Testimony in Bankruptcy Case Signals Potential Trouble for Mortgage Industry 
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	By John Rao


            In the frenzy to make loans during the mortgage bubble, loan originators often did not follow the steps required by the Uniform Commercial Code for the proper indorsement and negotiation of the notes as negotiable instruments, or those required by securitization pooling and servicing agreements (PSA) for transfers into trusts.  Testimony in a recent bankruptcy case, Kemp v. Countrywide Home Loans, Inc.,[i] sheds new light on industry-wide practices that may have far-reaching implications for the enforcement of notes by mortgage creditors. 

Securitization Trust Not Entitled To Enforce Note
            Assuming that the note is a negotiable instrument, a party is entitled to enforce a note under UCC § 3-301 if it is 1) the holder of the note, 2) a nonholder in possession of the note who has the rights of a holder, or 3) a person not in possession of the instrument who is entitled to enforce the instrument under UCC § 3-309 or 3-418.  Based on a series of findings in a claim objection proceeding, Judge Wizmur in Kemp held that the purported owner of the note, the Bank of New York as Trustee, could not show it was entitled to enforce the note under any of the three tests and that the proof of claim filed on its behalf by the servicer must be disallowed.

            1. Holder.   The UCC defines a “holder” as “the person in possession of a negotiable instrument that is payable either to bearer or to an identified person that is the person in possession.”[ii] The note in Kemp was originated by Countrywide and later pooled with other notes and securitized.  A PSA was executed by CWABS, Inc. as the depositor, Countrywide Home Loans, Inc. and several other loan originators as the sellers, Countrywide Home Loans Servicing LP as the master servicer, and the Bank of New York as the Trustee.  The PSA provided that for each loan, the depositor was to deliver “the original Mortgage Note, endorsed by manual or facsimile signature in blank in the following form: ‘Pay to the order of ________ without recourse’, with all intervening endorsements that show a complete chain of endorsement from the originator to the Person endorsing the Mortgage Note.” 

            Based primarily on trial testimony of the Countrywide witness, the court held that Bank of New York was not a “holder” because the note was never indorsed in blank and delivered to the Bank.  In fact, the court found that the Bank never had possession of the note.  At trial, Countrywide produced an undated allonge which purported to make the note payable to Bank of New York.[iii]  It was signed several weeks before the trial by a Countrywide vice-president in the bankruptcy department, after the proof of claim had been filed in the case.  However, the witness testified that the allonge was not affixed to the note.  In a subsequent hearing, Countrywide produced the original note with the new allonge apparently affixed to it, but the court dismissed this because possession of the note still had never been transferred to Bank of New York. 
 

            2. Nonholder in possession.  A nonholder who has the rights of a holder may be entitled to be entitled to enforce a note under UCC § 3-301, but it must be in possession of the note.  Bank of New York could not take advantage of this exception because it never had possession of the note.

            3. Nonholder not in possession.  Another exception permits enforcement by a person not in possession of the note if that person is entitled to enforce the note pursuant to UCC § 3-309 [lost instruments] or § 3-418(d) [payment or acceptance by mistake].”[iv]  Although a lost note affidavit was produced at one point during the proceedings (which the court described as a “bizarre twist”), this was contradicted by testimony that Countrywide actually possessed the original note.  The court also found that the other factual predicates for a lost note were not met and that UCC § 3-418(d) dealing with payment or acceptance by mistake did not apply.

Witness Claims Loan Documents Never Transferred to Trust
            The most significant testimony in the case concerned Countrywide’s retention of the loan documents, which the PSA contemplated would be delivered to the trust.  The trial witness was LindaDiMartini, who is the “operational team leader” for the litigation department of Countrywide’s successor, BAC Home Loan Servicing.  In response to redirect by BAC’s attorney as to whether it was customary for the investor to hold the loan documents, she testified that the original loan documents “would stay with us as the servicer” and “were retained within the corporate entity Countrywide or Bank of America”, and that the only situation in which they would be transferred to the investor is if Countrywide would not be retaining the servicing rights on the loan.  Asked if this was “standard operating procedure in the mortgage banking business,” she responded: “Yes. It would be normal -- the normal course of business as the reason that we are the servicer, as we’re the ones doing all the servicing, and that would include retaining the documents.”

Could This Have Been an Industry-Wide Practice?
            Future litigation will prove whether Ms. DiMartini is correct that this was an industry-wide practice.  In public statements following the Kemp opinion, BAC has disavowed the statements of Ms.DiMartini and its local attorney, claiming that it was Countrywide’s “policy and practice” to transfer necessary documents to trustees.[v]  Even if not a customary practice, discovery on this issue in individual cases may prove that mistakes were made, such as in Kemp.  Information about the travel of the note (or lack thereof) may be contained in document transmittal reports maintained in the loan file by the loan originator or servicer, and may include Federal Express or other couriers’ tracking numbers.  

            In response to Kemp, mortgage creditors will likely argue that the note does not need to be delivered to the trust itself and that it may be delivered to an agent such as a servicer.  For this argument even to be considered, however, the PSA or some other trust document should clearly provide that the identified agent has authority to accept delivery of the note on behalf of the trust for purposes of a valid negotiation of the note under the UCC.[vi]  In fact, the judge in Kemp suggested to BAC’s attorney during the trial that this might be a way to salvage his case, but he was unable to find any provision in the PSA that allowed for such delivery.  Attorneys representing homeowners should be prepared to demand proof of such explicit authority.

 The Kemp case also raises questions about the validity of attempts to effectuate delivery to a trust on the eve of trial, particularly if such actions may violate the PSA or governing trust law.  Under the PSA in Kemp, each of the sellers was required to transfer and assign the notes and mortgages to the depositor.  Thus, a transfer of the Kemp note should have been made from the originator Countrywide Home Loans, Inc (the entity the note was made payable to), to the depositor CWABS, Inc., and not directly to Bank of New York.[vii]  However, in an attempt to correct the transfer problem during litigation, an allonge was prepared by a “specialist” in BAC’s bankruptcy department and signed by a vice-president of BAC.  If effective, the indorsement would transfer the note from BAC as successor to the servicer Countrywide Home Loans Servicing LP (not the originator/seller Countrywide Home Loans, Inc.) to Bank of New York (not CWABS, Inc.).  Thus, the indorsement appears to have the wrong parties on both ends, as transferor and transferee.

Ms. DiMartini also testified that the allonge was prepared a “couple of weeks” before trial.  This creates other potential problems because PSAs typically have a strict deadline (referred to as the “Cut-off Date”) for when all transfers to the trust must be made, which is usually within 120 days of the trust closing date.  When asked if it was prepared because “counsel called up and said we need an allonge,” she said “yes” and that “there wasn’t a need for an allonge prior to this case.”  Certainly the Kemp court did not share this view. 
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[i] 2010 WL 4777625 (Bankr. D.N.J. Nov. 16, 2010).
[ii] U.C.C. § 1-201(21).
[iii] A note can be indorsed on a separate document, called an allonge, but it must be “affixed to the instrument.” U.C.C. § 3-204.
[iv] U.C.C. § 3-301.
[v] See American Banker, “B of A Disowns Its Own Lawyer’s Argument in Fumbled Mortgage Case”, Dec. 1, 2010.
[vi] Moreover, this argument may fail if the PSA designates an entity to be the custodian of documents received by the trust, and that entity is different than the purported agent.
[vii] In fact, there should have been several intermediate transfers to other entities before the final transfer to the trust.  This is significant in order for the trust property to be “bankruptcy-remote” and for the trust to qualify as a Real Estate Mortgage Investment Conduit (REMIC) for tax purposes.
[image: image3.png]



 

