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INTRODUCTION

The Bank of New York Mellon and The Bank of New York Mellon Trust Company

N.A each in its capacity as indenture trustee collectively the Trustee under indentures

pursuant to which bonds were issued and are outstanding that are insured by financial guaranty

insurance policies issued by Financial Guaranty Insurance Company FGIC or FGIC Credit

Products LLC FGIC CP respectfully submit this objection to the September 27 2012 Plan

of Rehabilitation the Proposed Plan2 filed by Benjamin Lawsky Superintendent of Financial

Services of the State of New York the Superintendent as the court appointed rehabilitator

the Rehabilitator of FGIC The Trustee submits the accompanying affidavit of Gerard

Facendola sworn to November 19 2012 and the previously filed affidavits of Gerard

Facendola and Bridget Schessler both sworn to June 22 2012 in support of this objection

PRELIMINARY STATEMENT

The Trustee acts as trustee in thousands of transactions Pursuant to the governing

documents the Transaction Documents FGIC has issued policies the Policies insuring

bonds issued in approximately 700 of these transactions the Insured Bonds The Policies

insure against possible payment shortfalls on the Insured Bonds Over the life of these

transactions FGIC has been paid substantial policy premium payments in exchange for FGICs

commitment to pay claims the Claimsarising from under the Insured Bonds

Pursuant to the terms of the Proposed Plan the Rehabilitator seeks to dramatically alter

the terms of these transactions The Proposed Plan far exceeds the jurisdiction of this Court and

References to indenture trustee indenture and bonds should be read to include all similar transactions

involving municipal corporate and asset-backed securities where the role of the Trustee may be titled as fiscal

agent or other designation The governing instrument may have different designations and the securities may be

referred to as notes or by other designations

Capitalized terms used without defmition are used as they are defmed in the Proposed Plan
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scope of the Rehabilitators authority by unilaterally amending and in many cases eviscerating

the terms contained in the Transaction Documents including agreements other than Policies and

those to which FUIC is not even party Further the Proposed Plan improperly and wrongftilly

strips holders of Claims the Claimholders of their common-law rights of recoupment and to

set-off Finally the Proposed Plan erects arbitrary capricious and unnecessary obstacles to the

payment of Claims fails to provide adequate indemnity to the Trustee which is particularly

significant in light of the potential exposure to substantial expense and liability For each of

these reasons and as set forth more frilly below and as may be set forth in Objections filed by

other parties3 the Proposed Plan must be substantially modified before it may be approved

FACTS

On November 24 2009 the New York Department of Insurance now the New York

Department of Financial Service NYDFS entered an Order pursuant to Section 1310 of the

Insurance Law as modified by the Supplemental Order dated March 25 2010 the 1310

Order requiring FOIC to suspend paying any and all claims and prohibiting FGIC from writing

any new policies effective November 24 2009 That same day FOIC issued press release

stating that as result of the issuance of the 1310 Order FGIC will immediately suspend all

claims payments The press release ftirther provided that until FGIC achieves compliance with

such requirement the 1310 Order prohibits FUIC from writing any new policies and requires

FGIC as of November 24 2009 to suspend paying any and all claims and to otherwise operate

in the ordinary course and as necessary to effectuate the Surplus Restoration Plan

FGICs failure to pay claims was default of FGICs obligations under the Policies

Independently FOICs announcement that it would suspend payment of Claims was and is an

The Trustee reserves the right to join in those Objections

-2-
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anticipatory breach under the Policies and applicable Transaction Documents As result

Policyholders including the Trustee were entitled to exercise common law and contractual

rights of recoupment or set-off against premium payments and reimbursements4 to FGJC The

failure to pay claims5 as well as its announced suspension to pay claims or otherwise provide

adequate assurance of performance constituted defined Insurer Default6 which by the terms

of the Transaction Documents resulted in loss of Control Rights among other things the

right subject to conditions to give directions to the Trustee to take action under the Transaction

Documents and reordering of the priorities of distributions of fImds under certain Transaction

Documents to eliminate or subordinate the distributions made to FOIC because of its failure or

prospective failure to fund payments to the investors through payments on policy claims

FOIC position in the waterfall and its Control Rights derive from its promise to pay the

principal of and interest on the Insured Bonds if there are insufficient fUnds otherwise available

When an Insurer Default has occurred meaning that FOIC has failed to pay claims or by its

insolvency or filing or becoming subject to rehabilitation proceeding showing that it will be

unable to pay claims in fUll the cash flows are adjusted to account for FGICs failure to pay

claims including to cease paying premiums for insurance coverage that FGIC is no longer

supplying or reimbursements for claims

On June 11 2012 the Superintendent filed his Verified Petition for Order of

Rehabilitation in this Court On June 28 2012 this Court entered the Order of Rehabilitation

On September 27 2012 this Court entered scheduling order the Scheduling Order setting

As financial guaranty insurer to the extent that it pays Claims FOIC has rights to recover the amounts

that it pays on claims through reimbursement and subrogation as detailed in the Transaction Documents

And typically insolvency and becoming subject to rehabilitation proceeding

The Transaction Documents on any particular transaction may use some other defined term such as Series

Enhancer Default or reach the same result through other drafting conventions or applicable law including the

concept of anticipatory breach under Policies and applicable Transaction Documents and FGICs failure to provide

adequate assurance of performance

-3-
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forth briefing schedule with respect to the approval of the Proposed Plan That same day the

Rehabilitator filed the Proposed Plan Disclosure Statement regarding the Proposed Plan

Disclosure Statement an Affirmation in Support of Plan Approval Proposed Plan

Approval Order Novation Agreement and Form of Notice of Plan Approval Hearing On

October 25 2012 the Rehabilitator filed its Memorandum of Law in Support of Approval of

Plan of Rehabilitation For Financial Guaranty Corporation the Rehabilitators Memo

OBJECTION

The Trustee objects to those portions of the Proposed Plan that exceed the power of this

court are unfair and inequitable do not meet the best interests of creditors test work an

unnecessary hardship on Claimholders and constitute an abuse of the Rehabilitators discretion

The Proposed Plan impermissiblyseeks to modify Claimholders bargained-for contractual rights

under contracts which are not subject to adjustment in rehabilitation proceeding and others to

which FGIC is not party This exceeds the power of this Court constitutes clear abuse of

discretion is inequitable to Claimholders and must be modified Specifically the Proposed Plan

seeks to disregard FGJCs payment defaults and its announced suspension of all Claims

payments rewrite the Transaction Documents reverse and recover allocations of funds made

pursuant the terms of the Transaction Documents and restore to FGIC Control Rights in

contravention of the Transaction Documents and applicable law The Proposed Plan also

wrongfully strips the Trusts of their common law and statutory rights of recoupment and set-off

contrary to the express terms of the New York Insurance Law NYIL and contrary to New

York case law Finally the Proposed Plan contains arbitrary provisions that erect unnecessary

obstacles to payment such as complete subordination of Late-Filed Claims and mandating re

submission of certain previously submitted Claims ii expose the Trustee to liability and iii

effectively deprive the Trustee and other Claimholders of the right to seek judicial redress

-4-
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Accordingly approval of the Proposed Plan should be denied unless it is modified to adequately

address the Objections set forth herein.7

STANDARD

plan of rehabilitation must be consistent with the law and must equitably apportion

loss See In re Frontier Ins Co 36 Misc 3d 529 542 Sup Ct Albany Co 2012 plan of

rehabilitation cannot be approved where it is inconsistent with the law Grode Mut Fire

Marine Inland Ins Co 572 A.2d 798 804 Pa Commw Ct 1990 the court must act as

check on potential discretionary abuse to insure equitable apportionment of loss Thus plan

of rehabilitation must not only comply with legal and constitutional precepts it must also be fair

and equitable to all interested parties Carpenter Pac Mut Life Ins Co of Cal 10 Cal 2d

307 317 1937 affd sub nom Neblett Carpenter 305 U.S 297 1938 Courts defer to

rehabilitators business judgment exercised within legal parameters but must disapprove actions

by rehabilitator that are arbitrary capricious or an abuse of discretion Callon Petroleum Co

Superintendent of Ins of State 53 A.D.3d 845 845 3d Dept 2008 Mills Florida Asset

Fin Corp 31 A.D.3d 849 850 3d Dept 2006

The deference is to the Rehabilitators business judgments Callon 53 A.D.3d at 845

courts defer to the rehabilitators business judgment Mills 31 A.D.3d at 850 3d Dept 2006

The scope of this courts jurisdiction over parties or contracts other than an insurers policies and

the determination of what are permissible terms of plan of rehabilitation are not business

decisions but matters of law for the Court

See Requested Modifications to the Proposed Plan of Rehabilitation attached as Exhibit to the Affirmation of

Gerard Facendola sworn to November 19 2012 the Facendola Affidavit or Aff.

-5-
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ARGUMENT

POINT

SECTIONS 3.5 AND 7.8 OF THE PROPOSED PLAN ARE UNFAIR INEQUITABLE
AND VIOLATION OF THE REHABILITATORS DISCRETION AND THUS MUST

BE MODIFIED

Section 3.5 of the Proposed Plan provides that FOIC shall be deemed not to have

defaulted under any FOIC Contract or Transaction documents.8 Section 7.8 enjoins all parties

from exercising any contractual rights including Control Rights they would otherwise have as

result of FOICs defaults.9

In relevant part Section 3.5 provides

upon the Effective Date any default event of default or other event or circumstance

relating to the FGIC Parties then existing or that would exist with the passing of time or

the giving of notice or both under any FUIC Contract or Transaction Document as

result of whether directly or indirectly the Rehabilitation or the Rehabilitation

Circumstances shall be deemed not to have occurred including for the avoidance of

doubt any default Event of Default or other event or circumstance relating to the FGIC

Parties then existing or that would exist with the passing of time or the giving of notice

or both due to lack of payment or performance of or by the FGIC Parties under any

FGIC Contract or Transaction Document

In relevant part Section 7.8ei provides

except as expressly provided by Section 3.7 hereof exercising or taking any action to

exercise including by asserting any defense based on the Rehabilitation or the occurrence

or existence of any of the Rehabilitation Circumstances any approval consent direction

determination appointment request voting veto waiver or other right that the FUIC

Parties have through the right to direct or grant or withhold consent with respect to such

exercise or otherwise or that the FGIC Parties would have but for the Rehabilitation or

the occurrence or existence of any of the Rehabilitation Circumstances under or with

respect to any FGIC Contract or any Transaction Document executed in connection with

the issuance of or entry into such FGIC Contract or related to such FGIC Contract or any

obligations insured or covered thereby all rights and remedies described in this clause

the FUIC Rights ii except as expressly provided by Section 3.7 hereof failing to

take or taking any action inconsistent with any action or inaction directed whether

actively or passively to be taken pursuant to the exercise by the FGIC Parties of any

FOIC Rights or iii failing to provide or causing to be provided to the FUIC Parties any

notice request or other communication or document that the FGIC Parties may have the

right to receive or that the FGIC Parties would or may have the right to receive but for

the Rehabilitation or the occurrence or existence of any of the Rehabilitation

Circumstances For the avoidance of doubt this subsection 7.8e shall not enjoin or

restrain any trustee from exercising any remedial power in the absence of any conflicting

direction from FGIC to the extent that FUIC is entitled to give such direction or any

servicer including any master servicer sub-servicer or special servicer from servicing

underlying collateral in each case to the extent permitted under and in accordance with

the terms and conditions of the applicable Transaction Documents and in each case

-6-
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As consequence of FUICs defaults during the three years since it stopped paying

claims distributions of funds under Transaction Documents have been made based on the

bargained for revised distribution priorities applicable after an Insurer Default The BFC Ajax

CDO Ltd Indenture is illustrative The Priority of Payments in Section 11.01a makes

payment to the FGIC as Credit Enhancer2 in the fourth priority but only so long as no Credit

Enhancer Default13 has occurred and is Under such waterfall the available

funds have been distributed to the investors in the Insured Bonds and other parties contractually

entitled to the funds after the Insurer Default The Proposed Plan proposes to reallocate the

bargained for distributions now and in the future by declaring that FGIC is excused from the

consequences of the Rehabilitation Circumstances which is defined to include FGICs failure

to pay claims Furthermore to the extent the Transaction Documents provide that upon Credit

Enhancer Default or similar event that the Priority of Payments among bondholders changes

then those changes should not be disturbed in any way by the Proposed Plan The bondholders

relied on those provisions when evaluating the RMBS issuances and it was material to their

investment decision

without regard to the Rehabilitation and the occurrence or existence of any of the

Rehabilitation Circumstances

Many indentures provide that the available funds such as collections from the borrowers mortgage

payments in residential mortgage backed RMBS transaction are distributed on each payment date pursuant to

priority of payments colloquially referred to as waterfall among the investors in what may be several series of

bonds with different payment priorities and other parties including the bond insurer Where there are shortfalls in

payment from the underlying source of payment such as borrowers unable to make their mortgage payments

partys position in the waterfall will have important consequences on whether it is receives fill payment partial

payment or any payment at all

Indenture dated as of November 29 2006 among BFC Ajax CDO Ltd as Issuer BFC Ajax CDO LLC as

Co-Issuer Financial Guaranty Insurance Company as Credit Enhancer and The Bank of New York Trust

Company National Association now named The Bank of New York Mellon Trust Company National

Association as Trustee attached as Exhibit to the Facendola Affidavit

12
The term used in this indenture for the Bond Insurer

13
Defined to include failure to make payments when due under the Credit Enhancement the Financial

Guaranty Insurance Policy and the entry of an order for relief in rehabilitation proceeding or the appointment or

receiver here the Rehabilitator

14
Facendola Aff Ex at 169

-7-
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The Transaction Documents also generally provide that FUIC has certain rights subject

to conditions to control or direct the Trustee See Trust Indenture dated February 1997

between Jefferson County Alabama and AmSouth Bank of Alabama the predecessor in interest

to The Bank of New York Mellon.5 These rights however are expressly conditioned on its

fulfillment of FUICs contractual obligations under the Policies Id 17.3 Thus only where

FOIC is able perform or able to continue to perform do the Transaction Documents grant FOIC

the right to direct the Trustee to enforce remedies under the indenture jçj at 17.3c 13.5

Where FGIC is unable to meet payment obligations however the economic risk has shifted back

to the insured Bondholders FOIC loses the right to direct and control the Trustee which right

reverts to the holders of the Insured Bonds 17.3c Because FGIC has not complied with

its payment obligations and will be unable to comply in the future under the terms of the parties

agreements FGIC has no right to control or direct the Trustee.6

Sections 3.5 and 7.8 of the Proposed Plan operate in tandem to strip the holders of their

bargained-for control rights This would fundamentally alter the relationship of the parties to the

Transaction Documents and allow FGIC to direct the Trustee even though the holders of the

15 Facendola Aff Ex 17.3c 13.5

16

Notably the 1310 Order required FGIC to suspend paying all claims and prohibited FGIC from writing any new

policies $ç 1310 Order In press release issued the same day as the 1310 Order FGIC affirmatively and

unequivocally acknowledged that it would immediately suspend all claims payments and that it was prohibited

from writing any new policies FOIC Press Release November 24 2009 available at

http//www.fgic.comlaboutfgic/news/fgic2009l 124.pdf As consequence of this unequivocal inability to perform

FGIC is in anticipatory breach of its contractual obligations under the FGIC Bond Insurance policies See e.g
Alabama North Carolina 130 Ct 2295 2312 2010A repudiation occurs when an obligor either informs an

obligee that the obligor will commit breach that would of itself give the obligee claim for damages for total

breach or performs voluntary affirmative act which renders the obligor unable or apparently unable to perform

without such breach internal quotations omitted Tenavision Inc Neuman 45 N.Y.2d 145 150 1978

holding that an anticipatory breach occurs when the intention not to perform positive and unequivocal
Viacom Outdoor Inc Wixon Jewelers Inc 82 A.D.3d 604 1st Dept 201 1an unequivocal statement conveying

the intent not to perform constitutes an anticipatory breach Therefore to the extent that FUIC has not yet

technically failed to pay under certain Policies supporting any particular Transaction Document there has been an

anticipatory breach of all such Transaction Documents as consequence of FGICs unequivocal confirmation that it

is prohibited from making any Policies and the corresponding claims payments since the 1310 Order or significantly

less than full payment in the fixture

-8-
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Insured Bonds bear the risk of loss The party exercising control rights would have the ability to

make important decisions affecting the subject of the financing funded by the Insured Bonds

discretion in determining how rights and remedies under the Transaction Documents are

exercised and directing the Trustee to take significant actions including prosecuting litigation

that may involve incurring significant fees and expenses and may risk substantial liability.7

This unilateral attempt to strip Claimholders of their rights is beyond the power of the

court and to the extent relevant an abuse of the Rehabilitators discretion The NYIL allows the

Rehabilitator to remov the causes and conditions which have made the

proceeding necessary NYIL 7403a There has been no showing nor could there be that

the exercise of control rights by the holders of the Insured Bonds in any way caused FOIC to

require rehabilitation Indeed the Disclosure Statement states that the fourth quarter of

2007 FUICs business results of operations and financial condition have been adversely

affected by among other things significant losses on certain policies issued by FOIC relating to

RMBS and ABS CDO backed primarily by subprime RMBS Because of dramatic sustained

increase in payment defaults on the U.S residential mortgage loans collateralizing these

securities there have been and are expected to be substantial shortfalls in funds available to

make required payments on such securities Disclosure Statement at 10 Nor is there any

other provision of the NYIL or any case that grants this Court or the Rehabilitator the authority

to wholesale re-write contracts which in many cases it is not even party.8 Finally in this

17 As discussed in Point III below the indenmification provisions in the Proposed Plan are inadequate to protect the

trustee in connection with any exercise of control rights by FGIC

The plans of rehabilitation from other states and case cited by the Rehabilitator are not precedent for the powers of

this Court Rehabilitators Memo at 25-26 citing Ambac Plan of Rehabilitation Case No l0-CV-1576 8.01 Wis
Cir Ct Jan 24 2011 Grode Mut Fire Marine Inland Ins Co Plan of Rehabilitation Case No 3483 1986

XIIIEPa Conunw Ct 1989 Muir Transp Mut Ins Co 523 A.2d 1190 1193-94 Pa Commw Ct 1987

Plans are not statutes or case authority the terms that the Rehabilitator points to may have been included upon

consent and are not authority on what court would have decided had the validity of the terms been contested by the

parties to that proceeding ii44i merely affirmed an order which stated that no person firm governmental and

-9-
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proceeding the Court may only exercise in rem jurisdiction over the assets of FGIC and its

affiliates Matter of Rehab of Naf Heritage Life Ins Co 656 A.2d 252 260 Del Ch

1994rehabilitation proceedings are in rem proceedings Ballesteros New Jersey Prop Liab

Ins Guar Assoc 530 Supp 1367 D.N.J l982same The control rights FGIC seeks to

obtain are rights of the holders of the Insured Bonds and thus are not an asset of FGIC çf

Agstar Fin Servs FLCA Rock Creek Dairy Leasing LLC No 09-cv-272 2010 WL 1257465

at N.D md 2010 court overseeing receivership could not approve sale of property falling

outside of receivership estate

To the extent that the Proposed Plan would necessitate reapplication of the distribution

of funds that were either already made over the past three years or will be made in the future

following FGICs payment default and grant FGIC the right to recover funds that the Trusts

previously paid to others based on FGICs then default or that will be paid in the future based on

default this would gravely affect the rights of parties that are not parties to the FGIC

Policies and further exceed the powers of the Rehabilitator or this Court Accordingly Sections

3.5 and 7.8 of the Proposed Plan are unfair and inequitable and an abuse of the Rehabilitators

discretion See Callon 53 A.D.3d at 845 holding that rehabilitator of Frontier Insurance

Company acted arbitrarily and capriciously by ignoring obligation to pay $2.7 million default

judgment against Frontier to Callon Petroleum despite judicial decisions by two appellate courts

confirming award.9

In an attempt to justify its assertion of these additional right including control rights the

Rehabilitator relies on bankruptcy and banking law including arguing that the termination of

business entity or corporation could institute any suit or proceeding at law or in equity or otherwise against the

company in rehabilitation Mnk 523 A.2d at 1193-94 and is no authority for the proposition that rehabilitator

could unilaterally modify contracts to which the company in rehabilitation was not party

19

Similarly the Proposed Plan cannot enlarge FGICs subrogation rights as suggested by the language of Section

4.13

-10-
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its consent rights are unenforceable ipso facto clauses and ii argues that in the absence of these

provisions of the Proposed Plan certain holders of Insured Bonds may exercise rights like

control rights to the detriment of other holders Each of these arguments is meritless

The bankruptcy and bank cases and statutes discussed at pages 28-29 of the

Rehabilitators Memo are no authority for relief sought in this proceeding since this proceeding

for the rehabilitation of an insurance company is not subject to the rules applicable in bankruptcy

or bank insolvency proceedings Nor are the cases persuasive as analogies While the statutory

scheme of the Bankruptcy Code does preserve contract with an ipso facto clause so the debtor

can enforce the agreement it does not allow the underlying bargain to be altered by the debtor

The debtor must assume the entire contract and accept the burdens as well as the benefits

N.Y Skyline Inc 432 B.R 66 84 Bankr S.D.N.Y 2010When the debtor assumes the lease

or the contract under 365 it must assume both the benefits and the burdens of the contract

Neither the debtor nor the bankruptcy court may excise material obligations owing to the non-

debtor contracting party.quoting City of Covington Covington Landing Ltd Pship 71 F.3d

1221 1226 6th Cir 1995 In re S.E Nichols Inc 120 B.R 745 747 Banks S.D.N.Y

990It is well-settled that debtor cannot assume part of an unexpired lease while rejecting

another part the debtor must assume the lease in toto with both the benefits and burdens intact

Thus under the Bankruptcy Code if the debtor like FGIC in this case is unable to perform or

provide assurance of future performance and satisfactory indemnity it cannot enforce the

contract against the non-debtor party

Furthermore an ipso facto clause conditions remedy upon partys insolvency In re

W.R Grace Co 475 B.R 34 152 Del 2Ol2Ipso facto clauses are contractual

provisions which expressly state that upon borrowers filing of bankruptcy petition the

11
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creditor may accelerate the payment of the entire unpaid balance due under the terms of the

contract see also Nemko Inc Motorola Inc In re Nemko Inc 163 B.R 927 938

Bankr E.D.N.Y 1994 Thus clauses that trigger remedy upon payment default are not

ipso facto clauses and are thus enforceable I.T.T Small Bus Fin Corp Frederigue 82 B.R

E.D.N.Y 1987 In re Delaware River Stevedores Inc 129 B.R 38 41 Bankr E.D Pa

1991 Even in the bankruptcy contexts courts have recognized that the filing of petition for

relief does not relieve the debtor of consequences of payment default In re Margulis 323 B.R

130 136 Bankr S.D.N.Y 2005insurance companys right under prepetition settlement

agreement with Chapter 11 debtor to seek frill amount of consent judgment $791113.81 in the

event of debtors failure to pay $140000.00 settlement sum by deadline was not prohibited

ipso facto clause termination of debtors right to satisfy companys claim for $140000.00 did not

result from his insolvency or financial condition the commencement of his bankruptcy case or

the appointment of trustee or custodian but instead was caused by debtors failure to pay the

settlement sum by the deadline and while bankruptcy may have made it more difficult for him

to satisfy the condition that difficulty did not turn the condition into an unenforceable ipso facto

clause In re C.A.F Bindery 199 B.R 828 833 Bankr S.D.N.Y 1996
20

Thus FGTCs

attempt to justify its unilateral re-write of the Transaction Documents cannot be sustained on this

ground

The Rehabilitators reference to certain powers provided the Federal Deposit Insurance

Corporation FDIC under section 1821e13A of the Financial Institutions Reform

Recovery and Enforcement Act 12 U.S.C 1821 13 are similarly disingenuous

Congress provided that the FDIC may enforce any contract .. notwithstanding any provision of

20 Nor does the Bankruptcy Code enable party to assume contract that is no longer executory or is

contract for fmancial accommodation Bankruptcy Code 65

-12-
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the contract providing for the termination default acceleration or exercise of rights upon or

solely by reason of insolvency or the appointment of or the exercise of rights or powers by

conservator or receiver As recognized in the legislative history of this provision

amendment enables the FDIC to continue to enforce contracts that would otherwise terminate by

their terms upon the appointment of the receiver or conservator for financial institution çç

Technical Amendments to 413 Federal Deposit Insurance Corporation Act lOV Cong 1989

as quoted in Bank of New York FDIC 453 Supp 2d 82 96 D.D.C 2006 While this

provision keeps party from terminating contract based solely on the appointment of the FDIC

as receiver it does not provide the FDIC the right to change the contract or to require

performance when it is unable to perform

In fact pattern analogous to this case the court in Peoples Heritage Say Bank New

Heritage Holdings Inc CIV 93-10l69-Z 1994 WL 175029 Mass Apr 29 1994 held

that the FDIC could not use its powers to become the lead bank in participation agreement

when those powers had already been lost pre-receivership due to the implementation of cease

and desist order an event that pursuant to the terms of the participation agreement prohibited the

hank from exercising such control powers Just as the FDIC cannot use receivership to change

the terms of its agreements and require one-sided performance the Rehabilitator should not be

allowed to use this proceeding to try to force the Trustee to accept its direction and control

without the corresponding protections afforded the Claimholders and the Trustee by the

Transaction Documents

The Proposed Plan does not seek to preserve the Transaction Documents to allow for

FGICs performance in the future It seeks to change the underlying bargain Just as the

Bankruptcy Code and the laws applicable to the FDIC do not permit substantial alteration of
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rights and performance obligations under contract the Proposed Plan should not broaden

FGICs rights to the detriment of the Claimholders and the Trustee

Finally FOICs argument that controlling holders may at some time in the unforeseen

future act in manner detrimental to other holders is completely speculative Rehabilitators

Memo at 29-30 Indeed every holder will have the incentive to maximize their recovery Thus

there is no basis to conclude that FOIC would be better advocate for all of the holders when it

is the holders assets and not FGICs that are at risk

POINT II

SECTION 7.8C OF THE PROPOSED PLAN UNLAWFULLY STRIPS THE
TRUSTS OF LEGALLY PROTECTED RECOUPMENT AND SETOFF RIGHTS

Section 7.8c also seeks to strip the Claimholders of their rights to recoupment and setoff

and subordination of FGICs claims even when FUIC was already subordinated pursuant to the

Transaction Documents irrespective of the occurrence of the Rehabilitation Circumstances

Proposed Plan 7.8c.2 The unfairness and inappropriateness of this provision of the

Proposed Plan is demonstrated by the contrast with Section 4.9 While the Trustee seeks only to

have its otherwise applicable rights of recOupment or set-off recognized the Proposed Plan

creates an express right of setoff for FUIC and seeks to override generally applicable compulsory

counterclaim rules that might otherwise deprive it of its right of set-off Furthermore this

provision would violate the best-interests of the creditors test by taking away from

21111 relevant part Section 7.8c enjoins holders from

withholding or continuing to withhold subordinating failing to pay setting-off or taking similar

action with respect to FOIC Payments owed or that would have been or would be owed but for the

Rehabilitation or the occurrence or existence of any of the Rehabilitation Circumstances to the

FGIC Parties under any FGIC Contract or any Transaction Document executed in connection with

the issuance of or entry into such FGIC Contract or related to such FOIC Contract or any obligations

insured or covered thereby regardless of the existence of any provisions in such FGIC Contract or

Transaction Document that would or may otherwise pernit such withholding subordination failure

to pay setting-off or similaraction
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Claimholders of recoveries they would have retained had FGIC been liquidated This provision

is inequitable and an abuse of discretion because it eviscerates rights as provided by the common

law the New York Insurance Law statute and the Transaction Documents

Section 7.8c violates the Claimholders common law statutory and

contractual rights to setoff

Section 7.8c violates the Claimholders common law statutory and contractual rights to

setoff and recoupment The Trustee and Claimholders have common law rights to recoupment

and set off independent of the provisions of the Transaction Documents Natl Cash Register Co

Joseph 299 N.Y 200 203 949Recoupment means deduction from money claim

through process whereby cross demands arising out of the same transaction are allowed to

compensate one another and the balance only to be recovered Of course such process does

not allow one transaction to be offset against another but only permits transaction which is

made the subject of suit by plaintiff to be examined in all its aspects and judgment to be

rendered that does justice in view of the one transaction as whole Matter of Midland Ins

Co 79 N.Y.2d 253 264 l992Contracting principals who are debtors and creditors of each

other by virtue of entry into contract or contracts have the same legal capacity and may set off

debts against each other Siegel State 262 A.D 388 390 3d Dept 1941confirming the

right of setoff

Rights to recoupment and setoff are also recognized by the New York Insurance Law

statute NYIL 7427 In all cases of mutual debts or mutual credits between the insurer and

another person in connection with any action or proceeding under this article such credits and

debts shall be set off and the balance only shall be allowed or paid see also Matter of

Midland Ins Co 79 N.Y.2d at 259-61 1992holding that NYIL 7427 applies to rights of
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recoupment and setoff22 Courts have repeatedly affirmed this right of set-off in insolvency

proceedings including in the insurance context See Van Schaick Astor 154 Misc 543 545-

46 1st Dept 1935 Thus in Astor for example the First Department held that under 420 now

7427 of the NYIL the policy holder was entitled to set-off premiums owed Union against

Unions delinquent claims payments Id at 545 see also Matter of Midland Ins Co 79 N.Y.2d

at 260 1992 the general rule that mutual debts and credits may be set-off applies in cases

involving insolvent insurance companies

Finally the Transaction Documents may provide recognition of the right to set off any

amounts due and owing to FGIC against any amounts due and owing from FUIC to the

Policyholder The Transaction Documents and applicable law may also subordinate the claims

of FUIC to the claims of Policyholders The Rehabilitators attempt to ignore the Claimholders

common law statutory and contractual rights of recoupment and set-off and possible rights to

the subordination of FGIC are contrary to law and if otherwise lawful arbitrary and capricious

and an abuse of discretion

Section 7.8c violates New York Insurance Law and the Best Interests of

Creditors Test

As acknowledged by the Rehabilitator in presenting the analysis appearing at page 20 of

the Rehabilitators Memo insurance insolvency law like bankruptcy law mandates that

creditor must receive as much or more under rehabilitation plan as they would have received

22 Under the bankruptcy laws offsets arising out of different transactions have consistently been permitted

they are distinguished from recoupment which involves claims arising from the same transaction Collier

Bankruptcy 553.03 ed and authorities cited therein Schwab Anderson Reed and Mendelsohn Onset of an

Offset Revolution The Application of Set Offs In Insurance Insolvencies of Ins Reg 464 470473 also

reported in 95 Dick Rev 449 see generally CarmodyWait 2d N.Y Prac 31.2 see also City of Grand

Rapids Mich McCurdy 136 F.2d 615 619 6th Cir 1943Recoupment differs from set-off mainly in that the

claim must grow out of the same transaction which ifimishes the plaintiffs cause of action and is in the nature of

claim of right to reduce the amount demanded Recoupment goes to the justice of the plaintiffs claim while set-off

is not necessarily confmed to the justice of such particular claim The defense of recoupment exists as long as the

plaintiffs cause of action exists and may be asserted though the claim as an independent cause of action is barred by

limitations
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on liquidation Carpenter 10 Cal 2d at 336 There is no doubt that holders would have had

right to setoff and recoupment had FOIC been liquidated N.Y Ins 7427 Since those rights

would increase their net recoveries the inclusion of Section 7.8c in the Proposed Plan is

inconsistent with the parties rights under the Insurance Law causing the Proposed Plan to fail

the best interests of creditors test and common precepts of insurance rehabilitation law

FGIC proposes to improperly impair the parties rights in the identified

transactions

FUIC has posted on the Rehabilitation Proceeding website
23 document entitled Exhibit

Preliminary Analysis of FOIC Payments Not Paid to FUIC the Preliminary Analysis

illustrating the application of the provisions of the Plan to the transactions identified in the

document See Facendola Aff Ex Based on the arguments presented above the Trustee

specifically objects to the proposed reductions in cash payments to be made to the Trustee as

Policyholder on the transactions for which it is Trutee presented in the Preliminary Analysis that

deprive the Trustee of its common law recoupment and set-off rights and vary the terms of the

Transaction Documents as applied in those transactions.24

POINT III

THE PROPOSED PLAN FAILS TO ADEQUATELY PROTECT THE TRUSTEE
AGAINST LIABILITY FOR ACTS TAKEN AT FGICSDIRECTION

Section 7.5b governs FOICs indenmification obligations under the Plan.25 This

provision is unfair and inequitable in several respects First it requires that the Indemnified

23

http//www.fgicrehabilitation.com/docs.php

24
The Trustee reserves the right to object to the Preliminary Analysis on all available grounds not limited to

its rights of recoupment and offset outlined in this Objection

25
In relevant part Section 7.5b provides

FOIC shall indemnify each Indemnified Trustee for any Losses incurred by such

Indemnified Trustee arising from its compliance with the express terms and conditions of

the Plan or any direction given to it by FGIC pursuant to the relevant FUIC Contract or

Transaction Document in each case excluding Losses resulting from gross negligence or
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Trustees look to their indemnification rights under the Transaction Documents before they have

recourse to FUIC There is no rational basis for requiring the holders whose assets at

ultimately at risk to indemnify the Indemnified Trustees for actions taken pursuant to

direction from FUIC This provision is particularly objectionable because FUIC first seeks the

authority to direct the Indemnified Trustees despite defaulting on its payment obligations and

paying only fraction of amounts due under the Policies and then asks the holders to incur the

liability that may arise from such direction Second to the extent the Indemnified Trustees may

ultimately have to rely on FOICs indemnification before acting it must be allowed to make

determination as to whether FGIC can satisfy any potential liability that may arise from that

direction To compel the Trustee to act without any assurance that FOIC could satisfy its

indemnification is unfair and inequitable.26 At minimum Section 4.2.B of the Proposed Plan

should be modified to provide that all Administrative Expense Claims that constitute claims for

indemnification shall be paid in frill in the ordinary course pursuant to Section 4.7.D regardless

of whether such claims arose prior to on or after the Effective Date without limiting an

willful misconduct of such Indemnified Trustee provided however that no amounts

shall be payable by FGIC pursuant to this Section 7.5b to any Indemnified Trustee to

the extent that the same is reimbursable to it under or pursuant to any of the Transaction

Documents and there are sufficient funds with priority under the Transaction Documents

for such purpose and in respect of any amounts that are indemnified due to there being

such insufficient funds the Indemnified Trustee shall take all steps necessary to enforce

its right to receive any reimbursement under or pursuant to any of the Transaction

Documents in respect of any amounts so indemnified by FGIC and shall pay any amounts

so reimbursed to FGIC upon the Indemnified Trustees receipt thereof .The indemnity

provided in this Section 7.5b shall be deemed to satisfy for all
purposes any

requirement under any provisions of FOIC Contract or Transaction Document that the

Indemnified Trustee be provided with an indemnity to or for its benefit including any

requirement that such indemnity be adequate sufficient reasonable acceptable

or similar tenns prior to performing any action required under the Plan including

complying with any direction given to it by FGIC pursuant to the relevant FUIC Contract

or Transaction Document and including provisions that allow the Indemnified Trustee to

refrain from performing any action in the absence of such an indemnity

26
Exhibit to the Facendola Affidavit at with respect to requested modification to 4.2.B of the Proposed

Plan
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Indemnified Trustees right to seek further adequate assurance that FUIC will be able to satisfy

all of its potential liability for indemnification of the Indemnified Trustee

POINT IV

THE PROPOSED PLAN CONTAINS PROVISIONS WHICH UNFAIRLY AND
INEQUITABLY IMPACT THE TRUSTEE AND WHICH WITHOUT CLARIFICATION
OR MODIFICATION ARE ARBITRARY AND CAPRICIOUS AND AN ABUSE OF THE

REHABILITATOR DISCRETION

The Proposed Plan contains numerous provisions that are unworkable unfairly and

inequitably impact the Trustee and other Claimholders and represent an abuse of the

Rehabilitators discretion Each of these provisions is summarized below

Section 2.5

Section 2.5 automatically subordinates Late-Filed Claims to Non-Policy Claims absent

any demonstration of prejudice from the late filing As FOIC will be paying on Claims for over

40 years Disclosure Statement at there can be no harm to FGIC due to Late-Filed Claim

and therefore no justification for subordinating such claims

ii Section 3.5

The last paragraph of 3.5 provides

Notwithstanding anything to the contrary in this Section 3.5

during any period of time in which Claim has been submitted in

accordance with the Plan with respect to Policy and such Claim

has not been satisfied in full in Cash andlor Deemed Cash

Payments this Section 3.5 shall not apply with respect to the

determination of priority of distributions between and among

Instruments insured by such Policy

This provision is unclear in its application to Claims that arose prior to the

commencement of this proceeding and with respect to future Claims If Claim was submitted

and has been unpaid for the reasons set forth in the discussion of Point II at pp 15 18 Section

3.5 should not be given effect to determine the priority of distributions under any Transaction
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Documents This apparent savings clause is limited by its terms to the determination of the

priority of distributions between and among Instruments insured under any one Policy when the

principle should be applied to the priority of distributions under any relevant Transaction

Documents

iii Section 3.7bi

Section 3.7bi of the Proposed Plan unfairly and inequitably provides that FGIC is

only required to give Trustee ten 10 Business Days written notice while the Holders or

trustees must give FGIC forty five 45 Business Days prior written notice to settle or release

claims See Proposed Plan 3.7aiv There is no basis in the disparity of these notice

requirements and the disparity is both unfair and inequitable Section .7bi should be

modified to require that FUIC give the Trustees forty five 45 Business Days notice before

taking action to give the Trustees corresponding period to analyze the situation provide any

notice to other parties and reach determination of its response to the notice

iv Section 3.7c

Where directions are to be given to the Trustee all holders must be given an adequate

opportunity to object to the proposed direction to protect their interests if they perceive that they

would be adversely affected by the direction That protection must be incorporated into any

direction contemplated by the Proposed Plan for it to meet the requirement that the plan be fair

and equitable and comply with Due Process

Section 4.1

Section 4.1 of the Proposed Plan provides that fjollowing the Effective Date FOIC

shall be responsible for administering reviewing verifying reconciling objecting to

compromising or otherwise resolving all Claims not resolved prior to the Effective Date in each
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case in compliance with the Plan and any NYSDFS Guidelines Since the Guidelines affect the

Claimholders rights FGIC should make the Guidelines available to the Claimholders

vi Section 4.3A

Section 4.3A of the Proposed Plan arbitrarily requires the Trustee to resubmit Claims

which have already been submitted There is no rational basis to require the Trustee to expend

further time and resources to resubmit Claim that has been properly submitted especially

where there is supporting documentation that will be difficult to resubmit

vii Section 4.4.A

Section 4.4.A of the Proposed Plan requires Non-Policy Claims be submitted within

ninety 90 days after the Effective Date but it is silent as to Non-Policy Claims arising after the

Effective Date The Proposed Plan should specifi the date on which such claims must be

submitted

viii Section 4.6 RPT 1.4.A

Section 4.6 of the Proposed Plan unfairly places the burden on Holders of Claims to

challenge FGICs Claim Determination Ultimately FGIC is provided with discretion to make

determination the FGIC Claim Determination If the holder seeks to challenge the FGIC Claim

Determination it must commence an action and again has the burden without the benefit of

discovery of establishing that the Claim Determination was incorrect Moreover 4.6

improperly imposes the payment of attorneys fees to the non-prevailing party in the absence of

contract in contravention of established law See Hooper Assocs Ltd AGS Computers Inc

74 N.Y.2d 487 492 1989 attorneys fees are incidents of litigation and prevailing party may

not collect them from the loser unless an award is authorized by agreement between the parties

statute or court rule
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This section appears intended to dissuade any Claimholders from ever challenging any

determination made by FOIC especially in light of the provisions concerning disputed claims

and policy crystallization Section 4.6 should be modified to place the burden of going forward

in any objection to the validity of FOIC Claim Determination where it properly belongs on

FUIC and to make clear that each party is responsible for its own attorney fees

ix Sections 4.7.A 4.7.D 4.7.E

Section 4.7.A of the Proposed Plan provides that no portion of Claim shall be Permitted

until all disputed portions are resolved There can be no reason to withhold payment of any

undisputed amounts due Claimholder This provision will unnecessarily cause significant

further delay with respect to payouts on undisputed portions of Claims that may have already

been unpaid for as long as three years since FUIC ceased payments in November 2009.27

Conforming changes should be made to Section 4.7.E and the same principles should apply to

Administrative Expense Claims governed by Section 4.7.D

Section 4.7.B

Section 4.7.B of the Proposed Plan allows FUIC to reduce its Cash payments to

Claimholders whenever third-party makes even partial payment to holder The Disclosure

Statement makes clear that FGIC will only pay small percentage of Permitted Claim in Cash

It would be unfair and inequitable to allow FGIC to further reduce such Cash payment by any

amount received by third-party before the Claimholder is paid in full To the extent that FOIC

27
Section 4.7.E of the Proposed Plan must also be modified with respect to payment of the undisputed portion

of claims and be revised to require FGIC to clearly identi by Policy and Claim what it is paying with each amount

to the Trustee The defmition of Disputed Claim should be similarly modified to clarifij that Disputed Claim is

only that portion of Claim that is disputed $ç Exhibit to the Facendola Affidavit at 33 The defmition of

Permitted should make clear that to the extent that FGIC disputes portion of Claim the non-disputed portion

shall be Permitted See id
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seeks the right to reduce its obligation to holders such reduction should be made to the Pennitted

Claim amount not Cash payment amount.28

xi Section 4.10

Section 4.10 of the Proposed Plan provides that Permitted Claim shall not include

any .v payment obligation of FGIC or underlying obligation or risk of loss insured by FUIC

that has in either case been released satisfied terminated commuted novated or otherwise

extinguished pursuant to the Plan or otherwise emphasis added This

language could be used by FGIC to argue that Claim is not Permitted where the liability or the

portion of the liability of an underlying obligor has been discharged or modified such as in the

context of bankruptcy discharge or debt restructuring The insolvency and consequent

inability of the issuer of the Bonds to make payment is precisely the risk that the FUIC policy is

intended to protect the Insured Bond holder against This provision of the Proposed Plan is

unfair inequitable and in contravention of New York law Oppenheimer AMT-Free Municipals

ACA Fin Guar Corp No 653290/11 2012 WL 3322682 at 13 Sup Ct N.Y Co July 23

2012holding that financial guaranty companys obligations under policies insuring municipal

bond transactions were not discharged when the issuer/debtors obligations were discharged

under plan of bankruptcy

Moreover Section 4.1 0viii-ix provides that Permitted Claim shall not include

viii any Claim or portion thereof that is Duplicate Claim or ix any Claim or portion thereof

arising directly or indirectly from any of the foregoing This section could be read to mean that

if portion of Claim is duplicative the non-duplicative portion of the Claim will also not be

28 RPT 1.4.A will need to be similarlymodified Exhibit to Facendola Affidavit at 30
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permitted which is unduly punitive The language should therefore be modified to provide that

non-duplicative portions of Claims should be permitted while the duplicative part should not

xii Section 7.11

In the interest of transparency reports required pursuant to 7.11 should all be filed with

the NYDFS and posted on the Policy Holder Information Center website All Claimholders

should be entitled to review all reports required by 7.11

xiii Section 9.16

Currently the Proposed Plan is unclear as to its effect on prior orders of this Court when

the Proposed Plan becomes effective Thus 9.16 should be added to provide that As of the

Effective Date except as provided in the Plan Approval Order the Plan shall supersede any prior

orders of the Court and shall govern the payment and satisfaction of all rights and Claims of any

Person against FOIC and its assets

xiv RPT1.1.B

While the Proposed Plan provides time period for payment of the initial payment of

Permitted Policy Claims it fails to provide time periods for any subsequent payments Thus

RPT 1.1 .B of the Proposed Plan should be modified to provide that after the Initial Payment Date

FGIC shall make further payments required pursuant to the Proposed Plan on dates that FOIC

shall reasonably determine but that such dates shall occur no later than January and July of

each year

xv RPT 1.4.A

Section .4.A of the Revised Policy Terms provides for reduction in distributions to

Claimholders on Permitted Claims based on FGIC determination that there is FOIC Payment

due to the FOIC Parties The Court should be required to determine validity of the FOIC Claim

and the propriety of any or procedure similar to the Section 4.6 treatment of Disputed Claims
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should be made applicable prior to the exercise of setoff by FUIC if such setoff right is to be

recognized

xvi RPT Article Section 7.8a

The Proposed Plans employment of the concept of Policy Crystallization Event is an

abuse of the Rehabilitators discretion In essence under Article II of the Restructured Policy

Terms 2.1 of the Proposed Plan Policy Crystallization is to take place if the Trustee fails to

honor FOIC exclusive authority to exercise FOIC Rights or otherwise fails to comply with the

injunctive relief under Section 7.8 of the Proposed Plan and other rights given to FGIC under the

Proposed Plan Under the Policy Crystallization Event rubric the Trustee would be given

Purported FOIC Loss of Rights Notice with thirty days to cure If the Trustee fails to cure FGIC

would give the Trustee Policy Crystallization Event Notice declaring Policy Crystallization

Event as of stated Effective Date The effect of Policy Crystallization is to essentially

accelerate the parties rights under the affected Policy However Due Process requires that the

Trustee be able to raise issues about the operation of the Proposed Plan and its impact on

Transaction Documents without risking Policy Crystallization Event if the court disagrees with

the position of the Trustee The Policy Crystallization Event and 7.8a essentially chill the

Trustees constitutional right of Due Process.29

29

Similarly 7.81 of the Proposed Plan improperly seeks to enjoin all Persons from any actions that are

inconsistent with the Proposed Plan In sweeping terms the Proposed Plan prohibits all persons from acting or

proceeding in any manner in any place whatsoever that does not conform to or comply with the provisions of the

Plan including any Exhibits hereto Snch language fails to give fair notice of the acts purported to be prohibited

and is improper in any injunction order Xerox Corp Neises 31 A.D.2d 195 197-98 1st Dept l968a decree

granting injunctive relief whether temporary or permanent must define specifically what the enjoined person must

or must not do in language so clear and explicit that layman can understand what he is expected to do or refrain

from doing without placing the one enjoined in the position of acting at his peril Stated otherwise an injunction

should plainly indicate to the defendant specifically all the acts which he is thereby restrained from doing without

calling upon him for inferences or any conclusions only to be arrived at by more or less uncertain process of

reasoning and about which the parties might well differ in opinion either as to facts or law.intemal citations and

quotations omitted
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CONCLUSION

For the foregoing reasons the Trustee respectfully requests that the Court deny approval

of the Proposed Plan absent modifications to address the Trustees objections and grant such

other and further relief as the Court deems just and proper The Trustee reserves the right to join

in the Objections served by other parties

Dated New York New York

November 19 2012

Bernards

Carter Ledyard Milbum LLP

Wall Street

New York NY 10005

Telephone 212-732-3200

Email gadsdenäclm.com

Attorneys for The Bank of New York Mellon and

The Bank of New York Mellon Trust Company

NA as Trustee
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