Lender Liability: Should Lenders be
Required to Continue to Advance
Credit to Marginal Borrowers?
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Commercial lending institutions have faced an increase in problem
loans over recent years.! At the same time, the courts have expanded the
legal theories on which lenders may be held liable for damages incurred
by their borrowers.? These decisions have made it increasingly difficult
for lenders to use practices to improve or secure their credit position.>
The purpose of this article is, first, to review current legal authority on
the issue of liability based upon failure to lend or advance and, second, to
suggest some guidelines for lenders to consider before deciding to call a
loan due or failing to advance further monies.

Lenders have been held liable for damages to their borrowers for
exercising too much control over a debtor’s business. In Barrett v. Bank
of America,* the bank told its borrowers, less than a month after funding
a $400,000 accounts receivable line of credit, that they were in default
because they were not in compliance with certain financial ratios re-
quired by the bank. A bank loan officer made suggestions as to how
plaintiffs could improve the situation, including the possibility of bring-
ing in new investors through a merger. The bank promised that, in the
event of a merger, the new company, Coded Communications, would be
responsible for the loan and that the plaintiffs would be released from
their personal guarantees.>

A merger was completed several months later, but the bank never
released plaintiffs from their personal guarantees. When Coded Commu-
nications defaulted on the loan and went into bankruptcy, the bank de-
manded that the plaintiffs satisfy their guarantees. The bank assigned its
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collateral to the Small Business Administration (“SBA’*) on a $253,000
loan made to plaintiffs, and brought foreclosure proceedings against
plaintiffs’ residence. Plaintiffs were therefore forced to sell their home
and pay the SBA with the proceeds of the sale.®

Plaintiffs then sued the bank seeking damages for breach of con-
tract, fraud, constructive fraud, conspiracy to defraud, intentional inflic-
tion of emotional distress, and negligence. Plaintiffs’ theory was based on
the bank’s failure to honor its promise to release the plaintiffs’ personal
guarantees after the companies merged.” The court of appeal reversed
the trial court’s judgment in favor of the bank based on the trial judge’s
failure to instruct the jury on constructive fraud. The appellate court
stated that, because of a feeling of trust and reliability, plaintiffs shared
confidential financial information concerning unfavorable developments
in the industry, and plaintiffs relied on the loan officer’s advice regarding
the merger. In addition, the bank stood to benefit from the merger.®

The Barrett decision suggests that a fiduciary relationship arises be-
tween a lender and its borrowers and guarantors whenever a relationship
of confidence and trust exists. The imposition of this duty on lenders
restricts a lender’s course of action in securing or improving its financial
position since it is also required to look out for the interests of its borrow-
ers and guarantors.

The Barrett holding followed the decision in Commercial Cotton Co.
v. United California Bank.® That case involved an action by a bank de-
positor against the bank arising from the bank’s act of debiting the depos-
itor’s account for $4,000 on a check containing unauthorized signatures.
The jury awarded the depositor $4,000 for negligence, $20,000 for inten-
tional infliction of emotional distress by unjustifiably refusing to reim-
burse the depositor, and $100,000 in punitive damages for the bank’s
breach of the implied covenant of good faith and fair dealing.'°

The court of appeal modified the judgment by striking the award for
emotional distress because the evidence did not show that the depositor’s
injuries were anything other than short-lived.!! The court held that the
bank’s asserted defense of comparative negligence by the depositor was
spurious in that the depositor’s failure to discover the error until more
than a year after its occurrence took place was after-the-fact and thus did

Id, at 1366, 229 Cal. Rptr. at 18.

Id.

Id. at 1368-69, 229 Cal. Rptr. at 20.

163 Cal. App. 3d 511, 209 Cal. Rptr. 551 (1985).
Id. at 514, 209 Cal. Rptr. at 551-52.

Id. at 517, 209 Cal. Rptr. at 555.

=Yoo

p—

HeinOnline -- 15 W St. U L. Rev. 632 1987-1988



1988] LENDER LIABILITY 633

not contribute to the bank’s act of negligence.!? The court also held, in
support of the award of punitive damages, that the relationship of the
bank to its depositor is quasi-fiduciary, with depositors reasonably ex-
pecting a bank not to claim nonexistent legal defenses to avoid reim-
bursement when a bank negligently disburses entrusted funds.!®* Thus,
the theory of a quasi-fiduciary relationship between the bank and its de-
positor was established creating a higher duty of care by lenders to their
customers.

How far though is the lender expected to go? Must it place the
interests of its borrowers before its own? The trend has been to impose
liability on lenders, often on novel theories, whenever it appears that a
lender has wronged a borrower.'* These theories include wrongful con-
trol, domination, economic coercion, bad faith, breach of fiduciary duty,
breach of contract, breach of the implied covenant of good faith and fair
dealing, duress, interference, fraudulent misrepresentation,'> as well as
liability under the Sherman Anti-Trust Act,'® the Bank Holding Com-
pany Act,!” the Racketeer Influenced and Corrupt Organization Act
(RICO),'® the Uniform Commerical Code (U.C.C.),!° the Bankruptcy
Code,?° Federal security laws?! and wage and tax laws.??

The increase in lender liability lawsuits may be caused by various
factors, including a poor economy and publicity about large judgments.
A weak economy causes failing borrowers to sue their banks when the
banks call the loans due, insist on changes in the borrower’s manage-
ment, or refuse to continue to extend credit. The weak economy prompts
banks to call in loans and refuse to advance credit when they would be
less likely to do so in more prosperous times.”*> In addition, with an in-
crease in the number of smaller independent banks with less financial
strength than the large financial institutions, some banks cannot afford to
continue extending credit to marginal borrowers. Consequently, as cir-
cumstances or banking requirements change, many lenders, in order to
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protect their own financial condition, are required to make additional
demands or call in their more risky loans.

In K. M.C. Co. v. Irving Trust,* the court of appeal affirmed the trial
court’s ruling in favor of the borrower, K.M.C. The action involved
K.M.C.’s suit against a lender (Irving) for breach of a financing agree-
ment. K.M.C,, a wholesale and retail grocery business, entered into a
financing agreement in 1979 with Irving, whereby Irving held a security
interest in all of K.M.C.’s accounts receivables and inventory and pro-
vided K.M.C. with a line of credit up to $3 million, which was increased
one year later to $3.5 million.?*

In 1982, Irving refused to advance $800,000 requested by K.M.C.
This amount would have increased the loan balance to just under the
$3.5 million limit.>¢ K.M.C. contended that Irving’s refusal without
prior notice to advance the requested funds breached a duty of good faith
performance implied in the agreement and ultimately resulted in the col-
lapse of the company as a viable business entity.?” Irving defended on
the grounds that K.M.C. was already in a state of collapse, and that
Irving’s decision was made in good faith and in the reasonable exercise of
its discretion under the agreement.?®

Relying on the Uniform Commercial Code,?® the court held that the
creditor was under a duty of good faith to notify the debtor of its refusal
to lend.*® The court stated that notice would have afforded K.M.C. an
opportunity to seek alternative financing, thereby preventing the failure
of the business.?' The court of appeal, in affirming the trial court’s deci-
sion, held that there is an implied obligation of good faith imposed on a
lender which includes a duty to give notice to a borrower before refusing
to advance funds under a financing agreement, and that the lender’s
power to demand repayment under the financing agreement was subject
to this good faith obligation.??

Another case, currently on appeal before the Court of Appeals for
the Ninth Circuit, is Landes Construction Co. v. Royal Bank.?®* Landes,
the sole shareholder of Landes Construction (the Company), and his
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friend, Scheinberg, acquired some commercial real estate for develop-
ment. Scheinberg was to be responsible for obtaining the necessary fi-
nancing. They were to split the profits equally, and the Company would
bear any losses.**

Scheinberg had been a customer of The Royal Bank of Canada for
many years and approached William Neopole at the bank. Landes sub-
mitted a written purchase offer providing for $10 million as a down pay-
ment with a $40 million secured note taken back by the sellers.3?

Neopole met with Landes and Scheinberg and told everyone attend-
ing the dinner that he thought the property was a good deal and that the
bank would lend $10 million for the project. However, there was no
discussion of the terms of the proposed loan and no documents were
signed. The next day, Neopole, Scheinberg and Landes met at the prop-
erty with the sellers. At Neopole’s suggestion, Scheinberg renegotiated
the timing for the repayment of the $10 million down payment. When
the sellers sought assurances regarding performance, Neopole said that
the bank was providing financing. Neopole had also told the sellers that
he had broad authority and major responsibility with the bank. A formal
purchase agreement was signed showing Landes Construction as the
purchaser.?¢

Thereafter, Scheinberg and Neopole met to renegotiate the terms of
the loan. According to Scheinberg, they agreed to an interest rate, bank
fees, and that Scheinberg and Landes would guarantee the loan. The
bank then advanced the $1 million on an existing line of credit that
Scheinberg had with the bank in the name of his company, Elpat. The
money was wired to Landes, and a second advance of $2 million was
later made to Landes in the same manner.?’

When the case went to trial, Landes and his company took the posi-
tion that these advances on Elpat’s line of credit were really loans to
Landes Construction for the down payment on the property and that the
bank had only advanced the money on Elpat’s line of credit as a conven-
ience. Landes also argued that this deal had been handled in a manner
similar to a prior one involving Landes, Scheinberg, and the bank. In
that deal, Neopole had arranged for funds to be advanced through Elpat
to a construction company owned by Landes and Scheinberg until the
paperwork could be processed on the construction company’s own line of
credit. Scheinberg and Landes both testified that the $3 million ad-
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vanced to Elpat was a temporary measure similar to the prior construc-
tion project.3®

Later that year, Scheinberg had asked the bank for an additional
$20 million. Neopole put together a credit application and forwarded it
to the head office in Canada. The head office denied the application be-
cause there was no equity invested in the property, no arrangements had
been made for permanent financing, and no construction contracts had
been signed. After the bank denied the loan, Scheinberg and Landes
were unable to find alternative financing. The sellers retained the $3 mil-
lion that had already been paid as an option payment.®

Landes Construction then filed suit against the bank for breach of
contract. The bank’s defense was that it had never committed to loan the
company any money and that the only potential plaintiff to make such a
claim would be Scheinberg. Even though no documents had been signed
between Landes Construction and the bank, the jury awarded the com-
pany $18.5 million in damages.*

Sanchez-Corea v. Bank of America® involved a successful damage
action against a bank by a former customer alleging breach of contract,
fraud, breach of the implied covenant of good faith and fair dealing, dis-
paragement of credit, interference with prospective economic advantage,
promissory estoppel, negligence, and intentional infliction of emotional
distress.*? Substantial evidence supported a $1 million compensatory
damages award for lost profits resulting from the bank’s denial of
credit.*® Plaintiff had been in the life safety systems business for ten
years. It had an established reputation and a growth in sales from
$180,000 in 1970 to $1.5 million in 1973. The evidence showed that the
business’ lack of financial resources to develop further resulted from the
bank’s own wrongdoing. The jury awarded damages for emotional dis-
tress based on the bank’s intentional or reckless conduct which it should
have known would cause emotional distress, in that the bank officers
failed to advise plaintiffs that the bank had determined not to give the
business further loans.** The bank misrepresented that further financial
assistance would be forthcoming if plaintiffs assigned all their past, pres-
ent, and future accounts receivable to the bank, but the day after plain-
tiffs made the assignment, the bank refused the loan.*® The jury found
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that the bank had forced the plaintiffs to execute excessive guarantees
and security agreements, and that the bank officials had publicly ridi-
culed plaintiffs, using profanities in their statements. The jury, therefore,
also awarded punitive damages based on their finding that the bank acted
fraudulently in forcing plaintiffs to make the assignment, knowing that it
would not extend further loans.*®

Another pro-borrower case is 999 v. C.L.T. Corp. ' In that case, the
proposed borrower brought an action against a proposed lender alleging
breach of agreement to provide financing which resulted in the loss of an
opportunity to acquire another corporation.*® The district court entered
judgment for the proposed borrower.*® The court of appeals held that
the proposed borrower acted reasonably in refusing financing from the
proposed lender where the lender was unjustly conditioning the loan on a
$25,000 per month pre-payment penalty.® The evidence showed that
the proposed lender knew or should have known that its conduct in sub-
jecting the proposed borrower to the new condition resulted in the bor-
rower being forced to seek financing elsewhere and endangered the
proposed borrower’s acquisition of the corporation.®!

In Shaughnessy v. Mark Twain State Bank,*? a borrower brought an
action against a bank, requesting damages based on tort causes of action
and breach of contract. The circuit court entered judgment for the bank
on the tort claim and for the borrower on the breach of contract claim.*?
The court of appeals held that although the borrower had failed to estab-
lish the intent to injure element of the tort claim, the bank had breached
its contract with the borrower by failing to grant the borrower additional
funds from an undisbursed portion of his line of credit and that the bank
was obligated, barring default, to fund the borrower on the irrevocable
line of credit for which the borrower had paid a one percent commitment
fee when the arrangement was established.>*

In the recent case of Reid v. Key Bank,”®> commercial borrowers
brought an action against the bank when it terminated a credit arrange-
ment, variously referred to at trial as a “line of credit” and an “incom-
plete loan.”*® From 1976 through 1979, the series of loans had been used
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for the operation of plaintiff’s business. In mid-May, 1979, a loan officer
from the bank telephoned plaintiff and told him that the bank would not
grant him any further advances.”” Plaintiff thought at the time that this
halt of further advances might be only temporary. Although the bank
claimed that a letter was sent confirming the halt of credit and suggesting
that plaintiff restructure his debts with another lender, plaintiff denied
ever receiving the letter.”®

Thereafter, plaintiff claims that the bank mishandled and converted
funds of the plaintiff. For example, plaintiff claimed that one check he
had forwarded to the bank for deposit was partially credited to his ac-
count and the rest was applied to offset part of the outstanding balance of
his loan. Plaintiff claimed that this action was without his authority.>®
On another occasion, plaintiff claimed that he gave the loan officer a
check for several thousand dollars for deposit to his account, but that the
bank converted it and used it to offset part of the outstanding balance on
the loan. The bank denied the existence of the check.®

Plaintiff testified that his first notice regarding the amount due on
the loan was received September 20, 1979, although this was a past-due
notice which stated that payment had been due on September 5, 1979.
On November 5, 1979, the bank repossessed plaintiff’s personal automo-
bile and one of his vans. Plaintiff discovered one of the vehicles in a lot
and attempted to drive it away, but was arrested and placed in jail.
Thereafter, plaintiff’s business collapsed and he lost his four vehicles and
his home. On November 7, plaintiff filed for bankruptcy. Plaintiff’s wife
suffered emotional problems and drug dependency and the couple sepa-
rated for a year and a half.®!

At trial, even though the jury found for the bank on plaintiff’s claim
that the express terms of the credit agreement had been violated, the jury
found for the plaintiff on the pendant state claim for breach of the im-
plied covenant of good faith and fair dealing.®

Some cases have held that banks should not be obligated to continue
lending in all situations. In Flagship National Bank v. Gray Distribution
Systems,5* the court held that the “good-faith” obligation implied in con-
tracts may not be imposed to override the express terms in a contract.
Accordingly, it was held that the lender was under no obligation to con-

57. Id. at 11.
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tinue lending absent some mandatory contractual agreement.®* This
court declined to follow K.M.C. Co. v. Irving Trust Co. ** and held that
the bank was under no obligation to continue lending beyond the loan
limit where the course of dealings involving loans in excess of the stated
limit covered a period of only a few months, and the bank had given
adequate notice of its refusal to extend further credit.

The court quoted the Florida Fourth District case of Grandin In-
dustries v. Florida National Bank 5" which stated, “[w]hether or not the
bank loaned money was solely a matter within the bank’s prerogative and
the refusal of the bank to loan money was not a breach of contractual
obligation . . . .”’%® Further addressing a lender’s obligation to complete
funding a line of credit, the Fourth District in Midlantic National Bank
v. Commonwealth General, Ltd. ®® concluded that a lender has no legal
obligation to fund a line of credit.”

In another jurisdiction, the court held for the bank in an action
brought against the bank for fraud, breach of the duty of good faith, and
prima facie tort in the case of Righy Corp. v. Boatmen’s Bank & Trust.”*
Rigby involved a suit arising out of a commercial loan transaction
wherein the borrower alleged that the bank had wrongfully accelerated
the debt and requested additional collateral. The note and security
agreement provided for the acceleration of the debt and for additional
security should the bank ‘“deem itself insecure.” The note was due on
October 25, 1976. The bank notified the borrower that the note would be
called on that date. Plaintiff had already prepared a petition for bank-
ruptcy, but hoped to continue the loan. At a meeting, the bank refused
to continue the loan unless more collateral was pledged. Plaintiff re-
sponded that it did not have any more collateral to give, and the meeting
was concluded with the bank confirming that the note was called.”

The circuit court granted the bank’s motion for summary judgment,
and plaintiff appealed. The court of appeals held that the bank acted in
good faith in calling the note due on the date of maturity and secking
additional collateral in order to renew, that there was no cause of action
under the Uniform Commercial Code for breach of the duty of good
faith, and that the plaintiff’s bankruptcy was not the result of the bank’s

64. Id. at 1340.

65. 757 F.2d 752 (6th Cir. 1985).

66. Flagship, 485 So. 2d at 1341.

67. 267 So. 2d 26 (Fla. Dist. Ct. App. 1972).
68. Id. at 26.

69. 386 So. 2d 31 (Fla. Dist. Ct. App. 1980).
70. Id. at 34,

71. 713 S.W.2d 517 (Mo. Ct. App. 1986).
72. Id. at 520.
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failure to renew.”

From a review of the cases in the area of lenders’ refusal to advance
credit to borrowers, it is clear that while various jurisdictions differ as to
what they will find as constituting bad faith, banks have been held to a
higher duty in recent years to act in good faith with respect to their cus-
tomers. Lenders must evaluate certain criteria before calling a loan due
or refusing to continue advancing money on a line of credit. A few
guidelines that lenders should consider include:

1. Keep the borrower apprised of the lender’s actual intentions as
to whether it will cease or continue advancing credit.

2. Give adequate written notice to a borrower prior to calling a
loan due or discontinuing the advancement of funds so that the borrower
has a reasonable opportunity to seek alternative financing.

3. Avoid threats of default in order to induce the borrower to fol-
low the lender’s advice.

4. Avoid personality conflicts with the borrower and act
professionally.

5. Consider whether a course of dealing has been established con-
trary to the written terms of the loan agreement.

6. Give reasonable written notice before taking any discretionary
actions against the borrower.

7. Reduce all promises to writing.

8. Maintain current records on all loan files.

9. Never give advice to a borrower that could be interpreted as
exerting control over his business.

In short, lenders must act fairly with their borrowers and disclose
their intentions with regard to the handling of the borrowers’ loans, espe-
cially when discretionary clauses or lines of credit are involved. While
the trend of recent decisions has been toward placing a higher duty on
lenders in their treatment of borrowers, there appears to be a return to an
emphasis on contractual rights vis-a-vis tort rights. Therefore, lenders’
positions may improve in the future, which will enable them to enforce
more aggressively their contractual rights and secure their position as a
creditor. In the meantime, lenders must proceed cautiously whenever
they establish a lender/borrower relationship.

73. Id. at 517.
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