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Abstract

This paper is a focused analysis on the legal recourse investors in subprime mortgage vehicles might have against integrated originators, packagers and investment vehicle organizers in the mortgage process based on the resulting bubble and the economic aftermath of its collapse. It does this through the lens of a major civil case involving two financial giants, Barclay’s Bank and JP Morgan Chase the current owner of Bear Stearns. This approach is used because if a large well-financed plaintiff investor with a credible claim cannot make a good legal case against a participant controlling all aspects of the mortgage origination to investment chain it will be even more difficult with respect to smaller participants or those that worked with different or multiple participants in the chain on an arms-length-basis. In addition, the case offers an excellent perspective on the origins of the current crisis and how even sophisticated investors to their regret got caught up in the intricacies and complexities of the global mortgage backed securities market and related financial products.

Introduction

The paper argues integrated participants were large sophisticated financial institutions with access to detailed economic, regulatory and financial information that suggested caution with respect to advising investors of risks. When cautionary flags were raised they should have been among the first to recognize them from their own portfolios and available industry and government data. Since potential investor litigants have frequently been frustrated that those that sold them mortgage backed investments can generally point down the mortgage chain and claim they were also deceived until the investor arrives at a mortgage originator that is often a bankrupt firm such as New Century Financial, Lehman Brothers, or Washington Mutual, the integrated originator-packager-seller offers the best chance of recovery. This is because existing large integrated players are viable targets if investors can implicate their holding companies or substantive subsidiaries in the management and actions of investment vehicles they or their subsidiaries created.


The paper examines this from two perspectives. One compares potential causes for civil action with the three areas where there have been investor settlements with financial institutions. These are violation of pension management obligations under ERISA, misrepresentations or failure to disclose actual risks related to managed accounts that specified a certain level of prudence and settlement decisions based on reputation considerations. The second approach examines the Barclays v Bear Stearns case. Here Barclays claims fraud and is trying to access the deep pockets of JP Morgan Chase for reimbursement of the roughly $400 loss Barclays sustained in a hedge fund Bear Stearns Asset Management [BSAM] created that went bankrupt. 


While the mortgage meltdown and its aftermath have brought numerous civil and criminal actions, this one offers an excellent view of how the market developed and went awry. Mortgage fraud, including Federal and state prosecution, has grown dramatically along with the huge increase in the US mortgage market’s size and complexity. Yet plaintiffs seeking remedies often end in civil court as plaintiffs’ lawyers and their clients try and recover some of the billions in losses clients have sustained. While this paper only explores a narrow segment of these legal developments, to fully grasp even this situation, one must understand the critical changes that occurred in global financial markets for US mortgage related securities and their legal underpinnings. Thus the paper describes this development. It then shows how changes in US banking and security laws have complicated the situation for any legal causes of action such as Barclays’ and why focusing on integrated participants is a good place to begin an analysis of potential recourse. Since causes of action potentially include all points in the mortgage origination and investment chain, it is easier to pinpoint knowledge of potential problems and risks when only one holding company is involved and when various actions are primarily against or between related financial institutions acting as the originators, packagers, security purchasers and ultimate investor marketers to those that invested in their mortgage related products.


The mortgage backed market developments have combined with changes in the legal regime regulating financial institutions to significantly complicate the steps a plaintiff’s lawyer must take to develop a complaint or pursue a particular course of action. Slicing loan pools into several tranches or pieces with varying rights to specific mortgage payments coupled with the multiplicity of documentation at each point in the chain have joined with the split between servicing and loan ownership to make it unclear who controls the pool or the underlying loan and mortgage and its payment stream. Indeed in several cases the servicing agent holds the mortgage in trust for the pool, while the pool is controlled by the super senior tranche for a diverse group of investors with conflicting interests. Focusing on the integrated players reduces this complexity and simplifies claims and possible recourse.


Also as seen in Barclays v. BSAM dealings between related entities require certain corporate declarations regarding independent valuation and pricing of the traded securities and this paper trail or lack thereof can become a cause of action too. Yet Barclays v. BSAM highlights some difficulties facing plaintiffs seeking remedies for their losses even from integrated firms due to the difficulty of piercing the corporate veil or proving vicarious liability. In this case while Barclays has a good claim against Bear’s asset management company Barclays ultimately wants access to the deep pockets of the holding company The Bear Stearns Companies that JP Morgan acquired and not just BSAM the entity that stood in a customer-client relationship with Barclays as the one structuring and marketing the investment, though Barclays asserts that BSAM and the Bear Stearns companies owed Barclays a fiduciary duty that they violated if they knew or should have known the mortgage backed securities purchased for the Enhanced Leveraged Fund were high risk or below market value. This is because a critical element indicated by other settlements is that the seller implicitly acknowledged they had not properly informed clients of the risks or had made investments knowing those investments exceeded the clients’ risk guidelines. Otherwise a good defense is everyone was fooled and when they made the investments or structured the fund there was no reason to know the securities were so risky.


Therefore the final part of the paper indicates the information available to Bear Stearns at the time concerning the risky nature of the investments and the SEC case against the two senior managers of the Enhanced Fund. Finally it analyzes Barclays’ claims and the current status of the case.
Explanation of Structure and Evolution of US Mortgage Market


The US residential mortgage market is a multi-trillion dollar market that dramatically increased from 2002 onwards. As of June 2007 residential and non-profit mortgages outstanding amounted to $10.143 trillion up from $5.833 trillion as of September 2002.
 The number of firms and organizations participating in this huge market proliferated as well. Twenty-five years ago a local bank or local savings and loan [S&L] issued the typical home mortgage to a local borrower and the bank or S&L would hold it on its books to maturity or the home was sold or mortgage refinanced. 


But starting in the 1980s and expanding into the 1990s and the first years of this century, that all changed. Banks and S&Ls discovered the benefits of securitization and balance sheet turnover. They realized mortgages and other regular payment credit instruments such as auto loans and credit cards had steady cash flows that if bundled could provide investors with an apparently steady income stream that could be capitalized [securitized] and sold. Now banks and S&Ls rather than holding the loans in their investment portfolios would bundle and sell them to investors while retaining servicing functions for which they deducted fees. This innovation meant banks or S&Ls could now rapidly turn over their balance sheets since they did not have to wait until a loan was repaid or their capital increased to make new loans and thus expand their revenues from the loan servicing and origination fees. This process increased their return on capital, earnings per share, and shareholder value benefiting shareholders and corporate officers with stock options.


As the new system evolved, however, and became national or even international rather than local, other financial intermediaries emerged that specialized in specific functions within the mortgage packaging, sale and investment business chain. For example, mortgage brokers could sell a New York mortgage to a Washington S&L that might price it more aggressively on rate and term than a local New York bank. This situation could arise due to other lender’s lower funding costs, desire to diversify risk across more markets, or interest in expanding its servicing portfolio where there were economies of scale. Indeed it could be all these factors. The broker could thus help borrowers find the best rate within an increasingly competitive and integrated national market for residential mortgages that ultimately squeezed out small local banks or S&Ls. 


As the market expanded, economies of scale in specialization at points in the mortgage investment chain emerged. The Internet and personal computer power only increased such considerations as technological progress created significant cost improvements in sourcing and processing mortgage applications on-line. Just as a prospective home buyer can now virtually tour several houses in an afternoon without leaving home they could compare mortgage rates from several sources while lenders could quickly scan a buyer’s credit score and outstanding loans. Similarly huge increases in computing power and telecommunications introduced scale economies in servicing the mortgages and ultimate investors. Under this new and evolving structure it was possible no federally insured bank of S&L was involved in the loan or that one investor held the actual mortgage. Mortgage brokers could find lenders such as GMAC, GE Credit Services and Merrill Lynch instead of a bank or S&L. These lenders would bundle the mortgages into pools of cash flows usually as a trust and either they or investment banks such as Bear Stearns would place them with investors. 


But rather than selling the pools as a whole or percentages to an insurance company, hedge fund, or structured investment vehicle [SIV], they sold pieces of its cash flow tailored to investor requirements. Thus long-term investors might only want final monthly payments while another, shorter-term investor, might desire only the first three years’ interest payments. Longer dated monthly payments would be sold to a different investor group. Often no single investor owned an entire mortgage and none were involved in loan administration or handling the security. Large computer systems supported the servicing of these different structures favoring firms that could source and service in volume and so spread system costs over many mortgages, customers and structured investments. This factory mentality in creating pools including legal documentation has carried over to foreclosure activity in the current economic downturn and housing crisis.


Because initial lenders only expected to hold mortgages for a short period they frequently funded initial loans using commercial paper. In addition to GMAC and GE, specialized mortgage lenders did this, including those focused heavily on the sub-prime market. Countrywide Financial Corporation [CFC] perhaps the largest mortgage lender in the US did this extensively with its commercial paper backed by its mortgage loans, even though a subsidiary was a federally insured S&L. It continued the practice until 2006, probably to avoid stringent capital requirements imposed on S&Ls in 1989 as part of The Resolution Corporation Trust Act. 


The collapse of the sub-prime market, though, forced Countrywide to change its business model. In 2006 it applied for changed status to a Federally Regulated Savings and Loan Holding Company, though even this did not save it since Bank of America absorbed it. Still the size of the mortgage financing market, its rapid growth and its increasing complexity have combined with the current meltdown and the billions in losses by financial institutions and investors, to create many opportunities for legal actions including both criminal prosecutions for mortgage fraud and numerous civil causes of action seeking a legal remedy and some restitution of lost billions such as Barclays v. BSAM.


Not surprisingly these points of legal altercation are usually at the intersections that represent handoffs of loans and mortgages in some form between institutions such as the mortgage broker to the lender or between the lender and the pool packager or the packager and an investor since these points have usually been accompanied by contractual documentation representing the warranties and responsibilities of the party doing the handing off to the one receiving or accepting the securities. These contractual obligations then become the basis for recovery. However the cookie cutter approach used to produce these securities on a mass basis is now creating problems.
 This is why this paper will focus on those institutions that handled through different subsidiaries the entire process from origination to bundling to selling pieces of the pools to final investors or hedge fund or SIV they managed and whose equity they marketed to investors. 

Causes of Action

While litigation situations may exist at all points in the mortgage origination investment chain, one can pinpoint knowledge of potential problems and risks more easily when one holding company is involved and when various actions are primarily against or between related financial institutions acting as originators, packagers, security purchasers and ultimate investor marketers to those that invested in their mortgage related products. Yet the market developments described above coupled with changes in the legal regime regulating financial institutions have significantly complicated the steps a plaintiff’s lawyer must take in developing a complaint. Slicing loan pools into several tranches or pieces with varying rights to specific payments coupled with the multiplicity of documentation at each point in the chain have joined with the split between servicing and loan ownership to make it unclear who controls a pool or its underlying loans, mortgages and payment streams. Focusing on integrated players reduces this complexity, simplifying claims and recourse.


For example, an integrated Citicorp could originate mortgage loans in its commercial bank and then package them for sale to its Smith Barney Solomon subsidiary that would then sell the pool to a Citicorp structured and managed SIV. Citicorp commercial bankers and investment bankers could then market investments in the SIV to a wide range of clients. Citibank could also provide loans to the SIV to support their balance sheets or help market its short term paper. 


Therefore senior managers at the corporate holding company level in such integrated operations were in an excellent position to monitor and control all aspects of the chain from mortgage origination through final investor sale. In some cases they advertised this capability as a way to convince potential investors that because they could directly monitor all aspects of the process they could better control quality, even though given their large reported losses, we now know this was not true. Still because they did cover the entire chain, from a plaintiff’s perspective one only needs to look for a remedy from a defined group of related entities to facilitate claims, discovery and litigation. In addition as will be seen in Barclays v. BSAM because dealings between related entities require certain corporate declarations regarding independent valuation and pricing of the traded securities a paper trail or lack thereof can support a cause of action. 
Changes In The Applicable Legal Regime

Historically most financial booms and busts are followed by scandals
 and lawsuits
 Since people are usually hurt by the collapse in asset values and especially ones involving fraud, there is usually political pressure to punish those perceived as having caused the problem as well as to prevent future abuses even though the real reason the boom occurred is generally public greed followed by panic as the bubble runs out of liquidity to support much less inflate asset prices. Therefore these episodes are frequently followed by "barn-door closing" legislation. The Federal Reserve, the SEC and Sarbanes-Oxley resulted from financial crises in 1907 and 1929 and the collapse of the Internet Bubble respectively. 


Therefore in looking for statutory grounds for suits plaintiffs should focus on legislation that responded to similar past situations. The most recent crisis response involving real estate was the 1989 and 1990 legislation following the S&L crisis and junk bond scandals where Congress substantially increased and broadened penalties for crimes impacting financial institutions. FIRREA [Financial Institutions Reform, Recovery and Enforcement Act] included establishing the Resolution Trust Corporation and amendments strengthening the penalties for mail, wire and bank fraud. 

Settlements

However, so far FIRREA has played a small role in settled cases. These actually fall into three groups: misrepresentation, statutory violations and public relations and indicate some of the situations and legal arguments where financial institutions have compensated investors. Examining these may show how investors such as Barclays wanting to sue integrated providers could make a case. 

Misrepresentation of Risk

The City of Springfield Massachusetts sued Merrill Lynch for misrepresenting the quality of some subprime CDO investments and associated risks. Merrill settled for $13.9 million, though that did not prevent the Massachusetts Attorney General from launching a fraud action against Merrill too.
 A key issue in this and similar cases is “whether the lenders and securities underwriters fully disclosed the risks to borrowers who took out subprime loans or to investors [such as Springfield] who bought securities backed by them”.
 Therefore a bank defendant’s best defense is that these were sophisticated investors that understood the dangers and they just like the banks selling the securities failed to foresee a collapse of the housing market and the damage that would spread to the financial markets. So the amount of actual disclosure and the legally required disclosure will be critical elements in determining the strength of similar complaints. Here Merrill apparently felt its position was weak because it was managing Springfield’s account and the management guidelines required the investments be relatively riskless. Further, Springfield never authorized investment in mortgage-backed securities. But other suits will be case by case and circumstance and fact specific.

Statutory Violation


ERISA [Employee Retirement Insurance Security Act] is an example where if plaintiffs can prove a statutory violation recourse seems available. Under ERISA managers of pension funds have a fiduciary responsibility to act in their clients’ interest. Under a pending case State Street Global Advisors, a State Street Bank subsidiary has set aside $618 million to “settle claims that the firm invested in risky mortgage-related securities” including those brought by five pension plans. The pension clients claim State Street told them the funds “would be invested in risk-free debt securities (e.g. Treasuries) but were used instead to acquire ‘high risk’ investments and mortgage-backed securities”.
 


The applicable law here seems to be 29 U.S.C.A. §1104, covering the fiduciary duties of plan administrators. Here the act requires under subsection (a) a prudent man standard of care where “subject to sections 1103(c) and (d), 1342, and 1344 of this title, a fiduciary shall discharge his duties with respect to a plan solely in the interest of the participants and beneficiaries and (A) for the exclusive purpose of: (i) providing benefits to participants and their beneficiaries; and (ii) defraying reasonable expenses of administering the plan; (B) with the care, skill, prudence, and diligence under the circumstances then prevailing that a prudent man acting in a like capacity and familiar with such matters would use in the conduct of an enterprise of a like character and with like aims; (C) by diversifying the investments of the plan so as to minimize the risk of large losses, unless under the circumstances it is clearly prudent not to do so; and (D) in accordance with the documents and instruments governing the plan insofar as such documents and instruments are consistent with the provisions of this subchapter and subchapter III of this chapter.” It would appear State Street now recognizes CDOs backed by subprime mortgages do not meet this prudent man test.
Public Relations 


Citibank and other major banks used SIVs to take mortgage-backed securities off their balance sheets especially if not easily placed with third party investors. Banks structured SIVs and sold equity in them to investors. The SIVs then purchased bundled mortgage securities from the bank using loans or repurchase agreements [Repos] thus leveraging potential returns on the investors’ equity. In this way the banks got the debt and the mortgages off their balance sheet while reducing their capital requirements. However, they retained the servicing fees on the mortgages and management fees for arranging and managing the SIVs. 


When the mortgage market collapsed lenders to the SIVs demanded payment so SIVs had sell their securities at a big loss if they could be sold at all and the investors would be wiped out. Citi and other large banks that had created SIVs where now faced with a choice of alienating investor clients they had assured the investments were “safe” or walking away and facing litigation and client loss. They decided to settle the matter by taking the mortgages and related debt back onto their balance sheets or guaranteeing the SIVs’ debt. In the first case banks with SIVs paid off investors while in the latter case Repo lenders did not dump the securities and investors continued to get a return until the mortgages were paid off. In this way banks unwound SIVs and settled claims with the SIV lenders and investors. This was partly based on reputation considerations but also an evaluation that holding the mortgages to maturity would minimize final losses.


Though there are some similarities as to structure, these settlement situations are distinguishable from Barclays v. BSAM and highlight some difficulties facing plaintiffs seeking remedies for losses. In the Merrill Lynch and State Street cases the plaintiff had dealt directly with the corporate entity against which it was making a claim. There was thus privity in the relationship and no need to pierce the corporate veil or prove vicarious liability. Even in the Citibank SIV situation investors were only one step removed from the bank and dealt with the bank in making their investment decisions. 


Based on these cases Barclays has a good claim against BSAM but ultimately it wants access to the deep pockets of the holding company, Bear Stearns Companies, which JP Morgan acquired and not just Bear Stearns Asset Management the entity that stood in a Citibank relationship to Barclays as the one structuring and marketing the investment. Further because Citi settled partly for reputation reasons the issue of responsibility and piercing the SIV’s corporate veil was never tested. This is important since in the Merrill and State Street cases investors [Springfield and the pension funds] had accounts with Merrill and State Street. However in Barclays’ situation BSAM was managing an independently incorporated hedge fund where Barclays was the sole shareholder. There was no account or client relationship, though as discussed below Barclays still asserts a relationship “approaching privity” and that BSAM owed it a fiduciary duty.


Before examining the Barclays’ case in more detail, though, we should briefly examine how much BSAM and its parent the Bear Stearns Companies knew or should have known that the mortgage backed securities it was purchasing for the Enhanced Leveraged Fund were high risk or below market value. This is because a critical element indicated by the Merrill, State Street, and Citibank SIV settlements is that they implicitly acknowledged they had not properly informed clients about the risks or had made investments knowing those investments exceeded client risk guidelines. Otherwise a good defense is everyone was fooled and when they made the investments or structured the fund there was no reason to know the securities were so risky.

Available Information


The Bear Stearns Companies was a financial holding company listed on the New York Stock Exchange and was an integrated mortgage-backed securities company with its own mortgage company EMC Mortgage, an investment bank Bear, Stearns & Company that bundled and packaged mortgage securities pools it sold to investors including its own managed hedge funds. Thus the holding company and its subsidiaries were or should have been fully familiar with publicly available information about the mortgage-backed securities market, with information available directly from regulators and with proprietary information available from its own operations including changes in underwriting standards and data on past due and delinquent loans, foreclosures, and interest reset schedules. Indeed it used its knowledge and integrated status as part of its marketing to Barclays and others such as investors in the feeder funds for the Enhanced Leveraged Fund.


Here guidance provided to banks as early as February 2003 by the Federal Reserve Board on behalf of itself and other regulators including the Office of the Comptroller of the Currency, the Federal Deposit Insurance Corporation, and the Office of Thrift Supervision is instructive. In a supervisory guidance letter it advised banks about its concerns as to their “valuation and hedging of mortgage servicing assets (MSAs) and similar mortgage banking assets.”
 It also provided “guidance on sound risk management practices regarding valuation and modeling processes, management information systems, and internal audit as applied to mortgage banking activities.”


This memo and its attached Interagency Advisory suggested a “need for enhanced rigor in the specification and documentation of the underlying assumptions, models, and modeling processes used to value MSAs,” including  “incorporating available market data in their valuations.”... “In general, management should ensure that detailed policies, procedures and limits are in place to monitor and control mortgage banking activities, including loan production, pipeline (unclosed loans), and warehouse (closed loans) administration, secondary market transactions, servicing operations, and management (including hedging) of MSAs.” Further “[m]anagement information reports should provide comprehensive and accurate information on the institution’s mortgage banking operations and MSAs.”
 In its Interagency Advisory even at this early date these regulatory agencies indicated it was sending this message to banks because while it recognized exposure to mortgage-banking assets was then relatively small it was concerned by its growth in response to historically low interest rates and the many borrowers “attracted to new lending products by innovative, low-cost lending programs, widespread use of automated underwriting, and increased competition among banks, thrifts, and other financial institutions.” The regulators believed this “high volume of mortgage activity exposes institutions to a number of risks.”
 Here is a prescient regulatory red flag.


They identified these risks as including earnings volatility and erosion of capital from revaluation of MSAs. Other risks included the mortgage loans’ actual cash flow performance, documentation risk, timely impairment identification, interest rate risk, hedging strategies, and tracking loan quality. There was also related system monitoring and flagging of risks since it did little good to be concerned about cash flows if a firm’s systems were not properly structured to capture and highlight this information. Such information systems should also be tied to an organization’s accounting and reporting requirements.


In sum, the regulatory agencies believed and were clearly stating that “institutions engaged in mortgage-banking activities should fully comply with all aspects of their primary federal regulator’s policy on interest rate risk. In addition, institutions with significant mortgage-banking operations or mortgage-servicing assets should incorporate these activities into their critical planning processes and risk management oversight. The planning process should include careful consideration of how the mortgage banking activities affect the institution’s overall strategic, business, and asset/liability plans. Risk management considerations include the potential exposure of both earnings and capital to changes in the value and performance of mortgage banking assets under expected and stressed market conditions. Furthermore, an institution’s board of directors should establish limits on investments in mortgage banking assets and evaluate and monitor such investment concentrations (on the basis of both asset and capital levels) on a regular basis.”


This view was reinforced by further Interagency guidance in May 2005.
 Of particular concern were agreements called forward loan sales commitments under a mandatory delivery contract where certain institutions had committed to delivering a “certain principal amount of mortgage loans to an investor at a specified price on or before a specified date. If the institution fails to deliver the amount of mortgages necessary to fulfill the commitment by the specified date, it is obligated to pay a ‘pair-off’ fee, based on then-current market prices, to the investor to compensate the investor for the shortfall.”
 Further one was not allowed to offset these contracts through netting arrangements with other contracts that committed to the purchasing institution delivery of the equivalent mortgages. Thus, the regulators wanted to make sure these exposures were properly recorded in the company’s financial accounts. 


This was because mortgage loan demand began to decrease sharply in the fourth quarter of 2003 through the first quarter of 2005. Thus mandatory delivery could pressure originators to reduce loan quality to meet their obligations rather than pay a fee. The regulators logically wanted to measure this pressure especially since in the Fed’s “Supply and Demand for Residential Mortgage Loans” table it is clear lending standards began decreasing in the first quarter of 2004. Taken together with the rapid growth in Home Equity Lines of Credit [HELOCs] in this period, a new mortgage lending pattern was emerging as the market responded to higher rates as the Fed tightened credit. 


Higher rates meant homeowners were less interested in refinancing. Thus new loans were to mostly homebuyers. To continue to deliver a certain principal amount to clients originators were thus pressured to reduce credit standards and extend larger loans to value [LTV] than warranted. They were also induced to lend to those who would not normally qualify [subprime loans]. Lenders also expanded the number and amount of HELOCs. 


Regulators saw in these trends, especially the last, the following risks:

· “Interest-only features that require no amortization of principal for a protracted period;

· Limited or no documentation of a borrower’s assets, employment, and income (known as ‘low doc’ or ‘no doc’ lending);

· Higher loan-to-value (LTV) and debt-to-income (DTI) ratios;

· Lower credit risk scores for underwriting home equity loans;

· Greater use of automated valuation models (AVMs) and other collateral evaluation tools for the development of appraisals and evaluations; and 

· Increase in the number of transactions generated through a loan broker or other third party.”


Unfortunately the trend of deteriorating mortgage demand and declining credit standards continued through the third quarter of 2006. Thus the situation during the period in which Barclays was negotiating its deal with Bear Stearns was known to the regulators and the industry. Indeed regulators had put the industry at the highest level of notice as to their concerns. In terms of product development for example they noted that “risk management personnel should be involved in product development, including an evaluation of the targeted population and the product(s) being offered. For example, material changes in the targeted market, origination source, or pricing could have a significant impact on credit quality and should receive senior management approval.”


Origination and underwriting should be, “[c]onsistent with the agencies’ regulations on real estate lending standards, prudently underwritten home equity loans should include an evaluation of a borrower’s capacity to adequately service the debt,” and “consider a borrower’s income and debt levels and not just a credit score.”
 Consistent with these statements the regulators saw heightened need for “strong collateral valuation management policies, procedures, and processes.” This should include establishing “criteria for determining the appropriate valuation methodology for a particular transaction based on the risk in the transaction and loan portfolio. For example, higher risk transactions or non-homogeneous property types should be supported by more thorough valuations. The institutions should also set criteria for determining the extent to which an inspection of the collateral is necessary.”
 Finally to put teeth into their guidance the regulators state that “[p]ortfolios of high-LTV loans to borrowers who exhibit inadequate capacity to repay the debt within a reasonable time may be subject to classification. … Those institutions engaging in programmatic subprime home equity lending or institutions that have higher risk products are expected to recognize the elevated risk of the activity when assessing capital … adequacy.”


Also the Federal Reserve publishes a quarterly bank Supervisory Report that includes a report on residential mortgage lending. A table reporting stronger or weaker loan demand and whether loan standards are being tightened or loosened is included. Looking at this data one can see that weaker loan demand and a relaxing of credit standards were closely tied. This is why between 2005 and 2007 each report continually increased its focus on residential mortgage lending often asking special questions related to such mortgage lending. According to this data in 2006 when Barclays and BSAM negotiated their agreement it was the weakest part of the period for credit standards.


Based on such publicly available information it was clear to those in the industry that mortgage lending criteria was deteriorating and that investing in mortgage-backed securities directly or indirectly was becoming increasingly risky as pressures rose on originators to keep the flow going even if it meant relatively more subprime loans. In this environment BSAM concluded its deal with Barclays. Yet, if Barclays’ factual presentation in its complaint is correct neither side was ignorant of the deterioration in the mortgage-backed securities market.
 Rather to address Barclays’ concerns given the perceived market and security risks, BSAM presented itself as an integral part of the Bear Stearns operation that given their integrated operation and position as the leading underwriter of subprime mortgages it had greatly superior monitoring and risk control management systems compared to the competition.
 


BSAM through Cioffi and Tannin stated that Barclays should feel very comfortable with BSAM’s proposal that Barclay’s be the sole shareholder and swap provider in the Enhanced Fund. This is because BSAM’s asset management capabilities as demonstrated in its other large hedge fund, the High Growth Fund, showed it could produce higher returns with little risk despite the evolving adverse market conditions for mortgage-backed securities just noted. The image presented was that BSAM together with other Bear Stearns entities had taken the Fed’s best guidance and done it one better. This stated prudential market approach that would exclude risks like squared CDOs was negotiated by Barclays and BSAM and written into the Enhanced Fund’s investment guidelines as appended as an Exhibit to Barclays’ amended 2008 complaint.
Making the Case for Damages, Compensation or Rescission


Since JP Morgan Chase currently has little concern in preserving Bear Stearns’ reputation whatever that might be, the paper will focus on examining Barclays’ case in terms of the claims and remedies available to it under Contractual Misrepresentation and the Securities Statutes. While Barclays’ initial claims against BSAM and other Bear Stearns entities were based entirely on allegations of fraud and misrepresentation in entering and implementing their contract, subsequently the SEC and Department of Justice [DOJ] instituted civil and criminal proceedings against the two senior BSAM managers of the Enhanced Fund for violations under the 1933 and 1934 Security Acts.
 This opened the possibility for Barclays to amend its complaint to include a private right of action under these statutes.  However, while Barclays has amended its complaint to include statements that note these government actions as support for its case in terms of stating a claim, it has not revised or added to its causes of action any private right of action for violation of US Securities Laws. There are several possible reasons for this that will be examined below.

Contractual Misrepresentation


Barclays filed its complaint in Federal Court in the Southern District of New York on December 19, 2007 against BSAM et al with respect to consequences impacting it from the bankruptcy of the Enhanced Fund. But the initial private placement relationship between Barclays and BSAM began in March 2006 and given the adverse market situation for mortgage backed securities recognized at that time by both parties it took several months to close the deal in July 2006. Still Barclays did not include the Fund as a defendant in filing its case, probably because the Fund had already filed for bankruptcy in October 2007 two months before Barclays filed. This was prescient since one suit that was filed against the Fund was ultimately terminated in bankruptcy court in May 2008 with no benefit to the claimant.


Rather Barclays sued BSAM, Ralph Cioffi, Matthew Tannin, Bear Stearns & Co. Inc., and The Bear Stearns Companies Inc.
 But to survive a motion to dismiss the complaint needed to state a cause of action, facts that if true would meet the elements of its allegations of fraud and conspiracy. This would include presenting facts indicating Cioffi and Tannin knowingly with scienter took explicit actions in violation of their fiduciary obligations to Barclays that were deceptive and material on which Barclays’ justifiably relied and but for these misrepresentations and deceptive acts Barclays would not have lost millions. Further Barclays needed to assert BSAM is liable under the doctrine of vicarious liability for Cioffi’s and Tannin’s acts. Finally it had to present evidence other Bear Stearns entities and especially the holding company knew about and facilitated these actions because their timely intervention could have presented the loss.


It addressed these requirements in its initial December 2007 filing and three amended complaints dated April 22, 2008, June 6, 2008 and July 15, 2008. These filings contained the following major factual allegations, claims and representations:

· BSAM held itself out as an entity that was part of an integrated operation as having superior knowledge for evaluating mortgage backed securities and managing the risks inherent in such a portfolio through superior selection and hedging techniques including a proprietary computer modeling system that enabled it to track and monitor the over 2000 securities in the Enhanced Fund’s portfolio. Barclays’ complaint quotes Bear Stearns’ 2006 Annual Report as stating “Our vertically integrated mortgage franchise allows us access to every step of the mortgage process, including origination, securitization, distribution and servicing.” 

It also quotes a BSAM SEC filing describing its risk management approach: “The proprietary and third-party surveillance systems used by BSAM were designed to ensure that all assets are reviewed real time and those showing signs of potential credit deterioration or poor performance are designated for further review. BSAM’s surveillance systems track over 80,000 securities on a daily basis and monitor the performance of all of our CDO holdings as well as perform in-depth analysis on all the underlying collateral backing such holdings. … [This real-time system is] designed to be early warning in nature, as opposed to systems that provide alerts only after an asset begins to deteriorate.”

· Unfortunately Barclays discovered over the next year that this system was not able to monitor and evaluate the Enhanced Fund portfolio as it added more unique out-of-market securities. Thus Barclays alleges in their complaint the negotiated reporting requirements presented were not met. Rather Barclays was forced to rely on statements from Tannin and Cioffi as to the Fund’s actual performance. The complaint then explains these verbal and e-mail reports were intentionally misleading. For example Barclays claims it was told hedges were working despite turbulent markets when in fact they were not; particularly after a volatile February market performance Barclays was told the Fund was up almost 5% due to superior asset selection and market hedging when in fact the Fund barely broke even. Then in May BSAM reported to Barclays a 2% positive return when in fact the Fund had tanked 38%. By the end of June there was nothing left.
· Barclays claims indicate that the scienter for BSAM, Cioffi, and Tannin to reach the initial agreement with Barclays on the Enhanced Fund involved liquidity problems in the High Growth Fund because it was difficult to get Repo credits for several securities. Yet these troubles in the High Growth Fund were withheld because BSAM, Cioffi and Tannin needed to form the Enhanced Fund where Barclays would provide liquidity so they could use Barclays’ money to buy illiquid securities from the High Growth Fund for the Enhanced Fund. For this reason Barclays claims BSAM, Cioffi and Tannin made misrepresentations about the High Growth Fund’s performance as an example of what they could do in the new Enhanced Fund.
Further the Enhanced Fund and the High Growth Fund provided a large percentage of BSAM’s annual earnings and because of this Cioffi and Tannin received millions of dollars compensation. If the High Growth Fund had fallen this would have had a material effect on BSAM, Cioffi, and Tannin. This is another reason why BSAM, Cioffi and Tannin misrepresented material information to Barclays about the High Growth Fund’s performance when making their pitch for Barclays’ participation in the Enhanced Fund. It is also why they did not report to Barclays the Enhanced Fund’s actual performance during the first part of 2007 since they needed Barclays to keep increasing its participation in the Enhanced Fund like a Ponzi scheme to provide liquidity to that Fund and the High Growth Fund. Because of these alleged misrepresentations Barclays did increase its participation from $50 million when the Deal was signed in July 2006 to over $500 million in March 2007.

· Other material information Barclays claims was withheld was Bear Stearns the Investment Bank [BS&Co] had put a moratorium on Repos with BSAM relative to the High Growth and Enhanced Funds due to failure to follow regulatory procedures. This situation exacerbated both Funds’ liquidity problems. BSAM also did not follow the negotiated investment guidelines and bought prohibited CDO squared obligations made up of other CDOs as well as stock in a company, Everquest, whose assets were CDOs from the High Growth Fund or pools BSAM and Bear Stearns had bundled but could not place with third party investors.

· Importantly Barclays claims if it had realized any aspect of these and similar facts up until June 2007 the Swap Agreement would have been breached and Barclays would have exercised its termination clause under the swap agreement with BSAM and if this had been done before mid-June 2007 they would not have lost money. But because they relied on BSAM’s, Cioffi’s and Tannin’s duty to them and trusted they were operating truthfully Barclays could not take this action. Further, Barclays argues because Cioffi and Tannin knew this, they withheld critical data concerning the Enhanced Fund’s performance and this was also true for Bear Stearns Companies’ Co-President Spector when he inserted himself into the situation in May 2007. This is their “but for” assertion.


Based on these and other alleged facts and representations in their amended complaint, Barclays stated the following causes of action for which it has sought judicial remedies: FIRST - Fraud and Deceit as to Defendants BSAM, Tannin and Cioffi; SECOND - Fraudulent Concealment as to Defendants BSAM, Tannin and Cioffi; THIRD - Aiding and Abetting Fraud and Fraudulent Concealment to Defendant Bear Stearns; FOURTH - Aiding and Abetting Fraud and Fraudulent Concealment Bear Stearns Companies; FIFTH - Civil Conspiracy Commit Fraud and Fraudulent Concealment BSAM, Tannin, Cioffi; SIXTH - Civil Conspiracy Commit Fraud and Fraudulent Concealment BSAM, Tannin, Cioffi, Bear Stearns; SEVENTH - Civil Conspiracy Commit Fraud and Fraudulent Concealment BSAM, Tannin, Cioffi, and Bear Stearns Companies; EIGHTH - Negligent Misrepresentation as to Defendants BSAM and Tannin; NINTH - Negligent Misrepresentation BSAM and Tannin During Management and Operation of Structure; TENTH - Promissory Estoppel as to Defendant BSAM; ELEVENTH - Breach Fiduciary Duties Owed Barclay by BSAM, Cioffi and Tannin; During Management and Operation of Structure; TWELFTH - Aiding and Abetting Breach Fiduciary Duties Owed Barclays by Bear Stearns; THIRTEENTH - Aiding and Abetting Breach Fiduciary Duties Owed Barclays by Bear Stearns Companies; FOURTEENTH - Gross Negligence and Negligence With Regard Barclays by BSAM, Cioffi, and Tannin During Management and Operation of Structure

In evaluating these causes of action the ones involving just BSAM, Cioffi and Tannin [1, 2, 5, 8, 9, 10, 11, and 14] seem quite strong and are likely to get stronger depending on what evidence is produced through the SEC and DOJ actions. However, the ones involving Bear Stearns or the holding company that is the real target seem more problematic unless the Co-President Spector can be shown to have knowingly facilitated the fraud in which case the holding company could be brought in under vicarious liability. However, as discussed in the Statutory Violations section below neither Spector nor the company was named in the SEC complaint. Further, there is evidence that other BSAM employees as well as BS&Co employees were also fooled by Cioffi and Tannin. Thus it will be difficult to pierce the corporate veil and prove an integrated corporate holding company wide conspiracy to defraud Barclays.

Statutory Violations


On June 19, 2008 the SEC brought charges of violating sections 10(b) of the 1934 Securities Exchange Act and 17(a) of the 1933 Act against the two former senior managers of BSAM, Ralph Cioffi and Matthew Tannin “for fraudulently misleading investors about the financial state of the firm’s two largest hedge funds and their exposure to subprime mortgage-backed securities before the collapse of the funds in June 2007.”
 The SEC’s allegations and complaint generally support Barclays’ claims. 


In addition the Department of Justice at the same time announced Cioffi’s and Tannin’s criminal indictments on “conspiracy and fraud charges.”
 Thus Barclays will be able to use the information and evidence from the SEC and DOJ cases to support its claims against the two former officers and subsequently against BSAM based on vicarious liability. But it is less clear whether these cases help Barclays extend its claims to Bear Stearns the investment bank or to the holding company, The Bears Stearns Companies Inc., or add anything to its claims based on violations of US Securities Laws or more particularly a private right of action for violation of Section 10(b). 


This is because in its investigation and charges against Cioffi and Tannin the SEC identified no other person or entity in its complaint including BSAM, though by listing BSAM as well as other Bear Stearns entities as related parties the SEC preserved the right to do so in the future. Thus the SEC-DOJ investigation has so far found “no smoking gun” tying other Bear Stearns entities or personnel to the “fraudulent acts and misrepresentations made by Cioffi and Tannin in connection with the high-profile collapse of two now-defunct hedge funds which they managed; the Bear Steams High-Grade Structured Credit Strategies Fund (‘High Grade Fund’) and the Bear Steams High-Grade Structured Credit Strategies Enhanced Leveraged Fund (‘Enhanced Fund’).”


Indeed in its complaint the SEC notes at certain times while they were perpetrating their fraudulent acts Cioffi and Tannin made statements that fooled others within both BSAM and the Bear Stearns investment bank that were responsible for marketing the two funds. This hardly supports Barclays’ theory of a knowing scheme perpetrated by Bear Stearns as an integrated operation to defraud or harm either Barclays or the investors in the two feeder funds.


With respect to the private action under 10(b) a brief review of the current state of suits under this statute that investors in the feeder funds will probably be limited to indicates Barclays cannot use this statute to get closer to the holding company and is probably better off with its direct claims asserting fraud and breach of contract under common law than any claims as a private right of action under 10(b) even against BSAM. This is probably why it did not add such a private right of action to its claims even after the SEC/DOJ filings.


Because from a strategic standpoint Barclays’ main objective is to access the Bear Stearns Holding Company and the deep pockets of JP Morgan, the strategic legal issue whether a private right of action under §10(b) would support their claim of a scheme involving the holding company. In this regard there are two key Supreme Court cases that control. One is Central Bank v. First Interstate Bank where the court ruled that to aid and abet a violation of 10(b) for deceit and manipulation the plaintiff has to show the aider and abetter actually and knowingly participated as a primary actor in the activity.
 It is not sufficient to show the aider and abetter facilitated the fraud, deception or manipulation. It must have been a primary actor in the deception or manipulation so it would itself be liable under §10(b). Since Barclays’ complaint basically argues the holding company’s failure to act based on its knowledge assisted and facilitated BSAM’s, Cioffi’s and Tannin’s fraud using the Securities Laws will not get Barclays closer to its objective. 


Secondly, recently the Supreme Court in Stoneridge Inv. Partners, LLC v. Scientific Atlanta, Inc. specifically rejected the scheme complaint in §10(b) cases.
 The violation of a Securities Law complaint has also lost traction because the SEC and DOJ did not extend the violations by Cioffi and Tannin to other Bear Stearns entities. Finally, due to changes passed by Congress in the 1990s Security Law defendants have several more tools to counter private §10(b) suits than previously, including a scienter requirement and the right to stay discovery during any motion to dismiss. The latter could have created untoward delay for Barclays since the defendants have filed motions to dismiss. Therefore it is not surprising Barclays declined pursuing a 10(b) private right of action but has stuck with its traditional common law fraud approach. Since no other statutory remedy seems available, the violation option appears foreclosed.

Epilogue
On February 11, 2009 Bloomberg News reported “Barclays Drops Suit Against Bear Over Fund’s Collapse.” The report stated “Barclays submitted a notice yesterday to dismiss the suit without the ability to renew it.” ... “It dropped the case against all defendants,” including Cioffi and Tannin. Barclays and JP Morgan declined to comment further. While it is not possible to break the wall of silence it is logical that despite its strong case against BSAM , Cioffi and Tannin these defendants did not have the resources to make Barclays whole and the expense of pursuing the case only made sense if Barclays could access the deep pockets of JP Morgan Chase. As noted above this was problematical and so the decision to dismiss.

Summary and Conclusion


While it is clear the current mortgage crisis and its aftermath has and will involve numerous suits and claims along the whole mortgage origination, packaging, and investment chain for several years, Barclays v. BSAM indicates likely success will be greatest when there is a direct fiduciary or contractual relationship between the plaintiff and the defendant as in the Merrill Lynch Springfield settlement or the claims of Barclays directly against BSAM as a single entity. This would also be true for any claims based on violating Federal or state statutes as in the State Street settlement situation. Attempts to extend liability and claims to third parties even when owned by the same company in an integrated operation will prove problematic.


At the same time this situation argues that from a contractual standpoint going forward potential investors who have been sold on the risk management benefits and access to market expertise of using an integrated mortgage chain operation, such as Barclays was by BSAM, should alter their contractual demands. The new approach would require that related parties such as the investment bank and the holding company be included as contractual parties with their contributions and oversight responsibilities clearly delineated along with their liabilities in cases of fraud or deception. 


This procedure would have the benefit of forcing holding companies to pay close managerial attention to how parts of their mortgage chains are operated and make sure more stringent credit and risk management practices are implemented as the regulators have repeatedly requested.
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