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credit enhancements offered by entities such as insurance compa-
nies, and the complex structures of the securities themselves.9 6

Given this complexity, it is not surprising that the typical investor
in a securitized pool is an institutional investor which is purchasing
such securities either in the secondary market or through a private
placement.9 7 Securitizations are carefully structured to achieve pre-
cise tax, accounting and regulatory treatment to make them attrac-
tive to such investors.98 The net result of the securitization process is
that the investors in asset-backed securities come to own "the rights
to the present and future economic value of the assets."

Typically, securitizations are designed to result in "securities that
are of high quality, as evidenced by a high rating, and saleable on the
capital markets."1°° The process of securitization thereby allows a
firm with a less-than-perfect credit rating to spin off some of its re-
ceivables, such as mortgages, into an instrument that is capable of
having a higher rating than the firm itself.10 1 An additional benefit of
securitization is that it allows investors to manage various forms of
risk that are inherent in the underlying receivables. Thus, the under-
lying credit risk of the receivables can be managed through credit
enhancements and due diligence, prepayment risk can be managed
through pricing, and litigation risk (bankruptcy consolidation, origi-
nator fraud) can be managed by choice of securitization structure.10 2

The basic market requirements for securitizations to thrive are
the following: standardized contracts, grading of risk via underwrit-
ing, historical statistics of performance of similar assets, standardi-
zation of applicable laws, standardization of servicer, quality reliable
supply of quality, credit enhancers, and computers to handle the
complexity of the necessary analyses.10 3

96. See Claire A. Hill, Securitization: A Low-Cost Sweetener for Lemons, 74 WASH. U.
L.Q. 1061, 1073 (1996); see also JOHN FRANCIs HIISON & JEFFREY S. TURNER, ASSET-
BASED LENDING: A PRACTICAL GUIDE TO SECURED FINANCING § 2:6.2 (2000) (describing
various forms of credit enhancements); LORE & COWAN, supra note 8, § 1.4 (identifying
typical third-party providers of credit enhancements as banks and insurance companies
that offer various complex products to meet the needs of proposed securities issuances).

97. See Hill, supra note 90, at 1131.
98. Id. at 1130.
99. SECURITIZATION, supra note 36, § 1.01, at 1-3.

100. Hill, supra note 96, at 1073.
101. See id.
102. Engel & McCoy, Wall Street, supra note 32, at 728-39.
103. Leon T. Kendall, Securitization: A New Era in American Finance, in A PRIMER ON

SECURITIZATION 1, 7 tbl.1.3 (Leon T. Kendall & Michael J. Fishman eds., 1996). For a dis-
cussion on how actuarial data increases credit quality, see Lewis S. Ranieri, The Origins of
Securitization, Sources of Its Growth, and Its Future Potential, in A PRIMER ON
SECURITIZATION, supra, at 31, 40 (discussing how actuarial information increases credit
quality). See also Engel & McCoy, Wall Street, supra note 32, at 721 ("[S]ubprime securiti-
zations are a fairly new phenomenon relative to their prime counterparts, meaning that the
performance of subprime loan pools over time is not yet well understood." (footnote omit-
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Borrowing from Professor Hill,10 4 a typical securitization involves
the following steps:

(1) selection ("pooling") of the receivables to be
conveyed [by the company originating the
transaction (the "originator")];

(2) [creation of a special purpose entity ("SPE") which
buys rights to payment from the selected
receivables from the originator];

(3) creation of [a second SPE] (the "pool") to which the
[rights to the selected] receivables will be conveyed;

(4) establishment of the terms of the securities to be
issued by the pool;10 5

(5) conveyance of the receivables [to the pool];
(6) issuance of the pool securities [in a public offering

or by private placement];
(7) establishment of mechanisms by which the

receivables will be serviced (collected), and the
amounts collected held until payment to the pool's
securities holders; and

(8) .... issuance of the rating agency's rating and the
insurer's guaranty.

1 0 6

The conveyance of the receivables through two SPEs is done to pro-
tect them from being consolidated with the potential bankruptcy es-
tate of the originator of the pool, which could interrupt the flow of
payments to the investors. 10 7 This disaggregation of the risk inherent
in the receivables and the risk inherent in the issuer lowers the effec-
tive cost of a securitization and thereby increases the value of the re-
ceivables to the issuer.18

Once the securitization is complete, the second SPE uses the pro-
ceeds of the issuance to pay the first SPE for the transferred assets,
which in turn uses the proceeds to pay the originator. 0 9 The inves-

ted)). For a discussion on credit enhancement, see Richard Roll, Benefits to Homeowners
from Mortgage Portfolios Retained by Fannie Mae and Freddie Mac, 23 J. FIN. SERVICES
RES. 29, 29 (2003) ("It is impossible to overstate the importance of credit enhancement in
the process of mortgage securitization, one of the most prominent and striking features of
the secondary market.").

104. See Hill, supra note 96, at 1068.
105. The terms (the interest rate, for instance) of the securities are typically different

from the terms of the underlying mortgages. Id. at 1068.
106. See id. at 1077-78.
107. Plank, supra note 95, at 1661-64.
108. See id. at 1662. This lowering of the cost of securitization effectively comes at the

expense of potential creditors of the originator should it file for bankruptcy. See id. at 1657
n.6 (reviewing literature that suggests that securitization is detrimental to the unsecured
creditors of the originator and that securitization can be a technique for judgment proofing).

109. Steven L. Schwarcz, Securitization Post-Enron, 25 CARDOZO L. REV. 1539, 1540
(2004) (describing the process of securitization).
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tors are repaid over time from the principal and interest payments
made by the mortgagors (the borrowers in the underlying loan trans-
actions).110 The resulting securities may be either debt or equity secu-
rities, depending on the structure of the transaction and the per-
ceived needs of the potential investors."1 '

While an individual securitization of receivables can easily top a
billion dollars, 12 the securitization process is conceptually much the
same as any financing or receivables purchase transaction that could
be obtained from a bank or finance company.13 Indeed, nearly any
type of asset with a regular stream of cash payments can be securi-
tized" 4-although certain assets, such as residential mortgages, have
turned out to be particularly attractive candidates.

-The key attraction of investing in asset-backed securities, as op-
posed to individual assets, is that it allows an investor to simultane-
ously choose a narrow type of investment that is likely to meet its in-
vestment criteria while (1) reducing due diligence costs by delegating
a large portion of such tasks to specialized third parties such as rat-
ing agencies;" 5 (2) spreading interest rate, credit, and geographic-
and sector-concentration risk" 6 over a number of similar assets; (3)
reducing the likelihood of interruptions of cash flows by the systemi-
zation of cash flows from a large pool of assets; and (4) providing
greatly improved liquidity over that of the individual assets that are
securitized.

17

Issuers obviously incur certain transaction costs in securitiza-
tions, such as rating agency fees and insurance premiums, that they
would not incur by holding the mortgages in their own investment
portfolios."" However, securitization also allows for certain cost-
savings that frequently outweigh the additional costs; indeed, ra-

110. Id.
111. Joseph Philip Forte, Solving the Mortgage Tax Barrier to Defeasance, in

COMMERCIAL SECURITIZATION, supra note 92, at 416.
112. See, e.g., WELLS FARGO HOME EQurry TRUST 2004-1.
113. See HILSON & TURNER, supra note 96, § 2:6.1, at 2; see also 1 FRANKEL, supra note

95, § 1.1, at 4 (arguing that a security is much like a debt, albeit one that is very liquid).
114. Comm. on Bankr. & Corporate Reorganization of the Ass'n of the Bar of the City

of N.Y., Structured Financing Techniques, 50 BUs. LAW. 527, 532 (1995).
115. See Ranieri, supra note 103, at 38 ("Securitization starts to break down as a con-

cept when the issuer imposes on the investor the responsibility of analyzing the underlying
collateral.").

116. See'SECURITIZATION, supra note 36, § 1.02, at 1-7 to 1-8. For instance, by pooling
mortgages from across the country, the pool reduces risks associated with changes in local
economic conditions as well as risks associated with natural disasters. Id. § 1.02, at 1-8.

117. See id. §§ 1.01-.02 (outlining the benefits of securitization); LORE & COWAN, supra
note 8, § 1.19 (same); see also Michael C. McGrath; Structural and Legal Issues in Securiti-
zation Transactions, in ASSET-BASED FINANCING 2004, at 609, 612-13 (describing additional
benefits of securitization); Alan C. Hess & Clifford W. Smith, Jr., Elements of Mortgage Se-
euritization, 1 J. REAL EST. FIN. & ECON. 331,337-38 (1988) (same).

118. See Plank, supra note 95, at 1668-69.
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tional issuers will only securitize receivables where they believe that
the benefits of securitization exceed the transactional costs.119

The securitization of residential mortgages, in particular, is at-
tractive to loan originators because these mortgages themselves are
not easily traded in a secondary market. 120 To be attractive to inves-
tors, each mortgage would require its own extensive and expensive
evaluation and monitoring, as each typically has its own unique
terms and risks. These unique characteristics would make mortgages
of limited interest on secondary markets that rely on standardization
to reduce the transaction costs associated with conveying assets from
one party to another.1 21 Since the 1970s, investors have become quite
comfortable investing in residential mortgage-backed securities
(RMBS) because the standardization of mortgage terms overcame
these problems.122 And the securitization of subprime mortgages, in
particular, took off when RMBS were designed with characteristics
that insulate them from the increased level of credit risk from the
underlying subprime mortgage collateral pool. 1 23

B. Government-Sponsored Enterprises (GSEs) Create the Secondary
Market

Mortgages have always been bought and sold by investors, but un-
til recently, the secondary market has been an informal arrange-
ment.124 The introduction of RMBS changed that: once RMBS are is-
sued, they can be easily traded on the secondary market with com-
paratively few transaction costs. 25

The most important factor in the development of the secondary
market has been the creation of two government-sponsored enter-
prises by the federal government: the Federal National Mortgage As-
sociation (now known as "Fannie Mae") and the Federal Home Loan

119. Id. at 1669.
120. See Hill, supra note 96, at 1073-74; cf. Peter M. Carrozzo, Marketing the American

Mortgage: The Emergency Home Finance Act of 1970, Standardization and the Secondary
Market Revolution, 39 REAL PROP. PROB. & TR. J. 765, 778 (2005) ("Without a standardized
mortgage document and uniform lending techniques, the secondary market never would
have gotten off the ground.").

121. See Hill, supra note 96, at 1074; see also Eric Bruskin et al., The Nonagency Mort-
gage Market: Background and Overview, in HANDBOOK, supra note 15, at 5, 20 ("Stan-
dardization of loan programs nationwide has been a key element facilitating the develop-
ment and evolution of today's massive MBS market.").

122. LORE & COwAN, supra note 8, § 1.11. RMBS standardization in the 1970s was
driven by secondary market purchasing standards set by government-sponsored enter-
prises. Carrozzo, supra note 120, at 797 (noting that Fannie Mae and Freddie Mac agreed
that first order of business was development of standard mortgage).

123. See TEMKIN ETAL., supra note 49, at 9-10.
124. Van Order, supra note 35, at 236.
125. Id.
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Mortgage Corporation (now known as "Freddie Mac"). 126 Indeed,
these two entities, along with the Government National Mortgage
Association 127 (GNMA and often referred to as "Ginnie Mae"), have
made the U.S. secondary residential mortgage market "the envy of
every other country, 1 28 one that has driven down the cost of mort-
gage credit for tens of millions of borrowers. 129 While these entities
had created a secondary market for certain loans prior to 1970, the
broad secondary market began in earnest with the passage of the
Emergency Home Finance Act of 1970 (EHFA), which allowed GSEs
to purchase and securitize conforming mortgages.113

In this section, I outline the growth of the secondary market in
more general terms. In Part III.C, I take a closer look at the role of
GSEs in the creation of the secondary market.

126. Id. Fannie Mae is the oldest of the GSEs, created in the 1930s as a government-
owned secondary market for loans insured by the Federal Housing Administration. Id. At
first it operated by issuing its debt and purchasing mortgages that it held in its portfolio.
Id. In 1954, it was reorganized to allow private capital to replace federal funds. Lea, His-
torical Perspective, supra note 34, at 164. In 1968, it was moved off the federal budget and
converted into a GSE. Van Order, supra note 35, at 236. In the 1970s, it switched its focus
to conventional loans. Id.

Freddie Mac was formed in 1970 to create a secondary market for the S&Ls. When it
was first created:

[Freddie Mac] dealt only with S&Ls, and Fannie Mae dealt with mortgage
bankers. Now both institutions deal with the same originators. Like Fannie
Mae, it is a private GSE and also is off-budget. It initiated the first MBS pro-
gram for conventional loans in 1971, while Fannie Mae began its conventional
MBS program in 1981. Both GSEs' MBS are similar to GNMA's; for example,
both protect investors against credit risk but not interest rate risk .... Both
Fannie Mae and Freddie Mac fund a significant (about 40 percent) share of
their mortgages with debt ....

Id. at 236-37.
127. Id. at 236.

GNMA was created in 1968 to handle Fannie Mae's policy-related tasks and to
provide a secondary market for government-insured loans. It is on the federal
budget as part of the U.S. Department of Housing and Urban Development
(HUD).

GNMA was responsible for promoting the major innovation in secondary
markets, the MBS.... GNMA deals only in federally insured mortgages, pri-
marily those insured by the FHA and the U.S. Department of Veterans Affairs,
which account for 10 to 15 percent of the market.

Id.; see PETER J. WALLISON & BERT ELY, NATIONALIZING MORTGAGE RISK: THE GROWTH OF
FANNIE MAE AND FREDDIE MAC 7 (2000) (noting that because Ginnie Mae can obtain funds
for FHA and VA loan purchases at lower rates than any of its competitors (including Fan-
nie and Freddie), "it faces no competition for these products").

128. Roll, supra note 103, at 29.
129. See Van Order, supra note 35, at 237. Fannie Mae and Freddie Mac have both

been rocked by accounting scandals in the last year; as a result, there are calls on many
fronts to modify their regulatory status. See, e.g., Stephen Labaton, Limits Urged in Mort-
gage Portfolios, N.Y. TIMES, Apr. 7, 2005, at Cl (describing attempts to increase oversight
over the two companies).

130. See Carrozzo, supra note 120, at 768 (describing the enactment of the EHFA).
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A leading commentator describes two distinct stages in the devel-
opment of securitization. 131 The first stage, in the 1970s, centered on
the use of pass-through securities, but pass-through RMBS left pre-
payment, interest rate, and residual credit exposure risks with inves-
tors.132 These risks significantly limited the pool of potential inves-
tors.1 33 The second stage, which began in earnest in the 1980s, cen-
tered on the division of cash flows and/or credit risk into tranches 34

that met the specific needs of different classes of investors. 3 5

In the late 1970s, "the primary condition" necessary for the explo-
sion of RMBS securitization came about: "a funding shortfall."1 36 That
is, the strong desire for home ownership and the rapid escalation of
housing prices created a demand for residential mortgages that the
S&Ls could not meet. 37 Wall Street firms responded:

[They were] successful over time in changing tax laws to permit
the tax-free pass-through of cash flows from home loans to mort-
gage securities, thereby avoiding double taxation, in modernizing
the investment powers of institutional investors and in developing
the computer technology needed to create new securities out of
cash flows and to track the cash flows. 38

As investors needed to evaluate the risk of RMBS default, which
is a difficult task, specialists stepped forward to provide such ser-
vices. The privileged raters became preeminent providers of evalua-
tions of the riskiness of mortgage-backed securities. 39 Thus, the de-
velopment of credit ratings by agencies such as Standard & Poor's
and Moody's became key elements in the effort to increase confidence
that investors had in such securities.140 And as investor confidence
grew, so did the rating business.' 4 '

131. See Kendall, supra note 103, at 15-16.
132. Id. Typically, the term "pass-through securities" refers to those securities for

which investors are paid out of their percentage ownership share of a securitized pool's
cash flow. See HILSON & TURNER, supra note 96, § 2:6.2, at 2-29.

133. See Kendall, supra note 103, at 15.
134. A "tranche" is a set of securities secured by a particular pool of collateral that has

risk, reward, and/or maturity characteristics that differ from the other tranches secured by
the same pool. See JAN JOB DE VRIES ROBBt, STRUCTURED FINANCE § 10:1 (2005).

135. Definition of Nationally Recognized Statistical Rating Organization, 70 Fed. Reg.
21,306 (Apr. 25, 2005) (to be codified at 17 C.F.R. pt. 240).

136. See Kendall, supra note 103, at 6.
137. Id.
138. Id.; see also Ranieri, supra note 103, at 34 (providing firsthand account of early

history of securitization).
139. Louis H. Ederington & Jess B. Yawitz, The Bond Rating Process, in HANDBOOK OF

FINANCIAL MARKETS AND INSTITUTIONS 23-3, 23-4 (Edward I. Altman ed., 6th ed. 1987).
140. See LORE & COWAN, supra note 8, § 1.11.
141. See Kendall, supra note 103, at 14 ("The credit rating agencies welcomed the

emergence of ratable securities as a new product line that would increase corporate reve-
nues through new issues and subsequent rating review fees."); Roy C. Smith & Ingo Wal-
ter, Rating Agencies: Is There an Agency Issue?, in RATINGS, RATING AGENCIES AND THE
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The impact of securitization has been so great that it is no exag-
geration to say that it is:

one of the most important and abiding innovations to emerge in fi-
nancial markets since the 1930s. It is changing the face of American
and world finance. A revolution has occurred in the way the borrow-
ing needs of consumers and businesses are met. The historic use of
financial intermediaries to gather deposits and lend them to those
seeking funds is being supplemented and even replaced by securiti-
zation processes that bypass traditional intermediaries and link
borrowers directly to money and capital markets.142

During the 1970s, the primary purchasers of RMBS were Fannie
Mae and Freddie Mac as well as the thrifts.143 Since the funding
shortfall of the late 1970s, commercial banks, insurance companies,
pension funds and mutual funds, among other investors, have be-
come large, frequent and active investors in that market.14 4 Invest-
ment in RMBS took off after those institutional investors entered the
market: indeed, the RMBS market has increased by more than 500%
from 1984 through the early 2000s.145

Starting sporadically in the late 1970s, non-federal-related issuers
such as commercial banks and mortgage companies began to issue
residential mortgage-backed securities.1 46 These "private label"
RMBS are issued without the governmental or quasi-governmental
guaranty that a federally related issuer, such as a GSE, would give,
and they are typically backed by nonconforming loans.14 7 The devel-
opment, however, of private label RMBS was "hampered by credit
risk concerns. 1 48 Private label securitization gained momentum dur-
ing the savings and loan crisis in the early 1980s, when Wall Street
firms identified "a unique opportunity to profit from the thrift crisis
by proffering the securitization exit strategy as the solution to the
thrifts' residential portfolio dilemma."149

By the 1990s, the types of mortgage-backed securities that were
offered in the private-label mortgage market became increasingly
complex, moving from single-class mortgage-backed securities to

GLOBAL FINANCIAL SYSTEM 289, 291 (Richard M. Levich et al. eds., 2002) ("The rating
business has grown with the process of financial disintermediation, as bank debt has been
replaced by securities issued in one financial market after another ....

142. Kendall, supra note 103, at 1.
143. LORE & COWAN, supra note 8, § 1.3.
144. Id.; Bruskin, supra note 121, at 9 (providing the history of nonagency securitiza-

tion from late 1970s through mid-1980s).
145. LORE & COWAN, supra note 8, §§ 1.3, 2.23.
146. Forte, supra note 92, at 4-6.
147. See LORE & COWAN, supra note 8, § 2.23.
148. Forte, supra note 92, at 4-6.
149. Id.

[Vol. 33:985
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multiclass Collateralized Mortgage Obligation (CMO)150 and Real Es-
tate Mortgage Investment Conduit (REMIC) structures.15' Then,
starting in the mid-1990s, a significant number of home equity lend-
ers began to securitize their loans as "AAA" MBS. 1

1
2 The net result of

this growth is that "by the end of 2002 more than [fifty-eight] percent
of outstanding U.S. single-family residential mortgage debt was fi-
nanced through securitization.' 153

One cannot fully understand the RMBS market without under-
standing the role of GSEs in creating, stabilizing, and growing that
market. So, I now turn to them.

C. The Ongoing Role of GSEs in the Secondary Market

Fannie Mae and Freddie Mac participate in the secondary market
in two ways: (1) by issuing and guarantying RMBS and (2) by pur-
chasing mortgages and RMBS for their own accounts.14 Indeed, they
are monstrously large, together having $1.81 trillion in assets and
$1.76 trillion in liabilities at the end of 2003.115 GSEs, as the domi-
nant purchasers of residential mortgages, have effectively standard-
ized prime residential mortgages by promulgating buying guide-
lines.156 Such standardization has led to increases in the liquidity and
attractiveness of mortgages as investments to a broad array of inves-
tors.157 The GSEs themselves have seen their purchases of residential
mortgages rise dramatically "from $69 billion in 1980 to more than

150. A Collateralized Mortgage Obligation is "a pay-through bond that directs the total
payment of principal and interest of the collateral pool to structure different types and ma-
turities of securities in order to meet investor requirements and reduce overall borrowing
costs." LORE & COWAN, supra note 8, § 3.12.

151. See id. § 2.23. The Tax Reform Act of 1986 allowed CMOs to elect the favored tax
status of a REMIC, and "[s]ince 1986, most new CMOs have been issued in REMIC form to
create tax and accounting advantages for the issuers." BOND MARKET ASS'N, AN
INVESTOR'S GUIDE TO PASS-THROUGH AND COLLATERALIZED MORTGAGE SECURITIES 3
(2002), http://www.freddiemac.com/mbs/docs/aboutmbs.pdf.

152. Sunil Gangwani, MRS Structuring: Concepts and Techniques, 1 SECURITIZATION
CONDUIT 26, 35 (1998).

153. GAO, CONSUMER PROTECTION, supra note 42, at 72; see LORE & COWAN, supra note
8, § 1.2 (listing additional factors in rapid growth of mortgage securitization).

154. See Fannie Mae, The Industry, http://www.fanniemae.com/aboutfm/industry/
indexjhtml (last visited Mar. 10, 2006); Freddie Mac, Our Business, http:/www.freddiemac.com/
corporate/about/what we-dolbusiness.html (last visited Mar. 10, 2006).

155. Carnell, supra note 7, at 578. As of that date, they also guaranteed $2.05 trillion
in outstanding MBSs. Id.

156. See id.; infra note 176. Fannie Mae and Freddie Mac have also increased the
safety of RMBS investments by offering credit guaranties, "which involves guaranteeing
the credit performance of single-family and multifamily loans for a fee." Fannie Mae, Under-
standing Fannie Mae as a Securities Issuer, http://www.fanniemae.com/mbs/understandingt
index.jhtml (last visited Mar. 10, 2006) (describing mortgage-backed securities).

157. See Raymond A. Jensen, Mortgage Standardization: History of Interaction of Eco-
nomics, Consumerism and Governmental Pressure, 7 REAL PROP. PROB. & TR. J. 397, 400
(1972) (noting that Fannie Mae created a task force to identify "substantive mortgage clauses
which would be essential to make the [uniform form of] mortgage saleable to investors.).



1010 FLORIDA STATE UNIVERSITY LAW REVIEW

$700 billion in 1999."15" By 2003, Fannie Mae and Freddie Mac is-
sued $1.91 trillion of RMBS, and their total outstanding RMBS
amounted to $3.01 trillion. 5 9 The net result of this growth is that the
GSEs' combined share of total bond market debt was 36% in 2003.160

The GSEs' charters restrict the mortgages they may buy.161 In
general, they must buy loans with loan-to-value ratios of 80% or
less 162 and may not buy mortgages with principal amounts greater
than an amount set each year and fixed at $359,650 for a single-
family home for 2005.163 Loans that comply with the restrictions
placed on Fannie and Freddie are known as "conforming" loans.
Those that do not comply with either of these restrictions are known
as "nonconforming" loans. 1s

Fannie Mae and Freddie Mac are now publicly traded corpora-
tions, "but they both have nebulous, implicit guarantees, a perception
by the financial markets that the [federal] government stands behind
their debt, which allows them to borrow (or sell [R]MBS) at interest
rates lower than they would otherwise.' 1 65 In return for this guaran-
tee (one not available to any other private secondary market entity)
and certain other benefits that Fannie Mae and Freddie Mac were
granted, they were expected to grow and stabilize the secondary
market, and it is generally agreed that they achieved these goals. 166

They were also expected to lower the cost of credit for borrowers, al-

158. Van Order, supra note 35, at 236; see also Wayne Passmore et al., GSEs, Mortgage
Rates, and the Long-Run Effects of Mortgage Securitization 1 n.2 (Fed. Reserve Bd., Work-
ing Paper No. 2001-26, 2001), available at http://ssrn.com/abstract=275008 ("During the
1990s, their yearly securitization rate is estimated to have fluctuated between 45 percent
and 78 percent of conventional conforming mortgage originations.").

159. Carnell, supra note 7, at 579.
160. Id.
161. Passmore et al., supra note 158, at 3.
162. Id. This limitation may be lifted if other measures are taken to limit the mort-

gage's credit risk. Id.
163. Holden Lewis, CONFORMING MORTGAGE LOAN LIMITS RISE FOR 2005, BANKRATE,

Dec. 3, 2004, http://www.bankrate.com/brm/newstmortgages/20041203al.asp (stating the
annual adjustment is based on the annual increase in the cost of the average house, as
measured by the Federal Housing Finance Board).

164. Passmore et al., supra note 158, at 5 ("Most private-sector securitizations are
backed by jumbo mortgages or mortgages held by 'sub-prime' borrowers, the bulk of which
have blemished credit histories but adequate assets or income to support a mortgage.");
Bruskin et al., supra note 121, at 6-7 (identifying major categories of nonconforming loans
as jumbos, B/C quality (which includes subprime and low-doc and no-doc loans)). Those
loans that comply with Fannie Mae and Freddie Mac requirements except for the restric-
tion on loan amount are typically referred to as 'Jumbo" mortgages. Passmore et al., supra
note 158, at 5.

165. Van Order, supra note 35, at 237; see also Edward L. Toy, A Credit Intensive Ap-
proach to Analyzing Whole Loan CMOs, in HANDBOOK, supra note 15, at 219, 219 ("Fannie
Mae and Freddie Mac supported securities are also treated by many as having the equiva-
lent of U.S. government backing.").

166. Passmore et al., supra note 158, at 3 (asserting Fannie Mae and Freddie Mac's
"objectives have been largely achieved").

[Vol. 33:985
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though there is significant dispute as to how much they have
achieved this goal. 167

Over half of all residential mortgages are sold into the secondary
market. 16 Of those, Fannie Mae and Freddie Mac now own or securi-
tize more than 80% of the outstanding stock of single-family mort-
gages. 169 The remaining 20% of the secondary market (other than the
portion originated by Ginnie Mae) comes from the "private label"
firms, a large component of which is composed of jumbo mortgage se-
curitizations.

170

Private-label firms are not in a position to compete head on with
GSEs because their cost of capital is greater. 7' Because of this ad-
vantage, Fannie Mae and Freddie Mac can price their securities
more attractively than private label issuers, and they therefore have
nearly the entire "conforming" market to themselves. 172 The fact that
private-label firms cannot compete with GSEs is of key importance in
the subprime market, because Fannie Mae and Freddie Mac are be-
ginning to enter it. 73

Freddie Mac began purchasing subprime loans in 1997, and Fan-
nie Mae began in 1999.174 Both "have moved slowly and have limited
their purchases to the most creditworthy segment of the subprime
market with the most creditworth[iness]." They are believed to own a

167. Id. at 2 ("[We find that GSEs generally-but not always-lower mortgage rates,
particularly when the GSEs behave competitively, because the GSEs' implicit government
backing allows them to sell securities without the credit enhancements needed in the pri-
vate sector.").

168. Van Order, supra note 35, at 237.
169. See Roll, supra note 103, at 32-33 ("Fannie Mae and Freddie Mac have supplied a

large part of the growth in demand for mortgage debt via two distinct channels. First, their
traditional securitization activity increased in relative importance from 1990 through 1993
and now accounts for roughly 25% of all mortgage debt. Second, their retained portfolios of
directly purchased whole loans and MBSs rose steadily during the past decade from about
5% to more than 16% of total mortgage debt.").

170. See Van Order, supra note 35, at 237.
171. Forte, supra note 92, at 4-6; see also WALLISON & ELY, supra note 127, at 1 ('The

lower interest rates that Fannie and Freddie can command because of their government
backing permit them to out-compete any private-sector rival and to dominate any market
they are permitted to enter."). Fannie Mae and Freddie Mac have a number of other com-
petitive advantages over other RMBS issuers. Carnell, supra note 7, at 580-83; see Pass-
more, supra note 158, at 4.

172. See STANDARD & POOR'S, PRICING AND PREPAYMENT CHARACTERISTICS OF
NONCONFORMING MORTGAGE POOLS 1 (2000). The nonconforming rate is usually twenty-
five to fifty basis points higher than the conforming rate. Id.

173. See WALLISON & ELY, supra note 127, at 8 ("In the past, the GSEs purchased al-
most exclusively conventional/conforming loans, because those are the best credits avail-
able in the middle-class market. But increasingly in recent years-as they have foreseen
that their need for assets will outstrip the conventional/conforming market-the GSEs
have entered the market for subprime, home equity, and multifamily housing loans."); Van
Order, supra note 35, at 236-37.

174. GAO, CONSUMER PROTECTION, supra note 42, at 74.
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relatively small portion of outstanding subprime securities. 175 None-
theless, GSEs have had and will have an extraordinary impact on the
subprime secondary market as they become more comfortable operat-
ing in the subprime market.

Fannie Mae and Freddie Mac have issued buying guidelines, indicat-
ing the types of subprime loans that they are willing to purchase. Given
their dominant role in the secondary market, their buying guidelines
will likely affect the terms of the mortgages offered by many originators,
so as to ensure that Fannie Mae and Freddie Mac are potential buyers
of those mortgages. What is most striking about the GSEs' guidelines is
that they are much more lenient than those that are found in the privi-
leged raters' pronouncements described below.

The only general category of mortgages regulated by state preda-
tory lending laws that Fannie Mae and Freddie Mac indicated that
they would not purchase are "high-cost home loans.' 17 6 As we shall
see below, the privileged raters, which have far more power than the
GSEs to impact the entire subprime market, took a far more conser-
vative approach to loans regulated by state predatory lending laws.

IV. THE ROLE OF RATING AGENCIES IN THE SECURITIZATION OF
MORTGAGE-BACKED SECURITIES

All rating agencies derive their power in the secondary market
from the value that investors place on the informational content of
the ratings that they provide.'77 Nearly every securitization of mort-

175. Id. Fannie Mae "introduced a new and improved automated underwriting system
in 1995 and began to accept higher risk loans. Subsequently, Fannie Mae began to vary
some of the terms with the loan's level of risk." Wendy Edelberg, Risk-Based Pricing of In-
terest Rates in Household Loan Markets 3 (Fed. Reserve Bd., Working Paper No. 2003-62,
2003), available at http://ssrn.com/abstract=484522.

176. Fannie Mae, Announcement 04-06, at 3 (Sept. 28, 2004), http://
www.mortgagebankers.org/resident/2004fannie-04-06.pdf; Fannie Mae, Announcement
03-12, at 1 (Nov. 21, 2003), http://mbaa.org/resident/2003/fannieO3-12.pdf; Fannie Mae,
Announcement 03-02, at 1 (Mar. 31, 2003), http://www.mortgagebankers.org/resident/
2003/fannieO3-02.pdf; Letter from Michael C. May, Senior Vice President, Freddie Mac,
to All Freddie Mac Sellers and Servicers (Nov. 26, 2003), http://www.freddiemac.com
sellselbultn/112603indltr.html. Fannie also indicated that it would not purchase
HOEPA "high-cost" home loans and loans with mandatory arbitration clauses. Fannie
Mae, Announcement 04-06, supra, at 3-4. Freddie Mac indicated that it would not buy
"[mlortgages originated with single-premium credit insurance; [m]ortgages with terms
that exceed either the Annual Percentage Rate ("APR") or the points and fees threshold
under the Home Ownership and Equity Protection Act of 1999 ("HOEPA"); or subprime
[m]ortgages with prepayment terms that exceed three years." Letter from Michael May
to All Freddie Mac Sellers and Services, supra.

177. Many commentators see this rating agency role as the dominant one. See Partnoy,
supra note 33, at 633 n.62 (cataloging articles arguing that ratings have informational con-
tent). Such articles ignore or discount the obvious privileged regulatory status of the
NRSROs as well as the consistent finance literature that argues that "credit ratings are of
scant informational value." Frank Partnoy, The Paradox of Credit Ratings, in RATINGS,
RATING AGENCIES AND THE GLOBAL FINANCIAL SYSTEM, supra note 141, at 65.
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gage-backed securities is rated by one, and often two, of the three
dominant rating agencies. 78 The rating that the agency provides "is
an assessment of the likelihood of timely payment on securities."'17 9

The function of the rating agencies is to reduce "the information
asymmetry between issuers of securities and investors.' 180

The three dominant rating agencies derive additional power be-
cause they are granted a privileged status by the Securities and Ex-
change Commission (SEC) and other financial services regulators.
This privileged status results from the incorporation of the privileged
raters' ratings into government regulation of other companies. For
their labors, the privileged raters are compensated by fees from issu-
ers of securities that solicit ratings from them.'8'

While regulators have incorporated the ratings of the privileged
raters into their regulations, the privileged raters themselves are not
regulated in any meaningful way. Thus, to the extent that they make
systemic mistakes or demonstrate systemic biases, they are not ac-
countable to anyone-unless their failings are significant enough to
threaten investor confidence in their work product.

A. How Rating Agencies Rate

The rating process is typically initiated by or on behalf of a securi-
ties issuer.' 82 The issuer then provides the rating agency with informa-

178. See Luke & Burke, supra note 95, at 221; G. Rodney Thompson & Peter Vaz, Dual
Bond Ratings: A Test of the Certification Function of Rating Agencies, 25 FIN. REv. 457, 457
(1990) (suggesting that typically two ratings significantly decrease the yield of a security,
thereby increasing issuer's return); Richard Cantor & Frank Packer, Multiple Ratings and
Credit Standards: Differences of Opinion in the Credit Rating Industry 13 (Fed. Reserve Bank
of N.Y., Research Paper No. 9527, 1995), available at http://www.newyork.orglresearchl
staff-reportslresearch-papers/9527.pdf (arguing that additional ratings "are likely to be most
desirable when the degree of uncertainty about a firm's prospects is large and when the
amount of funds to be raised... is substantial').

179. Schwarcz, supra note 33, at 6.
180. Id. at 10; see also Partnoy, supra note 33, at 632 ("Information asymmetry exists

in markets where sellers have superior information to buyers about product quality, yet
cannot costlessly convey this information to buyers. If buyers are economically rational,
prices in a market with information asymmetry will reflect the average quality of a prod-
uct, and sellers with superior products will bear the cost of the information asymmetry.
Consequently, sellers in such a market will have an incentive to disclose the superior na-
ture of their product so that they can receive the highest price." (footnotes omitted)).

181. See GLOBAL CREDIT ANALYSIS, supra note 15, at 52; infra note 209 and accompa-
nying text. For example, the SEC relies heavily upon the services of NRSROs in Rule 3a-7,
relating to the 1940 Investment Company Act. See Amy K. Rhodes, The Role of the SEC in
the Regulation of the Rating Agencies: Well-Placed Reliance or Free-Market Interference?,
20 SETON HALL LEGIS. J. 293, 345 (1996). Pursuant to Rule 3a-7, "a favorable rating by
only one NRSRO of an asset-backed securities issuance exempts the transaction from the
regulatory scheme" of that Act. Id. It is in this manner that the NRSRO rating reduces the
transaction costs and provides other benefits to issuers of RMBS while also providing a
benefit to the NRSRO itself because of the fees that it can charge to the issuer for the rat-
ing analysis prescribed by Rule 3a-7.

182. See SECURITIZATION, supra note 36, § 9.01, at 9-3.
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tion regarding the issuer's background, strategy, operations systems,
historical performance data, and any other information that may be
relevant." The issuer then typically meets with the rating agency to
explain the proposed structure of the deal, the nature of the underly-
ing assets, and the operations of the originator of the assets.18 4

In order to evaluate the "loss potential" of nonagency mortgage
pools (nonagency RMBS are those that are not issued by GSEs nor by
government agencies, like Ginnie Mae, and are also referred to as
private-label RMBS),'185 rating agencies need to evaluate four key as-
pects of a securitization transaction: (1) frequency of default, (2) se-
verity of loss given default, (3) pool characteristics, and (4) credit en-
hancement and the structure of the security. 186

In order to understand these four key aspects of the transaction,
rating agencies conduct four types of analyses: (1) qualitative, (2)
quantitative, (3) servicing, and (4) legal risk.187

Qualitative Analysis. 'Qualitative analysis involves a review of
those items that could result in a delay or failure of payment to the
investors."' 8 A primary concern here is the risk profile of the origina-
tor.18 9 The rating agency will also review the assets to be contributed
into the collateral pool supporting the securities to be issued to de-
termine, among other things, the predictability of their cash flow. 90

For real property transactions,

rating agencies review a host of issues relating to the underlying
property including, for example, the location and accessibility of
the property, the diversity and number of tenants of the property,
local and regional vacancy rates and rents, the property's physical
condition, the property's management, the terms of the leases of
the property's tenants, the credit ratings of the property's principal

183. Id. at 9-4.
184. Id. at 9-3. While RMBS issuers typically solicit a rating, it is also standard prac-

tice for Moody's and S&P to rate a security even where an issuer has not solicited (and
paid for) a rating. Such ratings are based solely on public information. Alexander W. But-
ler & Kimberly J. Rodgers, Relationship Rating: How Do Bond Rating Agencies Process In-
formation? 1 (EFA 2003 Annual Conference, Paper No. 491, 2003), available at
http://ssrn.com/abstract=345860 (reviewing Moody's unsolicited ratings practices).

185. Lea, Sources of Funds, supra note 34, at 143.
186. Douglas L. Bendt et al., The Rating Agencies'Approach, in HANDBOOK, supra note

15, at 191, 192; see Plank, supra note 95, at 1667 n.42 ("For example, if securities backed
by a pool of receivables need loss coverage or credit enhancement equal to seven percent of
the original principal balance of the receivables to achieve the desired rating, this loss cov-
erage could be in the form of additional collateral: An issuance of $100 million of debt secu-
rities backed by a pool of $107 million receivables ... ").

187. SECURITIZATION, supra note 36, § 9.01, at 9-5.
188. Id.
189. Id. at 9-6.
190. Id.
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tenants, the strength of the local economy, and possible hazards
(such as earthquakes), among other things. 191

Quantitative Analysis. Quantitative analysis involves a review of
the cash flow aspects of the transaction. 192 This quantitative analysis
is a key part of valuating the collateral and determining the credit
enhancement levels; it also is key to determining "the sizing of the
principal amount of the securities to be issued" and determining
whether the issued securities will be able to make timely payment of
the rated securities.1 93

Underwriting Criteria and Servicer Characteristics. Rating agen-
cies review the originators' underwriting criteria as well as the capa-
bilities of the servicers of the loans that are placed within the pool. 9 4

Rating agencies will review individual loans to ensure that they
comply with the originators' stated underwriting criteria. 195 The rat-
ing agency will independently review the servicer when the origina-
tor is not acting as servicer; this is undertaken to evaluate the risk of
delays in payments due to operational problems of the servicer or its
own credit problems. 196

Legal Analysis. Legal analysis involves a review of the legal risks
associated with the proposed transaction. 97 These legal risks, also
called "litigation risks," include the risk that RMBS investors will be
liable for violations of predatory lending laws by the originators of
the mortgages in any given RMBS pool.9 " Other legal risks evaluated
by the rating agencies include the following:

191. Id.
192. Id.
193. Id.; see also GLOBAL CREDIT ANALYsIS, supra note 15, at 470 ("Accounting for the

potential variability of collateral losses is important in the structured finance rating proc-
ess because more variable pool losses, with constant expected pool losses, generally implies
higher expected losses for investors.').

194. SECURITIZATION, supra note 36, § 9.01, at 9-11; Schorin et al., supra note 79, at 83
("Loan servicers who have extensive experience with A borrowers have found that their
expertise in that arena does not necessarily, or even generally, carry over into the B and C
sector. The cost of servicing B and C loans could easily double that of servicing A loans.').

195. SECURITIZATION, supra note 36, § 9.01, at 9-11.
196. Id.; Bruskin et al., supra note 121, at 29 ("Many of the servicer's functions are

critical to the credit quality of a transaction. In addition to collecting the monthly pay-
ments and passing the cash flows to the trustee, the servicer handles delinquent loans, ini-
tiates foreclosure procedures, and liquidates properties when necessary.").

197. SECURITIZATION, supra note 36, § 9.01, at 9-10.
198. See Engel & McCoy, Wall Street, supra note 32, at 723 ("Litigation risk is the possi-

bility that borrowers will bring predatory lending claims or, when charged with nonpayment,
raise predatory lending defenses against the trusts that own their loans.'); LORE & COWAN,
supra note 8, § 9.6 ("Another legal consideration that can be expected to affect the rating of a
mortgage-backed security relates to what legal remedies and procedural rules are available to
the issuer under state and local laws to enforce mortgage loan covenants, particularly upon
default in payment of principal and interest of the mortgages. Usury statutes may operate to
limit enforcement of interest rate provisions of mortgage loans in default; foreclosure laws
(such as homestead laws and statutory rights of redemption) and local procedural rules may
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(1) the effects of a bankruptcy of the issuer on the
structure and cash flows, 199

(2) the regulatory issues of the issuer/industry,
(3) the legal structure of the sale (that is, true sale or a

loan),
(4) the requirements necessary for a perfection of secu-

rity interests,
(5) contractual restrictions (such as negative pledge

covenants), and
(6) the tax implications on the Special Purpose Entity

and investors.
20 0

This Article focuses on the legal risk that investors in an RMBS
pool will be held liable for violations of predatory lending laws by the
originators of the mortgages in any given pool.

B. The Dominant Rating Agencies Enjoy Privileged Regulatory
Status as Nationally Recognized Statistical Rating Organizations

For the purposes of this Article, the term "privileged regulatory
status" refers to the role of the privileged raters as gatekeepers to
other private financial entities which are attempting to access the fi-
nancial markets.20 1 This status results from the favorable treatment

prevent the holder from obtaining title to property securing defaulted mortgage loans in a
timely manner; and anti-deficiency laws effectively may preclude the possibility of timely re-
sale of foreclosed property by the issuer. Additional protection may be required to achieve a
desired securities rating, depending upon the terms of the collateral instruments and the ju-
risdictions where the mortgaged properties are located.").

199. Historically, "[t]he main legal and regulatory considerations in structured financ-
ings are concerned with the potential insolvency of the issuer or other participants in the
transaction." GLOBAL CREDIT ANALYSIS, supra note 15, at 497.

200. See David W. Forti & Blasd B. Iaconelli, Commercial Mortgage-Backed Securities
and the Rating Agency Process, in SECURITIZATIONS: LEGAL AND REGULATORY ISSUES §
19.05 (Patrick D. Dolan & C. VanLeer Davis III eds., 2005).

201. Richard Cantor, Moody's Investors Service Response to the Consultative Paper Is-
sued by the Basel Committee on Bank Supervision "A New Capital Adequacy Framework,"
25 J. BANIING & FIN. 171, 179 (2001) ("By using ratings as a tool of regulation, regulators
fundamentally change the nature of the rating agency product. Issuers pay rating fees, not
to facilitate access to the capital market, but to purchase a privileged status for their secu-
rities from the regulator. As a result, licensed rating agencies will have a product to sell
regardless of the analytic quality of their ratings and their credibility with the investor
community."); Schwarcz, supra note 33, at 2 ('CTo a large extent, the almost universal de-
mand by investors for ratings makes rating agencies gatekeepers of the types of securities
that investors will buy.... This unprecedented power, combined with their de facto control
over international debt markets, makes the issue of whether rating agencies should re-
main unregulated more urgent." (footnotes omitted)); see Paul Robbe & Ronald Mahieu,
Are the Standards Too Poor?: An Empirical Analysis of the Timeliness and Predictability
of Credit Rating Changes 1 (Jan. 31, 2005) (unpublished manuscript), available at
http://ssrn.com/abstract=648561 ("In the United States, banks and other financial institu-
tions have only been allowed to hold bonds of investment grade quality (i.e., bonds that are
rated BBB- or better) ever since 1936. As a consequence, having a credit rating has become
a necessity in order to acquire external debt capital.").
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