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The 2007 Regular Session of theKen-
tucky General Assembly wasashort ses-
sion, meaning that it lasted only thirty
legidative days. The effective date for
legidation passed in the 2007 Regular
Session is June 26, 2007. Several of the
bills passed will have a direct impact on
the business of many M&P clients.

Perhaps the most important legida
tionfor thebankingindustry isHouseBiIll
443 concerning a data match system for
identifying and seizing the financia as-
setsof delinquent Kentucky taxpayers. A
similar system exists for collecting un-
paid child support which requires finan-
cid ingtitutions to identify and hold ac-
counts of a parent subject to a state child
support lien. The Kentucky Revenue
Cabinet attempted to expand the child
support match concept to tax collection
in 2006. The 2006 legidation was in-
serted as part of thebudget bill, and it had
been attacked on variouslegal and policy
grounds by the banking industry.

The 2007 legidation reflected acom-
promise between the Revenue Cabinet
and the banking industry. Unlike the
2006 hill, the 2007 legidation expressy
requiresthat thetax match system usethe
existing child support datamatch system.
Furthermore, whileafinancial institution
may voluntarily participatein the system
earlier, afinancia ingtitution cannot be

L egidlative Summary

required to participate until the system s
prepared for implementation in 90% of
dl financial ingtitutions within a period
of not longer than 18 months from the
June 26, 2007, effective date of the Act.
A “financid ingtitution” is not just a
depository ingtitution (a bank), but it in-
cludes credit unions, insurance compa-
nies, safe deposit companies, money
market mutua funds, brokerage firms,
and trust companies authorized to do
businessin Kentucky. Substantia penal-
tiescan beimposed on afinancial ingtitu-
tion that fails to comply. A financial in-
stitution that is requested to voluntarily
participate prior to system reaching the
90% threshold should carefully examine
whether it wishesto (or isrequired to) do
0. Also, financid ingtitutions operating
in Indiana should be prepared for asimi-
lar tax collection data match system
authorized in Indiana House Bill 1505,
which was enacted during the 2007 Indi-
analegidative session.
Methamphetamine labs have become
asignificant issuefor themortgageindus-
try in Kentucky given their disastrous
affect on property value. House Bill 94,
entitled“ Clean Up of Methamphetamine
Contaminated Property” , isastep in the
right direction. It establishes a decon-
tamination standard of one microgram of
methamphetamine per one hundred

sguare centimeters. It also requires con-
tractors to obtain certification from, and
register with, the Environmental and
Public Protection Cabinet before provid-
ing decontamination services. HB 94 re-
quires law enforcement agencies, upon
discovery of a meth lab, to report such
information immediately to the local
hedlth department. The hedth depart-
ment then has the obligation to post no-
tices of methamphetamine contamina-
tion on the property. Findly, the bill re-
quires state agencies to pursue federa
funding to help defray the costs of assess-
ment and decontamination for families of
lower and moderate income. No person
found to be responsible for the contami-
nation may obtain funding.

House Bill 321 createsanew section
of KRS Chapter 134 limiting the recov-
ery of a private purchaser of atax hill.
A private purchase can recover only the
amount actually paid to purchasethetax
bill, theinterest accrued from the date of
purchase, and the purchaser’s attorney
fees. However, the amount of attorney
feesthat can be recovered are also lim-
ited, depending upon the purchase price
of the certificate.

HouseBill 334 amendsKRS Chapters
271B, 273, 275 and 386 to be more con-
sigtent with the Mode Business Corpora-

Continued on page four.
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Ky. Highlands Investment Corporation v. Bank of Corbin, Inc.

On September 15, 2006, the Ken-
tucky Court of Appeals issued a deci-
sion in Ky. Highlands Investment Cor-
porationv. Bank of Corbin, Inc., affirm-
ing the grant of summary judgment in
favor of the Bank of Corbin, Inc. The
Kentucky Supreme Court has since de-
nied the motion for discretionary re-
view, making the decision final.

Kentucky Highlands Investment
Corporation was involved in alending
relationship with Tri-County Manufac-
turing and Assembly Incorporated and
itsaffiliates, including Tritech Electron-
ics, LLC (* Tritech” ). During the course
of the relationship, KHIC extended
more than five million dollars of credit
tothe Tritech. Ascollateral for the vari-
ousloans, KHIC took asecurity interest
in Tritech’s personal property and an
assignment of Tritech's accounts re-
celvable. KHIC properly perfected its
security interestin same. Inaddition, the
agreement between KHIC and Tritech
included a provision requiring the re-
mittance of customer payments directly
to KHIC.

At some point, Tritech opened a de-
posit account with the Bank of Corbin.
The Bank held a security interest in the
deposit account pursuant to aloan agree-
ment. Though Tritech’s accounts receiv-
able were not generally deposited into
this account, KHIC was aware of its ex-
istence. Further, KHIC took no steps to
enter into a control agreement with the
Bank pursuant to KRS 355.9-104(1).

Inthespring of 2002, therelationship
between KHIC and Tritech began to
sour. An audit conducted by KHIC re-
veded that Debtors had vastly over-
stated their accountsreceivable. In addi-
tion, KHIC began to suspect Tritech’'s
president of illegal activity. Asaresult,
KHIC instructed Tritech not to collect
any accounts. As one might expect,
Tritech did not follow KHIC' s instruc-
tions.

Tritech proceeded to deposit cus-
tomer payments totaling approximately
$400,000 in Tritech’'s account with the
Bank. The Bank immediately set-off
these deposits towards overdrafts and
other past due accounts. KHIC sub-

sequently sued the Bank to recover the
set-offs, alleging that it had aprior inter-
est in the funds. It further alleged that
the Bank had colluded with Tritech to
convert KHIC's collateral.

The Court of Appealslooked first at
KHIC's priority argument. KHIC ar-
gued that its position was supported by
General Motors Acceptance Corpora-
tion v. Lincoln National Bank, 18
S.W.3d 337 (Ky. 2000), in which it was
held that a secured creditor had priority
over the interest of the deposit bank in
the account by virtue of its security
agreement with the depositor. KHIC ar-
gued that the Bank had knowledge of its
properly perfected security interest in
the accounts receivable. It also argued
that the Bank had a duty to determineif
the off-set funds were proceeds of
KHIC'scollateral.

In return, the Bank argued that Lin-
coln National Bank had been overruled
by the enactment of Revised Article9 of
the Uniform Commercial Code in July
2001. It claimed that Revised Article 9
provided a mechanism to protect a
creditor in KHIC' s position, which was
acontrol agreement with the depository
bank. See KRS 355.9-104. Addition-
ally, theBank claimed to haveasuperior
security interest pursuant to KRS 355.9-
327, which states that a security interest
held by the depository bank has priority
over aconflicting security interest. The
Bank claimed that itsright of set-off was
superior to KHIC's interest as well.
KRS 355.9-340 provides that a deposi-
tory bank may exercise any right of re-
coupment or set-off against a secured
party that holds a security interest inthe
deposit account unless the secured
party’ sinterest is perfected by acontrol
agreement.

In considering theissue, the Court of
Appeals agreed with the Bank and over-
ruled Lincoln National Bank. The Court
stated that “ [b]y enacting the revisions,
the drafters of Revised Article 9 and the
legislature of Kentucky haveclearly and
deliberately shielded depository banks
from claims and priority disputes with
secured creditors.” 53 K.L.S. 9, p. 12.
KHIC “was aware of its debtors' de-

posit account with the Bank of Corbin
and yet acquiesced in its use without
taking any action to assert priority asto
proceeds to which it claimed entitle-
ment”. 53 K.L.S. 9, p. 13. The Court
found that KHIC could have protected
itself by obtaining a control agreement
with the Bank. Further, the Court found
that KHIC, as a secured creditor, had a
duty “to monitor its debtor’s business
and policeits own collateral” . 1d.

The Court also held that the Bank
had no duty to ascertain the source of the
deposited funds. “ A depository bank no
longer bears the burden to ascertain the
source of funds deposited into its cus-
tomers’ accounts and to determine
whether there is a creditor who may
have alien on those funds before abank
can assert itsrightsasasecured creditor
— namely, its rights to set-off against
the account”. 53 K.L.S. 9, p. 13. Offi-
cial Comment 4 to §9-327 states that
such a public policy “ enables banks to
extend credit to their depositors without
the need to examine either the public
record or their own recordsto determine
whether another party might have a se-
curity interest in the deposit account” .

Moreover, the Court disagreed with
KHIC's argument that KRS 355.9-340
could be distinguished because it had a
security interest in cash proceeds in the
account rather than asecurity interest in
the deposit account itself. The Court
found “ [t]hat construction would fail to
distinguish between a creditor who ne-
glected to protect itsinterests and a.con-
scientious secured party that took the
necessary stepsto establishitspriority” .
53K.L.S. 9, p. 13. The Court concluded
itsholding by stating that the” Bank was
statutorily authorized to ignore even di-
rect ‘instructions’ from Kentucky High-
lands with respect to its conduct toward
the deposit account” . Id.

Next, the Court considered KHIC's
argument that the Bank colluded with
the Tritech to convert its collateral. In
support of its argument, KHIC cited to
KRS 355.9-332 which provides that a
transferee of funds from a deposit ac-

Continued on page four.




The Good with the Bad:

Kentucky’s Claim for Negligent Misrepresentation

In Presnell Construction Managers,
Inc. v. E.H. Construction, LLC, 134
SW.3d 575 (Ky. 2004), the Supreme
Court of Kentucky adopted Section 552
of the Restatement (Second) of Torts,
which permits an injured party arecov-
ery based on negligent misrepresenta-
tions. Thisdecision expandsthelaw and
presents both opportunities and risksto
banks.

Prior to the adoption of Section 552,
Kentucky recognized intentional fraud
(the making of an intentional misstate-
ment) or deceit (thefailureto disclosea
known materia fact) as the basis for a
lawsuit. Much of the law of lender li-
ability has been based upon actions for
fraud or deceit. The adoption of Section
552 broadens the scope under which
claims can be asserted. That Section
States:

One who, in the course of his busi-
ness, profession or employment, or in
any other transaction in which he has a
pecuniary interest, supplies false infor-
mation for theguidanceof othersintheir
business transactions, is subject to li-
ability for pecuniary loss caused to them
by their justifiable reliance upon the in-
formation, if hefailsto exercise reason-
able care or competence in obtaining or
communicating the information.

Several sdlient points need to be
made with respect to this Section. The
first is that to be liable the defendant
must have a pecuniary interest in the
transaction. Secondly, the liability is
limited to pecuniary losses; damagesare
limited to economic business losses.
Lastly, the claim is based upon negli-
gence in either obtaining or communi-
cating information.

The Good

Thischange offersbanksthe opportu-
nity to recover againgt accountants for
their negligence in auditing financia in-
formation on borrowers. In instances
where the accountant knows that the
audited financials are to be supplied to
creditors, whether they be banks or trade
creditors, they may be held ligble for the

negligent preparation of the financial
statements. In Bethlehem Sted Corpora-
tionv. Erngt & Whinney, 822 S\W.2d 592
(Tenn. 1991), the Supreme Court of Ten-
nessee recogni zed that Section 552 of the
Restatement (Second) of Tortswasappli-
cable to accountants. That court limited
the liability, however, to “ those persons
or class of persons, as determined by
current business practices in the particu-
lar factual situation, when the accountant
at that timethereport is published should
reasonably expect to receive and rely
upontheinformation.” Id. at 596. Bethle-
hem Sed was cited by the Kentucky
Court of Appedlsin E.H. Construction,
LLCv. Delor Design Group, Inc. (unpub-
lished opinion). The Kentucky court rec-
ognized that Bethlehem Sedl stood for
the proposition that accountants could be
ligble under Section 552 of the Restate-
ment. When an accountant knows or rea-
sonably knowsthat abank will rely upon
itsfinancial statement, the accountant can
now be held liable for its negligence in
auditing the statement.

The Bad

While Section 552 may be helpful to
a bank in recovering losses from negli-
gent accountants, it may open the door
to increased lender liability claims. In
Mortonv. Bank of theBluegrass& Trust
Co., 18 SW.3d 353 (Ky.Ct.App. 1999),
thecourt approved asummary judgment
for the bank on a claim for negligent
misrepresentation, but did so only be-
cause it permitted a claim for compen-
satory damages which were also cov-
ered by theinsuranceclaim. Thoughthis
decision predated the adoption of Sec-
tion 552 by the Supreme Court in Pres-
nell Construction, it clearly indicated
the willingness of the court to look at
Section 552 within the context of lender
liability. Two unpublished opinions of
the Kentucky Court of Appeals aso
suggest that Section 552 may be applied
against banks.

In June, 2006 the Kentucky Court of
Appeals decided Durbin v. Bank of the
Bluegrass & Trust Co. (unpublished

opinion), in which the Durbins asserted
aclaim for negligent misrepresentation
against the bank arising out of their co-
signing anote for Edward Madden. The
Durbins claimed that the bank repre-
sented that Madden “was financialy
sound and there would be little risk to
them asco-signers.” The Durbins, how-
ever, conceded their liability on the
note. By doing so they eliminated their
negligent misrepresentation claim: their
measure of damages would be, as lim-
ited by the economic limitation, the
amount of the note. The Court of Ap-
peals did recognize, however, that they
had presented “ at least colorable
claims’ against the bank for negligent
misrepresentation. Thus, the court has
recognized that Section 552 may be the
basisfor alender liability claim against
banks.

In Miller, et al. v. J.J.B. Hilliard,
W.L. Lyons, Inc., another unpublished
opinion of the Kentucky Court of Ap-
peals, the court recognized that the heirs
of Mrs. Barbara Thacker presented a
colorable claim under Section 552 when
she made a Mr. James Boyd her sole
beneficiary based upon alleged repre-
sentations of the broker. The court rec-
ognized: “ Although the alleged in-
tended beneficiaries did not rely on the
fase information themselves and did
not even discover the existence of the
annuities until after Mrs. Thacker's
death, the alleged fal se information was
supplied for their ultimate benefit.
Therefore, Hilliard-Lyons could prop-
erly be found liable.” As a result, the
Court of Appeals reversed the trial
court’ s dismissal of the heirs' claims.

Thus, to the extent that banks give
customers guidance on the structure of
accounts or the disposition of funds, if
their advice is wrong or negligently
given, there is an arguable claim they
could be held liable. Whenever a bank
discusses with borrowers its intentions,
the business effects of atransaction, the
financial consequences of borrowing,

Continued on page four.
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Continued from page one.

tion Act. The hill allows corporations to
convert to limited liability companiesand
stateswhat information must be contained
intheplan of conversion. Section 18 of the
bill providesfor conversion of anLLC to
a limited partnership. The new law will
dlow an LLC to enter into a share ex-
change with a corporation and sets forth
various gtatutes governing the exchange.
HB 334 provides new rules governing an
LLC sgtausasanon-profit entity. It dso
setsforth therequired information for no-
tifying the Secretary of State of a change
in the principd office address. Findly, it
requires domestic and foreign business
trusts authorized to transact business in
Kentucky to continuously maintain areg-
istered agent in Kentucky.

House Bill 490, entitled “ Fairnessin
Congtruction Act” , creates new sections
in KRS Chapter 371. The Act appliesto
both public and private construction pro-
jects but exempts residential construc-
tion. It providesdefinitionsfor “ contrac-
tor”, “disputed amount”, “ construc-
tion” and* contracting entity” . Section 2
of the Act sets forth contract provisions
that are deemed to be against the public
policy. It a so setsforth required payment
provisions. The Act only appliesto con-
struction contracts entered into after the
effective date of the Act.

Senate Bill 82 is an act relating to
brownfields redevelopment. It amends
various sections of KRS Chapters 132
and 141 and alows nonrefundable tax
credits to those who have made expen-
ditureson qualifying voluntary environ-
mental remediation property aslong as,
among others, the clean up was not fi-
nanced through a public grant program
or the Petroleum Storage Tank Environ-
mental Assurance Fund.

M. Thurman Senn
Melinda T. Sunderland

Ky. Highlands
Continued from page two.

count takes the funds free of a security
interest in the deposit account unlessthe
transferee acts in collusion with the
debtor in violating the rights of the se-
cured party. The Court dismissed this
argument out of hand, finding that a
depository bank does not qualify as a
“transferee” under the statute.

Thisisagood decision for the bank-
ingindustry. Theopinion recognizesthe
change in Kentucky law made by the
adoption of Revised Article 9 and it
correctly appliesthe new law.

Negligent Misrepresentation

Continued from page three.

thefinancial condition of aco-borrower,
the value of collateral, even if the bank
officer discussing these mattersbelieves
that the information is accurate, if heis
negligent in that belief or in his state-
ment, the bank may be held liable under
Section 552 of the Restatement.
Section 552 of the Restatement of-
fers to Kentucky banks both the good
and the bad.
Douglas G. Sharp

John T. McGarvey
Melinda T. Sunderland

Firm News

M& Pis pleased to announce that Scott White, who has been of counsel to thefirm
since 2005, has become ashareholder. Scott islocated in M& P's Lexington office
and can be reached at (859) 253-1900 or tsw@morganandpottinger.com.

M&P is proud to announce the launch of its new website. Please visit us at
www.mor ganandpottinger.com. Previous editions of M& P In Brief arelocated on
our website.

We are pleased to announce that Tyler Powell has joined the firm as an associate
attorney. Tyler received his bachelor’s degree from the University of Kentucky.
He obtained hislaw degreefrom Washington University in 2003. Upon graduating
fromlaw school, Tyler clerked for Judge James Massey, United States Bankruptcy
Court, Northern District of Georgia. Tyler’ s practicewith M& Pwill focus primar-
ily on bankruptcy law. Tyler is located in our Lexington office. Tyler can be
reached at (859) 253-1900 or mtp@morganandpottinger.com.

M&P is pleased to announce that Mindy Sunderland has been named a senior
associate.

M&P is pleased to welcome Taylor Hamilton, a third year law student at the
University of Kentucky College of Law, asits summer law clerk.

On April 20, 2007, at the University of Kentucky’s 27th Annual Conference on
Legal Issuesfor Financial Institutions, John McGarvey presented on recent devel-
opments under the Uniform Commercia Code. Thurman Senn gave the annual
case law update for bank counsel.

If youwould like to receive future editions of M& P In Brief electronically, please
e-mail us at newsl etter @mor ganandpottinger.com.

Actual resolution of legal issues depends upon many factors, including variations of facts and state laws. This newsletter is not intended to
providelegal advice on specific subjects, but rather to provideinsight into legal devel opmentsand issues. Thereader should always consult with
legal counsel beforetaking action on matters covered by thisnewsletter. If you have any questions about this newsletter, or suggestionsfor future
articles, contact Melinda T. Sunderland, Editor, at the firm.
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