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FDIC Receivership and Bank Litigation:
What Litigators and Their Clients Need to
Know

JASON A. LIEN AND JULIAN C. ZEBOT

The authors examine some of the practical effects of FDIC receiv-
ership on bank litigation.

Suddenly, you receive a phone call: The bank has been placed

into receivership, the FDIC is now in charge, and they are going

to be substituted into the litigation as a named party. You call your client

to relay the news. Your client, of course, wants to know what its options

are and what effect the FDIC receivership will have on its position within

the litigation. You hang up the phone and scramble to find answers to your
client’s questions.

Is this a far fetched scenario? Hardly. One hundred and three banks

have already failed through the first seven months of 2010;' 139 failed in

all of 2009.> This compares with 25 bank failures in 2008 and only 3 fail-

‘- Y ou and your client are in the midst of a lawsuit involving a bank.

Jason A. Lien is a litigation attorney at Maslon Edelman Borman & Brand, LLP in
Minneapolis. He focuses his practice on complex commercial litigation in a wide
range of substantive areas with a special emphasis on international business liti-
gation. He can be reached at jason.lien@maslon.com. Julian C. Zebot is also a
litigation attorney at Maslon and focuses his practice on complex commercial and
fiduciary litigation. He can be reached at julian.zebot@maslon.com. The authors
would like to thank Joanna Lawler, a third year law student at Northwestern Uni-
versity, for providing research assistance for this article.
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ures in 2007.3 As the economic recovery continues to proceed in fits and
spurts, more bank failures appear all but inevitable.

While much media attention has been generated by the growing num-
ber of bank failures, lost in this coverage is any consideration of the im-
plications of bank failure on pending or threatened litigation involving
the failed bank. But for individuals, businesses, and even other banks
involved in, or anticipating, litigation with a distressed bank, the conse-
quences of FDIC receivership are potentially significant. This article,
which examines some of the practical effects of FDIC receivership on
bank litigation, is intended to fill at least some of that void.

THE FDIC’S RECEIVERSHIP POWERS

The FDIC is endowed with sweeping powers when acting in its capacity
as receiver for a failed bank. These powers typically come into play upon a
determination by a bank’s chartering authority that the bank is functionally
insolvent or “critically undercapitalized.” A bank is critically undercapital-
ized when its ratio of tangible equity to total assets has fallen below two
percent.* To ensure the orderly liquidation and distribution of the failed
bank’s assets, the chartering authority then appoints a receiver,” which, in
most instances, is the Federal Deposit Insurance Corporation (“FDIC”).6

As receiver, the FDIC steps into the failed bank’s shoes.” It inherits
the rights, powers, and privileges of the failed bank;?® it may collect on any
debts or obligations owed to the bank; it may liquidate the bank’s assets
and property;’ and it may merge the bank with, or transfer its assets and
liabilities to, another bank.

Less obvious, but no less important to anyone who may become in-
volved in litigation against a failed bank, are the FDIC’s powers to mini-
mize the receivership’s loss exposure. As receiver, the FDIC may:

* request a temporary stay from the court, within 90 days of its appoint-
ment, in order to evaluate the lawsuit;'’

» remove a pending state court lawsuit to federal court;!!
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+ administratively review claims against the failed bank;'> and

e avoid certain types of claims, defenses, and remedies.

The FDIC may also repudiate, at its sole discretion, any contract or
lease to which the failed bank is a party on the grounds that the contract
is “burdensome” and its repudiation “will promote the orderly adminis-
tration of the bank’s affairs.”!> The FDIC’s repudiation power applies to
virtually any type of contract to which the bank is a party, including not
only financial instruments issued by the bank, but also leases, employment
contracts, and employee benefits;'* however, the FDIC has a much more
limited ability to repudiate loans that are secured by the failed bank’s as-
sets, and it can only do so under specific circumstances, such as where
the interest is taken with the intent to hinder, delay, or defraud the bank.'’
Where the FDIC repudiates a third party’s contract with the failed bank,
the third party is not without recourse; it may seek “actual direct compen-
satory damages” caused by the contract’s repudiation through the FDIC
claims process as discussed below.'

STAY OF LITIGATION

With respect to pending lawsuits, the most immediate impact of FDIC
receivership will likely be the imposition of a temporary stay of all litiga-
tion. The FDIC is statutorily entitled, upon request, to a stay of up to 90
days from the date of its appointment as receiver.!” While this stay has
been typically described as mandatory in nature, at least one district court
has held that the FDIC’s stay request may be denied where the FDIC has
already had sufficient time to familiarize itself with the lawsuit and im-
position of the stay would subject the other party to irreparable harm.!'®
Furthermore, since some courts have interpreted the 90-day period as be-
ginning to run from the date of the FDIC’s appointment, the actual length
of the statutory stay may be significantly shorter than 90 days, depending
on when the FDIC actually makes its request of the court.!” As a practical
matter, however, where the FDIC is named as a defendant to the lawsuit,
it may seek — as it has in the past — a longer stay of up to 180 days in
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order to administratively review the claim asserted against the failed bank
as part of its mandatory claims process. Because exhaustion of this claims
process, which is discussed in greater detail below, is considered a juris-
dictional requirement, a court may be willing to entertain such a request,
even though it is not statutorily required to do so.

REMOVAL TO FEDERAL COURT

Litigants who have filed suit in state court against the failed bank prior
to the FDIC’s appointment also face the imminent prospect of their law-
suits being removed to federal court. The FDIC is entitled to remove a
lawsuit against the failed bank to federal court within 90 days of being
named a party to the action;*® however, under a limited statutory excep-
tion, it may not do so where the lawsuit (1) is against a failed state-insured
bank, (2) involves only the litigant’s “preclosing” rights, or its rights as a
depositor, creditor, or shareholder, against the bank, and (3) only requires
the court to interpret state law.?! Of course, even where this statutory
exception applies, the FDIC may still seek to remove the lawsuit on any
grounds that would have otherwise been available to the failed bank, in-
cluding the diversity of the litigants’ citizenship.?

FDIC CLAIMS PROCESS

The FDIC claims process also has special significance for litigants
and their counsel. After appointment as receiver, the FDIC publishes —
typically in a local newspaper, as well as on its web site — a notice to the
bank’s creditors. This notice must be published at least three times: the
first notice at least 90 days before the deadline for filing claims; the second
notice 60 days before the deadline; and the third, and final, notice, 30 days
prior.”* The FDIC is also required to mail the notice to any creditor whose
name appears on the bank’s books and to any other claimant whose name
and address are otherwise discovered.?

Anyone possessing a claim against the bank must file a proof of claim
by a certain “bar” date specified in the notice. Once a proof of claim has
been filed, the FDIC has 180 days to decide whether to allow or disallow
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the claim.” If the claim is disallowed, the claimant may file a federal
lawsuit or continue pending litigation.?® The proper venue for judicial re-
view of the claim’s denial is the federal district court for the district within
which the failed bank’s principal place of business is — or was — located
or, alternatively, the federal district court for the District of Columbia.?’
Accordingly, if venued elsewhere, pending litigation may need to be either
transferred to, or dismissed without prejudice and re-filed in, the appropri-
ate federal court. If, however, the claimant does not seek judicial review
within 60 days of the claim’s denial or the expiration of the 180-day re-
view period, the claim is barred.?®

The FDIC claims process applies with equal force to litigants who have
pending lawsuits against the failed bank. Federal law expressly predicates a
court’s subject matter jurisdiction over a litigant’s lawsuit upon exhaustion
of the administrative claims process.?’ Therefore, most of the circuit courts
of appeal that have considered the issue have held that a court lacks sub-
ject matter jurisdiction when the litigant has failed to exhaust that process.*°
This failure can, under certain circumstances, prove to be an insurmountable
hurdle for the litigant. For instance, if the claim’s bar date has passed by the
time of the court’s dismissal of the claim, the litigant will be unable to seek
any further judicial relief.*! This is true even when the FDIC, having substi-
tuted itself as the defendant in a pending lawsuit involving the failed bank,
has actively engaged in the litigation without first encouraging or requiring
the litigant to go through the claims process.*

However, not all of the circuit courts of appeal are in agreement, and a
split has developed as to whether a litigant must always exhaust the claims
process before continuing to litigate its claim in federal court.®® These
contrary decisions appear to rest on a statutory interpretation that Con-
gress did not intend to strip the courts of their subject matter jurisdiction to
hear and decide lawsuits that were filed prior to FDIC receivership.** Nev-
ertheless, individuals and businesses possessing claims against a failed
bank, as well as their attorneys, would be well advised not to ignore the
FDIC claims process, as their failure to take action may later preclude the
assertion of otherwise meritorious claims against the bank or result in dis-
missal of their already pending lawsuits.
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D’OENCH, DUHME DOCTRINE

Other hardships for litigants and their attorneys may result from the
FDIC’s intervention as receiver. Most notably, an otherwise properly sub-
mitted claim may be disallowed for failure to meet strict documentation re-
quirements under what is often referred to as the D ’Oench, Duhme doctrine.
This doctrine was initially developed by the United States Supreme Court
in its decision bearing the same name to protect the FDIC from secret side
agreements between banks and third parties.*® It has since been statutorily
codified.*® Under the doctrine, the FDIC can disallow claims, and seek dis-
missal of related litigation, if the basis for the claims are not contained with-
in the bank’s written records.”” Specifically, no agreement against the inter-
est of the FDIC will be enforceable against it unless the agreement: (1) is in
writing; (2) was executed by the bank and the litigant contemporaneously
with the acquisition of the asset; (3) was approved by the board of directors
or loan committee of the bank, and the approval is reflected in the board or
committee minutes; and (4) has continuously been an official record of the
bank since the time of its execution.®® At least one circuit court of appeals
has called the restrictions on enforcement “startling in [their] severity.”’

Because the D’Oench, Duhme doctrine applies to all transactions
and agreements entered into in the ordinary course of the bank’s busi-
ness,* the doctrine can easily lead to harsh consequences for those who
regularly transact business with banks. This is especially true because
some of the doctrine’s requirements, such as board or committee approval
and record maintenance, are completely outside of a third party’s control.
Even where the requirements are arguably within the litigant’s control, the
litigant is often insufficiently aware of the doctrine’s potential application
at the time of the initial transaction to ensure that all of the requirements
are met by the bank. As a result, certain claims and defenses based on
oral agreements or representations — including claims for breach of war-
ranty, misrepresentations, and other tort claims — may not be available to
a litigant in a lawsuit against the failed bank once the FDIC is appointed
receiver.”!

Perhaps in part because of the doctrine’s wide-spread application,
courts have made efforts to curb some of its harshness in recent years.

598



FDIC RECEIVERSHIP AND BANK LITIGATION

In some jurisdictions, the common-law doctrine — which arguably pro-
vides broader protections to the FDIC in certain situations — is no longer
deemed to be separate and independent from its statutory codification at
12 U.S.C. § 1823(e).* Courts in those jurisdictions have often stressed
that state law, rather than federal common law, should be used to fill gaps
within the statute.* In light of such judicial efforts to rein in the doc-
trine, some scholars and practitioners have delighted over its perceived
demise.* Nevertheless, while attorneys should remain vigilant regarding
case law developments affecting the doctrine’s scope and application, the
core tenets of D ’Oench, Duhme remain codified and — absent legislative
intervention — are here to stay.

LIMITATIONS ON AVAILABLE REMEDIES

Finally, FDIC receivership also affects the remedies available in liti-
gation against a failed bank. Federal law prohibits courts from issuing
injunctions or other equitable relief that would interfere with the FDIC’s
activities as receiver for the bank.*> While these statutory provisions do
not bar the recovery of monetary damages, they preclude the issuance of
any order to seize assets in the possession of the receiver.

CONCLUSION

Many industry observers predict that bank failures will continue to
increase before the current economic recovery strengthens. Consequently,
individuals, businesses, and other banks involved in, or anticipating, liti-
gation with a potentially distressed bank would be well advised to take a
few simple precautions, including:

* reducing all agreements with the bank to a writing that satisfies 12
U.S.C. § 1823(e)’s requirements;

* monitoring the bank’s status through the FDIC’s web site (www.fdic.
gov) and other news sources; and

» Dbeing prepared to file a proof of claim as soon as possible (and before
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the specified bar date) to preserve their rights.

Additional precautions should be taken if one suspects that the
D’Oench, Duhme doctrine might have some application to the claims
or defenses to be asserted in litigation. First, litigants and their counsel
should conduct an extensive pre-suit investigation and draft the relevant
pleadings with an eye toward defeating an early dispositive motion by
the FDIC. Second, if, as may well be the case, key documents or other
evidence are outside the litigant’s exclusive possession, the litigant’s at-
torneys should serve discovery requests upon the FDIC and the successor
bank as soon as practicably possible or, in the alternative, move for expe-
dited discovery in order to uncover the necessary evidence bearing on the
doctrine’s application.

Finally, litigants and their counsel should appreciate that appointment
of the FDIC as receiver may result in various litigation-related hardships,
including delays, removal of the lawsuit to federal court, unavailability of
certain claims and defenses, and limited remedies. With adequate aware-
ness and preparation, however, the FDIC’s sudden intervention as receiver
need not be a game changer for litigants and their counsel.
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