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I. 
The Lender Needs the Note

In January of 2007, Aquila Rose got a $475,000 mortgage from Fremont Investment & Loan.  She made one payment before defaulting.  When Fremont started a foreclosure action, it seemed as if Rose would soon be forced out of her home.  But, as it turns out, Rose is still in her home.  She filed a lawsuit against Fremont asserting that Fremont was beyond its rights in seeking to foreclose on her.  Her case typifies one salient byproduct of the current foreclosure epidemic:  homeowner lawsuits that contest foreclosure by forcing banks and/or mortgage servicers to prove they own the mortgage note at issue.

In Rose’s case (as often happens), Fremont after originating her mortgage loan conveyed her loan elsewhere.  Fremont, then, could not prove that it owned Rose’s note when the foreclosure action was filed.  So the New York state court in which Rose filed dismissed the foreclosure action against her.  See Fremont Inv. & Loan v. Rose, (Supreme Court, Kings County New York) 2008 NY Slip Op. 52409 (December 2, 2008).

II.
Evolving Judicial Treatment of Residential Foreclosure Actions

Some estimate that over 99 percent of residential foreclosure actions are filed with so-called lost note affidavits.  Instead of waiting to secure possession of the note they seek to foreclose on, often mortgage lenders or servicers will simply have their employees sign a lost note affidavit to support the foreclosure action.  But many judges are not rubber-stamping foreclosure actions anymore.  In July of 2008, Justice Shack, who presided over Aquila Rose’s case, was quoted in the National Law Journal:  “I deny more foreclosures than I approve[.]  . . .  I want to see the servicing agent’s power of attorney, I want to see all the paperwork before I approve it. If the paperwork is garbage, I deny it. If you’re going to take away someone’s home, it should be done properly.”

He was not kidding.  In most of the cases listed below, the homeowner facing foreclosure either was not represented by an attorney, or did not even bother to show up to court at all.  Nevertheless, Justice Schack went through all the documents, and asked questions that lenders and servicers have proven hard-pressed to answer.  Among the issues he focuses on when denying a foreclosure are defective powers of attorney, faulty affidavits, failure to file pooling and servicing agreements, conflicts of interest of individuals signing assignments, defective verified complaints, assignments of the mortgages being foreclosed subsequent to the commencement of the foreclosure action, failure to record corporate resolution, and so on.

Justice Schack in these instances not only halts the foreclosure, but also sometimes admonishes lenders’ or servicers’ attorneys with warnings of sanctions for filing actions that may be frivolous.  Following below is a partial compilation of some of Justice Schack’s decisions over the last two years in which he has denied a foreclosure because of questionable paperwork.

· American Brokers Conduit v. Zamalloa, 2007 NY Slip Op. 32806 (Sept. 11, 2007) 

· Ameriquest Mtge. Co. v. Basevich, 2007 NY Slip Op. 51262 (June 26, 2007) 

· Aurora Loan Servs., LLC v. Sattar, 2007 NY Slip Op. 51895 (Oct. 9, 2007) 

· Bank of New York v. Mulligan, 2008 NY Slip Op. 31501 (June 3, 2008) 

· Bank of New York v. Orosco, 2007 NY Slip Op. 33818 (Nov. 19, 2007) 

· Countywide Home Loans, Inc. v. Persaud, 2008 NY Slip Op. 52409 (Jan. 15, 2008) 

· Deutsche Bank Nat’l Trust v. Castellanos, 2008 NY Slip Op. 50978 (Jan. 14, 2008) 

· Deutsche Bank Nat’l Trust v. Clouden, 2007 NY Slip Op. 51767 (Sept 18, 2007) 

· Deutsche Bank Nat’l Trust v. Maraj, 2008 NY Slip Op. 50176 (Jan 31, 2008) 

· EMC Mtge. Corp. v. Batista, 2007 NY Slip Op. 51133 (June 5, 2007) 

· Fremont Inv. & Loan v. McBean, 2007 NY Slip Op. 52229 (Nov. 26, 2007) 

· GE Capital Mtge. Servs., Inc. v. Powell, 2007 NY Slip Op. 27463 (Nov. 13, 2007)  

· HSBC Bank USA v. Perboo, 2008 NY Slip Op. 51385 (July 11, 2008) 

· HSBC Bank USA, N.A. v. Betts, 2008 NY Slip Op. 31170 (April 23, 2008) 

· HSBC Bank USA, N.A. v. Charlevagne, 2007 NY Slip Op. 33673 (Nov. 15, 2007) 

· HSBC Bank USA, N.A. v. Cherry, 2007 NY Slip Op. 52378 (Dec. 17, 2007) 

· HSBC Bank USA, N.A. v. Valentin, 2008 NY Slip Op. 50164 (Jan. 30, 2008) 

· HSBC Bank USA, N.A. v. Yeasmin, 2008 NY Slip Op. 50924 (May 2, 2008) 

· NetBank v. Vaughan, 2007 NY Slip Op. 51197 (June 13, 2007) 

· Nomura Credit & Capital. v. Washington, 2008 NY Slip Op. 50883 (April 30, 2008) 

· Perla v. Real Prop. Solutions Corp., 2008 NY Slip Op. 50846 (April 28, 2008)

· U.S. Bank Nat’l Ass’n v. Maynard, 2008 NY Slip Op. 50883 (April 30, 2008)

· U.S. Bank Nat’l Ass’n v. Grant, 2007 NY Slip Op. 33631 (Nov. 9, 2007)

· U.S. Bank Nat’l Ass’n v. Bernard, 2008 NY Slip Op. 50247 (Feb. 14, 2008)

· U.S. Bank v. Videjus, 2008 NY Slip Op. 50851 (April 29, 2008)

· Wells Fargo Bank, N.A. v. Farmer, 2008 NY Slip Op. 50199 (Feb. 4, 2008) 

· Wells Fargo Bank, N.A. v. Guy, 2008 NY Slip Op. 50916 (May 1, 2008)

· Wells Fargo Bank, Natl. Assn. v. Reyes, 2008 NY Slip Op. 51211 (June 19, 2008)

Other state courts likewise have clamped down on foreclosure practice.  In April of 2008, for instance, the Philadelphia Court of Common Pleas issued a regulation calling for a foreclosure-related early intervention pilot project that mandates mediation and possible work-out programs before lenders can seize property.  Residential Mortgage Foreclosure Diversion Pilot Program, Joint General Court Regulation No. 2008-01 (Pa. Ct. of Common Pleas of Phila. County, First Judicial District, April 16, 2008).  Similarly, in Florida, Chief Judge Donald Moran of Florida’s Fourth Judicial Circuit ruled recently that due to the “dramatically increasing volume of foreclosure cases coming before the court,” the court will no longer allow telephone hearings on foreclosure cases.  Order Governing Telephonic Hearings In Foreclosure Cases In The Circuit Court, Nassau County, Administrative Order No. 2008-08 (Fl. Circuit Ct. of Nassau County, Fourth Judicial Circuit, June 16, 2008).  And in the Ohio Court of Common Pleas for the County of Summit, lenders and/or servicers are now required to file a certificate of readiness simultaneously with a foreclosure complaint.  The certificate of readiness mandates that the lender and/or servicer verify that it is the owner of the note and mortgage upon which the complaint is founded, and that it has custody and control over the original note and mortgage.  In re: Certificate of Readiness for Foreclosure Actions Filed in the Court of Common Pleas General Division, Misc. Order No. 325 (Oh. Ct. of Common Pleas, Summit County, June 1, 2008).

III.
Pooled Mortgages May Present Genuine Obstacles to Foreclosure Actions

On September 26, 2007, Citibank filed a complaint against Kyle E. Coljohn (now deceased) in the United States District Court for the Northern District of Ohio.  Citibank sought to foreclose on a mortgage note valued at approximately $115,000.  Five days after the complaint was filed (and before the defendant even appeared in the lawsuit), Judge Christopher A. Boyko ordered Citibank to prove that it was the holder and owner of the note and mortgage when the complaint was filed.  Citibank failed to comply with the order, and Judge Boyko dismissed, without prejudice, the complaint (along with 13 related complaints).  In re Foreclosure Cases, Case No. 1:07-cv-02949-CAB, order dated October, 30, 2007. 

Citibank re-filed its complaint against Coljohn nine days later, on November 8, 2007.  But after Judge Boyko was assigned to the re-filed case, Citibank filed a Rule 41(a)(2) notice of voluntary dismissal.  To date, Citibank has not further sought to foreclose on the Coljohn note in federal court.  

Most people in the United States buy houses using mortgage loans from banks and other lenders.  As most now know incident to the mortgage-backed securities meltdown of the past few years, mortgage lenders following loan origination typically pool collections of mortgage loans and then convey the loans to investors via mortgage-backed securities or other structured finance vehicles.  This practice among other things enables lenders to disperse exposure to credit risk and in theory increases mortgage credit availability.  The unfortunate drawback to the proliferation of this financing device is that mortgage-backed securities (especially in their more exotic leveraged incarnations) have become exceedingly complex structurally, making it difficult for judges and lawyers to determine who actually owns the underlying properties in a typical securitized mortgage pool.  

In any event, Judge Thomas M. Rose in the United States District Court for the Southern District of Ohio was quick to pick up where Judge Boyko left off in the winter of 2007 as concerns this issue.  On November 14, 2007, Judge Rose dismissed 27 foreclosure actions because of questions relating to whether the plaintiffs (who were putative loan note-holders) had standing when the foreclosure actions were filed.  See In re Foreclosure Cases, 521 F. Supp. 2d 650 (S.D. Ohio 2007).  Judge Rose stated that “this Court has responsibility to assure itself that the foreclosure plaintiffs have standing and that subject-matter-jurisdiction requirements are met at the time the complaint is filed.”  Id. at 654.  Judge Rose then went on to dismiss four more cases in November 2007; each of these dismissals turned on the failure of the plaintiff lenders to establish standing at the time the foreclosure action was filed.  HBC Bank USA v. Rayford, 2007 WL 4190805 (S.D. Ohio, November 21, 2007); MidFirst Bank v. Devenport, 2007 WL 4246271 (S.D. Ohio November 21, 2007); NovaStar Mortg. Inc. v. Riley, 2007 WL 4190802 (S.D. Ohio November 21, 2007); NovaStar Mortg. Inc. v. Grooms, 2007 WL 4190796 (S.D. Ohio November 21, 2007).

IV.
Third Party Nominees May Lack Standing to Bring Foreclosure Actions

On August 28, 2009, the Kansas Supreme Court held that MERS has no right or standing to bring a foreclosure action.  Landmark National Bank v. Kesler, 2009 Kan. LEXIS 834.  MERS is an acronym for Mortgage Electronic Registration Systems; MERS is a private company that registers mortgages electronically and tracks changes in ownership.  The significance of this holding is that if MERS has no standing to foreclose, then it would seem nobody has standing to foreclose on approximately 60 million mortgages.  That is the number of American mortgages currently reported to be held by MERS.  

The court went on to cite several other cases across the nation and stated: “When the role of a servicing agent [MERS] acting on behalf of a mortgagee is thrown into the mix, it is no wonder that it is often difficult for unsophisticated borrowers to be certain of the identity of their lenders and mortgagees.”  In re Schwartz, 366 B.R. 265, 266 (Bankr. D. Mass. 2007) and then cited the Supreme Court of New York (Kings County) that said: “[T]he practices of the various MERS members, including both [the original lender] and [the mortgage purchaser], in obscuring from the public the actual ownership of a mortgage, thereby creating the opportunity for substantial abuses and prejudice to mortgagors . . . , should not be permitted to insulate [the mortgage purchaser] from the consequences of its actions in accepting a mortgage from [the original lender] that was already the subject of litigation in which [the original lender] erroneously represented that it had authority to act as mortgagee.”  Johnson, 2008 WL 4182397, at *4, 873 N.Y.S.2d 234 (2008).

The court viewed MERS as simply a “straw man” when it stated “[t]he relationship that MERS has to (the holder of a loan) is more akin to that of a straw man than to a party possessing all the rights given a buyer.  In the end, the court found that “MERS’s contention that it was deprived of due process in violation of constitutional protections runs aground in the shallows of its property interest. . . .  It lent no money and received no payments from the borrower.  It suffered no direct, ascertainable monetary loss as a consequence of the litigation. Having suffered no injury, it does not [have standing].”  Although the holding of the Kansas Supreme Court is not binding on the rest of the country, other courts will take note the decision. 

V.
Consumers Fight Back and Seek Damages for Wrongful Foreclosures

A.
Whittiker, et al. v. Deutsche Bank Nat'l Trust Co., et al., Case No. 1:08-CV-300 (N.D. Ohio Feb. 7, 2008)

On December 16, 2004 Jerry and Francis Whittiker executed a promissory note with First NLC Financial Services, LLC.  The note was secured by a mortgage to First NLC on property located in Maple Heights, Ohio.  

About two years later, on December 1, 2006, Deutsche Bank National Trust Corporation, claiming that it was the owner and holder of the note executed by the Whittikers, sued the Whittekers in the Cuyahoga County Court of Common Pleas to foreclose on the Maple Heights property.  Deutsche Bank obtained a judgment; the Maple Heights property was sold at a sheriff’s auction in January of 2008.

In February of 2008, the Whittikers (along with three other similarly situated foreclosed-upon homeowners) filed a class action lawsuit against Deutsche Bank and the law firms that represented Deutsche Bank in the foreclosure proceedings.  The complaint contained three causes of action: (1) violation of the Federal Fair Debt Collection Practices Act (“FDCPA”), 15 U.S.C. § 1692e; (2) violation of Ohio’s civil RICO statute, R.C. § 2923.32; and (3) Appointment of a Receiver, R.C. § 2735.01.  The Whittikers’ claims appear to have been sparked by Judge Boyko’s and Judge Rose’s orders in the fall of 2007 dismissing foreclosure complaints because the notes and mortgages had not been assigned to or properly transferred to the foreclosing entities.  In short, the Whittikers asserted that Deutsche Bank and the lawyers who represented it unlawfully foreclosed on their property and the properties of homeowners across Ohio.  Moreover, the complaint alleged the foreclosures were not the result of an oversight, but the product of a systematic scheme to defraud Ohio homeowners.  

The defendants there filed motions to dismiss and/or motions for judgment on the pleadings.  First, the defendants argued that the district court lacked subject matter over plaintiffs’ claims under the Rooker-Feldman doctrine.
  But the court disagreed; it found subject matter jurisdiction existed because the source of the injury of which the plaintiffs complained was the allegedly false information provided by the defendants in the underlying foreclosure proceedings, not the foreclosure judgments themselves.  

The defendants also argued that each of the plaintiffs’ causes of action were subject to dismissal under Rule 12(b)(6) of the Federal Rules of Civil Procedure.  The defendants argued that the plaintiffs’ FDCPA cause of action was time barred.  The FDCPA has a one year limitations period.  The plaintiffs admitted their complaint was filed after the limitations period, but argued the limitations period should be equitably tolled.  The court disagreed; it found that the plaintiffs did not properly allege the elements of equitable tolling in their complaint.  The court further held that the plaintiffs’ FDCPA claims failed as a matter of law because even if Deutsche Bank’s assertion in the underlying foreclosure action that it was the owner and holder of the notes and mortgages was false, that assertion was still not deceptive, misleading or abusive.

Having dismissed the FDCPA action, the only federal cause of action, the court next declined to exercise supplemental jurisdiction over the remaining two causes of action for alleged violations of Ohio statutes.  Consequently, the court denied the defendants’ motion to dismiss those claims as moot.  The case was closed on March 17, 2009.  

B.
City of Cleveland v. Deutsche Bank Trust Co., et al., Case No. 08-646970 (Oh. Ct. of Common Pleas, Cuyahoga County, Jan. 10, 2008) 

Cleveland has been at the epicenter of the growing foreclosure crisis.  Cleveland in January of 2008 filed a lawsuit against twenty-one of the nation’s largest mortgage lenders alleging they are liable to Cleveland under public nuisance doctrine.  In essence, Cleveland asserts that the lenders created a public nuisance by originating toxic sub-prime mortgage loans there under circumstances that made the resulting spike in foreclosures a foreseeable and inevitable result.  In terms of damages, the complaint alleges that homes in Cuyahoga County collectively depreciated more than $462 million due to the lenders’ alleged misconduct. 

After the complaint was filed, Cleveland Mayor Frank Jackson said “[t]o me, this is no different than organized crime or drugs.”  Sacramento Business Journal, Jan. 11, 2008 available at http://sacramento.bizjournals.com/sacramento/stories/2008/01/07/daily58.html.  Further, the Mayor told CNN radio, “[i]f you look at the end result of organized crime activity on neighborhoods, cities and individual lives, sucking equity out, you see the same thing here.”  See Cleveland Sues Lenders of Subprime, CNN, Jan. 11, 2008, available at http://money.cnn.com/2008/01/11/real_estate/ cleveland_lawsuit/index.htm.

All of the defendant lenders in the Cleveland case moved to dismiss the complaint under Rule 12 (b)(6) of the Federal Rules of Civil Procedure.  They each argued that Cleveland’s public nuisance claim failed because (1) it is precluded by Ohio law; (2) it is barred by the economic loss doctrine; (3) Cleveland did not properly allege interference with a public right; and (4) Cleveland did not properly allege proximate cause.  

First, defendants argued that Ohio state law barred Cleveland’s nuisance action.  Ohio Revised Code § 1.63 provides that the state, not municipalities, shall regulate the business of originating, servicing, and collecting loans.  The defendant lenders argued that Cleveland’s lawsuit was an attempt to regulate the origination, servicing, and collecting of loans, and thus was in conflict with state law.  Cleveland countered by arguing that its lawsuit was not a regulatory action, but simply an effort to recover money damages.  The court sided with the defendants on this issue.  The court opined that Cleveland’s “public nuisance” claim betrayed any contention that the lawsuit was aimed at vindicating its private interest rather than protecting its citizens or pursuing some other civic agenda.  Therefore, it ruled that the lawsuit was a regulatory action by a municipal corporation and thus expressly preempted by Ohio state law. 

Second, the lenders argued that Cleveland’s action was completely barred by the economic loss doctrine, which precludes recovery in tort for purely economic losses not arising from tangible physical harm to persons or property.  In response, Cleveland argued the economic loss doctrine does not apply in public nuisance cases.  Cleveland was unable to offer any authority to support this argument.  The court rejected Cleveland’s argument and instead relied on two “well-reasoned decisions” to support its holding that the economic loss doctrine barred Cleveland’s public nuisance claim.

Third, the lender defendants argued that their conduct could not constitute a public nuisance because the sub-prime mortgage lending at issue was permitted, and even encouraged, by government regulation.  Cleveland responded by arguing that otherwise lawful conducted can constitute a public nuisance if performed negligently.  The court again held for the lender defendants here.  It ruled that if the challenged conduct is subject to regulation and the defendant complied with the applicable regulatory structure, the conduct is not actionable under Ohio law as a public nuisance.

Fourth, the lender defendants argued that Cleveland’s public nuisance claim failed to sufficiently allege proximate cause.  The court agreed, noting “[i]t would be tremendously difficult, if not impossible, to determine which of the City’s damages are attributable to Defendants’ alleged misconduct and not to some absent party.”  City of Cleveland v. Ameriquest Mortg. Sec., Inc., 621 F. Supp. 2d 519, 533 (N.D. Ohio 2009).

Notably, the federal Office of the Comptroller of the Currency (“OCC”) in the Cleveland case filed an brief amicus curiae in support of the lender defendants’ dismissal motion.  In short, the OCC argued that Cleveland’s complaint should be dismissed because it was preempted by federal law.  Judge Sara Lioi, who authored the dismissal order, did not address any of the OCC’s arguments.  Judge Lioi did however, dismiss Cleveland’s complaint on May 15, 2009.  Cleveland promptly appealed the order.  The appeal is pending before the Sixth Circuit.  

C.
Brunkhorst v. World Savings Bank, et al., Case No. 5:09-cv-01701-JF (N. D. Cal. Feb, 17, 2009)

On August 18, 2005, Michael Brunkhorst purchased a home loan and entered into an adjustable rate mortgage note three year fixed rate pick-a-payment loan with World Savings Bank FSB, its successors and/or assigns, or anyone to whom the note was transferred.  The pick-a-payment loan was secured by Brunkhorst’s home.  

The pick-a-payment loan allowed Brunkhorst to choose to make mortgage payments one of four ways – to make a minimum payment amount, an interest only payment, a payment based on a 30 –year amortization or a payment based on a 15-year amortization.  The pick-a-payment loan was developed in the early 1980s to give wealthy homebuyers who wanted the option to pay low monthly payments for a period and pay off large portions of their mortgage all at once.  However, in the later years of the recent housing boom, lenders began selling pick-a-payment loans to ordinary borrowers as a means to supposedly reduce monthly payments, often allegedly without adequately disclosing the risks that attend those loans.  

Up to 80 percent of a pick-a-payment borrowers make only the minimum payment each month; some surmise this is because they are not properly informed of the terms of the loan.  The minimum payment does not pay down any of the principal balance of the loan and only pays a portion of the interest that accrues on a monthly basis.  The unpaid interest is then added to the balance of the mortgage, a process called “negative amortization.”  Once the balance reaches a set amount, usually 125 percent of the original loan principal, the loan automatically converts to a fully amortizing loan with a resulting monthly payment far higher than the payment the borrower had previously been making.

The pick-a-payment loan sold to Burkhorst had a low monthly minimum payment, which Burkhorst allegedly believed would cover both the principal and interest on the loan.  In fact, the minimum monthly payment did not even cover the interest due on the loan.  

On February 17, 2009, Burkhorst filed a class action complaint against World Savings Bank and Wachovia Corporation, who acquired World Savings Bank in May of 2006.  The complaint includes only a single breach of contract cause of action, but generally attacks the marketing and sales practices allegedly used in connection with the pick-a-payment loans at issue.  Shortly after it was filed, the Burkhorst complaint was transferred to the Honorable Jeremy Fogel in the Northern District of California, and consolidated for pretrial proceedings with eight other actions in In re Wachovia Corp. “Pick-A-Payment” Mortgage Marketing and Sales Practices Litigation, MDL 2015. 

On April 28, 2009, the In re Wachovia defendants filed an answer to the Burkhorst complaint.  The answer broadly denies all of the material allegations in the complaint.  Since the filing of the answer, no other documents have been filed by either Burkhorst or the defendants.  

The lack of litigation activity on may be the result of Wells Fargo’s acquisition of Wachovia.  After Wells acquired Wachovia it announced that to avoid preventable foreclosures it would provide approximately 478,000 Wachovia customers – including those with pick-a-payment loans – access to programs that may allow for interest rate reductions, term extensions, and even permanent principal reductions.  See Wells Fargo News Release, January 26, 2009 available at https://www.wellsfargo.com/press/ 2009/20090126_Wachovia_HMS.  It will be interesting to watch who the MDL is resolved.

VI.
Conclusion

For years lenders used the foreclosure action as a sword to swiftly oust homeowners from their homes.  However, homeowners, cities, and courts have begun to take a more active role in preventing foreclosures.  To be sure, judges have begun sanctioning lawyers for filing foreclosure actions without the original note.  Homeowners and cities have started filing their own lawsuits against lenders for unlawful foreclosures.  The law is evolving, but one thing is clear: the foreclosure process is more difficult today than it was three years ago.  
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�	The Rooker-Feldman doctrine, in brief, holds that a federal district court generally lacks subject matter jurisdiction to review a state court decision.  Rooker v. Fid. Trust Co., 263 U.S. 413, 416 (1923).   
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