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I. PRELIMINARY STATEMENT

This class action involves a mortgage loan contract in which Defendant Wells
Fargo Home Mortgage (“WELLS”) contractually agreed to charge interest at a stated
“yearly” rate of 6.5% and not to charge any prepayment penalty. In breach of the
express terms of the loan contract, WELLS charged Plaintiff Kenneth Puentes a rate
of 6.549% for the partial year of loan payoff resulting in a prepayment penalty of
$71.98. This overcharge resulted from WELLS use of a fictitious 30.4 day month for
each month during the partial year of loan payoff in calculating the balance due at
payoff without regard for the number of days that have actually elapsed.

This systematic practice of overcharging for interest for loan prepayments
breaches the loan contract and also violates Business & Professions Code Section

17200 (the “UCL”). As the California Supreme Court held in Chern v. Bank of

America, 15 Cal. 3d 866, 876 (1976) and Fletcher v, Security Pacific National Bank,

23 Cal. 3d 442 (1979) the term “yearly” or “year” in a loan contract refers to an
actual year consisting of 365 days, and a lender breaches the loan contract and
violates the UCL by computing interest based on a fictitious 360 day year. WELLS
use of a fictitious 30.4 day month during the year of prepayment instead of charging
interest for the actual number of elapsed days is governed by Chern and Fletcher
which legally require annual interest charges for partial years to be charged based on
the actual number of days elapsed rather than some fictitious measure applied by the

lender.,



This trial court ruled that the same prepayment overcharge practices by Chase
Manhattan violated identical language in the loan contract, violated the UCL and was
not preempted by federal law. In Fierro v. Chase Manhattan Mortgage Corp., San
Diego Superior Court No. GIC819546, this same judge ruled as follows:

Defendant argues that its practice of charging interest on the basis of a
30.4-day month even on loans that are paid off before the year is up and
before the interest rate can “even out” to the yearly rate is not unfair or
deceptive because its practice is entirely consistent with the terms of the
loan agreement....The notes do not explain that interest is charged on
the basis of a 30.4 day month even in months that are 28, 29 or 30 days
long.... One can reasonably assume that a loan agreement [practice] is
“unfair” where the interest rate charged for a “fractional year,” to use
Plaintiffs’ term, may be higher than that stated in the contract for an
entire year, depending on the month in which the loan is paid
off...Interpreting the language in the manner suggested by Defendants
would require payment of 30.4 days interest even in months with 28 or
30 days. As Chern v. Bank of America (1976) 15 Cal. 3d 866, 876
explains, such an interpretation is likely to mislead the public.

Order Denying Summary Judgement dated October 14, 2005, (Appellants’ Appendix
(“AA™) at 0405-0407).

In this case, after overruling a demurrer and certifying this case as a class
action this same judge granted WELLS’ motion for summary judgment. In doing so
the trial court ruled that WELLS’ practices, which are identical to the practices of
Chase Manhattan addressed in Fierro did not violate the loan contract, did not violate
the UCL and that this action was preempted by TILA and the regulations ofthe Office
of the Comptroller of Currency (“OCC”). Although WELLS has admitted that the
applicable language in the form loan contract was unambiguous, the trial court failed

to interpret the loan contract in accordance with the contract’s plain language as in

-




Fierro. Instead, the trial court relied on parole evidence, including industry custom
and practice, to reach a contrary interpretation of WELLS’ loan contract.

Parole evidence, including evidence of industry custom and practice, however,
cannot alter the express terms of an unambiguous contract. See Cal. Code of Civil
Proc. §1856; Casa Herrera, Inc. v. Beydoun, 32 Cal. 4™ 336, 343 (2004); Peiser v.

Mettler, 50 Cal. 2d 594, 610 (1958); Varni Bros. Corp. v. Wine World, Inc., 35 Cal.

App. 4th 880, 889 (1995). Moreover, the fact that a business custom and practice is
the standard in an industry does not immunize the members of the industry from
liability under the UCL where the practice is undisclosed, unfair or violates the terms
of consumer contracts. People ex rel. Bill Lockver v. Fremont Life Ins. Co., 104 Cal.
App. 4th 508, 525 (2003) (a business is not “shielded from liability under the UCL
even when its conduct was ‘consistent with industry standards.””); People v.

Cappuccino, Inc., 204 Cal. App.3d 750, 761, 762 (1988). People v. Casa Blanca

Convalescent Homes, Inc., 159 Cal. App.3d 509, 527 (1984).

The court below elevated the Regulation Z disclosure statement over the
unambiguous terms of the loan contract, when in fact there is no Regulation Z
disclosure about prepayment penalties or loan payoff. Regulation Z is a disclosure
regulation promulgated pursuant to the disclosure obligations imposed on lenders
under the TILA at the inception of the lending relationship and does not deal with
prepayment of the loan. Nor does Regulation Z control the amount of interest that

may be charged pursuant to the terms of the loan contract. All Regulation Z controls




is disclosure of the terms of the loan contract to consumers assuming the loan goes

to full term. Carmichael v. The Payment Center, 336 F.3d 636, 642 (7" Cir. 2003).

The Federal Reserve Board, the agency that issued Regulation Z, also directs the
consumer to consult the “loan contract” and “state laws™ rather than the Regulation
Z disclosure statement to determine the appropriate method of calculating payoff
interest. (AA(0639).

The trial court was persuaded by WELLS” argument that WELLS’ practices
could not violate the UCL because for some consumers, who are not members of the
class, WELLS’ use of the fictional 30.4 day month results in their paying less than
the annual interest rate during the fractional year they prepay their loan. The trial
court concluded that WELLS’ “rob Peter to pay Paul” conduct is not unfair because
“in balance the standard method used by defendants evens out with respect to
consumers/borrowers in general.” This conclusion of law has no legal foundation. To
the contrary, well-settled UCL case law holds that the practice of overcharging one
group of consumers to subsidize another group is unfair as a matter of law under the
UCL. Saunders v. Superior Court, 27 Cal. App. 4th 832, 840-41 (1987) (court
reporters committed unfair business practice by overcharging certain customers for

deposition transcripts in order to provide lower prices to other customers); Motors

Inc, v. Times Mirror Co., 102 Cal. App. 3d 735 (1980} (newspaper committed unfair
business practice by overcharging certain advertisers to subsidize discounts offered

to other advertisers).




The trial court also ruled that, even if WELLS has committed a systematic
breach of contract, because WELLS is a national bank subject to the regulations of
the Office of the Comptroller of the Currency (“OCC™) the courthouse doors are
closed to UCL claims against Wells because such claims are preempted. In so ruling,
the trial court refused to apply the predicate duty analysis required by the United
States Supreme Court’s decisions in Cipollone v, Liggett Group, 505 U.S. 557 (1992)

and Bates v. Dow Agroscience, 544 U.S. 431, 445 (2005) and refused to follow the

preemption analysis applicable to banks set forth in Smith v. Wells Fargo Bank,
N.A., 135 Cal. App. 4th 1463 (2005), Gibson v. World Savings & Loan Assn., 103
Cal. App. 4th 1291, 1300 (2002) and most recently McKell v. Washington Mutual,
142 Cal. App. 4th 1457 (2006). These cases all agree that preemption must be
determined using a predicate duty analysis and also hold that where, as here, the
predicate duty is based on a lender’s voluntarily-assumed contractual obligations,
there can be no preemption of UCL claims and federally chartered banks are subject

to the legal process for claims arising from the bank’s systematic breach of contract.

The predicate legal duty Plaintiffs seek to enforce, i.e., the duty of the lender
not to violate the lender’s voluntarily-assumed contractual obligations is exactly the

same duty held to be not preempted in Smith, Gibson and McKell.  Without

conducting any predicate duty analysis, the trial court relied on extrinsic evidence of
industry custom and practices to hold that the UCL claim was preempted because

ruling otherwise “would run contrary to the industry standard.”
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Under Smith, Gibson and McKell, using the required predicate legal duty

analysis, where the lender, not the state, sets the terms and conditions of the loan, a
UCL action based on the lender’s violation thereof can, as a matter of law, have no
more than an “incidental impact” and is not preempted. The fact that an unfair
business practice based on the systematic breach of the lending contract is
widespread in the lending industry does not make the impact of a UCL action based
on a lender’s contract violations more than incidental. When the California Supreme
Court decided Chern, the fictitious 360 day year method for interest calculation was

standard in the industry. When this Court decided Gibson and rejected the lender’s

argument that the impact of the UCL action based on breach of contract would be
more than incidental, the force order insurance practices there at issue were also the
industry norm. In other words, the fact that every lender is overcharging certain
consumers under the loan contracts does not support preemption of claims based on

the predicate legal duty not to breach voluntarily-assumed contractual obligations.

Federal preemption can occur in one of three different ways:

(1) where federal law states expressly that state law is preempted; (2)
where federal law is so comprehensive that it leaves no room in the
covered field for supplementary state regulation [implied preemption];
and (3) where there is an actual conflict between state and federal law.

Capital Research & Management Co. v, Brown, 147 Cal. App. 4™ 58, 65 (January 26,

2007). See also Gibson, 103 Cal.App. 4% at 1296. Rather than conducting this

analysis and following Smith, Gibson and McKell, the trial court found preemption

-6-




by adopting the erroneous arguments asserted by WELLS, without regard to
controlling legal precedent. Under well-settled California law, however, neither

express nor implied nor conflict preemption applies to the UCL claims in this action.

As recently held in_McKell, “[w]hen Congress has expressly defined the

extent to which state law is preempted, a court will interpret the effect of the
preemption language by focusing on the plain wording of the provision, but will
narrowly construe the precise language of the preemption clause in light of the
strong presumption against preemption.” 142 Cal. App. 4th at 1482.' Congress
and the OCC have expressly defined the very limited scope of preemption under the
National Bank Act (“NBA?”). State laws concerning contracts that have no more than
an incidental impact on bankiﬂg are not preempted under the express language

defining preemption. 12 CFR § 34.42 As held in Smith and Gibson, UCL actions

based on violation of voluntarily-assumed contractual obligations by banks have no
more than an incidental impact on banking and are not preempted. 103 Cal. App.

4™ at 1330; 135 Cal. App. 4th at 1463.

' All emphasis to quotations has been added and all internal citations omitted
unless otherwise noted.

2 12 C.F.R. 34 4 provides:

(b) State laws on the following subjects are not inconsistent with the
real estate lending powers of national banks and apply to national
banks to the extent that they only incidentally affect the exercise of
national banks' real estate lending powers:

(1) Contracts

(2) Torts;...

R ———
= ==

T




For implied preemption to exist Congress must intend to completely occupy
the field. Implied preemption cannot exist where, as here, Congress has expressly
delineated the scope of the statute’s preemption to permit certain state regulation.

“Congress' enactment of a provision defining the pre-emptive reach of a statute

implies that matters beyond that reach are not pre-empted.” Big Creek Lumber Co.

v. County of Santa Cruz, 38 Cal. 4th 1139, 1157 (2006) quoting Cipollone 505 U.S.

at 517. As held in Gibson “no issue of implied preemption is before us. When
Congress adopts legislation that includes a provision expressly addressing the
issue of preemption, there is no need to infer congressional intent.” Gibson,
supra, 103 Cal. App. 4™ at 1300. The California Supreme Court has expressly ruled
that the National Banking Act does not occupy the field or impliedly preempt state

law claims. Perdue v. Crocker National Bank, 38 Cal. 3d 913, 937-38 (1985).

For ‘conflict’ preemption to exist, it must be impossible to comply with both
federal and state laws. McKell, 142 Cal. App. 4™ at 1481-82 *“State law will be
preempted only to the extent compliance with state law precludes compliance with

federal law.” Id.; Washington Mutual Bank v. Superior Court, 75 Cal. App. 4th 773,

783-84 (1999); Gibson, 103 Cal. App. 4™ at 1296. Here, there is no federal law that

precludes WELLS from complying with the loan contract and calculating the amount
due on a loan at payoff so as to not charge an interest rate greater than the rate set
forth in the contract and so as not to charge a prepayment penalty. Because federal

law does not require WELLS to overcharge borrowers and impose prepayment

-8-




penalties in breach of the loan contract, there can be no conflict preemption.

There can be no federal preemption of an action under a state police law such
as the UCL action unless Congress has 'expressed a “clear and manifest” intent to

preempt the claim. Big Creek Lumber Co., 38 Cal. 4th at 1157; Gibson, 103 Cal.

App. 4® at 1300. No such Congressional intent has been expressed.

Finally, the trial courts order is also inconsistent with the standard for Truth-in-
Lending Act (“TILA”) preemption. TILA preempts only inconsistent state laws and
then only to the extent of the inconsistency. 15 U.S.C. § 1610(a)(1). TILA does not
preempt UCL actions because the UCL does not impose any requirements

inconsistent with TILA. Black v. Financial Freedom Senior Funding Corporation, 92

Cal. App.4th 917, 936-937 (2001).

Accordingly, Appellants respectfully submit that summary judgment must be
reversed and the case remanded for further proceedings not inconsistent with this

Court’s decision.

1. ISSUES PRESENTED

l. Whether charging borrowers interest for more days than actually
elapsed during the partial year of their loan payoff breaches the express terms of the
loan contract and violates the UCL as an unfair, deceptive business practice under the

UCL and under Chern and Fletcher?



2, Whether the undisclosed breach of loan contracts that results in

overcharges to one class of borrowers is excused and does not violate the UCL if the

lender charges other borrowers less than the contract states?

3. Whether or not an action under the UCL against a national bank based
on systematic breach of the loan contract is preempted by the National Banking Act

and 12 CFR § 34.4.9

III. STANDARD OF REVIEW

Rulings based on interpretation of a statute or a contract are subject to de novo

review. Jones v. Lodge at Torrey Pines Partnership, 2007 Cal. App. LEXIS 159 at

*29 (February 5, 2007). Further, the trial court’s granting of summary judgment is

reviewed de novo. As stated by Supreme Court in Yanowitz v. [.’Oreal USA, Inc.,

36 Cal. 4" 1028, 1037 (2005), on appeal from summary judgment:

We review the trial court's decision de novo, considering all the
evidence set forth in the moving and opposing papers except that to
which objections were made and sustained. We liberally construe the
evidence in support of the party opposing summary judgment and
resolve doubts concerning the evidence in favor of that party.

Here de novo review is appropriate because the trial court granted summary judgment

based on the trial court’s interpretation of WELLS’ loan contract.

The issue of preemption is also purely a legal issue which does not depend on

any disputed facts in this case, this Court should also review the preemption issue de

-10-




novo. People ex rel. Lungren v. Cotter & Co., 53 Cal.App.4th 1373, 1380 {1997).

The 1ssue of preemption depends upon statutory interpretation, which is a judicial

function involving only questions of law. Sutco Construction Co. v. Modesto High

School Dist., 208 Cal.App.3d 1220, 1228 (1989).

IV. STATEMENT OF FACTS

Plaintiff Kenneth Puentes had a $274,000 loan with Wells that was secured by
his home (the “Note™). (Undisputed Material Fact (“UMF”)No.2 and 3 at AA0362).
As set forth on the face of the Note, Wells agreed to charge interest at a “yearly rate
of 6.50%” and in the event of prepayment, agreed that there would be no prepayment

charge. (AA0447). As set forth in Chern v. Bank of America, 15 Cal. 3d 866, 876

(1976), Fletcher v. Security Pacific National Bank, 23 Cal. 3d 442 (1979), and

Government Code §6803, the term “yearly” or “year” in the Note under California

law refers to an actual year consisting of 365 days and not a fictitious 360 day year.

By charging interest using a fictitious 30.4 day month, without reconciliation
at loan prepayment, Wells imposed a prepayment charge on Plaintiffs. (AA0472-3
and AA0331). Asanother trial court ruled in denying summary judgement in another
UCL class action involving the same claims based on the same language in
Washington Mutual’s contract under the deceptive prong of the UCL: “the notes do

not state that borrowers will, in effect, pay a higher per diem rate of interest if
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they pay off their loan in March than they would if they paid off their loan in
November.” (AA0406). In this case, Plaintiffs paid off his loan in March 2003.
(AA0364, AA0445, AAD471). Plaintiff believed that Wells was charging them only
the exact amount of interest based upon the contract “yearly” interest rate and the

contractual elapsed time during which the loan was outstanding. (Decl. Puentes at

13, AAD4453)

Accounting expert, Patrick Kennedy, PhD, performed an accounting of
Plaintiff’s loan to calculate the overcharge which occurs through Wells’s use of the
fictitious 30.4 day month during a partial year without a proper accounting at loan
closing. See Declaration of Dr. Kennedy (AA0468-0486). Dr. Kennedy found that
as a result of WELLS” use of the fictitious 30.4 day month calculation method
without reconciliation at prepayment, the effective “yearly rate” of interest charged
to Plaintiff during the year of his loan payoff was 6.549%, and not the 6.50 rate as
stated in Plaintiff’s Note. (AA0472-3). Further, Plaintiff’s Note contained the same
relevént language in paragraph 2 that “Interest will be charged on unpaid Principal
until the full amount of the Principal has been paid. 1 will pay interest at a yearly

rate of 6.50%.” (AA0447).

WELLS applied the fictitious 30.4 day month interest calculation method to
Plaintiff’s loan. (UMF No. 16 and 17, at AA0373-4). As a result, the effective
“yearly rate” of interest charged to Plaintiff during the term of his loan was 6.549%,

and not the 6.50% rate as stated in Plaintiff’s Note. (AA0373-4 and AA0472). This
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