


12        Financial Services Litigation NewsWire        February 2010

Credit Suisse Not Liable for 
Structuring Risky Financial 
Transactions
By Gerald D. Silver and Bernadette Galiano

The United States Court of Appeals for the Third Circuit 
recently affirmed a decision dismissing claims by a bankrupt 
company seeking to hold its bank responsible for risky financ-
ing transactions the bank had structured but which were 
approved by the company’s board of directors. OHC 
Liquidation Trust v. Credit Suisse et al. (In re Oakwood Homes 
Corp.), No. 08-4445, 2009 WL 4829835 (3d Cir. Dec. 16, 2009). 
The court found the claims were barred under New York’s in 
pari delicto doctrine because, “to the extent the financing 
decisions were blameworthy, Oakwood was at least as culpa-
ble as Credit Suisse.” Id. at *3.

Background
Oakwood Homes Corporation (“Oakwood”) produced and 
sold manufactured homes. Its client base consisted mostly of 
low-income individuals with poor credit. Oakwood later 
expanded its business to include mortgage financing for its 
clients. To obtain liquidity to fund these operations, Oakwood 
would securitize the payment streams on the mortgage loans 
it had financed.

In 1994, Oakwood retained Credit Suisse to perform future 
securitizations. At this time, Oakwood did not engage Credit 
Suisse as its financial advisor; Credit Suisse did not control 
Oakwood or “tell it what to do.” Id. at *2. Oakwood’s board of 
directors — comprised of legal and business professionals 
from real estate development companies, law firms and 
investment banks — approved the securitization transactions, 
which had increased annual revenues to nearly $1 billion by 
the late 1990s.

In 1999, however, the market for manufactured housing 
collapsed and purchasers began to default on their loans. 
Oakwood reported operating losses in its SEC filings and press 
releases. Credit rating agencies then downgraded Oakwood’s 
credit ratings.

As its liquidity dried up, Oakwood began to consider vari-
ous options for stop-gap financing. First, Oakwood proposed 
that Credit Suisse structure a transaction that would provide 
immediate liquidity to the company. An internal memoran-

dum prepared by Credit Suisse recommended against the 
transaction due to deteriorating market conditions and the 
company’s risk of bankruptcy. Credit Suisse did not provide a 
copy of that memorandum to Oakwood. In any event, 
Oakwood did not move forward with this transaction.

Instead, in 2000, Oakwood developed a different financing 
package with Credit Suisse that would allow Oakwood to 
continue its periodic securitizations. Oakwood’s board of 
directors “was fully aware of how the securitization program 
operated, how it was doing and at no time undertook to man-
date the discontinuance of it.” Id. at *1. In fact, one Oakwood 
officer stated that this financing package “was in Oakwood’s 
best interests.” Id.

In 2001, Credit Suisse again provided short term financing 
to Oakwood and then negotiated a different transaction to re-
securitize and sell the most subordinated securities at a frac-
tion of their value. Even with this financing in place, Oakwood 
continued to face significant adverse liquidity effects.

Bankruptcy
On November 15, 2002, Oakwood filed for bankruptcy in 
Delaware citing “the continued poor performance of loans 
originated, the extremely weak conditions in the manufac-
tured housing industry and deteriorating financial terms in 
the asset-backed securitization market.” Id. at *2.

Once before the bankruptcy court, Oakwood requested per-
mission to continue its securitization and other financing 
transactions with Credit Suisse because “securitization trans-
actions have provided the most effective and least expensive 
financing technique for satisfying Oakwood’s tremendous 
liquidity needs.” Id. Based on Oakwood’s representations, the 
court granted the motion.

The Lawsuit
On November 13, 2004, Oakwood’s successor-in-interest, 
OHC Liquidation Trust (the “Trust”), objected to the proofs 
of claim filed by Credit Suisse in the bankruptcy case and 
asserted counterclaims of negligence, breach of implied 
contract and breach of fiduciary duties under New York law 
on the grounds that “Credit Suisse knew the transactions it 
was structuring were value-destroying and would eventu-
ally drive Oakwood into bankruptcy, and that Credit Suisse 
never bothered to undertake further due diligence about 
the effects of those transactions, never conveyed its supe-
rior understanding of the transactions to Oakwood, and 
never behaved in accordance with the fiduciary position it 
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had assumed by refusing to participate in further value 
destruction.” Id.

The bankruptcy court sent the case to the district court to 
be tried before a jury. Before the trial began, the district court 
granted Credit Suisse summary judgment dismissing the 
claims. The Trust appealed that dismissal to the Third Circuit 
Court of Appeals.

Unclean Hands
On appeal, the Third Circuit first addressed the Trust’s claims 
of negligence and breach of implied contract, which the dis-
trict court had dismissed based upon the doctrine of in pari 
delicto. This doctrine, also called the doctrine of unclean 
hands, “refers to the principle that a plaintiff who has partici-
pated in wrongdoing may not recover damages resulting 
from the wrongdoing.” Id. at *3.

The court agreed that these claims “do not survive sum-
mary judgment under New York’s in pari delicto doctrine” 
because Oakwood’s board of directors and managers — all 
sophisticated business and legal professionals — had autho-
rized and directed the securitization transactions as a way to 
bolster liquidity. Indeed, even after filing for bankruptcy, 
Oakwood moved the court for permission to continue the 
transactions “as the most effective and least expensive 
financing technique for satisfying Oakwood’s tremendous 
liquidity needs.” Id.

The court further found that Credit Suisse had “merely 
assisted Oakwood’s implementation of its flawed business 
plan by structuring and executing these transactions, trans-
actions which provided the liquidity necessary for Oakwood’s 
continued operation, exactly what Oakwood employed Credit 

Suisse to do.” Id. Therefore, “Oakwood was at least as culpable 
as Credit Suisse” because “Oakwood routinely approved the 
‘value-destroying’ transactions as an appropriate way to raise 
liquidity when the company was in financial turmoil.” Id.

The Trust argued that Credit Suisse could not avail itself of 
the in pari delicto doctrine because it was an “insider” of 
Oakwood. Generally, the doctrine of unclean hands will not 
apply when one party controls the other. The court rejected 
this argument because Credit Suisse did not control Oakwood. 
On the contrary, the undisputed evidence demonstrated that 
Oakwood “retained total control over its decisions.” Id. at *4.

No Proximate Cause
The court then addressed the breach of fiduciary duty claim, to 
which the defense of in pari delicto does not apply under New 
York law. The Trust alleged that Credit Suisse breached its fidu-

ciary duty by failing to provide its opinion about the securitiza-
tion transactions. To succeed on a breach of fiduciary duty 
under New York law, the plaintiff must prove that the defen-
dant’s actions proximately caused the plaintiff’s injury.

The court agreed that affirmance of the summary judg-
ment dismissal was warranted due to lack of causation. 
Oakwood’s directors were “fully aware of the securitizations 
and how they operated as an integral part of Oakwood’s oper-
ation, and the Board at no time undertook to mandate the 
discontinuance of the transactions.” Id.

Indeed, Oakwood’s own filings in the bankruptcy court 
belied the claim that Credit Suisse caused its bankruptcy: 
“Oakwood attributed its bankruptcy to extremely weak mar-
ket conditions — not to any supposed ‘value-destroying’ 
transactions.” Id.
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	 Under New York law, the in pari delicto defense may bar 
a company’s claims against its bank for damages arising 

from the company’s own financial decisions, especially 
when those decisions are approved by a board of 

	 sophisticated legal and business professionals.

/ continued page 14



14        Financial Services Litigation NewsWire        February 2010

Conclusion
Under New York law, the in pari delicto defense may bar a 
company’s claims against its bank for damages arising from 
the company’s own financial decisions, especially when 
those decisions are approved by a board of sophisticated 
legal and business professionals. For this reason, among oth-
ers, banks should strive to remain independent from their cli-
ent’s decision-making process when facilitating financial 
transactions. 

Court Imposes New Loan 
Terms in Foreclosure Action
By Robert A. Schwinger and Paige M. Willan

Reflecting a new era of judicial activism in dealing with the 
onslaught of home mortgage foreclosures, a New York state 
trial court has invoked the court’s equity powers to impose a 
settlement on a mortgage company, a settlement that effec-
tively re-writes the terms of the loan. Aames Funding Corp. v. 
Dudley, No. 29781/06, 2009 N.Y. slip op. 52410U (Kings Co. Nov. 
30, 2009).

Foreclosure Action
Aames Funding Corp. had extended a loan secured by a mort-
gage on the home of one Everton Dudley. After the loan went 
into default in 2007, Aames commenced a foreclosure action. 
In early 2008, a preliminary settlement was reached whereby 
Aames agreed to forebear in prosecuting the action so long 
as Dudley made a $10,000 down payment and specified 
monthly payments thereafter. After Dudley failed to live up 
to that settlement, a second round of settlement negotia-
tions began in October 2008, when a second defendant in 
the action, who lived in the property but was neither an 
owner of the property nor a party to the mortgage, averred 
that she had the ability and desire to make payments on the 
mortgage. This second round of negotiations lasted nearly a 
year, but resulted in an impasse, with the parties’ positions 
diverging by $1,000 a month.

Power To Impose Equitable Settlement
The threshold issue considered by the court was whether, as a 
court of equity, it had the power to intervene in the parties’ 
negotiations and impose an equitable settlement on them. In 
deciding that it did have such power, the court noted that 
“[w]hen confronted with [a] seemingly un-breachable gap, a 
law court would discontinue the negotiations and leave the 
parties to their remedies[, but] a court sitting in equity has 
other resources at its disposal.” Aames Funding Corp., 2009 
N.Y. slip op. 52410U at 2.

In this case, the “plaintiff purposely sought the benefits of 
an action in equity” by bringing a foreclosure action, which 
arises under equity rather than law. Id. Citing to a 1975 deci-
sion that allowed a mortgagor to raise equitable defenses to 
a foreclosure action, the court observed that “a cardinal prin-
ciple of equity jurisprudence” is that “a plaintiff is equitably 
bound to do equity as a condition precedent to obtaining 
equitable relief.” Id. at 2 (citing Fed. Nat’l Mortgage Ass’n v. 
Ricks, 83 Misc. 2d 814, 821-22 (Kings Co. 1975)) (internal quota-
tions omitted). Thus, given the equitable remedy sought of 
foreclosure, the court concluded it had the power to review 
the equitable nature of the parties’ conduct and fashion and 
impose an equitable remedy.

Equitable Considerations In Fashioning A 
Settlement
Having determined that its powers in equity were broad 
enough for the court to impose a settlement upon the par-
ties, the court turned to a determination of the equitable con-
siderations that should inform its crafting of that settlement. 
The court concluded that these equitable considerations 
included public policy and overall fairness. See, e.g., Fed. Nat’l 
Mortgage Ass’n, 83 Misc. 2d at 822 (refusing to “[m]erely rub-
ber-stamp[] mortgagees’ foreclosure actions, when they have 
acted barely within the formal legal bounds of [] loosely 
defined [federal] housing programs”).

The court initially observed that judicial intervention to 
speed the resolution of this case was necessary due to the 
public policy considerations it raised. Reasoning that delays in 
reaching resolutions in foreclosure actions have detrimental 
effects on both a societal and an individual level — such as 
the removal of homeowners from homes and vacant houses 
leading to urban blight and decreased property values — the 
court confirmed its determination to craft a resolution to the 
parties’ settlement impasse.

Second, the court addressed the concern that the mort-

Oakwood Homes
continued from page 13
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gage at issue might have been the result of discriminatory 
lending practices. The court cited a 2008 decision, M&T 
Mortgage Corp. v. Foy, 20 Misc. 3d 274 (Kings Co. 2008), that 
found a “rebuttable presumption of discriminatory practice” 
where a mortgage loan with a fixed interest rate above 9% 
was granted to a home buyer in a minority community.

In M&T Mortgage, the court had looked to the Home 
Mortgage Disclosure Act (“HMDA”), 12 U.S.C. § 2801, et seq., 
which mandates that citizens and public officials have access 
to “sufficient information . . . to determine whether depository 
institutions are filling their obligations to serve the housing 
needs of the communities and neighborhoods in which they 
are located” and also provides authority to the Board of 
Governors of the Federal Reserve to promulgate regulations 
to enforce this mandate. The court also considered the Act’s 

implementing regulations for the definition of a “higher 
priced loan,” which would indicate possible discrimination in 
lending. The proposed regulations implementing the HMDA 
defined “higher priced loan” as one in which the rate spread 
was three percentage points above “the Treasury security of 
comparable maturity” (citing Proposed Rules: Regulation Z, 73 
Fed. Reg. 1672, 1673 (Jan. 9, 2008)). Using these criteria, the 
court in M&T Mortgage determined that the 9.5% fixed rate 
mortgage at issue there, “and indeed most 30-year mort-
gages written after the year 2000,” would constitute “higher 
priced loans.” Given this analysis, the court held “that an inter-
est rate exceeding nine percent evidences the existence of a 
higher priced loan and creates a rebuttable presumption of 
discrimination.”

In Aames Funding, the loan at issue was a 2005 adjustable 
rate mortgage with an initial rate of 6.4%, which automati-

cally increased on various change dates up to a cap of 12.4%. 
By June 2007, the rate had increased to “as much as 9.4%.” 
Further, the mortgage was “granted to a minority buyer for 
the purchase of a property in a minority area.” Considering 
the criteria set out in M&T Mortgage, the court determined 
that the adjustable rate mortgage at issue “will eventually 
call for an interest rate that exceeds nine percent” and thus 
the rebuttable presumption of unlawful discrimination 
applied. To overcome this presumption, the lender was 
required either: (1) to prove at a hearing, by a fair preponder-
ance of the evidence, that the mortgage rate did not result 
from unlawful discrimination, or (2) to freeze the maximum 
rate chargeable on the mortgage at 9%.

Without holding a hearing at which the lender could rebut 
the presumption of unlawful discrimination, the court deter-

mined that a more appropriate outcome was its imposition of 
a settlement on the parties. In attempting to balance the 
remedy to be imposed, the court noted the “checkered his-
tory” of this case and determined that “the plaintiff is entitled 
to assurances that the defendant is . . . ready[,] willing and 
able to maintain the payments.” Given these equitable con-
siderations, the court ordered that the defendant deposit 
$10,000 with the county clerk and make payments of $2,500 a 
month — an amount halfway between the negotiating posi-
tions of the two parties. The court further provided that that 
any delinquency in payment would allow the plaintiff to 
immediately enter a judgment of foreclosure and sale.

Conclusion
Aames Funding demonstrates the power of a court sitting in 
equity, such as in a foreclosure action, to 
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in equity, such as in a foreclosure action, to disregard a 

loan agreement and impose a settlement on the parties
 that supersedes or modifies the contractual terms.
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disregard a loan agreement and impose a settlement on the 
parties that supersedes or modifies the contractual terms. A 
mortgagee considering whether to initiate a foreclosure action 
may first need to consider the extent to which it has “done 
equity,” or acted in a fair and upright matter in its dealings with 
the mortgagor. If the mortgagee fails to act equitably, it should 
be prepared for the possibility that the foreclosure court will 
impose new loan terms without regard to the existing terms 
and the potential detriment to the mortgagee. 

Bank to Pay $536 Million 
Forfeiture for Transferring 
Funds From U.S. 
Sanctioned Countries
By Karl H. Buch and J. Carson Pulley

Swiss banking giant Credit Suisse AG recently reached an 
agreement to pay a record $536 million forfeiture in connec-
tion with violations of the International Emergency 
Economics Powers Act (“IEEPA”) and New York state law. 
Credit Suisse admitted that between 1995 and 2006, it 
assisted foreign banks and persons in countries sanctioned in 
programs administered by the U.S. Department of Treasury’s 
Office of Foreign Assets Control (“OFAC”), including Iran and 
Sudan, to move hundreds of millions of dollars through U.S. 
financial institutions by altering or hiding wire transfer infor-
mation. The settlement will be split evenly between the 
United States and the New York County District Attorney’s 
Office.

The International Emergency Economics Powers 
Act
The IEEPA (50 U.S.C. §§ 1701-06) makes it a crime to willfully 
violate or attempt to violate any regulations issued under the 
Act. Those regulations include the OFAC sanctions programs 
relating to Iran, Sudan, Burma, Cuba and Libya, all of which 
were implicated in Credit Suisse’s illegal conduct. The Federal 
Register states in the background to the OFAC Economic 
Sanctions Enforcement Guidelines, 31 C.F.R. Part 501, that

[t]he primary mission of OFAC is to administer and 
enforce economic sanctions against targeted foreign 
countries and regimes, terrorist and terrorist organiza-
tions, weapons of mass destruction proliferators, narcotic 
traffickers, and others, in furtherance of U.S. national 
security, foreign policy, and economic objectives. OFAC 
acts under Presidential national emergency powers, as 
well as specific legislation, to prohibit transactions and 
block (or “freeze”) assets subject to U.S. jurisdiction.

Pursuant to the Economic Sanctions Enforcement 
Guidelines, one major consideration in evaluating whether 
penalties for violations will be imposed is whether the indi-
vidual or company has made a voluntary self-disclosure. 
According to the Guidelines, voluntary self-disclosure means

self-initiated notification to OFAC of an apparent viola-
tion by a Subject Person that has committed, or other-
wise participated in, an apparent violation of a statute, 
Executive Order, or regulation administered or enforced 
by OFAC, prior to or at the same time that OFAC, or any 
other federal, state, or local government agency or 
official, discovers the apparent violation or another 
substantially similar apparent violation.

Pursuant to this definition, such disclosure will have miti-
gating effect only if it is done before or at the same time that 
the violation is discovered by a government authority.

Credit Suisse’s Voluntary Self-Disclosure
In April 2006, Credit Suisse notified OFAC about potential vio-
lations it had discovered in an internal investigation related to 
U.S. securities transactions its personnel had executed on 
behalf of an entity that was subject to U.S. sanctions. In early 
2007, Credit Suisse advised OFAC of a separate internal inves-
tigation related to its conduct as a U.S. dollar correspondent 
for OFAC sanctioned countries, including Iran. Because the 
New York County District Attorney’s office had already been 
investigating several suspicious wire transfers, however, this 
second voluntary self-disclosure did not fall within the safe 
harbor provisions of the OFAC’s Economic Sanctions 
Enforcement Guidelines. Credit Suisse’s illicit wire transfer 
activity, described in more detail below, formed the basis for 
the charges that lead to this historic forfeiture.

The Illegal Conduct
From early 1995 through 2006, Credit Suisse personnel 

Aames Funding
continued from page 15
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assisted clients in wire transferring funds from 
U.S.-sanctioned countries, and thereafter altered the wire 
transfer documentation by deliberately deleting material 
information, including customer names, bank names and 
addresses. This allowed transfers by customers in 
U.S.-sanctioned nations to pass undetected through existing 
filters in the U.S. financial system. In the settlement agree-
ment, Credit Suisse acknowledges that it

had a standard procedure of structuring payments to 
avoid disclosing the sanctions nexus of transactions 
passed through the United States, deleting or omitting 
certain information when transactions were to be 
processed through the United States, and providing 
incorrect information in wire transfer instructions 
executed through the United States on behalf of U.S. 
sanctioned individuals and entities.

In the case of its Iranian customers, for example, Credit 
Suisse personnel would hand check every payment message 
to ensure that any information that would trigger a filter had 
been scrubbed there. Credit Suisse even provided its Iranian 
clients with a pamphlet entitled “How to transfer USD pay-
ments,” a detailed instruction manual advising such clients 
on methods to avoid detection.

The global economic and political significance of this con-
duct is palpable. Indeed, the Credit Suisse settlement agree-
ment states that “[t]he apparent violations by Credit Suisse . . . 
provided substantial economic benefit to Iran, Burma, Sudan, 
Cuba, Libya . . . , thereby undermining the U.S. national security, 
foreign policy, and other objectives of the related sanctions 
programs.”

By 2006, Credit Suisse had put an end to such activity with 

customers in the U.S.-sanctioned countries, including by clos-
ing its Tehran office. But by then, it was too late to avoid mas-
sive penalties.

The Record Settlement
On December 16, 2009, the Department of Justice filed a 
criminal information in the U.S. District Court for the District 
of Columbia charging Credit Suisse with one count of violat-
ing the IEEPA. Credit Suisse waived indictment, and accepted 
responsibility for its criminal conduct. In the settlement 
reached with the U.S. Department of the Treasury’s OFAC, 
Credit Suisse agreed to forfeit $536 million pursuant to the 
terms of deferred prosecution agreements it reached with the 
Department of Justice and the New York County District 
Attorney’s Office and to settle OFAC’s civil claims arising from 
the IEEPA violations.

Implications for International Banks
The U.S. and New York governments’ aggressive pursuit of 
Credit Suisse for violations of the IEEPA and for dealing with 
customers operating in OFAC sanctioned nations illustrates 
the importance of maintaining strict compliance with U.S. 
financial business regulations and making early voluntary 
self-disclosure promptly once violations are detected. 
Financial institutions should operate with extreme caution 
when they conduct business with customers located in U.S.-
sanctioned nations. If they provide services that violate U.S. 
laws, the bank serves the customer at its own financial and 
reputational peril. 
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Lender’s Failure to Satisfy 
Pre-Loan Counseling 
Requirements Voids 
Reverse Mortgage
By Thomas J. Hall and Maureen K. Schad

A New York trial court recently voided a reverse mortgage 
arrangement entered into by an elderly woman suffering 
from paranoid schizophrenia, holding that the mortgage 
company failed to prove it had adequately counseled the 
woman prior to closing, as required by the National Housing 
Act, 12 U.S.C. § 1701, et seq. In the guardianship proceeding 
Matter of Doar, No. 31393/07 (Sup. Ct. Queens Co. Dec. 18, 
2009), the court held that, even absent any showing that the 
lender knew of the borrower’s incapacity, the mortgage 
would be voided given the Act’s purpose of protecting elderly 
loan applicants and the lender’s failure to ensure that the 
woman understood the implications of the reverse mortgage 
agreement.

Background
Ms. Brunson purchased a home in Queens, New York in 1974, 
and held the property in her name until 2001, when she trans-
ferred title to herself and her brother as joint tenants. In 2001, 
she and her brother entered into a $300,000 reverse mort-
gage agreement with Financial Freedom Senior Funding Corp. 
(“Financial Freedom”), and in 2003 they entered into a second 
$375,000 reverse mortgage transaction with Financial 
Freedom, paying off the 2001 mortgage. A reverse mortgage 
allows older homeowners to access equity in their homes 
while retaining the property and does not require repayment 
until the borrower moves out or sells the mortgaged property.

In 2007, the New York City Commissioner of Social Services 
petitioned the court to appoint a guardian for Ms. Brunson 
pursuant to Article 81 of the Mental Hygiene Law on the 
grounds of incapacity. The petition was granted, and the court 
appointed a guardian to look after Ms. Brunson’s affairs. The 
guardian then sought to vacate the reverse mortgage, alleg-
ing that Ms. Brunson lacked the capacity to enter into the 
mortgage agreement, that she signed under physical and 
emotional duress from her brother, and that the proceeds 
were used exclusively for her brother’s benefit. Financial 

Freedom denied these assertions, contending that Ms. 
Brunson had sufficient capacity to enter into the contract and 
that, even if she did not, the proceeds of the mortgage were 
used for her benefit and thus it was entitled to repayment.

The Guardianship Proceeding
At trial, Ms. Brunson’s psychiatrist testified that he began 
treating her when she was hospitalized in 2000, and that he 
continued to see her on a monthly basis until 2006. Her diag-
nosis was chronic schizophrenia, paranoid type. The psychia-
trist explained that toward the end of 2001, Ms. Brunson 
began suffering from a cognitive impairment that involved a 
loss of memory and inability to function. She also suffered 
delusions centered on the loss of her home, including a fear 
that her neighbor, who was recently released from prison, was 
trying to take her house away from her, and a belief that she 
no longer had the deed to her home. In addition, she began 
expressing severe anxiety and fear of her brother, who she 
claimed was not feeding her. After observing several of Ms. 
Brunson’s interactions with her brother, her psychiatrist con-
cluded that her brother was mistreating her, and he referred 
the matter to Adult Protective Services.

Based on this testimony, as well as that of Ms. Brunson’s 
sister, the court found that Ms. Brunson was incapacitated at 
least from the time of her hospitalization in 2000. It held that 
her mental illness, including psychosis and delusions, ren-
dered her incapable of handling her financial affairs and from 
understanding the nature and long-term implications of 
reverse mortgages.

The State Law Analysis
Having found that Ms. Brunson was incapacitated at the time 
of the 2003 reverse mortgage, the court addressed whether, 
under New York state law, the incapacity of the mortgagor 
renders the mortgage voidable.

The court reviewed the history of New York law on voiding 
contracts for incapacity. Prior to the enactment of Article 81 of 
the Mental Hygiene Law, New York law required that a mort-
gagee have actual knowledge of the mortgagor’s incapacity 
for the mortgage to be voided. In Ortelere v. Teachers’ 
Retirement Bd., 25 N.Y.2d 196, 205 (1969), the New York Court 
of Appeals held that “there should be relief only if the other 
party knew or was put on notice as to the contractor’s mental 
illness.”

When Article 81 was enacted in 1992, it included no require-
ment of knowledge of the contracting party’s incapacity. 
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Rather, Article 81 provides that a court may modify, amend or 
revoke any contract made prior to the appointment of a 
guardian if the court finds that it was made while an individ-
ual was incapacitated. Notwithstanding the statutory lan-
guage, the court noted that, even after the statute’s adoption, 
the New York appellate courts continued to require that a 
mortgagee have knowledge of the mortgagor’s incapacity 
before a contract could be voided. As no evidence was pre-
sented that Financial Freedom was aware of Ms. Brunson’s 
incapacity at the time of the reverse mortgage agreement, no 
clear basis existed under state law to invalidate it.

The Federal Statutory Analysis
The court then turned to an analysis of the National Housing 
Act, which legislated the concept of reverse mortgages aimed 

at providing the elderly access to the equity in their home. In 
connection with the adoption of that Act, the Department of 
Housing and Urban Development underscored the need to 
ensure that elderly individuals fully understand the intricacies 
of reverse mortgages. To that end, the statute requires pre-
loan counseling of all prospective mortgagors. See 12 U.S.C. 
§ 1715z-20(f). The court noted that the regulations accompa-
nying the Act, 26 C.F.R. Section 206.41, reiterate and codify 
Congress’s concern for elderly recipients of reverse mortgages 
by expanding the counseling obligation and requiring the 
submission of a certificate attesting that the counseling 
requirement was satisfied.

Although Financial Freedom produced a Certificate of 
Counseling at trial, certifying that Ms. Brunson and her 
brother received counseling prior to entering into the mort-
gages, it failed to produce as a witness the counselor who 

signed it, and it did not provide any evidence as to the 
counselor’s qualifications or the specific content of the 
counseling provided. The Certificate stated only that the 
counseling took place in a forty-five minute phone conver-
sation. The court explained that it could not ascertain from 
that Certificate whether the counselor actually spoke with 
Ms. Brunson, or with just her brother who appeared to 
dominate his sister’s actions. Nor could the court determine 
whether Ms. Brunson asked any questions and, if she did, 
whether those questions were answered. There was no evi-
dence, the court concluded, that Ms. Brunson understood 
the terms of the mortgage, and thus Financial Freedom had 
failed to meet its burden under the Act. “Under the circum-
stances of this case any responsible counselor would have 
unearthed Ms. Brunson’s mental illness and her delusions 

regarding her house and determined that Hermina Brunson 
lacked the capacity to enter into the mortgage, or at the 
very least, that further counseling was needed.” Matter of 
Doar at * 3.

The court stressed that the “very nature of the intended 
recipients of these mortgages render such transactions sus-
pect and thus a greater obligation is appropriately placed on 
the mortgagee than in an otherwise arms length transac-
tion.” Thus, the court held, in dealing with a reverse mortgage, 
the burden of knowledge must be shifted to the mortgagee. 
It is sufficient that a lender could have known of a borrower’s 
incapacity “by the reasonable fulfillment of its statutory obli-
gations.” To rule otherwise, the court held, would render the 
protections of the National Housing Act meaningless.

Under the Act, the court concluded, lenders are charged 
with the responsibility of determining 
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/ continued page 20



20        Financial Services Litigation NewsWire        February 2010

whether a potential borrower is capable of understanding the 
nature and implications of a reverse mortgage. The court 
emphasized that this counseling requirement was “not 
meant to be perfunctory or a mere rubber stamp for the 
banking and mortgage industry.” Rather, it was intended to 
ensure that the rights of elderly homeowners are protected, 
and that such borrowers fully understand the terms and sig-
nificance of reverse mortgage agreements.

Here, Financial Freedom was in a position to know of Ms. 
Brunson’s incapacity, and it failed to conduct an adequate 
inquiry as to her understanding of the mortgage agreement. 
The court explained that the fact that Financial Freedom pro-
duced a signed Certificate of Counseling may indicate that 
information was provided to Ms. Brunson, but it was not dis-
positive of the issue of her knowledge and understanding of 
the details of the reverse mortgage. As such, the court voided 
the mortgage. Recognizing that Ms. Brunson used a portion 
of the funds to protect her ownership rights in the property, 
the court required the guardian to reimburse Financial 
Freedom for certain payments made at closing, including real 
estate taxes, water charges and New York City Department of 
Social Services liens.

Conclusion
This decision demonstrates that courts take seriously the 
obligation imposed by the National Housing Act that lenders 
provide counseling to elderly applicants and ensure that they 
adequately understand the implications of reverse mort-
gages. Lenders must be mindful that a signed Counseling 
Certificate, without more, may not be enough to satisfy their 
burden of proof. Particularly in the context of a guardianship 
proceeding, courts may be willing to void mortgages even 
absent proof that a lender knew of a borrower’s incapacity, if 
it finds that the lender failed to satisfy its counseling obliga-
tion under the Act. 

Claims May Arise From 
Partial Assignment of 
Interrelated Loans
By Benjamin D. Bleiberg

The Lehman bankruptcy court has recently ruled that a bor-
rower on a series of interrelated real estate loans, one used to 
acquire real property and the others used to maintain the real 
estate and fund interest payments, may have claims arising 
from the assignment of the Acquisition Loan alone without 
the assignment of the related loans. LH 1440 L.L.C. v. Lehman 
Commer. Paper, Inc. (In re Lehman Bros. Holdings, Inc.), 416 B.R. 
392 (Bankr. S.D.N.Y. 2009). The court held that the borrower 
had potential claims against both the assignee of the 
Acquisition Loan, if it was on notice of the interrelated nature 
of the loans, as well as the assignor of that loan, the original 
lender.

Background
In June 2007, plaintiff LH 1440 L.L.C. (“LH 1440”) entered into 
loan agreements with Lehman Brothers Holding, Inc. (“LBHI”) 
for the acquisition and improvement of certain commercial 
real estate in the Bronx, New York. Pursuant to those agree-
ments, LBHI extended three separate loans to LH 1440, an 
Acquisition Loan for the acquisition of the real estate, and 
Project and Building Loans under which LBHI advanced funds 
for LH 1440 to maintain and improve the property and to fund 
interest payments on the Acquisition Loan. The loans were 
secured by three separate promissory notes, but a single par-
ticipation fee and interest rate cap applied to all three loans. 
Lehman Brothers Commercial Paper, Inc. (“LCPI”) then 
acquired these loans from LBHI.

In May 2007, LCPI entered into a master repurchase agree-
ment (“MRA”) with State Street Bank and Trust Company 
(“State Street”). Under the MRA, State Street paid approxi-
mately $1 billion to buy from LCPI a pool of assets consisting 
mainly of commercial loans. LCPI agreed in the MRA to repur-
chase these assets at a later date. One of the loans that LCPI 
eventually included in the State Street asset pool was the 
LH 1440 Acquisition Loan. LCPI did not also assign to the State 
Street pool the LH 1440 Project and Building Loans, under 
which LCPI had ongoing funding obligations.

LCPI subsequently filed for Chapter 11 bankruptcy protec-
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tion and defaulted on the MRA by failing to repurchase the 
MRA assets from State Street. Also as a result of LCPI’s bank-
ruptcy, LCPI defaulted on its continuing funding obligations to 
LH 1440 under the Project and Building Loans. LCPI’s failure to 
advance funds under the Project and Building Loans put LH 
1440 at risk of default and foreclosure under its Acquisition 
Loan, now held by State Street, as funds under the Project and 
Building Loans were no longer available to pay interest on the 
Acquisition Loan.

The Suit
LH 1440 brought suit against State Street, LCPI and LBHI seek-
ing a declaratory judgment that the three loans were “inte-
grated” and intended to function as a unified financing 
package. LH 1440 claimed that, because the loans were inte-
grated, (1) LCPI and LBHI had improperly split the loans when 

it transferred only the Acquisition Loan to State Street, and 
(2) State Street, as owner of the pool of assets that included 
the Acquisition Loan, should be required to fund the lender’s 
ongoing obligations under the Project and Building Loans, 
even though those loans were not acquired by State Street.

The defendants moved to dismiss the complaint for failure 
to state a claim. State Street argued that it could not be 
forced to act as lender on the Project and Building Loans that 
it never acquired under the MRA. LBHI and LCPI argued that 
express and unambiguous language of the loan agreements 
established that the loans were individually transferable and 
that, accordingly, the Acquisition Loan was properly trans-
ferred to State Street pursuant to the MRA.

The Claims Against State Street
In ruling on the motion to dismiss, the Bankruptcy Court 
agreed with the defendants that the express terms of the 
loan agreements permitted their individual assignments. The 
court stressed that the repurchase market is necessarily 
“fueled by the unfettered transferability of financial assets” 
where “[c]ash and financial assets are exchanged between 
financial institutions in the ordinary course of business based 
on standard documentation with the understanding that the 
assets being sold are otherwise unrestricted and may be con-
verted to cash without the overhang and delay of litigation 
risk.” An unnecessary restraint on this transferability would, 
therefore, adversely affect the market’s ability to function 
efficiently.

But this was not the end of the Court’s analysis. The court 

suggested that the “only conceivable exception” to this gen-
eral proposition would be if LH 1440 pled sufficient circum-
stances that placed State Street on actual or inquiry notice of 
the interrelated nature of the Project and Building Loans.

The court found that the complaint failed to allege that 
State Street had either actual notice that the loans were 
not to be separated, or inquiry notice that State Street 
knew of any facts that would induce a reasonable actor in 
the same position to investigate the matter further. 
Without alleging either actual or inquiry notice, the court 
found that public policy concerns favoring the easy execu-
tion of transactions involving sophisticated financial insti-
tutions, and the orderly exchange of financial assets 
between market participants, weighed 
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against requiring counterparties such as State Street to 
conduct a detailed investigation into the underwriting of a 
note or the authority of the seller to freely transfer that 
note. The court reasoned that a counterparty to the repur-
chase agreement would be indifferent to the expectations 
of the parties at the time of origination with respect to a 
particular loan within a diverse pool of assets, particularly 
where other assets often can be substituted, a counterpar-
ty’s focus being on the aggregate value of the assets, and 
not specific assets within the pool.

While the court dismissed the complaint against State 
Street, it granted the plaintiff an opportunity to amend the 
complaint to plead facts demonstrating that State Street was 
on either actual or inquiry notice, at the time of the assign-
ment of the Acquisition Loan, of its interrelationship with the 
Project and Building Loans.

The Claims Against LBHI and LCPI
As to the claims against LBHI and LCPI, the court denied their 
motion to dismiss finding that, despite the express language 
in the loan agreements providing for the individual transfer-
ability of the loans, the plaintiff had sufficiently stated a claim 
that the parties considered the loans as interrelated and that 
LBHI and LCPI should not have transferred them separately.

Despite its finding that each loan by its terms was individ-
ually transferable, the court still held that the “underlying 
documents” indicated that the parties may have intended for 
the loans to function as a single loan transaction and, there-
fore, should not have been split to LH 1440’s detriment. In 
reaching this conclusion, the court was persuaded by the sin-
gle participation fee and interest rate cap for all three loans, 
as well as the fact that the loans were designed to be used in 
tandem to purchase and improve a single real estate invest-
ment and fund interest charges. Because the transfer of the 
Acquisition Loan exposed the plaintiff to “unanticipated 
transactional risks,” the court denied LBHI and LCPI’s motion 
to dismiss, and gave the plaintiff opportunity to conduct dis-
covery on the issue of the parties’ intended characterization 
and treatment of the loans.

Conclusion
While the loan agreements contained language providing for 
their individual transferability, the bankruptcy court refused 
to dismiss the claims against LBHI and LCPI. Perhaps more 

explicit contractual language would have resulted in dis-
missal. As to the claims against State Street, although the 
court clearly found that a repurchase agreement counter-
party has no duty to investigate the assets within a pool, the 
ruling kept the door open for the plaintiff to plead that State 
Street knew or should have known that other loans were 
interrelated with the Acquisition Loan assigned to the MRA 
asset pool. 

Court Allows Mortgage 
Assignee to Resurrect 
Dismissed Foreclosure 
Action
By Francesca J. Perkins

In Beltway Capital, LLC v. Soleil, 22244/07 (N.Y. Sup. Nov. 23, 
2009), a New York state court granted a motion by the 
assignee of a mortgage to vacate the dismissal of a foreclo-
sure action that had been brought by the original mortgagee. 
The court held that, as the assignee stood in the shoes of the 
assignor, it was entitled to bring any claims belonging to the 
assignor, and thus was entitled to seek vacature of the dis-
missal order granted on default against the original mort-
gagee on the same grounds as would have been available to 
the original mortgagee.

The Facts
Asset Management Holdings, LLC (“Asset”) commenced suit 
in June 2007 to foreclose on a mortgage recorded against real 
property located in Brooklyn, New York. The mortgage had 
been executed by the owner of the property, Soleil, to secure a 
$652,000 note.

Soleil moved to dismiss the action. When plaintiff Asset 
failed to oppose that motion and failed to appear at two 
hearings on that motion, the court granted the motion on 
default dismissing the action and discharging the mortgage. 
Land records revealed that the Order discharging the mort-
gage was recorded against the property on August 5, 2008. 
Six months earlier, however, Asset had sold the mortgage to 
Beltway Capital, LLC (“Beltway”), which recorded that assign-
ment on July 21, 2008.

LH 1440
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To complicate matters further, Soleil subsequently sold the 
property to Deborah Hughes (“Hughes”) by deed recorded on 
October 14, 2008. Hughes then mortgaged the property to HB 
Baron Family Associates (“HB Baron”), apparently without 
knowledge of the Asset/Beltway mortgage.

The Suit
Beltway, as assignee of Asset and the current holder of the 
mortgage, filed a motion with the court for an order substi-
tuting it as plaintiff, in the place of Asset, and vacating the 
dismissal and discharge order against Asset, thereby restoring 
the mortgage as a lien against the property. Claiming that 
Asset’s counsel had never received notice of the defendant’s 
motion to dismiss, it argued that Asset had a reasonable 
excuse for its default. Beltway claimed that Asset failed to 

appear on either hearing date because Asset filed for bank-
ruptcy in early 2008. Beltway further claimed that the Order 
discharging the Mortgage was improper because (1) the 
scope of relief exceeded what was requested and (2) the court 
did not have jurisdiction to grant such relief.

In response, Soleil argued that Beltway failed to present a 
reasonable excuse for why Asset did not appear at the hear-
ing on the dismissal motion. Soleil further argued that 
Beltway had no standing to bring claims against Soleil, as 
Soleil no longer owned the subject property, which had been 
purchased by Hughes who, he asserted, was a bona fide pur-
chaser for value. In addition, Soleil agued that the action 
should be dismissed for failure to join as parties Hughes and 
HB Baron, the current owner and her mortgagee.

To add to the procedural confusion, Hughes moved to inter-

vene alleging that intervention was warranted to determine 
her rights in the property. Hughes argued that she was pro-
tected as a bona fide purchaser for value without notice or 
knowledge of any claim by Beltway and held title to the sub-
ject property free and clear of Beltway’s mortgage. Hughes 
alternatively claimed that Beltway’s mortgage should be sub-
ordinated to her existing mortgage and her equitable lien for 
the improvements she made to the property as of the date of 
the reinstatement of the original mortgage.

The Holding
While saving many of the knotty procedural and substantive 
issues for another day, the court granted Beltway’s motion to 
be substituted as plaintiff. The court held that, pursuant to 
Section 13-105 of the New York General Obligations Law and 

established state case law, it is “well established” that an 
assignee may bring an action to enforce an assigned claim in 
the same manner as the assignor might have done. While an 
assignee may pursue the same remedies as would have been 
available to the assignor, an assignee’s claims are also subject 
to the same “infirmities, equities, and defenses that could 
have been asserted [by the obligor] against the assignor at 
the time of the assignment,” the court quoting Trans-
Resources, Inc. v. Nausch Hogan & Murray, 298 A.D.2d 27, 30 
(2002), and citing National Commercial Bank & Trust Co. v. 
Malik, 72 Misc. 2d 865, 867 (1973).

The court held that Section 5105(a) of the New York Civil 
Practice Law and Rules makes clear that a party seeking to 
vacate an order granted on default, here Asset’s default on 
the defendant’s motion to dismiss, must 
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establish both a reasonable excuse for the default and a meritorious defense or claim. 
Noting that the determination as to whether there is a reasonable excuse for a 
default is discretionary, the court accepted Beltway’s assertion that Asset was not 
properly served with Soleil’s motion to dismiss, and thus the reasonable excuse 
requirement was satisfied. As to the second prong, the court concluded that Beltway 
had, by virtue of its position as the assignee of the mortgage, a meritorious claim, 
and vacated the dismissal order and reinstated the mortgage.

Conclusion
As an assignee of the original mortgage, Beltway stood in the shoes of Asset. As such, 
it was entitled to continue the foreclosure proceedings in its own name. Beltway’s 
right to continue that action, however, was subject to any defenses that existed 
against Asset, here Asset’s default on the motion to dismiss, which Beltway was able 
to overcome. 
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