Blackrock Allocation Target Shares: Series S Portfolio et al v. Wells Far...tional Association et al Doc. 376

USDC SDNY

DOCUMENT 3
UNITED STATES DISTRICT COURT ELECTRONICALLY FILED ||
SOUTHERN DISTRICT OF NEW YORK DOC #:

----------------------------------------------------------------- X DATE FILED: __ 3/10/2017 _I

BLACKROCK ALLOCATION TARGET
SHARES: SERIES S PORTFOLIO, et al.,

Plaintiffs, 14-CV-09371 (KPF)(SN)
_against- OPINION & ORDER
WELLS FARGO BANK, NATIONAL
ASSOCIATION,
Defendant.
_________________________________________________________________ X
____________________________________________ -X
ROYAL PARK INVESTMENTS SA/NV,
Plaintiff, 14-CV-09764 (KPH(SN)
-against-
WELLS FARGO BANK, N.A.,
Defendant.
____________________________________________ -X
____________________________________________ -X
NATIONAL CREDIT UNION ADMINISTRATION
BOARD,
Plaintiff, 14-CV-10067 (KPB(SN)
-against-
WELLS FARGO BANK, N.A,,
Defendant.
____________________________________________ -X

Dockets.Justia.com


https://dockets.justia.com/docket/new-york/nysdce/1:2014cv09371/435521/
https://docs.justia.com/cases/federal/district-courts/new-york/nysdce/1:2014cv09371/435521/376/
https://dockets.justia.com/

PHOENIX LIGHT SF LTD. et al.,

Plaintiffs, 14-CV-10102 (KPB(SN)
-against-
WELLS FARGO BANK, N.A.,

Defendant.
_________________________________________________________________ X
_________________________________________________________________ X
COMMERZBANK A.G.,

Plaintiff, 15-CV-10033 (KPB(SN)

-against-
WELLS FARGO BANK, N.A.,

Defendant.

_________________________________________________________________ X

SARAH NETBURN, United States MagistrateJudge:

This case is brought by dozens of certificateholders of residential metigaked
securities (“RMBS”) trusts against the trustééells Fargo BankNational Association {Vells
Fargd). The Court assumes the parties’ familiarity with the case.plaintiffs seek leave to+e
underwrite a sample of loans to establish pervasive breach rates acroskethengnloans of
the trusts at issue to prove liability and damayéslls Fargoopposes the motion because it
believes the plaintiffs cannot prove their case through sampling but rather ouesepch
element of their claims on a lodny-loan and trusby-trust basis. A resolution of this question

before reunderwriting findings have been produced is appropriate, given that the Court’s



decision wil affect the number of loans that the parties’ experts wilimgerwrite, as well as the
accompanying costs and time needed {orm@erwrite those loans.

The Court heard oral argument on the subject on October 28, 2016. Consolidated briefing
was then ordred to determine whether sampling is appropriate in this matter. Having rédviewe
the submissions, affidavits, and exhibits, the Court, by Order dated February 24, 2017, denied
plaintiffs’ motion to reunderwrite a sampling of loans. The Court’s reasofonghat Order
follows.

BACKGROUND

The underlying claims arise froWvells Fargo’'sole as trustee f&33 RMBS trusts: As
trustee, Wells Fargowed certain limited, contractualtjerivedduties to the certificateholders
set forth in the governing agreements, generally identified as the pooling aicthger
agreements (“PSAs” or the “Agreements”) and other related agreements, inchelvigrtgage
Loan Purchase Agreements and Servicing Agreements. In general, an indestaesstduties

are “strictly defined and limited to the terms of the indenture.” Elliott Assods.Henry

Schroder Bank & Trust Co838 F.2d 66, 71 (2d Cir. 1988). An indenture trustee undertakes no

obligations otler than those expressly set forth in the agreements. SseadilscCruden v.

Bank of N.Y., 957 F.2d 961, 976 (2d Cir. 1992) (construing indentures as contracts in
accordance with traditional contract interpretation principles).

The most pertinent of the governing agreements to this deeisedhe PSAs-the
contracts between the loan depositor, the trust administrator, the trustee, aad $exvicer.

The PSAs contain representations and warranties (“R&W”) made by the depasattars,

! SeeCoordinatedRMBS Trustee Actions Against Wells Farddos. 14ev-9371, 14ev-9764, 14ev-
10067, 14ev-10102, 15ev-10033, Plaintiffs’ Joint Opposition to Defendant’s Motion to Dismisk at
(BlackRock ECF No. 201).




sponsors, and originators attesting to the credit quality and other charastefigiie underlying
mortgage loans and their origination. Pursuant to the P8AbBs Fargdhad specific duties with
respect to enforcing the obligations of the loan sellers in the event of an R&dhbiikee
PSASs’ relevant provisions and terms are largely identical. No party agssrésy variation
between the PSAs would affect the outcome ofdbigsion

Plaintiffs’ claims against Wells Fargmund in contract. They are rootgxésifically in
Sections 2.03 and 8.01 of the PSAs. First, Section 2.03 provides in relevant part:

Upon discovery or receipt of written notice of any materially defective deotim

in, or that a document is missing from, a Mortgage File or of the breadieby t
Originators or the Seller of any representation or warranty underethted
Originator Mortgage Loan Purchase Agreement or the Mortgage Loan Rurchas
Agreement, as applicable, in respect of any Mortgage Loan which materially
adversely affects the vaduof such Mortgage Loan, Prepayment Charge or the
interest therein of the Certificateholders, the Trustee shall promptly ribefy
applicable Originator or the Seller, as the case may be, the Servicer &tthe
Insurer. . andrequest that, in the ca®f a defective or missing document, the
Seller cure such defect or deliver such missing document within 120 days from the
date the Seller was notified of such missing document or defect or, in the ease of
beach of a representation or warranty, request the related Originator orléne Sel
as applicable, cure such breach within 90 days from the date the applicable
Originator or the Seller, as the case may be, was notified of such breach.
Notwithstanding the foregoing, any breach of a Deemed MaterialAdudrse
Representation with respect to a Group 1 Mortgage Loan or Group 2 Mortgage
Loan shall automatically be deemed to materially and adversely affect such
Mortgage Loan or the interest of the related Certificateholders therein.

If the Seller does nateliver such missing document or cure such defect or if the
related Originator or the Seller, as applicable, does not cure such breach in all
material respects during such period, the Trustee shall enforce such Originator’

the Seller's obligation, ashé case may be, under the applicable Originator
Mortgage Loan Purchase Agreement or the Mortgage Loan Purchase Agreement,
or Additional Mortgage Loan Purchase Agreement as applicable, and cause such
Originator or the Seller, as applicable, to repurchaske Blortgage Loan from the

Trust Fund at the Purchase Price on or prior to the Determination Date following
the expiration of such period (subject to Section 2.03(d)).

ABFC 20060OPT1PSA § 2.08a). Section 2.03 imposes two threshold requirements before

Wells Fargomust enforce the loan seller’s repurchase obligathells Fargomust “discover[]”



or obtain written notice of missing documentation in a mortgage file or an R&&¢hitd. And
the breach or deficiency must “materially and adversely” affectvalue of the particular loan.
Id. Upon both requirements being satisfiééells Fargo’sspecific obligations as trustee take
effect. Wells Fargonust promptly notify the originator seller of the defect in the particular
loan. If the seller fails touwre or repurchase the defective loan within either 120 days (if the
defect is a missing document) or @dys (if the defect is an R&W breackyells Fargamust
then “enforce such Originator’s or the Seller’s obligation . . . to repurchasé/krtgage
Loan.” Id. This cure and repurchase mechanism, also referred to as thagiuemedy,
constituteghe “sole remed[y]in the event of an R&W breachd.

Without specifying particular loans, plaintiffs allege Wells Fargeached its Section
2.03 obligatios when it “discovered” breaching loans that had a material and adverse effect and
failed to require cure or repurchase. The parties dispute (1) the meaning:of’étys for
purposes of Section 2.03 and (2) the appropriate method of pMielig Fargo’soreach of its
Section 2.03 obligations. Plaintiffs argue that “discovery” requires only inquirgenoft
breaches, which triggers Wells Fargo’s duty to investigate breachesnitetéreach rates, and
enforce the seller’s repurchase obligatidfells Fago responds that “discovery” requires
plaintiffs to prove it had actual knowledge of breaches and that it had no duty, before the
occurrence of a defined Event of Default, to investigate breaching loans. Rggaslimethod
of proof for showing breach, qhtiffs argue that statistical sampling performed by their retained
experts, rather than reviewing the entire universe of at-issue loans, hafideed hy other
courts in this District and is appropriate in this context. According to plaintaifispsng will
generate and extrapolate breach rates to tlesa¢ Trusts, as well as prove what a prudent

person would have found if an investigation of breaches had been perfovielésdiFargo



contends that plaintiffs must show it knew of Iegecific breaches with a material and adverse
effect and that sampling cannot capture such-leaal specificity.

Secondywith regards to plaintiffs’ claims regarding Events of Default (“EQDt often
referred to in the PSAs as an Event of Termination@D is defined in the PSAs as a failure
of a ®rvicerto perform its servicing duties in compliance with the governing agreements and to
cure such failure withi30 daysSeeABFC 20050PT1PSA § 7.01(a)Wells Fargds
obligations under Section 8.01 are triggered by actual knowledge anamittice of a EOD:

[T]he Trustee shall not be charged with knowledge of any failure by the Servicer

to comply with the obligations of the Servicer referred to in clauses (i) araf (ii)

Section 7.01(a) or any Servicer Event of Termination unless a Responsible Officer

of the Trustee at the Corporate Trust Office obtains actual knowledge of such

failure or the Trustee receives written notice of such failure from thecgerthe

NIMS Insurer or the Majority Certificateholde In the absence of such receipt of

such notice, the Trustee may conclusively assume that there is no ServidasfEve

Termination.

Id. at § 8.01. According to plaintiffs, in the aftermath of the housing and financial thesis

failure of servicers to promptly notify Wells Fargo ugbeir discovery of mortgage loan R&W
breachegonstitutedan EOD. Plaintiffs further contend that Wells Fargo obtained actual
knowledge of such failures based on publicly available informatione@ells Fargacquired
actual knowledge or written notice of a defife@D, it was required téexercise such of the

rights and powers vested in it by this Agreement, and use the same degreenti ckié in

their exercise, as a prudent person waxedrcise or use under the circumstances in the conduct
of such person’s own affairsld. Plaintiffs construe this prudent person standareédaire

Wells Fargo to have performed a thorough investigation of the loanstiuste According to
plaintiffs, Wells Fargés failure to perform that investigation, to thencover the existence and

rate of defective loansnd finally to enforce repurchas@s a breach of its obligah under

Section 8.01 to act as a prudent person.



DISCUSSON
Rule 26 and Proportionality
In general, statistical sampling is an accepted method of proving liability inigtrecD

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

Corp. v. Flagstar Bank, FSBFlagstat), 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. Corp., No. 09 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. 1. While Rule 26 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 its estimation, is

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 discovery overuse by emphabeinggetl to analyze
proportionality before ordering production of relevant information.”).

The parties have represented that the contemplated sampling will cost hundreds of
thousands, if not millions, of dollars, will require months to conduct, and will [eslylt in
challenges to the admissibility of the evidence. And as set forth mordé&idw, Wells Fargo

believes such evidence cannot prove plaintiffs’ claims. Such discovery should not hekemder



lightly. Critically, however, the Court’s ruling is andiscovery motion. And while this opinion
reaches a conclusion on the burden of proof for the parties’ claims and defense, swsiooonc
is intended to guide the Court’s proportionality analysis. Accordingly, at sumuotgyment or
trial, conclusions of law set forth in this opinion should not be deemed to hawdé-thecase
effect.
Il. Section 2.03 Breach of Representation and Warranty Claims

A. Plaintiffs Must Proceed Loan by Loan

Notwithstanding a pending motion to dismipkintiffs must be ready to gve Wells

Fargds alleged misconduct “loahy-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. 2014) (Retirement Boart. “Whether [the trustee of anNRBS trust] was obligated to

repurchase a given loan” requires “examinvgch loans, in which trusts, were in breach of the
representations and warrantielsl’ (emphasis added). The Court of AppealRétirement
Boardrejected plaintiffs’ wholesale prbthat the defendant trustee “violated its duties when it
failed to notify certificateholders of Countrywide’s breaches of the gavgragreements, failed
to force Countrywide to repurchase defaulted mortgage loans, and failed to ensiine that
mortgagdoans held by the trusts were correctly documented h therelatedHSBC
coordinatedaction the courhas echoed the requirement that “[c]ertainly, at trial or summary
judgment, plaintiffs must prove their claims lelayloan and trusby-trust.” Royal Park

Investments SA/NV v. HSBC Bank USA, Nat'| Ass’n, 109 F. Supp. 3d 587, 601 (S.D.N.Y.

2015).
Courts in this District have dismissed theories of generalized wrongdbenghe

pleading stagdn denying motions to dismisspurts haveaffirmed that more specific proof will



be needed at summary judgment or trial. Bieekrock 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 question is one of
plausibility of allegations, plaintiffs may ridee coattails of some of this work. Down the road
at trial, they will be put to their proof. At that point, relying on wrongs elsewdtemonstrated
would be insufficient.”). Other courts, in weighing the evidence provided at summamguatig
or trial, have emphasized the need foan-specific proof. Asummary judgment, the court in
MASTR denied plaintiff trustees’ argument of “pervasive breach,” that is, the anguinad
defendant should have been on notice that “a significant number of loans, beyond those
specifically identified, were also in breach” based on government investigaatings

downgrades, and other information publicly available at the M TR Adjustable Rate

Mortg. Trust 20069A2 v. UBS Real Estate Secs. Indo. 12 Civ. 7322 (PKC), 2015 WL

764665, at *11 (S.D.N.Y. Jan. 9, 2015MASTR 17). Similarly, theU.S. Bank court could not,
at trial, “determine whether the Trusts have proved that UBS received notiteeonise
discovered that a loan was in beaidhess the loan isidentified,” stressing the need to show

“breaches on an individualized loag-loan basis.'U.S. Bank, N.A. v. UBS Real Estate Secs.,

Inc., No. 12 Civ. 7322 (PKC)(JCF), 2016 WL 4690410, at *27, 75 (S.D.N.Y. Sept. 6, 2016)
(“U.S. Bank).

B. Section 2.03laims Contain Loan-Specific Elements

To prevail on their 8 2.03 breach of contract claims, plaintiffs must establish étiat W
Fargo failed to act as required under the PSA. The elemesitslofclaim require establishing
loan-specific proof related to a particular defebtat that defect was matairio the value of the
loan,that Wells Fargo failed to act with respect to the Ispecific remedies available for a

particular defect, and that such failure caused the plaintiffs ilemmtiffs seek to use samples



of loans pulled from 53 trusts to prove Wells Fargo’s liability with respect to eablbsH trusts
by extrapolating breach rates. But replacing 1spacific proof with extrapolated poals trust
wide breach rates ignores the Court of Appeals’ requirement that breachesdeqnr a loan-
by-loan basis.

Plaintiffs must first show which specific loans were in breach becausgefest that
would be cured by repurchase is loan-specific. Thav/edls Fargomust discover “any
materially defective doguent in, or that a document is missing fraMortgage File” or that
there was “a breach by ti@riginators or th&eller of any representatian warranty. . . in
respect oiny Mortgage Loan . . . .” ABFC 20060PT1PSA § 2.08a) (emphasis added®ee

alsoRetirement Bd.775 F.3d at 162 (“And whether a loan’s documentation was deficient

requires looking at individual loans and documents.”). To do so, plaintiffs must establish the
relevant underwriting guidelines and show that the loan breached acsp&aiY.

The materiality of an R&W breach is also lespecific. Pursuant to the PSAs, only those
breaches that “materially adversely affects the valseaf Mortgage Loan, Prepayment Charge
or the interest therein of the Certificateholders” trigger @ ourepurchase obligatioABFC

2006-OPT1 PSAS 2.03(a) (emphasis addedge alsdMASTR Adjustable Rate Mortgs. Trust

20060A2 v. UBS Real Estate Secs. Indo. 12 Civ. 7322 (PKC), 2015 WL 797972, at *3

(S.D.N.Y. Feb. 25, 2015) (“Materiality is determined not by the degree of deviatiortlieom
internal underwriting standards, but by how the deviation affects the Ceetfadders in
relation to ‘such Mortgage Loan.” (internal quotation marks omittédfASTR 117);

MASTR I, at *16 (“The Trusts may rely upon proof tleatto a specific loan, there is a material

or significant increase in the risk of loss.” (emphasis added)); Lehman X§ Jeuies 20064N

v. GreenPoint Mortg. Funding, Inc., 991 F. Supp. 2d 472, 479 (S.D.N.Y. 2014).

10



Sampling will na “adequately distinguish between breaches that are material and adverse
as to a particular loan and those that are MASTR |, at *10 (“[A] failure to follow internal
underwriting standards—which is a breach of a representation and warrastyeatmnay or
may not significantly increase the risk of a loss in a particular borrovearsi.e., ‘such
Mortgage Loan.”). Sampling may fail to capture whether the natureedfrach had a material
and adverse effect at the time a repurchase obligation, if any, was triggessialswhen the
sample that plaintiffs here draw consists of current loan performancmatfon. Sampling may
also detect a technical breach or deviation from underwriting standards botciiture
mitigating circumstances or compensating factors. For example, a missirgatren of
employment in a loan file is a technical deviation of the underwriting guideNe¢she defect
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 statée inco

Finally, the cure and repurchase remeditise sole remedies under the PSAme
themselves loaspecific. SeéABFC 2006-OPT1 PSA § 2.03(&d “repurchasesuch Mortgage
Loan from the Trust Fund at the Purchase Price”) (emphasis added). The “Puncb@ses P
defined as the sum of the “Pripal Balance” as of the date of purchabe, “accrued interest on
such Principal Balance at the applicable MortgaterestRate,” unreimbursed “Servicing
Advances,” and reasonably incurred expenaB&C 2006-OPT1 PSA § 1.01(a). Accordingly,
all the components of the “Purchase Price” are specific to a particular loars, thau
repurchase mechanism established by the parties is tatgetesppecific loan, and not to a group

or category of loansMASTR I, at *11;see alsdJ.S. Bank, 2016 WL 4690410, at *27

(“[L]oan-specific repurchase remedy” applies to “breaches on an individualizedyydaan

basis”).

11



C. Plaintiffs’ Authority Is Inapp osite

Plaintiffs rely on_Flagstaas an example of the admissibility of statistical sampling. In
Elagstar a monoline insurer alleged fraud against the defendant who served as the sponsor,
servicer, depositor, and originatoraifthe loans underlying the two trusts at issue. At trial, the
defendant challenged the use of statistical sampling to prove liability, gridnpainmateriality
required a consideration of the loan file. Judge Rakoff rejected this argument, aadhadi
sanpling was a “widely accepted method of proof in . . . cases relating to RMBS andngvol
repurchase claims” and that the sample was “reflective of the proportion otlithielual
members in the entire pool exhibiting any given characteristic.” 920 F. Supp. 2d Btasfs?ay
however, does not provide categorical support for the plaintiffs’ position thatiegnas
applied in this context, will generate leapecific proof of liability. InElagstay sampling was
used to show the extent of defects within only two trastsre all the loans were underwritten
using the same guidelineBlaintiffs’ proposed strategy of extrapolating breachsratam a
sample of loans to all SBusts involving numerous originators, servicers, sponsors, depositors,
and dffering underwriting guidelineds one that Judge Rakoff’s holding did not cowagstar
therefore stands on factual footing that is distinguishable from the spexifiext heré.

Plaintiffs have marshaled other cases approving the use of sateptiraye liability 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.

2To the extent Judge Rakoff found that inquiry net¢ pervasive breaches was adequate to trigger
Flagstar’s obligations, this Court declines to impose an inquiry netacelard on the trustee under these
governing agreements.

12



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

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, Inc., No. 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 digbavevijl not
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 Section 2.03 requires only inquiry or
constructive notice (i.eWells Fargoshould 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 2.03 to mean actual knowleOgs.interpretation is consistent with the

contractual remedies available under the PSA and Wells Fargo’s limited.duti

13



The repurchase remedy contemplated in Se&i0a rests on the ability of an RMBS
trustee to undertake concrete meas(ires enforce the originator’s or the seller’s repurchase
obligation)with respect to a specific defect, in a specific loan, in a specific trust. Adraghnot
undertake thosmeasuresvithout knowingthe specific missing amment or the specific breach
Without specific proof that the trustee knew of the particular breach, the plasatmfifot
establish that the trustee failed to act.

As an example of inquiry notice, plainsftite a letter fronfrinancial Security
Assurance, In¢the certificate insurer for three of theissue RMBS trusts for which Wells
Fargo served as trustagarningWells Fargo’s corporate trust services departroétitat it had
“good reason” to believthat many of the mortgage loans did not satisfy the representations and
warranties made by the originators pursuant to the PSAsithdut identifyingspecific
breaches. Pls.” Mem. at- 0. Plaintiffs argue that/ells Fargoshould havédiscovered” the
breaches in ththreetrusts because it should have known they existed doertasive breach
ratesdiscovered by investors in one of the trusts. But without knowing the specific document
defects in specific loans, Wells Fargould not have “discovered” any breaches in the trust and
provide noticeSeeU.S. Bank 2016 WL 4690410, at *27-28 (Plaintiffs’ constructive knowledge
argument was “little more than a reformulation of [plaintiffs’] pervasixeach theory” and
ignored the fact that the sole remedies contemplated by the PSAs only apfiexhthes on an
individualized loanby-loan basis.” (internal quotation marks omitted)).

Equating “discovery” with constructive knowledgealsoinconsistent with the
bargainedfor terms of the PSAs, which limit Wells Fargo’s {#©D duties as trustee to the four

cornersof the governing agreemengee, e.g. ABFC 2005-HE2 PSA § 8.01 (requiring the

14



trustee, prior to a Servicer EOD, to “perform such duties and only such duties a<Hicalipe
set forth in this Agreement”).

Specifically, the PSAs did not obligate Weargo to investigate until it received notice
or obtained actual knowledge of a Servicer EOD (rather than constructive nqimtemtial
breaches)SeePPSI2005-WLL1 PSA § 8.02(v) (“Prior to the occurrence of a Servicer Event of
Default hereunder and after the curing of all Servicer Events of Defauhwray have
occurred, the Trustee shall not be bound to make any investigation into the facts @ stettdr
in any reslution, certificate, statement . unless requested in writing to do so by the NIMS
Insurer or the Holders of Certificates illetl to at leas25% of the Voting Rights. .”); 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 on keeific knowledge. The [plaintiffs]
therefore mg not rely on evidence of ‘constructive knowledge’ or ‘pervasive breach’ to prove
UBS'’s knowkdge of breached warranties Before a Servicer EOD, “an indenture trustee is
more like a stakeholder whose duties and obligationexalesively defined by the terms of the
indenture agreement.” Royal Pafl09 F. Supp. 3d at 597. Consistent with Section 8.02(v) of the
PSAs, the First Department has ruled that an RMBS trustee has no “duty to ‘nosetodie s
with respect to discover[ing] if Events of Default or Master Servicer Event of Defaults [sic] or

other PSA breaches had occurred.Commerce Bank v. Bank of N.Y. Mellon, 141 A.D.3d 413,

415-16 (1st Dep’t 201Gjejecting plaintiffs’ allegation thattaustee’s general awareness of
loan defaults, litigation, and other public information was sufficient to trigger artigagsn of
breaches (emphasis added)).

Importing a “should have known” standardalsoinconsistent with previous decisions

that have emphasized the limited role of an indenture RMBS tr&eEllington Credit Fund,

15



Ltd. v. Select Portfolio Servicing, Inc., 837 F. Supp. 2d 162, 189 (S.D.N.Y. 2011) (holding that

trustees did not have any “monitoring or safeguarding duties beyond those lgxpiositded in

the PSA”);Commerce Bankl41 A.D.3d at 41%Plaintiffs allege that defendant [trustee] had

the duty to notify them that other parties to the PSA had failed to perform their iobiggand
that the Master Servicer was covering up defendant’s failures. However, inagiee
plaintiffs such notice, defendant would have had to monitor other parties. A failure t@monit
other parties plainly does not involve the performance of basidisoretionary ministerial
tasks.” (internal citation and quotation marks omitted)).
2. Sampling Will Not Demonstrate Actual Knowledge

Sampling cannot establish tha&fells Fargahad actual knowledge of specific breaches on

the requisite loan by loan basgeeMASTR |, at *10 (rejecting sampling on the ground that

“the terms of the PSAs foreclose such a broad and improvised remed¥A v. UBS Ams.,

Inc., 2013 WL 3284118, at *15 (S.D.N.Y. June 28, 2013) (“[E]vidence of generalized
knowledge” cannot qualifgs “circumstantial evidence of particularized, actual knowledge.”).
While sampling may identify deficiencies within a drawn loan pdd)ls Fargo’s duties as
trustee, including its obligation to enforce the repurchase remedy,ggeréd only when it
knew or received written notice of a defect for a particular loan in the troistiuCting a
sampling review seven or eight years after the fact cannot establishspkmhic loansVells
Fargowould have actually found to be in breach had it performeadvastigation at the time.
[I. Section 8.01Servicer Event of DefaultClaims

Under the PSAsa Servicer EOOdand, relatedlyVells Fargo’sduty to act as a prudent
investor) is triggered by a servicing breachat8ervicer, defined as “tHailure by the Servicer

to make any required Servicing Advance . . . or the failure by the Servicer dulyete®bs
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perform, in any material respect, any other covenants, obligations or agteevhthe Servicer

as set forthn this Agreement.” SeeABFC 2005HE2 PSA 8§ M1(a) (emphasis added). The
Servicer'ssubsequerfailure to cure the breachithin 30 daysculminates in a Servic&OD.

Wells Fargos heightened duties are triggered only when it obtains actual knowledge en writt
notice of an EOD. Even when it does receive notice or knowledge, however, its obligations are
“still circumscribed by the indentureRoyal Park 109 F. Supp. 3d at 597.

Plaintiffs claim that, because of the widespread, public nature of the finansig)
servicer EODs occurraeghen servicers failed to notify Wells Fargo of R&reacheswWells
Fargoacquiredactual knowledgef these failuresbased on publicly available information and
notices Plaintiffs furtherassert that Wells Fardoeached its olgjations under Section 8.01
when, after obtainingctual knowledge asuch servicer EOD4t failed to proceed as a prudent
person would (i.e., by failing to investigate, to uncover the full extent of breaching évahto
then successfully repurchase thans). According to plaintiffs, re-underwriting a sample of
loans would prove thexistence andate of breaching loanBut as with their Section 2.03
claims, plaintiffs’ reliance on sampling as a method of proof for their@e8tD1 claims is
unavailing.

A. EODs Require LoanSpecific Proof

Plaintiffs assert thaervicer EODs includa servicer'dailure to “promptly send notice
to Wells Fargo and the other parties upon discovery of mortgage loan representition a
warranty breaches.” PldVlem. at 17. But this failurby the servicers teend notice is premised
onthe existence of underlying R&W breaches that are-gpaatific in natire. Accordingly, in
order to prove the occurrenceaservicelEOD tied to loan R&W breaches,ghtiffs will need

to prove () the existence of loaspecific, material and adverse R&W breacligsthe
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servicer’s discovery of those individual breaching loans, anthé servicer’s failure to report
those loans to Wells Fargo.

B. Wells Fargo’s Actual Knowledge ¢ EODs

In order to trigger Section 8.01’s prudent person standard, Wells Fargo must have
obtained actual knowledge or written noticdltd EOD.Plaintiffs argue thatbased on publicly
available informationyells Fargoobtained actual knowledge widespreadreaches of
mortgage loan R&Ws and of servicers’ failure to report those breaches. But theypubl
available information did not identify individual loans in breg@kneralized information
indicating thetrusts with loan defaults or R&W brehescannot substitute for proof that
servicers had actual knowledgel oén-specific R&W breaches and that Wells Fargo actually
knew of the servicers’ failure to report those breaches. As discussed abovengavitptfiot aid
plaintiffs in this endeavor.

C. Wells Fargo’s Failure to Investigateand Enforce Repurchase

In addition, paintiffs havenot demonstrated that under Section 8.01’s prudent person
standard, Wells Fargo was obligated to investigate unreported R&W bresutiess by
performing somd&ind of sampling review, and failed to do so. First, even in the pOf-
context, “[t]he trustee is not required to act beyond his contractually confeyhesl and
powers.”"Royal Park109 F. Supp. 3d at 597. Any investigatory duty assumed by theetisiste
still limited by the terms of the governing agreements, which allow a trusteeain fedm
expending or risking its own funds in conducting an investigation without securirfg&atig
indemnification.SeePPSI 2005-WLL1 PSA § 8.02(v). The plaintiffs have estiablished that
the PSAs required Wells Fargmassume thkighly burdensome task of performing a review of

the trusts in order to find the specific breaching loans.
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Second, plaintiffs have cited no evidence, such as industry standarggmns at the
time, showing that performing some kind of sampling revig@ntifying andinvestigating loan
breachesand subsequently enforcing repurchass “what gorudent person would have done”
following anEOD. Pls.” Mem. at 17 (“[IJn 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)). Tlegument tht
Wells Fargo should have performed an extensive sampling review of the loangeasisimply
too distant a leap for this Court to make without plausible allegations that other MBS tr
trustees have taken similar action in similar circumstanadstéoing the 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 Defectiveoans Had an Investigation BeerPerformed

Samping, according to plaintiffs, will “prove the existence and rate of defetianes
Wells Fargo would have found had it acted as a prudent peRisri.Mem.at 18.But to
successfully enforce repurchase of a specific loan after a defined EGigduaded Wells
Fargowould have needed to locate the individual breaching loans themselves rather than
determine trustvide breach ratedt is not clear how sampling can show that after performing an
investigationWells Fargowould have located thepecific breaching loans outside of a sample
based on the existence anatk of defective loans within thggven sample. Plaintiffs have cited
no authority affirming that in the context of a defendant RMBS trustee obtairiina) ac
knowledge of servicer EOD#)e rate of breaches insample of breaching loaafiowsthe
trusteeto then identify specific breaching loans outside the sanhpls.attenuation is made all

the more glaring by the fact that the loans in the trusts at issue vary in termsritfyrdata,
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interest rate, and typ8eePolicemen’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 foeates”
issued by another trust).
CONCLUSION
Accordingly,plaintiffs’ motion to reunderwrite a sampling of loans for the purpose of
proving Wells Fargo’s liability or damages beyond the loans in the sample iHDENhe
parties are directed to the Court’s February 24, 2017 Order as to submitting tajosleter

regardingPhase Il of the Loan Rénderwriting Protocol and Wells Fargo’s January 18, 2017

Daubertmotion.

SO ORDERED. AO/L/« HM
SARAH NETBURN
United States Magistrate Judge

DATED: New York, New York

March 10, 2017
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