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I. INTRODUCTION

Plaintiffs brought this proposed class action to hold Morgan Stanley
accountable for its role in discriminatory subprime lending that harmed thousands
of African-American homeowners in Detroit. At the height of the subprime
lending boom, Morgan Stanley’s mortgage-securitization machine shaped the
lending practices of one of the country’s most notorious predatory lenders. Serious
racial disparities resulted.

Plaintiffs seek to represent a class to vindicate the rights of African-
American borrowers under the Fair Housing Act (“FHA”), which applies with full
force to entities, like Morgan Stanley, whose mortgage-securitization practices
have discriminatory effects. Plaintiffs seek review under Federal Rule of Civil
Procedure 23(f) of the District Court’s order denying class certification. That order
rested on serious legal errors and has far-reaching implications—indeed, it may
seriously impede efforts to hold Wall Street investment banks accountable for the
discriminatory impacts of their policies. Furthermore, as the District Court
expressly recognized, its order may represent the “death knell” for Plaintiffs’
claims.

II. PROCEDURAL HISTORY

Plaintiffs filed this lawsuit in October 2012. In December of that year,

Morgan Stanley moved to dismiss the case on several grounds. Judge Harold Baer,
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Jr. rejected all of Morgan Stanley’s arguments with respect to Plaintiffs” FHA
claims and dismissed as untimely Plaintiffs’ claims under the Equal Credit
Opportunity Act and Michigan law. The case was reassigned to Judge Valerie
Caproni on June 10, 2014. On May 14, 2015, Judge Caproni issued an order
denying Plaintiffs’ motion for class certification, while expressly noting that her
order may be appropriate for review under Rule 23(f). See Order on Class Cert.,
ECF No. 230, (“Order”). This Petition follows.

III. RELEVANT FACTS

This litigation challenges Morgan Stanley’s policy of funding and
purchasing risky loans that disparately and adversely impacted African-American
homeowners in the Detroit region. Plaintiffs’ proposed class includes individuals
who received Combined-Risk Loans (“CRLs”) from the now-defunct subprime
lender New Century Mortgage Company (“New Century”). Combined-Risk Loans
are defined in the Complaint as “loans that are ‘high-cost’ as defined by the Home
Mortgage Disclosure Act (“HMDA?™), 12 U.S.C. § 2801 et seq., and contain two or
more of eight risk factors . . . increase the risk of default.” Order at 2." This

definition serves as a “proxy for the type of layered-risk loans associated with high

! The relevant factors are: “(a) the loan was issued based upon the ‘stated income,’
rather than the verified income, of the borrower; (b) the debt-to-income ratio
exceeds 55%; (c) the loan-to-value ratio is at least 90%; (d) the loan has an
adjustable interest rate; (e) the loan has ‘interest only’ payment features; (f) the
loan has negative loan amortization features; (g) the loan has ‘balloon’ payment
features; and/or (h) the loan imposes prepayment penalties.” Order at 11.
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rates of default and foreclosure.” Appendix (“App.”) at 15 (Expert Report of
Patricia A. McCoy at 16). Plaintiffs’ expert reports demonstrate that each CRL
feature increases the risk of default and that this risk is compounded if a loan
contains multiple features. See, e.g., App. at 6-15 (McCoy Rpt. at 7-16). A
regression analysis demonstrates that African-American borrowers were more
likely than similarly-situated white borrowers to receive these harmful loans. See
Order at 20-21.

During the proposed class period (2004-2007), Morgan Stanley was New
Century’s principal Wall Street trading partner. It purchased more New Century
loans than any other investor on the secondary market, see Order at 19, and
provided New Century’s largest credit facility, see, e.g., App. at 42 (Morgan
Stanley Warehouse Financing Proposal Review, at MS02685210) (“New Century
has approached Morgan Stanley because we are their number one relationship and
they would like to keep us their number one relationship™). Morgan Stanley
required the loans it purchased to have high interest rates, adjustable rates, and
prepayment penalties, three features of CRLs. See Order at 12, 28; App. at 16-18
(McCoy Rpt. at 31-33). Additionally, to ensure it in fact obtained the loans with
the features it wanted, Morgan Stanley systematically purchased loans with other
high-risk features, including excessive loan-to-value and debt-to-income ratios,

stated- rather than verified-income requirements, and balloon-payment or interest-
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only features. See App. at 4-5, 16-38 (McCoy Rpt. at 3-4, 31-53). Morgan Stanley
did not simply buy extant, already-issued loans, but instead engaged in “forward”
and “reverse” trades under which Morgan Stanley specified the characteristics of
pools of loans before New Century sought borrowers and originated loans to fill
the pool. See Order at 20.

Beyond the economic scale of their dealings, Morgan Stanley and New
Century maintained an “indisputably close” relationship. Order at 7. For example,
New Century provided Morgan Stanley with non-competitive bidding
opportunities. See App. at 45 (PowerPoint presentation regarding “Project Tiger,”
at 6). Morgan Stanley materials described the bank as New Century’s “largest and
most important counterparty.” Order at 7; see also id. (noting Morgan Stanley
sought “to continue its relationship with New Century in 2005 by maintaining its
status as the #1 whole loan purchaser, #1 warehouse lender, and #1 underwriter on
a market share basis.”) (internal citations omitted).

To effectively translate investor demands into loan originations, New
Century created underwriting guidelines that specified the products to be
originated “uniformly across the entire organization.” App. at 48 (Dep. of William
J. McKay at 26:7-9). The underwriting guidelines were incorporated into New
Century’s loan origination and automated underwriting systems, and they applied

to all loans originated by the company. App. at 55 (McKay Dep. at 98:5-10).
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Under New Century’s automated underwriting system, downstream employees,
like brokers and individual underwriters, maintained little to no substantive
discretion to determine the loan terms for which any individual borrower qualified.
App. at 49-54, 58-61, 62-65 (McKay Dep. at 48:24-53:1; 175:4-178:13; 188:23-
191:24). In effect, New Century brokers and account executives served as
instruments of the automated underwriting system. App. at 56, 67 (McKay Dep. at
129:18-25; 131:4-19). Thus, through New Century’s automated system, the
demands of the secondary market dictated New Century’s product offerings and
loan originations.

Named Plaintiffs Beverly Adkins, Charmaine Williams, Rebecca Pettway,
Rubbie McCoy, and William Young are African-Americans in Detroit who
received CRLs originated by New Century.

IV. QUESTIONS PRESENTED

1. Whether the District Court committed errors that compel immediate
review by fundamentally misapplying the Rule 23(a)(3) typicality requirement and
then failing to adequately consider the Rule 23(c) class management devices,
thereby creating unjustified barriers to class actions challenging discrimination by

mortgage securitizers.
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2. Whether the District Court’s ruling warrants immediate review
because it may signal the “death knell” of this litigation and it relied on substantial
errors in the application of Rules 23(a) and (c).

V. RELIEF SOUGHT

Petitioners respectfully request that the Court grant the Petition and, if
Petitioners succeed on the appeal, that the Court either remand to the District Court
with instructions to determine that 23(a) is satisfied and to consider the use of
manageability tools, or remand for further consideration.

VI. STANDARD OF REVIEW

“[P]etitioners seeking leave to appeal pursuant to Rule 23(f) must
demonstrate either (1) that the certification order will effectively terminate the
litigation and there has been a substantial showing that the district court’s decision
is questionable, or (2) that the certification order implicates a legal question about
which there is a compelling need for immediate resolution.” In re Sumitomo
Copper Litig., 262 F.3d 134, 139 (2d Cir. 2001). “In applying Rule 23(f), courts of
appeals enjoy ‘unfettered discretion’ to grant or deny permission to appeal based

299

on ‘any consideration that the court of appeals finds persuasive.”” Hevesi v.

Citigroup Inc., 366 F.3d 70, 75-76 (2d Cir. 2004) (citing Fed. R. Civ. P. 23(%),
Advisory Committee Notes); see also Sumitomo, 262 F.3d at 140 (“[W]e leave

open the possibility that a petition failing to satisfy either of the foregoing
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requirements may nevertheless be granted where it presents special circumstances
that militate in favor of an immediate appeal.”).

VII. ARGUMENT

A.  The District Court’s Ruling Implicates Legal Questions About
Which There is a Compelling Need for Resolution.

This lawsuit represents the first time a court has considered certifying a class
of individuals seeking to invoke 42 U.S.C. § 3605’s prohibition against
discriminatory policies for purchasing loans on the secondary market. The District
Court’s ruling would substantially impede victims of discrimination from pursuing
class actions against the investment banks that structure and fuel the most abusive
lending practices. Doing so would insulate from liability the very institutions that
caused some of the worst abuses of the subprime era. See, e.g., Jacob S. Rugh &
Douglas S. Massey, Racial Segregation and the American Foreclosure Crisis, 75
Am. Soc. Rev. 629, 631 (2010) (explaining how “the invention of securitized
mortgages . . . made minority households very desirable as clients” to predatory
lenders). Courts have recognized that when the denial of class certification carries
such significant implications for the public interest, then interlocutory review may
become appropriate. See Prado-Steiman ex rel. Prado v. Bush, 221 F.3d 1266,
1275, 1278 (11th Cir. 2000).

The Fair Housing Act’s proscription against discrimination in the secondary

mortgage market underscores the compelling need to review the District Court’s
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legal rulings and the framework in which common questions are considered. The
FHA bars discrimination in any “residential real estate-related transaction,” which
it defines to include the “purchasing of loans . . . secured by residential real estate,”
42 U.S.C. § 3605(a)-(b), and the statute’s implementing regulations expressly
prohibit discrimination in the secondary mortgage market, 24 C.F.R. § 100.125.
Like other provisions of the FHA, this antidiscrimination mandate can be enforced
through disparate impact claims. See 24 C.F.R. § 100.500; Hack v. President of
Yale College, 237 F.3d 81, 88 (2d Cir. 2000).

Two important propositions bearing directly on the law of class actions
follow from this framework. First, in any conceivable FHA litigation against a
loan-purchaser, the injured borrowers (or would-be borrowers) will have transacted
with the lender, not the loan-purchaser. Measuring the alleged discriminatory
effects will therefore mean examining the relationship between loan-purchaser and
lender, and in a class action, examining that relationship over the course of a class
period. Second, the kinds of injuries giving rise to such litigation reflect the nature
of discrimination in the mortgage lending arena. Three forms of discrimination are
typical: denying loans on the basis of race, see, e.g., Laufman v. Oakley Bldg. &
Loan Co., 408 F. Supp. 489 (S.D. Ohio 1976); varying interest rates on the basis of
race, see, e.g., Miller v. Countrywide Bank. N.A., 571 F. Supp. 2d 251 (D. Mass.

2008); and, most significantly for this litigation, disproportionately allocating
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predatory loans to minority borrowers, see, e.g., Saint-Jean v. Emigrant Mortg.
Co., 50 F. Supp. 3d 300, 313 (E.D.N.Y. 2014) (“The foreclosure crisis has been
characterized by revelations of predatory lending in various forms, including
exorbitant fees, prepayment penalties, inflated interest rates, steering and targeting
of loans toward vulnerable groups, ‘exploding’ adjustable interest rates, and
deceptive sales tactics, including false representations that apparent problems or
concerns would be healed later, during the life of the loan.”); Hargraves v. Capitol
City Mortg. Corp., 140 F. Supp. 2d 7, 20 (D.D.C. 2000).

The District Court made two legal errors that implicate how the law of class
actions will treat FHA lawsuits against mortgage-securitizers.

| The District Court applied an improper standard in
assessing typicality.

The District Court erred by ruling that typicality requires class
representatives to have suffered injuries identical to all members of the class. The
District Court found that Plaintiffs did not establish “that Defendants’ conduct
‘harmed each class member in the same way,’” and thus that no claim could be
considered typical of the proposed class. Order at 28 (citing Wallace v. IntraLinks,
302 F.R.D. 310, 315 (S.D.N.Y. 2014)). It found typicality lacking on two bases:
class members whose loans contain different risk factors will face different proof
issues, and the class representatives’ loans did not contain every configuration of

risk factors that could compose a CRL. Order at 28-29. Neither proposition
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represents a valid basis on which to conclude that the class representatives are not
typical of the class.

Variations in individual injuries and fact patterns do not defeat typicality.
Rather, “Rule 23(a)(3)’s typicality requirement is satisfied when each class
member’s claim arises from the same course of events and each class member
makes similar legal arguments to prove the defendant’s liability.” Robidoux v.
Celani, 987 F.2d 931, 936 (2d Cir. 1993). The Second Circuit has recognized that
Plaintiffs may satisfy typicality even when the class representatives experience
only a subset of a broad constellation of harms caused by the defendant’s conduct.
Marisol A. v. Giuliani, 126 F.3d 372, 376-77 (2d Cir. 1997); see also Baby Neal v.
Casey, 43 F.3d 48, 63 (3d Cir. 1994). In a discrimination case, the precise nature
of the injury may vary in substantial ways, but that will not defeat class
certification where plaintiffs challenge an overarching set of policies and practices
that result in discrimination. See Caridad v. Metro—North Commuter R.R., 191
F.3d 283, 293 (2d Cir. 1999), overruled on other grounds, In re Initial Pub.
Offerings Sec. Litig., 471 F.3d 24, 42 (2d Cir. 2006). Indeed, the Second Circuit
has held that it is improper for a district court to deny certification simply because
a class representative suffered one particular form of injury stemming from a

harmful course of conduct and proposes a class that includes class members who
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suffered other forms of injury rooted in the same challenged conduct. Robidoux,
987 F.2d at 937.

The District Court’s application of the typicality standard constitutes clear
legal error. Plaintiffs challenge a unitary course of conduct. Morgan Stanley’s
policies caused the origination of all of the loan features at issue, whether they
were explicitly sought (for example, in the term sheets of particular deals), Order at
20, or cultivated through the faulty due diligence policies that enabled purchase
and financing of risky features, App. at 34-38 (McCoy Rpt. at 49-53).2

The District Court’s typicality ruling fails to identify any way in which the
class representatives present considerations that will deviate from the broad issues
common to the class. Significantly, the District Court did not cite evidence — and
none exists—that the loans received by the class representatives contained
different attributes than those received by most class members. Even the District

Court’s concern that the class representatives who received certain loan features

> The District Court appears to have misunderstood the significance of the
inadequate diligence. See Order at 37. Due diligence, or the lack thereof, in any
particular instance did not cause a specific loan to be issued—the loans already had
been issued at the time they were presented to Morgan Stanley. But Morgan
Stanley’s due diligence policies—including subjecting only a small fraction of
New Century loans to any credit or compliance review and failing to monitor for
racial impact—had an overall effect on New Century’s lending. Those policies
enabled Morgan Stanley’s purchase of loans with unacceptably risky terms. Given
Morgan Stanley’s status as New Century’s principal trading partner, these
diligence policies defined New Century’s incentives and shaped its lending
practices.
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would “face drastically different proof challenges” than Plaintiffs who received
CRLs with different features, Order at 28—a concern contradicted by a record
showing how Morgan Stanley’s policies interacted to yield the delivery of such
loans—does not defeat typicality. Civil rights litigation routinely involves lawsuits
against institutions whose complex practices, though unitary, harm Plaintiffs in a
variety of ways. See, e.g., Marisol A., 126 F.3d at 376-77; Baby Neal, 43 F.3d at
63; Nicholson v. Williams, 205 F.R.D. 92, 98-99 (E.D.N.Y. 2001); Ceaser v.
Pataki, No. 98CIV.8532(LMM), 2000 WL 1154318, at *5 (S.D.N.Y. Aug. 14,
2000). This is especially true in the context of predatory lending: a cluster of
related harms will often arise from a unitary policy susceptible to litigation under
the FHA. See Emigrant Mortg. Co., 50 F. Supp. 3d at 313; Hargraves, 140 F.
Supp. 2d at 20-21. The definition of CRLs is anchored in these practical facts,
reflecting the prevailing regulatory and academic understandings of what made
predatory loans predatory: they contained combinations of risky features that, in
combination, compounded one another and put borrowers at risk of payment shock
or vanishing equity, common precursors to default and foreclosure. See Order at
11-19, 49. All members of the proposed class received high-cost loans with
additional risk features that exposed them to this harm.

The District Court interpreted the typicality requirement as mandating a

cookie-cutter approach that is unsupported by the law and would artificially
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exclude victims of many predatory lending schemes from using class actions to
vindicate their rights under the FHA and other antidiscrimination laws.

2. The District Court erred by failing to consider the class
management devices prescribed by Rule 23(c).

Had the District Court properly found the proposed class met the
requirements of Rule 23(a),’ Second Circuit law would then have obligated it to
consider certifying issues or subclasses for class treatment pursuant to Rule 23(c).”

a. The District Court should have considered certifying
issue-classes regardless of its predominance analysis.

Rule 23(c)(4) allows for class certification “with respect to particular

2

issues.” The District Court failed to consider certifying a liability issue class, or
any of the components thereof.” See Johnson v. Nextel Commc 'ns Inc., 780 F.3d
128, 138-39 (2d Cir. 2015) (“Common issues—such as liability—may be certified,

consistent with Rule 23, even where other issues—such as damages—do not lend

3 With respect to Rule 23(a), Plaintiffs here address only the typicality requirement,
which is the only 23(a) element that the District Court ruled had not been satisfied.
The Court found numerosity and adequacy, and noted the common questions
Plaintiffs had presented and that Morgan Stanley had not disputed commonality.
See Order at 27.

* Plaintiffs also preserve their arguments that common questions predominate with
respect to the full proposed Rule 23(b)(3) class.

> Although the District Court acknowledged its authority to “certify the class for
the limited purpose of determining Morgan Stanley’s liability,” Order at 32 n.24, it
nonetheless failed to consider how it could use the tools afforded by Rule 23(¢) to
advance the issues in this litigation.
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themselves to classwide proof.”) (citing /n re Nassau Cnty. Strip Search Cases,
461 F.3d 219, 227 (2d Cir. 2006)).

However, the Second Circuit specifically instructs district courts to “take full
advantage of this provision to certify separate issues in order to reduce the range of
disputed issues in complex litigation and achieve judicial efficiencies.” Robinson
v. Metro-N. Commuter R.R. Co., 267 F.3d 147, 168 (2d Cir. 2001) (citations and
internal alterations omitted), abrogated on other grounds, Wal-Mart Stores, Inc. v.
Dukes, 131 S. Ct. 2541, 2546 (2011); see also Easterling v. Conn. Dep’t of
Correction, 278 F.R.D. 41, 47 (D. Conn. 2011) (noting the “Second Circuit’s
instruction to ‘take full advantage’ of Rule 23(c)(4)”) (quoting Robinson, 267 F.3d
at 167). “A court may employ subsection (c)(4) to certify a class as to liability
regardless of whether the claim as a whole satisfies Rule 23(b)(3)’s predominance
requirement.” In re Nassau Cnty. Strip Search Cases, 461 F.3d at 227.
Accordingly, given that the class ought to have been found to meet the threshold
Rule 23(a) requirements, it was incumbent upon the District Court to consider
certification of one or more issue classes regardless of its analysis of predominance
for the class as a whole.

b. Several issue-classes could be appropriate for
certification here.

Several issues are appropriate for classwide adjudication that would

materially advance the issues raised by Plaintiffs in this case.
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First, while the District Court acknowledged that “the relationship between
Morgan Stanley and New Century was indisputably close,” Order at 7, it did not
consider certifying an issue-class to determine the extent of Morgan Stanley’s
influence over the mix of loan products that New Century offered. The answer to
this question would “materially advance a disposition of the litigation as a whole,”
Jacob v. Duane Reade, Inc., 293 F.R.D. 578, 593 (S.D.N.Y. 2013), aff’d, No. 13-
3873-CV, 2015 WL 525697 (2d Cir. Feb. 10, 2015) (citation omitted), as it is
central to the claim that Morgan Stanley’s policies caused New Century to issue
class members’ loans. An issue-class along these lines would allow the District
Court to resolve the question of whether, as Morgan Stanley officials boasted
internally, the scale of its relationship influenced New Century’s business
practices,’ and the extent to which that influence determined the content of the

underwriting guidelines that, through an automated system, determined the range

of loan products offered to every New Century borrower. ’

% See, e.g., Order at 8 (“Morgan Stanley officials described New Century as
‘extremely open to our advice and involvement in all elements of their operation,’
and internal Morgan Stanley documents asserted that ‘Morgan Stanley is involved
in almost every strategic decision that New Century makes in securitized
products’”) (internal citations omitted).

7 The District Court’s predominance discussion touched upon this issue, expressing
concern that there was a five-month hiatus with respect to loan purchases (though,
significantly, not with respect to Morgan Stanley’s provision of warehouse funding
to New Century). Order at 38. But this concern falls short of demonstrating
consideration of whether the issue could be resolved on a classwide basis. Nor did
the District Court consider crafting sub-classes around that discrete time period.

1259105.1 15



Second, the District Court should have considered certifying an issue-class
regarding the harmfulness of CRLs and whether CRLs were disproportionately
issued to African Americans. As the District Court noted, Plaintiffs have presented
expert testimony explaining why the definition of CRLs captures the risk-layering
that ran rampant during the subprime boom, setting borrowers up to suffer default
or foreclosure. See Order at 39 n.31. Morgan Stanley disputes the appropriateness
of this definition. Certifying an issue-class aimed at the harmfulness of CRLs and
the existence of racial disparities in their distribution would advance the claims of
all class members here. Resolving these questions would resolve for each class
member the bulk of the inquiry under the first step of the burden-shifting test for
disparate impact liability. See Order at 36.

Third, the District Court failed to address whether an issue-class could
resolve whether the disproportionate allocation of high-cost loans to African-
American borrowers constitutes discrimination.® High-cost loans, as defined by
the HMDA regulations, are first-lien loans in which the annual percentage rate plus
borrowing costs exceeds the Treasury benchmark by more than three points, or

subordinate loans that exceed that benchmark by more than five points. Order at

11 (citing 67 Fed. Reg. 43218, 43223 (June 27, 2002)). Plaintiffs’ expert Ian

® Rule 23(c) also gives district courts general authority to manage the class.
Accordingly, the District Court could have amended the class definition to focus
on high-cost loans rather than Combined-Risk Loans if it found that definition
more appropriate.
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Ayres showed in his report that race disparities exist in the allocation of high-cost
loans—the threshold feature common to all CRLs. See App. at 69-70 (Expert
Report of Ian Ayres at 9 75-76 & Table 13). Even if the District Court believes
that differing CRL features create predominance problems, there is evidence in the
record that all class members paid more for their loans than did similarly
creditworthy white borrowers. An issue-class to resolve this question would
materially advance class members’ claims.

Fourth, the District Court should have considered certifying an issue-class
or sub-class regarding Morgan Stanley’s liability for CRLs that it purchased and a
sub-class composed of those individuals and not merely considered amending the
overall class definition. See Order at 45-46. Numerous common questions emerge
in connection with the loans Morgan Stanley purchased, including inter alia: the
extent to which those loans were originated to meet promises made in “reverse
inquiry bids” in which a “hypothetical” pool was purchased and the loans
subsequently issued; whether Morgan Stanley’s trading desk pushed forward the
purchase of other CRL features in order to purchase sufficient quantities of loans
meeting the terms of bid sheets; and whether Morgan Stanley’s role as New

Century’s most important creditor facilitated the origination of CRLs specifically

1259105.1 17



for Morgan Stanley to purchase.” The Second Circuit instructs courts to consider
smaller classes where appropriate. See Marisol A., 126 F.3d at 378; Robidoux, 987
F.2d at 937."° Determining whether Morgan Stanley is liable to New Century
borrowers whose loans it purchased could materially advance the litigation.

3. These legal errors create obstacles to litigation against Wall

Street banks that contravene the text and purposes of the
FHA.

The Supreme Court has made clear that the FHA must be interpreted
generously. Trafficante v. Metro. Life Ins. Co., 409 U.S. 205, 212 (1972). But if
the District Court’s erroneous typicality ruling, and its consequent erroneous
failure to consider class management devices, are allowed to stand, enforcement of

§ 3605°s purchaser provision would be seriously impeded. Because secondary

? This issue-class could be briefed without additional discovery. Full discovery
already has occurred regarding the statistical models examining the racial
disparities flowing from Morgan Stanley’s purchases, as has necessary document
and deposition discovery regarding Morgan Stanley’s policies and practices for
purchasing loans from New Century.

1% Any purported prejudice to Morgan Stanley from narrowing the relevant
universe of loans is unfounded. “Prejudice,” of course, typically means something
beyond the ordinary burdens of litigation. Given that the existing discovery would
not need to be augmented and the universe of issues would shrink, the District
Court’s approach was inconsistent with Second Circuit authority instructing the
use of issue-classes. Similarly, there is no inconsistency between the theory that
Morgan Stanley is responsible for loans it purchased and the theory that, given
Morgan Stanley’s unique relationship with New Century, it was responsible for a
larger class. Indeed, a narrower approach would be closely tied to the FHA’s
express reference to loan-purchasing, and therefore should have been considered
without regard to Morgan Stanley’s purported prejudice.
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market actors always purchase mortgage loans in bulk, see 24 C.F.R. §
100.125(b)(2) (applying FHA coverage to “pooling” of loans), suits enforcing the
provision will overwhelmingly be class actions in which some variation among the
impacted borrowers is inevitable. Even within a single pool of loans, borrowers
will never have identical circumstances or have received the identical loan terms.
Similarly, there will always be multiple loan purchasers on the secondary market,
creating additional complexity. The District Court’s decision treats this inherent
complexity as inimical to typicality and predominance; if allowed to stand, it will
create unfair barriers to future FHA litigation against Wall Street securitizers.
Under these circumstances, Rule 23(f) warrants immediate review. See Hevesi,
366 F.3d at 77 (granting 23(f) petition where application of existing doctrine “in a
novel context can have a significant effect on the law of class actions.”).

B.  The Denial of Class Certification May Be the Death Knell for
Plaintiffs’ Claims.

The District Court recognized “the likelihood that this ruling constitutes a
‘death knell’ for Plaintiffs’ lawsuit . . . and that appellate review pursuant to Rule
23(f) may therefore be appropriate.” Order at 49 (citation omitted). Because
“views expressed by the district court at the time of class certification . . . [are]
relevant to [the Second Circuit’s] determination of whether interlocutory appeal is

warranted,” this Court should seriously consider the District Court’s
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acknowledgment that immediate appellate review may be appropriate. Sumitomo,
262 F.3d at 140 (citing Fed. R. Civ. P. 23(f) Advisory Committee Notes).

It is clear that the denial of class certification would fundamentally shift the
economics of this litigation. See Fed. R. Civ. P. 23(f) Advisory Committee Notes
(interlocutory appeal justified if denial of certification presents plaintiff with “a
situation in which the only sure path to appellate review is by proceeding to final
judgment on the merits of an individual claim that, standing alone, is far smaller
than the costs of litigation™). Trying this case on behalf of the individual Named
Plaintiff and the Organizational Plaintiff would involve a massive investment of
resources, as resolution would inevitably turn on complex factual matters regarding
Morgan Stanley’s securitization practices, including expert testimony. Courts have
recognized that this kind of economic misalignment can justify interlocutory
review of a denial of class certification. Prado, 221 F.3d at 1274; Waste Mgmt.
Holdings, Inc. v. Mowbray, 208 F.3d 288, 293 (1st Cir. 2000).

VIII. CONCLUSION

For all the foregoing reasons, this Court should grant Plaintiffs’ petition for

interlocutory review pursuant to Rule 23(f).
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DOCUMENT
ELECTRONICALLY FILED
DOC #:
SOUTHERN DISTRICT OF NEW YORK
____________________________________________________________ X
BEVERLY ADKINS, CHARMAINE ;
WILLIAMS, REBECCA PETTWAY, RUBBIE
McCOY, WILLIAM YOUNG, on behalf of
themselves and all others similarly situated, and
MICHIGAN LEGAL SERVICES,
Plaintiffs, 12-CV-7667 (VEC)
-against- : OPINION & ORDER

MORGAN STANLEY,” MORGAN STANLEY

& CO. LLC, MORGAN STANLEY ABS

CAPITAL I INC., MORGAN STANLEY

MORTGAGE CAPITAL INC., and MORGAN

STANLEY MORTGAGE CAPITAL

HOLDINGS LLC,

Defendants. X

VALERIE CAPRONI, United States District Judge:

This is one of many cases arising out of the collapse of the housing market. This one
comes with a twist: homeowners in Detroit who received subprime loans seek to hold a single
investment bank responsible under the Fair Housing Act (“FHA”) for discriminating against
African-American borrowers, based on their claim that African-Americans were more likely than
similarly-situated white borrowers to receive so-called “Combined-Risk loans.” Plaintiffs allege

that Morgan Stanley! so infected the market for residential mortgages — and for mortgages

written by the New Century Mortgage Company, a now-defunct loan originator, in particular —

*

The Court is aware that Westlaw (but not LexisNexis) has chosen to caption the case “Adkins v. Stanley.”
See Adkins v. Morgan Stanley, No. 12-CV-7667, 2013 WL 3835198, 2013 U.S. Dist. LEXIS 104369 (S.D.N.Y. July
25,2013) (“Adkins I”). Although this misnomer may be inevitable, the Court nevertheless notes that Morgan
Stanley is a corporation (and a well-known one at that), not an individual. Indeed, Henry Morgan and Harold
Stanley were two different people, further confirming the inaccuracy of the “Stanley” moniker.

! Although a number of corporate entities are named as Defendants, the Court refers to all Defendants as
“Morgan Stanley.”
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that it bears responsibility for the disparate impact of New Century’s lending practices.
Although Plaintiffs advance creative theories, their class action lawsuit founders on the
requirements of Federal Rule of Civil Procedure 23.

Plaintiffs seek to certify a class of “[a]ll African-American individuals who, between
2004 and 2007, resided in the Detroit? area . . . and received Combined-Risk Loans from New
Century.” Compl. 9 229. Plaintiffs define “Combined-Risk loans® as loans that are “high-cost”
as defined by the Home Mortgage Disclosure Act (“HMDA”), 12 U.S.C. § 2801 et seq.,* and
contain two or more of eight risk factors that, they allege, increase the risk of default. Compl.

1 34. Defendants oppose class certification, arguing that individual questions will predominate
over questions common to the class.

The Court concludes that this class action lawsuit is an inappropriate vehicle to rectify the
wrong that Plaintiffs allege Morgan Stanley perpetrated. The subprime mortgage crisis
undoubtedly damaged our economy and may have — as Plaintiffs contend — exacerbated
preexisting racial disparities in socioeconomic status. While the Court is not unsympathetic to
Plaintiffs’ claims, the harmfulness of the terms that Plaintiffs claim that Morgan Stanley caused
New Century to include in loans and the role that Morgan Stanley played in causing the terms of
specific Plaintiffs’ loans differ considerably within the proposed class; accordingly, Plaintiffs’

proposed class is unworkable.® Plaintiffs’ motion for class certification is therefore DENIED.

2 Plaintiffs include nine counties in defining “the Detroit metropolitan area: Genesee, Lapeer, Livingston,

Macomb, Monroe, Oakland, St. Clair, Washtenaw, and Wayne.” Compl. q 116.

3 The definition of a “Combined-Risk loan” was created by Plaintiffs for the purpose of this litigation; it is
not a generally-accepted term in either the world of residential lending or the world of investment banking.

4 The HMDA defines “high-cost” loans as “first lien loan[s] with an annual percentage rate and borrowing
costs that exceed by more than 3 percentage points Treasury securities of comparable maturity, or [] subordinate lien
loan[s] that exceed[] the Treasury benchmark by more than five points.” Compl. q 31.

5 For ease of reference, this opinion refers to the risk factors the Plaintiffs focus on as loan “terms” even
though several of the factors are not loan terms at all (e.g., high loan-to-value ratios or stated-income loans).

2
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Defendants’ motion to preclude some opinions in Plaintiffs’ experts’ reports is DISMISSED as
moot.
BACKGROUND®
. The Parties

A. Plaintiffs

Beverly Adkins, Charmaine Williams, Rebecca Pettway, Rubbie McCoy, and William
Young are African-Americans who purchased or refinanced homes with loans written by New
Century, a non-party entity. For example, using an independent broker, Adkins refinanced her
and her husband’s home via a 30-year, adjustable rate loan with a substantial prepayment penalty
and a 90 percent loan-to-value ratio (“LTV”) (based on an inflated appraisal). Compl. { 129-34;
see also Sugnet Decl. Ex. 74, Dkt. 129; Reardon Decl. Ex. 28, Dkt. 169; Adkins Dep. at 63-65."
When New Century attempted to sell Adkins’ loan to Morgan Stanley, Morgan Stanley “kicked
[the loan] out” of the bundle of loans it would buy — meaning that its due diligence efforts
flagged the loan and rejected it as undesirable. Gilly Decl. § 10 & Ex. E, Dkt. 175. New
Century ultimately sold the Adkins’s loan to Credit Suisse First Boston. Expert Report of
Timothy J. Riddiough, Ph.D. (“Riddiough”), Dkt. 206, { 124. The other individual named
plaintiffs have similar stories. Michigan Legal Services, the final plaintiff, alleges that it has

been serving low-income communities in Michigan — primarily African-American residents of

6 Findings of fact are drawn from the depositions, declarations, expert reports, and other exhibits that the
parties submitted in connection with the motion for class certification. At this stage, the Court does “not resolve
factual assertions related to the merits but state[s] them as the parties’ assertions.” Sykes v. Mel S. Harris & Assocs.,
LLC, 780 F.3d 70, 75 (2d Cir. 2015) (internal quotation marks and alterations omitted).

7 Both parties included excerpts from depositions in advocating for and against class certification and
separately included the full deposition transcripts of each witness. Accordingly, the Court cites to the full deposition
transcripts, which the parties are directed to file (as discs if necessary) on the public docket, in redacted form if
necessary pursuant to the Protective Order.
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Detroit — by engaging “in impact-oriented litigation, legislative and administrative advocacy, and
client community education.” Compl. 99 205-20.

B. New Century

New Century, a California-based lender, originated approximately 250,000 subprime
mortgage loans per year during the period from 2004 through 2006 (although the number of
loans it originated dropped precipitously in the months before its 2007 bankruptcy). Riddiough
1 31, FINANCIAL CRISIS INQUIRY COMM’N, FINANCIAL CRISIS INQUIRY REPORT (Jan. 2011)
(“FCIC”) 71. Plaintiffs allege that New Century was “the second largest originator of subprime
residential loans (in terms of loan amounts) each year from 2003 to 2006.” Expert Op. of Ian
Ayres in Support of Class Certification (“Ayres”) 9 21.

New Century was an “especially aggressive” independent mortgage company that ranked
among the leaders in subprime loan originations. FCIC 89. Historically loan originators
“avoided making unsound loans because they would be stuck with them in their loan portfolios.”
Id. at 7. But like other originators, by the mid-2000s New Century regularly made subprime
loans based on questionable underwriting and then sold those loans to investment banks and
other secondary market purchasers, including Morgan Stanley, which securitized them. Licata
Dep. at 47, Lindsay Dep. at 93. Like many loan originators, New Century relied on three
“channels” to originate loans — the retail, correspondent, and broker channels. Riddiough 7 32.8
The vast majority of New Century’s loans were originated through the broker channel, which

“originated loans through a network of independent mortgage brokers.” 1d. In 2005, the broker

8 The retail channel, operating under the name Home123 Corporation, directly lent to consumers and to
builders. Riddiough 1 32. New Century’s Wholesale Division ran the correspondent and the broker channels.
Through the correspondent channel, the Wholesale Division “purchased loans that had already been funded by other
entities known as ‘correspondent lenders.”” Id.



Case 1:12-cv-07667-VEC-GWG Document 230 Filed 05/14/15 Page 5 of 50

channel accounted for approximately 71 percent of New Century’s loans. Id. { 33; see also
Ayres {1 39-40.

Brokers who originated loans were truly “independent,” meaning that after they had
written a loan with particular terms, they could shop the loan around to find an originator willing
to fund it. See Reardon Decl. Ex. 9, McKay Dep. at 99. Brokers could determine whether a loan
would likely meet New Century’s guidelines by entering data regarding the borrower and the
loan into a computer program known as “FastQual,” which would apply “automated
underwriting rules” set by New Century. Id. at 51; see also id. at 131 (“It was really designed to
make sure that the underwriting guidelines were being applied consistently.””). When brokers
had a loan with terms that were not available on FastQual — for example, when they wanted to
qualify a borrower for a loan with an 85 percent LTV but FastQual only provided options up to
80 percent — they could seek an exception from a New Century account executive. Id. at 128-29.
While brokers and internal account managers (who generated direct loans) could be “aggressive”
with respect to underwriting guidelines, an underwriter from New Century approved every loan
that New Century originated, id. at 123-24; the New Century underwriter’s review ranged from
ensuring that the documentation matched the data input into the FastQual system, id. at 124, to
determining whether a particular loan was worth the risk associated with its terms, id. at 129.
Defendants allege that approximately 10 to 25 percent of New Century loans received some sort
of an exception to New Century’s underwriting guidelines. Tr. at 60.°

In order to originate a loan — through any channel — New Century had to be able to fund
the loan. Like most originators, New Century relied on “short-term lines of credit, or ‘warehouse

lines,” from commercial or investment banks.” FCIC 68; see Reardon Decl. Ex. 1 (identifying

o References to “Tr.” refer to the transcript of the April 9, 2015 evidentiary hearing and oral argument.

5
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the banks that provided warehouse loans to New Century, including Bank of America, Barclays
Bank, Bear Stearns, Citigroup, Credit Suisse First Boston, Deutsche Bank, Morgan Stanley, and
UBS).1® The terms of its warehouse loans permitted New Century to make a loan and assign it to
the credit facility, which would then free assets on the facility for New Century’s use. After
New Century had sold the loan (either through a whole loan sale or a securitization), it would be
removed from the ledger of the warehouse line against which it had been assigned. Tr. at 113-
14. The parties appear to dispute the extent to which New Century depended on Morgan
Stanley’s warehouse line in particular, but in general New Century relied on the existence of
warehouse facilities to fund most of the loans that it originated. Cf. Riddiough 1 40-41, Expert
Op. of Patricia A. McCoy in Support of Class Certification (“McCoy”) 22.

C. Morgan Stanley

Morgan Stanley, like many other large investment banks, was heavily involved in the
securitization and sale of residential mortgage-backed securities (“RMBSs”), both as an investor

and as a seller.!* Morgan Stanley was one of a number of banks that had extensive dealings with

10 Both parties’ experts agree that New Century has substantial credit capacity from Wall Street generally and

from Morgan Stanley specifically. See Riddiough § 38 (“New Century’s total credit capacity (including its
warehouse loans and its asset-backed commercial paper facility) increased during the proposed class period, from
$7.4 billion at the beginning of 2004 to $16.9 billion at the time of its final quarterly SEC filing for the period ended
September 30, 2006.”); Expert Op. of Patricia A. McCoy in Support of Class Certification (“McCoy”) 22 (“New
Century relied so heavily on warehouse loans that it had approximately $8.5 billion in warehouse lines from Morgan
Stanley and other Wall Street firms at the end of third quarter 2006.”).

1 Morgan Stanley’s involvement with RMBSs has led to a bevy of lawsuits (many unsuccessful) asserting
claims arising from the collapse of the housing market. See, e.g., Stratte-McClure v. Morgan Stanley, 776 F.3d 94,
96 (2d Cir. 2015) (affirming dismissal of a claim that Morgan Stanley misled its investors by understating its
exposure to the RMBS market); In re Morgan Stanley Mortg. Pass-Through Certificate Litig., 23 F. Supp. 3d 203,
205 (S.D.N.Y. 2014) (describing “alleged violations of the Securities Act of 1933 . .. in connection with purchases
of certain issuances, including purchases of certificates from [a] Morgan Stanley Mortgage Loan Trust”); Nat’l
Credit Union Admin. Bd. v. Morgan Stanley & Co., No. 13-CV-6705(DLC), 2014 WL 241739, at *1 (S.D.N.Y. Jan.
22, 2014); Emps. Ret. Sys. of Gov't of V.I. v. Morgan Stanley & Co., 814 F. Supp. 2d 344, 348-49 (S.D.N.Y. 2011)
(describing plaintiffs’ allegations that “Morgan Stanley had direct, inside, non-public information regarding the
deteriorating quality of New Century’s loans” but failed to downgrade the credit ratings of affected collateralized
debt obligations (“CDOs™)); In re MBIA, Inc., Sec. Litig., 700 F. Supp. 2d 566, 572 (S.D.N.Y. 2010); Abu Dhabi
Commercial Bank v. Morgan Stanley & Co., 651 F. Supp. 2d 155, 165-66 (S.D.N.Y. 2009). In connection with
allegations regarding the bank’s sale of RMBSs, Morgan Stanley announced in February 2015 “that it had reached a

6
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New Century, as a lender, underwriter of the New Century securitizations, and as purchaser of
New Century’s loans.

The parties sharply dispute the relative significance to New Century’s lending practices
of Morgan Stanley as compared to the other banks. Plaintiffs’ expert, Patricia McCoy, asserted
that Morgan Stanley exerted “singular influence” over New Century. McCoy 22. Defendants’
expert, Timothy Riddiough, disagreed, noting that Professor McCoy did not supply a standard
against which to evaluate the claim of “singular influence,” Riddiough 99 55-56, and that even
she conceded that other banks were the “cause” or “principal cause” of some of the so-called
Combined-Risk loans that New Century made during the class period, id. § 56 (citing Reardon
Decl. Ex. 17, McCoy Dep. at 50, 100-05).

The relationship between Morgan Stanley and New Century was indisputably close,
although it is not clear how it compares to New Century’s relationships with similar banks.
Morgan Stanley officials wrote at the time that “[w]hile they don’t keep specific metrics, we are
clearly [New Century’s] largest and most important counterparty.” Sugnet Decl. Ex. 7. Other
Morgan Stanley-authored materials described Morgan Stanley’s goal “to continue its relationship
with New Century in 2005 by maintaining its status as the #1 whole loan purchaser, #1
warehouse lender, and #1 underwriter on a market share basis.” Sugnet Decl. Ex. 2 at
MS00834840; see also Ex. 3 at MS02685210 (“New Century has approached Morgan Stanley
because we are their number one relationship and they would like to keep us their number one
relationship.”).

The parties dispute the significance of these self-congratulatory documents, but

regardless of whether other banks enjoyed similar relationships with New Century, the record

$2.6 billion settlement with the Justice Department over the sale of mortgage securities before the financial crisis.”
Nathaniel Popper, Bank Settles Federal Case over Crisis in Mortgages, N.Y. TIMES, Feb. 26, 2015, at B3.

7
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makes clear that at least some Morgan Stanley officials believed that their preferences had a
significant impact on New Century’s practices. Morgan Stanley officials described New Century
as “extremely open to our advice and involvement in all elements of their operation,” Sugnet
Decl. Ex. 9, and internal Morgan Stanley documents asserted that “Morgan Stanley is involved
in almost every strategic decision that New Century makes in securitized products” and
described in detail the bank’s “mutually beneficial” relationship with New Century, Sugnet Decl.
Ex. 11 at 6. The synergistic relationship between Morgan Stanley and New Century included the
placement of Morgan Stanley due diligence staff onsite at New Century. Sugnet Decl. Ex. 13 at
387-99; Ex. 14 at 23-24. Contemporaneous Morgan Stanley documents demonstrated some
employees’ understanding that New Century “incorporated many of Morgan Stanley’s best
practices into [its] origination practices,” apparently “[b]ecause Morgan Stanley is such a large
purchaser of loans from New Century.” Sugnet Decl. Ex. 12 at 4.

New Century was receptive to the advice of “investors” writ large, see, e.g., Sugnet Decl.
Ex. 28 at MIM-001152, and was under pressure from the market “to make sales and fund loans,”
id. at MIM-001156. New Century had regular meetings “with Wall Street . . . to obtain their
feedback: what kind of products they wanted, what things New Century was doing that they did
or did not like[,] etc.” Id. at MIM-001158; see also id. at MIM-001161 (New Century officials
would “go to Wall Street and match their products and their loan pools with Wall Street’s
expectations. They would not make any changes internally without making sure [they] complied
with what Wall Street wanted.”). The role of Morgan Stanley in particular, as opposed to
investor demand in general, is a hotly-contested area not suitable for resolution at this stage of

the case.
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1. Residential Mortgage-Backed Securities and Subprime Loans
A. RMBSs
By 2015, most readers are surely familiar with the acronym “RMBS” for “residential
mortgage-backed security.”
RMBS[s] are “a type of asset-backed security — that is, a security whose value is
derived from a specified pool of underlying assets. Typically, an entity (such as a
bank) will buy up a large number of mortgages from other banks, assemble those

mortgages into pools, securitize the pools (i.e., split them into shares that can be
sold off), and then sell them, usually as bonds, to banks or other investors.”

City of Pontiac Policemen’s & Firemen’s Ret. Sys. v. UBS AG, 752 F.3d 173, 177 n.7 (2d Cir.

2014) (quoting Litwin v. Blackstone Grp., L.P., 634 F.3d 706, 710 n.3 (2d Cir. 2011)).
RMBSs can be aggregated into [collateralized debt obligations (“CDOs”)] which
are sold in “tranches” based on priority of entitlement to the cash flow. Each
tranche of a given RMBS is exposed to the same pool of mortgages, but lower
tranches sustain losses before higher tranches in the event that mortgages in the

pool default or do not meet payment deadlines. CDOs are similarly divided into
higher and lower tranches.

Stratte-McClure v. Morgan Stanley, 776 F.3d 94, 97 n.2 (2d Cir. 2015).

During the so-called “housing bubble,” Wall Street banks exhibited a “quenchless
appetite for high-priced, [risky] loans for use in residential mortgage-backed securitization.”
McCoy 17; see also Riddiough § 14 (“[ T]he aggregate value of non-Agency residential mortgage
loan securitizations increased from $50 million in 1995 to $1.2 billion in 2005.”). Loan
originators — the entities that made mortgage loans to homeowners — sold residential mortgage
loans to investment banks (such as Morgan Stanley); the investment banks in turn bundled the
loans into RMBSs that were sold on the secondary market. McCoy 17-18.

Plaintiffs claim that “Wall Street’s insatiable demand for high-priced loans caused
lenders to cut corners to qualify borrowers however they could.” 1d. at 19 (citing Clifford V.

Rossi, Anatomy of Risk Management Practices in the Mortgage Industry: Lessons for the Future
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36 (Research Institute for Housing America 2010)). Regardless of whether the originators “cut
corners,” the demand for RMBSs, among other factors, “led to a significant expansion in the
U.S. mortgage market generally, and the subprime mortgage loan market specifically.”
Riddiough 1 26. Plaintiffs postulate that satisfying the appetite for RMBSs “required expanding
mortgage lending to borrowers who could not repay.” McCoy 19; see also id. at 24 (“During the
housing bubble, investors including Morgan Stanley also pressed [loan originators] to deliver
increasingly higher volumes of subprime loans.”).*?

At least in part to accommodate prospective homeowners who could less clearly afford
the homes that they wished to buy, loan originators increased the number of offerings with terms
designed to lower the initial cost of a home; these offerings typically offset their lower initial
cost by passing the risk of increases in interest rates onto the homeowners. 1d. at 24-25.
Although they would not make loans to people whom the originators knew to be unable to repay,
loan originators “evaluated [people’s] ability to repay based solely on the initial payment,
without regard to subsequent payment shock,” “used stated-income and other types of reduced

99 ¢

documentation underwriting to mask weak income or assets,” “relied on inflated appraisals as a
way to artificially inflate loan-to-value ratios,” “stretch[ed] [their] underwriting guidelines, . . .
approv[ed] exceptions to [their] underwriting guidelines and . . . approv[ed] loans that did not
make ‘sense.”” Id. at 25; see also Reardon Decl. Ex. 3, Shane M. Sherlund, The Past, Present,
and Future of Subprime Mortgages 2 (Fin. & Econ. Discussion Series Divs. of Research & Stats.

and Monetary Affairs, Fed. Reserve Bd., Washington, D.C., Working Paper No. 2008-63, Nov.

2008) (“Sherlund”).

12 Of course, purchasers of RMBSs would undoubtedly argue that there would not have been such an outsized
demand had the purchasers known of the poor quality of the loans that were being bundled into RMBSs.

10
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B. “Combined-Risk” Loans
The Plaintiffs seek to certify a class of borrowers who received what they describe as
“Combined-Risk” loans. They further define these loans as:

loans that meet the definition of high-cost loan under [the] HMDA and also contain
two or more of the following high-risk terms: (a) the loan was issued based upon
the “stated income,” rather than the verified income, of the borrower; (b) the debt-
to-income ratio exceeds 55%; (c) the loan-to-value ratio is at least 90%; (d) the loan
has an adjustable interest rate; () the loan has “interest only” payment features; (f)

the loan has negative loan amortization features; (g) the loan has “balloon” payment
features; and/or (h) the loan imposes prepayment penalties.

Compl.  34. Each of the potential components of a Combined-Risk loan bears some
explanation.
1. High-Cost Loans

During the relevant time period, the HMDA defined “high-cost loans™ as loans whose
annual percentage rate was at least 3 percentage points (for loans secured by a first lien on a
dwelling) or 5 percentage points (for loans secured by a subordinate lien on a dwelling) higher
than the yield on Treasury securities having comparable maturity periods. Home Mortgage
Disclosure, 67 Fed. Reg. 43218, 43223 (June 27, 2002) (amending 12 C.F.R. § 203.4(a)).*
Essentially, the “high-cost” component of a “combined-risk loan”” means that the interest rate on
the loan is substantially higher than the market interest rate on loans made to well-qualified
borrowers.

In isolation, high “interest rates increase the risk of default and foreclosure because they
raise the borrowers’ monthly payments, putting added strain on often tight family budgets.”
McCoy 8. While borrowers who were deemed poor risks qualified only for very high interest

rates, a substantial portion of homebuyers who obtained subprime loans were actually eligible for

13 The regulation currently in force includes loans with rates only 1.5 percentage points higher than the prime
rate for first liens and 3.5 percentage points higher for subordinate liens. See 12 C.F.R. § 203.4(a)(12)(i).

11
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prime rates but were steered to more expensive subprime loans. 1d. at 8 n.15 (collecting sources
identifying the percentage of subprime borrowers who qualified for prime loans at somewhere
between 10 and 55 percent). The value to lenders of high interest rate loans is obvious —
controlling for other factors (such as the risk that the borrower would default), the higher the
interest rate, the higher the return for risking the same capital.
2. Stated-Income Loans

“Stated-income” loans were “known to the knowing as ‘liars’ loans’ because in a stated-
income loan the lender accepts the borrower’s statement of his income without trying to verify
it.” United States v. Phillips, 731 F.3d 649, 651 (7th Cir. 2013) (en banc); see also Black’s Law
Dictionary 1079 (10th ed. 2014). Requiring little or no documentation to support a borrower’s
claimed income “opens the mortgage window to large numbers of borrowers who would not
qualify ordinarily.” McCoy 10 (quoting Michael LaCour-Little and Jing Yang, Taking the Lie
out of Liar Loans: The Effect of Reduced Documentation on the Performance and Pricing of Alt-
A and Subprime Mortgages 26 (working paper, Annual AREUEA Conference Paper, 2010)).
Not requiring a borrower to supply documentation verifying his or her income has no effect on
the risk of default if the borrower is truthful, but the practice permits borrowers who exaggerate
or lie about their income to obtain mortgages that exceed their means (and for which they might
otherwise be ineligible). Accordingly, Plaintiffs contend that “low-documentation loans
substantially raised default rates during the housing bubble.” Id. (collecting sources); but see
Reardon Decl. Ex. 5, Morgan J. Rose, Predatory Lending Practices and Subprime Foreclosures:
Distinguishing Impacts by Loan Category, 60 J. ECON. & Bus. 13, 28 (2008) (“Low- or no-
documentation for refinances is generally associated with significantly greater probabilities of

foreclosure. In contrast, low- or no-documentation is associated with lesser probabilities of

12
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foreclosure for purchase [Fixed Rate Mortgages (‘FRMs’)], and has no significant effects for
purchase [Adjustable Rate Mortgages (‘ARMs’)]”).

Unlike high interest rates, which have an intuitive appeal to the lenders and to the
secondary market, stated income loans lack any features that recommend them to lenders or the
secondary market, and the risks associated with such loans make them generally less desirable
than a fully documented loan. See Sherlund 16. Accordingly, some investment banks sought to
minimize the percentage of no- or low-documentation loans that could be included in a pool of
loans being purchased. Riddiough  97. Still, “the share of fully documented subprime variable-
rate mortgages declined from around 75 percent in 2000 to around 60 percent in 2005-2006.”
Sherlund 2.

3. Debt-to-Income Ratios over 55 Percent

The debt-to-income (“DTI”) ratio “is the ratio of the borrower’s monthly debt obligations
to his or her monthly income.” McCoy 9. Plaintiffs offer strong evidence that “higher DTI
ratios are positively correlated with higher defaults.” Id. The 55 percent threshold is quite high
—in 2013, in the wake of the housing crisis, the federal government imposed a rule that, for
qualified mortgages, a “consumer’s total monthly debt payments [including not only mortgage
debt, but all debt] cannot exceed 43 percent of the consumer’s total monthly income.” Ability-
to-Repay and Qualified Mortgage Standards under the Truth in Lending Act, 78 Fed. Reg. 6408,
6505 (Jan. 30, 2013);'* see also McCoy 9-10 (citing, inter alia, the Federal Reserve Board of
Governors for the proposition “that loans exceeding a debt-to-income ratio of 55% are inherently

risky”). There is no intuitive reason for a lender or the secondary market to prefer high-DTI

14 This rule actually raised the maximum DTI, which had previously been 36 percent. Ability-to-Repay and

Qualified Mortgage Standards under the Truth in Lending Act, 78 Fed. Reg. at 6416.
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loans to the same loan with a lower DTI; in fact, a rational lender or investor would be expected
to prefer a low-DTI loan to an identical loan with a higher DTI ratio.
4. Loan-to-Value Ratios over 90 Percent

The LTV ratio of a residential mortgage loan is the ratio of the principle amount of the
loan to the value of the home. When LTV ratios are low, borrowers “usually do not default . . .
because they can retire their mortgages by selling their houses.” McCoy 11. “But as their LTV
ratios mount and approach 100%, their ability to pay off their mortgage by selling their house
diminishes once transaction costs are taken into account.” 1d.; see also Sherlund 16 (“Assuming
the mortgage had a higher loan-to-value ratio . . . default rates would be higher.”). Insofar as
LTV ratios affect default rates, it is not because the LTV ratio, standing in isolation, affects
borrowers’ ability to make monthly payments; for the subset of borrowers who ultimately want
to sell or refinance their mortgages, however, a high LTV ratio can prevent refinance and can
make a sale difficult or impossible. When the mortgages on a particular home exceed the value
of the home (i.e., the combined LTV ratio exceeds 100 percent), the borrower is said to be
“underwater.” “Starting in 2007, virtually no lender was willing to refinance an underwater
mortgage.” McCoy 11. Nevertheless, “average combined loan-to-value (CLTV) ratios on
subprime variable-rate mortgages rose from less than 80 percent in 2000 to over 85 percent in
2005-2006, partly as a result of the more widespread use of piggyback mortgages.” Sherlund
2_15

As with high DTI ratios, there is no intuitive reason for a lender or the secondary market
to prefer high-LTV loans to the same loan with a lower LTV. Because LTV ratios depend on the

value of the collateral held by the lender — the more valuable the home, the lower the ratio given

15 Of course, other factors — notably, stagnating or falling housing values — greatly exacerbated the risk
inherent in a loan with a high CLTV ratio. Sherlund 3.
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the same loan amount — given a choice between otherwise-identical loans, lenders and the
secondary market would choose a loan with a lower LTV ratio. See McCoy 11; Riddiough { 97.
5. Adjustable Interest Rates

Whereas FRMs maintain the same interest rate throughout the term of the loan, ARMs
adjust the interest rate based on a pre-specified index. “During the period at issue in this case,
the most common type of [ARM] was a hybrid ARM,” such as a so-called 2/28 or 3/27 loan.
McCoy 12. In a 2/28 loan, the interest rate would be fixed for the first two years and
periodically adjustable for the remaining 28. 1d. “Hybrid ARMs put the interest rate risk on the
borrower, with the attendant hidden risk of payment shock — the risk that monthly payments will
rise dramatically upon rate reset. During the housing bubble, many subprime hybrid ARMs had
initial rate resets of three percentage points, resulting in increased monthly payments of as much
as fifty percent.” Id. As long as housing prices were rising, borrowers could offset any
“payment shock” by selling or refinancing their home. Id. But “[i]n an environment of stagnant
to falling house prices and stricter underwriting standards, households facing potentially higher
mortgage payments due to a mortgage rate reset [found] prepayment [to be] more difficult,
thereby increasing the ultimate chances of default.” Sherlund 10. In general, “[b]orrowers with
variable-rate loans have riskier characteristics than those with fixed-rate loans, and riskier loans
are more likely to default than to prepay.” Id. at 8.

Perhaps because ARMs placed the risk of rising interest rates on the borrowers, they were
a preferred product for Wall Street; investment banks purchasing loans from originators would
include conditions requiring a minimum percentage of loans in a pool to be ARMs. Riddiough
{1 100 (a Barclays bid sheet specified that “at least 77.66% of the loans were be ARMs,” while
Morgan Stanley’s specified that “77.91% of the loans were to be ARMs,” and DLJ Mortgage

Capital’s provided that “at least 78% of the loans were to be ARMs.”).
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6. “Interest Only” Payment Features

Loans with “interest only” features do not fully amortize the principal over the term of
the loan; borrowers pay only interest during an initial period (usually six months to three years).
McCoy 12. “Interest only” features were pitched as “affordability features” that lowered the
initial cost of a loan so that it would be accessible to people who might otherwise not be able to
obtain a loan. FCIC 111. Of course, the “interest only” period ultimately ended, and at that
point the payments would increase because amortized portions of the principal were then
included. McCoy 13. Borrowers who calculated whether they could afford to obtain a particular
loan were at risk of agreeing to a loan with manageable payments initially, only to be unable to
make the larger payments required once the initial interest-only period expired. This problem
was exacerbated when an ARM with an artificially low rate for the initial period took on
“interest only” attributes. Id.; FCIC 111. Accordingly, Plaintiffs contend that “interest-only
loans originated during the housing bubble had much higher default propensities following recast
than comparably seasoned traditional fixed-rate and adjustable-rate loans.” McCoy 13.

“Interest only” loans decreased a secondary market purchaser’s liquidity; accordingly,
investment banks and secondary market purchasers sought to limit the percentage of “interest
only” loans that they purchased. See Sugnet Decl. Ex. 46.

7. Negative Amortization

In a negative amortization loan, the borrower makes no payments towards the principal
(and sometimes part of the interest) during a specified introductory period. After the conclusion
of the introductory period, the unpaid balance would be re-capitalized, “the amortization
schedule [would be] reset[,] and the borrower [could be] left with potentially unaffordable
minimum payments that reflect[ed] the capitalization of unpaid interest, as well as a principal

balance that potentially exceed[ed] the value of the real estate used as security.” Wallace v.
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Midwest Fin. & Mortg. Servs., Inc., 714 F.3d 414, 417 (6th Cir. 2013); see also Wyo. State
Treasurer v. Moody’s Investors Serv., Inc. (In re Lehman Bros. Mortg.-Backed Sec. Litig.), 650
F.3d 167, 173 n.2 (2d Cir. 2011). Because of the re-capitalization after the introductory period,
the principal could exceed the value of the property at the time of the initial purchase; even
steady housing prices could leave a borrower underwater. Plaintiffs’ expert found that
“[r]esearchers who have studied the question agree that nonamortizing and negative amortization
features increase the chance of default.” McCoy 13 (collecting sources). The parties do not
discuss whether investment banks and secondary market purchasers sought to purchase or to
avoid negative amortization loans.
8. “Balloon” Payment Features

In so-called “balloon loans,” a borrower does not fully amortize the principal while
making regular payments; instead, either at the end of the term or periodically throughout the
loan, the borrower must make a “balloon payment” that is “much larger than earlier [monthly]
payments” to cover the portions of the principal not amortized up to that point. Black’s Law
Dictionary 1078 (10th ed. 2014).1° Plaintiffs allege that these loans were “used to qualify cash-
strapped borrowers during the subprime boom due to their lower payments.” McCoy 13.
Borrowers who were only able to afford a loan because of the artificially low initial cost could be
expected to struggle when faced with making a one-time payment of the difference between the
apparent cost of the loan (as reflected in the monthly payments) and the actual cost of the loan.
Id. Accordingly, “[b]alloon loans are also associated with a higher risk of default and

foreclosure.” ld. Balloon payments are viewed as an “abusive feature” of subprime loans.

16 One common type of “balloon loan” was the 40/30 loan, in which the loan was amortized over a 40-year
period, but the borrower would make regular payments for only the first 30 years, at which point the borrower would
owe a “balloon payment” that would extinguish the remaining principal balance of the loan. Adam J. Levitin &
Susan M. Wachter, Explaining the Housing Bubble, 100 Geo. L.J. 1177, 1200 n.70 (2012).
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Reardon Decl. Ex. 4, Wei Li & Keith S. Ernst, The Best Value in the Subprime Market: State
Predatory Lending Reforms 2 (Ctr. for Responsible Lending Feb. 23, 2006) (“Li & Ernst”).
Balloon payments were typically due ten years after a loan’s origination. Rose 28. While there
is a clear incentive for borrowers facing a balloon payment to refinance the loan, borrowers who
could not refinance — because of declining housing prices, their lower viability as a borrower, or
for any other reason — would face a large payment shock. On the other hand, banks preferred
balloon loans to traditional loans with similar terms, believing that balloon loans led to greater
liquidity. Sugnet Decl. Ex. 37.
9. Prepayment Penalties

One of the better-known features of many subprime loans written during the housing
bubble, a prepayment penalty is a “charge assessed against a borrower who elects to pay off a
loan before it is due.” Black’s Law Dictionary 1314 (10th ed. 2014). With a prepayment
penalty, the lender was guaranteed a period of time — typically one to five years — during which
the borrower could not refinance or pay off the loan without incurring a one-time cost.
Borrowers would be “lock[ed] into [such] loans.” McCoy 14. Defendants claim that this feature
was present in approximately 99.5 percent of the loans in the putative class. Tr. at 148. The
parties dispute the effects of prepayment penalties on an individual borrower’s likelihood of
default. Plaintiffs assert that prepayment penalties increased the risk of default by preventing
refinancing, which was a common borrower maneuver to avoid default, id., while Defendants
point to authority indicating that — perhaps because such penalties were associated with more
favorable interest rates — prepayment penalties did not cause defaults, see, e.g., Sherlund 10;
Rose 28. Defendants also note that even Plaintiffs’ expert found only that large prepayment

penalties increased the likelihood of default, Report of Martha Courchane (“Courchane’), Dkt.
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205, 1 60 (citing McCoy Dep. at 171-72), and that Michigan law forbade prepayment penalties
that were “large” under McCoy’s definition, id.; see also Tr. at 150.

Because prepayment penalties provided a degree of stability and certainty as to the
schedule of repayment, lenders sought to ensure that any pool of loans that they purchased would
include a high percentage of loans — often around 75 percent — that included prepayment
penalties. See Riddiough § 100.

C. Secondary Market for Subprime Loans

During the period leading up to the collapse of the housing market, low interest rates and
low inflation led to an increasing demand for mortgage loans. Although loan originators mostly
sold whole loans, they also securitized a rapidly-increasing percentage of the loans that they
originated. Riddiough { 14. Investment banks — including (but not exclusively) Morgan Stanley
—would underwrite these offerings. McCoy 28, Shapiro Dep. at 167. Whether securitized by the
originators or sold to investment banks that securitized them, most of the subprime loans that
were originated during the housing boom were sold to third party financial institutions. Cf. City
of Ann Arbor Emps. Ret. Sys. v. Citigroup Mortg. Loan Trust Inc., 703 F. Supp. 2d 253, 255
(E.D.N.Y. 2010). Banks that bought whole loans typically securitized the loans and sold the
components to investors that “rang[ed] from small cities in Norway to large Chinese banks.”
McCoy 17.

Plaintiffs assert that Morgan Stanley “was the largest purchaser of whole loans originated
by New Century” during the relevant period. Id. at 27 (citation omitted); see also Sugnet Decl.
Ex. 23, Shapiro Dep. at 167. While the parties do not agree as to the best method of measuring
influence, it is clear that Morgan Stanley purchased many fewer loans in 2005 than in the
immediately preceding years (and the following year). See Riddiough 11 43-47. Defendants

ascribe this downturn to competition in the marketplace, asserting that Morgan Stanley was
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unwilling to pay what its competitors paid for New Century’s loans during that time period.
Shapiro Dep. at 48-50, Tr. at 67-609.

“Forward sales” accounted for over 90 percent of the whole loans that New Century sold.
Sugnet Decl. Ex. 4, Licata Dep. at 24. In a “forward sale,” an investment bank would agree with
New Century on a price for a pool of whole loans (many of which may not yet have been
written) that would contain specific characteristics as set forth in a “bid sheet.” 1d. at 23-29. The
parties would reach an agreement on price either through “open bids,” pursuant to which New
Century would reveal the characteristics of a loan pool and allow the banks to bid on the pool, or
through “reverse inquiries,” pursuant to which an investment bank would indicate what sort of
loans it wanted and how much it was willing to pay for such a pool. Id. at 28-29. The
purchasing investment bank and New Century would finalize an agreement and terms; those
terms generally set ceilings or floors on certain terms being represented in the loans in the pool
(e.g., at least 85 percent of the loans must be adjustable rate loans; no more than 42.5 percent
could be no-documentation loans). See Sugnet Decl. Exs. 46, 48; Kaplan Dep. at 127.

Because forward sales accounted for such a high proportion of New Century’s
transactions, New Century had an incentive to originate loans the terms of which were desirable
to the purchasing investment banks. Cf. FCIC 105 (““The definition of a good loan changed
from ‘one that pays’ to ‘one that could be sold,”” Patricia Lindsay, formerly a fraud specialist at
New Century, told the FCIC.”).

I11.  Disparate Impact of New Century’s Practices

While it is not the focus of the pending dispute, the parties also disagree as to the effects
of the lending practices in which New Century engaged. In a comprehensive regression analysis
controlling for borrower characteristics, Plaintiffs’ expert, Professor [an Ayres, found that “[i]n

the Detroit region, the [likelihood] that an African-American borrower would receive a
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Combined-Risk Loan was 1.347 times greater than that of a non-Hispanic white borrower in the
Detroit region with similar characteristics;” this conclusion was “statistically significant at the
99% confidence level.” Ayres 4 12. Moreover, Plaintiffs assert that “[t]hese disparities persist
when measured only for New Century loans purchased by Morgan Stanley.” 1d. 1 14. Ayres
controlled for fifteen variables “that might provide business justified, non-discriminatory
explanations for the product placement (such as credit score, loan-to-value ratio, loan purpose,
and the occupancy and property type),” id. § 73, and determined that — as to New Century-
originated loans purchased by Morgan Stanley and as to all New Century-originated loans —
African-American borrowers were statistically more likely to receive a Combined-Risk loan.
IV.  Procedural History of this Case

Plaintiffs initiated this action in October 2012, and it was assigned to Judge Harold Baer,
Jr. In December 2012 Defendants moved to dismiss the case, asserting that the case was barred
by the statute of limitations and challenging the viability of Plaintiffs’ theory of the case. Judge
Baer granted the motion in part but permitted Plaintiffs’ FHA claims to proceed on the theory
that Morgan Stanley’s policies caused New Century to make Combined-Risk loans. Adkins v.
Morgan Stanley, No. 12-CV-7667, 2013 WL 3835198, at *3 (S.D.N.Y. July 25, 2013) (“Adkins
I””). The case was reassigned to the Undersigned following Judge Baer’s death in 2014.

DISCUSSION
In June 2014, Plaintiffs moved for class certification, seeking to certify a class of “all

African-American individuals who, between 2004 and 2007, resided in the Detroit region . . . and
received Combined-Risk Loans from New Century,” Compl. § 229, for the purposes of
determining liability and “crafting appropriate injunctive and declaratory relief,” id.  226.
Although the Complaint left doubt as to what type of class the Plaintiffs sought to certify,

Plaintiffs’ briefing makes clear that they seek to certify a class under Rule 23(b)(3).
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. Class Certification under Rule 23(b)(3)

A. Legal Standard

“‘The class action is an exception to the usual rule that litigation is conducted by and on
behalf of the individual named parties only.”” Sykes v. Mel S. Harris & Assocs., LLC, 780 F.3d
70, 79 (2d Cir. 2015) (quoting Wal-Mart Stores, Inc. v. Dukes, 564 U.S. ---, ---, 131 S. Ct. 2541,
2550 (2011) (other quotation marks omitted)). “A district court may only certify a class if it
determines that each Rule 23 requirement is met.” Levitt v. J.P. Morgan Sec., Inc., 710 F.3d
454, 464 (2d Cir. 2013). “The party seeking class certification bears the burden of establishing
by a preponderance of the evidence that each of Rule 23’s requirements have been met.”
Johnson v. Nextel Commc 'ns Inc., 780 F.3d 128, 137 (2d Cir. 2015).

A district court may certify a class only if the class meets all of the requirements of Rule
23(a) and the relevant requirements of Rule 23(b) — in this case, the requirements of
predominance and superiority set out in Rule 23(b)(3). “Regardless of whether class certification
is contested, a court may not certify a putative class unless it has performed a ‘rigorous analysis’
and determined that each of Rule 23’s requirements has been met.” Animal Science Prods. v.
Hebei Welcome Pharm. Co. Ltd. (In re Vitamin C Antitrust Litig.), 279 F.R.D. 90, 98 (E.D.N.Y.
2012) (quoting Gen. Tel. Co. of SWv. Falcon, 457 U.S. 147, 161 (1982)). This “rigorous
analysis” sets a higher standard than “a mere pleading standard,” Ohio Public Emps. Ret. Sys. v.
Gen. Reinsurance Corp. (In re AIG Sec. Litig.), 689 F.3d 229, 237 (2d Cir. 2012) (quotation
marks omitted).

A class action is appropriate:

only if (1) the class is so numerous that joinder of all members is impracticable; (2)

there are questions of law or fact common to the class; (3) the claims or defenses

of the representative parties are typical of the claims or defenses of the class; and

(4) the representative parties will fairly and adequately protect the interests of the
class.
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Fed. R. Civ. P. 23(a). In addition to meeting the requirements of Rule 23(a), to certify a class
pursuant to Rule 23(b)(3), a plaintiff must establish that “both (1) ‘questions of law or fact
common to class members predominate over any questions affecting only individual members,’
and (2) ‘a class action is superior to other available methods for fairly and efficiently
adjudicating the controversy.”” Roach v. T.L. Cannon Corp., 778 F.3d 401, 405 (2d Cir. 2015)
(quoting Fed. R. Civ. P. 23(b)(3)). ““While the text of Rule 23(b)(3) does not exclude from
certification cases in which individual damages run high, the Advisory Committee had
dominantly in mind vindication of the rights of groups of people who individually would be
without effective strength to bring their opponents into court at all.””” Sykes, 780 F.3d at 81
(quoting Amchem Prods., Inc. v. Windsor, 521 U.S. 591, 617 (1997)). Although Rule 23(b)(3)

““does not require a plaintiff seeking class certification to prove that each element of her claim is

susceptible to classwide proof,”” id. (quoting Amgen Inc. v. Conn. Ret. Plans & Trust Funds, 568

“imposes a ‘far more demanding’ inquiry into the common issues which serve as the basis for
class certification” than does Rule 23(a), id. (quoting Amchem, 521 U.S. at 623-24).
Determining whether to certify a class under Rule 23 will frequently require some

evaluation of the merits of the plaintiffs’ underlying claim. Comcast Corp. v. Behrend, 569 U.S.

not to adjudicate the case; rather, it is to select the ‘method’ best suited to adjudication of the
controversy ‘fairly and efficiently.”” Amgen, 133 S. Ct. at 1191, see also Fezzani v. Bear,
Stearns & Co., 777 F.3d 566, 570 (2d Cir. 2015) (““Merits questions may be considered to the
extent — but only to the extent — that they are relevant to determining whether the Rule 23

prerequisites for class certification are satisfied.”””) (quoting Amgen, 133 S. Ct. at 1194-95).

23



Case 1:12-cv-07667-VEC-GWG Document 230 Filed 05/14/15 Page 24 of 50

B. Plaintiffs’ Motion for Class Certification Is Denied

Plaintiffs” motion to certify a class of African-American borrowers in the Detroit area
who received Combined-Risk loans suffers from Plaintiffs’ delineation of such loans. Plaintiffs’
definition of a Combined-Risk loan is essentially a fast-food-menu approach (requiring a high-
cost mortgage as defined in the HDMA from Column A and two or more risk factors from
Column B). This definition yields 247 different potential combinations of the factors identified
by Plaintiffs (the “risk factors”), 33 of which actually existed in at least one loan made by New
Century to a putative class member, see Tr. at 55. The risk factors on which Plaintiff has chosen
to focus are clearly distinct and each affects borrowers differently — and the manner in which
each risk factor affects a borrower is context-dependent. Moreover, the “context” that informs
the harm (or benefit) caused by a particular risk factor includes the presence or absence of other
risk factors. The reality of how the risk factors combine means that each of the 33 combinations
of risk factors that actually appeared in a Combined-Risk loan requires a separate analysis with
respect to the merits of Plaintiffs’ action. The multiplicity of categories of loans presents a
number of obstacles to class certification, not least of which is the difficulty in identifying
plaintiffs whose claims are “typical” of the 33 differently-situated subsets of borrowers that exist
in Plaintiffs’ class and the difficulty in identifying common questions that predominate over
individualized inquiries.” The Court also doubts “whether ‘law or fact questions common to the

class predominate over questions affecting individual members.”” Fezzani, 777 F.3d at 569

e As discussed infra, the number of relevant subsets may substantially exceed 33, particularly if the Court
were to view as differently-situated borrowers whose loans were included, for example, in a reverse-bid initiated by
Morgan Stanley, in a forward sale pursuant to a standard bid won by Morgan Stanley, or in a sale to Morgan Stanley
after the loan was made. Furthermore, each permutation could have different subgroups, depending on the timing of
the purchase — Morgan Stanley may have exerted greater influence over New Century’s practices, for example, in
2004 than it did in the first half of 2005 (when it did not win a single bid to purchase mortgages from New Century).
Every additional meaningful distinction could yield another 33 subgroups of differently-situated borrowers.
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(quoting Miles v. Merrill Lynch & Co. (In re Initial Public Offerings Sec. Litig.), 471 F.3d 24, 32
(2d Cir. 2006)). Ultimately, the Court has concluded that a class action is inappropriate.
1. Rule 23(a) Factors
a. Plaintiffs Are Sufficiently Numerous

“To meet the requirements of Rule 23(a)(1), the class must be so large that joinder of all
members would be impracticable.” Mclntire v. China MediaExpress Holdings, 38 F. Supp. 3d
415, 423 (S.D.N.Y. 2014) (quotation marks omitted). “Numerosity is presumed for classes
larger than forty members.” Penn. Public Sch. Emps. Ret. Sys. v. Morgan Stanley & Co., 772
F.3d 111, 120 (2d Cir. 2014). This requirement, however, “is not strictly mathematical but must
take into account the context of the particular case, in particular whether a class is superior to
joinder based on other relevant factors including: (i) judicial economy, (ii) geographic
dispersion, (iii) the financial resources of class members, (iv) their ability to sue separately, and
(v) requests for injunctive relief that would involve future class members.” Id. In this case,
Plaintiffs have proven that the class will likely exceed 4,600 individuals with minimal financial
resources; the numerosity requirement is clearly satisfied.

b. There May Be Common Questions of Law and Fact

The commonality “element requires the existence of both at least one question common
to the class, and also that a class action ‘has the capacity to generate common answers apt to
drive the resolution of the litigation.”” Gulino v. Bd. of Educ. of City Sch. Dist. of City of N. Y.,
No. 96-CV-8414(KMW), 2013 WL 4647190, at *6 (S.D.N.Y. Aug. 29, 2013) (quoting Dukes,
131 S. Ct. at 2556) (alteration omitted, emphasis in original), aff’d 555 F. App’x 37 (2d Cir.
2014). Commonality requires a “‘common contention [that] must be of such a nature that it is
capable of classwide resolution — which means that determination of its truth or falsity will

resolve an issue that is central to the validity of each one of the claims in one stroke.”” Id.
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(quoting Dukes, 131 S. Ct. at 2251) (emphasis in Sykes). Nevertheless, “Rule 23(a)’s
requirement of commonality is a low bar, and courts have generally given it a ‘permissive
application.”” Brown v. Am. Honda (In re New Motor Vehicles Can. Export Antitrust Litig.), 522
F.3d 6, 19 (1st Cir. 2008) (quoting 7A Charles Alan Wright, Arthur R. Miller, Mary Kay Kane,
Federal Practice and Procedure § 1763, at 221 (3d ed. 2005)).

In this case, Plaintiffs have identified a number of material questions that they believe are
susceptible to generalized answers. Questions pertaining to Morgan Stanley’s influence in
shaping New Century’s lending decisions, for example, may be susceptible to resolution as to the
class as a whole.'® This does not mean that Morgan Stanley will be liable to the entire class, but
it means that the questions whether and to what extent Morgan Stanley controlled New Century
and therefore is liable for its loans may be susceptible to classwide resolution. Plaintiffs’ theory
of Morgan Stanley’s liability is essentially a market-based approach, analogous to the Basic
presumption in securities fraud actions; their claims are thus likely to rise or fall as a class. Cf.
Halliburton v. Erica P. John Fund, Inc., 573 U.S. ---, ---, 134 S. Ct. 2398, 2416 (2014).
Similarly, Plaintiffs believe that any disparate impact of New Century’s lending practices on
African-Americans is likely to be subject to one (or several) proofs across the class, and the
disparate impact analysis will not hinge on the varying circumstances pertaining to individual
loans. See Ayres 1 12, 82. The existence of such a large-scale disparate impact study —
irrespective of whether its results are ultimately accepted by the factfinder — can be a powerful
argument in support of commonality. See, e.g., Stockwell v. City & Cnty. of S.F., 749 F.3d 1107,
1115 (9th Cir. 2014) (“If those effects amount to a disparate impact . . . it will be so for all class

members or for none; their claims rise and fall together.”).

18 The existence of some individualized issues is irrelevant to the question of commonality, although it
weighs heavily in the predominance inquiry.
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Defendants do not address the question of commonality head-on; they argue instead that
any common questions do not “predominate” over the individual questions at issue in the case;
the Court agrees, as discussed in Part 11.B.2.a. The Court addresses commonality further in the
context of its predominance discussion.

c. Plaintiffs’ Claims Are Not Typical of the Putative Class®

“Typicality requires that the claims or defenses of the class representatives be typical of
the claims or defenses of the class members.” Brown v. Kelly, 609 F.3d 467, 475 (2d Cir. 2010)
(citing Fed. R. Civ. P. 23(a)(3)). “Rule 23(a)(3) is satisfied when ‘the claims of the class
representatives are typical of those of the class, and when each class member’s claim arises from
the same course of events, and each class member makes similar legal arguments to prove the
defendant’s liability.”” Vincent v. Money Store, 304 F.R.D. 446, 455 (S.D.N.Y. 2015) (quoting
Marisol A. v. Giuliani, 126 F.3d 372, 376 (2d Cir. 1997)) (alteration omitted). “The central
feature for typicality is that plaintiffs assert ‘that defendants committed the same wrongful acts in
the same manner, against all members of the class,” and the court looks ‘not at the plaintiffs’
behavior, but rather at the defendant’s actions.”” Fort Worth Emps. Ret. Fund v. J.P. Morgan
Chase & Co., 301 F.R.D. 116, 132 (S.D.N.Y. 2014) (quoting Tsereteli v. Residential Asset
Securitization Trust 2006-A8, 283 F.R.D. 199, 208 (S.D.N.Y. 2012)).

Defendants assert two bases for their claim that the five representative plaintiffs are not

typical of the class. First, they assert that each of the plaintiffs is subject to a particularly strong

19 “[T]he Supreme Court has acknowledged that, in certain ‘contexts, the commonality and typicality

requirements of Rule 23(a) tend to merge.”” Sykes, 780 F.3d at 84 n.2 (quoting Dukes, 131 S. Ct. at 2551 n.5)
(alterations omitted). In this case, as in some other cases, the typicality inquiry is also intertwined with adequacy
under Rule 23(a)(4), see, e.g., Bishop v. N.Y. City Dep 't of Hous. Preservation & Dev., 141 F.R.D. 229, 240
(S.D.N.Y. 1992), and with predominance under Rule 23(b)(3), see, e.g., Stream Sicav v. Wang, No. 12-CV-
6682(PAE), 2015 WL 268855, at *5 (S.D.N.Y. Jan. 21, 2015).
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defense.?’ The Court is unpersuaded. Certainly the typicality requirement is intended to “ensure
that ‘the class representative is not subject to a unique defense which could potentially become
the focus of the litigation.”” Kelen v. World Fin. Network Nat’l Bank, 302 F.R.D. 56, 65
(S.D.N.Y. 2014) (quoting Steinberg v. Nationwide Mut. Ins. Co., 224 F.R.D. 67, 72 (E.D.N.Y.
2004)). But “[t]here is little risk here that ‘[the] putative class representative[s] [are] subject to
unique defenses which threaten to become the focus of the litigation.”” In re Smith Barney
Transfer Agent Litig., 290 F.R.D. 42, 46 (S.D.N.Y. 2013) (quoting Baffa v. Donaldson, Lufkin &
Jenrette Sec. Corp., 222 F.3d 52, 59 (2d Cir. 2000)); see, e.g., Fort Worth, 301 F.R.D. at 133-34
(rejecting defendants’ arguments that the class representatives were subject to unique defenses
because of their exposure “to public information that would have had the same effect on all class
members”).

More persuasively, Defendants argue that the representative plaintiffs reflect only a small
subset of the risk factors. Plaintiffs have not established at this stage that Defendants’ conduct
“harmed each class member in the same way.” Wallace v. IntraLinks, 302 F.R.D. 310, 315
(S.D.N.Y. 2014). Plaintiffs, who had 3/27 ARM loans with prepayment penalties (both
characteristics of loans that Morgan Stanley affirmatively sought, see Riddiough § 100), face
drastically different proof challenges than Plaintiffs who received stated income loans with a 55
percent DTI (features that Morgan Stanley would have preferred to avoid). The proof required
for the first group might focus largely on whether making a loan with favorable terms for three
years constitutes a sufficient harm to confer standing, particularly because the class is defined

without regard to the outcome of the mortgage (i.e., whether the borrower defaulted, refinanced

2 Specifically, Defendants assert that (1) Adkins, McCoy, and Young will face difficulties establishing
Morgan Stanley’s responsibility for their loans in light of the fact that Morgan Stanley due diligence officials
rejected their loans for purchase by Morgan Stanley; (2) Williams faces a similar causation challenge insofar as New
Century originated her loan during a period in which Morgan Stanley did not purchase any loans from New Century;
and (3) Pettway will face unique difficulties in establishing that equitable tolling is appropriate in her case.
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or sold before the expiration of the three year introductory rate, or paid the loan on schedule
despite the more costly payments after the first interest rate adjustment). The second group,
conversely, would likely seek to show that Morgan Stanley’s allegedly insatiable appetite for
subprime loans caused New Century to originate no-documentation loans with high DT] ratios.
The challenges to proving such a claim are different (both in scale and in type) from those
plaguing the first group. Morgan Stanley might have purchased loans that led in some
convoluted way to New Century’s making such loans, but Morgan Stanley did not affirmatively
seek them. Moreover, the harmfulness of the stated income risk factor in particular hinges
entirely on whether the borrower misrepresented his or her income. It is therefore difficult to
conclude that this is a case in which “‘each class member’s claim arises from the same course of
events and each class member makes similar legal arguments to prove the defendant[s’]
liability.”” Fort Worth, 301 F.R.D. at 132 (quoting Loftin v. Bande (In re Flag Telecom
Holdings, Ltd. Sec. Litig.), 574 F.3d 29, 35 (2d Cir. 2009)).

Even if the complicated class described by Plaintiffs could be appropriately certified, the
putative class representatives in this case do not represent a broad enough swath of the possible
risk-factor permutations to be characterized as “typical” of the putative class. The representative
plaintiffs “all had ARM loans, with prepayment penalties, which may have lowered the interest
rate on their loans from what they might otherwise have received.” Courchane § 64. McCoy had
a stated income loan, and Young had a balloon payment. Id. Pettway had no other combined
risk factors. 1d. Adkins and Williams had LTV ratios above 90 percent. Compl. 1 134, 148.
“None of the named Plaintiffs had interest only [loans], Option ARM loans, or loans with DTI
ratios above 55%.” Courchane § 64. Put more succinctly, the representative plaintiffs’ loans

contain only four of the 33 permutations of risk factors that are known to exist within the
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putative class. Two or three?! of the risk factors are entirely unaccounted-for within the
representative plaintiffs. Plaintiffs have not established that, under these circumstances, they are
“typical” of a putative class that includes borrowers with interest-only loans with high DTI ratios
but none of the other risk factors.

This is not a case in which Plaintiffs’ ““injuries derive from a unitary course of conduct
by a single system.”” Smith Barney, 290 F.R.D. at 46 (quoting Marisol A., 126 F.3d at 377).
Plaintiffs did not all receive identical letters from a debt collector, cf. Kalkstein v. Collecto, Inc.,
304 F.R.D. 114, 121 (E.D.N.Y. 2015), or invest in the same security, cf. Mclntire, 38 F. Supp. 3d
at 424. Instead, this is a case in which differently-situated plaintiffs assert that numerous
different Morgan Stanley policies drove the decisions of numerous third parties, leading the
plaintiff class to suffer a racially disparate adverse impact. Cf. Bolden v. Walsh Const. Co., 688
F.3d 893, 898 (7th Cir. 2012) (declining to certify a class in a race discrimination case against a
large company in which “[t]he 12 plaintiffs did not experience the working conditions at all 262
sites either individually or collectively, and a given plaintiff’s bad experience with one of the
five supervisors . . . named does not present any question about the conduct of . . . many other
superintendents and foremen.”). It is not immediately apparent that “by prosecuting [their] own
case[s], the named plaintiff[s] ‘[would] simultaneously advance[] the interests of the absent class
members.’” Vitamin C Antitrust Litig., 279 F.R.D. at 105 (quoting 1 Joseph M. McLaughlin,
McLaughlin on Class Actions 8 4:16 (8th ed. 2011)). In short, the Court lacks “a concrete, non-
speculative basis” on which to conclude that determining defendants’ liability to the
representative plaintiffs would resolve defendants’ liability to the broadly-defined class. Stream

Sicav v. Wang, No. 12-CV-6682(PAE), 2015 WL 268855, at *5 (S.D.N.Y. Jan. 21, 2015).

2 Plaintiffs do not allege that any representative had a negative amortization loan, but Courchane did not list
it among the features absent from the putative representatives’ loans. See Compl. 1§ 123-204, Courchane { 64.
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Accordingly, Plaintiffs have not carried their burden of showing that their claims are typical of
the claims of the class.
d. Named Plaintiffs Are Adequate Representatives of the Putative Class

Rule “23(a)(4) requires that in a class action, ‘the interests of the class’ must be ‘fairly
and adequately protected.”” Charron v. Wiener, 731 F.3d 241, 249 (2d Cir. 2013) (quoting Fed.
R. Civ. P. 23(a)(4)) (alteration omitted). “Determination of adequacy typically ‘entails inquiry
as to whether: 1) plaintiff’s interests are antagonistic to the interest of other members of the class
and 2) plaintiff’s attorneys are qualified, experienced and able to conduct the litigation.””
Cordes & Co. Fin. Servs. v. A.G. Edwards & Sons, Inc., 502 F.3d 91, 99 (2d Cir. 2007) (quoting
Baffa, 222 F.3d at 60).22 ““A class representative must be part of the class and possess the same
interest and suffer the same injury as the class members.”” Amchem, 521 U.S. at 625 (quoting E.
Tex. Motor Freight Sys., Inc. v. Rodriguez, 431 U.S. 395, 403 (1977) (alteration and other
quotation marks omitted)). The fact that plaintiffs might seek relief pursuant to different statutes
— for example, when some members of the class are time-barred from asserting some otherwise-
relevant claims — does not mean the representative is inadequate if the gestalt of the plaintiffs’
claims is the same. Sykes, 780 F.3d at 89-90. Moreover, Courts are “‘wary of [defendants’]
efforts to defeat representation of a class on grounds of inadequacy’ where, as here, the effect of
an inadequacy finding would be to ‘eliminate any class representation.”” Vitamin C Antitrust
Litig., 279 F.R.D. at 100 (quoting Kline v. Wolf, 702 F.2d 400, 402 (2d Cir. 1983)).

In this case Defendants advance two arguments why Plaintiffs are inadequate class

representatives. First, they argue that Plaintiffs seek to collect damages on their own behalf

2 Defendants do not identify any inadequacies of the proposed class counsel, and the Court finds none.

Plaintiffs’ proposed counsel would more than adequately represent the class, notwithstanding the Court’s other
reservations regarding the suitability of this case for class certification.
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while only seeking disgorgement on behalf of the putative class. Defendants allege that res
judicata principles that prohibit claim-splitting would foreclose any subsequent recovery by
absent class members. See, e.g., In re Methyl Tertiary Butyl Ether (“MTBE”) Prods. Liability
Litig., 209 F.R.D. 323, 339 (S.D.N.Y. 2002); Reppert v. Marvin Lumber & Cedar Co., 359 F.3d
53, 56 (1st Cir. 2004). There are, however, “several exceptions to the claim-splitting principle,
one of which arises when ‘the court in the first action has expressly reserved the plaintiff’s right
to maintain the second action.”” Vitamin C Antitrust Litig., 279 F.R.D. at 115-16 (quoting
Restatement (2d) of Judgments § 26(1)(b) (1982) (alteration omitted)). Moreover, “courts
generally allow plaintiffs in class actions to sue for injunctive relief on behalf of the class and
then bring damages claims in subsequent individual actions.” MTBE, 209 F.R.D. at 339
(collecting cases).?® Because disgorgement, like injunctive relief, is an equitable remedy,
Plaintiffs contend that the remedy they seek is analogous to the injunctive relief sought in
Vitamin C.2*

It is not clear that disgorgement is appropriately analogized to injunctive relief in a class
action context because disgorgement, like damages, must be sought under Rule 23(b)(3), while

injunctive and declaratory relief are both available under Rule 23(b)(2). See Randall v. Rolls-

3 See also Vitamin C Antitrust Litig., 279 F.R.D. at 114-15 (“‘[E]very federal court of appeals that has
considered the question has held that a class action seeking only declaratory or injunctive relief does not bar
subsequent individual suits for damages.””’) (quoting Hiser v. Franklin, 94 F.3d 1287, 1291 (9th Cir. 1996)
(emphasis from Vitamin C Antitrust Litig.)).

2 Defendants, as an aside and without seeking relief, challenge the availability of disgorgement as a remedy
in this case. Disgorgement traditionally “is a distinctly public-regarding remedy, available only to government
entities seeking to enforce explicit statutory provisions.” F.T.C. v. Bronson Partners, LLC, 654 F.3d 359, 372 (2d
Cir. 2011). The FHA permits courts to award actual and punitive damages as well as injunctive relief. 42 U.S.C.

8 3613(c). The Ninth Circuit has held that disgorgement is unavailable to a private party seeking to enforce the
FHA. Smith v. Pac. Props. & Dev. Corp., 358 F.3d 1097, 1106 (9th Cir. 2004) (“[T]he remedy of disgorgement
only arises where a prior relationship between the parties subject to and benefitting from disgorgement originally
resulted in unjust enrichment.”). Even if disgorgement is not available at this stage, however, if class treatment were
otherwise appropriate, the Court could certify the class for the limited purpose of determining Morgan Stanley’s
liability. Fed. R. Civ. P. 23(c)(4); Johnson, 780 F.3d at 138 (“Common issues — such as liability — may be certified,
consistent with Rule 23, even where other issues — such as damages — do not lend themselves to classwide proof.”).
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Royce Corp., 637 F.3d 818, 820 (7th Cir. 2011). Unlike damages, however, “‘the primary
purpose of disgorgement orders is to deter violations of the laws by depriving violators of their
ill-gotten gains.”” F.T.C. v. Bronson Partners, LLC, 654 F.3d 359, 373 (2d Cir. 2011) (quoting
S.E.C. v. Fischbach Corp., 133 F.3d 170, 175 (2d Cir. 1997) (alteration omitted)). Because
disgorgement serves a different purpose from damages, principles of res judicata would
probably not bar any plaintiff from asserting a separate claim for damages. Of course, “[a]
judgment in favor of either side is conclusive in a subsequent action between them on any issue
actually litigated and determined, if its determination was essential to that judgment.” Cooper v.
Fed. Reserve Bank of Richmond, 467 U.S. 867, 874 (1984). Accordingly, while absent class
members risk losing on the merits and being precluded from separately asserting, for example, a
claim that Morgan Stanley is culpable for their loans, if the class were to win on the merits they
would be able to pursue separate claims for damages. Because the putative class representatives
have not needlessly compromised the ability of the class to secure its relief, Defendants’
argument that they are inadequate class representatives on that basis is unpersuasive.
Defendants’ second argument relative to Plaintiffs’ adequacy hinges on the possibility
that disgorgement would be available for some, but not all, members of Plaintiffs’ proposed
class. While this dispute might speak to the questions of predominance and superiority of the
class format, it does not speak to the adequacy of the putative class representatives. See
Amchem, 521 U.S. at 625-26 (“The adequacy inquiry under Rule 23(a)(4) serves to uncover
conflicts of interest between named parties and the class they seek to represent.”). Defendants

133

have not shown that the “‘plaintiff[s’] interests are antagonistic to the interest of other members
of the class,”” even if some plaintiffs may ultimately advance claims that are unavailable to other
members of the class. Sykes, 780 F.3d at 90 (quoting Baffa, 222 F.3d at 60). The named

% Cey

representatives’ “interests in maximizing the class recovery” are aligned with those of the class.
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Kalkstein, 304 F.R.D. at 121. Accordingly, the putative class representatives would be adequate
class representatives of the proposed class.
2. Rule 23(b)(3) Factors

“Rule 23(b)(3) imposes two additional burdens on plaintiffs attempting to proceed by
class action, namely, predominance and superiority.” Sykes, 780 F.3d at 81. “Predominance is
satisfied ‘if resolution of some of the legal or factual questions that qualify each class member’s
case as a genuine controversy can be achieved through generalized proof, and if these particular
issues are more substantial than the issues subject only to individualized proof.”” Roach, 778
F.3d at 405 (quoting Catholic Healthcare W. v. U.S. Foodservice Inc. (In re U.S. Foodservice
Inc. Pricing Litig.), 729 F.3d 108, 118 (2d Cir. 2013)). “The superiority requirement reflects the
goal of class actions to achieve economies of time, effort and expense, and promote uniformity
of decision as to persons similarly situated, without sacrificing procedural fairness.” N.J.
Carpenters Health Fund v. DLJ Mortg. Cap., Inc., No. 08-CV-5653(PAC), 2014 WL 1013835,
at *11 (S.D.N.Y. Mar. 17, 2014) (quotation marks and alterations omitted). Four other factors —
individual control of litigation, prior actions involving the parties, the desirability of the forum,
and manageability — should also be considered in making these determinations. Fed. R. Civ. P.
23(b)(3); Sykes, 780 F.3d at 82. Although structurally these factors “apply to both predominance
and superiority, they more clearly implicate the superiority inquiry.” Sykes, 780 F.3d at 82
(collecting cases); but see AIG Sec. Litig., 689 F.3d at 242 (district court erred by “view[ing]
manageability and predominance as two independent inquiries”); Seijas v. Republic of Arg., 606
F.3d 53, 58 (2d Cir. 2010) (“[ W]hether the court is likely to face difficulties managing a class
action bears on whether the proposed class satisfies the predominance and superiority
requirements.”). Of the four factors that inform the Court’s predominance and superiority

inquiries, “manageability ‘is, by [] far, the most critical concern in determining whether a class

34



Case 1:12-cv-07667-VEC-GWG Document 230 Filed 05/14/15 Page 35 of 50

action is a superior means of adjudication.”” Sykes, 780 F.3d at 82 (quoting 2 William B.
Rubenstein, Newberg on Class Actions § 4.72 (5th ed. West 2014)).
a. Common Questions Do Not Predominate over Individual Questions

To determine whether Plaintiffs have met their burden on predominance, a court “must
assess (1) the ‘elements of the claims and defenses to be litigated’; and (2) ‘whether generalized
evidence could be offered to prove those elements on a class-wide basis or whether
individualized proof will be needed to establish each class member’s entitlement to relief.”
Johnson, 780 F.3d at 138 (quoting 1 Joseph M. McLaughlin, McLaughlin on Class Actions
8 5:23 (11th ed. 2014)). The mere existence of individual inquiries does not doom a potential
class; Rule 23(b)(3) “anticipates the existence of individual issues.” Sykes, 780 F.3d at 87. What
will doom a class, however, is the determination that common issues will be overwhelmed by
individual issues. While Rule 23(a)(2) requires commonality, the predominance requirement of
Rule 23(b)(3) “imposes a ‘far more demanding’ inquiry.” ld. (Quoting Amchem, 521 U.S. at 623-
24). In order to satisfy the predominance requirement, the proposed class must be “‘sufficiently
cohesive to warrant adjudication by representation.”” AIG Sec. Litig., 689 F.3d at 239-40
(quoting Amchem, 521 U.S. at 623).

The predominance inquiry frequently hinges on whether elements of each class
member’s case can be proven through generalized proof, and whether the issues that can be so
proven are more substantial than the issues subject only to individualized proof. UFCW Local
1776 v. Eli Lilly & Co., 620 F.3d 121, 131 (2d Cir. 2010). If, in order to prove causation or
liability, a trial will need to address the facts of each individual claim, then the Plaintiffs have not
carried their burden. See, e.g., Bolden, 688 F.3d at 896; Mata v. Citimortgage, Inc., No. 10-CV-

9167(DSF), 2012 WL 7985175, at *2 (C.D. Cal. July 20, 2012).
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In order to determine predominance, the Court must start with the elements of the
underlying cause of action. Erica P. John Fund, Inc. v. Halliburton Co., 563 U.S. ---, ---, 131 S.
Ct. 2179, 2184 (2011) (internal quotation marks omitted). To establish a prima facie case of
discrimination based on disparate impact under the FHA,? the plaintiff must prove that the
defendant is covered by the FHA,2° that the defendant engaged in an outwardly neutral practice,
and that the defendant’s facially neutral act or practice produced “a significantly adverse or
disproportionate impact on persons of a particular type.” Tsombanidis v. W. Haven Fire Dept,
352 F.3d 565, 574-75 (2d Cir. 2003) (quotation marks and emphasis omitted); Keller v. City of
Fremont, 719 F.3d 931, 949 (8th Cir. 2013) (identifying two other elements of a disparate impact
claim under the FHA as whether the defendant can show that the act or practice had a “manifest
relationship to a legitimate, non-discriminatory policy objective and was necessary to [attain]
that objective, and if so whether plaintiffs can show that a viable alternative means was available
to achieve the legitimate policy objective without discriminatory effects”) (quotation marks
omitted).

Common issues do not “predominate” over individual issues in this case for a number of
reasons. First, although Plaintiffs attempt to cast this case as a straightforward one — did Morgan
Stanley exert a “singular influence” over New Century and thereby cause it to make “toxic
loans” that had a detrimental effect on borrowers who were disproportionately African-American

— no element of their theory is susceptible to one generalized proof. The amount of influence

% The Supreme Court will soon decide whether FHA provides a cause of action for housing discrimination
based on disparate impact. See Tex. Dep 't of Hous. & Cmty. Affairs v. Inclusive Cmtys. Project, Inc., No. 13-1371.

% Loan purchasers and mortgage securitizers are covered by the FHA, they are prohibited from imposing
different terms or conditions for those purchases because of race. Adkins I, 2013 WL 3835198, at *9 (quoting 24
C.F.R. 8 100.125); see also 42 U.S.C. § 3605(a). Thus, Morgan Stanley is plainly covered by the FHA’s text insofar
as it purchased or securitized mortgages. The Court expresses no view whether that coverage extends as far as
Plaintiffs’ theory, which seeks to hold Morgan Stanley responsible under the FHA for loans that it neither purchased
nor securitized.
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that Morgan Stanley exerted over New Century, for example, requires proof along a number of
different axes. The Court need not examine the merits of Plaintiffs’ causation theory to note that
the extent to which Morgan Stanley caused New Century’s lending practices could vary based on
the risk factors present in a particular loan?” and Morgan Stanley’s financial involvement in the
particular loan.?® Plaintiffs’ claim that Morgan Stanley’s lax due diligence affirmatively caused
New Century to issue Combined-Risk loans (an illogical proposition in the first place) may be
even less persuasive in the context of loans that were caught and rejected by Morgan Stanley’s
due diligence process. Similarly, putative class members whose loans were made as
“exceptions” to New Century’s underwriting guidelines would need to prove that the basis for
the exception was Morgan Stanley’s preference, not the borrowers’; these borrowers would be
differently-situated from those who obtained loans pursuant to the guidelines that allegedly
“baked in” Morgan Stanley’s preferences.

These concerns are not akin to the existence of individualized defenses — these are real
differences among class members that result in arguments’ being available to some on issues of
causation that will be unavailable to others. In short, the question of causation is simply not
subject to a classwide proof. This is itself sufficient to establish that common questions do not

predominate. See, e.g., IPO Sec. Litig., 471 F.3d at 43 (reversing class certification because

27 For example, although Defendants concede that Morgan Stanley sought loans with prepayment penalties,
Riddiough { 100, there is no evidence that Morgan Stanley affirmatively sought no-documentation loans.
Accordingly, Plaintiffs’ proof as to Morgan Stanley’s role in New Century’s making no-documentation loans will
depend on their ability to establish that Morgan Stanley’s desires as a secondary market purchaser of loans was
driving the larger market for residential mortgage loans. That contention could be stronger in the context of
Combined-Risk loans that had risk factors affirmatively sought by Morgan Stanley than it would be in the context of
Combined Risk loans that have only risk factors that were not desired by Morgan Stanley (say, no-documentation
loans or loans with a high LTV).

8 For example, when Morgan Stanley made a purchase “based on expected loan characteristics of a pool
without necessarily having the actual loans,” Vanacker Dep. at 43-44, and before the actual loans were made, the
argument that Morgan Stanley “dictated” the terms on which New Century made its loan would be discernably
different from the same argument in the context of a loan that was never touched by Morgan Stanley (e.g., a loan
originated by New Century, sold to Barclays, and securitized by HSBC).
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questions related to plaintiffs’ knowledge of allegedly concealed information could not be
determined on a classwide basis).

But other aspects of Plaintiffs’ case are also not subject to classwide proof. Plaintiffs’
theory that Morgan Stanley exerted “singular influence” over New Century, for example, is
stronger with respect to borrowers who obtained loans in 2004, when Morgan Stanley may well
have been the proverbial 800-pound gorilla in the room, rather than with respect to borrowers
who obtained loans in the first half of 2005, during which time Morgan Stanley did not win a
single bid to purchase bulk loans from New Century. See Shapiro Dep. at 48-49. Insofar as the
basis for Plaintiffs’ claim that Morgan Stanley dictated the terms of New Century’s loans is
predicated largely on Morgan Stanley’s position in the marketplace, there is ample reason to
conclude that the proof will be different relative to a loan written during a five-month period
during which New Century sold no loans to Morgan Stanley than it will be relative to a loan
written during a period when Morgan Stanley accounted for almost half of New Century’s
business. Cf. Riddiough Figure 7. Thus, questions of Morgan Stanley’s influence over New
Century are not “common” across time.

Nor is the claim that Combined-Risk loans (as opposed to, say, high-cost loans without
any of the risk factors) are per se harmful susceptible to class-wide proof. Even assuming,
arguendo, that Professor McCoy’s testimony that each risk factor in isolation increases the risk
of default is both admissible and persuasive to the fact finder, Defendants have nevertheless
established that the effect of any given risk factor depends on the presence vel non of other risk

factors,?® and on externalities, such as the general real estate market and oil prices, see Sherlund

3 See, e.g., Rose 24 (prepayment penalties, balloon payments, and stated income loans “each affect the
probability of foreclosure differently, depending on [whether a loan’s rate is fixed or adjustable]”), id. at 26 (finding
that purchase FRMs with reduced documentation and either a long prepayment penalty period or a balloon payment
(but not both) are associated with substantially lower probability of foreclosure).
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11. While this does not mean that Defendants would necessarily prevail on the merits, it does
mean that each of the 33 different categories of Combined-Risk loan included in Plaintiffs’
proposed class would need to establish the harmfulness of that particular combination of risk
factors.®® Each potential combination of risk factors might also yield different results with
respect to a disparate impact analysis.3!

Furthermore, each combination of factors might need a separate study to determine the
likelihood that loans of that type were caused by Morgan Stanley’s policies or practices. See
Riddiough 62 Figure 13 (depicting Morgan Stanley’s share of New Century’s loans with various
combinations of risk factors, ranging from loans with DTI over 55 percent and LTV ratios over
90 percent, in which Morgan Stanley had a minimal share, to those loans containing balloon
payments and prepayment penalties, of which Morgan Stanley had a considerably greater share).
Morgan Stanley’s relationship with New Century evolved over time, and the putative class varies
wildly with regard to the types of loans and the various roles that Morgan Stanley played in each.
A large number of Morgan Stanley’s “policies and practices” affected the putative class in
different ways. Cf. D.L. v. Dist. of Columbia, 713 F.3d 120, 127 (D.C. Cir. 2013). The need to

conduct separate analyses for hundreds of combinations simply to determine whether Morgan

3 The complexity of the use of multiple risk factors that can be mixed and matched many different ways to
define membership in the class is underscored, for example, by Professor Ayres’ decision to control for three of the
eight risk factors in his regression analysis assessing the probability that a borrower would obtain a Combined-Risk
loan. See Ayres 48 Table 12.

s Plaintiffs’ description of the Combined-Risk loan “as a ‘proxy for the type of layered-risk loans associated
with high rates of default and foreclosure,”” Reply at 11-12 (quoting McCoy 16), is creative but ultimately
unpersuasive. The Court recognizes that many Combined-Risk loans were “bad loans” that created a heightened
risk of default beyond what was likely given the borrower’s creditworthiness and income. But Plaintiffs have
combined a hodge-podge of factors that have different effects on the borrowers and varying desirability to investors.
Even if this class were a reasonable proxy for recipients of “bad” loans by some measure — and Plaintiffs have not
shown that it is — the proof necessary to establish the elements of the cause of action differs considerably as to
Plaintiffs whose participation in the makeshift class was brought about by the presence of different terms of their
loans. Accordingly, even if the class were defined in an “accurate” way by some measure, it is not defined in a
manner that is susceptible to classwide proof that predominates over individualized questions.
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Stanley caused harm to the Plaintiff is enough to cause individual issues to predominate over
common issues.*?

The Court recognizes that Plaintiffs do not need to be identically situated in order for
their claims to be susceptible to generalized proof that predominates over individual questions.
See, e.g., Anwar, --- F.R.D. ---, ---, No. 09-CV-118(VM), 2015 WL 935454, at *11 (S.D.N.Y.

99 ¢¢

Mar. 3, 2015) (finding that “common issues predominate[d]” “even assuming Defendants’
claims that certain communications to class members may not have been uniform” because they
were “uniformly misleading”) (internal quotation marks and citations omitted); Public Emps.
Ret. Sys. of Miss. v. Goldman Sachs Grp., 280 F.R.D. 130, 139 (S.D.N.Y. 2012) (common issues
predominated despite the existence of different certificates because the misrepresentations on
which each investor was alleged to rely were the same; “questions of materiality and loss
causation [were thus] subject to objective standards and generalized proof”). But Plaintiffs’ case
would involve many issues that are “generalized” only as to a small subsection of the proposed
class; such inquiries are simply not subject to a common, classwide resolution. The existence of
so many different groups of Plaintiffs, differentiated by the nature of their loans and by the role
that Morgan Stanley played vis-a-vis those loans is fatal to Plaintiffs’ claim of predominance.
The final blow to Plaintiffs’ claim that common questions predominate is the role of New
Century’s brokers in the origination process. When considering whether discretion afforded to
third parties defeats the existence of common questions of law or fact, the court’s inquiry must

focus on whether “there was a common and unlawful mode by which the [parties] exercised their

discretion.” Rodriguez v. Nat’l City Bank, 726 F.3d 372, 385 (3d Cir. 2013); see Dukes, 131 S.

% Cf. Johnson, 780 F.3d at 148; UCFW Local 1776, 620 F.3d at 135 (“[SThowing injury by general proofis
precluded by uncertainty about what the alternatives . . . [to the alleged harm] would have been, and how they would
have been distributed amongst the plaintiffs.”); Stream Sicav, 2015 WL 268855, at *4 (“Absent a concrete
presentation of the evidence on which such a finding could be made in this case, the Court cannot find that [] injury
to all class members can be established by a common proof.”).
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Ct. at 2554.% “On this point, Dukes is clear: class members must unite acts of discretion under a
single policy or practice, or through a single mode of exercising discretion, and the mere
presence of a range within which acts of discretion take place will not suffice to establish
commonality.” Miller v. Countrywide Bank, N.A. (In re Countrywide Fin. Corp. Mortg. Lending
Practices Litig.), 708 F.3d 704, 708 (6th Cir. 2013).3* Accordingly, when Merrill Lynch
maintained policies that permitted brokers in the same office to form “teams” based on whatever
criteria they chose and assigned accounts within an office to high performers — thereby
permitting them to earn more money and to advance in the company — the Seventh Circuit held
that plaintiffs had asserted common questions as to whether those policies caused a disparate
impact above and beyond what would exist absent those policies. McReynolds v. Merrill Lynch,
Pierce, Fenner & Smith, 672 F.3d 482, 488-90 (7th Cir. 2012). The Court found there to be a
logical tie between the challenged policy (which exacerbated inequalities existing in the status
quo) and the racial disparity that resulted. 1d. at 489; see also Calibuso v. Bank of Am. Corp.,
893 F. Supp. 2d 374, 389 (E.D.N.Y. 2012).

On the other hand, when a claim rests on the discretion of a loan officer, even if the loan

officer is making loans against the backdrop of facially race-neutral underwriting criteria, courts

3 The Dukes Court analyzed the question of discretion afforded to managers at Wal-Mart stores throughout
the country as a commonality issue; because the predominance inquiry subsumes the commonality inquiry, however,
that distinction is of no moment here.

34 Plaintiffs rely heavily on one case in which brokers’ discretion was held not to defeat commonality. See
Ramirez v. Greenpoint Mortg. Funding, Inc., 268 F.R.D. 627, 632-35 (N.D. Cal. 2010). That case, however, relied
heavily on the Ninth Circuit’s en banc decision in Dukes v. Wal-Mart, 603 F.3d 571 (9th Cir. 2010), which was
reversed by the Supreme Court, 131 S. Ct. 2541. The Ramirez decision specifically quoted language from the
intermediate court’s opinion indicating that a policy of subjective discretion “is a ‘ready mechanism for
discrimination”” bearing particularly heavy scrutiny. 268 F.R.D. at 634 (quoting Dukes v. Wal-Mart Stores Inc., 603
F.3d at 612). This theory was soundly rejected by the Supreme Court. Dukes, 131 S. Ct. at 2554. But even if it did
not rely on a reversed Ninth Circuit decision, the Ramirez case involved fewer discretionary decisions because the
defendant was the loan originator. Policies established by the originator could be the basis for liability in Ramirez
but could be the basis for a defense verdict here, where the originator is not the defendant.
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have held that their discretion prevents a finding of commonality or predominance. ® In
Rodriguez, for example, the Third Circuit held:

Even if Plaintiffs had succeeded in controlling for every objective credit-related

variable . . . the regression analyses do not even purport to control for individual,

subjective considerations. A loan officer may have set an individual borrower’s
interest rate and fees based on any number of non-discriminatory reasons, such as
whether the mortgage loans were intended to benefit other family members who

were not borrowers, whether borrowers misrepresented their income or assets,

whether borrowers were seeking or had previously been given favorable loan-to-

value terms not warranted by their credit status, whether the loans were part of a

beneficial debt consolidation, or even concerns the loan officer may have had at the

time for the financial institution irrespective of the borrower.

726 F.3d at 384.

When discretion is concentrated in “upper-level, top-management personnel,” that
discretion may not defeat commonality, while “the exercise of discretion by lower-level
employees” generally will. Scott v. Family Dollar Stores, Inc., 733 F.3d 105, 114 (4th Cir.
2013). In this case, the “discretion” at issue was exercised by mid-level New Century employees
and myriad independent brokers who made independent decisions in selecting terms for a
particular loan. Finley Decl. | 4, Dkt. 209. Moreover, every New Century loan (including those

written by brokers) was underwritten by a New Century employee who exercised discretion

when the loan did not adhere to New Century’s (unchallenged) guidelines.®® Id. 1 8; McKay

% See, e.g., Countrywide, 708 F.3d at 708 (“The plaintiffs claim that the discretion Countrywide has given its
sales force is exercised in a common way — by limited variation of the par rate. . . . [P]laintiffs [do not] demonstrate
that this range, rather than discretionary decisions made within this range, disparately impacted the proposed class.”)
(internal quotation marks omitted); Barrett v. Option One Mortg. Corp., No. 08-CV-10157, 2012 WL 4076465, at
*2-3 (D. Mass. Sept. 18, 2012) (“[Although] African-American borrowers on average spent about $134 more per
year on their mortgages than similarly situated white borrowers,” plaintiffs did not “point to any common mode of
exercising discretion that was shared by all of Option One’s brokers . . . [such as] claim[ing] that Option One’s
brokers uniformly exercised their discretion by considering specific attributes that produce disparate impact — such
as ‘scores on general aptitude tests or educational achievements.””) (quoting Dukes, 131 S. Ct. at 2254); In re Wells
Fargo Residential Mortg. Lending Discrimination Litig., No. 08-MD-1930(MMC), 2011 WL 3903117, at *3-5
(N.D. Cal. Sept. 6, 2011) (evidence that discretion afforded to “loan officers and mortgage brokers” yielded a
disparate impact was insufficient to demonstrate commonality).

3% The FastQual system permitted independent brokers to learn quickly whether specific terms would comply
with New Century’s underwriting guidelines (although it did not bind New Century to make the loan) but did not
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Dep. at 96-97; cf. Rodriguez, 726 F.3d at 384. The connection between Morgan Stanley’s
desires (seeking loans with particular features) and the disparate impact on the African-American
community in Detroit could — consistent with Plaintiffs’ theory of the case — be entirely
explained by brokers’ exercise of discretion in writing loans.®’

The existence of some common questions of fact does not establish that such questions
“predominate.” In this case, the number of meaningful variations among the putative class
would require mini-trials as to many, maybe hundreds, of groups of borrowers; these variations
prevent a finding that classwide issues predominate.

b. A Class Action Is Not a Superior Vehicle for This Action

Plaintiffs seeking to certify a class under Rule 23(b)(3) must also establish “that a class
action is superior to other available methods for fairly and efficiently adjudicating the
controversy.” Fed. R. Civ. P. 23(b)(3). Rule 23(b)(3) lists four factors that “clearly implicate the
superiority inquiry.” Sykes, 780 F.3d at 82. These factors include:

(A)the class members’ interests in individually controlling the prosecution or

defense of separate actions;

(B) the extent and nature of any litigation concerning the controversy already begun

by or against class members;

(C) the desirability or undesirability of concentrating the litigation of the claims in

the particular forum; and

(D)the likely difficulties in managing a class action.

Id. at 81 (quoting Fed. R. Civ. P. 23(b)(3)). Of the four factors, the most critical issue in

determining whether a class action is a superior means of adjudication is manageability. Id. at

eliminate the broker’s discretion in selecting which terms to include in a loan or when to deviate from the
guidelines. Finley Decl. { 8; cf. Countrywide, 708 F.3d at 708.

37 Plaintiffs’ argument that brokers’ discretion was minimal is unpersuasive, particularly in light of their

discussion of “steering,” a process by which brokers or loan officers would write Combined-Risk or other subprime
loans for borrowers who were eligible for prime loans. McCoy 8 & n15.
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82. “[M]anageability is an issue peculiarly within a district court’s discretion.” Seijas, 606 F.3d
at 58 (citations omitted).

In this case, no other litigation is pending, and Plaintiffs have sufficiently demonstrated
that the Southern District of New York, where Morgan Stanley is based, is a desirable forum.
Also on Plaintiffs’ side of the ledger is the impracticability of expecting thousands of class
members (who are unlikely to be wealthy or sophisticated) to pursue expensive litigation
requiring expert statistical analyses tending to show a disparate impact. “In such circumstances,
the class action device is frequently superior to individual actions.” Id.; see also U.S.
Foodservice Pricing, 729 F.3d at 130 (“Rule 23(b)(3) class actions can be superior . . . where the
costs of bringing individual actions outweigh the expected recovery.”); Kalkstein, 304 F.R.D. at
123. But the determination of superiority must look to the evidence on the record and to the
class that plaintiffs actually seek to certify. See Parker v. Time Warner Entm’t Co., L.P., 331
F.3d 13, 22 (2d Cir. 2003).

The class that Plaintiffs seek to certify is unmanageable. As noted previously, Plaintiffs’
proposed algorithm (high cost plus two or more risk factors) yields 33 permutations that actually
appeared in at least one borrower’s loan. The various factors have different effects on borrowers
and lenders in combination than they have in isolation; that reality would require the factfinder to
consider separately the way that each unique permutation affected the borrowers and the extent
to which Morgan Stanley caused loans to be written with that particular combination of risk
factors. The various roles that Morgan Stanley (and other banks) played with regards to different
categories of loans at different periods of time will also require separate factfinding as to the
banks’ relative culpability in different contexts. Cf. UFCW Local 1776, 620 F.3d at 135
(describing “the unworkable complexity of joining as a single class of plaintiffs some individuals

who [plaintiffs] argue should never have been prescribed [the drug at issue] and some individuals
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who they argue were properly prescribed [the drug], but paid too much for it.””). When there is no
uniform trial that could address the discrete issues presented, a case “fails the predominance and
superiority criteria of Rule 23(b)(3).” Johnson, 780 F.3d at 140. Such is the case here;
accordingly, Plaintiffs’ Motion for Class Certification is DENIED.

C. No Alternative Class Would Cure the Defects Identified in Plaintiffs’ Motion

During oral argument on the class certification motion, Plaintiffs for the first time
asserted that “at minimum . . . there are sufficient common questions with common evidence as
to the loans that Morgan Stanley bought.” Tr. at 26-27. The Court is not persuaded. Plaintiffs’
case is certainly stronger on the merits for that set of loans, see 42 U.S.C. § 3605(b) — indeed,
that is one of the many differences within Plaintiffs’ proposed class that undercuts class
certification. But even if Plaintiffs might more easily prove Morgan Stanley’s culpability for
disparate impact as to such a plaintiff class, they would still need to overcome many of the other
impediments to class certification previously discussed. Notably, Plaintiffs would still need to
overcome the challenges presented by the complex Combined-Risk definition, which would still
yield class members whose loans do not appear to be inherently harmful and class members
whose loans have only Combined-Risk factors that Morgan Stanley did not seek. Such a class
would still include individuals whose loans went through vastly different processes (including
some whose loans may have initially been placed on a different bank’s warehouse line, or been
made with an eye towards a different bank’s forward sale, before being included in a pool that
Morgan Stanley purchased).

Finally, in contrast to the late-in-the-game suggestion that the Court consider certifying a
different class than the one proposed, Plaintiffs’ theory of the case has been consistent since it
was filed three years ago: Morgan Stanley’s preferences dictated New Century’s behavior; New

Century wrote loans based on Morgan Stanley’s preferred terms even when it did not intend to

45



Case 1:12-cv-07667-VEC-GWG Document 230 Filed 05/14/15 Page 46 of 50

sell the loan to Morgan Stanley; and, therefore, the damage wrought by New Century was caused
by Morgan Stanley. That theory is a necessary component of Plaintiffs’ class definition, which
was included in their initial pleadings in this action. See Compl. § 231(a)-(g) (identifying the
“common question” of “whether Morgan Stanley’s policies with respect to purchasing New
Century loans for securitization included requirements for loans with high-risk features”). To
change the theory now would unfairly prejudice Defendants, who have spent considerable time
and money litigating Plaintiffs’ initial theory. While the evidence on which Plaintiffs would rely
may, as they asserted at oral argument, already be in the record, none of the briefing has focused
on the alternative theory, and Defendants have not been given an opportunity to develop or
produce evidence regarding Plaintiffs’ newly-proposed class.
1. Exclusion of Plaintiffs’ Experts

In support of their motions, Plaintiffs submitted a number of expert reports. Most
critically, Professor Patricia McCoy submitted a report describing the effects of the risk factors
on borrowers and the “singular influence” that Morgan Stanley exerted over New Century.
Sugnet Decl. Ex. 4. Professor lan Ayres submitted a statistical regression analysis that, he
claims, proves that Combined-Risk loans had a disparate impact on the African-American
community in Detroit. Sugnet Decl. Ex. 5. Defendants have moved to exclude all of the McCoy
Report and limited language in the Ayres Report.3® Defendants also submitted a number of
dueling expert reports in opposition to class certification, most notably including the report of
Professor Timothy Riddiough, submitted to counter the McCoy Report’s conclusions.

“Under Daubert v. Merrell Dow Pharmaceuticals Inc., expert testimony is admissible if

the expert is proposing to testify to (1) scientific knowledge that (2) will assist the trier of fact to

3 Plaintiffs submitted other expert reports that are not the subject of Defendants’ motion to preclude,

including those of Geoffrey Oliver and Professor Thomas Sugrue. Sugnet Decl. Exs. 6-7.
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understand or determine a fact or issue.” U.S. Foodservice Pricing, 729 F.3d at 129 n.12 (citing
509 U.S. 579, 592 (1993)). “Under [Federal Rule of Evidence] 702, an expert witness, unlike a
lay witness, is ‘permitted wide latitude to offer opinions, including those that are not based on
firsthand knowledge or observations.”” Major League Baseball Props., Inc. v. Salvino, Inc., 542
F.3d 290, 310 (2d Cir. 2008) (quoting Daubert, 509 U.S. at 592). The role of district courts as
gatekeepers of expert testimony under Rule 702 is well-established. See Nimely v. City of N.Y.,
414 F.3d 381, 396 (2d Cir. 2005).

“Neither the Supreme Court nor the Second Circuit has definitely decided whether the
Daubert standard governs the admissibility of expert evidence submitted at the class certification
stage.” Chen-Oster v. Goldman, Sachs & Co., No. 10-CV-6950(AT)(JCF), 2015 WL 1035350,
at *1 (S.D.N.Y. Mar. 10, 2015); see U.S. Foodservice Pricing, 729 F.3d at 129 (same, but noting
that Dukes “offered limited dicta suggesting that a Daubert analysis may be required at least in
some circumstances”). In this case, the Court need not determine whether the challenged
experts’ reports should be excluded under Fed. R. Evid. 702. The Court has fully considered the
opinions of Professors McCoy and Ayres in its class certification analysis and has nonetheless
determined that class certification is inappropriate. Accordingly, Defendants” Motion to
Preclude is dismissed without prejudice if the Plaintiffs are ultimately able to certify a class.

The Court nevertheless notes numerous concerns about McCoy’s report. First, in
offering her opinion as to Morgan Stanley’s responsibility for New Century’s loans, McCoy
offers no expert analysis — instead, she simply marshals evidence unrelated to her expertise in
consumer mortgages. Based on her understanding of New Century’s reliance on Wall Street in
general, McCoy concludes ipse dixit that Morgan Stanley had a “singular influence” on New
Century’s practices. McCoy 22-25. Her analysis lacks any benchmarks or comparators; McCoy

refused to admit or deny the possibility that “there were other singular influences as to New
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Century,” including “other secondary market participants, banks, [or] other institutions.” McCoy
Dep. at 40-41. Because she conducted neither a scientific study nor a qualitative comparison
with meaningful benchmarks, McCoy’s opinion as to Morgan Stanley’s influence over New
Century would not be admissible under Rule 702.3° The same holds true for her related
conclusions regarding Morgan Stanley’s role as a purchaser, underwriter, and securitizer;
McCoy’s speculation regarding the role that Morgan Stanley played lacks any metrics or
benchmarks against which it could be appraised (like, for example, comparing the role that other
banks played in generating similar loans). Because her methodology is unreliable,*® Rule 702
would not countenance her testimony as to Morgan Stanley’s influence on New Century. This is
true irrespective of the validity or invalidity of her conclusion. ““The focus of the admissibility
inquiry . . . must be solely on principles and methodology, not on the conclusions that they
generate.”” SR Int’l Bus. Ins. Co. Ltd. v. World Trade Ctr. Props., LLC, 467 F.3d 107, 134 (2d
Cir. 2006) (quoting Daubert, 509 U.S. at 595) (alteration omitted). Plaintiffs would, of course,
be permitted to summarize the relevant documentary evidence describing the relationship
between Morgan Stanley and New Century, but “factual testimony about matters that require] |
no specialized knowledge” is not the province of experts. United States v. Mejia, 545 F.3d 179,
196 (2d Cir. 2008).

Defendants’ motion likely would be denied, on the other hand, as to at least some of

McCoy’s testimony regarding the effects of the risk factors on a borrower’s likelihood of default.

39 It is likely that McCoy’s analysis regarding Morgan Stanley’s relationship with New Century satisfies

“none of the four factors identified in Daubert” — she has not tested her methodology, subjected her qualitative
descriptions of one company’s singular influence over another to peer review or publication, analyzed it through any
method susceptible to evaluation for known error rates, or shown a general acceptance of her methodologies.
Zaremba v. Gen. Motors Corp., 360 F.3d 355, 358 (2d Cir. 2004).

40 It is a stretch to describe what McCoy did as a “methodology.” Essentially, she summarized a number of

internal emails that appear to have been hand-picked by Plaintiffs’ counsel and speculatively devised a narrative for
the nature of Morgan Stanley’s interactions with New Century therefrom.
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McCoy’s report is replete with citations to scholarly reports, and her qualitative reasoning as to
causality expresses opinions informed by her significant relevant experience. Cf. United States
v. Farhane, 634 F.3d 127, 158-59 (2d Cir. 2011). The Court is not persuaded by all of McCoy’s
testimony as to the role of the risk factors, but the “gaps or inconsistencies in [her] testimony . . .
‘go to the weight of the evidence, not its admissibility.”” SR Int’l, 467 F.3d at 134 (quoting
Campbell v. Metro. Prop. & Cas. Ins. Co., 239 F.3d 179, 186 (2d Cir. 2001)).

Finally, Defendants’ motion would likely be granted as to the Ayres Report but to almost
no effect. The Ayres Report focuses on the disparate impact of the Combined-Risk loans that
New Century made. Insofar as one stray clause suggests that Ayres believes these loans to have
been caused by Morgan Stanley, that clause would be inadmissible opinion unrelated to the
subject of Ayres’ study. The balance of Ayres’ report would be admissible.

Defendants’ motion is DISMISSED without prejudice to renewal.

CONCLUSION

For the foregoing reasons, Plaintiffs” Motion for Class Certification is DENIED and
Defendants’ Motion to Exclude All Opinions Contained in the Report of Patricia A. McCoy and
One Opinion Contained in the Report of lan Ayres is DISMISSED as moot. While the
Plaintiffs’ April 16, 2015 letter did not fully address the effect that a denial of class certification
would have on the Plaintiffs’ practical ability to pursue this lawsuit (notwithstanding the fact that
they would not legally be barred from doing so), the Court recognizes the likelihood that this
ruling constitutes a “death knell” for Plaintiffs’ lawsuit, cf. Sumitomo Copper Litig. v. Credit
Lyonnais Rouse, Ltd., 262 F.3d 134, 140-41 (2d Cir. 2001), and that appellate review pursuant to

Rule 23(f) may therefore be appropriate, see Levitt v. PriceWaterhouseCooper LLP, No. 07-

49



Case 1:12-cv-07667-VEC-GWG Document 230 Filed 05/14/15 Page 50 of 50

3334-mv, 2007 WL 4060136 (2d Cir. Nov. 7, 2007). The Clerk of the Court is respectfully

directed to terminate Dkt. 127 and Dkt. 188.

SO ORDERED.
Date: May 14, 2015 \[(,\Q,e_,\,__( (@p{‘/\/
New York, NY VALERIE CAPRON&

United States District Judge
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