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Mortgage Banking & Consumer Credit Alert

Consumers Clog Courts with Codified  
Care Claims

 The title of this Alert is a prediction of what might come to pass if Congress enacts recently 
proposed legislation that seeks to expand and codify the common-law concepts of negligence 
and duty of care and apply them to mortgage lenders and mortgage brokers.  Imagine a world 
where borrowers could seek to rescind a loan and obtain substantial money damages merely 
because in retrospect they thought they deserved a better deal or felt they were disrespected 
in the loan-origination process.  That is the very real fear of lenders and the capital markets 
who have read closely the proposed federal legislation and regulations. 

Responding to the subprime mortgage crisis and a perceived increase in predatory lending, 
Congress is considering legislation, and the Federal Reserve Board (the “Board”) has 
proposed amendments to Regulation Z, that would impose new duties on mortgage lenders.1  
Under the common law, courts have been reluctant to impose a duty of care or fiduciary duty 
on mortgage lenders beyond the duty to make the appropriate disclosures to borrowers as 
required by statute or regulation.  The proposed federal legislation and regulations, however, 
may significantly alter the lender-borrower relationship, threatening to turn the common law 
governing that relationship on its head.  While the common law has traditionally viewed the 
lender-borrower relationship as an arm’s-length endeavor, the proposed laws may transform 
lenders into quasi-fiduciaries.  Parts of the proposed laws would also impose fiduciary duties 
on mortgage brokers.

      

A. The Common Law

1. Mortgage Lenders

a. Typically No Common Law Duty of Care or Fiduciary Duty

Courts generally have been unwilling to impose a duty of care or fiduciary duty on mortgage 
lenders absent special circumstances.2  By way of example, in Ruiz v. Decision One Mortgage 
Company, the Northern District of California held that the plaintiffs’ claims for professional 
negligence failed as a matter of law because the mortgage lender owed the plaintiffs no duty of 
care.3  The Ruiz plaintiffs accused Decision One Mortgage of “abusive and predatory lending 
practices,” including alleged misrepresentations of key loan terms and failure to investigate 
the plaintiffs’ ability to repay the loans.4  The court rejected the plaintiffs’ claims, finding 
that “liability to a borrower for negligence arises only when the lender ‘actively participates’ 
in the financed enterprise ‘beyond the domain of usual money lender.’”5  Furthermore, the 
Ruiz court held that extensive state and federal regulation of consumer mortgages did not 
give rise to a duty of care to a borrower on the part of a lender.6  That the underlying loan 
was for residential rather than commercial purposes was irrelevant as to whether a duty of 
care could be imposed.7  

Special circumstances sufficient to impose a duty of care on a mortgage lender generally 
arise only when the lender acts beyond the scope of a traditional money lender such that 
the loan transaction evidences more than a mere arm’s-length business transaction.8  Yet, 
the standard for demonstrating the existence of a fiduciary relationship between a mortgage 
lender and borrower is difficult to meet.  The creation of a fiduciary relationship requires that 
the lender knowingly and voluntarily accept its heightened responsibility to the borrower.9  
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The unilateral reposition of trust by the borrower in 
the lender cannot alone establish a fiduciary duty.  Nor 
are extensive prior dealings between the lender and 
borrower sufficient to find that a duty of care exists.10  
In the rare circumstance that a lender is found to owe 
a fiduciary duty to a borrower and is found to have 
breached that duty, the remedies available are generally 
confined to compensatory damages and disgorgement.11  
Punitive damages, litigation costs, and attorney’s fees 
are typically not permitted.12 

b. Implied Covenant of Good Faith and Fair Dealing 

 The duty of good faith and fair dealing is a covenant 
often implied to exist in contracts.13  Where courts have 
implied the existence of the duty in contracts between 
lenders and borrowers, courts have found that the duty 
requires lenders to “be honest in … dealings with a 
borrower and not purposefully injure a borrower’s right 
to obtain the benefits of the contractual relationship.”14  
Yet, the duty of good faith does not prevent a mortgagee 
from enforcing the express terms of a mortgage or 
note, however harsh they may be.15  Furthermore, as 
an implied contractual covenant, the duty of good 
faith only arises on formation of a valid contract,16 

and does not apply to precontractual negotiations 
or interactions.17  Thus, the duty is inapplicable in 
a matter alleging that a mortgage lender failed to 
properly investigate a borrower’s ability to repay 
a loan or the benefit that a borrower would derive 
from entering into the loan transaction.  Those types 
of actions, by their nature, occur prior to contract 
formation.  Furthermore, remedies for breach of the 
duty of good faith are generally limited to breach 
of contract damages,18 measured based on the value 
of the benefit of the bargain.19  Punitive damages, 
litigation costs, and attorney’s fees are typically not 
permitted.20 

2. Mortgage Brokers  

Some courts refuse to impose a fiduciary duty on 
mortgage brokers simply because a broker-borrower 
relationship exists.21  Those courts require a “special” 
or “confidential” relationship beyond that of a mere 
broker-borrower relationship to establish a fiduciary 
duty on the part of the broker.22  Some courts, however, 
have taken a different approach to mortgage brokers, 
imposing a fiduciary duty on brokers under agency 
principles.23  In such cases, courts have reasoned that 
because a broker is retained by a borrower to act as 

the borrower’s agent in obtaining a favorable loan, 
the broker is required to “make a full and accurate 
disclosure of the terms of a loan to borrowers and to act 
always in the utmost faith toward [the borrower].”24  

B. Proposed Federal Legislation and 
Regulations

Where courts have been reluctant to find that more than 
an arm’s-length relationship exists between mortgage 
lenders and borrowers, the recently proposed federal 
legislation would impose duties on lenders purportedly 
aimed at saving borrowers from themselves.  

1. The Proposed Home Ownership Preservation 
and Protection Act of 2007, S. 2452

Senator Christopher Dodd (D-Conn.), Chairman of 
the Senate Banking Committee, has introduced a 
bill that, if enacted, would be known as The Home 
Ownership Preservation and Protection Act of 2007 
(“S. 2452”).  The bill seeks to amend the Truth in 
Lending Act (“TILA”) to provide increased protections 
for borrowers from perceived predatory lending 
practices.25  S. 2452 would impose several express 
duties on mortgage “originators” and brokers.26  In 
relation to all “home mortgage loans,”27 S. 2452 would 
require mortgage originators to:

(i) Safeguard and account for any money handled 
for the borrower;

(ii) Follow reasonable and lawful instructions 
from the borrower;

(iii) Act with reasonable skill, care, and 
diligence;

(iv) Act in good faith and with fair dealing in 
any transaction, practice, or course of business 
in connection with the origination of any home 
mortgage loan; and

(v) Make reasonable efforts to secure a home mortgage 
loan that is appropriately advantageous to the borrower, 
considering all the circumstances.28     

S. 2452’s duty to “act with reasonable skill, care, 
and diligence” may transform the lender-borrower 
relationship from one governed primarily by contract 
to one that is susceptible to myriad negligence-based 
tort claims.  As discussed above, courts typically 
dismiss negligence-based claims arising from the 
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mortgage lending process because lenders generally 
do not owe borrowers a duty of care absent special 
circumstances.29  But by imposing a duty of care on 
lenders, S. 2452 may provide the critical link that 
courts previously have found missing from common-
law negligence claims.  If S. 2452 is enacted, claims, 
such as those brought in Ruiz where the plaintiffs 
accused Decision One Mortgage of failing to “act with 
that degree of skill, prudence and diligence” of a lender 
“of ordinary skill,”30 may find more traction in court.  
The bill would also impose a damages framework 
(including, among other things, statutory damages, 
enhanced damages, costs, rescission, assignee liability, 
and attorney’s fees) that bears no relationship to the 
damages available at common law.31

S. 2452 may also expand the common-law duty of good 
faith and fair dealing.  While, under the common law, 
that duty only applies to post-contractual conduct,32 
S. 2452 would require good faith and fair dealing in 
“any transaction, practice, or course of business in 
connection with the origination of any home mortgage 
loan.”  Precontractual representations and conduct 
may be susceptible to suit under the expanded duty.  
This would amount to a significant departure from 
decisions like Birt v. Wells Fargo Home Mortgage, 
Inc., where the plaintiffs accused their potential lender 
of advising them to move forward with their home 
construction plans notwithstanding the potential 
lender’s alleged knowledge that the plaintiffs’ credit 
rating had slipped and that the loan would not issue 
as previously represented.33  The court dismissed the 
plaintiffs’ claims for breach of the duty of good faith 
and fair dealing, holding the duty does not apply to 
precontractual conduct.34  Under S. 2452, however, 
borrowers may try to sustain that type of claim.

      In addition, S. 2452 may impose a fiduciary-
duty type standard on an originator to look out for a 
borrower’s interests.35  The bill, for instance, would 
require a lender to “make reasonable efforts to secure a 
home mortgage loan that is appropriately advantageous 
to the borrower.”36  S. 2452 would prohibit steering 
a borrower “to a loan with rates, charges, principal 
amount, or prepayment terms that are more costly 
than that for which the consumer qualifies.”37  The 
anti-steering provision would also require lenders to 
disclose to borrowers if the lender is unable to offer a 
“loan that is not more expensive than that for which the 
consumer qualifies” and to disclose that other lenders 
may offer a less expensive loan.38  In the case of 

“subprime” or “nontraditional” home loans,39 S. 2452 
would impose even more stringent requirements on 
lenders.  Lenders would have to “verify the reasonable 
ability of the borrower to pay the principal and interest 
on the loan.”40  Lenders also would not be able to 
refinance a prior home loan “unless the new loan will 
provide a net tangible benefit to the consumer.”41  

Furthermore, S. 2452 would impose an express 
fiduciary duty on mortgage brokers.  The bill would 
require brokers to “act in the best interest of the 
borrower and in the utmost good faith toward the 
borrower, and refrain from compromising the rights 
or interests of the borrower in favor of the rights or 
interests of another.”42  The fiduciary requirements of 
S. 2452 would be in addition to any existing federal or 
state laws governing mortgage brokers.43  This aspect 
of the bill would produce an appreciable change in 
jurisdictions that do not impose a fiduciary duty on 
mortgage brokers by the mere existence of a broker-
borrower relationship.44

2. The Proposed Mortgage Reform and Anti-
Predatory Lending Act of 2007, H.R. 3915

Representative Barney Frank (D-Mass.), Chairman 
of the House Committee on Financial Services, has 
introduced a bill that, if enacted, would be known as 
the Mortgage Reform and Anti-Predatory Lending 
Act of 2007 (“H.R. 3915”).  Like S. 2452, H.R. 3915 
seeks to amend TILA to reform consumer mortgage 
practices in response to the subprime mortgage 
crisis.45  H.R. 3915 would impose a duty of care on 
“mortgage originators” that is in addition to the duties 
imposed under existing federal or state law.46  The 
duty would require that originators “diligently work 
to present the consumer with a range of residential 
mortgage loan products for which the consumer likely 
qualifies and which are appropriate to the consumer’s 
existing circumstances.”47  Furthermore, the duty 
would mandate that originators make complete and 
timely disclosures to a borrower of the comparative 
costs and benefits of each product offered, the nature 
of the originator’s relationship to the borrower, and 
any relevant conflicts of interest.48  The duty to offer 
“appropriate” loans would be presumed to be satisfied 
if the originator determines in good faith that the 
borrower has a reasonable ability to repay, and in the 
case of a refinance, that the borrower will receive a 
“net tangible benefit.”49
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While H.R. 3915 expressly states that the bill shall 
not be construed to “create an agency or fiduciary 
relationship between a mortgage originator and 
a consumer if the originator does not hold himself 
or herself out as such,”50 the bill might muddy the 
common-law fiduciary-duty waters.  For instance, H.R. 
3915 would prohibit lenders from making mortgage 
loans “unless the creditor makes a reasonable and 
good faith determination … that the consumer has a 
reasonable ability to repay the loan, according to its 
terms.”51  This requirement would be in direct contrast 
with common-law holdings, articulated in such cases 
as Ruiz v. Decision One Mortgage Company (discussed 
above), that a lender has no duty to investigate 
a borrower’s ability to repay a loan.52  In addition, 
H.R. 3915 would forbid a creditor from refinancing a 
borrower’s loan “unless the creditor reasonably and in 
good faith determines … that the refinanced loan will 
provide a net tangible benefit to the [borrower].”53  
Again, this provision would be in direct contrast 
with common-law precedent that lenders do not owe 
borrowers a duty to look out for their interests.54  

H.R. 3915 does not address the fiduciary relationship 
between a mortgage broker and a borrower.

Unlike S. 2452, H.R. 3915 does not address a lender’s 
duty to act in good faith.  Nor would H.R. 3915 
mandate that it is an originator’s duty to “act with 
reasonable care, skill, and diligence” as S. 2452 would.  
Thus, it remains unclear what effect H.R. 3915 may 
have on common-law claims that turn on a standard 
of reasonable care, including negligence-based claims 
such as misrepresentation.55  The “ability to repay” 
and “net tangible benefits” provisions of  H.R. 3915, 
however, may give rise to negligence claims against 
lenders alleging that lenders owe borrowers a duty to 
make a reasonable determination about a borrower’s 
ability to pay the loan or whether a refinance provides 
a net benefit to the borrower.  The bill would also 
impose a damages framework (including, among 
other things, statutory damages, enhanced damages, 
costs, rescission, assignee liability, and attorney’s fees) 
that bears no relationship to the damages available at 
common law.56

3. The Proposed Amendments to TILA/HOEPA 
Regulations

      On January 9, 2008, the Board published proposed 
amendments to Regulation Z, which implements TILA 
and the Home Ownership and Equity Protection Act 
(“HOEPA”).  The Board proposed these amendments 

in response to the rising number of delinquencies and 
foreclosures involving subprime mortgages and the 
perception of “abusive and unaffordable loans” in 
the subprime market.57  The proposed regulations, if 
adopted, would extend current HOEPA protections 
to newly-designated “higher-priced” mortgage loans, 
whereas current HOEPA protections generally only 
extend to refinancings and home equity loans.58  Higher-
priced loans would be defined as consumer-purpose, 
closed-end loans secured by a consumer’s principal 
dwelling and having an annual percentage rate that 
exceeds the comparable United States Treasury 
security by three or more points for first liens or by 
five or more points for subordinate liens.59  Notably, 
the proposed regulations would cover home-purchase 
loans in addition to refinancings.  

The proposed regulations would not impose an express 
fiduciary duty on mortgage originators or lenders but 
would extend HOEPA’s “repayment-ability” provision 
to higher-priced loans.  As discussed above in the 
context of proposed federal legislation, a requirement 
that a lender reasonably investigate a borrower’s ability 
to repay a loan is a duty unknown at common law.60  
This repayment-ability provision may be construed as 
a fiduciary-like duty.  	

The proposed regulations differ significantly from 
H.R. 3915 and S. 2452 in that they would only 
prohibit a creditor from “engaging in a pattern or 
practice of making higher-priced mortgage loans … 
without regard to repayment ability.”61  The Board has 
proposed the “pattern or practice” requirement so as to 
balance the potential costs and benefits of the ability-
to-pay provision.62  The Board states that whether a 
“pattern or practice” exists depends on the totality of 
the circumstances in a particular case.  The official 
commentary indicates that a “pattern or practice” 
would not be established “by isolated, random, or 
accidental acts” but could be established without 
statistical analysis.63  Further, by making a single loan 
pursuant to a lending policy (written or unwritten), a 
pattern or practice might be established.

From a litigation standpoint, the proposed amendments 
to Regulation Z as to repayment ability would likely be 
less disruptive than those proposed by Congress.64  The 
“pattern or practice” requirement would make it more 
difficult for borrowers to establish a TILA violation.  
Unless borrowers could establish that their loans were 
made pursuant to a general lending policy, borrowers 
would not be able to rely solely on the circumstances of 
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their individual loans to recover damages or to rescind 
their loans.  Under the current HOEPA repayment-
ability regulations, there has been very little reported 
case law, and thus the extent to which the expansion 
of the proposed regulations to higher-priced mortgages 
would engender increased litigation is uncertain.

C. Conclusion

The proposed federal legislation, and to a lesser extent 
the proposed amendments to Regulation Z, signal a 
marked shift in the expected relationship between 
mortgage lenders and borrowers.  No longer would 
the relationship be confined to contractual obligations 
absent special circumstances.  Instead, particularly 
under S. 2452, consumers might clog the courts with 
codified care claims any time they felt the slightest 
insult.  It is hard to believe that any final law could look 
like the proposal; let’s hope we are right.
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finance relationships. In addition, we handle unsecured consumer and commercial lending. In all areas, our practice 
includes traditional and e-commerce applications of current law governing the fields of mortgage banking and 
consumer finance.

For more information, please contact one of the professionals listed below. 

LAWYERS

Boston
	 R. Bruce Allensworth	 bruce.allensworth@klgates.com	 +1.617.261.3119
	 Irene C. Freidel	 irene.freidel@klgates.com 	 +1.617.951.9154
	 Stephen E. Moore	 stephen.moore@klgates.com 	 +1.617.951.9191
	 Stanley V. Ragalevsky	 stan.ragalevsky@klgates.com 	 +1.617.951.9203
	 Nadya N. Fitisenko	 nadya.fitisenko@klgates.com 	 +1.617.261.3173
	 Brian M. Forbes	 brian.forbes@klgates.com 	 +1.617.261.3152
Los Angeles
	 Thomas J. Poletti	 thomas.poletti@klgates.com	 +1.310.552.5045
Miami
	 Paul F. Hancock	 paul.hancock@klgates.com 	 +1.305.539.3378 
New York
	 Elwood F. Collins	 elwood.collins@klgates.com	 +1.212.536.4005
	 Steve H. Epstein	 steve.epstein@klgates.com	 +1.212.536.4830
	 Drew A. Malakoff	 drew.malakoff@klgates.com 	 +1.216.536.4034
	 Thomas C. Russler	 tom.russler@klgates.com	 +1.202.536.4068
San Francisco
	 Jonathan Jaffe	 jonathan.jaffe@klgates.com 	 +1.415.249.1023
	 Erin Murphy	 erin.murphy@klgates.com 	 +1.415.249.1038
Seattle
	 Holly K. Towle	 holly.towle@klgates.com 	 +1.206.370.8334
Washington, D.C.
	 Costas A. Avrakotos 	 costas.avrakotos@klgates.com 	 +1.202.778.9075 	
	 Melanie Hibbs Brody	 melanie.brody@klgates.com 	 +1.202.778.9203
	 Eric J. Edwardson 	 eric.edwardson@klgates.com 	 +1.202.778.9387 	
	 Steven M. Kaplan	 steven.kaplan@klgates.com 	 +1.202.778.9204
	 Phillip John Kardis II	 phillip.kardis@klgates.com 	 +1.202.778.9401
	 Rebecca H. Laird	 rebecca.laird@klgates.com 	 +1.202.778.9038
	 Laurence E. Platt	 larry.platt@klgates.com 	 +1.202.778.9034
	 Phillip L. Schulman	 phil.schulman@klgates.com 	 +1.202.778.9027
	 H. John Steele 	 john.steele@klgates.com 	 +1.202.778.9489
	 Ira L. Tannenbaum	 ira.tannenbaum@klgates.com 	 +1.202.778.9350
	 Nanci L. Weissgold	 nanci.weissgold@klgates.com 	 +1.202.778.9314
	 David L. Beam	 david.beam@klgates.com 	 +1.202.778.9026
	 Emily J. Booth 	 emily.booth@klgates.com 	 +1.202.778.9112 		
	 Krista Cooley	 krista.cooley@klgates.com 	 +1.202.778.9257
	 David Keith Gaston	 david.gaston@klgates.com 	 +1.202.778.9061
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K&L Gates comprises multiple affiliated partnerships: a limited liability partnership with the full name Kirkpatrick & Lockhart Preston Gates 
Ellis LLP qualified in Delaware and maintaining offices throughout the U.S., in Berlin, and in Beijing (Kirkpatrick & Lockhart Preston Gates 
Ellis LLP Beijing Representative Office); a limited liability partnership (also named Kirkpatrick & Lockhart Preston Gates Ellis LLP) 
incorporated in England and maintaining our London office; a Taiwan general partnership (Kirkpatrick & Lockhart Preston Gates Ellis) 
which practices from our Taipei office; and a Hong Kong general partnership (Kirkpatrick & Lockhart Preston Gates Ellis, Solicitors) which 
practices from our Hong Kong office. K&L Gates maintains appropriate registrations in the jurisdictions in which its offices are located. 
A list of the partners in each entity is available for inspection at any K&L Gates office.

This publication/newsletter is for informational purposes and does not contain or convey legal advice. The information herein should not be 
used or relied upon in regard to any particular facts or circumstances without first consulting a lawyer. 

Data Protection Act 1998—We may contact you from time to time with information on Kirkpatrick & Lockhart Preston Gates Ellis LLP seminars 
and with our regular newsletters, which may be of interest to you. We will not provide your details to any third parties. Please  
e-mail london@klgates.com if you would prefer not to receive this information. 

©1996–2008 Kirkpatrick & Lockhart Preston Gates Ellis LLP. All Rights Reserved.

	 Anthony C. Green	 anthony.green@klgates.com 	 +1.202.778.9893
	 Elena Grigera	 elena.grigera@klgates.com	 +1.202.778.9039
	 Laura A. Johnson	 laura.johnson@klgates.com 	 +1.202.778.9249
	 Kris D. Kully 	 kris.kully@klgates.com 	 +1.202.778.9301	
	 David G. McDonough, Jr.	 david.mcdonough@klgates.com 	 +1.202.778.9207
	 Lorna M. Neill	 lorna.neill@klgates.com 	 +1.202.778.9216
	 Staci P. Newman	 staci.newman@klgates.com 	 +1.202.778.9452
	 Stephanie C. Robinson	 stephanie.robinson@klgates.com 	 +1.202.778.9856
	 Kerri M. Smith	 kerri.smith@klgates.com 	 +1.202.778.9445
	 Holly M. Spencer	 holly.spencer@klgates.com 	 +1.202.778.9853
	

Director of Licensing

Washington, D.C.
	 Stacey L. Riggin	 stacey.riggin@klgates.com 	 +1.202.778.9202

Regulatory Compliance Analysts

Washington, D.C.
	 Dameian L. Buncum	 dameian.buncum@klgates.com 	 +1.202.778.9093
	 Teresa Diaz	 teresa.diaz@klgates.com 	 +1.202.778.9852
	 Jennifer Early	 jennifer.early@klgates.com 	 +1.202.778.9291
	 Marguerite T. Frampton	 marguerite.frampton@klgates.com 	 +1.202.778.9253
	 Robin L. Gieseke	 robin.gieseke@klgates.com 	 +1.202.778.9481
	 Angela M. Gonzalez	 angela.gonzalez@klgates.com	 +1.202.778.9369
	 Joann Kim	 joann.kim@klgates.com 	 +1.202.778.9421
	 Brenda R. Kittrell	 brenda.kittrell@klgates.com 	 +1.202.778.9049
	 Dana L. Lopez	 dana.lopez@klgates.com 	 +1.202.778.9383
	 Patricia Mesa	 patricia.mesa@klgates.com	 +1.202.778.9199
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