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INTRODUCTION

Numerous studies have discussed the negative externalities that
securitization imposes on creditdrsScholars have paid scant attention,
however, to harms caused by securitization to debtors whose loans are
securitizec?  This issue has erupted in the subprime home mortgage
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1. See, e.gDavid Gray CarlsoriThe Rotten Foundations of Securitizati@® Wm. &
Mary L. Rev. 1055 (1998)Christopher W. FrostAsset Securitization and Corporate Risk
Allocation, 72 Tul. L. Rev. 101 (1997); Edward J. Janféuddy Rules for Securitizationd
Fordham J. Corp. & Fin. L. 301 (2002); Lynn M. LoPuckne Death of Liability106 Yale
L.J. 1 (1996); Lois R. Lupicasset Securitization: The Unsecured CreditorOs Perspective
76 Tex. L. Rev. 595 (1998); Steven L. Schwatorermediary Risk in a Global Economy
50 Duke L.J. 1541, 1580-81, 1585-86 (2001).

2. Kurt Eggert was among the first to discthgs issue, in the context of the holder-in-
due-course rule. Kurt Eggeitield Up in Due Course: Predatory Lending, Securitization,
and the Holder in Due Course Doctring5 Creighton L. Rev. 503 (2002). Jonathan Remy
Nash also highlighted this issue in his wark securitization andngironmental superliens.
Jonathan Remy NaslEnvironmental Superliens andethProblem of Mortgage-Backed
Securitization_59 Wash. & Lee L. Rev. 127 (2002). Other works have examined
securitizationOs effect on third-world countri€ge Carl S. Bjerre,Project Finance,
Securitization and Consensuality2 Duke J. Comp. & IntOl L. 411, 434-35 (2002); Anupam
Chander,Odious Securitizatiogn53 Emory L.J. 923 (2004); Tamar Frankeloss-Border
Securitization: Without Law, But Not Lawle§sDuke J. Comp. & IntOI L. 255, 260, 265
(1998); David W. Leebronkirst Things First: A Commeran Securitizing Third World
Debt 1989 Colum. Bus. L. Rev. 173.
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market, where charges of predatory lending, many of which have been
substantiated, are mountifg.

The vast majority of subprime dos are now securitized, leading to
claims that securitization facilitatggedatory lending and should actively
police lenders. Nonetheless, the entities involved in securitization have
resisted addressing such concerns @ntinue to serve as major conduits
for predatory loan$. As this excerpt from one prospectus illustrates,
securitization turns a blind eye to the underwriting of subprime loans:

With the exception of approximately 20.82% of the mortgage loans in
the statistical mortgage pool that were underwritten in accordance with
the underwriting criteria of The Wint&roup, underwriting criteria are
generally not available with respect to the mortgage loans. In many
instances the mortgage loans in the statistical mortgage pool were
acquired by Terwin Advisors LLC from sources, including mortgage
brokers and other non-originators, that could not provide detailed
information regarding the underwriting guidelines of the origina&ors.

As this suggests, Wall Street firrmscuritize subprime home loans without
determining if loan pools contain predatory loans. In the worst situations,
secondary market actors haveiwaly facilitated abusive lending.

At first blush, securitizationOs lack of concern about subprime
underwriting seems odd. After all, investors in mortgage-backed securities
should be concerned about the heigatenefault risk of subprime loans
and predatory loans in particularFurthermore, they should be concerned

3. Sednfra note 121. The subprime market charpegher interest rates and fees and
is designed for borrowessith weaker credit.

4. For instance, a 2005 study of securitizebprime loans found that 57.2 percent of
those loans had one or more predatory features, i.e., a balloon clause or a prepayment
penalty with a term of at least three ye&@eeRoberto G. Quercia, Michael A. Stegman &
Walter R. Davis, The Impact of Predatdrpan Terms on Subprime Foreclosures: The
Special Case of Prepaymdenalties and Balloon Payme®-23, 32 thl.6 (Jan. 25, 2005)
(unpublished manuscript, on file with the Fordhhaw Review). The role of securitization
can also be seen in predatory lending latgsinvolving loan assignees or trustees of
securitized trusts that hold home loa8ge, e.g.Jackson v. Mundaca Fin. Servs., Inc., 76
S.W.3d 819 (Ark. 2002) (assignee); Stuckeyrovident Bank, 912 So. 2d 859 (Miss. 2005)
(trustee); Skinner v. Preferred Credit, 63%6.2d 676 (N.C. Ct. App. 2005) (trust and
trustee); Bankers Trust Co. v. West,.N@984, 2002 WL 31114844 (Ohio Ct. App. Sept.

25, 2002) (assignee).

5. Merrill Lynch & Co., Prospectus Supphent to Prospectusated June 18, 2004
(Form 424B5), at S-16 (June 24, 2004yailable at http://www.sec.gov/Archives/edgar/
data/809940/000095013604002052/0000950136-04-002052.txt. Our thanks to Alan White
for drawing this language to our attention.

6. In the most notorious example to date2003, a federal jury held Lehman Brothers
liable, as an investment bank and providéra warehouse line of credit to the subprime
lender First Alliance Mortgage Corp. (FAMGQJdor aiding and abetting FAMCOOSs fraud on
borrowers Seenfra notes 106-07 and accompanying text.

7. Subprime home loans are more likégn prime loans to go into defauBiee, e.g.
FitchRatings, U.S. ®prime RMBS in CDOs 5-9 (Apr. 15, 2005); Michelle A. Danis &
Anthony Pennington-Crosshe Delinquency of Subprime Mortgages$ (Fed. Reserve
Bank of St. Louis, Working Paper No. 2005-022A, 2005). Predatory loans present an even
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that subprime lenders will try tgass off their wost loans through
securitizationNthe OlemonsO problem that George Akerlof deséribed.

Given investorsO concerns, one might expect the capital markets to screen
out the riskiest, predatory loans rfinosecuritized subprime loan pools.
There is growing evidence, however, that securitizing entities perform
inadequate screening. When meafill screening does occur, it focuses on
loans originated in states thmbpose liability on assignees of predatory
loans. In states with weak amtiedatory lending laws, screening is
minimal or nonexistent.

As we explain, securitization solves the lemons problem for investors
without requiring the capital markets to screen out predatory loans from
securitized offerings. Investment banks employ a variety of techniques,
primarily structured finance and deal provisions, to shield investors from
virtually all of the credit and litigation sk associated with predatory loans.
Market and legal forces provide addital protection to investors. For
example, the holder-in-due-course rule shields investors and securitized
trusts from most litigation contesting predatory loan terms. Evidence also
suggests that investors extractcpriconcessions as recompense for the
lemons problem, which pushes up the dodborrowers of subprime loans.

As a result, investors can safely @st in top-rated subprime mortgage-
backed securities without worrying altdasses, even when the underlying
loan pools are replete with questionable loans.

The protections that securitization provides investors do not safeguard
borrowers. To the contrary, securitipat inflicts negative externalities on
subprime borrowers in at least four ways. First, securitization funds small,
thinly capitalized lenders and brokerthus enabling them to enter the
subprime market. These originators are more prone to commit loan abuses
because they are less heavily regulatee reduced reputational risk, and
operate with low capital, helping tmake them judgment-proof. Second,
securitization dilutes incentives bynlders and brokers to avoid making
loans with excessive default risk by alimg them to shift that risk to the
secondary market, which has other ways to protect itself. Third,
securitization denies injured borrowdegal recourse against assignees by
triggering the holder-in-due-course rule and impeding work-outs. Lastly,
securitization drives up the price of subprime loans because investors
demand a lemons premium for investing in subprime mortgage-backed
securities.

higher risk of default than subprime loans gener&leQuercia, Stegman & Davisppra
note 4, at 25, 35 thl.10. . )

8. SeeGeorge A. Akerlof,The Market for OLemonsO: Quality Uncertainty and the
Market Mechanism84 Q.J. Econ. 488 (1970).

9. SeeStephen Wallensteigituating Project Finance and Securitization in Context: A
Comment on Bjerrel2 Duke J. Comp. & IntOl L. 44461 (2002) (O[N]egative effects on
select populations are not a concern of . . . securitization (by which | mean the financing
aspects).O).
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The resulting cost to borrowers isubstantial. One recent study
estimated that lengthy prepayment penalties in securitized subprime loans
boosted borrowersO risk of foreclosure by sixteen to twenty pé&tcent.
Balloon clauses in those loans raisedrbversO risk of foreclosure by an
additional fifty percent! Securitization also exacts significant tolls on
municipalities by fueling predatory leimg. When borrowers, saddled with
onerous loan payments, lose or canmatintain their homes, cities must
contend with abandoned and deteriioig properties, which strain city
resources and threaten the vitality and stability of neighborhi@ods.

Given securitizationOs role in enabling and perpetuating predatory
lending, we contend that the ladwaaild impose full, quantifiable assignee
liability on securitized trusts that do rexdopt adequate controls to filter out
predatory loans from loan pools. day, new automated due diligence
software makes it technologically aedonomically efficient to screen out
loans with predatory features.

In an earlier article, we proposed fealelegislation to require subprime
lenders and brokers to make suitable Id&n#n this Article, we argue that
assignee liability should apply to suitability violations and certain other
legal violations by mortgage bralse and lenders. Imposing properly
tailored liability on securitizers would force them to take into account the
negative externalities of securittzan on borrowers and communiti&s.

Our analysis of the securitization of subprime residential mortgages
expands the debate about negatesdernalities from securitization by
demonstrating that such exteliias are not necessarily limited to
originatorsO unsecured creditors. To the contrary, securitization can impose
negative externalities on debtorshav are liable on the underlying
receivables, as well as on surrounding communities.

Moreover, our research helps explain why securitization has taken root.
Claire Hill has argued, for instancéhat securitization exists because
valuing a lenderOs receivables is simpler than valuing the lender itself.
Professor Hill offers the further irgdit that thinly capitalized lendersN
which she dubs Olemons firmsONhave the most to gain from securitizing

10. SeeQuercia, Stegman & Davisupranote 4, at 25.

11 1d.

12. SeeKathleen C. EngelDo Cities Have Standing? Redising the Externalities of
Predatory Lending38 Conn. L. Rev. 355 (2006) (describing externalities that predatory
lending imposes on citiesyge alsdVilliam C. Apgar & Mark Duda, Collateral Damage:
The Municipal Impact of TodayOs MomgaForeclosure Boom 4 (May 11, 200&Yailable
at http://www.hpfonline.org/PDF/Apgar-Duda_sdiyu final.pdf (estimting that vacant
properties from foreclosures cost cities mtiran $30,000 per unit in some cases); Family
Housing Fund, Cost Effectiveness of Myage Foreclosure Prevention 16-17 (1998)
(estimating that Minneapolis and St. Pawdtl$2000 on average in tax revenues on vacant
homes and spent up to $40,000 per homebiktaied and $10,000 per home demolished).

13 SeeKathleen C. Engel & Patricia A. McCog, Tale of Three Markets: The Law
and Economics of Predatory Lendjr8p Tex. L. Rev. 1255 (2002).

14. SeeJangersupranote 1, at 302, 315.
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their receivable$® We extend her analysiy arguing that securitization
solves two OlemonsO problems, not one: the originatorOs possible
bankruptcy and adverse selection in the loans being sold and ultimately
securitized.

Finally, our research implicitly questiottise binary nature of the larger
debate about negative externalities framcuritization. Too often, the
debate is framed as whether securit@atinust be defended from all attack
or altered at its cor¥® The parable of the subprime market, however,
suggests that there may be a middle, low-cost course that can protect
borrowers from loan abuses without impeding securitization.

The Article unfolds as follows: In Part I, we provide a brief definition of
predatory lending. Part Il describes the growth of subprime securitization,
while Part Ill provides a thumbnail stch of securitization of subprime
home mortgage loans. In Part IV, we discuss the risks posed by subprime
securitization and the resulting lemons problem that investors face. Part V
analyzes how securitization solves the lemons problem through a variety of
techniques, including sequential traesh pricing, limited due diligence,
and contract provisions. In Part VI, we explain why predatory lending
persists despite the substantial rislenagement techniques employed by
securitization. Part VII presents normative justifications for imposing
assignee liability on residential morggabacked securitizations, while Part
VIl sets forth the details of our assignee liability proposal. Finally, in Part
IX, we respond to critics of assiga liability for predatory loans.

|. PREDATORY LENDING DEFINED

Predatory lending is a syndrome of loan abuses that benefit mortgage
brokers, lenders, and securitizers to the serious detriment of borfgwers.
Such abuses include the following:

(1) Loans structured to result in seriously disproportionate net harm to
borrowers: A major example is asset-based lending, which consists of
loans to borrowers whom the lender knows cannot afford the monthly
payments. Pushing borrowers to take on more debt than they need, steering
prime-eligible borrowers to subprimeans, and refinancing low-interest
loans into costlier loans with no fifscation can also inflict seriously
disproportionate net harm on borrowéfs.

15. Claire A. Hill,Securitization: A Low-Cost Sweetener for Lem@dsWash. U. L.Q.
1061, 1091-92 (1996xccordEdward M. lacobucci & Ralph A. WinteAsset Securitization
and Asymmetric Informatior34 J. Legal Stud. 161, 180-82 (2005).

16. Compare sources citedsapranotes 1, 2, and 10, regzenting different viewpoints
in this debate

17. Engel & McCoysupranote 13, at 1259-70.

18. Freddie Mac, Automated Underwritingvlaking Mortgage Lending Simpler and
Fairer for AmericaOs Families, ch. & nn.5-6 (1996), http://www.freddiemac.com/
corporate/reports/moseley/chap5.htreee also Mortgage BankersAssOn, MBA Best
Practices | Il (2007),available at http://www.mortgagebanke.org/IndustryResources/
StandardsandBestPractices/MBABestPractices.fiet visited Feb. 10, 2007); Patricia
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(2) Rent seeking: Numerous subprime loans charge fees and interest
rates that are exorbitant comparedthe risk that the borrowers present.
Rent seeking also encompasses steering and charging prepayment penalties
and points without a corresponding cut in the interest rate, as is customary
in the prime market?

(3) Loans involving illegal fraud or deception: Many predatory loans
involve fraud or deception by brokers lenders. For example, brokers or
lenders may procure inflated appraisaisnake false promises to refinance
loans down the road on better terffis.

(4) Other forms of non-transparency that do not amount to fraud: These
occur when lenders or brokers Rhiold information from borrowers in
circumstances that fall short of frauéor example, subprime lenders keep
rate sheets containing their prices secret because they do not want
borrowers to shop for better rat8sNeither the Truth in Lending A&nor
the Real Estate Settlement Procedures?3Actquires disclosure of rate
sheets to borrowerd. This secrecy impedes comparison shopping.

(5) Loans requiring borrowers to waive meaningful legal redress:
Subprime loans often contain mandatory arbitration clauses that require
borrowers to take disputes to aration and preclude them from joining
class actions. Such provisions deny borrowers access to the?€ourts.

(6) Lending discrimination: Many predatory loans impose more
onerous terms on members of proteagedups, resulting in discrimination
even after controlling for riské

(7) Servicing abuses: Once loas® securitized, a servicer typically
becomes responsible for collecting the loan payments and distributing the

Sturdevant & William J. Brennan, JrA Catalogue of Predatory Lending Practices
Consumer Advoc., Nov.-Dec. 1999, at 36, 37, 39.

19. Howard Lax et alSubprime Lending: An Investigan of Economic Efficiencyl5
Hous. PolOy Debate 533, 536042); Sturdevant & Brennasupranote 18, at 38-39; Alan
M. White, Risk-Based Mortgage Pricing: Present and Future ResedrsiHousing PolOy
Debate 503 (2004); Mark Shroder, The Valu¢hef Sunshine Cure: Efficacy of the RESPA
Disclosure Strategy 11 fig.24-15, 14 tbl.4 (Apr. 4, 2000) (unpublished manuscript, on file
with the Fordham Law Review). .

20. DepOt of Hous. and Urban Dev. & -Oepf the Treasury Task Force on Predatory
Lending, Curbing Predatory Home Mortga Lending 24, 79-80 (2000) [hereinafter
Treasury-HUD  Report], available at http://www.huduser.orglblications/hsgfin/
curbing.html.

21. White,supranote 19, at 509-12%ee alsoPeter J. Hong & Marcos RezHjdden
Costs to Homeowners: The Prevalent Nigelosure of Yield Spread Premiums in
Mortgage Loan Transactiond8 Loy. Consumer L. Rev. 131, 132-34 (2005) (describing
rate sheets).

22. 15 U.S.C. oo 1601-1667 (2000).

23. 12 U.S.C. mo 2601-2617.

24. SeeEngel & McCoy,supranote 13, at 1305-07.

25. Shelly SmithMandatory Arbitration Clauses indhsumer Contracts: Consumer
Protection and the Circumvention of the Judicial Syst8hDePaul L. Rev. 1191, 1193
(2001).

26. See, e.gDebbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Unfair Lending: The
Effect of Race and Ethnicity on the Price of Subprime Mortgages (2@06)lable at
http://www.responsiblelending.oqmifs/rr011-Unfair_Lending-0506.pdf.
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proceeds. Some servicers have employed abusive servicing practices,
including charging unjustified fees, actly pushing borrowers into default,
and employing exploitative collection methads.

Il. THE ADVENT OF SUBPRIME SECURITIZATION

Subprime securitization, a relatively new phenomenon, followed on the
heels of securitization in the prime msntial loan market, first pioneered
in the late 19703 By the early 1990s, technological advances made it
possible to estimate and price the riglsubprime home loan pools, paving
the way for subprime securitizatio?fs. In 2005, total securitizations of
subprime and home equity loans ballooned to an estimated $525.7 illion.
Today, lenders securitize almost eighty percent of subprime mortgfages.

[ll. HOW SECURITIZATION WORKS

Securitization is the financial technology that integrates the market for
residential mortgages with the capitalrkets. In securitization, investment
banks take pools of home loans, carve up the cash flows from those
receivables, and convert the cash #owto bonds that are secured by the
mortgages. The bonds are variously known as residential mortgage-backed
securities (RMBS) or asset-backed securities (ABS).

Securitization goes by the moniker Ostructured finance,O in part because a
securitizer structures the transaction isolate the loan pool from the
original lender. This is accomplishéy selling the loan pool to a special
purpose vehicle or OSPVO that is owned by, but legally distinct from, the
lender. The SPV then resells the loan pool to a second SPV, which is also
independent of the lender and takes title to the bundle. The second SPV is
typically in the form of a trust?

27. Kurt EggertLimiting Abuse and Opportusin by Mortgage Servicerd5 Housing
PolOy Debate 753, 756-61 (2004).

28. See, e.g, Steven L. Schwarcz, Bruce A. Markell & Lissa Lamkin Broome,
Securitization, Structured Finance and @dpMarkets 1-3 (2004); Michael H. Schill,
Uniformity or Diversity: Residential Ré Estate Finance Law in the 1990s and the
Implications of Changing Financial Market84 S. Cal. L. Rev. 1261, 1267-71 (1991).

29. See, e.g.Eric Bruskin, Anthony B.Sanders & David SykesThe Nonagency
Mortgage Market: Background and Overview The Handbook of Nonagency Mortgage-
Backed Securities 5, 12-16 (Frank J. FaboZhiuck Ramsey & Michael Marz eds., 2d ed.
2000); Bill Shepherd,Perils and Phantasm: The Mgdge Securitization Boom Is
Threatened by Recessidregislation and Rate Changivestment Dealers Dig., Feb. 3,
2003.

30. SeeStandard & PoorOs (S&P), Rating Eitions 2005: U.SRMBS Volume and
Rating Activity Continue to Sé®ecords, thl.1 (Jan. 24, 2006).

31 SeeS&P, The Subprime Market 7 (June 17, 2005).

32. See, e.gSteven L. Schwarc&ecuritization Post-Enrqr25 Cardozo L. Rev. 1539,
1552-53 (2004). This Article focuses on the OanfurmingO or Oprivate labelO market.
The conforming market refers to home loans that conform to underwriting guidelines of
government-sponsored entities (GSEs) suclramie Mae and Freddie Mac. The GSEs
purchase and package conforming individual mortgages, create the securities, and market the
securities through brokerSeeFreddie Mac, The Secondakarket for Mortgage Loans,
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This two-tiered structure protects investors by preventing lendersO
creditors from reaching the assets lagkhe securities in case the lender
goes bankrupt Bankruptcy remoteness alboosts ratings of securitized
offerings. Rating agencies evaluate aat@ securitized loan pools. To the
extent that SPVs protect investorsniradhe risk of the lenderOs bankruptcy,
it is often possible for the loan bundle to earn a higher rating than the lender
itself would receive. In this way, Onon-investment grade and unrated
originators (the majority of the market) [can] create investment-grade
transactions®

After the loans are transferred tioe second SPV, the investment bank
for the issue¥ carves the principal and interest payments into tranches of
bonds%® Then, rating agencies gauge the credit risk of each tranche by
comparing the loan poolOs characteristics with historical data and
forecasting the trancheOs performance.In calculating credit risk,

http://www.freddiemac.com/cporate/about/what_we_do/secmktah (last visited Feb. 28,
2007). The nonconforming market, in contrdstances loans that do not meet the GSE
guidelines.

33. See, e.gSteven L. SchwarcZhe Alchemy of Asset SecuritizatidnStan. J.L. Bus.

& Fin. 133, 142 (1994). In many securitizatipassubsidiary of the lender retains some of
the risk, either in the form of subordinat®nches, subordinated excess spread, or cash
reserves. If a lender were to retain thosedtediinterests within its own corporate entity
and later went into bankruptcy, the bankruptourt might rule that the lender, not the
investors, owned the secuzitid pool, relegating the investoto the role of secured
creditors. See Len Blum & Chris DiAngelo, Structuring Efficient Asset-Backed
Transactionsin Asset-Backed Securities 237, 243{#&€and K. Bhattacharya & Frank J.
Fabozzi eds., 1996). Only on rare occasibage courts disregarded bankruptcy-remote
status. See Michael J. Cohn, NoteAsset Securitization: How Remote Is Bankruptcy
Remote?26 Hofstra L. Rev. 929 (1998)ee alsdSchwarcz, Markell & Broomesupranote

28, at 80-86; Kenneth M. Ayotte & Stav Gadwsset-Backed Securities: Costs and Benefits
of OBankruptcy RemotenessO (Apr. 2, 2qQ6published manuscript, on file with the
Fordham Law Review) (finding that bankrupt@moteness protects investors and is priced
into the securities).

34. Henry C. McCall Ill & Len Blum,Evolution of the B&C Home-Equity Loan
Securities Markein Asset-Backed Securitiestpranote 33, at 137, 140.

35. The issuer is the special purpose vehicle (SPV) that issues the securities.

36. Collateralized mortgag®bligations (CMOs) use a senior-subordinate tranche
structure and are the most common typaafconforming mortgage-backed security (MBS)
today. SeeBruskin, Sanders & Sykesupranote 29, at 14. CMOs are derivatives which
consist of interest payments plus principaterest-only (I0) strips, or principal-only (PO)
strips. Other, less common types of MBSliile mortgage pass-through securities, in
which investors buy fractional interests in ®of whole single-fenily mortgages, and
mortgage-backed bonds (MBBs), which are priaedording to the liquidation value of the
loans and thus require high collateral than CMOsSee Andrew Davidson et al.,
Securitization: Structuring and Investmektalysis 185-87, 196, 206-08 (2003); John R.
Brick, A Primer on Mortgage-Backed Securiti@s Current Readings on Money, Banking,
and Financial Markets 25, 26, 29-32 (Jame¥/cox & Frederic S. Mishkin eds., 1987).

37. SeeNeil D. Baron,The Role of Rating Agencies in the Securitization Progegs
Primer on Securitization 81 (Leon T. Kendall & Michael J. Fishman eds., 1886)also
Davidson et al.supranote 36, at 24-25; McCall & Blunsupranote 34, at 142. Typically
the loan review scrutinizes the lenderOs mwriteng standards, borrower profiles, the
geographical distribution of the loans, loamesiloan-to-value ratios, and the prepayment
characteristics of the bundle. The rating ayewill perform a static pool analysis on the
lenderOs historical loss and delinquency reagsithg data on the average loss, slope, and
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however, rating agencies do not assess the suitability of the underlying
loans for individual borrowers.
_ The tranche system is termed a Osenior-subordinate structureO and is the
Opredominant structure of choice in subprime RMBSThe tranches are
arrayed from the most senior to the most junior, with Oas many as five
mezzanine or subordinated tranches going down the ratings ladderO from
AAA to B.32 The senior class is the AA&kanche, the mezzanine class
consists of the AA and A tranches, and the BBB, BB, B, and unrated
classes take the junior positiéh. Any rating of BBB-/Baa3 or above is
deemed investment-grade and serves to assuage investorsO concerns about
the credit quality of the magages backing the securities.

In a feature known as a Owaterfall ©sénior tranche is paid off before
any other tranche. Once the senior ¢tanis paid off, the next tranche
moves to the head of the line for miipal payments until all of the tranches
are retired®? As a result, the junior trancliethe first to absorb any losses
and shields the senior tranchesnfrtosses due to loan defautés.Only in
the extremely unlikely event thdbpsses exceeded the amounts due the
holders of the junior tranches wdukhe senior trands absorb credit
losses.

Before rating agencies issue investment-grade ratings, they insist on
added financial cushiorisiown as Ocredit enhancemeriés.@ccording to
rating agencies, when determining tleeded level of credit enhancements,
they assume catastrophic losses on an order of magnitude of the Great
Depression, with the amount ohlencements depending on the rating
desired, the type of collateral, and the reliability of the historical pool
data?4

peak loss period of the loan pool to forecasir losses and delinquencies. In addition, the
rating agency will assess the average coupon sa@soning, and average maturity of the
loans and sample the loan files to test those statiSt&=Baron,suprg at 84-85; Anand K.
Bhattacharya & Frank J. FabozZhe Expanding Frontiers of Asset SecuritizatiomAsset-
Backed Securitiesupranote 33, at 1, 14; Suzanne MichaddRating Agency Perspective
on Asset-Backed Securitizatjom Asset-Backed Securitiespranote 33, at 269, 271-73.

38. S&P, Trends in U.SResidential Mortgage Prodisc Fourth-Quarter 2003 LTV
Ratios, FICO Scores, and Credit Support Levels (208€¢. generallysteven L. Schwarcz,
Structured Finance: A Guide to the Principles of Asset Securitization & 2.4 (3d ed. 2003).

39. Shepherdsupra note 29;see Davidson et al.supra note 36, at 20; Schwarcz,
Markell & Broome,supranote 28, at 4-5; Hillsupranote 15, at 1070 n.39 (describing the
rating systems used by major rating agencies).

40. Seelakhbir Hayre,A Concise Guide to Mortgage-Backed Securities (MBi&s)
Salomon Smith Barney Guide to Mortgage-Bat and Asset-Backed Securities 9, 54-60
(Lakhbir Hayre ed., 2001).

41. SeeDavidson et al.supranote 36, at 208-09,33; Blum & DiAngelo,supranote
33, at 257-58.

42. SeeDavidson et al.supranote 36, at 333; S&P, Ratj Transitions 2003: Another
Record Year of Credit Penfimance for U.S. RMBS (2004).

43. SeeDavidson et al.supranote 36, at 24-26; Schwarcz, Markell & Broorsapra
note 28, at 14; Blum & DiAngelsupranote 33, at 252-53; Leon T. Kend@lkecuritization:

A New Era in American Financi A Primer on Securitizatiorsupranote 37, at 4; McCall
& Blum, supranote 34, at 140-41.
44. SeeBaron,supranote 37, at 85; Michaudupranote 37, at 272.
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Credit enhancements come in two types, internal and external
enhancement®. Normally, the lender will provide sufficient internal
enhancements to boost the offeringato investment-grade rating. If the
internal enhancements do not raise the senior tranche to a top AAA rating,
monoline insurers or other outside providers may add external
enhancements to raisestBenior tranche to an AA%.

Once investment-grade ratings are in hand, the investment bank will
price the mortgage-backed securitiasd asell them to investors, either
through a public offering or a private placemé&hntlf the offering succeeds
as planned, the lender receives two foohsevenue. The first is cash from
the sale of the securities. The secon@éxcess spread,O which is the right
to any interest on the loans that excetfdsinterest paid to the investors
after deducting expenses on the asset-lthbkeds. In most situations, the
present value of the cash proceedssphe excess spread exceeds the cash
that the lender would have received from selling whole |8&ns.

IV. THE LEMONSPROBLEM

In order to succeed, securitization must solve a core problemNthat is,
why should investors buy mortgagadied securities when lenders can
deceive them about the quality of the loans in the loan pool? Lenders have
incentives to cherry-pickheir loans and sell the worst ones to investdrs.
And knowing that they can unload the worst loans onto investors, lenders
have less reason to underwrite lo@asefully. Thus, securitization gives

45. Internal credit enhancements earnaak of the cash flow from the mortgages to
fund a cash buffer to protect the senior and mezzanine tranches from losses. The most
common internal enhancements are the senior-subordinate structure, excess spread accounts,
and over-collateralizatiorSeeBaron,supranote 37, at 85-87; Bricksupranote 36, at 29-

32; Bruskin, Sanders & Sykespranote 29, at 31-35; Lina Hsu & Cyrus MohehbBigdit
Enhancement in ABS Structurés Asset-Backed Securitiesyupranote 33, at 277, 281-83.

Most external credit enhancements consist of guarantees by monoline insurance companies.
SeeBaron,supranote 37, at 86-87; Hsu & Mohebkijpra at 278-80.

46. SeeSchwarczsupranote 38, aa 2:3, 2:4; Hsu & Mohebbijpranote 45, at 278.

47. SeeDavidson et al.supranote 36, at 20; Alfred J. Puchala, Becuritizing Third
World Debt 1989 Colum. Bus. L. Rev. 137, 141.

48. SeeMcCall & Blum, supranote 34, at 141-43.

49. As the president of one of the largesirtgage lenders put it in announcing that the
company planned to securitize all of gsbprime loans, OOWeOre looking to hold only
pristine product on the balance sheeRO® Simon & James R. Hagertylow American
Lenders Shelter Themsely&¥all St. J., Sept. 22, 2005, @f. (quoting Stanford Kurland,
President, Countrywide Financial Corp.)Similarly, Armando Falcon, Jr., the former
director of the Office of Federal Housing Emtese Oversight, testified before Congress that
Fannie Mae cherry-picked the loans it securitiaad kept the best in portfolio, consistent
with its policy to Okeep the best; sell the re€&IRBIEO Agreement with Fannie Mae:
Hearing Before the Subcomm. on Capital MHKtss,, and GovOt Sponsored Enters. of the H.
Fin. Servs. Comm109th Cong. (2005) (testimony of Armo Falcon, Jr., Director, Office
of Fed. Hous. Enterprise Oversight).
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rise to the problem of adverse selection or the OlemonsO problem, in the
words of George Akerldf

Before the advent of securitization, lenders typically handled loans from
cradle to grave. They solicited loapplicants, underwrote and financed
the mortgages, serviced the loamsd held the loans in portfolio to
maturity. In turn, lenders largely ma profits from the interest payments
on the loans. Because lenders bore thieriik of default, they had strong
incentives to turn down obsationally risky borrower§!

Securitization alters this incentivergtture by unbundling the tasks in
lending and parceling them out among a string of market actors. A
mortgage broker may recruit loan applicants, a lender may originate the
loans, a specialist firm may provide the servicing, a trust may hold the
loans, and outside investarsay provide the financing.

The lemons problem occurs besauunbundling creates information
asymmetries that mortgage lenders lfookers) can exploit to investorsO
detriment22 A loanOs credit risk turns on numerous characteristics, some of
which are observable and others of which are not. Neither the lender nor
investors are privy to characteristidgat are unobservable. However, the
lender has observable data on borro@edefault propensities that investors
lack33 Investors do not interview the loan applicants, do not obtain or
review property appraisals, and almost never examine individual loan
applications, borrowersO credit repodis,income verifications. Instead,
they rely on the issuerOs warranties and representations about the borrowersO
credit quality. Needless to say, in the subprime sector, these information
asymmetries can be pronounced bseasubprime borrowers are prone to
have credit flaws that lenders will want to conceal.

In sum, securitization enables lend€so shift the risk [of the loanOs
performance] onto the investd*O The more that securitization allows
lenders to Otake the profits and run,O the more adverse selection will rear its

50. SeeAkerlof, supranote 8; Amy C. Cutts et alLemons with a Twist: Adverse
Selection and the Role of SecuritizationNtortgage Market Evolution and Pricing (June
2000) (unpublished manuscript, on filéth the Fordham Law Review).

51. Seeloseph E. Stiglitz & Andrew WeisSredit Rationing in Markets with Imperfect
Information 71 Am. Econ. Rev. 393 (1981).

52. When lenders use mortgage brokers,hbiokers have even fuller information than
the lenders about observable characteristiagh@forrower. Lenders who securitize loans
may be indifferent to deceit by brokers about difeisks if they can shift the risk of loss
wholesale to the secondary mark&tePatrick BartaJs Appraisal Process Skewing Home
Values? Wall St. J., Aug13, 2001, at Al.

53. SeeCutts et al.supranote 50; Wayne Passmore & Roger W. Spafkgpmated
Underwriting and the Profitability of Mortgage Securitizati®8 Real Est. Econ. 285, 285
(2000) (describing how lenders try to conceal borrowersO bad credit histories from
investors).

54. Lalitha A. Shivaswamy, Structured Transactions and Private Placement Criteria and
Challenges to Investment in the 144A MarkgP004) (unpublished manuscript, on file with
the Fordham Law Review). As one set of researchers recently observed, O[T]he market for
multi-class MBS is a market for lemon mgeige pools.O Chris Downing, Dwight Jaffee &
Nancy Wallace, Information Asymmetries in the Mortgage Backed Securities Market 20
(May 3, 2005) (unpublished manuscript,fde with the Fordham Law Review).
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head®®> Solving adverse selection is the key to successful securitization of
home loans. In the home mortgage context, securitization must solve the
lemons problem for three types of riskNcredit risk, prepayment risk, and
litigation riskNwhich we now discuss.

A. Credit Risk

Credit risk is the risk that a bomwer will miss payments and the loan
will go into default. All loans involve credit risk, but subprime loans
involve more risk than prime loansdaeise borrowers with impaired credit
are more likely to defau® Furthermore, when a predatory lender makes a
loan to a borrower whom it knows cannot afford the monthly loan
payments, default will likely become a self-fulfilling prophédy.

Investment banks and rating agencies measure the credit risk in loan
pools by extrapolating from historical data on loan pools with similar
characteristics. In the subprime nket, several factors make these
historical inferences more difficult. First, there is less historical data on
subprime loan pools than prime pools, because subprime securitizations did
not take off until the early 1990s. Second, subprime loan pools present
much larger variance in credit risk. ifie loan pools are limited to the most
creditworthy OAO grade borrowers and cover a narrow band of the credit
risk spectrum. Moreover, the rigssociated with that narrow band has
been empirically tested and confirmed over time. Newer subprime loan
pools, in contrast, can cover thetiem risk spectrum, from A and A-
borrowers down to the weakest D borrowsrsThird, foreclosure costs
vary by state, complicating the job of estimating default &stEinally,
many subprime securitizations are solda to-be-announced (TBA) basis,
where the lender does not actually form the loan pool until the mortgage-
backed securities have been sold, making historical comparisons impossible

55. SeeCutts et al.supranote 50; Passmore & Sparlssipranote 53, at 285. George
Akerlof commented on a similar problem exffing middlemen in India who tried to
arbitrage between the cheap loan rates of central city banks and the exorbitant loan rates of
local moneylenders who Hapersonal knowledge of the borrowers, observing, OThe
middleman who tries to arbitrage betweenrtites of the moneylender and the central bank
is apt to attract all the OlemonsO and thereby make a loss.OsAkednfte 8, at 499.

56. John C. Weicher, The Re Equity Lending Industry:Refinancing Mortgages for
Borrowers with Impaired Credit 76 (1997); Anthony Pennington-C&sgisprime and Prime
Mortgages: Loss Distributions (Office of Fed. Hous. Enter. Oversight, Working Paper No.
03-1, 2003).

57. For discussion of why a lezrdmight make a loan that is virtually certain to go into
default, see Engel & McCogupranote 13, at 1280-89.

58. Sea@WNeicher,supranote 56, at 56-57 thl.4.1.

59. SeeTerrence M. Clauretie & Thomas Herzdde Effect of State Foreclosure Laws
on Loan Losses: Evidence from the Mortgage Insurance Ind2ry. Money, Credit &
Banking 221, 222 (1990); Michael H. Schitin Economic Analysis of Mortgagor Protection
Laws 77 Va. L. Rev. 489 (1991).
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before the offering has been clo$8d.These blind spots in evaluating
subprime credit risk can hamper efforts to accurately set prices and gauge
returns.

B. Prepayment Risk

Prepayment risk is the risk thabrrowers will pay off their principal
before maturity. Prepayment disrupts investorsO cash flows in two ways.
First, it accelerates the return of mimal. Second, it cancels future cash
flows from interest payments. If borreve prepay when interest rates are
below coupon (i.e., the nominal interest rate on the loan), investors who
want equivalent risk are forced to re@st the principal at a lower rate of
return.

Borrowers in the prime and submpe markets prepay for different
reasons. In the prime market, prepayment most often occurs when
homeowners refinance their mortgagesaice advantage of falling interest
ratesfl In the subprime market, borrowers often have more difficulty
qualifying for new loans, making them less sensitive to drops in interest
ratest? Instead, subprime prepaymetesd to occur for two reasons, one
voluntary in nature and one involuntaryoluntary prepayments take place
when subprime borrowers improve their credit scores and refinance into
prime products at lower rates. Involuntary prepayments, in contrast, are
triggered by Oloan flipping,O in wiienders persuadribprime borrowers
to refinance their loans repeatedlyshbrt intervals in order to extract high
fees®3 Lenders can manufacture future Idips by structuring the original
loans so that borrowers will emtually be unable to rep&y.

60. SeeJacob Boudoukh et alRricing Mortgage-Backed Securities in a Multifactor
Interest Rate Environment: A NMwariate Density Estimation ApproachO Rev. Fin. Stud.
405, 410, 419 (1997).

61. See idat 406, 437; Amy Crews Cutts & Robert Van Orden the Economics of
Subprime Lending, 7 (Freddie Mac, Working Paper No. 04-01, 2004).

62. Subprime prepayments dseias interest rates faee, e.g.Quercia, Stegman &
Davis, supranote 4, at 21. But subprime ObuareesO limited refinancing opportunitiesO
mean that Orefinancing rates must2ab to 300 basis poin{dps) to significantly increase
prepayments due to refinancingtire [subprime] market versus t@6 to 50 bpshat move
the private [prime] MBS market.O R. Russell Hi8sturities Backed by Closed-End Home
Equity Loansin The Handbook of Mortgage-Backed Seties 281, 292 (Frank J. Fabozzi,
ed., 5th ed. 2001) (emphasis added).

63. See Eggert, supra note 2, at 515; ABSNet, Glossary,
http://www.absnet.net/help/gloss-new.asp#lt(lasited Feb. 28, 2007) (defining involuntary
prepayment).

64. For example, a loan might includehafty prepayment penalty that would be
triggered if the borrower refinanced immedigtddefore or after the interest rate on an
adjustable rate mortgage adjusted. Alterrdyiva large balloon clause can exert pressure
on a borrower to agree to a loan flip if the borrowerOs credit rating has fallen too far to
refinance elsewhere on better terms.
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C. Litigation Risk

Investors face the further risk that borrowers will sue the trusts that hold
the securitized loans for wrongdoing in the origination of those loans.
Successful borrower litigation, especiallgigation that results in large
compensatory or punitive damages aigamgainst the trust, can have a
negative and serious impact on ineesO returns. Thus, securitization
deals must be structured to avoid litigation risk altogether or to predict and
price it efficiently.

Trusts expose themselves to liability if they aid or participate in unlawful
activities by loan originators, most often by being involved with the actual
loan underwriting. Such participati@an give rise to liability for violations
of an array of laws ranging fmo consumer protection and credit
discrimination statutes to conspiracy and fair housing faws.

Some laws impose liability on assignees even absent active wrongdoing.
The Truth in Lending Act (TILA) allows borrowers to recover against
assignees for originatorsO violations if the violations are Oapparent on the
face ofO federal disclosure stateméhts.The principal federal anti-
predatory lending law, the Home Ownership and Equity Protection Act
(HOEPA)S7 imposes strict liability orassignees who purchase specific
high-cost loans. In general, holders of HOEPA loans are Osubject to all
claims and defenses . . . that the beepcould assert against the originator
of the mortgage® Regulations implementing the Federal Trade
Commission Act impose liability on assigs for Oall claims and defenses
which the debtor could assert against the sefferlGstly, several states
have enacted anti-predatory lending laws that impose liability on
assigneed? Although these statutes allow for assignee liability, in reality

65. See, e.gWise v. Union Acceptance Corp., No. 02-0104, 2002 WL 31730920, at *3
(S.D. Ind. Nov. 19, 2002) (Equal Credit Oppaiity Act); Cooper v.First GovOt Mortgage
& Investors Corp., No. 00-0536, 2002 WL 31520158, at *13 (D.D.C. Nov. 4, 2002)
(consumer protection law); Hays v. BankersskrCo. of Cal., 46 F. Supp. 2d 490, 497 (S.D.
W. Va. 1999) (conspiracy law); Assocs. Hofguity Servs., Incv. Troup, 778 A.2d 529,
537-38 (N.J. Super. Ct. App.Di2001) (Fair Housing Act).

66. 15 U.S.C. = 1641(a), (e)(2) (2000). Funthere, if an originator fails to make the
required disclosures to borrowers, the borromey exercise the right of rescission against
the assignee even if the TILA violation is ragiparent on the face of the loan documddts.

o 1641(c).

67. 1d. oo 1601-1667.

68. 1d. = 1641(d)(1).

69. 16 C.F.R. ©433.2 (2005). Thiscalled FTC Rule only governs home mortgage
loans that involve the sale of goods or servites.Some courts have construed the rule to
hold, however, that if state consumer pation laws do not permit affirmative relief,
consumers are limited to defensive actions against assigdeese.g.LaBarre v. Credit
Acceptance Corp., 175 F.3d 640 (8th Cir. 1999).

70. See, e.gN.J. Stat. Ann. & 46:10B-27(b))(8/Nest Supp. 2006); N.Y. Banking Law
a 6-1(7), (11)-(13) (McKinney Supp. 2007pee generallyBaher Azmy, Squaring the
Predatory Lending Circle57 Fla. L. Rev. 295 (2005) (sugirg state laws). Increasingly,
federal regulators have preemgtstate anti-predatory lending laws that impose assignee
liability. SeeBank Activities and Operations: Rda$tate Lending and Appraisals, 69 Fed.
Reg. 1904 (Jan. 13, 2004) (to be codified1at C.F.R. pts. 7, 34) (ruling that OCC
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the application of the laws is quite narrow. In some cases, the laws require
active participation by the assigneek others, the laws only apply to a
small fraction of loans, as is true for HOEPA.

For most potential claims, however, assignees who have distanced
themselves from the unlawful activities of originators can find shelter in the
holder-in-due course doctrine, which insulates them from most claims for
unconscionability, breach of contract, and frdtid. To satisfy the
requirements of a holder in due counde purchaser must be the holder of
a negotiable note, who took the note for value, in good faith, and without
notice that the note contains certain deféé¢tslo meet the definition of a
Oholder,O the assignee must possess thambthe note must be Oissued or
indorsed to him or to his order or to bearer or in blaik.tb a note is
payable to an identified person or entity, the note must bear an endorsement
or be among a group of loans to which an allonge was attdeh&é¢hen
assignees qualify as holders in due course, they take the notes free of most
defenses to nonpayment and affirmative claims that borrowers could have
pursued against the originators.

There are scenarios under which borrowers can defeat assigneesO status
as holders in due course. When angass has notice of a potential claim,
for example, that a note was obtained through fraud, the assignee is deemed
to have sufficient notice to abrogats status as a holder in due coui®e.
Assignees obviously have OnoticeO if they played a role in the
wrongdoing’’ Notice similarly exists if the borrower brought the claim
against the assignor prior to the assignnignt.

In other instances, failures by drigtors to comply with technical
requirements of the holder-in-due-course rule can open the door to assignee
liability.”® Despite the demanding nature of these requirements, failure to

enforcement preempts state anti-predatory lentiiws® application tational banks). On

a parallel front, states have preempted miwal lending ordinares that contemplate
assignee liabilitySee, e.g.Mayor of New York v. Council of New York, 780 N.Y.S.2d 266
(Sup. Ct. 2004) (holding New York CityOs gmidatory lending ordinance preempted by
state and federal law).

71. The Home Ownership and Equity Praitat Act (HOEPA) covers at best only about
five percent of subprime fitdien home mortgage loanSee, e.g.Truth in Lending, 66 Fed.
Reg. 65,604, 65,608 (Dec. 20, 2001) (to be codified at 12 C.F.R. pt. 226).

72. James White & Robert S. Summddniform Commercial Code aa 14-1, 14-2
(2000).

73. U.C.C. @ 3-302 (2005).

74. White & Summersupranote 72, & 14-3.

75. 1d.

76. See idr 14-7 (discussing cases).

77. See, e.gWilliams v. Cent. Money Co., 974 Bupp. 22, 28 (D.D.C. 1997) (denying
summary judgment for assignees on fraud andonscionability claims where there was
evidence that the assignee Oparticipated in the fraud perpetrated byO the assignor).

78. SeeFairbanks Capital Corp. v. Sumra#f, No. 02AP-864, 2003 WL 1700487, at *3
(Ohio Ct. App. Mar. 31, 2003).

79. For example, a note that requires performance other than a promise to make the
payments due is not negotiable and thussdoet give rise tahe holder-in-due-course
defense if it is soldSeeWhite & Summerssupra note 72, & 14-4 (discussing cases).
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comply with the technical requirements of the holder-in-due-course rule is
rarely litigated in predatory home loan cases.

Courts have also held that assignees can lose holder-in-due-course
protection if their relationships with loan originators were sufficiently close
to make the assignees agents of the origin8for&ven where no agency
relationship exists between the origior and the assignee, courts have
imputed knowledge of an originatorOs wrongdoing to an assignee based on
the strength and nature of ties between the assignor and the a8signee.

To recap, credit risk, prepayment risk, and litigation risk have the
potential to make investors gun-shpoat investing in securitizations.
Allaying these concerns is a centrak of structured finance.

V. HOW STRUCTUREDFINANCE SOLVES THELEMONSPROBLEM

In order to attract outside investors, securitization must solve the lemons
problem in all of its three guises: credit risk, prepayment risk, and litigation
risk. In this section, we describe how securitization reduces these risks
through a variety of techniques. Notably, securitization can insulate
investors from the risks of predayolending without excluding predatory
loans from securitized loan pools. tlme process, securitization solves the
lemons problem for investors without discouraging predatory lending itself.

A. The Protections Provideby Sequential Tranches

One way securitization protects investors from credit risk is through
sequential tranches. According tdch Ratings, defaults in the subprime
market Ostart in month seven, ramp up to a peak in months 28-42, and end
at month 1208 For this reason, risk-averse investorsNthe ones most
concerned with loan defaultNwant to be paid off as quickly as possible.
Investors who are most risk-averse buy the AAA tranche, investors who are
slightly less risk-averse buy the AA tidre, and so it goes down the line.
The senior tranche is retired firdipllowed by the AA tranche, etc.,
enabling the investors who are most risk-averse to get paid first.
Originators sometimesNbut not alwaysNhold the most junior, and
therefore the riskiest, tranch®s. This technique has worked so well that
the safest subprime tranchesNthe senimnchesNvirtually never suffer
credit losses.

Likewise, when notes lack the proper endorerts or are not in the possession of the
assignee, they are not negotialee ida 14-3 (discussing cases).

80. See, e.gEngland v. MG Invs., Inc., 93 Bupp