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the reverse annuity mortgage (RAM). 5 In other words, as a result of the
popularity of ARMs and the turmoil in the financial market created by
consumer and originator demands for mortgages that are customized for
every situation, certain mortgages have developed that are even more exotic
in the sense that they differ not only from the traditional thirty-year level-
pay-plan mortgage, they also differ significantly from the standard ARM
mortgage.

The key point about the use of exotic mortgages is their complexity
when compared to the traditional thirty-year level-pay-plan mortgage. The
increasing complexity of the residential real estate mortgage market, fueled
in large part by the sheer variety of mortgage instruments individually
tailored to mortgagors, created exogenous costs that created the perfect
crucible for subprime mortgages and predatory lending.

Subprime mortgages and predatory lending are the symbiotic twins that
are the focal point of any analysis of the current mortgage crisis or
foreclosure miasma. Yet, conceptually the two reference quite distinct
phenomena-although each plays a distinct role in creating the foreclosure
miasma." Somewhat tautologically, subprime mortgages are defined by
those mortgages that are deemed prime. Prime mortgages that are not
subprime are those given to mortgagors with solid credit histories, i.e., no
history of defaults and late payments, a record of established credit, and
depending on which credit service is used, a credit score that is deemed
acceptable. 59 Consequently, subprime mortgages are defined by what they
are not: prime mortgages. 60 Hence, subprime mortgages are given to those

55. Id at 125 ("RAMs are typically used by the elderly to get the equity out of their principal
residence without actually selling their principal residence. The purpose of the RAM is to allow the
elderly to remain in possession of the property in order to enable them to be able to live comfortably
on the proceeds of the equity that they have built up during their working lives.").

56. My contention that the development and increasingly prevalent use of exotic financing
devices led to a state of affairs that set the stage for sub-prime mortgages and predatory lending is
only one half of the problem. The other half of the problem that created the foreclosure miasma is
the securitization and transferability of the mortgages. The expansive use of essentially unregulated
CDOs is discussed infra at notes 81-87 and accompanying text.

57. See infra notes 61-65 and accompanying text for further discussion of these issues.

58. "A note on terminology: The residential mortgage market is divided into the prime segment
and the nonprime segment. The nonprime segment is further divided into subprime (higher risk) and
Alt-A (lower risk), although the line between subprime and Alt-A is not always clear." Bar-Gill,
supra note 28, at 1076 n.5.

59. See, e.g., Pat Curry, How Credit Scores Work, How a Score is Calculated, BANKRATE.cOM,
http//www.bankrate.com/brm/news/credit-scoring/20031104al.asp (last visited Oct. 23, 2009).

60. Elsewhere I have written:
Although there is no precise, legal definition of a Subprime Mortgage it is generally
accepted in the industry that a Subprime Mortgage is any mortgage that a lender makes
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prospective mortgagors with less than perfect credit histories, who do not
have a credit score that would qualify them for a "prime" or regular
mortgage. 1

Predatory lending is also a nebulous term.62 The term is used to
encompass a variety of lender practices designed to take advantage of the
complexity of the mortgage process and the financial naivet6 of mortgagors
to exploit these putative mortgagors by charging excessive amounts in fees
and interest for mortgage loans when said fees and interest are compared to
the standard traditional mortgage offered to the average "prime"
mortgagors.6 ' Although one can attempt to catalogue the same predatory
lenders in an attempt to stay one step ahead of regulators, they often change
and modify their tactics to take advantage of regulatory and other
loopholes. 4 At best, one can catalogue the different types of predatory

that it would not normally make-pursuant to its normal terms and conditions-due to
some deficiency on the part of the mortgagor, i.e., the mortgagor does not make enough
monthly to qualify for a traditional mortgage, the mortgagor does not have sufficient
funds to place a down payment to establish the required loan-to-value [ratio], etc.
Although Subprime Mortgages is an inexact term, what unites all Subprime Mortgages is
the higher risk of default on the part of the mortgagor. As a result of that higher risk,
Subprime Mortgages normally have a higher interest rate than traditional mortgages.

JOHNSON, supra note 52, at 126.
61. See, e.g., Kathleen C. Engel & Patricia A. McCoy, A Tale of Three Markets: The Law and

Economics ofPredatory Lending, 80 TEX. L. REV. 1255, 1258-59 (2002).
62. Indeed, the vagueness associated with the term was used by politicians to avoid addressing

the issue created by predatory lending.
In 2000, Senator Phil Gramm, then the Chairman of the Senate Banking Committee,

famously asserted that predatory lending could not be addressed until it could be defined.
With that remark, Senator Gramm shrewdly seized on the difficulties in defining
predatory lending, while stoking the flames that have surrounded any attempt at
definition. Opponents of reforms to redress predatory lending have maintained that in the
absence of a definable problem, remedies are not needed. Conversely, some community
activists have brushed definitional issues aside, reasoning that "you know predatory
lending when you see it."

Id. at 1259-60 (footnotes omitted).
63. Predatory loans, through a combination of fraud, deception, and unethical sales

practices, are designed to exploit financially unsophisticated parties. They
disproportionately target low-to-moderate income African-American, Latino, and elderly
homeowners. The media and community groups have documented thoroughly the
disastrous results of these loans. The successful growth of the secondary market for
subprime loans has fueled a laudable expansion of subprime lending opportunities across
the country. But this expansion also brings a concomitant increase in abusive lending
opportunities for unethical lenders who can obtain lines of credit from securities
underwriters with relative ease.

Siddhartha Venkatesan, Note, Abrogating the Holder-in-Due-Course Doctrine in Subprime
Mortgage Transactions to More Effectively Police Predatory Lending, 7 N.Y.U. J. LEGIS. & PUB.
POL'Y 177, 181 (2003) (footnotes omitted).

64. For a discussion of the regulatory scheme covering mortgage lending, see Bar-Gill, supra
note 28, at 1093-95.
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lending practices by recognizing that the specifics of each change over time
and practice. 65

Some of the more abusive practices include loans with extraordinarily
high annual percentage (interest) rates, which are used when putative
mortgagors are not aware of the market or average interest rate. Other
practices include "packing," that is, charging excess costs in the form of
points and fees to unsophisticated borrowers who are not aware of these
charges because they are deducted from the mortgage money advanced by
the mortgagee to the mortgagor.66 Other methods of predatory lending
include: the use of excessive single premium financing of credit insurance
(with the originator obtaining a fee equal to a percentage of the insurance),
negative amortization of loans when the originator knows or should know
that the putative mortgagor has no ability to perform the mortgage without a
subsequent refinancing of the mortgage with additional fees, balloon
payments at the end of short term mortgages requiring the mortgagor to
refinance shortly after the execution of the original predatory mortgage, and
finally, loans issued without regard to the borrower's ability to make the
payments.

Indeed, this last type of predatory lending practice is exacerbated by the
use of exotic financing devices, and is perhaps the most prevalent type of
abusive or predatory lending practice. In the prototypical predatory loan,

65. According to one source:
To date, predatory lending generally has been described as a catalogue of onerous lending
practices, which are often targeted at vulnerable populations and result in devastating
personal losses, including bankruptcy, poverty, and foreclosure.

This catalogue provides a useful starting point for detecting and describing the
pathologies that underline predatory lending. When these lists are examined, five basic
problems emerge. We can thus define predatory lending as a syndrome of abusive loan
terms or practices that involve one or more of the following five problems:

(1) loans structured to result in seriously disproportionate net harm to borrowers,
(2) harmful rent seeking,
(3) loans involving fraud or deceptive practices,
(4) other forms of lack of transparency in loans that are not actionable as fraud, and
(5) loans that require borrowers to waive meaningful legal redress.

Most, if not all, predatory loans combine two or more of these problems. Similarly,
some abusive terms or practices fall into more than one category. Rather than serving as
a proposed statutory definition, our definition of predatory loans is intended as a
diagnostic tool for identifying problematic loans that require redress.

Engel & McCoy, supra note 61, at 1260-61 (footnotes omitted).
66. In effect, these fees are hidden because they are added to the amount of the mortgage, and the

mortgagor is told that these points and fees are normal for this type of mortgage given the
mortgagor's status as a subprime lender/mortgagor. See Venkatesan, supra note 63, at 182.

67. Id. at 182-83.
68. For a discussion of exotic financing devices, see supra notes 40-56 and accompanying text.
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the originator, relying on the lack of sophistication of the putative mortgagor
and that party's lack of access to independent or third-party advisors,
packages an adjustable rate loan that not only contains excessive fees, but is
sold to the putative mortgagor based on initial monthly payments which are
incredibly low (and perhaps affordable) given the teaser rate used by lenders
to entice these mortgagors.

What is not adequately explained to the mortgagor is that the initial
teaser rate, which may be below market, will adjust. In other words, the
interest rate on the outstanding balance will increase by several points on the
initial anniversary date of the mortgage and typically increase by two points
or more on subsequent anniversary dates. Just as importantly, perhaps
more so, is the fact that even if the putative mortgagor is made aware that
the loan interest rate will increase by, say, four points in one year, these
mortgagors may have no idea what that increase means in terms of their
monthly payment until they receive the notice in the mail thirty or sixty days
before the anniversary date announcing the new rate and monthly payment.o

However, not all subprime mortgages are the products of predatory
lending, nor does all predatory lending take place with only subprime
mortgages." The key fact that unites subprime mortgages and predatory
lending practices is the initial profit made by the originator of the mortgage
at the time of execution and prior to transfer of the mortgage note on the
secondary market. In other words, the party that initiates the mortgage and
deals with the mortgagor has a very powerful incentive (money) to cause the
execution of the mortgage. Irrespective of whether the mortgage is labeled
subprime, predatory, or both, the current system that provides mortgage
financing to residential purchasers is dysfunctional because the originator's
profits or fees are divorced from the quality of the mortgage executed or the
subsequent performance of that mortgage.

An analysis of a representative predatory subprime mortgage that is
being foreclosed will clearly demonstrate this point. Soledad Aviles
purchased a home in Southern California for $615,000 with no money down

69. For an example of an adjustable rate mortgage and the use of an index, see infra notes 152-
155 and accompanying text.

70. Take, for example, a $200,000 adjustable rate mortgage that will be amortized over thirty
years and has a teaser rate of 5% for the first year that readjusts to 7% on the first anniversary date
and 9% on the second. The initial monthly payment will rise from $1,073 a month to a little over
$1,600-a sixty percent increase in two years.

71. Unfortunately, predatory lending practices can even affect those who are not candidates for
subprime mortgages. The current poster child for predatory lending is RAMs with their exorbitant
fees. RAMs are discussed supra note 55 and accompanying text. One of the standard features of the
RAM is the excessive fees charged to borrowers, which sometimes reach up to 8% of the amount
lent. See MortgageFit.com, Reverse Mortgage Costs, http://www.mortgagefit.com/reverse-
costs.html (last visited Oct. 24, 2009) ("Costs associated with reverse mortgages are comparatively
higher than traditional mortgages. In total, the closing costs range from 4% to 8% of the loan
amount.").
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based on a loan application filled out by a loan broker and financed
(originated) by now bankrupt Washington Mutual Bank (WaMu). 2 Mr.
Aviles was a glass cutter who made $9.00 an hour at the time the mortgage
was executed.73 Mr. Aviles was told that his monthly payment would be
$3,600 a month which, although steep based on the $9.00 an hour salary, he
figured he could afford based on additional income generated by his wife
and three of his six daughters.74

Relying on the broker's word, he signed loan documents written
in English, a language he neither speaks nor reads .... He was
shocked to learn afterward that the monthly payment would not be
$3,600, but $4,800-a price that forced him to rent out bedrooms,
the garage and an enclosed porch while he and his wife slept on the
couch.

Aviles says he was not aware that the February 2006 loan
application he signed dramatically exaggerated his family's income.
The application lists him as the owner of a landscaping business
with a $7,400 monthly income. His 27-year-old daughter, Marlene,
who earns $9 an hour in a noodle factory, appears as the owner of a
housekeeping company who makes $5,700 a month. The
application lists their yearly income as $157,000, when, according
to Aviles, it was really closer to $60,000.

Now, five months behind on his payments, Aviles is scrambling
to sell the house before the bank forecloses.

Aviles's situation is hardly unique. Add his name to the ever-expanding
list of casualties in the nationwide sub-prime mortgage debacle, his
experience echoing that of thousands who bought homes in recent years only
to find themselves in a sagging market saddled with payments they cannot
make.76

Who in their right mind would assist someone in obtaining two
mortgages totaling $615,000 (Aviles took out two mortgages-one for

72. Christopher Goffard & Jennifer Delson, When Dream Homes Become Nightmares-Alleged
Predatory Lending Often Leads to Higher Payments and Foreclosure. Language Barriers Are an
Issue in Heavily Latino Areas, L.A. TIMES, Oct. 8, 2007, at B4, available at
http://articles.latimes.com/2007/oct/08/local/me-housing8.

73. Id.
74. Id.
75. Id.
76. Id.
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$492,000 at 8.5% and a second mortgage for $123,000 at 11.1%)77 when the
primary borrower/mortgagor makes $9 an hour? More importantly, why
would someone process and help the mortgagor obtain such a mortgage
when it is obvious to everyone (except the mortgagor--of which more
anon)78 that the mortgagor will not be able to make the payments on the
mortgage, either presently or in the future, unless some fortuitous event
occurred, like a rapid increase in the home's valuation that would allow for
refinancing at lower, more affordable rates? The answer, of course, lies with
the fees extracted by the originator and folded into the mortgage that are
paid to the originator at the time the mortgage is funded by the lender.79

77. Id.
78. See infra note 112 and accompanying text for a discussion of the types of cognitive

dissonance that could cause even a well-informed mortgagor to execute a mortgage when there is
almost no probability that the mortgagor will be able to perform the mortgage according to its terms.
Mr. Aviles presents a slightly different situation since the claim is made that Mr. Aviles does not
speak or understand English and therefore did not allegedly understand the documents he signed.
Mr. Aviles's contention, if true, represents an example of fraud in the inducement, as opposed to
fraud in factum. Fraud in the inducement, if proven by Mr. Aviles, is a personal defense that will
not be valid against a transferee of the note if that transferee is determined to be a holder-in-due-
course. See infra notes 133-134 and accompanying text for a discussion of personal versus real
defenses and their impact on holders-in-due-course.

79. The Federal Reserve Board publishes A Consumer's Guide to Mortgage Settlement Costs that
provides the details of the many and costly fees incurred by the mortgagor who successfully obtains
a mortgage. FED. RESERVE BD., A CONSUMER'S GUIDE TO MORTGAGE SETTLEMENT COSTS (2008),
available at http://www.federalreserve.gov/pubs/settlement/default.htm. The recipient of all of these
fees, estimated to be between 3-6% of the sale price of a home, id, is of course the originator/lender
providing a strong economic incentive to execute and transfer as many mortgages as possible. The
list of settlement costs includes:

Mortaee- and Lender-Related Settlement Costs
Most people associate settlement costs with mortgage loan charges. These fees and
charges vary, so it pays to shop around for the best combination of mortgage terms and
settlement costs. Mortgage-related costs that may apply to your loan include the
following items.
Application fee
Imposed by your lender or broker, this charge covers the initial costs of processing your
loan request and checking your credit report.

Estimated cost: $75 to $300, including the cost of the credit report for each
applicant

Loan origination fee
The origination fee (also called underwriting fee, administrative fee, or processing fee) is
charged for the lender's work in evaluating and preparing your mortgage loan. This fee
can cover the lender's attorney's fees, document preparation costs, notary fees, and so
forth.

Estimated cost: 1% to 1.5% of the loan amount
Points
Points are a one-time charge imposed by the lender, usually to reduce the interest rate of
your loan. One point equals 1% of the loan amount. For example, I point on a $100,000
loan would be $1,000. In some cases-especially in refinancing-the points can be
financed by adding them to the amount that you borrow. However, if you pay the points
at settlement, they are deductible on your income taxes in the year they are paid (different
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deduction rules apply when you refinance or purchase a second home). In your purchase
offer, you may want to negotiate with the seller to have the seller pay your points.

Estimated cost: 0% to 3% of the loan amount
Appraisal fee
Lenders want to be sure that the property is worth at least as much as the loan amount.
This fee pays for an appraisal of the home you want to purchase or refinance. Some
lenders and brokers include the appraisal fee as part of the application fee; you can ask
the lender for a copy of your appraisal. If you are refinancing and you have had a recent
appraisal, some lenders may waive the requirement for a new appraisal.

Estimated cost: $300 to $700
Lender-required home inspection fees
The lender may require a termite inspection and an analysis of the structural condition of
the property by an engineer or consultant. In rural areas, lenders may require a septic
system test and a water test to make sure the well and water system will maintain an
adequate supply of water for the house (this is usually a test for quantity, not for water
quality; your county health department may require a water quality test as well, but this
test may be paid for outside of the settlement). Keep in mind that this inspection is for
the benefit of the lender; you may want to request your own inspection to make sure the
property is in good condition.

Estimated costs: $175 to $350
Prepaid interest
Your first regular mortgage payment is usually due about 6 to 8 weeks after you settle
(for example, if you settle in August, your first regular payment will be due on October 1;
the October payment covers the cost of borrowing the money for the month of
September). Interest costs, however, start as soon as you settle. The lender will calculate
how much interest you owe for the part of the month in which you settle (for example, if
you settle on August 16, you would owe interest for 15 days-August 16 through 31).

Estimated cost: Depends on loan amount, interest rate, and the number of days for
which interest must be paid (for example, a $120,000 loan at 6% for 15 days, about
$300; a $142,500 loan at 6% for 15 days, about $356)

Private mortgage insurance (PMI)
If your down payment is less than 20% of the value of the house, the lender will usually
require mortgage insurance. The insurance policy covers the lender's risk in the event
that you do not make the loan payments. Typically, you will pay a monthly premium
along with each month's mortgage payment. Your private MI can be canceled at your
request, in writing, when you reach 20% equity in your home, based on your original
purchase price, if your mortgage payments are current and you have a good payment
history. By federal law your private MI payments will automatically stop when you
acquire 22% equity in your home, based on the original appraised value of the house, as
long as your mortgage payments are current.

Estimated cost: 0.5% to 1.5% of the loan amount to pre-pay for the first year
Some lenders will pay for private MI-called lender's private mortgage insurance
(LPMI)--and in turn will charge a higher interest rate. Unlike private MI that you pay,
there is no automatic cancellation once you acquire 22% equity. To eliminate the LPMI,
you must refinance the loan, which in turn means carefully considering market interest
rates and settlement costs at the time to see if refinancing would be an advantage, rather
than keeping your current mortgage.
FHA, VA. or RHS fees
The Federal Housing Administration (FHA) offers insured mortgages and the Veterans

549



But why would the lender, in this case the now-defunct WaMu,so make
such a loan knowing well that the odds the mortgagor would default on the
mortgage were very high? The answer is twofold: First, as noted above, the
fees that the originator receives upon the execution and completion of a
mortgage are powerful inducements for the originator to make the loan,

Administration (VA) and the Rural Housing Service (RHS) offer mortgage guarantees. If
you are getting a mortgage insured by the FHA or guaranteed by the VA or the RHS, you
will have to pay FHA mortgage insurance premiums or VA or RHS guarantee fees. As
with Private MI, insurance premium payments will stop when you acquire 22% equity in
your home. FHA fees are about 1.5% of the loan amount. VA guarantee fees range from
1.25% to 2% of the loan amount, depending on the size of your down payment (the
higher your down payment, the lower the fee percentage). RHS fees are 1.75% of the
loan amount.
Homeowner's insurance
Your lender will require that you have a homeowner's insurance policy (sometimes
called hazard insurance) in effect at settlement. The policy protects against physical
damage to the house by fire, wind, vandalism, and other causes. This insures that the
lender's investment will be secured even if the house is destroyed. If you are buying a
condominium, the hazard insurance may be part of your monthly condominium fee; you
may still want homeowner's insurance for your furnishings and valuables.

Estimated cost: $300 to $1,000 (depending on the value of the home and the amount
of coverage; you can estimate the cost to be about $3.50 per $1,000 of the purchase
price of the home)

Flood determination fee
If your home is in a flood hazard area where federally subsidized flood insurance is
available, lenders cannot make a mortgage loan for your home unless you buy flood
insurance. Your lender may charge a fee to find out whether the home is in a flood
hazard area.

Estimated cost: $15 to $50 (this is not the cost for the flood insurance; flood
insurance, if required, would be in addition to your homeowner's insurance and
may cost from $350 to $2,800 depending on location and property value)

Escrow (or reserve) funds
Some lenders require that you set aside money in an escrow (reserve) account to pay for
property taxes, homeowner's insurance, and flood insurance (if you need it). Lenders use
escrow funds to ensure that these items are paid on time to protect their interest in your
home. With an escrow account, money is held by the lender or the lender's agent, who
then pays the taxes and insurance bills when they are due. At settlement, you may need
to provide some payment into this account, depending on when payments will be due.
For example, if you are buying your home in August and property taxes are due the
following January, you will need to deposit funds into your escrow account at settlement
so that you have enough to pay the taxes when they become due in January.
Survey costs
Lenders require a survey to confirm the location of buildings and improvements on the
land. Some lenders require a complete (and more costly) survey to ensure that the house
and other structures are legally where you and the seller say they are.

Estimated cost: $150 to $400
Id

80. The failure of WaMu may actually prove that chickens do come home to roost. That does
not help, however, all of the mortgagors who have lost their homes as a result of the venality and
greed of WaMu. See ABC/Reuters, Washington Mutual Collapse 'Biggest in United States History',
ABC NEWS, Sept. 26, 2008, http://www.abc.net.aulnews/stories/2008/09/26/2375597.htm.
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irrespective of the long-term viability of the mortgage. Second, and most
importantly for the thesis of this Article, these original lender originators
were able to take advantage of the explosion of the use of CDOs as
securities to transfer the mortgage and the debt securing same,1 including
the risk of default on the mortgage, to investors purchasing the CDOs.

CDOs were first sold in the 1980s, part of a revolution in
corporate finance called "securitization" that fueled the
unprecedented boom in available credit. Lenders [originators]
could package their mortgages, credit card loans, equipment leases,
even corporate debt, and sell securities backed by the interest
payments. This maneuver transferred the risk of not getting paid to
the investors who bought the securities. The deals returned cash to
lenders, which they could plow into new loans. This efficient
machine pushed borrowing rates lower, creating a win-win-win for
consumers, lenders and investors.82

Although CDOs were used to securitize credit card debt, corporate debt,
junk bonds, and other debt streams, the foreclosure miasma was created in
large part because the use of MBSs-the epitome of a CDO--exploded after
2004, and the purchasers of the CDOs did literally no investigation of the
financial solvency of the mortgages they were purchasing. Given the fees
that were generated in the process of creating and selling these mortgages,
the emphasis was on the transfer of the asset and not on its worth or
verifiability.

81. As my colleague, Richard Hynes notes: "A bank securitizes [a pool of] mortgages by selling

them to a special purpose entity ("SPE") [like Lehman Brothers or Merrill Lynch] formed to hold the

mortgages. The SPE raises the money needed to buy the mortgages by selling securities that are

claims on the [pool of] mortgages." See Hynes, supra note 33 (manuscript at 2). It's that simple.

82. Jill Drew, Frenzy: The Crash-What Went Wrong, WASH. POST, Dec. 16, 2008, at Al,
available at http://www.washingtonpost.com/wp-dyn/content/article/

2 0 0 8 /12/15/AR200812150356

1.html. Of course, the win-win scenario envisioned at the creation of the mortgage and its

immediate transfer did not result in a win-win, but rather a loss-loss when mortgagors lured into

subprime mortgages they could not afford failed to pay their mortgages, thereby exposing investors

who had assumed the risk to staggering losses.
83. CDO sales sputtered on and off until the surge in mortgage loans from the housing

boom earlier this decade. Because mortgage-backed securities paid higher yields than

other securities with the same ratings, they became widely popular for use as CDO
collateral. The CDO market took off. From $157 billion issued in 2004, it ballooned to

$557 billion in 2006.
Unfortunately, a toxic chain was also forming. Consumers jumped into houses they

couldn't afford. Mortgage brokers closed deals swiftly, sometimes by inventing phony

income data for borrowers. The loans were quickly sold into pools that issued securities,
so the brokers were rarely on the hook for defaults. Wall Street traders swirled like
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No one in this complicated process vetted the mortgages that were
packaged as CDOs to ensure that the property being mortgaged was worth at
least the amount of the mortgage debt.84 Similarly, no one determined
whether the mortgagor had the financial capacity to make the initial
payments and, even more importantly, the subsequent scheduled payments,
and the interest rate adjusted pursuant to the exotic financing devices that
were the staple of subprime mortgages.8 ' None of those important details
mattered. Instead, what mattered to the investors was the rating on the
bonds being purchased-the higher the rating (AAA to unrated, with AA,
BBB, and BB above unrated) presumably the higher the quality of the bond
and the lower the rate of return given the perceived lower risk.86 Putting
aside for a moment any claim that those issuing the ratings had a conflict of
interest since they were being paid by those packaging and selling the CDOs
(which is the subject of perhaps another article), the crucial fact to note is
that purchasers of these CDOs were purchasing these mortgages based on
ratings and not on the value of the security interest (the land) or the financial
solvency of the obligor (mortgagor) of the note. These latter two factors
were deemed largely irrelevant by the purchasers of the CDOs, much to their
regret later.

piranhas, snapping up the securities for repackaging as CDOs. Everyone feeding on this
chain earned money upfront, in the form of fees.

Getting the bonds sold was the key objective. That's when the firms would collect their
underwriting fee, estimated by Thomson Reuters at 1.1 percent, or $11 million for every
$1 billion deal.

Id
84. See id
85. See id
86. See id.

There was only one possible catch in the seamless CDO machine: the bond-rating firm.
Without high marks from at least one independent rating company, it would be
impossible to sell large swaths of bonds to the intended market of big institutional
investors-pension funds, insurance companies and many overseas buyers-because
their rules required them to purchase only highly-rated, lower-risk securities.

Ratings were the linchpin of the CDO sales frenzy. The Wall Street engine had
considerable influence here, too: It paid fees to the ratings firms for every approved deal.

Id.
87. Perhaps one would assume that the rating agencies would rate the mortgages based on these

two factors, serving the role of efficient signaler of the quality of the mortgages packed in the CDO.
Alas, that was not the case:

Richard Gugliada ... was managing director in charge of structured finance at Standard
& Poor's ratings services.

Gugliada acknowledged that S&P [Standard & Poor] was under pressure to increase its
revenue and was seeking to take market share from its two main competitors, Moody's
Investors Service and Fitch Ratings. To do that, he said, the firm needed to do three
things: provide better service, cut its fees and loosen its criteria a smidge for what would
earn a triple-A rating. "It's fair to say we did a little bit of all three," said Gugliada, who
was criticized at a recent congressional hearing for sending an e-mail pressing one of his
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But none of this adequately explains one other piece in the puzzle: Why
would mortgagors knowingly enter into and execute mortgages that they
have little chance of performing? Putting aside the unfortunate Mr. Aviles
who may have been duped into executing a mortgage that he could not read
nor understand," should not the typical putative mortgagor be aware of his
or her financial limitations, and not contract for a predatory, subprime, or
even prime mortgage that they can rationally predict they will not be able to
afford in one or two years?89 The answer is both simple and frightening.
Most mortgagors do not have sufficient financial knowledge to understand
the complexities of a standard mortgage let alone a complicated ARM.

Mortgage products raise similar concerns-that consumers lack
fundamental understanding of how financial products work.

A recent FTC survey found that many consumers do not understand,
or even identify, key mortgage terms. Survey evidence suggests
that some consumers with fixed rate mortgages (FRMs) do not
know the interest rates on their mortgages. A survey conducted by
the Federal Reserve found that homeowners with adjustable rate
mortgages (ARMs) were poorly informed about the terms of their
mortgages. The survey results showed that "[t]hirty-five percent of
ARM borrowers did not know the value of the per-period cap on
interest rate changes. Similarly, 44 percent of respondents ... did
not know the values of one or both of the two variables used to
calculate the lifetime interest cap." Moreover, many consumers do
not understand that rising interest rates can lead to increases in their
ARM rate. And a 2003 survey of financial literacy in Washington

managers to make a credit estimate on a CDO deal without examining details of the

underlying mortgage pools.

The Securities and Exchange Commission, charged with overseeing the private ratings

companies, did little to scrutinize their procedures during this time. In the summer of

2007, after S&P, Moody's and Fitch began slashing their grades on CDO bonds they had

once blessed, the SEC stepped in to investigate what had gone wrong. This summer,
without naming names, an SEC staff report faulted the ratings firms for not doing enough
to police their conflict-of-interest policies.

Id.
88. See supra notes 72-77 and accompanying text.

89. Of course, one rational explanation for contracting for an "irrational" ARM that will increase

is the mortgagor's plan to flip the property-resell it for a profit in a rising market-before the

interest rate adjusts. In the rest of this Part, I am unconcerned about this type of real estate

speculator and any loss that might occur as a result of this sort of scheme. My focus is on

individuals who are contracting for a mortgage to purchase their primary residence with the hope

that they will be able to make the payments and remain in same.
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State found that victims of predatory lending did not understand the
cost of mortgages. Focusing on closing costs, the Department of
Housing and Urban Development (HUD) has concluded that
"[t]oday, buying a home is too complicated, confusing and costly.
Each year, Americans spend approximately $55 billion on closing
costs they don't fully understand." 90

I am not the only one to contend that the information asymmetries
created in this context allows originators to manipulate both mortgagors and
purchasers of CDOs and other securitized interest in mortgages.

The emergence of new market intermediaries has led to a
significant increase in information asymmetries among brokers,
lenders, secondary-market participants, and borrowers. For
example, lenders and secondary-market purchasers have different
levels of knowledge about borrowers' risk and different levels of
commitment to accurate risk assessment. This enables lenders to
gain an advantage by withholding information from secondary-
market purchasers.

Lenders and brokers have extensive knowledge about the credit
market and mortgage products. In contrast, the typical victims of
predatory lenders are unsophisticated about their options. Many
were historically excluded from the home-mortgage market because
of credit rationing [sic] and discrimination.... And when lenders
and brokers give these borrowers estimates and loan documents, the
borrowers may not be able to comprehend the information.
Predatory brokers and lenders take advantage of these information
asymmetries and induce borrowers to commit to predatory loans.9 '

To return some measure of rationality to the mortgage market and
preclude the reoccurrence of the foreclosure miasma, while maintaining the
benefits created by CDOs, ratings must be eliminated from the process and
investors purchasing CDOs must instead purchase these MBSs based on the
traditional indices for the validity of mortgages: the value of the land
securing the mortgage and the creditworthiness of the mortgagor. Key to
returning to that rational state of affairs is the elimination of the transferee's
status as a holder-in-due-course. This will provide the purchasing transferee
with appropriate incentives to monitor the activities of the originators of the
mortgages. However, before I address the elimination of the holder-in-due-
course, I must address the contention that there are simpler solutions to the

90. Oren Bar-Gill & Elizabeth Warren, Making Credit Safer, 157 U. PA. L. REV. 1, 29-30 (2008)
(footnotes omitted).

91. Engel & McCoy, supra note 61, at 1280-81 (footnotes omitted).

554



[Vol. 37: 529,2010] Properly Aligning Incentives
PEPPERDINE LAW REVIEW

foreclosure miasma--eliminating exotic financing devices, and limiting or

expressly precluding the transferability of the mortgages on the secondary
market.

II. TURNING BACK THE CLOCK Is NOT THE ANSWER

By now it should be obvious that the confluence of two developments-
the creation and use of exotic financing devices, on the one hand, and the

evolution and growth of the securitization of mortgages and their transfer on

the secondary market, on the other-have inexorably led to the formation of

an environment ripe for the development of predatory lending, the subprime

mortgage market, and rampant mortgage fraud: all predicates to the

foreclosure miasma. The elimination of one or both developments could

conceivably preclude future financial shocks like the current foreclosure

miasma. Indeed, many examining the current crisis will review its causes

and argue for a return to a time when neighborhood lending was the norm,
exotic financing devices were illegal and non-existent,93 and the

securitization of mortgages was unheard of because entities like Ginnie Mae

92. Many have argued that agency costs will be reduced if we return to the alleged bucolic state

of affairs when neighborhood savings and loans associations were the primary lenders for residential

mortgages. See, e.g., Hynes, supra note 33. This ignores, of course, the redlining and other

discriminatory policies employed by these local lenders that prevented many borrowers of color

from attaining their goal of home ownership. See 2 NELSON & WHITMAN, supra note 27, § 11.5.

93. Savings and Loan Associations were not allowed to invest in ARMs until 1982 when, in a

wave of regulation, Congress essentially preempted state laws regulating savings and loans

associations. See 2 NELSON & WHITMAN, supra note 27, § 11.1; supra note 32. This culminated in

the FDIC Improvement Act of 1991 that "authorized all four of the principal federal banking

agencies (FDIC [Federal Deposit Insurance Corporation], OTS [Office of Thrift Supervision], the

Federal Reserve Board, and the Office of the Comptroller of the Currency, which regulates national

banks) to issue consistent regulations on mortgage lending." 2 NELSON & WHITMAN, supra note 27,

§ 11.1 (footnote omitted). In addition to the explicit regulation of federal banks, Supreme Court

decisions interpreting the National Bank Act essentially eliminated state laws and regulations

policing usury and other lending practices.
In the past, all financial institutions-federally chartered national banks and state banks

as well-were subject to the laws of the borrower's state, especially to the usury laws in

the borrower's state. This changed in the late 1970s when the United States Supreme

Court, interpreting the word "located" in section 85 of the National Bank Act (NBA),
decided that national banks are governed by the usury laws of the state where their

headquarters are located, not by the usury laws of the state where the customer is located.

In 1996, the Court extended this ruling to any payment compensating a creditor for an

extension of credit, including numerical periodic rates, annual and cash-advance fees,

bad-check fees, overlimit fees, and late-payment fees. As a result, state interest rate

regulation has been effectively preempted. . . . States have become powerless to protect

their citizens from such lending practices going on within their borders.

Bar-Gill & Warren, supra note 90 at 80-81 (footnotes omitted).
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and Freddie Mac did not purchase residential mortgages for resale on a
secondary market.94

If, as I contend, the creation of the current foreclosure miasma is, in
part, a product of exotic financing devices, why not eliminate them and
return to the traditional level-pay long-term amortized mortgage that was the
staple of residential mortgages for over half of the twentieth century? 95

Similarly, if the securitization of mortgages and their transfer to distant
investors precludes these investors from monitoring and adequately
assessing the quality of the mortgages they are investing in (due in large part
to the investors' misplaced reliance on mortgagor self-interest, i.e., a
mistaken belief that the mortgagor will not rationally execute a mortgage
that it cannot perform96 and to investor protection created by the investors'
status as holders-in-due-course) 97 then the elimination of the securitization
of mortgages should be advocated and adopted as a means to preclude a
future foreclosure miasma. Although both proposals have merit, each
misses the mark and creates more harm than good, especially when, as
detailed below, the elimination of the transferee's status as a holder-in-due-
course precludes the future development of a miasma with little or none of
the cost.

Although it is beyond cavil that the use of exotic financing devices
created the financial structure and opportunity which fostered subprime

94. Note that Freddie Mac's and Ginnie Mae's original purpose was not the securitization and
transfer of mortgages. See Title III of National Housing Act, 12 U.S.C. §§ 1716-23 (2006),
available at http://www.ginniemae.gov/guide/statutes.pdf.

95. See supra notes 40-42 and accompanying text. I am not alone in identifying that originators
have an incentive to dupe purchasers on the secondary market with respect to the quality of the
mortgages they are transferring. In addition, lenders may have an incentive to make loans even
when they know that the loans are destined to default. "Lenders who sell loans on the secondary
market may not care whether brokers deceive them about borrowers' default risks because the
lenders do not bear the ultimate risk of loss. In these situations, lenders have reduced incentive to
police the brokers they use." Engel & McCoy, supra note 61, at 1287 (footnotes omitted).

96. See supra text accompanying notes 89-91 (discussing the fact that mortgagors are not
sophisticated enough to realize when they are being duped or executing a mortgage that they cannot
realistically perform).

97. Similarly, I am not the first to notice that the holder-in-due-course doctrine precludes the use
of a very good remedy by the mortgagor-unconscionability-when the mortgager has been
fraudulently induced to execute a predatory mortgage.

The ability to raise unconscionability as a defense, like many other contract defenses, is
subject to further restrictions when parties who purchased loans on the secondary market
sue delinquent borrowers. In those cases, the borrowers' ability to raise defenses is
severely limited by the holder-in-due-course doctrine. Under that doctrine, a secondary-
market purchaser can defeat "personal" defenses if it meets the following requirements
for a holder-in-due-course: (1) the purchaser is the holder, (2) of a negotiable note, (3)
who took the note for value, (4) in good faith, and (5) without notice of the defenses.
Once a purchaser qualifies as a holder-in-due-course, it can cut off the defense of
unconscionability, as well as all other personal defenses to the loan agreement.

Engel & McCoy, supra note 61, at 1301 (footnotes omitted). For further discussion of this issue, see
infra notes 168-178 and accompanying text.
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mortgages and predatory lending, the original purpose of such loans was
laudable. From the mortgagee's perspective, these devices shifted some of
the risk of subsequent interest rate increases to the mortgagor.98 This shift of
risk allows the mortgagee to offer lower interest rates to mortgagors who
thereby benefit if they are risk preferring. 99 The benefit to the mortgagor of
these flexible financing devices is also obvious. ARMs and other exotic
devices benefit mortgagors who may desire the flexibility of a GPM, or
senior citizens who may be able to live their sunset years in comfort
financed by a RAM.100 These exotic financing devices serve a very
important function in today's mortgage market, and their limitation or
elimination will have detrimental consequences to mortgagors benefitted by
their use. In short, the elimination of exotic devices will limit the choices
available to mortgagors and reduce their ability to tailor a mortgage to their
ability to pay while raising costs to mortgagees who face increased risk of
loss when interest rates rise and they can only apply for fixed rate mortgages
(FRMs).

More importantly, the elimination of exotic devices will not eliminate
the originator's incentive to engage in predatory lending practices by
deceiving a mortgagor into executing even a traditional mortgage that is
beyond the means of the mortgagor at the time of execution. Although it is
hard to envision a scenario where a mortgagor would agree to a mortgage
pursuant to which the mortgagor was unable to pay the initial monthly
mortgage payments at the inception of the mortgage, it is certainly true that
this unfortunate situation has occurred with some degree of regularity.10'

98. This avoided the problem of portfolio lag-that is, having below market interest rate

mortgages on one's balance sheet. See 2 NELSON & WHITMAN, supra note 27, § 11.4.

99. If mortgagors are risk averse they can always opt for a traditional mortgage by paying a

slightly higher initial interest rate, which is the cost of locking in that rate for the term of the
mortgage as long as the mortgagor remains the owner of the property-that is, the mortgagor does
not sell the property triggering the mortgagee's right to exercise the mortgage's due-on-sale clause.
See supra notes 44-47 and accompanying text for a discussion of due-on-sale clauses and their
enforceability.

100. For a definition of GPMs and RAMs, see supra notes 52-55 and accompanying text.

101. See supra notes 72-77 and accompanying text; see also supra note 90 and accompanying
text (detailing some mortgagors' failure to understand even the most basic terms of the mortgage).

A recent study . . . using records on 75,000 home equity loans made in 2002, identified
persistent consumer mistakes in loan applications. In particular, consumer mistakes in
estimating home values increased the loan-to-value ratio and thus the interest rate
charged. Such mistakes increase the APR [annual percentage rate] by an average of 125
basis points [1.25%] for home equity loans and 150 basis points [1.5%] for home equity
lines of credit. While only 5% of borrowers in their forties and fifties made "rate-
changing mistakes," more than 40% of younger and older borrowers made these
mistakes, with the likelihood of mistakes reaching 80% for some age groups.
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