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Purpose


This memorandum has been designed to provide support to advocates who are constructing the argument that courts can, and should, utilize equity when determining whether to grant forfeiture in foreclosure litigation. Equity enables courts to consider the adverse effects of foreclosure on homeowners and third parties not involved in litigation as opposed to strict and inflexible enforcement of the rules of contract.


This memorandum has been organized in a basic pleading format with sample pleading language and legal arguments. We suggest that advocates structure their motions to the court with detailed sympathetic facts, judicial support for equitable decisions and statistical information regarding Ohio’s foreclosure crisis. As well, the advocate should provide a list of current initiatives by the lending industry and the federal government to modify loans and to abate the foreclosure crisis. 


Advocates are encouraged to ‘borrow’ all or part of the information below. 

Introduction

Equity plays a role in American jurisprudence of providing remedies in situations where the law is unable to do complete justice.  The function of equity is to supplement the law where it is insufficient, moderating the unjust results that would follow from the unbending application of the law.
  

Equitable relief is fact-intensive and reacts to the times. Equity has the ability to adapt to new circumstances as they arise and is an expansive doctrine that can create or modify certain remedies in order to fulfill its role as a social reformer.
 In the present financial crisis, courts should use their equitable powers to prevent loss of homes.

I. 
Relief  Requested


Equitable arguments are most appropriately pled as affirmative defenses and as material facts in opposition of summary judgment. In addition to quelling motions for summary judgment by plaintiff lenders and servicers, equitable arguments have successfully resulted in stays of foreclosure by courts for the purpose of prompting the parties to negotiate workable resolutions. Additionally, equity has resulted in dismissals on the merits. Equitable arguments can also be utilized when requesting that courts grant foreclosure moratoriums to allow homeowners the opportunity to take advantage of pending rescue initiatives.


A.  Summary Judgment 
According to the Ninth District Court in Blue View Corp. v. Rhynes, the granting of summary judgment for equitable remedies is improper.
 Therefore, advocates are not advised to attempt equity arguments as support for a motion for summary judgment.

However, advocates are encouraged to utilize equitable defenses in opposition of a motion for summary judgment. Courts have found that summary judgment is inappropriate where a properly raised defense establishes a material issue of fact.
 In the event that genuine issues are raised by an affirmative defense, trial court proceedings are the only way to facilitate a full consideration of the merits.
  

In foreclosure proceedings specifically, the trial court has discretion to withhold foreclosure based on equitable considerations and principles.
  In the context of a foreclosure, summary judgment is generally inappropriate if the defendant raises the defense of equitable estoppel.
  In Beneficial Mtg. Co. of Ohio v. Leach, the Franklin County Court of Appeals concluded that unconscionable lending practices raised by the homeowner, “presented sufficient evidence to raise a genuine issue of material fact as to whether the refinance agreement . . . is substantively unconscionable.”

When a party raises an equitable defense, it is the responsibility of the court to weigh equitable considerations before imposing forfeiture.
 


B.  Trial on the Merits

In Ohio, courts of equity will assist the wronged party on the ground of fraud, imposition, or unconscionable advantage if there has been great inequality in the bargain.
 Equitable doctrines such as estoppel, breach of fiduciary duty and unconscionability have been applied by Ohio courts to deny forfeiture. 

For example, the Ohio Supreme Court has applied the equitable doctrine of estoppel in a case involving a "due on sale" clause, which allowed the mortgagee to accelerate the loan or require additional interest where the mortgagor failed to obtain the mortgagee's consent to transfer of the property.
 


As well, in Equitable Fed. S&L Assn. V. Hopton, the Fifth District Court of Appeals applied equity finding that, “A lender has a fiduciary duty to properly process and administrate its loan collections. It has a fiduciary duty to notify loan customers that are in arrears within a reasonable time. The Plaintiff's breaches of fiduciary duties owed to Defendants in this case preclude its recovery of a judgment in foreclosure. The Plaintiff's four-month delay in notifying the Defendants they were in arrears in their mortgage was negligent and a breach of its fiduciary duty to Defendants.”



C.  Moratorium

During the Great Depression, specifically between 1933 and 1934, twenty-seven states enacted statutes designed to mitigate the effects of the foreclosure epidemic sweeping the country at the time.
 States authorized stays of foreclosure proceedings and extensions of post sale redemption periods, often lasting for several years.
 These moratorium laws applied to both non judicial and judicial foreclosures.


In response to the current foreclosure crisis, Ohio is revisiting moratorium initiatives. Currently, both Lucas and Hamilton counties have taken action to urge the Ohio Legislature to enact a six-month moratorium to “give struggling homeowners breathing room and allow time for federal action to help the economy.”


Ohio courts, as well, could use their equitable powers to create a temporary moratorium on all foreclosure cases moving forward.  Advocates may present several strong arguments in favorite of a moratorium, i.e. it would be inequitable for foreclosures cases to move forward while legislation is pending that promises to bring relief those in foreclosure, it would be inequitable for a case to proceed without the plaintiff making a good faith effort at loss mitigation, and it would be inequitable for cases to proceed when foreclosures result in unprecedented damages to the community. Regardless of the basis for the equitable argument, a temporary foreclosure moratorium is clearly within a court’s equitable powers.

II.
Facts


When constructing an equity argument, advocates should write a sympathetic summary of the relevant facts and attach an affidavit of the same from the Defendant/Homeowner. 


See attached sample affidavits:



1.
First Knox v. Peterson


2.
U.S. Bank v. Hutchison
III.
Law & Argument


Advocates are encouraged to utilize the below information when crafting persuasive motions to the court.  Information includes judicial support for equitable decisions and statistical information regarding Ohio’s foreclosure crisis. We have also included brief histories of the real estate market and equity’s role in the context of foreclosure litigation. As well, there is a summary of current initiatives by the lending industry and the federal government to modify loans and to abate the foreclosure crisis.


Judicial Precedent 


A.  Ohio Court Decisions 
In Ohio, foreclosure is a two step process.  The question of whether a borrower is in default on his note is a separate question from whether the borrower’s equity of redemption in his mortgage should be cut off.
 

 Ohio foreclosure proceedings are equity proceedings, and such proceedings invoke "the plenary equity jurisdiction of the court."
 Since the marshaling of liens is an equitable doctrine, it is fundamental that “he who comes into equity must come with clean hands.”
 The simple assertion of the elements of foreclosure does not require, as a matter of law, the remedy of foreclosure.
 Therefore, the mere technical signing of the mortgage note and mortgage deed does not solely provide a cause of action.


In Wheatstone v. Turner,  the Twelfth District Court noted that “simply because appellant defaulted on the terms of his obligation to appellees does not automatically entitle them to foreclose because foreclosure of a mortgagor’s equity of redemption is a separate question from the existence of a default on the underlying obligation.”


B.  U.S. Supreme Court Decisions

The U.S. Supreme Court has found that, “Where a suit in equity concerns the public interest as well as the private interests of the litigants this doctrine (equity) assumes even wider and more significant proportions.”
 Accordingly, the U.S. Supreme Court has upheld the use of equity-like powers to delay or deny tax foreclosures after balancing the equities of innocent third parties.
 

In United States v. Jensen, the U.S. Supreme Court prevented a foreclosure due to the possibility of harm to the defendant’s wife, an innocent third party whose interest in the house was not affected by a tax lien.
  The government attempted to foreclose on the home in order to satisfy a tax assessment, but the United States District Court in Utah refused to order the sale.

 
The Court held that “a third party's rights are inextricably bound up in the exercise of the government's right to foreclose on the taxpayer's assets” and utilized a balancing test to determine the proper outcome.
  The test used was a weighing of the government’s interest in collection of delinquent taxes against the possibility that innocent third parties will be “unduly harmed.”
 Taking into account the facts that Mrs. Jensen had lived in the home for 20 years, was in fragile health and did not have any employment opportunities, the foreclosure was prevented because the harmful effect it would have on her substantially outweighed the prejudice to the government in delaying the sale.
  In Jensen, the Court found it particularly persuasive that the defendant would be losing the “roof over her head.”
 


The decision in Jensen was based in large part on the U. S. Supreme Court decision in United States v. Rodgers, a similar case where the Court used its equitable discretion to refuse to order a sale.
  In this case, the Court attached great significance to the fact that the wife was innocent of the debt of her husband, and her property right should not be infringed as a consequence for debts she did not cause.
  


  The Jensen holding has been limited in its scope.  In United States v. Byrnes, the court was unwilling to extend the Jensen holding to the facts of that case.
  In that case, the defendant was a college graduate, employed as a psychologist and had health problems not nearly as serious as Ms. Jensen’s terminal cancer.
  However in Byrnes, the court delayed the sale in order for the defendant to attempt to obtain financing or arrange for a private sale on more favorable terms.
  Therefore, a court in equity, even if it is unwilling to delay the sale indefinitely could be persuaded by Byrnes to delay the sale in order to give the homeowner time to obtain financing or re-structure the mortgage terms.


C.  Other State Decisions 

Other states have recognized equitable defenses to foreclosure actions.  A Michigan Court of Appeals acknowledged the “general availability of equitable defenses in foreclosure and summary proceedings” to “determine equitable claims and defenses involving the mortgagor's interest in the property.”
  Pennsylvania courts have also found equitable defense to be applicable to foreclosure actions.
  In Green Tree, the mortgagors successfully presented the equitable defense of fraud to avoid summary judgment in a mortgage foreclosure action.
  Additionally, it is well-established in Connecticut law that equitable defenses are available in a mortgage foreclosure action.
 

Because a foreclosure is an equitable proceeding, numerous defenses have been recognized, including: unconscionability of interest rate,
 non-fulfillment of obligations,
 duress and coercion and material alteration
, abandonment of security,
 mistake,
 accident,
 unclean hands,
 breach of the implied covenant of good faith and fair dealing,
 equitable estoppel, laches,
 and refusal to agree to a favorable sale to a third party.
  This list of available defenses is not exhaustive "since foreclosure is an equitable proceeding the court may consider . . . all relevant circumstances to ensure that complete justice is done."

IV.
Why the Court Should Apply Equity

A.  History

The rule of equity has long coexisted with mortgages.  Dating back to medieval England, mortgages involved a reconveyance of land only if the debt was paid precisely on the due date.
  Since the mortgagor was often unable to redeem his land due to economic hardship,
 strict court enforcement of the law resulted in harsh results.
  In the 17th Century, Courts of Equity began to step in to prevent this harsh result – first, upon showing of good cause and, later, for any reason.
  Accordingly, equity granted relief in the form of a right to redeem the property by tendering principal and interest within a reasonable time after forfeiture.
  This right eventually became known as the “equity of redemption.”
  To be fair to both parties, equity created the counterbalancing remedy of foreclosure, which would end the right to redeem.
 These equitable principals concerning foreclosure were brought to America, where they are now found with variations of substance and procedure in every state, including Ohio.
 Equity has evolved to protect against the more significant loss of homeownership through foreclosure. 

 
B.  Complex Mortgages Require the Intervention of Equity
Today in foreclosure we are dealing with a new kind of mortgage.
 Originally mortgages were for lump sums payable on a date certain.  This expanded to a system with monthly payments over a term of years, accompanied by an acceleration clause allowing foreclosure for missed payments during the term of the loan.
 

 
The “new” mortgage market also increased dramatically in complexity, distance (economic, cultural and social) between the borrower and the ultimate lender, and opportunities for abuse.  

 
Features in the new mortgage market include:


1.  Loan originators paid large up front fees and then no further involvement with the loan or incentive to see that it functioned well for the borrower.
 


     2.  Mortgage professionals who sold and packaged loans had much more information than borrowers.  Subprime loan prices were complex, based on multiple components and hard to understand, compare or evaluate. Accordingly borrowers tended to trust the experts with whom they had personal contact. 


3.  Segregation and separation of the “prime” and “subprime” credit markets prevented borrowers from getting appropriate loans. This allowed lenders to charge an additional cost, that was opportunistic, exploitative and exceeded the additional risk of a borrower’s default.
 


4.  The supply of investment dollars seeking mortgages through the investment banks that financed securitization, created demand for more loans, and incentives for originators to make and securitize loans that were not suitable for the borrower.


5.  As a result alternative and exotic mortgage products were pushed onto borrowers. Adjustable rate mortgages with an initial “teaser rate,” which for 2 or 3 years was artificially lower than the eventual fully indexed rate computed by a formula, became common. 
  This resulted, temporarily, in a low monthly payment attractive to borrowers, but often became unaffordable afterwards. Lenders in many cases disregarded whether the borrower would later be able to repay the fully indexed rate.


6.  Lenders underwrote these loans knowing that, as long as home values were increasing, borrowers would be in a position of needing to refinance later on.
  


7.  When home values stopped increasing, borrowers had no way to pay, resulting in the subprime mortgage meltdown and foreclosure crisis. 


8.  Securitization created practical barriers for borrowers seeking relief for badly originated mortgages.
 


C.  Ohio is Suffering a Crisis in Foreclosures That Harms Not Just the 

      
      Parties but Neighbors and Communities



We recommend that advocates include stark statistical information to support equity arguments. Data regarding the foreclosure crisis is rapidly changing and, as such, advocates should review updated information from sources such as Save the Dream (www.com.ohio.gov/SavetheDream) and Policy Matters Ohio (www.policymattersohio.org).  We suggest that, in addition to a summary of Ohio statistics, the advocate include statistics relevant to the court’s jurisdiction if persuasive.


The information available to date is illustrative and compelling: 


In 2007, there were 84,751 new foreclosure filings in Ohio.
  This is an increase of 6.7% from 2006.
  Since 1995, the number of filings has at least quadrupled in all but a few of Ohio’s counties and has quintupled statewide.
  Counties with the greatest growth in foreclosure filings were scattered across the state, suggesting that foreclosures in Ohio are not specific to a particular region.  Ohio leads the nation in the share of mortgage loans in foreclosure at 3.88%.
  Ohio currently ranks fifth in new foreclosure proceedings.


The future of Ohio foreclosures does not look any brighter.  According to the most recent survey by the Mortgage Bankers Association, 7.67% of home loans in Ohio are past due, with 2.01% 90 days or more.  These numbers suggest that the foreclosure rate in Ohio will continue to hold steady at its current high or increase even further.    


The effect of foreclosures in Ohio is not limited to the individual homeowner.  Studies have shown that a single foreclosure on a home lowered the value of other nearby homes by an average of 0.9%.
  Furthermore, each additional foreclosure in a neighborhood lowers nearby homes by an additional 0.9%.
  This translates into a projected loss of $2.8 billion in Ohio home values in 2008-2009.
  


Not only are homeowners and neighborhoods adversely affected by foreclosures, local communities as a whole suffer great financial loss with each foreclosure.  It has been estimated that each foreclosure costs a municipality as much as $10,000.
  Furthermore, the municipalities are left dealing with the vacant and abandoned homes after a foreclosure.  A recent study of eight Ohio cities identified nearly $64 million in costs to local jurisdictions related to vacant and abandoned properties.
  This included nearly $15 million in city service costs such as code enforcement, boarding, demolition, maintenance, and police and fire services, and over $49 million in lost tax revenues from demolitions and tax delinquencies.
  


Local communities face a unique set of challenges in addressing vacant and abandoned homes as a result of foreclosure.  Cities do not have adequate systems in place to identify and track vacant properties.
  In addition, even though local jurisdictions have higher costs dealing with the results of foreclosures, cities are facing a significant loss in property taxes in order to address these issues.  School districts are facing the greatest impact of tax loss since school districts receive about two-thirds of real property tax revenue.
  Neighborhoods suffer blight from vacant properties and neighborhoods with a high rate of foreclosures are often hit by property flipping schemes.
     


D.  Equity is Also Appropriate Where Strict Enforcement of a Contract 

        
      Creates an Inequitable Result for Both Parties to the Loan 



      Agreement.


In addition to presenting the court with information regarding the effect the foreclosure crisis has on the immediate community and the state, the advocate may elect to include information as to the adverse effects on investors and the financial market. 
Mounting evidence suggests that the foreclosure alternative is causing tremendous losses to investors.
 Nationally, investors are only seeing 50% of the principal balance of the home loan returned to them upon liquidation.
 One source claimed that in Ohio (over a year and half ago) the statewide recovery rate was only 35% of the combined loan balance and costs.
  A more recent study done at Case Western Reserve University confirms the breathtaking loss in value that has occurred to vacant, post-foreclosure, bank-owned properties in Cuyahoga County.
  Their research looked at the publicly available data on post-foreclosure parcels in Cuyahoga County between 2000 and September of 2007.  The researchers compared the value of a foreclosed home at the time it was transferred “back to the bank” with the price the property fetched when it was finally sold to a third party.


As this crisis began to take hold in 2000, investors could still expect to recover about 80% of the county Auditor's appraised value of the home on liquidation.  Fast forward to 2007, (about 75,000 foreclosures later) and county-wide the recovery on bank-owned property has dropped to just over 40% of appraised value. These loss figures will vary by the affected geography but they are consistently severe throughout the area.  In the city of Cleveland the liquidation values have dropped to just over 30% of appraised value, while in the suburbs the drop is “only” to just under 60%.  Clearly, investors are no longer being served by wholesale use of the foreclosure remedy.


The current real estate market collapse (the first such sustained, national decline in values since 1938) has created a wholly unanticipated environment for the operation of the secondary mortgage market. When, real estate values fall across entire regions and the nation as a whole, the contracts grounded in that expectation and securing the trillions of dollars of American mortgage debt are no longer effective.  The underlying real estate values cannot make creditors whole.  Quite aside from the recent abandonment of responsible loan underwriting standards that overtook the mortgage industry, the bubble in values caused by that heedless lending has burst---with catastrophic consequences.


The negative feed back loop from indiscriminately pursing foreclosures “because we can” is only going to accelerate and enlarge the destructive fallout across the national housing markets.  A matter of increasing urgency is the rate at which American homeowners are falling into “negative equity” positions with their home mortgages. The further this phenomenon of “underwater” mortgages progresses, the deeper our nation (and state) will sink into economic hopelessness.  A breathtaking 10 million households in the United States are currently “underwater.”  



According to a recently released report,
 in Ohio, 22% of all homeowners owe more on their home than it is worth. Adding in those who are leveraged up to or higher than 95% of “loan to value” brings the total up to 29.1%.  Nationally, Ohio is ranked 7th in the nation in negative equity, even when including the notorious “Bubble States” of California, Florida, Nevada and Arizona.  In Ohio, these percentages translate into daunting totals of homeowners carrying more mortgage debt than their homes are actually worth.  Of just over 1.9 million mortgaged homes in Ohio, 419,000 are stuck with a mortgage that exceeds the value of their home, while adding in the those leveraged to and over 95% of value brings the “drowning” total up to over 553,000. 


Many local housing markets have been pushed into a negative feed back loop of declining values, contributing to more foreclosures and vacant homes, causing more drops in value.  


In sum, the constricting tax structures; the diffuse and conflicting investor interests and lack of effective investor control; the mandatory servicer advances; and the servicers' remoteness from losses sustained on final liquidation of the property, have all conspired to leave the investor community disorganized and powerless to reverse this destructive economic vortex even in the face of their ever mounting losses.


Under these extraordinary circumstances, the flexibility provided by time-honored equitable remedies frees both the borrowers and the investors from the tyranny of these destructive contracts, and allows the court to fashion extra-contractual, wealth-preserving remedies in appropriate foreclosure cases.  Using equity to address this economic emergency will serve to buck up local markets, prevent needless “vacancy waste,” and, over the long term, create a better return for investors.

V.
Relevant Programs


Stays and dismissals by the court allow homeowners access to recovery plans created by the federal and state governments and a growing number of lenders.


There are currently several programs that the Federal Reserve (“Fed”) and the Treasury Department (“Treasury”) have used or will use to infuse trillions dollars into the economy either by direct subsidy or loan, by purchasing troubled assets, by guarantying troubled assets, or by allowing troubled assets to secure loans.  

Programs include:


A.
The Emergency Economic Stabilization Act (“EESA”)

Under EESA, the “bailout bill,” the federal government pledged $700 billion to rescue banks and stabilize the financial system. The Treasury has spent or committed $310 billion and is withholding another $350 billion for the new administration.
 There may not be a sufficient nexus between the EESA money and the homeowner for an equity argument. EESA is simply a grant of money and only requires that the possibility for a loan modification be examined when the Treasury purchases trouble assets.


B.
The Fed’s New $800 Billion Program


In a terse two-paragraph press release, the Fed agreed to print $800 billion towards the bailout. Two hundred billion dollars was set aside for consumer loans, $600 billion was directed towards mortgage-backed securities (“MBS”). The Fed will use $100 billion to purchase MBS held held by the government-sponsored enterprises (“GSEs”). The Fed will use the remaining $500 billion to purchase MBS backed by the GSEs. The Fed anticipates the purchases to take place over several quarters. This program is not part of the EESA and does not directly protect homeowners. Still, there are strong equities at issue that do not exist with EESA as currently applied. Specifically, there is a direct nexus between the purchase of troubled MBS and the homeowner’s mortgage backing that troubled MBS. In other words, when the Fed uses taxpayer money to purchase a mortgage pool with the client’s mortgage, equity should compel the “asset manager” to make a strong effort for a loan modification.



C.
Toxic Mortgages as Collateral

There remains an open question as to how federal actions can serve as a basis for equitable arguments when the MBS are not backed by a GSE. In many ways, a strong case for equity can be made in little known changes the Fed made in its lending practices.  In Beginning in August 2007, the Fed shifted how it loaned money.  The change involved 11 programs, eight of them created in the past 15 months. 
  Before Sept. 14, 2008, the Fed would generally accept only “top-rated government and asset-backed securities as collateral.”
  After that date, the Fed began accepting subprime mortgage backed securities debt as collateral for loans from the Fed.  Although these toxic assets were close to worthless, the Fed, it appears, has valued these debts at near face value for the purpose of collateral.  As reported in Bloomberg, the “Federal Reserve is refusing to identify the recipients of almost $2 trillion of emergency loans from American taxpayers or the troubled assets the central bank is accepting as collateral.”
  


This program has been under the radar when compared to the direct lending under TARP or the various loan modification plans by Fannie and Freddie, or the proposed plan set forth by the FDIC.  But this issues program has some benefits in an equity brief if the client’s debt was part of pool that was used as collateral.   


Assume the client’s mortgage was bundled in a pool and that pool was subsequently used as collateral for a loan.  This would create a powerful equitable argument because it connects taxpayer money to both the lender and client.  Specifically, a loan modification under these facts would protect the taxpayer’s interest by keeping that the loss of a home decreases the value of the collateral to a greater degree than a minor adjustment from a loan modification. 


D.
Citi Bailout


On Monday, November 24, 2008, the Fed and the Treasury announced a large bailout of Citi Group.  The broad terms of the agreement were:

1.   The U.S. Treasury will invest $20 billion in Citi preferred stock under the 
Troubled Asset Relief Program (“TARP”). 

2.   Citi will issue an incremental $7 billion in preferred stock to the U.S. 
Treasury and the FDIC as payment for a government guarantee on $306 
billion of securities, loans, and commitments backed by residential and    
commercial real estate and other assets.

3.   Citi will issue warrants to the U.S. Treasury and the FDIC for 
approximately 254 million shares of the company’s common stock at a 
strike price of $10.61.


The Citi bailout mirrors the EESA with a direct investment, but the loan guaranties provide a basis for equity similar to that discussed in the previous section.  Specifically, the MBS held by Citi are collateral, and Citi should not be allowed to refuse to enter into a loan modification when the alternative, default, would trigger a larger taxpayer payment to Citi.  

VI. 
Conclusion


The power of equity can intervene to do justice, make the parties whole, protect the community and preserve ownership while seeing that fair debts are fairly paid. 


Advocates are encouraged to craft equitable arguments based upon factual inequities together with the use of the aforementioned case support, statistical data, and access to recovery plans by the federal and state governments and a growing number of lenders. The current judicial climate supports potential for successful equity arguments on behalf of homeowners, third parties and communities adversely affected by foreclosure. 
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