End In Sight for Crisis-Era Case
Trustees including Wells Fargo are awaiting instructions
on how to finish distributing proceeds from a $4 billion settlement between J.P. Morgan and investors who lost money
on the bank’s mortgage bonds amid the 2007-2008 financial
crisis.
A New York State Supreme Court justice laid out a roadmap
in February 2020 that cut through procedural disputes between holders of those deals’ senior and junior securities. But
senior investors appealed, with arguments heard on May 14.
At issue are so-called subordinate writeup provisions attached to about 25% of the 320 securitization trusts involved
in the J.P. Morgan settlement. Those terms require paying
agents to use certain recovered capital, including settlement
proceeds, to reverse losses for subordinate bonds before — or
in some cases, instead of — senior notes.
While such provisions are unusual today, they were fairly
common in the early 2000s. That’s because by reducing risk
for subordinate bonds, the issuers could market them more
easily to investors seeking to resecuritize the holdings.
And senior bondholders tended to overlook the provisions, relying more heavily on credit ratings instead.
The U.S. Justice Department approved the original settlement with J.P. Morgan in 2013, with a modification taking
place in 2014. However, the agreement didn’t become effective until the IRS supplied private guidance to the parties involved in 2017.
But instructions for distributing the settlement proceeds
still conflicted with governing documents for some of the securitizations. Case in point: The settlement required that payments be allocated to bondholders in the reverse order of the
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even if subordinate writeup provisions dictated that the opposite should happen. So in December 2017, trustees Wells
Fargo, BNY Mellon, Deutsche Bank, HSBC, U.S. Bank and Wilmington Trust petitioned the New York court for instructions.
That request took place under Article 77 of New York’s Civil Practice Law and Rules, which gives the Supreme Court jurisdiction over cases involving most trusts and speeds up the
judicial hearing process. Next came last year’s roadmap, in
which the court held that the securitizations’ pooling and servicing documents should be interpreted as written — placing
junior bondholders first in line in some instances.
The senior bondholders’ appeal, in turn, argues that the
documents do not explicitly prohibit writeups of their positions. Among those seeking a reversal are Aegon, BlackRock,
Invesco and Voya Financial.
Maya Cater Scheef, a partner at law firm Kleinberg Kaplan,
says a reversal on appeal would upend more than 100 years of
New York contract law while carrying broad ramifications to all
types of securities contracts. That’s because it would mean, in effect, that courts could alter the economics of those transactions.
“If courts tinker with cashflow provisions, it affects not only
the price or value of the bond, but also the ability of any party
in a transaction to hedge the risk,” Scheef said. She plans to
file a friend-of-the-court brief on behalf of a subordinate bondholder.
The brief urges the court to apply the contractual language
as written, focusing on the market forces at play at the time
the trusts formed and the reasons the parties and others would
want to write up subordinate classes.
Others say the case is not so straightforward.
Joseph Cioffi, a Davis + Gilbert partner who also represents

parties in mortgage-bond litigation, said the original deal documents weren’t written with huge legal awards in mind. For
some of the trusts, for example, the settlement proceeds could
be so large that there would be money left over if the senior
notes can’t be written up.
That’s partly a function of the scale of the bondholders’
losses, which resulted in writedowns for senior notes. The parties also might have factored in prejudgment interest on those
losses at New York’s statutory rate of 9% a year. And there’s the
fact that the settlement agreement doesn’t allow any proceeds
to go toward residual interests.
Senior noteholders additionally can claim to be adhering to
contract language. In spite of the subordinate writeup provisions, the securitizations more generally provide for the priority of the senior notes. And if any class is written up, they could
make the case that the senior notes should be as well. “What
the language means here is in the eye of the beholder, so both
sides can claim to be on the side of adhering to the contract
language,” Cioffi said.
The court’s instructions also are expected to address the
order of operations, including whether writeups should occur
before payouts and whether certificates that have unwound or
that have zero balances can receive writeups.
There is also the matter of whether a settlement should override pooling and servicing agreements. That’s bound to come
up in other settlements involving multiple trusts due to variations in their pooling and servicing terms.
The trial component of the court initially held that the
settlement controlled only matters the pooling and servicing
agreements didn’t address. “Given the world we live in today
versus the expectation when deals were inked, the parties need
the flexibility to negotiate settlement terms and have the settlement agreement control,” Cioffi said. 

