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Introduction

The current subprime mortgage crisis demands new thinking by all participants in
consumer bankruptcy cases. Debtors often are forced into bankruptcy by their inability to
make their mortgage payments. Few consumer bankruptcy attorneys have the
background or experience to critically evaluate the debtor’s residential mortgage, note
and underlying transactions. Important claims and defenses often arise under the Federal
Truth in Lending Act (“TILA”), Regulation Z, and a wide variety of tort and statutory
claims and defenses available under state law.'

Moreover, consumer mortgagors are often inundated with offers of “help” from
unscrupulous participants in the residential real estate market. These offers may consist
of straw-man purchases and equity-sale and lease-back with option to buy schemes,
among others. These can often be recharacterized as equitable mortgages and therefore
subject to claims and defenses available against mortgages generally.

The consumer bankruptcy attorney must evaluate all of these possibilities in order
to assist the debtor in completing his schedules. Failure to assert a potential claim or
defense in schedules could be fatal to subsequently bringing such a claim” and subject the

consumer bankruptcy attorney to professional liability.



If the consumer bankruptcy attorney does perceive such a claim and schedules it,
important strategic questions arise. Should the case be filed in chapter 7 or chapter 13?
If the chapter 13 case is filed, should the mortgage-related action be filed in the
bankruptcy court or some other court? Should it be filed prior to bankruptcy? Should the
bankruptcy case be filed at all?

These concerns are not limited to consumer bankruptcy attorneys. Chapter 7
trustees must be acutely aware of issues commonly arising in residential mortgages to
discharge their obligation to investigate all assets owned by the bankruptcy estate and all
claims available to the estate. Chapter 7 trustees should ask each debtor with a consumer
mortgage loan transaction to reveal the circumstances behind that loan transaction.
Trustees should review the loan origination papers for any irregular transactions. Even a
cursory, but standardized and systematic evaluation of mortgage transactions by chapter 7
trustees, especially refinancing transactions, will lead to a surprisingly large number of
potential causes of action. The chapter 13 trustee should insist that the debtor’s attorney
make the same sort of examination. A plan which does not at least consider the validity
and enforceability of the largest single obligation in the case, perhaps the obligation
which forced the debtor into bankruptcy in the first place, might not be in the best interest
of creditors, much less the best interest of the debtor.

When loan transactions can be challenged under TILA and Regulation Z, or under
common law theories, the rescission remedy can effectively transform the lender’s
secured claim into an unsecured claim, or at the very minimum, significantly reduce the

amount of the lender’s secured claim.”> The consequences to the administration of a



bankruptcy case can be dramatic. When mortgage rescue fraud transactions can be
recharacterized as equitable mortgages and avoided or rescinded, the consequences can
lead to surplus estates. When tort claims can be brought, establishing that an illegal or
unconscionable mortgage transaction necessarily forced the debtor into bankruptcy,
substantial damages might be recovered from the participants in the transaction. When
lawyers and others aid and abet in the perpetration of fraud, deeper pockets might be
found to satisfy legitimate claims against the estate.

While the issues and remedies suggested here are particularly pertinent today, in
light of market conditions in the residential mortgage market, they suggest an approach
which always should be taken by consumer bankruptcy practitioners, including trustees.

Most, if not all, consumer bankruptcy practitioners have assumed, without
question, that a residential mortgage note is valid, enforceable, due and owing in the
amount specified by the mortgage lender. One should not make that assumption. Indeed,
one should not assume anything.

Who is the Mortgagee?

One can no longer assume that the entity pursuing the claim is in fact the legal
holder of the note or mortgage in question. In the past, yet within our professional
memory, a residential mortgage would be originated by a local savings and loan
association and held in that institution’s portfolio. The capital for such a loan would be
derived from local savings accounts of local customers. Mortgage capital would be
raised in the community and reinvested in the community.

After the implosion of the savings and loan industry, a new capital formation

model developed. Mortgages were originated by mortgage brokers and wholesalers, who



in turn would sell their mortgage paper in a secondary market. Mortgage paper now
becomes security for a pool of bonds known as “collateralized debt obligations™ and
derivative products. The detail in the endorsement and negotiation of mortgage notes and
the assignment and due recordation of transfers of interests in mortgages has become less
than punctilious. Does this matter? Perhaps.

Those economically interested in mortgages in the secondary residential mortgage
market contend that they are holders in due course of the mortgage notes and related
mortgages. In many instances, mortgagors are defrauded in the original extension of
credit. While a holder in due course takes free of personal defenses,” it must take the
note by negotiation, without notice that it has been dishonored, without notice of an
unauthorized signature, and without notice of any defenses or claims of recoupment.’

Suppose that the note has not been negotiated in good faith for value prior to the
debtor’s default, or the holder is raising fraud or recoupment claims against the originator
of the loan? Such defenses would be available against a subsequent holder, who is not a
holder in due course.

Bankruptcy practitioners should review the records of the applicable recorder or
registrar of deeds to see if the mortgagee who asserts a claim is the mortgagee on the
original document. Many lenders avoid the need to make a recorded assignment of a
mortgage by utilizing Mortgage Electronic Registration System as nominee. This does
obviate the need to make a recorded assignment of the mortgage, but it does not obviate
the need to negotiate the note.

Chapter 7 trustees are frequently confronted with motions by the putative holder

of the mortgage for relief from the automatic stay within days of the commencement of



the case. While many courts require mortgagees to attach copies of the mortgage and
notes as to which stay relief is sought, many other courts do not. The moving party may
refrain from pleading a) the date and original holder of the note and mortgage; b) the
recording information for the original mortgage; and c) any facts about the assignment or
transfer of the mortgage and note from the original holder to the current holder.

These are not petty details. On October 31, 2007, Judge Christopher Boyko of the
United States District Court for the Northern District of Ohio dismissed fourteen cases in
which plaintiffs sought to foreclose on securitized residential mortgages in default.® The
opinion was featured in a front-page article in The New York Times on November 15,
2007. Plaintiffs, typically bond trustees for collateralized debt obligations, were unable
to establish that they were the holders of the notes or assignees of the mortgagees in
question. The Ohio foreclosure cases carry significant implications in bankruptcy cases.

The holder of the note evidencing the debt should be considered the holder or
owner of the corresponding mortgage pursuant to the Uniform Commercial Code.”
Nevertheless, a secured creditor ought not to be able to obtain relief from stay absent
evidence that it actually is the holder and owner of the note and mortgage.

If the secured creditor perfects its transfer of the note and mortgage after the
bankruptcy, and particularly after it becomes aware or should become aware of personal
defenses arising from the origination of the loan, it loses its status as a holder in due
course.® Indenture trustees for bondholders of collateralized debt obligations rely upon
their status as holders in due course to immunize them from substantial defenses which
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Bibler v. Arcata,’’ contains an interesting discussion as to whether a note in a residential



mortgage transaction is a negotiable instrument, holding in the affirmative. To the
contrary is Bankers Trust v 236 Beltway Associates, T \which held that the note was not a
negotiable instrument because on its face there was not enough information to determine
the sum due. The note was a variable rate note. Subsequently, the Uniform Commercial
Code was amended to provide that variable rate notes could nonetheless be considered
negotiable instruments.'? Nevertheless, each note must be examined carefully to
determine if it meets the requirements of negotiability. Absent negotiability, the
“investor” can not be considered a holder in due course and will be subject to personal
defenses."?

The Uniform Commercial Code is clear that one must take an instrument by
negotiation, in good faith, and without notice of personal defenses in order to be a holder
in due course.' In today’s fluid mortgage market, actual negotiation of the note may not
have taken place at all. Or it may not take place until at or near the time of foreclosure.

If a debtor in chapter 13 or a trustee in chapter 7 bankruptcy proceedings
identifies fraud or other irregularities in the inception of the loan, they will likely be able
to assert that the “investor” is not a holder in due course and therefor takes its note
subject to all UCC 3-305(a) defenses.

Does the Mortgagee have a Secured Claim?

Too often, it is presumed that the mortgagee has a valid and enforceable secured
claim. It is not necessarily so. One cannot overlook formal requisites. Is the mortgage
executed properly? Is the mortgage properly notarized or witnessed? Has the mortgage
been timely recorded? Failure to adhere to formal requisites can be fatal to the

mortgagee’s secured claim. Mortgage transactions are not always conducted in the



decorous circumstances of an escrow office. Surprisingly many transactions are closed in
the borrower’s homes, or in fast food restaurants or on the hood of a car in a parking lot.
Sloppy mistakes can occur under these circumstances. Moreover, mortgages are not
always recorded promptly. Sometimes, the mortgage is recorded within 90 days of the
commencement of a bankruptcy case and more than 30 days after the mortgage was
executed. Under these circumstances a mortgage can perhaps be avoided by a trustee in
bankruptcy as a preferential transfer.
Avoidance Actions

Legal Sufficiency of Document, Execution or Recording

Each practitioner must be aware of the local formal requirements. If the mortgage
fails to meet the formal requisites, it may be ineffective to create a lien. It is not the
intent here to be exhaustive but rather illustrative. For example, in some states, witnesses
are required.” In some states, failure to properly notarize the mortgage renders it non-
recordable or of ineffective notice even if it could otherwise give inquiry notice.'® In
some states, an incorrect legal description renders the mortgage ineffective.'” In other
states, extrinsic evidence might be admitted to establish the correct legal description.'® Tt
has also been held that a defective legal description might be reformed."

Timeliness of Recordation - Preference

If the mortgage is not timely recorded, an action to avoid the mortgage as a
preferential transfer might lie. Lenders may claim as a defense that the mortgage was
nevertheless recorded substantially contemporaneous with the extension of credit, and
therefore, the late perfection of the mortgage was not a preference.”’ Two lines of cases

have developed on this point. The first suggests that the 30-day period allowed within



which lien perfection®' relates back is a “bright-line” test and that liens perfected
thereafter may be avoided as a preference without regard to whether they were recorded
substantially contemporaneously within the meaning of Section 547(c)(3) of the
Bankruptcy Code.”? The second line of cases calls for a flexible case-by-case approach.”
This issue is presently unsettled and there are well reasoned opinions on both sides of the
question. The authorities are collected in /n re Alexander, cited above at note 21.

Faced with preference claims, lenders sometimes assert an equitable lien or
equitable subrogation to the extent that the proceeds of the mortgage were utilized to pay
off a prior mortgage obligation. Bankruptcy courts have been split as to whether this
vitiates a preference claim.”* Some bankruptcy courts enforce the “safe harbor”
provisions of Bankruptcy Code section 547 strictly, holding that a substantially
contemporaneous recording more than 30 days after it was executed is insufficient and
further holding that equitable subrogation has no applicability.”.

Consideration should be given to who has standing to raise such claims. Powers
and rights belonging to a trustee must be asserted by the trustee in chapter 7 cases. The
debtor has the powers and rights of a trustee only in chapters 11 and 12.*” Does a
chapter 13 trustee have standing to bring such claims? May a debtor bring such claims in
the name of the chapter 13 trustee? There are two lines of cases adopting contradictory
and opposing views as to whether a chapter 13 debtor enjoys independent standing to
exercise the avoidance powers of the trustee. The majority of such cases hold that the
debtor’s avoidance powers are limited to the extent necessary to avoid impairment of an
exemption pursuant to Section 522(h). Otherwise, chapter 13 debtors do not have

. . . . 2
independent standing to exercise the trustee's avoidance powers.”®



Given the Supreme Court’s strong “plain language” stance regarding the
Bankruptcy Code,” it is hard to imagine how a debtor might have standing to pursue a
trustee’s rights under a chapter 13 case where there is explicit authority to do so in
chapter 11 and 12, but not in chapter 13.

Defenses, Counterclaims and Recoupment against Mortgagees in Bankruptcy
Introduction

The debtor’s residence is frequently the largest single asset in a consumer
bankruptcy case. Accordingly, the debtor’s residential mortgage will be the largest debt
in the case. In contrast to the scrupulous attention always given by the debtor’s attorney
and trustees to the due perfection, validity and enforceability of secured claims in
business cases, little attention or thought has been given over the years to important
defenses which might be available against residential mortgages. For years, trustees and
debtors have routinely responded “no defense” to motions for relief from the automatic
stay presented by mortgage lenders.

Clearly, a large proportion of mortgages have been originated properly, duly
perfected and are regular in every respect. However, all too many are not. All too many
end up being fully enforced even though substantial claims and defenses might have been
interposed. Here, we first examine defenses and counterclaims which may be interposed
against residential mortgages in bankruptcy cases. Then, we consider responses which
such defenses and counterclaims may evoke. Finally, we focus on particular problems
which must be addressed by chapter 7 trustees, chapter 13 trustees, and debtors in such
cases.

Truth in Lending Act — Regulation Z



Participants in the consumer bankruptcy process frequently view themselves in a
rather narrow role. Chapter 7 trustees tend to focus on liquidation of assets and possibly
avoidance actions. Chapter 13 trustees tend to focus on case administration. Debtors’
attorneys focus on obtaining a discharge in chapter 7 and plan confirmation in chapter 13.

A key thread often neglected in consumer bankruptcy cases is that the debtor is a
consumer. And the fact that the debtor is a consumer means that the debtor has consumer
causes of action and defenses which may be interposed.

The Federal Reserve Bank of Chicago says the following about Regulation Z on
its website:

Regulation Z establishes uniform methods of computing the cost of credit,
disclosure of credit terms, and procedures for resolving errors on certain
credit accounts. It also gives consumers the right to cancel certain
transactions involving their principal residence.

The credit provisions of the regulation apply to all persons who extend consumer
credit more than 25 times a year or, in the case of consumer credit secured by real estate,
more than 5 times a year. Consumer credit is generally defined as credit offered or
extended to individuals for personal, family, or household purposes, where the credit is
repayable in more than four installments or for which a finance charge is imposed.

The major provisions of the regulation require lenders to:

. provide borrowers with meaningful, written information on

essential credit terms, including the cost of credit expressed as an annual

percentage rate (APR)

. respond to consumer complaints of billing errors on certain credit

accounts within a specific period

. identify credit transactions on periodic statements of open-end

credit accounts
. provide certain rights regarding credit cards
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. provide good faith estimations of disclosure information before
consummation of certain residential mortgage transactions

. provide "early" disclosure of credit terms to consumers interested
in adjustable rate mortgages (ARMS) and home equity lines of credit
. comply with special requirements when advertising credit.*

Regulation Z, issued by the Federal Reserve Bank, is promulgated pursuant to the

Federal Truth in Lending Act. The first section of Regulation Z is worth reading:

Regulation Z, is issued by the Board of Governors of the Federal Reserve
System to implement the Federal Truth in Lending Act, which is contained
in title I of the Consumer Credit Protection Act, as amended (15 U.S.C.
1601 et seq. ). This regulation also implements title XII, section 1204 of
the Competitive Equality Banking Act of 1987 (Pub. L. 100-86, 101 Stat.
552). Information-collection requirements contained in this regulation
have been approved by the Office of Management and Budget under the
provisions of 44 U.S.C. 3501 et seq. and have been assigned OMB number
7100-0199.

(b) Purpose. The purpose of this regulation is to promote the informed use
of consumer credit by requiring disclosures about its terms and cost. The
regulation also gives consumers the right to cancel certain credit
transactions that involve a lien on a consumer's principal dwelling,
regulates certain credit card practices, and provides a means for fair and
timely resolution of credit billing disputes. The regulation does not govern
charges for consumer credit. The regulation requires a maximum interest
rate to be stated in variable-rate contracts secured by the consumer's
dwelling. It also imposes limitations on home equity plans that are subject
to the requirements of §226.5b and mortgages that are subject to the
requirements of §226.32. The regulation prohibits certain acts or practices
in connection with credit secured by a consumer's principal dwelling.*'

Regulation Z is not typically considered to be an important weapon in the arsenal
of bankruptcy practitioners. Until very recently, it does not appear that any chapter 7
trustee has regularly utilized Regulation Z and TILA in administration of chapter 7
cases.””> Review of the reported decisions suggests that there have been a few “hot-spots™
in the nation where Truth in Lending Act and Regulation Z claims have been utilized in

chapter 13 cases by debtors.”> No instance has been found where a chapter 13 trustee has
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initiated a Truth in Lending Act or Regulation Z case. A few instances have been found
where Truth in Lending Act or Regulation Z cases were pending prior to the bankruptcy
case. These tend to relate to issue preclusion concerns for failure to schedule the claim or
Rooker-Feldman concerns arising because the mortgage foreclosure case in state court
has already resulted in a judgment adverse to the debtor.

This article does not propose to present an exhaustive analysis of TILA or
Regulation Z. The authoritative work in this area the Truth in Lending Manual published
and updated frequently by the National Consumer Law Center.** Rather, the focus of this
segment is to consider the implications of TILA and Regulation Z for all aspects of
consumer bankruptcy cases

Overview of TILA — Regulation Z; Fundamental Principles

Congress has legislated extensively on the subject of Consumer Credit
Protection.® In enacting title 41 of Chapter 15 of the United States Code:

The Congress finds that economic stabilization would be enhanced and the

competition among the various financial institutions and other firms engaged in

the extension of consumer credit would be strengthened by the informed use of
credit. The informed use of credit results from an awareness of the cost thereof by
consumers. It is the purpose of this subchapter to assure a meaningful disclosure
of credit terms so that the consumer will be able to compare more readily the
various credit terms available to him and avoid the uninformed use of credit, and
to protect the consumer against inaccurate and unfair credit billing and credit card
practices. *°

There are three highly important sources of law to be considered in analyzing the
rights of consumers under TILA.

First, reference must be made to the statute itself. For federal consumer credit

rights in mortgage transactions, the source of law is to be found in Parts A and B,

12



Subchapter I (Consumer Credit Disclosure), Chapter 41 of Title 15 of the United States
Code”’

TILA, however, cannot be read in a vacuum. One must also carefully consider
Regulation Z promulgated by the Federal Reserve Board in order to implement the
statute. °® Also of critical importance is the Federal Reserve Board’s Official Staff
Commentary on Regulation Z.** The Supreme Court has held that unless the Federal
Reserve Board’s Official Staff Commentaries are “demonstrably irrational,” they are to
be treated as dispositive.** As a result, the Seventh Circuit Court of Appeals recently
held that TILA is to be interpreted in a hypertechnical fashion in favor of the consumer.”’
In Hamm, the Seventh Circuit held that the failure to use the word “monthly” in the Truth
In Lending Disclosure Statement afforded the mortgagor an extended three-year right of
rescission, holding:

TILA’s purpose is achieved by promoting uniformity in credit

documents. Atypical terms and forms can confuse borrowers,

leading them to agree to credit products that they might have

rejected had they understood them properly. For that reason,

TILA requires that many items of information be disclosed in

specified ways. If a lender does not disclose one such piece of

information in the specified way, leaving the borrower to make
assumptions, then TILA has been violated.

Although there is an ample body of law dealing with Truth in Lending Act
violations, it is surprising how relatively infrequently reported decisions appear in the
bankruptcy courts. It appears that legal aid bureaus and consumer advocates who have
awareness of the defenses and claims under TILA, as well as defenses to mortgage
foreclosure in general, are generally not bankruptcy attorneys. Consumer bankruptcy

attorneys, in general, do not have awareness, much less expertise, in defenses to

mortgage foreclosures, including consumer credit protections under TILA.
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TILA Basics

TILA is applicable to “creditors.”**

Only transactions involving “consumers” are
covered.” Under TILA and Regulation Z, a consumer engaged in a covered credit
transaction with a credit is entitled to clear, conspicuous and accurate disclosures of the
loan terms.** The loan terms must be disclosed in the form of a Truth In Lending
Disclosure Statement (“TILDS”) * The TILDS must be given to the borrower before the
consummation of the loan transaction.*® If the transaction is rescindable, the disclosures
must be made to each consumer who has the right to rescind.*’” Theoretically, one could
argue that a separate copy of the TILDS is required for both the husband and wife, for
example, making a loan. Cases have not been found on either side of this issue.

In the case of non-purchase money residential mortgages, each consumer must
receive two copies of a Notice of Right to Cancel within 3 business days of closing in a
form which meets all regulatory requirements.”® If the creditor fails to give two copies of
a proper Notice of Right to Cancel to each person whose ownership interest in the
residential dwelling which is subject to lien, each such person is entitled to an extended
three-year right to rescind. The three year statute of repose does not apply to the
utilization of rescission under TILA when used in defense to a mortgage foreclosure or
for recoupment. ** Frequently, consumers receive fewer than two copies each of a proper
Notice of Right to Cancel at a closing even though they are asked to, and do, sign a
statement on the Notice of Right to Cancel acknowledging that they received the two
copies. This acknowledgment, which, in fact, is frequently false, does no more than
create a rebuttable presumption that each consumer did receive two copies of the Notice

of Right to Cancel. *° Upon testimony that the consumer did not receive two copies of
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the Notice of Right to Cancel, or indeed, any of the necessary disclosures, the burden
then shifts to the creditor or the creditor’s assignee to prove that all necessary disclosures
and documents were provided.”'

There are a wide variety of instances which might give rise to an extended three-
year right to rescind under TILA. For example the Initial Disclosure Statement might
have failed to provide or accurately state all of the information required, such as the
“Amount Financed,” the “Finance Charge,” the “Annual Percentage Rate,” proper
disclosures regarding variable rate loans, proper recitation of the payment schedule,
demand feature, late charge features, pre-payment premium features, assumption policies
and several others. Moreover, the tolerances for errors in these disclosures are very
small.”

Even if the mortgage has been assigned from the original lender to another lender,
the subsequent lender is still subject to any right of rescission which might be retained by
the consumer.” Moreover, the assignee is liable for statutory damages for the initial
failure to give proper TILA disclosures where the deficiency is apparent on the face of
the document.>*

Mortgage lenders in consumer bankruptcy cases are used to getting their way with
very little resistance. So, rescission can be a most powerful right, particularly in the
hands of a chapter 7 trustee or a chapter 13 debtor. Upon rescission, “the security interest
giving rise to the right of rescission becomes void and the consumer shall not be liable for

any amount, including any finance charge.”’

Within 20 days the creditor must take any
action required to cancel the security interest and must return any money paid on the

loan.”® At that point, the consumer must tender to the creditor the value of the money or
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property received.”’ The tender amount, sometimes referred to as the TILA tender, is
reduced by any amount paid on the loan (unless previously returned). Courts can modify
the timing of the rescission and the nature of the tender as deemed equitable under the
circumstances.™

TILA in the Courts

Comparatively few cases involving TILA have arisen in the context of
bankruptcy. Most have arisen in either direct actions in federal courts or as
counterclaims to mortgage foreclosures in state courts. In the interest of brevity, we
focus here particularly on TILA cases in the various federal circuit courts of appeal, or
which represent the views of the various circuits. From that point of departure, we then
review salient cases involving TILA in the context of bankruptcy.

Supreme Court Decisions

Three relatively recent decisions from the United States Supreme Court bear
analysis. Ford Motor Credit Co. v. Milhollin®® is often cited for basic principles
concerning TILA and its relationship with Regulation Z. While holding that Regulation
Z does not mandate generalized disclosure of an acceleration clause in a note, the
Milhollin Court sets out many principles of statutory construction often repeated in
subsequent cases in many courts. For example, “a high degree of deference to the FRB
staff's

consistent administrative interpretation that the statute and regulations is warranted.”

Moreover, the Court emphasized Congress’ intent to defer to the staff of the
Federal Reserve Board relative to its regulations pursuant to the Truth in Lending Act,

stating,
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“Furthermore, Congress has specifically designated the Federal Reserve Board
and staff as the primary source for interpretation and application of truth in
lending law. Because creditors need sure guidance through the "highly technical”
Truth in Lending Act, S.Rep. No. 93-278, p. 13 (1973), legislators have twice
acted to promote reliance upon Federal Reserve pronouncements.”®
The Court went on to note: “The enactment and expansion of § 1640(f) has significance
beyond the express creation of a good faith immunity. That statutory provision signals an
unmistakable congressional decision to treat administrative rulemaking and interpretation
under TILA as authoritative.”®' Accordingly, the Court held that the interpretations of
the Federal Reserve Board staff were authoritative and binding. The Court could not
engage in “interstitial lawmaking” so long as the Federal Reserve’s rulemaking was not

irrational .%?

Household Credit Services, Inc. v. Pfennig,"as Milhollin, denied relief to the
consumer, holding that an overlimit charge by a credit card issuer to a credit card holder
was not a “finance charge” within the meaning of Regulation Z. However, again, the
Court reached its conclusion by expressing strong, if not mandatory, deference to the
rule-making authority and staff interpretations of the Federal Reserve Board. While
recognizing the validity of the Sixth Circuit’s holding that, “as a remedial statute, TILA
must be liberally interpreted in favor of consumers,” 64 the Court nonetheless denied relief to
the consumer, holding that an overlimit fee was not a “finance charge” but rather an
“other charge which may be charged incident to a plan.” Since the Federal Reserve
Board’s rules and interpretations excluded overlimit fees from the definition of “finance

charge,” the Court determined that this interpretation was binding upon the courts.

17



Also noteworthy in context of this discussion is the Supreme Court’s decision in
Koons Buick Pontiac GMC, Inc. v. Nigh.”” While this opinion is well known for its
conclusion that damages were substantially limited in the case of TILA violations on
retail installment sale contracts for automobiles and other personal property, the Court
also emphasized Congress’ intent in amending TILA to provide for enhanced damages
and remedies in the case of violations of TILA involving closed end real estate

transactions such as mortgages.*®

While each of the three Supreme Court cases cited had the effect of limiting
remedies available to consumers, the language of the Courts’ opinions, particularly
Milhollin, has often been cited in support of the definitive nature of the Federal Reserve
Board’s rules and staff interpretations. Perhaps the most impressive example of this view
to date is the Seventh Circuit Court of Appeals’ 2007 decision in Hamm v. Ameriquest
Mortgage Company.®” There, the Court held that the failure of the TILDS to use the
word “month” or “monthly” to describe the periodicity of payments under the borrower’s
loan compelled granting her an extended three-year period within which to rescind her
loan. The court cited Milhollin for the proposition that it was required to defer to the
Federal Reserve Board Staff Commentary in interpreting the Truth in Lending Act and
Regulation Z. The Commentary makes it clear that lenders must specify the payment
intervals or frequency on the TILDS. Even if the lender fails to disclose just one piece of
required information on the TILDS, it violates TILA. Its signature line in the opinion
reverberates throughout the lending industry, “when it comes to TILA, ‘hypertechnicality

reigns.””
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The “hypertechnicality” standard is not followed universally. As the Seventh
Circuit panel acknowledged, the First Circuit has specifically rejected the
“hypertechnicality” standard.®” However, when the Seventh Circuit tried to adopt a
functional approach in Carmichael v. Payment Center, Inc.,”® the Federal Reserve Board
staff amended its commentary to essentially overrule the opinion and instead, opt for the
hypertechnical approach now embraced by that court.

In contrast to Hamm, where a rather important term, the periodicity of the loan
payments, was left out from the TILDS, in Santos-Rodriguez, the Notice of Right to
Cancel to the borrower was provided on the “H-8” form for “same lender refinancing”
rather than the “H-9” form for “different lender refinancing.” There are some subtle but
distinct variations in the borrower’s rescission rights in the former situation compared to
the latter. The First Circuit held that the requirements of TILA were met even though the
Notice of Right to Cancel was on an incorrect form. It held that there was no requirement
that the notice be on any particular form and that the models in appendix to Regulation Z
were not mandatory. The First Circuit rejected the Seventh Circuit’s opinion in Handy,
distinguishing it on the facts as well, and instead embraced an unreported decision from
the Sixth Circuit,” as well as two cases from the Fifth Circuit, seeming to accept less
than perfect notice of rescission rights as long as the notice was “clear and conspicuous.”

The Fourth Circuit not only has declined to strictly enforce TILA, it now seems to
have conditioned the borrower’s entitlement to invoke its benefits to the borrower’s
equitable and proper conduct in connection with the transaction.”” Although the lender
failed to provide Notice of Right to Cancel at the closing, the borrower had lied about his

income and was not in a position to tender.”” While the court characterized the lender’s
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violation as “hypertechnical,” it did not decide the case on the basis of the lender’s
violation, but rather on the borrower’s inequitable conduct and inability to tender. The
court held that the TILDS was only off by $100 and therefore was compliant.
Accordingly, the new TILDS was not required despite that it was not necessarily in
proper form.

The Third Circuit states that the correct standard for failure to comply with TILA
is strict liability.”* In Johnson v. Chase Manhattan Bank, USA, NA,  the Court observed
that the specific date on which the right to cancel expires has to be inserted in the Notice
of Right to Cancel. Failure to indicate the specific date has not been found to be
excusable in any case found by or cited to the court.”® [don’t understand this last
sentence]

While not a decision of a circuit court of appeals, the Eighth Circuit Bankruptcy
Appellate Panel’s decision in Groat v Carlson’” is instructive. The Eight Circuit BAP
recognizes the salutary and remedial nature of TILA. However, it read the 1995
amendments to TILA as expressing Congress’ intent that minor errors were not to be
considered grounds for rescission. The BAP held that a typographical error referring to
the date within which the borrower had to cancel as a date in 2001 rather than 2002 was
not seriously misleading and essentially a bona fide clerical error. The BAP also held
that nothing in the regulations required the lender to sign the Notice of Right to Cancel.

TILA in the Bankruptcy Courts

Bankruptcy cases that have considered TILA appear almost exclusively in the
context of chapter 13 cases, where such claims are pursued by debtors. Cases involving

chapter 7 typically have involved converted chapter 13 cases. In a few reported cases,
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defendants rightly point out that the TILA case becomes property of the chapter 7 estate
and only the chapter 7 trustee has the right to pursue the TILA claim.” To date, no
reported decision has been found where the chapter 7 trustee has commenced and
pursued a TILA case to judgment.” A chapter 7 trustee’s TILA claim attacking a
mortgage granted by a debtor to her divorce lawyer was dismissed because the lawyer
was not a “creditor” within the meaning of TILA.*

The few cases involving TILA in chapter 7 cases seem to address the relative
rights of the debtor and the trustee to pursue TILA claims where the debtor claims a large
homestead interest in the real estate. For example, in Layell v. Home Investment Bank,®’
the debtor commenced a TILA adversary proceeding in the bankruptcy court in response
to the lender’s motion for relief from stay. Without commenting on the debtor’s
standing, the Fourth Circuit Court of Appeals dismissed an appeal of that order as
interlocutory.

A chapter 7 trustee settled a debtor’s class action claim for a minimal amount in
excess of the debtor’s wild card exemption.*” Two Kansas bankruptcy court decisions
reach contradictory results on the question of homestead exemptions.* In re Ross
appears to be the better reasoned opinion, essentially holding that TILA claims might
have aspects which could partake of homestead exemptions and other aspects which
might not. More typically, however, TILA claims in the bankruptcy court seem to be
pursued in the context of chapter 13. ** Rodrigues is representative of many cases
brought in the Bankruptcy Court in Rhode Island. There, the debtor successfully
rescinded a loan which violated the Home Owners Equity Protection Act (HOEPA)

provisions of TILA*® and also which failed to provide the debtor with two copies of the
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Notice of Right to Cancel. The Court found the debtor’s testimony credible and that she
had rebutted the presumption that she received two such copies by reason of having
signed a statement to that effect.®®

The analysis of Judge Feeney in Whitley v. Rhodes ' is highly instructive. It
demonstrates substantial differences in TILA remedies which might be fashioned in the
context of a bankruptcy case as compared to non-bankruptcy cases. There, the debtor
filed chapter 13 shortly after a private mortgage lender sought to foreclose. Shortly
thereafter, the debtor commenced an adversary proceeding seeking a determination that
the mortgage had been rescinded by reason of a variety of TILA violations as well as
statutory damages and actual damages under a variety of state law theories.

First, the Whitley Court held that the mortgage loan violated TILA because
several fees, costs and expenses charged to debtor at the mortgage closing properly
should have been included in the finance charge. Accordingly, the finance charge was
materially understated. Material understatement of the finance charge renders the TILDS
invalid and triggers an extended three-year right to rescission.

Because the case arose in the context of a bankruptcy case, Judge Feeney did not
condition rescission on an immediate tender by the debtor, even though she
acknowledged that she had great flexibility in fashioning the tender requirement. Relying
upon In re Myers,*® Judge Feeney stated:

In Myers, Bankruptcy Judge Hillman adopted the reasoning advanced by

the district court in In re Celona, 98 Bankr. 705, 707 (E.D. Pa. 1989), a

case in which the court stated that "'judicial preconditioning of

cancellation of the creditor's lien on the customer's tender is inappropriate

in bankruptcy cases." This Court can conceive of circumstances where the

statutory right to rescind might be conditioned upon an obligor's tender

based upon equitable considerations, in which case a determination as to
whether the effect of a rescission notice is a substantive right not subject
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to discretionary action or a procedural step subject to the last sentence of

section 1635(b); however, this case is not one of them. [footnote omitted]

As the court stated in Aquino v. Public Fin. Consumer Discount Co., 606

F. Supp. 504 (E.D. Pa. 1985), "courts in their effort to insure a just result

should not forget that the TILA 'was passed primarily to aid the

unsophisticated consumer' and that it was "'intended to balance scales

thought to be weighted in favor of lenders and ... to be liberally construed

in favor of borrowers." Id. at 509, citing Thomka v. A.Z. Chevrolet, Inc.,

619 F.2d 246, 248 (3d Cir. 1980), and Bizier v. Globe Financial Services,

Inc., 654 F.2d 1, 3 (1st Cir. 1981).

Having concluded that the mortgage was rescinded, the bankruptcy court noted
that Rhodes, the mortgagee, by then himself a chapter 7 debtor whose interests were
being represented by a bankruptcy trustee, was scheduled as a creditor in Whitley’s
bankruptcy. As a result of Whitley’s timely rescission, the court held that Rhodes was
limited to an unsecured claim in Whitley’s bankruptcy estate:

The Court finds that the Debtor's notice of rescission was valid (the omission of

the words "Services" in the address preceding the salutation was harmless as

Rhodes was correctly identified in the first sentence of the rescission letter).

Accordingly, upon receipt of the notice, the mortgage was void, and Rhodes's

claim became an unsecured claim. See Regulation Z, 12 C.F.R. § 226.23(d)(1)

And to add insult to injury, since Rhodes’ chapter 7 trustee failed to timely file a
proof of claim in Whitley’s chapter 7 case, Rhodes’ unsecured claim was disallowed.

A more recent opinion, /n re Ramirez, 89 a decision of the federal district court of
Kansas, on appeal from a decision of a chapter 13 bankruptcy court, reflects the current
majority view. There, the district court affirmed the bankruptcy court’s decision that the
mortgage loan was subject to rescission owing to improper disclosures. The court also
affirmed the finding as to the amount of the tender which was required under TILA.

However, the court found that the mortgagee and the debtor-borrower had “reciprocal

obligations” under TILA. The purpose of rescission and reduction of the mortgagors’
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claim was to allow the borrower the opportunity to refinance the property and to pay the
lender that which it was entitled to after having credited the debtor-borrower for the
amounts of principal, interest and fees improperly collected. The court stated:

Under § 1635(b), the Ramirezes were obligated to tender property to Household

upon their rescission of the loan and after Household had returned all costs and

interest. As recognized by the bankruptcy court, the parties had “‘reciprocal
payment obligations under the TILA and § 1635(b)and Regulation Z §
226.23(d)(2) and (3).”” The Ramirezes’ claim for damages accrued as a part of the

Rescission Violation and Household’s claim for the reciprocal payment obligation

arose out of the same transaction, that is, the Ramirezes’ rescission. Accordingly,

the obligations were in fact part of the same transaction for purposes of
recoupment, and the bankruptcy court properly exercised its discretion to deduct
the Rescission Violation damages from the post-rescission balance due

Household.

Essentially, Ramirez allows the mortgagee a secured claim in the “TILA tender”
amount of the mortgage less the amount to which the mortgagor was entitled by reason of
the offsetting TILA rescission damages. Both the Whitley or the Ramirez formulations
are highly beneficial to chapter 13 debtors. Further, either the Whitley or the Ramirez
formulation would be highly beneficial to any chapter 7 trustee who might choose to
pursue TILA claims.

The Rooker-Feldman doctrine™ is often raised as a defense to TILA claims in
chapter 13 cases. While debtors may have the right to file chapter 13 cases after a
foreclosure judgment in state court but before sale, and while the TILA claim
theoretically exists so long as the borrower has an interest in the property, many courts
hold that TILA cases cannot be pursued after the state court enters a judgment of
foreclosure since the TILA claim could have been raised in the state court foreclosure

proceeding.”’ A claim for rescission under TILA could essentially undo a state court

mortgage foreclosure judgment. So the TILA claim is said to be “inextricably
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intertwined” with the foreclosure case for purposes of Rooker-Feldman analysis. Thus, a
judgment of foreclosure in the state court will be the death knell for a subsequent TILA
case in the bankruptcy court or anywhere else. Of course, there is nothing to stop a trustee
in a chapter 7 case from intervening in the state court mortgage foreclosure to interpose
the TILA claim prior to judgment and sale.

The Supreme Court has made clear in Exxon Mobil v. Saudi Basic Indus. Corp.,”
that the Rooker-Feldman doctrine applies only where the state court disposition is final.
Query: is a foreclosure case final after judgment or only after sale and confirmation of
the sale, for Rooker-Feldman purposes? In In re Hodges (Hodges v. CIT Corporation)®
Bankruptcy Judge Goldgar ruled that a judgment of foreclosure was not final because
there were numerous steps to be taken after the judgment of foreclosure and prior to the
time that the defendant became a “state court loser” for Rooker-Feldman purposes.

At least one case has allowed a chapter 13 trustee to pursue a TILA claim.’* In
that case, the chapter 13 trustee filed a proof of claim for a creditor specifically so that
she could object to it and file a TILA claim against it. That level of zeal is rarely
demonstrated by chapter 13 trustees.

An issue unique to bankruptcy jurisdiction is whether a TILA case for rescission
or statutory damages is a core or non-core proceeding. Cases which have considered this
have reached both conclusions.”> Given that the TILA case does not seem to arise under
the bankruptcy code or the case itself, it seems more likely than not that a court would
treat a TILA cases as “related to” the main bankruptcy case for core proceeding purposes.
As such, after trial, report and recommendation to the district court is called for along

with de novo appellate review.
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Very high interest rate loans may lead to not only rescission remedies, but also
assignee liability pursuant to the provisions of the Home Owner Equity Protection Act of
1994 (HOEPA).”® HOEPA amended TILA in 1994 to require enhanced disclosures for
very high interest rate mortgage loans. This act is powerful in that it imposes assignee
liability. However, the market has responded to HOEPA by, essentially, eliminating
loans which would fall within its ambit. So the statute essentially serves as a cap on
interest rates for loans sold to the secondary market. °’

Nevertheless, HOEPA can be a formidable weapon when used to attack mortgage
rescue transactions, particularly sale-leaseback transactions which can be recast as
equitable mortgages.”® The entire topic of mortgage rescue fraud, as well as the role
HOEPA can play in response, is discussed below.

State Law Claims

Mortgage transactions that might be subject to rescission or statutory damages are
often originated under dubious circumstances. Mortgage originators may have
committed fraud or misrepresented terms to the prospective borrower. Mortgage brokers
may have engaged in false advertising. They may have offered an attractive mortgage to
the borrower but ended up switching the borrower to a higher rate mortgage with more
onerous terms. They may have taken advantage of a customer because of race,
nationality or language. They may have taken advantage of a person of advanced age.

A wide array of statutes exist at the state level throughout the United States. They
may be generally referred to as UDAP statutes, that acronym referring to Unfair and
Deceptive Acts and Practices.” Here, we attempt to report as many of these statutes as

possible. There may be other statutes that practitioners in a particular state might be
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familiar with and all readers are invited to inform the author of statutory provisions

available in their state so that a more complete table can be provided. A comprehensive

analysis of each state’s consumer fraud and deceptive business practice acts is beyond the

scope of this paper, but such an analysis has been published and is available online.'"

State Statute Name Codification
Alabama Deceptive Trade Practices Act Code of Alabama
Title 8, Chapter 19
§§ 8-9-1 — 8-9-15
Alaska Consumer Protection Act, AS 45.50.471 through 45.50.561;
Arizona Consumer Fraud Act A.R.S. 44-1521
Arkansas Arkansas Code Ann § 4-88-101 et seq
California Bus. & Prof. Code §§ 17200 et seq., and
17500
et seq.
Consumers Legal Remedies Act Cal. Civil Code § 1750 ef seq.
Colorado Colorado Consumer Protection Act §6-1-101 CRS (2003)
Connecticut | Connecticut Unfair Trade Practices Act Conn. Gen. Stat.
42-110(b)
Delaware 6 Delaware Code § 2511 ef seq
Florida Florida Deceptive and Unfair Trade Florida Stat. 501.201 et seq.
Practices Act
Georgia Georgia Fair Business Practices Act of 0.C.G.A 10-1-390 et seq.
1975
Hawaii Hawaii Rev. Stat.
§480-2 and §487-5(6)
Idaho Consumer Protection Act Idaho Code
§§ 48-601-48-619
Illinois Consumer Fraud and Deceptive Business | 815 ILCS §§ 505/1 -505/12
Practices Act
Uniform Deceptive Trade Practices Act 815 ILCS
§§ 510/1-510/7
Indiana Deceptive Consumer Sales Act Ind. Code Ann.
§§22-5-0.5-1 —
22.5-0.5-12
lowa Iowa Code §§714.16-714.16A
Kansas Consumer Protection Act Kan. Stat. Ann. §§50-623-640
Kentucky Consumer Protection Act Ky. Rev. Stat
§§ 367.10-367.990
Louisiana Unfair Trade Practices and Consumer La. Rev. Stat. Ann.
Protection Law §§ 51.1401-51:1420
Maine Unfair Trade Practices Act Me. Rev. Stat. Ann.
Tit. 5 §§205A — 214
Uniform Deceptive Trade Practices Act Me. Rev. Stat. Ann.
Tit. 10 §§1211-1216
Maryland Maryland Consumer Protection Act Md. Com. Law Code Ann. §§ 13-101-13-
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Massachusetts | Regulation of Business Practice and Mass. Gen. Laws. Ann ch93A
Consumer Protection Act
Michigan Michigan Consumer Protection Act M.C.L. 445.901 et seq
M.S.A. 19.418(1) et seq
Minnesota Minnesota Prevention of Consumer Fraud | Minn. Stat. 325F.69 ef seq.
Act
Mississippi | Mississippi Consumer Protection Act Miss. Code. Ann.
§§75-24-1 (Rev. 2000)
Missouri R.S.Mo. ch. 407.010 to 407.130
Montana M.C.A. 40-14-101 et seq
Nebraska Nebraska Consumer Protection Act Neb. Rev. Stat
§§ 59-1601 ef seq.
Uniform Deceptive Trade Practices Act Neb. Rev. Stat
§§ 87-301 ef seq.
Nevada Nevada Deceptive Trade Practices Act Nev. Rev. Stat.
598.0903-598.0999
New N.H. Rev. Stat. Ann. 358-A
Hampshire
New Jersey | New Jersey Consumer Fraud Act. N.J.S.A. 56:8-1 et seq.
New Mexico | New Mexico Unfair Trade Practices Act NMSA §57-1-2 et seq.
New York N.Y. Gen. Bus. Law
§§ 349 & 350
Executive Law
§ 63(12)
North North Carolina Unfair and Deceptive N.C.G.S. §75-1.1 et seq.
Carolina Trade Practices Act
North Dakota NDCC Sections 51-15-01 et seq.
Ohio Ohio Consumer Sales Practices Act R.C. § 1345.01 et seq.
Oklahoma Oklahoma Consumer Protection Act 15 0O.S. §§751 et seq.
Oregon Oregon Unlawful Trade Practices Act ORS 646.605 et seq.
Pennsylvania | Unfair Trade Practices and 73 P.S. §201-1 et seq
Consumer Protection Law
Rhode Island | Unfair Trade Practice and Consumer R.I. Gen. Laws § 6-13.1-1, et seq
Protection
Act
South Unfair Trade Practices Act, S.C. Code Ann. §39-5-10 ef seq.
Carolina
South Dakota | South Dakota Deceptive SDCL Ch 37-24
Trade Practices Act
Tennessee Tennessee Consumer Protection Act Tenn. Code Ann.
§48-18-101 et. Seq.
Texas Texas Deceptive Trade Practices and Tex. Bus. and Com. Code § 17.41 ef seq.
Consumer Protection Act (Vernon 2002 and Supp. 2003)
Utah Title 13 of the Utah Code
Vermont Consumer Fraud Act 9 V.S.A. § 2451 et seq.
Sec. 100.18(1)
Virginia The Virginia Consumer Protection Act Va. Code Section 59.1-196 ef seq.
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Washington | Unfair Business Practices/Consumer R.C.W. 19.86
Protection Act

West Virginia Code Section 46A-1-101 et seq.
Wisconsin Fraudulent Representation Wis. Stat. 100.18
Unfair Business Practices Wis. Stat 100.20

Wis. Stat. 100.27

Wyoming Wyoming Consumer Protection Act Wyo. Stat. Ann §§40-12-101 et seq.
(2003)§

UDAP claims essentially sound in tort. Bankruptcy practitioners, particularly
bankruptcy trustees and consumer bankruptcy attorneys, are not accustomed to thinking
in terms of tort. However, pursuit of such claims could turn a no-asset case into a surplus
case. Trustees and bankruptcy attorneys can at the very minimum learn to identify the
existence and potential of such claims and then associate themselves with counsel who
knows how to pursue them.

Common Law Theories

It is common in mortgage related litigation for claims to be raised for a variety of
tort related theories, including, but not limited to, common law fraud, intentional
misrepresentation, negligent misrepresentation, aiding and abetting fraud, fraud in the
inducement and conspiracy. Bankruptcy practitioners can ask debtors who are forced
into bankruptcy by predatory mortgage lenders about the facts and circumstances behind
the origination of their loan.

Clearly, not every subprime mortgage loan will give rise to any or all of the
suggested causes of action. However, a startlingly large proportion of subprime loans
arose under highly questionable circumstances. Effective representation of debtors as
well as effective administration of bankruptcy estates by trustees demands that these
questions be asked and that these claims be pursued when appropriate.

Mortgage Rescue Fraud
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Debtors in bankruptcy frequently have been victims of mortgage rescue fraud. '!
A common scenario involves stripping equity from the victim’s home in order to “save
the house” from foreclosure. This frequently involves a quitclaim deed to the “investor”
or “rescuer” who in turn might provide a lease to the homeowner and an option to “buy
back” the property at a later date. These schemes, when examined closely, are no more
than equitable mortgage transactions. And if the mortgages are negotiated through an
intermediary, like a broker or some other financial advisor, these equitable mortgages
invariably will be subject to the enhanced disclosure requirements of HOEPA.'** The
“rescuer’s’” almost invariable failure to think about TILA or HOEPA, much less to
comply with it, will result in an almost certain opportunity to rescind the loan transaction
and get the consumer’s money back from the predatory lender.

The author has successfully pursued TILA and HOEPA claims in his role as
trustee both in the bankruptcy court and the Illinois state courts. To date, these claims
have been framed as complaints to avoid fraudulent transfers. However, they also
interpose HOEPA claims to give rise to assignee liability. They also partake of fraud,
conspiracy, aiding and abetting fraud and breach of fiduciary duties as against other
participants in this sort of highly orchestrated transaction.'”® These additional theories
can be exceptionally useful as participants in such transactions may have assets, errors
and omissions insurance or title insurance to provide a source of payment.

The laws relating to equitable mortgages as well as statutes specifically directed
to mortgage rescue fraud and predatory lending are evolving rapidly. Internet blog
resources cited below are extremely comprehensive and current, and therefore highly

recommended to all readers of this work.'®* “The Home Equity Theft Reporter Cases &
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Articles” 1s perhaps the finest internet resource on this subject. The anonymous author of
this material speaks in the first person and has provided broad and deep materials which
are up to the minute and national in scope. This author’s public service should be
publicly acknowledged and emulated.
Mortgage Servicing Claims

Improper origination of loans is not the only ground for potential claims in
bankruptcy cases. Mortgage servicing has also been the source of many abuses,
especially in the subprime market. Perhaps the most notorious case is Nosek v
Ameriquest Mortgage Corporation.'” There, the scope of the mortgage servicing abuses
was so great that substantial damages were awarded to the debtor for the mortgage
servicer’s violations of the Real Estate Settlement Procedures Act (“RESPA”). Pursuant

196 t6 the loan

to RESPA, a borrower is entitled to make a Qualified Written Request
servicer. Within 20 business days, the servicer must acknowledge the Request and within
60 business days, the servicer must respond to the Request with information regarding the
present ownership of the note and mortgage and the loan history and application of
payments under the loan. Abuses in the servicing industry have become almost
legendary. Trustees and debtors, through consumer bankruptcy attorneys, should know
their rights and pursue them as necessary.'"’
Conclusion

Today’s widespread residential mortgage foreclosure rate is as high as it has been

in a generation. The impact on housing and financial markets is massive. However, the

impact on debtors and bankruptcy estates is also profound. There are ample tools for

participants in the bankruptcy process to vindicate important rights for themselves, their
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clients, and the estates for which they are fiduciaries. Bankruptcy courts should become
increasingly aware of these issues and tools as they are likely to be confronted by them

more frequently for the next several years.
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