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I. INTRODUCTION AND SUMMARY OF REPLY

Respondent Wells Fargo Home Mortgage (*Wells™) does not dispute that (i)
the Puentes were charged interest at a rate of 6.549% rather than 6.500% in breach of
the terms of the note, and (ii) the Puentes were charged a prepayment penalty of
$71.98 in breach of the terms of the note. Wells also concedes that nowhere in the
loan documents docs Wells disclose that “yearly™ interest will be calculated in the
partial year of loan payoff based on the elapsed fictitious 30.4 day months rather than
based on the elapsed actual days in the partial yvear of payoff,

Wells asserts that these admittedly systematic breaches of contract and failures
to disclose are not unfair or deceptive because other borrowers are charged less than
the rate set forth in their notes and are given a prepayment bonus using the same
undisclosed formula. Wells asserts without citation that robbing Peter to pay Paul is
an accepted defense to a UCL claim.

Wells argues that under the UCL Peter has no remedy unless Paul is injured
as well because a business practice cannot be unfair or deceptive under the UCL
unless the practice injures all of defendants’ customers. (Respondent’s Briefat p.41).
Wells also argues under the UCL that the injury to Peter which benefits Paul is
outweighed by the benefits to Peter and Paul of uniformity for the sake of the
secondary loan market. (Respondent’s Brief at p.41).

Given the undisputed fact that there would be no net difference to the

secondary market if Wells complied with the contract terms there is simply no
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business justification for not charging the customers who pay off their loans early the
amount of interest specified in the loan contract based on the actual number of days
elapsed in the partial year of payoff. [f this calculation were correctly made by Wells
neither Peter nor Paul would be charged more or less than the amount actually owed
at the time of payoff. Accordingly there would no net effect on the secondary
market.'

Wells™ argument also ignores the well-settled UCL case law that overcharging
one group of consumers for the benefit of another group of consumers is a unfair and

deceptive business practice. Saunders v. Superior Court, 27 Cal. App. 4" 832, 838-9

(1994); Motors, Inc. v. Times Mirror Co., 102 Cal. App. 3d 735 (1980). Wells’

argument is also contrary to the cases holding that systematic breach of consumer

contracts is an unfair business practice under the UCL. Smith v. Wells Fargo Bank,

135 Cal. App. 4™ 1463 (2005); Gibson v. World Savings & Loan Assn.. 103 Cal. App.

4" 1291 (2002); State Farm Fire & Casualty Co. v. Superior Court, 45 Cal. App. 4"

1093, 1104 (1996); Allied Grape Growers v. Bronco Wine Co.. 203 Cal. App. 3d 432,

449-453 (1988); People v, McKale, 25 Cal. 3d 626. 635 (1979); People v. Custom

Craft Carpets. Inc.. 159 Cal. App. 3d 676. 683-684 (1984). None of these cases have

' California Business & Professions Code § 17203 is narrowly fashioned to limit
the remedies to equitable relief that would limit any windfall to one group of
customers at the expense of another group of customers. Wells, as the loan
servicer, is in privity of contract with the entire customer base that has been
erroneously charged. As a result. Wells has the ability to correct the error for all
Customers.
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ever suggested that the consumers who are injured by the systematic breach of
contract have no claim under the UCL if another group of consumers receives a
windfall as the result of the same business practice.

Unable to distinguish these cases, Wells now argues that under the first prong
of the unfairness test of Section 5 of the FTC Act that a practice cannot be unfair
unless the practice inflicts injury on the entire customer base of that business. The

first prong of the Section 5 test requires only “substantial injury to consumers,” not

injury to all consumers. Orkin Exterminating Co. Inc. v. F.T.C., 849 F.2d 1354,

1367-1368 (11" Cir. 1988) Wells miscites Orkin to argue that a business practice is
not unfair unless the practice injures a businesses’ entire customer base.
(Respondents Br. at p. 40). In fact, the very language in Orkin which Wells quotes
out of context actually refutes Wells’ position when read in context:
The Commission also rejected various arguments that an order
requiring Orkin to roll back its fee increases "would have adverse
effects on its entire customer base and on many of its competitors." 108
F.T.C. at 365.
849 F.2d. at 1365

The FTC and the Orkin court thus agreed that a defendant’s systematic breach

of contract with respect to some customers could not be justified by defendant’s
argument that the practice provided benefits overall to defendant’s entire customer

base. In weighing the harm to consumers against the purported “benefits™ of Wells’

* Emphasis added and internal citations omitted unless otherwise stated.



practice, undercharging other consumers is simply not the sort of benefit that can
justify violation of the express terms of the loan contracts and the injury inflicted on
each Class Member.

Tellingly. Wells does not dispute the fact that Wells breaches the express terms
of the note and Wells™ promise not to charge a prepayment penalty.” Wells also does
not dispute the fact that Wells does disclose the effect of early payoff in certain
months on the interest rate. Finally Wells cannot dispute that Wells fictitious
accounting practices are less fair to certain customers than charging the actual
amount then due, owing and unpaid at early loan payoff. Using the actual number
of days elapsed in the partial year of payoff for all customers would not only be
fair to all customers but would also have no net effect on the sums paid to the
secondary market.

In attempting to justify Wells’ systematic breach of form loan contracts, Wells
relies almost exclusively on the Truth in Lending Act (“TILA™) and Regulatior-l Z.to
argue that the interest charges are governed by Regulation Z. This argument is
grossly misleading as Regulation Z provides that “[tJhe purpose of this regulation is
to promote the informed use of consumer credit by requiring disclosures about its
terms and cost... ...The regulation does not govern charges for consumer credit.”

12 C.F.R. §226.1(b).

> The terms of the notes. as Wells has admitted in interrogatory responses, are not
ambiguous. (AA0440-1). As a result, Wells attempt to use of parol evidence to
vary and modify these terms of the note cannot be accepted.
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As Wells admits, TILA and Regulation Z are intended “to protect consumers
in credit transactions by requiring disclosure of costs and key terms of the lending
arrangement.” (Respondent’s Briefat p.6). Nowhere does the TILA statement deal
with what happens upon a prepayment as those terms are not part of TILA
disclosures and Regulation Z “does not govern charges” and deals only with
“disclosures.” 12 C.F.R. § 226.1(b). As a result, TILA and Regulation Z are
irrelevant to the calculation of the interest due, owing and unpaid for a partial year
upon prepayment.

Regulation Z and Appendix J both only deal with interest calculations for
loans, assuming the loan goes to full term. Nowhere does Regulation Z or Appendix
J dictate how to compute the amount due upon early prepayment of a loan. The
discussion in Regulation Z and Appendix J about fractional months is for purpose of
calculating rates for partial months in boarding a loan and not upon prepayment.

Wells concedes that “for the Puentes” loan, Wells Fargo used the Fannie Mae/
Freddie Mac form note.” (Respondent’s Brief at p.14). Wells also admits that the
Fannie Mae / Freddie Mac guidelines “require lenders to be aware of, and in full
compliance with any and all federal, state or local jurisdiction regulations.”
(Respondent’s Brief at p.18). California contract law requires all parties to a contract
to comply with the terms of the contact (Civil Code § 1427), and that noncompliance
is a breach of contract entitling the non-breaching parties to compensation for the

breach (Civil Code § 3300; B&P Code § 17203).




As a result, Wells, in calculating the amount dye. owing and unpaid by the
Puentes at prepayment, should have calculated the amount so as to only charge

6.500% interest on the loan for the actual number of days elapsed in the fractional
year at payoff and no prepayment penalty. Wells failure (o do so was a breach of the
form consumer loan contract and also a deceptive businesg practice.

Wells® accounting method of not using the actua] number of days elapsed in
the fractional year of loan payoff is net disclosed in the |gan documents or the TILLA
statement. In the absence of full disclosure reasonaple consumers expect 10 be
charged the amount due, owing and unpaid based on the actual number of days
elapsed rather than based on the fictitious accounting method used by Wells and not

disclosed in the disclosure statements.

Wells argues that in light of Wells custom and practice. Wells may disregard

the express terms of the note and charge the Puentes interest at 2 yearly rate in excess
of the agreed rate in accordance with the fictitious formula without any disclosure.
Through this argument, Wells contends that the term “yearly” interest rate in the Note

refers to a 12 month year of fictional equal months with each month h aving an equal

number of 30.4 days.* Such an argument cannot be reconciled with the Supreme

* This fictitious year made up of 12 months cach having 30.4 days does not affect
the computation of interest for full loan years or for loang that go full term. and
therefore would not affect borrowers who do not Prepay
problem only comes into play in the partial year of loap
issue is not covered by TILA, Reg. Z or App. J all three
interest on loans that go full term.

their loan. The proration
payoff. This accounting
of which address only
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Court decision in Chern v. Bank of America, 15 Cal. 3d 866, 876 (1976), which held

that the term “yearly” or “year” in the Note under California law refers to an actual

year consisting of 365 days. See also Fletcher v. Security Pacific National Bank, 23
Cal. 3d 442 (1979) and Cal. Government Code §6803. Moreover, in Chern the
Court held that a borrower could challenge the use of a fictional year in the
calculation of interest under the applicable terms of the contract, even though
the fictional year was a matter of banking custom and practice.

[fthe doors of state and federal courts are closed to the enforcement of contract
terms as written as Wells advocates, then the contract terms would become irrelevant
and Chern would lose all meaning. Absent the ability of our Courts to adjudicate

contract terms as written, faith in the honesty of our banking system will be lost.

1. WELLS’ SYSTEMATIC BREACH OF THE EXPRESS TERMS OF
THE FORM NOTE VIOLATES THE UCL

Respondent’s Brief mischaracterizes Appellants’ claim in  order to make
certain erroneous arguments. In truth, Appellants” UCL claim does not seek to
regulate how Wells charges or calculates interest on loan payoffs. Instead.
Appellants contend that Wells, like any other lender, is bound by the terms of the
written contract. In accordance with the terms of the applicable note, Wells must
charge a payoff amount that reflects the actual number of days elapsed in the year of
payoff which does not exceed the rate of interest set forth in the note and does not
result in any prepayment penalty. Truthful calculations in accordance with the terms
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of the note should not be anathema to Wells* accounting practices.®

The terms of the Puentes’ note promised that the interest on their loan would
not exceed a “yearly rate of 6.50%" and that there would be no prepayment charge.
(AA0447). Indeed. California contract law prohibits the imposition of a prepayment
penalty and this prohibition cannot be waived. Cal. Civil Code § 2985.6. Appellants
provided evidence that the yearly interest rate charged to the Puentes during the year
of their loan payoff for the actual number of days clapsed in the partial year was in
fact 6.549%. (AA0373-4 and AA0472-3). Wells does not dispute this mathematical
fact. By charging yearly interest at loan payoff which exceeded 6.500%, Wells
charged a prepayment penalty of $71.98 in violation of the express terms of the note.
(AA0472-3). At loan payoff Wells must honor the contractual limitation on the
yearly interest rate and prepayment penalties.

Wells does not deny the breach of the yearly interest rate provision and the
prepayment provision. Instead Wells argues that this conduct is not actionable under

the UCL. Wells™ argument is directly contrary to settied California and federal

authority. In Smith v. Wells Fargo Bank. 135 Cal. App. 4" 1463 (2005). the Court

of Appeal, citing Gibson v. World Savings & Loan Assn.. 103 Cal, App. 4th 1291

(2002), held that “a systematic breach of certain types of contracts (e.g., breaches

of standard consumer or producer contracts involved in a class action) can

> To the extent Wells desires an alternative contract provision in the event of
prepayment. Wells need only rewrite the contract terms and disclose the payoff
formula in the TILA statement.
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constitute an unfair business practice under the UCL.” Smith. supra, 135 Cal,

App. 4" at 1483. Smith also held that a UCL claim. predicated on the systematic

breach of contract terms, was not preempted by federal law.S

Smith’s holding that a practice which systematically violates the terms of
consumer loan contracts is unfair within the meaning of the UCL is grounded in a
settled line of case law. See e.g. Gibson, supra, 103 Cal. App. 4" at 1301 (violation
of the terms of the loan contracts was unfair under the UCL and not preempted). In

State Farm Fire & Casualty Co. v. Superior Court, 45 Cal, App. 4th 1093 (1996) the

Court reviewed the various business practices held to be “unfair” under the UCL

Examples of unfair business practices include: charging a higher than
normal rate for copies of deposition transcripts (by a group of certified
shorthand reporters), where the party receiving the original is being
given an undisclosed discount as the result of an exclusive volume-
discount contract with two insurance companies ( Saunders v. Superior
Court (1994) 27 Cal. App. 4th 832, 840-841 [33 Cal. Rptr. 2d 438]):
placing unlawful or unenforceable terms in form contracts ( People v.
McKale (1979) 25 Cal. 3d 626. 634-635 [159 Cal. Rptr. 811, 602 P.2d
731]); asserting a contractual right one does not have ( People v.
McKale, supra. 25 Cal. 3d at p. 635; People v. Custom Crafi Carpets,
Inc. (1984) 159 Cal. App. 3d 676, 683-684 [206 Cal. Rptr. 12]);
systematically breaching a form contract affecting many consumers
( Orkin Exterminating Co., Inc. v. F.T.C. (11th Cir. 1988) 849 F.2d
1354, 1367-1368), or many producers ( Allied Grape Growers v.
Bronco Wine Co. (1988) 203 Cal. App. 3d 432, 449-453 | 249 Cal. Rptr.
872]), and imposing contract terms that make the debtor pay the
collection costs ( Bondanza v. Peninsula Hospital & Medical Center
(1979) 23 Cal. 3d 260. 266-267 [152 Cal. Rptr. 446. 590 P.2d 22D.

® Smith’s holding that UCL actions based on a bank’s breach of voluntarily
assumed contractual obligations are not preempted by federal law is discussed later
in this brief. See infra at p. 29.
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State Farm, supra, at 1104

Based upon this well-settled law. the Court in State Farm held that defendant’s
systematic failure to honor contractual obligations was an “unfair™ business practice.
Thus, settled California authority already holds that the systematic breach of
consumer contracts is an “unfair” business practice. Because there is a well-
developed policy in California against the systematic breach of consumer contracts,
Wells™ argument that this conduct was not unfair under Cel-Tech Communications.

Inc. v. Los Angeles Cellular Tel. Co.. 20 Cal. 4" 163, 195 (1999) because the breach

is not tethered to any articulated public policy is patently erroneous.

Wells misapprehends the Cel-Tech test by arguing that this conduct is not
unfair because the conduct is “tethered to public policies advancing comparative loan
shopping and making mortgage loans more available and affordable to consumers.”
(Respondent’s Brief at p.38). The tethering test relates to public policy allegedly
violated by the defendant — in this case the policy against systematic breach of
contract and failure to disclose the practice of charging a prepayment penalty when
a loan is paid off — not the defendant’s purported justification for the practices.” The
public policy against breach of contract was recognized by the California Legislature
enacting Civil Code § 1427 and § 3300.

The Supreme Court’s decision in Fletcher v, Security Pacific Nat'l Bank. 23

7 Cel-Tech also holds that the tethering standard does not apply to claims of
unlawful and deceptive business conduct which are also alleged in this case. Cel-
Tech, supra, 20 Cal,. 4" at 195.
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Cal. 3d 442 (1979) is equally instructive on this issue. Wells argues that Plaintiffs’
claim fails because Plaintiffs brought a UCL. action rather than a breach of contract
action. In Fletcher, however. the Supreme Court addressed a very similar situation
in which the plaintiff brought both a breach of contract and a claim under B&P Code
§ 17500 where both claims were predicated on a the same conduct, “the industry-wide
banking practice of computing so-called *per annum’ interest rates on the basis of a
360-day year.” 23 Cal. 3d at 445. The Court in Fletcher determined that a class
action could not be brought on the breach of contract claim but approved the
maintenance of the unfair competition claim on behalf of the class:

As we explain, although the trial court properly refused to permit

plaintiff's claim for breach of contract to proceed as a class action, the

trial court, resting on an erroneous legal assumption, improperly

refused to permit plaintiff's claim of an unfair trade practice to proceed

as a class action.

Id. at 446.

Fletcher underscores the injustice of Wells” position. 1f Wells™ argument were
adopted, consumers would be left without an effective remedy because these class
claims cannot be brought under a breach of contract theory. Wells seeks to foreclose
the class-wide remedy under the UCL approved by the Supreme Court in Fletcher.
Such an attack on settled law and consumer rights must be rejected. See e.g. Discover
Bank v. Superior Court, 36 Cal. 4™ 148, 156 (2005). As one Court recently noted:

The Supreme Court has held that “[b]oth consumer class actions and

representative actions serve important roles in the enforcement of

consumers’ rights. Class actions and representative UCL actions make

it economically feasible to sue when individual claims are too small to
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justify the expense of litigation, and thercby encourage attorneys to
undertake private enforcement actions. Through the UCL a plaintiff
may obtain restitution and/or injunctive relief against unfair or unlawful
practices in order to protect the public and restore to the parties in
interest money or property taken by means of unfair competition. These
actions supplement the efforts of law enforcement and regulatory
agencies. This court has repeatedly recognized the importance of these
private enforcement efforts.” (Kraus v. Trinity Management Services,
Inc. (2003) 23 Cal.4th 116, 126 [96 Cal. Rptr. 2d 485, 999 P.2d 718),
fn. omiited.) “[A] court of equity may exercise the full range of its
inherent powers in order to accomplish complete justice between the
parties, restoring if necessary the status quo ante as nearly as may be
achieved.” People v. Superior Court(1973)9 Cal.3d 283,286 {107 Cal.
Rptr. 192, 507 P.2d 1400}.)

Shersher v. Superior Court. 2007 Cal. App. Lexis 1492, at *7-8 (Case No. B195317.

September 30, 2007).

A. Wells” Argument That Wells’ Practice Is Not Unfair Under the
FTC Section 5 Test Is Without Merit

Wells also argues that Appellants cannot satisfy the FTC Section 5 standard

under Camacho_v. Auto Club of S. Cal., 142 Cal. App. 4" 1394 (2006).2 Wells’

¥ Wells did not argue the FTC Section 5 standard in Wells’ motion for summary
judgment or proffer any evidence that the practice was not unfair under this
standard in Wells" separate statement of material facts. (AA 225-234). Wells’
brief argues without evidence this intensely factual question that there was “no
substantial injury™ to the Appellants. ( Respondent’s Brief at p. 40). There are no
facts evidenced in the separate statement which would establish this material fact
as undisputed. (AA225-234). The facts establishing the economic injury to the
Appellants were in dispute. (AA 316-393). and therefore cannot be a basis for
Summary judgment in this case. Wells had the burden to set forth undisputed facts
in Wells separate statement that its conduct was not unfair, deceptive or unlawful.
Hanooka v. Pivko, 22 Cal.App.4th 1553, 1558 (1994). Wells cannot switch the
burden on summary judgment to Appellants under a standard that Wells did not
raise in Wells’ summary judgment motion and did not establish as undisputed in
the motion.
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conduct at issue in this case easily satisfies each of the three (3) prongs of the FTC

unfairness standard:

(1) the consumer injury must be substantial; (2) the injury must not be
outweighed by any countervailing benefits to consumers or
competition; and (3) it must be an injury that consumers themselves
could not reasonably have avoided.

142 Cal. App. 4" at 1405.

Wells” argument that under the Section 5 test a practice cannot be unfair unless
the practice injures all consumers is simply not the law and is contrary to the cases
cited for that incorrect proposition. Moreover, Camacho’s reliance on the FTC Act
standard can not supplant the existing authorities under the UCL.?

Camacho involved a claim that a collection agency violated the UCL in
collecting amounts which were actually due and owed. This case involves the exact
opposite situation. Here. Appellants and the other Class Members have been injured
by Wells collecting more than the amount actually due, owing and unpaid under the
contract for the actual number of elapsed days and charging an undisclosed
prepayment penalty.

In arguing that the systematic breach of consumer contracts is not unfair so

long as some consumers benefit from the breaches, Wells badly miscites Qrkin. supra,

” The fact that conduct does (or does not) constitute a violation of the rules of the
Federal Trade Commission does not preclude liability under the UCL. The state
consumer protection laws and the FTC Act have concurrent jurisdiction over
unfair and deceptive business practices. Consumer Justice Center v, Olympian
Labs, 99 Cal. App. 4" 1056, 1058-61 (2002).
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849 F.2d at 1364-1365 and American Financial Services v. FTC. 767 F.2d 957, 992
(D.C. Cir. 1985). Wells claims that Orkin held that a practice violates the section 5
test only 1f the practice ‘would have adverse effects on its entire consumer base.””

(Respondent’s Br. at 42). The language from Orkin quoted by Wells is from the

Federal Trade Commission’s opinion rejecting defendants’ argument that the overall
benefit to the entire customer base outweighed the damage inflicted on the particular
consumers who were injured by Orkin’s systematic breach of contract.
The Commission also rejected various arguments that an order
requiring Orkin to roll back its fee increases "would have adverse
effects on its entire customer base and on many of its competitors.”

108 F.T.C. at 365.

849 F.2d. at 1365.

The argument rejected by the FTC and the Eleventh Circuit that the harm to
some consumers caused by systematic breach of consumer contracts is outweighed
by benefits to the entire customer base is the same argument Wells makes here. In
Orkin, as here, defendants cannot justify the injury to consumers overcharged as a
result of defendants’ systematic breach of contract by asserting that the practice
results in lower payments by the rest of the customer base.

The actual holding of Orkin regarding the first prong of the Section 5
unfairness standard is as follows:

The first prong of the unfairness standard requires a finding of
substantial injury to consumers. In finding that Orkin's conduct had
caused the requisite harm, the Commission said, The harm resulting
from Orkin's conduct consists of increased costs for services

previously bargained for and includes the intangible loss of the
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