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Overview of Program Highlights
•

"Lender Liability" encompasses a broad spectrum of claims under
contract, tort, equitable and statutory theories.
– Claims of lender liability are often asserted as defensive strategies by
borrowers who are faced with collection or foreclosure actions, but
– They also can be brought as pre-emptive claims to force a negotiated
conclusion when a borrower becomes frustrated in its relationship with the
lender.

•

Key Elements of Environmental Indemnity Agreements
– Essential Parties
– Growing trend requesting inclusion of “Sunset” provisions
– Interplay with Environmental Insurance

•

Exercise of Remedies to Protect Lenders
– After default, key considerations prior to taking title
– Avoiding taking title – use of receiver sales or bankruptcy sales
– Enforcing indemnity protections independent of loan default remedies
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Overview of Lender Liability
• Typical "Lender Liability" claims:
– Tort Claims:
• Breach of Fiduciary Duty – Arises When Exercising “Excessive
Control”
• Negligent Loan Administration – Ignoring evidence of illegal
environmental activities on the property
• Fraud/Misrepresentation – Assisting in the concealment of
environmental conditions in the transfer of property, either by
borrower/owner or by lender following foreclosure

– Statutory Claims:
• Federal and State Environmental Statutes

– Contractual Claims
• Environmental Indemnity and Similar Agreements
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Breach of Contract Claims
• Breach of Implied Good Faith Covenant
– The Restatement of Contracts provides “every contract imposes
upon each party a duty of good faith and fair dealing in its
performance and its enforcement.” A majority of jurisdictions have
adopted the Restatement of Contracts position.
• A breach of a duty of good faith and fair dealing does not exist on its
own. It is an alternative theory of breach of contract. To sustain a
breach of good faith and fair dealing claim, the borrower must show
that the lender or servicer exercised a contractual right for its own gain
as a part of a scheme to deprive the borrower of benefits under
the contract.
• In Mark Andrews of Palm Beaches, Ltd. v. GMAC Commercial Mortg.
Corp., 265 F. Supp. 2d. 366 (S.D.N.Y. 2003), court found lender did not
breach the duty of good faith and fair dealing by failing to provide a
commercial loan to borrowers, following parties’ agreement upon a
term sheet describing initial process by which lender would conduct due
diligence to issue a loan. The court found that a term sheet was not a
loan commitment requiring lender to make a loan and did not establish
a binding agreement that evokes a duty of good faith and fair dealing.
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Tort Claims
• Breach of Fiduciary Duty
– The mere existence of a relationship of trust and confidence by
itself does not mean that a lender has a fiduciary duty to a
borrower or third parties. Generally, something more is required
before a fiduciary duty will exist.
– Lender runs the risk of becoming a fiduciary if it obtains
“control” over a borrower or the collateral property.
• Example = “evidence that the lender was involved in the actual
day-to-day management and operations of the borrower or that the
lender had the ability to compel the borrower to engage in unusual
transactions [in regards to the collateral property]” in order for this
duty to arise. See Multifamily Mortgage Trust 1996-1 v. Century
Oaks Ltd., (administrative monitoring and placing restrictions on
additional financing alone do not equate to control).
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Tort Claims II
• Breach of Fiduciary Duty
– The mere existence of a relationship of trust and confidence by
itself does not mean that a lender has a fiduciary duty to a
borrower. Generally, something more is required before a
fiduciary duty will exist.
– Lender runs the risk of becoming a fiduciary if it obtains
“control” over a borrower. There must be “evidence that the
lender was involved in the actual day-to-day management and
operations of the borrower or that the lender had the ability to
compel the borrower to engage in unusual transactions,” in
order for this duty to arise.
• See Multifamily Mortgage Trust 1996-1 v. Century Oaks Ltd.,
(administrative monitoring and placing restrictions on additional
financing alone do not equate to control).
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Tort Claims III
• Negligent Loan Administration
– Central issue in any claim for negligent loan administration is
whether lender owed a duty to borrower to administer the loan in a
particular manner. The outcome depends upon whether there was
a misfeasance of performance of a contractual duty, the risk of
which was not provided for by contract.
• See Birkholm v. Washington Mut. Bank, F.A., 447 F. Supp. 2d 1158,
1160 (W.D. Wash. 2006) (if the risk is allocated by the contract there is
no separate negligence claim).
• But see Susilo v. Wells Fargo Bank, N.A., 796 F. Supp. 2d 1177 (C.D.
Cal. 2011) (court agreed to allow borrower to challenge default on loan
secured by deed of trust and foreclosure upon real property for lender’s
breach of duty to disclose a reinstatement amount, as required by
California law, thus causing financial loss and forfeiture of real
property).
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Tort Claims IV
• Interference with Third Party Contractual Relations
– Borrowers often claim that actions taken by lenders or loan servicers
in handling of loans interfered with contracts or potential contracts that
the borrowers had with third parties.
• Liability does not arise if negative results for borrower in relation to third
party agreements results merely from lender exercising express rights and
remedies under the loan documents.
• See, e.g., Wilmington Trust Co. v. Strauss, 13 Misc. 3d 1231(A), 831
N.Y.S.2d 357 (Sup. 2006) (“... the record does not support the allegation
that [lender] and [loan servicer] intentionally induced [tenant] to terminate
the franchise [agreement with borrower]. Instead, it shows that [lender] and
[loan servicer] exercised their contractual rights in applying the [loan
payment] funds (that were not earmarked) toward payment of the debts
owed to [lender], which constitutes an economic justification and a defense
to a tortious interference claim”).
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Mitigation of Potential Lender
Liabilities
 Keith

Walker
Cox, Castle & Nicholson LLP
(Century City)

I. THEORIES OF LIABILITY
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A. Liability under the Comprehensive
Environmental Response, Compensation and
Liability Act (CERCLA)
 An

owner or operator of a facility at which
hazardous substances have been released
can potentially be liable for costs of
investigating or remediating the
contamination, damages to natural
resources, and the costs of human health risk
assessment. 42 U.S.C. § 9607(a)(1)
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B. Liability under State Law (e.g., the California
Hazardous Substances Account Act (HSAA))
The California analog to CERCLA is the
HSAA, codified at California Health & Safety
Code section 25300 et seq.
 HSAA provisions largely mirror those
provided under CERCLA. Therefore, the
analysis pertaining to CERCLA liability will
essentially apply equally to HSAA.
 This is substantially the case in numerous
other states.
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C. Liability under the Common Law
Nuisance
 Trespass
 Negligence
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D. Statutory Exemptions to Liability for Lenders








Complications wrought by United States v. Fleet Factors Corp., 901
F.2d 1559 (11th Cir. 1990), cert denied 498 U.S. 1046 (1991).
The Asset Conservation, Lender Liability, and Deposit Insurance
Protection Act (1996).
Liability exemptions for a “person who, without participating in the
management of a vessel or facility, holds indicia of ownership
primarily to protect the security interest of the person in the vessel or
facility.” 42 U.S.C. § 9601(20)(A)
Similarly, under the HSAA, lenders who maintain indicia of
ownership primarily to protect a security interest, or who acquire
property through foreclosure or its equivalent, are exempt from (1)
statutory liability; (2) being required to take removal or remedial
action; and (3) paying a penalty, fine, imposition or assessment
(subject to certain conditions).
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E. Exception to the Liability Exemption:
Holding Indicia of Ownership for
Investment Purposes
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The Former EPA Rule
 “Final

Rule on Lender Liability under
CERCLA” (1992) (40 CFR 300.1100
and 300.1105; removed in 1995).
 The HSAA retains this concept.
 Federal Courts of Appeal have
analyzed the issue of investment by
lenders in the context of the liability
exemption.
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“Primarily to protect a security interest for the purposes
of section 101(20)(A) of CERCLA means that the indicia
of ownership in the vessel or facility are held for the
purpose of securing payment or the performance of an
obligation. . . . The term ‘security interest’ does not
include an ownership interest in property held for
investment purposes, other than as a protection for a
security interest.”



Cases from the First and Fourth Circuit Courts of Appeal
indicate the liability exemption can be lost if property is
held too long on a post-foreclosure basis.
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The California Exception to the Exemption








Occurs when a lender “made, secured, held, or acquired the
loan or obligation primarily for investment purposes.” Cal.
Health & Safety Code § 25548.5(k).
§ 25548(b) states that “the exemption will not protect
lenders or fiduciaries in transactions that are structures for
the purpose of evading liability for hazardous material
contamination . . . .”
See also SB 1285 Fact Sheet (from the Policy Committee
for the California State Senate): “Could a lender or
fiduciary use the liability exemption to shield an improper
transaction or activity?” Response: “The exemption would
not extend to (i) transactions which are structured solely to
evade liability for hazardous material contamination . . . .”
Senate Judiciary Committee notes: “Lenders can also be
liable under this bill for an amount equal to any net gain
they realize as a result of appreciation in value attributable
to a property being remediated.”
22

F. Common Law Causes of
Action






Using nuisance law in California as an example, a
lender would have to take an action – or fail to
take an action – that results in a substantial and
unreasonable interference with a third party’s use
and enjoyment of an interest in their land.
Trespass – the lender would have had to
negligently cause hazardous substances to enter
the third party’s property and be a substantial
factor in causing harm to the property (or fail to
take actions that result in the same outcome).
Avoiding these outcomes, and negligence liability,
will be addressed in the following sections.
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Key Elements of Environmental
Indemnity Agreements
• Essential Parties
– Typically include both borrower and guarantor(s) as directly
obligated parties – this is not a “guaranty” or “surety”
agreement
• For guarantors, be clear on (i) obligations are direct, but (ii) to
be complete, incorporate the waivers listed in the guaranty

• Extent of liability
– All existing conditions and new conditions arising until the
borrower ceases to own and control the property.

• Rights of lender during loan term
– Remember, can inspect, require reports and monitor cleanup activities without being liable as an “owner or operator”
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Key Elements (Part 2)
• Survival of Indemnity Obligations
– Survive foreclosure or deed-in-lieu in favor of lender,
– Transfer of title to third parties
– Repayment of loan

• In “one-action rule” states (CA, NV, OR, UT, WA, ID)
– All states permit enforcement of indemnity either prior to or
following foreclosure as loan as proper statutory
requirements are recited to protect lender from
consequences of one-action rule.

• Practical extent of liability –
– Until loan is repaid = right to require clean-up and
compliance with environmental laws and defense costs
– Following pay off of loan = primarily defense costs
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“Sunset” Provisions
• Growing trend requesting inclusion of “Sunset” provisions.
• Purpose = Release indemnitors from liability following expiration
of time following loan repayment.
– Never applicable in a foreclosure scenario or in the event of
an environmental condition requiring remediation
• Fully negotiable, but typical elements include:
– Expiration of fixed time (e.g., 2, 3 or 5 years) following loan
repayment with no environmental issues
– Evidence of clean condition of property – i.e., evidenced by
clean Phase 1 or similar report
• Discuss rationale for and against –
– For = guarantors and borrower seek finite term of indemnity obligations
– Against = even though main risk is defense costs, these can be
considerable and not part of risk allocation with standard bank loan pricing
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Exculpation For Unsecured Loans
• Recommend requesting inclusion of environmental exculpation
provisions when loan is unsecured in limited circumstances.

• Loan is not secured by real estate collateral, but
purpose of loan is to:
– Benefit/improve property;
– Borrower’s use of property is key to loan payment; and/or
– Borrower’s use of property for business may involve environmental issues.

• Common Examples:
– Funding of co-generation facility not secured by real
property, but co-generation equipment.
– Funding of business that handles, transports or stores
controlled substances under environmental laws.
• Fully negotiable, but typical elements similar to indemnity
provisions noted above.
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Assignment of Existing Indemnity
Agreements; Environmental Insurance
• Existing third party indemnity agreements
– Typical for property subject to prior environmental remediation

• Always seek collateral assignment of existing indemnity
protections
– Review requirements for assignment – is it assignable; what consent is
needed from original indemnitor
– Obtain consent and estoppel from third party indemnitor in favor of lender

• Lender may require insurance as supplement to indemnity
• In contrast, borrower may try to replace indemnity with obtaining
insurance:
– Not typical for banks to waive indemnity for insurance
– Instead, banks become loss payees under such policies and often agree to
seek recourse under policy prior to enforcing indemnity
– Important for lender to make certain to obtain tolling or waiver of statutes of
limitations, and carefully review such policies to understand their limitations
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Due Diligence - Exercise of Remedies
• Never include environmental indemnity in the mortgage or deed
of trust
– Risk “satisfaction” of claims following repayment and release or foreclosure

• Distinguish rights to “serial enforcement” of indemnity
obligations
– Preserve rights to enforce indemnity regardless of status of loan (i.e.,
whether or not loan is in default)
– Explain in detail “survival provisions” and enforcement of same

• Carefully review and understand state statutory rights for
additional protections, such as:
– Rights to inspect property and require compliance with laws and
environmental reports without becoming a “participant in management”
– Rights to obtain a receiver for environmental protection prior to loan default

• Include both damages and specific performance enforcement
provisions
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Due Diligence - Exercise of Remedies II
• Inspection of Property
– Tension Between Voluntary Access, Contractual Access, Borrower
Cooperation
• Role of Courts in Enforcement
• Reasonable Belief vs. Change in Control

– Borrower requirements for insurance protections for inspectors, etc. who
enter property

• Limitation on exemption from indemnity obligations
– Even if no management issues under CERCLA, negligence or permissive
actions can give rise to environmental liability or mitigate contractual rights
under indemnity

• Sharing Environmental Reports with Borrowers:
– Many lenders try to limit access by borrower
• Not privileged in most instances

– Permit access with exculpation protections

• Role of Receiver After Default and During Exercise of Other
Remedies Against Borrower and Collateral Property
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Recent Cases – Expansion of
Duties for Lenders Under Loan
Documents
• Aceves v. US Bank (2011) 192 Cal.App. 4th 218
– Promissory Estoppel:
• Summary Judgment for Lenders less likely because -– Oral promise to “work with” a Borrower creates triable
issue of fact
– Courts willing to substitute promissory estoppel for
written modifications despite Statute of Frauds
– Any follow up by lender (i.e., email, continuing
conversations, etc.) to a general statement of
cooperation can create factual issues preventing
summary judgment
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Recent Cases – Expansion of
Duties for Lenders II
• Jolley v. Chase Home Finance (2013) 213 Cal.App.
4th 872
– “Banker Malpractice”:
• Summary Judgment for Lenders less likely because -– Court recognized a limited duty of care to properly
document the deal in compliance with agreed terms
and legal requirements
– Court also followed established theory that a lender
has an obligation to properly enforce its loan
administration terms in order to take full advantage of
the loan provisions
32

II. PRE-FORECLOSURE AND
POST-FORECLOSURE
PROCEDURES
 Actions

to take

 Actions

to avoid
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A. Allowed Pre-Foreclosure
Actions
The crux is avoiding “participation in
management.”
 Nine allowed actions:


– holding, abandoning, or releasing a security
interest;
– including in loan documents those covenants,
warranties or other terms or conditions “that
relate[ ] to environmental compliance”;
– “monitoring or enforcing the terms and
conditions of the extension of credit or security
interest”;
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Allowed Pre-Foreclosure Actions (cont’d)
– “undertaking 1 or more inspections of the
facility”;
– “requiring a response action or other lawful
means of addressing the release or threatened
release of a hazardous substance . . . prior to,
during, or on the expiration of the term of the
extension of credit”;
– “providing financial or other advice or
counseling in an effort to mitigate, prevent, or
cure default or diminution in the value of [the
collateral]”;
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Allowed Pre-Foreclosure Actions (cont’d)
– “restructuring, renegotiating, or otherwise
agreeing to alter the terms and conditions of
the extension of credit or security interest,
exercising forbearance”;
– “exercising other remedies that may be
available under applicable law for the breach of
a term or condition of the extension of credit
or security agreement”; and
– “conducting a response action under [42
U.S.C. § 9607(d)].”
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The Safe Harbor






All of the foregoing actions are within the safe harbor
and are thus protected unless and until the lender
“actually participates in the management or
operational affairs” of the facility. 42 U.S.C. §
9601(20)(F)(i)(I).
The statute makes clear that “actually” participating in
management cannot be equated to the “capacity to
control” standard announced in the 11th Circuit’s Fleet
Factors decision.
Section 101(20)(F)(i)(II) provides that participation in
management “does not include merely having the
capacity to influence, or the unexercised right to
control, . . . facility operations.” 42 U.S.C. §
9601(20)(F)(i)(II).
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B. PRE-FORECLOSURE
ACTIONS TO AVOID






Exercising decisionmaking control over the
environmental compliance of the collateral;
Undertaking responsibility for the hazardous substance
handling or disposal practices;
Exercising control at a level comparable to that of a
manager, thereby –
– assuming or manifesting responsibility for the overall
management of the facility;
– undertaking day-to-day decisionmaking with respect
to environmental compliance; or
– Taking responsibility over all or substantially all of the
operational functions (even if not specifically related
to environmental issues).
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Remedial Obligations to Include
in the Loan Agreement







In the event remediation becomes required or
necessary, the remedial action plan (RAP)
must be prepared by a licensed, qualified
environmental consultant;
Adequate funding must be made available for
the cleanup; and
The RAP must have regulatory approval.
Include guarantor provisions.
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C. POST-FORECLOSURE
OBLIGATIONS
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1. Prompt Divestiture
 To

preserve statutory exemptions from
CERCLA liability, lenders must divest
themselves of the foreclosed property at
the earliest practicable, commercially
reasonable time.
 The foreclosed property can be divested
on commercially reasonable terms, taking
into account market conditions and legal
and regulatory requirements. 42 U.S.C. §
9601(20)(E)(ii).
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Divestiture (cont’d)




State statutes may add additional requirements.
For example, California provides a 12-month
window within which the property must be
– Listed for sale, re-lease, or other disposition
with a broker, dealer or agent specializing in
real estate similar to the foreclosed property;
or
– Advertised for sale, re-lease or other
divestiture on at least a monthly basis in a real
estate publication or newspaper of general
circulation (over 100,000).
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Recommended Actions
 Consult

with brokers to assess the
various listing options;
 Document all marketing efforts; and
 Discuss and document the purchase
offers received and the responses to
the offers.
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2. Avoid Further Releases of
Hazardous Materials


Under CERCLA, the lender is allowed to take the
following post-foreclosure actions:
– (1) maintain business activities, wind up
operations, undertake a response action
(under § 9607(d)(1)) – or take any other
measure to preserve, protect or prepare the
facility prior to sale or disposition; and/or
– (2) sell or liquidate the facility provided it does
so at the earliest practicable, commercially
reasonable time, on commercially reasonable
terms, taking into account market conditions
and legal and regulatory requirements.
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Recommended Actions








If cleanup is to be performed, ensure the remedial
action plan complies with the National Contingency
Plan (40 CFR 300).
Promptly divest – to avoid the perception of gambling
on the land’s post-cleanup value.
Require that contractors and subcontractors
performing any actions at the site comply with EPA
protocols and professional environmental contracting
standards.
Essentially, courts will be looking for negligence with
respect to handling hazardous substances. Therefore,
take a hard look at the plan and hire qualified
environmental consultants and contractors.
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Choosing the
Environmental Consultant
Counsel should be involved.
 Check and challenge the consultants’
conclusions.
 Consider the consultants’ familiarity with the
governmental agency with oversight.
 Engage counsel to negotiate a Master
Environmental Consulting Services
Agreement (don’t use the consultant’s off-therack agreement, which is consultant-friendly).
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3. Provide Prospective Purchasers
with Comprehensive Environmental
Disclosures
 Required

under California law (and
that of many other states).
 Streamlined method: electronic
repository.
 For a site already known to the
regulatory agency, there may
already be a repository in existence,
to which you can direct purchasers.
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III. ENVIRONMENTAL
INSURANCE
 Useful

strategy for protecting against
the unknowns.
 Known conditions are likely excluded,
but
– There may be available coverage for
bodily/injury property damage (BI/PD);
and
– If there are other indemnities or
protections in place, coverage may act as a
backstop, kicking in when the other
protections fail.
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POLLUTION LEGAL LIABILITY
POLICIES (PLLs)
 Defense

and indemnification
 Cleanup costs
 Third party claims for bodily injury and
property damage
 On-site and off-site liabilities
 Typically exclude pre-existing conditions, but
there are exceptions
 Can include “re-opener” coverage
 Endorsements provide tremendous value
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PLLs (cont’d)
 May

provide coverage of $20 million
or more, with terms of up to 10
years.
 Market is in a state of flux (thanks,
AIG).
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DO NOT BUY OFF THE RACK!
 Like

any agreement, PLL policies are
subject to negotiation.
 They’re very highly specialized, so
use a specialized broker.
 That said, a great environmental
insurance broker only gets you part
of the way there.
 The endorsements define the policy.
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Examples of Key Endorsements
Ability to name subsequent purchasers
and their lenders as additional named
insureds;
 Deeming anything disclosed by the
environmental report repository as being
discovered during the policy term (likely,
with restrictions);
 Preserving the ability to enter into
Voluntary Cleanup Programs;
 Many other property-specific provisions.
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PITFALLS
Purchasing off-the-rack policies
 Providing inadequate time for binding
(which can take 30-40 days)
 Engaging the wrong broker for the job
 Surrendering control over the process
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MORE PITFALLS
Failing to provide sufficient information
 Developing too much information
 The fine line between the two
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Event Marketing
For further questions, please contact:

Ren R Hayhurst
949.223.7125
ren.hayhurst@bryancave.com
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For further inquiries:
 Keith

B. Walker
Cox, Castle & Nicholson LLP
(310) 284-2230
kwalker@coxcastle.com

