Dispute Resolution

Resolving Financial Crisis Claims

Through Mediation

By Joseph T. McLaughlin

Mediation, which is voluntary, can be used
to resolve complex disputes involving multiple

financial institutions.

likely be with us for at least five years—the

typical life cycle of litigation and systemic
bankruptcies. No one method of resolving disputes
among financial institutions will eliminate the
litigation overhang, but prudent use of mediation
can—and has—resolved financial crisis disputes
quickly, efficiently and fairly.

In the wake of the financial crisis, the likely liti-
gants are institutional parties with potential claims
against a multitude of industry participants.!
Potential litigants include originators, sponsors,
sellers, underwriters, institutions and hedge funds,
among others.

There are complicated agreements by and be-
tween institutional players at every level/tranche
of the claim extending from the borrowers (typi-
cally individuals) on the original debt instruments
(typically residential mortgages) through the in-
stitutional players described above.? Claims may
include the following:

m Against originators for breach of contract, unjust
enrichment or fraud /negligent misrepresentation

m Against sponsors (which may also be origi-
nators) for breach of contract and to enforce
repurchase agreements for loans in breach of
representations, warranties and covenants and
for loans that went into early default

m By insurers for fraud, negligent misrepresenta-
tion, rescission and/or declaratory judgment
regarding scope of policy

m By certificate holders for fraud, negligent misrepre-
sentation and breach of repurchase agreements

m Against trustees for breach of contract, breach of
duty to avoid conflicts of interest, breach of duty
to perform ministered, nondiscretionary tasks

The aftermath of the current financial crisis will
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m Against trustees by certificate holders for failure
to distribute properly principal and interest, fail-
ure to enforce repurchase agreements, failure to
pursue insurance claims or guarantees

m Against credit default swap counterparties or
insurers for breach of contract

m Against servicers by trustees, certificate hold-
ers and insurers for breach of duty under
relevant agreements

m Against underwriters and issuers by certificate
holders for breach of contract, fraud and federal
securities laws violation

m Against credit rating agencies by certificate hold-
ers for breach of contract and fraud with respect
to connection between agencies’ fee structure
and assignment of investment-grade ratings to
subprime mortgage-backed securities, collater-
alized debt obligations (CDOs) and structured
investment vehicles

In 2008, 576 credit crisis/subprime mortgage-relat-
ed cases were filed, an almost 100-percent increase in
the number of cases filed in 2007. About half of those
cases are before courts in New York and California.
Of the 866 credit crisis/subprime mortgage-related
cases filed since January 2007, 69 percent are active;
that is, approximately 31 percent of cases have been
resolved or dismissed.

Complications of Litigation

There are significant variations in the length of
time required to pursue a claim in the federal
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courts and in the 50 separate state courts. These
differences should be carefully considered before
pursuing litigation.

As of September 30, 2008 (the most recent statistical
information available), the average disposition time
of a civil action commenced in a U.S. district court
through the completion of any appeal to the circuit
courts was 32.7 months.* For the same time period,
cases litigated through trial before U.S. district
courts, without taking into account time for appeals,
were disposed of on an average of 32.9 months from
date of filing.* Civil litigation in state court varies
depending upon the method by which the case is
decided. Cases tried by a jury took, on average, 26.1
months from filing to disposition, while bench trials
were disposed of in an average of 20.3 months.*

Frequently, when funds are insufficient to make
payments to the different tranches of debt and the
equity, trustees will commence interpleader actions,
typically in a federal court. Interpleader actions are
governed by ER. Civ. P. 22, which “enables a person
or entity in possession of a tangible res or fund of
money (the ‘stakeholder’) to join in a single suit
two or more ‘claimants” asserting mutually exclu-
sive claims to that stake. The stakeholder institutes
interpleader, usually as an initial proceeding, by
filing a complaint and joining the claimants.”” For
example, Bank of New York (BONY), in its capacity
as indenture trustee, commenced an interpleader
action against private investors and the Federal De-
posit Insurance Corporation (FDIC), each of whom
had an interest in funds held by BONY in a trust
established by NextBank, N.A., created in connection
with a securitization transaction.

Every litigation presents the same issues of delay,
cost and publicity that draw the attention of share-
holders and regulators, and faces a 100-percent-win/
lose outcome.

Overview of Mediation

Is there a better way to resolve these disputes?
The short answer to that question is mediation,
a nonbinding alternative dispute resolution
procedure where parties meet with a mutually
selected mediator or neutral to reach agreement
in lieu of litigation.®

Mediation services in the United States are provid-
ed principally by JAMS and CPR. Mediators can be
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selected from JAMS Panels (www.jamsadr.com); CPR
International Institute for Dispute Resolution Panel
of Distinguished Neutrals (www.cpradr.org); or from
the American Arbitration Association (AAA), which
maintains a roster of approximately 8,000 neutrals,
each with at least eight to 10 years’ experience in
their respective fields.’

When selecting a mediator, ask: Who do you want
your mediator to be? A person with extensive media-
tion process expertise? Or a person with financial
services and/or credit markets expertise? Ideally, the
mediator would possess both, but which qualifica-
tion, if any, do you want to specify in writing in a
mediation clause? Given the complexity of the docu-
ments constituting the various agreements between
and among multiple parties, requiring the mediator
to be a lawyer is a given.

Mediation is voluntary: Parties are required to
agree in writing, whether prior to the dispute or, if
no prior written agreement exists, through a writ-
ten “submission to mediation.”'* Very generally, the
mediation process starts with a joint discussion of
the case and is followed by the mediator working
closely with the parties, either separately or as
a group, to resolve the case." Approximately 85
percent of commercial matters submitted to me-
diation result in a written settlement agreement."
This is a reflection of the parties” willingness to
consider an alternative to litigation and the skill
of the mediator.

Mediation conferences can be scheduled quickly,
with some cases taking mere hours to resolve."” Of
course, how long it takes to resolve the dispute
depends on the facts of the case, as well as on the
willingness of the parties to work together to reach
an amicable solution. Credit crisis mediations will
likely require two or more mediation sessions, as
well as serious preparation time for all involved.

The mediator acts as facilitator—and sometimes
as a challenger to the preconceived notions of each
side—working to prevent any new disagreements
and guiding the parties to an acceptable solution that
does not result in either side achieving a 100-percent
“victory” as that term is used in the context of litiga-
tion. Because the mediation process is voluntary and
nonbinding, absent agreement to bring the relevant
players with separate contracts into the room, is
there another way these disputes can be resolved
without litigation?'*
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Exhibit 1. Mortgage Loan Securitizations/Participants

Cash Certificates Loans
- -— Sponsors/ -—
Investors Underwriters Sellers/ Originators
— —— | Originators | —————*
Certificates Deutsche Bank Cash Lehman Brothers Cash BNC Mortgage
Greenwich IndyMac Bank First Franklin
Bank of America Washingfon Mutual Bank People’s Choice
Credit Suisse Lenders Direct
Morgan Stanley First NLC Financial
Lehman Brothers Home Loan Corp
Goldman qT Group
Certificates Loans Lion
Depositors
(bankruptcy remote special purpose
entity that is subsidiary of sponsor)
Trustees Servicers
Wachovia Bank Citibank Certificates Loans Aurora National City
Deulsche Bank Wells Fargo QOption One IndyMac Bank
U.S. Bank LaSalle Bank JPMorgan Washington Mufual
Bank of New York Wells Fargo
PMI I Securitization Certificate
nsurers
Trust Insurers
MGIC XL MBIA
Radian FSA FGIC
FMI
Swap/Cap Credit Risk
Providers Managers
WestLB Bear Stearns Clayfon_
Bank of America Deutsche Bank OfficeTiger
Swiss Re Bank of New York
Credit Suisse ABN AMRO

Example: Mediation
in Practice

Disputes that arise from the credit crisis are particu-
larly complex, primarily due to the large number of
parties involved and the requirement that, in some
cases, the parties cannot enter an agreement without
the approval of a third party (Exhibit 1). The example
below shows how, in mediation, the parties can craft
elements of an agreement resolving a dispute between
an underwriter and an insurer related to a CDO.

A bank underwriter sought to recover payments
allegedly owed to it by an insurer in connection
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with a credit default swap entered into by the CDO
investment vehicle as issuer and underwritten by
the underwriter and a wholly owned subsidiary of
the insurer. The credit default swap constituted part
of the security for the CDO liabilities and served as
a credit enhancement mechanism.

It became apparent that the CDO investment
vehicle would owe the underwriter certain pay-
ments based on the credit default swap. Several
questions then arose, the principal one being
whether the insurer, as an affiliate of the credit de-
fault swap counterparty, owed any money to the
CDO investment vehicle or whether the insurer
owed any money to the underwriter. Importantly,
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the insurer argued that the transaction documents
limited the amount owed to a contractually speci-
fied cap. The underwriter sought the full amount
it believed it was owed, without the application
of any cap.

The parties agreed to mediate the dispute. Both
submitted written initial statements and responses,
which were considered by the mediator. At the
close of the mediation, the underwriter agreed in a
memorandum of understanding (MOU) to accepta
percentage of the total amount allegedly owed by
the insurer and, in fact, less than the threshold set
forth in the transaction documents. This was driven
by the impact the credit crisis had on the value of
the collateral supporting the CDO liabilities. The
funds paid were proportionate to the liquidation
value of the supporting assets. Notably, liquidation
of the CDO investment vehicle could not take place
without the consent of the trustee. In disputes based
on the securitization of subprime mortgage loans,
it is often not enough to structure an agreement
between a few parties in the transaction chain.
Rather, it will likely be the case that a third party
(for example, a trustee) must agree to the terms of
the settlement before it can take effect.

The underwriter agreed further to release all
claims against the insurer upon the receipt of pay-
ment. The MOU also required the insurer to attempt
to settle related interpleader litigation pending in
federal court, with a provision that the underwriter
would substitute itself for the insurer in the litigation
under certain circumstances. To that end, the MOU
provided that the underwriter would indemnify
the insurer for all legal fees incurred in connection
with the pending litigation. The insurer could not
settle that litigation without first obtaining the un-
derwriter’s permission.

To the extent the parties have difficulty drafting
a complete agreement embodying the agreed-upon
terms of an MOU, the MOU provides that the media-
tor is available to assist the parties.

Mediation Can
Accommodate
Complex Situations

Disputes among financial industries players result-
ing from the virtually unprecedented turmoil in the
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financial markets share characteristics that can be
accommodated in mediation:
m Highly complex documentation
m Very large devalued asset pools
m Multiple parties including virtually every type
of financial institution
m Relatively clear law applicable to often ambigu-
ous contracts
m Need to quantify and limit corporate life-threat-
ening contingent liabilities
In mediation, the parties, with help from a skillful
mediator, can fashion a solution taking into account
these characteristics.
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