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The Mortgage Meltdown and  
the Failure of Investor Protection
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ABSTRACT: The aftermath of the US mortgage 
meltdown of the late 2000s revealed the biggest 
failure of investor protection since the Great Depres-
sion: the securities laws did not allow investors in 
non-agency mortgage-backed securities (MBS) to 
recover losses on the securities even though there 
had been material misstatements and omissions 
when the securities were sold. The key issue was 
the short time limit for starting a lawsuit under 
those laws. Many investors did not become aware 
of the nature of their claims until after the time 
limit had expired. A lot of investors pursued alter-
native legal theories, such as contract claims, but 
short time limits were also an issue there. The 
mortgage meltdown produced losses on the order of 
$1 trillion (±20%), most of which were borne by 
non-agency MBS investors. The underlying cause 
of those losses was an industry-wide breakdown of 
mortgage lending and securitization practices from 
around 2005 through 2007. The nature of that 

breakdown was not fully revealed until many years 
later through investigations by the US Department 
of Justice, which revealed the nature and extent of 
the problems in a series of major settlements starting 
in 2013. 

TOPICS: MBS and residential mortgage 
loans, financial crises and financial market 
history, CMBS and commercial mortgage 
loans*

America’s capital markets have been 
the envy of the world for more 
than 75 years because they are 
effectively regulated and require 

comprehensive disclosure to investors. 
They are viewed as honest markets, where 
deceit, misrepresentation, and fraud in the 
sale of securities are prohibited (Securities 

• The mortgage meltdown produced $1 trillion (±20%) of losses from 2007 through 2016. 
The losses were borne primarily by investors in non-agency mortgage-backed securities 
(MBS).

• The cause of the mortgage meltdown was an industry-wide breakdown of loan origination 
and securitization practices. The breakdown of practices was not disclosed to non-agency 
MBS investors when they made their investments.

• Laws intended to protect investors from misstatements or omissions in the sale of securi-
ties did not work effectively. The maximum time limit for starting lawsuits to recover 
losses was very short. In most cases, the time limit expired before investors even learned 
the relevant facts about how they had been misled.

KEY FINDINGS
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and Exchange Commission 2019). Investors around 
the world invest in the US markets because they have 
integrity and there are multiple checks in place to ensure 
that misrepresentations are remedied. Indeed, the finan-
cial industry’s leading trade association has highlighted 
this as a key source of strength (Securities Industry and 
Financial Markets Association 2018):

The US capital markets are the bedrock of our 
nation’s economy and the deepest and most liquid 
in the world. That depth and efficiency is evi-
denced by the size of our gross domestic product, 
the strength of the US commercial sector, the 
level of home ownership, and the vast national 
infrastructure across the fifty states in comparison 
to the rest of the world.

* * *

The historic success of the US capital markets has 
been bolstered by a regulatory framework focusing 
on investor protection, transparency, safety and 
soundness. The US regulatory structure was first 
put in place 85 years ago, and Congress and policy 
makers have continually reviewed and supple-
mented it to keep pace with market developments 
and a changing national and global economy.

Nonetheless, the Mortgage Meltdown of the 
late 2000s left many investors reeling. They suffered 
huge losses on non-agency mortgage-backed securities 
(MBS)1 issued from roughly 2005 through 2007. Those 
losses came from a wave of defaults and foreclosures on 
mortgage loans originated during those years. During 
that time, there was a broad deterioration of practices 
across the mortgage lending and securitization industry.2 
Lenders frequently did not follow their own lending 

1 The term “non-agency MBS” refers to mortgage-backed 
securities that are not issued or guaranteed by Ginnie Mae, Fannie 
Mae, or Freddie Mac. Mortgage-backed securities issued or guar-
anteed by those entities are called “agency MBS.”

2 Securitization is a financing tool. It is a close cousin to tra-
ditional secured debt. In a securitization, a company raises money 
by issuing securities that are backed by specific assets. In most cases, 
the underlying assets are ones that produce reasonably reliable cash 
f lows. In many cases, the assets are loans or leases, such as mortgage 
loans or auto loans. In other cases, the cash f lows come from other 
kinds of sources, such as patent royalties, mutual fund fees, or future 
export receivables (e.g., from oil extraction). The key is that cash 
f low from the underlying assets can be reasonably analyzed and is 
used as the source of funds for making payments on the securities.

criteria when they originated millions of loans. Many 
borrowers were given loans that were larger than they 
could afford to repay. Lenders also frequently allowed 
exceptions to their lending guidelines while failing to 
require compensating positive factors from these bor-
rowers. In addition, lenders often accepted deficient 
property appraisals and mischaracterized investment 
properties and vacation homes as borrowers’ primary 
residences.

Disclosure about the various risks that may affect 
an investment security is a fundamental feature of the 
capital markets. In the case of non-agency MBS, inves-
tors expected to receive (and were entitled to receive) 
securities offering materials that included fair descrip-
tions of the risks in the securities. They did not. The 
offering materials generally omitted information that 
was known to the transaction sponsors and that would 
have affected investors’ decisions about whether to 
purchase the securities and at what price. The offering 
materials omitted disclosure about the deficient lending 
and securitization practices.

The deficient practices remained concealed for a 
number of years. The full extent of the breakdown in 
practices started to come to light in 2013, when the 
US Department of Justice (DOJ) began settling law-
suits against the major banks. Many of the settlements 
included detailed statements of fact describing how the 
subject banks’ lending and securitization practices had 
broken down. Along the way, a few published court 
decisions also helped to shed light on how lending and 
securitization practices had broken down. Two revealing 
cases were FHFA v. Nomura3 and Assured Guar. v. Flagstar.4

Compared to traditional secured debt, securitizations are 
intended to provide an investor with greater protection against the 
corporate credit risk of a transaction’s sponsor (i.e., the entity that 
organizes or initiates a transaction). In principle, a securitization 
investor is a kind of “super-secured creditor,” with rights that sur-
pass those of a traditional secured lender. Securitization employs the 
notion that the subject assets have been “sold” by the sponsor and, 
therefore, will not become entangled in bankruptcy proceedings 
if the sponsor files for protection under the bankruptcy code. The 
notion of making the cash f lows “bankruptcy remote” from the 
sponsor’s corporate credit risk is a common thread that links nearly 
all types of securitization transactions.

3 Federal Housing Finance Agency v. Nomura Holdings America 
et al., 104 F. Supp. 3d 441 (S.D.N.Y. 2015) (https://cite.case.law/ 
f-supp-3d/104/441/), aff ’d. 873, F.3d 85 (2d Cir. 2017), cert. denied 
585 U.S. ___ (No. 17 1302, 25 Jun 2018).

4 Assured Guaranty Municipal Corp. v. Flagstar Bank, 920 F. 
Supp. 2d 475 (S.D.N.Y. 2013) (https://www.leagle.com/decision/
inadvfdco131219000160).
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By the time this mounting evidence came to light, 
it was too late for most investors to sue under the fed-
eral securities laws to recover their losses. Section 13 of 
the Securities Act of 1933 (1933 Act) imposes a 3-year 
outer time limit for investor lawsuits under the 1933 Act, 
measured from the date of the sale or public offering. 
Because they had bought their securities between 2005 
and 2007, the time for pursuing 1933 Act claims expired 
by 2011 for most investors. Only a handful of private 
investors managed to file timely actions under the 1933 
Act. By contrast, various federally related entities were 
able to pursue 1933 Act claims because of special laws 
that extend the time limit for them.

Many investors pursued alternative legal theories, 
such as contract claims, but the results have been mixed 
because short time limits have been an issue for those 
cases, too. In the end, investors in non-agency MBS 
were forced to bear hundreds of billions of dollars of 
losses for which the federal securities laws ought to have 
provided an effective remedy.

The investment landscape has changed dra-
matically over the past 86 years. The 3-year limita-
tions period that worked in 1933 appears too short for 
today’s capital markets. Particularly for investments 
like non-agency MBS, undisclosed defects can remain 
hidden for years during periods of benign economic 
conditions—coming to light only during economic 
downturns, which may occur more than 3 years after 
the securities were issued. The legislative response to 
the mortgage meltdown and the broader financial crisis 
did not address the time limits issue. The time limit 
under the 1933 Act remains a critical piece of unfinished 
business. If it is not addressed, America’s capital markets 
will remain vulnerable to a repeat of the mortgage melt-
down experience.

We propose extending the 1933 Act’s maximum 
time limit to 12 years for actions based on misstatements 
or omissions in connection with the sale of non-agency 
MBS (i.e., actions under 1933 Act §§ 11 and 12(a)(2)). 
We would retain the existing requirement that any law-
suit must be started within 1 year of the discovery of 
the misstatement or omission. Twelve years is a fair and 
practical maximum time limit because of the long-tailed 
nature of the underlying assets and the potential for 
material misstatements and omissions to remain hidden 
for extended periods.

This article comprises seven parts. The first is this 
brief introduction. The second part describes the mort-
gage meltdown and details the calculation of the losses 

stemming from it. The third part discusses the industry-
wide breakdown of mortgage lending and securitization 
practices that caused the mortgage meltdown. It includes 
references to many of the key primary sources. The 
fourth part analyzes the fallout from the mortgage melt-
down, with particular focus on the failure of the federal 
securities laws to deliver investor protection because of 
the short time limit for bringing claims. The fourth 
part also brief ly discusses the other types of claims that 
investors have pursued. The fifth part distinguishes the 
mortgage meltdown from the much larger f inancial 
crisis, which started in 2008. The sixth part considers 
the policy responses to the mortgage meltdown and the 
financial crisis. The seventh part offers recommenda-
tions and the eighth part concludes.

THE RESIDENTIAL MORTGAGE MELTDOWN

The mortgage meltdown was an episode of very 
high defaults and foreclosures on US residential mort-
gage loans starting in 2007.5 Aggregate losses on US 
residential mortgage loans were about $1 trillion from 
2007 through 2016. Those losses were ultimately borne 
by investors in non-agency MBS and, to a lesser degree, 
by US taxpayers. The mortgage meltdown is a topic 
particularly worthy of study because it was endogenous 
to the US mortgage market; it was not brought about by 
external shocks such as war, natural disaster, or general 
macroeconomic stress.

The Meltdown by the Numbers

Understanding the mortgage meltdown requires 
going through the quantifiable measures that reveal its 
magnitude and scope. So, that is where we begin.

In 2007, the United States comprised 117 million 
households (United States Census Bureau 2013, 
Table 694). The country had 128 million housing units, 
of which 110 million were occupied. Renters occu-
pied 35 million housing units, while 75 million were 
owner-occupied. Of the 75 million owner-occupied 
housing units, about 48.7 million had mortgage loans 
and 24.9 million were owned free and clear; the status 
of a small portion is uncertain (United States Census 
Bureau 2011, Table 963) (Exhibit 1). The total amount of 
the mortgage loans was $10.63 trillion (Federal Reserve 
Bank of St. Louis 2019a).

5 Delinquencies actually started to rise in late 2006.
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e x h i b i t  1
US Housing in 2007
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e x h i b i t  2
California FHFA Home Price Index

Source: Federal Housing Finance Agency ( for FHFA index).
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In the years leading up to 2007, home prices rose 
dramatically in certain parts of the US; California and 
Florida were notable examples (Exhibits 2 and 3).

When the home price bubble6 burst, millions of 
borrowers defaulted on their mortgage loans. From 2007 
through 2016, there were 7.7 million completed foreclo-
sures (CoreLogic 2017, 4–5). During the same period, 
about 8.1 million loans received modifications (Hope 
Now 2016, 5).7 

Figuring the Damage

It is possible to produce a reasonable estimate of 
the total losses from the mortgage meltdown using the 
numbers above and the following assumptions:

6 The term “bubble” refers to a situation where the price of a 
given class of assets (e.g., real estate or stocks) increases dispropor-
tionately in relation to other assets and without a clear justif ication. 
Galbraith (1994) provides a good discussion of bubbles.

7 The term “modification” refers to an agreement between a 
lender and a borrower to change the terms of a loan. When a bor-
rower experiences financial distress, its lender may offer a modifica-
tion (or agree to one proposed by the borrower) in the hope that the 
modification may enable the borrower to avoid defaulting on the 
loan. In the case of residential mortgage loans, a modification can 
entail lowering the interest rate, extending the maturity, forgiving 
principal, or some combination of the foregoing.

• The average loss severity on foreclosures is in 
the range of 45% to 65% ( Jain, Hong, and Cecil 
2019, 24).

• Half the modified loans ended up in foreclosure 
and, therefore, are counted in the foreclosure cat-
egory. Accordingly, it is necessary to consider modi-
fication losses caused by successful modifications 
(i.e., it would be double counting to ascribe losses 
to all the modified loans).8

• The average loss severity associated with modified 
loans is in the range of 7.5% to 15%.

Next, we estimate losses with the calculation 
shown in Exhibit 4.

The foreclosure frequency was 15.87%. Using a 
high loss-severity assumption of 65% and a low loss-
severity assumption of 45% implies that losses attribut-
able to foreclosures would be in the range of 10.32% 

8 In December 2015, the Office of the Comptroller of the 
Currency reported that the re-default on modified loans in non-
agency MBS 36 months after modifications was 68.2% for loans 
modified in 2008, 54.4% for loans modified in 2009, 29% for loans 
modif ied in 2010, 15.8% for loans modif ied in 2011, and 11.1% 
for loans modif ied in 2012. Therefore, an assumption of a 50% 
re-default rate is a reasonable overall assumption (Off ice of the 
Comptroller of the Currency 2015).

e x h i b i t  3
Florida FHFA Home Price Index

Source: Federal Housing Finance Agency ( for FHFA index).
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to 7.14% of the total amount of the loans. Similarly, a 
net modification frequency of 8.33%, combined with 
high and low loss-severity assumptions of 15% and 8%, 
implies a range of 1.25% to 0.62% for losses attributable 
to modifications. Combining the loss percentages from 
both sources and multiplying by the outstanding amount 
of $10.63 trillion produces an all-in range of $825 billion 
to $1.23 trillion. Alternatively, that can be expressed as 
$1.03 trillion with a 20% margin of error.

The $1.03 trillion figure is broadly confirmed by 
the drop in the gross amount of home mortgage debt 
outstanding from 2008 to 2014. According Federal 
Reserve data, home mortgage debt dropped by roughly 
$1.26 trillion from 2008Q1 to 2014Q3. Exhibit 5 shows 
the drop.

The f igure is also broadly conf irmed by the 
amount of home mortgage charge-offs reported by the 
Federal Reserve for the period 2007–2016. The Fed 
f igure, $1.125 trillion, comes from aggregating data 
from number of disparate sources. Exhibit 6 shows the 
level of charge-offs on a quarterly basis.

Cordell, Feldberg, and Sass (2019, p. 11) estimated 
that $571 billion of the losses f lowed into non-agency 
MBS backed by subprime and alt-A mortgage loans.9 

9 “Subprime” mortgage loans are loans to borrowers with 
blemished credit records, typically ref lected in low consumer credit 
scores. “Alternative-A” or “alt-A” mortgage loans are loans to bor-
rowers with standard creditworthiness but that contain one or more 
non-standard features such as (i) limited or non-standard verifica-
tion the borrower’s income or assets, (ii) unusual property types 
such as vacation home or rental property, and (iii) a very high loan 
amount in relation to the value of the property (i.e., a high loan-
to-value ratio) without mortgage insurance. The term “non-prime” 
refers to subprime and alt-A loans collectively.

They estimated that $30 billion f lowed into non-agency 
MBS backed by prime mortgage loans. The remaining 
portion of losses was associated with loans included in 
agency MBS or agency loan portfolios.

Although it took several years for delinquencies to 
ripen into foreclosures and for foreclosures to produce 
realized losses, the effects ultimately reached non-agency 
MBS with horrible results (Exhibits 7–10).

Issuance of non-agency MBS fell off sharply fol-
lowing the mortgage meltdown. This is evident in the 
size of the top segment of the columns in Exhibit 11. 
Attempts to revive the non-agency MBS market have 
been unsuccessful.

The contraction of non-agency MBS activity was 
accompanied by an increase in agency MBS volumes. 
In the years since the mortgage meltdown, agency MBS 
have been the funding source for the great majority of 
new mortgage loan originations.

CAUSES OF THE MORTGAGE MELTDOWN

At the time it was happening, the true causes of 
the mortgage meltdown were not readily apparent. 
They emerged later from investigations of the major 
mortgage lenders by the DOJ. Those investigations 
revealed an industry-wide breakdown of loan origi-
nation and securitization practices. The major lenders 
frequently originated loans that did not comply with 
their own underwriting criteria. Common types of 
defects included (i) defective appraisals that overstated 
the value of homes, (ii) exceptions allowed without suf-
f icient compensating factors, (iii) missing or inaccu-
rate documentation of borrower income or assets, and 

e x h i b i t  4
Mortgage Meltdown Loss Estimate
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(iv) misstated occupancy status. When the loans were 
included in MBS deals, the offering materials did not 
disclose the defects.10

10 The breakdown of lending practices was accompanied 
by a concurrent breakdown of the third-party due diligence pro-
cess, which was supposed to have provided a partial shield against 

The deficient practices allowed many borrowers to 
receive loans that were larger than they could afford and 

non-compliance with underwriting criteria. Lenders and issuers 
often ignored the results of third-party due diligence reviews or 
subverted the process to prevent loans from being excluded from 
MBS transactions.

e x h i b i t  5
US Home Mortgage Debt

Source: Federal Reserve Bank of St. Louis (2019b).

e x h i b i t  6
US Home Mortgage Charge-Offs Quarterly, January 1, 2007 to July 1, 2019

Source: Federal Reserve Bank of St. Louis (2020).
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also produced loans with thin or non-existent amounts 
of homeowner equity. This, in turn, served to fuel the 
housing bubble in key areas, including California and 
Florida. When the bubble ultimately burst, many bor-
rowers defaulted on their loans.

DOJ settlements. The DOJ investigations cul-
minated in large settlements that the major lenders and 
MBS issuers agreed to pay (Exhibit 12). The size of 
the settlements speaks for itself. Additionally, many 
of the settlements included admissions of misconduct 
by the lenders and MBS issuers.11 In other instances, 

11 See, for example, JPMorgan–DOJ Settlement Agreement, 
Statement of Facts (Nov. 19, 2013), https://www.justice.gov/iso/opa/
resources/94320131119151031990622.pdf; Citigroup–DOJ Settlement 

the settlements detail the DOJ’s findings but the settling 
lenders and issuers did not admit to them.12

For example, the admissions in the Bank of 
America (B-of-A) settlement with the DOJ highlighted 
Countrywide’s improper underwriting and included 
colorfully named policies and programs such as “Shadow 
Guidelines” and “Extreme Alt-A.” The statement of 
facts in that settlement described how the Shadow 
Guidelines allowed Countrywide to evade its disclosed 
underwriting limitations and risk controls:

When branch underwriters received loan applica-
tions that did not meet the program parameters 
in the Loan Program Guides (e.g., credit score, 
LTV, loan amount), the branch underwriters were 
authorized to refer the applications to more expe-
rienced underwriters at the relevant divisional 

Agreement, Statement of Facts (July 14, 2014), https://www.justice.gov/
iso/opa/resources/558201471413645397758.pdf; Bank of America–
DOJ Settlement Agreement, Statement of Facts (Aug. 21, 2014), https://
www.justice.gov/iso/opa/resources/4312014829141220799708.pdf; 
Morgan Stanley–DOJ Settlement Agreement (Feb. 11, 2016), https://
www.justice.gov/opa/file/823671/download; Goldman Sachs-DOJ 
Settlement Agreement, Statement of Facts (Apr. 11, 2016), https://
www.justice.gov/opa/file/839901/download; Deutsche Bank–DOJ 
Settlement Agreement, Statement of Facts ( Jan. 17, 2017), https://
www.justice.gov/opa/press-release/file/927271/download; Credit 
Suisse–DOJ Settlement Agreement, Statement of Facts (Jan. 18, 2017), 
https://www.justice.gov/opa/press-release/file/928496/download.

12 See, for example, Wells Fargo–DOJ Settlement Agreement, 
at 2–7 (Aug. 1, 2018), https://www.justice.gov/opa/press-release/
f ile/1084371/download; Royal Bank of Scotland–DOJ Settle-
ment Agreement, Statement of Facts (Aug. 14, 2018), https://www 
.justice.gov/opa/press-release/file/1087151/download; Nomura–DOJ 
Settlement Agreement, Statement of Facts (Oct. 16, 2018), https://
www.justice.gov/usao-edny/press-release/file/1101366/download.

e x h i b i t  7
S&P—Adverse Credit Migrations of 2005–2007 Vintages—All US RMBS

Notes: ‘AAA’ ratings from the same transaction are treated as a single rating in this table’s calculation. Multiple rating actions are aggregated to calculate  
a security’s cumulative rating performance. Near default means rated ‘CCC+’ or lower.

Source: Erturk (2011, Table 6b).

e x h i b i t  8
Moody’s Multi-Year Cumulative Impairment Rates 
US Jumbo RMBS (2000 and later vintages)

Notes: Does not collapse tranches with the same rating from the same 
deal. “Impairment” includes default, downgrade to “Ca” or “C,” and 
certain other events where an investor receives (or expects to receive with 
near certainty) less value that would be expected if the obligor or obligation 
were making payments.

Source: Roy et al. (2014, pp. 33, 40).
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“Structured Loan Desk” (“SLD”) for consideration 
of an “exception.” Underwriters at the SLD were 
authorized to approve requests to make an “excep-
tion” to the Loan Program Guides if the proposed 
loan and borrower complied with the characteris-
tics described in another set of guidelines, referred 
to as so-called “Shadow Guidelines,” and the loan 
contained compensating factors supporting the 
exception request. The Shadow Guidelines gener-
ally permitted loans to be made to borrowers with 
lower credit scores and allowed for higher LTV 
ratios than the Loan Program Guides. …

If a loan application did not meet the credit 
standards of the Shadow Guidelines, Structured 
Loan Desk underwriters were authorized to submit 
a request to Countrywide’s Secondary Marketing 
Structured Loan Desk (“SMSLD”), which would 
then determine whether the requested loan, if orig-
inated, could be priced and sold in the secondary 
market. If a loan could be priced and sold, SMSLD 
would provide a price for the loan and ultimately 
it would be returned to the branch underwriter.13

The statement of facts also describes how Coun-
trywide used less stringent underwriting guidelines for 
due diligence reviews than for originating loans:

13 Bank of America–DOJ Settlement Agreement, Statement 
of Facts, at 7 (Aug. 21, 2014), http://www.justice.gov/iso/opa/ 
resources/4312014829141220799708.pdf.

In certain instances, Countrywide provided the 
due diligence providers with what were known 
as “Seller Loan Program Guides,” which were 
guidelines based on the characteristics of loans 
that Countrywide had been able to make and sell 
in the past. Seller Loan Program Guides ref lected 
the credit attributes of the loans that Countrywide 
had previously made and sold, and as a result they 
frequently listed lower credit scores or higher DTI 
and LTV ratios than the applicable Loan Program 
Guides or the applicable Shadow Guidelines.14

The B-of-A statement of facts is especially revealing 
about how Countrywide allowed underwriting excep-
tions. It describes how the firm essentially abandoned 
the critical process of weighing the sufficiency of posi-
tive compensating factors in approving requests for 
underwriting exceptions:

On July 28, 2005, a Countrywide executive sent 
an email informing the SLD that it could begin to 
expand the programs for which it could approve 
“exception” loans to programs other than the 30-year 
fixed and 5/1 ARM loan products. He wrote:

[T]o the widest extent possible, we are 
going to start allowing exceptions on all 
requests, regardless of program, for all loans 
less than $3 million, effective immediately.

* * *

14 Id. at 8.

e x h i b i t  9
Moody’s Multi-Year Cumulative Impairment Rates 
US Subprime RMBS (2000 and later vintages)

Notes: Does not collapse tranches with the same rating from the same 
deal. “Impairment” includes default, downgrade to “Ca” or “C,” and 
certain other events where an investor receives (or expects to receive with 
near certainty) less value that would be expected if the obligor or obligation 
were making payments.

Source: Roy et al. (2014, pp. 33, 40).

e x h i b i t  1 0
Moody’s Multi-Year Cumulative Impairment Rates US 
Alt-A/Option ARM RMBS (2000 and later vintages)

Notes: Does not collapse tranches with the same rating from the same 
deal. “Impairment” includes default, downgrade to “Ca” or “C,” and 
certain other events where an investor receives (or expects to receive with 
near certainty) less value that would be expected if the obligor or obligation 
were making payments.

Source: Roy et al. (2014, pp. 33, 40).
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The pricing methodology we will 
use will be similar to that which we 
use for 30-year f ixed rates and 5-1 
Hybrids. We will assume securitiza-
tion in all cases.

By June 7, 2006, less than a year later, an internal 
Countrywide email indicated that during May 
2006, for prime loans, exceptions constituted by 
dollar amount approximately 30% of fundings for 
certain fixed loans, 40% for Pay-Option ARMs, 
and 50% for expanded criteria hybrid loans.15

Countrywide’s “Extreme Alt-A” program went 
even further in evading its disclosed risk limitations. 
In that program, the underwriters did not even have to 
identify compensating factors:

In late 2006, Countrywide, after analyzing the 
mortgage products offered by certain of its com-
petitors, implemented an expansion of its under-
writing guidelines used by SLD underwriters, 
internally referred to as “Extreme Alt-A.”

* * *

15 Id. at 10 (emphasis added).

On April 5, 2006, a Countrywide executive 
sent an email regarding the Extreme Alt-A pro-
gram that read, “[b]ecause this is a ‘hazardous 
product’ (direct quote from [another Country-
wide executive]), ... [that Countrywide execu-
tive] wants to see a detailed implementation 
plan which addresses the process for originating 
and selling these loans such that we are not left 
with credit risk.” Countrywide began offering 
the Extreme Alt-A program in 2006 and began 
originating and selling loans under its expanded 
underwriting guidelines. As with most exception 
loans, the Extreme Alt-A guidelines called for 
Extreme Alt-A loans to be processed at the SLD 
level, but the Extreme Alt-A guidelines did not 
require SLD underwriters to identify compen-
sating factors in connection with underwriting 
the loans.16

In addition to describing Countrywide’s undis-
closed bad practices, the statement of facts in the B-of-A 
settlement agreement also details the deficiencies in the 
company’s MBS offering materials:

16 Id. at 11 (alterations in original).

e x h i b i t  1 1
US Single-Family Residential MBS Issuance and Loan Origination Volume

Source: Mortgage Market Statistical Annual (2019, pp. 3, 85).
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Disclosures in Offering Documents Did 
Not Ref lect Certain Information That 
Countrywide Received

Although Countrywide originated an increasing 
number of mortgage loans as exceptions to its Loan 
Program Guides from 2005 to 2007, Countrywide 
generally did not disclose in its RMBS Offering 
Documents the scope of the exceptions to its Loan 
program Guides. Throughout this time period, 
Countrywide received information on risks asso-
ciated with certain mortgage products and pro-
grams. Countrywide did not disclose in its RMBS 
Offering Documents the results of certain reviews 
and internal reports that analyzed this information.

* * *

Although the Offering Documents included 
detailed loan-level statistics about the pool of loans 
serving as collateral for the RMBS, the Offering 
Documents were not revised to describe the 
Extreme Alt-A program. In particular, the Offering 
Documents did not disclose that under the Phase 1 
(roll-out) of the Extreme Alt-A program Coun-
trywide originated CMD and Wholesale Lending 
Division loans whose characteristics fell outside of 
the Loan Program Guides, and that documents 
drafted in connection with implementing the 
program indicated that in Phase 1“loans [would] be 

treated as exceptions and routed to SLD for guide-
line and price determination” without requiring 
compensating factors as a basis for approval. The 
Offering Documents also did not disclose whether 
Extreme Alt-A loans were included in the collateral 
for a given RMBS. Nor did the Offering Docu-
ments describe the default rates predicted by the 
model used to generate the March 2006 RCC pre-
sentation on Extreme Alt-A performance.17

The whole statement of facts in the B-of-A settle-
ment agreement is 30 pages long. In addition to the 
excerpts above concerning Countrywide, other portions 
highlight the improper underwriting practices at Merrill 
Lynch and B-of-A itself.

Another example is the settlement with Credit 
Suisse. Credit Suisse admitted that it securitized loans that 
did not comply with its representations to investors. For 
example, Credit Suisse’s head of credit and underwriting 
told senior traders that “We are selling and securitizing 
loans with missing docs all the time through the other 
desks.”18 The company purchased and securitized loans 
that its due diligence vendor graded as non-compliant 
without compensating factors.19 The company used 

17 Id. at 15-16.
18 See Credit Suisse–DOJ Settlement Agreement, Statement 

of Facts, at 5 ( January 18, 2017), https://www.justice.gov/opa/
press-release/file/928496/download.

19 Id. at 6-7.

e x h i b i t  1 2
Selected Settlements of US Justice Department MBS Cases ($ billions)

aIncludes $4 billion of a previously announced settlement with the FHFA. bReported as $3.2 billion but includes $2.6 billion of a previously announced 
settlement with DOJ.
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outside vendors that were not adequately supervised. The 
company’s internal audit function found “loan appraisals 
[that were] not being compared to external sources for rea-
sonableness as required; and approval of loans that did not 
have all of the required documentation (second appraisal/
AVM) as prescribed in the Underwriting Guidelines.”20 
Additionally, the company’s “employees were aware that 
the LTVs may have been calculated using appraisals with 
values that were inf lated.”21 Credit Suisse even sought to 
avoid documenting results of its quality control process to 
avoid documenting the existence of defects in the loans.22

The statement of facts from the Credit Suisse set-
tlement agreement emphasizes that key information was 
not disclosed to investors:

As described below, in the diligence process, 
Credit Suisse repeatedly received information 
indicating that many of the loans reviewed did 
not conform to the representations that would 
be made by Credit Suisse to investors about the 
loans to be securitized.

* * *

Through this practice, Credit Suisse approved 
some of these f lagged loans without any credit 
or compliance due diligence review. Credit Suisse 
did not disclose this practice to investors.

* * *

Credit Suisse did not inform investors or ratings 
agencies that its Wholesale loan channel had a “QC 
historical fail rate of over 35% (major rep defects).”23

A third example is the statement of facts in the 
Deutsche Bank settlement agreement. That statement 
of facts is 71 pages long and includes an assortment of 
vivid admissions by the bank. Here are a few examples:

10. Deutsche Bank misrepresented to investors the 
value of the properties securing the loans secu-
ritized in its RMBS. Deutsche Bank concealed 
from investors that it knew that the value of the 
properties securing the loans was far below the 
value ref lected by the originator’s appraisal.

* * *

20 Id. at 10.
21 Id. at 13.
22 Id. at 17.
23 Id. at 1, 7, 19.

11. Deutsche Bank represented borrowers’ FICO 
scores, but concealed from investors that it knew 
many borrowers’ FICO scores had already 
declined materially by the time of securitization.

* * *

12. By misrepresenting key characteristics of the 
loans that it securitized, Deutsche Bank concealed 
from investors and rating agencies the true risk of 
losses of its RMBS.

* * *

122. Despite the impact of LTV and CLTV ratios 
on the borrowers’ likelihood of default, Deutsche 
Bank intentionally misrepresented to investors 
the value of the mortgage loan properties it secu-
ritized. Deutsche Bank also concealed from some 
investors the existence and impact of second liens 
on those properties, which affected CLTV ratios.

* * *

232. But Deutsche Bank concealed from investors 
the existence and impact of second liens on the 
CLTV ratios of the first lien loans that it securi-
tized, and thus misrepresented the CLTV ratios in 
27 ACE deals between 2006 and 2007. Deutsche 
Bank knowingly represented the LTV ratios of 
the first liens that it securitized as CLTV ratios for 
those loans, even though Deutsche Bank knew that 
there were second liens on the same properties.

* * *

261. Deutsche Bank also knew that it misrepre-
sented the borrowers’ FICO scores in third-party 
RMBS that it underwrote.24

FHFA settlements. Exhibit 13 shows another 
series of settlements by selected lenders and issuers with 
the Federal Housing Finance Agency (FHFA) and the 
government-sponsored mortgage enterprises (the GSEs). 
The sheer size of these settlements further ref lects the 
widespread misconduct by the settling banks. 

Other settlements. Apart from the cases brought 
by the DOJ, the FHFA, and the GSEs, many other 
plaintiffs also sought to recover losses suffered on non-
agency MBS sold in the years immediately preceding the 

24 Deutsche Bank–DOJ Settlement Agreement, Statement of 
Facts ¶¶ 10, 11, 12, 122, 232, 261 ( January 17, 2017), https://www 
.justice.gov/opa/press-release/file/927271/download.
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financial crisis. Many of those cases have reached settle-
ments (see Exhibit 14), but many others are still ongoing.

ANALYZING THE FALLOUT OF 
THE MORTGAGE MELTDOWN

The aftermath of the mortgage meltdown offers 
potential lessons for lawyers, business professionals, and 
policy makers. The episode was arguably the largest 
failure of legal protections for investors since the Great 
Depression. Investors have recovered only a small per-
centage of their total losses. Why?

Federal Securities Laws

The federal securities laws generally provided 
little protection for investors who bought non-agency 
MBS in the years before the financial crisis. The crux 
of the problem was the short maximum time limit (i.e., 
statute of repose) under the 1933 Act. By the time many 
investors f igured out that they had been misled and 

suffered losses, it was too late to pursue federal securi-
ties claims. 

In theory, 1933 Act § 12 (15 U.S.C. § 77l), is the 
most powerful provision an injured investor could use to 
recover losses. That provision allows an injured investor 
to rescind the purchase of the securities. But the longest 
deadline for suing under § 12 is 3 years after the pur-
chase. For investors who bought highly-rated, senior 
securities25 of non-agency MBS offerings, it often took 
longer than 3 years for the key facts to emerge. It also 

25 Non-agency MBS usually use subordination as the method 
of credit enhancement to protect against the risk of credit losses on 
a transaction’s underlying mortgage loans. A transaction that uses a 
subordination structure has multiple classes of securities at differing 
levels of seniority. Each class receives protection from the classes 
junior to it and provides protection to the classes senior to it. Non-
agency MBS are almost always structured so that the most senior 
class attains a “triple-A” credit rating. Such a rating is supposed to 
signal extremely high credit quality. Accordingly, the initial onset 
of stress would not typically imperil the senior class. That would 
happen only after a meaningful portion of the total protection had 
already been consumed by credit losses.

e x h i b i t  1 3
Selected Settlements of FHFA & GSE Non-Agency MBS Cases

*Case was tried and affirmed on appeal. Federal Housing Finance Agency v. Nomura Holdings America et al., 104 F. Supp. 3d 441 (S.D.N.Y. 2015) 
(https://cite.case.law/f-supp-3d/104/441/), aff ’d. 873, F.3d 85 (2d Cir. 2017), cert. denied 585 U.S. ___ (No. 17-1302, 25 Jun 2018).
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e x h i b i t  1 4
Selected Settlements of Other Non-Agency MBS Cases

(continued)
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often took longer than 3 years for the performance of 
the underlying loans to deteriorate to the point where 
those securities became realistically vulnerable to losses. 
In most instances, the deadline had already expired by 
the time the investors could determine that they should 
have started a § 12 lawsuit.

Today, years after the fact, some might assert that 
investors should have commenced legal actions as soon 
as the performance of the loans backing their securities 
started to slide. But this view ignores the fact that the 
highly-rated, senior tranches of non-agency MBS deals 
were designed to withstand substantial deterioration in 
the performance of their underlying loans. Even though 
the performance deterioration on some subprime loans 
started to emerge in 2007,26 the impact on senior tranches 
did not become apparent until years later.

Apart from 1933 Act § 12, the federal securities laws 
include other provisions that theoretically offer remedies. 
However, those provisions are usually less useful to non-
agency MBS investors. Most importantly, they generally 

26 Performance deterioration on alt-A loans followed later. 
Performance deterioration on prime-quality loans occurred last.

provide for limited damages rather than rescission of the 
sale. In addition, some of these other provisions require 
additional elements of proof, such as scienter.

Only a small proportion of investors managed to 
recover losses under the federal securities laws. Others 
used either state “blue sky” laws or common law prin-
ciples, such as fraud or breach of contract. An impor-
tant exception, however, were federal agencies, such as 
the FHFA, the FDIC, and the National Credit Union 
Administration. They successfully pursued claims under 
the federal securities laws against many defendants (see 
Exhibits 11 and 12). Unlike investors in the private 
sector, the FDIC, the NCUA, and the FHFA have the 
benefit of a special laws that give them more time to 
start legal proceedings.27

To make the federal securities laws effective in 
protecting MBS investors, Congress could extend the 
deadline for bringing claims. Such a change seems 
appropriate considering how US capital markets have 
evolved and become more complicated over the past  

27 12 U.S.C. §§ 1787(b)(14), 1821(d)(14), 4617(b)(12) (2018).

e x h i b i t  1 4  (continued)
Selected Settlements of Other Non-Agency MBS Cases

*Settled at the appeal stage after a decision at trial. Assured Guaranty Municipal Corp. v. Flagstar Bank, 920 F. Supp. 2d 475 (S.D.N.Y. 2013) 
(https://www.leagle.com/decision/inadvfdco131219000160).
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86 years. As noted above, today’s capital markets include 
securities like non-agency MBS, for which undisclosed 
defects can remain hidden for years during periods of 
benign economic conditions—coming to light only later 
during economic downturns.

Contractual Representations and Warranties

In contrast to claims under the federal securities 
laws, claims based on contractual representations and war-
ranties (R&Ws) have been partly effective for non-agency 
MBS investors seeking to recover losses. The governing 
agreements for a typical non-agency MBS transaction 
include extensive R&Ws. If a loan does not comply 
with the representations and warranties, then the lender 
(or other responsible party) must either repurchase it or 
replace it with a substitute loan that does comply (Adelson 
2017). In some cases, when lenders refused to repurchase 
or replace defective loans, the MBS trustees sued to 
enforce the repurchase obligation.28 The lawsuits came 
to be known as “put-back” cases because the securitiza-
tion trusts were “putting the loans back” to the lenders.

Although put-back cases worked in some instances, 
their effectiveness in the future may be diminished.  
A 2015 decision by the New York Court of Appeals, 
ACE Securities Corp. v. DB Structured Products, 25 N.Y.3d 
581 (2015), holds that the deadline for bringing a lawsuit 
on a deal’s R&Ws is 6 years after the deal’s closing date 
(i.e., the date the contracts are signed). That deadline 
applies even if an investor does not discover a breach of 
R&Ws until later.

The ACE Securities decision is important for inves-
tors across the whole country because most actions seeking 
repurchase of loans held in non-agency MBS trusts were 
filed in New York invoking New York procedural rules, 
including those relating to the selection of the appro-
priate time limit. Following the ACE Securities decision, 
many put-back cases were dismissed for having missed the 
6-year deadline. Others were never even started.

The short limitation periods under the federal secu-
rities laws and for R&W claims under New York law 
creates challenges for non-agency MBS investors. Until 
the experience of the mortgage meltdown, the perceived 

28 In the great majority of cases, the MBS trustee brought suit 
after having been directed to do so by investors holding a sufficient 
proportion of the securities to direct action by the trustee. Trustee 
action in the absence of mandatory investor direction was rare.

availability of effective legal remedies largely allowed 
investors not to perform in-depth, pre-closing reviews of 
the individual loans being included in a transaction. That 
made the process of executing the deals more efficient.

Trustee litigation. The most recent wave of 
investor lawsuits involves claims by investors against 
the MBS trustees. The investors allege that the trustees 
failed to perform their duty to enforce the obligation 
of lenders (or other responsible parties) to repurchase 
defective loans and the obligation of servicers to properly 
service mortgage loans.

THE MORTGAGE MELTDOWN VS.  
THE FINANCIAL CRISIS

The mortgage meltdown is not the same thing as 
the 2008 global financial crisis. The financial crisis was 
an even bigger event and had much larger effects than the 
$1.03 trillion (±20%) of losses attributable to the mortgage 
meltdown. The full cost of the financial crisis is likely in 
the range of $5 trillion to $15 trillion (Adelson 2013).29 
The often-cited causes were excessive leverage and the 
risk appetites of financial firms. The deeper causes, how-
ever, are more complex and have roots that stretch back 
many decades. Those include the following: 

• Securities f irms converting from partner-
ships to corporations. The change in the 
organizational form of securities f irms caused a 
simultaneous change in incentives and risk-taking 
behaviors. After the change, non-owner employees 
became responsible for key risk decisions but had 
skewed incentives. Instead of taking risks with 
their own money, the employees could take risks 
with shareholders’ money.

• Deregulation of financial services. Deregula-
tion let employees of financial firms take new and 
greater risks. Financial sector deregulation did not 
occur in isolation. It was part of a broader deregula-
tion movement that started in the 1970s and affected 
many industries: air travel, cable TV, electric power, 
interstate trucking, natural gas transmission, rail-
roads, telephone service, and financial services.

• The quant movement. Widespread over-
reliance on mathematical models and computer 

29 Other sources have pegged the cost of the financial crisis 
as high as $20 trillion in terms of lost GDP (Better Markets 2015).
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simulations led to many bad business decisions. 
The rigor and apparent discipline of quantitative 
models helped them gain widespread acceptance 
among financial professionals. In fact, the disci-
pline and rigor led many financial professionals 
to mistakenly believe that risk had been con-
quered. Products and activities that relied heavily 
on quantitative models were at the heart of how 
financial f irms expanded their activities to take 
more and greater risks.

• The spread of risk-taking culture through 
the financial industry. The combination of the 
first three deeper causes, together with high com-
pensation for investment bank professionals, meant 
that other types of financial firms tried to emulate 
investment banks’ activities and behaviors.

• Globalization. Globalization promoted the spread 
of strong risk appetites and high leverage across 
international boundaries. Two key aspects were the 
removal of capital controls (i.e., the demise of the 
Bretton Woods system in 1971) and the homogeni-
zation of business practices and cultures. The later 
was a natural outgrowth of advances in computers, 
telecommunications, and air travel.

Even though it is “smaller” than the 2008 financial 
crisis, the mortgage meltdown is still a huge event by any 
reasonable reckoning. As described above, an estimated 
11.7 million households experienced financial distress 
or significant setbacks (7.7 million foreclosures and an 
estimated 4 million modifications without foreclosure). 
While the 2008 financial crisis had its strongest effects 
on financial businesses (Exhibit 15), the mortgage event 
was felt directly by households.30

POLICY RESPONSES TO THE MORTGAGE 
MELTDOWN AND THE FINANCIAL CRISIS

The initial government response to the mortgage 
meltdown and the financial crisis was the authoriza-
tion of a concentrated shot of liquidity into the finan-
cial system in the form of the Troubled Asset Relief 

30 An area of intersection between the mortgage meltdown and 
the 2008 financial crisis is the $16 trillion drop in US household net 
worth during 2008 and 2009. Much of that drop was attributable to 
falling home prices. According to a Federal Reserve survey of con-
sumer finances, the median net worth of American families declined 
from $126,400 in 2007 to $77,300 in 2010 (Bricker et al. 2012).

Program (TARP).31 It was followed by other similar ini-
tiatives, such as the Fed-sponsored Term Asset-Backed 
Loan Facility (TALF) (Board of Governors of the Fed-
eral Reserve System and Department of the Treasury 
2009).32 Even after the TARP and similar programs had 
been wound down, the Fed continued massive liquidity 
injections into the US economy for years. The tools were 
quantitative easing and low interest rates. These mea-
sures helped investors in the short run by maintaining 
order in the markets, but they did nothing to alleviate 
the pain of credit losses that came later.

The FHFA also participated in the liquidity efforts 
by raising the conforming loan limit (i.e., the maximum 
size of a loan eligible for purchase by Fannie Mae or 
Freddie Mac) to $729,750 for loans secured by single-
unit properties in high-cost areas. The limit had previ-
ously been $417,000.33 Increasing the conforming loan 
limit made a very high percentage of new mortgage 
loans eligible for the Fannie Mae and Freddie Mac pro-
grams. The increase helped to prevent a funding void 
that might otherwise have been caused by the contrac-
tion in non-agency MBS activity (see Exhibit 11). 

The main legislative response to the mortgage 
meltdown and the 2008 financial crisis was the Dodd-
Frank Wall Street Reform and Consumer Protection 
Act (the DFA).34 Some of the key features of the DFA 
included the following:

• Risk Retention. The DFA directed federal agen-
cies to issue regulations requiring at least 5% risk 
retention by securitization issuers/sponsors.35

• Ability to Repay. The DFA established require-
ments for mortgage lenders to determine a prospective 

31 Troubled Asset Relief Program (“TARP”), Pub. L. No. 
110-343, Title I, 122 Stat. 3765 (2008), https://www.govinfo.gov/
content/pkg/PLAW-110publ343/pdf/PLAW-110publ343.pdf.

32 The TALF program was huge, ultimately making $2.3 tril-
lion of loans to banks (“Congress to Fed: Open the Books” 2009).

33 The limit of $729,750 applied for 2008 through 2011. After 
that, the limit was lowered to $625,000. It stayed at $625,000 from 
2012 through 2016 and then it started increasing again (FHFA 
2019, 113).

34 Dodd-Frank Wall Street Reform and Consumer Protection 
Act (DFA), Pub. Law No. 111-203, 124 Stat. 1376 (2010), https://
www.govinfo.gov/content/pkg/PLAW-111publ203/pdf/PLAW-
111publ203.pdf.

35 DFA §§ 941-946; see, for example, 12 C.F.R. Part 43 (2019), 
https://www.govinfo.gov/content/pkg/CFR-2019-title12-vol1/
pdf/CFR-2019-title12-vol1-part43.pdf.
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borrower’s ability to repay the loan for which he or 
she has applied.36

• Appraisal Independence. The DFA established 
new requirements for appraisal independence. 
Under the new standards, it is illegal for a lender 
to seek to inf luence an appraiser for the purpose 
of being able to make a loan.37 

• CFPB. The DFA created the Consumer Financial 
Protection Bureau and transferred most financial-
related consumer protection authority to it.38

• Ending “Too Big to Fail.” The DFA osten-
sibly eliminates the notion of “too big to fail” by 

36 DFA § 1411, 15. U.S.C. § 1639c (2017), 12 U.S.C. § 1639c 
(2017) https://www.govinfo.gov/content/pkg/USCODE-2017-
title15/pdf/USCODE-2017-title15-chap41-subchapI-partB-
sec1639c.pdf; 12 C.F.R. § 1026.43(c) (2019), https://www.govinfo 
.gov/content/pkg/CFR-2019-title12-vol9/pdf/CFR-2019-title12-
vol9-sec1026-43.pdf.

37 DFA § 1472, 15 U.S.C. § 1639e (2017), https://www.gov-
info.gov/content/pkg/USCODE-2017-title15/pdf/USCODE-
2017-title15-chap41-subchapI-partB-sec1639e.pdf.

38 DFA § 1011; 12 U.S.C. § 5491 (2017), https://www.gov-
info.gov/content/pkg/USCODE-2017-title12/pdf/USCODE-
2017-title12-chap53-subchapV-partA-sec5491.pdf.

restricting the power of the Federal Reserve to 
bail out failing banks.39 However, there are dif-
fering views about whether the DFA prohibitions 
will actually prevent bailouts in the future (Afonso, 
Blank, and Santos 2018; Kelleher 2018).

• Volcker Rule. The DFA prohibits various pro-
prietary trading activities by banks.40

• Derivative Regulation. The DFA establishes 
regulation of swap markets, including centralized 
clearing and margin requirements of many swap 
contracts.41

• Eliminating the Regulatory Use of Credit 
Ratings. The DFA directed federal agencies to 

39 DFA § 1101; 12 U.S.C. § 343(B)(i) (2017), https://www 
.govinfo.gov/content/pkg/USCODE-2017-title12/pdf/USCODE-
2017-title12-chap3-subchapIX-sec343.pdf.

40 DFA § 619, 12 U.S.C. § 1851 (2017), https://www.gov-
info.gov/content/pkg/USCODE-2017-title12/pdf/USCODE-
2017-title12-chap17-sec1851.pdf; 12 C.F.R. Part 44 (2019), https://
www.govinfo.gov/content/pkg/CFR-2019-title12-vol1/pdf/CFR-
2019-title12-vol1-part44.pdf. 

41 DFA §§  721-774 (amendments to the Commodities 
Exchange Act, the Securities Exchange Act of 1934, and related 
laws).

e x h i b i t  1 5
Leverage and Risk Appetite Aftermath
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remove references to credit ratings from their 
regulations.42 The DFA also included provisions 
intended to improve the integrity of credit ratings.

The DFA also included several provisions spe-
cifically aimed at protecting investors. Those included 
changes to the disclosure and reporting requirements 
for asset-backed securities,43 requiring rating agencies 
to report on the R&Ws in securitization transactions,44 
and requiring securitization issuers to review a transac-
tion’s underlying assets and to disclose the results of such 
reviews.45 Although seemingly well intended, it remains 
to be seen whether those measures will actually make a 
difference toward protecting investors.

Some market participants contend that the risk 
retention requirements and the ability-to-repay (ATR) 
rule also provide meaningful investor protections. How-
ever, the protections from those provisions are more 
illusory than real. The ATR rule establishes the stan-
dard for which mortgage loans are covered by the risk 
retention requirement and which are exempt. That stan-
dard is in the definition of what constitutes a “qualified 
mortgage” or “QM.” An MBS backed exclusively by 
QMs is exempt from the risk retention requirements. 
However, the “QM” designation is only loosely linked 
with a loan’s degree of risk. Most, but not all, low-
risk mortgage loans can achieve the QM designation. 
Certain high-risk loans can also achieve QM status.  
The bottom line is that the rules do not prevent the 
creation of MBS backed by high-risk loans for which 
there is no risk retention requirement. Moreover, even 
when the risk retention requirement applies, it can only 
reduce—never fully eliminate—the risk of undisclosed 
defects and risks. When that occurs, investors should 
still have a remedy at law.

42 DFA § 939A. 
43 DFA § 942; 15 U.S.C. §§ 77g(c), 78o(d)(2) (2018), https://

www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/
USCODE-2018-title15-chap2A-subchapI-sec77g.pdf, https://
www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/
USCODE-2018-title15-chap2B-sec78o.pdf.

44 DFA §  943; 17 C.F.R. §  240.17g-7(a)(1)(ii)(N) (2019), 
https://www.govinfo.gov/content/pkg/CFR-2019-title17-vol4/
pdf/CFR-2019-title17-vol4-sec240-17g-7.pdf.

45 DFA § 945; 15 U.S.C. § 77g(d) (2018), 17 C.F.R. §§ 230.193, 
240.15Ga-2 (2019), https://www.govinfo.gov/content/pkg/CFR-
2018-title17-vol3/pdf/CFR-2018-title17-vol3-sec230-193.pdf, 
https://www.govinfo.gov/content/pkg/CFR-2019-title17-vol4/
pdf/CFR-2019-title17-vol4-sec240-15Ga-2.pdf.

The DFA did not lengthen the time periods for 
commencing an action under the 1933 Act. At the time 
of the DFA’s enactment, the problem with the overly 
short time limit had not yet even surfaced. By not 
addressing the critical issue of the short time limit for 
starting lawsuits under the 1933 Act, the DFA did not 
address investor remedies for addressing misrepresenta-
tion and fraud after the fact. Investor losses from the 
mortgage meltdown were largely the result of misrep-
resentation and fraud and a further legislative solution 
is called for.

Apart from government initiatives to address per-
ceived deficiencies uncovered by the mortgage melt-
down and the financial crisis, the securitization industry 
launched its own initiatives. In 2009, the now-defunct 
American Securitization Forum (ASF) launched an ini-
tiative to revive the non-agency MBS market called 
“Project RESTART.” The ASF produced a set of model 
representations and warranties, which it encouraged 
market participants to embrace. In releasing the model 
representations and warranties, ASF highlighted sev-
eral key points (American Securitization Forum 2009,  
pp. 2, 5):

• Representations and warranties allocate the 
risk of “defective” mortgage loans between the 
issuers of non-agency MBS and the investors who 
purchase them.

• The ASF model representations and warranties 
were designed to express “customary” represen-
tations and warranties and to provide a baseline 
against which investors and rating agencies could 
compare individual transactions.

• The ASF model representations and warranties 
were designed to “clearly allocate origination 
risks between issuers and investors and provide 
enhanced investor protections over what had been 
previously provided in ‘pre-crisis’ transactions.”

The successor to the ASF, the Structured Finance 
Association (SFA, f/k/a the Structured Finance Industry 
Group or SFIG) continued the effort under a new 
banner: “RMBS 3.0” (Structured Finance Industry 
Group 2017). However, there has been no visible activity 
on the initiative in more than 2 years and the organiza-
tion seems to have abandoned it. The RMBS 3.0 initia-
tive is conspicuously absent from the “key issues” page 
of the organization’s website. 

 b
y 

gu
es

t o
n 

Ju
ly

 1
6,

 2
02

0.
 C

op
yr

ig
ht

 2
02

0 
Pa

ge
an

t M
ed

ia
 L

td
. 

ht
tp

s:
//j

sf
.p

m
-r

es
ea

rc
h.

co
m

D
ow

nl
oa

de
d 

fr
om

 

https://www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/USCODE-2018-title15-chap2A-subchapI-sec77g.pdf
https://www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/USCODE-2018-title15-chap2A-subchapI-sec77g.pdf
https://www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/USCODE-2018-title15-chap2A-subchapI-sec77g.pdf
https://www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/USCODE-2018-title15-chap2B-sec78o.pdf
https://www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/USCODE-2018-title15-chap2B-sec78o.pdf
https://www.govinfo.gov/content/pkg/USCODE-2018-title15/pdf/USCODE-2018-title15-chap2B-sec78o.pdf
https://www.govinfo.gov/content/pkg/CFR-2019-title17-vol4/pdf/CFR-2019-title17-vol4-sec240-17g-7.pdf
https://www.govinfo.gov/content/pkg/CFR-2019-title17-vol4/pdf/CFR-2019-title17-vol4-sec240-17g-7.pdf
https://www.govinfo.gov/content/pkg/CFR-2018-title17-vol3/pdf/CFR-2018-title17-vol3-sec230-193.pdf
https://www.govinfo.gov/content/pkg/CFR-2018-title17-vol3/pdf/CFR-2018-title17-vol3-sec230-193.pdf
https://www.govinfo.gov/content/pkg/CFR-2019-title17-vol4/pdf/CFR-2019-title17-vol4-sec240-15Ga-2.pdf
https://www.govinfo.gov/content/pkg/CFR-2019-title17-vol4/pdf/CFR-2019-title17-vol4-sec240-15Ga-2.pdf
https://jsf.pm-research.com


82   The Mortgage Meltdown and the Failure of Investor Protection Spring 2020

As shown on Exhibit 11, the non-agency MBS 
market remains severely depressed, with issuance volumes 
below those of the 1990s. Despite both the governmental 
responses and the huge expenditures of time and energy 
by hundreds of individuals working under the aegis of first 
the ASF and later the SFA, the market has not rebounded. 
Despite high hopes and active participation by some MBS 
investors, the initiatives have not revived the market. 
Indeed, one of the industry newsletters wrote in late 2018 
(“Buy-Side Impasse Obscures MBS Outlook” 2018):

Mortgage professionals are raising concerns about 
whether investors will be able to absorb an inf lux 
of private-label securitizations that would accom-
pany a reduction in agency-loan limits.

While a growing volume of non-agency 
mortgage bonds has met with strong demand 
from mid-size insurers and mutual fund operators 
in recent years, many of the deepest-pocketed buy-
side firms have remained on the sidelines. The reason: 
Issuers still haven’t implemented bondholder protections 
those shops sought in the wake of the 2007–2008 
market crash.

Sources pointed to BlackRock, Loomis Sayles 
and Pimco as being among heavyweight inves-
tors that have been holding out, with some of 
those firms gaining mortgage exposures through 
whole-loan purchases instead.

* * *

Still, there is a point at which the participa-
tion of investors like BlackRock, Loomis Sayles 
and Pimco would be necessary to avoid a major 
market disruption. The concessions they are 
seeking from mortgage-bond issuers include 
stronger and more uniform representations and 
warranties that would last throughout the lives of 
the deals, rather than expiring after a few years. 
They also want additional assurances that issuers would 
buy back loans deemed to be faulty, and are structuring 
deals in such a way that their reps and warranties are 
enforceable. [emphasis added]

RECOMMENDATIONS

Federal Securities Laws: Congress should amend 
the 1933 Act to provide a 12-year maximum time limit for 
claims by investors in non-agency MBS. Congress could 

amend Section 13 of the 1933 Act to by adding a new 
subsection (b). The result might read as follows:

SEC. 13. (a) Except as provided in subsection (b), 
no action shall be maintained to enforce any lia-
bility created under section 11 or section 12(a)(2) 
unless brought within 1 year after the discovery 
of the untrue statement or the omission, or after 
such discovery should have been made by the 
exercise of reasonable diligence, or, if the action 
is to enforce a liability created under section 
12(a)(1), unless brought within 1 year after the 
violation upon which it is based. In no event shall 
any such action be brought to enforce a liability 
created under section 11 or section 12(a)(1) more 
than 3 years after the security was bona f ide 
offered to the public, or under section 12(a)(2) 
more than 3 years after the sale.

(b) For an asset-backed security (as that term 
is defined in section 3(a)(79) of the Securities 
Exchange Act of 1934) or a mortgage related secu-
rity (as that term is defined in section 3(a)(41) of 
the Securities Exchange Act of 1934), no action 
shall be maintained to enforce any liability cre-
ated under section 12(a)(1), unless brought within 
1 year after the violation upon which it is based. In 
no event shall any action be brought to enforce a 
liability created under section 11 or section 12(a)(1) 
more than 12 years after the security was bona 
fide offered to the public, or under section 12(a)(2) 
more than 12 years after the sale.

In addition, Congress should consider corre-
sponding amendments providing a similar time limit 
for private actions under SEC Rule 10b-5 (17 C.F.R. 
§ 240.10b-5) that relate to non-agency mortgage-backed 
securities.46

The reason for the proposed twelve-year max-
imum time limit is that it took 12 years for sufficient 
facts to be revealed for MBS investors in 2005 to have a 
concrete basis for bringing claims under the federal secu-
rities laws. As shown on Exhibit 12, it took until 2017 for 
half of the DOJ cases to produce settlements and accom-
panying statements of fact. That is a fair benchmark for 

46 The amendment would be to 28 U.S.C. § 1658(b) (2018), 
https://www.govinfo.gov/content/pkg/USCODE-2018-title28/
pdf/USCODE-2018-title28-partV-chap111-sec1658.pdf.
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when investors finally had received enough information 
to appreciate the true scope of their claims under the 
1933 Act. For investors who bought MBS tainted by 
material misrepresentations or omissions in 2005, it took 
12 years for the relevant facts to come to light. The 
time limit must be at least long enough for investors to 
discover that their losses were caused by violations of 
the 1933 Act.

Some might argue that suff icient information 
became available as early as 2011, when the Financial 
Crisis Inquiry Commission (FCIC) released its report 
on the f inancial crisis and the US Senate Permanent 
Subcommittee on Investigations (PSI) released its 
report titled “Wall Street and the Financial Crisis: 
Anatomy of a Financial Collapse.” Both of those 
reports are extremely important and shed light on 
many types of misdeeds associated with the f inancial 
crisis. However, neither of them actually addressed 
material misstatements and omissions in connection 
with the offer and sale of non-agency MBS. Moreover, 
although the FCIC report identified inf lated appraisals 
as an issue (Financial Crisis Inquiry Commission 2011, 
pp. 18, 91) it did so only in very broad and general 
terms. It lacked the essential level of detail and speci-
f icity that later emerged in the DOJ settlements. By 
contrast, although the PSI report provides a good level 
of detail about the breakdown of lending practices at 
one lender (Washington Mutual), it provides nothing 
about the others.

Also, although the FHFA started its 1933 Act 
cases in 2011, it did so with incomplete information. 
Additional important facts about material misstatements 
and omissions came to light between 2011 and 2017. 
In particular, the complaints in the FHFA cases focus 
primarily on misstatements and omissions concerning 
specific loan attributes (e.g., LTV and occupancy status). 
Although the complaints in the FHFA cases also allege 
non-compliance with loan underwriting guidelines, 
they do not describe the massive extent of such non-
compliance that was later revealed in the DOJ settle-
ments. Both the extent and the extreme nature of that 
non-compliance would have been important informa-
tion. Although the FHFA recovered nearly $25 billion in 
settling its cases, one can only wonder how much more 
it might have recovered had all the facts been known.

New York Law: New York’s legislature could 
reverse the Ace Securities decision. Under that deci-
sion, the 6-year clock for enforcing representations 

and warranties starts running on the closing date of a 
deal. The legislature should amend the law so that the 
clock starts running upon discovery of the breach. For 
example, § 206 of New York’s Civil Practice Law & 
Rules (CPLR) could be amended by adding a new sub-
section (e):

(e) Based on breach of contractual representa-
tions and warranties in connection with sale of 
securities. In an action based upon a breach of 
contractual representations and warranties in 
connection with the sale of securities, the time 
within which the action must be commenced 
shall be computed form the time the person 
injured shall have discovered the facts consti-
tuting the breach. 

Economic cycles and real estate bubbles can be 
key triggers of mortgage loan defaults. Defects in 
loans may remain concealed during good times, but 
become apparent—via defaults—during hard times. If 
non-agency MBS deals had longer-lasting protections, 
investors could have greater confidence in investing 
the sector. In the absence of longer-lasting protec-
tions, investors may demand pre-closing reviews of 
the all the loans backing a proposed deal. The expense 
could make many non-agency MBS transactions 
uneconomical.

CONCLUSION

From 2005 through 2007 banks created millions 
of risky mortgage loans and packaged them into non-
agency MBS without disclosing their true riskiness. 
Investors and other market participants relied on false 
descriptions of the mortgage loans backing the securi-
ties. The misstatements and omissions remained hidden 
for years. In fact, they were not exposed until after 
investors’ claims under the federal securities laws had 
already expired.

The entrenched complexity of today’s capital mar-
kets means that material misstatements and omissions 
may remain concealed for years before coming to light. 
If investors’ remedies have expired in the meantime, a 
key element of the framework for maintaining honest 
capital markets will have been nullified. Such a result 
cannot be good for America in the long run.
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ABSTRACT: Losses on U.S. residential mortgage loans are too 
small to explain the magnitude of the 2008 financial crisis. Total 
losses, including both losses realized to date and those yet to be real-
ized, should fall in the range of $750 billion to $2 trillion. The global 
magnitude of the crisis is significantly larger, probably in the range of 
$5 trillion to $15 trillion, depending on the measuring approach. This 
implies that losses on residential mortgage loans cannot be the main 
cause of the crisis. They can only be a trigger that unleashed the true 
causes. The failure (or near failure) of a significant number of major 
financial firms suggests that high leverage and strong risk appetites 
were important immediate causes of the crisis. However, explaining 
the sources of high leverage and strong risk appetites requires probing 
for deeper causes that developed over a longer period. This article 
proposes deeper causes that include securities firms’ conversion from 
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ABSTRACT: Representations and warranties (R&Ws) are essen-
tial elements of private-label mortgage-backed securities (MBS) 
transactions. R&Ws protect investors from the risk of production 
defects in the mortgage loans backing an MBS and also increase 
the efficiency of the mortgage securitization process by limiting the 
need for pre-securitization due diligence of individual loans. Lenders 
breached R&Ws in a high proportion of loans from the 2005–2007 
origination vintages. Post-crisis litigation revealed the widespread 
nature of the breaches, which tended to concentrate in a few specific 

areas: 1) the truth and accuracy of data about the mortgage loans, 
2) compliance with underwriting guidelines, and 3) compliance with 
appraisal industry standards. For purposes of determining whether a 
breach of the data R&W is material, the standard should be three 
percentage points for errors in either a loan’s loan-to-value ratio or its 
debt-to-income ratio. Additionally, any misclassification of a loan’s 
occupancy status into a lower-risk classification should be material. 
Examples of material underwriting defects include the failure to con-
sider risk layering or permitting exceptions without compensating 
factors documented in the loan file. An example of a material defect 
in an appraisal would be noncompliance with industry standards by 
failing to use the most appropriate comparable properties for analysis.

The Role of ABS CDOs in the Financial Crisis
larry Cordell, GreG FeldberG, and danielle sass
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https://jsf.pm-research.com/content/25/2/10

ABSTRACT: We examine the role of asset-backed security col-
lateralized debt obligations (ABS CDOs) as a primary catalyst for 
the financial crisis. We show how ABS CDOs became the main 
investment vehicle for the riskiest investment-grade securities in the 
private-label mortgage market. We estimate a final tally of writedowns 
on ABS CDOs, $410 billion in total, with $325 billion assumed 
by AAA and “super-senior” securities, which had minimal capital, 
margin, or liquidity requirements. Pre-crisis regulations allowed exces-
sive leverage at some firms investing in these securities, imperiling 
their solvency and placing them at the center of the financial crisis.
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