Defending Lender Liability Claims Under

the Common Law
By Daniel B. Moar

While the Great Recession officially ended years ago,
enduring roller coaster economic conditions mean that
lenders continue to face many legal claims from borrow-
ers looking to compromise or erase debts. Lender liability
claims frequently increase where volatile economic con-
ditions lead to a rise in borrower defaults and less will-
ingness by lenders to offer additional credit. Often the
borrowers have failed to pay back loans and use litigation
to claim that the lender was really to blame for a default.
While lender liability claims frequently are unsuccessful,
lenders can incur substantial defense costs and face busi-
ness disruption.

Lender liability suits generally involve claims that
lenders either (a) failed to provide or fund a loan; (b)
caused the project subject to the loan to fail; or (c) failed
to perform in accordance with loan documents or the
covenant of good faith and fair dealing. Borrowers assert
a variety of common law claims including for breach of
contract, breach of fiduciary duty, tortious interference,
and “control” liability. This article explains the basics of
each of these claims and steps that lenders can take to
minimize the likelihood of litigation and liability.

Breach of Contract

Borrowers frequently assert liability against lend-
ers based on breach of a loan agreement. Some of the
more common claims are that the lender failed to honor
a loan commitment letter, failed to extend a loan, failed
to honor an alleged modification to a loan agreement, or
failed to comply with the written requirements of a loan
agreement.

In one recent case, for example, a borrower sued a
lender for failure to advance funds to be used on a con-
struction project.! The loan agreement, however, gave the
lender discretion to determine when to make loan dis-
bursements. The court granted summary judgment to the
lender in reliance on the express language in the agree-
ment explicitly granting the lender discretion.?

Where the terms of the loan agreement lack such
clarity, courts have come to different outcomes. For ex-
ample, in another case, a borrower brought suit claiming
that a bank had improperly refused to provide financing
that it had promised. The borrower had a pre-existing
$16,100,000 loan with the bank and alleged that, upon ex-
ecution of this loan, a bank officer had promised to pro-
vide at least $39 million in further financing to be used
to develop a residential housing complex.? The borrower
alleged that in reliance on this promise it continued to
spend millions of dollars from its own pocket to develop
the housing complex and that it was injured when the

borrower refused to provide the additional financing. The
court found that this alleged reliance was sufficient for the

borrower to pursue a claim for breach of contract against
the bank.*

Even where there is no claim of breach of the ex-
plicit requirements of a loan agreement, borrowers may
nonetheless allege that a lender’s conduct constitutes
a breach of the implied covenant of good faith and fair
dealing. Under the implied covenant, neither party to the
agreement may take actions that, while not expressly pro-
scribed by the agreement, in effect defeat the ability of the
other party from receiving the benefit of the agreement.’

A lender is generally not liable for breach of the im-
plied covenant where the lender’s alleged “breach” is al-
lowed by the express terms of the loan agreement.® “Put
simply, a party does not breach an agreement by behaving
as the instrument permitted.”” For example, where a loan
arrangement granted the lender discretion on how much
money to advance to the borrower, the lender was not lia-
ble for breach of the implied covenant when it declined to
advance the maximum amount allowed.® Similarly, where
a loan agreement granted a lender discretion as to wheth-
er to make additional loans, the lender is not required to
do so because “[t]he implied covenant of good faith and
fair dealing will not impose an obligation that would be
inconsistent with the terms of the contract.”? Moreover,
where a lender refuses to discuss a loan modification with
a defaulted borrower and instead brings a legal action to
collect on the debt, the decision not to consider a modi-
fication does not amount to a breach of the covenant of
good faith and fair dealing.!°

Breach of Fiduciary Duty

A lender-borrower relationship does not ordinarily
impose fiduciary obligations upon the lender.!! However,
where a lender steps beyond the typical lending relation-
ship this can create fiduciary liabilities, such as where the
bank acts as a financial advisor to the borrower.!?

To establish a fiduciary duty, courts consider the fol-
lowing factors: the nature of the relationship between the
parties, whether the alleged fiduciary appeared to have a
unique or special expertise, whether the alleged fiduciary
was aware of the use to which information would be
put, and the purpose for which the information was sup-
plied.!® A fiduciary relationship does not generally arise
when unrelated entities engage in commercial transac-
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tions with one another, even if one party has disparate
economic power, because these relationships are viewed
by courts as straightforward arm’s-length relationships.*
A fiduciary relationship is not necessarily created even
when a contract provision imposes confidential or non-
disclosure obligations on the parties.'®

Courts commonly recognize a fiduciary relation-
ship where a lender exercises control over an escrow
account on behalf of the debtor.!® This fiduciary rela-
tionship, however, is narrowly tailored to claims based
on the lender’s control over the escrow account, i.e., a
lender can face liability if it makes unnecessary payments
under the escrow account.!” The lender’s obligations
with respect to an escrow account do not create an all-
encompassing fiduciary duty on all aspects of the lender-
borrower relationship. 8

A fiduciary relationship generally arises when one
party places confidence in another, resulting in the lat-
ter party exercising superiority and influence over the
former.!® A lender may owe a fiduciary duty to a bor-
rower if the lender gains substantial control over the
borrower’s business affairs.?’ Control over the borrower
is demonstrated when there is evidence that the lender
ran the actual day-to-day management and operations of
the borrower or had the ability to compel the borrower to
engage in unusual transactions.?!

Control Liability

Lenders can also face liability to third parties when
they exercise such overwhelming control over a bor-
rower’s day-to-day operations that the lender effectively
is considered to act as the borrower.??> Additionally, when
a lender exercises day-to-day control over the borrower,
this can lead to allegations of a fiduciary relationship
whereby the lender becomes liable for the borrower’s
failure. Finally, if a lender uses its control over a bor-
rower as a means to preferentially repay the loan at the
expense of the borrower’s other existing debts, the other
creditors of the borrower can assert claims against the
lender.?®

This does not mean a lender can take no action to
try to seek repayment on a loan. Indeed, to establish li-
ability under a control theory requires “a strong showing
that the creditor assumed actual, participatory and total
control of the debtor.”?* A lender can legitimately act to
safeguard its own interests by using leverage to “recoup
the most amount of money possible” and to monitor the
borrower without being liable under a control theory.?®
Control liability generally requires “complete domina-
tion” of the borrower by the creditor—"[s]Juggestions by
a major lender for a defaulted debtor even when coupled
with a threat of the exercise of its legal rights if the debtor
does not comply, are both commonplace and completely
proper.”26

Negligent Misrepresentation

In New York, a lender may be liable for negligent mis-
representation where it has a special relationship with the
borrower. For example, in Fleet Bank v. Pine Knoll Corp.,
the lender acknowledged at a deposition that many of
its small business customers lacked significant financial
knowledge and instead relied on the advice of bank re-
lationship managers assigned to oversee the loans.?” The
specific loans at issue were part of a two-phase loan to be
used to finance the purchase, renovation, and operation
of resort property. The borrower could not perform the
necessary tasks without receiving both phases of funding.
While documentation existed establishing entitlement to
the first round of funding, none established that the bor-
rower would receive the second round of funding. The
borrower, however, alleged that the lender’s relationship
managers repeatedly promised that the second round of
funding was forthcoming and encouraged the borrower’s
principal to use personal assets to pay for necessary debts
until the second rounding of funding was provided.?®
When the second round of funding was not provided,
the project fell apart. The court found the facts alleged
by the borrower were sufficient for its negligent misrep-
resentation claim against the bank to survive summary
judgment.?’

The requirements for a negligent misrepresentation
claim, however, differ in other jurisdictions. For example,
in New Jersey, courts have rejected a requirement of a spe-
cial relationship to plead negligent misrepresentation.®
Instead”[t]o prevail on a claim for negligent misrepresen-
tation, a plaintiff must prove: (1) defendant negligently
made a false communication of material fact; (2) that
plaintiff justifiably relied upon the misrepresentation
and (3) the reliance resulted in an ascertainable loss or
injury.”3!

Tortious Interference

A claim of tortious interference with a contract gen-
erally involves one of two sets of facts. First, borrowers
can pursue a tortious interference claim where a lender
induces a third party contracting with the borrower to
breach that contract. Second, borrowers can allege tor-
tious interference where the lender prevents the borrower
from complying with a contract between the borrower
and a third party. In either instance, lenders can generally
avoid liability if they show a bona fide exercise of rights
set forth in the loan agreement.

To prove tortious interference with contract, a bor-
rower must show the following elements: (1) the existence
of a valid contract between the plaintiff and a third party;
(2) defendant’s knowledge of that contract; (3) defen-
dant’s intentional procurement of the third-party’s breach
without justification; (4) actual breach of the contract; and
(5) damages resulting therefrom.3? The New York Court
of Appeals has noted that “procuring the breach of a con-
tract in the exercise of equal or superior rights is acting
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with just cause or excuse and is a justification for what
would otherwise be an actionable wrong."33 As such,
under New York law, a lender’s economic interest can
be utilized as a defense to a cause of action for tortious
interference with a contract, unless there is a showing of
malice or illegality.>*

Minimizing Lender Liability Claims Before the
Lending Relationship

When lenders are in preliminary discussions with
prospective borrowers regarding the possibility of pro-
viding a loan, lenders should clearly and expressly note
in writing that a loan commitment letter or other prelimi-
nary document is subject to a definitive loan agreement.
By doing so, lenders can reduce the likelihood that a
borrower can claim that a preliminary agreement was in
fact binding and that the lender should face liability for
failure to abide by the preliminary agreement.

All final loan agreements should contain provisions
prohibiting oral modifications. Additionally, any amend-
ments to existing loan agreements should also include no
oral modification language.

Lenders should also seek a personal guaranty on a
loan whenever practical. A personal guaranty provides a
second source to seek repayment. In addition, a personal
guaranty can waive defenses and counterclaims that
might be asserted by the borrower and thereby allow the
lender to pursue repayment from the guarantor with a
reduced risk of extensive litigation.® Clauses imposing
an absolute and unconditional repayment obligation with
waiver of defenses are commonly called “hell or high wa-
ter” clauses and are generally enforceable.

Similarly, lenders should seek a waiver of claims of
a fiduciary relationship. While lenders are generally not
found to owe fiduciary duties, exceptions can arise. Lend-
ers can avoid the need for even litigating the existence of
a fiduciary relationship through a waiver because “agree-
ments to waive claims of a fiduciary relationship are per-
missible under New York law.”%

After Lending Is Provided

Alender that has already extended a loan or line of
credit should avoid making unexpected sudden moves
whenever possible. This is particularly true when there
is a lengthy relationship between the lender and the bor-
rower under which a course of dealing can be seen where
the lender does not demand literal compliance with the
loan agreement, such as by routinely accepting late pay-
ments. In such circumstances, even if the loan agreement
technically allows a lender to immediately end financing
without notice to the borrower, the lender faces a sub-
stantial risk of a lender liability suit by doing s0.3® Bor-
rowers will claim reliance on the financing arrangement
and will bring lender liability claims that, even if merit-
less, can be costly and time-consuming to defend. Thus,
it is generally in the best interest of the lender to provide

advance notice and documentation of any change to the
lending relationship and allow a borrower to seek outside
replacement financing even if the loan arrangement does
not require this.

Where a borrower is clearly in a distressed state, a
lender can monitor the borrower or provide unbiased
information. When a lender begins to dictate that the
borrower take certain actions, however, this can lead to
allegations that the lender “controls” the borrower’s busi-
ness and is responsible for its failures or that the lender is
acting in a fiduciary role to the borrower. While the line
between permissible participation and undue control can
be blurry and is extremely fact specific, a lender should
avoid taking steps that can be construed as amounting to
day-to-day control of the borrower’s operations because
that may lead to lender liability claims.

Workouts

When a lender is considering entering into a “work-
out,” which modifies the terms of a loan, the final deci-
sion as to the terms of a workout should generally be
made by someone other than the original loan officer on
the file. The initial loan officer obviously can contribute
valuable background and input, but he or she may not be
in the best position to give the loan an objective analysis.
Additionally, in the event of lender liability claims, where
the original loan officer also handles a later workout, the
borrower can paint the loan officer as self-interested and
the workout as an attempt by the loan officer to avoid be-
ing perceived internally as non-performing. Accordingly,
lenders should consider employing separate specialized
workout officers who are in a better position to make un-
biased decisions on modifications.

Alender should also confirm all material discussions
regarding a workout in writing. Such writings minimize
the likelihood the borrower can either claim the lender
agreed to waive its claims or agreed to a modification at
odds with the actual discussion.

When workouts are sought, lenders should also ob-
tain personal guaranties to support the modified agree-
ment. The guaranties should expressly state that they are
being given to support waiver of an existing default so
that there can be no later dispute that the guaranty was
provided without consideration.

Lenders will sometime face lender liability claims
even after modifying the loan arrangement via a workout.
Frequently lenders will agree to workouts to extend the
time for a borrower to repay a loan or modify the loan
terms to avoid the need to pursue a lawsuit against a
borrower. Unfortunately, lenders infrequently fail to rec-
ognize the need to request a release from a borrower in
exchange for agreeing to a workout.

When lenders engage in discussions with a borrower
to modify a loan, part of the discussion should be a re-
quest from the lender for a release from the borrower as
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to any then existing claims. By obtaining a release, the
lender can generally easily avoid litigation for any claims
pre-dating the workout.®’

Internal Documentation

During discovery, lenders will often have to produce
internal correspondence relating to a defaulted account.
Employees of the lender will rarely put the same level
of thought into internal email as they would to a physi-
cal letter. Instead, internal emails will sometimes reflect
derogatory comments about the borrower or incorrect
assumptions about the terms of a loan arrangement.
Borrowers can then misuse such internal emails as sup-
porting claims of bad faith or as evidence that the lender
agreed to an oral modification.

Alender should always assume that any internal
correspondence might be one day put before a jury. Ac-
cordingly, internal correspondence should be based on
objective information and should avoid editorializing or
stating anything that could cast the lender in a bad light.

Lenders can minimize the possibility of this by lim-
iting email discussions about accounts and providing
proper training to employees as to the use of email. Ad-
ditionally, lenders can and should ensure that employees
are aware that emails will be used in litigation and that
employees should avoid unnecessary or uninformed
commentary about lending arrangements.

After Litigation Begins

No matter how careful a lender is in structuring and
administering loans, most lenders will face lender liabil-
ity claims. Often, these claims will have little or no merit
and will be asserted by borrowers primarily in an at-
tempt to delay the lender from pursuing its rights to pro-
ceed against a defaulting borrower. While such litigation
gamesmanship is unfortunate, lenders can take several
steps to ensure that litigation proceeds as quickly as pos-
sible to a resolution.

During discovery a lender may benefit if it discovers
that the borrower made misrepresentations in the initial
loan application. For example, in one foreclosure action,
the borrower had misrepresented his income in the initial
loan application.** When the borrower alleged lender li-
ability claims based on the lender’s issuance of the loan
without investigating the borrower’s misrepresentation
of income, the court concluded that not only was the
lender not liable for failure to investigate, but that the
borrower’s misrepresentation amounted to “unclean
hands” depriving the borrower from seeking equitable
relief.4!

A lender should also consider a borrower’s likely
intentions in engaging in discovery. For example, where
a borrower serves a mammoth amount of discovery
on a lender, the lender may want to ignore the natural
response of serving large discovery demands on the bor-

rower as a tit-for-tat. Many times, the borrower is just us-
ing discovery in support of its purported lender liability
claims as a delay tactic and a lender actually plays right
into the borrower’s hand by also serving expansive dis-
covery demands.

Where a lender can get past litigation, significant care
should be put into drafting settlement agreements. With
a settlement requiring the borrower to make payments
over time, the lender should request a confession of judg-
ment be signed by the debtor. A confession of judgment is
a written acknowledgement by the debtor of the amount
due. As part of a settlement agreement, a lender can agree
to hold a confession of judgment in escrow and not enter
it so long as the borrower makes the payments required
under the settlement agreement. Thus, the confession of
judgment can provide a strong incentive to a debtor to
maintain payments required under a settlement agree-
ment to avoid the entry of the confession of judgment.

Conclusion

Lenders will continue to face an increase in lender li-
ability claims originating in the Great Recession because
of delays in commencing suit and delays in ongoing liti-
gation. Additionally, economic volatility will ensure that
such claims are an enduring reality for lenders. Notwith-
standing this, lenders can take steps to be proactive in
minimizing the number of lender liability claims they face
and reducing the likelihood of adverse judgments.
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