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“Countrywide Failed to Establish that Ownership of the Underlying Mortgage Loans Was Effectively Transferred by Negotiation and Physical Delivery to the Master Document Custodian for the RMBS Trust”
An essential aspect of the mortgage securitization process is that the issuing trust for each RMBS offering must obtain good title to the mortgage loans comprising the pool for that offering. This is necessary in order for the RMBS holders to be legally entitled to enforce the

mortgage loans in case of default. Two documents relating to each mortgage loan must be validly transferred to the trust as part of the securitization process – a duly endorsed promissory note and a security instrument (either a mortgage or a deed of trust).

The rules for these transfers of the security instruments are governed by the law of the state where the property is located; and

The rules for the transfers of the original mortgage loan documents are governed by the terms of the Pooling and Servicing agreement (“PSA”) for each securitization, and by the law governing the issuing trust (with respect to matters of trust law). 
Generally, state laws and the PSAs require the promissory note to be transferred by indorsement and physical delivery, in the same way that a check can be transferred by indorsement, or by sale. In addition, state laws generally require that the trustee have physical possession of the original, manually signed note in order for the loan to be enforceable by the trustee against the borrower in case of default.  The key instrument in this structure is the promissory note, and the PSA pursuant to Section 1-302 of the UCC provides for an “unbroken chain of transfers and indorsements of the note from the originator to the depositor and from the depositor to the trust.”  PSA Section 2.01.
In order to preserve the bankruptcy-remote status of the issuing trusts in RMBS transactions, the notes and security instruments are generally not transferred directly from the mortgage loan originator to the trust. Rather, the notes and security instruments are generally initially transferred from the originator (e.g., Countrywide Home) to the depositor (e.g., CWALT), either directly or via one or more special-purpose entities established by Countrywide Financial. One well-known commentator and expert on residential mortgage securitizations has referred to this process as “The Alphabet Problem.”  (O. Max Gardner III @MaxBankruptcyBootCamps.com).

After the final transfer from the sponsor to the depositor, the depositor transfers the notes and security interests to the issuing trust for the particular securitization. Each of these transfers must be valid under applicable state law in order for the trust to have good title to the mortgage loans. As the Massachusetts Supreme Court noted in the recent Ibanez holding, the transfer of a security instrument in blank (e.g., no named grantee) is defective as a matter of law as is a “back-dated” mortgage designed to “confirm” a prior conveyance that was “never in fact consummated.”

In addition, the PSA generally requires the transfers of the mortgage loans to the trust to be completed within a strict time limit after formation of the trust in order to ensure that the trust qualifies as a tax-free real estate mortgage investment conduit (“REMIC”).  These dates are strictly defined by the PSAs as the “closing date” or “the final delivery date.”  The failure to comply with these mandatory REMIC tax rules could jeopardize the otherwise “tax exempt” status of the Trust, thereby rendering the value of the RMBS worthless.
The applicable state trust law generally requires strict compliance with the trust documents, including the PSA, so that failure to comply strictly with the timeliness, indorsement rules, physical delivery rules, and other requirements of the PSA with respect to the transfers of the notes

and security instruments means that the transfers would be void as a matter of applicable trust law and therefore the trust would not have good title to the mortgage loans.  Without such “good title,” the Trustees for these trusts would have no constitutional or real party in interest standing to enforce the security instruments against the consumers who executed the mortgage notes.
The Offering Documents (e.g., the Prospectus and the Prospectus Supplements) for each offering of the RMBS Certificates represents in substance that the issuing trust for that offering had obtained good title to the mortgage loans comprising the pool for the offering. In reality, however, and as bizarre as it may seem, Countrywide routinely and as a matter of Company “policy” failed to comply with the mandatory requirements of applicable state laws and the PSAs for valid transfers of the notes and security instruments to the issuing trusts. 
In Kemp v. Countrywide Home Loans, Inc., Bkrtcy. No. 08-18700 (D.N.J.), Countrywide sought to prove that the Bank of New York, as

Trustee for an RMBS issuing trust (The Bank of New York as Trustee for CWABS Asset Backed Securities, Series 2006-8) purportedly held Mr. Kemp’s mortgage, and was therefore entitled to enforce the mortgage. The matter was heard by the Court on the Objection by the Debtor to the sworn Proof of Claim filed by Countrywide on behalf of the Bank of New York as Trustee for an RMBS Trust.  In this Claim, Countrywide claimed that the Bank of New York was the “holder and owner” of the Kemp mortgage and note and that it was “servicer for the loan.”  The Objection was filed under Section 502(b)(1) of the Bankruptcy Code.
Mr. Kemp’s mortgage was originated by “America’s Wholesale Lender,” a d/b/a used by Countrywide Home Loans, on May 31, 2006.   The security instrument was recorded in the county clerk’s office on July 13, 2006, and the note and security instrument were allegedly transferred to the RMBS Trust by a PSA dated June 28, 2006, between CWABS, Inc, as the depositor, with Countrywide Home Loans, Inc, Park Monaco, Inc, and Park Sienna, LLC as the sellers, Countrywide Home Loans Servicing as the master servicer, and the Bank of New York as the trustee.  

Pursuant to Section 2.01 of the PSA, the depositor was directed to transfer, indorse, execute and actually deliver the mortgage loans and their cash proceeds, including Mr. Kemp’s loan, to the Bank of New York as Trustee, in exchange for the cash proceeds realized from the sale of the RMBS Certificates, referred to as the Asset-Back Certificates, Series 2006-8.   Specially, the said sellers sold, transferred and assigned to the depositor and the depositor in turn sold, transferred and assigned to the trust “all the right, title and interest in and to the applicable mortgage loans, including all interest and principal received and receivable,” to the said Trust.  PSA Section 2.01 at page 52.
At the hearing before the Bankruptcy Court, Countrywide presented testimony by Linda DeMartini, who had been employed by Countrywide Servicing for almost ten years as of August 2009 and was then a

supervisor and operational team leader for the Litigation Management Department of Countrywide Servicing (effective April 27, 2009, Countrywide Home Loans, Inc., changed its name to BAC Home Loans Servicing, LP, and Ms. DeMartini was actually employed by BAC Servicing at the time of her testimony).
Ms. DeMartini testified that, in her extensive career in the mortgage loan servicing business of Countrywide and BAC, “I had to know about everything . . . .”  She testified that Countrywide Home originated Kemp’s loan in 2006 and transferred it to the Bank of New York as trustee for the issuing trust, but that Countrywide Servicing retained the original note in its own possession and never delivered it to the Bank of New York because Countrywide Servicing was the servicer for the loan.
Even though DeMartini was presented by Countrywide-BAC as a witness in an attempt to prove that the loan documents had been validly transferred to the issuing trust, her testimony actually proved that the loan documents were never validly transferred. 
She testified that an Allonge to the promissory note, which purported to transfer the note to the trust by indorsement, was prepared only in preparation for the litigation in 2009, and in fact just two weeks before her appearance in court, and long after the purported transfer of the note to the trust in 2006.  This new Allonge was not dated and was signed by Sharon Mason as Vice President of Countrywide Home Loans, Inc.  Ms. DeMartini admitted that Mason was her admitted superior and was in fact employed by BAC when she executed the Allonge in the presence of DeMartini.  

DeMartini also admitted that the manufactured “Allonge” was never delivered to the trustee. Indeed, she testified that there was no ordinary business practice of signing an Allonge at the time a note was purportedly transferred.  And, of some interest but one that was not addressed in Kemp in terms of the legal significance thereof,  DeMartini confirmed that the manufactured Allonge was not affixed, permanently or otherwise, to the original mortgage note or any “copy” thereof.  DeMartini admitted that the Allonge “had been prepared in anticipation of the Kemp hearing” and at the request of the trial attorney for Countrywide-BAC because “he needed it.”  As a side-bar, the manufactured Allonge misidentified the trust as as “Series 6006-8” rather than “Series 2006-8,” a forward looking error of some 4,000 years.
DeMartini also testified that the original note was retained by Countrywide and was never delivered to the trustee. She stated that Countrywide Home Loans, Inc, d/b/a American’s Wholesale Lender, originated the Kemp note, and that Countrywide Home Loans Servicing, LP, were two different legal entities owned by one corporate umbrella company.

Most significantly, she testified on direct examination that not delivering the original note to the trustee was Countrywide’s standard business practice:
Q. Ms. DeMartini, is it generally the custom to – for your

investor [i.e., the issuing trust] to hold the documents?
A. No. They would stay with us as the servicer.
Q. And are documents ever transferred to the investor?
A. If we service-release them they would be transferred to

whomever we’re service-releasing them to.
Q. So I believe you testified Countrywide was the originator

of this loan?
A. Yes.
Q. So Countrywide had possession of the documents from the outset?
A. Yes.

Q. And subsequently did Countrywide transfer these documents by assignment or an allonge?
A. Yes.

Q. And –

A. Well, transferred the rights, yes, transferred the ownership, not the physical documents.

Q. So the physical documents were retained within the corporate entity Countrywide or Bank of America?
A. Correct.

Q. Okay. And would you say that this is standard operating

procedure in the mortgage banking business?
A. Yes. It would be normal – the normal course of business as

the reason that we are the servicer, as we’re the ones that are doing

all the servicing, and that would include retaining the documents.
In response to questioning by the Bankruptcy Judge, DeMartini again testified that “I do know that it is our normal course of action with the loans that we service that we are the ones that retain the – that we retain those documents.” In response to the Court’s question whether the documents are “ever moved to follow the transfer of ownership,” DeMartini testified that “it is not customary for them to move.”

At a subsequent hearing in September 2009, Countrywide’s counsel stated that [A]lthough . . . the UCC and the Master Servicing Agreement apparently requires that, procedure seems to indicate that they don’t physically move documents from place to place because of the fear of loss and the trouble involved and the people handling them. They basically execute the necessary documents and retain them as long as servicing’s retained. The documents only leave when servicing is

released.  Since Countrywide retained the servicing rights in this case, they also retained all of the original mortgage loan documents pursuant to standard company policies.
As this same hearing, on September 24, 2009, trial counsel for Countrywide-BAC asserted that he, “now had the original note, with the ‘new’ Allonge now attached,” in his “possession,” and that “the documents were not available for inspection.”  However, at this hearing “no additional evidence was presented or accepted regarding the chain of possession of the note from its origination until counsel acquired possession.”
Based on the evidence quoted above, Chief Bankruptcy Judge Judith H. Wizmur held on November 17, 2010 that the Proof of Claim filed on behalf of Bank of New York, as trustee for the issuing trust, “must be disallowed, because it is unenforceable” for two clear and distinct reasons:    
First, under New Jersey’s Uniform Commercial Code (“UCC”) provisions, and under the terms of the Pooling and Servicing Agreement, the fact that the owner of the note, the Bank of New York, never had possession of the note, e.g., that the note was never physically delivered to the Bank, is fatal to its enforcement. 

Second, upon the sale of the note and mortgage to the Bank of New York, the fact that the note was not properly indorsed to the new owner also defeats the enforceability of the note.

Kemp v. Countrywide Home Loans, Inc., No. 08-18700-JHW, Slip Op., at *10-11 (Bkrtcy. D.N.J. Nov. 16, 2010). 

Judge Wizmur further held that Countrywide Servicing also could not enforce the mortgage loan, because as an agent for the owner of the note, Countrywide Servicing had no more authority to enforce the note than its principal, the Bank of New York. Id. at *21.

As DeMartini testified, Countrywide routinely did not transfer the original mortgage loan documents to the issuing trusts for RMBS transactions, but rather retained the original documents itself. Thus, Defendants failed to validly transfer the promissory notes and

security instruments for many if not all of the mortgage loans underlying the Certificates purchased by the “investors” from the issuing trusts for the Certificates.  As Judge Wizmur noted, “the transfer of possession of the instrument to the transferees, and its indorsement by the transferor,” are two essential elements for negotiation, “both of which are missing here.”  Id.
As an additional argument in support of the proposition that the Bank of New York qualified as a “holder” of the Kemp note and security instrument counsel for Countrywide-BAC argued that the PSA and the Mortgage Loan Sales Agreement “had constructive possession of the note because “Countrywide intended to transfer possession, and that constructive possession is sufficient to permit the Bank of New York, as Trustee, to enforce the Kemp note.”  Counsel cited Mulert v National Bank of Tarentum, 210 F. 857, 860 (3rd  Circuit 1913) in support of this proposition.  Judge Wizmur summarily rejected such an argument “as not sustainable in light of the actual” evidence presented and applicable law.  
Finally, the Bank of New York argued that it was entitled to enforce the Kemp note “as a person not in possession of the note who is entitled to enforce the note” under the applicable provisions of the New Jersey UCC.  Specifically, Section 3-309 of the New Jersey UCC “concerns the enforcement of a lost, destroyed or stolen instrument.”  In support of this argument, Countywide-BAC “presented a lost note certification” to the Court.  Judge Wizmur rejected these arguments for the following reasons:

First, the lost note affidavit “conflicted with other facts presented on this record, and we have determined to disregard the certificate.”
Second, even if there was no such conflict, the lost note affidavit had to be rejected for the total lack of an evidentiary foundation that the Bank of New York as the alleged “transferee of the note and assignee of the original mortgage” ever had possession of the original loan documents.  In short, you must prove that you lawfully had possession of the original note before a party can establish that it has been lost.  If a party cannot establish that it “had possession of the note . . . it is precluded from” from seeking enforcement of the same as “a lost, destroyed or stolen instrument.”
Apparently, as a desperate and final legal argument, Countrywide-BAC contended that a “written mortgage assignment” dated March 14, 2007, and recorded on March 24, 2008, between MERS, as the nominee for “America’s Wholesale Lender,” assigned Mr. Kemp’s “mortgage to the Bank of New York as Trustee for the Certificateholders of CWABs, Inc, Asset-Backed Certificates, Series 2006-8.  This assignment purported to assign “a certain mortgage dated May 31, 2006 . . . together with the Bond, Note or other obligation described in the Mortgage, and the money due and to become due thereon, with the interest.”  The assignment provided further that the “Assignor [MERS] covenants that there is now due and owing upon the Mortgage and the Bond, Note or other obligation secured thereby, the sum of $167,199.92 Dollars with principal and interest thereof to be computed at the rate of 9.530 percent per year.”  These arguments were rejected by Judge Wizmur for the following reasons:
First, “the recorded assignment of the mortgage does not establish the enforceability of the note.”  

Second, “the attempted assignment of the note in the assignment of the 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.”  The Court held that the “right to enforce an instrument and ownership of the instrument are two different concepts.”  Moreover, the Court held that “a person who has an ownership right in an instrument might not be a person entitled to enforce the instrument.”

Third, even if the Bank of New York as Trustee for the RMBS Trust, could prove that it had a valid ownership claim in the Kemp note and security instrument, it “may not enforce the note on the basis of the reference to the note in the recorded assignment of the mortgage.”  
Fourth, Countrywide-BAC as servicer for the Bank of New York, acts “only as agent of the owner of the instrument.”  As such, a servicer normally has standing to file the Proof of Claim on behalf of the Trust.  In Kemp, “serious questions” were raised about the legal authority of Countrywide Home Loans, Inc, to file the Proof of Claim since a Power of Attorney dated November 15, 2005, identified Countrywide Home Loans Servicing, LP, as the only holder of the Power.  However, even if Countrywide had lawful authority to file the Proof of Claim in this case, the court clearly held that “because the Bank of New York has no right to enforce the note, Countrywide as agent and servicer cannot enforce the note.”  

Consequently, since the Proof of Claim filed by “Countrywide Home Loans, Inc., as servicer for the Bank of New York” could not be enforced under applicable law, the Court held that “the claim must be disallowed under 11 USC 502(b)(1).

The Rest of Story—Max Gardner’s “Paul Harvey” Post-Scrip:
Section 506 of Title 11 of the United States Code is the provision that determines the “secured status” of any creditor in a bankruptcy case.  Section 506(d) provides that “to the extent that a lien secures a claim against the debtor that is not an allowed secured claim, such lien is void.”  The only exceptions to the “void” doctrine relate to claims disallowed under Section 502(b)(5), 502(e), and 501 of the Code.  The secured clam in Kemp was “disallowed” under Section 502(b)(1) and as a result does not fall under any of the exceptions to the “void” lien doctrine.  Consequently, the next step in Kemp is for the Debtor to file an adversary proceeding under Rule 7001 of the Bankruptcy Rules for the entry of a declaratory judgment that the Bank of New York as Trustee is not a secured creditor since the mortgage is “void” and for the entry of a final order to cancel the security instrument of record.  

Case closed. End of the story.
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