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Subprime Litigation — Where Are We Now?

Law360, New York (April 27, 2009) -- The collapse of the housing market led to a rash
of defaults on subprime mortgages. The implications of those defaults go well beyond
just the lender and the mortgage holders.

In addition to their impact on the broader economy, the rash of defaults have triggered a
wave of securities fraud litigation around the country, a wave that, despite its
importance (and sheer size), has been as of yet little understood.

We offer some initial understanding and analysis here. First, we catalogue briefly the
types of subprime-related suits that have been filed, finding that the cases fall into three
rough categories: suits against loan originators, suits against issuers of mortgage
backed securities and suits against banks.

From our review of these complaints (and from the handful of opinions that have been
released to date), we conclude that, despite the predictions of many that we have
entered a “brave new world” of subprime litigation, these cases actually look a lot like
“classic” securities fraud suits.

However, courts today are better equipped to distinguish legitimate allegations of fraud
from those suits brought simply to cash-in on investor hysteria, thanks to the Supreme
Court’s landmark 2007 holding in Tellabs Inc. v. Makor Issues & Rights Ltd., 551 U.S.
308 (2007).

We have found that this case and its progeny hold very important lessons for any party
involved in a subprime litigation, and they may offer some lessons for where, exactly,
the subprime litigation wave as a whole will take us.
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Background — The Subprime Meltdown, and the Litigation Wave that
Followed

During the housing boom, loan originators repackaged mortgages into various securities
products, including mortgage backed securities (“MBSs”), collateralized debt obligations
(“CDOs”) and collateralized mortgage obligations (“CMOs”).

The market’s desire for these products became so great that mortgage loan originators
began issuing subprime mortgages, or mortgages to borrowers with credit scores
typically lower than 640-660 on the FICO scale, and who were subject to a lower level
of income verification.

By accessing the subprime market, loan originators were able to increase the pool of
borrowers eligible to take out mortgages, in turn increasing the volume of mortgages
available for securitization.

Typically, the originators would then sell these loans to firms that in turn would
repackage them into securities to meet market demand. In some instances, originators
would repackage the loans themselves. Banks lined up to partner with these issuers to
sell the securitized loan products to investors.

As housing prices declined in late 2006, the equity underlying the mortgages was
reduced, causing defaults. As the defaults increased, the value of these securitized
products was called into question.

In late 2007, fears increased as a number of high-profile loan originators teetered on the
verge of bankruptcy, including American Home Mortgage and Countrywide Financial.

By 2008, numerous financial institutions — who themselves had invested heavily in the
mortgage-related products — began taking massive write-downs based on their
exposure to these products.

Of course, as with previous major market phenomena (like the savings and loan
collapse of the 1980s, or the turn-of-century accounting scandals like Enron), lawsuits
alleging securities fraud were quick to follow.

As of this writing, several hundred subprime-related complaints have been filed in state

and federal court, all essentially centered around one basic inquiry — whether
institutions misrepresented their exposure to subprime risk.

A Taxonomy of Subprime Lawsuits

Suits Against Loan Originators
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In 2007, as more and more subprime borrowers defaulted on their mortgages, the value
of investments in subprime loan originators began to decline. Soon thereafter, investors
began filing suits alleging securities fraud against companies such as IndyMac, New
Century and Countrywide.[1]

Complaints against originators were generally based on public statements regarding the
companies’ underwriting standards and business practices.

For example, in New Century, plaintiffs alleged that the company “misrepresented [its]
ability to repurchase defaulted loans; overvalued its residual interests in securitizations;
falsely certified the adequacy of its internal controls, loan origination standards and the
quality of its loans; and failed to identify these problems in public statements.” The
complaints against IndyMac and Countrywide contained similar allegations.[2]

Many of these early suits against originators have, at this point, reached the dismissal
stage, with decisions turning in large part on the strength of plaintiffs’ allegations of
scienter.

At present, outright dismissals outnumber all other outcomes nearly two-to-one, though
courts have allowed plaintiffs to proceed with at least some claims in several prominent
cases.

Courts have dismissed subprime complaints against IndyMac, Standard Pacific, Impac
Mortgage Holdings, Novastar Financial, First Home Builders of Florida, Fremont
General Corp. and BankAtlantic Bancorp.[3] However, at least some claims remain
against New Century, Countrywide, Accredited Home Lenders and Toll Brothers.[4]

Suits Against MBS Issuers

Similarly, investors suing issuers of now-worthless MBSs, CDOs and CMOs have
alleged various forms of fraud. Most complaints revolve around alleged misstatements
by issuers regarding the liquidity and value of the investments plaintiffs made.[5]

Because courts have only decided a handful of motions to dismiss (on a variety of
grounds), few cognizable trends have emerged to date from this particular species of
subprime litigation.[6]

Suits Against Banks

In the most recent wave of complaints, plaintiffs have begun suing financial institutions,
generally alleging three common causes of action: class action securities fraud brought
by investors in bank securities; derivative claims of fraud brought by shareholders; and
ERISA-based claims brought by current and former employees of the banks.[7]

The class action suits allege fraud based, fundamentally, on the banks’ failure to
disclose their exposure to subprime risk. The derivative claims allege breaches of
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fiduciary duties by directors and officers for failure to disclose subprime risk, for allowing
banks to take on risky subprime investments and for allowing inflated stock
repurchases.

Finally, the ERISA suits allege that employee retirement programs permitting or
requiring investment in company stock violated federal law, because the risk associated
with those securities was too high in light of the banks’ exposure to the subprime
market.

Motions to dismiss have been filed in several of these cases, but none have, to date,
been decided on the merits.[8]

At least one high profile case was settled recently. In late January, Merrill Lynch agreed
to pay $475 million to a class of plaintiffs alleging that the bank failed to disclose the full
extent of its subprime exposure.

Merrill simultaneously settled ERISA claims brought by a class of former employees for
$75 million in cash, but did not admit wrongdoing in either matter.[9]

Early Lessons from the Subprime Wave

So, what conclusions can be drawn from these cases? Is it in fact true that, as many
predicted, subprime litigation represents uncharted waters for securities lawyers?[10]

While it is indeed still early on in this process, we think some initial observations can be
made. At the highest level, predictions of a brave new subprime world appear to have
been overstated.

Subprime litigation generally looks a lot like any wave of securities fraud litigation seen
in the wake of major market phenomena: while each case presents its own issues,
plaintiffs, often via class actions, are accusing directors and officers of making
inaccurate or incomplete disclosures (in this case, about the quality of loan standards)
which artificially inflated share prices.

What is different about the subprime cases so far is that courts are employing the
Supreme Court’s 2007 decision in Tellabs v. Makor to distinguish claims of actual fraud
from lawsuits manufactured to cash in on investor hysteria.

Tellabs held that complaints alleging claims subject to the PSLRA must allege facts
establishing an inference of scienter that is “cogent and at least as compelling as any
opposing inference of nonfraudulent intent.”

We have found that courts are citing Tellabs’ extensively in subprime cases, and some
interesting indications of Tellabs’ influence are discernable.
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First, in the wake of Tellabs, establishing the identity and reliability of confidential
witness statements in the complaint is critical,[11] and courts are willing to dismiss
subprime complaints that fall short in that regard.

The issue of confidential informants in subprime litigation is crucial, given that subprime
complaints often rely on allegations of nonpublic internal company procedures like
lending practices or internal quality controls.

Courts will generally refuse to credit informant allegations when “[t]here is no specific
information as to the [informants’] positions in the [clompany, [] employment duties,
[and] the foundation or basis for their knowledge” Hubbard v. Bankatlantic Bancorp.
Inc., Case No. 07-61542 (S.D. Fla. Dec. 11, 2008).[12]

In the post-Tellabs environment, subprime complaints relying on confidential informants
are ripe for attack, especially if it can be shown that the informants are not adequately
identified,[13] or that the informants’ statements do not closely tie a particular defendant
to the alleged wrongdoing.

See, e.g., In re Downey Sec. Litig., No. 08-3261, 2009 WL 736802, *3 (C.D. Cal. Mar.
18, 2009) (general job title not sufficient to identify confidential witnesses); In re 2007
Novastar Fin. Inc. Sec. Litig., No. 07-0139, 2008 WL 2354367 (W.D. Mo. June 04,
2008) (dismissing allegations; finding confidential informants not adequately
identified).[14] This applies with special force to subprime complaints.

Second, courts seem skeptical of “mere puffery” defenses by subprime defendants,
especially if plaintiffs adequately alleged that the purported fraud consisted of
misrepresenting (or puffing up) the quality of loans or internal control standards.

See, e.g., In re Countrywide, 588 F.Supp.2d at 1144 (while “descriptions such as ‘high
quality’ [loans] are generally not actionable [as mere puffery] ... the [complaint here]
adequately allege[d] that Countrywide’s practices so departed from its public statements
that even ‘high quality’ became materially false or misleading”).[15]

Third, some courts are apparently losing their patience with what has become a rash of
extremely long subprime complaints. This may actually represent a backlash against
one (unintended) consequence of the Tellabs holding.

Tellabs’ “holistic” approach incentivizes lengthy complaints containing many allegations
which, standing alone, may not necessarily be indicative of scienter, but that might, in
the aggregate, cohere into an culpable inference of intent.

However, in the face of three- and four-hundred page subprime complaints, courts
appear to be growing weary, some even going so far as to threaten procedures outside
normal motion practice to dispose of issues.
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See, e.g., In re New Century, 2008 WL 5147991, at *1 (C.D. Cal. Dec. 3, 2008)
(denying dismissal, but warning that courts “will not hesitate to dismiss long, unwieldy
pleadings” that have become “endemic”).[16]

Defendants might seek to use courts’ growing impatience to their advantage; arguments
can likely be formulated that unreasonably long complaints belie weak scienter
allegations. See In re 2007 Novastar Fin., Inc. Sec. Litig., 2008 WL 2354367, at *6
(dismissing 100-page subprime complaint).

Conclusion
It seems as though we have reached the end of the beginning of the subprime wave.

While it is hard to discern trends from a fairly limited set of cases, we know at this point
that subprime motion practice is largely operating on the familiar terrain of the securities
statutes (especially the PSLRA), and that Tellabs — which was undoubtedly a major
milestone in securities litigation generally — is making its presence heavily felt in
subprime motion practice.

Litigants on both sides would do well to intimately familiarize themselves with Tellabs
jurisprudence in order to best position themselves to confront this “new” subprime world.

--By Abid R. Qureshi (pictured), Charles Mazer, John D. Castiglione and Brendan K.
Kelleher, Latham & Watkins LLP
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John Castiglione, Brendan Kelleher and Charles Mazer are all associates with the firm
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