SUPREME COURT OF THE STATE OF NEW YORK
NEW YORK COUNTY: COMMERCIAL DIVISION PART 45

X
NOMURA ASSET CAPITAL CORPORATION and
ASSET SECURITIZATION CORPORATION,
Index No. 116147/06
Plaintiffs,
DECISION AND ORDER
—against- ' '
Motion Sequence 005
CADWALADER, WICKERSHAM & TAFT LLP,
Defendant. :
X

MELVIN L. SCHWEITZER, J.:

Defendant Cadwalader, Wickersham & Taft LLP (Cadwalader) moves, pursuant to CPLR
3212, for summary judgment dismissing the first cause of action of the complaint. This
remaining claim in this legal malpractice action is that Cadwalader failed to properly advise and
represent Nomura Asset Capital Corporation (NACC) and Asset Securitization Corporation
(ASC) (together, Nomura) in connection with the securitization of a pool of commercial
mortgages and the issuance of a legal opinion stating that the resulting trust would qualify for
treatment for federal income tax purposes as a real estate mortgage investment conduit (REMIC).
Specifically at issue is a $50 million loan made to the Doctor’s Hospital of Hyde Park, Chicago
(the DHL) fhat Nomura included in its Series 1997-D5 securitization (D5 Securitization). When
the hospital subsequently went into bankruptcy and Nomura was sued by the trustee to force a
repurchase of the loan, Nomura claims it was forced to settle the tmsteé’s lawsuit for millions of
dollars and alleges that it would not have suffered these damages but for Cadwalader’s legal

malpractice.




Background

Under the Internal Revenue Code, substantially all of the assets of a REMIC must consist
of “qualified mortgages and permifted investments.” 26 USC § 860D(a)(4); Ex. 1157, 15. As
the term is applicable hére, a qualified mortgage must be “principally secured by an interest in
real property.” 26 USC § 860G(a)(3)(A). One means of meeting the principally secured
requirement is for the “fair market value of the interest in real property” securing the mortgage to
be at least equal to 80% of the adjusted issue price of the mortgage loan, either on the date it is
originated or at the time that the REMIC sponsor contributes it to the REMIC (the 80% Test).
26 CFR § 1.860G-2(a)(1)(i), (a)(5). REMIC real property is defined as “land or improvements
thereon, such as buildings or other inherently permanent structures . . . .” 26 CFR § 1.856-3(d).

The REMIC regulations also include a "safe harbor" where a loan is "deemed" to be
"principally secured by an interest in real prdperty" if the sponsor of the REMIC "reasonably
believes” that the loan is so secured at the time the sponsor contributes the loan to the REMIC.
26 CFR § 1.860G-2(a)(3)(i). If, however, notwithstanding the sponsor's "reasonable belief," it is
discovered that the loan is not principally secured by an interest in real property, "the obligation
is a defective obligation" (26 CFR § 1.860G-2[aj [3][iii]) and the trust has 90 days to cure the
breach or dispose of the loan or the REMIC tax status of the trust will be in jeopardy. 26 CFR
§ 1.860G-2(f)(2).

Cadwalader was hired in 1993 by Perry Gershon, then the head of Nomura’s
securitization group, to advise Nomura on the legal and tax aspects of its commercial mortgagc;-

backed securities (CMBS) transactions. Gershon III Tr. at 8, 246;' Ex. 907. Nomura alleges that

’Referring to the deposition of Perry Gershon taken on April 27, 2010.
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Cadwalader was engaged to: (i) advise Nomura on how to originate the mortgage loans in order
to comply with the REMIC regulations; (ii) draft the Pooling Service Agreement (PSA) and
Mortgage Loan Purchase and Sale Agreement (MLPSA); and (iii) render a legal opinion to
NACC that the D5 Securitization trust was REMIC-qualified. Complaint, §11.

It is undisputed that Cadwalader drafted both the PSA and the MLPSA. Section 2 of the
MLPSA is entitled “Representations and Warranties.” In Section 2(b)(xxxi), NACC gave a
“Qualified Mortgage Warranty,” warranting that:

“Each Mortgage Loan constitutes a “qualified mortgage” within the meaning of

Section 860G(a)(3) of the Code (but without regard to the rule in Treasury

Regulations 1.860 G-2(f)(2) that treats a defective obligation as a qualified

mortgage, or any substantially similar successor provision). . . .”

Ex. 2, § 2(b)(xxxi). In Section 2(b)(xxix), NACC separately warranted that:

“(1) The Mortgage Loan is directly secured by a Mortgage on a commercial

property or multifamily residential property, and (2) the fair market value of such

real property as evidenced by an MAI appraisal conducted within 12 months of

the origination of the Mortgage Loan, was at least equal to 80% of the principal

amount of the Mortgage Loan (a) at origination . . . or (b) at the Closing Date. . . .”
Id., § 2(b)(xxix) (the 80% Warranty).

The complaint alleges that Cadwalader advised Nomura that it would be necessary to
obtain an appraisal of the Doctor’s Hospital property and the other properties securing the
mortgage loans in the D5 Securitization pool by an MAl-certified appraiser showing that the
value of the property was sufficient under REMIC regulations. Complaint, § 18. The Doctor’s
Hospital appraisal, dated August 28, 1997 (the Appraisal), estimated the value of the “going-

concern” at $68 million. Exs. 46 and 154. The appraiser, Eric Dost of Valuations Counselors,

used three valuation approaches: (1) a “cost approach” which estimated the hospital's value at



$40.6 million; (2) a “sales comparison” approach, which placed the hospital's value at

$64 million; and (3) an “income capitalization approach,” which determined the hospital's value
to be $68 million. The Appraisal concluded that the income capitalization approach offered “the
best indicator of value” for the Doctor’s Hospital property. Ex. 46, at 93. Dost set forth the
following summary of his $68 million valuation:

“Allocation of Value

Land . $ 3,000,000
Building and Site Improvements 27,960,000
Equipment 9,640,000*
Intangibles 27,400,000
Total $68,000,000

*A detailed inventory of equipment was not conducted. Equipment values can
vary significantly for hospitals. The equipment allocation is based on a typical
figure for similar acute care hospitals.”

Ex. 154, at 2.

Based on a $68 million value, the overall loan to value (LTV) for the DHL was calculated
to be 73%.2 See Ex. 992 at Annex A (A-1 to A-2).

Cadwalader issued an opinion letter on October 24, 1997, addressed to Nomura Securities
International Inc. (the First Opinion Letter) (Ex. 125), stating that the D5 Securitization was
REMIC-qualified for federal income tax purposes. Complaint, q 19. The third paragraph of the
First Opinion Letter states that, in rendering the opinion, Cadwalader has examined and relied
upon, among other documents, the PSA and MLPSA, the Prospectus and two supplements
thereto, the Preliminary Prospectus Supplement dated October 9, 1997 and the Prospectus

Supplement dated October 24, 1997. The First Opinion Letter also states: “As to any facts

*The 80% Test measures value to loan (VTL) and is the equivalent of 125% LTV. Gershon 111 Tr. at 41.
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material to such opinions [that] were not known to us, we have relied upoﬁ statements,
certificates and representations of officers and other representatives of [quura]. .. Exc 125,
at 2. Paragraph S of the First Opinion Letter states, in pertinent part: “the Upper Tier REMIC
and Lower-Tier REMIC will each qualify for treatment for federal income tax purposes as a real
estate mortgage investment conduit, as defined in Section 860D of the Code. ...” Id, at4. Itis
undisputed, however, that Charles Adelman, a Cadwalader tax partner anci REMIC expert, did
not review the Appraisal for the DHL'priolr to signing off on the First Opinion Letter.

The Doctor’s Hospital filed for bankruptcy on April 17, 2000 and was in default of the
loan by June 2000. Later .on, the Bankruptcy Court concluded that “Doctér’s Hospital was
insolvent at all times from August 28, 1997 [the date the Appraisal done by Mr. Dost had
estimated the value of this going concern at $68 million] through April 17, 2000.” Ex. 44, at 91.
On June 1, 2000, LaSalle Bank National Association (LaSalle), the DS Securitization trustee,
gave written notice to ASC that it was in breach. of the contractual representations and warranties
in the PSA with respect to the DHL, contending that the DHL was not a qualified mortgage loan,
because it failed the 80% Test. See Ex. 52.> ASC responded by letters dated June 8 and 16,
2000, stating, among othér things, that: it was not in default; LaSalle had misinterpreted the
Appraisal because the $27,400,000 allocated to intangibles was not meant to refer to personal
property and that some portion would qualify as REMIC real property; and ASC would provide

factual support for its position shortly. Ex. 53.

3The letter actually was sent by Lend Lease Asset Management, L.P., the Special Servicer under the PSA on
behalf of LaSalle.




By letter dat.ed June 26, 2000, LaSalle responded stating that, based on the Appraisal
itself and the inventory of equipment performed in connection Wi:Lh the bankruptcy, it was
difficult for LaSalle to understand how anything in the intangibles and equipment categories of
the Appraisal could qualify as REMIC real property, and that without these numbers, the DHL
represents /62% of the value of the hospital’s real property. Ex. 55, at 2. LaSalle requested that
ASC provide the factual support for its position in the form of a legal opinion that the DHL is a
qualified mortgage. Id, at 3. i

By letter dateci June 30, 2000 (Ex. 77), ASC provided LaSalle with another legal opinion
from Cadwalader (the Second Opinion Letter) (Ex. 57) and a letter dated Jun¢ 29, 2000 from the
original appraiser of the Doctor’s Hospital property (the Appraisal Supplement), stating that
$45,080,000 of the hospital’s overall market value was subject to the REMIC definition of “real

property” as follows:

“Land $ 3,000,000

Building and Site Improvements $27,960,000
Fixtures (i.e. structural components) - $ 4,000,000
Value increase in building from Certificate of Need $ 4,820,000
Stabilized Real Estate Contribution (i.e. occupied vs. ;
“dark” value attributed to improvements) - $5.300,000

Total Real Property Components $45,080,000"

Ex. 56.
LaSalle, however, rejected the Second Opinion Letter and the Appraisal Supplement by
letter dated July 25, 2000, and reiterated its demand that ASC repurchase the DHL. Ex. 58.

LaSalle claimed that the Appraisal Supplement contained “no analyses, data or other

documentation whatsoever in support of the Appraisal Explanation’s reallocation of values



between ‘real estate’ and ‘non-real estate’ categories.” Id., § 2. In addition to detailing other
alleged problems with thc;, Appraisal Supplement, LaSalle claimed that it had obtained a third
party appfaisal commissioned by the borrower for an appeal of the hospital’s 1997 tax
assessment, which appraisal valued the hospital’s real property as of Janua;ry 1, 1997 at only
$2,675,000. 1d.,9 5. ASC responded to this letter on August 4, 2000. Ex. 60. ASC refused to
repurchase the DHL, contending that it is accepted practice to appraise property for REMIC
transactions by relying on an “as-is or occupied value rather than the dark or ‘bricks and mortar’
value.’” Id, at 1.

On November 14, 2000, in an action entitled LaSalle Bank Natl. Assn. v Nomura Asset
Capital Corp. & Asset Securitization Corp., 00 Civ 8720 (NRB) (the Fede;,ral Action), LaSalle
sued Nomura in the United States District Court for the Southern District of New York for
breach of the representations and warranties contained in the MLPSA and the PSA in connection
with the DHL, and demanded that Nomura repurchase the defaulted lpan. Ex. 62.

In an opinion dated September 14, 2004, the District Court (Buchwald, J.) granted
summary judgment in favor of Nomura, finding that they reasonably believed that the mortgage
was 80% secured by qualifying real property baséd on their good faith reliance on the advice of
their counsel. LaSalle Bank Natl. Assn. v Nomura Asset Capital Corp., et al., No. 00 Civ. 8720,
2004 WL 2072501, 2004 US Dist LEXIS 18599 (SD NY Sept. 14, 2004); This “reasonable
belief” entitled Nomura to invoke the REMIC safe harbor provisions. The District Court further
concluded that, even if Ndmura were not protected by the REMIC safe harbor provisions,
Nomura cured the defect by providing LaSalle with the Second Opinion Lener from Cadwalader

to the effect that the DHL was a REMIC-qualified mortgage loan. LaSalle’s contention that the
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80% Warranty was independently breached was rejected, because the District Court ruled that the
80% Warranty had no greater effect than the Qualified Mortgage Warranty. Finally, the District
Court rejected LaSalle’s contention that Nomura breached a separate warranty that the DHL was
originated and/or underwritten in aécordance with customary industry standards.

On appeal, however, the Second Circuit disagreed. See LaSalle Bank Natl. Assn. v
Nomura Asset Capital Corp., 424 F3d 195 (2d Cir 2005). In an opinion dated September 14,
2005, the Second Circuit concluded that, because the Qualified Mortgage énd the 80%
Warranties were set forth in the MLPSA in two separate provisions, basic tenets of contract law
required that each provision be given separate effect. Id. at 206-207. The‘ Second Circuit also
ruled that the Qualified Mortgage Warranty carved out the safe harbor provisions, and thus, they
were not applicable. /d. at 209-210. The Second Court disagreed that Nomura cured any breach
of the 80% Warranty by virtue of Cadwalader’s Second Opinion Letter and the Appraisal
Supplement, and concluded that there could have been a breach if the fair market value of the
real property securing the DHL was less than 80% of the principal amount of the loan. The
action was remanded back to the District Court in order to determine if that was so, suggesting
that this was a question of fact appropriately reserved for trial upon remand. Id. ét 208-210.

Nomura settled the Fede{al Action in July 2006, prior to trial, for approximately $67.5
million claiming that it had no other viable alternative. Complaint, § 29; s'ee also Ex. 113. This

/
legal malpractice action then was commenced on October 27, 2006.

Nomura’s complaint asserted three causes of action. The first cauée of action, discussed

in more detail below, asserts a claim against Cadwalader for legal malpractice in connection with

the DHL. The second cause of action was dismissed by this court on Cadwalader’s pre-answer




~
motion to dismiss. Nomura has withdrawn the third cause action alleging malpractice with
respect to the “Best Western Loan” (see Complaint, § 56). Pls. Opp. Memo. of Law, at 1, n 1.
Nomura has also withdrawn its clai.m that Cadwalader committed legal malpractice by including
the 80% Warranty separate and apart from .the Qualified Mortgage Warranty in the MLPSA. Id*

The remaining allegations of Nomura’s complaint alleges that Cadwalader committed
legal malpractice by failing to advise plaintiffs that appraisals of the collatéral securing the
mortgage loans included iﬁ the DS Securitization had to separately value the “real property” as
defined in the REMIC regulations, and by failing to do the necessary due diligence prior to the -
issuance of the First Opinion Letter. Complaint, § 34. As a result, Nomura contends that the
Appraisal of the Doctor’s Hospital property showed a qualifying valuation of only $30,960,000 -
approximately $10 million less than the $40 million needed for the loan to be 80% secureq by the
fair market value of the real property as defined under REMIC. Id,, 9 27.

Discussion

A. Standards for Summary Judgmen}

In order to obtain summary judgment, a defendant must establish its defense sufficiently
to warrant a court's directing judgment in its favor as a matter of lav‘;/. Gilbert Frank Corp. v
Federal Ins. Co., 70 NY2d 966, 967 (1988); Zuckerman v City of New York, 49 NY2d 557, 562

(1980). In order to defeat the motion, the defending party must establish the existence of a

factual issue requiring a trial, through the production of admissible evidence. Gilbert Frank

*This claim would have been dismissed by the court had it not been withdrawn by Nomura for two reasons.
First, the undisputed evidence is that nearly all significant issuers of CMBS securities have included a separate 80%
Warranty in their deal documents. Second, the Second Circuit’s opinion is clear that the Qualified Mortgage
Warranty needed to be satisfied without regard to the REMIC safe harbor provisions. 424 F3d at 209-210.
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Corp. v Federal Ins. Co., 70 NY2d at 967. The motion papers must be scrutinized in a light
most favorable to Nomura (Negri v Stop & Shop, 65 NY2d 625, 626 [1985]), and the motion
denied if there is any doubt as to the existence of a triable issue of fact. Rotuba Extruders v
Ceppos, 46 NY2d 223, 231 (1978); Sillman v Twentieth Century—Fox F ilm Corp., 3 NY2d 395,
404 (1957). |

The first issue which affects the summary judgment standard here and must be addressed
is whether the court can consider the testimony given by various witnesses at depositions
conducted in the Federal Action, which Nomura has offered in opposing Cadwalader’s motion,’
Cadwalader contends that none of this testimony may be considered by the court, because
Cadwalader was not a party to that lawsuit and did not have an opportunity to cross-examine the
witnesses there.

To be sure, the deposition testimony from the Federal Action would be inadmissible at a
trial here (CPLR 3117[a][3); Bigelow v Acands, Inc., 196 AD2d 436, 439 [1st Dept 1993]; Allen
v La Van Allen, 225 App Div 873 [2d Dept 1929]); nor may it be used by Cadwalader, as the
moving party, to support its motion for summary judgment. State of New York v Metz, 171 Misc
2d 525 (Sup Ct, NY County 1997). So Cadwalader thus argues that this testimony also cannot be
used by Nomura to oppose this motion for summary judgment, citing Weinberg v City of New

York (3 AD3d 489 [2d Dept 2004]). In Weinberg, a personal injury plaintiff testified at a General

5Referring to the depositions of: Charles M. Adelman held on June 4, 2003 (Adelman I Tr.) and on August
7, 2003 (Adelman II Tr.); Raymond Anthony held on February 13, 2003 (Anthony Tr.); Peter S. Brooks held on
January 22, 2004 (Brooks Tr.); Eric Dost held on August 16, 2002 (Dost Tr.); David Findlay held on July 18, 2003
(Findlay 1 Tr.); Barry Funt held on June 18, 2003 (Funt I Tr.); Perry Gershon held on July 15, 2003 (Gershon I Tr.)
and August 5, 2003 (Gershon 1I Tr.); Anna Glick held on March 13, 2003 (Glick I Tr.); Mathew C. Howley held on
January 21, 2004 (Howley Tr.); Marlyn A. Marincas held on July 8, 2003 (Marincas I Tr.); Ethan Penner held on
July 10, 2003 (Penner I Tr.); Lisa Post on June 19, 2003 (Post I Tr.); and Christopher Tierney held on June 3, 2003
(Tierney Tr.).
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Municipal Law § 50-h hearing prior to her death, and the court ruled that her testimony was
inadmissible hearsay that could not be used to support the allegétions of the complaint to oppose
a motion for summafy judgment by the non-municipal defendants who were not present at the
50-h hearing. But in DiGiantomasso v City of New York (55 AD3d 502 [1st Dept 2008]), the
First Department held that a personal injury plaintiff’s testimony at a 50-h hearing could be used
to defeat summary judgment, because the defendant had the opportunity to cross-examine the
plaintiff about her section 50-h testimony at her later deposition. Id. at 503. And the court noted
that “‘\c?vidence otherwise excludable at trial may be considered in opposition to a motion f‘or
summary judgment as long as it does not become the sole basis for the court's determination.”
Id., quoting Matter of New York City Asbestos Litig., 7 AD3d 285, 285 (1st Dept 2004); see also
Sumitomo Mitsui Banking Corp. v Credit Suisse, 89 AD3d 561, 2011 NY Slip Op 08288, *3 (1st
Dept 2011); Navedo v 250 Willis Ave. Supermarket, 290 AD2d 246, 247 (1st Dept 2002).
Accordingly, the court has considered the testimgny of all the witnesses who Were subsequently
deposed in this action (i.e, Charles Adelman, David Findlay, Perry Gershon, Anna Glick, Ethan
Penner, and Lisa Post). As for the other witnesses, the court will consider and rely on their
testimony if it is not the sole basis for the court’s determination of any of the discrete issues
raised by this motion. Tﬁe court has not considered the affidavits of Marlyn Marincas and Ray
Anthony, offered by Cadwalder for the first time as part of its reply papers, in deciding this
motion. See August 16, 2011 So-Ordered Stipulation.
B. Legal Malbractice

“To sustain a cause of action for legal malpractice, . . . a party must show that an attorney

failed to exercise the reasonable skill and knowledge commonly possessed by a member of the
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legal professior.l._” Arnav Indus., Inc. Retirement Trust v Brown, Raysman, Millstein, Felder &
Steiner, 96 NY2d 300, 303-304 (2001); see also Barbara King Family Trust v Voluto Ventures
LLC, 46 ADBQ 423, 424 (1st Dept 2007).

"The tripartite test governing the establishment of a prima facie case for legal

malpractice includes sufficient allegations that the attorneys were negligent, that

their negligence was the proximate cause of the plaintiff’s damages, and that the

plaintiff suffered actual damages as a direct result of the attorneys’ actions."
Plentino Realty v Gitomer, 216 AD2d 87, 88 (1st Dept 1995) (internal quotétion marks and
citation omitted); see also Levine v Lacher & Lovell-Taylor, 256 AD2d 147, 149 (1st Dept 1998).

Cadwalader contends that summary judgment is appropriate, because (i) Nomura’s claims
that it acted negligently in two respects -- its advice regarding appraisals ana its due diligence for
the First Opinion Letter -- are belied by the documentary and testimonial evidence and (ii)
Nomura cannot show that Cadwalader’s alleged negligence was the proximate cause of the loss
Nomura sustained in settling the Federal Action. For the following reasons, this court disagrees
with Cadwalader and finds that Nomura, indeed, has raised triable issues of fact with respect to
both issues, i.e., Cadwalder’§ negligence énd proximate cause.
1. Negligence |

(i) Cadwalader’s Advice to Nomura Regarding Appraisals

The complaint alleges V\that Cadwalader never advised Nomura’s securitization group on 4
basic principle of the REMIC rules, i.e., that appraisals of the collateral securing the mortgage

loans included in the DS Securitization had to separately value the real property as defined in the

REMIC regulations. Complaint, § 34. Cadwalader moves for summary judgment dismissing this
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