
Recent	superior	Court	
Decision	Places	Lien	Prior-
ity	Granted	to	Open-End	
Mortgages	at	Risk

T he Su-
perior 
Court 
of 
Penn-
sylva-

nia recently issued a two to 
one decision that wil l  have 
an enormous impact on the 
Pennsylvania lending indus-
try as it relates to open-end 
construction mortgages. 
The focus of the appeal 
was the applicabil ity of the 
2006 Amendments (the 
“Amendments”), effective 
January 1, 2007, to Penn-
sylvania’s Mechanic’s Lien 
Law, 49 P.S. 1101 et seq. 
The Amendments amended 
Pennsylvania’s Mechanic’s 
Lien Law and made sig-
nif icant changes to the law 
governing priority of l iens 
and l ien waivers. One such 
change made contractor and 
subcontractor l ien waiv-
ers against public policy for 
non-residential projects. Ad-
ditionally, the Amendments 
purportedly granted open-
ended mortgages priority 
over mechanic’s l iens, which 
represented a significant 
change from the prior law 
under certain circumstances. 
Particularly, under the pre-
Amendment law, a subcon-
tractor could back date its 
l ien to the date when work 
was “visibly commenced” 
on the property. If that date 
pre-dated the open-end 
mortgage, the subcontractor 
would be granted priority. 
With regard to the issue of 
priority, the purpose of the 
Amendments was to make 
mechanic’s l iens subordi-
nate to “bank l iens” so as 
not to freeze lending.1 The 

decision of the Superior Court of 
Pennsylvania in Commerce Bank/
Harrisburg, N.A. v. Kessler, 2012 
Pa. Super. 100, defies the purpose 
of 2006 Amendments relating to 
priority and, in many circumstances, 
places that priority in jeopardy un-
der normal and customary lending 
practices in Pennsylvania.

 Specif ical ly, in Kessler, the Superior 
Court addressed the priority of l iens 
between the holder of an open-end 
mortgage and the project contrac-
tor (“Contractor”). The construction 
contract was entered into prior to 
the effective date of the Amend-
ments and the open-end mortgage 
post-dated the Amendments. Under 
the pre-Amendment mechanic’s 
l ien law, absent a l ien waiver, the 
contractor would have had prior-
ity over the holder of the open-end 
mortgage because work had visibly 
commenced prior to the recording of 
the open-end mortgage. However, 
due to the Amendments, the priority 
of the l iens was at issue. 

In the lower court, the Contractor 
successful ly argued that its l ien had 
priority due to its contract pre-dat-
ing the effective date of the Amend-
ments. Particularly, the Contractor 
argued that to apply the Amend-
ments to its contract would be to 
apply a statute retroactively in viola-
tion of Pennsylvania law. The Lender 
disagreed with this posit ion and ar-
gued that applying the Amendments 
were not affecting the Contractor’s 
contractual r ights, but were chang-
ing the Contractor’s statutory r ights, 
which could be freely changed by 
the legislature. The Superior Court 
agreed with the Lender and held 
that because the Contractor “ob-
tained” its l ien under the Mechanic’s 
Lien Law as amended; it was bound 
by the provisions thereof.
After seemingly making a major 
decision in favor of the Lender, 
the Superior Court reversed course 
and affirmed the lower court based 
on other grounds. The Contrac-
tor argued that even though the 
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Amendments applied, the open-end 
mortgage at issue did not comply 
with the statutory requirements 
in order to gain priority. The Sec-
tion at issue grants priority to “[a]
n open-end mortgage as defined 
in 42 Pa.C.S. 8143(f) (relating to 
open-end mortgages), the proceeds 
of which are used to pay al l  or part 
of the costs of completing erection, 
construction, alteration or repair of 
the mortgaged premises secured by 
the open-end mortgage.” The par-
ties stipulated that portions of the 
proceeds of the open-end mortgage 
were used to pay for tax claims, 
closing costs, satisfaction of an ex-
ist ing mortgage and to satisfy other 
judgments and l iens. 
Though both parties agreed that 
certain money spent did not go 
towards “completing erection, con-
struction, alteration or repair,” the 
Lender argued that because Section 
8143(f) also contained the definit ion 
of the word “indebtedness,” that 
paying for expenses included within 
that definit ion should be permis-
sible. This posit ion was supported 
by the argument that the definit ion 
of “open-end mortgage” including 
the word indebtedness and, there-
fore, the definit ion of indebtedness 
should be considered. The Superior 
Court disagreed and held that be-
cause indebtedness was not specif i-
cal ly referenced by the legislature, 
it could not be considered. As such, 
the Superior Court held that be-
cause not every dollar of the open-
end mortgage went to “completing 
erection, construction, alteration or 
repair of the mortgaged premises 
secured by the open-end mortgage,” 
the Contractor had priority over the 
open-end mortgage.

While there are sti l l  open and 
remaining issues relating to the 
Amendments and the applicabil ity of 
Section 1508(c), this holding makes 
clear that paying certain costs at the 
time of closing that would otherwise 
be properly included in an open-
end mortgage, such as those costs 
described in Kessler, removes the 

open-ended mortgage from the pro-
tected class. Moreover, in an unre-
lated matter, an argument has been 
made that Kessler also prevents the 
payments of soft costs related to 
construction. Though this issue is 
not addressed directly by Kessler 
and strong arguments favor inclu-
sion of these costs, based on the 
holding in that matter, it is unclear 
whether the Court wil l  deem these 
costs permissible. Unless the deci-
sion in Kessler is reversed through a 
rehearing en banc or by the PA Su-
preme Court, this is the law in Penn-
sylvania. Accordingly, it is important 
for al l  Pennsylvania lenders to imme-
diately examine their outstanding 
open-end mortgages and determine 
whether they are at r isk.

Going forward, Lenders entering 
into a project wil l  have two choices. 
First, they can ensure that the open-
end mortgages pays for nothing 
other than the costs al lowed by the 
Mechanic’s Lien Law as Amended. 
This may be diff icult because, inher-
ently, an open-end mortgage al lows 
for many other costs to be covered. 
Second, and though costly, a Lender 
may be forced to essential ly shut 
down a project, pay off al l  of the 
contractors, remove al l  equipment 
from the project site, close the new 
loan, and then start a new second 
project after the mortgage has been 
recorded. Although diff icult, due to 
the strict requirements imposed by 
the recent Superior Court opinion, 
this may be the safest alternative. 

This decision also has significant 
ramifications for the tit le insurance 
industry. After Kessler, it is now a 
risk to insure any construction loan 
that pays for costs other than those 
that are pure hard construction 
costs. It is clear that after Kessler, 
open-end mortgages that cover 
acquisit ion costs cannot be insured 
without exception for mechanic l ien 
claims. The recent Superior Court 
opinion also puts into questions 
whether loans that pay for soft 
construction costs would be granted 

priority over mechanic l ien claims. 
Unti l  this issue is resolved, insuring 
these types of loans without excep-
tions for mechanic l iens comes with 
a substantial r isk.
Though cast as an opinion on statu-
tory interpretation, this recent opin-
ion seemingly f l ies in the face of 
Pennsylvania lending practices and 
leads to more questions than it does 
answers. Due to the amount of dol-
lars that are often involved in these 
types of transactions, this opinion 
should be immediately contemplated 
and analyzed by this Common-
wealth’s lending institutions.

1   See purpose as stated in corre-
spondence from Lou Bacchi, Direc-
tor of Governmental Affairs for the 
Pennsylvania Builders Association to 
Representative George Kenney, a bi l l 
sponsor, dated June 26, 2006.

Brant Mil ler, Dave Ziegler and Chris 
Lovato are attorneys in the real 
estate and construction practice at 
Dickie McCamey Chilcote. 

Editor’s note: The Pennsylvania leg-
islature is considering major changes 
to the Mechanics Lien Law of 2007. 
NAIOP Pittsburgh was one of a num-
ber of industry associations advo-
cating changes to provide owner’s 
notice of subcontractors and sup-
pliers working on a project, as well 
as several other revisions. House Bil l 
16202 passed March 27 by a margin 
of 190-6. The bil l  wil l  now be con-
sidered by the Senate .  dp 
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