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FORECLOSURE PROBLEMS AND SOLUTIONS:
FEDERAL, STATE, AND LOCAL EFFORTS TO
ADDRESS THE FORECLOSURE CRISIS IN OHIO

Monday, June 16, 2008

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HOUSING AND
COMMUNITY OPPORTUNITY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m., at the
Joseph E. Cole Center for Continuing Education, Cleveland State
University, 3100 Chester Avenue, Cleveland, Ohio, Hon. Maxine
Waters [chairwoman of the subcommittee] presiding.

Members present: Representatives Waters and Kaptur.

Also present: Representatives Wilson, Kucinich, Tubbs Jones,
and Sutton.

Mrs. TuBBs JONES. I am Stephanie Tubbs Jones. I am the Con-
gresswoman for the 11th Congressional District of Ohio. I would
like to welcome you to the 11th Congressional District and please
join me in welcoming my colleague from California, our chair-
woman, Maxine Waters, and my colleagues from across the State
of Ohio for this significant hearing.

We are being hosted today by another alma mater of mine,
Cleveland State University. And I would like for you to join me in
welcoming the president of Cleveland State University, President
Michael Schwartz.

Mr. ScHWARTZ. Thank you, Congresswoman Tubbs Jones, and
welcome, Chairwoman Waters. We're glad to have you and all
members of this delegation here for a conversation about probably
one of the two most pressing problems facing this entire Nation,
and I hope that this turns into an important learning experience
for all of you who have come here today.

The Maxine Goodman Levin College of Urban Affairs is probably
the premiere college of urban affairs that studies issues of housing
and matters of predatory lending and so on. And so it’s really quite
fitting that this hearing be held on a campus so devoted the ame-
lioration and solution of issues like this.

Having said that as the University’s president, I will try to do
something reasonably intelligent and get out of the way of the real
business that you’re here for today. Thank you.

Mrs. TuBBS JONES. Thank you. Madam Chairwoman.

Chairwoman WATERS. This hearing of the Subcommittee on
Housing and Community Opportunity will come to order.

o))
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Good morning, ladies and gentlemen. I would like to start by
thanking Dr. Michael Schwartz, president of Cleveland State Uni-
versity for allowing us to use this space for today’s hearing on
“Foreclosure Problems and Solutions: Federal, State, and Local Ef-
forts to Address the Foreclosure Crisis in Ohio.” The University
has also kindly allowed us to use some additional rooms to conduct
a foreclosure workshop where local housing counselors, Legal Aid
groups, and mortgage servicers are available to work with bor-
rowers trying to avoid foreclosure.

I would especially like to thank our Ohio Representatives here
today for requesting that I hold a field hearing focused on the fore-
closure crisis and responses to it in the State of Ohio. Your Rep-
resentatives have been a powerful, persuasive voice in Congress on
behalf of Ohio’s residents and neighborhoods, which have been dev-
astated by subprime lending and the turmoil that has spread
through the mortgage markets, and, eventually, the entire econ-
omy. In fact, I can attest that every Ohio Member sitting beside me
today has played an extraordinarily active role in the Federal re-
sponse to this crisis.

Representative Kaptur has been a persistent voice in our Demo-
cratic caucus for taking bold action on the foreclosure crisis gen-
erally, and for holding this field hearing in particular. Representa-
tive Kucinich, in his role as chairman of the Domestic Policy Sub-
committee of the Government Oversight and Reform Committee
has painstakingly examined the causes and characteristics of this
growing problem, including holding a joint hearing with my sub-
committee less than a month ago which focused on how best to tar-
get Federal aid to neighborhoods and communities facing block
after block of foreclosed and abandoned properties. The Ohio dele-
gation’s efforts to address the crisis have been bipartisan, with
Representatives Kucinich, Wilson, Pryce, and LaTourette—who
wanted very much to be here today. I hope that Representative
Pryce will join us—some did advise us that they would have un-
avoidable conflicts. They have also worked to contribute key
amendments to the bill I introduced, H.R. 5818, the Neighborhood
Stabilization Act of 2008. That bill, H.R. 5818, would provide $15
billion in grants and loans, with over $800 million of this amount
to the State of Ohio, for the purchase, rehabilitation, and resale or
rental of foreclosed and abandoned properties. My Judiciary Com-
mittee colleague Representative Sutton joined us in an effort to
make sure that bill passed the House. And all of us here are work-
ing diligently to see that these critical resources are retained as
our chamber negotiates with the Senate on the elements of the
foreclosure rescue package that will eventually make it way to the
President’s desk, and hopefully that will be done by July 4th.

Last, but certainly not least, I want to thank Representative
Stephanie Tubbs Jones, not only for the tremendous logistical sup-
port her office and her staff have provided to the subcommittee in
putting this hearing together, but also for really opening my eyes
to the scope of the foreclosure problem here in Ohio almost 2 years
ago. I was here working on a campaign, and she asked if I was
coming to a town hall meeting that residents had organized who
were very angry about the fact that there were so many abandoned
houses in their neighborhood. This is long before Members of Con-
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gress and others understood what was happening with the fore-
closure problem.

I saw residents who were upset that their neighborhoods had so
many abandoned homes, the grass was overgrown, and the copper
had been stripped out. They were asking for answers, and nobody
had answers because no one really understood what this was all
about. But it was because of her that I began to pay a lot more
attention and I want to thank her for that today. Thank you very
much.

Because of the challenges it has faced economically over the past
few years, with the loss of manufacturing jobs and population from
certain parts of the State, Ohio was truly the “canary in the coal
mine” of the foreclosure crisis, vulnerable to subprime lending and
its aftereffects much earlier than the rest of the Nation.

Ohio has contended with rising foreclosures since 1995. Accord-
ing to Policy Matters, from whom we will hear today, the number
of foreclosures in Ohio has quintupled since that year. Ohio has
consistently ranked in the top five States monthly in foreclosure fil-
ings during the recent crisis. In May of this year, the State ranked
7th nationally, with 12,295 foreclosure filings, or 1 filing for every
410 households.

As the senior member of the Financial Services Committee from
California, which has been ranked first or second in foreclosures for
most of the past year, I can certainly confirm that the rest of the
Nation is confronting the problems that Ohio has grappled with for
some time. Foreclosure filings in May are up 7 percent from April,
and fully 48 percent from a year ago. Over 260,000 properties re-
ceived foreclosure filings last month, or 1 in 483 U.S. households.

Today, we are here to learn about where things stand in address-
ing these problems, specifically, the impact of existing and poten-
tial Federal, State, and local efforts to prevent further foreclosures
and to help stabilize neighborhoods that have already seen too
many of them. I am here primarily to learn, so I will turn things
over shortly to my Ohio colleagues and the witnesses. I will close,
however, by noting that I am particularly interested in two issues.
First, I would like to know whether Ohio stakeholders believe that
the recent actions taken by the House of Representatives, including
passage of the Neighborhood Stabilization Act as well as a broad
housing rescue package that proposes a greatly expanded role for
the FHA and the GSEs in preventing further foreclosures, might
be helpful to them if enacted into law.

Second, I would like to hear specifics about the efforts of the
major mortgage servicers in the State to engage in loss mitigation.
Unfortunately, the data provided by the voluntary mortgage indus-
try loss mitigation initiative, HOPE NOW, have been incomplete
and opaque, and I’'m not the only one say that. Treasury Secretary
Paulson and, more recently, the Office of the Comptroller of the
Currency, have expressed similar concerns. But the figures HOPE
NOW does provide, coupled with feedback from constituents facing
foreclosure and counselors or attorneys helping them, continue to
trouble me. For example, of the 1.5 million loan workouts HOPE
NOW members have executed since July 2007, fewer than one
third have been loan modifications. The rest are repayment plans,
which can often just postpone the day of reckoning on a subprime
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adjustable rate mortgage, or so-called “ARM” loan. Indeed, of the
over 600,000 subprime ARMs scheduled to reset in the first 4
months of 2008, less than 3 percent received loan modifications
from HOPE NOW members of 5 years or longer, the loss mitigation
approach recommended by many, including FDIC Chairwoman
Sheila Bair, one of the few regulators to sound the alarm early in
this crisis. And the stories I have heard from distressed borrowers
and their representatives at previous field hearings and town halls
in my own district suggest that engagement with members of the
HOPE NOW Alliance is neither as smooth nor as productive as the
Alliance’s press releases and testimony before Congress suggest.

For this reason, I introduced H.R. 5679, the Foreclosure Preven-
tion and Sound Mortgage Servicing Act, which would require mort-
gage servicers to engage in reasonable loss mitigation. In par-
ticular, the bill would force them to focus on providing loss mitiga-
tion offers that are affordable to the borrower for the long term,
something we don’t know with respect to any HOPE NOW loan
workout, be it a repayment plan or a loan modification, because the
Alliance members don’t report the affordability standards they use.

I am looking forward to hearing from the witnesses about mort-
gage servicers’ work here in Ohio, as well as in local and State gov-
ernment efforts to prevent foreclosures and address the foreclosed
and abandoned properties problem.

Representative Wilson and I are regular members of the sub-
committee present today, but I would like to ask unanimous con-
sent that each of the Members of Congress attending be considered
part of the subcommittee for the purpose of today’s hearing. With-
out objection, it is so ordered.

I would like to recognize our subcommittee members for their
opening statements. I will be alternating the parties and the sub-
committee members. We do not have some of our members here
today who serve on the committee, but we will start with Congress-
man Wilson, who is recognized for 3 minutes.

Mr. WILSON. Thank you, Chairwoman Waters, for convening this
field hearing today, especially here in the State of Ohio.

I truly appreciate all that you have done to help put an end, or
certainly the beginning of the end, to this foreclosure crisis. I'm
happy that you chose to hold a hearing here in my State to get a
better view of what is going on, on the ground.

I also want to thank my Ohio colleagues, especially Congress-
woman Pryce and Congressman LaTourette who are on the com-
mittee with me. I am proud to have worked with them on the hous-
ing legislation produced by our committee this year. Together, we
were able to bring more money and more help home to Ohio.

Today’s hearing is particularly significant. As the Financial Serv-
ices Committee continues to work on this crisis, it is important to
look at our State. Ohio suddenly became one of the Nation’s worst
home-loan default zones last year with an 88 percent spike in fore-
closure proceeding.

Ohio filings included about 90,000 properties, with some of the
properties generating multiple court entries as they moved through
the foreclosure process in 2007. That represents nearly 2 percent
of all Ohio properties. By almost every measure, the outlook for
Ohio is bleak.
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But there is good news. I would like to take this opportunity to
highlight some of the innovative steps that our State has taken to
address this issue.

In Governor Strickland’s first few months in office, he formed a
Foreclosure Prevention Task Force and charged this diverse group
with developing recommendations to address various stages of the
foreclosure process. Since the release of the recommendations in
September, administrative officials and our State legislature have
worked diligently to address many of these recommendations. Re-
cently, Governor Strickland and Ohio’s Director of Commerce, Kim
Zurz, announced that nine mortgage loan servicers agreed to sign
the “Compact to Help Ohioans Preserve Homeownership.” It is the
first agreement of its kind in the Nation. The document is a pledge
by servicers that they will work with the State in making every
possible attempt to prevent default loans and foreclosures in Ohio.

The principals agreed to include a willingness to engage in a sub-
stantial and large-scale loan modification effort for adjustable rate
mortgage resets and subprime mortgages. That is something that
Congress is working to provide Federal insurers if lenders are will-
ing to take a haircut. The agreement also encourages good-faith at-
tempts to contact at-risk or defaulting borrowers as soon as pos-
sible. It also creates an incentive for staff and foreclosure counsel
to modify loans rather than foreclose.

These steps taken by the State of Ohio are vitally important, but
now they need a boost from Congress. We are working on that. The
House has passed a two-part housing package that would first in-
clude loans and grants for States to help keep families in their
homes in flexible ways that are best for that State also. The second
part is a voluntary program that would permit FHA to provide up
to $300 billion in new guarantees to help refinance 1.5 million at-
risk borrowers. I am happy to have worked on these bills when
they came through our committee.

Congresswoman Pryce, Congressman LaTourette and I have
worked together to modify the funding formula of the first part of
the House package resulting in loans and grants worth millions
more for Ohio.

In addition, I was able to include demolition as one of the ways
that our State could use these loans and grants. Now States will
be able to clean up the blight, help families stay in their homes and
rehabilitate long-vacant and decrepit housing. States will be able
to stabilize entire neighborhoods that are hurting because of fore-
closures.

This was particularly important in Ohio because many foreclosed
homes have been empty for a long period of time. Many of them
have been stripped of their copper piping and other valuable parts.
To rehabilitate such homes is often more expensive than demol-
ishing them. And in fact, in many pockets of my State, we have
homes that are no longer needed because of the population decline.

I look forward to hearing from Matthew Stefanak today. He real-
ly helped me understand how blight can affect an entire neighbor-
hood. He has been an real asset to us and I appreciate that.

In closing, I would simply like to praise Governor Strickland and
his team once again, and encourage Congress to act expediently,
and to leave you with one final thought: I believe we need to get
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back to our roots and the fundamentals that have been so success-
ful to the people of Ohio in the past.

Many years ago, when I was on a bank board, you loaned to
those who would be able to pay the loan back. You kept an eye on
those in trouble and you reached out when it looked like they need-
ed help. I believe that many in Ohio have kept to those standards.
But I also believe that many need to get back to those standards.

I look forward to hearing the testimony from our panelists today.
Thank you.

Chairwoman WATERS. Thank you very much. Congresswoman
Kaptur.

Ms. KAPTUR. Thank you very much, Chairwoman Waters. On be-
half of our entire Ohio delegation, thank you for accepting our invi-
tation to come to Ohio to conduct one of the most important hear-
ings your committee has held outside of the Nation’s capital. It’s
a joy to be with our colleagues as well and we selected Cleveland
because we know it is it Ground Zero in mortgage foreclosure chal-
lenges facing our great Buckeye State.

Our State provides a telling picture of what is a recurring prob-
lem in our Nation, the largest washout of private savings in the
form of home equity in half a century. Pew Charitable Trusts esti-
mate that just in the next 2 years, the loss in property values will
total over $356 billion, and that the cost of this is really well over
$1 trillion in the washout coast to coast. Nationally, 9 million
homeowners now owe more on their mortgage than their home is
worth, the largest share since the Great Depression. In fact, for the
first time since World War II, net home equity is now negative,
that is below 50 percent. That is to say that as a whole, Americans
now owe more on their homes than they are worth. This is an enor-
mous loss of real wealth that affects not just the homeowners, but
our Nation as a whole. For the first time ever, the securitization
of these mortgages into the international capital market both
fueled and masked this risky process.

The effect has been to make our Nation and its banks more de-
pendent than ever on foreign borrowing and infusions of foreign
capital. America is now is now a debtor Nation both publicly and
privately.

When a homeowner can’t make ends meet they lose their homes.
But when a giant firm like Bear Stearns can’t make ends meet due
to this crisis, the Chairman of the Federal Reserve and the Sec-
retary of the U.S. Treasury get involved. Billions of dollars of cap-
ital from foreign places such as Abu Dhabi are found to fill the gap,
mergers of banks expeditiously and the Fed opens its New York
window with our taxpayers becoming the insurance company of last
resort pledging the full fees and credit of the United States not just
to the big banks, but for the first time, to brokerages as well.

Will ordinary homeowners in our Nation ever be afforded equal
attention by the Fed and the Treasury? It does not appear to be
S0 Wﬁih the rate of foreclosures and bankruptcies rising every
month.

I want to thank all of those who are working so hard to pick up
the pieces, but we will note that large shares of the cost of this cri-
sis are being shifted to the public sector, to the taxpayers. And I
would like to enter this opinion for the record and provide addi-
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tional material as attachments. Congress must get tougher in its
own investigations of what brought America’s financial system to
this predicament. An equity washout of this magnitude does not
happen by spontaneous combustion. It was willed to happen.

Specific people in specific places set the pieces in place to allow
this to proceed. Many of them have been handsomely rewarded.
America needs to know who they were and are; I believe Congress
should authorize a full independent investigation into the roots of
this crisis and trace back the unstable period following the savings
and loan crisis in the late 1980’s. The development of the inter-
national mortgage securitization instrument itself deserves more
attention. In effect, this became a clever and high-risk credit device
with little transparency that acted like a bank. It created money
or at least the illusion of it in a Ponzi-like scheme or manner and
it did so without the normal regulatory restraint of full accounting
and proper examination. How could the national regulators let that
happen?

Well, the first institution to embark on subprime lending was Su-
perior Bank of Hinsdale, Illinois, ultimately bought by Charter
Bank here in Ohio. Superior Bank was created out of the Resolu-
tion Trust Corporation. By the late 1990’s, Superior’s return on as-
sets was 7.5 times the industry average. It held a very different
portfolio. It had a CAMEL rating of 2, yet its executives were fi-
nancially rewarded for presiding over ruin. No Federal regulator
stepped in to properly examine the institution. Why? Where was
the Office of Thrift Supervision? What happened to appraisal and
underwriting standards? Assuming many of these loans were
moved to market through Freddie Mac and Fannie Mae, why is it
their standard and HUD’s regulatory oversight fall short? How
were their boards and executives compensated during those years
when risky practices proliferated? Which board members and
which financial institutions and brokerages, regulators, and sec-
ondary market bodies allowed these risky and predatory policies
that escalated this equity draw down?

Do we have any evidence that any of those board members per-
sonally benefitted from their board decisions? Through which do-
mestic and international institutions were the original
securitizations approved? Which persons did it? Which regulatory
agencies sanctioned the process? What role did the U.S. Secretary
of the Treasury, the Securities and Exchange Commission, and the
Federal Reserve play in allowing these practices to flourish?

I find it troubling, for instance, that even when it became known
that firms like Countrywide had done great damage to the mort-
gage market, the Federal Reserve maintained them as one of a
handful of primary Treasury security dealers. Who and which firms
created the very first subprime loan and rolled it into an inter-
national mortgage securitization instrument? What set of individ-
uals were involved in moving it and clearing it to market? Frankly,
Congress doesn’t know.

Where are the audit trails for the thousands of those subprime
loan transactions that international securitizations? Congress
doesn’t know.

In 2001, the Federal Deposit Insurance Corporation placed the
largest fine in American history, $450 million, on Superior Bank.
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Though we know—and I'll be ending here, Madam Chairwoman,
with two sentences, though we know what Superior and what Mer-
rill Lynch were involved in, in moving securities paper, we do not
know which third parties were involved in packaging it, their fees,
and how that paper was moved into the international market. For
a crisis of this proportion, the American people have a right to
know the whole story.

I'm here to learn from the witnesses today what Congress can do
to help remedy the current crisis, but also trace its roots to avoid
a further raid on the private savings of America’s homeowners.

Chairwoman WATERS. Representative Kucinich.

Mr. KuciNicH. I wanted to thank Congresswoman Kaptur for
that very wise and perceptive commentary on this situation. And
you, Madam Chairwoman, for your work which has been exemplary
and enormously helpful on behalf of every American, your experi-
ence as a community organizer, as someone who has come through
the political process. And I want to thank you for bringing us to-
gether here in Cleveland, Ohio.

I have here, without objection, Madam Chairwoman, a statement
for the record from Congressman LaTourette. Congressman
LaTourette is scheduled for a tour of Ashtabula Harbor with the
Commandant of the Coast Guard and he is with the Commandant
right now and he asks that this statement be entered.

Chairwoman WATERS. Without objection, it is so ordered.

Mr. KuciNicH. Thank you, Madam Chairwoman. Mr. Delfin, who
is our staff attorney, is going to be assisting us as I go through
these maps which will tell the story.

Cleveland is at the epicenter of the national problem of fore-
closure. Last year, the Center for Responsible Lending projected
that one out of five subprime mortgages originated during the pre-
vious 2 years will end in foreclosure. These foreclosures will cost,
at a nationwide estimate, homeowners as much as $164 billion.
This is a massive transfer of wealth.

Here in Cleveland, we can already see the damage. This series
of maps illustrates the problem here in Cuyahoga County.

Look at the first map. This is where depository banks made loans
in 2005. You see the sideways “V” highlighted in light green. Let
me tell you what that geographical area represents. It is the area
in the City where the depository banks made very few prime loans.

Now look at the next map of subprime loans made in 2005. It is
highlighted in reds and oranges. These are subprime loans. Look
at the “V.” This is where the highest number of subprime mortgage
loans were made during the same year.

Now look at the next map. Again, you see the same “V” pattern
and the same place. Here, the red dots indicate the number of fore-
closures in the first 10 months of 2006. These maps tell you that
there is a clear and self-reinforcing correlation between the low
number of prime loans, the high number of subprime loans, and
the high number of foreclosures.

Now look at this next map. Again, the familiar sideways-lying
“V” shape. But here the foreclosures, indicated by blue dots, are su-
perimposed on the neighborhoods. Red indicates predominantly Af-
rican-American neighborhoods. Again, we see a perfect match.
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The next map shows the relationship among high-cost mortgage
loans made to investors in 2006, increases in vacant homes in 2007
and 2008, and high minority population based on the 2000 census.
Again, we see the sideways “V,” but we also see increases in high-
cost loans and vacant properties in the outer suburbs and outlying
counties.

The last map highlights only the census tracts with all three fac-
tors: the highest cost mortgages, the greatest increase in vacant
properties, and the highest minority populations. We still see the
sideways “V,” but where previously the phenomenon was mainly in
African-American census tracts in eastern Cuyahoga County, we
see the problem spreading west to census tracts with larger His-
panic and Arab populations. Now, it looks more like a diagonal “T,”
spreading in every direction it can spread in Cleveland—east,
south, and now west.

Lack of access to prime loans, a high frequency of subprime
loans, and a high rate of foreclosures are by no means specific to
any racial group, but the pattern with respect to the African-Amer-
ican community certainly carries a whiff of America’s bleak past.

Now how did our City get to this point?

The Domestic Policy Subcommittee, which I chair, has initiated
a broad-reaching examination of the predatory mortgage and
subprime lending industries, and the Federal regulators overseeing
the Nation’s banking industry. As part of that effort, the Domestic
Policy Subcommittee intervened in a major bank merger in Ohio
between Huntington Bank and Sky Financial. We asked the Fed-
eral Reserve Bank of Cleveland, which is the primary regulator, to
expand the public comment period and to hold a public hearing. In-
stead of giving the merger greater scrutiny in light of the mortgage
crisis and particularly this phenomenon in Cuyahoga County, the
Federal Reserve and the Office of the Comptroller of the Currency
rubber-stamped the merger based on the banks’ self reporting of
Community Reinvestment Act compliance.

As a result of that merger, we see more depository bank closures
in low- to moderate-income communities, including Euclid and
Cleveland here in Cuyahoga County, as well as Canton, Grand-
view, Lima, New Philadelphia, and Revanna. And as we can see
from the newest data, the problem is getting worse.

Madam Chairwoman, because of the Waters Amendment which
you drafted to the Banking and Branching Efficiency Act of 1994,
the City of Lima, Ohio, held a meeting to determine what actions
must be taken due to the Huntington bank branch closing there.
Last week, a similar meeting was held in Cleveland due to the
Huntington branch closings in Cleveland and Euclid. We don’t
know what, if any, result will come of these meetings with the Fed-
eral Reserve, the Office of the Comptroller of the Currency, and the
Nation’s and State’s other bank regulators, banks, and community
representatives. However, with your leadership and understanding
of the problems facing our cities nationwide, and particularly here
in Ohio, the Waters Amendment was able to be invoked so we can
pay attention to its effectiveness where more depository bank
branches have been closed in low- to moderate-income commu-
nities. It is now up to us to listen carefully to what the witnesses
today say about the crisis in Ohio and to find ways to supplement
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the mandate of our Nation’s regulatory agencies where necessary
to get out of the current crisis and avoid similar ones in the future.

Again, I want to thank you, Madam Chairwoman, and I do want
to say that I know that your whole life is about fairness and equity.
We have to find a way to bring about some kind of equity for good
people who had everything they worked their lifetime for stolen
from them by unscrupulous lending and sharp mortgage practices.
I think if this committee can do anything, we need to delve very
deeply into who precipitated, who made the money, and to see if
there’s any way that we can find remedies for people who have
been cheated out of their dream of a lifetime.

I thank the Chair again, and I look forward to hearing the testi-
mony.

Chairwoman WATERS. Thank you very much.

Congresswoman Tubbs Jones.

Mrs. TuBBS JONES. Good morning, again, and thank you, Madam
Chairwoman. When I first came to Congress, I served on the Fi-
nancial Services Committee, and she was the ranking member on
the Housing Subcommittee at the time. Now she chairs that sub-
committee and we continue to move forward to try to accomplish
things within our community.

Before I go any further, I am joined by a number of my elected
official colleagues from across my Congressional District. I am
going to ask those who are here to kindly stand because their com-
munities need to know the fact that you are here in support. Zach
Reed from the City of Cleveland, I see Council Member Brian
Cummins, West Side, City of Cleveland. I see the Mayor of the City
of South Euclid, Georgine Welo. I see the President of the City
Council of East Cleveland, Gary Norton. I see the Councilman from
Ward 18, Jay Westbrook. Thank you all for joining us this morning.
This is an issue that we have been paying attention to throughout
Cuyahoga County.

I know that there are other people who are represented here
from the AGs Office, Ed Krause and Nancy Rogers on behalf of AG
Nancy Rogers. And the list goes on. I thank you very much for
being with us today.

I want to say that in the City of Cleveland, we have been paying
attention to predatory lending for a long time, but no one was hear-
ing us. In 2001, I introduced a piece of legislation called the Preda-
tory Lending Reduction Act of 2001, trying to focus in on brokers
who were not telling people that they represented a company and
got a commission, and brokering these foreclosures. I knew that if
I shamed the financial district, then people would start paying at-
tention to predatory lending.

I also recall in yesterday’s Plain Dealer an article about the im-
pact and I want to celebrate my colleague, Jim Rokakis, the Treas-
urer of Cuyahoga County. We know that school systems are going
to suffer as a result of reduction in dollars coming into, captured
as a result of —

We also know that next generations are going to suffer because
working class families pass homes from one generation to the next
to give their kids a start. These days there won’t be homes to
transfer from one generation to the next.
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I could go on, but I have a statement, Madam Chairwoman, that
I seek unanimous consent to have placed in the record. I am just
so thankful that you came up here.

There are a lot of organizations that have been working consist-
ently around this issue such as the Ohio Credit Union, and the
Eastside Organizing Project Housing Advocates.

Cleveland Housing, I just thank you for your diligence. The Legal
Aid Society, all of you. We have to continue fighting on behalf of
the people that we represent and get this fixed. I am pleased to say
that a little piece of that 2001 predatory lending legislation I intro-
duced got included in recent legislation that was introduced by my
colleague, Maxine Waters, and the chairman of the Financial Serv-
ices Committee, Barney Frank. We have to be consistent. We have
to make our communities stay in place.

Thank you, Madam Chairwoman. Thank you for bringing this
home to us and focusing in on the State of Ohio and all my col-
leagues. It is nice to see all of these Members of Congress right
here.

Thank you.

Chairwoman WATERS. Congresswoman Betty Sutton.

Ms. SurTON. Thank you very much. Thank you for inviting me
to participate here today and I would like to recognize the strong
leadership of Chairwoman Maxine Waters on this issue. Chair-
woman Waters has been a tremendous advocate during her whole
career for working families, and with the crisis that we face, this
has been no exception. She has been stellar.

I also want to thank my other colleague, Representative Tubbs
Jones, for hosting this event and Cleveland State as well.

The foreclosure crisis has been devastating for Americans all
across the country, from all walks of life. Just recently, one of my
staff members told me of an experience he had right in our office
building. When he entered into an elevator, and as they rode on
the elevator between the floors, there was a woman who got on and
she started to sob and my staff member, being the great case-
worker that he is, he reached out and asked her if he could be of
assistance and asked her what was wrong. She conveyed to him
that she was on her way to sell her wedding ring to try and make
the house payment to save her house from foreclosure. And then
not long after that, I received an e-mail from a person whom I had
come to know who has been actively involved in the community, a
woman who had a job, but lost her job, and is actively trying to
find a job that will help her make ends meet. The e-mail said that
she had done some art work in her spare time, paintings, and
didn’t really want to sell them, but she was going to try to find
some people who might be interested in buying them. So people are
trying and I am the proud owner of some of her artwork, by the
way.

Statistically speaking, in recent months, this crisis of historical
portions, the Mortgage Bankers Association recently released num-
bers showing that more than a million homes are in foreclosure,
which is the highest number reported since they began collecting
those statistics in 1979.

RealtyTrac on Friday released numbers showing that for 29
straight months, foreclosure rates have seen a year-over-year in-
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crease nationwide. And yet economic experts predict sadly that we
haven’t seen the worst of it yet.

Ohio has consistently been at the forefront of this crisis, as the
chairwoman rightfully points out. We are the canary in the coal
mines. We see a massive exodus of manufacturing jobs that have
long been the backbone of this State’s economy. Food prices and
fuel prices keep going up and families who were already struggling
to make ends meet are now at that breaking point. The credit crisis
which has been discussed here has made it difficult for families to
purchase new homes or to refinance old loans. And all of these fac-
tors can compound the problem and create a spiral effect that’s dif-
ficult to break out of.

Although the figures from RealtyTrac released last Friday show
that the number of foreclosure filings in Ohio have declined by 7
percent, the State still has the dubious distinction of ranking 9th
in the area nationally; 50 to 60 percent of homeowners who re-
ceived a foreclosure filing will eventually lose their home. That has
to change. That translates into a staggering human and economic
cost.

In many respects we are still in unchartered territory and the
types of actions necessary to mitigate the crisis will require solu-
{:)ions that move beyond what we have now come to know and em-

race.

Too often Federal, State, and local governments operate in their
own spheres. What we are facing is unlike anything we have ever
faced before and it will require innovative new ways to address the
problems of those we represent. That is why I am so happy to see
so many people from various levels of our government here today
to help become part of the solution, a part of this charge that will
overcome this challenge, including the housing advocates and the
advocates who are out there being stricken so hard by the con-
sequences of our plight.

We'’re fortunate to come from a State where we have leaders who
are willing to face this head on. The Ohio Foreclosure Task Force
that the Governor set up generated a number of excellent rec-
ommendations, one of which was the basis for an amendment that
I was able to include in H.R. 3915, which passed, as you have
heard, last December.

I am also proud that the Ohio legislature quickly acted to curb
the predatory lending practices that played such a major role in
precipitating this crisis. And as you have heard, we’re also working
on solutions at the Federal level and we have to do more. The need
is great, the challenge is enormous. We have to do everything we
can to overcome this crisis because the wellbeing of so many fami-
lies in all of our communities, and frankly, the health of our Nation
depends on it. In the House, we have passed a number of mortgage
foreclosure related bills such as the Neighborhood Stabilization
Act, FHA Stabilization, and the Homeownership Retention Act.
And these bills provide funds to cities and States to purchase and
rehabilitate vacant homes and provide new refinancing mecha-
nisms through the Federal Housing Administration, both of which
are critical in northeast Ohio.

We still have significant challenges and I know I'm not telling
you anything new for those of you who are in this room. These
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challenges lie ahead and that is why today’s hearing is so impor-
tant.

Again, I thank the distinguished committee and I thank the dis-
tinguished witnesses for being here today and all of you gathered
because I know you are here because we’re looking for solutions.

Thank you.

Chairwoman WATERS. Thank you. At this time, I would like to
introduce our first panel: Mr. Engram Lloyd, Director, Philadelphia
Homeownership Center, U.S. Department of Housing and Urban
Development; Ms. Kim Zurz, director, Department of Commerce,
State of Ohio; Mr. Chris Warren, chief of regional development, Of-
fice of the Mayor of Cleveland, Ohio; Mr. Antony Brancatelli, coun-
cilman, City of Cleveland; Ms. Tina Skeldon Wozniak, president,
Lucas County Commissioners; Mr. Matthew Stefanak, commis-
sioner, Mahoning County Health Department; and Ms. Patricia
Kidd, executive director, Lake County Fair Housing Resource Cen-
ter.

I thank you all for appearing before the subcommittee today and
without objection, your written statements will be made a part of
the record. You will now be recognized for a 5-minute summary of
your testimony, and we will start with Mr. Lloyd.

STATEMENT OF ENGRAM LLOYD, DIRECTOR, PHILADELPHIA
HOMEOWNERSHIP CENTER, U.S. DEPARTMENT OF HOUSING
AND URBAN DEVELOPMENT

Mr. LLoYD. Thank you, Chairwoman Waters. I appreciate the op-
portunity to speak to you today on behalf of Steven Preston, the
Secretary of the U.S. Department of Housing and Urban Develop-
ment. I am Engram Lloyd, Director of the Philadelphia Home-
ownership Center.

The significant effects of foreclosure on our national economy and
on world markets bring us here today. Congress and the Adminis-
tration have for some time been looking at legislative and regu-
latory options for minimizing foreclosures. At HUD, I can report
that we are working on both in our efforts to mitigate the adverse
effects of this market correction on borrowers.

One of the strongest tools we have to protect both borrowers and
markets is the Federal Housing Administration. As you may know,
FHA helps individuals secure credit by providing mortgage insur-
ance through a private sector distribution network that makes
owning a home more affordable and safe and, therefore, a reality
for many borrowers that might otherwise go unserved.

Several times in testimony before Congress last year, HUD wit-
nesses stated that many of those who ultimately entered the
subprime market would have been better off with an FHA-insured
loan. Many may still be eligible to refinance today. Although we
cannot go back in time to ensure that each borrower made the best
decision when obtaining a mortgage, we can provide refinancing op-
tions when obtaining a mortgage for many subprime borrowers.
And we can do more to help people make better decisions and we
can provide new financing options to many subprime borrowers and
we can do more to help people make better decisions going forward
through both innovative products and counseling support.
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The Administration has taken decisive action to help responsible
homeowners stay in their homes. Last fall, the Administration
launched the FHASecure initiative and facilitated the creation of
the HOPE NOW Alliance, which together has helped more than a
million struggling homeowners.

FHASecure is a refinance option designed specifically for conven-
tional and subprime borrowers who default on their mortgages
solely because they can no longer afford the payments on their ad-
justable rate mortgages after the interest resets to a higher rate.

On April 9, 2008, the Department announced a dramatic expan-
sion of the FHASecure program to help additional borrowers stuck
in subprime mortgages, some of whom may owe more on their
mortgage than their home is worth. Under the original FHASecure
program, FHA modified its refinancing program to help credit wor-
thy homeowners who missed payments after their teaser rate reset.
Now, FHASecure has expanded its eligibility standards to cover
borrowers with adjustable rate mortgages who were late on as
many as 3 monthly mortgage payments over the previous 12
months.

FHA has already helped about 250,000 people refinance into
safer mortgages and with these additional changes, FHA is ex-
pected to help approximately 500,000 homeowners refinance by the
end of the year.

One of the goals of the HOPE NOW Alliance was to develop and
fund a nationwide advertising campaign to encourage delinquent
borrowers to seek help through the 888-995-HOPE network of
HUD-approved housing counselors. HOPE NOW is an alliance
among counselors, servicers, investors, and other mortgage market
participants. The Alliance maximizes the outreach efforts to home-
owners in distress to help them stay in their homes. Its purpose
is to reach and support as many homeowners as possible. The
members of this Alliance recognize that by working together, they
will be more effective than by working independently.

In the fall of 2007, HUD released informational video footage
containing foreclosure prevention tips and information for home-
owners who are struggling to pay their mortgage. Among other
things, the video includes a list of 10 tips on how to avoid fore-
closure. I suggest anyone who owns a home or who is in the market
to buy a home visit HUD’s Web site at www.hud.gov for more infor-
mation.

Throughout this year, HUD staff and senior officials have spon-
sored or participated in more than 92 separate homeownership re-
tention events in Ohio including clinics, fairs, targeted mailings,
advertising, and joint task forces that reached a combined audience
of over one million people. The Philadelphia Homeownership Cen-
ter, in cooperation with the Ohio congressional delegation, the
State of Ohio, and HUD'’s field offices have conducted housing pres-
ervation clinics and foreclosure summits to spread the word about
foreclosure prevention alternatives. Participants besides HUD in-
clude Fannie Mae and Freddie Mac, various agencies within the
State of Ohio, local governments, congressional representatives,
housing counseling agencies, lenders, and Realtors. Of these, the
most effective have been our Homeownership Preservation Clinics
in Cleveland and Columbus, which enabled homeowners to meet
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face-to-face with participating lenders, including Wells Fargo,
Countrywide, and National City, and were attended by over 1,000
participants. These clinics also enabled on-the-spot counseling ses-
sions with an approved counseling agency.

In addition to these Homeownership Preservation Clinics, staff
from the Philadelphia HUD has attended several banking and Re-
altor conventions.

As you can see, the Department has taken several steps to ad-
dress foreclosures, but there is much more work to do. Thank you,
and I look forward to your questions.

[The prepared statement of Mr. Lloyd can be found on page 397
of the appendix.]

Chairwoman WATERS. Thank you very much. We will now hear
from Kimberly Zurz.

STATEMENT OF KIMBERLY A. ZURZ, DIRECTOR, DEPARTMENT
OF COMMERCE, STATE OF OHIO

Ms. Zurz. Thank you, Chairwoman Waters. I appreciate the op-
portunity to be here on behalf of Governor Strickland and the Ohio
delegation to be able to speak to you today about the impact of
foreclosures on our State.

The mortgage foreclosure crisis has touched all corners of Ohio.
Virtually every county has recorded an increase in foreclosure fil-
ings from 2005 to 2008, and has reached the highest level state-
wide in over 13 years.

We are making concerted efforts here in Ohio to help our citi-
zens, and I would like to tell you a little bit about that today.

We have collaborative efforts crossing all of our branches of gov-
ernment and expanding into the private sector as well. Today, as
I explain Ohio’s crisis and our innovative efforts to combat fore-
closures, I hope you share my perspective, and also that of Ohio’s
community.

The Supreme Court reported, as you know, 83,230 new fore-
closure court filings in Ohio in 2007. That’s a high record of over
5 percent over 2006. While we consider the numbers rise and the
trends are equally alarming across-the-board according to the re-
ports of the Association of Realtors. We also recognize that we are
taking every effort we can to help our citizens stay in their homes.

When we listen to the statistics, we realize the sobering reality
of them, but they aren’t speaking to the human stories behind each
of those mortgage foreclosures and they don’t speak to the unique-
ness that Ohio has on this issue.

I have attached to our report some of the statistics since 1994 for
your review to show that Ohio has been facing this issue for many,
many years.

In the last couple of years, some States have just begun their
fight. Obviously, Ohio has had its share of economic problems
which has contributed to the trend. However, we have also been ac-
counted for in the unscrupulous lending until the passage of Senate
Bill 185, the Homeowner Protection Act.

I hope you don’t lose sight of the fact that Ohio has been facing
this issue for a number of years as Congress continues to work to-
ward legislation to address these issues.
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In Ohio, the impact of vacant and abandoned properties varies
from one locality to another, from neighborhood to neighborhood,
but the impact is just as devastating no matter where it might be.
The scale and impact of the problem is some things considered on
the level of a natural disaster where emergency assistance from the
State and Federal Government that some have compared to that of
Katrina. As you visit our neighborhoods, you can see the devasta-
tion that we're talking about.

Our cities are trying to do the best that they can to combat the
problem. More needs to be done to assist them. Ohio desperately
needs the Federal and State actions to help to reduce the impact
of the vacant and abandoned properties.

Ohio’s response has been vast. On March 7, 2007, shortly after
becoming Governor, Governor Strickland established the Fore-
closure Prevention Task Force of which I was appointed chair-
woman. This is a group that was brought together to provide a uni-
fied coordinated statewide effort that would respond to our citizens
with the goal of keeping as many people in their homes as possible.
We brought together local, State, and Federal government, and
housing agency organizations and associations, many of which are
here today. We asked them to put their personal agendas on the
table and to put their feelings aside and try to work for an overall
solution that everyone could live with. This is a group that had to
come up with solutions.

We held 11 meetings. We had 22 subcommittee meetings and we
had about 6 months to complete our report. We worked on a very
short timeline with a great deal of information.

After we had those meetings, and listened to a lot of the testi-
mony, we reported to the Governor on September 10, 2007, with re-
port recommendations of the best ideas and the best approaches we
felt Ohio could use to move forward to address the foreclosure prob-
lem. We had 27 recommendations and we moved forward on each
of those recommendations and took action on each one of those rec-
ommendations to date.

The most important piece that the country is talking about and
has been recommended and talked about a little bit today was the
Compact. The Compact that would help Ohioans preserve their
homeownership was signed earlier this year, and we are hoping
that the Compact will be something that we will be able to con-
tinue to use to help our families be able to work with their mort-
gage servicers and come to some type of workout of loan assistance
as they move forward.

Under the Compact, servicers were asked to take all kinds of
measures. They were asked to increase the loan workouts, includ-
ing adjusting their staff and resources to include major improve-
ment, preventive efforts, and loss of litigation. We have asked that
they report to the Department of Commerce on a regular basis. We
have asked that they do loan modifications and that they work
very diligently to actually contact the borrower. We recognize that
the contact piece is the most difficult piece, and many of them
tried, but we want to make sure that they understand that it is im-
perative that they make that extra effort.

In December of this year, I met with servicers and their trade
associations to discuss this proposed Compact. We finally agreed on
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six principles on which we based the final product. It substantially
matched the spirit of our original conversations with the servicers
and will help us move forward to come to fruition of the Compact
that was actually signed April 7, 2008, by Governor Strickland, my-
self, and nine of the loan servicers. We will continue to look for-
ward to try to get more folks to join us in that Compact in Ohio.
We are seeing that it is having an impact on our citizens and we
hope that it is something we will be able to use as an example for
others to follow.

We encourage the servicers to join with us to try to help those
that are not part of the Compact at this time to join along with us.
The more folks we have following our effort, the more helpful it is
to our citizens and the more that we can do as we reach out across
the State.

We also kicked off what is called Save the Dream. Save the
Dream is our new effort for the State that tells you how to contact
the State and the State will then help you to get an attorney or
a housing counselor and put you in direct contact with your
servicer. All the efforts we are making on the State’s end are what
we can do, but we also need your help.

We need Congress’ help on many of the things that you have be-
fore you today. Many of the pieces that you talked about are the
challenges that we face and if you will be able to move forward
with some of those pieces regarding housing counseling, it would
greatly impact what we can do here. Our citizens have watched
Wall Street be bailed out. They most desperately need to be bailed
out. There needs to be help for the citizens of Main Street, not just
those on Wall Street.

I thank you for coming here and taking the time to learn about
Ohio. Thank you.

[The prepared statement of Ms. Zurz can be found on page 450
of the appendix.]

Chairwoman WATERS. Thank you very much.

Next, we have Chris Warren, chief of regional development, Of-
fice of the Mayor of Cleveland.

STATEMENT OF CHRIS WARREN, CHIEF OF REGIONAL
DEVELOPMENT, OFFICE OF THE MAYOR OF CLEVELAND, OHIO

Mr. WARREN. Good morning. Thank you, Chairwoman Waters,
for bringing this hearing to Cleveland. You're not only welcomed,
you are desperately needed because Cuyahoga County, and the
State of Ohio is trying to recover from the devastation caused by
unchecked predatory lending practices. This has been a murderous
unnatural disaster, one that has wiped out decades of patient com-
munity development work, threatened our futures, and left thou-
%Er:lnd(s11 of homeowners and renters in the lurch. Call it Hurricane

reed.

Consider the wreckage: 15,000 foreclosures in Cleveland filed in
2006 and 2007 and it will hit 8,000 this year; 80 percent of those
are tied to subprime loans. Wreckage: 3,500 certified tax delin-
quencies as of March of 2008, a 5-fold increase since 2005—5-fold—
9,500 vacant residential structures and growing as of December in
our City, 3 times the number in 2005.
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Last year, our City spent out of our general funds, not our block
grant funds, but out of our general funds, $12.5 million on public
nuisance abatement, tearing down vacant structures that cannot be
lived in again, cutting the grass of vacant properties. As reported
in the Plain Dealer yesterday, sending our fire trucks out to arsons
at abandoned properties.

Cleveland Tenants Organization, a very good group in Cleveland,
reports a sharp increase in evictions. We're talking about fore-
closures. Why evictions? Because their landlords, many of whom
are as unscrupulous as the lenders, use predatory loans to buy
hundreds of properties, turn them into rental properties, and once
the interest kicked in, they’re gone. And even though these tenants
have paid their rent, they’re out. They're evicted. Wreckage.

Our cities are bracing from declines in property tax valuations
and the consequent loss of sorely needed funds for public schools,
city services, our inside millage for borrowing for public properties
and infrastructure is in shambles.

As Congressman Kucinich indicated, the devastation does not
stop at our City boundaries. Double the foreclosure, abandonment,
and public service cost I cited for Cleveland, and you have a fair
idea of the impacts on Cuyahoga County.

Who are the plunderers? It’s a long list, but the main culprits we
know, subprime lenders and brokers who substantiated loan after
loan, underwater loans with bogus appraisals while maximizing
their fee income through questionable assembly line underwriting
practices. The real estate scam artists whom I mentioned who pur-
chased hundreds of properties, low-valued properties in poor neigh-
borhoods with subprime loans often in cahoots with the lenders and
converted them to high-cost rentals, no money put into repairs, and
once the resets came, they were gone.

Wall Street. We now know that tens of thousands of mortgages
originated in Cleveland since 2003 were snapped up by some very
large financial institutions, all of whom trafficked in high risk
mortgage-backed securities. And in fact, for firms like Deutsche
Bank, Merrill Lynch, Wells Fargo, Goldman Sachs, and others, it
appears the only home mortgage business they did in Cleveland
during that timeframe involved the acquisition of subprime loans,
the assignment of this paper.

The default rate on these loans backed by the titans of finance?
Better than 60 percent.

What can we do? Drawing on the work of Cleveland’s Vacant and
Abandoned Property Action Council, here’s a summary.

For people: place a moratorium on the foreclosure of occupied
properties that would give defendants the chance to utilize court-
supervised mediation in an effort to restructure their loans.

For people: building on the work already going on that has Fed-
eral, State, and local governments using every available means to
compel, not just encourage, lender workouts and loan restructuring
commitments coordinated with local financial counseling efforts.

For people: as is called for in a number of bills before Congress
now, increase the amount of FHA mortgage insurance available for
refinancing restructured subprime loans.

For people: institute a strict policy by regulatory agencies of po-
licing mortgage brokers, appraisers, and the secondary market.
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And as Representative Kaptur said, aggressively investigate and
prosecute fraud through actions by the Justice Department, our
regulatory agencies, and anybody else we can find to do the job, in-
cluding Congress.

Maintain high levels of funding. We need it for the long haul for
financing literacy and counseling programs.

Now for communities: hold Wall Street accountable. In January,
the City of Cleveland, through the leadership of Mayor Jackson,
filed a lawsuit against 21 Wall Street firms. The complaint, based
on Ohio’s public nuisance statute, asserts the defendants could
have and should have foreseen massive numbers of foreclosures
when they purchased thousands of unsafe and unsound subprime
loans from 2003 through 2007. These 21 defendants have filed
more than 16,000 foreclosure actions in Cleveland and Cuyahoga
County since 2003. We are spending through the nose through pub-
lic service expenses that are the result, money that should go to po-
lice, fire, basic city services, our suit seeks to recover in this dam-
age.

So, in addition, we need emergency relief. This is a hurricane,
Federal relief. Congresswoman Waters, whose leadership in intro-
ducing the security package in the House of H.R. 5818 is a huge
step in the right direction. And we have a game plan here in Cleve-
land. Cooperation with community-based development corporations,
national and local foundations we have launched in the State of
Ohio, we have launched a “Reclaiming Foreclosed Properties” pro-
gram led by Neighborhood Progress, Inc., Cleveland Housing Net-
work, some very experienced community development corporations.
This initiative will target six city neighborhoods for intensive pre-
foreclosure workouts, systematic “property banking” of tax-fore-
closed and bank-foreclosed properties, clearance of all vacant prop-
erties that are unsafe and beyond repair, and the redevelopment of
homes on terms affordable for low- and moderate-income buyers.
We have a plan, our county treasurer is leading, Jim Rokakis is
leading really an incredible effort to establish a countywide land
reutilization authority or land bank that would make it possible to
establish and finance a countywide entity capable of holding, main-
taining, and redeveloping abandoned and foreclosed properties.

These programs constitute a solid framework for converting and
recovering from Hurricane Greed, the successful and meaningful
saleable level, meaning resources, and we need it fast. We need re-
sources that the Federal Government can provide.

Last March, the City of Cleveland hosted a half-day forum on the
foreclosure crisis problem. One of the participants summed up the
situation well. She said, “With the help of the Federal Government,
including the regulatory agencies, we might recover in 5 to 10
years. Without their help, it will take a century.”

Thank you.

[The prepared statement of Mr. Warren can be found on page
439 of the appendix.]

Chairwoman WATERS. Thank you.

Councilman Brancatelli.
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STATEMENT OF ANTONY BRANCATELLI, COUNCILMAN, CITY
OF CLEVELAND

Mr. BRANCATELLI. Thank you, Madam Chairwoman, and mem-
bers of the subcommittee for this hearing today. Certainly, having
been a young, freshman Councilman, I get to sit in the middle of
these two tables and also have a bottle of water. The distinguished
chief is here and I'll kind of follow his lead.

My name is Antony Brancatelli, and I have had the pleasure of
representing our ward for the past 3 years. Prior to becoming a
Councilman, I served 17 years as the executive director of Slavic
Village Development Corporation, one of the most successful com-
munity-based nonprofits in our city and now led by an outstanding
executive director, Marie Kittredge.

Madam Chairwoman mentioned earlier that we want to know
how it’s working. I think I included in your packets at your desk
you’ll see a piece, Fight Foreclosures and Abandoned forum, break-
ing the cycle of abandonment. It was a forum that was initiated by
Martin Sweeney who supported Jay Westbrook. And it’s really a
highlight of all the organizations and officials that are working
hard at stopping this abandonment.

I think if you look at this piece you’ll see some of the things that
we're talking about and breaking the cycle of abandonment. Those
are detection, prevention, maintenance, and redevelopment. You’ll
see ways that we are trying to change the face of our neighbor-
hoods and trying to recover from this crisis.

While tracking this crisis across our City, I have seen a record
number of negative reassessments and as the chief pointed out, the
impact has been devastating for our neighborhoods and our resi-
dents and our county treasurer estimates that if our property val-
ues drop 10 percent, Cleveland stands to lose $10 million. The
Cleveland Municipal School District will lose $3 million if it drops
10 percent.

I'm also providing you with a report entitled, “Foreclosure and
Beyond” which is a detailed report on ownership following the sher-
iff’s sale to Cleveland. This report was commissioned by Case Uni-
versity and researched by Michael Schramm, Kristen Mikelbank,
Claudia Coulton and contains a detailed study of the impact of
foreclosures. This “Foreclosure and Beyond” really identifies the
corporate base in our community and the changes that will be im-
pacted by the sheriff's sales and it will give you an identifying
number that you can see what will happen when this occurs.

Across the City, we have points of blight. You see over 10,000 va-
cant and abandoned homes in our community and as the chief
pointed out, we’re spending millions and millions of dollars main-
taining these homes. Council members have spent hundreds of
thousands of dollars of their own precious EBG dollars and many
of you know how previous those dollars are. Just to cut lots and
maintain some of the vacant homes and keep them secured, keep
our residents from having to deal with this crisis. And we found
our weapons of mass destruction in the form of Deutsche Bank,
and JP Morgan just to name a few, but used the Wall Street gold
to destroy our community. Wells Fargo officials openly admit their
dependence on Federal dollars to bail them out. Many panelists
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will talk about how to recover from this, but first I want to talk
about the impact of the crisis in our local community.

Our community has been the victim of a perfect storm. This is
not a community with adequate banking presence. We have some
of the highest quality banks in the region. We have great shopping,
retail dining, and recreation opportunities in our communities. We
also have a wonderful employment base with quality manufactur-
ers, industry, and service providers.

What we don’t have is an adequate protection from predatory
mortgage companies, corrupt mortgage brokers, and title compa-
nies who openly participate in the destruction of our company.

There were a questionable number of mortgages given by a hand-
ful of mortgage brokers and appraisals which resulted in millions
of dollars of foreclosures, yet these brokers and appraisers are still
licensed today. As you go through that document, you can see those
firsthand. We have residents like Barbara Anderson in our commu-
nity who are working hard to identify this fraud and that report
clearly puts it in perspective. This is not a neighborhood that was
not hit with hard economic times and market conditions that peo-
ple would believe it was hit hard with predatory lending. This
neighborhood averages two foreclosures a day. In the last 3 years,
we lost 10 percent of our population and currently have 1,000 va-
cant homes.

Hundreds of homes are condemned and waiting for the wrecking
ball. Houses are being stripped at an incredible rate, and scrap
prices are at an all-time high. This was not unforeseen.

We need to develop a Federal housing policy and legislation that
provides for the continuation of existing leases a minimum of 90
days as a determination of the tenancy of the tenants in the event
of a foreclosure. We all seen the effects of vacant homes and keep-
ing families in their homes until suitable and appropriate housing
makes sense.

I have seen proposals by the Federal Government; we talked
about those today. Supporting H.R. 5818 and supporting H.R. 5870
brings millions of dollars and billions of dollars to help save our
neighborhoods is critical. Demolition is a critical tool for our recov-
ery. We have over 10,000 structures in our neighborhood and many
of those homes were factory-built and by today’s standards are
functionally obsolete. This proposal not only financially condemns
these homes, they’re now physically condemned and should be de-
molished.

There are a number of plans in place for reuse of this vacant
land but what we need is help from the Federal Government. We
need the Federal Government to place all the mortgage companies
under stricter government lending laws. We need stricter licensing
and mortgage brokers and licensing of appraisers. We need the
Federal Government to make it a priority to prosecute mortgage
fraud at a high level. We need the Federal Government to not bail
out banks but to hold them accountable for their actions. The city
is doing their part and will now enforce the registration laws and
code enforcement laws in at a very aggressive level. The commu-
nity is doing its part to help cut back some of the problems in our
neighborhood. The nonprofits are doing their part.
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It’s my hope that the next President will learn from our experi-
ence and hit the ground running to change the policies and help
save our neighborhoods and this year we will see meaningful mort-
gage packages that we can use now coming from Congress. Thank
you very much.

[The prepared statement of Mr. Brancatelli can be found on page
101 of the appendix.]

Chairwoman WATERS. Thank you very much.

Next, we will hear from Tina Skeldon Wozniak, president, Board
of Lucas County Commissioners

STATEMENT OF TINA SKELDON WOZNIAK, PRESIDENT, LUCAS
COUNTY COMMISSIONERS

Ms. WozNIAK. Good morning, and thank you so much, Chair-
woman Waters, for this opportunity and to the members of the
Housing and Community Opportunity Subcommittee for coming to
Ohio for this very critical and important hearing. I would also like
to thank my own Representative, Congresswoman Marcy Kaptur,
for this opportunity. We’ve been working hard on this issue at
home.

I represent 450,000 residents of my county which is located about
100 miles from here, as you know. I also come to you as a trained
and professional social worker, here to share stories of the deep
worry in the faces of many of our residents.

I'd like to be able to tell you that our problems are unique, but
the truth is that Lucas County and Northwest Ohio are just like
every other community in America that is dealing with this fore-
closure crisis as you have heard from this great panel here today.

You’ve heard countless times the story of a family member who
lost their job and a family that subsequently lost their home. You
know too well the pain that unscrupulous lenders have caused not
just for homeowners, but in fact in whole neighborhoods in our
area. You've seen the struggle on the faces of the people who have
come before this subcommittee, whether it’s in our Nation’s capital
or the main streets of America.

This problem is more than just the statistics, more than a report,
and data that is gathered in the field. But to fully grasp the extent
of this problem, the data is where we have to begin.

Since 2002, foreclosure filings in Lucas County have increased by
over 50 percent, and in the last 5 years, we have calculated over
18,000 homes have been part of foreclosure filings. That is nearly
10 percent of the total housing stock in Lucas County and that’s
a dramatic figure for any community to deal with.

Single-family homeowners are not the only victims. According to
RealtyTrac and information from our county auditor, almost 5 per-
cent of all rental units in Lucas County have been involved in a
foreclosure action. This proves that you don’t have to own your own
home to be hurt by this crisis.

A recent study by the policy group ReBuild Ohio determined that
vacant and abandoned properties in Toledo, Lucas County’s largest
city, cost taxpayers at least $3.8 million in 2006 alone. But it’s not
just our cities like Toledo; the foreclosure crisis in Lucas County
has hurt almost every community in our area, especially in the
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area of declining home values and this decreases basically the rev-
enue available to provide necessary services.

Yes, the data is dramatic, but we know that the real story of this
crisis is in the faces of those who have been disrupted and who
have lost their chance at the American Dream. It is both a story
of the individual and their family.

But as tragic as those stories are, what’s left after a family loses
their home is not just a personal crisis, it’s a community crisis too.

Those homeowners who didn’t take any risks, who didn’t fall vic-
tim to the slickest sales pitches or unbelievable claims, and who be-
haved appropriately, are now too watching their homes fall in
value in the foreclosure crisis. They are looking across the street
to the yard which hasn’t been mowed all summer. They are worried
about what pests might be attracted by the vacant buildings. They
are wondering why their city is no longer able to provide the same
tree-trimming, street-cleaning, and trash collections that they have
experienced in the past.

When a foreclosure happens in Lucas County, instead of just a
family in crisis, a household is in crisis, a bank is in crisis, and
that foreclosure leads to a block, a neighborhood, a city, a State,
and a Nation in crisis.

Crime rates that had been dropping start to go back up. Middle-
class families move out of their former neighborhoods, contributing
to greater and greater urban sprawl. The falling value of our
homes keeps families from making needed investments and con-
tributing to starved local economies.

In Lucas County, trust me, we’ve seen it all. Before the fore-
closure crisis became a daily news item for the media, we started
working. In 2006, in partnership with city, county, and State lead-
ers, as well as nonprofits like United Way, the Toledo Fair Housing
Center, and Advocates for Basic Legal Equality, we formed the
Lucas County Save Our Homes Task Force.

This innovative group developed an important mailing that is
sent to families at the start of their foreclosure crisis, so they can
connect immediately with the many resources available in the com-
munity. About 5,000 have already been sent out and that’s a good
thing.

Working with our Department of Job and Family Services, we
were the first county in Ohio to devote over $400,000 in Federal
TANF dollars toward low-income foreclosure assistance.

The judges of our Common Pleas Court have also responded, set-
ting aside resources to create a foreclosure magistrate and develop
an expedited mediation process for homeowners and lenders.

Elected officials and nonprofit leaders from across the county, in-
cluding myself, went door-to-door in the hardest-hit neighborhoods
and talked to residents about upcoming sessions where home-
owners could try to work out a mediation with their lenders.

With the limited resources that our county government provides,
we've done a great job reaching out, but we know it’s not enough.
We've been smart about our outreach, we’ve tried to target our re-
sources responsibly, but we’ve just nibbled around the edges. At the
end of the day, families keep losing their homes and we haven’t
solved the problem.
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I wish that I were here today with a new idea or a new solution
that could make a real difference. I am happy that this sub-
committee does have the right ideas and does know the best solu-
tions. Ultimately, Lucas County families need the power to bring
the lenders to the table to renegotiate these loans. Our home-
owners need the opportunity for a fresh start with mortgage terms
that they can afford.

This is not a bailout. It’s an investment in our future, and it’s
clear that only the Federal Government has the authority, the
clout, and the resources to make it happen.

There are two pieces of legislation currently being considered by
the Congress that I believe will bring a tremendous amount of re-
lief. Having listened closely to the conversation regarding H.R.
5830, the FHA Housing and Homeowner Retention Act of 2008, it’s
clear that these key provisions will give at-risk homeowners the
tools needed to get out from under a bad mortgage.

As a local government official, I am pleased by the initiations by
the subcommittee. These two bills address the twin grievances that
communities like Lucas County are facing in the foreclosure crisis.
Our people are not afraid of hard work and are not afraid to do
their part to get out of a bad situation. We do not need any special
treatment. What we need, both at the homeowner level and the
level of the local government, is a readiness by our leaders in Con-
gress to take action and make a difference.

Whether you’re in Toledo, Houston, or Los Angeles, we know that
you are listening to our issues. Thank you very, very much.

[The prepared statement of Ms. Skeldon Wozniak can be found
on page 445 of the appendix.]

Chairwoman WATERS. Thank you very much.

We will now hear from Matthew Stefanak, commissioner,
Mahoning County Health Department.

STATEMENT OF MATTHEW STEFANAK, COMMISSIONER,
MAHONING COUNTY HEALTH DEPARTMENT

Mr. STEFANAK. Thank you, Chairwoman Waters, and I would
also like to thank my Congressman, Representative Charlie Wilson,
for listening so intensively to our concerns about the growing blight
problem in this district.

When I started my public health career nearly 20 years ago, I
never thought of myself as an anti-blight worker, but over the last
couple of years, I have come to realize that the blight problem
caused by this housing crisis is a public health problem.

Blighted dwellings attract nuisances, and they attract disease
vectors, like raccoons, rats, and mosquitoes. This is the public
health concern that we face.

Also, unmaintained properties, especially those that were built
many years ago when the use of lead paint was commonplace, re-
lease lead and threaten to poison children when they reoccupy
those properties. In the Youngstown area, where 90 percent of our
housing stock was built before 1950, lead-based paint was in com-
mon use.

This housing crisis came home to roost for me over the last few
years, when I saw our numbers of housing complaints triple. Last
year my sanitarians struggled to respond to over 240 of these.
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I serve a health district that comprises 14 townships and 9 mu-
nicipalities in Mahoning County. They range from old steel towns
like Campbell, Ohio, all the way to Smith Township, which is a
rural Appalachian township. And in each and every one of those
communities, there is a blighted property.

I have made a poster here showing you some of them. If you
can’t see it, I am sorry. It illustrates the kinds of properties that
we are dealing with now in public health.

To give you a sense of what this means for people trying to keep
up their homes in some of these blighted neighborhoods, last year
I was listening to the news. One TV reporter interviewed Ms. Lori
Mayberry, who lives on Jefferson Street in Campbell, Ohio. She
tried to keep up her home as a resident, put paint on her front
porch, and flowers in her front lawn. But she has 10 blighted prop-
erties like these up and down her street.

She told the TV reporter, “This neighborhood was full, used to
be full of nice, quiet families. One by one they either moved or
passed away. Now it is just a bunch of abandoned homes that are
just deteriorating. I feel like I am being discriminated against. I
feel like they have put me in a category like if you live down here,
you deserve what you get.”

Now, units of local government, like mine and others, especially
the mayor of Campbell and our township trustees across the coun-
ty, want to do something to help people like Ms. Mayberry, but
they either don’t have the money or they don’t have the tools or
know how to use the tools to take down these blighted vacant
structures.

We are losing the war on blight, it seems, in Campbell, because,
first and foremost, as Congressman Wilson pointed out, we have a
lot of surplus housing. Our population has dwindled by up to 50
percent in some communities, like Youngstown, over the last 30
years. In Youngstown, in 1970, there were 160,000 people. Today
there are barely 80,000. Campbell has probably lost half of its pop-
ulation as well.

We have too much housing. You can buy a house in Campbell for
$2,000. If you bought it for %2,000 several years ago, it is probably
worth $500 now. You know, it costs $2,500 to $3,000 to knock down
that home today. It is worth less than it takes to knock it down.

That is why when Congressman Wilson and his colleague Con-
gressman Tim Ryan, our other representative from Mahoning Val-
ley, introduced the Emergency Neighborhood Reclamation Act of
2008, we were very excited because we think that kind of short-
term Federal help can help us tip the balance in our war on blight
in the Mahoning Valley. We need to right size our housing stock
in order to deal with the blight problem at the same time.

Some communities, like Campbell, really need that financial as-
sistance because those precious Community Development Block
Grant dollars for Campbell would need to be fully allocated over
the next 3 or 4 years to take care of the blight problem at the ex-
clusion of taking care of other needed city services, like sidewalks
and sewers and whatnot. There just isn’t enough money for cities
like Campbell to get a handle on their blight problem.

In not every community is just more money the answer. In Smith
Township, for example, the township could probably scrape to-
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gether the $2,500 to $3,000 it needs to knock down its blighted
structures, but it doesn’t know how to do it.

The township has tools to deal with blight, but in many cases
they have never done it before. They have never had to do it before.
And that is why that we have been trying in my district to educate
our fire chiefs, our zoning inspectors, our mayors, and our trustees
about their authority under Ohio law to deal with blight.

We brought in speakers from the State Health Department, and
State EPA earlier in the spring for a workshop. I have to tell you,
unfortunately, many of our fire chiefs and mayors came away
scratching their heads not knowing how to negotiate the regulatory
process to tear down or burn down blighted structures. One of the
participants wrote in his comments on the workshop, “This was de-
pressing. I feel like we are regulating ourselves into a Third World
country.”

So one point I would make, in addition to supporting short-term
financial assistance to help communities like ours, is that perhaps
Federal agencies, like HUD and EPA, could get together and offer
some clear guidance to their State partners and municipalities on
how to safely negotiate asbestos regulations and other air quality
regulations in those communities that want to deal with blight but
can’t or don’t have the money to do so.

Finally, my final point is that I wasn’t around for smallpox eradi-
cation in my public health career. It was before I started, but I
would like to be around for the elimination of another major dis-
ease for many children in this country, and that is childhood lead
poisoning.

We have made a lot of progress in my community and nationwide
in a push to our goal of eliminating this disease from this country
by 2010, but I think that progress is in jeopardy now because of
the deteriorated quality of our housing stock. That is why we would
ask the Congress to please protect and perhaps expand the oppor-
tunities to homeowners and landlords to make their properties
lead-safe through the HUD Office of Lead Hazard Control and
Healthy Homes.

Thank you. I hope I have made the case that this is also a public
health concern as well as an economic crisis.

[The prepared statement of Mr. Stefanak can be found on page
400 of the appendix.]

Chairwoman WATERS. Thank you very much.

Ms. Patricia Kidd, executive director of the Lake County Fair
Housing Resource Center.

STATEMENT OF PATRICIA KIDD, EXECUTIVE DIRECTOR, LAKE
COUNTY FAIR HOUSING RESOURCE CENTER

Ms. Kipp. Thank you, Chairwoman Waters, and I would like to
thank you for asking me to come. My name is Patricia Kidd, and
I am the executive director of the Fair Housing Resource Center.
We are a nonprofit fair housing advocacy agency that operates in
Lake County, Ohio.

Our county and people in the resident counties who spoke, we
have the same type of issues. But I want to try to take a different
approach, rather than give you statistics of all the problems. I
think we are all aware that we have a real issue here.
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Our agency has been a certified HUD housing counseling agency
since 2002. But, unfortunately, we have been at the front lines of
this foreclosure crisis since its beginning. Back in the mid 1990’s
and late 1990’s, I was helping on predatory lending. Here, 10 years
fast forward, we are dealing with the results of what predatory
lending brought to us.

Our agency had always done loss mitigation counseling for home-
owners. This is nothing new. It is not a new concept. We have been
doing this type of counseling since 2002. The difference between
then and today is that our numbers have increased over 300 per-
cent.

The numbers of homeowners that are coming to our offices seek-
ing services from our counselors are keeping us so incredibly busy.
It is time-consuming to assist a homeowner to work out a mortgage
loan. It is very time-consuming to try to get a servicer on the
phone. It takes anywhere between 6 to 10 phone calls just to find
a phone number where we can fax a release form to so that we can
get permission to speak to a borrower.

In my testimony, I have outlined 6 pages worth of chronological
order of one loss mitigation that we received recently, 6 pages, 4
months, 43 phone calls and e-mails, 43 of them.

Our qualified borrower was told that she didn’t make enough
money to get a loan modification at $800 a month but, instead, was
offered a $1,200 repayment plan. I don’t understand the logic.

We are dealing with single families, elderly couples. And it is dif-
ficult to see an elderly couple sitting before me who have planned
for their retirement 20 years ago as long as they made a substan-
tial amount of money and realizes today that they can’t afford to
make ends meet. And the house they raised their children in, like
somebody on the panel has already said, isn’t past the loan. The
house is going into foreclosure.

Everybody looks at the foreclosure statistics. But you want to tri-
ple that or multiply it by five. That is how many people are in de-
fault. We are dealing with people in default for 30 days, 60 days,
90 days, and running around scurrying, trying to do everything
that we can to try to prevent the foreclosure from happening.

But the other thing that I think Congress needs to take a look
at is it doesn’t just end after foreclosure. What happens next? What
about the people then? The house gets foreclosed on. It is not like
they fall off the face of the planet. They still have to go somewhere.
They have to relocate.

Nine times out of ten, the mortgages that the individuals have
that they are having trouble paying, then forcing them into fore-
closure is probably $300 less a month than the average rental
prices, they’'ve learned when they leave that house. And they have
to rent somewhere else.

Most of the reputable landlords require a credit report on initi-
ating a lease. Now we have homeowners—they couldn’t even rent
a decent place because their credit score doesn’t pass muster or
their foreclosure is a bad stain on their financial circumstances.

Representative Sutton said—and I had it written down—that we
have done a lot and there has been a lot initiated in order to try
to help this crisis moving down, but we need to do more.
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H.R. 5679 is definitely a step in the right direction. Let’s get the
mortgagors required to speak to us. As a HUD-certified housing
counselor, it would be nice to have a direct line to a modification
specialist and a direct individual whose job it is to speak directly
with our agency.

It shouldn’t take 4 months to work out a loss—do a loss mitiga-
tion or a repayment plan or a modification for a particular home-
owner. It should only take a matter of a couple of weeks. The indi-
viduals that our agency is seeing, this increase of 300 percent, is
only 10 percent of the total population.

Too many individuals are suffering this crisis, packing up their
belongings, and just leaving without picking up the phone. And
then when they come to us, we have to go to drag through weeks
and weeks and weeks of promises and we’re trying, we want phone
calls. I think there needs to be more accountability. We need to
have more direct contact with the servicers.

Mandatory mediation for any foreclosure filing after 30 days of
the complaint, not tail end of the litigation process, at the begin-
ning. Let’s bring the borrowers and the lenders to the table, bring
somebody who can mediate and negotiate on behalf and try and see
what we can do to try to keep people in their homes.

We are seeing too many. And theres are too few of us in our of-
fice to try to handle this. We can get more money for increased hir-
ing, our staff needs, but it takes us a while to get somebody trained
and up and running in order to effectively counsel individuals. Tak-
ing a look at the—just something simple as the Ohio domestic rela-
tions laws to try to prevent losing a primary home residence in the
issue of a divorce, tough regulation on every recovery scam pro-
gram.

We have enough bad things that are happening out there. Now
we have these individuals who are duping homeowners into quit
claiming their properties over to them, thinking that they are re-
covering their home when, in fact, all they did is just went from
being a homeowner to being a tenant. If they are 2 days late on
their rent, they are evicted, and they don’t even realize that they
ever transferred their property.

Increased offer instance to try and get homeowners to get to
counseling, to contact housing counseling agencies, such as myself
and the rest of my colleagues. And it is—then it is through State
governments, through renter regulations dealing with renters’
rights to prevent price gouging in rent or unfair and unconscion-
able lease option purchase agreements, which is going to be the
next issue that we are going to see in the future.

Thank you.

[The prepared statement of Ms. Kidd can be found on page 342
of the appendix.]

Chairwoman WATERS. Thank you very much.

I would like to thank all of you for your testimony. And let me
just share with you that I think this is the first time that I have
conducted a hearing where witnesses were willing to call names, to
identify problems in such a pointed way.

I have a great appreciation for the recommendations that you
have made. I have sat here listening today, and I am going to ask
a few of you to help us improve on some of the legislation that we
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are working on and to help us formulate even additional legislation
because I have heard some things here today that I think really
need to be addressed.

I will start my questions by simply asking whether or not you
know of any of our lenders or our service providers who have done
an excellent job in helping to do workouts and modifications and
whether or not they have had an impact in any of your commu-
nities or areas because they have been so great that they have
done outreach, they have found people who need help, they have
stopped foreclosures, they have been easily accessible. Anybody
know any of the lenders or servicers with that kind of description?

Ms. Kidd? Thank you very much. That was a loud “no” that you
don’t know anybody?

Ms. Kipb. No.

Ms. WozniAK. Madam Chairwoman?

Chairwoman WATERS. Yes, Ms. Wozniak?

Ms. WozNIAK. I was just going to say the service providers, lo-
cally it is the Fair Housing Center and GABEL, which is, you
know, the attorneys who assist communities, are the greatest re-
source, but, as Ms. Kidd said, if there is anything that Congress
could do to assist with legislation to allow proper staffing levels
with agencies like that because the numbers are so great.

So, chairwoman, thank you for that question. I think they are
the most unbelievable agencies with the ability that they had to ac-
tually reach lenders, unlike anyone else.

Chairwoman WATERS. I thank you. And I certainly was not refer-
ring to Ms. Kidd’s organization. You know to whom I was referring.

Ms. WozNIAK. Right, all of them.

Chairwoman WATERS. Basically those who have been, some of
whom have been, identified are here today that have a responsi-
bility for a lot of the subprime lending that we are not getting a
connection to.

Let me just ask Mr. Lloyd, could you provide us with some detail
of the number of Ohio homeowners assisted by FHASecure to date,
the impact of the recent changes to that issue, and the proportion
of homeowners in the State relative to the total need for assistance
preventing foreclosures you expect FHASecure ultimately to have?
Let us know what is going on. What is happening with that issue?

Mr. Lroyp. Well, to date, we have endorsed over 12,000
FHASecure mortgages in the State of Ohio.

Chairwoman WATERS. You have done much of this?

Mr. LLoyD. Well over 12,000, 12,244.

Chairwoman WATERS. What did you do?

Mr. LroyDp. Well, for those particular loans, they were either de-
linquent or they were conventional ARMs that were converted to
FHASecure mortgages. They could have been conventional mort-
gage products, subprime mortgage products, that were converted
into FHASecure and refinanced in a sense.

We have FHA, just standard FHA, loans across the State of
Ohio. We have roughly 10 percent of the market share, which the
point is still valid, 161,000 FHA-insured mortgages statewide.

As far as subprime, and when you look at FHASecure, that is
primarily for mortgages that have either reset or are about to
reset.
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Chairwoman WATERS. So describe to me the ARMs. Give me the
numbers of the ARMs that have been—that you have dealt with
when the—prior to reset so that people were able to either get refi-
nanced, to be able to continue with the mortgages that—in the way
that they were contracted with in the beginning of the—when the
mortgage began, and did not have to go into the reset or the in-
creased rate. How many of them?

Mr. LLoyD. I would have to go back and provide that information
to you. I don’t have it broken out for my records here.

Chairwoman WATERS. Because 12,000 is a lot. I mean, you are
giving us a figure of 12,000 that you dealt with, but we don’t feel
it here, do we?

Mr. LLOYD. I guess the other thing that I was going to say is that
when you look across—this information is based on the mortgage
bankers delinquency survey that came out, I think, at the end of
March. When we look at the situation across the State of Ohio,
there are 9,000 subprime ARMs out there that—whereby 28 per-
cent of those are now delinquent and facing foreclosure. So, you
know, when you look at it in those terms, there are a vast number
of mortgages that are still out there.

What we have been trying to do in doing our outreach, we have
been trying to encourage people not to wait until they are reset but
to come in and explore the possibility of refinancing.

Chairwoman WATERS. How do you do that? How do you encour-
age it?

Mr. LLoyD. Well, we have done that through outreach events
that we have held here in Ohio and—

Chairwoman WATERS. I am sorry? Outreach?

Mr. LLOYD. Outreach events.

Chairwoman WATERS. What does that mean?

Mr. LLoYD. That means foreclosure summits, foreclosure preven-
tion summits.

Chairwoman WATERS. In direct mail?

Mr. LLOYD. In direct mail to people who are anticipating resets
within the next 6 months.

Chairwoman WATERS. What kind of response have you gotten
from your direct mail?

Mr. LLoyD. Usually we get a response. It is very low in a sense
but roughly maybe 2%z to 3 percent.

Chairwoman WATERS. What would you advise us to do to help
FHASecure really identify outreach, too, and get people in to get
those mortgages before the resets kick in?

Mr. LroyD. If we could do more advertising, prime time adver-
tising, I think that would help tremendously. We have just gone on
a rally type of training campaign where we provided training to
lenders. We brought in practitioners, counseling agencies, and
State finance agencies to just talk about barriers that may be out
there that preclude people from being able to refinance.

One of the strong suggestions that was made—and we were en-
couraged to take this back to Brian Montgomery, our Housing
Commissioner—is to expand it to include not only just ARMs but
all subprime, you know, subprime fixed mortgages, fixed-rate mort-
gages, and the like.
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Chairwoman WATERS. Okay. Thank you very much. I am going
to move on.

Councilman, you talked about statutes or efforts to prosecute
fraud. Do you think we should do more of that?

Mr. BRANCATELLI. Thank you, Madam Chairwoman.

Absolutely I think it would be more aggressive marshaling all of
our Federal resources to prosecute. And then the flipping report
that you have shows where people were blatantly using the system,
blatantly using the no document loans, loans that were put out
there by mortgage companies.

And until we start going after measures of brokers and compa-
nies who are participating in this, we are not going to be able to
make as much headway as I think we should.

Chairwoman WATERS. I have been wanting to advocate to elimi-
nate the illegal no doc loans altogether. Do you support that?

Mr. BRANCATELLI. I would welcome that with open arms.

Chairwoman WATERS. Thank you.

Mr. Mayor, I am going to ask Congresswoman Stephanie Tubbs
Jones to bring us the information on the lawsuit that has been filed
by the City, against the Wall Street creditors, so that we can take
a look at that and perhaps somehow introduce that into the record
in a general way. Perhaps we can take some time on the Floor and
talk about that.

So I would like to thank you.

Ms. ZURzZ. Absolutely.

Chairwoman WATERS. All right. Congressman Wilson, do you
have any questions?

Mr. WILSON. Thank you, chairwoman.

I have a couple of questions. Number one, I would like to make
a statement before I ask a question. The statement is that we un-
derstand on a Federal level and in Congress what is going on, and
we don’t fault you at all for being angry. This new direction Con-
gress is trying to address the issues that need to be addressed.

I, for one, feel like I have been among a lot that has gone on
here, that I was in the Ohio Senate when we did Ohio Senate bill
185. T was very proud to be a part of that and feel that we were
able to curb some of the things that had been going on in the State
of Ohio. Red flags had been going up for several years. So it is nice
that we could finally get something done.

I wanted to mention as far as in Congress what has happened
since 2007, which I think it is never enough and it is never quick
enough. But I would like to touch on H.R. 5818 and H.R. 5830,
both of which have been discussed here this morning. They have
passed the House and are moving forward.

Also H.R. 3915, the Mortgage Reform and Anti-Predatory Lend-
ing Act of 2007 has passed the House in December of this past
year. Now, H.R. 1427, the Federal Housing Finance Reform Act of
2007, Chairman Barney Frank’s bill, has passed the House and is
now moving forward. It passed May 24th.

So action is happening. We would have liked to have seen this
4 or 5 years ago, instead of now. And then certainly what is going
on with Chairwoman Waters’ bill, that is, the Expanding American
Homeownership Act of 2007, has passed the House also, on Sep-
tember 19th of this past year.
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So things are moving. How we get them past the House and then
through the Senate is another situation. But we are definitely
going to continue working and continue pushing.

My first question is for Matthew Stefanak, from our area. Mat-
thew, thanks, first of all, for your help that you have given in the
good things that you have written and said for Jim Ryan and I as
far as with the new legislation moving forward.

We need to do as much as we can. The Neighborhood Stabiliza-
tion Act, which Chairwoman Waters helped us with very much, I
have never really had an opportunity to personally thank you and
thank you for—

They have had us on a comparative basis with California, our
housing values with the chairwoman’s State. There is a difference,
and we were able to get her to hear that and be able to get into
that, I think.

You know, really, she didn’t have to, being a senior member and
the chairwoman of our committee, but she was willing to do that
for the State of Ohio.

I just wanted to make that point because many times those
things go unheard. And thank you so much, Congresswoman. It is
that kind of thing that is showing this new direction Congress
working together to be able to accomplish things. And we have a
bipartisan effort on this. So I am proud of that.

Back to Mr. Stefanak. My understanding is that a lot of what is
going on in Youngstown right now is you had been doing some
demolition and gearing down to be more addressing your popu-
lation, I think you were saying it has gone from 160 to about 80.
And so you are gearing down.

We are hoping that this is going to be helpful to you. Do you see
being able to have money for demolition for moving forward to re-
move the blight from some of the neighborhoods? Do you think this
is going to be a significant positive action?

Mr. STEFANAK. Congressman, absolutely. I see it as kind of a
short-term investment that is really helping cities like Youngstown
and Campbell and other former steel centers tip that balance in
favor of moving towards a housing stock that is appropriate in size
for the population of that community.

Youngstown has a very ambitious plan for creative shrinkage—
shrink the City with a plan that would tackle the houses, for
80,000 or so residents, and create opportunities for new green
space and redevelopment.

And, as I said, outside of those areas where there are many
epicenters of the blight problem, like Youngstown and Cleveland,
there is probably less of a need for management assistance than
there is for some guidance to these communities on how to deal
with their blight problem before it becomes of the proportion of
enormity that it is in some of our cities, like Campbell and Youngs-
town.

Mr. WILSON. Good. Okay. Well, thank you. And hopefully you
will be able to use those funds for other things as the Federal
money begins coming in and to continue to brighten the neighbor-
hood and lessen the blight.

Mr. STEFANAK. I would add that there is the ability for munici-
palities and townships in districts in the State to recover some of
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those costs when those properties are demolished and made avail-
able for redevelopment to recoup those costs as property tax liens.
So a short-term infusion of some Federal assistance could benefit
those communities on down the line to help them deal with addi-
tional blighted properties that come up in the future.

Mr. WILSON. Thank you.

Chairwoman WATERS. Thank you very much.

And let me just say that, Congressman Wilson, I was focused on
demolition. I was a little bit concerned that we need rehab; we
don’t need demolition. But hearing you describe what is happening
with Campbell really helps me to understand a lot better why dem-
olition resources are so important. So thank you very much.

Congresswoman Kaptur?

Ms. KapPTUR. Thank you. Thank you, Madam Chairwoman.
Again, thank you so much for coming to Ohio, which is off your reg-
ular beat as you fly across the entire country from Los Angeles to
Washington on a regular basis. Can you imagine that kind of
schedule? Ohio truly thanks you for being here today and for bring-
ing the power of this committee to Ohio. Thank you so very much
for your leadership on so many issues of importance to the vast
majority of the American people.

Mr. Lloyd, I wanted to ask you a question, if I could, regarding
whether you know when HUD lifted its normal appraisal and un-
derwriting standards in the early 1990’s, certain mortgage letters
that were issued by the Department that overturned prior practice
within the Department, I believe it was in 1993. I am wondering
if you are aware of that at all.

And in addition, in terms of both underwriting and appraisal
standards, a major change that occurred, I believe it was in 1994,
was that Fannie Mae and Freddie Mac came under the regulatory
jurisdiction of HUD. Am I correct in that understanding?

Mr. LLoyD. That was before my tenure with the organization. I
have been on board since late 1999.

Ms. KAPTUR. All right.

Mr. LLoyD. What I will do, I can take that information back, and
provide a written document to the committee.

Ms. KAPTUR. All right. I thank you.

You know, during this period of time of the 1990’s, we saw the
time-tested principles of making loans, home loans in particular,
which used to be measured by character, collateral, and collect-
ibility. I think Congressman Wilson knows that well. Is anybody in
the audience old enough to remember when you actually knew the
person who made the loan to you? And we move from that into this
world of high finance.

I can remember after we came out of the savings and loan crisis
in the 1980’s; I served on the committee at that point. And I can
remember when they said, “Well, you know, Congressman, you
don’t ever have to worry because we are going to securitize mort-
gages. And this magic will be breaking up into pieces and giving
to the market. This is going to prevent any down turn. We will
never have another savings and loan crisis.”

But then as we move into the 1990’s, I think around 1997-1998,
Congress is a part of the problem looking back, because the Glass-
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Steagall Act, which had separated banking from commerce, was
abolished.

And so now we see the Federal Reserve bailing out Bear Stearns.
Think about that. Think about this change that occurred during
that decade before these fine numbers, many of them, arrived in
Congress, which set in place the opportunity for the high-risk strat-
egy. So the law also affects what is going on is my point.

I wanted to ask—I also wanted to thank the chairwoman for
bringing us together today. You are part of the conversation that
happened in Ohio that has not happened before. This is very use-
ful, including the people who are in the audience listening and
thinking with us and the think tanks that are out here, the ana-
lysts.

If we were to look at Ohio and to put your cumulative knowledge
together, if we wanted to go back and unwind what has happened
here, what would be the first bank or the first brokerage or the
first servicer that would have put their footprint on these subprime
loans in Ohio?

All right. Cleveland was a big player here. I mean, things hap-
pened in Cleveland. But what do we know of Lucas County that
we could lend to what you are involved with here? Is there a way
for you to look at the footprints? Go back. What was the first set
of institutions you stumbled across or who is at the top of your list?

You mentioned a couple of them here in your testimony, but it
is not a complete list. If you were to try to unwind what happened
here in Ohio to fully understand what we are all facing, do you
want to make any comment for the record? Could you provide for
the record additional material on your reflection on what is cap-
tured and how Ohio was dipped into?

Who was the first dipper? How did they get here? Then they left,
right? The paper got taken. Who took it? How can you help us un-
derstand?

I know you are dealing with casualties, and you don’t have time
to think about this, but this is a very important question because
this leads us, then, at the national level to understand the architec-
ture, the broad architecture, of what happened.

What we are doing now, Countrywide has plenty to apologize to
the American people for, but they are a downstream participant.
They were allowed to—they got into this market, but they are not
at the top. They are just involved in it. They and their folks be-
came beneficiaries.

Can you comment on this? As you look back at Ohio, look back
in Lucas County and Cuyahoga County. When—who were the door
openers? How did this happen here? What is the first—that is the
question across the country. What was the first institution or set
of institutions to invent the subprime instrument? It may have
been Superior Bank in Hinsdale, Illinois, but I can’t prove that yet.
But I want to prove it.

And then what company, what third party took those subprime
loans and gave them to Merrill Lynch? And then what happened
to the paper? We don’t know, but we need to know. What about
here in Ohio? What happened?
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Mr. WARREN. To the Chair and to the Congresswoman, I will
start on that. I will be brief. It is the right question. Frankly, I
can’t answer that with precision.

Ms. KAPTUR. We need to.

Mr. WARREN. Yes. And I recognize the need. Part of our goal of
our lawsuit is that we’ll get to a point where we are able to pursue
those questions in the courts. We will get to that. There are 21 de-
fendants, Wall Street-based defendants. And we will provide those
to whoever asks, the details of that lawsuit.

But the answer is it seems to me—and I mean, I just have sort
of some feelings about this. I mean, you know, the empirical data,
you know, provide lots of information on the casualties.

Ms. KAPTUR. Right.

Mr. WARREN. Where were the motives?

Ms. KAPTUR. And in through the media is all focusing—

Mr. WARREN. Yes. And we are going to—

Ms. KAPTUR. —on people trying to care for those who get hurt.
What about the ones that did the hurting? We don’t have as much
focus there.

Mr. WARREN. And where did that start? And, you know, they are
people with names and corporations and signed letters and sup-
porters.

Ms. KAPTUR. Was Banc One a part of this at all? Do you know?

Mr. WARREN. Banc One has not been a major player, no. They
have been involved. They have not been a major player.

Ms. KaPTUR. Who would it be here in the Cuyahoga County
area? Who is number one on the list?

Mr. WARREN. We have Argent. We have Countrywide. We have
Litton. We have a whole range of the subprime lenders that are na-
tional in scope. They descended on Cuyahoga.

Ms. KAPTUR. Did you know that they were—Countrywide, for ex-
ample, did you know that they were a primary dealer from the
Federal Reserve?

Mr. WARREN. I heard that this morning.

Ms. KAPTUR. So is HSBC. So is Citigroup.

Anybody else want to comment on footprints? Mr. Brancatelli?

Mr. BRANCATELLI. Thank you, Congresswoman.

I think if you go through some of the reports that we gave re-
garding mortgages in Slavic Village, it clearly indicates those who
were really on the front end of the part of the mortgage problems,
as the chief outlined, Argent Mortgage, Ameriquest, New Century,
Peoples Choice,—

Ms. KAPTUR. I am sorry. You are going to have to speak up loud-
er.
Mr. BRANCATELLI. Okay. Argent Mortgage, Ameriquest, New
Century, Peoples Choice, Countrywide, Long Beach, Aegis, Wells
Fargo. You can go down the list and see.

Actually, if you go to the Web site, it is kind of a mortgage flow
meter. You can see all the companies that are going out of business
are those who had their first fingerprints on this. I wouldn’t use
footprints unless I would use my point elsewhere. Really, it is fin-
gerprints on a crime. And so you can see those who have partici-
pated by just looking at the component numbers in our community.
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And I think, as Congressman Kucinich—as a matter of fact, as
a resident in the Slavic Village neighborhood, you know, the dif-
ference between the old Federal days and key bank days when you
walked in the bank and knew them, when these folks came in to
do their crime center neighborhood, you can see the devastation
that they have left behind.

It is pretty clear you can see the fingerprints on a number of
these, Beneficial and others, who came in and did their criminal
acts.

Ms. KAPTUR. And what percent of those, sir, would it take to get
that paper and move it to Freddie Mac or Fannie Mae to service?
What would you guess?

Mr. BRANCATELLI. Well, what was interesting, when the first
pieces of that started happening, they didn’t need—many of them
weren’t insured you know, they hadn’t worked through Fannie Mae
or HUD. As the crimes continue now, you start seeing a lot of those
that became insured through Fannie Mae and HUD, they used
those underwriting standards. And so it changed then and kind of
really kind of morphed into something different each year as the
crime changed each year.

And I think that when you talk about your demolition budget
and things that can be done, there are some things that can be
done without adding new House bills, that can be done just by pol-
icy, by responding.

When you look at the number of distressed properties that HUD
now owns, many of those should be demolished in our neighbor-
hood. The HUD Dollar program right now, we have gotten just in
our neighborhood 23 houses this year we are trying to get through
the HUD Dollar program. We have a 10-day window to respond to
get that household dollar. It has been now 6 months. We still don’t
have a deed to it.

Two-thirds of those in our neighborhood are slated for demolition
on a chiefs bill, and the city is having to pay for that. For a policy
change, all you have to say is the M&M Brokers have the right to
demolish properties and they can use the budgets that you have all
generously given to these M&M Brokers, to demolish those prop-
erties today without having to earmark any new funds.

Chairwoman WATERS. All right. Thank you very much. We can
move on to Congressman Kucinich. Thank you for that information.

Mr. KuciNIcH. Thank you very much, Congresswoman Waters,
again for holding this hearing.

I want to go right back to Mr. Warren. The City of Cleveland has
brought a lawsuit now against some of these companies. In the
course of developing the lawsuit, are you looking at the question
as to whether or not this entire subprime fiasco was engineered?
It did not just happen by accident, but all across this country, peo-
ple saw that low- and moderate-income people were a target for
these subprime products.

They knew that the people were credit risks to begin with. They
knew that there was a reduced level of financial literacy in some
of these communities. They knew that there were loans that were
being inflated. They knew that Wall Street was building enormous
portfolios of these subprime loans that were helping to fuel the
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growth of hedge funds. They knew exactly what was going on, as
opposed to it being an accident.

Which do you think it was?

Mr. WARREN. I—to the Chair, to the Congressman, I think you
are right. It is part of our lawsuit. Let me illustrate the point this
way. Slavic Village, the community that you represent, representa-
tive council and Councilman Brancatelli represents now, between
2004 and 2006, we saw a study that showed, then, the property
values of that neighborhood measured by reported purchase prices
in the county. From 2004 to 2006, actually, led Cuyahoga County
in great appreciation.

We saw that. We said, go back and do the study. There was
something wrong with it. And so you dig into that. And what you
find out is that properties worth $20,000, $25,000, and $35,000
were selling, being financed in subprime loans by the fiscal
$75,000, $80,000, and $90,000, 10 properties reported on the same
day, almost as if, you know, with the same number.

And, as you know, Congressman, in Slavic Village on the south-
east side of Cleveland, there are a lot of doubles, so prevalent we
call them the Cleveland doubles, two-bedroom apartment down,
two-bedroom up. These are classic where the properties were re-
verted to rentals. And then they were picked up at these $85,000
and $90,000 rates where really the true market value is $40,000.

Now, to your point, how does that fit into some sense of con-
spiracy? Well, the point being is that these are properties that are
then bundled or mortgages paper bundled and sold to the sec-
ondary market. And then values seemingly to the rest of the world
are so low, they don’t—it is not a blip in the screen. They just bun-
dle them as part of thousands of properties on a portfolio.

And so you might say—and, you know, we haven’t proved it, but
we are pursuing this—that part of the strategy, perhaps from afar,
is to look at markets where the values, property values, are so low
that a doubling of the value from the true value to the market or
to what the sale was doesn’t get noticed. It is easily scurried and
moved along.

Mr. KuciNicH. Well, here is the point. Speaking out, we should
be honest here. These banks, these lending institutions, they knew
exactly what they were doing. They knew they were going into the
poor neighborhoods. They knew they could jack up the value of the
properties through inflated appraisals. They knew if they loaned
and then fronted them later on and then they turned out to be
securitized, that this would be part of a go-go-go approach on Wall
Street, a hedge fund.

And so what you have is some people made a lot of money on
these scams, but here is Wall Street supposed to be the really
smart people are going to avoid any risks. They are taking the
riskiest instruments—the four pronged instruments particularly
clean piece of property while the rest of the neighborhood around
them 1s falling away. Their property value goes down. I mean, this
is a crime. There is no other way to do it.

And I would urge the City of Cleveland to look at not only pur-
suing the fraud statutes against these people but also a fast action
suit on behalf of African Americans who, no question about it—
there are civil rights implications.
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And the fact that money wasn’t loaned to people in the first place
according to the Community Reinvestment Act, subprime loans
were ignored, and then—the prime loans were ignored, then they
come up with these subprime products that have fraud written all
over them. And, you know, this is an issue that goes to the core
of our financial situation and goes to the core of whether people
can trust these lending institutions. And the City of Cleveland be-
cause it is at the epicenter of this crisis can also be at the epicenter
of the solution.

I want to thank all of the representatives from our community
who are here, the members of the council, who have had to deal
with this on a daily basis. You know, Mayor Terrell will tell you
this still concerns the city council.

When I was at council years ago, if you had a single home in
your community that was boarded-up, it was a problem. You hear
about the neighborhood groups organized around this. Okay?

How many, Mr. Brancatelli, are there out there in Slavic Village
now?

Mr. BRANCATELLI. Mr. Congressman, we have over 1,000 vacant
properties identified.

Mr. KuciNICH. We cannot let these lending institutions get away
with this and just say, “Well, it is the people’s fault. They should
have known better.” They knew exactly, these lending institutions
knew exactly, what they were doing. Wall Street knew exactly
what was going on. And there has to be—somebody is going to have
to pay for this.

Our community has already paid. Now we have to follow through
on this. As Congresswoman Kaptur says, we have to follow this
money all the way to where it leads.

Madam Chairwoman, I hope this committee gets subpoena power
so that you can start to go into this. And I will certainly support
every effort that you make.

Thank you very much.

Chairwoman WATERS. Thank you very much. Thank you.

Congresswoman Stephanie Tubbs Jones?

Mrs. TuBBs JONES. Thank you, Madam Chairwoman.

First of all, I would like to recognize another elected official from
my congressional district who has joined us. His name is Peter
Lawson Jones. He is my cousin. And he is a Cuyahoga County com-
missioner.

Also, because we were limited in the number of witnesses that
we could bring before the committee, I do want you to also know
that Mayor Georgine Welo represents the First Ring Suburbs. She
is the president of the First Ring Suburbs. And I am talking with
her about these issues.

In her City, there was a street on which one woman owned 11
houses. How does one woman own 11 houses and have no real re-
portable income? Georgine, the City of South Euclid came to the at-
tention of this as a result of receiving more than 1,000 calls and
complaints on this street for the police department.

What they ultimately did was they purchased these houses. The
City bought every one of the houses and then redid the financing
because there was no other way that they could immediately get
some resolve in there.
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And I just want to congratulate Georgine Welo and that City for
the work that they did.

There are other cases where cities may have the opportunity to
fix some of the problems. We hope that they don’t have to do that,
which Georgine Welo was saying that they spent tons of money
cutting the grass, all of the things that we have been talking about
in the process.

I would also hope that when we get to our second panel, you are
going to hear some of the litigation that has been implemented by
the housing advocates and other organizations to address many of
the issues that my colleagues have talked about previously.

I am just so thrilled that here we are in 2008, paying attention
to what has been going on in our community for years. And I am
just so thankful that all of you each took time to come in.

I would want to pontificate a little bit and ask a few more ques-
tions, but I am just going to associate myself with the comments
of my colleagues.

I do want to see, Chris, if there is anything else you want to add
or, Mr. Brancatelli, anything else you would want to add very brief-
ly. And I am going to yield back my time. Chris?

Mr. WARREN. To the Congresswoman and the Chair, again I
want to thank you for this effort today, your work on a variety of
fronts on our behalf.

It is a long way back. I think speed is of the essence. The House
is clearly taking a strong position. There are issues in terms of
looking at culpability and motives that can’t be ignored as we look
at remedies. I would agree with that. Hopefully our lawsuit would
be helpful in that way. But, again, thank you for your leadership,
in particular.

Chairwoman WATERS. Mr. Brancatelli?

Mr. BRANCATELLI. Thank you, Congresswoman. I think, as I
mentioned earlier, looking at policies for HUD, Fannie Mae, and
disposition of those real estate and how we can rescue neighbor-
hoods is critically important.

The other piece I want to note, which I don’t think any of the
panelists really hit on hard, was the next wave of the tsunami. And
this is these houses that are being dumped on the market for pen-
nies, for pennies. You are seeing thousands of houses sold on eBay
every day for $1,000 or less.

In our neighborhood, we had hundreds and hundreds of homes
that are being bought by out-of-town brokers, from California and
on—I am not saying there is anything wrong with California. It is
kind of hard to manage scattered site-condemned homes from Cali-
fornia.

Chairwoman WATERS. It is okay.

Mr. BRANCATELLI. And so we really need to look hard at how we
can try and get in front of that next wave so that more families
aren’t impacted.

The other thing, members of the panel today talked about these
new lease-purchase programs, not lease-purchase but companies
that are turning the favor and knocking down the real estate. And
we need to stay in front of that because that is what our service
providers are going to be dealing with next.
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And we are looking at cutting ways of dealing with some of the
issues we are facing. We talk about demolition as a tool. We are
also looking at deconstruction. And as we pick up our houses, when
you talk about an energy crisis now, being able to use
deconstruction as a tool for recycling materials and saving some of
our neighborhoods and saving some of our resources is just as im-
portant.

So I appreciate your being with us.

Mrs. TUBBS JONES. Lastly, I want to say in conjunction with the
comments of my colleague Mr. Kucinich, that as we have been look-
ing and focusing on the fact that predatory lending predominates
in African-American communities, the Congressional Black Caucus
has been up front on this issue since way back, almost back when
you got here, Congresswoman Waters. And we have done a lot of
things.

But, lastly, I would say to everybody listening: you must, you
must understand what you are signing and you must understand
who you are going to be operating with. It is so very important.

I don’t care what kind of legislation we implement. I don’t care
what kind of things we do. If you don’t pay attention to what you
are doing and get the financial literacy information and understand
the process, we can’t stop what is going on.

Whomever is listening, you must pay attention. You must take
a look at your grandparents and your mothers and your aunts and
your uncles, the seniors in our community, whom they prey upon,
not only in the course of building or buying a home but in the
housing reconstruction and remodeling. That is the other way they
attack senior citizens in our communities.

So again, Congresswoman Waters, thank you for your leadership.
Thank you for holding this hearing. And I yield back my time.

Chairwoman WATERS. Thank you.

Congresswoman Sutton?

Ms. SuTTON. Thank you very much.

Your testimony was extraordinarily insightful, and I appreciate
the passion. I just want to be brief. This is obviously a multifaceted
challenge that we face. And a lot of the angles have been discussed.
I appreciate the questions of my colleagues, which get at the heart
of many, many key parts of this issue.

I would like to begin, though, by speaking to Ms. Kidd. If my col-
leagues haven’t had the chance yet to look at the transcript or the
record of you trying to seek assistance to help somebody who was
trying to take action early on when she identified that she was
going to have problems and fulfilling the commitment that she is
in, it is an amazing account.

And I don’t know if there are more of these that you can make
available to folks like myself and other members of this committee
as well as Congress, but this is really helpful because we see as
we look through this that all of the nonsense that occurs along the
way, the nonsensical direction that people are given—on one occa-
sion if you were to read through this—I will just share—when you
are seeking help for getting lower payments, when they do the re-
work, it is actually a higher payment. And that happens I think
several times throughout the course of this. You are actually told
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to wait to seek help until you are further behind because then help
might be available.

So all of this information is really important. One of the reasons
why I ran for Congress is because policies don’t always make sense
when they are being applied. And we also need to see what actors
are do(iing what in the process. So that is why this hearing has been
so good.

And, Ms. Kidd, if you could provide us with more information
like this? I know a lot of people don’t want to tell their stories, but
it is important that we know really how this works at the ground
level when you are trying to deal with a foreclosure.

Ms. KipD. Yes, definitely.

Ms. SutToN. Thank you.

Also, one of the things that has been troubling to me and we
haven’t talked a lot about it here yet today, although the chair-
woman did attempt, Mr. Lloyd, to ask you some questions—and I
am going to follow up on those—you know, we have heard a lot
about H.R. 5818 was passed. And it is a great, great bill that the
chairwoman has shepherded through the House.

And if that bill is signed into law, which I think it deserves, your
testimony says that will bring over $830 million in grants and
loans to Ohio to help us rebuild our communities that have been
devastated by the effects of this crisis if that bill is signed.

Now, sadly, that bill isn’t signed. And it doesn’t look like under
this Administration, that we are likely to get that bill signed. And
that is a problem. Okay?

I am troubled about the Administration’s, what appears to be
overly simplistic responses to some of the thoughtful plans that
have come out of the Congress and especially the subcommittee
that we are in today.

Oftentimes you hear this issue framed as an issue of irrespon-
sible borrowers. And I concur with my colleague Representative
Tubbs Jones that we have to be careful, we have to be educated,
and we have to do our best to know what it is we are getting into.
But it is framed as an issue of irresponsible borrowers and lenders
that don’t deserve government bailout.

But then the rhetoric ignores what I said was this multifaceted
crisis. First, this is a systemic problem that involves the failure of
multiple regulation and accountability mechanisms. We have heard
that discussed here today.

And, second, our fates are tied together. We have also heard how
that is discussed today. A house goes into foreclosure. Regardless
of the fault, it doesn’t just affect the family who lives there. It re-
duces the local tax base. It has health consequences, safety con-
sequences. And so the effects of foreclosure are felt all around.

And the HOPE NOW program, the initiative that you addressed,
you addressed, Mr. Lloyd, I just don’t think that it was structured
to address the enormity of the problem at hand. And so I think
that there is much lacking.

There have been some issues with the numbers being reported
by the HOPE NOW initiative, as the Comptroller of the Currency
has brought up in recent days. He suggested that perhaps only a
small fraction of the number reportedly helped by HOPE NOW
have received assistance.
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And, in addition, there appeared to be significant discrepancies
between reported percentage of repayment plan versus the actual
loan modifications. And it is not a rounding error. These are major,
]ronajor differences in the numbers. They are different sets of num-

ers.

So, Mr. Lloyd, do you have any numbers on—I know we tried to
get this a little bit earlier—on how many individuals from Ohio
have been helped through this initiative, how many have been
saved, literally saved, from foreclosure, how many have received
loan restructuring versus loan modifications? I know that it is a bit
early in the program, but what is the success rate? Basically what
is the success rate of keeping families helped by HOPE NOW in
their homes?

Mr. LLoyD. Unfortunately, I don’t have the numbers for HOPE
NOW. I have primarily concentrated on the FHASecure numbers.
And I am versed in our numbers for the FHA portfolio. But I will
go back and retrieve those numbers for you and try to find out ex-
actly why there has been such discrepancies noted.

Ms. SuTTON. Okay. I would appreciate that. I realize that you
don’t run this program, and so this is not an attack on you. But
the problem reported about the HOPE NOW alliance, we are won-
dering what we can do to improve it. And that coupled by some of
the other experiences in the information that has been brought to
light today, we would find that very useful.

With that, I yield back my time.

Chairwoman WATERS. Thank you very much.

Mrs. TuBBs JONES. Madam Chairwoman?

Chairwoman WATERS. Yes?

Mrs. TuBBS JONES. For the record, I have in my hand and I
would seek unanimous consent to add to the record an emergency
resolution passed by the Cleveland City Council asking the Cuya-
hoga Board of Common Pleas to institute an emergency foreclosure
moratorium, to stay all active and newly filed foreclosure cases in-
volving occupied residences and continue to work with council and
community organizations to implement a comprehensive program
that strengthens distressed neighborhoods. And this is from all six
council members.

Chairwoman WATERS. Without objection, that will be submitted
as part of the record for today. Thank you very much.

Ms. KAPTUR. Madam Chairwoman?

Chairwoman WATERS. Yes?

Ms. KAPTUR. I know that you are about to conclude, but I did
want to just ask or suggest to the representatives from the Cleve-
land area since we have representatives from Lucas County and
Youngstown, the Mahoning Valley area, perhaps the attorneys that
exist in those counties could join your suit or augment your suit.
People might want to think about this as you proceed forward. I
think that we probably haven’t done that in our region of the State.
It is a very interesting path to pursue.

So I just wanted to put that out there. And I thank you, Madam
Chairwoman, for yielding the time.

Chairwoman WATERS. You are certainly welcome. And I would
just like to send a message to the Governor that we commend him
on his leadership, including to the Compact. That has not been
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done in other areas for the most part. They have not tackled the
foreclosure problem in quite that way. We will be interested in
your submitting more information to us about what the impact has
been to date.

And we want to know when you have servicers make their first
report on their efforts and subsequent successes. And if there are
servicers who have declined to participate, we would like to know
that, too. I think that information will be very helpful as we go for-
ward.

Ms. Zurz. Thank you, Madam Chairwoman. I will tell you that
we very much appreciate your recognition of that. We do have a lot
of work to do here as well.

But to the point of—and you asked the question earlier of any
servicers going above and beyond, we are saying “no.” And I would
be remiss to say that those that signed the compact from our per-
spective are at least trying to make the efforts. And I don’t want
that to go unnoticed because they are responding to us and they
are working with folks.

Do I think it is enough? No, I don’t, and nor does the Governor.
But it is a start. We will be happy to get you details, which the
first reporting period is up in about by the end of the week.

Chairwoman WATERS. Well, I appreciate that. We don’t have
time to go into the legislation that I am working on now, but it is
directed at servicers. And we are going to need some help because
one of the things we have discovered is that we have no regulation
over servicers. We have to create a body of law to deal with them
because they are the key now, based on the fact that our citizens
cannot get back to the institutions that originated the loans, from
the broker etc., those security kinds of loans—that was packaged,
they’re all in service now, and these servicers have a lot of power.
But they said to us that they were afraid to use the power because
they could be sued by the investors.

We have tried to help with that in this legislation by eliminating
liability and all of that but still they are not coming forward, be-
cause they have no laws to make them. We have to help them come
forward. And we need a lot of pressure from all of our community
groups and organizations to do this.

Ms. Kidd, your testimony was right on point about servicers. No
telephone numbers, no way to get in contact with them. Some of
the loss mitigation is done offshore, where people use a piece of
paper with 10 questions. And after the 10 questions are answered,
the telephone is hung up, and that is it.

So we know that we have a lot of work to do in this area. I want
to thank all of you. And I would like to note that some of our mem-
bers may have additional questions for this pane], which they may
wish to submit in writing. Without objection, the hearing record
will remain open for 30 days for members to submit written ques-
tions to these witnesses and to place their responses in the record.

This panel is now dismissed. And I thank you so much. I would
now like to welcome the second panel.

Chairwoman WATERS. Our next panel consists of: Mr. Andrew S.
Howell, executive vice president and chief operating officer, Federal
Home Loan Bank of Cincinnati; Mr. Michael Van Buskirk, presi-
dent and CEO, Ohio Bankers League; Mr. Michael Gross, man-



44

aging director, Loan Administration and Loss Mitigation Division,
Countrywide; Ms. Kimberley Guelker, president, Lorain County As-
sociation of Realtors; Mr. Lou Tisler, Neighborhood Housing Serv-
ices of Greater Cleveland; Mr. Edward G. Kramer, director and
chief counsel, The Housing Advocates; and Mr. Frank Ford, senior
vice president for research and development, Neighborhood
Progress, Incorporated.

We are going to start our testimony with Mr. Andrew S. Howell.

STATEMENT OF ANDREW S. HOWELL, EXECUTIVE VICE PRESI-
DENT AND CHIEF OPERATIONS OFFICER, FEDERAL HOME
LOAN BANK OF CINCINNATI

Mr. HOWELL. Good afternoon. Madam Chairwoman and members
of the subcommittee, I appreciate the opportunity to speak to you
today on behalf of the Federal Home Loan Bank of Cincinnati
about the role our bank has played to help restore balance to the
housing finance market and, specifically, to help at-risk home-
owners. My name is Andy Howell, and I am executive vice presi-
dent and chief operating officer of the Federal Home Loan Bank of
Cincinnati.

The Cincinnati Bank is one of 12 regional Federal Home Loan
Banks established by Congress in 1932 to provide liquidity to com-
munity lenders engaged in residential mortgage lending and eco-
nomic development. For over 75 years, we have fulfilled the hous-
ing finance mission with a successful cooperative structure com-
prised of local lenders and regional management.

Our primary business is the provision of low-cost credit in the
form of secured loans or advances to our members. We do not
securitize loans. Our members, in turn, use these advances to fund
their daily credit needs, such as originating mortgage loans, afford-
able housing activities, investing in community projects, or man-
aging their own balance sheets.

The Cincinnati Bank’s role increased dramatically in 2007 due to
the unprecedented disruptions in credit and mortgage markets that
have continued into 2008. Industry access to liquidity was substan-
tially restricted, and members increasingly turned to us to support
their daily funding needs. Demand for our core products—ad-
vances—has reached historic levels.

Since 2000, the State of Ohio has been severely impacted by the
substantial rise in residential foreclosure activity. Although ques-
tionable lending practices of some have contributed to the rise in
home foreclosures, our general experience is that many distressed
homeowners did not originate mortgages with a lot of these finan-
cial institutions. Nonetheless, the impacts of foreclosures are sub-
stantial to both homeowners and their communities.

In addition to meeting our congressionally-mandated liquidity
mission, we believe that the combined efforts of our members,
housing partners, Advisory Council, and our Board of Directors,
has led to the development of meaningful foreclosure assistance
programs. The result has been the offering of three foreclosure
mitigation programs that address the problem from different per-
spectives, and a fourth program is under development.

The first program is called HomeProtect, wherein we have made
available to our members $250 million in advances at our cost of



45

funds, targeting these funds to help our members refinance home-
owners at risk of delinquency or foreclosure. We instituted this pro-
gram in June of 2007, and have approved commitments of more
than $128 million to date.

Second, we have taken actions to direct more of our Affordable
Housing Program funds to assist with foreclosures. Later this year,
we will award roughly $13 million through this program, and we
have modified the scoring of these applications to favor high-fore-
closure areas and projects that will return abandoned foreclosed
homes to occupancy. With these new scoring criteria, we expect to
see funds directed to those areas of Ohio that have been hardest
hit by the foreclosure crisis.

Third, in February 2008, our Board instituted a voluntary pro-

ram called Preserving the American Dream, which will provide
%2.5 million for foreclosure counseling and mitigation. Under this
program, we will provide up to $3,500 per household, through our
members and qualified nonprofit counseling agencies.

There is also a fourth effort underway. Regulations currently pro-
hibit the bank from using Affordable Housing Program funds to
help our members refinance mortgages for at-risk homeowners. We
have petitioned our regulator—the Federal Housing Finance
Board—for a regulatory waiver of this restriction.

To date, we have experienced modest success with HomeProtect.
The interest level for the American Dream assistance is high, and
we are optimistic that the Affordable Housing Program scoring ad-
justments and regulatory changes will be well received.

In closing, we support a collaborative effort with multiple initia-
tives to provide both preventative and effective solutions to the
foreclosure issue. The Federal Home Loan Bank, its 726 members,
and hundreds of housing partners, are working diligently to pro-
vide long-term solutions to create and maintain healthy commu-
nities and cities.

Madam Chairwoman, thank you for the opportunity to address
the subcommittee on this important matter. I would be happy to
answer questions at the appropriate time.

[The prepared statement of Mr. Howell can be found on page 335
of the appendix.]

Chairwoman WATERS. Thank you very much.

We will now hear from Mr. Van Buskirk.

STATEMENT OF MICHAEL VAN BUSKIRK, PRESIDENT AND
CEO, OHIO BANKERS LEAGUE

Mr. VAN BUSKIRK. Chairwoman Waters, members of the sub-
committee, and other Members of Congress from Ohio, thank you
for the opportunity to appear before you today.

The Ohio Bankers League is a nonprofit association representing
Ohio’s commercial banks, savings banks, and savings and loan as-
sociations. My name is Michael Van Buskirk, and I am the Associa-
tion’s president.

Chairwoman Waters, as you know from your Ohio colleagues,
and as we all heard from the witnesses on the first panel, our
State, particularly its northern part, is suffering economically.
Mortgage loan delinquencies and foreclosures have been one pain-
ful result.
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Although foreclosures are a national problem, foreclosures in
Ohio have remained stubbornly higher than the national average
for at least the last 3 years. Other parts of the country, including
your home in Los Angeles, face troubling foreclosure problems.
However, the nature of foreclosure problems differ regionally.
Therefore, we are particularly grateful you have come to Ohio to
gain insight into the circumstances here, as the subcommittee
works to find ways to help the national recovery.

Ohio’s economy has struggled for at least the last 12 years. In
northern Ohio, like Michigan, a decline in manufacturing employ-
ment continues to be a contributing factor. In eastern Ohio, a part
of the country that is in Mr. Wilson’s district, a similar story is told
through the decline in the mining industry.

While Ohio’s problems are not new, they have grown much more
severe. In 1995, we suffered 15,000 foreclosures. Last year, we had
83,000. Not surprisingly, foreclosures have been the highest in the
northeastern part of the State, where job losses in the auto, steel,
glass, and rubber industries have been the highest.

Before I offer the Association’s perspective on what is being done
and what can be done to mitigate foreclosure short term, I would
like to offer a few observations on the causes of our current prob-
lem along lines that you asked the first panel, which I hope will
help you as you chart this country’s course to avoid a recurrence.

Historically, most consumer mortgages in this country were fund-
ed from insured deposits. Lenders were banks, thrifts, or credit
unions that kept the mortgages in their own portfolios. For that
reason, the lender had a shared interest in the ability of the bor-
rower to repay the loan. It suffered the loss if the consumer could
not repay the loan.

In addition, these institutions were regularly visited by trained
governmental examiners who analyzed both the safety of the lend-
ing practices as well as their fairness. That fairness measurement
was given increased definition by Congress over time through laws
like the Truth in Lending Act, the Home Mortgage Disclosure Act,
the Equal Credit Opportunity Act, the Real Estate Settlement Pro-
cedures Act, the Fair Housing Act, and the Home Ownership and
Equity Protection Act, among others.

By the 21st Century, lending in Ohio had become globally fund-
ed. Investors ranging from foreign governments to Ohio public pen-
sion funds bought securitized mortgages, rated as very safe by
international rating agencies. The securitized loans were usually
originated through a new retail outlet called a mortgage broker.
The ultimate owner of the mortgage did not know the borrower. In
fact, they often knew very little about them.

This new system did bring benefits to the consumer. The huge
inflow of mortgage funds helped lower interest rates, and market
entrants, at least when they were ethical, gave consumers more
choice. Technology allowed mortgage and rate shopping through
the Internet. However, the new system also triggered significant
problems. Non-bank brokers had no financial stake in the bor-
rower’s ability to repay. Both the Ohio broker and the Wall Street
securitizer were compensated by sale. Neither suffered loss if the
ultimate product didn’t work.
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Historically, mortgage brokers in Ohio were not licensed. In
2006, when Congressman Wilson was in the General Assembly, our
legislature required mortgage brokers to be licensed and, for the
first time, required a criminal background check. While Federal
lending laws theoretically applied to them, there was no enforce-
ment. Most Ohio mortgage brokers were ethical and did comply
with the lending laws. However, as history repeatedly has proven,
scoundrels will flow into an enforcement vacuum.

Ohio’s Department of Commerce discovered many hundreds of
applicants were convicted criminals when it began a licensing proc-
ess.

Uneven governmental protection had unintended competitive
consequences, too. Since non-bank brokers do not face the same
high level of regulation and oversight as banks, they benefitted
from significantly lower operating costs. Competitively, FDIC-in-
sured lenders in Ohio suffered significant loss of mortgage share.

Today, Ohio is fighting unethical lending practices. Commerce
Director Kim Zurz, whom you heard from earlier, has greatly
stepped up enforcement efforts under the Strickland administration
during her relatively short time in office. Every Ohio mortgage bro-
kerage today now gets some sort of review every 18 months. That
compares to no review at all in past years. While we believe more
needs to be done, efforts continue to achieve adequate rigor of ex-
amination.

Unfortunately, as the subcommittee and the full committee
learned, many States still do little or no enforcement. Therefore, we
commend the House’s work to require all mortgage brokers to be
licensed, to set minimum Federal standards, and to establish a
Federal alternative if a State fails to act.

We would suggest you consider one change to the House-ap-
proved bill, though. The House designated HUD to act if the State
fails to do so. While HUD certainly has a great deal of expertise
in housing, we believe that the Office of Thrift Supervision, which
has trained mortgage examiners in most major cities across the
country, including here in Cleveland, in Columbus, and in Cin-
cinnati, is positioned to be immediately effective.

We also want to take this opportunity to publicly support other
of your initiatives, including expanding the powers of FHA to guar-
antee a reworked mortgage, where the investor or lender agrees to
reduce the principal to less than the current appraised value, and
to provide grants to purchase abandoned properties in distressed
neighborhoods and restore it to productive use.

I want to commend Congressman Wilson’s amendment to the bill
to increase the allocation formula benefitting highly important cit-
ies like Cleveland. Funds to remove the blight of unsaleable homes
in blighted neighborhoods are sorely needed here.

We commend the provisions in the bill which would dramatically
increase funds available to fight foreclosure—a subject I want to re-
turn to a little bit later in my testimony. Perhaps most impor-
tantly, we support the creation of a credible regulator to ensure the
safety and soundness of the housing-related, government-sponsored
enterprises.

Ohio is not a homogeneous State. To be successful, Ohio banks
and thrifts must tailor their operations to meet the needs of com-
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munities each serves. Most Ohio banks maintained prudent under-
writing discipline in the face of mushrooming competition from
mortgage brokers and other non-traditional lenders. Very few are
engaged in subprime lending. As a consequence, these banks and
thrift institutions lost market share as some customers were at-
tracted to loans with teaser rates, little or no requirement for docu-
mentation, or features like non-amortizing payments.

Remediation processes tend to be tailored to individual markets,
too. But in surveying practices, the successful ones at least, we
found common elements. Banks want to keep borrowers in their
homes. They will work with borrowers on a case-by-case basis, fore-
closing only when all else fails. This is not altruism. It represents
enlightened self-interest. A loan reworked to the borrower most
times will cost the investor or the lender less than foreclosing on
a property and selling it under the circumstances we heard the
first panel talk about.

If you look across the foreclosure filings in counties across Ohio,
you see that the overwhelming majority of foreclosure filings are
not by Ohio-based banks or thrifts. In surveying our members, we
have found that as long as there is good communication and good
faith from the borrowers, ethical lenders routinely waive late fees,
permit partial payments, extend terms, and in some cases, forgive
past due amounts, lower interest rates, or reduce principal.

We do need to focus on one recurrent problem—communication
with the borrower. One of the greatest challenges ethical lenders
face is getting delinquent borrowers to talk with them. Mailings
and telephone calls often go unanswered. I think we can under-
stand that financial problems are embarrassing. Financial literacy
is poor. Too few borrowers understand that an ethical lender is
strongly motivated to work with them. Too few borrowers under-
stand that there are competent, neutral counseling services that
can help.

Increasingly, these competent counseling services—

Chairwoman WATERS. I'm sorry. Your time was up a long time
ago.

Mr. VAN BUSKIRK. I am sorry. Thank you for your indulgence.

Chairwoman WATERS. Thank you.

I am going to move on to Mr. Michael Gross, managing director,
loan administration and loss mitigation, at Countrywide.

STATEMENT OF MICHAEL GROSS, MANAGING DIRECTOR,
LOAN ADMINISTRATION AND LOSS MITIGATION DIVISION,
COUNTRYWIDE

Mr. Gross. Good afternoon, Madam Chairwoman, and members
of the Ohio delegation. Thank you for the opportunity to appear
here today to discuss Countrywide’s efforts to help families prevent
avoidable foreclosures. We have testified on three previous occa-
sions to this subcommittee about these efforts, and today I will up-
date our progress, also providing additional information on our ac-
tivities in Ohio.

While our progress has been significant, we clearly recognize that
more must be done. A key component of the successful loss mitiga-
tion initiatives undertaken by national servicers includes partner-
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ships with financial counseling advocates and community-based or-
ganizations.

At Countrywide, we continue to expand our outreach to ensure
that every customer who needs help is reached. In addition to our
NACA partnership, which we discussed with this committee last
fall, we have strengthened our national relationships with
NeighborWorks, the Homeownership Preservation Foundation, the
National Foundation for Credit Counseling, and ACORN.

Nowhere are partnerships with effective counseling and advocacy
organizations more important than in difficult markets like Ohio’s.
Here in Cleveland, we have long had a strong relationship with the
Neighborhood Housing Services of Greater Cleveland. We also have
forged a strong working relationship and signed a home retention
agreement with ESOP, Empowering and Strengthening Ohio’s Peo-
ple, which also provides valuable assistance to residents in Cleve-
land’s hardest hit neighborhoods.

Since December of 2007, ESOP and Countrywide have assisted
135 borrowers. With over half of those borrowers, we have been
successful in preserving homeownership into the future—a success
rate that both Countrywide and ESOP take pride in but want to
improve. We also are working with the State program—Ohio Save
the Dream—and 26 of our borrowers have sought help through that
program. Likewise, in Cincinnati, we have begun working with our
borrowers to seek counseling and assistance from the nonprofit,
Working in Neighborhoods.

We are actively engaged in foreclosure prevention outreach pro-
grams with both governmental and community organizations
around the country. So far in 2008, we have participated in nearly
170 home retention events around the Nation, including foreclosure
prevention fairs and train-the-trainer events.

In Ohio, we have participated in outreach events around the
State sponsored by the State of Ohio, HOPE NOW, and ACORN.
We as well have staff here on campus today helping our customers.
Countrywide remains committed to helping our customers avoid
foreclosure whenever they have a reasonable source of income and
a desire to remain in the property.

In addition to our work to provide home retention solutions to
customers, we are working with nonprofits from ESOP to Enter-
prise Community Partners, NeighborWorks, and others, to identify
how Countrywide can be a partner to communities with greater
numbers of vacant and boarded-up properties. We are providing
them with information on Countrywide-serviced properties in com-
munities where they and a host of other nonprofit partners are
working. ESOP has connected Countrywide with local nonprofits
that have expertise in property acquisition and disposition.

While that work is just beginning, we have already conveyed
property to the Slavic Village Development Corporation, and we
are discussing other properties that may be acquired by nonprofits
like Detroit Shoreway. With national intermediaries like Enter-
prise, we have been working to build a program that would result
in the purchase of real properties in certain distressed areas in
markets like Cleveland. While this program is not complete, Coun-
trywide recently committed $1.5 million in charitable funding to
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Enterprise to assist them in further defining and implementing the
program.

As we reported in the last hearing, in the 6 months ending
March 31st, we saved an average of more than 15,000 homes na-
tionally each month from foreclosure, more than double the pace
from the first 3 quarters of 2007. The pace continues to improve.

In April and May of 2008—our most recent data—we completed
nearly 48,000 home retention workouts in these 2 months alone. I
would emphasize that these are workouts in which the borrower
obtains a plan to keep their home. It does not include deeds in lieu
of foreclosure or short sales, which accounted for less than 7 per-
cent of our workouts.

Comparing May of 2008 versus 2007, home retention workouts
are up over 540 percent. The primary cause of that increase was
a 718 percent jump in loan modification plans, from about 2,000
modifications in May of last year to more than 14,200 in 2008. A
new program which has also greatly contributed to these May re-
sults was the new Fannie Mae HomeSaver Advance Program,
which provided 12,200 homeowners with a fresh start. Clearly, the
efforts of our national and community-based partners, and our own
home retention teams, are paying off.

Since we announced a series of retention initiatives last fall, loan
modifications have become the predominant form of workout assist-
ance at Countrywide. Year-to-date, loan modifications have ac-
counted for more than 68 percent of all home retention plans, while
repayment plans accounted for less than 16 percent.

While interest rate relief modifications were extremely rare until
late last year, that is not the case today. In May 2008, interest rate
modifications accounted for more than 70 percent of all loan modi-
fications Countrywide completed. Importantly, the vast majority of
these rate relief modifications had a duration of at least 5 years,
in a sustainable area.

The trends are much the same in Ohio. In May 2008, we serviced
over 256,000 loans with an unpaid balance of $26.2 billion in Ohio.
More than 92 percent of these loans are prime or FHA/VA, with
only 7.4 percent being subprime. As with national data, our home
retention workouts in Ohio are up substantially. In May 2008, we
completed 952 home retention workouts that keep borrowers in
their homes, which is a 120 percent increase over November of last
year.

Before I conclude, I would like to briefly address our pending ac-
quisition and merger with Bank of America. The acquisition is
awaiting final approval by our shareholders next week, and will
close in the third quarter of 2008. Until it does, I am limited as
to what I can discuss. However, I can assure you that Bank of
America is committed to our efforts and to continuous improvement
in the foreclosure prevention area.

Chairwoman WATERS. Thank you, Mr. Gross. Your time is up.

[The prepared statement of Mr. Gross can be found on page 320
of the appendix.]

Mrs. TuBBs JONES. Madam Chairwoman, for the record, if there
is anyone in the audience who is here to do a workout, workouts
are going on in the room right next door. If you go out the door
to the left, they are working at one of the tables. The sign-in table



51

is—behind that sign-in table is where workouts are going on right
now. So please feel free to go over there and see if they can be of
assistance.

Thank you, Madam Chairwoman.

Chairwoman WATERS. You are welcome.

Ms. Kimberley Guelker.

STATEMENT OF KIMBERLEY GUELKER, PRESIDENT, LORAIN
COUNTY ASSOCIATION OF REALTORS

Ms. GUELKER. Good afternoon. My name is Kimberley Guelker.
I am a Realtor with Howard Hanna Real Estate Estates, and I am
also the volunteer president of the Lorain County Association of
Realtors, located in Amherst, Ohio. With me today is our Associa-
tion’s executive vice president, Tom Kowal. I would like to express
our thanks to you for convening these discussions to provide an ef-
fective solution to the growing problem of foreclosures.

The Lorain County Association of Realtors is a trade association
under the Realtor family of the National Association of Realtors
and Ohio Association of Realtors. Our Association represents 500
Realtors and 40 brokerage offices in Lorain County. In 2007, our
members sold over 2,700 residential units with an average market
value of $143,000. The total transaction value exceeds $375 million.

During the nationwide real estate market boom years, Lorain
County experienced a very favorable housing market for buyers.
Prices escalated about 3 percent, well below the national average,
during the same time period. Housing choices were good. Local
mortgage rates continue to be at record lows. As a result, home-
ownership rates are at record levels.

Unfortunately, the current economy of Lorain County is stag-
nant. Lorain County has experienced numerous heavy industry
plant closings, company relocations, and an aging population. The
unemployment rate of 6.2 percent in April 2008 was significantly
higher than the national rate of 4.4 percent and the State of Ohio’s
rate of of 5.4 percent. As a result, foreclosures are at an all-time
high according to the Lorain County Clerk of Courts.

I would like to share with the group an article that was recently
published in The Morning Journal. In Lorain County, 1 in 54
homes is foreclosed on, compared to 1 in 201 homes nationally. We
are 4 times as bad as the national average, according to our clerk
of courts.

Foreclosures filed through May were up 8 percent, as compared
to the same time last year. In one community—Sheffield Lake—1
in every 28 homes is foreclosed on. The major cities of Lorain and
Elyria are about 1 in 40.

In addition, the current inventory of homes on the market for
sale is over 3,300. That is a 14-month supply. Many of these homes
are on the market because owners cannot afford the mortgage pay-
ment, the homeowner’s insurance, or the real estate taxes. Studies
on Lorain County foreclosures have shown that the Lorain County
foreclosure problem is not a direct result of predatory lending prac-
tices.

While the Lorain County real estate market provides many op-
portunities for affordable housing, greater amenities, and reason-
able cost of living, we are beginning to see negative appreciation
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in housing values. The estimated impact on housing values is
$1,700 if your property is next to or near a foreclosed or abandoned
home. The cumulative impact would be $56 million on our existing
inventory of homes for sale.

According to many of our local lenders, they are seeing fore-
closures increasing because of rising health care costs and the un-
insured paying for medical care, job losses, and social situations. I
would also like to add that going forward, the high cost of gas and
food items will add to the foreclosure rates as homeowners make
a choice between these items or paying their monthly mortgage.

Many of our local lenders are trying to intervene with their mort-
gagees by participating in consumer outreach programs sponsored
by the Lorain County Save Our Homes Task Force and other com-
munity organizations. Many of these foreclosed properties were
purchased by investors who find very high vacancy rates because
of the malaise in the Lorain County economy. They are also report-
ing extensive property damage which is forcing investors into the
ioreclosure alternative rather than additional investment in their

omes.

Our Association believes that educating the consumer and our
Realtor members plays a very important role in foreclosure inter-
vention. In 2005, our Association, with the support of several Lo-
rain County foundations and lenders, provided a 2-day foreclosure
intervention program for attorneys, government officials, and Real-
tors.

The program, which covers the legal, ethical, and intervention
process with short sale sellers as an alternative to foreclosure was
again offered in 2007 under the leadership of the Lorain County
Save Our Homes Task Force, and supported by a grant from the
National Association of Realtors. These two programs had over 300
participants.

Also in response to the need to educate the real estate profes-
sionals, an extensive 30-hour foreclosure intervention program, li-
censed by the Lorain County Association of Realtors, has trained
over 500 Realtors and attorneys throughout Ohio in foreclosure
intervention techniques.

Realtors are encouraged by recent legislation at the national
level that supported modernization of the FHA, as well as financial
support of community-based outreach programs for helping con-
sumers. Likewise, recent Ohio legislation on predatory lending
practices, mortgage rehabilitation programs, and mortgage term re-
porting are helping homeowners.

We strongly recommend several additional efforts. Local city,
township, and county government agencies need to be more con-
cerned with the foreclosure rates in our communities, because of
the effect on government costs, tax revenue losses, and reduced
valuation of properties. Federal and State funding for community
outreach and education programs need to be funneled down to local
agencies.

County governments need to expend public funds for consumer
awareness programs. Financial literacy programs for young adults
need to be funded and become a criterion of classwork in our edu-
cational system so they can develop a strong sense of ownership in
the next generation of home buyers.
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Again, thank you for this opportunity to discuss the local housing
conditions and the real estate market in Lorain County. Your at-
tention to this unfortunate situation is commendable. The Lorain
County Association of Realtors’ leadership and members look for-
ward to working with you to provide solutions.

[The prepared statement of Ms. Guelker can be found on page
326 of the appendix.]

Chairwoman WATERS. Thank you.

Next is Lou Tisler.

STATEMENT OF LOU TISLER, NEIGHBORHOOD HOUSING
SERVICES OF GREATER CLEVELAND

Mr. TiSLER. Good morning, Chairwoman Waters, and members of
the subcommittee. My name is Lou Tisler, and I am the executive
director of Neighborhood Housing Services of Greater Cleveland.

I am honored to be speaking to our congressional friends and al-
lies who are battling this crisis. No Federal agency has taken the
time to absorb the testimony of this panel.

Neighborhood Housing Services of Greater Cleveland is a not-for-
profit community development corporation incorporated in 1975
with a mission to provide programs and services for achieving, pre-
serving, and sustaining the American dream of homeownership.
Our footprint is Cuyahoga and Lorain Counties for all our housing
programs, and includes Erie and Heron Counties for our fore-
closure prevention programs.

As one of the charter organizations in NeighborWorks America,
a network of excellence consisting of 236 organizations working in
4,400 urban, suburban, and rural communities, in economic and
community development across the Nation. We are also a national
board member of the National NeighborWorks Association, and I
would like to thank the chairwoman for her leadership and com-
mitment to neighborhood stabilization.

Impact—the preceding panel spoke eloquently and succinctly to
the issue, but I would just bring one more study to bear. According
to Rebuild Ohio’s February 2008 report, $60 million and counting
is the cost of vacant and abandoned properties in the State. There
are over 25,000 vacant and abandoned properties in eight cities,
Lima, Columbus, Springfield, Toledo, and Zanesville—$15 million
in additional houses and additional city services and $49 million in
cumulative loss and property tax revenues for local governments
and schools and counties.

Adding to this impact, the continued stream of requests to the
County Treasurer’s Office for property reassessment, which will
continue to impact exponentially the lost property tax revenues
that provide funding for city services to help educational systems.

As a State with one of the highest rates of mortgage defaults in
the Nation, Ohio is facing a grim future for the vitality of its com-
munities. My written testimony provides numerous statistics from
many sources, including the Mortgage Bankers Association, on the
causes and effects of this crisis on Ohio versus the rest of the Na-
tion.

To be brief on the positives, which are fairly familiar to all, lack
of financial education exasperated with predatory lending, loss of
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unemployment and underemployment uninsured medical costs, and
loss of spouse.

What are the programs that are being undertaken by NHS of
Greater Cleveland? Local efforts: From a local perspective, NHSGC
is involved in the Cuyahoga County foreclosure prevention program
started by Cuyahoga County Treasurer Jim Rokakis and Director
Paul Oyaski through our Cuyahoga County Department of Develop-
ment.

This program institutes United Way’s two-for-one call for help
line that acts as a feeder system to the organization for public pre-
vention counseling services and programs. The measure of effec-
tiveness of this outreach is that NHSGC is the top performer of all
agencies participating in this foreclosure program in mortgage fore-
closure assistance, predatory lending assistance, mortgage payment
assistance, and total agency referrals. Statistics on these measures
are included in my written testimony.

NHSGC has one of the most informative and useful Web sites at
www.nhscleveland.org with regards to foreclosure information and
prevention. NHSGC receives over 800 new visitors per week—the
majority of those new visits to the foreclosure prevention area of
our Web site.

NHSGC utilizes relationships with over 20 community develop-
ment corporations in the City of Cleveland to provide common
ground, grass-roots outreach to residents of the City of Cleveland.
NHSGC also works with the Cleveland City Council to disseminate
information to provide yet another outlet for NHSGC programs and
services.

NHSGC continues to play a leadership role in the Ohio Home
Rescue Fund, NeighborWorks Ohio Coalition, including 12 organi-
zations across the State of Ohio. NHSGC is the administrator of
the $4.6 million of mortgage assistance funds or rescue funds, im-
plementing, assisting, and providing direction to agencies across
the State. These funds were provided by the Ohio Department of
Development and the Ohio Housing Finance Agency.

Strategically placed, Ohio’s nonprofit organizations have been
collaborating independently with public and private funders, lend-
ers, and nonprofit practitioners, to develop and implement both the
strategies to reduce the incidence of foreclosures for the past 10
years.

The Ohio Foreclosure Action Initiative Organization began mar-
keting this program through public service announcements, bill-
board advertising, public postering, large distributions of literature
drops, community and grassroots meetings, special events, etc. We
are also involved in a National Ad Council campaign promoting
homeownership preservation foundations, credit counseling re-
source center, or CCRC, or hotline 888-995-HOPE.

As a member of Governor Strickland’s Foreclosure Task Force,
many of our recommendations have been instituted as others have
previously testified. Also, the State of Ohio recently initiated the
Save the Dream hotline, 888-404—4674. This number, instituted
across the State of Ohio, is a major means for connecting home-
owners to over 41 agencies’ foreclosure prevention programs and
services.
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The success of a statewide program is measured in many dif-
ferent ways. The total number of clients counseled in Ohio through
the CCRC hotline, the Ohio Foreclosure Prevention Initiative 2006,
was 3,972 residents of Ohio. This program is represented by many
organizations counseling over 1,022 residents.

For the calendar year of 2007, there were 28,000 calls made to
the hotline from Ohio, making Ohio the 3rd greatest user of the
hotline in the United States, behind California and Florida. A
breakdown of the call volume for the period of the delinquencies is
contained in the written testimony.

Nationwide efforts: From a national perspective, NHSGC is part
of NeighborWorks America, and a grantee of the NeighborWorks
Center for Foreclosure Solutions, a participant in the branding or-
ganization of the National Ad Council campaign, as well as having
a position on the National NeighborWorks Association Board.

To assist homeowners in distress throughout the county,
NeighborWorks, in cooperation with the Ad Council, has embarked
on a public awareness campaign for a toll-free hotline. In addi-
tional to the national campaign, NeighborWorks is supporting the
local implementation of foreclosure prevention strategies to turn
greater attention to focus on hot spots.

There was also—has made a Fiscal Year 2008 Consolidated Ap-
propriations Act to administer the National Foreclosure Mitigation
Counseling Program. These funds are targeted to provide fore-
closure mitigation and counseling help to eliminate foreclosures
and help those across the country.

If T could, I would like to move quickly to what Federal legisla-
tive and regulatory reforms are needed. One —

Chairwoman WATERS. I am sorry. I can’t let you get into it at
this moment.

Mr. TISLER. Okay. Thank you very much.

[The prepared statement of Mr. Tisler can be found on page 403
of the appendix.]

Chairwoman WATERS. Thank you. And you can submit your total
testimony for the record.

Mrs. TuBBS JONES. Madam Chairwoman, for the record, Council-
man Roosevelt from Ward 10 is here.

Chairwoman WATERS. Welcome. Thank you.

Mr. Kramer, director and chief counsel, The Housing Advocates.

STATEMENT OF EDWARD G. KRAMER, DIRECTOR AND CHIEF
COUNSEL, THE HOUSING ADVOCATES

Mr. KRAMER. I want to thank you, Chairwoman Maxine Waters,
and the members of the subcommittee, especially my Congress-
woman, Stephanie Tubbs Jones, and her staff for their untiring ef-
forts to promote affordable housing and assist our clients to fight
housing injustice caused by predatory lending.

Housing Advocates was organized in June of 1975 to offer mi-
norities and the poor an opportunity for housing justice. And for
over 33 years now our organizations have provided a lifeline to
thousands of people who have no other place to turn without the
assistance of our staff.

More than a decade ago, Councilman Frank dJackson issued
warnings of the dangers posed by subprime mortgage schemes that
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were beginning to prey upon Cleveland neighborhoods. If his warn-
ings had been heeded, much of the damage that we have heard
today would not have occurred.

Let me talk to you about the five questions that you invited us
to discuss. The first, the Congressional Joint Economic Committee
estimates that Ohio can expect another 82,000 home foreclosures
lloetween now and the end of 2009, with more than $3.7 billion in
osses.

And let me put a face on this large number. You in Washington
listen to billions of dollars. It is hard for me to imagine. Let me
tell you about one client who is actually Councilman Holt’s con-
stituent, a 70-year old woman who lives in Cleveland’s east side at
East 147th Street, and has lived in that house for 38 years. In
2005, she took out a new refinancing of her home. The value of
that home was $89,000 in 2005; 7 weeks ago, the bank and Hous-
ing Advocates agreed to a new appraisal. The appraisal came back
at $31,000. That means that in 3 years, that house is now worth
only 35 percent.

We talk about the losses of wealth. This is the human tragedy.
The billions of dollars we cannot understand, but this woman
whom—the house is well-maintained. Her street has so many fore-
closures the appraiser said he could find no comparable houses ex-
cept sheriff sales. That is why it is $31,000. That is the face that
we, on the trenches, live with. Frank and the other people who are
testifying see every day, that we need immediate action, not only
from Congress but also from the Administration, which hopefully
will hear of this hearing and the tragedy.

Housing Advocates has provided, in the last 5 years, 163 edu-
cational outreach programs, most from the Homeowner’s Assistance
Program, which the City of Cleveland has funded thanks to Frank
Jackson and Jay Westbrook, and the other council members.

Currently we receive phone calls from the Homeowner’s Assist-
ance Program, and we have been assisting 242 victims of predatory
lending through this program alone. In addition, we do a predatory
lending counseling program through Cuyahoga County, and
through Homeowner’s Assistance, we resolved 19 cases through liti-

ation in the last 5 years. And we have saved consumers
%668,133.37 through this litigation program.

Three years ago, the Fannie Mae program had a pilot program
here, which Congresswoman Stephanie Tubbs Jones was at the
press conference. The Housing Advocates helped eliminate loans
that are predatory, where Fannie Mae agreed to lower—have no
credit scores and lower other criteria if Housing Advocates’ staff
would assist in counseling these individuals.

We had four lending partners that assisted us, who became our
own loan committee, where we would present this information to
refinance predatory loans. Huntington Bank, Amtrust Bank, Dollar
Bank, and Fifth Third Bank have been our lending partners. We
have been able to refinance 17 loans and save $1.2 million to con-
sumers through this refinancing program.

Putting several of them that were in bankruptcies, many of them
were in foreclosures, they are now saved and these homes are
saved. We have an Emergency Mortgage Assistance Program which
provides for up to $2,500 of emergency mortgage assistance to help
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prevent people from becoming homeless. We also have, under this

rogram, rental and utility assistance where we can provide up to
51,000 to individuals who have their utilities being threatened to
be cut off.

Let me tell you my experience with predatory lending. Predatory
lending has contributed greatly to this problem that we are hearing
about today. Yes, economic problems certainly played its part. But
what we are seeing here is in many cases predatory lending, as
Congressman Kucinich says, is just a cleverly fashioned form of
housing discrimination.

Let me ask you to consider urging Fannie Mae to expand this
pilot program that we have told you about. We have been success-
ful here in Cleveland, thanks to the efforts of our staff and also
Mayor Jackson. This would be something that could be done imme-
diately. They have the authority.

I would urge you to take a look at the information I have given
in my full text. This program can be expanded nationwide.

I thank you very much for the opportunity to present this testi-
mony.

[The prepared statement of Mr. Kramer can be found on page
360 of the appendix.]

Chairwoman WATERS. Thank you very much.

Mr. Ford.

STATEMENT OF FRANK FORD, SENIOR VICE PRESIDENT FOR
RESEARCH AND DEVELOPMENT, NEIGHBORHOOD
PROGRESS, INC.

Mr. FORD. Yes. Madam Chairwoman, and members of the sub-
committee, thank you for the opportunity to come forward and tes-
tify today. I am going to focus my remarks on two topics: the im-
pact of this problem; and the recommendations for Federal, regu-
latory, or legislative action.

I dread the thought of the chairwoman’s gavel coming down. At
the risk of that, I am going to depart just briefly from my remarks
to take issue with one of my fellow panelists at the far right, my
right, probably on the left from you, but—and that is Mr. Van
Buskirk, whose opening remarks stated that the foreclosures de-
rived from Ohio’s economy.

There is no question that is a factor, but let me just point out
a statistic. In Cuyahoga County, in 1993, the unemployment rate
peaked at 7 percent. It went down by 1995 and hovered at 4 per-
cent in 1995 to 2000. Yet, as that chart shows right over there on
the right, foreclosures doubled in that same period. There is no way
that you can explain this by saying that the economy caused this
problem. It is a contributing factor, but the underlying problem is
irresponsible underwriting and investing by lenders.

I would like to talk about impact. The analogy of Hurricane
Katrina, others have talked about the tsunami wave, I personally
like the tsunami wave, because tsunami wave has the wave—the
initial wave, then it recedes and comes back.

And I actually think that there are three to five waves, and three
of them I anticipate—I suggest that we haven’t quite seen them
yet. The first one is the individual impact on borrowers losing their
homes. The second is the impact on the neighbors, which has been
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talked about quite eloquently by other people, loss of property
value, the costs to the city to board-up properties.

There are three waves that I think are just emerging now, and
Tony Brancatelli did reference this. The third one would be this
emerging culture of flippers and speculators, which many of them
are just forming their business enterprises just in the last few
months.

And this sign over here, I am going to put that up.

Mr. KRAMER. I did.

Mr. FoOrD. Oh, thank you. That is a great prop. I get to point to
it.

But what we are foreseeing is an emergence of something that
we haven’t seen for 20 or 30 years, and that is land contrasts,
which are definitely not good for low- and moderate-income people.
And I can talk more about that later. So that is the third wave.

The fourth one would be something that was referenced also and
I want to reinforce it—that property taxes are assessed on a 3-year
basis. We have not yet seen the property tax assessments that are
going to hit Tioga County. There is going to be a devastating loss
to school revenue, police and fire, municipalities. That is another
wave that is going to hit us that really hasn’t hit us yet.

The final one is one which I hope doesn’t hit us, but there is a
lot of talk about tightening up credit standards, and there should
be a tightening up of credit standards, but not an overtightening
to where people who do deserve credit can’t get it. I am a little con-
cerned about an overtightening where we go back to a form of red-
lining.

Now, in terms of recommendations, I have three categories: Fed-
eral action for preventing; Federal action for reclaiming and restor-
ing property; and this one I just mentioned, what do we do about
the credit markets going forward to make sure that people have ac-
cess to credit.

In terms of prevention, I am going to put forward two things
which I know are controversial, and it may not even be within your
power to do them, but I think it is important to put them on the
table. The first one is a moratorium on foreclosures. Now, that
would appear to be extreme and maybe even unconstitutional, but
in 1934, the U.S. Supreme Court upheld the State of Minnesota’s
foreclosure moratorium. And I can get you the cite for that case if
you need it.

The second would be a freeze on the resetting of adjustable rate
mortgages. There is probably no other single effect, no other single
cause that is greater to trigger a foreclosure than an adjustable
rate kicking in and a payment going from $800 a month to $1,200
a month.

The third category of action that could be taken—and I think
this is reasonably within the realm of the Federal Government to
do—we have four regulatory agencies that regulate lenders: the
Federal Reserve; the Comptroller of the Currency; the FDIC; and
the Office of Thrift Supervision. These lenders could be using their
authority to compel. And I like the fact that—I think it was Chris
Warren who used the word “compel.” Not just encourage loan modi-
fications, but to use their position to try to compel lenders to con-
sider loan modifications.
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And I want to—this may surprise some people, but I want to
commend Countrywide for entering into the agreement they did
with ESOP. I think that exactly what Mr. Gross talked about is
what we need, and I like the fact that he said, “We don’t do—when
we count a loan modification, it is not a deed in lieu. The family
stays in the home.” That is what we should be aiming for, and try-
ing to get other lenders to do that.

The question was asked by the chairwoman, I think, earlier, or
maybe it was Representative Kaptur, are the servicers doing
enough? I would say no, not nearly enough. There are some high
points. I would, again, say that Countrywide has responded. But I
think we need more leaning by our regulators on lenders and what-
ever we can do to lean on services to do more workouts.

In terms of reclamation, the cleanup is going to be extraordinary.
There is demolition. The City of Cleveland estimates that the
10,000—

Mr. KRAMER. So that is the gap?

Mr. Forp. I was going to say, it sounded a little different than
I was expecting.

[Laughter]

[The prepared statement of Mr. Ford can be found on page 309
of the appendix.]

Mrs. TuBBS JONES. [presiding] We will try and give you a little
more time as we go through the process.

Madam Chairwoman has stepped out for a moment, so I am step-
ping in as the Chair, and I am going to go to the first question by
my colleague. But before I do that, I would ask unanimous consent
to have a statement by the Court of Common Pleas for submission
to the record on the foreclosure problems and solutions. They are
going to open their mediation program beginning June 24th. Where
are the folks from the court mediation program? Stand up if you
have any questions.

And then, for the record, this is a copy of a lawsuit against var-
ious lenders that was filed. Let me give it back to you.

At this point, I would call upon Congressman Wilson to do his
questioning.

Mr. WILSON. Thank you. The first question is to you, Mr. Tisler.
I wanted to hear the rest of what you had to say. I know you can’t
do it in this timeframe, but let me ask you this: Is Senate bill 185
working in Ohio? Is it helping?

Mr. TISLER. I think, Congressman, that we are glad that it was
passed and that it is better than nothing. But I think that there
are a lot of things that we are taking out of that—that good com-
promise that should have been. So I think that it is the right way
to go. It is starting to get everybody to recognize what a predatory
loan is, or at least what 185 says it is, and to really bring some
lenders back to earth. But I think that it didn’t go as far as it
should have.

Mr. WiLsoN. Thank you. Can I ask another question?

Mrs. TUBBS JONES. Sure.

Mr. WILSON. Mr. Van Buskirk, are we better off today in the way
we are doing prime lending, or are we better off to go back to the
days where the banker, who is the customer, he insists on a per-
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centage down, versus the way we have gone—what has brought us
to this home foreclosure situation that we are in?

Mr. TiSLER. Representative Wilson, that is a complex question.
The good part of what happened in the U.S. housing market over
the last 10 years was that we recognized the relatively simple les-
son for investment in money from around the world flowing into it.
It did make it possible for many more Americans than had histori-
cally been the case, to afford homes; most of them are still in those
homes.

One of the issues we are dealing with now in credit crunch, cred-
it scams. Most of those sources of mortgages to the United States
no longer exist. We talk about when we get back to normal. Part
of the question is: what will be normal? I think part of the issue
is Congress is coming up with a set of new guidelines that fit
assures the investors into these loans that they are buying at very
low rates into.

We tend to damn investors. Many of them were people of mutual
funds during the Foreclosure Prevention Task Force. The public
numbers have stayed—the employees realized that they were in-
vestors, because most of the public pension funds, in fact, are im-
pacted by these subprime mortgages. Why? Because rating agen-
cies said they were very safe, and they couldn’t see through the
numbers.

So I think that one of the keys is getting back to a point where
appropriately underwritten mortgages, loaned under fair and equi-
table lending standards, can be funded, both nationally and again
internationally.

When we saw the explosion and the change talked about earlier
among the FDIC-insured institutions, well, the good news for the
consumer is that there are tens of thousands of choices, good
choices and some of them are bad choices. We talked about finan-
cial literacy and people being able to choose. We don’t want to go
back to the old days, because that—there was too little money
available for mortgages and it cost too much. But we have to find
a new world where the lending is prudent. It is fair, it is available
to ban}libody who has a reasonable probability of being able to pay
it back.

Chairwoman WATERS. Thank you.

Mr. Gross, one question for you, if I may. In your testimony, Mr.
Gross, you said 718 percent jump in loan modification plans. Can
you explain to me more in detail what that means?

Mr. Gross. It means that in prior periods, back in the last 2 or
3 years, the general type of loan modification was one where the
borrower was already in his home, the reason for default had now
been cured, and if unemployed now they are employed again, mak-
ing a fresh start. The modification would mean that any arrears
would have been capitalized at a principal balance and reamortized
over the remaining term of the loan, which would have resulted in
a very small increase in their monthly payment.

In the past year, with credit and all the initiatives, and ASF
guidance that we have gotten from the American Securitization
Forum, where we have now gotten into a more proactive modifica-
tions where we have extended someone’s start rates, for hybrid nu-
merical growth, those a year ago did not exist. So now we are able



61

to do those types of modifications, and as Countrywide is making
clear, we are doing tens of thousands of loans on a monthly basis.

Mr. WILSON. Thank you.

Madam Chairwoman, I yield back the balance of my time.

Chairwoman WATERS. Thank you very much.

Marcy Kaptur.

Ms. KAPTUR. Thank you, Madam Chairwoman. I would like to
ask unanimous consent to place in the record three excellent arti-
cles—one from The New York Times and two from The Washington
Post—dealing with this mortgage crisis.

Chairwoman WATERS. Without objection, it is so ordered.

Ms. KAPTUR. I thank the Chair very much.

Number two, I would like to just inform those who are on the
panel and in the audience that the poster to your right tracks the
rise in foreclosures in Ohio from 1994 to 2007, reflecting the rough-
ly 80,000 foreclosures last year. And the poster to the immediate
right, the number of foreclosures we had in the State last year,
each red dot representing 10 foreclosures.

I wanted to also thank Countrywide’s representative, Mr. Gross,
for having people over in the adjoining room today, and the other
modes of instrumentality that have shown a presence here today.
We all live in this country, I think, and most of us live in this
State. And we have to work through this together and it’s not easy.

I am also fairly convinced that many people who got caught up
in this weren’t the ones who came up with it; they came along for
the ride. That doesn’t mean they are totally guiltless, but I think
they have responsibility. So we thank you for being here today.

Mr. Van Buskirk, I am just going to focus this question to you.
I think Ohio has a really important role to play in getting our Na-
tion back on the right track. And I think in my very long career
in the Congress, when I first arrived we had agricultural bank-
ruptcies all over the country. Ohio had very few of those, because
our farmers didn’t overextend themselves. They were responsible,
they were conservative, they didn’t over-borrow. It was an anomaly
in the Nation.

When we had all the problems with thrifts back in the 1980’s,
if you look at California, Arizona, Florida, or Texas, Ohio really—
you know, we had some in there that weren’t so good, but nothing
like the washout that happened in the rest of the country. I see
John Floyd sitting out there in the audience from the Ohio Credit
Union League. But for the State charters, we have not had a bad
record here with federally-regulated credit unions from this State.

So I guess my message to you is that somehow America needs
fiscal discipline again, and it needs to exert fiscal responsibility.
We are $9.3 trillion in debt, headed to $10 trillion in the public sec-
tor, and it in the private sector, according to your own testimony,
we are just bringing the money from everywhere else because we
are not self-sufficient here at home.

I think people like yourself, and your colleagues from Ohio, need
to have louder voices at the Federal level for how this country can
get back on track again, because we are merely emptying our-
selves. And you say in your testimony how our public pension
funds are now invaded by foreign money.
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My friends, America has never really been here before. And part
of this problem, a large part of this problem is that because we
were broke, we should have been broke back in the 1990’s when
we were growing a little bit and government was balancing the
budget, we should have been more responsible fiscally in our pri-
vate sector dealings. This is a private sector problem with a lack
of public regulation.

I just hope that—you say in your testimony here, non-bank bro-
kers no longer have a real interest in the borrower’s ability to
repay. I think Ohio—the people of Ohio have had a history of pay-
ing their own way and wanting America to be financially inde-
pendent. And we have lost our way. And maybe with, present com-
pany excepted, the City of Los Angeles—maybe Ohio voices need to
be a little bit stronger at the national level and not be afraid to
have our country take the actions we need.

I think Ohio’s experience has something to offer. The people in
the financial centers in New York often look at us as flyover coun-
try, but our record is pretty good compared to other places in the
country. So I think your testimony reveals the level of knowledge
here that I think gives you special responsibility.

And I guess my questioning really is only to say, ask yourself,
what do you do with that knowledge now? Maybe you should play
a little larger role before the committee. Maybe Ohio’s experience
has something to teach the Nation in unwinding things so we can
become fiscally solvent in the public and private sectors and stand
on our own two feet again as a country.

So I am impressed with your testimony, but don’t be afraid to
draw from Ohio’s experience and take it to the country. We are
hurting now, because we haven’t looked into all these deals from
the coasts and internationally. Ohio should have been a larger
voice in opposing all of that. So maybe now is the time to speak
out. That is my comment, and I thank you for your efforts.

Mr. VAN BUSKIRK. Congresswoman Kaptur, thank you. I agree
with you. You mentioned very few insured depository failures in
Ohio’s history compared to most other States, and that is true. But
you remember in your early days of Congress, the home State fail-
ures.

And I think there is something instructive from Ohio history to
our current situation, because there was a group of savings and
loans that were privately insured. Most had chosen private insur-
ance to avoid the Federal regulator or the prudential regulator pro-
tecting the public’s interest. Then, when one of them made poor in-
vestments in the private insurance fund, it immediately became
bankrupt and created a domino chain into some other States, other
failures.

Another thing, in terms of Chairman Frank just announced a se-
ries of hearings of oversight in terms of the regulatory structure.
Regulatory structure on paper doesn’t look very pretty. The Comp-
troller of the Currency has created—the Federal Reserve created in
1913 was never really meant to work with one another very well.
We have a series of housing laws designed to protect consumers,
but they have never really been looked at as a whole to make them
work efficiently and effectively.
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The Federal Reserve just announced some new rules dealing
with—under the Home Equity Protection Act for high-cost loans.
But it only has the authority, as I understand it, to deal with those
high-cost loans. In principle, they are very simple. Focus on the
disclosures to determine whether consumers learn from them what
it is they need to know and make a prudent decision.

So I think some streamlining of the process is an understanding
to empower the consumer to make better decisions on these things
is a lesson we need to learn here in Ohio.

Ms. KAPTUR. I would say that, in terms of the home State situa-
tion relative to California or Texas and some of these other wash-
outs we had, Ohio didn’t compare in terms of volume or impact
downstream. We had some mergers, and so forth, but in terms of
arguing that Ohio was equal to their situation, you would have—

Mr. VAN BUSKIRK. No. In terms of assets or number of institu-
tions, Ohio didn’t compare. But unlike some of those other areas,
the problem here was a lack of financial regulation that allowed
folks to abuse circumstances and do things that would—other kinds
of financial institutions couldn’t really manage an appropriately
regulated market.

Ms. KAPTUR. I know that my time has expired, but I would just
like to say in your testimony you also talk about the Office of
Thrift Supervision. I have—I am withholding judgment on the Of-
fice of Thrift Supervision, because I am asking myself the question:
what happened in Chicago, and what happened in Washington,
that Superior Bank in the State of Illinois was not supervised?
What went wrong? Why should I trust OTS again, if ever? What
needs to be done to clean that up?

Thank you.

Chairwoman WATERS. Thank you very much.

Congresswoman Tubbs Jones.

Mrs. TUBBS JONES. Thank you, Madam Chairwoman. One of the
things that we didn’t talk about earlier that we all need to factor
into our discussion is the fact that it is important that predatory
lending practices—a number of persons who qualify for prime loans
were ushered into subprime loans because it was more financially
viable—a financial gain for the lending institution. And we need to
take a look at that also, because as a result of that a lot of people
ended up in subprime that should never have been in subprime
lending.

I want to give—just for the record, say with regard to Ed Kramer
—Ed Kramer and I went to law school together, and we started out
first landlord-tenant cases way back in the day. And I have to say
that is truly where I began the process of being concerned about
housing, and that was way back in the day.

And I want to use my time to talk about these things, but also
for a moment talk about the kind of litigation that you have been
involved in and the problem with litigation in this particular preda-
tory lending area.

Mr. KRAMER. Well, the problem is there are very few attorneys
who are capable and have the financial resources to go against
major financial institutions in Wall Street. So the fact that the City
of Cleveland, through Mayor Jackson, filed that lawsuit against the
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Wall Street firms and the investment banks is very important, and
we are supportive of the City.

That is something that we hope other cities will do. And, in fact,
the City of Baltimore has brought litigation. The Fair Housing Law
gives standing to cities because, if the city has been injured—if you
look at the—just the devaluation of property, and, therefore, prop-
erty taxes, every city that has experienced devaluation has a fair
housing claim for the next 2 years at least against these banks, but
the clock is ticking.

And we really have not seen what I thought—Baltimore and the
City of Cleveland leading the way—other cities would join on. And
so I was very happy to hear Representative Kaptur talk about en-
couraging other cities to look at this issue right now.

Mrs. TuBBS JONES. Would the gentleman yield for just a second?
I don’t know if it is possible before we leave town for that case to
be xeroxed and distributed to the members. I would like to take
that back to my community. Thank you.

Chairwoman WATERS. We have—I will ask Congresswoman
Stephanie Jones to lead us in the Congress—

Mrs. TuBBS JONES. Will you get one of my staffers and tell them
to come—one of my staffers and have him come in here, please?

Chairwoman WATERS. Let me just say to Congresswoman Kap-
tur, what I would like us to do is to take our matter forward and
give some national presence to this lawsuit. Then, in addition to
that, I would like us to be in touch with the Conference of Mayors
in the country, and disseminate the lawsuit to them so that we can
create some momentum with other cities following this lawsuit. It
sounds as though it is kind of could help us to move the courts in
our direction.

Thank you.

Mr. KRAMER. I would also point to Exhibit 2 of my written testi-
mony, which is an article that Marilyn Tobocman and I have writ-
ten on fair housing laws as a weapon against predatory lending. It
cites the principles about using the standing of cities to be able to
sue predatory lenders, and that is with the materials that you
would have, in my case.

I do want to talk about this sign, which—you are seeing many
of these signs popping up. It says, “Sale, $500 down, %350 a
month.” What is happening here is this is like the third wave of
the tsunami. The final devastation is just occurring, and we are the
canaries. You know, we have already suffered through this preda-
tory lending.

The banks that have now gotten our property—10,000 vacant
properties in the City of Cleveland alone—are not maintaining
those properties. And now the City of Cleveland, through Judge
Pianka, the City of Cleveland’s housing court judge, is trying to
take them to task because as property owners they should be main-
taining the property. They should be cutting the grass. They should
be, maybe, boarding-up to make sure that house stays viable. They
are not.

So suddenly what is happening is we are handing these out-of-
State companies—this one, for example, is assigned from Destiny
Ventures. And Destiny Ventures are being given these homes,
sometimes for $500 or $2,000, and they are selling them imme-
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diately back—selling—they are renting illegally, 21-year leases,
which are never reported, so it is illegal under Ohio law, by giving
it to families. It is like poisoning them with candy. It is like Hal-
loween.

And these families are trying to desperately take often con-
demned property and bring them up, spending the last resources
they have because this is their chance, they think, to own a home.
But the lease itself is so adhesionary, it says that if you default at
all, once, if you don’t make a payment, if you don’t bring this up
to code within 3 months, they can take the property back and they
can evict you. Now—

Chairwoman WATERS. Would the gentleman yield for a moment?
Would you repeat? Destiny Ventures?

Mr. KRAMER. Destiny Ventures is in—

Chairwoman WATERS. Where are they—

Mr. KRAMER. Oklahoma, Texas also. This is—and they are totally
undercapitalized. But what is happening now, banks that have fi-
nancial resources that own these properties are now trying des-
perately to get rid of them because they know they could be held
responsible by the city of Cleveland.

Chairwoman WATERS. If the gentlemen would yield for a mo-
ment, I am basically very, very cautious about eminent domain.
But the land use authority vested in the city council, I believe that
a criteria could be developed so that you could use the eminent do-
main in some of these cases, or in many of these cases.

Someone said here today that the banks or the lenders or the in-
vestors are anxious to do workouts because in the final analysis
they could lose everything or they could save some of their invest-
ment with these modifications. But if you are telling me that you
have, as he says, which we have heard over and over again, that
are bringing down the value of other homes in the neighborhood,
that are not kept up, that are being stripped, that are being used
for criminal activity, it seems to me that is a good case for eminent
domain.

And if the cities get involved with establishing criteria for emi-
nent domain, that if in fact the value of these properties has de-
creased significantly, then perhaps the city can end up, as I am try-
ing to do with my—one of the pieces of legislation that I have for
the cities to buy up these properties so that they can be rehabbed
and placed on the market for low and moderate income people.
Through eminent domain, you can get them all very, very cheap be-
cause the value of them has gone down.

Perhaps the city ought to be a little bit more aggressive in exer-
cising its authority to do some of this. So we would like to talk with
you further because we are hearing something today that I always
knew was going to happen if this situation persisted, but I didn’t
know it was actually happening the way that you described.

All right. We are going to move on so that we can get—were you
finished?

Mrs. TUBBS JONES. Yes, ma’am.

Chairwoman WATERS. All right. Okay. We will move to Ms. Sut-
ton.

Ms. SuTtTON. Thank you, Madam Chairwoman.
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Ms. Guelker, thank you for coming in to testify about the good
work that you are doing in Lorain County. You mentioned in your
testimony short sales and they have been getting increased atten-
tion lately as an alternative to foreclosure. Can you just go into a
little more detail about what short sales involve? And can you also
explain how they might be beneficial to someone as an alternative
to foreclosure?

Ms. GUELKER. The lady who was at the end of the first panel,
I think she explained it exactly. I can fax or scan or e-mail some-
thing eight or nine times. They don’t have it. They make a deal
with an asset manager; a month later that deal is off the table. The
homeowner—I can see why the homeowner gives up, walks away.
It is very—they are made promises. They are trying and then
somebody pulls the rug out.

I mean, as a Realtor, I sit there and do it. I make the call. You
follow up. One mortgage company wanted a $25,000 no interest for
5 years to a guy getting out of jail. The guy didn’t have a job. Six
months after trying to do a short sale, it went to sheriff’s sale in
January. He’s still in the home because the bank still hasn’t paid
the country. Kind of disturbing. And he was a good one. He kept
the property cut, he made showings available, he was a good home-
owner who was actually trying to work with them.

Ms. SUTTON. Thank you. I am going to follow up with you a little
bit after this and get some more information.

Mr. Gross, you received some positive support here for
Countrywide’s president, but, you know, earlier in the first panel,
there was discussion about Countrywide. And maybe you can just
tell me, how many loans does Countrywide have in the State of
Ohio?

Mr. Gross. 256,000.

Ms. SurToN. Okay. Do you know how many of those 256,000 are
subprime loans?

Mr. GROSS. 7.4 percent.

Ms. SUTTON. 7.4 percent. Do you know how many homes Coun-
trywide foreclosed on in Ohio last month?

Mr. Gross. No, I am sorry. I do not have that information.

Ms. SUTTON. How about the last year, 20077

Mr. Gross. I don’t have in terms of—at the present time, ap-
proximately 2.04 percent of the loans in Ohio are in a foreclosure
status, which means foreclosure is pending. Of those, we estimate
normally that 50 to 60 percent of those properties will not complete
the foreclosure process, and 40-plus percent will complete it.

Chairwoman WATERS. Move the microphone up as close as you
can.

Mr. GROSS. Sorry.

Ms. SUTTON. Okay. In your written testimony you say that you
have assisted 26 borrowers who have sought help.

Mr. Gross. Through that one program.

Ms. SUTTON. Right. Through Ohio Save the Dream Program,
right?

Mr. Gross. That is correct.

Ms. SuTTON. And what percentage of the—well, we can calculate
that. That is a relatively small number.
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Mr. Gross. Again, that is just those borrowers who have ap-
proached us through that one program.

Ms. KaPTUR. Will the gentlelady yield?

Ms. SutToN. Certainly.

Ms. KAPTUR. Two percent of 276,000 is 5,520.

Ms. SuTtTON. Thank you.

Mr. GrosS. In the foreclosure process, yes.

Ms. SutTON. Thank you, Representative Kaptur.

Although you are here today, and I appreciate that, and the peo-
ple are in the other room trying to work out loans, we have heard
some of the testimony about how difficult this all seems to be when
it is put into practice for people. I looked at the litany of inter-
actions between, you know, our earlier witness when she was try-
ing to help people, and it reminded me of looking at the process
that vulnerable people who are trying to get their health care cov-
erage go through, even when they have insurance, it’s just call
after call after call, and when people are vulnerable, there are al-
ways those out there to take advantage.

But I just have a question: Even though you are here, I didn’t
see Countrywide on the list of loan servicers who signed a Compact
to help Ohioans preserve homeownership. Why is that?

Mr. Gross. We have participated in the discussions regarding
the Compact. Many times the overall principles that were in the
Compact were ones that we subscribe to and had practiced for
many years. Unfortunately for us, it was sort of the devil was in
the details, which was for each one of those major points there
were sub-bullets in there that we, quite frankly said, if it were just
the six principles stated alone, we are fine. We could subscribe to
that, as we have done in other States.

But once you got into the details of exactly what was required,
one of the challenges that we have is we service 9 million loans
across the Nation. We absolutely cannot get into a circumstance
where we have materially different requirements and standards
that a location makes so that all loans in Ohio have to be serviced
in a certain manner, which is different from Minnesota or Michi-
gan.

So for national servicers, which is why I think there were very
few national servicers that subscribe to the Compact, this was a
major problem.

Ms. SUTTON. So it would be some things that are initiated on the
Federal level so that you have—

Mr. Gross. Which we were one of the first subscribers to the
Dodd principles.

Ms. SurTON. What exactly, just for clarification, what are the—
what were the devilish details that kept you out?

Mr. Gross. I don’t recall what they were. I'll have to follow up
with you later. Blame it on age; I don’t remember.

Ms. SuTTON. Thank you. I yield back.

Chairwoman WATERS. Mr. Gross, are you a lawyer?

Mr. Gross. No, I am not.

Chairwoman WATERS. Okay. Are you familiar with, I believe
there are laws that cover the country with regard to paper, com-
mercial paper, right?

Mr. Gross. Uniform commercial code.



68

Chairwoman WATERS. Uniform commercial code, right?

Mr. GrossS. Yes.

Chairwoman WATERS. So even though you are not a lawyer, you
know what I am talking about, right?

Mr. Gross. A little bit.

Chairwoman WATERS. Yes. But, so if we can have a uniform com-
mercial code that addresses consumer paper, why couldn’t we do
the same thing with mortgages? Because I was—the grief we were
getting across the country from the national servicers that it is
very hard to put credit—to describe what predatory lending is so
you could regulate it, because lending is so different across the
country. But if you have uniform commercial paper, you ought to
be able to have uniform predatory lending laws, don’t you think?

Mr. Gross. I am betting that you could come up with a designa-
tion.

Chairwoman WATERS. Okay. I thought so.

Ms. SUTTON. Just one final question.

Chairwoman WATERS. Yes.

Ms. SUuTTON. You said that you didn’t want to sign on to the
Compact because it is difficult when you are dealing with other
States if you agree here. Was there something in the compact that
would not have been acceptable or a practice that you could have
applied?

Mr. Gross. Not that I remember.

Ms. SuTTON. Okay.

Mr. Gross. And I would note for the record that Countrywide
does report all of our portfolio management loss mitigation statis-
tics nationally, and we report them on a State level basis, so any
State regulator who wants access to this information, it is led by
an initiative from Ohio Attorney General Tom Miller, and they are
all reported through Deputy Commissioner of Banking, Mark
Pierce, in North Carolina. So our information on a State-level basis
is available to any regulator.

Ms. SuTTON. Thank you, Mr. Gross.

Chairwoman WATERS. Thank you.

Mrs. TuBBS JONES. Madam Chairwoman, I apologize. For the
record, they are doing workout in the next room—Washington Mu-
tual, Countrywide, National City, Freddie Mac, Litton Loan Serv-
ice, Neighborhood Housing Services, Community Housing Solu-
tions, the Housing Advocates, Legal Aid Society, the East Side Or-
ganizing Project, and ACORN. They are next door and available to
help you do workouts.

Chairwoman WATERS. All right. Thank you very much. I am sup-
posed to spend my time now asking Mr. Gross and Mr. Van
Buskirk about the affordability standards Countrywide and mem-
bers of the Ohio Bankers League are using in their loss mitigation
efforts with distressed borrowers. But I would like you to start to
think about that while I—I guess offer a kind of apology and help
to accept the blame for the situation we find ourselves in.

Our regulators have already admitted in hearings that they
dropped the ball, that they are responsible for this foreclosure
event that we are in. Members of Congress, some of us, have cer-
tainly admitted that we dropped the ball on our oversight responsi-
bility, and we did not require enough of our regulators so that they
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were able to get away with not doing the kind of auditing and the
kind of questioning of all these new and exotic products that were
coming on the market, so that we could understand what was hap-
pening.

But as I look here today, I see further responsibility can be
taken. While I am very much aware that the economy certainly
plays a role, when people lose their jobs and we have financial dif-
ficulties and cannot make our payments and we cannot take care
of our mortgages.

But, you know, and I am very close with the Realtors, but I am
wondering if some of our Realtors were selling these properties
that they did not wince at some of the products that were being
offered to their clients and say, “I can’t do this. This just doesn’t
seem right. I know that based on what I know about this client
there is no way that this is going to work with the reset, given, you
know, the amount of income that they have.”

I am also wondering when the Fed—the Home Loan Bank situa-
tion, you have participating banks that you give low-cost money to.
I am wondering if—how many of those banks were predatory lend-
ing, and if there is something interesting—what was going on, and
certainly with the Ohio Bankers Association, what kind of early-on
discussion did the Association have about these products.

And how many of the banks and the associations were involved
with particularly mortgage brokers and bankers who were out
there pushing these products with no responsibility? As a matter
of fact, in the State of California, Countrywide—we had two ways
by which brokers could be licensed. And Countrywide utilized the
one where if they got their license, they could go out and hire peo-
ple without those—those brokers being licensed. We are changing
that in the legislation, but we literally had these mortgage folks
working out of the backs of their cars with all kinds of utilization
of these products and some fraud, etc.

So I think that we all have to take some responsibility to work
very, very hard. We owe an apology to the American people. And
I really came here today quite upset, and I am trying to be calm
and to contain myself because the latest news is this. Countrywide
has something called Friends of Mozilo. The friends of the chair-
man or the CEO, the president, the founder, or whatever all those
titles are at Countrywide Bank were people who got special rates
and special considerations. And some of them are elected officials—
Senator Dodd; Senator Conrad; Jim Johnson, who was the CEO of
Fannie Mae; Donna Shalala, who was the head of Health and
Human Services; Ambassador Holbrooke; and Alfonso Jackson, who
was the Secretary of HUD—all were friends of Mozilo’s and got
special consideration for their loans.

Not only did they get a reduced interest rate, but some of them
were able to borrow money above and beyond the standards of
Countrywide, where they were lending for multiple units and prop-
erties that were not even supposed to be funded according to the
criteria of Countrywide. And, of course, general shock that Jim
Johnson, even while he was running Fannie Mae, was able to get
a special loan and special consideration on multiple properties.

And so, you know, the American people, and particularly the
poorest and most vulnerable in our society who were being raped
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with these predatory loans, added value products, and extraor-
dinarily high interest rates and resets that are going to quadruple
ought to be mad as hell at all of us about what is happening. And
I do think that some of the people who testified here today talk
about—we have to dig deeper. There is no way that we should
allow, even with the sale—Countrywide can’t get off with the sale
just to Bank of America.

We have to dig deeper. We have to explore some of what Con-
gresswoman Marcy Kaptur asked about, who started it, whether or
not people conspired to target neighborhoods, on and on and on. So
I just must say that because it is so uncomfortable as a public pol-
icymaker in the middle of Congress doing this work to keep discov-
ering what we are discovering.

This latest transfer with Mozilo with this little private banking
that they were doing with professional people and the very people
that we expected to protect the people of America were getting
privileged loans is just unacceptable. And we are going to have to
deal with this.

Not only my committee but the entire Congress of the United
States has to do this. We have to subpoena the people. And we
have to join some lawsuits. Meanwhile, let me get back to the Bu-
reau of Standards.

Countrywide, you get beaten up a lot, but you ought to be beaten

up.
[Laughter]
Chairwoman WATERS. I mean, you know, I thank you for being
here today, but I don’t feel sorry for you at all. And if you end up
getting hit hard, just grin and bear it, as you are doing, because
you have become the poster child for what is wrong. I know
Ameriquest and Century and some of the others that are out of
business were just as bad as you are. Thank you for coming, and
accepting the blows.

Now tell me, about the affordability standards in Countrywide
and also I will get back to the rivers of the Ohio. Use it in your
loss mitigation efforts. Is that understandable? Do I have—

Mr. GRosS. Yes, ma’am.

Chairwoman WATERS. —to be more specific than that?

Mr. Gross. No, that’s very specific.

Chairwoman WATERS. All right.

Mr. GrRoss. When we are gathering financial information from a
customer today—

Chairwoman WATERS. Would you speak up so everybody can
hear you?

Mr. Gross. Yes. When we are gathering information from the
homeowner regarding their income and expenses, which would be
gross income versus their expenses, we will use two traditional ra-
tios, one which is called the monthly housing expense, which is
principal, interest, taxes, and insurance, which is typically going to
fall somewhere in the 33 to 38 percent of a person’s or a house-
hold’s gross monthly income.

The second ratio is the total monthly obligations, which includes
the monthly housing expense and all other obligations they might
have, which depending upon the homeowner and what area of the
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Nation they live in, that would probably cap out somewhere in the
45 to 50 percent of the household’s gross monthly income.

Chairwoman WATERS. You have strict standards on affordability
for loss mitigation efforts. That may for example require better
than $200 in residential income left over after a borrower’s house-
hold expenses, including payments on all secured and unsecured
debt are taken into account. And that requires 20 percent residual
income per person. Under the same analysis, VA and FHA also im-
posed similar standards on services of the loans that they guar-
antee.

Mr. Gross. Yes. And the final item that I was going to mention
was we would generally try to leave approximately somewhere be-
tween $75 to $100 net disposable income per household member.

Chairwoman WATERS. What do you mean you “try?” Is that a
standard or not?

Mr. GRrosS. It is a guideline.

Chairwoman WATERS. So it could or could not be the case?

Mr. Gross. Yes. It would be the standard. What I outlined to you
before was generally that we would be in compliance with the same
thing that either Fannie Mae or Freddie Mac outlines.

Chairwoman WATERS. Well, let me just ask this so I know. The
more I learn about servicing and servicers, the more fascinated I
am. Countrywide services its own loans. Is that correct?

Mr. Gross. We service loans for Countrywide’s mortgage busi-
ness, yes.

Chairwoman WATERS. And who else do you service?

Mr. GRoss. Fannie Mae, Freddie Mac, and privately issued secu-
rities, some whole loan owners.

Chairwoman WATERS. So you make a lot of money? You are a big
servicer?

Mr. Gross. Yes, we are.

Chairwoman WATERS. And many of the loans that were initiated
by Countrywide were purchased on the secondary market by
Fannie Mae and Freddie Mac. Is that correct?

Mr. Gross. That is correct.

Chairwoman WATERS. So there is a little professional relation-
ship going on here? They have to be the same loans that—

Mr. Gross. We sell loans to Fannie Mae, Freddie Mac, and other
investors. And they hire us to service those loans on their behalf.

Chairwoman WATERS. Very interesting. Very, very interesting.
Now let me ask one more question: In the servicing of loans, do you
contract out your servicing to anybody?

Mr. GrRosS. Generally speaking, no.

Chairwoman WATERS. Not generally. Do you contract out your
services to anybody?

Mr. Gross. There are certain isolated—

Chairwoman WATERS. No. Do you contract out—

Mr. Gross. Yes.

Cha?irwoman WATERS. —your services? Whom do you contract
out to?

Mr. Gross. It depends upon the—

Chairwoman WATERS. Just give me the name of one or two of the
other servicers you contract out to.

Mr. GROsS. Oh, other servicers?
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Chairwoman WATERS. Yes.

Mr. Gross. No, we do not. We service all of the loans on behalf—

Chairwoman WATERS. Well, what were you referring to?

Mr. Gross. I was referring to we may hire an outside firm to as-
sist us in certain aspects of servicing the loan.

Chairwoman WATERS. Don’t go do that with me.

Mr. Gross. Well, that is the answer to the question.

Chairwoman WATERS. Well, the answer to the question is you do
contract out. Do you hire any offshore? And I have to put it in a
way that you don’t—

Mr. GrossS. Yes, we do them offshore.

Chairwoman WATERS. You have offshore people who help you
with some of the aspects of the servicing—

Mr. GRosS. Yes.

Chairwoman WATERS. —that you are alluding to now in
nuancing on me. Where are those offshore contractors that help
you with some aspects of the servicing? Who are they?

Mr. GRoSs. They are employees of Countrywide. And they are in
India and Costa Rica.

Chairwoman WATERS. India and Costa Rica?

Mr. Gross. Yes.

Chairwoman WATERS. And what percentage of the servicing done
out in India and Costa Rica are modifications or—

Mr. Gross. None.

Chairwoman WATERS. None?

Mr. Gross. None.

Chairwoman WATERS. So what do they do for you?

Mr. GrRoSS. Mainly office functions during off-hours because they
are—

Chairwoman WATERS. So they answer their telephone, maybe.
And what do they do for you?

Mr. Gross. On very infrequent occasions, yes, we do have a tele-
phone staff there that is handled primarily for customer service-ori-
ented discussions.

Chairwoman WATERS. So what does one in India do for an Amer-
ican homeowner in Ohio?

Mr. GRrosS. Most typically the type of calls that they would get
would be a homeowner calling in to say, “I'm going to make my
June 1st payment on June 23rd.” And we would note that, and we
would say, “Thank you.”

Chairwoman WATERS. Well, let me just say this: In addition to
some of the things that we are trying to get into for that is to make
sure that no part of your business—we talked about offshore. I al-
luded to it. I think they should be out. I think all brokers should
be licensed in Ohio.

One of the things I think we ought to do is we ought to prevent
and outlaw offshore contracting for any services. American tax-
payers, particularly with these predatory loans and these resets,
are paying high interest rates. And there is enough money in there
for you to hire people from these communities. If you have legiti-
mate jobs, they deserve to have them.

But it is an insult, really, to talk about your hiring people off-
shore to have a piece of paper with 10 responses to questions where
someone says, “I am behind in my loan,” and all they say is, “Yes,”
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or they can say, “I want this loan to be repaid. I will catch up. I
cannot pay for 10 days,” and a paper to tell them “Yes” or “No.”
“Yes, you may do that,” or “No, you may not do that.” That is abso-
lutely outrageous. And that is why we are so upset with Country-
wide for so many things.

I am not going to go any further with questioning, Mr. Gross. 1
just want to say to you I thank all of you for being here, despite
the fact that you are going to feel a little bit burned when you
leave here today. I contained myself a lot better than I thought I
could, but I thank you all for participating.

I would like to thank all of the nonprofits and organizations that
are attempting to help in so many ways. I liked some of what I
heard. We are going to take some of that into consideration to see
how we can better help you. I liked some of the information I heard
about what HUD can possibly be doing. And, again, we have a lot
of work to do. There is no end in sight on these foreclosures. You
would think they would be winding down by now, but they are not.

So, with that, yes?

Mrs. TuBBS JONES. I would like to introduce one more person
who has come into the hearing. It is our newest councilwoman in
the City of Cleveland, Mamie Mitchell. She has the Ward 5. Thank
you, Councilwoman.

Chairwoman WATERS. Thank you.

Mrs. TuBBS JONES. Let me ask all of the folks who are partici-
pating here to please thank my colleague, the Chair of the Housing
and Community Opportunity Subcommittee of the Financial Serv-
ices Committee, Congresswoman Maxine Waters, for convening this
hearing.

Chairwoman WATERS. Thank you very much.

Mrs. TUBBS JONES. Let me thank the key member of the Ohio
delegation, Marcy Kaptur, for joining us today.

Let me thank my colleagues Charlie Wilson and my sister in
Ohio, other sister in Ohio, Congresswoman Betty Sutton, for being
here.

Chairwoman WATERS. Thank you.

Ms. KAPTUR. Madam Chairwoman, I apologize —

Chairwoman WATERS. Absolutely.

Ms. KAPTUR. I just wanted to say to Congresswoman Tubbs
Jones, thank you, and thank you to your wonderful, wonderful
staff. It is a reflection of all you do for us here, including Cleveland
State University. And I want to thank Betty Sutton, one of our
crackerjack Congresswomen but also a crackerjack lawyer. So I am
glad she is here today. And I know this is the beginning of a whole
new day.

Thank you again, Chairwoman Waters. I leave today with better
spirits than I came. Sometimes it is very frustrating working in
Washington. Today I saw America the way it should be. It was a
very respectful discussion regarding the points of view from people
from all walks of life here. And we all learned together to try to
help our country. This would not have been possible without this
chairwoman setting the tone and coming out here, allowing us to
face you directly, and to us. This is the way America should look.
Thank you.
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Chairwoman WATERS. You are certainly welcome. And I would
like to thank all of our members who are present here today. This
Ohio delegation has been fantastic in coming to organize this hear-
ing that we had today. And, again, I would like to thank the staff
from my office and from all of your offices who worked on this.

I thank you so much for your presence. There are times when I
hold hearings where I am the only one there because members are
so busy and they have so many people at them and so many issues
to deal with. But you have certainly demonstrated your concern
about this issue of foreclosures in your State, and I am very appre-
ciative of it.

We have learned a lot here today. And we will work together to
organize time on the Floor so that everybody understands what
took place here today and to give some exposure to Washington.
And so this has been very, very helpful to all of us.

Again, let me thank all of those individuals representing the in-
stitutions that are in the other room doing workouts. We are going
to do follow-up on those. I have asked all of the citizens who are
involved in trying to work out some kind of form, a release, so that
we could get the information because I don’t want anybody sending
me back a form that they did 10 workouts.

I want the names of the workouts, and I will call each one of the
persons who is supposedly backed up. And I am going to find out
what happened with them. And if, in fact, a workout is not a work-
out, then I am going to get back to the institution that claimed it
was a workout.

Without objection, let me just enter into the record written sub-
missions from the following organizations: Policy Matters Ohio;
Ohio Credit Union; United Way; the Poverty Center at Case West-
ern Reserve University; Lake County Fair Housing Resource Cen-
ter; Cynthia Dayton, City Manager; Rashad Young of the Lake
County ERMA, E-R-M-A, Program, submitted by Representative
LaTourette; and a statement from Mayor Marcie L. Fudge from
Warrensville, Ohio.

With that, this hearing is adjourned. Thank you.

[Whereupon, at 1:55 p.m., the hearing was adjourned.]
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Congress of the United States 300 s Cre P D 1300
Bouge of Representatives s
Wlashington, BE 20515-1407

Financial Services Committee
Hearing "H.R. 5679, The Foreclosure Prevention and Sound Mortgage Servicing Act of
2008"
Opening Statement for Congressman André Carson
April 16, 2008

Thank yow, Chairwomar Waters and Ranking Mcmber Capito for holding this hearing
today on loss mitigation efforts. I would like to commend the work of this subcommittee
in trying to help Americans maintain and secure affordable, safe and stable housing. The
legislation at hand today continues that crucial effort by helping at risk borrowers connect
with their servicers to reach a mutually beneficial agreement when a loen is in danger of

- foreclosure.

The Foreclosure Prevention and Sound Mortgage Servicing Act bill addresses the lack of
constructive communication between servicers and borrowers; a major problem for my
constituents i the 7* Congressional District of Indiana. The bill requires servicers to
provide borrowers with timely, accurate information when requested. -Further, it
prohibits the initiation of a foreclosure if a servicer has not engaged in reasonable loss
mitigation efforts.

As you know, Indiana consistently ranks among the top ten states in foreclosure starts,
There are about 17,000 foreclosed propertics in Indianapolis and over 7,300 in the
preforeclosure phase. :

T am encouraged that this committee has chosen to move forward H.R. 5679 which would
help many in the preforeclosure phase by requiring servicers to forward borrowers
contact information to a HUD certified housing counselor if a loan payment is 60 days
overdue, That counselor could then help those individuals at dsk of foreclosure refinance
1o safer loans with far stronger underwriting standards.

- I'would also like to hightight the succcss of Fannie Mae's HomeStay program which
seeks to help borrowers work out their loans or refinance into more stable loan
agrcements. In my district alone, the program has helped work out 114 loans which
totals more than $13 million. Fannic Mae has done a model job of loss mitigation loan
workouts through refinancing, and by increasing incentive fees to work out loans and
refer borrowers to counseling.

PRUINTED ON BECYCLED PAFER
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Opening Statement of Congresswoman Marcy Kaptuar

Hearing of Financial Services Subcommittee on Housing and Community

Opportunity

Foreclosure Problems and Solutions: Federal, State, and Local Efforts to Address

the Foreclosure Crisis in Ohio

June 16, 2008

Thank you Chairwoman Waters, distinguished members of the Financial Services
Committee, and the Housing and Community Opportunity Subcommittee, particolarly
Ohio Congresswoman Pryce, Congressman LaTourette, Congressman Wilson, and

guests.

On behalf of our entire Ohio delegation, thank you for accepting our invitation to come to
Ohio to conduct one of the most important hearings your Committee has held outside

Washington, DC.

Cleveland is Ground Zero of the mortgage foreclosure challenge facing Ohio. Although
every quadrant of our state is suffering from rising foreclosures, the crisis is most acute
here in Cuyahoga County. Nearly 15,000 new foreclosure filings occurred here in 2007--

a 350% increase over 1995,
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Our state provides a compelling and representative picture of what is occurring across our
nation--the largest washout of private savings in the form of home equity in a half
century. According to a report by Pew Charitable Trusts, homeowners nationwide are

expected to lose nearly $356 billion on property values over the next two years.

According to Moody's Economy report, "Almost 9 million homeowners now owe more
on their mortgage than their home is worth, the largest share since the Great

Depression." In fact, for the first time since World War 11, in the critical home mongaée
sector--our largest form of individual private savings--net home equity is negative, now
below 50%. That is to say, as a whole, Americans owe more on their homes than they are
worth. Furthermore, Moody estimates that 25% of homeowners with a mortgage will be

"upside down" in their homes by this time next year--that's 12 million homeowners who

will owe more than their homes are worth.

This enormous loss of real wealth affects not just the homeowner but our nation as a
whole. For the first-time-ever, securitization of these mortgages into the international
capital markets both fueled and masked this risky process. The effect has been to make
our nation and its banks more dependent than ever on foreign borrowing and infusions of
foreign capital. America now is a net debtor nation--both lebliqu and privately. There
have been inferences of a taxpayer bailout to prevent financial collapse of major Wall
Street banks and brokerages--among them, Citigroup and Bear Steams. Others like

Merrill Lynch and Lehman are awaiting life support in the wings. Our economic future
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has been bound to foreign capital inflows in a manner I view as: (1) destabilizing to our
nation's financial integrity, (2) politically risky for a nation founded with the ideal of

independence, (3) expensive, and (4)unsustainable.

Most often when a homeowner can't make ends meet, they lose their home. But, when a
giant firm like Bear Stearns can't make ends meet due to this crisis, the Chairman of the
Federal Reserve and Secretary of the US Treasury get involved. Billions of dollars of
capital-- now foreign capital from places like Abu Dhabi-- are found to fill the gap,
mergers of banks are approved expeditiously, and, just in case, the Fed opens its NY \
window--with our taxpayers becoming the insurance company of last resort, pledging the
full faith and credit of the U.S.to the Bib Banks. Will ordinary homeowners in our nation
ever be afforded equal attention by the Fed and Treasury? It does not appear so with the

rate of foreclosures and bankruptcies rising every month.

Today, we will learn more about the efforts of the State of Ohio, counties, and localities
attempting to mitigate some of the damage in this maelstrom and to prevent further
foreclosures and bankruptcies. Thank you for all those trying so hard to assist our fellow

citizens.

Congress also must get tougher in its investigations of what has brought America’s
financial system to this predicament. There remains much Congress does not know about
what got us here. I am reminded of an adage from an old professor of mine at the Harvard

Business School who advised: "if you want to know how the world operates, follow the
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cash.”

Yet Congress has not really followed the cash. It has not investigated the paper trails of
firms, brokerages, regulatory boards, government bodies, and key individuals who
initiated and carried out these risky subprime and internationalized practices. An equity
washout of this magnitude does not happen by spontaneous combustion. It was willed to
happen. Specific people in specific places set the pieces in place to allow it to proceed.
Many have been handsomely rewarded. America needs to know who they were, and are.
I believe it incumbent that Congress authorize a full independent investigation of the \
roots of this crisis that trace back to the unstable period following the savings and loan
crisis in the late 1980's. The development of the internationalized mortgage security
inshument itself deserves more attention. In effect, it became a clever and high risk credit
device, with little transparency, that acted like a bank --it created money, or at least the
promises of it, in a Ponzi-schme like manner. And it did so without the normal regulatory

restraints of full accounting and proper examination. How could the regulators have let

that happen?

America should know the individuals and organizations that allowed these risky
instrumeﬁts and practices to proceed and expand. One of the first institutions to embark
on subprime lending was Superior Bank of Hinsdale, Illinois, ultimately bought by
Charter Bank here in Ohio. Superior was created out of the Resolution Trust Corporation.
By the late 1990's, Superior's return on assets was 7-1/2 times the industry average. It

held a very risky portfolio, had a CAMEL rating of only 2, yet its executives were
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financially rewarded for presiding over ruin. How could America let this happen? No

federal regulator stepped in to properly examine the institution. Why?

Where was the Office of Thrift Supervision? What had happened to HUD's appraisal and
underwriting standards? Assuming many of these loans were moved to market through
Freddie Mac and Fannie Mae, why did their regulatory oversight fall short? How were
their Boards and Executives compensated during those years when risky practices
proliferated? Which Board Members at financial institutions and brokerages, regulators,
and secondary market bodies voted to allow these risky and predatory policies that \
escalated this equity drawdown? Do we have evidence that any of those Board Members
personally benefited from their Board decisions? Through which domestic and
international institutions were the original securitizations first moved? Which persons did
it? Which regulatory agencies sanctioned the process? What roles did the US Secretary of

Treasury, the Securities and Exchange Commission, and the Federal Reserve play in

allowing these practices to flourish?

I find it troubling, for instance, that even when it became known that firms like
Countrywide had done great damage to the mortgage market, the Federal Reserve
maintained them as one of its handful of favored primary Treasury security dealers.
Why? Indeed, who and in which firm, created the very first subprime loan and rolled it
into an international mortgage securitization instrument? What set of individuals were
involved in moving and clearing it to market? Frankly, Congress doesn't know. Even as

homeowners across our nation often find it impossible to locate the holder of their
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mortgage security in order to do loan workouts, those who placed them in this
predicament are rolling over their stock options and collecting their interest on
investments earned at others’ expense. Where are the audit trails for thousands of these
subprime loan transactions and international securitizations? Congress doesn't know. The
excuse "we just can't follow the paper trail" is not believable as financial transactions all
have a paper trail. Even credit card companies can bill you for a phone call you made
from a pay phone in a foreign country and adjust for the exchange rate.

In 2001, the Federal Deposit Insurance Corporation placed the largest fine in Americar;
history --$450 million-- on Superior Bank, just one of the initiators of subprime loan
instruments 1 have been able to identify. Its faulty accounting practices and poor
performance in examinations was finally recognized when it couldn't meet capital calls.
Though we know what Superior and what Merrill Lynch were involved in moving
Superior's paper, we yet do not know which third parties were involved in packaging it,
their fees, and how that paper moved into the international market. For a crisis of this

proportion, America should know the full story.

Tam eager to learn from the witnesses today what more Congress can do to help remedy
the current crisis as well as trace its roots to avoid further raids on the private savings of

America's homeowners.
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Opening Statement of Dennis J. Kucinich ™
Subcommittee on Housing and Community Opportunity Field Hearing
Oversight Foreclosure Problems and Solutions: Federal, State and
Local Efforts to Address the Foreclosure Crisis in Ohio
June 16, 2008

Madam Chairwoman, I appreciate the leadership you have shown over many
years in this very important area where banking policy affects the state of
housing in America’s cities like Cleveland. I want to thank you for taking
your subcommittee to Cleveland for this field hearing on Foreclosure

Problems and Solutions.

Cleveland is at the epicenter of the national problem of foreclosure. Major
American cities have experienced a wave of foreclosures. Last year, the
Center for Responsible Lending projected that one out of five subprime
mortgages originated during the previous two years will end in foreclosure,
These foreclosures will cost homeowners as much as $164 billion—the

exact cost they will have on urban America is unknown.

Here in Cleveland, we can already see the damage. This series of maps

illustrates the problem here in Cuyahoga County.

Look at this first map. This is where depository banks made loans in 2005.
You see the sideways lying “V” highlighted in light green? Let me tell you
what that geographical area represents. It is the area in the city where

depository banks made very few prime loans.



84

Now look at the next map of subprime loans made in 2005, highlighted in
reds and oranges—Ilook at the same “V” and the same place. This
geographical area represents where the highest number of subprime

mortgage loans were made during that same year.

Look at the following map. Again, you see the same “V” and the same
place. Here the red dots indicate the number of foreclosures in the first 10
months of 2006. These maps tell you that there is a clear and self-reinforcing
correlation between the low number of prime loans, the high number of sub-

prime loans, and the high number of foreclosures.

Now, look at this next map. Again the familiar sideways-lying “V” shape.
But here the foreclosures, indicated by blue dots, are superimposed on the
neighborhoods — red indicates predominately African-American

neighborhoods. Again, we see a perfect match.

The next map shows the relationship among high cost mortgage loans

made to investors in 2006, increases in vacant homes in 2007 and 2008,
and high minority population based on the 2000 census. Again, we see
the sideways “V.” But we also see increases in high-cost loans and vacant

properties in the outer suburbs and outlying counties.

The last map highlights only the census tracts with all three factors: the
highest cost mortgages, the greatest increase in vacant properties, and
the highest minority populations. We still see the sideways “V.” But
where previously the phenomenon was mainly in African-American census

tracts in eastern Cuyahoga County, we see the problem spreading west to
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census tracts with larger Hispanic and Arab populations. Now, it looks more
like a diagonal “T,” spreading in every direction it can spread in Cleveland:

East, South, and now West.

Lack of access to prime loans, a high frequency of subprime loans and a
high rate of foreclosures are by no means specific to any racial group, but

the pattern certainly carries a whiff of America’s bleak past.
How did our city get to this point?

The Domestic Policy Subcommittee, which I chair, has initiated a broad
reaching examination of the predatory mortgage and subprime lending
industries, and the federal regulators overseeing the nation’s banking

industry.

As part of that effort, the Domestic Policy Subcommittee intervened in a
major bank merger in Ohio between Huntington Bank and Sky Financial.
We asked the Federal Reserve Bank of Cleveland, which is the primary
regulator, to extend the public comment period and to hold a public hearing.
Instead of giving the merger greater scrutiny in light of the mortgage crisis
and particularly this phenomenon in Cuyahoga County, the Federal Reserve
and the Office of the Comptroller of the Currency rubber-stamped the
merger based on the banks’ self reporting of Community Reinvestment Act

compliance.

As a result of that merger, we see more depository bank closures in Low-to-

Moderate Income (LMI) communities, including Euclid and Cleveland here
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in Cuyahoga County, as well as Canton, Grandview, Lima, New
Philadelphia, and Ravenna. And as we can see from the newest data, the

problem is getting worse.

Madam Chairwoman, because of the Waters Amendment which you added
to the Riegle-Neal Interstate Banking and Branching Efficiency Act of 1994,
the LMI City of Lima, Ohio, held a Waters Amendment meeting to
determine what actions must be taken due to the Huntington bank branch
closing there. Last week, a similar meeting was held in Cleveland due to the
Huntington branch closings in Cleveland and Euclid. We don’t know what,
if any, result will come of these meetings with the Federal Reserve, the
OCC, and the nation’s and state’s other bank regulators, banks, and
community representatives. However, withlyour leadership and
understanding of the problems facing our cities nationwide, and particularly
here in Ohio, the Waters Amendment was able to be invoked so we can pay
attention to its effectiveness where more depository bank branches have
been closed in LMI communities. It is now up to us to listen carefully to
what the witnesses today say about the crisis in Ohio and to find ways to
supplement the mandate of our nation’s regulatory agencies where necessary
to get out of the current crisis and avoid similar ones in the future. Thank
you again for meeting with the people of our communities in Cuyahoga

County.
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Map 1
Relationship Among High Cost Mortgage Loans Made to investors in 2006, 4
Change in Vacant and Occupied Residential Addresses 2007-08 &
Minority Populations 2000

\
Cuyahoga County, Ohio

W

- \
Data Saurces: Home Mortgage Disciosure Act, 2006; US Census 2000;

USPS Administrative Data On Address Vacancies March 2007 & 2008 0 2 4 8
Top Two Qunitites of High Cost Loans Made to investors Notes

High Cost Loan tracts are those in top 40% of alf Ohio census
[ ERE

tracts in number of high cost loans made o investors in 2006,

//] Increase in Residential Vacant Addresses per Housing Unit increase in Residential Vacant Addresses tracts are those in top
Y Han e P
ﬁ §§ Percent Minarity Population > 36% 20% of alt US census tracts in increase in vacant residentiat

addresses per housing unit. Change in vacant adddreses are
D County Boundary from April "07 to March '08; housing units are from Census 2000.

Loan data include single-family home purchase and home
refinance loans originated in 2006,

High cost loans have interest rates 3 percentage points above
comparable Treasury rates for first liens and § percentage points
above for junior liens,
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Map 2
Retationship Among High Cost Mortgage Loans Made to investors in 2006,
Change in Vacant and Occupied Residential Addresses 2007-08 & \\\
Minority Popuiations 2000
Cuyahoga County, Ohio

a—
——

T f —

Data Sources: Home Mortgage Disclosure Act, 2006; US Census 2000;
USPS Administrative Data On Address Vacaricies March 2007 & 2008

BB eersecing Tracts [ county Boundary };

Notes

intersecting tracts are:

(1) in top 40% of ali Ohic census fracts in number of high cost loans made te investors in 2008; and
(2) in top 20% of ail US census tracts in increase in vacant residential addresses per housing unit; and
{3) have a minority population greater than 35%

Change in vacant adddreses data are from April ‘07 to March '08; housing units and minority population counts are from Census 2000

Loan data include single-family home purchase and home refinance loans originated in 2006. High cost loans have interest rates 3 percentage
points above comparable Treasury rates for first fiens and 5 percentage points above for junior fiens,
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Opening Statement and Parliamentary Directives of the
Honorable Maxine Waters, D-35% CA
Chairwoman, Subcommittee on Housing and Community Opportunity

Hearing on “Foreclosure Problems and Solutions: Federal, State, and

Local Efforts to Address the Foreclosure Crisis in Ohio”

Joseph E. Cole Center for Continuing Education at Cleveland State

University
3100 Chester Avenue
Cleveland, Ohio
9:30 AM

CALL THE SUBCOMMITTEE TO ORDER.

o (Bang gavel) “This hearing of the Subcommittee on Housing and

Community Opportunity will come to order.”

Good mominé ladies and gentlemen. I would like to start by thanking
Dr. Michael Schwartz, President of Cleveland State University for
allowing us to use this space for today’s hearing on “Foreclosure Problems
and Solutions: Federal, State, and Local Efforts to Address the Foreclosure

1
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Crisis in Ohio.” The University has also kindly allowed us to use some
additional rooms to conduct a foreclosure workshop, where local housing
counselors, Legal Aid groups, and mortgage servicers are available to

work with borrowers trying to avoid foreclosure.

And I would especially like to thank the Ohio Representatives here
today for requesting that I hold a field hearing focused on the foreclosure
crisis and responses to it in the State of Ohio. Your Representatives have
been a powerful, persuasive voice in Congress on behalf of Ohio’s
residents and neighborhoods, which have been devastated by subprime
lending and the turmoil it has spread through the mortgage markets, and,
eventually, the entire economy. In fact, I can attest that every Ohio
Member sitting beside me today has played an extraordinarily active role
in the federal response to this crisis.

Representative Kaptur has been a persistent voice in our Democratic
caucus for taking bold action on the foreclosure crisis generally, and for
holding this field hearing in particular. Representative Kucinich, in his
role as Chairman of the Domesi—ic Policy Subcommittee of the Government

Oversight and Reform Committee has painstakingly examined the causes

2
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and characteristics of this growing problem, including a joint hearing with
my Subcommittee less than a month ago, which focused on how best to
target federal aid to neighborhoods and communities facing block-after-
block of foreclosed and abandoned properties. And the Ohio delegation’s
efforts to address the crisis have been bi-partisan. Indeed, Representatives
Kucinich, Wilson, Pryce, and LaTourette -- who wanted very much to be
here today but had an unavoidable conflict contributed key amendments to
the bill I introduced, H.R. 5818, The Neighborhood Stabilization Act of
2008. The bill would provide $15 billion in grants and loans — with over
$800 million of this amount to the State of Ohio—for the purchase,
rehabilitation and resale or rental of foreclosed and abandoned properties.
My Judiciary Committee colleague Representative Sutton joined us in the
effort to make sure the bill passed the House. And all of us here are
working diligently to see that these critical resources are retained as our
chamber negotiates with the Senate on the elements of the foreclosure
rescue package that eventually makes its way to the President’s desk,

hopefully by July 4*.
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Last but certainly not least, I want to thank Representative Stephanie
Tubbs Jones, not only for the tremendous logistical support her office and
staff have provided to the Subcommittee in putting this hearing together,
but also for really opening my eyes to the scope of the foreclosure problem
here in Ohio, last year when I traveled here at her invitation and had the
opportunity to tour some of the neighborhoods already being devastated by
foreclosures.

Because of the challenges it has faced economically over the past few
years—with the loss of manufacturing jobs and population from certain
parts of the state—Ohio was truly the “canary in the coal mine” of the

foreclosure crisis—vulperable to subprime lending and its aftereffects

state and local efforts to prevent further foreclosures and to help stabilize

I\/\CU’ 2
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Ohio has contended with rising foreclosures since 1995. According to
Policy Matters, from whom we will here today, the number of foreclosures in
Ohio has quintupled since that year. Ohio has consistently ranked in the top 5
states monthly in foreclosure filings during the recent crisis. In May of this
year, the state ranked seventh nationally, with 12,295 foreclosure filings or
one filing for every 410 households.

As the senior Member of the Financial Services Committee from
California, which has been ranked first or second in foreclosures for most of
the past year, I can certainly confirm that the rest of nation is confronting the
problems that Ohio has grappled with for some time. Foreclosure filings in
May are up 7 percent from April, and fully 48 percent from a year ago. Over
260,000 properties received foreclosure filings last month, or 1 in 483 U.S.
households.

Today, we are here to learn about where things stand in addressing these
problems--- specifically, the impact of existing and potential federal, state, and

local efforts to prevent further foreclosures and to help stabilize

¢
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neighborhoods that have already seen too many of them. I am here
primarily to learn, so I will turn things over shortly to my Ohio colleagues
and the witnesses. I will close, however, by noting that [ am particularly
interested in two issues. First, I would like to know whether Ohio
stakeholders believe that the recent actions taken by the House of
Representatives—including passage of The Neighborhood Stabilization
Act and a broad housing rescue package that proposes a greatly expanded
role for the FHA and the GSEs in preventing further foreclosures—might
be helpful to them if enacted into law.

Second, I would like to hear specifics about the efforts of the major
mortgage servicers in the state to engage in loss mitigation. Unfortunately,
the data provided by the voluntary mortgage industry loss mitigation
initiative, HOPE Now, have been incomplete and opaque—and I'm not the
only one saying that: Treasury Secretary Paulson and, more recently, the
Office of the Comptroller of the Currency, have expressed similar
concerns. But the figures HOPE Now does provide, coupled with
feedback from constituents facing foreclosure and counselors or attorneys

helping them, continue to trouble me. For example, of the 1.5 million loan

.t



99

workouts HOPE Now members have executed since July 2007, fewer than
one-third have been loan modifications. The rest are repayment plans,
which can often just postpone the day of reckoning on a subprime
adjustable rate mortgage, or so-called “ARM” loan. Indeed, of the over
600,000 subprime ARMs scheduled to reset in the first four months of
2008, less than 3 percent received loan modifications from HOPE Now
members of 5 years or longer, the loss mitigation approach recommended
by many, including FDIC Chairwoman Sheila Bair, one of the few
regulators to sound the alarm early in this crisis.  And the stories I have
heard from distressed borrowers and their representatives at previous field
hearings and town halls in my own Distn'ct‘suggest that engagement with
members of the HOPE Now Alliance is neither as smooth nor as
productive as the Alliance’s press releases and testimony before Congress
suggest.

For this reason, I introduced H.R. 5679, The Foreclosure Prevention
and Sound Mortgage Servicing Act, which would require mortgage
servicers to engage in reasonable loss mitigation In particular, the bill

would force them to focus on providing loss mitigation offers that are

<7
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affordable to the borrower for the long term—something we don’t know
with respect to any HOPE Now loan workout—be it a repayment plan or a
loan modification—because the Alliance members don’t report on the
affordability standards they use.

I am looking forward to hearing from the witnesses about mortgage
servicers’ work here in Ohio, as well as local and state government efforts
to prevent foreclosures and address the foreclosed and abandoned
properties problem.

END OF OPENING STATEMENT
SEEK UNANIMOUS CONSENT FOR NON-SUBCOMMITTEE
MEMBERS TO SIT ON SUBCOMMITTEE FOR PURPOSE OF
THIS HEARING.
Representative Wilson and I are the regular Members of the Subcommittee
present today, but I would like to seek unanimous consent that each of the
Members attending be considered part of the Subcommittee for the
purpose of today’s hearing.
RECOGNIZE MEMBERS FOR QPENING STATEMENTS,

ALTERNATING PARTIES—SUBCOMMITTEE MEMBERS

¥
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FiGHTING FORECLOSURE AND
ABANDONMENT FORUM:

A PART OF CLEVELAND CrTy COUNCIL'S

BREAKING THE CYCLE OF ABANDONMENT INITIATIVE

STATEMENT OF PURPOSE

rootectio,

‘ 'y ; The City of Cleveland and the surrounding region is cur-
Ty “;ng rently at the epicenter of a foreclosure crisis with the 44105

méime zip code, inside Cleveland, being at times ranked number one
in the nation for foreclosures. Though the crisis is most extreme in
Cleveland and other rust belt cities, the foreclosure epidemic is a national
one. With the March 4, 2008 presidential primary nearing and presidential
candidates expected to be in Ohio at the end of February, Cleveland City
Council is taking the opportunity to share Cleveland's concemns with those
that aspire to lead our nation as the next president of the United States.

Cleveland City Council’s Fighting Foreclosure and Abandonment
Forum which serves as a platform for local activists and the City of
Cleveland to tell presidential candidates what is most needed to combat the
foreclosure crises. Local activists are to present testimony at the Fight
Foreclosure and Abandonment Forum that highlights their efforts and speci-
fies what action is needed from Washington to effectively fight foreclosure
and abandonment. Top presidential candidates Hillary Clinton, John McCain
and Barack Obama are invited to attend or send a representative to hear and
collect testimony.

wodaveloy,
Val X e
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Fi1GHTING FORECLOSURE AND
ABANDONMENT FORUM:

A pART OF CLEVELAND CiTy COUNCIL'S

BREAKING THE CYCLE OF ABANDONMENT INITIATIVE

1)
2)

3)

4

5)
6)

7

AGENDA

Welcome by Cleveland City Council President Martin J. Sweeney

Introduction by Cleveland City Council Majority Leader Sabra Pierce

Scott

Featured Speakers

a. Cleveland City Councilman Anthony Brancatelli, Ward 12 (Slavic
Village)

b.  City of Cleveland Chief of Regional Development Chris Warren

c. Cleveland Housing Court Judge Raymond Pianka

d.  Cuyahoga County Treasurer James Rokakis

Breaking the Cycle of Abandonment Presentation Panels

a.  Detection: Getting control of the ongoing predatory mortgage
market

. Prevention: Community prevention efforts

c. Maintenance and Blight Elimination: Making owners and lenders
responsible for their properties

d. Redevelopment: Restoring properties and communities

Presentation of policy packets to presidential campaign representatives

Opportunity for campaigns to respond and/or answer questions

a. Clinton

b. McCain

c. Obama

Closing Remarks
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City of Clebeland

Office of the Council

Martin |. Sweengy
President of City Council

February 22, 2008
Presidential Campaign
To Whom It May Concemn:

Cleveland City Council’s “Fighting Foreclosure and Abandonment Forum: A part of the
Breaking the Cycle of Abandonment Initiative,” is to serve as a platform for local
activists from within government as well as the public and private sector to present
testimony to the top presidential campaigns that highlights their efforts and specifies what
action is needed from Washington to effectively fight foreclosure and abandonment.

The City of Cleveland and the surrounding region is currently at the epicenter of the
foreclosure crisis with the 44105 zip code, inside Cleveland, being at times ranked
number one in the nation for foreclosures. Though the crisis is most extreme in
Cleveland and other rust belt cities, the foreclosure epidemic is a national one. Having
Washington hear and understand the needs of Cleveland and other cities facing this
epidemic is crucial to the growth and vitality of our community.

Thank you for participating in Cleveland City Council’s Fighting Foreclosure and
Abandonment Forum. Please take the needs of our City as seriously as we do. With your
help, we can effectively combat the foreclosure crisis.

Sincerely,

LA S

Martin J. Sweeney, President, City Council

City Hall * Room 216 * 601 Lakeside Avenue * Cleveland, OH 44114 + (216) 664-2903 « Fax (216) 664- 3837
www.clevelandcitycouncil.org
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Fi1GHTING FORECLOSURE AND
ABANDONMENT FORUM:

A PART OF CLEVELAND CITY COUNCIL'S

BREAKING THE CYCLE OF
ABANDONMENT INITIATIVE
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Supporting Organizations

ACORN

Case Western Reserve University Poverty Center
Cleveland Housing Network

Cleveland Marshall College of Law

Cleveland Municipal Housing Court

Cleveland Neighborhood Development Coalition
Cleveland Tenants Organization

Cuyahoga Community Land Trust

Cuyahoga County Department of Development
Cuyahoga County Foreclosure Prevention

Cleveland State University Center for Neighborhood
Development

East Side Organizing Partnership
Enterprise Community Partners

Home Repair Resource Center

Housing Advocates Inc.

Housing Research and Advocacy Center
NAACP

Neighborhood Housing Services of Greater Cleveland
Neighborhood Progress, Inc.

Network for Neighborhood Success

Policy Matters Ohio

PURE

Rysar Properties

Safegaurd Properties

Slavic Village Development Corporation

St. Clair Superior Coalition

St. Clair Superior Development Corporation
Tremont West Development Corporation
Westown Community Development

5/3 Bank
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Scheduled Speakers (order may vary)

Keynote:;

Cleveland City Councilman Anthony Brancatelli

City of Cleveland Chief of Regional Development Chris Warren
County Treasurer James Rokakis

Cleveland Housing Court Judge Raymond Pianka

Panel 1: Detection

Michael Schramm, CWRU Poverty Center

David Rothstein, Policy Matters Ohio

Kathleen Engel, Cleveland Marshall School of Law
Jeffrey Dillman, Housing Research and Advocacy Center

Panel 2: Prevention

Mark Wiseman, Cuyahoga County Foreclosure Prevention
Barbara Anderson (replaced by Sara), ESOP

Julie Smith, ACORN

Anthony Stevenson, Housing Advocates Inc.

Paula Miller, Neighborhood Housing Services of Greater Cleveland

Panel 3: Maintenance and Blight Elimination

»

Kermit Lind, Cleveland Marshall College of Law
Mariene Ridenour, Cleveland Municipal Housing Court
Chris Kious, St. Clair Superior Coalition

Ruby Nelson, Cleveland Tenants Organization

Panel 4: Redevelopment

Mary Helen Petrus, Cleveland Neighborhood Development Coalition
Kate Motner, Cleveland Housing Network

Marge Misak, Cuyahoga County Land Trust

Mark McDermott, Enterprise Community Partners

Frank Ford, Neighborhood Progress, Inc.
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FIGHTING FORECLOSURE AND
ABANDONMENT FORUM:

ITEMIZED AND CONDENSED
PorLicYy RECOMMENDATIONS FROM
ALL PRESENTERS
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Breaking the Cycle of Abandonment
Cleveland’s Foreclosure Crisis
Forum February 27, 2008

Welcome Presidential Candidate Representatives and guests and thank you
for the opportunity to speak with you today.

I am Councilman Tony Brancatelli and have had the pleasure of representing
Ward 12 for the past 3 years. Prior to becoming councilman I spent 17 years
as the executive director of Slavic Village Development. They are one the
most successful community based non-profits in our city. (
www.slavicvillage.org)

While tracking this crisis across our city I have seen a record number of
negative re-assessments of property values and a decline of real estate tax
income. The impact has been devastating to our residents, neighborhoods
and our city.

Across our city we have seen our 10,000 points of blight: over 10,000 vacant
and abandoned structures. The city of Cleveland spent over seven million
dollars last year demolishing condemned structures and has budgeted to
spend an additional six million in 2008.

We have found our “weapons of mass destruction” in the form of Deutsch
Bank, Argent Mortgage and Lasalle Bank, just to name a few, who have
used Wall street tools to destroy our communities. Wells Fargo officials
openly admit they are depending on federal dollars to bail them out. (note e-
mail)

Our next three speakers will give specific ideas in dealing with this crisis:

o Chief of Regional Development Chris Warren will speak on the city
of Cleveland’s lawsuit against subprime lenders, define resources
needed and our community partnerships.

o Judge Raymond Pianka will speak on foreclosure prevention,
improvements in the foreclosure process and establishing responsible
ownership
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o County Treasurer Jim Rokakis will talk about the magnitude of our
crisis, impact on our market and a proposed county wide land bank

First I would like to talk about the impact of this crisis on the community I
represent in Ward 12, the historic Slavic Village Broadway community.

This is not a community without an adequate banking presence; we have
some of the highest quality banks in the region including one of the best
thrifts with Third Federal Savings headquartered in the heart of our
community.

This is not a community without a strong development agenda. We have
built over 500 new homes and renovated over 1,000 more with great partners
such as Cleveland Housing Network, Zaremba Cleveland Communities and
Rysar Properties.

This is not a community without retail. We have Dave’s Grocery Store and
Silverman’s Department Store just to name a few.

This is not a community without quality restaurants. We have great ethnic
restaurants such as Seven Roses and Europa Deli. We have local diners
such as Red Chimney and Arabica Coffee house.

This is not a community without recreational opportunities. We have a First
Tee golf course, the first ever inner city rails to trail project as well as
wonderful parks and gardens and have broken ground on two new athletic
complexes.

This is not a community without strong employers. We have the most
efficient steel plant in Accelor Mittal, we have Goodrich Landing Gear in
our back yard, Presrite Manufacturing along with thousands of other quality
jobs in our community.

What we don’t have is adequate protection from predatory mortgage
companies, corrupt mortgage brokers, criminally negligent appraisers and
title companies who openly participate in the destruction of our
neighborhoods.

As the epicenter of the foreclosure crisis the Slavic Village neighborhood
averages two foreclosures a day and one home demolished every 3 days. In
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the last few years we have lost 10% of our population and currently have
1,000 vacant and boarded homes. Hundreds of homes are condemned and
waiting for the wrecking ball. Houses are being stripped at an incredible
rate.

This was not unforeseen. In 1999 while executive director of Slavic Village
Development we filed a Nuisance Abatement suit led by Cleveland State
University Law School against a multi property owner and won. We
documented massive real estate flipping that was being done throughout our
community. In fact a flipper that I testified against, Ray Delacruz, went to
federal jail for years.

What was un-foreseen was Wall Street changing the way they do business.
No document loans coupled with securitized bonds that were put on the
market created the tools for unprecedented mortgage fraud that left us with
this wake of destruction.

We need the Federal Government to enact new rules such S 2136, Helping
Families Save Their Home Bankruptcy Act of 2007” that will enable judges
to reset mortgages when families are forced to file bankruptcy because of a
predatory lender. This could save the homes of 600,000 families across the
United States.

We need the Federal Government to support H.R. 3498 which earmarks 500
million dollars to be put in place to help remove these blighted and nuisance
conditions.

We need the Federal Government to place all lending institutions including
all mortgage companies under stricter government lending laws.

We need the Federal Government to make it a priority to prosecute mortgage
fraud, including corrupt brokers and appraisers. This includes marshalling
all resources such as the FBI and the HUD Inspector General just to name a
few.

We need the Federal Government to authorize and demand HUD and Fannie
Mae to demolish all substandard homes in their inventory and not recycle
them on the market to the highest bidder.
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We do not need the Federal Government bailing out banks. We need to hold
them accountable for their actions.

The city has and is doing their part. They have enacted and will now
enforce our “Certificate of Disclosure” law. We have enacted an aggressive
“Rental Registration” law. We are going to step up our code enforcement
and inspections of foreclosed homes. We are aggressively going after scrap
yards and their licenses for taking in stripped material from our homes.

The community is doing their part. They have painted over boards on
abandoned properties; they have help clean up lots and around houses and
have enlisted many of the youth in the area to help. They have gone after
and testified against absentee property owners and they will continue to lead
the cause to save our communities.

The non-profits are doing their part. Organizations such as Neighborhood
Housing Services, ESOP and others are educating residents, helping rescue
homes and advocating on behalf of our communities.

The Slavic Village community is a wonderful place to live, work and raise a
family. 1invite any of the presidential candidates to come visit our
wonderful churches and schools and see first hand the vitality of this
neighborhood. I have had the pleasure of showing off our community to
media from France, Japan, Australia, Greece, Germany, England and others.
They have all marveled at how we have been able to survive during this
crisis and also how little federal help we have been given.

Last year the Cleveland Plain Dealer stated “If you can’t save Slavic Village
you can’t save the City”. Last night at the presidential debate I heard the
words hope, change, experience and hit the ground running. It is my hope
that the next president will learn from our experience and will kit the ground
running to change our policies and help save our neighborhoods.
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SUBPRIME LENDING, REAL ESTATE FLIPPING
AND THE FORECLOSURE CRISIS IN
SLAVIC VILLAGE

Selected Data 2003-2007

. Prepared by:
The Slavic Village Vacant and Abandoned Property Committee

With the support of
Neighborhood Progress Incorporated
Slavic Village Development
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In the past year, the southeast Cleveland neighborhoods known as Slavic Village have
attracted international attention as the epicenter of the nation’s foreclosure crisis. Indeed,
the postal zip code that includes these neighborhoods now possesses the dubious
distinction of having the most housing foreclosures in the United States.

The broad contours of the subprime lending meltdown are visible to anyone reading the
business pages, and while the full extent of the crisis remains obscure, its impact on
Slavic Village has been devastating and is growing worse. It is now generally recognized
that many banks targeting the subprime market sector were engaged in underwriting
practices that were, at best, grossly negligent. Further, it is apparent that these practices
flourished in a climate of moral hazard in which lenders—with the assistance of
investment banks and bond rating agencies—transferred the risk of such dubious loans by
bundling them into collateralized debt obligations and selling them to investors as high-
grade securities.

Although the results of these practices can be seen in Slavic Village’s skyrocketing
foreclosure rate, until now it has not been possible to connect the devastation wrought on
Slavic Village to the specific lenders responsible for originating bad loans. Similarly,
while real estate “flipping” is widely assumed to make up a significant share of the
housing foreclosure problem, there has been no detailed study of the role of such
speculators and the extent of their responsibility for crisis we now face.

Accordingly, this report has purposes. First, to analyze the precise impact of subprime
lending practices in Slavic Village by examining lender market share during 2003-2006
and the corresponding foreclosure rates on loans originated during this period. Second,
to examine a significant subset of these transactions involving a small group of
speculators involved multiple-property transactions. These individuals, which the report
describes as “flippers,” account for a disproportionate share of the foreclosures in Slavic
Village, and serve to illustrate the reckless practices of the subprime lending industry.

For purposes of this report, the term “Slavic Village” refers to the area served by Slavic
Village Development (SVD). The SVD service area includes the South Broadway,
North Broadway and portions of the Industrial Valley neighborhoods and is home to
more than 30,000 residents.

This analysis draws upon data from the Cuyahoga County Recorder’s Office, the Office
of the Auditor, the Court of Common Pleas and other public records compiled in the
NEO CANDO database developed and maintained by the Center on Urban Poverty and
Community Development at the Case Western Reserve University’s Mandel School of

! See, e.g., CNN Money, Top 500 Foreclosure Zip Cades, June 19, 2007, at http:/money.con.com
(documenting a recent study by RealtyTrac, which lists the zip code 44105 and includes most of Slavic
Village, as number 1 in foreclosures)
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Applied Social Sciences. The Committee also examined other records such as
certificates of disclosure and building permit applications maintained by the City of
Cleveland, Department of Building and Housing.

Section I: Mortgage Lendihg in Slavic Village

An analysis of recorded Sheriff Deeds for the SVD Service Area shows that despite
economic recessions in the mid-1970s, early 1980s and early 1990s, the Slavic Village
housing market remained remarkably stable in terms of foreclosures. Between 1976 and
1999, the average annual number of completed foreclosure actions in Slavic Village (as
measured by recorded Sheriff Deeds) was 41; in no year during this period did
foreclosures reach 90.

Unfortunately, as shown in Table 1: Recorded Sheriff Sale Deeds 1997-2007 and
Foreclosure Filings 2006-2007 SVD Service Area, the number of foreclosures climbed
to 108 in 2000, reached 268 by 2005, and is now at the previously-unimaginable level of
633 completed foreclosures for 2007. Moreover, based on 2007 foreclosure filings—a
leading indicator for Sheriff’s sales—the number of recorded Sheriff’s Deeds in Slavic
Village is expected to increase substantially in 2008.

To determine the causes of this exponential growth in foreclosures, the Vacant and
Abandoned Property Committee conducted an analysis of property transaction and loan
origination data for the years 2003 to 2006. This period was chosen on the assumption
that the increase in foreclosures seen in 2005-2007 was largely the result of defaulted
loans that originated in the immediately preceding this period. The results of this

analysis are provided in Table 2: Slavic Village Lenders Ranked by Loan
Originations 2003-2006, and Table 3: Slavic Village Lenders by Foreclosure Filings
on Loans Originated 2003-2006.

Table 2 shows that during 2003 to 20086, lenders made nearly 5000 loans secured by
mortgages on residential property in SlavicVillage, totaling more than $343 million.
Because the data reflects both first and subsequent mortgages secured by a single
property, the number of loan originations shown in Table 2 substantially exceeds the
number of affected parcels. This fact, however, has no impact on the market share for
the institutions making loans during the period 2003-20086, or on the rates of foreclosure
for these loans.

The largest lender during the survey period in Slavic Village was Argent Mortgage (and
its parent company, Ameriquest), an out-of-state bank that is now notorious for its
lending practices in the sub-prime mortgage market. With more than $51 million in
loans, Argent/Ameriquest by far held the largest market share in terms dollar volume
(14.9%), loan originations (14.7%), and foreclosures (25%). Of the 726 loans originated
by Argent during the survey period, an astounding 335 (46%) had defaulted and were
foreclosed as of February 2008.
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This pattern is repeated for almost all of the subprime lenders. These out-of-state
institutions, which generally did not operate local branch offices and instead originated
loans through independent mortgage brokers, accounted for the majority of loans made
during the survey period and an even higher share of defaults, as demonstrated by
foreclosure rates of up to 60%. Worse, because of the significant lag between origination
and the filing of a foreclosure action, and the fact that many of these lenders continued to
make loans throughout 2006, these already high foreclosure rates will continue to rise.

By contrast, state-chartered and locally operated lenders had much lower rates of
foreclosure. For example, the lender with the second-largest market share, Third Federal
Savings and Loan, had a foreclosure rate of 7.5%. Unfortunately, traditional banks such
Third Federal proved to be the exception: Of the top twenty lenders by loan originations
during the survey period, ten are traditional state-chartered institutions with local offices,
ten are out-of-state banks associated with the subprime market. The traditional lenders’
combined market share was 26% (1300 loans), of which approximately 10% (144) ended
in foreclosure. The ten leading subprime lenders’ market share was 34% (1699 loans), of
which 52% (704) had foreclosure filings.

Section II: Speculator Activity in the SVD Service Area 2003-06.

For purposes of this report, the term “flipper” is used to denote a speculator engaged in
the purchase and quick resale of property at a large markup over the initial purchase
price. Although this report does not attempt to define what constitutes flipping with any
precision, or to identify every potentially qualifying transaction, our research shows that
property flipping in Slavic Village is widespread and accounts for a disproportionate
share of foreclosures during the reporting period.

The transactions included on Table 4: Selected Flipper Transactions in SVD Service

Area 2003-2006 do not constitute a comprehensive accounting of speculative property
transfers in Slavic Village, but have been selected as examples of flipping activity in the
neighborhood, as defined under the broad criteria noted above.

These transactions were chosen from a much larger list of property transfers occurring
during the survey period in which the sale price and/or mortgage loan on the property
was significantly in excess of the county assessed value. In reviewing these transactions
with a high price-to-assessed-value ratio, the Committee noted a small group of buyers
who had who purchased more than one property within a short period of time. In many
cases, these “multiple buyer” sales were financed by a 90% first mortgage from a
subprime lender, with and a 10% second mortgage taken by the seller, It also appeared
that a high proportion of multiple buyer transactions ended in foreclosure.

Many of these multiple buyers, in turn, purchased from “multiple sellers” who sold the
properties in question at a markup of between 200%-500% over the initial purchase price.
Based on these characteristics, the Committee considered these transactions to be
speculative in nature, and the properties in question to qualify as “flipped.”
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Further review of these flipped property transfers shows that that some of the multiple
sellers in these transactions may be affiliated by business or family ties. The Committee
also obtained the Certificates of Disclosure filed with the City of Cleveland for most of
these transactions; these reveal that many of the speculator transactions involved the
same mortgage broker, appraiser and title company. A brief description of these
affiliations is provided in Appendix 1. Finally, our review showed that in most cases, the
City of Cleveland Department of Building and Housing issued no permits on these
properties between the initial purchase of the properties and the subsequent sale at a high
markup. A detailed examination of five of the transactions listed in Table 4 is provided

in Appendix 2
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Table 1: Recorded Sheriff Sale Deeds 1997-2007 and Foreclosure Filings 2006-2007
SVD Service Area

QOO e e e e et A S e L S A8 e i s e

800

700 -

500

500 —
M Sheriff Sales
© |0Foreciosures

400 -

300

200

100 1

o —~
1997 1998 1599 2000 2001 2002 2003 2004 2005 2006 2007

[I Sheriff Sales 79 76 69 108 117 125 155 161 268 308 633
698 804

ID Foreclosures

Source: Cuyahoga County Auditor and Cuyahoga County Court of Common Pleas, accessed via NEQ

CANDO (http:/neccando.case.edu), Feb 19, 2008
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Table 3. Slavic Village Lenders by Foreclosure Filings on
Loans Originated 2003-2006
(Minimum 5 foreclosures)

Lender Originations Foreclosures | Foreclosure Rate
ARGENT MORT/AMERIQUEST 726 335 46.14%
NEW CENTURY MORT CORP 237 111 46.84%
PEQOPLES CHOICE HM LN INC 183 77 42.08%
LONG BEACH MORTGAGE CO. 101 61 60.40%
NATIONAL CITY BANK 212 51 24.06%
THIRD FED S&L ASSN 412 31 7.52%
FINANCE AMERICA, LLC 46 28 60.87%
WELLS FARGO BK 60 27 45.00%
AMERICAS WHOESALE LENDER 90 27 30.00%
AEGIS FUNDING CORPORATION 75 26 34.67%
NOVASTAR MORT INC 35 21 60.00%
BNC MORTGAGE 50 20 40.00%
CHARTER ONE BK 158 13 12.03%
AAMES FUNDING CORPORATION 38 18 47.37%
COUNTRYWIDE HM LOANS 109 17 15.60%
YORK MGMT GROUP LLC 16 14 87.50%
REAL ASSET FUND LLC 14 13 92.86%
FIRST PLACE BANK 46 13 28.26%
CHASE BANK 66 12 18.18%
LEHMAN BROS BK 31 11 35.48%
AMERICAN HM MORT 52 11 21.15%
DELTA FUNDING CORPORATION 25 10 40.00%
FIFTH THIRD MORT CO 98 10 10.20%
FIRST HORIZON HM LOAN CORP 18 9 50.00%
BENEFICIAL 37 9 24.32%
WASHINGTON MUTL BK 43 9 20.93%
CLEVELAND CITY OF 51 9 17.65%
HUNTINGTON NATL BK 87 9 10.34%
ENCORE CREDIT CORP 16 8 50.00%
EQUITY TRUST CO 23 8 34.78%
SOUTHSTAR FUNDING 24 8 33.33%
AMERICAN MIDW MORT CORP 19 7 36.84%
GREENPOINT MORT FUNDING INC 25 7 28.00%
HOUSEHOLD RLTY CORP 47 7 14.89%
UNION NATIONAL MORT CO 57 7 12.28%
FIRSTMERIT BK 85 7 8.24%
KEYBANK NATL ASSN 74 6 8.11%
STRATEGIC MORT CO 11 5 45.45%
ACCREDITED HOME LENDERS,

INC 14 5 35.71%
PARK VIEW FED SAV BK 18 5 27.78%
SUNTRUST MORT CO i8 5 27.78%
DECISION ONE MORTGAGE 20 5 25.00%

10
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Table 4: Selected Flipper Transactions in SVCDC Service Area 2003-2006

SEE TABLE 4 EXCEL SPREADSHEET LEGAL SIZE

11
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Appendix 1: Index of Selected Parties Identified on Flipper Transactions Table

Cody, Beverly — Listed as buyer of 7 properties on Flipper Transaction list. One of her
properties [PPN: 137-19-096 ] lists 5801 W. 220 in Fairview Park (PPN: 331-30-016) as
her tax mailing address. That property is owned by Rodney Harris, who has six
transactions on the list (5 as a buyer, 1 as a seller, all of which ended in foreclosure).
Beverly Cody is also the statutory agent for Kellogg Dogs, Inc.

Community Development & Investments LL.C. Seller of two properties to Nichole
Kiesel. The members are Wesley Rahmon, Sheldon M. Little and Willie B. Grady Jr.

Agent Wesley Rahmon 2950 Richmond Road, Beachwood, OH 44122.

Grady, Willie. Listed as buyer for 2 transactions, both ending in foreclosure, and as a
seller in 5 others. He is also a seller for 2 transactions in his capacity as member of
Community Development & Investment LLC.

Harris, Rodney — Listed as purchaser for 5 transactions, a seller in 1 transaction, all
ending in foreclosure. He owns property at 5801 W. 220 in Fairview Park, which is a tax
mailing address for Beverly Cody. Member, RJM Home Investment Developers LLC.

Hoover, Bruce T. —Certified Residential Real Estate Appraiser (ACR.2005014822).
Member, Hoover Appraisal Services LLC, 13413 Graham Road, East Cleveland, OH
44112. Involved in 60 deals on the Flipper Transaction list with Mark Kellogg as the
mortgage broker.

Johnson, Ervin Antheny — Purchaser of 5 properties, 2 of which are in foreclosure. Ex-
husband of Lakiesha Williams.

Kellogg, Mark - Loan Originator/Mortgage Broker for over 70 of the homes on Flipper
transaction list. He is a member of RIM Home Investment Developers LLC and Kellogg
Doggs LLC. Many of his deals were also with Bruce T. Hoover as the appraiser; also did
deals with Wesley Rahmon as the appraiser.

Kellogg Hot Doggs, LL.C. - The hot dog stand at Fleet/Broadway owned by Mark
Kellogg. Beverly Cody is registered agent.

Kiesel, Nichole - Bought (4) properties from Ken Lam, Community Development &
Investments LLC, and Pak Yan Lui, all of which were foreclosed on. Wesley Rahmon was
appraiser on 2 deals with Mark Kellogg as broker.

Kwan, Man Keung—Listed as seller for 3 transactions.

Lam, Ken — Seller of six questionable transactions in Flipper Transaction list (including

one to Beverly Cody). Listed on Auditor web site as sharing the same tax address as Pak
Yan Lui for property at 3804 Payne, Cleveland, Ohio 44114 (PPN: 102-39-084).

12
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Appendix 1: Index of Selected Parties Identified on Flipper Transactions Table

Lam Developments LLC. Seller of 1 property on list. Member/Agent Lavelle Gibson,
3715 Warrensville Ctr., OH 44122. No apparent connection to Ken Lam.

Lam, Kingsdon- Listed as seller in 2 transactions. Tax mailing address is 7461 N
Linden Ln, Parma, OH 44130, a property owned by Ken Lam.

Lee, Bonita - Purchased 5 properties from Lui and affiliated parties between March and
August 2005, all of which ended in foreclosure within one year of purchase. In March
2003 Bonita Lee filed a Chapter 7 (personal) bankruptcy petition. At that time, she had
assets of $6,272 and $14,061 in liabilities. In 2002 she had employment income of $27k.
Her debts were discharged in bankruptcy on 6/25/03.

Little, Shelton - One of the members of Community Development & Investment, LLC.
He is listed as mortgage broker for 2 transactions in which Community Development &
Investment, LLC, is the seller.

Lui, Pak Hor — Tax mailing address 7294 Rita Dr, Independence, OH 44131-5326.
Affiliation with other parties unclear.

Lui Lopack LTD — members of the corporation are Edward Siegel, Pak Yan Lui and Lee
E. Bokar. The address is currently 5910 Landerbrook Drive, Suite 3200 in Lyndhurst,
OH 44124.

Lui, Pak Choong — Seller of 14 properties on list. Resides at 6453 Poplar Dr,
Independence, OH 44131. Member, Poplar Associates LLC, 138 Real Estate LLC.

Lui, Pak Tim — Listed as seller of 11 transactions in the Flipper Transaction List.

Lui, Pak Yan — Owns a restaurant with Pak Tim Lui and Pak Choong Lui at 5555
Brecksville Road and also a single family home on East 36™ Street with Pak Tim Lui.
President of Merlave LTD, Poplar Associates LLC, Louie Construction Company LLC.
Listed as owner of 6368 Pebblecreek Road, Independence, OH. Keng Ming Wong, Fanny
Mei, and Man Kwan all list this Pebblecreek address on at least one disclosure certificate.
Pak Yan Lui is also listed affiliated with Lui Lopack, LTD.

Mei, Fannie — Listed as seller of 1 property to Eddie Buck. Co-defendant with Pak Yan
Lui in civil action CV-05-575581, Stephen Miller Enterprises v. Fanny Mei, et al.

Merlave LTD — Seller of 11 properties on list. The company also appears as an
originator of 5 loans on Tables 2 and 3, all of which ended in foreclosure.
Member/Registered agent is Edward Siegel.

Poplar Associates, LLC. Listed as seller of 10 properties on list. Tax address is the
same as that of Pak Choong Lui, at 6453 POPL AR Ave, INDEPENDENCE, OH 44131.
Agent Edward Siegel 5910 Landerbrook Drive, Cleveland, OH 44124. Appears as loan
originator for 3 transactions, all of which ended in foreclosure.

13
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Appendix 1: Index of Selected Parties Identified on Flipper Transactions Table

Rahmon, Wesley — Licensed Residential Real Estate Appraiser (ALR.2001018430);
involved in 21 transactions, 13 of which were brokered by Mark Kellogg. Member of
Community Development and Investment LLC. Also appears on list as a seller in 1
transaction with buyer Rodney Harris and appears as the buyer in a sale by Keng Ming
Wong.

RJM Home Development Investors, LL.C —~ (Members Mark Kellogg and Rodney
Harris); agent address 7208 Ivy, Cleveland, OH 44127. Listed as seller for 5
transactions, two of which were brokered by Mark Kellogg. Appears as loan originator
for one transaction, which ended in foreclosure.

Siegel, Edward F. — Attorney, Siegel and Associates, 5910 Landerbrook Drive, #3200,
44124. Statutory Agent/member of Popular Associates LLC, Merlave ltd, and Lui
Lopack, LTD. Has represented Pak Tim Lui in various cases.

Williams, L.akeisha. Purchaser of eight properties on list, five of which are in
foreclosure. Bought all of the properties from various Pak Tim Lui affiliates, with Mark
Kellogg and Bruce Hoover as broker and appraiser. Ex-wife of Ervin Anthony Johnson.

Wong, Keng Ming — Listed as seller for 10 transactions. Sold properties to Benita Lee,
Beverly Cody, Lakeisha Williams, Wesley Rahmon and Willie Grady. Mark Kellogg,

Bruce Hoover and Mountaineer Title are involved in his deals.

Y.Y.L. LL.C. - Pak Yan Lui is the Managing Partner; sold 2 houses to Beverly Cody;

14
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Appendix 2: Histery of Selected Properties on Flipper Transactions Table

3770 East 77" Street

Pak Yan Lui purchased the above house on April 19%, 2002 for $24,000 from US Bank.
On May 16%, 2003 he transferred it to affiliates, Ken & Sendai Lam for $25,000. On
November 17%, 2004, Ken & Sendai Lam sold the property to Nichole Kiesel for
$120,000. No permits were pulled prior to this sale.

The deal was brokered by Mark Kellogg. The appraiser was Wesley Rahmon. The title
company was Mountaineer Title. Kiesel financed this purchase with a loan of $108,000
from People’s Choice Mortgage through MERS, and a second mortgage of $6,000 with
Ken Lam.

On August 21%, 2007 a foreclosure action was filed against Nichole Kiesel. The default
hearing has taken place and the property will be sold at sale in early 2008 (not scheduled
yet).

Both Ken Lam and Pak Yan Lui are associates of Pak Tim Lui. Ken Lam owns property
with Pak Yan Lui at 3804 Payne Avenue. Ken Lam is/was married to Sendai Lam and
owns property with her in Parma. Ken Lam shows up in several other “flip” transactions
on the spreadsheet. Pak Yan Lui owns a restaurant with Pak Tim Lui at 5555 Brecksville
Road and also a single family home on East 36™ Street in Cleveland. Pak Yan Lui is also
president of Merlave LTD and a listed partner of Lui Lopack, LTD.

15
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Appendix 2: History of Selected Properties on Flipper Transactions Table

5105 Anson Avenue

Pak Tim Lui purchased the above house on August 2™, 2005 for $11,000 from GMAC
Mortgage Company. About 7 months later, on March 7%, 2006 he sold the property to
Erline Heard for $84,000. No permits were pulled prior to this sale.

The deal was brokered by Mark Kellogg. The appraiser was Bruce Hoover. The title
company was Mountaineer Title. Erline Heard financed this purchase with a loan of
$71,400 from Long Beach Mortgage Company, and a second mortgage of $12,600 with
Pak Tim Lui.

On March 29th, 2007 a foreclosure action was filed against Erline Heard for defaulting

on her Joan. On January 7th, 2008 this property will be sold at sheriff sale with a
minimum bid of $3,334 as the new county appraisal was $5,000.

16
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Appendix 2: History of Selected Properties on Flipper Transactions Table

4080 East 80™ Street

Pak Hor Lui purchased the above house on June 10%, 2005 for $30,600 from Federal
Home Mortgage Association (Fannie Mae). About 4 months later, on October 19*, 2005
he sold the property to Julius Gaddis for $85,000.

The deal was brokered by Mark Kellogg. The appraiser was Bruce Hoover. The title
company was Mountaineer Title. Julius Gaddis financed this purchase with a loan of
$76,500 from Long Beach Mortgage Company, and a second mortgage of $8,500 with
Pak Hor Lui. On January 24™, 2008 a foreclosure action was filed against Julius Gaddis.

17
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Appendix 2: History of Selected Properties on Flipper Transactions Table

5977 Engel Avenue

Pak Tim Lui purchased this 1,064 sq. foot house (built 1910) for $18,300 on 12/13/04
from Wells Fargo. On 4/4/05 it was sold to Bonita Lee for 85,000. No permits were
pulled prior to this sale. The deal was brokered by Mark Kellogg. The appraiser was
Bruce Hoover. The fitle company was Mountaineer Title. Bonita Lee financed this
purchase with a loan of $80,750 from Long Beach Mortgage Company, and a second
mortgage of $4,250 with Pak Tim Lui.

This house was one of 5 properties purchased by Bonita Lee from Pak Lui affiliates
between March and August 2005. The combined purchase price of the five properties
was $426,000. Every transaction was 100% financed with first mortgages from either
Long Beach Mortgage or Argent, and second mortgages taken by the seller. Kellogg,
Hoover and Mountaineer were involved in all five transactions. Less than two years
before she obtained this financing, Bonita Lee’s debts were discharged in bankruptcy.

On 8/31/06 a foreclosure action was filed against Bonita Lee on the mortgage for this

property. On 9/10/07 the property was offered at Sherriff’s sale for a minimum bid of
$20,000. The property was withdrawn from sale for lack of bidders.

18



138

Appendix 2: History of Selected Properties on Flipper Transactions Table

2985 Nursery

Merlave LTD purchased this 1,188 square foot house (built 1900) a private family on
June 4, 2004 for $10,000. On September 23, 2004 Manicka Collins purchased the house
from Merlave LTD for $71,250. The deal was brokered by Mark Kellogg. The
appraiser was Wesley Rahmon. The title company was Mountaineer Title. Manicka
financed this purchase with a loan of $67,500 from Argent on September 23, 2004 and a
second mortgage on the same day of $3,750 from Merlave LTD. The second mortgage
was released on January 18, 2005.

This house was one of 2 properties purchased by Manicka Collins during August and
September 2005. The combined purchase price of the 2 properties was $137,250. Mark
Kellog was the broker for both purchases, which later ended in foreclosure.

On September 20, 2006 at foreclosure was filed against Manicka Collins for defaulting
on the loan. On November 26, 2007 the house went to Sheriff Sale with an appraised
value of $10,000. There was a minimum bid of $6,667 and was eventually sold for
$36,216 to Wells Fargo. The city has cleaned the above location 3 times and has not
been paid- accumulating lien.

19



139

! Source: Cuyahoga County Recorder and Common Pleas Court. (Foreclosure filings are through February 7, 2008)
¥ Includes originations by Argent Mortgage (698) and its parent company Ameriquest (28).

" Includes National Gity Bank (200), National City Bank of Indiana (7) and National City Mortgage Co.(5)

¥ Includes Countrywide Bank (16) and Countrywide Home Loans {(93)

¥ Includes Fifth Third Bank (48) and Fifth Third Mortgage Co.(50)

¥ Included FirstMerit Bank (76) and Firstmerit Mortgage Co.(22)

“ Includes JP Morgan Chase Bank (32), Chase Home Finance (1), Chase Bank USA (14}, Chase Manhattan Mortgage Corp.
(11), Chase Manhattan Bank (8)

¥ Includes US Bank of North Dakota {(17) and US Bank (48)

* Includes American Home Mortgage (29) and American Home Mortgage Accept Inc. (23)

* Includes the City of Cleveland and the Cleveland Department of Community Development.

* Source: Cuyahoga County Recorder and Common Pleas Court. (Foreclosure filings are through Febmary 7, 2008)
* Source: Cuyahoga County Recorder and Common Pleas Court. (Foreclosure filings are through February 7, 2008)
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Testimony to _
Fighting Foreclosure and Abandonment Forum

February 27, 2008
Chris Warren
Chief of Regional Development
City of Cleveland

To the Chair and to the distinguished representatives from the Barack
Obama, Hillary Clinton, John McClain, and Michael Huckabee presidential
campaigns: '

I serve Mayor Frank Jackson as his Chief of Regional Development. In that
position I oversee the work of six City Departments related to neighborhood
and community development. In addition, I advise the Mayor on issues that
impact our Northeast Ohio Region.

The sub-prime mortgage crisis has hit Cleveland and its inner-ring suburbs
as horrific natural disasters have hit others, The devastation is manifest:
over 10,000 vacant derelict properties, surging foreclosure rates, decades-
worth of neighborhood rebuilding undercut, thousands of our citizens
uprooted, tens of millions of public dollars diverted from essential services
to dealing with the wreckage, and grievous impacts on the personal wealth
and well-being of thousands. Call it Hurricane Exploitation.

This Hurricane Exploitation has been an unnatural disaster, one powered by
the gale winds of greed blown through our town by those operating and
profiting at every level of the sub-prime phenomena. The culprits are many
~ from the brokers to the financiers, to the investment banks, to those who
invested in mortgage-backed securities.

Cleveland is fighting back:

e In January, the City of Cleveland filed a lawsuit in Cuyahoga County
Court of Common Pleas to recover damages in connection with Wall
Street’s role in the sub-prime foreclosure crisis. The City’s complaint
includes a claim for public nuisance against 21 defendants, including
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Deutsche Bank, Ameriquest, Countrywide Financial, Goldman Sachs,
and other prominent sub-prime financiers. We believe we will be able
to show that the defendants could have and should have foreseen that
their sub-prime lending activity would result in the mass foreclosures
that have taken place in Cleveland. Between 2002 and 2006, the
Defendants collectively issued or underwrote more than $2.5 trillion in
securities backed by sub-prime mortgages. Together, they filed more
than 16,000 foreclosure actions in Cuyahoga County since 2003.

The City has joined with County Treasurer Rokakis, Cleveland City
Council, and others to craft a program and plan for a County-wide
Land Bank designed to handle the redevelopment of thousands of
foreclosed upon and abandoned properties.

The City of Cleveland is working with community-based development
corporations, Neighborhood Progress Inc., national and local
foundations, and the State of Ohio to institute this year a “Reclaiming
Foreclosed Properties” pilot project, targeting city neighborhoods for
intensive pre-foreclosure workouts and counseling, the redevelopment
of vacant homes for affordable homeownership, and the demolition of
condemned nuisance properties. 750-1000 properties will be improved
over three years.

These efforts demonstrate a community ready and able — through intra-
government cooperation, leveraging the talents of community based
development corporations, and private sector commitments - to take on the
hard work of rebuilding neighborhoods, family by family, house by house.
Regrettably, however, our approaches will fail without resources equal to the

The resources can only come through a timelyvyand substantial emergency
recovery investment by the federal government.

Accordingly, Mayor Frank Jackson calls on the.candidates for President to
immediately support the following:

A five-year multi-billion dollar federal emergency relief program to
help cities, like Cleveland, deal with thousands of unsafe abandoned
properties, responsibly manage the rebuilding of neighborhoods,
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rehabilitate properties for affordable homeownership, and assist
families facing interest rate resets and the likely loss of their homes.

For Cleveland and Cuyahoga County, we peg the minimum cost for
recovery at $65 million per year for five years.

*  The federal government must move quickly to rein in and regulate -
those elements of the home mortgage industry that have been
allowed to trample borrower rights, thumb their nose at fundamental
underwriting standards, and totally avoid regulatory scrutiny.

¢ We support a five year freeze on sub-prime rates and a one year
moratorium on sub-prime foreclosures for owner occupants.

On behalf of Mayor Jackson, I thank you for your participation in today’s
forum and welcome any questions now or later.



CITY OF CLEVELAND
Mayor frank G. Jackson

Supporting the Urban Core of America
A Proposed Urban Agenda for Presidential Candidates
Presented by Frank G. Jackson, Mayor of Cleveland, Ohio

As Mayor, I am implementing a blueprint for building the Cleveland of the
future. In Making Cleveland a City of Choice: A Strategy for Development and
Revitalization in Cleveland, I outlined a vision for the City of Cleveland in the year
2020. Using this plan, I am rebuilding Cleveland as a city that is a center for
advanced manufacturing; a community that connects residents to high quality
education and good jobs; a city of safe, family-friendly neighborhoods; a community
where racial, ethnic and social diversity is embraced in every neighborhood as one
of Cleveland’s greatest assets; a Mecca for the arts and culture; and, a model for
healthy living and sustainable development.

A “sustainable Cleveland” is a community that meets the needs of the present
without compromising the future. Cleveland, like urban centers throughout the
country, are facing challenges left behind from development that did not consider
the future. These consequences include, among others, contaminated brownfield
sites, urban sprawl, over-dependence on the automobile, energy-wasting buildings,
poor water quality, and unhealthy lifestyles associated with unhealthy development
patterns. These consequences no longer afford cities the luxury of doing business as
usual and disregarding the effects of our actions on the future.

Sustainability, however, requires even more than protection of our natural
environment and our physical health. Just as important is the commitment to
providing Cleveland residents with the education that will enable them to adapt to
ever-changing economic and social circumstances.

Over the last two years and even now, the work I am doing as Mayor of
Cleveland is to reach the goals laid out in our citywide plan. We have overhauled
the means of providing service to our residents, implemented strict fiscal controls to
help manage the costs of doing business and are in the midst of sustainability
studies that will help determine the improvements that need to be made to the
City’s infrastructure. We have instituted a five-year capital improvement plan that
is guided by fiscal responsibility and the concepts of sustainability.

The City of Cleveland and I, as Mayor, are investing considerable resources
in changing the way we do business so that the City of Cleveland will be better off
as a result of what we do. This is the guiding principle of my Administration.
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After two years of strong management, we have identified the needs of the
City of Cleveland. I am continuing to dedicate resources to fulfill those needs.
Thése resources, however, are limited. To be successful in creating a sustainable
future for the City of Cleveland, the City, as all urban cores throughout the United
States, needs to be the focus of progressive and sustainable federal policy and
investment.

Urban centers are the core of America. Urban populations, industries, and
assets drive local, regional, and national economies. At the same time, local urban
governments bear the burden of providing for large populations that have been
historically disadvantaged economically, socially and educationally. Yet, for the last
eight years, there has been a disinvestment by the federal government in the
nation’s urban core.

Disinvestment in America’s cities has undercut the ability of municipalities
to provide high quality service, to encourage private development, to fight urban
sprawl and to improve the quality of life of their residents through increased public
safety, education, and health. Disinvestment by the federal government in the City
of Cleveland continues to challenge the City’s ability to provide high quality services
to those who need them the most; to invest in a responsible, sustainable capital
improvement plan and to attract new businesses and jobs to the City and the
region.

The City of Cleveland, therefore, is looking to the next President of the
United States to implement policies and invest dollars in urban areas. An increase
in funding to existing programs that target urban centers is needed. The current
economic climate and foreclosure crisis dictate new funding sources to meet the
unique challenges of urban cores. Investing in urban cores will stabilize population
centers, increase economic opportunities, reduce urban sprawl, and empower the
people who live in America’s cities and improve their lives. By investing in the
basic, yet crucial, needs of urban centers, the federal government will create an
environment in which cities and their residents can thrive. If cities and their
residents can thrive, so will their regions and our nation,

While a $168 billion economic stimulus package has been approved by
Congress, its benefits are designed for a short-term boost to the economy. The
agenda put forth here is designed for sustained economic growth in American cities.
True economic stimulus will come from investing in sustainable redevelopment of
urban America.

The following outlines an urban agenda, with a price tag of $120.25 billion
per year for five years, which will support America’s urban core in a much more
significant and sustainable way than any one-time investment. This urban agenda
is born out of experience in Cleveland — an urban center that is facing the
challenges that are dogging America today.
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Supporting America’s Core — An Urban Agenda
The following agenda is designed to assist urban centers with:

Community and economic development services and programs that will
support sustainable revitalization of urban neighborhoods and business
districts;

Short-term assistance to help cities offset the costs of the national foreclosure
crisis;
Sustainability and advanced energy resources designed to reduce costs,

promote responsible development, protect the environment and help
consumers;

Investments in urban infrastructure, including: existing roads and bridges, a
renewed emphasis on mass transit and commuter rail, and public utilities;

Suppeorting federal mandates with dollars;

Community policing and homeland security funding that is delivered directly
to cities to maximize the use of these dellars;

A federal education policy that directs resources to closing the achievement
gap in urban centers; and,

Public health support to assist local governments in providing increased
access to health care for the uninsured, chronic disease prevention, reduction
of environmental health concerns and improve the overall quality of life for
Cleveland residents.

I. Community and Economic Development

The City of Cleveland and other urban centers throughout the country rely on
Community Development Block Grants (CDBQG) and the HOME Investment
Partnerships Program (HOME) to fund services and programs that provide decent
housing, suitable living environments, and increase economic opportunities for
residents and local businesses.

Yet, in the last eight years, the CDGB funding Cleveland has received has been
reduced by more than 23 percent. HOME funding has been reduced more than 31.5
percent. This year, CDBG will fund the following:

$10,612,572 (45%) for Housing, including all housing repair programs, the
Housing Trust Fund, CASH, code enforcement, fair housing and some
community development corporation and NDA line items;

$3,938,000 (16.7%) for public service expenditures, including third party
social services, AIDS programs, homeless services;

$2,111,000 (8.9%) for Commercial and Economic Development activities,
including Storefront Renovation Program;
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* §$1,941,000 (8.2%) on property maintenance, including lot clean up,
community gardens;

» $500,000 (2.1%) on demolitions and abandoned property board-up; and,
* $4,500,000 (19.1%) for planning and administration.

Community development block grants allow the City of Cleveland to partner
with local organizations and residents to revitalize our neighborhoods and business
districts while providing much needed services where they are needed most. Recent
reductions in funding have challenged the City’s ability to provide assistance at a
time when neighborhoods are facing the largest housing crisis of the last two
decades, and the economy is weakening. Strengthening urban neighborhoods and
business districts is essential to the wellbeing and the future of every city in the
country, and by extension, the United States. Without strong neighborhoods, cities
will continue to be at a competitive disadvantage and will continue to lose
population, business, and industry.

For Cleveland, and all large urban cities, to provide high quality services to
their residents, attract new business and jobs, and therefore help stimulate the
nation’s economy, CDBG and HOME funding must be restored to the funding levels
maintained during the 1990s. This would be approximately a 25 percent increase
per year for the next five years.

FIVE-YEAR PROGRAM COUNTY FEDERAL?
ANNUAL $ ANNUAL $
Community Development Block Grant 50 million 5.0 billion
HOME Investment Partnerships Program 20 million 2.0 billion
TOTAL 70 million 7.0 billion

II. Recovering from the foreclosure crisis

As an American city that is bearing the brunt of the national foreclosure crisis,
the City of Cleveland is urging the creation of a new five-year federal block grant
fund to enable cities to recover from the subprime lending and foreclosure crisis.
This new program would give targeted local governments whose cities are
experiencing the highest foreclosure rates the ability to recover the expenses caused
by the crisis.

With an increase in foreclosures, comes an increase in vacant and abandoned
properties and in absentee property owners. Cities, like Cleveland, are faced with

! In this program, we arrive at the federal allocation by multiplying the County allocation by “106,”
which is: a) roughly the same as the historical ratio on community development block grants, and b)
the right ratio to apply to other urban needs stated in paragraphs I1I-VIII.
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the enormous cost of maintaining these properties. During 2007, the City of
Cleveland demolished nearly 1,000 abandoned properties, a more than 400%
increase over the number demolished in 2006. Vacant and abandoned property
clean up increased nearly 78% in two years, from 27,000 visits in 2005 to 48,000
visits in 2007. Vacant and abandoned properties also present increased fire risk
and can become havens for criminals, which increases the cost of providing public

safety to our neighborhoods.

Beyond these service-related costs, the City of Cleveland is still working to
counsel and educate residents on foreclosure and predatory lending to prevent
foreclosures and has provided funding to local non-profits through block grants to
assist residents in refinancing their loans. Over the last five years, the City of
Cleveland has allocated more than $1.9 million to anti-predatory lending services to

Cleveland residents.

The funds expended by the City of Cleveland to abate the nuisances caused by
vacant and abandoned property, the increased public safety risk, as well as the
money spent to help its residents prevent foreclosure are monies that are being
diverted from other services that the City could be providing its residents. This
does not include the loss of property value, the loss of equity in our neighborhood

_and the lost opportunities for economic and community development.

Cleveland, like other large urban areas, will require additional assistance to face
the challenges caused by the foreclosure crisis. Therefore, a five-year funding
program to assist Cities severely affected by the foreclosure crisis is warranted.

FIVE-YEAR PROGRAM COUNTY FEDERAL:?
ANNUAL $ ANNUAL §
Home mortgage counseling 2 million 0.1 billion
Home rehabilitation 40 million 2.0 billion
Demolition 15 million 0.75 billion
Concentrated code enforcement 1 million 0.05 billion
Public safety costs of abandoned properties 2 million 0.1 billion
Assist tenants of foreclosed properties 5 million 0.25 billion
TOTAL 65 million 3.25 billion

* In contrast to the ratio described in endnote 1 (multiplying by 100 to arrive at the federal allocation), here we are
multiplying by 50 because there are few communities on the national level that have been impacted as severely as
Cleveland has by subprime lending and foreclosures.
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III.  Sustainable Development and Advanced Energy Resources

As Mayor, I moved the City from a year-to-year mentality to one that thinks five
years out and beyond. I have implemented this approach in planning our operating
budget, our capital improvement program, in conducting a pavement management
study and a city facility assessment, as well as the citywide plan, which takes us to
the year 2020. This approach is a practical one.

We are continuing to find ways to provide more and better service with fewer
resources. High quality service leads to high quality neighborhoods, which in turn
attract and retain residents and businesses, solidifying our economic base and
ensuring our ability to provide services in the future. Cleveland’s economic
development efforts are also focused on sustainable development. As a large urban
core with an industrial past, Cleveland has numerous brownfields that will need to
be cleaned before new development can take place. 1 have created a commercial and
industrial landbank that will help move these properties into productive re-use,

Global demands for resources are dictating the need for sustainable
development. With direct access to Lake Erie, Cleveland has the natural resources
and infrastructure to position itself as a leader in advanced manufacturing,
renewable energy, and green building. These are the economic growth sectors of the
future. By becoming competitive in these areas, Cleveland will be able to connect
residents with jobs and local businesses with opportunities for growth.

The City of Cleveland is currently conducting an automated trash collection and
curbside-recycling pilot program. In addition, plans are underway to build a
“municipal solid waste (MSW) to gasification” plant that is projected to drastically
reduce the City’s landfill deposits, reduce tipping fees, and generate an alternative
fuel source. The City has developed an Advanced Energy Portfolio Standard
(AEPS) to help support the local advanced energy economy and drive Cleveland
Public Power to cleaner energy sources. The City is also participating in an offshore
wind turbine study and wind power assessment for developing wind power in
Cleveland. Cleveland is addressing our buildings by implementing green building
standards that will take effect in 2009.

In order to maximize these efforts, federal renewable energy annual grants and
tax credits are needed. In addition, the federal government must require that all
public and investor-owned utilities produce or purchase a minimum of 25 percent of
power from advanced or renewable energy sources by the year 2025 and mandate
benchmarks at three-year increments to hold utilities accountable.
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PROGRAM COUNTY FEDERAL
ANNUAL % ANNUAL $
Advanced/renewable energy capital grants 240 million3 24.0 billion
Energy efficiency grants for building owners 10 million 1.0 billion
Hybridlow emission vehicle/bus tax credits 10 million 1.0 billion
Solar PV and thermal installation grants 40 million* 4.0 billion
Green building and permeable paving grants 10 million 1.0 billion
TOTAL 310 million 31.0 billion

IV. Investment in Urban Infrastructure

Like many of America’s established and historic cities, Cleveland’s
infrastructure is aging, yet still crucial to the quality of life and econemic vitality of
the entire region and the nation. Therefore, the City of Cleveland is calling for a
“Fix It First” federal policy for urban infrastructure, along with an increase in
annual funding for transportatien infrastructure, support for new commuter rail
and mass transit, and a reduction in unfunded mandates for public improvements.

Because of its location, Cleveland is a gateway to the Midwest. Transportation
is a key to Cleveland’s future as hub for economic growth and jobs. Transportation
is one of the most basic amenities that attract and retain residents and businesses.
Fixing urban transportation infrastructure before investing in new areas will
support urban economies, minimize sprawl and help Cleveland reach its goal of
becoming a sustainable community, while ensuring the safety of our residents and
commuters.

In addition, a sustainable community will be built by increasing support for
commuter rail and mass transit infrastructure. Cleveland has a strong mass
transit system within its neighborhoods. Now, greater Cleveland needs to build a
strong mass transit system — in the form of commuter rail — that will allow
suburban and city commuters easier access to employment centers, reduce energy
consumption and improve quality of life in the area.

? Annual payments on S-year financing for the following capital projects: $200 miltion Cleveland Thermal 50 MW
cogeneration, $440 million Medical Center 60-100 MW cogeneration, $160 million MSW gasification plant 20
MW, $70 million County offshore wind project 20 MW, and $30 million City onshore wind project 10 MW.

? Includes a solar PV incentive of $5,000 per 2 kW unit for 5,000 installations per year, and a solar thermal incentive
of $2,500 for 6,000 Cleveland Division of Water customers per year.
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The City of Cleveland is conducting a pavement management survey to help
guide its investments in existing road repair. For 1,000 center lane miles of
existing road, the cost for ongoing maintenance is estimated to be $228 million over
the next 20 years. These repairs must be made to support the quality of life in our
neighborhoods, tourism, and economic development.

Finally, urban utilities support the economic health of a region, provide for basic
needs of residents, and lessen the impact of natural and man-made disasters. For
example, Cleveland’s regional sewer district serves more than 1.1 million people. In
recent years, the district received a mandate from the federal government for
combined sewer overflow upgrades that will cost $1.6 billion. At the same time, the
district receives approximately $30 million a year in federally funded low-interest
loans, creating a significant gap in funding this project. Because funding gaps are
passed on to residents, the impact of the gap is felt by both local agencies and
individuals. The cost of living increases and the gap has a negative impact on the
economy. It is time to close this significant gap.

Improving existing urban infrastructure before investing in new infrastructure
will strengthen local economies by encouraging new development, improving
neighborhoods and historic business districts, support local small businesses and
create areas where businesses and residents choose to locate. A “Fix it First” policy
helps stem the tide of urban sprawl, encourages sustainable development, and
improves quality of life for residents.

For these reasons, substantial new federal funding must be provided over the
next five years to help repair existing infrastructure, support mass transit and
commuter rail and streetscape improvements for pedestrian-friendly neighborhoods,
as well as to fund utilities improvements mandated by the federal government.

TRANSPORTATION COUNTY FEDERAL

FIVE-YEAR PROGRAM ANNUAL $ ANNUAL §

Supplement to reconstruct existing roads 30 million 3.0 billion
Supplement for resurfacing existing roads 10 million 1.0 billion
Supplement for bridge repair 30 million 3.0 billion
Supplement for mass transit 20 million 2.0 billion
Supplement for inter-city rail 32 million5 3.2 billion
Supplement for streetscape- existing roads 10 million 1.0 billion

* A system of priority lines for the State of Georgia had an estimated capital cost of $800 million. Assuming $800
million per state, with Northeast Ohio comprising 1/5 of the State population, yields $160 million spread over a five
year construction period, or $32 million per year.




152

TRANSPORTATION SUBTOTAL 140 million 14.0 billion
Replacement of water lines 25 million 2.5 billion
Sewer (including combined sewer 200 million 20.0 billion
overflow)

Stormwater management 25 million 2.5 billion
UTILITIES SUBTOTAL 250 million 25.0 billion
INFRASTRUCTURE TOTAL 390 million 39 billion

V. Community Policing and Homeland Security Funding

The current economic climate, the availability of guns and drugs, aging
infrastructure and abandoned properties have a negative impact on public safety in
urban America. In Cleveland, homicides were up 14.53 percent in 2007 from 2006.
Rising crime and the perception of unsafe city streets deters new investors from
locating in the city, new residents from living in the city, as well as discourages
existing residents and businesses from staying.

The City of Cleveland is employing an aggressive police deployment plan as well
as cross-departmental services designed to mitigate neighborhood symbols of
neglect. These actions are helping to improve the quality of life and public safety in
our neighborhoods but they are not enough.

The City of Cleveland, like many urban cores, has faced economic challenges
that have affected its ability to provide for public safety. In 2003, massive layoffs
were announced which significantly reduced the number of police officers on the
streets. Ongoing police officer retirements have further reduced our police force.
This year, through a Community Oriented Policing Services (COPS) grant, the City
will increase the number of police officers on the force by 30 officers.

Community policing provides a much-needed and valuable tool for urban
neighborhoods because it helps connect law enforcement officers with the
communities they serve. COPS funding provides support for hiring and training
law enforcement officers; procuring equipment and support systems; paying officers
to perform intelligence, anti-terror or homeland security duties; and developing new
technologies, including inter-operable communications and forensic technology.
These are crucial police functions, which help improve quality of life and the level of
public safety in cities. Yet between 2001 and 2007, Cleveland received about half
the COPS funding it did between 1994 and 2000.

By fully funding the COPS program, the federal government can support local
governments, improve quality of life and public safety. In turn, safer neighborhoods
create better investment environments, promote job growth, and create stable
communities.
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Another funding challenge for urban governments is created by the increased
need for homeland security measures, Homeland security costs have soared in the
last seven years and federal funding has increased. However, the current funding
structure funnels funding through state and county governments. This causes a
delay in training, implementation of new procedures and the purchase and
installation of new equipment. In addition, many homeland security measures are
mandated by the federal government. Federal funding for such mandates must
match the scope and timetable for implementation.

One of greater Cleveland’s biggest homeland security challenges is
interoperability. Local law enforcement agencies must be able to speak to each
other in times of emergency. Greater Cleveland’s current system is antiquated by
today’s technology standards and is estimated to cost more than $80 million to
replace. Funding assistance direct to local governments for homeland security
measures such as these are needed by local governments across the country.

For these reasons, the City of Cleveland is calling for a federal policy that
restores Community Oriented Policing Services (COPS) funding to the level
maintained during the 1990s and increases direct funding for Homeland Security
measures.

FIVE-YEAR PROGRAM COUNTY FEDERAL
ANNUAL $ ANNUAL $
COPS: hire/train law enforcement officers 15 million 1.5 billion
COPS: equipment and support systems 2 million 0.2 billion
COPS: new technologies 3 million 0.3 billion
Homeland Security interoperability 10 million 1.0 billion
TOTAL 30 million 3.0 billion

Federal Education Policy and Resources

Since taking office, I have worked closely with the Cleveland Metropolitan
School District (CMSD), which has made considerable progress and has
implemented a five-year strategic plan. The CMSD has moved up in state ranking
to Continuous Improvement, new schools have opened and safety and security
measures are being enhanced. All of this is designed to reach our goal of increasing
academic achievement and equipping our children for the future. This focus is
critical to our success. '

As ] mentioned previously, building a sustainable community means connecting
residents with high quality education that will allow them to compete for jobs in the

10
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emerging economy. In order for the City of Cleveland to implement sustainable
development and improve quality of life, high quality education for all residents is
imperative. Connecting residents to high quality education will be the benchmark
for creating a sustainable community and the Cleveland of the future.

The district’s plans for new schools, including the Science, Technology,
Engineering and Mathematics Academy (STEM) and one for industrial design and
technology, are a step in the right direction because they will create a ready
workforce for the emerging industries. The District’s efforts with these academies
and its efforts to improve educational excellence throughout the system must be
reinforced by federal policy and funding.

The United States Department of Education, according to its website, states that
its mission is “to promote student achievement and preparation for global
competitiveness by fostering educational excellence and ensuring equal access.”

The City of Cleveland is calling for this mission to be realized by increasing funding
for the following programs that will help close the achievement gap:

s Pre-school educational opportunities;

¢ Improving mathematics and science performance by providing incentives to
teachers to specialize in these areas;

¢ Implementing a strong world languages program which will better prepare
Cleveland residents for the global marketplace; and,

s Bridging the gap between high school and college by providing two years of
community college free to qualified students.

FIVE-YEAR PROGRAM COUNTY FEDERAL
ANNUAL $ ANNUAL $
Elementary & Secondary Education Act 50 million 5.0 billion
Early Childhood (children < 5 yr old ) 100 million$ 10.0 billion
Loan forgive: K-12 science/math teachers 20 million 2.0 billion
College scholarships: high school graduates 100 million? 10.0 billion
TOTAL 270 million | 27.0 billion

¢ Assuming 10,000 children served multiplied by $10,000 per child per year (810,000 per year is the amount spent
by the State of New Jersey, a national leader in early childhood programs). The annual federal funding of §10
billion equates with early childhood funding proposals from candidates Obama and Clinton.

7 Based on the number of high school seniors in Cuyahoga County taking an average course load of 16 credit hours

(tuition and books) per semester for four semesters at Cuyahoga Community College averaged with the same
course-load at Cleveland State University. This amount is supported by the well-researched “Learn and Earn™
campaign in Ohio, which featured 2 college scholarship program, but wes not approved by voters. The program
called for over $800 million per year at the State level, which translates to $100 million per year for Cuyahoga
County based on ifs percentage of the State population, and would have paid for all four years of college.

11
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VII. Improving public health

Access to health care has dominated this year’s political debates and news
headlines because it is one of the most crucial issues in America today. Just as
important to the wellbeing of Americans are public health education, chronic
disease prevention and the alleviation of environmental health concerns.

Public health is essential to the overall quality of life in the Cleveland
community. The City’s ability to provide public health services is crucial to my goal
of creating a sustainable community. As stated before, Cleveland was built during
a time when the health of the public and the environment in future generations was
not the top consideration. Today, the legacy of our industrial past is aging housing
stock with high levels of lead paint, contaminated industrial sites, and
neighborhood designs that do not encourage healthy lifestyles. Cleveland’s citywide
plan is designed to change this going forward. In the meantime, the City of
Cleveland, just like other urban centers, is faced with the impact these
consequences have on the health of our citizens.

The Cleveland Department of Public Health (CDPH) has a strong presence in
our community. Over the last year, CDPH has increased nuisance abatement
inspections per inspector per week by 27 percent and increased health promotion
outreach by 15 percent, to an average of 115 per month to improve public education
and awareness. In part, CDPH is able to accomplish this because of federal
funding. CDPH received $7.3 million in the current budget cycle from the federal
government for programs and services, including $1.9 million for lead poisoning
prevention and $1.7 million for chronic disease prevention. Through CDBG
funding, the Cleveland Department of Public Health spends $1.5 million on HIV
prevention and Housing Opportunities for People with AIDS. Cleveland also
receives approximately $2,000,000 for MomsFirst, providing a wide range of
services to new mothers and their infants, including lead poisoning prevention, safe
sleeping practices, and breastfeeding support.

While this funding is helpful, the need in Cleveland is even greater. Itis
estimated that at least 20 percent of Cleveland residents do not have health
insurance. MetroHealth Medical Center estimates that it will spend more than
$230 million on charity care alone in 2008. Providing access to basic primary care,
including annual check ups, sick office visits, and basic prescription coverage, for
the approximately 100,000 Clevelanders without health insurance is doable. Our
primary goal is to connect the uninsured in Cleveland with preventative care.
Better access to primary care can prevent more serious illnesses from developing.
Once that goal is met, we will be able to increase access to specialists and hospital
stays.

In Cleveland, teenage pregnancy is double the national average and incidents of
HIV/AIDS cases among 13 to 19 year-olds are on the rise, despite the
implementation of a comprehensive sexual behavior program in the public schools.

12
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Increasingly, children are being diagnosed with chronic diseases like diabetes and
obesity, even with an active prevention program.

As a public health concern, lead poisoning prevention is one of Cleveland’s top
priorities because it diminishes quality of life, leads to behavioral problems in
children, and contributes tremendously to learning disabilities. Lead poisoning
rates of Cleveland children under the age of six using recent data is 42 percent of
children, using the City’s tough five (5) micrograms per deciliter or greater
standard. While this rate exceeds Cleveland’s inner ring suburbs, where 22.5
percent of children under six have lead poisoning, it is clear that lead poisoning
continues to be a problem in suburban communities as well.

Current local programs are making progress on all of these issues in the City of
Cleveland, and CDPH has developed a strong network with Cuyahoga County and
other health service providers. In order to improve our outcome, however, more
funding is needed. Therefore, the federal government must direct resources to
urban communities to increase access to primary health care; eliminate lead
poisoning; continue to fund the Steps to a Healthier US Cooperative Agreement for
chronic disease prevention; and increase support for urban HIV/AIDS programs.

FIVE-YEAR PROGRAM COUNTY FEDERAL
ANNUAL $ ANNUAL §
Expanded Access to Health Care 50 million8 " 5.0 billion
Elimination of Lead Poisoning 50 million 2.5 billion?
Fully fund Steps to a Healthier US 5 million 0.5 billion
Cooperative Agreement
HIV/STD Prevention/Testing/Treatment 20 million 2.0 billion
TOTAL 125 million 10.0 billion

® To serve 100,000 people annually at an average cost of $500 per person to include basic primary care: annual

check-ups, sick office visits, and basic prescription coverage.

® The County number is multiplied by only 50 to yield the federal number (as opposed to the usual multiplication by
100) on the assumption that lead poisoning is largely confined to dense urban areas.
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A Proposed Urban Agenda for Presidential Candidates
Presented by Frank G. Jackson, Mayor of Cleveland, Ohio

Total Urban Agenda Investments

COUNTY FEDERAL COUNTY | FEDERAL
ANNUAL ANNUAL 5-YEAR 5-YEAR
TOTAL $§ TOTAL § TOTAL § TOTAL $
CDBG/HOME 70 million 7.0 billion { 350 million 35.0 billion
New Foreclosure Block 65 million 3.25 billion | 325 million 16.25 billion
Grant
Sustainability and 310 million 31.0 billion | 1.55 billion 155.0 billion
Renewable Energy
Supplement
Transportation “Fix It 140 million 14.0 billion | 700 million 70.0 billion
First”
Public Utilities Fund 250 million 25.0 billion | 1.25 billion 125.0 billion
Local Law Enforcement, 30 million 3.0 billion | 150 million 15.0 billion
Public Education 270 million 27.0 billion | 1.35 billion 135.0 billion
Supplement
Public Health Supplement 125 million 10.0 billiecn | 625 million 50.0 billion
TOTAL 1.26 billion | 120.25billion | 6.30 billion | 601.25 billion
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Judge Raymond L. Pianka
Cleveland Municipal Court, Housing Division
216-664-4989
1200 Ontario, 13% floor
Cleveland, Ohio 44113

piankar@clevelandmunicipalcourt.org

Synopsis
WEDNESDAY, FEBRUARY 27, 2008

Raymond L. Pianka is Judge of the Housing Court in Cleveland, Ohio. He has held this
position for over twelve years. As the sole Judge of the Housing Division of the
Cleveland Municipal Court, he presides over more than 11,000 civil and 5,000 criminal
cases filed in the Housing Court each year.

Based upon what Judge Pianka has witnessed in cases before him, he believe that the
following three areas within the foreclosure crisis need immediate attention:

1) Prevention of foreclosure through responsible lending and servicing;

2) Improvements in the foreclosure process, including the preservation of the
home as an asset, whether by the defaulting borrower or the foreclosing
financial institution, the timely filing of deeds, and the elimination of toxic
titles; and

3) Responsible ownership of the properties by banks and other lenders.

There are several areas where the federal government could regulate and provide
services both to protect borrowers, as well to provide assistance to the communities and
neighborhoods that have experienced collateral damage from the fallout associated with
a defaulted loan and the resulting foreclosure process.

Primarily, the federal government should apply the strictest of standards to the Federal
National Mortgage Association (“Fannie Mae”) and the Department of Housing and
Urban Development (“HUD”). In particular, greater oversight and screening by
guarantors such as Fannie Mae and HUD is needed to remove the financial incentive for
lenders to avoid working with borrowers and to permit property to fall into default.

Banks and other lending institutions must be required to do the necessary research, and
must be required to procure the proper authenticating documents (e.g., IRS Form 1040,
W-2, etc.), prior to providing loans.

Banks and other lenders must be required to work through toxic title issues, following
through with foreclosures or releasing their liens when necessary, to permit these
properties to move into the hands of beneficial owners.

Finally, federal regulation, and federal dollars for prevention and clean-up programs,
are necessary both to reverse the damage that has already occurred and to prevent
further injury to the community.
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Testimony

Good morning. My name is Raymond L. Pianka and I am the Judge of the Housing
Court in Cleveland, Ohio, a position that I have held for over twelve years. I would like
to thank Cleveland City Council for giving me the opportunity to speak with you today.

As the sole Judge of the Housing Division of the Cleveland Municipal Court, I preside
over more than 11,000 civil and 5,000 criminal cases filed in the Housing Court each
year. As we all know too well, Cleveland is experiencing a record number of home
mortgage defaults, foreclosures, bankruptcies, and failed financial deals. I observe daily
in the cases before me the impact of the foreclosure crisis on our homes and in our
neighborhoods.

Based upon what I have witnessed in cases before me, I believe that the following three
areas need immediate attention: 1) prevention of foreclosure through responsible
lending and servicing; 2) improvements in the foreclosure process, including the
preservation of the home as an asset, whether by the defaulting borrower or the
foreclosing financial institution, the timely filing of deeds, and the elimination of toxic
titles; and 3) responsible ownership of the properties by banks and other lenders.

1. Foreclosure Prevention through Responsible Lending and Servicing:

The current economic downturn has affected even long time homeowners. Banks and
lenders should be required to work with these homeowners before resorting to
foreclosure, exploring all options to keep the property occupied. Occupancy of
properties by homeowners is crucial to the stability of our communities. Lenders must
be called upon to examine their own conduct in this area on the most basic level - they
need to be accessible to their borrowers. One of the primary problems we face as a court
is our inability to reach a person in the bank or lending institution who has authority to
discuss the property and the loan with the owner or the Court. In some cases it may
take many hours and dozens of telephone calls to find a contact person who is able to
discuss refinancing or other options to keep the property in the hands of a beneficial
owner. If the Court, with its many resources, has such difficulty in reaching anyone with
this authority from the bank or lender, it is easy to imagine why individual homeowners
give up, and walk away from their homes.

Further, when homeowners cannot afford to remain in their homes and are willing to
assist transfer of property, the banks and lenders should assist them in doing so, to
avoid trapping the property in the lengthy foreclosure process. Some of the most
challenging cases in the Housing Court involve those owners who are willing to assist in
the transfer of their property to new owners, but are trapped in the foreclosure process.
Often, the lending institutions involved in the foreclosures are unwilling to discuss
options for transfer of the property with the owner or with members of the Housing
Court staff after the foreclosure has been filed. The current protracted foreclosure
process has a chilling effect on the redevelopment of these properties, leaving the Court
to require only that the defendants maintain the exterior of the premises for the months
or years until the foreclosure is completed.
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We also must accept that homeownership is not for everyone. Banks and other lenders
must be called upon to look at their lending practices. Improvident lending to
improvident buyers characterizes many of the real estate transactions in the City of
Cleveland during the last decade. Lenders have been permitted to rely upon federal
guarantees to be less careful in the loans they make. The Federal government must
regulate this area to protect shareholders and the rebound effect we recently have seen
on Wall Street in the area of mortgage-backed securities. Greater oversight and
screening by guarantors such as the Department of Housing and Urban Development
and Fannie Mae is needed to remove the financial incentive for lenders to avoid working
with borrowers and to permit property to fall into default. Federal regulation, and
federal dollars for prevention and clean-up programs, are necessary both to reverse the
damage that has already occurred and to prevent further injury to the community.

II. Modification of Foreclosure Process:

The foreclosure process should be modified to permit homeowners an opportunity to
retain their homes, while expediting the process of transfer to responsible ownership for
vacant and abandoned properties.

In Housing Court, representative of lenders filing foreclosures must appear and
participate in work out conferences that give homeowners the opportunity to explore
options for remaining in their homes. In some cases, we have been able to persuade
lenders to refinance loans, giving homeowners a second chance to retain their property.
In other cases, where properties are vacant and abandoned, the Courts must act quickly
to process the foreclosures and minimize the period of time that properties stand
vacant.

While foreclosures are pending, the Courts, plaintiffs and plaintiff's attorneys must
monitor the condition of the property and conduct of the lender while the property is in
foreclosures. If lenders don't act in their own best interest to monitor the condition of
the property, courts must take the lead in doing so, issuing orders as appropriate.
Courts & lenders also must acknowledge the benefit of keeping homes occupied during
the foreclosure process. In Housing Court, we often see lenders order owners out of
their homes before the process is complete — leaving homes vacant and a target for
vandals.

The foreclosure process also should be modified to require the immediate issuance and
filing of the deed after Sheriff Sale. The current system permits a property to remain in
the name of the original owner for months or even years after the Sheriff Sale. There is
no mechanism for requiring the purchaser to file the deed with the County Recorder’s
office. Purchasers at Sheriff Sale have little incentive to file the deeds promptly; many
do not file the deed until the day the property is sold to another party. HUD is one of
the biggest offenders of this type. As a result, neither City inspectors, nor community
development groups, nor neighbors interested in the property, can determine who
legally is responsible for it. The current system should be modified to require the
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purchaser to authorize the Sheriff to file the deed, or to penalize purchasers who fail to
file the deed within a brief, specified period of time. The accuracy of property ownership
records is pivotal to code enforcement in this area.

We have witnessed an additional, alarming trend in foreclosure cases: lenders are
taking actions that lead to “toxic titles,” that is, leaving titles in a non-transferable
condition. For example, lenders write off debts, but keep their liens on the property,
making it impossible to transfer those properties. Or, lenders initiate the foreclosure
process, then abandon it, sometimes even after sale, having made the business decision
that it will not be of sufficient financial benefit to the lender to proceed. There are even
instances where a bank has purchased its property for the minimum bid at Sheriff's sale,
only to ask the Court to set aside the sale. This leaves the property with an unpaid
mortgage, which often is significantly greater than the value of the property itself,
making title to the property nearly impossible to convey. Banks and other lenders must
be required to work through these title issues, following through with the foreclosures or
releasing their liens when necessary, to permit these properties to move into the hands
of beneficial owners.

III. Investor-owners, as well as banks and other lending institutions
must be familiar with the properiy they own, and accountable for the
condition of it.

Sale and purchase of properties in bulk. One of the most alarming recent trends in
property ownership in the greater Cleveland area is the sale and purchase of properties
in bulk, often by out-of-state lenders or investors who have never seen the properties
they purchase. Often these bulk sales and purchases include properties that are vacant,
abandoned and dilapidated. These purchasers focus their attention on the more
valuable properties in the package, leaving the vacant properties to linger unattended,
falling further into disrepair, after the purchaser concludes that rehabilitation of the
property is not financially feasible. Discouraging the sale and purchase of properties in
bulk will encourage the buyers and sellers to make decisions based upon the condition
and value of the individual properties. These decisions not only will be in their own
financial best interest, but also will benefit the community by causing investment in
properties with a viable future.

Disconnect. It is undeniable that banks and other lenders have programs that benefit
the citizens of the greater Cleveland area. Programs for first time buyers and those who
have less than perfect credit make homeownership possible for many people. However,
the disconnect between these good deeds the banks perform, and the fact that these
same entities permit the properties to which they hold title to fall into disrepair, is clear.
Dilapidated structures with tall grass, broken windows, and missing siding can be found
in virtually every neighborhood in the City of Cleveland. Surprisingly, a great number of
these are titled to, or in control of, banks and lending institutions. Equally surprising,
many lenders deny knowledge of the full portfolio of property they own.

Investor owners also must appear in Court when summoned. In Housing Court, we
have attempted to secure the attendance of criminal defendants in a number of ways.
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First, the Court has begun to hold trials in absentia. The law in Ohio provides that,
when a corporation fails to appear to answer criminal charges after being served, trial
against the corporation may proceed without the corporation present. I have monthly
dockets of cases proceeding to trial against corporations in absentia, and, to date, have
ordered more than a half-million dollars of criminal fines in these cases into civil
execution. In addition, court personnel screen eviction actions filed in Housing Court to
determine whether the parties bringing the evictions have outstanding warrants in
Housing Court criminal cases. Parties seeking eviction orders must do so with “clean
hands.” A party seeking an eviction order cannot invoke the Court’s jurisdiction in that
case, while failing to acknowledge the jurisdiction in the same Court over its pending
criminal cases. The number of banks and lenders seeking eviction orders, while
ignoring the Court’s summons in the criminal cases, has become so great that T have had
to create a separate docket for those cases. On alternating Fridays, the “warrant docket”
is heard, with evictions placed on hold until the attorney for the bank or lender in the
eviction case is able to get authority from the client to represent the bank or lender in
the criminal case and enter a plea. The eviction cases may be stayed for weeks, or even
ultimately be dismissed, waiting for the attorneys to secure permission to enter a plea in
the criminal case.

Through these procedures, we have been able to secure both the attendance and the
attention of some banks, lenders, and investor-owners. However, additional
consequences should be made available when property owners fail to appear when they
are summoned into court, such as, for example, the ability to impact a business entity’s
corporate status until such.

Real estate investment is not a passive investment; these bank-owned properties are
actual parcels in the City — real people live across the street from these properties, and
neighborhoods are affected by their blight. While asset preservation would appear to be
common sense, I witness each day cases where bank-owned properties are vacant,
abandoned, and stripped of their historical and architectural details, as well as basic
structural components such as aluminum siding and copper pipes. Lenders must be
compelled to maintain an inventory of the property they own, and, as property owners,
they must be held to the same standards that all property owners must meet.

The current foreclosure crisis in the City of Cleveland, and throughout this state, mus
be addressed quickly if we are to save our housing stock. The Housing Court, in its
efforts to provide the best practices to its litigants and the community, has introduced a
number of programs in response to the foreclosure crisis to eliminate the decay caused
by foreclosures. We will continue to implement new and innovative practices to combat
this threat. We encourage other governmental bodies and agencies, and we call upon
our candidates for President, to do the same.

I appreciate the opportunity to offer my testimony to you today.
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Statement of Professor Kathleen C. Engel
Fighting Foreclosures Panel
Cleveland City Council
February 27, 2008

I am the Leon M. and Gloria Plevin Associate Professor of Law at Cleveland-Marshal College of
Law. My research areas are mortgage finance and regulation, subprime and predatory lending,
and housing discrimination. My publications, some of which I wrote with my frequent co-
author, Professor Patricia McCoy, include articles in Texas Law Review, Fordham Law Review,
Washington University Law Quarterly, and Housing Policy Debate. I have presented my
research in academic, banking, and policy forums throughout the country and around the world.
This research has been cited extensively in the popular and business press, including Business
Week, The Economist, and The Wall Street Journal.

I serve on the Board of Directors of Americans for Fairness in Lending, the Consumer Advisory
Council of the Federa] Reserve Board of Govermnors, the Executive Committee of the American
Association of Law Schools Section on Financial Institutions, and the Fair Housing Subgroup of
the Barack Obama campaign. 1 have also consulted with all levels of government on issues
related to predatory lending and mortgage lending discrimination.

My comments today are based on the attached article that I wrote with Professor Pat McCoy,
entitled “Turning a Blind Eye; Wall Street Finance of Predatory Lending,” which Fordham Law
Review published last year. The following is an abstract of that article:

Today, Wall Street finances up to eighty percent of subprime home loans through
securitization. The subprime sector, which is designed for borrowers with
blemished credit, has been dogged by predatory lending charges, many of which
have been substantiated. As subprime securitization has grown, so have charges
that securitization turns a blind eye to the financing of abusive loans.

When investors buy securities backed by subprime loans, they face a classic
lemons problem. The loans may present credit, prepayment, and litigation risks
that investors cannot detect. In turn, lenders, knowing that securitization can hide
these risks, have incentives to securitize the riskiest loans. In theory, the lemons
problem should cause all but the least risk-averse investors to flee the market for
subprime mortgage-backed securities or dernand a risk premium commensurate
with the worst quality loans. Instead, securitization structures transactions to
allay investors’ concerns about lemon loans. The devices used by securitization
to protect investors do not involve adequate screening of loans to determine
whether those loans have predatory features. To the contrary, structured finance
provides incentives to securitize predatory loans.

For many reasons, including the costs that abusive lending imposes on unwitting
borrowers, their neighbors and communities and the ease with which secondary
markets could screen out abusive loans from securitization pools, we contend that
the assignees of loans should bear responsibility for wrongdoing by brokers and
lenders. We propose a two-pronged assignee liability standard—one for entities
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that adopt statutorily-mandated due diligence standards and another for those who
fail to screen and monitor loans. The former would be subject to declaratory
relief, rescission, reformation, compensatory damages that are capable of
calculation, and attorneys’ fees. Those assignees that failed to engage in the
required due diligence would be subject to full damages, including statutory
punitive damages and compensation for emotional distress.
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TURNING A BLIND EYE: WALL STREET
FINANCE OF PREDATORY LENDING*

Kathleen C. Engel** & Patricia A. McCoy***

INTRODUCTION

Numerous studies have discussed the negative externalities that
securitization imposes on creditors.! Scholars have paid scant attention,
however, to harms caused by securitization to debtors whose loans are
securitized.? This issue has erupted in the subprime home mortgage

* © Kathleen C. Engel and Patricia A. McCoy 2007. Recipient of the Best Professional
Paper Award of the American College of Consumer Financial Services Lawyers, March
2007. Our thanks to Lissa Broome, Howell Jackson, Melissa Jacoby, Peter Lindseth, Jeremy
Paul, Jim Rebitzer, Elizabeth Renuart, Steve Ross, Peter Siegelman, Michael Stegman,
Susan Wachter, and Art Wilmarth, We also thank Kevin Byers, John Day, Dhammika
Dharmapala, Kurt Eggert, Keith Emst, Sean Griffith, Claire Hill, Kathleen Keest, Kris
Rengert, Ellen Schloemer, Lalitha Shivaswamy, Alan White, and Elvin Wyly. We are
grateful for the invaluable comments by faculty and other participants at seminars and
colloquia at Harvard Law School, The Wharton School, the University of North Carolina
School of Law, American University School of Law, and our own universities. Our
gratitude to Jessica Matthewson and Margaret Montano for their superb support. Finally,
thanks to the University of Connecticut Law School Foundation and the Cleveland-Marshall
Fund for their generous funding.

** Associate Professor of Law, Cleveland-Marshall College of Law, Cleveland State
University. 1.D., University of Texas.

*** George J. and Helen M. England Professor of Law, University of Connecticut School of
Law. J.D., University of California at Berkeley (Boalt Hall). Professor McCoy has served
as an expert witness for plaintiffs in several predatory lending cases.

1. See, e.g., David Gray Carlson, The Rotten Foundations of Securitization, 39 Wm. &
Mary L. Rev. 1055 (1998); Christopher W. Frost, Asset Securitization and Corporate Risk
Allocation, 72 Tul. L. Rev. 101 (1997); Edward J. Janger, Muddy Rules for Securitizations, 7
Fordham J. Corp. & Fin. L. 301 (2002); Lynn M. LoPucki, The Death of Liability, 106 Yale
L.J. 1 (1996); Lois R. Lupica, Asset Securitization: The Unsecured Creditor's Perspective,
76 Tex. L. Rev. 395 (1998); Steven L. Schwarcz, Intermediary Risk in a Global Economy,
50 Duke L.J. 1541, 1580-81, 1585-86 (2001).

2. Kurt Eggert was among the first to discuss this issue, in the context of the holder-in-
due-course rule. Kurt Eggert, Held Up in Due Course: Predatory Lending, Securitization,
and the Holder in Due Course Doctrine, 35 Creighton L. Rev. 503 (2002). Jonathan Remy
Nash also highlighted this issue in his work on securitization and environmental superliens.
Jonathan Remy Nash, Envirommental Superliens and the Problem of Mortgage-Backed
Securitization, 59 Wash. & Lee L. Rev. 127 (2002). Other works have examined
securitization’s effect on third-world countries. See Carl S. Bjerre, Project Finance,
Securitization and Consensuality, 12 Duke J. Comp. & Int’} L. 411, 434-35 (2002); Anupam
Chander, Odious Securitization, 53 Emory L.J. 923 (2004); Tamar Frankel, Cross-Border
Securitization: Without Law, But Not Lawless, 8 Duke J. Comp. & Int’l L. 255, 260, 265
(1998); David W. Leebron, First Things First: A Comment on Securitizing Third World
Debt, 1989 Colum. Bus. L. Rev. 173,

2039
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market, where charges of predatory lending, many of which have been
substantiated, are mounting.3

The vast majority of subprime loans are now securitized, leading to
claims that securitization facilitates predatory lending and should actively
police lenders. Nonetheless, the entities involved in securitization have
resisted addressing such concerns and continue to serve as major conduits
for predatory loans4 As this excerpt from one prospectus illustrates,
securitization turns a blind eye to the underwriting of subprime loans:

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

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

At first blush, securitization’s lack of concermn about subprime
underwriting seems odd. After all, investors in mortgage-backed securities
should be concerned about the heightened default risk of subprime loans
and predatory loans in particular.” Furthermore, they should be concerned

3. See infra note 121. The subprime market charges higher interest rates and fees and
is designed for borrowers with weaker credit.

4. For instance, a 2005 study of securitized subprime loans found that 57.2 percent of
those loans had one or more predatory features, i.e., a balloon clause or a prepayment
penalty with a term of at least three years. See Roberto G. Quercia, Michael A. Stegman &
Walter R. Davis, The Impact of Predatory Loan Terms on Subprime Foreclosures: The
Special Case of Prepayment Penalties and Balloon Payments 22-23, 32 tbl.6 (Jan. 25, 2005)
(unpublished manuscript, on file with the Fordham Law Review). The role of securitization
can also be seen in predatory lending lawsuits involving loan assignees or trustees of
securitized trusts that hold home loans. See, e.g., Jackson v. Mundaca Fin. Servs., Inc., 76
S.W.3d 819 (Ark. 2002) (assignee); Stuckey v. Provident Bank, 912 So. 2d 859 (Miss. 2005)
(trustee); Skinner v. Preferred Credit, 616 S.E.2d 676 (N.C. Ct. App. 2005) (trust and
trustee); Bankers Trust Co. v. West, No. 20984, 2002 WL 31114844 (Ohio Ct. App. Sept.
25, 2002) (assignee).

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

6. In the most notorious example to date, in 2003, a federal jury held Lehman Brothers
liable, as an investment bank and provider of a warehouse line of credit to the subprime
lender First Alliance Mortgage Corp. (FAMCO), for aiding and abetting FAMCO’s fraud on
borrowers. See infra notes 106-07 and accompanying text.

7. Subprime home loans are more likely than prime loans to go into default. See, e.g.,
FitchRatings, U.S. Subprime RMBS in CDOs 5-9 (Apr. 15, 2005); Michelle A. Danis &
Anthony Pennington-Cross, The Delinquency of Subprime Mortgages 5-6 (Fed. Reserve
Bank of St. Louis, Working Paper No. 2005-022A, 2005). Predatory loans present an even
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that subprime lenders will try to pass off their worst loans through
securitization —the “lemons” problem that George Akerlof described.?

Given investors’ concerns, one might expect the capital markets to screen
out the riskiest, predatory loans from securitized subprime loan pools.
There is growing evidence, however, that securitizing entities perform
inadequate screening. When meaningful screening does occur, it focuses on
loans originated in states that impose liability on assignees of predatory
loans. In states with weak anti-predatory lending laws, screening is
minimal or nonexistent.

As we explain, securitization solves the lemons problem for investors
without requiring the capital markets to screen out predatory loans from
securitized offerings. Investment banks employ a variety of techniques,
primarily structured finance and deal provisions, to shield investors from
virtually all of the credit and litigation risk associated with predatory loans.
Market and legal forces provide additional protection to investors. For
example, the holder-in-due-course rule shields investors and securitized
trusts from most litigation contesting predatory loan terms. Evidence also
suggests that investors extract price concessions as recompense for the
lemons problem, which pushes up the cost to borrowers of subprime loans.
As a result, investors can safely invest in top-rated subprime mortgage-
backed securities without worrying about losses, even when the underlying
loan pools are replete with questionable loans.”

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

higher risk of default than subprime loans generally. See Quercia, Stegman & Davis, supra
note 4, at 25, 35 tbl. 10.

8. See George A. Akerlof, The Market for “Lemons”: Quality Uncertainty and the
Market Mechanism, 84 Q.J. Econ. 488 (1970).

9. See Stephen Wallenstein, Siruating Project Finance and Securitization in Context: A
Comment on Bjerre, 12 Duke J. Comp. & Int’] L. 449, 451 (2002) (“[NJegative effects on
select populations are not a concern of .. . securitization (by which I mean the financing
aspects).”).
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The resulting cost to borrowers is substantial. One recent study
estimated that lengthy prepayment penalties in securitized subprime loans
boosted borrowers’ risk of foreclosure by sixteen to twenty percent.l®
Balloon clauses in those loans raised borrowers’ risk of foreclosure by an
additional fifty percent.!! Securitization also exacts significant tolls on
municipalities by fueling predatory lending. When borrowers, saddled with
onerous loan payments, lose or cannot maintain their homes, cities must
contend with abandoned and deteriorating properties, which strain city
resources and threaten the vitality and stability of neighborhoods.!?

Given securitization’s role in enabling and perpetuating predatory
lending, we contend that the law should impose full, quantifiable assignee
liability on securitized trusts that do not adopt adequate controls to filter out
predatory loans from loan pools. Today, new automated due diligence
software makes it technologically and economically efficient to screen out
loans with predatory features.

In an earlier article, we proposed federal legislation to require subprime
lenders and brokers to make suitable loans.!3 In this Article, we argue that
assignee liability should apply to suitability violations and certain other
legal violations by mortgage brokers and lenders. Imposing properly
tailored liability on securitizers would force them to take into account the
negative externalities of securitization on borrowers and communities.!4

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

Moreover, our research helps explain why securitization has taken root.
Claire Hill has argued, for instance, that securitization exists because
valuing a lender’s receivables is simpler than valuing the lender itself.
Professor Hill offers the further insight that thinly capitalized lenders—
which she dubs “lemons firms”-—have the most to gain from securitizing

10. See Quercia, Stegman & Davis, supra note 4, at 25.

11. 1d.

12. See Kathleen C. Engel, Do Cities Have Standing? Redressing the Externalities of
Predatory Lending, 38 Conn. L. Rev. 355 (2006) (describing externalities that predatory
lending imposes on cities); see also William C. Apgar & Mark Duda, Collateral Damage:
The Municipal Impact of Today’s Mortgage Foreclosure Boom 4 (May 11, 2005), available
at http://www hpfonline.org/PDF/Apgar-Duda_study_final.pdf (estimating that vacant
properties from foreclosures cost cities more than $30,000 per unit in some cases); Family
Housing Fund, Cost Effectiveness of Mortgage Foreclosure Prevention 16-17 (1998)
(estimating that Minneapolis and St. Paul lost $2000 on average in tax revenues on vacant
homes and spent up to $40,000 per home rehabilitated and $10,000 per home demolished).

13. See Kathleen C. Engel & Patricia A. McCoy, A Tale of Three Markets: The Law
and Economics of Predatory Lending, 80 Tex, L. Rev. 1255 (2002).

14. See Janger, supra note 1, at 302, 315.
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their receivables.}S We extend ber analysis by arguing that securitization
solves two “lemons” problems, not one: the originator’s possible
bankruptcy and adverse selection in the loans being sold and ultimately
securitized.

Finally, our research implicitly questions the binary nature of the larger
debate about negative externalities from securitization. Too often, the
debate is framed as whether securitization must be defended from all attack
or altered at its core.!8 The parable of the subprime market, however,
suggests that there may be a middle, low-cost course that can protect
borrowers from loan abuses without impeding securitization.

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

I. PREDATORY LENDING DEFINED

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

(1) Loans structured to result in seriously disproportionate net harm to
borrowers: A major example is asset-based lending, which consists of
loans to borrowers whom the lender knows cannot afford the monthly
payments. Pushing borrowers to take on more debt than they need, steering
prime-eligible borrowers to subprime loans, and refinancing low-interest
loans into costlier loans with no justification can also inflict seriously
disproportionate net harm on borrowers.!8

15. Claire A. Hill, Securitization: A Low-Cost Sweetener for Lemons, 74 Wash. U. L.Q.
1061, 1091-92 (1996); accord Edward M. Tacobucci & Ralph A. Winter, Asset Securitization
and Asymmetric Information, 34 J. Legal Stud. 161, 180-82 (2005).

16. Compare sources cited in supra notes 1, 2, and 10, representing different viewpoints
in this debate.

17. Engel & McCoy, supra note 13, at 1259-70.

18. Freddie Mac, Automated Underwriting: Making Mortgage Lending Simpler and
Fairer for America’s Families, ch. 5 & nn.5-6 (1996), http://www.freddiemac.com/
corporate/reports/moseley/chap5.htm; see also Mortgage Bankers Ass’n, MBA Best
Practices § II (2007), available ar http://www.mortgagebankers.org/IndustryResources/
StandardsandBestPracticessMBABestPractices.htm (last visited Feb. 10, 2007); Patricia
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(2) Rent seeking: Numerous subprime loans charge fees and interest
rates that are exorbitant compared to the risk that the borrowers present.
Rent secking also encompasses steering and charging prepayment penalties
and points without a corresponding cut in the interest rate, as is customary
in the prime market.!?

(3) Loans involving illegal fraud or deception: Many predatory loans
involve fraud or deception by brokers or lenders. For example, brokers or
lenders may procure inflated appraisals or make false promises to refinance
loans down the road on better terms.2

(4) Other forms of non-transparency that do not amount to fraud: These
occur when lenders or brokers withhold information from borrowers in
circumstances that fall short of fraud. For example, subprime lenders keep
rate sheets containing their prices secret because they do not want
borrowers to shop for better rates.2! Neither the Truth in Lending Act22 nor
the Real Estate Settlement Procedures Act? requires disclosure of rate
sheets to borrowers.2* This secrecy impedes comparison shopping.

(5) Loans requiring borrowers to waive meaningful legal redress:
Subprime loans often contain mandatory arbitration clauses that require
borrowers to take disputes to arbitration and preclude them from joining
class actions. Such provisions deny borrowers access to the courts.2’

(6) Lending discrimination: Many predatory loans impose more
onerous terms on members of protected groups, resulting in discrimination
even after controlling for risk.26

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

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

19. Howard Lax et al., Subprime Lending: An Investigation of Economic Efficiency, 15
Hous. Pol'y Debate 533, 535 (2004); Sturdevant & Brennan, supra note 18, at 38-39; Alan
M. White, Risk-Based Mortgage Pricing: Present and Future Research, 15 Housing Pol’y
Debate 503 (2004); Mark Shroder, The Value of the Sunshine Cure: Efficacy of the RESPA
Disclosure Strategy 11 fig.2, 14-15, 14 th1.4 (Apr. 4, 2000) (unpublished manuscript, on file
with the Fordham Law Review).

20. Dep’t of Hous. and Urban Dev. & -Dep’t of the Treasury Task Force on Predatory
Lending, Curbing Predatory Home Mortgage Lending 24, 79-80 (2000) [hereinafter
Treasury-HUD  Report], available a:  htip://www.huduser.org/publications/hsgfin/
curbing. html.

21. White, supra note 19, at 509-12; see also Peter J. Hong & Marcos Reza, Hidden
Costs to Homeowners: The Prevalent Non-Disclosure of Yield Spread Premiums in
Morigage Loan Transacrions, 18 Loy. Consumer L. Rev. 131, 132-34 (2005) (describing
rate sheets).

22. 15U.8.C. §§ 1601-1667 (2000).

23. 12 U.S.C. §§ 2601-2617.

24. See Engel & McCoy, supra note 13, at 1305-07.

25. Shelly Smith, Mandatory Arbitration Clauses in Consumer Contracts: Consumer
Protection and the Circumvention of the Judicial System, 50 DePaul L. Rev. 1191, 1193
(2001).

26. See, e.g., Debbie Gruenstein Bocian, Keith S. Ernst & Wei Li, Unfair Lending: The
Effect of Race and Ethnicity on the Price of Subprime Mortgages (2006), available at
hitp:/fwww.responsiblelending.org/pdfs/rr011-Unfair_Lending-0506.pdf.
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proceeds. Some servicers have employed abusive servicing practices,
including charging unjustified fees, actively pushing borrowers into default,
and employing exploitative collection methods.?’

M. THE ADVENT OF SUBPRIME SECURITIZATION

Subprime securitization, a relatively new phenomenon, followed on the
heels of securitization in the prime residential loan market, first pioneered
in the late 1970s.28 By the early 1990s, technological advances made it
possible to estimate and price the risk of subprime home loan pools, paving
the way for subprime securitizations.2? In 2005, total securitizations of
subprime and home equity loans ballooned to an estimated $525.7 billion,30
Today, lenders securitize almost eighty percent of subprime mortgages.3!

1. HOW SECURITIZATION WORKS

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

Securitization goes by the moniker “structured finance,” in part because a
securitizer structures the transaction to isolate the loan pool from the
original lender. This is accomplished by selling the loan pool to a special
purpose vehicle or “SPV” that is owned by, but legally distinct from, the
lender. The SPV then resells the loan pool to a second SPV, which is also
independent of the lender and takes title to the bundle. The second SPV is
typically in the form of a trust.32

27. Kurt Eggert, Limiting Abuse and Opportunism by Mortgage Servicers, 15 Housing
Pol’y Debate 753, 756-61 (2004).

28. See, e.g., Steven L. Schwarcz, Bruce A. Markell & Lissa Lamkin Broome,
Securitization, Structured Finance and Capital Markets 1-3 (2004); Michael H. Schill,
Uniformity or Diversity: Residential Real Estate Finance Law in the 1990s and the
Implications of Changing Financial Markets, 64 S. Cal. L. Rev. 1261, 1267-71 (1991).

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

30. See Standard & Poor’s (S&P), Rating Transitions 2005: U.S. RMBS Volume and
Rating Activity Continue to Set Records, tbl.1 {(Jan. 24, 2006).

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

32. See, e.g., Steven L. Schwarcz, Securitization Post-Enron, 25 Cardozo L. Rev. 1539,
1552-53 (2004). This Article focuses on the “nonconforming”™ or “private label” market.
The conforming market refers to home loans that conform to underwriting guidelines of
government-sponsored entities (GSEs) such as Fannie Mae and Freddie Mac. The GSEs
purchase and package conforming individual mortgages, create the securities, and market the
securities through brokers. See Freddie Mac, The Secondary Market for Mortgage Loans,
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This' two-tiered structure protects investors by preventing lenders’
creditors from reaching the assets backing the securities in case the lender
goes bankrupt.3® Bankruptcy remoteness also boosts ratings of securitized
offerings. Rating agencies evaluate and rate securitized loan pools. To the
extent that SPVs protect investors from the risk of the lender’s bankruptcy,
it is often possible for the loan bundle to earn a higher rating than the lender
itself would receive. In this way, “non-investment grade and unrated
originators (the majority of the market) [can] create investment-grade
transactions.”

After the loans are transferred to the second SPV, the investment bank
for the issuer?® carves the principal and interest payments into tranches of
bonds.36 Then, rating agencies gauge the credit risk of each tranche by
comparing the loan pool’s characteristics with historical data and
forecasting the tranche’s performance.?” In calculating credit risk,

http://www freddiemac.com/corporate/about/what_we_do/secmkt.htmt (last visited Feb. 28,
2007). The nonconforming market, in contrast, finances loans that do not meet the GSE
guidelines.

33. See, e.g., Steven L. Schwarcz, The Alchemy of Asset Securitization, 1 Stan. J.L. Bus.
& Fin. 133, 142 (1994). In many securitizations, a subsidiary of the lender retains some of
the risk, either in the form of subordinate tranches, subordinated excess spread, or cash
reserves. If a lender were to retain those residual interests within its own corporate entity
and later went into bankruptcy, the bankruptcy court might rule that the lender, not the
investors, owned the securitized pool, relegating the investors to the role of secured
creditors. See Len Blum & Chns DiAngelo, Structuring Efficient Asset-Backed
Transactions, in Asset-Backed Securities 237, 243-44 (Anand K. Bhattacharya & Frank J.
Fabozzi eds., 1996). Only on rare occasions have courts disregarded bankruptcy-remote
status. See Michael J. Cohn, Note, Asset Secwuritization: How Remote Is Bankruptcy
Remote?, 26 Hofstra L. Rev. 929 (1998); see also Schwarcz, Markell & Broome, supra note
28, at 80-86; Kenneth M. Ayotte & Stav Gaon, Asset-Backed Securities: Costs and Benefits
of “Bankruptcy Remoteness” (Apr. 2, 2006) (unpublished manuscript, on file with the
Fordham Law Review) (finding that bankruptcy remoteness protects investors and is priced
into the securities).

34. Henry C. McCall III & Len Blum, Evolution of the B&C Home-Equity Loan
Securities Market, in Asset-Backed Securities, supra note 33, at 137, 140.

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

36. Collateralized mortgage obligations (CMOs) use a semior-subordinate tranche
structure and are the most common type of nonconforming mortgage-backed security (MBS)
today. See Bruskin, Sanders & Sykes, supra note 29, at 14, CMOs are derivatives which
consist of interest payments plus principal, interest-only (IO) strips, or principal-only (PO)
strips. Other, less common types of MBS include mortgage pass-through securities, in
which investors buy fractional interests in pools of whole single-family mortgages, and
mortgage-backed bonds (MBBs), which are priced according to the liquidation value of the
loans and thus require higher collateral than CMOs. See Andrew Davidson et al.,
Securitization: Structuring and Investment Analysis 185-87, 196, 206-08 (2003); John R.
Brick, A Primer on Morigage-Backed Securities, in Current Readings on Money, Banking,
and Financial Markets 25, 26, 29-32 (James S. Wilcox & Frederic S. Mishkin eds., 1987).

37. See Neil D. Baron, The Role of Rating Agencies in the Securitization Process, in A
Primer on Securitization 81 (Leon T. Kendall & Michael J. Fishman eds., 1996); see also
Davidson et al., supra note 36, at 24-25; McCall & Blum, supra note 34, at 142. Typically
the loan review scrutinizes the lender’s underwriting standards, borrower profiles, the
geographical distribution of the loans, loan size, loan-to-value ratios, and the prepayment
characteristics of the bundle. The rating agency will perform a static pool analysis on the
lender’s historical loss and delinquency record, using data on the average loss, slope, and



176

2007] TURNING A BLIND EYE 2047

however, rating agencies do not assess the suitability of the underlying
loans for individual borrowers.

The tranche system is termed a “senior-subordinate structure™ and is the
“predominant structure of choice in subprime RMBS.”38 The tranches are
arrayed from the most senior to the most junior, with “as many as five
mezzanine or subordinated tranches going down the ratings ladder” from
AAA to B.39 The senior class is the AAA tranche, the mezzanine class
consists of the AA and A tranches, and the BBB, BB, B, and unrated
classes take the junior position.#? Any rating of BBB-/Baa3 or above is
deemed investment-grade and serves to assuage investors’ concerns about
the credit quality of the mortgages backing the securities.

In a feature known as a “waterfall,” the senior tranche is paid off before
any other tranche. Once the senior tranche is paid off, the next tranche
moves to the head of the line for principal payments until all of the tranches
are retired.*! As a result, the junior tranche is the first to absorb any losses
and shields the senior tranches from losses due to loan defaults,#? Only in
the extremely unlikely event that losses exceeded the amounts due the
holders of the junior tranches would the senior tranches absorb credit
losses.

Before rating agencies issue investment-grade ratings, they insist on
added financial cushions known as “credit enhancements.”3 According to
rating agencies, when determining the needed level of credit enhancements,
they assume catastrophic losses on an order of magnitude of the Great
Depression, with the amount of enhancements depending on the rating
desired, the type of collateral, and the reliability of the historical pool
data,44

peak loss period of the loan pool to forecast future losses and delinquencies. In addition, the
rating agency will assess the average coupon rate, seasoning, and average maturity of the
loans and sample the loan files to test those statistics. See Baron, supra, at 84-85; Anand K.
Bhattacharya & Frank J. Fabozzi, The Expanding Frontiers of Asset Securitization, in Asset-
Backed Securities, supra note 33, at 1, 14; Suzanne Michaud, A Rating Agency Perspective
on Asser-Backed Securitization, in Asset-Backed Securities, supra note 33, at 269, 271-73.

38. S&P, Trends in U.S. Residential Mortgage Products: Fourth-Quarter 2003 LTV
Ratios, FICO Scores, and Credit Support Levels (2004). See generally Steven L. Schwarcz,
Structured Finance: A Guide to the Principles of Asset Securitization § 2.4 (3d ed. 2003).

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

40. See Lakhbir Hayre, A Concise Guide to Mortgage-Backed Securities (MBSs), in
Salomon Smith Barney Guide to Mortgage-Backed and Asset-Backed Securities 9, 54-60
(Lakhbir Hayre ed., 2001). :

41. See Davidson et al., supra note 36, at 208-09, 333; Blum & DiAngelo, supra note
33, at 257-58.

42. See Davidson et al., supra note 36, at 333; S&P, Rating Transitions 2003: Another
Record Year of Credit Performance for UJ.S. RMBS (2004).

43. See Davidson et al., supra note 36, at 24-26; Schwarcz, Markell & Broome, supra
note 28, at 14; Blum & DiAngelo, supra note 33, at 252-53; Leon T. Kendall, Securitization:
A New Era in American Finance, in A Primer on Securitization, supra note 37, at 4; McCall
& Blum, supra note 34, at 140-41,

44. See Baron, supra note 37, at 85; Michaud, supra note 37, at 272.
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Credit enhancements come in two types, internal and external
enhancements.*> Normally, the lender will provide sufficient internal
enhancements to boost the offering to an investment-grade rating. If the
internal enhancements do not raise the senior tranche to a top AAA rating,
monoline insurers or other outside providers may add external
enhancements to raise the senior tranche to an AAA. %6

Once investment-grade ratings are in hand, the investment bank will
price the mortgage-backed securities and sell them to investors, either
through a public offering or a private placement.4” If the offering succeeds
as planned, the lender receives two forms of revenue. The first is cash from
the sale of the securities. The second is “excess spread,” which is the right
to any interest on the loans that exceeds the interest paid to the investors
after deducting expenses on the asset-backed bonds. In most situations, the
present value of the cash proceeds plus the excess spread exceeds the cash
that the lender would have received from selling whole loans.*8

IV. THE LEMONS PROBLEM

In order to succeed, securitization must solve a core problem—that is,
why should investors buy mortgage-backed securities when lenders can
deceive them about the quality of the loans in the loan pool? Lenders have
incentives to cherry-pick their loans and sell the worst ones to investors.4?
And knowing that they can unload the worst loans onto investors, lenders
have less reason to underwrite loans carefully. Thus, securitization gives

45. Internal credit enhancements earmark part of the cash flow from the mortgages to
fund a cash buffer to protect the senior and mezzanine tranches from losses. The most
common internal enhancements are the senior-subordinate structure, excess spread accounts,
and over-collateralization. See Baron, supra note 37, at 85-87; Brick, supra note 36, at 29-
32; Bruskin, Sanders & Sykes, supra note 29, at 31-35; Lina Hsu & Cyrus Mohebbi, Credit
Enhancement in ABS Structures, in Asset-Backed Securities, supra note 33, at 277, 281-83.
Most external credit enhancements consist of guarantees by monoline insurance companies.
See Baron, supra note 37, at 86-87; Hsu & Mohebbi, supra, at 278-80.

46. See Schwarcz, supra note 38, §§ 2:3, 2:4; Hsu & Mohebbi, supra note 45, at 278.

47. See Davidson et al., supra note 36, at 20; Alfred I. Puchala, Ir., Securitizing Third
World Debt, 1989 Colum. Bus. L. Rev. 137, 14].

48. See McCall & Blum, supra note 34, at 14143,

49. As the president of one of the largest mortgage lenders put it in announcing that the
company planned to securitize all of its subprime loans, “‘We’re looking to hold only
pristine product on the balance sheet.”” Ruth Simon & James R. Hagerty, How American
Lenders Shelter Themselves, Wall St. J., Sept. 22, 2005, at C1 (quoting Stanford Kurland,
President, Countrywide Financial Corp.). Similarly, Armando Falcon, Jr., the former
director of the Office of Federal Housing Enterprise Oversight, testified before Congress that
Fannie Mae cherry-picked the loans it securitized and kept the best in portfolio, consistent
with its policy to “keep the best; sell the rest.” OFHEQ Agreement with Fannie Mae:
Hearing Before the Subcomm. on Capital Mkts., Ins., and Gov’t Sponsored Enters. of the H.
Fin. Servs. Comm., 109th Cong. (2005) (testimony of Armando Falcon, Ir., Director, Office
of Fed. Hous. Enterprise Oversight).
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rise to the problem of adverse selection or the “lemons” problem, in the
words of George Akerlof.50

Before the advent of securitization, lenders typically handled loans from
cradle to grave. They solicited loan applicants, underwrote and financed
the mortgages, serviced the loans, and held the loans in portfolio to
maturity. In turn, lenders largely made profits from the interest payments
on the loans. Because lenders bore the full risk of default, they had strong
incentives to turn down observationally risky borrowers.5!

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

The lemons problem occurs because unbundling creates information
asymmetries that mortgage lenders (or brokers) can exploit to investors’
detriment.52 A loan’s credit risk turns on numerous characteristics, some of
which are observable and others of which are not. Neither the lender nor
investors are privy to characteristics that are unobservable. However, the
lender has observable data on borrowers’ default propensities that investors
lack.53 Investors do not interview the loan applicants, do not obtain or
review property appraisals, and almost never examine individual loan
applications, borrowers’ credit reports, or income verifications. Instead,
they rely on the issuer’s warranties and representations about the borrowers’
credit quality. Needless to say, in the subprime sector, these information
asymmetries can be pronounced because subprime borrowers are prone to
have credit flaws that lenders will want to conceal.

In sum, securitization enables lenders “to shift the risk {of the loan’s
performance] onto the investor.””>* The more that securitization allows
lenders to “take the profits and run,” the more adverse selection will rear its

50. See Akerlof, supra note 8; Amy C. Cutts et al., Lemons with a Twist: Adverse
Selection and the Role of Securitization in Mortgage Market Evolution and Pricing (June-
2000) (unpublished manuscript, on file with the Fordham Law Review).

51. See Joseph E. Stiglitz & Andrew Weiss, Credit Rationing in Markets with Imperfect
Information, 71 Am. Econ. Rev. 393 (1981).

52. When lenders use mortgage brokers, the brokers have even fuller information than
the lenders about observable characteristics of the borrower. Lenders who securitize loans
may be indifferent to deceit by brokers about default risks if they can shift the risk of loss
wholesale to the secondary market. See Patrick Barta, Is Appraisal Process Skewing Home
Values?, Wall St. 1., Auvg. 13, 2001, at Al.

53, See Cutts et al., supra note 50; Wayne Passmore & Roger W. Sparks, Automated
Underwriting and the Profitability of Mortgage Securitization, 28 Real Est. Econ. 285, 285
(2000) (describing how lenders try to conceal borrowers’ bad credit histories from
investors).

54. Lalitha A. Shivaswamy, Structured Transactions and Private Placement Criteria and
Challenges to Investment in the 144A Market 5 (2004) (unpublished manuscript, on file with
the Fordhamn Law Review). As one set of researchers recently observed, “{TThe market for
multi-class MBS is a market for lemon mortgage pools.” Chris Downing, Dwight Jaffee &
Nancy Wallace, Information Asymmetries in the Mortgage Backed Securities Market 20
(May 3, 2005) (unpublished manuscript, on file with the Fordham Law Review).
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head.5> Solving adverse selection is the key to successful securitization of
home loans. In the home mortgage context, securitization must solve the
lemons problem for three types of risk —credit risk, prepayment risk, and
litigation risk—which we now discuss.

A. Credit Risk

Credit risk is the risk that a borrower will miss payments and the loan
will go into default. All loans involve credit risk, but subprime loans
involve more risk than prime loans because borrowers with impaired credit
are more likely to default.5¢ Furthermore, when a predatory lender makes a
loan to a borrower whom it knows cannot afford the monthly loan
payments, default will likely become a self-fulfilling prophecy.5’

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

55. See Cutts et al., supra note 50; Passmore & Sparks, supra note 53, at 285. George
Akerlof commented on a similar problem affecting middlemen in India who tred to
arbitrage between the cheap loan rates of central city banks and the exorbitant loan rates of
local moneylenders who had personal knowledge of the borrowers, observing, “The
middleman who tries to arbitrage between the rates of the moneylender and the central bank
is apt to attract all the ‘lemons’ and thereby make a loss.” Akerlof, supra note 8, at 499.

56. John C. Weicher, The Home Equity Lending Industry: Refinancing Mortgages for
Borrowers with Impaired Credit 76 (1997); Anthony Pennington-Cross, Subprime and Prime
Mortgages: Loss Distributions 7 (Office of Fed. Hous. Enter. Oversight, Working Paper No.
03-1, 2003).

57. For discussion of why a lender might make a loan that is virtually certain to go into
default, see Engel & McCoy, supra note 13, at 1280-89.

58. See Weicher, supra note 56, at 56-57 tbl.4.1.

59. See Terrence M. Claurctie & Thomas Herzog, The Effect of State Foreclosure Laws
on Loan Losses: Evidence from the Mortgage Insurance Industry, 22 3. Money, Credit &
Banking 221, 222 (1990); Michael H. Schill, An Economic Analysis of Mortgagor Protection
Laws, 77 Va. L. Rev. 489 (1991).
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before the offering has been closed.®¢ These blind spots in evaluating
subprime credit risk can hamper efforts to accurately set prices and gauge
returns.

B. Prepayment Risk

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

Borrowers in the prime and subprime markets prepay for different
reasons. In the prime market, prepayment most often occurs when
homeowners refinance their mortgages to take advantage of falling interest
rates.5! In the subprime market, borrowers often have more difficulty
qualifying for new loans, making them less sensitive to drops in interest
rates.52 Instead, subprime prepayments tend to occur for two reasons, one
voluntary in nature and one involuntary. Voluntary prepayments take place
when subprime borrowers improve their credit scores and refinance into
prime products at lower rates. Involuntary prepayments, in contrast, are
triggered by “loan flipping,” in which lenders persuade subprime borrowers
to refinance their loans repeatedly at short intervals in order to extract high
fees.%3 Lenders can manufacture future loan flips by structuring the original
loans so that borrowers will eventually be unable to repay.®

60. See Jacob Boudoukh et al., Pricing Mortgage-Backed Securities in a Multifactor
Interest Rate Environment: A Multivariate Density Estimation Approach, 10 Rev. Fin. Stud.
405, 410, 419 (1997).

61. See id. at 406, 437; Amy Crews Cutts & Robert Van Order, On the Economics of
Subprime Lending 3, 7 (Freddie Mac, Working Paper No. 04-01, 2004).

62. Subprime prepayments do rise as interest rates fall. See, ¢.g., Quercia, Stegman &
Davis, supra note 4, at 21. But subprime “borrowers’ limited refinancing opportunities”
mean that “refinancing rates must fall 200 to 300 basis points (bps) to significantly increase
prepayments due to refinancing in the [subprime] market versus the 25 ro 50 bps that move
the private [prime] MBS market.” R. Russell Hurst, Securities Backed by Closed-End Home
Equity Loans, in The Handbook of Mortgage-Backed Securities 281, 292 (Frank J. Fabozzi,
ed., 5th ed. 2001) (emphasis added).

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

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

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

Trusts expose themselves to liability if they aid or participate in unlawful
activities by loan originators, most often by being involved with the actual
loan underwriting. Such participation can give rise to liability for violations
of an array of laws ranging from consumer protection and -credit
discrimination statutes to conspiracy and fair housing laws.65

Some laws impose liability on assignees even absent active wrongdoing.
The Truth in Lending Act (TILA) allows borrowers to recover against
assignees for originators’ violations if the violations are “apparent on the
face of” federal disclosure statements.%® The principal federal anti-
predatory lending law, the Home Ownership and Equity Protection Act
(HOEPA),% imposes strict liability on assignees who purchase specific
high-cost loans. In general, holders of HOEPA loans are “subject to all
claims and defenses . . . that the borrower could assert against the originator
of the mortgage.”®®  Regulations implementing the Federal Trade
Commission Act impose liability on assignees for “all claims and defenses
which the debtor could assert against the seller.”®® Lastly, several states
have enacted anti-predatory lending laws that impose liability on
assignees.’0 Although these statutes allow for assignee liability, in reality

65. See, e.g., Wise v. Union Acceptance Corp., No. 02-0104, 2002 WL 31730920, at *3
(S.D. Ind. Nov. 19, 2002) (Equal Credit Opportunity Act); Cooper v. First Gov’t Mortgage
& Investors Corp., No. 00-0536, 2002 WL 31520158, at *13 (D.D.C. Nov. 4, 2002)
(consumer protection law); Hays v. Bankers Trust Co. of Cal., 46 F. Supp. 2d 490, 497 (S.D.
W. Va, 1999) (conspiracy law); Assocs. Home Equity Servs., Inc. v. Troup, 778 A.2d 529,
537-38 (N.J. Super. Ct. App. Div. 2001) (Fair Housing Act).

66. 15 US.C. § 1641(a), ()(2) (2000). Furthermore, if an originator fails to make the
required disclosures to borrowers, the borrower may exercise the right of rescission against
the assignee even if the TILA violation is not apparent on the face of the loan documents. Id.
§ 1641(c).

67. Id. §§ 1601-1667.

68. Id. § 1641(d)(1).

69. 16 C.FR. § 433.2 (2005). This so-called FTC Rule only governs home mortgage
loans that involve the sale of goods or services. Id. Some courts have construed the rule to
hold, however, that if state consumer protection laws do not permit affirmative relief,
consumers are limited to defensive actions against assignees. See, e.g., LaBame v. Credit
Acceptance Corp., 175 F.3d 640 (8th Cir. 1999).

70. See, e.g., N.J. Stat. Ann. § 46:10B-27(b)-(e) (West Supp. 2006); N.Y. Banking Law
§ 6-1(7), (11)-(13) (McKinney Supp. 2007). See generally Baher Azmy, Squaring the
Predatory Lending Circle, 57 Fla. L. Rev. 295 (2005) (surveying state laws). Increasingly,
federal regulators have preempted state anti-predatory lending laws that impose assignee
liability. See Bank Activities and Operations: Real Estate Lending and Appraisals, 69 Fed.
Reg. 1904 (Jan. 13, 2004) (to be codified at 12 C.ER. pts. 7, 34) (ruling that OCC
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the application of the laws is quite narrow. In some cases, the laws require
active participation by the assignees. In others, the laws only apply to a
small fraction of loans, as is true for HOEPA.7!

For most potential claims, however, assignees who have distanced
themselves from the unlawful activities of originators can find shelter in the
holder-in-due course doctrine, which insulates them from most claims for
unconscionability, breach of contract, and fraud.”? To satisfy the
requirements of a holder in due course, the purchaser must be the holder of
a negotiable note, who took the note for value, in good faith, and without
notice that the note contains certain defects.’> To meet the definition of a
“holder,” the assignee must possess the note and the note must be “issued or
indorsed to him or to his order or to bearer or in blank.”7 If a note is
payable to an identified person or entity, the note must bear an endorsement
or be among a group of loans to which an allonge was attached.”> When
assignees qualify as holders in due course, they take the notes free of most
defenses to nonpayment and affirmative claims that borrowers could have
pursued against the originators.

There are scenarios under which borrowers can defeat assignees’ status
as holders in due course. When an assignee has notice of a potential claim,
for example, that a note was obtained through fraud, the assignee is deemed
to have sufficient notice to abrogate its status as a holder in due course.”6
Assignees obviously have “notice” if they played a role in the
wrongdoing.”’ Notice similarly exists if the borrower brought the claim
against the assignor prior to the assignment.”8

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

enforcement preempts state anti-predatory lending laws’ application to national banks). On
a parallel front, states have preempted many local lending ordinances that contemplate
assignee liability. See, e.g., Mayor of New York v. Council of New York, 780 N.Y.S.2d 266
(Sup. Ct. 2004) (holding New York City’s anti-predatory lending ordinance preempted by
state and federal law).

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

72. James White & Robert S. Summers, Uniform Commercial Code §§ 14-1, 14-2
(2000).

73. U.C.C. § 3-302 (2005).

74. White & Summers, supra note 72, § 14-3.

75. M.

76. See id. § 14-7 (discussing cases).

77. See, e.g., Williams v. Cent. Money Co., 974 F. Supp. 22, 28 (D.D.C. 1997) (denying
surnmary judgment for assignees on fraud and unconscionability claims where there was
evidence that the assignee “participated in the fraud perpetrated by” the assignor).

78. See Fairbanks Capital Corp. v. Summerall, No. 02AP-864, 2003 WL 1700487, at *3
{Ohio Ct. App. Mar. 31, 2003).

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

Courts have also held that assignees can lose holder-in-due-course
protection if their relationships with loan originators were sufficiently close
to make the assignees agents of the originators.80 Even where no agency
relationship exists between the originator and the assignee, courts have
imputed knowledge of an originator’s wrongdoing to an assignee based on
the strength and nature of ties between the assignor and the assignee.?!

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

V. HOW STRUCTURED FINANCE SOLVES THE LEMONS PROBLEM

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

A. The Protections Provided by Sequential Tranches

One way securitization protects investors from credit risk is through
sequential tranches. According to Fitch Ratings, defaults in the subprime
market *start in month seven, ramp up to a peak in months 28-42, and end
at month 120.”82 For this reason, risk-averse investors—the ones most
concerned with loan default—want to be paid off as quickly as possible.
Investors who are most risk-averse buy the AAA tranche, investors who are
slightly less risk-averse buy the AA tranche, and so it goes down the line.
The senior tranche is retired first, followed by the AA tranche, etc.,
enabling the investors who are most risk-averse to get paid first.
Originators sometimes—but not always—hold the most junior, and
therefore the riskiest, tranches.®? This technique has worked so well that
the safest subprime tranches—the senior tranches—virtually never suffer
credit losses.

Likewise, when notes lack the proper endorsernents or are not in the possession of the
assignee, they are not negotiable. See id. § 14-3 (discussing cases).

80. See, e.g., England v. MG Invs., Inc., 93 F. Supp. 2d 718, 722-23 (S.D. W. Va. 2000)
(denying summary judgment on a fraud claim where evidence showed that the originator
was acting as an agent of the assignee).

81. See Williams, 974 F. Supp. at 26-27 (imputing knowledge to the assignee where an
officer of the originator, who had “direct contact” with the borrower, was alleged to be a
principal and shareholder of the assignee).

82. FitchRatings, supra note 7, at 8, 9.

83. See infra notes 123-30 and accompanying text.
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B. Investors in Subprime Offerings Benefit from Conservative Risk
Assessments by Rating Agencies

Individuals and entities who purchase bonds in subprime RMBS
offerings can benefit from rating agencies’ tendency to overestimate credit
risk. As securities trade on the secondary market, the rating agencies
reevaluate the performance of the underlying collateral in the securitized
loan pools and upgrade or downgrade the affected tranches as needed. If
the rating model is accurate and there are no unanticipated credit shocks,
tranches should keep their original grades. If the rating agency later
upgrades a tranche in response to information on collateral performance, its
original credit risk assessment was too conservative. If it later downgrades
a tranche due to poor loan performance, its initial assessment was too
sanguine.

Standard & Poor’s (S&P) reports for 2003 through 2006 expressly tout
data that S&P tends to overestimate the credit risk of senior subprime
tranches. As the chart on the following page shows, S&P upgrades
outpaced downgrades in public subprime home loan securitizations through
2005, and downgrades in the senior subprime tranches were almost
nonexistent through 2005 and rare in 2006.84

Two aspects of these data are noteworthy. First, until 2006, upgrades
outnumbered downgrades. In 2003, for instance, S&P issued almost 2.5
upgrades for every subprime RMBS downgrade (111 upgrades to 46
downgrades). In 2004, this ratio widened, and it widened again in 2005. In
2004, S&P issued 4.22 upgrades for every subprime downgrade (152
upgrades to 36 downgrades); in 2005, there were 4.6 subprime upgrades for
every subprime downgrade (235 upgrades to 51 downgrades). This data
reveals that, at least through 2005, when S&P made errors, its errors were
skewed toward excessive caution.

Second, the senior tranches are the main beneficiaries of S&P’s
excessively conservative ratings of subprime RMBS. Subprime securities
rated A+ or higher had numerous upgrades (70 in 2003, 90 in 2004, 117 in

84. In fact, in 2006, the vast majority (98.5%) of public and private subprime tranches
combined rated by S&P either kept their ratings or received upgrades. S&P, Transition
Study: U.S. RMBS Upgrades Are Down and Downgrades Are Up in 2006 (2007). The 1.5
percent of tranches that received S&P downgrades were probably a reflection of the fact that
toward the end of 2005, mortgage loan delinquency rates began rising. Al Yoon, Housing
Bubble Bursts in U.S. Mortgage Bond Market (Update 2), Bloomberg.com, Dec. 6, 2005,
http://www.bloomberg.com/apps/news?pid=10000103&sid=aDSB370ItSTU&refer=us.
Indeed, S&P’s slow response to the inherent risk in subprime securitizations caused
Gretchen Morgenson of The New York Times to lament, “It’s amazing how long it can take
investors to see that the wheels are coming off a prized investment vehicle. Denial, after all,
is a powerful thing.” Gretchen Morgenson, Will Other Mortgage Dominoes Fall?, N.Y.
Times, Feb. 18, 2007, at C1.

‘We compiled our data from S&P, supra note 42, app. 2 (2004); S&P, Rating Transitions
2004: U.S. RMBS Stellar Performance Continues to Set Records, app. 2 (2005) [hereinafter
S&P, Rating Transitions 2004); S&P, Rating Transitions 2005: U.S. RMBS Volume and
Rating Activity Continue to Set Records, apps. 1-2 (2006); S&P, Transition Study: U.S.
RMBS Upgrades Are Down and Downgrades Are Up in 2006, apps. 1-2 (2007).
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2005, and 57 in 2006). Conversely, only one of the senior classes rated A+
or higher in 2003 through 2005 suffered a downgrade, despite rising
subprime loan default rates. In 2006, this figure rose to thirteen; upgrades
of those classes still outnumbered downgrades by more than four to one. As
one subprime lender declared, “If you buy the Triple-A, you’re home
free.”85

Table 1: S&P Upgrades and Downgrades of Public Subprime RMBS,
2003-2006

This rosy upgrade experience serves two important marketing functions.
First, it allays investors’ concerns about lemon loans. Second, it entices
potential investors to purchase senior subprime tranches by holding out the
possibility that investors will enjoy upgrades over time.’® This upgrade
experience, plus a structure that enables senior bonds to mature quickly,
helps explain the remarkable growth in subprime RMBS.87

C. Diversification

Diversification is another means by which securitization reduces
investors’ risk, including the risk of “lemon” loans. Because there is high

85. H&R Block, Inc. at UBS Global Financial Services Conference—F, FD (Fair
Disclosure) Wire, May 10, 2005,

86. The larger significance of S&P’s upgrade/downgrade data for subprime loan pools is
uncertain because S&P does not always report the total number of subprime tranches whose
ratings remained unchanged. Some sense of the magnitude can be gleaned from S&P
reports, however, that 91.45% of all 17,674 RMBS tranches (including prime and subprime)
rated in 2004 maintained the same credit rating a year later, while only 0.82% suffered
downgrades and 7.73% experienced upgrades. See supra note 84.

87. An empirical study of Freddie Mac muiti-class RMBS recently reached the same
conclusion, finding that “the capital structures of multi-class MBS” evolved as a solution to
the Jemons problem. Downing, Jaffee & Wallace, supra note 54, at 20.



186

20071 TURNING A BLIND EYE 2057

investor demand for subprime RMBS, lenders can securitize large pools of
subprime loans. In turn, large loan pools enable investors to better diversify
risk. The greater the diversity in the loan pool in terms of geography, credit
risk, prepayment risk, and legal risk, the less likely it is that investors will
suffer losses.®8

D. Pricing

Because of the lemons problem, investors in RMBS demand a risk
premium, in the form of a price reduction, to compensate them for the risk
of adverse selection. To some extent, investment banks seek to reduce this
risk premium by refining their pricing models to calibrate risks more
accurately. Nevertheless, empirical evidence suggests that the prices for
RMBS still contain lemons premia.5®

In response, lenders who securitize their loans extract price concessions
from subprime borrowers in the form of excessive interest rates,
prepayment penalties, and other loan terms. In 2004 and 2005, for instance,
rating agencies demanded costlier protections for investors in subprime
RMBS, prompting subprime lenders to raise the interest rates on their loans
in response.® This evidence is consistent with findings that securitization
can push up home mortgage rates.%!

Studies of securitized subprime loans have found evidence of
overpricing. Freddie Mac researchers have concluded, for example, that

88. See, e.g., Hill, supra note 15, at 1088.

89. See Wayne Passmore & Roger Sparks, Putting the Squeeze on a Marker for Lemons:
Government-Sponsored Mortgage Securitization, 13 J. Real Est. Fin. & Econ. 27 (1996);
Downing, Jaffee & Wallace, supra note 54, at 4, 21 (finding that Freddie Mac faced a
“lemons discount” on the sale of multi-class RMBS).

90. See Erick Bergquist, Block Quits Subprime Price Fight, Am. Banker, Sept. 6, 2005,
at 1 (reporting that H&R Block’s subprime lender, Option One, raised its interest rates on its
home loans by forty basis points because the rating agencies were “demanding more costly
protection for investors™); Ed Jones, Getting into Nonprime Lending Is No Problem with
New Technology, Secondary Marketing Executive, Oct. 2004, at 40 (“Major investors can
control both the base and incremental pricing they provide to various [subprime] lenders
around the country.”); Allison Pybum, Home Equity Sub Spreads Finally Show Signs of
Widening, Asset Securitization Rep., July 4, 2005; Howard Schneider, Versatility for Long-
Term  Success, Nat’l Mortgage Broker Mag., Feb. 2006, qvailable at
http://www.nationalmortgagebroker.com (“[subprime] investors now are demanding higher
yields to compensate for increased risks. Worries about future delinquencies ha[ve]
investors pushing prices down on mortgage-backed bonds, causing yields to go up on
mortgages made to consumers with low FICO scores.”); National City ar Goldman Sachs
Financial Services CEQ Conference 2005—F, FD (Fair Disclosure) Wire, Dec. 6, 2005
(acknowledging “the pressure on gain on sale corning from the capital markets™); Q! 2006
H&R Block, Inc. Earnings Conference Call—F, FD (Fair Disclosure) Wire, Sept. 1, 2005
(defending the price hike because, given subprime credit risks, “investors[] ought to be paid
more for it™).

91. See Andrea Heuson, Wayne Passmore & Rogers Sparks, Credit Scoring and
Mortgage Securitization: Implications for Mortgage Rates and Credit Availability, 23 J.
Real Est. Fin. & Econ. 337, 347-53 (2001); Passmore & Sparks, supra note 89; Steven Todd,
The Effects of Securitization on Consumer Mortgage Costs, 29 Real Est, Econ. 29 (2001);
Downing, Jaffee & Wallace, supra note 54, at 4-5, 21.
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subprime lenders steered unwitting customers who qualified for prime loans
into subprime products, forcing those customers to overpay for credit.”2
Another Freddie Mac study examined the question whether subprime loans
properly price borrowers’ risk by comparing the interest rates of prime and
subprime (specifically A-) loans securitized by Freddie Mac. After holding
credit risk constant, the study concluded that “roughly one-half of the
interest rate premium paid by subprime borrowers— 100 basis points—
cannot easily be explained by the higher levels of risk associated with these
types of loans.”® The study made no “attempt to account for or measure
the higher average origination points and fees paid by subprime
borrowers.”* In the authors’ view, the “total prices charged to subprime
borrowers (rates, points, and fees) are . .. likely in excess of the amounts
that can be justified by their differentially higher credit risk.™3

A new body of research reveals that prepayment penalties similarly push
the cost of subprime loans above their risk-adjusted price. Prepayment
penalties are common in subprime loans, while prime loans almost never

92. For example, in 1996, Freddie Mac found that ten to thirty-five percent of subprime
borrowers could have qualified for prime-rate loans. Freddie Mac, supra note 18, ch. 5 &
nn.5-6; Wei Li & Keith S. Emst, The Best Value in the Subprime Market: State Predatory
Lending Reforms 8 (2006) (finding that fourteen percent of subprime borrowers studied
between 1998 and 2004 were prime-eligible); Lax et al., supra note 19, at 565 (finding that
“some borrowers end up with subprime loans for reasons other than risk” and calling that
finding “disturbing™). Fannie Mae’s former President Franklin Raines similarly stated that
up to half of all subprime mortgages are eligible for purchase by Fannie Mae under its prime
loan guidelines. See HUD’s Regulation of the Federal National Mortgage Association
(Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac), 65 Fed.
Reg. 65,044, 65,053 (Oct. 31, 2000) (to be codified at 24 C.EF.R. pt. 81); see also Darryl E.
Getter, Consumer Credit Risk and Pricing, 40 J. Consumer Aff. 41, 49-50 (2006) (finding
that 36.4 percent of households paying the costliest interest rates on home mortgage “were of
high credit quality™); Diana B. Henriques & Lowell Bergman, Profiting from Fine Print with
Wall Street’s Help, N.Y, Times, Mar. 15, 2000, at Al.

93. Lax et al., supra note 19, at 569.

94. Id.

95. See id. at 569; accord Li & Emst, supra note 92, at 15 (finding that nominal interest
rates on subprime loans in states without strong anti-predatory lending laws were twenty-five
basis points higher on average than on comparable loans in states with strong state laws).
Lax and his colleagues discussed a persistent price discontinuity on the order of 200-plus
basis points separating A and A- loans, only part of which could be explained by risk. See
Lax et al., supra note 19, at 567-68. For discussion of the significance of this price
discontinuity, see White, supra note 19, at 512-13. The finance literature is riddled with the
fallacy that securitization reduces the price borrowers pay for credit by lowering the lender’s
cost of funds. See, e.g., Kendall, supra note 43, at 2; Thomas E. Plank, The Security of
Securitization and the Future of Security, 25 Cardozo L. Rev. 1655, 1668 (2004); Michael
H. Schill, The Impact of the Capital Markets on Real Estate Law and Practice, 32 J.
Marshall L. Rev. 269, 280 (1999); Schwarcz, supra note 33, at 136; Joseph C. Shenker &
Anthony J. Colletta, Asset Securitization: Evolution, Current Issues and New Frontiers, 69
Tex. L. Rev. 1369, 1379-81 (1991). The high transaction costs of securitization are hard to
square with assertions of cost savings. See lacobucci & Winter, supra note 15, at 168;
Schwarcz, supra note 33, at 139-42. Even if there were cost savings, that assumes that the
savings are passed on to borrowers. Finally, the cost savings theory fails to take account of
the fact that investors demand compensation for the lemons problem.
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carry such penalties.?  Industry representatives defend prepayment
penalties by arguing that subprime prepayment speeds are faster than
prime.®? However, there is “sparse” empirical data from the industry to
support that claim, and what there is consists only of summary statistics.%8
In contrast, recent multivariate regression analyses have found that
prepayment speeds of high-risk borrowers are the same as or slower than
speeds of low-risk borrowers.®® Two of those studies found that slower
prepayment speeds made subprime loans relatively more profitable than

96. Prepayment penalties can stay in force for up to five years and commonty consist of
six months of interest on the amount prepaid less twenty percent. See Anand K.
Bhattacharya, Prepayment Penalty Mortgage-Backed Securities, in The Handbook of
Mortgage-Backed Securities, supra note 62, at 75, 77-78. Studies have determined that
anywhere from fifty-one to ninety-eight percent of subprime mortgages carry prepayment
penalties, depending on the time period studied. In comparison, prepayment penalties are
found in less than two percent of prime mortgages. See Li & Ernst, supra note 92, at 8, 12;
Treasury-HUD Report, supra note 20, at 93; Joshua Brockman, Fannie Revamps
Prepayment-Penalty Bonds, Am. Banker, July 20, 1999, at 16.

97. See, e.g., Weicher, supra note 56, at 69; McCall & Blum, supra note 34, at 141-42;
see also Treasury-HUD Report, supra note 20, at 28.

98. Anthony Pennington-Cross, Credit History and the Performance of Prime and
Nonprime Mortgages, 27 J. Real Est. Fin. & Econ. 279 (2003); see also Wayne R. Archer et
al., Household Income, Termination Risk and Mortgage Pricing, 27 J. Real Est. Fin. & Econ.
111, 135 n.1 (2003).

99. See Archer et al., supra note 98 (finding no significant difference between
prepayment speeds of low-income and more affluent households; also finding that higher
loan-to-value ratios substantially slowed prepayment speeds for low-income households);
Pennington-Cross, supra note 98, at 280-81, 289-94, 296-97, 300 (concluding that
prepayment speeds dropped as credit scores dropped and that average A- prepayment speeds
were slower than prime prepayment speeds for borrowers with FICO scores under 700);
Robert Van Order & Peter Zom, Performance of Low-Income and Minority Mortgages 23
(Joint Ctr. for Hous. Stud. of Harv. Univ., Working Paper No. LIHO-01.10, 2001)
(concluding that black and Hispanic borrowers had significantly slower prepayment rates
than whites, even after controlling for FICO scores and loan-to-value ratios); Yongheng
Deng & Stuart Gabriel, Risk-Based Pricing and the Enhancement of Mortgage Credit
Availability Among Underserved and Higher Credit-Risk Populations 11, 13-14, 17-19, 32
tbl.1 (May 2005) (unpublished manuscript, on file with the Fordham Law Review) (finding
that lower FICO scores, high loan-to-value ratios, and being black, Hispanic, or a single
female were predictors of lower prepayment speeds); see also Davidson et al., supra note 36,
at 330-31; Ivan Gjaja, Prepayments on RFC Fixed-Rate Subprime/HELs, in Salomon Smith
Bamey Guide to Mortgage-Backed and Asset-Backed Securities, supra note 40, at 519, 537;
Infovest 21 LLC, Strategy Focus: Multi-Strategy Fixed Income (July 1, 2005) (noting that
for mortgage derivatives, “agency derivatives [i.e., issued by Fannie Mae and Freddie Mac]
have more prepayment risk” than private label RMBS); Harris Nesbitt, Asset-Backed Update
6 (Apr. 2005), available at hitp://www .securitization.net/pdf/transaction/Nesbitt29A pr05.pdf
(noting that fast prepayments decrease excess spread, “making the transaction much more
sensitive to spikes in losses or deterioration in general performance™); Lakhbir Hayre &
Robert Young, Anatomy of Prepayments: The Salomon Smith Barney Prepayment Model, in
Salomon Smith Barney Guide to Mortgage-Backed and Asset-Backed Securities, supra note
40, at 131, 161-62; Hurst, supra note 62, at 292 (explaining that “prepayment of [subprime
home loans] has proved to be much more stable than that of the [prime] MBS market and has
resulted in securitization with less negative convexity”). Industry data also suggest that the
newest subprime product, interest-only adjustable rate mortgages, “prepay more slowly than
regular amortizing ARMs.” Banc of Am. Sec., ABS Research Note: 2005 OQutlook:
Cautiously Optimistic 15-16 (2005); see also Neil J. Morse, The Interest-Only Craze,
Mortgage Banking, Oct. 2004, at 52.
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prime loans, even after controlling for differences in credit risk.10
Conversely, in some interest-rate environments when credit risk is rapidly
rising, faster subprime prepayment speeds can actually boost subprime
profits. In the summer of 2005, for example, S&P lauded faster subprime
prepayment speeds for “driving superior [subprime] performance.”
According to S&P, “[e]xtended deals may lead to greater losses” due to
heightened risk of foreclosure.!0!

Subprime lenders also contend that prepayment penalties represent a
trade-off for lower interest rates. If this were true, one would expect
subprime borrowers with prepayment penalties to pay lower interest rates
than comparable subprime borrowers without. This is not the case. A
recent study found that prepayment penalties had little or no downward
effect on interest rates on subprime refinance loans after controlling for
property location, loan terms, and underwriting factors based on borrowers’
characteristics. For subprime home purchase loans, prepayment penalties
went hand-in-hand with higher interest rates after controlling for geography
and credit risk.192 Originators have incentives to charge higher interest
rates and prepayment penalties because these terms generate higher prices
when the loans are sold or packaged for securitization.

To summarize, the lemons problem causes investors in senior tranches of
subprime RMBS to pressure lenders to impose excess costs on borrowers.
Lenders respond to this pressure by charging borrowers higher interest rates
and fees and adding onerous loan terms, such as prepayment penalties.

E. Due Diligence

Due diligence is another technique that lenders, underwriters, rating
agencies, and institutional purchasers of subprime RMBS use to manage
risk. However, to the extent these entities engage in any due diligence, it is
limited in scope. “[I]n the past, Wall Street ... hoped [investors] could
purchase originated assets without having to do much [due] diligence on the
origination side.”103 Largely, that was because investors depended on the

100. Deng & Gabriel, supra note 99, at 20; see id. at 5, 22; see also Van Order & Zom,
supra note 99, at 27 (concluding that for low-income and minority borrowers, “the lower
costs from exercising the prepayment option have at least offset these [default costs] for our
loan sample™).

101. See S&P, supra note 31, at 35; see also id. at 13, 45, 51; accord Banc of Am. Sec.,
supra note 99, at 2. In such environments, prepayment penalties can operate to increase
default risk by slowing down prepayment speeds. See Quercia, Stegman & Davis, supra note
4,at7.

102. Keith S. Emst, Ctr. for Responsible Lending, Borrowers Gain No Interest Rate
Benefits from Prepayment Penalties on Subprime Mortgages (January 2005), available at
http://www.responsiblelending.org/pdfs/rr05-PPP_Interest_Rate-0105.pdf. But see Michael
LaCour-Little, Call Protection in Mortgage Contracts 2-27 (2005) (unpublished manuscript,
on file with the Fordham Law Review), available at hitp://ssm.com/abstract=881618 (in a
study of loans made by one subprime lender, finding that prepayment penalties were
correlated with a reduction in the interest rate).

103. Dona DeZube, Predatory Pandemonium, Mortgage Banking, Apr. 2003, at 26, 32;
see also Richard Beidl, A Balancing Act; eMortgage, Mortgage Banking, Apr, 2003, at 95.
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senior-subordinate structure, not due diligence, to protect them from credit
risk.104

In recent years, three developments have prompted some investment
banks, loan aggregators,!95 and investors to intensify their due diligence on
subprime RMBS. First, in June 2003, a federal jury issued a $50.9 million
verdict against Lehman Brothers for aiding and abetting First Alliance
Mortgage Corp. (popularly known as “FAMCO”) in defrauding subprime
borrowers.106 The verdict sent shock waves throughout the securitization
world because Lehman Brothers was found liable in part, as FAMCO’s
investment bank and warehouse lender, for faulty due diligence on
FAMCO’s securitized loans.’07 Second, some states, including Georgia,
Massachusetts, New Jersey, and New Mexico, enacted new anti-predatory
lending laws that hold assignees of subprime loans, who fail to conduct
adequate due diligence to exclude high-cost loans from securitization pools,
liable for loan originators’ predatory practices.!% Finally, Fannie Mae and
Freddie Mac have started buying the better subprime loans and their higher
due diligence requirements have forced loan originators to do more due
diligence of their own.1® As we will discuss in Part VI.C below, the extent
and nature of this due diligence varies widely.

F. Deal Provisions

Secondary market purchasers also demand contractual protections to
mitigate the lemons problem.}10 These contractual provisions are designed
to shift part or all of the credit risk back onto lenders. The rating agencies

104, See Shivaswamy, supra note 54, at 38.

105. See infra Part VLA,

106. See Erick Bergquist, Experts Say Lehman Case Is Warning, Not Precedent, Am.
Banker, June 18, 2003, at 6.

107. Cf. Austin v. Chisick (In re First Alliance Mortgage Co.), 298 B.R. 652, 659-65
(Bankr. C.D. Cal. 2003) (findings of fact). Lehman Brothers allegedly learned of FAMCO’s
fraud during due diligence and nevertheless gave FAMCO “substantial assistance” in
financing FAMCO’s operations through securitization. See Anand S. Raman et al., Cutting
the Risks Built into Third-Party Lending Relationships, ABA Banking J., July 2003, at 61.
More generally, Professor Christopher Peterson would impose imputed lability on
investment banks that structure predatory securitizations. See Christopher L. Peterson,
Predatory Structured Finance (Sept. 7, 2006) (unpublished manuscript, on file with the
Fordham Law Review), available at
http://papers.ssm.com/so}3/papers,cfm?abstract_id=929118.

108. See infra notes 243-60 and accompanying text.

109. Neil J. Morse, Not Exactly Prime, Mortgage Banking, June 2003, at 60 [hereinafter
Morse, Not Exactly Prime]; Neil J. Morse, The Compliance Battle, Mortgage Banking, Sept.
2003, at 28 [hereinafter Morse, The Compliance Battle]; see also U.S. Gen. Accounting
Office (GAO), GAO-04-280, Consumer Protection: Federal and State Agencies Face
Challenges in Combating Predatory Lending 79-81 (2004). For discussion of Fannie Mae’s
and Freddie Mac’s due diligence standards for A- mortgages, see infra notes 266-67 and
accompanying text.

110. See generally Karen B. Gelernt, Comment: Avoiding Predator Risk in the Secondary
Marker, Am. Banker, July 7, 2000, at 9 (recommending contractual protections that investors
should demand when assessing offerings and originators).
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consistently laud these and other provisions as effectively insulating
investors from the risk of lemon loans. As one Fitch representative stated
in 2004, ““Issuers have provided protective measures to significantly reduce
transaction risk and investor assignee liability from predatory lending.””111

1. Representations and Warranties

Lenders provide representations and warranties to investors in subprime
deals.!!> Some of these provisions are specifically designed to guard
against the credit risk and litigation risk of predatory loans. Thus, rating
agencies, underwriters, and investors insist that lenders warrant that all
loans in the loan pool comply with applicable laws, including consumer
protection laws.!13  Sometimes lenders also must provide representations
and warranties that all loan applicants’ reported salaries fall within a
reasonable range of salaries for their specific profession and locale.114

2. Recourse and Collateral Substitution Clauses

Similarly, investment banks and rating agencies may insist on recourse
clauses that require lenders to take back loans if specific events occur.!15
Events that can trigger recourse clauses include borrower default!16 or
evidence that the loans contain prohibited terms.!!? Similarly, collateral
substitution clauses require lenders to substitute performing loans for loans
that go into default. Recourse clauses and collateral substitution clauses are

111. Patrick Crowley, Report Says Predatory Lending Issues Mostly Resolved for RMBS
Issuers, Servicers, Mortgage Daily, Jan. 5, 2004 (quoting Tom Albertson, Senior Dir., Fitch
Ratings), available at http://www.mortgagedaily.com/RatingsSubprime010504.asp; cf.
Moody’s Investor Service, Predatory Lending and Home Equity Securitizations 1 (Apr. 28,
2000) (stating that allegations of predatory lending were unlikely to “have a widespread
negative effect on the credit quality of outstanding securitizations... because many
securitizations of subprime mortgage loans are fully insured by a monoline bond insurer”).

112. This occurs more often in public offerings than in Rule 144A private placements.
See Shivaswamy, supra note 54, at 28, 31; infra notes 162-65 and accompanying text.

113. See, e.g., JP Morgan Chase & Co., 90 Fed. Res. Bull. 352 (June 2004); Citigroup
Inc., 87 Fed. Res. Bull. 613 (Sept. 2001) (Banamex); Citigroup Inc., 87 Fed. Res. Bull. 600
(Sept. 2001) (EAB); Chase Manhattan Corp., 87 Fed. Res. Bull. 76 (Feb. 2001); S&P, supra
note 31, at 32; Morse, The Compliance Battle, supra note 109,

114. See Jody Shenn, How Lenders Cut Risk on Low-Doc Loans, Am. Banker, Oct. 26,
2004, at 6m.

115. See S&P, supra note 31, at 33; Eggert, supra note 2, at 541-42, 548; Steven L.
Schwarcz, The Limits Of Lawyering: Legal Opinions in Structured Finance, 84 Tex. L. Rev.
1, 3, 4 n.12 (2005). Not all subprime securitizations include recourse provisions. As of
September 2005, for instance, Option One’s secondary market resales of subprime home
loans were made exclusively on a nonrecourse basis. See Q1 2006 H&R Block, Inc. Earnings
Conference Call, supra note 90.

116. See Michaud, supra note 37, at 272. In a parallel phenomenon in response to the
issvance of the FTC Rule, lenders began insisting that merchants agree to recourse
provisions obligating the merchants to purchase notes from the lenders if the borrowers were
“dissatisfied.” Kurt Eggert, Held Up in Due Course: Codification and the Victory of Form
over Intent in Negotiable Instrument Law, 35 Creighton L. Rev. 363, 430 (2002).

117. See Eggert, supra note 2, at 527.
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meant to redress the lemons problem!!8 by making lenders internalize the
risk of loans that go into default or that violate the law.

3. Requiring Lenders to Retain Servicing Rights

Some securitization deals require lenders to retain loan servicing rights.
Doing so gives lenders incentives to maximize creditworthiness because
servicing costs go up as default risk rises.!’? A lender who securitizes its
loans but retains the servicing rights has a direct stake in timely repayment,
because collection becomes costly when loans become delinquent or go into
default. Thus, when lenders retain the servicing rights, they have incentives
to hold down credit risk when making loans.

G. Credit-Default Swaps

Wall Street has created a new type of derivative that provides added
protection to investors from the credit risk associated with abusive lending.
This derivative, called a “credit-default swap,” functions like an insurance
policy and pays off investors when default rates in a loan pool exceed a
specified level.120 These derivatives enable investors to purchase securities
backed by predatory loans and then hedge against potential losses if
borrowers are unable to repay the loans.

V1. WHY PREDATORY LENDING PERSISTS DESPITE RISK MANAGEMENT

The mechanisms that protect investors from risk should also exert
discipline on subprime lenders by forcing them to retain some of the risk
associated with the loan pools. All of these measures are designed to give
lenders incentives to make good loans and thereby cut default risk.
Nevertheless, none of these measures, singly or together, has curbed
abusive lending.!2! In this section, we explain why predatory lending
persists despite attempts at market discipline by the secondary market.

118. See Schwarcz, supra note 115, at 3, 24.

119. See Amy Crews Cutts & Richard K. Green, Innovative Servicing Technology: Smart
Enough to Keep People in Their Houses? 4-5 (Harvard Joint Ctr. for Hous. Studies, Working
Paper BABC 04-19, 2004).

120. Mark Whitehouse, As Home Owners Face Strains, Market Bets on Loan Defaults,
Wall St. I, Oct. 30, 2006, at Al.

121. A 2004 report by The Reinvestment Fund documented the incidence of predatory
lending in home loan refinance tramsactions. See The Reinvestment Fund, Predatory
Lending: An Approach to Identify and Understand Predatory Lending (2004), available at
http://www trfund.com/policy/predatory lending.htm; see also Quercia, Stegman & Davis,
supra note 4, Between 1998 and 2005, the Federal Trade Commission prosecuted predatory
lending cases against home mortgage lenders and brokers including Action Loan Co., Amor
Mortgage, Abacus Mortgage, Associates First Capital Corp., Barry Cooper Properties,
Capital City Mortgage Corp., Capitol Mortgage Corp., Chase Financial Funding, Inc., CLS
Financial Services, Inc., Delta Funding Corp., Fairbanks Capital Corp., First Alliance
Mortgage Company, First Plus Financial Group, Inc., Fleet Finance and Home Equity
U.S.A., Granite Mortgage, LLC, Interstate Resource Corp., LAP Financial Services, Inc.,
Mark Diamond, Mercantile Mortgage Co., Nationwide Mortgage Corp., NuWest, Inc., PWR
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Processing, Inc., R.A. Walker & Assocs., and Wasatch Credit Corp. See Fed. Trade
Comm’n, Prepared Statement of the Federal Trade Commission on Efforts to Combat
Unfair and Deceptive Subprime Lending Before the Senate Special Committee on Aging, 3-8,
Feb. 24, 2004, available at www.ftc.gov/os/2004/02/02242004subprimelendingtest. pdf;
Letter from Donald S. Clark, Sec’y, Fed. Trade Comm’n, to Sandra F. Braunstein, Dir., Fed.
Reserve Sys. Div. of Consumer and Cmty. Affairs (Feb. 23, 2005), available at
www.ftc.gov/0s/2005/03/050301enforcemntrpt pdf; Press Release, Fed. Trade Comm’n,
Capital City Mortgage Corp. Defendant Settles with FTC (May 14, 2004), available at
http://www.ftc.gov/opa/2004/05/sanne.htm; Press Release, Fed. Trade Comm’n, Capital City
Mortgage Settles FTC Charges (Feb. 24, 2005), available at
http://www.ftc.gov/opa/2005/02/capitalcity.htm; Press Release, Fed. Trade Comm’n, FTC
Challenges Bogus Mortgage Loan Brokers (June 1, 2004), available at
http://www. ftc.gov/opa/2004/06/pwrprocessing.htm; Press Release, Fed. Trade Comm’n,
FTC, DOJ and HUD Announce Action to Combat Abusive Lending Practices, (Mar. 30,
2000), available at http://www ftc.gov/opa/2000/03/deltafunding.htm; Press Release, Fed.
Trade Comm’n, FTC: Mortgage Broker’s Deceptive Claims Tricked Consumers Looking
for a Good Rate (June 2, 2004), available at hitp://www.ftc.gov/opa/2004/06/
chasefinancial.htm; Press Release, Fed. Trade Comm’n, Home Eguity Lenders Settie
Charges that They Engaged in Abusive Lending Practices; Over Half Million Dollars To Be
Returned to Consumers (July 29, 1999), available at
http://www ftc.gov/opa/1999/07/hoepa.htm; Press Release, Fed. Trade Comm’'n, Home
Mortgage Lender Settles “Predatory Lending” Charges (Mar. 21, 2002), available at
http://www ftc.gov/opa/2002/03/famco.htm; Press Release, Fed. Trade Comm’n, Midwest
Mortgage Lender Agrees to Settle Illegal Lending Charges Brought by FTC, HUD, and State
of Illinois, (July 18, 2002), available at hitp://www.ftc.gov/opa/2002/07/
mercantilediamond.htm; Fed. Trade Comm’n, FTC Subprime Lending Cases (since 1998),
http://www ftc.gov/opa/2002/07/subprimelendingcases.htm (last visited Feb. 28, 2007).

In April 2004, the Office of Thrift Supervision entered into a supervisory agreement with
Ocwen Federal Bank designed to eliminate alleged predatory loan servicing practices.
Supervisory Agreement, Ocwen Fed. Bank FSB and Office of Thrift Supervision, OTS
Docket No. 04592 (Apr. 19, 2004), available at http://www.ots.treas.gov/docs/9/93606.pdf.
The following month, Citigroup Inc. and its subprime mortgage subsidiary, Citifinancial
Credit Company, agreed to a cease-and-desist order in which the Board of Governors of the
Federal Reserve System imposed a $70 million civil money penalty for alleged predatory
lending practices. Timothy L. O’Brien, Fed Assesses Citigroup Unit $70 Million in Loan
Abuse, N.Y. Times, May 28, 2004, at C1; Press Release, Bd. of Govemors of the Fed.
Reserve Sys. (May 27, 2004), available at www.federalreserve.gov/boarddocs/
press/enforcement/2004/20040527/defanlt.htm. The 2004 Citigroup order followed on the
heels of an earlier $215 million settlement by Citigroup Inc. in 2002 to resolve FTC charges
of predatory lending. Press Release, Fed. Trade Comm'n, Citigroup Settles FTC Charges
Against the Associates Record-Setting $215 Million for Subprime Lending Victims (Sept.
19, 2002), available at http://www ftc.gov/opa/2002/09/associates.htm.

In 2005, the Office of the Comptroller of the Currency (OCC) similarly issued agency
sanctions against Chicago Title Insurance Company for fraudulent home loan settlement
practices. See OCC, Stipulation and Consent Order, In re Chicago Title Ins. Co., #2005-12
(Feb. 24, 2005), available at www.occ.treas.gov/FTP/EAs/ea2005-12.pdf.  Finally, the
Federal Bureau of Investigation has pursued mortgage fraud aggressively. See, e.g., Fed.
Bureau of Investigation, Statement of Chris Swecker Before the House Finan. Services
Subcomm. On Housing and Community Opportunity (Oct. 7, 2004), available at
www.fbi.gov/congress/congressO4/swecker100704.htm; Fed. Burean of Investigation,
Financial Crimes Report to the Public (May 2005), available at
http://www fbi.gov/publications/financial/fcs_report052005/fcs_report052005.htm (reporting
on investigations into equity skimming, property flipping and mortgage-related identity
theft). In 2006, forty-nine states and the District of Columbia reached a $325 million
settlement with Ameriquest Mortgage Company over alleged predatory lending practices.
See, e.g., Press Release, Iowa Dep’t of Justice, Miller: Ameriquest Will Pay $325 Million
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A. The Unholy Alliance of Marginal Lenders and Loan Aggregators

Increasingly, subprime lenders are selling whole loans to outside loan
aggregators, who bundle and securitize them. Generally, such aggregators
are affiliates of Wall Street investment banks. Major players include Credit
Suisse First Boston, Morgan Stanley, Lehman Brothers, Bear, Steamns &
Co., Merrill Lynch, Greenwich Capital, UBS, Bank of America, and
Deutsche Bank Securities.!?2

Subprime aggregation is popular because it offers advantages to both
investment banks and lenders. These advantages are particularly strong for
small or poorly capitalized lenders. Aggregation permits these lenders to
sell loan pools for securitization that would otherwise be too small to
provide diversification. More importantly, aggregation enables marginal
lenders to obtain financing despite obscure or questionable reputations by
“renting” the aggregator’s reputation for quality securities.

Wall Street prizes aggregation because it helps boost investment banks’
underwriting business and helps them assemble diversified loan pools.
Furthermore, it allows investment banks to enjoy subprime profits with
reduced legal risk, assuming that the aggregators qualify as holders in due
course and do not participate in underwriting loans. Because they have
minimal exposure to suits, aggregators have reduced incentives to guard

" against abusive practices.

B. Lenders Do Not Always Retain an Interest in the Subordinated Tranches

In the process of providing credit enhancements, the lender (through an
affiliate) often buys securities in the subordinated tranches, which are rated
double- or single-B or are simply unrated.!23 While this makes it appear

and Reform its Lending  Practices (Jan. 23, 2006), available at
http://www.state.ia.us/government/ag/latest_news/releases/jan_2006/Ameriquest_Towa.html.

122. Loan aggregation is also known as warehouse lending, conduit lending, or “principal
finance.” The aggregation business has boomed, accounting for 42% of subprime
securitizations in 2002. See Morse, Not Exactly Prime, supra note 109; Shepherd, supra note
29; Bonnie Sinnock, Morgan Stanley Sees Technology as Key to ‘Strong Credit Culture,”
Nat’l Mortgage News, Mar. 28, 2005, at 3.

123. See Jody Shenn, Where’s Mortgage Risk? New Answers Emerging, Am. Banker,
May 11, 2005, at 1. Subordinated tranches comprised only a small fraction of the
proceeds—no more than fifteen percent—from all RMBS tranches rated by S&P through
2004 (including subprime tranches). Investment-grade tranches (rated BBB or higher and
bought by outside investors) accounted for the remaining eighty-five percent. See S&P,
Rating Transitions 2004, supra note 84, at 5 tbl.4; see also Blum & DiAngelo, supra note
33, at 253; Frank L. Raiter, Risk-Based Pricing Nonagency Mortgages and Securities, in
Subprime Consumer Lending 145, 151 (Frank J. Fabozzi ed., 1999). Subprime RMBS are
often issued through limited offerings or private placements. Under the Securities Act of
1933 and SEC regulations, few private individuals qualify to buy investment-grade subprime
RMBS through unregistered offerings. See 17 C.F.R. §§ 230.501-.508 (2006). Instead,
institutional investors (banks and thrifts, insurance companies, pension funds, mutual funds,
and, to a minor degree, hedge funds) plus foreign entities buy the vast majority of those
securities. See Hayre, supra note 40, at 11-12; Ruth Simon et al., Housing-Bubble Talk
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that the lender retains the riskiest securities, this is not necessarily the case.
Instead, outside investors buy many of these so-called “residuals,” some at
the time of offering and others through later secondary market resales.!24
There is strong demand by outside investors (principally real estate
investment trusts, hedge funds, and overseas investors) for the double- and
single-B subprime tranches.!? In addition, lenders can resell their
subprime residuals to outside investors through bonds known as
Collateralized Debt Obligations (CDOs). Essentially, CDOs securitize
residuals from RMBS and other assets.!?¢ Significantly, U.S. subprime

Doesn’t Scare Off Foreigners, Wall St. 1., Aug. 24, 2005, at Al; Infovest 21 LLC, supra
note 99.

124. For lenders who are regulated depository institutions or their operating subsidiaries,
regulatory accounting principles may compel the sale of the double- or single-B tranches.
See, e.g., Hill, supra note 15, at 1069 & n.36, 1070, 1089 & n.131. Even when lenders retain
subprime residuals, they can mitigate their credit risk through conventional mortgage
insurance on the underlying mortgages or credit-default swaps that hedge the risk. See, e.g.,
Countrywide Financial Corporation Analyst Meeting—Final, FD (Fair Disclosure) Wire,
May 24, 2005 (explaining that “one of the ways that we get down to a lower, net residual
position on the sub prime is due to use of mortgage insurance”); Simon & Hagerty, supra
note 49, Additionally, the persistence of predatory lending despite retained residuals may
suggest that predatory lending is so profitable— largely due to up-front fees and proceeds
from securitization—that those profits generally offset the financial risks of holding the
residuals.

125. See James R. Hagerty & Ruth Simon, Mortgage Risk: A Hot Export, Wall St. J.,
Sept. 22, 2005, at C1; Jacobucci & Winter, supra note 15, at 188-89; Sarah Mulholland,
Single-B HEL Classes Emerge: Yield-Hungry Buyers Driving Trend, Asset Securitization
Rep., Aug. 9, 2004; Simon et al., supra note 123; see also Countrywide Financial
Corporation Analyst Meeting—Final, supra note 124 (observing that the “ability to sell
residuals or the bottom pieces in the credit . . . spectrum whether it [is] double digits or
single digits. .. has been substantially broadened in the last few years as a number of
investors have reached down the credit curve for a greater yield”); Kevin Donovan, Large
HEL ABS Beefs Up Otherwise Slow U.S. ABS Market, Asset Securitization Rep., Feb. 2,
2004, (describing a home equity securitization with single-B plus rated bonds and noting
“the strong demand for mezzanine and sub classes™).

126. As such, the CDO market provides liquidity for RMBS, including subprime
securities. “Through retranching and diversification, CDOs produce higher-rated securities
from lower-rated ones.” Shenn, supra note 123, at 1, 10. For helpful introductions to CDOs,
see S&P, Global Cash Flow and Synthetic CDO Criteria 4-13 (2002) [hereinafter S&P,
Global Cash Flow and Synthetic CDO Criteria], and Olivier Cousseran & Iméne Rahmouni,
The CDO Market: Functioning and Implications in Terms of Financial Stability, 6 Fin.
Stability Rev. 43, 44 (2005). The authors are indebted to Kevin Byers for his insights on
CDOs and NIMS. A typical CDO might contain subprime RMBS with a weighted average
rating as low as BB+, meaning that many of those securities are rated below investment
grade. See, e.g., Fitch Rates Duke Funding VII, Ltd./Corp ‘AAA/AA/A-/BBB,” Bus. Wire,
Apr. 5,2005; Firch Rates Glacier Funding CDO 1[I, Ltd ‘AAA/AAA/AA/BBB/BB,’ Bus. Wire,
Oct. 12, 2004; Fitch Rates G-STAR 2005-5 Ltd./Corp., Bus. Wire, Mar. 16, 2005; Fitch
Rates Newcastle CDO VI, Lid. ‘FI+/AAA/AAA/AA/A/BBB,’ Bus. Wire, Apr. 19, 2005; Fitch
Rates Northwall Funding CDO I, Ltd./Inc., Bus. Wire, May 17, 2005; Fitch Rates Sorin Real
Estate CDO I, Ltd., Bus. Wire, July 21, 2005; G-STAR 20044 Rated ‘AAA/AA/A-/BBB’' by
Fitch Ratings, Bus. Wire, Aug. 12, 2004; see alse Allison Pyburn, Merrill Finds Less Risk in
CDO Collateral Versus HEL ABS Market, Asset Securitization Rep., Aug. 8, 2005 (noting
that CDOs are “highly exposed to subordinate [subprime] ABS bonds"”); Shenn, supra note
123, at 1. One S&P study of CDOs found that the weighted average rating of subprime
RMBS backing CDOs dropped from A in 2003 to BBB in 2004. See S&P, CDO Spotlight:
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RMBS have comprised the single “largest collateral asset class in [CDOs]
since the inception of the product in 1999.”1%7

A central purpose of residuals is to force lenders to retain the bulk of the
credit risk they create.’?8 However, when lenders with subprime residuals
shift them off their books through CDOs,'?* they are able to escape the
market discipline that residuals were meant to exert. As one CDO manager

U.S. CDO of ABS Collateral Composition and Performance 6 (2004) [hereinafter S&P,
CDO Spotlight: U.S. CDO of ABS Collateral Composition and Performance]. Any CDO
with a weighted average rating of BBB or lower is likely to be backed in part by double- or
single-B bonds.

127. FitchRatings, supra note 7, at 1; see also S&P, CDO Spotlight: U.S, CDO of ABS
Collateral Composition and Performance, supra note 126, at 4; Morgenson, supra note 84,

128. See Hurst, supra note 62, at 285 (observing that “[rletention of [the residual] by the
seller-servicer provides a primary motivation to maximize the cash flow in the trust (ie.,
accelerate collections and minimize losses) so that the value of the residual is realized™).

129. See FitchRatings, supra note 7, at 1; S&P, Global Cash Flow and Synthetic CDO
Criteria, supra note 126, at 21 (stating that CDO managers “have an appetite not only for
senior tranches, but also for mezzanine pieces in senior-subordinated transactions, typically
rated in the range of ‘BBB’ to ‘BB’""); Hagerty & Simon, supra note 125 (“CDOs . . . are the
biggest buyers of the riskier types of mortgage securities . . . .”); Nomura Installing Sub-
Piece Fund, Asset-Backed Alert, Nov. 28, 2003, at 2 (describing Nomura’s plans to organize
a CDO conduit to “present|[] asset-backed issuers with a ready-made buyer for their hard-to-
sell B pieces”); Shenn, supra note 123, at 10 (describing two subprime transactions and
noting that “a healthy appetite for [CDOs] among fereign investors, pension funds, and
hedge funds has let many [subprime] securitizers pass lower-quality bonds to CDO
underwriters™); see also Infovest 21 LLC, supra note 99 (interviewing a CDO manager who
stated that “we might be comfortable buying a single B”); S&P, CDO Spotlight: U.S. CDO
of ABS Collateral Composition and Performance, supra note 126, at 4; Janet M. Tavakoli,
Collateralized Debt Obligations and Structured Finance: New Developments in Cash and
Synthetic Securitization 261 (2003); H&R Block, Inc. Annual Investment Community
Conference, New York City—F, FD (Fair Disclosure) Wire, Jan. 10, 2006 (announcing
“we’re going to be more aggressive at monetizing and moving those residuals on a more
recurring basis™); National City Corp. Analysts’ Conference—Final, FD (Fair Disclosure)
Wire, May 26, 2005 (announcing that “we ... basically sold the portion of that risk that
corresponded from single-A down to double-B™); Allison Pyburn, Terwin Priced High Resi
Concentration CDO, Asset Securitization Rep., May 9, 2005 (announcing first CDO, named
Northwall I, issued by Terwin Money Management LLC; deal contained 86.5% of subprime
RMBS and “[rjoughly 35% of the assets backing the deal came off of Terwin’s books”); Q4
2005 Ocwen Financial. Earnings Conference Call--F, FD (Fair Disclosure) Wire, Jan. 26,
2006 (announcing Ocwen’s plan to “target acquisitions of residual securities” to hedge its
mortgage servicing operations); Jody Shenn, Pipeline: Too Excited?, Am. Banker, May 26,
2005, at 11 (explaining that the fact that subprime “originators might not want to hold on to
credit risks in this environment” fuels CDOs); ¢f. Countrywide Financial Corp. Analyst
Meeting - Final, supra note 124 (announcing a new Countrywide private equity fund called
Sunfish “investing[] almost exclusively in [Countrywide] sub prime residuals” that enabled
Countrywide to “offload(] ... 100 percent of our residual”; stating that Countrywide was
likewise considering issuing CDOs because “we have the product to fill the CDO”; noting
that “in the CDO market all the equity gets sold out, much of the equity is not retained™);
Andreas A. Jobst, Risk Management of CDOs During Times of Stress, Derivatives Week,
Nov. 28, 2005, at 8 (“CDO managers are frequently exposed to the equity tranche, which
absorbs first losses and, hence, represents the riskiest element . . . .™).
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put it, CDOs create “an awful lot of moral hazard in the [subprime RMBS]
sector.”130

C. Due Diligence Is Often Cursory

Despite recent spurs to action from the Lehman Brothers case and state
assignee liability laws, industry and government observers agree that
subprime due diligence is uneven and in need of improvement.}3! This is
true for public offerings of subprime RMBS, where institutional investors
often have a real chance to insist on meaningful due diligence in advance,
and even more so for Rule 144A private placements.!32 There is such
intense demand for Rule 144A offerings that institutional investors usually
have to make snap judgments whether to invest without time for any
substantive due diligence; most simply rely on lenders, underwriters, and
rating agencies, even though none of these entities has the same level of
interest in avoiding credit losses as the investors themselves. Thus, due
diligence in the private-label subprime market often shoots low and almost
never attempts to filter out predatory loan terms or practices unless they are
observationally illegal.

1. What Subprime Due Diligence Means Today

In subprime deals, underwriters, rating agencies, and lenders, not
investors, conduct most due diligence. Due diligence is typically limited to
determining lender compliance with state and federal consumer protection
laws.133 For example, automated compliance systems tailor their screening
tools to the legal requirements of each jurisdiction.’3* Similarly, the rating
agencies only require screening for legal compliance and nothing more.!33

130. Allison Pybum, CDO Investors Debate Morality of Spread Environment, Asset
Securitization Rep., May 9, 2005; accord Jody Shenn, MBS Pioneer Has Concerns: Risk-
Passing, GSE Reforms, Commercial Realty, Am. Banker, June 19, 2006, at 1.

131. See, e.g., GAO, supra note 109, at 81; Beidl, supra note 103; Neil J. Morse, Making
and Selling Good Loans, Mortgage Banking, June 2003, at 107; Morse, supra note 99;
Shenn, supra note 114,

132. Rule 144A governs private placements of securities, typically to institutional
investors. See infra notes 152-65 and accompanying text.

133. This is evident both from industry descriptions of the limited due diligence
performed and from statements by banking attorneys about the need for improved reviews of
legal compliance. See, e.g., The Royal Bank of Scotland Group plc, 90 Fed. Res. Bull. 479,
499 n.51 (2004) (addressing an investment bank, which, in representations to the Federal
Reserve Board, limited its description of its due diligence reviews of subprime
securitizations to “evaluations to determine if the lenders are complying with federal and
state laws”); Bank of America Corp., 90 Fed. Res. Bull. 217, 224 & n.35 (2004) (same).
None of these statements discusses compliance with industry standards or even aspires to
such compliance. See Shenn, supra note 114.

134. See ComplianceEase, ComplianceAnalyzer: Automated Compliance Solutions,
hitp://www.complianceease.com.

135. See, e.g., FitchRatings, Can You See Me Now? Screening for RMBS Predatory
Lending Loans (Nov. 12, 2003), available at hitp://www.mbaa.org/industry/reports/
03/fitch_1112.pdf [hereinafter FitchRatings, Can You See Me Now?); S&P, Anti-Predatory
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Limiting due diligence to legal compliance is problematic, given the
large existing gaps in governing law. Today, numerous lending abuses
remain legal under state and federal law.!3¢ The principal federal anti-
predatory lending law, HOEPA,!37 has strong proscriptions but at best
covers the costliest five percent of subprime home loans.!?® Similarly,
many states lack strong anti-predatory lending laws.13® With legal
protections against abusive subprime loans weak in many states and at the
federal level, the absence of meaningful due diligence paves the way for
inclusion of predatory loans in securitized loan pools.

When due diligence is required, it is not uncommon for some lenders to
honor that requirement in the breach, i.e., to say they performed loan-level
review when they did not. In 2004, the General Accounting Office (now
the Government Accountability Office or GAO) looked at this issue and
concluded that “some companies may be more willing than others to
purchase loans that are considered questionable in terms of legal
compliance, creditworthiness, or other factors.”!4? As one subprime lender
explained to the press, “We’re not structured to do 100 percent due .
diligence [on certain subprime loan pools], even though Wall Street
investment banks might want that.”'4l Lenders who offer low- or no-
documentation loans are even more prone to skip compliance review.!42

In the conforming market, both government-sponsored entities do require
substantive screening of subprime loans. Fannie Mae and Freddie Mac
have best practices standards for residential mortgages to borrowers with

Lending Alert: Standard & Poor’s Revises Criteria Related to Anti-Predatory Lending Laws
(May 13, 2004); Press Release, FitchRatings, Fitch Ratings Updates Rating Criteria
Regarding Predatory Loans (Jan. 15, 2004); Press Release, FitchRatings, Fitch Revises
RMBS Guidelines for Antipredatory Lending Laws (Feb. 23, 2005) fhereinafter
FitchRatings, Fitch Revises RMBS Guidelines].

136. See Azmy, supra note 70. Other federal and state laws of a general nature regulate
aspects of predatory lending, but those laws have not succeeded in stamping out numerous
predatory lending abuses. See Engel & McCoy, supra note 13, at 1299-1317.

137. 15U.S.C. §§ 1601-1667 (2000).

138. See, e.g., Truth in Lending, 66 Fed. Reg. 65604, 65608 (Dec. 20, 2001) (to be
codified at 12 C.F.R. pt. 226).

139. See Azmy, supra note 70.

140. GAQO, supra note 109, at 81. Some issuers and servicers apparently still put too
much effort into checking for facial, rather than actual, compliance. As one attorney
cautioned subprime servicers, “{R]eviewing written policies and procedures tells only half
the story. It is imperative also to understand how those policies and procedures are
implemented in practice.” Andrew L. Sandler et al., Risk Management in Mortgage Loan
Servicing and Collection, 71 Rev. Banking & Fin. Servs. 71 (2004) (listing due diligence
checklist),

141. Morse, supra note 99, at 56-57.

142. See Shenn, supra note 114, at 6m (““The scary [lenders] are the ones that use [Alt-A
loans] as an additional menu item’ without performing any additional controls.” (quoting
Paul Fischer, Exec. Vice Pres. of Risk Management, Radian Group Inc.). These so-called
low-doc and no-doc loans make up a growing segment of the subprime market. See, e.g.,
S&P, Trends in U.S. Residential Mortgage Products: Subprime Sector First-Quarter 2005,
charts 2, 6 (July 14, 2005).
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blemished credit that are stricter in some respects than the laws in many
jurisdictions. 43 -

Outside of the conforming market, lenders, issuers, and/or major
investors are free to adopt internal standards of their own.'#4 Nonetheless,
usually only market actors with high reputational risk, such as bank holding
companies contemplating mergers or lenders previously sanctioned for
abusive lending, go to such lengths.14 For most other private-label market
participants, industry self-policing is virtually nonexistent. Thus, in the
nonconforming market for subprime RMBS, lenders and underwriters
rarely screen out loans that are not prohibited by law, even if those loans
violate industry standards or inflict significant harm on borrowers.
Furthermore, underwriters are under constant pressure (o relax their due
diligence, for fear that lenders will move their underwriting business to
other underwriting firms.

In sum, the subprime secondary market has not adopted industry best
practices voluntarily and will not screen out predatory loans from loan
pools unless compelled to by statute, regulations, or court orders.!46

2. DImpediments to Meaningful Due Diligence by Investors

When it comes to screening out predatory loans, investors generally rely
on due diligence by rating agencies, underwriters, and lenders. With
advance opportunity, institutional investors will generally review the
disclosures, ratings, structure, and credit enhancements. Otherwise, they

143. See, e.g., Fannie Mae, Eligibility of Mortgages to Borrowers with Blemished Credit
Records, Lender Letter No. 03-00 (Apr. 11, 2000) [hereinafter Fannie Mae, Lender Letter
No. 03-00}, available at hitp://www.efanniemae.com/sf/guides/ssg/annitrs/pdf/2000/
lendltrs2000.pdf; Press Release, Freddie Mac, Freddie Mac Promotes Consumer Choice with
New Subprime Mortgage Asbitration Policy (Dec. 4, 2003), available at
http://www.freddiemac.com/news/archives/afford_housing/2003/consumer_120403.htm};
Press Release, Freddie Mac, Freddie Mac Will No Longer Invest in Subprime Mortgages
with Prepayment Penalty Terms Greater Than Three Years (Mar. 1 2002), available at
hitp://www freddiemac.com/news/  archives2002/subprime_030102.htm; Letter from
Freddie Mac to All Freddie Mac Sellers and Servicers, Freddie Mac’s Stance Against
Predatory Lending Practices (Dec. 28, 2000), available at
http://www.freddiemac.com/sell/guide/bulletins/pdf/ 1228indltr.pdf; Letter from Freddie Mac
to All Freddie Mac Sellers and Servicers, Reports to Credit Repositories (Feb, 22, 2000),
available at http://www freddiemac.com/sell/guide/bulletins/pdf/2inditr.pdf; Letter from
Freddie Mac to All Freddie Mac Sellers and Servicers, Single-Premium Credit Insurance
Products (Apr. 21, 2000), available ar http://www freddiemac.com/sell/guide/bulletins/
pdf/421indltr.pdf. The Mortgage Bankers Association has adopted weaker, nonbinding best
practices standards for residential mortgages. Mortgage Bankers Association of America,
MBA Best Practices, http://www.mortgagebankers.org/IndustryResources/StandardsandBest
Practices/MB ABestPractices.htm (last visited Feb. 10, 2007).

144. See, e.g., Raman et al., supra note 107 (recommending the incorporation of specific
best practices standards into screening criteria). See supra note 32 for discussion of the
differences between the conforming and nonconforming or private label markets.

145. See, e.g., JP Morgan Chase & Co., 90 Fed. Res. Bull. 352 (2004).

146. See Jennifer Harmon, ‘Purchaser Can’t Test for Compliance in Secondary,’” Nat’l
Mortgage News, June 7, 2004, at 32.
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tend to be passive, especially regarding predatory lending concerns.!47
Only rarely do investors inspect loan files for fraud.}*® Similarly, investors
rarely reserve the right post-closing to be notified of predatory lending
complaints, to conduct random spot checks, or to perform special audits of
lenders when warning signs of predatory lending crop up.!%? Yet after-the-
fact monitoring may be the only way to detect certain types of loan fraud
and predatory servicing.}50

Even if investors wanted to engage in more extensive due diligence on
their own, market and legal forces would often impede their efforts. To
begin with, numerous subprime securitizations are floated on a to-be-
announced basis. In TBA offerings, when investors buy their securities, the
loans have not yet been pooled, leaving the content of the pool up to the
lender’s discretion.}51 While investors can reserve the right to review the
eventual loan pool post-closing, that is a risky proposition because they lose
much of their leverage once they part with their funds.

The law on Rule 144A placements also impedes effective due diligence.
Growing numbers of subprime RMBS offerings are issued as Rule 144A
private placements, rather than as public offerings under section 5 of the
Securities Act of 1933.152 Before 1990, limited offerings and private
placements under Rule 144133 lacked liquidity because investors could not
resell their securities for two years without costly registration under section
5.154 To remedy this situation, the Securities and Exchange Commission

147. See Eggert, supra note 2, at 543-44.

148. See, e.g., JP Morgan Chase & Co., 90 Fed. Res. Bull. 352 (2004) (describing JP
Morgan’s “loan sampling process [as including] obtaining a secondary value on the
mortgaged property, performing cost tests before purchase, and performing targeted reviews
of purchased loans™); Bank of America Corp., 90 Fed. Res. Bull. 217 & n.35 (2004)
(describing loan sampling); Citigroup Inc., 87 Fed. Res. Bull. 600 (2001) (EAB); Citigroup
Inc., 87 Fed. Res. Bull. 613 (2001) (Banamex). But see Mark L. Korell, The Workings of
Private Mortgage Bankers and Securitization Conduits, in A Primer on Securitization, supra
note 37, at 99-100 (reporting that some investors are asking private mortgage conduits to
“dig out data on the underlying loans in individual pools™); Jody Shenn, New Bear Stearns
Unit to Provide Collateral for MBS, Am. Banker, Apr. 20, 2005, at 10.

149. Cf. Sandler et al., supra note 140, at 75 (“One of the most effective risk management
tools available to non-prime servicers is a process to address customer complaints promptly
and professionally, with an appropriate audit oversight to review and improve the process.”).
Red flags can include press reports of predatory lending allegations, higher-than-expected
delinquency or default rates, borrower complaints, government investigations, and predatory
lending lawsuits.

150. See Baron, supra note 37, at 90; see also infra notes 218-30 and accompanying text.

151. See Boudoukh et al., supra note 60, at 410, 419; Downing, Jaffee & Wallace, supra
note 54, at 6-7.

152. 15 US.C. § 77(e) (2000); see Dominion Bond Rating Service, U.S. Structured

Finance Newsletter, Mar. 28, 2005, available at
http://cache.dbrs.com/pdf/1112204169687.pdftransactionID=109714 (listing recent Rule
144A subprime RMBS offerings).

153. 17 C.F.R. § 230.144 (2006).

154. 17 C.FR. § 230.144(d) (1989). In 1997, the SEC reduced the holding period under
Rule 144 to one year. See Revision of Holding Period Requirements in Rules 144 and 145,
62 Fed. Reg. 9242 (Feb. 28, 1997) (codified at 17 C.F.R. pt. 230 (2006)).
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(SEC) issued Rule 144A in 1990.155 Rule 144A states that if a private
placement or limited offering is offered or sold solely to parties who are
reasonably believed to be qualified institutional buyers (QIBs), those
investors can resell the securities at any time to other QIBs without
registration. 156

In order for a private placement to qualify for Rule 144A treatment,
domestic issuers must provide prospective purchasers with some scant
information upon request, as follows: (a) a “very brief” statement of the
nature of the issuer’s products, services, and business; and (b) the issuer’s
financial statements (including balance sheets, profit and loss statements,
and retained earnings statements) for the past two years. The information
must be “reasonably current” and financial statements “should be audited to
the extent reasonably available.”!57 For RMBS, servicers or trustees also
need to provide “basic, material information concerning the structure of the
securities and distributions thereon, the nature, performance and servicing
of the assets supporting the securities, and any credit enhancement
mechanism associated with the securities.”!58

The key point here is that Rule 144A does not require issuers to provide
prospective purchasers anything beyond basic information about the risk
profile of the loan pool. As a result, investors do not have access to the
information they need to screen out predatory loans. Because Rule 144A
transactions allow resales to QIBs, these offerings are in high demand.
“Transactions are usually bought and sold very quickly[,] thereby giving the
buyer very little opportunity to conduct due diligence.”5 Thus, in the Rule
144A market, “liquidity comes at a price.”!® The “lack of sufficient
disclosure” and “very little opportunity for due diligence” deprives Rule
144A investors of “the protections accorded to investors in registered public
bond offerings.”!6!

155. 17 C.F.R. § 230.144A (1990).

156. Id.; see also Shenker & Colletta, supra note 95, at 1408-10.

157. 17 C.E.R. § 230.144A(d)(4)(1) (2006).

158. Id. § 230.144A(d)(4); Resale of Restricted Securities, Securities Act Release No.
33,6862, 55 Fed. Reg. 17,933 (Apr. 30, 1990); Kutak Rock & Campbell, SEC No-Action
Letter, 1990 SEC No-Act. LEXIS 1273 (Nov. 29, 1990) (declining to answer questions
regarding the adequacy of Rule 144A disclosures for mortgage-backed securities). Even
these minimal disclosures are relaxed if the issuer is a reporting company under sections 13
or 15(d) of the Securities Exchange Act of 1934, is exempt from such reporting under SEC
Rule 12g3-2(b), is a foreign government, or falls within a category of certain private foreign
issuers, 17 C.F.R. § 230.144A(d)(4)(1). 1In 2005, the SEC promulgated new Regulation AB,
which revamped mandatory disclosures for public offerings of mortgage-backed securities to
include information regarding the composition and performance of the pool, static pool data,
the structure of deals, certain underwriting criteria, and servicing experience. See Asset-
Backed Securities, 70 Fed. Reg. 1506 (Jan. 7, 2005). The new disclosure requirements do
not apply to Rule 144A private placements of mortgage-backed securities, however.

159. Shivaswamy, supra note 54, at 28.

160. Id. at 30.

161. Id. The placement agent will normally conduct due diligence of some sort before the
offering and will obtain comfort letters from lawyers and accountants. See id. at 27. Because
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The lack of meaningful due diligence by investors is compounded by
weak covenants after the fact. In Rule 144A deals, “buyers are offered very
few covenants and less extensive representations and warranties.”!62
Furthermore, the representations and warranties do not survive the closing
of the transactions.1%3 Instead, the assurances “run to the placement agent,
not to the ultimate buyer.”!® As a result, investors cannot rely on
contractual guarantees as a backstop in the absence of due diligence:

Originators try to grant investors as weak a covenant package as possible,
thereby giving the originator as much leeway as possible in terms of what
it can do with the asset. In that respect, some of the originator’s best
assets could be long gone before the senior secured investor finds out and
given the weak set of representations and warranties that are made at the
time of funding of the transaction, there is . . . very little that can be done
at that stage.16°

In sum, due diligence by investors—the people with the most to lose—is hit
or miss, particularly in the Rule 144A market.

D. Recourse Clauses Are Limited in Reach and Are Not Consistently
Enforced

As we already discussed, recourse clauses are relatively common and
require lenders to take back bad loans. Their practical effect is limited,
however, by spotty enforcement.1%¢ In some cases, lenders refuse to honor

the placement agent does not bear credit risk in the transaction, however, it does not have the
same incentives as investors for more thorough risk assessment.

162. Id. at 28; see also id. at 38 (“[W]ith the advent of Rule 144A offerings, market
practice has done away with the . .. finer aspects of private placements such as negotiation
of covenants and due diligence.”). See generally Steven L. Schwarcz, Rethinking the
Disclosure Paradigm in a World of Complexity, 2004 U. Ill. L. Rev. 1.

163. Shivaswamy, supra note 54, at 28.

164. Hd.

165. Id. at 38.

166. See Shenn, supra note 114 (noting that investors rarely attempt to enforce reps and
warranties); Shenn, supra note 123, at 1; Interview with Kevin Byers, Forensic Accountant,
Parkside Assocs. (June 9, 2005). When delinquencies rise, securitized trusts and investment
banks are more likely to insist that originators buy back bad loans, and that is happening
now. Even so, the percentage of affected loans is small. Credit Suisse Group found, for
example, that among 208 subprime RMBS bond deals that it studied for 2005 and 2006, the
dollar value of mortgages repurchased was “well under 1% of the total value of mortgages in
the pools with at least one repurchase.” Ruth Simon & Michael Hudson, Bad Loans Draw
Bad Blood, Wall St. J., Oct. 9, 2006, at C1. Even this limited enforcement of recourse
clauses is cyclical in nature, and the market has a very short memory. As one commentator
observed, “‘In a rising market, even a bad loan is a good loan.’” 74, (quoting Nate Redleaf,
Research Analyst, Imperial Capital LLC). In the meantime, recent potential buyers of
subprime lenders have sought “to avoid inheriting the subprime sellers’ costly obligation of
having to buy back the loans already sold in the secondary market because of borrowers’
defaults.” Lingling Wei, Subprime Lenders Are Hard Sell, Wall St. J., Dec. 5, 2006, at C5.
The dictates of federal bankruptcy law also place limits on the scope of recourse clauses.
Under the bankruptcy code, the sale of loans to the SPV must constitute a “true sale” in order
for the receivables to be excluded from the bankruptcy estate in the event of the originator’s
failure. See Schwarcz, supra note 38, § 4:1. If recourse exceeds specific levels—generally
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recourse clauses and trustees decide that going to court would be unduly
expensive.’¥” In other cases, poorly capitalized lenders or brokers have
gone out of business or lack the funds to buy back their old, nonperforming
loans.!%8  As a prominent industry attorney observed, “[IJf you purchase
loans from small operators, there may not be much water in the well of their
repentance. . . . If you do postclosing due diligence and you find 10 percent
of your portfolio is affected, what loan broker, with no capitalization, can
take back the loan?"169

Even when recourse is successful, investors have to worry about the
quality of the replacement collateral. Lenders who accept recourse must
substitute new loans for the bad loans. However, lenders often obtain deal
provisions that allow them unilaterally to substitute collateral.!’® Thus,
recourse provisions, which are supposed to give lenders incentives to desist
from making predatory loans, actually enable lenders to substitute one bad
loan for another. As one analyst warned,

Once losses eat throngh the original equity investment, the trading desk
has a huge incentive to stuff the portfolio with high margin, risky assets to
maximize the residual cash flows. If investors choose to participate in
these deals, they need to carefully examine the structural handcuffs that
will prevent [such] trading . .. 17!

Finally, even if a lender does take back a predatory loan, it will not
necessarily lose money. If the borrower still has equity in the home, the
lender may persuade him or her to refinance the loan, extract new, large
fees, and eventually foreclose.172

defined as historical levels of losses—then the “true sale” requirement will be defeated. See,
e.g., Bjerre, supra note 2, at 417.

167. Interview with Kevin Byers, supra note 166. Securitized trusts are more willing to
enforce recourse provisions when the market for mortgage-backed securities softens and
default risks rise. Jesse Eisinger, Mortgage Market Begins to See Cracks as Subprime-Loan
Problems Emerge, Wall St. 1., Aug. 30, 2006, at C1. In the experience of one of the authors,
however, recourse negotiations can take up to two years and still may not result in full
recourse.

168. See Eggert, supra note 2, at 549, 556; Roundrtable: Vendors on New Prevention
Tools, New Scams, Am. Banker, Dec. 9, 2005, at 11, 12 [hereinafter Roundrable] (describing
“the case with which [mortgage] entities morph into different businesses™); Shenn, supra
note 123, at 1.

169. DeZube, supra note 103, at 32.

170. S&P, Rating Affirmations and Their Impact on Investors (Apr. 20, 2005). Such
clauses are permissible in Financial Asset Securitization Investment Trust (FASIT)
structures, which Congress conferred with favored tax status in the Small Business Job
Protection Act of 1996. See Phillip R. Pollock & Michael E. Shaff, FASIT Flexibility Applied
to Subprime Securitizations, in Subprime Consumer Lending, supra note 123, at 155, 156-57
(stating that a “major benefit of FASITs over REMICs is the ability to add or substitute
assets to the structure after the startup period and to remove collateral™).

171. Tavakoli, supra note 129, at 263,

172. Non-bank lenders, in particular, are willing to pursue foreclosure aggressively. See,
e.g., David Leonhardt, Lenders Trying an Alternative to Foreclosure, N.Y. Times, May 4,
2002, at Al (stating that “banks, which service many {loans in default, have] a variety of
financial incentives to work out new terms and avoid foreclosure” and contrasting predatory
lenders, who are willing to aggressively foreclose).
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E. Retained Servicing Rights Are Not the Norm

It is rare these days for lenders to retain servicing rights. Today, the loan
servicing industry is highly concentrated, largely due to economies of scale.
" Rather than insist that lenders retain servicing rights—as a way to discipline
lenders—investors or bond insurers usually press them to employ outside
master servicers to ensure a high level of servicing.!’”® As a result, the
originator’s loan servicing rights are generally sold for a fee to one of a
small group of specialist firms in the field.!” Thus, high potential servicing
costs are not disincentives to lenders making predatory loans.

F. Excess Demand for Subprime Securitizations

Excess demand is a final reason why investors do not screen subprime
RMBS for predatory practices. In 2004, for instance, S&P observed that
“the market for subprime mortgage securities [experienced] significantly
more demand than availability for many issuances.”!”> Other observers
concur that the market for subprime RMBS suffers from excess demand.!7¢

Rule 144A private placements are in short supply because they offer
liquidity. In addition, there is a clamor for subprime RMBS of all types,
driven by portfolio regulation of institutional investors such as banks and
insurance companies. Many institutional investors have legal limits on the
types of investments they can buy for their own account.!”’ Given those
limits, high yields make subprime RMBS attractive,!78 particularly when
other legal investments are in the doldrums. Because the demand for bonds
in subprime securitizations exceeds supply, investors are willing to
purchase bonds without engaging in thorough due diligence.

In sum, the risk management mechanisms used by securitization do not
trickle down to deter lending abuses. At the same time, structured finance

173. See McCall & Blum, supra note 34, at 145,

174. See Eggert, supra note 2, at 544.

175. S&P, Trends in U.S. Residential Mortgage Products: Subprime Sector, Fourth-
Quarter 2004, at 3 (Apr. 12, 2005).

176. See Morse, Not Exactly Prime, supra note 109, at 63 (“All this investor interest in
subprime loans is propelled by the mountain of money piling up on the sidelines of the stock
market, fearing entry into that uninviting terrain. ‘Mutual funds, hedge funds, private-equity
funds are sitting on a tremendous amount of liquidity,” says Kenneth Slosser, managing
director of investment banking at Friedman, Billings, Ramsey & Co., Inc, Irvine,
California.”); Allison Pyburn, Spread Debate Dominates Global ABS Conference in
Barcelona, Asset Securitization Rep., June 20, 2005; see also Lupica, supra note 1, at 630,

177. See, e.g., Patricia A. McCoy, Banking Law Manual: Federal Regulation of Financial
Holding Companies, Banks and Thrifts § 7.03[1] (2d ed. 2001); Howelli E. Jackson,
Regulation in a Multisectored Financial Services Industry: An Exploratory Essay, 77 Wash.
U. L.Q. 319, 352-56 (1999).

178. See, e.g., Vikas Bajaj, Morigages Grow Riskier, and Investors Are Attracted, N.Y.
Times, Sept. 6, 2006, at C1; Simon et al., supra note 123 (“[Iln an era of low returns,
mortgage-backed securities offer yield-starved investors much higher returns than
government bonds.”); Banc of Am. Sec., ABS Research Note, 2 (Feb. 8, 2005) (reporting
that in 1994, “subprime home equity ABS was the best performing ABS sector, followed by
credit card ABS and auto ABS sectors”).
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protects investors so well that S&P routinely assures investors that
subprime RMBS “should continue to perform in accordance with
expectations, given the advances in loan level modeling, structural
safeguards, and improvement in loss mitigation techniques.”!7®

VH. NORMATIVE JUSTIFICATIONS FOR INTERVENTION IN RESIDENTIAL
MORTGAGE SECURITIZATIONS

Securitization successfully protects investors and reaps profits for rating
agencies, lenders, and investment banks, without protecting borrowers from
abusive loans. This situation gives rise to the question: Should the law
create incentives for securitizers to detect and protect against predatory
lending? For the reasons that follow, we answer this question in the
affirmative.

A. Predatory Lending Harms Borrowers and Imposes External Costs on
Communities

Under the current legal regime, borrowers, neighborhoods, and cities bear
the brunt of abusive lending, while securitization insulates investors from
having to internalize those costs. When lenders make loans that borrowers
cannot afford to repay, borrowers can lose their homes to foreclosure.
Others keep their homes only by reducing spending on necessities such as
health insurance, medical bills, day care, and critical home repairs. When
predatory lending results in vacant homes and neighborhood decline, cities
lose tax revenues and must pay for added police protection and other city
services.1®0 The total annual cost to homeowners and cities is in the billions
of dollars. 18!

B. The Secondary Market Can More Efficiently Bear the Costs of Policing
Predatory Lenders

The deregulation of home mortgage loans and the growth of
nontraditional lending have impeded comparison-shopping and enabled
lenders to market loans with complex terms that borrowers do not
understand.!®2  As a result, many borrowers enter into complex loans
without understanding the terms or their repayment obligations. Currently,
the only effective way for borrowers to ensure that they are not entering
into predatory loans is to hire lawyers, costing several hundred dollars
apiece to review the loan terms and advise them to walk out of closings if
loan terms prove abusive.

179. S&P, supra note 175, at 5.

180. See Engel, supra note 12, at 356-60.

181. See Quercia, Stegman & Davis, supra note 4, at 5, 27; Eric Stein, Quantifying the
Economic Cost of Predatory Lending (2001) (unpublished manuscript, on file with the
Fordham Law Review) (estimating losses from predatory lending at $9.1 billion annually).

182. See Engel & McCoy, supra note 13, at 1275, 1311-12.
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In contrast, the cost of screening out predatory loans from securitized
loan pools is minimal.!83 One study estimated that manual review of a loan
file for predatory terms cost $43, or about three percent of origination
costs.!® The same study found that automated review cost approximately
one dollar per loan.185 Thus, unlike borrower attorneys, who must review
individual closing files at substantial cost, securitizers can capture
increasing returns to scale by purchasing technology that electronically
reviews files at a fraction of lawyers’ costs.

C. Securitization Impedes Borrowers’ Ability to Obtain Relief from
Predatory Loans

Thinly capitalized lenders and brokers have the most to gain from
securitization because they lack other forms of financing.!86  For
undercapitalized firms, securitization has two important effects. First, it
enables them to enter the subprime industry by providing them with
financing.’87 Second, it enables them to stay in operation despite low
capital because they can plow the proceeds from securitization into a fresh
set of loans, which in turn can be securitized. In the process, originators
can render themselves judgment-proof from lawsuits by borrowers by
continually shedding their assets through securitization, distributing the
profits to shareholders, and draining the company of capital.!88 As one

183. See Lisa Keyfetz, The Home Ownership and Equity Protection Act of 1994:
Extending Liability for Predatory Subprime Loans to Secondary Mortgage Market
Participants, 18 Loy. Consumer L. Rev. 151, 168-69 (2005) (noting that secondary market
actors are in better positions than borrowers to detect “bad” lenders); Siddhartha Venkatesan,
Abrogating the Holder in Due Course Doctrine in Subprime Mortgage Transactions to More
Effectively Police Predatory Lending, 7 N.Y.U. J. Legis. & Pub. Pol’y 177, 207-08 (2003)
(discussing ways the secondary market can spread the cost of assignee liability).

184. See Delvin M. Davis & Ellen Schloemer, Ctr. for Responsible Lending, Strong
Compliance Systems Support Profitable Lending While Reducing Predatory Practices 6
(2005), available at http://www.responsiblelending.org/pdfs/ip010-Compliance_Costs-
0705.pdf.

185. Id. In a study of mortgage origination costs, the Morigage Bankers Association
reported that the net operational origination cost averaged $1,485 per loan in 2004. See Press
Release, Mortgage Bankers Ass'n, MBA Releases Annnal Cost Study (Oct. 12, 2005),
available at http://www.mortgagebankers.org/NewsandMedia/PressCenter/32173.htm.

186. Hill, supra note 15, at 1065-66, 1073, 1086, 1092-94, 1100, 1102, 1109; Lupica,
supra note 1, at 627, 629-31; see also Eggert, supra note 2, at 546, 556-57.

187. As Freddie Mac’s former chairman Leland Brendsel observed, “[Rlelatively little
capital is required to start a mortgage banking operation ... and even less to become a
mortgage broker. Lenders lacking the necessary net worth can still originate loans for
lenders qualified to sell into the secondary market,” Leland C. Brendsel, Securitization’s
Role in Housing Finance: The Special Contributions of the Government-Sponsored
Enterprises, in A Primer on Securitization, supra note 37, at 19, 24.

188. When originators dissolve or go bankrupt, borrowers have little or no real recourse.
See Erick Bergquist, Guess What? Loan Buyers Liable Under Federal Law, Am. Banker,
May 7, 2004, at 1.
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commentator put it, “Securitization’s structure is designed to divert value
away from the originator.”189

Even when originators can pay judgments against them, borrowers may
not be able to obtain meaningful relief. A lawsuit against the original
lender or broker cannot halt a foreclosure by the securitized trust.
Similarly, rescission or reformation may be difficult or impossible if loans
are part of securitized loan pools.!®

D. Securitization Impedes Work-Outs with Injured Borrowers

Securitization complicates and often blocks work-outs with borrowers
who are harmed by predatory loans.!®! This is because the underlying
securitization contracts tie the trustee’s and servicer’s hands if they attempt
to negotiate a repayment plan in lieu of foreclosure. The value of the
securities and the amount of their returns are based on cash flows that are
determined, in part, by the loan terms. To protect these cash flows,
securitization contracts typically prohibit changes to the terms of the
underlying loans. In addition, securitization contracts often prohibit
servicers from waiving prepayment penalties and other loan provisions.

Another roadblock arises when subprime lenders securitize prepayment
penalties through bonds known as Net Interest Margin Securities
(NIMS).192  If a borrower seeks reformation of a predatory loan, the
reformation could be deemed a prepayment, thus triggering prepayment
penalties. Theoretically, the prepayment penalties could be waived as part
of the work-out. However, if the prepayment penalties have been
securitized in a NIMS, contractually they cannot be waived. S&P has
assured this by insisting that issuers and servicers provide representations
and warranties that they will rigidly enforce the prepayment penalties being
securitized.193

189. Lupica, supra note 1, at 598; see also lacobucci & Winter, supra note 15, at 170;
LoPucki, supra note 1, at 25-30.

190. See Eggert, supra note 2, at 560-66 (discussing the difficulty borrowers encounter if
they seck to restructure a loan that has been securitized).

191. Id. See generally Eggert, supra note 27.

192. See, e.g., S&P, Legal Criteria Reaffirmed for the Securitization of Prepayment
Penalties 1 (May 29, 2002); Press Release, Risk World, Standard & Poors Rates First NIMS
Transaction 1 (June 1, 2005), available at http://www.riskworld.com/PressRel/2000/00q3/
PR00a059.htm;  Vanderbilt Capital Advisors, Net Interest Margin (NIMs),
http://www.vcallc.com/mailings/additions/net_interest.htm (fast visited Feb. 28, 2007).

193. S&P does allow for exceptions in two instances, both of which erect high barriers to
workouts. First, S&P permits waiver where forgiveness would “maximize recovery of total
proceeds” and is “standard and customary in servicing similar home equity loans.” Press
Release, S&P, Standard & Poor’s Clarifies Criteria For Prepayment Penalty Income In U.S.
NIMs Transactions (2005). Second, a NIMS based on prepayment penalty income can
“allow the servicer/master servicer to waive prepayment penalties for any other reason,” but
only at a steep price. Jd. In such cases, S&P requires the issuer either to obtain a guarantee
or deposit funds in escrow to replace any missing future revenues from prepayment
penalties. See id.
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Finally, servicers have reduced incentives to assist borrowers who go into
default.  Servicers can earn higher fees if they march borrowers to
foreclosure rather than reform the borrowers’ loan terms or reschedule
payments. In short, securitization creates rigidities that make loan work-
outs difficult and often well nigh impossible.

E. Securitization Causes Borrowers to Pay an Excess Risk Premium

Pricing anomalies in the subprime market provide additional support for
our assignee liability proposal. As we discussed, borrowers in the subprime
market often pay prices that exceed their actual risk. For instance, excess
risk premiums arise when originators steer prime-eligible borrowers to
subprime loans. Excess premiums also arise when lenders impose
prepayment penalties on borrowers that are not justified by risk or trade-
offs for lower interest rates. To compound this situation, NIMS make
subprime- home loans more expensive by creating a strong, artificial
demand for costly prepayment penalties that result in hefty fees to
borrowers if the penalties are triggered. Ultimately, as excess risk
premiums push up loan costs to borrowers, their default risk rises, too.!%4
Because securitization creates incentives for lenders to extract rents from
borrowers, securitization should bear responsibility for the added default
risk.

F. The Holder-In-Due-Course Rule Creases Inequities

The holder-in-due-course rule also creates inequities when loans are
securitized. When loans are sold, borrowers lose the ability to assert
various defenses and affirmative claims against the new holders of the
loans. Thus, the very fact of the loan sale increases the value of the loan to
the assignee with no direct benefit to the borrower. At the same time, the
borrower is harmed by the loss of full legal relief for a problem loan. The
impact of the holder-in-due-course rule becomes particularly perverse when
it prevents borrowers from defending foreclosure actions by assignees.

Ultimately, borrowers have no control over whether their loans are sold
or held by lenders in portfolio. As a matter of fairness, the law should not
prevent borrowers from obtaining complete relief from abusive loans,
especially because securitization creates added incentives toward predatory
lending.

194. See Donald R. Haurin & Stuart S. Rosenthal, The Growth Earnings of Low-Income
Households and the Sensitivity of Their Homeownership Choices to Economic and Socio-
Demographic Shocks 18 (Apr. 2005) (unpublished manuscript, on file with the Fordham
Law Review), available at http://www.huduser.org/Publications/pdf/EarningsOfLow-
IncomeHouseholds.pdf (noting that when an adjustable rate mortgage adjusts upwards
following closing, each percentage point increase makes it thirty percent more likely that a
household will terminate homeownership and retum to being renters).
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G. Subprime Borrowers Lack Effective Bargaining Power

The marketing techniques that subprime lenders and brokers employ
often impede borrowers’ ability to comparison shop and bargain for loans.
The most abusive loans are targeted at unsophisticated people who believe
that their ability to borrow money is limited.!®> This targeting, coupled
with high pressure tactics, such as promoting time-limited deals that require
borrowers to commit or lose the option to borrow at “special” rates, leads
borrowers to pay application fees immediately and commit to loans that
may not be in their best interests. Once the loan application process begins,
borrowers become psychologically committed to the loans and, depending
on the size of the application fee and the borrowers’ liquid assets, may not
be able to afford to apply for another loan.196

At the time of application, subprime lenders typically reveal only the
vaguest of terms to borrowers, waiting until closing to disclose the final
provisions. These last-minute changes in loan terms are problematic on
several fronts. First, borrowers are boundedly rational in the sense that they
are able to process some, but not all, loan terms.!97 Typically, they focus
on simple price terms, such as the monthly payment amount, and ignore
other potentially onerous terms, like prepayment penalties.!%® Lenders can
exploit these limits on borrowers’ ability to absorb information to their
advantage. Second, when the final loan terms are presented to borrowers at
closing, essential terms are often obscured in the shuffle of complicated
loan papers. Many borrowers may believe that they are obligated to enter
the loan at closing even though the law permits them to walk away from the
closing or rescind the loan within three days of the closing. Others, who
may have experienced credit discrimination or who worry that their access
to credit is limited, may fear that they will lose access to future credit if they
reject proffered loans.!%® The secondary market benefits from the resulting
one-sided contracts and, therefore, should be responsible for some of the
damage these contract terms cause.

195. This targeting is often race-based. See Bocian, Emst & Li, supra note 26, at 3-5;
Kathleen C. Engel & Patricia A. McCoy, From Credit Denial to Predatory Lending: The
Challenge of Sustaining Minority Homeownership 35-38 (2006) (unpublished manuscript,
on file with the Fordham Law Review) (discussing numerous studies on the link between
subprime lending and race); see also Complaint at 9, Nat’l Cmty. Reinvestment Coal. v.
Allied Home Mortgage Capital Corp. (June 14, 2006), available at
http://www.ncrc.org/pressandpubs/press_releases/documents/2006/HUDComplaint.pdf.

196. Engel & McCoy, supra note 13, at 1283.

197. Susan Block-Lieb & Edward J. Janger, The Myth of the Rational Borrower:
Rationality, Behavioralism, and the Misguided “Reform” of Bankruptcy Law, 84 Tex. L.
Rev. 1481, 1530 (2006).

198. Id. at 1539-40. See generally Russell Korobkin, Bounded Rationality, Standard
Form Contracts, and Unconscionability, 70 U. Chi. L. Rev. 1203, 1225-44 (2003)
(describing how bounded rationality can lead to contract terms that favor sgllers at the
expense of unwitting buyers). .

199. Engel & McCoy, supra note 195, at 30-31.
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In sum, although securitization has enabled many people to obtain loans
who, in pre-securitization days, could not secure loans, it has also helped to
spawn predatory lending and has impeded the ability of borrowers to obtain
meaningful relief from abusive loans. These inequities, the other negative
externalities that predatory lending imposes on borrowers and cities, and the
unwillingness of the secondary market to police predatory lenders
effectively justify imposing liability on assignees.

VIII. AN ASSIGNEE LIABILITY PROPOSAL

In the nonconforming market, experience has shown that abusive loans
will continue to be securitized unless the law creates incentives to screen
out predatory loans. Furthermore, the time has come to hold the secondary
market responsible for policing lenders. Accordingly, we propose a system
of assignee liability that rewards entities that engage in due diligence
designed to detect loans with abusive terms. Our proposal would impose
extensive liability on assignees that failed to adopt the due diligence
standards we discuss below and would cap liability for those assignees that
complied with the specifications we outline.

A. Considerations When Designing a Due Diligence Standard for
Securitizing Residential Mortgage Loans

In formulating a due diligence standard for securitizing home loans,
several considerations must be kept in mind. First, any due diligence
standard should ideally contemplate individual loan review. Second, a
screening standard must be cost-effective. Any standard that is expensive
would counteract the goal of combating abusive lending by pushing up the
cost of home loans. Third, screening requires adoption of strong
nationwide standards making clear what constitutes a predatory term or
practice.  Fourth, screening should only apply to abusive terms and
practices that are capable of detection on a cost-effective basis. As we
recognize, some types of mortgage fraud are not amenable to advance
screening. Finally, screening should be adaptable to the to-be-announced
and Rule 144A markets.

1. Cost-Effective Screening of Individual Loans

Ideally, due diligence should aspire to more than facial compliance. In
particular, it should check for actual compliance with anti-predatory lending
criteria by reviewing all individual loans in the loan pool. There are two
methods of verifying actual compliance: automated compliance and
manual inspection. Each method has its advantages and flaws.

Automated compliance systems have recently come to the fore. These
systems check every loan for compliance with state and local anti-predatory
laws, federal disclosure laws, and other criteria designated by the lender or
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investor.200 The advances in automated compliance followed the recent
spate of state anti-predatory lending laws.

Loan aggregators and investment banks use several different automated
compliance systems to screen tapes with data on individual loans.20!
LendTech by ARC Systems, for example, provides individually tailored
automatic underwriting and due diligence systems to lenders, wholesalers,
investment bankers, and investors.202 LendTech allows lenders to “upload
credit and mortgage applications with a full credit file into the automated
model” in advance of warehousing or securitizing their loans.203 A
competing product, ComplianceAnalyzer, is “a pre-close, automated,
transaction-level approach” to regulatory compliance.?4 The premier
version, known as ComplianceAnalyzer Plus, furnishes “lenders, investors,
and securitizers [with] comprehensive regulatory compliance auditing
(including ‘high-cost’ and ‘anti-predatory’ lending legislation).”2% The
manufacturer of the premier line, ComplianceEase, is so confident about its
ability to assure compliance that it offers “a comprehensive and flexible
warranty backed by an A.M. Best “A-" or better (Excellent) rated insurer.
Each loan can be covered up to $250,000 and the coverage is also easily
transferable to secondary market investors.”206  Other automated
compliance systems include InvestorServices by CoreLogic, High Cost
Analyzer by Clayton, 2Comply by Mavent, and Wiz Sentinel by PCi
Corporation.207 These automated compliance review programs can screen
Joans for one dollar a loan and probably less.208

200. Indeed, Fitch considers it “virtually impossible for originators of any meaningful
size to monitor compliance with predatory lending laws, as is required on a loan-level basis,
without the assistance of technology.” FitchRatings, Can You See Me Now?, supra note
135.

201. See Erick Bergquist, Some Lenders Turning to Compliance Sofiware, Am. Banker,
Apr. 1, 2003, at 12; Mary Dum, ARC Helps PCFS Get the Brass Ring, Mortgage Tech.,
Aug.-Sept. 2003, at 41; Anthony Garritano, Awfomating the LAW: Mavent Drills
Compliance Down to a Few Clicks, Mortgage Tech., Jan.-Feb. 2005, at 30; see also Morse,
Nor Exactly Prime, supra note 109. Since the late 1990s, S&P has required issuers to
provide S&P with data tapes containing loan level data with a variety of data fields,
including credit risk and credit scores. S&P uses the data tapes to assign risk grades to each
loan in a loan pool under its automated LEVELS credit scoring model. See, e.g., Raiter,
supra note 123, at 147.

202. See ARC Systems, Products & Services, http://www.arcsystems.com/products.htm
(tast visited Feb. 28, 2007).

203. Dum, supra note 201, at 41, see ARC Systems, LendTech Investor,
http://www.arcsystems.com/It_investor_matrix.htm (last visited Feb. 28, 2007).

204. ComplianceEase, ComplianceAnalyzer®: Automated Compliance Solutions,
http://www.complianceease.com/mainsite/prod/prod_ca_overview. jsp?content=/opencms/C
EContent/prod/prod_ca_overview_m.jsp&right=/opencms/CEContent/prod/r_critical_decisi
on.jsp (last visited Feb, 12, 2007).

205. ComplianceEase, ComplianceAnalyzer® Plus with AssureCert® Protection,
http://www.complianceease.com/mainsite/prod/prod_ac_overview.jsp?content=/opencms/C
EContent/prod/prod_ac_overview_m.jsp&right=/opencms/CEContent/prod/r_verify_assurec
ert.jsp (last visited Feb, 12, 2007).

206. Id.

207. See Davis & Schioemer, supra note 184, at 8 tbl.2,

208. Seeid. at 6, 12 nn.21-24,
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Some major lenders have already adopted these systems in order to meet
legal compliance criteria that Fitch and S&P have imposed on residential
mortgage securitizations.2®® Secondary market adoption of automated
compliance puts pressure on brokers and lenders to adopt the same
safeguards. As one observer put it,

You know, the money controls the game. ... [I]f an investor is using
tools . . . then the broker or the originator will want to use that tool, too.
Not for any ethical reasons or not for any obligation to the investor or
anything. Because they want to close that loan, and they want to move
that loan. The only reason. Hey, whatever it takes.210

Automated compliance is not enough, however. “[L]oans may slip
through the cracks” of automated compliance if data is entered incorrectly
or too late for review or if the software does not apply the correct legal
test.2!!  Accordingly, due diligence should augment automated systems
with manual inspections of loans and tests to confirm that the right legal
filters are in place.

In manual inspection, a compliance team makes an on-site inspection of
physical loan files and supporting documentation. One advantage of
manual inspection is that it can detect some types of loan fraud that
automated compliance cannot.2!2 However, manual inspection is time-
intensive, taking on average thirty to forty-five minutes per loan.?'> While
manual inspection could be performed on every loan, normally it is limited
to a sample of loans due to cost concerns.2!4 Although manual review costs
more than automated screening, it is not financially prohibitive, costing
about $43 per loan.215

209. Seeid. at8 & tbl.2,9. The GAO casts doubt on the effectiveness of automated
compliance systems on grounds that “data tapes used for loan reviews do not include point
and fee information.” See GAO, supra note 109, at 79. Whether the GAO’s assertion is true,
it is beside the point. While the data tapes that lenders provide to rating agencies vary in the
extent to which they contain fee information, automated compliance systems must and do
review points and fees to ascertain compliance with Truth in Lending Act disclosures and
high-cost statutes such as HOEPA and state equivalents that have points and fees triggers.
For example, ComplianceEase recaiculates the annual percentage rate using the interest rate
and finance charges from the actual loan documents. See Press Release, ComplianceEase
Offers Predatory Lending Compliance Certification for Wall Street Rating Agencies (June
20, 2003), available ar http://www.complianceease.com/mainsite/about/news/cenews_
20030620_m.jsp.

210. See Roundtable, supra note 168, at 14.

211. See FitchRatings, supra note 200, at 2.

212. See infra note 228 and accompanying text.

213. See Davis & Schloemer, supra note 184, at 6-7, 12 n.21.

214, When subprime RMBS underwriters do examine loan files manually, normally they
“don’t do due diligence on every single loan in a pool; at most, they do a random sample of,
say, 3% of the loans.” Shepherd, supra note 29, at 4.

215. See Davis & Schloemer, supra note 184, at 6 & n.21.
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2. Meaningful Screening Requires Adoption of Strict National
Anti-predatory Lending Standards

Automated compliance systems and manual due diligence are designed to
verify compliance with federal, state, and local consumer protection laws,
including anti-predatory lending laws. However, the current patchwork of
federal, state, and l