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Abstract

This paper reviews the current state of residential-mortgage data structures from
origination through the securitization supply chain. We discuss the various uses of
these data, their limitations in mortgage-risk management, and the current lack of
transparency in important segments of the mortgage market. We conclude that de-
spite the size and importance of the mortgage market in the overall U.S. economy, cur-
rent data-management practices make it difficult or impossible for borrowers, lenders,
investors and government regulators to perform the oversight and analysis functions
necessary to maintain an orderly market and to ensure fair pricing of securities backed
by those mortgages.
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1 Introduction

The residential mortgage and mortgage-backed-security (RMBS) markets in the United
States are very large,! and their operational practices have been deeply implicated in the
continuing financial crisis.? The systems in place to manage, monitor, store, and analyze
the huge volumes of data associated with these markets have not kept pace with the rapid
financial developments that have occurred in the last few decades, leaving the legal status
of the market increasingly unclear, and leading to many data-related problems that have
exacerbated the situation for millions of borrowers who have either lost or about to lose

their homes. Levitin (2010) discusses several examples, including questions about:

e Numerous failures of financial institutions with a primary focus on residential lending.

e Widespread allegations of mispricing of mortgages and mortgage-backed securities.

e The validity of the mortgage chain of title in the securitization process, which could
potentially cause MBS holders to be unable to go after collateral in the event of a
default (see also Hunt, Stanton, and Wallace, 2012).

e The effect of the use of the Mortgage Electronic Registration System (MERS) on the
legal status of the mortgages underlying MBS (see also Hunt et al., 2012).

e Whether investors will be able to “put-back” to banks securitized mortgages on the

basis of breaches of representations and warranties about the quality of the mortgages.

Combined with widespread allegations (both true and fraudulent) of lost documents, these
problems strongly suggest that data management in the whole-loan and mortgage securiti-
zation industry has reached a crisis.

In this chapter, we outline the central role of data transfer and management in U.S.
mortgage and mortgage-backed security markets. We point out numerous inadequacies in
the availability of mortgage and mortgage-backed securities data and in the management of
existing data, inadequacies that place lenders, borrowers, and MBS investors at risk. We

conclude with some recommendations for improvement.

!The outstanding stock of U.S. residential mortgage market was $10.290 trillion at the end of the fourth
quarter of 2011 (see Federal Reserve Statistical Release, Z.1, Flow of Funds Data, Board of Governors
of the Federal Reserve System, Washington DC 20551, http://www.federalreserve.gov/releases/z1/
Current). The outstanding stock of RMBS was $6.437 trillion at the end of the fourth quarter of 2011 (see
Inside MBS € ABS, March 16, 2012).

2See, for example, Acharya and Richardson (2010) and Mian and Sufi (2009).



2 Whole-Loan Mortgage Data Structures

2.1 Contract Design and Asymmetric Information

In the U.S. residential-mortgage market, mortgage lenders set the menu of mortgage-contract
features that are offered to borrowers from websites, internal loan officers, and independent
mortgage brokers. The mortgage menus, or wholesale-rate sheets, are refreshed frequently,
usually daily, and they define the types of loans (e.g., fixed- vs. adjustable-rate) that can
be offered to borrowers on a given date as well as identifying the available combinations of
mortgage contract rates, discount points payable at origination, amortization and payment
structures, maturities, loan-to-value ratios, and permissible FICO scores, among many other
contract features. The wholesale-rate sheets reflect the business decisions of the lender
concerning the types of borrowers they are seeking to attract and the types of products that
they wish to originate. During the run-up to the financial crisis, there is convincing evidence
that lenders intentionally designed their mortgage menus to enable lending to borrowers
who were willing to pay high mortgage coupons in exchange for greater risk metrics such as
having no documentation, having a higher loan-to-value ratio, or having a low FICO score
(see Berndt, Hollifield, and Sandas, 2012).

As an illustration of the choices available to borrowers on a typical mortgage menu,
Table 1 shows the wholesale rate schedules for four of the largest residential-mortgage lenders
in the U.S. on January 25, 2012. The schedules reported in Table 1 are for borrowers seeking
conventional, conforming loans (i.e., maximum loan amounts of $417,750 with borrower
credit—FICO-—scores of at least 620) and who seek to lock in their quoted rate for 30 days.
The schedule presents to the borrower the current menu of coupon rate and discount points
(both positive and negative, or credits to lower settlement costs). The choices presented in
Table 1 are for 30-year maturity, fixed-rate mortgages. Although not reported here, the rate
schedules provide similar menus for 15-year maturity, fixed-rate loans and for adjustable-rate
mortgages with differing resets and maturities.

As shown in Table 1, if, on January, 25, 2012, a hypothetical borrower sought a 30 year
fixed rate mortgage to finance a balance of $417,000 with a guarantee to lock-in the offer for
30 days, and a contract rate of 3.375%, then Lender 1 would require an additional charge
of 1.536% for an up-front interest payment (discount points) to be paid by the borrower.
The discount points are paid up-front because the lender originates a loan for $417,000, but

only distributes $410,594.88 of that principal.® Lender 2 would charge discount points of

3Given the required discount points, the cash-equivalent owed to the lender on the origination day is
$6,405.12 (.01536 x $417,000 = $6,405.12). Thus, the lender decreases the principal paid out to the borrower
to $410,594.88 ($417,000 — $6,405.12 = $410,594.88).



Table 1: Prime Wholesale Rate Sheet Offered on 1/25/2012 by Four of the Largest U.S.
Residential Mortgage Lenders for Conventional Conforming Fixed Rate Mortgages with a
30 day Lock-in Period

Discount Points
Contract Lender 1 Lender 2 Lender 3 Lender 4

Rates Points Points Points Points
5.500 (5.500)

5.375 (5.500)

5.250 (5.500)

5.125 (5.237) (5.788)

5.000 (4.905) (5.467) (5.000)
4.999 (4.875)
4.875 (4.520) (4.999) (5.539) (4.375)
4.750 (4.263) (4.766) (5.539) (4.250)
4.625 (3.953) (4.467) (5.539) (4.000)
4.500 (3.551) (4.096) (5.539) (3.875)
4.375 (2.996) (3.511) (3.515) (3.750)
4.250 (2.429) (2.894) (3.063) (2.625)
4.125 (2.073) (2.492) (2.680) (2.250)
4.000 (1.610) (2.051) (2.261) (1.875)
3.950 (2.050) (1.250)
3.875 (0.954) (1.407) (1.560) (0.375)
3.750 (0.204) (0.587) (0.830)

3.625 0.25 (0.021) (0.394)

3.500 0.818 0.467 0.083

3.375 1.536 1.143 0.880

3.250 2.438 2.122 1.730

587% (.01143 x $417,000 = $4,766.31) for the same contract and coupon, Lender 3 would
charge .83% (.0088 x $417,000 = $3,669.6), and Lender 4 will not offer a 3.375% contract
rate for such a loan on this date. Similarly, if the same borrower agrees to pay a rate of
3.250% to Lender 1, the borrower would have to pay discount points at origination of 2.438%
(.02438 x $417,000 = $10,166.46) for the lender to price the loan at par. If, on the other
hand, the borrower agreed to pay Lender 1 a coupon of 4.00% on January 25, the lender
would pay “negative points” of $6,713.7, which is cash paid by the lender to the borrower
to defray other origination costs.

In addition to the menu choices over maturity, coupon interest rates, and points, the
rate schedules also delineate the borrowers’ options on downpayment and mortgage coupon
combinations. As shown in Table 2, on January 25, 2012, the wholesale- rate schedule for this

lender required that a borrower with a 680 FICO and a loan-to-value ratio of exactly 75%



Table 2: Prime Wholesale Rate Sheet Offered on 1/25/2012 by a Large U.S. Residential
Mortgage Lenders for Conventional Conforming Fixed Rate Mortgages with a 30 day Lock-

in Period

Loan-to-Value Percentages

60.01% — 70.01% — 75.01 % — 80.01% — 85.01% — 90.01% — 95.01% —
<= 60% 70% 75% 80% 85% 90% 95% 97%
All Fixed Rate and Adjustable Rate Products with terms greater then 15 Years

FICO Score
Greater than 740 (0.250) 0.000 0.000 0.250 0.250 0.250 0.250 *0.250
720 — 739 (0.250) 0.000 0.250 0.500 0.500 0.500 *0.500 *0.500
700 — 719 (0.250) 0.000 0.750 1.000 *1.000 *1.000 *1.000 *1.000
680 — 699 0.000 0.500 1.250 1.750 *1.500 *1.250 *1.250 *1.125
660 — 679 0.000 1.000 2.125 2.625 *2.750 *2.250 *2.250 *2.000
640 — 659 0.500 1.250 2.625 3.000 NA NA NA NA
620 — 639 0.500 1.500 3.000 3.000 NA NA NA NA
Less than 620 NA NA NA NA NA NA NA NA

(*) Only eligible and applicable to FNMA HOMEPATH Loans

would have to add an additional 125 basis points to the contract rate.* The same borrower
would have to add only 50 basis points if he or she was willing to lower the loan-to-value
ratio to 65%.

The key intuition behind these menus is that they provide lenders with a way to resolve
the well known information asymmetries between what borrowers know about themselves
and what they truthfully (and credibly) reveal to lenders. The menus provide the borrowers
with incentives to select combinations of mortgage characteristics that best suit their (often
hidden) preferences and risk characteristics. Empirical evidence suggests that, for a given
coupon rate, mortgages with low points tend to be prepaid more rapidly than mortgages with
high points (see Brueckner, 1994; Hayre and Rajan, 1995; Downing, Jaffee, and Wallace,
2009), suggesting that differences among the behavioral characteristics of borrowers may
be associated with the interest rate/points trade-off. Dunn and Spatt (2005) and Stanton
and Wallace (1998) find that the points versus coupon trade-off sorts borrowers by type.
Borrowers who plan to move soon ought to take out loans with a high periodic interest
rate and low points, whereas those who plan not to prepay (except possibly for interest-
rate-related reasons) should take out loans with higher points and a lower periodic interest

rate. Following this logic, a borrower’s choice of contract serves as a self-selection device

4The add-ons over an 80% loan-to-value fall due to additional charges associated with the mortgage-
insurance coverage required for high loan-to-value charges. These charges would be 87.5 additional basis
points of coupon interest for an 85% loan-to-value loan and 225 basis points of addition coupon interest if
the loan-to-value ratio was greater than 90%.



(see Rothschild and Stiglitz, 1976), allowing the lender to learn private information about
potential borrowers’ mobility.?

Similarly, it seems likely that the menu choices over loan-to-value ratio and mortgage
coupon are additional self-selection mechanisms, which reveal borrowers’ likely preferences
about the exercise of their default options (higher-coupon-paying borrowers with higher loan-
to-value ratios would be expected to be more likely to default). These borrowers should thus
be either screened out or charged higher discount points at origination, in compensation for
this greater risk.

The existence of these self-selection mechanisms in the mortgage origination process
also presents potential difficulties in the ex post application of statistical risk analytics to
evaluate the expected performance, or valuation, of mortgage contracts. Although standard
statistical techniques exist (see Heckman, 1979) to correct for sample-selection biases, a
significant problem in the mortgage market is that loan-specific information on the magnitude
of the discount points paid at origination, a crucial factor in the selection process on the
mortgage menu, is not retained for either securitized loans or for loans held in the lender’s
portfolio. Thus, with currently available mortgage origination and performance data, the
analyst does not know for a given mortgage coupon rate whether the borrower paid high
or low discount points at origination. Even though the mortgage menu was specifically
designed to have borrowers reveal private information about their likely mobility preferences
or, possibly, their default-risk preferences through their points, coupon, and loan-to-value
ratio choices, the current state of available data for mortgage analytics does not include the
level of discount points that were paid by the borrower at origination. As a result, it is
likely that fitted forecasts of mortgage performance suffer from uncorrected sample-selection
biases arising from the correlations between the residual structure of these forecasts and an
important omitted variable, the magnitude of the discount points, related to the endogenous
self-selection rule.

The ex ante design of the origination menu is also never retained for ex post analytics.
For this reason, it is not possible to identify the effects of errors in the relative structure of
the menu either across lenders or across mortgage products for a given lender. Analysts thus
cannot determine whether the menu structure itself was badly designed (e.g., mortgages were
priced incorrectly relative to the choices on the menu) or whether specific contract types (e.g.,

option ARMs) are simply inherently bad products and attract poorly performing borrowers.

®Chari and Jagannathan (1989) propose a model in which individuals face an (uninsurable) risk of moving,
and their expected income, conditional on moving, is higher than if they do not move. If they take out a
loan with points and a below market interest rate, their average payment is high if they move and lower if
they do not move. The contract thus provides partial insurance against moving and its associated income
shock. However, the resulting correlation is counter to what is observed in practice.



These policy-relevant questions concerning the ex post performance of loan contracts are
impossible to address given the current lack of information concerning the ex ante mortgage
menu structure that led to the origination of specific loans and the types of borrowers that
chose them. This, again, is another form of sample-selection bias, because the analyst cannot
control for the endogenous choices of borrowers over the menus, since the needed information
is simply not available. In fact, generally in the U.S. mortgage market, the wholesale-rate

schedules are considered to be proprietary information by the banks.

2.2 Origination Data

Mortgage-origination data comprise the set of static information related to the mortgage
at the time of the loan origination. As shown at the top of Table 3, the loan record is
identified by an internal loan identification number. Currently, in the U.S. there is no
permanent, unique, and verifiable loan identifier (like the CUSIP number in the bond market)
attached to each loan at origination. Instead, loan identification numbers are re-created by
the different owners and managers (such as servicers and pool trustees) of the loan origination
and performance data sets. Nearly always, the loan IDs are changed as the loans travel
though the mortgage supply chain (which will be described in subsequent sections of this
Chapter), making it all but impossible to track a unique loan through the supply chain
from its originators, via its servicers, to its securitized pool. Private-sector data providers
such as Bloomberg, Corelogic, Lender Processing Services (LPS), CTSLink, and ABSNet,
and public data sources such as the Home Mortgage Disclosure Act (HMDA) data also
usually assign their own identification system to the loans, which again makes it difficult to
compare information that purports to represent the same universe of loans. Without unique
and permanent identifiers, the only way to track loans is through complicated, and often
erroneous, computer matching schemes that link the information by common loan elements
such as zip code, loan amount, and contract features.

The data reported in Table 3 are fully available internally to the analysts of the loan
originator, the loan servicer, the GSEs, and their regulator, the Federal Housing Finance
Administration (FHFA). However, only subsets of the data are available through the pri-
vate data vendors who represent the primary data source to investors and analysts in the
securitized mortgage bond market and to the regulatory institutions, such as the Federal Re-
serve. The private data providers and all of the trustees expunge nearly all of the borrower
and co-borrower identification information reported in Table 3. Usually, the only remaining
borrower-specific information is the original FICO score, the borrower’s age, and income at

origination. Similarly, the information about the property characteristics at origination is



usually limited to the city, state, and zip code of the property. It is also important to reiter-
ate that these data include no information about the mortgage menu or about the discount
points paid at origination.

Because the origination data are static, many of the data fields, such as those representing
underwriting characteristics like loan-to-value ratio and the debt-service-coverage ratio, and
those representing the lien and servicer status, may become stale over time. Often, risk
modelers rely heavily on static information such as the original FICO score, the original
loan-to-value ratio, and original debt-service coverage in modeling mortgage prepayment,
default, and valuations, because updated information is not available. Another common
practice is to simulate the expected path of loan-to-value ratios and property prices using
house-price indices such as those of Case Shiller S&P and the FHFA. Often, these indices were
constructed using geographic aggregates of transaction data for sales that do not precisely
match the available loan address on the property.

There are also significant problems with access to residential house price and character-
istic data in the U.S. These data are usually available in the records of the Assessor’s Office
in the county in which a given property is located. They are archived by Assessors Parcel
Number (APN) and are difficult and time consuming to search or aggregate into larger geo-
graphic units such as census tracts or cities. Large private data vendors, such as Corelogic
and Dataquick, collect the assessors’ data (which are public), aggregate them into proprietary
data sets, and then sell them to the capital markets. The vendor data include information
on the exact property addresses, transaction prices, the names of the owner(s)/borrower(s),
and other physical characteristics of each property.

Instead of working with raw house-price data, however, most financial institutions moni-
tor expected house-price levels, or expected loan-to-value ratios, for mortgages or mortgage-
backed securities using either automated valuation models (AVMs) or house-price indices.
AVMs estimate property values at a specific point in time using proprietary statistical mod-
els and data samples that correspond to a subject property at either the state, Metropolitan
Statistical Area (MSA), county, city, zip code or zip-code-plus-four level of geographic speci-
ficity, depending on the AVM vendor. The two most commonly used repeat-sales price
indices, the Federal Housing Finance Administration® (FHFA) price index and the S&P-
Case-Shiller price index, (see Case and Shiller, 1987, 1989), measure the rate of house price
growth at either the state or MSA levels. The available AVMs and price indices are propri-
etary so there is no transparency concerning the details of the statistical models or the data

used to calibrate the models.”

6The FHFA is the regulator for Fannie Mae and Freddie Mac.
TA large academic literature has evaluated the strengths and weaknesses of these indices (see Meese and
Wallace, 1991; Hwang and Quigley, 2003; Gatzlaff and Haurin, 1997, 1998; Goetzmann and Peng, 2006;



Table 3: Typical Data Fields for Residential Mortgage Borrower, Property, Underwriting,

and Lien Characteristics at Origination

The data fields reported in this table summarize the data fields that are available from a variety
of sources including Freddie Mac, Loan Variable Disclosure, Bloomberg, CTSLink, and ABSNet

Lewtan.

Loan Identifiers

Internal Loan Identification Number

Borrower Information

Borrower/Co-Borrower Name
Borrower/Co-Borrower Age
Borrower/Co-Borrower Income
Address

Borrower FICO Score
First-Time Home Buyer Flag
Number of Borrowers

Street, city, county, zip code, state

Property Characteristics

Address

Number of Units
Occupancy Status
Original Appraised Value
Purchase Price

Street, city, county, zip code, state

Investment property, primary or secondary home.

Underwriting Characteristics

Documentation Flag
Documentation Type
Original Loan-to-Value Ratio
Original Combined Loan-to-Value Ration
Debt-to-Income Ratio

Credit /risk grade

Private Mortgage Ins. Flag
PMI Provider

Underwriting Exception
Third Party Originator Flag
Originator Name

Originator Address

Extent of Income and asset verification
Income, Assets, Employment

Sum of all indebtedness positions

Nonstandard underwriting flag.

Lien and Servicer Status

Lien position
Servicer

Silent Second Flag
Senior Lien Amount
Servicer Contact
Originator




Table 4 shows the typical data available on the origination characteristics of the loan.
These data are again static, and are primarily designed to provide information on the con-
tractual rules for setting up the amortization and payment schedules for the loans. To
generate the actual expected cash-flow structure of a particular mortgage using these data
entails: 1) a careful assembly of the contractual rules of the loan; 2) acquisition of informa-
tion not directly provided in the origination data fields, such as the actual, or forecasted,
time series for the designated ARM index type; and 3) a great deal of customized com-
puter code to generate the loan-level principal and interest payments. Additionally, since
residential mortgages in the U.S. always contain embedded default options and usually con-
tain embedded prepayment options, the mechanical representation of the cash flows that is
possible using only the data from Table 4 would generate very inaccurate representation of
the actual expected cash-flow performance of the mortgages. To get an actuarially accurate
representation of the expected cash flows of any given mortgage requires additional detailed
information about the delinquency, default, and prepayment performance of representative

samples of mortgages. These type of data are called performance data.

2.3 Performance Data

As shown in Table 4, the mortgage-performance data include data fields that are updated
monthly. These data fields provide information on the time-series performance of the loans
with respect to delinquency, default, and prepayment. Since the financial crisis, these loan-
performance data fields have been expanded to include information on the loan-modification
status of the affected loans. Overall, these data provide a comprehensive picture of the
current status of the loans. Within the financial institutions, these data may be updated
contemporaneously, though because these data come from servicers or pool trustees they are
more commonly updated with one- or two-month lags. The primary use of these data is
to develop forecast models for borrowers’ exercise of their delinquency, default, and prepay-
ment options. The determinants of the exercise of these options are usually associated with
dynamic information about the current value of the property, the current amortization and
payment structure of the loan contract, and the current characteristics of the borrower such
as his/her current FICO score, income, and employment status. As previously discussed,
the origination data can be used to construct the amortization and cash flow structure of
each mortgage up to its stated maturity date. Mortgage valuation modeling, however, re-
quires accurate data on the realized default and prepayment performance of similar loans

in order to develop forecasts for the probability that any given loan will terminate before

Stanton and Wallace, 2009, among others).

10



Table 4: Typical Data Fields for Residential Mortgage Contract Characteristics at Origina-
tion

The data fields reported in this table summarize the data fields that are available from a variety
of sources including Freddie Mac, Loan Variable Disclosure, Bloomberg, CTSLink, and ABSNet
Lewtan.

Contract Characteristics
Origination Date

Original Interest Rate
Original Loan Amount
Maturity Date

First Payment Date Date first loan payment was due
Product Type Fixed, ARM
Original Amortization Term
Prepayment Penalty Flag
Prepayment Penalty Term
Periodic Rate Cap %

Periodic Rate Floor %
Periodic Payment Cap %
Periodic Payment Floor %
Lifetime Payment Cap %
Max. Life of Loan Cap %
Min. Life of Loan Cap %
Rate Adjustment Period

Rate Adjustment Frequency
Negative Amortization Flag
Max Negative Amortization %

Initial Fixed Rate Period For Hybrid ARMS
Gross Margin % Number of percentage points added to the index
Look-Back Period Number of days from the index publication to reset

Interest only Term

Balloon Flag

ARM Converting Flag

HELOC Flag

Interest Only Flag

Pledged Asset Flag Other assets pledged as security
ARM Index Type

Balloon Date

ARM Conversion Date

Payment Frequency Indicator

ARM Lockout Period

Initial Interest Rate Reset Date

Initial Payment Reset Date

Draw Period For Home Equity Lines of Credit
Credit Limit For Home Equity Lines of Credit
Interest Only End Date

11



the contractual maturity date. In addition, accurate mortgage valuation forecasts require
time-varying information concerning the loan-to-value ratio of the loan, the value of the in-
dex (for adjustable-rate mortgages), and the FICO score of the borrower. This information
is only available at origination, and for that reason it must be estimated using information

from other sources.

2.4 Financial Statement and Regulatory Uses

Banks and savings and loan institutions (S&Ls) are required to make an ex ante choice
as to whether specific mortgage loans are to be held in the “Hold-for-Investment” (HFT)
portfolio or the “Hold-for Sale” portfolio. The accounting treatment for mortgage loans held
in these two portfolios is different. Loans held in the “Hold-for-Sale” portfolio can be held in
two forms: “Trading Securities” (TS) for loans that will be actively traded, or “Securities-
Available-for-Sale” (AFS) for loans that will not immediately (but will eventually) be traded.
The reporting method used for TS loans is fair value with unrealized holding gains and losses

8 The reporting method used for the AFS loans is also fair value.

included in net income.
However, unrealized holding gains and losses are excluded from net income.

Loans held in the HFT portfolio are usually the largest position on bank and S&L balance
sheets.” They are reported at amortized cost and the holding gains and losses associated
with these loans are unrealized for financial reporting purposes (see Spiceland et al., 2011).
Instead, banks and S&Ls are required to hold reserves, called Allowances for Loan and Lease
Losses (ALLLs), on their balance sheets in anticipation of credit losses for individually
evaluated mortgage loans that are determined to be impaired and for groups of loans that
are not identified as impaired. Additions to ALLLs are recorded as an accrued expense on
the bank’s and/or S&L’s income statement and are recognized as accounting transactions
indicating a likely reduction in the institution’s cash flows since expected loan repayments
would be anticipated to be less (see Barth and Landsmen, 2010; Laux and Leuz, 2009;
Huizinga and Vaeven, 2009).

The most important required financial statement, or regulatory use, of mortgage origina-
tion and performance data, is the quarterly (or more frequent, if warranted) calculation and
reporting of the ALLLs. According to the Interagency Policy Statement on the Allowance
for Loan and Lease Losses (ALLL),

8The Financial Accounting Standards Board (FASB) provides a hierarchy that prioritizes the inputs
financial institutions should use when determining the fair value for loans. Level 1 is market prices. Level 2
is inputs other than market prices that are observable or are quoted for similar assets. Level 3 is unobservable
inputs that reflect the entity’s own assumptions about the assumptions the market would use to price the
asset (see Spiceland, Sepe, and Nelson, 2011).

9See Huizinga and Vaeven (2009); Laux and Leuz (2009); and Barth and Landsmen (2010).

12



Table 5: Typical Data Fields for Residential Mortgage Monthly Performance

The data fields reported in this table summarize the data fields that are available from a variety
of sources including Freddie Mac, Loan Variable Disclosure, Bloomberg, CTSLink, and ABSNet
Lewtan.

Field Description

Loan Identifiers

Internal Loan Id

Monthly Performance

Beginning Balance

Ending Balance

Delinquency Status 30, 60, 90, 120, 240 days
Bankruptcy Flag

Foreclosure Flag

REO Flag

Prepayment Date First record date
Liquidation Date First record date
Repurchase Date First record date
Bankruptcy Date First record date
Foreclosure Date First record date
REO Date First record date

Post Modification Contract
Original Loan Balance
Mod Balance

Mod Principal and Interest
Mod Rate

Mod Capitalized Amount
Mod Interest Forgiven
Mod Principal Forgiven
Mod Deferred Amount
Mod Balloon Date

Mod Maturity

Mod First Payment Date
Mod Next Due Date

Mod Margin

13



“The ALLL represents one of the most significant estimates in an institution’s
financial statements and regulatory reports. Because of its significance, each
institution has a responsibility for developing, maintaining, and documenting a
comprehensive, systematic, and consistently applied process for determining the
amounts of ALLL and the provision for loan and lease losses (PLLL). To fulfill
this responsibility, each institution should ensure controls are in place to consis-
tently determine the ALLL in accordance with GAAP, the institutions’s stated
policies and procedures, management’s best judgment and relevant supervisory

guidance.” (pages 2-3)'°

The managers and board of directors of banks and S&Ls are responsible for maintaining
the ALLLs at appropriate levels and for documenting the analyses used to derive them. As
part of these responsibilities, management is required to adopt and adhere to written policies
and procedures that are appropriate to the size and risk of the institution and the “nature,
scope, and risk of its lending activities.”!! Usually, the ALLLs are obtained using empirical
models to estimate the probability of default and the losses given default for loans and/or
groups of loans for a specific evaluation date and for a specific holding period, usually thirty-
six months. The statistical estimates needed to compute the ALLLs are obtained using
the mortgage and performance data for the loans in the HFI portfolio. The data that are
typically used to estimate the ALLLs are the underwriting characteristics reported in Table 3,
such as as the loan-to-value ratio, the borrower FICO score, and the geographic location of
the property, and the contract characteristics reported in Table 4 that classify the loans by
type. The loan performance data, reported Table 5, is required to identify the impaired and
unimpaired loans using the data on the delinquency and default status of the loans.

The ALLL estimation process requires that the institution has effective loan review sys-
tems, loan classification systems, and/or credit grading systems that can accurately identify,
monitor, and address asset quality problems in a timely fashion. Institutions are also required
to have adequate data capture and reporting systems to supply the information necessary
to support and document the ALLL estimates. The management of regulated financial
institutions are required to document their evaluations and conclusions regarding the ap-
propriateness of their estimated credit losses and the appropriateness of ALLL forecasting

models. Institutions are also required to validate the ALLL statistical methodology, and this

10Gee Interagency Policy Statement on the Allowance for Loan and Lease Losses Office of the Comptroller
of the Currency, Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation,
National Credit Union Administration, Office of Thrift Supervision, http:\\www.federalreserve.gov/
boarddocs/sfletters/e006/SR0617al.pdf

HGee Interagency Policy Statement on the Allowance for Loan and Lease Losses http:\\www.
federalreserve.gov/boarddocs/sfletters/e006/SR0617al.pdf, p. 5.
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validation process must include parties who are independent of the institution’s credit ap-
proval and ALLL estimation process. Overall, the ALLL estimation process requires highly
functional data storage and processing systems. These systems must allow for the verifica-
tion of the accuracy and completeness of newly originated mortgage data, of mortgage data
migrations from real time to historical warehousing facilities, and of mortgage data trans-
formation processes either within different business units or in the aggregate measurement
of enterprise-wide risk.

As is clear from Tables 3, 4, and 5, mortgage loan-origination and performance data
are voluminous and can present significant data-management and storage challenges for
financial institutions and agents in the economy, as well as in regulatory institutions that
require actuarially sound mortgage-risk analytics. Currently, the management and storage of
origination and performance mortgage data, and the ALLL and risk-modeling analytics that
have been customized to them, are highly labor-, time-, and resource-intensive activities.
They also present opportunities for inaccuracies in mapping contracting structures to cash-
flow generation and then accurately accounting for expected credit losses associated with
borrower exercise of their default options. These problems are likely to lead to imprecision
in expected credit losses and poor quality ALLLs.'? The purpose of ALLLs is to allow the
institution to cover “expected losses,” that is, loan losses that occur on average. The overall
effectiveness of regulatory capital as a buffer against “unexpected shocks” is predicated on

the appropriateness of the subsidiary buffer of the reserves created through the ALLLs.

3 Mortgage Data Transfer Over the Supply Chain

Prior to the financial crisis, mortgages in the U.S. traveled along two distinct supply chains:
one for Freddie Mac and Fannie Mae'® and a second for the private-label market, which usu-
ally (but not always) securitized mortgages that were ineligible for securitization by Fannie
Mae and Freddie Mac. Currently, with the collapse of private-label mortgage securitization,
Fannie Mae and Freddie Mac securitize nearly all of the newly originated mortgage-backed

securities in the U.S.

12Ng and Rusticus (2011) find that the quality of loan loss provisions and earnings is increasing in the
strength of the mapping between loan loss provisions and current and future net charge-offs.

13Until September 2008, Fannie Mae and Freddie Mac were privately owned but publicly chartered financial
institutions that provided default-risk insurance for pools of securitized conventional, conforming mortgages.
They are known collectively as the government sponsored enterprises (GSEs). During the financial crisis,
defaults in the large portfolio holding of the GSEs led to a U.S. government bail out and the GSEs were put
into conservatorship in September 2008.

14Tn the first quarter of 2012, Fannie Mae and Freddie Mac accounted for 77.97% of all residential mortgage-
backed security production in the United States (see Inside MBS & ABS, April 6, 2012).
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3.1 DMortgage Data Transfer Through the GSE Supply Chain

Figure 1 presents a diagram of the two-stage process used to create multi-class Real Estate
Mortgage Investment Conduit (REMIC) residential mortgage back securities.!® Single-class
mortgage-pass-through securities are created in the first stage of the process. These bonds
pay out a pro-rata share of the cash flows from a pool of conventional, conforming residen-
tial mortgages.'® The single-class pass-through bonds are issued by a special-purpose vehicle

t!® and is insured against default losses by ei-

(SPV),'™ which is organized as a grantor trus
ther Fannie Mae or Freddie Mac, the government sponsored enterprises (GSEs). As shown
in Figure 1, there are two possible channels in the first stage of the process. In one of these
channels, shown as a hashed section beneath the financial institution on the left-hand side
of Figure 1, the financial institution accumulates a pool of newly originated conventional,
conforming mortgages and then “converts” them into an Agency pass-through of equiva-
lent principal balance as either Freddie Mac Participation Certificates (PCs) or Fannie Mae
Mortgage-Backed Securities (MBS).'? This process of converting mortgages into MBS/PCs
shifts all of the borrower default risk to either Fannie Mae or Freddie Mac, thereby trans-
forming default risk into the risk of early return of principal to the financial institution, who
is now the MBS/PC investor.?”

Following the MBS/PC conversion process, the financial institution can either retain
the MBS/PC’s in its portfolio or it can sell them on the TBA (to-be-announced) forward-
contract market. The TBA market is a highly organized and liquid market for the forward

delivery of newly created MBS/PCs. It is the primary market channel to sell MBS/PCs,

15The REMIC designation is defined in the Internal Revenue Code. See 26 U.S.C. §§860A-860G.

16Conventional, conforming loans are loans with balance of $417,000 or less that meet the underwriting
guidelines of Freddie Mac and Fannie Mae.

17An SPV can be defined as a “finite-lived, standalone financing vehicle” that “de-link|s] the credit risk of
the collateral pool from the credit risk of the originator.” [Bank for International Settlements, The Role Of
Ratings In Structured Finance: Issues And Implications 5 (2005)].

18Under the Internal Revenue Code, a non-REMIC mortgage securitization vehicle, including a non-
REMIC grantor trust, will be taxed as a corporation and not treated as a pass-through entity if it issues
debt obligations with more than one maturity. 26 U.S.C. §7701(i). Moreover, a grantor trust may be
recharacterized as a taxable entity if it can purchase new receivables, substitute receivables, or reinvest
assets. Treas. Reg. §301.7701-4(c); Rev. Rul. 73-460; Rev. Rul. 78-149.

19 Although not shown here, there is a similar conversion, or swap, process that is used for the securitization
of federally insured Federal Housing Administration loans originated by private sector financial institutions.
These loans are then converted into government-insured Government National Mortgage Administration
(GNMA) mortgage backed securities. GNMA guarantees the timely payment of interest and principal, and
the insurance is backed by the full faith and credit of the U.S. Federal government. The GNMA bonds are
then traded on the TBA market.

20This conversion occurs because the GSE insurance fully reimburses all losses associated with any defaults
on the underlying mortgages. Thus, when defaults occur the Pass-Through investors receive the full principal
balance as if the borrower had instead prepaid the mortgage for other reasons. For that reason, default and
prepayment are cash-flow equivalent in these pools.
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Figure 1: Mortgage Transaction Flow for Securitization of Freddie Mac Participation Cer-
tificates (PCs) and Fannie Mae Mortgage Back Securities (MBS)
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with an average of $302 billion of agency MBS traded each day as of the second quarter
of 2011.21 The TBA transaction process is shown in the second hashed box in the center
of Figure 1. Originators use the TBA market to lock in a price for forthcoming MBS/PCs
as they are originating mortgages, thus allowing lenders a mechanism to hedge or forward
fund their origination pipeline.?? Although not shown in Figure 1, there is also another very
much smaller STIP (stipulated pool) market for MBS/PC that operates over-the-counter for
specific pools, however, the trading volume is very limited.

As shown in the hashed box in the center of Figure 1, there are three key dates in a
TBA securities trade: 1) the trade date; 2) the notification date (48-hour day); and 3)
the settlement date. On the trade date there is an agreement reached on six criteria for
the securities that are to be delivered: issue, maturity, coupon, face value, price and the
settlement date. SIFMA has established a monthly schedule for trade date settlements. The
notification date occurs two business days before the contractual settlement date and at this
point the forward-contract seller, the financial institution, will communicate to the buyer
the details for the MBS pools that will be delivered on the contract. Two days later, on
the settlement date, the specified securities are delivered and the buyer pays the seller the
agreed upon price.

Trading in the TBA market follows standards called “Good-Delivery Guidelines,” that

detail the rules covering quality and allowable variance between the delivered pools and the

21See SIFMA, TBA Fact Sheet, 2011.
22 Another feature of the TBA market, is that originators can also carry out a closing sale transaction,
basically a cash settlement of the contract, or they can roll the delivery commitment to a later TBA contract.
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trade date criteria. The market functions, however, on the fundamental assumption that
the MBS pools are homogeneous. Given the prior discussion in this chapter on the sample
selection biases that are likely to be induced by the mortgage menu, mortgages with the same
maturity and contract rates could have been chosen by borrowers who paid very different
levels of discount points at origination and thus have very different preferences concerning
their expected holding period for the loan. Stanton (1996) and Downing et al. (2009) find
evidence that mortgage pools exhibit significant heterogeneity in their prepayment speeds,
even for pools that appear homogeneous in other contract features such as the contract rate,
loan-to-value ration, and origination date. This evidence is, of course, inconsistent with the
fundamental homogeneity assumption underlying the TBA market,

The second channel to the creation of the single-class pass-through is a direct sale for
cash of the mortgages to a GSE. The GSE then securitizes the mortgages through a grantor
trust SPV that funds the mortgage purchase by selling the MBS/PCs forward on the TBA
market. The TBA trades made through this channel follow the same trade sequence as
discussed above. Here again, the forward-contract trade occurs only on the basis of the six
criteria under the presumption of homogeneity in the pool performance.

A second important feature of the TBA market is that it is the only segment of the
mortgage market in which there are publicly available pricing data. Daily trading prices
are available for a wide range of coupons and maturities for GNMA, Freddie Mac, and
Fannie Mae TBA forward contracts. These prices are widely used as a benchmark for other
segments of the mortgage market for which no price data are available. Other than the
TBA market, all the other mortgage trading occurs within proprietary over-the-counter
markets. An important limitation of the TBA prices is that they cannot be matched to
the true underlying characteristics of the mortgages in the pools. These characteristics are
unobservable due to the rules for trading forward contracts and the fundamental assumption
of the TBA trading platform that one MBS pool can be considered interchangeable with
another. The cheapest-to-deliver option that is embedded in the forward-contract trading
rules and the Downing et al. (2009) empirical results suggest, instead, that the TBA market
is a market for lemons. This evidence suggests that the benefits for the liquidity of the TBA
market is intrinsically linked to a tacit market acknowledgment that TBA trading prices
reflect the likelihood that, on average, only the worst pools will be delivered.

In the final stage of the two-stage REMIC securitization process, market participants
deliver MBS pools to the GSE in return for a pro rata share of each REMIC tranche, a
swap, or through a direct sale for cash. Because market participants very often exchange
equivalent principal positions of MBS pools for principal positions in the REMIC bonds,
the REMIC origination market also embeds a cheapest to deliver option. As in the TBA
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market, market participants maximize the value of the REMIC cheapest to deliver option by
contributing low value pools, and they expect all other market participants to do the same.
The assets of the REMIC SPVs are pools of the pass-through securities from numerous
grantor trust pools.

The REMIC trusts, different from the Grantor Trust organizational structures, are al-
lowed to issue multiple classes of securities with, often highly, customized cash flow struc-
tures. The primary advantage of the REMIC trusts is the diversification potential of pooling
the pass-through pools and the opportunity to customize the payout structure of the REMIC
bonds to meet the objectives of a broader investor base. Since the pass-through pools must
issue bonds that are essentially a fractional interest in a long-term, 15 or 30 year, mortgage
security, their payout structures are not attractive to investors with portfolios of short-term
liabilities such as banks. The REMIC bonds can be easily customized to create both shorter-
term and longer-term bonds from the cash flows of the underlying pass-through pools and

thus they appeal to a broader set of investors.

3.1.1 Pass-Through and REMIC Mortgage Data Availability

Fannie Mae and Freddie Mac provide access to the underlying mortgage data for their pass-
through and REMIC bonds and these data are organized by pool CUSIP. Through their
website, http://www.freddiemac.com/, Freddie Mac provides the loan-level origination and
performance data for each pool. The REMIC prospectuses also provide the CUSIPs that
make up the REMIC pools, so that the disaggregate loan-level information associated with
each CUSIP can be assembled. Through their website, http://www.fanniemae.com, Fannie
Mae also provides loan-level origination and performance data for the whole loans that
underlie their REMIC pools. These data are organized in a manner similar to that described
in Table 3 and Table 4. The agency loan-level data again has no unique loan ID but instead
uses an ID system unique to each agency. The agency data also does not include the actual
loan origination date, and instead only has the “note signed date” which is the date the
mortgage note was transferred into the pool. Finally, there is no information about the
discount points that the borrower paid at origination.

The GSE websites also provide access to the prospectuses for each REMIC. These doc-
uments provide the legally binding rules for the payouts to the REMIC bonds, identify
the pass-through CUSIPs that makeup the collateral of the REMIC, and provide summary
statistics for the underlying loan collateral, among other information concerning the man-
agement of the trust and the pooling and servicing agreements with the trustee. For analysts
to evaluate the performance of a specific REMIC bond, they would have to: 1) assemble the

loan-level origination and performance data for each pass-through CUSIP that is included in
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Table 6: Typical Data Fields for Agency Pool-level Origination and Performance

The data fields reported in this table summarize the data fields that are available from the Freddie
Mac and Fannie Mae websites.

Field Description

Cusip Number

Pool Number

Pool Type

Original Pool Balance

Current Date

Current Balance

Maturity Date Last payout date on the pool
Original Weighted Average Maturity (WAC)
Current Weighted Average Maturity (WAC)
Original Weighted Average Coupon (WAM)
Current Weighted Average Coupon (WAM)
Weighted Average Loan Age (WALA)

Current Factor A measure of early principal terminations
Pass Through Rate The WAC minus the servicing fee

Issue Date Cusip issuance date

Seller Name Seller of the mortgages

Servicer Address
State Concentrations
Loan Types Fixed or Adjustable

the REMIC; 2) write and run customized computer code to generate the contractual loan-
by-loan principal and interest payments for all of the loans in the deal; 3) use the prospectus
to determine the cash flow allocation rules for the various classes of bond that make up
the REMIC capital structure; and 4) write and run customized computer code to generate
the contractual bond-level principal and interest allocations. All of these data preparation
steps, precede the actual analytical procedures required to determine the “expected,” or risk
adjusted, cash flow structure of the bonds conditional on the performance of the embedded
prepayment and default options that are exercised by borrowers.

An additional type of data that is available on the GSE websites is pool-level origination
and performance data by CUSIP for both the pass-through and REMIC bonds. The pool-
level data are reported as bond-level summary statistics. They are often used to model the
performance of forward contracts since the underlying mortgage data are limited to the six
TBA market criteria. The pool-level data are also frequently used to determine the mortgage

“option adjusted spreads” which are correction factors for the spread between observed and
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modeled TBA forward yields. The OAS is often used as a proxy measure for the degree of
MBS market illiquidity, perhaps due to supply and demand disequilibria.

Prior to the financial crisis the pool-level data were the only information available on
agency pools. As shown in Table 6, the pool performance data are quite limited, providing
information only about the mortgage balance weighted averages of the coupon and maturities
of the underlying loans, some information about the loan originators and the state locations
of the loans, and information about termination speeds, which are the performance “factors.”

Overall, data availability has improved significantly in the agency pass-through and
REMIC bond markets. Nevertheless, the data are not at all easy to assemble and they
must be downloaded CUSIP by CUSIP from the agency websites. There is also no publicly
available standardized clearing source for the data. Instead, the data must be downloaded

from the two agency websites where it is available in text files without comma delimiters.

3.2 DMortgage Data Transfer through the Private-Label Supply
Chain

As shown in Figure 2, the private-label mortgage securitization supply chain begins with a
borrower who takes out a mortgage loan on a residential property working with an agent
of the financial institution, such as a loan officer, or with a mortgage broker who receives
a fee from the financial institution for their underwriting services. Both the loan officer
and the independent broker make their loan offers to borrowers based upon the originator’s
wholesale-rate sheets, or mortgage menu, as discussed above. As discussed above, if the
financial institution, shown in Figure 2, is a bank, a credit union, or a Savings and Loan
institution, the institution has a choice of holding the mortgage on their balance sheet in their
“Hold-for-Investment” portfolio or, alternatively, if they intend to actively trade or eventually
sell the loan, they can hold the loan in their “Hold-for-Sale” portfolio. If the originator is a
mortgage bank or a finance company the loans will be sold to an aggregator, who is either
an investment bank or a large commercial bank, and the aggregator will initiate the rest of
the securitization process with a securitization entity as shown in the second hashed box in
Figure 2.

In the next stage in the securitization supply chain, the originators sell the loans to a
sponsor, as shown in Figure 2.22 The sponsor is a special-purpose stand-alone entity, often
affiliated with a large financial institution or investment bank. For this reason, the sponsor is

shown in Figure 2 as part of the securitization entity. The sponsor purchases the mortgages

23The originator and the sponsor could also be the same entity. In this case, the first transfer would be
from sponsor to depositor.
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Figure 2: Mortgage Transaction Flow for Private-Label Securitization
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and receives the loan-by-loan origination and performance data. The sponsor structures the
securitization by devising the bond payout rules and the capital structure of the bonds under
the advice of two rating agencies and the underwriter who will sell the bonds.?* The sponsor
often retains the “first-loss” bond or “Over-collateralization (OC)” bond.?®

In the third stage in the supply chain, the sponsor initiates the securitization by selling
the loans to a depositor along with warranties and representations concerning the quality
of the loans. The depositor is an entity designed to be independent from the sponsor and
to have no liabilities or risk of bankruptcy. The depositor then issues the certificates under
Section 15 of the Securities Act, USC §77b(a)(4).

Prior to January 1, 2002, the sponsor would have sold the loans directly into the SPV.
However, due to the accounting requirement that the assets (the mortgages) of the REMIC-
SPV must achieve legal isolation from the seller of the loans, this one-step sale from the
sponsor to the REMIC became problematic when the sponsor retained positions such as a

retained interest in the “reserve fund” or credit enhancements of the SPV.26 For this reason,

24Tn the typical private-label structuring there would be eighteen to twenty bond classes rated from AAA
to below-investment grade. There would also be one or more residual classes making up the equity position
in the trust and bearing all of the tax liability. The residual class is held by the depositor.

2>These bonds are structured to pay high yields if the pool performs well. The “first-loss” bond is the
first bond to bear exposure to default risk if the pool experiences principal losses due to mortgage defaults.
The OC bond receives a proportion of the cumulated excess interest (a sum aggregated from the spread
differential between the coupon interest paid by the mortgages and the coupon interest earned on the senior
bonds). The OC bond functions as an alternative form of subordination support to protect the senior bonds
from losses.

26Deloitte & Touche, Learning the Norwalk Two Step, HEADS Up, April 25, 2001, at 4. Our survey of
securitization agreements suggests that it is quite common for the sponsor to retain interests in the mort-
gages through its ownership of certain classes of certificates. Jim Johnson & Jim Mountain, Securitization
Accounting: The Ins and Outs (And Some Do’s and Don’ts) of FASB 140, FIN J6R, IAS 39 and More
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starting January 1, 2002, the accounting authorities affirmed that using a two-step process,
with an additional sale from sponsor to depositor, presumptively created “legal isolation.”?"

In the final stage of the chain, the depositor sells the mortgages to a REMIC trust. The
depositor has ongoing responsibilities in conjunction with the trustee to appoint a successor
servicer and/or to appoint a successor trustee. Usually, the depositor is a corporate affiliate
of the sponsor, so it is shown in Figure 2 inside the securitization entity, along with the
sponsor. The certificates of the REMIC-SPV are sold to investors, who receive payments of

principal and interest following the allocation rules defined in the REMIC prospectus.

3.2.1 The Prospectus and the Prospectus Supplement: Defining the Certificate
Payment Rules

The Federal National Mortgage Association Charter Act provides that securities issued or
guaranteed by Fannie Mae will be considered exempt securities. The Federal Home Loan
Mortgage Corporation Act contains a similar provision for securities issued by Freddie Mac.2®
These exemptions allow Fannie Mae and Freddie Mac pass-through and REMIC securities to
be offered and sold without registration under the Securities Act. Although the GSEs do not
file any MBS-offering materials with the SEC, they do prepare offering documents that are
similar in form to the core prospectuses filed by private-label issuers in registered offerings.
They then make the deal-specific information available through either a final prospectus
supplement or website disclosures.

In contrast, the REMIC securities of private-label MBS are subject to the registration
requirements of the federal securities laws. To offer and sell these securities, the sponsor
must file a registration statement with the SEC and this statement must meet the disclosure,
content, and procedural requirements of the Securities Act. When private-label issuers file a
registration statement to register an issuance of a REMIC security, they typically use a “shelf
registration.”?? The sponsor first files a disclosure document, known as the “core” or “base”
prospectus, that outlines the parameters of the various types of REMIC securities offerings

that will be conducted in the future through the sponsor’s shelf registration. The registration

(2005).

27See Financial Accounting Standards Board, Statement of Financial Accounting Standards No. 140 §9
(2000) and FASB, Technical Bulletin No. 01-1 (2008).

28Gee 12 U.S.C. §1723c.; 12 U.S.C. §1455¢.

29At the time of enactment of the Secondary Mortgage Market Enhancement Act (SMMEA), the SEC
amended Rule 415 of the Securities Act, known as the shelf rule, to allow SMMEA-eligible mortgage-
related securities to use the shelf-offering process (see Simplification of Registration Procedures for Pri-
mary Securities Offerings, Release No. 33-6964, Oct. 22, 1992, and SEC Staff Report: Enhancing Dis-
closure in the Mortgage-Backed Securities Markets, January, 2003, http://www.sec.gov/news/studies/
mortgagebacked.htm#secii).
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statement will also contain the form of a prospectus supplement outlining the format of deal-
specific information that will be disclosed when a shelf offering actually occurs.>** REMIC-
SPVs could also choose not to register the securities offering and thus limit the eligible set
of investors in the certificates to 144A investors.3!

Fannie Mae and Freddie Mac post their base prospectuses and the prospectus supple-
ments for GSE REMICs and pass-through securities on their websites. The prospectus
supplements for private-label securitization can be obtained from the Security and Exchange

(SEC) website (www.sec.gov),?

or by subscription access to Bloomberg, CTSlink.com, or
ABSnet.com. As shown in Table 7, the disclosures found in the prospectus supplements of
private-label securitizations are very detailed and they are not in standardized formats. The
purpose of the document is to reveal all the material characteristics of the securities offering,
including the cash-flow structure of the bonds, possible risk factors, prepayment and yield
considerations, as well as detailed information on the duties of the various agents involved
in maintaining the smooth operation of the trust for the benefit of the certificate holders.

Table 7 presents the primary disclosure categories found in most prospectus supplements.
Overall, the prospectuses are very difficult to read and are usually lengthy (often more than
300 pages of text and tables). The first page of every prospectus identifies the corporate
names of the depositor, issuing entity, sponsor, servicer, and shelf name. It also provides the
total pool offering amount and information on the offered bonds such as the initial principal
of each class, the pass-through rates, the bond types, and the bond ratings. There is also
information on the assets of the SPV, the credit enhancement for the senior bonds, and the
interest-rate risk support, usually in the form of an interest-rate swap, and the identity of
the swap counterparty.

As shown in Table 7, numerous risk factors are outlined for the investor. The effect of
these factors on bond performance is summarized generally. The supplement also provides
general information on the effects of the prepayment assumptions used to structure the deal,

State and Federal tax issues, and aspects of state real-property law that may affect the

30Prospectus supplements are filed under Rule 424(b) of Regulation C. Under Rule 430b and Rule 430C.
(See Frequently Asked Questions about Shelf Offerings, By Lloyd S. Harmetz and Nilene R. Evans, Capi-
tal Markets Group, Morrison & Foerster LLP, 2011. http://www.mofo.com/files/uploads/documents/
fagshelfofferings.pdf

31The Rule 144A is a non-exclusive safe harbor from the registration requirements of the Securities Act
and it permits resales to institutional investors that meet the criteria for “qualified institutional buyer”
(QIB) of certain privately placed securities (see 17 C.F.R. §230.144A, and SEC Staff Report: Enhancing
Disclosure in the Mortgage-Backed Securities Markets, January, 2003, http://www.sec.gov/news/studies/
mortgagebacked.htm#secii).

32For the full search, click on “Search for Company Filings”, under “Filing & Forms(EDGAR).” Under
“General-Purpose Searches,” click on “Companies & other filers.” and then, in the “Enter your search
information” dialogue box, give the issuing entity name next to “Company name” and click on “Find
Companies”.
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performance of the bond if foreclosure or default occurs. The prospectus supplement also
identifies the functions of the agents involved in the operation of the SPV on behalf of the
certificate holders. These entities include the servicers, trustee, sponsor, depositor, securities
administrator, custodian, and any swap counterparties. The information provided about the
underlying mortgage collateral is in the form of aggregate summary statistics and in some
cases summary statistics are also provided for subsets of the loan-data such as Adjustable
Rate and Fixed Rate Mortgage products. The summary statistics focus on characteristics
of the loans at origination such as the distribution of origination coupons in the pools, the
maturity distributions, the geographic coverage of the pool, or pools, the loan-to-value ratio
distributions, the debt-to-income ratio distributions, and the FICO score distributions. The
summary statistics for the adjustable rate mortgages include information on the reset periods,
the indices, average interest rate caps and floors, life-of-loan caps, margin distributions, and
negative amortization distributions.

The prospectus supplement also provides very precise principal and interest distribution

33 The bond distribution rules are often highly

rules for all of the offered bond classes.
customized. The expected cash flows for the bonds are contingent on the subordination
structure of the pool and on the performance of the underlying collateral, including the
degree to which the loans in the pool are well diversified over key characteristics such as
coupon, product type, house-price dynamics, and regional business cycles. However, because
the underlying mortgage origination data are not available to analysts at the time of the
offering, it is very difficult to estimate values for the offered bonds. The only other data
available in the prospectus supplement is an analysis of the expected yields on the bonds
if they are evaluated using the deal-structuring prepayment assumptions. The prepayment
sensitivity analyses provided in the supplement are usually very stylized, and thus unlikely
to be sufficient to make actuarially sound investment decisions.

The pooling and servicing agreements (PSA) govern the rights and responsibilities of
the parties responsible for administering the REMIC-SPV. Most of the focus of the PSA
is on the responsibilities of the servicer, who is required by the agreement to use the same
care as it customarily employs in servicing and administering similar mortgage loans for
its own account, in accordance with customary and standard mortgage-servicing practices of
mortgage lenders and loan servicers. The servicers of REMIC-SP Vs are also required to cover
temporary short falls in the receipt of principal and interest payments from the mortgage
borrowers if the servicer determines that such advances would be recoverable. The PSAs

usually stipulate that the servicer is required to deliver to the securities administrator and

33Because the first-loss-bond, the OC bond, and the residual bonds are often not offered for sale, their
class-flow distribution rules are not provided in the prospectus supplement.
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Table 7: Disclosures in the Prospectus Supplement to a Private-Label REMIC Prospectus

The data fields reported in this table summarize the usual table of contents for private-label prospec-

tus supplements.

Field Description

Front page

Risk Factors

Mortgage Loan Pool
Sponsor

Depositor

Servicer

Master Servicer

Static Pool Information
Issuing Entity

Securities Administrator
Trustee

Custodian

Interest Rate Cap and Swap Counterparty
Description of the Certificates
Pooling and Servicing Agreement

Prepayment and Yield Considerations

Legal Aspects of the Mortgage Loans
Federal Income Taxes, State and Local Taxes
ERISA Considerations

Legal Investment

Methods of Distribution
Ratings

Reports to Certificate Holders

Glossary of Terms

Identification of total deal principal offered, offered bond classes:
Initial principal by class; Calculation rules for the offered bond
pass-through rates; Offered bond types; Offered bond ratings,
Assets of the issuing entity, Credit enhancement,

and Interest rate support.

Prepayment, default, swap counterparty risk, risky loans

House price risks, insufficient bond overcollateralization.
Aggregate loan summary statistics, loan underwriting guidelines
Described above.

Described above.

Services and administers the mortgage loans on

behalf of the issuing entity for the benefit of the certificates.
Aggregates monthly servicer reports

and service oversight.

Sponsor’s past securitization performance history.

Legal name of the REMIC-SPV

Preparation and distribution of the monthly service reports.
Role defined by the pooling and serving agreement.

Responsible for administering the loans on behalf of the REMIC
and safeguarding the mortgage notes and mortgage files

on behalf of the certificate holders.

Principal and Interest distribution rules by bond class.

Defines Responsibilities and rights of the servicers, trustee,
among others over principal and interest collections

and foreclosure processes.

“Prepayment assumption” used to compute quoted bond yields.
General information about state real property law.

Information on REMIC tax treatment among other tax considerations.

General information on fiduciary responsibilities

under the Employee Retirement Income Security Act (ERISA).
Bond eligibility as “mortgage related securities” under Secondary
Mortgage Market Enhancement Act (SMMEA).

Allowed methods for selling the certificates.

Information on on-going rating requirements.

Requirements for monthly

pool performance reports.
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the depositor a servicer remittance report every month to enable the securities administrator
to make the distributions to the certificate holders. The agreements also define the servicing
oversight duties of the master servicer, the securities administrator, and the custodian, whose
responsibilities include safeguarding the mortgage and note files.

In the wake of the financial crisis, the PSAs have generated significant criticism because
of their default and loan-modification provisions. Although there is considerable variety in
the wording of the PSAs across REMICs, in general the agreements require the servicer to
make reasonable efforts to collect all payments called for under the contractual requirements
of the individual mortgages. Under the PSAs, the servicers are often allowed to: 1) waive
any late payment charge or, if applicable, any penalty interest; or 2) extend the due dates
for the monthly payments for a period of not more than 180 days. The PSAs often allow
considerable latitude in the servicer’s choices concerning the resolution of default, or the
expectation of default. These choices often include: 1) foreclosing on the mortgage loan;
2) accepting the deed to the related mortgaged property in lieu of foreclosure; 3) granting
the borrower under the mortgage loan a modification or forbearance, which may consist
of waiving, modifying or varying any term of such mortgage loan (including modifications
that would change the mortgage interest rate, forgive the payment of principal or interest, or
extend the final maturity date of the mortgage; and 4) accepting payment from the borrower
of an amount less than the principal balance of the mortgage loan in final satisfaction of the
mortgage loan. In all instances, the final maturity date of any mortgage loan is not extendible
beyond the final scheduled Distribution Date for the Certificates.

3.2.2 REMIC Data Reporting

As previously discussed, both prior to the crisis and currently, there is no loan-level infor-
mation available for the mortgage collateral held as assets in the REMIC-SPVs at the date
of the issuance of the prospectus supplement or the date of the initial offering of the certifi-
cates. Instead, the supplement provides information on the aggregate principal balance at
origination, the number of underlying loans, and often the average geographic composition
of the pool(s). In addition, the mortgage-origination data are summarized using principal-
weighted averages for: scheduled loan principal balance; gross interest rate; interest rate net
of servicing fee; original FICO score; original loan-to-value ratio; combined original loan-
to-value ratio; combined original loan-to-value with silent seconds; stated remaining term
(months); seasoning (months); months to roll from fixed to floating; gross margin; initial
rate cap; periodic rate cap; gross maximum lifetime rate; percentage of mortgage loans with
silent seconds; debt to income ratio at origination; and percentage of mortgage loans with

mortgage insurance. Because many of the REMIC-SPVs were composed of more than one
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distinct pool of mortgages, often the summary statistics would be provided for each of the
sub-pools rather than for the collateral aggregates. Of course, mortgage analytics based
solely on this information would be challenging, because the full distributional effects of the
loan characteristics on the payments of principal and interest could not be specified.

The prospectus supplement also contains very limited information concerning the ex-
pected effects of the embedded prepayment and default options on the bonds’ cash flows and
yields. As previously discussed, the supplement only provides information on the “assumed
prepayment levels” that were used to determine the initial subordination structure of the
bonds and to determine expected yields on each of the bond classes without providing any
information on the expected sales prices of the bond classes.>* The prospectus supplements
are usually much less analytical concerning default. Instead the prospectuses tend to include
only a general discussion of the expected risks of default among the other listed risk factors
for the bond offerings.

Actually modeling the effects of the embedded default and prepayment options, of course,
would require performance data. However, at the date of the offering there would only be
about three to four months of the pool performance data available. With only information
on the weighted averages of the loan collateral, applying risk analysis metrics would be akin
to modeling the performance of one mortgage, or a defined number of identical mortgages,
rather than a diversified pool of loans. These significant analysis limitations existed even
though it was, and is, well known that actuarially accurate pricing of these instruments
requires information concerning the covariance of contractual elements of the underlying
mortgages, interest rates, and house prices and about higher moments of the relevant distri-
butions, such as the variance of the contract elements, interest rates, and house prices.

Table 7 presents the monthly remittance data that would be available from a REMIC
trustee. Most of the fields are self-evident. As shown in Table 7, the reports focus on the
cash flow performance of the certificates, the performance of the principal subordination
available for the outstanding bonds, the aggregate and loan-level delinquency, default, fore-
closure, and prepayment status at the end of the accrual month. The remittance reports also
provide information on the possible contingent payout structures for the OC bonds, which
as previously discussed are primarily held by the sponsors. OC flag fields are indicators as
to whether or not the various triggers that could to lead to payouts to the OC bond class
are true or false. The logic of these triggers is specified in the prospectus supplement and

must be accounted for to understand the cash supports that exist for the more senior offered

340ne significantly missing piece of information on the front page of the prospectus is the offered price for
each of the bond classes. As previously discussed, due to the over-the-counter nature of this market pricing
information is considered proprietary.
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Table 8: Trustee Monthly Remittance Report Disclosures by REMIC-SPV for Pool-level and
Certificate-level Performance

The data fields reported in this table summarize the usual data fields provided in the monthly
REMIC Trustee Remittance Report.

Field Description

Certificate Distribution Summary

Bond Class & CUSIP

Record Date

Certificate Pass-through rate

Beginning Certificate Balance

Interest Distribution

Principal Distribution

Current Realized Losses

Ending Certificate Balance

Total Distribution

Cumulative Realized Losses

Principal Distribution Statement
Scheduled Principal Distribution

Unscheduled Principal Distribution

Accretion For Accretion bonds
Realized Loss

Total Principal Reduction

Ending Certificate Balance

Ending Certificate Percentage

Total Principal Distribution

Interest Distribution Statement

Interest Distribution Statement

Accrual dates

Accrual days

Current Certificate Rate

Beginning Certificate Balance

Current Accrued Interest

Payment of Unpaid Interest Shortfall

Current Interest Shortfall

Non-supported Interest Shortfall Unfunded by Servicer
Total Interest Distribution

Remaining Unpaid Interest Shortfall

Ending Certificate Notional Balance
Certificate Account Statement
Prepayment & Curtailment Interest Shortfall
Administrative Fees, Guaranty & Hedge Funds
Additional Reporting

Overcollateralization Floor, Amount, Deficiency

Bond Split Cumulative Loss Trigger Flag Flag to allow payouts to OC investor
Delinquency Trigger Event Flag Flag to allow payouts to OC investor
Cumulative Loss Trigger Event Flag Flag to allow payouts to OC investor

Aggregate & Loan-level Delinquency, Default, Foreclosure Status
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Table 9: Sources for the Trustee and Servicer Loan-level and Bond-level Remittance Data

The data sources for loan-level and bond-level performance data obtained from loan servicers and
the Trustees for RMBS REMIC Trusts.

Firm Name Data Types
Data Vendors for Securitized Market
ABSNet Lewtan Securitized Loan/bond performance
Bloomberg Securitized Loan/bond performance
Corelogic (Acquired LoanPerformance) Securitized Loan/bond performance
Intex Securitized Loan/bond performance
Data Vendors for Loan Servicers
Lender Processing Services (LPS) Un/Securitized loan performance data
Trustee Data Sources
BNY Mellon Securitized Loan/bond performance
Citibank (See sf.citidirect.com) Securitized Loan/bond performance
Deutsche Bank (See tss.sfs.db.com/investpublic)  Securitized Loan/bond performance
HSBC Securitized Loan/bond performance
LaSalle Bank National Association
(See now, usbtrustgateway.usbank.com) Securitized Loan/bond performance
U.S. Bank National Association
(See usbtrustgateway.usbank.com) Securitized Loan/bond performance
Wells Fargo Bank (See CTSlink.com) Securitized Loan/bond performance

bonds. Finally, the remittance report provides updated information concerning the level of
advances paid by the servicer to bondholders for shortfalls in the receipt of interest payments
(or information concerning the servicer’s decisions not to make such advances) as well as the
periodic fees that have been paid out to the interest rate swap provider, the interest cap
provider, the guaranty provider, and the administrative fees.

During the run-up to the crisis, the only data that were available to analyze the loan orig-
ination and loan performance data for securitized mortgages were the data generated as the
result of the PSA data management and reporting requirements stipulated in the prospectus
supplement. These activities were carried out by the servicers and trustees of the REMIC
SPVs. Interestingly, the prospectus supplements never require that the monthly remittance
statistics for the principal and interest payouts on the loans, the loan balances, and current
loan delinquency or prepayment status be subject to external verification by accountants.
Access to the remittance data are available through subscriptions to private vendors such
as ABSNet Lewtan and Bloomberg, the servicers, such as LPS and LoanPerformance (now
Corelogic), and the trustees, such as CTSlink. Since the vendors source their data differently,
the data that they maintain and sell is in part unique from, and in part overlaps, data avail-
able from other sources. Because there was, and is, no unique loan identifier, and because

only some of the sources include data on the securitization status of the loans, it was and
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remains nearly impossible to obtain a consistent aggregate of securitized-loan characteristics

and performance in the U.S.

3.3 Legal Foundations of Transfer: Notes and Mortgage/Deeds of
Trust

“Mortgages” in the U.S. consist of two contracts. The first is the promissory note, which
establishes the borrower’s legal obligation to repay the loan principal and interest, stipulates
the periodic payment structure, defines the contractual rules for exercising the prepayment
option, and identifies the conditions that would trigger default and foreclosure. States do
not require that the promissory note be recorded for it to be enforceable.

The second contract, the mortgage (or deed of trust, security deed, or other similar
instrument), grants a lien or other security interest in the borrower’s real property to the
lender (or to a trustee, for the lender’s benefit) to secure the contractual obligations of the
promissory note.

Although the law is unclear and varies from state to state, recording rules may be relevant
to determining priority of ownership claims to the mortgage.®® At least in some states, for
any of the mortgage originator, the sponsor, the depositor, or the REMIC-SPV trust to have
clear first priority among competing claims to own the mortgage, it must have been the first
to record the mortgage. Even if an unrecorded mortgage is enforceable against the borrower,
it is exposed to the risk that it would lose priority to a junior lien that was created later
but recorded promptly. And even if the mortgage itself is recorded, failure to record an
assignment along the chain exposes the non-recording assignee to additional risk of losing
priority to a subsequent assignee, particularly one who does record. For these reasons, the
recipients of mortgage transfers anywhere in the mortgage transfer supply chain should have
a strong incentive to record their mortgages as quickly as possible.

Generally speaking, mortgage recording is carried out at the office of the county recorder
or equivalent official in the county where the collateral is located. The recorders’ offices
maintain records on who owns each tax parcel in the county and records the existence of
liens on these properties in the form of mortgages and trust deeds, among others. County
recorders typically are elected officials and recorders’ offices usually charge a fee for each
document that is recorded. For the two-step private-label mortgage securitization process,
as discussed above, the mortgage and the promissory note must be sold at least twice to

achieve legal isolation. Under the mortgage recording system, each subsequent owner of the

35 See discussion in Appendix A. Hunt et al. (2012) discuss how recording protects mortgage owners from
subsequently arising claims of ownership, and how failure to record exposes mortgage owners to such risks.
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mortgage in the mortgage transfer supply chain would need to re-record its ownership of the
mortgage at the appropriate recording office for the property. Since the two-step process
shown in Figure 2 usually was completed within four months after the loans were originated,
the rapid growth of private-label securitization apparently put significant pressure on the

processing capacity of recorders’ offices (see Peterson, 2010a; Levitin, 2010).

4 MERS and Mortgage Recording

In 1995, in what apparently was at least in part a response to the recording backlogs in
recorders’ offices, twenty-eight mortgage industry companies and organizations including:
the Mortgage Bankers Association; Fannie Mae; Freddie Mac; First American Title Insur-
ance Corporation, and large commercial lenders such as Wells Fargo Bank, Bank of Amer-
ica, Citimortgage, Chase, and Washington Mutual became shareholders of a closely held
private corporation, called MERSCORP, Inc.?® In 1998, a subsidiary of MERSCORP, Inc.,
called Mortgage Electronic Registration Systems, Inc. (“MERS, Inc.”) was incorporated in
Delaware.?” These entities are responsible for the Mortgage Electronic Registration System
(“MERS”).

The purpose of MERS was to serve as the “mortgagee” in the county land records for
mortgages registered on the MERS system. The corporate members of MERS have entered
into a membership agreement with MERS, Inc. and MERSCORP, Inc. in which each member
agrees that MERS, Inc. shall serve as the member’s nominee as the mortgagee in the land
records in exchange for the Member registering the mortgage on the MERS system.?® As
shown in Figure 3, MERS was designed on the assumption that as long as all the mortgage
transfers within the two-step process occurred within the MERS membership list, no further
recording is required because MERS remains the owner of record at all times. Thus, the
county recording system prior to MERS, where at least three assignments of the mortgage
would have occurred in the typical two-step securitization process shown in Figure 2, has now
collapsed into a system with only one recording of the mortgage at the recorder’s office, as
shown in red in Figure 3. In addition, under the MERS system there is only one fee payment
to the recorder, whereas internally MERS charges a two-part tariff that includes an annual
membership fee for its 5,643 members and a payment for each mortgage “e-registry” ($6.95)

and each mortgage transfer ($2.00). Under the new one-time MERS recording structure, the

36http://www.mersinc.org

37See Certificate of Incorporation of Mortgage Electronic Registration Systems, Inc. State of Delaware
Secretary of State, Division of Corporations, Filed 03:01 pm 12/30/1998, 981509524-2990193. For brevity,
we refer to this entity as “MERS, Inc.”

38 See MERS Terms and Conditions §2. http://www.mersinc.org.
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Figure 3: Mortgage Recording with MERS
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borrower pays the recording fee at origination.?”

As shown in Figure 3, the mortgage remains recorded in the name of MERS, Inc. as
nominee for the originator and its successors in interest through all of the transactions
within the mortgage securitization supply chain. If the mortgagor defaults, MERS, Inc. may
assign the mortgage to the securitization trustee or its servicer for foreclosure and record that
assignment, but up until that time the mortgage remains recorded in the name of MERS,

Inc. as nominee.*°

4.1 State Laws May Require Owners to Record Mortgage Assign-

ments To Protect Their Interests

As discussed in Appendix A, all fifty states and the District of Columbia have real property
recording statutes. Recording statutes conventionally are divided into three categories: “pure
race,” “race-notice,” and “pure notice.” A purchaser who fails to record an interest in real
property may under certain circumstances lose that interest to a subsequent purchaser under

all three types of statutes. The specifics differ from category to category; in particular, the

39nttp://www.mersinc.org.

40Although MERS, Inc. is described as a “nominee” in many documents, other documents from MERS,
Inc. and MERS’ members suggest that MERS, Inc. is not just a nominee (at least if “nominee” means
something different from “agent.”) (see Hunt et al., 2012).
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different types of statutes give differing effects to what the second purchaser knows and when
the second purchaser records (Powell and Rohan, 2011).

States’ laws are not just heterogeneous but unclear. A mortgage conventionally is de-
scribed as a conveyance of an interest in real estate (American Law Institute, 1997), suggest-
ing that one might expect mortgage assignments to be covered by the recording statutes.
However, it is not always clear just what follows if mortgage assignments are not recorded.
In the Appendix, we discuss this question under the law of California and Florida, the two
states with the largest numbers of private-label securitized mortgages.

To the extent that state law requires recording of mortgage assignments for full protection
of the assignee, MERS transactions may have problems. In the typical MERS transaction,
at least up until foreclosure the only public record of the mortgage states that MERS, Inc.
is the legal owner of the mortgage on behalf of the originator and its successors. There is no
explicit public record of the several subsequent mortgage assignments that take place in a
securitization. For example, there is no public record of any assignment to the securitization
trustee, at least for mortgages that are not in foreclosure. The securitization trustee’s interest
is unrecorded, and therefore potentially vulnerable.

The heterogeneity and lack of clarity in states’ laws suggest that an effort to standardize
and clarify the law is worth exploring. Indeed, amendments to the Uniform Commercial Code
adopted early in the last decade seem to move in this direction by purporting to give full
protection to unrecorded mortgage assignments in all states. As we discuss in Appendix A,
it is not clear how these amendments interact with other law, so it is not clear how successful
they have been. Moreover, the Code’s approach may be criticized normatively because it
does not provide an incentive to maintain public records of mortgage ownership.

Further efforts to bring further clarity and uniformity to state mortgage assignment law
could face challenges, however. To be sure, uniform acts in some areas have been quite
successful (examples include the Model Penal Code, Model State Administrative Procedure
Act, Model Unfair Trade Practices Act, Uniform Anatomical Gift Act, and most parts of the
Uniform Commercial Code) (Rosinia, 2012). But real property is a special case. It is linked
to the territorial aspect of state sovereignty (Florey, 2009) and states’ unique interest in
regulation of land continues to be recognized by the Supreme Court (United States Supreme
Court, 1997). Coordinating a common set of clearly applicable mortgage-assignment rules
will present political as well as technical hurdles given longstanding differences in state real-

property statutes and thus in the legal foundations of transfer from state to state.
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4.2 Data Risks to the Property Registration System

The creation of MERS apparently responded to a perception that county real-property
records systems were dated, expensive, and sometimes cumbersome. The county recorders’
(or equivalent county offices’) systems for real property recording are designed to: 1) verify
the “recordability” of the documents that are submitted either in paper form or as scanned
electronic copies from trusted document preparers such as title insurance companies and
financial institutions;*' 2) scan, organize, and store the recorded documents;*? and 3) ap-
ply Optical Character Recognition (OCR) technology to capture some fields of the scanned
recorded documents to allow for electronic search, permit aggregation and evaluation of key
fields; and allow for on-line display at least internally in the recorder’s office.*> The putative
benefit of the MERS registration system is that their members could sell mortgage loans
to others within their system without having to record each transfer. The MERS system
thus eliminated the delays and costs associated with frequently recording assignments of the
mortgages and the deeds of trust through the county recorders’ offices.

A significant potential cost of the MERS system identified by legal scholars (see Peterson,
2010a; Levitin, 2010) concerns the significant reductions in the transparency of country
records concerning the actual ownership of the real property liens and inaccuracies related
to the true identities of the grantees of beneficial interests under the Deeds of Trust in
the event of a Deed upon Sale.** Nationwide about 66 million loans have been registered
and tracked on the MERS system, and about 31 million of these loans are still active.
Coincident with the massive growth in MERS lien registrations, the loss of fee revenues from
lien assignments at the local county recorders’ offices, concerns, especially in California,
about the lack of oversight in the expedited non-judicial foreclosure process and the large
number of foreclosures that are currently taking place under this process, it appears that
the informational quality of county lien registration records has degraded considerably.4
Although MERS claims that the transfers between MERS members have been internally

documented these transfers are often unknown, and in some cases unknowable to those

41The process of verifying that the documents are properly signed and notarized. Verification of the
accuracy of the recorded documents is left to law enforcement and the courts.

42For real property, these include: deed of trust; mortgage; notice of default; notice of trustee sale; trustee’s
deed; and deed in lieu of foreclosure

43Peterson (2010b) claims that over “...480 jurisdictions that are now offering fully electronic recording
of mortgages and mortgage assignments,” page 9.

44This document provides evidence that a foreclosure sale will be conducted by a trustee in exercise of
power of sale.

45Gee Testimony of R.K. Arnold, President and CEO of MERSCORP, Inc. before the Subcommittee on
Housing and Community Opportunity, House Financial Services Committee, Nov. 18, 2010, at 11.

46There is some dispute about how useful county records systems were in identifying mortgage owners
before the advent of MERS (see Hunt et al., 2012).
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outside the MERS system. A second set of problems is that MERS apparently lacks internal
verification mechanisms such as an audit trail, has not enforced any requirement that its
members update assignments on its database, and does not keep digital or hard copies of
assignments (see Peterson, 2010b).

In light of these concerns, the San Francisco County Recorder’s office commissioned
an analysis of a sample of records, such as assignments and or Notice of Trustee’s Sales,
associated with foreclosures (see Pizante, Rappaport, Patterson, and Sheffield, 2012). In
this study, the authors compared the foreclosing beneficial interest under the Deed of Trust
that was named in the Trustee’s Deed Upon Sale to the investor information found on
the internal MERS system. The study results indicated that 112 of 192 subject loans had
incorrect investor information on the MERS system. In addition, they found that the MERS
information error rates were significantly higher than for Non-MERS recorded Trust Deeds
in all categories evaluated.

This new evidence on the relative quality of the information supposedly maintained by
MERS in its registration system and its current role as the supposed custodian of accurate
lien and assignment information is very sobering. These results suggest that significant
damage may already have occurred in publicly available real property records at the local
level in the U.S. The cost of recovering from this damage and of designing modern electronic
and verifiable lien assignment and transfer systems that are consistent with the real property
laws of states presents a significant challenge in terms of time and cost. Ben Bernanke
recently called for a federal title recording system that would accept electronic filings.*”
However, he did not indicate how this new system would be achieved or paid for. Solving
this data management problem is a significant hurdle with broad public-policy implications

for both the U.S. housing and mortgage markets.

5 Conclusions

Despite the size and importance of the mortgage market in the overall U.S. economy, current
data-management practices make it difficult or impossible for borrowers, lenders, investors
and government regulators to perform the oversight and analysis functions necessary to
maintain an orderly market and ensure fair pricing of securities backed by those mortgages.
In this chapter, we have outlined the data available to the various participants, pointed out
where these data are significantly lacking, and where it is most important that improvements

be made.

47See Board of Governors of the Federal Reserve System, The U.S. Housing Market: Current Conditions
and Policy Considerations, 24-25 (Jan. 4, 2012).
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A State Recording Statutes

All fifty states and the District of Columbia have real property recording statutes,*® and
how these statutes apply to recording of assignments of mortgages or similar instruments is
not always clear. We focus on two sample states, California and Florida. These are the two
states with the largest numbers of mortgages securitized in private-label transactions. We
discuss specific aspects of the law applicable to recording assignments for each state below.

The issues we discuss are as follows:

Leading instrument We identify the legal form of the leading real property security device
used in the state: the deed of trust in California and the mortgage in Florida.

Interest in real property Whether the instrument creates an“interest in real property”
under state law is a basic question. It can become an important question in the event
of a bankruptcy where the debtor has some kind of interest in mortgages, because the
bankruptcy trustee has certain powers over “interests in real property” under Section
544(a)(3) of the Bankruptcy Code.*

Applicable recording law We cite the provision or provisions of state law that do or may
relate to recording of assignments of mortgages or deeds of trust.

Consequences of Failure to Record We focus on the consequences of failure to record
assignments of mortgages or deeds of trust for contests over ownership of the instru-
ments and/or proceeds from the instruments. We do not discuss any potential conse-
quences of failure to record for disputes over enforceability of the mortgage or deed of
trust, for example in foreclosure litigation.

Ability to Transfer Note Along with Mortgage or Deed of Trust The Restatement
(Third) of Property: Mortgages provides that an assignment of a mortgage or deed of
trust may take the note along with it unless the parties manifest a contrary intention
or the Uniform Commercial Code prevents transfer of the note.”® In other words, ac-
cording to the Restatement, the note may follow the mortgage when the mortgage is
transferred. It is not clear that this formulation reflects current law in all states. We
address this issue with respect to each state’s law. This issue could become impor-
tant in bankruptcy, as a bankruptcy trustee’s powers with respect to the mortgage or

deed of trust may relate to whether the debtor could transfer the note along with the

48See LEXIS/NEXIS, LEXIS/NEXIS 50 State Comparative Legislation/Regulations, Real Property
Records and Mortgage Recording (Aug. 2011).

1911 U.S.C. §544(a)(3). We discuss this issue in detail in John Patrick Hunt, Richard Stanton, and Nancy
Wallace, All in One Basket: The Bankruptcy Risk of a National Agent-Based Mortgage Recording System,
46 U.C. Davis L. Rev. __ (forthcoming 2012).

SORESTATEMENT (THIRD) OF PROPERTY: MORTGAGES §5.4(a)-(b) (1997).
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mortgage or deed of trust.?!

Interaction of Recording Statutes with Uniform Commercial Code The Uniform Com-
mercial Code contains provisions, proposed in 1998 and adopted in all states by the
beginning of 2002, that are relevant to mortgage transfer and ownership.”® In general,
these provisions may purport to make recording of mortgage assignments irrelevant
to contests over mortgage ownership.?® However, it is not clear how the Code provi-
sions interact with real-property recording law. These provisions may contradict some
states’ recording laws, and not all states have changed their mortgage recording law
to acknowledge the primacy of the Code. We discuss the interaction of the Code and

real-property recording law with respect to each state’s law.

A.1 California

Leading Instrument

The deed of trust is the leading instrument for security interests in real property in Califor-
nia.’* Under a deed of trust, the owner of property (trustor) conveys title to the property,
at least in form, to a trustee who holds title on behalf of a beneficiary.®® Typically, the
borrower is the trustor.’® The trustee may be a bank or title company.®” Historically, the
lender typically has been the named beneficiary.’® Despite use of the name “trustee,” the
trustee of a deed of trust is sometimes described not as a true trustee but as a “ministerial

9 59

statutory actor”®” whose function is limited to selling the property in foreclosure or returning

title to the trustor upon payment of the debt.

51See Hunt et al., All in One Basket, supra note 49.

528ee, e.g., U.C.C. § 9-203(b)(creation of security interest in promissory note); U.C.C. § 9-203(g) (security
interest in mortgage or other lien on real property attaches when security interest in note attaches); U.C.C.
§ 9-308(e) (security interest in mortgage or other lien on real property is perfected when security interest in
note is perfected).

53 See generally PERMANENT EDITORIAL BOARD FOR THE UNIFORM COMMERCIAL CODE, APPLICATION
OF THE UNIFORM COMMERCIAL CODE TO SELECTED ISSUES RELATING TO MORTGAGE NOTES (Nov. 14,
2011).

5 HARRY D. MILLER ET AL., 10 MILLER & STARR CALIFORNIA REAL ESTATE § 10:1 (2003 & Supp.
2011); ROGER BERNHARDT, 1 CALIFORNIA MORTGAGES, DEEDS OF TRUST, AND FORECLOSURE LITIGA-
TION § 1.35 (2012) (“In California, the deed of trust has completely eclipsed the mortgage as the lending
and title industries’ preferred security instrument.”).

SSBERNHARDT, supra note 54, § 1.35.

56See id. § 1.39 (noting that trustor need not be borrower).

57See id. § 1.40.

58See id. § 1.43. The use of MERS purports to change this practice. Id. § 1.25B.

59]d. § 1.40 (citing Pro Value Props. v. Quality Loan Serv. Corp., 88 Cal. Rptr. 3d 281 (Cal. Ct. App.
2009)).
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Interest in Real Property

Whether the beneficial interest under a deed of trust is treated as an interest in real property
under California law is unclear and appears to be context-specific.

A federal bankruptcy court applying California law recently found that “deeds of trust. . . are

interests in real property,” %

»61

so that a provision of the Bankruptcy Code governing “trans-
fer[s] of real property”® applied to the assignment of deeds of trust.®> As described in more
detail below, this court held that unrecorded mortgage assignments before it were vulnerable
to avoidance by the bankruptcy trustee.

Courts frequently are called upon to describe the beneficial interest in a deed of trust
without making a holding as to its status, and when they do so they routinely describe
the beneficial interest as a security interest in the underlying property.®® Statutes governing
specific aspects of deeds of trust state that a deed of trust creates an interest in real property.
California’s Marketable Record Title Act provides that a deed of trust creates “a security

764 while California’s attachment statute refers to an

interest of record in real property,
“Interest in real property arising from ...a deed of trust.”%

On the other hand, a California court applying a different statute suggested that a deed
of trust does not involve any conveyance of an interest in real property, thus implying that
the beneficial interest under a deed of trust is not an interest in real property. In Secrest
v. Security Nat’l Mortgage,°® the court was called upon to decide whether the Statute of
Frauds covered an agreement to modify a deed of trust. The Statute of Frauds generally
provides that agreements it covers must be evidenced by a writing to be enforceable,’” and
one type of agreement it covers is an agreement to sell an interest in real property.®® The
court distinguished cases from other states holding that mortgages are interests in land

and therefore covered by the statute, noting that in those states “mortgages are considered

608ee In re Cedar Funding, 2012 WL 1346365, at *4 (Bankr. N.D. Cal. April 5, 2010).

6111 U.S.C. § 547(e)(1).

62See Cedar Funding, supra note 60, at *4.

63See, e.g., Cadlerock Joint Venture v. Lobel, 143 Cal. Rptr. 3d 96, 99 (Cal. Ct. App. 2012) (when two
separate loans are secured via separate deeds of trust by the same real property, senior creditor’s nonjudicial
foreclosure “extinguishes the junior lienholder’s security interest”); Lona v. Citibank, 134 Cal. Rptr. 3d
622, 637 (Cal. Ct. App. 2011) (“deeds of trust granted [lender] a security interest, with the power of sale,
in residential property”); 1538 Cahuenga Partners, LLC v. Turmeko Props., 97 Cal. Rptr. 3d 552, 553 (Cal.
Ct. App. 2009) (lien purported “to have priority over the security interests of [lender] through its deeds of
trust.”).

64CaL. Crv. CODE § 882.020.

65CAL. CopE Civ. Proc. § 483.010(b); Bank of America, N.A. v. Stonehaven Manor, LLC, 113 Cal.
Rptr. 3d 57, 59 (Cal. Ct. App. 2010).

6684 Cal. Rptr. 3d 275 (Cal. Ct. App. 2008).

67See CaL. C1v. CODE § 1624(a).

68 7d. § 1624(a)(3).
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conveyances of legal title.”® The court stated that “[ijn contrast, under California law, a
mortgage or deed of trust is a lien on property.” ™

This decision, with its distinction between a “conveyance of title” and a “lien” thus
reflects the view that California embraces the “lien theory” and not the “title theory” for

t.71 It is not totally clear why the choice of title theory as

mortgages and deeds of trus
opposed to lien theory should matter to whether the beneficial interest under a deed of trust
is an interest in real property, as a lien generally is held to be a security interest in the
underlying property.™

But even assuming that the difference between the theories is relevant, and that the
beneficial interest in a deed of trust can be a real property interest only under the “title
theory,” the trend in recent foreclosure cases is to find that deeds of trust, but not mortgages,
are in fact governed by the title theory. The issue comes up frequently in cases evaluating
Section 2932.5 of the California Civil Code, which provides that nonjudicial foreclosure is
available to the assignee of a “mortgagee or other encumbrancer” if “the assignment is duly
recorded.” It is not clear whether this statute covers deeds of trust or only mortgages, and
the question is important because many foreclosure cases involve deeds of trust that were
transferred without recorded assignments. Most courts have found that the provision does
not cover deeds of trust, so that assignments of beneficial interests in deeds of trust do not
have to be recorded as a prerequisite to foreclosure, because Section 2932.5 applies only to
mortgages and not deeds of trust. A stated basis for these decisions is that a deed of trust
involves a conveyance of title to the underlying property to a trustee while a mortgage does

not.” Although embraced by most courts, this interpretation does seem to depart from

69 Secrest, supra note 66, at 282-83.

01d. at 283.

"I'Under the lien theory, the security instrument grants a lien, defined as a charge imposed on specific
property by which the property is security for the performance of the obligation. MILLER ET AL., supra note
54, § 10:2 (citing CAL. C1v. CODE § 2872). Under the title theory, the security instrument grants the lender
at least some attributes of legal ownership of the property. See BERNHARDT, supra note 54, § 1.35 (2012);
MILLER ET AL., supra note 54, § 10:2; MICHAEL ALAN WOLF ET AL., 4 POWELL ON REAL PROPERTY
§ 37.03 (2012).

™ See Los Angeles Fed. Credit Union v. Madatyan, 147 Cal. Rptr. 2d 768, 772 (Cal. Ct. App. 2012) (“An
equitable lien is a property interest that can be converted.”); Aviel v. Ng, 74 Cal. Rptr. 200, 205 (Cal. Ct.
App. 2008) (“A subordination agreement is a contract by which a party holding a senior lien or other real
property interest agrees to lower its priority in relation to that of another holding an interest in the same
property.”); Berry v. Hannigan, 9 Cal. Rptr. 2d 213, 216 (Cal. Ct. App. 1992) (towing company operator’s
“property interest” in towed vehicles “is a lien”).

" See Calvo v. HSBC Bank USA, 130 Cal. Rptr. 3d 815, 818 (Cal. Ct. App. 2011) (requirement of recorded
assignment for enforceability applied to mortgage and not deed of trust on ground that deed of trust passes
title to trustee with the power to transfer marketable title to a purchaser). Later decisions of the California
state courts have followed Calvo. See Haynes v. EMC Mortg. Corp., 140 Cal. Rptr. 3d 32 (Cal. Ct. App.
2012); Herrera v. Federal Nat’l Mortg. Ass'n, 141 Cal. Rptr. 3d 326 (Cal. Ct. App. 2012). Federal courts
applying California law generally have reached the same conclusion. See, e.g., In re Salazar. 470 B.R.
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a previous consensus that mortgages and deeds of trust were functionally identical™ and
governed by the lien theory.™

Courts’ decisions about whether beneficial interests in deeds of trust are real property
interests seem to be heavily influenced by the context in which they arise and do not seem
consistent across statutory contexts. This seems to reflect the fact that the deed of trust

776 nature under California law, as title to the underlying property is

has an “anomalous
conveyed to a trustee, but is conveyed “only so far as may be necessary to the execution of
the trust.””” For example, courts apparently have reached different conclusions about the
status of the beneficial interest when applying the Statute of Frauds than when applying
the assignment recording statute for foreclosures. It seems likely that a court called upon to
determine whether a deed of trust is an interest in real property under California law, for
example when required to do so by the Bankruptcy Code, would apply an analysis specific

to the statute in question.

Applicable Recording Law

A California recording statute, California Civil Code Section 2934, explicitly covers assign-

ments of beneficial interests under deeds of trust:

Any assignment of a mortgage and any assignment of the beneficial interest

557, 562 (S.D. Cal. 2012); Myers v. Encore Credit, 2012 WL 4511033 (E.D. Cal. Sept. 30, 2012)(adopting
reasoning of Calvo); Pedersen v. Greenpoint Mortg. Funding, Inc., 2012 WL 4510854, at *10 (E.D. Cal. Sept.
30, 2012) (same); Wadhwa v. Aurora Loan Servs., LLC, 2012 WL 762020, *11-*16 (E.D. Cal. March 8, 2012)
(same). But see Tamburri v. SunTrust Mortg., Inc., 2011 WL 2654093, at *5 (N.D. Cal. July 6, 2011) (finding
“serious questions” about whether assignments of beneficial interest in deed of trust had to be recorded for
foreclosure in part because of possibility that the “formalistic distinctions between mortgages and deeds of
trust are outdated”)(internal quotation omitted); In re Cruz, 457 B.R. 806, 816 (Bankr. S.D. Cal. 2011)
(distinction between mortgages and deeds of trust for purpose of recording statute rests on “archaic title
theory of deeds of trust rather than the modern lien theory”).

™ See, e.g., BERNHARDT, supra note 54, § 1.35 (2012); MILLER ET AL., supra note 54, § 10:1 (“The
mortgage and deed of trust are practically identical.”). Although the California Supreme Court said in
1933 that “deeds of trust, except for the passage of title for the purpose of the trust, are practically and
substantially only mortgages with a power of sale,” Bank of Italy v. Bentley, 20 P.2d 940, 944 (Cal. 1933),
recent cases have emphasized that the Court “did not obliterate the distinction” between mortgages and
deeds of trust in Bank of Italy. See Wadhwa v. Aurora Loan Servs., Inc., 2012 WL 762020, at *12 n.5; see
also Calvo, supra note 73, at 819 (“[T]he court in Bank of Italy did not hold that a mortgage is the same
as a deed of trust. Far from it; the Bank of Italy court recognized that the distinction between a mortgage,
which creates only a lien, and the deed of trust, which passes title to the trustee, “has become well settled
in our law and cannot now be disturbed.”) (quoting Bank of Italy, 20 P.2d at 944).

MILLER ET AL., supra note 54, § 10:2 (“For trust deeds, courts generally arrive at the same conclusion
as the ‘lien theory’ traditionally applicable to the mortgage. In practical effect, if not in legal parlance, a
deed of trust is a lien on the property.”); BERNHARDT, supra note 54, § 1.35 (“Both instruments now have
the same effect, or lack of it, on the debtor’s title.”).

"SMonterey S.P. Partnership v. W.L. Bangham, Inc., 777 P.2d 623, 626 (Cal. 1989).

1d.
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under a deed of trust may be recorded, and from the time the same is filed for
record operates as constructive notice of the contents thereof to all persons; and
any instrument by which any mortgage or deed of trust of, lien upon or interest
in real property, (or by which any mortgage of, lien upon or interest in personal
property a document evidencing or creating which is required or permitted by
law to be recorded), is subordinated or waived as to priority may be recorded,
and from the time the same is filed for record operates as constructive notice of

the contents thereof, to all persons.™

In addition, it is possible that a separate, general recording statute, Civil Code Section
1214, applies to the assignment of the beneficial interest under a deed of trust. Section

"™ and a “conveyance” includes “every

1214 applies to “[e]very conveyance of real property,
instrument in writing by which any estate or interest in real property is created, aliened,
mortgaged, or incumbered, or by which the title to any real property may be affected, except
wills.”® As an assignment of the beneficial interest under a deed of trust may “affect” the
title to real property, Section 1214 may cover such an assignment.

We have located no case holding that this general provision governs the assignment of a

t,%1 although the provision has been treated as applicable

beneficial interest in a deed of trus
to protect the party who is first to record the initial grant of a deed of trust from subse-
quent claims to the underlying property.®? Moreover, as discussed above, recent decisions in
foreclosure cases focus on the deed of trust as a conveyance of real property, although these
cases have stressed the conveyance to the trustee rather than to the beneficiary. The recent
caselaw therefore may suggest that the general recording statute comes into play when the
trustee is substituted rather than when the beneficial interest is assigned.

In sum, a specific recording statute governs assignments of beneficial interests under

deeds of trust, and it is unclear whether the general recording statute covers the assignment

8CAL. C1rv. CODE § 2934.

™(Cal. Civ. Code § 1214; see also CAL. C1v. CODE § 1107 (grant of an estate in real property is conclusive
against the grantor and against those claiming under a grantor, “except a purchaser or incumbrancer who
in good faith and for a valuable consideration acquires a title or lien by an instrument that is first duly
recorded”).

80CAL. Crv. CoDE § 1215.

81 Compare Security Mortg. Co. v. Delfs, 47 Cal. App. 599, 603-04 (Cal. Ct. App. 1920) (assuming for the
sake of argument that Section 1214 governs mortgage assignments, but holding that Section 2934 controls
to the extent the provisions are in conflict).

828ee In re Cortez, 191 B.R. 174, 178 (B.A.P. 9th Cir. 1995)(“In California, the deed of trust is an
instrument providing security or collateral which must be perfected by recordation to bind subsequent
purchasers.”); In re Cedar Funding, 2012 WL 1346365, at *4 (Bankr. N.D. Cal. April 5, 2010); In re
Planned Protective Servs., 130 B.R. 94, 98 (Bankr. C.D. Cal. 1991) (stating, with reference to a deed of
trust, “[p]rior to recordation, a interest in real property is not effective against intervening creditors”); Powell
v. Goldsmith, 199 Cal. Rptr. 554, 556-57 (Cal. Ct. App. 1984) (finding deed of trust owner with recorded
interest not protected against competing deed of trust by this statute because of owner’s agent’s fraud).
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of beneficial interests in deeds of trust.

Consequences of Failure to Record

Although Civil Code Section 2934 expressly provides for recording mortgage assignments, it
is not clear what follows if the assignment is not recorded. Specifically, it is unclear whether
an assignee’s unrecorded beneficial interest under a deed of trust is vulnerable to competing
claims.

Some decisions state or suggest that a deed of trust cannot be transferred apart from
the note it secures.®® It might be argued based on these cases that recording is irrelevant
to ownership contests and that all that matters is possession of the note. At least one older
California Supreme Court case seems to support this proposition.®*

However, commentators do state that it is the “better practice” to record assignments
of mortgages and deeds of trust.®> One reason given for this recommendation is that “an
unrecorded assignment is not effective against the assignor’s successors who do not have
notice of the assignment.”®® It appears that recording is relevant to contests between the
assignee and a successor of the assignor.

Courts have found that recording is relevant to contests between earlier and later as-
signees. In Security Mortgage v. Delfs®" a bank that had been assigned a mortgage released
the mortgage and note back to the assignor, who then assigned the mortgage to another
party.®® The court held that the bank could not claim ownership of the mortgage because
it was negligent in releasing the note and mortgage with no indication of its claim of own-
ership,® noting “[i]f [the bank] had recorded its assignment ...its rights could have been
protected.”

A federal bankruptcy court applying California law recently found that recording is rel-
evant in contests between the assignee and a bankruptcy trustee. In In re Cedar Funding,
Inc., a bankrupt debtor had assigned interests in notes and deeds of trust to investors, first

sending the investors copies of the notes and deeds of trust with executed endorsements of

83 See, e.g., Kelley v. Upshaw, 39 Cal. 2d 179, 192 (1952) (“[PJurported assignment of the mortgage
without an assignment of the debt which it secured was a legal nullity.”); Domarad v. Fisher & Burke, 76
Cal. Rptr. 529, 535 (Cal. Ct. App. 1969).

84See Adler v. Newell, 109 Cal. 42, 48 (1895) (“one in possession of a mere instrument of mortgage, which
purports on its face to be security for a certain note, is bound to know that if the note had been assigned
to another the mortgage is of no legal value to him.”). The loser in Adler took a forged instrument and the
case may be understood as being about forgeries rather than recording generally.

85See MILLER ET AL., supra note 54, § 10:38.

86MILLER ET AL., supra note 54, § 10:39; CAL. C1v. CODE § 2934.

8747 Cal. App. 599 (Cal. Ct. App. 1920)

881d. at 600-01.

891d. at 602.

901d. at 602-03.
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t.90 The bankruptcy

the notes, and then later recording assignments of the deeds of trus
trustee sought to bring the notes and deeds of trust into the bankruptcy estate. The specific
issue presented was when the investors’ interest in the deeds of trust was “perfected,” that
is, good against claimants other than the assignor.”> The court held that under Civil Code
Section 2934, the mortgage assignment recording statute, the investors’ interests were not
perfected until they were recorded: “only upon recording” is there “constructive notice to
third parties to prevent them from gaining a superior interest.”?

Thus, despite some authority suggesting that mortgage recording does not matter and
courts should look only to possession of the note to determine ownership of the note and
mortgage, courts have in some circumstances found that failure to record can imperil mort-
gage ownership. The losing party did fail to protect itself by maintaining physical possession
of the note in the cases discussed here. But, as discussed below, in at least one case a Cal-
ifornia court has found that even a party that does not give up possession of the note can

lose out in an ownership contest if it fails to record its interest.

Ability to Transfer Ownership of Note Along with Mortgage

California courts have not discussed the note-follows-the-mortgage rule of the Restatement
(Third) described above, although federal courts applying California law have approvingly
cited other mortgage-transfer provisions of the Restatement.%*

In cases decided before the Restatement (Third), California courts have held that “a
deed of trust has no assignable quality apart from the note”? and that a deed of trust is
“inseparable”® from the note, but this does not explain what happens if the record owner
of a deed of trust purports to transfer the deed of trust and the note together, but does

not transfer possession of the note.”” Is the transfer ineffective because the deed of trust is

9 In re Cedar Funding, Inc., 2012 WL 1346265, at *2 (Bankr. N.D. Cal. April 5, 2010).

92 Cedar Funding, supra note 91, at *4. The trustee proceeded under Section 547(e) of the Bankruptcy
Code, which allows avoidance of transfers made in a 90-day preference period. Whether a transfer falls
within the 90-day period depends on when it is perfected. 11 U.S.C. § 547(e).

93 Cedar Funding, supra note 91, at *4.

948ee In re Vargas, 396 B.R. 511, 516 (Bankr. C.D. Cal. 2008); Davidson v. Countrywide Home Loans,
2010 WL 962712, at *5 (S.D. Cal. March 16, 2010).

95 Domarad v. Fisher & Burke, 76 Cal. Rptr. 529, 535 (Cal. Ct. App. 1969); see also Kelley, supra note
83, at 30 (“purported assignment of the mortgage without an assignment of the debt which [it] secured was
a legal nullity”)

96 Domarad, supra note 95, at 535.

9In Kelley v. Upshaw, where the court found that a purported assignment of a chattel mortgage on
fixtures without the underlying debt was a “nullity,” Kelley, supra note 83, at 30, it seems that all parties
understood that the intent was to split mortgage and note, rather than to transfer both together by means
of a mortgage assignment. The assignor apparently was seeking to induce the assignee to become indebted
to the assignor on the promissory note by giving the assignee the associated mortgage, #d., an arrangement
that would make no sense if the assignee was going to take the promissory note as well.
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subsidiary to the note? Or does the transfer carry the note along with it?

Domarad v. Fisher & Burke, Inc. held that a record owner of a deed of trust could
transfer the deed of trust and note free and clear of a third party’s security interest, even
though the record owner did not possess and therefore did not transfer possession of the
promissory note.”® In Domarad, a trust deed company borrowed from a finance company to
finance its purchase of notes and deeds of trust for resale.” In one particular transaction, the
trust deed company received the physical deeds of trust, as well as assignments of the notes
and deeds of trust.!?® The trust deed company recorded the assignments.!°! The associated
notes, which were pledged to the finance company as security for the funds it loaned to the
trust deed company to buy the notes and deeds of trust, were held in escrow.!’? The trust
deed company then purported to sell the notes and deeds of trust.'9® The court held that
the finance company was estopped to assert its security interest in the notes because it was
negligent in allowing the trust deed company to appear to be the sole owner of the notes
and deeds of trust when the finance company knew that the trust deed company intended to
sell the instruments.'®* Notably, the court held that the finance company was negligent, and
that its unrecorded interest was vulnerable, even though it never surrendered possession of
the note to the deed of trust company. In effect, the court held that under the circumstances
of the case, the record owner of the deed of trust could transfer the deed of trust, with the

note following, even without delivering the note.

Interaction of Recording Statutes with Uniform Commercial Code

It does not appear that California amended its recording statutes specifically to make them
consistent with the 1998 revisions to the Uniform Commercial Code. However, a provision
originally enacted in 1963, Civil Code Section 2944, provides, “None of the provisions of this
chapter applies to any transaction or security interest governed by the Uniform Commercial
Code . ...”1% “This chapter” includes Civil Code Section 2934, the statute covering recording
of assignments of interests in mortgages and deeds of trust.'®® Section 2944 has apparently
never been interpreted by a court, and it apparently was intended to exclude security interests

in fixtures or personal property from the rules for mortgages and deeds of trust rather than

98 Domarad, supra note 95, at 538-39.

997d. at 532-33.

10074, at 536.

10174

102714, at 533.

103Id.

104714, at 537.

105CAL. Crv. CODE § 2944.

106Both the mortgage assignment recording provision (Section 2934) and Section 2944 appear in Division
3, Part 4, Title 14, Chapter 2 of the California Civil Code.
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to change the rules for recording these instruments. Nevertheless, its text may encompass
sales of mortgages after the 1998 revisions to the Code described above, under which such
sales arguably are governed by the Uniform Commercial Code.'?” Section 2944 may now
cover mortgage sales because, after 1998, the buyer’s interest in a deed of trust apparently
is a “security interest” under the Commercial Code.*8

Thus, it is unclear how California’s mortgage recording statute may interact with the 1998
revisions to the Uniform Commercial Code, although an older statute may be interpreted to

make the recording statute give way.

Summary

Due in part to uncertainty about the status of a deed of trust as compared to a mortgage,
California law is unclear on almost all the points we discuss. There is uncertainty, or at
least variation across statutory contexts, about whether a deed of trust is an interest in real
property.

Although it seems fairly clear that at least one California recording statute covers assign-
ments of beneficial interests in deeds of trust, it is not clear what consequences follow from
failing to record, and in particular when the assignee’s ownership interest is vulnerable to
competing claims because the assignee failed to record. For example, it is unclear whether
the record owner’s assignment of a deed of trust can also transfer the associated promissory
note even without delivery of the note. When the record owner can effect such a transfer,
that makes the unrecorded assignee’s interest vulnerable even if the assignee retains the
physical promissory note.

Furthermore, it is not clear whether California’s recording statutes are in conflict with
the Uniform Commercial Code or cede primacy to the Code. It seems the legislature should

seriously consider action to clarify California law.

A.2 Florida

Leading Instrument

The mortgage is the leading instrument for security interests in real property in Florida.!%

107 Gee U.C.C. provisions cited supra note 52.

108 Gee PERMANENT EDITORIAL BOARD FOR THE UNIFORM COMMERCIAL CODE, supra note 53, at 8-9.

109THoMAS E. BAYNES, JR., FLORIDA MORTGAGES § 1-1 (“[A]ny instrument which uses the property for
security will be deemed a mortgage.”) (collecting authorities).
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Interest in Real Property

Florida courts have held that a mortgage assignment “is not a ‘conveyance’ or ‘transfer’ of any
interest in land covered by the mortgage,” so that Florida’s general real property recording
statute apparently is not applicable to mortgage assignments.''® However, mortgages are

covered by a special recording statute:

(1) An assignment of a mortgage upon real property or of any interest therein,
is not good or effectual in law or equity, against creditors or subsequent pur-
chasers, for a valuable consideration, and without notice, unless the assignment
is contained in a document that, in its title, indicates an assignment of mortgage
and is recorded according to law.

(2) This section also applies to assignments of mortgages resulting from trans-
fers of all or any part or parts of the debt, note or notes secured by mortgage,
and none of same is effectual in law or in equity against creditors or subsequent
purchasers for a valuable consideration without notice, unless a duly executed
assignment be recorded according to law.

(3) Any assignment of a mortgage, duly executed and recorded according
to law, purporting to assign the principal of the mortgage debt or the unpaid
balance of such principal, shall, as against subsequent purchasers and creditors for
value and without notice, be held and deemed to assign any and all accrued and
unpaid interest secured by such mortgage, unless such interest is specifically and
affirmatively reserved in such an assignment by the assignor, and a reservation
of such interest or any part thereof may not be implied.

(4) Notwithstanding subsections (1), (2), and (3) governing the assignment
of mortgages, chapters 670-680 of the Uniform Commercial Code of this state
govern the attachment and perfection of a security interest in a mortgage upon
real property and in a promissory note or other right to payment or performance
secured by that mortgage. The assignment of such a mortgage need not be
recorded under this section for purposes of attachment or perfection of a security
interest in the mortgage under the Uniform Commercial Code.

(5) Notwithstanding subsection (4), a creditor or subsequent purchaser of real
property or any interest therein, for valuable consideration and without notice,

is entitled to rely on a full or partial release, discharge, consent, joinder, subor-

HO0Garrett v. Fernauld, 57 So. 671, 672 (Fla. 1912); Free v. Free, 936 So. 2d 699, 703 (Fla. Dist. Ct. App.
2006) (“A mortgage creates a lien under Florida law, and . ..does not convey an interest in real property”);
BAYNES, supra note 109, § 7-2; Note, Mortgages: Effect of Fuailure to Record a Mortgage Assignment in
Florida, 7 FLA. L. REv. 93, 93 (1954).
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dination, satisfaction, or assignment of a mortgage upon such property made by
the mortgagee of record, without regard to the filing of any Uniform Commercial
Code financing statement that purports to perfect a security interest in the mort-
gage or in a promissory note or other right to payment or performance secured by
the mortgage, and the filing of any such financing statement does not constitute
notice for the purposes of this section. For the purposes of this subsection, the
term “mortgagee of record” means the person named as the mortgagee in the
recorded mortgage or, if an assignment of the mortgage has been recorded in
accordance with this section, the term “mortgagee of record” means the assignee

named in the recorded assignment.!!

Consequences of Failure to Record

It appears that recording mortgage assignments can help protect the assignee’s interests
under Florida law. For example, courts applying Florida law have held that “if the original
mortgagee assigns the mortgage to Entity A and Entity A fails to record that assignment,

Entity A cannot claim priority over a latter assignee of the same mortgage (Entity B).” 12

Ability to Transfer Ownership of Note Along with Mortgage

Although Florida courts have not cited the Restatement provision that transfer of the mort-

gage can also transfer the note, there is some indirect support for this proposition in Florida

cases,!'? and at least one Florida commentator has embraced it.!

HIFLA. STAT. ANN. § 701.02.

H2JPMorgan Chase Bank v. New Millennial, LLC, 6 So. 3d 381 (Fla. Dist. Ct. App. 2009) (citing In
re Halabi, 184 F.3d 1335, 1338 (11th Cir. 1999) (§ 701.02 recording requirement “is applicable ...to (and
enforceable by) competing creditors or subsequent bona fide purchasers of the mortgagee”). See also Rhodes
v. JPMorgan Chase Bank, 2012 WL 2504043, at *3 n.4 (S.D. Fla. June 28, 2012) (same). But see American
Bank of the South v. Rothenberg, 598 So. 2d 289, 290 (Fla. Dist. Ct. App. 1993) (section 701.02 irrelevant
to dispute between successive assignees of mortgage and note, which “is governed by negotiable instruments
law”); Note, supra note 110, at 96-98 (1954) (concluding, in “absence of Florida case law directly in point,”
that recording statute is “probably inapplicable” to contests between earlier and later assignees of same
mortgage).

113 Gee WM Specialty Mortg. Co. v. Salomon, 874 So. 2d 680, 682 (Fla. Dist. Ct. App. 2004) (holding that it
was a question of fact whether physical transfer of mortgage document transferred right to enforce mortgage
when transferee did not “own or hold” note).

HABAYNES, supra note 109, § 7-2 (“[IJf it is the intent of the parties that an assignment of the mortgage
instrument shall operate as an assignment of the note, then the assignment will still be effective.”).
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Interaction of Recording Statutes with Uniform Commercial Code

As paragraph (4) of the statute quoted above indicates, Florida apparently amended its

recording statute in 2005,

so that the recording statute now defers to the Uniform Com-
mercial Code’s provisions relating to mortgage transfer. This provision seems to be in tension
with the recent decisions that recording is important for protecting the assignee’s interest.

It appears that no Florida court has discussed the tension.

Summary

The mortgage is the leading real-property security instrument in Florida. A mortgage ap-
parently is not considered to be a grant of a real-property interest, but a special statute
governs recording of mortgage assignments. Although this statute apparently defers to the
U.C.C. rules on the relationship between mortgage and note, Florida courts continue to state
that recording a mortgage assignment is relevant to protecting the assignee’s interest. There
is at least indirect support for the proposition that transferring a mortgage in Florida may

transfer the note as well.

115Gee FLA. STAT. ANN. § 701 (Historical and Statutory Notes) (citing Laws 2005 c. 2005-241, § 20).
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