforceability of
digital contracts, user privacy issues, uncertain legal jurisdiction regarding taxation, criminal andyivil
laws, the uncertain regulatory environment, and the uncertain applicability of reserve requirements to
electronic money.
In the guidance to examiners conducting a safety and soundness exam on a bank, the guidelines require
examiners to look at whether the underlying agreements covering payment systems reasonably address
claims of lost or stolen value among the bank, its customers, and third parties. Further, examiners must
verify that appropriate procedures have been established to ensure compliance with financial
recordkeeping and Bank Secrecy Act requirements, including Know Your Customer guidelines.
Examiners also must determine whether the bank has entered into formal contracts with vendors. The
examiner guidelines state that the contracts should contain provisions that address control of customer
and other confidential information, provide for disaster recovery services, and allow the bank to review
independent audits.
5. Office of Thrift Supervision
On October 3, 1997, the Office of Thrift Supervision ("OTS") published a Notice of Proposed
Rulemaking, which would amend OTS electronic-related regulations to address advances in technology
and to permit prudent innovation for the use of emerging technology by thrifts. The Proposed Rule may
be found at the OTS' web site at: http://www.ots.treas.gov/. Comments were due December 2, 1997. The
OTS proposed to issue a broad enabling regulation clarifying that thrifts may engage in any activity
through electronic means that they may conduct through more traditional delivery mechanisms. See
supra.
The OTS declined to specifically regulate stored value cards. Rather, it chose to more broadly permit
thrifts to perform any authorized function or provide any authorized product or service through electronic
means or facilities, which include stored value cards, the Internet or any other emerging electronic
technologies. The Proposed Regulation states that once OTS gains more experience with these new
products, it may issue more specific guidance. Until that time, thrifts' exercise of this authority remains
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subject to existing safety and soundness requirements, consumer protection requirements, commercial
law, and other applicable requirements.
6. Bank Secrecy Act and Treasury:s Financial Crimes Enforcement Network C"FinCEN") Requirements
On May 21, 1997 the Department of Treasury's Financial Crimes Enforcement Network ("FinCEN")
released a Notice of Proposed Rulemaking that would subject "any business engaged in the transfer of
funds" to'the requirements of the Bank Secrecy Act ("BSA"), 31 C.F.R. Section 103. This would
specifically include issuers, sellers, or redeemers of stored value. This proposal eliminates any doubt
that offerors and operators of advanced electronic payment systems are subject to the BSA.
FinCEN's Proposed Rule would require "Money Services Businesses" to register with the Department of
Treasury and maintain a current list of their agents in a central location for examination by law
enforcement agencies. The proposed rule would define "money services businesses" to explicitly
include issuers, sellers or redeemers of stored value. Under the proposal, most offerors of stored value
products would be treated as "money services businesses" for purposes of the Bank Secrecy Act. Thus,
those involved in stored value projects would be required to register with Treasury and maintain a list of
their agents, which could be inspected by law enforcement agencies upon request.
While including stored value products in the registration requirements of the Bank Secrecy Act, Treasury
also proposed to exempt stored value products from the suspicious activity reporting rules, at least for
now. The proposed rules would require a money services business that engages in activities other than
those related to stored value to file a form within 30 days of becoming aware of a "suspicious
transaction", or transmissions of between $750 and $10,000 to any person outside of the United. States,
and to maintain records about such transactions.
Comments on the proposal were due in August, 1997, and as of March, 1998, final rules had not been
released.

B. State Law Considerations
A stored value participant should examine the following types of laws in the states in which it will
conduct business:
1. Money transmitter laws.
2. Escheat laws.
3. Electronic commerce laws.
In addition, knowledgeable counsel should be consulted to determine whether any other law particular to
the relevant jurisdiction applies to the stored value participant's activities.
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1. Money Transmitter Laws
Many states have laws that regulate "money transmitters." Money transmitters are entities other than
financial institutions that perform certain activities usually conducted by financial institutions, such as
cashing checks.
State laws typically define money transmitters as businesses (other than regulated financial institutions),
that sell payment instruments, exchange foreign currency, cash checks, or transmit funds. It is the
"transmitting funds" activity that may be the hook that reels in smart card issuers within the purview of
the law...Therefore, a non-financial institution issuing stored .value cards should examine. the .money
transmitter laws in the state in which the issuer is accepting funds.
Some state money transmitter laws do not on their face appear to apply to stored value, because the
definition of money transmitter doesn't explicitly include electronic transmission. Other state laws are
more clear cut. For example, the Florida money transmitters' code defines a "money transmitter" as a
person who engages in the receipt of money for the purpose of transmission by any means, including
transmissions by electronic transfer.
In Florida, money transmitters must file reports and maintain records for 5 years regarding transmissions
in excess of $10,000 or if they suspect that the transaction involves the proceeds of an illegal activity.
Money transmitters must register with the ·State, must have a minimum net worth of at least $100,000,
must maintain specified net worth requirements, and must maintain a corporate surety bond or collateral
deposits. In addition, money transmitters must hold permissible investments in the amount of the
aggregate face amount of all funds transmitted and outstanding payment instruments issued.
One legal question that is raised by stored value systems and is yet to be settled may be answered by
money transmitter laws. An issue in contracts between stored value participants should be who is
ultimately liable to the consumer for the funds represented on the cards. Some state money transmitter
laws answer that question by mandating that the money transmitter is liable for all funds it transmits;
Disclosure to consumers is another area of concern in the stored value arena that may partially be
addressed by money transmitter laws. Some state laws require that each payment instrument issued by a
registrant must "bear the name of the registrant clearly imprinted thereon". This would require that the
name of the stored value issuer be printed on a smart card. Another part of the money transmitter law
would require issuers to disclose information about how the user could get in touch with the issuer. In
addition, the Florida law states that the money transmitter must provide each consumer a toll-free
telephone number or the address and telephone number of the department of banking.
Money transmitter codes may also subject licensees to Bank Secrecy Act requirements. The Indiana
code requires money transmitters to comply with all state and federal money laundering statutes and
regulations.
Some in the industry maintain that the existing money transmitter laws are a perfect vehicle for
regulating non-financial institutions engaged in stored value systems. Such laws should be carefully
examined.
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2. Escheat
Another legal issue relating to smart card systems is whether, and how, the state laws of escheat apply to
the monetary value represented on stored value cards. Escheat laws. require that abandoned property,
including intangible property such as money, be turned over to the state after a prescribed period of
dormancy.
The holder of the property must tum the property over to the state upon expiration of a mandated
.. dormancy period. The state then publishes notice. of its custody and, after a certain length of time, keeps
or sells the property.
Not surprisingly, the escheat laws do not specifically prescribe a period of dormancy for the monetary
value represented on stored value cards. So are issuers of stored value cards required to tum over to the
state monetary value on cards that have been lost or stolen?
The answer depends in part on the type of stored value system being used. Stored value systems in
which the funds reside in a consumer's account, and the cards merely tap the account much like a debit
card, would be covered by the 1981 Uniform Unclaimed Property Act ("Act") because the deposit
account itself is covered. Stored value systems in which funds are pulled out of the consumer's account
and aggregated with and placed in a "holding account" are a harder call. If the pool of money is
constantly being tapped and funded, the account would never be abandoned in the first place, and the
monetary value represented on lost or unused cards would presumably revert to the financial institution.
In systems where the funds are taken from an account and placed on the card itself the issue has not been
resolved, and there are arguments on both sides. Issuers can point to the fact that the Act does not
specifically enumerate the dormancy period for stored value cards, and therefore such vehicles do not
come within the purview of the Act. Moreover, presumably in these types of systems, the money no
longer resides with the financial institution. Thus, the issuer no longer "holds" the money, and has
nothing to transfer to the state. The state can analogize the value on stored value cards to one of the
enumerated types of property, such as money or credit balances, and apply the requirements to that
monetary value.
The new Uniform Unclaimed Property Act, published in 1995 ("1995 Act"), appears to clear up this
confusion. The 1995 Act has been enacted in Maine, Montana, New Mexico and West Virginia, and has
been introduced·'in the legislatures of Minnesota, Mississippi, Oklahoma, Texas, and the District of
Columbia.
The 1995 Act states in the drafter's notes, which are read to assist practitioners in interpreting the Act,
that the definition of property under the 1995 Act is intended to be all-inclusive. The drafters notes
explain that the descriptions set forth in the Act are examples that are not limiting, "but are stated to help
holders identify kinds of property interest which otherwise may be overlooked. Thus, 'property' is not
the check, note, certificate or other document that evidences the property interest, but the underlying
right or obligation". Stored value would fall squarely within this concept - the drafters are explaining
that it is the underlying stored monetary value that is escheatable, and not the card itself.
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An issuer and any other entity holding stored value funds participating in a stored value project should
carefully review the escheat laws to determine whether, and under what circumstances, stored monetary
value must be escheated. And to be absolutely certain, it wouldn't hurt to ask the state escheat division,
and see what their interpretation is.
3. Electronic Commerce Laws
If the stored value system is connected with the Internet, then state certificate authority or other
electronic commerce,laws may,come into play., The 'certificate authority laws are"intended to minimize
the incidents of fraud in electronic .commerce by .use of "certificate authorities",' and primarily 'address
security issues for stored value participants. Basically, certificate authority laws designate entities that
act as authenticators of electronic transactions, by holding and distributing private keys. The laws list
the conditions that must be met before the certificate authority can issue a certificate, and set forth the
conditions under which certificate authorities may be liable.
Some states have also passed digital signature laws, which in essence qualify electronic signatures as the
real, written thing for purposes of state law. For example, Florida and Virginia law states that an
electronic signature may be used to sign a writing and will have the same force as a written signature.
Stored value system participants using stored value in conjunction with the Internet should examine the
state law to determine if these, or other, electronic commerce laws apply.

C.

Contract Issues

If Federal or state law or regulation does not address an issue, and no court cases exist to sort things out,
then the parties usually can decide for themselves how to allocate rights, obligations, and liabilities. And
the way to do this is by entering into contracts that spell out, in as much detail as possible, who is
responsible for what.
There are many players in a smart card transaction: the consumer, the card issuer, the processor, the
financial institution at which the funds are held, the acquiring bank, and the merchant. Contracts should
be entered into between these players to set forth each party's rights, obligations, and liabilities. Many
provisions, such as those addressing liability and system-wide rules, will be passed along from party to
party to ensure stored value system consistency.
Set forth below is a discussion of the various contracts between the parties, and issues that should be
covered in each contract.
1. Issuer/Consumer Contract
This is the relationship of most concern to consumer groups and legislators. Many are worried that
because stored value is so new, it will not be explained adequately to consumers. A few of the issues
that should be covered in these contracts follow.
a. Who the issuer is. The contract must be clear about who is liable to pay the consumer for the
monetary value contained on the card. Further, the roles of the various players whose names appear
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b.

c.

d.

e.

f.

g.

h.

i.

on the storage device should be explained to the consumer. This disclosure will protect those entities
from an allegation by the consumer that those entities should be liable under a theory of agency on
the monetary obligation.
When contract amendments will be effective. With technology changing all the time, it may be
necessary to change the terms entered into between the consumer and the issuer. The issuer will
have to be able to notify users of such changes. Normally, changes to a contract must be agreed to
by both parties before being effective, and therefore a unilateral change by the issuer may not be
binding on the user. Include a provision in the contract stating that the consumer's use of the card
after the effective· date of an amendment will be deemed acceptance by the user of the change.... This
means, of course, that·those changes to the contract will only be effective fgr transactions occurring
after the notice.
Expiration of the card. A stored value participant may want to impose an expiration date on smart
cards to periodically upgrade security or technology features of the cards, similar to credit cards. Or
an issuer may want to require that all value represented on the card be used by a certain date. (This
gets tricky with reloadable cards, where it may be difficult to ascertain the date on which a certain
monetary value is loaded.) Users should be made aware of the applicable expiration date and how to
redeem any remaining value on the card.
Whether the card or the monetary value is transferable. If for some reason the issuer does not want
the card or the value to be transferred (as in the case of frequent buyer programs), the contract
between the issuer and the user must clearly disclose that fact.
Implied warranty disclaimer. Although it may be debatable as to whether smart cards would qualify
as a "sale of goods" (and therefore whether this implied warranty would apply), an issuer should
clearly and conspicuously disclaim the warranty of merchantability in its contract with users, just in
case.
Finality~ The contract should clearly state when the obligation represented by the monetary value on
the card is discharged. Is the consumer off the hook to a merchant when the monetary value is
presented to the merchant from the user (like cash and cashier's checks), or rather when the merchant
actually receives the money from the/acquiring institution (like a check)? Eventually a body of law
or system rules will be put in place to impose a uniform rule, but until that time, the contracts
between the parties will govern.
For consumers to get comfortable with using smart cards, it is vital that users know at what point in
time their obligation to a merchant has been satisfied. The American Bar Association's analysis of
commercial law issues associated with stored value systems concludes that the most appropriate rule
would finally discharge the user's monetary obligation when the merchant's terminal accepts the
stored obligation, like cashier's checks. This rule seems to fit in best with consumer's expectations
and how consumers will be using smart cards.
Unauthorized use disclaimer. One section of the contract should address the conditions under which
the card can be used. For example, you could state that the card may only be used when properly
authorized by a central database (if appropriate), that the card may not be used beyond its expiration
date, and that the value of the card is limited to the value validly transferred onto the card by you.
This will protect the issuer from liability in situations where the consumer has used the card in an
unauthorized way.
Limitation of liability. Normally an issuer could be held liable if something went wrong in a smart
card transaction, because the issuer controls the technology. For example, the technology could go
haywire and erroneously authorize a transaction, resulting in the transfer to merchants of more

G- 21

monetary value than was loaded onto the card.
The contract should limit this liability to a
reasonably foreseeable amount and should disclaim special consequential and incidental damages.
2. Acquiring Institution/Processor Contract
The acquirer/processor contract should obligate the acquirer to enter into agreements containing certain
provisions with merchants. Such provisions should include any system-wide requirements for accepting
cards. These may include, for example, a prohibition on establishing minimum transaction amounts asa
condition for honoring cards and a prohibition on imposing a surcharge on the cards. Another systemwide rule included in these contracts is one establishing when the debt owed by a user is extinguished,
such as one determining that the acceptance of the card immediately extinguishes the consumer's debt to
the merchant.
The processor, or system operator, will also want to make clear that the processor is not the issuer of the
card. The contract should specifically state that monetary value loaded onto cards using the processors'
facilities (like ATMs) are not obligations of the system, but rather of the issuer.
Further, the settlement process should be set forth, with an indication of, for example, how merchants
will transmit data to the acquiring bank or the processor. This would also be a good place for the
processor to disclaim liability for reimbursing merchants for monetary value on a card, clarifying that it
is the issuer, and not the processor, that is primarily liable to reimburse merchants. The contract should
also contain limitations on liability and indemnification provisions. Other important provisions include
mutual obligations to keep proprietary information confidential, and the conditions under which the
acquirer may use the processor's trademarks.
3. Acquiring InstitutionlMerchant Contract
This agreement should pass along to the merchant all stored value system requirements imposed by the
issuer, the processor, and the acquiring member, similar to the credit and debit card processing world.
The following issues should be covered in the contract.
a. Liability. Unlike the credit card processing world, where merchants are responsible to the acquiring
institutions for all losses related to the acceptance of the card, merchants may balk at taking on
liability for stored value transactions. This is particularly true before stored value systems become
ubiquitous and are in the early, pilot stages of development. In any event, the contract should make
clear who is primarily liable to the consumer (if anyone) for lost or stolen cards, and who is liable
for technological mishaps that may occur with stored value technology. Consequential damages
should be specifically disclaimed by the acquiring bank.
b. Settlement. The contract should set forth in detail what the merchant can expect in terms of
settlement availability and the settlement process. If a settlement account or reserve account will be
utilized, the procedures for funding and maintaining those accounts should be covered, as well as
authorizations for debiting those accounts. What steps must the merchant take to obtain funds
represented on stored value cards? Will funds be transferred immediately to the merchant upon card
presentation or, rather, within a certain amount oftime after the batch transmission is made?
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c.

Finality. The contract with the merchant should carry forward the system's rules regarding when a
payment by a consumer becomes final. As explained above, the American Bar Association's
analysis of commercial law issues associated with stored value systems concludes that the most
appropriate rule would finally discharge the user's. monetary obligation when the merchant's
terminal accepts the stored obligation, like cashier's checks.

It may be tempting to include contractual provisions stating that the credit given to merchants by
processors is provisional and subject to the risk of collection back through the system, similar to the rule
relating.to credit cards that has arisen from chargeback rights. But this type of rule is only practical, and
should only be applicable, where the system is fully auditable. Otherwise, it will be impossible to trace
the· purchaser back through the system, and therefore be able to charge back an item. A provision
requiring cash in exchange for returned items and not allowing charge back rights will take care of this.
4. Confidentiality and trademark. It's also important to make sure that merchants protect any proprietary
information obtained by virtue of their participation in the stored value system. Proprietary information
should be defined. Confidentiality obligations also should be included in the agreement.
Also important in this agreement are trademark issues. The agreement should spell out what the
merchant's obligations are with regard to displaying trademarks, and who has rights in any trademarks
displayed to indicate to customers that the stored value cards will be accepted at the merchant's location.
5. Issuer/Processor Contract
Because the issuer controls the technology governing stored value systems, it is most likely that the
issuer will be held accountable to the consumer and the merchant if something goes wrong in a smart
card transaction, such as if a cardholder or merchant unintentionally accepts a fraudulent obligation. Of
course, the buck does not stop there: the issuer could then go back against the manufacturer if they were
negligent in designing or producing the system, and against person who perpetuated the fraud, if the loss
was due to fraud. But as between the issuer and other stored value participants, it's likely that the issuer
will probably be held accountable (particularly if the contracts do not allocate responsibility otherwise).
Thus, the contract should clearly explain which party will be liable in certain situations.
If the processor is also the promoter of the system, it may want to impose certain other obligations on
issuers, to ensure that the system operates uniformly among all participants. Such requirements may
include that the issuer disclose certain information to consumers.
Other key provisions in the issuer/processor contract are those relating to confidentiality of information
and use of customer information, disaster recovery requirements, any applicable limitations on liability,
and a discussion of the transaction flow, so that both parties clearly understand who is responsible for
what.
6. Conclusion
During this, the infancy of stored value in the United States, more questions are raised by an inquiry into
the legal obligations and responsibilities of the parties than are answered. It's most likely that stored
value payment law will be an evolutionary process, drawing from Federal, State and commercial law,
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and ultimately decided upon by the courts. The prudent stored value participant will closely examine
relevant law and then protect itself as much as possible with carefully crafted agreements between the
parties.
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I.

INTRODUCTION

Bankruptcy continues to be an important factor in the professional lives of those who are
either directly affiliated with financial institutions or who represent them. This outline is intended
to bring the reader up to date on selected developments in bankruptcy case law during approximately
the last year. This material concentrates on developments of interest to lenders, particularly u.s.
Supreme Court, Sixth Circuit and Kentucky decisions. This includes the continued development of
the law on subjects such as discharge litigation, property valuation, "lien stripping" and redemption
rights, which are of particular interest to financial institutions today.
Bankruptcy legislation develops more. slowly than the case law. However, the National
Bankruptcy Review Commission has now issued an ext~nsive report proposing changes in the
present bankruptcy code. This material notes certain of the proposals which may be of particular
interest to the banking community and addresses the present status of the Commission's work.

II.

BANKRUPTCY CASES OF INTEREST TO FINANCIAL INSTITUTIONS
A.

Discharge of Debt

The development of case law regarding exceptions to discharge continues to be fueled by a
rapidly changing, and increasingly technology-oriented, consumer credit industry. Discharge
exceptions are narrowly construed and many of the decisions are adverse to lenders.

I Many thanks to my partners Joseph M. Scott, Jr. and Laura Day Delcotto for their thoughts
and advice regarding this presentation, and to our associate Gregory L. Taylor for his research and
drafting assistance.
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The Bankruptcy Code provides for the discharge of debts under 11 U.S.C. §§ 727, 1141,
1228 and 1328. Debts excepted from discharge include, among other things, certain tax-related
debts, debts for fraud or defalcation while acting in fiduciary capacity, debts for domestic obligations
and debts arising from willful injuries. The exceptions which probably are of most interest to the
banking community are the exceptions to discharge for debts incurred as a result of borrower
misrepresentation. 11 U.S.C. §523(a) excepts from discharge debts including that:
(2)
for money, property, services, or an extension, renewal, or refinancing of
credit, to the extension, renewal, or refinancing of credit, to the extent obtained by (A)
false pretenses, a false representation, or actual fraud, other
than a statement respecting the debtor's or an insider's financial
condition;
(B)

use of a statement in writing (i)

that is materially false;

(ii)

respecting the debtor's or an insider's
financial condition;

(iii)

on which the creditor to whom the
debtor is liable for such money,
property, services, or credit reasonably
relied; and

(iv)

that the debtor caused to be made or
published with intent to deceive; or

(C)
for purpose of subparagraph (A) of this paragraph, consumer
debts owed to a single creditor and aggregating more than $1,000 for
"luxury goods or services" incurred by an individual debtor on or
within 60 days before the order for relief under this title, or cash
advances aggregating more than $1,000 that are extensions of
consumer credit under an open end credit plan obtained by an
individual debtor on or within, 60 days before the order for relief
under this title, are presumed to be nondischargeable; "luxury goods
or services" do not include goods or services reasonably acquired for
the support or maintenance ofthe debtor or a dependent of the debtor;
an extension of consumer credit under an open end credit plan is to
be defined for purposes of this subparagraph as it is defined in the
Consumer Credit Protection Act;
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In re Christie is an unpublished decision by the Hon. Joe Lee, of the Bankruptcy Court for
the Eastern District of Kentucky, entered October 9, 1997 (Case No. 96-50823, A.P. No. 96-5073).
The court held that use of a credit card itself is not a representation of ability to pay. In 1995,
creditor First Card mailed to debtor Joseph M. Christie a Visa card invitation with a pre-approved
credit line. The application sought only a small amount of information including identification of
his employer, his social security number, date of birth and telephone numbers. First Card reserved
the right to obtain and act upon a credit report. However, Mr. Christie apparently had good credit
then and was issued the card. At that time, he was 23 years old and had take-home pay of less than
$900 per month. He obtained five credit cards that year with an aggregate limit of $17,000. He
quickly reached the limit on all of the cards, in large part as a result of cash advances used to fund
gambling activity. The debtor then filed his bankruptcy proceeding.

First Card sought a determination that the debt was nondischargeable under both §
523(a)(2)(A) and § 523(a)(2)(B). The court characterized claims under § 523(a)(2)(A) as largely
involving oral misrepresentations by borrowers and § 523(a)(2)(B) as involving written
misrepresentations. The court rejected both claims. It noted that none of the meager application
information provided by the debtor himself was actually false - - and that other information
"published" about the debtor's financial condition was published by someone other than the debtor,
such as a credit bureau. The court further held that the debtor's mere signing of a credit slip when
the card is used is not a representation of ability to repay the debt. If there is any representation, it
is of intent to repay. In reaching this conclusion, the court followed a Ninth Circuit decision, In re
Anastas, 94 F.3d 1280 (9 th Cir. 1996). The court finally held:
There must be a showing of actual or positive fraud, not merely fraud
implied by law. The fact that a debtor is hopelessly insolvent and
was unable to repay First Card, and that he had a gambling addiction
is not sufficient to support a finding of the type of malicious and bad
faith intent that is necessary for a finding" of actual fraud under §
523(a)(2)(A).
Jd. at 6 (emphasis in original).
Anastas is another case in which the credit card debt was incurred as a result of a claimed
gambling addiction. The bankruptcy court found the debt to be nondischargeable, noting that since
debtor's expenses exceeded his income he could not have had a realistic hope of repaying the debt.
The Ninth Circuit Bankruptcy Appellate Panel affirmed, but the Ninth Circuit Court of Appeals
reversed. The court held that the representation made by a cardholder in a transaction is the intent,
rather than ability, to pay. It further held that the hopeless condition of the debtor's finances is not
a substitute for an actual finding of bad faith.

In In re Moody, 203 B.R. 771 (Bankr. M.D. Fla. 1996), a Florida bankruptcy court rejected
the approach adopted by the Ninth Circuit in Anastas for determining whether to except credit card
debt from discharge as "overly narrow." Although the court did not dispute that a mere inability to
meet the minimum charge on a card, or a balance exceeding the credit card limit, alone would not
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be sufficient to except the debt under § 523(a)(2)(A), it would take such circumstances into account
on a case by case basis. Under the facts and circumstances in this instance, the court concluded that
there was no evidence in the record which warranted finding that the debtor engaged in a fraudulent
financial scheme or "loaded up" his credit card debt having already decided to seek relief in
bankruptcy.
In In re Feld, 203 B.R. 360 (Bankr. E.D. Pa. 1996), a Pennsylvania bankruptcy court noted
that Congress did not intend to insulate a debtor who fraudulently uses a credit card. It applied the
common law elements of fraudulent misrepresentation to credit card transactions in determining
dischargeability under § 523 (a)(2)(A). The Court found that each use of the card constitutes a
representation of intent to pay. However, unlike Anastas, the court found that each use of the card
was not a separate contract, but was rather the anticipated performance of the contract created when
the card was issued. Finding that an inability to pay, by itself, is insufficient to show an intent to
defraud, the court found the debt to be dischargeable for lack of evidence of reliance on the debtor's
misrepresentations.
The requirement of 11 U.S.c. § 523(a)(2)(B) that misrepresentations of the debtor's financial
condition must be in writing in order to be grounds for a declaration that the debt is nondischargeable have generated still more litigation strictly construing the requirement for a writing.
In In re Kaspar, 125 F.3d 1358 (lOth Cir. 1997), the Tenth Circuit noted that it was addressing the
issue whether "modem technology and business practices grounded in convenience will prevail over
the strict language of statutory law." The court held they would not. The court found that the
lender's internal written summaries of information obtained from the debtor by telephone did not
constitute a "writing" under §523 (a)(2)(B). In Kaspar, the debtors telephoned Belleo First Federal
Credit Union and applied for credit by telephone, giving oral answers to requests for information,
including about their financial condition. Belleo then summarized the information in a computergenerated form which the debtors did not see or sign. The debtors incurred debt and filed a chapter
7 bankruptcy proceeding. Belleo filed a complaint alleging that the information provided by the
debtors was untrue and sought to have the debt declared nondischargeable under both §§
523(a)(2)(A) and (B). The parties stipulated the dismissal of the § 523(a)(2)(A) claim and litigated
the other - - based on the issue of whether the debtors' oral statements and Belleo' s computer
generated form constituted a "writing." The court rejected the holding of a 1990 Florida bankruptcy
court which denied dischargeability based on the court's equation of an oral application with one
which the debtor "caused to be made or published." (Chevy Chase Federal Savings Bank v. Graham
122 B.R. 447 (Bankr. M.D. Fla. 1990)). The court held that the statute unequivocally requires a
writing prepared by or adopted by the Debtor and that while
... the law lags behind technology and custom ... We will not
undertake to rewrite the express language of a statute merely to
accommodate the commercial conveniences attributable to modem
technology.
Id. at 1362.

H-4

If the creditor brings and loses a nondischargeability action concerning consumer debt under
§ 523(a)(2), there is a statutory provision which may result in an award to the debtor of his or her
attorney fees. 11 U.S.C. § 523(d) provides:
(d) If a creditor requests a determination of dischargeability of a
consumer debt under subsection (a)(2) of this section, and such debt
is discharged, the court shall grant judgment in favor of the debtor for
the costs of, and a reasonable attorney's fee for, the proceeding if the
court finds that the position of the creditor was not substantially
justified, except that the court shall not award such costs and fees if
special circumstances would make the award unjust.
The provision was enacted in response to concern that some creditors were filing poorly-grounded
nondischargeability actions in the hope of forcing a settlement and extracting some payments from
the debtors.
Within the Sixth Circuit, one Tennessee bankruptcy court decision illustrates the risk to
lenders of nondischargeability actions under § 523(a)(2) and expresses skepticism of the "implied
representation" theory advanced by the creditor. In re Stockard, 216 B.R. 237 (Bankr. M.D. Tenn.
1997), was rendered December 16, 1997. The debt at issue resulted from Amy Stockard's use of a
credit card obtained as a result of her response to lender Providian Bancorp's unsolicited "30 Second Response Certificate." Within approximately six months, Ms. Stockard exceeded the limit
on the card and all payments were late. However, Providian did not send a warning or revoke the
card. The Stockards filed a bankruptcy proceeding. Providian brought an action alleging the
nondischargeability under § 523(a)(2) of Ms. St~ckard's debt in the amount of approximately $5000.
In the nondischargeability action, the debtor sought discovery ofmatters including the lender's credit
criteria and guidelines. The lender resisted the discovery, claiming that the information constituted
trade secrets. On the day of the hearing on the motion to compel discovery, counsel for both parties
announced that the action would be dismissed by stipulation. Days after the stipulation was filed,
the debtor sought award of her attorney fees in the amount of$I,950. Providian objected.
The court in Stockard noted that it must award costs and reasonable attorney fees under 11
U.S.C. § 523(d) if the following four elements are satisfied:
(1)

The creditor requested a "determination of dischargeability of a
consumer debt under subsection (a)(2)" of 11 U.S.C. § 523;

(2)

The debt was discharged;

(3)

The creditor's position throughout the
"substantially justified"; and

(4)

"Special circumstances" do not exist that "would make the award
unjust."
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litigation was

not

Id at 240. In the attorney fee litigation, the parties agreed that the only contested issue was whether
or not Providian's position was "substantially justified" under § 523(a)(2)(A) (debts incurred by false
pretenses, false representations or actual fraud other than a statement respecting the debtor's
financial condition). Providian had the burden of proving that the debtor obtained the money or
credit through material misrepresentation, which the debtor knew was false or made with gross
recklessness as to the truth, that the debtor made the misrepresentation with the intent to deceive, and
that the Providian justifiably relied on the misrepresentation and that it caused the loss. Providian
argued for an "implied representation" theory of nondischargeability under which, with each use of
the credit card, the holder makes an implied representation that he or she has the intent to pay the
charges incurred, citing Anastas.

The bankruptcy court in Stockard noted that the Sixth Circuit had not yet adopted an "implied
representation" theory ofnondischargeability. However, the Court did not address that issue because
it held that Providian had failed another prong o.fthe test - - it could not prove that it justifiably relied
on the alleged implied misrepresentation regarding intent to pay. Providian argued that it would
have proved at trial that its reliance on the implied misrepresentation was justifiable because its
criteria for issuing the credit card "was so dependable and predictive that it supplied the necessary
justifiable reliance element of proof." Id at 243. However, the court noted that Providian had
refused in discovery to reveal the criteria and guidelines on which it claimed to rely. It also noted
that Providan's diligence or not at the time that the card was issued does not demonstrate its
subsequent reliance each time that each charge was incurred. The Court concluded:
A credit card company may not bring a nondischargeability action
with the knowledge and intent that it will not produce discoverable
information central to the issues and then, when threatened with
having to do so, dismiss the action. It is this sort of abuse that §
523(d) is designed to redress.
Id at 243. The Court not only awarded the debtor all of the $1,950 in attorney fees sought, but
ordered the debtor's counsel to submit an affidavit detailing the additional fees for the prosecution
of the § 523(d) action itself.

The Second Circuit reached a creditor-friendly conclusion regarding the timing of discharge
litigation. In In re Emery, 132 F.3d 892 (2d Cir. 1998), the court held that a creditor may seek a
revocation of the debtor's discharge based upon the creditor's discovery of the debtor's fraud after
the deadline for objecting to discharge but before the date of discharge. The debtor filed a Chapter
7 proceeding in 1991. The deadline for filing a complaint objecting to discharge was September 10,
1991 and no complaint was filed. The debtor received the actual discharge on November 29, 1991.
Creditor Citibank was still investigating the debtor's conduct by the date of the discharge but later
sought to revoke the discharge for the debtor's fraud during the bankruptcy proceeding. The
bankruptcy court dismissed the complaint holding that Citibank had constructive knowledge of the
fraud prior to the discharge and should have sought an extension of time in which to object. The
district court reversed and the Second Circuit affirmed it. The court held that there was nothing
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indicating congressional intent to give a debtor immunity for the "gap" period between the bar date
and the discharge itself.
A recent Kentucky bankruptcy court decision by the Hon. William S. Howard illustrates the
risk to a debtor of a state court default judgment prior to a bankruptcy filing. In In re Brown, 215
B.R. 844 (Bankr. E.D. Ky. 1998), creditors obtained a default judgment against a chapter 7 debtor
in state court on claims of common law fraud and under the Ohio Consumer Sales Practices Act.
They then brought a complaint to have the debt excepted from discharge by 11 U.S.c. §
523(a)(2)(A), and argued that the default judgment was entitled to collateral estoppel effect. The
Court, looking to state law on the preclusive effect of default judgments, found that the judgment
was entitled to such effect on the common law fraud grounds, but not as to the Ohio act. The Court
found that the elements of common law fraud in Ohio--a false representation, reasonable reliance
and injury--were such that there was an express adjudication of the issue involved in the fraud
exception to discharge. However, the Ohio Consumer Sales Practices Act merely proscribes certain
unfair or deceptive acts. It required neither a showing of reasonable reliance nor proximate cause,
and thus did not relate to and would not support summary judgment for the fraud made
nondischargeable under section 523(a)(2)(A).
B.

Plan Confirmation
1. Property Valuation, including "Lien Stripping"

In Associates Commercial Corp. v. Rash, _ _ U.S.__, 117 S. Ct. 1879, 138 L. Ed.2d 148
(1997), the U.S. Supreme Court resolved a conflict among the circuits regarding the appropriate
valuation of collateral for "cram down" purposes in a chapter 13. In 1989, Elray Rash bought a
tractor truck for $73,700. He made a down payment and agreed to pay the balance over 60 months
and pledged the truck as collateral for that unpaid balance. The seller assigned the loan and lien to
Associates Commercial Corporation ("Associates"). In March 1992 Rash and his wife filed a
petition and repayment plan under chapter 13. At that time, the balance due on the truck was
approximately $41,000. Pursuant to 11 U.S.C. §506(a), the lender's claim was secured only to the
extent of the value of the collateral. In order to have their plan confirmed, the Rashes had to (a) gain
the secured creditor's acceptance of the plan; (b) surrender the collateral; or (c) invoke the cram
down power. In a cram down, the debtor keeps the property over the objection of the creditor, with
the creditor retaining the lien and the debtor paying to that creditor the present value of the allowed
secured claim over the life of the plan. The allowed secured claim is the present value of the
collateral, and the source of the dispute in this case.

The Rashes proposed a plan valuing the truck at $28,500 and Associates objected, arguing
that it should be deemed an allowed claim for the full $41,000. The Rashes argued that the proper
valuation is the net amount that Associates would realize if it repossessed and sold the truck, which
its expert estimated to be approximately $31,000. Associates argued that the proper valuation was
the amount that the Rashes would have to pay to purchase a similar vehicle, which its expert
estimated to be $41,000.
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The bankruptcy court agreed with the Rashes and approved the plan based on the lower
"foreclosure value" amount. The district court affirmed. A panel of the Fifth Circuit reversed but,
on rehearing en bane, then affirmed the district court. The Fifth Circuit held that a higher
replacement value standard would result in the creditor's receipt of an amount in excess of what it
would realize pursuing its state court remedies. The U.S. Supreme Court, in a decision by Justice
Ginsburg, noted that, in contrast to the Fifth Circuit's foreclosure value approach, some circuits had
followed a replacement value approach and others had held that a bankruptcy court has discretion
to value property at the mid-point between foreclosure and replacement value. The Court granted
certiorari in order to resolve the conflict. It reversed the Fifth Circuit, holding that the proper
measure of value is the replacement value (i.e. fair market value, not the cost of a new replacement
item). The Court noted that §506(a) requires valuation "in light of the purpose of the valuation and
of the proposed disposition or use of such property ..." It held that this dictated a valuation based
upon the debtor's choice to retain and use the property - - the debtor derived value from the collateral
equal to its replacement value. The Court concluded that "the value of property retained because the
debtor has exercised the §1325(a)(5)(B) 'cram down' option is the cost the debtor would incur to
obtain a like asset for the same 'proposed ... use'." Id at 1886.
Property valuation also plays an important role in determining the extent to which a creditor
is able to protect its real estate mortgage when the debtor files for bankruptcy protection. Based on
the valuation, the debtor may be able to avoid the creditor's interest by "stripping" the creditor's lien.
Lien stripping continues to be an area of interest to lenders. Kentucky debtors were recently
successful in stripping away a second mortgage-holder's claim and leaving the creditor without
recourse for the debt, in In re Courtney, an unpublished decision by the Hon. Joe Lee, No. 96-5116
(Bankr. E.D. Ky. Oct. 9, 1997). The Bankruptcy Code provides that a creditor's claim is secured to
the extent of the value of the collateral for such claim. 11 U.S.C. § 506(a). If the value of the
collateral is less than the indebtedness, the balance of the creditor's claim is treated as unsecured.
Thus, based on the value of the property at issue, debtors have attempted to "strip" away and avoid
paying all or portions of a creditor's secured claim.
The Supreme Court ofthe United States has twice addressed the issue of"lien stripping" with
respect to consensual mortgage liens. Briefly, in Dewsnup v. Timm, 502 U.S. 410, 112 S. Ct. 773,
116 L.Ed.2d 903 (1992), the Court held that a chapter 7 debtor could not "strip down" a mortgagee's
lien to the judicially determined value of the collateral. In Nobelman v. Am. Savings Bank, 508 U.S.
324, 113 S. Ct. 2196, 124 L.Ed.2d 228 (1993), a chapter 13 debtor attempted to separate the secured
and unsecured portions of a home mortgage and reduce the mortgage on the residence to the lower
amount reflected by its fair market value. Nobelman resolved a split of authority among the courts
of appeal, and held that it would not allow the debtor to split secured creditors' claims based on the
property valuation and thereby modify the creditors' rights as reflected in the mortgage instrument.
These decisions, however, did not purport to resolve the issue of lien stripping in all contexts.
In In re Courtney, the bankruptcy court discussed lien stripping in the context of wholly
unsecured claims. The debtors filed a chapter 7 petition listing two mortgages as encumbrances on
their residence. They estimated the value of their residence as $60,000 and claimed a $10,000
exemption in the property. Courtney at *1. This was the only evidence in the record as to the value
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of the property. Id at n.3. The debtors filed a statement of intent to retain the residence by
reaffirming with the first mortgage-holder and avoiding the lien of the second. The first mortgageholder filed a secured claim for just over $60,000. After the second mortgage-holder also filed a
secured claim for approximately $12,000, the chapter 7 trustee filed a notice of abandonment of the
estate's property, including the residence. Id 'at *2. The Debtors had not objected to the second
mortgage-holder's claim. However, they did not move to avoid the lien of the second mortgageholder under 11 U.S.C. § 506(d). The motions was overruled based on Dewsnup because the
creditor's claim was, at that point, still deemed secured and had been fully allowed. Id at *3.
After an order of discharge was entered, the debtors did object to allowance of the second
mortgage-holder's claim. They argued that, based on the fair market value of the residence, the
claim should be unsecured because there was no equity to which it could attach. Id Judge Lee
found that the value of the second mortgage-holder's claim secured by a lien on property in which
the estate had an interest was zero. Id at *5. Thus, the claim was completely "underwater" and
totally unsecured. Id at *6. Judge Lee reconciled this ruling with Dewsnup by noting that it stated
that liens pass through bankruptcy unaffected where the claim is deemed "allowed" and secured by
a lien with recourse to the underlying collateral. The Court held the second mortgage-holder's claim
was not enforceable against the debtors' residence, but would be allowed as an unsecured claim.
However, because of the debtors' discharge, the second mortgage-holder was barred from collecting
its claim as a personal liability of the debtors. Id at *9.
Finally, valuation plays an important role in determining a debtor's solvency. In In re Trans
World Airlines, 134 F.3d 188 (3d Cir. 1998), Chapter 11 debtor TWA sought to recover a prepetition
deposit made to stay enforcement of a judgment as a preferential transfer. The issue before the court
was whether TWA was solvent on the date of the deposit. .The debtor's solvency depended on the
method used to value its assets and liabilities, either fair market value or face value. The Third
Circuit agreed with the bankruptcy court that the debtor was insolvent on the date of the deposit.
Because liquidation was not clearly imminent, the court found that a "fair valuation" was achieved
by using a going concern basis. In valuing the assets, the court noted that the amount that can be
realized from their sale is a function of the time period over which they must be sold. A fair
valuation of assets contemplates a conversion of assets into cash during a reasonable period of time.
The court found that a reasonable time should be an estimate ofthe time that a typical creditor would
find optimal, in this case 12 to 18 months. Lastly, the court addressed whether the debtor's liabilities
should be measured at face value or market value. It found that a fair valuation of TWA's debt was
its face value under a going concern analysis.
2. New Value and Absolute Priority Rule
The Seventh Circuit Court of Appeals recently followed the Ninth Circuit by concluding, in
a single asset real estate case, that a "new value corollary" to the absolute priority rule still exists.
The absolute priority rule provides generally that the members of one class of creditors cannot be
paid until claims of a senior objecting class have been paid. "[A] dissenting class of unsecured
creditors must be provided for in full before any junior classes can receive or retain any property
under a reorganization plan." Norwest Bank Worthington. v. Ahlers, 485 U.S. 197,202, 108 S.Ct.
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963, 966, 99 L.Ed.2d 169 (1988) (internal quotations and brackets omitted). Thus, ordinarily, if
unsecured creditors are not being paid in full, equity owners cannot retain their interest. The "new
value corollary" to this rule provides that the equity owners can retain their interest ifthey contribute
new and "reasonably equivalent" value in the form of money or "money's worth." There has been
considerable discussion in the case law about whether this exception to the absolute priority rule still
exists. The Sixth Circuit has impliedly acknowledged the new value corollary. In re Us. Truck,
800 F.2d 581, 588 (6 th Cir. 1986).
The Seventh Circuit confirms its recognition of the new value corollary in Matter 0/203 N
LaSalle Street Partnership, 126 F.3d 955 (7 th Cir. 1997). LaSalle is a limited partnership which
owns certain office space encumbered by a lien in favor of Bank of America. LaSalle owed Bank
of America over $93 million, secured by a non-recourse mortgage. Bank of America was
significantly undersecured and elected to split its claim, to be treated as a secured claim and an
unsecured claim under 11 U.S.C. § 1111(b). Over the Bank of America's objection, the bankruptcy
court approved a plan which paid Bank of America's secur~d claim valued at $55.8 million over the
course of a seven to ten year plan period, amortized over thirty years. If the property were sold or
refinanced, the secured claim would be paid and any additional amounts would be applied towards
Bank of America's over $38 million unsecured claim. The debtor's partners were permitted to retain
their interest during this period of time in exchange for contribution of new capital in the amount
of $3 million at the time of confirmation and five annual installments of $625,000. In exchange, the
partners deferred or saved the immediate tax recapture in the amount of $38 million and they
retained an interest in property in the event that it increased over the term of the plan. The
bankruptcy court also confirmed the plan notwithstanding Bank of America's argument that the plan
was not feasible because the debtor's own projections anticipated cash flow shortfalls in years seven
and eight of the plan.
3. Debtor Redemption Rights
A recent Sixth Circuit Bankruptcy Appellate Panel decision addressed the debtor's
redemption rights in a vehicle. In In re Elliott, 214 B.R. 148 (6 th Cir. BAP 1997), the BAP held that
an automobile which had been repossessed by a secured creditor prior to the bankruptcy filing
continued to be property of the bankruptcy estate where the repossessed property had not been sold,
and the debtors' rights of redemption extinguished, prior to the date of bankruptcy. The Court
denied the secured creditor relief from stay in a chapter. 13 case even though the car had been
repossessed prior to the bankruptcy filing and the bank had obtained a repossession title for purposes
of selling the vehicle at public auction. Under Ohio law, the debtor's statutory redemption rights
were not extinguished until the repossessed collateral was sold. Kentucky law has similar
provisions. KRS 355.9-506. The Sixth Circuit BAP recognized the bankruptcy court's ability to
determine whether the right of redemption continued to exist as an equitable interest which was
"property of the estate" under the Bankruptcy Code. The Court denied the bank relief from the stay
and allowed the debtor to cure the defaults, obtain possession of the vehicle from the bank, and pay
the bank over time under the chapter 13 plan. Elliott reminds creditors with secured claims that,
even if collateral has been repossessed and the bank has possession of the property, an order of relief
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from the stay should be sought from the bankruptcy court prior to the secured creditor taking any
steps involving the collateral. Otherwise, a risk of a stay violation exists for the lender.
4. ·Set Off
In In re ContinentalAirlines, 134 F.3d 536 (3d Cir. 1998), after chapter 11 plans submitted
by Continental Airlines and its affiliates had been confirmed, the US. government moved to set off
its claim against funds owed to Continental and deposited with the court pursuant to umelated
litigation. Pursuant to the confirmed plans, various federal agencies were to be treated as general
unsecured creditors and recover a small percentage of their total claims. In separate litigation, the
government had been ordered to return money it had wrongfully withheld from several airlines,
including $4.8 million to Continental which it deposited with the bankruptcy court. The Third Circuit
affirmed the ruling that the government's set-off rights, if any, were extinguished by confirmation
of the plan. In doing so, the court distinguished Citizens Bank ofMaryland v. Strumpf, 516 U.S.16
(1995), and followed instead its earlier decision in United States v. Norton, 717 F.2d 767 (3d Cir.
1983) (holding that a creditor's withholding of funds subject to a set-off violated the automatic stay
and adopting the view that set-off is not permitted after confirmation of the plan). Comparing the
funds deposited with the court to the res of a trust, the court found that the government's set-off
rights were affected by confirmation of the plan because the government no longer retained an
interest in them.
C.

Security Interests
1. Purchase Money Security Interests

In Fidelity Fin. Serv., Inc. v. Fink, _US._, 118 S. Ct. 651, 139 L. Ed.2d 571 (1998), the
U.S. Supreme Court permitted a chapter 13 debtor to avoid a purchase money security interest in a
vehicle as a result of the creditor's delay in perfecting the lien. 11 US.c. § 547 prohibits the trustee
from avoiding otherwise preferential transfers to the extent they result from a contemporaneous
exchange for new value, and to the extent that a security interest is perfected within twenty days of
the debtor taking possession of the collateral. Under 11 US.c. § 547(c)(3)(B), a bankruptcy trustee
(or chapter 13 debtor) may not avoid a purchase money security interest if, among other things, that
security interest is "perfected on or before twenty days after the debtor receives possession of such
property." In Fidelity the creditor perfected its security interest more than twenty days after the
debtor's receipt ofthe property but within a relation-back or grace period provided by state law. The
Court held that the perfection was not timely and permitted the avoidance of the lien.
In 1994, Diane Beasley purchased an automobile and gave Fidelity Financial Services Inc.
("Fidelity") a promissory note for the price, secured by the vehicle. Twenty-one days later, Fidelity
mailed the application necessary to perfect its security interest, addressed to the Missouri
Department of Revenue. Two months later, Beasley filed a chapter 7 proceeding. After that
proceeding was converted to a chapter 13, Richard Fink, the trustee of the bankruptcy estate, moved
to set aside Fidelity's security interest as an avoidable preference because Fidelity had failed to
protect that interest within 20 days after Beasley's receipt of the car. Fidelity argued that the
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applicable state law - - that of Missouri - - treated a lien on a motor vehicle as having been perfected
on the date of its creation if the debtor filed the necessary documents within 30 days after the debtor
takes possession.
The bankruptcy court held that the lien was an avoidable preference, concluding that
Missouri's relation back provision could not extend the twenty-day perfection period imposed by
§ 547(c)(3)(B). The district court and the Eighth Circuit each affirmed, with the latter holding that
a transfer is perfected "when the transferee takes the last step required by state law to perfect its
security interest." Fidelity Fin. Serv v. Fink, 102 F.3d 334,335 (8 th Cir. 1996) (internal quotation
marks omitted), ajJ'd, 118 S. Ct. 651 (1998). The U.S. Supreme Court noted that it granted certiorari
in order to resolve a conflict among the circuits over the question of when a transfer was perfected.
In an opinion by Justice Souter, the Court affirmed the Eighth Circuit.
Although the creditor lost in Fidelity based upon the federal twenty day period, a Kentucky
creditor recently succeeded, based on that federal period. In In re Smallwood, 204 B.R. 519 (Bankr.
E.D. Ky. 1997), the bankruptcy trustee filed a complaint seeking to avoid the bank's lien on the
debtors' automobile as a preferential transfer. The bank filed its lien sixteen days after debtors
purchased and took possession of the vehicle. Thirty-one days after the bank perfected its lien,
debtors filed for bankruptcy. The trustee claimed that the bank's lien was perfected outside the 10day relation back period provided by state statute. KRS 186A.195(5). The Court concluded that
federal law prevailed in determining the time of perfection and that the bank's lien was not
avoidable.
2. Other Security Interests
The bankruptcy court ofthe Eastern District of Kentucy has also recently addressed the scope
of a security interest in "general intangibles" as it relates to the right to a refund of unearned
insurance premiums. In In re MegaMarket ofLexington, Inc., 207 B.R. 527 (Bankr. E.D. Ky. 1997),
the chapter 7 trustee filed a notice of abandonment of the estate's interest in certain bank accounts,
on the ground that the accounts were over-encumbered by the consensual lien of an entity now
known as Fleming Companies, Inc., the statutory liens of wage claimants and a tax lien. The debtor
objected, challenging the validity of Fleming's security interest.
The debtor had executed a loan and security agreement in which it gave to Fleming's
predecessor a security interest in then-owned or after-acquired property including "general
intangibles" and proceeds. Approximately one month post petition, the debtor's insurance carrier
paid the debtor approximately $80,000 which was a refund of unearned premiums on two workers
compensation insurance policies. Both policies terminated prior to the bankruptcy filing. The court,
in an opinion by Judge Lee, concluded that the debtor had a right to the refund prior to the
commencement ofthe case but had received the money after commencement. The court concluded
that the refund constituted "proceeds" of the collateral, and "proceeds" as used in § 552(b) "is not
limited to the technical definition of that term in the u.C.C., but covers any property into which
property subject to the security interest is converted." Id. at 532 (quoting legislative history). The
court found that a prepaid insurance account is a current asset, is "easily convertible to cash upon
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expiration or cancellation of the policy." The court concluded that a prepaid insurance account is
a "chose in action" which falls under the category of a "general intangible." The court noted that
Fleming had a properly perfected security interest in the debtor's intangibles, the policies expired
or were canceled prior to the bankruptcy, making the right to receive the refund property which the
debtor acquired prepetition, and the refund itself proceeds of the collateral.
D.

Secured Claims Issues

A recent Sixth Circuit Court ofAppeals BAP decision discussed the claims ofan oversecured
creditor where the debtor objected to substantial portions of the attorney fee and other components
of the secured claim. In Re BrunswickApartments a/Trumbull County, Ltd., 215 B.R. 520 (6 th Cir.
BAP 1998). 11 U.S.C § 506(b) is the provision by which oversecured creditors are entitled to
interest and the "reasonable" charges permitted by their loan documents. It provides as follows:
(b) to the extent that an allowed secured claim is secured by property
the value of which, after any recover under subsection (c) of this
section [trustee's ability to recover from property securing an allowed
secured claim the reasonable and necessary expenses ofpreserving or
disposing of the property], is greater than the amount of such claim,
there shall be allowed to the holder of such claim, interest on such
claim, and any reasonable fees, cost, or charges provided for under
the agreement under which such claim arose."
In Brunswick, the debtor executed a promissory note to Cardinal Industries Mortgage Company in
1989 in the amount of approximately $1.3 million. The note was later assigned to First Bank of
Ohio by the F.D.I.C. The debtor eventually defaulted, and filed its chapter 11 petition. It was
apparently undisputed that the bank was oversecured, which entitled it to interest, attorney fees and
other costs. The debtor and the bank disputed the proper amount of those charges. The bankruptcy
court fixed the bank's secured claim in the amount of approximately $1.3 million, disallowing a
service charge claimed by the bank, a significant portion of the bank's attorney fee claim, and other
charges. The appellate panel affirmed, noting the significant deference given the bankruptcy court's
determination regarding the "reasonableness standard" of § 506(b).
The note given by Brunswick provided for a 5% service charge to be levied on any
delinquent "installment" payment. The bank sought to include in its claim that 5% charge on
installments including the final payment due. That final payment was actually a "balloon" payment
on the matured principal balance, as opposed to a periodic installment payment under the note. The
bankruptcy court and BAP construed the loan document as permitting a service charge only on the
regular installments and not the final balloon. The bank also included in its claim the fees of its
principal counsel in the amount of approximately $63,000. The bankruptcy court allowed only
approximately $11,000 of this amount. The bankruptcy court noted that the claim included fees for
services to enforce a purported compromise which the Court found had never been reached. The
Court also found that the bank had filed a lengthy and detailed objection to a plan under which it was
not impaired, and had failed to pursue that objection at the actual hearing. The bankruptcy court
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found the bank's efforts to have been unnecessary to protect its interest, and the BAP agreed. The
bank had also included in its claim the fees of a consultant who sat on the bank's board and portions
of the regular salaries of the bank's in-house employees who spent time on the matter, all of which
was disallowed.
E.

Fraudulent Conveyances

In In re Taylor, 133 F.3d 1336 (10 th Cir. 1998), the Tenth Circuit found a fraudulent
conveyance in a debtor's pre-bankruptcy conversion of a jointly-held asset to an individually-held
asset. Here, Mr. and Mrs. Taylor traded a jointly-titled vehicle for a vehicle which was titled only
in Mrs. Taylor's name. Mr. Taylor filed a ban,kruptcy proceeding approximately two weeks later.
The Court held that the trustee was entitled to judgment against Mrs. Taylor for one-half ofthe value
of the Taylors' interest in the vehicle that was traded pre-petition. The Court also held that the
debtor concealed the transfer by not identifying the trade.
Continued development has occurred with respect to the issue of a bankruptcy trustee's
ability to recover debtors' pre-petition transfers to churches. 11 U.S.c. § 548 provides that a trustee
may avoid, or recover, certain pre-bankruptcy transfers for which the debtor received less than
"reasonably equivalent value." In In re Young, 82 F.3d 1407 (8 th Cir. 1996), the Eighth Circuit held
that a bankruptcy court could not recover funds that the debtors had tithed to their church. The
appellate court agreed that the transfers would ordinarily be avoidable transfers but concluded that
permitting the recovery of the money would violate the Religious Freedom Restoration Act, as a
substantial burden on the debtor's free-exercise of religion without furthering a compelling
governmental interest. In 1997, the U.S. Supreme Court vacated and remanded Young in light of
its decision in City ofBoerne v. Flores, __ U.S. _ _,117 S.Ct. 2157 (1997), reversing a Fifth
Circuit decision that RFRA is constitutional. See Christians v. Crystal Evangelical Free Church,
_, U.S. _, 117 S. Ct. 2502, 13 8 L. Ed.2d 1007 (1997).
F.

Jurisdiction Issues

The United States Supreme Court's 1996 decisioI) regarding a gaming issue for a Native
American tribe continues to have an impact on bankruptcy law. See Seminole Tribe ofFlorida v.
Florida, 517 U.S. 44, 116 S. Ct. 114, 134 L. Ed.2d 252 (1996). In Seminole Tribes the Court held
that Congress could not abrogate states' Eleventh Amendment immunity except under the Fourteenth
Amendment. The Third Circuit Court of Appeals recently concluded that 11 U.S.C. § 106, which
purports to abrogate sovereign immunity in bankruptcy proceedings, is unconstitutional. See In re
Sacred Heart Hospital of Norristown, 133 F.3d 237 (3d Cir. 1998). The Honorable William
Howard, of the Bankruptcy Court for the Eastern District of Kentucky, has held similarly in In re
Tri-City Turf Club, 203 B.R. 617 (Bankr. E.D. Ky. 1996).
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G.

Reaffirmation

Bankruptcy courts throughout the country continue to look at reaffirmation agreements in
Chapter 7 cases and the practices surrounding them. Much of their effort is directed against Sears.
A California bankruptcy court found that Sears engaged in the unauthorized practice of law by
sending a non-lawyer account representative to negotiate a reaffirmation agreement with an
unrepresented couple. A New York bankruptcy judge reviewed all the reaffirmation agreements
filed in his court in 1997 to which Sears was a party. In 30 cases he required the debtor's attorneys
to explain why the agreements were in the debtors' best interests. He sanctioned counsel in one case
for failing to adequately counsel the debtors. Sears has been sanctioned for obtaining reaffirmation
agreements, deliberately not submitting them to the court, but enforcing them anyway. In re
Latanowich, 207 B.R. 326 (Bankr. Mass. 1997). In addition to the sanction, the court reported the
matter to the U.S. Attorney for potential criminal investigation.
H.

Miscellaneous Cases of Interest

The bankruptcy court for the Western District of Kentucky recently sanctioned a creditor for
filing a criminal complaint for the purpose of collecting a discharged debt. In re Brown (Brown v.
Foley), 213 B.R. 317 (Bankr. W.D. Ky., 1997). In 1995, Everett F. Brown closed his vehicle parts
business and turned over the inventory to the seller who had financed the acquisition of the business.
In early 1996, he filed for bankruptcy protection. Brown listed one of his suppliers, Southern
Kentucky Rebuilders, Inc., as a creditor. The supplier's principal, Mike Foley, acknowledged receipt
of the bankruptcy notice but did not otherwise participate in the bankruptcy proceeding.
After receiving Brown's bankruptcy notice, Foley filed a criminal complaint against Brown,
resulting in a grand jury indictment of Brown on May 24, 1996, for felony theft by failure to make
required disposition. On June 6, 1996, he received his bankruptcy discharge. On June 20, 1996, he
was arrested on the theft charge. Brown's counsel inquired of the Commonwealth Attorney about
Foley's intent in bringing the complaint and Foley's subsequent correspondence with the
Commonwealth's Attorney indicated that Foley had no objection to deferring the charges ifhe was
paid the money owed.
Brown then filed an adversary proceeding seeking to enjoin further criminal proceedings and
be awarded damages for violation ofthe discharge injunction and the automatic stay. The Honorable
David T. Stosberg immediately enjoined Foley and the Commonwealth Attorney from pursuing the
criminal proceedings, which the Commonwealth Attorney then dismissed with prejudice. Foley
defended the damages complaint on the grounds that he acted solely as agent for his corporation and
that the goods disposed of by Brown were held on "consignment." The court concluded that the
transaction did not exhibit characteristics of a consignment, that Foley's conduct would not be
excused by "allowing him to belatedly hide behind a rather thin corporate veil," that Foley had not
bothered to investigate the closing ofthe business and the disposition of the property and that he was
unremorseful regarding his actions. The court further noted Foley's willingness to accept the money
and defer the criminal prosecution as evidence of his true motive for seeking the indictment - - to
collect the debt. The Court awarded Brown compensatory damages in the amount of approximately
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$3,500 and held "as a deterrent, we award Brown punitive damages in the amount of $6,300, which
is triple the amount which Foley sought to recover from Brown through the criminal proceeding."
Id. at 321.
In In re Miller, 215 B.R. 970 (Bankr. E.D. Ky. 1997), a chapter 13 bankruptcy, the debtor
brought an adversary proceeding to challenge various practices of the defendant check cashing
service, specifically a fee that it charged when the debtor's check was returned for insufficient funds.
The fee was charged as a renewal of the transaction for another two week period. The debtor
claimed that this fee violated both federal and state consumer credit disclosure requirements. The
check cashing service characterized the fee as a. service charge, and thus not required to be disclosed
as a finance charge. On a motion to dismiss, the court, in an opinion by Judge Howard, found that
the debtor's complaint stated a cause of action under both the federal Truth in Lending Act,
Regulation Z, and the Kentucky credit disclosure statute.
In In re Travel Professionals Int'l, 213 B.R. 669 (Bankr. E.D. Ky. 1997), the court, in
another opinion by Judge Howard, addressed its jurisdiction over estate counterclaims that are
otherwise not related to bankruptcy. Prior to the institution of this involuntary chapter 7 bankruptcy,
the bank brought a collection action in state court. The state court action was removed to an
adversary proceeding in the bankruptcy and the debtors filed lender liability counterclaims. In
deciding a motion for abstention, the Court found that it had jurisdiction to conduct a jury trial on
all the claims asserted in the action, given consent by the parties and a special designation by the
district court. The Court refused to abstain from hearing the action because it involved claims
litigation, noting that counterclaims may be the largest assets of an estate. For the same reason,
because the matter was a core proceeding involving claims litigation, the Court found that it was not
required to abstain under 28 U.S.C. § 1334(c)(2) (requiring abstention of state law causes of action
not arising under title 11).

III.

RECOMMENDATIONS OF NATIONAL BANKRUPTCY REVIEW COMMISSION
A.

Formation and Activities of the NBRC

The National Bankruptcy Review Commission ("Commission") issued its final report on
October 20, 1997. The approximately 1,300 page report is entitled Bankruptcy: The Next Twenty
Years, and includes 172 recommendations to Congress.
Although the Report makes
recommendations, it does not include draft legislation and there is not yet noticeable activity in
Congress with respect to all or a portion of the recommendation. This outline notes selected
recommendations which may be of the most interest to the banking community. The full text of the
recommendations is attached as an exhibit. The entire report is available on the Internet at
http://www.nrbc.gov. The section references below are to the recommendations themselves.
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B.

Business Bankruptcy Recommendations

The Commission recommends amendment or clarification of numerous aspects of the Code
with respect to partners and partnerships. Under the Commission's proposal, the bankruptcy court
would have the power to decide who is a partnership and determine rights among general partners.
Section 2.3.3. The Commission recommends that the estate should have a claim against a general
partner to the extent that he or she would be personally liable for a deficiency under applicable nonbankruptcy law, with the amount not being reduced on account of any right of contribution or
indemnity among the general partners. Section 2.3.4. The Court would also be able to order a
partner to provide the partnership estate with assurance of payment of, or indemnity for, any
deficiency recoverable from the general partner, or order him not to incur obligations or transfer
property. Section 2.3.5.
The Commission recommends that 11 U.S.C. § 558 be amended to provide that, except in
certain specified circumstances, prepetition waivers, restrictions and conditions or other
modifications of a debtor's rights are unenforceable. Section 2.4.5.
The Commission proposes that 11 U.S.C § 1129(b)(2)(B)(ii) should be amended to provide
that the Court may find that a plan is fair and equitable (which is a confirmation requirement) even
though it permits members of a junior class of claims or interests to purchase new interest in the
reorganized debtor. However, under these circumstances, "a party in interest could request that the
court terminate the period in which the debtor has the exclusive right to propose a plan if the debtor
moves to confirm a non-consensual plan.
The Commission proposes a new category of debtors to be known as a "small business
debtor." This would be any chapter 11 debtor which has aggregate non-contingent liquidated
secured and unsecured debts as of the petition date or order for relief in the amount of $5 million or
less and any single asset real estate debtor as defined in 11 U.S.C. § 101(51b), regardless of the
amount of such debtor's liability.2 These debtors would be subject to a streamlined reorganization
process. This proposal would require debtors in small business chapter 11 cases to file a plan within
90 days and require confirmation within 150 days except as otherwise permitted. Section 2.5.5. The
Commission also recommend expanding the grounds for appointment of a chapter 11 trustee. Under
the recommendation, a trustee could be appointed for reasons including substantial or continuing loss
to the estate, failure to maintain insurance, and failure to comply with orders of the court. Section
2.5.9.

2The Commission recommends eliminating the $4 million debt ceiling from the definition
of "single asset real estate" debtor. Section 6.2.1
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C.

Consumer Bankruptcy Recommendations

The consumer bankruptcy recommendations which will probably be of primary interest to
lenders include recommendations regarding the increased standardization of exemptions, the use of
reaffirmation agreements, credit card debt discharge and chapter 13 plan requirements and
valuations.
First, the Commission proposes the elimination of state's ability to "opt out" of the federal
exemptions scheme. At this time, 11 U.S.C § 522(d) lists the type and amount of value ofproperty
that a debtor can claim exempt under the federal bankruptcy law. However, states are permitted to
"opt out," in which case the debtor may claim exemptions in property only pursuant to the state's
exemption scheme. Kentucky is one of many states which has opted out. See KRS 427.170. The
federal exemption scheme is generally more favorable to the debtor than is Kentucky's. For
example, the federal homestead exemption at present is $15,000. 11 U.S.C § 522(d)(I). Kentucky's
homestead exemption is $5,000. KRS 427.080. The Commission then recommends that the debtor
be able to exempt an interest in real property used as a principal residence in the amount determined
by the law of the state in which the debtor resides, but no event should that interest be less than
$20,000 no more than $100,000. All exemptions except the homestead exemption would apply
separately to each debtor in a joint case - - i.e. depending on the state of residence, a married couple
in a bankruptcy proceeding would be able to claim at least $20,000 homestead exemption. See
Section 1.2.3.
With respect to property of the estate not exempted by other provisions, the Commission
recommends that the debtor be permitted to retain up to $20,000 in value in any form. The debtor
who claims no homestead exemption would be permitted to exempt an additional $15,000 of
property in any form. Section 1.2.3.
The Commission recommends that 11 U.S.C § 524(c) be amended to propose additional
requirements for reaffirmation agreements. The Commission recommends that reaffirmation be
permitted with court approval, ifthe amount of debt the debtor seeks to reaffirm does not exceed the
allowed secured claim, the lien is not avoidable, no attorney fees cost or expenses have been added
to the principal amount of the debt being reaffirmed and the reaffirmation meets other requirements.
The Commission recommends an amendment of § 524(d) to provide that an actual hearing is not
required only when the debtor was represented by counsel in negotiations on the agreement, the
counsel signs an affidavit making required representations and no one has requested a judicial
valuation ofthe collateral which is the subject of the agreement. The court could still hold a hearing
in its discretion and the court's approval of the agreement would signify its determination that the
agreement is in the best interest of the debtor and the debtor's dependants and does not impose on
due hardship on them. The Commission also ,recommends adding an additional subsection of 11
U.S.C. § 524 which will require the court to award costs, attorney fees and treble damages against
a creditor who seeks to collect a debt which has been discharged and is not reaffirmed. Section
1.3.2.
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The Commission recommends amending 11 U.S.c. § 522(f) to provide that a creditor
claiming a purchase money security interest in exempt property held for personal or household use
of the debtor or a dependant of the debtor must petition the bankruptcy court for continued
recognition of the security interest and the court must hold a hearing to value each item covered by
the petition. If the value of the item is less than $500, the petition will not be granted. If the value
is $500 or greater the security interest would be recognized and treated as a secured loan in Chapter
7 or Chapter 13 matter. Section 1.3.4
The Commission recommends that the code be amended to provide that, except for credit
card debts excepted from discharge under § 523(a)(2)(B) (for materially false written statements
respecting the debtor's financial condition) and § 523(a)(14) (debts incurred to pay nondischargeable taxes to the United States), debts incurred on a credit card that did not exceed the
debtor's credit limit would be dischargeable unless incurred with 30 days before the order for relief.
The Commission further recommends repealing § 523(a)(8) to make student loans once again
dischargeable. Section 1.4.5. The Commission further recommends that creditors who do not
receive notice of a bankruptcy get an extension oftime in order to object to or seek revocation of a
discharge. Section 1.4.8.
The Commission recommends that § 1322(b)(2) be amended to provide that the rights of a
holder of a claim secured only by a junior lien on real estate that is the debtor's principal residence
may not be modified to reduce the secured claim to less than the appraised value of the property at
the time that security interest was given. The Commission also proposes that the creditor's claim
secured by personal property be determined by the property's wholesale value, and a claim secured
by real property be determined by that real property's fair market value less the hypothetical cost of
sale. Section 1.5.2.
The Commission proposes payments on unsecured debt be determined by guidelines based
upon the debtor's income, without being less than the value of what the creditors would receive in
a chapter 7. Section 1.5.4. The Commission also proposes some additional restrictions on multiple
filings, Section 1.5.5.
D.

Administrative Recommendations

The Commission recommended establishment of a national consumer filing system which
would identify bankruptcy filings with the debtors' social security numbers or other identifying
numbers. Section 1.1.1. The Commission also recommends the increased use of random audits of
debtors' schedules. Section 1.1.2.
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RECOMMENDATIONS
TO CONGRESS

Chapter 1: Consumer Bankruptcy - System Administration

1.1.1

National Filing System
A national filing system should be established and maintained that
would identify bankruptcy filings using social security numbers or
other unique identifying numbers.

1.1.2

Heightened Requirementsfor Accurate Information
The Bankruptcy Code should direct trustees to perform random audits
of debtors' schedules to verify the accuracy of the information listed.
Cases would be selected for audit according to guidelines developed by
the Executive Office for United States Trustees.

1.1.3

False Claims
Courts should be authorized to order creditors who file and fail to
correct materially false claims in bankruptcy to pay costs and the
debtors' attorneys' fees involved in correcting the claim. If a creditor
knowingly filed a false claim, the court could impose appropriate
additional sanctions.
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1.1.4

Rule 9011
The Commission endorses the amended Rule 9011 of the Federal Rules
of Bankruptcy Procedure, to become effective on December 1, 1997,
which will make an attorney's presentation to the court of any petition,
pleading, written motion, or other paper a certification that the
attorney made a reasonable inquiry into the accuracy of that
information, and thus will help ensure that attorneys take
responsibility for the information that they and their clients provide.

1.1.5

Financial Education
All debtors in both Chapter 7 and in Chapter 13 should have the
opportunity to participate in a financial education program.

Chapter 1: Consumer Bankruptcy - Property Exemptions
1.2.1

Elimination of Opt Out
A consumer debtor who has filed a petition for relief under the
Bankruptcy Code should be allowed to exempt property as provided
in section 522 of the Code. Subsection (b)(I) and (2) of section 522
should be repealed.

1.2.2

Homestead Property
The debtor should be able to exempt the debtor's aggregate interest as
a fee owner, a joint tenant, or a tenant by the entirety, in real property
or personal property that the debtor or a dependent of the debtor uses
as a residence in the amount determined by the laws of the state in
which the debtor resides, but not less than $20,000 and not more than
$100,000. Subsection (m) of section 522 should be revised to reflect
that all exemptions except for the homestead exemption shall apply
separately to each debtor in a joint case.

1.2.3

Nonhomestead Lump Sum Exemption
With respect to property of the estate not othenvise exempt by other
provisions, a debtor should be permitted to retain up to S20,000 in
value in any form. A debtor who claims no homestead exemption
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should be permitted to exempt an additional $15,000 of property in
any form.
1.2.4

All professionally-prescribed medical devices and health aids necessary
for the health and maintenance of the debtor or a dependent of the
debtor should be exempt.

1.2.5

Rights to Receive Benefits and Payments
All funds held directly or indirectly in a trust that is exempt from
federal income tax pursuant to sections 408 or 501(a) of the Internal
Revenue Code should be exempt.

1.2.6

Rights to Payments
Rights to receive future payments (e.g., social security benefits, life
insurance) should be exempt, and the debtor's right to receive an
award under a crime victim's reparations law or payment for a
personal bodily injury claim of the debtor or the debtor's dependent
should be exempt.

Chapter 1: Consumer Bankruptcy - Reaffirmation Agreements and
the Treatment of Secured Debt
1.3.1

11 u.s.c. § 524(c) should be amended to provide that a reaffirmation
agreement is permitted, with court approval, only if the amount of the
debt that the debtor seeks to reaffirm does not exceed the allowed
secured claim, the lien is not avoidable under the provisions of title 11,
no attorney fees, costs, or expenses have been added to the principal
amount of the debt to be reaffirmed, the motion for approval of the
agreement is accompanied by underlying contractual documents and
all related security agreements or liens, together with evidence of their
perfection, the debtor has provided all information requested in the
motion for approval of the agreement, and the agreement conforms
with all other requirements of subsection (c).
Section 524(d) should be amended to delineate the circumstances
under which a hearing is not required as a prerequisite to a court
approving an agreement of the kind specified in section 524(c): a
hearing will not be required when the debtor was represented by
counsel in negotiations on the agreement and the debtor's attorney has
signed the affidavit as provided in section 524 (c), and a party in
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interest has not requested a judicial valuation of the collateral that is
the subject of the agreement. if one or more of the foregoing
requirements is not met, or in the court's discretion, the court shall
conduct a hearing to determine whether an agreement that meets all
of the requirements of subsection (c) should be approved. Court
approval of an agreement signifies that the court has determined that
the agreement is in the best interest of the debtor and the debtor's
dependents and does not impose undue hardship on the debtor and the
debtor's dependents in light of the debtor's income and expenses.
The Commission recommends that the Advisory Committee on
Bankruptcy Rules of the Judicial Conference prescribe a form motion
for approval of reaffirmation agreements that contains information
enabling the court and the parties to determine the propriety of the
agreement. Approval of the motion would not entail a separate order
of the court.
1.3.2

An additional subsection should be added to section 524 to provide
that the court shall grant judgment in favor of an individual who has
received a discharge under section 727, 1141, 1228, or 1328 ofthis title
for costs and attorneys fees, plus treble damages, from a creditor who
threatens, files suit, or otherwise seeks to collect any debt that was
discharged in bankruptcy and was not the subject of an agreement in
accordance with subsections (c) and (d) of section 524.

1.3.3

No Ride-Through
Section 521(2) should be amended to clarify that a debtor with
consumer debts that are secured, as determined by the provisions of
title 11, by property of the estate must redeem the property or obtain
court approval of an agreement under section 524(c) oftitle 11 in order
to retain the property postdischarge, except for a security interest in
real or personal property that is the debtor's principal residence.

1.3.4

Security Interests in Household Goods
Household Goods Worth Less Than $500
Section 522(t) should provide that a creditor claiming a purchase
money security interest in exempt property held for personal or
household use ofthe debtor or a dependent of the debtor in household
furnishings, wearing apparel, appliances, books, animals, crops,
musical instruments, jewelry, implements, professional books, tools of
the trade or professionally prescribed health aids for the debtor or a
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member of the debtor's household must petition the bankruptcy court
for continued recognition of the security interest. The court ~hall hold
a hearing to value each item covered by the creditor's petition. If the
value of the item is less than $500, the petition shall not be granted; if
the value is $500 or greater, the security interest would be recognized
and treated as a secured loan in Chapter 7 or Chapter 13.

1.3.5

Characterization ofRent-to-Own Transactions
Consumer rent-to-own transactions should be characterized in
bankruptcy as installment sales contracts.

Chapter 1: Consumer Bankruptcy - Discharge, Exceptions to
Discharge and Objections to Discharge
1.4.1

Credit Card Debt
Except for credit card debts that are excepted from discharge under
section 523(a)(2)(B) (for materially false written statements respecting
the debtor's financial condition) and section 523(a)(14), (debts
incurred to pay nondischargeable taxes to the United States), debts
incurred on a credit card issued to the debtor that did not exceed the
debtor's credit limit should be dischargeable unless they were incurred
within 30 days before the order for relief under title 11.

1.4.2

Debts Incurred to Pay Nondiscltargeable Federal Tax Obligations
Section 523(a)(14) should remain unchanged to except from discharge
debts incurred for federal taxes that would be nondischargeable under
section 523(a)(I).

1.4.3

Criminal Restitution Orders
Section 523(a)(13) should be expanded to apply to all criminal
restitution orders.

1.4.4

Family Support Obligations
Sections 523(a)(5), (a)(15), and (a)(18) should be combined. The
revised 523(a)(5) should provide that all debts actually in the nature of
support, whether they have been denominated in a prior court order
as alimony, maintenance, support, property settlements, or othenvise,
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are nondischargeable. In addition, debts owed under state law to a
s,ate or municipality in the nature of support would be
nondischargeable in all chapters.

1.4.5

Dischargeability ofStudent Loans
Section 523(a)(8) should be repealed.

1.4.6

Issue Preclusive Effect of True Defaults
For complaints to establish nondischargeability on grounds set forth
in section 523(c), the Bankruptcy Code should clarify that issues that
were not actually litigated and necessary to a prior judgment shall not
be given preclusive effect.

1.4.7

Vicarious Liability
Section 523(c) should be amended such that intentional action by a
wrongdoer who is not the debtor cannot be imputed to the debtor.

1.4.8

Effect of Lack ofNotice on Time to Bring Objection to Discharge
Creditors that did not receive notice of a bankruptcy should get an
extension of time to file an objection to or seek revocation of a
discharge.

1.4.9

Settlement and Dismissal of Objections to Discharge
Section 727 should be amended to provide that (a) any complaint
objecting to discharge may be dismissed on motion of the plaintiff only
after giving notice to the United States trustee, the case trustee and all
creditors entitled to notice, advising them of an opportunity to
substitute as plaintiff in the action; (b) any motion to dismiss a
complaint objecting to discharge must be accompanied by an affidavit
of the moving party disclosing all consideration given or promised to
be given by the debtor in connection with dismissal of the complaint;
and (c) if the debtor has given or promised to give consideration in
connection with dismissal of the complaint, the complaint may not be
dismissed unless the consideration benefits the estate generally.
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Chapter 1: Consumer Bankruptcy - Chapter 13 Repayment Plans

1.5.1

Home Mortgages
A Chapter 13 plan could not modify obligations on first mortgages and
refmanced first mortgages, except to the extent currently permitted by
the Bankruptcy Code. Section 1322(b)(2) should be amended to
provide that the rights of a holder of a claim secured only by a junior
security interest in real property that is the debtor's principal
residence may not be modified to reduce the secured claim to less than
the appraised value ofthe property at the time the security interest was
made.

1.5.2

Valuation of Collateral
A creditor's secured claim in personal property should be determined
by the property's wholesale price.
A creditor's secured claim in real property should be determined by
the property's fair market value, minus hypothetical costs of sale.

1.5.3

Payments on secured debts that are subject to modification should be
spread over the life of the plan, according to fLud criteria for interest
rates.

1.5.4

Unsecured Debt
Payments on unsecured debt should be determined by guidelines based
on a graduated percentage of the debtor's income, subject to upward
adjustment to meet the section 1325(a)(4) requirement that creditors
receive at least the present value of whatever they would have received
in a Chapter 7. The trustee or an unsecured creditor should be
authorized to file an objection to any plan that deviates from the
guidelines, and a court would determine whether the deviation was
appropriate in light of all the circumstances.

1.5.5

Consequences ofIncomplete Payment Plans
The Bankruptcy Code should provide that a case under Chapter 13
that otherwise meets the standards for dismissal shall be converted to
Chapter 7 after notice and a hearing unless a party in interest objects
on the basis that the debtor had been granted a discharge in a Chapter
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7 case commenced within six years of the date on which the conversion
would take place, in which case the Chapter 13 case w:1I be dismissed.
In addition, the debtor may object to conversion without grounds, in
which case the Chapter 13 case will be dismissed. The standards for
modification, dismissal, and discharge in Chapter 13 would not
otherwise change.
Section 362 should be amended to provide that the filing of a petition
by an individual does not operate as a stay if the individual has filed
two or more petitions for relief under title 11 within six years of filing
the instant petition for relief and if the individual has been a debtor in
a bankruptcy case within 180 days prior to the instant petition for
relief. On the request of the debtor, after notice and a hearing, the
court may impose a stay for cause shown, subject to such conditions
and modifications as the court may impose.

1.5.6

In Rem Orders
Section 362 should be amended to provide that the filing of a petition
by an individual does not operate as a stay with respect to property of
the estate transferred by that individual to another individual who was
a debtor under title 11 within 180 days of the filing of the instant
petition, unless the court grants a stay with respect to such property
after notice and a hearing on request of the debtor.
After notice and a hearing, a bankruptcy court should be empowered
to issue in rem orders barring the application of a future automatic
stay to identified property of the estate for a period of up to six years
when a party could show that the debtor had transferred such real
property or leasehold interests or fractional shares of property or
leasehold interests to avoid creditor foreclosure or eviction. A
subsequent owner of the property or tenant of the leasehold who files
for bankruptcy (or the same owner or holder in a subsequent filing)
should be permitted to petition the bankruptcy court for the
imposition of a stay to protect property of the estate, which the court
would be required to grant to protect innocent parties who were not a
part of a scheme to transfer the property to hinder foreclosure or
eviction.

1.5.7

Retention oftlte

"Superdisclt~rge"

Congress should retain 11 U.S.c. § 1328(a), which permits a debtor
who completes all payments under the plan to discharge all debts
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provided for by the plan or disallowed under section 502 of title 11
except for those listed in section 1328(a)(I) - (3).
1.5.8

Debtors who choose Chapter 13 repayment plans should have their
bankruptcy fIlings reported differently from those who do not.
Debtors who complete voluntary debtor education programs should
have that fact noted on their credit reports.

1.5.9

Trustees should be encouraged to establish credit rehabilitation
programs to help provide better, cheaper access to credit for those who
participate in repayment plans.

Chapter 2: Treatment of Mass Future Claims in Bankruptcy
2.1.1

Definition ofJfass Future Claim
A definition of "mass future claim" should be added as a subset of the
definition of "claim" in 11 U.S.c. § 101(5). "Mass future claim"
should be defined as a claim arising out of a right to payment, or
equitable relief that gives rise to a right to payment that has or has not
accrued under nonbankruptcy law that is created by one or more acts
or omissions of the debtor if:
1) the act(s) or omission(s) occurred before or at the time of the order
for relief;
2) the act(s) or omission(s) may be sufficient to establish liability when
injuries ultimately are manifested;
3) at the time of the petition, the debtor has been subject to numerous
demands for payment for injuries or damages arising from such acts
or omissions and is likely to be subject to substantial future demands
for payment on similar grounds;
4) the holders ofsuch rights to payments are known or, if unknown, can
be identified or described with reasonable certainty; and
5) the amount of such liability is reasonably capable of estimation.
The definition of "claim" in section 101(5) should be amended to add
a defmition of "holder of a mass future claim," which would be an
entity that holds a mass future claim.
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2.1.2

Protecting tlte Interests ofHolders ofMass Future Claims
The Bankruptcy Code should provide that a party in interest may
petition the court for the appointment of a mass future claims
representative. When a plan includes a class or classes of mass future
claims, the Bankruptcy Code should authorize a court to order the
appointment ofa representative for each class of holders of mass future
claims. A mass future claims representative shall serve until further
order of the bankruptcy court.
The Bankruptcy Code should provide that a mass future claims
representative shall have the exclusive power to file a claim or claims
on behalf of the class of mass future claims (and to determine whether
or not to file a claim), to cast votes on behalf of the holders of mass
future claims and to exercise all of the powers of a committee
appointed pursuant to section 1102. However, a holder of a mass
future claim may elect to represent his, her, or its own interests and
may opt out of being represented by the mass future claims
representative.
The Bankruptcy Code should provide that prior to confirmation of a
plan of reorganization, the fees and expenses of a mass future claims
representative and his or her agents shall be administrative expenses
under section 503. Following the confirmation of a plan of
reorganization, and for so long as holders of mass future claims may
exist, any continuing fees and expenses of a mass future claims
representative and his or her agents shall be an expense of the fund
established for the compensation of mass future claims.
The Bankruptcy Code should provide that a mass future claims
representative shall serve until further orders of the bankruptcy court
declare otherwise, shall serve as a fiduciary for the holders of future
claims in such representative's class, and shall be subject to suit only in
the district where the representative was appointed.

2.1.3

Determination ofMass Future Claims
Section 502 should provide that the court may estimate mass future
claims and also may determine the amount of mass future claims prior
to confirmation of a plan for purposes of distribution as well as
allowance and voting. In addition, 28 U.S.c. § 157(b)(2)(B) should
specify that core proceedings include the estimation or determination
of the amount of mass future claims.
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2.1.4

Channeling Injunctions
Section 524 should authorize courts to issue channeling injunctions.

2.1.5

Plan Confirmation and Discharge; Successor Liability
Sections 363 and 1123 should provide that the trustee may dispose of
property free and clear of mass future claims when the trustee or plan
proponent has satisfied the requirements for treating mass future
claims. Upon approving the sale, the court could issue, and later
enforce, an injunction to preclude holders from suing a successor/good
faith purchaser.

Chapter 2: Transnational Insolvency
2.2.1

Adoption ofthe UNCITRAL Model Law for Cross-Border Insolvencies

2.2.2

Retention of provisions for additional relief

2.2.3

Amendment of title 28 to add jurisdiction over the Model Law
provisions

2.2.4

Conforming amendments to the definitions of foreign proceeding and
foreign representative in section 101(23)-(24)

2.2.5

Exclusion from the application of the Model Law of consumers
resident in the United States if their debts are within the limits for
Chapter 13

2.2.6

Recognition vel non of foreign tax claims to be left to evolving caselaw
and treaty negotiations

2.2.7

28 U.S.c. § 1410 should be amended to provide that the various bases
for venue may be used in the alternative as a matter of choice, i.e., the
word" only" should be deleted from the section; additionally there
should be a catch-all venue choice related to the interest of justice and
convenience of the parties

Chapter 2: Partnerships
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2.3.1

Defining the term "General Partner"
A "general partner" should be defined under 11 U.S.c. § 101 as any
entity that as a result of an existing or former status as an actual or
purported general partner in an existing, former, predecessor, or
affiliated partnership, is liable under applicable nonbankruptcy law for
one or more debts of the partnership.

2.3.2

Consent ofFormer Partners
The Bankruptcy Code and Rules should be amended to clarify that,
notwithstanding Recommendation 1 (defining "general partner"), a
former general partner of a partnership is not, absent a specific court
order to the contrary, required to consent to a voluntary petition by a
partnership, to be served with a petition or summons in an involuntary
case against a partnership, or to perform the duties of disclosure or
procedural duties imposed on a general partner of a debtor
partnership.

2.3.3

Bankruptcy Court Jurisdiction
The court in which a partnership case is pending should have
jurisdiction under 28 U.S.c. § 1334(b) to determine who is or may be
liable as a general partner for the debts of the partnership and may
determine the rights among the general partners with respect to the
debts of the partnership. Such matters should constitute core
proceedings under 28 U.S.c. § 157(b).

2.3.4

Liability of General Partner for Deficiency in Partnership Case
If there is a deficiency of property of the partnership estate to pay in
full all allowed claims in a case under title 11, the estate should have a
claim against each general partner to the extent that, under applicable
nonbankruptcy law, such general partner is personally liable for such
deficiency. The amount of the deficiency claim should not be reduced
on account of any right of contribution or indemnity among general
partners. The claim should be estimated if its determination would
unduly delay the administration ofthe case. Any action or proceeding
to enforce liability under this section should be commenced no later
than four years after the entry of the order for relief in the case
concerning the partnership.
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2.3.5

Power oftlte Court to Assure Payment oftlte Deficiency
Renumbered section 723(b) of the Bankruptcy Code should be
amended to provide that the court in a partnership case may, after
notice and a hearing, order any general partner that is not a debtor in
a case under this title (1) to provide the estate, in such amount as the
court shall determine to be appropriate under the circumstances, with
indemnity for, or assurance of payment of, any deficiency recoverable
from such general partner, or (2) not to incur obligations or transfer
property except under specified circumstances.

2.3.6

Trustee's Recovery against tlte Estate ofa Debtor General Partner
Renumbered section 723(c) of the Bankruptcy Code should be
amended to provide that notwithstanding section 728(c), the trustee of
a partnership has a claim against the estate of each general partner in
such partnership that is a debtor in a case under title 11 for (1) the full
amount of all claims allowed in the case concerning the partnership for
which such general partner would othenvise be personally liable as a
general partner under applicable nonbankruptcy law; and (2)
administrative claims which have been assessed against such general
partner. Notwithstanding section 502 of this title, there shall not be
allowed in such partner's case a claim against the partner on which
both the general partner and the partnership are liable, except to the
extent that such claim is allowable and secured only by property of
such general partner and not by property of such partnership.

2.3.7

Repealoftlte "Jingle Rule" in All General Partner Bankruptcy Cases
Chapter 5 of the Bankruptcy Code should be amended in order to
provide that the claim of a trustee of a partnership debtor, or the claim
of a creditor of a nondebtor partnership, is entitled to share in the
distribution in a general partner's bankruptcy case in the same
manner and to the same extent as any other claim of the same class of
a creditor of such general partner.

2.3.8

Allocation ofExpenses ofAdministration ofa Partnership Case
Chapter 5 of the Bankruptcy Code should be amended to provide that
the expenses of administration of a partnership case under section 503
of the Bankruptcy Code may be assessed against general partners or
paid from the property constituting recoveries from general partners
under this section and from other property of the estate in such
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proportions as the court shall determine are fair and reasonable after
notice and hearing.

2.3.9

Distribution ofRecoveries from General Partners
Renumbered section 723 ofthe Bankruptcy Code should be amended
to provide that notwithstanding section 726 of the Bankruptcy Code
(except as provided in Recommendation 2.3.8 above), the trustee
should apply any recovery obtained from a general partner or the
estate of a general partner only to the payment of deficiencies on claims
for which such general partner is personally liable as a general partner
under applicable nonbankruptcy law. Any property constituting
recoveries from general partners or the estates of general partners
under this Recommendation not applied to the proper deficiencies as
herein provided or to administration expenses (as provided in
Recommendation 2.3.8 above), should be equitably distributed by the
trustee to such general partner or to such general partners' estates as
may be ordered by the court after notice and hearing.

2.3.10

Distribution ofProperty ofthe Partnership Estate
Renumbered section 723 of the Bankruptcy Code should be amended
to provide that notwithstanding section 726 ofthe Code, and except as
set forth in Recommendation 2.3.8 above (treatment of expenses of
administration), the trustee should distribute property of the
partnership estate which is not recovered from general partners or the
estates of debtor general partners to allowed claims against the
partnership in accordance with othenvise applicable provisions ofthis
title without considering distributions of property from general
partners or general partners' estates.

2.3.11

Trustee's Power to File Involuntary Cases
Section 303(b)(3) of the Bankruptcy Code should be amended to
permit the trustee of a partnership in a case commenced under title 11
to file an involuntary petition against a general partner without regard
to the number of creditors, nature of the claims or dollar amount of the
claims othenvise required under section 303(b)(I) and (2).

2.3.12

Appointment of Committee of General Partners
Chapter 11 of the Bankruptcy Code should be amended to provide
that, on request of a party in interest, the court may authorize the
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United States trustee to appoint a committee of general partners that
is fairly representative of the interests of all general parners.

2.3.13

General Partner Liability on Nonrecourse Partnership Debt under 11
U.S.C § 1111(b)
Section 1111(b) ofthe Bankruptcy Code should be amended to clarify
that, except as othenvise provided in a confirmed plan of a partnership
debtor or the order confirming the plan, a general partner is not liable
on a nonrecourse claim against the partnership except to the extent
that the general partner is personally liable on such claim under
applicable nonbankruptcy law.

2.3.14

'Temporary' Injunction of Proceedings or Acts against Nondebtor
General Partners
The Bankruptcy Code should be amended to permit the court for
cause, upon motion of a party in interest and after notice and hearing,
to temporarily enjoin actions of creditors or general partners of a
debtor partnership against nondebtor general partners or their
property on account of partnership obligations. No injunction should
be granted under this Recommendation unless the nondebtor general
partner (1) consents to the jurisdiction of the bankruptcy court; (2)
makes or undertakes to make the disclosures required by
Recommendation 2.3.18 below; and (3) the order granting the
injunction precludes the protected general partner from incurring
obligations or transfers of property except under specified
circumstances.

2.3.15

Relieffrom the Temporary Injunction
The Bankruptcy Code should be amended to provide that the court,
upon request of a party in interest and after notice and hearing, may,
for cause, grant relief from the temporary injunction provided
pursuant to Recommendation 2.3.14. The relief available would
include the termination, annulment, modification or conditioning a
continuation of the injunction.

2.3.16

'Postconfirmation' Injunction ofProceedings orActs against NOlldebtor
General Partners Who Contribute to Plans
The Bankruptcy Code should be amended to permit the court, in
connection with the confirmation of a plan of reorganization in a
partnership case, to enjoin partnership creditors and general partners
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from actions or proceedings against a general partner or its property
to collect on partnership-related claims where the general partner has
contributed or made an enforceable commitment to contribute an
amount to the payment of debts in accordance with the plan or the
order confirming the plan. The court, after notice and hearing, must
determine that the plan complies with othenvise applicable
requirements for confirmation in light of the personal assets of the
nondebtor contributing partners and that the injunction will not
discriminate unfairly or inequitably with respect to creditors of the
partnership or the claims of the general partners for contribution or
indemnity.

2.3.17

Revocation ofInjunction
The Bankruptcy Code should be amended to provide that the
injunction issued with respect to any nondebtor general partner under
Recommendation 2.3.16 above should be terminated or revoked on the
request of a party in interest if, after notice and hearing, the court
determines (1) that the protected nondebtor general partner has failed
to perform a material commitment under the plan; (2) that the order
confirming the plan in which the injunction was issued is revoked
under sections 1144 or 1230 of the Code; or (3) that the nondebtor
general partner has procured the injunction by fraud.
The
Bankruptcy Code should be further amended to provide that a request
for revocation for fraud under provision (3) should be made at any
time within two years after the date of the entry of the confirmation
order.

2.3.18

Dut:y o f Disclosure by Nondebtor General Partners

The Bankruptcy Code should be amended to provide that, unless
othenvise ordered by the court for cause, each nondebtor general
partner shall, within 30 days after the entry of the order for relief in a
partnership case or within such time as the court shall fix, produce
information concerning such partner's financial condition and affairs
similar to that provided by a debtor, together with such additional
information and periodic reports as may be required by the court from
time to time.

2.3.19

Access to Disclosed Illformatioll
The Bankruptcy Code should be amended to provide that the trustee,
debtor in possession or other entity designated by the court in a
partnership bankruptcy case should maintain and promptly provide
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to parties in interest in the case, on reasonable request, certain
important informatio'l regarding the nondebtor general partners ofthe
debtor partnership.

2.3.20

Treatment of LLC Member or LLC Manager Under the Bankruptcy
Code
Debtor LLC members in member-managed LLCs should be treated
like general partners under the Bankruptcy Code. Similarly, debtor
managers of manager-managed LLC's should be treated like general
partners under the Bankruptcy Code. This treatment should be
limited to three aspects of the LLC member or LLC manager
relationship: (1) continuity ofLLC after LLC member's or manager's
bankruptcy filing; (2) transferability of LLC ownership interest; and
(3) management rights in the LLC.

2.3.21

Exclusion ofa Partnership or LLC Relationship from Treatment under
11 U.S.c. § 365
The Bankruptcy Code should be amended to exclude partnership and
LLC governing documents and relationships from treatment under 11
U.S.C. § 365. A new section concerning partnership and LLC
governing documents and relationships should be added to the
Bankruptcy Code.

2.3.22

Ipso Facto Provisions in Partnership or LLC Governing Documents
Rendered Unenforceable
Ipso facto provisions relating to partnerships, LLCs, and the rights or
interests of partners or LLC members or managers should not be
enforceable under the Bankruptcy Code. Ipsofacto provisions include
any provision in a partnership agreement, LLC operating agreement,
or applicable nonbankruptcy law that operates to terminate or modify
the rights of a partner or LLC member based on insolvency, financial
condition, commencement of a voluntary or involuntary case under
title 11, or appointment of a trustee or custodian. Non-ipso facto
provisions that limit a partner's or LLC member's rights, relationship,
interest, or permit expulsion on the basis of something other than
insolvency, financial condition, commencement of a voluntary or
involuntary case under title 11, or the appointment of a receiver would
remain enforceable.
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2.3.23

Property ofthe Estate, Transferability, and Valuation of a Partnership
or LLC Interest
"Property of the estate" for a partner or LLC member should include
all rights attendant with the partnership or LLC interest, including
management rights, voting rights, and economic rights (including
goodwill, the right to share in profits and losses, and any other right to
payment). Except as provided below, the Recommendation does not
alter the effect of section 541(a)(6), to the extent it is applicable. In the
case of an individual partner or LLC member who (1) continues
employment (in whatever capacity) with the partnership or LLC after
the order for relief, and (2) whose estate receives or is more likely than
not going to receive the "buyout price" as defined below, all
partnership or LLC interest amounts arising, accruing, or payable
after the order for relief are deemed to be on account of personal
services rendered by the partner or LLC member and do not become
property of the estate. There should be a presumption, in a case of an
individual debtor, that the estate is more likely than not going to
receive the" buyout price," upon which presumption the parties should
be entitled to rely and function until the court orders to the contrary,
after notice and hearing, on motion of the trustee or any party in
interest.
The court should have the power to authorize a sale under section 363
of the partnership or LLC interest and order the admission of the
buyer to the partnership or LLC with all rights and duties the debtor
had, except that if the governing documents preclude transfer under
a non-ipsofacto provision, the anti-transfer clauses will be given effect,
but only if the partnership or LLC pays the" buyout price" to the
estate. The court should retain the power to (1) fashion reasonable
payment terms which balance the needs ofthe estate for receipt of cash
as rapidly as possible with the needs of the entity for liquidity and
working capital to conduct its operations in a prudent manner; and (2)
ensure receipt of the buyout price by the estate.
The" buyout price" means the highest price (including a calculation or
appraisal method), ifany, provided in the governing documents in the
case of a buyout of an interest not on account of the bankruptcy of,
insolvency of, financial condition of, commencement of a voluntary or
involuntary case under title 11 for, or appointment of a trustee or
custodian for, a partner or LLC member or manager. If no such price
is provided, the court should determine a fair buyout value.
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2.3.24

Treatment ofPartnership and LLC Management Rights
During any period when an estate administered in a bankruptcy case
includes a partnership or LLC interest, the management and voting
rights of the partner or LLC member are to be exercised as follows:
•

A debtor in possession under Chapter 11 or a debtor
under either Chapter 12 or Chapter 13 should exercise all
management and voting rights, subject to the applicable
non-ipso facto provisions of the partnership or LLC
governing documents and applicable nonbankruptcy law,
and the other applicable provisions of the Bankruptcy
Code;

•

Where (a) there is more than one general partner or LLC
managing entity and at least one of such partners or
entities is not a debtor in a case under the Bankruptcy
Code, and (b) a Chapter 7 or Chapter 11 trustee has been
appointed, then the trustee should not exercise any
management rights except to the extent necessary to
constitute a quorum or to meet a minimum majorit)'
required by the governing documents or applicable
nonbankruptcy law;

•

In all other cases where a Chapter 7 or Chapter 11 trustee
has been appointed, the trustee shall exercise all
management and voting rights.

Regardless of the foregoing, in all cases where (1) an individual debtor
continues to function as a partner or member after the order for relief,
and (2) the estate receives or is more likely than not going to receive,
the "buyout price," then the individual should have the sole power to
exercise management and voting rights attributable to periods after the
order for relief.
2.3.25

11 U.S.c. § 523 and Imputed Conduct or Liability

11 U.S.c. § 523 should be amended to provide that nothing in this
section shall preclude the discharge of a general partner from a debt
(otherwise nondischargeable in a copartner's or agent's bankruptcy
case) arising solely as a result of imputing to the general partner the
conduct or liability of a copartner or agent.
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2.3.26

Subordination of Claims Arising from tire Purclrase or Sale of a
Partnership Int~rest
11 U.S.C. § 510(b) should be amended to subordinate the claims
"arising from the rescission of a purchase or sale" of their partnership
interests or "for damages arising from the purchase or sale" of their
partnership interests to all claims and interests that are senior or equal
to the claim or interest represented by such security or other interest
in the bankruptcy case of a general partner.

Chapter 2: General Issues in Chapter 11
2.4.1

Clarifying tire Meaning of "Rejection"
The concept of "rejection" in section 365 should be replaced with
"election to breach."
Section 365 should provide that a trustee's ability to elect to breach a
contract of the debtor is not an avoiding power.
Section 502(g) should be amended to provide that a claim arising from
the election to breach shall be allowed or disallowed the same as if such
claim had arisen before the date of the filing of the petition.

2.4.2

Clarifying the Option of "Assumption"
"Assumption" should be replaced with "election to perform" in section
365.

2.4.3

Interim Protection and Obligations ofNondebtor Parties
A court should be authorized to grant an order governing temporary
performance and/or providing protection of the interests of the
nondebtor party until the court approves a decision to perform or
breach a contract.
Section 503(b) should include as an administrative expense losses
reasonably and unavoidably sustained by a nondebtor party to a
contract, a standard based on nonbankruptcy contract principles,
pending court approval of an election to perform or breach a contract
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if such nondebtor party was acting in accordance with a court order
governing temporary performance.

2.4.4

Contracts Subject to Section 365; Eliminating the {(Executory"
Requirement
Title 11 should be amended to delete all references to "executory" in
section 365 and related provisions, and "executoriness" should be
eliminated as a prerequisite to the trustee's election to assume or
breach a contract.

2.4.5

Prebankruptcy Waivers ofBankruptcy Code Provisions
Section 558 of the Bankruptcy Code should provide that except as
otherwise provided in title 11, a clause in a contract or lease or a
provision in a court order or plan of reorganization executed or issued
prior to the commencement of a bankruptcy case does not waive,
terminate, restrict, condition, or othenvise modify any rights or
defenses provided by title 11. Any issue actually litigated or any issue
resolved by consensual agreement between the debtor and a
governmental unit in its police or regulatory capacity, whether
embodied in a judgment, administrative order or settlement
agreement, would be given preclusive effect.

2.4.6

Prepackaged Plans ofReorganization; Section 341 ftfeeting ofCreditors
Section 341 should provide that upon the motion of any party in
interest in a Chapter 11 case that entails a prepackaged plan of
reorganization, the court may waive the requirement that the U.S.
trustee convene a meeting of creditors.

2.4.7

Authorization for Local Mediation Programs
Congress should authorize judicial districts to enact local rules
establishing mediation programs in which the court may order nonbinding, confidential mediation upon its own motion or upon the
motion of any party in interest. The court may order mediation in an
adversary proceeding, contested matter, or othenvise in a bankruptcy
case, except that the court may not order mediation of a dispute arising
in connection with the retention or payment of professionals or in
connection with a motion for contempt, sanctions, or other judicial
disciplinary matters. The court should have explicit statutory
authority to approve the payment of persons performing mediation
functions pursuant to the local rules of that district's mediation
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program who satisfy the training requirements or standards set by the
local rules of that district. The statute should provide further that tbe
details of such mediation programs that are not provided herein may
be determined by local rule.

2.4.8

Court Review ofAppointments to Creditors' Committees
Subsection (a)(2) of 11 U.S.C. §1102, "Creditors' and equity security
holders' committees," should be amended to read as follows:
(2) On request of a party in interest and after notice and
a hearing, the court may order a change in membership of
a committee appointed under subsection (a) of this section
ifnecessary to ensure adequate representation of creditors
or of equity security holders. On request of a party in
interest, the court may order the appointment of
additional committees of creditors or of equity security
holders if necessary to assure adequate representation of
creditors or of equity security holders. The United States
Trustee shall appoint any such committee.

2.4.9

Employee Participation in Bankruptcy Cases
Changes to the Official Forms, the U.S. Trustee program
guidelines and the Federal Rules of Bankruptcy
Procedure, are recommended to the Administrative
Office of the U.S. Courts, the Executive Office of the
U.S. Trustee, and the Rules Committee, as appropriate, in
order to improve identification of employment-related
obligations and facilitate the participation by employee
representatives in bankruptcy cases. The Official Forms
for the bankruptcy petition, list of largest creditors,
and/or schedules of liabilities should solicit more
specific information regarding employee obligations.
The U.S. Trustee program guidelines for the formation of
creditors' committees should be amended to provide
better guidance regarding employee and benefit fund
claims.
The appointment of employee creditors'
committees should be encouraged in appropriate
circumstances as a mechanism to resol ve claims and other
matters affecting the employees in a Chapter 11 case.
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2.4.10

Enhancing the Efficacy of Examiners and Limiting the Grounds for
Appointment ofExaminers in Chapter 11 Cases
Congress should amend section 327 to provide for the retention of
professionals by examiners for cause under the same standards that
govern the retention of other professionals.
The Advisory Committee on Bankruptcy Rules of the Judicial
Conference should consider a recommendation that Federal Rule of
Bankruptcy Procedure 2004(a) be amended to provide that "On
motion of any party in interest or of an examiner appointed under
section 1104 of title 11, the court may order the examination of any
entity."
Congress should eliminate section 1104(c)(2), which requires the court
to order appointment of an examiner upon the request of a party in
interest if the debtor's fixed, liquidated, unsecured debts, other than
debts for goods, sen'ices, or taxes or owing to an insider, exceed
$5,000,000.

2.4.11

Valuation ofProperty
A creditor's secured claim in personal property should be determined
by the property's wholesale price.
A creditor's secured claim in real property should be determined by
the property's fair market value, minus hypothetical costs of sale.

2.4.12

Clarifying The Conditions for Sales Free & Clear Under 11 U.S.c. §
363(f)
Congress should make clear that bankruptcy courts can authorize sales
of property of the estate free of creditors' interests regardless of the
relationship between the face amount of any liens and the value of the
property sold.

2.4.13

Release of Claims Against Nondebtor Parties
Congress should amend sections 1123 and 524(e) to clarify that it is
within the discretion of the court to allow a plan proponent to solicit
releases of nondebtor liabilities. Creditors that agree in a separate
document to release nondebtor parties will be bound by such releases,
whereas creditors that decline to release their claims against nondebtor
parties will not be bound to release their claims.
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2.4.14

Exclusion ofPayroll Deductionsfrom Property ofthe Estate
Congress should amend 11 U.S.c. § 541(b) to clarify that funds
deducted from paid wages within 180 days prior to the date of the
commencement of a case under title 11, held by a debtor/employer, and
owed by employees to third parties, other than a federal, state or local
taxing authority, do not fall within the definition of" property of the
estate."

2.4.15

Absolute Priority and Exclusivity
11 U.S.C. § 1129(b)(2)(B)(ii) should be amended to provide that the
court may find a plan to be fair and equitable that provides for
members of a junior class of claims or interests to purchase new
interests in the reorganized debtor.
11 U.S.c. § 1121 should be amended to provide that on the request of
a party in interest, the court will terminate exclusivity if a debtor
moves to confirm a non-consensual plan that provides for the
participation of a holder of a junior claim or interest under
1129(b)(2)(B) but does not satisfy the condition set forth in section
1129(b)(2)(B)(i).

2.4.16

Classification of Claims
Section 1122 should be amended to provide that a plan proponent may
classify legally similar claims separately if, upon objection, the
proponent can demonstrate that the classification is supported by a
"rational business justification."

2.4.17

Prepetition Solicitation for a Prepackaged Plan ofReorganization
The standards and requirements provided in the Bankruptcy Code for
postpetition solicitation should be applicable to solicitation for a plan
of reorganization within 120 days prior to filing a Chapter 11 petition
by a company that is subject to and in compliance with the public
periodic reporting requirements of the Securities Exchange Act of
1934. Notice of such prepetition solicitation should be sen'ed on the
Securities and Exchange Commission. If a company solicits for a plan
of reorganization but does not file for bankruptcy, the bankruptcy
requirements and standards should be applicable if the company does
not complete an exchange ofTer or any other transaction on the basis
of such solicitation.
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2.4.18

Postpetition Solicitation for a Prepackaged Plan ofReorganization
Section 1125(b) should be amended to provide that the acceptance or
rejection of a plan may be solicited after the commencement of a case
under title 11 but before the court approves a written disclosure
statement from those classes that were solicited for the plan prior to
the filing of the bankruptcy petition.

2.4.19

Elimination ofProhibition on Nonvoting Equity Securities
Congress should amend section 1123(a)(6) to eliminate the requirement
that the charter of the reorganized corporate debtor prohibit the
issuance of nonvoting equity securities. Section 1123(a)(6) should
otherwise remain unchanged.

2.4.20

Postconfirmation Plan Modification
11 U.S.c. § 1127(b) should be amended to permit modification after
confirmation of a plan until the later of 1) substantial consummation
or 2) two years after the date on which the order of confirmation is
entered. All other restrictions on postconfirmation plan modification
in section 1127(b) should remain unaltered.

Chapter 2: Small Business Proposals
2.5.1

Defining the term "Small Business"
A "small business debtor" is any debtor in a case under Chapter 11
(including any group of affiliated debtors) which has aggregate
noncontingent, liquidated secured and unsecured debts as of the
petition date or order for relief of five million dollars ($5,000,000) or
less and any single asset real estate debtor as defined in 11 U.S.c.§
101(51B), regardless of the amount of such debtor's liabilities.

2.5.2

Flexible Rulesfor Disclosure Statement and Plan
Give the bankruptcy courts authority, after notice and hearing, to
waive the requirements for, or simplify the content of, disclosure
statements in small business cases where the benefits to creditors of
fulfillment of full compliance with Bankruptcy Code § 1125 are
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outweighed by cost and lack of meaningful benefit to creditors which
would exist if the full requirements of § 1125 were imposed;
The Advisory Committee on Bankruptcy Rules of the Judicial
Conference (" Rules Committee") shall be called upon to adopt, within
a reasonable time after enactment, uniform safe-harbor standard
forms of disclosure statements and plans of reorganization for small
business debtors, after such experimentation on a local level as they
deem appropriate. These forms would not preclude parties from using
documents drafted by themselves or other forms, but would be
propounded as one choice that plan proponents could make, which, if
used and completed accurately in all material respects, would be
presumptively deemed upon filing to comply with all applicable
requirements of Bankruptcy Code §§ 1123 and 1125. The forms shall
be designed to fulfill the most practical balance between (i) on the one
hand, the reasonable needs of the courts, the U.S. Trustee, creditors
and other parties in interest for reasonably complete information to
arrive at an informed decision and (ii) on the other hand, appropriate
affordabilit)', lack of undue burden, economy and simplicit)' for
debtors; and
Repeal those provisions of 11 U.S.c. § 105(d) which are inconsistent
with the proposals made herein, e.g., those setting deadlines for filing
plans.
Amend the Bankruptcy Code to expressly provide for combining
approval of the disclosure statement with the hearing on confirmation
of the plan.

2.5.3

Reporting Requirements
To create uniform national reporting requirements to permit U.S.
Trustees, as well as creditors and the courts, better to monitor the
activities of Chapter 11 debtors, the Rules Committee shall be called
upon to adopt, with a reasonable time after enactment, amended rules
requiring small business debtors to comply with the obligations
imposed thereunder. The new rules wiII require debtors to file periodic
financial and other reports, such as monthly operating reports,
designed to embody, upon the basis of accounting and other reporting
conventions to be determined by the Rules Committee, the best
practical balance between (i) on the one hand, the reasonable needs of
the court, the U.S. Trustee, and creditors for reasonably complete
information and (ii) on the other hand, appropriate affordability, lack
of undue burden, economy and simplicity for debtors. Specifically, the
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Rules Committee, shall be called upon to prescribe uniform reporting
as to:
the debtor's profitability, i.e., approximately how much
a.
money the debtor has been earning or losing during current and
relevant recent fiscal periods;
what the reasonably approximate ranges ofprojected cash
b.
receipts and cash disbursements (including those required by law
or contract and those that are discretionary but excluding
prepetition debt not lawfully payable after the entry of order for
relief) for the debtor appear likely to be over a reasonable period
in the future;
c.
how approximate actual cash receipts and disbursements
compare with results from prior reports;
d.
whether the debtor is or is not (i) in compliance in all
material respects with postpetition requirements imposed by the
Bankruptcy Code and the Bankruptcy Rules and (ii) filing tax
returns and paying taxes and other administrative claims as
required by applicable nonbankruptcy law as will be required by
the amended statute and rules and, if not, what the failures are,
how and when the debtor intends to remedy such failures and
what the estimated costs thereof are; and
e.
such other matters applicable to small business debtors as
may be called for in the best interests of debtors and creditors
and the public interest in fair and efficient procedures under
Chapter 11.

2.5.4

Duties ofthe Debtor ill Possession
The debtor is required to:
append to the voluntary petition or, in an involuntary
a.
case, to file within three days after the order for relief, either
(A)(i) its most recent balance sheet, statement of operations and
cash-flow statement and (ii) its most recent federal income tax
return or (B) a statement made under penalty of perjury that no
such financial statements have been prepared or that no federal
income tax return has been filed or (C) both;
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b.
attend meetings, at which the debtor is represented by its
senior management personnel and counsel, sch~duled by the
court, the U.S. Trustee, or the Bankruptcy Administrator
including, but not limited to initial debtor interviews, courtordered scheduling conferences, and meetings of creditors
convened under 11 U.S.c. § 341;
c.
file all schedules and statements of financial affairs for
small business debtors within the limits set by the Bankruptcy
Rules, unless the court, upon notice to the U.S. Trustee and a
hearing, grants an extension, which extension or extensions shall
not, in any event, exceed thirty (30) days after the order for relief
absent extraordinary and compelling circumstances;
d.
comply with postpetition obligations, including but not
limited to the duties to: file tax returns, maintain appropriate and
reasonable current insurance as is customary and appropriate to
the industry, and timely pay all administrative expense tax
claims, except those being contested by appropriate proceedings
being diligently prosecuted;
e.
create within ten (10) business days of the entry of order
for relief (or as soon thereafter as possible in case all banks
contacted during the first ten (10) business days decline the
business) separate deposit accounts with a bank or banks in
which the debtor shall be required to timely deposit, until a plan
is confirmed or the case is dismissed or converted or a trustee is
appointed, after receipt, all taxes collected or withheld by it for
governmental units. In compelling circumstances, the court may
dispense with these requirements after notice and a hearing;
f.
allow the U.S. Trustee or its designated representative to
inspect the debtor's business premises, books and records at
reasonable times on reasonable prior written notice to the debtor.

2.5.5

Deadlines for Plan Filing and Confirmation
In small business cases only, require that the disclosure statement, if
any, and plan must be filed within 90 days after the entry of order for
relief, unless extended as permitted below. During this 90-day period,
only the debtor may file a plan unless on request of a party in interest
made during this period and after notice and a hearing, the court, for
cause, orders othenvise. In small business cases only, require the plan
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to be confirmed within 150 days after the entry of order for relief,
unless extended as permitted below.

2.5.6

Burden ofProoffor Extensions ofDeadlines
Permit extensions of the deadlines for filing and approving disclosure
statements, if any, and filing and confirming plans of reorganization
only if the debtor, having duly noticed and appeared at the necessary
extension hearing conducted and ruled upon prior to the expiration of
the deadline, ifany, and having carried the burdens of coming fonvard
and persuasion, demonstrates by a preponderance ofthe evidence that
it is more likely than not to confirm a plan of reorganization within a
reasonable time. No such deadline may be extended unless a new
deadline is imposed at the time the extension is granted. The
Bankruptcy and Judicial Codes will require the U.S. Trustee, as the
case may be, to be a recipient of notice of extension hearings and to
participate actively therein, in order to assure, to the maximum extent
feasible, that the interests of the public are protected when
determinations are made as to whether small business debtors receive
extensions and have proven by a preponderance of the evidence that
it is more likely than not that they will confirm a plan within a
reasonable time.

2.5.7

Scheduling Conferences
Require the bankruptcy court to promptly conduct at least one on-therecord scheduling hearing, on notice to the U.S. Trustee and the
debtor's 20 largest unsecured creditors to be sure that the deadlines
discussed above are met except that no such hearing is required if an
agreed order is filed by the debtor and U.S. Trustee and approved by
the court after notice and hearing. The court shall also conduct such
other scheduling hearings and status conferences as it deems fit and
proper. Whenever possible, these hearings shall be schedules in
conjunction with other mandatory events so as to minimize to the most
reasonable practicable extent, the time of debtor personnel spent in
court and at official meetings.

2.5.8

Serial Filer Provisions
Provide in the Bankruptcy Code that, with respect to any debtor (or
any entity which has succeeded to substantially all the debtor's assets
or business) which files a second case while another case is pending in
which such debtor is the (or one of the) debtor(s) or in the event that
it again becomes a debtor in a Chapter 11 case within two years after
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an order of dismissal of a Chapter 11 case in which it was the debtor
has become a final ortIer or a Chapter 11 plan has been confirmed,
shall not be entitled to the section 362(a) stay unless, after it has
become a debtor, it bears the burdens of coming fonvard and of
persuasion, by a preponderance ofthe evidence, that (1) the new case
has resulted from circumstances beyond the control of the debtor not
foreseeable at the time the first case was filed and (2) it is more likely
than not that it will confirm a feasible plan, but not a liquidating plan,
within a reasonable time. In cases involving such debtors when the
owners have transferred the business to a new legal entity, owned and
arranged by them, the section 362(a) stay would apply on filing but
would be lifted on a verified, ex parte motion ofthe U.S. Trustee, with
the right to have it reimposed upon a showing of (1) and (2) above. The
Federal Rule of Civil Procedure governing injunctions applies to the
court's award of a stay to the debtor.

2.5.9

Expanded Grounds for Dismissal or Conversion and Appointment of
Trustee
a. Modify section 1112 to read as follows:
(b)(1)

(A)

(B)

Except as provided in subsection (c) of this section or in
section 1104(a)(3) of this title, on request ofa party
in interest or the U.S. Trustee, and after notice and
a hearing, the court shall convert a case under this
chapter to a case under Chapter 7 of this title or
shall dismiss a case under this chapter, whichever
is in the best interest of creditors and the estate,
where movant establishes cause, except that such
relief shall not be granted if the debtor or another
party in interest objects and establishes both:
that it is more likely than not that a plan will be
confirmed within a time as fixed by this title or by order
of the court; and
if the cause is an act or omission of the debtor:
(i)
that there exists a reasonable justification for the
act or omission; and
(ii)
that the act or omission will be cured within a
reasonable time fixed by the court not to exceed 30
days after the court decides the motion unless the
movant expressly consents to a continuance for a
specific period of time or there are compelling
circumstances beyond the control of the debtor
which justify an extension.
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(2)

For purposes of this subsection, cause includes:
(A)
substantial or continuing loss to or diminution of the
estate;
(B)
gross mismanagement of the estate;
(C)
failure to maintain appropriate insurance;
(D)
unauthorized use ofcash collateral harmful to one or more
creditors;
(E)
failure to comply with an order of the court;
(F)
failure timely to satisfy any filing or reporting
requirement established by this title or by applicable rule;
(G)
failure to attend the section 341(a) meeting of creditors or
an examination ordered under Bankruptcy Rule 2004;
(H)
failure timely to provide information or attend meetings
reasonably requested by the U.S. Trustee or;
(I)
failure timely to pay taxes due after the order for relief or
to file tax returns due after the order for relief;
(J)
failure to file or confirm a plan within the time rued by
this title or by order of the court; and
(K)
failure to pay any fees or charges required under Chapter
123 of title 28.

(3)

The court shall commence the hearing on any motion under this
subsection within 30 days after filing of the motion, and shall
decide the motion within 15 days after commencement of the
hearing, unless the movant expressly consents to a continuance
for a specific period of time or compelling circumstances prevent
the court from meeting the time limits established by this
paragraph.
b. Additional Grounds for Appointment of Trustee
Add the following new section to 11 U.S.c. § 1104:
(a)(3) where grounds exist to convert or dismiss the case
under section 1112 of this title, but the court
determines that the appointment of a Chapter 11
trustee is in the best interests of creditors and the
estate.

2.5.10

Enhanced Powers of the United States Trustee and Bankruptcy
Administrator
Add a new subclause (e) to 11 U.S.c. § 341, and amend 28 U.S.c. § 586
(the general statute governing the powers and duties of the U.S.
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Trustee) and the Manual for Bankruptcy Administrators, (governing
the duties of Bankruptcy Administrators) to require U.S. Trustees in
every small business debtor case (except where they, in their
reasonable discretion determine that the conduct enumerated below is
not advisable in the circumstances):
(1)(a) to conduct an initial debtor interview ("IDI") with the
debtor as soon as practicable after the entry of order for relief but
prior to the first meeting scheduled under Bankruptcy Code §
341(a). At the IDI, the U.S. Trustee shall, at a minimum, begin
to investigate the debtor's viability, inquire about the debtor's
business plan, explain the debtor's obligations to file monthly
operating reports and other required reports, attempt to develop
an agreed scheduling order, and inform the debtor of other
Chapter 11 obligations;
(b)
when determined by the U.S. Trustee to be
appropriate and advisable, to visit the appropriate
business premises of the debtor and ascertain the general
state of the debtor's books and records and verify that the
debtor has filed its tax returns. This visit should take
place in connection with or reasonably promptly after the
IDI (wherever possible, these events shall be combined
with other events so as to minimize to the most reasonable
practicable extent the amount of time of debtor personnel
spent in court and at official meetings); and
(c)
to review and monitor diligently on a continuous
basis each debtor's activities, with a view to identifying as
promptly as possible those debtors which do not pass the
test of being more likely than not to be able to confirm a
Chapter 11 plan within a reasonable time; and
(2)
in cases where, upon the basis of continuing review,
monitoring or othenvise, the U.S. Trustee finds material grounds
for any relief under Bankruptcy Code § 1112, to move the court
promptly for relief.
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Chapter 2: Single Asset Proposals
2.6.1

Change the Present Statutory Definition of "Single Asset Real Estate" in
two ways.
First, the $4 million debt limit should be eliminated from the
definition of "single asset real estate" debtor subject to section
362(d)(3).
Second, the definition of "single asset real estate" should be more
carefully worded to exclude cases in which the real property is
used by a debtor in an active business.
The definition, as proposed, incorporating both concepts, would read
as follows:
undeveloped real property or other real property constituting a
single property or project other than residential real propert)'
with fewer than 4 residential units on which is located a single
development or project which property or project generates
substantially all of the gross income of a debtor and on which no
substantial business is being conducted by a debtor, or by a
commonly controlled group of entities substantially all of which
are concurrently Chapter 11 debtors, other than the business of
operating the real property and activities incidental thereto.

2.6.2

Amend Code Section 362(d)(3) in Three Particulars
a. Make clear that payments required by section 362(d)(3) may
be made from rents generated from the property.
b. Provide that the interest rate with respect to which payments
are calculated shall be the nondefault contract rate.
c. Amend the statute to provide that the payments must be
commenced or a plan filed on the later of 90 days after the
petition date or 30 days after the court determines the debtor to
be subject to section 362(d)(3).
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2.6.3

Require Substantial Equity in order to Confirm a Lien-Stripping Plan
Using the New Value Exception
In cases where the secured creditor has not made the election
under section 1111(b)(l)(a)(i), a plan must satisfy the following
requirements to be confirmed under the new-value exception
following rejection by a class that includes the unsecured portion
of a claim secured by real property: (1) The new value
contribution must pay down the secured portion of the claim on
the effective date of the plan so that, giving effect to the
confirmation ofthe plan, sufficient cash payments on the secured
portion of the claim shall have been made so that the principal
amount of debt secured by the property is no more than 80
percent ofthe court-determined fair market value ofthe property
as of the confirmation date; (2) the payment terms for the
secured portion of the claim must both (i) satisfy all applicable
requirements of section 1129 of the Code, and (ii) satisfy thenprevailing market terms in the same locality regarding maturit)·
date, amortization, interest rate, fixed-charge coverage and loan
documentation; and (3) the new value contribution must be
treated as an equity interest that is not convertible to or
exchangeable for debt.

Chapter 3: Jurisdiction
3.1.1

Establishing the Bankruptcy Court under Article III o/the Constitution
The bankruptcy court should be established under Article III of the
Constitution.

3.1.2

Transition to an Article III Bankruptcy Court
As ofthe enactment oflegislation to establish an Article III bankruptcy
court, sitting bankruptcy judges should be permitted to finish their
current fourteen year terms. As vacancies are created through attrition
(including expiration of current statutory term, appointment as an
Article III judge, resignation, retirement prior to end of term for any
reason, or death), Article III bankruptcy judges should be appointed
by the President upon the advice and consent of the Senate to fill those
positions. Sitting bankruptcy judges should be permitted to apply for
any Article III judgeship positions while remaining on the bench.
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Nothing in the Recommendation will affect the length of the current
term, salary, retirement benefits, or other attributes of sittinJ!
bankruptcy judges.
During the transition period, bankruptcy jurisdiction should be
treated in the following manner: as Article III bankruptcy judges are
appointed, the jurisdiction provisions under 28 U.S.c. §§ 1334 and 157
should be transferred on a district-by-district basis to the Article III
bankruptcy judge sitting in that district. Consequently, bankruptcy
jurisdiction would reside in the Article III bankruptcy judge, including
the power to refer and withdraw cases and proceedings. While a
district is without an Article III bankruptcy judge, the Judicial Council
for that circuit should be authorized to: (1) determine the need for an
Article III bankruptcy judge in that district, and (2) if necessary,
designate an Article III bankruptcy judge from another district (within
the circuit) to sit in that district. In the event the judicial council
determines a need for an Article III bankruptcy judge and one has not
yet been appointed to sit within that circuit, the Chief Justice, upon
receiving a certificate of necessity from the chief judge of the circuit,
should be authorized to designate an Article III bankruptcy judge from
another circuit to fulfill the request.

3.1.3

Bankruptcy Appellate Process
The current system which provides two appeals, the first either to a
district court or a bankruptcy appellate panel and the second to the
U.S. Court of Appeals, as of right from final orders in bankruptcy
cases should be changed to eliminate the first layer of review.

3.1.4

Interlocutory Appeals of Bankruptcy Orders
28 U.S.c. § 1293 should be added to provide, in addition to the appeal
of final bankruptcy orders, for the appeal to the courts of appeals of
interlocutory bankruptcy court orders under the following
circumstances: (1) an order to increase or reduce the time to file a plan
under section 1121(d); (2) an order granting, modi!)'ing, or refusing to
grant an injunction or an order modifying or refusing to modi!)' the
automatic stay; (3) an order appointing or refusing to appoint a
trustee, or authorizing the sale or other disposition of property of the
estate; (4) where an order is certified by the bankruptcy judge that (x)
it involves a controlling issue of law to which there is a substantial
difference of opinion, and (y) immediate appeal of the order may
materially advance resolution of the litigation, and leave to appeal is
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granted by the court of appeals; and (5) with leave from the court of
appeals.

3.1.5

Venue Provisions under 28 U.S.c. § 1408
28 U.S.C. § 1408(1) should be amended to prohibit corporate debtors
from filing for relief in a district based solely on the debtor's
incorporation in the state where that district is located.
The affiliate rule contained in 28 U.S.c. § 1408(2) should be amended
to prohibit a corporate filing in an improper venue unless such
debtor's corporate parent is a debtor in a case under the Bankruptcy
Code in that forum. Section 1408(2) should be amended as follows:
(2) in which there is pending a case under title 11
concerning such person's affiliate, as defined in
section 101(2)(A) of title 11, general partner,
partnership, or a partnership controlled by the
same general partner.
The court's discretionary pO'wer to transfer venue in the interest of
justice and for the convenience of the parties should not be restricted.

Chapter 3: Procedure

3.2.1

Minimum Amount to Commence a Preference Action under J 1 U.S.c.
§547

11 U.S.c. § 547 should provide that $5,000 is the minimum aggregate
transfer to a noninsider creditor that must be sought in a nonconsumer
debt preference avoidance action.
3.2.2

Venue ofPreference Actions under 28 U.S.c. § 1409
28 U.S.c. § 1409 should be amended to require that a preference
recovery action against a noninsider seeking less than S10,000 must be
brought in the bankruptcy court in the district where the creditor has
its principal place of business. The Recommendation applies to
nonconsumer debts only.
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3.2.3

Ordinary Course ofBusiness Exception Under 11 U.S. C § 547(c)(2)(B)
11 U.S.C. § 547(c)(2)(B) should be amended to provide a disjunctive
test for whether a payment is made in the ordinary course of the
debtor's business if it is made according to ordinary business terms.
The ordinary course of business defense to a preference recovery action
under section 547(c)(2) should provide as follows:
(2) to the extent that such transfer was in payment of a
debt incurred by the debtor in the ordinary course of
business or financial affairs of the debtor and the
transferee and such transfer was (A) made in the ordinary course of business or financial
affairs of the debtor and the transferee; or
(B) made according to ordinary business terms[.]

3.2.4

Ad Valorem Tax Priority under 11 U.S.C § 724(b)
11 u.s.c. § 724(b) should be amended to exempt from subordination
properly perfected, nonavoidable liens on real or personal property of
the estate arising in connection with an ad valorem tax. Section 724(b)
should also require the trustee to marshal unencumbered assets of the
bankruptcy estate and surcharge secured claims, if warranted by the
circumstances, under section 506(c) prior to subordinating any tax
liens under the statute.

3.2.5

Burden ofProoffor Tax Proceedings
The Bankruptcy Code should be amended to clarify that the burden
of proof/persuasion rules and concomitant presumptions in tax
controversies which would be applicable under non bankruptcy law are
equally applicable in bankruptcy court proceedings to determine tax
liabilities under 11 U.S.c. §§ 502 and 505.

3.2.6

Exception of Tax Refunds Setoffs under 11 U.S.C § 362(b)
11 U.S.C. § 362(b) of the Bankruptcy Code should be amended to
allow a governmental unit to setoff an income tax refund that arose
prior to the commencement of a Chapter 7 or Chapter 13 case against
an 'undisputed' income tax liability of an individual debtor that arose
prior to the commencement of the case.
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Chapter 3: Administration
3.3.1

United States Trustee Program
The Director ofthe Executive Office for United States Trustees should
hold the position of Assistant Attorney General.
The United States Trustee regions should match the number, size and
configuration of the federal judicial circuits.

3.3.2

Personal Liability of Trustees
Trustees appointed in cases under Chapter 7, 11, 12 or 13 of the
Bankruptcy Code should not be subject to suit in their individual
capacity for acts taken within the scope of their duties as delineated in
the Bankruptcy Code or by order ofthe court, as long as the applicable
order was issued on notice to interested parties and there was full
disclosure to the court.
Chapter 7, 12 and 13 trustees only should be subject to suit in the
trustee's representative capacity and subject to suit in the trustee's
personal capacity only to the extent that the trustee acted with gross
negligence in the performance of the trustee's fiduciary duties. Gross
negligence should be defined as reckless indifference or deliberate
disregard of the trustee's fiduciary duty.
A Chapter 11 trustee of a corporate debtor only should be subject to
suit in the trustee's representative capacity and subject to suit in the
trustee's personal capacity only to the extent that the trustee has
violated the standard of care applicable to officers and directors of a
corporation in the state in which the Chapter 11 case is pending.
Debtors in possession should remain subject to suit to the same extent
as currently exists under state or federal law.

3.3.3

Qualification ofProfessionals under 11 U.S.c. § l107(b)
Section 1107(b) should be amended to provide that a person should not
be disqualified for employment under § 327 solely because such person
holds an insubstantial unsecured claim against or equity interest in the
debtor. Section 327 and § 101(14) should remain unchanged.
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3.3.4

National Admission to Practice
Admission to practice in one bankruptcy court, usually by virtue of
being admitted to practice in the relevant United States District Court,
should entitle an attorney, on presentation ofa certificate of admission
and good standing in another district court, to appear in the other
bankruptcy court without the need for any other admission procedure.
The Recommendation will not affect requirements (if any) to associate
with local counsel. Similarly, the Recommendation will not change the
requirements under state law governing the practice of law and the
maintenance of an office for the practice oflaw. The Recommendation
will only amend the local bankruptcy rule or practice requirements
governing special admission of attorneys to the bankruptcy court who
are othenvise not admitted to the bar of the district court in the
district where the bankruptcy court is located to appear in a particular
bankruptcy case.

3.3.5

Fee Examiners
The Bankruptcy Code should explicitly preclude the appointment of
fee examiners as an improper delegation of the court's dut)' to review
and award compensation under 11 U.S.c. § 330.
The
Recommendation does not affect the court's authority under 11 U.S.C.
§ 1104(c) to appoint an examiner to investigate and report on certain
aspects of a Chapter 11 case, for example, a potential fraudulent
transfer or a particularly complicated claims estimation.

3.3.6

Attorney Referral Services
11 U.S.c. § 504 should be amended to permit an attorney compensated
out ofa bankruptcy estate to remit a percentage ofsuch compensation
to a bona fide, nonprofit, public service referral program. Such
attorney referral program must be operating in accordance with state
laws and ethical rules and guidelines governing referrals. The
Recommendation does not affect the requirement that all
compensation arrangements be disclosed in the application for
retention under Fed. R. Bankr. P. 2014 and in the application for
compensation under Fed. R. Bankr. P. 2016(a).
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Chapter 4: Data Compilation and Dissemination
4.1.1

Establish as policy that all data held by bankruptcy clerks in electronic
form, to the extent it reflects only public records as defined in
Bankruptcy Code § 107, should be released in electronic form to the
public, on demand.

4.1.2

Establish and fund a pilot project to aggregate the data from sources,
particularly bankruptcy clerks, and make that data available to the
public in electronic form, on demand.

4.1.3

Secure limited-duration appointment of a coordinator, who, with the
head of the AO's office and the head of EOUST, would be charged
with the duty of:
Making recommendations to increase the accuracy of the
(1)
debtor's petitions, schedules and statements.
(2)
setting the data-collection goals.
(3)
coordinating the bankruptcy data-collection efforts of the
central reporting agencies.
(4)
reporting on an annual basis to the Congress, the Chief
Justice, and the President.

4.1.4

Establish a bankruptcy data system in which (1) a single set of data
definitions and forms are used to collect data nationwide and (2) all
data for any particular case are aggregated in the same electronic
record.

4.1.5

Maximize the number of documents filed electronically and maximize
open-to-the-public remote electronic access to all data for free, or at
the lowest possible cost.

Chapter 4: Taxation and the Bankruptcy Code

4.2.1

Clarify provisions of the Bankruptcy Code on providing reasonable
notice to governmental units.

4.2.2

Amend the Bankruptcy Code to prescribe that to the extent that a tax
claim presently is entitled to interest, such interest shall accrue at a
stated statutory rate.
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4.2.3

The Commission should submit to the Advisory Committee on
Bankruptcy Rules of the Judicial Conference ("Rules Committee") a
recommendation that the Federal Rules of Bankruptcy Procedure
require that notices demanding the benefits of rapid examination
under 11 U.S.c. § 505(b) be sent to the office specifically designated by
the applicable taxing authority for such purpose, in any reasonable
manner prescribed by such taxing authority.

4.2.4

Conform §346 ofthe Bankruptcy Code to IRC 1398(d)(2) election; also
conform local and state tax attributes that are transferred to the estate
to those tax attributes that are transferred to the bankruptcy estate
under IRC §1398.

4.2.5

Amend 11 U.S.C. §507(a)(8) and 523(a)(I) to provide for the tolling of
relevant periods in the case of successive filings. Thus, in the event of
successive bankruptcy filings, the time periods specified in §507(a)(8)
shall be suspended during the period in which a governmental unit was
prohibited from pursuing a claim by reason of the prior case.

4.2.6

Amend 11 U.S.c. §507(a)(8)(ii) to toll the 240-day assessment period
for both pre- and post assessment offers in compromise.

4.2.7

Amend the Bankruptcy Code to require "small business debtors" to
create and maintain separate bank accounts for trust fund taxes and
nontax deductions from employee paychecks. Also, any proposal
should provide for sanctions for failure to comply with this Bankruptcy
Code requirement.

4.2.8

Amend 11 U.S.c. §1141(d)(3) to except from discharge taxes unpaid by
businesses entities, which nonpayment arose from fraud.

4.2.9

Amend 11 U.S.c. §362(a)(8) to confine its application to proceedings
before the Tax Court for tax periods ending on or prior to the filing of
the petition in the bankruptcy case and to permit appeals from Tax
Court decisions.

4.2.10

Application of the periodic payment provisions of §1129(a)(9)(C) to
secured tax that would be entitled to priority absent their secured
status.

4.2.11

Amend 11 U.S.c. §545(2) to overrule cases that have penalized the
government due to certain benefits for purchasers provided for in the
lien provisions of the Internal Revenue Code.
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4.2.12

Amend 11 U.S.c. §503 and 28 U.S.c. §960 to eliminate the need for a
governmental unit to make a "request" to the debtor to pay tax
liabilities that are entitled to payment as administrative expenses.

4.2.13

Amend 11 U.S.c. §§502(a)(I) and 503(b)(I)(B) to provide that
postpetition ad valorem real estate taxes should be characterized as an
administrative expense whether secured or unsecured and such taxes
should be payable as an ordinary course expense.

4.2.14

Amend the Bankruptcy Code to overrule Investors of The Triangle v.
Carolina Triangle Ltd. Partnership (In re Carolina Triangle Ltd.
Partnership), 166 B.R. 411 (9th Cir. B.A.P. 1994), and to ensure that
postpetition ad valorem real-estate taxes are a reasonable and
necessary cost of preservation of the estate.

4.2.15

Amend the Bankruptcy Code to establish that ad valorem taxes are
incurred by the estate and, therefore, are entitled to administrative
expense priority status.

4.2.16 & Amend the Bankruptcy Code to conform the treatment of state and
4.2.17
local tax claims to that treatment provided for federal tax claims by,
among others, amending 11 U.S.c. § 346 to conform state and local tax
attributes to the federal list in IRC § 1398.
4.2.18

Clarify IRC §1398 to provide that the bankruptcy estate's income is
subject to alternative minimum tax and capital gains tax treatment if
othenvise applicable.

4.2.19

Amend the Bankruptcy Code to provide that the term "assessed or
assessment" as used in 11 U.S.c. §§362(b)(9) and 507(a)(8) shall mean
"that time at which a taxing authority may commence an action to
collect the tax."
.

4.2.20

Amend 11 U.S.c. §1125(b) to establish standards for tax disclosures in
a Chapter 11 disclosure statement.

4.2.21

Clarify 11 U.S.c. §726(a)(I) to provide that a taxing authority must
file a claim for a priority tax before the final order approving the
trustee's report is entered by the court.

4.2.22

Conformity of Chapter 13 plans with provisions of the Bankruptcy
Code: Requirement to file returns.
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4.2.23

Whether an income tax return prepared by the taxing authority should
be considered a filed income tax return for purposes ofthe Bankruptcy
Code.

4.2.24

Dismissal and injunction against filing subsequent case where court
determines that a Chapter 13 debtor is abusing the bankruptcy
process.

4.2.25

Create a method by which a trustee may obtain a safe harbor and
certainty regarding the nature, amount, and consequences of debt
discharged.

4.2.26

Amend IRC §1398(e)(3) to provide that a debtor should be treated as
an employee of the bankruptcy estate as to payments by the estate of
estate assets to the debtor for services performed.

4.2.27 & Tax treatment of the sale by the estate ofa debtor's homestead:
4.2.28 Availability of capital gain exclusion on sale of residence to the trustee
of an individual debtor.
4.2.29

Whether changes are needed in IRC §§108 and 382 with respect to the
issuance of stock for debt.

4.2.30

Whether IRC §1001 should be modified to provide for parallel tax
treatment of recourse and nonrecourse debt.

4.2.31

Tax treatment of abandonment of property by an estate to the debtor.

4.2.32

Application of §505(b) discharge to estate as well as to the debtor,
successor to the debtor, and trustee where taxing authority does not
audit.

4.2.33

Bifurcation for claim filing purposes of a corporate tax year that
straddles the petition date.

4.2.34

Requirement of periodic payment for deferred payments of tax under
§1129(a)(9) and designation of interest rate used while making those
deferred payments.

4.2.35

Authority of bankruptcy courts to grant declaratory judgments on
prospective tax issues in Chapter 11 plans of reorganization.
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4.2.36

Whether payment of prepetition nonpecuniary loss tax penalties in
Chapt\..r 11, 12, and 13 cases should be subordinated to payment of
general unsecured claims.

4.2.37

Whether a substitute for return shall constitute a filed return for
purposes of dischargeability issues.

Chapter 4: Chapter 9 - Municipal Bankruptcy Relief
4.3.1

Incorporation of the Securities Contract Liquidation Provisions - 11
U.S.c. §§ 555,556,559 & 560
The securities contract liquidation provisions in 11 U.S.C. §§ 555, 556,
559 & 560 should be applicable in Chapter 9 cases and should be
added to the list contained in section 901(a).

4.3.2

Chapter 9 Petition as Order for Relief
Section 921(d) should be deleted. Section 921(c) authorizes the court
to dismiss a Chapter 9 petition for (1) lack of good faith; or (2) failure
to meet the requirements of title 11. Deletion of section 921(d) will
eliminate the statutory conflict between section 301 providing that a
voluntary petition constitutes an order for relief and section 921(d)
authorizing the court to order relief only if the petition is not dismissed
under section 921(c). Deletion of section 921(d) will also conform
Chapter 9 to all other chapters of the Bankruptcy Code where a
voluntary petition is the order for relief.

4.3.3

Eligibility ofMunicipalities to Serve on Creditors' Committees
11 U.S.C. § 101(41) should be amended to permit municipalities to
serve on creditors' committees in Chapter 9 cases under the provisions
of 11 U.S.C. § 1102.

4.3.4

Elimination of 11 U.S.c. § 921 (b)
Section 921(b) should be deleted. Bankruptcy judges should be
appointed to preside over Chapter 9 cases in the same manner as they
are appointed to supervise all other cases under the Bankruptcy Code.
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4.3.5

Inclusion of "Employees" in 11

u.s.e § 922(a)

11 U.S.C. § 922(a)(1) should be amended to provide stay protection to
nonresident "employees" of municipalities that have filed for Chapter
9 relief. Section 922(a)(1) should read:
(1) the commencement or continuation, including the
issuance or employment of process, of a judicial,
administrative, or other action or proceeding against an
officer, employee, or inhabitant of the debtor that seeks
to enforce a claim against the debtor[.)

4.3.6

Treatment ofMunicipal Obligations in Chapter 9
Chapter 9 should be amended to provide comparable protection to all
types oftax-exempt obligations sold in the municipal marketplace. The
Recommendation will not affect the right of a municipality to use
special revenues for the provision of necessary municipal services.

Chapter 4: Chapter 12 - Bankruptcy Relief for Family Farmers
4.4.1

Sunset Provision and Chapter 12 Eligibility
The sunset provision should be eliminated. Chapter 12 should be made
a permanent addition to the Bankruptcy Code. Section 101(18) should
be amended to increase the aggregate debt limits to $2,500,000. The
other eligibility requirements in section 101(18) should remain
unchanged.

4.4.2

Direct Payment Plans
28 U.S.C. § 586(e) should be amended to clarify that the calculation of
the standing trustee's percentage fee should be based upon the
aggregate of those payments "made under the plan" on account of
claims impaired or modified by operation ofbankruptcy law regardless
of who makes the payment.
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SECTION I

Bank Sales of Insurance: Pointers and Precautions
I.

Introduction

The sale of insurance by state and national banks has been a rapidly
advancing area of the law since the United States Supreme Court
decided the infamous case, Barnett Bank of Marion County vs. Nelson,
116 S.Ct. 1103 (1996). This outline addresses the implications of Barnett
Bank on both the national marketplace and the regulatory environment
in the Commonwealth of Kentucky. Additionally, this outline discusses the
procedure for licensure to engage in the business of insurance in the
Commonwealth, the standard of conduct for agencies and agents and
the inherent problems with the conversion of insurance sales to the
banking industry.

A.

Kentucky's role in the national marketplace

Kentucky is becoming nationally known for pioneering the issues inherent
in the introduction of banks into the insurance marketplace.
Commissioner George Nichols III is the Secretary/ Treasurer of the
National Association of insurance Commissioners and chairs the NAIC's
Committee on Banking and Insurance. In that capacity, he has testified
twice before the U.S. House of Representatives on Federal financial
services modernization legislation.
Additionally, Kentucky was one of the first states in the nation to
promulgate a regulation or codify a statute on banks' sale of insurance
and the Department of Insurance recently completed eight workshops
throughout the state educating bankers on the insurance marketplace
and procedures for licensure.

B.

Issues for discussion
1.

Pointers:
a)

Opportunities for your bank in pursuing an
insurance program.
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2.

C.

b)

Details to consider in implementing an insurance
program within your bank.

c)

The procedure for becoming licensed to engage
in
the
insurance
marketplace
in
the
Commonwealth.

Precautions:
a)

Solicitation & referrals

b)

Advertising

c)

Consumer complaints

The role of the Kentucky Department of Insurance
1.

The goal of the Department

The goal, mission and job description of individuals involved with the
Insurance Department is clearly consumer protection. We recognize the
need for competition in the insurance marketplace, as numerous
participants in the industry benefit consumers in terms of rates, policy
provisions, claim settlement and access to agents.
However, the Department also recognizes that subtle coercion may exist
for the insurance consumer when banks make credit decisions and sell
insurance to the same consumer. Therefore, our role requires a delicate
balance in the marketplace, neither hostile to insurance companies nor
In addition, as a
lenient in consumer protection enforcement.
Department, we must evolve to adapt to new licensees that may not
enjoy insurance as their sole or main industry.
2.

Scope of Regulatory Authority
a)

Consumer Protection Regulation

The Department delineates its authority in three distinct areas: consumer
protection regulation, solvency regulation and competitive market
regulation. Consumer protection regulation is the most visible aspect of
our authority and the most commonly distinguished. The Department
safeguards consumers by enforcing statutes concerning unfair trade
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practices, illegal or unfair sales of insurance, and insurance fraud.
KRS 304.12-010, et.seq.
b)

See

Solvency Regulation

Solvency regulation is one of the most important duties of the Kentucky
Department, and also one of the least known. The Commissioner enjoys
examination authority over all companies licensed to conduct insurance
business in the Commonwealth and performs on-site examinations at least
every three years. KRS 304.2-210.

(l)

Financial examinations

The examinations focus on the financial condition of the company, the
company's underwriting, and the maintenance of appropriate reseNes
to ensure the financial stability of the company and the company's ability
to pay its incurred claims. KRS 304.2-210. Further, the Commissioner may
examine all insurance company affiliates, subsidiaries and holding
companies in the corporate structure to determine whether the entities of
common ownership are an unreasonable strain on the assets of the
insurance company. KRS 304.2-220.
(2)

Guaranty funds

In the case of an insurer insolvency, the Commissioner possesses the
authority to invoke a guaranty fund to alleviate some of the losses
incurred by insurance consumers. KRS 304.36-100. The funds are created
by assessments to all companies in the same line of business as the
insolvent insurer, subject to a maximum amount. KRS 304.36-080.

c)

Competitive marketplace regulation

While the Commissioner enjoys the authority to approve policy forms and
premium rates for insurance coverage in the Commonwealth, a
competitive marketplace must be maintained.
Therefore, the
Department cannot unreasonably restrict the industry's ability to
determine coverage or rates, as consumer's access to numerous
companies and coverages is a basic tenet of consumer protection.
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II.

Background Information

A.

U.S. Supreme Court decides the Barnett Bank case, 116 S.Ct.
1103 (1996).

This opinion affirms the ability of a national bank, located in a place of less
than 5,000 population, to engage in insurance activities, as such activities
are "incidental to banking" under Section 92 of the National Bank Act. In
addition, no state law may "prevent or significantly interfere" with the
national bank's exercise of such authority. See Appendix A.

B.

The Office of the Comptroller of the Currency issues an
Advisory Letter on Retail Sales of Nondeposit Investment
Products

This letter is advisory only, and is not enforceable as a regulation.
However, the Comptroller has recommended the Federal Financial
Institutions Examination Council revise the Interagency Statement on
Retail Sales of Nondeposit Investment Products as an interagency
regulation and address areas of consumer protection and disclosures.
See Appendix B.

C.

The Kentucky Department of Financial Institutions issues Parity
Letter 96-2

In order for state banks to apply for licensure to sell insurance, in parity
with the national banks according to Barnett Bank, the Kentucky
Department of Financial Institutions issued a Parity Letter for that purpose.
Litigation ensued challenging the authority of the Department to issue a
parity letter and the constitutionality of the parity statute.

D.

The Kentucky Department of Insurance promulgates the
administrative regulation on bank sales of insurance~ 806 KAR
9:240

The Kentucky Bankers Association and the Independent Insurance Agents
of Kentucky assisted the Department in promulgating a regulation on
bank sales of insurance. See Appendix C.
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E.

Rhode Island's banking and insurance statute is questioned
by the OCC as violative of the Barnett Bank standard.

The Comptroller of the Currency requested comments from interested
parties regarding whether the Rhode Island statute prohibits or
significantly interferes with a national bank's ability to engage in the
business of insurance. Although the comment period has expired, the
Comptroller has yet to issue an opinion on the matter.

F.

The OCC authorizes Bank One to underwrite mortgage
guaranty reinsurance.

Upon application of Bank One, the Comptroller approved the bank's
proposal to underwrite mortgage guaranty reinsurance through an
operating subsidiary. The Comptroller opined that such activity was
"incidental to banking" according to Section 92 of the National Bank Act.
See Appendix D.

G.

Federal legislation to revise the banking, insurance and
securities industries passes the House Banking Committee.

H.R. 10 passed the U.S. House of Representatives Committee on Banking.
This bill contains numerous provisions preempting states' regulation of
insurance, including redomestication, demutualization, licensing and
financial oversight.

H.

The OCC authorizes Zions First National Bank to underwrite
municipal revenue bonds.

Upon Zions First's application, the Comptroller approved the bank's
proposal to underwrite municipal revenue bonds through an operating
subsidiary of the bank. The oee concluded that underwriting and
dealing in revenue bonds is part of the business of banking according to
Section 20 of the Glass-Steagall Act. See Appendix E.
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I.

Differing Federal financial seNices modernization legislation
passes the House Commerce Committee.

The Commerce Committee of the U.S. House of Representatives reported
a committee substitute to H.R. 10, with the continued intention of revising
the banking, securities and insurance industries. While many provisions
were modified, significant preemption of state insurance regulation
remained in the bill.

J.

The Federal ReseNe Board considers revisions to Regulation K.

The Federal ReseNe Board solicited comments from interested parties on
several revisions to its Regulation K, including an authorization to
underwrite and reinsure life insurance and annuity products sold in the
United States through an offshore affiliate. See Appendix F.

K.

Kentucky's banking and insurance statute is prefiled in the
1998 General Session.

House Bill 429 was a joint effort of the Kentucky Bankers Association, the
Independent Insurance Agents of Kentucky and the
Kentucky
Department of Insurance. The majority of the administrative regulation
was retained in the statute, with minor modifications. See Appendix G.

L.

The industries create a compromise to Federal legislation

On March 12, 1998, a compromise bill was published by the U.S. House of
Representatives. Several provisions were modified and a vote on the
House floor is anticipated prior to the end of March, 1998. A summary of
the insurance provisions may be found at Appendix H.

III.

Pointers: Why should your bonk pursue on insurance program?

Banks have enumerated several reasons for adding insurance to its
traditional line of products and seNices:
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IV.

A.

Insurance is perceived as a valuable product that may be
offered as a convenience to customers.

B.

Banks have the ability to tailor lines of insurance to their
customer base and line of business.

C.

Banks perceive a significant capital inflow from insurance
premium commissions.

D.

Marketing of products may be enhanced as banks share
customer databases with insurance agents and agency
affiliates.

Pointers: Issues to consider in developing an insurance program for
your bank.

A.

Corporate structure

Many possibilities abound when considering the structure for an insurance
program within a bank. Many banks have chosen to license the bank
itself as an insurance agency. Others have chosen to create a separate
corporate entity as an affiliate or subsidiary of the bank to license as an
insurance agency.

B.

Agents

Several alternatives exist regarding the individuals to license as agents of
the bank's insurance products. These include:
1.

A bank purchasing an existing agency.

2.

A bank hiring licensed agents as employees.

3.

A bank and an agent or agency forming a joint
venture.
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4.

A bank licensing its own employees.

5.

A bank, without independent licensure, creating an
organized referral program with a licensed agency or
agent.

CAUTION Any person or entity accepting commissions from the sale of

insurance must be appropriately licensed. Please refer to KRS 304.9-421
and Bulletin 97-5 included in Appendix I.

V.

Pointers: Procedure for becoming licensed as an agent or agency
in the Commonwealth

A.

B.

To obtain an agent's license
1.

Attend 40 hours of approved classroom training.

2.

Apply for licensure on the application form provided
by the sponsoring company, with appropriate proof of
financial responsibility (a surety bond, cash bond, or
Errors and Omissions policy.) See Appendix J.

3.

Pass the licensing examination administered by the
Department.

4.

Obtain 24 hours of continuing education each
biennium to maintain the license.

Agency License
1.

Contact an interested and licensed insurance
company and agent.

2.

Apply for licensure with the Kentucky Department of
Insurance, including the following documentation:
a)

A completed application, acquired from the
sponsoring company.
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VI.

b)

A copy of the bank's Articles of Association,
charter or other document illustrating the
existence of a corporate entity, national bank or
state bank.

c)

A Resolution from the Board of Directors stating
that only those persons duly licensed with the
Department will be acting on behalf of the bank
regarding insurance products. See Appendix K.

Kentucky's Banking and Insurance Statute

A.

At the time of drafting, HB 429 is posted in the House of
Representatives for Concurrence.

B.

HB 429 and 806 KAR 9:240 are included for your reference at
Appendices C & G.

C.

HB 429 contains several important provisions, including:
1.

KRS 387.030(4) is repealed and replaced with
affirmative language authorizing banks to engage in
the sale of insurance.

2.

A new section of the Kentucky Insurance Code is
created:
a)

Requiring all persons involved in the business of
insurance to be licensed by the state.

b)

Prohibiting any violation of Federal anti-tying
laws, and making any Federal violation a
violation of state law.

c)

Prohibiting any delay in a banking transaction for
the purpose of influencing a consumer's
selection or purchase of insurance.
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d)

3.

Specifying the requirements for a paid referral
program within the bank.

Disclosures:

806 KAR 9:240 and HB 429 require three disclosures to be propounded to
any consumer purchasing insurance from a bank-affiliated agent. These
include:
a)

Notice must be given to the consumer that he or
she has a free choice of insurance agent or
company, to evidence compliance with KRS
304.12-150. This document must be executed
prior to the sale of insurance.

b)

Consumers must be given a notice
opportunity to authorize the disclosure of
consumer information to any person.
consumer's refusal to execute this disclosure
not affect the purchase of insurance in
fashion.

c)

Standard investment disclosures, similar to FDIC
disclosures, must be executed by the consumer
Similar
prior to the purchase of insurance.
disclosures are in use in almost every state.

and
their
A
may
any

According to HB 429, the Commissioner shall promulgate forms for the
above disclosures by regulation.
Sample forms drafted by the
Department are included in Appendix L.

VII.

Precautions: Solicitations and Referrals

A.

Who is an agent?

Kentucky law is transaction- driven. Any person performing the duties
normally conducted by an insurance agent should be licensed
appropriately.
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B.

C.

Agent activities include:
1.

Solicitation

2.

Advertising

3.

Taking applications & premiums

Definitions:
1.

Solicitation-- To aid, assist, or facilitate the offering of
insurance products.

2.

Advertising-- Descriptive literature
disseminated to the public.

3.

Taking Applications-- Completing or providing the
following information:

4.

and

sales

a)

General application information,

b)

Underwriting information, specifically health
questions,

c)

Discussing any coverages, including any
requested,

d)

Providing premium quotes, and

e)

Witnessing signatures.

Handling Premiums-- Handling premium funds is
specifically an agent duty, even if merely
administrative.

1-11

aids

D.

Administrative Staff

A very limited exception to the licensing statutes exists for administrative
staff of licensed agents. However, the following requirements must be
met:

E.

1.

Property and casualty lines of business only,

2.

Direct supeNision by an agent,

3.

Individuals must be full-time clerical and administrative
staff only,

4.

Employees must be paid by salary only (no
commissions), and

5.

The taking of applications and premiums must be
incidental to the employees normal duties.

Referral Fees

A significant revision in Department policy is contained in 806 KAR 9:240
and HB 429 regarding the ability of unlicensed individuals to receive a
paid referral to a licensed agent. The following requirements must be
satisfied to qualify for this limited exemption:
1.

The referral fee is paid regardless of whether insurance
is sold to the consumer referred,

2.

The referral fee must be a fixed amount,

3.

The referral fee must be paid by the financial institution,
and

4.

The referral fee program must be a part of a
comprehensive referral program.
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VIII.

Precautions: Advertising

Advertising of bank-affiliated insurance products has been the source of
several complaints to the Department of Insurance. A copy of the
regulation concerning advertising of insurance products, 806 KAR 12:010, is
included at Appendix M. The regulation specifically restricts the form and
content of all advertisements of insurance products.

A.

B.

Frequently utilized banking and insurance advertisements:
1.

Business displays

2.

Direct mail advertising

3.

Endorsements

4.

Uncompensated referrals

Telemarketing

Another significant revision to Department policy concerns telemarketing.
Recently, the Department has concluded that telemarketing is more
similar to an advertisement than a personal solicitation. Accordingly, to
qualify as a telemarketing promotion, rather than solicitation, the
following requirements must be satisfied:
1.

Telemarketers are supervised by licensed agents,

2.

A script is required and must be followed by the
telemarketers,

3.

The promotion must comply with the advertising
regulation, 806 KAR 12:010,

4.

Any interested consumer is referred to a licensed
agent, and

5.

The licensed person must complete the application
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IX.

Precautions: Complaints

The Department of Insurance maintains legal and consumer protection
divisions to respond to consumer complaints regarding the advertising
and sale of insurance products, as well as settlement of insurance claims.

A.

Written Complaints

The Department receives approximately 6,000 complaints annually. The
Insurance Department is statutorily required to determine whether each
written complaint is justified and is required to maintain all complaint
records for 5 years. Additionally, the Department enjoys subpoena
authority, the authority to grant limited immunity and prosecute for
perjury. However, most complaints are resolved by Agreed Order.

B.

Penalties and Restitution
1.

Restitution is the primary goal of the Department. The
Department prefers making the consumer whole when
the complaint warrants the action.

2.

The Department historically holds both the agent and
insurance company responsible when the situation
demands.

3.

The Department may impose the following penalties:
a)

Cease and Desist orders,

b)

Probation,

c)

Suspension,

d)

Revocation of license, and/or

e)

Administrative fines of up to $10,000 per
occurrence.

1-14

APPENDIX A

Barnett Bank v. Nelson
134 LEd 2d 237

(1996)

BARNETT BANK OF MARION COUNTY, N. A., Petitioner
v

BILL NELSON, Florida Insurance Commissioner, et a1.
517 US -,134 LEd 2d 237,116 S Ct[No. 94-1837]
Argued January 16, 1996. Decided March 26, 1996.
Decision: Federal statute (12 uses § 92) authorizing national banks to sell
insurance in small towns held to (1) pre-empt Florida statute restricting
bank insurance sales, and (2) specifically relate to business of insurance
within meaning of McCarran-Ferguson Act.
SUMMARY

It is provided in 12 uses § 92, which was enacted in 1916, that any
national bank located and doing business in any place with a population of
not more than 5,000 may act as the agent for any insurance company authorized by the state to sell insurance. Under § 2(b) of the McCarran-Ferguson
Act (15 uses § 1012(b», which was enacted in 1945, an act of Congress may
not be construed to invalidate, impair, or supersede any state law enacted
for the purpose of regulating the business of insurance unless the congressional act "specifically relates to the business of insurance." In 1974, the state
of Florida enacted a statute which prohibited the selling of most kinds of insurance in Florida by all banks except those which were located in a city
having a population of less than 5,000 and which were not a subsidiary or an
affiliate of a bank holding company. In 1993, an affiliated national bank
which did business through a branch in a Florida town with a population of
less than 5,000 bought a Florida-licensed insurance agency. On the day of
the purchase, the bank filed an action in the United States District Court for
the Middle District of Florida against the Florida insurance commissioner
for permanent injunctive and declaratory relief, on the grounds that § 92
pre-empted the Florida statute. Four days later, the commissioner ordered
the agency to stop selling the prohibited kinds of insurance. Thereafter, the
bank moved in District Court for a preliminary injunction against the commissioner. The District Court, denying both preliminary and permanent
relief, ruled that § 92 did not pre-empt the Florida statute, 8S (l) the Florida
statute was a law enacted for the purpose of regulating the business of insurance within the meaning of § 2(b), and (2) § 92 did not fall within § 2(b)'s
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anti·pre-emption rule because § 92 did not specifically relate to the business
of insurance (839 F Supp 835). On appeal, the United States Court of Appeals
for the Eleventh Circuit affirmed for similar reasons (43 F3d 631).
On certiorari, the United States Supreme Court reversed. In an opinion by
BREYER, J., expressing the unanimous view of the court, it was held that § 92
pre-empted the Florida statute, because (1) under ordinary legal principles of
federal pre-emption, the intent of § 92 was to grant authority to small town
national banks to sell insurance regardless of whether a state granted its
own state banks or national banks similar approval; and (2) § 92 specifically
related to the business of insurance within the meaning of § 2(b).
HEADNQTES
Cla88itied to United Statee Supreme Court Dii88t, Lawyera' Edition

Banks § 59; Commerce § 103(1) national banks - selling of insurance - state law preemption
McCarranFerguson Act
1a-1d. 12 USCS § 92-which was
enacted in 1916 and provides that, in
addition to the powers vested by law
in national banks, any such bank located and doing business in any place
with a population of not more than
5,000 may act as the agent for any
insurance company authorized by the
state to sell insurance, under such
rules and regulations as the Comptroller of the Currency may
prescribe-pre-empts a state statute
which prohibits the selling of most
kinds of insurance in the state by all
banks except those which are located
in a city having a population of less
than 5,000 and which are not a subsidiary or an affiliate of a bank holding company, because (1) under ordinary legal principles of federal preemption, the intent of § 92 is to grant
authority to small town national
banks to sell insurance regardless of
whether a state grants its own state
banks or national banks similar approval, in that (a) the language of
§ 92 suggests that § 92 grants national banks a broad permission to
sell insurance which is not conditioned upon state permission, (b)
there is a history in the United States
~

Supreme Court of interpreting grants
of both enumerated and incidental
powers to national banks as grants
of authority not normally limited by,
but ordinarily pre-empting, contrary
state law, (c) nothing in the background or history of § 92 significantly
supports the argument that special
circumstances surrounding the enactment of § 92 demonstrate Congress'
intent to grant national banks only a
limited permission to sell insurance
subject to state approval, and (d) the
. Comptroller's subsequent interpretation of § 92 does not suggest that § 92
provides national banks with only a
limited authority to sell insurance
subject to similar state approval; and
(2) § 92 "specifically relates to the
business of insurance" within the
meaning of § 2(b) of the McCarranFerguson Act (15 uses § 1012(b»which provides that an act of Congress may not be construed to
invalidate, impair, or supersede any
state law enacted for the purpose of
regulating the business of insurance
unless the congressional act specifically relates to the business of insurance-and thus § 2(b)'s special antipre-emption rule does not apply, in
that (a) in ordinary English, § 92
"specifically" "relates" to the "business of insurance," and i'n setting
forth certain specific rules for banks,
§ 92 not only focuses directly upon

134 L Ed 2d 237

industry-specific selling' practices but
also affects the relation of insured to
insurer and the spreading of risk,
and (b) a purpose of the McCarranFerguson Act (15 uses §§ 1011-1015)
asset forth in 15 USCS § lOll,
namely that silence on the part of
Congress shall not be construed to
impose any barrier to the reb'1Jlation
or taxation of the business of insurance by the several states, indicates-as the circumstances surrounding enactment of the
McCarran-Ferguson Act also suggest-that the McCarran-Ferguson
Act seeks to protect state regulation
primarily against inadvertent federal
intrusion, such as by enactment of a
ff;deral statute that describes an affected activity in broad, general
terms, of which the insurance business happens to comprise one part.
States, Territories, and Possessions § 22 - federal preemption - intent - tests
2. If Congress, in enacting a federal
statute, intends to exercise its constitutionally delegated authority to set
aside the laws of a state, then the
Federal Constitution's supremacy
clause (Art VI, cl 2) requires courts
to follow federal law, not state law;
where explicit pre-emption language
does not appear, or does not directly
answer the question of whether the
federal statute pre-empts state law,
courts must consider whether the
federal statute's structure and purpose, or nonspecific statutory language, nonetheless reveal a clear but
implicit pre-emptive intent-as, for
example, where (1) a federal statute
creates a scheme of federal regulation so pervasive as to make reasonable the inference that Congress left
no room for the states to supplement
it, (2) federal law is in irreconcilable
conflict with state law, (3) compliance
with both the federal statute and the

state statute is a physical impossibility, or (4) the state law stands as an
obstacle to the accomplishment and
execution of the full purposes and
objectives of Congress.
Banks § 59 - national banks power of state
3. States have the power to regulate national banks where doing so
does not prevent or significantly
interfere with a national bank's exercise of its powers.
Municipal Corporations § 34.5;
Statutes § 178 - term "specHt_
cally relates" - ordinance
4. For purposes of construing the
statutory term "specifically relates,"
a statute may specifically relate to
more than one thing; just as an ordinance forbidding' dogs in city parks
specifically relates to dogs and to
parks, so a statute permitting banks
to sell insurance can specifically
relate to banks and to insurance.
Commerce § 103(1) - McCarranFerguson Act - state law preemption
5. Neither the language nor the
purpose of § 2(b) of the McCarranFerguson Act (15 uses § 1012(b»which provides that an act of Congress may not be construed to
invalidate, impair, or supersede any
state law enacted for the purpose of
regulating the business of insurance
unless the congressional act specifically relates to the business of insurance-requires that a federal statute
relate predominantly to insurance in
order to pre-empt state law.
Bankruptcy § 15; Commerce
§ 103(1) - McCarran.Ferguson
Act - pre.emption of state
law
6. The anti-pre-emption rule enunciated by § 2(bl of the McCarran-
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Ferb'1JSOn Act (15 uses § 10l2(b»which provides that an act of
Congress may not be construed to
invalidate, impair, or supersede any
state law enacted for the purpose of
regulating the business of insurance
unless the congressional act specifically relates to the business of insurance-applies where federal statutes

with a potential pre-emptive effect
upon state law, such as the bankruptcy statutes, (1) use general language that does not appear to specifically relate to insurance, and (2)
conflict with state law that was enacted for the purpose of regulating
the business of insurance.

RESEARCH REFERENCES
10 Am Jur 2d, Banks § 303; 43 Am Jur 2d, Insurance §§ 37, 38
12 uses § 92; 15 uses § 1012(b)
L Ed Digest, Banks § 59; Commerce § 103(1)
L Ed Index, Banks; McCarran-Ferguson Act
ALR Index, Banks and Banking; Insurance Agents and Brokers; McCarranFerguson Act; Nati?nal Banks
Annotations:
Supreme Court's views as to validity, construction, and application of McCarran-Ferguson Act (15 uses §§ 1011-1015), concerning regulation of
business of insurance by state or federal law. 125 L Ed 2d 879.
Public regulation or control of insurance agents or brokers. 10 ALR2d 950.
Auto-Cite~: Cases and annotations referred to herein can be further
researched through the Auto-Cite~ computer-assisted research service.
Use Auto-Cite to check citations for form, parallel references, prior and
later history, and annotation references.
'

APPEARANCES OF COUNSEL ARGUING CASE

Nathan Lewin argued the cause for petitioner.
Richard P. Bress argued the cause for the United States, as amicus curiae, by special leave of court.
Daniel Y. Sumner argued the cause for state respondents.
Ann M. Kappler argued the cause for private respondents.
SYLLABUS BY REPORTER OF DECISIONl?

A 1916 federal law (Federal Statute) permits national banks to sell
insurance in small towns, but a Florida law (State Statute) prohibits such
banks from selling most types of insurance. When petitioner Barnett
Bank, a national bank doing business
in a small Florida town, bought a
240

state licensed insurance agency, respondent State Insurance Commissioner ordered the agency to stop selling the prohibited forms of insurance.
In this action for declaratory and
injunctive relief, the District Court
held that the State Statute was not
pre-empted, but only because of the

McCarran-Ferguson Act's special
insurance-related anti-pre-emption
rule. That rule provides that a federallaw will not pre-empt a state law
enacted "for the purpose of regulating the business of insurance"-unless the federal statute "specifically
relates to the business of insurance."
15 use § 1012(b) [15 uses § 1012(b))
(emphasis added). The Court of Appeals affirmed.
Held: The Federal Statute preempts the State Statute.
(a) Under ordinary pre-emption
principles, the State Statute would
be pre-empted, for it is clear that
Congress, in enacting the Federal
Statute, intended to exercise its constitutionally delegated authority to
override contrary state law. The
Federal and State Statutes are in "irreconcilable conflict," Rice v Norman
Williams Co., 458 US 654, 659, 73 L
Ed 2d 1042, 102 S Ct 3294, since the
Federal Statute authorizes national
banks to engage in activities that the
State Statute expressly forbids. Thus,
the State's prohibition would seem to
"stan[dl as an obstacle to the accomplishment" of one of the Federal
Statute's purposes, Hines v Davidowitz, 312 US 52, 67, 85 L Ed 581, 61 S
Ct 399, unless, as the State contends,
Congress intended to limit federal
permission to sell insurance to those
circumstances permitted by state
law. However, by providing, without
relevant qualification, that national
banks "may . . . act as the agent"
for insurance sales, 12 use § 92 (12
USCS § 921, the Federal Statute's
language suggests a broad, not a
limited, permission. That this authority is granted in "addition to the powers now vested . . . in national
[banksl," ibid. (emphasis added), is
also significant. Legislative grants of
both enumerated and incidental
"powers" to national banks historically have been interpreted as grants

of authority not normally limited by,
but rather ordinarily pre-empting,
contrary state law. See, e.g.• First
Nat. Bank of San Jose v California,
262 US 366, 368-369, 67 L Ed 1030,
43 S Ct 602. Where, as here, Congress
has not expressly conditioned the
grant of power upon a grant of state
permission, this Court has ordinarily
found that no such condition applies.
See Franklin Nat. Bank v New York,
347 US 373,98 L Ed 767, 74 S Ct 550.
The State's argument that special
circumstances surrounding the Federal Statute's enactment demonstrate Congress' intent to grant only
a limited permission is un persuasive.
(b) The McCarran-Ferguson Act's
anti-pre-emption rule does not govern this case, because the Federal
Statute "specifically relates to the
business of insurance." This conclusion rests upon the Act's language
and purposes, taken together. The
word "relates" is highly general; and
in ordinary English, the Federal Statute-which focuses directly upon
industry-specific selling practices and
affects the relation of insured to
insurer and the spreading of risk"specifically" relates to the insurance
business. The Act's mutually reinforcing purposes-that state regulation and taxation of the insurance
business is in the public interest. and
that Congress' "silence . .. shall not
be construed to impose any barrier
to [suchl regulation or taxation," 15
use § 1011 [15 uses § 10111 (emphasis added)-also support this view.
This phrase, especially the word
"silence," indicates that the Act
seeks to protect state regulation primarily against inadvertent federal
intrusion, not to insulate state insurance regulation from the reach of all
federal law. The circumstances surrounding the Act's enactment also
suggest that the Act was passed to
ensure that generally phrased con-
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gressional statutes, which do not
mention insurance, are not applied
to the issuance of insurance policies,
thereby interfering with state regulation in unanticipated ways. The par-

ties' remaining arguments to'the contrary are unconvincing.
43F. 3d 631, reversed.
Breyer, J., delivered the opinion
for a unanimous Court.

OPINION OF THE COURT

Justice Breyer delivered the opinion of the Court.
[1a] The question in this case is
whether a federal statute that permits national banks to sell insurance
in small towns pre-empts a state statute that forbids them to do so. To
answer this question, we must' consider both ordinary pre-emption principles, and also a special federal antipre-emption rule, which provides
that a federal statute will not preempt a state statute enacted "for the
purpose of regulating the busineas Qf
insurance"-unless the federal stat.
ute "specifically relates to the business of insurance." McCarranFerguson Act, 15 USC § 1012(b) (15
USCS § 1012(b)] (emphasis added).
We decide that the McCarranFerguson Act's special anti-preemption rule does not govern this
calle, because the federal statute in
question "specifically relates to the
bUlliness of insurance." We conclude
that, under ordinary pre-emption
principles, the federal statute preempts the state statute, thereby prohibiting application of the state statute to prevent a national bank from
aelling insurance in a small town.

I
In 1916 Congress enacted a federal
statute that says that certain national banks "may" sell insurance in
amall towns. It provides in relevant
part:
"In addition to the powers now
vested by law in national [banks)
242

organized under the laws .of the
United States any such Ibank} located and doing business in any
place [with a population) . . . [of
not more than) five thousand; ..
may. under such rules and regulations as may be prescribed by the
Comptroller of the Currency, act
as the agent for any fire, life, or
other insurance company authorized by the authorities of th~ State
· .. to do business [there), '. . . by
soliciting and selling' insurance
· .. Provided, however, That no
such bank shall . . . guarantee the
payment of any premium .. '. And
provided further, That" the bank
shall' not guarantee the truth of
any statement made by an assured
[when applying) . . . for insurance." Act of Sept. 7, 1916 (Federal
Statute), 39 Stat. 753, 12 USC § 92
§ 92) (emphases changed).
[12
In 1974 Florida enacted a statute
that prohibits certain banks from
selling most kinds of ins4rance. It
says:

uses

"No [Florida licensed! insurance
agent . . . who is associated with,
· .. owned or controlled by . . . a
financial institution shall engage
in insurance agency activities
· ... " Fla. Stat. Ann. § 626.988(2)
(Supp. 1996) (State Statute).
The tenn "financial institution"
includes
"any bank ... [except for aJ bank
whic,h is not a subsidiary or affiliate of a bank holding company and
is located in a city having a popula'·

tion of less than 5,000 . . . . "
§ 626.988(1)(a).
Thus, the State Statute says, in essence, that banks cannot sell insurance in Florida-except that an
unaffiliated small town bank (i.e., a
bank that is not affiliated with a
bank holding company) may sell insurance in a small town.Ibid.
In October 1993 petitioner Barnett
Bank, an "affiliate[dj" national bank
which does business through a
branch in a small Florida town,
bought a Florida licensed insurance
agency. The Florida State Insurance
Commissioner, pointing to the State
Statute, (and noting that the unaffiliated small town bank exception did
not apply), ordered Barnett's insurance agency to stop selling the prohibited forms of insurance. Barnett,
claiming that the Federal Statute
pre-empted the State Statute, then
filed this action for declaratory and
injunctive relief in federal court.
The District Court held that the
Federal Statute did not pre-empt the
State Statute, but only because of the
special insurance-related federal
anti-pre-emption
rule.
The
McCarran-Ferguson Act, which creates that rule, says:
"No act of Congress shall be construed to invalidate, impair, or
supersede any law enacted by any
State for the purpose of regulating
the business of insurance, or which
imposes a fee or tax upon such
business, unless such Act specifically relates to the businesll of insurance . . . . . . McCarranI<'ergullon Act (or Act), § 2(b), 59
Stat. 34, 15 USC § 1012(b) (15 USCS
§ 1012(b)].
'fhe District Court decided both (l)
that the. Federal Statute did not fall
within the McCarran-Ferguson Act's

exception because it did not "specifically relat(cJ to the busincllll of insurance"; and (2) that the State Statute
was a "law enacted . . . for the purpose of regulating the business of insurance." Barnett Bank of Marion
County, N. A, v Gallagher, 839 F.
Supp. 835, 840-841, 843 (MD Fla.
1993) (internal quotation marks omitted). Consequently, the McCarranFerguson Act, in the District Court's
view, instructs courts not to "construle!" the Federal Statute "to invalidate" the State Statute. 15 USC
§ 1012(b) (15 USCS § 1012(b)). The
Eleventh Circuit Court of Appeals,
for similar reasons, agreed that the
Federal Statute did not pre-empt the
State Statute. Barnett Bank of
Marion County, N. A. v Gallagher, 43
F. 3d 631,634-637 (1995).
We granted certiorari due to uncertainty among lower courts about the
pre-emptive effect of this Federal
Statute. See Owensboro Nat. Bank v
Stephens, 44 F. 3d 388 (CA6 1994)
(pre-emption of Kentucky statute
that prevents national banks from
selling insurance in small towns);
First Advantage Ins., Inc. v Green,
652 So. 2d 562 (La. Ct. App.), rev.
den., 654 So. 2d 331 (1995) (no preemption). We now reverse the Eleventh Circuit.

II
[2] We shall put the McCarranFerguson Act's special anti-preemption rule to the side for the moment, and bel,Tin by asking whether,
in the absence of that rule, we should
construe the Federal Statute to preempt the State Statute. This question
is basically one of congressional intent. Did Congress, in enacting the
Federal Statute, intend to exercise
its constitutionally delegated authority to set aside the laws of a State? If

243

<Xl

...-I
~

u.s. SUPREME COURT REPORTS
so, the Supremacy Clause requires
courts to follow federal, not state,
law. US Const., Art. VI, cl. 2; see California Fed. Sau. & Loan Assn. v
Guerra, 479 US 272,280-281,93 LEd
2d 613, 107 S Ct 683 (1987) (reviewing pre-emption doctrine).
Sometimes courts, when facing the
pre-emption question, find language
in the federal statute that reveals an
explicit congressional intent to preempt state law. E.g., Jones v Rath
Packing Co., 430 US 519, 525, 530531, 51 L Ed 2d 604, 97 S Ct 1305
(1977). More often, explicit preemption language does not appear,
or does not directly answer the question. In that event, courts must consider whether the federal statute's
"structure and purpose," or nonspecific statutory language, nonetheless
reveal a clear, but implicit, preemptive intent. Id., at 525, 51 L Ed
2d 604, 97 S Ct 1305; Fidelity Fed.
Sau. & Loan Assn. v De la Cuesta,
458 US 141, 152-153, 73 LEd 2d 664,
102 S Ct 3014 (1982). A federal statute, for example, may create a
scheme of federal regulation "so
pervasive as to make reasonable the
inference that Congress left no room
for the States to supplement it." Rice
v Santa Fe Eleuator Corp., 331 US
218, 230, 91 LEd 1447, 67 S Ct 1146
(1947). Alternatively, federal law
msy be in "irreconcila ble conflict"
with state law. Rice v Norman Williams Co., 458 US 654, 659, 73 L Ed
2d 1042, 102 S Ct 3294 (1982). Compliance with both statutes, for example,
may be a "physical impossibility,"
Florida Lime & A uocado Growers,
Inc. v Paul, 373 US 132, 142·143, 10
LEd 2d 248,83 S Ct 1210 (1963); or,
the state law may "stan(dJ as an obstacle to the accomplishment and execution of the full purposes and objectives of Congress." Hines v
Dauidowitz, 312 US 52, 67, 85 L Ed
581,61 S Ct 399 (1941).
244

134 LEd 2d

In this case we must ask whether
or not the Federal and State Statutes
are in "irreconcilable conflict." The
two statutes do not impose directly
conflicting duties on national
banks-as they would, for example,
if the federal law said, "you must sell
insurance," while the state law said,
"you may not." Nonetheless, the
Federal Statute authorizes national
banks to engage in activities that the
State Statute expresaly forbids. Thus,
the State's prohibition of those activities would seem to "stan[d! as an obstacle to the accomplishment" of one
of the Federal Statute's purposesunlesa, of course, that federal purpose
is to grant the bank only a very
limited permission, that is, permission to sell insurance to the extent
that state law also grants permission
to do so.
That is what the State of Florida
and its supporting amici arb'lle. They
say that the Federal Statute grants
national banks a permission that is
limited to circumstances where state
law is not to the contrary. In their
view, the Federal Statute removes
only federal legal obstacles, not state
legal obstacles, to the sale of insurance by national banks. But we do
not find this, or the State's related,
ordinary pre-emption arguments
convincing.
(1b) For one thing, the Federal
Statute's language suggests a broad,
not a limited, permission. That language says, without relevant qualification, that national banks "may ...
act as the agent" for insurance sales.
12 USC § 92 (12 uses § 92!. It specifically refers to "rules and regulations" that will govern such sales,
while citing as their source not state
law, but the federal Comptroller of
the Currency. Ibid. It also specifically
refers to state regulation, while limiting that reference to licensing-not
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of banks or insurance agents, but of
the insurance companies whose policies the bank, as insurance agent,
will sell. Ibid.
For another thing, the Federal
Statute says that its grant of authority to sell insurance is an "addition
to the powers now vested by law in
national [banks!." Ibid. (emphasis
added). In using the word "powers,"
the statute chooses a legal concept
that, in the context of national bank
legislation, has a history. That history is one of interpreting grants of
both enumerated and incidental
"powers" to national banks as grants
of authority not normally limited by,
but rather ordinarily pre-empting,
contrary state law. Sec, e.g., Fir.~t
Nat. Bank of San Jose v Cali{ornw,
262 US 366, 36H-369, 67 LEd 1030:
~.3 S Ct ,?02 (1923} (natIOnal banks
power to receIve depOSIts preempts contrary state escheat law);
Easton v Iowa, 188 US 220, 229-230,
4.1 L Ed 45~, 23 S Ct 288 (1903) !.natlOnal banking system normally Independent, so far as powers conferred
are concerned, of state legislation");
cf. Walle v Dowley, 94 US 527, 533,
24. LEd 181 (1877) C:[W!here t~ere
eXIsts a concurrent nght of leglslation in the States and in Congress,
and the latter has exercised its
power, there remains in the States
no authority to legislate on the same
matter").
Thus, this Court, in a case quite
similar to this one, held that a federal
statute permitting, but not requiring,
national banks to receive savings
deposits, pre-empts a state statute
prohibiting certain state and national
banks from using the word "savings"
in their advertising. Franklin Nat.
Bank v New York, 347 US 373, 375379, 98 L Ed 767, 74 S Ct 550 (954)
(Federal Heserve Act provision that
national banks "may continue ... to

receive ... savings deposits" read as
"declaratory of the right of a national
bank to enter into or remain in that
type of business"). See also De la
C~esta, supra, at 154-159,73 LEd 2d
664, 102 S Ct 3014 09H2) (federal
regulation permitting, but not requiring, national banks to include in
mortgage contracts a debt accelerating "due on sale" clause, pre-empts a
state law forbidding the use of such a
clause); cf. Lawrence County v LeadDeadwood School Dist. No. 40-1, 469
US 256, 83 LEd 2d 635, 105 S Ct 695
09H5) (federal statute providing that
local government units "may" expend federal funds for any governmental purpose pre-empts state law
restricting their expenditure).
(3) In defining the pre-emptive
scope of statutes and regulations
granting a power to national banks,
these cases take the view that normally Congress would not want
States to forbid, or to impair significantly, the exercise of a power that
Congress explicitly granted. To say
this is not to deprive States of the
power to regulate national banks,
where (unlike here) doing so does not
prevent or significantly interfere
with the national bank's exercise of
its powers. See, e.g., Anderson Nat.
Bank v Luckett, 321 US 233,247-252,
88 L Ed 692, 64 S Ct 599, 151 ALR
824 (1944) (state statute administering abandoned deposit accounts did
not "unlawfulllyl encroaclhl on the
rights and privileges of national
banks"); McClellan v Chipman, 164
US 347,358,41 LEd 461,17 S Ct 85
(1896) (application to national banks
of state statute forbidding certain
real estate transfers by insolvent
transferees would not "destrolyJ or
hampelrl" national banks' functions);
NatIOnal Barlk v Commonwealth, 9
Wall 353, 362, 19 L Ed 701 (870)
(national banks subject to state law
245
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that does not "interfere with, or
Impair [national banks') efficiency in
performing the functions by which
they are designed to serve [the Federal) Government").
Nor do these cases control the interpretation of federal banking statutes that accompany a grant of an
explicit power with an explicit statement that the exercise of that power
is subject to state law. See, e.g., 12
USC § 36(e) [12 uses § 36(c)) (McFadden Act) (authorizing national banks
to operate branches, but only where
state law authorizes state banks to
do so); § 92a(a) (Comptroller of Currency may grant fiduciary powers
"by special permit to national banks
applying therefor, when not in contravention of State or local law").
Not surprisingly, this Court has interpreted those explicit provisions to
mean what they say. See, e.g., First
Nat. Balik in Plant City v Dickinson,
396 US 122, 131, 24 L Ed 2d 312, 90
S Ct 337 (1969) (under McFadden
Act, state branching restrictions apply to national banks); First Nat.
Bank of Logan v Walker Bank &
Trust Co., 385 US 252,260·261, 17 L
Ed 2d 343, 87 S Ct 492 (1966) (same);
see also Van Allen v Assessors, 3
Wall 573, 586, 18 L Ed 229 (1866)
(enforcing 1864 amendments to National Bank Act expressly authorizing state taxation of national bank
shares).
But, as we pointed out, supra, at
- - , 134 L Ed 2d, at 245,
where Congress has not expressly
conditioned the grant of "power"
upon a grant of state permission, the
Court has ordinarily found that no
such condition applies. In Frallklin
Nat. Bank, the Court made this point
explicit. It held that Congresa did not
intend to subject national banks'
power to local restrictions, because
the federal power-granting statute
~6

there in question contained "no indication that Congress [so] intended
. . . as it has done by express language in several other instances."
347 US, at 378, and n. 7,98 L Ed 767,
74 S Ct 550 (emphasis added) (collecting examples).
[lc) The Federal Statute before us,
as in Franklin Nat. Bank, explicitly
grants a national bank an authorization, permission, or power. And, as
in Franklin Nat. Bank, it contains
no "indication" that Congress intended to subject that power to local
restriction. Thus, the Court's discussion in Franklin Nat. Bank, the holding of that case, and the other precedent we have cited above, strongly
argue for a similar interpretation
here......,a broad interpretation of the
word "may" that does not condition
federal permission upon that of the
State.
Finally, Florida and its supporters
challenge this interpretation by arguing that special circumstances surrounding the enactment of the Federal Statute nonetheless demonstrate
Congress' intent to grant only a
limited permission (subject to State
approval). They point to a letter to
Congress written by the Comptroller
of the Currency in 1916. The Comptroller attached a draft of what became the Federal Statute, and the
letter explains to Congress why the
Comptroller wants Congress to enact
his proposal. The letter says that,
since 1900, many small town national
banks had failed; that some States
had authorized small town state
banks to sell insurance; that providing small town national banks with
authority to sell insurance would
help them financially; and that doing
so would also improve their competitive position vis-a-vis state banks.
The relevant language in the letter
(somewhat abridged) reads as follows:

"[Since 1900, of 3,084 small nationa I banks, 4381 have either
failed or gone into liquidation. . . .
.
[T]here are many banks located In
[small. town~) . . . where the sm.all
depOSits w~lch the ban~s receive
may make It somewhat difficult (to
earn] . . . a satisfactory return
"For some time 1 have been giving careful consideration to the
question as to how the powers of
these small national banks might
be enlarged so as to provide them
with additional sources of revenue
and place them in a position where
they could better compete with local State banks and trust companies which are sometimes authorized under the law to do a class of
business not strictly that of commercial banking. . . .
"[The federal banking laws,
while granting national banks certain "incidental powers," do not
give them) either expressly nor by
necessary implication the power to
act as agents for insurance companies. . . .
"My investigations lead me respectfully to recommend to Congress an amendment to the
national-bank act by which national banks located in [small
towns] ... may be permitted to act
as agents for insurance companies
"It seems desirable from the
standpoint of public policy and
banking efficiency that this authority should be limited to banks in
small communities. This additional
income will strengthen them and
increase their ability to make a
fair return . . . .

"I think it would be unwise and
therefore undesirable to confer this
privilege generally upon banks in
large cities where the legitimate
business of banking affords ample
scope for the energies of trained
and expert bankers . . . .
"I inclose ... a draft . . . designed to empower national banks
located in [small) towns . . . under
such regulations and restrictions
as may from time to time be approved and promulgated by the
Comptroller of the Currency, to act
as agents for the placing of insurance policies . . . ." 53 Cong. Rec.
11001 (1916) (Letter from Comptroller Williams to the Chairman
of the Senate Bankand Currency
Committee).
Assuming for argument's sake that
this letter is relevant, and in response to the arguments of Florida
and its supporters, we point out that
the letter does not significantly advance their cause. Although the letter mentions that enlarging the powers of small national banks will help
them "better compete with local
State banks," it primarily focuses
upon small town national banks'
need for added revenue-an objective
met by a broad insurance-selling
authority that is not limited by state
law. The letter refers to limitations
that federal regulation might impose,
but it says nothing about limitations
imposed by state regulation or state
law. The letter makes clear that
authority to sell insurance in small
towns is an added "incidental power"
of a national bank-a term that, in
light of this Court's then-existing
cases, suggested freedom from conflicting state regulation. See Easton,
188 US, at 229-230, 47 L Ed 452,23 S
Ct 288; First Nat. Bank, 262 US, at
368-369, 67 L Ed 1030, 43 S Ct 602.
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insurance." Ibid. (emphasis added).
In our view, the Federal Statute in
this case "specifically relates to the
business of insurance"-therefore
the McCarran.Fergu80n Act's special
anti-pre-emption rule does not apply.
Our conclusion rests upon the
McCarran-Ferguson Act's language
and purpose, taken together. Consider the language-"specifically relates to the business of insur~nce."
In ordinary English. a statute that
says that banks may act, as insurance
agents. and that the Comptroller of
t.he Currency may regulate their
insurance-related activities, "relates"
to the insurance business. The word
"rerates" is highly general, and this
Court has interpreted it broadly in
other pre-emption contexts. See, e.g.,
Pilot Life Ins. Co. v Dedeaux, 481 US
41, 47, 95 L Ed 2d 39, 107 S Ct 1549
(1987) (words" 'relate to' " have
" 'broad common-sense meaning,
such that a state law "relate(ll) to" a
benefit plan ". . . if it has a connection with or reference to such a
plan" , ") (quoting Metropolitan Life
Ins. Co. v Massachusetts, 471 US 724,
739, 85 L Ed 2d 728, 105 S Ct 2380
(1985), and Shaw v Delta Air Lines
Inc., 463 US 85, 97, 77 L Ed 2d 490,
103 S Ct 2890 (1983»); Morales v
III
Trans World Airlines, Inc., 504 US
[ldJ We now must decide whether 374,383-384, 119 L Ed 2d 157, 112 S
ordinary legal principles of pre- Ct 2031 (1992) (interpreting similarly
emption, or the special McCarran- the words" 'relating to' " in the
Ferguson Act anti-pre-emption rule, Airline Deregulation Act).
More importantly, in ordinary Engoverns this case. The lower courts
held that the McCarran-Ferguson glish. this statute "specifically" reAct's special anti-pre-emption rule lates to the insurance business. "Speapplies, and instructs courts not to cifically" can mean "explicitly,
"construe" the Federal Statute to particularly, (or) definitely," Black's
"invalidate, impair, or supersede" Law Dictionary 1398 (6th ed. 1990).
that of the State. 15 USC § 1012(b) thereby contrasting a specific refer(15 USCS § 1012(b)]. By its terms, ence with an implicit reference made
however, the Act does not apply by more general language to a
when the conflicting federal statute broader topic: The general words
"specifically relates to the business of "business activity," for example, will

The letter sets forth as potential
objections to the proposal, (or to its
extension to larger national banks),
concerns about distracting banking
management or inhibiting the development of banking expertise-not
concerns related to state regulatory
control.
We have found nothing elsewhere
in the Federal Statute's background
or history that signitjcantly supports
the Statc's arguments. And as far as
we are aware, the Comptroller's subsequcnt interpretation of the Federal
Statute does not suggest that the
statute provides only a limited authority subject to similar state approval. Cf. 12 CFR § 7.7100 (1995);
OCC Interpretive Letter No. 366,
CCH Fed. Banking L. Rep. ~ 85,536,
p. 77,833 (1986).
In light of these considerations, we
conclude that the Federal Statute
meanll to grant small town national
banks authority to sell insurance,
whether or not a State grants its own
state banks or national banks similar approval. Were we to apply ordinary legal principles of pre-emption,
the federal law would pre-empt that
of the State.
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sometimes include, and thereby implicitly refer, to insurance; the particular words "finance, banking, and
insurance" make that reference explicitly and specifically.
Finally, using ordinary English,
one would say that this statute specifically relates to the "business of
insurance." The statute explicitly
grants national banks permission to
"act as the agent for any fire, life, or
other insurance company," to "solici(t) and sel(l) insurance," to "colleclt) premiums," and to "receive for
services so rendered ... fees or commissions," subject to Comptroller
regulation. 12 USC § 92 (12 USCS
§ 92]. It also .s~ts forth certain specific
rules prohibiting banks from guaranteei.ng the "payment o~ any premium
on Insurance pohcles Issued through
its agency ..." and the "truth of any
statement made by an assured in filing his application for insurance."
Ibid. The statute thereby not only
focu.ses di.rectly ~pon industryspeCific selhng 'practlc~s, but also ~f.
fects the relatIOn of Insured t.o Insurer and the s~readlng ~f nskmatters that thiS Court, In other
contexts, has placed at the core of the
McCarran.Ferguson Act's concern.
See Union Labor Life Ins. Co. v
Pireno, 458 US 119, 129, 73 L ~d. 2d
647, 102 S Ct 3002 (1982) (citing
Group Life & Health Ins. Co. v Royal
Drug Co., 440 US 205,59 L Ed 2d 261,
99 S Ct 1067 (1979); see also Depart·
ment of Treasury v Fabe, 508 US 491,
502·504. 124 L Ed 2d 449, 113 S Ct
2202 (1993).
Consider, too, the McCarranFerguson Act's basic purposes. The
Act sets forth two mutually reinforcing purposes in its first section,
namely that "continued regulation
and taxation by the several States of
the business of insurance is in the
public interest," and that "silence on

the part of the Congrcss shall not be
construed to impose any barrier to
the regulation or taxation of such
business by the several States." 15
USC § 1011 [15 uses § 1011) (emphasis added). The l~~t~r phr~~e.' p~rticu
larly the word stlence, mdlcates
that the Act does not seek to insulate
state insurance regulation from the
reach of all federal law. Rather, it
seeks to protect state regulation primarily against inadvertent federal
intrusion-say, through enactment
of a federal statute that describes an
affected activity in broad, general
terms, of which the insurance busi·
ness happens to comprise one part.
The circumstances surrounding
enactment of the McCarran-Ferguson
Act suggcst the same. Just prior to
the law's enactment this Court in
United States v South~Eastern Underwriters Assn., 322 US 533, 88 L Ed
1440,64 S Ct 1162 (1944), held that a
federal antitrust law the Sherman
Act, applied to the bu~iness of insurance. The Sherman Act's highly general language said nothing specifi.
cally about insurance. See 15 USC § 1
[15 uses § 1) (forbidding every "contract, combination ... or conspiracy,
in restraint of trade or commerce
among the several States"). The Sherman Act applied only to activities in
or affecting interstate commerce.
Hopkins v United States, 171 US 578,
586, 43 L Ed 290, 19 S Ct 40 (1898).
Many lawyers and insurance professionals had previously thought, (relying. in part, on this Court's opinion
in Paul v Virginia, 8 Wall 168, 183,
19 L Ed 357 (1869), and other cases),
that the issuance of an insurance
policy was not a "transaction of commerce," and therefore fell outside the
Sherman Act's scope. South·Eastern
Underwriters told those professionals
that they were wrong about interstate commerce, and that the Sher249
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man Act did apply. And SouthEastern Underwriters' principle
meant, consequently, that other generally phrased congressional statutes
might also apply to the issuance of
insurance policies, thereby interfering with state regulation of insurance in similarly unanticipated ways.
In reaction to South-Eastern Underwriters, Congress "moved
quickly," enacting McCarranFerguson "to restore the supremacy
of the States in the realm of insurance regulation." Fabe, supra, at 500,
124 L Ed 2d 449, 113 S Ct 2202. But
the circumstances we have just described mean that "restor/ationl" of
"supremacy" basically required setting aside the unanticipated effects
of South-Eastern Underwriters, and
cautiously avoiding similar unanticipated interference with state regulation in the future. It did not require
avoiding federal pre-emption by future federal statutes that indicate,
through their "specific relatHon)" to
insurance, that Congress had focused
upon the insurance industry, and
therefore, in all likelihood, consciously intended to exert upon the
insurance industry whatever preemptive force accompanied its law.
See also, e.g., insofar as relevant, 91
Congo Rec. 483 (1945) (statement of
Sen. O'Mahoney, floor manager of
the Act, that the Act was intended to
be "a sort of catch-all provision to
take into consideration other acts of
Congress which might affect the insurance industry, but of which we did
not have knowledge at the time");
ibid. (similar statement of Sen. Ferauson).
The language of the Federal Statute before us is not general. It refers
specifically to insurance. Its state
regulatory implications are not surprising, nor do we believe them inadvertent. See Part II, supra. Conse250
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quently, considerations of purpose,
as well as of language, indicate that
the Federal Statute falls within the
scope of the McCarran-Ferguson's
"specifically relates" exception to its
anti-pre-emption rule. Cf. John Hancock Mut. Life Ins. Co. v Harris Trust
& Sau. Bank, 510 US - , 126 L Ed
2d 524, 114 S Ct 517 (1993) (adopting
the United States' view that language in the Employee Retirement
Income Security Act of 1974 qefining
a "guaranteed benefit policy" as a
certain kind of "insurance" policy,
"obviously and specifically relates to
the business of insurance") (internal
quotation marks omitted).
[4,5] We shall mention briefly why
,we are not convinced by several of
the parties' remaining arguments.
Florida says that the Federal Statute
"specifically relates" to banking, not
to insurance.' But, a statute may
specifically relate to more than one
thing. Just as an ordinance forbidding dogs in city parks specifically
relates to dogs and to parks, so a statute permitting banks to sell insurance can specifically relate to banks
and to insurance. Neither the
McCarran-Ferguson Act's language,
nor its purpose, requires the Federal
Statute to relate predominantly to insurance. To the contrary, specific
detailed references to the insurance
industry in proposed legislation normally will achieve the McCarranFerguson Act's objectives, for they
will call the proposed legislation to
the attention of interested parties,
and thereby normally guarantee,
should the proposal become law, that
Congress will have focused upon ita
insurance-related effects.
[6] An amicus argues that our interpretation would give the Act
"little meaning," because "whenever
a state statute 'regulates' the business of insurance, any conflicting
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federal statute necessarily will 'specifically relate' to the insurance business." Brief for American Council of
Life Insurance as Amicus Curiae 4.
We disagree. Many federal statutes
with potentially pre-emptive effect,
such as the bankruptcy statutes, use
general language that does not appear to "specifically relate" to insurance; and where those statutes conflict with state law that was enacted
"for the purpose of regulating the
business of insurance," the
McCarran-Ferguson Act's anti-preemption rule will apply. See generally Fabe, 508 US, at SOl, 124 L Ed
2d 449, 113 S Ct 2202 (noting the parties' agreement that federal bankruptcy priority rules, although conflicting with state law, do not
"specifically relate" to the business
of insurance.)
The lower courts argued that the
Federal Statute's 1916 date of enactment was significant, because Congress would have then believed that
state insurance regulation was beyond its "Commerce Clause" power
to affect. The lower courts apparently
thought that Congress therefore
could not have intended the Federal
Statute to pre-empt contrary state
law. The short answer to this claim
is that there is no reason to think
that Congress believed state insurance regulation beyond its constitutional powers to affect-insofar as
Congress exercised those powers to
create, to empower, or to regulate,
national banks. See McCulloch v
Maryland, 4 Wheat 316, 4 L Ed 579
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(1819); Farmers' and Mechanics' Nat.
/Jank v Dearing, 91 US 29, 33, 23 L
Ed 196 (1875); see also, e.g., Easton v
Iowa, 188 US, at 2J8, 47 LEd 452, 23
S Ct 288. We have explained, see
Part II, supra, why we conclude that
Congress indeed did intend the Federal Statute to pre-empt conflicting
state law.
Finally, Florida points to language
in Fabe, which states that the
McCarran-Ferguson Act "imposes
what is, in effect, a clear-statement
rule" that forbids pre-emption "un.
less a federal statute specifically
requires otherwise." 508 US, at 507,
124 LEd 2d 449, 113 S Ct 2202. Florida believes that this statement in
Fabe means that the Federal Statute
would have to use the words "state
law is pre-empted," or the like, in or.
der to fall within the McCarranFerguson Act exception. We do not
believe, however, that Fabe imposes
any such requirement. Rather, the
quoted language in Fabe was a general description of the Act's effect. It
simply pointed to the existence of the
clause at issue here-the exception
for federal statutes that "specifically
relatle) to the business of insurance."
But it did not purport authoritatively
to interpret the "specifically relates"
clause. That matter was not at issue
in Fabe. We therefore believe that
Fabe does not require us to reach a
different result here.
For these reasons, the judgment of
the Court of Appeals is reversed.
It is so ordered.
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APPENDIX B

Office of the Comptroller of the Currency
Advisory Letter On Retail Sales Of Non-Deposit Investment Products
and
Advisory Letter 96-8: Guidance To National Banks On Insurance and Annuity Sales Activities

NR 98-12
January 30, 1998
WASHINGTON, DC -- Comptroller of the Currency Eugene A. Ludwig
asked bank, thrift and credit union regulators January 26 to
consider whether the interagency guidelines on nondeposit
investment products should be converted into regulations~
Mr. Ludwig also asked the four agencies to consider whether
insurance sales activities by banks should be brought within
uniform interagency standards.
Mr. Ludwig said in his letter that it is an appropriate time to
consider a regulation because the agencies now have several
years of experience in working with the guidelines. The
interagency guidelines, which were adopted on February 15, 1994,
set out standards for banks that sell investment products,
including disclosures that such products are not insured by the
FDIC or guaranteed by the bank.
The letter went to the members of the Federal Financial
Institutions Examinations Council, an umbrella organization
whose members include the OCC, the Federal Reserve Board, the
Federal Deposit Insurance corporation, the Office of Thrift
Supervision and the National Credit Union Administration. Mr.
Ludwig currently chairs the FFIEC.
A copy of the Comptroller's letter is attached.

The OCC charters, regulates and supervises approximately 2,600 national banks
and 66 federal branches and agencies of foreign banks in the U.S., accounting
for more than 56 percent of the nation's banking assets.
Its mission is to
ensure a safe, sound and competitive national banking system that supports
the citizens, communities and economy of the United States.
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January 26, 1998
The Honorable Andrew C. Hove
Acting Chairman
Federal Deposit Insurance

The Honorable Susan M. Phillips
Vice Chair
Board of Governors of the Federal
Rese~-ve System
20th and C Streets, N.W.
Washington, D.C.
20551

Co~-poration

550 17th Street, N.W.
Washington, D.C.
20429

The Honorable Ellen S. Seidman
Director
Office of Thrift Supervision

The Honorable Norman E.
D'Amours
Chairman
National Credit Union
Administration
1775 Duke Street
Alexandria, Virginia 22314

1700 G Street, N.W.
Washington, D.C.
20552
Dear FFIEC Members:

I am writing to recommend that the FFIEC consider initiating an interagency
effort to reevaluate the Interagency Statement on Retail Sales of
Nondeposit Investment Products (February 15, 1994) ("Interagency
Statement").
Our review of this area may be appropriate at this time based
on our several years of experience with the Interagency Statement, and in
light of the recently adopted rule of the National Association of
Securities Dealers ("NASD") which specifies requirements applicable to
broker-dealers operating on the premises of financial institutions (NASD
Notice to Members 97-89, December 1997) ("NASD Rule") .
At the time we adopted the Interagency Statement, retail sales of
nondeposit investment products through financial institutions was a
relatively new activity that merited the flexibility afforded by the
Interagency Statement as the activity evolved. Now that the agencies have
had more experience supervising these activities, and the NASD has included
provisions from the Interagency Statement in its Rule, it may be timely for
us to consider whether parts of the Interagency Statement should be
modified or adopted as a uniform interagency regulation.
I also want to raise another related issue with you. As you know,
financial institutions are becoming increasingly involved with selling
insurance products. This expanding activity raises a variety of regulatory
issues, including some of the same types of disclosure and customer
protection issues that are addressed by the Interagency Statement. Our
review of this area could reasonably include consideration of whether
insurance sales activities by financial institutions should be brought
within our uniform interagency standards.
In considering these issues, we need to be mindful of the wide variety of
financial institutions involved in providing these investment and insurance
products. We also need to ensure that effective disclosures are provided
to financial institutions' customers, particularly regarding the lack of
federal deposit insurance coverage. Our concern with promoting the best
interests of financial institutions' customers in connection with these
activities must be reflected in any new initiatives.
Our agencies have coordinated effectively iR establishing standards for
sales of nondeposit investment products through financial institutions.
look forward to our continued cooperation on these important issues and
welcome your views on this proposed FFIEC initiative.
Sincerely,

Eugene A. Ludwig
Comptroller of the Currency
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Office of the Comptroller ofthe Currency

Advisory Letter 96-8 - Guidance to national banks on insurance and annuity sales
activities
October 8, 1996
TO: Chief Executive Officers of all National Banks, Department and Division Heads, and all
Examining Personnel

PURPOSE
This advisory provides guidance to national banks on various issues raised by insurance and annuities
sales. Each bank's management should address these issues in a manner appropriate to the nature and
extent of insurance and annuity sales activities conducted by its organization.

DISCUSSION

A. Introduction
The ability of national banks to sell diverse and complementary financial products and services,
including insurance products and annuities, helps bank customers to meet specific financial objectives,
benefits consumers by promoting competition, and can make insurance products and annuities
available to customers that are underserved or unserved by other distribution systems. The Supreme
Court's March 1996 decision in Barnett Bank ofMarion COllnty N.A. v. Nelson, Florida Insurance
Commissioner ("Barnett") provided important clarification of the authority of national banks to sell
insurance. The Court's 1995 decision in NationsBank v. Variable Annuity Life Insurance Co. also
upheld the broad authority of national banks to engage in the "business of banking" and sustained the
OCC's determination that the power to sell annuities is part of that authority. Thus, insurance and
annuity sales have been, and promise to continue to be, an important line of business for national
banks.
Adequate consumer protections, qualified employees, and appropriate sales practices are key to
responsible insurance and annuity sales activities -- by any type of seller. The oee is committed to
ensuring that national banks' insurance and annuity sales activities meet high standards.
The following sections of this advisory (1) review the federal statutory anti-tying rules applicable to
banks; (2) discuss how state laws apply to national banks; (3) highlight issues raised by insurance and
annuities sales that national banks should evaluate and address when they structure their sales
programs and oversee their sales activities; and (4) sununarize the OCc's basic approach to oversight
of national bartles' sales of insurance and annuities.<I>
B. Federal Prohibitions on Tying
Tying the availability of credit from the bank to the purchase of insurance or annuities offered by the
bank or a bank affiliate is illegal. Under 12 U.S.c. 1972, a bank is prohibited (subject to certain
exceptions) <2> from requiring a customer to obtain credit, property, or services as a prerequisite to
obtaining other credit, property, or services. This standard applies whether the customer is retail or
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institutional, or the transaction is on bank premises or off. The acc has extended these protections
to cover national bank operating subsidiaries.
The acc remains committed to enforcing 12 U.S.C. 1972 and expects national banks to have
adequate policies and procedures in place to prevent violations. acc Bulletin 95-20 describes
measures that help to ensure compliance with the tying prohibitions. The measures include:
• Monitoring to eliminate impermissible coercion when offering customers multiple products or
services.
•

Training bank employees about the tying prohibitions, including providing examples of
prohibited practices and sensitizing employees to the concerns raised by tying.

•

Involving management in reviewing training, audit, and compliance programs, and updatingany
policies and procedures to reflect changes in products, services, or applicable law.

•

Reviewing customer files to determine whether any extension of credit is conditioned
impermissibly on obtaining an insurance product or annuity from the bank or its affiliates.

•

Monitoring incentives, such as commissions and fee splitting arrangements, that may encourage
tying.

•

Responding to any customer allegations of prohibited tying arrangements.

The tying prohibitions do not prevent bank sales personnel from informing a customer that insurance
is required in order to obtain a loan or that loan approval is contingent on the customer obtaining
acceptable insurance. In such circumstances, sales personnel may indicate that insurance is available
from the bank and may provide instructions on how the customer can obtain additional information.
However, the bank should take steps necessary to make clear to the customer that the bank's
decisions with respect to a loan application are independent of the customer's decision where to
obtain insurance. For example, in the situation described above, when a customer is first informed that
insurance is available from the bank, the customer also should be clearly and unambiguously informed
that he or she need not purchase insurance from the bank, its subsidiary, an affiliate, or any particular
unaffiliated third party, that insurance is available through brokers or agents other than the bank, and
that the customer's choice of insurance provider will not affect the bank's credit decision or credit
terms in any way. These disclosures are particularly important in situations where it is not feasible to
have different bank employees involved in the loan and the insurance transactions. See also "Sales of
Insurance in Connection with Extending a Loan."
The same concerns are equally pertinent and potentially more acute, if a type of insurance that is
unrelated to or not required in connection with a pending loan. application is offered to a loan
applicant as part of the loan application process. In that situation, banks should use heightened care to
dispel any impression that the unrelated products are being mentioned because of a potential
connection to the bank's credit decision, and should ensure that, if such offers are permitted, they are
adequately monitored by the bank's compliance systems.

C. Applicability of State Laws
The application of state laws to national banks' insurance and annuity sales can present complex
1-26
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issues. <3> In general, however, the
anticipates that a state law that applies generally to
regulate insurance agents and agencies will apply to national banks provided the law does not
effectively prevent national banks from conducting activities authorized under federal law, and
provided that, if the law interferes with those authorized activities, the interference is insignificant.
When state laws result in special burdens on the ability of national banks to exercise the powers
granted to them under federal law, however, the possibility of federal preemption of state law arises.
For example, the Supreme Court's decision in Barnett clarified that traditional judicial standards of
federal preemption should govern whether 12 U.S.c. 92, which authorizes national banks to sell
insurance in an agency capacity, preempts state laws (or rules) that interfere with a bank's exercise of
that authority.<4> In Barnett, the Supreme Court first noted that courts have historically interpreted
"grants of both enumerated and incidental 'powers' to national banks as grants of authority not
normally limited by, but rather ordinarily pre-empting, contrary state law." <5> But, the Court then
noted, this does not "deprive States of the power to regulate national banks, where ... doing so does
not prevent or significantly interfere with the national bank's exercise of its powers. "<6> Thus, if a
state law only interferes with a national bank's exercise of its powers in an insignificant way, the state
law would not be preempted and would be applicable. <7>
In practice, these principles should mean that most state laws that apply generally to regulate
insurance agents and agencies and that do not discriminate against or have a disparate impact on
banks would not be preempted because, ordinarily, they would not prevent national banks from
exercising their federally authorized powers and the extent to which they might actually interfere with
or impair the ability of a national bank to exercise those powers would be insignificant. If a state law
prevented or impaired significantly the ability of national banks to exercise their powers, however,
that state law would not be applicable because it would be preempted under the standards set by the
Supreme Court.<8>
Thus, for example, and provided a particular law is not preempted, the types of state laws applicable
to national banks would include non-discriminatory requirements such as:
•

Licensing requirements establishing character, experience, and educational qualifications for
individuals selling insurance as agent;

• Testing and continuing education requirements, and requirements for license renewals, for
individuals selling insurance as agent;
• Licensing requirements pertaining to different types of insurance that apply to individuals
selling particular types of insurance in an agency capacity; and
• Market conduct and unfair trade practices standards prohibiting insurance agents from making
unfair and deceptive statements; falsifying financial statements; engaging in defamation,
boycott, coercion and intimidation; unfairly discriminating; improperly rebating; coercing
customers; improperly disclosing confidential information; <9> and engaging in unfair claims
settlement practices.

ace

When state laws are not preempted, the
recognizes the role and ability of state insurance
regulators to administer and oversee compliance with those laws.
D. Management Oversight
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Bank management is responsible for ensuring that a bank's insurance and annuity sales are conducted
in a safe and sound manner and in accordance with applicable law. Sound management practices
include active oversight by senior management, competent personnel, and internal controls that
effectively identify, monitor, and control significant aspects of the seller's insurance and annuity sales
operations. These principles apply not just to banks, but to all sellers of insurance and annuities.
The practices and policies each bank applies will depend on the activities it undertakes and the
manner in which it offers products. For example, although certain issues arise in all circumstances, the
complexity of the products offered and the volume of insurance and annuities sales may require some
banks to establish more elaborate internal controls or management processes than banks with
relatively simple insurance and annuities sales activities. A bank's approach should be tailored to its
goals and resources and should be well understood by bank personnel engaged in insurance and
annuity sales. Banks also are encouraged to seek advice from professionals with expertise in the
insurance and annuities field who can provide guidance with respect to legal, regulatory, and business
considerations presented by the bank's insurance and annuities sales activities.
The following sections describe issues that may arise when sales and recommendations for insurance
products and annuities are made by a national bank and its employees, as well as by employees of any
third party (a national bank subsidiary or affiliate, or an unrelated third party), when the third party
sells from bank premises. If these issues arise from a national bank's insurance and annuities sales
program, bank management should address them in a manner appropriate and effective for the
particular bank. Considerations that apply to both insurance and annuity sales are set forth first, then
issues distinct to sales of insurance and annuities, respectively.

General Considerations

1. Evaluation and Selection of Products
The success of a sales program and the satisfaction of the bank's customers are directly related to the
quality and nature of the insurance products and annuities sold by the bank. Bank customers benefit
from bank sales of insurance and annuities when the bank offers products responsive
to the diverse needs of its customers and those products perform as customers expect. The safety,
soundness, and claims paying ability of the companies that originate the insurance and annuity
products sold by a bank are considerations for bank customers and may also present risks for the
reputation of the bank's other products and services, as well as the potential for future claims against
the bank. The company originating the products sold by the bank should be in good standing and
maintain the necessary licenses required to operate its insurance business. A bank's selection of the
products it offers should be founded on the quality and customer benefits of the products available
from those companies, not on a company's commission structure. In addition, a bank should help to
ensure the quality of the insurance products and annuities that it sells, and protect itself from future
complaints, by evaluating at the outset and periodically thereafter:
• The company's rating by a nationally recognized rating service and other readily available
information on the historical performance of the company (or companies), as well as its current
financial and managerial strength.
• When available, the number and substance of material complaints filed against the company,
and the existence of any criminal judgments against the company or its senior management.
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•

The extent to which particular products are available from various companies.
• The pricing of the insurance products or annuities, including the premium rates, compared with
that of similar products offering the same benefits or coverage (if such similar products are
available).
• The sales support provided by the company, including the marketing and sales strategy for the
products it provides.
•

Readily available information concerning the first hand experience of other financial institutions
with products of the company.

2. Qualifications and Training
Knowledgeable, experienced, and qualified personnel help to ensure that the bank's sales program is
carried out in a manner that provides customers with competitive products, sound advice, and
accurate information. Familiarity with the bank's policies and procedures also ensures better
compliance with the bank's internal guidelines and facilitates management oversight. Timely and
regularly scheduled training can keep personnel aware of the latest innovations in financial products,
changes in bank policies, and developments in applicable laws or regulations. Measures the bank
should use to achieve these goals include:
• Clearly defining the responsibilities of personnel authorized to sell insurance products or
annuities and the scope of the activities of any third party involved in the sales program.
•

Verifying that sales personnel are licensed and in good standing under applicable state and, if
appropriate, federal law, and, where feasible, ascertaining whether individuals have been the
subject of disciplinary action.

• Limiting the involvement of tellers and individuals not qualified to sell insurance or annuities to
directing customers to qualified personnel who can provide authoritative information.

3. Inappropriate Recommendations or Sales
Customers interested in purchasing insurance products or annuities may have particular needs based
on their financial status, current insurance coverage, or other circumstances. Customers inexperienced
in dealing with financial products, particularly those involving an investment risk component, may
also require more detailed information about the products offered. Bank management should
evaluate, for the types of insurance and annuity products it offers, the extent to which it is necessary
to inquire into the appropriateness of the product for a particular customer in order to assist the
customer in making informed product selections, and the nature of the inquiry that is desirable (or
that may be required by other regulatory requirements). In addition, regardless of the product
involved, management should clearly communicate to its sales personnel that it is unacceptable to
recommend and sell new or replacement insurance or annuity policies to customers on the basis of
commissions to the seller rather than the benefits of the policy.<lO> Such "churning" may also violate
applicable state laws.
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4. Employee Compensation
Commission-based compensation is a common method of selling insurance and annuities and may
help to increase customer awareness of the availability of the insurance products and annuities offered
by a bank. However, whenever an employee is compensated for a sale or referral, management needs
to be sensitive to the concern that the employee might be motivated by the prospect of financial
reward for the sale or referral rather than the best interests of the customer. As noted above, sales
should not be driven by commissions and management should clearly communicate to its sales
personnel that it is unacceptable to engage in high pressure sales tactics, sell duplicative or
unnecessary insurance, or recommend and sell new or replacement insurance policies to customers on
the basis of commissions to the seller rather than the benefits of the policy.

5. Complaints and Compliance
Even the most well-managed insurance and annuity sales program can be subject to some customer
complaints. Both customers and the bank will benefit if the bank has an orderly process for assessing
and addressing customer complaints and resolving compliance issues. A process that keeps track of
customer complaints also helps the bank to identify and monitor any systemic problems in its sales
program that could harm its franchise. This process might include maintaining records concerning the
number, nature, and disposition of customer complaints received by a bank, subsidiary, or affiliated or
unaffiliated third party. For non-complex banks, the process could take the form of a complete and
orderly "complaint" file. Management should also ensure that there is an effective process through
which management receives information about complaints or other concerns in connection with a
bank's insurance and annuity sales so that management may implement corrective measures. The
bank's systems must be sufficient to monitor compliance with the bank's own policies, applicable
federal and state laws, and ace guidance.
National banks also should comply with state laws that require copies of any customer complaints to
be forwarded to the appropriate state insurance regulatory authority, or that require that when an
insurance sale is consummated, the customer be advised that he or she may forward any complaints to
that state insurance authority.

6. Advertising
Advertising is a fundamental marketing tool, and banks often disseminate information, written or
otherwise, including by telephone or other electronic means, to bank customers and the general public
describing insurance products or annuities that are available from the bank, its subsidiaries or
affiliates, or unaffiliated third parties. Banks also communicate with their customers on how to obtain
more information about insurance products or annuities. These communications must not suggest or
convey any inaccurate information, and should be designed with care to avoid misunderstanding,
confusion, or misrepresentation to the bank's customers. Accordingly, bank management should
ensure that:
• To the extent disclosed, the nature, terms, or condition,s of any insurance product or annuity,
and the financial condition of any person, entity, or legal reserve system in any way related to
an insurance product or annuity, are not misrepresented.
• Disclosures regarding particular products identify clearly the company that is underwriting the
insurance or annuity product and that the company is not the bank.
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•

Steps are taken through other disclosures, including prominent and distinct signage, separate
business cards, and distinctive promotional material, to minimize customer confusion about the
nature of the product and to clarify that the product is not guaranteed by the bank and is not
insured by the FDIC.

•

Terminology customarily associated with insured bank products that obscures the nature of a
payment or policy is avoided, e.g., use of the word "deposit" to describe a premium payment,
or referring to an insurance policy or annuity as an "account."

7. Customer Privacy
In the course of providing banking and other services, banks will acquire various types of financial
and personal information about their customers. Bank management should be sensitive to privacy
expectations of the bank's customers regarding this information. Management should take appropriate
internal measures to safeguard the security of customer information as well as developing internal
policies on the use of customer information. These considerations apply generally to all aspects of a
bank's operations. Insurance and annuity sales activities are but one context in which questions
regarding the use and sharing of customer information arise. Nor are banks unique in facing issues
relating to customer privacy.
Banks' policies on use of customer information should also recognize that different types of
information can present different degrees of sensitivity from a customer perspective. Information of
an especially personal nature, such as information regarding the health or physical well-being of a
customer, may be viewed as particularly sensitive and thus warrant safeguards or restrictions under
the bank's policies.
Use of certain customer information in connection with the sale of insurance products, such as that
bearing on a customer's credit standing, as well as disclosure of this information to third parties,
including bank affiliates, can present various legal issues and may be restricted by law. Banks should
consider especially whether any provisions of the Fair Credit Reporting Act are applicable before
using or disclosing customer information. < I 1> That Act allows banks to share with third parties
information about their transactions with a customer. Recent amendments to that Act also allow
parties related by common ownership or affiliated by corporate control to share other information that
is not a consumer report provided the customer in question is given an opportunity to object.<12> In
addition, among other things, the Act permits banks and affiliates to obtain limited information from a
consumer report for use in connection with firm offers to provide consumer related insurance
products to potential customers.

8. Third-Party Arrangements
If a national bank, directly or indirectly, including through a subsidiary, sells insurance products or
annuities through a third party, the performance and reputation of the third party reflect on the bank
and might even give rise to liabilities that the bank must bear. Developing knowledge and
understanding about the third party's qualifications and operations can assist the bank in avoiding
problems and uncertainties. Particularly when a bank is using an unrelated third party to sell insurance
and annuities on bank premises, it is important for the agreement with the third party to:
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• Describe the duties and responsibilities of each party, including the permissible activities by the
third party on the national bank's premises; the terms governing the use of the national bank's
space, personnel, and equipment; and the compensation arrangements for personnel of the
national bank and the third party. Where a bank and a third-party subsidiary, affiliate, or
unrelated entity utilize joint employees, the duties, responsibilities, and job responsibilities
should be clearly articulated in the agreement with the third party, as well as communicated to
these employees.
•

Authorize the national bank to monitor the third party as appropriate to the volume and
complexity of the products offered, in order to effectively review and verify that the third party
and its sales representatives are complying with the agreement.
•

Require the third party to indemnify the national bank for potential liability resulting from
actions of the third party with respect to the insurance product or annuity sales program.

• Require the third party to forward any customer complaints to appropriate state insurance
authorities and to the bank.

Insurance Sales
The following issues are applicable to situations in which the Interagency Statement on Retail Sales of
Nondeposit Investment Products does not apply. (See "Annuities and Investment Product Sales,"
below, for a summary of the Interagency Statement.)

1. Sales of Insurance in Connection with Extending a Loan
When a bank requires a customer to obtain insurance in connection with a loan and the insurance is
available through the bank, under some circumstances, a customer may believe either that the
insurance must be purchased from the bank or that a purchase from the bank will improve the
customer's chances of a favorable credit decision.<13> As discussed in section B., above, sales
personnel may inform customers that insurance is required in order to obtain a loan or that loan
approval is contingent on the customer obtaining acceptable insurance. Sales personnel may inform
customers that insurance is available from the bank, its subsidiary, an affiliate, or particular
unaffiliated third parties, and indicate how to obtain additional information.
However, the bank should take steps necessary to make clear to its customer that the bank's decisions
with respect to the loan application are independent of the customer's decision of where to obtain
insurance. For example, to avoid the impression that a linkage exists between the bank's credit
decision and the customer's choice of insurance seller, the customer should also be clearly and
unambiguously informed that he or she need not purchase insurance from the bank, its subsidiary, an
affiliate, or any particular unaffiliated third party, that the insurance is available through brokers or
agents other than the bank, and that the customer's choice of insurance provider will not affect the
bank's credit decision or credit terms in any way. These disclosures should be provided when the bank
first informs a customer that insurance required in connection with a loan is available from the bank, a
subsidiary, affiliate, or unaffiliated third party selling insurance on bank premises. Banks should also
consider:
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•

Providing the disclosures described above in writing, and obtaining a signed statement from the
customer, at or prior to closing the insurance sale, acknowledging that the customer has
received, has read, and understands the disclosures.

• Whether any customer confusion arises because the bank uses combined documentation
forrelated credit and insurance transactions and whether separate and independent documents
would effectively reduce this confusion.
As also discussed in section R, if a type of insurance that is unrelated to, or not required in
connection with, a loan is offered to a loan applicant as part of the loan application process, banks
should use heightened care to dispel any impression that the unrelated product is being mentioned
because of a potential connection to the bank's credit decision, and to monitor this aspect of its
insurance and annuity sales activities.

2. Setting and Circumstances of Insurance Sales Activities and Specific Disclosures
The way in which insurance products are sold within a bank can help customers distinguish between
deposits that are insured or are obligations of the bank and uninsured products offered by the bank or
another entity. A bank's objective should be to avoid misunderstanding, confusion or
misrepresentation to its customers. Although the particular measures that are most effective to
accomplish this may vary on a case-by-case basis, several steps are most important.
Banks should define clearly and limit the roles of bank employees when they operate in a traditional
physical setting, generally a "teller window," that is closely associated with and predominantly
services insured deposit account transactions. To the extent practicable, a bank's sales of insurance
should take place in a location that is distinct from such a traditional teller window setting. The
involvement of tellers and individuals not qualified to sell insurance products also should be limited to
directing customers to qualified personnel who can provide information. When physical
considerations, such as the size or design of a particular bank facility, prevent sales from being
conducted in a location distinct from the common teller area, the bank should make every effort to
minimize customer confusion.
In addition, during any customer contact, including communication by telephone or other electronic
means, banks should disclose to customers that an insurance product is not FDIC insured, is not a
deposit or obligation of the bank, is not guaranteed by the bank, and (if applicable) is subject to
investment risk, including possible loss of principal, unless the bank affirmatively determines, for
specific products, that (;ustomers would not reasonably benefit from, or might in fact be confused by,
these disclosures. Management should address the manner in which the disclosures are provided to a
proposed insured, and the point or points during the solicitation or sales transaction at which written
or oral disclosures should be furnished to customers. Other aids to customers distinguishing between
products include:
•

Specifying how individuals selling or recommending insurance products identify themselves and
their sales role.

• Conspicuous signage in the areas where insurance is sold that clarifies that the insurance sold
by or through the bank is not a deposit or obligation of the bank, is not guaranteed by the bank,
and is not insured by the FDIC.
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Annuities and Investment Product Sales
The Interagency Statement on Retail Sales of Nondeposit Investment Products contains standards for
sales and recommendations of nondeposit "investment products," which include fixed and variable
annuities. Under the Interagency Statement, when a bank recommends or sells to retail customers
nondeposit "investment products," the bank should, among other things and at a minimum, inform the
customer that the nondeposit investment products are (a) not insured by the FDIC; (b) not a deposit
or other obligation of, or guaranteed by, the depository institution; and (c) subject to investment risks,
including possible loss of the principal amount invested. The Interagency Statement calls for these
disclosures to be provided (a) orally during any sales presentation; (b) orally when investment advice
concerning the nondeposit investment products is provided; (c) orally and in writing prior to or at the
time an investment account is opened to purchase these products; and (d) in advertisement and other
promotional materials, as specified in the Interagency Statement. In addition, a bank should obtain a
signed statement from the customer at the time an account is opened, acknowledging that the
customer has received and understands these disclosures. Any written disclosures should be
conspicuous and presented in a clear and concise manner.
The Interagency Statement provides that confirmations and account statements for nondeposit
investment products should contain the minimum disclosures if they contain the name or logo of the
bank or an affiliate, in addition to any other required disclosures. If a customer's periodic deposit
account statement includes account information concerning the customer's nondeposit investment
products, the information concerning these products should be clearly separate from the information
concerning the deposit account and should be introduced with the minimum disclosures and the
identity of the entity conducting the nondeposit transaction. In addition, where applicable, the bank
should disclose the existence of any advisory or material relationship between the bank or an affiliate
of the bank and an investment company whose shares are sold by the bank and any material
relationship between the bank and an affiliate involved in providing nondeposit investment products.
The foregoing is only a summary of provisions of the Interagency Statement. Bank management
should be familiar with the standards contained in the Statement if the bank sells annuities or other
investment products covered by the Statement and managers should address those standards in the
bank's sales practices.

E. Dee Supervision
The ace's evaluation of a bank's insurance and annuity sales activities will be guided by the ace's
supervision-by-risk approach, which focuses on identifying problems, or potential problems, in
individual banks or the banking system, and ensuring that problems are appropriately corrected. The
acc applies this philosophy in all supervisory activities it conducts, including safety and soundness,
compliance, and fiduciary.
The types of risk most likely to arise in connection with insurance' and annuity sales include reputation
risk, compliance risk, transaction risk, and strategic risk. In general, experience has demonstrated that
national banks conduct their insurance and annuity sales activities in a safe and sound manner and that
their activities have been responsive to the interests of their customers. Thus, insurance and annuity
sales should be a relatively low risk activity.
The acc believes that it can identify and focus on key indicators of potential problems with a bank's
sales of insurance and annuities as part of the examination process, and will be developing additional
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instructions to guide its examiners in this area. (The considerations specified in this advisory,
therefore, are not intended for use as an examination checklist by acc examiners, but are designed to
help national banks identify and manage relevant risk areas for each institution.) For example,
customer complaints can be valuable signals of problems in each of the risk areas mentioned above.
Thus, the acc anticipates that as part of national banks' regularly scheduled examinations for
compliance with applicable federal requirements, including compliance with anti-tying standards,
acc examiners will review the level and nature of customer complaints concerning the bank's
insurance and annuity sales activities;
The acc also expects to work cooperatively with state insurance regulators and recognizes their role
and their ability to administer and oversee compliance with the types of state laws, discussed in
section B., that are applicable to national banks.
FURTHER INFORMATION
For further information or questions relating to this advisory, please contact the Legislative and
Regulatory Activities Division, (202) 874-5090.

/s/
Julie L. Williams
Chief Counsel
Endnotes:
1. National banks also are reminded that the Interagency Statement on Retail Sales of Nondeposit
Investment Products (February 15, 1994) contains guidelines for the sale of nondeposit
investment products, which include annuities. The provisions of 12 c.F.R. Part 2 also apply to
sales of credit life insurance, which is defined as "credit life, health, and accident insurance,
sometimes referred to as credit life and disability insurance, and mortgage life and disability
insurance." In addition, 12 C.F.R. 7.3001 applies when banks share space and employees with
other businesses. Products that are securities under the federal securities laws also are subject
to additional requirements and standards under rules of the Securities and Exchange
Commission and the National Association of Securities Dealers.
2. In addition to statutorily enumerated exceptions, the statute authorizes the Federal Reserve
Board to permit, by order or regulation, additional exceptions to the tying prohibitions.
National banks can avail themselves of the Federal Reserve Board's exceptions to the extent
they are applicable. Banks should also note that the Federal Reserve Board has recently
proposed changes to its tying regulations. See 61 Fed. Reg. 47242 (Sept. 6, 1996).
3. This advisory is designed to complement, not to displace, state laws that may apply to national
banks' sales of insurance and annuity products. It is intended to highlight for national banks
particular issues and aspects of insurance and annuity sales activities that the acc believes
should be areas of attention for bank management. In addition, the advisory addresses certain
issues not covered by some state laws, such as particular disclosure requirements that are
intended to differentiate insurance products or annuities from insured deposits. Banks should
also note that, for purposes of state law, many states regulate annuities as insurance products.
4. Section 92 provides that national banks "located and doing business in any place the population
of which does not exceed 5,000 inhabitants, as shown by the last preceding decennial census,
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may, under such rules and regulations as may be prescribed by the [OCC], act as the agent for
any fire, life or other insurance company authorized by the authorities of the State in which said
bank is located to do business in said State.... "

5. Barnett Bank ofMarion County, N.A. v. Nelson, Florida Insurance Commissioner, 116 S. Ct.
1103, 1108 (1996).
6. Id., at 1109.

7. This threshold reflects the Barnett decision's discussion of federal preemption and the cases
cited by the Supreme Court in its description of the federal preemption test. These cases use
terms such as "interfere with, or impair" (First National Bank v. Commonwealth of Kentud:y,
76 U.S. (9 Wall.) 353, 362 (1870»; "incapacitates" (ld.); "hinders" (ld., at 363); "infringe"
(Anderson National Bank v. Luckett, 321 U.S. 233, 248 (1944»; "infringe or interfere" (Id., at
249); "encroachment" (ld., at 249); "frustrate the purpose" (McClellan v. Chipman, 164 U.S.
347,357 (1896)); "hampered" (ld., at 358); and "impairs the efficiency" (Davis v. Elmira
Savings Bank, 161 U.S. 275, 283 (1895») to reflect that a relatively small level of impact on the
authority of national banks is sufficient to result in federal preemption of the state law at issue.
8. Because of the variety of state laws that could raise this concern, the OCC would need to do a
factual analysis of the impact of each particular law on the operations of national banks, as well
as a complete legal analysis, both of which are beyond the scope of this advisory, in order to
reach conclusions about preemption. If asked by national banks or state insurance regulatory
authorities, the OCC expects that it would opine on state law preemption questions on a case
by case basis. Various preemption issues also may be subject to a public notice and comment
process pursuant to section 114 of the Riegle-Neal Interstate Banking and Branching
Efficiency Act of 1994 , Pub. L. 103-328 (12 U.S.c. 43). In any case, the OCC will apprise the
relevant state insurance regulator and will consult with that regulator, when such a question is
posed.
9. Recent amendments to the Fair Credit Reporting Act may expressly preempt state laws,
however, in connection with certain disclosures of customer information. See Section 624(b) of
the Fair Credit Reporting Act (15 U.S.c. 1681t(b», as amended by section 2419(2) of the
Economic Growth and Regulatory Paperwork Reduction Act of 1996 (Pub. Law 104-208, 110
Stat. 3009).
10.The OCC has recently revised Part 2 of its regulations, which governs aspects of national bank
sales of credit life, health and accident insurance, to state specifically that recommendations to
customers to buy insurance should be based on the benefits of the policy, not the commissions
received from the sale. See 12 C.F.R. 2.3(b); 61 Fed. Reg. 51777 (October 4, 1996).
I1.Additional requirements and standards may also impact the extent to which the bank can share
information with third parties. For example, if the third party is a securities broker-dealer,
special rules may apply to it, as well. See, e.g., National Association of Securities Dealers, Inc.
Conduct Rules, National Association of Securities Dealers, Inc. Manuel (CCH), page 4101 et.
seq.; see also Self-Regulatory Organizations: Notice of Filing of Proposed Rule Change by
National Association of Securities Dealers, Inc. Relating to Regulating the Conduct of
Broker/Dealers Operating on the Premises of a Financial Institution, 61 Fed. Reg. 11913 (Mar.
22, 1996).
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12.See Section 603(d)(2)(A)(iii) of the Fair Credit Reporting Act (15 U.S.C. 1681a(d)(2)(A)(iii»,
as amended by section 2402(e) of the Economic Growth and Regulatory Paperwork Reduction
Act of 1996 (Pub. Law 104-208, 110 Stat. 3009).

13. This situation does not include when the bank places insurance on real or personal property
because a customer has failed to provide reasonable evidence of required insurance in
accordance with the terms of a loan or extension of credit.
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APPENDIX C

Kentucky Department of Insurance
Administrative Re,ulation On Bank Sales of Insurance

806 KAR 9:240. Financial institutions licensed as noncreditrelated insurance agents.

RELATES TO: KRS 304.9-080, 304.9-130, 304.12-140, 304.12150,304.12-160,304.12-170
STATUTORY AUTHORITY: KRS 304.2-110
NECESSITY. FUNCTION, AND CONFORMITY: KRS 304.2-110
provides that the Commissioner of Insurance may make reasonable
rules and administrative regulations necessary for or as an aid to the
effectuation of any provision of the Kentucky Insurance Coe 3. This
administrative regulation confirms the applicability of licensure
statutes and insurance consumer protections to financial institutions
exercising their authority to sell insurance under the U.S. Supreme
Court decision in Bamett Bank of Marion County, N.A v. Nelson, 116
S.Ct. 1103 (1996), and the Department of Financial Institutions Parity
Letter 96-2.
Section 1. Definitions. (1) "Financial institution" means a bank or
bank holding company, as defined in the Bank Holding Company Act
of 1956, as amended. 12 USC sec. 1841, a savings bank, savings
and loan association. trust company, or any depository institution as
defined by the Federal Deposit Insurance Act, in 12 USC sec.
1813(c)(1). any affiliate or subsidiary of any of the above, and any
other individual, corporation, partnership, or association authorized to
take deposits and make loans in the Commonwealth, including state
banks exercising their authority under the Department of Financial
Institutions Parity Letter 96-2; and
(2) "Insurance agency activities" means any activity relating to
insurance other than credit life insurance, credit health insurance,
forced placed or voluntary credit property, credit involuntary unemployment insurance, or insurance of the interest of a real property
mortgagee in mortgaged property, other than title insurance. for which
a license as agent. solicitor, broker, or consultant is required pursuant
to KRS Chapter 304.
(3) "Insurance information" means any information provided by a
consumer in order to obtain insurance.
Section 2. All financial institutions located and doing business in
a place the population of which does not exceed 5,000 inhabitants,
as shown by the last preceding decennial census, its subsidiaries, or
any officer, agent, representative, or employee thereof, may exercise
its authority under 12 USC sec. 92 and be licensed to act as agent
for any fire, life or other insurance company authorized pursuant to
this chapter to engage in the business of insurance in the Commonwealth if:
(1) The financial institution or officer, agent. representative or
employee thereof otherwise qualifies for licensure under all applicable
provisions of KRS Chapter 304; and
(2) The licensee abides by all applicable provisions of KRS
Chapter 304 and applicable administrative regulations; and
(3) Any financial institution licensed as an insurance agency must
be a "bona fide" insurance agency and must be located in a place of
less than 5,000 inhabitants where the financial institution is located or
has a branch and will:
(a) List the place of less than 5,000 inhabitants as the agency's
business location; and
(b) The financial institution insurance agents will be managed
through the agency; and
(c) The licensed agency will be responsible for processing and
delivering insurance polices and collecting premiums; and
(d) The insurance agency business records will be available at
the place of less than 5,000 location.
Section 3. Notice of Free Choice of Agent or Insurer. A financial
institution shall provide a written statement, signed or initialed by the
consumer, to evidence compliance with KRS 304.12-150.
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Section 4. Insurance Information. If the consumer voluntarily
discloses or authorizes in a written statement. signed or initialed by
the consumer, the disclosure of insurance information about the
consumer to any person. the statement shall be an acknowledgment
that the disclosure is not to the detriment of the consumer.
Section 5. Tying Arrangements Prohibited. (1) A financial
institution licensed by the Department of Insurance to engage in
insurance agency activities shall:
(a) Not violate the antitying provisions of the Federal Bank
Holding Company Act, 12 USC §1971, et seq.; and
(b) Notify the department in writing within ten (10) days of any
final jUdgment or any final administrative action by a federal agency
authorized to enforce the antitying provisions which finds that the
financial institution or any of its employees committed· any such
violation.
(2) Any final and unappealable judgment or final and unappealable administrative action shall be deemed a violation of the Kentucky
Insurance Code.
Section 6. Written Disclosures. Prior to the sale of any policy of
insurance to a consumer. a financial institution shall provide to the
consumer a written statement. signed or initialed by the consumer,
that:
(1) The insurance offered by the financial institution is not a
deposit;
(2) The insurance offered by the financial institution is not insured
by the Federal Deposit Insurance Corporation or other govemment
agency which insures deposits;
(3) The insurance offered by the financial institution is not
guaranteed by the financial institution;
(4) The insurance is optional or, if required, that the insurance
may be purchased from any insurance agent or insurer selected by
the consumer which provides the same or equivalent coverage; and
(5) That not purchasing the insurance if it is optional, or that
purchasing the insurance from another insurance agent or insurer if
the insurance is required. will not in any way affect current or future
credit decisions.
Section 7. Transaction Delay. An officer or employee' of a
financial institution shall not directly or indirectly delay or impede the
completion of a loan transaction or any other transaction with a
financial institution for the purpose of influencing a consumer's
selection or purchase of any insurance.
Section 8. Referral Fees. An employee of a financial institution
may receive compensation for the referral of a consumer who seeks
information about or to purchase any insurance product to a licensed
person or for the provision of the telephone number of a licensed
person who sells or provides information on the product only if:
(1) The employee receives the referral fee regardless of whether
insurance coverage is sold;
(2) The referral compensation is a fixed amount:
(3) The referral compensation is a portion of a financial institution's program offering referral fees for other noninsurance products
or services marketed by the financial institution; and
(4) The referral compensation is paid by the financial institution.
Section 9. All financial institutions whose authorization to engage
in the sale of general lines insurance is not based on 12 USC §92.
the Barnett Bank decision or the Department of Financial Institution's
Parity Letter 96-2 are only govemed by the provisions of Sections 3,
4, 5, 7, and 8 of this administrative regulation. (23 Ky.R. 2906; eff. 312-97.)
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APPENDIX D

Office of the Comptroller of the Currency
Corporate Decision #97-27:
Bank One Proposal To Underwrite Morteye Guaranty Reinsurance

()
Comptroller of the Currency
Administrator of National Banks

Washington, DC 20219

Corporate Decision #97·27
May 1997

May 2,1997

Steven Alan Bennett, Esquire
Senior Vice President
and General Counsel
Banc One Corporation
100 East Broad Street
Columbus, Ohio 43271-0158
Re:

Notification by Bank One, Columbus, N.A., Columbus, Ohio, of its intent to establish
an operating subsidiary to reinsure mortgage insurance
Application Control Number: 97-ML-08-008

Dear Mr. Bennett:
This responds to the notification filed by Bank One, Columbus, N.A., Columbus, Ohio (the
"Bank"), of the Bank's intent to establish an operating subsidiary (the "Subsidiary") to
reinsure a portion of the mortgage insurance on loans originated or purchased by the Bank or
the Bank's lending affiliates. Based upon the representations made by the Bank in writing
and in subsequent telephone discussions, we have no objection to the Bank's plan to establish
the Subsidiary to engage in the proposed activity. I

1As discussed in the"Analysis" section of this letter, the OCC concluded in Corporate
Decisions No. 97-15 (March 17, 1997) (the" PNC Letter") and No. 97-06 (January 22, 1997)
(the "Chase Letter"), and in Interpretive Letter 743 (October 17,1996) ("IL 743"), that
reinsuring a portion of the mortgage insurance on loans originated or purchased by the parent
bank of an operating subsidiary, or by affiliates of that bank, is generally permissible under
the National Bank Act as part of, or incidental to, the business of banking.
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BACKGROUND
A.

Mortgage Insurance Generally

Mortgage insurance protects an investor holding a mortgage loan against default by the
mortgagor. Banks and mortgage lenders generally require that borrowers obtain mortgage
insurance from third-party mortgage insurers on low down payment loans. 2
Mortgage insurance has played a vital role in helping low and moderate-income families
become homeowners by allowing families to buy homes with less cash. Mortgage insurance
also has expanded the secondary market for low down payment mortgages and the funding
available for these loans. Government sponsored enterprises such as the Federal National
Mortgage Association and the Federal Home Loan Mortgage Corporation, and most other
purchasers in the secondary market, typically will not consider purchasing low down payment
conventional loans unless the loans have mortgage insurance. Secondary market purchases of
low down payment loans with mortgage insurance helped fuel the expansion in home
construction and sales during the 1970s and 1980s, aiding many first-time and other home
buyers. See Mortgage Insurance Companies of America 1995-1996 Fact Book.

B.

The Proposed Reinsurance Activities
1.

The Reinsurance Relationship Generally

Under the Bank's proposal, the Subsidiary will enter into reinsurance agreements 3with a
number of unaffiliated insurance carriers that issue mortgage insurance on mortgage loans
originated or purchased by the Bank or its affiliates. Under the Bank's proposal, therefore,
the Subsidiary is agreeing to accept from a mortgage insurer a portion of the risk of default
associated with certain mortgage loans made or purchased by the Bank or the Bank's
affiliates. 4 In return for accepting risk of default, the Subsidiary will receive a share of

2For purposes of this letter, "low down payment loans" are those loans with down
payments of less than 20 percent of the property's value, or loans with loan-to-value ratios in
excess of 80 percent.
3Reinsurance is a process whereby an original insurer reduces its underwriting risk by
passing all or part of this risk on to another insurance compafty.·The first underwriter may
retain only a portion of the risk and reinsure the balance with a second company that then
owns the cash flow and assumes that portion of the risk. See 13A John Alan Appleman &
Jean Appleman, Insurance Law and Practice § 7681 (1976).
4The Bank, either directly, or through its affiliates, will originate or purchase all the
residential mortgage loans covered by mortgage insurance that the Subsidiary will reinsure.

1-42

-3premiums paid under reinsurance agreements between the Subsidiary and one or more
primary mortgage insurers (each an "Insurer").

2.

Terms of the Reinsurance Agreements

Under the reinsurance agreements, the Subsidiary will become liable to the extent provided in
the reinsurance agreement to the Insurer when a loan insured by an Insurer goes into default
(i.e., the borrower does not make a scheduled payment of principal and/or interest by the
stated due date or within the stated grace period). The Bank represents that under the terms of
the reinsurance agreements between the Subsidiary and the Insurers, the Subsidiary's
maximum contractual exposure will be limited to an exact percentage of the mortgage
insurance risk on each loan or on a pool of loans. Additionally, the Bank represents that its
potential liability for the Subsidiary's reinsurance obligation will not exceed the Bank's
investment in the Subsidiary.
The Subsidiary will not reinsure insurance on mortgage loans that have not been originated or
purchased by the Bank or its affiliates, and will not underwrite such insurance as a primary
insurer.

3.

Capitalization and Reserve Requirements

The capitalization of the Subsidiary will be subject to both initial and ongoing requirements,
which may vary depending on its size and expected book of business, and other factors. The
Subsidiary will maintain a statutory contingency reserve as required by state insurance
authorities, This reserve is essentially a "reservation of capital" that restricts dividend
payments. The Bank represents that in most states, the contingency reserve is accumulated by
retaining 50 percent of earned premiums each year. 5 In most states, the Subsidiary may make
withdrawals from the contingency reserves to the extent that losses exceed 35 percent of
earned premiums in any year.
Also, the aee requires that national banks hold capital commensurate with the level and
nature of all the risks of their business, including the operation of operating subsidiaries. If
the aee determines that the Bank's capital levels do not adequately protect the Bank from
any risks of the reinsurance business of its Subsidiary, the aee may use its authority under
12 c.F.R. Part 3 to require the Bank to maintain additional capital. 6 The Bank has made a

All investments made by the Subsidiary. will be limited to· those investments which are
permissible for national banks.
5

6Section 3.10 specifically authorizes the aee to require higher capital ratios for an
individual bank in view of its circumstances. For example, higher capital ratios may be
required for "a bank with significant exposure due to the risks from concentrations of credit,
certain risks arising from nontraditional activities, or management's overall inability to
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commitment to evaluate the risks presented by the Subsidiary's reinsurance activities and to
maintain appropriate levels of capital for the Bank and the Subsidiary. 7 The Bank represents
that it will have in place management information systems that will enable the Bank, and the
acc as part of its supervision of the Bank, to monitor, on a quarterly basis, the amount of the
Bank's risk based capital and the amount of reinsurance risk in force at the Subsidiary to
verify that the level of Bank capital is sufficient to support the risk. Moreover, the Bank
represents that the Subsidiary has made a commitment to establish and maintain adequate
contingency and specific case basis reserves as required under the reinsurance agreements
with the account balance supported by an analysis of the appropriate factors.
The Bank represents that under standard insurance accounting practices and the applicable
reinsurance agreements, the reinsurer or the primary insurer is required to establish the
following types of reserves for reinsurance risks: an unearned premium ("UEP") reserve, a
loss reserve, and an incurred but not reported ("IBNR") loss reserve. The UEP reserve
represents the unearned portion of premiums assumed. The loss reserve represents estimated
future loss payments for loans that are delinquent but for which an insurance claim has not yet
been perfected and paid. The IBNR loss reserve is a liability for future estimated losses and
loss adjustment expenses for loans which are delinquent, but not yet reported as such to the
primary mortgage insurer.

4.

Consumer Provisions

The Bank has relationships with various mortgage insurance companies and purchases
mortgage insurance directly from an insurer. The borrower is charged for the cost of such
insurance. Charges for mortgage insurance are included in the monthly payments and annual
percentage rates disclosed by banks to customers who are shopping for a low down payment
mortgage. Mortgage insurance fees thus are a component of the costs customers consider
when comparing competitive loan products. The Bank has represented that, in the highly
competitive market for residential mortgage loans, the Bank and its affiliates have an
overriding incentive to arrange for reasonably priced mortgage insurance fees in order to offer

monitor and control financial and operating risks presented by concentrations of credit and
nontraditional activities." 12 C.P.R. 3.1O(d).
7The acc will treat the Subsidiary's reinsurance obligation as recourse with respect to
loans that the Bank originates or acquires, and subsequently sells, and will apply a capital
requirement for the obligation equivalent to the Bank' smaximum contraGtual obligation,
which, in this case will be limited to its investment in the Subsidiary. To the extent that the
Bank believes and can demonstrate to the satisfaction of the acc that its actual risk is less
than this amount, the acc will consider whether a different approach to determining the
Bank's capital requirement would be more appropriate.
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-5competitively priced loans. The Bank has also represented that mortgage insurers are
regulated under state laws that include requirements for rate filings and approval.
The Bank also represents that the Bank and its affiliates will disclose to borrowers prior to
loan closing that the Subsidiary will reinsure a portion of the mortgage insurance issued in
connection with the loan and, in return for assuming such risk, the Subsidiary will receive a
portion of the insurance premium. These disclosures will assure borrowers that the
reinsurance arrangement does not affect the costs of such insurance to the borrower. The
Bank further represents that it will allow its borrowers the option to exclude their mortgage
insurance from the reinsurance arrangement with the Subsidiary.

5.

Safety and Soundness Considerations

The Bank's proposal includes safeguards to limit its mortgage reinsurance risk. The
Subsidiary will be a state-chartered monoline company (that is, its business will be restricted
to the reinsurance of mortgage insurance) and will reinsure mortgage insurance only on loans
originated or purchased by the Bank or one of its affiliates. 8 The Subsidiary will not reinsure
other mortgage loans, and it will not underwrite mortgage insurance as a primary insurer.
The Bank's own credit standards and credit underwriting experience will provide valuable
tools to manage risk since the Subsidiary will only accept horne mortgage loan credit risks
consistent with the Bank's underwriting standards. At present, the Bank and its mortgage
lending affiliates purchase mortgage insurance from several different underwriters.
The Subsidiary will also be subject to regulation and oversight by regulatory authorities. As a
state-chartered reinsurer, the Subsidiary will be subject to regulation by the state insurance
authorities and state law requirements including licensing, capital, and reserve requirements.
The Bank has represented that its current intention is for the Subsidiary to be chartered in
Vermont. The Bank also represents that under the reinsurance agreements between the
Subsidiary and the mortgage insurers, the Subsidiary will comply with the reinsurance
regulatory requirements of the mortgage insurer's state of domicile.
In return for accepting the limited credit risk associated with the proposed reinsurance
arrangement, the Subsidiary will receive insurance premiums, as well as investment income
from its cash flow, providing a potentially important source ofrevenue for the Bank and the
Subsidiary.

ANALYSIS
A.

Business of Banking

Analysis

8The Bank has represented that its affiliates use underwriting standards comparable to the
Bank's for their mortgage loans.
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-6The acc previously has determined that reinsuring a portion of the mortgage insurance on
loans originated or purchased by the parent bank of an operating subsidiary, or by the parent
bank's lending affiliates, is generally permissible under the National Bank Act because this
activity is part of, or incidental to, the business of banking. See PNC Letter; Chase Letter;
and IL 743. In the PNC Letter, the Chase Letter, and IL 743, the acc concluded that, in
general, this kind of reinsurance activity is part of the business of banking because the activity
(1) is functionally equivalent to or a logical outgrowth of a recognized banking activity; (2)
responds to customer needs or otherwise benefits the bank or its customers; and (3) involves
risks similar in nature to those already assumed by banks. The acc also concluded in the
PNC Letter, the Chase Letter, and IL 743 that, even if the activity were not part of the
business of banking, it would be permissible as an activity incidental to banking, particularly
to a national bank's express power to make loans, because it optimized the use of the bank's
credit underwriting capacities.
In determining whether this activity is permissible in the Bank's particular case, we will
discuss each of the "business of banking" factors analyzed in the PNC Letter, the ~
Letter, and IL 743, and apply them to the specific facts of the Bank's proposal.

1.

Functionally Equivalent to or a Logical
Outgrowth of Recognized Banking Functions

The Bank's reinsurance, through its Subsidiary, of mortgage loans made or purchased by the
Bank or its affiliates, is functionally equivalent to, or a logical outgrowth of, the Bank's
business of underwriting mortgage loans. National banks are expressly authorized to make
loans under 12 U.S.C. § 24(Seventh) and to underwrite mortgages under 12 U.S.C. § 371.
The proposed reinsurance arrangements are comparable to the extension of low down
payment mortgage loans without mortgage insurance, but with higher interest rates to cover
the risk of nonpayment. Through the reinsurance vehicle, the Bank is engaged in credit
judgments and assumes credit risks comparable to those involved in making these mortgage
loans without mortgage insurance. With both arrangements, the Bank's decision to accept
those credit risks are determined by the Bank's underwriting standards, which are derived
from the Bank's lending experience and expertise. 9 Moreover, the risks assumed by the Bank
are credit risks rather than actuarial risks. Unlike many traditional forms of insurance, which
relate to casualties, death, disability, etc., the Subsidiary's reinsurance would relate to the

As discussed previously, the Subsidiary will only reinsure loans that meet the Bank's
credit standards. The approval of mortgage loans by the Bank and the Bank's mortgage
lending affiliates therefore will, in effect, be the basis upon which to engage in the reinsurance
activity. Accordingly, the Subsidiary will be relying on the same credit analysis and
underwriting standards used by the Bank or the Bank's mortgage lending affiliates in
determining whether to approve a mortgage loan in the first instance. Thus, the proposed
reinsurance activity is functionally comparable to a lender's role, based on the same credit
analysis and standards used by the lender.
9
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-7ability of the mortgage borrower to pay the underlying mortgage obligation. Thus, when
reinsuring a mortgage insurance risk, the Subsidiary essentially assumes credit rather than
actuarial risk.
The Subsidiary's proposed reinsurance activities also are functionally equivalent to a partial
repurchase of a national bank's own loans, a traditional banking activity. It is well established
that banks may originate, purchase and sell mortgage and other loans. ~ 12 U.S.c. §
371(a); acc Letter No. 418, reprinted in Fed. Banking L. Rep. (CCH) [1988-89 Transfer
Binder] ~ 85,642, at 78,011 (Feb. 17, 1988) (referring to origination, making, purchase and
sale of real estate loans as "centrally traditional banking activities"); acc, Mortgage
Banking: Comptroller's Handbook 1-3,9-10 (March 1996). Under the proposed reinsurance
arrangements, the Subsidiary will accept from a primary mortgage insurer part of the credit
risk from loans originated or purchased by the Bank or its affiliates. Both the proposed
mortgage reinsurance and the repurchase of participations in the Bank's loans thus would
involve credit decisions based on the same underwriting criteria and comparable credit risks.
Both involve the receipt of income for assuming those credit risks and the assumption of
losses when the borrower defaults for any reason. The proposed reinsurance activities thus
are functionally equivalent to established bank lending activities.
The process of reinsuring mortgage insurance in the manner proposed by the Bank is
"functionally interchangeable" with the process of lending and is essentially a new way of
conducting an aspect of the very old business of banking. See M&M Leasing Corp. v. Seattle
First National Bank, 563 F.2d 1377, 1382 - 1383 (9th Cir. 1977). In the M&M Leasing Corp.
decision, the court affirmed the opinion of the Comptroller, holding that personal property
leasing was a permissible activity for national banks. The court concluded that leasing, when
the transaction constitutes a loan secured by leased property, is essentially the lending of
money on personal security, an express power under the National Bank Act.
ld. at 1382. In
its analysis, the court discussed how financial leasing is similar to lending on personal
security, serves the same purpose as lending, and is "functionally interchangeable" with
lending. The court stressed that this "functional interchangeability" was the touchstone of its
decision. ld. at 1383. Similarly, in American Insurance Association v. Clarke , 865 F.2d 278
(D.C. Cir. 1988), the court also considered whether a new activity was "functionally
equivalent" to a recognized banking power. There, the court affirmed the Comptroller's
opinion that the use of standby credits to insure municipal bonds was functionally equivalent
to the issuance of a standby letter of credit, a device long recognized as within the business of
banking. The Bank's proposal to reinsure loans through its Subsidiary is clearly consistent
with this line of analysis and represents an alternative way for the Bank to extend mortgage
loans.
The Bank's proposal is also consistent with other bank activities related to banks' lending
powers. Under 12 C.F.R. § 7.10 13 a national bank may offer debt cancellation contracts for
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-8the death or disability of a borrower. 10 The Bank's credit position, as reinsurer of mortgage
loans through its Subsidiary, would resemble the position assumed by lenders in issuing debt
cancellation contracts. In both of these activities, the initial credit decision also provides the
basis for assuming the additional role involving the loan. Moreover, in both cases the risk
assumed is closely related to the risk of default that is inherent in banks' lending functions. II
The fact that the Subsidiary's reinsurance activities will include reinsuring mortgage
insurance on certain mortgage loans that are not originated or purchased by the Bank, i.e.,
mortgage loans that are originated or purchased by the Bank's mortgage lending affiliates,
does not affect the permissibility of the Bank's proposal. Under the Bank's proposed
reinsurance arrangement, a portion of the risk of default associated with a loan held by a
mortgage lending affiliate would simply be transferred to the Subsidiary. According to the
Bank, the Subsidiary will only reinsure those loans that meet the Bank's credit standards. In
any case, the Bank has represented that its affiliates use comparable underwriting standards
for their mortgage loans. 12 As a result, the Bank will be reinsuring essentially homogenous
mortgage loans originated under the oversight and subject to the credit guidelines of the same
overall banking company. The fact that the banking company may choose for business
reasons to originate some portion of these mortgage loans from the Bank's affiliates, or to
purchase some portion of these mortgage loans, does not in this instance limit the Bank's
authority to engage in the proposed reinsurance activity. 13

\OSee also Interpretive Letter No. 277, December 21, 1983, reprinted in [1983-1984
Transfer Binder] Fed. Banking L. Rep. (CCH) ~ 85,441 (permitting national banks to
underwrite credit life insurance); Interpretive Ruling 7.10 16 (permitting national banks to
issue and honor independent undertakings).
lIDebt cancellation contracts provide for the cancellation of specified loan amounts upon
the occurrence of a specific event ( e.g., the borrower's death), whereas private mortgage
insurance covers mortgage loan defaults for any reason where there is insufficient mortgage
loan collateral. Thus, the risks assumed when a bank reinsures mortgage loans is more
analogous to a bank's lending than the risks assumed when a bank issues debt cancellation
contracts.
12See footnote 8, s..Y.1ill!..
13In many respects, the Subsidiary's reinsurance on a portion of the Bank's affiliates'
mortgage loans is equivalent to purchasing participations in those mortgage loans, an express
power. In general, a mortgage insurance reinsurer relies on the same credit standards as a
bank would in determining whether to purchase a loan participation. A mortgage insurance
reinsurer and the purchaser of a loan participation also receive income for assuming credit
risks and incur loss when the borrower defaults for any reason.
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-92.

Respond to Customer Needs or Otherwise Benefit
the Bank or Bank Customers

The Bank's proposal potentially benefits the Bankand its customers. The Bank and its
mortgage lending affiliates usually require a down payment of at least 20 percent of the
appraised value of a home; However, the Bank and its mortgage lending affiliates will accept
smaller down payments if repayment of a mortgage is backed by mortgage insurance. Thus,
customers benefit from mortgage insurance because it enables them to make small down
payments on the purchases of their homes. They have the option of paying the higher
monthly costs associated with low down payments, or paying a larger down payment. The
Bank's involvement in mortgage reinsurance should not diminish customers' ability to obtain
optional mortgage insurance, and may even increase competition and promote the availability
of mortgage insurance at competitive rates.
The Bank's proposal also benefits the Bank because it provides the Bank flexibility in
structuring its activities to obtain new sources of credit-related income. Mortgage insurers
assume some of the credit risks on the Bank's low down payment loans that would otherwise
be borne by the Bank. Through the proposed reinsurance activities, the Bank may acquire
additional mortgage credit business that can be managed as part of the Bank's overall
mortgage credit risk management program. This additional business provides the Bank an
alternative vehicle for achieving risk objectives. One alternative approach by which the Bank
could expand its mortgage credit-related business would be to buy interests in loans
originated by unrelated lenders. However, this approach has the drawback that the initial
underwriting of the mortgage-related risk would not have been done by the Bank's own (or an
affiliate's) personnel, using the Bank's underwriting standards. Thus, the Bank would need to
review the underwriting standards and credit information for the loans, or obtain appropriate
credit enhancements and guarantees, since it would not have the same familiarity with the
borrowers as with its own (or its affiliate's) loans. Mortgage reinsurance thus may provide
the Bank a means to manage its mortgage-related risk exposure that could be preferable due
to cost or safety and soundness considerations.

3.

Risks Similar in Nature to Those Already
Assumed by National Banks

As discussed, the risks a national bank confronts in reinsuring mortgage insurance in the
manner proposed by the Bank are essentially the same type as the risks associated with the
permissible activities of underwriting mortgage loans. Through the proposed reinsurance
activities, the Subsidiary will assume additional risks transferred by the Bank to a mortgage
insurer. However, these Subsidiary risks are similar to risks that would be incurred by the
Bank or its mortgage lending affiliates on a loan with a high loan-to-value ratio not covered
by mortgage insurance or through purchases of participations in the Bank's loans. Under the
reinsurance agreement, this credit-like risk is simply transferred from the Bank or its
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- 10mortgage lending affiliates to the primary mortgage insurer, and then to the Subsidiary. 14 The
Subsidiary receives compensation for the risk of default through its share of premiums paid
under the reinsurance contract. 15 Because the Subsidiary will only reinsure loans that meet
the Bank's credit standards, the Subsidiary's likelihood of liability on a claim is no different
than that of the Bank (or the Bank's mortgage lending affiliate) upon default if the loan were
not covered by mortgage insurance.

B.

Incidental To the Business of Banking Analysis

The acc also determined in the PNC Letter, the Chase Letter, and IL 743 that even if the
Bank's proposal were not viewed as part of the business of banking, reinsuring a portion of
the mortgage insurance on loans originated or purchased by the parent bank of an operating
subsidiary, or originated or purchased by the parent bank's lending affiliates, is generally
permissible because this activity is incidental to the business of banking. The
concluded
in the PNC Letter, the Chase Letter, and IL 743 that this reinsurance activity is incidental to a
national bank's express power to make loans.

acc

Based on the particular facts of the Bank's case, the Bank's proposal clearly is incidental to
the business of banking. In VALlC, the Supreme Court expressly held that the "business of
banking" is not limited to the enumerated powers in 12 U.S.C. § 24(Seventh), but
VALlC at 814,
encompasses more broadly activities that are part of the business of banking.
n.2. The VALIC decision further established that banks may engage in activities that are
incidental to the enumerated powers as well as the broader "business of banking."
Prior to VALIC, the standard that was often considered in determining whether an activity
was incidental to banking was the one advanced by the First Circuit Court of Appeals in
Arnold Tours, Inc. v. Camp, 472 F.2d 427 (lst Cir. 1972) (" Arnold Tours "). The Arnold
Tours standard defined an incidental power as one that is "convenient or useful in connection

14The credit-like risk transferred to the Subsidiary is also similar to the risk assumed by a
bank in repurchasing an interest in a loan that the bank has previously sold, or in retaining an
interest in a pool of loans that the bank has securitized.
15We note that as a result of the Subsidiary reinsuring mortgage insurance on the loans of
the Bank and its affiliates, the Subsidiary would have the added advantage of commencing the
activity with a clear understanding of the mortgage insurance reinsurance operation, the
geographic distribution of the mortgage loan portfolio, and historic default rate experience.
The Bank and its mortgage lending affiliates maintain risk management procedures designed
to control geographic distribution of the mortgage loan portfolio and other concentration
risks. The Bank represents that these risk management procedures enable the Bank and its
mortgage lending affiliates to avoid undue concentrations in their loan portfolios. The Bank
represents that these same risk management procedures will also enable the Bank to avoid
undue concentrations in connection with the Subsidiary's mortgage reinsurance operations.
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- 11 with the performance of one of the bank's established activities pursuant to its expreEpDwers
under the National Bank Act." Arnold Tours at 432 (emphasis added). Even prior to VALlC,
the Arnold Tours formula represented the narrow interpretation of the "incidental powers"
provision of the National Bank Act. Interpretive Letter 494 (December 20, 1989). The
VALlC decision, however, has established that the Arnold Tours formula provides that an
incidental power includes one that is convenient and useful to the "business of banking," as
well as a power incidental to the express powers specifically enumerated in 12 U.S.C. §
24(Seventh).
The activity the Bank proposes is incidental to the business of banking under the Arnold
Tours standard. Reinsuring mortgage insurance in the manner proposed by the Bank is
incidental to its express power to make loans. The proposed activity is "convenient" and
"useful" to the Bank's power to make loans because it will enable the Bank to structure
mortgage loans in a more flexible way. Arnold Tours .16 Specifically, the proposed activity
will provide the Bank an alternative structure for making loans that could otherwise be made
with a higher rate of interest to cover the increased risk of nonpayment associated with a low
down payment. The proposed activities also provide the Bank an alternative to participating
in loans to expand its credit activities. This flexibility is convenient and useful to the Bank in
determining how to structure its mortgage lending activities in the most efficient and
profitable manner and in offering a competitive array of mortgage lending products to its
customers. The proposed activities also are incidental to lending activities because they
enable the Bank to optimize the use of its existing credit staff and credit expertise to generate
additional revenues through activities that support and enhance the Bank's lending business.
The activities also enable the Bank to better manage its credit portfolio.

CONCLUSION
Based upon the foregoing facts and analysis, and the commitments made by the Bank in
connection with the Bank's request, the Subsidiary may reinsure mortgage insurance for loans
made or purchased by the Bank or the Bank's mortgage lending affiliates, in the manner
described in this letter.
Sincerely,

/s/
Julie L. Williams
Chief Counsel

16See also, Franklin National Bank of Franklin Sguare v. New York ,347 U.S. 373 (1954)
(power to advertise bank services); and Auten v. United States Nat'} Bank, 174 U.S. 125
(1899) (power to borrow money). In these cases the courts' holdings relied on whether the
activity was "useful".
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APPENDIX E
Office of the Comptroller of the Currency
Decision On Zions First National Bank's
Application To Underwrite Municipal Revenue Bonds

Comptroller of the Currency
Administrator of National Banks

Washington. DC 20219

DECISION OF THE COMPTROLLER OF THE CURRENCY
ON THE APPLICATION BY
ZIONS FIRST NATIONAL BANK, SALT LAKE CITY, UTAH
TO COMMENCE NEW ACTIVITIES
IN AN OPERATING SUBSIDIARY
December 11, 1997

I.

INTRODUCTION

an

April 8, 1997, Zions First National Bank ("Bank"), Salt Lake City, Utah applied to the
Office of the Comptroller of the Currency ("OCC") pursuant to 12 C.F.R. § 5.34(f) for its
operating subsidiary, Zions Investment Securities, Inc. ("Subsidiary"), to commence new
activities. The Subsidiary proposes to engage in underwriting, dealing in and investing in
securities of states and their political subdivisions. The securities would include: (i) obligations
of states and political subdivisions ("general obligation securities") and (ii) other obligations of
states and political subdivisions that do not qualify under the acC's current definitions as general
obligation securities (hereafter "revenue bonds"). I The Subsidiary currently engages in providing
brokerage and investment advisory services with respect to corporate equity securities, U.S.
government securities, annuities and other securities and investment products. Although the Bank
itself is experienced in underwriting and dealing in various government-issued securities, the
Subsidiary does not currently underwrite or deal in any securities.
The OCC published notice and request for public comment concerning the Application in
the Federal Register on April 18, 1997. The
received thirteen comments on the
Application. The comment letters received by the
included three from national banks, three
from trade associations (including bank and securities trade associations), one from a consumer
advocacy group, four from communities in Utah, one from a federal bank regulatory agency, and
one from a federal securities regulatory agency. The majority of comments recommended
approval of the Application, noting the benefits, including the lower cost of financing, that local

acc
acc

1 Section 16 of the Banking Act of 1933 (the "Glass-SteagalI Act"), 12 U.S.C. § 24(Seventh), authorizes
national banks to underwrite, deal and invest in general obligations and housing, university and dormitory bonds and
hold municipal revenue bonds for investment pwposes, but that section does not authorize national banks to underwrite
or deal in municipal revenue bonds.
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- 2governments and taxpayers would enjoy from the increased competition in municipal financing.
Most commenters also agreed that the proposed activity is legally permissible for an operating
subsidiary of a national bank because it is part of or incidental to the business of banking and is
allowable under the Glass-Steagall Act.
The DCC also received four comments in opposition to approval of the Application from
the Securities Industry Association (SIA), a securities firm trade association, the Securities and
Exchange Commission (SEC), the Board of Governors of the Federal Reserve System (Federal
Reserve), and Consumers Union, a consumer advocacy group (collectively "the protestants").
Several of the protestants contend that an operating subsidiary of a national bank should not be
permitted to engage in any activity that is not permissible for a national bank. They claim that
permitting operating subsidiaries to engage in the proposed securities underwriting and dealing
would vitiate the central purpose of the Glass-Steagall Act by allowing national banks to establish
subsidiaries to underwrite and deal in securities prohibited for banks. In addition, the SIA
objected to the Application on the grounds that the DCC does not have authority under the Bank
Holding Company Act to permit an operating subsidiary of a national bank to underwrite and deal
in bank-ineligible securities. The SEC expressed concerns regarding its ability to regulate and
oversee the Subsidiary's activities and how the Subsidiary would satisfy certain broker-dealer
requirements. The SIA also requested a hearing on the Application prior to a decision by the
DCe. This request has been separately addressed by the ace. 2
In addition, as part of its evaluation of the Bank's Application, acc staff has conferred
with supervisory staff of the National Association of Securities Dealers, Regulation, Inc.
(NASDR), the Securities and Exchange Commission (SEC), the Federal Reserve, and the Federal
Reserve Bank of New York regarding their supervision of nonbank subsidiaries of bank holding
companies (section 20 subsidiaries) engaged in securities underwriting and dealing. None of the
agencies noted unique compliance or supervisory problems relating to underwriting and dealing in
revenue bonds through section 20 subsidiaries. 3 This also is consistent with the Federal Deposit
Insurance Corporation's (FDIC) general experience with the activities of bona fide securities
subsidiaries of insured nonmember banks. 4

Z The acc believes that the record on the Application is more than sufficient to permit it to make a fully
informed determination on the Application. Accordingly. the acc decided not to grant the SIA's request for a
hearing. See Letter to Marc E. Lackritz. President. Securities Industry Association from Troy Dixon. Director.
Corporate Activity. acc (November 14. 1997).

3 The Federal Reserve. in fact. recently noted that "the risks of securities underwriting and dealing have in
the Board's experience proven to be manageable in a bank holding company framework. and bank holding companies
and banks have successfully undertaken and managed activities posing similar risks for which no firewalls were
erected." See 62 FEDERAL REGISTER 2622.2623 Oanuary 17. 1997).
4 See Testimony of Ricki Helfer. Chairman. FDIC. on Financial Modernization. Before the Subcommittee
on Capital Markets. Securities. and Government Sponsored Enterprises. Committee on Banking and Financial
Services. U.S. House of Representatives. March 5. 1997.
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-3Under 12 C.F.R. § 5.34(d), the acc may permit a national bank to conduct an activity
through its operating subsidiary that is different from those permissible for the parent national
bank, subject to the additional requirements specified in 12 C.F.R. § 5.34(f), provided that the
acc concludes that the activity is part of or incidental to the business of banking or is permitted
under other statutory authority. In considering the proposed activity, the acc considers the
particular activity at issue and must weigh: 1) the form and specificity of the restriction applicable
to the parent bank; 2) why the restriction applies to the parent bank; and 3) whether it would
frustrate the purpose underlying the restriction on the parent bank to permit a subsidiary of the
bank to engage in the particular activity.s The acC's evaluation of these factors will also take
into account safety and soundness implications of the activity, the regulatory safeguards that apply
to the operating subsidiary and to the activity itself, any conditions that may be imposed in
conjunction with an application approval, and any additional undertakings by the bank or the
operating subsidiary that address the foregoing factors. 6
The acc has carefully considered all of the information available to it, including the
information and representations provided by the Applicant, and the comments from the public for
and against the proposal. Based upon this review and for the reasons discussed below, the acc
has concluded that the proposed expansion of activities in the Subsidiary is legally authorized
under the above standards and consistent with safe and sound banking practices. Accordingly, for
the reasons discussed below, and subject to the conditions specified herein, the Bank's
Application is approved.

II.

THE BANK'S PROPOSAL

Under the proposal, the Subsidiary will engage in underwriting, dealing in and investing in
revenue 7 and general obligation bonds. 8 The Subsidiary also will continue to provide brokerage

5 See Legal Opinion from Julie L. Williams, Chief Counsel. to Eugene A. LudWig, Comptroller of the
Currency, "Legal Authority for Revised Operating Subsidiary Regulation," (November 18, 1996) (Op Sub Legal
Opinion), at 2.

6

See Id.

7 The Subsidiary has proposed to underwrite and deal in revenue bonds that either are rated investment grade
or, if not rated, are of sufficiently high credit quality as to warrant, in the judgment of the Subsidiary, an investment grade
rating. In determining whether to underwrite and deal in unrated bonds, the Subsidiary will consult with employees of
the Bank who are experienced in assessing the credit quality of issuers of non-rated bonds and who are not involved in
the underwriting.

8 The Subsidiary has committed that the revenues derived from underwriting and dealing in revenue bonds will
not exceed 25% of its total revenues. The OCC notes that the Federal Reserve has preViously determined that an
affiliate of a member bank earning 25% or less of its revenue from underwriting and dealing in securities
impermissible for a member bank to underwrite and deal in directly is not "principally engaged" in that activity for
purposes of section 20af the Glass-Steagall Act (12 U.S.C. § 377). See Revenue Limit on Bank-Ineligible Activities
of Subsidiaries of Bank Holding Companies Engaged in Underwriting and Dealing in Securities, 61 FEDERAL
REGISTER 68750 (December 30, 1996) ("Revenue Test Notice').
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-4and investment advisory services with respect to corporate equity securities, U.S. government
securities, annuities, and other securities, and investment products to its retail customers. In
addition, the Subsidiary has proposed to provide brokerage and investment advisory services with
respect to revenue bonds it underwrites and deals in. In advising customers with respect to
investment in revenue bonds, the Subsidiary has committed that it will inform its customers that it
is an underwriter or dealer in such securities. The Subsidiary is registered as a broker-dealer with
the SEC and is a member of the NASD.
The Subsidiary does not currently underwrite or deal in any securities. The Bank has
significant experience in substantially similar activities, however, and will continue to conduct
various securities activities directly. Specifically, for the past 21 years, the Bank has engaged in
underwriting and dealing in general obligation bonds and in revenue bonds that are bank eligible
(i.e., bonds for housing, university or dormitory purposes) (collectively, "bank-eligible bonds"). 9
In addition, the Bank underwrites and deals in U.S. government and agency securities including
U.S. Treasuries, and obligations issued by the Federal Home Loan Banks, Federal National
Mortgage Association, Federal Home Loan Mortgage Association, the Small Business
Administration and Student Loan Marketing Association. The Bank also is an experienced
primary dealer in government securities and a member of the Government Agency Selling Group.
It is the only primary dealer located between Chicago and California.
In addition to its underwriting activities, the Bank provides brokerage and advisory
services to its institutional clients, including states and municipalities concerning the issuance of
both general obligation and revenue bonds. If the Application is approved, the Bank expects to
offer to its institutional customers, solely as agent, the revenue bonds underwritten by the
Subsidiary. The Bank has committed that it will fully disclose that it acts solely as agent for its
customers and that the Subsidiary is the underwriter or dealer of the securities.

III.

LEGAL ANALYSIS
Introduction and Summary Conclusion

The Supreme Court has long-stated that the starting point for any statutory analysis is the
language of the statute itself. 10 Accordingly, that is where we begin. Since the enactment of the
National Bank Act in 1864, section 24(Seventh) has expressly authorized national banks to carry

9 The Bank has underwritten significant volumes ofbank-eligible bonds over the last few years. For example,
during 1996 the Bank co-managed the underwriting of over $330 million aggregate principal amount of "bankeligible" revenue bonds and managed. co-managed. or participated in the underwriting of over $5.4 billion aggregate
principal amount of general obligation bonds. See Responses ofZions First National Bank in Connection with
Application for Approval (August 13. 1997).
10 See Caminetti v. United States. 242 U.S. 470. 485 (1917) and Board of Governors of the Federal Reserve
System v. Dimension Financial Corp.. 474 U.S. 361. 368 (1986).
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- 5on "the business of banking," including "discounting and negotiating promissory notes" and
"other evidences of debt," and to "exercise powers that are incidental thereto." 12 U.S.C.
§ 24(Seventh). During the latter part of the nineteenth century, and into the twentieth century,
national banks relied on this statutory authority to underwrite and deal in both debt and equity
securities. Indeed, underwriting and dealing was part of the business of many banks.

In 1927, the McFadden Act limited one aspect of these investment banking activities. The
specific language of that Act regulated the extent to which an "association," namely, a national
bank, could underwrite and deal in debt securities of any single issuer. The McFadden Act did
not change the nature or components of the business of banking, however, nor did it attempt to
regulate activities of entities that were related to a national bank. Rather, that Act regulated how
a national bank itself could conduct one recognized aspect of the business of banking.
The Glass-Steagall Act in 1933 further regulated the extent to which national banks could
engage in investment banking activities and also, for the first time, regulated the investment
banking activities allowed for entities that were related to a national bank. Section 16 of the
Glass-Steagall Act, while recognizing a national bank's ability to engage in investment banking
activities, provided that investment banking functions with respect to certain types of securities
could not be undertaken by the "association" -- the national bank itself. But, section 20 of the
Act expressly preserved the authority of an "affiliate" of a national bank to conduct investment
banking activities involving securities of all types, including bank-ineligible securities, provided
the affiliate was not "engaged principally" in underwriting and dealing in bank-ineligible securities.
The term "affiliate" was very precisely defined by Congress in the statute and specifically included
companies owned or controlled by national banks, i.e., bank subsidiaries.
Thus, although Congress chose to restrict the types of securities in which a national bank
could directly underwrite and deal, it specifically allowed underwriting and dealing free from
those restrictions in bank affiliates, including subsidiaries, as long as the affiliate is not engaged
principally in underwriting or dealing in the type of securities not permitted for the bank itself.
This different treatment afforded banks and their affiliates in the Glass-Steagall Ad is explicit and
unambiguous in the language of the statute itself, and demonstrates that Congress distinguished
among the potential risks involved in underwriting and dealing in different types of securities and
chose to allow bank "affiliates" to continue to engage in investment banking activities, albeit to a
limited extent, with respect to a wider range of securities than permitted for the bank itself.

acc

Accordingly, for the reasons discussed in detail below, the
finds that the activities
proposed to be conducted by the Subsidiary may be permitted for a subsidiary of a national bank.
The activities are authorized by section 24(Seventh) of the National Bank Act and, as proposed,
are allowed under section 20 of the Glass-Steagall Act.
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-6A.

Underwriting and Dealing in Revenue Bonds is Part of the Business of
Banking

The authority to underwrite and deal in revenue bonds is derived from section 24(Seventh)
of the National Bank Act. That section provides that national banks shall have the power:
[t]o exercise ... all such incidental powers as shall be necessary to carry on the business
of banking; by discounting and negotiating promissory notes, drafts, bills of exchange, and
other evidences of debt; by receiving deposits; by buying and selling exchange, coin, and
bullion; by loaning money on personal security; and by obtaining, issuing and circulating
notes ....
12 U.S.C. § 24(Seventh).
National banks relied on this authority to engage in a wide range of investment banking
activities, including underwriting and dealing, in the latter part of the nineteenth century and early
part of the twentieth century. The specific legal basis for underwriting and dealing in debt
securities was the authority to "discount and negotiate evidences of debt." Investment banking
involving both debt and equity securities was also authorized as part of the business of banking
generally.
The Glass-Steagall Act did not redefine the business of banking to exclude investment
banking. If anything, the Act recognized that investment banking was an authorized banking
function, but then provided that investment banking activities with respect to certain types of
securities could not be undertaken directly by the bank, but could be conducted -- subject to
certain size restrictions -- by a bank "affiliate."

1.

Historical Recognition that Underwriting and Dealing is Part of the
Business of Banking

Underwriting and dealing was already considered a customary part of the business of
banking by the time the National Banking System was created by President Abraham Lincoln.
Indeed, commercial and investment banking have been closely connected from the time banks first
appeared in the United States. Commercial banks, from the earliest period, had been major
providers of long-term credit to governments, investing their capital in government securities,
selling securities and providing long-term loans. II Indeed, most of the institutions in the early
investment banking business were commercial banks. By the 1830s, a number of leading
commercial banks, such as the Bank of the United States ofPennsylvania, the Morris Canal and
Banking Company, the Phoenix Bank, and the Bank of the Manhattan Company, developed

II

See F. Redlich, The Molding of American Banking: Men and Ideas. Vol. [[(1951) at 324.
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- 7investment banking as a line of their regular business. 12 Commercial bank involvement in
investment banking continued to grow as a result of the immense financing needs of the Civil War
and the railroads.
With the enactment of the National Currency Act in 1863 13 , national banks entered the
investment banking business. The First National Bank of New York, for example, sold war bonds
during the war, and continued to engage in the buying and selling of government securities after
1865. By 1900 it "was one of the half dozen leading investment banking institutions in the
country" and national banks were providing customers with all the services provided by private
investment banking houses. 14 That national banks were engaged in investment banking under the
authority to conduct the business of banking was widely recognized and acknowledged at the
time.
For example, in 1927 the McFadden Act placed quantitative limits on the extent to which
national banks could undertake investment banking activities with respect to debt securities of any
single issuer. And in 1933, the Glass-Steagall Act replaced those limits with the now familiar
limits on investment banking activities involving a wider range of securities. Throughout
congressional deliberations on these proposals it was repeatedly recognized and stated that
national banks were already engaged in these activities under their existing bank powers. As the
House Report relating to the bill that became the McFadden Act noted:
It is a matter of common knowledge that national banks have been engaged in the
investment securities business ... for a number of years. In this they have
proceeded under their incidental corporate powers to conduct the banking
business. Section 2(b) recognizes this situation but declares a public policy with
reference thereto and thereby regulates these activities.
H.R. Rep. No. 83, 69th Cong., 1st Sess. 2 (1926); Congo Rec. 2828 (Jan. 27, 1926).

15

12

See Redlich, Vol. I. supra at 50.

13

The National Currency Act was renamed the National Bank Act in 1864.

14

See Vincent P. Carosso, Investment Banking in America: A History (Harvard University Press, Cambridge

1970) at 23.
IS The House Report went on to note that while the bill regulated the ability of national banks to invest in
securities, it also "[r]ecognizes the right of national banks to continue to engage in the business of buying and selling
investment securities." Id. at 3-4. See also 1924 Annual Report of the Comptroller of the Currency at 12 (suggesting
legislation which was a forerunner of the McFadden Act's investment securities provision and stating the "provision
would make very little change in existing practice, since a great number of national banks now buy and sell
investment securities, and the office of the comptroller has raised no objection because this has become a recognized
service which a bank must render").
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-8The Supreme Court has also recognized that national banks had the authority to
underwrite and deal in securities prior to the Glass-Steagall Act. For example, in NationsBank v.
Variable Annuity Life Insurance Company, 513 U.S. 251, 258, 115 S.Ct. 810,814 (1995)
("VALIC'), the Court noted that in "limiting" a national bank's authority to buy and sell securities
in the McFadden Act, Congress also reaffirmed that the activity was authorized as part of the
business of banking. The addition of this limitation on purchasing and selling securities "makes
sense only ifbanks already had authority to deal in securities, authority presumably encompassed
within the 'business of banking' language which dates from 1863." Id. Similarly, in Securities
Industry Association v. Comptroller of the Currency, 479 U.S. 388,407-408 (1987), the Court
noted that "in passing the McFadden Act, Congress recognized and for the first time specifically
authorized the practice of national banks' engaging in the buying and selling of investment
securities. Prior to 1927, banks had conducted such securities transactions on a widespread ...
basis."
Thus, prior to the enactment of the Glass-Steagall Act in 1933, the authority of national
banks to engage in investment banking activities had developed and become established as part of
their banking powers. The Glass-Steagall Act did not redefine the business of banking to exclude
investment banking functions. Indeed, both the McFadden Act and the Glass-Steagall Act
recognized and sought to regulate investment banking functions conducted as part of the business
of banking. The Glass-Steagall Act further distinguished the potential risks involved in
underwriting and dealing in different types of securities and specifically allowed bank "affiliates"
to continue to engage in investment banking activities to a limited extent, with respect to a wider
range of securities than permitted for the bank itself.

2.

Underwriting and Dealing in Revenue Bonds is Part of the Business
of Banking Under Section 24(Seventh)'s Enumerated Power to
Discount and Negotiate Promissory Notes and other Evidences of
Debt.

Section 24(Seventh) of the National Bank Act expressly authorizes national banks to
conduct the business of banking, including "by discounting and negotiating promissory notes,
drafts, bills of exchange and other evidences of debt." 12 U.S.c. § 24(Seventh). This authority
to discount and negotiate evidences of debt clearly encompasses the power to underwrite and deal
in debt securities, such as revenue bonds. First, the term "evidences of debt" includes a debt
security such as a revenue bond. A revenue bond reflects the debt obligation of a state or its
political subdivision to be repaid from the revenues generated by the project that the bond
finances. Thus, a revenue bond represents evidence of debt on the part of the issuer.
Second, the phrase "to discount and negotiate" includes the power to buy and sell as
principal. The courts have long held that the term "discount" includes purchases of notes and
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-9other evidences of debt. 16 And negotiation is a fonn of transfer, disposition or sale. 17 Moreover,
the authority to discount and negotiate is not subject to limitation. Thus, all types of buying and
selling are authorized, including the authority to buy and sell as principal. Underwriting and
dealing are, in their most basic fonns, buying and selling as principal.
Prior to enactment of the McFadden Act and the Glass-Steagall Act, this power served as
the legal basis for many ofthe investment banking activities of national banks. 18 Thus, although
the McFadden Act and the Glass-Steagall Act later provided that national banks could not
conduct investment banking activities with respect to certain types of securities, the Acts did not
alter the basic concept of the business of banking or the fact that one specifically identified
component of that business was the ability to discount and negotiate promissory notes and other
evidences of debt. The Glass-Steagall Act, in fact, specifically preserved, to a limited extent, the
ability of a bank-related entity, such as a subsidiary, to engage in this activity with respect to a
broader range of debt instruments than allowed for the bank itself.

3.

Underwriting and Dealing in Revenue Bonds is also Part of the
General Business of Banking.

Underwriting and dealing in revenue bonds is not only authorized by an enumerated power
but also can be viewed as part of the general business of banking because of the financial nature of
the activity and the relationship of the activity to other traditional banking functions. As noted
above, national and state banks have a long tradition of underwriting and dealing in many types of
government securities. 19 In addition, national banks have substantial experience and expertise in
investing in and analyzing revenue bonds and similar debt instruments for their own accounts.
Thus, underwriting and dealing in revenue bonds is the functional equivalent of, or logical,

16 See, e.g., National Bank v. Johnson, 104 U.S. 271 (1881); Steward v. Atlantic National Bank, 27 F.2d
224, 228 (9th Cif. 1928); Morris v. Third National Bank, 142 F. 25 (8th Cif. 1905); Danforth v. National State Bank
of Elizabeth, 48 F. 271 (3d Cif. 1891). See also 12A Words and Phrases 285-95 (West 1954 and Supp. 1986).

11

Black's Law Dictionary 934 (5th ed. 1979); 28 Words and Phrases 758-766 (West 1955 & Supp. 1986).

18 See Redlich, Vol. II, supra at 389 ("The legal basis for investment banking activities of national banks
can be found in a clause of the National Currency Act of 1864. section 8 [12 U.S.C. § 24(Seventh)]. according to
which those banks were authorized to discount and negotiate .evidences of debt' in general. "). Hearings on the
Consolidation of the National Banking Associations, Subcommittee of the Senate Banking and Currency Committee. S.
1782, 69th Cong., 1st Sess. (1926). at 22. ("The authority is from section 5136 [derived from Act of June 3. 1864,
c. 106, § 8. 13 Stat. 101, which was the National Bank Act section codified at 12 U.S.C. § 24(Seventh)) ...
empowering national banks to 'negotiate other evidences of debt'. ")

19 Nineteen states, including the Bank's home state of Utah (Utah Code Ann. § 7-3-3.2 (1996», expressly
pennit state banks to engage directly or through operating subsidiaries in municipal revenue bond underwriting. See
"State-authorized Powers -- Municipal Bond Underwriting" in The Profile of State Chartered Banking (The Conference
of State Bank Supervisors, 1996). The activity is subject to the approval of the bank's primary federal banking
regulator. The fact that state banks and their subsidiaries are authorized under state law to engage in revenue bond
underwriting is evidence that revenue bond underwriting is part of the business of banking.

1-61

- 10 incremental extension of activities currently conducted by banks, potentially yielding significant
public benefits in the form of increased competition, convenience, and lower cost of financing, and
benefiting banks by providing additional sources of revenue. It also involves risks similar in
nature to those already assumed by banks. 20

a.

Underwriting and dealing in revenue bonds is a functional equivalent
or a logical outgrowth of activities currently conducted by national
banks.

Underwriting and dealing in revenue bonds is the functional equivalent or a logical
extension of the underwriting and dealing activity currently being conducted safely and soundly by
national banks. Underwriting involves the bank in its primary function as a financial intermediary,
a "dealer" in capital, facilitating the flow of money and credit among different parts of the
economy.21 The role ofa bank as underwriter of revenue bonds is to channel funds of investors to
municipalities in need of capital. In that respect, it is similar to the role of banks in lending funds
of its depositors to businesses to finance their capital needs.
The proposed underwriting and dealing in municipal revenue bonds also is the functional
equivalent or logical outgrowth of a national bank's authority in Section 16 of the Glass-Steagall
Act to underwrite and deal in various types of revenue bonds, including those issued for housing,
university or dormitory purposes, as well as municipal general obligation bonds (Gas). 12 U.S.c.
§ 24(Seventh).22 Functionally, there is no significant difference between underwriting the
proposed revenue bonds and the types of revenue bonds enumerated in section 16, and little
difference between underwriting the municipal revenue bonds and underwriting general obligation
bonds. 23

20 The Supreme Court has held that Section 24(Seventh) is a broad grant of power to engage in the business of
banking, including but not limited to the five specifically recited powers and the business of banking as a whole. See
VALlC. supra. Many activities that are not included in the enumerated powers are also part of the business of banking.
Judicial cases reflect three general principles used to determine whether an activity is within the scope of the "business
of banking": (1) is the activity functionally equivalent to or a logical outgrowth ofa recognized banking activity; (2)
would the activity respond to customer needs or otherwise benefit the bank or its customers; and (3) does the activity
involve risks similar in nature to those already assumed by banks? See. e.g., Merchants' Bank v. State Bank, 77 U.S.
604 (1871); M&M Leasing Corp. v. Seattle First National Bank, 563 F.2d 1377, 1382 (9th Cir. 1977), cerro denied,
436 U.S. 956 (1978); American Insurance Association v. Clarke, 865 F.2d 278, 282 (2d Cir. 1988).
21 See acc Interpretive Letter No. 494 (Dec. 28, 1989), reprinted in (1989-1990 Transfer Binder] Fed.
Banking L. Rep. (CCH) ~ 83,083, at 71,199.
22 Section 16 also authorizes national banks to underwrite and deal in U.S. government and agency securities.
12 U.S.C. § 24(Seventh).
23 The Federal Reserve has previously determined that underwriting and dealing in municipal revenue bonds
is a "natural extension of activities currently conducted by bank. involVing little additional risk ... and potentially
yielding significant public benefits in the form of increased competition and convenience and lower cost." Citicorp.
J.P. Morgan & Co. Incorporated and Bankers Trust New York Corporation. 73 FEDERAL RESERVE BULLETIN
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- 11 Municipal revenue bonds, like housing, university, donnitory bonds, and Gas, are debt
obligations of a state or political subdivision, such as a county, city, town, village or municipal
authority, issued for public purposes. In addition, the interest from the bonds, in most cases, is
exempt from federal and state income taxation, and all of these types of bonds are subject to some
credit, interest rate, and liquidity risk. 24
The only significant difference between these bonds is the source of repayment from the
issuer. Both municipal revenue bonds and housing, university and dormitory bonds are repaid
frqm the revenues of the facility or project financed by the bonds. 25 In contrast, Gas are backed
by an issuer's general taxing powers and its full faith and credit. The presence of full faith and
credit in a GO is reflected in the pricing of the bond and does not materially alter the nature of the
activities involved in underwriting the bonds.
Indeed, underwriting and dealing in the proposed revenue bonds involves the same basic
functions as underwriting and dealing in bank-eligible securities. 26 For both bank-eligible
securities and revenue bonds, the underwriter sets a price at which it believes the securities can be
sold to investors at a profit. This requires an analysis of the creditworthiness of the issuer 27 and
an assessment of price volatility. Because of their traditional lending activities, banks and their
subsidiaries are clearly qualified to perform the credit analysis required in both bank-eligible and
the proposed underwritings. The underwriter also is responsible for distributing the securities to
investors and generally deals in the issuer's securities by purchasing and selling them for the

473.487 (1987). In the Federal Reserve's view, "definite functional and operational similarities exist between the
securities that member banks may underwrite and deal in and ...municipal revenue [bonds]." Id. at 488.
24 The credit risk from the proposed revenue bonds is no different from other types of revenue bonds, such as
housing and university bonds. Moreover, although general obligation bonds are often viewed from an investor's
perspective as safer than revenue bonds, both GOs and revenue bonds, unlike U.S. government securities, expose the
investor to credit risk. The perceived safety of a GO is premised on the fact that it is backed by the taxing authority
and full faith and credit of the issuer. Theoretically. this power is unlimited. However. political considerations can
and do limit the ability of issuers to use this power.
25 For example, the revenues securing college and university revenue bonds usually include dormitory room
rental fees, tuition payments, and sometimes the general assets of the college or university. See Frank 1. Fabozzi, ed.,
The Handbook of Fixed Income Securities, 5th ed. (Chicago: Irving Professional Publishing, 1997) at 436 and 437 .

26 The Federal Reserve has previously determined that "the techniques involved in underwriting bank-eligible
securities are the same, or substantially the same, as those that would be involved in conducting [municipal revenue
bond] underwriting ...." CiticorpIJ.P. Morgan & Co. IncorporatedlBankers Trust New York Corporation, 73
FEDERAL RESERVE BULLETIN 473, 488 (1987).

27 Because revenue bonds, unlike GOs, are not supported by the taxing authority of the State or municipality,
the Subsidiary may be required to conduct a more extensive credit analysis and evaluation of the issuer than is required
for general obligation bonds. The analysis required is essentially the same, however, as that required for other types of
bank-eligible revenue bonds, such as housing-related bonds. Moreover, it is closely analogous to the credit analysis
banks perform in their traditional lending activities.
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- 12 underwriter's own account. Banks perfonn similar functions when they underwrite eligible
securities. Thus, the activities involved in underwriting and dealing in revenue bonds are the
functional equivalent or a logical extension of underwriting and dealing in bank-eligible
securities. 28

b.

Underwriting and dealing in revenue bonds potentially benefits local
governments and taxpayers and increases bank revenues.

The Bank's proposal to underwrite and deal in revenue bonds through its operating
subsidiary would also produce substantial benefits for local governments and taxpayers by
providing communities with greater access to the municipal bond market and increasing
competition in municipal bond underwriting. As the Bank notes, the number of finns involved in
municipal financing has sharply declined over the last decade, decreasing the competition for
revenue bond underwritings.
Since 1995, four major securities finns have eliminated their municipal financing
businesses. 29 Three other major finns had previously left the business or substantially reduced
their operations. 30 As several communities commenting on the Application noted, this reduction
in competition has led to higher financing costs for many public issuers, particularly smaller
communities. Indeed, several commenters noted that many communities, particularly smaller
communities, no longer have access to the municipal bond market to finance small issuances. The
increased competition from having additional participants in municipal bond underwriting should
serve to reduce interest rates and underwriting costs for local governments. In addition,
taxpayers would benefit from the lower taxes and improved services that lower financing costs
and increased access to public financing should yield. Approval of the proposal should also result
in greater convenience for municipal customers desiring this fonn of financing.
In addition, approval of the proposed activity would enable national banks to diversify
their activities through operating subsidiaries and generate new sources of revenue. This activities
diversification can have important benefits. Fees and other income from the subsidiaries may

28 The proposed underwriting activity also involves functions that are a logical outgrowth of other traditional
banking activities. For example, the credit analysis required involves the same kind of assessment as is required when
the bank purchases revenue bonds for its own account. In addition, the distribution function is similar to the activity
banks perform when they arrange loan syndications.

29 The firms include CS First Boston. Donaldson. Lufkin & Jenrette. Lazard Freres. and Chemical
Securities. See ~Memorandum in Support of the Application of Zions First National Bank to Commence New
Activities Through an Operating Subsidiary." at 19 ("Zions Memorandum").

30 Other major firms have either left the business (Salomon). been largely liquidated (Kidder Peabody) or
substantially reduced their operations (Dean Witter). SeeZions Memorandum. supra. at 19.
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- 13 enable banks to offset the effects of cyclical downturns in other sectors of the economy. 31 Hence,
bank earnings would be less volatile, reducing risks to the banking system as a whole. As former
FDIC Chairman Helfer stated recently, allowing a bank to conduct new activities in a bank
subsidiary "lowers the probability of bank failure and provides greater protection for the insurance
fund" (than if the activities were conducted by holding company subsidiaries). 32
Stronger institutions with increased profits and asset growth will be better positioned to
meet the credit needs in their communities and support the economy as a whole. The proposed
activities can provide an income stream to support the Bank's Community Reinvestment Act
(CRA) efforts, thereby increasing the potential pool of resources available to support
disadvantaged communities. 33

c.

The risks associated with underwriting and dealing in revenue bonds
are the same risks already assumed by the bank in underwriting.
dealing in bank-eligible securities and investing in revenue bonds.

The risks an operating subsidiary assumes in underwriting and dealing in revenue bonds
are essentially the same risks as those associated with the permissible activity of underwriting and
dealing in bank-eligible securities 34 and investing in revenue bonds. 35 The primary risks 36 of

31 See Testimony of Eugene A. LudWig. Comptroller of the Currency. Before the Subcommittee on Finance
and Hazardous Materials of the Committee on Commerce of the U.S. House of Representatives. July 17. 1997.
Appendix II "Analysis of the Safety Net Issue" (April 1997) at 12.

32

Testimony of Ricki Helfer. supra. at 23.

33 The OCC considers the assets of a bank operating subsidiary when evaluating the capacity of the bank to
serve its community. See OCC Bulletin 97-26. Performance Context Uuly 3. 1997).

34 In order to limit the risks of underwriting and dealing. national banks are subject to a 10% capital
limitation per issuer for certain bank-eligible securities. such as housing or dormitory bonds.

35 National banks actively engage in holding and trading revenue bonds for their own account. This activity
poses a risk of loss comparable to holding such securities as principal in an underwriting or dealing capacity. See 12
C.F.R. Part 1. In order to limit the risks of underwriting and dealing. national banks are subject to a 10% capital
limitation per issuer for certain bank-eligible securities. such as housing or dormitory bonds.
36 Other risks associated with underwriting and dealing in revenue bonds include credit risk. transaction
risk. compliance risk. and strategic risk. See Comptroller's Handbook. Large BankSupervision, Supervision by Risk
at 18-21. These same risks are associated with underwriting and dealing in bank-eligible securities. For example,
both general obligation underwriting and revenue bond underwriting are subject to the rules of the Municipal Securities
Rulemaking Board (MSRB), and the underwriter of both types of bonds is subject to oversight by the National
Association of Securities Dealers, Regulation, Inc. (NASDR). Accordingly, the compliance risk associated with
revenue bond underwriting is the same as that associated with underwriting general obligations. Similarly, because
there are no substantial differences between the bank-eligible underwriting the Bank currently conducts and the
proposed underwriting activities, there is no significant new strategic risk associated with the proposed "new line of
business."
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- 14 undetwriting, dealing and investing in both bank-eligible and bank-ineligible securities are
reputation risk 37 and price risk. 38 National banks, and this Bank in particular, are very experienced
in managing these types of risks as a result of their permissible underwriting and dealing
activities, their permissible investment activities, and their traditional lending functions. 39
Moreover, national banks have extensive expertise in evaluating the risk characteristics of revenue
bonds as a result oftheir direct ability to invest in revenue bonds and similar securities for their
own account.

B.

National Banks are Authorized to Own Operating Subsidiaries as an
Incident to the Business of Banking

It is well-settled that national banks may own operating subsidiaries as an incident to being
in business. 4o The
the courts, and Congress have consistently recognized that national
banks can own subsidiaries to conduct the business of banking.

acc,

acc
acc

has long recognized the authority of national banks to own subsidiaries. In the
The
1960s, the
first approved the establishment of operating subsidiaries through a series of
rulings and regulations governing bank ownership of operating subsidiaries. In 1965, for
example, Comptroller of the Currency Saxon permitted a national bank to acquire all of the
outstanding stock of a trust company after concluding that 12 U.S.c. § 24(Seventh) allows
national banks to "own corporate stock, or interests therein, when such ownership is a proper
37 Reputation risk is the risk to earnings or capital arising from negative public opinion. This affects the
institution's ability to establish new relationships or services or continue serVicing existing relationships. This risk
can expose the institution to litigation, financial loss, or damage to its reputation. See Comptroller's Handbook, Large
Bank Supervision, Supervision by Risk at 21.

38 Price risk is the risk to earnings or capital arising from changes in the value of portfolios of financial
instruments. This risk arises from market-making, dealing, and position-taking activities in interest rate, foreign
exchange, equity, and commodities markets. See Comptroller's Handbook, Large Bank Supervision, Supervision by
Risk at 19.
39 As the Federal Reserve noted, in approving this same activity for commonly controlled sister companies
of banks in 1987:

The risks associated with underwriting and dealing in any revenue bond, whether eligible or not, are
generally a function of the price volatility of the security, as well as the cash flow and Viability of the project
being financed. These risks are not, in the Board's view, significantly greater for ineligible revenue bonds
than for eligible bonds, given the very close functional similarity between the two kinds of obligations.

Citicorp, J.P. Morgan & Co. Incorporated and Bankers Trust New York Corporation, 73 Federal Reserve Bulletin
473,493 (1987).
40 National banks are authorized to engage in activities that are incidental to enumerated powers or the
business of banking under section 24(Seventh}. See VALlC, supra, 513 U,S. at 258, n.2. This authority includes
incidental activities necessary to conduct a business so that a ban.k may engage in activities that are convenient and
useful to the conduct of its business, including ownership of operating subsidiaries. See Op Sub Legal Opinion at 2-18.
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- 15 incident to banking."41 In 1966, the OCC adopted a regulation, 12 C.F.R. § 7.10 confirming that
national banks could own subsidiaries. 42 The acc approved 296 applications to establish or
perform new activities in operating subsidiaries in 1996. These subsidiaries are engaged in a wide
range of banking related activities.
In upholding the authority to own subsidiaries, the OCC has consistently interpreted the
limitation on stock purchases added by section 16 of the Glass-Steagall Act in section
24(Seventh) as preventing national banks from undertaking investment banking activities with
respect to shares of stock, i.e., engaging in the types of speculative ~ purchases that were the
object of the Act, not as a bar to the ability of national banks to have subsidiaries or to own stock,
where such ownership is "otherwise permitted by law."43 One such "law" is the powers clause of
12 U.S.c. § 24(Seventh), which was unaffected by the section 16 changes. That clause, as
explained above, states that a national bank is expressly authorized to carry on the business of
banking and may exercise "all such incidental powers as shall be necessary" to carry on that
business. Pursuant to that authority, banks may establish operating subsidiaries to conduct the
business of banking.
The courts have consistently upheld the OCC's position that national banks can own and
operate subsidiaries. See. e.g., VALIC. supra (a national bank and its operating subsidiary had
asked the permission of the OCC to sell annuities, and the Supreme Court held this would be
lawful); Clarke v. Securities Industry Association, 479 U.S. 388 (1989) (operating subsidiaries of
national banks can engage in the securities brokerage business at various nonbank locations);
American Insurance Association v. Clarke, 865 F.2d 278 (D.C. Cir. 1987) (a national bank's
operating subsidiary can be a municipal bond insurance company).
Congress also has repeatedly recognized the authority of national banks to own
subsidiaries through numerous legislative enactments. For example, the changes made to 12
U.S.C. § 24(Seventh) by the McFadden Act in 1927 and the Banking Act of 1933, including the
Glass-Steagall Act, confirm that Congress also believed that national banks had the authority to
own subsidiaries pursuant to their incidental powers. In each instance, the statute placed
limitations on bank subsidiary activities, presupposing the ability of national banks to own and
operate subsidiaries, even though such ownership is not expressly identified in the statute.

41

OCC Letter from Comptroller Saxon (unpublished) (July 30, 1965) ( emphasis added); See also 12 C.F.R.

§ 7.10 (39 Fed. Reg. 11459 (August 31, 1966» (explaining the authority of national banks to own subsidiaries); Op

Sub Legal Opinion at 15-17.
42

See 39 FEDERAL REGISTER 11459 (August 31, 1966).

43 That section provides: "Except as hereinafter provided or otherwise pennitted by law, nothing herein
contained shall authorize the purchase [by the bank] of any shares of stock of any corporation." 12 U.S.C.
§ 24(Seventh).
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- 16 The McFadden Act limited the amount a national bank could invest in a corporation that
conducted the 'safe deposit business. The limitation on investment in corporations involved in the
safe deposit business makes sense only ifbanks already had authority to own this type of
corporation under 12 U.S.C. § 24(Seventh).44 Similarly, in one of many examples from the 1933
Act supporting this proposition, that Act limited the amount a national bank could invest in a bank
premises subsidiary corporation, thereby acknowledging the continued lawfulness of the activity. 45
Indeed, the scope of these provisions would make no sense unless Congress believed that national
banks had the authority in the first place to control a .company as a subsidiary. 46
Accordingly, there can be no question that national banks may conduct the business of
banking through operating subsidiaries.

44

See Op Sub Legal Opinion at 5-6.

45 Indeed, the 1933 Act amounted to a comprehensive scheme of recognition and regulation of the ownership
by national banks (and state member banks) ofsubsidiaries and other types of affiliates. Section 5 gave state member
banks the same power, but no more, to own corporate stock as was possessed by national banks under the authority of
12 U.S.C. § 24(Seventh). Section 2(b) defined a member bank's affiliate to include a company owned by the bank as a
subsidiary. Section 13 imposed capital-based limitations on the amount ofstock a member bank could own in affiliates.
It also added a new section 23A to the Federal Reserve Act (12 U.S.C. § 37lc). The new section imposed
qualitative standards and collateral limits on transactions between member banks and their affiliates. Section 14
required a national bank to obtain the OCC's permission in order to invest more than 100 % of its capital funds in the
stock ofa bank premises corporation. Section 20 allowed a member bank to own the stock of a securities affiliate so
long as the company was not engaged principally in the issue, underwriting or distribution ofsecurities. And section
28(a) added a new provision to 12 U.S.C. § 481, authorizing the OCC to examine all of the affiliates of national banks.
Together, these provisions clearly presuppose that national banks had the authority to own subsidiaries. See also Op
Sub Legal Opinion at 11-14.
46 Congress has continued to acknowledge the authority of national banks to own subsidiaries in recent years.
For example, the Banking Affiliates Act of 1982, Pub. L. No. 97-320, 96 Stat. 1515-1520, comprehensively revised
section 23A of the Federal Reserve Act. In several provisions, the legislation gave subsidiaries of member banks special
attention. As now amended, section 23A(a) assumes the authority of national banks and state member banks to own
subsidiaries and, in contrast to section 20 of the Glass-Steagall Act, provides that the bank and its subsidiaries will be
regulated in the same way, as a unit. Thus, under section 23A, transactions between a bank's subsidiaries and the other
affiliates of the bank were made subject to the same controls that apply to direct dealings between the bank itself and
those same affiliates. Similarly, in 1987, Congress added a new section 23B to the Federal Reserve Act, placing further
restrictions on transactions of member banks and their subsidiaries with their affiliates, Pub. L. No. 100-86, sec. 102(a),
101 Stat. 564-567. The member bank "and its subsidiaries," by virtue ofsection 23B(a), could henceforth engage in
transactions with affiliates only on terms and conditions that were at least as favorable "to such bank or its subsidiary" as
those prevailing for comparable transactions in the marketplace or that would be offered to unaffiliated companies.
None of these provisions would make any sense unless Congress understood that national banks and state member banks
had authority to own subsidiaries. Moreover, these provisions demonstrate that when Congress intended bank
subsidiaries to be subject to the same standard that applied to their parent bank, Congress knew how to say so.
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C.

Section 20 of the Glass-Steagall Act Permits Underwriting and Dealing by a
Subsidiary of a National Bank

The Glass-Steagall Act, it is often said, was designed to effect a separation between
commercial and investment banking. But as the Second Circuit has noted, "Senator Glass'
aspiration to divorce completely commercial banks from their securities affiliates was never
attained." 47 This is most clearly demonstrated by the different treatment Congress afforded
national banks and their affiliates under the Glass-Steagall Act. 48
Under section 16 of the Act, "the association," namely the national bank, is precluded
from engaging in investment banking functions with respect to various (but not all) types of
securities. 49 "Affiliates" of national banks, on the other hand, are given a different statutory
treatment under section 20 of the Act. That section provides that:
no member bank shall be affiliated in any manner ... with any corporation,
association, business trust, or other similar organization engaged principally in the
issue, flotation, underwriting, public sale, or distribution at wholesale or retail or
through syndicate participation of stocks, bonds, debentures, notes, or other
securities. so
12 U.S.c. § 377. Thus, unlike national banks, their "affiliates" are allowed to engage in
investment banking activities with respect to all types of securities, provided the affiliate is not
"engaged principally" in investment banking activities with respect to the types of securities in

47

Securities Industry Association v. Federal Reserve System. 839 F.2d 47. 59 (2d Cir. 1988).

48 Indeed. Congress displayed this same precision in the different treatments it applied to other related
entities of national banks. For example. holding company affiliates were subject to the same substantive test as other
national bank "affiliates," but via a different implementing mechanism. Section 19(e) of the Glass-Steagall Act
prevented a company that controlled a national or member bank from voting the stock it owned unless it obtained a
voting permit. In order to get a voting permit, the holding company affiliate had to:

(I) show that it does not own, control, or have any interest in, and is not participating in the
management or direction of, any corporation, business trust, association, or other similar organization
formed for the purpose of, or engaged principally in, the issue, flotation, underwriting, public sale, or
distribution, at wholesale or retail or through syndicate participation, of stocks, bonds, debentures,
notes, or other securities of anysort (hereafter referred to as 'securities company·)~ ....
Pub. L. No. 73-66 ch. 89, § 19(e), 48 Stat. 162, 188 (1933), repealed. Pub. L. No. 89-485, § 13(c),80 Stat. 236, 242
(1966). Section 19(e) was later repealed.
49

Section 5 of the Act applied these restrictions to state-chartered member banks. 12 U.S.C. § 335.

50 The term "dealing" is not included in the language of section 20. The Federal Reserve has interpreted the
term "public sale" in section 20 to encompass dealing, however. See 73 FED. RES. BULL. 473, 481,506-07 (1987).
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- 18 which the bank may not directly underwrite or deal. 51 The term "affiliate" is defined for this
purpose to include:
any corporation, business trust, association, or other similar organization--

(1) Of which a member bank directly or indirectly owns or controls either a
majority of the voting shares or more than 50 per centum of the number of shares
voted for the election of its directors,·trustees, or other persons, exercising similar
functions at the preceding election, or controls in any manner the election of a
majority of its directors, trustees, or other persons exercising similar functions.
12 U.S.c. § 221a(b)(I).

An operating subsidiary is a company that is more than 50% owned or controlled by a
national bank. 52 Thus, by applying the literal language of the statute, an operating subsidiary is an
"affiliate" for purposes of section 20 of the Glass-Steagall Act. As an "affiliate" of a national
bank, an operating subsidiary therefore is able to underwrite and deal in securities of the type not
permitted for its parent, provided that the subsidiary is not "engaged principally" in underwriting
or dealing functions with respect to those bank-ineligible securities.
The Subsidiary's proposed activities are permissible under this standard. The Federal
Reserve has previously determined that an affiliate of a member bank earning 25% or less of its
revenue from underwriting and dealing in securities impermissible for a member bank to
underwrite and deal in directly, is not "principally engaged" in that activity for purposes of section

51 Applying the plain language of section 20, the Federal Reserve has previously pennitted affiliates of
member banks, including national banks, to underwrite and deal in securities a national bank would not be pennitted to
underwrite and deal in. In 1987, the Federal Reserve Board first interpreted section 20 to allow bank affiliates to engage
in underwriting and dealing in revenue bonds, commercial paper, mortgage-backed securities and consumer receivable
related securities. See Citicorp. J.P. Morgan & Co. Incorporated and Bankers Trust New York Corporation, 73

FEDERAL RESERVE BULLETIN 473,487 (1987), aff'd sub nom., Securities Industry Association v. Board of
Governors of the Federal Reserve System, 839 F.2d 47 (2d Cir. 1988), cert. denied, 486 U.S. 1059, 108 S.Ct. 2830
(1988); Chemical New York Corp., Chase Manhattan Corp.. Bankers Trust New York Corp.. Citicorp,
Manufacturers Hanover Corp., and Security Pacific Corp., 73 FEDERAL RESERVE BULLETIN 731 (1987)
(approving underwriting and dealing in consumer receivable related securities after having deferred decision for 60
days in its prior 1987 order). In 1989, the Federal Reserve allowed member bank affiliates to underwrite and deal in
all debt and equity securities. See J.P. Morgan & Co.• The Chase Manhattan Corp.. Bankers Trust New York
Corp., Citicorp. and Security Pacific Corp., 75 FEDERAL RESERVE BULLETIN 192 (1989), a{f'd Securities
Industry Association v. Board of Governors, 900 F.2d 360 (D.C. Cir. 1990).
52 Under 12 C.F.R. § 5.34, operating subsidiaries are defined to include entities in which the parent bank
.. owns more than 50% of the voting (or similar type of controlling) interest of the subsidiary: or the parent bank
otherwise controls the subsidiary and no other party controls more than 50% of the voting (or similar type of
controlling) interest of the subsidiary .... " 12 C.F.R. § 5.34(d)(2).
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- 19 20 of the Glass-Steagall Act (12 u.s.e. § 377). S3 The Subsidiary, in this case, has committed that
the revenues derived from its proposed revenue bond underwriting and dealing activities will not
exceed 25% of its total revenues. Accordingly, the Subsidiary will not be "engaged principally" in
underwriting or dealing in bank-ineligible securities for purposes of sectiun 20 of the GlassSteagall Act.
In sum, the plain language of the Glass-Steagall Act distinguishes the potential investment
banking risks presented by different types of securities and allows subsidiaries of national banks to
engage in investment banking functions with respect to types of securities not permitted for the
national bank itself. While section 16 prohibits "the association" from underwriting and dealing in
certain types of securities, section 20 expressly allows "affiliates" of a bank, including its
subsidiaries, to underwrite and deal in a broader range of securities--to a limited extent. Thus, it
would not frustrate the purposes of the Glass-Steagall Act to permit revenue bond underwriting
and dealing in a subsidiary of a national bank. S4

D.

National Banks Are Authorized to Own Operating Subsidiaries Engaged in
Activities Not Permissible for the Bank

As section 20 of the Glass-Steagall Act makes clear, subsidiaries of national banks may
legally engage in activities not permitted for the bank itself. The ace and the courts also have
recognized, in various contexts, that limitations that apply to the bank itself do not necessarily
apply to its affiliates or subsidiaries.
Most recently, the DCC revised its regulation on operating subsidia'ries to permit an
operating subsidiary to engage in activities not permitted for its parent bank as long as the DeC
determines that the activities are part of or incidental to the business of banking or otherwise

53

See Revenue Test Notice. supra.

54 In defining the term "affiliate' to include companies owned or controlled by member banks, Congress was
well aware that national banks organized and controlled companies engaged in underwriting and dealing. For example,
in 1932, while Congress was considering legislation to strengthen the banking system and to deal with banks'
involvement in the securities markets, Federal Reserve Board Chairman Eugene Meyer, testifYing on companies owned
or affiliated with national banks, submitted a chart listing 770 companies that were affiliates of national banks. Of those
directly owned by national banks, four were identified as "securities companies". See Hearings on S.4115 Before the
Senate Committee on Banking and Commerce, 72d Cong., 1st Sess. (1932) at 391-392. See also Hearings on S. Res.
71 Before a Subcommittee ofthe Senate Committee on Banking and Currency, 71 st Cong., 3d Sess. (1931); Hearings
on S.Res. 19 Before the Senate Committee on Finance, 72d Cong., 1st Sess. (1932); Hearings on 5.Res. 84 and
S.Res.239 Before a Subcommittee ofthe Senate Committee on Banking and Commerce, 72d Cong., 2d Sess.(1933);
Hearings on S.Res. 84 and S.Res. 56 Before the Senate Committee on Banking and Currency, 73rd Cong., 1st
Sess.(1933); Hearings on S.Res. 84 and S.Res. 97. Senate Committee on Banking and Currency, 73rd, Cong., 2d Sess
(1934). See Hearings on S. 4115. supra. at 391-392. A 1930 bill, introduced by Senator Carter Glass, also defined
"affiliate" to includesecurities companies owned or controlled by national banks. See S. 4723, 71st Cong., 2d Sess.
(emphasis added). See also Op Sub Legal Opinion, supra. at 8, 11-12.

1-71

- 20 authorized by law and that the limitation applicable to the bank does not apply to the subsidiary. 55
The new regulation is intended to clarify the OCC's position regarding whether the operating
subsidiaries are subject to the same federal laws as apply to national banks. In the past, the OCC
had generally taken a position that operating subsidiaries were subject to the same laws as
national banks. Nevertheless, over the years, the OCC has made numerous exceptions to this
policy when deemed appropriate in the circumstances, and has allowed subsidiaries to engage in
banking and incidental-to-banking activities even though their parent bank could not engage in
those activities directly.
.
For example, a letter from Deputy Comptroller DeShazo, dated October 25, 1967,
permitted a Pennsylvania national bank to acquire up to 100% of the common stock of a
commercial finance company headquartered in New York City where it conducted the bulk of its
business. The approval was codified in Paragraph 7376 of the Comptroller's rulings (the
operating subsidiary ruling). Nothing was said about any geographical problem or branching issue
under 12 U.S.C. § 36, even though the bank could not be located in New York. The statement
was made that "the operations of the finance company will in general be subject to the same laws
and regulations as it is now after acquisition by the bank." (Emphasis added).
In addition, a January 1968 letter signed by Deputy Comptroller Watson held a mortgage
company subsidiary's borrowing would be treated as being independent from the parent national
bank's borrowings. This avoided a problem under the then-applicable capital limitations imposed
on national bank borrowings by 12 U.S.c. § 82. The mortgage company also was allowed to buy
real estate for its own future development purposes, and to make loans to finance a development
tract on terms that would be impossible for the parent national bank under 12 U.S.C. §§ 84 and
371. The Watson letter explained why in this concluding statement:
a [controlled subsidiary corporation ofa national bank] is a separate, legal entity,
apart from its parent corporation, operating under its own charter and articles of
incorporation with corporate power and authority to own property and to carry on
its business. Accordingly, the Commerce Mortgage Company may pursue such
activities which are consistent with its doing business as a mortgage servicing
corporation.
More recently, operating subsidiaries have been permitted to act as a general partner in
various types of business enterprises, despite the Supreme Court's holding in Merchants National
Bank v. Wehrmann, 202 U.S. 295 (1906), that it is ultra vires for a national bank to take on the
unlimited liability of a general partner in a partnership. 56 The OCC reasoned in these cases that an

55 Three commenters objected to the application on the grounds that national bank subsidiaries should not be
permitted to engage in any activity prohibited for the bank itself.

56 See. e.g.. Interpretive Letter No. 541 (Feb. 6. 1991). reprinted in [1990-91 Transfer Binder] Fed.
Banking L. Rep. (CCH) ~ 83. 253 (affirming an earlier letter which permitted an operating subsidiary to act as
general partner in a commodity pool); Interpretive Letter No. 423 (April 11. 1988). reprinted in [1988-89 Transfer
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- 21 operating subsidiary could lawfully be a general partner because the unlimited partner liability
would be cut off at the level of the subsidiary and not flow through to the parent bank, thereby
addressing the issue that concerned the Court in the Wehrmann case.
The courts also have recognized that limitations that apply to a bank do not always apply
to its affiliates or subsidiaries. In Board of Governors, FRS v. Investment Company Inst., 450
U.S. 46 (1981), the Supreme Court upheld the Federal Reserve's determination that a nonbank
subsidiary of a bank holding company could sponsor, organize, control, and act as investment
advisor to a closed-end investment company. The Court examined the language, structure, and
legislative history of the Glass-Steagall Act and concluded that the activities were permissible for
affiliates of banks. 57 In upholding the permissibility of the activities, the Court made the key
determination that activities of bank affiliates are governed by section 20 of the Glass-Steagall
Act, not sections 16 or 21. Section 20, the Court noted, "does not prohibit bank affiliation with a
securities firm unless that firm is 'engaged principally' in activities such as underwriting." 58 As a
result, the court noted that "bank affiliates may be authorized to engage in certain activities that
are prohibited to banks themselves." 59
In Investment Company Institute v. Federal Deposit Insurance Corp., 606 F. Supp. 683
(D.D.C. 1985) the district court upheld a regulation issued by the FDIC to "govern the manner in
which nonmember state banks can arrange to own subsidiaries ... engaged in aspects of the
securities business, particularly underwriting various types of securities," 60 The court held that a
state nonmember bank could own a securities firm subsidiary even though the bank could not
itself engage in the activities of the subsidiary. The case hinged on the scope of section 21 of the
Glass-Steagall Act, which prohibits insured non-member state banks from engaging directly in a
full-scale securities business. 61 The plaintiffs argued that the restrictions of section 21 also

Binder] Fed. Banking L. Rep. (CCH) , 85, 647 (operating subsidiary can act as managing general partner in a
venture formed to invest in real estate mortgage-related assets); and Interpretive Letter No. 289 (May IS, 1984),
reprinted in [1983-84 Transfer Binder] Fed. Banking L. Rep. (CCH) , 85. 453 (approving an operating subsidiary to
act as general partner of a partnership formed to establish ATMs).
57

The Court also pointed out that the bank itself could engage in the activity. See Id. at 62.

58

Id. at 64.

59 Id. at 60. See also SIA v. Board of Governors. Federal Reserve System, 839 F.2d 47 (2d Cir. 1988),
cen. denied. 486 U.S. 1059, 108 S. Ct. 2830; SIA v. Board of Governors. Federal Reserve System. 847 F. 2d 890
(D.C. Cir. 1988) (both holding that a member bank's affiliate may engage in some securities activities that would be
prohibited to the member bank itself).

60

Id. at 684.

61 12 U.S.C. § 378. The Supreme Court has found that Sections 21 and 16 "seek to draw the same line"
and that section 21 cannot be read to prohibit what section 16 permits. SIA v. Board of Governors. 468 U.S. 137.
149 (1984); See also Board of Governors V. Investment Company Institute, 450 U.S. 46. 63 (1981); SIA v. Board of
Governors. 807 F.2d 1052. 1057 (D.C. Cir. 1986), cen. denied, 483 U.S. 1005. 107 S.Ct. 3228 (1987).
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- 22 included subsidiaries of a bank and that subsidiaries should be treated as "alter egos" of their
parent bank. The court rejected the effort to include the subsidiary within the limitations
applicable to its parent under section 21, finding no Congressional intent to apply that section to
an entity separate from a bank, even one that the bank controlled.
In Securities Industry Association v. Federal Home Loan Bank Board, 588 F. Supp. 749
(D.D.C. 1984) (SIA v. Bank Board), the Federal Home Loan Bank Board ("Bank Board") had
permitted several federal savings and loan associations to own service corporations which, in tum,
owned out-of-state subsidiaries engaged in securities brokerage and investment advisory
activities. These subsidiaries of service corporations were partially owned by investors that were
not S&Ls. The applicable statute, section 5(c)(4)(B) of the Home Owner's Loan Act ("HOLA"),
permitted federal S&Ls to invest in service corporations, but required that the corporation be
organized under the laws of the state in which the home office of the S&L is located, and that its
stock be available for purchase only by S&Ls in that state. No mention of, or provision for,
subsidiaries of service corporations was contained in the statute.
The parties to the lawsuit agreed as to the material facts, that the federal S&Ls in question
could not themselves engage in the securities brokerage and investment advisory activities, nor
could they directly own the out-of-state jointly-owned subsidiaries which were engaged in this
business. The court nevertheless held that the federal S&Ls' service corporations could own
those subsidiaries. It observed that "[e]xcept in unusual circumstances," courts will not disregard
the separate identities of a parent and its subsidiary, even a wholly-owned subsidiary. 62 Such
separate existence will not be disregarded "merely because the corporate arrangement allows an
affiliate or subsidiary to engage in activities which an affiliated or parent corporation is statutorily
prohibited from doing."63
The court accepted the Bank Board's ruling that the activities of the service corporations'
subsidiaries were "reasonably related to the activities" of federal S&Ls. 64 It also observed that the
Board "must be permitted to adapt the regulatory structure of HOLA to the changing needs of the
economy" and that the Board's determination with respect to the S&Ls' service corporations was
"consistent with HOLA.,,65

62 SIA v. Bank Board, supra, 588 F.Supp. at 754-55. citing Labadie Coal Co. v. Black. 672 F.2d 92. 96
(D.C. Cir. 1982); and Quinn v. Butz. 510 F.2d 743.759 (D.C. Cir. 1975).

63

Id. at 755. citing Board of Governors, FRS v. Investment Company Inst.. 450 U.S. 46 (1981).

64

Id. at 754.

65 [d. See also Rettig v. Arlington Hgts. Fed. Say. & Loan Ass'n, 405 F. Supp. 819, 824 (N.D. Ill. E.D.
1975) (Subsidiaries of federal S&Ls can engage in the insurance agency business even though the parent S&Ls
cannot engage in the business themselves).
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- 23 In conclusion, affiliates and operating subsidiaries of national banks may engage in
activities different from those permitted for a national bank under certain circumstances.
However, those activities must still qualify as part of or incidental to the business of banking or be
permissible for national banks or their subsidiaries under other statutory authority. As explained
above, the proposed activities of the Subsidiary clearly are part of the business of banking and are
allowed for an operating subsidiary under section 20 of the Glass-Steagall Act. In making this
determination, the OCC has weighed the form and specificity of the restriction applicable to the
bank, why the restriction applies to the bank, and whether it would frustrate the purpose
underlying the restriction on the bank to permit the subsidiary to engage in the proposed activity.
For the reasons discussed above, the OCC concludes that the restriction applicable to national
banks in section 16 of the Glass-Steagall Act does not apply to operating subsidiaries. By its
terms, section 16 only applies to the national bank itself. Congress specifically provided a
different standard for affiliates of national banks, including subsidiaries of national banks, in
section 20 of the Glass-Steagall Act. Thus, it would not frustrate the purposes of section 16, or
the Glass-Steagall Act generally, to permit the Subsidiary to engage in the proposed activity to the
extent permitted under section 20. 66 Accordingly, the OCC finds that the activities are legally
permissible for an operating subsidiary of a national bank.

IV.

SAFETY AND SOUNDNESS CONSIDERATIONS

In reaching its determination to approve the proposed municipal revenue bond activities,
the OCC also has carefully considered whether the activities pose an undue risk to the Bank and
the Subsidiary or would result in unsafe and unsound banking practices. The OCC believes that,
under the conditions and limitations set forth below, the proposed activities present limited risk to
the Bank and the Subsidiary and will be conducted in a safe and sound manner.

A.

Limited Expansion of Activities

As noted above, the proposed municipal revenue bond activities represent an incremental
expansion of activities already conducted by national banks and this Bank in particular. 67 The
revenue bonds which the Subsidiary proposes to underwrite and deal in are substantially
equivalent to revenue bonds national banks are permitted to underwrite, deal, and invest in under
66 The acc notes that it submitted a report to Congress on its revisions to 12 C.F.R. Part 5, which
includes the regulation governing operating subsidiaries. as required under the Small Business Regulatory
Enforcement Fairness Act of 1996 ("1996 Act"), Pub. Law 104-121 (1996). The regulation. as noted above,
provides that an operating subsidiary of a national bank may engage in activities different from that permitted for its
parent bank as long as the activities are part of the business of banking or are otherwise authorized by law. Congress
took no action, as is authorized under the 1996 Act. to negate the effectiveness of that regulation.
67 In 1982. Federal Reserve Board Governor]. Charles Partee testified that the Federal Reserve favors
granting banks the authority to underwrite and deal in most state and government revenue bonds. noting that the
activity is a "natural extension of activities already being done by banks." See Statement of ]. Charles Partee.
Member, Board of Governors of the Federal Reserve System before the Senate Banking Committee. February, 1982.
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- 24 section 16 of the Glass-Steagall Act. 68 Moreover, the proposed activities pose comparable risks to
national banks as those associated with underwriting, dealing and investing in bank-eligible
securities. These risks are mitigated by the Bank's substantial experience and expertise as a
municipal securities dealer. The
notes that many of the same individuals now associated
with the Bank's government securities activities will be employed by the Subsidiary. Moreover,
as noted above, other regulators that have experience with bank affiliates engaged in the proposed
types of activities indicated that they have not had significant or unusual compliance or
supervisory concerns with those affiliates. Accordingly, the
has determined that the
proposed activities will not result in significant or excessive risk to the Bank or the Subsidiary.

acc

acc

B.

Corporate Separateness

In order to minimize any potential that securities underwriting and dealing risk may
negatively affect the Bank, the Bank will be insulated, both structurally and operationally, from
the Subsidiary. For example, under the acC's regulation governing operating subsidiaries, 12
C.F.R. § 5.34, there are a number of requirements intended to ensure the Subsidiary's
independent legal and corporate existence. 69 Specifically, the Subsidiary is required to: (l) be
physically separate and distinct in its operations from the Bank; (2) be held out as a separate and
distinct entity from the Bank in its written materials and direct contact with outside parties, with
all written materials clearly stating that the Subsidiary is a separate entity from the Bank and the
obligations of the Subsidiary are not obligations of the Bank; (3) not have the same name as its
parent Bank, and if the Subsidiary has a name similar to its parent Bank, to take appropriate steps
to minimize the risk of customer confusion, including clarifying the separate character of the two
entities and the extent to which their respective obligations are insured or not insured by the
FDIC; (4) maintain separate accounting and corporate records; (5) conduct its operations
pursuant to independent policies and procedures that are also intended to inform customers that
the Subsidiary is an organization separate from the Bank; (6) contract with the Bank for any
services only on terms and conditions substantially comparable to those available to or from
independent entities; (7) observe appropriate separate corporate formalities, such as separate
board of directors' meetings; (8) maintain a board of directors at least one-third of whom shall
not be directors of the Bank and shall have relevant expertise capable of overseeing the
Subsidiary's activities; and (9) have internal controls appropriate to manage the financial and
operational risks associated with the Subsidiary. These internal controls must also be maintained
by the Bank.

In addition to these limitations, section 5.34(t) requires that the Subsidiary be adequately
capitalized according to relevant industry measures and maintain capital adequate to support its
68 The Federal Reserve has previously determined that municipal revenue bond underwriting and dealing is
"substantially similar to operations safely and soundly being conducted presently by member banks [and] would not
result in significant or excessive risk. " See Citicorp, J.P. Morgan & Co. Incorporated/Bankers Trust Corporation.
73 Federal Reserve Bulletin 473. 493 (1987).

69

See 12 C.F.R. § 5.34(£)(2).
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- 25 activities and to cover reasonably expected expenses and losses. When the Subsidiary is engaged
in a principal capacity in activities authorized under section 5.34(t), as in this case, certain
additional supervisory requirements will protect the financial soundness of the Bank. 70 For
example, section 5.34(t) provides that for purposes of determining a bank's regulatory capital
adequacy, the bank must deduct from its capital and total assets equity investments made in an
operating subsidiary engaged in an activity different from that permitted for the bank, and the
subsidiary's assets and liabilities shall not be consolidated with those of the bank. For risk-based
capital purposes, 50% of the equity investment is deducted from Tier 1 capital and 50% from Tier
2 capital. In addition, the
may require the Bank to calculate its capital on a consolidated
basis for purposes of determining whether the Bank is adequately capitalized under 12 e.F.R. Part
6 (prompt corrective action). The regulation also provides that a national bank must be wellcapitalized before commencement of the activity. The Bank clearly satisfies this requirement. If
the Bank ceases to be well-capitalized for two consecutive quarters, it must submit a plan to the
detailing how it will become well-capitalized.

ace

ace

Moreover, transactions between the Bank and the Subsidiary will be subject to the
limitations in sections 23A and 23B of the Federal Reserve Act. Under the regulation, the
standards of sections 23A and 23B of the Federal Reserve Act, 12 U.S.c. §§ 37lc and 371c-l,
are made applicable to transactions between a bank and a subsidiary engaged in activities different
from those permitted for the bank. 71 The application of these sections will limit the Bank's
subsequent investments in and extensions of credit to the Subsidiary to 10% of the Bank's capital,
require extensions of credit to be fully collateralized, and apply arm's-length safeguards to
transactions between the Bank and the Subsidiary. The arm's-length standards also address
concerns regarding inappropriate subsidization by the Bank of its Subsidiary.
In addition, in order to avoid customer confusion and minimize reputation risk in the
Bank, the Subsidiary also will be required to provide each of its retail customers the same written
and oral disclosures, and obtain the same customer acknowledgments, required by the Interagency
Statement on Retail Sales of Nondeposit Investment Products. Further, no Bank director,
officer, or employee may express an opinion on the revenue bonds underwritten or dealt in by the
Subsidiary unless he or she notifies the customer of the Subsidiary's role. The Bank also has
committed to disclose its relationship with the Subsidiary to its customers when it acts as agent in
the sale of securities underwritten or dealt in by the Subsidiary. Together, these disclosures
minimize the risk that customers may confuse the activities and obligations of the Subsidiary with
those of the Bank. 72

70

See 12 C.F.R. § 5.34(t) (3).

71

See 12 C.F.R. § 5.34(t)(3)(ii).

7Z Federal legislation in recent years also has provided the federal banking agencies with additional
supervisory tools to address promptly supervisory concerns that may arise in connection with activities engaged in by
banks or their subsidiaries. For example, the Financial Institutions Reform, Recovery, and Enforcement Act of 1989
provided substantial civil money penalties for national banks engaging in unsafe and unsound banking practices or for
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c.

Supervision of Subsidiary

The Subsidiary will be subject to comprehensive supervision and functional regulation by
securities regulatory authorities. The
as the primary federal banking regulator, will be
responsible for ensuring the safe and sound operation of the Bank and full compliance with the
regulatory and supervisory conditions applicable to the Bank and the Subsidiary. The
has
extensive experience and expertise in supervising national banks involved in underwriting, dealing
and investing in government securities. Moreover, it is uniquely qualified to assess whether the
activities are conducted in a safe and sound manner without undue risk to the Bank.

acc,

acc

In addition, the Subsidiary will be subject to functional regulation under the Federal
securities laws. 73 In particular, the Subsidiary is registered with the SEC as a broker-dealer and
will be subject to financial reporting, anti-fraud and financial responsibility rules applicable to
broker-dealers. 74 The Subsidiary must comply with the SEC's net capital rule, which imposes
capital requirements on broker-dealers that vary with the degree to which a broker-dealer acts as
a principal. The Bank represents that the Subsidiary will maintain capital in excess of these
requirements. The Subsidiary also will be subject to the rules and regulations of the NASD and

violations of conditions imposed in writing in connection with the grant of an application or other request by a
national bank. Likewise, the Federal Deposit Insurance Corporation Improvement Act of 1991 (Pub. L. 102-242.
Dec. 19, 1991, 105 Stat. 2236), established a framework for prompt corrective action when banks fail to meet
specified capital requirements, including the ability of the OCC to reqUire an undercapitalized institution to divest any
subsidiary that may pose a significant risk to the parent bank or that is likely to cause a significant dissipation of the
institution's assets or earnings. These and other available supervisory actions prOVide the OCC with a substantial
array of tools -- not available until relatively recently -- to address risks presented by national bank operating
subsidiaries.
73 When the OCC proposed revisions to its regulation governing operating subsidiaries, the Securities and
Exchange Commission did not object, but requested OCC confirmation that: (1) securities activities conducted in
operating subsidiaries would be subject to regulation under the Federal securities laws, and (2) the OCC's regulation
would not allow activities previously not permitted for a bank itself to be shifted from an operating subsidiary to the
bank. In the final rule, the OCC confirmed that operating subsidiaries that conduct securities activities are fully
subject to the Federal securities laws and that the new rule would not be used to authorize national banks to directly
conduct actiyities not preViously permitted for national banks. See 61 FEDERAL REGISTER at 60351, n. 1.
74 In its comment letter, the SEC expressed concern that aspects of the Bank's proposal may not comply
with certain regulatory requirements under the Securities Exchange Act of 1934. The Bank and the Subsidiary have
committed to comply with all applicable federal securities laws and regulations, including the SEC's financial
responsibility regulations. The OCC notes that the Subsidiary must notify and obtain the approval of the NASD prior
to commencing the proposed activities. Through that process, the NASD reviews the proposal to assure compliance
with the federal securities laws. Another concern expressed by the SEC related to the extent to which securities
regulatory and self-regulatory authorities will be able to supervise the Subsidiary and to examine, investigate and, if
necessary, discipline the Bank for activities related to the Subsidiary's operation. As noted at the outset of this
section, the Subsidiary will be subject to full functional regulation under the federal securities laws, and the SEC does
have the authority to examine, investigate, and if necessary, discipline the Bank for activities in connection with the
Subsidiary's revenue bond activities. The OCC will, of course, cooperate with the SEC and appropriate selfregulatory authorities in connection with their oversight of the Subsidiary and any connected activities of the Bank.
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- 27 MSRB. These requirements provide further protection against financial losses as a result of the
proposed activities.

D.

Safety and Soundness Conditions

As detailed above, the Subsidiary and the Bank also are subject to a number of conditions
and safeguards pursuant to 12 C.F.R. § 5.34(f). That section imposes numerous safeguards that
apply to the parent bank and/or the subsidiary when the subsidiary engages in an activity
authorized under 12 C.F.R. § 5.34(d), but different from that permitted for the bank. Collectively,
these conditions will help to contain risk, reduce potential conflicts of interest, and ensure the safe
and sound operation of the parent bank and the subsidiary.

ace

In addition, the
recognizes that particular activities may give rise to the need for
particular safeguards and conditions that are tailored to the activity in question. Accordingly, the
has included a number of conditions designed to further minimize the risk of securities
underwriting and dealing to the Bank, its customers and the Subsidiary. For example, the Bank is
required to establish internal controls to govern its participation in transactions underwritten or
arranged by the Subsidiary. In addition, all intra-day extensions of credit by the Bank to the
Subsidiary must be consistent with Section 23B of the Federal Reserve Act.

ace

Other supervisory conditions are intended to protect consumers and address potential
conflicts of interest. For example, the Bank is prohibited from lending to customers for the
purpose of buying securities underwritten by the Subsidiary during the underwriting period. In
addition, the Subsidiary is required to make the disclosures required under the Interagency
Statement on Nondeposit Investment Products to ensure that customers of.the Subsidiary do not
confuse the Subsidiary with the Bank. Bank employees, officers and directors are also prohibited
from expressing opinions about securities underwritten by the Subsidiary unless the customer is
notified that the Subsidiary is the underwriter.
Several of these conditions are patterned after the Federal Reserve's new operating
standards applicable to section 20 subsidiaries engaged in underwriting and dealing in securities.
The Federal Reserve recently eliminated many of the conditions it formerly applied to section 20
subsidiaries engaged in underwriting and dealing and consolidated the remaining restrictions in a
series of operating standards. 75 These new operating standards are tailored to address the risks of
affiliation with an insured bank not addressed by other laws. 76

75

See 62 FEDERAL REGISTER 45295 (August 27, 1997).

76 See. e.g., 12 C.F.R. § 5.34(f)(2)(iii) and (iv). Standards identical to the Federal Reserve's operating
standards already apply to operating subsidiaries of national banks as a result of the conditions and requirements set
forth in 12 C.F.R. § 5.34(f). Section 5.34(f) also contains certain requirements that exceed those contained in the
new operating standards. For example, a bank that owns a subsidiary engaged in an activity as principal must be
well-capitalized both before and after the activity commences and must have a CAMEL rating of "I" or "2," a CRA
rating of "Outstanding" or "Satisfactory." and must not be subject to a cease and desist order, consent order. formal
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- 28 The acc will conduct a review of the Subsidiary prior to commencement of the proposed
activities to ensure compliance with all supervisory conditions in the Application and the
conditions set forth in 12 C.F.R. § 5.34(f).

V.

ADDITIONAL REGULATORY AND POLICY REVIEWS

A.

Bank Holding Company Act

As the administrator of national banks, the acc has broad authority under 12 U.S.c.
§ 24(Seventh) to determine the permissible activities of national banks and their subsidiaries. One
commenter asserts, however, that this authority does not extend to subsidiaries of banks that
propose to engage in activities such as underwriting and dealing in securities. 77 The commenter
contends that the Bank Holding Company Act ("BHCA") provides the exclusive means by which
bank holding company affiliates, including subsidiaries of banks, can engage in such activities.
Specifically, the commenter asserts that the Subsidiary must apply under section 4(c)(8) of the
Bank Holding Company Act 78 for approval from the Federal Reserve to engage in the proposed
activities.
The courts have specifically held, however, that the BHCA does not govern the
permissible activities of banks or their subsidiaries. In Independent Insurance Agents ofAmerica,
Inc. v. Board of Governors of the Federal Reserve System, 890 F.2d 1275 (2d Cir. 1989)
(Merchants II), cert. denied, 498 U.S. 810 (1990), the Second Circuit upheld a Federal Reserve
Board order concluding that the BHCA's activity restrictions did not apply to the activity of a
bank subsidiary of a bank holding company. 79

written agreement. or prompt corrective action order. See 12 C.F.R. §§ 5.3(g) and 5.34(f)(3)(iii). In addition, the
subsidiary must be adequately capitalized according to relevant industry measures and maintain capital adequate to
support its activities and cover reasonably expected expenses. See 12 C.F.R. § 5.34(f) (2)(iv).
77 The commenter also contends that the acc does not have authority under section 93a of the National
Bank Act to permit a national bank to engage in ineligible securities activities through an operating subsidiary,
because section 93a provides that the acc may not issue rules and regulations concerning the securities activities of
national banks under the Glass-Steagall Act. This Application would not confer authority on national banks (or their
operating subsidiaries) that they do not have under existing law, however. As explained in this decision. the
proposed activity is part of the business of banking under 12 U.S.C. §24(Seventh) and is allowed under section 20 of
the Glass-Steagall Act. Section 93a is simply inapplicable. and the acc is not prohibited by section 93a from
approving the proposed transaction.

78 Section 4(c)(8) of the BHeA authorizes the Federal Reserve to approve the acquisition and retention by a
bank holding company of shares of a company engaged in activities that are "so closely related to banking ... as to
be a proper incident thereto." 12 U.S.C. §1843(c)(8).
79 The Eighth Circuit, in Norwest Bank Minnesota, N.A. v. Sween Corporation, et. aI.. 1997 U.S. App.
LEXIS 16602 (8th Cir. 1997), recently followed the reasoning in Merchants II in a case involving a dispute between
a national bank and a company advised by the bank. The company refused to pay the bank an agreed upon adVisory
fee for its services contending, among other things. that the bank could not collect the fee for its services because it
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- 29 Shortly thereafter, in Citicorp v. Board of Governors of the Federal Reserve System, 936
F.2d 66 (2nd Cir. 1991), cert. denied, 502 U.S. 1031 (1992), the same court vacated a Federal
Reserve Board order that required a state bank owned by a bank holding company to terminate
certain activities conducted through the state bank's subsidiary. The court applied the reasoning
of Merchants II, concluding that "once the BHCA has been construed to leave the regulation of a
holding company's subsidiary banks to their chartering authorities, the Act cannot sensibly be
interpreted to reimpose the authority of the Fed on a generation-skipping basis to regulate the
subsidiary's subsidiary."80 It therefore held that the BHCA does not extend to the subsidiary of a
holding company's bank subsidiary. 81 The activities of the bank's subsidiary in question were,
according to the court, appropriately the responsibility of the bank's chartering authority to
address. 82
Accordingly, the Subsidiary is not required to obtain approval under section 4(c)(8) of the
BHCA to engage in the proposed activities.

B.

Consumer Protection Issues

In addition to the safeguards and conditions discussed above, the extensive regulatory
scheme presently governing the Subsidiary's and Bank's municipal securities activities will
provide additional protection for purchasers of the proposed general obligation securities and
revenue bonds. The Subsidiary already has registered with the SEC as a broker-dealer and is a
member of the NASD. Consequently, the Subsidiary's brokerage activities are subject to federal
securities law and NASDR and SEC oversight. As a registered broker-dealer, the Subsidiary's
underwriting of municipal securities and its sales of those securities also will be fully subject to
federal securities law.
The Subsidiary's employees who broker municipal securities products to retail customers
are registered as General Securities Representatives with the NASDR pursuant to federal

did not have prior approval from the Federal Reserve under the SHCA to engage in adVisory services. The court held
that the SHCA. and the Federal Reserve's regulation interpreting the BHCA (12 C.F.R. § 225.21 (a)). do not apply
to a bank subsidiary of a bank holding company.
80

Citicorp v. Federal Reserve. supra, at 68.

81

Although the case involved a state bank. the court's reasoning would apply equally to national banks.

82 Furthermore, section (4)(c)(5) of the Bank Holding Company Act, 12 V.S.c. § 1843(c)(5), would expressly
exempt the Bank's operating subsidiary from any applicable restrictions in the BHCA. Section (4)(c)(5) provides that
the investment restrictions contained in section 4 of the Act do not apply to "shares which are of the kinds and
amounts eligible for investment by national banking associations under section 24 of the National Bank Act." As
explained in this decision. section 24 of the National Bank Act prOVides authority for national banks to invest in an
operating subsidiary engaged in the business of banking. Thus. the plain language of the BHCA expressly preserves
the authority of the Bank to own shares in the operating subsidiary as authorized in the National Bank Act.
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- 30 securities law requirements. 83 To be registered as a General Securities Representative, one must
pass an examination that tests for adequate product and regulatory knowledge of the securities
being recommended and sold. 84
Because banks are not "brokers" or "dealers" under the Exchange Act, 85 and thus not
subject to certain provisions of the federal securities laws, one commenter has stated that the
Bank would avoid essential investor protection rules if the Bank, rather than the Subsidiary, sold
the revenue bonds. However, the Bank's municipal securities activities are subject to the same
comprehensive regulatory scheme as other registered municipal securities dealers. That
regulatory scheme affords the bank customers with important protections. 86 While the Bank is
not a general securities broker-dealer, the Bank is registered as a municipal securities dealer under
the Exchange Act. 87 Consequently, the Bank's municipal securities activities are subject to the
rules of the MSRB. 88
These rules include extensive consumer protection provisions, such as suitability
requirements (MSRB Rule G-19), price and commission limits (MSRB Rule G-30), disclosures in
connection with new issues (MSRB Rule G-32), employee qualification requirements (MSRB
Rules G-2 and G-3), and recordkeeping requirements (MSRB Rule G-8). In addition, the Bank's
securities activities are subject to federal securities law antifraud provisions. 89

V.

CONCLUSION

For the reasons set forth above, including the representations and commitments made by
the Bank and the Subsidiary and their representatives, we find that the proposed expansion of
activities in the Subsidiary is legally authorized. Accordingly, this Application is hereby approved

83 See Section 15B(b)(2)(a) of the Securities Exchange Act of 1934. 15 U.S.C. § 780-4(b)(2)(a)
("Exchange Act"); MSRB Rule G-3 (sets forth qualification reqUirements. including testing. that a person associated
with a municipal securities broker or dealer must meet).

84

See Series 7 Examination.

85

See Section 3(a)(4) and (5) of the Exchange Act. 15 U.S.C. § 78c(a)(4) and (5).

86 The Bank is also a registered government securities dealer. subjecting the Bank to an additional. parallel
regulatory scheme. See Sections 3(a)(44) and 15C of the Exchange Act, 15 U.S.C. §§ 78c(a)(44) and 780-5.

87

See Sections 3(a)(30) and 15B(a)(l) of the Exchange Act; 15 U.S.C. §§ 78c(a)(30) and 780-4(a)(l).

88 See MSRB Rule G-1 (defines a "separately identifiable department or division of a bank" and the
municipal securities dealer activities that must take place there).
89 See Section 1O(b) of the Exchange Act and Exchange Act Rule lOb-5, 15 U.S,C. § 78j(b) and 17 C,F.R.
§ 240.lOb-5.
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- 31 subject to the following conditions which shall be applicable to the Bank and the Subsidiary, as
indicated, in addition to the conditions and requirements set forth in 12 C.F.R. § 5.34(f):
I.

The Bank shall adopt policies and procedures, including appropriate limits on exposure, to
govern its participation in transactions underwritten or arranged by the Subsidiary. The
Bank shall ensure that an independent and thorough credit evaluation has been undertaken
in connection with its participation in such transactions, and that adequate documentation
of that evaluation is maintained for review by the acc.

2.

The Subsidiary shall provide each of its retail customers the same written and oral
disclosures, and obtain the same customer acknowledgments, specified by the Interagency
Statement on Retail Sales of Nondeposit Investment Products.

3.

A director, officer, or employee of the Bank may not express an opinion on the value or
the advisability of the purchase or the sale of a bank-ineligible security that he or she
knows is being underwritten or dealt in by the Subsidiary unless he or she notifies the
customer of the Subsidiary's role.

4.

The Bank shall not knowingly extend credit to a customer secured by, or for the purpose
of purchasing, any bank-ineligible revenue bond that the Subsidiary is underwriting or has
underwritten within the past 30 days, unless: (i) the extension of credit is made pursuant
to, and consistent with any conditions imposed in a preexisting line of credit that was not
established in contemplation of the underwriting; or (ii) the extension of credit is made in
connection with clearing transactions for the Subsidiary.

5.

Any intra-day extension of credit by the Bank to the Subsidiary shall be on market terms
consistent with section 23B of the Federal Reserve Act.

6.

The Bank and the Subsidiary shall submit quarterly to the acc any FOCUS report filed
with the NASD or other self-regulatory organizations, and any additional information
required by the acc to monitor compliance with the representations and commitments
made by the Bank and the Subsidiary, these conditions, and the conditions provided in 12
C.F.R. § 5.34(f).

7.

In the event that the Subsidiary is required to furnish notice concerning its capitalization to
the SEC pursuant to 17 C.F.R. § 240.17a-II, a copy of the notice shall be filed
concurrently with the acc.

8.

The Subsidiary's gross revenues derived from underwriting and dealing in revenue bonds
shall not exceed 25% of its total gross revenues.
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- 32 9.

Prior to commencing the proposed activity, the OCC will conduct a review of the
Subsidiary. Any deficiencies disclosed during this review must be satisfactorily resolved
prior to commencing the activity. The Bank should notify its Erc to schedule the -review.

Please be advised that all conditions of this approval are "conditions imposed in writing by
the agency in connection with the granting of any application or other request" within the meaning
of 12 U.S.C. § 1818.

Date
Application Control Number: 97-WO-08-0003
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APPENDIX F

Federal Reserve Board Request For Comment
On Revisions To Reeulation K

Federal Reserve Release

Press Release
Release Date: December 18, 1997
For immediate release
The Federal Reserve Board today requested comment on proposed comprehensive
revisions to its Regulation K governing international banking operations.
The proposals are intended to improve the international competitiveness of U.S.
banking organizations by expanding permissible activities abroad and reducing
regulatory burden associated with the conduct of such activities.
The Board also requested comment on proposed revisions to Regulation K that are
intended to reduce regulatory burden on foreign banks operating in the United States
by streamlining the application and notice process.
Comment is requested by March 14, 1998.
The proposed revisions include:
• expansion of authority for U.S. banking organizations to engage in equity
securities underwriting and dealing outside the United States;
• relaxation of limits on the ability of U.S. banking organizations to make
venture capital investments in non-bank organizations outside the United
States;
• a streamlined and expedited review process for U.S. banking organizations to
branch abroad, and for foreign banking organizations to establish offices in the
United States;
• expedited review of proposals by well-run U.S. banking organizations to make
investments abroad;
• increased flexibility in the standard for determining whether a foreign banking
organization would qualify for certain nonbanking exemptions from the Bank
Holding Company Act;
• implementation of statutory changes with respect to increased investments by
U.S. banks in Edge corporation subsidiaries and the interstate operations of
foreign banks operating in the United States; and
• other changes to eliminate unnecessary regulatory burden and to streamline
and modernize Regulation K.
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APPENDIX G
1998 Kentucky General Assembly Proposed Leeislation
Concernine Kentucky Chartered Banks Ability To Sell Insurance

IN HOUSE
1998 REGULAR SESSION
HOUSE BILL NO. 429

AN ACT relating to insurance.
Amend KRS 287.030 to provide that Kentucky-chartered banks or their subsidiaries are specifically
authorized to engage in the sale of non-credit-related insurance; delete provision that prohibits a person
who owns or acquires more than one-half of the capital stock of a bank from acting as an insurance agent
or broker; create a new section of Subtitle 9 of KRS Chapter 304, the insurance code, to establish
requirements to be met by financial institutions authorized to engage in insurance agency activities;
prohibit an officer or employee of a financial institution from delaying or impeding completion of a loan
transaction for the purpose of influencing a consumer's selection or purchase of any insurance; establish
standards for compensating an employee of a financial institution for referral of a consumer to a licensed
person.
HB429-AMENDMENTS
HFA 0, 1. Bruce) - Amend to allow banks to sell non-credit related insurance.

HFA (2, P. Hatcher Jr) - Allow an employee of a general agency to receive compensation for referral of
a consumer to a licensed person.
SCA 0, D. Seum) - Amend definition of "financial institution".
Jan 27-introduced in House
Jan 28-to Banking and Insurance (H); posted in committee
Feb 5-reported favorably, 1st reading, to Calendar
Feb 6-2nd reading, to Rules
Feb IO-posted for passage in the Regular Orders of the Day for February 11, 1998; floor amendment
(1) filed
Feb II-floor amendment (2) filed
Feb I9-3rd reading, passed 89-0 with Floor Amendments (1) and (2)
Feb 20-received in Senate
Feb 23-to Banking and Insurance (S)
Mar 4-reported favorably, 1st reading, to Consent Calendar with Committee Amendment (1)
Mar 5-2nd reading, to Rules
Mar II-posted for passage- in the Consent Orders of the' Day·for~March.~3r'1998 .
Mar I3-3rd reading, passed 37-0 with committee amendment (1)
Mar I6-received in House; posted for passage for concurrence in Senate amendment
Mar 24-House concurred in Senate committee amendment (1); passed 95-1
Mar 25-enrOlled, signed by each presiding officer, delivered to Governor
Includes all legislative and executive action through March 31, 1998
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AN ACT relating to insurance.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 287.030 is amended to read as follows:
(1)

As used in this section, "person" includes a natural person, partnership, corporation,
association, business trust, voting trust, or similar organization.

(2)

No persons, except corporations, shall engage in the business of private banking in
this state.

(3)

No bank incorporated under the laws of another state or national bank having its
principal place of business outside this state shall transact any banking business in
this state except to lend money, unless specifically authorized by law or
administrative regulation, or except as permitted following a merger transaction
within the meaning of Section 44 of the Federal Deposit Insurance Act pursuant to
12 U.S.C. sec. 1811 et seq., approved after June 1, 1997.

(4)

Kentuckv chartered banks. or their subsidiaries. are specificallv authorized to
engage in the sale of[No person ',>,"ho after July 13, 1994, owns or acquires more
than one half OP) of the capital stock of a ballie shall act as insurance agent or
broker ,,,..ith respect to any insurance except credit life insurance, credit health
insurance, insurance of the interest of a real property mortgagee in mortgaged
property, other than title] insurance.

(5)

No bank incorporated under the laws of the Commonwealth of Kentucky shall make
any loan or discount on the security of the shares of its own capital stock, or the
shares of stock of a bank holding company which controls the bank to the extent
that such loan or discount secured by such shares exceeds the amounts permitted by
Section 23(A) of the Federal Reserve Act (12 U.S.C. sec. 371c) as that section reads
on July 15, 1986, nor be the purchaser or holder of any such shares, except that a
bank may take property of any kind to satisfy or protect a loan previously made in
good faith and in the ordinary course of business; and stock so purchased or
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acquired, shall, within six (6) months from the time of its purchase or acquisition,
be sold or disposed of at public or private sale. This subsection shall not affect or
modify in any way KRS 386.025, but said section shall remain in full force and
effect.
SECTION 2.

A NEW SECTION OF KRS CHAPTER 304 IS CREATED TO

READ AS FOLLOWS:
(l)

As used in tllis section:
(a)

"Financial institution" means a bank or bank Ilolding company as defined
in tile Bank Holding Company Act of 1956, as amended, 12 U.S.c. sec.
1841, a savings bank, savings and loan association, trust companv, or anv
depositor!, institution as defined by tile Federal Deposit Insurance Act in 12

u.s. C.

sec. 1813 (c)(l), any affiliate or subsidiary of any of tile above, and

any otller individual, corporation, partnersllip, or association autllorized to
take deposits and make loans in tile Commonwealtll,'
(b)

"Insurance agency activities" means any activity relating to insurance
otller tllan credit life insurance, credit Ilealtll insurance, forced placed or
voluntary credit property, credit involuntary unemplo!'ment insurance, or
insurance of tile interest of a real property mortgagee in mortgaged
property, otller tllan title insurance, for wllicll a license as agent, solicitor.
broker. or consultant is required under tllis cllapter; and

(c)

"Insurance information" means any information provided by a consumer
in order to obtain insurance.

(2)

A financial institution autllorized by law to engage in insurance agenc)' activities
in this state shall, in addition to any otlter applicable requirements, complv witll
tile following requirements:
(a)

Tile financial institution or officer, agent, representative. or emplol'ee
tllereof sllall qualifY for licensure under all applicable provisions of tllis

1-89

UNOFFICIAL COPY AS OF 03123/98

1998 REG. SESS.

L'

98 RS HB 429/GA

chapter and abide by all applicable provisions oftllis chapter and applicable
administrative regulations;
(b)

A financial institution shall provide a written statement, signed or initialed
by the consumer, to evidence compliance with KRS 304.12-150;

(d

If the consumer voluntarily discloses or authorizes, in a written statement
that is signed or initialed by the consumer, the disclosure of insurance
information about the consumer to any person, the statement shall be an
acknowledgment that the disclosure is not to the detriment ofthe consumer,'
and

(d)

A financial institution licensed by the department to engage in insurance
agency activities shall:
1.

Not violate the anti-tying provisions of the Bank Holding Companl'
Act, 12 U.S.c. sec. 1971 et seq. in effect as ofDecember 31,1997,' and

2.

Notifl' the department in writing within ten (lO) dal's of any final
judgment or anl' final administrative action, by a federal agenel'
authorized to enforce the anti-tying provision, that finds that the
.financial institution or anl' of its emplorees committed a violation of
the Bank Holding Company Act. An!' such final and unappealable
judgment or final and unappealable administrative action shall be
deemed a violation ofthis chapter,'

(e)

Prior to the sale of any policy of insurance to a consumer, a financial
institution shall provide to the consumer a written statement, signed or
initialed by the consumer, that:
1.

The insurance offered br the financial institution is not a deposit;

2.

The insurance offered bl' the financial institution is not insured bl' the
Federal Deposit Insurance Corporation or other government agencl'
that insures deposits,'
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3.

Tlte insurance o[fered by tlte financial institution is not guaranteed by
tlte financial institution,·

4.

Tlte insurance is optional or, if required, may be purcltased (rom any
insurance agent or insurer selected by tlte consumer if tltat agent or
insurer provides tlte same or equivalent coverage; and

5.

Bv not purcltasing tlte insurance iOt is optional, or by purcltasing tlte
insurance (rom anotlter insurance agent or insurer iftlte insurance is
required, wil/not in any way affect current or future credit decisions;
and

(I)

Tlte

commissioner sltall promulgate administrative regulations in

accordance witlt KRS Cltapter 13A tltat specif}' tlte disclosure forms
required bI' subsections (b),
(3)

(e),

and (e) oft/lis section.

An officer or employee of a financial institution sitall not directly or indirectlr
dela}' or impede tlte completion of a loan transaction or any otlter transaction
witlt a financial institution for tlte purpose of influencing a consumer's selection
or purcltase ofany insurance.

(4)

An emplovee of a financial institution may receive compensation for tlte referral
ofa consumer, wlto seeks information about or wisltes to purcltase anv insurance
product, to a licensed person or for tlte provision of tlte telepltone number of a
licensed person wlto sells or provides information on tlte product onlv if:
(a)

Tlte employee receives tlte referral fee regardless of wltetlter insurance
coverage is sold,·

(b)

Tlte referral compensation is a axed amount;

(d

Tlte referral compensation is a portion of a financial institution's program
offering referral fees for otlter llOninsurance products or services marketed
by tlte financial institution; and

(d)

Tlte referral compensation is paid by tlte financial institution.
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(5)

All financial institutions not insured by the Federal Deposit Insurance
Corporation or other government agency that insures deposits are not required to
comply with subsection (2Ue) oft/lis section.
SECTION 3.

A NEW SECTION OF SUBTITLE 9 OF KRS CHAPTER 304 IS

CREATED TO READ AS FOLLOWS:

An employee or a general agency may receive compensation for the referral or a
consumer, who seeks information about or wishes to purchase any insurance product,
to a licensed person or for the provision orthe telephone number ora licensed person
who sells or provides information on the product only if:
(l)

The employee receives the referral fee regardless or whether insurance coverage
is sold;

(2)

The referral compensation is a fixed amount; and

(3)

The referral compensation is paid by the general agency.
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APPENDIX H

Securities I Insurance I Bank Industries
Proposed Substitutes To Federal H.R. 10
Section-by-Section Summary of
Major-Insurance-Related Provisions in
Proposed Substitute to H.R. 10
10 March 1998

Sec. 1. Short Title; Table of Contents. "Financial Services Act of 1998".
TITLE I-FACILITATING AFFILIATIONS
AMONG SECURITIES
INSURANCE COMPANIES, AND DEPOSITORY INSTITUTIONS

FIRJ.'lS,

Subtitle A-Affiliations
Sec. 101. Glass-Steagall Act Reformed. Repeals Glass-Steagall Act and Banking Act of 1933.
Sec. 103. Financial Holding Companies. Creates and sets standards for "financial holding
companies" defined as bank holding companies that meet solvency, Community Reinvestment
Act (CRA), and other requirements. Such an entity becomes a "financial holding company." [In
the version of H.R. 10 adopted by the House Committee on Commerce on 30 October 1997
(referred to as "Commerce version"), such an entit.y was a "qualified bank holding company."]
The Federal Reserve (Fed) will dete1111ine whether an activity is financial in nature or incidental
to financial. Financial holding companies and Fed-supervised wholesale financial holding
companies are allowed to engage in financial or incidental-to-financial activities.
Insurance underwriting and sales should be treated as financial in nature. The non-financial
activities of financial holding companies will be "grandfathered" if the bank holding company is
predominately financial (at least 85% of consolidated revenues in financial or incidental-tofinancial activities" and had been engaging in such activities before 9-30-97. Designed to allo\v
affiliations among financial institutions (banks, insurance companies, and securities finm) and
limited affiliations with non-financial or commercial institutions. For the most part, financial
holding companies can early only 5% of revenues from affiliates in non-financial commercial
businesses. The grandfather clause applies to insurance and securities companies that already
have non-financial interests. Such firms can eam up to 15% of revenue from commercial
affiliations as long as the firms remained structured as financial holding companies. [The 15%
level for commercial affiliations of insurance and securities finns would probably cover every
current combination except Berkshire-Hathaway and General Electric Corp. Not clear if
divestiture would be required as the proposed substitute does not specify actions to be taken for
those entities whose commercial affiliations exceed the 15% level.] The Fed is designated as the
regulator of financial holding companies.
Sec. 104. Certain State Affiliation Laws Preempted. [Significant changes from Commerce
version.] Sec. 104(a) preempts state laws or regulations that "prevent or restrict" affiliations,
even those that apply to state-chartered financial institutions. Significantly more expansive than
the Supreme Court's Barnett Bank decision that said state laws may not "prevent or significantly
interfere" with the insurance sales activities of national banks. The proposed substitute uses an
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Illinois statute on bank insurance activities as a "safe harbor" for permissible state insurance
regulation. Any state law "no more restrictive" than the Illinois statute would not be subject to
OCC preemption. The Office of the Comptroller of the Currency (OCC) can challenge state laws
and regulations that fall outside the "safe harbor," but no presumption of preemption. (Sec. 307
would remove judicial deference for the OCe.) Also, the Barnett Bank standard, which applied
only to insurance sales, now extended to underwriting activities. The NAIC, National Conference
of State Legislatures, and the North American Securities Administrators Association believe that
sec. 104(b)(1) is a much more expansive standard than Barnett Bank as the "prevent or restrict"
language may apply to all state insurance regulatory and other state consumer protection
activities. The proposed language would prohibit states from taking any action that would
"prevent or restrict" a bank from engaging "directly or indirectly" in any insurance activity
authorized by H.R. 10 or any other federal law. When read in conjunction with other provisions,
this language could preempt states from regulating insurance underwriting activities, assuring the
solvency of insurance entities, protecting consumers from fraud.
Subtitle B-Streamlining Supervision of Financial Holding Companies
Sec. 111. Stl'earnlining Financial Holding Company Supervision. Requires the Fed to use
exams of insurers conducted by states when examining the holding company, but the Fed may
conduct its own exams of subsidiaries of finan~ial holding companies. May allow states
continued ability to regulate transactions within the holding company system that affect insurers.
The Fed shall not impose capital standards on subsidiaries of financial holding companies,
including insurers, that comply with capital requirements set by state insurance authorities or
other federal regulators, including the Securities and Exchange Commission (SEC). The Fed
shall defer to state insurance regulators regarding "all interpretations of, and the enforcement of,
applicable State insurance laws relating to the activities, conduct, and operations of insurance
companies and insurance agents."
Sec. 113. Authority of State Insurance Regulator and Securities and Exchange
Commission. The Fed cannot require a financial holding company to provide funds or assets for
a subsidiary insured depository institution if state insurance regulator writes to Fed about the
"material adverse effect on the financial condition of the insurance company." The Fed shall
"promptly notify" state insurance regulator if Fed plans to require financial holding company or
an affiliate of a financial holding company to provide funds or assets to an insured depository
institution subsidiary. If the Fed receives such notice, the Fed may order financial holding
company to divest insured depository institution within 180 days.
Sec. 114. Prudential Safeguards. The Fed may impose restrictions or requirements on
relationships or transactions between depository" institution subsidiary of financial holding
company and any affiliate or such depository institution.
Sec. 116. Limitation on RuJemaking, Prudential, Supervisory, and Enforcement Authority
of the Board. Fed may not act against "regulated subsidiary" of financial holding company,
including an insurance company or agency subject to state insurance supervision, unless
necessary to prevent or redress unsafe practice or breach of fiduciary duty. Must pose material
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risk to financial safety or affiliated depository institution or domestic or international payment
system.
Subtitle C--Subsidiaries of National Banks
Sec. 121. Permissible Activities for Subsidiaries of National Banks. A subsidiary of a national
bank may not engage in any activity in which the national bank may not engage directly. A
national bank, if well-capitalized and well-managed, with a "satisfactory" CRA rating, may
engage in general insurance agency activities with the Comptroller's approval.
Subtitle D-\Vholesale Financial Holding Companies; \Vholesale Financial Institutions.
Sec. 131. \Vholesale Financial Holding Companies Established. Establishes Fed oversight for
wholesale financial holding companies. The Fed shall use "to the fullest extent possible" exams
by state insurance regulators of subsidiaries of wholesale financial holding companies.
TITLE II--FUNCTIONAL REGULATION [Though the proposed substitute to H.R. 10
purports to be based on "functional regulation" of all financial services (as did the Commerce
version), this title appears to pertain only to bank security activities and the relationship between
banking and securities regulation. A separate title (Title Ill) largely addresses insurance issues.]
Subtitle D-Study
Sec. 241. Study of Methods to Inform Investors and Consumers of Uninsured Products.
[Same as in Commerce version.] Requires the General Accounting Office to study the usefulness,
costs, and benefits of a logo or seal to inform bank customers that they are purchasing a nonfederally-insured security or insurance product.
TITLE III-INSURANCE
Subtitle A--State Regulation of Insurance
Sec. 301. State Regulation of the Business of Insurance. [Same as in Commerce version.]
Reaffirms the McCarran-Ferguson Act.
Sec. 302. Mandatory Insurance Licensing Requirements. Requires appropriate state license,
as required by state law, to provide insurance as principal or agent. Note: Unlike Commerce
version, now subject to sec. 104 preemption.
Sec. 303. Functional Regulation of Insurance. All insurance sales actIvIty "shall be
functionally regulated" by states. [No definition of "functional regulation."] Note: Unlike
Commerce version, now subject to sec. 104 preemption.
Sec. 304. Insurance Underwriting in National Banks. [Same as in Commerce version.]
National banks and subsidiaries of national banks cannot underwrite insurance except for

1-95

authorized products. A product is authorized if: (1) the Comptroller detern1ined in writing that
national banks may provide as principal or national banks were lawfully providing as principal as
of 1-1-97; (2) no final judgment overturning Comptroller's detennination; and (3) not title
insurance or annuity contract where income subject to tax treatment under sec. 72 of the Internal
Revenue Code (IRC). Added definition of "insurance." Products regulated as insurance as of 1-197 will continue in that manner. For future products (those offered after 1-1-97), classified as
insurance if a state determines that it is insurance because the product "insures, guarantees, or
indemnifies against liability, loss or life, loss of health, or loss through damage to or destruction
of property." Includes list of types of insurance. Future products that are traditional bank
products (deposit, loan, discount, letter of credit, other extension of credit, trust or other fiduciary
service, qualified financial contract, or financial guaranty) are explicitly protected for banks,
unless there is an insurance component and treated as life or property and casualty insurance
under the IRC, which would then be regulated as insurance. Insurance also includes any annuity
contract the income on which is treated under sec. 72 of the IRe.
Sec. 305. New Bank Agency Activities Only Through Acquisition of Existing Licensed
Agents. [Same as in Commerce version.] If not providing insurance as an agent as of enactment,
afterwards, national bank or subsidiary may only perforn1 agency function by acquiring company
licensed for not less than two years before acquisition.
Sec. 306. Title Insurance Activities of National Banks and Their Affiliates. [Same as in
Commerce version.] National banks and subsidiaries may not engage in title activities after
enactment unless engaged actively and lawfully before then. Parity provision provides that
national banks and subsidiaries may sell title insurance in states where state-chal1ered banks may
sell title insurance as of 1-1-97.
Sec. 307. Expedited and Equalized Dispute Resolution for Financial Regulators. Creates
"expedited judicial determination" of any dispute between a state insurance commissioner and
federal regulator regarding whether a product is insurance as defined in sec. 304 or whether
federal law preempts state law or regulation. [Commerce version had defined "Federal financial
regulator" as any federal banking agency and SEC]. Either regulator may bring case in
appropriate U.S. Court of Appeals or U.S. Court of Appeals for the District of Columbia Circuit
[not district courts], with court required to act within 60 days. Appeals as "soon as practicable" to
U.S. Supreme Court. The courts shall decide on merits "without unequal deference." [Does not
include injunctive relief against financial regulators or others as in Commerce version.]
Sec. 308. Consumer Protection Regulations. Amends Federal Deposit Insurance Act to require
federal banking agencies jointly to develop regulations within one year pertaining to "retail sales,
solicitations, advertising, or offers of any insurance product by any insured depository institution
or wholesale financial institution or any person who is engaged in such activities at an office of
the institution or on behalf of the institution." Federal banking agencies shall develop regulations
after "consultation with the State insurance regulators." Shall include "anticoercion" rules
prohibiting any practice leading a consumer to believe an extension of credit is conditional upon
purchase of an insurance product or agreement by consumer not to obtain insurance from an
unaffiliated entity. Shall include provisions on disclosures and advertising. Shall include
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provisions deemed appropriate by federal banking agencies "to ensure that the routine acceptance
of deposits and the making of loans is kept, to the extent practicable, physically segregated from
insurance product activity." Modifies amendment added in Commerce version by Rep. Diana
DeGette (D-Colo.) that would apply to insurance products sold by any insured depository
institution or any affiliated person that discriminates against victims of domestic violence. Senseof-the-Congress provision that the states should adopt laws at least as strict as the federal
regulations [not the NAIC model acts] within 30 months. Defines "domestic violence" in similar
fashion as NAIC model acts. Federal banking agencies shall jointly establish a consumer
complaint mechanism. [Does not include state insurance departments in joint consumer
complaint mechanism.] [No private right of action included.] Federal banking regulations shall
not apply to sales by insured depository institution, wholesale financial institution, or affiliated
person in states with "inconsistent" or "contrary" laws or regulations. [Not intended to limit state
insurance authority, but development of federal banking regulations may be inconsistent with
claim offunctional regulation and reaffinnation of McCarran-Ferguson Act.]
Sec. 309. Certain State Affiliation Laws Preempted for Insurance Companies and
Affiliates. [Same as in Commerce version.] States may not (I) "prevent or restrict" any insurer or
affiliate from becoming a financial holding company or controlling an insured depository
institution or (2) limit an insurer's assets invested in the securities of an insured depository
institution except a state of domicile may limit such-investment to "not less than 5 percent" of the
insurer's admitted assets.
Subtitle B--Redomestication of Mutual Insurers [Entire subtitle appears to be same as
Commerce version.]
Sec. 311. General Application. The version of H.R. 10 adopted by the House Committee on
Banking and Financial Services (referred to as "Banking version") on 20 June 1997 applied only
to mutual life insurers.] This subtitle only applies to a mutual insurer in a state that has not
enacted a law with "reasonable tem1S and conditions" for reorganization of mutual insurers into
mutual holding companies.
Sec. 312. Redomestication of Mutual Insurers. Allows a mutual insurer to transfer its domicile
as a step in reorganizing. Sets a number of procedural requirements. No redomestication unless
insurance regulator of new domicile detem1ines there is approval by board of directors and
policyholders; ownership or control by policyholders; and sale of stock in the fonner mutual
insurer at "fair value as detennined under State law." Sale of any stock or grant of any option to
any officer, director, or employee of fonner company must be approved by state insurance
regulator of new domicile. Contractual rights of policyholders must be preserved and adequate
corporate govemance to protect rights of shareholders developed. Insurance regulator of new
domicile must approve reorganization as "fair and equitable to the policyholders."
Sec. 313. Effect on State Laws Restricting Redomestication. Preempts state laws that would
impede, or act against any insurer or affiliate that plans to redomesticate or has redomesticated
under this subtitle. Prohibits states from treating a redomesticating or redomesticated insurer
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differently than other insurers in that state. Exempts redomesticating or redomesticated insurer
from state laws prohibiting operations.

Sec. 314. Other Provisions. Gives the appropriate U.S. district courts exclusive jurisdiction.
Sec. 315. Definitions. Defines: "court of competition jurisdiction," "domicile," "insurance
licensee," "institution," "licensed state," "mutual insurer," "person," "redomesticated insurer,"
"redomesticating insurer," "redomestication or transfer," "state insurance regulator," "State law,"
"transferee domicile," and "transferor domicile."
Sec. 316. Effective Date. Effective upon enactment.
Subtitle C--National Association of Registered Agents and Brokers [Entire subtitle appears to
be same as Commerce version.]
Sec. 321. State Flexibility in Multistate Licensing Reforms. Subtitle becomes effective three
years after enactment unless a majority of states have enacted unifom1 laws and regulations on
licensing or reciprocal laws and regulations for nonresident individuals and entities. Deemed to
be unifom1 if States establish unifom1 criteria for integrity, personal qualifications, education,
training, and experience of licensed insurance, producers, unifom1 continuing education
requirements, unifonn ethics course requirements, uniform criteria to ensure that an insurance
product "sold to a consumer is suitable and appropriate for the consumer based on financial
infonnation disclosed by the consumer," and do not limit or condition producer's activities
because of residence or place of operations. Sets conditions for deeming States to have
established required reciprocity. At end of three-year period, NAIC and chief insurance
regulatory officials will detennine whether required unifonnity or reciprocity achieved.
Appropriate U.S. district court shall have exclusive jurisdiction over challenge to that
detem1ination. If required unifonnity or reciprocity no longer exists at any time, this subtitle
takes effect within three years.
Sec. 322. National Association of Registered Agents and Brokers. Set up as a nonprofit
corporation. Not agency of U.S. govemment.
Sec. 323. Purpose. Mechanism for unifonn licensing, appointment, continuing education, and
other insurance producer sales qualification requirements and conditions on a multi state basis
while preserving rights of states to license, supervise, and discipline insurance producers and
prescribe and enforce consumer protection and unfair trade practice laws and regulations.
Sec. 324. Relationship to the Federal Government. NARAB is subject to NAIC supervision
and oversight. Not an agency or instrumentality of the U.S.
Sec. 325. Membership. Any State-licensed producer is eligible for NARAB membership unless
a State insurance regulator has suspended or revoked license in three-year period before
membership application. NARAB shall have authority to establish membership criteria and may
establish separate classes of membership, with separate criteria. NARAB membership entitles
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members to receive license in each State in which requisite fee is paid. Renew membership on an
annual basis. NARAB shall establish continuing education requirements comparable to or greater
than in a majority of states. NARAB may examine members and suspend and revoke
membership. NARAB shall establish office of consumer complaints.
Sec. 326. Board of Directors. NAIC shall appoint seven board members. Three members shall
have "significant experience with the regulation of commercial lines of insurance in at least I of
the 20 States in which the greatest total dollar amount of commercial-lines insurance is placed."
If NAIC has not acted within two years, initial board shall be seven state insurance regulators
from states with greatest amount of commercial-lines insurance. Three-year tem1, with 113
appointed each year. If fewer than seven NAIC members participate, then NARAB established
without NAIC oversight.
Sec. 327. Officers. Chair, vice chair, president, secretary, and treasurer, and other officers and
assistant officers as necessary. Chair must be NAIC member.
Sec. 328. Bylaws, Rules, and Disciplinary Action. File bylaws with NAIC. Subject to public
notice and opportunity to participate in public hearing.
Sec. 329. Assessments. NARAB may establish necessary application and membership fees.
NArC may assess NARAB for costs incurred.
Sec. 330. Functions of the NAIC. NArC required to give appropriate notice and oppoI1tll1ity for
hearing and for submission of views of interested parties. NAIC may examine and inspect
NARAB. NARAB shall provide written report to NArC after each fiscal year, which shall be
submitted to President and Congress. [In Banking version, the proposed National Council on
Financial Services had oversight responsibility. In Commerce version, NAIC supervises.)
Sec. 331. Liability of the Association and the Directors, Officers, and Employees of the
Association. NARAB shall not be treated under State law as insurer or insurance producer. No
liability for actions taken or omitted in good faith.
Sec. 332. Elimination of NAIC Oversight. If two years after effective date, NAIC has not acted,
NARAB shall be established without NAIC oversight. President, with advice and consent of U.S.
Senate, shall appoint board from list recommended by NAIC. Ifno advice from NAIC, President
appoints. [Suggests that NARAB would be an independent federal agency, if no NAIC
participation. )
Sec. 333. Relationship to State Law. Certain State laws are preempted that discriminate against
NARAB members based on non-residency or impose additional licensing requirements on nonresident NARAB members. No preemption of state unfair trade practices and consumer
protection laws.
Sec. 334. Coordination \Vith Other Regulators. NARAB shall have authority to issue unifonn
insurance producer applications and renewal applications, establish central clearinghouse, and
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establish or use national database for collecting regulatory infom1ation. NARAB shall coordinate
with National Association of Securities Dealers.

Sec. 335. Judicial Review. Appropriate U.S. district court shall have exclusive jurisdiction.
Aggrieved persons must exhaust all administrative remedies before NARAB and NAIe.
Sec. 336. Definitions. Defines: "insurance," "insurance producer," "State law," "State," and
"home State." For this subtitle only, "insurance" is "any product defined or regulated as
insurance by the appropriate state insurance regulatory authority."
TITLE IV--MERGER OF BANK AND THRIFT HOLDING COMPANIES
REGULATORS, AND BANKING AND THRIFT INSURANCE FUNDS [Consolidates the
Office of Thrift Supervision, the federal regulator of federally-chartered savings institutions, in
the ace. Combines the Bank Insurance Fund and the Savings Association Insurance Fund. (A
separate deposit insurance fund would remain for credit unions.) Thrifts would have to place
10% of assets in home mortgages. The Fed would regulate unitary thrift holding companies,
which are holding companies with one savings-and-Ioan subsidiary. Unitary thrift holding
companies would have broad power, including affiliation with commercial entities. No unitary
thrift ch3l1ers would be granted for applications after 9-16-97.]
Sec. 412. Savings and Loan Holding Companies. Grandfather prOVISIons for savings
associations as of 9-16-97 that convert to national or State-chartered banks. [Presumably would
include insurance-related powers.]

1-100

[PROPOSED SUBSTITUTE FOR H.R.l 0]
SEC. 104. CERTAIN STATE LAWS PREEMPTED.
(a) AFFILIATIONS.-No State may by statute, regulation, order, interpretation, or otherwise,
prevent or restrict an insured depository institution or a wholesale financial institution from being
affiliated with an entity (including an entity engaged in insurance activities) as authorized by this
Act or any other provision of Federal law.
(b) ACTIVITIES.
(1) Except as provided in paragraphs (2) and (3) and subject to section 18(c) of the Securities
Act of 1933, no State may by statute, regulation, order, interpretation, or otherwise, prevent or
restrict an insured depository institution or a wholesale financial institution from engaging,
directly or indirectly or in conjunction with an affiliate, in any activity authorized under this Act
or any other provision of Federal law.
(2) As stated by the United States Supreme Court in Barnett Bank ojMarion County, N.A. v.
Nelson, 116 S.Ct. 1103 (1996), no State may, by statute, regulation, order, interpretation, or other
wise, prevent or significantly interfere with the ability of an insured depository institution or
wholesale financial institution to engage, directly or indirectly, or in conjunction with an affiliate,
in any insurance sales or solicitation activity, except that(A) State statutes and regulations governing insurance sales and solicitations which are no more
restrictive than provisions in the Illinois" Act Authorizing and Regulating the Sale of
Insurance by Financial Institutions, Public Act 90-41" (215 ILCS 5/l400-1416), as in effect
on October I, 1997, shall not be deemed to prevent or significantly interfere with the ability
of an insured depository institution or wholesale financial institution to engage, directly or
indirectly, or in conjunction with an affiliate, in any insurance sales or solicitation activity;
and
(B) subparagraph (A) shall not create any inference regarding State statutes, and regulations
governing insurance sales and solicitations which are more restrictive than any provision in
the Illinois" Act Authorizing and Regulating the Sale of Insurance by Financial
Institutions", (Public Act 90-41; 215 ILCS 5/l400 -1416), as in effect on October 1, 1997.
(3) State statutes, regulations, orders, and interpretations which are applicable to and are applied
in the same manner with respect to insurance underwriting activities of an affiliate of an insured
depository institution or a wholesale financial institution as they are applicable to and are applied
to an insurance underwriter which is not affiliated with an insured depository institution or a
wholesale financial institution shall not be preempted under paragraph (1).
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APPENDIX I

Kentucky Statutory and RelDJIatory License Requirements
For Persons Acceptine Insurance Commissions
-- Kentucky Revised Statutes 304.9-421--- Kentucky Department of Insurance Bulletin --

304.9-421. Sharing of commissions prohibited.
No agent, solicitor, consultant, adjuster, or surplus lines broker shall
directly or indirectly share his commission or other compensation received
or to be received on account of a transaction under his license with any
person not also licensed as agent, solicitor, consultant, adjuster, or surplus
lines broker under this subtitle as to the kinds of insurance involved in the
transaction. This provision shall not affect personal use of such commissions
or compensation, payment of the regular salaries due employees of the
agent, consultant, adjuster, or surplus lines broker, or distribution in the
regular course of business of compensation and profits among members or
stockholders of licensee firms or corporations.
(Enact. Acts 1984, ch. 322, § 9, effective July 13, 1984.)
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BULLETIN 97-5
COMMONWEALTH OF KENTUCKY
DEPARTMENT OF INSURANCE
Frankfort, Kentucky 40601

TO:

All Agents and Companies Licensed in
the Commonwealth of Kentucky

FROM:

George Nichols
Commissioner

~!./
y''I

DATE:

November 14, 1997

RE:

Acting as an Agent

I

The Department has investigated several complaints recently involving persons
acting as agents without being licensed as SUCh. The Department would like to reemphasize what it considers to be acting as an agent, requiring the appropriate license.
KRS 304.9-020 defines an agent as:
An "agent" is an individual, firm or corporation appointed by
an insurer to solicit applications for insurance or annuity
contracts or to negotiate insurance or annuity contracts on
its behalf, and if authorized to do so by the insurer, to
effectuate and countersign insurance contracts.
Also, Attorney General Opinion, 1956 OAG 38.760 concluded an automobile
dealership that "... aids and assists prospective purchasers in the selection of
insurance and filling out applications of insurance, and further who for the finance factor
or insurer secures the payment of insurance premiums or charges, and (either directly
or indirectly remits same tc the finance factor or insurer) ..." was acting as an agent.
KRS 304.9-090 provides exceptions to the definition of an agent. The
exceptions are as follows:
(1) Salaried employees in the office of a general lines
agent, which employees devote full time to clerical and
administrative services, with incidental taking of insurance
applications and receiving premiums in the office of the
employer agent if the employee does not receive any
commissions on such applications and his compensation is
not varied by the volume of applications or premiums taken
or received by such employee;
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(2) The supervising managing general agent (except as
defined in KRS 304.9-'085) or supervising officer or
employee of an insurer who solicits only with duly licensed
resident agents of the insurer;
(3) Newsboys and managers. of newspaper distribution
offices who incidentally take applications of so-called
"newspaper accident insurance" and receive premiums in
connection therewith;
(4)
Employees or other representatives of a group
policyholder engaged in enrolling certificate holders and
performing other activities in the administration of the group
policy.
The Department considers a person engaged in any of the following activities to
be acting as an agent: 1) collecting or even holding premium in any manner; 2)
explaining coverages or benefits to insureds or prospective insureds; 3) quoting rates;
4) actively seeking insureds for a particular insurer; or 5) taking/filling out applications.
Anyone found to be engaging in one or more of the named activities is in violation of
KRS 304.9-020, unless that person is excepted from the definition of an agent pursuant
to KRS 304.9-090. Bulletin 86-11 clarifies the exception found in KRS 304.9-090(4). In
that Bulletin the Department stated trlat the exception is a narrow one. A distinction
was made between, "... the term 'enroll,' which means 'to register; to make a record; to
enter on the rolls of a court; to transcribe (Black's Law Dictionarv, 475, 5th ed. 1979)
and solicitation which requires a discussion of the terms and conditions of the product
with the prospective certificate holder." However, this Bulletin is only clarifying the
exception found in the statute. It should be noted that Bulletin 97-5 further explains the
definition of solicitation found in Bulletin 86-11 and applies it 1.0 every instance not
involving KRS 304.9-090(4). The definition of solicitation includes the five activities
listed above.
If an insurer accepts insurance from a person violating KRS 304.9-020, the
insurer is in violation of KRS 304.9-080(5); and the insurer is subject to a penalty
pursuant to KRS 304.3-200 and 304.99-020.
An unlicensed person may refer someone who inquires about insurance to a
licensed agent. However, if a referral fee is paid, the following conditions must be met:
1) the referral fee is paid regardless of whetHer insurance is sold; 2) the referral
compensation is a fixed amount; 3) the referral fee is not directly or indirectly charged to
the insured or prospective insured in any manner; and 4) the referral fee is part of a
program ofjering referral fees for other noninsurance products or services. A referral
fee not paid in the prescribed manner would constitute illegal sharing of commission
and payment of commission to or receipt of commission by an unlicensed person in
violation of KRS 304.9-421 and 304.9-425, respectively.
Please note that the Department is stepping up its investigation of unlicensed
agent activity due to the increasing number of complaints.
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OCCASIONAL BUSINESS
There have also been some questions raised concerning occasional business.
KRS 304.9-410(1 )(a) allows a general lines agent-to, "[o]ccasionally place an insurance
coverage with an insurer as to which he is not then appointed as an agent, and such
insurer may accept such business only when placed through a licensed resident agent,
of the insurer."
Similarly, KRS 304.9-410(2) provides:
A life or health insurance agent may, occasionally, place
with another insurer as to which he is not licensed as agent,
a particular risk or portion thereof which has been reiected
by the insurers as to which the agent is licensed or is known
to the agent to be unacceotable to such insurers, and
without then being licensed as to such other insurer.
(Emphasis added).
This exception to the appointment requirement is limited to risks which are
unacceptable to all of the agent's companies. And it is only these unacceptable risks
which the agent may occasionally place with companies with which the agent has no
appointments.
806 KRS 9:200 defines what "occasionally" is pursuant to KRS 304.9-410(1 )(a)
and (2). 806 KAR 9:200 Section 2 (1) states, "A general lines agent shall not place
insurance with a premium of more than twenty (20) percent of the agent's total premium
for the preceding calendar year with insurers for which the agent holds no
appointment."
Also, 806 KAR 9:200 Section 2(2) limits a life and health agent to placing no
more than twenty (20) percent of the agent's total premium with insurers in which the
agent does not hold appointments.
Any agent violating the 20% limit is subject to sanction pursuant to KRS 304.9440(1 )(b) and KRS 304.99-020(1).
This Bulletin has been issued industry-wide and is intended as notice to all
insurers and agents that such practices will not be tolerated. Insurers are charged with
notifying each of their appointed agents of this Departmental policy. Professional
associations are charged with notifying their memberships. Any questions concerning
these matters should be directed to Shaun T. Orme, Counsel for the Department.
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APPENDIX J
Licensin~

Procedures For Insurance Aeents In Kentucky

COMMONWEALTH OF KENTUCKY
LICENSING PROCEDURES AND INFORl\'lATION
RESIDENT AGENTS
All licensing transactions are done through the sponsoring admitted companies.
Generally, we correspond only with the insurer, and not the agent, if something is
remiss in the submission of licensing forms. The sponsoring company should have for
distribution all necessary forms for resident agents.

Applicant Information and Education
An applicant must be 18 years of age and have completed graduation requirements
from high school or have a GED. Each apRlicant must have 40 hours of classroom
instruction by an instructor approved by the Kentucky Department ofInsurance for the
lines of insurance they wish to sell. Our CPL-01 (Certificate of Pre-Licensing Course
Completion) must be submitted with the License Application (form 8301).
First-Time Resident Agents
The sponsoring company sends form. 8301 (Application), our Certificate of PreLicensing Course Completion (CPL-OJ), and the appropriate fees. Each exam carries
a $50.00 fee. The licensing fees far a life and health agent would be $40.00 in odd
years or $20.00 in even years. For a geneI"allines agent ·the fee would be $20.00 in odd
years, $40.00 in even years. This is done only afcer the applicant has had the 40 hours
of Pre-Licensing education by a training school whose course(s) have been approved by
the Kentucky Department of Insurance.
If all is in order, the applicant will receive a notice to sit far the exam. At that time,
he must call the Department of Insurance at (502) 564-6005, to schedule an
appointment for the exam. He has 120 days to take the exam no more than three (3)
times. lfhe takes an exam and does not pass it, he must submit another $50.00 for the
failed test along with our retake form (which will be included with results) and make
another appointment. Please be advised that ifan applicant schedules an appointment
for an examination in a regional location and does not show for that examination, he
will be required to take any future examil1ations in the Frankfort location. (This does
not apply to cancellations prior to exam date).
AI,L

APPLICA1~TS MUST

HAVE A r~LLO'\V NOTICE TO TEST.
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All test results are good for O:le year. The agent will receive his test scores as soon as
he completes the exam. Once the exam has been passed, and providing the agent can
furnish proof of financial responsibility, he will then be licensed with the sponsoring
company submitting the Application (form 8301). The agent ""'ill receive his license at
that time, also. The Department will send a notice to the sponsoring company advising
the test scores and including the approved appointment, providing everything is in
order.

Financial Responsibility
In order for an agent to be J.icenseo. as soon as he passes his exam(s), he will be
required to show proof offin~'1cial responsibility in. the fonn of either a $10,000 Errors
and Omissions policy (form 99-1); a $10,000 Letter of Credit (form 99-2); a $10,000
Surety Bond (form 99-3); or, his company may assume the legal liability as long as he
is an exclusive agent, and the company has filed the proper assumption (form 99-4).
Although proof offinancial responsibility does not have to be submitted in order to take
the exam, it is to the agent's benefit if proof is submitted with the application or prior
to testing, so that he may be licensed. as soon as he passes the exam(s).

Continuing Education
Any resident Life, Health, Property, Casualty, or General Lines agent licensed after
July 1, 1988, is subject to Continuing Education, as are Fraternals licensed on or after
January 1, 1989. All agents licensed for H.i\10 or Prepaid Dental after July 1, 1994,
are also subject to continuing education requirements. If an agent's license has not
been active for a period of more than 60 days, for any reason, they become subject to
Continuing Education requiremen::s upon reinstatement of the license. A requirement
of 24 hours must be met by July 1. of each eyen year. No mare than 12 hours of
correspondence will be accepted. Only courses approved by the Kentucky Department
of Insurance will be accepted as approved credit hours. Contact the Education Section
(502-564-6144) for a list of approved providers and courses.

License Renewals
Renewals are done biennially through the insurers (sponsoring company). A list is
mailed every other year to the designated companies with agent's names, addresses,
and social security numbers shown. The company wil1indicate whether or not they
wish to renew the agent and return the list to the Department of Insurance paying the
biennial renewal'fee for each agent renewed. Life and health are renewed on odd
years, $40.00 for residents and. $50.00 for non-residents. Property and casualty are
renewed on even years, $40.00 for residents and $50.00 for non-residents.
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Certification and Clearance Letters
Certification letters (needed to license a Kentucky resident agent as a non-resident
agent in another state) and Clearance letters (needed to license a former Kentucky
resident agent as a resident agent in another state) must be requested in writing \-vi.th
the agent's full name, social security number, type of request, and where the processed
paperwork should be mailed. A self-addressed envelope would be appreciated. A check
for $5.00 made payable to the "Kentucky State Treasurer" should be remitted for each
letter requested.

Address Changes and Name Changes
Address changes should be submitted on form 8303 (Record Correction form). KRS
304.2-120 requires that c...T) agent notify the Department of Insurance immediatelY, in
writing, of any change in residence or business address. Agent is subject to a penalty
of $1.000 for failure to do so.
Name changes should be submitted, in WDtlng, with a copy of documentation
approving the name change. In order to have a new license issued vvith the name
change, a $5.00 fee is required wi~h a written"request. You should include your name,
social security number, and return mailing address. A new license wi.ll then be mailed
to the address you indicate.

* * * *' *
Because there is so much involved in the hcensing of all insurance agent,
we suggest that a "Kentucky Insurance Laws and Regulations" be
purchased for $30.00 through the Departrn.ent of Insurance. This gives a
better understanding of our laws and procedures as defined herein. If you
have questions on any of the above information, you may contact the Agent
Licensing Division at (502) 564-6004.
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(Rev. 10/29/97)

INDEPENDENT PRE-LICENSING TRAINING PROGRAMS
PROPERTY _t\..ND CASUALTY
CINCINNATI INS BOARD
315 W. Court
Cincinnati, OH 45202
(513) 621-0034
Alvarez, Beda E., Jr.
Dassel, F. Richa.!"d
Kelley, Martha Z.
Ruscher, Cathleen B.
Schneider, Paul E.

PROFESSIONAL TRAINING
INSTITUTE
P. O. Box 6302
Evansville, IN 47719-0302
(812) 422·4068
Baker, Ronald L0uis
Burden, Gary LGe
PROFESSIONAL INS.
AGENTS OF KENTUCKY
P. O. Box 4205 (40604-4205)
J.07 Consumer Lane (40601)
Frankfort, KY
(502) 875-3888
Birchfield, Harold W.
Brown, Jeffrey A.
Burkholder, John, III
Hall, Randy
Hammons, Gary
Hocker, David L.
Kroggel, Gerald N.
LaFavers, Mike
Meadows, Thomas
Murphy, Carolyn
Partin, Bobby R.
Phillips, Cmt
Porter, Linda
Probus, James
Reindl, J acklyn
Robertson, Ray A.
Smedley, Ron
Wheatley, Joseph L.
Wilkerson, James C.

COi\~ION\VEALTH SCHOOLS
OF INSUR-\NCE, INC.
P. O. Box 22414
Louisville, KY 40252-0414
(502) 425-5987
Banet, Donald H.
Davis, Robert G.
Da,is, James F.
Elder, Thomas M.
Gustafson, Alford V., Jr.
Harler, Gerald O.
Maynard, Billy R.
Meadows, Thomas H.
Moon, John M.
Osborne, Gerald D.
ShdIer, David H.

EASTERN' KY UNIVEP..SITY
(ONLY FULL SEMESTER C013RSES)
College of Business
214 Combs Building
Richmond, KY 40475-0940
(606) 622-1579
Halloran, Michael R.
Kensicki, Peter R.

SOUTHEAST COMMUNITY COLLEGE
Office of Continuing Education
Cr...nsman Hall
Cumberland, KY 40823
(606) 589-2145
Welch, Raymond

INSURANCE SYSTEMS OF KY, INC
Approved for P & C (40 hrs.)

Property Instruction (40 hrs.)
Casualty Instruction (40 hrs.)
293 Plus Park Blvd. #201
Nashville, TN 37217
1 (800) 28 EXAMS
Hoek, Thomas V.
Kozich, Stan
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THOROUGHBRED
INSURI\...N"CE SCHOOL
P. O. Box 436498
Louisville, KY 40253-6498
(502) 245-7841
Gustafson, Alford V., Jr.

(Rev. 10/29/97)

CO:MMONWEALTH OF KENTUCKY
DEPARTMENT OF INSURANCE
INDEPENDENT PRE-LICENSING TRAINING PROGRAMS
LIFE AND HEALTH
COl'vnvIO~"'"W'EALTHSCHOOL OF
INSl)"RAL'\l'CE, INC.
P. O. Box 224l{
wuisville, KY 40252-0414
Phone: (502) 425-5987
Arbogast, Charles G.
Banet, Donald H.
Bauman, Ellen S.
Bucy, Terry B.
Burke, Michael Wayne
Calkins, Phillip D.
Davis, James F.
Davis, Robert G.
Elder, Thomas M.
Esham, Drennon C.
Harler, Gerald O.
La.x, Jerry L.
Lay, W. Sherman
Maynard, Billy R.
Medley, James W.
Mour., .John M.
Newton, Mary S.
Osborne, Gerald D.
Schwartz, Mz...x T.
Trammell, Sue lVr.
Williams, Carolyn

ADLER INSURANCE SCHOOL
(Gives in-house training only)
8642 Running Fox Circle
Louisville, KY 40291
Phone; (502)239-3867
Klein, John R.

A.l\1ERICAN ACADElYfY
830 South Second Street
P. O. Box 648
Louisville, hry 40201
Shaw, Happy S.
Shaw, Irving H.
Shaw, Jonathan A.

AlvlERICAN MEDICAL SECURITY
1900 Embassy Square
Louisville, h.'Y 40299
(3l7) 254-0489
Condon, Richard B.
CINCINNATI COLLEGE OF
MORTUARY SCIENCE
645 W. North Bend Rd.
Cincinnati,OH 45224-1462
Phone: (513) 745-3631
Budd, William H.
Huxhold, David M.

EASTERN KENTUCh.'Y UNIVERSITY
(ONLY FULL SEMESTER COURSES)
Coates Box 25A
108 Miller Hall
Richr.nond,KY 40475-3101
Phone: (606) 622-1579
HilI, Bruce A.
Kensicki, Peter R.

CINCINNATI INSURANCE BOARD
2727 Madison Road, Suite 203
Cincinnati OH 45209
Phone: (513) 533-1200
Alvarez, Beda E., Jr.
Dassel, Fred R.
Schneider, Paul E.
Somers, Thomas J.

EDUCATIONAL CENTERS
32969 Hamilton Ct., Suite G-IOO
Farmington Hills, 1'11 48334
Phone: (800) 626-6844
Witherington, Nancy J.
Witherington, Charles D.

1-111

KYTECH-HAR~~Cfu~PUS

FAMILY STYLE SCHOOL OF
PROFESSIONAL LICENSING
7711 Beulah Church Rd.
Louisville, KY 40228
Phone: (502) 968-2241
Sellinger, William R.

(formerly Cumberland Valley Vo-Tech)
21 Ball Park Rd.
Harlan, It:( 40831-1796
Phone: (606) 573-1268
Boggs, Ernest

INDEPENDENT INSURANCE AGENTS
OF KENTUCKY
10221 Linn Statior~
Louisville, KY 40223
(502) 426-0610
Wilts, Keith

PROFESSIONAL TRAINING INSTITUTE
P. O. Box 6302
Evansville, IN 47719-0302
Phone: (812) 422-4068
Baker, Rcnald L.
Burden, Gary L.
Pettys, Gregory S.

INSURANCE CAREER DEVELOPMENT
509 South English Station Road.
Middletown, KY 40299
Phone: (502) 895-7145
Berry, Dott A.
Bowling, Lowell T.
Russell, Valerie M.
Thompson, Judy L.

PROFESSIONAL L'IS1.JRJ\.i'ICE
AGENTS OF KENTUCKY
107 Consumer Lane
Frankfort, h'Y 40601
Phone: (502) 875-3888
Burkho!der, III,. John
McKinney, Tracy D.
~Iurphy, Carolyn E.
Partin, Bobby R.
Pope, Kenneth H.
Probus, James W.

INSURANCE SCHOOLS
5480 Big Tyler Rd, Ste 100
Charleston, WV 25356
(800) 333-3926
Bevins, Jimmy M.
Covington, Jacqueline
Dlipay, Michael P.
HeUer, Richard. C.
J oslin, David Clark
McCoy, JamBS A.
Schleihauf, R.ichard C.
Showalter, Charles :Marc
Sullivan, Jamie Warner

SOUTHEAST COMMUNITY COLLEGE
Chrisman Hall
O!:fJce of Continuing Education
Cumberland, KY 40823
Phone: (606) 589-2::'45
Hiilen, Rudolph C.
\\'elch, Raymond C., Jr.
\'lILLIS c.:ORROON CORPORATION
an-house training only)
Nashville, TN 37230-5148
Allen, John .M.
Cowles, James L.
Davis, Joseph M.
Dowd, Anson S.

KY ASSOC. LIFE UNDERWRITERS
1301 Clear Springs Trace
Louisville, KY 40223
Phone: (502) 425-8195
Carey, David
Harler, Gerald
Loving, Gail A....m
McNeil, Robert Jr:
Wimberly, D'arrell L.
KENTUCKYTECH-CENTRALCPJMPUS
104 Vo-Tech Road
Lexington, KY 40510
Phone: (606) 255-8501
Kaufman, Ben
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CO:MM:ONWEALTH OF KEl'i"'TUCKY
DEPARTMENT OF INSURANCE
APPRO\~DSTL~YMATERULS

The Merritt Company
1661 Ninth Street
P.O. Box 955
Santa Monica, CA 90406-0955
Phone: (213) 450-7234 or
(800) 638-7597

Pictorial Publishers, Inc.
8081 Zionsville Road
Indianapolis, IN 46268
Phone: (317) 872-7220

Pentera Group
2511 East 46th Street
Suite R-7
P. O. Box 55105
Indianapolis, IN 46205
Phone: (317) 545-2711

lYls. Shirley Wahlfeld
Compliance Manager
'Dearborn Financial Publishing, Inc.
155 N. Wacker Drive
Chicago, IL 60606-1719
Phone: (800) 824-8742

Propriety Board of
Education

K.A.L.U.
% Judy K. Lindsey
1301 Clear Springs Trace
Suite 101
Louisville, KY 40223
Phone: (502) 425-8195

% lYIT. Robert L. Summers
Executive Director
P.O. Box 456
Frankfort, KY 40602
Phone: . (502) 564-4233
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HELPFUL NUMBERS

DEPARTMENT OF INSURANCE
DIRECT NUMBER >..... . . . . .. (502) 564-3630

TOLL-FREE

1-800-595-6053

AGENT LICENSING .... :..... (502) 564-6004

EXAMINATIONS

(502) 564-6005

CONTINUING ED

(502) 564-6144

INSURANCE FRAUD

(502) 564-1461
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APPENDIX K

Insurance

Licensin~ Procedures

For Banks Under Kentucky Law

COMMONWEALTH OF KENTUCKY
DEPARTMENT OF INSURANCE
LICENSING A STATE OR NATIONAL BANK AS A CORPORATION

NON-CREDIT RELATED INSURANCE LICENSES FOR BANKS
A bank can obtain a corporate agent's license if it meets the requirements set forth below.

LICENSE REQUIREMENTS
KRS 304.9-130. KRS 304.9-430.

1.

File an application and pay appropriate fees.

2.

8e sponsored by an authorized insurer.

3.

File a copy of the Articles of Incorporation, Articles of Association or Charter of
the bank. This document must show that it has been filed and approved.

4.

The bank must maintain a place of business in Kentucky.

5.

Individuals to act for the bank shall be licensed for the same lines of insurance
for which the bank is applying.

6.

The bank must have at least one individual designated or acting on its behalf.
However, all agents that are acting must be listed on the application.

7.

All OFFICERS of the bank must be designated under the corporate license
unless a corporate resolution provides that the officer is prohibited from acting as
an agent. 806 KAR 9:005.

8.

If the bank's license is broader than an individual's that is to be designated to act
under the license, the bank must have a resolution prohibiting the individual from
acting on behalf of the bank in areas in which the individual does not hold a
license.

9.

Each person acting for the corporation or firm must meet the residence
requirements of KRS 304.9-120.

10.

A bank domiciled in another state cannot apply for a non-resident general lines
license.

11.

KRS 2718.15-010 requires the non-resident bank to obtain a Certificate of
Authority from the Kentucky Secretary of State unless it qualifies for an
exception. A copy of this certificate or a copy of a claim for an exception must
accompany the application for a license.
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State and National Bank Licensing Procedures
Page Two

12.

All designated agents must have their own individual proof of financial
responsibility on file with the Commissioner. HOWEVER, if the agent and the
bank are licensed with the same company and that company assumes the
agent's financial responsibility, then we will need a corporate resolution to that
effect. It should state that the agent and the bank will not be licensed with any
other company.

13.

Pay the applicable fees:
Life and Health:
Resident
Non-Resident
General Lines:
Resident

$100.00 odd years, $50.00 even years
$120.00 odd years, $60.00 even years
$100.00 even years, $50.00 odd years

*Kentucky does not license non-resident general lines corporations.

SUMMARY - Submit the following:
*

Application form 8301 in duplicate
Must indicate the Kentucky business address for the bank
This form is obtained from the bank's sponsoring company.

*

Appropriate Fee (see above)

*

Articles of Incorporation (approved by the Secretary of State) or the Bank
Charter

*

Resolution
This is needed only if there are officers that are not licensed.
The resolution should prohibit all officers who are not licensed from acting
as an agent on behalf of the bank.

*

Certificate of Authority
This is obtained from the Kentucky Secretary of State's office.
(If required)

*

Certificate of Assumed Business Name
This is needed only if the bank is doing business in a different name
than its actual corporate or charter name.
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APPENDIX L

Sample Consumer Disclosures
On Purchasine Insurance From a Bank-Mtlliated J\&ent'
NOTICE OF FREE CHOICE OF AGENT
AND! OR INSURER

The Kentucky Insurance Code, KRS 304.12-150, provides that when insurance
is required according to the terms of a debt or loan you have the right to choose the
agent and/ or insurer through or by which your insurance is to be placed, Your free
choice of an agent and! or insurer and an adequate insurance policy cannot be refused.
If you, as a consumer, are denied your right to choose or if an adequate insurance
policy is refused, you should notify the Commissioner of Insurance at PO Box 517,
Frankfort, KY 40602 or 1-800-595-6053.

FINANCIAL INSTITUTION DISCLOSURES
The regulations of the Kentucky Department of Insurance require that the
following disclosures be provided to you, in writing, prior to the sale of insurance to you
by a financial institution.
•

The insurance offered by this financial institution is not a deposit.

•

The insurance offered by this financial institution is not insured by the Federal
Deposit Insurance Corporation or other government agency which insures deposits.

•

The insurance offered by this financial institution is not guaranteed by the financial
institution.

•

The insurance offered by this financial institution is optional or, if required, the
insurance may be purchased from any insurance agent or insurer selected by you
which provides the same or equivalent coverage.

•

Not purchasing the insurance offered by this financial institution if it is optional, or
purchasing the insurance from another insurance agent or insurer if the insurance is
required, will not affect current or future credit decisions concerning you which will
be made by this financial institution.
I have seen and understand the foregoing:

Signature

Date
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CONSUMER ACKNOWLEDGMENT FORM

When you, as a consumer, purchase insurance personal information is
disclosed. The Kentucky Insurance Code prohibits the use of such information to the
agent's or insurer's advantage and to your detriment. Your signature indicates your
acknowledgment that this financial institution may use your pers<?nal information for any
lawful business purpose, and that such a use is not to your detriment.

Signature

Date
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APPENDIX M

Kentucky Department of Insurance
Insurance Products

Re~u1ations Concemin~Advertisin~ Of

Chapter 12

TRADE PRACTICES AND FRAUDS
806
806
806
806
806
806
806

KAR
KAR
KAR
KAH.
KAR
KAR
KAR

12:010
12:020
12:<Wl
12:060
12:070
12:080
12:092

806 KAR 12:09:J
806 K.-\R 12: 110
806 KAR 12:131

Advertising
Fair disclosure to consumers
Insurance in credit transactions
Health L"lsurance replacement
Life insurance application requirements
Life insurance; replacement of
Unfair life and health insurance dair:",s ~ttle·
ment prac:iees
Uniair claims settlement practices for property
and casualty insuldnce
Merged gender mortality tables for life insW'3I1ce
Requirements for disdosure for life insurance
and annuity contracts used to fund preneed
funeral contracts or prearrangements

800 KAR 12:010

Advertising

RELA.TES TO; KRS 304.12-DlO, 304.12-D60, 304.12-120,
304.12-130
STATtITORY AtITHORITY; KRS 304.2-110
NECESSITY AND FUNCTION: KRS 304.2-110 pro";des
that t.he Commissioner of Insurance shall make reasonable
rules and regulations necessary for or as an aid to the effectuation of any pro";sion of the Kentucky Insurance Code. This
administrative regulation clarifies the minimum standards for
advertising as set forth in KRS 304.12-010 and 304.12-D20.
Section 1. (I) An advertisement for the purpose of the
advertisement regulations shall include:
(a) Printed and published material and descriptive litera·
ture of an insurer used in newspapers, magazines, radio and
TV scripts, billboards and similar displays; and
(b) Descriptive literature and the sales aids of all kinds
issued by an insurer for presentation to members of the public,
including but not limited to circulars, leaflets, booklets, depictions, illustrations, and form letters; and
(c) Prepared sales talks, presentations and material for use
by agents and brokers, and representations made by agents
and brokers in accordance therewith.
(2) Policy for the purpose of the advertisement regulations
shall include any policy, plan, certificate, contract.. agreement..
statement of coverage, rider, or endorsement which provides
accident or sickness benefits or medical, surgical or hospital
expense benefits, whether on a cash indemnity, reimbursement, or semce basis, except when issued in connection with
another kind of insurance other than life, and except disability
and double indemnity benefits included in life insurance and
annuity contracts.
(3) Insurer for the purpose of the: advertisement regulations shall include any corporation, association, partnership,
reciprocal exchange, interinsurer, Uoyds, fraternal benefit
society, and any other legal entity engage:d in the adver.ise·
ment of a policy as herein defined.

Section 2. The advertisement regulations shall apply to
agents and brokers to the extent that they are responsible for
the advertisement of any policy.
Section 3. (1) Advertisements shall be truthful and not
misleading in fact or in impliCltion. Words or phrases t.he
meaning of which is clear only by ir.1pliCltion or bi' iamiliari:y
with insurance terminology shall not be used.
(2) Words, phrases, or illustrations shall not be used in a
manner which misleads or has L'le capacity and tendency to
deceive as to the extent of any policy benefit payable, loss
covered or premium payable. An advertisement rdating to any
policf benefit payable, loss covered or premium payable shall
be sufficiently complete and clear as to avoid deception or r.'le:
Clpacity and tendency to deceive, to wit:
(a) The words and phrases "all," "full," "comple:e," "com·
prehensive," "up to," "as high as," "this policy will pay your
hospital and surgical bills," or "this policy will replace your
income," or similar words and phrases shall not be .used so as
to exaggerate any benefit beyond the terms of the policy, but
may be used only in such manner as fairly describes such
benefit.
(b) A policy covering only one (1) disease or a list of
specified diseases shall not be advertised so as to imply cover·
age beyond the terms of the policy. Synonymous terms shall
not be used to refer to any disease so as to imply broader
coverage than is the fact.
(c) The benefits of a policy which pays varying amounts for
the same loss oc..--umng under different conditions or which
pays benefits only when a loss oceurs under certain conditions
shall not be advertised without disclosing the limited conditions under which the benefits referred to are pro\ided by the:
policy.
(d) Phrases such as "this policy pays Sl,800 for hospital
room and board expenses" are incomplete without indicating
the maximum daily benefit and the maximum time limit for
hospital room and board expenses.
(3) When an advertisement refers to any dollar amount,
period of time for which any benefit is payable, cost of policy,
or specific policy benefit or L'le loss for which such bendit is
payable, it shall also disclose those exceptions, reductions and
limitations affecting the basic pro";sions of the policy ....iL'lout
which the advertisement would have L'le capacity and tendency
to mislead or deceive; to wit:
(a) The term "exception" shall mean any provision in a
policy whereby coverage for a specified hazard is entirely eliminated; it is a statement of risk no assumed under the Dolic....
(b) Tne term "reduction" shall mean any provisio~ which
reduces the amount of the benefit; a risk of loss is assur:1ed but
payment upon the occurrence of such loss is limited to some
amount or period less than would be otherwise payable: had
such reduction clause not been used.
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806 K-\...~ 12:010

Administrative Regulations

(c) The ,erm "limi,:Hion" shall mean any provision which
restrices coverJge unckr the policy o,h::r than an ::xc::ption or
J reduction.
(d) Wh::n a policy contains a time period bet\l.·een the
c:ffective dJte of ,he policy Jnd the: effective date of coverage
unda the policy or a time: pe:riod ber...·e::n the: d.:He of coverage
under the policy or a time period be:we:::l ,he date a loss
occurs and the date betlefits begin to accrue for such loss, an
advertise men, shall disclose the existence of such pe:riods.
(e) An advertisement shall disc!ose the extent
which any
loss is no: covered If th:: C:luse of such loss is traceable to a
,he effective dace of the policy.
condition existing prior
\1(hen a policy does no, cover losses trJceable CO ;:>ree:tisting
conditions no adver-tisemem of ,he policy shall state or imply
that the: applicant's physical condition or m::dic:ll history will
not affect th:: issuanc:: of the policy or payme:lt of a claim
the:reuncer. This limits the use of ohr:lse "no ::1edic:l! e;umination requird" and pnrase:s of si~il:H im?or:.

'a

,0

Section ~. An advertisement which r-;:f::rs to renewability,
cancelabili;y, or termination of a policy, or which reiers to a
policy b~ne:it. or which stJtes or illustrates ti::1e or age in
connection with eligibility of applic:lnts or continu:ltion of the
policy, shall disclose ,he: pro,isions relating to renew:lbility,
oncelability and ,ermin:ltion and any modilic:ltion of benefits,
losses covered or premiums bec:luse of ag:: or for other re:lsons, in a m:lnner which sh:lll not minimize or renda obscure
the qU:llifyirlg conditions.
Section 5. All inforrn:l,ion required to be disc!osc:d by the
advertisement regulations sh:lll be sec out conspiC".Jously and in
close conjunction with ,he Sl:lt::ments CO which such information relates or under appropriate options of such prominence
that is shall not be minimized. rendered obscure or presented
in an ambiguous fashion or intermingled with tl,e context of
the advertisement so as to be confusing or misleading.
Section 6. Testimonials used in :ldvertisements must be
genuine, represent the current opinion of the author, be appliC:lble to the policy advertising and be accur:ltely reproduced.
The insurer, in using a testimonial makes as its own all of the
st:ltements contained therein. and all the advertisement
including such statements is subject to all of the pro-isions of
the advertisement regulations.
Section 7. An advertisement reI:lting to the dol!:lr amounts
of cl:lims paid. the number of persons insured, or simi!:lr statistical inform:ltion relating to any insurer or poliC"! shall not be
used unless it accurately reflects :lll of the relevant facts. Such
advertisement sh:lU not imply that such statistics are derived
from the policy advertised unl<:ss such is the facL
Section 8. An offer in an :ldvertisement of free insoection
of a policy or offer of a premium retund is not a C:.Jre for
misleading or deceptive statements contained in such
adverJsement.
Section 9. (1) When a choice of the amount of benefits is
reierred to, an advertisement sh:lll disclose th:lt the amount of
benefits pro-ided depends upon the pl:ln selected and that the
premium ';"'ill vary with the amount of the benefits.
(1) \Vhen an advertisement refers to various benefits which
may be contained in two (1) or more policies, other than group
master policies, the advertisement sh:lll disclose that such bendits are pro-ided only through a combination of such policies.
Section 10. An advertisement sh:lll not directly or indirectly
rn:lke unfair or incomplete com;Jarisons of policies or benefits

or otherwise f:llse!y dispar:lge competitors. ,heir policies, services or business methods.
Sedon 11. (I) An advertise:ment which is intended to be
seen or he:lrd beyond the limits of the jurisdiction in which the
insurer is licensed sh:lll not imply licensing beyond these limits.
(1) Such advertisements by direct mail insur::rs sh:lll indiC:lte that the insurer is licensed in a specified st.:lte or st:ltes
only, or is not licensed in a specitied state or states. by use of
some !angu:lge such as "This comp:lny is licensed only in State
A" or "This cornpany is not licensed in State B."
Se:ction 12. The identity of ,he insurer shJU be m:lde clear
in all of its adverJsements. An advertisement sh:lU not use a
tr:lde n:lme, ser-ice m:lke. slogan, symbol or other d::-ice
which has the ooac:tv :lnd tende:lCY to mislead or d::ceive as
to th:: true identicy of the insurer.
Section 13. An advertisernetlt of a par.iu:!ar policy shall
not stat:: or impiy that pros?ec~ve polic:.ho!ders becor::e
group or quasi-group me:mbers and as such :::ljoy speci:ll rates
or underwriting ;Jrivileges, unless such is the [:lct.
Section 1~. An advertisement shall not state or imply that a
partiC".Jlar policy or combin:ltion of policies is an introductory.
initial or special offer :lnd th:lt the applicJ:lt will receive
advantages by :lc.:e;Jting the offer, unless such is the fact.
Section 15. (I) An adver"Jsement shall not state or im?!y
th:lt an insurer or a policy has been :lpproved or an insurer's
fin:lncial condition h:lS been examined and found to be s:l:isfactory by a govem.r::tlent:ll agency, unless such is the fact.
(1) .-\n :ldvertiseme:nt sh:lll not st:lte or imply that an
insurer or a policy h:lS been approved or e;1dorsed by any
indi-idu:ll. group of individu:lls, society, association or oth::r
org:lnization, unless such is the fact.
Section 16. An advertisement shall not contain untrue
statements with respect to the time within which claims are
paid or statements which imply that claim settle:rnents will be
Iiber:ll or generous beyond the terms of the policy.
Section 17. An advertisement shall not contain statements
which are untrue in fact or by implic:ltion C1isleading with
respect to the insurer's assets, corporate structure. fi:lancial
standing, age or relative position in the insurance business.
Section 18. (1) Each insurer shall maintain at its home or
princip:ll office a complete file containing every printed. published, or prepared advertisement of indi-idual policies and
typical printed published or prepared advertiser:lents of bbnket, franchise and group policies he:re:lfter diss::rn.inated in this
or any other state whether or not licensed in such other state.
with a notation attached to e:lch such adverriser:lent which
shall indiote the manner and extent of distribution and ,he
form number of :lny poliC"! advertised. Such file sh:lU be suoject to regu!:lr and periodic:l1 inspection by tbs departr:lenc.
All such advertisements sh:lU be maintained in said ilie [or a
period of not less than three (3) years.
(1) Each insurer required to file an arulu:lI state:t:ent wrjch
is now or which here:lfter becomes subject to th:: "ro-isions of
the adver-tisement regulations must file with t:us de;)ar:~:::l[
together with its annu:lI statement, a cerrifiote executc:d by an
authorized officer of the insurer wherein it is stated that to :he
best of his knowledge, inform:ltion and belief t.'le advertisements which were disseminated by the insurer durir.g the: p~-;:'
ceding statement year complied or were made to cOr:llJly in :ILl
respects with the pro-isions of the insur:lnce l:l.....s of this state
as implemented and interpreted by the advertise:::e~1t regulations. It is requested th:lt the chief executive officer of each
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insurer to which the advertisement regulations are addressed
acknowledge its receipt and indicate its intention to comply
therewith.
Section 19. (1) The purpose and intent of this administrative regulation is to prohibit the transmission of information in
the Corm of advertisements or otherwise which might be
deceptive, misleading or untrue. The general intent. therefore,
and the provisions of this administrative regulation not
expressly limited to a particular type o{ insurance. shall be
applied to all insurance on subjects o{ risk located in or to be
performed in this state.
(2) The use o{ advertising material previously filed with and
approved by the department shall not subject the filer to any
disciplinary action or penalty by this department, as long as
such prior approval remains in effect.
(3) Any person, firm. corporation. or association who
knowingly aids and abets an insurer in the violation of this
administrative regulation or the applicable provisions of the
Insurance Code shall be subject to the penalties provided by
law. (1-12.02; 1 Ky.R. 863; eff. 5-14-75.)
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SECTION J

DEDICATION
This outline is an update of an outline entitled
"Usury Revisited" which was prepared by my father, M. Brooks Senn,
for the 9th Annual Legal Issues for Financial Institutions Conference
in March 1989. His materials have served for nearly a decade as, to my
knowledge, the sole comprehensive attempt to make sense of usury law
in Kentucky. This outline is dedicated to my father and his hard work in
developing his 1989 materials. I only hope that this outline is as useful
to today's practitioners as my father's was to practitioners in 1989.

M. Thurman senn
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1.

INTRODUCTION.
A.

B.

RATE OF INTEREST PERMITTED BANKS DEPENDS UPON:
(1)

The ~ of credit extension, ~, is it a simple interest loan, short term single
payment loan, precomputed interest installment loan, purchase of dealer
paper, manufactured home financing, credit card or other revolving credit
transaction?

(2)

The amount of the credit transaction,

(3)

The identity of the debtor,
corporation, business?

(4)

The purpose of the credit transaction?

(5)

Federal pre-emption of state usury limitations, the applicability of "most
favored lender" status, and other federal preemption of state law.

(6)

Is the lender a multistate entity?

~,

~,

is it in excess of$15,000?

is the credit extended to an individual,

WHETHER THE CREDIT TRANSACTION FALLS WITHIN ONE OR MORE OF
THE FOREGOING CHARACTERISTICS DETERMINE WHETHER THE
INTEREST RATE IS CONTROLLED BY (SEE APPENDIX):
(1)

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

(2)

KRS 360.025 and 360.027 - Removing the defense of usury from
corporations, limited liability companies (after 7/15/98) and certain limited
partnerships and business trusts.

(3)

12 U.S.C. §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.

(4)

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.

(5)

12 U.S.C. §1831d - Permitting state insured banks to charge the same rate as
national banks under 12 U.S.C. 85.

(6)

12 U.S.C. §1735f-7a (§50 1 of the Depository Institutions Deregulation and
Monetary Control Act of 1980) - Preempting state usury laws of certain real
estate and mobile home loans.

J-l

C.

(7)

12 U.S.C. §3802 - Preempting state usury laws in alternative mortgage
transactions.

(8)

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

(9)

KRS 287.710 to 287.770 - Relating to revolving credit plans

(10)

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

(11)

KRS 360.150 - Relating to manufactured home financing transactions.

OTHER PROVISIONS AFFECTING LOAN COSTS.
(1)

D.

II.

In addition to interest rates, numerous overlapping statutes regulate other
terms affecting loan costs such as prepayment fees, refunds of unearned
interest, late fees, etc.

TRANSACTION SPECIFIC STATUTES.
(1)

KRS 368.010 to 368.990 - Relating to check cashing services by entities other
than licensed financial institutions.

(2)

SB 392 - Relating to title lien pledging.

GENERAL USURY STATUTE (KRS 360.010).
A.

LAST AMENDMENT -

B.

STATUTORY RATES.
(1)

Legal Rate - 8% per annum.

(2)

Contract Rate (a)

If original principal amount is $15,000 or less - the ~ of 19% or
4% in excess of the discount rate.
(i)

(b)

(3)
C.

1980.

The discount rate at March 26, 1998 was 5%.

Iforiginal principal amount is more than $15,000 - any rate if agreed
to in writing.

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

LOANS NOT SUBJECT TO KRS 360.010 LIMITATIONS.

J-2

(1)

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

(2)

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 determines 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 under KRS
360.010 is 4% above the "discount rate," or 19%, whichever is less. See
GAG 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.

(3)

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).
(a)

International Collection Service. Inc. v. Walker Constr. Co., 91-CA00128 (6/5/92) (39 K.L.S. 7 at p.8) (statute upheld in unpublished
opinion).

(b)

What is the status of a loan to a limited liability company under KRS
Chapter 275 (enacted in 1994)?
(i)

HB 666 enacted by the 1998 General Assembly in §48
amended KRS 360.027 to add limited liability companies to
the list of entities that cannot plead usury as a defense.
Statute should take effect approximately July 15, 1998.

(ii)

For loans extended prior to that date, the correct resolution of
the issue is less clear:
(1.)

"Corporation" is not defined in KRS Chapter 360.

(2.)

KRS Chapter 275 differentiates between (i) "limited
liability company" which is defined as "an
unincorporated association form under this chapter"
and (ii) "corporation" which is defined as "a profit or
nonprofit corporation formed under the laws of any
state or a foreign country." ~ KRS 275.015.

Note: HB 666 passed by the 1998 General Assembly
amends KRS 275.015(8) to define limited liability
company as "a limited liability company formed under

J-3

this chapter having one (1) or more members."

(c)

(3.)

On the other hand, KRS 446.010(8) provides that
"[a]s used in the statute laws of this state, unless the
context requires otherwise ... (8) 'Corporation' may
extend and be applied to any corporation, company,
person, partnership, and joint stock company or
association."

(4.)

By codifying in 1998 the usury exemption for limited
liability companies in KRS 360.027 instead of KRS
360.025, did the General Assembly indicate that it
does not consider limited liabilities as "corporations"
for purposes ofpre-1988 KRS 360.025? Could the
General Assembly have considered "limited
partnership" in pre-1988 KRS 360.027 to include
limited liability companies?

Similar statutory exception under Michigan law upheld in Cadillac
Wildwood Dev. Co. v. Northwestern Savings and Loan Assn., No.
92-2037 (5/26/93) (unpublished decision).

(4)

Individual guarantors of corporate, limited partnership 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).

(5)

HUD. FHA and VA Guaranteed LOans. Lenders making loans guaranteed or
insured through HUD, FHA, or the VA are not subject to state laws
"prescribing or limiting interest rates". KRS 386.050(3).

D.

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 ofeither 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 Nat'l Bank of Oregon, 511 F.2d 980 (9 th Cir.
1973). BY1~ THC Financial Corp. v. Manages Investment Corp., 643 P.2d
549 (Haw. 1982). 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 ofinterest is divided by 365 to
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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.

(2)

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

Determination ofInterest.
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", commitments, 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); Commonwealth Farm Loan Co. v. Caudle, 203 Ky.
761,263 S.W. 24 (1924).

(3)

Closing Costs and Other Fees.
(a)

Closing costs paid to third parties permitted,~, title search, appraisal
and title insurance fees. Palmer v. Bank ofLouisyille & Trust Co.,
Ky. Ap., 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 necessary,
reasonable expenses incident to the loan without being guilty ofusury.
Such expenses included the cost of ascertaining whether the security
offered was adequate, title examination costs, appraisals, recording
fees and the expenses of preparation of the loan and security
documents. Union Cent. Life Ins. Co. v Edwards, 219 Ky. 748,294
S.W. 502 (1927); 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
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& Trust Co., 159 Ky. 680, 167 S.W. 898 (1914); Webb v. Southern
Irns1..Co., 227 Ky. 79, 11 S.W.2d 988 (1928); and

(d)

(4)

Although the Kentucky court 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 reasonably
related to the expenses incurred by the lender. June 16, 1981. Letter
ofRhonda S. Paul to William H Mohr. The Department is also of the
view that the right to impose "late charges" must be included in the
loan documents. 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]f the consideration 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.").

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

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

(b)

Permitted for "short-term paper". See: Bablett y Deposit Bank of
Carlisle, 122 Ky. 324, 92 W.W. 283 (1906); Schultz v. Providence
Loan Ass'n., 289 Ky. 25, 157 S.W. 2d 736 (1941); Newell 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
2d 633-674, "Taking or Charging Interest in Advance as Usury";
Evans v. National Bank of Savanna, 251 US. 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 shortterm (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)

Ifan usurious rate ofinterest is knowingly charged, the entire interest
is forfeited.

(b)

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
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transaction occurred, recover twice the amount of interest paid.
E.

RENEWAL (EXTENDING THE TIME OF PAYMENT) OF LOANS.
(1)

Position of Department ofFinancial Institutions.
(a)

Ifa $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 ~ 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% about the discount rate of 7%. Six months later, the loan is
renewed (i.&., the time of payment is extended for an additional six
months) and the discount rate has decreased to 6 ~%. The maximum
rate of interest which may be charged is 10 ~%.

(b)

(2)

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 - notwithstanding the fact that the bank has not
demanded payment of the loan's principal. This conclusion is
apparently on the basis that a demand loan 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
Rep. 100, 13 S.W. 843 (1890); Abnerv. 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); Cuny 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
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S.W. 1034 (1892); Mastin y. CQchran's Ex'rs., 24 Ky. L. Rep. 712,
76 S.W. 343 (1903); 4 ALR 2d 932, 935.
(b)

(3)

F.

Where a nQte is given merely in renewal fQr anQther nQte and nQt in
payment, the renewal dQes nQt extinguish the Qriginal debt Qr in any
way change the debt except fQr PQstpQning the time Qf payment, even
thQugh the first nQte is surrendered. See Cantrell CQnstructiQn
CQmpanyy. Carter, 418 F.2d 705 (6lb Cir. 1969); White y. Winchester
Land DevelQpment CQrp., Ky. App., 584 S.W.2d 56 (1979); GeQrge
v. First NatiQnal Bank Qf LQuisville, Ky. App., 557 S.W.2d 442
(1977), In re Zemansky, 39 F.Supp. 628 (D.C. S.D. Cal. 1941);
Dufresne v. Hammersten, 106 P.2d 861 (1940).

The Department's secQnd pQsitiQn Qn the "renewal" Qfa demand nQte appears
tQ be incQnsistent with Mastin v. CQchran's Ex'r., 25 Ky. L. Rep. 712, 76
S.W. 343 (1903).

ENFORCEABILITY OF PARTICULAR LOAN TERMS NOT OTHERWISE
EXPRESSLY PROHIBITED BY STATUTE.
(1)

Late Charges. A late fee Qf 4% Qfthe installment was approved Qfin a $6.4
milliQn cQmmercial credit facility in Travelers Ins. CQ. v. CQrpQrex Properties.
~, 798 F. Supp. 423 (B.D. Ky. 1992) (Bertelsman, C.I.), in the face Qfan
argument that the fee is an unenfQrceable liquidated damages penalty. B.u1 ~
Man 0 War Restaurants, Inc. v. Martin, Ky., 932 S.W.2d 366 (1996)
(cQnstruing as an unreasQnably excessive liquidated damages clause a CQntract
prQvisiQn by which cQrpQrate emplQyee and sharehQlder was required upQn
terminatiQn Qf emplQyment tQ return stQck fQr Qriginal purchase price).

(2)

PQst Default Increase In Interest Rate. A prQvisiQn increasing the interest rate
frQm 11% tQ 15.75% in the event Qfdefault was alSQ approved Qfin Travelers
Ins. CQ. v. CQrpQrex PrQperties, Inc. and Eyde BrQthers Dev. CQ. v. The
Equitable Life Assurance SQciety, 1989 WL 130632 (6 th Cir. (Mich.) 1989).

(3)

Prepayment Premium Triggered By Default.
A provisiQn deeming
acceleration Qn account Qf default as triggering a prepayment penalty was alsQ
approved Qf in Travelers Ins. CQ. v, CQrporex Properties, Inc.
(a)

A prepayment fee Qr penalty provisiQn in a CQnsumer credit
transactiQn WQuld appear tQ be preempted by federal law in a
precQmputed loan context (and possibly all contexts). ~ 15 U.S.C.
§1615 [discussed in Part VI belQw].

(b)

A prepayment fee Qr penalty prQvision in a nQn-CQnsumer credit
transaction might be viewed as an unenfQrceable penalty under
Capitol Cadillac aids, Inc. v. Roberts, Ky., 813 S.W.2d 287, 292
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(1991) ("To avoid misunderstanding and recognizing our limitations
when using the arcane language ofthe world offinance, we simply say
that a creditor may include in its computation of the amount due only
such interest as has been earned and actually accrued as of the date of
acceleration.").
III.

FEDERAL PREEMPTION - RESIDENTIAL REAL PROPERTY.
A.

B.

C.

General Rule. Sec. 501 of the Depository Institutions Deregulation and Monetary
Control Act of 1980 (Pub. L. 96-221) (codified at 12 U.S.C. 1735f-7a) 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:
1.

"residential real property,"

2.

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

3.

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 ~ of collateral and the
priority of the lender's interest in the collateral. If a first lien is taken on 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. Similarly, a loan to
purchase a car secured by a first mortgage is preempted. Smith v. Fidelity
Consumer Discount Co., 898 F.2d 907 (3fd Cir. 1990).

(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. SOl's preemption provisions are applicable.

Residential Real Property is defined in FHLBB Regulations issued under Sec. 501 of
the 1980 Act [12 C.F.R. 590.2(t)] as:
". . . real estate improved or to be improved by a structure or structures designed
primarily for dwelling, as opposed to commercial use."

D.

Not All Charges Preempted. Sec. 501 only relates to "interest, discount points,
finance charges or other charges." Other provisions of state law, (i&., "laws on
prepayment charges, attorneys' fees, late charges or other provisions designed to
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protect borrowers") are not preempted and will apply to the loan.
§590.3(c).

E.

12 C.F.R.

(1)

New Hampshire law requiring an first mortgage home loan to provide for
calculation ofinterest on a simple interest basis was nQ1 preempted. Grunbeck
v Dime Say. Bank QfNew York, FSB, 74 F.3d 331 (lSI Cir. 1996) (statute
does not limit "rate or amount of interest" but only limits manner of
calculation).

(2)

Illinois law permitted borrowers to pledge an interest bearing account in lieu
of having lender escrow real estate taxes prohibited Illinois lender from
charging a fee for having the pledge and the fee was D.Qt preempted by
DIDMCA. Stem y. Norwest Mortgage, Inc., 688 N.E.2d 99 (Ill. 1997).

(3)

LQan origination fee preempted. DIDMCA preempts "those limitations which
are included in the calculation of the annual percentage rate" under Truth In
Lending Act. Currie y DiamQnd MQrtgage Corp, 859 F.2d 1538 (7 th Cir.
1988).

Opt-Out Options.

(l)

12 U.S.C. §1735f-7a(b)2) permitted a state, btween April 1, 1980 and April
1, 1983 to "adopt a law or certifies that the voters of such State have voted
in favor Qf any provision, constitutional or otherwise" which "states explicitly
and by its terms" that the federal preemptiQn dQes nQt apply.
(a)

(2)

F.

~

Kentucky did not opt-Qut.

12 U.S.c. §1735f-7a(b)(4) permits a State "at any time after March 31, 1980"
tQ "adopt a provision of law placing limitations Qn discount pQints or such
other charges on any loan, mortgage, credit sale, or advance described in
subsection (a)(l) of this section."
(a)

How "explicit" does this override have to be? What are "such other
charges"?

(b)

Autreyv. United Companies Lending CQrp., 872 F. Supp. 925 (S.D.
Ala. 1995) (Alabama law enacted in 1983 limiting "points" charged in
real estate IQan tQ 5% oforiginal principal balance arguably fell within
the scope of this Qpt-Qut SQ removal to federal court Qn the basis of
federal preemption was denied).

"Residential Manufactured Home" Loans. Sec. 501 Qfthe 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 OTS regulations (12 C.F.R. §590) are complied with:

J -10

IV.

(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 foreclosure (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 less than the amount
which would be calculated by the actuarial method (l1Q1..the "rule of 78's")
except that the debtor is not entitled to a refund which is less than $1.

FEDERAL PREEMPTION - ALTERNATIVE MORTGAGES.

A.

General Rule: Alternative Mortgage Transaction Parity Act of 1982 (part of the Garn.St. Germain Depository Institutions Act of 1982) provides that "An alternative
mortgage transaction may be made by a housing creditor in accordance with this
section, notwithstanding any State constitution, law, or regulation. 12 U.S.C.
§3803(c).

B.

Alternative Mortgage Transaction [12 U.S.C. §3802]:
(1)

Loan or credit sale secured by an interest in residential real property, a
dwelling, all stock allocated to a dwelling unit in a residential cooperative
housing corporation, or a residential manufactured home.

(2)

Made by a "housing creditor"

(3)

(a)

a "depository institution" as defined in 12 U.S.C. §1735f-7a(a)(2);

(b)

a HUD approved lender;

(c)

any person who regularly makes loans, credits sales, or advances
secured by interests in the properties listed in (1); or

(d)

any of their transferees.

Having any of the following terms:
(a)

in which the interest rate or finance charge may be adjusted or
renegotiated;

(b)

involving a fixed-rate, but which implicitly permits rate adjustments by
having the debt mature at the end of an interval shorter than the term
of the amortization schedule; or

(c)

involving any similar type ofrate, method of determining return, term,
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repayment, or other variation not common to traditional fixed-rate,
fixed-term transactions, including without limitation, transactions that
involve the sharing of equity or appreciation.
C.

Banks, national and state, must comply with OCC regulations codified at 12 C.F.R.
§34.20-.25. ~ 12 US.C. §3803(a)(1).
(1)

(2)

V.

Rate Index. If the transaction is secured by a consumer's principal dwelling,
the term exceeds 1 year, and the APR may increase, then:
(a)

Loan documents must specify an index;

(b)

Index must be readily available to, and verifiable by, the borrower and
beyond the control of the lender.

(c)

Index may be either single values or a moving average calculated over
a specified period.

Prepayment Fees. May be imposed, "notwithstanding any State law
limitations to the contrary".
~

12 U.S.C. §3803(a)(1).

D.

Credit unions must comply with NCUA regulations.

E.

Savings banks, thrifts, and all other housing creditors must comply with OTS
regulations codified at 12 C.F.R. §560.220.

F.

Opt-Out. States could opt-out under 12 US.C. §3804.

G.

Inapplicability ofDIDMCA Preemption. 12 US.C. §3806 provides that Section
501(c)(1) of the Depository Institutions Deregulation and Monetary Control Act of
1980 shall not apply to transactions which are subject to this chapter.

FEDERAL PREEMPTION - ADJUSTABLE RATE MORTGAGE CAPS

A.

General Rule: The Competitive Equality Banking Act of 1987 added 12 US. C. §3806
which provides that "Any adjustable rate mortgage loan originated by a creditor shall
include a limitation on the maximum interest rate that may apply during the term of
the mortgage loan."

B.

Creditor: "a person who regularly extends credit for personal, family, or household
purposes". [12 U.S.C. §3606(d)(1)].

C.

Adjustable Rate Mortgage Loan: "any consumer loan secured by a lien on a one-tofour family dwelling unit, including a condominium unit, cooperative housing unit, or
mobile loan, where the loan is made pursuant to an agreement under which the
creditor may, from time to time, adjust the rate of interest." [12 U.S.C. §3606(d)(2)].
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D.

VI.

Penalty. Violation is deemed a violation of the Truth In Lending Act subject to
administrative enforcement and civil damages. [12 U.S.C. §3806(c)].

FEDERAL PREEMPTION - UNEARNED INTEREST REFUNDS.
A.

Section 933 of the Housing and Community Development Act of 1992 (pub. L.
No. 102-550), created 15 U.S.C. §1615 which regulates unearned interest rebates
in connection with consumer credit transactions and prohibits the use of the "Rule
of 78's" in calculating such rebates in certain cases.

B.

Right To Prepay. "If a consumer prepays in full the financed amount under any
consumer credit transaction, the creditor shall promptly refund any unearned
portion of the interest charge to the consumer" .

C.

(1)

Right applies both in "the refinancing, consolidation, or restructuring of the
transaction" and "any prepayment made as a result of the acceleration of the
obligation".

(2)

Statute adopts the Truth In Lending Act's definitions of "consumer" and
"creditor". See 15 U.S.C. §1502(h) and (t). In addition, the statute
expressly states that "creditor" includes any "assignee" and "subassignee"
of any creditor.

Manner of Calculating Refund. In calculating the amount of the rebate in a
precomputed consumer credit transaction of a term exceeding 61 months which is
consummated after September 30, 1993, the creditor "shall compute the refund
based on a method which is at least as favorable to the consumer as the actuarial
method." This prohibits the use of the Rule of 78' s.
(1)

D.

No refund is required if the total refund would be less than one dollar.

Information Requirements. Creditor required, upon oral or written request, to
provide a statement of (A) the amount necessary to prepay the account in full and
(B) the amount of any refund.
(1)

The statement must be provided before the end of the 5-day period
beginning on the date the request is received.

(2)

If the request is in writing, the statement must be in writing.

(3)

A customer is entitled to receive one free annual statement, and the creditor
may impose a reasonable fee to cover the cost of producing additional
statements provided the charge is disclosed to the consumer in advance.
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VII.

"MOST FAVORED LENDER" STATUS

A.

NATIONAL BANKS.
(1)

General Rule: 12 U.S.C. 85 grants most favored lender status to national
banks by giving them a choice:
(a)

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

(b)

They 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 Missouri, 85 U.S. (18 Wall.) 409 (1874); Northway
Lanes v Hackley Union Nat. Bank & Trust Co., 464 F.2d 855 (6 th Cir. 1972);
Fisher y. First Nat. Bank ofChica~o, 538 F.2d 1284 (7 th Cir. 1976); Fisher y.
First National Bank of Omaha, 548 F.2d 255 (8 th Cir. 1977).
(2)

Ifno rate is fixed by the laws of the state, territory or district, a national bank
may charge a rate not exceeding the greater of 7% or 1% in excess of the
discount rate on 90-day commercial paper in effect at the Federal reserve bank
in the Federal reserve district where the bank is located.

(3)

What is "interest"?
(a)

Defined by OCC in 12 C.F.R. §7.4001(a) as:
. . . includes any payment compensating a creditor or
prospective creditor for an extension of credit, making
available a line of credit, or any default or breach by a
borrower of a condition upon which credit was extended.
It includes, among other things, the following fees
connected with credit extension or availability: numerical
periodic rates, late fees, not sufficient funds (NSF) fees,
overlimit fees, annual fees, cash advance fees, and
membership fees. It does not include appraisal fees,
premiums and commissions attributable to insurance
guaranteeing repayment of any extension of credit, finders'
fees, fees for document preparation or notarization, or fees
incurred to obtain credit reports. "

(b)

Supreme Court upheld OCC's regulation in Smiley y. Citibank
(South Dakota), N,A" 116 S.Ct. 1730 (6/3/96) (term "interest"
encompasses credit-card late-payment fees permissible in national
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bank's home state but impermissible
residence).
(c)

(d)

(4)

(5)

In

state of borrower's

Home Equity Loan Fees.
(i)

Prepayment Fees. In Interpretive Letter No. 744 (10/96),
the acc expressed its opinion that a home equity loan
prepayment fee fell within the definition of "interest" for
purpose of exportation of allowable charges.

(ii)

Account Opening Fee; Fixed Rate Option Exercise Fee;
Early Account Closure Fee; and Rejected Draw Request
&so In Interpretive Letter No. 803, the acc expressed its
opinion that all of the fees, except for rejected items after
termination of the account, are "interest". After account is
terminated, there is no debtor/creditor relationship, so the
fee is not "interest".

Compare current attempts to broaden definition of "interest" for
exporting purposes with attempts in the 1970's to narrow definition
of "interest" for usury rate limitation purposes. Northway Lanes y.
Hackley Union National Bank & Trust Company, 464 F.2d 855,
864 (6th Cir. 1972) ($30,000 prepayment penalty "not generally
considered interest and that when charged in addition to maximum
interest do not make an otherwise nonusurious loan usurious.).

Where is a national bank "located"?
(a)

Completely intrastate banks. Marquette National Bank v. First of
Omaha Service Corp" 439 U.S. 299 (1978) (located in state of its
main office); Wiseman v. State Bank & Trust Co" 854 S.W.2d 725
(Ark. 1993) (national bank located in one state may use that state's
rates in making loans to a resident of a second state even though
national bank's parent company was incorporated in that second
state)..

(b)

Multi-state banks after the Riegle-Neal Interstate Banking and
Branching Act of 1994 (pub.L. No. 103-238, 108 State. 2338). ~
Part IX below.

Penalties (12 U.S.C. §86).
(a)

"Knowingly" taking interest greater than allowed by 12 U.S.C. §85 is
"a forfeiture of the entire interest".
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(b)

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

B.

FEDERAL THRIFTS - 12 U.S.C. §1463(g) also grants most favored lender status
to federal savings associations which is equivalent to that granted to national bank
under 12 U.S.C. §85. OTS regulations are codified at 12 C.F.R. §560.110.

C.

KENTUCKY STATE INSURED BANKS.
(1)

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 Yanderw<q'st v. First State Bank of Benson, 425 N.W.2d 803 (Minn.
1988) ~ dM. 109 U.S. 369 (1988) - the first appellate court decision
holding that 12 U.S.C. 1831d (§521 of the Depository Institutions
Deregulation and Monetary Control Act of 1980, Pub. L. 96-221) extended
most favored lender status to federally-insured state banks.

(2)

KRS 287.214 states:
"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 obligation 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
extensions ofcredit for its own account, but may make extensions of
credit for trust assets under management."

(3)

D.

Two changes to KRS 287.214, effective approximately July 15, 1998, are
being made by the 1998 General Assembly with the enactment ofHB 516:
(a)

Section 12 of 1998 HB 516 will delete the phrase "or trust company"
in the first sentence of this statute.

(b)

KRS 287.214 is tied to the "rate allowed national banking
associations", and the definition in KRS 287.010(2) was amended by
Section 1 of HB 516 to include federal "savings and loan
associations".

KENTUCKY SAVINGS AND LOAN ASSOCIATIONS.
1.

KRS 287.705 authorizes the Commissioner of the DFI to "prescribe, amend
and repeal regulations authorizing state-chartered savings and loan
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associations to make any loans . . . under the same terms, conditions,
limitations, restrictions and safeguards which such associations could make or
do were they operating as federal savings and loan associations at the time
such authority is granted . . . "
2.

E.

VIII.

KRS 289.680 permits federal savings and loans to "possess all of the rights,
powers, privileges, benefits, immunities and exemptions provided for" state
savings and loan associations "unless federal laws or regulations provide
otherwise".

OTHER PROVISIONS - If a bank "borrows" a competing lender's rates, it must also
comply with other provisions of state law relating to that class of loans that are
material to the determination of the interest rate, ~, 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 (61h Cir. 1972); August 11, 1988, letter from Robert B. Serino, Deputy
Chief Counsel, Comptroller of the Currency to Ms. Linda T. Lowe, Assistant
Attorney General of the State of Iowa.

"BORROWING" CREDIT UNION, PETTY LOAN COMPANY, AND SAVINGS AND
LOAN ASSOCIATION RATES.
A.

GENERAL CONSIDERATIONS
Under its "most favored lender" status discussed under Section Vii 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, petty loan
companies, or state savings and loan associations. 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 Chapter 288, 289, or 290, 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 ofthe Kentucky Department ofFinancial 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 ofJames M. Baker, General Counsel, Department of Financial
Institutions, to Joseph A. Cleves, Jr.
However, the Department requires, for examination and evaluation purposes, that
loans made by status 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."
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B.

CREDIT UNION LOANS AND CHARGES (KRS CH. 290).
(1)

Loan Conditions. Rates and Charges
(a)

(2)

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).

Types of Loans
(a)

KRS Ch. 290 does not contain any restrictions upon the types ofloans
which a credit union may make and authorizes the credit union's
board ofdirectors to "[e]stablish the 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 anyone (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).

(b)

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
ofKRS 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 programs, the interest rates to be charged and
other conditions to be complied with in implementing such programs
(see KRS 290.225(4), 290.425, 290,435, 290.465 and 290.505).

(c)

The Kentucky Department of Financial Institutions' General Counsel
has opined that:
"KRS 290.425 permits a credit union to make loans for such purposes
and upon such conditions 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."

(d)

Since credit union rates can only be computed on "unpaid balances,"
does the statute prohibit precomputed, add-on or discount loans?
Even if the statute does, does a national bank have to comply with
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these restrictions?
C.

PETTY LOAN COMPANY LOANS AND CHARGES (KRS CH. 288)
(1)

Location Of The General Prohibition On Usury For Loans Of Less Than
$15,000 (KRS 288.420).
"No person, shall, without first obtaining a license from the
commissioner, engage in the business of making loans in the amount
or of the value of fifteen thousand dollars ($15,000) or less at a
greater rate of interest, or consideration therefore than otherwise
permitted by law."
KRS 288.420 exempts banks, savings banks, trust companies, building and
loan associations, cooperative marketing associations, credit unions, loan and
investment companies or licensed pawnbrokers from this prohibition.

(2)

Amount of Loans: Prior to 1998, petty loan company licensees were
authorized to lend only up to $15,000 excluding charges [KRS 288.530(1);
OAG 75-257]. However, House Bill 514 enacted during the 1998 General
Assembly added KRS 288.470(3) which provides that ''Nothing in this chapter
shall be construed to limit the ability of any licensee to make a loan or loans
in the principal amount greater than fifteen thousand dollars ($15,000) at the
licensed location at the same rates as provided in KRS 360.010." This change
will take effect 90 days after adjournment of the 1998 session.

(3)

Types ofLoans:
(a)

Over $15,000 - since there will be no limit on the interest rate after
July 15, 1998, will there be limits on terms other than interest rate for
these loans?

(b)

Under $15,000 - 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 amount lent in substantially equal installments at
approximately equal periodic intervals oftime" [KRS 288.580(2)]
(i)

Since KRS 288.580(2) does not require that the equal periodic
installments be on a montWy 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 montWy
installment basis, however, KRS 288.530(5) would appear to
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limit any deferral charge on such loans to $.02 for each dollar
ofdeferred 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.
(ii)

(c)

On the other hand, the specific provisions ofKRS 288.580(2),
requiring that all loans must provide for repayment of the
amount lent in substantially equal installments, would appear
to limit petty loan companies to installment loans and preclude
them from making demand and single payment loans on
amounts below $15,000.

No Splitting Of Loan Amounts. KRS 288.530(11) 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 that 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.
Question? If the total number of loans to a borrower results in "the
actual amount of the indebtedness" being in excess of$15,000, does
this restriction apply in light of the 1998 amendment to KRS
288.470(3)?

(4)

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

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 extending $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" ofthe specified rates, variable rate loans appear to be authorized. It
is understood that the Kentucky Department of Financial Institutions
interprets 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 1. Rick Jones, Attorney for
Department ofFinancial Institutions, to David W. Harper, Greenebaum, Doll
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and McDonald.
The foregoing charges may either be (1) computed in advance at the agreed
rate on scheduled unpaid 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 ofthe 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 loans
made by banks).
Ifthe 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 delinquency or deferral charges are permitted.
(5)

Other Charges: In addition to the foregoing, a petty loan company is
authorized to charge and collect the following:
(a)

Credit Investigations: On loans actually extended, licensee may charge
a credit investigation fee of$1 per $50 of the first $2,000 in principal
amount (~, a $40 maximum fee). KRS 288.533(4) [added by 1988
lIB 514 effective approximately July 15, 1998].

(b)

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:

(c)

1.

Fees or premiums for title examinations, abstract oftitle, title
insurance, surveyor similarly purposes;

2.

Fees for preparation of a deed, settlement 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.

Filing Fees and Premiums: Fees for filing and releasing liens and
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instruments securing the loan and premiums for property damage and
credit insurance [KRS 288.530(10)].
(d)

DeIinquenCQ' Charges: If ~ 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)].

(e)

Deferral Charges: If a wholly unpaid installment 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.

(f)

Bad Check Charge. A charge of the greater of$15 or the actual fee
passed on from the financial institution may be imposed [KRS
288.533(2)].

(g)

Rebates: KRS 288.530(6) requires precomputed charges to be
refunded if the loan is prepaid in....full; refund is required for partial
prepayments. Although KRS 288.530(6) requires that the refund be
of "the portion of the charges applicable to the full installment date
nearest the date of prepayment", KRS 288.530(2) provides:
"The portion of the charges applicable to any particular montWy
installment period, as originally scheduled or following a deferment,
shall bear the same ratio to the total charges, excluding any
adjustments made pursuant to subsection (3) of this section, as the
balance scheduled to be outstanding during that montWy period bears
to the sum of all montWy balances scheduled originally by the contract
of loan."
This language appears to be the operational equivalent of the "rule of
78's" and to sanction rebates on that basis. The Sixth Circuit has so
held. Maddox v, Kentucky Finance Company. Inc., 736 F.2d 380 (6th
Cir. 1984). However, the use of the Rule of 78's will be affected by
the 1994 federal legislation discussed in Part VI, infra.

(h)

(6)

Collection Costs: KRS 288.533 permits collecting a reasonable
attorney's fee in connection with the collection of a loan actually
incurred by the licensee and paid to a non-employee attorney.

Collateral: Loans made under KRS Chapter 288 may be either secured or

J - 22

unsecured. Ifsecured, any type of collateral (including first mortgages on real
estate) may be taken as security except that if the amount ofthe loan is $3,000
or less only 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.
(a)

(7)

D.

In lieu ofperfecting a security interest, licensee may change a "fee" to
the extent it "does not exceed the fee payable to public officials for
perfecting the security interest". [$8 per KRS 64.012].

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,
unemployment, health or disability insurance be obtained by the borrower or
any two ofthem if there are two or more borrowers as additional security for
the loan; however, only "one (1) policy of life insurance may be written in
connection with any loan 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)].

SAVINGS AND LOAN ASSOCIATIONS (KRS
(1)

eH. 289)

Amount and Types of Loans.
(a)

Real Estate Loans. KRS 289.441(1) provides that "real estate loans
may be made only as authorized by this chapter."

(i)

"Every" real estate loan shall be secured by first mortgage.

(ii)

Signed appraisal required by a "qualified person" on all real
estate loans. KRS 289.441(1).

(iii)

May have "charge for late payment". KRS 289.441(2).

(iv)

No interest rate specified in KRS 289.441. However, KRS
289.461(1) provides that state S&L's are authorized to make
loans secured by a first lien on real estate "at a rate or rates
not in excess ofthat provided by KRS 360.010 and 360.025."

(v)

Monthly escrowing oftaxes, assessments, insurance premiums
and other charges are authorized by KRS 289.491(3).

(vi)

KRS 289.501 authorizes collection of "all reasonable expenses
incurred in connection with the making, closing, disbursing,
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expending, readjusting, or renewing real estate loans" and
such charges "shall not be deemed interest." In lieu of the
actual charges, KRS 289.501(4) permits the State S&L to
"make a reasonable charge, part or all of which may be
retained by the association which renders such service, or part
or all of which may be paid to others who renders such
services."

(b)

Property improvement lOanS or financing of mobile homes. There are
two separate statutes both addressing these types of loans - KRS
289.451(8) and KRS 289.461. It appears that the statutes
contemplate both secured or unsecured loans. If secured, how do the
statutes coordinate with KRS 289.461(1)?
(i)

KRS 289.451(8) provides that loans may exceed interest rate
allowed by KRS 360.010 only if permitted by Title I of the
Federal Housing Act of1934 (12 U.S.C. §1701 ~ ~.) or the
Servicemen's Readjustment Act of 1944 (38 U.S.C. §1801 ~
~.

(ii)

KRS 289.461 provides that the loans either comply with
Subchapter C of 12 C.F.R. Title 12, and ifno interest rate is
specified therein, then the provisions ofKRS 287.215 apply.

(c)

Loans Qn The Direct Reduction Plan. KRS 289.451(1) permits
"loans on the direct reduction plan" and the "board of directors or the
bylaws of the association shall prescribe interest rates which may be
variable and may prescribe the duration of the loan, and the loan shall
be payable in equal weekly or monthly instalments." KRS 289.451 (3)
indicates that an instalment must be "unpaid for six (6) weeks after it
has become due and payable" before a default can be declared. A
written demand must be mailed to the borrower who has 30 days to
pay.

(d)

Loans An A Semi-Annual Reduction Plan. KRS 289.451(5) permits
"loans on a reduction plan where the reduction of loan or credit upon
loan shall be made at the end of every semiannual period." The
statute provide that the "bylaws shall prescribe the interest rate and
duration of the loan", but no maximum interest is stated.

(e)

Loans Qn Sole Security Qf Savings Accounts or Certificates. KRS
289.451(4) permits "loans on the sole security of savings accounts or
savings certificates." Loan may not exceed the withdrawal value of
the pledged savings. No interest rate is specified in the section.

(f)

Loans Federally Insured Qr Guaranteed. Such loans are authorized
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"without regard to the foregoing" provisions ofKRS 289.451. [KRS
289.451(6)].
(g)

(2)

IX.

Servicemen's Readjustment Act of 1994 Loans. State S&L are
authorized by KRS 289.471 to make what are commonly known as
VA loans.

Default Penalty. KRS 289.281 provides that a state S&L "may charge a
member any sum ofmoney by the way offine or penalty against borrowers for
defaults or in payment of loans."

USURY IN A MULTI-STATE BANKING WORLD.
A.

National banks may "export" under 12 U.S.C. §85 and charge borrowers residing
in other states interest at the rate allowed by a different state where the bank is
"located." Marquette National Bank of Minneapolis y. First 0 Omaha Service
Qm2.., 439 U.S. 299 (1978).
(1)

B.

Easy to apply when bank's main office and all of its "branches" are in one
location.

Multistate Branches Under Riegle-Neal.
(1)

Riegle-Neal §103(b)(I) [12 U.S.C. §36(f)(I)(A)]:
"The laws of the host State regarding community reinvestment,
consumer protection, fair lending, and establishment of intrastate
branches shall apply to any branch in the host State of an out-of-State
national bank to the same extent as such State laws apply to a branch
of a bank chartered by that State, except(i) when Federal law preempts the application of such State
laws to a national bank; or
(ii) when the Comptroller of the Currency determines that the
application of such State laws would have a discriminatory effect on
the branch in comparison with the effect the application of such State
laws would have with respect to branches of a bank chartered by the
host State.

(2)

Riegle-Neal §111 [12 U.S.C. §1811 note]:
"No provision of this title and no amendment made by this title to
any other provision of law shall be construed as affecting in any
way - . . . (3) the applicability of section 5197 of the Revised
Statutes [12 U.S.C. §85] .... "
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c.

view of The acc.
(1)

"An interstate national bank may charge interest permitted by the laws of
its home state unless the loan is made - that is, the loan is approved, credit
is extended and funds are disbursed - in a branch or branches of the bank
in a single host state. If one or two of those three functions occur in a host
state, the bank may, alternatively, charge the interest permitted by that state
if, based on an assessment of all of the facts and circumstances, the loan
has a clear nexus to that state. Moreover, if a bank is permitted to charge
the rates of a particular home or host state, it may . . . charge the most
favored lender rates permitted by that state . . . ." ~ Letter dated
February 17, 1998 from Julie L. Williams, acc's Chief Counsel, to Jeremy
T. Rosenblum at 14 (Appendix 2).

(2)

"We conclude that the mere presence of a host state branch does not defeat
the ability of a national bank to apply its home state's rates to loans made to
borrowers who reside in that host state." !d. at 9.

(3)

It is "permissible for the lending bank to charge the rates permitted by the host

state even if the borrower resided in another state. In doing so, the acc
recognized the significance of an appropriate disclosure to the borrower that
the interest charged is governed by applicable federal law and the law of the
relevant state." rd. at 11.
(4)

Selected bases for the acc's Conclusion:
(a)

Statement of Senator Roth:

"In order to ensure that banks providing credit to out-of-State
borrowers would be unaffected by structural changes brought about
by interstate branching legislation, I offered the [usury] savings
clause in committee, and it is now part of this conference report.
The essential point of my amendment is that a branch of a bank that
provides credit across state lines may impose its State law loan
charges even though there is a branch of that same bank in the State
of its customer." S.ee 140 Congo Rec. S12789 (9/13/94).
(b)

Statement af Senator Roth:

"I immediately began to take steps to address this potential threat
not only to Delaware's credit card industry but to all banks that
extend credit to borrowers who reside outside the State where the
bank, or under this legislation, the branch making the loan or other
extension of credit is located. . . . The savings clause means that
the establishment of a branch in the borrower's state does not defeat
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the powers that a Delaware bank enjoys today under [section 85]."

Id.
D.

Is The OCC Too Aggressive?
(1)

House Conference Report No. 103-651 at p. 51:
"The laws of the host State regarding community reinvestment,
consumer protection (including applicable usury ceilings), fair
lending, and establishment of intrastate branches shall apply to any
branch of a national bank in the host State to the same extent as
such State laws apply to a branch of a bank chartered by that State,
except when Federal law preempts, or when the Comptroller
determines that the law has a discriminatory effect ..."

(2)

Id. at 53: "Congress does not intend that the Interstate Banking and
Branching Efficiency Act of 1984 alters this [federal-state] balance
and thereby weaken States' authority to protect the interests of their
consumers, businesses, or communities."

(3)

Id. at 64: "Section 111(3) specifically states that nothing in Title I affects
[12 U.S.C. §85]. . . . According, the amendments made by the [Act] that
authorize insured depository institutions to branch interstate do not affect
existing authorities with respect to any charges under section [85] . . .
imposed by national or state banks for loans or other extensions of credit
made to borrowers outside the state where the bank or branch making the
loan or other extension of credit is located."

E.

Implications In A State Bordering Ohio - Kenty y. Bank One, Columbus, N.A.,
92. F.3d 384 «(Jh Cir. 1996).
(1)

Plaintiffs argued that premiums on force-placed insurance added by national
bank to the amount of their automobile loans violated various statutes
including 12 U.S.C. §85. Bank defended by arguing "most favored lender"
status and referring to O.R.C. §1151.21 and §1161.28 which the Sixth
Circuit concluded "allows 'building and loan' banks as well as savings
banks to charge unlimited dues, fines, interest and premiums on 'loans
made.'"

(2)

The Sixth Circuit states that "these contracts for loans are governed by the
Most Favored Lender Doctrine, and there is no limit on the amount of
interest the Bank could charge."

(3)

If the OCC's exportation analysis under Riegle-Neal is correct, multistate
banks with offices in Ohio will have no usury limits.
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X.

INSTALLMENT LOANS - PRE-COMPUTED INTEREST (KRS 287.215).
A.

B.

C.

INTRODUCTION AND APPLICABILITY.
(1)

KRS 287.215 is basically "rate" legislation - authorizing banks to make
installment loans with precomputed ("add-on" or "discount") interest. KRS
287.215 is nQ1limited to "consumer loans"; rather, it is applicable to all types
of credit.

(2)

Since Duffy. Bank of Louisville & 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.

INTEREST RATE AND CALCULATION.
(1)

"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.

(2)

"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 frCt.'the loan proceeds). KRS 287.215(1)(b).

OTHER PERMITTED CHARGES.
(1)

(2)

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 an instrument 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 anyone 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 the
salary employee of the bank for collection, KRS 287.215(3).

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

OTHER PROVISIONS.
(1)

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

(2)

First Mortgages onReal 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).

(3)

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 loan 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
"inconsequential"), KRS 287.215(6).

(4)

Balloon Payments. If any payment is more than twice as large as the average
of the earlier scheduled payments, the debtor has the right to refinance
without penalty the "balloon" payment of terms "no less favorable" to the
debtor than the original loan, KRS 287,215(1)(c).

(5)

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).
(a)

(6)

In computing the rebate, a minimum charge of $1 0 can be retained to
cover acquisition costs, and where the rebate is less than $1, no rebate
need be made. ~: the $10 charge cannot be taken before the Rule
of 78's rebate computation is made. According tot he Attorney
General , the rebate computation must be based on the tQ.llll 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 loan excluding any charge made
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under KRS 287.215;

E.

(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 ofthe unearned portion, KRS 287.215(7).

(7)

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

(8)

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

(9)

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.
Ifa willful violation of any provision ofKRS 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 payable, KRS 287.215(10).

XI.

BANK CREDIT CARDS AND OTIffiRREVOLVING CREDIT (KRS 287.710 - 287.770)
A.

COVERED TRANSACTIONS.
(1)

Prior to the 1998 General Assembly, KRS 287.710 to 287.770 authorized
banks to engage in revolving credit transactions - the principal one being
credit cards. However, other types of revolving credit - such as overdraft
checking and home equity lines of credit - were also covered so long as the
arrangement contemplated that:
(a)

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 devise. as the plan may provide;"

(b)

The unpaid balances of purchases made, the principal of loans
obtained, and the finance and other appropriate charges are debited to
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the debtor's account;

(2)

B.

C.

(c)

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

(d)

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

Section 19 of House Bill 516 amends KRS 287.710(6) to delete the
underlined language above which is part of the definition of"revolving credit
plan".
(a)

Indicates that only "credit card" revolving plans are now governed by
the statute.

(b)

Home equity lines of credit and other revolving credit plans secured
by a mortgage on real property would now seem to be governed by
KRS 382.385 (enacted in 1992) which does not have any limitation on
the finance charge or specify any other payment terms except that the
finance charge many not be "precomputed" but must be "computed on
the outstanding unpaid balances of the debtor's account from time to
time." ~ KRS 382.385(1)(b)(3).

(c)

What is the basis for escaping the general usury limit ofKRS 360.010
on non-credit card revolving credit lines of less than $15,000 to a
consumer?
(i)

Federal preemption.

(ii)

Borrowing credit union or other lender's rates.

FINANCE CHARGES; PERIODIC RATE.
(1)

A periodic rate not exceeding 1%% 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.

OTHER PERMITTED CHARGES.
Ifprovided for in the revolving credit plan, the following additional fees, charges and
costs may be collected:
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D.

XII.

(1)

Annual Fee. An annual fee of$20, KRS 287.750.

(2)

Delinquen<;y 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).

(3)

Real Estate Closing Costs. All fees and closing costs incurred in connection
with the taking of a mortgage on real estate, if bonafide and not retained by
the bank, can be collected, KRS 287.750(2).

(4)

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).

MISCELLANEOUS.
(1)

Initial Pisclosure. 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 ~ residence are authorized to
obtain credit under the plan, the disclosures and any subsequent periodic
statements may be delivered or mailed to the .Q.illl person designated by the
plan, KRS 287.720.

(2)

Periodic Statements. The information required by the federal Truth-inLending 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).

(3)

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 owed 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).

RETAIL INSTALLJ\ffiNT SALES ACT (KRS 371.210 - 371.330).
A.

SCOPE.
(1)

This act generally applies to consumer transactions, i.e., the sale of "goods"
or "services" when purchased primarily for personal, family or household use.
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(2)

B.

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

With respect to KRS 371.21O(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 lllQ1Q.[ home, which clearly is a "motor vehicle") is
subject to the provisions ofthe Motor Vehicle Retail Installment Sales
Act (KRS 190.090 et. seq.) or the Installment Sales Act (KRS
371.210, et seq.).

(b)

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

(c)

Later, in another opinion, the Attorney General attempted to resolve
the apparently conflicting statues by stating that stationary mobile
homes with a base 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).

(d)

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 statues appears to be no longer
applicable.

(e)

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 ofKRS 360.150. The manufactured home financing
transaction providing for a ~ rate of interest is governed by the
Motor Vehicle Retail Installment Sales Act. KRS 190.090 et seq.
(OAG 84-353).

(f)

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

FINANCE CHARGE RATES.
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C.

XIII.

(1)

KRS 371.260(1) specifically permits the seller to receive a "time price
differential" in retail installment contracts payable in substantially equal
monthly installments, but places not limitation upon the amount of the time
price differential.

(2)

Thus, because of the traditional distinction between "interest" and a "time
price differential", see Munson v White, 309 Ky. 295, 217 S.W.2d 641
(1920), the Retail Installment Sales Act contains no limit on the amount of
finance charge which can be collected.

OTHER PROVISIONS.
(1)

Disclosure Requirements. There are specific disclosure 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 ofthe time price differential
and other similar information, KRS 371.220. In 1996, the disclosure
requirements were liberalized to provide that an agreement can be "accepted"
by the buyer as an alternative to being "signed" by the buyer. "Acceptance"
is defined as including use by the buyer, or a person authorized by the buyer,
after requesting the account.

(2)

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. Acquisition costs of $20 can be
deducted before computing the rate. Rebates of less than $1 need not be
made, KRS 317.260(2).

(3)

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

MOTOR VEHICLE RETAIL INSTALLMENT SALES ACT (KRS 190.090 - 190.140)
A.

SCOPE.
(1)

Statutory Scope:
(a)

Any sale ofa 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).

(b)

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

(c)

(i)

Some exceptions exist for road machinery and farm
implements.

(ii)

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 that "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.

(iii)

Formerly, the definition of a motor vehicle was limited to
vehicles having a cash sales price of $5,000 or less. This
dollar qualification was deleted by the 1984 General
Assembly.

"Retail instalment contract" is defined in KRS 190.090(3) as follows:
"Retail instalment contract" means any agreement, entered
into in this state, evidencing a retail instalment sale of a motor
vehicle, other than for the purpose of retail, pursuant to which
title to. or a lien upon the motor vehicle is retained by the
retail seller as security for the retail buyer's obligation.

(2)

Bank Direct Motor Vehicle Lending With Dealer Performing Some Services.
(a)

Bank One, Lexington. N.A. v. Goodman, Clay Circuit Court, No. 96CI-00231 (case pending) (is a direct loan to finance a motor vehicle
which is executed by the borrower at the dealer's lot governed by the
substantive provisions of the MVRISA?).

(b)

By letter dated August 26, 1991, and signed by DFI Commissioner
Edward B. Hatchett, the DFI approved direct bank motor vehicle
lending. The DFI specifically noted that "the customer [would] make
application for credit to [the bank] through the dealer." The DFI
understood that the "credit application would be fOIwarded to the
Bank, and the credit decision would be made by an officer of [the
bank] at [the bank's] offices." The DFI was aware that "the note and
other forms would be prepared at the ~utomobile dealership, signed
and the dealership by the customer and forwarded to [the bank] for
entry on its books and further financing statements." The DFI knew
that "no bank employees will be located at the dealership and there
will be no solicitation or origination ofloans by bank employees at the
dealership." The DFI concluded that "the loan would be a direct
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obligation with [the bank].". The DFI advised the bank that it "does
not object to the Bank taking loan applications that have been filled
out at the automobile dealership." The DFI never advised the bank
that it believed the substantive requirements of the MVRISA applied
to the transaction.
B.

FINANCE CHARGE RATES AND COMPUTATION.
(1)

For any new or used motor vehicle sold in its mode1years, a $11/$100 "addon" rate can be charged, KRS 190.110(1).
(a)

C.

The proper method of calculating the maximum permissible finance
charge under KRS 190.110 is to multiply the principal balance (the
cash sale price less any down payment plus any insurance or official
fees) times the rate specified in KRS 190.110(1) time the number of
years over which the principal amount will be repaid (~, $10,000 x
$11/$100 x 5). Capitol Cadillac-Olds. Inc. y. Roberts, Ky., 813
S.W.2d 287 (1991).

(2)

For any new motor vehicle not sold in its model year, $13/$100 "add-on" rate
can be charges, KRS 190.110(1).

(3)

For any used motor vehicle having a mode 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).

(4)

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

(5)

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).

(6)

Prejudgment Interest. In Capital Cadillac-Olds, the Supreme Court held that
prejudgment interest is available on loans which have had the maturity
accelerated, and thereby clarified a longstanding ambiguity created by ~
Alliance Corp. v. Adams Construction Corp., Ky., 570 S.W.2d 283 (1978).

MISCELLANEOUS PROVISIONS.
(1)

Disclosure Requirements. KRS 190.100 contains requirements of what the
retail installment contract must contain. At least 8 point type is required, and
"all the agreements ofthe parties" must be included. 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
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coverage and benefits), the principal balance, the amount of the finance charge
and the "time balance" must also be disclosed.
(2)

Collateral. A motor vehicle installment sale contract cannot take a security
interest in any goods other than the motor vehicles and its accessories, KRS
190.100(1)(b).

(3)

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 acquisition cost of $25 can be deducted from the finance
charge ~ computation of the refund is made. No refund of less
than $1 need be made, KRS 190.120(1).

(b)

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

(4)

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.

(5)

DelinquenGY Charges. When the finance charge has been determined by a precomputed method, a delinquency charge on each installment not paid within
10 days ofits due date, in an amount not exceeding 5% of each installment of
$5, whichever is less, can be collected, KRS 190.100(1)(d).

(6)

Insurance. Contract may include provisions for the purchase of insurance by
the motor vehicle purchaser, and the amount may not exceed premiums
chargeable in accordance with the applicable rate filings.
(a)

Contract shall contain a definite statement, in 12 point bold type of
larger, that the insurance, if any, included in the sale provides or does
not provide coverage for personal liability and property damage
caused to others.

(b)

Within (30) days after execution of the contract, the retail buyer must
be sent a copy of the policies.

(c)

Buyer has the right to select insurance agent or broker.

(d)

If policy is canceled, unearned premiums must be refunded and
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credited to the contract balance.
(e)

(7)

XIV.

In 1994, KRS 190.100(4) was amended to claritY that single interest
insurance insuring the retail seller or sales finance company is not
considered insurance within the scope of this provision.

Attorney's Fees. When the finance charge has been determined by the precomputed method, attorney's fees not exceeding 15% of the amount due and
payable under the contract, plus court costs, can be collected if the contract
is referred to an attorney not a salaried employee of the holder of the contract
for collection. KRS 190.100(l)(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 ofKRS 453.250 should permit
the collection of attorney's fees in a "simple interest" situation.)
(a)

KRS 190.11 O(d)(1), which sets a maximum attorney's fees recovery
of 15% of the "amount due and payable", permits a maximum
recovery of 15% of the judgment amount (as opposed to the amount
due at acceleration). However, a court has the inherent right to
determine what is a reasonable attorney's fee (subject to the 15% cap)
even if the note provides that 15% is deemed to be a reasonable
attorney fee. Capitol Cadillac-Olds. Inc. y. Roberts, Ky., 813 S.W.2d
287 (1991).

(b)

Two other attorney's fees statutes exist in Kentucky -- KRS 355.3-106
and KRS 287.215 -- which contain similar language and which will
probably be similarly interpreted.

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 ofa "manufactured home," if the transaction provides "that
the rate ofinterest 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 ofinterest 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
manufactured in two or more modules at a location other than a homesite, and
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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 system. The term includes the plumbing, heating,
air conditioning and electrical systems contained in the structure, KRS
360.150(1)(c).

B.

(2)

Effect ofFederal Preemption Laws. To the extent that a "manufactured home
financing transaction" will result in the taking of a first lien on "residential real
property" or "residential manufactured housing," as defined in Section 501 of
the Depository Institutions Deregulation and Monetary Control Act of 1980,
the provisions of that statute, which preempt certain state laws to the
contrary, may also apply.

(3)

Option to Comply with Federal Agencies' Regulations. 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 Flll-BB, the
Comptroller of the Currency, or any other federal department, agency or
board, KRS 360.150(13).

VARIABLE RATE TRANSACTIONS.
(1)

Required Use Of Index. 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. Further, the frequency with which such adjustments
may be made, and limitations on the amount thereof, are specified, KRS
360.150(2).

(2)

Available Indices. KRS 360.150(3) only permits the use ofilYQ indices:
(a)

The montWy average yield on U.S. Treasury Securities adjusted to a
constant maturity of 5 years; or

(b)

An index approved by the Flll,BB or by the Comptroller of the
Currency for adjustable or variable interest rates on residential
mortgage loans.

(3)

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).

(4)

Ceiling on Amount of Adjustment.
(a)

Where the stated regular interval between rate adjustments is six
months, and 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
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such adjustment, KRS 360.150(6).

(b)

(5)

Decrease Mandatory. Any increases in the rate of interest permitted are
optional with the creditor; however, decreases are mandatory whenever the
total decrease int he index equals or exceeds one-quarter (114) of 1%, KRS
360.150(7).

(6)

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 of the new rate of interest takes effect, KRS 360.150(12).

(7)

Computation of Adjustment.

(8)

XV.

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 ofwhole consecutive six month period in the
interval between rate adjustments, KRS 360.150(7).

(a)

First Adjustment. Adjustments, either up or down, to the rate of
interest shall, for the first adjustment following the loan transaction,
be equal to the difference between the index value in effect on the first
day ofthe 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)

SubseQ1lent Adjustments. Adjustments after the first adjustment must
be equal to the difference between the index value in effect on the first
day for the second month preceding the adjustment date and the index
value in effect on the first day ofthe second month preceding the date
of the immediately preceding rate of adjustment, KRS 360.150(5).

Result of Adjustment on Payment Terms. By agreement, adjustment to the
rate of interest may result in changes in the amount of regular installments
payments due, or changes in the term of the financing, or a combination of
both, KRS 360.150(10).

ADVANCING AMOUNTS OF TAX REFUNDS.
A.

OAG 82-231: Transaction by which person advanced 60% of expected federal tax
refund in exchange for taxpayer's agreement to have refund check sent to person
supplying the funds and giving person advancing the money a power-of-attorney to
endorse the refund check was a loan subject to Kentucky's usury limits despite
arguments that (1) transaction was the sale ofa chose in action and not a loan and (2)
the uncertainty as to actual amount of refund and time of receipt eliminated ability to
state with reasonably certain the actual amount of return to be received by the party
advancing funds.
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B.

XVI.

Cadesv. H&RBlock, Inc., 43 F.3d 869 (4 th Cir. 1994),~. denied, 515 U.S. 1103
(1985). Delaware bank that provided customer with refund anticipation loan (RAL)
in connection with tax service's electronic filing and rapid refund program, thereby
enabling consumer to borrow funds on short-term demand basis in amount of
consumer's expected federal income tax refund, was located in Delaware, not South
Carolina where consumer and tax service was located, where loan was approved in
Delaware and loan proceeds originated in Delaware.

CHECK CASInNG SERVICES (KRS 368.010 - 368.990).

A.

B.

C.

LICENSE REQUIREMENT.
(1)

Enacted by the 1992 General Assembly, this chapter requires that a license be
obtained from the Kentucky Department of Financial Institutions before any
person "shall engage in the business of cashing checks for a fee or other
consideration". (KRS 368.020)

(2)

Entities exempt from licensing requirement (KRS 368.030):
(a)

Any bank, trust company, savings and loan association, savings bank,
credit union, consumer loan company, industrial loan corporation,
mortgage loan company, mortgage loan broker, or pawn broker which
is chartered, licensed or organized under state or federal law and
authorized to do business in Kentucky.

(b)

Any person who cashes checks without receiving any consideration or
fee.

(c)

Retail seller of goods or services who "from time to time" cashes
checks for a fee or other consideration.

CHECK CASHING FEE NEITHER "INTEREST" NOR LIMITED IN AMOUNT.
(1)

KRS 368.100(2): "Any fee charged by a licensee for cashing a check shall be
disclosed in writing to the bearer of the check prior to cashing the check, and
the fee shall be deemed a service fee and not interest."

(2)

Does this "not interest" characterization apply to a fee charged by a person
not required to have a license under KRS Chapter 368?

Miller v. HLT Check Exchange, 215 B.R. 970 (Bkrtcy.E.D. Ky. 12/18/97) (Howard,
C.J.).
(1 )

Chapter 13 debtor brought adversary proceeding against check cashing
service challenging $600 in fees when check cashing service held the check for
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two separate two week periods.

D.

E.

(2)

Court held that KRS 368.100(2) "seems to contemplate the first charge" and
focused its analysis on whether the second "renewal" charge was permissible.

(3)

"Since the fees and charges at issue here may be classified as finance charges,
they are subject to the usury statute, KRS 360.010 and 360.020." ~ 215
B.R. at 974.
(a)

"For the defendants to argue that they are not extending credit is
disingenuous. They are disbursing funds to people like the plaintiff on
the promise of repayment of the sum plus the 'service charge,' at a
later time. If this is not the extension of credit, this Court finds it hard
to imagine any transaction that it."

(b)

Court concluded that "Any finance charge that the defendants
required the plaintiffto pay in order to complete her transactions with
them which was in excess of the legal rate of interest was usurious."

Hamilton v. HLT Check Exchange. LLP, 1997 WL 769339 (E.D. Ky. 12/11/97)
(Hood, J.)
(1)

Plaintiffs brought suit challenging practice of charging 20% of amount of
check to hold check for two weeks and to incur an additional one week
"deferral" for 10% of the sum originally advanced.

(2)

KRS 368.100(2) applies to "the service of processing and providing instant
cash to unbanked people" but its "not interest" characterization does not
apply to transactions where the person is holding a check for a period of time
after the transaction. The latter transaction is a loan governed both by
Kentucky general usury law and the federal Truth-In-Lending Act.

1998 House Bill 226 (pending as of March 24, 1998).
(1)

Would establish limits on check cashing/deferred deposit fees. Fee could not
exceed $15/$100 and the fee is for a period of 14 days. The maximum
holding period would be 60 days with a limit of three rollovers. The
maximum amount ofa transaction could not exceed $500. An additional fee
for returned checks could also be imposed.
(a)

(2)

Effective interest rate would still be significant: $500 deferred for 14
days and three rollovers would result in a fee of$300 for 8 weeks on
$500.

Senate amendments would reduce fee to $10/$100 and only two rollovers.
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XVII. TITLE PLEDGE LOANS (SB 392 - proposed new sections ofKRS Chapter 368).
A.

SB 392 is legislation which would create new sections of KRS Chapter 368 to
regulate title pledge loans. Legislation was still pending as of the publishing deadline
for this outline.

B.

Currently, litigation is ongoing whether such loans are governed by the pawn broker
rules ofKRS Chapter 226.
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APPENDIX 2

C)
Comptroller of the Currency
Administrator of National Banks

Washington, DC 20219

February 17, 1998

Jeremy T. Rosenblum
Ballard Spahr Andrews & Ingersoll
1735 Market Street, 51 st Floor
Philadelphia, Pa 19103-7599
Dear Mr. Rosenblum:

I. Introduction
This is in response to your inquiry asking when an interstate national bank (a national bank with its
main office in one state, the home state, and a branch in another state, the host state), may charge
home state interest rates on its loans. You have represented that the bank desires to conduct
interstate lending programs with uniform pricing policies based upon the interest allowed by its
home state. You also have represented that if the bank determines to adopt such uniform pricing
policies, it will include in its loan documents a choice-of-Iaw clause disclosing to borrowers that
loan charges will be governed by Federal and home state law. I

II. Discussion
A. Summary of issues
Under 12 U.S.c. § 85, national banks may charge interest in accordance with the laws of the state
in which they are "located." The question that you pose necessarily recognizes that an interstate
national bank, as will be discussed, is considered to be "located," for purposes of applying section
85, in more than one state. Thus, the issue that arises is when the national bank should look to the
laws of its home state and when it should look to the laws of a host state to determine the rates that
it may permissibly charge with respect to its lending activities. This, of course, requires a review
of relevant statutory provisions, case law and legislative history.
1. The statute: 12 U.S.c. § 85 and judicial interpretations
Title 12 U.S.C. § 85 (section 85) provides:

J You also have represented that where bank loan officers provide substantial assistance to borrowers in
taking loan applications in person or closing loans in person at host state branches, the bank will provide clear
disclosure to this effect either orally or in writing before the borrower becomes obligated on the loan.
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-2Any [national] association may ... charge on any ... evidence of debt, interest at
the rate allowed by the laws of the State ... where the bank is located .... 2
Consequently, the first issue that arises is where an interstate bank is "located." In interpreting
section 85, the Supreme Court has specifically recognized that a national bank is "located" in the
state of its main office. 3 Consequently, the Court concluded that a national bank, under section 85,
could charge the interest rates permitted by its home state no matter where the borrower resides and
despite the contacts that occur in another state. 4 In addition, the Court of Appeals for the Fourth
Circuit permitted a national bank to charge rates permitted by the home state even where face-toface solicitation and signing of all loan documents by the borrower occurred in another state. 5
Marquette. Cades and Wiseman did not address the issue of the rates that may be charged by an
interstate national bank. 6 Further, in both the Marquette and Cades decisions, the courts
specifically noted that the bank did not have a branch in the state in which the borrower resided. 7

2. For purposes of section 85, a national bank may be located in both its home
state and its host states
Since the adoption of the Riegle-Neal Interstate Banking and Branching Act of 1994,8 (which for
the first time paved the way for extensive interstate branching by national banks), the OCC has
been called upon to determine whether an interstate national bank is also considered to be
"located" in a host state as well as its home state for purposes of section 85.9

2 Section 85 also provides several alternative rates that may be charged by the bank. Because you do not
rely on any of these alternative bases for determining the applicable interest rate, this letter does not address interest
that may be charged under these provisions.

3

Marquette National Bank v. First of Omaha Service Corp., 439 U.S. 299, 308-310 (1978) (Marquette).

4 Id. at pp. 313-319. Cf. Wiseman v. State Bank & Trust Co.. N.A., 854 S.W.2d 725 (Ark. 1993)
(Wiseman) (national bank located in one state may use that state's rates in making loans to a resident of a second
state even though national bank's parent company is incorporated in that second state).

5

Cades v. H&R Block, 43 FJd 869 (4th Cir. 1994), cert. denied, 515 U.S. 1103 (1995) (Cades).

6

Marquette at p. 309; Cades at p. 874; Wiseman at pp.727~728.

7 The Supreme Court stated that the bank had no branches in the borrower's state. Marquette at p.309
and fn. 20. The court in Cades took a similar approach determining first that a bank with its main office in
Delaware did not have a branch in South Carolina before it determined that the Delaware interest rates applied. See
Cades at p. 874. See also Christiansen v. Beneficial National Bank, 972 F. Supp. 681 (S.D. Ga. 1997).

8

Pub. L. No. 103-328, 108 Stat. 2338 (1994) (the Riegle-Neal Act).

9 See OCC Interpretive Letter No. 686, September 11, 1995, reprinted in [1995-96 Transfer Binder] Fed.
Banking L. Rep. (CCH) ~ 81-001; OCC Interpretive Letter No. 707, January 31, 1996, reprinted in [1995-1996
Transfer Binder] Fed. Banking L. Rep. (CCH) ~ 81-022; OCC Interpretive Letter No. 782, May 21, 1997, reprinted
in [Current Binder] Fed. Banking L. Rep. ~ 81-209.
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-3While the courts never have specifically addressed the issue of whether a national bank is
considered, for purposes of section 85, to be located in a state or states in which it operates
branches, based on precedents construing 12 U.S.C. §§ 36 and 94 (respectively, section 36 and
section 94), the acc determined that, for purposes of section 85, a national bank is considered to
be located in states in which it maintains branches. to Notably, the Court in Marquette, citing Bank
of California and Bougas, recognized that a bank could be considered to be "located" in a state in
which it has a branch. II
Consequently, an interstate national bank may be "located" for purposes of section 85 in both its
home state and its host state or states. As a result, the issue that arises is when a national bank
should apply the usury laws of its home state, and when it should apply the usury laws of a host
state, to a loan. This analysis requires a consideration of relevant statutory provisions and
legislative intent.

10 See Interpretive Letter 686 reaffirmed in Interpretive Letters 707 and 782 (relying on Seattle Trust &
Savings Bank v. Bank of California, N .A., 492 F.2d 48, 5 I (9th Cir.), cert. denied, 419 U.S. 844 (1974» (Bank of
California) (under 12 U.S.c. § 36(c), an interstate national bank with grandfathered branches in a state other than its
home state is "situated" in the state of the grandfathered branches for purposes of establishing additional branches
in that state); Citizens & Southern National Bank v. Bougas, 434 U.S. 35,43-45 (1977) (Bougas) (for purposes of
section 94 as it then existed, for venue purposes a national bank was "located" in a city or county in which it had a
main office or a branch office).

11 Marquette at p. 309, fn. 2 I. See also Ghiglieri v. Sun World National Association, I 17 F.3d 309, 3 16
(5th Cir. 1997). In addition, the relationship between section 94, addressing the "location" of national banks for
venue purposes, as interpreted by the Supreme Court in Bougas, and section 85, addressing the "location" of
national banks for usury purposes, is clear and direct. Section 94 was originally adopted as Section 57 of the Act of
June 3, 1864, 13 Stat. 116- I 17, but was omitted in the Revised Statutes of 1873. See Mercantile National Bank at
Dallas v. Langdeau, 371 U.S. 555, 561, 568 (I 963). Congress reenacted it in 1875 as an amendment to section
5198 of the Revised Statutes, codified at 12 U.S.C. § 86 (section 86), which specifically provides the remedies for
violations of section 85. Id. See also 18 Stat. 320; Michigan National Bank v. Robertson, 372 U.S. 591, 594 (1963)
(Michigan National). As the Supreme Court recognized in Michigan National, "when [section 94] was re-enacted
[in 1875], it was appended to the provisions dealing with usury actions against national banks." Thus, the venue
provisions, grounded on where a national bank was "located," provided a forum to apply the remedy specifically for
violations of section 85 which, of course, also were grounded on where a national bank was "located." As noted, the
Court in Bougas held that a national bank was "located" for purposes of section 94 wherever it had a main office or
a branch and, even before Bougas, at least one Court of Appeals observed: "none of the cases [interpreting section
85 or 94] indicate that Congress gave one meaning to "locate" in § 94 and another meaning to the same word in §
85." See Fisher v. First National Bank of Chicago, 538 F.2d 1284, 1289 (7th Cir. 1976), cert. denied, 429 U.S.
1062 (1977) (Fisher).
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3. Where a national bank is located in more than one state, which state's usury
laws govern interest that may be charged by the bank?
a. The Riegle-Neal Act
The Riegle-Neal Act for the first time established a comprehensive federal statutory scheme
permitting general interstate branching by national banks and by state banks. 12 Thus, Congress
permitted, for the first time, national banks and state banks, as a general matter, to have main
offices in one state and branches in one or more other states. In doing so, Congress recognized that
this new corporate structure would raise issues with respect to the applicability of usury laws to
loans made by interstate national and state banks. 13 Two provisions of the Riegle-Neal Act address
interest rates that may be charged by interstate national banks.
(1) The applicable law clause

Section 103(b)(1) (the applicable law clause) of the Riegle-Neal Act provides that:
The laws of the host State regarding community reinvestment, consumer
protection, fair lending. and establishment of intrastate branches shall apply to any
branch in the host State of an out-of State national bank to the same extent as such
State laws apply to a branch of a bank chartered by that State, except-(i) when Federal law preempts the application of such State laws to a national
bank ....
See 12 U.S.c. § 36(f)(1)(A) (emphasis added).14
The Riegle-Neal Act Conference Report notes that the reference to host state consumer
protection laws includes "applicable usury ceilings." See,~, H.R. Rep. No. 651, 103d Cong.,
2d Sess., 51 (1994) (the Riegle-Neal Act Conference Report or Conference Report). However,

12 Prior to the adoption of the Riegle-Neal Act, branching by national banks and state banks that were
members of the Federal Reserve System was constrained, with certain exceptions, by federal law to intrastate
branching. 12 U.S.C. §§ 36,321. But see 12 U.S.c. § 36(a) (permitting interstate grandfathered branches); Sun
World at p. 315 (following relocation by a national bank of its main office from one state to another, permitting
branch retention in the former main office state). In addition, while states could permit state banks that were not
members of the Federal Reserve System to branch on an interstate basis, few did. Hearing before the Subcommittee
on Financial Institutions Supervision, Regulation and Deposit Insurance of the Committee on Banking, Finance and
Urban Affairs, House of Representatives, I03d Cong., 1st Sess., p. 53, 56 (October 26, 1993) (Written Statement of
Comptroller of the Currency Eugene A. Ludwig).
13 While the Riegle-Neal Act raised this issue with respect to both national and state banks, because only
national banks are within the regulatory jurisdiction of the OCC, this response will address the impact of the RiegleNeal Act only on interest rates that may be charged by national banks~

14 An exception also was provided if the Comptroller determines that the state law discriminates between
an interstate national bank branch and state bank branches. Id. at (f)(l)(A)(ii). A similar provision, absent the
preemption and discrimination exceptions, was adopted with respect to state banks. See 12 U.S.C. § 18280).
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-5with respect to state usury ceilings, application of the preemption provision in clause (i) brings
into play section 85 and the standards of section 85 then govern how state usury law is made
applicable to a host state branch of a national banle In other words, the state usury law of the
host state of a national bank applies to particular loans made by the bank because section 85 sets
forth the framework that determines the permissible rates of interest that national banks may
charge and that framework makes the host state's usury ceilings applicable (with limited
exception l5 ) to particular loans made by a national bank that is considered to be "located" in that
state.
However, the framework of section 85 does not expressly address two crucial questions that arise
when section 85 is applied to an interstate bank's lending operation:
(1) Maya national bank use the rates of one state in which it is "located" even when it is
doing business with customers in a second state in which it is also "located"?
(2) When a national bank is "located" in more than one state for purposes of section 85, what
usury ceiling does section 85 make applicable to the bank's lending activities?
(2) The usury savings clause

Because of these uncertainties about how section 85 would apply to interstate banks, Sen. Roth
introduced a provision at section 111 of the Riegle-Neal Act (the usury savings clause) which
provides:
No provision of this title and no amendment made by this title to any other
provision of law shall be construed as affecting in any way--

*****
(3) the applicability of [section 85] ....

16

As Sen. Roth stated in explaining the intent underlying this provision:
In order to ensure that banks providing credit to out-of-State borrowers would be
unaffected by structural changes brought about by interstate branching legislation, I
offered the [usury] savings clause in committee, and it is now part of this
conference report.

15 As mentioned in fn. 2, supra, section 85 also provides for alternative rates. One such rate, that tied to the
discount rate on commercial paper in effect at the Federal reserve bank in the Federal reserve district where the bank
is located, is not tied to state law.

16

12 U.S.c. § 1811 note.
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-6The essential point of my amendment is that a branch of a bank that provides credit
across State lines may impose its State law loan charges even though there is a
branch of that same bank in the State of its customer. 17
With respect to the usury savings clause, the Conference Report is explicit that the clause was
intended to preserve existing authorities related to the interest charges that may be imposed by
interstate national banks under section 85 notwithstanding the state of residence of the borrower.
As the Conference Report states, the Riegle-Neal Act:
[does] not affect existing authorities with respect to any charges under ... [section
85] ... imposed by national ... banks for loans or other extensions of credit made
to borrowers outside the state where the bank or branch making the loan or other
extension of credit is located. 18
Moreover, as Sen. Roth noted, prior to the adoption of the usury savings clause, the Federal
Deposit Insurance Corporation was "uncertain" whether interstate branching might prevent a bank
from charging home state rates to customers in host states. 19 As a result of his concern with the
FDIC's response, Sen. Roth offered the usury savings clause during Senate Banking Committee
consideration of the legislation. As he subsequently told the Congress:
I immediately began to take steps to address this potential threat not only to
Delaware's credit card industry but to all banks that extend credit to borrowers who
reside outside the State where the bank, or under this legislation, the branch making
the loan or other extension of credit is located.

*****
The savings clause means that the establishment of a branch in the borrower's state
does not defeat the powers that a Delaware bank enjoys today under [section 85]
20

17
140 Congo Rec. S12789 (daily ed. Sept. 13,1994) (the Roth statement). As the courts have long
recognized, the views of the sponsor of an amendment provide a "weighty gloss" as to the meaning of legislation."
See, U, Galvin V. U.L. Press, 347 U.S. 522,527 (1954).

18 Riegle-Neal Act Conference Report at p. 63. Courts have long recognized that "Committee Reports
represent the most persuasive indicia of congressional intent" and "are powerful evidence of legislative purpose."
2A Sutherland Statutory Construction §§ 48.06 (5th ed.1992 & Supp. 1996).

19 Id. In response to a written question from Sen. Roth concerning the ability of an interstate bank to use
home state interest rates in making loans to residents of host states, Andrew Hove, Jr. acting director, FDIC,
explained that the effect of interstate banking in this respect was uncertain. See Na.tionwide Ban.king and ~ranching
and the Insurance Activities of National Banks: Hearings Before the Senate Committee on Bankmg, Housmg, and
Urban Affairs, 103d Cong., 1st Sess. 272 (1993) (Response to Written Questions of Senator Roth from Andrew C.
Hove, Jr.). Governor John P. LaWare of the Federal Reserve Board also expressed similar uncertainty in response
to Sen. Roth's question. Id. at pp. 28-281.

20

Roth statement at S 12789.
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-7Thus, the usury savings clause answers the first question and assures that the Marquette doctrine,
permitting a bank to utilize interest rates allowed by the law of the state where the bank is located
regardless of the state of the residence of the borrower, is not defeated simply because a bank has a
branch in the state where the borrower resides. 21 This, then leads directly to the second question
which you pose: under what circumstances may the bank use and export the interest rates permitted
by its home state, as well as the corresponding question, under what circumstances may the bank
use and export the interest rates permitted by a host state.

(3) Applicability of home state rates and host state rates
In discussing the interplay of the applicable law clause, the usury savings clause and section 85 in
the context of interstate branching, Sen. Roth also addressed the issue of when a bank may look to
home state and host state usury law in determining permissible interest rates that it may charge. He
stated:
The statement of managers expressly refers to the potential of a 'branch making the
loan or other extension of credit .... ,22 This language underscores the widespread
congressional understanding that, in the context of nationwide interstate branching,
it is the office ofthe bank or branch making the loan that determines which State
law applies. The savings clause has been agreed to for the very purpose of
addressing the FDIC's original concerns and making clear that after interstate
branching, [section 85 is] applied on the basis of the branch making the 10an. 23

21
It is likewise clear that the interest charges that may be imposed under section 85, as preserved by the
usury savings clause, include those permitted to any lender in the state as determined by the Supreme Court in
enunciating the most favored lender doctrine. Tiffany v. The National Bank of the State of Missouri, 85 U.S. 409,
413 (1874).

22 The Riegle-Neal Act Conference Report at p. 63 discussed loans made to borrowers outside the state
where the "bank or branch making the loan is located."

23 Roth Statement at S12789. (Emphasis added.) In this regard, Sen. Roth's comments were similar to
those of Sen. Riegle with respect to the impact of interstate branching on interest charges that could be imposed by
national banks. As Sen. Riegle had earlier stated:

During discussions of the interstate banking bill, Senator Pryor raised concerns
about the applicability of State usury laws to out-of-state branches. He wanted
to ensure that branches of out-of-State banks coming into Arkansas were subject
to that State's usury ceiling. My staff consulted with his staff and we addressed
his concern in the committee report on S. I963 in which we made clear State
usury laws would apply to interstate branches coming into the host state.
140 Congo Rec. S48 I0 (April 26, 1994). S. 1963 had provided that:
Any branch of a national bank that is established as a result of a combination
[under this legislation] shall be subject to the laws of the host State, including
those that govern intrastate branching, consumer protection, fair lending, and
community reinvestment, as if it were a branch ofa national bank having its
main office in that State.
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Thus, Congress had a clear recognition in the dawning age of comprehensive interstate branching,
that host state rates could apply to loans made by an interstate bank. Sen. Roth went on to identify
circumstances under which host state rates would apply -- that is, when a branch or branches in a
host state would be considered to be making a loan. He stated:
The conferees were very careful in drafting ... agency authority, whereby one bank
may use an affiliated bank in another State as its agent with respect to some, but not
all, aspects of an interstate loan. 24 What the conferees intended was to allow the
principal bank in State A to use an agent bank in State B to assist with deposits and
loans in a way that the law of State A would be applicable even though the agent
bank in State B helped in some respects. The statement of managers correctly
characterizes these permissible functions of the agent as 'ministerial.' Excluded
from the ministerial category are the decision to extend credit, the extension of
credit itself, and the disbursal ofthe proceeds ofa
loan . ... 25 (These are
referred to as the "non-ministerial functions.")
Sen. Roth applied these same principles to interstate branches. 26 As he stated:
[I]t is clear that the conferees intend that a bank in State A that approves a loan,
extends the credit, and disburses the proceeds to a customer in State B may apply
the law of State A even if the bank has a branch or agent in State B and even if that
branch or agent performed some ministerial functions such as providing credit card
or loan applications or receiving payments.

*****
S. Rep. No. 240, 103d Cong., 2d Sess., 30 (March 23, 1994) (emphasis added). The commentary, as did the
commentary in the Riegle-Neal Act Conference Report, explicitly stated that consumer protection laws included
"applicable usury ceilings." Id. at p. 17.
24 Under this provision, affiliated banks could, at their offices, provide certain services (agency banking
services) for customers of each other without being considered to be branches. 12 U.S.c. § 1828(r). With regard to
lending, the statute lists agency banking services as closing loans, servicing loans and receiving payments on loans. Id.
The Riegle-Neal Act Conference Report and Sen. Roth's remarks elaborate on the activities that fall within these
functions: providing loan applications, assembling loan documents, providing a location for returning documents
necessary for making a loan, providing loan account information and receiving loan payments. Riegle-Neal Act
.
Conference Report at p. 49; Roth statement at S12789-12790.

25

26

Id. at S 12789. (Emphasis added).
As Sen. Roth explained:
Were it any other way, that is, if the branch in State B could not perform at least
the ministerial functions of an agent in State B without affecting the authority of
the bank in State A to apply the law of State A to the extension of credit to a
customer in State B, then Congress would have constructed a significant
disincentive to nationwide branching in authorizing agency powers for bank
holding companies....

Roth statement at p. S12790.
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-9Thus, it is clear that a branch of a multistate bank located in State A that approves a
loan application and extends credit to a customer in State B where the bank also has
a branch may, under the savings clause, impose loan charges allowed by the law of
State A and may, without affecting the applicability of State A's law to such
charges, use its State B facility to perform some ministerial functions regarding
such extension of credit. 27
In light of the above legislative history, we conclude that the mere presence ofa host state branch
does not defeat the ability of a national bank to apply its home state's rates to loans made to
borrowers who reside in that host state. However, as described by Sen. Roth, if a branch or
branches in a particular host state approves the loan, extends the credit, and disburses the proceeds
to a customer, Congress contemplated application of the usury laws of that state regardless of the
state of residence of the borrower.

4. Loans where the non-ministerial functions occur in different states or in
offices other than a bank's main office or branches
As discussed, Sen. Roth clearly addressed loans by interstate banks that would be considered to be
"made" in a host state because each of the three elements -- the three non-ministerial functions -occurs at a branch or branches in that host state.
Sen. Roth's three element test of where a loan is made by an interstate bank, however, creates
unaddressed categories of interstate loans: that is, (l) loans where the three non-ministerial
functions occur in the main office or branches in different states; or (2) loans where any of the
three nonministerial functions occurs in an office not considered to be the main office or a branch
of the bank.
In these circumstances, where the plain language and meaning of a statute, taking into
consideration its legislative history, are silent as to a particular issue, the agency charged with
interpreting the statute is required to render a reasonable interpretation. 28 We conclude that, for
the following reasons, in circumstances, such as those listed above, where a loan cannot be said to
be "made" in a host state under the approach laid out in the Riegle-Neal legislative history, the loan
must be considered to be a bank loan and the home state's rates may always be applied. 29

27 Id. We recognize that Sen. Roth's formulation of where a loan is made for purposes of applying section
85 in the new world of comprehensive interstate branching, may not be relevant for other purposes,~, 12 C.F.R. §
7.1003 (interpreting 12 U.S.c. § 36(j)). Of course, depending on their underlying policies, analogous but unrelated
statutes may be construed differently. See,~, 2A and 2B Sutherland at §§ 45.15, 51.1, and 53.05.

28

Sun World atp. 313-314.

29 Of course, if the three non-ministerial functions occur in the main office or in branches in the home
state, under section 85, Marquette, and the Riegle-Neal Act legislative history, as discussed, the home state rates
will apply.
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First, nothing in the Marquette decision, specifically preserved by the usury savings clause,
requires that a bank must conduct certain lending activities in the home state to use the home
state's rates notwithstanding the state of residence of the borrower. 3o
Second, a determination that the rates permitted by a national bank's home state may always be
used, absent a statutory requirement that the laws of another state must apply, is fully consistent
with the determination by the Supreme Court in Marquette that section 85 "not be interpreted so
as to throw into confusion the complex system of modem interstate banking."3] Were it any
other way, in circumstances where a loan is not considered to be "made" in any particular host
state taking into consideration the three elements set forth in the Riegle-Neal Act legislative
history, the bank would have no state to look to for determining the applicable rate of interest.
The "confusion" that the Supreme Court sought to avoid in Marquette would be unavoidable. 32
Third, when a loan is made, the bank is always the lender regardless of where certain functions
occur. As has been stated:
A branch is not a separate corporation or legal entity but is an office or agency
operated by the legal entity which operates the main bank. It has no separate

30 Marquette at pp. 309-313. See also OCC Interpretive Letter No. 72 I, March 6, 1996, reprinted in
[1995-1996 Transfer Binder] Fed. Banking L. Rep. (CCH) ~ 81-036.

31

Marquette at p. 312.

32 We note, too, that any interpretation leading to the conclusion that there was no state to which a
national bank could look in determining permissible interest rates, would be the kind of result that the court in Sun
World, in a different context, sought to avoid. Sun World at pp. 314-315, n. 5. In that case, plaintiff argued that
following an interstate main office relocation, a national bank had to re-establish its branches in its former main
office state. For a variety of reasons, the court in Sun World found the plaintiffs interpretation, that when a bank
relocated its main office it had to re-establish its branches, "nonsensical" and in "sharp contrast" to the opposite
result urged by the Comptroller. Similarly, a result leaving a national bank without a reference point for
determining appropriate state interest rate law would be equally "nonsensical" and, for the reasons stated, we
believe the appropriate state law, if a loan is not "made" in a host state in accordance with the three elements set
forth in the Riegle-Neal Act legislative history, is the law of the home state.

We further note that our conclusion that, absent a federal statutory requirement otherwise, a national bank may
charge interest as permitted by home state laws, is consistent with the recognition by courts of the need for a
company with far-flung operations to adopt a uniform law to govern its transactions and of the appropriateness of
permitting those companies to adopt the law of their headquarters state. See,~, Kruzits v. Okuma Machine Tool.
Inc., 40 F.3d 52, 56 (3d Cir. 1994); Sarnoff v. American Home Products Corp., 798 F.2d 1075, 1082 (7th Cir.
1986). See also Clarkson v. Finance Companv of America at Baltimore, 328 F.2d 404, 406-407 (4th Cir. 1964)
(Clarkson) which reached the same conclusion in a usury case noting the "convenience, uniformity and simplicity
achievable by having one law govern the activities of [the lender] through the several states of its operations."
Notably, the rationale as set forth in these cases mirrors the concerns of Congress, as discussed, 130 years ago in
enacting section 85 to apply to a national banking system operating in an interstate environment. Marquette at pp.
312,314-318. Cf. Gray v. American Express Co., 743 F.2d 10, 17 (D.C. Cir. 1984) (upholding choice oflaw,
based on principal place of business of the lender, governing contractual terms applying to cancellation of a credit
card).
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board of directors or capital structure, its deposits are pooled with those of the
main bank, and its loan limits are based on the main bank's capital structure. 33
We note, however, that the situation arising where fewer than all three of the non-ministerial
functions occur in a particular host state's branch or branches raises additional considerations. One
scenario in which this could happen is if a loan is approved at a home state back office, but the
proceeds of the loan are disbursed to the borrower at a host state branch. The ace letters
previously discussed have addressed this type of situation. 34 In those situations, a loan would not
be considered to be made in a host state based solely on the one or two non-ministerial functions
that occurred in that state; on the other hand, non-ministerial functions beyond those ministerial
functions contemplated by Sen. Roth would, in fact, be performed in the host state. 35 Neither the
statute nor the legislative history specifically address whether home state or host state rates apply in
that situation. While, for the reasons discussed above, we conclude that home state rates may be
used, the oee, in the interpretive letters previously discussed, has reviewed the entire transaction
to determine whether there was a clear nexus between the host state, the rates of which the bank
sought to apply, and the loan to justify imposition of the host state's rates. 36 In each of the letters,
the oee concluded that it was permissible for the lending bank to charge the rates permitted by the
host state even if the borrower resided in another state. In doing so, the oee recognized the
significance of an appropriate disclosure to the borrower that the interest charged is governed by
applicable federal law and the law of the relevant state. 3?

33 See,~, Kenilworth State Bank v. Howell, 230 A.2d 377, 380 (N.J. 1967). See also Ramapo Bank v.
425 F.2d 333, 341-342 (3d Cir.), cert. denied, 400 U.S. 828 (1970) (recognizing that a bank's main office
represents the legal existence of the bank). We further note that all of a bank's loans are aggregated and reported
on its call report, and profits and losses arising from loans are profits and losses of the bank, a bank's directors are
ultimately responsible for a bank's loan policies and standards, and compliance with restrictions on lending limits
and loans to insiders and affiliates are based on relationships that borrowers have with the bank.

~,

34 Interpretive Letters No. 686 and 707 (proceeds disbursed at branch in host state); Interpretive Letter No.
782 (approval in branch state).

35

Roth statement as S12789-12790.

36

See,~,

Interpretive Letter No. 782.

37 Id. This determination is consistent with common law principles regarding choice of law provisions in
usury and non-usury contexts. Courts have long held, even at the time of the adoption of section 85, that parties,
within parameters, may choose the state whose laws will govern their transaction. See Miller v. Tiffany, 68 U.S.
298, 310 (1864) (choice of usury law among that of several states left to how parties structured their transaction).
See also McAllister v. Smith, 17 Ill. 328, 333-335 (1856). This ability of the parties to make a choice of applicable
~sury law among jurisdictions with a nexus to the loan contract, while articulated in different ways in different
jurisdictions, has been repeated over the years in both usury and non-usury cases. See,~, Seeman v. Philadelphia
Warehouse Company, 274 U.S. 403, 407-409 (1927); Fahs v. Martin, 224 F.2d 387, 397-398 (5th Cir. 1955);
Clarkson at p. 406-407 (4th Cir. 1964); Uniwest Mortgage Corp. V. Dadecor Condominiums. Inc., 877 F.2d 431,
435 (5th Cir. 1989).

Courts have recognized exceptions to this general rule if the contracts do not have sufficient links to the chosen
forum) or if the law chosen violates the public policy of the forum state whose law also could be applied to the
transaction. See,~, Solman Distributors. Inc. v. Brown-Forman Corporation, 888 F.2d 170 (1 st Cir. 1989);
American Star Insurance Co. V. Girdley, 12 F.3d 49 (5th Cir. 1994); General Electric Co. V. Keyser, 275 S.E.2d
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- 12 5. The definition of non-ministerial functions
You next ask what we consider to constitute the making of a loan as described by Sen. Roth 38 -that is, what constitutes approval, disbursal and the extension of the credit -- and where those
actions occur.

a. Approval
You contend that a determination of where approval occurs may depend on whether a loan decision
is made based on subjective underwriting criteria applied by bank personnel with the authority to
exercise discretion or whether the decision is subjected to a credit-scoring model or other nondiscretionary underwriting standard. You note that approval in the former situation can involve a
host of factors including the circumstances underlying any past credit problems of the applicant,
special strengths of the applicant, recent changes in circumstances and the nature of the
relationships between the bank and the applicant and related parties. Under these circumstances,
we agree that the approval cannot be considered merely a ministerial act, as described by Sen.
Roth, and that the appropriate location of the approval is where the person is located who is
charged with making the final judgment of approval or denial.
If, however, a loan is subject to non-discretionary criteria that will be applied mechanically, we
agree with your analysis that the loan is approved where the decision to apply those criteria to that
loan is made. The decision to use the credit-scoring system or other non-discretionary
underwriting standard requires the exercise of skill and judgment and may have a significant effect
on the credit quality of a loan portfolio. This action simply must be viewed as non-ministerial.
Once that decision is made, however, the other steps in the underwriting process -- that is, the entry
of the application data into a computerized or mechanistic underwriting formula -- are, to use Sen.
Roth's term, ministerial, since the mere application of the particular facts to the predetermined and
automatic criteria cannot alter the pre-ordained credit decision.
Of course, where a credit scoring system is utilized, but bank personnel have discretion to review
and change an automatically rejected loan application, the situation becomes similar to the former
situation where a loan, from the time of initiation, is to be reviewed according to underwriting
criteria involving discretion. In these situations, where that discretion is actually utilized with
respect to a particular loan, and where the loan previously rejected by the non-discretionary
underwriting criteria is then approved, we concur, for the reasons stated above, with your

289 (W. Va. 1989); North American Bank. Ltd. v. Schulman, 474 N.Y.S.2d 383 (N.Y. Co. Ct. 1984). These
exceptions are inapplicable: as discussed, the acc requires that the chosen forum have a dear nexus to the
transaction and the Supreme Court has made it clear that "the interest rate that [a national bank] may charge ... is ..
. governed by federal law." Marquette at p. 308. Consequently, policies underlying federal law, not state law, are
relevant and these policies are designed to promote flexibility and efficiency in lending by national banks. See,~,
section 85; Marquette at p. 312; Tiffany at p. 413; Fisher at p. 1291 (permitting use of most favored lender rate, use
of higher of several alternative rates, and use of permissible rate irrespective of the state of residence of the
borrower).
38

Roth statement at S12789.

J - 58

- 13 conclusion that the act of final approval is non-ministerial and that the site of the final approval is
the location in which it is granted.

b. Disbursal
With regard to disbursal, you contend that the relevant site is the site of "physical disbursal" of the
funds or, if loan proceeds are deposited into an account of the borrower, the branch at which the
account is booked. Sen. Roth distinguished between "the actual disbursal of proceeds" and
"delivering previously disbursed funds to a customer." He characterized the former as nonministerial -- "so closely tied to the extension of credit that it is a factor in determining, in an
interstate context, what State's law applies."39 While it is not possible at this time to ascertain and
analyze all of the different ways in which funds can be disbursed at a branch, it is clear that where
a bank gives the proceeds of a loan in-person to a customer40 or credits the borrower's account at a
branch, the funds are being "actually" disbursed at a branch and would constitute "disbursal" as
contemplated by Sen. Roth. On the other hand, it appears equally clear, for instance, that if funds
are disbursed by the bank to an escrow agent or title agent who, in tum, disburses them to the
borrower, that would, to use Sen. Roth's formulation, constitute "delivering previously disbursed
funds to a customer" and the disbursal to the customer would be a ministerial event regardless of
where it occurred.

c. Extension of credit
Finally, Sen. Roth noted a third element in his formulation of the non-ministerial functions that
constitute the making of a loan -- extension of credit. While it might be argued that the approval
and disbursal constitute the extension of credit, you contend that Sen. Roth clearly added a third
prong by separately referencing the "extension of credit" and that, in adding this, Sen. Roth was
intending to incorporate the communication of the final approval by the bank to the borrower. You
further contend that the relevant site is the site from which the first communication of final
approval comes. We agree with your assessment. First, Sen. Roth clearly spoke of a test with
three distinct elements. Second, it stands to reason that an approval of a loan or line of credit and
disbursal of the proceeds in some form or fashion is of no significance if the bank does not
communicate to the borrower that the loan has been approved. Approval of a credit card is
irrelevant, for instance, if the applicant is never informed and never receives the card. Thus, in our
view, communication from the bank to the customer that the loan has been granted complements
the approval of the loan and the disbursal of the proceeds.
We also note that, while it may be argued that the closing of a loan could constitute the "extension
of credit," as described by Sen. Roth, it is clear from his statement that his characterization of
certain functions as either ministerial, not affecting what State's law applies, or non-ministerial,
affecting what state's law applies, is based on the line that Congress drew in permitting "agency

39

Roth statement at S 12789-12790.

40 See 12 C.F.R. §§ 7.1003--7.1005 regarding the circumstances under which disbursal of loan proceeds
by a bank requires branch authorization.
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- 14 banking" activities without implicating branching concerns. 41 In adopting "agency banking,"
Congress explicitly provided that the closing of loans, as long as that did not implicate approval or
disbursal, was to be considered a ministerial function. 42 Consequently, Sen. Roth could not have
considered loan closings to be a non-ministerial function.
For these reasons, we conclude that the first communication of final approval constitutes the final
element of Sen. Roth's three-part test and that the relevant site is the site from which that
communication comes.

B. Conclusion
Consequently, for the reasons set forth above, we conclude that an interstate national bank may
charge interest permitted by the laws of its home state unless the loan is made -- that is, the loan is
approved, credit is extended and funds are disbursed -- in a branch or branches of the bank in a
single host state. If one or two of those three functions occur in a host state, the bank may,
alternatively, charge the interest permitted by that state if, based on an assessment of all of the facts
and circumstances, the loan has a clear nexus 43 to that state. 44 Moreover, if a bank is permitted to
charge the rates of a particular home or host state, it may under section 85, the usury savings
clause, and the Supreme Court's decisions in Marquette and Tiffany, charge the most favored
lender rates permitted by that state and may charge the permissible interest rates irrespective of the
state of residence of the borrower.
I hope that this has been responsive to your inquiry.
Sincerely,

Julie L. Williams
Chief Counsel

41

Roth statement at S12789.

42

12 U.S.c. § I 828(r)(1); Riegle-Neal Act Conference Report at p. 49.

43 For examples of what the acc has recognized as a clear nexus supporting use of host state rates, see
acc Interpretive Letter Nos. 686, 707 and 782.
44 In any event, you have represented that the bank will include in its loan contracts choice-of-Iaw
provisions disclosing to borrowers that the interest rates are governed by federal law and the law of the relevant
state.

J - 60

KENTUCKY LAW OF ESCHEAT
APPLICABLE TO FINANCIAL INSTITUTIONS

Debra K. Stamper
Kentucky Bankers Association
Louisville, Kentucky
and

David L. Beckman, Jr.
Brown, Todd &: Heyburn PLLC
Louisville, Kentucky

Copyright 1998. Debra K. Stamper and David L. Beckman. Jr.

SECTION K

KENTUCKY LAW OF ESCHEAT
APPLICABLE TO FINANCIAL INSTITUTIONS
TABLE OF CONTENTS
I.

INTRODUCTION .•....•••.•...•.••..•.......••.••.•......•..•.•...•..•.•..•......••••......••........•........................•............

K-l

II.

BASIC STATUTORY FRAMEWORK
Presumption of Abandonment
Banking Assets Subject to Escheat
Inactive Accounts
Certified Checks, Bank Checks, and Certificates of Deposit
Safe Deposit Box Contents
Bank or Holding Company Stock Certificates and Dividends
Property Held by Financial Institutions in Fiduciary Capacities

K-l
K-l
K-2
K-2
K-2
K-2
K-2
K-3

III.

ABANDONED PROPERTY NOTIFICATION REQUIREMENTS
Information Required
Payment of Abandoned Property to Department
Legal Proceedings
Department Examination Rights
Special Procedures for Abandoned Property and Safe Deposit Boxes

K-3
K-3
K-3
K-3
K-4
K-4

IV.

RECENT DEVELOPMENTS IN ESCHEAT LAW AND PROPOSED LEGISLATION ..••
Summary of Pending Litigation of the KBA
Kentucky Bankers Association, et at v. Treasurer
~......
Cassady and Parrish v. Hamilton, individually and in his capacity as Treasurer
Marcum v. Hamilton, et al.
Summary of Proposed Legislation
House Bill 693
Senate Bill 339

K-4
K-4
K-4
K-5
K-5
K-5
K-6
K-6

EXHIBIT A:

Kentucky Escheat Statute and Administrative Regulations

K-9

EXHIBIT B:

Abandoned Property Report Form, Kentucky State Treasurer

K-27

EXHIBIT C:

Marcum v. Hamilton, et aI., Franklin Circuit Court (1998)

K-29

EXHIBIT D:

Kentucky Legislation and the 1998 Kentucky General Assembly..........................

K-39

SECTIONK

KENTUCKY LAW OF ESCHEAT
APPLICABLE TO FINANCIAL INSTITUTIONS
Debra K. Stamper
David L. Beckman, Jr.

1.

INTRODUCTION

The law ofescheat in Kentucky is embodied in Chapter 393 ofthe Kentucky Revised Statutes
as well as in Title 20, Chapter 1 ofthe Kentucky Administrative Regulations (20 KAR 1:020 et seq.),
copies of which are attached hereto as Exhibit A. Although the concept that abandoned property
would accrue to the benefit of the state is somewhat unpalatable in this day and age of
antigovernment sentiment, courts long ago in Kentucky have accepted the propriety and
constitutionality of such statutes. Anderson National Bank et at. v. Reeves, 172 S.W.2d 575 (Ky.
1943). Despite such acceptance, the escheat laws and jurisdiction ofthe Kentucky State Treasurer
to enforce those laws has been the subject of much recent debate. Currently pending litigation,
among other things, seeks to challenge the use by the Kentucky State Treasurer of nonemployee
agents to investigate and audit persons and entities for compliance with Kentucky's escheat laws.
What follows is a general discussion ofthe escheat laws applicable to financial institutions in
Kentucky, various problems and issues associated with such laws, and an update on currently pending
litigation and proposed legislation seeking to change the nature and effect of such laws as they apply
to financial institutions.
II.

BASIC STATUTORY FRAMEWORK

A.
Presumption of Abandonment. Generally KRS 393.060 provides that various
property and assets held or owing by financial institutions are presumed abandoned if no actions are
taken on the part ofthe property owner with respect to such property for certain statutorily mandated
periods oftime. Financial institutions holding funds or other assets presumed to be abandoned under
KRS Chapter 393 must comply with the reporting requirements provided in KRS 393.110, which are
discussed in further detail below. Financial institutions refusing to surrender property to the Treasury
Department (the "Department") are subject to an equitable proceeding that may be brought at the
instance of the Kentucky State Treasurer. KRS 393.230(1). According to the statute, financial
institutions turning presumed abandoned property over to the Department are generally relieved of
all liability with respect to such property whether or not it is ultimately and conclusively determined
that such property is, in fact, abandoned under law. KRS 393.130. However, the statute further
provides that a financial institution that has paid monies to the Department shall make payment to any
person appearing to such financial institution to be entitled thereto, and upon proof of such payment
and proofthat the payee was entitled thereto, the Department shall reimburse the financial institution
for the amount of such payment. KRS 393. 130. Thus, the foregoing provisions ofthe statute dealing
with liability reliefdo not alleviate the requirement that a financial institution actually pay the amount
of abandoned property turned over to the Department directly to the rightful owner. Additionally,
the impact of Section 19 ofthe Kentucky Constitution (which strictly prohibits any law impairing the
obligation of contracts) on the enforceability of the escheat laws in conjunction with the validity of
banking depositor contracts is somewhat unclear. Although the statute purportedly relieves financial
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institutions of responsibility for abandoned property turned over to the Department, the financial
institution likely must, under contract, pay a claiming beneficiary the property paid to the Department
plus interest according to the contract. As noted above, the statute then permits the financial
institution to seek reimbursement or credit from the Department for amounts paid. But see Anderson
National Bank et at v. Reeves, 170 S.W.2d at 354 (holding that taking away a depositor's right of
action against bank upon transfer of a deposit to the Department did not create a "deprivation of
property" where in lieu thereof depositor was afforded a right against the State).
B.

Banking Assets Subject to Escheat.

1.
Inactive Accounts. Any deposit payable on demand or deposit other than
those payable on demand (including checking accounts, savings accounts, money market accounts,
etc.) of a financial institution (including any interest thereon) will be presumed abandoned unless the
owner has within seven (7) years:
(a)

negotiated in writing with the financial institution concerning the
account;

(b)

been credited with interest on the account on instrument on his
request;

(c)

had a transfer, disposition of interest, or other transaction noted of
record in the books or records of the financial institution; or

(d)

increased or decreased the amount of the deposit.

KRS 393.060(1) and 070.
2.
Certified Checks, Bank Checks, and Certificates of Deposit. Any sums
payable on checks certified by a financial institution or instruments issued directly by a financial
institution (including certificates of deposit, drafts, money orders and travelers checks) are presumed
abandoned if they have been outstanding for more than seven (7) years from the date the instrument
became payable, or from the date ofissuance ifpayable on demand, or, in the case oftravelers checks,
ifthe checks have been outstanding for more than fifteen (15) years from the date ofissuance unless
the owner has within seven (7) years (or fifteen (15) years in the case of travelers checks)
corresponded in writing with the financial institution concerning the item, or otherwise indicated in
interest as evidenced by a memorandum on file with the financial institution. KRS 393.060(2).

Safe Deposit Box Contents. Any funds or other personal tangible or
3.
intangible property removed from a safe deposit box or any other safekeeping repository or agency
or collateral deposit box on which the lease or rental period has expired due to nonpayment of rental
charges or other reason are presumed abandoned if unclaimed by the owner for more than seven (7)
years from the date of the expiration of the lease or rental period. KRS 393.060(3).
Bank or Holding Company Stock Certificates and Dividends. Any stock
4.
or other certificate of ownership or any dividend, profit, distribution, interest, payment or principal
or other sum held or owing by a financial institution for or to any of its shareholders, bond holders
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or other security holders who has not claimed such property, or corresponded in writing with the
financial institution concerning that property, within seven (7) years after the prescribed date for
payment or delivery of that property is generally presumed abandoned. KRS 393.064. Thus, any
holding company stock certificates deliverable to former bank shareholders in connection with a
holding company formation, any dividends returned as undeliverable, and any proceeds of the sale
of financial institution stock in connection with any merger or other acquisition transaction that
remain undelivered for a period of seven (7) years are presumed to be abandoned.

5.
Property Held by Financial Institutions in Fiduciary Capacities.
Generally property in Kentucky that has been devised or bequeathed to any person and is not claimed
by that person or his heirs within seven (7) years of the date of death of the testator, or the owner of
any property having situs in the state dies without heirs entitled to it and without disposing of it by
will, the property is deemed to vest in the state. KRS 393.020. Similarly, intangible personal
property and any income thereon held by a fiduciary for the benefit of another person is presumed
abandoned unless the owner has, within seven (7) years after it becomes payable or distributable,
increased or decreased the principal, accepted payment of principal or income, corresponded in
writing concerning the property or otherwise indicated an interest as evidenced by a memorandum
on file with the financial institution. KRS 393.066. Thus, financial institutions serving as executors
of estates or as trustees, have an obligation to report abandoned trust or estate property to the
Department and to pay that property over in accordance with applicable law.
III.

ABANDONED PROPERTY NOTIFICATION REQUIREMENTS

Any financial institution holding property presumed abandoned in accordance with KRS
Chapter 393 shall cause a report, in the form attached hereto as Exhibit B, to be filed with the
Department on or before August 1 of each year listing any property presumed abandoned as of the
immediately preceding July 1. KRS 393.110(1).
A.
Information Required. The report should include the abandoned property owner's
name, last known address, nature and identifYing number or a description ofthe property, the amount
ofthe property appearing due from appropriate records, the date when the property became payable,
demandable or returnable, and the last known transaction with the owner with respect to the property.
KRS 393.110(1)(a). Items of property presumed abandoned having a value ofless than $100 may
be reported in the aggregate. KRS 393.110(1).

Payment ofAbandoned Property to Department. Any financial institution making
B.
a report of any property presumed abandoned shall turn over such abandoned property to the
Department on or before January 1 of each year with respect to property reported the preceding
August 1. KRS 393.110(3). If there occurs between the date an abandoned property report is filed
and the next following January 1 any condition that has a substantial tendency to rebut the
presumption of abandonment, then the financial institution shall not be required to turn the property
in question over to the Department except on order of a court. Id.
Legal Proceedings. Any financial institution holding property presumed abandoned
C.
has the right to a judicial determination of its rights under KRS Chapter 393. Likewise, the
Commonwealth of Kentucky may institute an actions to recover the property presumed abandoned,
whether it has been reported or not, and may include in one petition all the property within the
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jurisdiction of the court in which the action is brought. KRS 393. 11 0(4).
D.
Department Examination Rights. Ifany financial institution fails to make a full and
complete report of property as required by KRS Chapter 393, the Department after giving the
financial institution ten (10) days notice in writing, may examine the records and other accounts of
the financial institution. 20 KARl :050, Section 1. The examination may include (a) current, dormant
and closed account records, (b) verification of contractual agreements between depositors and the
financial institutioH fegarding thededucfion of services charges, account inoreases or decreases and
the cessation ofinterest payments, and (c) the financial institution's procedures for reviewing dormant
accounts. The Department shall have reason to believe that a financial institution has failed to comply
with the reporting requirements ofKRS Chapter 393 and may examine the records of the financial
institution if(a) the financial institution has not submitted a report to the Department, (b) the financial
institution has submitted reports to the Department in which the financial institution's report states
that it has no unclaimed property, (c) the financial institution fails to report types of unclaimed
property normally reported by like businesses or associations, (d) when amounts remitted from the
financial institution are not comparable to reports received from like financial institutions, or (e) when
information is provided from other reliable sources that a financial institution may be holding
unclaimed property that has not been reported. After the completion of an examination, the
Department shall provide the financial institution with a statement of its examination findings and
proposed adjustments. The financial institution shall have thirty days in which to review the
examination findings and proposed adjustments. No later than thirty days after the date of the
statement, the financial institution shall cause to be generated an amended annual report. If the
financial institution disagrees with the examination findings, the financial institution may file an official
protest within the thirty (30) day period or the amount as set out in the statement will become
absolute and final and be immediately due and payable. The financial institution is entitled to an
administrative hearing in its protest. 20 KARl :050, Section 1(5). If any financial institution refuses
to payor surrender property to the Department as provided in KRS 393.110, an equitable proceeding
may be brought on the relation of the State Treasurer to force payment or surrender.
E.
Special Procedures for Abandoned Property and Safe Deposit Boxes. Every
financial institution maintaining safe deposit boxes or other safekeeping repositories shall report to
the Department with an inventory of property in its possession which constitutes unclaimed funds.
20 KAR 1:060, Section 1. An inventory report shall be submitted for each safe deposit box or
repository, signed by two officials ofthe financial institution who opened the box and conducted the
inventory. Each report with respect to a box or repository shall include various required information
concerning the owner and the contents ofthe box. The property of each unclaimed safe deposit box
or repository shall be placed in an individual envelope, with a copy of the inventory report. The
envelope shall then be sealed appropriately and signed by the financial institution and delivered to the
Department.

IV.

RECENT DEVELOPMENTS IN ESCHEAT LAW AND PROPOSED LEGISLATION
A.

Summary of Pending Litigation of the KBA.

1.
Kentucky Bankers Association, et at. v. Treasurer, Franklin Circuit Court,
Civil Action No. 97-CI-01429 (September 23, 1997).
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The KBA and two named banks, Home Federal, FSB and Kentucky Bank, filed a class
action suit against the Treasurer challenging both his authority to conduct audits in the fashion he is
attempting and his interpretation and application ofcurrent laws. Specifically, the lawsuit challenges:
•

The Treasurer's legal authority to use outside auditors, on a contingency fee
basis, for Chapter 393 examinations. KRS 393.280(1).

•

The Treasurer's legal authgrity to require a financial institution to submit to
a "desk audit". KRS 393.280(1).

•

The Treasurer's interpretation ofsufficient contact on automatically renewable
accounts, including "rollover CDs".

•

The Treasurer's policy of requiring financial institutions to reimburse owners
for property already escheated to the State, with credit given on the next
reporting period.

•

The Treasurer's or the State's legal authority to regulate dormancy fees or
other service charges, which are regulated by federal law.

•

The Treasurer's practice of examining for a fifteen year period.

A temporary injunction was granted on October 2, 1997 prohibiting the Treasurer from using
outside auditors in examinations and prohibiting desk audits. That order was modified on December
19, 1997 to exclude desk audits from its coverage, although that issue has not been resolved on the
merits. The Treasurer has, to date, unsuccessfully sought relief from this order from both the
Kentucky Court of Appeals and the Kentucky Supreme Court.
2.
Cassady and Parrish v. Hamilton, individually and in his capacity as
Treasurer, Franklin Circuit Court, Civil Action No. 98-CI-00259 (March 6, 1998).
Ballard W. Cassady and Selina O. Parrish, as citizens and taxpayers of Kentucky,
brought action against John Kennedy Hamilton for his improper expenditure of escheated funds for
radio ads lobbying ofthe passage ofa particular bill, House Bill 693, in violation ofKRS Chapter 393
and of Kentucky's Constitution.
3.
Marcum v. Hamilton, et aI., Franklin Circuit Court, Civil Action No.
_ _ _ (March~ 1998).
Although as of the time of publication of these materials the KBA has not yet been
served, it is our understanding that an action has been filed against the Treasurer, the KBA, and two
Kentucky financial institutions alleging violations ofKRS Chapter 393 and seeking declarative and
injunctive relief, among other things, to require compliance with KRS Chapter 393 by all Kentucky
financial institutions. Mr. Marcum has filed suit individually and on behalfofall owners ofunclaimed
property. A copy of this lawsuit is attached hereto as Exhibit C.
B.

Summary of Proposed Legislation. At the time of publication of these materials,
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March 17, 1998, there were two bills introduced in the 1998 General Assembly that would impact
KRS Chapter 393.
1.
House Bill 693. This bill is based on the most recent version of the Uniform
Act with certain modifications suggested by the Treasurer's office, which were unacceptable to the
holders of property potentially subject to escheat. This law has not come out of Committee in the
House and, at this late stage, is not expected to move further.
2.
Senate Bill 339. This bill makes specific, limited modifications to KRS
Chapter 393 as it currently reads. See copy of bill attached hereto as Exhibit D. The changes made
by the bill, as amended, are:
Activity sufficient to constitute contact on an account, thus avoiding
(a)
the presumption of abandonment, will include:

•

Communication by the owner, in writing or otherwise, which
is reflected in a contemporaneous record prepared by or on
behalf of the bank holder;

•

A regularly mailed statement of account or other notification,
such as a federal form 1099, unless the mailed statement has
been returned to the bank as undeliverable by the United
States Postal Service or other similar provider. "Regularly
mailed" is described as a type of mailing sent at least annually
to all owners of a similar category of account.

(b)
Interest and gain on escheated funds must be paid to the owner.
Upon proper claim of property escheated to the state, the Treasurer will pay to the claimant all
monies escheated plus any gain. For property that is held in an interest bearing account prior to
escheatment, the holder will report that money as presumed abandoned but will continue to hold it
in an interest bearing escrow account for an additional 10 years.
(c)
Safe deposit boxes. Holders of property held in safe deposit boxes
will be reimbursed by the state for the cost of opening the box for escheatment and for any valid liens
of the holder.
(d)

The examination provisions will be amended in several ways:

•

Examination period shall be limited to the period and records
for establishing the accuracy of the information in the next
preceding reporting period.

•

Examinations shall be performed by the Department of
Financial Institutions.

•

Documents or work papers obtained or compiled during the
examination are not open records and must be kept

K-6

confidential.
Property finders are restricted in their activities. Arrangements with
(e)
an attorney to file a claim for property is excluded from these provisions:

•

Finders cannot contract to find property until it has been
escheated for more than 24 months.

•

Finders must contract with owners by written agreement, with
the following limitation: the fee cannot exceed 10%; the
agreement must specify the property; the agreement must be
signed; the agreement must itemize the value of the property
after deduction of the fee.

•

Owners may seek legal remedy from violations of these
provisions and may recover attorney's fees.

•

Finders must give consumer disclosures in ads or other written
communications.
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EXHIBIT A

KENTUCKY ESCHEAT STATUTE
AND
ADMINISTRATIVE REGULATIONS

KENTUCKY REVISED STATUTES
CHAPTER 393

ESCHEATS

393.010. Definitions for chapter - Application of chapter.
(l) As used in this chapter, unless the context requires otherwise:
(a) "Banking organization" means any bank, trust company, savings
bank, industrial bank, land bank, safe deposit company, or a
private banker enga&:ed in business in this state;
(b) "Business association' means any corporation, joint stock company,
business trust, partnership, or any association for business purposes of two (2) or more individuals;
(c) "Financial organization" means any savings and loan association,
building and loan association, credit union, cooperative bank, or
investment company, engaged in business in this state;
(d) "Life insurance corporation" means any corporation or association
transacting within this state the business of insurance on the lives
of persons or insurance appertaining thereto, including, but not by
way of limitation, endowments and annuities;
(e) "Claim" means to demand payment or surrender of property from
the person whose duty it is to pay the claimant, or surrender to him
the property involved;
(f) "Treasurer" means the State Treasurer;
(g) "Department" means the Department of the Treasury;
(h) "Person" means any individual, state or national bank, partnership,
joint stock company, business, trust, association, corporation, or
other form of business enterprise, including a receiver, trustee, or
liquidating agent.
(2) This chapter does not apply to bonds of counties, cities, school districts,
or other tax-levying subdivisions of this state or to any money, funds, or
other intangible property at any time held or owing for any minerals or
other raw materials capable of being used for fuel in the course of
manufacturing, processing, production, or mining. The provisions of
this subsection shall be effective retroactively to all such moneys, funds,
or other intangible property held or owing by any person on June 1,
1960, or thereafter.
(1605a, 1610: amend. Acts 1960,ch. 142, § 1; 1962,ch. 144, § 1; 1994, ch.
58, § 2, effective March 10, 1994; 1994, ch. 276, § 9, effective July 15, 1994.)
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393.020. Property subject to escheat.
If any property having a situs in this state has been devised or bequeathed
to any person and is not claimed by that person or by his heirs, distributees,
or devisees within seven (7) years after the death of the testator, or if the
owner of any property having a situs in this state dies without heirs or
distributees entitled to it and without disposing of it by will, it shall vest in
the state, subject to all legal and equitable demands. Any property abandoned by the owner, except a perfect title to a corporeal hereditament, shall
vest in the state, subject to all legal and equitable demands. Any property
that vests in the state under this section shall be liquidated, and the
proceeds, less costs, fees, and expenses incidental to all legal proceedings of
the liquidation shall be paid to the department.
(1606; 1994, ch. 58, § 3, effective March 10, 1994; 1994, ch. 83, § 1, effective
July 15, 1994.)
393.025. Owner of abandoned property loses income or increments
accruing thereafter.
When property is paid under this chapter or KRS 271B.14-400, the owner is
not entitled to receive income or other increments accruing thereafter.
(Enact. Acts 1960, ch. 142, § 5; 1972, ch. 274, § 164; 1988, ch. 23, § 190,
effective January 1, 1989.)
393.030. Disposition of property subject to escheat.
(1) The personal representative of a person, any part of whose property is
not distributed by will, and who died without heirs or distributees
entitled to it shall settle their accounts within one (1) year after
qualifying, and pay to the department the proceeds of all personal
property, first deducting the proper legal liabilities of the estate.
(2) If the whole personal property cannot be settled and the accounts closed
within one year, the settlement as far as practicable, shall then be made
and the proceeds paid to the department, and the residue shall be
settled and paid as soon thereafter as can be properly done.
(3) The personal representative shall take possession of the real property of
the decedent not disposed of by his will, and rent it out from year to year
until it is otherwise legally disposed of, and pay the net proceeds to the
department.
(4) The personal representative shall also make out and transmit to the
department a description of the quantity, quality, and estimated value
of the real property and its probable annual profits.
(1607; 1994, ch. 58, § 4, effective March 10, 1994.)
393.040. Procedure if legacy or devise is not claimed.
If any devisee or legatee, or his heir, devisee, or distributee, has failed for
seven (7) years to claim his legacy or devise, the personal representative of
the testator, or other person possessing it shall, after deducting the legal
liabilities thereon, pay and deliver it and the net profits from it to the
department.
(1608; 1994, ch. 58, § 5, effective March 10,1994; 1994, ch. 83, § 2, effective
.July 15, 1994.)
393.050. Presumption of death after seven years - Disposition of
property.
When a person owning any property having a situs in this state is not known
to be living for seven (7) successive years, and neither he nor his heirs,
devisees, or distributees can be located or proved to have been living for
seven (7) successive years, he shall be presumed to have died without heirs,
devisees, or distributees, and his property shall be liquidated and the
proceeds, less costs incident to the liquidation and any legal proceedings,
and the liabilities which have been properly claimed and approved against
it, shall be paid to the department.
(1609; 1994, ch. 58, § 6, effective March 10, 1994.)
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393.060. Presumption of abandonment of certain property held by
bank or trust company.
The following property held or owing by a banking or financial organization
is presumed abandoned:
(1) Any deposit (legal, beneficial, equitable, or otherwise) payable on
demand in any bank or trust company in this state, together with the
interest thereon, unless the owner has within seven (7) years:
(a) Negotiated in writing with the bank or trust company concerning it;
(b) Been credited with interest on the passbook or certificate of deposit
on his request;
(c) Had a transfer, disposition of interest, or other transaction noted of
record in the books or records of the bank or trust company; or
(d) Increased or decreased the amount of the deposit;
(2) Any sum payable on checks certified in this state or on written
instruments issued in. this state on which a banking or financial
organization or business association is directly liable, including, by way
of illustration but not oflimitation, certificates of deposit, drafts, money
orders, and traveler's checks, that with the exception of traveler's
checks has been outstanding for more than seven (7) years from the
date it was payable, or from the date of its issuance if payable on
demand, or, in the case of traveler's checks that has been outstanding
for more than fifteen (15) years from the date of its issuance unless the
owner has within seven (7) years or within fifteen (15) years in the case
of traveler's checks corresponded in writing with the banking or
financial organization concerning it, or otherwise indicated an interest
as evidenced by a memorandum on file with the banking or financial
organization;
(3) Any funds or other personal property, tangible or intangible, removed
from a safe deposit box or any other safekeeping repository or agency or
collateral deposit box in this state on which the lease or rental period
has expired due to nonpayment of rental charges or other reason, or any
surplus amounts arising from the sale thereof pursuant to law, that
have been unclaimed by the owner for more than seven (7) years from
the date on which the lease or rental period expired.
(1610: amend. Acts 1960, ch. 142, § 6; 1976, ch. 255, § 1; 1994, ch. 83, § 3,
effective July 15, 1994.)

393.062. Presumption of abandonment of unclaimed funds held by
life insurance corporation. - (1) "Unclaimed funds," as used in this
section, means all moneys held and owing by any life insurance corporation
unclaimed and unpaid for more than seven (7) years after the moneys
became due and payable as established from the records of the corporation
under any contract which has matured or terminated. A life insurance policy
not matured by actual proof of the death of the insured is deemed to be
matured and the proceeds thereof are deemed to be due and payable if such
policy was in force when the insured attained the limiting age under the
mortality table on which the reserve is based, unless the person appearing
entitled thereto has within the preceding seven (7) years, (a) assigned,
readjusted, or paid premiums on the policy, or subjected the policy to loan,
or (b) corresponded in writing with the life insurance corporation concerning
the policy. Moneys otherwise payable according to the records ofthe corporation are deemed due and payable although the policy or contract has not
been surrenderd as required.
(2) Unclaimed funds, as defined in this section, held and owing by a life
insurance corporation shall be presumed abandoned if the last known
addre!,s, according to the records of the corporation, of the person entitled to
the funds is within this state. If a person other than the insured or annuitant
is entitled to the funds and no address of such person is known to the
corporation or ifit is not definite and certain from the records of the corporation what person is entitled to the funds, it is presumed that the last known
address of the person entitled to the funds is the same as the last known
address of the insured or annuitant according to the records of corporation.
(Enact. Acts 1960, ch. 142, § 2, effective June 16, 1960.)
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393.064. Presumption of abandonment of stock or dividend of business association.
Except as provided i.n. KRS 272.291, .an~ st?ck ~r other certificate of
ownership, or any dlVIdend, pro~t, dlstnbut~on, mtere~t,. payment, or
principal, or other sum held or owmg by a busmess assoclahon for or tc? a
shareholder certificate holder, member, bondholder, or other secunty
holder or a participating patron of a cooperative, who has not claimed it, or
corresponded in writing with the business association concerning it, within
seven (7) years after the date prescribed for payment or delivery, is
presumed abandoned if:
(1) It is held or owing by a business association organized under the laws of
or created in this state; or
(2) It is held or owing by a business association doing business in this state,
but not organized under the laws of or created in this state, and the
records of the business association indicate that the last known address
of the person entitled thereto is in this state.
(Enact. Acts 1960, ch. 142, § 3, effective June 16, 1960; 1994, ch. 83, § 4,
effective July 15, 1994.)

393.066. Presumption of abandonment of intangible personal
property held by fiduciary. - All intangible personal property and any
income or increment thereon, held in a fiduciary capacity for the benefit of
another person is presumed abandoned unless the owner has, within seven
(7) years after it becomes payable or distributable, increased or decreased
the principal, corresponded in writing concerning the property, or otherwise
indicated an interest as evidenced by a memorandum on file with the
fiduciary:
(1) If the property is held by a banking organization or a financial organization, or by a business association organized under the laws of or created
in this state; or
(2) If it is held by a business association doing business in this state, or
any agent or fiduciary acting for or under contract with a business association doing business in this state, but not organized under the laws of or
created in this state, and the records of the business association indicate that
the last known address of the person entitled thereto is in this state; or
(3) Ifit is held in this state by any other person. <Enact. Acts 1960, ch. 142,
§ 4, effective June 16, 1960.)

393.068. Presumption of abandonment of personal property held by
federal government.
(1) All tangible personal property or intangible personal property, including
choses in action in amounts certain, and all debts owed or entrusted
funds or other property held by the federal government or any federal
agency, or any officer, or appointee thereof, shall be presumed abandoned in this state if the last known address of the owner of the
property is in this state and the property has remained unclaimed for
five (5) years.
(2) The federal government or any federal agency thereof which pays or
delivers abandoned property to the department under this section is
relieved of all liability to the extent of the value of the property so paid
or delivered for any claim which then exists or which thereafter may
arise or be made in respect to the property.
.
(3) The federal government or any federal agency thereof may deduct from
the amounts to be paid or delivered to the department the proportionate
share of the actual and necessary costs of examining records and
reporting such information.
(Enact. Acts 1960, ch. 142, § 10, effective June 16, 1960; 1994, ch. 58, § 7,
effective March 10, 1994.)
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393.070. Deposits not pa:rab1e on demand - When presumed abandoned.
Any deposit (legal, beneficial, equitable, or otherwise) other than those
payable on demand in any bank or trust company in this state, together with
the interest thereon shall be presumed abandoned unless the owner has,
within the seven (7) years immediately prior to the date reports are required
by KRS 393.110:
(1) -Neg()tiated in writing with the-bank or trust company concerning it;
(2) Been credited with interest on the passbook or certificate of deposit on
his request;
(3) Had a transfer, disposition of interest, or other transaction noted of
record in the books or records of the bank or trust company; or
(4) Increased or decreased the amount of the deposit.
(1610: amend. 1994, ch. 83, § 5, effective July 15, 1994.)

393.080. Presumption of abandonment of security deposit or public
utility refund.
The following funds held or owing are presumed abandoned:
(1) Any deposit of money, stocks, bonds, or other credits made to secure
payment for services rendered or to be rendered, or to guarantee the
performance of services or duties, or to protect against damage or harm,
and the increments thereof, unless claimed by the person entitled
thereto within seven (7) years after the occurrence of the event that
would obligate the holder or depository to return it or its equivalent.
(2) Except as provided in KRS 272.291, any sum which a public utility has
been ordered to refund and which was received for utility services
rendered in this state, together with any interest thereon, less any
lawful deductions, that has remained unclaimed by the person appearing on the records of the utility entitled thereto for more than seven (7)
years after the date it became payable in accordance with the final
determination or order providing for the refund.
(3) If there remains a total of one million dollars ($1,000,000) or more in
unclaimed sums one (1) year after a public utility refund became
payable in accordance with the final determination or order providing
for the refund, excepting sums that may eventually be claimed pursuant to KRS 272.291, and less any lawful deductions, the Finance and
Administration Cabinet shall enter into an agreement or agreements
with the public utility that will allow the public utility to pay the
unclaimed sums, minus the exceptions noted above, to the Kentucky
State Treasurer immediately if the Attorney General determines by
written opinion that a reasonable relationship exists between the
source of and reason for the refund, and the workers' compensation
liability of a bankrupt employer who purportedly was self-insured,
either individually or through a self-insurance group, under KRS
Chapter 342. Payment of the unclaimed sums to the Kentucky State
Treasurer shall constitute a complete release of the public utility from
any further responsibility for the sums so paid, and from liability to any
person who may have a claim to any of such sums.
(4) The Kentucky Workers' Compensation Funding Commission shall preserve the rights of persons or ratepayers entitled to claim a refund
under KRS 393.080, and may utilize any funds available to the agency
for the purpose of preserving those rights.
(1610: amend. Acts 1960, ch. 142, § 7; 1994, ch. 83, § 6, effectiw July 15,
1994; 1996, ch. 116, § 1, effective March 28, 1996, retroactive to February 1,
1976.)
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393.082. Special expendable trust fund for unclaimed sums under
KRS 393.080(3) - Administration and distribution of
fund - Claims procedure.
(1)

(2)

(3)

(4)

(5)

(6)

(7)

Unclaimed sums delivered to the Kentucky State Treasurer pursuant to
KRS 393.080(3) shall be placed in a special expendable trust fund
established by the Kentucky Workers' Compensation Funding Commission. The Kentucky Workers' Compensation Funding Commission shall
establish a separate trust account with respect to each final determination or order providing for a refund that the Attorney General
determines to have a reasonable relationship to the workers' compensation liability of a bankrupt employer.
The commissioner of the Department of Workers' Claims shall be the
administrator of the resulting trust fund established pursuant to this
section. The commissioner or commissioner's designee shall be authorized to determine the value of all workers' compensation claims against
the bankrupt employer and to prepare a comprehensive distribution
plan. Eligible claimants may elect to participate in a comprehensive
distribution plan in exchange for the release of all related claims
against the Commonwealth and all of its cabinets, departments, bureaus, agencies, officers, agents, and employees, with the exception of
the special fund in the Labor Cabinet. A claimant shall agree as part of
a release under this section not to file any future motions to reopen the
named workers' compensation claim or claims, and not to file new
claims with respect to the same injury or occupational disease.
A comprehensive distribution plan for unclaimed utility refunds placed
in a trust account pursuant to this section shall consist of the full
payment of workers' compensation income benefits for eligible claimants until the fund is exhausted, subject to the exceptions noted in KRS
393.080 and this section, and may include lump-sum settlements in
addition to biweekly payment plans. An initial distribution shall be
made to eligible claimants after the commissioner of the Department of
Workers' Claims, or the commissioner's designee, has made an initial
determination of the number of eligible claimants, the amount of
income benefits due, and the amount to be retained as a reserve for
pending claims. The initial distribution shall include payment of all
past due income benefits, without interest, for eligible claimants.
Neither the special fund nor the uninsured employers' fund shall be
considered to be claimants for the purposes of this section. Medical and
related benefits shall not be considered in the valuation of the claims
unless the amount available in the trust fund clearly exceeds the
estimated value of income benefits for all claims. If a workers' compensation surety bond, letter of credit, or other form of security for the
payment of the workers' compensation liabilities of a bankrupt employer has been collected by the commissioner of the Department of
Workers' Claims or the Workers' Compensation Board for distribution to
claimants in a manner to be determined by court order, it may be
assumed in the valuation of the claims in a comprehensive distribution
plan that the security will be distributed by the court on a pro rata basis
and an appropriate deduction may be taken.
In preparing the valuation of claims for inclusion in a comprehensive
distribution plan, the commissioner or commissioner's designee shall
deduct special fund payments. Settlement of a workers' compensation
claim as part of a comprehensive distribution plan under this section
shall not accelerate the date on which the special fund's liability
becomes due.
If the bankrupt employer ceased business operations at least three (3)
years prior to establishment of a trust account pursuant to this section,
only claimants who file workers' compensation claims within sixty (60)
days of the establishment of the trust account or before shall be eligible
to receive payments from the trust fund.
All claimants shall cooperate with information requests from the
Department of Workers' Claims concerning prior payments of workers'
compensation benefits. The commissioner of the Department of Workers' Claims or commissioner's designee may subpoena witnesses, including present or past managers and officers ofthe bankrupt employer,
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and may conduct evidentiary hearings under oath relating to the past
and present workers' compensation liabilities of the bankrupt employer
or information relevant to unpaid workers' compensation benefits.
Administrative subpoenas issued under the authority of the commissioner of the Department of Workers' Claims for this purpose may be
enforced in the Franklin Circuit Court.
(8) The Attorney General shall provide representation of the comprehensive
distribution plan as a named defendant in the event the establishment
of the trust fund is challenged.
(9) The provisions of KRS 393.080(3) or this section shall not be construed
to constitute an admission of the validity of any workers' compensation
claims, nor shall these provisions be interpreted in a manner that would
transfer or create liability on behalf of the commissioner of the Department of Workers' Claims, any agency or employee, beyond that expressly set forth in a comprehensive distribution plan.
(10) The special fund shall issue trust fund checks in the amounts and to
the claimants or claimants' representatives as directed by the commissioner of the Department of Workers' Claims.
(11) The personnel and other costs of administering a trust fund established
pursuant to this section shall be paid out of the investment income of
the trust fund.
(12) Attorney fees shall be subject to the limitations and maximum
amounts for the payment of attorney's fees established by subsection (1)
of KRS 342.320, as well as the approval of the commissioner or the
commissioner's designee.
(13) If a workers' compensation claimant elects not to participate in a
comprehensive distribution plan proposed by the commissioner of the
Department of Workers' Claims or the commissioner's designee, that
claimant shall not be entitled to any portion of the utility refund for the
payment of the workers' compensation benefits. A claimant shall haye
sixty (60) days following issuance of a comprehensive distribution plan
in which to make an election to participate or not.
(Enact. Acts 1996, ch. 116, § 2, effective March 28, 1996.)
393.090. Presumption of abandonment of intangible personal
property not otherwise covered. - Except as otherwise provided in KRS
393.010, all intangible property, not otherwise covered by this chapter,
including any income or increment thereon and deducting any lawful
charges, that is held or owing in this state by any person and has remained
unclaimed by the owner for more than seven (7) years after it became
payable or distributable is presumed abandoned. (1610: amend. Acts 1960,
ch. 142, § 8; 1962, ch. 144, § 2; 1966, ch. 255, § 267.)

393.092. Effect of property owner's residence in another state. If specific property which is subject to the provisions of KRS 393.060,
393.064, 393.066, 393.070 and 393.090 is held for or owed or distributable
to an owner whose last known address is in another state by a holder who
is subject to the jurisdiction of that state, the specific property is not presumed abandoned in this state and subject to this chapter if:
(1) It may be claimed as abandoned or escheated under the lmvs of such
other state; and
(2) The laws of such other state make reciprocal provision that similar
specific property is not presumed abandoned or escheatable by such other
state when held for or owed or distributable to an owner whose last known
address is within this state or by a holder who is subject to the jurisdiction
of this state. (Enact. Acts 1960, ch. 142, § 13, effective June 16. 1960.)
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393.095. Unclaimed pari-mutuel tickets from quarter horse or
appaloosa racetracks. - All funds represented by unclaimed pari-mutuel
winning tickets held in this state by any person, association or corporation
operating a pari-mutuel or similar system of betting at quarter horse or
appaloosa racetracks shall be presumed abandoned, within the meaning of
KRS Chapter 393, if not claimed by the person entitled thereto within two
(2) years from the time the ticket became payable. (Enact. Acts 1950, ch. 29;
1978, ch. 307, § 16, effective June 17,1978; 1980, ch. 84, § 15, effective July
15, 1980.)

393.100. Property paid into court - When presumed abandonedReversion to municipality which procured payment into court. - Any
property paid into any court of this state for distribution and the increments
thereof, shall be presumed abandoned if not claimed within five (5) years
after the date of payment into court or as soon after the five-year period, as
all claims filed in connection with it, have been disallowed or settled by the
court. Provided, however, That any property paid into any court of this state
for distribution and the increments thereof, which may be presumed abandoned as provided in this chapter and which shall have been recovered or
procured upon the relationship or through the instrumentality of any municipality of this state, shall revert to the general fund of such municipality and
at any time after the five-year period has expired, after the date of the
payment into the court, the municipality may by petition filed against the
custodian of such funds, in the court in which said property is located,
request the payment thereof to said municipality and the judge of said court
shall order the custodian thereof, to pay the entire sum to said municipality.
Provided, further That before entering judgment, ordering said sum so paid,
the court shall require that notice be published at least once in a newspaper
of general bona fide circulation in the county, stating the intention of the
court to award such sum to the municipality and final judgment shall not
be entered, until fifteen (15) days shall have elapsed from the date of such
publication. At any time prior to the final judgment, the court may consider
any bona fide claims made by claimants to said property or any part thereof.
However, thereafter, any and all claimants shall be forever barred
therefrom. (1610: amend. Acts 1944, ch. 50,)
393.110. Holders of abandoned property to report to department Posting and publication of notices; exceptIons - Duty
to surrender property to department - Rights of
action.

(1) Everv person holding funds or other property, tangible or intangible,
presumed abandoned under this chapter shall report to the department
with respect to the property annually as of July 1. The report shall be
filed in the office of the department on or before August 1 of each year
for the preceding July 1. The report shall include:
(a) Except with respect to travelers' checks and money orders, the
name, if known, and last known address, if any, of each person
appearing from the records of the holder to be the owner of any
property of value of one hundred dollars ($100) or more presumed
abandoned under this chapter and in the case of unclaimed funds of
life insurance corporations, the full name of the insured or annuitant and his last knovm address according to the records of the life
insurance corporation;
tb) The nature and identifying number, if any, or description of the
property and the amount appearing from the records to be due,
except that items of value under one hundred dollars ($100) each
may be reported in the aggregate. The holder of abandoned
property shall maintain its records for a period offive (5) years from
the date of its report for items reported in the aggregate. If the
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owner of property reported in the aggregate makes a valid claim
within five (5) years, the holder shall refund the property and
deduct the amount refunded from the next report due to the
department;
(c) The date when the property became payable, demandable, or
returnable, and the date of the last known transaction with the
owner with respect to the property if readily available; and
(d) Any other information which the department prescribes by administrative regulations necessary for the administration of this chapter. The report shall be made in duplicate; the original shall be
retained by the department, and the copy shall be mailed to the
sheriff of the county where the property is located or held. It shall
be the duty of the sheriff to post for not less than twenty (20)
consecutive days this copy on the courthouse door or the courthouse
bulletin board, and also to publish the copy pursuant to KRS
Chapter 424; except the sheriff shall not be required to publish any
item with a fair cash value of one hundred dollars ($100) or less.
The list shall be published within thirty (30) days of its receipt by
the sheriff and this publication shall constitute compliance with the
requirements ofKRS Chapter 424. The cost of the publication shall
be paid by the state. The sheriff shall immediately certify in writing
to the department the dates when the list was posted and published. The list shall be posted and published as required on or
before October 1 of the year when it is made, and the posting and
publishing shall be constructive notice to all interested parties.
(2) Within sixty (60) days after the receipt of the report required by
subsection (1) of this section, the department shall mail notice to each
person having an address listed in the report who appears to be entitled
to property presumed abandoned under this chapter; except the department shall not be required to mail a notice to any person whose name
appears on the abandoned property list where the fair cash value of the
property is one hundred dollars ($100) or less. The notice shall contain:
(a) A statement that according to a report filed with the department
properties are being held to which the addressee appears entitled;
(b) The name and address of the person holding the property and any
necessary information regarding changes of name and address of
the holder; and
(c) A statement that, if satisfactory proof of claim is not presented by
the owner to the holder by the date specified in the published
notice, the property will be placed in the custody of the department
to whom all further claims must be directed.
(3) Any person who has made a report of any estate or property presumed
abandoned, as required by this chapter, shall, by January 1 of each year,
turn over to the department all property so reported; but if the person
making the report or the owner of the property shall certify to the
department that any or all of the statutory conditions necessary to
create a presumption of abandonment no longer exist or never did exist,
or shall report the existence of any fact or circumstance which has a
substantial tendency to rebut the presumption, then, the person reporting or holding the property shall not be required to turn the property
over to the department except on order of court. If a person files an
action in court claiming any property which has been reported under
the provisions of this chapter, the person reporting or holding the
property shall be under no duty while the action is pending to turn the
property over to the department, but shall have the duty of notifying the
department of the pendency of the action.
(4) The person reporting or holding the property or any claimant of it shall
always have the right to a judicial determination of his rights under this
chapter, and nothing in this chapter therein shall be construed otherwise. The Commonwealth may institute an action to recover the
property presumed abandoned, whether it has been reported or not, and
may include in one (1) petition all the property within the jurisdiction
of the court in which the action is brought if the property of different
persons is set out in separate paragraphs.
(1611: amend. Acts 1942, ch. 156, §§ 1, 2; 1944, ch. 53, § 1; 1960, ch. 142,
§ 9; 1962,ch. 144,§ 3; 1966,ch. 239, § 221; 1976,ch. 155,§ 27; 1982,ch.
65, § 1, effective July 15,1982; 1986, ch. 496, § 28, effective August 1, 1986;
1994, ch. 58, § 8, effective March 10, 1994; 1994, ch. 83, § 7, effective July
15, 1994; 1994, ch. 276, § 10, effective July 15, 1994.)
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393.115. Advertising expenses. - The department shall deduct the
proportionate share of the cost, in no event less than one dollar ($1.00), of
the advertisement and the cost of preparing the advertisement required by
KRS 393.110 from the amount of any claim allowed. (Enact. Acts 1960, ch.
142, § 11, effective June 16, 1960.)

393.120. Sale of property required to be liquidated to pay department.
(1) Tangible personal property required by this chapter to be liquidated in
order to permit payment to the department shall be delivered to the
master commissioner of the county in which such property is located.
The master commissioner shall within a reasonable time advertise the
property for sale in accordance with KRS Chapter 424 and shall sell it
at public auction to the highest bidder. The master commissioner shall
pay to the department the rroceeds of such sale, less costs incidental to
the liquidation or any lega proceedings, and any liabilities against the
property which have been properly claimed and approved.
(2) For intangible personal property required by this chapter to be liquidated so as to permit payment to the department, the department shall
require the agencies or holders of abandoned intangible personal
property to sell or dispose of the property on a given date at the quoted
market value in the case of property listed in recognized market
exchanges, or, in the case of property not listed in a recognized market
exchange, at a price recommended by the department or at the highest
price offered at a public sale, whichever is greater. In the event that the
intangible property is of a nature such that there is not a readily
available market, the department may offer the property to the highest
bidder at public sale at Frankfort, or in whatever city in the state
affords, in its judgment, the most favorable market for the particular
property involved. If a sale is required to permit payment to the
department, the department may decline the highest bid and reoffer the
property for sale if it considers the price offered insufficient. The sale
shall be advertised by publication pursuant to KRS Chapter 424 in the
county where the property was found or abandoned, and in the county
where the sale is to be made. The sale shall be held at the courthouse
door.
(1612: amend. Acts 1966, ch. 239, § 222; 1976, ch. 155, § 28; 1994, ch. 58,
§ 9, effective March 10, 1994.)

393.130. Rights and duties of persons who have transferred property to department.
Upon the payment or delivery of abandoned property to the department, the
state shall assume custody and shall be responsible for the safekeeping
thereof. Any person who pays or delivers abandoned property to the
department under this chapter is relieved of all liability to the extent of the
value of the property so paid or delivered for any claim which then exists or
which thereafter may anse or be made in respect to the property. Any holder
of deposits or any life insurance company who has paid moneys to the
department pursuant to this chapter shall make payment to any person
appearing to such holder to be entitled thereto, and upon proof of such
payment and proof that the payee was entitled thereto, the department
shall forthwith reimburse the holder or company. Notwithstanding the
provisions of KRS 393.140, posting or advertising is not required in the
event payment is made to persons entitled thereto by holders of deposits of
life insurance companies in compliance with this section. The claim shall be
paid without deduction for the cost of advertising or services provided in
KRS 393.115.
(1613: amend. Acts 1960, ch. 142, § 12; 1994, ch. 58, § 10, effective March
10, 1994.)
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393.140. Claim of interest in property surrendered to state.
(1) Any person claiming an interest in any property paid or surrendered to
the state in accordance with KRS 393.020 to 393.050 who was not
actually served with notice, and who did not appear, and whose claim
was not considered during the action or at the proceedings that resulted
in its payment to the state, may, within five (5) years after the
judgment, file his claim to the property with the department.
(2) Any person claiming an interest in any estate or property paid or
surrendered to the state in accordance with KRS 393.060 to 393.120,
that was not subsequently adjudged under the procedure set out in KRS
393.230 to have been actually abandoned, or owned by a decedent who
had.no heir,.distributee, devisee, or other person entitled under the laws
of this state relating to wills, descent, and distribution to take the legal
or equitable title, may file his claim to it at any time after it was paid
to this state.
(3) Any claimant that is an heir or a relative to the original owner shall,
within fifteen (15) days after filing any claim permitted under this
section in excess of one hundred dollars ($100), publish notice of the
claim pursuant to KRS Chapter 424 in the county in which the property
was held before being transferred to the state. If the claim is for one
hundred dollars ($100) or less, the claimant shall post at the courthouse
door and three (3) other conspicuous places in that county, and shall file
proof of publication or posted notice with the department. No claim
shall be allowed until fifteen (15) days after proof of the notice is
received by the department.
(1614: amend. Acts 1954, ch. 23; 1966, ch. 239, § 223; 1994, ch. 58, § 11,
effective March 10, 1994; 1994, ch. 83, § 8, effective July 15, 1994.)

393.150. State Treasurer to determine claims.
The State Treasurer shall consider any claim or defense permitted to be filed
before the department and hear evidence concerning it. If the claimant
establishes his claim, the State Treasurer shall, when the time for appeal or
further legal procedure has expired, authorize payment to him of a sum
equal to the amount paid into the State Treasury in compliance with this
chapter. The decision shall be in writing and shall state the substance of the
evidence heard by the State Treasurer, if a transcript is not kept. The
decision shall be a matter of public record.
(1615: amend. 1994, ch. 58, § 12, effective March 10, 1994; 1994, ch. 83, § 9,
effective July 15, 1994; 1994, ch. 276, § 11, effective July 15, 1994.)

393.160. Appeals from decision of State Treasurer.
Any person dissatisfied with the decision of the State Treasurer may, within
sixty (60) days, appeal from it to the Franklin Circuit Court or file an action
in that court to vacate the decision. In either event the proceedings shall be
de novo, and no transcript of the record before the State Treasurer shall be
required to be kept unless requested by the claimant. In the proceeding the
State Treasurer shall be made a party defendant, and all other persons
required by law to be made parties in actions in rem or quasi in rem shall
be made parties. Any party adversely affected by the decision of the
Franklin Circuit Court may appeal to the Court of Appeals in accordance
with the Rules of Civil Procedure. Upon an appeal the state shall not be
required to make a supersedeas bond. The provisions of this section relating
to the decision of the State Treasurer and appeals therefrom shall also apply
to a decision of the State Treasurer rendered under authority of KRS
393.110.
(1615: amend. Acts 1960, ch. 104, § 21; 1994, ch. 276, § 12, effective July 15,
1994.)

K-19

393.170. Property in federal custody - Determination of whether
escheat has occurred. - Whenever any property escheated under this
chapter by reason of actual abandonment, or death or presumption of death
of the owner without leaving any person entitled to take the legal or equitable title under the laws of this state relating to wills, or descent and distribution, has been deposited with, or in the custody or under the control of, any
federal court in and for any district in this state, or in the custody of any
depository, clerk or other officer of such court, or has been surrendered by
such court or its officers to the United States treasury, the circuit court of
any county in which such federal court sits shall have jurisdiction to ascertain whether an escheat has occurred, and to enter a judgment of escheat in
favor of the state. This section does not authorize ajudgment to require such
courts, officers, agents or depositories to payor surrender funds to this state
on a presumption of abandonment as provided in KRS 393.060 to 393.110.
(1616.)

393.180. Proceedings instituted by county attorney on relation of
State Treasurer.
Any legal proceeding to enforce KRS 393.020 to 393.050 and to recover any
sum due the state thereunder shall be instituted, on the relation of the State
Treasurer, by the county attorney of the county in which the property is
located. The petition and all necessary pleadings shall be sent to the State
Treasurer for his signature and approval. The petition shall be accompanied
by an affidavit of the county attorney, stating the facts on which it is based.
For all other pleadings, there shall be a statement by the county attorney of
the reason for the particular pleading.
(1618: amend. 1994, ch. 58, § 13, effective March 10, 1994; 1994, ch. 276,
§ 13, effective July 15, 1994.)

393.190. Assistant Attorney General to aid county attorney.
On any action filed by a county attorney under the provisions of this chapter,
the assistant Attorney General provided for in KRS 15.105 shall offer
assistance and suggestions to the county attorney in the preparation of the
petition or any pleadings, and revise and correct them as he considers
necessary, subject to the ultimate approval of the State Treasurer, when he
is required to sign them.
(1618: amend. Acts 1962, ch. 210, § 48; 1994, ch. 58, § 14, effective March
10, 1994; 1994, ch. 276, § 14, effective July 15, 1994.)

393.200. State Treasurer may perform duties of county attorney.
If the county attorney declines to perform the duties imposed upon him by
this chapter, they may be performed by the State Treasurer. When he
considers it to the best interest of the state, the State Treasurer may
institute any action authorized by this chapter to be brought by the county
attorney, or join the county attorney in the active prosecution of the action.
(1618: amend. Acts 1976 (Ex. Sess.), ch. 17, § 49, effective January 1,1978;
1994, ch. 58, § 15, effective March 10, 1994; 1994, ch. 276, § 15, effective
July 15, 1994.)
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393.210. Property in two or more counties. - If the property of a
person coming within the purview of KRS 393.020 to 393.050 is located in
two (2) or more counties, all the property may be included in one (1) action.
The county attorneys of all counties in which such property is located may
join in the prosecution of the proceeding. (1618: amend. Acts 1976 lEx.
Sess.), ch. 17, § 50, effective January 1, 1978.)
393.220. Disposition of tangible property during proceeding. Pending the outcome of an action, the court may make such disposition of
the land or tangible personal property involved as it considers best from the
standpoints of use, rents, interest and profits. If the use of the property is
giveR to the oClaimant by the court, he shall be held accountable for returns
and profits arising from it if the state is successful in the proceeding. (1618.1

393.230. Proceeding to force payment or surrender of intangible
property - To establish actual abandonment.
(1) If any person or the agent of any court refuses to payor surrender
intangible property to the department as provided in KRS 393.060 to
393.110, an equitable proceeding may be brought on the relation of the
State Treasurer to force payment or surrender. All property subject to
KRS 393.060 to 393.110 may be listed and included in a single action.
(2) If any intangible property is turned over to the department on presumption of abandonment, in accordance with KRS 393.060 to 393.120, the
State Treasurer may at any subsequent time institute proceedings to
establish conclusively that it was actually abandoned, or that the owner
has died and there is no person entitled to it.
(1619: amend. 1994, ch. 58, § 16, effective March 10, 1994; 1994, ch. 276,
§ 16, effective July 15, 1994.)

393.240. Actions may be joined - Procedure for action.
(1) If any person has property coming within the purview of KRS 393.020 to
393.050, and also ofKRS 393.060 to 393.110, the actions required to be
brought by the county attorney and the State Treasurer may be joined,
but joinder is not required, and if separate actions are brought, they
shall not be considered as coming within the rule against splitting a
cause of action. The county attorney is not charged with the duty of
enforcing sections KRS 393.060 to 393.120, 393.150, or 393.160.
(2) The procedure for all actions under this chapter shall be filed as equity
actions and follow the procedure provided by the Rules of Civil Procedure, unless otherwise provided in this chapter.
(1619: amend. 1994, ch. 58, § 17, effective March 10, 1994; 1994, ch. 276,
§ 17, effective July 15, 1994.)
393.250. Source of payment of expenses collect judgments.

County attorney to

(1) Any necessary expense required to be paid by the state in administering
and enforcing this chapter shall be paid out of the abandoned property
receipts.
(2) The county attorney shall act as agent of the department for the
collection of all judgments recovered in actions prosecuted by him under
this chapter. He shall promptly remit the judgment recovered to the
department with the information relating thereto as the department
requires.
(1620: amend. Acts 1976 (Ex. Sess.), ch. 17, § 51, effective January 1, 1978;
1994, ch. 58, § 18, effective March 10, 1994; 1994, ch. 83, § 10, effective July
15, 1994.)
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393.260. Limitation of state's action. - Any action brought by the
state under this chapter shall be brought within fifteen (15) years from June
12, 1940 or from the time when the cause of action accrued, whichever is the
later date. <1621.)

393.270. Person under disability, extension. - Any person under
disability affected by this chapter shall have five (5) years after the disability is removed in which to take any action or procedure or make any defense
allowed to one sui juris. (1622.)

393.280. Examination of records - Promulgation of rules - Delegation of State Treasurer's authority.
(1) The department, through its employees, may examine all records of any

person where there is reason to believe that there has been or is a
failure to report property that should be reported under this chapter.
(2) The State Treasurer may promulgate any reasonable and necessary
rules for the enforcement of this chapter, and govern hearings held
before him. He may delegate in writing to any regular employee of the
department authority to perform any of the duties imposed on him by
this chapter, except the promulgation of rules.
(1622-1: amend. 1994, ch. 58, § 19, effective March 10, 1994; 1994, ch. 276,
§ 18, effective July 15, 1994.)

393.290. Civil action to enforce production reports or the surrender
of property.
(1) The department may require the production of reports, or the surrender

of property as provided in this chapter by civil action, including an
action in the nature of a bill of discovery, in which case the defendant
shall pay a penalty equal to ten percent (10%) of all amounts that he is
ultimately required to surrender. This penalty shall not exceed five
hundred dollars ($500).
(2) Any person who in good faith contests the applicability ofthis chapter to
him may be relieved of the threat of any penalty by posting a
compliance bond in an amount and of surety sufficient to the court.
(1622-1; 1994, ch. 58, § 20, effective March 10, 1994.)

393.300. Restriction on escheat of real property held by lending
corporation under supervision. - No person shall institute proceedings
to escheat real property the title to which was acquired by any lending
corporation in satisfaction of debts previously contracted in the course of its
business, or that it purchases under a judgment for any such debt in its
favor, if such lending corporation is under the supervision of the department
of banking and securities of this state, comptroller of currency ofthe United
States or any other duly constituted supervising banking authority, state or
federal, without first obtaining the consent of the supervising authority
having supervision over that corporation. <1623-1.)
393.990. Penalties. - Any person who refuses to make any report as
required by this chapter shall be fined not less than fifty (850.00 J dollars nor
more than two hundred dollars ($200), or imprisoned for not less than thirty
(30) days nor more than six (6) months, or both. <1622-1.)
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KENTUCKY ADMINISTRATIVE REGULATIONS
TITLE 20. CHAPTER 1 - STATE TREASURY
TITLE 20
TREASURY
CHAPTER 1

010.
020.
030.
040.
050.
060.
070.

STATE TREASURY
NECESSITY, FUNCTION, AND CONFORMITY: This administrative regulation sets out definitions for this and all administrative
regulations retating to KRS Chapter 393, and establishes a policy to
locate owners of unciaimed property.

CHAPTER 1
STATE TREASURY
Access to pUblic records of State Treasury.
Unclaimed property; definitions; location of owners.
Unclaimed property; escheating.
Unclaimed properties; claims.
Unclaimed property; examination of holder records.
Unclaimed prop'erty;-safe deposltboxes or other safekeeping
repositories.
Unclaimed property; administrative hearing, appeals process.

Section 1. The department shall make reasonable efforts to locate
the owners of unclaimed property reported to the department such as:
(1) Contracted services with established firms, credit bureaus,
telephone netwOl1<ing companies;
(2) Intergovermental age~ agreements;
(3) Use of computerized information on telephone lists, directories, voter information, or other available data;
(4) Civic or professional meetings or gatherings; or
(5) Public media and prinled material. (21 Ky.R. 681; Am. 1280;
eft. 10-12-94.)

20 KAR 1:010. Access to public records of State Treasury.
RELATES TO: KRS 61.870 to 61.884
STATUTORY AUTHORITY: KRS 61.876
NECESSITY, FUNCTION, AND CONFORMITY: KRS 61.876
requires that each public agency shall adopt rules and administrative
regulations to provide full access to public records, to protect public
records from damage and disorganization, to prevent excess
disruption of its essential functions, to provide assistance and
information upon request and to ensure efficient and timely action in
response to application for inspection of public records. This administrative regulation proposes to fulfill tt\i~ statutory requirement.
Section 1. The principal office location for the State Treasury is
the first floor of the Capitol Annex, Frankfort, Kentucky 40601.
Regular office hours are 8 a.m. to 4:30 p.m., Monday through Friday,
prevailing time in Frankfort, Kentucky.
Section 2. The title of the official custodian of the records of the
State Treasury is the State Treasurer of the Commonwealth of
Kentucky, whose address is Capitol Annex, Frankfort, Kentucky
40601.
Section 3. Fees to be charged for copies of public records shall
be ten (10) cents for each photocopy.
Section 4. The procedure to be followed in requesting inspection
of public records shall be as follows:
(1) Requests for inspection of public records shall be made
directly to the State Treasurer or to the designee;
(2) Requests to inspect public records shall be made in writing,
describing in reasonably sufficient detail the records to be inspected.
Inspection may be denied if the request is unreasonably burdensome
or vague pursuant to KRS 61.822(6). Social Security, bank account,
credit card, insurance policy, bond and stock certificate numbers shall
not be available for inspection;
(3) Records shall be inspected and copied in the presence of a
member of the State Treasury to protect the records from damage or
disorganization, to lessen disruption of office procedure, to provide
timely assistance and information upon request to the person
requesting inspection, and to provide full access to public records;
(4) Suitable facilities shall be made available for inspection of
public records.
Section 5. A copy of KRS 61.870 to 61.884 and this administrative regulation shall be displayed in the main reception room of the
State Treasury on the first floor of the capitol Annex. (12 Ky.R 1193;
eft. 2-4-86; Am. 21 Ky.R. 61; 911; eft. 9-12-94.)

20 KAR 1:020. Unclaimed property; definitions; location of

owners.
RELATES TO: KRS 393.280(2)
STATUTORY AUTHORITY: KRS 393.280

20 KAR 1:030. Unclaimed property; escheating.
RELATES TO: KRS 393.090, 393.110
STATUTORY AUTHORITY: KRS 393.280
NECESSITY, FUNCTION. AND CONFORMITY: This administrative regUlation sets out the time when unclaimed property may be
claimed by the rightful owner prior to escheating to the department.
It also requires the holder to fumish the department a list setting out
specific items that have been retumed to the rightful owner.
Section 1. If the rightfUl owner of unclaimed property claims his
property between July 1 and August 1, the holder shall not report
such property because the presumption of abandonment as of July
1 no longer exists.
Section 2. If the rightful owner or legal claimant of property
reported as presumed abandoned establishes his claim between
August 1 and January 1, the holder shall certify by sworn statement
to the department the specific items which have been retumed to the
rightfUl owner or legal claimant and, therefore, are not subject to
escheat. (21 Ky.R. 682; Am. 1280; eff. 10-12-94.)

20 KAR 1:040. Unclaimed properties; claims.
RELATES TO: KRS 393.010, 393.040, 393.110, 393.140,
393.150
STATUTORY AUTHORITY: KRS 393280
NECESSITY, FUNCTION, AND CONFORMITY: This administrative regulation relates to the daims process for unclaimed property,
which owners and heirs shan follow; and the proof necessary for
authorization of a claim refund.
Section 1. Oaims for unclaimed property or the proceeds from the
sale of unclaimed property shall be filed with the department. Upon
receipt of the initial claims inquiry from a person having an interest in
the property, the department shall send the required claim forms .to
be completed by the claimant; and request necessary documentation
as proof of ownership.
(1) Documentation to prove ownership shall consist of a drive(s
license or other picture identification, a document proving Social
Security number; and, one (1) or more of the following:
(a) Copy of birth certificate;
(b) Copy of will;
(c) Copy of probate distribution;
(d) Copy of marriage certificate;
(e) Copy of divorce decree;
(f) Copy of documentation providing a connection with the
reported address or business for the year cited as the "Date of Last
Transaction" in the hoIde(s report;
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(g) Copy of letters testamentaly;
(h) Copy of guartfcanship or trust agreement;
(i) Notarized affidavit executed by an individual other than the
claimant having knowledge of, and in support of. a claim when
requested information or documentation is not available;
(j) Signature verification cards of fmancial institutions;
(k) Family or church records, and personal correspondence;
(I) Newspaper articles, induding marriage announcements and
birth or obituary notices:
(m) Other documentation which may be used in support of the
claim include an income tax retum, adoption records, court records,
CO's. stale dated checks. or other public or business records.
(2) In addition to items set out above, minimum requirements
needed to establish ownership for various types of property shall be:
(a) Checking accounts: a check (blank or canceled) showing the
account number for that bank, or a statement on that account which
contains the account number;
(b) Savings account: a copy of the passbook showing the account
number or correspondence referencing the account number;
(c) Safe deposit box: a copy of the safe-deposit box rental receipt
or correspondence referencing that rental;
(d) Wages: copies of W-2 forms, tax records or correspondence
relating to that employment;
(e) Stocks or dividends: copies of a stock certificate of the
business entity reported, correspondence relating to the stock
certificate or a statement from the broker showing purchase or sale
of that stock;
(1) Bearer bonds and certificates of deposit: a copy of the record
of purchase;
(g) Insurance: a copy of the policy, or correspondence relating to
that policy by policy number;
(h) Court funds: a copy of the court decree or court order for the
case that was the source of the funds. (i.e.• probate, condemnation.
quiet title, divorce, child support, and appearance bond);
(i) Vendor checks: copies of accounts receivable billing, invoices,
bills of lading or correspondence with the holder reporting and
remitting the funds that show a business relationship for each
payment, or a statement that the funds are still considered to be due
and owing on the account;
(j) Claims by heirs of listed owners: if the claim is based on
hardship. one (1) or more of the following documents shall be
required: final decree of probate; death certificate; or an affidavit of
'Proof of Death and Heirship· executed by a person disinterested in
the claim may be acceptable when the decedenfs estate was not
probated;
(k) cashier's checks shall be claimed by the payee as the owner
unless the purchaser submits sufficient documentation to prov~ a
superior claim.
(3) Claims by finders or agents of listed owner. The claim shall be
based on a notarized contract with the owner or heir of the owner.
The department shall contact the owner or claimant to make sure that
the owner or the claimant is aware of the full amount of unclaimed
property involved. The finder or agent shall provide the department
(a) A notarized copy of the contract showing names, current
address, and Social Security number or Federal Employer Identification numbers of all parties to the contract; and
(b) A notarized affidavit from the owner or heir of the owner for
the executive or power to act on his behalf. The affidayit shall also
stipulate that the finder or agent has explained to the owner or
claimant the state law on unclaimed properties and that any unclaimed properties due to the owner or claimant can be claimed
without a fee, free and simple.
(4) Stock certificates received through safe-deposit boxes or
direcUy from a holder will be released to the rightful owner by one (1)
of the following methods:
(a) Stock certificate in the owner's name;
(b) Stock certificate in the name of the department with an
affidavit ready for transfer to the owner;
(c) Payment of money received for the certificate if the certificate
has been redeemed by the issuer or has been sold in accordance
with state law; or
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(d) Obsolete stock certificates in the original owner's name will be
transferred directly to the owner. If the original owner is deceased, the
lawful heirs must determine disposition.
Section 2. Payment of claims shall be authorized upon review of .
documentation submitted by claimant and approval by four designated
department employees. Payment shall be made:
(1) In the name of. and mailed to, the established owner; or
(2) To the executor, executrix, administrator. administratrix of the
estate or personal representative; the court appointed guardian; or to
an heir for distribution to other heirs, if any. (21 Ky.R. 682; Am. 1280;
eft. 10-12-94.)

20 KAR 1:050. Unclaimed property; examination of holder
records.
RELATES TO: KRS 393.010, 393.110, 393.160. 393.280
STATUTORY AUTHORITY: KRS 393.280
NECESSITY, FUNCTION. AND CONFORMITY: This administrative regulation relates to the examination of holder records by the
department if any holder fails to make a full and complete report of
property as required by KRS Chapter 393.
Section 1. If any holder fails to make a full and complete report
of property as required by KRS Chapter 393, the department, after
giving notice as provided in subsection (1) of this section. may
examine the records and other accounts of the holder.
(1) The department shall notify the holder in writing ten (10) days
prior to an examination. However. if the department determines that
the existence of the records may be placed in jeopardy unless action
is taken forthwith. the department may examine all records immediately without any prior notice.
(2) The examination may indude:
(a) Records of current accounts, dormant accounts, and accounts
that may have been closed and archived;
(b) Verification of contractual agreements between depositors and
the final organization regarding the deduction of service charges,
account increases or decreases. and the cessation of interest
payments; and
(c) In addition to the examination of unclaimed accounts and
contractual agreements. the examiner may review the holder's annual
procedures for reviewing dormant accounts.
(3) The department shall have reason to believe that a holder has
failed to comply with the reporting requirements of KRS Chapter 393
and may examine the records of the holder if one (1) of the following
conditions exist
(a) A holder has not submitted a report to the department
(b) A holder h~ submitted reports to the department in which the
holder's report states it has no undaimed property;
(c) A holder fails to report types of unclaimed property normally
reported by like businesses or associations;
(d) When amounts on the holder's report or amounts remitted
from the holder are not comparable to reports received from like
holders; and
(e) When information is provided by other governmental agencies
or reliable sources that a holder may be holding unclaimed property
that has not been reported.
(4) At the completion of an examination a statement of examination findings and proposed adjustments shall be delivered to the
holder. The statement shall be delivered by the department by hand
or by certified mail. The statement shall contain sufficient information
to make the holder aware of his reporting obligations and legal
options.
(5) The holder shall have thirty (30) days in which to review the
examination findings and proposed adjustments to the findings. No
later than thirty (30) days of the date of the statement, the holder shall
cause to be generated an amended annual report. If the holder
disagrees on the facts, he shall file an official written protest within
the thirty (30) day period or the amount as set out by the statement
will become absolute and final and be immediately due and payable.

TITLE 20, CHAPTER 1 - STATE TREASURY
The protest shall be filed with the department and shall set out a dear
and concise asSignment of any error alleged to have been committed
by the department in its oxamination or its statement. The holder may
request an administrative hearing in its protest. (21 Ky.R. 684; Am.
1281; eft. 10-12-94.)

20 KAR 1:060. Unclaimed property; safe deposit boxes or
other safekeeping repositories.
RELATES TO: KRS 393.010, 393.020. 393.050, 393.060.
393.062,393.064,393.090,393.110,393.120
STATUTORY AUTHORITY: KRS 393.280
NECESSITY. FUNCTION, AND CONFORMITY: This administrative regulation relates to the reporting, inventory, safekeeping and
liquidation of unclaimed property from holders who maintain safe
deposit or other safekeeping repositories.
Section 1. Pursuant to KRS Chapter 393, every holder maintaining safe deposit boxes or other safekeeping repositories located in
the Commonwealth shall report to the department with an inventory
of property in its possession which constiMe unclaimed funds.
(1) An inventory report shall be submitted for each safe deposit
box or safekeeping repository. Each report shall be signed by two (2)
officials of the holding company who opened the safe deposit box or
safekeeping repository and conducted the inventory. Each report shall
indude a statement containing the following information:
(a) The name. last known address, and Social Security number
of owner;
(b) The expiration date of the lease or rental agreement for such
safe deposit box or other safekeeping depository;
(c) The date of opening of such safe deposit box or other
safekeeping repository;
(d) The number or identifying description of the safe deposit box
or other safekeeping repository;
(e) A detailed list describing each item therein;
(f) The name and address of the holder reporting the property;
and
(g) The names, signatures, and official positions of the two (2)
holding company employees who opened the box and conducted the
inventory.
(2) The property of each safe deposit box or safekeeping
repository shall be placed in an individual envelope. A copy of the
holder inventory report shall be placed in the envelope. The envelope
shall be sealed and initialed on the reverse side by the two (2)
holding company employees who conducted the inventory. The name
of the owner of the box, date, and holder name shall be printed on
the reverse side of the envelope. Transparent sealing tape (of the
strong bonding type) shall be placed over the flap of the envelope. A
second copy of the holder inventory report shall be attached to the
front of the envelope.
(3) The holder shall mail a copy of the report(s) and notify the
department of pending delivery of property.
(4) The holder shall be responsible for the secured delivery of the
contents of each safe deposit box or other safekeeping repository to
the department. The department may take direct delivery from the
holder at the holder's place of business or residence.
Section 2. Upon receipt of the contents of the safe deposit
box(es) or other safekeeping repository(ies), along with the inventory
report(s). the department shall immediately conduct an inventory of
property delivered. verify holder report(s). and secure property in the
department .vault.
(1) The inventory shall be conducted by two (2) department
employees with appropriate supervision.
(2) The contents of each envelope will be separated into the
following groups:
(a) TNG - jewelry with gemstones, watches and other valuables;
(b) MNY - coins and paper money (foreign & domestic) which
have numismatic value;
(c) STK - stock certificates;

(d) BND - U.S. Savings Bonds;
(e) INS - insurance policies;
(f) CSH - Coins and paper money which do not have numismatic
value;
(g) DST - items of no value; and
(h) OTH - military discharge. birth certificate; photos,etc.
(3) Each item shall be assigned an identification or serial number.
A property tag shall be prepared for each group with an assigned
owner identification or serial number, name of owner, and Social
Security number if available. The groups of tangible property will be
placed in individually secured plastic bags. The groups of intangible
property shall placed into folders.
(4) A detailed department inventory statement shall be completed
for each safety deposit box Ol' safekeeping repository envelope
received. Each statement shall include the following information:
(a) The name and last known address of the owner(s);
(b) The name and address of holder reporting the property;
(c) Date of delivery and holder inventory;
(d) Date of holder inventory;
(e) Number or identifying description of the safe deposit box or
safekeeping repository;
(f) Date of department inventory;
(9) A detailed list describing each item therein, separated into
groups as stated in subsection (2) of this section;
(h) The assigned holder identification or serial number;
(i) The assigned owner identification or serial number; and
(j) An official note signed by department employees, who
conducted the inventory. verifying accuracy of holder report. The note
shall be signed for approval by a supervisor.
(5) Property shall be secured in the department vault for safekeeping purposes. Tangible property shall be retained for a period of
three (3) years and then put to public auction. pursuant to KRS
Chapter 393, and proceeds, less costs. paid to the state. Intangible
property shall be retained for a period of one (1) year. then liquidated
and the proceeds, less costs, paid to the state. Owners of property
shall be credited for the amount received through liquidation or
auction.
(a) Coins and paper money not of numismatic value shall be
deposited for the state immediately and a copy of the pay-in voucher
placed in owner's file;
(b) Miscellaneous papers or property of no value shall be retained
for a period of three (3) years and. then. destroyed.
(c) The Kentucky Historical Society shall be contacted for
determination of items of historical value. Papers or property
determined to have historical value shall be retained and may be
loaned to the society.
(6) The department shall maintain an accurate inventory and
essential information through entry into the computer.
(7) The department shall direct that two (2) employees be present
at all times when handling property. Security of property in the vault
shall be maintained by the following procedure:
(a) Two (2) employees shall receive written authorization from a
supervisor prior to entry to the vault; and
(b) The employees shall state in writing the purpose, property to
be handled, the time and date. (21 Ky.R. 685; Am. 1282; eft. 10-12-.
94.)

20 KAR 1:070. Unclaimed property; administrative hearing,
appeals process.
RELATES TO: KRS 393.010, 393.160
STATUTORY AUTHORITY: KRS 393.280
NECESSITY. FUNCTION, AND CONFORMITY: This administrative regulation sets out the appeals and administrative hearings
process when a department decision regarding undaimed property
adversely affects a person.
Section 1. Any person adversely affected by a decision of the
department may appeal the decision and request an administrative
hearing.
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TITLE 20, CHAPTER 1 - STATE TREASURY
(1) Upon receipt of a written request for an administrative hearing.
the department shall immediately set the date. time. and place of
hearing and forthwith notify the person by regular U.S. man. The date
set for the hearing shall be within thirty (30) days from the date the
written request was received, unless otherwise agreed by the parties.
(2) The Treasurer shall appoint a hearing officer to conduct the
hearing.
(3) The hearing officer shall make findings of fact, conclusions of
law. and enter a final order. (21 Ky.R. 686; Am. 1283; eft. 10-12-94.)
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EXHIBIT B
ABANDONED PROPERTY REPORT FORM
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1996 UNCLAIMED PROPERTY REPORT FORM
KENTUCKY TREASURY DEPARTMENT
JOHN KENNEDY HAMILTON, STATE TREASURER
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EXHIBIT C

FRANKLIN CIRCUIT COURT
DIVISION

Civil Action No.

_

98-CI~_ _

JAMES V. MARCUM
Individually, and on Behalf of All
Unknown Owners of Abandoned Properties

PLAINTIFfS

COMPLAINT FOR DBCLABA1lQN
v.

OF RIGHTS AND
INJUNCTIVE RELlEf

.JOHN KENNEDY HAMILTON, as the
KENTUCKY STATE TREASURER
183 Capitol Annex, West Wing
Frankfort. KY 40601
~and-

KENTUCKY BANKERS ASSOCIATION
~uite

1000, 325 West Main Street

Louisville. KY 40202

Sen;:e: Judy L. Blain

-llnd-

KENTUCKY BANK
-400 Main Street
I'aris. KY 40361

Serve: Buckner Woodford, Jr.

-andHOME FBDERAL BANK, FSB
l. 602 Cumberland Avenue
'vfiddlesboro, KY 40965

~:

(No agent ofrecord)

DEFENDANTS
.:;ERVE:

A. B. Chandler, III
Attomey General

Commonwealth of Kentucky
1024 Capitol Center Drive

Frankfort. KY 40601
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Plaintiff, JAMBS V MARCUM, individually, and on behalf of all owners ofunclaimed,
and presumed abandoned, bank &croWltS, certificates ofdeposit and other properties described in
Chapter 393 Kentucky Revised Statutes, for their Complaint herein state as follows:

-SHQRT SUMMARY9F mE CASE
When evidence is presented in this maner it will show that millions ofdollars of unclaimed
and "'presumed abandoned" bank accounts, Certificates of Deposit and the like are being
unlawfully held and retained by certain Kentucky banks and financial institutions. when by
statute, KRS Chapter 393, such accounts and deposits are required to be surrendered to the Stl1te
Treasury for propt,"1' disposition by the Commonwealth. If this statute is Dol enforced, the
offending banks will privately, and unlawfully, escheat such aa;ounts and deposits for thefr own
use and benefit, to the detriment ofthe unknown. owners and the citizens and taxpayers of

Kentucky.
The evidence will further show that the State Treasurer has been unable, for whatever
causes, to enforce this statute; and for this reason it is necessary that this Court exercise its
equitable and statutory jurisdiction to declare the rights ofthe interested parties and to fashion a
remedy that will lead to a proper enforcement of the statute atnd which will protect the
appropriate financial interests of the banks, the unknown owners and the citizens ofthis
Commonwealth.
NATURE OF ACTION
1.
(i) Thill is an action for declaratory and inj1.IDctive relief concerning the fact that millions of
dollars in unclaimed, and presumed abandoned, bank accounts, Certificates ofDeposit and
similar intanaible properties (herein referred to as the ~'presumed aban<kmed properties'') are
being held by ~rtain unidentified Kentucky banks and financial institutions contrary to the
provisions of Chapter 393, Kentucky Revised Sta1ute.<;; and
(ii) that the K.entllcky State Treasurer has failed to enforce. or has been unable to enforce,
the J)aid statute which specifically requires that all such "presumed abandoned pruperties" he
accounted for by the defendants and surrendered to the Departm¢nt of Treasury for subsequent
disposition to the rightful owners, or to the Commonwealth for General Fund purposes.

PARl'IES
2.

PLAINtIFF, James V. Marcum. is an adult, tax-paying citizen ofthe Commonwealth

domiciled and residing at 125 B\,1Elna Vista Drive, Ashland, KY 41101. He is an attorney at law.
desirous that the laws of the Commonwealth shall be well and faithfully executed.
(i) The Plaintiff, as a taxpayer, and on behalf ofth.e unknown owners ofthe ''presumed
abandoned properties" have standing to sue ill this civil action because the State Treasurer has
failed to perform the statutory duties imposed upon him by KRS Chapter 393 by not requiring
the defendant banks to account for and surrender all "presumed abandoned properties" held by
them.
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(if) By reasoil ofthis default in lhe enforcement ofthe statute the defendant banks have
been, or will be, enabled to privately escheat these <<presumed abandoned properties" to the
detriment of the true, but unknown, owners of these properties and to the detriment of the
General Fund of the Commonwealth which is entitled to keep and use all such "presmned
abandoned properties" subject only to the claims of the rightful owners.

(iii) The Plaintiffs, and all citizens of the Commonwealth are, consequently, deprived of
the usc and benefit ofthese "presumed abandoned properties", and "are thereby appropriate
parties as taxpayers to bring thi!; action." See, Price et al v. Commonwealth et aI, 945 S.W.2d

429 (Ky. App. 1996).

3.
(i) DEFENDANT. John Kennedy Hamilton, is the duly elected State Treasw-er, a
constitutional office. authorized by KRS Chapter 41 to diteCt the affairs and carry out the
3tatutory obligations imposed upon the Departtnent ofT~.
(ii) KRS Chapter 393 impos~ upon the: State Treasurer, ~ the Department ofTreasury,
i:he sole authority in thiR Commonwealth to carry out and enforce the provLlIions ofthat statute.
including the direct and bl'C¢we authority to examine the records of the defendant banks and to
1;i1use such defendants to surrender to the Department ofTreasury all ~~presumed abandoned
j,roperties" held by them.

4.

(i) The DEFENDANTS, Kentucky Bankers Alisociation. Bank ofKentucky and Home
federal Bank. FSB are sued in their individual eztpacities anu as members of8 cJ~. These
defen<funts have heretofore described and represented them.selves to tIus Court as being members
of a class in iUl action conceming, KRS Chapter 393.

In the case of Kentucky Bankers Association. et a1 v. HamiUon, 97-<:1·01429 J\OW pending
ill Division I of this Court, these defendants stated in a Verified Complaint. as follows:
"The KBA ill a business and trade association. registered under Section
SOl(c) of the Internal Revenue Code and located in 1efferson County, Kentucky,
having a.<; its members 309 banks and thrifts located in the Commonwealth. The

KBA's mission is to provide effective advocacy for the fuumcial set"Yices indu.'Jtry
in this state. Kentucky Bank is a state chartered bank with its principal place of

business at 400 Main Street, Paris, Kentucky 40362. Home Federal, FSB. is a
federal s.., vings bank with its principal place of business at 1602 Cumberland
Avenue. Middl~boro, Kentucky 40965. These Plaintiff'S bring this action on
behalf of themselves and alI other banks and financial institutions located in
Kentucky wluch are similarly situated. This case is proper for certification as a
class action pursuant to C.R. 23 because:
a) The class consjsts of approximately 329 business entities. making joinder in
this action of all momhers oftho class impractical;
b) TIle questions of law or fact at issue are common to all members of the
cla.,,~;

c) The representative Plaintiffs po~ess claims that are typical of the claims aU
members of the class have against the Defendants;
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d) The representati...c Plaintiffs will fairly and adequately assert and protect the
interests of aU members of the class, have no conflicts of interest which
would preclude a vigorous maintenance of this action. and ha...e retained
counsel who is experienced and knowledgeable in the areas of Jaw and facts
involved herein;
e) Prosecution of separate actions by individual members of the clas.~ in other
forums wouIdcreate a riskofinCQnsistent or varying adjudications with
respect to individual members of the class which would establish
incompatible standards of conduct for the parties opposing the class and the
adjudications would be dispositive of the interests of the other members not
parties to these adjudications or substantiaUy imp~r or impede their ability
to protect their interests; and
f) Questions of law or fact common to the members of the class predominate
ov~r any questioll$ affecting only individual members and a clas$ action is
superior to other available methods for the fidr and efficient adjudication of
this controversy in that certification of the cla.~ will enable the questions of
fact and Jaw involved in the Complaint to be detetmined in a singl" forum
in which aU parties with an interest in the subject matter wilt have the
opporttmity to be heard."
(Vcrifi~ ComP!liDt. supra, pages 2 and 3)
(ii) All ofthe: foregoing elements are applicable to these parties as defendants in this case,
and accordingly these parties should be certified as a defendant class pursuant to C.R.23.

.JURISDICTION AND VENUE
S.
Thi!; Court has jurisdiction over this action pursuant to KRS 23A.0 lOin that it i~ a
justiciable cause ofaetion not exclusively vested in another court and involves a claim for
i tlj unctive ~lier.

6.

The Franklin Circuit Court is the: proper venue for this action pursuant to KRS 452.405(2);

KRS 452.480; and KRS 452.505(2).

S)'ATEMENT OF APDIUQNAL FACTS
7.
(i) In 1994 the Kenttlcky General Assembly passed Hou.'Ie Bill 85 which transferred the
rt:sponsibility for the administration and enforcement ofChllpter 393 ofthe Kentucky Revised
Statutes. relating to unclaimed and presumed abaodoned properties. from the Revenue Cabinet to
the Treasurer and the Department of the Treasury.
(ii) For many years, prior to such trann'cr, the requirements ofKRS 393 were not rigidly
enforced; and as a consequence, many banks and other financial institutions throughout the
Commonwealth have been inattentive to the statutory requirements imposed upon them by KRS
31)3. Furthermore, since the 1tUlxlllum penalty imposed for the violation of these statutes may
not ~xceed $500, there is little incentive for voluntary complianee with these laws.
(i) Large amounts ofrooney are at issue here. Since 1994, over $20,000,000 has been
added to the Treasury's Unclaimed Property Account.. even under the present c'honor system"

8.
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compliance programs. Studies prepared by the Treasury, based upon actual auditc;, indic:ue that
an additional SI0-to..$20,000,ooO of unclaimed and presumed abanduned, intangible properties
may not have been x-eported by holders.
(ii) In addition, audits by independent accountants revealed widespread abuses ofthe
following kind:

a) Failure to report due to mistake or inadvertance;
b) Write-off Ot write-down of "presumed abandoned properties" by accounting
journal entries to income or to some other account controlled by the bank;

c) Reducing or writing off "presumed abandoned properties" by charging dormancy
or service fe~ not chargcd to other acoounts.
d) Depositing pennies, or using other accounting artifices. for the purpose of showing
some activity in the "presmned abandoned properties" to avoid reporting or
surrendering such deposits.
e) Failure to properly count the seven-year threshold for "presumed abandoned
properties" by ignoring undelivered mail or confitmation notices or other
evidences of abandonment
Failure to understand or recognize that the contents of safety deposit boxes are
subject to the statute.
g) Rolling over certificates of deposit to avoid the statute where the owner oftbe
deposit had no other. account or Pefsonal contacb with the bank.

o

(Hi) Tho attachcQ Aft1davit and Exhibits prepared by James M. Roller, C.P,A. (who
.t¢ot'JIled the audits heroin g.boye refcm:d to). fully document the natlJtSl and extent of the
§buses and violatiu!1s of taw which ~ the subiect of this lawsuit.

9.
(i) Upon asswning office in 1996, the newly elected Treasurer. John Kennedy Hamilton,
undertook a more active enforcement program, utilizing a Kentucky public accounting finn
(Hisle) to perform office ftIld field audits ora number of Kentucky banks. .
(ii) When the auditing cfforts of the public accounting finn bad yielded almost $1,000,000
m.~ed and unsuuendc~ accounts, the Kentucky Bankers Association. pUrp<Jrting to act
011. behalf of all its members, filed an action to enjoin the Hisle audits, and on October 2, 1997,
pc~rsuaded the Court to grant a temporary restraining order which provided as follows:

.....the Kentucky State Treasurer, and...Department of Treasury...are hereby
RESTRAINED AND ENJOINED from using Hisle or other individuals who are
not mnplQyees of the Department of Tre~sury to perform abandoned property and
escheat c'l:aminations and audits under KRS Chapter 393 with respect to...~hg
~ aru1 financial jpstitytions who are members of the Kentucky B~ers

Association..,"

10. Shortly after being restrained from using contract accountants to perform the audits
ne.::essary to en~ure CQmplian~ with Chapter 393, the Treasurer made the following request to
Dr. James Ramsey, Director of the Budget and head of tho Governor's Office of Policy alld
Management
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"In light of the judge's ruling, I am hereby asking for an amended budget request
for the Treasury Department of $117,865 annually (see enclosW'C titled
"Compensation Comparison") which would allow me to hire three individuals
with a bachelors degree in accounting and pay them the average state pay for such
personnel. The accounting finn with whom we had contracted this past year bad
assigned this number of people to Treasury's audit program and I feci confidt:l1t
that I. too, would require the e"pertise of at least three people to meet my
responsibilities for enforcement and oversight oftbis statute."
This request was summarily denied on January 16, 1998.
II. (i) As a consequence of (a) the Restraining Order issued by the Franklin Circuit Cnurt On
October 2, 1997; and (b) the refusal ofthe Governor's Office TO allot sufficient funds for auditing
.and enforcement putposcs. the Treasurer and the Department of Treasury have only limited
resource~ t.o assure that the reporting and surrender requirements ofChapter 393 are being
followed; notwithstanding, that Treasury's study clearly shows that these statutes are being
'Nidely ignored and abused, and that millions of dollars of Wlclaimed and presumed abaudoned
properties are being held and privately ~ed by banks and financial institutions in violation
of KRS Chapter 393.
(ii) By rca!;!)" of the foregoing cvents, the members of the Kentucky Bank~s Association
,'IOW enjoy almost complme imnlunity from the mfof9OIllent and audit prQvisioW! of Chapter 323.

12. (i) The Defendants, Kentucky Bankers As.Clociation and its members. have continued to
\'esist audit efforts ofthe State Treasurer; and
(ii) most recently two of the officials affiliated with Kentucky Bankers Association have
filed a personal retaliatory action against Mr. Hamilton, Individually ~ because of newspaper and
media ads placed by Mr. Hamilton in all effort to educate the public about the recent activities of
the Kentucky Bankers Association.

13.

'fhi:; thinly disguised threat to Mr. Hamilton's Firnt Amendment rights makes iL abundantly
the jurisdiction of this Court must be invoked to quiet this contest and to determine and
ceclare the respective rights and responsibilities of the parties in regard to Kentucky's escheat
and abandoned properties statute.

<: lear that

WHEREFORE, in light of the eXtensive abuses and yiQlation~ of law described in the aUached
Itlidavit of James M, Roller, C.P.A. the Plaintiffs respectfully ~Q\lest this Court to declare:
1.

That the Defendant banks, and each ofthem, have afltrmative duties to observe and
with ~ of the provisions ofKRS Chapter 393, notwithstanding that said statute has been
itldifferentIy.enforced in recent years. with particular emphasis on the following sections:

e:~mply

a) KRS 393.l10 (1). which rcquiTes:

"Every' person holding funds or other property. tangible or intangible. pre:;:umc<!
abandoned under this Chapter shall report tQ the department with respeQt to the
propelW HnnuaUy as of July t ... on or before August 1 of each year.
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b) KRS 393.110 CU. which requires:
"~on who has made a rcoort ofQJ1Y estate or m:.opertY PwuPled
abandoned, as required by this Chapter, shall. by JanuarY 1 Qfeach year. tum o'{g
to the Department all property so reponosJ..."
(Emphasis added)

2.
That the State Treasurer has an affinnative duty to utilize to the fullest ill of the
enforcement and audit provisions ofKRS Chapter 393 to require complil'mce with this statute, in

particular the tollowing sections:
a) KRS 393.29Q (1) which provides:
"The Dt}partment may require the production of reports. or the surrender of
property as provided in this chapter by civil actiQo. including an action in the
natw'e ofa bill ofdisCQYCct, in which case the defendant shall pay a penalty equal
to ten percent (10%) orall amounts that be is ultimately required 'to surrender.
This penalty shall not exceed five hundred dollars ($500)..."

b) KRS 393.2.30 (1) which provides:
"{f any person... refu.~es to payor surrender intangible property to the department as
provided in KRS 393.06 to 393.1 10, an equitable proceeding may he brought On
~e relation of the State treasurer to fQtee payment or sUU'ender. AU property
subject..roay be listed and included in a single action."
c) KRS 323.110 (4)

.....The Commonwealth l:l1ay institute an action 12 tCcover the property presumed
abandoned. whether it has been reported or not. ..·'
(Emphasis added)
P(lt their

further relief herein, the plaintiffs respectfully demand:

1. That the State Treasurer be enjoined to forthwith file against each member of the Kentucky
Bankers Association the Bill of Discovery authorized by KRS 393.290 (1) in order to
detennine the precise amount of presumed abandoned properties (described in KRS Chapter
393), held by each of the Defendants; and that the State Treasurer be further enjoined to file
the civil action.<: authorized by KRS 393.290 (1) and KRS 393.230 (1) against each member
ofthe Kentucky Bankers Association who refuses to surrender and pay over to the
Department of Treasury rmy presumed abandoned properties held by them.
2. That each member of the Kentucky Bankers Association be enjoined;
a) To examine and review their respective records related to the presumed abandoned
properties described in KRS Chapter 393 for each annual period commencing
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July I Bnd ending on June 30 for each calendar year colDlUencing in 1983 and

ending in 1997; and
b) Upon completion of such examination, to report and pay over to the Department of
Treasury (to the extent that it has not done so) the original unadjusted values of all
presumed abandoned properties held by it; and
c) To report and pay oYer \0 the Department ofTreasury the exact amount.II of any
presumed abandoned properties which were not reported in full to the Department
bocauseof:
1) Failure to report due to mistake or inadv«tance;
2) Write-off or write-down of any preswued abandoned properties by accounting
journal entries to income or to some other account controlled by the bank;
3) Reducing or writing off any abandoned properties by charging donnancy or
service fees not charged to other accounts.
4) Depositing pennies. or using other accounting artifioos. for the purpose of
showing some activity in the account to avoid reporting or surrendering such

dcposit'l.
5) Failure to properly count the seven-year threshold for presumed abandoned
propertie.~ by ignoring undelivered mail or confirmation notioes or evidences
of abandonment.
6) Failure to understand or recognize that the contents of safety deposit boxes are
subject to the statute.
7) RolUng over certificates of deposit to avoid the statute when: the owner ofthe
deposit had no nthct account with the bank o( other personal contacts with the
bank.

8) Any other reason not fully explained or divulged at the time of filing any

annual report.
3. That the Plaintiffs be awarded their costs herein expended, including reasonable attorney
fees. to be paid from the funds recovered on behalf ofthe owners of the presumed abandoned
properties; and to all other relief to which they may appear entitled.

r?J·U:~·
Douglas C. Brandon
Patrick F.Nash
t 12 North Upper Street
Lexington, KY 40508
(606) 259-1325

esV.Marcum
P. O. Box 2315
Ashland, KY 41105
(606) 329-5075

Roger L. Massengale
249 Court Street

P. O. Drawer 1278
Paintsville, KY 41240-5278
(606) 789-2433
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COUNSEL FORPLAnfnFFS

FRANKliN CIRCUIT COURT
DIVISION I
CIVIL AcnON NO. 91'<:1.01429

KENTUCKY BANKERS A5S0ClAnON, et at.

v.

PLAINTIFFS

AFFIDAVIT OF JAMES M. ROLLER

JOHN KENNEDY HAMilTON,
I<ENtUCKY STATE TREASURER, et al.
~

•••'.*•••••"'••"'''''''.'•• ''*I.A' •••' •••• «••

The undersigned, James M. Roller, a certified public accountant, licensed to practice
in the Commonwealth of Kentucky and a partner in the acoounting finn of Hisle & Company

siler first being duly sworn, states as follows:
1.

Hisle & Company. With offices located at 277 E. High Street, lexington,

K!mtucky 40507, responded to a Request for Proposal
IS::IUed

for Personal Services ("RFP")

by the Kentucky Department of Treasury.
2.

The purpose of the RFP was to assist the unclaimed property section of the

KElntucky Department of Treasury in (1) staff training and development, (2) unclaimed

pn'perty holder education, owner Identification and notification and (3) oomprl8nce auditing.
3.

The unclaimed property section was moved from the Kentucky Revenue

Cabinet to the Kentucky Department of Treasury In 1994 as a result of legislation adopted
by the Kentucky General Assembly. At the time the Treasury Department took over the

program. the dormancy period of unclaimed property was generally reduced to 7 years.
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EXHmIT D

GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY

1998 REGULAR SESSION

SENATE BILL 339

AN ACT relating to unclaimed property.
Amend KRS 393.060 to establish when property held by a bank or financial organization is presumed
abandoned; create a new section of KRS Chapter 393 to provide that if property, other than money,
delivered to the state, the owner is entitled to any income or gain realized or accruing on the property at or
before liquidation or conversion of the property into money; amend KRS 393.280 to examination of
relevant records of a person where it is believed that is a failure to report property during the preceding
reporting period; documents and working papers obtained in the course of conducting the examination are
not public records; amend KRS 393.130 to permit the holder of property who has paid money to the
department to pay the person who appears to be the entitled holder and the department must reimburse the
holder without imposing a fee; provide that property removed from a safe deposit box or other
safekeeping depository is received by the department subject to the holder's right to be reimbursed for the
cost of opening the box and to any valid lien or contract providing for the holder to be reimbursed for
unpaid or other charges; create a new section of KRS Chapter 393 to provide that an agreement by an
owner to locate or recover property presumed abandoned is void if entered into during the period
beginning on the date the property was presumed abandoned until 24 months after the date the property is
paid or delivered to the department; provide conditions under which such agreement is enforceable; repeal
KRS 393.025, Owner of abandoned property loses income or increments accruing thereafter, and KRS
393.070, Deposits not payable on demand--When presumed abandoned.
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SB 339 - AMENDMENTS
SFA 0, D. Karem) - Clarify that Treasury examination documents are not open records; move the new
section to provide that if property, other than money, is delivered to the state, the owner is entitled to any
income or gain realized or accruing on the property at or before liquidation or conversion of the property
into money to a new subsection of KRS 393.130; delete the new requirement that the Treasurer pay 8
percent interest or aI1¥ lesser.·,rate that .the property earned while in the possession of the holder; amend
KRS 393.130 to provide that an interest-bearing account presumed abandoned shall be held in the name
of the state, but that a proper holder of the account may withdraw the property plus any accrued interest.
SFA (2, D. Karem) - Amend existing pFovisions to provide that the Department of Financial
Institutions may examine relevant records of banking organizations and financial institutions if there is
reason to believe that there has been a failure to report abandoned property.
HFA 0, M. Long) - WITHDRAWN
HFA (2, M. Long) - Amend KRS 393.110 to require reports to be filed by November 1 and property to
be turned over to treasury by November 1; require holder of abandoned property to send notice to the
apparent owner; amend KRS 393.140 to delete provisions relating to posting by claimants that are heirs or
relatives; create a new section of KRS Chapter 393 to allow treasury to auction property after 3 years.
HFA (3, M. Long) - Amend KRS 393.110 to require reports to be filed by November 1 and property to
be turned over to treasury by November 1; require holder of abandoned property to send notice to the
apparent owner except property valued at less than $100; amend KRS 393.140 to delete provisions
relating to posting by claimants that are heirs or relatives; create a new section of KRS Chapter 393 to
allow treasury to auction property after 3 years.
HFA (4, C. Hoffman) - Amend to decrease from twenty-four (24) months to twelve (12) months the
time period regarding an agreement for location and delivery of unclaimed property, to remove fee and
compensation limitations from an agreement to locate or deliver unclaimed property, and to remove
requirement that an agreement to locate or deliver unclaimed property state the value of the property
before and after the fee or other compensation has been deducted.
Feb 23-introduced in Senate
Feb 24-to State and Local Government (S)
Mar 5-reported favorably, 1st reading, to Calendar; floor amendment (1) filed
Mar 6-2nd reading, to Rules
Mar 12-floor amendment (2) filed; posted for passage in the Regular Orders of the Day for March 13,
1998
Mar 13-3rd reading, passed 37-0 with floor amendments (1) and (2)
Mar 16-received in House
Mar 17-to Banking and Insurance (H); posted in committee
Mar 19-reported favorably, 1st reading, to Calendar; floor amendment (1) filed
Mar 20-2nd reading, to Rules; floor amendment (2) filed; floor amendment (1) withdrawn
Mar 23-floor amendment (3) and (4) filed
Mar 25-posted for passage in the Regular Orders of the Day for March 26, 1998
Mar 26-3rd reading, passed 97-1 with floor amendment (3)
Mar 27-received in Senate
Mar 31-posted for passage for concurrence in House amendment on March 31, 1998; Senate concurred
in House floor amendment (3); passed 34-0

includes a11legislative and executive action through March 31, 1998
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AN ACT relating to unclaimed property.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 393.060 is amended to read asfollows:
The following property held or owing by a banking or fmancial organization is presumed abandoned:

(1)

Any deposit (legal, beneficial, equitable, or otherwise). whether payable on demand Q!Jl.

time deposit. including a deposit that is automatically renewable. in any bank or trust
company in this state, together with the interest thereon and less any deductions

permissible under state or federal law including but not limited to dormancy fees ami
sen'ice charges, unless the owner has within seven (7) years or within seven (7) years of
the first date of maturitv. in the instance ofa time deposit:

(a)

Commullicated[Negotiated] in writing or hy otller means, reflected ill a cOlltemporWleom record
prepared hy or all helloI/o/tile hOllk or trust compally, with the bank or tmst company concerning it:

eel tifieate of deposit] on his request or hy Ilis actioll:

(b)

Been credited with interestfmrthe passbook

(c)

Had a transfer, disposition of interest, or other transaction noted of record in the books or records of

01

the bank or tmst company;t-urJ

(d)

Increased or decreased the amount of the deposit;
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(e)

8m not received a regularly mailed statement a/account or otller llOtiJicatwn or commUllu:01ion,

mailed by tlle bank or trust company Mailings sllall be comMend not received ifretumed to tlle
bank or trust company marked Ulldelivemhlehy tlle IhlUedStates Podal Service or otller provUler oj
delivery services A mailing slloll he comUJ.ered regularly mailed ifU is oftlle type sent to all owners
ofa certain category o/deposU and is mailed no less titan annually,'

(2)

Any sum payable on checks certified in this state or on written instruments issued in this
state on which a banking or financial organization or business association is directly liable,
including, by way of illustration but not of limitation, certificates of deposit, drafts, money
orders, and traveler's checks, that with the exception of traveler's checks has been
outstanding for more than seven (7) years from the date it was payable, or from the date of
its issuance if payable on demand, or, in the case of traveler's checks that has been
outstanding for more than fifteen (15) years from the date of its issuance unless the owner
has within seven (7) years or within fifteen (15) years in the case of traveler's checks
corresponded in writing with the banking or financial organization concerning it, or
otherwise indicated an interest as evidenced by a memorandum on file with the banking or
financial organization;

(3)

Any funds or other personal property, tangible or intangible, removed from a safe deposit
box or any other safekeeping repository or agency or collateral deposit box in this state on
which the lease or rental period has expired due to nonpayment of rental charges or other
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reason, or any surplus amounts arising from the sale thereof pursuant to law, that have been
unclaimed by the owner for more than seven (7) years from the date on which the lease or
rental period expired.

Section 2.

(1)

KRS 393.280 is amended to read as follows:

The department, through its employees, may at reasonable times and upon reasonable

notice examine all relevant records of any person

e.:~cept

any banking organization or

financial organization where there is reason to believe that there has been or is a failure to
report property that should be reported under this chapter during the preceding reporting

period. Records shall be considered relevant to the examination ofthe preceding
reporting period iftltey document the period necessary, for that type ofpropertv, to
establish presumed abandonment.

(2)

The Department of Financial Institutions may at reasonable times and upon reasonable
notice examine all relevant records ofany banking organization or financial
organization ifthere is reason to believe that there has been or is a failure to report
property that should be reported under this chapter during the preceding reporting
period.
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ill Document.5 and working papers obtained or compiled bv the department or the
Department ofFinancial Institutions in the course ofconducting an examination are
confidential and are not open records under KRS 61.870 to 61.884.

W

The State Treasurer may promulgate any reasonable and necessary rules for the enforcement
of this chapter, and govern hearings held before him. He may delegate in writing to any
regular employee of the department authority to perform any of the duties imposed on him
by this chapter, except the promulgation of rules.

Section 3.

ill

KRS 393.130 is amended to read as follows:

Upon the payment or delivery of abandoned property to the department, the state shall
assume custody and shall be responsible for the safekeeping thereof. Any person who pays
or delivers abandoned property to the department under this chapter is relieved of all
liability [ to the extent of the valae of the plOpet ty so paid

01

deli vet ed rot any claim] which

then exists or which thereafter may arise or be made in respect to the property.

ill

Any holder of property[deposits

01

any life insUl ance company] who has paid moneys to the

department pursuant to this chapter mmfshaHt make payment to any person appearing to
such holder to be entitled thereto, and upon proof of such payment and proof that the payee
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was entitled thereto, the department shall forthwith reimburse the holder or company!.

without imposing a fee or other charge. The department may accept a holder's affidavit
as .mfficient proofofthe holder's right to recover money under this section.

ill

Notwithstanding the provisions ofKRS 393.140, posting or advertising is not required in
the event payment is made to persons entitled thereto by holders of deposits of life insurance
companies in compliance with this section. The claim shall be paid without deduction for the
cost of advertising or services provided in KRS 393.115.

f1l

Upon payment or deliven' ofproperty presumed abandoned, other than money, by a
holder to the department in accordance with this chapter, any person appearing entitled
thereto shall receive (rom the department, in addition to proceedOi (rom the liquidation or
conversion ofthe property, any income or gain realized or accruing to the property at or
before the liquidation or conversion ofthe same.

ill Property that is held in an interest-bearing demand, savings, or time deposit shall, (rom
the time that it is presumed abandoned in accordance with this chapter, be placed by the
holder in an interest-bearing account made assignable to the department. The
department, through its employee.Oi, may examine the records relevant to the
establishment and maintenance ofan interest bearing account in accordance with KRS
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393.280. Upon demand and proper proof by a person appearing entitled to payment of
property or portions ofproperty so deposited. the holder may withdraw the property and
any accrued interest for payment to the person entitled thereto. Property so deposited
and not claimed by a person appearing properly entitled to receipt shall be paid. with
accrued interest. to the department ten (IO) years after it is presumed abandoned or
upon establishment ofactual abandonment. whichever occurs first.

ill Property removed from a safe deposit box or other safekeeping depository is received by
the department subject to the holder's right to be reimbursed for the cost ofopening and
to any valid lien or contract providing for the holder to be reimbursed for unpaid or
other charges. The department shall reimburse the holder out ofthe proceeds remaining
after deducting the expense incurred by the department in selling the property.

SECTION 4.

A NEW SECTION OF KRS CHAPTER 393 IS CREATED TO READ AS

FOLLOWS:

ill An agreement by an owner. the primary purpose of which is to locate. deliver. recover.
or assist in the recovery ofproperty that is presumed abandoned. is void and
unenforceable iOt was entered into during the period commencing on the date that the
property was presumed abandoned and extending to a time that is twenty-four (24)
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montlts after tlte date tltat tlte property is paid or delivered to tlte department. Tltis
subsection sltall not apply to an owner's agreement witlt an attorney to file a claim as to
identified property or contest tlte administrator's denial ofa claim.

ill An agreement by an owner, tlte primary purpose ofwlticlt is to locate, deliver, recover,
or assist in tlte recovery of propertv and tltat is not in violation of:mbsection (J) oftltis
.5ection, is enforceable only if:

(a)

The agreement is in writillg.;

(h)

The agreement provides that the/ee or compensation agreed upon is all amoullt not more thall tell
percent (IO%) oj11Je.Jl.fl1ue ofthe property collected;

(.c)

The agreement clearly sets/orth the nature ofthe property alld the services 10 be rendered;

(d)

The agreement is signed by the apparellt owner; alld

(e)

The agreement staies the value ofthe property before alld after the/ee or other compensation has
been deducted

ill An agreement covered by tltis section tltat provides for compensation tltat is
unconscionable is unenforceable except by tlte owner. An owner wlto has agreed to pay
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compensation tltat is unconscionable, or tlte administrator on beltalfoftlte owner, may
maintain an action to reduce tlte compensation to a conscionable amount. Tlte court
may award reasonable attornev's fees to an owner wlto prevails in tlte action.

f1l

Tltis section does not preclude an owner from asserting tltat an agreement covered by
tltis section is invalid on grounds otlter titan unconscionable compensation.

ill An advertisement, a written communication, or an agreement concerning tlte location,
delivery, recover, or assistance in tlte recovery ofproperty reported under tltis cltapter
sitall contain a provision stating tltat, by law, any contract provision requiring tlte
payment ofa fee for finding property tltat Itas been Iteld by tlte administrator for less
titan twenty-four (24) montlts is void and not enforceable, and t/tat fees are limited to an
amount not more titan ten percent (IO%) oftlte value oftlte property collectell

Section 5.

KRS 393.092 is amended to read as follows:

If specific property which is subject to the provisions of KRS 393.060, 393.064, 393.066,[ 393.070) and
393.090 is held for or owed or distributable to an owner whose last known address is in another state by a
holder who is subject to the jurisdiction of that state, the specific property is not presumed abandoned in this
state and subject to this chapter if:

(l)

It may be claimed as abandoned or escheated under the laws of such other state; and
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(2)

The laws of such other state make reciprocal provision that similar specific property is not
presumed abandoned or escheatable by such other state when held for or owed or
distributable to an owner whose last known address is within this state by a holder who is
subject to the jurisdiction of this state.

Section 6.

The following KRS sections are repealed:

393.025 Owner of abandoned property loses income or increments accruing thereafter.

393.070 Deposits not payable on demand -- When presumed abandoned.
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I.

OVERVIEW. The purpose of this outline is to provide a brief overview of
certain recent developments involving banks and bank holding companies, and
is not intended to provide a complete discussion or analysis on any of the
specific topics. My comments are limited to: (1) branching and main office
relocations in Kentucky; (2) Federal Reserve changes in bank regulation
dealing with the change in bank control of insured depository institutions;
(3) practical stock redemption issues with respect to bank holding companies;
and (4) a quick review of several federal application changes.

II.

BRANCHING AND MAIN OFFICE RELOCAnONS IN KENTUCKY.
A.

Existing Kentucky Branching Laws: Kentucky bank branching statutes
are presently governed by KRS 287.180 (dealing with banking business
where done - branch and agency banks); KRS 287.915 (dealing with
branching by acquisitions); and KRS 287.920 (dealing with interstate
branching) .

B.

Proposed Legislative Changes to Branching Statute (HB 491): At this
time, the Senate has received and sent to committee HB 491 for
consideration (see Exhibit "A" attached hereto) which proposes to permit
branching where the principal office or an existing branch is located and
in up to four counties contiguous to the county in which the principal
office is located.

C.

Principal Office Relocations for Banks: The Office of the Comptroller
("OCC") presently permits a national bank to relocate its main office up
to 30 miles pursuant to the provisions of 12 U.S.c. § 30 and retain its
existing branches including the location of the former main office. The
Commissioner of the Department of Financial Institutions has issued
Parity Letter 96-1 (see Exhibit "B" attached hereto) which permits and
presently deals with principal office relocations for state chartered banks
in Kentucky.

D.

Resurrection of Former Main Office Charter: KRS 287.915(2)(d) permits a
holding company to resurrect a banking charter that has been
surrendered after a banking combination pursuant to KRS 287.915 with
the approval of the commissioner.
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III.

E.

Federal Thrift Branching Rights: Many bank holding companies have
formed or acquired thrifts to take advantage of a federal thrift's
favorable branching rights which allows both interstate and intrastate
branch banking. Thrifts are permitted to be merged into commercial
banks with the approval of the regulators and are permitted to retain
their branches.

F.

AIM's of National Banks: On Apri11, 1997, the OCC issued OCC
Interpretative Letter No. 772 (March 6, 1998) permitting national banks
to set up ATMs free of geographic restrictions.

FEDERAL RESERVE'S CHANGE IN BANK CONTROL REPORTING ISSUES.
A.

12 U.S.c. 1817(j) and Regulation Y: 12 U.S.c. 1817(j) deals with change
in control of insured depository institutions and Regulation Y (12 CFR
Part 225.41, et seq.) deals with change in control for bank holding
companies.

B.

Revised Interagency Forms: The OCC, FDIC, Federal Reserve and OTS
on January 30, 1997 made available common interagency corporate
forms for change in control for all financial institutions (see Exhibit "C"
attached hereto for joint release) on the internet at http://www.fdic.gov
or fax-on-demand at 202/906-5660.

C.

Recent Federal Reserve Regulatory Changes: In April 1997, the Federal
Reserve amended Regulation Y and among other changes made the
following changes dealing with bank control act filings:
•

Eliminate the current requirement that a
person that has already received Federal
Reserve Board approval under the Change in
Bank Control Act obtain additional approvals
to acquire additional shares of the same bank
or bank holding company;

•

Add definitions of the term acting in concert
and immediate family, which are discussed
below, and establish presumptions to resolve
questions about when a group is acting in
concert;

•

Allow after-the-fact filings when a CIBC Act
filing requirement is triggered by the action
of an unrelated third party;
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•

Permit public notice of CIBC Act filings to be published 30 days
in advance of filing notice with the System.

The new definition of "immediate family" is as follows:

(3) Immediate family includes a person's
father, mother, stepfather, stepmother,
brother, sister, stepbrother, stepsister, son,
daughter, stepson, stepdaughter, grandparent,
grandson, granddaughter, father-in-law,
mother-in-law, brother-in-law, sister-in-law,
son-in-law, daughter-in-law, the spouse of
any of the foregoing, and the person's spouse.
The new definition of "acting in concert" is as follows:

(2) Acting in concert includes knowing participation in a
joint activity or parallel action towards a common goal of
acquiring control of a state member bank or bank holding
company whether or not pursuant to an express
agreement.
IV.

PRACTICAL ASPECTS OF BANK HOLDING COMPANIES PLANNING TO
REDEEM STOCK. After considering the usual securities and Kentucky
corporate issues associated with a corporate redemption of shares by a bank
holding company organized in Kentucky (which this outline does not review),
any bank holding company must also consider whether: (1) a prior federal
reserve notice of the redemption is required; (2) a change of control notice
filing is triggered for any of its principal shareholders; and (3) whether the
transaction would likely affect the ability of the corporation to undertake an
acquisition transaction for the next two years and account for the transaction
as a "pooling of interest" from an accounting perspective, as opposed to
"purchase" accounting pursuant to Accounting Principles Board Opinion No.
.
16 ("APB 16").
A.

Federal Reserve Notice.
1.

In Regulation Y, 12 CFR 224.4(b) (a copy of which is attached
hereto as Exhibit "D") requires prior written notice to the Federal
Reserve before purchasing or redeeming equity securities "if the
gross consideration for the purchase or redemption, when
aggregated with the net consideration paid by the company for
all such purchases or redemptions during the preceding 12
months, is equal to 10 percent or more of the company's
consolidated net worth. "Net consideration" is defined as the
gross consideration paid by the holding company for all of its
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equity securities purchased or redeemed during such 12 month
period minus the gross consideration received for all its equity
securities sold during the period.
2.

There is an Exception from notice for well-capitalized and wellmanaged bank holding companies. A bank holding company is
not required to obtain prior Federal Reserve approval for the
redemption or purchase of its equity securities under this section
provided:
(i) Both before and immediately after the redemption,
the bank holding company is well-capitalized;
(ii) The bank holding company is well-managed; and

(iii) The bank holding company is not the subject of any
unresolved supervisory issues.

V.

B.

Effect on Accounting Treatment for Future Acquisitions: A bank holding
company should make a determination that as a result of the ownership
of the bank holding company immediately after the redemption whether
any shareholder(s) or group of shareholders, deemed acting in concert,
are required to make a notice filing pursuant to 12 U.S.c. 1817(j), and
Regulation Y at 12 CFR Part 225.41 et seq. If a notice of change in
control is required by a shareholder as a result of the redemption, the
notice in many instances must precede the bank holding company
redemption, unless the shareholder does not have advance knowledge
of the redemption and provides the written notice within 90 calendar
days of the redemption.

C.

Change in Control Issues: Any bank holding company considering a
corporate redemption should review the impact of the redemption
transaction with their accountants to determine any adverse effect for
the redemption on the ability of the corporation to undertake an
acquisition transaction that would qualify as a "pooling of interest."
[See APB-16 for accounting for business combinations.]

FEDERAL APPLICATION CHANGES. Several significant federal application
changes should be reviewed and noted.
A.

Revisions to Federal Reserve Regulation Yare found at 12 CFR Part 225,
Federal Register, Vol. 61, No. 174, September 6, 1996. Included at this
cite are the Federal Reserve summary of the changes.
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B.

The Board of Governors of the Federal Reserve System has provided a
Letter addressing Streamlined Section 4 Procedures for Well-Capitalized
and Well-Managed Banking Organizations ,SR-97-13 (APP). It can be
found at CCH's Federal Banking Law Reports of May 16, 1997,
paragraph 59-311.

C.

The Board of Governors of the Federal Reserve System has also
provided Streamlined Section 3 Procedures for Well-Capitalized and
Well-Managed Banking Organizations, SR-97-12 (APP) Attached as
Exhibit "G" to this outline is a copy of SR-97-12 (APP). It can be found
at CCH's Federal Banking Law Reports of May 16, 1997, paragraph 59311-B.

D.

The Office of Thrift Supervision has revised 12 CFR Part 516 dealing
with Application Processing Guidelines and Procedures. This can be
found at CCH's Federal Banking Law Reports of April 18, 1997,
paragraphs 19-051 through 19-053.

E.

The Office of the Comptroller of the Currency's has issued a final rule
and summary of a national bank's corporation activities and transaction
regulations dealing with corporate applications and notices. This notice
can be found at CCH's Federal Banking Law Reports of December 6,
1996 paragraph 90-449.
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ExmBIT A

GENERAL ASSEMBLY
COMMONWEALTH OF KENTUCKY
1998 REGULAR SESSION
HOUSE BILL 491

AN ACT relating to bank branches.
Amend KRS 287.180 to permit banks to establish branches in contiguous counties; limit to four the
number of contiguous counties in which branches may be established.
HB491-AMENDMENTS
HFA (1, C. Geveden) - Amend to decrease the number of branches from four (4) to two (2); amend to
require that a banking establishment must be located in a county that has a city of the first or second class,
or a banking establishment must be located in a county that has an urban-county-govemment, in order for
the banking establishment to establish a branch in contiguous counties; and amend to allow reciprocity to
a banking establishment located in those contiguous counties.
HFA (2, C. Geveden) - Amend to decrease the number of branches from four (4) to two (2).
HFA 0, S. Riggs) - Amend to require that a banking establishment must be located in a county that
has a city of the first or second class, or a banking establishment must be located in a county that has an
urban-county-govemment, in order for the banking establishment to establish a branch in contiguous
counties; and amend to allow reciprocity to a banking establishment located in those contiguous counties.
HFA (4, C. Walton) - Amend to require that a banking establishment must be located in a county that
has a city of the first, second or third class, or a banking establishment must be located in a county that
has an urban-county-govemment, in order for the banking establishment to establish a branch in
contiguous counties; and amend to allow reciprocity to a banking establishment located in those
contiguous counties.
HFA (5, C. Walton) - Amend to require that a banking establishment must be located in a county that
has a city of the first, second, or third class, or a banking establishment must be located in a county that
has an urban-county-govemment, in order for the banking establishment to establish a branch in
contiguous counties; and amend to allow reciprocity to a banking establishment located in those
contiguous counties.
Feb 3-introduced in House
Feb 4-to Banking and Insurance (H)
Feb 9-posted in committee
Feb 19-reported favorably, 1st reading, to Calendar
Feb 20-2nd reading, to Rules
Feb 23-posted for passage in the Regular Orders of the Day for February 24, 1998
.
Feb 25-floor amendments (1) and (2) filed
Feb 27-3rd reading, floor amendment (1) rejected; defeated 48-48
Mar 2-floor amendments (3) (4) and (5) filed; reconsidered, placed in the Orders of the Day
Mar 4-floor amendment (5) adopted; floor amendment (5) reconsidered and rejected; passed 52-44
Mar 5-received in Senate
Mar 6-to Banking and Insurance (S)
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AN ACT relating to bank branches.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 287.180 is amended to read as follows:
(1)

Banks authorized under the laws of this state may, except as provided in
subsections (2) or (3) of this section, exercise, only at their principal office, powers
necessary to carry on the business of banking by discounting and negotiating notes,
drafts, bills of exchange and other evidences of debt, and by purchasing bonds,
receiving deposits and allowing interest on these items, buying and selling
exchange, coin, and bullion, and lending money on personal or real security.

(2)

(gl

Any corporation presently or after July 13, 1990, engaged in the business of
banking, and meeting the requirements of this subsection, may apply to the
commissioner for permission to establish[, within an)' COUHt)' in ",,',hich its
principal office or an e>dsting branch is located,] a branch at which all of the

powers conferred in subsection (1) of this section may be exercised{
1.

Within any county in which its principal office or an existing branch
is located,· and

2.

Within any county contiguous to the county in which its principal
office is located, but a branch may not be established in more than
four (4) contiguous counties.

@

Before the commissioner shall approve or disapprove any application made
under this subsection he shall ascertain and determine that the public
convenience and advantage will be served and promoted and that there is
reasonable probability of the successful operation of the branch based upon
the financial and managerial impact of the branch on the bank establishing the
branch.

ffl.

The following conditions shall apply to applications for branches:
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l.ffaH

The permission to open a branch shall lapse one (1) year after the

commissioner has rendered a final order as defined in KRS 13B.OlO,
unless it shall have been opened and business actually begun in good
faith. If, for reasons beyond the control of the applicant, the branch is
not opened within this time period, permission to open the branch may,
with the approval of the commissioner, be extended for any period of
time he deems to be necessary; and
2.ffb:»

An application to establish a branch office shall be approved or

disapproved by the commissioner based upon the facts existing at the
date of filing of the application, except for the financial condition of the
bank proposing to establish a branch office, which condition shall be
subject to review until an order ruling on the application is made.
(3)

Any corporation which on January 1, 1966, was engaged in operating an agency or
branch bank may continue to retain and operate the agency or branch bank under
the general banking laws, and the requirements set forth in this section in respect to
capital shall not apply to any existing agency or branch bank but only as to those
agencies or branch banks which may be established in the future pursuant to the
terms of this section.

(4)

The provisions of this section shall not be construed to prohibit the merger of banks
in the same county and the operation by the merged corporation of the banks, nor to
prohibit the sale of any bank to, and the purchase by, any other bank in the same
county and the operation of the bank by the purchasing bank as a branch, provided
the commissioner shall determine that the public convenience and necessity will be
served by the operation, and provided further that, at the time of the merger or
purchase, each of the banks involved shall have been in operation for a period of
five (5) years or more. The bank which does not survive the merger shall surrender
its charter.

L-9

(5)

Any national banking association or any state bank member of the Federal Reserve
system whose principal office is located in this state may do all things and perform
all acts which state banks are permitted to do or perform under this section, subject
to the conditions and restrictions provided for banks as to exercise of these powers.

(6)

When a branch or agency bank has once been established any operation of the
branch or agency bank shall not be discontinued, and the branch or agency bank
shall not be closed until after ninety (90) days' notice in writing to the
commissioner. In the discretion of the commissioner the branch or agency bank
proposing to discontinue operation may be required to give notice of the date when
its operation will cease.
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EXHIBIT B

DEPARTMENT OF FINANCIAL INSTITUTIONS
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VEF1SAI'-LES ROAQ

FRANKFOR"'. KENTUCKY

40601

TELE. 5021573-3390

FAX 5021573-8787
PAUL. E. PA"TTON

L.AJ.lRV D. LANcr:a
COM ....ISSIQNE.R

GOVERr"ooIOR

MEMORA.~UM

To:

All Kentucky State Chartered Banks

From: Larry D. Lander
Commissioner

~);?~

Date: June 24. 1996
RE:

Parity Letter 96-1
Principal Office Relocations

Enclosed is a copy ofParity Letter 9&-1 relating to the relocation of a KentuckY state chartered
bank's principal office. As stated. the effective date ofParity Letter 96-1 is june 24, 1996.

If you should have any questions. please feel free to contact me at (502) 573-3390.
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PARITY

LETTER

PRINCIPAL
OFFICE
RELOCATIONS

BIS'IORICAL

PERSPEC'11VE
Under authority granted PUISUllIlt to
KRS 287.020 (3). after issui:lg
J:lotice and n:q~ comment.
then Commissioner Edwud B.
Hatc:hctt. Jr., on November 24.
1992, issued a Findin& of
PermiSSl'ble Activities, Services. en
Products, (Parity Lettet 92-3) OIl.
August 14. 1993. Parity Letta 923 aIlowai Kentucky's statechart.aed bazW to take advantage

of the principal office relocation
powers gI1lJlted nation.al banlcs
under 12 U.S.C. 30(b)..
At the: lime that :Parity Letter 92-3

was issued. the Office of the
Comptroller of the CUrTel1CY. bastd
on its interpretation of 12 U.S.C. 30
and its rulings c:oncem.ing intnstate
relocations. pe::rmitted national

ISSUE DATE:
June 24,1996

EFFECTIVE DATE:
June 24,1996

bllIlks to relocate principal offices
up to thirty miles. and required
that. if such move occurrc:C across
county lines. the relceatc:d bank's
initial principal office 'be dosed and
further branching in the former
eounty forfeited.
Parity Letter 92-3 JXl'Initted sta~
c:ba.rtaed banks, the relocation of
'oVhi~ is governed byKRS 287.l8S,
upon a vote of the shareholders
o""Tling twe>thirds ot the stocl:: of
such and upon the approval of the
Commissioner. to relocate a
principal office within a thirty
miles radius of the city. town. or
village mVriUch the principal office
was originally loc;:atc:d, closc its
origi.cal principal office, and retain.
as branches any existing bnmches
in the original principal office
tounty.

Since A~aust 24, 1993, the
Departme:nt has received three
applications fuJrn state-clwtered
banks to relocate principal offiCC$
as permitted under parity Letter n3. Of the three applications. two
were approved. In addition.. several
statl:~h.artc:l'ed banks have ~
c:d an btercst in applying to reoloc:a!e principal offices as pamit~
tal under Parity Letter 92·3.
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!he

J:)epartm.eut found that
competitive inequalities arase after
the is.su.J1l.c:e of Parity lAta 92-3
and aft.c:r a:rtaitr. actions on ~ part
of the Office of the Comptroller of
the Cnm:ncy. namdy the approv.al
oftbrcr; applications which permitted ;.e:rtain Kentucky located
national banks to rclocatl: principii!
offices acrtlSS county and state lines
end retain former branches, under
12 U.S.C. 30; establish bIanehes at
the locations of formet principal
offi~ under 12 U.S.C. 36(c); and
establish additiotlSl branches in the
Kentuclc:y counties whae sald bank
could have established branches
prior to the relQC3.tton, under 12
U.S.C. 36 (c).
On November 20. 1995. the:n acting
Commissioner Edward J. Holmes,
i~ notice. and request for
commt:llt, re:gar~ the: possible
implementation of Amended Parity
Letter 92-3. which was drafted to
alleviate CC1net:mS that Nrther
inequalities lw1 arisen since the
issuance of Parity Letter 92·3. due
in part to the Comp1%"ollcr's rulings
noted above.

Proposed Amended Parity Letter
92-3 restated the original findings

of Parity Letter 92-3 but fiu'tht:t'
proposed that a relocated state.c:hartcred baN: be permitted to
establish a branch office at the
location of its fonner principal
office and additional bnm.ches in its
~unty of origin. as if it had not
moved.

Action on the proposal Amcncl.ed
Parity Letter 92-3 was delayed until
a new commissioner 'IlI8.S appointed
by Govc:mor Paul E. Patton during
Januaxy. 1995. Immediately after

his

appointment, Commissioner
D. Lander initiated an
intc:maI evaluaticn of the current
status of banking law and regulation in Kc:n~ky. to detennine what
effects rulings issued by the oroce

Lany

of the Cc=ptroller oftlu= Currency,
and re;e:ntly enaaed legislation
would have an the need for
Amended Parity Letter 92-3.
Particular atteD.tiQn was paid to thr:
intent ofKRS 287.020 UIIde::t which

the Conuni$Sioner is givc:n pmiry
power (Sectian 3) but also u::n.der
'M:Iich c:ataiD limibltions may be
imposed in regard to ~ establishment ofb7:anc:hes (Section 4).

in Parity Letu:r 92-3 are no· longer
applicable:. Stat~ banks
are no longer at a competitive
disadvantage
in .regards to
brznclUng. cmly in regards to
principal office reloc:ations.

During the 1996 session of the

Gt:neral .Assembly, several lIItU=lldmats to KRS 287 were COlltained
House Bill 607, wtUc:h the
Govc:mor signed on April 10. 1996.
In pazticWar, an atrIf'J'!dment was
made to KR.S .2$7.180 ~ \VtIuld
allow any bankitlg corporaIicm,
mtetillg the requisite requirements.
to apply to the Commi$$iORer for
permission to locate a branch in any

m

w~~m~~thc~Q~offi~

of said bank, or an existing bI'lUll:h

ofsame, is located.
On May 8. 1996. the Commissioner
issuci 8 memorandum to all
Kmtuel:y stat~ed bImks
regarding the wntinued evaluation
by the: Dcpatttnent of Amended
Parity Letter 92-3 particularly given
the enactment ofHB 607.

Hacinatter

stated
are
the
conclusions of the Commissioner
and a. statement of policy of the
Department,. dfecti1fe this dare..

Now. after a state-chartered bank
has relocated its principal o~
state law clearly delineates thA=
bank's branching rights in all
eountie:s whae it is located. When
a bank relocates to mother couzr.ty.
assuming it has at least one bxam:h
in addition to its prizu:ipal ofiice. it
may apply fer pmnissiOD. to
estJiblish other btaDches in the
original county. It may apply for a
branch at the location of the:
original principal office lccation.
which must haY!: been closal. It
may also apply far a branch

simultaru:cusly with the closure of
the principal office: required.
.Multiple RelocatioDs

Concern has been exprr:sse:d to the:
Department that some baNs may
atta'npt to USC' authority gnllted by

the Commissioner, under his parity
poweno. to effectuate multiple
relrxations over II short period of
time:. It is S\lbnUtted that tiUs is a.

EFFECT OF LEGISLAUON'

valid conc:em.

BB607

The Office of the Comptroller of
the Cum:nc:y has stated thIl.t it will
not approY!: subsequent principal
office relocations until scvc:ral ycus
haY!: passed.
The Department
likl:Wisc: will only approve multiple
relClQltions of a bank's principal
office under certain conditions.

The znajor purpose ot HB 607 ~
to amend KRS 287 to ~onn to
The fedenl1 Riegle:--N~ A~

The Depattm.ent endorxd bill. HB
(J!J7, contained amendments to XRS
287.180 n:lating to bral:lc:h ~.
These amc:ndments allow a state,..
chartcn:4 bank to apply for
permission to establish a branch in
8ZIy wunty in which its principal
offi~ or a branch is located.. PJ:jor
to these amendments, KRS 287.1&0
was silent about ~ in any
county other than the county where
the bacl:,'s principal office was

located-'though 287.91SC2Xa) does
allow a Kccmbincd bank" to Immch
in multiple counties..

One: of the prinwy responsibilities
of the Dcpa:rtme:nt i$ to ensure that
any banking adivity which
transpires in Kentucky promotes
the public convenience and
advantage. The General .Assembly
has set five (S) years as the period
of time that a newly chatteted bank
must be in existence before it may
be

acquiral,

KRS

the public convc:n.ialce: and
advantage.. The Depar1ment shall

therefor. from this date. r~ a
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blmk to rc:maiD in the
c:cunty of its new prln.c:ipal oflic:e
loc:atian far a period ofnot less than
five (5) )'ems bef01"C it shall be
pamitted to make a subseque:at
.pplic:ation for a relocatioD of its
principal offI~ to IlIlOth£r county.

Newly Chartered Banks
A stare:-eha:ttcred blmk. charta-ed
after May 31, 1996. shall be in
existence for a paicd of not less
than five (5) years prior to
submitting 811 appli~on for a
subscqUClt
rclQC8tiQn of its
principal office: to another county.
Contained. in the application ma&
by my state-<:bartere:d bazIk are
provisions that set forth ways in
wlUc;hit will bc:aetit its ~uni~.
The five: (5) y~ will permit the
De:par1mmt to determine whdhcr a
new bank bas met its wmmitrnents
under its original appliauon prior
to permitting it to relocate its
principal otIic:e.
AcnONl'AIa:N
The Commissioner issued a notice
of FINDINGS OF PaMlSSlBLE
AC!1V'I'IIES. SERVICES. OR
PRODUCTS. regarding propas¢.1
Parity Letter- ~5-I, on May 31.
1996, and invited comment. Said

eomment period closed on June 21.
1996. with all c:omme:n~ related
thereto h.ving been addressed to:

Lany D. Lander
Commissioner
Dept ofFinanQa11i:1stitutions
477 Versailles Road
Franlc.fort. Kentucky 40601
(502)573-3390

PARIlY STATEMENl'

Parity..uttcr 92-3 is nullified w
eonsideration of Amended Parity
Letter 92-3 is tenninate:l. its DClCd
having

bo:n

negated

by

the

aJaetment ofHB «fl.

287.900.

Subsequent relocations. teo seen
, after initial relocations. 'WOuld not
setVe

In light of the amendments to I<RS
287.1&0. cc:rtain restrictions set out

Iel~t.ed

From the: effective date set forth
herein, the Department will pe:rrrU[
statochartaed banks to:

XRS Z87.185. Prc:requisit5 to
the approval of a principal
otlice reloc:atiOJ1 shall be the
detcm.iIlation that the public
coIlvmience and advantage
will be senred and prgmoted
by such relocation. and that
there is reasonable' probability
of the sua:essf\J.l open.tion of
the priDcipal office in the DtW
location.

(1) file an applic:atioZl to Idoc.ate •
principal office to a mte in
IIllOthc::r counly which is within
thirty (30) miles of the city.
town. 01" village of the cclsting
principal oflil:C:.
(2) to file an applicdicn for a
bnmt;h in any countY' where it

has a principal office 01" an
exis:tiDg bran~
Said applic:ations shall be pcnnitted
of those stlI.t.odIarterel;i banla in
existence ClIl or before May 31,

1996. Any state-chartered ~
not in existenc¢ on or Ware May
31. 1996, shall have becI. in
ctistence in the location of its
Qriginally establisha:! chattc:r for a
minimum of fiVl: (5) years prior to
the filing of the application to
relocate its principal office to
another county.

b)

c)

Parity Letter 9&-1 applia only
to requests for principal office
rellX.atioDS to a new county.
Rdcx:ations within an existing
county of a bank's opc:ations
continue to be controlled by
KRS 287.185.

A bank: desirous of reloc;ating
its prine:ipal offit;e within lI.
radius and into
another county must, in
thirty mile

additio~

stato-charte:rcd bank,
'MUch has been permittc:li to
rcIlX.ate its ~ipal offit;e to
another county, will be permitted to
make an applicaticm to the DepartJilent to relocate its principal office
to another county prior to the
passage of five (5) years from the
Further,

:DO

dale cfthe previous reloeation.
The Commissioner. on May 31,
1996, issued notice of this proposed
parity letter, Parity Letter 96-1, and

solicited public: comment thereon.
CQmmen[ period c:nded in
keeping with the appropriate roles
and regulations governing such.
All respemsa res;Ovecl supported
the iSSUllllce of Parity lAter 9&.1.
The

However, some respondents did

request

clarification

of certain

to its principal office.,

haw at least one branc1:i. office
to avail itself of certain of the
permissible activities allowed
under Parity Letta" 9&-1. In
order to 1mncll further in the
origiAal county, such bank
mlJS[ have at least one branch
existing at the time of the
relocation of its principal
office to a MW county. Any
bank consisting only of a

principal office, and having no
bnmchf:s 't"tluld foif~t all
branching rights in the original
county if it relocated its
princ:ipal office: to a. new
county.
FlNDlNG OF PERMISSIBLE
ACTIVITIES. SERVICES. OR
PRO])UcrS

by KRS 2&7.185 and the relocation

of a national bazik's principal offic:e
is go"emcd by 12 U.S.C. §3O(b).
The Office of the Comp~ller of
the Currency ha$ interpreted 12
U.S.C. §3O(b) to permit Dational
banks to rclcx:ate prjnc::jpal offices
across county lines while requiring
that the original principal office be
closed.
P.re:miscd
OD
this
inte:prctatiaa, the Comptroller of
the Currency has apptQved
numefOUS tramactians involving
principal office I1:1oc;.ations across
county lines..
On and after the eff=:tive date of

this Finding, a state baDk may,
through a resolution of its board of
directors, adopt the prgvisions of 12
U.S.C. §3O(b); and upott a vote of
the sharehold.ex'S owning two-thirds
of the stock of a bank, and upon
approval of the Commissioner, a
state-chartcrcd ba1lk may relocate
its principal office to a locarion in
another county which is within
thirty (30) miles of the d>', town,
village in ~ch the principal office
was originally located.
The
principal office in the: original
county must close.
A bank
charttrc:d after May 31. 1996 must
have been ill. exist:eruz at least five
(5) years before it ttlay apply to
again relocate its principal office to
another county. A bank which has
relocated its principal office to
another county must wait at IQSt
five years before it lNly apply to
again relocate its principal offit;e to
another county. '

Parity Letter 92·3 is Dullified and
subjects raised th~n shall now
be controlled by Parity Letter 9&.1.

issues raised thereby.
The ColMllssioner of Financial

In response to such, the Department
hereby gives notice ofthe following
guidelines as such shall ~1ate to
Parity Ld:ta 9&.1 and tx"ansactions
antie:ipat«!. to arise as a Il$11t of
the iS$Ulmce thm:gf

4)

Criteria that the Commissioner
to determine whether

<M.lI

use

Institutiocs issun this Finding of

Permissible Activities, Services, or
PRl4~
pursuant to I<R.S
287.020(3). Competitive ineq~ity
exists between some state<ha:rte:rccl
and national banks as a result of the
difi'en:nee in policies and rulcs
govc:ming relocation of a bank's

principal office.

to approve a bank's rtqUdt for

a principal office zdcx:ation to
another COllIlty is contained in

The relocation of a state<hartertd

bank's principal office is governed
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EXHIBIT C

NR 97-12

Joint Release

Office of the Comptroller of the Currency
Federal Deposit Insurance Corporation
Federal Reserve Board
Office of Thrift Supervision

FOR IMMEDIATE RELEASE
January 30, 1997

Interagency Corporate Forms Available
The four federal banking agencies have adopted three interagency corporate forms that replace
and streamline forms that had previously been different for each agency.
Under Section 304 of the Riegle Community Development and RegUlatory Improvement Act
of 1994, the agencies have developed forms-that promote consistency and uniformity in a
manner that reduces federal regUlatory burden on the banking industry. These are the first
uniform corporate forms adopted and issued by the agencies.
The forms adopted by the agencies are:

•

Interagency Notice of Change in Control: Generally. this notice is used by
persons who wish to acquire control of a depository institution;

•

Interagency Notice of Change in Director and Senior Executive Officer: This
notice is used to notify the appropriate regUlatory agency when required prior to
the employment of a new director or senior executive officer; and,

•

Interagency Biographical and Financial Report: This report is filed in
conjunction with the Interagency Notice of Change in Control and the
Interagency Notice of Change in Director and Senior Executive Officer. It is
also used by organizers of a new ftnancial institution and for other related
purposes.

The revised forms will be available from each of the federal banking agencies. On the
Internet, they will be available at http://www.occ.treas.gov and at hnp:llwww.fdic.gov. In
addition, they will be available from the fax-on-demand system at (202) 906-5660 or (202)
479-0141.
The regUlatory agencies are continuing to review other corporate forms in their efforts to
achieve uniformity and to simplify or eliminate duplicative or outmoded policies or procedures
which unnecessarily burden fmancial institutions.
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EXHIBIT D

Federal Reserve Notice
Reeulation Y:
Requiring Prior Written Notice To the Federal Reserve
Before Purchasing or Redeeming Equity Securities
§ 225.4 Corporate practices.
(a) Bank holding company policy and operations. (1) A bank holding company shall serve
as a source of financial and managerial
strength to its subsidiary banks and shall not
conduct its operations in an unsafe or unsound
manner.
(2) Whenever the Board believes an activity
of a bank holding company or control of a
nonbank subsidiary (other than a nonbank
subsidiary of a bank) constitutes a serious risk
to the financial safety. soundness, or stability
of a subsidiary bank of the bank holding company and is inconsistent with sound banking
principles or the purposes of the BHC Act or
the Financial Institutions Supervisory Act of
1966. as amended (12 U.S.C. 1818(b) et seq.).
the Board may require the bank holding company to terminate the activity or to terminate
control of the subsidiary. as provided in section 5(e) of the BHC Act.
(b) Purchase or redemption by bank holding
company of its own securities-{l) Filing notice. Except as provided in paragraph (bX6) of
this section. a bank holding company shall
give the Board prior written notice before
purchasing or redeeming its equity securities if
the gross consideration for the purchase or
redemption. when aggregated with the net
consideration paid by the company for all such
purchases or redemptions during the preceding
12 months. is equal to 10 percent or more of
the company's consolidated net worth. For the
purposes of this section, "net consideration" is
the gross consideration paid· by the company
for all of its equity securities purchased or
redeemed during the period minus the gross
consideration received for all of its equity securities sold during the period.
(2) Contents of notice. Any notice under this
section shall be filed with the appropriate Reserve Bank and shall contain the following
information:

(i) The purpose of the transaction, a
description of the securities to be purchased
or redeemed, the total number of each class
outstanding. the gross consideration to be
paid. and the terms and sources of funding
for the transaction;
(ii) A description of all equity securities
redeemed within the preceding 12 months,
the net consideration paid. and the terms of
any debt incurred in connection with those
transactions; and

(iii)(A) If the bank holding company has
consolidated assets of $150 million or more,
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Federal Reserve Board Regulations

consolidated pro forma risk-based capital
and leverage ratio calculations for the bank
holding company as of the most recent quarter, and, if the redemption is to be debt
funded, a parent-only pro forma balance
sheet as of the most recent quarter; or
(B) If the bank holding company has consolidated assets of less than $150 million. a
pro forma parent-only balance sheet as of
the most recent quarter. and, if the redemption is to be debt funded. one-year income
statement and cash flow projections.
(3) Acting on notice. Witl-in 15 calendar
days of receipt of a notice under this section.
the appropriate Reserve Bank shall either approve the transaction proposed in the notice or
refer the notice to the Board for decision. If the
notice is referred to the Board for decision, the
Board shall act on the notice within 30 calendar days after the Reserve Bank receives the
notice.
(4) Factors considered in acting on notice.
(i) The Board may disapprove a proposed
purchase or redemption if it finds that the
proposal would constitute an unsafe or unsound practice. or would violate any law, regulation, Board order, directive, or any condition
imposed by, or written agreement with. the
Board.

4-18-97

(iii) At the conclusion of the hearing. the
Board shall by order approve or disapprove
the proposed purchase or redemption on the
basis of the record of the hearing.
(6) Exception for well-eapitalized bank holding companies. A bank holding company is not
required to obtain prior Board approval forthe
redemption or purchase of its equity securities
under this section provided:

(ii) In determining whether a proposal
constitutes an unsafe or unsound practice.
the Board shall consider whether the bank
holding company's financial condition, after
giving effect to the proposed purchase or
redemption. meets the financial standards
applied by the Board under section 3 of the
BHC Act, including the Board's Capital Adequacy Guidelines (Appendix A of this part)
and the Board's Policy Statement for Small
Bank Holding Companies (Appendix C of
this part).
(5) Disapproval and hearing. (i) The Board
shall notify the bank holding company in writing of the reasons for a decision to disapprove
any proposed purchase or redemption. Within
10 calendar days of receipt of a notice of
disapproval by the Board. the bank holding
company may submit a written request for a
hearing.
(ii) The Board shall order a hearing
within 10 calendar days of receipt of the
request if it finds that material facts are in
dispute, or if it otherwise appears appropriate. Any hearing conducted under this paragraph shall be held in accordance with the
Board's Rules of Practice for Formal Hearings (12 CFR part 263).
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(i) Both before and immediately after the
redemption. the bank holding company is
well-eapitalized;
.
(ii) The bank holding company is wellmanaged; and
(iii) The bank holding company is not the
subject of any unresolved supervisory issuE$.

FRANCHISE TAX UPDATE
S CORPORATION FORM FOR BANKS

Thomas J. Luber
Wyatt, Tarrant &: Combs
LouisviIle, Kentucky

Copyright 1998. Thomas J. Luber

SECTION M

GENERAL ASSEMBLY
COMMONWEALTH OF KENTlTCKY

1998 REGULAR SESSION
----------------HoeSE BILL NO. 419
AN ACT relating to revenue and taxation and declaring an emergency.
Amend KRS 136.500 to change the Internal Revenue Code and National Bank Act reference date from
December 31, 1995, to December 31, 1997; add definition for Kentucky obligations; amend KRS 136.515
to provide that savings and loan associations that combine with a bank are allowed a credit on their bank
franchise tax return for tax paid as a savings and loan association during the year of combination; amend
KRS 141.010 to exclude the distributive share of a shareholder's income from a S corporation subject to
the bank franchise tax or the capital stock tax; provide that the amendment contained in Section 3 of the
Act applies for taxable years beginning after December 31, 1996, and the amendments contained in
Sections 1 and 2 of the Act apply for taxable years beginning after December 31,1997; EMERGENCY.
HB 419 - AMENDMENTS
HCA C1, M. Long) - Retain original provisions of the bill; provide that distributive shares of a
shareholder's net income from an S corporation related to a qualified subchapter S subsidiary are to be
excluded from adjusted gross income.
Jan 26-introduced in House
Jan 27-to Appropriations and Revenue (H)
Feb 12-posted in committee
Feb 17-reported favorably, 1st reading, to Calendar with Committee Amendment (1)
Feb 18-2nd reading, to Rules
Feb 19-posted for passage in the Regular Orders of the Day for February 20, 1998
Feb 23-3rd reading, passed 86-1 with Committee Amendment (1)
Feb 24-received in Senate
Feb 25-to Appropriations and Revenue (S)
Mar 24-reported favorably, 1st reading, to Consent Calendar
Mar 25-2nd reading, to Rules; posted for passage in the Consent Orders of the Day for March 26, 1998
Mar 26-3rd reading, passed 36-0; received in House; enrolled, signed by each presiding officer
Mar 27-delivered to Governor
includes all legislative and executive action through March 31, 1998
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AN ACT relating to revenue and taxation and declaring an emergency.

Be it enacted by the General Assembly ofthe Commonwealth ofKentucky:
Section 1. KRS 136.500 is amended to read as follows:
As used in KRS 136.500 to 136.575, unless the context requires otherwise:
(l)

"Billing address" means the location indicated in the books and records of the
financial institution, on the first day of the taxable year or the date in the taxable
year when the customer relationship began, as the address where any notice,
statement, or bill relating to a customer's account is mailed;

(2)

"Borrower located in this state" means a borrower, other than a credit card holder,
that is engaged in a trade or business that maintains its commercial domicile in this
state or a borrower that is not engaged in a trade or business;

(3)

"Credit card holder located in this state" means a credit card holder whose billing
address is in this state;

(4)

"Cabinet" means the Revenue Cabinet;

(5)

"Commercial domicile" means:
(a)

The location from which the trade or business is principally managed and
directed; or

(b)

The state of the United States or the District of Columbia from which the
financial institution's trade or business in the United States is principally
managed and directed, if a financial institution is organized under the laws of
a foreign country, the Commonwealth of Puerto Rico, or any territory or
possession of the United States.

It shall be presumed, subject to rebuttal, that the location from which the financial

institution's trade or business is principally managed and directed is the state of the
United States or the District of Columbia to which the greatest number of
employees are regularly connected or out of which they are working, irrespective of
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where the services of the employees are performed, as of the last day of the taxable
year;
(6)

"Compensation" means wages, salaries, commISSIons, and any other form of
remuneration paid to employees for personal services that are included in the
employee's gross income under the Internal Revenue Code. In the case of
employees not subject to the Internal Revenue Code, the determination of whether
the payments would constitute gross income to the employees under the Internal
Revenue Code shall be made as though the employees were subject to the Internal
Revenue Code;

(7)

"Credit card" means credit, travel, or entertainment card;

(8)

"Credit card issuer's reimbursement fee" means the fee a financial institution
receives from a merchant's bank because one of the persons to whom the financial
institution has issued a credit card has charged merchandise or services to the credit
card;

(9)

"Employee" means, with respect to a particular financial institution, "employee" as
defined in Section 3121 (d) of the Internal Revenue Code;

(l0) "Financial institution" means:
(a)

A national bank organized as a body corporate and existing or in the process

of organizing as a national bank association pursuant to the provisions of the
National Bank Act, 12 U.S.C. sec. 21 et seq., in effect on December 31,
1997[1995], exclusive of any amendments made subsequent to that datef,--er-a
national bank organized after December 31, 1995, that meets the requirements
of the National Bank Act in effect on December 31, 1995];
(b)

Any bank or trust company incorporated or organized under the laws of any
state, except a banker's bank organized under KRS 287.135;

(c)

Any corporation organized under the provisions of 12 U.S.C. secs. 611 to 631,
in effect on December 31, 1997[1995], exclusive of any amendments made
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subsequent to that date, or any corporation organized after December 31,
1997[1995], that meets the requirements of 12 U.S.c. secs. 611 to 631, in
effect on December 31,1997[1995]; or
(d)

Any agency or branch of a foreign depository as defined in 12 U.S.c. sec.
3101, in effect on December 31, 1997[1995], exclusive of any amendments
made subsequent to that date, or any agency or branch of a foreign depository
established after December 31, 1997[1995], that meets the requirements of 12
U.S.C. sec. 3101 in effect on December 31, 1997[1995];

(11) "Gross rents" means the actual sum of money or other consideration payable for the
use or possession of property.
(a)

"Gross rents" includes, but is not limited to:
1.

Any amount payable for the use or posseSSIOn of real property or
tangible property, whether designated as a fixed sum of money or as a
percentage of receipts, profits, or otherwise;

2.

Any amount payable as additional rent or in lieu of rent, such as interest,
taxes, insurance, repairs, or any other amount required to be paid by the
terms of a lease or other arrangement; and

3.

A proportionate part of the cost of any improvement to real property
made by or on behalf of the financial institution which reverts to the
owner or lessor upon termination of a lease or other arrangement. The
amount to be included in gross rents is the amount of amortization or
depreciation allowed in computing the taxable income base for the
taxable year. However, where a building is erected on leased land by or
on behalf of the financial institution, the value of the land is determined
by multiplying the gross rent by eight (8) and the value of the building is
determined in the same manner as if owned by the financial institution;

(b)

The following are not included in the term" gross rents":
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1.

Reasonable amounts payable as separate charges for water and electric
service furnished by the lessor;

2.

Reasonable amounts payable as service charges for janitorial services
furnished by the lessor;

3.

Reasonable amounts payable for storage, if these amounts are payable
for space not designated and not under the control of the financial
institution; and

4.

That portion of any rental payment which is applicable to the space
subleased from the financial institution and not used by it;

(12) "Internal Revenue Code" means the Internal Revenue Code, Title 26 U.S.C., in
effect on December 31, 1997[1995], exclusive of any amendments made subsequent
to that date;
(13) "Loan" means any extension of credit resulting from direct negotiations between the
financial institution and its customer, and the purchase, in whole or in part, of the
extension of credit from another. Loans include participations, syndications, and
leases treated as loans for federal income tax purposes. Loans shall not include
properties treated as loans under Section 595 of the Internal Revenue Code, futures
or forward contracts, options, notional principal contracts such as swaps, credit card
receivables, including purchased credit card relationships, noninterest-bearing
balances due from depository institutions, cash items in the process of collection,
federal funds sold, securities purchased under agreements to resell, assets held in a
trading account, securities, interests in a real estate mortgage investment company,
or other mortgage-backed or asset-backed security, and other similar items;
(14) "Loan secured by real property" means a loan or other obligation for which fifty
percent (50%) or more of the aggregate value of the collateral used to secure the
loan or other obligation, when valued at fair market value as of the time the original
loan or obligation was incurred, was real property;
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(15) "Merchant discount" means the fee or negotiated discount charged to a merchant by
the financial institution for the privilege of participating in a program where a credit
card is accepted in payment for merchandise or services sold to the card holder;
(16) "Person" means an individual, estate, trust, partnership, corporation, limited liability
company, or any other business entity;

(17) "Principal base of operations" means:
(a)

With respect to transportation property, the place from which the property is
regularly directed or controlled; and

(b)

With respect to an employee:
1.

The place the employee regularly starts work and to which the employee
customarily returns in order to receive instructions from his or her
employer; or

2.

If the place referred to in subparagraph 1. of this paragraph does not
exist, the place the employee regularly communicates with customers or
other persons; or

3.

If the place referred to in subparagraph 2. of this paragraph does not
exist, the place the employee regularly performs any other functions
necessary to the exercise of the employee's trade or profession at some
other point or points;

(18) "Real property owned" and "tangible personal property owned" mean real and
tangible personal property, respectively, on which the financial institution may
claim depreciation for federal income tax purposes, or property to which the
financial institution holds legal title and on which no other person may claim
depreciation for federal income tax purposes or could claim depreciation if subject
to federal income tax. Real and tangible personal property do not include coin,
currency, or property acquired in lieu of or pursuant to a foreclosure;
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(19) "Regular place of business" means an office at which the financial institution carries
on its business in a regular and systematic manner and which is continuously
maintained, occupied, and used by employees of the financial institution;
(20) "State" means a state of the United States, the District of Columbia, the
Commonwealth of Puerto Rico, any territory or possession of the United States, or
any foreign country;
(21) "Syndication" means an extension of credit in which two (2) or more persons fund
and each person is at risk only up to a specified percentage of the total extension of
credit or up to a specified dollar amount;
(22) "Taxable year" means calendar year 1996 and every calendar year thereafter;
(23) "Transportation property" means vehicles and vessels capable of moving under their
own power, such as aircraft, trains, water vessels, and motor vehicles, as well as any
equipment or containers attached to the property, such as rolling stock, barges, or
trailers;f-aHiij
(24) "United States obligations" means all obligations of the United States exempt from
taxation under 31 U.S.C. sec. 3124(a) or exempt under the United States
Constitution or any federal statute, including the obligations of any instrumentality
or agency of the United States that are exempt from state or local taxation under the
United States Constitution or any statute of the United States,· and

(25) "Kentucky obligations" means all obligations of the Commonwealth of
Kentucky, its counties. municipalities, taxing districts, and school districts,
exempt from taxation under the Kentucky Revised Statutes and the Constitution
ofKentucky.
Section 2. KRS 136.515 is amended to read as follows:
0)

Net capital shall be determined by adding the value determined under subsection (2)
of this section for the current taxable and preceding four (4) calendar years and
dividing the resulting sum by five (5). If a financial institution has not been in
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existence for a period of five (5) calendar years, net capital shall be determined by
adding together the values determined under subsection (2) of this section for the
number of calendar years the financial institution has been in existence and dividing
the resulting sum by the number of years the financial institution has been in

existence. For purposes of this section, a partial year shall be treated as a full year.
(2)

(a)

The value of net capital for each year for purposes of subsection (1) of this
section shall be determined by:
1.

Adding together the book value of:
a.

Capital stock paid in;

b.

Surplus;

c.

Undivided profits and capital reserves;

d.

Net unrealized holding gains or losses on available for sale
securities; and

e.
2.

Cumulative foreign currency translation adjustments; and

Deducting from the total determined under subparagraph 1. of this
subsection an amount equal to the same percentage of the total as the
book value of United States obligations and Kentuckv obligations bears
to the book value of the total assets of the financial institution.

(b)

For purposes of this subsection, net capital shall include equity related to
investment in subsidiaries.

(c)

For purposes of this subsection, except as provided in paragraphs (d) and (e)

ofthis subsection, the foregoing book values and deductions for United States
obligations and Kentucky obligations for each year shall be determined by
the reports of condition for each quarter filed in accordance with the
requirements of the Board of Governors of the Federal Reserve System, the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, or
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other applicable regulatory authority. Book values shall be calculated by
averaging the quarterly book values as determined by the reports of condition.
(d)

For any year in which a financial institution does not file four (4) quarterly
reports of condition, book values and deductions for United States obligations

and Kentucky obligations shall be determined by adding together the
respective book values and deductions for United States obligations and
Kentucky obligations as determined by[from] each quarterly report of
condition filed for the year and the respective book values and deductions {or

United States obligations and Kentucky obligations determined in
accordance with generally accepted accounting principles as of the end of
each of the remaining quarters and dividing the resulting sums by .{our
W[the number of the reports of condition filed].
(e)

For any calendar year in which a financial institution ceases to be[is not] in
existence for four (4) quarters, other than by combination with another

financial institution, the book value for that year shall be determined by
adding together the book values and deductions {or United States obligations

and Kentucky obligations for each quarter in which the financial institution
was in existence and dividing the sums by {our (4)[total by the total number
of quarters that the financial institution was in eJ(istence that calendar year].
(f)

In the case of a financial institution which does not file reports of condition,
book values shall be determined in accordance withfbft generallyHaccepted
accounting principles.

(3)

For purposes of this section:
(a)

A change in identity, form, or place of organization of one (1) financial
institution shall be treated as if a single financial institution had been in
existence prior to as well as after the change;f-an4]-
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(b)

The combination of two (2) or more financial institutions into one (l) shall be
treated as if the constituent financial institutions had been a single financial
institution in existence prior to as well as after the combination, and the book
values and deductions for United States obligations and Kentucky obligations
from the reports of condition of the constituent institutions shall be combined.
A combination shall include any acquisition required to be accounted for by
the surviving financial institution under the pooling of interest method in
accordance with generally-accepted accounting principles or a statutory
merger or consolidation; and

(c)

1.

The combination of one

(l)

or more financial institutions and one

(l)

or more savings and loan associations taxable under KRS 136.300
into a single financial institution shall be treated (or the taxable year
in which the combination occurred as if the single financial
institution had been in existence prior to as well as after the
combination. and the book values and deductions {or United States
obligations and Kentucky obligations from the reports of condition of
the financial institution and the reports to the federal regulatory
agency which are the equivalent of reports of condition for a savings
and loan association shall be combined.
2.

The conversion of a savings and loan association taxable under KRS
136.300 into a financial institution shall be treated (or the taxable year
in which the conversion occurred as if the savings and loan
association had been a financial institution prior to as well as after the
conversion. and the book values and deductions {or United States
obligations and Kentucky obligations from the reports to the federal
regulatory agency which are the equivalent of reports of condition (or
a savings and loan association shall be used.
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3.

The savings and loan association shall not be relieved of the
responsibilities of filing and paying tax under KRS 136.300 for
taxable years prior to the year ofany combination or conversion.

4.

Notwithstanding any other provision ofKRS 136.500 to 136.575, the
financial institution resulting from a combination with or conversion
of a saving and loan association shall receive a credit on the bank
franchise tax return equal to the amount of tax paid under KRS
136.300 for the assessment date occurring within the taxable year
during which the combination or conversion takes place for bank
franchise tax purposes.

Section 3. KRS 141.010 is amended to read as follows:
As used in this chapter, unless the context requires otherwise:
(1)

"Secretary" means the secretary of revenue;

(2)

"Cabinet" means the Revenue Cabinet;

(3)

"Internal Revenue Code" means the Internal Revenue Code in effect on December
31, 1995, exclusive of any amendments made subsequent to that date, other than
amendments that extend provisions in effect on December 31, 1995, that would
otherwise terminate, and as modified by KRS 141.0101;

(4)

"Dependent" means those persons defined as dependents in the Internal Revenue
Code;

(5)

"Fiduciary" means "fiduciary" as defined

III

Section 7701(a)(6) of the Internal

Revenue Code;
(6)

"Fiscal year" means "fiscal year" as defined in Section 7701(a)(24) of the Internal
Revenue Code;

(7)

"Individual" means a natural person;

(8)

For taxable years beginning on or after January 1, 1974, "federal income tax" means
the amount of federal income tax actually paid or accrued for the taxable year on
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taxable income as defined in Section 63 of the Internal Revenue Code, and taxed
under the provisions of this chapter, minus any federal tax credits actually utilized
by the taxpayer;
(9)

"Gross income" in the case of taxpayers other than corporations means "gross
income" as defined in Section 61 of the Internal Revenue Code;

(10) "Adjusted gross income" in the case of taxpayers other than corporations means
gross income as defined in subsection (9) of this section minus the deductions
allowed individuals by Section 62 of the Internal Revenue Code and as modified by
KRS 141.0101 and adjusted as follows, except that deductions shall be limited to
amounts allocable to income subject to taxation under the provisions of this chapter,
and except that nothing in this chapter shall be construed to permit the same item to
be deducted more than once:
(a)

Exclude income that

exempt from state taxation by the Kentucky

IS

Constitution and the Constitution and statutory laws of the United States and
Kentucky;
(b)

Exclude income from supplemental annuities provided by the Railroad
Retirement Act of 1937 as amended and which are subject to federal income
tax by Public Law 89-699;

(c)

Include interest income derived from obligations of sister states and political
subdivisions thereof;

(d)

Exclude employee pension contributions picked up as provided for in KRS
6.505, 16.545, 21.360, 61.560, 65.155, 67A.320, 67A.510, 78.610, and
161.540 upon a ruling by the Internal Revenue Service or the federal courts
that these contributions shall not be included as gross income until such time
as the contributions are distributed or made available to the employee;

(e)

Exclude Social Security and railroad retirement benefits subject to federal
income tax;
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(f)

Include, for taxable years ending before January 1, 1991, all overpayments of
federal income tax refunded or credited for taxable years;

(g)

Deduct, for taxable years ending before January 1, 1991, federal income tax
paid for taxable years ending before January 1, 1990;

(h)

Exclude any money received because of a settlement or judgment in a lawsuit
brought against a manufacturer or distributor of "Agent Orange" for damages
resulting from exposure to Agent Orange by a member or veteran of the
armed forces of the United States or any dependent of such person who served
in Vietnam;f-aH41

(i)

1.

Exclude the applicable amount of total distributions from pension plans,
annuity contracts, profit-sharing plans, retirement plans, or employee
savings plans.

2.

The "applicable amount" shall be:
a.

Twenty-five percent (25%), but not more than six thousand two
hundred and fifty dollars ($6,250), for taxable years beginning
after December 31, 1994, and before January 1, 1996;

b.

Fifty percent (50%), but not more than twelve thousand five
hundred dollars ($12,500), for taxable years beginning after
December 31, 1995, and before January 1, 1997;

c.

Seventy-five percent (75%), but not more than eighteen thousand
seven hundred fifty dollars ($18,750), for taxable years beginning
after December 31,1996, and before January 1,1998; and

d.

One hundred percent (100%), but not more than thirty-five
thousand dollars ($35,000), for taxable years beginning after
December 31, 1997.

3.

As used in this paragraph:
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a.

"Distributions" includes but is not limited to any lump-sum
distribution from pension or profit-sharing plans qualifying for the
income tax averaging provisions of Section 402 of the Internal
Revenue Code; any distribution from an individual retirement
account as defined in Section 408 of the Internal Revenue Code;
and any disability pension distribution;

b.

"Annuity contract" has the same meaning as set forth in Section
1035 of the Internal Revenue Code; and

c.

"Pension plans, profit-sharing plans, retirement plans, or employee
savings plans" means any trust or other entity created or organized
under a written retirement plan and forming part of a stock bonus,
pension, or profit-sharing plan of a public or private employer for
the exclusive benefit of employees or their beneficiaries and
includes plans qualified or unqualified under Section 401 of the
Internal Revenue Code and individual retirement accounts as
defined in Section 408 of the Internal Revenue Code; and

(j)

1.

a.

Exclude the distributive share of a share/wider's net income
from an S corporation subject to the franchise tax imposed
under KRS 136.505 or the capital stock tax imposed under KRS
136.300; and

b.

Exclude the portion of the distributive share of a shareholder's
net income from an S corporation related to a qualified
subchapter S subsidiary subject to the franchise tax imposed
under KRS 136.505 or the capital stock tax imposed under KRS
136.300.

2.

The share/wider's basis of stock held in a S corporation where the S
corporation or its qualified subchapter S subsidiary is subject to the
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franchise tax imposed under KRS 136.505 or the capital stock tax
imposed under KRS 136.300 shall be the same as the basis for federal
income tax purposes.
(11) "Net income" in the case of taxpayers other than corporations means adjusted gross
income as defined in subsection (l0) of this section, minus the standard deduction
allowed by KRS 141.081, or, at the option of the taxpayer, minus the deduction
allowed by KRS 141.0202 and minus all the deductions allowed individuals by
Chapter 1 of the Internal Revenue Code as modified by KRS 141.0101 except those
listed below, except that deductions shall be limited to amounts allocable to income
subject to taxation under the provisions of this chapter and that nothing in this
chapter shall be construed to permit the same item to be deducted more than once:
(a)

Any deduction allowed by the Internal Revenue Code for state taxes measured
by gross or net income, except that such taxes paid to foreign countries may
be deducted;

(b)

Any deduction allowed by the Internal Revenue Code for amounts allowable
under KRS 140.090(1 )(h) in calculating the value of the distributive shares of
the estate of a decedent, unless there is filed with the income return a
statement that such deduction has not been claimed under KRS 140.090(1)(h);

(c)

The deduction for personal exemptions allowed under Section 151 of the
Internal Revenue Code and any other deductions in lieu thereof; and

(d)

Any deduction for amounts paid to any club, organization, or establishment
which has been determined by the courts or an agency established by the
General Assembly and charged with enforcing the civil rights laws of the
Commonwealth, not to afford full and equal membership and full and equal
enjoyment of its goods, services, facilities, privileges, advantages, or
accommodations to any person because of race, color, religion, national
origin, or sex, except nothing shall be construed to deny a deduction for
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amounts paid to any religious or denominational club, group, or establishment
or any organization operated solely for charitable or educational purposes
which restricts membership to persons of the same religion or denomination in
order to promote the religious principles for which it is established and
maintained;
(12) "Gross income," in the case of corporations, means "gross income" as defined in
Section 61 of the Internal Revenue Code and as modified by KRS 141.0101 and
adjusted as follows:
(a)

Exclude income that is exempt from state taxation by the Kentucky
Constitution and the Constitution and statutory laws of the United States;

(b)

Exclude all dividend income received after December 31, 1969;

(c)

Include interest income derived from obligations of sister states and political
subdivisions thereof;

(d)

Exclude fifty percent (50%) of gross income derived from any disposal of coal
covered by Section 631 (c) of the Internal Revenue Code if the corporation
does not claim any deduction for percentage depletion, or for expenditures
attributable to the making and administering of the contract under which such
disposition occurs or to the preservation of the economic interests retained
under such contract;

(e)

Include in the gross income of lessors income tax payments made by lessees
to lessors, under the provisions of Section 110 of the Internal Revenue Code,
and exclude such payments from the gross income of lessees;

(f)

Include the amount calculated under KRS 141.205;

(g)

Ignore the provisions of Section 281 of the Internal Revenue Code

In

computing gross income; and
(h)

Exclude income from "safe harbor leases" (Section 168(f)(8) of the Internal
Revenue Code);
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(13) "Net income," in the case of corporations, means "gross income" as defined in
subsection (12) of this section minus the deduction allowed by KRS 141.0202 and
minus all the deductions from gross income allowed corporations by Chapter 1 of
the Internal Revenue Code and as modified by KRS 141.0101, except the
following:
(a)

Any deduction for a state tax which is computed, in whole or in part, by
reference to gross or net income and which is paid or accrued to any state of
the United States, the District of Columbia, the Commonwealth of Puerto
Rico, any territory or possession of the United States, or to any foreign
country or political subdivision thereof;

(b)

The deductions contained in Sections 243, 244, 245, and 247 of the Internal
Revenue Code;

(c)

The provisions of Section 281 of the Internal Revenue Code shall be ignored
in computing net income;

(d)

Any deduction directly or indirectly allocable to income which is either
exempt from taxation or otherwise not taxed under the provisions of this
chapter, and nothing in this chapter shall be construed to permit the same item
to be deducted more than once;

(e)

Exclude expenses related to "safe harbor leases" (Section 168(f)(8) of the
Internal Revenue Code); and

(f)

Any deduction for amounts paid to any club, organization, or establishment
which has been determined by the courts or an agency established by the
General Assembly and charged with enforcing the civil rights laws of the
Commonwealth, not to afford full and equal membership and full and equal
enjoyment of its goods, services, facilities, privileges, advantages, or
accommodations to any person because of race, color, religion, national
origin, or sex, except nothing shall be construed to deny a deduction for

M-17

amounts paid to any religious or denominational club, group, or establishment
or any organization operated solely for charitable or educational purposes
which restricts membership to persons of the same religion or denomination in
order to promote the religious principles for which it is established and
maintained;
(14) (a)

"Taxable net income," in the case of corporations having property or payroll
only in this state, means "net income" as defined in subsection (13) of this
section;

(b)

"Taxable net income," in the case of corporations having property or payroll
both within and without this state means "net income" as defined in
subsection (13) of this section and as allocated and apportioned under KRS
141.120;

(c)

"Property" means either real property or tangible personal property which is
either owned or leased. "Payroll" means compensation paid to one (1) or more
individuals, as described in KRS I41.120(8)(b). Property and payroll are
deemed to be entirely within this state if all other states are prohibited by
Public Law 86-272, as it existed on December 31, 1975, from enforcing
income tax jurisdiction; and

(d)

"Taxable net income" in the case of homeowners' associations as defined in
Section 528(c) of the Internal Revenue Code, means "taxable income" as
defined in Section 528(d) of the Internal Revenue Code. Notwithstanding the
provisions of subsection (3) of this section, the Internal Revenue Code
sections referred to in this paragraph shall be those code sections in effect for
the applicable tax year;

(15) "Person" means "person" as defined in Section 770I(a)(1) of the Internal Revenue
Code;
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(16) "Taxable year" means the calendar year or fiscal year ending during such calendar
year, upon the basis of which net income is computed, and in the case of a return
made for a fractional part of a year under the provisions of this chapter or under
regulations prescribed by the secretary, "taxable year" means the period for which
such return is made;
(17) "Resident" means an individual domiciled within this state or an individual who is
not domiciled in this state, but maintains a place of abode in this state and spends in
the aggregate more than one hundred eighty-three (183) days of the taxable year in
this state;
(18) "Nonresident" means any individual not a resident of this state;
(19) "Employer" means "employer" as defined in Section 3401(d) of the Internal
Revenue Code;
(20) "Employee" means "employee" as defined

111

Section 3401(c) of the Internal

Revenue Code;
(21) "Number of withholding exemptions claimed" means the number of withholding
exemptions claimed in a withholding exemption certificate in effect under KRS
141.325, except that if no such certificate is in effect, the number of withholding
exemptions claimed shall be considered to be zero;
(22) "Wages" means "wages" as defined in Section 3401(a) of the Internal Revenue
Code and includes other income subject to withholding as provided in Section
3401(f) and Section 3402(k), (0), (P), (q), and (s) of the Internal Revenue Code;
(23) "Payroll period" means "payroll period" as defined in Section 3401(b) of the
Internal Revenue Code;
(24) "Corporations" means "corporations" as defined

111

Section 7701(a)(3) of the

Internal Revenue Code;
(25) "S corporations" means "S corporations" as defined in Section 1361(a) of the
Internal Revenue Code. Stockholders of a corporation qualifying as an "S
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corporation" under this chapter may elect to treat such qualification as an initial
qualification under Subchapter S of the IntemaJ Revenue Code Sections.
Section 4.

The amendment contained in

ection 3 of this Act shall apply

retroactively to taxable years beginning after December 31, 1996. The amendments
contained in Seclions I and 2 of this Act shall be effective for laxable years beginning
after December 31, 1997.
Section 5.

Whereas income tax returns are due before the nonnal effective date of

this Act, an emergency is declared to exist, and this Acl takes effect upon its passage and
approval by the Governor or upon its otherwise becoming a law.
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SECTIONM

ROLE OF THE THRIFT AND THRIFT CHARTER
1.

Introduction

In 1997, the Office of Thrift Supervision approved 26 applications to charter federal
savings banks. As of December 31, 1997, 28 federal thrift charter applications were
pending with the OTS. Applicants with pending holding company applications or
companies that have had such applications approved include insurance companies, credit
card companies, securities firms, sub-prime mortgage lenders and other commercial
enterprises. The Office of Thrift Supervision continues to approve federal thrift charter
applications and companies continue to consider and apply for new uses for thrift charters.
Examples of recent applications:
Insurance companies:
Allstate Corporation application to become a savings and loan holding
company filed January 26, 1998
Equitable Companies to form a federally chartered saVIngs
bank, filed December 17, 1997
Hartford Financial Services Group, Inc. application for permission to
become a savings and loan holding company filed December 23, 1997
John Hancock Mutual Life Insurance Company application to form a
de novo institution filed January 16, 1998
Nationwide Insurance Company application to orgaruze a federal
savings bank, filed November 25, 1997
State Farm Mutual Automobile Insurance Company application for
acquisition of a savings association, filed July 1, 1997
Travelers Bank & Trust, fsb, application for trust powers and for
acquisition of a savings association, filed May 11, 1997
Teachers Insurance and Annuity Association of America application to
form a de novo federal savings bank, filed December 10, 1997
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Securities firms:
AG Edwards application to orgaruze a federal saVIngs bank filed
September 10, 1997.
Dean Witter, Discover & Co. application for permission to organize a
federal savings bank approved August 9, 1996
Merrill Lynch & Co. application for permission to organize a federal
savings bank filed October 28, 1997
Paine Webber Group, Inc. application to organize a federal savings
bank, filed December 31, 1997
Credit card companies:
General Electric Capital Consumer Card Company application to
convert to a federal stock savings bank, filed December 23, 1997
Sub-prime mortgage lenders:
Transamerica application to establish and acquire a de novo federal
savings bank, filed July 22, 1997
First Alliance Corp., a California consumer finance company, application to acquire a federal savings bank to offer credit cards secured by
equity in cardholders' homes, filed June 1997
Other commercial firms:
Archer-Daniels Midland Company application for conversion of a state
chartered commercial bank to become a federal savings bank filed
September 17, 1997
Excel Communications application for permission to organize a federal
savings bank, filed May 20, 1997
Hillenbrand Industries application for approval to organize a federal
savings bank filed November 17, 1997
Ukrop's Supermarkets, Inc., a Richmond, Virginia supermarket chain,
application to open supermarket branches of a de novo federal savings
bank formed in a joint venture with a bank holding company
approved October 23, 1997

2.

Reasons for New Charters
A.
Repeal of thrift bad debt provisions.
The Small Business Job
Protection Act of 1996 repealed the thrift bad debt provisions of the tax
code. Under prior law, a thrift had to qualify as a "domestic building and
loan association" to avoid bad debt recapture. This required that at least
75% of the thrift's income be derived from interest on "qualifying loans".

B.

Loosening of thrift operating restrictions.

[1]
The Regulatory Relief Act of 1996 expanded the definition of
"qualified thrift investments" which are counted for purposes of the "qualified
thrift lender" test ("QTL test"). Under the QTL test, thrifts must hold
"qualified thrift investments" equal to at least 65% of their "portfolio assets".

[a]
consumer loans now count as qualified thrift
investments in an amount up to 20% of portfolio assets.
[b]
small business loans (and loans to farms that
qualify as small businesses), credit card loans and education
loans now qualify without restriction.
[2]
Amendments to Section 5 of the Home Owners' Loan Act
provided thrifts substantial additional lending flexibility.
[a]
clarified that thrifts are authorized to engage in
credit card lending without investment restriction.
[b]
permitted education loans to be made without
investment restriction (previously education loans were limited
to 5% of total assets).
[c]
authorized other consumer loans in an amount
up to 35% of total assets with credit card loans and education
loans not counting against the cap.
[d]
increased the authority of thrifts to engage in
consumer and small business lending by providing that thrifts
can hold commercial loans not secured by real estate in an
aggregate amount of up to 20% of total assets, provided that
commercial loans in excess of 10% of assets are loans to small
businesses.
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C.
Diminutions in Deposit Rate Disparity. The underfunding of
SAIF and the premium disparity between SAIF and BIF were generally
remedied by the one time special assessment imposed on SAIF members in
1996. Companies acquiring or forming SAIF member thrifts in 1997 and
beyond have no liability for the special assessment.
D.
Holding Company Powers. Any company owning a single
federal savings bank which is in compliance with the QTL test is not subject
to many of the activity and investment restriction imposed on bank holding
companies. Thrifts can affiliate with holding companies engaged in any line
of business including insurance sales and underwriting, securities brokerage
and underwriting, real estate brokerage and development and other
commercial enterprises.
E.
Service Corporation Powers.
Federal thrift service
corporations are authorized to engage in any activity the Office of Thrift
Supervision deems reasonably related to the business of thrifts. For example,
thrift service corporations can engage in real estate development, provided
appropriate capital reserves are established. Thrift service corporations can
sell insurance without being subject to the town of 5,000 limitation
applicable to banks (but subject to state laws prohibiting insurance sales by
depository institutions).
F.
Federal Preemption.
The Horne Owners' Loan Act
contains broad preemption provisions. Federal thrifts are not subject to state
laws that attempt to regulate their deposit and lending operations. Thus,
thrifts may offer uniform services to customers on a nationwide basis.
G.
Single Regulator.
Federal thrifts and their holding
companies are both regulated by the Office of Thrift Supervision. The Office
of Thrift Supervision is seen as a flexible and competent regulator.
H.
Branching Rights. Federal thrifts may establish and operate
branches outside of the restrictions of The Reigle Neal Act and may establish
de novo interstate branches. Effective June 1, 1997, national banks may
branch interstate via merger acquisitions but not in states that opt out of The
Reigle Neal Act. In addition, national banks are still subject to state
restrictions on intrastate branching and interstate de novo branching.
1.
Trust Powers.
Because of OTS preemption, a thrift can
offer trust services on a nationwide basis.
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3.

The Future of the Thrift Charter

The prospects for further thrift expansion are uncertain. On March 10, 1998, the
leadership of the U.s. House of Representatives announced a compromise on the financial
services modernization bill (H.R. 10). Among other things, H.R. 10:

*

would allow banks, securities and insurance firms to affiliate under an
umbrella financial services holding company
would allow a financial services holding company to earn only 5% of
its revenues from affiliates in non-financial businesses

*

would consolidate the Office of Thrift Supervision with the Office of
the Comptroller of the Currency and merge the SAIF and BIF
insurance funds

*

would preserve the thrift charter and provide that 10% of thrift assets
have to be held in home mortgages; thrifts and their holding companies would continue under current regulations until January 1, 2000

*

would eliminate charters for unitary thrift holding companies
would provide for regulation by the Federal Reserve over remaining
grandfathered unitary thrift holding companies

*

would grandfather existing thrifts but provide that they could earn
only 15% of their revenue from nonfinancial businesses
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Popular FOIAs are documents previously disclosed pursuant to a FOIA request for which the agency believes
there may be a broad interest. Copies of the public portions of the listed record sets are available for your
inspection and copying in the Public Reading Room.
Applications
• AG Edwards application to organize a federal savings bank. Filed 9/1 0/97. 275 pages.
• Aid Association for Lutherans & AAL Holdings, Inc., permission to organize a federal savings bank and
application for trust powers. Filed 12/30/97. 152 pages.
• Allstate Corporation application to become a savings and loan holding company by acquiring Allstate
Federal Savings Bank. Filed 1/26/98. 810 pages.
• American General Corporation to convert American General Finance Center to a federal savings bank,
American General Financial Center, FSB. Filed 1/26/98. 1,827 pages.
• American International Group (AIG) Inc., application to become a savings and loan holding company by
acquiring a federal savings bank. Filed 11/4/97. 1,210 pages.
• Archer-Daniels Midland Company's application for conversion of Hickory Point Bank & Trust,
state-chartered commercial bank, to become a federal savings bank, Hickory Point Bank & Trust, FSB.
Filed 9/18/97. 504 pages.
• Dean Witter, Discover & Co. application for permission to organize a federal savings bank and for
acquisition of one savings association by a company other than a savings and loan holding company.
Approved 8/9/96; Orders #96-78, #97-79.557 pages.
• Equitable Companies, Inc. to form a federally chartered savings bank, Frontier Trust Company, FSB. Filed
12/17/98. 1,200 pages.
• Excel Communications application for permission to organization a federal savings bank and for acquisition
of one savings association by a company other than a savings and loan holding company. Filed 5/20/97.
750 pages.
• First Savings Bancshares, MHC, to convert holding company from mutual to stock form. Filed 12/22/97.
325 pages.
• General Electric Capital Consumer Card Company to convert to a federal stock savings bank, GE Capital
Bank. Filed 12/23/97. 834 pages.
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• Hartford Financial Services Group, Inc. application for permission to become a savings and loan holding
company, The Hartford Bank, FSB. Filed 12/23/97. 980 pages.
• Hillenbrand Industries Inc. and Forethought Services Inc. application for approval to organize a federal
savings bank. Filed 11/18/97. 440 pages.
• John Hancock Mutual Life Insurance Company application to form a de novo institution, John Hancock
Bank & Trust, FSB. Filed 1/16/98. 259 pages.
• Key West BancGroup, Inc. application to organize a federal savings bank, Key West Bank. Filed 10/28/97.
370 pages.
• Merrill Lynch & Co. application for permission to organize a federal savings bank. Approved 5/20/97;
Order #97-50400 pages.
• Nationwide Insurance Company application to organize a federal savings bank, Nationwide Trust
Company, FSB. Filed 11/25/97. 350 pages.
• Paine Webber Group, Inc. and Paine Webber Thrift Holdings, Inc. application to organize a federal savings
bank, Paine Webber FSB. Filed 12/31/97. 698 pages.
• Principal Mutual Life Insurance Company application for acquisition of one savings association by a
company other than a savings and loan holding company. Filed 12/23/96. 270 pages.
• Relistar Financial Corporation application for ownership of holding company and application for trust
powers for savings bank, Relistar Bank and Trust, FSB. Filed 1/22/98. 1000 pages.
• Security First Network Bank application to provide certain financial services through Internet. Approved
5/8/95; Order #95-88. 250 pages.
• State Farm Mutual Automobile Insurance Company application for acquisition of one savings association
by a company other than a savings and loan holding company. Filed 7/1/97. 811 pages.
• Sun America, Inc. application for conversion of Resources Trust Company into a federal association with
trust powers. Filed 12/24/97. 1,744 pages.
• Teachers Insurance and Annuity Association of America application to form a de novo federal savings
bank, TIAA-CREF Trust Company, FSB. Filed 12/10/97.1,155 pages.
• Transamerica application to establish and acquire a de novo federal savings, bank. Filed 7/22/97. 1,100
pages.
• Travelers Bank & Trust, fsb, application for trust powers and for acquisition of one savings association by
a company other than a savings and loan holding company. Filed 5/11/97. 2,061 pages
Enforcement Actions:
• In re: United Savings Association, OTS Order No. 95-40, December 26, 1995.
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Executive Summary
As discussions evolve on the relationship between banking and commerce, it may be helpful to consider the experience of thrift holding
companies which, unlike bank holding companies, have historically been given broad powers.
The range of permissible activities of thrift holding companies is governed by the Savings and Loan Holding Company Act of 1967. Under this
act, holding companies that own a single thrift are generally permitted to engage in any activities that do not threaten the safety and soundness of
their subsidiary thrift.
Today, the Office of Thrift Supervision regulates over 1300 thrifts; 651 of those thrifts are controlled by holding companies. These 651 thrifts
hold $632 billion in assets, representing 82% of all thrift assets.
The roster of thrift holding companies includes many small holding companies engaged exclusively in activities closely related to owning and
managing a subsidiary thrift. It also includes multi-billion dollar companies engaged in diverse financial, commercial and industrial activities. In
between are numerous medium-size companies that engage in a few select diversified activities.
Regardless of the scope of their activities, all thrift holding companies must comply with a variety of strict statutory and regulatory requirements
and restrictions. They must also undergo regular examinations by the Office of Thrift Supervision. These safeguards are intended to address the
concerns that motivated passage of the Bank Holding Company Act and the Glass-Steagall Act.
In the attached paper, the Office of Thrift Supervision attempts to share its experience as the regulator of thrift holding companies. The paper:
•
•
•
•
•

provides some historical context to the evolution of thrift holding company powers;
identifies the major statutory, regulatory and supervisory controls over thrift holding companies;
describes the various forms of thrift holding companies and their authorized activities;
quantifies the extent of holding company involvement in the thrift industry; and
offers some representative examples of diverse thrift holding companies.

The Office of Thrift Supervision, as the primary federal regulator of the thrift industry, remains mindful of the problems that plagued the industry
during the 1980s. There certainly have been occasions when thrift holding companies have violated laws or regulations or otherwise engaged in
unsafe and unsound practices that required enforcement action. We have not, however, detected any systemic problems that arise from the scope
of permissible activities of thrift holding companies and their affiliates.
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I. Introduction
• The thrift industry regulated by the Office of Thrift Supervision ("OTS") is comprised of over 1300 institutions with assets of $769 billion.
o 536 are mutual institutions, which have neither stockholders nor holding companies.
o 800 are stock institutions.
• The vast majority of the thrift industry's assets is held by stock institutions, which control $689 billion or 90% of the industry's
assets.
• Within the universe of stock institutions, 651 thrifts are controlled by holding companies.
• Thrift holding companies may be either stock or mutual, may control a single thrift (a unitary thrift holding company) or several thrifts (a
multiple thrift holding company).
• The range of permissible activities for a thrift holding company generally depends on the number of thrifts that the company controls and
the company's form of ownership.
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o Generally, stock holding companies controlling only one thrift (unitary thrift holding companies) are permitted to engage in a much
broader range of activities than mutual thrift holding companies or those controlling multiple thrifts.
• All thrift holding companies are governed by the same restrictions on interactions between the thrift and its holding company.
o Restrictions are designed to protect the thrift from being exploited by its holding company or its holding company affiliates.

II. Background/Historical Perspective
• Affiliations with Securities Firms
o 1933-Glass-Steagall Act-imposed stringent restrictions on affiliations (and other relationships) between banks and securities or
investment banking firms.
• Most of those restrictions were not applicable to thrifts.
• Bank Holding Companies

z

o 1956-Bank Holding Company Act-restricted the scope of permissible activities of multiple bank holding companies and their
subsidiaries to those that are "closely related" to banking.
o 1970-Bank Holding Company Act Amendments-extended to unitary bank holding companies the same activities restrictions that are
imposed on multiple bank holding companies.
• Thrift Holding Companies
o 1959-Spence Act-halted the growth of multiple thrift holding companies until Congress had the opportunity to determine whether
additional regulation was needed.
• Imposed moratorium on further acquisitions of thrifts by existing thrift holding companies.
• Prohibited newly-formed thrift holding companies from acquiring more than one thrift.
o 1967-Savings and Loan Holding Company Act Amendments-terminated moratorium on creation/expansion of multiple thrift holding
compames.
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• Prohibited multiple thrift holding companies from engaging in commercial and industrial enterprises, as well as certain
financial activities such as underwriting insurance or securities.
• Continued to permit unitary thrift holding companies to engage in any activities that were not detrimental to the safety and
soundness of the thrift.
o 1987-Competitive Equality Banking Act-permitted mutual thrifts to create mutual holding companies and sell minority interest in
newly created stock thrifts.
• Added specific requirement that thrift subsidiaries of unitary thrift holding companies must meet the Qualified Thrift Lender
test for such companies to retain their broad powers.

III. Range of Activities
• The Savings and Loan Holding Company Act stipulates the permissible range of activities for thrift holding companies, generally
depending on the number of thrifts they control.

z

• In order to be a qualified thrift lender (QTL), a thrift must maintain a specific amount of assets in defined qualified thrift investments,
primarily housing and consumer related. Provided that its thrift meets the QTL test, a unitary thrift holding company (one that controls
only one thrift) may engage in any commercial or industrial activity as long as the activity does not:
o threaten the safety and soundness of its subsidiary thrift; or
o enable the thrift to evade applicable laws and regulations.
• A multiple thrift holding company (one that controls more than one thrift), or a mutual thrift holding company, may generally engage in
those activities authorized for bank holding companies by the Bank Holding Company Act. Limited additional activities are permitted, the
most significant being:
o real estate acquisition, development, management, sale and rental; and
o for multiple thrift holding companies, insurance agency without geographic restriction.
• A bank holding company (one that controls both a bank(s) and a thrift(s)) may engage only in those activities authorized for bank holding
companies by the Bank Holding Company Act.
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IV. Restrictions on Interactions
• All thrift holding companies and their subsidiary thrifts must comply with strict statutory and regulatory restrictions on the scope and
manner of their interactions. These restrictions, which are designed to protect the thrift from being exploited by the holding company or its
affiliates, include:
o Except for existing bank holding companies, companies must obtain OTS approval before acquiring a thrift.
o Thrifts are generally prohibited from:
• Purchasing securities issued or being underwritten by its holding company or affiliates;
• Making loans to affiliates engaged in activities that are impermissible for bank holding companies;

.. Requiring that a customer that obtains a loan or other service from the thrift must also obtain some other service from the
holding company or other affiliate (subject to certain narrow exceptions); and
II

Agreeing, stating or suggesting that the thrift is in any way responsible for the obligations of its holding company or affiliates.

o Certain transactions with affiliates:
.. Are limited to 10 percent of the thrift's capital with anyone affiliate;
II

Are limited to 20 percent of the thrift's capital with all affiliates in the aggregate; and

II

Must be conducted on arm's length terms.

o Thrifts are required to notify the OTS in advance of paying any dividend to their holding companies. Thrifts that fail to maintain
adequate capital are prohibited from making such payments. Dividend restrictions may be placed on other thrifts for safety and
soundness reasons.

v. Advantages to Thrifts
• Affiliations between thrifts and companies engaged in financial, commercial and industrial activities have had three primary benefits:
o Financial advantages - thrift holding companies that engage in diverse lines of business often have substantially greater financial
resources than non-diversified companies:
II

Enhanced access to capital markets.

II

Diversification of liquidity sources.

II

Lowered costs of borrowing.

o Managerial advantages - thrift holding companies can contribute business and managerial talent and expertise to the thrift:
II

Particularly true when thrift holding companies have significant experience in a broad array of financial services activities.

III

Promotes operating efficiencies through economies of scale.

~
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o Customer service advantages - customers benefit when they are able to do business with an integrated financial services company.

VI. Supervision of Thrift Holding Companies
• Thrift holding companies (controlling only thrifts) are regulated by the Office of Thrift Supervision.
• Bank holding companies (controlling both banks and thrifts) are now regulated by the Federal Reserve Board ("FRB"). (Prior to October
1996, they were jointly regulated by OTS and the FRB).
• Thrift holding companies must undergo regular OTS examinations, which are usually concurrent with the examination of their subsidiary
thrift.
o OTS examinations of holding companies focus on:
.. Transactions between the thrift, its holding company, and the company's other affiliates;
.. Funds flowing from the thrift to its holding company and affiliates (e.g. dividends and tax payments);
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.. The quality of holding company management and the extent of management's participation in and oversight of thrift decisions;
and
.. The present or potential financial impact or other risks, if any, of the holding company's and its affiliates' operations on the
thrift.
o The complexity of the holding company's corporate structure, and the level of its interaction with the thrift, dictate the scope of
OTS examinations.
• Thrift holding companies are also required to submit periodic reports on their activities to the OTS.
• Certain activities of multiple thrift holding companies require prior notification to, or approval by, the OTS.
• Unitary thrift holding companies are not required to obtain OTS approval to undertake new non-banking activities.

VII. Current Holding Company Ownership of Thrifts
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• As of December 31, 1996, there were 875 holding companies that owned 651 OTS-regulated thrifts, or 49 percent of all OTS-regulated
thrifts.
o The number of holding companies exceeds the number of thrifts owned by holding companies because a thrift may be owned by
several companies. For example, thrifts may be owned by family trusts where separate trusts, and hence, holding companies, are
formed for each member of the family.
o The chart on Page 11 illustrates the basic ownership structures for thrift holding companies.
• Thrifts owned by holding companies held aggregate assets of approximately $632 billion as of December 31, 1996 - 82 percent of total
industry assets.
o Within this universe, there are:
• 515 thrifts, with $467 billion in assets, controlled by unitary thrift holding companies;
• 39 thrifts, with $94 billion in assets, controlled by multiple thrift holding companies;
• 97 thrifts, with $71 billion in assets, controlled by bank holding companies.
• The involvement of holding companies in the thrift industry is a dynamic process, as companies move into and out of the industry
regularly.
o As the data below indicate, a substantial number of holding companies enter or leave the thrift industry each year:

Entries

Exits

1996

168

162

1995

201

157

1994

192

131

o As illustrated, the total number of holding companies entering or leaving the thrift industry in 1996 accounted for over 38% of the
total number of holding companies at the end of the year.
o Thus, the characteristics oftoday's holding companies, the activities in which they engage, and the statistics presented in this paper,
are subject to change over time.
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TABLE 1
Holding Companies Owning OTS Regulated Thrifts
(Dollars in Billions)

Holding Company Type

Number

Number of
.
Th noft s 0 wne d Thnft Assets

1%

OTS-Regulated HCs:
Unitary

704

80%

515

$467

Multiple

40

~

39

94

744

85%

554

$561

Bank HCs Owning a Thrift

131

15%

97

$ 71

Total HCs & Thrifts in HCs

875

100%

651

$632

685

$137

1,336

$769

Independent Thrifts
Total Thrifts

VIII. OTS Experience with Large Commercial Firms Owning Thrifts
• Most large commercial firms purchased thrifts in the early 1980s, or the late 1980s/early 1990s.
o During those periods, many thrifts were suffering losses. Some thrifts may have been purchased by commercial firms in order to
capture the thrifts' net operating loss carryforwards or other tax credits.
o Some thrifts may have been purchased by large commercial firms because thrifts were "cheap". Commercial firms were able to enter
the thrift industry inexpensively since high interest rates, asset quality problems, and losses, depressed some thrifts' stock.
• Some commercial firms purchased failed thrifts from the FSLIC.
• More recent thrift purchases by commercial firms have involved healthy thrifts.
o It appears these thrifts were purchased because they offer some "synergy" between the thrifts' customers and the customers of the
commercial firm. Examples include offering the firm's financial products to the thrift's customers; or allowing thrift customers to
conduct financial transactions through the firm's existing distribution systems, such as grocery stores.
• Most large commercial firms held their thrifts for a period of between two and five years.
• The majority of large commercial firms purchased smaller thrifts - few had over $1 billion in assets.

o
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• Nearly all thrifts owned by large commercial firms either shrank in asset size or remained approximately the same size.
o A notable exception is Temple-Inland, Inc. which has purchased several thrifts over the past ten years. Total assets of thrifts held by
Temple-Inland, Inc. have increased from $92 million in 1987, to $9 biIlion as of the end of 1996.

IX. Examples of Large Commercial Firms Owning Thrifts
• Over the past ten years, several very large commercial firms have owned OTS-regulated thrifts. Examples of such firms that previously
owned thrifts are:
o Ford Motor Company - the second largest auto manufacturer in the U.S. Also engages in vehicle leasing and rental, and
manufacturing electronic equipment.
o Sears Roebuck and Company - the world's second largest retailer. Operates full-line department and specialty stores.
o ITT Corporation - one of the world's leading hotel, gaming, entertainment and information services companies.
~

o Weyerhaeuser Company - the world's largest private owner of softwood timber, producing wood products (lumber, plywood,
particle board) and paper products (pulp, newsprint, containers).
• Examples of large commercial firms that currently own thrifts are:
o Temple Inland, Inc. - has major interests in paper, packaging, building products, and financial services. Owns and leases 1.9 million
acres of timberland in TX, LA, AL and GA. Financial services include thrift activities, mortgage banking, real estate development,
and insurance.
o Pulte Corporation - One of the nation's largest builders of single-family homes and developers of residential subdivisions. Operates
in 24 states and 39 markets nationwide. Also engages in thrift ownership and mortgage banking.
o Dean Witter, Discover & Company - a diversified financial services firm with two main businesses: credit services (Discover card),
and securities (Dean Witter brokerage). Recently announced a merger with Morgan Stanley which would create the largest
securities firm in the world.

X. Examples of Small Commercial Firms Owning Thrifts

C\l
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• Most thrift holding companies are smaller, less well-known firms.
• Some examples include:
o Hy-Vee, Inc - an integrated food company with over 200 food, drug and convenience stores located in seven states.
o Club Corporation International - operates country clubs, athletic clubs, resorts and golf facilities.
o Ohio Savings Financial Corporation - owns an equity interest in an automobile rental company.

XI. Non-Banking Activities of Thrift Holding Companies
• In total, about 29 percent of OTS-regulated thrift assets are held by thrifts in holding companies with some non-banking related activities.
• 39 thrifts, with assets of$94 billion, are controlled by multiple thrift holding companies. In addition to activities permitted under the Bank
Holding Company Act, these companies may engage in specified activities, including:
o Acquisition, development, management, sale and rental of real estate.

C"l
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.. 2 multiple thrift holding companies are actively engaged in one or more of the real estate-related activities described above.
The 4 thrifts in these multiple thrift holding companies hold $24 billion in assets - about 3 percent of total industry assets.
• There are 515 thrifts, with assets of $467 billion, controlled by unitary thrift holding companies. These companies may engage in
unrestricted non-banking, commercial or industrial activities.
o Currently, there are approximately 102 unitary thrift holding companies, owning 73 thrifts, that actively engage in non-banking
activities.
.. The 73 thrifts in these unitary thrift holding companies hold approximately $196 billion in assets - about 26 percent of the
total industry.
.. The major types of non-banking activities that these unitary thrift holding companies currently pursue include:
.. Real estate development, investment and management activities (51 holding companies);
• Insurance sales and underwriting (27 holding companies).

z

.. Most other non-banking activities are consumer oriented but there are a few exceptions (e.g., manufacturing, wholesale
goods, energy and exploration.)

TABLE 2
Thrift Holding Companies With Non-Banking Related Activities
(Dollars in Billions)
Holding Company Type
Unitary
Multiple

Total

Number

Number of
Thrifts Owned

Thrift Assets

102

73 1

$196

2

4

24

104

77

$220

~

C'1

1 Includes

three thrifts that are not regulated by the OTS; their holding companies are
regulated by the OTS.
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NON-BANKING ACTlVITIES OF UNITARY THRIFT HOLDING COMPANIES

Real Estae Dae tprrentllrrteMrrentl~rrentl~~
Insur an::e Sales & Urd2rwitirglL.ifelC.:e l.allv/Prcperty
Ei:juity ad FKed Ircare ~bnent
Brcker/Dealer
I-I::ie lOwer /Ope rao
Mutual Furd ~errent
Pensbl Furd MarEQ=rrent
Firercial A8~el ~errent
McIlut~lJirg

Tele:x:mrrunbai::xle
Tralel !!q;<rc:y

12

8
4
4

4
3
3
3

3
2
2
2

Aulo~~

Caa:licfl Cra::lit Unbl
Ccns urrer Ga::ds

51
Zl

Lea::l~

Cc:menieooe SIcr~
Brcker 6en.ber
COJntry Club De.el::prre rt & MarEQ=rrent

2
1
1

C.:r Rema
Dairy F.:rmirg
Daa Prccessirg
Electro utility
Erergy Elpbabl ad Prcdu:tbn
Entertanrrent ad Leis ure
F2et Fcod Operatbre
Faxj BlJ< ~*
Fuel HaJlirg
G rcoery Sto res
~errent Servi::es
rvblie 1teatere
Phcr rre::e
G=thAere
Tite Al:etr~ Corrpany
Tr.:mp::ftarn
Wate Cdlectrnad Pro:essirg

ur.::as

1
1
1
1

1
1
1
1

1
1
1
1
1
1
1

1
1

-.:t'

C"l

There are 102 unitary thrill holding companies induded in the above count.
The same holding company may be counted for more than one adi'vtly.

Prepared by:
Office of Thrift Supervision
Department of the Treasury
1700 G Street, N. W.
Washington, DC 20552
For copies of this document call:
Publifax at (202) 906-5660
Request document # 95013
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ROLE AND RESPONSIBILITY OF BANK DIRECTORS
R. JAMES STRAUS
BROWN, TODD & HEYBURN PLLC
LOUISVILLE, KENTUCKY
PHONE: (502) 589-5400

I.

INTRODUCTION
The responsibilities of bank directors include both the responsibilities of directors
generally and the special responsibility of directors of federally insured financial
institutions. The responsibilities of directors derive from legal articulation of director
duties and from the fundamental principles of sound corporate governance. Lawyers who
serve as bank directors must cope with difficult tensions between their role as directors
and as lawyers.

II.

CORPORATE DUTIES AND STANDARDS
A.

General Standards for Directors - The Kentucky Business Corporation Act,
Chapter 271B of the Kentucky Revised Statutes, is patterned after the American
Bar Association's Revised Model Business Corporation Act (1984). The MBCA
was developed in an environment of increasing attempts to pin liability for
corporate actions on directors. The MBCA is very attentive to standards for
director conduct and director liability.
(a) KRS 271.8-300, expressing duties of loyalty and care and a business judgment
rule, provides:
(1) A director shall discharge his duties as a director, including his
duties as a member of a committee:
(a)

In good faith;

(b)

On an informed basis; and

(c) In a manner he honestly believes to be in the best interests
of the corporation.
(2) A director shall be considered to discharge his duties on an
informed basis if he makes, with the care an ordinarily prudent
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person in a like posItIOn would exercise under similar
circumstances, inquiry into the business and affairs of the
corporation, or into a particular action to be taken or decision to
be made.
(3) In discharging his duties, a director shall be entitled to rely on
information, opinions, reports, or statements, including financial
statements and other financial data, if prepared or presented by:
(a) One (1) or more officers or employees of the
corporation whom the director honestly believes to be
reliable and competent in the matters presented;
(b) Legal counsel, public accountants, or other persons as
to matters the director honestly believes are within the
person's professional or expert competence; or
(c) A committee of the board of directors of which he is
not a member, if the director honestly believes the
committee merits confidence.
(4) A director shall not be considered to be acting in good faith if he has
knowledge concerning the matter in question that makes reliance otherwise
permitted by subsection (3) of this section unwarranted. . . .
(b)

KRS 271B.8-300 goes on to provide with respect to the standards for
discharge by directors of their duties as follows:
(5) In addition to any other limitation on a director's liability for
monetary damages contained in any provision of the corporation's
articles of incorporation adopted in accordance with subsection
(2)(d) of KRS 271B.2-020, any action taken as a director or any
failure to take any action as a director, shall not be the basis for
monetary damages or injunctive relief unless:
(a) The director has breached or failed to perform the
duties of the director's office in compliance with this
section; and
(b) In the case of an action for monetary damages, the
breach or failure to perform constitutes willful misconduct
or wanton or reckless disregard for the best interests of the
corporation and its shareholders.
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(6) A person bringing an action for monetary damages under this
section shall have the burden of proving by clear and convincing
evidence the provisions of subsection (5)(a) and (b) of this section,
and the burden of proving that the breach or failure to perform
was the legal cause of damages suffered by the corporation.

B.

Financial Institutions
(a) In 1986, the Kentucky General Assembly adopted a statutory standard
conduct for state bank directors. KRS 287.065(3) requires that "each
director exercise such ordinary care and diligence as necessary and
reasonable to administer the affairs of the bank in a safe and sound
manner. " This standard is consistent with Kentucky case law. Scott's
Executor's v. Young, 21 S.W. 2d 994 (Ky. 1929) holds that all that the
law requires is that directors "exercise ordinary care in the selection of the
officers and the agents of the bank, and the management and supervision
of its affairs. "
(b) There is no Kentucky or federal definition of "safety and soundness"
in the bank context, although the existence of unsafe and unsound banking
practices serves as a trigger for Federal formal enforcement proceedings
available against bank directors, See e.g., the Financial Institution
Supervisory Act of 1966 and the provisions of 12 USC 1818(b). The term
"unsafe and unsound banking practices" is generic such as widely used
terms like "negligence" or "good faith." See Schooner, Fiduciarv Duties'
Demanding Cousin: Bank Director Liability For Unsafe Or Unsound
Banking Practices, 63 Geo. Wash. L. Rev. 175 (1995).

c.

FIRREA: In 1989, as part of the Financial Institution's Reform, Recovery and
Enforcement Act, Congress for the first time addressed the liability of directors
of fmancial institutions for breach of fiduciary duty. FIRREA provides in part:
A director or officer of an insured depository institution may be
held personally liable for monetary damages in any civil action by,
on behalf of, or at the request or direction of [the FDIC] which
action is prosecuted wholly or partially for the benefit of the
Corporation:
(1)

acting as conservator or receiver of such institution,

(2)

acting based upon a suit, claim, or cause of action
purchased from, assigned by, or otherwise conveyed by
such receiver or conservator, or
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(3)

acting based upon a suit, claim, or cause of action
purchased from, assigned by or otherwise conveyed in
whole or in part by an insured depository institution or its
affiliate in connection with assistance provided under
section 1823 of this title,

for gross negligence, including any similar conduct or conduct that
demonstrates a greater disregard of a duty of care (than gross
negligence) including intentional tortious conduct, as such terms
are defined and determined under applicable State law. Nothing
in this paragraph shall impair or affect any right of [the FDIC]
under other applicable law.
12 U.S.C. §1821(k).
FIRREA refers to actions based on "gross negligence." It took eight years for the United States
Supreme Court to resolve a dispute of authority over whether FIRREA's reference to "gross
negligence" immunized directors from state laws which impose liability for conduct that is less
offensive than gross negligence such as simple negligence. The Supreme Court held that state
law rather than federal law sets the standard of care for officers and directors of both state and
federally chartered savings and loans, except to the extent that federal law preempts any state
law that attempts to insulate directors by establishing a more forgiving standard of care than
gross negligence. Atherton v. FDIC, 136 L.Ed. 2d 656, (1997).
D.

III.

Counseling. Lawyers are frequently asked to advise a board of directors about
its duties and the duties of its members, especially when the board is in the
process of establishing a strategic direction for the corporation, or when the board
is considering an offer to purchase the corporation. Attached as Exhibit A is a
sample format for a handout to a board of directors to assist in a discussion led
by counsel about director responsibilities.

GUIDELINES FOR FINANCIAL INSTITUTION DIRECTORS.
A financial instition's's board of directors is ultimately responsible for the
institution's affairs. A board should be strong, independent and informed, and its
members must be prepared to put the institution's interests before their own interests.
Both the Office of the Comptroller of the Currency and the Federal Deposit
Insurance Corporation have published guidelines for bank directors. A copy of the
FDIC's Pocket Guide for Directors, as reprinted in November 1997, is attached as
Exhibit B. The OCC's substantially lengthier publication, The Director's Book: The Role
of a National Director is referred to on page 10 of the FDIC's Pocket Guide. In the
word's of the FDIC's Pocket Guide, a board of directors should:
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*

select and retain competent management;

*

establish, with management, the institution's long- and short-term
business objectives, and adopt operating policies to achieve these
objectives in a legal and sound manner;

*

monitor operations to ensure that they are controlled adequately
and are in compliance with laws and policies;

*

oversee the institution's business performance; and

*

ensure that the institution helps to meet its community's credit
needs.

An individual director, in the acc's words, must:

*

be aware of the bank's operating environment;

*

be diligent in performing the job;

*

exercise independent judgment; and

*

be loyal to the bank's interest.

acc Director's Book, Page 47.

IV.

LAWYERS AS DIRECTORS
Lawyers who serve as directors of a financial institution, especially lawyers who
both serve as directors and provide substantial legal services to the financial institution,
face serious dilemmas. Directors are expected to discharge their duties with care and
loyalty. Lawyers are expected to discharge their representations with competence, as
zealous advocates uncompromised by conflicting interests, within a scope designated by
the client and as jealous guardian's of the client's confidences.
A.

Lawyers must deal with a very real tension between a lawyer's need to avoid and
ethically to deal with conflicts of interest in the multiple constituents and interests
competing within a financial institution, including the interests of shareholders,
directors, various officers, and the federal agencies which regulate the financial
institution. See Kentucky Supreme Court's Rule 3.130( 1.13) concerning the
organization or corporation as the client.

B.

Federal regulators work hard to establish a heightened standard of conduct for
lawyers representing financial institutions. For instance, FIRREA includes legal
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counsel within a defInition of "institution-affiliated party," which directly targets
directors, attorneys and other insiders for draconian enforcement measures and
civil money penalties initiated by federal regulatory agencies. See 12 USC
§1813(u)(4).
The FDIC, on February 10, 1998, issued a special release setting forth guidelines
for fInancial institution directors regarding legal advice. The Guidance suggests
that bank directors have a higher standard of fIduciary duty then directors of
ordinary corporations, and suggests that lawyers representing financial institutions
must take on the role of policemen when it comes to insider indiscretions. The
Guidance states in part:
Banking is a heavily regulated industry, and it has long been
recognized that bank officers and directors have higher standards
of fiduciary duty than the officers and directors of ordinary
corporations. Likewise, the safe and sound operation of insured
depository institutions requires that lawyers provide advice and
corporate counseling that is both accurate and complete, and that
financial institution directors fully consider such advice and
counseling prior to exercising approval authority regarding nonroutine transactions.
If it appears that the managers of an insured depository institution
are breaching their fiduciary duties, it is the responsibility of the
lawyer to take appropriate steps to advise the offending officials as
to their duties. When the likely result is substantial injury to the
organization, the lawyers also have the obligation to take steps to
prevent the offending conduct, if necessary by proceeding up the
corporate ladder up to and including informing the board of
directors of the institution. These communications must also be
effective. It is not sufficient to expect or allow the offending
officials or their subordinates to properly communicate to
institution decisionmakers. This is particularly true when insider
conflicts have necessitated the creation of a special committee of
the board to act as decisionmaker.
A copy of the Guidance is attached as Exhibit C.
C.

The changing expectations for lawyer directors and lawyers providing legal
services for financial institutions is dramatically evident from the following two
examples:
(a) On November 16, 1930, the National Bank of Kentucky of Louisville failed.
It was then the largest bank south of the Ohio River with assets of just less than
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$53,000,000. The National Bank's collapse was part of the BancoKentucky
Company scandal, and led to litigation by the receiver of The National Bank
against the Bank's directors, among others. After years of appeals, the
proceeding resulted in a determination of substantial director liability. These
directors included a number of prominent attorneys. The following dialogue is
from the final arguments heard before Judge Austin Tuttle in the Western District
of Kentucky at Louisville on October 17, 1933 prior to Judge Austin Tuttle's
opinion which is reported as Anderson v. Akers, 7 F.Supp. 924 (W.D.Ky. 1934).
The court and counsel for the receiver, Mr. Lock are discussing the failure by
Mr. Crawford, a lawyer and a director, to discover massive funds illegally
invested by the Bank in Kentucky Wagon Manufacturing Company.
Mr. Lock: . . . He was a lawyer and presumably he would want
to know what the National Banking Act provided with reference to
his duty ....
The Court: I thought we had decided that a man's ability didn't
have anything to do with it, that whether he had great ability as a
lawyer or a farmer didn't affect the way he had to conduct
himself.
Mr. Lock: That is true. But what I am saying, though I
use the term lawyer, as applicable to any director of
ordinary care, prudence and diligence. The minimum
exertion required by ordinary care, prudence and diligence
of a director when he comes on the Board is first to find
out the condition of the bank when he comes in, and how
authority is divided among the officers and how the
business is being conducted and what is the condition of the
bank and what affairs or problems it has . . . . But no
inquiry was made
(b)

On August 22, 1990, Judge Stanley Sporkin of the United States District Court
for the District of Columbia, towards the end of a lengthy opinion rebuffing an
effort by Lincoln Savings and Loan Association and American Continental
Corporation of Charles Keating fame to rest control of the institutions back from
the Office of Thrift Supervision, said:
There are other unanswered questions presented by this case.
Keating testified that he was so bent on doing the "right thing" that
he surrounded himself with literally scores of accountants and
lawyers to make sure all the transactions were legal. The
questions that must be asked are:
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Where were those professionals, a number of whom are now
asserting their rights under the Fifth Amendment, when these
clearly improper transactions were being consummated?
Why didn't any of them speak up or disassociate themselves from the
transactions?
Where also were the outside accountants and attorneys when these
transactions were effectuated?
What is difficult to understand is that with all the professional
talent involved (both accounting and legal), why at least one
professional would not have blown the whistle to stop the
overreaching that took place in the case.
Lincoln Savings and Loan Association v. Wall, 743 F.Supp. 901,
919-920, (D.D.C. 1990).
D.

Lawyer-Directors may have limited recourse to the business judgment rule in
circumstances where their presumed expertise leads to a presumption that they
should know better. Lawyers who are asked to serve as directors of their
financial institution clients should carefully consider with their clients the
heightened and complicated responsibilities resulting from a combination of the
two roles.
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EXHIBIT A

SAMPLE GUIDE FOR LEADING DISCUSSIONS
CONCERNING DIRECTOR RESPONSmILITIES

GENERAL DUTIES OF THE BOARD OF DIRECTORS

The Directors have a fiduciary duty to act in the best interest of tlte corporation and its
shareholders.

o

o

o

o

Duty of Loyalty - requires one to act in good faith without conflicts of
interest, or if there is a conflict of interest, then the transaction must be fair
to the corporation.
Duty of Care - requires one to act as a reasonable and prudent person
would act in a similar situation.
General Standard - duties must be discharged in good faith, on an
informed basis, and in a manner which you honestly believe to be in the
best interests of the corporation.
Reliance on Experts - in acquiring information upon which to base
judgments, a director may rely on the corporation's officers, legal counsel,
accountants and other persons as to matters you honestly believe are within
the person's professional or expert competence.

PROTECTION FOR EXERCISE OF DUTIES
o

o

o

Business Judgment Rule - Directors are protected if they exercise their
judgment in good faith on an informed basis.
Statutory Limits on Liability - A director will not be liable for monetary
damages unless the director breaches the duties stated above and such
breach constituted willful misconduct or wanton or reckless disregard for
the best interests of the corporation and its shareholders.
Limits on Liability in Articles of Incorporation - A Director will not be
liable for monetary damages unless the director breaches the duties stated
above and (1) such breach constituted willful misconduct or wanton or
reckless disregard for the best interests of the corporation and its
shareholders; (2) the director's personal financial interest is in conflict with
the financial interest of the corporation or its shareholders; (3) the director
derives an improper personal benefit; (4) the act or omission is known by
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the director to be illegal; or (5) the act results in an unlawful distribution
to shareholders.
DUTIES IN RESPONDING TO A PROPOSED TAKEOVER
o

o

o

Multiple Factors - Unless the directors have determined to break: up the
company, director considerations include long and short term shareholder
value (of each party), the qualities of the parties. and its impact on
employees, customers and communities.
Defensive Measures - a defensive measures adopted unilaterally by the
board of directors must be reasonable in relationship to the anticipated
threat posed.
Articles Amendments - when recommending defensive measures to be
adopted through an amendment to the articles, the directors must act in
good faith and on an informed basis, and shareholder approval must be
obtained through the prescribed staOltory procedure, based on full and fair
disclosure.
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EXHIBIT B

FEDERAL DEPOSIT INSURANCE CORPORATION (FDIC)
POCKET GUIDE FOR DIRECTORS
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Financial Institution
Directors
Change in the financial marketplace has created a more competitive and challenging environment for all financial institutions. As a
consequence of this change, the role of the
financial institut,ion board member has grown
in importance and complexity.
This Pocket Guide has been developed by the
Federal Deposit Insurance Corporation to provide directors of financial institutions with
accessible and practical guidance in meeting
their duties and responsibilities in a changing
environment. These guidelines have been
endorsed by the Board of Governors of the
Federal Reserve System, the Office of the
Comptroller of the Currency and the Office of
Thrift Supervision.
We hope this Pocket Guide will help to make
the director's job one that can be approached
with clarity, assurance and effectiveness. If you
are helped in meeting these goals, then the
larger goal of maintaining confidence in the
safety and soundness of our financial system
will also be advanced.
Sincerely,
Andrew C. Hove, Jr.
Chairma1/, Federal Deposit Insurance Corporation

Eugene A. Ludwig
Joseph H. Neely
Ellen S. Seidman
Federal Deposit Insurance Corporation
Washington, D.C.
Reprinted November 1997

0-13

General Guidelines
A financial institution's board of directors
oversees the conduct of the institution's business. The board of directors should:
• select and retain competent management;
• establish, with management, the institution's
long- and short-term business objectives, and
adopt operating policies to achieve these
objectives in a legal and sound manner;
• monitor operations to ensure that they are
controlled adequately and are in compliance
with laws and policies;
• oversee the institution's business performance; and
• ensure that the institution helps to meet its
community's credit needs.
These responsibilities are governed by a complex framework of federal and state law and
regulation. These guidelines do not modify
the legal framework in any way and are not
intended to cover every conceivable situation
that may confront an insured institution.

1
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Rather, they are intended only to offer general
assista!1ce to directors in meeting their responsibilities. Underlying these guidelines is the
assumption that directors are making an honest effort to deal fairly with their institutions,
to comply with all applicable laws and regulations, and to follow sound practices.

Maintain Independence
The first step both the board and individual
directors should take is to establish and maintain the board's independence. Effective corporate governance requires a high level of cooperation between an institution's board and its
management. Nevertheless, a director's duty to
oversee the conduct of the institution's business necessitates that each director exercise
independent judgment in evaluating management's actions and competence. Critical evaluation of issues before the board is essential.
Directors who routinely approve management
decisions without exercising their own
informed judgment are not adequately serving
their institutions, their stockholders, or their
communities.

2
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Ensure Qualified
Management
The board of directors is responsible for
ensuring that day-to-day operations of the
institution are in the hands of qualified management. If the board becomes dissatisfied
with the performance of the chief executive
officer or senior management, it should
address the matter directly. If hiring a new
chief executive officer is necessary, the board
should act quickly to find a qualified replacement. Ability, integrity, and experience are the
most important qualifications for a chief executive officer.

Supervise Management
Supervision is the broadest of the board's
duties and the most difficult to describe, as its
scope varies according to the circumstances of
each case. Consequently, the following suggestions should be viewed as general.

Establish Policies. The board of directors
should ensure that all significant activities are
covered by clearly communicated written poli-
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cies that can be readily understood by all
employees. All policies should be monitored
to ensure that they conform with changes in
laws and regulations, economic conditions,
and the institution's circumstances. Specific
policies should cover at a minimum:
• loans) including internal loan review procedures
• investments
• asset-liability/funds management
• profit planning and budget
• capital planning
• internal controls
• compliance activities
• audit program
• conflicts of interest
• code of ethics
These policies should be formulated to further
the institution's business plan in a manner
consistent with safe and sound practices. They
should contain procedures, including a system

5

0-17

of internal controls, designed to foster sound
practices, to comply with laws and regulations,
and to protect the institution against external
crimes and internal fraud and abuse.

Monitor implementation. The board's policies
should establish mechanisms for providing the
board the information needed to monitor the
institution's operations. In most cases, these
mechanisms will include management reports
to the board. These reports should be carefully framed to present information in a form
meaningful to the board. The appropriate
level of detail and frequency of individual
reports will vary with the circumstances of
each institution. Reports generally will include
information such as the following:
• the income and expenses of the institution
• capital outlays and adequacy
• loans and investments made
• past due and negotiated loans and investments
• problem loans, their present status and workout programs
• allowance for possible loan loss

6
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• concentrations of credit
• losses and recoveries on sales, collections, or
other dispositions of assets
• funding activities and the management of
interest rate risk
• performance in all of the above areas compared to past performance as well as to peer
groups' performance
• all insider transactions that benefit, directly or
indirectly, controlling shareholders, directors,
officers, employees, or their related interests
• activities undertaken to ensure compliance
with applicable laws (including, among others, lending limits, consumer requirements,
and the Bank Secrecy Act) and any significan t
compliance problems
• any extraordinary development likely to
impact the integrity, safety, or profitability of
the institution
Reports should be provided far enough in
advance of board meetings to allow for meaningful review. Management should be asked to
respond to any questions raised by the reports.

7
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Experience has shown that certain aspects of
lending are responsible for a great number of
the problems experienced by troubled institutions. The importance of policies and reports
that reflect on loan documentation) performance, and review cannot be overstated.

Provide for independent reviews. The board also
should establish a mechanism for independen t
third party review and testing of compliance
with board policies and procedures, applicable
laws and regulations, and accuracy of information provided by management. This might be
accomplished by an internal auditor reporting
directly to the board, or by an examining committee of the board itself. In addition) a comprehensive annual audit by a CPA is desirable.
It is highly recommended that such an audit
include a review of asset quality. The board
should review the auditors' findings with management and should monitor management's
efforts to resolve any identified problems.
In order to discharge its general oversight
responsibilities, the board or its audit committee should have direct responsibility for hiring,
firing, and evaluating the institution's auditors,
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and should have access to the institution's regular corporate counsel and staff as required.
In some situations, outside directors may wish
to consider employing independent counsel,
accountants or other experts, at the institution's expense, to advise them on special problems arising in the exercise of their oversight
function. Such situations might include the
need to develop appropriate responses to
problems in important areas of the institution's performance or operations.

Heed supervisory reports. Board membe.rs
should personally review any reports of examination or other supervisory activity, and any
other correspondence from the institution's
supervisors. Any findings and recommendations should be reviewed carefully. Progress in
addressing problems should be tracked.
Directors should discuss issues of concern
with the examiners.

Avoid Preferential
Transactions
Avoid all preferential transactions involving
insiders or their related interests. Financial
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transactions with insiders must be beyond
reproach. They must be in full compliance
with laws and regulations concerning such
transactions, and be judged according to the
same objective criteria used in transactions
with ordinary customers. The basis for such
decisions must be fully documented. Directors
and officers who permit preferential treatment
of insiders breach their responsibilities, can
expose themselves to serious civil and criminal
liability, and may expose their institution to a
greater than ordinary risk of loss.

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

Copies of this publication, Pocket Guide for Directors Guidelines for Financial Institution Directors, are available from the Public Information Center, Federal Deposit
Insurance Corporation, 801 17th Street, NW,
Washington, D.C. 20434.
A more detailed discussion of a director's role and
responsibilities is available in the Office of the
Comptroller of the Currency's book, The Director's Book:
The Role ofa National Bank Director, which is available
for $10.00 from OCC, P.O. Box 70004, Chicago, Illinois
60673-0004.

-
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EXHIBIT C

FEDERAL DEPOSIT INSURANCE CORPORATION (FDIC)
GUIDANCE FOR FINANCIAL INSTITUTION DIRECTORS
REGARDING LEGAL ADVICE

FDIC

Federat ~ an.nnc: Cotpor8tfon
Wastington. DC 20429 • 9990

FIL-lS-98
February 10, 1998

GUIDELINES FOR LEGAL ADVICE
TO FINANCIAL INSTITUTION DIRECTORS
TO:

CHIEF EXECUTIVE OFFICER

SUBJECT:

Guidance for Fi,oancial Instjtution Directors Re~ardim~ Legal Adyice

The Federal Deposit Insurance Corporation (FDIC) has developed the attached guidance for
financial institution directors receiving legal advice.
.

The guidance is intended to ensure that officers and directors offinancial institutions recognize
that attorneys providing advice and corporate counseling represent, and owe their duty ofloyalty
to, the financial institution, not officers and directors who in some cases may also be the control
owners of'the institution. In order to facilitate the exercise ofindependent approval authority, the
board ofdirectors, or any special committee thereof, should assure effective communication of
legal advice and counsel prior to action by the board or committee.
Please ensure that all members ofyouf board ofdirectors receive a copy. If you have any
questions, please contact your FDIC Division of Supervision Regional Office.

William F. Kroener, III
General Counsel

Nicholas 1. Keteha, lr.
Director
Division of Supervision

Distribution: FDIC.Supervised Banks (Commercial and Savings)
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GUIDANCE FOR FINANCIAL INSTITUTION DIRECTORS
REGARDING LEGAL ADVICE

Results of a recent inquiry by the FDIC emphasize the need
to publicize the important roles and responsibilities of bank
management and independent contractor professionals providing
services to insured depository institutions.
The FDIC recently concluded an inquiry of a law firm
respecting its representation of an insured depository
institution. As bank counsel, the law firm and its attorneys
owed important fiduciary obligations to the institution,
including the duty to exercise the utmost loyalty and fidelity to
the bank's interests.
An FDIC examination disclosed that the law firm conceived
and drafted documents to implement a complex series of
transactions between the bank and an entity controlled by the
bank's Chairman and other insiders. These transactions might
well have resulted in the transfer, over time, of certain bank
properties to the descendants of the bank's Chairman. Despite
the fact that the interests of the bank and the interests of
certain senior bank officers and directors were different and in
apparent conflict regarding the creation of the entity and its
transactions with the bank, the law firm relied on the interested
insiders or their subordinates to communicate to the bank's board
of directors. Though the bank, at the suggestion of the law
firm, had established a special committee of disinterested
outside dire~tors to consider and approve the transactions, the
attorneys had no direct contact with that committee. Under the
circumstances presented, the law firm attorneys failed to fulfill
their obligation to effectively communicate all pertinent facts
and legal advice to the special committee members. -Similarly, it
appears that the members of the special committee failed to
fulfill their duty to ensure that they were fully informed of all
pertinent facts prior to approving the proposed transaction.

Federal banking agency examiners are vested with the power
and responsibility for making thorough examinations of depository
institutions. Examiners conduct periodic examinations of
depository institutions and rely on a sampling of books and
records in determining compliance with safe and sound banking
practices as well as applicable laws and regulations. In order
to fulfill their duties, examiners must be able to rely on the
completeness and accuracy of financial institution books and
records.
The documents and bank records regarding the creaeion of the
entity, all of whicl.l were prepared by the law firm, uniformly
indicated that the entity had been created to benefit the bank,
and that the creation of the entity .and its transactions with the
bank had been considered and approved by the special committee of
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disinterested outside directors. Routine review of this
documentation by FDIC examiners during a series of examinations
of the bank raised no red flags or areas of regulatory concern.
Indeed, it was not until a substantial period of time after the
transactions that a bank employee informed FDIC examiners about
the true nature of the arrangement. Even with the assistance
provided by the employee, uncovering all of the details took
significant time, effort and analysis.
The FDIC believes that the situation described above
apparently resulted in part from the failure of the lawyers
involved to identify their client - the bank - and to keep its
interests paramount. The duties owed by lawyers in their
representation of 'insured depository institutions run to the
institution, not to the individuals who comprise management of
the institution. These principles are of particular concern to
the FDIC as many of the institutions that we supervise are
managed by the control owners of the institution.
Banking is a heavily regulated industry, and it has long
been recognized that bank officers and directors have higher
standards of fiduciary duty than the officers and directors of
ordinary corporations. Likewise, the safe and sound operation of
insured depository institutions requires that lawyers provide
advice and corporate counseling that is both accurate and
complete, and that financial institution directors fully consider
such advice and counseling prior to exercising approval authority
regarding non-routine transactions.
If it appears that the managers of an insured depository
institution are breaching their fiduciary duties, it is the
responsibility of the lawyer to take appropriate st~ps to advise
the offending officials as to their duties. When the likely·
result is substantial injUry to the organization, the lawyers
also have the obligation to take steps to prevent the offeriding
conduct, if necessary by proceeding up the corporate ladder up to
and including informing the board of directors of the
institution. These communications must also be effective. It ~s
not sufficient to expect or allow the offending officials or
their subordinates to properly communicate to institution
decisionmakers. This is particularly true when insider conflicts
have necessitated the creation of a special committee of the
board to act as decisionmaker.
In sum, the FDIC expects all attorneys representing insured
depository institutions ~o exercise the utmost loyalty and
fidelity to the institution's interests. When the interests of
the inst~tution and any of its insiders differ and may be
·adverse, attorneys representing the institution mus~ make full
disclosure of all pertinent facts to and obtain the knowing
consent and approval of institution gecisionmakers who are
1ndependenc from the senior officers with adverse interests.
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Moreover, when an insured depository institution has occasion to
establish a special committee to exercise independent approval
authority for the institution regarding a matter, attorneys
representing th~institution have the responsibility to make sure
that effective communication of pertinent facts and legal advice
is made to such committee.
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