Critical Case Comment

In re Kemp, 
2010 WL 4777625 (Bankr. D. N.J. November 16, 2010) (Wizmur)
(published at ConsiderChapter13.org 12/29/10)
A claim filed by a mortgage servicer would be disallowed when that creditor did not have possession of the note and the note was not endorsed to the creditor at the time the claim was filed.

Summary of the Case

The Debtor signed mortgage documents in May of 2006 which included an interest only adjustable rate note payable to “Countrywide Home Loans, Inc d/b/a America’s Wholesale Lender.” No signed endorsement was on the note, although there was an unsigned allonge in favor of America’s Wholesale Lender.

In 2008, the Debtor filed a Chapter 13 petition and when Countrywide Home Loans, Inc. filed a claim identifying itself as a servicer for The Bank of New York, the debtor sought to “expunge” the claim.

Following the initial execution of the note and mortgage, the obligation was pooled with other mortgages and sold as a package to The Bank of New York, as trustee pursuant to a Pooling and Servicing Agreement (“PSA”). Pursuant to the PSA, the Debtor’s mortgage was to be “transferred” to the Trust with The Bank of New York acting as trustee. The PSA specifically provided that the original mortgage note must be transferred and endorsed by manual or facsimile signature.

At the time of the filing, The Bank of New York did not have physical possession of the note and the note had not been endorsed. In fact, an employee of BAC Home Loans (successor to Countrywide) testified that “the original note never left the possession of Countrywide, and that the original note appears to have been transferred to Countrywide’s foreclosure unit . . . .” She also confirmed that a new allonge had been signed right before trial but had not been attached or otherwise affixed to the note. Thus, “at the time of the filing of the proof of claim, the debtor’s mortgage had been assigned to The Bank of New York, but . . . Countrywide did not transfer possession of the associated note to the Bank.” Thus, at trial the allonge was presented, had not been affixed to the original note and possession of the note never actually changed from Countrywide to The Bank of New York.

The Court found that under New Jersey’s Uniform Commercial Code, the claim had to be disallowed. Section 502(b)(1) provides that a claim that is not enforceable under applicable non-bankruptcy law is not allowable. The fact that the owner of the note, The Bank of New York, never had possession of the note was fatal to its enforcement under the UCC. Further, when the note and the mortgage were sold to The Bank of New York, the fact that the note was not properly endorsed to the new owner defeats enforceability.

A “holder” is a person in possession of an instrument payable to bearer or, if the instrument is payable to an identifiable person, the holder is that person if the identified person is in possession of the note. Mere ownership or possession of a note is insufficient to qualify an individual as a holder. “Where, as here, the ownership of an instrument is transferred, the transferee’s attainment of the status of the ‘holder’ depends on the negotiation of the instrument to the transferee. . . . The two elements required for negotiation, both of which are missing here, are the transfer of possession of the instrument to the transferee, and its endorsement by the holder.” The Bank of New York may have purchased the note, but the note never came into the Bank’s possession.

Even though there was an “allonge” that had been signed immediately prior to the trial, such did not qualify as a proper endorsement since it had not been pinned or clipped to the instrument to serve as an endorsement. Even if the allonge was recognized as a valid endorsement, The Bank of New York does not qualify as a holder because it never had actual possession of the note.

The fact that Countrywide executed a written mortgage assignment purporting to assign both the note and the mortgage was not adequate to confer upon The Bank of New York status as a “holder with rights to enforce.” It is the UCC that governs the transfer of a promissory note. “The attempted assignment of the note in the assignment of mortgage document, together with the terms of the Pooling and Servicing Agreement, created an ownership issue, but did not transfer the right to enforce the note.” Accordingly, The Bank of New York may have a valid claim of ownership of the note but it does not have the right or the power to enforce it based upon the facts. Because the note cannot be enforced under applicable state law, the claim must be disallowed pursuant to § 502(b)(1).

What This Case Means To Debtors

The Debtor in Kemp was clearly prepared to fully challenge the proof of claim asserted by Countrywide. Counsel for Kemp introduced into the record the PSA which specifically required an endorsement on the note to transfer it to the trustee. Counsel also successfully cross-examined Countrywide’s witness establishing that the new allonge was prepared in anticipation of litigation and that the original note had never left the possession of Countrywide.

By producing such a clear record of a profound failure of the documents to follow the UCC, Kemp’s counsel was able to successfully knock out the claim asserted by Countrywide on behalf of The Bank of New York.

The opinion makes no reference as to the outcome of the underlying lien which, as noted by Judge Wizmur, was executed by the Debtor in 2006. In the transcript, the Court recognized that the issue of the lien would need to be addressed sometime. However, § 506(d) appears to make clear that if a claim is disallowed, the lien attempting to support the claim is void. Note then, that by challenging the enforceability of the note, Kemp didn’t simply eliminate the claim; Kemp may have eliminated the mortgage on the property if he completes the Chapter 13 plan.

What This Case Means to Creditors

The seismic effect of the Kemp decision is already being felt in creditors’ attorneys’ offices across the country. Knowing that, in many cases, original notes executed by subprime borrowers were never transferred to the trustee of the mortgage pools and knowing that endorsements required by the Uniform Commercial Code are lacking, creditors have reason to fear a Chapter 13 filing. To avoid the risk that § 506(d) might eliminate a mortgage, mortgage creditors may well consider it prudent to not file a proof of claim in a bankruptcy case, thus eliminating the risk of “voiding” the mortgage lien. This may only be delaying a day of reckoning in a judicial foreclosure state, where a state court judge may impose the same rigorous analysis as imposed by Judge Wizmur in the Kemp case.

It is unknown how many millions of mortgages in the United States are supported by defective documentation and documents that do not comply with the UCC. Most of these defective mortgages may never see the light of day since most mortgagors will pay their mortgage in a timely fashion without any independent scrutiny given to the documents. Where housing values decline and a depressed economy compel more Chapter 13 filings, there may be increased judicial attention imposed on the documentation supporting the mortgages. The Chapter 13 bankruptcy process is proving to be the acid test of mortgages and in many cases, those mortgages are found wanting.

What This Case Means To Trustees

Chapter 13 trustees should assist debtors or take the lead in challenging the validity of improper or potentially improper mortgage instruments. The UST requests Chapter 13 trustees verify that a claim purporting to be a mortgage claim is not only backed up by a recorded mortgage or deed of trust but is also backed up by a valid note, properly endorsed, enforced by the creditor that has the power to enforce the note. If a trustee can successfully disallow a defective claim because the underlying note is not enforceable under state law, substantial distributions to unsecured creditors with valid and allowed claims may be enhanced.

The training of trustees and their staff to provide this kind of scrutiny is not insubstantial. Nevertheless, with the support of the United States Trustees Program and an active debtors’ bar, trustees can initiate and pursue such actions and, where appropriate, challenge the validity and enforceability of defective claims.
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