Accusations Fly in a Faulty Mortgage Lawsuit
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Banks, insurers and investors jostling over who should shoulder painful losses on subprime loans might soon get some tactical ammunition from a lawsuit working its way through a federal court in Richmond, Va.
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Atlanta-based SunTrust is suing AIG's mortgage-insurance arm.
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The 17-month-old suit was filed by a unit of SunTrust Banks Inc. against the mortgage-insurance arm of American International Group Inc. after the insurer denied SunTrust's claims for bad loans. The dispute is one of several legal fights over risky mortgages made during the housing boom that have entered what is known as the discovery phase.

These cases are starting to yield documents and other information that could influence similar disputes over subprime loans that defaulted, including whether lenders misled insurers that agreed to make payouts. Such backstops, provided in return for relatively small premiums, helped lenders make huge volumes of subprime loans before the housing bubble burst, analysts say.

After defaults spiked, some mortgage insurers refused to make payouts on certain loans and rescinded their insurance policies, according to regulatory filings. The denials have led to lawsuits against insurers by lenders including Countrywide Financial Corp., now part of Bank of America Corp., while other disputes have been settled out of court.

"Discovery is good for figuring out who knew what and who did what, and then the real discussions can start about what was covered and whether to proceed with litigation, which can be a long, winding road," says Ron Joas, a Standard & Poor's director who follows mortgage insurers.

The SunTrust case recently produced documents that allegedly show a former employee of the Atlanta bank's SunTrust Mortgage unit altered emails from United Guaranty from 2005 to 2008 to buttress the lender's claims that AIG's United Guaranty Corp. should cover losses on an unspecified number of loans.

The insurer alleged in court filings that the former employee, Mary Pettitt, added or deleted words in nine emails to give the impression that United Guaranty agreed to insure the loans where coverage is now being disputed.

SunTrust has said in court filings that some emails were altered, adding that Ms. Pettitt was "terminated" earlier this year after the company reviewed the matter. A lawyer for Ms. Pettitt declined to comment.

A spokesman for AIG and United Guaranty said, "The record in this case speaks for itself and reveals that SunTrust tampered with evidence and took steps to keep that fact from coming to light. We find this conduct very troubling."

A SunTrust spokesman said the company doesn't comment on litigation or discuss personnel matters, but is aware of the allegations and responded to the court. The emails are just one part of the broader suit for "improper claim denials and improper insurance claims handling practices" by United Guaranty, the spokesman added.

The dispute concerns a product SunTrust created in 2005, which allowed borrowers to get an interest-only first-lien mortgage plus a second-lien mortgage, with the two loans adding up to 100% of a home's value. United Guaranty agreed to insure the second-lien loans as long as they met certain coverage criteria.

SunTrust made thousands of the loans, called "interest-only first combo 100" loans, the lender said in court filings. In 2007, United Guaranty began denying claims to cover losses on the loans after home prices fell and defaults spiked.

SunTrust's lawsuit argues its claims were valid and seeks at least $88 million in damages, citing email correspondence between the two companies. The suit triggered a routine discovery process, which led lawyers for United Guaranty to emails that were allegedly altered by Ms. Pettitt, a SunTrust senior vice president in charge of the lender's dealings with the insurer.

United Guaranty's lawyers, with the help of a forensic computer expert brought in to sift through SunTrust hard drives with thousands of emails, found nine messages that differed from United Guaranty's records, according to the insurer's court filings. Some of the emails had been forwarded to colleagues of Ms. Pettitt, according to court filings.

In a 2005 email from United Guaranty that contained some loan guidelines, Ms. Pettitt allegedly deleted the words "just want to confirm the data we have here, its exchange, and its accuracy," according to the insurer's court filings. She also allegedly inserted language to indicate that certain standards weren't binding on SunTrust, the insurer's filings said.

Lawyers for United Guaranty have argued the discrepancies are important because the suit centers on whether the loan guidelines constituted the terms and scope of insurance coverage to which both firms agreed.

As the lawsuit progressed, United Guaranty learned that in August 2008, SunTrust had identified an email that was altered by Ms. Pettitt, but the lender didn`t do a thorough search for others, according to the insurer's court filings. One of the emails SunTrust cited in an amended lawsuit against United Guaranty in November 2009 was an altered version, the insurer found.

United Guaranty has asked a judge to impose sanctions against SunTrust and dismiss the case. A ruling is pending.
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