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clear: Such software enables mortgage
brokers to dramatically increase their
rate of origination.

Litigation Potential
Since the start of the current

subprime crisis, many lenders have
filed for bankruptcy and several
lawsuits have been filed. Figure 3
shows the list of companies that filed
for chapter 11 or have closed since mid
2006. See Figure 4 for a list of some of
recent subprime-related lawsuits.

Some examples of potential areas of
litigation include the following:

• Homeowners’ lawsuits versus
conduits and underwriters. Home-
owners—presumably in a class-action
setting—will file lawsuits alleging that
mortgage products were ill-suited to
their needs. Claims will emphasize the
complexity of the mortgage terms, as
well as the impact of rate reset and
subsequent payment shock. Examples
of these type of lawsuits include
Thomas Hilchey and Robin Crevier vs.
Ameriquest. The suit alleges that the
lender failed to provide documents and
disclosures, leading the plaintiffs to
take out the loan, only to face a
payment shock two years later when the
“teaser” period ended.11

• Conduits’ lawsuits vs. the banks.
Since conduits are unable to do
business without capital, many have
been forced to file bankruptcy when
they were asked to buy back loans. It is
likely that there will be claims of
improper margin calls and poor
valuation of underlying collateral on the
part of banks and other institutions that
purchased the loans.

• Shareholders’ lawsuits vs.
conduits, accountants, trustees and
underwriters. The subprime lenders
that went bankrupt will face extensive
accusations. Shareholders will make
claims of misrepresentation and
omission related to accounting for
residuals, as well as claims of bad
valuation and poor underwriting
standards. There have been several
class action lawsuits against subprime
lenders such as New Century,
NovaStar Financial and Accredited
Home Lenders Holdings Inc. in the last
few months, alleging violations of
§10(b) and 20(a) and Rule 10b-5 by
issuing false and misleading
statements.

• Insurers’ lawsuits vs. conduits.
Large insurance claims on failed
subprime collateral will lead to
accusations of poor underwriting
(misrepresentations and omissions) on
the part of conduits.

• Investors’ lawsuits vs. trustees. To the
extent that bondholders do not get paid,
there will be claims of breach of fiduciary
duty on the part of the trustees responsible
for the distribution of cash flow.

• Investors’ lawsuits vs. conduits
and underwriters. Any substantial loss
on MBS bonds will result in investors
acquiring class certification and
making accusations of misrepre-
sentations and omissions. For example,
Bankers Life recently sued Credit
Suisse for accepting low-quality loans,
misleading investors about the identity
of the loan originators, concealing
delinquencies and overstating the
extent of insurance coverage (credit
enhancement) for subprime MBS that
it sold to Bankers Life.12

• Trustees’ lawsuits vs. conduits and
underwriters on behalf of investors.
Trustees will seek damages from
conduits and underwriters. The claims

will be along the lines of fraudulent
conveyance and breach of contract
related to loan servicing.

• Individual investors’ lawsuits vs.
pension funds, mutual funds, insurance
companies and hedge funds. If and
when the investors of MBS post poor
returns as a result of failing subprime-
backed investments, the individual
investors will accuse the funds of not
taking on suitable and prudent
investments, and failing to follow
investment guidelines and standard
risk-management procedures. There
will also be claims of misrepre-
sentations, omissions, bad pricing and
mark-ups. Recently, a retiree filed suit
against Fremont General Corp., alleging
imprudent investment and seeking class
action status to reclaim funds lost from
a drop in Fremont’s share price.13

Conclusion
An increasing number of

borrowers with weak credit  and
incomplete documentat ion have
qualified for mortgages as a result of
the proliferating range of mortgage
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products, credit market innovations
and relaxed underwriting standards.
This explains part of the significant
increase in subprime originations over
the last decade. The recent slowdown
in the housing sector, the increase in
short- term interest  rates and

ubiquitous pre-payment penalties left
many subprime borrowers with no
option but  to default .  As
delinquencies and foreclosures
increased beyond expected levels,
many lenders ended up fi l ing for
chapter 11 or stopped originating

subprime loans as they were unable to
meet their loan buy-back obligations.
Furthermore,  investors may face
losses if  rat ing agencies start
downgrading the mortgage-backed
securities.  ■

Figure 4: Subprime Lawsuits to Date

Shareholders vs. Lender for violation of securities laws:
Class actions against New Century 2/9/2007
Class actions against NovaStar Financial 2/9/2007
Class actions against Accredited Home Lenders Holdings, Inc. 3/19/2007
Class action against Beazer Homes USA Inc. 3/29/2007

Issuer/Underwriter vs. Lender for failure to buy back loans:
HSBC against various subprime lenders 3/13/2007
DLJ Mortgage Capital, a unit of Credit Suisse, vs. Sunset Direct Lending 2/27/2007
DLJ Mortgage Capital, a unit of Credit Suisse, vs. NetBank 3/30/2007
DLJ Mortgage Capital, a unit of Credit Suisse, vs. Infinity Home Mortgages 3/30/2007
UBS Real Estate Securities vs. New Century Financial 4/5/2007

MBS Investors vs. Issuer/Underwriter:
Class action against Bear Stearns, JPM, Credit Suisse, Morgan Stanley for negligence 4/11/2007
Bankers Life Insurance Co. v. Credit Suisse, seeking to recover losses on bonds 4/27/2007

Borrower vs. Lender:
Class action against Wells Fargo Financial, Inc. for failure to advise borrowers adequately 12/2003
Thomas Hilchey & Robin Crevier vs. Ameriquest for deceit and negligent misrepresentation 3/16/2007
Leon L. Morris and Allison S. Morris vs. First Franklin Corp., a subsidiary or Merrill Lynch 4/4/2007
Class action lawsuit against NovaStar Financial for controversial yield spread premium fee 4/10/2007
Class action against Ameriquest for aggressive marketing and sale of risky mortgages 4/20/2007

State vs. Lender for Violation of State Laws:
Ohio State Attorney General vs. New Century 3/15/2007

Individual Investors vs. Funds and Insurance Companies:
McCoy vs. Fremont General Corp for making imprudent investment for pension plan 4/26/2007
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