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THE LEGAL FALLOUT FROM THE SUBPRIME
CRisIS

ROBERT S. FRIEDMAN AND ERIC R. WILSON

The authors examine the relationships involved in the subprime mortgage
industry and explore how they may play out in court.

highly publicized freefall brought on by many factors, including ris-

ing interest rates, an inverted yield curve and, in many parts of the
country, significant declines in home prices.' This has resulted in a perilous
perfect storm of higher defaults. Wall Street has been driving much of the
tremendous growth of the sector, particularly in structuring the securitiza-
tions of portfolios of subprime mortgage loans.> It is therefore not surpris-
ing, given the size of the sector and the dramatic changes in the market real-
ities, that the impacts will occur on Main Street and on Wall Street. The
next stop will no doubt in many instances be the courthouse, as judges are
asked to unwind the myriad relationships involved in the subprime industry.
This article examines these relationships and explores how they may play out
in court. While we expect that the plaintiff’s class action bar will be active
in pursuing consumer claims,’ we concentrate here on the relationships that
occur after the origination of the consumer loans. Because several subprime

T he $650 billion “subprime” mortgage market has experienced a

Robert S. Friedman is a partner in the Litigation Group and Eric R. Wilson is a
partner in the Bankruptcy and Restructuring Group of Kelley Drye & Warren LLP.
The authors can be reached at rfriedman@kelleydrye.com and ewilson@kel-
leydrye.com, respectively. Damon Suden, Robert L. LeHane, and Stephanie Kim,
associates at Kelley Drye & Warren LLP, contributed to this article.
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originators have filed for bankruptcy or will do so in the future, bankruptcy
judges may play a significant role in making law in this area. Because of this,
we address special bankruptcy considerations that practitioners and industry
professionals should be aware of.

The place to start in discussing the legal fallout is to follow the money
path. A subprime originator typically has four major ways it comes up with
the liquidity in order to fund new originations:

(1) revolving credit lines from “warehouse lenders” secured by the mort-
g y
gages and subject to repurchase obligations;

(2) whole loan sales, generally with a repurchase obligation for early pay-
ment defaults (“EPDs”);

(3) securitizations in which a special purpose entity (“SPE”), usually a trust,
P purp ty y
purchases a pool of loans with funds raised from the certificate holders
in the trust; and

(4) loan servicing.

In addition, some originators have issued corporate debt, in certain cases
secured by residual interests that the originator takes in the securitization
trusts.

The complicated and varied relationships are giving rise to claims
sounding in both contract and tort.* In addition, lenders, purchasers, and
bankruptcy trustees or creditors’ committees may assert competing claims to
a finite pool of assets, which often has been highly leveraged. If market fac-
tors continue on their current course, we expect these disputes to increase
dramatically.

THE LITIGATION FALLOUT

A prime area for litigation concerns originators” repurchase obligations
contained in the agreements between subprime originators and their ware-
house lenders or whole loan purchasers. As subprime lenders experience the
ripple effects of borrower defaults, those repurchase obligations may be trig-
gered. Financial institutions that purchase mortgages and provide funding
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to mortgage lenders have recently been attempting to invoke these repur-
chase clauses to offload defaulting mortgages. Subprime lenders are now
being faced with demands to repurchase mortgages as a result of early pay-
ment defaults by the underlying borrowers or based on alleged violations of
representations and warranties in connection with the sale of the loans.

One recent lawsuit by a purchaser against an originator is illustrative.
On March 27, 2007, American Home Mortgage Corporation filed a lawsuit
against Agency Mortgage Corporation in the United States District Court
for the Southern District of New York.” American Home had purchased sev-
eral mortgages from Agency pursuant to contracts which included certain
“Representations and Warranties” including the warranty that the mortgage
loan and documentation did not “contain any fraudulent statement or mis-
statement or omission of material fact,” that the mortgage was “originated in
a manner consistent with prudent mortgage banking practices,” and that the
originator was not aware of any information which could be “reasonably
expected to cause institutional investors to regard the Mortgage Loan as an
unacceptable investment, cause the Mortgage Loan to become delinquent or
materially adversely affect the value or marketability of the Mortgage Loan.”

The contract also contained a “Repurchase Obligation” clause. That
clause, common to these types of contracts, provided:

[Agency] agrees to repurchase on [American Home’s] demand, any
Mortgage Loans subject to this Agreement upon the terms and condi-
tions hereinafter set forth in the event that: (a) any ... breach of war-
ranty contained herein or other material breach of this Agreement, is
discovered by [American Home] ...; provided that the effect of such ...
breach is to materially and adversely affect the market value or salabili-
ty in the secondary market of such Mortgage Loan.

After purchasing the mortgages, American Home allegedly discovered a
host of problems which, in its view, violated the representations and war-
ranties. Specifically, American Home claims it discovered, among other
things, that the borrowers made misrepresentations concerning marital sta-
tus, employment, income, and assets. These misrepresentations allegedly
breached the representations and warranties and triggered Agency’s repur-
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chase obligation. When Agency refused to repurchase the mortgages,
American Home sued for breach of contract.

In addition, American Home alleged that Agency refused to repurchase
the mortgages due to insolvency which was brought about by the transfer of
funds to Agency’s principals. Thus, American Home also sued two of
Agency’s shareholders and principals to recover the alleged fraudulently
transferred funds.

Similarly, DL] Mortgage Capital has filed several actions against various
mortgage bankers in the Southern District of New York for failure to com-
ply with their repurchase obligations. The complaints allege claims for
more than $30 million for breach of contract and unjust enrichment and
seek to have the defendants indemnify DL] for its legal fees pursuant to the
purchase agreements.

As these examples demonstrate, litigation between purchasers and orig-
inators will depend a great deal on the terms of the contracts by which the
mortgages are purchased. Breach of contract actions are likely to depend on
the representations and warranties and the repurchase obligations of the
originators. Officers, directors, and controlling shareholders of originators
may also find themselves facing claims.

In addition to contract actions against originators, tort actions may also be
possible. Claims for fraud, fraudulent inducement, and negligent misrepre-
sentation may arise if financial institutions which purchase mortgages allege,
as American Home did, that the originators failed to adequately investigate the
borrowers and/or made misrepresentations concerning the mortgages.

A recent California case demonstrates the expanding theories of liability
and the potential for litigation against originators, loan purchasers, or ware-
house lenders. In In re First Alliance Mortg. Co., a class of borrowers sued not
only the originator of the mortgages (First Alliance), but also the warehouse
lender (Lehman) which underwrote the mortgages and provided the lender
with a revolving line of credit to fund new mortgages.” A jury verdict, upheld
on appeal, found Lehman liable for aiding and abetting the originator’s fraud:

Among other evidence in the record, the Borrowers highlighted the facts

that throughout its investigations into First Alliance, Lehman received
reports that detailed the fraudulent practices in which First Alliance was
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engaged, and that in one report, a Lehman officer noted his concern that
if First Alliance “does not change its business practices, it will not sur-
vive scrutiny.” That same evaluation recounted that First Alliance “does
not have the clear-cut defenses that the management believes” and that
“at the very least, this is a violation of the spirit of the Truth in Lending
Act.” It was not unreasonable for the jury to rely upon these evaluations
in concluding that Lehman had actual knowledge of First Alliance’s
fraudulent loan origination procedures.®

Moreover, the jury found that Lehman substantially assisted the fraud
because “Lehman satisfied all of First Alliance’s financing needs and, after
other investment banks stopped doing business with First Alliance, kept
First Alliance in business, knowing that its financial difficulties stemmed
directly and indirectly from litigation over its dubious lending practices.™

Underwriters of the securities issued by the securitization SPEs may also
face lawsuits from holders of such securities. Most of the trusts are struc-
tured with varying risk profiles, often ranging from AAA to BBB, as well as
residual interests (equity in the securitization SPE). Depending on a variety
of factors, including, for example, default rates, prepayment speeds, interest
rate trends, and collateralization ratios, the ripple effect may cause the SPE
to only be able to satisfy certain obligations toward the top of the “waterfall,”
thereby being unable to satisfy obligations to certain holders. In these situ-
ations, the underwriters may find themselves targets of bondholder suits.
Alleged misrepresentations in offering memoranda, registration statements,
prospectuses, and other documents concerning the quality of the underlying
mortgages or the diligence of the originators, lenders, or underwriters may
be the basis of claims.

These types of suits, of course, will face hurdles. For example, a review
of a prospectus from September 2002 in connection with the issuance of
Mortgage Pass-Through Certificates in a New Century securitization, reveals
a lengthy discussion of the various risks to investors, including the fact that
there are less stringent underwriting standards for subprime mortgages
which may lead to more frequent defaults, that many subprime mortgages
require large balloon payments at maturity which may create a greater risk
of default, that prepayments on the underlying mortgages may lead to short-
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falls in the distribution of interest, that the bankruptcy of the originator may
adversely affect investors, that violation of federal, state and local laws may
result in losses on the mortgage loans, and that the originators may not be
able to repurchase defective mortgages.'® Whether these types of disclosures
are sufficient to protect underwriters from lawsuits by their own investors
remains to be seen.

BANKRUPTCY CONSIDERATIONS

The declining subprime market and the collapse of the financing struc-
tures outlined above have led several subprime mortgage originators to file for
bankruptcy protection. In November 2006, Ownit Mortgage Solutions
defaulted on its warehouse credit facility with JP Morgan Chase and Merrill
Lynch demanded that Ownit repurchase a large number of underperforming
loans based on missed payments by the underlying borrowers."! Within weeks,
Ownit filed Chapter 11 in the Central District of California. Since then, the
termination of funding and the dramatic increase in repurchase demands by
warehouse lenders and loan purchasers, has resulted in severe liquidity crunch-
es for a number of originators, leading to bankruptcy filings by some of the
industry’s biggest players, including Mortgage Lenders Network, ResMAE
Mortgage Corp., People’s Choice, and New Century, once the second largest
subprime loan originator in the country. With so many subprime originators
in bankruptcy, many of the legal issues confronting the industry may play out
in the bankruptcy theater. Accordingly, it is important for practitioners and
industry professionals to be aware of certain bankruptcy principles.

Bankruptcy provides the loan originator an opportunity to restructure
its debts and reorganize its business or to liquidate its assets. In the cases
noted above, the originators have used bankruptcy to sell or begin the
process of selling some or all of their assets. The marketable assets typically
consist of the loan portfolio, loan origination and servicing businesses, and
residual interests in loans sold for securitization. For example, ResMAE sold
substantially all of its assets as a going concern to Citadel Investment Group
LLC. Citadel paid approximately $157.6 million for ResMAE'’s loan port-
folio and approximately $20 million for its loan origination platform."
Subject to higher bids, New Century has agreed to sell certain residual inter-
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ests and whole loans to Greenwich Capital for $47.3 million and its loan ser-
vicing business to Carrington Capital Management LLC for $133 million.
New Century currently is seeking bidders for its loan origination platform."

From a creditor’s perspective, the bankruptcy filing operates as a stay
applicable to all entities of the commencement or continuation of litigation
against the debtor, any act to obtain possession of the debtor’s property, and
the enforcement of a claim against the debtor or property of the bankrupt-
cy estate." Unless excluded from the automatic stay, litigation outside of the
bankruptcy court against the bankrupt originator, including lawsuits by
warehouse lenders, whole loan purchasers and other investors, requires a
bankruptcy court order. Relief from the stay is available only in limited cir-
cumstances,'® and the majority of claims will likely be resolved by the bank-
ruptcy court through the claims reconciliation process.'®

As a result of recent amendments to the Bankruptcy Code, warehouse
lenders’ rights to set off amounts owed by originators against loans pledged
as collateral to secure the originator’s repurchase obligations in most cases are
exempt from the stay.” The exemption permits warehouse lenders to sell the
loans to satisfy the originator’s obligations under its repurchase agreements
without regard to the bankruptcy filing. As a practical matter, the exemp-
tion deprives the originator of the opportunity to use what is often its most
significant asset, if already pledged as is often the case, to reorganize its busi-
ness. The originator is left with underperforming loans, loan servicing and
origination platforms, and any residual interests in sold loans. Because the
revenue that may be realized from these assets is often insufficient to fund a
reorganization, the company is forced to liquidate, particularly in instances
where the company does not have a diversified portfolio (beyond subprime).

While the majority of claims against originators will be resolved through
the claims process, certain creditors, including warehouse lenders and loan
purchasers, may seek to resolve disputes through adversary proceedings filed
in the bankruptcy court. An adversary proceeding is a lawsuit related to the
bankruptcy case that is not subject to the automatic stay. Actions that may
be brought by an adversary proceeding include actions to recover money or
property, to determine the validity, priority, or extent of a lien, and to obtain
injunctive or equitable relief.

For example, in the New Century case, UBS Real Estate Securities, Inc.,
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filed an adversary proceeding against New Century in bankruptcy court in
Delaware alleging that New Century misappropriated funds belonging to
UBS."* UBS purchased loans from New Century pursuant to an agreement
whereby New Century serviced the loans and agreed to repurchase those
loans at a later date.” As the servicer, New Century was obligated to collect
and deposit mortgage and escrow payments from borrowers and hold the
payments in trust accounts for the benefit of UBS.** According to UBS, as
of March 2007, the trust accounts were short by approximately $3.8 million,
and New Century had failed to account for an additional $1.7 million in
escrow payments.” UBS is suing New Century for breach of contract, con-
version, and breach of fiduciary duty.

Alaska Seaboard Partners L.P. has also filed an adversary proceeding
against New Century seeking to recover approximately $500,000 in pro-
ceeds of purchased loans.* According to Alaska Seaboard, New Century ser-
viced the purchased loans from the closing date of the sale until March
2007.% Thereafter, New Century allegedly failed to turn over the loan pro-
ceeds, the loan documentation, and various related escrowed funds.* Alaska
Seaboard contends that it is unable to service the loans without the docu-
mentation.”> Moreover, because the loans were sold, Alaska Seaboard asserts
that the loan proceeds are not property of New Century’s bankruptcy estate.

The originator may also bring adversary proceedings for bankruptcy
specific causes of action, including actions to avoid and recover preferential
and fraudulent transfers and improper setoffs.” Generally, avoidance actions
allow the debror to recover preferential transfers made in the 90 days (one
year for insiders) prior to the bankruptcy filing and fraudulent transfers
made several years prior to the filing depending on applicable state law.”
Debtors also have the ability to avoid setoffs taken by creditors in the 90 days
prior to the bankruptcy filing that allow a creditor to improve its position
vis-a-vis the debtor.® However, there are exclusions from liability under
these provisions for settlement payments made and setoffs taken pursuant to
repurchase agreements unless the settlement payments are made with the
actual intent to defraud.” These exclusions will significantly reduce litiga-
tion by originators against warehouse lenders and loan purchasers arising
from the parties’ pre-bankruptcy transactions.

To maximize recovery and minimize exposure in bankruptcy, creditors of
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originators should consider participating in the creditors’ committee. The
committee is a group of five to seven of the debtor’s largest unsecured creditors
charged with maximizing the distribution to all unsecured creditors. The
committee selects professionals to perform services and investigates the
debtor’s pre-bankruptcy conduct and ongoing business operations.
Committee participation provides many advantages, including access to criti-
cal financial and operational information. In many cases, the committee will
take the lead role in prosecuting causes of action belonging to the debtor.

In ResMAE, for example, the committee is investigating whether a surge
in Merrill Lynch’s repurchase demands in late 2006, which totaled $308 mil-
lion, form the basis for a lawsuit.”® According to ResMAE, the borrowers
were required to make the first one or two payments under the loan follow-
ing the sale. If the borrower failed to make the required payments, an early
payment default was deemed to occur potentially giving rise to ResMAE’s
repurchase obligation. If, however, the loan purchaser failed to make a
repurchase demand within a specified time period, ResMAE’s repurchase
obligation expired. Whether creditors’ committees will pursue such claims,
and how the actions will play out, is yet to be determined.

For creditors of bankrupt originators, it may be months or even years
before disputes are resolved and distributions are made. Under the amend-
ed Bankruptcy Code, a company has 120 days from the date of the bank-
ruptey filing, which a court may extend for up 18 months, to file a plan.”!
There is a two-year statute of limitations running from the date of the filing
to commence avoidance actions.”

Distributions typically are not made until after a plan has been con-
firmed by the bankruptcy court and such actions have been resolved.

CONCLUSION

As the subprime market continues to see a marked rise in defaults by
underlying borrowers, the financial, and therefore, legal fallout is likely to
reach far and wide. Originators, warehouse lenders, loan purchasers, under-
writers and their officers and directors are well-advised to re-double their
efforts to maintain tight procedures and risk management controls.
Unfortunately, regardless of the controls, with the increasing number of

428



THE LEGAL FALLOUT FROM THE SUBPRIME CRISIS

bankruptcies and the never-ending quest by plaintiff’s lawyers for deep
pockets, all participants are potential targets.
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