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1. Qualifications
I am Sterling Professor of Law and Professor of Management at Yale University. I have
taught and written in the fields of Contracts, Commercial Law (including secured transactions),
corporate finance and Bankruptcy for over thirty years. In addition to my numerous articles in
these fields, I have published three casebooks, including a negotiable instruments casebook
that is in its second edition, and a Contracts Reader, now being updated, for Oxford University
Press. I have chaired the Section on Contracts of the Association of American Law Schools, and
I am widely regarded as an authority in my primary fields. I have been identified, by Heinline
Online, as one of the fifty most cited law professors (in law reviews) of all time; and by the
Institute of Scientific Research as in the top one half of the top one percent of social scientists
worldwide in total citations. I have been President of the American Law and Economics
Association and the Editor of the Journal of Law, Economics and Organization, and I am
currently a member of the American Academy of Arts and Sciences. In addition to my academic
pursuits, I have served on the boards of publically traded companies for more than twenty
years. My CV, which contains a complete bibliography, is appended to this Statement as Exhibit

A.
2. New York Standards for Contract Interpretation!
The general New York contract interpretation rules are simple to state. The New York
courts enforce contracts as written, giving effect to all of their terms. For example,
Thus, a written agreement that is complete, clear and unambiguous
on its face must be enforced according to the plain meaning of its
terms. [citations] Extrinsic evidence of the parties' intent may be
considered only if the agreement is ambiguous, which is
an issue of law for the court to decide. [citations]
Greenfield, et al v. Philles Records, Inc. et ai, 91 N.Y. 2d 562, 569, 720 N.E.2D 166 (2002). To the

same effect, see, e.g., M & R Rockway, LLC v. SK Rockaway Real Estate Company, IIc, 74 A.D. 3S

759 (2d Dept. 2010). In addition,

1

The PSAs are governed by New York law.
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An interpretation that gives effect to all of the terms of an agreement
is preferable to one that ignores the terms or accords them an
unreasonable interpretation.
st

Ruttenberg v. Davidge Data Sys. Corp., 215 A.D. 3S 191, 196,626 N.Y.S. 2d 174 (1 Dept. 1995).

In the words of the Court of Appeals, "A court should not adopt an interpretation which will
operate to leave a provision of a contract without force and effect.", Carhill Corp. v. S.D. Plants,
Inc., 9 N.Y. 2d 595, 599, 217 N.V.S. 2d 174 (1961). See also, e.g., Acme Supply Co., LTD V. City Of
st

New York, 39 A.D. 3d 331 (1 Dept. 2007).

3. Analysis of Trustees' Four Questions
3.1: Question 1: For the 'JPMORGAN Trusts identified in Exhibit A to the proposed
settlement agreement under what circumstances can the trustees·bring a claim for loan
repurchase against JPMC rather than against the loan originator(s)? Answer: The Agreements

require the "Seller" -JPMC - either to repurchase loans in its own capacity or to repurchase
loans when the Originator is primarily obligated to repurchase but does not. The Trustee can
bring a claim for loan repurchase against JPMC in either capacity: as primary obligor or as
guarantor of the relevant Originator's obligations.

2

Basic Considerations
1. The trustees can bring a claim for loan repurchase against a party that failed to cure a
defect in particular loan documents or that failed to cure a breach of warranty. The answer to
this question will focus on warranties for convenience.

3

A warranty performs two functions.

First, because the seller is liable for breach, the seller has an incentive to invest in product
quality. Second, the warranty is an insurance policy: the buyer is entitled to recover the
difference between the value of the warranted product and the value of the delivered product.
2. Loan quality is a function of the probability that the original obligor will repay and the
value of the security if the obligor defaults. Neither the seller nor the depositor can directly
observe loan quality, as defined: only the originating bank that took the mortgage can. The
seller or depositor, however, can assess the quality of the originating banks from whom they
purchase loans, and can observe a sample of loans. Thus, holding any of these parties liable

2 The Pooling and Servicing Agreements I have contain three separate repurchase clauses. My answer is based on
those three terms. The general contract interpretation principles cited above apply to guarantee contracts. See
Buffalo Slag Co., Inc. v. H.D. Const. Co., 94 Misc. 2d 212, 404 N. Y.S. 2d 292 (1978).
3 The issues regarding documents are essentially the same.
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when loan quality is poor can have good incentive effects: that is, it can reduce the likelihood of
low quality loans.
3. Originators, who are closest to the borrowers, make substantial warranties to
subsequent purchasers. These warranties relate directly to loan quality. For example,
originators warrant that there are appraisals and that they were conducted according to
industry standards, that the loan to value ratios are correct, that the loans were originated in
accordance with the originator's underwriting criteria; and that those criteria are at least as
stringent as those advertised in the Prospectus to sell the loans.
4. Sellers are more removed from the original loans than originators are. Hence,
warranties that sellers make to trustees primarily perform an insurance function. Because the
sellers choose the originators, a seller warranty does create an incentive for the seller to choose
reliable originators. The main commercial role seller warranties play, however, is to insure
investors against default. A seller can play this role only if investors believe that it has the
resources to stand behind the guarantees that the warranties instantiate. Hence, the sellers
tend to be larger, richer and better able to perform on a guaranty than the typical originator.
5. This reasoning has two implications. First, Pooling and Servicing Agreements (PSAs)
will contain substantial seller warranties. Second, courts probably will read PSAs to permit
trustees to sue sellers on those warranties whenever the contract language permits. The
interpretive presumption, that is, favors seller liability.
6. Before reaching the Agreements, I note that the contract remedy - repurchaseessentially enacts the standard commercial law remedy for breach of a warranty. The Purchase
Price is defined as "100% of the unpaid principal balance of the Mortgage Loan on the date of
such purchase", which is the value the loan likely would have had if it was in compliance with
the accompanying warranties. The relevant Trust thus exchanges a loan of delivered, and
flawed, quality for cash equivalent to the value of a good loan, and so realizes the difference.
The Agreements

4

7. Some PSAs require the seller to cure warranty breaches and to repurchase uncured
loans; an originator is not mentioned. s Denote these Set I PSAs. The trustees obviously can
bring a claim for loan repurchase against JPMC under these agreements because it is the named
party. Other PSAs, denoted Set II, require the Originator to cure its warranty breaches and to
repurchase uncured loans. If the Originator fails to repurchase a Mortgage Loan, "the seller
contract summaries I used to write this Report are listed in Exhibit B. The Report sometimes quotes contract
language. On occasion, the contracts express the same idea in different language. In these cases, the Report does
not quote but rather summarizes the relevant terms' essence.
S E.g., BALTA 2005-1

4 The
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shall do so." These PSAs go on to provide that if a "representation, warranty or covenant" "has
been breached by both the Originator" under its contracts and "the seller under this
Agreement", the Enforcing Party "shall first enforce the repurchase ... obligation of the
Originator under the related Agreement and then the seller under this Agreement.,,6
8. The set II PSAs thus require the Seller to guarantee the Originator's repurchase
obligations. Where just the Originator makes a warranty, the seller is only a guarantor. Where
the Seller itself makes a warranty, it is liable for breach but, under the PSAs, the Seller
commonly reiterates the Originator's warranties. For example, "the Seller hereby makes the
representations and warranties contained in Section 7.01 of the AmTrust Purchase Agreement
with respect to each of the AmTrust Mortgage Loans to and for the benefit of ... the Trustee
and the Trust Fund."] Though the Seller warrants, the Trustee is required first to go against the
Originator. Hence, the Seller is in essence a guarantor here as well.
9. The originators in the Set II PSAs are not affiliated with JPM, the Seller. Therefore, it
is possible for an Originator alone to make warranties. The Seller then is a "pure" guarantor.
Where the Seller also makes warranties, the Set II PSAs requires the Seller to continue in
essentially a guarantor role.

10. There is a commercial distinction between the Set I and Set II PSAs. In Set I
transactions, no originators are specified, which suggests that JPM is close to the underlying
transactions. Hence, holding it liable has good incentive effects. In Set II transactions, there are
no JPMoriginators; this suggests that JPM is far from the underlying transactions. Hence, JPM
functions best as a guarantor.
11. Under basic guarantee law, the beneficiary can sue the guarantor when the primary
obligor does not perform; the beneficiary need not make a formal demand on that obligor.

8

Hence, the Trustee, as beneficiary of the Seller's obligation to repurchase, can make a
repurchase claim against the Seller when the Originator defaults.

9

E.g., JPMAC 200s-FLOl (emphasis added)
Section 2.03(b)(i), J.P. Morgan Trust 2007-As.
S Chemical Bank v. Bruce G. Metzger, 93 N.V.20 296, 690 N.V.2d 296, 712 N.E. 2d 656 (1999) states (at 93 N.Y. 20
302-03): '~As this court stated half a century ago, 'a contract of suretyship does not depend on the use of technical
words, but upon a clear intent that one party as surety [is bound] to the second party as creditor to pay a debt
contracted by a third party, either immediately upon default of the third party or after attempts to effect collection
from the third party have failed,'" (emphasis added)
9 A guarantor's liability equals the liability of the principal debtor. See American Trading Co., Inc. v. Fish, 42 N.V.2d
st
20,396 N.V.S. 2d 617, 364 N.E. 2d 1309 (1977); Sweeters v. Hodges, 256 A.0.2d 185,693 N.V.S.2d 9 (1 Dept.
1998). Hence, the Seller as guarantor would have to repurchase a loan that the Originator was required to
repurchase but did not.
6

7
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12. The apparently more common, and certainly more complex, contract provision
mentions both sellers and originators. These Set III PSAs govern transactions in which there are
JPM originators and non-JPM originators. The issue is whether JPM's role changes when certain
of the originators are its affiliates.
13. Under the Set III PSAs, "if the Seller or related Originator, as applicable," fails to cure
a warranty breach, their cure obligations may be enforced against them, ""and then" 10, if the
Originator fails to cure, "the [cure obligation ofthe] Seller under this Agreement" is to be
enforced. Should a Mortgage Loan remained uncured, "the related Originator or the seller, as
the case may be, [is required to] repurchase that Mortgage Loan .... ,,11 The clause goes on to
provide, however, that "if the related Originator or the Seller, as applicable, shall have
commenced to cure", it shall be given a reasonable time to complete.
14. The important phrases are "as applicable" and "as the case may be". Beginning with
the first phrase, in general commercial law the seller is permitted to cure warranty breaches so
long as the "cured" product gives the buyer the benefit of his bargain. 12 Under these PSAs,
because there are Seller affiliated and non-seller affiliated Originators, it is possible for an
Originator alone to make a warranty. It apparently is not possible for the Seller alone to make a
warranty because, as said, the Seller in these contracts warrants by remaking the relevant
Originator's warranties. The phrase "as applicable" thus seeks out the party that has made a
warranty and requires that party to cure the breach. A party that has not made a warranty
cannot be required to cure.
15. The Originator always makes quality warranties, and the Originator is closer to the
underlying transaction. Hence, the "as applicable" phrase should be read to require the
Trustee first to enforce a cure obligation against the Originator. If the Originator cannot cure,
then "the Seller under this Agreement" is required to cure. The Seller's cure obligation cannot
come into play, however, unless the Seller breached the same warranty that the Originator
breached.
16. Turning to the repurchase obligation, in Set I PSAs, that govern when there are only
JPM originators, the Seller functions as the primary obligor; in Set II PSAS, that govern when
there apparently are no JPM originators, the Seller functions as a guarantor. The issue is the
Seller's function under Set III PSAs, that govern when there are both Seller and non-Seller
originators. The answer is to be found in the phrase "as the case may be". This phrase has

Some PSAs use the phrase "or" instead of "and then". Because both types of Agreement condition the Trustee's
power to enforce against the Seller on the Originator's failure to cure, this difference in wording seems not to
matter.
11 JPALT 200S-A2, but this clause is common.
12 See UCC §2-S08.
10
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meaning if the PSA requires the Seller to repurchase loans its affiliates have originated, and
requires the non-Seller Originators to repurchase the loans they have originated. The Seller,
that is, is the primary obligor for its loans for the reasons that make it the primary obligor under
Set I PSAs; the non-Seller originators are the primary obligors for their loans for the reasons
that make them primary obligors under Set II PSAs.
17. This leaves the question what the contracts require if an Originator does not
repurchase, as in the Set II PSA case. The contract language does not cover this case but the
basic considerations set out above imply that the Seller is a guarantor of such loans. Recall that
investors deal with the Seller, not the originators, and that investors rely on the Seller's ability
to protect them when they purchase. Thus, it was remarked above, the Agreements should be
read to require the Seller to warrant when the language permits. A warranty is a guarantee.
Hence, the only reasonable reading of the Set III Agreements that is consistent with their
words, and their lack of words, requires the Seller to guarantee loans that non-affiliated
originators are supposed to repurchase but do not.

18. To summarize, the Trustee can sue the Seller as primary obligor for failure to
repurchase loans when (a) the contract binds only the Seller (Set I); or (b) when originators
affiliated with the Seller have failed to repurchase loans they have failed to cure (Set III). The
Trustee can sue the Seller as secondary obligor when (a) the contracts expressly so provide (Set
II); or (b) a non-affiliated Originator has failed to repurchase a loan that it is required to cure
(Set III). The Trustee need not make a demand on an Originator to cure before claiming against
the Seller.
3.2: Question 2: To the extent that the Governing Agreements require a servicer to

repurchase loans that the servicer agrees to modify at the request of the relevant mortgagor,
does that repurchase obligation arise only where the modification was for a purpose other than
loss mitigation? Answer: The Servicer's repurchase obligation is restricted to loans that are
modified "in lieu of a refinancing". The Servicer can modify for other reasons, especially
including modifications that are meant to reduce losses, and need not repurchase loans so
modified.
Basic Considerations
1. Loans are modified in three circumstances: (a) the borrower defaults strategically in
order to force better terms; (b) interest rates have fallen so the borrower prefers to exit; (c) the
borrower's circumstances have changed such that the borrower cannot perform under the
existing terms. This Report focuses on the last two causes.
2. When interest rates fall, a lender would be indifferent between permitting the
borrower to exit and refinancing the loan, absent extraneous circumstances. The borrower
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cannot freely exit; she must repay the outstanding loan balance. The borrower exits because
she can refinance that balance more cheaply elsewhere. The lender can keep the loan by
refinancing. It cannot refinance at an above market rate, however, because the borrower will
exit} and it has no reason to refinance at a below market rate. Hence, a lender that keeps the
loan is essentially permitting the borrower to refinance the outstanding balance with it at the
current rate.
3. The lender is harmed by falling rates whether the borrower exits or stays. If the
borrower exits and pays the loan balance} the lender must relend that balance at the lower
prevailing rate. If the borrower stays} the lender is charging the prevailing rate to her. Lenders
sometimes respond to this concern by requiring borrowers who refinance to pay a prepayment
penalty. Some of the PSAs contain this requirement.
4. Turning to the last reason, when a borrower cannot carry the terms, the lender
compares the cost to it of default against the cost to it of modification. The latter is costly
because the lender alters the terms in the borrower}s favor. For example} the lender can
lengthen the payment schedule.

13

Such changes reduce loan value} but default seldom permits

the lender to recover the full amount owing. Hence} as said} the lender chooses the value
maximizing alternative between modification and accepting default.
The Agreements
5. The relevant PSAs permit the Servicer to modify a loan if an owner of the loan would
modify it.

14

The Servicer need not repurchase modified loans} but its authorization to modify is

."subject to the provisions of this paragraph//. The paragraph goes on to permit the Servicer to
modify "upon the request of the related Mortgagor" in one circumstance: "the modification is
in lieu of a refinancing."ls
6. Because the initial quoted language permits the Servicer to modify whenever its self
interest would dictate, and because it would modify only when its self interest would dictate,
there is no apparent reason for focusing on modifications in lieu of refinancing. The Servicer
would make such modifications only when it wanted to make them. The PSAs} however,
regulate loans that are modified in lieu of refinancing: (a) a modified loan must charge

Some prospectuses warn investors that servicers may lengthen the repayment period. See, e.g., BSABS 2005SDl and 2005-SD-2. Other loss mitigation practices include payment forbearances, partial forgiveness and
capitalization of arrearages.
14/1 ... the Servicer may allow a modification with respect to a Mortgage Loan if the Servicer would take such action
... if it were the owner of the Mortgage Loan./I
15 The requirement that the modification be at the mortgagor's request is not limiting because, as the Prospectus
Supplement Clause makes clear, the Servicer can solicit requests to modify.
13
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"approximately a prevailing market rate of newly-originated mortgage loans having similar
terms"; and (b) the Servicer "purchases the Relevant Mortgage Loan from the Trust Fund".16
7. Turning to the point of these restrictions, the owner of a loan, it was said, would be
indifferent between letting the borrower exit or itself refinancing the loan absent extraneous
circumstances. Such circumstances are present here. The Servicer does not own loans but it is
paid fees for servicing them. Hence, the Servicer has an incentive to keep loans. The Servicer
cannot charge above market interest rates, and borrowers could exit or stay if the Servicer just
charged the prevailing rate. The Servicer could keep a loan - i.e., induce a borrower to stay --,
however, if the Servicer charged a below market rate. The Servicer then could continue to earn
fees on modified loans while the Trust would take the loss because the Trust would be receiving
below market payments.
8. The PSAs prevent such behavior in two ways. First, the Servicer is required to charge
prevailing market rates on modified loans. This might result in borrower exit, and thus waste
the Servicer's time and cost of an attempted modification. Second, the PSAs create a shock to
Servicer liquidity because they require the Servicer to repurchase modified loans at their
outstanding balance. The Servicer could not earn a supra-normal return on loans that it has
come to own because these repurchased loans would require the borrowers only to pay the
prevailing rate. Hence, a Servicer that repurchases is parting with cash for instruments that are
worth no more than that cash. The two requirements of charging market interest rates on
modified loans and having to repurchase those loans thus together constitute a material
deterrent to modifying loans in lieu of refinancing.
9. The reasons that justify deterring modifications in lieu of refinancing do not apply to
modifications for other purposes. Hence, the PSAs give the Servicer substantial discretion to
modify loans as it sees fit. The principal reason for loan modifications, other than refinancing, is
to maximize loan value when the buyer's circumstances have materially worsened. The
Servicer's incentives and the Trust's incentives are perfectly aligned in this case: both want the
Servicer to choose modification only when that would maximize value.

10. The PSAs, on their face, do 'not require the Servicer to repurchase loans the Servicer
has modified for loss mitigation purposes. Rather, the repurchase obligation is explicitly
restricted to loans modified in lieu of refinancing. This restriction also advances the PSAs'
purpose. The Agreements impose a repurchase obligation for refinanced loans in order to deter

modification. In contrast, the parties do not want to deter modifications for loss mitigation
purposes because those modifications are value increasing. The basic point is easy to state: the

There also is a quantity limit on the number of loans that can be modified in lieu of refinancing, but that limit is
not at issue here.

16
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investors want the servicer to preserve the value of a Trust. Because modifications for loss
mitigation purposes preserve value as far as is possible, the investors want the servicer to make
them. And to advance that preference, the PSAs do not impose a repurchase obligation on
servicers for loans so modified.
3.3: Question 3: Under the Governing Agreements, in what circumstances maya loan

servicer be held liable for actions taken, or for refraining from the taking of any action, in
connection with servicing the loans? Answer: A servicer will be held liable for failing to comply
with a warranty, representation or covenant, or by failing to repurchase loans, or with the law.
Otherwise, the servicer is required to behave in good faith, which means to comply with the
contract's intent when the literal words are unclear, and it is required to perform in accordance
with industry practices. These standards are given content in litigation, so they cannot be
applied in the abstract; the analyst needs facts concerning particular contested servicer actions.
Basic Considerations
1. The servicer agrees to administer the Mortgage Loans. Under basic contract law, a
party cannot contract out of the duty of good faith and fair dealing. Parties can contract out of
negligence liability, but there are heightened disclosure requirements regulating such
disclaimers. Parties can contract out of implied warranty liability, again subject to heightened
disclosure requirements, but parties cannot contract out of express warranties. A contract can
specify with particularity the duties a party is supposed to perform. To the extent that those
specifications are absent or incomplete, the party is held to perform in accordance with the
contract's intent or in accordance with contemporary and applicable standards or customs, and
always in compliance with the law.
2. Contract law thus fills in some ofthe "blanks". Parties are supposed to behave in
good faith, non-negligently, in compliance with their promises; and according to the practices
of the relevant industry or trade. Otherwise, a party has discretion to choose the methods by
which it performs its contractual obligations. When a contract itself fills in the blanks, courts,
especially in New York, enforce their contracts as written so long as they are conscionable.
The Agreements
3. The PSAs themselves purport to fill in the blanks. Initially, they accord the Servicer
substantial discretion: the servicer "shall have full power to do or cause to be done any and all
things in connection with such servicing and administration which the applicable Servicer may
deem necessary or desirable". The Agreements, for the most part, do not strictly cabin this
discretion. Some PSAs thus require the Servicer to "exercise the same care that it customarily
employs for its own account." A court will fill in this blank with an applicable industry standard,
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but just as courts have substantial discretion to decide whether an industry standard exists and
whether it is applicable, a Servicer has substantial discretion to decide how to behave.
4. PSAs also redundantly require servicers to comply with their contracts and to act "in
accordance with applicable law". Many of the PSAs also explicitly require servicers to comply
with industry standards. The Agreements define these as "Accepted Servicing Practices".: (a)
"those servicing practices" the Servicer follows "in servicing loans for its own portfolio"; and (b)
"the usual standards of prudent mortgage lending institutions which service loans of the same
type as such Mortgage Loans".17
5. These regulatory standards invite, and are given content, in litigation. The issue is
how the standards should be applied to concrete cases. As there is no concrete case on the
table, this Report turns to the limitation of liability clauses.
6. It is not much more productive to analyze them, however, because theclauses largely
track the servicer's common law obligations. Thus, servicers are expressly required to comply
with their warranties, representations or covenants, to behave in good faith and not recklessly,
and not to exhibit "negligence in the performance of [their] duties". Under the law, to behave
negligently or recklessly is not to comply with applicable industry standards and to behave in
bad faith is not to comply with a contract's express provisions or its animating intent.
7. Some PSAs add to the common law requirements. These PSAs provide that the
Servicer cannot be liable for failure to comply with applicable industry standards unless it
exhibited "gross negligence" or recklessness in the performance of its duties. Contractual
obligations are generally strict: it is enough for a promisee to establish a breach. A contract
that requires the promisee to establish gross negligence or the like imparts a willfulness
element: the promisor not only must breach; it must breach knowingly or with reckless
disregard for whether it is in compliance with the contract or not. Under these contracts, suing
servicers is more difficult.
8. PSA/Servicing agreements sometimes set out specific requirements. For example, they
require servieers to comply with Fannie Mae or Freddie Mac rules and they prohibit modifications that
"would cause the Trust Fund to fail to qualify as a REMIC.". Also, these agreements may set out
ministerial duties, such as to "execute and deliver" "any instruments of satisfaction, cancellation, partial
or full release, discharge and other comparable instruments ... ." These legal and ministerial
requirements are easy to apply, and servieers will be liable for violating them. Finally, the Servicer must
repurchase loans when the PSAs so require.
17 Regarding the relation between these requirem,ents, it was held, in Wells Fargo Bank, N.A. v. LaSalle Bank Nat.
Ass'n, 643 F. Supp. 2d 1914 (S.D. Ohio): "This court concludes that evidence that LaSalle did not meet its own
internal underwriting guidelines is competent evidence it did not meet customary industry standards for
underwriting."
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9. A servicer sometimes contracts directly with a Trust. When it does not, there is a question to
whom a servicer would be liable. The seller obviously could enforce a servicer's obligations. The Trusts,
however, also \=ould sue servicers because they are third party beneficiaries ofthe servicers' promises.
Those promises require the servicers to maintainthe value of trust property. Hence, the Trusts are
directly benefitted when the servicers perform as they promised, and the Trusts are directly injured
when the servicers breach. To my knowledge, the contracts do not explicitly identify the Trusts as third
8

party beneficiaries, as in the insurance cases/ but the limitation of liability clauses suggest that third
party liability is contemplated. For example, many PSAs provide that the Servicer shall not be liable to
the "Purchaser or owner" of a Mortgage loan if the Servicer performs in good faith and in accordance
with Applicable Standards. This exculpatory term implies that a servicer would be liable to an ownerLe, a Trust - if it failed to comply with these duties. In addition, an explicit beneficiary designation is
unnecessary when the parties' intentions are clear. After all, the servicers would be liable if they
performed in bad faith, whether the written contracts contained a good faith requirement or not. The
issue is whether there is a duty, not whether the duty is written down.

10. To summarize, the servieers are largely governed by common law standards that apply to
sellers of services generally; the PSAs repeat, and thus emphasize the applicability of, those standards.
The standards are given context in litigation, in which the court is guided by its view of the parties'
intent and the industry practices it deems relevant. It is difficult to be more specific without particular
facts.

3.4. Question 4: To the extent that the agreements governing the settlement trusts (the
"Governing Agreements") require a party to cure the breach or repurchase the loan where a
breach of a representation or warranty "materially and adversely affects the interests of the
Certificate holders or a Certificate Insurer in any Mortgage Loan", what is the meaning of the
quoted or similar contract language? In particular, to prevail on a repurchase claim, must a
trustee prove a causal link between each breach and the relevant loan's non-performance?"
Answer: The Trustee need not prove a causal link between a warranty or representation
breach and a loan's non-performance. It is enough for the Trustee to prove the breach of a
warranty or representation and that, as a result, the value of the relevant loan will materially
decline.

The companies that have insured bonds can sue sellers for contract breaches. The contracts named the
insurance companies as third party beneficiaries. See, e.g., Assured Guar. Mun. Corp. v. Flagstar Bank, FSB, 920 F.
Supp. 2d 475 (S.D.N.Y. 2013); MBIA Ins. Corporation v. Countrywide Home Loans, Inc., 105 A.D. 3'd 412, 963 N.Y.s.
st
2d 21 (1 Dept. 2013).

18
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Basic Considerations

1. Material adverse effect clauses (IMAEs") permit a buyer to exit a deal when the
consideration has fallen substantially in value, and thereby create an incentive for the seller to
prevent exit by performing. In an acquisition context, the clause permits buyer exit when
various factors, within the target seller's ability to affect, have materialized and reduced the
target's value. Anticipating exit, the seller ideally is induced to invest in value preserving
activities.
2. There is a perfect tender rule in sales law; the buyer can exit a sale if the product fails
to conform "in any respect" to the seller's warranties.

19

A perfect tender rule would be inapt

when the subject of sale is complex, such as a company or a mortgage. Merger parties, that is,
would not want the buyer to have a right to exit if a factory window jams. Parties contract out
of the perfect tender rule with material adverse effect clauses; a buyer cannot exit unless a
breach reduces value substantially.
3. In the instant context, the buyer is the Trust and the subject of sale is the loan
bundle. JPMC is the seller. Applying the common understanding to material adverse effect
clauses, the buyer should be permitted to exit if factors within the Seller's immediate or
ultimate ability to affect have materialized and reduced the value of the loan bundle. The value
of a loan, in turn, is the present discounted value of the payments the borrower promises to
make. Hence, any reduction in the probability that the borrower will repay, or any reduction in
the capacity of the borrower to make the contract payments, would reduce the present value
of a loan, and thus the bundle of which the loan is a part.
4. Because the subject of sale is a bundle of loans, and the payment probability on these
loans is imperfectly correlated, exit is loan by loan rather than from the entire bundle. That is,
the buyer/Trust exits from a loan that has fallen in value in consequence of the seller's actions.
Exit here takes the form of repurchase: the buyer exits from loans that the seller repurchases.
5. Therefore, the question is whether there is anything in the Governing Agreements
that would contradict the common understanding regarding material adverse effect clauses.
That understanding, again, is that the buyer can exit when the seller could have but did not
prevent a substantial fall in the value of the consideration. To the contrary, the Agreements
enact the common understanding.
The Agreements

19
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6. The combination of the material adverse effect clause and the Seller's cure
obligations function together in the traditional way. The Seller's obligation to cure is triggered
by its breach of a warranty or a representation that "materially and adversely affects" the
interests of the certificate holders "in the related mortgage loan". As indicated in the answer to
Question 4 above, the Seller (or Originator) is required to repurchase loans it cannot cure.
Nothing in the PSAs conditions the obligations to cure or to repurchase on a loan not

performing.
7. Another way to put this point is to observe that the MAE term qualifies the Seller's
cure and repurchase obligations. Those obligations are triggered by a substantial breach. The
MAE term, however, does not otherwise alter the obligations themselves. Thus, the
interpretive question is what those obligations are; and the answer is that they require the
Seller to cure or repurchase loans that have fallen in value in consequence of a warranty
breach. The Agreements do not require a default.
8. It is important to stress that a material reduction in value is enough. That a loan
becomes nonperforming would reduce its value, but nonperformance is just one way that loan
value can fall. For example, a factory will fall in value if it loses future orders, but the factory
may be able to perform current obligations. So here a borrower whose employment situation
is materially unstable, or who has undisclosed debts, may be able to make payments for a
while, but her loan is less valuable than were she in a solvent and stable situation.
9. Recent lower court cases confirm the interpretation here, that the repurchase
obligation is not restricted to nonperforming loans. In Homeward Residential, Inc. v. Sand
Canyon Corp. U.S. Dist. LEXIS 20771 (S.D.N.Y. 2014L the court recited:

Defendant argues that to prove that a breach "materially
and adversely affects the value" of the mortgage loan,
plaintiff must prove that a particular loan defaulted.
Defendant is incorrect. [Citation} "Contrary to [the
Defendant's argumentL the parties' written agreements
do not provide that breaches must cause the loans to
default.... Had the parties intended this requirement,
they could have included such language." [Citation] "In
keeping with other courts' approaches, the court declines
to equate ['material adverse effect'] with causing the loan

M
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to default.
In Assured Guar. Mun. Corp. v. Flagstar Bank, FSB, 892 F. Supp. 2d 596 (S.D.N.Y. 2012), a
defendant also argued that a warranty breach was not actionable unless it caused the plaintiff
"actual pecuniary loss" The court rejected the claim, relying on Syncora Guarantee Inc. v. fMC
Mortgage Corp, 874 F. Supp. 2d 328, (S.D.N.Y. 2012), to hold that a plaintiff must only show

that breaches "materially increased" plaintiff's risk of loss. The breaches, that is, need only
reduce loan value. The courtwent on to explain (at p. 3):
Defendants are not liable for breaches unless they are
both material and adverse. Therefore, it is necessary to
determine what those words mean in the context of the
Transaction Documents. According to their dictionary
definitions, "material" means "of such nature that knowledge
of the item would affect a person's decision-making ... and
adverse means "opposed to one's interests" .... In this context,
a breach of warranty that materially increased Assured's risk of
loss would be adverse, because it was opposed to the insurer's
interests.
The Trustee therefore mustonly prove that warranty or representation breaches materially
reduced the value of a loan.
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Alan Schwartz

May 27, 2014
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To the same effect, MBIA Insurance Corporation v. COUNTRYWIDE SECURITIES CORP., et aI, 39 Misc. 3 1220
(2013) ("Accordingly, in the absence of language restricting Countrywide's repurchase obligation to defaulting
loans, the Court concludes that MBIA need not show that a Securitization loan is in default in order to be
repurchased./I) In an earlier case, a default was held sufficient to satisfy an MAE clause. The case did not hold that
that a default was necessary, however. See LaSalle Bank National Association v. Citicorp Real Estate, Inc., 2002 WL
181703 (S.D.N.Y. 2002).
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