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When Margaret Newton, a 76 year old house-bound stroke victim
who had difficulty speaking, seeing, or concentrating, was approached
by a home improver, she agreed to purchase siding for $9,990. The
home improver arranged financing for Ms. Newton with United
Companies Financial Corp., a company that had grown rapidly by
securitizing its loans, pooling them and selling them on Wall Street.
When the financing closed, Ms. Newton owed not $9,990 but $15,500,
which included $3,050 in points and fees, plus settlement charges. Her
monthly payment was over $240, even though her monthly income was
only $898. The siding installed on her house was worthless, because it
had been installed without insulation, and so had to be stripped off
and thrown away in order to install the necessary insulation.
Understandably, Ms. Newton fell behind on her loan payments.
United Companies tried to foreclose. 1

A predatory lender's criteria for making a loan: "If you could fog
up a mirror, if you had red blood running through your veins, they
would lend you money."2

When George and Marjorie Mox signed loan documents for a
$31,000 loan from the Diamond Mortgage Corporation, they probably
did not realize that they were dealing with a dishonest lender engaging
in a massive campaign of theft and fraud. Diamond never paid off any
of the Moxes' senior loans as it had promised nor did it give the Moxes
the balance of the proceeds. Instead, Diamond sold the Moxes' loan
and then went bankrupt, leaving thousands of victims who lost an
estimated seventy-five million dollars. The Moxes were likely shocked
to discover that they would still have to pay back the loan or face
foreclosure, even though they did not receive a dime. A Michigan
appellate court held that, because of the holder in due course doctrine,
the Moxes had to pay back $31,000 that they had never received.3

"I've heard of sticking people up with guns, not with pens."4

1. Fortunately for Ms. Newton, she found legal help, sued United Companies, and
in November 1998 the court rescinded her loan and awarded her $2,000, finding that
she had not received the proper loan disclosures. See generally the findings of fact in
Newton v. United Cos. Fin. Corp., 24 F. Supp. 2d 444 (1998) and United Companies
Financial Corp. Grows B&C, NAT'L MORTGAGE NEWS, June 6, 1996, 1996 WL 11670028.

2. Ronald J. Michnik, president of the Western New York Association of Mortgage
Brokers, referring to the mortgage originating arm of United Companies Financial
Corp., reported in High Risk Loan Disaster a Bankrupt Mortgage Lender from Baton
Rouge, La., Which Gave High-Risk Loans to People with Damaged Credit Ratings, Owns
126 Neglected Houses in Buffalo, BUFF. NEWS, Dec. 17, 2000, at C5, 2000 WL 5703112.

3. Mox v. Jordan, 463 N.W.2d 114, 115 (Mich. App. 1990).
4. Jeff Glasser, Sometimes a Deal Is Too Good to Be True Big-bank Lending and

Inner-city Evictions, U.S. NEWS & WORLD REP., March 5, 2001, at 40, 2001 WL 6319836
(quoting seventy-two year old Goldie Johnson, who suffers from glaucoma and was
induced to sign a loan with monthly payments of about eighty percent of her fixed
income and a balloon payment that comes due the same year she turns eighty-six).
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I. INTRODUCTION

Predatory lending is a scourge of the modern American financial
system. A recent analysis of this problem estimated that it costs U.S.
borrowers $9.1 billion annually, even excluding what may be the
greatest damage caused, residential foreclosures. 5 Worse yet, mort-
gage fraud and unscrupulous lending appears to be increasing. 6 Pred-
atory lending is the process of engaging in unfair and deceptive
lending practices and sales techniques that rely on misrepresentation,
threats, unfair pressure, and borrower ignorance. The goal of preda-
tory lending is to coerce or trick homeowners into obtaining loans with
interest rates or fees higher than the borrowers' credit profiles and the
market would justify or loans larger than or different from what the
borrowers need, want or can afford.

This article is the second of a two part series and is an attempt to
understand how predatory lending has become so rampant in the
American lending industry. I argue that the assignment of risk of the
harm caused by predatory lending is at the heart of the problem, in
that the secondary markets that have financed predatory lenders and
profited by them have been too able to avoid the risk of harm created
by those lenders. Investors in the secondary market have been able to
assign almost all such risk, first contractually to the originators of the
loans and, where that fails, through the holder in due course doctrine
to the homeowners who are the victims of the predatory lenders' sharp
practices. In this way, the investors have been able to purchase pred-
atory loans with too little concern about their fairness, and so have
financed the unscrupulous lenders who originate those loans.

The specific tools predatory lenders use against borrowers are dis-
cussed in Part II, including the use by lenders of the same high pres-
sure and misleading techniques that previously had been the tools in
trade of unscrupulous used car dealers and shady home improvers.
Part II also includes case histories of several predatory lenders, and a
description of the boom and bust cycle of predatory lenders as they
grow quickly, take advantage of many customers, sell their loans on
the secondary market, then disappear.

5. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from
the Coalition for Responsible Lending 2, at http://www.responsiblelending.org (revised
Oct. 20, 2001). The report calls its estimates "rough, though conservative..." Id. at 13.

6. Todd Silberman, Slowing Economy Blamed For Rise In Mortgage Fraud, NEWS
& OBSERVER (Raleigh NC), Apr. 1, 2001, at B8, 2001 WL 3458996 (quoting James Croft,
head of the Mortgage Asset Research Institute, which researches mortgage fraud). See
also Federal Trade Commission, Predatory Lending Practices in the Home-Equity Lend-
ing Market: Prepared Statement Before the Board of Governors of the Federal Reserve
System, (Sept. 7, 2000) at http://www.ftc.gov/os/2000/09/predatorylending.htm (last vis-
ited Mar. 23, 2002).
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The first article in this series was an examination of the develop-
ment in negotiable instrument law and specifically the holder in due
course doctrine. 7 In that article, I argued that negotiability and its
primary effects had once largely been understood by the makers of
those instruments, and that they by and large intended to create nego-
tiable instruments. The intent of the maker once had an integral role
in the development of negotiable instrument law, as the law developed
to track the growing usage of negotiable instruments and the intent of
those making them. Negotiability was crucial, to provide liquidity to
bills of exchange and so that they could carry on the role of currency in
an otherwise cash-starved economy. When this currency role of bills
of exchange was taken over by bank notes and by legal tender, how-
ever, the common use of negotiable instruments faded and with that
use disappeared much of the knowledge of negotiable instrument law.
When negotiable instrument law was codified, the role of intent was
stripped out of the law and its place was taken over by the mere for-
mal requirements of the various negotiable instruments acts. No
longer were the words of negotiability, such as "order or bearer"
viewed as signs from which the intent of the maker of an instrument
could be inferred, since fewer and fewer understood that these specific
words would be viewed as evidence of such intent. Instead, the words
of negotiability were, pursuant to the codification of negotiable instru-
ment law, considered sufficient in and of themselves to confer negotia-
bility despite the unlikelihood that the maker of the instrument knew
of their power or intended that the instruments be negotiable.

At the center of negotiable instrument law is the holder in due
course doctrine, which cuts off most defenses that a maker of a note
might have to the note once it is assigned to a holder who takes it
without notice of those defenses. This doctrine is designed to increase
the liquidity of notes and other negotiable instruments, since purchas-
ers need not worry for the most part that the maker of the note has
many defenses thereto. The doctrine is used to assign the risk of
many forms of fraud, forcing the borrower/mortgagor rather than the
purchaser of the note to bear that risk when the original lender is no
longer available to be sued. By allowing those who sign notes unwit-
tingly to be bound by the holder in due course doctrine, that doctrine
has, throughout most of the twentieth century, been abused by disrep-
utable merchants. These merchants would provide defective goods or
services, obtain a negotiable instrument as payment, then assign the
negotiable instrument to a third party who could claim holder in due
course status, leaving the buyer liable for the purchase price despite

7. See generally Kurt Eggert, Held Up in Due Course: Codification and the Victory
of Form Over Intent in Negotiable Instrument Law, 35 CREIGHTON L. REV. 363 (2002).
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the dishonesty of the merchant. Action by a federal regulatory agency
finally ended the use of the holder in due course doctrine in these
forms of consumer contracts during the 1970s. However, the holder in
due course doctrine has again come to be broadly applied against un-
witting makers of negotiable instruments, now against consumers not
of goods or services but of credit itself.

This new use of the holder in due course doctrine has regained
prominence through the development of securitization, discussed in
Part III, which is the process of transforming non-liquid assets, such
as notes secured by real property, into a very liquid form, securities.
Securitization allows interest in residential mortgages to be sold on
Wall Street as securities and has sped the growth of lending secured
by the homes of borrowers and the rapid assignment of those loans to
holders in due course. Part III also includes a discussion of the harm
that securitization has caused to residential borrowers, particularly
the atomization of the lending industry, so that borrowers deal prima-
rily with under-regulated and often undercapitalized mortgage bro-
kers rather than with traditional finance companies. Securitization
also limits the discretion of the holders of notes and their agents in
dealing with financially troubled borrowers to work out new payment
plans. By providing an ease of transferability and liquidity previously
undreamt of, securitization has taken over what had been the primary
purpose of the holder in due course doctrine. And so, securitization
has rendered the holder in due course doctrine unnecessary.

Part IV discusses the rapid and troubling rise of subprime lend-
ing, higher priced loans that are designed for borrowers with less than
prime credit records. Subprime lending, aggressively marketed and
too little regulated, has grown rapidly, and with it has come an explo-
sive growth in the number of residential foreclosures. Too much of the
subprime market is a product of predatory lending, a growing and
widespread problem. Upon the lenders' quick assignment of the pred-
atory loans, often in the secondary market and as part of the securi-
tization process, borrowers lose, as to the new assignees of the loan,
most claims or defenses they may have had to prevent the full collec-
tion of the loans. They find themselves defenseless and burdened by
loans with harsh terms, high interest rates, and high fees. Many of
these borrowers lose their homes to foreclosure, others refinance, pay-
ing out additional fees to secure a fairer loan, and still others continue
making payments, saddled for up to thirty years with an overpriced
loan.

Part V then concludes with a description of the so-far inadequate
federal, state, and local attempts to halt predatory lending. Rather
than address the problem head-on and uniformly prevent homeowners
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and consumers from unintentionally making negotiable instruments,
the legal and legislative systems have for the most part merely tried to
ameliorate the effects of this fundamental problem with a series of
judicial, legislative, and administrative patches, some more effective
than others. These recent patches have thus far been ineffective, and
thousands upon thousands of homeowners, many of them elderly, are
losing their homes or are threatened with foreclosure because they are
victims of fraud, undue pressure, deception, and sharp dealings.

I argue for the abolition of the holder in due course in any trans-
action where it may be used against a consumer in Part VI. An eco-
nomic analysis of the effects of the holder in due course doctrine
demonstrates that it encourages fraud against borrowers and magni-
fies its harmful effects by assigning the risk of fraud to borrowers, the
parties least able to prevent or to insure against that fraud in any sort
of meaningful way, as well as the parties most likely to suffer from
significant secondary effects, such as foreclosure, as a result of the
loss. Conversely, the holder in due course doctrine protects from risk
the securitizers and investors who purchase predatory loans, even
though they are the very parties best able to close down unscrupulous
lenders.

Parts VII and VIII conclude this article with a discussion of poten-
tial methods for eliminating the holder in due course doctrine as well
as the probable effects of that elimination. I examine the various gov-
ernmental bodies that could best accomplish the abolition of the doc-
trine for residential borrowers, finding that none are ideal, given the
vigorous fight likely to be waged by the lending industry, but that
many would suffice. A traditional law and economics analysis con-
tends that abolishing the holder in due course doctrine would increase
interest rates and fees to borrowers because it would make collection
from borrowers less certain and more expensive. Instead, I believe
that abolishing the doctrine would lead to lower interest rates and
fees, as lenders currently use the holder in due course doctrine to pro-
tect the purchasers of their loans from claims of misrepresentation
and unfair practices, practices that are used to obtain above market
fees and interest rates for loans. Were lenders forced to compete with-
out the holder in due course doctrine to protect their sharp practices,
they would have to use lower interest rates, rather than misrepresen-
tation and undue pressure, to gain new customers.

510 [Vol. 35
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II. PREDATORY LENDING AND ITS VICTIMS

A. DEFINING AND MEASURING PREDATORY LENDING

Predatory lending is easier to discuss than it is to define.8 Daniel

S. Ehrenberg provided a rough definition of predatory lending, calling

it
a mismatch between the needs and capacity of the bor-
rower .... In essence, the loan does not fit the borrower,
either because the borrower's underlying needs for the loan
are not being met or the terms of the loan are so disadvanta-
geous to that particular borrower that there is little likeli-
hood that the borrower has the capability to repay the loan. 9

While this definition has been cited by at least one court in a

predatory lending case, the exact definition seems difficult to pin

down in a precise formulation. 10 Even in the course of drafting a more

than 100 page report on predatory lending, two governmental agen-

cies working together could only cobble together the following defini-

tion of predatory lending:

Predatory lending-whether undertaken by creditors,
brokers, or even home improvement contractors-involves
engaging in deception or fraud, manipulating the borrower
through aggressive sales tactics, or taking unfair advantage
of a borrower's lack of understanding about loan terms.
These practices are often combined with loan terms that,
alone or in combination, are abusive or make the borrower
more vulnerable to abusive practices.1 1

Some have gone so far as to argue that, not only is defining "pred-

atory lending" difficult, but it is a task that should not even be under-

taken, perhaps from fear of providing too limited a definition. 12

8. Federal Reserve Board Governor Edward M. Gramlich noted, "The term 'preda-

tory lending,' much like the terms 'safety and soundness' or 'unfair and deceptive prac-

tices,' is far-reaching and covers a potentially broad range of behavior. As such, it does

not lend itself to a concise or a comprehensive definition." Edward M. Gramlich, Re-

marks at the Federal Reserve Bank of Philadelphia, Community and Consumer Affairs

Department Conference on Predatory Lending (Dec. 6, 2000), at http://

www.federalreserve.gov/boarddocs/speeches/2000/2
0 0 0 1206.htm (last visited Feb. 26,

2002).
9. Daniel S. Ehrenberg, If the Loan Don't Fit, Don't Take It: Applying the Suitabil-

ity Doctrine to the Mortgage Industry to Eliminate Predatory Lending, 10 J. AFFORDABLE

Hous. & CMTy. DEV. L. 117, 119-20 (2001).

10. See Assocs. Home Equity Servs. v. Troup, 778 A.2d 529 (N.J. Super. 2001).

11. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 1 (June 2000),

at http://www.hud.gov/librarylbookshelfl8/pressrel/treasrpt.pdf (last visited Mar. 9,
2002).

12. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from

the Coalition for Responsible Lending 2, at http://www.responsiblelending.org (revised

Oct. 20, 2001).
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Opponents to the further regulation of financial services have seized
on this difficulty in defining "predatory lending" to advocate against
new steps to stop such lending. 13

Just as there is no commonly agreed upon definition of predatory
lending, there is also no broad consensus on how widespread a prob-
lem predatory lending is, and how much damage it inflicts on Ameri-
can borrowers. 14 Perhaps the first studied effort to determine the
amount lost by borrowers in the U.S. due to predatory lending is a
report from the Coalition for Responsible Lending entitled Quanti-
fying the Economic Cost of Predatory Lending.15 This analysis at-
tempts to quantify the amount of harm caused by predatory lending in
the United States by totaling estimates of the costs of the following
putatively unfair terms: financed credit insurance, excessive up-front
fees, prepayment penalties on subprime loans, and interest rates
higher than the borrowers' credit risk would justify. 16 These num-
bers, which will be discussed in more detail infra, are difficult to mea-
sure exactly, since they require a determination of exactly how high a
given loan's fees or interest rate can be before they are abusive. More
importantly, the analysis explicitly and intentionally excludes the
costs to homeowners and the community of any foreclosures caused by
predatory lending. Neither the direct financial loss nor the secondary
costs, such as the homeowners' emotional distress and the effects on
the community, are included. The report does note that the total costs
of foreclosures, while difficult to calculate, "may well dwarf other esti-
mates made in this report.' 7 The cost of such foreclosures is hinted
at by the fact that, at the end of 1999, possibly more than 72,000 fami-
lies were in or near foreclosure just for the loans of sixteen large sub-

13. In its report on predatory lending, the staff of Senator Phil Gramm argued
that, unless and until they can agree on a definition of predatory lending, regulators
should not take further regulatory action to stop such practices, stating "Providing a
clear definition is the beginning step and cannot be skipped. That step has not yet been
taken by the regulators." STAFF OF SENATE COMM. ON BANKING, HOUSING AND URBAN
AFFAIRS, 106TH CONG, PREDATORY LENDING PRACTICES: STAFF ANALYSIS OF REGULATORS'
RESPONSES, (August 23, 2000) (reporting to Chairman Gramm), available at http://
www.senate.gov/-banking/docs/reports/predlend/predlend.htm (last visited Feb. 25,
2002). This report is also available at 54 CONSUMER FIN. L.Q. REP. 228, 228-32 (Sum-
mer 2000).

14. Indeed, it would seem impossible to find common agreement on exactly how
widespread predatory lending is among those who cannot even agree on the definition of
predatory lending. It would be impossible to measure the exact amount of predatory
lending without first selecting a specific definition to determine which loans are
predatory.

15. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from
the Coalition for Responsible Lending 2, at http://www.responsiblelending.org (revised
Oct. 20, 2001).

16. Id. at 2-3.
17. Id. at 12-13.
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prime lenders, making up less than one half of the subprime market. 18
The analysis concludes that, even excluding foreclosures, predatory
lending is costing American families $9.1 billion a year. 19 This esti-
mate, rough as it is, is a good first step toward determining the scope
of the problem, even though it admittedly leaves out the costs of one of
the primary losses caused by predatory lending, foreclosure.

B. THE TOOLS OF PREDATORY LENDERS

Defining "Predatory lending" is difficult because it encompasses
many actions that seem, on their face, to be indistinguishable from
legitimate lending activities. Predatory lending can be divided into
two sets of activities. The first set consists of those activities that are
either clearly illegal or unconscionable by their very nature. These
per se improper activities include such actions as misrepresenting the
terms of the loans and forging the signatures of borrowers on loan
documents.

2 0

The second set of activities that make up predatory lending are
those that bedevil the regulators of the lending industry: activities
that are legal but, when misused by unprincipled lenders, cause bor-
rowers to pay interest rates and fees higher than the market and the
borrowers' credit rating would justify. Practices such as balloon pay-
ments, adjustable rate mortgages, rapid refinancing of existing loans,
and even high interest rates and fees could be used in non-predatory
loans.2 1 For example, a borrower might choose to pay a higher inter-
est rate in order to pay lower fees, or choose an adjustable rate loan to
pay an initially lower interest rate. As long as these terms that bene-
fit lenders to the detriment of borrowers are understood by borrowers
and negotiated by them, borrowers can either receive something in
return for the loans or decide to forgo the loan. These terms become
the tools of predatory lenders when, as is common in the subprime
market, they are neither negotiated over nor understood by the bor-

18. Allen Fishbein & Harold L. Bunce, Subprime Market Growth and Predatory
Lending, at http://www.huduser.org/publications/pdf/brd/13Fishbein.pdf (last visited
Mar. 10, 2002).

19. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the Senate Comm. On Banking, Housing, and Urban Affairs, 107th Cong. (2001)
(testimony of the Honorable Thomas J. Miller, Attorney General, State of Iowa, July 26,
2001), available at http://banking.senate.gov/OlO7hrg/O72601/miller.htm (last visited
Mar. 10, 2002).

20. Letter from John D. Hawke, Jr., Comptroller of the Currency, to Phil Gramm,
Chairman, Senate Committee on Banking, Housing, and Urban Affairs, 1 (May 5,
2000), at http://www.senate.gov/-banking/docs/reports/predlend/occ.htm (last visited
Feb. 25, 2002).

21. See Edward M. Gramlich, Member, Board of Governors of the Federal Reserve
System, Remarks at the Fair Housing Council of New York (April 14, 2000), available at
2000 WL 378316.
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rowers, and when borrowers receive little in return for agreeing to

them.22 In the context of predatory lending, these same practices are

often used to strip the equity from the homeowner's property. Though
there is no agreement on how to define predatory lending, there is

broad consensus on what tools and tactics are used by predatory lend-

ers, which include the following:

1. Fees and Interest Rates Far Greater than Necessary to Provide a

Reasonable, Market-Driven Return Given the Risk of
Lending to the Particular Borrower

At the heart of predatory lending is the lender charging fees and

interest rates far greater than necessary to provide a reasonable, mar-

ket-driven rate of return to the lender given the risk of lending to the

particular borrower.2 3 This disparity between the interest rate

charged a borrower and the market interest rate given the borrower's
risk characteristics is widespread among specific classes of borrowers,

though uncommon in others, and has been estimated to cost U.S. bor-

rowers $2.9 billion a year. 24 In addition to excessive interest rates,
predatory lenders often force borrowers to pay excessive fees, which
have been estimated to cost 750,000 families a total of $1.8 billion an-

nually.25 Many subprime lenders charge fees totaling eight percent of

the loan amount or more. These high fees and interest rates seem

based more on the costs of aggressive advertising by subprime lenders

than on the credit profiles of the borrowers. 2 6 One subprime lender,

which charged interest rates of "only" 15%-18%, included fees of 25%

to 40%, leaving the loans with true annual percentage rates of 28%-
29%.27

22. See Comments of the National Consumer Law Center and Consumer Federa-
tion of America to the FDIC on Predatory Mortgages, at http://www.nclc.org/preda-
torylendingfdic.html (last visited Mar. 26, 2002). This analysis was suggested to me
by Elizabeth Renuart, of the National Consumer Law Center.

23. Donna Tanoue, 'Predatory Lending' Raises Default Risk, MORTGAGING SERV.
NEWS, June 16, 2000, at 4, 2000 WL 18803344.

24. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from

the Coalition for Responsible Lending 9-10, at http://www.responsiblelending.org (re-
vised Oct. 20, 2001).

25. Id. at 7.
26. Cathy Lesser Mansfield, The Road to Subprime "HEL" Was Paved With Good

Congressional Intentions: Usury Deregulation and the Subprime Home Equity Market,
51 S.C. L. REV. 473, 546-47, 547 n.453 (2000). A recent Freddie Mac study concluded

that 100 basis points of subprime loan pricing was not explicable by the borrower's

credit risk. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report

from the Coalition for Responsible Lending 2, at http://www.responsiblelending.org (re-

vised Oct. 20, 2001) (citing Peter Zorn, Subprime Lending: An Investigation of Economic
Efficiency (Freddie Mac, Dec. 21, 2000)).

27. Kathleen E. Keest, Stone Soup: Exploring the Boundaries Between Subprime
Lending and Predatory Lending, 1241 PLIICoRP 1107, 1133 (2001).
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2. Loans Made with No Reasonable Expectation That the Borrowers
Can Repay Them

An especially damaging form of predatory lending is the origina-
tion of loans by a lender who has no reasonable expectation that the
borrowers can repay them.28 Lending to borrowers who cannot repay
the loans is known as "equity stripping," as the nearly inevitable fore-
closure strips the borrower of whatever equity remains in her house.2 9

Mortgage brokers who make loans that the borrower cannot repay are
able to sell those loans by falsifying the borrower's income or asset
documentation to show a higher income or asset level than the bor-
rower actually has. Purchasers of notes need to have measures in
place to protect themselves from these gambits of dishonest brokers.
Otherwise, the purchasers may discover too late that the borrowers
have almost no way of making the mortgage payment, learning this
only when the borrowers stop making payments or contest the loan.30

3. "Flipping"

Flipping is the early or frequent refinancing of a loan, normally
with each new set of loan fees financed by the loan, so that the loan
amount continually rises, even while the homeowner makes her pay-
ments.3 1 "Flipping," a common practice in the subprime industry, al-
lows subprime lenders to charge customers both prepayment penalties
for the refinanced loans as well as points and fees based on the new
loans. A lender may flip its own loans or multiple lenders might flip
each other's loans for the same borrowers. Some lenders accomplish
flipping by requiring their borrowers whose loans become delinquent
to refinance the loans in order to bring them current, rather than

28. James T. Berger, Subprime Lending Produces Dangerous Side-Effects, CHI.
SuN-TIMES, June 9, 2000, at 16N, 2000 WL 6681282 (quoting William Apgar, assistant
secretary for housing at HUD, as saying "In many of these [subprime] loans, from Day
One people can't repay them. We are just setting people up for failure.").

29. Alvin C. Harrell, Subprime Lending Developments With Implications for Credi-
tors and Consumers, 52 CONSUMER FIN. L.Q. REP. 238, 242 n.45 (1998). "Equity strip-
ping" is also used more broadly to refer to payment of excessive fees of all types, since a
borrower, even if she does not lose her home to foreclosure, has a significant amount of
the home's equity stripped from her when she pays excessive fees or prepayment penal-
ties. See Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from
the Coalition for Responsible Lending 2, at http://www.responsiblelending.org (last vis-
ited Feb. 27, 2002).

30. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 76 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

31. Donna Tanoue, 'Predatory Lending' Raises Default Risk, MORTGAGING SERV.
NEWS, June 16, 2000, at 4, 2000 WL 18803344.
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working out some other plan.32 Subprime lenders have targeted both
blue-collar workers and customers who are delinquent on their loans
for early refinancing. 33

4. High Pressure and Misleading Sales and Marketing Techniques

Predatory lenders succeed to a great degree because of their ag-
gressive and misleading marketing techniques, especially directed at
those least able to withstand them, such as the elderly, minorities who
have been traditionally excluded from mainstream financial services,
and the uneducated. One assistant manager at a major lender's sub-
sidiary described "blitz nights" at her office, in which the sales staff
would blanket the city with misleading phone calls and mail regarding
their lending programs. 34 Brokers and lenders can obtain databases
of homeowners, sorted by age, race, or gender, to allow the brokers
and lenders to target specific types of potential borrowers. 3 5 Once
they have found customers, the brokers and lenders may blatantly
misrepresent the terms of the loan, claiming the interest rate or pay-
ments will be lower than the rates actually turn out to be. Or, a bro-
ker or lender may attempt to gain an edge over a borrower by advising
the borrower to stop making her loan payments, so that the loan goes
into default and the borrower becomes desperate, and must accept the
loan proposed by the broker or lender. If the borrower refuses to enter
into a loan with the high interest rate proposed by the lender or bro-
ker, the lender or broker may promise that the rates will go down
somehow or that the lender will refinance the loan at better terms in
the near future. Lenders and brokers have been known to attempt to
pressure borrowers to sign documents without reading them, covering
up crucial terms in the documents so that the borrower does not see
them, or even forge the borrower's signature. 3 6

32. Letter from Dan Immergluck, Senior Vice President, Woodstock Institute, to
the Board of Governors of the Federal Reserve System, (Aug. 16, 2000), available at
http://www.woodstockinst.org/hoepa.html (last visited Feb. 27, 2002).

33. 'Predatory Lending Practices: Hearing Before the U.S. Senate Special Comm. on
Aging, 105th Cong. (1998) (statement of Jim Dough, Mar. 16, 1998), available at 1998
WL 8993304.

34. Jordan Rau, Stalking the Predators/State Legislature Eyes More Restrictions
on Lending, NEWSDAY, June 27, 2001, at A06, 2001 WL 9238572.

35. Paul D. Davies, Subprime Lenders Prey on Hard-Luck Consumers, PHIL. DAILY
NEWS, Feb. 7, 2001, 2001 WL 12167836.

36. Cathy Lesser Mansfield, The Road to Subprime "HEL" Was Paved With Good
Congressional Intentions: Usury Deregulation and the Subprime Home Equity Market,
51 S.C. L. REV. 473. 558 n.521 (2000).
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5. "Packing"

"Packing" is the practice of forcing or inducing borrowers to use
some of their loans' proceeds to pay for unnecessary or undesired prod-
ucts, such as single premium credit life insurance.37 Single premium
credit life insurance, perhaps the product most widely and egregiously
packed with loans, is a form of insurance wherein all of the premiums
for the life of the policy are paid up front, normally from the proceeds
of the loan. Predatory lenders try to include as many such products as
they can, such as insurance to pay off credit card debt or to service
home appliances, both to increase the amount of the loan (and the
lenders' fees that are based on a percentage of the loan amount) and
also to obtain profits from selling these overpriced products. 38 The
lender may include these unnecessary products in the loan without
giving the borrower prior notice they will be included and without giv-
ing the borrower time at the closing of the loan to notice the extra
costs or to object to them.39 Or the lender may deceive the borrower
regarding the added products by, for example, asserting that they are
included in the loan, leaving the borrower to understand that they are
free. 40 The same assistant manager described above explained, "If
someone appeared uneducated, inarticulate, was a minority, or was
particularly old or young, I would try to include all the coverages [her
company] offered .... The more gullible the customer appeared, the
more [insurance] coverages I would try to include in the loan."4 1

Credit insurance packed with loans can be painfully expensive, with
credit premiums costing over 10% of the loan amount and over
$10,000 reportedly not uncommon. 42 One estimate concludes that
packing of credit insurance alone costs American borrowers $2.1 bil-
lion annually. 4 3 Because many large subprime lenders sell credit in-
surance issued by their own subsidiaries and because the insurance

37. Prepared Statement of the Federal Trade Commission before the California
State Assembly Committee on Banking and Finance on Predatory Lending Practices in
the Home-Equity Lending Market, (Feb. 21, 2001) (citations omitted), available at http://
www.ftc.gov/os/2001/02/predlendstate.htm (last visited Feb. 23, 2002).

38. Jordan Rau, Stalking the Predators/State Legislature Eyes More Restrictions
on Lending, NEWSDAY, June 27, 2001 at A06, available at 2001 WL 9238572.

39. Prepared Statement of the Federal Trade Commission before the California
State Assembly Committee on Banking and Finance on Predatory Lending Practices in
the Home-Equity Lending Market, (Feb. 21, 2001), available at http://www.ftc.gov/os/
2001/02/predlendstate.htm (last visited Feb. 23, 2002).

40. Id.
41. Rau, NEWSDAY, June 27, 2001, at A06, 2001 WL 9238572.
42. Kathleen E. Keest, Stone Soup: Exploring the Boundaries Between Subprime

Lending and Predatory Lending, 1241 PLI/CORP 1107, 1129 (2001).
43. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from

the Coalition for Responsible Lending 5, at http://www.responsiblelending.org (revised
Oct. 20, 2001).
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proceeds go to the lender if the borrower ever does make a successful
claim against the credit insurance, the lenders profit enormously on
all sides of the transaction. 44

6. Excessive Prepayment Penalties

Predatory lenders include large prepayment penalties, fees that
are added to the amount the borrower must pay to retire a loan before
it reaches full term. These penalties are designed to reduce prepay-
ments, which reduce the amount of interest that lenders receive on a
particular loan and which are more common after interest rates have
dropped, so that the lender often cannot lend the money returned to it
at an interest rate as high as the prepaying borrower had been paying.
Lenders argue that including prepayment penalties reduces their
risks in lending so they can charge borrowers lower interest rates, 45

and prepayment charges have been standard clauses in residential
mortgages since the 1930s. 4 6 In practice, when employed by preda-
tory lenders, prepayment penalties are designed either to trap the bor-
rower, forcing her to remain in an inequitable loan, or to reward the
lender with an unreasonable payoff when an unwitting borrower refi-
nances the loan.47 A typical prepayment penalty might be $5,000,
more than enough to compensate the lender for any costs of early pay-
ment of the loan.48 The use of prepayment penalties has escalated
dramatically in the subprime market since 1997,4 9 and prepayment

44. ACORN (Ass'n ofCmty. Orgs. for Reform Now), Separate and Unequal: Preda-
tory Lending in America 30 (Nov. 14, 2001), at http://www.acorn.org/acornlO/
predatorylending/plreports/report.htm (last visited Feb. 23, 2002).

45. For a scholarly argument that prepayment penalties lower the interest rates
charged borrowers, see Frank S. Alexander, Mortgage Prepayment: The Trial of Com-
mon Sense, 72 CORNELL L. REV. 288, 330-31 (1987). See also Dale A. Whitman, Mort-
gage Prepayment Clauses: An Economic and Legal Analysis, 40 UCLA L. REV. 851, 860
(1993) for a discussion of the windfall a lender can receive from prepayment penalties,
especially where a borrower prepays the loan when market interest rates have
increased.

46. Before 1938, if the loan agreement was silent as to prepayment, the borrower
had no right to prepay a loan and could only pay it out over the entire term of the loan.
Alexander, 72 CORNELL L. REV. at 289. After the Home Loan Bank Board reversed this
default rule, making all borrowers eligible to prepay their loans without penalty absent
a contrary provision in their loans, lenders began inserting prepayment provisions in
loan agreements. Id. at 289, 326.

47. See Donna Tanoue, 'Predatory Lending' Raises Default Risk, MORTGAGING
SERv. NEWS, June 16, 2000, at 4, 2000 WL 18803344.

48. See Victor Epstein, Predatory Lending Targeted States Are Trying to Stem the
Increasing Number of Vulnerable Homeowners Victimized by Near-impossible Terms,
OMAHA WORLD-HERALD, Nov. 19, 2000, at 1M, 2000 WL 4389922.

49. A Standard and Poor's survey found that approximately eighty percent of sub-
prime mortgages contained a prepayment penalty in mid-2000, a sizeable increase from
1997, when fifty percent had such penalties. See citation to study in Home Bound:
Nasty Surprise Haunts Some Folks' Mortgage: A Prepayment Penalty, WALL ST. J., Aug.
1, 2001, at Al, 2001 WL-WSJ 2871388. See also Prevalence of Prepayment Penalties,
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penalties in the subprime market are estimated to cost American bor-

rowers $2.3 billion annually and to affect 850,000 families. 50

7. Balloon Payments

Balloon payments are in a way the opposite of prepayment penal-

ties. Rather than attempting to lock a borrower into remaining in a

loan for the long term, balloon payments force a borrower at a set time

to repay all of the remaining balance on a loan rather than continuing

to make monthly payments until the entire loan has been repaid. For

example, a borrower might have a loan, the monthly payments of

which would not retire the loan for thirty years, but that has a balloon

payment due at ten years, at which time the borrower would have to

pay off all of the remaining balance of the loan. While balloon pay-

ments can be a useful way for some borrowers to lock in a low interest

rate, since the lender does not need to worry about a longer term rise

in interest rates, loans with balloon payments can also be disastrous

for borrowers, especially elderly borrowers on a fixed income. Such

borrowers are highly unlikely to be able to pay off a sizeable balloon

payment without refinancing the loan, thus incurring a new round of

points and fees. 51 Often, these borrowers were either unaware of the

balloon or were given misleading oral assurances that the balloon pay-

ments could be easily refinanced. 52 Loans with balloon payments can

appear deceptively attractive to borrowers, since the balloon payment

allows the lender to offer low monthly payments.

What turns these sometimes benign lending practices into ele-

ments of predatory lending are sharp lending practices that would

give a borrower a defense to the collection of the loan if the original

lender still held the loan. If a mortgage broker made misrepresenta-

tions to induce the borrower to obtain a loan with a balloon payment

or a high interest rate, for example by falsely claiming that the lender

would refinance the loan after a year at a much lower rate, those mis-

representations would constitute a personal defense to the loan. Simi-

larly, the borrower would have a defense to a loan where the lender
misrepresented the effective interest rate to induce the borrower to

Coalition for Responsible Lending, (Mar. 27, 2001) (citing the director of Mortgage Infor-

mation Corporation as reporting that about two-thirds of the subprime mortgages the

organization tracks contain prepayment penalties), at http://www.responsiblelending.
orgICoaltionStudies/Prevalence%20of%'o20Prepayment%

2 oPenalties.htm (last visited
Feb. 25, 2002).

50. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from

the Coalition for Responsible Lending 7, 9, at http://www.responsiblelending.org (re-
vised Oct. 30, 2001).

51. Kathleen E. Keest, House Rich Elderly Easy Targets for Mortgage Scams,
NAT'L BAR ASS'N MAG., Jan.-Feb. 1994, at 14, 23-24.

52. Id.
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refinance a loan that the borrower had obtained only months earlier.
Once a bona fide holder holds the note representing the loan, however,
those personal defenses are cut off by the holder in due course doc-
trine.53 The holder in due course doctrine, therefore, prevents effec-
tive legal distinction between fair and voluntary balloon payments,
rapid refinancing, or insurance products, on the one hand, and on the
other hand those that are unfair, the products of fraud, and foisted on
an unwitting borrower. Similarly, the holder in due course doctrine
eliminates, as to the purchasers of loans, any distinction between high
rates and fees that result from the market accurately pricing the bor-
rowers' risk versus high rates and fees that mortgage brokers ob-
tained by misrepresentations and deceit. 54

The predatory aspect of these lending terms also results from in-
formation asymmetry, the fact that lenders have a much greater
awareness, and the consumers a grossly inadequate awareness, of the
terms of the lenders' loan products and the legal effect of those
terms.5 5 Therefore, lenders can use lending terms such as prepay-
ment penalties to extract much greater fees from borrowers than bor-
rowers realize they are paying. Lenders realize, though many
borrowers do not, that borrowers typically repay loans much before
the full term of their loans, and that lenders will obtain a significant
income stream on prepayment penalties alone. 5 6

This information asymmetry persists despite the disclosures de-
signed to inform consumers about the exact terms of their loans before
they enter into them.5 7 The federal Truth in Lending Act ("TILA")
requires information regarding loans to be disclosed in a way that can
be misunderstood by consumers. A less than honest broker can mix
the TILA disclosures in the formidable stack of paperwork that makes
up the loan package and easily convince a borrower not to pay any
attention to the very information that could save the homeowner from

53. See discussion of holder in due course doctrine in section II(E), infra.
54. The holder in due course doctrine preserves this distinction between fair, high

cost loans and those based on fraud only where the fraud prevented the borrower from
understanding the essential nature of the loan agreement. See discussion of the real
defenses infra note 102 and the accompanying text..

55. For the argument that predatory lending is primarily the result of information
asymmetry between lenders and borrowers, see Edward M. Gramlich, Member, Board
of Governors of the Federal Reserve System, Remarks at the Fair Housing Council of
New York (April 14, 2000), available at 2000 WL 378316.

56. Eric Stein, Quantifying the Economic Cost of Predatory Lending, A Report from
the Coalition for Responsible Lending 9, at http://www.responsiblelending.org (revised
Oct. 20, 2001).

57. Mortgage Lending Abuses: Hearing Before the House Comm. On Banking and
Financial Services, 106th Cong. (2000) (testimony of Ralph Rohner, Special Counsel to
the Consumer Bankers Ass'n, May 24, 2000), 2000 WL 19304101.
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entering into an improvident loan.58 Some information asymmetry
has been caused by the fact that lenders know consumers' credit
"scores," which determine what. loan rate the borrowers should re-
ceive, while consumers have largely been in the dark about their own
scores. Lenders, then, have known whether consumers could qualify
for prime loans, while the individual consumer could only guess. This
asymmetry may dissipate if, as planned, a leading credit scoring com-
pany begins to provide credit scores to potential borrowers. 59 Better
still would be a rule requiring lenders to provide to borrowers the
credit score used by the lenders, as well as an explanation of that
score.

A large portion of the information asymmetry, however, is inevi-
table given the complexity of the lending process and the multiplicity
of options that many borrowers have.60 A borrower faced with various
adjustable rate mortgages with different packages of potential prepay-
ment penalties and balloon rates would need a sophisticated under-
standing of interest rate fluctuation and prepayment rates to make a
well-informed decision.6 1 An unscrupulous lender can take advantage
of its knowledge and the consumer's ignorance by misrepresenting the

58. Id. For a discussion of the effectiveness of TILA disclosures, see William N.
Eskridge, Jr., One Hundred Years of Ineptitude: The Need for Mortgage Rules Conso-
nant with the Economic and Psychological Dynamics of the Home Sale and Loan Trans-
action, 70 VA. L. REV. 1083, 1133 (1984) (citing Jeffrey Davis, Protecting Consumers
from Ouerdisclosure and Gobbledygook: An Empirical Look at the Simplification of Con-
sumer-Credit Contracts, 63 VA. L. REV. 841, 843-44 (1977) and Jonathan M. Landers &
Ralph J. Rohner, A Functional Analysis of Truth in Lending, 26 UCLA L. REV. 711, 721-
34 (1979)).

59. James R. Peterson, Don't Cure Predatory Lending By Killing Subprime, A.B.A.
BANKING J., May 1, 2001, at 8, 2001 WL 11595211.

60. See generally Edward M. Gramlich, Member, Board of Governors of the Federal
Reserve System, Remarks at the Fair Housing Council of New York (Apr. 14, 2000),
2000 WL 378316.

Apart from outright fraud, these are the fundamental characteristics of preda-
tory lending. Mortgage provisions that are generally desirable, but compli-
cated, are abused. For these generally desirable provisions to work properly,
both lenders and borrowers must fully understand them. Presumably lenders
do, but often borrowers do not. As a consequence, provisions that work well
most of the time end up being abused and hurting vulnerable people enor-
mously some of the time.

Id.

61. To compare various adjustable rate mortgages, for example, a homeowner
would need to know

the initial (qualifying) rate and how long that rate will remain; the index used
to adjust the rate or monthly payment in response to index changes; the loan-
to-value ratio and mortgage insurance costs; the number of points and any caps
on how much rates or payments can go up each year or over the life of the loan;
prepayment penalties; delinquency and default charges; and property, life, or
health insurance requirements.

Eskridge, 70 VA. L. REV. at 1133.
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effects of these different packages and trap the borrower into a loan
that costs much more than the borrower's credit rating would justify.

C. THE BOOM, BUST, AND BANKRuPTcY CYCLE OF PREDATORY

LENDERS

Many predatory lenders have gone through a similar cycle: sud-
den growth, fueled by the predatory loans themselves and stoked by
the quick influx of cash provided by the securitization process, fol-
lowed in a few years by growing allegations of improprieties, allega-
tions which the lenders furiously deny. These allegations are
followed, but often slowly, by investigations conducted by regulatory
agencies, though that investigation often produces few timely results
other than to publicize the lenders' methods. Only after several profit-
able years of predatory lending does the entire structure come crash-
ing down. The crash typically happens when publicity regarding the
lender's methods so frightens the lender's financial backers and loan
purchasers that the lender suddenly finds itself without the ability to
fund or sell its loans. 62 At that point, the predatory lender goes out of
business, perhaps after declaring bankruptcy, leaving its borrowers to
contend with the purchasers of their loans over the validity of those
loans.63 The purchasers typically claim to be holders in due course,
and thus immune to any defenses the borrowers might have as a re-
sult of the predatory lenders' illegal or dishonest behavior.64

D. THE DIAMOND MORTGAGE/A.J. OBIE STORY: DEFRAUDING

BORROWERS AND INVESTORS ALIKE

An early example of this boom, bust and bankruptcy cycle, as well
as an acid test for the holder in due course doctrine's utility in as-
signing risk of fraud, is that of perhaps the first significant predatory
lender to turn to securitization, the infamous Diamond Mortgage

62. See Stone v. Mehlberg, 728 F. Supp. 1341, 1345 (W.D. Mich. 1989).
63. For one of many examples, see John B. O'Donnell, Fast Downtown for Md.

Lender Crash, BALT. SUN, Jan. 9, 2001, at 1A, 2001 WL 6147486.
The rise of American Skycorp was stunning. So was its flameout. In less

than three years, the Timonium firm soared to the heights as one of the na-
tion's top lenders of Federal Housing Administration - backed mortgages. Then
it crashed under the weight of defaulted borrowers, severe criticism of its busi-
ness practices and multiple inquiries, including at least one fraud
investigation.

Documents emerging from the investigations paint a picture of a company
that skirted the law and government regulations as it aggressively collected
high fees on questionable loans in pursuing its goal of being the No. 1 mortgage
lender in the nation.

Id.
64. See Diamond/Obie cases cited in Section II(D).
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Corp. and A.J. Obie & Associates mortgage-backed securities fraud.65

Diamond, formed in 1973, was a mortgage broker that somehow
gained control of Obie, a securities dealer, in about 1980. Beginning
in the middle or late 1970s, Diamond embarked on a pattern of fraud
and, joined by Obie, succeeded in defrauding homeowner borrowers
and investors alike. Diamond/Obie engaged in an extended Ponzi
scheme that came to include many of the elements that have since
been the hallmarks of securitized predatory lending: high pressure
sales, celebrity spokespersons, delayed regulatory response, bank-
ruptcy, victimized homeowners fighting a pitched battle with de-
frauded investors, and the con artist at the center of the scheme
resurfacing in a new company and a different guise to defraud anew.

The Diamond/Obie scheme was the following: Diamond would so-
licit borrowers to obtain loans secured by their principal residence, en-
gaging in high pressure sales practices to trick the borrowers into
entering into the loans, despite their high interest rates and excessive
brokerage fees. Often, Diamond/Obie would never give the borrowers
a dime, though it would record a lien purportedly securing a sizeable
loan. The loans would name Diamond as the lender, though often Dia-
mond was only engaging in a table funded loan, whereby the loans
were actually funded by investors. At the same time Diamond was
seeking borrowers, Obie was searching for investors, either to
purchase whole individual loans or to buy securities backed by loans.
Obie would promise the investors either a whole loan secured by resi-
dential property in return for their investment, or promise them se-
curities backed by loans secured by such property.

Both Diamond and Obie used celebrity endorsers and high pres-
sure and dishonest sales tactics in soliciting, respectively, borrowers
and investors. Diamond, for example, would allegedly impose a bro-
kerage or prepaid finance fee at the time of closing, then increase the
amount of the loan to cover the fee, and use documents in the loan
transaction that were inconsistent and confusing as to what amount
the borrower would receive, what amount was financed, what the an-
nual percentage rate and finance charges were, and whether Diamond
was acting as a lender or a broker. 66 Loan rates were fifteen percent
annually or more, with an initial fee of twenty points.6 7 Obie em-

65. For very brief discussions of the Diamond Mortgage/A.J. Obie case in annual
surveys of Michigan law, see Dennis J. Levasseur, Commercial Transactions and Con-
tracts, 36 WAYNE L. REV. 331, 336-38 (1990); Marian L. Faupel, Real Property, 38
WAYNE L. REV. 1185, 1190-91 (1992).

66. Attorney General v. Diamond Mortgage Co., 327 N.W.2d 805 (Mich. 1982).
67. Jerry Demuth, The View from Springfield, MORTGAGE BANKING, Mar. 1, 1994,

at 56, 1994 WL 13436253; Laurie Cohen & Stephen Franklin, A.J. Obie Scandal a
Costly Lesson for Investors, CHI. TRIB., Mar. 22, 1987, at 1, 1987 WL 2940339.
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ployed the actor Lloyd Bridges to solicit investors, while Diamond em-
ployed actor George Hamilton to entice borrowers.68 Obie's sales
agents employed tactics such as requesting a power of attorney from
elderly investors so the sales agents could withdraw money directly
from the elderly investors' bank accounts, and driving investors to
banks to withdraw money to invest with Obie.69 Although the Obie
sales agents targeted many elderly and unsophisticated investors,
seeking their retirement funds, they also snared professionals, such as
doctors, lawyers, and judges. 70

Once Diamond had obtained the signed note and mortgage deed
for an individual loan, it would immediately sell them to Commerce
Mortgage Investments, Ltd., ("CMI"), a real estate investment trust so
closely connected with Diamond that they were located in the same
building. Barton Greenberg, the chairman of Diamond's Board of Di-
rectors, was also the director of CMI. 7 1 Greenberg, a high school drop-
out and former bartender and seller of home-improvement programs,
was the owner and mastermind behind Diamond/Obie. 72 After
purchasing the note and mortgage deed, CMI issued shares denomi-
nated "common stock."73 Then, Obie marketed to investors both the
CMI shares and the mortgage notes, which were labeled "securities"
by Diamond's offering circular.74

Diamond/Obie reached a new level of predation by veering from
misrepresentation and sharp practices into outright theft. In about
625 cases, Diamond/Obie obtained signed notes and mortgage deeds
and sometimes brokerage fees 75 from potential borrowers at the time
they applied for mortgages and then recorded a lien against the home-
owners property without ever giving the borrower any loan proceeds

68. Lloyd Bridges had played "Mike Nelson" on the classic TV show "Sea Hunt."
See Consuelo Lauda Kertz & Roobina Ohanian, Recent Trends in the Law of Endorse-
ment Advertising: Infomercials, Celebrity Endorsers and Nontraditional Defendants in
Deceptive Advertising Cases, 19 HOFSTRA L. REV. 603, 632 (1991). In his ads, George
Hamilton reportedly said, '"For many years now, I've been telling homeowners how Dia-
mond can help them to a better life." Joanne Lipman, Stars Can Trip Over an Adver-
tiser's Word, WALL ST. J., Jan. 31, 1990, at B4, 1990 WL-WSJ 590490.

69. Laurie Cohen & Stephen Franklin, A.J. Obie Scandal a Costly Lesson for Inves-
tors, CHI. TRm., Mar. 22, 1987, at 1, 1987 WL 2940339.

70. Id.
71. Childers v. Commerce Mortgage Inv., 579 N.E.2d 219, 220 (Ohio Ct. App.

1989).
72. Stephen Franklin & Laurie Cohen, Diamond-Obie Collapse Hit Little Guy, CHI.

THIa., Mar. 22, 1987, at 1, 1987 WL 2940433.
73. Mercer v. Jaffe, Snider, Raitt and Heuer, P.C., 736 F. Supp. 764, 766, 768 (W.D.

Mich. 1990), affd, 933 F.2d 1008 (6th Cir. 1991), and affd sub nom. Schriemer v. Green-
burg, 931 F.3d 893 (6th Cir. 1991).

74. Mercer, 736 F. Supp. at 770.
75. Schreimer v. Greenberg, No. 90-1977, 1991 WL 66552 at *4 (6th Cir. Apr. 30,

1991).
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or paying off senior liens as promised.7 6 Diamond represented to the

borrowers that they would receive the proceeds of the loans if their

applications were approved, but if they did not receive any money, the

mortgages would be discharged, without any obligation by the borrow-

ers to pay anything. 77 Rather than discharging the mortgages, Dia-

mond/Obie sold and assigned them to investors, leaving the borrowers'

property encumbered by a mortgage despite never receiving any pro-

ceeds from the loan.78 Even if Diamond/Obie received a timely cancel-

lation from the borrower under TILA, it would record the mortgage

and assign the note and mortgage.
79

Diamond/Obie also defrauded investors by taking their money,

then either never assigning any note and mortgage deed to them, or

assigning the same note to multiple investors. Diamond/Obie used

the money provided by new investors to placate old investors in an

immense Ponzi scheme.80 Diamond/Obie ended up owing about 2,700

often elderly creditors an estimated $75,000,000.81 Diamond/Obie's

lending and investment arms had been so profitable, though, that de-

spite Greenberg's actions of skimming millions of dollars, and despite

the nature of the Ponzi scheme, Diamond still had a sizeable mortgage

portfolio when it collapsed, though not enough to cover the investors'

losses.8 2 Searching for deep pockets, the investors filed suit against

Lloyd Bridges,8 3 George Hamilton,8 4 Diamond's attorneys, and the

state regulatory officials.8 5

The inability of regulators in two states to react to the fraud of

Obie and Diamond is staggering, given the amount of notice they had.

Diamond began committing fraud sometime in the mid to late

1970s.86 Michigan's attorney general, alleging usury and violations of

Michigan's consumer protection laws, had sued Diamond in 1979 in

76. Michigan v. Greenberg, 439 N.W.2d 336 (Mich. Ct. App. 1989) (describing Dia-

mond's scheme); Mox v. Jordan, 463 N.W.2d 114, 115 (Mich. Ct. App. 1990) (noting that

Diamond failed to pay two senior mortgages). See also Laurie Cohen & Stephen Frank-

lin, A.J. Obie Scandal a Costly Lesson for Investors, CHI. TRIB., Mar. 22, 1987, at 1, 1987
WL 2940339.

77. Greenberg, 439 N.W.2d at 338.

78. Stone v. Mehlberg, 728 F. Supp. 1341, 1345 (W.D. Mich. 1989).

79. Thomas v. Leja, 468 N.W.2d 58, 59 (Mich. Ct. App. 1990).

80. In re Diamond Mortgage Corp., 105 B.R. 876, 878 (Bankr. N.D. Ill. 1989).

81. Greenberg, 439 N.W.2d at 342; Stephen Franklin & Laurie Cohen, Diamond-

Obie Collapse Hit Little Guy, CHI. TIuB., Mar. 22, 1987, at 1, 1987 WL 2940433.

82. In re Diamond Mortgage Corp., 135 B.R. at 84.

83. See, e.g., Aramowicz v. Bridges, 118 B.R. 575 (Bankr. N.D. l. 1989).

84. See Ramson v. Layne, 668 F. Supp. 1162 (N.D. Ill. 1987).

85. Mercer, 736 F. Supp. at 770.

86. Stone, 728 F. Supp. at 1345.
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quo warranto and under the Michigan Consumer Protection Act.8 7

Diamond signed a consent decree with the Michigan Corporation and
Securities Bureau in 1981, requiring it to return $7,000,000 to inves-
tors and assign mortgages to investors more promptly.8 8 By 1982, bu-
reau investigators noted that Diamond appeared to be in grave
financial straits, holding fewer than thirty percent of the mortgages
Diamond claimed it held, and that investors were "sacking" the com-
pany.8 9 One internal bureau memo stated that, if the bureau allowed
Diamond to remain in business, "we may very well be subject to a suit
which contends that we are a willing participant if not an aider and
abettor of a fraud."90 Bureau investigators noted that the mortgages
Diamond supposedly held for investors had a delinquency rate of
twenty-six percent and were being used as collateral for bank loans,
and recommended that Diamond be shut down. Instead, the state
waived its right to audit Diamond, citing the difficulty for and cost to
Diamond of producing financial statements. In 1983, the Michigan
Attorney General also entered into a consent judgment with Diamond,
whereby Diamond agreed to abide by state and federal loan disclosure
requirements. 9 1

For their part, Illinois securities officials attempted to force Obie
to return $15 million in investors' money for its delays in assigning
mortgages to investors, but then failed to take any further action or
question why the last annual report Obie filed, in 1984, violated state
requirements by being unaudited.9 2

Finally, in August 1986, the Michigan Attorney General closed
Diamond/Obie and charged its principals with fraud. 93 For his role in
the Diamond/Obie fraud, Barton Greenberg was sentenced to only six
years and eight months to ten years in prison for embezzling $44 mil-
lion from the investors in Obie and Diamond.94 Greenberg demon-
strated the ease of entry into the mortgage business and the damage
that such easy entry causes when, in August 1994, within weeks of
being released from prison, he again worked as a mortgage broker.
Despite his conviction and widespread fame as a dishonest lender,

87. Attorney Gen. v. Diamond Mortgage Co., 327 N.W.2d 805 (Mich. 1982). See
also Stephen Franklin & Laurie Cohen, Diamond-Obie Collapse Hit Little Guy, CHI.
TRm., Mar. 22, 1987, at 1, 1987 WL 2940433.

88. Laurie Cohen & Stephen Franklin, How Regulators Let 2 Firms Pass, CHI.
TRIB., Mar. 24, 1987, at 1, 1987 WL 2940748.

89. Id.
90. Id.
91. Stone, 728 F. Supp. at 1345.
92. Laurie Cohen & Stephen Franklin, How Regulators Let 2 Firms Pass, CHI.

TRIB., Mar. 24, 1987, at 1, 1987 WL 2940748.
93. Id.
94. Greenberg, 439 N.W.2d at 339.
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Greenberg joined a firm called First Fidelity Mortgage. Instead of
closing loans and selling them to one or multiple investors as he had
done previously, Greenberg allegedly obtained his illegal profits by de-
manding thousands of dollars, in one case $23,000, in up front fees
from borrowers as "retainer's fees" or "returnable deposits."95 After

his company received the fees, it sat on the loans, refusing to close the

loan or return the fees (or pay its "bird dogs" their prizes or its loan

officers any commissions), according to published reports.96 Despite
his DiamondlObie conviction, Greenberg worked with Fidelity Mort-

gage Co. for about two years before the regulators caught up with him

and ordered First Fidelity Mortgage to cease its mortgage lending, fi-

nally revoking First Fidelity's license.97

E. THE ASSIGNMENT OF RISK OF HARM CAUSED BY PREDATORY

LENDING

The Diamond/Obie fraud caused an agonizing dilemma for the

courts because it posed two sets of victims against each other in a des-

perate attempt by each to save or recover vital property or money. On
the one hand, homeowners were faced with liens encumbering their

homes even though they had never received any proceeds from the
underlying loans. On the other hand, the often elderly investors had

paid good money to purchase those mortgages, often their life savings

or their retirement funds. In this way, the Diamond/Obie cases pre-

sent the most stark test of the method by which the laws governing
loans secured by the residences of the borrowers assigns the risk that
the homeowner will be the victim of predatory lending. There are two
primary methods by which such risk is assigned to the various partici-
pants in a loan transaction. First of all, as will be discussed in the

context of securitization, the purchasers of notes secured by resi-
dences can contract with the originators of such notes to give the pur-
chasers recourse against the originators for any problem loans.98 For

example, the originators may be contractually obligated to buy back
any notes that do not meet the underwriting standards of the pur-
chaser. In this way, if a borrower could convince the purchaser of a
note that it is the product of fraud or deceptive practices, the pur-

95. Gary Hoffman, Regulators Target First Fidelity Mortgage: Complaint Alleges
Firm Fleeced Churches, Low-Income People, DET. NEWS, Aug. 11, 1996, at Al.

96. Id.

97. Officials Detail Fraud Case Against Mortgage Firm. Has Been Charged By FIB
For Taking Advanced Payment For Fixing Mortgages That Never Took Place, DET. FREE

PRESS, Aug. 23, 1996, at E2.

98. See discussion of recourse in Section III(B).
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chaser could force the originator to buy back the loan, and then leave
the borrower and the originator to resolve the borrower's claims. 99

The second primary method of assigning risk in the mortgage con-
text is through the holder in due course doctrine, discussed exten-
sively in the first article in this series. 100 This doctrine is currently
contained in U.C.C. § 3-302, which defines a holder in due course as
the holder of an instrument if:

(1) the instrument when issued or negotiated to the holder
does not bear such apparent evidence of forgery or alteration
or is not otherwise so irregular or incomplete as to call into
question its authenticity; and (2) the holder took the instru-
ment (i) for value, (ii) in good faith, (iii) without notice that
the instrument is overdue or has been dishonored or that
there is an uncured default with respect to payment of an-
other instrument issued as part of the same series, (iv) with-
out notice that the instrument contains an unauthorized
signature or has been altered, (v) without notice of any claim
to the instrument described in § 3-306, and (vi) without no-
tice that any party has a defense or claim in recoupment de-
scribed in § 3-305(a). 101

A holder in due course takes a negotiable instrument free of many
of the defenses that a borrower would have against the original
lender. Pursuant to U.C.C. § 3-305, a holder in due course takes the
instrument subject to the so-called real defenses, which include in-
fancy, duress, lack of legal capacity, illegality of the transaction if it
nullifies the obligation, fraud that caused the obligor to sign the in-
strument having neither the knowledge of nor a reasonable opportu-
nity to discover of its "character or its essential terms," or the obligor's
discharge in insolvency proceedings.10 2 Other defenses that the
maker of a note might have against the original beneficiary, such as
fraud or misrepresentation that did not prevent the maker of the note
from learning its essential terms, less than complete incompetence, or
undue influence, cannot be asserted against a holder in due course.103

The Obie/Diamond debacle is the acid test for the holder in due
course doctrine's ability to assign risk of loss in a fair, orderly way,
since it presents the difficulty of choosing whether the borrowers or
purchasers of loans should bear the ultimate loss in the most stark

99. Pursuant to U.C.C. § 3-203(b), the originator could not claim holder in due
course status even though it received an instrument back from a holder in due course if
the originator had engaged in "fraud or illegality affecting the instrument."

100. See generally Kurt Eggert, Held Up in Due Course: Codification and the Victory
of Form Over Intent in Negotiable Instrument Law, 35 CREIGHTON L. REV. 363 (2002).

101. U.C.C. § 3-302 (2000).
102. U.C.C. § 3-305(a) (2000).
103. U.C.C. § 3-305.
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terms. The holder in due course doctrine failed miserably at one of the
most important requirements for a rule of loss, which is predictability.
At least six published opinions addressed the issue of whether the bor-
rowers or the investors would bear the risk for Diamond/Obie's fraud
where the borrowers did not receive the proceeds of the loans purport-
edly secured by their homes and the loans were sold to the investors.
The cases were decided utterly inconsistently, with some courts find-
ing that the investors were holders in due course and so entitled to

collect on the notes, despite the lack of consideration for them. In

other cases, the courts found for the borrowers, straining to find some
means of preventing them from having to pay back their loans.

In Thomas v. Leja,'0 4 where an investor had purchased a note

even though the homeowner had never received the loan proceeds, the
trial court found the homeowner's mortgage and promissory note "null

and void for lack of consideration." The appellate court affirmed,
though for completely different reasons, finding that because the

homeowner never received the proceeds of the loan, the loan was
never consummated, and so plaintiff retained his right to rescind
under TILA.10 5

In Stone v. Mehlberg,10 6 the court held that the holder in due
course doctrine did not apply to the mortgage securing the note that
had been sold to an investor, because the mortgage was not payable to

order or bearer and so was not a negotiable instrument.' 0 7 The court

further found that because Diamond had not delivered a disclosure of

the borrowers' right to rescind the transaction, the borrowers' right to
rescind continued. After the borrowers rescinded, based on not receiv-
ing the proceeds of the loan, the borrowers were not obligated under
the loan, even though the loan had been assigned to a holder in due

course, since the TILA rights to rescission were not cut off by assign-
ment to a holder in due course. The court also concluded that the in-
vestor had never become a holder in due course because of
irregularities in the documentation delivered by Diamond and Dia-
mond's dishonest and unprofessional actions toward the investor.' 0 8

In Thomas v. State Mortgage,10 9 after the trial court quieted title
to the borrowers' property and voided the mortgage held by the inves-
tor, based on Diamond's fraud and lack of consideration, the court of

appeal reversed, finding that the investor was a holder in due course

104. 468 N.W.2d 58 (Mich. Ct. App. 1991).
105. Thomas v. Leja, 468 N.W.2d 58, 60-61 (Mich. Ct. App. 1991).
106. 728 F. Supp. 1341 (W.D. Mich. 1989).

107. Stone v. Mehlberg, 728 F. Supp. 1341, 1348 (W.D. Mich. 1989).

108. Stone, 728 F. Supp. at 1347-49.
109. 439 N.W. 299 (Mich. Ct. App. 1989).
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of the mortgage despite facts calling the loan into question. 110 The
investor had stopped receiving interest on her investment, had com-
plained to Diamond/Obie, and had learned of Diamond/Obie's finan-
cial difficulties and impending bankruptcy before she was assigned
the note and mortgage."'

In Mox v. Jordan,1 12 the trial court granted, and the court of ap-
peal affirmed, the investors' motion for summary judgment against
the borrowers' claims of lack of consideration, finding that the inves-
tors were holders in due course, despite their knowledge that the se-
nior loans that were to have been paid off by the loan at issue were not
paid off by Diamond. 113 The court in Mox distinguished Stone as be-
ing based on lack of TILA disclosures, while asserting that it would
not have to follow the federal court's discussion regarding the holder
in due course doctrine in Stone. The court in Mox also noted that the
mortgage instrument is not negotiable, but did not use that as a
means of freeing the borrowers from the mortgage, as the court had
done in Stone. Instead, the court in Mox appears to assert that the
mortgage's non-negotiability is a reason to conclude that the investors
were holders in due course despite their knowledge that the property
secured by the loan was still subject to a previous encumbrance. 1 14

In Franck v. Bedenfield,115 the trial court held that, although Dia-
mond had never disbursed the loan proceeds to the borrowers, the
debt was still valid because the investors were holders in due course.
The trial court held, though, that the mortgage was invalid, since the
plaintiff was not a bona fide purchaser for value. 1 16 Unsurprisingly,
given the self-contradictory decision, both parties appealed. The ap-
pellate court held that even though the borrowers had never pled
TILA rescission as an affirmative defense, the loan had never been
consummated because the borrowers had never received the proceeds
of the loan, preserving their rescission rights under TILA. While the
rescission sent by the borrowers to Diamond was invalid due to Dia-
mond's bankruptcy, once Diamond had assigned the loan to the inves-
tors, the borrowers were free to rescind. The court concluded that the
borrowers' motion for summary disposition, because it alleged the bor-
rowers had a right to rescind under TILA, constituted a notice of re-

110. Thomas v. State Mortgage, 439 N.W. 299 (Mich. Ct. App. 1989).
111. Thomas, 439 N.W. at 299-300.
112. 463 N.W.2d 114 (Mich. Ct. App. 1990).
113. Mox v. Jordan, 463 N.W.2d 114, 115 (Mich. Ct. App. 1990).
114. Mox, 463 N.W.2d at 115.
115. 494 N.W.2d 840 (Mich. Ct. App. 1992).
116. Franck v. Bedenfield, 494 N.W.2d 840, 841 (Mich. Ct. App. 1992).
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scission, which was valid despite the investor's status as a holder in

due course.1
1 7

In Elsner v. Albrecht,1 1 8 the court found that where the borrowers

had each received one, but only one, notice of their right to cancel, the

borrowers retained their right to cancel because each had not received

two such notices. The court held that even though the borrowers were

husband and wife, because they both had an ownership interest in the

property, they each had to receive two copies of the notice of right to

cancel to begin the three day cooling off period.1 1 9

These cases demonstrate that the holder in due course doctrine,

when applied to notes secured by residential property and combined

with TILA, has been a hopelessly ineffective and almost irrational

method to allocate the risk of loss. Faced with nearly identical circum-

stances, the courts ruled for either the borrowers or investors, with

little or no way for any party to the transaction to predict the outcome.

Some courts strained to find the slightest reason to prevent the bor-

rowers from losing their homes, searching for any justification for al-

lowing the borrowers to rescind. Other courts, in order to protect the

investors, ignored damaging evidence that the investors knew or

should have known Diamond and the loans that were assigned to

them were suspect, and so should have been denied holder in due

course status. Worse yet, the holder in due course doctrine seems so

difficult to understand that even the courts themselves, on both the

trial and appellate level, misunderstand or misapply the doctrine on a

regular basis, making it even harder for any party to plan its decisions

based on this rule.

Article 3 of the U.C.C., which contains the holder in due course

doctrine, was revised in 1990, in a drafting process dominated by rep-

resentatives of banks, clearing houses and the Federal Reserve

Board.' 20 The only significant change made in the course of revising

Article 3 was one that aided lenders, making variable rate notes po-

117. Franck, 494 N.W.2d at 841-42.
118. 460 N.W.2d 232 (Mich. Ct. App. 1990).

119. Elsner v. Albrecht, 460 N.W.2d 232, 233-34 (Mich. Ct. App. 1990). In Childers

v. Commerce Mortgage Investments, CMI, Diamond's alter ego, had the gall to claim

that it was not liable for slander of title because it believed it was a holder in due course,

a claim the court had no difficulty in disposing of. Childers v. Commerce Mortgage

Invs., 579 N.E.2d 219, 220-22 (Ohio Ct. App. 1989).

120. Lary Lawrence, What Would Be Wrong With a User-Friendly Code?: The Draft-

ing of Revised Articles 3 and 4 of the Uniform Commercial Code, 26 Loy. L.A. L. REV.

659, 670 (1993). For the effect of the exclusion of consumer advocates from this process,

see Mark E. Budnitz, The Revision of U.C.C. Articles Three and Four: A Process Which

Excluded Consumer Protection Requires Federal Action, 43 MERCER L. REV. 827 (1992)

and Edward L. Rubin, Thinking Like a Lawyer, Acting Like a Lobbyist: Some Notes on

the Process of Revising UCC Articles 3 and 4, 26 Loy. L.A. L. REV. 743 (1993).
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tentially negotiable. 12 1 In the course of revising Article 3, the drafters
made a substantive change in the holder in due course doctrine, in
that they altered the definition of good faith required for one to be a
holder in due course. The previous standard had been one of "honesty
in fact," also known as the "pure heart and empty head" defense. 122 In
revising Article 3, the drafters expanded the good faith standard to
require not only "honesty in fact," but also "observance of reasonable
commercial standards of fair dealing."12 3 This change, made appar-
ently so that Article 3 and Article 4 would be more harmonious, is"concerned with the fairness of conduct rather than the care with
which an act is performed." 12 4 While the drafters no doubt thought
this change might have a noticeable effect on the holder in due course
doctrine, it seems unlikely to be significant in the current home loan
industry.

First of all, while the U.C.C. had a subjective standard regarding
good faith for the holder in due course, it also maintained a somewhat
more objective standard toward notice. 12 5 A person was held to have
notice of a defect in the note that would deny her holder in due course
status when from all of the facts and circumstances known to her, she
had reason to know the fact. 126 This relatively objective standard to-
ward notice dampened the effect of the subjective standard toward
good faith, since a holder cannot claim a "pure heart and empty head"
if she had reason to know of the facts that would prevent holder in due
course status. 127

121. Some courts had refused to consider adjustable rate notes negotiable because
they did not have a "sum certain." JAMES J. WHITE & ROBERT S. SUMMERS, UNIFORM
COMMERCIAL CODE 504 (4th ed. 1995). In discussing the changes to Article 3, other thanmaking adjustable potentially negotiable, White and Summers stated "While we hesi-
tate to label these changes as insignificant, we suspect that would be a fair characteri-
zation. Except for the change in the sum certain requirement that makes variable rates
potentially negotiable, we believe that the changes are not significant." Id.

122. Me. Family Fed. Credit Union v. Sun Life Assur. Co. of Can., 727 A.2d 335, 340
(Me. 1999) (citing M.B.W. Sinclair, Codification of Negotiable Instruments Law: A Tale
of Reiterated Anachronism, 21 U. TOL. L. REV. 625, 654 (1990)).

123. U.C.C. § 3-103(a)(4) (2001).
124. U.C.C. § 3-103, cmt. 4 (2001).
125. Under U.C.C. § 3-302, notice of certain defects in, or defenses to, a note denies

the holder status as a holder in due course.
126. U.C.C. § 1-201(25) (2001).
127. Various commentators have differed as to how fully objective this test is, with

some calling it objective and others, referring to the split in courts as to how to apply thetest, noting that it has a subjective element. For example, Brian Blum, in his article
Notice to Holders in Due Course and Other Bona Fide Purchasers Under the Uniform
Commercial Code, 22 B.C. L. Rev. 203, 220 (1981), states

[Tihe test contains both an objective and subjective element. In the first in-
stance it requires a subjective inquiry in order to establish that the person had
actual knowledge of certain secondary facts... [O]nce the subjective baseline isestablished either directly or circumstantially, the court is able to apply an ob-
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Jordon and Warren note that, because of this objective nature of

notice, the distinction between the subjective and objective standards

of good faith is rarely significant. "Most cases probably involve situa-

tions in which the facts relevant to the issue of good faith are the same

facts giving rise to the notice of a defense or claim. In those cases, the

issue of whether good faith is subjective or objective seems aca-

demic."128 Hawkland and Lawrence are even more emphatic, stating,
"In the vast majority of cases, a holder will lack good faith because he

has notice of a claim or defense." 129

Furthermore, the new standard is not a pure objective standard

but requires only "observance of reasonable commercial standards of

fair dealing," a lesser standard. Two sets of the most noted commen-

tators on the UCC agree that this is not a move from a subjective stan-

dard to a fully objective standard, but rather a much smaller change

from a subjective standard to a somewhat less subjective but not fully

objective standard. White and Summers state:

So beware, good faith does not require general conformity to
"reasonable commercial standards," but only to "reasonable
commercial standards of fair dealing." The issue is one of
"unfairness" not of "negligence." If the Code is tilting back

toward an objective standard, it is going only so far.130

Hart and Willier are more emphatic:

It appears clear that the drafters did not intend to impose
any duty to act carefully in taking the instrument. Thus, the
test remains a subjective one. The extent to which the new
good faith standard will affect the outcome of cases is difficult
to determine. Clearly, jury instructions will have to be some-
what different. But if a court instructs the jury using the
words of the statute, it is doubtful that the jury members will

jective test and to inquire how a reasonable person would have responded to
the secondary facts.

Id.
128. ROBERT L. JORDAN & WILLIAM D. WARREN, NEGOTIABLE INSTRUMENTS, PAY-

MENTS AND CREDITS 25 (4th ed. 1997).

129. WILLIAM D. HAWKLAND & LARY LAWRENCE, UNIFORM COMMERCIAL CODE SE-

RIES, REVISED ARTICLE 3: NEGOTIABLE INSTRUMENTS [Rev] 3-302:10.

130. JAMES J. WHITE & ROBERT S. SUMMERS, UNIFORM COMMERCIAL CODE § 14-16

(4th ed. 1995). Courts seem to be split on whether the "reasonable commercial stan-

dards of fair dealing" test is subjective or objective. See Halla v. Norwest Bank Minn.,

N.A., 601 N.W.2d 449 (Minn. Ct. App. 1999) (finding it subjective) and San Tan Irriga-

tion Dist. v. Wells Fargo Bank, 3 P.3d 1113 (Ariz. Ct. App. 2000) (finding it objective).

The court in Hathorn v. Loftus, 726 A.2d 1278, 1281 (N.H. 1999), refers to an "objective

element," which seems an attempt to find a middle ground. For a similar analysis, see

Me. Family Fed. Credit Union v. Sun Life Assur. Co. of Can., 727 A.2d 335, 342 (Me.
1999).
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see any distinction between the prior standard and the new
one. 

131

This distinction is even more often purely academic given the
widespread sale of mortgages in the secondary market and their sale
to investors through the process of securitization, which will be dis-
cussed in the next section. In such instances, notes are typically held
by passive, special business entities designed to hold loan pools and
highly unlikely to have any information regarding the underlying loan
or the originating lender other than that contained in the disclosures
and documents accompanying the note. Therefore, the facts giving
rise to the issue of good faith and the facts giving rise to notice of a
claim or defense will be almost universally identical and so, in Jordon,
Warren and Walt's formulation, the change in the good faith standard
was "academic" and with little real world effect in securitized mort-
gages. Because the holders of securitized notes are passive entities,
the creation of which is normally supervised by a team of underwrit-
ers and credit-rating agencies, it would be difficult to prove that the
holders of the notes violated reasonable commercial standards of fair
dealing even when the passive entities do inadvertently acquire loans
that are the fruit of fraud and deception. At the same time that it is
vastly increasing the numbers of holders in due course of notes se-
cured by the borrowers residences, securitization has made it far eas-
ier for the purchasers of predatory loans to claim holder in due course
status despite the revision of Article 3's definition of good faith.

III. SECURITIZATION AND THE LAW OF NEGOTIABLE
INSTRUMENTS

While some have claimed that the FTC Holder in Due Course
Rule and other changes have effectively eliminated the importance or
effects of negotiability, 132 instead, the detrimental effects of negotia-
bility, driven from their traditional home in consumer purchase con-
tracts, have alighted in the area of home equity loans secured by
residential property. Where loans once sat mostly undisturbed in the
portfolios of their lenders, preventing the holder in due course doc-
trine from causing harm by ensuring that few new holders ever re-

131. 2 FREDERICK M. HART & WILLIAM F. WILLIER, NEGOTIABLE INSTRUMENTS UNDER
THE UNIFORM COMMERCIAL CODE, § 11.04[2] (1997) (emphasis added). In Maine Family
Federal Credit Union, the court underscored the difficulty of applying this change, stat-
ing, "Unfortunately, the ease with which the distinction between 'fair dealing' and 'care-
ful dealing' was set forth in the comments to the U.C.C. revisions belies the difficulty in
applying these concepts to the facts of any particular case, or in conveying them to a
jury." Me. Family Fed. Credit Union, 727 A.2d at 342.

132. Chief exponent for this argument is Ronald J. Mann in Searching for Negotia-
bility in Payment and Credit Systems, 44 UCLA L. REV. 951 (1997).
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ceived the loans, now new secondary markets for loans cause the near

instantaneous creation of a multitude of new holders of loans claiming

status as bona fide purchasers. Chief among the changes in these sec-

ondary markets is the process of securitization of loans that has come

to dominate the residential mortgage industry. Through securitiza-

tion, investors have been able to channel huge sums of money into the

lending industry, purchasing the beneficial interest in the loans pro-

duced. While they have often benefited from the high interest loans

produced by predatory lenders, these investors have been too pro-

tected from bearing the risk of loss caused by the predatory nature of
those loans.

A. THE BAsIcs OF SECURITIZATION: LIFE IN THE TRANCHES

The effect of the holder in due course doctrine on homeowner bor-

rowers and the assignment of risk of deceptive loan practices has been

fundamentally changed by the process of securitization, the method of

aggregating a large number of illiquid assets, such as notes secured by

deeds of trust, in one large pool, then selling securities that are backed

by those assets. These securities, because they trade on an open mar-

ket and do not require the paperwork used to transfer the underlying

illiquid asset, are themselves highly liquid and easy to trade. Securi-

tization has been defined, by an author who noted that there was no

uniform definition for the term, as "the transformation of an illiquid

asset into tradeable security with a secondary market."133 Others

have defined it as "the substitution of more efficient public capital

markets for less efficient, higher cost, financial intermediaries in the
funding of debt instruments."134 In terms of the residential mortgage

133. Joseph C. Shenker & Anthony J. Colletta, Asset Securitization: Evolution, Cur-

rent Issues and New Frontiers, 69 TEX. L. REV. 1369, 1373 (1991) (citations omitted).
The authors note that the definition is limited because it describes the final product of
the process of securitization, but not the process as distinct from its product. Id. As a

result, they give as their definition of securitization "the sale of equity or debt instru-
ments, representing ownership interests in, or secured by, a segregated, income produc-

ing asset or pool of assets, in a transaction structured to reduce or reallocate certain
risks inherent in owning or lending against the underlying assets and to ensure that
such interests are more readily marketable and, thus, more liquid than ownership in-
terests in and loans against the underlying assets." Id.

134. Leon T. Kendall, Securitization: A New Era in American Finance, in A PRIMER

ON SECURITIZATION 2 (Leon T. Kendall & Michael J. Fishman eds., 1996) (quoting John
Reed, Chairman of Citicorp, Address at the Kellogg Graduate School of Management).
Lewis Ranieri claims to have coined the term "securitization" when asked by a Wall

Street Journal reporter what to call the process for creating a new type of mortgage-
backed security. See Lewis S. Ranieri, The Origins of Securitization, Sources of Its

Growth, and Its Future Potential, in A PRIMER ON SECURITIZATION 31 (Leon T. Kendall &

Michael J. Fishman eds., 1996). Ranieri reports that the Wall Street Journal used the
word under protest, noting it was a term concocted by Wall Street. The newspaper

treated Wall Street's coinage of the new word with the same lack of respect Judge Holt
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industry, securitization is the process of aggregating a large number
of notes secured by deeds of trust in what is called a mortgage pool,
and then selling security interests in that pool of mortgages. Through
securitization, the source of capital for mortgage funding has been
transferred from the savings industry, which used deposits to fund
loans, to the capital markets and the portfolios of institutional inves-
tors.135 As we shall see, this emphasis on the investment by capital
markets is important because it drives much of the argument about
why securitization is efficient and provides access to less expensive
sources of capital. Others have defined securitization even more
broadly to include the substitution of securities for loans and loan
participations. 136

At the center of the process of securitization is the isolation of a
specific group of assets from the organization that owned them, so
that the assets are legally completely independent from their former
owner and free of any bankruptcy or liability risks of the former
owner. 13 7 By limiting the risk facing investors in the asset pools to
those inherent in the assets themselves, and by creating standardized,
ratable, and easily tradeable securities from the assets, the securitiza-
tion process maximizes the liquidity of the assets. 13s By providing
great liquidity to notes, securitization has taken over what had been
the central purpose of the holder in due course doctrine, facilitating
the sale and transfer of notes.' 39 As noted by Joseph C. Shenker and
Anthony J. Colletta, a process that increases the liquidity of an asset
increases the value of the asset to its current holder. 140 This increase
in value to the purchaser potentially allows the seller of the securities
to offer a lower yield to sell the security.14 1

While the history of mortgage-backed bonds stretches back into
the nineteenth century, and private title and mortgage insurance com-
panies sold certificates secured by mortgage pools in the 1920s,14 2 the

had shown Lombard Street's creation of a new form of negotiable instruments. See Kurt
Eggert, Held Up In Due Course: Codification and the Victory of Form Over Intent in
Negotiable Instrument Law, 35 CREIGHTON L. REV. 363, 387-88 (2002).

135. Laurence Murphy, Whose Interest Rates? Issues in the Development of Mort-
gage-Backed Securitisation, 11 HOUSING STUDIES 581 (1996).

136. 1 TAmAR FRANKEL, SECURITIZATION: STRUCTURED FINANCING, FINANCIAL ASSETS
POOLS, AND ASSET-BACKED SECURITIES § 1.2 (1991 & Supp. 2000).

137. The Comm. on Bankr. and Corporate Reorganization of The Ass'n of the Bar of
the City of New York, Structured Financing Techniques, 50 Bus. LAw. 527, 529 (1995).

138. Joseph C. Shenker & Anthony J. Colletta, Asset Securitization: Evolution, Cur-
rent Issues and New Frontiers, 69 TEX. L. REV. 1369, 1379-80 (1991).

139. See discussion of the central purposes of the holder in due course rule in section
IV of Eggert, 35 CREIGHTON L. REV. at 375.

140. Shenker & Colletta, 69 TEX. L. REV. at 1380.
141. Id.
142. Id. at 1380-81.
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modem use of securitization began with the issuance in 1970 of the

first publicly traded mortgage backed security by the Government Na-

tional Mortgage Association (commonly called Ginnie Mae).14 3 Gov-

ernment sponsored entities (GSEs), such as Ginnie Mae, which

securitizes mortgages guaranteed by the Veterans Administration,

the Farm Home Administration, or the Federal Housing Administra-

tion, and Fannie Mae (the Federal National Mortgage Association)

and Freddie Mac (the Federal Home Loan Mortgage Corporation),

which securitize high quality residential mortgages, blazed the trail

for securitization, since their implicit guarantee of financial security

made some of the securities they issued seem almost risk-free. 14 4

These GSEs have since been joined by the Student Loan Marketing

Association (Sallie Mae), which securitizes student loans. 14 5 The pri-

vate sector's ability to securitize separately from GSEs increased dra-

matically after 1975, when rating organizations began rating the

securities produced by securitization, giving investors confidence in

the pricing of securities not backed by the government or a govern-

ment-sponsored enterprise.14 6 The growing importance of securitiza-

tion can be seen in the expansion of Article 9 of the U.C.C. to include

sales transactions that had not previously been governed by it, to aid

in their securitization.
14 7

143. The Comm. on Bankr. and Corporate Reorganization of The Ass'n of the Bar of
the City of New York, 50 Bus. LAw. at 529.

144. Claire A. Hill, Securitization: A Low-cost Sweetener for Lemons, 74 WASH. U.

L.Q. 1061, 1106 (1996). For a discussion of the extent of government ownership and
regulatory scrutiny of these GSEs, see Robin Paul Malloy, The Secondary Mortgage
Market a Catalyst for Change in Real Estate Transactions, 39 Sw. L.J. 991, 1001-02

(1986). See A. Michael Froomkin, Reinventing the Government Corporation, 1995 U.
ILL. L. REV. 543, 583 (1995) (observing that the strategies and purposes of Fannie Mae

and Freddie Mac have so converged that they have essentially become competitors, if

not entirely redundant). Securities issued by GSEs are perceived as relatively risk-free,
as the market assumes that the securities are implicitly guaranteed by the federal gov-
ernment or at least, at worst, that GSEs are safe because either they are too large to fail

or the United States government would not allow them to fail. Id. These GSEs were
created by Congress largely to support the secondary market for residential mortgages,
with the hope that this support would reduce interest rates. Roberta Romano, A
Thumbnail Sketch of Derivative Securities and Their Regulation, 55 MD. L. REV. 1, 69

(1996). Even mortgage backed securities issued by the most risk free GSE are not
themselves risk free. While they may be free of the risk of default by the originator,
they still can contain sizable risk that interest rate or other economic changes will sub-

stantially alter the prepayment rate, affecting the securities depending on how sensitive
they are to prepayment rates. Id. at 71.

145. See Student Loan Mktg. Assn v. Riley, 104 F.3d 397, 399-400 (D.C. Cir. 1997)
(discussing the securitization of student loans).

146. The Comm. on Bankr. and Corporate Reorganization of The Ass'n of the Bar of
the City of New York, 50 Bus. LAw. at 529.

147. Lawrence R. Ahern, III, "Workouts" Under Revised Article 9: A Review of
Changes and Proposal for Study, 9 AM. BANKR. INST. L. REV. 115, 123 (2001).
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Securitization of residential loans has grown at a staggering pace.
In 1984, only twenty-three percent of the loans secured by mortgages
on one-to-four family homes were securitized. 148 By the end of 1998's
first quarter, fifty-two percent of the total outstanding balance of such
loans was securitized. 14 9 The dramatic increase in securitization has
been fueled in part by the support that the federal government and
the GSEs have provided, by the development of new products caused
by the competitive jousting of such players as banks, thrifts, and Wall
Street firms, and by the openness shown to securitization by the bank-
ing industry and securities regulators. 150

A typical securitization of a loan secured by a residence might
proceed as follows. The borrower negotiates with a mortgage broker
for the terms of the loan. Mortgage brokers may originate the loans in
their own names in three ways: (1) by using "table funding" provided
by the pre-arranged buyer of the loan;15 1 (2) by access to a warehouse
line of credit; or (3) by supplying the broker's own funds.1 5 2 Alterna-
tively, the mortgage broker may close the loan in the name of the
lender providing the money. Whether the broker closes the loan in his
or her own name or in the name of the lender, the broker typically
almost immediately transfers the loan to a lender. This lender quickly
sells the loan to a different financial entity, which pools the loan to-
gether with a host of other loans in a mortgage pool.1 53 The loans in
the pool may all come from one lender, from a multitude of lenders, or
any number in between.15 4

148. Michael H. Schill, The Impact of the Capital Markets on Real Estate Law and
Practice, 32 J. MARSHALL L. REV. 269, 271 (1999) (citing Mortgage Debt Outstanding, 73
FED. RES. BULL. A39 tbl. 1.54 (June 1987)).

149. Schill, 32 J. MARSHALL L. REV. at 271 (citing Mortgage Debt Outstanding, 84
FED. RES. BULL. A35 tbl.l.54 (Aug. 1998)).

150. Yuliya A. Dvorak, Comment, Transplanting Asset Securitization: Is the Grass
Green Enough on the Other Side?, 38 Hous. L. REV. 541, 573 (2001) (citing JOHN K.
THOMPSON, SECURITISATION: AN INTERNATIONAL PERSPECTIVE 30-31 (1995)).

151. "Table funding" is the process whereby a loan is closed in the name of an origi-
nator, typically a mortgage broker, though the funds for closing the loan are provided by
a different lender and the loan is usually assigned to that different lender almost imme-
diately. Table funding is very confusing for borrowers. See Dominick A. Mazzagetti,
Dealing with Mortgage Loan Brokers: Legal and Practical Issues, 114 BANKING L.J. 923,
936 (1997). See also Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the
Treasury Task Force on Predatory Lending, Curbing Predatory Home Mortgage Lend-
ing 39 (June 2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf
(last visited Mar. 9, 2002).

152. Id.
153. SECURITIZATION OF FINANCIAL ASSETS § 16.04[A] (Jason H.P. Kravitt ed., 2d ed.

1997).
154. See Steven L. Schwarcz, The Alchemy of Asset Securitization, 1 STAN. J.L. Bus.

& FIN. 133, 138-41 (1994) (discussing "one-off' securitizations, those where all of the
assets come from one originator, as compared to multi-seller securitization conduits,
where a number of originators use a common business entity to hold the assets to be
securitized). The multi-seller securitization conduits have the benefit of economies of
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The assignee of the loans then transfers them to another entity,
typically a limited liability company or wholly owned corporate sub-

sidiary.15 5 This entity (known as the "seller" because it will sell the

securities that result from the securitization process) then transfers

the loans to a special purpose vehicle (an "SPV"), a business entity

that has the sole purpose of holding the pool of mortgages, and in re-

turn the seller receives the securities issued by the SPV.15 6 SPVs can

be trusts, corporations, limited partnerships, or more specialized busi-

ness entities, though a trust is considered the most common. 157 In

fact, "[a] sset securitization has become one of the most important com-

mercial uses of the trust,"1 58 even though the set of fiduciary duties

that trust law would normally impose are by and large replaced by the

trust agreement's minutely detailed provisions. 159

The securities that the SPV transfers to the seller are carefully

packaged to maximize their appeal to purchasers. There are a multi-

scale, and the decreased risk that a single originator's bankruptcy might affect the busi-

ness entity holding the assets, while the "one-off' securitizations have the advantage of

allowing the originator to tailor the securitization to the originator's particular needs.
Id.

155. Andrew E. Katz, Due Diligence in Asset-backed Securities Transactions, 1247
PLI/Corp 529, 534 (2001).

156. Katz, 1247 PLI/CORP at 534. See also Thomas J. Gordon, Securitization of Ex-

ecutory Future Flows as Bankruptcy-Remote True Sales, 67 U. CHI. L. REV. 1317, 1321-

23 (2000). The above description is a simplification of the complicated world of securi-

tization, in that exactly what the SPV transfers to the seller may depend on the form of

the SPV and how it is set up. For example, if the SPV is a corporation, the investors

may purchase debt obligations rather than securities. See KENNETH G. LORE & CAM-

ERON L. COWAN, MORTGAGE-BACKED SECURITIES: DEVELOPMENTS AND TRENDS IN THE

SECONDARY MORTGAGE MARKET 6-34 to -35 (2000).

157. The purpose of the SPV is three-fold: First, it provides a means for the illiquid

assets to be pooled and transformed into liquid securities. Second, it protects the inves-

tors in the SPV from bankruptcy by being an entity highly unlikely to become bankrupt,

since it serves mostly as a conduit for an income stream. Third, it protects the investors

from claims of the originator's creditors or other third parties. Gordon, 67 U. CHI. L.
REV. at 1322-23 (2000).

158. John H. Langbein, The Secret Life of the Trust: The Trust as an Instrument of

Commerce, 107 YALE L.J. 165, 172 (1997).
159. Henry Hansmann & Ugo Mattei, The Functions of Trust Law: A Comparative

Legal and Economic Analysis, 73 N.Y.U. L. REV. 434, 469 (1998). For a contractarian

view of the law of trusts, discussing the development of the trust from a means of con-
veyance to a structure for management, see John H. Langbein, The Contractarian Basis

of the Law of Trusts, 105 YALE L.J. 625 (1995). SPVs are dual in nature. On the one
hand, they typically are in the form of a business entity defined under state law, such as

a trust, a corporation, a partnership or a limited liability company. On the other hand,

they may also have an identity under the federal tax code that provides favorable fed-

eral income tax status. SPVs can be REMICs ("Real Estate Mortgage Investment Con-

tracts") or FASITS ("Financial Asset Securitization Trusts"), which are different forms

of entities under the tax code. See Robert Dean Ellis, Securitization Vehicles, Fiduciary

Duties, and Bondholders'Rights, 24 J. CORP. L. 295, 301 n.32 (1999); KENNETH G. LORE

& CAMERON L. COWAN, MORTGAGE-BACKED SECURITIES: DEVELOPMENTS AND TRENDS IN

THE SECONDARY MORTGAGE MARKET 6-32 to -35, 6-115 to -117 (2000).
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tude of ways in which these securities can be packaged, as different
aspects, or "strips," of the loans are divided up and sold separately as
securities. A relatively simple, straightforward (as straightforward,
perhaps, as anything is in the new world of securitization) division of
ownership rights in the pooled loans is for one group of securities to
represent the interest that will be paid on the loans (interest-only
strips), and a second group to represent the repayment of principal on
those same loans (principal-only strips).16 0 If interest rates drop, the
prepayment rate of the loans in the pool normally increases, shrinking
the income of the holders of interest-only strips, since there will be
fewer loans to pay interest, while swelling the returns of the principal-
only strips, as they receive the payments on principal years before the
payments might have been expected. 16 1 The pool of mortgages can be
cut into much more complex strips of mortgages, depending on what
the creator of the SPV thinks may be most easily sold.162 The strips,
or classes of securities, are called "tranches," which is French for
"strips.' 6 3

To convince potential investors of the value of the securities, the
securities are typically rated by a national, independent credit-rating
agency, unless the home mortgages are backed either by the U.S. gov-
ernment or by a government-sponsored entity, which effectively, at
least in the eyes of the market, guarantee their value.16 4 Because the
rating need only be done once for all investors rather than separately
and redundantly by each investor, the rating process efficiently allows
the market to determine the value of the investment and hence the
return the investors will demand for purchasing securities backed by
the assets to be securitized. 16 5

The credit quality of the different tranches of securities can be
improved by various techniques of credit enhancement that reduce the

160. See Claire A. Hill, Securitization: A Low-Cost Sweetener for Lemons, 74 WASH.
U. L.Q. 1061, 1068-69 (1996).

161. It is important to note, however, that borrowers do not always refinance when
interest rates have dropped sufficiently to make it economically reasonable to refinance.
Brian A. Mars & Tyler T. Yang, Interest-Only and Principal-Only Mortgage Strips as
Interest-Rate Contingent Claims, 13 J. REAL EST. FIN. & ECON. 187, 187-88 (1996).

162. Borod describes a "continuous flood of innovations in the structuring of mort-
gage securities," including stripped mortgage-backed securities, which separate the in-
terest and principle payments into separate strips, and a multitude of other forms.
SECURITIZATION: ASSET-BACKED AND MORTGAGE-BACKED SECURITIES §1.05(A)(1) (Ronald
S. Borod ed., 1999).

163. Hill, 74 WASH. U. L.Q. at 1069 n.33.
164. Leon T. Kendall, Securitization: A New Era in American Finance, in A PRIMER

ON SECURITIZATION 4 (Leon T. Kendall & Michael J. Fishman eds., 1996). See also Trust
Co. of La. v. N.N.P. Inc., 104 F.3d 1478, 1482 (5th Cir. 1997), regarding the value of the
guarantee provided by Ginnie Mae.

165. Steven L. Schwarcz, The Alchemy of Asset Securitization, 1 STAN. J. L. Bus. &
FIN. 133, 136 (1994).
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risk of loss to the purchasers of the securities. Credit enhancements
can be either internal, meaning they depend on the assets or credit of
the originator, such as providing additional assets to the securitiza-
tion pool, or external, involving the credit or assets of a third party,
such as an insurer or a bank issuing a letter of credit.16 6 One common
credit enhancement is mortgage insurance, with each loan in the
mortgage pool insured up to a certain percentage of its value.1 6 7 Or,
as a credit enhancement, the originator can retain an interest in the
tranche that will first absorb any defaults in the mortgage pool, forc-
ing the originator to act as a shock absorber for the rest of the inves-
tors.168 Credit enhancements can be so effective that they allow even
delinquent and foreclosed loans to be securitized. 16 9

Working with the seller to package the loan pool and its resulting
securities is an underwriter, which, together with the rating agency,
examines the loans assembled in the pool, sets specific requirements
of loss probability for the loans, and discards loans that do not meet
the risk standards set for the pool, returning them to the origina-
tor.' 7 0 The intermediaries who pool mortgages, however, have been
reluctant to undertake any significant diligence in their own examina-
tion of the loans or the borrowers and instead rely, for the most part,
on detailed representations by the originators of the loans.1 71 Most

pooling agreements give the intermediaries the right to force an origi-
nator to take back any loan that did not actually qualify for the loan
pool, the inclusion of which would cause a breach of the originator's

166. Derrick Allen Dyer, The Impact of Dilution in Asset Securitization: Commercial
Separation Anxiety, 66 Miss. L.J. 407, 419 (1996).

167. Rod Dubitsky, Deep Impact: The Effect of Deep Mortgage Insurance in the Home
Equity Market, ASSET SEC. REP., Apr. 16, 2001, 2001 WL 8009587. "Deep mortgage
insurance," which covers a greater percentage of each loan, is increasingly relied on in
subprime securitizations. "Deep MI Coverage" Gains Favor, NAT'L MORTGAGE NEWS,
May 14, 2001, at 7, 2001 WL 9321852.

168. Such participation by the originator not only forces the originator to take the
first loss, but also gives the originator an increased and extended incentive to monitor
the assets and their performance. See Alan P. Murray, Has Securitization Increased
Risk to the Financial System?, Bus. ECON., Jan. 1, 2001, at 6367, 2001 WL 15747038.

169. See, e.g., Steinhardt Group Inc. v. Citicorp, 126 F.3d 144, 146-47 (3d Cir. 1997),
in which the promise was made that an investor in such a securitization of delinquent
and foreclosed loans could receive annual returns of eighteen percent or more annually,
though in this case, the investor claimed that these were fraudulent promises, and de-
pended on inflated valuations of the underlying properties.

170. Lois R. Lupica, Revised Article 9, Securitization Transactions and the Bank-
ruptcy Dynamic, 9 Am. BANKR. INST. L. REV. 287, 313 (2001).

171. K.C. McDaniel, Impact of Securitization and Conduit Financing, SF11 ALI-
ABA 69 (2000).
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representations. 172 Therefore, the originator of the loans may be
forced to take back a loan if the borrower defaults. 173

Once the securities are rated, they can be sold to investors by the
seller.17 4 This sale is typically accomplished by private placements or
by public offerings, and an underwriter is involved in all public offer-
ings and most private placements. 17 5 The buyers may include mutual
and pension funds, insurance companies, other institutional investors,
and private individuals. 176

The transfer to the special purpose trust must constitute a true
sale, so that the party transferring the assets reduces its potential lia-
bility on the loans and exchanges the fairly illiquid loans for much
more liquid cash.1 77 The true sale also acts to separate the assets

172. McDaniel, SF11 ALI-ABA at 69. See also SMFC Funding Corp. v. United Fin.
Mortgage Corp., No. 97 C 3257, 1997 WL 798780, at *1 (N.D. Ill. Dec. 22, 1997), in
which the Seller/Servicer Guide adopted by the securitizer of mortgage loans requires
an originator to buy back any loans where any person involved in the loan transaction
made any misrepresentations or pertinent omissions in connection with the loan trans-
action. In that case, the court refused to dismiss a claim for implied indemnification
where SMFC had also pled a claim for express indemnification.

173. See United Cos. Lending Corp. v. Sargeant, 20 F. Supp. 2d 192 (D. Mass. 1998),
in which the subprime lender, United Companies, apparently attempted to justify its
high interest rates by arguing that it had to buy back defaulted loans.

174. See Trust Co. ofLa. v. N.N.P. Inc, 104 F.3d 1478 (5th Cir. 1997), for the record
keeping used to track the sales of Ginnie Mae-issued securities to the ultimate inves-
tors, as well as a method of perpetrating fraud in such an issuance.

175. Andrew E. Katz, Due Diligence in Asset-backed Securities Transactions, 1247
PLI/Corp 529, 534-35 (2001). Some private placements are sold directly to investors
without the involvement of an underwriter. Id.

176. Claire A. Hill, Securitization: A Low-Cost Sweetener for Lemons, 74 WASH. U. L.
Q. 1061, 1067-68 (1996). Hill notes that securitization differs from factoring, though the
lines between securitization and factoring can blur when the buyer actively negotiates
the transaction terms. Id. at 1068 n.29 (citing Steven L. Schwarcz, The Alchemy of
Asset Securitization, 1 STAN. J.L. Bus. & FIN. 133, 144 (1994)). Tamar Frankel dis-
cusses an interesting issue in securitization, namely who is in fact the issuer of the
securities that result from the process: the SPV that is formed, the sponsors of the
securitization process, the trustees or servicers of the SPV, or some combination of
them? She concludes that this question may determine whether the securities need be
registered under the Securities Act of 1933, or may be exempt as bank obligations. See
Tamar Frankel, Securitization: The Conflict Between Personal and Market Law (Con-
tract and Property), 18 ANN. REV. BANK. L. 197, 216 (1999).

177. To determine whether the transfer of the assets to the SPV constitutes a true
sale, the most important factor the courts will look to is whether the transferee has any
recourse against the transferor should there be problems with the assets, such as in the
quality or collectibility of a loan. Steven L Schwarcz, The Parts Are Greater Than the
Whole: How Securitization of Divisible Interests Can Revolutionize Structured Finance
and Open the Capital Markets to Middle-Market Companies, 1993 COLUM. Bus. L. REV.
139, 145 (1993) (citing Major's Furniture Mart v. Castle Credit Corp., 602 F.2d 538, 545
n.12 (3d Cir. 1979)). Schwarcz gives as the other important factors to determine
whether a true sale has occurred the following: (1) Whether the originator has the right
to redeem or repurchase the asset after it has been transferred, or has a right to any
surplus generated by the asset over and above the return promised to the transferee; (2)
whether the price paid for the asset is adjustable, fluctuating like a commercial loan, or
fixed, with a set discount reflecting the difficulty in obtaining full value for the asset
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from any potential bankruptcy (to confer, in the poetic language of the
securitization literature, "bankruptcy remoteness") or other risk asso-
ciated with the original lender or pooler of the loans. 178 The trust is
considered the business form most likely to preserve bankruptcy re-
moteness.17 9 This bankruptcy remoteness is becoming increasingly
controversial, however, given the effect it may have on the creditors of
the originators.

1 8 0

The investors typically are completely passive once they have had
the opportunity to review and approve the offering documents, the
loan pool's ratings, and any third party guarantees and have pur-
chased the securities. Nor do the investors take an active hand in
monitoring the SPV. Instead, the offering materials set out the

estimated at the time of the transfer; and (3) who controls the collection on and the
administration of accounts, the transferor or transferee. Id. at 146-48; see also Steven
L. Schwarcz, Structured Finance: The New Way to Securitize Assets, 11 CARDOZO L. REV.
607 (1990).

178. Schwarcz, 1 STN. J.L. Bus. & FIN. at 135. For a description of the uneasy
relationship between securitization and the bankruptcy process, see David Gray Carl-
son, The Rotten Foundations of Securitization, 39 Wm. & MARY L. REV. 1055 (1998).
Carlson argues that the securitization process should not render accounts or chattel
paper bankruptcy remote, citing Octagon Gas Systems, Inc. v. Rimmer (In re Meridian
Reserve, Inc.), 995 F.2d 948 (10th Cir. 1993), and especially dicta therein. Carlson, 39
WM. & MARY L. REV. at 1059. The basic underlying concepts of securitization have been
threatened in the bankruptcy of LTV Corporation, which attempted in bankruptcy court
to undo two of its own securitizations, one backed by inventory, the other by trade re-
ceivables. Though it later withdrew its attack on the securitizations after an out of
court settlement, LTVs actions, buttressed by an initial Memorandum Opinion by the
trial judge, threatened to challenge the belief that the securitization process could
render assets "bankruptcy remote" and thus unattachable in the bankruptcy of the orig-
inal owners. See David P. Jacob & Joshua P. Phillips, LTV's Threat to Securitization-
Is It Over or Just Beginning?, Mar. 12, 2001, ASSET SEC. REP., 2001 WL 8009503; David
Feldheim, LTV Ruling Challenges Legal Basis for Securitizations, CAP. Mwrs. REP., Feb.
16, 2001, at 15:35:00. See also the discussion of bankruptcy remoteness and the possi-
bility of circumventing the bankruptcy remote provisions in the bylaws of corporate
debtors who issue mortgage backed securities through collusion between the debtors
and "friendly" creditors in Michael J. Cohn, Note, Asset Securitization: How Remote is
Bankruptcy Remote?, 26 HOFSTRA L. REV. 929 (1998).

179. John H. Langbein, The Secret Life of the Trust: The Trust as an Instrument of
Commerce, 107 YALE L.J. 165, 173 n.49 (1997); Henry Hansmann & Reinier Kraakman,
The Essential Role of Organizational Law, 110 YALE L.J. 387, 421 (2000).

180. See generally Lois R. Lupica, Circumvention of the Bankruptcy Process: The
Statutory Institutionalization of Securitization, 33 CONN. L. REV. 199 (2000); Lois R.
Lupica, Asset Securitization: The Unsecured Creditor's Perspective, 76 TEX. L. REV. 595
(1998); Lynn M. Lopucki, The Death of Liability, 106 YALE L.J. 1, 92 n.127 (1996) (argu-
ing that securitization is a method of judgment proofing even for defendants with a
stream of income). But see Steven L. Schwarcz, The Inherent Irrationality of Judgment
Proofing, 52 STAN. L. REV. 1 (1999); Charles W. Mooney, Jr., Judgment Proofing, Bank-
ruptcy Policy, and the Dark Side of Tort Liability, 52 STAN. L. REV. 73 (1999), with
Professor Lopucki's reply to Schwarcz, Lynn M. Lopucki, The Irrefutable Logic of Judg-
ment Proofing: a Reply to Professor Schwarcz, 52 STAN. L. REV. 55 (1999) and
Schwarcz's rejoinder, Steven L. Schwarcz, Judgment Proofing: A Rejoinder, 52 STAN. L.
REV. 77 (1999).
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method of servicing the mortgages and distributing payments to the
investors. 18 1 The SPV itself does not directly collect payments from
the homeowners whose notes and deeds of trust are held by the SPV.
The collection and distribution of the payments of principal and inter-
est are made by servicers, companies who specialize in this collection
and distribution of income and principal from pools of loans.' 82 Origi-
nally, the servicer was often the same financial institution that either
originated the loans in the pool or that obtained them from the origi-
nator and pooled the loans. The servicing of loans provided, in this
way, a separate income stream for the originators or poolers of
loans.18 3 Now, servicing rights are often sold to firms that specialize
in servicing.1 8 4 Servicing specialization has increased so much that
there are now servicers that specialize in subprime servicing or in ser-
vicing distressed loans, with rating agencies beginning to recognize
their expertise and to provide ratings for servicers. 185 The servicer is
employed by the SPV and, since most SPVs are trusts, the trustee is
legally at the helm, directing the activities of the SPV.18 6 However,
the servicer typically is in charge of collection efforts.1 8 7

As the homeowners gradually pay down their notes by making
their monthly payments, the value of the mortgage pool declines. A
more rapid change occurs when a homeowner either pays off the loan,
normally through refinancing it, or stops making payments, forcing
the servicer to begin foreclosure proceedings. Whether or not a fore-
closure results in a net cost to the SPV depends on the amount of eq-

181. Hill, 74 WASH. U. L.Q. at 1073.
182. Michael G. Jacobides, Mortgage Banking Unbundling: Structure, Automation

and Profit, MORTGAGE BANKING, Jan.1, 2001, 2001 WL 28402001.
183. See generally Michael Padhi, Fannie Mae and Freddie Mac at Work in the Sec-

ondary Mortgage Market, FIN. UPDATE (FED. RESERVE BANK ATLANTA), Jan. 1, 2001,
2001 WL 18971203.

184. Jacobides, MORTGAGE BANKING, Jan.1, 2001, 2001 WL 28402001.
185. Ted Cornwell, Rating Agencies Gear Up for More Scrutiny, MORTGAGE SERVIC-

ING NEWS, Apr. 20, 2001, 2001 WL 10529705 (noting that the increase in subprime lend-
ing has led to a demand for servicer ratings); Frank Musero, Fitch Rates RFC Top Loan-
Master Servicer, MORTGAGE-BACKED SECURITIES LETTER, July 17, 2001, 2001 WL
4546967 (referring to the Fitch rating system).

186. Although many mortgage-backed securities are not subject to the federal regu-
lations imposing duties on most trustees, rating agencies maintain their own minimum
standards for trustees and the amount of capital the trustees must maintain, for the
protection of investors. SECURITIZATION: ASSET-BACKED AND MORTGAGE-BACKED SECURI-

TIES § 8.01(A) (Ronald S. Borod ed., 1997).
187. If the servicer defaults on its obligation to pass loan payments on to the holders

of the securities, the trustee must step in and remove the servicer. See FDIC v. Bern-
stein, No. CV 89-2080, 1990 WL 198738, at *3 (E.D.N.Y. Nov. 2, 1990), affd, 944 F.2d
101 (2d Cir. 1991). A master servicer collects loan payments and transmits them to the
trustee, advances late loan payments to the trustee, gives pool performance reports to
the holders of securities, and refers nonperforming loans to a special servicer. Sally J.
Gordon, Glossary of Terms Commercial Mortgage-Backed Securities, SE76 ALI-ABA
673, 695 (2000).
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uity securing the loan being foreclosed. If the loan had a high loan-to-
value ratio (LTV), a large loan given the value of the property securing
the loan, perhaps because of a decline in the value of the property,
then the costs of the foreclosure process, which can be sizeable, can
consume the remaining equity and even cause a loss to the SPV and
thus to the investors.

On the other hand, if the amount of the loan is far less than the
value of the property securing it, the investors could actually make
money on the foreclosure process, since the holder of the loan is often
the sole bidder during the foreclosure sale and typically bids only the
amount of the outstanding balance on the loan.1 88 In some states, the
lender could foreclose on the property, purchase the property at an
unreasonably low price that does not even pay off the lender's loan,
and then seek a deficiency judgment against the borrower for the
amount remaining on the loan. ' 8 9 Therefore, if the remaining balance
of the loan is $60,000, the loan is secured by a house worth $120,000,
and the costs of foreclosure are $10,000, the investors would make
$50,000 by foreclosing on the loan and buying the house for the
amount of the loan. Despite this possibility of profits from foreclo-
sures, early repayment and, to a lesser extent, foreclosure are the two
greatest risks facing investors in securities backed by pools of mort-
gages, assuming that the securitization process has succeeded in di-
vorcing the pools of mortgages from all risks caused by or associated
with the originators or poolers of the loan.1 90

B. THE ADVANTAGES OF SECURITIZATION, PRIMARILY TO INVESTORS

AND LENDERS

The advantages of the securitization process to loan originators
have been widely discussed. The primary advantage of securitization
is the access securitization gives to public markets and private institu-

188. While specific practices vary from state to state, the standard American fore-
closure process is the following: After default by the borrower, the lender gives notice of
foreclosure, giving the borrower an opportunity to pay the outstanding balance to the
lender. If the lender does not receive this payment, the lender may obtain a public sale
of the real property securing the loan, a sale conducted either by an agent of the lender
or under court supervision. Jane Kaufman Winn, Lien Stripping After Nobelman, 27
Loy. L.A. L. REV. 541, 592 (1994). Any funds received at the sale are disbursed in the
following order: first to the borrower's indebtedness to the lender, next to any junior lien
holders, and last, if any funds remain, to the borrower. Id. The buyer at the public sale
takes title to the property with it still encumbered by liens senior to the foreclosing
lender's, but free of junior liens and the borrower's interest. Id.

189. Kaufman Winn, 27 Loy. L.A. L. REV. at 592.
190. A recent study has concluded that while prepayment risk has a moderate effect

on interest rates, the risk of defaults has only a weak effect. James W. Kolari, Donald
R. Fraser & Ali Anari, The Effects of Securitization on Mortgage Market Yields: A
Cointegration Analysis, 26 J. REAL EST. FIN. & ECON. 677, 690 (1998).
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tional funding, with the cost of capital available in these markets
lower than that of traditional sources, such as bank loans. 19 1 As
Steven Schwarcz has noted, "Securitization is most valuable when the
cost of funds, reflected in the interest rate that is necessary to entice
investors to purchase the SPV's securities, is less than the cost of the
originator's other, direct sources of funding.' 92 Through the securi-
tization process, companies with severe financial problems and abys-
mal credit ratings can still create bonds carrying investment grade
ratings, the highest rating, by transferring valuable assets to an SPV
that is effectively remote from the originator. 193 Because investors in
the securities created should not need to monitor the bankruptcy risk
of the originator, they save the monitoring costs they would have had
to spend in the absence of securitization. 19 4

An advantage of securitization to the originator of loans is its ex-
treme usefulness as a leveraging tool.19 5 By almost immediately
securitizing its loans, a lending institution can receive payment for
those loans quickly rather than waiting up to thirty years for repay-
ment. The lender can use this infusion of capital to make a new round
of loans. 196 This quick churning of loan principal allows even an insti-
tution without a great amount of fixed capital to make a huge amount
of loans, lending in a year much more money than it has. 197 As dis-
cussed in section III(B) infra, this ability to leverage is particularly
useful to smaller, disreputable companies that otherwise would have
difficulty funding a large number of loans. 198

191. Robert Dean Ellis, Securitization Vehicles, Fiduciary Duties, and Bondholders'
Rights, 24 J. CORP. L. 295, 302 (1999); Steven L. Schwarcz, The Alchemy ofAsset Securi-
tization, 1 STAN. J.L. Bus. & FIN. 133, 146 (1994). Professor Hill notes that the Modi-
gliani and Miller capital structure irrelevance theorem, which states that a firm's
division of cash outflows between one or more layers of equity or debt, in other words,
its capital structure is irrelevant to the value of the firm, seems to be violated by the
idea that securitization can increase the value of assets held by a firm. Claire A. Hill,
Securitization: A Low-Cost Sweetener for Lemons, 74 WASH. U. L.Q. 1061, 1063-64
(1996).

192. Schwarcz, 1 STAN. J.L. Bus. & FIN. 133, 136 (1994). Schwarcz, while in private
practice, helped develop securitization and remains one of its foremost advocates.

193. Hill, 74 WASH. U. L.Q. at 1073. But see Christopher W. Frost, Asset-Securitiza-
tion and Corporation Risk Allocation, 72 TuL. L. REV. 101, 105-06 (1997) (questioning
whether securitization merely reallocates risk to other creditors rather than lowering a
firm's overall capital costs).

194. Schwarcz, 1 STAN. J.L. Bus. & FIN. at 151.
195. Marilyn R. Seymann, Banking's Role in Emerging Secondary Markets, 47 CON-

SUMER FIN. L.Q. REP. 253, 254 (1993).
196. Robin Paul Malloy, The Secondary Mortgage Market: A Catalyst for Change in

Real Estate Transactions, 39 Sw. L.J. 991, 1016 (1986).
197. Alan P. Murray, Has Securitization Increased Risk to the Financial System?,

Bus. ECON., Jan. 1, 2001, at 6367, 2001 WL 15747038 (noting that securitization erodes
barriers to entry in the financial industry).

198. The ability to turn receivables into ready cash also creates the risk that the
cash received is likely to be quickly dissipated. Chase W. Ashley, Comment, When a
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Lenders employ securitization to diversify risk. For example, a
local lender may sell many of the loans it originates in order to keep
itself from being too greatly endangered by a local slowdown of the
economy. Securitization also has certain accounting advantages, per-
mitting an originator to raise funds without borrowing and having to
report a liability on its balance sheet, 199 as well as allowing banks to
reduce the amount of capital they need to hold by reducing the
amount of their outstanding loans.20 0

Securitization has also benefited investors by giving them a rich
banquet of new and varied investment possibilities, structured by the
poolers of the assets to appeal to the different risk, diversification and
income tastes of the investors. 20 1 The anonymity of mortgage-backed
securities may appeal to some investors, such as those engaging in tax
evasion and money laundering. 20 2 As previously noted, securitization
allows investors to reduce their information costs by pooling the acqui-
sition of information in the form of a single rating regarding the secur-
ity of the pool. 20 3 However, this ability to rely on a single rating may
be overshadowed by the increased complexity that securitization adds

Company Securitizes, Its Creditors Face Higher Risks, Am. BANKER., May 7, 1993, at 4.
Schwarcz's response to this argument is that "given the scrutiny imposed by rating
agencies and other independent parties such as credit enhancers, securitization may
present fewer opportunities for self-dealing than other financing methods." Schwarcz, 1
STAN. J.L. Bus. & FIN. at 147. However, Schwarcz notes that securitization is especially
suspect where the originator is near bankruptcy, presumably because the originator no
longer has any fear of ratings agencies or other parties at that stage, and may feel free
essentially to take the money and run. Id. Disreputable companies, with only the short
term goal to deceive and defraud as many borrowers and investors as possible before
folding, would have a similar freedom from fear of the long term effects of ratings
agencies.

199. Robert Dean Ellis, Securitization Vehicles, Fiduciary Duties, and Bondholders'
Rights, 24 J. CORP. L. 295, 302 (1999).

200. Securitization is No Security Blanket, Bus. WK., Oct. 26, 1998. The article
notes that this ability of banks to reduce the amount of capital they must hold by securi-
tizing their safer loans, while retaining their riskier loans, actually erodes the ability of
bank regulators to ensure the financial stability of banks, and quotes Alan Greenspan
stating, "The possibility that regulatory capital ratios may mask true insolvency
probability becomes more acute."

201. 1 TAMAR FRANKEL, SECURITIZATION: STRUCTURED FINANCING, FINANCIAL ASSETS
POOLS, AND ASSET-BACKED SECURITIES §§ 5.10-5.11 (1991 & Supp. 2000).

202. See Chris De Reza, Allegations Fly in Securities Fraud Case, REAL EST. FIN.
TODAY, Elec. Ed., June 18, 2001, at 5, 2001 WL 8192961 (describing an alleged fraudu-
lent mortgage backed securities scheme that may have cost investors $214 million). Af-
ter the company at the heart of the scheme declared bankruptcy, the bankruptcy trustee
discovered that the investors were identified by number only, and alleged that some
overseas investors were engaged in money laundering and tax evasion. Id.

203. This efficiency is declining, as investors, perhaps burned once too often by de-
clining ratings in mortgage pools, become more concerned about information regarding
individual loans in the pools and securitizers are forced to disclose more and more data
on those individual loans. See Mark L. Korell, The Workings of Private Mortgage Bank-
ers and Securitization Conduits, in A PRIMER ON SECURITIZATION 99-100 (Leon T.
Kendall & Michael J. Fishman eds., 1996).
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to the investors' financial decisions; pools can be structured in so
many different ways that, even apart from unstable economic condi-
tions, past performance of other pools may be no indication of the
likely profit to be obtained by investing in a new securitization. 20 4 In-
vestors forced to rely on rating agencies, trustees, originators, or un-
derwriters may suffer if those third parties' abilities to estimate the
likely returns of the securities were also overwhelmed by the complex-
ity of the securitization structure.20 5 Rating organizations have regu-
larly upgraded or downgraded the ratings they have assigned to
mortgage pools as the repayment and default rates have differed from
expected. 20 6 Investors in mortgage backed securities should also be
wary of the potential for securities fraud, which may, at a stroke,
cause them to lose their entire investment. 20 7

Securitization has also benefited investors by allowing them to
purchase an interest in the high interest rate loans that have been
associated with predatory lending, while avoiding much of the risk of
defaults and delinquencies that is associated with those loans. Inves-
tors are protected from much of this risk by two methods. The first
method is the use of various contractual forms of recourse between the
originator or seller of the loan and the entity that purchases them in
the securitization process designed to protect the buyers of the loan at
the expense of the sellers. Recourse can take several forms. As noted
in section II(E), the seller of the loans may make representations or
warranties that, if violated, require the seller to repurchase the loan.
Other contractual forms of recourse are those explicitly requiring the
seller of loans to make cash payments to buyers or to repurchase the
loans in the event of borrower default, those that set up reserve ac-
counts that fund losses, and more complicated schemes involving sub-

204. FRANKEL, supra note 201, at § 5.11.2.
205. Id. at § 5.11.2.
206. During the year 2000, for example, investment houses issued 510 different up-

grades to the highest quality mortgage-backed securities, due to the strong economy.
See Chris De Reza, Structured Finance Upgrades Break Records, REAL EST. FIN. TODAY,
Elec. Ed., Jan. 29, 2001, at 8, 2001 WL 8192517. Securities backed by lower quality,
subprime loans did much less well despite the thriving economy, with seventy-one
downgrades and only twenty-five upgrades. Id. The rating of the pool can also be
changed through market forces separate from the pool itself. If, for example, interest
rates drop more than expected, then more of the homeowners whose loans are part of
the pool will likely refinance, and early refinancing disrupts the flow of income to the
pool. FRANKEL, supra note 201, at § 5.11.2. Frankel also details other risks to investors,
stating, "asset-backed securities can be complex. They may require full information on
what the Pools contain, high level expertise, and the right software to determine and
verify both the underlying assumptions on which the securities are based and their
price." Id.

207. See Chris De Reza, Allegations Fly in Securities Fraud Case, REAL EST. FIN.
TODAY, Elec. Ed., June 18, 2001, at 5, 2001 WL 8192961.
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ordinated interests or excess servicing fees. 208 These forms of
recourse for the most part require the continued existence of a rela-
tively solvent seller, of course. Where the originator of the loan has
gone bankrupt or otherwise disappeared, then the loan buyers must
depend on their second line of defense, the holder in due course doc-
trine. A buyer may choose to rely on the holder in due course doctrine
even where the loan seller is still in existence, where, for example, a
single loan pool contains a large number of loans from one originator,
so that forcing the originator to buy back all of the problematic loans
could force the originator into insolvency. Or the buyer may conclude
that it would be easier to foreclose against the borrower and rely on
the holder in due course doctrine than it would be to force the seller to
take back a problematic loan.

Even those articles that sing the praises of securitization rarely
mention in any great detail the effect of securitization on the home-
owners whose loans have been securitized. At most, they have argued
that, by obtaining access to lower cost capital markets, lenders will be
able to offer loans at lower interest rates or with otherwise better
terms to borrowers. 20 9 Securitization by government sponsored enti-
ties does seem to be positively correlated with lower interest rates for
the borrowers with the best credit whose loans are sold to GSEs. 210

While the GSEs claim that their securitization has led to lower inter-
est rates, a recent study by the Federal Reserve Board suggests that
securitization may not decrease interest rates. Instead, falling inter-
est rates may lead to increased securitization, rather than the other
way around. 2 11

208. KENNETH G. LORE & CAMERON L. COWAN, MORTGAGE-BACKED SECURITIES: DE.
VELOPMENTS AND TRENDS IN THE SECONDARY MORTGAGE MARKET 2-30 to -39 (2000).

209. Leon T. Kendall lists as securitization's benefits to consumers/borrowers the
following:

1. Lower costs of funds
2. Increased buffet of credit forms
3. Competitive rates and terms nationally and locally
4. Funds available consistently.

Leon T. Kendall, Securitization: A New Era in American Finance, in A PRIMER ON
SECURITIZATION 2 (Leon T. Kendall & Michael J. Fishman eds., 1996).

210. Kolari, Fraser, and Anari report significant decrease in yield spreads, the dif-
ference between the effective interest rate on home loans and the interest rate gener-
ated by Treasury bills with an average maturity equal to that of the home loans, as
securitization increases. James W. Kolari, Donald R. Fraser & Ali Anari, The Effects of
Securitization on Mortgage Market Yields: A Cointegration Analysis, 26 J. REAL EST.
FIN. & ECON. 677, 679 (1998). However, the studies surveyed by these authors, though
generally supporting their conclusion, do not universally demonstrate that securitiza-
tion lowers borrowers' loan or costs, and even some of these authors' own data seems to
contradict the results of their study. Id. at 685.

211. Andrea Heuson, Wayne Passmore, & Roger Sparks, Credit Scoring and Mort-
gage Securitization: Do They Lower Mortgage Rates? Federal Reserve Board Paper
2000-44, Dec. 12, 2000, at, http://www.federalreserve.gov/pubs/feds/2000/200044/
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C. THE DOWNSIDE AND DANGERS OF SECURITIZATION, PRIMARILY TO

BORROWERS

Mostly ignored in the literature on the wonders of securitization
are the ways it can cause significant harm to borrowers. First of all,
securitization has encouraged the decline of stringent underwriting.
Careful underwriting reduces foreclosure against borrowers by deter-
ring lenders from making loans to borrowers unable to repay the
loan.2 12 As originators immediately sell their loans and face less risk
of loss even if a borrower defaults, the originators naturally will spend
less time and effort screening potential loans for default, thus increas-
ing the risk of lending money to borrowers with a high level of default
risk. Securitization reduces the amount of individual, lender-driven
underwriting and instead depends on systemic controls that can be
objectively verified, such as automated underwriting systems. 2 13

Ninety-eight percent of mortgage companies now use some form of au-
tomated underwriting, according to a 2001 survey. 21 4 In this way,
banks step away from their great strength, which was the effective-
ness and efficiency of their information gathering and regulation sys-
tems, in both selecting which loans to make and controlling those
loans once made, and in using their long-term relationships with bor-
rowers. 2 15 With less lender supervision, borrowers are more likely to

200044abs.html (last visited June 17, 2001). Unsurprisingly, the GSEs have attacked
the Heuson, Passmore and Sparks paper, arguing that it is based solely on a model of"a
hypothetical mortgage market based on a flagrantly unrealistic assumption," and "con-
tains not one shred of data or evidence." Mike Sorohan, Securitization Does Not Lower
Rates, Fed Report Says, REAL EST. FIN. TODAY, Dec. 12, 2000, 2000 WL 8249712. See
also Wayne Passmore & Roger Sparks, Putting the Squeeze on a Market for Lemons:
Government-Sponsored Mortgage Securitization, 13 J. REAL EST. FIN. & ECON. 27 (1996)
(arguing that where there is information asymmetry between the originator and the
securitizer, the securitization process may actually increase interest rates). In the later
study, Heuson, Passmore, and Sparks assume that new credit scoring approaches have
largely eliminated this information asymmetry, though originators still have the "first
mover advantage" of deciding what loans to securitize. Andrea Heuson, Wayne Pass-
more, & Roger Sparks, Credit Scoring and Mortgage Securitization: Do They Lower
Mortgage Rates?, Federal Reserve Board Paper 2000-44, at 3, Dec. 12, 2000, at http://
www.federalreserve.gov/pubs/feds/2000/200044/200044abs.html (last visited June 17,
2001).

212. Edward L. Pittman, Economic and Regulatory Developments Affecting Mort-
gage Related Securities, 64 NOTRE DAME L. REV. 497, 546 (1989).

213. Pittman, 64 NOTRE DAME L. REV. at 546. As an example of how automated
underwriting can become, E-Loans, an internet lender, announced in August 2001, that
it had reduced its loan application process to roughly two minutes. E-Loan Boasts Up-
grading For 2-Minute Application, AM. BANKER, Aug. 14, 2001, at 12, 2001 WL
26573189.

214. Chris De Reza, Fannie Mae, Freddie Mac Agree to Common AU Standard, REAL
EST. FIN. TODAY, Elec. Ed., July 23, 2001, at 1, 2001 WL 8193092.

215. Elisabetta Montanaro, Efficient Risk Management in Financial Systems: Uni-
versal Bank or Securitisation, in THE RECENT EVOLUTION OF FINANCIAL SYSTEMS 128
(Jack Revelled., 1997).
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default on their loans and risk foreclosure, though the default and
foreclosure would likely occur long after the original lender has as-
signed the loan. As discussed in section IV(C) infra, foreclosure rates,
especially among borrowers with poor credit, are increasing dramati-
cally. In the world of securitization, with its ever churning markets,
there are few long term relationships, but only the financial
equivalents of one night stands.

Securitization has forced the static standardization of loan docu-
ments, as GSEs such as Fannie Mae and Freddie Mac have mandated
that specific, standardized forms be used in any loan that they
purchase. The market dominance of these GSEs is so great that the
forms they have promulgated have become the industry standard,
even for loans not slated for GSE purchase, and this standardization
has removed the power of consumers, acting en masse, to improve the
terms of those loan documents.21 6 Posner assumes that the dangers of
form contracts are alleviated by the ability of consumers to choose sell-
ers based on the terms of their form contracts, effectively bargaining
over the terms of the form contracts even among sellers who refuse, on
an individual basis, to alter the terms of their form contracts. The
seller with the best terms will find more customers, forcing the other
sellers to offer better terms.217 Securitization, however, requires
lenders to use form loan contracts that are standardized across the
lending industry, so that loans from different lenders can be pooled
together and rated in a uniform manner.218 Therefore, borrowers
have lost what little power they formerly had to alter the terms of the
lending contracts they sign.

216. See Ronald J. Mann, Searching for Negotiability in Payment and Credit Sys-
tems, 44 UCLA L. REV. 951, 971 (1997) (regarding the GSEs' promulgation of standard-
ized documents and how, through their market dominance, these documents have
become the industry standard).

217. RIcHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 127 (Aspen 5th ed. 1998).
Given the rarity of consumers actually reading and understanding form contracts, I
think it is questionable whether many sellers have sufficiently captured the market
using better form contracts to force other sellers to change their form contracts in re-
sponse, but at least, in the absence of an industry-wide standardized contract, a few
individual consumers can express displeasure at particularly harsh form contract
terms, which may lead a seller to change those terms.

218. The standardization of loan documents is so important to loan securitization
that failing to use standardized documents is one of the ten ways to make a loan non-
securitizable listed in the article Maura B. O'Connor & James Bryce, Ten Easy Ways to
Make A Loan Nonsecuritizable, 470 PLI/REAL 11, 11 (2001), which deals with commer-
cial loans.
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D. THE "UNBUNDLING" AND "ATOMIZATION" OF THE RESIDENTIAL

MORTGAGE INDUSTRY

Securitization has accomplished what is known as the unbundling
of the loan industry, disassembling the lending process into its constit-
uent elements, and allowing a separate entity to undertake each ele-
ment. 2 19 Traditionally, lenders performed all of the functions of a
loan, finding the borrowers, preparing the documentation for the loan,
funding the loan, holding the mortgage during the course of the loan,
and servicing the loan throughout its life. Securitization has, in the
words of Michael G. Jacobides, "atomized" this process, 220 so that one
distinct entity, more often than not a mortgage broker, originates the
loan, while another, perhaps a mortgage banker, funds the loan, and
another may securitize the loan and sell it to investors. 22' These in-
vestors, through their ownership of securities issued by the SPV hold-
ing the mortgage in trust with a pool of other mortgages, claim the
capital represented by the mortgage, while a separate set of entities,
such as a master servicer under the trustee's direction, services the
loan, accepting the mortgage payments and foreclosing if
necessary.

2 22

This separation of the mortgage process confers on each entity in
the chain a plausible deniability of the actions of the others. The
securitizer can claim to be unconnected to the broker and unaware of
any of his activities, however improper. The SPV and the owners of its
securities can claim to be holders in due course and protected from
any accountability for the fraud of the mortgage broker, through their
ignorance of any such fraudulent behavior. The mortgage broker can
accurately claim, once the loan is out of his hands, that he can no
longer help the borrower if the servicer attempts to foreclose.

E. MORTGAGE BROKERS: Too OFTEN UNDER-REGULATED, UNDER-

CAPITALIZED, AND ON THE FRONT LINE OF RESIDENTIAL

LENDING

Before the rise of securitization, borrowers typically dealt with
large finance companies, which funded their own loans and held the

219. Michael G. Jacobides, Mortgage Banking Unbundling: Structure, Automation
and Profit, MORTGAGE BANKING, Jan. 1, 2001, 2001 WL 11398425. Jacobides writes,
'The mortgage banking industry is one of the most fascinating examples of vertical dis-
integration and reconfiguration in modern business history." Id.

220. Jacobides, MORTGAGE BANKING, Jan. 1, 2001, 2001 WL 11398425.
221. See Tamar Frankel, Securitization: The Conflict Between Personal and Market

Law (Contract and Property), 18 ANN. REV. BANKING L. 197, 202 (1999) (noting the
seven stages of the securitized loan process).

222. Jacobides, MORTGAGE BANKING, Jan. 1, 2001, 2001 WL 11398425.
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loans in their own portfolios. 2 23 Because these lenders continued to
hold the borrowers' paper, were closely regulated, and were required
by regulators to hold sizeable assets, the finance companies had di-
minished incentive to commit outright fraud against the borrowers, as
borrowers retained any defenses they had to the loans and the borrow-
ers could also seek damages against the finance companies. With the
rise of securitization, the origination of mortgages has largely been
turned over to mortgage brokers, who now originate over sixty percent
of all residential loans in the United States. 224 Mortgage brokers are
less regulated than finance companies and less constrained, since they
may have few assets, either in their company or individually and
rarely continue to hold the loans they originate.2 25

While mortgage brokers themselves directly interact with the sec-
ondary market very little, the brokers often originate loans for the
wholesale lenders, who then sell them onto the secondary market. 22 6

A wholesale lender might purchase loans from a thousand different
independent brokers and bankers from around the country.2 27 This
use of brokers may lead to higher fees charged to borrowers, as bro-
kers could be tempted to seek out the lenders that provide the greatest
payments to brokers rather than the best rates to borrowers. 2 28 Also,
because brokers' fees are commonly a percentage of the total loan, bro-
kers have an incentive to encourage the borrowers to take out as large
a loan as possible, to maximize the brokers' commissions, even if a
smaller loan would be more appropriate for the borrowers. 2 29 The use
of brokers has hastened the growth of subprime lending, given that

223. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 40 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressreltreasrpt.pdf (last visited Mar.
9, 2002).

224. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the U.S. Senate Comm. on Banking, Housing, and Urban Affairs, 107th Cong.
(2001) (testimony of Neill Fendly, past President, Nat'l Assoc. of Mortgage Brokers, July
27, 2001), at http://banking.senate.gov/01-07hrgI072701/fendly.htm (last visited Feb.
27, 2002).

225. "Mortgage brokers do not have as much invested in their company [as mort-
gage bankers], can operate with little or no overhead, and can disappear quickly if diffi-
culties arise." Dominick A. Mazzagetti, Dealing with Mortgage Loan Brokers: Legal and
Practical Issues, 114 BANKING L.J. 923, 939-40 (1997).

226. Mortgage Lending Abuses: Hearing Before the House Comm. On Banking and
Financial Services, 106th Cong. (2000) (testimony ofNeill Fendly, President-Elect, Nat'l
Ass'n of Mortgage Brokers, May 24, 2000), 2000 WL 19304105.

227. For example, Ocwen Financial Services, headquartered in West Palm Beach,
was reported to acquire mortgages from roughly 1,000 independent regional bankers
and brokers from across the country as of 1998. Debra Sparks, Bad Loans Made Good,
Bus. WK., Oct. 26, 1998, at 128, 1998 WL 19884632.

228. Kathleen E. Keest, Stone Soup: Exploring the Boundaries Between Subprime
Lending and Predatory Lending, 1241 PLI/CoRP 1107, 1135 (2001).

229. Keest, 1241 PLI]CoRP at 1135.
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brokers have placed some borrowers who would qualify for conven-
tional loans into subprime loans, because of the greater broker fees
from subprime loans.230

The amount of regulation of mortgage brokers varies dramatically
by state.2 3 1 Some states require a bond or a minimum net worth, but
rarely enough of either to protect borrowers in an era when many
homeowners are borrowing hundreds of thousands of dollars at a
time.2 32 Some states have virtually no regulation. According to the
vice president of the National Mortgage Bankers Association, as of
mid-2001, "A lot of states have no licensing and no bonding require-
ments. I live in Michigan, a state where you can talk about becoming
a mortgage broker over breakfast and open an office in the after-
noon-no license, no bonding . ,,233 A president of a state mortgage
bankers association said, "It's too easy to get into this business ... It's
not good that you could be selling paint at Sears one week and
originating loans the next."23 4

Even in the majority of states that regulate mortgage brokers, the
scope and intensiveness of that regulation is often modest compared to
that directed at other lending institutions.2 35 As a sign of how weak
the regulation has been, not until 2001 did Ohio take steps to prevent

230. Richard R. Daugherty, Will North Carolina's Predatory Home Lending Act Pro-
tect Borrowers from the Vulnerability Caused by the Inadequacy of Federal Law?, 4 N.C.
BANKING INST. 569, 572 n.17 (2000) (citing an interview with Susan Lupton, Project
Director, Coalition for Responsible Lending, in Durham, N.C. (Nov. 8, 1999)). Neill
Fendly asserts, however, that "Most mortgage brokers who originate subprime loans do
so primarily because they enjoy helping people." Predatory Mortgage Lending: The
Problem, Impact and Responses: Hearing Before the U.S. Senate Comm. on Banking,
Housing, and Urban Affairs, 107th Cong. (2001) (testimony of Neill Fendly, past Presi-
dent, Nat'l Assoc. of Mortgage Brokers, July 27, 2001), at http://banking.senate.gov/
01_07hrg/072701/fendly.htm (last visited Feb. 27, 2002).

231. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 40 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

232. For a 1997 review of the bond and minimum net worth requirements of mort-
gage brokers, see David Unseth, Note, What Level of Fiduciary Duty Should Mortgage
Brokers Owe Their Borrowers?, 75 WASH. U. L.Q. 1737, 1751-52 (1997) (reporting that
thirty-nine states required some licensing to be a mortgage broker, twenty-nine re-
quired paying a fee along with a security bond and/or proof of minimum net worth,
though in many cases the bond or net worth was much less than the amount of one
typical home equity loan, six states required some proof of competence to be a mortgage
broker, while four provided the heightened level of scrutiny they would give to real es-
tate brokers).

233. Michele Derus, MBA Official Looks Ahead, MILWAUKEE J. & SENTINEL, June
10, 2001, at 01F, 2001 WL 9360956.

234. Loan Battle Brews Anew: Subprime Lenders, Activists Set to Spar Again in
Springfield, CRAIN's CHI. Bus., Dec. 11, 2000, at 4, 2000 WL 8130226 (quoting Ben
Israel, president of the Illinois Mortgage Bankers Ass'n.).

235. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 40 (June
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someone already convicted of theft or forgery, hardly appropriate cre-
dentials for the financial services industry, from holding a broker's li-
cense. 23 6 Not until 1998 did California, which has been at the
epicenter of mortgage fraud, take steps to prevent mortgage brokers
who had a license revoked by one of its departments from seeking a

license from a separate department. Until then, if a broker was faced
with having his license revoked by the California Department of Real
Estate for fraudulent activity, the broker could easily seek a license
from the California Department of Corporations, or vice versa, as the
two departments did not share information about disciplinary action

or consumer complaints. 237 While California and Ohio are finally
moving to increase their regulation of mortgage brokers, that move-

ment is not universal. Hawaii, in 2001, "streamlined" its mortgage
broker licensing law by reducing the bond requirement for licensed
mortgage brokers who engage in loan servicing, trimming the bond
from $50,000 to $15,000.238

The paltry existing regulation of mortgage brokers may be easily

circumvented by a tactic called "rent-a-broker" in which those barred
from obtaining licenses or otherwise unable or unwilling to become
brokers themselves rent the use of a broker's license, paying up to sev-
eral hundred dollars per week.2 39 The licensed broker likely engages
in little or no supervision of the renter's use of her license, though the
broker does risk losing her license if fraud is committed under the aus-
pices of her license and that fraud is discovered. 240 Often, stripping
the rent-a-broker's license is all that a state's licensing officials can do
to target the license renter, leaving him to rent a different broker's
license and restart the process.

The securitization process allows even someone with almost no
capital or financial services to exploit this lack of regulation and be-
come a lender or otherwise originate loans. Leland C. Brendsel, the
Chairman and Chief Executive Officer of Freddie Mac, almost bragged
about the ease of entry into the lending business, stating,

2000), at http://www.hud.govflibrarylbookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

236. Jodi Nirode, Mortgage Brokers Face New Licensing Rules, COLUMBUS DISPATCH,

June 13, 2001, at 05B, 2001 WL 21107160.

237. Myron Levin, State Agencies Act to Control Fraud by Mortgage Brokers, L.A.
TIMES, Oct. 29, 1998, at C1, 1998 WL 18887995.

238. Kyriaki Venetis, Hawaii Gets Streamlined Licensing, ORIGINATION NEWS, May

25, 2001, at 2, 2001 WL 14830457.
239. Myron Levin, Hitting Home Critics Say California's Lax Regulation of Loan

Firms Is Allowing Unscrupulous Businesses to Prey on Unwary Homeowners, L.A.
TIMES, July 26, 1998, at D1, 1998 WL 2448852. The broker whose license is rented is
typically elderly or retired. Id.

240. Id.
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Although it is a stretch to suggest that anyone with a modem
and a fax machine can be a lender today, relatively little capi-
tal is required to start a mortgage banking operation in the
1990s, and even less to become a mortgage broker. Lenders
lacking the necessary net worth can still originate loans for
lenders qualified to sell into the secondary market.2 4 1

A mortgage broker could easily be judgment-proof in the states
that do not require them to be bonded or to maintain a minimum capi-
tal. Such mortgage brokers are free to disappear if they are sued. 2 4 2

Disreputable brokers have been known to declare bankruptcy, move to
another state, and begin business anew under assumed names.2 43

Furthermore, since mortgage brokers rarely hold a borrower's notes in
their own portfolios, they have too little reason to be concerned about
any defenses the borrower might have to the note, especially if those
defenses are immediately cut off as to assignees by the holder in due
course doctrine.

The borrower who has been defrauded by a mortgage broker or
originator of the loan is victimized by the combination of the effect of
the holder in due course doctrine, the unbundling of the loan origina-
tion and securitization process, and by the small capital required to
broker or originate loans. Except for the real defenses, as between the
borrower and the investors who purchased a securitized interest in
the note of the borrower, the homeowner/borrower bears the risk of
fraud or misrepresentation by the mortgage broker or originator of the
loan, though she would retain an action for damages against the bro-
ker or originator who defrauded her. However, because securitization
allows individuals with little or no capital of their own to originate or
broker loans, it dramatically reduces the likelihood that the borrower
can obtain any sort of repayment for her damages from the broker or
originator, who can easily avoid paying any sizeable damages judg-
ment by declaring bankruptcy or merely disappearing. 2 44

241. Leland C. Brendsel, Securitization's Role in Housing Finance, in A PRIMER ON
SECURITIZATION 24 (Leon T. Kendall & Michael J. Fishman eds., 1996). Brendsel opines
that the easy entry into the business helps consumers by fostering competition in ser-
vice, mortgage rates and products, and takes a benign view of the use of telephone and
in home tactics of mortgage brokers, comparing them to the house calls of small town
doctors. Id. at 24-25.

242. Dominick A. Mazzagetti, Dealing with Mortgage Loan Brokers: Legal and Prac-
tical Issues, 114 BANKING L.J. 923, 939-40 (1997).

243. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 81 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
7, 2002).

244. Bankruptcies by these undercapitalized lenders have become epidemic. See in-
fra note 522 and the accompanying text.
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Simultaneously, securitization encourages the most rapid crea-

tion of an assignee with holder in due course status by causing the
originator of the loan to sell the loan almost immediately. Gone are

the days when a lender would normally hold the loan for its full term.

Instead, lenders might hold the loan for a few weeks, assigning it al-

most immediately either to a GSE or to another securitizer. For ex-

ample, Old Kent Mortgage Co., in 1998, the eighteenth biggest

mortgage banker in the nation, generating over $11 billion in mort-

gages, would sell the loans it generated in less than sixty days, and

often much less.2 45 "When we buy from Old Kent," said a supervisor

at a securitizer, "they typically have held it for at least 24 hours. This

way we can ensure they actually own the loan."246 Often, the loan will

be sold before the first payment is even due, so that if the homeowner/

borrower learns that her payments are much larger than had been

represented to her, that defense has already been cut off as to the cur-

rent holder of the note by the holder in due course doctrine. This com-

bination (initial loan made by a thinly capitalized, poorly regulated

lender who immediately negotiates the loan to a securitizer, so that

the investors in the securities can claim holder in due course status) is

a recipe for irresponsible and unethical lending, if not outright
fraud.

24 7

An example of such sharp practices can found in the case James v.

Nationsbank Trust Co.,24s in which the borrower/homeowners were

fighting to prevent foreclosure by the holder of the loan, a trustee of a

mortgage pool. The borrowers had purchased a home from General

Development Corp. (GDC) and financed the purchase through GDC's

subsidiary, GDV Financial Corp. (GDV). Unfortunately for the bor-

rowers, GDC, in the course of building 10,000 homes between 1983 to

1989 and originating the loans to pay for those houses, engaged in

what appears to be a scheme to fleece naive home buyers. GDC

brought primarily out of state potential buyers to Florida, plied them

with roast beef suppers cooked by a local Holiday Inn and attended by
GDC employees, and gave them wildly inflated appraisals for the

245. Bad Loans Made Good, Bus. WK., Oct. 26, 1998, at 128, 1998 WL 19884632.
246. Id.
247. The HUD/Treasury Joint report notes:

State oversight of brokers, appraisers and contractors is uneven, and in some
cases non-existent. Even if state enforcement in these areas were heightened,
interstate problems might remain. Legal aid attorneys at the regional forums
testified about unscrupulous, thinly capitalized brokers, contractors and lend-
ers who abused consumers, declared bankruptcy, moved to new states and be-
gan operating there under different names.

Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task Force on

Predatory Lending, Curbing Predatory Home Mortgage Lending 81 (June 2000), at
http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar. 9, 2002).

248. 639 So.2d 1031 (Fla. Dist. Ct. App. 1994).
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value of GDC's homes.249 When the buyers committed to purchase,
the mortgages they obtained based on these inflated appraisals often
reportedly far exceeded the true market value of the houses that se-
cured the mortgages. Thus, GDC victimized not only the home buyers
by obtaining their down payment, but also the buyers of the mort-
gages, by selling them under-secured loans.250 GDC financed its pred-
atory activity by selling loans to institutional investors, 251 some of
which were securitized by those institutional lenders, 252 and by sell-
ing registered subordinated debentures. 253 GDC was so successful
that at one time it held a reported $1 billion in assets and employed
5,000 people. 254

On April 6, 1990, GDC filed a Chapter 11 bankruptcy petition,255

and left unbuilt thousands of platted lots and homes without any
water or sewer access, and towns so poorly constructed and designed
that as one city official explained it, "Basically, what we have to do is
retrofit the city."25 6 In November 1990, GDC agreed to a plea bargain
on a conspiracy charge, offering up to $160 million in restitution,
though the special master administering the deal noted there "may
not be enough money to cover all such claims."257 Although a federal
judge initially sentenced four of GDC's officers to prison terms ranging
from five to ten years, 25s those fraud convictions were overturned in
1996 when the court of appeal declared that the home buyers could
not have been defrauded by the GDC executives because buyers had
been free at any time to investigate the prices of other Florida

249. Dimuzio v. Resolution Trust Corp., 68 F.3d 777, 779 (3d Cir. 1995).
250. Dimuzio, 68 F.3d at 779.
251. Dimuzio v. Resolution Trust Corp., Civ. No. 94-1559 (DRD), 1994 WL 872620

(D.N.J. Nov. 18, 1994), affd, 68 F.3d 777 (3d Cir. 1995).
252. James v. Nationsbank Trust Co., 639 So.2d 1031, 1032 (Fla. Dist. Ct. App.

1994).
253. Menowitz v. Brown, 991 F.2d 36, 38 (2d Cir. 1993); In re General Dev. Corp.

Bond Litig., 800 F. Supp. 1128, 1130 (S.D.N.Y. 1992), affd sub nom Menowitz v. Brown,
991 F.2d 36 (2d Cir. 1993); Tapken v. Brown, No. 90-691-CIV-MARCUS, 1992 WL
178984 (S.D. Fla. Mar. 13, 1992).

254. Dick Youngblood & Bill Urseth, When Concerned About Your Concern, Who
You Gonna Call?, STAR TRIB. (Minneapolis-St. Paul), Oct. 23, 1991, at 02D, 1991 WI.
3941865.

255. Rolo v. City Investing Co. Liquidating Trust, 845 F. Supp. 182, 194 (D.N.J.
1993), affd, 43 F.3d 1462 (3d Cir. 1994), vacated on reh'g, 66 F.3d 312 (6th Cir. 1995).

256. Jim Waymer, Area Poised For Growth Boom, SARASOTA HERALD-TRIB., July 30,
2000, at BCE1, 2000 WL 21498650; They Love Lucy It All Began with Slick Hustlers
Selling Swampland to Nafve Northerners, But From Those Crooked Roots Rose an Hon-
est to Goodness Great Place to Live, SUN-SENTINEL (Ft. Lauderdale Fla.), Aug. 15, 1999,
at 1B, 1999 WL 20275905.

257. Judge OKs Plea Bargain in Fla. Land Scam Paves Way for $160M in Claims,
THE RECORD (N. N.J.), Nov. 30, 1990, at C01, 1990 WL 7142392.

258. White Collar Criminals On Parade, ASSOCIATED PRESS, Jan. 8, 1993, 1993 WL
4521669.
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homes. 259 The court found that, because GDC's scheme could not
deceive buyers with ordinary prudence and comprehension, it did not
constitute mail fraud.260 Apparently, it is permissible to deceive any-
one with below average prudence and comprehension.

Various victims of GDC's sharp practices spent most of the rest of
the 1990's attempting to recover some of their damages.261 Two such
victims of those sharp practices were Cedric and Elizabeth James,
who purchased a home from GDC in 1986. After GDC was indicted,
the Jameses ceased their mortgage payments. Nationsbank Trust
Company ("Nationsbank"), the trustee under a loan pooling agree-

ment for the pool containing the Jameses' loan, brought a foreclosure
action against the Jameses. The trial court dismissed the Jameses'
counterclaims and defenses to that foreclosure action and entered a
summary judgment of foreclosure, after Nationsbank claimed it was a
holder in due course. The appellate court reversed and remanded only
as to the Jameses' allegation that Nationsbank was not a holder in
due course, based on the Jameses' allegations that Nationsbank had
purchased the pool of mortgages with actual knowledge of GDC's use
of fraudulent appraisals that misrepresented the value of the
homes.262 However, it appears that unless the Jameses could some-
how show that the trustee had such knowledge of the originator's
fraud at the time the trustee acquired the mortgages for the pool, then
the borrowers' defenses based on the fraud conducted by the origina-
tor of the note would be cut off due to the trustee's holder in due
course status.263

The holder in due course doctrine and securitization provided sup-
port for GDC in its schemes, both by providing financing for GDC's
efforts and by giving protection to the investors in the loans originated
by GDC, making them far more willing to buy those loans because
they were protected from most claims by the homeowner/borrowers.

259. United States v. Brown, 79 F.3d 1550, 1559 (11th Cir. 1996).

260. Brown, 79 F.3d at 1557, 1561.

261. For the homeowners' too ineffectual efforts to recover their damages, see Rolo v.

City Investing Co. Liquidating Trust, 155 F.3d 644 (3d Cir.1998); Dimuzio v. Resolution

Trust Corp., 68 F.3d 777 (3d Cir. 1995); Rolo v. General Dev. Corp., 949 F.2d 695 (3d

Cir. 1991); Rolo v. City Investing Co. Liquidating Trust, 845 F. Supp. 182, 194 (D.N.J.
1993), affd, 43 F.3d 1462 (3d Cir. 1994), vacated on reh'g, 66 F.3d 312 (6th Cir. 1995).

262. James, 639 So. 2d at 1034.

263. See also Roach v. Fed. Nat'l Mortgage Corp., 641 So. 2d 186, 187 (Fla. Dist. Ct.

App. 1994), in which the court, also faced with allegations of fraud by GDC, remanded
the case to the trial court to determine, among other things, whether the owner of the

mortgage had ever become a holder in due course, and Najera v. NationsBank Trust

Co., 707 So. 2d 1153, 1155 (Fla. Dist. Ct. App. 1998), where the court overturned sum-

mary judgment for the holder in a foreclosure action, remanding for further evidence
regarding the fraud on the borrower.
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F. "TRANCHE WARFARE" AND How SECURITIZATION REDUCES
LENDERS' DISCRETION IN RESOLVING BORROWERS'

DIFFICULTIES

Securitization hurts borrowers by making it more difficult for a
borrower with financial difficulties to arrange alternative payment
terms that involve any change in the borrower's payment stream. 264

Before the advent of securitization, homeowners typically borrowed
from their neighborhood banks, which normally held the loans for
their entire terms. Because of those long-term, local relationships,
lenders were often aware of their borrowers' troubles even before the
borrower missed a payment, because the lender might know of a fac-
tory closing or of a borrower's severe illness.2 65 This relationship al-
lowed lenders to step in early and encouraged resolution of borrower
difficulties without the need for formal collection efforts. 266 While a
borrower whose loan is held by a traditional bank might have some
success in convincing the bank to restructure the loan, too much of
this flexibility vanishes once the loan has been securitized. 2 6 7 The
originator has often washed its hands of the loan and has neither the
ability to nor the interest in helping the borrower change the terms of
the loan.2 68 The trustee and servicer of the loan, even if either is the
original lender, must follow the documented procedures that are nor-
mally included in the initial documentation of the securitization. That
documentation often limits the discretion to alter the terms of the
loans because the securities backed by the loan pool are based on the
loans' original terms. 269 The trustee and servicer do have some dis-
cretion to create a loan repayment plan, a loan modification, or ar-
range a short sale, a discretion that can aid investors given the

264. For a discussion of this effect in the commercial loan context, see James Bryce
Clark & Maura B. O'Connor, Ten Easy Ways to Make a Loan Nonsecuritizable, 457 PLI
REAL 907 (2000).

265. This point is made in an article from Freddie Mac's online magazine, Larry
Cordell & Jericho Trianna, Getting to Know Borrowers Again: Who Pays, Who Delays
and Who Strays, SEC. MORTGAGE MKTS ONLINE, Dec. 1999, at http://www.freddiemac.
com/finance/smm/dec99/pdfs/whopays.pdf (last visited Feb. 16, 2002).

266. Id.
267. 1 TAMAR FRANKEL, SECURITIZATION: STRUCTURED FINANCING, FINANCIAL ASSETS

POOLS, AND ASSET-BACKED SECURITIES § 1.3 n.5a (1991 & Supp. 2000) (citations
omitted).

268. Id. at § 5.6.
269. Id.; SECURITIZATION: ASSET-BACKED AND MORTGAGE-BACKED SECURITIES

§ 8.01(C) at 8-3 (Ronald S. Borod ed., 1998). How aggressively a servicer will attempt to
collect or foreclose on a loan varies from servicer to servicer, and an individual servicer
may treat different borrowers disparately, depending on the time lines contained in the
securitization documents, the circumstances and payment and communication record of
individual borrowers, state laws, and local economic conditions. See Cordell & Trianna,
SEC. MORTGAGE MKTS ONLINE, Dec. 1999, at http://www.freddiemac.com/finance/smm/
dec99/pdfs/whopays.pdf (last visited Feb. 16, 2002).

[Vol. 35



HELD UP IN DUE COURSE

expense of the foreclosure process, especially in states which do not
allow non-judicial foreclosure.27 0 However, the willingness of ser-
vicers to work with borrowers is subject to the servicers' conflicting
interests, as the servicer may be rewarded either for preventing fore-
closures by instituting quick and successful repayment plans or, alter-
natively, for negotiating short sales by the borrowers or foreclosing as
quickly and efficiently as possible. 27 1

The borrower cannot turn for succor to the investors who own the

securities that are backed by the borrower's loan, since the investors
are passive, beneficial owners, who depend on the trustee and servicer
to control the assets.2 7 2 It would be practically impossible for a bor-
rower even to learn the identities of the investor, let alone communi-
cate with them.27 3 The investors are not even notified of the default of
an individual borrower. 2 74 Even if investors wanted to overrule a
trustee's order to foreclose on a homeowner, the trustee is forbidden
from accepting instructions that conflict with the terms of the securi-
tization agreement. 27 5 Once the deeds of trust are securitized, they
enter into what Tamar Frankel has called "a kind of suspended ani-
mation," noting that "the sellers of the financial assets are no longer
the owners. The buyers are only beneficial owners, and the trustee
controls the assets but does not benefit from them (except by fees)."27 6

Reducing the amount of discretion any party has to alter the
terms of the borrower's loans or payment requirements may aid inves-
tors and improve the liquidity of the loan pool, but it can also force a
trustee to foreclose where a traditional lender might merely have re-
structured the loan, possibly even to the traditional lender's benefit.
In effect, the securitization process erects a wall between the borrow-
ers and the beneficial owners of the note, preventing them from work-
ing out mutually advantageous changes to the terms of the note. This
dramatic increase in the transaction costs between borrower and ben-
eficial note holder leads to great inefficiencies. The weight of these
inefficiencies falls primarily, if not exclusively, on the party that
neither approved of nor likely even knew about the possibility of

270. See Paul T. Peterson, Mortgage Servicing Takes Center Stage, SEC. MORTGAGE
MKTS. ONLINE, Dec. 1996, at http://www.freddiemac.com/finance/smm/dec96/html/
servicng.htm, (last visited Feb. 23, 2002).

271. Id.
272. Tamar Frankel, Cross-Border Securitization: Without Law, But Not Lawless, 8

DUKE J. COMp. & INT'L L. 255, 261 (1998).
273. See Chris De Reza, Allegations Fly in Securities Fraud Case, REAL EST. FIN.

TODAY, Elec. Ed., June 18, 2001, at 5, 2001 WL 8192961.
274. SECURITIZATION:, ASSET-BACKED AND MORTGAGE-BACKED SECURITIES § 8.01(C)

at 8-4 (Ronald S. Borod ed., 1998).
275. Id. at § 8.04(C) at 8-13.
276. Tamar Frankel, Cross-Border Securitization: Without Law, But Not Lawless, 8

DUKE J. COMp. & INT'L L. 255, 261 (1998).
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securitization, the borrower. Securitization itself has made the bor-
rower's life more difficult by removing the personal discretion of the
holder of the note to make exceptions for a borrower who, perhaps
through no fault of his own, is forced to miss one or more payments on
his note.2 7 7

Even in cases where the foreclosure criteria contained in the ini-
tial offering of the securities backed by mortgages give the trustee
some discretion regarding when and whether to foreclose, and even
where the trustee and servicer would want to help out a financially
troubled borrower, the underlying structure of the securities throw
roadblocks in front of the exercise of that discretion. Imagine an eld-
erly homeowner who has been the victim of fraud by a mortgage bro-
ker in the origination of the refinance of his home loan. A common
way for the holder of the note, when discovering this fraud, to resolve
the dispute with the homeowner would be to restructure the loan, ei-
ther by reducing the amount of the principal, reducing the interest
rate, or forbearing on requiring repayment of either principal or inter-
est while the homeowner is alive and instead collecting some or all of
the loan after the elderly homeowner dies. In this way, the home-
owner can live out her remaining years in peace, and the lender can
receive a fair return, delayed by an uncertain number of years.

Once the loan has been securitized, this flexibility to restructure
the loan repayment is dramatically reduced, since the loan is no
longer held as a unitary asset by one owner, but rather has been split
into a number of tranches, each tranche representing different inter-
ests held by different sets of investors. One tranche might hold the
right to any principal repayments made during the first year, another
to interest payments during that year, yet another to interest pay-
ments the second year, and so on.2 7 8

Restructuring the loan poses a substantial fiduciary dilemma to
the trustee, because it would almost inevitably involve removing some
part of a stream of income from one tranche and adding income to

277. Even when lenders continue on as servicers, they may well be loath to work
with borrowers to avoid a default, since allowing any modification of the loan may make
the lender's original representations, upon which the investors relied, untrue, which
could require the lender to take back the loan from the mortgage pool. K.C. McDaniel,
Impact of Securitization and Conduit Financing, SF11 ALI-ABA 69, 73 (2000).

278. The jargon of securitization is heavy with acronyms and initials. Mortgage-
backed securities can be sliced up and repackaged as collateralized mortgage obliga-
tions, which are known as CMOs. A CMO that divides the ownership of the mortgage-
backed securities into interest-only (10) and principal-only (PO) pieces is called a
STRIP, which stands for "Separate Trading of Registered Interest and Principal." See
Robert C. Downs & Lenora J. Fowler, Derivative Securities: Governmental Entities as
End Users, Bankrupts and Other Big Losers, 65 UMKC L. REV. 483, 491 (1997).
'Tranche" is, as previously mentioned, French for "strip."
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another tranche, "tranche warfare," so to speak.2 79 A bank could

forego mortgage payments for the life of a borrower with little finan-

cial detriment, so long as there is sufficient collateral to secure the

loan and the interest rate is competitive to the then current market

rate of interest. If the loan has been securitized into tranches divided

by principal and interest and by the year principal or interest is re-

ceived, the same agreement to forego payments would strip the

tranches receiving early payments of principal or interest of all benefit

from this particular loan, and would instead cause other tranches re-

ceiving later payments to receive a much greater sum than they would

have obtained if the loan had not been restructured. 280 Restructuring

loans,, therefore, would force trustees to choose which of the tranches

would receive extra money and which would receive none, leaving the

trustee open to claims of favoritism and breach of fiduciary duty by

the owners of securities in the tranches that bear the brunt of the

restructuring.
28 1

As loan pools are split into increasingly complex tranches, trust-

ees will find it virtually impossible to restructure loans without harm-

ing securities owners in some tranches more than others, and so might

well react, whenever possible, by refusing to restructure loans volun-

tarily, so as not to risk breaching their fiduciary duty. This could force

homeowners to resolve their disputes through litigation. The trustees'

fiduciary dilemma does not disappear even when the homeowners sue,

however, making the process of settling litigation more difficult. As a

279. This conflict of interest is examined in the commercial loan context in Geor-

gette C. Poindexter, Subordinated Rolling Equity: Analyzing Real Estate Loan Default

in the Era of Securitization, 50 EMORY L.J. 519 (2001). While this article extensively

examines the potential conflicts of interests between the servicer and the various

tranches of a commercial loan pool, it virtually ignores the effect of this conflict on the

borrower, concluding that, while resolutions of this conflict may

disadvantage the marginal borrower who, with time and indulgence, could

work out the troubled loan .... the borrowers in securitized transactions are

sophisticated parties whom we can assume understand the nuances of the

transaction. Hence, if a choice must be made, market efficiency should win out

over borrower's rights.

Id. at 562. Clearly, Professor Poindexter's analysis is not meant to apply to the much

less sophisticated residential borrowers.

280. See Downs & Fowler, 65 UMKC L. Rev. at 491 n.65 (noting that early prepay-

ment or late payment of a loan causes one tianche of a securitization to benefit at the

expense of another).

281. Professor Poindexter points out that, at least for the securitization of commer-

cial loans, most pooling and servicing agreements establishing the securitization limit

the liability of some of the parties steering the loan pool, allowing them to take some

actions even though they favor one class of securities holders over another. Poindexter,

50 EMORY L.J. at 560. Providing the opportunity for immunity would not necessarily

make a servicer willing to test the limits of that immunity by restructuring a loan for

the benefit of a defrauded borrower.
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result, homeowners might be driven to take their cases to trial, so that
the judge can force the trustee to rescind or restructure the loan.

Similarly, securitization removes one sometimes potent weapon
in the hands of a borrower who needs to have her loan restructured.
When loans were held by regional or local banks, those banks were
susceptible to bad publicity and might be loath to foreclose on the
home of, for example, an elderly borrower, especially one who was the
victim of fraud. Banks have locally recognizable brand names, so that
borrowers can threaten to picket a bank or bring discredit to the brand
name unless the bank acts reasonably in helping borrowers resolve
their problems. Banks also might have some interest in keeping their
customers satisfied, with an eye to obtaining repeat business from the
customer or new business from referrals.

Securitization, on the other hand, has allowed the markets to be
unbundled, atomizing the mortgage origination and collection pro-
cess.282 When a mortgage broker solicits the borrower, an SPV holds
the loan, and a servicer collects the payments, whom would a de-
frauded borrower picket in order to obtain a loan forbearance? 28 3 The
originator may be long gone, as many subprime lenders have in recent
years declared bankruptcy and gone out of business. The SPV is a
business entity whose sole purpose is to hold a mortgage pool, and is
completely immune from any threats to its good name, which is often
something like "Security Pool #351." The servicer is similarly immune
to threats or pleading, as it serves solely at the direction of the trustee.
The servicer little depends on the happiness or good will of the home-
owners who make payments to it, since the homeowners have no
choice whatsoever regarding which servicer collects the payments on
their loans. The trustee also does not need to keep the good will of the
borrowing public, since it gets its business from originators, not the
borrowers. A reputation as a particularly ruthless collector of debts

282. Fidelis Oditah, Selected Issues in Securitization, in THE FUTURE FOR THE
GLOBAL SECURITIES MARKET 83, 89 (Fidelis Oditah ed., 1996). Oditah argues that sepa-
rating the various aspects of the loan process provides greater efficiency by allowing
lending institutions to specialize, concentrating on specific parts of the process while
leaving the remainder to other specialized institutions. See also Frankel, 8 DUKE J.
COMP. & INT'L L. at 259. Frankel also stresses the efficiency that unbundling creates,
stating,

[W]hile banks provide "bundled" services (raising funds, usually through de-
posits, originating and servicing loans, and holding them to maturity), securi-
tization has "unbundled" these functions, enabling separate actors to perform
one or more of these functions and linking the actors through a sponsor rather
than one super-intermediary. This "unbundling" and the use of specialized ac-
tors can enhance efficiency.

Id. (internal footnote omitted).
283. See Frankel, 8 DUKE J. COMP. & INT'L L. at 259 (noting that the borrower may

be dealing with foreign corporations, who would be even more immune to local
pressure).
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might well aid the trustee or servicer in gaining new originator cli-

ents. 28 4 Furthermore, the trustee and servicer can always claim, cor-

rectly, to be bound by the foreclosure criteria contained in the initial

offering of the securities and absolve themselves of any responsibility

to exercise discretion in dealing with a desperate homeowner.

The parties to the securitization who may most be affected by bad

publicity are the underwriters, large Wall Street firms, like Lehman

Brothers and Prudential Securities, who would want to avoid tying

their firms' valuable reputation to predatory lending. While Wall

Street firms might avoid individual firms linked to predatory lending

(though their continued support of finance companies like First Alli-

ance, discussed below, throws even that supposition into doubt), they

did continue to participate in the securitization of residential loans

without attempting to root out fraudulent lenders despite widely pub-

licized hearings in 1994 and 1998 that documented how many lenders

were taking advantage of unsophisticated borrowers and that the

problem was growing dramatically.28 5

Securitization almost completely depersonalizes the lending pro-

cess and deprives the borrower of the advantages of a personal rela-

tionship with her lender.28 6 There is an odd echo here of the

underlying purpose behind the ancient prohibition against assigning a

chose in action, which was that since a creditor could have his debtor

thrown in jail for non-payment of the debt, a debtor should be able to

pick who his creditor would be and to avoid borrowing from anyone

brutal enough to demand that his debtor be imprisoned. 28 7 Now that

a borrower risks losing her house should she fall behind on her pay-

ments, she might want to pick as the holder of her note a company

with a reputation for being reasonable with borrowers in distress.

Securitization eliminates the ability of a borrower to pick his creditor,

284. See Experience Matters-Subprime Servicing Requires More Than Aggressive

Collections, MORTGAGE BANKING, May 1, 1999, 1999 WL 12029545.
285. Diana B. Henriques & Lowell Bergman, Mortgaged Lives: a Special Report,

N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at 2000 WL 19064943. Currently,
in the wake of wide publicity about predatory lending as well as suits against firms such

as Lehman Brothers regarding their securitization of loans originated by predatory
lending, these Wall Street firms may have finally taken some steps to ascertain whether

they are involved with predatory loans. See Kyriaki Venetis, Case's Progress a Concern

for 'Street'?, 26 NAT'L MORTGAGE NEWS, Jan. 28, 2002, at 2, 2002 WL 8158690. This
action may only be short lived, however, if the Wall Street firms win those suits and if

the public outcry against predatory lending, now at a feverish pitch, abates somewhat.

286. Frankel, 8 DuKE J. CoMp. & INT'L L. at 263. The extent to which securitization

depersonalizes the lending process is demonstrated by Frankel's discussion of off-shore

SPVs, so that the beneficial owner of the loan pool could be located, to the extent an SPV

has any exact location, in another country. Id. at 266.

287. For a discussion of this rationale for the prohibition against assigning the right

to collect a debt, see W. M. Holdsworth, The Origins and Early History of Negotiable
Instruments, Part 1, 31 LAW Q. REV. 12, 13 (1915).
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or even the type of creditor, such as a small bank instead of a large
bank or an individual investor, as it sweeps up the vast majority of
American mortgages into faceless, almost nameless, unknowable busi-
ness entities.

G. THE SURVIVAL OF THE HOLDER IN DUE COURSE DOCTRINE IN THE

AGE OF SECURITIZATION

Some have argued that the advent of securitization has effectively
eliminated the holder in due course doctrine, stating that the process
of indorsing each of the hundreds or thousands of notes that make up
a mortgage pool would be so time consuming as to be impractical. 28 8

Tamar Frankel stated, "Usually the servicer of the SPV's portfolio is
the loan's originator and the payee under the notes. Therefore, in
practice, notes are not endorsed, and the originator remains the
holder of the notes."28 9 While originators were formally the usual ser-
vicers of the loans they originated, this is no longer universally, or
even generally, the case. Now, the servicing rights to loans are easily
and widely bought and sold, with originators discovering that they can
avoid the volatility associated with servicing, such as varying prepay-
ment rates by borrowers, by transferring the servicing rights to a com-
pany that, because it specializes in servicing, can derive greater profit
from those rights.29 0 Small lenders in particular often sell their loans
"servicing released," meaning that the buyer of the loans also obtains
the servicing rights to them.2 9 1

Steven Levine and Anthony Gray assert that "[olriginators typi-
cally endorse and deliver notes to issuers," noting that "in the absence
of such endorsement and delivery, the transferee would be the owner
of the note but not the holder and, therefore, not a holder in due

288. See Tamar Frankel, Securitization: The Conflict Between Personal and Market
Law (Contract and Property), 18 ANN. REV. BANKING L. 197, 205 (1999). Frankel states:

In securitization, the endorsement requirement raises a serious practical prob-
lem when the number of notes involved (e.g., in the sale of mortgage loans) is
enormous, and endorsement is very costly. In addition, the borrowers may de-
fault, and notes should be in the name of the servicer or collector to facilitate
court proceedings against the borrowers.

Id. Ronald Mann also asserts that in the course of securitization, notes are not trans-
ferred by endorsement and delivery. Ronald J. Mann, Searching for Negotiability in
Payment and Credit Systems, 44 UCLA L. REV. 951, 970 (1997).

289. Frankel, 18 ANN. REV. BANKING L. at 205.
290. See Michael G. Jacobides, Mortgage Banking Unbundling: Structure, Automa-

tion and Profit, MORTGAGE BANKING, Jan. 1, 2001, 2001 WL 28402001 for this observa-
tion of the decline in servicing by the originators of loans and the probable causes for
that decline.

291. Id. For a "servicing released" sale of a note by a predatory lender, see England
v. MG Invs., Inc., 93 F. Supp. 2d 718, 723 (S.D. W. Va. 2000), discussed infra notes 611-
13 and the accompanying text.
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course."2 92 The Kravatt treatise on securitization describes in detail

the efforts that a securitizer of residential mortgages should take to

become a holder in due course and further notes, "If a note is negotia-

ble, the simplest way to transfer an ownership interest in the note is
to negotiate the note by delivering it to the pool entity if the note con-

stitutes bearer paper, or endorsing it and delivering it, if the note con-
stitutes order paper."29 3

While there may well be securitizers who do not ensure that each

note is indorsed to a new holder, the GSEs that have been the driving

engines of securitization, by and large, require that the notes be en-

dorsed before they can be securitized. For example, Freddie Mac's

Single-Family Seller/Servicer Guide requires a seller to endorse notes

delivered to Freddie Mac without recourse and states "If the Seller is

not the original payee on the Note, the chain of endorsements must be
proper and complete from the original payee on the Note to the

Seller."294 The document custodian handling this volume of documen-
tation is required by Freddie Mac to "verify that the chain of endorse-
ments is proper and complete from the original payee on the Note to

the Seller delivering the Note to Freddie Mac-not to the Servicer."2 95

Fannie Mae requires the lender to endorse the note in blank, without

recourse, and that the "last endorsement on the note should be that of

the mortgage seller."2 96 Even Ginnie Mae's recent streamlined docu-
ment requirements still requires that a "complete chain of endorse-

ments up to the pooling of the loan must be evident," though after the

note is endorsed in blank when the note is placed into a Ginnie Mae
pool, further endorsements are not required. 29 7

The new rules for endorsement under the revised U.C.C. make it

easier to endorse a large number of notes. For example, it is simpler
to staple an indorsed allonge to each of a large number of notes than to

inscribe an endorsement on the backs of each of them. Previous law

292. Steven B. Levine & Anthony L. Gray, Protecting the Transaction from Bank-
ruptcy and Insolvency Risks, in SECURITIZATION: ASSET-BACKED AND MORTGAGE-BACKED

SECURITIES § 7.07(B) at 7-37 (Ronald S. Borod ed., 2001).

293. SECURITIZATION OF FINANCIAL ASSETS § 16.04[A][1][b][ii] (Jason H.P. Kravitt
ed., 2d ed. 1997) (citations omitted).

294. Freddie Mac, Single Family Seller/Servicer Guide, Vol. 1, at Ch. 16.4 (2000),
available at http://www.allregs.com (last visited Mar. 22, 2002).

295. Freddie Mac, Single Family Seller/Servicer Guide, Vol. 1, at Ch. 18.6(b) (2001),
available at http://www.allregs.com (last visited Mar. 22, 2002).

296. Fannie Mae, Single Family Selling Guide, Part /V, at 102 (1994), available at
http://www.allregs.com (last visited Mar. 22, 2002).

297. Ginnie Mae, Memo 01-08: Streamlining of Ginnie Mae's Documentation Re-

quirements (Apr. 20, 2001), available at http://www.allregs.com (last visited Mar. 22,
2002). See discussion of Ginnie Mae's requirements in KENNETH G. LORE & CAMERON L.

COWAN, MORTGAGE-BACKED SECURITIES: DEVELOPMENTS AND TRENDS IN THE SECONDARY

MORTGAGE MARKET 5-25 to -26 (2000).
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arguably allowed the use of an allonge only when there was insuffi-
cient space on the back of the negotiable instrument for a new indorse-
ment, presumably to preserve the record of previous endorsers in an
orderly fashion. 298 Under the new revision of U.C.C. Article 3, al-
longes are allowed even when there is space for more indorsements on
the instrument.29 9 Similarly, previous law required an allonge to be
so firmly affixed as to be part of the original document, denying a loan
purchaser status as a holder in due course where, for example, it
failed to staple its allonges to the back of its notes. 300 The new U.C.C.
omits this requirement, requiring only a "paper affixed to the instru-
ment" and leaving open the possibility that allonges could merely be
paper-clipped or otherwise loosely attached. 30 1

Evidence that securitizers do in fact indorse their notes can be
found in the case Bankers Trust (Delaware) v. 236 Beltway Invest-
ment,30 2 in which two general partners of a limited partnership
sought to reform a note to avoid personal liability on it, claiming that
the loan should have been non-recourse. 30 3 The trustee of the securi-
tization asserted that it was a holder in due course, and so he took the
loan free of any personal defenses such as reformation. The partners
furiously challenged the trustee's holder in due course status, claim-
ing that the trustee was not a bona fide holder because (a) the trustee
did not have physical possession of the note; (b) the trustee did not

298. For cases in which the court held that an allonge could be used only when there
was insufficient space on the note for an indorsement, see Crossland Sav. Bank v. Con-
stant, 737 S.W.2d 19, 21 (Tex. Ct. App. 1987); Pribus v. Bush, 173 Cal. Rptr. 747, 749,
751 (Ct. App. 1981); and Bishop v. Chase, 56 S.W. 1080 (Mo. 1900). But see Osgood's
Admrs. v Artt, 17 F. 575 (C.C. Ill. 1883); Haug v. Riley, 29 S.E. 44, 46 (Ga. 1897); and
Com. Secur. Co. v. Main St. Pharmacy, 94 S.E. 298, 299 (N.C. 1917) for cases in which
the court held that use of an allonge was proper even though the note had space availa-
ble for indorsement. For a discussion of these cases generally, see V.G. Lewter, Annota-
tion, Indorsement of Negotiable Instrument by Writing Not on Instrument Itself, 19
A.L.R.3d 1297 (1968).

299. "An indorsement on an allonge is valid even though there is sufficient space on
the instrument for an indorsement." U.C.C. § 3-204, cmt.1 (1999). See also John
Krahmer, Commercial Transactions, 53 SMU L. REV. 729, 737-38 (2000) (discussing
conflicting opinions on whether cases arising under the previous Article 3 should be
interpreted under the more flexible rules of the 1990 revision).

300. U.C.C. § 3-202(2) (Pre-1990 Version). See Barry Hart Dubner, The Case of the
$19 Million Staple, 6 COOLEY L. REV. 37, 45 (1989). See also S.W. Resolution Corp. v.
Watson, 964 S.W.2d 262, 264 (Tex. 1997) (holding that an allonge was "firmly affixed" to
a note where it had been stapled, clipped, and taped to the note, then removed and
restapled multiple times, as the holder removed the staple in order to photocopy the
note and allonge separately).

301. U.C.C. § 3-204(a). See also Henry J. Bailey, New 1990 Uniform Commercial
Code: Article 3, Negotiable Instruments, and Article 4, Bank Deposits and Collections, 29
WILLAMErrE L. REV. 409, 452 (1993) (discussing the new rule).

302. 865 F. Supp. 1186 (E.D. Va. 1994).
303. Bankers Trust (Delaware) v. 236 Beltway Inv., 865 F. Supp. 1186, 1189-91

(E.D. Va. 1994).
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acquire the note for value (arguing that the investors paid for the
note, not the trustee); (c) the trustee received the note as part of a bulk
transfer of 141 mortgages; and (d) since the pooling agreement stated
that all of the loans in the pool were non-recourse, the trustee had
knowledge of the partners' defense when it acquired the loan. 30 4 The
court beat back each of these objections to holder in due course status,
finding that the trustee did not need to have personal physical custody
of the note so long as the note was held by its agent; that the trustee
had delivered value for the note by delivering the securities in ex-
change for the mortgages; that the bulk assignment exception, which
denies holder in due course status to a bulk buyer of mortgages, did
not apply because the trustee did not receive the note as part of a bulk
sale of a portion of the seller's entire assets; and that the information
contained in the pooling agreement did not constitute proof of actual
knowledge required to disprove the good faith of the holder. 30 5 In the
end, though, the court found that the adjustable rate feature of the
mortgage prevented the trustee from being a holder in due course
under then-existing Virginia law.30 6

Similarly, in C.W. Haynes v. Midfirst Bank, SSB, 30 7 the original
holder of twenty-one mortgages indorsed them to another mortgage
corporation that, after returning four of the loans, indorsed the re-
maining mortgage notes in blank. The second corporation delivered
the mortgages to one of Ginnie Mae's document custodians for pooling
in a Ginnie Mae mortgage pool, but never paid the original holder of
the mortgages. When the original holder sought to invalidate the
transfer to the second mortgage corporation and to Ginnie Mae, Gin-
nie Mae asserted its status as a holder in due course as a defense. The
trial and appellate courts agreed, finding that Ginnie Mae became a
holder when its agent received the notes indorsed in blank and that
Ginnie Mae gave value for the notes by delivering a security to the
other mortgage company. The trial court directly refuted the asser-
tion by many modern academics that the holder in due course doctrine
no longer plays a role in the modern mortgage system, stating:

Haynes argues that UCC Article Three should not apply
in this case because the rationale underlying the good faith
purchaser for value concept (embodied in Article Three as
holder in due course) no longer applies in modern day trans-
actions. Haynes contends that this protection is unnecessary
in modern day transactions because a merchant can "require

304. Bankers Trust, 865 F. Supp. at 1194-97.
305. Id. at 1195-97.
306. Id. at 1197-98.
307. 1996 WL 308285 (4th Cir. 1996) (per curiam). See also Midfirst Bank, SSB v.

C.W. Haynes & Co., 893 F. Supp. 1304 (D.S.C. 1994), affd, 87 F.3d 1308 (4th Cir. 1996).
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the strictest accounting from the person whom he is receiving
the instrument." However, Article Three of the U.C.C. con-
trols transfers of negotiable instruments, and the mortgage
notes are clearly negotiable. If U.C.C. should not apply in
this case and the holder in due course doctrine is no longer
warranted, then any abolishment of that body of law should
come from the legislature, not the court. 30 8

In Dupuis v. Federal Home Loan Mortgage Corp. ,309 the court also
found the holder in course doctrine to be relevant to securitized loans.
There, a homeowner brought suit against Federal Home Loan Mort-
gage Corp. ("FHCMC"), alleging that the servicer of a pool of loans was
an undisclosed agent for FHCMC and had defrauded her by failing to
disburse to her the full amount of her loan or to credit her with pay-
ments she made to the servicer. The court found that while FHCMC
was an undisclosed principal and normally would be bound by the ac-
tions of its agent, because FHCMC was a government sponsored en-
tity, an agent could not bind FHCMC beyond the agent's authority.3 10

The court also found FHCMC to be a holder in due course, despite the
fact that it purchased so many loans from the servicer and made the
servicer its agent. Because the servicer was not FHCMC's agent for
the purpose of obtaining or closing loans, but just for servicing them,
FHCMC held the loan free of any defenses the borrower may have had
against the originator of the loan. 31 ' These cases illustrate that the
holder in due course doctrine still plays an important role in the as-
signment of risk in the modern mortgage industry. "The holder in due
course doctrine is often asserted in consumer transactions, particu-
larly direct loans secured by mortgages," according to a state con-
sumer affairs official. 3 12

308. Midfirst Bank, 893 F. Supp. at 1312 (citation omitted). See also James v. Na-
tionsbank Trust Co., 639 So. 2d 1031 (Fla. Dist. Ct. App. 1994) discussed supra, in
which a trustee of a mortgage pool moved for summary judgment based on its alleged
status as a holder in due course. The court denied that motion, based on allegations by
the borrowers that the trustee had purchased the pool of mortgages with actual knowl-
edge of the fraudulent sales scheme of the originator of the loans, a wholly-owned sub-
sidiary of a company indicted for criminal fraud for its sales of overpriced houses
through fraudulent appraisals that misrepresented the value of the homes. Id. at 1034.
However, it appears that unless the borrowers could somehow show that the trustee
had knowledge of the originator's fraud at the time the trustee acquired the mortgages
for the pool, then the borrowers' defenses based on the fraud conducted by the originator
of the note would be cut off because the trustee would be a holder in due course.

309. 879 F. Supp. 139 (D. Me. 1995).
310. Dupuis v. Fed. Home Loan Mortgage Corp., 879 F. Supp. 139, 144-45 (D. Me.

1995).
311. Dupuis, 879 F. Supp. at 146.
312. Philip S. Porter, The Two Faces of Truth-in Lending, 12-APR S.C. LAW. 18

(2001). At the time of his article, Porter was South Carolina's Consumer Advocate and
current administrator of its Department of Consumer Affairs. Id.
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IV. THE RAPID AND TROUBLING GROWTH OF SUBPRIME

LENDING

A. SUBPRIME LENDING AND SUBPRIME BORROWERS

A second major change affecting borrowers recently, in addition to

securitization, has been the enormous growth in subprime lending,

which has been defined by federal banking agencies as "extending

credit to borrowers who exhibit characteristics indicating a signifi-

cantly higher risk of default than traditional bank lending custom-

ers."31 3 Any analysis of predatory lending must include a discussion

of subprime lending because most predatory lending occurs in the sub-

prime market, which has been called a "fertile ground for predatory

lending practices."3 14 By comparison, the prime market normally de-

ters predatory lending because it is conducted by such regulated enti-

ties as banks and credit unions, as well as through robust competition

among lenders, more informed borrowers and simpler, more homoge-

nous loan terms.3 15 The number of subprime home equity loans in-

creased thirteen-fold in just six years, from 66,000 in 1993 to 856,000

in 1999,316 a growth fueled by securitization. 3 17 Subprime loans are

made typically to borrowers with limited or impaired credit histories,

or who have a large amount of debt given their income. 3 18 Some sub-

prime lenders specialize in serving customers who are unable or un-

willing to provide credit documentation, such as employment

history.3 19 Many of the consumers who obtain subprime loans either

313. Donna Tanoue, 'Predatory Lending' Raises Default Risk, MORTGAGING SERV.

NEWS, June 16, 2000, at 4, 2000 WL 18803344 (quoting Interagency Guidance on Sub-

prime Lending, March 1, 1999). As the subprime market continues to expand and ma-

ture and traditional banks increasingly enter the subprime market, this definition will

become anachronistic, since it will become traditional for banks to lend to subprime

borrowers.
314. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 2-3 (June

2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.

9, 2002).
315. Id. at 2.
316. Governor Edward M. Gramlich, Address at Cleveland State University, Cleve-

land, Ohio, (Mar. 23, 2001), at http://www.federalreserve.gov/boarddocs/speeches/
2 0 0 1/

20010323/default.htm (last visited Feb. 23, 2002).

317. For a useful, detailed study of the subprime market, see Cathy Lesser Mans-

field, The Road to Subprime "HEL" Was Paved With Good Congressional Intentions:

Usury Deregulation and the Subprime Home Equity Market, 51 S.C. L. REV. 473 (2000).

318. Mortgage Lending Abuses: Hearing Before the House Comm. On Banking and

Financial Services, 106th Cong. (2000) (statement of Gary Gensler, Treasury Under

Secretary, May 24, 2000).
319. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 34 (June

2000), at http://www.hud.gov/library/bookshelfl8/Pressrel/treasrpt.pdf (last visited Mar.

9, 2002). These borrowers with little documentation are labeled "low-doc" or "no-doc"

borrowers. Id.
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have fewer credit options than other borrowers or perceive incorrectly
(a misperception often created or fostered by a subprime lender) that
they have fewer such options.320 Also, subprime loans include those
too small for most prime lenders. 32 1 Subprime lending is also referred
to as "B/C" or "nonconforming" credit,3 22 and serves communities that
have in the past been under-served by more traditional lenders. 3 23

Unlike the prime market, which is typically entered by borrowers
seeking either to purchase a home or to refinance an existing loan at
more favorable rates, the subprime market is used far more often by
borrowers seeking either to consolidate debt or to purchase home im-
provements or consumer goods.3 24 According to a Treasury report,
over seventy-five percent of the growth between 1993 and 1998 in sub-
prime lending to low to moderate income borrowers and areas can be
attributed to refinancing of existing loans rather than to new loans for
the purchase of a home. 3 2 5 More than one half of first lien subprime
mortgages and up to seventy-five percent of second lien subprime
mortgages are used for debt consolidation as well as other consumer

320. Statements to the Congress, 86 FED. REs. BULL. 454, 462-63 (2000) (statement
by Governor Edward M. Gramlich, Member, Board of Governors of the Federal Reserve
System, before the Comm. on Banking and Financial Services, May 24, 2000).

321. Mortgage Lending Abuses: Hearing Before the House Comm. On Banking and
Financial Services, 106th Cong. (2000) (statement of Gary Gensler, Treasury Dep't
Under Secretary, May 24, 2000). For an extensive and penetrating analysis of the
fringe banking system, which serves those borrowers either without property or seeking
loan amounts too small even for the subprime market, see Lynn Drysdale & Kathleen E.
Keest, The Two-Tiered Consumer Financial Services Marketplace: The Fringe Banking
System and Its Challenge to Current Thinking About the Role of Usury Laws in Today's
Society, 51 S.C. L. REV. 589, 631 (2000).

322. Home Equity Lending Abuses in the Subprime Mortgage Industry; Hearing
Before the Senate Special Subcommittee on Aging, 105th Cong. (1998) (prepared state-
ment of the Federal Trade Commission, Mar. 16, 1998), available at http:ll
www.senate.gov/-aging/hrl4ft.htm (last visited Feb. 23, 2002). Most lenders split bor-
rowers and credit into categories such as "A," "B," "C," "C-" and "D" even though there is
no universal industry standard for these categories. Borrowers with almost unblem-
ished credit records are given "A" ratings, while those currently in bankruptcy or fore-
closure are rated "F". See Predatory Lending Practices: Hearing Before United States
Senate Special Comm. on Aging, 105th Cong. (1998) (statement by Prof. Gene A. Marsh,
University of Alabama School of Law), available at 1998 WL 8993224.

323. Home Equity Lending Abuses in the Subprime Mortgage Industry; Hearing
Before the Senate Special Subcommittee on Aging, 105th Cong. (1998) (prepared state-
ment of the Federal Trade Commission, Mar. 16, 1998), available at http:/!
www.senate.gov/-aging/hrl4ft.htm (last visited Feb. 23, 2002).

324. Mortgage Lending Abuses: Hearing Before the House Comm. On Banking and
Financial Services, 106th Cong. (2000) (statement of Gary Gensler, Treasury Under
Secretary, May 24, 2000).

325. Robert E. Litan, et al., The Community Reinvestment Act After Financial Mod-
ernization: A Baseline Report, U.S. Department of Treasury, at 19 (April 2000), at http:/
/www.ustreas.gov/press/releases/reports.htm (last visited Mar. 21, 2001).
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credit purpose, and not to purchase the home, for home improvements,
or to refinance an existing loan.

3 2 6

Subprime loans are significantly more expensive than prime

loans to borrowers, both in terms of interest rates and points and fees.

For example, Professor Lesser Mansfield reports that when she re-

viewed SEC filings for the interest rates of the subprime loans that

had been placed in securitized pools, those filings showed an interest

rate range of 3% to 19.99% in 1999, with a median interest rate be-

tween 11% and 11.99%, much higher than the annualized rate for con-

ventional thirty year mortgages, which averaged 7.43%.327 Subprime

loans also include much higher points and fees than prime loans, aver-

aging ten to fifteen points in fees, or three to five times as much as the

three or four points typically charged for conventional borrowers. 3 28

The excessive interest rates paid by many subprime borrowers have

been documented in a recent study by Freddie Mac researchers, who

compared interest rates on loans rated A-minus and originated by

subprime lenders with loans rated A-minus by a Freddie Mac under-

writing model and purchased as prime loans by Freddie Mac. Despite

the identical A-minus rating, the subprime loans averaged 215 basis

points higher, 100 basis points of which could not be explained.3 29

Lenders argue that they charge higher interest rates and fees for

subprime loans because of the increased risk characteristics of sub-

326. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 26 (June

2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

327. Mansfield, 51 S.C. L. REV. at 536-37. Professor Mansfield's findings correlate
with the 1998 estimate of the subprime industry's own trade group, the National Home

Equity Mortgage Association (NHEMA), that subprime mortgages' average interest rate
is between two percent and six percent higher than the prime rate. See Statement of the

National Home Equity Mortgage Association on Home Mortgage Lending Disclosure Re-

form Before the Housing & Community Development and Financial Institutions & Con-
sumer Credit Subcomms. of the U.S. House of Representatives Committee on Banking
and Financial Services (September 16, 1998), at http://www.house.gov/financialservices/
91698nhe.htm (last visited June 19, 2001). A more recent estimate is that subprime
mortgages average 1.5% to 7% higher than prime mortgages. Robert Pollsen, Joseph
Hu & Jay Elengical, Residential MBS Post Solid Year, MORTGAGE BANKING, May 1,
2001, at 4254, 2001 WL 11398554.

328. ACORN (Association of Community Organizations for Reform Now), Separate

and Unequal: Predatory Lending in America 28 (Nov. 14, 2001), at http:/
www.acorn.orglacornlO/predatorylending/plreports/report.htm (last visited Feb. 23,
2002). See also Paul D. Davies, Subprime Lenders Prey on Hard-Luck Consumers,
PHILADELPHIA DAILY NEWS, Feb. 7, 2001, 2001 WL 12167836.

329. See Harold L. Bunce, et al., Subprime Foreclosures: The Smoking Gun of Preda-

tory Lending? 258-59, available at http://www.huduser.org/publications/polleg/hpc-
proceedings.html (last visited Feb. 23, 2002). A basis point is 1/100 of 1 percent, so that
215 basis points equal 2.15%, and a 10% interest rate is 200 basis points higher than an
8% interest rate.
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prime borrowers. 3 30 Subprime borrowers are more likely than prime
borrowers, on average, to be delinquent on their payments, though
this increased delinquency is due in part to the higher interest rates
and fees charged to subprime borrowers. 33 1 Market researcher Mort-
gage Information Corp. reports that at last year's end, the level of sub-
prime loans delinquent by ninety days or more was ten times that of
conventional loans, though still only 2.73%.332 Lenders further argue
that subprime loans require increased due diligence costs and that
servicing subprime loans is more expensive, both of which drive up the
costs that lenders must charge subprime borrowers. 3 33

Subprime lending is disproportionately prevalent in low income
and minority neighborhoods, being three times more likely in low-in-
come than high-income neighborhoods, and with subprime refinancing
five times more likely in predominantly black neighborhoods than in
predominantly white neighborhoods. 334 Worse yet, the disparity be-
tween the use of subprime lending in black and white neighborhoods
is so great that borrowers in high income black neighborhoods relied
on subprime refinancing twice as much as borrowers in low income
white neighborhoods, with thirty-nine percent of high income home-
owners in black neighborhoods using subprime financing compared to
only eighteen percent of low income homeowners in white
neighborhoods.

33 5

This targeting of minority neighborhoods can partially be attrib-
uted to the fact that these neighborhoods have been traditionally

330. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the Senate Comm. On Banking, Housing and Urban Affairs, 107th Cong. (2001)
(testimony of John A. Courson, President and CEO, Central Pacific Mortgage Co., on
behalf of the Mortgage Bankers Association), at http://banking.senate.gov/01-07hrg/
072701/courson.htm (last visited Mar. 11, 2002).

331. See Comments of the National Consumer Law Center and Consumer Federation
of America to the FDIC on Predatory Mortgages, at http://www.nclc.org/preda-
tory-lending/fdic.html (last visited Mar. 26, 2002).

332. Home Bound: Nasty Surprise Haunts Some Folks' Mortgage: A Prepayment
Penalty, WALL ST. J., at Al, Aug. 1, 2001, 2001 WL-WSJ 2871388.

333. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the Senate Comm. On Banking, Housing and Urban Affairs, 107th Cong. (2001)
(testimony of John A. Courson, President and CEO, Central Pacific Mortgage Co., on
behalf of the Mortgage Bankers Association), at http://banking.senate.gov/01-07hrg/
072701/courson.htm (last visited Mar. 11, 2002).

334. Dep't of Housing & Urban Dev., Unequal Burden: Income & Racial Disparities
in Subprime Lending in America, (April 2000), at http://www.hud.gov/library/book-
shelfl8/pressrel/subprime.html (last visited Feb. 23, 2002); Joint U.S. Dep't of Housing
and Urban Dev.-U.S. Dep't of the Treasury Task Force on Predatory Lending, Curbing
Predatory Home Mortgage Lending 47 (June 2000), at http://www.hud.gov/library/book-
shelfl8/pressrel/treasrpt.pdf (last visited Mar. 9, 2002). In 1993, the subprime refi-
nance rate was eight percent in black neighborhoods and only one percent in white
neighborhoods. Id.

335. Id. at 48.
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under-served by prime lenders. 336 By comparison, GSEs such as
Freddie Mac and Fannie Mae have the same market share in upper-
income black households as they do in the very low-income white mar-
ket.3 3 7 Historically, the refusal of lenders to provide credit in low in-
come or minority neighborhoods could be explained by the increased
cost of obtaining accurate information regarding potential
creditworthy borrowers in neighborhoods where they are less likely to
be found.338 However, with the increased ability to obtain inexpen-
sive credit information about borrowers in low income neighborhoods
through commercially available and nearly instantaneous credit scor-
ing, combined with the computer enhanced ease of manipulating this
flood of data, lenders should be able to find creditworthy borrowers
wherever the borrowers live and whatever their race or ethnicity. 33 9

While the question is contested, current research indicates that credit
discrimination against minority borrowers persists. 3 40

336. A Woodstock Institute Report, Two Steps Back: The Dual Mortgage Market,
Predatory Lending, and the Undoing of Community Development, found that the prime
lenders who serve white and upper-income neighborhoods have not provided credit as
widely in lower income and minority neighborhoods. Report Finds Dual Market in Refi-
nance Loans Subprime Lenders Dominate Lending in Minority Neighborhoods, Wood-
stock Institute, at http://www.woodstockinst.org/twosteps.html (Nov. 15, 1999) (last
visited Feb. 24, 2002). The Woodstock Institute concludes that this failure by prime
lenders to lend in lower income or minority neighborhoods has provided great impetus
to subprime lenders to dominate these neighborhoods. Id.

337. Harold Bunce, An Analysis of GSE Purchasing of Mortgages for African-Ameri-
can Borrowers and their Neighborhoods, HUD Paper HF-011, (2000), at http://
www.huduser.org/publications/hsgfin/workpaprll.html (Dec. 2000) (last visited Feb.
24, 2002).

338. Timothy C. Lambert, Fair Marketing: Challenging Pre-Application Lending
Practices, 87 GEO. L.J. 2181, 2221 (1999). Lambert notes that "a particular segmenta-
tion of the market may be permissible if the additional process costs of obtaining the
needed information to extend credit to a smaller number of borrowers in a low-income
neighborhood exceeds the expected losses to the financial institution for not lending to
this creditworthy group." Id.

339. Lambert, 87 GEO. L.J. at 2221-22. Lambert notes that financial institutions
seeking to lend in low income neighborhoods will have greater information gathering
costs, as much of the income and assets of potential borrowers in these neighborhoods
does not fit into the lenders' typical models for credit standards; income such as infor-
mal rent payments and assets held outside of bank accounts are not counted by under-
writers, and there may be fewer property appraisals in neighborhoods where banks
have offered fewer loans, making any new appraisals less reliable. Id. Credit scoring is
a process of assigning numerical values to a variety of factors that indicate the
creditworthiness of a potential borrower, then applying a statistical formula to those
various numerical values, creating an individual number representing the creditworthi-
ness of the subject. Among the factors examined are income, assets, employment, debt
and repayment history, and age. Kenneth G. Gunter, Computerized Credit Scoring's
Effect On the Lending Industry, 4 N.C. BANKING INST. 443, 444 (2000).

340. See Robert E. Litan, et al., The Community Reinvestment Act After Financial
Modernization: A Baseline Report, U.S. Department of Treasury, at 19 (April 2000) (cit-
ing recent studies regarding credit administration), at http://www.ustreas.gov/press/re-
leases/reports.htm (last visited Mar. 9, 2002). For an explanation of discrimination
theory and the resulting lending shortfall, see Peter P. Swire, The Persistent Problem of
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Subprime lending is also aimed at elder homeowners, many of
whom have significant equity in their homes and need funds either for
home repairs or for retirement.34 1 The ideal customer for a subprime
loan has been described as "an uneducated widow who is on a fixed
income ... who has her house paid off, is living off of credit cards, but
having a difficult time keeping up her payments, and who must make
a car payment in addition to her credit card payments."34 2

Subprime borrowers are typically less educated than prime bor-
rowers. For example, only thirty-eight percent of subprime loans are
taken out by college graduates, while sixty percent of prime loans in-
volve college graduates. 34 3

The subprime market has until recently been increasing at a
rapid rate, much more rapidly than the remainder of the lending mar-
ket.3 44 Between 1993 and 1998, subprime mortgage refinancing grew
from fewer than 100,000 loans to more than 800,000, while refinanc-
ing from prime lenders barely increased.3 4 5 The subprime market has
increased its share of all mortgage originations from five percent of all
originations in 1994 to almost thirteen percent of all originations in
1999.346 It is estimated that loan originations in the subprime market
have increased from $35 billion as of 1994 to $160 billion five years

Lending Discrimination: A Law and Economics Analysis, 73 TEX. L. REV. 787 (1995).
For a market-failure theory of the lending shortfall problem, see Michael Klausner,
Market Failure and Community Investment: A Market-Oriented Alternative to the Com-
munity Reinvestment Act, 143 U. PA. L. REV. 1561, 1565-72 (1995) and Keith N. Hylton
& Vincent D. Rougeau, Lending Discrimination: Economic Theory, Econometric Evi-
dence, and the Community Reinvestment Act, 85 GEO. L.J. 237, 253-62 (1996). For the
argument that existing bank regulations lead to the shortfall of lending in urban minor-
ity communities, see Keith N Hylton, Banks and Inner Cities: Market And Regulatory
Obstacles to Development Lending, 17 YALE J. ON REG. 197 (2000).

341. For example, an estimated thirty-five percent of subprime borrowers were fifty-
five years old or older, compared to only twenty-one percent of subprime borrowers.
Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task Force on
Predatory Lending, Curbing Predatory Home Mortgage Lending 36 (June 2000), at
http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar. 9, 2002).

342. Predatory Lending Practices: Hearing Before the U.S. Senate Special Comm. on
Aging, 105th Cong. (1998) (statement of Jim Dough, Mar. 16, 1998), available at 1998
WL 8993304.

343. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 37 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

344. The subprime market quadrupled between 1994 and 1999, then fell about
twelve percent during 2000 as "some lenders faced financial problems after making bad
loans," according to the WALL STREET JOURNAL'S report, citing the trade publication IN-
SIDE MORTGAGE FINANCE. See Home Bound: Nasty Surprise Haunts Some Folks' Mort-
gage: A Prepayment Penalty, WALL ST. J. , Aug. 1, 2001, at Al, 2001 WL-WSJ. 2871388.

345. James B Kelleher, What's Their Angle? Consumers Must Be Careful When Bor-
rowing From Subprime Lenders, CHI. TRIB. June 16, 2000, at 1, 2000 WL 3675686.

346. Federal Trade Commission, Predatory Lending Practices in the Home-Equity
Lending Market: Prepared Statement Before the Board of Governors of the Federal Re-
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later, with total outstanding subprime loans of $426 billion at the end
of 1998.34 7 Half would be categorized as A-, and the other half as B, C
and D paper. 348 Most subprime loans are made by mortgage brokers,
then purchased by banks.34 9

B. THE CAUSES OF SUBPRIME LENDING'S INCREASE

This increase in subprime lending can be explained by a number
of factors. A primary one is that the existence of ready capital availa-
ble to lenders through the securitization of subprime loans has dra-
matically increased their ability to make those loans. Before the
1990s, most subprime loans were not securitized and instead "were
sold as whole loans to individual investors" looking for high invest-
ment returns and not frightened by substantial risk.3 50 After a few
successful securitizations of subprime loans, Wall Street quickly grew
interested in securitizing subprime loans, initially simply handling
the securitization and finding investors, but gradually taking a larger
role. Wall Street firms began "making short-term loans to subprime
lenders," giving subprime lenders capital to make more loans. 35 1 In
return, the Wall Street firms not only received interest on the short
term loans, but also additional fees from the increased subprime
securitization.

35 2

By 2000, of the roughly $240 billion worth of subprime mortgage
loans that were outstanding, about $100 billion, or over one third, had

serve System, (Sept. 7, 2000), at http://www.ftc.gov/os/2000/09/predatorylending.htm
(last visited Mar. 23, 2002).

347. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 26, 28 (June
2000) (citation omitted), at http://www.hud.gov/library/bookshelfl8/pressrel/
treasrpt.pdf (last visited Mar. 9, 2002). In their article, Mortgage Credit Outlook, Mark
M. Zandi and Brian Nottage cite an estimate by Economy.com that there is $400 billion
in subprime loans currently outstanding, which is 9% of the total mortgage debt out-
standing. Mark M. Zandi & Brian Nottage, Mortgage Credit Outlook, SEC. MORTGAGE
MKTs. REPS, Feb. 2001, at 3.

348. See Michael Murray, States, Lenders, Discuss Predatory Issues, REAL EST. FIN.
TODAY, Elec. Ed., July 3, 2000, at 7, 2000 WL 8249281.

349. Steven Cocheo, Will Predatory Lending Shift Fair-Lending Enforcement?, 92
A.B.A. BANKING J. 7 (2000), 2000 WL 8249281 (citing Alexander Ross, special litigation
counsel for Justice Department's Civil Rights Division). Laura J. Borrelli, past Presi-
dent of the National Home Equity Mortgage Association, estimates that mortgage bro-
kers originate over fifty percent of the subprime loans. Mortgage Lending Abuses:
Hearing Before the House Comm. On Banking and Financial Services, 106th Cong.
(2000) (testimony of Laura J. Borrelli, May 24, 2000), available at 2000 WL 19304104.

350. James B. Kelleher, What's Their Angle? Consumers must Be Careful When Bor-
rowing from Subprime Lenders, CHI. TRIB., June 16, 2000, at 1, 2000 WL 3675686.

351. Id.
352. Id.
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been securitized. 353 Lenders have been able to expand rapidly by
making loans and quickly selling them to a securitizer or securitizing
the loans themselves, receiving back the principal on the loan while
retaining as an immediate profit the lenders' fees and often a portion
of the securitized tranches.354 "These independents, starting out,
were doing $50 million in underwriting the first year, $100 million the
next, $1 billion the third," said Cary Thomson, CEO of Aames Finan-
cial Corporation, a major subprime lender.355 In this way, a subprime
lender can lend far more money during the course of the year than its
balance sheet would otherwise make possible. The reliance of sub-
prime lenders on the secondary mortgage market can be seen in the
reaction of the subprime market to the 1999 liquidity crisis, which oc-
curred when investors, shaken by Russia's default on its foreign debt,
withdrew capital from the subprime market. A number of subprime
lenders went out of business, ready to start again at a moment's notice
if the market changed. 356

Another reason for the increase in the subprime market has been
the preemption of state usury laws by Congress, primarily by the De-
pository Institutions Deregulation and Monetary Control Act of 1980
(DIDMCA).357 In her excellent article, The Road to Subprime "HEL"
Was Paved with Good Congressional Intentions: Usury Deregulation
and the Subprime Home Equity Market,358 Cathy Lesser Mansfield
traces the enactment of DIDMCA, which its supporters hoped would
increase the availability of mortgage funds by buttressing the viability
of savings and loans and by allowing mortgage interest rates to be
market-driven. 35 9 DIDMCA preempts state usury ceilings on first

353. Kevin Guerrero, N.Y Working on Guidelines To Cut Predatory Lenders From
Securitization Funds, AM. BANKER, May 16, 2000, at 4, 2000 WL 331599 (citing Moody's
Investor Service and SMR Research Corp. of Hackettstown, N.J.).

354. Robert J. Grossman, Securitize or Sink, J. LENDING & CREDIT RISK MGMT., Apr.
1, 2000, at 56, 2000 WL 17178326.

355. Lawrence Richter Quinn, Subprime's Thaw, MORTGAGE BANKING, May 1, 1999,
at 18, 1999 WL 12029538. First Franklin Financial Corp., of San Jose, CA, is another
example of such rapid growth in the mortgage industry. See First Franklin, About First
Franklin Financial Corp., at http://www.first-franklin.com/about/corporate.html (last
visited Mar. 10, 2002).

356. For example, one mortgage originator dropped from three hundred employees
nationwide in late 1998 to just six in 2000, though its chief executive said, "[I]f the
secondary market changes, I'll be back in business in a big way." Mary Fricker, Lender
Exits Subprime Loans, THE PRESS DEMOCRAT (Santa Rosa, Cal.), June 18, 2000, at El,
2000 WL 6213513.

357. Depository Institutions Deregulation and Monetary Control Act of 1980, Pub.
L. No. 96-221, § 501(a), 94 Stat. 132, 161-62 (codified as amended at 12 U.S.C. § 1735f-
7a (1994)).

358. Cathy Lesser Mansfield, The Road to Subprime "HEL" Was Paved With Good
Congressional Intentions: Usury Deregulation and the Subprime Home Equity Market,
51 S.C. L. REV. 473 (2000).

359. Mansfield, 51 S.C. L. REV. at 502.
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mortgage loans that are made by most lenders, such as banks, mort-
gage bankers, and HUD-approved lenders under the National Hous-
ing Act. 3 60 DIDMCA further preempts state laws by allowing a state-
chartered financial institution to export the law of its own state into
any other state where it does business. 36 1 Naturally, this exportation
and preemption encourages lenders to be based in states with little or
no usury regulation. Although it is not clear that Congress intended
to preempt usury laws for non-purchase money loans, the courts have,
somewhat grudgingly, concluded that DIDMCA applies to all first po-
sition liens, whether or not the loan involved was used to purchase the
property securing the loan.3 62

The subprime lending industry's rapid increase is also due to ag-
gressive advertising by subprime lenders. Mortgage brokers around
the country obtain borrowers by bombarding homeowners with loan
offers, using telephone calls, door-to-door marketing, or fliers. 36 3 One
homeowner made a common complaint, "I get calls and letters every
week. One company contacted me twice in the same day."36 4 One
form of deceptive advertising is to send out solicitations that are de-
signed to resemble collection notices, so that frightened homeowners
will reply, only to be cajoled into taking out high cost loans.3 65 This
aggressive marketing is so effective that it has captured a significant
number of borrowers who could have obtained prime loans at much
lower interest rates. The exact number of subprime customers who
could have obtained prime rate loans is difficult to determine, but the
estimates range from a low of ten percent to thirty-five percent 36 6 to a
high of up to fifty percent. 36 7 Subprime lenders are able to snare
prime, creditworthy borrowers in part by contacting homeowners who

360. 12 U.S.C. § 1831d(a) (1994).
361. Lynn Drysdale & Kathleen E. Keest, The Two-Tiered Consumer Financial Ser-

vices Marketplace: The Fringe Banking System and Its Challenge to Current Thinking
About the Role of Usury Laws in Today's Society, 51 S.C. L. REV. 589, 631 (2000).

362. See Smith v. Fidelity Consumer Discount Co., Nos. 88-1406, 88-1444, 1989 WL
106695, at *16-*17 (3d Cir. Jun. 27, 1989), affd, 898 F.2d 896 (3d Cir. 1990) as well as
other cases cited in Mansfield, 51 S.C. L. REV. at 515-21.

363. Paul D. Davies, Some Subprime Brokers Use Questionable Tactics, Confuse
Borrowers, PHIL. DAILY NEWS, Feb. 6, 2001, 2001 WL 12167789.

364. Id.
365. Jim Peterson, Lender Beware. "Predatory Lending" Threatens Subprime Lend-

ers, A.B.A. BANKING J., Feb. 1, 2001, at 40, 2001 WL 11595148.
366. U.S. Department of Justice, Fair Lending Enforcement Program, at http://

www.usdoj.gov/crt/housing/bll01.htm (Jan. 2001) (last visited Feb. 25, 2002) (citing un-
published draft 1996 Freddie Mac report, based on sample of 15,000 subprime mort-
gages originated by four different financial institutions).

367. Paul D. Davies, Subprime Lenders Prey on Hard-Luck Consumers, PHIL. DAILY
NEWS, Feb. 7, 2001, 2001 WL 12167836 (noting a statistic from a poll of the fifty most
active subprime lenders, as reported by INSIDE MORTGAGE FINANCE, a mortgage trade
publication).
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are not seeking a loan, and then convincing the homeowners to bor-
row.3 68 Once they convince the homeowner to borrow, the broker or
lender often labors to increase the amount of the loan, so as to maxi-
mize the profit of both the lender and the broker.

Other reasons for the rapid expansion of the subprime market
noted by a recent HUD report on predatory lending include: the Tax
Reform Act of 1986, which left mortgage interest as one of the few
forms of consumer interest that is still tax deductible; the rise in con-
sumer bankruptcy and credit card debt, leaving more potential buyers
with troubled credit history; and the increase in subprime first mort-
gages, instead of the smaller second subprime mortgages that had
dominated the market.369 Since 1999, with the outcry against abusive
lending practices, the subprime market has seen a retrenchment, per-
haps temporary, with many subprime lenders in bankruptcy and the
amount of securitization of subprime loans decreasing. 370

C. THE LINKS BETWEEN THE RISE OF SUBPRIME LENDING AND THE

INCREASE IN RESIDENTIAL FORECLOSURES

The number of residential foreclosures is increasing at a frighten-
ing rate, especially among subprime borrowers. 371 The report "Une-
qual Burden: Income and Racial Disparities in Subprime Lending"
notes that "completed foreclosures in the Chicago area doubled over
the five-year period from 2,074 in 1993 to 3,906 in 1998. The increase
in foreclosures corresponded to the increase in originations by sub-
prime lenders, which rose from 3,137 in 1991 to 50,953 in 1997."372

Foreclosures are occurring among subprime loans not only in greater
numbers than their prime equivalents, but also much sooner in the
life of the loan. For example, recent studies indicate that in Balti-
more, foreclosures of loans by subprime lenders occurred on average
when the loan was 1.8 years old, as opposed to 3.2 years for prime and
Federal Housing Administration ("FHA") loans, a ratio comparable to
Atlanta's two years for subprime versus four years for other lenders

368. Id.
369. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 30 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

370. James R. Peterson, Don't Cure Predatory Lending By Killing Subprime, A.B.A.
BANKING J., May 1, 2001, at 8, 2001 WL 11595211.

371. Lenders started foreclosures on 36 out of 1000 loans in the fourth quarter of
2001, up 20% from the year before. See Fred 0. Williams, Avoid Foreclosure, BUFF.
NEWS, Mar. 5, 2002, at B4, 2002 WL 7421447.

372. United States Dep't of Housing & Urban Development, Unequal Burden: In-
come and Racial Disparities in Subprime Lending in America 8, at http://www.huduser.
org/publications/fairhsglunequal.html (April 2000) (last visited Aug. 16, 2001).
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and Boston's three years for subprime versus seven years for other
lenders. 37 3 Subprime loans account for a vastly disproportionate
share of foreclosures compared to their share of loan originations, with
the share of subprime foreclosures as much as double the share of the
subprime origination. 3 74 A subprime loan, therefore, is not only fore-
closed sooner, but is also much more likely to be foreclosed than a
prime or FHA loan. This explosion in foreclosure rates among sub-
prime loans is a national phenomenon, even where the overall foreclo-
sure rate is declining.3 75

Foreclosures cause intense damage to borrower/homeowners com-
pletely distinct from the financial effect of losing a house.37 6 Home-
owners often place a value on their home that is incommensurate with
the strict financial value thereof.37 7 Their home may be where they
raised their family or lived with their now-deceased spouse. Their
house may be the great repository of many of their life experiences
and may be the Proust's madelaine to stir their most cherished memo-
ries.378 The loss of the home often creates psychological and emo-
tional havoc in homeowners, especially elderly homeowners who
typically have no way of earning enough money to purchase another
home.3 79 Foreclosure can lead to "sadness, depression, psychological
distress, sleep loss, anger, and idealization of the lost home."380

Someone who loses her house because she foolishly (or through fraud)
entered into a loan she could not pay may feel great shame, forever
blaming herself for the loss of her home. The shame itself, often felt
by elderly victims of fraud, can have a punishing effect. It combines
humiliation with a fear by the elderly victim that she has not only lost

373. See Harold L. Bunce, et al., Subprime Foreclosures: The Smoking Gun of Preda-
tory Lending? j258-59, at http://www.huduser.org/publications/polleg/hpcproceed-
ings.html (last visited Feb. 23, 2002).

374. See id.
375. James T. Berger, Subprime Lending Produces Dangerous Side Effects, CHI.

SuN-TIMES, June 9, 2000, at 16N, 2000 WL 6681282 (quoting William Apgar, Assistant
Secretary for Housing at HUD).

376. For a defense of including non-economic losses, such as pain and suffering, in
any economic analysis of the effects of tortious behavior, see generally Steven P. Croley
& Jon D. Hanson, The Nonpecuniary Costs of Accidents: Pain-and-suffering Damages in
Tort Law, 108 HARv. L. REV. 1785 (1995) (defending the inclusion of non-economic
losses, such as pain and suffering, in any economic analysis of the effects of tortuous
behavior).

377. For a discussion of incommensurability, see Cass R. Sunstein, Incommensura-
bility and Valuation in Law, 92 MICH. L. REV. 779 (1994).

378. See Jeanne L. Schroeder, Rationality in Law and Economics Scholarship, 79
OR. L. REV. 147, 244-45 (2000) (discussing the "Madelaine" effect and its economic
implications).

379. Julia Patterson Forrester, Mortgaging the American Dream: A Critical Evalua-
tion of the Federal Government's Promotion of Home Equity Financing, 69 TUL. L. REV.
373, 386 (1994).

380. Forrester, 69 TUL. L. REV. at 386.
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her home, but could also lose her independence if she is forced to move
into a nursing home.38s Worse yet, foreclosure can lead to homeless-
ness, which, hard as it is on the young, is much more difficult for the
elderly.3

82

The secondary loss of foreclosure is not limited to that suffered by
the borrowers themselves, but also spreads out in a rippling fashion,
affecting the entire community.38 3  Chicago's Mayor, Richard M.
Daley, described the systemic effects of the foreclosure:

We are seeing a pattern in the city and in the suburbs....
It's the same story: A family has suddenly abandoned their
home. In many cases, it is elderly people who have lived
there for many years .... Once abandoned, these homes
have been taken over by gangs and drug people, and they be-
come breeding places for crime.384

Foreclosed homes often stay vacant longer than other homes, with
less maintenance, becoming wrecked hulks that are breeding grounds
for crime, depressing property values and economic development.38 5

Foreclosures on subprime loans have, like the subprime loans them-
selves, been concentrated in low income and minority neighbor-
hoods.38

6

One cause of the excessive foreclosures associated with subprime
lending is that the true cost of foreclosures is not adequately factored

381. For a discussion of the humiliation and threatened loss of independence the
elderly experience as a result of being victims of crime, see Jeffrey L. Bratkiewicz,
"Here's a Quarter, Call Someone Who Cares"; Who Is Answering the Elderly's Call for
Protection from Telemarketing Fraud?, 45 S.D. L. REV. 586, 590 (2000); Trent M. Murch,
Note, Revamping the Phantom Protections for the Vulnerable Elderly: Section 3A1.1(b),
New Hope for Old Victims, 6 ELDER L.J. 49, 55-56 (1998).

382. One study concluded that the life expectancy of the homeless is only fifty-one
years, over twenty years less than the national average. See Sandra Guthans, Homeless
Elderly Live Their Lives On the Brink, NEW ORLEANS TIMES-PICAYUNE, Dec. 19, 1999, at
3C, 1999 WL 29019056. According to a study by the Federal Interagency Council on the
Homeless, eight percent of the homeless clients interviewed were fifty-five years old or
older, but forty-five percent of the non-homeless that used homeless services were eld-
erly, likely showing the effects of efforts to prevent homelessness among elderly. See
Martha R Burt, et al., Homelessness: Programs and the People They Serve, at http:l
www.huduser.org/publications/homeless/homelessness/ (Dec. 1999) (last visited Aug.
27, 2001).

383. Marybeth Shinn & Jim Baumohl, Rethinking the Prevention of Homelessness,
at http://aspe.hhs.gov/progsys/homeless/symposium/13-Preven.htm (last visited Feb.
26, 2002) ("The HOPE program in Pennsylvania, Ohio, Kentucky, Texas, and Colorado
(Schwartz et al., 1991) to prevent mortgage foreclosures provided good evidence that
homelessness prevention has benefits to the community that go beyond benefits to peo-
ple whose homelessness is averted.").

384. Berger, CHI. SuN-TIMES, June 9, 2000, at 16N, 2000 WL 6681282.
385. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 25 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

386. Id. at 49.
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into the price of the subprime loan. The borrower typically is ill-
equipped to calculate the costs of the foreclosure and so decides
whether to enter into the loan transaction without adequate knowl-
edge of the risks of foreclosure and the cost to the borrower of that
risk. Borrowers regularly discount risks, such as foreclosure, that
they have never experienced, or that are too frightening to contem-
plate.38 7 The lender, on the other hand, is typically fully informed
about the risks of foreclosure, especially where those risks are high.
Lenders often seek protection from risks by charging higher interest
rates or larger fees, which has the ironic effect of increasing the risk of
default and making foreclosure more likely by making it more difficult
for a borrower to make his mortgage payments. Or, the lender may
agree to riskier loans only where the loan to value ratio for the loan is
low enough that the lender can recover the full amount of its loan
through the foreclosure process. This strategy tends to maximize the
borrower's financial loss in cases of foreclosure because the borrower
will have more equity in the house to lose, with little chance of recov-
ering any of that equity through the foreclosure process.388 The
lender, however, does not factor in the borrower's costs of foreclosure,
or the secondary cost generated by the foreclosure. Because no party
to the transaction adequately takes into consideration these secondary
costs, such costs are ignored in the transaction, which leads to exces-
sive risk taking.389

These foreclosure statistics do not prove that none of the sub-
prime market is conducted ethically. Given the traditional reluctance

of conventional lenders to make loans in lower-income and minority
communities, subprime lenders have arguably filled a glaring need,
and perhaps have contributed to the recent increase in home-purchase
lending in these communities. 390 Even this contribution is disputed,
however, as at least one prominent association contends that this in-

387. Christine Jolls, Cass R. Sunstein & Richard Thaler, A Behavioral Approach to
Law and Economics, 50 STAN. L. REV. 1471, 1541-42 (1998).

388. See supra note 188-89 and accompanying text for the foreclosure process and a
discussion of how a borrower normally loses any equity in the house when it is
foreclosed.

389. See Transcript of the Federal Reserve Board Morning Session of Public Hearing
on Home Equity Lending (Aug. 16, 2000), at 45, at http://federalreserve.gov/Events/Pub-
licHearings/20000816/20000816.htm (last visited Feb. 14, 2002) (reporting the testi-
mony of Dan Immergluck of the Woodstock Institute). For the argument that people
purchase more of a good when the true cost is not reflected in the price, see Guido Cala-
bresi, Some Thoughts on Risk Distribution and the Law of Torts, 70 YALE L.J. 499, 514
(1961).

390. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 49 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressreltreasrpt.pdf (last visited Mar.
9, 2002).
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crease in minority and low-income home ownership is due more to
lending by prime banks covered by the Community Reinvestment Act
than to subprime lending, arguing that most of such increase occurred
between 1990 and 1995, while subprime surged after 1995.3 91

Whatever its other effects, the price paid for this increase in subprime
lending so far has been the corresponding increase in foreclosures and
the predatory lending that constitutes too large a portion of the sub-
prime market.

V. LEGISLATIVE AND REGULATORY RESPONSES TO

PREDATORY LENDING

A. HOEPA AN6I ITs FLAws

After the growth of subprime and predatory lending in the 1980s,
the outcry led to the passage by Congress of HOEPA: the Home Own-
ership and Equity Protection Act of 1994.392 HOEPA is an attempt to
regulate high cost mortgages, which are defined in the act as those
which meet one of two loan cost triggers, either (a) the annual percent-
age rate of the loan is more than a certain percentage greater than the
yield on Treasury securities with maturities comparable to the loan
(the "rate trigger") or (b) the total of all the loan's points and fees pay-
able at or before closing exceed the greater of either $400, annually
adjusted for inflation, or eight percent of the total loan amount (the
"fee trigger").39 3 HOEPA does not cap fees or interest rates, however,
or limit lenders' ability to make any form of equity-based loan. In-
stead, it is designed primarily as a method of providing additional pro-
tections and disclosures to borrowers obtaining high cost loans. 3 9 4

The HOEPA provisions cover any lender that originates two or more
high cost loans in any twelve month period or that makes one or more
such loans through a mortgage broker.3 95

Once the HOEPA triggers have been satisfied, HOEPA mandates
disclosures to be given the borrower three business days before the
loan is closed, and creates a mandatory three day cooling off period
before the consumer can commit to the loan, in order to give the con-

391. Predatory Mortgage Lending: The Problem, Impact, and Responses: Hearing
Before the Senate Comm. On Banking, Housing, and Urban Affairs, 107th Cong. (July
27, 2001) (testimony of David Berenbaum of the Nat'l Community Reinvestment Coali-
tion, July 27, 2001), at http://banking.senate.gov/01_07hrg/072701/brenbaum.htm (last
visited Feb. 26, 2002).

392. Riegle Community Development and Regulatory Improvement Act, Pub. L. No.
103-325, § 151-58, 108 Stat. 2190-98 (1994) (enacted as a part of the federal Truth in
Lending Act (TILA), 15 U.S.C. § 1601, et seq; Reg. Z, 12 C.F.R. § 226).

393. 15 U.S.C. §§ 1602(aa)(1), (3) (2000).
394. See Truth in Lending (Regulation Z), 65 Fed. Reg. 81,438 (Dec. 26, 2000) (pro-

posing revisions to FRB Regulation Z, 12 C.F.R. § 226.32).
395. 15 U.S.C. § 1602(f) (2000).
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sumer time to seek advice or, perhaps, an alternative loan. 39 6 The
new disclosures are in addition to, and abbreviated from the regular
Truth in Lending disclosures and, when combined with the TILA's
three day right of rescission, provide the consumer with at least six
days to reflect on whether the loan is appropriate. Among the HOEPA
disclosures are the annual percentage rate and the monthly payment
amounts, as well as a statement in adjustable rate mortgages that the
monthly payments and interest rate may increase, and the amount of
the maximum monthly payment, in order to prevent the lender from
misleading the borrower regarding these amounts through misleading
oral representations. 3 97 The lender must also warn the borrower that
if the borrower enters into the loan, the borrower could lose the house
securing the loan, and also that the borrower is not obligated to enter
into the loan.3 9s If the lender fails to provide these disclosures, the
borrower has an extended right to rescind, and if the lender fails to
honor such a rescission, the borrower may seek remedies that have
been described as severe and multifaceted, 39 9 especially if the bor-
rower is in bankruptcy. 40 0

In addition to these additional disclosures and cooling off period,
HOEPA prohibits certain lending terms that have been identified to
be aspects of predatory lending. For example, HOEPA bars balloon
payments in notes with a term less than five years;40 1 negative amor-
tization, which would allow the balance owed on the loan to increase
rather than decrease;40 2 and an increase in interest rates in the event
of default by the borrower. 40 3 HOEPA also bars prepayment penalties
unless all of the following conditions apply: (a) the consumer's total
monthly debt payments are less than fifty percent of the consumer's
monthly gross income; (b) the pre-payment penalty does not apply to
refinancing by the creditor or its affiliates; (c) the prepayment penalty

396. 15 U.S.C. § 1602(b) (2000).
397. 15 U.S.C. § 1639(a)(2)(B) (2000).
398. 15 U.S.C. § 1639(a)(1) (2000).
399. In re Ralls, 230 B.R. 508, 514, 521-23 (Bankr. E.D. Pa. 1999).
400. See In re Murray, 239 B.R. 728 (Bankr. E.D. Pa. 1999) (noting that the reme-

dies are "(1) termination of the creditor's security interest; (2) statutory damages for
failing to properly respond to the rescission demand; (3) a penalty measured by at least
recoupment against the remaining unsecured claim on account of the original TILA dis-
closure violations; (4) elimination of all finance charges; and (5) where equitable to do
so, elimination of the debtor's entire obligation to the creditor and (6) recovery of all
payments made; and (7) recovery of reasonable attorneys' fees and costs by the success-
ful debtor's counsel").

401. 15 U.S.C. § 1639(e) (2000).
402. 15 U.S.C. § 1639(f) (2000).
403. 15 U.S.C. § 1639(d) (2000).
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no longer applies five years after the loan is consummated; and (d) the
penalty is not otherwise prohibited. 40 4

Creditors are also prohibited from engaging in a "pattern or prac-
tice of extending credit" through HOEPA loans "based on the consum-
ers' collateral without regard to the consumers' repayment ability,
including the consumers' current and expected income, current obliga-
tions, and employment." 40 5 This last prohibition is designed to pre-
vent equity-based loans that seem designed to cause default by the
borrower and lead to foreclosure by the lender.

Should the lender violate HOEPA by inserting the barred provi-
sions described above, such a violation would trigger the extended
right to rescind the transaction provided by general Truth-In-Lending
law.40 6 HOEPA provides that adding a prohibited provision to a mort-
gage constitutes failing to deliver the material disclosures required by
Truth-In-Lending, and therefore, allows a borrower to rescind any-
time within three years of the close of the mortgage or before the sale
of the property, whichever comes first.40 7

In addition to the new disclosures and cooling off period, HOEPA
provides a limited recovery of damages for violating HOEPA's require-
ments in excess of normal TILA damages, namely damages in an
amount equal to all of the finance charges and fees paid by the bor-
rower, unless the creditor is able to prove that its failure to comply
was not material.40 8

Most significant, for the purposes of this article, is the attempt in
HOEPA to eliminate the holder in due course doctrine in high cost
loans. Under HOEPA, any assignee of a high cost loan is subject to all
of the claims and defenses the borrower could assert against the origi-
nal creditor, unless the assignee demonstrates that a reasonable per-
son using ordinary due diligence is unable to determine, based on the
required documentation, that the mortgage was a high cost loan.4 0 9

Furthermore, anyone who assigns a high cost mortgage must include
a prominent notice of the assignee's potential liability based on the
consumer's retention of her claims and defenses under HOEPA,4 10

stating "Notice: This is a mortgage subject to special rules under the
federal Truth in Lending Act. Purchasers or assignees of this mort-
gage could be liable for all claims and defenses with respect to the

404. 15 U.S.C. § 1639(c) (2000).
405. 15 U.S.C. § 1639(h) (2000).
406. 15 U.S.C. §§ 1602(u), 1639(j) (2000).
407. 15 U.S.C. §§ 1602(u), 1635(f), 1639(j) (2000).
408. 15 U.S.C. § 1640(a)(4) (2000).
409. 15 U.S.C. § 1641(d)(1) (2000).
410. 15 U.S.C. § 1641(d)(4) (2000).
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mortgage that the borrower could assert against the creditor."41 1 Be-
cause HOEPA merely preserves claims rather than creates them, it
alone is not the basis of federal question jurisdiction where it is merely
preserving state claims. 412 The liability of assignees is limited, how-
ever, as "§§ 1641(d)(c) and (3) limit the assignee's liability to, essen-
tially, the greater of (1) the applicable TILA damages or (2)
elimination of loan and recovery of all payments made."4 13

Before HOEPA was enacted, mortgage industry critics claimed
that it would hurt borrowers by drying up the supply of credit to bor-
rowers with checkered credit histories, and would drive up interest
rates to them.4 14 Even the Federal Reserve Board criticized the pro-
posed bill, arguing that it would deprive borrowers of needed credit,
and that the interest and fee triggers were set too low. 4 15 Given the
dramatic growth in the subprime market since the passage of HOEPA,
this early criticism seems wildly off the mark.

Since enacted, HOEPA has been criticized for its ineffectiveness
in protecting borrowers. First of all, it has seemed too easy to evade,
especially if lenders are willing, as they appear to be, to charge inter-
est rates and fees only slightly below the rate and fee triggers pro-
vided by HOEPA. 416 Because the HOEPA triggers are set so high, few
subprime customers have received any benefit from HOEPA's provi-
sions.41 7 Anecdotal evidence indicates that the types of unscrupulous
lending practices that HOEPA was designed to prevent now often oc-
cur in loans slightly under the HOEPA triggers, possibly as a result of
less scrupulous lenders shifting to the highest cost non-HOEPA
loans. 4 18 If they do, HOEPA obviously provides the borrower no pro-
tection whatsoever, since it does not apply to the loan.

411. 12 C.F.R. § 226.32(e)(3).
412. Vandenbroeck v. ContiMortgage Corp., 53 F. Supp. 2d 965, 967-68 (W.D. Mich.

1999).
413. In re Murray, 239 B.R. 728, 733 (Bankr. E.D. Pa. 1999).
414. See Home Loans and Low Income Families: Hearing on H.R. 3153 Before the

Consumer Credit and Ins. Subcomm. of the House Banking, Fin. and Urban Affairs
Comm., 103d Cong. (1994) (testimony of Joseph Falk, Nat'l Ass'n of Mortgage Brokers,
Mar. 22, 1994), 1993 WL 3013956.

415. Statements to the Congress, FED. RES. BULL., July 1, 1993, at 684, 1993 WL
3013956 (reporting the statement of Lawrence B. Lindsay).

416. One lender, for example, revealed how near its fees were to the fee trigger
when it estimated that ninety percent of its loans would be covered by HOEPA if the fee
trigger would include the cost of single premium credit insurance. See Sandra Fleish-
man, Fed Favors Tougher Loan Rules; Abuses in SUBPRIME Lending Are Targeted,
WASH. POST, Dec. 14, 2000, at E01, 2000 WL 29921414.

417. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 85 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

418. Id. "While most analysts consider HOEPA to have been effective, we hear re-
ports of lenders skating just below the HOEPA requirements and still engaging in egre-
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Secondly, lenders have been tempted to obtain additional profits
outside of the interest rates or fees that would trigger HOEPA. Thus,
some are allegedly shifting some of their fees into such forms as credit
or loss of income insurance, which have not been included in any
HOEPA trigger.419 Even yield spread premiums, funds paid to bro-
kers to encourage the broker to induce the borrower to obtain a loan at
above-market interest rates, may be excluded from the fee trigger.420

The limitations on points and fees could also be easily circumvented
by more rapid flipping of the loan, since the fees on the earlier loan do
not apply to the determination of whether the second loan is a high
cost mortgage. 421 Therefore, a lender could charge a 7.5% fee three
separate times in rapid succession for three different loans, collecting
fees totaling well over 20%, without exceeding the 8% fee trigger.

It has been very difficult for individual borrowers to show that
lenders have engaged in a "pattern and practice" of making loans
based solely on equity while ignoring the borrowers' ability to pay.
One court to address the level of proof needed to show a pattern and
practice of equity-based lending has concluded that such proof would
require "a representative sample of [the lender's] loans analyzed em-
pirically and cannot be inferred from the examples selected by plain-
tiffs," calling this proof requirement an "admittedly heavy burden on
consumers."422

To alleviate these problems, the Federal Reserve Board has
adopted amendments to the provisions of Regulation Z, which imple-
ments HOEPA. These amendments, effective December 20, 2001 with
compliance mandatory October 1, 2002, seek to tighten up HOEPA by
doing the following: The APR trigger for first-lien mortgage loans is
reduced from ten percentage points to eight percentage points, though
the APR trigger for subordinate lien loans remains at its original ten

gious practices," said Gramlich, on the board of governors of the Federal Reserve. Carol
Hazard, Predatory Loans Often Set up Borrowers for Failure and Can Cost Them Their
Biggest Investment: Their Homes. Move Afoot to Halt Abusive Lending; Big Business
Targets Low-income Districts, RICHMOND TIMES-DISPATCH, Oct. 9, 2000, at Al, 2000 WL
5049721.

419. Kathleen E. Keest, Stone Soup: Exploring the Boundaries Between Subprime
Lending and Predatory Lending, 1241 PLI/CoRP 1107, 1125 (2001).

420. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task
Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 85, 89 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002). For a definition and description of yield spread premiums, as well as a discus-
sion of whether they violate a mortgage broker's fiduciary duty, see Robert M. Jaworski,
Overages: To Pay or Not to Pay, That Is the Question, 113 BANKING L.J. 909, 910-12
(1996).

421. Kathleen E. Keest, Timothy P. Meredith & Elizabeth C. Yen, 1997 Truth in
Lending Developments, 53 Bus. LAW. 971, 981 (1998).

422. Newton v. United Cos. Financial Corp., 24 F. Supp. 2d 444, 457 (E.D. Pa. 1998).
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percentage points. 42 3 The fee trigger is changed to include optional
insurance, such as credit life, health, accident, or loss of income insur-
ance, as well as other debt-protection products financed by the
loan.4 24 These changes should make more loans subject to HOEPA
protections, especially first lien mortgages packed with insurance
products. The amendments to Regulation Z also are intended to re-
duce "flipping" by prohibiting an originating lender, a servicer, or an
assignee from refinancing a HOEPA loan into another HOEPA loan
within twelve months of the first loan's origination, unless it is in the
best interest of the borrower.42 5

While these provisions should make HOEPA more effective by in-
cluding more loans under its ambit and reducing some pernicious
practices, HOEPA still has significant shortcomings. Lenders can
avoid the effect of the limitation on short term balloon payments by
writing loans with longer balloon terms, then contacting their borrow-
ers after a year and suggesting that the borrower refinance the loan
and obtain a new loan without a balloon payment. Thus, the lender
obtains the primary advantage of a balloon payment, which is the
points and fees of the refinance, without even having to wait for the
term for the balloon payment to come due.4 26

An even less scrupulous lender can purport to abide by the
HOEPA disclosure process by backdating the required disclosures,
while having them signed at the time the loan closes.4 27 One court
noted that the failure to provide HOEPA mandated pre-closing disclo-
sures "appears to be a prevalent practice in the industry."4 28

The very complexity of HOEPA, daunting as it may be for lenders,
provides them with a defense against its enforcement. 42 9 It is often
difficult to determine whether a particular loan is or is not a HOEPA
loan, as that identity may turn oh whether a particular cost or charge
associated with a loan should be included in the fee trigger. For exam-
ple, whether a particular charge such as an appraisal fee should be
included in the fee trigger depends on whether the charge is "reasona-
ble," which may be difficult to pin down; whether the charge is paid to
a third party unaffiliated to the creditor; and whether the creditor re-

423. 66 Fed. Reg. 65604-65607 (Dec. 20, 2001).
424. 66 Fed. Reg. 65606, 65608-65610 (Dec. 20, 2001).
425. 66 Fed. Reg. 65612-65613 (Dec. 20, 2001).
426. This point is made in Keest, 1241 PLI/CoRP at 1139.
427. Jean Constantine-Davis, HOEPING for Better Days: the Home Ownership and

Equity Protection Act of 1994 (HOEPA), 1114 PLI/CoaP 243, 252 (1999) (citing Newton
v. United Lending Co., 24 F. Supp. 2d 444 (E.D. Pa. 1998)).

428. In re Jackson, 245 B.R. 23, 32 (Bankr. E.D. Pa. 2000).
429. This discussion of the complexity of HOEPA and the detrimental effect of that

complexity to the enforcement of HOEPA was suggested to me, along with examples of
that complexity, by Kathleen Keest, to whom I am grateful.
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ceives any direct or indirect compensation for the charge. 4 30 All of
these are factual questions that would be difficult for anyone but the
lender to answer. Similarly, whether a particular prepayment fee is
barred or not depends on the potentially difficult calculation involving
determining the exact amount of the consumer's total monthly debt
payments and monthly gross income to determine the ratio thereof.4 3 1

The complexity of these issues and the difficulty of determining
whether a loan is even covered and whether certain practices are al-
lowed or barred by HOEPA dramatically decrease the likelihood that
HOEPA will be understood or used by private practitioners represent-
ing individual borrowers. 43 2 Furthermore, the complexity makes it
difficult for judges or arbitrators to understand and apply HOEPA and
to enforce the protections that it is supposed to apply. 43 3

This complexity also limits the ability of purchasers of loans to
determine whether they are purchasing HOEPA loans, leaving pur-
chasers more likely to buy HOEPA loans inadvertently. This inadver-
tence harms borrowers more than the purchasers, however. The
assignees of the loan can claim that, because they could not determine
whether the loan was covered by HOEPA, the provisions of HOEPA
that would normally preserve borrower defenses do not apply to the
assignees, since the assignees of the loan could not have determined,
using ordinary due diligence and based on the required documenta-
tion, that the mortgage was a high cost loan. 43 4 The very complexity
of HOEPA and the difficulty of determining whether a loan is covered

430. 15 U.S.C. § 1602(aa)(4) (2001).
431. 15 U.S.C. § 1639(c) (2001).
432. How unlikely it is that a borrower will find an attorney who understands

HOEPA can be seen in the case Bostic v. Am. Gen. Fin., Inc., 87 F. Supp. 2d 611 (S.D.
W. Va. 2000), in which the court accepted as reasonable the statement of borrower's
attorney that no other attorney in the state of West Virginia sufficiently understood
TILA (of which HOEPA is a complicated part) and the Equal Credit Opportunity Act
(ECOA) to aid him in litigating the case, necessitating that he bring in counsel from out
of state. The attorney stated that the out of state counsel's

role was key in dealing [with] the Truth in Lending as well as the ECOA claim.
I know of no one else in West Virginia who has any substantial knowledge of
Truth in Lending and ECOA claims, and it was essential to go out-of-state to
get this kind of experience.

Id.
433. An example of how difficult HOEPA is for judges to apply can be found in the

case In re Barber, 266 B.R. 309 (Bankr. E.D. Pa. 2001). There, the court wrestled with
the basic question of whether HOEPA abrogates the holder in due course doctrine, stat-
ing all too tentatively,

At least one court has held that Section 1641(d) "eliminates HDC [holder in due
course] defenses as to all claims asserted by the consumer under TILA or other
laws, unless the assignee proves, by a preponderance of the evidence, that it
could not determine that the loan was a HOEPA loan."

Id. (quoting In re Murray, 239 B.R. 728, 733 (Bankr. E.D. Pa. 1999)).
434. 15 U.S.C. § 1641(d)(1) (2000).
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by HOEPA therefore protects the purchasers of loans at the expense of
the borrowers.

Most damning, perhaps, is the fact that HOEPA's effect on pur-
chasers of a high cost loan depends on the honesty of the originator of
the loan, since HOEPA does not provide liability to assignees unless
they reasonably and using ordinary due diligence could have deter-
mined that the loan was in fact a HOEPA loan. The lender's determi-
nation of HOEPA status should be based on the documentation
supplied by the originator and required by TILA and HOEPA, the
itemization of the amount financed, and the disclosed disburse-
ments. 43 5 In other words, if the originator of a high cost mortgage
fails to include in the mortgage a notice of potential liability to assign-
ees and also falsifies the disclosures and disbursements so as to con-
ceal the points, fees, or interest rate that would trigger HOEPA, then
an assignee takes the mortgage free from any claims and defenses
that HOEPA may have provided the borrower.

HOEPA provides no protection if the disclosures hide the high
cost of the loan even if, for example, the loan broker does not disburse
any of the loan proceeds to the client, keeping it all for himself, as was
done in the Diamond/Obie case and in the more recent Tri-Star/Polo
Financial fraud. 436 In the Tri-Star/Polo case, the mortgage broker, op-
erating through a rent-a-broker, was accused of stealing the proceeds
of its customers' loans and even stealing title to its customers' homes,
forging documents where it would further the fraud.43 7 Tri-Star/Polo
was accused of failing to disclose to purchasers of numerous of its
loans all of the initiation, escrow, and closing fees that it charged its
borrowers, thus preventing the purchasers of the loan from being able
to calculate the total fees, a calculation necessary to determine
whether the loans are above HOEPA's fee trigger.4 38 One purchaser
alone may have found itself holding over $20 million in fraudulent
loans generated by Tri-Star/Polo.43 9 Thus, the HOEPA protections
are least effective where they are most needed, when a borrower is
faced with an intentionally dishonest and deceitful broker and lender,

435. 15 U.S.C. § 1641(d)(4) (2000).

436. Tri-Star Mortgage/Polo Financial cheated numerous homeowners and other
lenders for years before its fraud was discovered. See Myron Levin, California Wood-
land Hills Broker Gets 3-Year Term in Mortgage Scam, L.A. TIMES, July 19, 2000, at C2,
2000 WL 2261701; Jesse Hiestand, Man Gets 3 Years in Fraud Case, L.A. DAILY NEWS,
June 23, 2000, at N17, 2000 WL 31038984; Myron Levin, California Valley Mortgage
Brokers Face 11 Charges, L.A. TIMES, Apr. 13, 2000, at C2, 2000 WL 2230456.

437. Ben Sullivan, Home Loan Scandal; Valley Seniors Say They Were Cheated, L.A.
DAILY NEWS, May 10, 1998, at N1, 1998 WL 3858449.

438. Sullivan, L.A. DAILY NEWS, May 10, 1998, at N1, 1998 WL 3858449.
439. Id.
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rather than merely one who honestly charges high interest or fees. 440

HOEPA primarily deters the honest predatory lender.441

B. THE GROWTH, SUCCESS, AND BANKRuPrcY OF FIRST ALLIANCE: A
POST-HOEPA PREDATORY LENDER

HOEPA's failure, at least until the Federal Reserve Board's re-
cent amendments to Regulation Z become mandatory, can be docu-
mented by the continuing cases of predatory lending that have
occurred despite its passage. The most notable example, what has
been called a "central symbol of predatory lending practices," is the
rapid rise, great profitability, and unexpected bankruptcy of First Alli-
ance Mortgage Corp., based in Irvine, California. 44 2 First Alliance be-
gan its life as a small consumer finance lender, founded in 1971 by
Brian Chisick and his wife, Sarah.44 3 It began growing after Congress
preempted usury limits. In 1987, the financial world was alerted to
First Alliance's unseemly lending practices. That year, a jury
awarded over a million dollars to an elderly couple who stated that
they had been deceived into entering into three sequential loans, each
demanding balloon payments, with the final loan requiring monthly
payments of $400 even though the lender knew the couple's entire
monthly income was $500 in Social Security payments. 4 44 By 1988,
First Alliance had become one of the five largest consumer finance
lenders and had lent more than $65 million, according to a California
deputy attorney general.

In 1988, California attempted to revoke First Alliance's licenses
based on allegations that it discriminated against minorities both in

440. Michael Youngblood, real estate analyst for Banc of America Securities, ex-
plained how lenders can conceal that a loan is covered by HOEPA: "And if they're lying
to the company that buys their loans, and saying there's been no more than five points,
or no more than ten points associated with a given loan, when in reality the total num-
ber of points is much higher, it's very difficult to uncover fraud until it's too late."
Michael Gregory, If Trusts Were To Break Wide Open: The Shake-Up in Subprime Lend-
ing and Its Impact on ABS, ASSET SALEs REP., June 26, 2000, 2000 WL 3953601.

441. Arguably, HOEPA deters even the dishonest predatory lender once the buyers
of mortgage discover this fraud. However, as demonstrated by the examples of fraud
described herein, the damage that a dishonest lender can do before its fraud is discov-
ered is extreme.

442. E. Scott Reckard, California Mortgage Lender Hit With State Lawsuit, L.A.
TIMES, June 13, 2001, at C2, 2001 WL 2495071. Because First Alliance is such a central
figure in the ineffectiveness of efforts to deal with predatory lending, any detailed dis-
cussion of this issue must account for First Alliance's stunning success and even more
sudden bankruptcy.

443. Diana B. Henriques & Lowell Bergman, Fast Talk and Home Equity Wall
Street Loves.First Alliance, Despite Lender's Legal Problems, PLAIN DEALER (Clev.), Mar.
18, 2000, at 1C, 2000 WL 5138774.

444. Elderly Couple Win $1 Million from Mortgage Company, ORANGE COUNTY
(CAL.) REG., Oct. 16, 1987, at B06, 1987 WL 3876949.
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hiring and in lending. 445 First Alliance was already relying on aggres-
sive direct mail and radio advertisements, according to the suit, and
the state regulators sought to have that advertising stopped.4 46 The
state also alleged that the balloon payments First Alliance used were
designed to force borrowers to incur new origination fees of up to
twenty-one percent to refinance when the balloon payment became
due.447 The judge in the action enjoined First Alliance from engaging
in discrimination, but refused either to shut First Alliance down or to
force it into a receivership, as requested by the state.448 First Alliance
settled the case, agreeing to pay $436,000 and to send its employees to
"sensitivity training classes."4 49

First Alliance Mortgage had been selling all of its loans as whole
loans, but in 1989 began exploring whether it could securitize its loans
to increase its profits over selling the loans individually.450 First Alli-
ance securitized its first loan in March 1992, privately placing a $10.5
million securitization. 451 In August 1993, it consummated its first
public home equity loan asset-backed securitization, a $56 million dol-
lar pool of home equity loans.4 52 With the access to capital markets
provided by the securitization conduit, First Alliance grew rapidly
and, in less than a year, expanded from originating $100 million to
originating $400 million in loans.4 53

Even as First Alliance was expanding, complaints regarding its
lending practices continued. In 1994, a class action suit alleging that
First Alliance fraudulently concealed its excessive and unwarranted
fees from borrowers was reportedly confidentially settled, without ac-

445. State Files Suit/Loan Firm Accused of Anti-Black Bias, S.F. CHRON., Aug. 12,
1988, at A6, 1988 WL 6116729.

446. Al Delugach, State Bans 'Misleading' Ads by First Alliance Mortgage, L.A.
TIMES, Aug. 19, 1988, at 2, 1988 WL 2221809.

447. Al Delugach, Case Against First Alliance Stalled by Judge, L.A. TIMES, Aug. 16,
1988, at 2, 1988 WL 2222758.

448. Dan Weikel, Mortgage Company Spared From Receivership, ORANGE COUNTY
(CAL.) REG., Oct. 7, 1988, at A03, 1988 WL 4453689. The judge also rejected the state's
ban on First Alliance's advertising. Id.

449. Tony Cox, First Alliance Settles State's Redlining Suit, ORANGE COUNTY (CAL.)
Bus. J., Oct. 2, 1989, at 1, 1989 WL 2632567.

450. Hedging Concepts, Inc. v. First Alliance Mortgage Co., 49 Cal. Rptr. 2d 191,
194 (Ct. App. 1996).

451. Id.; Activity Subsides, But Privates Keep Pace, ASSET SALES REP., Mar. 23,
1992, at 1, 1992 WL 5270089.

452. New Issue Scorecard, ASSET SALES REP., Aug. 30, 1993, at 6, 1993 WL 5862330;
First Alliance Offers First Public Deal, MORTGAGE-BACKED SEC. LETrER, Aug. 23, 1993,
1993 WL 2785929.

453. Low-Grade ARMs Attracting Lenders, MORTGAGE MARKETPLACE, Nov. 22, 1993,
at 10, 1993 WL 6757561. See also Edward Kukosky, Q & A: Self-Securitization Eases A
Switch to Adjustables, Am. BANKER, Nov. 24, 1993, at 10, 1993 WL 5816766.
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knowledgment of liability, for an amount greater than $6.8 million.4 54

The state of Washington investigated consumer complaints against
First Alliance, including the complaint of one borrower that her loan
fee was seventeen percent of her loan amount, and of another bor-
rower that she discovered that her $59,238 loan carried an $11,632.49
fee. 45 5 These complaints did not deter the husband and wife founders
and owners of First Alliance, as they designed a public offering for
First Alliance that apparently included plans to pay them between
$43 million and $47 million of the proceeds from the offering.4 56 The
public offering netted $59.5 million4 57 and the founders received a re-
ported $45 million.45 s First Alliance's retail loan origination contin-
ued growing at a scorching pace of thirty-one percent annually and, by
1997, it had twenty-five branches in places as far from its California
base as Boston, Pennsylvania, and the United Kingdom. 4 59 As of
1997, First Alliance had originated over $1 billion in home equity
loans, made possible through securitization. 4 60

Part of First Alliance's growth was due to its sales agents and
their specialized training. According to an ex-sales agent, First Alli-
ance hired crack used car salesmen, who were comfortable with high
pressure sales tactics but tired of the long weekend and evening hours
spent on used car lots, 4 6 1 then put them through a three month train-
ing regimen, requiring the memorization and constant practice of a
134-step sales pitch, which was constantly rehearsed in front of peers
and on videotape. 4 62 The sales agents were reportedly taught to ex-
tract as much personal information as possible from potential custom-
ers, then use that information to manipulate the customer into

454. Anastasia Hendrix, Loan Firm Bilked Elderly, Suits Say. Bay Area Plaintiffs
Accuse First Alliance of Deception, S.F. EXAM'R, June 9, 1997, at Al, 1997 WL 4340776.
See also Diana B. Henriques & Lowell Bergman, Mortgaged Lives: a Special Report,
N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at 2000 WL 19064943.

455. Tom Kelly, Before Signing, Understand Rates, Loan Fees, SEATTLE TIMES, July
23, 1995, at G1, 1995 WL 5033739.

456. Jonathan Lansner, Stock Sale May Get $55 Million For Firm, ORANGE COUNTY
(CAL.) REG., May 15, 1996, at C05, 1996 WL 7027645.

457. Marla Dickerson, Two O.C. Companies Test Testy Market Stocks, L.A. TIMES,
July 27, 1996, at D1, 1996 WL 11252834.

458. Jonathan Lansner, There Are Reasons These People Make So Much, ORANGE
COUNTY (CAL.) REG., May 27, 1996, at C01, 1997 WL 7425276. The New York Times
reported that the founders received $135 million in the course of this transaction. Hen-
riques & Bergman, N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at 2000 WL
19064943.

459. First Alliance Opens MA Branch Office, ORIGINATION NEWS, Apr. 1, 1997, at 25,
1997 WL 24626585.

460. Hendrix, S.F. EXAM'R, June 9, 1997, at Al, 1997 WL 4340776.
461. Henriques & Bergman, N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at

2000 WL 19064943.
462. Alex Rodriquez & Bill Rumbler, Loan Officers Told To Mislead, Ex-Worker

Says, CHI. SUN-TIMES, Apr. 4, 1999, at 15, 1999 WL 6532908.
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agreeing to the loan, all the while attempting to hide First Alliance's

high fees by such tactics as claiming that the disclosure of the fees was

just "loan jargon" that the customer need not be concerned with.4 63

First Alliance targeted customers with significant equity in their

homes, but who seemed likely, because of prior credit problems or lack

of significant credit history, to have limited access to credit from con-

ventional lenders.46 4 After they identified these potential borrowers,

the agents hounded them with a fury, mailing over 1.5 million solicita-

tion ads monthly, and using computerized dialers to solicit targeted

homeowners, often the same ones over and over, as well as the com-

pany's existing borrowers.
46 5

Worse yet, First Alliance has been widely accused of engaging in

outright deception and openly lying to its customers about the amount

of fees it would charge them and the amount of the loan that would

encumber their homes. In one case, a homeowner reportedly recorded

a First Alliance sales agent who expressly lied to her, and when she

asked him if there would be $13,000 in fees added to her loan of about

$46,000, the loan agent replied, "No, no, no" even though "the answer

should have been 'yes, yes, yes."' 46 6 The sales agent, when inter-

viewed, said he was merely following the script First Alliance taught

him to follow, according to published reports. 4 67

Using high pressure, allegedly deceptive sales tactics allowed

First Alliance to charge sales fees of reportedly up to twenty-three per-

cent of the loan amount, even though the industry wide standard was

about five percent.4 68 First Alliance was said to have had charged the

same high fees whether the borrower had good or bad credit, demon-

strating that its sales tactics had succeeded in allowing First Alliance

to ignore the market rate for the credit it was supplying.46 9 First Alli-

ance's fees were "just so excessively high that it's hard for me to con-

ceive of any way a consumer would agree to that kind of loan if all the

463. Id.

464. Norma Garcia, The Hard Sell: Combating Home Equity Lending Fraud in Cali-

fornia, 32-33 (Consumers Union of the US, Inc., West Coast Regional Office, July, 1998),

available at http://www.consumer.org/finance/hsreportwc8
9 8 .htm (last visited Mar. 6,

2002).
465. Id. at 11.

466. 466. Diana B. Henriques & Lowell Bergman, Fast Talk and Home Equity

Wall Street Loves First Alliance, Despite Lender's Legal Problems, PLAIN DEALER (Clev.),

Mar. 18, 2000, at 1C, 2000 WL 5138774.

467. Id.

468. Kathryn Tong, Crackdown on Subprime Lenders State, Activists Take Aim at

Abusive Practices, BOSTON GLOBE, Aug. 13, 2000, at Hl, 2000 WL 3338524 (citing Pam

Kogut, a Massachusetts assistant attorney general).

469. Diana B. Henriques & Lowell Bergman, Mortgaged Lives: a Special Report,

N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at 2000 WL 19064943.
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facts have been put before them," asserted a Florida assistant attor-
ney general. 470

In 1997, First Alliance was sued for allegedly defrauding several
elderly (and some less elderly) homeowners through trickery, includ-
ing a suit by a seventy-six year old woman who alleged that she
wanted only a $5,000 loan for plumbing repairs, only to find herself
saddled with two loans totaling more than $61,000 with $16,000 in
fees after the loan broker covered up parts of the documents and failed
to make proper disclosures to her. 4 71 At about the same time First
Alliance was being sued and receiving increasingly widespread news-
paper reports of its disreputable lending practices, 472 First Alliance
reported that its net income for the first six months of 1997 was $15.6
million, a 54% increase over the year before. 473 Despite the bad press
and lawsuits, First Alliance was able to sell its mortgages through re-
peated securitizations 474 and, in early 1998, it was touted by stock
analysts as a "tightly run ship" and praised for its conservative ap-
proach and sound fundamentals. 47 5

When criticized for charging its customers excessive, unconscion-
able rates, First Alliance defended itself by claiming that the low
credit ratings of its borrowers made loans to them risky, and that it
had to charge them high rates to cover that risk. At the same time,
however, in documents that it prepared for investors in its securitized
loans, First Alliance reportedly averred that over three-fourths of its
loans are made to borrowers with relatively good credit records.476

470. Id.
471. Anastasia Hendrix, Loan Firm Bilked Elderly, Suits Say. Bay Area Plaintiffs

Accuse First Alliance of Deception, S.F. EXAM'R, June 9, 1997, at Al, 1997 WL 4340776.
See also Anastasia Hendrix, Suits Allege Loan Fraud By Mortgage Company First Alli-
ance, S.F. EXAM'R, July 7, 1997, at A5, 1997 WL 4342269.

472. Hendrix, S.F. EXAM'R, July 7, 1997, at A5, 1997 WL 4342269; Anastasia Hen-
drix, Burned By Home Loans Borrowers Allege They Were Duped Into Deals That Were
Deceiving, S.F. EXAM'R, Oct. 27, 1997, at Al, 1997 WL 4348474; Shawn Foster, Minori-
ties Told To Be On Guard; Minorities Beware, Even Of Legal Deals, SALT LAKE TRIB.,
Dec. 1, 1997, at D1, 1997 WL 15239828; Customers Say Mortgage Firm Took Them For
Up To $15,000, ARIz. DAILY STAR, Dec. 28, 1997, at 6B, 1997 WL 16299909.

473. Orange County Earnings, L.A. TIMES, July 25, 1997, at D5, 1997 WL 2232262.
474. See, e.g., Customers Say Mortgage Firm Took Them For Up To $15,000, ARiz.

DAILY STAR, Dec. 28, 1997, at 6B, 1997 WL 16299909; First Alliance Corp. Prices $85
MM ABS, ORIGINATION NEWS, Oct. 11, 1997, at 69, 1997 WL 24626707.

475. First Alliance's Mix Sets it Apart from Other Lenders, ORANGE COUNTY (CAL.)
REG., Jan. 25, 1998, at K01, 1998 WL 2609390.

476. Diana B. Henriques & Lowell Bergman, Fast Talk and Home Equity Wall
Street Loves First Alliance, Despite Lender's Legal Problems, PLAIN DEALER (Clev.), Mar.
18, 2000, at 1C, 2000 WL 5138774. An estimated twenty percent of its loans were made
to borrowers with "A" credit rating. See Eric Stein, Quantifying the Economic Cost of
Predatory Lending, A Report from the Coalition for Responsible Lending 5, at http:fl
www.responsiblelending.org (revised Oct. 20, 2001) (citing remarks by Pamela Kogut,
Assistant Attorney General of Massachusetts at a meeting between consumer advocates
and the Federal Reserve Board of Governors (April 12, 2001)).
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The first significant chink in First Alliance's armor appeared in
May 1998, when the American Association of Retired Person ("AAIRP")
joined in a $50 million lawsuit accusing First Alliance of targeting eld-
erly homeowners and using aggressive telemarketing and direct mail
advertising, along with concealing loan amounts to coerce borrowers
into entering into loans with origination fees that averaged approxi-
mately fifteen percent of the loans, in order to strip the elderly home-
owners' equity from them.477 Sharp lending practices had apparently
become a family business, as two loan brokerage companies owned by

three sons of founder Brian Chisick were investigated by Washington

and Oregon regulators to examine allegations of deceptive lending
practices.

4 78

First Alliance attempted to defend itself from litigation by in-
serting a mandatory arbitration clause into its lending contracts. 4 79

Such arbitration clauses helped First Alliance in several ways.4 8 0

First of all, arbitration typically proceeds privately, appeals are se-

verely limited, and the arbitration is unlikely to result in a published
opinion.48 1 Therefore, even if First Alliance were to lose the arbitra-
tion, knowledge of that loss was much less likely to reach the investors
in First Alliance's securitized loans, preserving First Alliance's access

to the secondary market. 48 2 Secondly, arbitration often limits the

477. Myron Levin, AARP Joins Suit Against First Alliance Mortgage, L.A. TIMES,
May 7, 1998, at D2, 1998 WL 2425183; Heather Timmons, AARP Joins Lawsuit Charg-

ing Fraud By Subprime Lender Against Seniors, AM. BANKER, May 7, 1998, at 1, 1998
WL 4882921.

478. Myron Levin, Nationscapital Mortgage Accused, L.A. TIMES, July 29, 1998, at
D1, 1998 WL 2449906.

479. See Alan S. Kaplinsky & Mark J. Levin, Anatomy of An Arbitration Clause:
Drafting and Implementation Issues Which Should Be Considered By a Consumer
Lender, SF81 ALI-ABA 215, 223-24, 228 (2001) (citing several First Alliance cases in-
volving arbitration clauses, including Jones v. First Alliance, No. 98 C 3848 (N.D. Ill.,
Nov. 30, 1998) (holding an arbitration clause binding despite the lender's failure to ex-
plain it, stating "Loans generate a lot of paper, and no law of which I am aware requires
the papers to be orally explicated to the signers"); Bagley v. First Alliance Mortgage Co.,
No. 2:99-CV-578B (D. Utah, Feb. 10, 2000); Bright v. First Alliance Mortgage Co., Case
No. 99CV3762 (Dist. Ct., City and County of Denver, CO, Feb. 28, 2000); McAndrew v.
First Alliance Mortgage Co., No. 1:99-CV-00206 (N.D. Ill., May 5, 1999); Pagter v. First
Alliance Mortgage, No. CV766996 (Cal. Super. Ct., Dec. 12, 1997) and Durney v. First
Alliance Mortgage Co., No. H018267 (Cal. App. 1999)).

480. For a discussion of the benefits to a consumer lender generally of arbitration
agreements, as well as the drafting issues involved and a discussion of the resulting
litigation, see Alan S. Kaplinsky & Mark J. Levin, Anatomy of an Arbitration Clause:
Drafting and Implementation Issues Which Should Be Considered by a Consumer
Lender, SF81 ALI-ABA 215 (2001).

481. Shelly Smith, Comment, Mandatory Arbitration Clauses in Consumer Con-
tracts: Consumer Protection and the Circumvention of the Judicial System, 50 DEPAUL
L. REV. 1191, 1230 (2001).

482. See Smith, 50 DEPAUL L. REV. at 1223 ("Thus, out of court dispute arbitration
is attractive to large corporations because, without precedent, it can continue engaging
in harmful or unlawful practices without fearing lawsuits or bad publicity.").
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amount of discovery that a party can conduct, effectively preventing
borrowers from proving that First Alliance had a pattern and practice
of lending to borrowers without a reasonable likelihood of the bor-
rower being able to repay the loan, and of showing that First Alliance
engaged in widespread conduct similar to that alleged by the individ-
ual borrower.48 3 Arbitration clauses would also make it much more
difficult for one homeowner to employ offensive collateral estoppel and
attempt to use in one case a finding in a separate case that First Alli-
ance's methods constituted fraud, since it would not have access to a
published opinion to learn the result of the arbitration.48 4 Finally, ar-
bitration clauses make class action suits much more difficult to
prosecute.

48 5

Despite First Alliance's efforts to limit the effectiveness of bor-
rower litigation against it, the lawsuits and publicized allegations of
dishonest lending finally began to affect First Alliance. Its stock,
which had traded at over $24 per share in late 1997, dropped to less
than $3 in interday trading in October 1998, before First Alliance an-
nounced that the Justice Department and seven attorneys general had
opened investigations of its lending practices. 48 6 In November 1998,
Minnesota sued First Alliance, charging it with deceptive practices,
including intentionally trying to hide its unconscionable fees and mon-
itoring borrowers' conversations through hidden microphones after
the First Alliance agents had left the room.48 7 In late 1998, Massa-
chusetts and Illinois also sued First Alliance based on allegations it
intended to deceive borrowers regarding its high fees. 488 These suits
were followed by a nationwide class action accusing First Alliance of

483. See generally, Sean T. Carnathan, Discovery in Arbitration? Well, It Depends,
10-APR Bus. L. TODAY 22 (2001). See also, Smith, 50 DEPAUL L. REV. at 1229-30 and
Martin A. Frey, Does ADR Offer Second Class Justice?, 36 TULSA L.J. 727, 735 (2001).

484. For discussions of the interplay between arbitration and collateral estoppel and
res judicata, see generally Thurston K. Cromwell, Note, Arbitration and its Collateral
Estoppel Effect on Third Parties, 2000 J. Disp. RESOL. 425, 427-29 (2000); Timothy J.
Heinsz, Grieve it Again: of Stare Decisis, Res Judicata and Collateral Estoppel in Labor
Arbitration, 38 B.C. L. REV. 275, 278-81 (1997); Hiroshi Motomura, Arbitration and Col-
lateral Estoppel: Using Preclusion to Shape Procedural Choices, 63 TuL. L. REV. 29, 31-
32 (1988); and G. Richard Shell, Res Judicata and Collateral Estoppel Effects of Com-
mercial Arbitration, 35 UCLA L. REV. 623, 629-57 (1988).

485. See generally, J.T Westermeir, How Arbitration Clauses Can Help Avoid Class
Action Damages, 14 COMPUTER L. STRATEGIST 1 (1997). See also Smith, 50 DEPAUL L.
REV. at 1229.

486. E. Scott Reckard, First Alliance Says It Faces Federal Inquiry Into Lending
Financial Services, L.A. TIMES, Oct. 9, 1998, at C2, 1998 WL 18881573.

487. Neal Gendler, State Sues Home Lender, Alleging Exorbitant Fees, STAR TRIB.
(Minneapolis-St. Paul), Jan 24, 1998, at 03B, 1998 WL 6377523.

488. Neal Gendler, Mortgage Firm's Legal Problems Add Up: Minnesota, Other
States Targeting First Alliance, STAR TRIB. (Minneapolis-St. Paul), Dec. 2, 1998, at 02B,
1998 WL 6378591.
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hiring former used car salesmen to pressure its borrowers to accept
loans with hidden fees and "exploding" interest rates. 48 9

Despite all of its well-publicized legal problems, First Alliance
continued to securitize its loans, successfully completing a securitiza-
tion of $120 million in mortgage backed loans in December 1998.490

An industry publication anticipated that securities backed by First Al-
liance's notes would be rated AAA by two rating services long after
any knowledgeable observer should have been well aware of the exten-
sive allegations of fraud and deception by First Alliance in creating its
pools of loans. 49 1 In February 1999, a California court of appeals, in
an unpublished opinion, reportedly ruled that the signatures of an eld-
erly couple on a form waiving the right to file lawsuits had been "ob-
tained by fraud" and said that First Alliance had "trained its
employees to use various methods, including deception, to sell its
services."

4 92

In March 1999, First Alliance's parent corporation announced
that First Alliance had completed a $115 million securitization. 49 3 In
June 1999, First Alliance announced it would begin a web site to lend
on-line. 494 In September 1999, it announced that it had settled the
action by the State of Minnesota for $550,000. 4 95 Despite its legal
problems throughout 1999, First Alliance's income for the year was
still an astonishing $484 million, only $50 million less than during
1998.496 By 1999, First Alliance, including its affiliated organiza-
tions, serviced nearly $900 million in loans and had licenses in eigh-
teen states and the District of Columbia. 49 7 Even in early 2000, a
spokesman for Lehman Brothers defended First Alliance's lending

489. William Kleinknecht, NJ Suit Accuses Mortgage Lender Of Fraud, STAR-
LEDGER (Newark N.J.), Dec. 18, 1998, at 051, 1998 WL 33865850.

490. FACO Completes $120 Million Deal, NAT'L MORTGAGE NEWS, Dec. 28, 1998,
1998 WL 18767767.

491. Industry Briefs, CREDIT RISK MGMT. REP., Dec. 28, 1998, 1998 WL 9577688.
The high ratings for the securitizations of First Alliance's loan pools was aided by the
credit enhancement provided by one of the nation's large financial insurance companies.
Diana B. Henriques & Lowell Bergman, Mortgaged Lives: a Special Report, N.Y. TIMES,

Mar. 15, 2000, at Al, Abstract available at 2000 WL 19064943.
492. Henriques & Bergman, N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at

2000 WL 19064943.
493. Fannie Mae Reopens $2 Billion Five-Year Benchmark Note, NAT'L MORTGAGE

NEWS, Mar. 29, 1999, at 6, 1999 WL 16553533.
494. First Alliance Plans New Site, BANK ADVER. NEWS, June 28, 1999, at 1, 1999

WL 32643275.
495. Edmund Sanders, First Alliance Settles Consumer Fraud Complaint Agree-

ment, L.A. TIMES, Sept. 22, 1999, at C3, 1999 WL 26178206.

496. Jan Norman, Maintaining Their Optimism First Alliance Mortgage's Leaders
Say Their Company Will Survive Tough Times, ORANGE CouNTY (CAL.) REG., Feb. 20,
2000, at K01, 2000 WL 4817806.

497. In re First Alliance Mortgage Co., 264 B.R. 634, 641 (C.D. Cal. 2001).
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practices, 498 apparently trying to justify the more than $2 billion in
loans by First Alliance that Wall Street firms had securitized, and
Lehman's involvement with First Alliance.4 99 Lehman's spokesman
claimed that Lehman officials somehow believed that First Alliance
had improved its efforts during the last eighteen months to prevent
lending abuses.50 0 In private memos, Lehman apparently had a dif-
ferent view of First Alliance. According to published reports, a Leh-
man executive writing of First Alliance, stated "It is a requirement to
leave your ethics at the door."'50 1 Lehman helped First Alliance
securitize its loans even though Lehman reportedly acknowledged
that it was fully aware of First Alliance's legal problems. 50 2

On March 23, 2000, First Alliance pierced this balloon, announc-
ing that it had stopped making new loans and that it had filed bank-
ruptcy under Chapter 11. 503 First Alliance's founder claimed that the
filing was due to the "unfair and inaccurate stories [that] have devas-
tated the company's 30-year reputation and acutely hindered the com-
pany's relationships with businesses, consumers and regulators."50 4

This bankruptcy filing may have come as a shock to the investors in
First Alliance's securitized loans, given First Alliance's apparent as-
sets and the information that had been provided to them.50 5 Some
have speculated that, rather than being a sign of current financial dis-
tress, the bankruptcy petition may have been part of a strategy by the
company to stymie the litigation against First Alliance while protect-
ing the value of the corporation to its shareholders. 50 6

498. Lehman Brothers is Wall Street's fourth-largest brokerage house. See Hen-
riques & Bergman, N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at 2000 WL
19064943.

499. See ABS World Warily Eyes New Suit Against Lehman, INV. DEALERS' DIG.,
May 8, 2000, 2000 WL 4666934 and Michael Gregory, The Predatory Lending Fracas:
Wall Street Comes Under Scrutiny In The Subprime Market As Liquidity Suffers And
Regulation Looms, INv. DEALERS' DIG., June 26, 2000, 2000 WL 4667167.

500. Diana B. Henriques & Lowell Bergman, Fast Talk and Home Equity Wall
Street Loves First Alliance, Despite Lender's Legal Problems, PLAIN DEALER (Clev.), Mar.
18, 2000, at 1C, 2000 WL 5138774.

501. E. Scott Reckard, Markets First Alliance Will Refund $60 Million Financing,
L.A. TIMES, Mar. 22, 2002, at Cl, 2002 WL 2462793.

502. Henriques & Bergman, N.Y. TIMES, Mar. 15, 2000, at Al, Abstract available at
2000 WL 19064943.

503. Diana B. Henriques, Under Fire, Mortgage Lender Files Chapter 11 First Alli-
ance Corp. Faces Many Lawsuits, SAN DIEGO UNION & TRIB., Mar. 24, 2000, at C2, 2000
WL 13955318.

504. Bert Caldwell, First Alliance Mortgage Firm Seeks Bankruptcy Protection,
SPOKESMAN-REV. (Spokane Wash.), Mar, 25, 2000, at All, 2000 WL 6758503.

505. The New York Times reported: "Financial records provided to investors by
First Alliance on March 14 showed no signs of financial distress. As of Dec. 31, the
company had assets of more than $112 million, including more than $15 million in cash,
and liabilities ofjust $33 million." See Diana B. Henriques, Troubled Lender Seeks Pro-
tection, N.Y. TIMES, Mar. 24, 2000, at Al, Abstract available at 2000 WL 19065654.

506. Id.
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After First Alliance filed bankruptcy, two more governmental ac-
tions were filed against it: the first in June 2000, by the state of Flor-
ida against First Alhiance and some of its officers and employees,
based on alleged fraud and violations of a Florida unfair business
practices statute; the second in October 2000 by the FTC, based on
alleged violations of the Federal Trade Commission Act, 15 U.S.C.
§§ 45(a) and 53(b), the federal Truth in Lending Act ("TILA"), 15
U.S.C. § 1607(c), and Regulation Z, 12 C.F.R. § 226, which implements
TILA. 50 7 Both suits sought rescission of homeowners' loans and dis-
gorgement of money, either based on borrowers' damages or First Alli-
ance's unjust enrichment. 50 8

As a result of First Alliance's bankruptcy, the borrowers it victim-
ized are unlikely to collect much for the harm they received. Because
of its former great profitability, First Alliance, even in the midst of
bankruptcy, has been able to hire the most expert and capable legal
representation, at significant expense, to defend itself from its victims'
claims. 50 9 This legal talent for a time had significant success in de-
fending First Alliance from class claims by borrowers. For example, in
one bankruptcy ruling, at which First Alliance was represented by a
nationally prominent law firm, the bankruptcy judge refused to allow
class proofs of claims on behalf of certain borrowers, eliminating in a
stroke hundreds of millions of dollars in claims against the bank-
ruptcy estate of First Alliance. 5 10 The judge also barred the prosecu-
tion of class action lawsuits against First Alliance, and threw out
AARP's action against First Alliance based on California's unfair and
deceptive practices law. 5 11 Later, these rulings were overturned by a
federal district judge.5 12 As of the time of this writing, First Alliance
has reportedly settled many of the claims against it for either $60 mil-
lion or $95 million without admitting any wrongdoing. 5 13 According
to published reports, as part of this settlement, the borrowers were

507. In re First Alliance Mortgage Co., 264 B.R. 634 (C.D. Cal. 2001). A copy of the
FTC complaint against First Alliance can be found in Mark D. Fleischer & Amy J.
Mayer, Increasing Involvement of Regulatory Agencies and Public Officials in Consumer
Issues 1242 PLI/CoRP 581 (2001).

508. In re First Alliance Mortgage Co., 264 B.R. 634 (C.D. Cal. 2001).
509. In 2000, First Alliance's attorney reportedly noted that First Alliance spent $6

million defending itself during the previous year. See Edmund Sanders, Judge Stalls
Suits Against Founder of First Alliance Bankruptcy, L.A. TIMES, June 7, 2000, at Cl,
2000 WL 2248330.

510. Class Action Proofs Disallowed for Some in First Alliance Mortgage Case, 37
BANKR. CT. DEC. (LRP) No. 11, at 7 (March 21, 2001).

511. James B. Kelleher, California Bankruptcy Judge Bars Retirement Group from
Suing Irvine, Calif-Based Lender, ORANGE COUNTY (CAL.) REG., Mar. 20, 2001, 2001
WL 16513664.

512. See In re First Alliance Mortgage Co., 269 B.R. 428 (C.D. Cal. 2001).
513. See James B. Kelleher, Banks Win in First Alliance Pact, ORANGE COUNTY

(CAL.) REG., Mar. 7, 2002, 2002 WL 5442455 and E. Scott Reckard, Markets First Alli-
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required to waive their right to cancel their outstanding loan. 5 14 De-
spite the funding they provided First Alliance, it appears that the in-
vestors in the mortgage pools will be able to retain their interest in the
loans originated by First Alliance and the excessive interest rates that
the loans generate. By protecting the secondary market investors
from liability for purchasing First Alliance's loans, the settlement en-
courages further investment in loans originated by shady originators.

First Alliance successfully engaged in its predatory practices de-
spite the protections of HOEPA in two ways. First of all, it has alleg-
edly failed to provide timely HOEPA disclosures to at least some of its
borrowers, which would deny them the additional time to investigate
the loan and discover its terms before being bound by the loan. 5 15 Sec-
ondly, the secondary markets were not as attentive as they should
have been to how many HOEPA loans a particular lender was securi-
tizing. Lenders have not been required by law to disclose to a rating
agency or securitizer how many HOEPA loans are included in a par-
ticular loan pool. 5 16 Until recently, underwriters and rating agencies
have been surprisingly lax about determining how many HOEPA
loans are in a pool, given that the presence of HOEPA loans is an indi-
cation of potential predatory loans and that the holders of HOEPA
loans do not have holder in due course protection. Even in its Novem-
ber 2000 draft memorandum on "How to Avoid Purchasing or Invest-
ing in Predatory Mortgage Loans," the FDIC does not advise banks to
determine how many HOEPA loans are in a mortgage pool before in-
vesting in securities related to that pool. 5 17

This laxity may be explained in part by the low percentage of all
subprime loans HOEPA affects, including an estimated one percent
falling under the APR trigger.5 18 Therefore, the ratings agencies and
underwriters may have concluded initially that they did not need to
exclude HOEPA loans from securitizations or treat them much differ-
ently than non-HOEPA loans because there were so few of them. Also,

ance Will Refund $60 Million Financing, L.A. TIMES, Mar. 22, 2002, at C1, 2002 WL
2462793.

514. Id.
515. If Trusts Were To Break Wide Open: The Shake-Up in Subprime Lending and

Its Impact on ABS, ASSET SALES REP., June 26, 2000, 2000 WL 3953601.
516. Joint U.S. Dep't of Housing and Urban Dev.-U.S. Dep't of the Treasury Task

Force on Predatory Lending, Curbing Predatory Home Mortgage Lending 109 (June
2000), at http://www.hud.gov/library/bookshelfl8/pressrel/treasrpt.pdf (last visited Mar.
9, 2002).

517. See Draft FDIC Staff Memorandum: How to Avoid Purchasing or Investing in
Predatory Mortgage Loans (November 2000), at http://www2.fdic.gov/epc/predlend/ (last
visited Mar. 7, 2002).

518. Edward M. Gramlich, Open Forum: Predatory Lending and Mortgages, NAT'L
MORTGAGE NEWS, Apr. 16, 2001, at 4, 2001 WL 9321630 (citing a special survey by the
Office of Thrift Supervision).
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some participants in the secondary market may not have realized that
HOEPA actually eliminates the holder in due course doctrine in high
cost loans.5 19 Given the huge profit that Wall Street was making on
the securitization of subprime loans, the firms may have, intentionally
or unwittingly, turned a blind eye to the problems potentially associ-
ated with securitizing HOEPA loans. Wall Street's attention has been
captured, however, by a class action lawsuit against Lehman Broth-
ers, alleging that it is liable for First Alliance's wrongdoing, given Leh-
man's participation in First Alliance's securitization of loans.5 20 It

appears that only by holding the securitizers and purchasers of the
loans generated by a predatory lender liable for the harms caused by
that lender's activities can those investors and securitizers be con-
vinced to stop dealing with unscrupulous lenders.

A lender's ability to evade liability for fraudulent or deceptive con-
duct through bankruptcy, when combined with the holder in due
course doctrine, prevents borrowers from seeking recovery either from
the predatory lender or from the purchaser of the loans.5 21 Like First
Alliance, most of the leading subprime lenders have filed for bank-
ruptcy since the great liquidity crisis of October 1998, leaving a vast
number of subprime borrowers without any remedy for fraud or
deception.

5 2 2

First Alliance is hardly alone among leading subprime lenders in
ysuse of predatory lending tactics. Associates First Capital Corpora-

tion, as late as last year one of the nation's largest subprime lenders,
was charged by the FTC in 2001 with actively misleading borrowers in
order to induce them into accepting loans with high interest rates,
costs and fees, and high priced credit insurance, in violation of the
Federal Trade Commission Act.5 23 Jodie Bernstein, directory of the
FTC's Bureau of Consumer Protection, claimed that "The Associates
engaged in widespread deceptive practices .... They hid essential

519. Although the language of HOEPA already seems clear, the Federal Reserve
Board has proposed a "clarification" that HOEPA does in fact eliminate the holder in
due course doctrine for high cost loans, a proposal that the Federal Trade Commission
opposes because it could be used by targets of current FTC action as a basis to claim
that the holder in due course doctrine survived HOEPA even in high cost loans before
the "clarification." See Letter from the FTC, to the Board of Governors of the Federal
Reserve System (Mar. 9, 2001), available at http://www.ftc.gov/be/vOlOO04.htm (last
visited Mar. 7, 2002) (commenting on proposed changes to HOEPA).

520. ABS World Warily Eyes New Suit Against Lehman, INv. DEALERS' DIG., May 8,
2000, 2000 WL 4666934.

521. Chris De Reza, Senate Votes to Pass Bankruptcy Reform Bill, REAL EST. FIN.
TODAY, Elec. Ed., Mar. 19, 2001, at 4, 2001 WL 8192660.

522. Erick Berquist, Preparing for a Bad-Loan Boom, AM. BANKER, Oct. 6, 2000, at
1, 2000 WL 25345973.

523. FTC Charges Subprime Lender with Abuse, 37 BANKR. CT. DEC. (LRP) No. 14,
at 6 (April 10, 2001).
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information from consumers, misrepresented loan terms, flipped loans
and packed optional fees to raise the costs of the loans."52 4 Associates
was acquired by Citigroup in 2000 for about $31 billion.5 25 In Septem-
ber 2001, Citigroup Inc. reportedly agreed to pay up to $20-million to
settle a claim brought by the North Carolina attorney general, sepa-
rate from the FTC action. 526 The FTC began actions against fifteen
different subprime lenders from 1998 through mid-2001. 52 7

C. STATE AND LOCAL EFFORTS TO PATCH HOEPA

HOEPA is far from the only legislative or agency response to
predatory lending. In fact, by the close of the 106th Congress, four
separate bills designed to combat predatory lending (one introduced
separately in the House and the Senate) were referred to commit-
tee. 52 8 At least thirty-one states, as well as numerous cities and coun-
ties, have introduced varied bills seeking to rein in predatory or
improper lending. 529 North Carolina became the first state to enact a
statute attacking predatory lending, a statute that goes beyond
HOEPA by, among other things, prohibiting flipping and limiting bro-
kers fees. 530 North Carolina has since been joined by Massachusetts,
New York, and the City of Chicago, among others.53 1 Even Fannie
Mae announced loan purchase guidelines designed to combat preda-
tory lending.5 32 A full description of the numerous proposals to attack

524. Id. See also Commission Alleges Sales Abuses by 2 Citigroup Units, BEST'S
REV., Apr. 1, 2001, at 131, 2001 WL 12285331 (noting that the FTC filed complaints
against two Citibank subsidiaries, Associates First Capital Corp. and Associates Corpo-
ration of North America).

525. Citibank may be trying to clean up the lending practices of Associates, as it
reportedly stopped doing business with over 4,000 brokers, suspended more than 1,300
foreclosures "over concerns about the original Associates loan," and ceased using single
premium credit insurance. Mike Vogel, Hazel Ruffin Got a Loan... How Far Should
Florida Go in Curbing Credit?, FLA. TREND, Mar. 1, 2002, at 42, 2002 WL 11485547.

526. Citigroup Inc. agreed to pay as much as $20 million. Paul Beckett, U.S. Regu-
lators Press Citigroup for Data in Suit, WALL ST. J. EUa., Mar. 7, 2002, at 2002 WL-
WSJE 3356268.

527. Mike Sorohan, Predatory Lending Definition Challenges Enforcers, REAL EST.
FIN. TODAY, Elec. Ed., June 25, 2001, at 28, available at 2001 WL 8192996.

528. Mansfield, 1242 PLICORP at 11.
529. Mike Sorohan, Spring Fever for Predatory Lending Bills, REAL EST. FIN. TODAY,

Elec. Ed., Apr. 23, 2001, at 20, 2001 WL 8192793; see also Mike Sorohan, Cities Take Up
Predatory Lending Battle Cry, REAL EST. FIN. TODAY, Elec. Ed., Dec. 18, 2000, 2000 WL
8249743.

530. N.C. GEN. STAT. § 24-1.1A (1999).
531. Elizabeth C. Yen, Wingrove S. Lynton & Timothy P. Meredith, Truth in Lend-

ing in the Year 2000, 56 Bus. LAW. 1089, 1095 (2001). See N.C. GEN. STAT. § 24-1.1E
(2000); Massachusetts Division of Banks, Amendments to 209 C.M.R §§ 32.32, 40.00-
40.10 (2000) (effective Mar. 22, 2001); 3 NYCRR § 41.1 (2001); CHICAGO, ILL., CODE § 2-
32-455 (2000).

532. Fannie Mae's guidelines regarding predatory lending are discussed in its list of
answers to frequently asked questions, available at http://www.fanniemae.com/faq/

[Vol. 35



HELD UP IN DUE COURSE

predatory lending currently in play is outside of the scope of this arti-
cle, and in fact would require an easily updated web page to avoid
being out of date nearly instantaneously.

53 3

This plethora of legislation and ordinances is obviously well-in-

tentioned, given the obvious flaws in HOEPA. However, at least one

critic has argued that too many forms of lending regulation could drive

up the cost of credit and harm the very low income borrowers the regu-

lation is intended to help.5 34 This critic notes that this would be espe-

cially true if the penalties for predatory lending are severe and local

standards defining "predatory lending" are so vague that a lender can-

not reasonably determine whether the loan it is considering funding is

in fact predatory. Some lenders are claiming that local action to at-

tack predatory lending will cause lenders to forego making subprime

loans in such jurisdictions entirely,5 35 but this claim appears to be

wildly exaggerated. 53 6 In addition, a widely varying mosaic of laws

and ordinances designed to combat predatory lending can drive up the

cost of borrowing by charging the lender with the task of keeping track

of not only the federal rules, but also the various rules in the many

cities, counties, and states where the lender does business. 53 7 This

burden would be imposed not only on the original lender, but also on

any potential assignees of the loans, and may make it more difficult to

securitize even legitimate, non-predatory subprime loans.

231001q.jhtml (last visited Mar. 23, 2002), while Freddie Mac's equivalent, an anti-

predatory lending "Don't Borrow Trouble" campaign tool-kit available to some cities,

was announced at Press Release, Freddie Mac, Newspapers Report Legislative Progress

on Anti-Predatory Lending Legislation (Mar. 15, 2001), available at http://www.freddie
mac.comnews/analysis/pred-index.html (last visited Mar. 23, 2002).

533. Examples of such web pages include: Predatory Lending Resource Center,
Mortgage Bankers Association of America, at http://www.mbaa.org/resoufces/predlend/
(last visited Mar. 5, 2002); Legislative Update, National Home Equity Mortgage Associ-

ation, at http://www.nhema.org/Bills (last visited Mar. 5, 2002); and Coalition for Re-

sponsible Lending, at http://www.responsiblelending.org (last visited Mar. 5, 2002). An

excellent non-web page discussion of recent predatory lending legislation may be found

in Cathy Lesser Mansfield, Predatory Mortgage Lending: Summary of Legislative and

Regulatory Activity, Including Testimony on Subprime Mortgage Lending Before the
House Banking Committee, 1242 PLIICoRP 9 (2001).

534. Robert E. Litan, A Prudent Approach to 'Predatory' Lending, The Brookings
Institution, at http://www.mbaa.org/resources/predlend/ (Feb. 2001) (last visited Mar. 5.

2002). See also Erick Berquist, Stiff Predator Laws Lead Lenders to Exit, Am. BANKER,
June 15, 2001, at 1, 2001 WL 3912254.

535. Berquist, Am. BANKER, June 15, 2001, at 1, 2001 WL 3912254.
536. Martin Eakes, North Carolina Anti-Predator Law A Good Model for Other

States, AM. BANKER, Apr. 6, 2001, at 16, 2001 WL 3910692.

537. Robert E. Litan, A Prudent Approach to 'Predatory' Lending, The Brookings
Institution, at http://www.mbaa.org/resources/predlend/ (Feb. 2001) (last visited Mar. 5.

2002). For example, at the time this is written, Chicago, Cook County, Illinois, and the

United States all have distinct and different sets of rules against predatory lending. See

Erick Berquist, Execs Want Simplified Subprime Loan Laws, AM. BANKER, July 27,
2001, at 1, 2001 WL 3913088.
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Perhaps more importantly, the lending industry may attempt to
use some anti-predatory lending law to weaken, rather than
strengthen, the other rules that might prevent such lending. For ex-
ample, California recently passed a bill designed to curb predatory
lending.5 38 California's Act does have some good features, such as
barring, for loans covered by the bill, prepayment penalties after three
years from the loan's origination, 53 9 negative amortization for junior
loans of any duration, 540 loans made with no expectation that they
can be repaid, 54 1 and loan steering, which is the directing of borrowers
to loans that have higher costs than other loans the borrower would be
eligible for, or the steering of borrowers by mortgage brokers to lend-
ers who would charge the borrower more than would other lenders
with whom the borrower does business. 54 2 Among the remedies the
Act supplies is the ability of a court to reform the note to remove any
barred term.54 3 The Act's main defect is that it accomplishes too little
and explicitly does not apply to holders in due course. 54 4 No doubt,
purchasers of predatory loans will claim to have taken them free of
any claim based on this Act, and so would argue that a court could not
order reformation of a note under the Act once the note is held by a
holder in due course.

By comparison, the Oakland City Council passed a much tougher
ordinance to deter predatory lending. 54 5 This ordinance bars some
practices on all loans in general, limiting the amount of prepayment
penalties, even within the first three years, and barring lenders from
financing credit insurance and from encouraging a borrower to miss a
payment on an existing loan. 546 The ordinance is even stricter regard-
ing high-cost loans, as defined by the ordinance. Lenders may not
make high cost loans without receiving a certification that the bor-
rower received home loan counseling, may not charge any prepayment
penalties on high cost mortgages, may not refinance any loan with a
high cost loan unless the borrower receives a benefit, and cannot refi-
nance a subsidized or below market rate loan with a high cost loan,
unless an independent counselor has determined that the borrower

538. See Cal. Assembly Bill No. 489 (codified as CAL. FIN. CODE § 4970, et. seq).
539. CAL. FIN. CODE § 4973(a)(1) (2002).
540. CAL. FIN. CODE § 4973(c) (2002).
541. CAL. FIN. CODE § 4973(f)(1) (2002).
542. CAL. FIN. CODE § 4973(m) (2002).
543. CAL. FIN. CODE § 4978(b) (2002).
544. CAL. FIN. CODE § 4979.8 (2002) ("The provisions of this division shall not im-

pose liability on an assignee that is a holder in due course. The provisions of this divi-
sion shall not apply to persons chartered by Congress to engage in secondary market
transactions.").

545. Oakland, Cal. City Council Ordinance No. 12361 C.M.S. (2001).
546. Oakland, Cal. City Council Ordinance No. 12361 C.M.S., 5.33.040 (2001).
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would be best served by such a refinance. 547 Most importantly, the
ordinance specifically applies not only to the originators of the note
but also to any assignees or purchasers, abrogating the holder in due
course doctrine as to this ordinance.548 In response to the Oakland
ordinance, a lender trade association has sued Oakland, to prevent its
ordinance from being enforced, arguing that the ordinance is pre-
empted by state law. 54 9 The association is attempting to use weaker
state law to defeat stronger local law.

VI. THE CASE FOR ELIMINATING THE HOLDER IN DUE
COURSE DOCTRINE FOR ALL NON-COMMERCIAL
LOANS

With the rapid growth in subprime and predatory lending and the
securitization of subprime loans, the subprime industry greatly re-
sembles the consumer credit industry of the 1970s before the FTC
eliminated the holder in due course doctrine for that industry through
its regulation. There is a similar victimization of consumers by fly-by-
night dealers who immediately assign their credit instruments to
other business entities. Now, instead of home improvement contrac-
tors fleecing customers with shoddy siding, then selling their credit
instruments to finance companies, mortgage brokers are tricking bor-
rowers into signing overpriced and inappropriate loans, then selling
those loans to securitizers. Too many mortgage brokers have adopted
the sleazy techniques of used car salesmen or fly-by-night home im-
provers, even going so far as to hire the used car salesmen directly.
Like their dishonest predecessors, they are promising goods or ser-
vices that are either never delivered or are delivered in a way contrary
to the representations made to the borrower. And they are employing
high pressure sales tactics, misrepresentations, and outright fraud.

The FTC acted because finance companies claimed holder in due
course status even though they bought retail installment contracts
regularly from the same unscrupulous contractors and merchants.
Now, the secondary market and the Wall Street securitizers are deal-
ing over and over with the same particular shady originators of the
credit instruments, only to claim ignorance of the originators' fraud
and to rely on the status as holder in due course as protection for their

547. Oakland, Cal. City Council Ordinance No. 12361 C.M.S., 5.33.050 (2001).

548. Oakland, Cal. City Council Ordinance No. 12361 C.M.S., 5.33.070 (2001).
549. American Financial Servs. Ass'n v. City of Oakland, Case No. 2001-027338

(Cal. Sup. Ct. Oct. 15, 2001) (verified complaint) (on file with the Creighton Law
Review).
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investors when the borrower objects to the deceit and unfair practices
used by the originators. 550

Courts and legislatures have responded to predatory lending
much as they did to predatory home improvers and retail merchants.
Courts are giving individual relief to some borrowers but cannot cre-
ate uniform rules that protect all borrowers. At the same time, the
states and local governments have developed an increasingly compli-
cated, patchwork response to the problem, just as states once acted
independently to stop fraudulent retail credit practices before the FTC
stepped in.5 5 1 These local responses, however, do not address the core
problem, which is that the buyers of predatory loans bear too little
risk of loss for fraud and misrepresentation committed by the origina-
tors of those mortgages.

The surest solution to the problem of predatory lending is to force
the markets that fund subprime lenders to police those lenders, and
the surest way to force this private policing effort is to ensure that the
buyers of predatory loans bear any risk of loss associated with the
sharp practices by the lender, rather than having that loss borne by
the borrower. Actions by regulatory agencies or prosecutorial bodies,
though helpful, are too slow, as it can take months if not years before a
regulatory body even notices a mortgage broker's deceptive prac-
tices. 55 2 As demonstrated in the cases of First Alliance, Diamond/
Obie and Polo/Tri-Star, cited supra, it takes too much time for the reg-
ulator or prosecutors to discover that a particular broker or lender is
engaging in fraudulent practices, then even more time to gather the
evidence and engage in the due process required to strip the lender of
its licenses, enjoin the behavior, or prosecute the lender criminally.
Only the purchasers of the loans have the ability, described below, to
create an early warning system to detect the presence of improper
loan practices and to stop the brokers responsible by cutting off the
brokers' supply of funds available to close any additional loans. 55 3

Because the best way to encourage the purchasers of loans to cut
off the predatory lender's supply of capital is to force those purchasers
to bear the risk of the fraudulent or misleading practices of that
lender, the problem of predatory lending calls for the elimination of

550. See Philip S. Porter, The Two Faces of Truth-in Lending, 12-APR S.C. LAW. 18
(2001).

551. See discussion of state's independent action in Kurt Eggert, Held Up in Due
Course: Codification and the Victory of Form Over Intent in Negotiable Instrument Law,
35 CREIGHTON L. REV. 363, 423 n.273 (2002).

552. See Comments of the National Consumer Law Center and Consumer Federa-
tion of America to the FDIC on Predatory Mortgages, at http://www.nclc.orglpreda-
torylendingtfdic.html (last visited Mar. 26, 2002).

553. See discussion of the early warning system created by lenders and securitizers
at notes 583-87, infra, and the accompanying text.
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the holder in due course doctrine in all loans secured by residences of
the borrowers. The effectiveness of this elimination can be seen
through an economic analysis of the holder in due course doctrine,
which demonstrates that this doctrine is inefficient when applied to
non-commercial loans, such as residential mortgages, because it pre-
vents borrowers from effectively determining the cost of their loans,
and because it discourages the actors most able to prevent loss caused
by a dishonest loan originator from engaging in the loss-prevention
monitoring that is needed to prevent predatory lending.

A. THE HOLDER IN DUE COURSE DOCTRINE IS INEFFICIENT BECAUSE

IT PREVENTS INFORMED DECISION-MAKING BY BORROWERS

The holder in due course doctrine is inefficient and harms borrow-
ers by making it more difficult for them to determine whether a partic-
ular loan is in their best interest. Assuming that each party is acting
in his or her own self-interest, neither the drawer nor the payee of the
negotiable instrument would likely engage in the creation of that ne-
gotiable instrument unless each believed that the creation, including
its attendant transaction costs, would benefit them, or at least not
cause them any harm.5 54 If this transaction benefits each of its par-
ticipants or least benefits some and does not harm the others, then the
transaction would be efficient, producing a net good. Indeed, unless
third parties are somehow injured by the creation of the negotiable
instrument, the transaction would meet the more rigorous standard of
Pareto Superiority, which is satisfied if a transaction benefits every
party affected by it, or at least leaves them no worse off.55 5 If third
parties are somehow harmed, the creation of the negotiable instru-
ment could still be efficient if judged by the less rigorous standard of
Kalder-Hicks efficiency, the more commonly applied standard that
would require only that the benefit to the transacting parties exceeds
the detriment to any third parties. 556

To determine whether creating the negotiable instrument would
benefit them, each transacting party should have sufficient informa-
tion to determine the value of the creation of the negotiable instru-
ment to that party, which would require each party to be reasonably

554. RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 13-14 (Aspen, 5th ed. 1998).
555. See Jules L. Coleman, Efficiency, Utility, and Wealth Maximization, 8 HOFSTRA

L. REV. 509, 512-513 (1980); Steven L. Schwarcz, Rethinking Freedom of Contract: A
Bankruptcy Paradigm, 77 TEX. L. REV. 515, 560 (1999).

556. POSNER, supra note 554, at 13-15. Posner states that, because "[tihe conditions
for Pareto superiority are almost never satisfied in the real world, . . . the operating
definition for efficiency in economics must not be Pareto superiority. When an econo-
mist says that [a transaction] is efficient, nine times out often he means Kaldor-Hicks
efficient." Id. at 14-15.
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well informed regarding the potential benefits and costs before mak-
ing the exchange.5 5 7

Whether an instrument is negotiable is an important element of
the value of that instrument to the maker, to determine the assign-
ment of risk and the resulting costs of the loan to the borrower. The
borrower would need to factor in the risk assigned to him, as well as
the costs of additional precautionary measures the borrower would
have to undertake because of the assignment of risks. Only if the bor-
rower understands this risk and the attendant costs will the borrower
know what terms he should demand, either in interest rate or other
terms, in order to insure the loan will actually benefit him. 558 Under-

standing the assignment of risk will also help the borrower determine
to what extent he should discount any representations made to him by
the originator of the loan, given that any defenses he might acquire
based on those representations could be almost immediately cut off if
the other party transfers the instrument. If borrowers are unable to
understand how the holder in due course assigns risk, they cannot
make sure that they will enter into only loan agreements that benefit

them, and those agreements may cause more harm than good.5 59

Whether the holder in due course doctrine applies to a particular
loan, what its legal effect would be, and the magnitude of the risk of

fraud or loss that it assigns are all essential pieces of information for
any borrower, especially a subprime borrower concerned about preda-
tory lenders. Before a borrower enters into a loan, she should know
how the risk of loss would be assigned if, for example, she did not re-
ceive the mortgage proceeds because of a dishonest broker's conver-
sion. The holder in due course doctrine effectively prevents borrowers
from obtaining this information, however, because it is so little known.
As noted by Lary Lawrence, "No one except a student of Article 3
would know that the difference between a non-negotiable and a nego-

557. According to Milton Friedman, the test to determine whether a transaction
benefits both parties is whether the transaction is bilaterally voluntary and informed.
See MILTON FRIEDMAN, CAPITALISM AND FREEDOM 13 (1962).

558. For a discussion of how rational consumers price risk to factor it into their
choices, see Milton Friedman & Leonard J. Savage, The Utility Analysis of Choices In-
volving Risk, 56 J. POL. EcON. 279, 288-93 (1948).

559. Lee Goldman, My Way and the Highway: the Law and Economics of Choice of
Forum Clauses in Consumer Form Contracts, 86 Nw. U. L. REV. 700, 721 (1992).
Goldman notes:

[M]arket imperfections, especially those contributing to consumers' imperfect
knowledge, undermine the core postulate of the classic Chicago School model.
The consumer's signature cannot be viewed as a voluntary acceptance of terms
that will necessarily result in wealth maximization. Consumers cannot 'volun-
tarily' accept terms of which they are unaware. Similarly, consumers' lack of
knowledge precludes the assumption that each has acted in his or her self-
interest to maximize his or her wants.
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tiable instrument is the use of a magical word like 'bearer,' 'order,'
'cash' or 'exchange."' 560

The holder in due course doctrine is not only little known by non-
commercial borrowers, it is unfairly difficult for them to learn and un-
derstand.56 1 The holder in due course doctrine is counter-intuitive, in
that it would not occur to the average borrower that her legal rights
could be affected by the lender merely assigning her loan.56 2 Consum-
ers are little used to contracts that assign them the risk of loss due to
the fraud of a seller, and so would not expect that the loan agreement
would do so. 5 6 3

To understand the holder in due course doctrine and its potential
effect, a borrower would first have to understand that a gap-filling
term not in the contract but instead provided by operation of law could
determine whether the borrower or the purchaser of the loan bears the
risk of loss caused by a lender's dishonesty. Next, the borrower would
have to realize that the holder in due course doctrine assigns such risk
of loss to him, unless he can demonstrate one of the so-called "real
defenses." Then, the borrower would have to understand when the
holder in due course doctrine is abrogated, for example by TILA, by
HOEPA, or by the FTC Holder in Due Course Rule. Next, the bor-
rower would have to determine the amount of risk that the holder in
due course doctrine is likely to assign, which would require an assess-
ment of the likelihood of the lender engaging in sharp or dishonest
practices and the potential harm that those practices could cause.

This kind of understanding, information gathering, and risk as-
sessment, the doctrine's "cognitive load,"5 64 is clearly beyond the ca-
pabilities of all but a minute fraction of non-commercial borrowers,

560. Lary Lawrence, Misconceptions about Article 3 of the Uniform Commercial
Code: A Suggested Methodology and Proposed Revisions, 62 N.C. L. REV. 115, 152 (1983)
(footnotes omitted). Nelson and Whitman defend the rule, even while acknowledging
how few understand it, stating: "ITihe word order warns the mortgagor that he or she is
signing a negotiable instrument, with the potential liabilities that implies. Perhaps
many mortgagors have no idea what the word means, but the rule is clear, all the
same." GRANT S. NELSON & DALE A. WHITMAN, REAL ESTATE FINANCE LAW 390-91 (4th

ed. 2001). But what importance is clarity, one might ask, when few of the residential
borrowers affected know of the rule which Nelson and Whitman assert is clear? See
section VI(C)(4), infra, for the argument that the holder in due course rule not only is
relatively unknown by the borrowing public, but also its effect is not even clear, to bor-
rowers, to lenders or even to judges.

561. The holder in due course doctrine is "hard... to explain." Grant Gilmore, The
Commercial Doctrine of Good Faith Purchase, 63 YALE L.J. 1057, 1098 (1954).

562. See Am. Fin. Serv. Ass'n v. FTC, 767 F.2d 957, 980-81 (D.C. Cir. 1985) (stating
that HDC rule promulgated "to prevent consumers from being victimized by a counter-
intuitive legal doctrine").

563. Michael I. Meyerson, The Efficient Consumer Form Contract: Law and Eco-
nomics Meets the Real World, 24 GA. L. REV. 583, 599 (1990).

564. Karen Eggleston, Eric A. Posner & Richard Zeckhauser, The Design and Inter-
pretation of Contracts: Why Complexity Matters, 95 Nw. U. L. REV. 91, 97 (2000).
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but without such understanding, subprime borrowers dealing with
under-regulated mortgage brokers are likely regularly to enter into
loan agreements embodied by negotiable instruments that harm
rather than help them.5 65 Non-commercial borrowers are bound by
that negotiability, regardless of their ignorance of it or the harm that
it might cause them.

B. THE HOLDER IN DUE COURSE DOCTRINE'S ASSIGNMENT OF RISK

ENCOURAGES FRAUD

Another way to consider the effect of the holder in due course doc-
trine is to think of it not so much as a negotiation issue, or part of the
formation of the contract, but rather as a question of how to allocate
certain types of loss caused by fraud, misrepresentation, or conver-
sion. One of the primary purposes of the holder in due course doctrine
is to allocate the risk of loss between the maker of a note and the
buyer of the note from the original lender. A typical loss in the home
mortgage market occurs when the loan is the product of fraud or for-
gery, such that either the homeowner does not receive the proceeds of
the loan, or the loan is substantially different than it was represented
to be and the homeowner is induced into entering into a loan that does
not make economic sense for him to have entered. Either case causes
a loss, the first the loss of the proceeds of the loan, the latter a loss of
the more beneficial terms the borrower could have obtained had no
fraud or misrepresentation been involved.5 66

Once this loss has occurred, the primary question is who should
bear the loss. Clearly, the mortgage broker or initial lender who con-
verted the proceeds of the loan or who committed the fraud or misrep-
resentation that caused the loss should bear the loss, but any
mortgage broker or lender who commits theft, fraud, or misrepresen-
tation, especially on a broad scale, is all too likely to declare bank-
ruptcy or simply disappear, leaving insufficient assets to make its

565. Evidence that subprime borrowers are regularly entering into loan agreements
that do not benefit them can be seen in the mounting numbers of foreclosures of sub-
prime loans, discussed in section IV(C) supra, as well as in the staggering percentage of
subprime borrowers who would have qualified for prime loans, discussed in notes 366-
67, supra, and the accompanying text.

566. In his article, "The External Triangles of the Law:" Toward a Theory of Priori-
ties in Conflicts Involving Remote Parties, 90 MICH. L. REV. 95 (1991), Menachem
Mautner calls this conflict between two victims of a con artist, (the original victim and
the innocent purchaser of the interest obtained from the original victim by fraud), a
"triangle conflict," as all three parties have a hand in creating the conflict, but typically
only the two victims will bear any of the loss. Mautner also notes that these triangle
conflicts may be analyzed as accidents, using the same "efficiency imperative" developed
for tort accidents. Id. at 102.
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victims whole. 56 7 Therefore, the loss must be allocated between the
borrower and the purchaser of the loan or subsequent holders. In the
absence of the holder in due course doctrine, the loss should be borne
by the assignee of the loan since the borrower would-be able to assert
any defenses, including fraud or theft, against the assignee of the loan
that he would against the original lender. However, under the holder
in due course doctrine, the borrower loses all defenses except the so-
called "real defenses."5 68 Therefore, for the most part the holder in
due course doctrine places the risk of loss for most fraud firmly on the
back of the homeowner who signed the note.

For the holder in due course doctrine to work effectively, it must
be an efficient system of allocating these losses. But how can we de-
termine whether the losses are allocated efficiently? The most effec-
tive way, perhaps, is to break "efficient" loss allocation down into its
constituent parts and then test the holder in due course doctrine
against each part.5 6 9 One can divide the efficiency of loss allocation
into four major principles: loss reduction, loss activity assignment,

567. As we have seen from the examples of First Alliance and GDC, even large,
apparently well-funded organizations can strand their victims without adequate re-
course by declaring bankruptcy. See discussion at notes 255 and 503, supra, and the
accompanying text.

568. See discussion of the real defenses in note 102, supra, and the accompanying
text.

569. Karl Llewellyn performed perhaps the first economic analysis of the holder in
due course doctrine and recognized that the doctrine was, in the banking system of the
day, probably an inefficient method of resolving the dispute between the borrower and
the holder in due course of a note. He wrote, in a fascinating footnote to his chatty
article Meet Negotiable Instruments:

Negotiability presupposes a policy judgment, conscious or unconscious, that we
shall throw the total loss one way, not seek to split it. Much more deeply and
much more dubiously, today, it presupposes a policy judgment that despite the
growth (1) of our commercial banking system, and (2) of our insurance system,
and (3) of. our not wholly negligible machinery for the policing and prevention
of frauds and forgeries, and (4) of our also not undeveloped system of policing
bankers' credit risks-despite all of these things (and with bankers constitut-
ing the overwhelming mass of holders in due course of commercial paper) we
shall go on applying the "party versus party" legal machinery for seeing the
issue and solving it which goes back to the commercial and financial conditions
of Lord Holt. It would seem plain that the agency-or-sale approach to collection
risks requires rethinking in the light of the modern institution of deposit-insur-
ance. Is there not similar thinking to be done about negotiability, in terms of
risk-spreading and of risk-reduction? I offer no answer.

K.N. Llewellyn, Meet Negotiable Instruments, 44 COLUM. L. REV. 299, 321 n.5 (1944).
And so he stepped back from the brink, concluding that even wise alterations might be
too disruptive if applied so late in the day, but noting that there might be material
differences in how "personal" and business instruments should be treated.
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loss imposition, and loss spreading. 570 The most efficient system is
one that best balances these principles.57 1

C. THE FAILURE OF EFFECTIVE Loss REDUCTION UNDER THE

HOLDER IN DUE COURSE DOCTRINE

Loss reduction is the most obvious and easily understood of these
loss allocation principles. We should try to allocate the loss to the
party that can most inexpensively and easily prevent or minimize the
loss. This allocation of loss would give the greatest incentive to reduce
the loss to the party most able to reduce the loss efficiently. Robert D.
Cooter and Edward L. Rubin point out that the principle of loss reduc-
tion can itself be divided into four elements: precaution, innovation,
responsiveness, and learning.572 Because loss responsiveness and
learning are so closely related and affect each other, they will be ad-
dressed here together.

1. Effective Precaution: Borrowers vs. The Secondary Market

Precaution consists of the steps that parties can take to avoid or
minimize the loss before the loss happens, and a rule works efficiently
when it prompts each party to undertake precautions that will cost
less than the costs that will occur if the party fails to take such pre-
caution. 5 73 To maximize effective precaution, therefore, some risk of
loss should be assigned to all parties who can take precaution, with
each party obtaining at least sufficient risk of loss to encourage them
to take the most cost-effective amount of precaution. 57 4 However, sev-
eral factors can affect how the risk of loss should be allocated. Where
one party can take more effective precaution at a lower cost, then gen-

570. Robert D. Cooter & Edward L. Rubin, detailed three of these four principles,
namely loss reduction, loss imposition, and loss spreading in A Theory of Loss Allocation
for Consumer Payments, 66 TEX. L. REV. 63, 67 (1987). To these, I have added loss
activity assignment, a detailed discussion of which can be found in Guido Calabresi,
Some Thoughts on Risk Spreading and the Law of Torts, 70 YALE L.J. 499 (1961).

571. Loss activity assignment appears to be a toss-up in the question of assigning
risk of loss between investors and borrowers, since both are fairly equally engaging in
the creation, sale and collection of the loans. Therefore, this issue will not be addressed
separately outside of this footnote.

572. Cooter & Rubin, 66 TEX. L. REV. at 73.
573. See Robert Cooter & Melvin Aron Eisenberg, Damages for Breach of Contract,

73 CAL. L. REV. 1432, 1464 (1985) ("Incentives for precaution [in contract] are efficient if
they compel the promisor to balance the cost of his precaution against the cost of failing
to take precaution, including the risk to the promisee of losing his share of the contract's
value.").

574. Robert Cooter, Unity In Tort, Contract, and Property: the Model of Precaution,
73 CAL. L. REV. 1, 3-29 (1985). See also Robert D. Cooter & Thomas S. Ulen, An Eco-
nomic Case for Comparative Negligence, 61 N.Y.U. L. REV. 1067 (1986) (arguing that
comparative negligence is an effective system because it allocates some risk of loss to all
parties to a loss, thus inducing each to take precautionary measures).
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erally more of the risk of loss should be assigned to that party (the
more efficient precaution provider).57 5 Similarly, where one party is
much more sensitive to risk and requires a much smaller risk to in-
duce a party to maximize its precaution, then less risk of loss should
generally be assigned to that party (the risk sensitive party).5 76 This
factor, loss responsiveness, will be discussed in section VI(C)(3) infra.

Both the borrower and the purchaser of the loan can take precau-
tionary steps: the borrower can refuse to respond to subprime lenders'
advertising, try to deal only with reputable loan brokers and to read
all of the documents presented for her signature, refusing to sign
those that she does not understand or agree to, or do not correspond to
the oral representations she has received. 5 77 The purchasers of loans
or securities backed by residential mortgages can investigate the bro-
kers and lenders from whom they buy loans, insisting on dealing only
with reputable brokers and lenders and ones with sufficient capital to
cover sizeable losses. They can also monitor the complaints and de-
fault rates of loans that they have already purchased, and refuse to
deal further with brokers and lenders where there have been
problems.

578

On the surface, it appears that the borrowers' precautionary mea-
sures, because they are so direct, would be more effective at less cost.
If a potential borrower refuses to sign an unfair or fraudulent loan
then, absent forgery, the loan would not exist to begin with. If a loan
securitizer refuses to purchase an unfair loan from a dishonest origi-
nator, that securitizer's action does not prevent the originator from
attempting to sell the loan elsewhere or attempting to collect on the
loan itself.

On closer examination, however, it is clear that the borrowers' at-
tempts at precaution can be feeble at best, while the buyers of loans on
the secondary market, although they cannot prevent a particular
predatory loan from being made, can take inexpensive yet effective
measures to reduce the general incidence of unfair loans. A subprime
borrower's efforts to avoid deceptive loans by dealing only with large,
reputable lenders, could easily come to naught, as even the largest
subprime lenders such as First Alliance have been accused of fraud

575. Cooter & Rubin, 66 TEX. L. REV. at 74.

576. Id. at 127.

577. See Michael Ferry, Home Buyers Should Be On the Lookout for Predatory and
Abusive Lending, ST. Louis DISPATCH, July 20, 2000, at 4, 2000 WL 3537854 (offering
advice to borrowers for avoiding predatory loans).

578. See Jerry Demuth, The View from Springfield, MORTGAGE BANKING, Mar. 1,
1994, at 56, 1994 WL 13436253 (reporting an interview with John D. "Jack" Seymore,
former top mortgage regulator for the State of Illinois).
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and deception in making subprime loans.5 79 Nor are the borrower's
efforts to avoid deception by reading the loan documents carefully
likely to bear fruit, as the documents are so complex and confusing for
the borrower that an unscrupulous lender can easily insert unfair
terms in the loan agreement without the borrower's knowledge. 58 0

While some blame this complexity on the mandated mortgage disclo-
sure forms,5 81 much of the complexity of the transaction is inherent in
any loan secured by real property, as the presence of a security inter-
est necessarily complicates the transaction well beyond the under-
standing of most residential borrowers. 58 2 While the rare borrowers
so sophisticated that they understand all the terms of the loan may
escape fraud, their escape will not prevent unscrupulous lenders from
moving on to their next victims.

By comparison, the secondary market can take effective, long-
term, precautionary measures simply by refusing to deal with origina-
tors who develop a reputation for sharp practices or deception or who
regularly engage in predatory pricing of their mortgage products. The
secondary market has effective tools to discover predatory practices
and refuse to purchase the loans that result. Lenders and underwrit-
ers can use sophisticated databases that track fraud and other suspi-
cious activity in residential mortgages, identifying questionable
brokers by name. 58 3 They can identify specific "hot zones," neighbor-

579. See discussion of predatory lending charges against First Alliance and other
subprime lenders in section V(B) supra.

580. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the Senate Comm. On Banking, Housing and Urban Affairs, 107th Cong. (2001)
(testimony of John A. Courson, President and CEO, Central Pacific Mortgage Co., on
behalf of the Mortgage Bankers Association), available at http://banking.senate.gov/
01_07hrg/072701/courson.htm (last visited Mar. 11, 2002). Courson states: "[Tihe com-
plexity of the current system is the camouflage that allows unscrupulous operators to
hide altered terms and conceal crucial information without fear of the consumer discov-
ering or even understanding the import of the masked or undisclosed items." Id. See
also Cooter & Rubin, 66 TEX. L. REV. at 69 (discussing the "incomprehensible legalisms
of form contracts and statute books" in consumer payments contracts).

581. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the Senate Comm. On Banking, Housing and Urban Affairs, 107th Cong. (2001)
(testimony of John A. Courson, President and CEO, Central Pacific Mortgage Co., on
behalf of the Mortgage Bankers Association), available at http://banking.senate.gov/
01_07hrg/072701/courson.htm (last visited Mar. 11, 2002).

582. For a discussion of the complexity that security to a loan inevitably causes, see
Kurt Eggert, Held Up in Due Course: Codification and the Victory of Form Over Intent
in Negotiable Instrument Law, 35 CREIGHTON L. REV. 363, 401-03 (2002), and also Lin-
coln Nat. Bank v. Perry, 66 F. 887, 894 (8th Cir. 1895), in which the judge held that
such a complex loan document should not be negotiable because it could too easily be-
come a trap for the unwary.

583. Beginning in 1995, for example, the Mortgage Asset Research Institute (MARI)
has provided a national proprietary database known as the Mortgage Industry Data
Exchange (MIDEX) which collects reports of alleged fraud and suspicious incidents and
the companies and individuals involved identified by law enforcement or regulators as
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hoods that contain an unusually high incidence of residential foreclo-
sures and are likely breeding grounds of predatory lending.58 4

Lenders and underwriters have the help of federal regulators to ad-
vise them how to discern warning signs of predatory lending.58 5 They
can conduct complex analysis of loan pools to see which loans and
which lenders are likely predatory. 58 6 Participants in the secondary
market can review loans for signs of unscrupulous tactics, including
excessive fees and interest rates, balloon payments or prepayment
penalties with no corresponding decrease in interest rates for borrow-
ers, and adjustable rate loans that only increase. 58 7 Because the es-
sence of predatory lending is charging above the market rate for loans,
given the credit risk of the borrower, the secondary market partici-
pants can spot evidence of predatory lending by comparing the bor-
rowers' credit scores with the loan costs to see if the borrower was
overcharged.

If such disreputable lenders lose their access to the secondary
market and are forced to keep their loans themselves and attempt to
collect from their own, often angry, borrowers who retain their de-
fenses to the loan, these unscrupulous originators would, for the most
part, be driven out of business. The cost to the secondary market of
such monitoring would be two-fold, first of all, the costs of acquiring
information about which brokers and other originators are suspected
of illegal or improper practices, and secondly the cost of foregoing the
profits to be gained by buying predatory subprime loans that have in-
terest rates above the market rate. This latter cost is not one that

acting illegally or improperly. See Michele M. Walczak, Mortgage Industry Turns Up
Heat on Fraud Artists, SEC. MORTGAGE MKTS. ONLINE, Oct. 1997, at http:l
www.freddiemac.com/finance/smm/oct97/html/oct97.htm (last visited Mar. 9, 2002). See
also Robert Julavits, Industry Stepping Up Efforts to Thwart Loan Fraud, AM. BANKER,
Feb. 13, 2001, at 11, 2001 WL 3909474. The Mortgage Bankers Association has con-
tracted with MARI with regard to this database. See Predatory Mortgage Lending: The
Problem, Impact and Responses: Hearing Before the Senate Comm. On Banking, Hous-
ing and Urban Affairs, 107th Cong. (2001) (testimony of John A. Courson, President
and CEO, Central Pacific Mortgage Co., on behalf of the Mortgage Bankers Associa-
tion), available at http://banking.senate.gov/01_07hrg/072701/courson.htm (last visited
Mar. 11, 2002).

584. HUD's Government Insured Mortgages, Before the Senate Comm. On Govern-
ment Affairs Permanent Subcomm. On Investigations, 106th Cong. (2000) (statement of
William Apgar, Ass't Secretary for Housing/Federal Housing Commissioner, June 30,
2000), available at 2000 WL 23831258.

585. See Draft Memorandum from the FDIC Staff, How to Avoid Purchasing or In-
vesting in Predatory Mortgage Loans (November 2000), at http://www2.fdic.gov/epc/
predlend/ (last visited Mar. 9, 2002).

586. See generally Balvinder S. Sangha & Anne Kerttula, Fair Lending and Preda-
tory Analytics for Lenders, 83 THE RMA JOURNAL 66 (2000).

587. See Comments of the National Consumer Law Center and Consumer Federa-
tion of America to the FDIC on Predatory Mortgages, at http://www.nclc.org/preda-
tory-lending/fdic.html (last visited Mar. 26, 2002).
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even Wall Street is likely to publicly decry. The former cost is not an
undue one, given the size of the subprime market and that it can be
spread out over the entire market. More importantly, it is a cost that
is already being incurred to good effect by some members of the mort-
gage industry, and the fruits of that labor can be easily shared with
little net cost to the entire lending industry. Therefore, the secondary
market has by far the most cost effective means of precaution at its
disposal and for this reason, should be assigned more of the risk of loss
than the borrower.

2. Innovation and Loss Reduction

The element of innovation asks which party, if forced to bear the
risk of loss, can create new methods or mechanisms for consummating
the transaction that will minimize the risk of loss. 58 8 This concept
causes the element of precaution to be viewed as a dynamic, changing
system. Repeat commercial players are far more likely to engage in
innovation, including legislative reforms, than non-repeat, private
players because the commercial players have an interest in improving
a process in which they will engage for decades, while a neophyte, one-
time player has little reason to care about the process other than its
effect on the single transaction at hand. 58 9 Investors and the other
commercial players are also likely to be the only parties with the at-
torneys, lobbyists, financial expertise, and planning ability to make
any innovation in the financial services sector. They can also create
innovative systems to discover and track unscrupulous mortgage bro-
kers.590 Finally, they can spread the costs of all of these innovations
among many of them or among the entire industry.

If the borrower somehow did attempt to innovate any aspect of
the lending process, that attempt would almost certainly fail as the
securitization process requires standardization. 5 9 1 An individual bor-
rower, or even a group of borrowers acting en masse, would not likely
be allowed to change even the wording of the note and deed of trust.
Furthermore, a borrower would have great difficulty in assembling
the tools to track predatory lenders, or to encourage the spreading of
the cost of that enterprise to other borrowers.

588. Raj Bhala, Paying For the Deal: An Analysis Of Wire Transfer Law And Inter-
national Financial Market Interest Groups, 42 U. KAN. L. REV. 667, 704-05 (1994) (citing
Cooter & Rubin, 66 TEX. L. REV. at 73-77).

589. See Guido Calabresi & Jeffrey 0. Cooper, New Directions in Tort Law, 30 VAL.
U. L. REV. 859, 864 (1996) (making this argument regarding the injured victims of
torts).

590. This process is discussed in notes 583-87, supra, and the accompanying text.
591. See discussion of the requirement of standardized documents for securitization

in note 218, supra, and the accompanying text.
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3. The Unresponsiveness of Borrowers to the Loss Assigned by the
Holder in Due Course Doctrine

Determining whether parties will be responsive to liability rules
and to what extent is crucial in determining whom should be assigned
the risk of loss. If some parties would take effective precautions and
so prevent the loss, then assigning the risk to them would do more to
prevent the loss than assigning the risk of loss to an unresponsive
party, even if the cost of preventing the loss might be lower for the
unresponsive party.59 2 Even if borrowers were the lowest cost reducer
of mortgage fraud, if they will not change their behavior or act to re-
duce the risk of loss even if the risk of loss is assigned to them, then
the risk of loss should be assigned to the parties that will likely
change its behavior, the purchasers of the note.

A party's responsiveness to the assignment of risk depends on
whether the party understands that the risk has been assigned to
them and on whether the party recognizes the magnitude of the
risk. 5 9 3 These separate aspects of comprehension may not reside in
the same party. In other words, one party might better understand
the magnitude of the risk, yet not realize that the law assigns the en-
tire risk to him. Another party may recognize who is assigned the risk
by action of law, yet have no effective way of discovering the magni-
tude of the risk.59 4 If a party does not understand that the risk has
been assigned to her, then she is much less likely to be responsive to
it. If she does not appreciate the amount of risk, both in terms of how
large the loss might be and also in terms of the chance of the loss
occurring, then she will be unable to determine the appropriate pre-
cautions to take. Therefore, risk should be assigned to parties who
will realize that they bear the risk, and to the parties most able effi-
ciently to evaluate the risk and determine the probability and amount
of the loss. This knowledge is not static, since the parties might well
be able to learn about the allocation of loss and the magnitude of the
risk that they could bear. While people often learn about how loss is
allocated in fairly simple, commonplace transactions, they are much
less likely to do so in more complicated transactions that they rarely

592. Cooter & Rubin, 66 TEX. L. REV. at 75.

593. According to Cooter and Rubin: "The parties' responsiveness to liability rules
depends on their knowledge of law and their ability to factor this information into a
calculus of costs." Cooter & Rubin, 66 TEX. L. REV. at 75.

594. See John H. Burton, The Economic Basis of Damages for Breach of Contract, 1
J. LEGAL STUDIES 277 (1972), reprinted in THE ECONOMICS OF CONTRACT LAW 154, 163
(Kronman & Posner, eds., 1979).
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repeat.5 95 The holder in due course renders such learning almost im-
possible because it is so arcane and conceptually difficult. 5 96

The holder in due course doctrine should not be applied in such a
way as to assign the risk of loss to people who are unlikely to under-
stand (or be able to learn about) the holder in due course doctrine and
that the rule assigns to them the risk of loss. Whenever a rule assigns
risk to those who do not understand and are unlikely to learn about
the rule, the rule is acting inefficiently, since those people cannot be
responsive to the rule and avoid or minimize the loss allocated by the
rule.

5 9 7

Clearly, lenders and investors in securitized loans are better able
than borrowers to determine the assignment of risk caused by the
holder in due course doctrine. Lenders have attorneys, extensive and
detailed manuals regarding the law of lending, and their own experi-
ence in the lending business. Investors in securitized loans are given
detailed disclosure statements that should lay out the risks inherent
in their investment.

The typical borrower, especially the typical subprime borrower,
on the other hand, is unlikely to be familiar with even the basics of the
loan process, which may be the most complicated financial transaction
the borrower will ever experience. 5 98 The vice president of the Mort-
gage Bankers Association, hardly a rabidly pro-consumer group,
stated,

[A] fundamental root problem leading to abusive lending is
the confusion caused by the complexity of the mortgage pro-

595. Cooter & Rubin, 66 TEX. L. REV. at 77 ("The responsiveness element of loss
reduction, like the innovation element, correlates with the size and nature of the party,
particularly for losses that arise infrequently and involve esoteric laws.").

596. See discussion of the inherent difficulty of the holder in due course doctrine in
notes 560-65, supra, and the accompanying text.

597. Cooter and Rubin distinguish responsiveness and learning as separate ele-
ments of the operation of the loss reduction principle, but at the same time note that
learning is a dynamic factor of responsiveness. See Cooter & Rubin, 66 TEX. L. REV. at
73. I have chosen to analyze them together because, without learning of the assignment
of risk, parties cannot be responsive to it, and without any resulting responsiveness,
learning by itself would come to naught.

598. See Transcript of the Federal Reserve Board Morning Session of Public Hearing
on Home Equity Lending (Aug. 16, 2000), at 42-43 (reporting the testimony of Dan Im-
mergluck of the Woodstock Institute), at http://federalreserve.gov/Events/PublicHear-
ings/20000816/20000816.htm (last modified Feb. 14, 2002). See also Predatory
Mortgage Lending: The Problem, Impact, and Responses: Hearing Before the Senate
Comm. On Banking, Housing, and Urban Affairs, 107th Cong. (2001) (reporting the
testimony of David Berenbaum of the Nat'l Community Reinvestment Coalition, July
27, 2001), available at http://banking.senate.gov/01_07hrg/072701obrenbaum.htm (last
visited Feb. 26, 2002) ("Loan transactions, particularly mortgages, can be the most com-
plex transaction in a typical consumer's lifetime, making it difficult for the average
American to understand loan terms, choice of products, and that counseling and con-
sumer protections may be available.").
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cess. Any consumer that has ever been through a settlement
knows how confusing and cumbersome the process can be.
Mortgage disclosures are voluminous and often cryptic, and
consumers simply do not understand what they read nor
what they sign .... These problems are exacerbated ten-fold
in instances of uneducated or illiterate consumers. 59 9

Unethical brokers target the elderly and undereducated, looking
for those even less likely than the average borrower to understand the
effects of the loan. 60 0 Subprime borrowers rarely have the help of an
attorney in negotiating a loan secured by residential property, as such
advice might cost thousands of dollars. Unethical lenders attempt to
separate the borrowers from those who might provide valuable advice,
and thus prevent borrowers from becoming more knowledgeable about
the loan. 6 01 Therefore, if the holder in due course doctrine were to
assign risk efficiently to the party most likely to discover that assign-
ment of risk and act on it, clearly it should assign such risk to the
secondary market.

Lenders and investors in securitized loans not only have infinitely
greater understanding of the holder in due course doctrine than bor-
rowers, they also have far more information regarding the magnitude
of the risk of loss. The firms that rate loan securitizations have finely
calibrated methods to determine the risk of loss in the pools of loans
and disclose that risk to the investors. Servicers can build web pages
that allow investors to obtain default rates and other loan perform-
ance information. 60 2 By comparison, an individual borrower has little
comparable access to information on the risk of fraud or whether an
individual mortgage broker might be likely to commit fraud. Loan
counseling for borrowers has been demonstrated to significantly affect
the likelihood that a borrower will become delinquent on their
loans.60 3 However, such counseling is uneven and inadequate, and

599. Predatory Mortgage Lending: The Problem, Impact and Responses: Hearing
Before the Senate Comm. On Banking, Housing and Urban Affairs, 107th Cong. (2001)
(testimony of John A. Courson, President and CEO, Central Pacific Mortgage Co., on
behalf of the Mortgage Bankers Association), at http://banking.senate.gov/01_07hrg/
072701/courson.htm (last visited Mar. 11, 2002).

600. See Predatory Lending Practices: Prepared Statement on Home Equity Lending
Abuses in the Subprime Mortgage Industry: Hearing Before the Senate Special Comm.
On Aging, 105th Cong. (1998), 1998 WL 8993225 (testimony of Jodie Bernstein of the
Federal Trade Commission Mar. 16, 1998).

601. See Transcript of the Federal Reserve Board Morning Session of Public Hearing
on Home Equity Lending (Aug. 16, 2000), 43-44, at http://federalreserve.gov/Events/
PublicHearings/20000816/20000816.htm (last visited Feb. 14, 2002) (reporting the testi-
mony of Dan Immergluck of the Woodstock Institute).

602. Investment in Technology Boosts First Union's Master Servicer Rating, MORT-
GAGE SERVICING NEWS, Jan 21, 2000, at 34, 2000 WL 18803128.

603. A recent report by researchers for Freddie Mac reports the following rates of
reduction in 90-day delinquency rates on mortgages for the following types of counsel-
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faces further budget cuts. 60 4 Therefore, assigning the risk of fraud to
purchasers of mortgage-backed securities would do far more to deter
fraud than assigning that risk to borrowers, since lenders and the un-
derwriters and ratings agencies who analyze risk for the investors are
much better equipped to determine the risk of that fraud and to mini-
mize that risk by refusing to deal with the unscrupulous mortgage
brokers and loan originators likely to engage in fraudulent
activities.

60 5

A party's responsiveness to liability does not necessarily continue
to increase as the amount of liability increases. Instead, at least for
consumers, "there will be a point at which liability ceases to produce
major increases in loss avoidance behavior."60 6 This point is most
likely reached quickly for the average borrowers, especially for sub-
prime borrowers who may have few valuable assets other than their
homes.60 7 Borrowers would exhaust almost their complete repertoire
of precautionary measures to avoid losing $3,000 in the course of a
loan transaction, and might not be able to take many more steps to
avoid losing $100,000. Because the loss of the $3,000 could be so fi-
nancially disruptive to the borrower, increasing the amount of loss
above that sum would not likely significantly increase their precau-
tion. On the other hand, an investor in loans would take much greater
precaution to avoid losing $100,000 than it would $3,000.

This differing loss responsiveness indicates that the holder in due
course doctrine assigns risk of loss in the exact opposite direction than
it should. If the average borrower is the victim of mortgage fraud, she
will likely be forced to pay an attorney thousands of dollars to attempt
to undo the loan. In other words, even without any risk of liability
being assigned to her, the cost of taking legal steps to rescind the loan
(especially if we add the emotional costs to homeowners of being the
victims of fraud) is a sum sufficient to induce the borrower to take all

ing: individual counseling: 34 percent reduction; classroom counseling 26 percent reduc-
tion; home study 21 percent reduction; and telephone counseling: no statistically
significant impact on borrower delinquency. See Abdighani Hirad & Peter M. Zorn, A
Little Knowledge Is a Good Thing: Empirical Evidence of the Effectiveness of Pre-
Purchase Homeownership Counseling 2 (2001), at http://www.freddiemac.com/corporate/
reports/ (last visited Mar. 9, 2002).

604. HUD's Government Insured Mortgages, Before the Senate Comm. On Govern-
ment Affairs Permanent Subcomm. On Investigations, 106th Cong. (2000) (statement of
William Apgar, Ass't Secretary for Housing/Federal Housing Commissioner, June 30,
2000), available at 2000 WL 23831258.

605. For a description of recent, extensive efforts by the mortgage industry to insti-
tute effective methods of investigating mortgage fraud, see Dona DeZube, Fraudgate,
MORTGAGE BANKING, Nov. 1, 2000, at 1825, 2000 WL 12170912.

606. Robert D. Cooter & Edward L. Rubin, A Theory of Loss Allocation for Consumer
Payments, 66 TEx. L. REV. 63, 90 (1987).

607. "Consumer protection ... is likely to increase at a decreasing rate in response
to further liability." Cooter & Rubin, 66 TEx. L. REV. at 92.
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effective precaution that she can. The risk of loss should be assigned
wholly to the purchaser of the fraudulent loan, to encourage it to en-
gage in the much more effective precaution available to it.

4. The Uncertainty of Risk Assignment by the Holder In Due
Course Doctrine

For a rule assigning risk of loss to work efficiently, the rule should

be "simple, clear, and decisive."60 8 The holder in due course doctrine
fails miserably in this regard, as it is complicated, opaque, unpredict-
able, and often overruled by other laws.60 9 Though lenders and inves-
tors in mortgage-backed securities are much more likely than
residential borrowers to understand the holder in due course doc-

trine's assignment of risk, one sign of the growing unworkability of
that doctrine is the increasing difficulty that even lenders and inves-
tors, armed with a high-priced team of attorneys, have in discovering
how or whether the holder in due course has assigned the risk of loss.
First of all, that risk might be assigned by other laws that take prece-
dence over the holder in due course doctrine, such as TILA or its sub-

sidiary HOEPA. As we have seen in our discussion of HOEPA,
because the law is complex, and its applicability to a loan is governed
by facts likely to be in the hands only of the original lender, neither a
purchaser of a loan nor the borrower may be able to determine, absent
judicial intervention, whether HOEPA applies and eliminates the pro-
tection of the holder in due course doctrine. 6 10 Even where the holder
in due course doctrine might apply, the securitization process is so

complicated that courts often have great difficulty in determining who
is the holder of a note and if that holder is a bona fide purchaser for
value.

For example, in England v. MG Investments, Inc.,611 the home-
owner plaintiffs were promised by a mortgage originator that the in-
terest rate on their loan would drop by almost 400 basis points (from
11.9% to 8%) after one year. Four days after the loan closed, the note

and deed of trust were assigned to defendant Bankers Trust, along
with the servicing rights.6 12 After a year, when the interest rate was

608. Id. at 78 ("If reallocating the loss is required for increased efficiency, then the
most desirable enforcement process is the one that will shift liability as cheaply as pos-

sible from the creditor to the party that should suffer the final loss. This goal can be
achieved by fashioning simple, clear, and decisive liability rules.").

609. See discussion of the difficulty of obtaining uniform results in applying the
holder in due course doctrine and how that doctrine is often overruled by TILA, though
in a way non-uniformly applied by the courts, in the Diamond/Obie cases, discussed in
section II(D) supra.

610. See discussion of HOEPA in section V(A) supra.
611. 93 F. Supp. 2d 718, 722 (S.D. W. Va. 2000).
612. England v. MG Invs., Inc., 93 F. Supp. 2d 718, 723 (S.D. W. Va. 2000).
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not lowered as promised, the plaintiff/homeowners attempted to can-
cel the loan and then sued to rescind it.

Both the servicer of the loan, Advanta, and the trustee, Bankers
Trust, claimed to be holders in due course in their answers to the com-
plaint, despite the mortgage originator's contractual obligation to the
servicer to provide the servicer one million dollars worth of loans a
month, each loan meeting the terms of a sixteen page "Master Loan
Purchase Agreement." The court found that the servicer could not be
a holder in due course because it was not the holder of the loan, but
that the situation was too murky to determine whether the trustee
was a holder in due course, stating "the actual relations among MG/
PMC, Advanta and Bankers Trust remain obscure, at best."6 13

Similarly, in Hays v. Bankers Trust Company,6 14 both Advanta
and Bankers Trust claimed to be holders in due course, where Ad-
vanta was a "Master Servicer" and Bankers Trust the trustee for a
pool of loans, including the loan at issue in the case.6 15 The plaintiff
was a single mother of three who had taken out a loan from one preda-
tory lender, which refused to allow her to rescind, promised her that
the lender would refinance her loan in a year at much lower interest
rates, and then declared bankruptcy. The plaintiff was contacted by a
different lender, who promised her a thirty year conventional loan,
but then, on the date of closing, gave her paperwork for a fifteen year
loan from a different company with a balloon payment and a different
interest rate.6 16 On the date of closing, the loan was assigned twice,
first to yet another lender and then to defendant Bankers Trust,
which placed the mortgage in a pool of loans and securitized it. After
she fell behind on her mortgage payments, the plaintiff allegedly at-
tempted to bring her loan current by paying Advanta, the loan's ser-
vicer, the sum it demanded. Rather than accepting this sum, Bankers
Trust apparently foreclosed on the plaintiffs house and attempted to
evict her. The plaintiff sued, claiming violations of, among other law,
TILA and HOEPA. Bankers Trust and Advanta responded by filing a
motion for summary judgment, both claiming that their status as
holders in due course barred plaintiffs claims as to them.6 17

The court seemed mystified by the securitization of the loan and
the relationship between the borrower, the servicer, and the trustee of

613. England, 93 F. Supp. 2d at 724.
614. 46 F. Supp. 2d 490 (S.D. W. Va. 1999).
615. Given that both Advanta and Bankers Trust claimed to be holders in due

course in these two published decisions, one wonders how often they both claimed to be
holders in due course in unpublished cases, either before arbitrators or trial judges.

616. Hays v. Bankers Trust Co., 46 F. Supp. 2d 490, 494 (S.D. W. Va. 1999). The
second lender also apparently became defunct. Id.

617. Hays, 46 F. Supp. 2d at 495.
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the loan pool. The court examined the 134 page, single spaced "Pool-
ing and Servicing Agreement" and stated "Advanta's status in this
complicated credit transaction is less clear .... None of this explains
how Advanta ostensibly came to control the loan."6 18 The court con-
cluded that Advanta, the servicer, could not be a holder in due course
because it was never assigned the loan. Next, the court attempted to
determine whether Bankers Trust, the trustee of the loan pools, was a
holder in due course. Even though the loan seemed to be a HOEPA
loan and so was not subject to the holder in due course doctrine pursu-
ant to HOEPA,6 19 and even though violations of HOEPA were evident
on the loan's face, the court threw up its hands, and announced itself
"unable to determine on the record now before it whether Advanta
[wa] s a holder and whether Bankers Trust [wa] s an HDC [a holder in
due course] ."620 The court denied Advanta and Bankers Trust's mo-
tion for summary judgment, concluding that "[t]he record [wals simply
too tangled for the Court to conclude, without more, that Bankers
Trust had no knowledge of, or complicity in, the wrongs Hays as-
serts .... "621 This case and the difficulty even a federal judge had in
determining how to apply the holder in due course doctrine demon-
strates that, with loans subject to securitization, TILA and HOEPA,
the holder in due course doctrine has become too complicated and its
results too unpredictable for it effectively to notify anyone of its own
assignment of risk.

D. Loss SPREADING, Loss MAGNIFICATION, AND THE HOLDER IN DUE

COURSE RULE

Another factor determining the most efficient loss allocation is the
loss spreading principle, the idea that if more people bear the risk of
loss, that loss will be less onerous to them collectively. A $50,000 loss
could devastate one person's life, causing a permanent and irremedia-
ble trauma if, for example, a homeowner's $50,000 fraudulent loan
causes her to lose her house. Spread the same loss out among 50,000
homeowners and, at most, each homeowner experiences a minor an-
noyance, the sum of which would hardly equal the pain of the one
large loss. In economic terms, when one person bears the entire loss,
the primary loss is much more likely to cause secondary, unnecessary
losses as a result of the secondary economic dislocation caused by the

618. Id. at 496-97.
619. See 15 U.S.C. § 1641(d)(1). See also the discussion of HOEPA's limited abroga-

tion of the holder in due course doctrine for HOEPA loans in notes 409-13, supra, and
the accompanying text.

620. Hays, 46 F. Supp. 2d at 497 n.12.
621. Id. at 497.
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primary lOSS. 6 2 2 The secondary loss of a house caused by the primary
loss of the mortgage proceeds is one such example.

Besides the possibility of economic dislocation, two other theories
have emerged to explain why loss spreading is desirable, even when it
does not decrease the amount of loss. One is the theory that people
are risk averse, and so if faced with a small risk of a large loss, they
would pay more than the amount at risk multiplied by the chance of it
happening. If faced with one chance in ten thousand of losing
$100,000, most people would pay more than $10 to avoid the risk en-
tirely.62 3 Another theory is derived from the idea of the declining
marginal utility of money, which holds that the more money one has,
the less each incremental increase of money is worth in real terms to
that person. 624 A corollary to this rule would be that as a person loses
more money, each additional dollar of loss is worth more to that per-
son than the dollar before, so that a $20,000 loss causes more than
twice as much pain as a $10,000 loss, since the second $10,000 loss is a
loss of money that is worth more to the victim. 62 5 If we take the di-
minishing marginal utility of money seriously, then in determining
our distribution of risk, we should weigh the wealth of the parties as a
factor to consider and attempt to distribute risk more heavily to the
wealthier party in a transaction, because a wealthier party forced to
pay the same amount as a poorer party will value that amount less
than the poorer party and so will lose less in the process.6 2 6

622. As Guido Calabresi noted in 1961, this was even then not a novel proposition.
Guido Calabresi, Some Thoughts on Risk Distribution and the Law of Torts, 70 YALE
L.J. 499, 517 & n.49 (1961) (citing L.W. Feezer, Capacity to Bear Loss as a Factor in the
Decision of Certain Types of Tort Cases, 78 U. PA. L. REV. 805, 809-10 (1930)).

623. See Cooter & Rubin, 66 TEX. L. REV. at 71.
624. Posner views the risk averseness of people in general as a corollary to the di-

minishing marginal utility of money, RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW
12 (Aspen 5th ed. 1998), apparently with the idea that if people value what they already
have, or could be certain to get, more than they value a smaller chance at obtaining a
much larger amount, then it must be because they value the smaller amount of money
more for each dollar than they value the chance at the larger amount of money.

625. Calabresi, 70 YALE L.J. at 518. Calabresi disparages the theory of the dimin-
ishing marginal utility of money, stating that then-recent studies indicate that a loss of
a relatively small amount of money can have nearly as significant an effect on an indi-
vidual as a much larger loss if they each cause approximately the same change in the
person's social position. However, simply because particular instances can be found
where the marginal utility diminishes at a much smaller rate than is ordinary does not
invalidate this theory as a general matter, so long as one is mindful that exceptions
exist.

626. This point is made, using a consumer installment contract as an example, in
Russell B. Korobkin & Thomas S. Ulen, Efficiency and Equity: What Can Be Gained by
Combining Coase and Rawls?, 73 WASH. L. REV. 329, 334-35 (1998). Arguably, such an
allocation of risk may damage society by discouraging the accumulation of wealth and
the energetic endeavors that produce wealth. However, it is not clear that the wealthy
provide more valuable service to society than the less wealthy, or that loss allocation
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Whatever the basis of the loss spreading principle, economically

minded commentators have largely agreed on its usefulness as a prin-

ciple in allocating loss, so long as the loss is not spread so widely that

the loss spreading itself discourages the prevention of the loss. 62 7 A

primary method of spreading loss is through insurance, either through

an insurance policy or through self-insurance. 628 All other elements

being equal, risk of loss should be assigned to the party that can most

economically purchase or otherwise obtain insurance for that loss, and

so spread the risk of it.6 29 Homeowners have no effective method of

engaging in loss spreading. There is no common insurance policy

against predatory lending, and when the borrower has the risk im-

posed on her, she often pays by having her house foreclosed. Instead

of spreading the risk, imposing risk on the borrower magnifies it, in-

tensifying the risk through the foreclosure process. Instead of merely

losing a fixed sum of money, the borrower often loses her home, often

her sole means of security in~her old age.

By comparison, investors in securitized mortgage pools have in-

surance built into their investment. The loan pools are enormous, so

large that the loss of a mortgage would barely even be noticeable to

the investors.630 By investing in a small part of such a large pool of

loans, investors are in effect joining together to self-insure en

masse.6 3 1 Risk has been carefully balanced by the poolers of the mort-

gage and should have been spread across the tranches in a carefully

disclosed manner. Because many of the investors are institutional in-

vestors, investing money from pensions and other large funds in an

array of investment devices, even the investment in the mortgage pool

would be sufficient to dampen anyone's desire to gain more wealth or willingness to

take measures to do so.
627. See GUIDO CALABRESI, THE COSTS OF ACCIDENTS: A LEGAL AND ECONOMIC ANAL-

Ysis 39-67 (1970).
628. RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 16 (Aspen 5th ed. 1998).

629. See CALABRESI, supra note 627; George L. Priest, The Current Insurance Crisis

and Modern Tort Law, 96 YALE L.J. 1521 (1987); Charles J. Goetz & Robert E. Scott,
Liquidated Damages, Penalties and the Just Compensation Principle: Some Notes on an

Enforcement Model and a Theory of Efficient Breach, 77 CoLUM. L. REV. 554 (1977). See

also James M. Fischer, The Presence of Insurance and the Legal Allocation of Risk, 2

CONN. INS. L.J. 2 (1996) (arguing that not only is determining who can most efficiently

obtain insurance useful in formulating general legal doctrine, but also that the presence

of insurance in a particular case tends to determine the assignment of risk of loss in

that case).
630. Frank S. Alexander, Mortgage Prepayment: The Trial of Common Sense, 72

CORNELL L. REV. 288, 330 (1987) (stating that the secondary market, including securi-

tization, "allows issuers and investors to hedge against risks associated with individual

mortgages by aggregating mortgages from different geographical areas").

631. Calabresi noted the insurance effect of pools of mortgages even before the ad-

vent of securitization, stating, "[F]rom the standpoint of total loss spreading, the ideal

would be for all insureds to be in one great pool so that the burden of all accidents would

be evenly distributed among all people." CALABRESI, supra, note 627, at 48.
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itself is just part of a larger diversified investment; therefore, even if
the pension fund somehow lost its entire investment in the mortgage
pool, no individual pensioner would likely even notice the harm.
Clearly, the participants in the secondary market are much better
able to spread the risk of loss than borrowers, and so should bear that
risk.

E. Loss IMPOSITION

Effective loss imposition looks to the costs of imposing the loss on
whichever party is to bear it. As noted by Cooter and Rubin, the least
expensive loss imposition system would be to leave the loss on which-
ever party initially suffered it. Then, there would be no resulting ex-
pensive litigation or negotiation after the loss occurred, only the
licking of wounds by whichever party suffered the loss. 632 However,
this would often result in the loss being borne by a party that could
neither take any precautions against the loss nor spread the loss in
any way, and so may be highly inefficient in terms of preventing or
minimizing the impact of the loss, however efficient it may be in avoid-
ing loss imposition costs. 6 33 In this case, imposing the risk of loss on
the investors would not change net costs, since borrowers will be
forced to litigate the issue of fraud in most cases, and lenders will still
likely attempt to foreclose on the loans if they are not paid, pending a
successful borrower's suit.

From this economic analysis, it is clear that the holder in due
course doctrine misallocates the risk of loss due to fraud by allocating
it to the party least able to prevent the fraud, understand the alloca-
tion of risk, insure against that risk or bear that loss should it occur.
The rule thus encourages mortgage fraud, magnifies the harm caused
by that fraud, and punishes the innocent borrower with that fraud
once it occurs.

F. HOLDER IN DUE COURSE AS A DEFAULT RULE

The holder in due course doctrine's specific role in the formation
of contracts is that of a default rule, which is an off-the-shelf rule that
governs a specific question if the parties do not specify their own
rule. 63 4 Parties to an instrument could explicitly specify whether it
would have the characteristics of negotiability, for example, making
an instrument non-negotiable simply by writing "non-negotiable"

632. Cooter & Rubin, 66 TEX. L. REV. at 78.
633. Id.
634. Ian Ayres & Robert Gertner, Filling Gaps in Incomplete Contracts: An Eco-

nomic Theory of Default Rules, 99 YALE L.J. 87, 87 (1989).
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across the face of it.6 35 Similarly, the parties could obtain many of the
benefits of a negotiable instrument by drafting language in the con-
tract calling for the borrower to waive various defenses to the contract
once the contract is assigned to a third party.63 6 However, even with-
out agreeing on specific language regarding the negotiability of an in-
strument or inserting language specifying the extent of negotiability,
the parties can obtain all of the benefits of a negotiable instrument
merely by fulfilling the requirements of U.C.C. § 3-104, thus saving
the costs of negotiating the specific terms regarding the waiver of
defenses.

6 37

Analysis of the holder in due course as a default rule differs from
our analysis of its efficiency as a spreader of risk of loss in the follow-
ing way. In our previous analysis, we assumed that all of the parties
knew of the holder in due course doctrine and expressly consented to
its operation on the negotiable instrument. By comparison, default
rules are designed to act whether or not the parties to a transaction
are aware of them, unless the parties contract around them. In fact,
one of the purposes of default rules is to provide terms of a contract
that parties have omitted, sometimes because one or more of the par-
ties have failed to consider the possibility of the circumstances that
have made the default rules necessary.

Academics who have applied an economic analysis to the holder in
due course doctrine have, by and large, decided that the doctrine is
likely an efficient default rule or that its inefficiency cannot be demon-
strated. Richard A. Posner argues that, "unfavorable though it is to
consumers," the holder in due course doctrine, because it reduces the
costs of collection while increasing its certainty, lowers the cost to con-
sumers of installment-financed purchases. 638 Posner concludes, "It is
not obviously wiser for the consumer to decide to pay more for a prod-
uct than to decide to give up one of his legal remedies against the
seller."6 39 This analysis implies that a consumer is the one who would
make this decision. The holder in due course doctrine, because it is
not in the contract and is so obscure and inherently difficult to under-
stand, is extremely unlikely to be known, let alone understood by a
consumer.

635. U.C.C. § 3-104(d).
636. See Gregory E. Maggs, The Holder in Due Course Doctrine as a Default Rule, 32

GA. L. REV. 783, 798 (1998) ("A waiver of defense clause (also known as a "cut off' or
"hell or high water" clause) says that the obligor under the contract waives the right to
assert defenses against subsequent assignees.").

637. For the most complete explication of this argument, see Gregory E. Maggs, The
Holder in Due Course Doctrine as a Default Rule, 32 GA. L. REV. 783 (1998).

638. RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 128 (Aspen 5th ed. 1998).
639. Id.
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Following in Posner's wake, Marie T. Reilly argues that the
holder in due course doctrine efficiently allocates loss. Reilly argues
that, unless the third party buyer of the instrument has knowledge of
the maker's defenses or unless there are the so-called "real defenses"
to the note, the maker of the note is probably better able to obtain
information regarding the likelihood and magnitude of her own loss,
and so is the better insurer. 640 Similarly, Gregory E. Maggs, in the
most extensive analysis of the holder in due course doctrine as a de-
fault rule, concludes that the doctrine exists primarily to reduce the
transaction costs of negotiating waiver of defense clauses that would
spring up were the doctrine eliminated.641

The work of each of these commentators is based on a fundamen-
tal unstated premise, a premise unfounded in the use of negotiable
instruments in consumer contracts or loans. This premise is that ei-
ther (a) both parties to the instrument understand that it is negotiable
and understand the effects of the holder in due course doctrine, or (b)
the efficiency of the doctrine is not affected by the fact that one of the
parties does not understand the doctrine or its effect. Maggs assumes
that people who use negotiable instruments want to waive their de-
fenses to those instruments, and bases his argument for the efficiency
of the holder in due course doctrine on this conscious choice of waiving
defenses, stating that the notion of the holder in due course doctrine
as a default rule "eliminates the need for speculating about the exact
reasons parties may have for wanting to waive claims and defenses.
Their particular purposes do not matter. Whatever their reasons, if
competent parties choose to waive claims and defenses, the holder in
due course doctrine may reduce the cost of accomplishing that re-
sult. ''6 42 Maggs goes on to note: "[M]ost parties who want to waive
defenses choose negotiable instruments."643 What this analysis ig-
nores is whether the makers of negotiable instruments either in-
tended to waive any claims or defenses or understood the holder in
due course doctrine and what its effects might be.

Similarly, Marie Reilly views the holder in due course doctrine as
efficient because it provides an easy, certain method of determining
whether the maker of an instrument has waived defenses if the in-
strument is purchased by an innocent third party. She states: "Any
rule that A, B, and C [the maker, original beneficiary, and buyer, re-
spectively, of the potentially negotiable obligation] can easily apply to
determine the likelihood that an obligation will fall into the hands of

640. Marie T. Reilly, The FDIC as Holder in Due Course: Some Law and Economics,
1992 COLUM. Bus. L. REV. 165, 204-13 (1992).

641. Maggs, 32 GA. L. REV. at 816.
642. Id. at 805.
643. Id. at 818.
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an immune party enhances efficiency by reducing costs." 64 4 She fails
to discuss, however, whether the holder in due course doctrine is, in
fact, easily applied, especially by consumers who are unlikely even to
know of its existence, let alone whether, given HOEPA's restrictions
on the holder in due course doctrine, the doctrine will apply to their
loan.

6 45

Crucial to the efficiency of the holder in due course doctrine as a
default rule is whether both parties to the original transaction know of
and understand the doctrine and how it assigns risks. Ian Ayres and
Robert Gertner note that it is common for one party to a transaction to
know of default rules while the other party remains in the dark if the
first party is a repeat player, repeatedly participating in similar trans-

actions, while the other party is a neophyte. 64 6 The better informed
party in this situation may intentionally remain silent about the de-
fault rule to maximize its own profits, even if the overall benefit to
both parties would increase if they were both informed and negotiated
regarding the subject of the default rule.6 4 7 The knowledgeable party
is most likely to remain silent where the default rule favors it rather
than the uninformed party.648 Ayres and Gertner conclude that, espe-
cially where transaction costs are small and so parties are relatively
free to negotiate regarding the terms of a contract, default terms
should be set to favor the party most likely to be unaware of them.
This would give the more knowledgeable party, here the lender, an

incentive to bring up the subject covered by the default rules in negoti-
ations and so inform the other party (here the borrower) of the exis-
tence of the default rule, leading the parties to contract explicitly
regarding the subject and so resolving it efficiently through negotia-
tion, rather than leaving it, perhaps inefficiently, in a manner which
benefits only the knowledgeable party.6 49

644. Reilly, 1992 COLUM. Bus. L. REV. at 206.
645. 8ee also the discussion of the efficiency of the holder in due course doctrine in

Clayton P. Gillette, Rules, Standards, and Precautions in Payment Systems, 82 VA. L.
REV. 181, 237-43 (1996), in which Gillette concludes that the rule is efficient over all,
even though the so called "real defenses" seem a motley collection of defenses thrown
together with little rhyme or reason.

646. Ian Ayres & Robert Gertner, Strategic Contractual Inefficiency and the Opti-
mal Choice of Legal Rules, 101 YALE L.J. 729, 760 (1991).

647. Ayres & Gertner, 101 YALE L.J. at 760.
648. Id.
649. Id. at 761. Of course, in the consumer setting, this argument depends on the

notion that consumers can be sufficiently alerted to the doctrine of the holder in due
course, would understand that doctrine if they were alerted to it, and would take an
active role in replacing the default rule with a separately negotiated provision. Instead,
as discussed in notes 561-66, supra, and the accompanying text, consumers would be
unlikely to understand the holder in due course doctrine even if they were alerted as to
its existence. Furthermore, most consumer notes are essentially contracts of adhesion,
neither understood nor negotiated by consumers, and if the holder in due course doc-
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Applying these arguments regarding default rules to the holder in
due course doctrine shows that this rule tends to work most efficiently
only among parties who understand the rule and can determine the
value added to or subtracted from their wealth by the operation of the
rule. Somewhat less efficient would be a rule assigning the risk of loss
to a knowledgeable repeat player rather than a naive novice. 650 If

someone is making a note, one of the terms that should be the subject
of negotiation is whether or not the note will be negotiable.

From this analysis, we can reach the conclusion that the holder in
due course doctrine is likely to be efficient only under one of two sets
of conditions: (1) when the maker of the negotiable instrument under-
stands the rule, realizes that she will be assigned various risks as a
result of the rule, and can appraise the magnitude of those risks; or (2)
when the risk assigned to the maker of the negotiable instrument
through the holder in due course doctrine is so negligible that it is
unlikely to tip the balance of costs and benefits to the maker of the
instrument. Only then can she make the kind of informed choice
about whether to enter into the transaction that is required for effi-
cient transactions. Given the near impossibility of residential borrow-
ers understanding the holder in due course doctrine and the great risk
of predatory lending in the subprime market, neither condition is sat-
isfied for subprime loans.

If the consumer unintentionally gives up his remedies against the
seller, he does not knowingly exact a better price in return. He would
unwittingly pay a lower cost in return only where the market is so
efficient that it forces the lenders to reduce the interest rates and fees
they charge when their collection costs decline. In an honest market,
where the buyer would have few defenses, the price reduction that the
buyer would receive would be minimal, reflecting the value of the de-
fenses, which i8 so small as to be, in Homer Kripke's words, "statisti-
cally unnecessary."65 1 Where the buyer most needs the protection of
her defenses, in instances of fraud or other forms of sharp dealings,
the seller is already attempting to extract from the buyer a price that

trine were to be abolished, with no explicit rules taking its place, no doubt lenders
would merely insert nearly identical terms in the boilerplate of the contract and so
achieve the same effect with the same lack of efficiency or intent by the consumer to
waive any of her defenses.

650. Calabresi notes, in a discussion of accidents equally applicable to fraud: "[F]ree
market determination of the value of accident costs will lead to an acceptable result only
if the potential injurers and victims are reasonably aware of and take account of the
risks, i.e. only if they have adequate statistical knowledge of the risks involved and act
on that knowledge. Injurers may often obtain and act on such knowledge, but as we
have seen ... victims are unlikely to do either." CALABRESI, supra, note 627, at 91.

651. Homer Kripke, Consumer Credit Regulation: a Creditor Oriented Viewpoint, 68
COLUM. L. REV. 445, 473 (1968).
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is above the market price for the good delivered, either by charging an
excessive price or by supplying inferior products or no products at all.
In such a situation, the buyer is highly unlikely to obtain any price
reduction for having given up some of his defenses, but would instead
receive a price increase. In other words, in an honest market, the
buyer is likely to receive very little return for giving up his defenses,
and in a dishonest market, the buyer is likely to be paid back for giv-
ing up his defenses with excessive prices, shoddy merchandise, or
both. 6 5 2 And because the buyer unintentionally gives up his defenses,
he is not even alerted that he must take extra precaution to defend
himself against the shady dealer.

Even if all of the parties are equally familiar with the default
rule, the rule's assignment of risk or benefit affects the ultimate distri-
bution of gain or loss from a contract. If the initial assignment is not
to the most efficient user, that user will exact a price. 65 3 In fact, the
non-efficient user is likely to increase his asking price simply because
the benefit was initially assigned to him, since people tend to ask more
in price to give up something than they would be willing to pay to
acquire that same thing.65 4 This has been termed the "sticky de-
fault."65 5 Even if borrowers were to realize that the holder in due
course doctrine assigned the risk of loss to them rather than to assign-
ees of the loan, and even if they could effectively negotiate to transfer
the risk of loss, they would have to pay for that transfer. This default
rule, therefore, provides a permanent subsidy to lenders at the ex-
pense of borrowers.

G. DEFAULT RULES AS GAP-FILLERS IN STANDARDIZED CONSUMER

CONTRACTS: THE UNIFORM CODE'S DEFENSE AGAINST

CLAIMS OF UNCONSCIONABILITY

In the context of standardized consumer contracts, default rules
play a far different role than they do in commercial contracts. In com-
mercial contracts, default rules are used most often when the parties
have not included a rule governing a specific situation, either inten-
tionally or unintentionally. Parties intentionally omit a rule for a
multitude of reasons: they have been unable to agree on a specific

652. Kripke, 68 COLUM. L. REV. at 473.
653. See Peter Linzer, On the Amorality of Contract Remedies-Efficiency, Equity,

and the Second Restatement, 81 COLUM. L. REV. 111, 138 n.185 (1981) (arguing the same
regarding the default assignment of the risk of pollution from a coal company).

654. Cass R. Sunstein, Human Behavior and the Law of Work, 87 VA. L. REV. 205,
220-21 (2001).

655. See generally, Ian Ayres, Empire or Residue: Competing Visions of the Contrac-
tual Canon, 26 FLA. ST. U. L. REV. 897, 907 n.37 (1999); Sunstein, 87 VA. L. REV. 205,

220-24.
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rule; they want to avoid the transaction costs of negotiating a specific
rule; or they consider the possibility of the situation occurring too un-
likely to concern them. 65 6 Unintentionally, parties may omit a rule
because they did not conceive of the situation or expect that it could
occur. Default terms are used, many commentators agree, to supply
the terms that the parties would have agreed to had they been able
costlessly to bargain specific terms, in order to fill out the contract. 65 7

This use of gap filling matches the idea that economic efficiency is
most likely to result from the voluntary informed agreement between
the parties. 658

By comparison, in standardized consumer contracts, typically con-
tracts of adhesion, default rules serve a very different purpose. 65 9 The
default rules do not come into play because the parties have been una-
ble to agree on a rule, because one party has had free rein to predeter-

656. See RICHARD A. POSNER, ECONOMIC ANALYSIS OF LAW 104-05 (Aspen 5th ed.
1998).

657. Ayres and Gertner state: "While ex post each party will have economic incen-
tives to shift costs to the other side, ex ante the parties have an incentive to place the
risks on the least-cost avoider," Ian Ayres & Robert Gertner, Filling Gaps in Incomplete
Contracts: An Economic Theory of Default Rules, 99 YALE L.J. 87, 89 n.18 (1989) (citing
Kronman, Mistake, Disclosure, Information and the Law of Contracts, 7 J. LEGAL STUD.
1 (1978)). Ayres and Gertner propose an alternative to the traditional "what the parties
would have wanted" theory, arguing that penalty defaults would better force the parties
to disclose material information to each other. For the more traditional view, see RICH-
ARD A. POSNER, ECONOMIC ANALYSIS OF LAW 104-05 (Aspen 5th ed. 1998) and see
Charles J. Goetz & Robert E. Scott, The Mitigation Principle: Toward a General Theory
of Contractual Obligation, 69 VA. L. REV. 967, 971 (1983) ("Ideally, the preformulated
rules supplied by the state should mimic the agreements contracting parties would
reach were they costlessly to bargain out each detail of the transaction.").

658. See Michael I. Meyerson, The Efficient Consumer Form Contract: Law and Eco-
nomics Meets the Real World, 24 GA. L. REV. 583, 587 (1990) ("To be consistent with the
principle that efficient contracts arise from voluntary negotiations, default rules must
approximate what the parties would have agreed to had they negotiated the issue.").

659. Todd D. Rakoff, in his article Contracts of Adhesion: an Essay in Reconstruc-
tion, 96 Hav. L. REV. 1173, 1177 (1983) has identified seven characteristics of contracts
of adhesion:

(1) The document whose legal validity is at issue is a printed form that contains
many terms and clearly purports to be a contract.
(2) The form has been drafted by, or on behalf of, one party to the transaction.
(3) The drafting party participates in numerous transactions of the type repre-
sented by the form and enters into these transactions as a matter of routine.
(4) The form is presented to the adhering party with the representation that,
except perhaps for a few identified items (such as the price term), the drafting
party will enter into the transaction only on the terms contained in the docu-
ment. This representation may be explicit or may be implicit in the situation,
but it is understood by the adherent.
(5) After the parties have dickered over whatever terms are open to bargaining,
the document is signed by the adherent.
(6) The adhering party enters into few transactions of the type represented by
the form-few, at least, in comparison with the drafting party.
(7) The principal obligation of the adhering party in the transaction considered
as a whole is the payment of money.

Rakoff, 96 HARV. L. REV. at 1177.
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mine all of the rules contained in the standardized, form contract.660

Nor are they omitted to avoid transaction costs, since the standardiza-
tion of consumer contracts already avoids those costs. The consumer
typically does not even read the form contract, let alone bargain over
its terms.661 Nor are the omissions the result, typically, of any lack of
awareness by the drafters of the contracts of the possibility of an
event, since the same likelihood of such an event that would generate
a default rule, the risk of fraud for example, would also notify the com-
mercial party of the need to include such a term in its contract. In-
deed, the holder in due course doctrine governs possibilities, such as
risk of fraud or deception, with which any professional drafter of stan-
dard loan documents should be intimately familiar.

Instead, the primary purpose of a default rule in standardized
contracts that harms a consumer, such as the holder in due course
doctrine, is to protect the enforceability of terms that could be held
unconscionable were they contained in the text of standardized, adhe-
sive consumer contracts. The default rules allow such terms to be im-
ported into those contracts in a way that makes it impossible for a
court to declare them unconscionable. A court might well declare a
contract term waiving any defenses a non-commercial borrower might
have unconscionable, but if the Uniform Commercial Code, as enacted
by a state, waives that same defense, the court will be hard pressed to
find the waiver unenforceable. In this way, the holder in due course
doctrine encourages the formation of unconscionable contracts by pro-
viding a legal cloak to cover that unconscionability.

Similarly, the use of default rules in consumer contracts that ben-
efit sellers or lenders at the expense of borrowers and consumers al-
lows the seller or lender to benefit from harsh terms in the sales or
loan contracts without having to incorporate those terms into the con-
tract or loan agreement itself. By omitting those terms from individ-
ual contracts and incorporating them generally through gap-filling
laws, the sellers and lenders accomplish several tasks. First of all,
they avoid the possibility that the consumer or borrower, in the un-
likely event that she reads all of the purchase or loan documents, will
note, understand, and challenge the harsh term, since that term will
appear nowhere in the agreement. The seller or lender avoids the ne-
cessity of either explaining or defending the harsh term and the possi-
ble liability that may result from misrepresenting the effect of the

660. The terms of the standardized form contracts are unlikely even to be bargained
on in the aggregate by consumers choosing lenders with better terms since, as noted

supra, where the harsh terms are not known or understood by consumers, the presence
of those terms will not deter customers or lead to a loss of business by the lender. See
Meyerson, 24 GA. L. REV. at 605.

661. Rakoff, 96 HARV. L. REV. at 1179.
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harsh term. Secondly, the sellers and lenders minimize the chance
that other lenders will lure away their customers by supplying better
terms. If the harsh terms are nowhere to be found in the contract, a
customer is much less likely to make its purchase or borrowing deci-
sions based on the contract.6 6 2

VII. POTENTIAL METHODS OF ELIMINATING THE HOLDER
IN DUE COURSE DOCTRINE FOR NON-
COMMERCIAL LOANS

The holder in due course should be abolished in any instance
where it would assign the risk of loss for a loan to a non-commercial
borrower. However, mere elimination of the holder in due course doc-
trine is not sufficient, since commercial actors quickly incorporate
waiver of defense clauses to replace the holder in due course doctrine
when it suits their purpose.6 63 The incorporation of such clauses in
pre-printed contracts of adhesion would be as little bargained over as
the current rule. Given the complexity of the holder in due course
rule, it seems hopeless to think that this is an issue a residential bor-
rower can bargain over meaningfully. Therefore, in the place of the
holder in due course doctrine should be a non-waivable rule preserv-
ing any defenses that such a borrower would have as to any assignees,
bona fide or otherwise. In effect, the holder in due course should be
reversed and the risk of loss due to the originator's fraud or deceptive
practices should automatically be assigned to the purchasers of loans.

One possible method of reversing the holder in due course doc-
trine would be through revising U.C.C.'s Article 3, which governs ne-
gotiable instruments, to reverse the holder in due course doctrine in
every instance where it is applied to any non-commercial loan. The
likelihood of such a change seems small, given the history of drafting
and revision of the U.C.C. Article 3 was last revised in 1990, long
after many legislative and judicial battles over what protection should
be given to non-commercial borrowers. The revisers of Article 3 inten-
tionally refused to alter Article 3's distribution of risk between non-
commercial borrower and lender. Fred Miller notes the "exclusion,
consistent with the traditional U.C.C. approach, of affirmative con-
sumer protection provisions from revised Articles 3 and 4 .... 1"664 The
drafters of the revised Article 3 were under fairly explicit orders not to

662. As discussed in note 218, supra, and the accompanying text, the standardiza-
tion of contracts necessary for securitization has effectively eliminated the loan cus-
tomer's ability to bargain for form contracts with more beneficial terms.

663. Kurt Eggert, Held Up in Due Course: Codification and the Victory of Form Over
Intent in Negotiable Instrument Law, 35 CREIGHTON L. REV. 363, 424 (2002).

664. Fred Miller, U.C.C. Articles 3, 4 and 4A: A Study in Process and Scope, 42 ALA.
L. REV. 405. 412 (1991).
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alter what some have referred to as the "balance" Article 3 establishes
between consumers and bankers, if one can speak of a "balance" in
such a pro-banker code. 66 5 Even the drafters' efforts to abide by this
charge were deemed too far-reaching, and instead, as noted in Section
II(E), the revision was limited to minor rewordings with little real
change.6 66 While more consumer protection has crept into the revi-
sion of Article 9, it seems unlikely that the guardians of the U.C.C.
will be ready any time soon for such a bold and necessary stroke as
reversing the holder in due course doctrine in all non-commercial
loans.

6 6 7

Another possible actor that does much to reverse the holder in
due course doctrine in non-commercial loans would be the GSEs that
acquire so many of the prime residential loans. If the GSEs, such as
Fannie Mae and Freddie Mac, changed their form promissory notes to
include an FTC-like disclaimer preventing the cut-off of defenses, the
GSEs would soon force all of the prime market and that limited por-
tion of the subprime market that the GSEs purchase to include such a
preservation of borrower defenses. The remainder of the subprime
market that is securitized could conceivably follow suit, though there
would be no legal obligation to do so.

Other federal actors could claim to be hamstrung. The OTC and
the Federal Reserve Board have only limited powers to regulate all of
the mortgage brokers and non-federally insured or regulated lenders
across the country, though they could order regulated banks to
purchase only loans containing an express preservation of borrower
defenses. States could individually alter their laws so as to eliminate
the holder in due course doctrine from non-commercial loans and pre-

665. Edward L. Rubin, Learning From Lord Mansfield: Toward a Transferability
Law for Modern Commercial Practice, 31 IDAHo L. REV. 775, 777 (1995). Rubin notes
the inelegance of using the term "balance," stating "the recent revisions of Articles 3 and
4 were specifically designed not to change the original balance between banks and con-
sumers, even though one observer described that balance, when established in 1950, as
'a deliberate sell-out of the American Law Institute and the Commission of Uniform
State Laws to the bank lobby.'" Edward L. Rubin, The Code, the Consumer, and the
Institutional Structure of the Common Law, 75 WASH. U. L.Q. 11, 12 (1997).

666. See Gail K. Hillebrand, Revised Articles 3 and 4 of the Uniform Commercial
Code: a Consumer Perspective, 42 ALA. L. REV. 679, 694-95 (1991).

667. Professor Edward Rubin, who served from 1986 to 1990 as the chair of the
Subcommittee on Articles 3 and 4 of the American Bar Association's Ad Hoc Committee
on Payment Systems, expressed his growing disenchantment with the process of revis-
ing the U.C.C. generally and Article 3 specifically, in his series of articles on the subject:
Edward L. Rubin, Policies and Issues in the Proposed Revision of Articles 3 and 4 of the
U.C.C., 43 Bus. LAW. 621 (1988); Edward L. Rubin, Efficiency, Equity and the Proposed
Revision ofArticles 3 and 4, 42 ALA. L. REV. 551 (1991); Edward L. Rubin, Thinking Like
a Lawyer, Acting Like a Lobbyist: Some Notes on the Process of Revising U.C.C. Articles
3 and 4, 26 Loy. L.A. L. REV. 743 (1993); Edward L. Rubin, The Code, the Consumer,
and the Institutional Structure of the Common Law, 75 WASH. U. L.Q. 11 (1997).
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serve borrower defenses. Such state-by-state action would create a
patchwork system and vastly reduce the uniformity of the laws of ne-
gotiable instruments. However, this lack of uniformity could convince
the U.C.C. drafters to change the rule uniformly to protect borrowers
and, even if not, the benefit in fraud reduction would likely outweigh
the costs of uniformity.

The agent best able to eliminate the holder in due course doctrine
for residential loans and replace it with a preservation of borrower
defenses would be Congress, which has the power to eliminate the
holder in due course doctrine generally on non-commercial loans, just
as it did in a more limited fashion through HOEPA. Whether it will
have the political courage to do so remains to be seen.

VIII. THE EFFECT OF ELIMINATING THE HOLDER IN DUE
COURSE DOCTRINE

The traditional view is that the holder in due course doctrine al-
lows lenders to charge somewhat lower interest rates, since they bear
less risk of loss and would, the argument goes, spend less money to
defend suits by disgruntled borrowers. Instead, for the prime market,
the effect on interest rates would likely be so negligible as to be un-
noticeable. There is so little fraud in the prime market in proportion
to the size of the prime market that the transference of risk of fraud
from one party to another will have almost no effect on the price of
credit.

6 68

Eliminating the holder in due course doctrine in the subprime
market could well affect the price of credit to subprime borrowers,
rather than increasing the cost of subprime credit, it would almost
certainly lower it. As demonstrated by the fact that so many subprime
borrowers could have received prime rate mortgages at a significantly
lower cost and by how much more the subprime market charges A-
borrowers than the prime market does, the subprime market is not an
efficient one. 66 9 In other words, subprime borrowers are not suffi-
ciently effective price shoppers, and often purchase more expensive
credit when less expensive credit is available to them.6 70 Subprime
lenders have too often competed with each other not by offering lower

668. See Homer Kripke, Consumer Credit Regulation: a Creditor Oriented View-
point, 68 COLUM. L. REV. 445, 473 (1968) (observing that in a legitimate market, the
holder in due course doctrine is statistically insignificant).

669. See supra notes 366-67 and the accompanying text for a discussion on the sur-
prisingly large number of subprime borrowers who could have obtained conventional
loans with much better terms, such as lower interest rates and fees.

670. As discussed in note 343, supra, and the accompanying text, subprime borrow-
ers are, on average, less educated than prime borrowers, which may to some extent
explain subprime lenders' ability to charge them above market rate loans.
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rates, but by relying on more aggressive or misleading sales tech-
niques than their competitors, not by offering better services, but by
flipping more borrowers into new, higher cost loans. Competition
among predatory subprime lenders has been to see which company
could reach the elderly, the undereducated, or naive or easily confused
first and obtain a high cost loan well above the market rate given the
risk characteristics of the borrower. 67 1 Many borrowers have been in-
duced to purchase credit at above market rates through the aggressive
marketing and dubious and deceptive sales techniques that have been
the hallmark of predatory lenders and all too often practiced even by
more mainstream subprime lenders.

One of the reasons that subprime lenders have been free to en-
gage in this aggressive marketing and that the financial markets have
been willing to securitize the resulting loans, is the understanding
that, because of the holder in due course doctrine, the buyers of these
loans are virtually immune from the borrowers' suits alleging many of
these forms of fraud. So long as the lender follows TILA and skirts the
triggers for HOEPA, then the holder in due course doctrine reduces
the possibility that the purchaser of the loans will lose any money
based on those predatory practices. If enough borrowers sue the ini-
tial lender, then that lender can declare bankruptcy, leaving the bor-
rowers with little recourse for the fraud committed on them.

If the holder in due course doctrine is eliminated, then the pur-
chasers of subprime loans will be much less likely to deal with an un-
scrupulous lender and will go to much greater lengths to avoid those
lenders whose aggressive marketing tactics verge on predatory lend-
ing. As a result, fewer borrowers will obtain loans because of the mar-
keting blitz that predatory lenders use. Fewer will be tricked into
entering into loans based on oral misrepresentations regarding future
loan reductions, or the nature and effect of credit products packed into
the loan. As the predatory lenders are starved by the financial mar-
kets, and the more legitimate subprime lenders find a clearer path to
the borrowers, the interest rate charged subprime borrowers should,
on average, decline significantly. The extent of the likely decline can
be estimated based on the amount that the subprime market cur-
rently appears to be overcharging its borrowers. Thus, based on vari-
ous studies, interest rates to subprime borrowers would likely decline

671. It was this predatory competition that led legitimate North Carolina lenders to
press state legislators to pass laws designed to suppress predatory lending. The legiti-
mate lenders were weary of seeing their customers stolen by predatory lenders charging
higher interest and fees through aggressive and deceptive marketing. "We saw these
horrible abuses of the people who are our customers," one such legitimate lender de-
clared. See Jim Peterson, Lender Beware. "Predatory Lending" Threatens Subprime
Lenders, A.B.A. BANKING J., at 40, Feb. 1, 2001, 2001 WL 11595148.
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by an amount commensurate with the 100 basis point excess that sub-
prime lenders currently charge subprime A- borrowers over prime A-
borrowers.

6 72

IX. CONCLUSION

The time has come to end the holder in due course doctrine in the
last area where it is damaging the innocent, non-commercial makers
of negotiable instruments who have no way of knowing of its exis-
tence, let alone its effect. The history of the negotiable instrument at
first was the story of the intent of the makers of negotiable instru-
ments driving the legal development of those instruments. Since the
codification of negotiable instruments law, however, and its takeover
by bankers and their attorneys, the history of negotiable instruments
has been that of the victimization of makers of negotiable instruments
who neither intended nor understood they were making negotiable in-
struments, with no clear idea of negotiability or its effects. The holder
in due course doctrine is no longer necessary in non-commercial loans.
It is no longer needed to provide an effective currency substitute. Its
purpose of providing liquidity to those loans has been taken over by
securitization, which has provided more ease in the transfer of notes
than the holder in due course doctrine ever could have done.

The banking and lending industry has too long reaped the benefit
of seizing control over the codification of negotiable instruments law.
It is time to return the proper role of intent to that law by preventing
those who are unlikely to understand the holder in due course doc-
trine or to intend they be bound by it from creating negotiable instru-
ments. We must finally end the pernicious effects of widespread,
unintentional negotiability.

672. See supra discussion at note 329.
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