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Conclusion
The New York Court of Appeals has the final say on questions
of New York law, so Koehler will remain the law unless the U.S.
Supreme Court indulges an appeal on federal constitutional
grounds or otherwise has occasion to address the issue. The
dissenting opinion sketched out one theory on which such an
appeal might proceed. The dissent expressed concern that
“[t]he majority’s broad view of New York’s garnishment rem-
edy may cause it to exceed the limits placed on New York’s
jurisdiction by the Due Process Clause of the Federal
Constitution.”The due process standard requires “all assertions
of state-court jurisdiction” to be evaluated according to “tradi-
tional notions of fair play and substantial justice.” Id. (quoting
Int’l Shoe Co. v.Washington, 326 U.S. 310, 316 (1945)). The U.S.
Supreme Court had already held that “the traditional in rem
approach of such proceedings—permitting judgments to be
enforced against property wherever it may be located—is con-
stitutionally acceptable,” but no court has yet held that “the
novel in personam approach to judgment enforcement” repre-
sented by Koehler satisfies due process requirements. If the
approach remains “novel” and is not later overturned on con-
stitutional grounds, it will provide the circumstances to test
whether New York becomes a popular haven for forum-shop-
ping judgment creditors as the amicus briefing and the dissent
feared.�

Mortgage Modifications
Pursuant to the Housing
and Economic Recovery Act
May Not Be Immune from
State Law Claims
By Tamara L. Stevenson

A recession-induced legal battle between mortgage investors
and their mortgage loan servicer recently took a favorable turn
for the investors. On August 14, 2009, a federal judge in New
York ruled that the investors’ lawsuit against Countrywide
Financial Corporation (“Countrywide”), the mortgage giant
which was acquired by Bank of America in July 2008, would go

forward in state court. Greenwich Fin. Servs. Distressed
Mortgage Fund 3, LLC v. Countrywide Fin. Corp., No. 08-cv-11343,
2009 WL 2499149, at *10 (S.D.N.Y. Aug. 14, 2009). In ruling on
this procedural issue, the judge rejected Countrywide’s sub-
stantive arguments that a safe harbor provision in the recently
enacted federal legislation shielded it from the investors’ law-
suit.

The decision is sure to have widespread implications for
both mortgage-backed securities investors, including hedge
funds, pension funds and insurance companies, and the banks
and mortgage companies acting as servicers of the underlying
mortgages. As highlighted by the case, contracts between
investors and servicers are coming under increased scrutiny as
banks are stepping up their efforts to rework troubled loans
under intense political, regulatory and public pressure to do so.
However, it is unclear how much legal leeway the banks have
to modify mortgages that were packaged into securities and
sold to investors — even in light of recent federal legislation
aimed at helping the banks do just that. Mortgage investors
maintain that they have contract rights which must be
respected — and, so far, at least one judge seems to agree.

Background
In the wake of the bursting housing bubble and the collapse of
the subprime mortgage industry, Countrywide became the
target of massive litigation brought by the Attorneys General
of several states. In June 2008, the California Attorney General
sued Countrywide for predatory lending practices alleging that
Countrywide pushed California borrowers into mass-produced
loans they could not afford for the sole purpose of earning
huge profits by reselling the loans on the open market as
mortgage-backed securities. By the end of September 2008,
the Attorneys General of several other states had filed similar
suits and the suits were eventually consolidated.

In October 2008, Countrywide announced that it was set-
tling the Attorneys General’s charges of predatory lending by
agreeing to modify mortgage loans to reduce payments by a
total of $8.4 billion. However, one detail has prevented this set-
tlement from concluding the Countrywide saga. Although
Countrywide originated the loans at the center of the lawsuits,
at the time of the settlement it no longer owned most of
those mortgages. Instead, those mortgages were largely
owned by the investors who had purchased the mortgage-
backed securities with Countrywide retaining only the servic-
ing rights. In fact, just days after the settlement was
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announced, Countrywide acknowledged that it directly owned
a mere 12% of the mortgages to be modified. The inescapable
result is that, if those settlement-mandated modifications
were to occur, the ultimate investors of the mortgage-backed
securities would bear the brunt of the reduced payments man-
dated by the settlement.

The Investors’ Suit
Significantly, the contracts between Countrywide and the
investors prohibited Countrywide from modifying the loans,
but gave Countrywide the right to buy them back at a price
equal to the unpaid principal with accrued interest. Armed
with these contractual provisions, and arguing that
Countrywide was attempting to pass the financial liability for

its allegedly predatory practices onto investors by reneging on
its contracts, two funds managed by William A. Frey, Greenwich
Financial Services Distressed Mortgage Fund 3, LLC and QED
LLC, filed a class action against Countrywide in New York state
court on December 1, 2008. The plaintiff class was alleged to be
the owners of bonds issued in 374 trusts that own the mort-
gages that Countrywide originated and serviced. Each of the
374 trusts was governed by a Pooling and Servicing Agreement
(“PSA”) that requires Countrywide to purchase from the trusts
any loans that it modifies. The investors sought a ruling that
Countrywide cannot ignore its contractual obligations and, if it
intends to effectuate the settlement by modifying the mort-
gages, it must first buy back any such loans from the investors.

Countrywide immediately removed the case to federal dis-
trict court. Countrywide argued that the federal court had

jurisdiction because the contractual provisions of the PSAs
were legislatively modified by the Housing and Economic
Recovery Act of 2008 (Pub. L. 110-289) (July 10, 2008) (“HERA”)
and the so-called Servicer Safe Harbor provision of the Helping
Families Save Their Homes Act of 2009 (Pub. L. 111-22, § 201)
(May 23, 2009) (the “Homes Act”). The Servicer Safe Harbor
provides that “[n]otwithstanding any other provision of law,
whenever a servicer of residential mortgages agrees to enter
into a qualified loss mitigation plan” and the servicer is
“deemed to be acting in the best interests of all investors” the
servicer “shall not be liable” for modifications effected pur-
suant to its duty to investors. 15 U.S.C. § 1639a(a)-(b). A “quali-
fied loss mitigation plan” is defined “as a residential loan
modification, workout, or other loss mitigation plan . . . .” 15
U.S.C. § 1639a(f)(1). Thus, the Servicer Safe Harbor essentially
provides that servicers cannot be liable for modifying mort-

gages. Plaintiffs did not contest that the Countrywide modifi-
cations were a qualified loss mitigation plan as defined by the
Homes Act. As such, Countrywide argued that the federal court
had jurisdiction over the case under the Servicer Safe Harbor
which automatically voided the investors’ breach of contract
claims.

The Decision
Judge Richard Holwell of the United States District Court for
the Southern District of New York disagreed, granting the
defendants’ motion to remand the case back to state court.
Although not ruling directly on the merits of the case, and not-
ing that the burden would be on the investors to prove that
Countrywide’s PSAs would require it to buy back the loans
from investors prior to the modification, the court held that

Mortgage Modifications
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federal courts lacked jurisdiction over the case and that
investors should get the chance to prove their case in state
court. As stated by Judge Holwell,“nothing in [Countrywide’s]
position requires an interpretation of federal law,” and “plain-
tiffs’ claims depend only on the PSAs and the various common
law principles of contract interpretation . . . .” Greenwich Fin.
Servs. Distressed Mortgage Fund 3, 2009 WL 2499149, at *10. In
so ruling, the court appeared to effectively hold that the
Servicer Safe Harbor does not provide immunity for mortgage
modifications effectuated in breach of same contractual obli-
gation.

The ruling is a win for investors as it suggests that the
Servicer Safe Harbor does not trump state contract law as
Countrywide urged. Countrywide had argued that the Servicer
Safe Harbor essentially permits servicers to modify loans with
impunity regardless of contractual obligations to the contrary
contained within many PSAs. Thus, Countrywide claimed that
the Servicer Safe Harbor excused it from any contractual obli-
gation to repurchase the modified loans. Judge Holwell’s ruling
indicates otherwise. In fact, Judge Holwell even went so far as
to state that the Servicer Safe Harbor provision does not auto-
matically trump contract law by “eliminating all liability associ-
ated with loan modifications.”The court noted that by
rejecting earlier, more sweeping versions of HERA and the
Servicer Safe Harbor, Congress demonstrated an intent to pre-
serve the rights of investors to hold servicers to their contrac-
tual responsibilities:

[Congress] also could have . . . displac[ed] all state law con-
cerning loan modifications or . . . completely eliminat[ed] all lia-
bility associated with loan modifications. Congress did neither
of these things. In fact, previous drafts of both HERA and the
Homes Act proposed more sweeping immunity for loan ser-
vicers, but Congress ultimately rejected this language in favor
of the current text.

The Take-Away
As pointed out by a Bank of America spokesperson, this ruling
did not invalidate the safe harbor argument entirely; it simply
moved the proceedings to state court. However, the decision is
likely to affect the way loans are modified as it raises serious
questions as to the effective scope of the immunity provision
in the Servicer Safe Harbor. Until the Countrywide case is finally
resolved, lenders and servicers could face a flood of lawsuits
similar to this one and could incur liability for any mortgages
they modify contrary to contractual obligations to investors.

Many PSAs mandate that servicers who modify loans without
investor permission are required to buy back those mortgages,
often at full cost, money which many servicers simply do not
have. The result is a likely modification slowdown pending fur-
ther developments.

Investors in mortgage securities, from hedge funds to pen-
sion managers, are monitoring this case, which could help
decide whether the investors will have to eat losses resulting
from a lender’s or servicer’s modifications of troubled loans in
their pools. Further, the case could have an impact on the U.S.
economic recovery. If Countrywide wins, future reductions of
loan principals or interest rates for distressed borrowers could
come at the cost of investors, which might deter future invest-
ments and lending. If the investors win, Countrywide — and
other lenders — could find themselves unable to resolve mil-
lions in toxic loan assets.�

Alleged Fraudulent
Concealment Results in
Prejudgment Attachment
Against Sellers of CDO Notes
By Jonathan Noble

A Connecticut trial court has issued a prejudgment order of
attachment to secure a claim of over $35 million against defen-
dants who sold certain synthetic collateralized debt obliga-
tions (“CDOs”) to the plaintiffs between July and October 2007.
Pursuit Partners, LLC et al. v. UBS AG, et al., No.
X05CV084013452S (Conn. Super. Ct. September 8, 2009). The
Pursuit Partners court ruled that the plaintiffs had adequately
demonstrated that defendants had obtained knowledge
through ordinary business dealings that the investments
would be downgraded by a systemic change in rating agency
methodologies, and that accordingly there existed probable
cause to believe that the plaintiff investors would succeed on
claims for fraud.

Sale of the Notes
In spring 2007, the defendants UBS AG and UBS Securities, LLC
(collectively “UBS”) allegedly marketed certain synthetic CDO
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notes to plaintiffs Pursuit Opportunity Fund I Master Ltd. and
Pursuit Capital Master (collectively,“Pursuit”). Although Pursuit
did not regularly invest in synthetic CDOs, it did have experi-
ence in the CDO market generally as 30% of Pursuit’s trades
involved CDOs between 2005 and 2007, and 15% of Pursuit’s
portfolio was invested in CDOs in the spring of 2007. Pursuit
allegedly informed UBS that it was only interested in mort-
gage-backed notes if the securities were investment grade,
“triggerless” (that is, if super-senior noteholders would be
unable to initiate the liquidation of less senior positions), and
not subject to an over-collateralization test; if they bore a sig-
nificant discount from par; and if they would perform based
upon market conditions, rather than extra-market conditions.
The offering memoranda for the notes were already drafted,
however, and UBS stated that it would not meet Pursuit’s con-
ditions.

Following these talks, on May 15, 2007, the securities rating
agency Moody’s Corp. disclosed publicly that it was “re-exam-
ining its correlation assumptions for ABS CDO tranches”
because the growing presence of derivative-backed transac-
tions in the market was creating “increasing overlaps” in the
securities underlying CDOs. On July 11, 2007, Moody’s further
announced that it was reviewing 184 CDO tranches for possi-
ble downgrade.

Pursuit asserted, and the court found probable cause to
believe, that UBS had learned further non-public information
about the methodology change. This knowledge was allegedly
obtained through UBS’s role as a “large player in the CDO mar-
ket” that worked closely with analysts at ratings agencies. For
instance, the court referred to an e-mail dated July 31, 2007,
sent by the Director of UBS Securities, LLC’s Global CDO Group
to UBS employees and Moody’s CDO ratings analysts, which
stated that the subject of recent Moody’s inquiries into one of
the notes offered to Pursuit was different than the criteria
used to rate other notes. The court further referred to e-mails
between UBS employees suggesting that Moody’s was meet-
ing with investment banks to discuss how much damage rat-
ings downgrades would cause and the potential timing of
downgrades. A UBS e-mail dated July 26, 2007 instructed
employees to “reduce cdos” on the UBS books, and that there
was “no need to publicly relay this” instruction. The court also
quoted an e-mail between UBS employees dated September
24, 2007, referring to an unsold investment grade CDO:“OK still

have this vomit?”
During the late Summer of 2007, as the change in Moody’s

rating methodology was pending, UBS again approached
Pursuit offering to sell the same CDOs. UBS represented that it
would now agree to a “no trigger deal,” even though the terms
of the notes had been fixed before UBS’s first offer to Pursuit,
except for the purchase price. Pursuit reviewed the terms of
the offering memoranda and purchased the notes at a dis-
count between July 26, 2007 and October 1, 2007.
Subsequently, between October 11, 2007 and October 19, 2007,
Moody’s and Standard and Poor’s announced “massive mort-
gage bond downgrades” which caused the CDO notes recently
sold to Pursuit to lose their investment grade ratings. As a
result, UBS – the “Super-senior Noteholder” – terminated the
notes, and the liquidation wiped out Pursuit’s investment.

The Lawsuit
On January 21, 2009, Pursuit brought claims arising from the
CDO transactions against UBS, Moody’s, Standard & Poor’s, and
a UBS executive in charge of its syndicate desk. Pursuit also
moved for a prejudgment attachment against UBS.

Although the CDO notes purchased by Pursuit contained a
choice-of-law clause selecting New York law, the court held
that the prejudgment attachment issue was procedural and
should therefore be decided under the Connecticut prejudg-
ment remedy statute, Conn. Gen. Stat. § 52-278a, et seq., which
permits the attachment, foreign attachment, garnishment, or
replevin of a defendant’s assets pending adjudication on the
merits of an action. The statute requires plaintiffs to establish
only “probable cause” that they will obtain a judgment in the
amount of the prejudgment remedy sought. This standard is
flexible and the determination is unrelated to the final adjudi-
cation of the merits. Here, the court decided the motion on the
basis of documents submitted and testimony in open court.

Fraud
Pursuit asserted claims for fraudulent inducement and fraudu-
lent concealment, arguing that UBS made material misrepre-
sentations about the terms of the notes – specifically, that UBS
employees falsely stated the notes would have “no trigger” –
and that UBS failed to disclose material information about the
pending change in Moody’s ratings methodology.

Under the choice-of-law clause in the notes, the court
applied the substantive law of New York for fraud, which
requires the plaintiff to establish that the defendant know-

Attachment Against Sellers of CDO Notes
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ingly made a material misrepresentation with the intent of
inducing the plaintiff’s reliance, that the plaintiff actually
relied on the misrepresentation and consequently suffered
damages. Here, the court focused on the element of actual
reliance. In particular, the court referred to case law holding
that sophisticated investors have an affirmative duty to inves-
tigate business transactions and cannot justifiably rely on oral
representations if they have access to documents containing
the actual terms of the agreement.

The court held that the plaintiffs were sophisticated
investors because of their experience of investing in CDOs.
Moreover, the evidence submitted showed that plaintiffs had
read and reviewed the offering memoranda for the notes, as
well as other transaction documents describing the structure
of each deal. The offering memoranda disclaimed any oral rep-
resentations of their terms. The court therefore held that
Pursuit had not established that probable cause existed to
believe that Pursuit had justifiably relied on UBS’s purported
misrepresentations that the notes contained no triggers, and
that a prejudgment remedy was not warranted on the claim
for fraud in the inducement:“The term ‘trigger’ or ‘triggerless,’
standing alone, is too loosely construed and susceptible of too
many divergent interpretations to form a solid basis for legal
relief.”

On the claim for fraudulent concealment, the court applied
New York law requiring the defendant to disclose any omitted
material facts when the parties have a fiduciary relationship or
a similar relationship of trust and confidence. The court noted
that under the ‘special facts’ doctrine, even parties dealing at
arms’ length in a commercial transaction may have a duty to
disclose material facts if one party has superior knowledge of
information that is not readily available to the other party, and
if the party with knowledge knows that the other party is act-
ing on the basis of mistaken knowledge.

The court found that the special facts doctrine created a
duty on UBS’s part to disclose material, non-public information
about the pending change in Moody’s ratings methodology.
The court referred to the e-mails by UBS employees describing
their meetings with Moody’s raters during the summer of
2007 and UBS’s instructions to employees to reduce their
exposure to CDO notes; in one e-mail relating to the notes in
this action, the individual defendant Morelli wrote that he had
“sold more crap to Pursuit.”The court found that this evidence
was sufficient to show that probable cause existed to believe
that UBS had material, non-public information that Moody’s

would downgrade the CDO notes in question. The court fur-
ther found probable cause existed to believe that UBS knew
Pursuit was acting on the basis of misleading information,
because it purchased the notes after informing UBS that it was
only interested in investing in investment-grade notes.

The court permitted Pursuit to assert its claims under the
Connecticut Uniform Securities Act, Conn. Gen. Stat. § 36b-29,
despite the New York choice-of-law clause in the notes, and
held that Pursuit’s statutory claims of omissions of material
fact also provided grounds for a prejudgment remedy.
Similarly, the court adopted its reasoning with respect to
fraudulent concealment for Pursuit’s claim of unjust enrich-
ment.

The court ordered that Pursuit could attach or garnish
assets of the two UBS corporate defendants worth
$35,573,904.53, equivalent to the purchase price of the CDO
notes less pre-liquidation payments received by Pursuit.

Conclusion
In ordering a $35 million prejudgment attachment, the Pursuit
Partners court was receptive to the investors’ argument that
UBS had material, non-public information about an imminent
action by a ratings agency giving rise to a claim for fraud.
However, the decision appeared to rely on a handful of
provocative e-mails, and there remains an open question as to
what weight that evidence will have in proceedings on the
merits with full discovery, under a more stringent standard. It
will bear watching how courts treat assertions that sellers of
CDO notes or other instruments had certain knowledge of rat-
ing agencies’ future actions.�

Bank Acting as Prime
Broker Faces Potential
Aiding and Abetting
Liability
By J. Carson Pulley

A federal district court recently ruled that a bank, acting as
prime broker and custodian, faces potential liability to a group
of investors on claims that the bank aided and abetted com-
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mon law fraud and breach of fiduciary duty allegedly commit-
ted by offshore hedge funds resulting in investor losses.
Pension Committee v. Banc of America Securities, 05 Civ. 9016
(S.D.N.Y. Sept. 4, 2009).

The Dispute
The lawsuit was commenced by a group of investors who
alleged losses in their holdings in two British Virgin Island
based hedge funds: Lancer Offshore, Inc. and OmniFund Ltd.
(the “Lancer Funds”). Plaintiffs asserted various claims against
the Lancer Funds under federal securities laws. In addition, the
plaintiffs asserted claims under New York state common law
against Banc of America LLC (“BAS”), among others, which
served as the prime broker and custodian of the Lancer Funds.

Plaintiffs claimed that BAS had aided and abetted the Lancer
Funds’ management in perpetrating a fraudulent securities
scheme in which they deceived plaintiffs as to the net asset
values of the Lancer Funds by falsifying values of the Funds’
holdings. Plaintiffs claimed that almost all of the $550 million
they had invested in the Lancer Funds had been lost.

The Lancer Funds’ alleged fraudulent scheme began in 2000
when the Funds began to incur losses. These losses were
allegedly hidden from investors, however, through an alleged
scheme known as “marking the close.”The Funds would buy
substantial positions in companies with common shares that
were infrequently traded on the open market, thereby artifi-
cially increasing the market price of the stock. Once the price
was artificially inflated, at the end of the month Lancer Funds
would allegedly purchase as small amount of stock at the

increased price, and in its month-end reports it would value all
of the Funds’ shares in those companies at the inflated month-
end market price. Further, BAS was instructed to record private
stock or warrant stock that Lancer Funds had acquired at val-
ues that were significantly higher than their real value.

In its role as Lancer Funds’ prime broker, BAS cleared and set-
tled trades and served as a custodian of some of the Funds’
securities holdings. Information about the Lancer Funds’ posi-
tion allegedly was gathered by BAS in two ways: (1) through
BAS’s involvement in settling a trade for the Funds’ positions
housed at BAS, and (2) through communications to the
account executive from the Lancer Funds regarding positions
housed outside of BAS (“away positions”).With respect to the
first category, BAS was alleged to have received information
from both Lancer Funds and executive brokers with whom
they had traded. Lancer Funds would send trade information

to BAS account executives who would then pass it along to
“keypunchers” who would enter the trade data into a BAS
database. Information about the away positions, the second
category, came exclusively from Lancer Funds.

At issue to plaintiffs’ claim against BAS were two kinds of
reports that BAS allegedly generated for Lancer Funds, account
statements showing positions housed at BAS, and position
reports showing all Lancer Funds’ positions, including the away
positions. The account statements, which were generated by
BAS on a monthly basis, where sent to customers and were
allegedly relied upon by Lancer Funds’ accountant for auditing
purposes. The position reports and account statements were
published on primebroker.com, which Lancer Funds’ auditor
and administrator used to calculate the Lancer Funds’ net
asset values. Because the prices of the securities listed in these

Bank Faces Aiding and Abetting Liability
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reports was allegedly artificially inflated, the valuation of the
Lancer Funds was similarly inflated. Plaintiffs assert that BAS
generated these reports even though BAS knew that the
underlying prices were fraudulent.

Legal Standard for Aiding and Abetting
BAS moved for summary judgment seeking dismissal of the
aiding and abetting claims asserted against it on the ground
that every key BAS employee had consistently denied any
actual knowledge of the fraud, and there was no writing evi-
dencing such knowledge. As to the applicable legal standards,
the court held that under New York state law, in order to estab-
lish aiding and abetting fraud, plaintiffs must show (1) the
existence of fraud; (2) defendant’s actual knowledge of the
fraud; and (3) that the defendant provided substantial assis-
tance to advance the fraud’s commission. To prove aiding and
abetting breach of fiduciary duty, plaintiffs must establish (1)
breach of fiduciary obligations of which the aider and abettor
had actual knowledge; (2) defendant knowingly induced or
participated in the breach; and (3) plaintiff suffered damages
as a result of the breach.

BAS’s Alleged Knowledge of Fraudulent Scheme
In denying BAS’s motion, the court found that, aside from the
fact that the BAS employee statements were subject to a fac-
tual assessment of credibility, there was other evidence that
would allow a reasonable jury to infer that BAS had actual
knowledge of the underlying fraud. It was this evidence, and
the nature of the communications between BAS employees
and the Lancer Funds, that holds the most significance for the
financial service industry.

The court found that there was evidence that on multiple
occasions BAS employees were instructed by Lancer Funds to
purchase stock or wire funds to purchase stock and then
record the prices in the BAS system at much higher values than
the purchase prices. This activity resulted in nearly instant
gains between 1,000 and 5,000 percent to the Lancer Funds’
portfolio. BAS allegedly knew that the position reports it gen-
erated were based on such inflated prices, yet never advised
Lancer Funds’ auditor or administrator that they or the infor-
mation on the primebroker.com website was unofficial or
unreliable. The court rejected BAS’s argument that its role in
generating the position reports was so minimal that they
should not be viewed as a BAS report in part because the
reports bore the name of BAS and lacked any disclaimer or

other language that they were somehow unofficial.
In addition, the court found that BAS’s alleged conduct with

respect to the account statements also supported a finding of
actual knowledge. On several occasions, BAS allegedly
accepted custody of privately placed shares from Lancer Funds
that were both unregistered and restricted, yet reported them
in BAS’s account statements as though they were the same
company’s more valuable freely traded shares. This also caused
artificially inflated prices and nearly instant gains of tremen-
dous value. The court rejected BAS’s attempt to characterize its
prime broker role as one in which it simply took orders from
Lancer Funds and input numbers into a computer database,
finding that the trade data was addressed to BAS account
executives who closely oversaw their accounts.

BAS Allegedly Provided Substantial Assistance
BAS argued that its services to Lancer Funds were merely cleri-
cal in nature, and so it could not be shown that it had substan-
tially assisted Lancer Funds in perpetrating the alleged fraud.
The court rejected this argument holding the “critical test for
substantial assistance is not whether the alleged aiding and
abetting conduct was routine, but whether it made a substan-
tial contribution to the perpetration of the fraud.” As such,
even assuming that BAS only performed clerical or ministerial
tasks, the court concluded that there was a genuine issue of
material fact as to whether BAS had provided substantial
assistance in three respects: (1) BAS recorded the pricing and
purchasing information provided by Lancer Funds even though
the resulting gains were probably “too good to be true;” (2) BAS
generated account statements and position reports with artifi-
cially inflated prices despite knowledge that auditors would
rely upon them to calculate the net asset values; and (3) BAS
made statements to Lancer Funds’ accountant, administrators
and investors regarding the reliability of the valuations that
concealed the fraud.

Implications for Prime Brokers
The district court’s opinion in Pension Committee v. Banc of
America Securities gives financial institutions greater reason to
engage in active and comprehensive due diligence regarding
securities valuations on a day-to-day basis. In particular, to
avoid potential liability for aiding and abetting third-party
investment funds in perpetrating fraud, financial institutions
acting as prime brokers must be especially wary of their hedge
fund clients’ securities valuation practices. Valuations should
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be thoroughly vetted by the broker/custodian banks before
such valuations are endorsed by the prime broker, used to gen-
erate reports, or otherwise published to consumers. Financial
institutions should recognize even seemingly clerical or minis-
terial tasks are not to be taken lightly.�

Borrowers Barred from
Relying on Alleged Oral
Promise to Extend Maturity
Date of Note
By Francesca J. Perkins

In U.S. Bank National Association v. 23rd Street Development LLC,
2000 slip op. 31979 (N.Y. Sup. Aug. 27, 2009), a New York state
court ruled that where both a Note and Pre-Negotiation
Agreement barred waivers that were not in writing, it would
not allow the borrower to assert the defense of an oral modifi-
cation to the maturity date of the Note. In addition, the court
rejected the borrower’s assertion that the bank, which
allegedly made oral promises, should be estopped from relying
on the no oral modification provision.

The Facts
This suit was based on a note dated July 20, 2007 in the princi-
pal amount of $18,669,692.38 (“Note”) executed by defendant
23rd Street Development LLC (“23rd Street Development”),
guaranteed by defendants Eran Conforty and Michael Yanko
(“Guarantors”), and payable on April 19, 2008. In an amend-
ment to the Loan Agreement dated May 15, 2008, plaintiff and
23rd Street Development agreed to extend the maturity date
to July 19, 2008.When payments were not made by that date,
plaintiff sent notices of default to both 23rd Street
Development and the Guarantors.

The Suit
Plaintiff brought suit seeking a judgment against 23rd Street
Development and the Guarantors for more than $14 million,
being the principal amount of the Note plus interest.

In opposing the bank’s motion for summary judgment, one
of the Guarantors, Yanko, asserted that Alan Milster, a vice-
president of the plaintiff bank, orally told him that there was
no need to worry “about the pending maturity of the notes
(and) that the Bank would extend the loan on commercially
reasonable terms” for an additional year. The defendants also
argued because of these alleged oral statements, the plaintiff
should be equitably estopped from relying on the no oral mod-
ification clause.

In his reply affidavit, plaintiff Milster did not deny the oral
promises purportedly made by him. However, he pointed out
that the defendants made no claim that any such oral promise
was made after May 2008. In addition, irrespective of any oral
statements made earlier, the bank pointed to its letters to 23rd
Street Development on July 18, 2008 and July 21, 2008. In those
letters, the bank advised 23rd Street Development that it was
not entitled to rely on any oral statements purportedly made
by plaintiff “to refrain from exercising any of its rights under
the Loan Agreement, the Notes, the Mortgages or any other
Loan Documents.”

In addition, the bank pointed to the parties’“Pre-Negotiation
Agreement” dated August 20, 2008, in which the parties
agreed that no modification of the loan would “constitute a
legally binding agreement until reduced to written documen-
tation which is signed by all necessary parties” and that plain-
tiff could terminate negotiations for any reason. Moreover, in
that agreement defendants acknowledged that none of them
had any defense or counterclaim with respect to repayment of
the loan.

The Holding
In granting the plaintiff’s motion for summary judgment, the
court rejected the defense’s argument based on the alleged
oral modification of the maturity date of the Note. The court
observed that the Note itself specifically provided that plaintiff
“shall not by any act, delay, omission or otherwise be deemed
to have waived any of its rights or remedies, and no waiver of
any kind shall be valid unless in writing and signed by” plain-
tiff. Moreover, the Pre-Negotiation Agreement also barred an
oral modification of the loan documents. The court wrote that
when an agreement contains a clause requiring any modifica-
tion of the terms of the agreement to be in a writing signed by
the plaintiff, oral modifications are generally precluded.

In rejecting the defendants’ estoppel argument, the court
clarified the purpose of estoppel, noting that it should be used

Bank Faces Aiding and Abetting Liability
continued from page 11
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“. . . to prevent someone from enforcing rights that would work
injustice on the person against whom enforcement is sought
and who, while justifiably relying on the opposing party’s
actions, has been misled into a detrimental change of posi-
tion.” In light of all the facts, including the July letters from
Milster and the provisions of the Pre-Negotiation Agreement,
the court held that the defendants had not shown that they
were either “misled” or that they “significantly and justifiable
relied on [the alleged oral promise to their] disadvantage.”

The court disagreed with the defendants’ reliance on the
decision of the New York Court of Appeals, the state’s highest
court, in Nassau Trust Company v. Montrose Concrete Products
Corp., 56 N.Y.2d 175 (1982). In Nassau Trust, the Court of Appeals
reversed and reinstated the trial court’s order, holding that in a
mortgage foreclosure action based upon nonpayment, an
alleged oral waiver by the mortgagee of the right to accelerate
the principal and foreclose in order to give the delinquent
mortgagor a reasonable opportunity to negotiate an unforced
sale of the mortgaged premises, constitutes a valid defense to
foreclosure. The court highlighted that in Nassau Trust, neither
the subject note nor mortgage prohibited oral modification of
the terms. The borrower in that case argued that the bank’s
officers had orally agreed “to waive any default in payment,”
and it introduced a letter signed by one of the officers granting
an extension pursuant to an oral exchange in which the bank
granted mortgager an extension for a period of time necessary
to complete a closing.

The court held that in the case before it, however, both the
Note and Pre-Negotiation Agreement, as compared to that in
Nassau Trust, barred waivers where there was no writing and
that provision was enforceable. In addition, Milster’s July let-
ters and the Pre-Negotiation Agreement put defendants on
notice that they could not rely on the alleged prior oral prom-
ises. Moreover, the claim in Yanko’s affidavit that Milster
agreed to extend the loan for a year and on “commercially rea-
sonable terms” would not be deemed a waiver, but rather a
modification, and as indicated in Nassau Trust, defendants
would “have proved (themselves) out of court.”The court went
on to hold that even if defendants had any viable defense to
this action, it would be barred by reason of the waiver of
defenses agreed to in the Pre-Negotiation Agreement.

With regard to post-August 20, 2008 negotiations, the
acknowledged “promise to negotiate can not be equated with
a promise to finalize an agreement on a (revised Note, as the)
parties never had more than an agreement to agree (and)

plaintiff never waived its right to commence (an action), even
crediting the oral assurances attributed to plaintiffs agents,
beyond the time negotiations actually continued.” Moreover,
the court wrote that the Pre-Negotiations Agreement specifi-
cally stated that negotiations could be terminated for any rea-
son or no reason at all. In light of those facts, the court granted
the plaintiff’s motion for summary judgment against defen-
dants.

Conclusion
Where both loan agreements bar waivers that are not in writ-
ing, borrowers will not be allowed to assert a defense of an
oral modification.While oral promises can at times give rise to
the defense of estoppel, the defense may fail if those oral
promises are timely withdrawn with adequate notice to the
borrower.�

Blackstone’s Alleged
Misstatements Concerning
Underperforming Assets
Not Actionable
By Kimberly Zafran

Plaintiffs brought a securities class action in federal court in
New York against The Blackstone Group (“Blackstone”) alleging
that the company defrauded its investors by omitting material
information and making false statements in its Registration
Statement and Prospectus issued in connection with its IPO.
Landmen Partners, Inc. v. The Blackstone Group, L.P., No. 08-CV-
3601(HB), 2009 WL 3029002 (S.D.N.Y. Sept. 22, 2009). The plain-
tiffs claimed that Blackstone failed to disclose facts that would
tend to show that some of the companies it included in its
portfolio of investments were underperforming. In granting
Blackstone’s motion to dismiss the complaint, the court held
that the omissions alleged were not material and that thus
the complaint failed to state a claim upon which relief could be
granted.

The Facts Concerning Blackstone and the IPO
As alleged in the complaint, Blackstone is a private equity com-

Cv

bnm

/ continued page 14



14 FINANCIAL SERVICES L IT IGATION NEWSWIRE DECEMBER 2009

pany that makes investments for clients in a portfolio of com-
panies and real estate funds. Blackstone does not directly own
the companies in which it invests, but rather receives revenue
through a management fee and a performance fee based on
its oversight of the portfolio and the performance of the
investments. The company is subject to having its perform-
ance fees “clawed back” by investors if investments perform
poorly. Investors are able to choose to invest in Blackstone’s
various funds or to invest in Blackstone itself, thereby acquir-
ing a stake in the company and benefitting from strong per-
formances by the investment funds that generate
performance fees for the company.

In 2007, Blackstone made an initial public offering. At that
time, it allegedly had over $88 billion under management in a

variety of funds. In June 2007, Blackstone went public with 153
million common units at $31.00 per share. By April 2008, the
units were worth between $17.00 and $17.50 per unit and, by
October, 2008, they were worth only $7.75 per unit. The plain-
tiffs contend that Blackstone made material omissions con-
cerning three sets of investments that were included in the
2007 IPO.

The Allegations and the Challenged Investments
The focus of the plaintiffs’ complaint was that the Registration
Statement filed in connection with the Blackstone IPO misrep-
resented and failed to disclose the poor performance of some
of the companies in which Blackstone invests in, thereby mak-
ing it likely that Blackstone would suffer from clawbacks and
reductions of performance fees. Plaintiffs focus on three

investments in particular: FGIC, Freescale Semiconductor and
Blackstone’s real estate investments.

FGIC allegedly insures bonds issued by other companies as a
financial guarantor. The complaint alleged that in 2007, FGIC
began to insure collateralized debt obligations (CDOs), which
was inherently more risky than its previous business ventures.
This allegedly exposed Blackstone to the subprime mortgage
market which, in 2007, was on the verge of destruction. The
Registration Statement filed in connection allegedly with the
IPO failed to disclose Blackstone’s investment in FGIC.

The Registration Statement did disclose that one of
Blackstone’s private equity funds had an investment in
Freescale Semiconductor, a company that designed and manu-
factured semiconductors.The Registration Statement, however,
allegedly failed to reveal that directly prior to the IPO, Freescale
lost an exclusive manufacturing agreement that it had with

Motorola. Plaintiffs alleged that the loss of this contract had a
“material adverse affect on Freescale’s business and . . . [on the]
corporate private equity fund controlled by Blackstone.”They
therefore asserted that the loss of this exclusive contract
should have been disclosed in the Registration Statement.

Plaintiffs lastly took issue with Blackstone’s real estate
investments at a time when the real estate market as a whole
was beginning to deteriorate. According to the plaintiffs, by
the time of the IPO, it was foreseeable that Blackstone would
have performance fees clawed back in connection with its
investments in the real estate market. The Registration
Statement referred generally to high levels of growth in the
real estate industry and demand for real estate assets.
Plaintiffs claimed that, at the time of the IPO, these statements
were materially misleading and inaccurate.

Blackstone
continued from page 13

Despite the ruling in Blackstone’s favor, the court made it clear that
it did not condone any omissions or misstatements, whether material 

or immaterial, made with knowledge by the defendants.
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The Court’s Materiality Analysis
The plaintiffs alleged that the above material omissions and
misstatements violated the Securities Act of 1933. The
Securities Act is designed to “ensure compliance with the dis-
closure provisions . . . by imposing a stringent standard of liabil-
ity on the parties who play a direct role in a registered
offering.” In response to these allegations, the defendants filed
a motion to dismiss the complaint. To determine the truthful-
ness of a registration statement, courts are generally required
look at the facts as they existed at the time of the statement,
and will not use the benefit of hindsight. To overcome a
motion to dismiss, the complaint must allege facts that, if
accepted as true, state a plausible claim for relief.

To state a claim for relief, the omissions and misstatements
alleged must have been material.“The materiality of a mis-
statement depends on whether ‘there is a substantial likeli-
hood that a reasonable shareholder would consider it
important in deciding how to act.’” In deciding whether
alleged omissions or misstatements are material, a court must
make a fact-specific inquiry. Such an inquiry includes both
quantitative and qualitative components. The quantitative
inquiry considers how large the misstatements were on a rela-
tive scale and the qualitative inquiry measures the overall
impact and nature of the misstatement or omission. The
Second Circuit Court of Appeals has determined that the start-
ing point for a quantitative materiality test in the face of a
securities fraud assertion is to ascertain whether an invest-
ment represents 5% or more of the company’s portfolio.
Landmen Partners, Inc. v. The Blackstone Group, L.P., No. 08-CV-
3601 (HB), 2009 WL 3029002 at *5 (S.D.N.Y. Sept. 22, 2009), cit-
ing ECA, Local 134 IBEW Joint Pension Trust of Chicago v. JP
Morgan Chase.

The court here found that the plaintiffs’ allegations satisfied
neither the quantitative nor qualitative prongs of the material-
ity test. The FGIC investments challenged by plaintiffs allegedly
represented only 0.4% of Blackstone’s assets under manage-
ment at the time of the IPO. The Freescale investment repre-
sented only 3.6% of the assets Blackstone had under
management. Because this was so insignificant, the alleged
omissions regarding these investments did not satisfy the
quantitative prong of the materiality test. The court even
noted that the purpose of investing with a company like
Blackstone is to have diversified assets, so that one poor invest-
ment can be offset by another strong investment. The allega-
tions also fail to satisfy the qualitative prong of the test

because the effect of the misstatements and omissions was
not large, and there was no allegation that the misstatements
or omissions were made in an attempt to hide unlawful trans-
actions or conduct.

As for the real estate investments, the court found that com-
plaint failed to show that problems in the housing market could
have been foreseeable, let alone having a material affect on
Blackstone’s real estate investments.The complaint additionally
failed to connect problems in the subprime residential mortgage
market to Blackstone’s real estate investments, most of which
were in commercial property. Plaintiffs’claim here relied on con-
clusory allegations instead of pleaded facts. Furthermore, the
court found that under the Securities Act, Blackstone had no
obligation to disclose publicly available information concerning
the market at large. Finally, the complaint failed to allege that
Blackstone knew of any trends that would materially affect its
real estate investments and, therefore, Blackstone could not be
held responsible for failing to disclose such trends.

Conclusion
Because the alleged omissions and misstatements made by
The Blackstone Group were found to be immaterial, the defen-
dants’ motion to dismiss was granted. Despite this ruling in
Blackstone’s favor, the court made it clear that it did not con-
done any omissions or misstatements, whether material or
immaterial, made with knowledge by the defendants. �

Commerce Bank May Be
Liable on Contract Signed
by Affiliate
By Caroline Pignatelli

A New York state court has denied the motion to dismiss
claims against defendants Commerce Bank (“Commerce”) and
its affiliate, Maple Properties, Inc. (“Maple”), for breach of con-
tract even though Maple, not Commerce, executed the con-
tract. In Papagiannis v. Commerce Bank, No. 22847-2007,WL
2929427 (Suffolk Co. Sept. 10, 2009), the court determined that
there were multiple factual disputes precluding dismissal,
including whether Maple was acting as Commerce’s agent in
signing the contract.
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Facts
The complaint alleged that plaintiff Nick Papagiannis
(“Papagiannis”) leased real property from Penelope Patapis
(“Patapis”) on which Papagiannis operated his catering and
restaurant business. In 2001, Maple, an affiliate of Commerce,
entered into a contract to purchase the property from Patapis
and entered into a separate agreement with Papagiannis to
acquire his leasehold interests and the business operated
thereon, both contracts executed so Commerce could con-
struct a branch on the property.

Under both agreements, Maple’s obligation to close was
conditioned upon it obtaining zoning approval for construc-
tion of a bank branch with a minimum of four drive-though
lanes. The agreements also required that, pending closing,
Papagiannis remain current on his leasehold obligations to
Patapis.

Thereafter, Commerce made the applications for zoning
approvals, in response to which local residents in the area
launched a series of Article 78 proceedings against Commerce
seeking to prevent the construction of the bank. Apparently in
an effort to quell public opposition, Commerce subsequently
amended its building plans to reduce the number of drive-thru
lanes from four to three.

Although there were significant delays in closing,
Papagiannis alleged that both Commerce and Maple contin-
ued to express interest in purchasing the property and reaf-
firmed their intention to close as soon as possible
notwithstanding the deviation from some of the conditions in
the agreement.

In September 2002, Papagiannis stopped paying rent to
Patapis citing a decline in business due to his vocal public sup-
port of the Commerce project in the local community.
Thereafter, Papagiannis and Patapis agreed that approximately
$140,000 of the sales price would be allocated at closing to the
rent arrears that Papagiannis had accumulated, an agreement
memorialized by a letter from Patapis’s attorney to
Papagiannis’s attorney.

Papagiannis further alleged that in August 2004 Commerce
and Maple reaffirmed their agreement to close on both the
agreements, fixing the amount of money that each party
would receive from Commerce and Maple. Then, presumably,
deciding that acquiring the property without also acquiring
the business and lease would be sufficient, Commerce and

Maple refused to close on the contract to acquire the lease and
business allegedly as a result of Papagiannis’s failure to stay
current on the lease payments in accordance with the 2001
agreement.

As a result of Commerce and Maple refusing to close on the
lease and business acquisitions, Patapis and Papagiannis filed
suit in the New York state court. Papagiannis alleged that he
and Patapis forebore on lawsuits between them in September
2005 at the request of representatives of Commerce, who
renewed their promise to close and pay under the terms previ-
ously reached in August 2004.

On April 25, 2007, the local zoning board granted in part and
denied in part the necessary approvals for construction of the
bank branch. Notably, the approvals allowed for only three
drive-thru lanes, not four as required by the contracts.
Thereafter, Maple and/or Commerce closed on the acquisition
of the property from Patapis, while continuing to refuse to
close on the agreement to acquire Papagiannis’s lease and
restaurant.

The Claims
As a result of the refusal to close on the acquisition of the
restaurant, Papagiannis commenced a lawsuit asserting claims
against Commerce and Maple for (1) breach of contract, (2)
breach of “accord reached in 2004” alleging that Commerce and
Maple waived the contingencies set forth in the agreement by
a letter from Patapis’s attorney to Commerce’s attorney con-
firming that they were ready to “close this week” and that the
rent arrears would be paid at closing, (3) breach of an “executory
accord reached in September 2005” relating to Papagiannis’s
allegation that he was asked to forebear from pursuing his prior
lawsuit by Commerce and Patapis in exchange for a renewal by
Commerce/Maple that they intended to close on the acquisi-
tion of the business and that the rent arrears would be paid at
closing, and (4) tortious interference with the contract
Papagiannis allegedly had with Patapis which allowed him to
stay in possession of the premises until closing.The complaint
alleged that Commerce and Maple “tortiously interfered with
plaintiff’s property with intent to cause financial harm through
the withholding of payment owed for the purchase of plaintiff’s
business and leasehold and tortiously interfered with plaintiff’s
‘contractual relations.’”

Defendants moved to dismiss the complaint. As to the
breach of contract claim, Commerce moved to dismiss that
claim as against it on the grounds that Commerce was not a

Commerce Bank
continued from page 15
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party to the contract to acquire the business. In addition,
defendants alleged that the action must be dismissed because
the contingencies in that agreement were not met, including
the failure to get approval for four drive-thru lanes and
Papagiannis’s failure to stay current on the rent.

In response, plaintiff argued that Maple was acting as
Commerce’s agent when it entered into the agreement,
thereby binding Commerce to that agreement. Papagiannis
further alleged that the defendants waived the contractual
conditions to closing by continuing to represent that they
intended to close despite the failures of these conditions.

The Agency Argument
The court found that Commerce could not be dismissed from
the litigation at this early stage because all of Maple’s actions
were directed at facilitating the construction of a Commerce
branch at the subject location. These actions strongly sug-
gested that Maple was Commerce’s agent.“Agency is a fiduci-
ary relationship which results from the manifestation of
consent by one person to another that the other shall act on
his behalf and subject to his control, and consent by the other
so to act.” Restatement [Second] of Agency § 1.

The court further explained that an agent’s authority to act
may be established circumstantially or by the course of con-
duct of the principal’s business. Because Maple’s agreements
with Papagiannis and Patapis were contingent on obtaining
approvals for Commerce, there was circumstantial evidence in
the complaint that Maple was acting on behalf of Commerce.
The complaint also alleged that representatives of Commerce
had expressly promised to close on the agreements in
exchange for the discontinuance of lawsuits filed by Patapis
and Papagiannis in 2005.

In support of its argument that Commerce was not a proper
party to the breach of contract claim, Commerce presented a
certificate from the New York Department of State, which
showed Maple Properties, Inc. as an independent corporate
entity. The court, however, found this evidence to be insuffi-
cient to “conclusively establish the defense on behalf of
Commerce at this time, as factual questions exist as to
whether defendant Maple was acting as an agent for
Commerce when the Agreement with plaintiff was executed.”

Tortious Interference
As to the claim that Maple and Commerce tortiously interfered
with Papagiannis’s contract with Patapis, the court noted that

the elements of such a claim are: (1) the existence of a contract
between the plaintiff and a third party; (2) defendants’ knowl-
edge of the contract;( 3) defendants’ intentional inducement of
the third party to breach or otherwise render performance
impossible; and (4) damages to plaintiff. Citing Bernberg v.
Health Mgmt Systems, Inc., 303 A.D.2d 348, 756 N.Y.S.2d 96
(2003). In support of this claim, Papagiannis alleged that he had
an agreement with Patapis that allowed him to stay in posses-
sion of the premise until closing without the payment of rent.
Papagiannis further alleged that Maple and Commerce delayed
the closing and induced Patapis to evict him thus eviscerating
Maple and Commerce’s obligation to honor their agreement
with him.The court concluded that “[i]n accepting as true, the
facts contained in the complaint and according the plaintiff the
benefit of every favorable inference, the Court concludes that
the defendants’ motion to dismiss this cause of action pursuant
to CPLR 3211(a)(7) must be denied.”

Conclusion
Corporations frequently form special purpose entities to exe-
cute contracts for their benefit. As this case clearly shows, the
special purpose entity may not be enough to shield a corpora-
tion from liability, especially where that entity is found to be
acting on behalf of the corporation.�

Court Rejects Claim for
Breach of Implied Duty of
Good Faith and Fair
Dealing in Prime Brokerage
Agreement
By Bernadette Galiano

A recent decision by a New York court severely curtails the abil-
ity of plaintiffs to claim breach of an implied covenant of good
faith and fair dealing where the plaintiff cannot tie the
absence of good faith to a particular contractual provision. This
decision makes it more difficult for plaintiffs to use the implied
covenant theory to circumvent the insufficiency of their breach
of contract claims.
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Background
In Duration Municipal Fund LP v. J.P. Morgan Securities Inc., 2009
WL 2999201 (N.Y. Co. Sept. 16, 2009), plaintiffs Duration
Municipal Fund, L.P. and Duration Municipal Offshore Fund, Ltd.
(collectively, the “Duration Funds”) alleged that defendant J.P.
Morgan Securities, Inc. (“JPMSI”) breached the implied duty of
good faith and fair dealing under a Prime Broker Agreement by
issuing unfair margin calls, which resulted in the liquidation of
the Duration Funds’ portfolio.

The Duration Funds were hedge funds established to profit
from inefficiencies in the municipal bond market. In 2003, they
allegedly entered into the Prime Broker Agreement with JPMSI,
which gave the Duration Funds access to different financing
options, including tender option bond trusts, repurchase
agreements and securities lending arrangements with other
J.P. Morgan companies. The Duration Funds then executed sep-
arate agreements with those J.P. Morgan companies.

According to the complaint, over three days in February
2008, JPMSI issue margin calls to the Duration Funds on their
swaps, U.S. Treasury repo, securities lending and futures
accounts. To meet these margin calls, the Duration Funds were
allegedly forced to liquidate their portfolio at a deep discount
in a depressed market.

In their complaint, the Duration Funds claimed that JPMSI
acted in bad faith by (1) valuing the Duration Funds’ securities
improperly, (2) making and enforcing a series of damaging
margin calls based on those improper valuations, (3) threaten-
ing to liquidate the Duration Funds’ portfolio if they did not
comply with the margin calls, and (4) frustrating the Funds’
efforts to minimize their damages.

The Dismissal Motion
JPMSI moved to dismiss the complaint arguing that the plain-
tiffs’ claim for breach of the implied duty of good faith and fair
dealing was insufficient because the plaintiffs failed to point
to an express contractual obligation of JPMSI to value margin
under the securities, swaps and futures transactions. In sup-
port of this argument, JPMSI submitted copies of the separate
agreements the Duration Funds had executed with other J.P.
Morgan companies, including a Global Master Securities
Lending Agreement with JPMorgan Chase Bank N.A., a Swap
Agreement with JPMorgan Chase Bank N.A., and a Futures
Agreement with J.P. Morgan Futures Inc.

In considering the motion to dismiss, the court acknowl-
edged that “New York courts have repeatedly affirmed that a
party may be in breach of an implied duty of good faith and
fair dealing, even if it is not in breach of its express contractual
obligations, when it exercises a contractual right as part of a
scheme to realize gains that the contract implicitly denied or
to deprive the other party of the fruit of its bargain.” However,
the court found this case to be distinguishable because the
implied duty “merely brings to light implicit duties to act in
good faith already contained, although not necessarily speci-
fied in the contract.” In other words, there must be an underly-
ing contract between the parties for the implied duty of good
faith and fair dealing “to stand as a cause of action.”

The court determined that the Global Master Securities
Lending Agreement, Swap Agreement, and Futures Agreement
governed the margin calls at the heart of the Duration Funds’
claims. JPMSI was not a party to these agreements; it was only
a party to the Prime Broker Agreement. Although it arranged
access to the other J.P. Morgan companies that executed the
governing contracts with the Duration Funds, the Prime Broker
Agreement was silent as to margin calls. The court concluded:
“The implied covenant of good faith and fair dealing cannot
create obligations for JPMSI under the [Prime Broker
Agreement], especially when those obligations are set forth
elsewhere in agreements between [the Duration Funds] and
other J.P. Morgan companies.” Accordingly, the court dismissed
the complaint against JPMSI.

Conclusion
As this case illustrates, a plaintiff need not allege a breach of a
particular provision of a contract to establish a breach of the
implied duty of good faith and fair dealing. But to establish
such a claim, there must be some express contractual obliga-
tion at the core of its claim because a “claim of implied duty of
good faith and fair dealing cannot create new duties under a
contract or substitute for an insufficient contract claim.”
Rather, the implied duty of good faith and fair dealing places
parameters on how a contractual party must perform its
express duties.�

Court Rejects Claim
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New York’s Usury Laws Not
Applicable to New York
Licensed Lender
By Carlos E. Martínez-Betanzos

In a lawsuit filed in New York state court, the defendant bor-
rower claimed that his loan from plaintiff Beneficial New York,
Inc. (“Beneficial”) carrying a 25% interest rate violated New
York’s usury laws. In ruling against the borrower, the court
found that because Beneficial is a foreign corporation licensed
to do business under Article 9 of the New York Banking Law, it
was not subject to New York’s criminal or civil usury provisions,
and granted Beneficial’s motion for summary judgment.
Beneficial New York Inc. v. Ronald V. Stewart, 884 N.Y.S.2d 643
(Sup. Ct. Kings Co. 2009).

Background
In November 2004, the defendant entered into a revolving line
of credit with Beneficial with an agreed annual interest rate of
25%. The defendant made 27 payments on a monthly or bi-
monthly basis until August 2007, after which no further pay-
ments were made.

Beneficial filed suit against its borrower in New York state
court, seeking recovery of principal and interest. As his defense,
the borrower argued that the 25% rate of interest was usuri-
ous, and that as a result he should be required to pay only the
principal amount due reduced by the amount of usurious
interest payments made to Beneficial.

The Licensed Lender Law
Article 9 of the New York Banking Law, Section 340, provides
that “[n]o person or other entity shall engage in the business
of making loans in the principal amount of twenty-five thou-
sand dollars or less for any loan to an individual for personal,
family, household, or investment purposes and in a principal
amount of fifty thousand dollars or less for business and com-
mercial loans, and charge, contract for, or receive a greater rate
of interest than the lender would be permitted by law to
charge if he were not a licensee hereunder except as author-
ized by this article and without first obtaining a license from
the superintendent. For the purposes of this section, a person
or entity shall be considered as engaging in the business of
making loans in New York, and subject to the licensing and

other requirements of this article, if it solicits loans in the
amounts prescribed by this section within this state and, in
connection with such solicitation, makes loans to individuals
then resident in this state, except that no person or entity shall
be considered as engaging in the business of making loans in
this state on the basis of isolated, incidental or occasional
transactions which otherwise meet the requirements of this
section. Nothing in this article shall apply to licensed collateral
loan brokers.”

Beneficial argued that, because it was a foreign corporation
licensed to do business under this Section, it could make loans
up to $25,000 to individuals and up to $50,000 to corporations
without regard to New York’s civil and criminal usury limits.

In support of its argument, Beneficial relied on the New York
federal bankruptcy court opinion in Watkins v. Guardian Loan
Company of Massapequa, Inc., 240 B.R. 668 (Bank. E.D.N.Y. 1999).
In that case, the court held:“As a licensed lender, the
Defendant is authorized to make loans of up to $25,000 at
interest rates as agreed to by the borrower and the lender. By
virtue of section 340 of the Licensed Lender Law, the
Defendant is not subject to the statutory limits on the rates of
interest that may be charged pursuant to Section 5-501 of the
New York General Obligations Law (‘GOL’) and Section 190.40
of the New York Penal Law. Section 351 of the Licensed Lender
Law specifically provides that only interest on amounts loaned
in excess of $25,000 is subject to the maximum rates permit-
ted by G.O.L. § 5-501.”

The Court’s Analysis
In granting Beneficial motion for summary judgment, the
court initially expressed some discomfort at the result required
by the Licensed Lender Law as interpreted by the Watkins
Court, noting that “[o]n the face of it, the amount of interest
charged on this small loan is exorbitant and appears to be usu-
rious,” and “the virtually limitless opportunity conferred on
licensed lenders to extract exorbitant rates of interest hardly
seems consistent with” the goal of the Licensed Lender Law
which is to protect the poor and needy who are compelled to
borrow small sums to meet pressing need from exorbitant and
unconscionable demands. Nevertheless, the court further
noted that “it has been uniformly held that the inducement of
higher interest rates is the only way to insure that properly
supervised legitimate lenders will be willing to advance small
loans to those who may pose repayment risks to the lender.”

The court also recognized that in enacting the Licensed
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Lender Law, the Legislature imposed very
definite duties and restrictions on the
lenders. The Law simultaneously imposes
a duty upon the small loan companies to
deal fairly with this class of borrower,
while giving them “a great opportunity . . .
to make a large return on their investment
and at the same time render a public serv-
ice.”The court held that the case before it
precisely fit this category of situations and,
thus, the 25% interest rate charged was
not subject to the maximum rates
imposed by New York’s civil or criminal
usury statutes.

Conclusion
Lenders licensed to do business under
Article 9 of New York Banking Law can
take comfort that New York courts will not
interfere with agreed upon interest rates
imposed on loans for amounts below the
threshold amount set forth in Article 9,
even where the rate in question is exorbi-
tant and would otherwise violate New
York’s usury laws.�

New York’s Usury Laws Not Applicable 
continued from page 19
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