
SUBPRIME MORTGAGE LITIGATION

Building on decades of experience assessing fi nancial 
and economic issues that arise in litigation involving mortgage 
lenders and other fi nancial institutions, Cornerstone Research 
staff and experts have worked on a number of matters involv-
ing subprime mortgages. Subprime mortgage litigation has 
had several areas of focus, including mortgage loan origina-
tion, securitization and other fi nancing activities for mortgage 
originators, and investments in mortgage-backed assets. Our 
fi rm’s “partnership” of more than 400 full-time staff profes-
sionals with leading academic and industry experts gives us 
the basis to address issues in fi nance, real estate economics, 
and accounting that arise in subprime matters.

Mortgage Loan Origination
Some fi nancial intermediaries have focused much of their business 
activity on subprime lending. Others have made subprime loans 
in the context of more varied mortgage lending businesses or as 
part of more diverse fi nancing activities. With interest rates at his-
toric lows, residential real estate investment grew from 1990–2005. 
Subprime lending enabled less creditworthy borrowers to fi nance 
their homes.

In light of heightened subprime lending activity and rising inter-
est rates, defaults have increased. This increased default rate has 
prompted a variety of consumer and other actions against mort-
gage lenders:

•    Consumers have accused mortgage lenders of improper actions 
in providing debt to less creditworthy borrowers; alleged that some 
originators may have misled borrowers about the terms of bor-
rowing commitments; and claimed that some lenders may have 
discriminated against borrowers by focusing subprime lending 
activities on certain segments of the population. 

•   Investors have also brought claims against originators and their 
professional advisors, claiming to have been misled about the 
risk and performance of subprime lending businesses. 

•   In bankruptcy matters, the issues of focus in consumer and 
investor actions have become the basis for claims about the 
causes of diminished value of mortgage lenders. 
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All of these cases raise a number of fi nancial, economic, and 
accounting issues:

•   We have assessed questions of class certifi cation in many inves-
tor and consumer actions, including the typicality of borrowers, 
loan terms, and loan portfolio performance. 

•   We have also analyzed mortgage lenders’ risk and performance, 
the degree to which this information had been accounted for 
and disclosed, and the impact of various factors on fi rm value 
or asset value.

During a Period of Low Interest Rates…
10-YEAR NOMINAL TREASURY RATE

Source: Federal Reserve
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…Real Estate Investment Has Increased
PRIVATE RESIDENTIAL FIXED ASSET INVESTMENT

AS A PERCENTAGE OF GDP 
Source: Bureau of Economic Analysis
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Securitization and Other Financing
Mortgage lenders frequently fund their businesses by removing loan 
assets from their balance sheets through the process of securitiza-
tion—the bundling of loans into pools from which new securities 
can be derived. Investment banks often structure and place these 
mortgage-backed securities. Mortgage lenders may retain a par-
tial (or residual) stake in the loan pools, and will often generate 
fees through ongoing loan servicing. In addition to securitization, 
investment banks lend to mortgage originators to supplement their 
cash fl ow as they originate more loans. 

As these fi nancing activities have grown and as subprime loans 
have comprised an increasing share of mortgage pools, mortgage 
loan originators, investment banks, their auditors, and other partici-
pants in the securitization process have faced litigation:

•   Consumer, investor, and bankruptcy actions have alleged that 
those providing fi nancing to mortgage lenders have been com-
plicit in alleged improper actions by the originators. 

•   Mortgage-backed securities have also been the focus of litiga-
tion, with allegations involving the structure of those securities 
(such as the nature of loans included in a pool and how the risk 
of a particular stake or tranche in the pool was assessed) and 
their valuation. 

For a number of reasons, it can be challenging to value mortgage-
backed securities:

•   These instruments often trade infrequently and privately, and it 
can be diffi cult to observe a market price. 

•   The potential illiquidity of a particular instrument at a given 
time can have an impact on its value. 

•   The value of mortgage-backed securities varies with the credit 
risk, interest rate sensitivity, and optionality of the underlying 
loans (such as the borrowers’ options to prepay when interest 
rates decline) and of the tranches created from loan pools. 

Cornerstone Research experts and staff have worked extensively 
on the analysis and valuation of structured debt instruments and 
mortgage-backed securities, analyzing the risks and value of under-
lying securities, the parameters and ratings of specifi c tranches, 
and the degree to which those factors were properly accounted for 
and disclosed. We are familiar with the market dynamics, informa-
tion sources, and derivatives pricing methods relevant to valuing 
these instruments.
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Subprime Mortgage Lending Has Increased
SUBPRIME ORIGINATIONS

Source: Inside Mortgage Finance  Dollars in Billions
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Early Payment Default Is on the Rise, Especially for Subprime Mortgages
PERCENTAGE OF LOANS 60 DAYS OR MORE PAST DUE 

WITHIN 4 MONTHS OF ORIGINATION
 Source: LoanPerformance
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Issuance of Mortgage-Backed Securities Has Increased
NON-AGENCY ISSUANCE OF MORTGAGE-BACKED SECURITIES AND 

COLLATERALIZED MORTGAGE OBLIGATIONS IN U.S. BOND MARKETS
Source: Securities Industry and Financial Markets Association  Dollars in Billions
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Investing in Mortgage-Backed Assets
With the rise of subprime lending and the ensuing securitization, 
many institutions have increased their investments in mortgage-
backed securities. These investments have taken the form of stakes 
in loan pools, tranches of securities derived from those pools, and 
pieces of collateralized debt obligations (CDOs) with underlying 
mortgage assets. Over the past decade, CDOs have provided a grow-
ing means to package mortgages and other debt to create new 
investment opportunities. Investors may perceive advantages in the 
diversifi cation afforded by pooling debt instruments to create CDOs. 
The structuring of CDOs into risk-based tranches has allowed inves-
tors to target their exposure. 

As with mortgage-backed securities, the structuring, risk assess-
ment, and valuation of CDOs can be somewhat complex. CDO invest-
ments also tend to trade infrequently, leading to issues of price 
transparency and liquidity. Litigation arises between investors in 
mortgage-backed assets and those who are involved in originating, 
structuring, placing, and evaluating those assets. Claims have also 
arisen regarding the underlying asset composition, risk profi le, and 
valuation of these investments; the degree of disclosure associated 
with such issues; and the suitability of CDOs for different buyers. 

We have worked extensively to analyze the structuring, risk, and 
value of CDO tranches and other mortgage investments. We have 
assessed the value of such investments in the portfolios of hedge 
funds and other investors, their investment strategies and risk man-
agement practices, and the value of those investment entities. 
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Subprime Mortgage Securitization Has Grown
WORLDWIDE SECURITIZATION ISSUANCE BY TYPE OF RECEIVABLE

Source: Asset-Backed Alert  Dollars in Billions

The Growth in Mortgage-Backed Securities Has Contributed to the Rise of 
Structured Finance Collateral in Collateralized Debt Obligations

QUARTERLY COLLATERALIZED DEBT OBLIGATION 
ISSUANCE IN THE UNITED STATES

      Source: SDC  Dollars in Billions
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