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Welcome to another issue of the Commercial Lending Bulletin, a newsletter

published monthly by the Commercial Lending Group at Lerch, Early & Brewer as a
service to our clients. Here, you will find articles written by our attorneys covering a
variety of current legal issues as they affect lending law. We publish the Bulletin as part
of our ongoing efforts to provide our clients with responsive service and practical advice
when needed.

This newsletter is sent via email in HTML format. If you wish to print a copy of the newsletter, you may
access a .pdf version by following the "Printer-Friendly version™ link below.

We appreciate any feedback and invite you to contact us with any questions. If you do not want to
receive any further newsletters from us, follow the link at the bottom of this email to be removed from

our list of recipients.

Printer-Friendly Version (PDF Format)

In This Issue:

Payoff Extinguishes Mortgage Despite Agreement of Both Parties

A state appellate court ruled that even with the oral agreement of the borrower, the lender could not
use a paid-in-full mortgage as security for a subsequent guaranty because the mortgage became null
and void when the borrower paid the underlying debt.

Lender Errors May Not Prevent Foreclosure Action

A state court ruled that a borrower’s allegations of improper conduct concerning its lender’s failure to
properly make construction advances and failure to exhaust an interest reserve account before filing suit
constituted separate transactions apart from the loan documents and were insufficient to stop the
foreclosure.

What Satisfies the Statute of Frauds?
The U.S. District Court in Minnesota determined that a faxed letter between lenders constitutes a credit

agreement between them, but does not satisfy the statute of frauds and, therefore, is unenforceable.

Tip of the Month: SBA Issues Procedural Guide for New ARC Loans

Payoff Extinguishes Mortgage Despite Agreement of Both Parties

A state appellate court ruled in an unpublished opinion that even with the oral agreement of the
borrower, the lender could not use a paid-in-full mortgage as security for a subsequent guaranty,
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because the mortgage became null and void when the borrower paid the underlying debt.

In September 1993, James Klapmeier and his wife borrowed $60,000 from
Peoples National Bank of Mora to finance the purchase of commercial real
property. The loan was secured by a mortgage in favor of PNB on property
known as “Land-O-Lakes.” In April 1998, Klapmeier paid off the mortgage.
However, no satisfaction of mortgage was ever recorded in the public records.

Klapmeier subsequently transferred the subject property to a limited partnership

that he owned and controlled. Over the next few years, Klapmeier allegedly
used the 1993 mortgage to secure credit for his yacht-manufacturing business. Whenever the business
obtained a loan from PNB, Klapmeier signed a personal guaranty that referenced the 1993 mortgage as
security.

In March 2002, Klapmeier sold his business to relatives, who operated the business under the name
BWHC, LLC. That sale did not include the Land-O-Lakes property. As a part of the sale of the business,
PNB required Klapmeier to sign a personal guaranty of the BWHC debt. That guaranty stated that it was
secured in part by the 1993 Land-O-Lakes mortgage.

In February 2006, Klapmeier’s limited partnership sold the Land-O-Lakes property to a third party. At
the closing, PNB deducted $60,000, contending that it had a mortgage against the property that secured
Klapmeier’s personal guaranty of the BWHC debt. After the closing, Klapmeier demanded that the
$60,000 be returned to him, claiming that he satisfied the 1993 Land-O-Lakes mortgage in 1998. When
PNB refused to return the money, Klapmeier brought suit against PNB, asserting a single claim of
“conversion,” defined by the Minnesota Appellate Court as the willful interference with personal property
done without lawful justification by which any person entitled to such property is deprived of the use
and possession of such property.

Following a bench trial, the trial judge found that Klapmeier wanted the 1993 mortgage to appear to
remain in place even after it had been paid off, both to mislead other creditors and to use the property
as collateral for subsequent indebtedness. The judge then ruled that Klapmeier failed to establish an act
of conversion, because PNB was entitled to the payment. Klapmeier subsequently filed an appeal,
arguing once again that the deduction of $60,000 from the sale of the Land-O-Lakes property
constituted conversion of those funds.

The Appellate Court noted that, under longstanding Minnesota law, once a mortgage debt has been paid
in full, the mortgage itself is completely extinguished, because “it was a mere incident of the debt.” In
addition, the Court declared that even if a mortgage that was paid in full had not been satisfied on
record, it was still without effect. Since it was undisputed that the 1993 mortgage was paid in full by
Klapmeier in 1998, the Court ruled that the mortgage had been completely extinguished at that time as
a matter of law. Moreover, the Court pointed out that the mortgage contract language unambiguously
provided that, after the principal and interest had been paid to PNB, the mortgage became null and
void. Therefore, the appellate court held that, when Klapmeier paid the 1993 mortgage in full in 1998, it
could not be used as security for subsequent debt.

PNB argued that because Klapmeier had specifically requested that the bank not file a satisfaction of the
mortgage in the public records, the parties’ subsequent conduct rendered the 1993 mortgage still
enforceable. The Appellate Court disagreed. It ruled that Minnesota law was clear; once a mortgage had
been paid in full, it was completely extinguished and unenforceable. The Court found that the specific
request from Klapmeier to refrain from filing a satisfaction simply relieved the bank of any liability for
not doing so. Moreover, the Court stated that mortgages fell within the statute of frauds. Thus, it held
that any oral agreement to resurrect an extinguished mortgage, and to use it as security for subsequent
credit, was invalid because it would be an attempt to recreate a mortgage based on an oral agreement.
Finally, the Court acknowledged the parties’ longstanding business relationship of attempting to apply
that mortgage to subsequent debts. However, it declared that the parties simply could not do so under
the law.
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Because the mortgage became null and void when the underlying debt was paid in full in 1998, the
Appellate Court ruled that the mortgage could not be used as security for the personal guaranty signed
by Klapmeier in 2002. The Court further explained that if PNB wanted to use a mortgage on the Land-O-
Lakes property as security for the 2002 personal guaranty, it should have created a new mortgage at
that time. Although the Court acknowledged that the record reflected that Klapmeier’'s hands were not
entirely clean, nevertheless, the Court decided that PNB could not collect the $60,000 from the sale of
the Land-O-Lakes property because the mortgage was no longer valid as a result of Klapmeier’s 1998
payment in full of the mortgage. The Appellate Court therefore, reversed the ruling of the trial judge and
remanded the case to the trial court.

The obvious lessonto be learned is not to take shortcuts without good legal counsel.

The case above is cited as Klapmeier, et. al, v. PNB Bank of Mora, No. A07-1789 (Minn. Ct. App.
08/05/08).

Lender Errors May Not Prevent Foreclosure Action

In an unpublished opinion, a state court ruled that a borrower’s allegations of improper conduct
concerning its lender’s failure to properly make construction advances and failure to exhaust an
interest reserve account before filing suit constituted separate transactions apart from the loan
documents and were insufficient to stop the foreclosure.

Norwich River, LLC owned real property in Norwich, Connecticut. Through two separate lines of credit
notes dated in June 2006, Norwich promised to pay TD Banknorth, NA the sum of $4.3 million, plus
interest. To secure those obligations, Norwich delivered to Banknorth an open-end mortgage and
security agreement encumbering property, as well as several guaranties. The notes required Norwich to
pay monthly installments of interest to Banknorth. However, after July 2007, Norwich made no interest
payments. As a result, Banknorth declared Norwich in default and demanded payment of the all
principal and interest under the notes. When Norwich refused its demand, Banknorth filed suit to
foreclose the mortgage. Norwich raised several defenses to the foreclosure proceeding.

The trial court stated that the foreclosing party had to prove by a preponderance of the evidence that it
was the owner of the note and mortgage and that the borrower had defaulted on the note. Furthermore,
it stated that the foreclosing party was required to demonstrate that all conditions precedent to
foreclosure, as mandated by the note and mortgage, had been satisfied. In support of its motion,
Banknorth submitted properly authenticated copies of the notes, the loan agreement, and the mortgage
signed by the managing member of Norwich. Banknorth had also established by affidavit that it was the
owner and holder of the notes. In addition, Norwich established by affidavit that Norwich was in default
for failure to 1) pay property taxes due on the mortgaged premises; 2) timely discharge several
mechanics’ liens; 3) timely pay monthly interest on the loans; and 4) conduct construction activities on
the mortgaged premises for more than 14 days.

Norwich did not contest that it had executed the notes and that they were secured by a mortgage
encumbering the subject property, nor did it contest that Banknorth owned both the notes and the
mortgage or that it has defaulted thereunder. As a result, the court ruled that Banknorth had
established a case for a mortgage foreclosure action.

The court then said that it was required to determine whether Norwich had raised a legally sufficient
special defense. The purpose of a special defense, explained the court, is for the defendant to plead
facts that are consistent with the allegations in the complaint but nonetheless demonstrate that the
plaintiff has no real cause of action. In a foreclosure proceeding, a valid specialty defense must address
the making, validity or enforcement of the mortgage, the note or both.

Norwich’s first special defense was that, as part of the loan agreement, an interest reserve was retained
by Banknorth for the purpose of making monthly interest payments and the interest reserve had not
been exhausted prior to the commencement of legal action. In response, the court stated that such a
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defense did not attack the note or the mortgage. Because such special defense was outside of the scope
of the making, validity or enforcement of the note or mortgage, the court explained that the defense
failed to assert an appropriate connection with the subject matter of the foreclosure action and therefore
did not arise out of the same transaction. As a result, the court ruled that Norwich’s interest reserve
specialty defense was legally insufficient.

Norwich’s second special defense alleged that Banknorth refused to make appropriate advances under
the construction mortgage, thereby preventing Norwich from having sufficient funds from which to pay
its subcontractors and property taxes, thus causing the defaults. As with the first specialty defense
offered by Norwich, the judge ruled that defenses dealing with the conduct of the Banknorth after
execution of the mortgage could not be asserted in a foreclosure action as a defense because they did
not deal with the making, validity or enforcement of the note. In addition, the court stated that it had
specifically ruled in a previous decision that a special defense based on an allegation that the plaintiff
failed to comply with its obligations in making construction advances was not a valid special defense to a
foreclosure proceeding. As a result, the court ruled that Norwich’s construction advance specialty
defense was legally insufficient and granted summary judgment in favor of Banknorth.

This case cited as TD Banknorth NA. v. Norwich River LLC, et al, No. CV 07-5101407 (Conn. Super. Ct.
07/29/08).

What Satisfies the Statute of Frauds?

The U.S. District Court in Minnesota determined that a faxed letter between lenders constitutes a
credit agreement between them, but does not satisfy the statute of frauds and, therefore, is
unenforceable.

The Lake Bank, N.A. made several loans to Beardmore Investments, Inc. beginning in 1999. By January
of 2003, Beardmore owed Lake Bank $570,505. These loans were secured by 1) a second mortgage on
John Beardmore’s Arizona home, 2) a Mercedes, 3) a boat, and 4) a 22% interest in stocks.

In February and March of 2003, Beardmore negotiated a financing package with Thomas & Wong
General Contractor and informed Lake Bank that the Thomas & Wong loan would repay the Lake Bank
loans. Beardmore gave verbal instructions to Lake Bank that upon receipt of wired funds, Lake Bank
should assign its collateral to Thomas & Wong.

On March 3, 2003, Lake Bank faxed wiring instructions to Thomas & Wong'’s attorney. Thomas & Wong
loaned Beardmore Investments and BDV Investments, Inc. (together, "BDV") $1.5 million on March 6,
2003, secured by unrefined gold and silver bullion bars located in New Mexico. The loan was guaranteed
by John Beardmore and William Cortegiano. On March 12, 2003, Lake Bank’s president, Thomas Kell,
spoke to Edward Tarapaski and Jan Wallace, Thomas & Wong's agents, regarding Lake Bank’s payoff.
Wallace asked for something in writing from Lake Bank and received a faxed letter detailing the value of
each item of collateral which was to be assigned to Thomas & Wong upon receipt of “wired funds.” Kell,
Wallace and Tarapaski discussed the letter after it was faxed, and later that day Thomas & Wong wired
$500,000 to Lake Bank. Subsequently, Thomas & Wong wired more money totaling $700,000 to Lake
Bank.

However, Lake Bank did not transfer title in the collateral to Thomas & Wong at that time.
Subsequently, BDV defaulted on the Thomas & Wong loan. Thomas & Wong sued BDV, obtained a
judgment and proceeded against the New Mexico precious metal, but was only able to realize $32,000.
Simultaneously, Thomas & Wong's attorney contacted Lake Bank’s attorney, and the parties negotiated
back and forth for a year regarding the transfer of the collateral. By the time the collateral was finally
transferred to Thomas & Wong in June 2004, the Arizona property had lost significant value and was
encumbered with a tax lien. The Mercedes and the boat were missing and the stock was worthless.

In February, 2006, Thomas & Wong sued Lake Bank for breach of contract, fraud, conversion and bailee
liability, seeking $828,289 in damages. Lake Bank argued that the March 12 letter was not authentic,
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causing Thomas & Wong'’s claims to fail. They pointed to the fact that it was not on bank letterhead,
that it was signed generically by the bank rather than by an individual bank representative, and that
bank employees did not recognize the signature, which was also illegible. However, the court found that,
because the fax number from which the transmission originated belonged to the bank and because Kell
had agreed to send the fax and then had discussed it with Tarapaski and Wallace after its receipt by
them, there was a genuine issue of material fact as to whether the letter was authentic.

The court next addressed Lake Bank’s argument that Thomas & Wong'’s claim was barred by the credit
agreement statute of frauds, which states that a debtor cannot “maintain an action on a credit
agreement unless the agreement is in writing, expresses consideration, sets forth the relevant terms
and conditions and is signed” by both parties. The court found that the March 12 letter constituted a
credit agreement between Lake Bank and Thomas & Wong and that the parties qualified as a creditor
and debtor, respectively, under the statute, but that the letter did not satisfy the statute of frauds
because it was not signed by Thomas & Wong. Further, the court found that the March 12 letter did not
include all relevant terms of a collateral transfer agreement because it did not include Beardmore’s
authorization to transfer the Collateral. All of Thomas & Wong's claims failed because they could not get
past the statute of frauds. Accordingly, the court found for Lake Bank and granted their motion for
summary judgment.

This case is a reminder that, in order to be enforceable, credit arrangements must always be in writing,
express consideration, set forth all relevant terms and conditions and be signed by all parties involved in
the transaction.

This case is cited as Thomas & Wong General Contractor v. The Lake Bank, N.A., 2007 WL 4556688 (D.
Minn.).

Tip of the Month: SBA Issues Procedural Guide for New ARC Loans

ARC Applications Accepted Starting June 15
As part of the Stimulus Package, the Small Business Administration has issued its
procedural guide for the new ARC loan program, which provides for a 100% guaranty for
loans of up to $35,000 to existing viable small business to cover six months of principal
and interest payments on qualifying loans. Applications for these loans will be accepted
by the SBA beginning June 15, 2009. This program is available to small businesses which
have been in business for at least two years. Eligible use of proceeds include mortgages,
home equity, business loans, capital leases, notes payable to vendors, 504 first
mortgage loan and credit card obligations, if such loans were made for business purposes. A borrower
must otherwise qualify as an SBA 7(a) borrower. This loan is not designed for start up business and loan
proceeds cannot be used to help pay existing SBA 7(a) loans, unless the loans were made after
February 17, 2009.

How to Submit

If you are a delegated SBA lender, then applications are to be submitted via eTran. Nondelegated
lenders must submit their applications to the 7(a) Loan Guaranty Processing Center in Citrus Heights,
California. A borrower cannot be more than 2 months delinquent in its loan obligations (if more than 2
months, the application can be submitted to Citrus Heights; however, a borrower must provide details
regarding any debt more than 60 days past due). This program will run as long as funding is available,
or through September 30, 2010, whichever comes first. It is anticipated that funds will be exhausted
well before September 30, 2010.

Key Determination in Making ARC Loan

The "key" determination in making an ARC loan is that the lender must be able to substantiate that the
business is viable and that there is an immediate financial hardship. In order for a business to be viable,
it must show evidence of profitability or positive cash flow in at least one of the past two years. Financial
Statements going back three years must be analyzed. Declining sales, frozen credit lines, difficulty
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meeting payroll, paying rent are examples of evidence of immediate financial hardship. A borrower's
loans need not be in default in order to qualify for an ARC loan, as long as immediate financial hardship
is documented.

Payments & Collateral

If an ARC loan is made, the lender funds the loan and the borrower may draw funds for up to six
months. Principal payments are deferred for one year, then the borrower repays the principal over five
years. The SBA will pay the lender interest monthly, at the Wall Street Journal Prime Rate plus 2%
(lender must submit its monthly 1502 report to request interest payments). Lenders must use the
standard SBA forms to document the loan and take all available collateral. Lenders are not required to
liquidate collateral prior to requesting a purchase of an ARC loan guaranty, although, they must
complete all recovery actions on the loan after purchase. Any repurchase request may be submitted
after a loan is 60 days delinquent (or if bankruptcy is filed).

For more information, and to review the Procedural Guide, see the SBA website. To talk about the
implications for your business, contact Arnie Spevack or Alison Rind.

We'd Like To Hear From You

We publish this newsletter as a service to our clients as a means to make them aware of certain aspects
of the law. As always, we would like to hear feedback from our readers regarding the content of the
newsletter. If there are items or topics you would like to see covered in future issues, or you have a
suggestion concerning the newsletter itself, please send them to Anne Core at ascore@lerchearly.
com, or via phone at 301-961-6096.

Additionally, a number of the Firm's other departments periodically issue highly informative newsletters
on a variety of other subjects, including Real Estate, Community Associations, and Employment and
Labor. If you would like to receive one or more of these newsletters, you may access them through our
website, www.lerchearly.com.

SUITE 460 | 3 BETHESDA METRO CENTER | BETHESDA MD 20814-5367
TEL: 301.986.1300 | www.lerchearly.com
COPYRIGHT 2009, LERCH EARLY & BREWER, CHARTERED

The information in this newsletter is not intended to constitute legal advice and should not be acted upon without consulting
an attorney.

file:///G|/Dept/OPS/Marketing/E-Mail Newsletters/Commercial Lending/2009/06-june 2009 comm_lend.htm (6 of 6) [6/12/2009 9:51:42 AM]


http://www.sba.gov/aboutsba/sbaprograms/elending/RECOVERY_INFO_LENDERS.html
http://www.lerchearly.com/professionals/spevack.cfm
http://www.lerchearly.com/professionals/rind.cfm
mailto:ascore@lerchearly.com
mailto:ascore@lerchearly.com
http://www.lerchearly.com/
http://www.lerchearly.com/

