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Solving the Foreclosure Crisis – Part 1 – How did it happen?
By Chip Parker, Jacksonville Consumer Attorney on Nov 17, 2008 in Mortgage Reform
As a Jacksonville foreclosure defense attorney, I have been invited to join members of the Jacksonville City Council at a “foreclosure summit” to locally address the foreclosure crisis.  When it comes to foreclosures, Jacksonville has it pretty bad.  As a matter of fact, Forbes Magazine has named Jacksonville, Florida the foreclosure capital of America for 2009.

Can a local community implement a strategy to combat a global problem?  Absolutely, and in this four part series, I will discuss how Jacksonville and other cities can fight foreclosures.  After all, as we wait for the federal government to take real action, real middle class Americans are being displaced from their homes.
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The first step of problem solving is to understand the problem.  The problem of foreclosures is the securitization of residential mortgages on Wall Street, known as a mortgage-backed security (MBS).  Baby-boomers, representing the largest sector of our population, are getting close to retirement, and fund managers were under pressure to provide a safe investment with a high yield.

The federal government had implemented a program encouraging lenders to make home loans to middle-income Americans to increase home ownership.  A Wall Street whiz, Lewis Ranieri (pictured left), determined you could reduce the risk associated with a sub-prime mortgage by bundling it together with thousands of similar mortgages.

To further reduce the risk, these thousands of sub-prime mortgage loans were divided into tranches according to risk and a certain percentage of them were guaranteed to perform or be replaced with performing loans.  Bond rating agencies, like Moody’s, rated the safety of these MBSs as high as AAA – the safest investment rating.

In hindsight, it is stunning that Wall Street believed that it could rape middle class homeowners with oppressive mortgage terms, such as high-interest and prepayment penalties, without repercussion in the marketplace, but there were a couple of assumptions that blinded these geniuses.

First, they believed what goes up should continue to go up.  The common fallacy assumed by Wall Street was that the white-hot real estate market, especially in California and Florida, would continue to create equity in homes.  The lending industry was so confident that 100%, and even 125% financing, became the norm.

Secondly, they believed that people would generally do anything to keep their home.  After all, homeownership was the “American Dream,” or at least that’s what Madison Avenue was telling America.  Middle-class America would endure even the most oppressive loans in order to build equity in the dream.

With assumptions firmly in place, baby boomers from across the globe were encouraged to dump trillions of retirement savings into an investment vehicle which appeared to defy the fundamental rule of Economics 101 – return is directly correlated to risk.  But THIS was the Holy Grail – a high-yielding bond without all of that nasty risk.

However, like gravity, the fundamental rule of investing ultimately prevailed.  The moment real estate sales stalled in South Florida and pockets of California, homes stopped “producing equity.”  Lenders could no longer engage in the subprime scam.  Middle America is now unable or unwilling to keep this “dream” alive.  It is stunning how blasé we have become about home ownership.  I am now meeting with clients who are current in their homes but see them as a money pit with no future.  When faced with either funding their children’s college or keeping their house, many ditch the McMansion in favor of their kids’ future.

The question I have begun asking myself is whether Wall Street will ever be able to trick us again?  Without greater oversight, the answer is not just “yes,” but “sooner than you think.”  Right now and over the next year, real estate in high speculation areas will become so cheap as to attract any investor with cash.  Five years or so from now, these opportunistic speculators will probably have tons of equity built up in this popular dirt, and Wall Street will begin to once again be seduced by the “safety of real estate.”  The next Lewis Ranieri will know just what to do.

Next – How does securitization work?
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Solving the Foreclosure Crisis – Part 2 – How is a mortgage securitized?
By Chip Parker, Jacksonville Consumer Attorney on Nov 20, 2008 in Foreclosure Process
As a Jacksonville, Florida lawyer focused on foreclosure defense, I have become intimately familiar with the process of mortgage securitization.  As discussed in Part 1, the mortgage-backed security (MBS) is the root of the foreclosure crisis in this country.

In order to combat your foreclosure, you have to understand how your home mortgage travelled from the closing table to the securitized trust.  How did your home mortgage become an MBS traded on Wall Street?

The creation of an MBS involves a very complex series of transactions, but I have oversimplified here to help the uninitiated generally understand the path taken by most home loans:

•    Originator:  The originator actually loaned the money to the homeowner to purchase a home or refinance an existing mortgage.  The originator makes its money at the closing – thousands of dollars of closing costs, including hidden yield spread premiums.  At some point, the originator runs out of money to lend, so it must sell the promissory notes and mortgages to raise enough capital to lend more money.

•    Investor:  While the originator cares very little about earning interest on the loan, investors seeking safe, high yield returns saw mortgage-backed securities as a way of maximizing their investment dollar.  The safety of residential real estate backing the investment made the MBS the most attractive vehicle on Wall Street.

•    Trust:  The securitized trust, identified by the I.R.S. as a real estate mortgage investment conduit (REMIC), was designed to provide investors with the average rate of return on thousands of home loans blended together in a static pool.  Essentially, the trust is infused with the necessary capital from investors to purchase the loans from the originator.  The trust enjoys special pass-through tax-free status for so long as it complies with the REMIC guidelines.
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•    Trustee:  The trustee is the entity that manages the securitized trust.  It is normally a bank like Deutsche Bank, Bank of New York or HSBC, and it owes a fiduciary duty to the investors.  It is the entity charged with taking physical possession of the 10,000 loans on behalf of the trust.  I envision a room at the trustee’s offices that looks like the room in the picture to the left.  This is where the breakdown occurs.

•    Servicer:  When the 10,000 loans are sold to the trust, the originator peels off the right to service the loans.  The trust pays the servicer, who is often the originator, to field phone calls from homeowners, send bills and collect money, and generally handle the day-to-day obligations created by the mortgage.

•    Pooling and Servicing Agreement:  The PSA is the glue that binds all of the players together.  It is typically a 400-page document that creates very specific rights for investors and duties of the trustee and servicer.  The PSA is designed to comply with the strict REMIC rules to ensure the tax-free status of the trust.  Failure to comply with the PSA will destroy the tax-free status of the trust and cause significant losses to the investors.

Many of the issues litigated in foreclosure cases arise from the breakdown in this process and the failure of these partes to comply with the terms, conditions and requirements of the PSA.

Next, I’ll point out some specific characteristics of the Pooling and Servicing Agreement and how the terms are abused by the trustee of the securitized trust.

Related posts:

Solving the Foreclosure Crisis – Part 3 – What is the Pooling and Servicing Agreement?
By Chip Parker, Jacksonville Consumer Attorney on Nov 21, 2008 in Mortgage Issues
As explained in Part 2 of this series, the Pooling and Servicing Agreement is the “glue” that binds all of the securitization players together.  The PSA is typically filed with the Securities and Exchange Commission, although you might have to dig a bit to find the one that governs the securitized trust that owns your loan.

The PSA is designed to comply with the Internal Revenue Service’s REMIC rules to ensure that the trust enjoys pass-through tax liability.  In other words, the investors of the trust (a.k.a. certificateholders) get paid the average rate of return on the thousands of home loans without the U.S. Government getting a cut first.

Of course, the earnings are taxable at the individual taxpayer level, but each individual investor has its own tax strategy, and the pass-through status improves the return on investment.  Failure to comply with the PSA will destroy the tax-free status of the trust, causing significant losses to the investors.

As I stated, the PSA is a very long and complex document, but some of its general features need to be understood by the homeowner wishing to combat his or her pending foreclosure:

•    The PSA requires that all promissory notes must be endorsed by the originator and delivered to the trustee shortly after the creation of the trust.  Similarly, an Assignment of Mortgage must accompany each note.  In reality, this NEVER happens, and the consequences of this failure are potentially catastrophic for the trust.  I surmise that the mortgage-backed securities market was so white-hot that actual delivery of these critical documents just got in the way of an “efficient” process.

•    The PSA requires the servicer to make mortgage payments to the trust regardless of whether it actually receives the payment from the homeowner.  The only way to stop paying the monthly payment is to foreclose on the home.

•    The pool is static, which means only 5% of the 10,000 mortgages can be modified without destroying the REMIC status.  Essentially, this is why a government purchase of troubled loans is impossible.  The only way to modify loans pooled together in the securitized trust is to change the bankruptcy code, providing a bankruptcy judge the power to do it.
•    Default servicing pays more money. The trust has an escrow account to pay litigation fees to servicers, and the servicer gets to keep all late fees and junk fees paid by the homeowner.  This means the servicer is incentivized to default a home loan and its motivation is at odds with its client, the securitized trust.
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•    The largest default servicer in the country is based in Jacksonville – Fidelity National Default Solutions (now known as LPS Default Title and Closing).  This is essentially a shadow company that makes it’s money through both legitimate and nefarious methods.  It has been known to fabricate loan data, create falsified court documents and charge illegal fees to homeowners.  FNDS hires the foreclosure lawyers on behalf of the securitized trust and does not permit the lawyers to directly communicate with the trust, even though the trust is the actual plaintiff in the case.

This list is just the tip of the iceberg, and it is designed to give the homeowner a start in the right direction.  There are other, more in-depth, explanations of a PSA, and this will hopefully provide a foundation for deeper study of this complex document.

In general, foreclosure is unfair to homeowners and frequently retards the due process that should be afforded to the borrower.  The final installment of this series is a discussion of problems and solutions for judicial foreclosure process existing in Florida specifically and nationwide in general.

