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SARAH NETBURN, United States Magistrate Judge:
This case is brought by dozens of certificateholders of residential metigaged

securities (“RMBS”) trusts against the trustee, HSBC Bank USA, Naticssddation



(“HSBC”). The Court assumes the parties’ familiarity with the c@ike.plaintiffs' seek leave to
re-underwrite ssampleof loansto establish pervasive breach raaesoss the underlyingars of
the trusts at issue to prove liabiliyd damage$iSBC oposes the motion because it believes
the plaintiffs cannot prove their case through sampling but rather must proveeraehtedf

their claims on a loaby-loan and trusby-trust basisA resolution of this question before re-
underwriting findings have been produced is approprgaten that the Cour$ decision will
affect the number of loans that the parties’ experts wilimderwrite as well aghe
accompanyingosts and time needed to re-underwrite those loans.

The Court heard oral argument on the subject on October 27, &@d éhereafter ordered
consolidated briefingp determine whether sampling is appropriate. Having reviewed the
submissions, affidavits, and exhibits, the Court, by Order dated February 24d@0iEd,
plaintiffs’ motion to reunderwrite a sampling of loans. The Court’s reasoning for that Order
follows.

BACKGROUND

The underlying claims arise fmHSBC's role as trustee for 28MBS trusts. As
trustee, HSBC owed certain “limited, contractual” dutieh#odertificateholders set forth in the
governing agreements, generally identified as the pooling and serviceeragrts (“PSAS” or
the “Agreements”and other related agreements, including the Mortgage Loan Purchase

Agreements and Servicing AgreemeiiReyal Park Investments SA/NV v. HSBC Bank USA,

Nat'l Ass’n, 109 F. Supp. 3d 587, 595 (S.D.N.Y. 201R3d¢Yal Park). In general, an indenture

trustee’s duties are “strictly defined and limited to the terms of the indenklliett Assocs. v

J. Henry Schroder Bank & Trust Co., 838 F.2d 66, 71 (2d Cir. 1988). An indenture trustee

L All of the plaintiff groups, with the exception of Triaxx, have expresisei tlesire to use sampling to
prove their claims and damages.



undertakes no obligations other than those expressly set forth in the agreSeeitssee also

Cruden v. Bank of N.Y., 957 F.2d 961, 976 (2d Cir. 1992) (construing indematsigestracts in

accordance with traditional contract interpretation principlés)P Master Fund, Ltd. v.

Citibank, N.A., 738 F. Supp. 2d (S.D.N.Y. 2010) (the duties of RMBS trustees “are limited,

administrative, and ministerial (rather than substantivepture”).

The most pertinent of the governing agreememthismotionare the PSAs-the
contracts between the loan depositor, the trust administrator, the trustee, aad $exvicer.
ThePSAscontain representations and warran(f@&W”) made by the depositors, sellers,
sponsors, and originators attesting to the credit quality and other charastefigiie underlying
mortgage loans and their origination. Pursuant to the PSAs, HSBC had specific dhties w
respect to enforcing the obéigons of the loan sellems the event of an R&W breacRor the
purposes of this Opinigthe PSAS’ relevargrovisions anderms are largely identical. No party
asserts that any variation between the PSAs would affect the outconeeCuiuiit’sdecision

Plaintiffs’ claims against HSBC sound in contrathey are rooted specifically in
Sections 2.03 and 8.01 of the PSRsst, Section 2.03 provides in relevant part:

Upon discovery or receipt of notice of any materially defective document in tor tha
adocument is missing from, a Mortgage File or of a breach by the Seller of any
representation, warranty or covenant under the Mortgage Loan Purchase
Agreement in respect of any Loan that materially and adversely affectsuke¥al

such Loan or the interest therein of the Certificateholders, the Trustde shal
promptly notify the Seller of such defect, missing document or breach and request
that the Seller deliver such missing document, cure such defect or breach within 60
days from the date the Seller wagtified of such missing document, defect or
breach, and if the Seller does not deliver such missing document or cure such defect
or breach in all material respects during such period, the Trustee shatiecthi®
obligations of the Seller under the Mortgage Loan Agreement to repurchase such
Loan from the Trust Fund at the Purchase Price within 90 days after the date on
which the Seller was notified of such missing document, defect or breach, if and to
the extent the Seller is obligated to do so under tletgdge Loan Purchase
Agreement.



DBALT 2006-AR5 PSA § 2.03. Section 2.03 imposes two threshold requirements before HSBC
must enforce the loan sellerspurchase obligation. HSBC mtdiscovel]” or obtainwritten

notice of missing documéattion in a mortgage file an R&W breachld. And the breach or
deficiency must “materially and adversely” affect the value optiréicularloan.ld. Upon both
requirements being satisfiglSBC’sspecific obligations as trusteee triggeredHSBC mus
promptly notify theloan sellerof the defect in the particular loamthe sellerfails to cure or
repurchase the defective loan within 60 days, HSBC thast‘enforce the obligations of the

Seller under the Mortgage Loan Purchase Agreement to repurchase suchd.gdms’ remedy,
alsoreferred to as the “ptiiack” remedy, is the “sole remedy” in the eventroR&W breach.

Id.

Without specifying particuldibans, plaintiffs allege HSBC breached its Section 2.03
obligations when it “discoveredireaching loans that had a material and adverse effect and
failed to require cure or repurchase. The parties digpltbe meaning of “discovery” for
purposes of Section 2.03 and (2) the appropriate method of ptd@Bg’s breach of its Section
2.03 obligations. Plaintiffs argue that “discovery” requires only inquiry notice athes, which
triggers HSBC'’s dut to investigate breaches, determine breach,ratesaforce the seller's
repurchase obligation. HSBC responds that “discovery” requires plaintiffs to proae actual
knowledge of breaches and that it had no duty, before the occurrence of a defined Event of
Default, to investigate breaching loans. Regaydne method of proof for showirgeach
plaintiffs argue that statistical samplipgrformed by their retained expemather than
reviewingthe entire universe of-&dsueloans,has been allowed by other courts in this District
and is appropriate in this context. According to plaintifésnplingwill generate breach rates to

the atissue Trustsas well aprove what a prudent person would have found if an investigation



of breaches had been performe&BC contendghat plaintiffs nust show it knew of loan-
specific breaches with a material and adverse effect and that sampling cannetstegbioan
level specificity.
Secondwith respect to plaintiffstlaims regardindg:ventsof Default (‘EOD”), anEOD
is definedin the PSAsas a failure of the Master Servicer to perform its servicing dutties
compliance with the governing agreemegmsl tocure suctfailure within a 30 daysSee
DBALT 2006-AR5 PSA § 8.0(a)(ii). HSBC's obligations under Section 8.01 are triggered by
actualknowledge or written notice of an EOD:
For purposes of this Section 8.1, the Trustee shall not be deemed to have knowledge
of a Master Servicer Event of Default unless a Responsible Officer of uisee@r
assigned to and working in the Trustee’s Corporetiest Office has actual
knowledge thereof or unless written notice of any event which is in fact such a
Master Servicer Event of Default is received by the Trustee and such notice
references the Certificatethe Trust or this Agreement.
DBALT 2006-AR5 PSA § 8.01. According to plaintiffs, in the aftermath of the housing and
financial crisis, the failure of servicers to promptly notify HSBC uhair discovery of
mortgage loan R&W breaches constituted an EOD. Plaintiffs further contandSB&
obtained actual knowledge of such failures based on publicly available inforn@tica HSBC
acquired actual knowledge or written notice of a defined EB®PSAs required it to assume
heightened pogtefault responsibilities. Specifically, HSBGasto provide prompt, written
notice of the EOD to noteholderswasalsorequired td'use the same degree of care and skill
in its exercise as a prudent person would exercise or use under the circumstdreesnduct
of such person’s own affairs.” DBALT 2006-AR5 PSA § 9.1. According to plaintiffs, HSBC’s
failure to perform that investigation, to then uncover the existence and rateciefoans,

and finally to enforce repurchase was a breach of its obligatidar Section 8.01 of the PSAs to

act as a prudent person



DISCUSSION
Rule 26 and Proportionality
In general, statistical samplimganaccepted method of proving liability in this District,

“including in cases relating to RMBS and involving repurchase claims.” Assurad IGua.

Corp.v. Flagstar Bank, FSB Flagstat), 920 F. Supp. 2d 475, 512 (S.D.N.Y. 201$3¢e, e.g.

Assured Guar. Mun. Corp. v. DB Structured Prods., Inc., No. 650705/2010, 2014 WL 3282310,

at *6, 8 (N.Y. Sup. Ct. 2014); Syncora Guarantee Inc. v. EMC Mortg. Qéop09 Civ. 3106

(PAC), 2011 WL 1135007, at *6 n.4 (S.D.N.Y. 2011). But a court should not authorize the
expense and burden of sampling if it is not “proportional to the needs of the case.” Fed. R. Civ.
P. 26(b)(1). Indeed, it is a core function of the court to prevent unwarranted costs gadndela

the resolution of every actioBeeFed. R. Civ. P. \While Rule26 sets forth various factors to
evaluate proportionality, on this discovery motion, the Court’s focus is on “the impedatiee
discovery in resolving the issues” and “whether the burden or expense of the proposestylis
outweighs its likely benefit.Id. The Court will not authorize discovery that, in gstimationjs

unlikely to advance any claim or defense in this c8seHenry v. Morgan’s Hotel Grp., Inc.,

No. 15 Civ. 1789 (ER)(JLC), 2016 WL 303114, at *3 (S.D.N.Y. Jan. 25, 2016) (internal citation
and quotation marks omitted) (Rule 26(b)(1) is “intended to encourage judges to be more
aggressive in identifying and discouraging discgw@reruse by emphasizing the need to analyze
proportionality before ordering production of relevant information.”).

The parties have represented thatdbhetemplatedampling willbe costy, time
consumingand will likely result in challenges to the admissibility of the evideAoe. as set
forth more fullybelow, the defendant believes such evidence cannot prove plaintiffs’ claims.

Such discovery should not be undertaken lightly. Critically, however, the Courtig rsilon a



discovery motion. And while this opinion reaches a conclusion on the burden of proof for the
parties’ claims and defense, such conclusion is intended to guide the Court’s proliyrtiona
analysis. Accordingly, at summary judgment or trial, conclusions of laveshbtif this opinion
should not be deemed to have lafsthe-case effect.
I. Section 2.03 Breach oRepresentation and Warranty Claims

A. Plaintiffs Must Proceed Loan by Loan

Because this action has progressed beyond the pleadgegand is well on its way to
summary judgment and trial, plaintiffs must be ready to prove HSBC's allegednduct

“loan-by-loan and trusby-trust.” Ret. Bd. of the Policemen’s Annuity and Benefit Fund of the

City of Chicago v. Bank of N.Y. Mellon, 775 F.3d 154, 162 (2d Cir. 2Q1Rgtirement

Board). “Whether [the trustee of an RMBS trust] was obligated to repurchase a givén loan
requires “examiningvhich loans, in which trusts, were in breach of the representasi@md

warranties.’ld. (emphasis added). The Court of AppealRatirement Boardejected plaintiffs’

wholesale proof that the defendant trustee “violated its duties when it failedfyo not
certificateholders of Countrywide’s breaches of the governing agregnfeidd to foce
Countrywide to repurchase defaulted mortgage loans, and failed to ensure thatdgagenor
loans held by the trusts were correctly documenteld This Court hagchoed the requirement
that“at trial or summary judgment, plaintiffs must prove their claims-lmatoan and trusby-
trust.” Royal Park109 F. Supp. 3d at 601.

Courts in this District havdismissedheories of generalized wrongdoiafier the
pleading stage. At summary judgment, the couMASTR deniedplaintiff trustees’ argument
of “pervasive breachthat is the argument thatefendant should have been on notice that “a

significant number of loans, beyond those specifiadiiytified, were also in breathased on



government investigations, ratings downgrades, and other infornpatishicly available at the

time. MASTR Adjustable Rate Mortg. Trust 20@BA2 v. UBS Real Estate Secs. Indo. 12

Civ. 7322 (PKC), 2015 WL 764665, at *11 (S.D.N.Y. Jan. 9, 200 ASTR 1”). Similarly, the
U.S. Bankcourtcould not at trial,“determine whether the Trusts have proved that UBS received
notice or otherwise discovered that a loan was in bealess the loan isidentified,” stressing

the need to show “breaches on an individualized lmaloan basis.'U.S. Bank, N.A. v. UBS

Real Estate Secdnc., No. 12 Civ. 7322 (PKC)(JCF), 2016 WL 4690410, at *27, 75 (S.D.N.Y.

Sept. 6, 2016) (*U.S. Baink Other courts have, idenying motions to dismiss, affirmed that

more specific proof will be needed at summary judgment or 8edBlackrock Core Bond

Portfolio, et al. v. U.S. Bank Nat'l Ass’'n, 165 F. Supp. 3d 80, 100 (S.D.N.Y. 2016) (“[W]hen the

guestion is one of plausibility of allegations, plaintiffs may ride the coatfasise of this
work. Down the road at trial, they will be put to their proof. At that point, relying on wsrong
elsewhere demonstrated would be insufficignt.”

B. Section 2.03 Contains LoarSpecific Elements

To prevail on their 8 2.03 breach of contract claims, plaintiffs must establishSiB4t H
failed to act as required under tR8A. The elements of such a claim require establishing loan
specific proof related to a particular defect, that that defect was alatetine value of the loan,
that HSBC failed to act with respect to the lsgecific remedies available for a particula
defect, and that such failure caused the plaintiffs harm. Plaintiffs seek sannples of loans
pulled from 295 trusts to prove HSBC's liability with respect to each of those bryst
extrapolating breach rates. But replacing tspacific proof with extrapolated poair trust
wide breach rates ignores the Court of Appeals’ requirement that breachesdeqnr a loan-

by-loan basis.



Plaintiffs mustfirst show which specific loans were in breach because any defect that
would be cured by repurchasdaan-specific. That is, HSBC must discover “any materially
defective document in, or that a document is missing feokhortgage File” or that there was “a
breach by the Seller of any representation, warranty or covenant . . . in réspgdi@an . . ..”

DBALT 2006-AR5 PSA § 2.03 (emphasis addese alsdretirement Bd.775 F.3d at 162

(“And whether a loan’s documentation was deficient requires looking at indivohrad bnd
documents.”). To do so, plaintiffs must establish the relevant underwriting geaisl@ind show
that the loan breached a specific R&W.

The materiality of an R&W breach @dsoloanspecific. Pursuant to the PSAs, only those
breaches that “materially and adversely affects the valagcbf_oan or the interest therein of
the Certifcateholders” trigger a cure or repurchase obligation. DBALT 2006-AR5 PSA § 2.03(a)

(emphasis added); see aMASTR Adjustable Rate Mortgs. Trust 2006-OA2 v. UBS Real

Estate Secs. IncNo. 12 Civ. 7322 (PKC), 2015 WL 797972, at *3 (S.D.N.Y. Feb. 25,2015

(“Materiality is determined not by the degree of deviation from the intermgdramiting
standards, but by how the deviation affects the Certificateholders in retatsuch Mortgage

Loan.” (internal quotation marks omitted))MASTR 11"); MASTR I, at *16 (“The Trusts may

rely upon proof thaasto a specific loan, there is a material or significant increase in the risk of

loss.” (emphasis added)); Lehman XS Trust, Series 2006—4N v. GreenPoint Mortg. Funding,

Inc., 991 F. Supp. 2d 472, 479 (S.D.N.Y. 2014). Thus, beyond those loans within the sample,
sampling cannot reliably prove which loan defects hadhterialandadverse effect on the value
of a particular loan

Sampling will not “adequately distinguish between breaches that are matdrad\arse

as to a particular loan and those that are MASTR |, at *10 (“[A] failure to follow internal

10



underwriting standards—which is a breach of a representation and warrastyeatmay or
may not significantly increase the risk of a loss in a particadaower’s loanj.e., ‘such
Mortgage Loan.”). Sampling may fail to capture whether the natureedidach had a material
and adverse effect at the time a repurchase obligation, if any, was triggessialswhen the
sample that plaintiffs herdraw consists of current loan performance information. Sampling may
also detect a technical breach or deviation from underwriting standards botciiture
mitigating circumstances or compensating factors. For example, a missirgairen of
employnent in a loan file is a technical deviation of the underwriting guidelines. Y elefleet
may not have had any material and adverse effect (and is therefore not an R&Wdneaaiy
a repurchase remedy) if the borrower was actually employed and earned a staiée inco
Finally, the cure and repurchase remediks,sole remedies under the PSAs, are
themselves loaspecific SeeDBALT 2006-AR5 PSA § 2.03(a) (to “repurchageh Loan from
the Trust Fund at the Purchase Price”) (emphasis added). The “Purchase Pafisétsas the
sum of the “Principal Balance,” the “accrued interest on such Principal Balance gblibaldg
Net Mortgage Rate,” unreimbursed “Servicing Advajtand reasonably incurred expenses.
Accordingly, all the components of the “Purchase Price” are specific to a partman. “Thus,
the repurchase mechanism established by the parties is targeted to a specédidoan to a

group or category of Bns.”"MASTR |, at *11; see alsdJ.S. Bank, 2016 WL 4690410, at *27

(“[L] oanspecific repurchase remedy” applies to “breaches on an individualizedyydaan
basis”).

C. Plaintiffs’ Authority is Inapposite

Plaintiffs rely onFlagstaras an example of the admissibility of statistical samphng

RMBS caseslIn Flagstay a monoline insurer alleged fraud against the defendant who served as

11



the sponsor, servicer, depositor, and originator of all the loans underlying the tw@tigsue.
At trial, the defendant challenged the use of statistical sampling to prove liabijtyng that
materiality required a consideration of the loan file. Judge Rakoff rdjduteargument,
concluding that sampling was a “widely accepted method of proof in . . . cases rel&ikdBS
and involving repurchase claims” and that the sample was “reflective of the pyopdrthe
individual members in the entire pool exhibiting any given characteristic.” 930gp. 2d at
512.Flagstay however, does not provide categorical support for the plaintiffs’ position that
samplingwill generate the type of loaspecific proof of liabilityrequired in thisreach of
contract casdn Flagstay sampling was used to show the extent of defects within only two trusts
where all the loans were underwritten using the same guideRfeestiffs’ proposed strategy of
extrapolating breach rates from a sample of loans to all 295 trusts, involving msmero
originators, servicers, depositors, sponsors, and differing undegngitidelinesjs one that
Judge Rakoff’'s holding did not covéilagstartherefore stands on factual footing that is
distinguishable from the specific context hére.

Plaintiffs have marshaled other cases approving the use of samplingedigbaity and
damages. But many of those cases are inapposite. They involve claims soufiding,iwhich

require a critical mass of breaching loans rather thandpanific breaches. See, elged. Hous.

Fin. Agency v. Nomura Holding Am., Inc., 104 F. Supp. 3d 441 (S.D.N.Y. 2015); Fed. Hous.

Fin. Agency v. JPMorgan Chase & Co., No. 11 Civ. 6188 (DLC), 2012 WL 6000885 (S.D.N.Y.

Dec. 3, 2012). They involve a monoline plaintiff, which is not limited to a repurchasdyeme

See, e.q.Assured Guar. Mun. Corp. v. DB Structured Prods., Inc., No. 650605/2010, 2014 WL

2 To the extent Judge Rakoff found that inquiry notice of pervasive breachaslecasmte to trigger
Flagstar's obljations, this Court declines to impose an inquiry notice standard ongdteetrunder these
governing agreements.

12



3282310 (N.Y. Sup. Ct. July 3, 2014#)agstar 920 F. Supp. 2d 475; Syncora Guarantee Inc. v.

EMC Mortg. Corp., No. 09 Civ. 3106 (PAC), 2011 WL 1135007 (S.D.N.Y. Mar. 25, 2011);

MBIA Ins. Corp. v.Countrywide Home Loans, IndNo. 602825/08, 2010 WL 5186702 (N.Y.

Sup. Ct. Dec. 22, 2010). They hinge on a trustee plaintiff suing a loan sponsor on the ground of

pervasive breacl&ee, e.g.Law Debenture Trust Co. of N.Y. v. WMC Mortg., LLC, No. 12 Civ.

1538 (CSH), 2015 WL 9581729 (D. Conn. Dec. 30, 2015); Deutsche Bank Nat'l Trust Co v.

WMC Mortg., LLC, No. 12 Civ. 933 (CSH), 2014 WL 3824333 (D. Conn. Aug. 4, 2014).

None of these cases counsels this Court to authorize costly expert discoveni} ticd
satisfy the plaintiffs’ burden of proof required by the Court of Appeals and the tdrtine
PSAs.

D. Section 2.03 Claims Require Proving “Discovery” of the Underlying Breach

1. Meaning of “Discovery”

Plaintiffs argue that “discovery” as used in SectidiB2equires only inquiry or
constructive notice (i.e., HSBC should have known of pervasive R&W breaches), citing
decisions that define the “discovery” of a breach as the moment a party “kngwsiorknow

that the breach has occurred.” Bank of N.Y. Mellon Trust Co., Nat'l Ass’n v. Morgan $tanle

Mortg. Capital, Inc., No. 11 Civ. 505 (CM)(GWG), 2013 WL 3146824, at *19 (S.D.N.Y. June

19, 2013) (internal citation and quotation marks omitted). The Court, however, reads “discover
as used in Section 2.03rmean actual knowledg&his interpretation is consistent with the
contractual remedies available under the PSA and HSBC'’s limited duties.

The repurchase remedy contemplated in Section 2.03 rests on the ability of an RMBS
trustee to undertake defined, cagtermeasures (i.e., enforce the originator’s or the seller’s

repurchase obligationyith respect to a specific defect, in a specific loan, in a specific bnust.

13



particular, mce HSBC discovers an R&W breach, it must provide notice of breach to the
offendng party.SeeDBALT 2006-AR5 PSA § 2.03(a). A trustee cannot provide notice without
knowing the specific missing dament or the specific breach

As an example of inquiry notice, plaintiit#te a letter from Goldman Sachs, the trusts’
securities undeniter, warning HSBC’s Corporate Trust and Loan Agency groyptehtial
breaches in 14 trusts backed by loans from the same originator without idgrgpiaific
breaches. Pls.” Mem. at+20. Plaintiffsargue that HSBC “discovered” the breaches in thdse
trusts because it should have known they existed due to the pervasive breach ratéiso&ut w
knowing the specific document defects in specific lo’&3C could not havédiscovered” any
breaches in the trust and provide noti8eeU.S. Bank 2016 WL 4690410, at *27-28
(Plaintiffs’ constructive knowledge argument was “little more than a reformulation of
[plaintiffs’] pervasive breach theorynd ignored the fact that the sole remed@m#emplated by
the PSAs only applied to “breaches on an indiglthed loarby-loan basis.” (internal quotation
marks omitted)).

Equating “discovery” with constructive knowledge is also inconsistent with the
bargaineefor terms of the PSAs, which limit HSBC’s pEOD duties as trustee to the four
corners of the govenng agreementsSee, e.g.DBALT 2006-AR5 PSA § 9.0 (requiring
trustee, prior to a Master Servicer Event of Default, to “perform such duties ansuchlduties
as are specifically set forth in this Agreemenitl);(prior to a Master Servicer Event oéfault,
“no implied covenants or obligations shall be read into this Agreement againsusteeT);_id.
at 8 9.@(a)(iii) (vesting trustee with satisfactory indemnification of costs indurrditigation at

the direction of the certificateholders).

14



Speifically, the PSAs did not obligate HSBC to investigate until it received notice or
obtained actual knowledge of a Master Servie®D (rather than constructive notice of potential
breaches)See DBALT 2006-AR5 PSA § 9.02(a)(v) (“[T]he Trustee . . . shall not be bound to
make any investigation into the facts or matters stated in any [document], neglessted in
writing to do so by the Holders of Certificates evidencing, in aggregate, nthds25% of the
Trust Fund.”);U.S. Bank 2016 WL 4690410, at *28 (“The parties could have, but did not,
bargain for additional remedies or a notice provision that did not turn ors|beenific
knowledge. The [plaintiffs] therefore may not rely on evidence of ‘constructive kdgeiler
‘pervasive breach’ to prove UBS’s knaudge of breached warranties Before an Event of
Default, “an indenture trustee is more like a stakeholder whose duties and obéigag
exclusively defined by the terms of the indenture agreemoial Park 109 F. Supp. 3d at
597. Consistent with Section 9.2(a)(v) of the PSAs, the First Department has rtiku RMBS
trustee has no “duty to ‘nose to the source with respedfitodver[ing] if Events of Default
or Master Servicer Event of Defaults [sic]ather PSA breaches had occurred."Commerce

Bank v. Bank of N.Y. Mellon, 141 A.D.3d 413, 415-16 (1st Dep’'t 2@ddjecting plaintiffs’

allegation that a trustee’s general awareness of loan defaultsiditigand other public
information was sufficient to trigger an investigpn of breaches (emphasis added)).
Importing a “should have known” standardalsoinconsistent wittcases that have

emphasized the limitedle of an indenture RMBS trusteBeeEllington Credit Fund, Ltd. v.

Select Portfolio Servicing, Inc837 F. Supp. 2d 162, 189 (S.D.N.Y. 2011) (holding that trustees

did not have any “monitoring or safeguarding duties beyond those explicitly provides in t

PSA”); Commerce Bankl41l A.D.3d at 41%‘Plaintiffs allege that defendant [trustee] had the

duty to notifythem that other parties to the PSA had failed to perform their obligations and that

15



the Master Servicer was covering up defendant’s failures. However, intorgige plaintiffs
such notice, defendant would have had to monitor other parties. A failure to monitor other partie
plainly does not involve the performance of basic dmaretionary ministerial tasks.” (internal
citation and quotation marks omitted)).
2. Sampling Will Not Demonstrate Actual Knowledge
Sampling cannot establish that HSBC latlalknowledge ofpecific breaches on the
requisiteloan-by-loan basisSeeMASTR |, at *10 (rejecting sampling on the ground that “the

terms of the PSAs foreclose such a broad and improvised remedy”); FHFA v. URSIAan

2013 WL 3284118, at *15 (S.D.N.Y. June 28, 2013) (“[E]vidence of generalized knowledge”
cannot qualify as “circumstantial evidence of particularized, actual knowledgile
sampling may identify deficiencies within a drawn loan pool, HSBC's dutiesisted;
including its obligationd enforce the repurchase remedy, are triggered only when it knew or
received written notice of a defect for a particular loan in the @mtducting aampling
review seven or eight years after the fact cannot establish which specifdH8&T would
haveactuallyfound to be in breach had it performed an investigation at the time.
[I. Section 8.01 Master Servicer Event of Default Claims

Under the PSAs, an EOD (and, relatedly, HSBC’s duty to act as a prudent in\gestor) i
triggered bya servicing breach iyie Master Servicedefined as dny failure on the part of the
Master Servicer duly to observe or perform in any material respect any bthercovenants or
agreements on the part of the Master Servicer contaitbis Agreement.” SeeDBALT 2006-
AR5 PSA § 8.01 (emphasis addetline Master Servicer must then receive written notice of the
breach frontertain enumerated parties. The Master Servicerisrétid cure the breach after a

30- or 60-day periodulminates ira Master Servicer EOIHSBC'’s heiditened duties, including

16



providing notice to noteholderaretriggered only when it obtains actual knowledge or written
notice of a Master Servicer EOBven when it does receive notice or knowledge, howéser,
obligations are “still circumscribed by the indentuf@dyal Park 109 F. Supp. 3d at 547The
trustee is not required to act beyond his contractually conferred rights and ppwers.”

Plaintiffs claim that, because of the widespread, public naturedinancial crisis,
servicer EODs occurred when servicers failed to nétBBC of R&W breachesHSBC
acquired actual knowledge of these failures, based on publicly available itiformiad notices.
Plaintiffs further assert th#ttSBC breached its obligations under Section 8.01 when, after
obtaining actual knowledge of such servicer EODs, it failed to proceed as a prudent pe
would (i.e., by failing to investigate, to uncover the full extent of breaching loathspahen
successfully repurchase tlmans).According to plaintiffs, raunderwriting a sample of loans
will prove theexistence andate of breaching loanBut as with theirSection 2.03 claims,
plaintiffs’ reliance on sampling as a method of proof for their Section 8.01 claims is umgvaili

A. EODsRequires LoanSpecific Proof

Plaintiffs assert thagervicer EODs include a servicer’s failure to “promptly send notice
to HSBC and the other parties upon discovery of mortgage loan representation and warranty
breaches.” Pls.” Mem. at 1First, any failure to send notice is premisedtbe existence of
underlying R&W breaches that are legpecific in nature. Accordingly, in order to prove the
occurrence of an EOD tied to loan R&W breaches, plaintiffs will need to pidvled existence
of loanspecific, material and adverse R&W breacligsthe servicer’s discovery of those
individual breaching loans, and (3) the servicer’s failure to report those loan8@. 88cond,
plaintiffs’ description of EODs aservicer failures overlookshe fact that most of the PSAs

governing the trusts at issue indicate that an E@Qeringprudent conduct by the trustee
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requires miscondudr a failure to perfornby themaster servicer, not justany servicer. See,
e.q, DBALT 2006-AR5 PSA 88 8.01, 9.01 (defigim “Master Servicer Event of Default” and
outlining the duties of the trustee with regards to a Master Servicer Eveatanfli).

B. HSBC's Actual Knowledge of EODs

In order to trigger Section 8.01's prudent person standard, HSBC must have obtained
actual knowledge or written notice of the EOD. Plaintiffs argue that, based onyabadable
information,HSBC obtained actual knowledge of widespread breaches of mortgage loan R&Ws
and of servicers’ failure to report those breaches. But this publicly awaitdbfmation did not
identify individual loans in breach. Generalized information indicatingrtrsts with loan
defaults or R&W breaches therefore cannot stuistfor proof that servicer or Master Servicer
had actual knowledge tdan-specific R&W breaches and thatfSBC actually knew othe
servicer’'s or Master Servicerfailure to report those breaches. As discussed above, sampling
will not aid plaintiffs n this endeavor.

C. HSBC's Failure to Investigate and Enforce Repurchase

In addition, plaintiffs have not demonstrated that under Section 8.01’s prudent person
standard, HSBC was obligated to investigate unreported R&W breaches, such asryimqeprf
some kind of sampling review, and failed to do so. First, even in the&eE@i3teontext, “[t]he
trustee is not required to act beyond his contractually conferred rights and p&esta. Park
109 F. Supp. 3d at 597. Angvestigatory duty assumed by the trustee is still limited by the
terms of the governing agreements, which allow a trustee to refrairekpemding or risking its
own funds in conducting an investigation without securing satisfactory indeatioficSee

DBALT 2006AR5 PSA § 9.02(a)(v). The plaintiffs have resttablishedhatthe PSAs required
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HSBCto assume the extremely burdensome task of performing a review of teartraster to
find the specific breaching loans.

Second, plaintiffs have cited no evidence, such as industry standards or customs at the
time, showing that performing some kind of sampling review, identifying and inviastjdean
breaches, and subsequently enforcing repurchase was “what a prudent perddmawedone”
following an EQD. PIs.” Mem. at 17 (“[I]n hundreds of cases filed in the aftermath of the
financial crisis, RMBS trustees have sought to enforce repurchase oblyatth respect to all
loans breaching R&Whrough the use of sampling.” (emphasis added)). The argumtrst
HSBC should have performed an extensive sampling review of the loans at issue iy temmpl
distant a leap for this Court to make without plausible allegations that other MBSttusieses
have taken similar action in similar circumstances (bolge¢he actions a ‘prudent person’

would have taken).” Policemen’s Annuity & Benefit Fund of City of Chi. v. Bank of Am., N.A,,

907 F. Supp. 2d 536, 666 (S.D.N.Y. 2012).
D. Existence of Specific Defective Loans Had an Investigation BeBerformed
Sampling, according to plaintiffs, will “prove the existence and rate of tikefdoans
HSBC would have found had it acted as a prudent perBts1."Mem.at 18. But to successfully
enforce repurchase of a specific loan after a defined EOD has oc¢d®®@E,would have
needed to locate the individual breaching loans themselves rather than deterstimiel ¢
breach rates. It is not clear how sampling can show that after performingestigationHSBC
would have located thepecific breaching loans ositdle of a sample based on the existence and
rate of defective loans within the given sample. Plaintiffs have cited no aytaihinting that
in the context of a defendant RMBS trustee obtaining actual knowledge of serviosy th©

rate of breaches insample of breaching loans allows the trustee to identify specific breaching
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loans outside the sample. This attenuation is made all the more glaring by thatftet thans
in the trusts at issue vary in terms of maturity date, interest rate, an&éghnlicemen’s

Annuity and Benefit Fund of City of Chi., 907 F. Supp. 2d at 547 (holding that “loan defaults” in

one trust “will not ‘infect’ the value of certificates” issued by anothestjr
CONCLUSION
Accordingly, plaintiffs’ motion to re-underwrite a sampling of loans forpghmose of
proving HSBCs liability or damages beyond the loans in the sample is DENIED. The padies a
directed to the Court’'s February 24, 2017 Order as to submitting a joint statuselgdieling

Phase Il of the dan Re-Underwriting Protocol.

SO ORDERED. /P/L/* HM

SARAH NETBURN
United States Magistrate Judge

DATED: New York, New York
March 10, 2017
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	SARAH NETBURN, United States Magistrate Judge:
	SO ORDERED.

