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SUPREME COURT OF THE STATE OF NEW YORK
COUNTY OF NEW YORK: COMMERCIAL DIVISION PART 40

ok

WELLS FARGO BANK, NATIONAL ASSOCIATION, U.S, INDEX NO. __GSTIRI0NT
BANK NATIONAL ASSOCIATION, THE BANK OF NBW
YORK MELLON, THE BANK OF NEW YORK MELLON {GTION DATE

TRUST COMPANY, N.A,, WILMINGTON TRUST,
NATIONAL ASSOCIATION, HSBC BANK USA, N.A,

DEUTSCHE BANK NATIONAL TRUST COMPANY (a8 MOTION SEQ, ND. 001

Trustees, Indenture Trustees, Securitiss Administrators, Paying

Agents, and/or Calculation Agsnts of Cartain Residential ;

Morigage-Backed Securitization Trusts), : DECISION AND ORDER
Petitioners,

For Judlcial Instructions undar CPLR Articls 77 on the
Adminigtration and Diatribution of a Seitlement Payment,

HON. MARCY 4, FRIEDMAN:

The following e-filed docoments, Hated by NYSCEF document mumbser (Motion 001) 19, 30, 31, 32, 33, 44, 56,
51,52, 53, 55, 66, 67, 68, 69, 70, 71, 72, 73, 714, 16, 75, 19, 80, B1, 82, 83, 84, 85, 88, §7, 88, 89, 90, 91, 92, 93,
94, 95, 05, 97, 98, 99, 100,.101, 102, 103, 104, 105, 106, 117, 118, 120, 121, 122, 123, 124, 125, 126, 125, 129,
136, 131, 132, 13, 138, 136, 137, 138, 139, 140, 141, 144, 147, 148, 149, 150, 151, 152, 153, 154, 13§, 136, 139,
160, 161, 162, 163, 168, 168, 167, 168, 169, 171, 176, 177, 178, 19,-180, 187, 188, 194,200, 201, 202,203, 204,
205, 208, 207, 208, 209, 210, 211, 212, 213, 226, 399, 400, 413, 414, 415, 486, 313, 518, 517, 518, 519,320, 321,
522, 573, 524, 525, 526, 527, 328, 529, 530, 531, §12, 533, 534, 538, $36, 537, 538, 539, 540, 541, 542, 543, 344,
543, 546, 547, 548, 549; 550, 551, 552, 553, 554, §55, 556, 557, 538, 539, 560, 561, 562, 576, 577, 578, 579, 580,
581, 582, 583, 584, 585, 586, 587, 588, 589, 550, 551, 592, 593, 594, 595, 596, 597, 508, 599, 600, 501, 602, 603,
04, 60S, 606, 607, 608, 609, 610, 611, 612, 613, 614, 815, 616, 617, 618, 619, 620, 621, 622, 623, 624, 625, 626,
827, 628, 629, 630, £31, 632, 633, 634, 635, 636, 637, 638, 639, 640, 641, 644, 845, 646, 647, 848, 649, 650, 631,
652, 653, 654, 635, 656, 657, 658, 639, 660, 661, 662, 663, 664, 663, 666, 667, 675, 637, 688, 689, 890, 691, 652,
693, 694, 695, 696, 698, 699, 700, 701, 702, 703, 704, 705, 708, 707, 708, 709, 717, 718, 719, 720,721, 722, 723,
724, 28, 726, T21, 128, 129, T30, 731, 732, 733, 734, 735, 736, 737, 738, 739, 740, 741, T42, 743, 744, 143, 746,
747,748, 749, 750, 151, 752, 153, 754, 755, 156, 757, 158, 7159, 162, 763, 764, 155, 766, 767, 769, 170, 171, 772,

ware read on this petition to/for JUDICIAL INSTRUCTIONS

Petitioners, the Trustees and payment administeators (the Trustees) of more than 250
residential mortgage-backed securitics (RMBS) Trusts {the Setilement Trusts or Trusts),
commenced this special pmwedmg, pursnant to CPLR Article 77, for judicial instructions
regarding the distribution of a $4.5 billion Settlement Payment meade by JFMorgan Chase & Co.
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(JPMorgen) to the Trustees. In a prior Article 77 proceeding this court approved the Trustees’
acceptance of & Settlement Agreement, dated as of November 15, 2013 and modified as of July
29, 2014 (the Settlement Agreement or Settlement), which covered claims against JPMorgan
Chase & Co. as securitizer and servicer of the Settlement Trusts. (See Matter of U8 Bank N.A,
fy Foderal Home Loan Baok of Beston], 2015 NY Stip Op 32846-(U), 2016 WL 9110399 [Sup
Ct, NY County, Avg. 12, 2016] [JPMorgen I].)* The Settlement Agreement provided for a
portion of the $4.5 billion Settlement Payment (the Trust’s Allocable Share or the Share) to be
transferred to each Settiement Trust, and then disiributed by petitioners to the holders of
certificates or other securities issued by the Trusts {certificateholders). (Petition §1.)

The Seitlement was negotinted by JEMorgan and a group of institutional investors that
together hold a significant percentege of the certificates issued by the Trusts (the Institutional
Investors). The Institutional Investors, other certificateholders in the Settlement Trusts, and
Ambac Assurance Corporation (Ambac), the certificate insurer for certain Settlement Trusts, *
have appeared as respondents in this proceeding, seeking to be heard on the methodology to be

used in distributing the Settlement Payment.?

! Although 10,8, Bank was the first hamed petitioner in JEMorean ] and Wells Fargo is the first named petitioner in
the instant procesding, the trastees in the prior and current proceeding ars the same, with the exception that Law
Debenturs Trust Company of New York wis & petitioner only In the prior proceeding.

% Rpspondats that have appeated in this procesding include: American General Lifo Insurance Compeny, Americen
Home Assurance Company, Lexington Insurance Company, Nationel Union Fire Insurance Company of Pitiaburgh,
Pa., The United Staves Life Insurance Company in the City of Now York, The Varlable Annuity Life Insurance
Compeny {fogethur, AIG); ABGON USA Investment Management, 1.1.C, BlackRock Financial Management, Inc.,
Cagcade Investment, LLC, the Federa) Home Loae Bank of Atlants, the Federal Home Loan Mortgage Corparation
(Freddie Mac), the Federa National Mortgage Associstion (Faunie Man), Goldman Sachs Asset Management L.P,
Voye Investment Management LLC, Invesco Advisers, inc., Kore Advisors, LR, Metopoliten Life Insurance
Company, Paciflc Investment Management Compeny LLC, Teachers Insurance and Anauity Association of
Americs, the TCW Group, Inc., Theivent Pinancial for Lutherans, Western Assot Managentent Company -
(collectively, together with AIG, roferred to ks the Institutional Tuvestors); Nover Ventures, LLC (Nover); Tilden
Park Investment Master Fund LP, Tilden Park Manegement I LLC end Tiden Park Capital Managemeat LP, on
behalf of themsclves and their advisory clients (ogether, Tilden Parky; HEX Master Pund L.P. (¥IBK); Olifant
Fund, Lid,, FYT Ltd., end FFI Fund Lid, (together, Olifent); Postic Holdings VI LLC, Postic Haldings VII LLC, and
Prophet Morigage Oppartusitios LY (fogether, Poctic & Prophet); DW Pertners LP (D'W); Ellington Management
Group L.L.C. (Eilington); D.E. Shaw Refraction Portfolios, LL.C. (D.E. Shaw); Axanic Cupital LLC (Axonic);
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The Petition raises a series of issues concerning the administration and distribution of the
Settlement Payment on which the Trustees seek judicial instruction, According to the Trustees,
resolution of these issues will affect “which classes of certificates ultimately receive the
Settlement Payment and the amount of the Settlement Payment and the amount that each class
receives,” as well as “which classes of certificates are wriften up s a result of the distribution of
the Settlement Payment, the amount of such write-ups, and, ultimeately, the resulting certificate
principal balances of the affected classes.” (Petition | 8.}

As explained by the Trustees, “[e]ach certificate generally has, or is assigned, a certificate
principal balange equal fo the total distribution of *principal smount’ such certificate is entitled to
receive. . .. Certiffcatss cannot receive distributions of principal amount in excess of their
aggregate or total certificate principal balance.” (Petition §3.) The Governing Agreements
contain “waterfall™ provisions that dictate the amounts of principal and interest distributable to
the different classes of certificates and the order of distribution among the classes. (id) The
Governing Agreements also contain provisions governing “the allocation of losses realized on
mortgage loans to speeific classes of certificates,” and provide that when & ¢class of certificates is
allocated a realized loss, the certificate principal balance for the class must be “written down by
the corresponding amount of such realized loss.” (Id. §5.) A Trust may receive a monetary

Strizgor Capitnl Munageraant, LLC (Stratsgos); Ambac Assurance Corporation and the Scgregated Account of
Ambac Assurance Corporation (togsther, Ambac); FT SOF IV Holdings, LLC, ¥ir Tree Capital Onpportunity Master
Pund, L.B., md Fir Tree Capital Opportunity Master Fund I, L.P. (together, Fir Tree); and the GMO Opportunistiz
Income Pund and GMO Global Real Return (USITS) Fund (together, GMO}. By stipuistion of afl parties, Apsured
Gaarsaty Corp. (Asaured Guaranty), 8 cortificate insurer, ‘waa pormitted to file an smicus brief.

Thiz court's standing decision psrmitfed only investors with s direct intorest in a Settierent Trust (ie.,
sertificuteholders) to appear with respect to the Trast, (Matier of Wells Farge Bank, NA,, 2018 NY Slip Op 31883
(L), 2018 WL 3743897 [Sup Ct, NY Couaty, Avg. 7, 2018}, Mazter of Walls Fargo Bank, N.A, T
Nover Ventures, LLC), 173 AD3d 626 [1st Dept 2015].) The decision dismissed Poetic & Frophet, Nover, HEK,
and Axonie as respondants with respect to Settiement Trusts in which they do not owa certificatss. Centain CDO
and NIM trosts, in which the dismissed respondents have an ownership interest, own centificates in Ssttlement
Trusts. ‘The trustees for these tusts have been substituted for the dismissed faspondents other thun Axonic, and have
advanced their infaresiz,
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recovery related (o a realized foss previously allocated to the cprﬁﬁmi:es. Most Trusts refer to
such & recovery as a “subsequent recovery,” and provide that “[w]hén a subsequent fecuvecry is
realized, certificate principal balances of previously written down certificates generally must be
increased, or ‘writien up,’ by the amount of the subsequent recovery,” (1d.97.)-

A threshold issue in this proceeding is whether, in distributing the Settlement Payment,
the Trustees should follow the “Write-Up First Method” or the “Pay First Method.” Under the
Write-Up First Method, the certificate principal balances of the affected classes are Increased—
i.e., written up—before the Seftioment Payrent is distributed. Under the Pay First Method, the
Seitlement Payment is distcibuted before the balances are written up. A related issue is whether
the Settlement Payment may cause the Trusts to be “temporarily overcolisteralized” where the
Pay First Method is applied. (Petition §28.) Other issues in distibuting the Settlement Payment
concarn “the method for writing up cartificate principal balances of previoualy written dowm
vertificates,” and “the treatment of cortain classes of certificates and loan groups with current
aggregate certificate balances of zere.” (Petition § §; Petition, Request for Relief § 5.
Resolution of these issues will require interpretation of the Settlement Agreement and the
Goveming Agreements for the Trusts, ¢

% Other disputed issuss are discussed in the body of this decision. The Trustees anncx, ey Exhibite D through H to
the Petition, Hets of the Trusts affected by specifically identified lssues, The purties’ positions on the issuss are
briefly summarized in charts that have beea provided for the court’s convenience. (Charts of Parties’ Positions
[NYSCER Doc. Nos. 770-773]) The specifiv arguments of the perties are addressed af length in their memoranda of
Iaw. Bach appesring party has fied thres memeranda—ithe first, duted September 14, 2018 {Inftial Memo.); the
sovand, dated September 28, 2018 (Response Memo.); the third, dated October 10, 2018 (Reply Memo.).

1t is noted that wheze all respondents thet have appeared in connestion with certsin Trusts have agreed to the
methodalogy for disibution, they have subimitted consent judgments spplicable to thoss Trusts, which this comrt
fias approved and which have universaily provided that they will have no procedential value. . :

4 The Governing Agreements generally inchade efther s pooling and servicing sgresment (PSA) or an indenture and
related sals and servicing agreement. (Pedtion Y20 8.)
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The Trustees seek an instruction, for the Trusts listed in Bxhibit D, as to whether the
Allocabie Shares for the Trusts should be administered and distributed using the Pay First
Methad, the Write<Up First Method, or a different method authorized by this court. (Petition,
Request for Relief § 5 [al.) The Trustees note that “[sJection 3.06 of the Settlement Agreement
specifies two operations that sust be performed in copnection with the Settlement Payment: {i)
the distribution of the Settlement Payment to Certificateholders, and (ii) the writing up of
certificate principal balances in the amount of the Settlement Payment Write-Up.” (Petition |
21.) They take the position that the Settlement Agreement does not address the order of
operations—that is, whether the Settlement Agresment “requires the Petitioners to apply the
Seftiement Payment Write-Up after distriution of the Settlement Payment to Certificateholders
or merely after the Petitioners receive the Settlement Payment but before distribution to °
Certificateholders.™ (Id.) The Trustees further represent that “{fJor Settlement Trusts with
Cloverning Agreements that clearly specify a particular onder of operations, . . . [they] are
required and intend to follow the provisions of the Governing Agreements for such Settlement
Trasts.” (I §23.) The Trustees state, however, that the Governing Agreements for the Trusts
listed on Exhibit D, which exceéd 200, “do not clearly specify whether the Petitioners should use
the Pay First Method or the Write-Up First Method in this circumstance.” (Id)

Respondents, in contrast, claim that the order of operations is in fact addressed by the
Settlement Agreement and/or the Governing Agreements. Notably, respondents do not claim
that the Settlement Agresment or any Govarning Agresment is ambiguous, slthough their
interpretations of the Agreements markedly differ. For example, Tilden Park argues that ‘[tihe
Sertlement Agresment controls all distribution and write-up issues to the extent it purports to do
80,” but that it “delegates” the issue of the order of operations to the Governing Agreements “by
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employing the distribution provisions of those agreements applicable to ‘subsequent
tecoveries.’” (Tiklen Park Initial Memo. at 1, 2 {emphasis omitted}.) Tilden Park further
contends that some of the Tilden Park Trusts cleatly require the Write-Up First Method, while
some plainly require the Pay First Method, (Jd, at 2.} HBK argues that the Governing
Agreements for the HBE Trusts unambignously require the Pay First Method. (HBK Response
Memo. at 5, 7-9.) Olifast argues thet the Governing Agreements for the Olifunt Trusts
unambiguously require the Write-Up First Method, that the Settlement Agreement is consistent
with this method o, ot & minimur, does not require Pay First, and that the Settlement
Agreement could not in dny event amend the Coverning Agreements, (Olifant Initial Memo. at
2, 9-10; Response Memo, at 4.} The Institutional Investors contend that “the Governing
Apreements aré silent as to the order of operations,” that the Seftiement Agreement requires the
Pay First Method, and that the Settlement Agreement ascordingly controls. (Institutional
Investors Initial Memo, at 2; Response Memo. st 5; GMO Inital Memo, at 4-5 {joining
Institutions} Investors* Memo.}.)*

As an initial matter, the court rejects certain respondenis’ contention that no claim was

provide for the Pay First Metbod, and that the prior procesding therefore bars any ebjection to
the Pay First Method under the res judicata doctrine. (Seg Institutional Investors Initial Memo,
at 6-8.) As discussed forther below in connection with the Write-Up Methodology, JEMorgan 1
did not intexpret the Settlement Agreement. The issue of whether the Setilement Agreement

3 Given the extent of the briefing, this decision does not purport 3o summarizs every angument mads on every issue,
and does not identify every respondent that advances or supports 8 particular position on an fssus, Even ifnot
discussed, all argmmenty hava boen consldered.
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provides for the Pay First or Write-Up First Method does, however, require interpretation of that
Agreement, to which the court turns,

Section 3.06 {a) of the Settlement Agreement providss for each Trust’s Allocable Share
of the Seftlement Payment to be distributed to Investors “in scoordance with the distribution
provisions of the Governing Agreements . . . a8 though [it] was a ‘subsequent recovery” relating
to principal proceeds available for distribution on the immediately following distribution date.”
It is undisputed that sections 3.06 (2) and (b) of the Scttlemen: Agreement are relevaut to the
determination of whether the Setflement Agreement pwv:des for either the Pay First or. Write-Up
First Method.

Section 3.06 (a) provides in pertinent part:

“Bach Trust’s Allocable Share shall be deposited into the related
Trust's collection or distribution account pursuant fo the terms of the
(loverning Agreements, for further distribution to Investors in accordance
with the distribution provisions of the Governing Agreements (taking into
account the Expert’s determination under Section 3.05) as though such
Allocable Share was a *subsequent recovery” relating to principal proceeds
available for distribution on the immediately following distribution date
(provided that if the Guverning Agreement for a particular Settlement
Trust does not include the coneept of “subsequent recovery,” the
Aliocable Share of such Settlement Trust shall be distributed as thongh it
was unscheduled princips! available for distribution on such immediately
following distribution date), subject to Section 3.04.”

Section 3.06 (b) firther provides in full:

“Afier the distribution of the Allocable Share to & Settlernent Trust
pursuant to Subsection 3.06(a), the Accepting Trustes for such Settlement
Trast will apply {or if another party is responsible for such function under
the applicable Governing Agreement will nse reasonable commercial best
efforts to cause such party to apply) the amount of the Allocable Share for
that Settlement Trust in the reverse order of previously aliocated losses, to
increase the balance of each class of securities (other than any class of
REMIC residual interests) to which such losses have been previously
aliocated, but in each case by not more than the amount of such losses
previously allocated to that class of securities pursuant to the Governing
Agreements. Investors shall not be entitled to payment in respect of

7
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interest on the amount of such increases for any interest accrual period
relating to the distribution date on which such increase ocours or any prior
distzibution date. For the avoidance of doubt, this Subsection 3.06(b) is
intended only to increase the balances of the related classes of securities,
as provided for herein, and shall not affect the distribution of ths
Settlement Payment provided for in Subssction 3.06(a).”

A court presented with a contractual interpretation issue should “construe the {contract}
s0 as to give full meaning and effect to the material provisions. A reading of the contract should
not render any portion meaningless. Further, & contract should be read a5 8 wholk, and every part
will be imterpreted with reference to the whole; and if possible it will be #o interpreted ag to give
effect to its general purpose.” ‘{Beal Sav, Bank v Sommer, 8 NY3d 318, 324-25 [2007] [internal
quotation marks and citations omitted]; W.W.W. Assocs. Inc. v Giancontierl, 77 NY2d 157, 162
{reading the contract “ag 8 whole to determine its purpose and intent”]; Netional Conversion

B, 23 NY2d 621, 625 [1969] [holding that “[a]ll parts of an agreement

are to be reconciled, if possible, in order to avoid inconsistency™.) “Courts ‘may not by

construction add or excise terms, nor distort the meaning of those used and thereby make a new

a8 Chairperson. of the New York Cisy Hous. Auth,}, 25 NY3d 266, 287 [2015], quoting Vermont

Teddy Beary 338 Madison Realty Co,, 1 NY3d 470, 475.[2004]) “Importantly, too, courts
should ‘aim [for] a practical interpretation of the expressions of the partiés to the end that there
g, 25 WY 3d at 287 [quoting

" R A

be a realization of [their] reasonable expectations.
Swtinn v Eagt River Sav. Bank, 55 NY2d 550, 555 [1982].)

In addition, the determination of whether 8 contract is ambiguous is one of law to be

resolved by the court. {Mutter of Wallace v 600 Partners Co., 86 NY2d 543, 548 [1995);
W.W.W. Assocs.. I, 77 NY2d at 162) The court should determine from contractual language,
without regard 1o extrinsic evidence, whether thero is any ambiguity. {Chimart Assocs. v Paud,
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66 N'Y24 570, 573 [1986].) “ Ambiguity in 8 contract arises when the contract, read as 2 whole,
fails to disclose its purpose and the parties® intent’ or where its terms are subject to more than
one reasonsble interpretation.” (1 Iniversal Awm. Corp. v Nations! Union Fire Ins, Co. of
Pittshurgh, Pa., 75 N'Y3d 675, 80 [2015] [intsmal quotation marks and citations omitied];
Chimart Assocs., 66 NY2d at 573 [ambiguity exists where “the agreement on its face is
reazonably susceptible of more than one interpretation”].)

Applying these precepts, the court holds that the Settlement Agreement is not ambiguous
as to the order of operations. As section 3.06 (s} expressly defers to the distribution provisions
of the Governing Agreements, the Govemning Agreements control where they specify the order
of operations, and the Settlement Agreement controls only where the Governing Agreements do
not specify such order. The court further holds that the only interpretation to which the
Settlement Agreement is reasonably susceptible ig that the Settlement Agreement requires
application of the Pay First Method, under which the Settlement Payment must be distributed
prior ¢o the writing up of the certificate principal balance. Section 3.06 (a) provides not only for
“deposit” of the Trust’s Share into the Trust's collection or distribution account, but also for
“further disteibution to Investors in accordance with the distribution provisions of the Goveming
Agreements” as a “subsequent recovery.” Section 3,06 (b) addresses the write-up of the balance
of previously written down classes of certificates. Section 3.06 (b) thus provides that the Trustee
will apply the amount of the Share for the ‘Trust in order “to inorease the balance of each class of
securities . . . to which [] fosses have been previously allocated, . . . Section 3.06 (b) also
expressly provides for the write-up to ocour “after” the distribution pursuant to 3.06 (a).

Citing the first sentence of section 3,06 (b) that the Trustee will write-up the balance
“[a)fber the distribution of the Allocable Share fo a Settleraent Trust pursisnt to Subsection
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3.06(a),” certain respondents contend that the write-up is to ocour after the deposit of the Share
infio the Trust acoount, and not after distribution of the Settlerment Payment to investors, (Nover
Initial Memo. at 18-20; Ambac Initial Memo. at §-9.) This coniention reads out the language of
section 3.06 (a) that the Share shall be deposited into the account “for further distribution to
Investoss in accordance with the distribution provisions of the Governing Agreements. . . "
Moreover, the last sentence of 3.06 (b} is inconsistent with the contention that the write-up is
intended to occur before the distribution to investors, This sentence unequivocally states that
“Subsection 3.06(b) is intended only 1o increase the [certificate] balances . . . , and shall not *
affect the distribution of the. Settlement Payment provided for in Subsection 3.06(a).” Write-up
of the balances before distribution of the Settlement Payment would materially affect the
distribution because it would increase the amounts of the Setilement Payment that certgin classes
are entitled to receive and/or affect the classes that are entitled to receive a portion of the
Settlement Payment. (See Petition 9§ 36-37.)

Having held that the Settlement Agrecment governs the ordér of operations only if the
Governing Agreements do not specify the order of operations, the court turns to interpretation of
the Governing Agreements. The Institutional Investors argue that the Governing Agrsements ere
silent as to the order of operations. Most other fespondents argue that the order of operations is
in fact specified in the Governing Agreements for their Trusts, and that numerous Trusts require
application of the Write-Up Rirst Method, while somse provide for the Pay First Method. As
discussed further betow, the latter respondents demonstrate that the Trusts generally contain
cdisteibution provisions that specify the order of operations.

10
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As to the Write-Up Pirst Trusts, the court holds thet the distribution provisions of the
Governing Agreements require distributions to various classes “until the Certificate Principal
Baiance thereof is reduced to zero™; thai, in order to jmplement the distribution provisions, the
Trustees must determine the Cestificate Principal Balance for each class; and that this
determination is in turn governed by the definition of Certificate Principal Balance for the Trusts,
which provides for the certificate balunces 1o be written up before distribution. {8gg ¢ Tilden
Park Initial Memo, at 11.)

The Peoling and Servicing Agreement for Bear Stearns Asset Backed Securities [ Trust
2605-AQ2 (BSABS 2005-AQ2) contains terms typical of those in PSAs that reqquire application
of the Write-Up First Method.¢ This PSA contains a distribution provision, section 5.04 (a),
which provides that principal shall be distributed “{oln sach Digtribution Date,” to the classes in
the order of priority specified in thet section, “until the Certificate Principal Balance [of each
such class] is reduced to zero.”? Section 5.04 (a) is, however, silent, as to whether the write-up

§ Tilden Park holds certificates it this Trust and snalyzes the provisions of the Trost’s PSA in support of fta claim
that the provisions require application of the Weite-Up First Method, Tilden Park cleims that the majority of itu.
Truats are governad by PSAs with similer provisions, (Tilden Park Initial Merno at 14-16, 14 n 7 [{dentifying Tilden
Park Write-Up First Trusts).) Trusts with PSA provisions simfler to BSABRS 2005-AQ2 arv identified by
respondents Ofifant ([nitial Memo. at 1, 4 [stating that all Olifant Trusts on Bxhibit D to the Petition ere Write-Up
First Trusts]); 0.8, Shew (Initial Mema, at 2 {stating that two of &3 Trusty are Wirite.Up First Trusts for the reasons
st forth by Tilden Park]); Poetis & Prophet (Tnitisl Meme. ot 2-5 [idantifying the Trusts on EX. B to the Initial
Memo. a3 Write-Up First Trusts]); Nover (Initial Meme, o 14~18 {contending that the Write-Up First Method {s the
only appropriats method and applies to its Trusts on Exhibit D]); Ellington (fnitial Merno, at 21-24 [identifying

‘Eliington Trast GPMF 2006-AR1 88 a Write-Up First Trust]); Ambac (Responee Memo, at 2-3 [identifying GEMF

2005-ARS as a Write-Up First Trust].)

¥ Section 5.04 (a) provides: - .
“On exch Distribution Date, #r amount equsl 1 the Interest Pundz snd Principel Fands for such

Distribution Date shall be withdrawn by tha Trustos from the Distritution Accoumt snd dstributed
in the following order of priority.” Subsection {a) (2) goes on to provide, with respect to principal,
that for sach Distrinstion Data, at specified times snd on specified conditions, Principal Runds .

. shall be distributed in the specified Peincipal Distribution Amount and in the specified order of
priority, to specified classes of certificates, which are limited to Cluss A and Class M Certificatos
and sub-classes thereof, “until the Certificate Principal Balance thereof is reduced o zaro,”
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of the Cerlificate Principal Balance must ocour before or after the distribution. Section 5.04 (b)
provides that, “with respect to any Subsequent Recoveries,” “[i)f, after taking into account such
Subsequent Recoveries, the amount of a Realized Loss is reduced, the amount of such
Subsequent Recoveriss will be applisd to increase the Certificate Principal Balance of the Cless
of Certificates with the highest payment priority to which Realized Losses have been allocated
.+ <.” Section 5.04 (b) i3 the write-up provision, as it is the provision that directs the increase of
the Certificate Principal Balance. This section oo, however, is silent as to whether the write-up
must occur before or after the distribution.

The order of operations iz lett 1o the definition in the PSA of Centificats Principal
Balance. As stated i this definition, Certificate Principal Balance is the balance “as of any
Distribution Date™ of the Initial Certificate Principal Balance; plus, in the case of specified
certificates, “any Subsequent Recoveries added to the Certificate Principal Balance of such

Certificate[s] pursuant to Section 5.04 (b),” less (i) all amounts distributed “in rechuction of the
Certificate Principel Balance thereof on previous Distribution Dates , , . and (i) any Applied

¥ Secticn 5.04 (k) provides in full:

“In addition o the foregoing distributions, with reapect to eny Subsequent Recoveriss, the
Master Servicer shall deposit such funds into the Protected Account pursuant to Section
4.0 1B, If, after taking into ascount such Subsecuent Recoveries, the amount of & Realized
Loss I3 reducad, the amount of such Subsequent Recoveries will be applied to increase the
Certificate Brincipal Balance of the Class of Certificates with the highest payment priority to
which Realized Losses have been aliocated, but not by mors than the anount of Realized Losses
previously sliocated to that Class of Certificates pursusnt ty Section 5.05; provided, however, o
the extent thet no raductions to a Certificate Principa! Balunee of any Clasa of Certificates
curvently exists pg the result of a prior allocation of a Raulizod Loss, such Subsequent Recoverfes
will be epplied 2y Bxcess Spread. The amount of any remaining Subsequent Recovaries will be
applied to Increase the Centificate Principal Balanca of the Clasy of Certificates with the next
highast payment priority, up to the emount of such Realized Lasses proviously allocated to that
Clazs of Certificates pursuant to Section 5.05, and se op, Hokiers of such Certificates will not be
eatitied fo any payment in reapect of Crirrent Intezest on the amamnt of such increases for eny
Intereat Accrusl Period preceding the Distribution Dats on which such increass securs. Any such
increasea shall bo applied to the Certificats Principa! Balznce of sach Certifiease of such Cless in
coordanes with its respective Parcentage Interest.”

12
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Realized Loss Amounts allocated to such Certificate[s] on previous Distribution Dates.”? The
definition of Certificate Principal Balance thus provides for deduction of payments of principal
that wers made “on previous Distribution Dates” and for deduction of losses that were allocated
“on previous Distribution Dates.” In contrast, this definition provides for addition not only of
previously distributed Subsequent Recoveries but of “any™ Subsequent Recoveries “as of any
Distribution Date.” Had the drafters intended to include only previous subsequent recoveries in
the calculation of Cextificate Principal Balance and thereby to delay the write-up of such
subsequent secoveries, they could have done 50, a3 they did for other principal distributions and
losses. (Tilden Park Tnitial Memo. at 14-16; Olifint Initial Memo. at 2-6; D.E. Shaw Initial
Memo. at 2 [adopting Tilden Park's srguments]; Poetic & Prophet Initinl Memo, af 2-5; Nover
Initial Memo. at 14-18; DW/Ellington Initlal Memo, at 21-24 [for Eilington Trust only]; Ambac
Response Memo. at 2-31.)

The court further holds that the provisions of the BSABS 2005-AQ2 PSA and similar
PSAs are not reasonably susceptible to a contrary interpretation. The Institutional Investors
assert that the Governing Agreements for the Exhibit D Trusts are “silent” as to, or do not
apecify, the order of operations. (Iastitutiona! Investors Response Memo. at 1, 10.) They
contrast certain “JPALT” Trusts, which the Trustees have excluded from ExhibitD. Itis
undisputed by the Trustees and respondents that the Certificate Principal Balance definition for

? The BSABS 2005-AQ2 PYA’s definition of Certificate Pringipal Balance states in full;

Cartificate Principal Balagge: As to any Cortificate (other than the Cleas CF Certificates or any
Clasa R Centificate) and as of any Distritution Dase, the Initlal Certificate Principal Balance of
such Certificats plus, in the case of 2 Cluss A Certificate and Class M Centificate, any Subsequent
Recoveriss added to the Certificate Principal Balance of such Certificate pursuant to Section
5.04(%), lese the sum of (i) all smounts distribated with respect to such Certificate in reduction of
the Certificats Principal Balance thereof on previous Distribution Dates pursuant to Section 5.04,
and (i} aoy Applied Realized Loss Amounts allocated to such Cartificats on previous Distribution
Dates. As to the Class CB Certificates snd as of any Distribution Dato, an emount equal to the

Uncertificated Principal Balance of the Class CE Interest.”

13

13 of 46
14 of 47




(FILED: NEW YORK COUNTY CLERK 02/14/2020 02:56 PM INDEX NO. 657387/2017

NYSCEF DOC. NO. B43 RECEIVED NYSCEF: 02/13/20205

these Trusts provides for the Pay First Method by stating that the certificate balances shall be
mensured “as of the close of business of the jmmedistely proceding Distribution Date. . .." (d,
at 11 [emphasis in original]; Skeeren Supp. Aff,, Ex, 22 [NYSCEF Doc, No. 665] [excerpts from
PSAs for JPALT Trusts excluded from Trustees’ Bx. D].) The Certificate Principal Balance
definition for these Trusts thus does not include Subsequent Recoveries to be distributed on the
current Distribution Date. The Institutional Investors also point out that the Trustess have
exciuded from Exhibit D certain Trusts which provide for the Write-Up First Method by using &
definition of “Class Principal Amount” that is materially similar to the Certificate Principal
Balance definition in the BSABS 2005-AQ2 PSA, except that it also refers to a provision thet
specifically states that the write-up of the Class Principal Amount will occur “prior to giving
effect to distributions” on the Distribution Date. (Institutional Investors Reply Memo. at 7;
Second Supplemental Sheeren AfE, Bx. 25 [NYSCEF Doc. No. 741] [excerpts from PSAs for
Write-Up First Trusts excluded from Trustees® Ex. D]}

e O . . .

The provisions of the BSABS 2005-AQ2 PSA and similar PSAs do not address the order
of operations as explicily as the PSAs for the JPALT Trusts or the excluded Wite-Up Fist
“Trusts, Determination of the timing of the write-up for the Trasts with FSAs similer to BSABS
2005-AQ2 thus reguim anelysis of the operative provisions of the PSAs, including the full
definition of Certificate Principal Balanoce and the distribution and writs-up provisions. Contrary

e H A B B A R L R3 0G EBA A

to the Iustitutional Investors’ apparent contention, however, the need for interpretation of these
provisions does not mean that they are silent as to the order of operations, The definition of
Certificate Principal Balance in these PSAs sxpressly provides that “any™ Subsequent Recoveries
are to be added to the balance. The Institutional Tnvestors thus do not persuasively contend that

the definition of Certificate Principal Balance is silent as to “which subsequent recoveries are
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used to increase” the belance. (Response Memo. at 12 [emphasis in originel].) Nor is the court
persuaded by the firther contention that the word “any™ does not inciude bath current and
previously distributed Subsequent Recoveries, or that the word “all” (as opposed to “any™) is
requited to convey such meaning, (See Institutional Investors Reply Memo. at 7; Oral Argument
Transcript at 5-6.)

The court is also unpersuaded by the arguments advanced in support of the claim, made
by HBK alone, that the BSABS 2005-AQ2 and similar PSAs require the Pay Flest Method.
(HBX Initial Memo. at 7-9.) HBK appears to assert that the “structure™ of the PSA requires the
Pay First Method because the distribution provision, section 5,04 (a), appears in the PSA befare
the write-up provision, section 5.04 (b), and the latter provision sefers to “the foregoing
distributions.” (Id. at 7; Response Memo, at 9-11.) The mere sequence of these provisions
cannot serve 1o ipose an order of operations and, as held above, neither section impoges an 3

order of operations, Contrary to HBK's further contention, section 5.04 (b) does not specify an

PR R AT R

order of operations by stating that the Certificate Principal Balance will not be written up unless
or until, “after taking into account such Subsequent Ww, the amount of & Realized Loss is

AR e i n s, o p

reduced, , . .” Cheracterizing the reduction of  Realized Loss as a “condition precedent” to the
write-up, HBK asserts, without support, that the Trustee cannot determine if this condition
precedent has been met—<hat is, the Trustes cannot defermine if the amount of a Realized Loss
has been reduced—until after the distribution actually ocours. (fee HBK Initial Memo. at 8 To
the extent that HBK relies on section 5.05 in support of this contention (see HEK Response
Memo, at 17), such refiance is misplaced, as section 5.05 applies to atlocation, not reduction, of
realized losses.

A D AR 1
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Nor does HBK offer convincing support for its assertion that the Write-Up First Method
ia not provided for by the definition of Certificate Principal Balance or that this definition does
rot reflect a material distinction between Subsequent Recoveries, on the one hand, and prior
distributions of principal and allocation of losses on the other, As discussed sbove, the definition
of Certificate Principal Balance instructs that “any Subsequent Recoveries” be added to the
balance, without limitation as to when the recoveries are reccived, while providing for deduction
ffom the balance only of principal distributions, and of Applied Realized Loss Amounts
allocated, “on previous Distribution Dates.” HBK posits, without explanation, that it is
unnecessary to clarify that the definition of Certificate Principal Balanco refers to Subsequent
Rexcoveries from previous distribution dates because Subsequent Recoveries are “5. component of
Applied Reelized Losses.” (HBK Response Memo, at 16.)

In sum, the court holds that respondents Tilden Park, Olifant, I3.E. Shaw, Poetic &
Prophet, Nover, Ellington, and Ambac demonstrate that specified Trists in which they have
interests contain provisions substantially similar to the provisions of the BSABS 2005-AQ2
Trust discnssed above, and therefore provide for the application of the Write-Up First Method in
distributing the Settlement Payment. Ii is noted that although these respondents do not quote
cach Trust’s PSA provisions, respondents that oppose the Write-Up First Metbod do not point to
any material differences in the provisions of the PSAs for the specified Trusts,

Pey First Method

Two respondents further contend that the Governing Agreements for certain of their
Exhibit D Trusts provide for application of the Pay First Method in distributing the Settlement
Payment. Tilden Park clairns that 24 of the Trusts in which it has an interest are Pay First Trusts,

while D.E. Shaw claims that two of its Trusts are Pay First Trusts, (Tilden Park Initial Memo. at
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17,19,10; 18, n 11, 12; D.E. Shaw Initial Memo..at 1.2,) Tilden Park claims thet the Pay First
Trusts fall into four groups. (Tilden Park Initis! Memo, at 16-18,) The first, which includes
BSABS 2005-SD2, is govemed by a PSA in which the definition of Certificate Principal Balance
limits the Subsequent Recoveries to be added to the balance (i.e., writlen up) fo “any Subsequent
Recoveries allocated to such Class on previous Distribution Dates. . . ™" It is now undisputed
that the Pay First Method should be applied o this Trust, (See Chart of Parties® Positions
[NYSCEF Doc. No. 772 at 41) The court holds that group 1 PSAs with substsntinlly similar
definitions of Certificate Principal Balance also provide for the Pay First Method. The second
group consists of the JPALT Trusts, discussed above, which wers excluded by the Trustees from
Exhibit D), as their Governing Agreements indisputably provide for the Pay First Method. The
third group, which includes JPALT 2006-A35, is governed by a PSA in which the definition of
Certificate Principal Amount provides for the amount (ot balance) to be increased “by the 5

amount of Subsequent Recoveries distributed as principal. . . 1 Tilden contends, and the court

1 The definition of Certificate Principal Balanee i the PSA for BSABS 2005-8D2 states tn full;
“Certificats Pringipal Balimee: A to suy Certificate {sther than any Class B-10
Certificats or Residua! Cextificate) and as of any Distribution Dute, the Initial Ceriifizate Principal
Bualance of such Certificate, raduced by the sum of (i} ali smounts distributed with respect to such
Certificate i reduction of the Certifioate Principal Bulanee thereof on previous Distribution Dates
pursuart to Section 5.04, end (i1) in the case of any Subordinated Certificate, any Applied Realized
Loss Amounts aHocated to such Certificate on prévious Distribution Lates, and incressed by (8)
in the case of ench such Clasa of Subordinatad Certificates, suy Subsequent Recoveries allocated
to sach Class on previous Distribution Dates pursusnt to Section 5.04A. Refersnces hevein to the
Certificats Principa] Balance of o Clazs of Centificates shall mean the Certificats Principal
Batencay of all Certificates in such Class"

{emphasis in origingl.)

1t ‘The definition of Certificate Principal Amount in the PSA for JPALT 200¢-A3 states in full
“Certificete Principal Amount. With reapect to any Certificate, the Certificate Principnl Amount as
of the Closing Date as reduced by all amounts previously distributed on that Cavtificate in respect
of principa! and the principal portion of sny Realized Losses previously aifucsted to that
Certificate; provided, however, that the aggregate Certificate Principsl Amount of each class of
Certificates to whick Realized Losses have been aBocated shall be increasad, sequentiatly in the
priority in which Realized Lossos have beer aflocated, by the smount of Subsequent Recoverles
distributed as principal to any related class of Certificates, but not by more than the amourt of
Realized Losses previcusly atlocated to reduce the Certificate Principal Amount of such cfosa of
Certificates."
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holds that, the Pay First Method is imposed by the requirement that the Subsequent Recovesies
have been distributed before the increase.

The fourth group involves Trusts with Governing Agreements which, sccording te Tilden
Park, “require 8 Pay First Method by omitting any explicit method for writing up certificate
balances for subsequent recoveries.” (Tilden Park Initial Memo. at 18.) This group also includes
the two D.E, Shaw Trusts. (D.E. Shaw Initiel Memo. at 1-2,} Tilden Park cites, as an example
of such & Trust, SAMI 2006-AR8. The PSA for this Trust has a definition of Certificate
Principal Balsnce which is substantially similar to that for the BSABS 2005-AQ2 Trust in that it
requires “any Subsequent Recoveries” to be added to the balance pursuant to a specified
provision in the PSA, section 6.02, and requires that the balance be reduced by previously
distributed principal and Applied Realized Loss Amounts, The heading of section 6.02 is
“Allocation of Losses and Subsequent Recoveries on Certificates.” The body of the provision
does not, however, mention Subsequent Recoveries or otherwise address increases in the
certificate balance. Tilden Park does not persuasively argue that the Governing Agreements for
these Trusts, which are affected by an apparent drafiing error, should be regarded as imposing

B B A 5 i s p 0 -

the Pay First Miethod. They also cannot be viewed as imposing the Write-Up First Method,

R A

given their silence as to the write-up mechamics. The court holds, in the absence of a controlling
provision in the Governing Agreemnents, that the group four Trusts are governed by the
Settlement Agreement, which requires application of the Pay First Method,

A further sharply disputed issue is whether the Settlement Payment may create
overcollateralization if the Pay First Method is applied. The Trustees do not explicitly request
instruction on this issue, but highlight the potertial for the Pay First Method to cause the trusts

18 -
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with an overcollateralization structure (OC Trusts) “to appeas to be temporerily
overcollateralized.” (Petition 928, Tilden Park and HBK assert that, under the terms of the
Governing Agreeménts for the OC Trusts, overcollateralization may ocour if the Pay First
Method is appliod, thus requising distribution of a portion of the Seitleraent Payment (the
Overcollateralization Release Amount) through a different waterfall than the waterfall for
distribation of principal, (Tilden Park Response Memo. at 13-15; HBK, Response Memo. at 3-4,
21.25.) The Instinstional Investors dispute this interpretation of the Governing Agreements and
contend that, under their terms, distribution of the Settlement Payrent will not create
overcollateralization. (Institutional Investors Initial Memo. at 14-18; GMO Initial Memo. at 4-5
[adopting the arguments of the Institutional Investors].) The Instirutional Investors also claim
thut if the Settlement Payment were found fo cause overcollateralization, the result would be
sbeurd, commencially vnreasoneble, or contrary to the reasonable expectations of the investors.

B Byt R i e e e ey uwa) eee e bTea s s e r e

(Institational Investors Initial Memo. at 18-20.) Other respondents take the position that the Pay
Fitst Method should not be applied because it would cause the OC Trusts to appear to be
temporarily overcolisteralized although they are not, and would result in distribution of the
Settlement Payment in an absord or commercially unreasonsble manner. (Nover Initisl Memo.

at 20-22; Olifant Inittal Memo, at 10-11.)

As the Trustees explain, in Trusts with an overcollateralization, struchure, the “initial
aggregste mortgage loan balances . . , are greater than the initial aggregate certificate principal
balances of the Class A, Class M, and Class B certificates. . . .” (Petition §25.) The excess of
aggregate mortgage loan balances over aggregate centificate principel balances is often referred
1 as the “overcollateralization amownt ™ (I} Where the overcollateralization smount exceeds a

spocified “overcollateralization target,” the amount in excess of the target “constitutes
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*overcollateralization release amount,” which is typically distributed a8 excess cashflow instead
of as principal amount in any given month,” (Id. 426.) The distribation of excess cashflow is
reade under & waterfiull that differs froum the waterfall for principal distributions and can have
significant impacts on the distribution of the settiement payment, including disteibution of some
portion of the settlement payment to junior certificates end, in some OC Trusts, toa certificate
msuorer. {Id, §9 30, 33.)

According to the Trustess, “the Pay First Method may cause the OC Trusts to appear 10
be temposarily overcollateralized” for the foliowing reasons:

“[TThe overcollateralization amount for a given distribution date is calculated as

the excess of the aggregate mortgage loan balances over the pextinent aggregats

certificate principal balances. The applicable Governing Agreetnents provide that

in determining the amount of the aggregate certificate principal balances for this

calculation, it should be assumed that all principal funds are being applied as

principal amount to reduce such balances. The Settlement Payment is treated 85

though it was & subsequent recovery inchuded in principal funds and, a3 & result,

the aggregate certificate principal balances are seduced by the amount of the

Settiernent Payment. Applying the Pay First Method to the OC Trusts would

make it appear that the overcollateralization amount includes the entire amount of

the Settlement Payment, because the ynchenged aggregate mortgage loan

balances would exceed the adjusted aggregate certificate principal balances as
reduzed by amount of the Settlement Payment.”

(Petition 7 28.)

The Trustees’ explanation assumes that if the Pay First Method i8 used, the
Overcoilateralization Amount—a defined tenm in the PSAs for the OC Trusts-—wili be
caleulatéd based on the reduction of the aggregate cartificats principal balances by the amount of
the Settlement Payment, but withoyt considerstion of the corresponding write-up of such
balances. Under this scenario, the difference between the aggregate mortgage loan balances and
the aggregate certificats principal balences will ingrease and could potentially reach a threshold
for release of the Settlement Payment as excess cashfiow rather than as principal. (Id. 1§26, 28.)
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Respondents take differing positions on whether the definition of Overcollateralization Amount
in fact requires both the reduction and the write-up of the aggregate certificate principal balances
to be taken into account,

It is undisputed that the most common veriant of the definition of Overcollateralization
Amount provides that this amount is calculated as the aggregate principal balance of the Trust’s
rortgage loans minus the aggregate certificate principal balance “after taking into account the
‘payment of principal. . . * (Sgs Institutional Investors Initiel Memo. st 16-17.)2

The Institutional Investors contend that the definition of Qvercollateralization Amount
requires the Trustee to ““take into account’ or ‘give effect to’ not only the reduction of certificate
balances associated with the recsipt of subssquent recoveries, but also an equal and offsetting
increase in certificate balances required upon the receipt of subsequent recoveries.” (Enitial
Memo, gt 15 [emphasis in originall.) They further contend that, “[a]s a matter of agcounting,”
the Governing Agreements “state that when subsequent recoveries are distributed, certificate
balances are written down and up by equal and offsetting amounts—keeping the trusts’ asseis
and labilities in balance.” (Reply Memo, at 8 [emphasis in original].) According to this
analysis, “[t]he level of overcolinteralization in the trusts would remait: unchanged by the

12 The PSA for BSABS 2005-SD2, 2 Truat in which both Tilden Park and the Institutional Investors hold
certificates, sets forth the following definiifon:

arcollpteralization Amount: With respect to & Group and any Distribution Date, the excass, it
any, of (i) the aggregate Stated Principal Balance of the Mortgage Loans of a Group es of the lest
day of the relatsd Due Period, over (ii) the sum of the Certificate Principal Balances of the
Certificates of a ralated Group (after taking into eccount the paymumt of prinsipal other than any
related Extra Principal Distritration Amount on sach Certificates) on suck Disttibution Date.”

Oviher variants of the defnition of Overcoliateralizafion Ameurt are summarized by the Institutional Investors
{Sheeren AR, Bx. 14 [NYSCEF Doc. No. 391], and inchude that the caleulstion be mads “after taking inte account
the distributions of principal . . * or “after giving effect to distribuions of die Principal Distribution Amount 1o b
made . ,.." Respondents do not clafm that ofiier variants of the definition have a material effect on the meaning of
Overcotlateralization Amount,
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Settlement Payment, because overcollateralization cannot be assessed at some fleeting moment
during the distribution iteelf” (nitial Metmo. at 15 [emphiasis in original].)

Tilden Park contends, in conirast, that the requirement in the definition of
Overcollateralization Amount that the payment of principal on the certificates nst be taken into
scoountt means that, “within the calculation of the overcollateralizetion amoust for'the
distribution date that includes the Settlement Paymeat distribution, the sggregate certificate
balance will be decreased by the amount of the Settlement Payment” (Tilden Park Response
Memo. at 14-15 [emmphasis in original]) According to Tilden Park, “the overcollateralization
momt—thediﬁateme between the aggregate (unchanged) morigage loan balances and the
aggregate (lowered) certificate balances — will be raised and may exceed the overcollsteralization
target , ., ,” in which event a distribution through the excess cashflow waterfall will be required.
(Tilden Perk Response Meruo. at 15.) Both Tilden Park and HBK contend that the
Overcollaterelization Amount definition requires the reduction of aggregate certificate balances
1o sccount for the payment of principel but does not state that the balances should also take into
account a write-up. (Tilden Park Response Memo. at 16; HBK Response Memo., ot 23.} They
agsert that the Tnmitutional Investors’ interpretatinn of the definition to require accounting for the
write-up “has no basis in the text” of the definition (Tilden Park Response Memo. at 16) or “the
terms of the [] PSAs.” (HBX. Response Memo, at 23.)

As discussed above, BSABS 2005-SD2 is & Pay First Trust in which the Institutional
Investors and Tilden Park ¢laim an intevest. Its waterfall provisions for distribution of interest
and principal, including subsequent recoveries, are set forth in PSA section 5.04. Section 5.04
provides that principal shall be distributed to the classes in the order of priority specified in that
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section “ustil the Certificate Principal Balance [of each class] is reduced to zero.”’? Application
of this waterfall ;mlwision requires the caleulation of the Certificate Pridcipal Balance of each
class of cextificates prior to the distribution of principal to the various classes, as distribution of
prineipal is only permissible to the extent the remaining Certificate Principal Balance for the

class exceeds zero,
The BSABS 2005-SD)2 definition of Certificate Principal Batance (quoted in full suprs)

the specified classes—there, classes of subordinated certificates] on previous Distribution Dates
pursuant to Section 5.04A.” (emphasis in origival) The definition by its terms Hmits suy write-
up, for the purpose of calculating the Certificate Principal Balance, to subsequent recoveties that
were distributed on prior dates, Under the definition, the Certificate Principal Balance will not

be increased by the amount of the Settlement Payment. ;
Section 5,044, the write-up provision in the BSABS 2005-SD2 PEA, does not include

such limiting language. Rather, this section provides in pertinent pard:

“If & Servicer or the Master Servicer receives a Subsequent Recovery in a
Prepayment Period, it will be distributed on the following Distribution Date in
accordance with the priorities described under Section 5.04(a). Additionally, the
Certificate Principal Balance of each Class of Subordinated Certificares that had
been reduced by the allocation of & Realized Loss will be increased, in order of :
seniority, by the amount of such Subsequent Recovery, but not in excess of the :
Unpaid Apphied Realized Loss Amount for such Class immediately prior fo that ;
Distribution Date.”

13 Saction 5.0 (2) provides; “On each Distribwtion Date, an mnount equal o the Interest Funds and Principal Punds
with respeet to each Group for such Distribution Date shall be withdzawn by the Paying Agent from the Distribwion
Account aud distributed as directad In gecordance with the Remirtancs Report for such Distribution Dats, i the
manner set forth in clauses (), (), and (i) below.® Clause {¥) goes on t5 provide that the Paying Agent shafl apply
#he Principal Distribution Arount at specified times, on specifisd conditions, end in the speeified order of prierity,
with respact to specified Groups, contafning classes of A, M, and B certificates, “antll the Certificats Principal
Balance of each such Class is reduced to zero.” The definition of Principel Funds includes Subsoquent Recoveries,
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Section 5.04A thus provides that if & Subsequent Recovery is received, it will be distributed
pursuant to 5,04 (g), and the Certificate Principal Balance will be written up in the amount of the
Subsequent Recovery, '

- No respondent disputes that, under the terms of the Pay First Trust PSAs, where a
Subsequent Recovery is recaived and distributed so as to reduce the Certificate Principal Balance
of a specified class, the Certificate Principsal Balance must be wriiten up in the same amount a8
the amount distributed, although the write-up may be applied to the balance of a different class.
Rather, as discussed above, those respondents that argue for a distribution based on
overcollateralization focus solely on the requirement in the definition of Ovescollateralization
Amount thas the amount be caleulated “after taking into account the payment of principal,” and
contend that payment of principal is taken into account merely by reducing the certificate
balance, Their interpretation fuils 10 apply the settled precept that a contract must beread as &

whole 50 a3 to give meaning to all of its terms. (See Beal Sav. Benk, 8 N¥3d at 324-25.) The
interpretation ignores or reads out the write-up provision of the PSAs, which requires Subsequent
Resoveries to be accounted for not just by payment of the amount of the Subsequent Recoveties, &
but alse by write-up of certificate balances in the corresponding amount. ' Both accounting
operations are required to take place upon distribution of Subsequent Recoveries. The court
accordingly holds that “taking into aceount payment of principal” or “giving effect to the
distributions” to be made, encompasses both 1 reduction of the balance in the smount of -
principal to be paid out, and an increase of the balance in the amount of the Subsequent

Recovery to be distributed.’ As Ovetcollateralization Amount must be calculated based on

% In a pricr Articls 77 proceeding involving distribution of & seitlement payment to Pay Fisst OC Trasts, this Court
(Scarpulia, .} held that 8 PSA provision that providsd for an overcoliateralization release was enforceabls, (Matter

“of Bank of New York Mellon, 6 Mise 3@ 210 {Sup Cx, New York County 2017]) There, the definkion of tha term
Principal Distribution Amount was determinative of whether thers would be an overcollnteralization telease, As
24
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Certificate Principal Balances that have not only besn reduced by the Settlement Payment but
have also been written up, overcoilateralization will not occur.

In view of this holding, the court need not and does tot reach the contention of
respondents, other than Tilden Park and HBK, that a contrary reading would be commercially
unreasonsble or would be inconsistent with the reasonable expectations of investors.' It bears
noting, howsver, that, as explained by the Trustees, overcollateralization gssentially functions as
a first-loss position intended to insulate senior classes from realized losses and operates as 8 é
credit enhancement for such classes—i.¢., a cushion against loss. (Seg Petition 125,) InOC
‘Trusts, amounts are required to be released to certificateholders under an excess cashfiow
waterfall, rather then as principal, when a specified overcollaterafization target has been met. (Jd.
95 25-28.) In view of the losses realized by the Trusts over the years, “[flor many of the OC
Trasts, the pverco!latcmlizaﬁonmgethasnotbeenmetoremeeded for many years aud, as a s
result, there have been no recent overcollateralization release amounts and no excess cashflow
distributions.” (I 27.) Treatment of the Setdlemsent Payment in a manner that would cause the
overcollateralization target to be reached, with a resulting distribution of the Payment as eXcess ;

cashflow rather than as principel, could result in diversion of distributions to funior

Tilden Park scknowledges, that tarm is vet at issne hers. That decision Is thersfors not relevant o the contracinal
analysis of the different PSA provisions sonverning ovescollaterslization that are at iasue in this procesding, (Ses
Tilden Park Response Memo. at 16, n 17 [acknowledging that the term analyzed in Bank of New XOrs ka0 19 not
at issue In this proceadingl.) -

15 Some respondents base this contention on the potmtlal for overcollateralization to result in distribution 10 junior
certificateholdars, (Nover Inltial Memo. at 20-22; Olifant Initial Memo, at 11; Olifant Response Memo. gt 16-17)
The Tnstintional Tnvestors claim that because the OC Trusts have sustained massive losses, their initinl
overcollateralization bas been “substantiatly or completely sshausted” (Initial Memo. et 14); that the Settlement
Paywent will not “come close to refmbursing the trasts for the full smount of their prior end future joases” (id, &
19); and that overcollateralization would therefare be & commercinlly unreascneble fiction. (Reply Memo, &t B see
alsn Olifant Initial Memo. st 11}
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certificateholders a3 opposed to payment to senior certificateholders. {See id, 17 4-5 [discussing
the senior-subordingie payment priority structure typical of the Trusts].)

Write-Uy Methodology

. The Trustess also seek instruction as to whether the Settlement Payment write-up should
be mede using the Settiement Agreement write-up instruction, the subsequent recovery write-up
instructions in the applicable Governing Agreements, or a different method authorized by the
coust, (Petition, Réquest for Relief¥ 5 (b)) The Trustess note that the method to be used in
writing up the balances will have an impact on the classes of certificates that are written up and
the order in which the write-up is epplied to the varlous classes for the Trusts listed in Exhibit F.
(1d. 99 41-52.) In particular, the Trustees point out that while the Settierent Agreement provides
for the write-up in the reverse order of previously allocated losses, some of the Governing
Agreements for the Exhibit F Trusts provide for the write-up to be applied by “payment

priority,” which may differ from the reverse order of previously allocated losses. (jd, §50.) In
addition, according to the Trustees, the Governing Agreements for some of the Bxhibit F Trusts
do not contain clear write-up instructions. (Id.)

The Ingtitntional Investors, arnong other respondents, contend that the Governing
Agreements generally contain unambigucus provisions that specify the order in which to apply
subsequent recovery write-ups, and that, where these write-up provisions conflict with the
Settlement Agreement write-up provision, the Governing Agreements must control. They
further contend that the Settlement Agreement write-up provision governs only where the
Governing Agreernents are silent. (Institutional Investors nitial Memo. at 23-24; GMO Initial

18 Ror example, sccording to the Trustees, for some Trusts the Joszes may be allocated sequentlally, while the
Governing Agreements aay require subsequent rseovery write-ups to ba eppliied on 2 pro rata basiz among classss
of Class A certificates. (Petition § 50.)
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Memo, at 3-4; Nover Initial Memo. at 2.) Tilden Park, among other respondents, argues that the
Settletnent Agreement write-up provision controls where it condlicts with the Governing
Agreements, - (Tilden Park Initial Memo. at 2, 5-10; D.E. Shaw Initial Memo. at 1 fjoining in
Tilden Park’s Memo.}; Strategos Initial Memo, at 2 [joining in Tilden Patk’s Memo.};
DW/Elington Initial Memo. a{ 4.)

In support of their claim that the Settlement Agreement write-up provision dontrols, the
latter respondents contend that any challenge to this provision is burred by the doctrine of res
judicata, based on this court’s prior decision in JPMorean ] approving the Seitloment Agreement.
They assert that interested parties bad a full and fair opportunity to object 1o the terms of the
Settloment Agreoment, and that the court overmuled en objection that section 3.06
(), the provision directing distribution of the Settlement Payment as if it were a subsequent
recovery, was inconsistent with certain Governing Agresments. According to these respondents,
as no objection was raised 10 section 3.06 (b), the Settlement Agreement write-up provision, the
assertion here that the section is unenforceable is barred by res judicata. (E.g, Tildes Park Initial
Memo. at4-7.) They reason that the section is thesufore enforceable even if it conflicts with the
Governing Agreements, {Tilden Park Reply Memo. 2t 1.)

The court holds that the res judicats doctrine is not determinative of whether the

Setilement Agroement write-up provision controls whete it is inconsistent with the write-up

section 3.06 (&) was without merit and that the Trustees exercised their discretion reasonebly and

in good faith in approving the Settlement Agreement. (2016 WL 9110399, at * 16.)7 While

17 1n avervaling the ohjection to saction 3.06 (a), the decision roasoned that the Trustess® reading of the PSAs
“gupports thelr sontention thet trestraent of the settlement payment a3 8 Subspquent Recovery comports with the
PSAs and with certificateholders’ expectstions,” (2016 Wi 9110399, at 143

27

27 of 46
28 of 47




(FILED: NEW YORK COUNTY CLERK 02/14/2020 02:56 PM INDEX NO. 657387/2017

HTLED: NEW VYORK COUNTY CLERK 0271372020 03:23 PM < CUTVEDNBBE®.: 68748/2087

NYSCEF DOC. NO. 843 RECEIVED NYSCEF: 02/13/2020

JEMorgan I bars any claim that the peovisions of the Seitlement Agrestment are unenforceable,
the decision did not interpret the Settlement Agrecment. (See Tilden Park Reply Memo. at |
[acknowledging that res judicata “does not extend to disputes over interpretation of the
Settlement Agreement”].)

Here, it is undisputed that some Coverning Agreements contain write-up provisions that
differ from the Settlement Agreement write-up provision. Interpretation of the Seitiement
‘Agreement is therefore required 1 determine whether the write-up provision of the Settlement
Agreement, section 3.06 (b), applies where it conflicts with a write-up provision of ¢ Governing
Agreement, For the reasons discussed below, the court holds that section 3,06 (b) does not apply
in the case of such conflict but, rather, is a “gap filler,” which applies only where the Governing
Agreement is silent as to the write-up mechanics,

By its terms, the Seitlement Agreement does not supersede or override the Governing
Agreements. Section 7.05 of the Settlement Agreement nnequivocally provides: “The Partics
agree that this Settlement Agreement reflects s compromise of disputed claims and is not
intended to, and shall not be argued or deemed to constitute, an amendment of any term of any
Goveming Agreement.” This provision would be rendered meaningless by a kolding that the
Settlemnent Agreement controls the write-up of the Settlement Payment or modifies the write-up

provisions of the Governing Agreements if they conflict with the write-up provision of the
Seitlement Agreement. (Seg g.g, Institutional Investors Initial Memo, at 24 [relying on section

7.05}; Nover Initial Memo. at 4-5; Olifant Initial Mema. at 3.} ™

® Tilden Park acknowledges that the Settlement Agresment writs-up provision differs from the write-up provisions
of certaln Governing Agreaments, but contends that the provizions do not conflict because the Goveming, .
Agreement provisions do nat apply by their terms, In particular, Tilden Park arguss that te Goveming Agreement
writs«up provisions “apply only to Subsequent Recoveries thut are reseived by the Master Servicer udd roduce the
Realized Loss for a specific loan.™ (Tiiden Park Initial Meme, gt 20 [cmphasis omitted].) It Is correct that the
Settlement Payment is not like & typical subsequent recovery to the extent ehat it is not 3 recovery of an smount “in
respoct of ¢ Liquidated Loan after 2 Realized Loss has been ailocated with respect thereta. .. M (Sze BSARS 2605~
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Morsover, the write-up provisions of the Govaming Agreements

distibution of  subsequent recovery prrsuant o thoss Agrsaments. As acuesed gbwve in
dirosts the

gonnection with the order of operations, seetion 3.08 {8} of e Settlament Agroament
distribution of the Settlement Payment as though Jt were 2 subsequen recovery relating to
prineipel proceeds, and expressly divests such distibution “in sccorduee with the distribution
provisions of the Governing Agresanents, .. " The distribution provisions of the Goveniing
Agresmumts in ten refr fo the writeup provisions in those Agresments and require their
application. ¥or sxample, as also disongsed sbove, distribution of principal parsuant to the
waierfall provision of the Goveing Agreements for both Pay First and Write-Up First Trusts
requires prior calowdaiion of the Certificate Princips! Balance, As set forth in the definition of
Certificats Princips! Balance (qguoted ), the calvulation moludes increases for sabsegued
renoveries that are generadly required to be mads proseant fo specifically refarenced write-up
provisions in the Governing Agreements.

Seotion 3,06 (n) expressly defizs to the Governing Agresments whervas spetion 3,06 ()

does not. Significantly, however, ssexion 3,08 () does not stats thet if {s an exception fo the
section 7.05 mandate St the Settlemont Agreement shall not be deomed to amend any term of
semaets, 1 the intention of the drafiors was (o crente such an exception they

coudd and should have included an axpress teom to that effest.

In so holding, the const refects Tiiden Pauk’s contention that where the Settiement
Agreement varies the PRAS’ tarme, it doos ot thereby amend the PRAy. Tilden Park peasons
that because the Settioment Agrecment oreated distribution and write-up rides for & “one-tine

event,” it “did not change PSA procedures for ordinary vowrse disteibutions and write-ups going

SE2 PSA, Definition of Subseguans Recovery) However, Tiiden Park’s cotention ignores tHhiat the Setlonent
Agreement provides St the Settionsent Payment fs ¢ be woated ag it wave ¢ sbsoquent reowvery.
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forward.” {Tilden Park Initial Memo. at 9 n 5.) While the seitlement is unquestionably an
exceptional event that differs from ordinery course distributions and was unanticipated by the
Governing Agreements, the Settlement Agroement expressly elects to apply the sxisting.
distribution provisions in the Governing Agreements for distribution of the Settlement Payment.
Even assuming, without deciding, that the Trustees had the discretion to enter & settiement
agreement that was inconsistent with the Goveming Agreements, the Settlement Agreement here
doss not contsin a term which provides that it is to be followed in the event of a conflict with the
Governing Agreements, Nor does it otherwise evidence an intent to vary the terms of the
‘Governing Agreements regarding the order of operations or the write-up method,

Finally, this holding that section 3.06 (1) will not control the write-up in the event of a
conflict with 8 Governing Agreement i3 in fact consistent with the terms of section 3.06 (b). The

last sentence of section 3.06 (b) states that the write-up instruction “is intended only to increase

the balances of the related classes of securities, as provided for herein, and shall not affect the
distribution of the Seftlement Payment provided for in Subsection 3.06(a).” As the Trustces
explain, if section 3.06 (b) superseded the write-up instructions in the Write-Up First Trust
Goveming Agreements, it could affect the classes entitled o the distribution of the Settiement
Payment and the amounts of the distribution 1o those classes. (Seg Petition §j 41, 43.)

Although the Settlement Agreement write-up provision will not apply if it is in contlict
with & Governing Agreement write-up provision, the Settlement Agreement write-up provision s
not superfluous. As discussed above in connection with the Pay First Trusts, the Governing

9 Given that the Settlement Agroement was drafted to implement an exceptional distribution, it is ynforaunate that
the Agreement did nof provide more explclt instructions for the distribution and write-up. It i3 fo be hoped that, in
the event of future settioments, the Trustees and mvestors involved in the negotistion of the settiement will
endeavar, to the extent possible, to avold the nesd for interpretation of so many issues affecting the diffisrent classes
of inveatory.
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Agreements for a number of such Trusts lack a write-up provision due to an apparen drafting
error. For those Trusts, and any others that lack & write-up provision, the write-up will bé-
applied purguent fo Settlement Agreement section 3.06 (b).

Write:Un Eligibitizy of Senior Certificates

The Trustees note a further conflict between the Settlement Agreement writesup
provision and the Groverning Agreements for the Exhibit B Trusts with respect to the eligibility
of senior certificates for write-ups, and seek an instruction on whether the Settlement Agreement
or Goveming Agreements will control on this issue. (Petition Y 45-48; Request fof Relief, § 5
LIN

Tilden Park, among other respondents, argues that the Setilement Agreement write-up
provision controls and directs that all cestificates in the Exhibit B Trusts are eligible to be written
up. {Tilden Park Enitial Memeo, at 19-20; DW/Ellington Initial Memo. at 6-7.) The Institutional
Investors, smong others, contend that the-Governing Agresments control and pesmit the wiite-up :
of senior certificates in these Trusts, (Justitutional Investors Initial Memo. at 21-23; Response
Memo. at 16-17; DW/Ellington Initial Memo. at 8-12.) Nover alone contends that certain
Govemiing Agresments, by their terms, do not permit such write-up. (Nover Initial Memo. at 6~
16.)

The above holding that the write-up provisions of the Governing Agreements centrol in
the event of a conflict with the Settlement Agreement write-up provision is applicable to the
issue of whether senior certificates are eligible for write-up. Section 3.06 (b) of the Settlement
Agreement provides for the write-up of “the balance of gah class of securities . . . to which such
losses have been previcusly allocated” (emphasis supplied), and therefore clearly provides for
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the write-up of senior certificates. The Governing Agreemants for certain Exhibit £ Trusts limit
the write-up to subcrdinate certificates, while others do not.

In seeking the instruction regarding the write-up of senior certificates, the Trustees cite
the PSA for BSARM 2005-11, which containg 2 provision, section 6.02 (b), that directs the write-
up of subordinate certificates. (Petition  45; BSARM 2005-11 PSA [NYSCEF Doc. No. 7001.)
In the briefing, the parties addressed the effect of this and other provisions of the PSA on the
write-up, Bven prior to the briefing, however, the parties with intercats in BSARM 200511
the Institutiona) Investors, Ellington, and AIG-— consented to a judgment, dated March 28, 2018,
resolving the issues for which judicial instruction had been scught concerning the administration
and distribution of the Settlernent Payment to BEARM 2005-11 and numerous other Trusts. The
consent judgment, like the other consent judgments among investors that have resolved their
disputes tn this proceeding, expressly provides that it shall have no precedential effect on any
remaining disputes. While BSARM 2005-11 is no longer af issue, the paities’ argumentis a8 to
that Trust are equally applicable to BALTA 2006-3, e Trust in which Nover holds an interest,
{8ee NYSCEF Doe, No. 602 [list of Nover Settlement Trusts].)

The PSA for BALTA 2008-3 (NYSCEF Doc, No. 639) containg & provigion, similar to
'BSARM 2005-11 PSA seotion 6.02 (), which directs the write-up of specified classes of
subordinate certificates, Section 6.04 (h) of the BALTA 2006-3 PSA provides in periinent part:

“ , . If, after taking into account such Subsequent Recoveries, the amount of &

Realized Loss 1s reduced, the amount of such Subsequent Recoveries will be

epplied to increase the Certificate Principal Balance of the related Class of Group

1I Subordinate Certificates or Group I Subordinate Certificates with the highest

payment priority to which Realized Losses have been allocated, but not by more

than the amount of Realized Losses previously aliocated to that Class of Group I

Subordinate Certificates or Group II Subordinate Certificates, as applicable,

pursuant to Section 6.04. The amouns of any remaining Subsequent Recoveries

will be applied to sequentially increase the Certificate Principal Balance of the
Group II Subordinate Certificates or Group I Subordinete Certificates, as
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applicable, beginning with the related Class of Subordinate Certificates with the

pext highest payment priority, up to the amount of such Realized Losses

previously allocated to such Class or Classes of Cerfificates pursuant to this

Section 6.04,"20
This section, by its terms, provides only for the write-up of the balances of the specified
subordinate certificates to the extent of previously allocated Realized Losses,

The Institutional Investors, among other respondents, contend that this, and similar write-
\p provisions, mist be read in light of the definition of Realized Losses In the same PSAs. More
particularly, they contend that the definition of Realized Losses provides for the allocation of
realized losses to senior classes of certificates (502 Sheeren ASE, Bx. 19 [NYSCEF Doc. 596]
[summarizing the Definitions of Realized Loss in PSAs for Disputed Exhibit E Trusts]), and that
the definition not only does not limit the classes of certificates eligible for subsequent recovery
write-ups, but “necessarily includes senior certificates.” (lostitutional Investors Initial Memo. at
21-22; Ambac Response Memo, at 4-5.)

Contrary tc this contention, while the Realized Loss definition provides for the allocation
of losses to reduce certificate balances of certificates including sehior certificates, the definition
does not address the write-up of balances of certificates to account for subsequent recoveries.
Moreover, respondents do not point to any provision in the BALTA 2006-3 PSA or similar PSAs

which permits write-ups of senior certificates in the face of a provision, like section 6.04 (),

20 The BSARM 2005-1 write-up provision, section 6.02 () simifarly provides in pertinent past:
“. .. If, after taking into account such Subsequent Recoveries, the amount of a Realized Loss Is
reduced, the amount of such Subsequent Revoverios will be applied to increase the Current
Principal Amount of the Class of Subordinate Cersificates with the highest payment priority lo
which Realized Loases huve been stocgted, but not by more than the amount of Realized Losses
previously siloceted to that Class of Subordinate Certificstes pursuant to this Section 6.02, The
amount of any remsining Subsequent Recoveries will be applied to sequentially increase the
Currsmet Principal Amonnt of the Subordinate Certificatzs, beginning with the Class of Suboardinate
Certificates with the next highest payment priority, up o tha ancount of such Reaized Losses
previousty allocated to suck Class of Certificates purausnt to this Section §.02.”

{(NYSCEF Dog. No. 700.)
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which expressly limits the write-up to specified subordinate certificates,

In so holding, the court finds that the Institational Investors have not shown thet
application of Governing Agreement provisions such as section 6.04 (h) to preclude the write-up
of senior certificates would lesd to an “sbsurd result” (institutionsl Investors Initial Memo. at-
23.) Although the Governing Agreements for the Trusts generally provide for structures in
which distributions are mads and losses are allocated based on seniority (see Petition 9 4-5), the
Institational Investors fail to show that it is abmard for 2 Governing Agreement to give priority in
limited respects, such as allocation of write-ups, to junior classes. DW/Ellington also fails to
show that Governing Agreement write-up provisions limiting write-ups to subordinate classes
reflect & Ysotiveter's error.” (DW/ElUington Inital Memo. at 16-17.) Its suggestion that such
write-up provisions were imported from PSAs in which losses were not allocated to senjor
certificates is baseé on speculation. (See DW/Ellington Response Memo. at 9.}

The court firther holds thet not ali nfthe Governing Agreements for Exhibit E Trusts
provide for subsequent recovery writs-ups only of subordinste certificates, DW/Eliington makes
a persuasive showing that cerisin of the Governing Agreements for these Trusts contain
provisions that do not limit subsequent recovery write-ups to subordinste certificates and
expressly provide for write-up of senior certificates, at least in Hmited circumstances. In fact, the
BALTA 20063 PSA is such p Governing Agreement. While section 6.04 (h) limits the write-up
to subordinate certificates in Groups II and IT1, section 6.03 (b) provides for the write-up of
senior certificates in Group I, Section 8.03 (b) thus provides in pertinent part:

«, . . Tf, after taking into account such Subsequent Recoveries, the amount of &

Realized Loss is reduced, the amount of such Subsequent Recoveries will be

spplied to increase the Certificate Principal Balance of the Cless of Group I

Subordinate Certificates with the highedt payment pricrity to which Applied

Reslized Loss Amounts have been allocated, but not by more than the amount of
Applied Realized Loss Amounts previously allocated to that Class of Group 1
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Subordinate Centificates, The amount of any remaining Subsequent Recoveries
will be applied to sequentially increase the Certificate Principal Balance of the
Group I Certificates, beginping with the Class of Group I Certificates

with the next highest peymert priority, up to the amoust of such Applied Realized
Eoss Amounts previously allocated to such Class or Classes of Group I
Certificates, Notwithstandioy the forgoing [sic], any Subseyuent Recoveries will
be allosated to the Group I Senior Certificates to the extent of aay Applied
Realized Loss Amounts before being gpplied to the Group 1 Subordinate
Certificates. . . . Auy such increases shall be aoplied to the Certificate Principal

respective Fractional Undivided Interest.”

(emphasis supplied.)®!

In surn, Exhibit E Trusts with PSA provisions similar to BALTA 2006-3 section 6.04 (h),
which expressly provide for the subsequent recovery write-up of specified subordinate certificate
balances, must be applied fo permit writs-up only of those subordinate certificates pursusnt to
the termns of the provisions.

The Governing Agreaments for some Settlernent Trusts, the Exhibit G Trusts, contain a
“Retired Class” provision, which appears at the end of the diswibution section of the Agreements
and states in full:

“In addition, notwithstanding the foregoing, on any Distribution Date after

the Distribution Date on which the Certificate Principal Balance of a Class of

Class A Certificates or Class M Certificates has been reduced to zero, that

Clasa of Certificates will be retired and will no lopger he entitled to

distributions, including distributions in respect of Prepayment Interest
Shortfalls or Basis Risk Shortfall Carry Forward Amounts.”

2 Nover msserta in it Preliminary Statement thet “regasding those Settlement Teusts with Governing Agreements
that specify which certificates are eligible 1o be writteri up (the Exhibit E Settiement Trosts), the Cowrt should direct
Petitioners 10 wylte up only the eliglble, subordinate certificates.” (Nover Initist Memo, at2.) Despite this broad
lenguage, Nover does not advance the blanket position that the Governing Agreements for aif of the Exhibit B Trusts
parmk only subordinate ceriificutes t0 be written up. Rathez, Nover acknowledges that the Goveming Agreameats
treat write-ops of subsequent recoveries differently in different groups or classes of certificates, and contends thet
“fwlhen & Governing Agresment expresses that enily cerinin classes of certificatas should be written up, the Count
should give meaning and effect to the omisaion of other classes. . .” and direct the write-up only of the classes as to
which the Governing Agreement expreasly provides for write-up, (3d, 2t 8.) As held above, the court agrees.
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(BSABS 2005-EC 1 PSA, § 5.04 {a})”
The Trustees seek an fnstruction as to whether and how to apply the Retired Class

provision, including whether or not to apply the provision 1) “to prevent distribution of the
applicable Allocable Shares to any applicable clagses of certificates with aggregate certificate
principal balances of zero at the time of the distribution™; and 2) “to prevent any portion of the
Settlement Payment Write-Up from being applied to any such classes of certificates.” {Petition,
Regquest for Relief ¥ 5 [c].)

The Trustees agsert that the Retired Class provision appeers tn preciuds distributions to
any Class ‘A, B, or M Certificates if the aggregate principal balance of such class has been
reduced to zero, regardless of whether the balance has been reduced to zero as a result of realized
losses or because the initial certificate principal balance has been prid in full. (Petition § 55.)
The Trustees forther note thet the provision does not appear to expressly preclude zero balance
classes from being wiitten up in connection with subsequent recoveries. (Id. § 57.) Asexplained
by the Trustees, the significance of whether zero balance classes may be written up is that, if
written up, such classes “would then no longer have balances of zero and could receive the
Seitlement Payment (if the Wiite-Up First Method is usad) ox, at the very least, future principal
and interest distributions (if the Pay First Method is used or the Write-Up First Method is used
but other classes of certificates receive the Scttlement Payment).” (Id.)

‘*’2mmpmmmmmmmmmmemmqumwmmminaeadngmmmucﬁon
That provision, which sppears at the end of section 6.04 (a), the distribution section of the BSABS 2006-
AC4 BSA, states in fll;
‘%na&ﬁﬁmmnowﬁﬂmmaﬁng&wﬁmwmﬂm&amaqynunﬂmnnnnmsaﬂwrma

Diateibution Date on which the Centificate Principal Balance of & Class of Clags A, Class B or

Class M Certifiontes has been reduced to 2ero, that Class of Certificates will be retired snd will oo

longer bo smtitled to distribations. including distributlons in respect of Prepayment Interest

Shortfalls or Besig Risk Shortfalt Carry Porward Amounts.”
(Trustees’ emphasis.) The BSABS 2006-AC4 Trust was also the subject of the March 28, 2018 judgment consented
to by Institutional Investors, Ellington, and AIG,
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Tilden Park, among others, takes the position that the Settlement Agreement write-up
provision controls to require certificates with zero balances to be written up. Altematively, it
contends that the Retired Class provisions of the Governing Agreements, even if not
“gverridden” by the Setflement Agreement, do not preclude write-ups of zero balance certificates
or distributions after such write-ups, (Tilden Park Initial Memo. at 22-24; DW/Ellington Initial
Memo. at 17-21 [asserting, on behalf of D'W only, that zero balance certificates should be written
upl) Nover does ot agree that the Settlement Agreement applies but, like Tilden Park and
DW/Elington, contends that the Governing Agreements do not preclude write-ups of zero
balance certificates or post-write-up distributions, (Nover Initial Memo, at 10-14; Olifant Initial
Memo. & 15.) The Institutional Investors contend that the Setilernent Agreemant is silent e to
the frestment of Retired Classes, and that the Retired Class provisions of the Governing

Agreementy should be enforced with one exception. They appear to assume that the Retired
Class provisions bar the write-up of zero balance classes, but take the apparently inconsistent
position that “hased on & structural limitation in the frusts . . . if the Settlement Payment excesds
the realized Josses of the then-ouistanding certificates, the Trustees may be required to write-up &
writtens off certificate in order to keep the Trust’s assets and lisbilities in balance.” (Institutional
Tavestors Initial Memo, at 25, 25 n 58.) Poetic & Prophet and HBK cantend that the Retired
Class and other provisions of the Governing Agreements categorioally probibit any future
distributions to, or write-ups of, any class that has been written down 10 a zero balance. (Poetic
& Prophet/HBX Joint Initial Memo. fin its entirety addressing retired ¢lass issue]; Joint
Response Memo, [same].)

The Settiement Agreement write-up provision, section 3.06 (b), authorizes the write-up of
“each class of securities” to which losses have previously been allocated. The provision
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-therefore authotizes the write-up of zero balance classes. For the reasons stated above, the court

holds that the Setflement Agreement write-up provision controls regarding the write-up of zero
balance certificates only where a Governing Agresment lacks a write-up provision applicable to
subsequent recoveries.

The court further holds that the Retired Class provisions of the Goveming Agreements
for the Fxhibit G Trusts expressly prohibit distributions to zero balance classes but do not
nddress write-ups of certificate balances in conmection with subsequent recoverigs. In contrast,
the write-up provisions do not limit the classes that may bs written up on account of subsequent
tecoveries. Rather, they provide for the balances of all classes of certificates to be written up by
subsequent recoveries, although only to the extent of realized losses previously ellocated o 2
class. Thus, for example, as discussed above, BSABS 2005-EC 1 PSA section 5.04 (8) precludes
distributions fo zero balance certificates, Section 5.04 (b) of this PSA provides, however, for the
writg-up of subsequent recoveries, stating in pertinent patt:

. . If, after taking into account such Subsequent Recoveries, the amount of a

Realized Loss is reduced, the amount of such Subseguent Recoveries will be

applied to increase the Certificate Principal Balance of the Class of Certificates

with the highest payment priority to which Realized {.osses have been ailocated,

st not by more than the amount of Realized Losses previously allocated to that

Class of Certificates pursuant to Section 5.05; provided, however, to the extent

that no reductions to a Certificate Principal Balance of any Class of Certificates

currently exists o3 a result of a prior allocation of a Realized Loss, such

Subsequent Resoveries will be applied as Excess Spread: The amount of any

remaining Subsequent Recoveries will be applied to increase the Certificate

Prineipal Balance of the Class of Certificates with the next highest payment

priotity, up to the amount of such Realized Losses previously allocated to that

Class of Certificates pursuant to Section 5.05, and 50 on.”

The court eccordingly holds that zero balance certificaies in the Exhibit G Trusis may be
written up in the amounts authorized by the Governing Agmmnents'for the Trusts. If the Wirite.

Up First Methed is required by the Governing Agreement, the zero balance certificates will be
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entitled to receive thé Settlement Payment to the extent of the amounts authorized by the
Governing Agreements. If the Pay First Method is required, or if the Write-Up First Method is
required but other classes of ceriificates receive the Settlement Payment, the zero balance
certificates muy be entitled to receive firture principal and interest diskibutions. (Sgg Petition §
57.)

In 50 holding, the court notes that the Settlement Agreement compensatey investors for
losses in connection with the mortgage loans, as it settles all claims regarding the salé of
mortgage loans to the Trusts and the servicing of those loans, including claims for breaches of
representations and warranties and for fiifure to notify the Trustees of such breaches.
(Settlement Agreement § 3.02.) The write-up provisions of the Trusts are consistent with the
purpose of the Sestlement Agreement, as they permit write-ups of the zero balance certificates to
the extent of previously alloceted realized losses,

Redirection Provisions

As further explained by the Trustees, some of the Governing Agreements for the Exhibit
G Trusts that contain a Retired Class provision also contain é “Class A Redirection Provision.”
According to the Trustees, the latter provision “appears to require principal amounts that would
have ctherwige been distributed to Class A sertificates in one loan group, but for being ‘no
longer outstanding,’ to be distributed to the Class A cortificates in a different loan group.”
(Petition 9§ 53-60.) The Trustees request an instruction as to whether or not to apply this
provision. (4.9 5 [¢].) The Institutions! Investors, AIG, and Tilden Park are the only
respondents with an interest in the application of the Class A Redirection Provision, and agree
that it is enforceable. (Soe Chart of Parties’ Positions [NYSCEF Doc. No. 770}.) The court

holds that the Redirection provision should be enforced.
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The Trustees sesk an instruction with respect to the Exhibit H Trusts as to mdﬂ.ether to
distribute the Allocable Shares by treating them as interest collections or principal collsctions.
(Petition { 5 [d].) No respondent srgues that the Shares should be treated other than as principal,
The court holds that the Allocable Shares should be treated as principal.

Ambag

Ambag is the certifioate insurer for the Class I-A-2 and II-A-2 certificates in GPMF
2006-AR2, and for the Class H-A-2 certificates in GPMF 2006-AR3 (together, the 2006 Trusts),
Ambac is the certificate inawrer for the Class I-A-2 and [II-A-2 certificates in GPMF 2005-ARS
{the 2005 Trust). {Ambac Initial Memo, at2.)

Ambac claims that, under the terms of the Governing Agreements for the 2006 Trusts, it
ig entitled, before payments are made to any certificateholders, to recsive “an amount from
Subsequent Recoveries that equals the component of its mmm: Ampunts representing
any claim payments Ambae made for Realized Lasses that were allocated to the Insured
Certificates,” {Id. at5.) Ambac fiwther olaims that because that amount “far exceeds” the
Allocable Shares for the related loan groups, it is entitled to receive the entire Allocable Shares
for such loan groups. {Id.)

As o the 2005 Trust, Ambac does not claim that the Govering Agreement gives it
priority rights to Subsequent Recoveries. Rather, it seeks reimbursement of amounts paid to
insured certificatsholders based on its subrogation rights, and contends that all classes of
certificates, not only subordinate certificates, are eligible for write-up. (Ambac Initial Memo, at

7-9; Response Memo. at 4-5.)
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The Institutional Investors and Nover dispute Ambac’s claims as to the 2006 Trusts,
while Nover disputes Ambac’s claims as to the 2005 Trust. As an initial matter, the Institutional
Investors assert that instructions should not be given to the Trustees regarding Ambac’s
reimbursement issues, as the Trustees did not raise these issues in the Petition. (Institutional’
Investors Response Memo. at 18-19.) The Ingtitutional Investors and Nover have, however, both
fully addressed Ambac’s claims. Absent any prejudice, the court holds that the interests of
Judicial economy will best be served by considering the issues raised by Ambac. S

As to the merits, the Institutional Investors conmd that the principal distribution
waterfall of the Governing Agrecments for the 2006 Truats requires distribution of Subseguent
Recoveries to senior certificates on a pro rata basis until their certificate balances are reduced io
zere, The Institutional Investors further oontfnd that Ambac is not entitled to payment before the
Al certificates receive their pro rata share, although it is entitled o peyment of the pro rata share
of the A2 certificates to reimburse it for claim paymersts made to thase certificates. (Institutional
Investors Response Memo. at 19-22; geg Nover Reply Memo, st 10 [stating that Ambac is not
entitled to the full Allocable shares for insured loan groups in the 2006 Trusts, and that Nover
acdopts the Institutional Investors’ position].)

In claiming that it is entitled to reimbursement for the insurance payments made to the

A2 certificates, Ambag contends thet ssctions §.92 () and () of the Governing Agresments for

RPEPE-ETERPEES

the 2006 Trusts provide that Subsequent Recoveries will “first” be paid to the Certificate Instrer
for unreimbursed claims payments, Section 6.02 (b) of the PSA for GPMF 2006-AR2 provides in

pertinent part:

% .. [Ijn the event that the Servicer receives any Subsequent Recoveries, the
Servicer shall deposit such funds into the Custodial Account, . . . Subsequent
Recovers [sic] will first [be] used to pay any amounts owed to the Certificate
Insurer as set for (sic] in Section §.02 ().
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Section 6.02 {¢), in tuen, provides in pertinent part:

“Subsequent Recoveries will be allocated first to the Certificate Insurer for
peyment on any Reimbursement Amousnts for such Distribution Date in respect of
any Deficiency Amount . . . but only to the extent of thé portion of Subsequent
Recoveries that were paid by the Certificate Insurer for Realized Losses that were
sllocated to Class I-:A-2 Certificates or Class 1I-A-2 Certificates, as applicable.”

As the Instinztions] Investors correctly argue, the pringipal distribution provision of the
PSA, section 6.01, is also relevant. This section provides that principal will be distributed firat to
the Class I-A and Class JI-A Certificates, on a pro rate basis until the Current Principal Amount
of each class is reduced to zero, and “second” to the Certificate Insurer. Section 6.01, Third,
states in pertinent part that principal will be paid to the “Class A, Class M and Class B
Cortificates, in the following order of priority™:

“(A) For each Distribution Date (i) prior to the Stepdown Date or (if) on which a

Trigger Fvent is in effect, from the Principal Funds and the Bxtra Principal
Distribution Amount for such Distribution Date:

1. (8) Anamount equal to the Group I Principal Distribution Amount will be
distributed first to each class of Class I-A Certificatza on s pro rata basis until the
Current Principal Amount of each such Class is reduced to zero and secgnd, to the
Certficate Insurer, anty acerued and unpaid Reimbursement Arounts payable to
the Certificate Insurer for that Distribution Date in respect of any Deficiency
Amount described in clauses (8)(2) or {bXy) of such definition, but only to the
extent of the portion of Subsequent Recoverios with respect 1o the Mortgage
Losans with respect to which Realized Losses were paid by the Certificate Insurer
would otherwise by paysble to the Class -A-2 Certificates.” %

(emphasis in original.)
Regding the Governing Agreements as & whole, as the court must do, the court holds that
sections 6,01 and 6.02 are reconcilzble with respect to the priority of disiribution of Subsequent

B Section 6.01, Third (A) (1) (b), regardiag distribution of principal to Class II-A dertificates, s substantially simiter
to the above-quoted provision regarding distribution o Class I-A certificates.

The GPME 2006-AR3 PSA. distribution provision and It Subsequent Recovery provisions, sections 6.02 (b) and {¢),
ars aubwtantinly sipgiler to thoss of the GPMF 2006-AR2 PSA,
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Recoveries as between Ambac and certificateholders. As the Institutions! Investors persuasively
contend, section 6.02 (c) provides that if Ambac hes previously paid claims to A2 certificates for
realized losses that were allocated to the A2 certificates, Ambac must be reimbursed for the
payments from Subsequent Recoveries associated with such realized losses. The section does
not modify or contradiet scetion 6.01 o the extent that it provides that Al cestificates are entitied
to payment of Subsequent Recoveries through the principal distribution waterfall on a pro rata
basis unti] the certificate principal balances ave zero. Ambag will, however, receive the pro rata
payinent desiguated for the A2 certificates, as reimbursement for the claim payments Ambac
mage to the A2 certificateholders. Thus, the A2 certificateholders will not receive a double
recovery. (Ses Instittional Investors Response Memo, at 22.)

As to the 2005 Trust, the court holds thet section 6.02 (b), the write-up provision of the
GPME 2005-ARS PSA, is substantially sirailar to section 6,04 (b) of the BALTA 2006-3 PSA,
which the court considered in the section of this decision ou the write-up eligibility of senior
certificates, For the reasons stated there, the court rejects Ambag’s claim that the PEA authorizes
the write-up of senior certificates.

Assured Guaranty submitted an amicus brief, on consent of all parties, with respect o the
distribution of the Settlenent Payment allocated to & single trust, SACO 2005-GP1. Assured
Guaranty is the note insurer for the Class A-1 and Class M-1 Notes issued by this Trust, and
claims rights under the Indenture for the Trust and as subrogee of the noteholders. (Assured
Guarenty Memo. at 1.) [ contends that no distribution of the Settlergent Payment should be
made to notes subordinate to the Class M1 insured notes, and that there should not be any write-
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up of such subordinate classes of notes under any circumstances as a result of the Settlement
Payment. {Jg, at 2.)

Assured Guaranty makes a prima facie showing thet, even if the Pay First Method of
distribution is applied, the Trast wiil not be overcollateralized, and that the Settlement Payment
will therefore be distributed to Class A-1 and Class M-] notes before any distribution is made to
subordinated classes pursuant to Indenture section 3.03 (¢) (1). (Assured Guarauty Memo. af 3-
6.) As this showing is not challenged by any respondent, Assured Guaranty's position a8 to
distribution should be accepted by the Trustee,

‘Remaining Tssues

The Trustees seek instruction as to “issues related to [Exhibit D] Settlement Trusts in
which aggregate certificate principal balances of the outstanding classes are cuzrently less than
the applicable Allocable Shares.” (Petition, Request for Relief§ § [a].) The Trustess have not
identified the Trusts, if any, which have balances less than the Allocable Shares. If such
balances will continue to exist, after application of the distribution instructions given by this
decision, the Trustees may request further instruction in the event the interested respondents are
unable to reach agreement on the ssue,

The Trustees also seek instruction, with respect to the Bxhibit E and F Trusts, as to
adjustments “to prevent undercollataralization of certificates” as o result of the write-up
mechanios. (Petition, Request for Relief € 5 [b].) 1f undercollateralization will ocour, after
epplication of the instructions given by this decision, the Trustees may request further ingtruction
in the event the interested tespondents are unable to reach agreement on the issue.

Finally, the court has received a fetter (NYSCEF Doc. No. 819) requesting, on consent of

all interested partics, that parties that have been or are able to sesolve issues on which instruction
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1s sought be permitted to do 8o, in consultation with the Trustees, independent of the couri’s
ultimate determination as to kow such issues shouk! be resolved among parties that continus to
disputs the issues. The letter also requests that, upon the ultimate determination of this
proceeding, respondents and the Trustees be afforded the opportunity to reduce the final order to
“individualized judgments” for each of the remaining Settlement Trusts. These requests are
granted.

ORDER

It is hereby ORDERED that, as to any Settlement Trust in which a dispute exists between
or anong respondents as to any issue that is the subject of this proceeding, the Trustees are
directed to administer and distribute the Settlement Payment in ancordance with the instructions
set forth in this decision with respect to the disputed issue(s); aud it is forther

ORDERED that, as to any Settlement Trust in which all interested respondents are abie,
after the issuance of this decision and in consultation with the Trustees, to resolve a dispute as to
any issue that is the subject of this proceeding, they may do so independent of the cowt’s
ultimete determination as to how such issue should be resolved among parties that continue to

| dispute the issue; and it is further

ORDERED that respondents and the Trustees shall meet and confer with a view to
developing & written procedure for: 1) filing individualized conseat judgments for any remaining
Settlemant Trusts, whick shall (a) identify any issue(s) that are resolved by all interested parties
in consultation with the Trustees and (b) apply the instructions set forth in this decision to any
remaining disputed issue(s). To the extent possible, the written procedure shall provide for
coordinzted submission and consolidation of the judgments. The written procedure shall aiso
address provedures for settlement of judgments in the event the partics are unable to reach
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agreement as to the form of the judgments. The procedure shall be subject to the approval of the
vourt, Ifthe parties are unable to agree to such a procedure, in whole or in part, they shall
telephone the court to scheduls a conference,

Dated: New York, New York

&w"‘"’ £y
f
2020 | W £
DATE MARCY &€ M. J.s.f:.
CHECK ONE: T cans misronen T NONFWNAL DISPOSITION
(X} erantED [} veumn || arawrepmepant [ ] omas
PPPLICRTION: '} SETTLE CRDER | summT oRDER
CHUECK iF APPROPIIATE: NCLUDZS TRARSPERAEABHGH FIUGARY APPOINTHENT [ ] nerenence

46

46 of 46
47 of 47




