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TOO SLICK TO FAIL

“Well, here we go again. ... Did anyone here not eat
his or her homework on the way to school?”

By Greg Brooks. You may not be a fan of
the too-big-to-fail (TBTF) banks, but
whatever you call them, you can’t call
them slackers. In the drive to squeeze
every conceivable dime out of this eco-
nomic crisis, they outhustled, outma-
neuvered, and outsmarted everyone. In-
cluding, it appears, themselves.

No doubt you’ve heard about the lat-
est flap in foreclosures. “Flawed pa-
perwork” is the polite term; “fraud” is
the more common headline.

In the past two weeks, Bank of Amer-
ica, Ally Financial (formerly GMAC), JP
Morgan Chase, and a handful of others
have suspended all foreclosure sales

pending internal investigations. Attor-
neys general in 40 states are preparing
to launch a joint investigation into

improper foreclosures.

Homeowners in Kentucky have filed a
civil-racketeering class action suit

against Citigroup, Ally, and the Mort-
gage Electronic Retrieval System (MERS)
for conspiring “to falsely foreclose on
loans.” At least one major title in-
surer, 0ld Republic, announced that it
will no longer provide title insurance
for homes foreclosed by Ally or Chase.
The details are still emerging, but
here’s the story so far. It’s compli-
cated and long, but it’s also serious.

A mortgage consists of two parts: 1)
the promissory note from the borrower
and 2) the mortgage itself (called a
deed of trust in some states), which is
the lender’s lien on the property.

Residential mortgage-based securities
(RBMS) were introduced in the 1990s to
dilute risk by creating bonds that con-
tain pieces of thousands of promissory
notes. The problem was that whenever a
note (or a piece of it) changes hands,

(Continued on page 2)

© 2010 The Building Supply Channel, Inc. All rights reserved. This publication may not be duplicated or distributed without written permission.


http://online.wsj.com/article/SB10001424052748704657304575540340176254622.html?mod=WSJ_newsreel_markets&mg=com-wsj
http://www.google.com/hostednews/ap/article/ALeqM5iJ58X5OKtPIJacbvkHZSAUByzMtAD9IOIMJO0?docId=D9IOIMJO0
http://www.google.com/hostednews/ap/article/ALeqM5iJ58X5OKtPIJacbvkHZSAUByzMtAD9IOIMJO0?docId=D9IOIMJO0
http://www.businessweek.com/news/2010-10-04/citigroup-ally-sued-for-racketeering-over-database.html
http://www.foxbusiness.com/markets/2010/10/03/company-stops-insuring-titles-chase-foreclosures/

THISMONTH IN CONSTRUCTION SUPPLY | SEP-OCT 2010

(Continued from page 1)
the assignment has to be documented to
reflect the new ownership.

That’s where MERS came in. The Mort-
gage Electronic Retrieval System Corp.
was set up by loan servicers in 1997 to
act as “the legal ‘nominee’ in public
records for the lender and mortgage
servicer,” explains the Financial
Times. MERS “made slice and dice possi-
ble” by allowing “mortgage rights to be
traded without having to go down to
county courthouses and record addi-
tional assignments in public records.”

So far so good; MERS gained wide ac-
ceptance early on. But when “creative”
mortgages — subprime, Alt-A, option
ARMS, etc. — became popular, the system
began to break down.

Here’s how the securitization process
worked: Loan originators (e.g., mort-
gage brokers) sold notes to a sponsor
(typically an investment bank, includ-
ing TBTFs). The sponsor sent them to a
depositor, a neutral third party whose
job was to bundle notes in ways that
ensured a balance of high and low risk.
Those bundles were then transferred to
trusts that in turn issued bonds (RBMS)
to investors.

The trustees were responsible for
making sure each note was properly doc-
umented. But as RBMS mania heated up in
the 2000s, the process broke down. Key
documents — including original promis-
sory notes — were never delivered to
the trusts, yet trustees continued to
certify that they had received and
verified them.

Some say it was a matter of fly-by-
night mortgage brokers cutting corners.
Others say it was part of a wider plot
to make mortgage-backed bonds appear
safer than they really were.
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segments called “tranches,” that
offer varying levels of risk.
You earn more if you buy a high-
risk tranche, but when some of

the loans start to go bad, you
Federal Housing Finance Agency Home
Price Index, 2Q 2010. The latest home
price trends for all 50 states plus 330

MSAs.

incur losses before investors
who bought low-risk tranches.
But if a bond consisted exclu-

sively of subprime loans, they
State of the Nation's Housing 2010.
The Harvard Joint Center for Housing
Studies’ annual report on the state and
future of housing.

were all risky; no one knew
which mortgages belonged in

which tranche. One analyst be-
lieves paperwork was deliber-

Case-Shiller Index. Seasonally-adjusted
home price trends for the 20 major
metro markets tracked by Case-Shiller.

ately lost “to avoid an audit,
which would have revealed to
investors that they had been

sold a bill of goods — a package
of toxic subprime loans very prone to
default.”

MERS obscured the problem by enabling
servicers to assign mortgages to high-
risk tranches after they defaulted, and
it worked for a while. But when mort-
gage mania morphed into foreclosure
mania, servicers couldn’t prove they
had a claim to the properties they were
foreclosing on. So they got creative:
They used “robo-signers” to verify doc-
uments by the thousands without ever
examining them, “re-created” lost docu-
ments from scratch, and apparently even
forged signatures on documents.

That’s the fraud part, but even that
isn’t the big problem. Lack of documen-
tation establishing a clear chain of
title may undermine MERS’s legal right

to foreclose on any property. Not sur-
prisingly, the mortgage industry is

apoplectic about the possibility. But
the Kansas and Maine Supreme Courts
have already ruled that MERS does not
have the standing to foreclose, as have
(Continued on page 4)
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EXPERIENCE = EXPERTISE

“After 16 years in the
business, | thought
BSCiwould be just a
refresher. | learned
something new from

every course | took.”
National Lumber, Mass.

“] attended a full-day
seminar, then saw a
BSCi course on the
topic. It had the same
information, | could do
it at my own pace, and it

only took half an hour.”
ProBuild North, Wis.

“The courses are
excellent. Compared
with other training
I've seen, BSCi is like
graduate school vs.

grade school.”
Robert Bowden, Inc, Ga.

“I like BSCi courses.
They’re down and dirty

and simple.”
Woodinville Lumber, Wash.

Many times it does. But sometimes it doesn’t and now is not
the time to be guessing.

The BSCi Learning Management System is a flexible, cost-
effective training solution that lets employees learn on the job
during lulls in the workday. For one low monthly or annual fee,
you get unlimited access for every employee at your location:

e 32 online training courses teach critical skills in
construction and estimating, sales, customer service,
and load-building

e Downloadable worksheets, cheat sheets, and
spreadsheets eliminate estimating and pricing mistakes

e Direct Web links to third-party technical resources cut
time spent researching products and assemblies.

e  Over 150 articles cover advanced techniques, best
practices, and veterans’ tricks of the trade

e Automated reporting eliminates recordkeeping and
identifies individual strengths and weaknesses.

During my 20 years in the field, | logged plenty of hours in
training sessions, some worthwhile and some not so much. |
designed BSCi training with two things in mind: Give them
real-world information and don’t waste their time.

There’s no obligation; if your people already know this stuff,

——] you can quit anytime. But wouldn’t you like to

know for sure?

stLearning Management System

The Building Supply Channel, Inc. | 3028 Wolf Lake Boulevard, New Albany, Ind. 47150-9534
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judges in California, New York, and

Florida in individual cases.
According to one legal expert, the

implications are nothing less than his-
toric. “Earlier (legal challenges to
MERS) focused on the inability of MERS
to produce a promissory note or assign-
ment establishing that it was entitled
to relief, but most courts have consid-
ered this a mere procedural defect. The
more recent cases, however, are looking
at something more serious. If MERS is
not the title holder of properties held
in its name, the chain of title has
been broken and no one may have stand-
ing to sue.”

In theory, every defaulter in the
MERS system could wind up owning his or
her home free and clear.

That’s probably not going to be the
outcome, but the more likely outcomes
are no less interesting.

When existing home sales plunged 27%
in July, the consensus was that home
prices would also start to fall again
(which apparently is happening accord-
ing to early returns). That raised the
possibility that buyers might stop buy-
ing foreclosures in hopes of getting a
better price later, which in turn would
prolong the crisis.

Sixty days later, that’d be a wonder-
ful problem to have. The issue now is
why anyone in their right mind would
buy an REO when it isn’t certain that
the seller has a clear title to it.

And even that isn’t the biggest head-
ache if you’re a TBTF bank. It might be
that investors in mortgage-based bonds
will shrug this whole thing off, but I
wouldn’t bet on it. Chances are that
the next few months will see an explo-
sion of lawsuits that, win or lose,

will do serious damage to TBTFs’ bal-
ance sheets.

What happens then? No doubt you saw
the announcement last week that the
Troubled Asset Relief Fund (TARP), oth-
erwise known as the bank bailout, has
ended. Initiated in the final months of
the Bush administration and continued
under Obama, the $700 billion program
was sold on the premise that the global
financial system would collapse without
an injection of cash to jumpstart lend-
ing. But TBTFs didn’t lend the money;
instead they used it for multimillion
dollar bonuses and stock buy-backs.

You would think it’d be cause for
celebration that most of the money has
been paid back. TARP’s final cost to
taxpayers will be less than $50 billion

and it’s even possible that we’ll turn
a profit. But the public perception is
so strong that TBTFs lined their pock-
ets at the expense of the recovery,
their goodwill accounts aren’t merely
depleted — they’re badly overdrawn.
Pundits are already speculating about
the possibility of TARP II, and by the
time “Foreclosuregate” shakes out, it’s

entirely possible that TBTFs will need
another government bailout to survive.

Try selling that one to the American
people right now.

So does this mean housing is screwed,
blued, and tattooed? Hardly. When you
have a product everyone wants — and the
market is growing at a rate of roughly
3,500 willing buyers per day — it’s a
safe bet someone will find a way to
deliver it. There are already rumblings
about alternatives to TBTF banks.

No doubt whatsoever it’s a huge prob-

lem and will be for months to come. On
the other hand, how often do you get to
witness the end of an era? ¢
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