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EIGHTH CIRCUIT SLAMS DOOR SHUT ON MALPRACTICE CLAIMS BY PARTICIPANT
LENDERS AGAINST LEAD LENDER’S ATTORNEY

After several years of litigation over a failed casino loan, the Eighth Circuit Court of Appeals ruled that
participant lenders lacked standing to sue the lead lender’s attorney. The attorney failed to obtain necessary
regulatory approval before closing the loans, which rendered the notes and security documents
unenforceable. The lead lender did not fund any portion of the loans, and therefore the participants
suffered the full loss due to the attorney’s negligence. The participants argued that they were third-party
beneficiaries that had standing to sue the attorney, even though there was no contact between the attorney
and the participants. The court rejected this argument finding that unless the attorney believes its work is
entirely intended to benefit the participants, there is no attorney-client relationship upon which to base a
malpractice claim. In this case, the attorney believed that its representation would benefit the lead lender.

The decision in Leonard v. Miller & Schroeder, 8t Circuit, No. 07-2220, is also notable in its emphasis on
the nature of participation relationships in general. In denying relief to the participants, the Court stressed
the nature of participation relationships between the participant and lead lender as arms-length where
typically the lead lender owes no special duties to the participants. The Court found that the standard
participation agreement requires participants to conduct a thorough independent investigation, and this
duty forecloses any potential reliance the participants may claim on the legal work performed by the lead
lender’s attorney.

While recently there has been a trend at the trial court level to grant participants greater protection against
a lead bank, Leonard reaffirmed strict precedent which is generally unfavorable to participants. Mackall,
Crounse & Moore represents both lead lenders and participants in drafting loan documentation and in
disputes arising out of participation lending.

FRAUD CLAIM UNDER BANK BOND DENIED

A court recently denied coverage under a Financial Institution Bond where the bank was defrauded while
lending under a warehouse line of credit to a borrower who was funding purchases of distressed real

estate. The transfer documents obtained in the purchase of the properties were invalid because the vendor
signing them knew that title was defective. After the loan had been funded, the bank and the borrower
discovered the fraud. The court found that coverage under the bond did not automatically apply when a
covered document contains a fraudulent signature. The court held that there had to be a showing that the
signature was defective because the signatory was tricked or defrauded as to the nature of the

document. There is no coverage if the signatory knows what he is signing. This case (TierOne Bank v.
Hartford Fire Insurance, D. Neb. 12/09/08) is consistent with other Eighth Circuit decisions which strictly
interpret bond language against the banks.

Mackall, Crounse and Moore’s professionals have investigated and litigated a number of banker's bond
claims to successful settlements or verdicts. In these times of weakening credit banks are submitting more
bond claims, and pre-litigation evaluation of these claims is essential.
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