
In two decisions handed down on January 28,
2008, Monaco v. Bear Stearns Residential Mortgage
Corp.,1 and LaSalle Bank, N.A. v. Shearon,2 courts on
opposite sides of the country put a pro-borrower
interpretation on loan documents and state consumer
protection statutes in order to save borrowers from
defaults on option adjustable rate (“option-ARM”)
and subprime home mortgage loans. 

In Monaco, a federal court in California found that
standard option-ARM loan documents are “ambigu-
ous,” potentially subjecting the lender to liability for
trying to enforce the loan’s terms.  Making matters
more difficult for the lender, the court further held
that the lender’s alleged violation of the federal Truth
In Lending Act (“TILA”) could create liability under
California’s Unfair Competition Law (“UCL”),
which provides for greater penalties than allowed
under TILA, even though the borrower’s TILA
claim was barred by the statute of limitations.  In
Shearon, the first reported case on New York’s
“High-Cost Home Loans” law, a New York court
threatened to invalidate a subprime home loan and
mortgage because the lender financed an excessive
amount of loan fees and points and failed to make a
“due diligence” inquiry as to the borrower’s ability
to repay.

This Stroock Subprime Task Force Special
Bulletin looks at the Monaco and the Shearon deci-
sions and their implications for lenders.  

The Monaco Case: An Option-ARM Is
Dis-armed

Plaintiffs’ Claims and Bear Stearns’ Motion to Dismiss
Plaintiffs in the Monaco case are suing their lenders,

Bear Stearns Residential Mortgage Corporation and
Bear Stearns & Co. (together, “Bear Stearns”), on
behalf of all California consumers who were sold Bear
Stearns’ option-ARM loan product.  The Bear
Stearns loans purported to give plaintiffs the option to
make minimum payments at an initial annual interest
rate of 1% or to elect higher monthly payments.  The
loans also gave the lender the right to adjust the inter-
est rate to a rate that never would be less than 3.5% or
more than 9.95%. 

Plaintiffs claim Bear Stearns led them to believe
that the 1% initial interest rate on their loans would be
fixed for three to five years and that their minimum
monthly payments would be applied each month to
interest and principal.  Plaintiffs further allege they
were immediately charged a much higher rate and
that their monthly payments were insufficient to
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cover interest, resulting in negative amortization.  
Plaintiffs seek to rescind their loans by reason of

alleged violations of TILA, including failure to dis-
close the actual interest rate and negative amortiza-
tion, and, using the alleged TILA violations as a pred-
icate, demand damages and restitution under
California’s UCL.  Plaintiffs also sue Bear Stearns for
breach of contract and the implied covenant of good
faith and fair dealing for having adjusted the initial
interest rate shortly after origination and for having
applied monthly payments to interest only.

Bear Stearns made a three-pronged motion to
dismiss the case.  First, Bear Stearns moved to dis-
miss the TILA claims on the grounds that plaintiffs
were not entitled to have their loans rescinded
because the option-ARMs were refinancings of
prior loans and because TILA’s one-year statute of
limitations had expired.  Second, defendants moved
to dismiss the UCL claims on the grounds that
TILA preempts California’s UCL and will not per-
mit plaintiffs to win damages and penalties not per-
mitted under TILA.  Finally, Bear Stearns moved to
dismiss the contract claims based on the plain lan-
guage of the loan documents. 

Time-Barred TILA Claim Becomes Live UCL
Claim

Although the California court agreed that plain-
tiffs could not use TILA to rescind their loans and
the TILA claim was barred by the statute of limita-
tions, it nevertheless rejected defendants’ preemp-
tion argument:

A State law is inconsistent with TILA if it
requires a creditor to make disclosures or
take actions that contradict the requirements
of the Federal law.  Here, Plaintiffs’ second
cause of action under the UCL is based sole-
ly on Defendants’ alleged TILA violations.
Nowhere do Plaintiffs suggest that
Defendants failed to make certain disclosures
or take certain actions not encompassed by

TILA.  Plaintiffs invoke the UCL solely for
the additional remedies offered thereunder.
Additional penalties are not inconsistent
with TILA, but merely provide greater pro-
tection to consumers.

Thus, the UCL’s longer statute of limitations enabled
the Monaco plaintiffs to pursue their otherwise time-
barred TILA claim and to obtain penalties that would
not be permitted under TILA.

“Ambiguous” Option-ARM Documents Create
Potential Lender Liability

The court next rejected Bear Stearns’ attempt to
use its own loan documents as a defense, finding that
the provisions regarding the interest rate and how
payments were to be applied were “ambiguous.”
With respect to the interest rate, the court explained:

[T]he Court finds that the language govern-
ing the interest rate … is ambiguous.
Section 2 of the Note states the Plaintiffs
“will pay” interest at a yearly rate of 1% but
that this rate “may change” pursuant to
Section 4.  However, Section 4 states that
the interest rate “will change” on the first
payment due date and that it “will never be
lower than 3.500%.”  …  Because the Court
[must] “give effect to every provision” of a
contract, the Court concludes that the Note
is reasonably susceptible to the interpretation
that Section 4 applies and to the interpreta-
tion that Section 4 may not apply.

With respect to how payments were to be applied,
the court found these provisions ambiguous in the
context of the note as a whole:

Section 3 states “I will pay principal and
interest by making a payment every
month.”  According to Plaintiffs, one could
reasonably interpret this statement to mean
that payments will be applied to both prin-
cipal and interest, in spite of later statements
in the Note that negative amortization is a



                                           



possibility.  Defendants counter that [this
statement] describes Plaintiffs’ obligation to
make payments, leaving open the question
of how those payments will be applied to
other sections. (emphasis in original)

The court noted that the following provision was
immediately below the disputed statement:  “I will
make these payments every month until I have paid
all of the principal and interest and any other charges
described below that I may owe under this Note.”
According to the court, this statement “more accu-
rately describes Plaintiffs’ payment obligations.  On
this basis, it is certainly reasonable … to interpret the
former disputed statement [as suggested] by
Plaintiffs.”

The court also found that this interpretation was
“arguably” supported by provisions of the note that
gave the borrowers different options to “Pay the
amount necessary to pay the loan off (Principal and
interest).”  Based on such wording, the court said,
“one could reasonably conclude that . . . Section 3
refers to an amortized payment plan.”

Finally, the court stated that in light of its finding
that the note was ambiguous as to the applicable
interest rate, “one could reasonably conclude that
monthly payments will amortize the loan.”

Monaco is one of more than 40 option-ARM loan
cases currently pending in the Central, Eastern,
Northern and Southern Districts of California.  None
have yet progressed far beyond the pleading stage.

The Shearon Decision: New York Court
Comes Down Hard on “High Cost”
Subprime Loans

In Shearon, the first reported case on New York’s
“High-Cost Home Loans” law, a state court judge has
denied a bank’s motion to foreclose on a subprime
mortgage, ruling that the bank committed multiple
violations of New York’s Banking Law by, among
other things, financing points and fees in excess of
three percent of the total loan amount and failing to

conduct any due diligence to determine the borrow-
er’s ability to repay.  The judge ordered a hearing to
assess damages against the bank, including possibly
voiding the bank’s mortgage and loans, returning to
the borrower all mortgage payments and expenses,
and awarding attorney’s fees.  The following is an
overview of some of the key points of the decision.

A $355,000 Loan for a $335,000 House
In January 2006, David Shearon bought his Staten

Island home for $335,000.  The contract of sale, how-
ever, recited a purchase price of $355,100 with a
“Seller’s Concession” of $20,100.  Although Mr.
Shearon made a deposit of $5,000, the mortgage
lender, WMC Mortgage Corp. (“WMC”), financed
the entire $355,100 in the form of two mortgage
loans: a first loan of $284,000 at an initial interest rate
of 7.59% later adjustable up to 14.09%, and a second
loan of $71,000 with a fixed interest rate of 10.75%.
In essence, WMC provided Mr. Shearon with two
no-money-down home mortgage loans that together
were in excess of the value of the home.  As deter-
mined by the court, over $19,000 of that financing
went to pay points and fees associated with obtaining
the loans.

Mr. Shearon initially applied for a home mortgage
jointly with his wife, who had a higher credit rating
than her husband.  Although the Shearons’ joint tax
return showed a combined annual income of less than
$30,000, Mr. Shearon and his wife represented on the
original loan application that their monthly income
was $7,200.  The Shearons were told that they were
considered “A paper,” a term used to describe loan
applicants with the highest level of creditworthiness,
and were advised by their mortgage broker that they
would be placed into a traditional loan product with
a fixed interest rate. 

Shortly before the closing, Mrs. Shearon was
removed as a borrower on the loans and, without
conducting any further underwriting inquiry as to
Mr. Shearon’s ability to repay on his own, he was put



                                           



into WMC loans that were considered to be “sub-
prime products.”  As calculated by the court, the
anticipated finance charges over the life of the two
loans would require Mr. Shearon to pay up to
$804,683 for a house that cost $335,000.  

The Multiple Violations of New York’s “High-
Cost Home Loans” Statute

When Mr. Shearon failed to make his monthly
mortgage payments, LaSalle Bank, N.A. (the
“Bank”), as loan trustee and successor to WMC,
commenced a mortgage foreclosure action in New
York state court and moved for summary judgment.
Mr. Shearon responded by raising various “predatory
lending” defenses under state and federal law, includ-
ing alleged violations of New York’s “high-Cost
Home Loans” statute.3 Mr. Shearon’s case appears to
be the first time this statute, enacted in 2002, has been
tested in the courts.

New York’s High-Cost Home Loans statute pro-
hibits certain practices by lenders in offering “High-
cost home loans.”  The statute defines a “high-cost
home loan” as one exceeding certain “thresholds,”
including: (i) a first lien mortgage loan with an inter-
est rate more than eight percent (or nine percent for
a subordinate lien) above the yield on treasury securi-
ties of the same maturity, or (ii) certain loans with
points and fees in excess of five percent of the total
loan amount.4

In denying the Bank’s motion for summary judg-
ment, the court gave short shrift to the Bank’s asser-
tion that because the loans bore interest at less than
New York’s usury rate of 16%, they were not “high-
cost” within the meaning of the statute.  The court
did not analyze the loans in terms of the statutory def-
inition of “high-cost home loan,” finding it sufficient
that the lender considered its loans to be “high cost”
as evidenced by the lender’s preparation of New York
High Cost Loan Disclosure, High Cost Loan
Payment Disclosure and High Cost Loan Insurance
forms in connection with the loans.

The court was equally unmoved by the Bank’s
argument that the Shearons had submitted a fraudu-
lent loan application, remarking that:

While this court will not condone fraud by
the borrower, New York Banking Law
Section 6-l(2)(k) states that:
‘A lender or mortgage broker shall not
make or arrange a high-cost home loan
without due regard to repayment ability,
based upon consideration of the resident
borrower or borrowers’ current and
expected income, . . . as verified by
detailed documentation of all sources of
income and corroborated by independent
verification.’ (emphasis in court’s quotation
of statute)

The court went on to find three separate violations of
the statute.

First, the court held that WMC’s financing of fees
and points violated the statute’s prohibition against
financing of fees and points in excess of three percent
of the principal amount of the loan.  The court found
that more than $19,000 in fees and points financed by
the loans equaled nearly 5.4% of the total loan,
adding: “What is more egregious is that [the]
$19,145.69 in expenses is 5.72% of the original cost of
the $335,000 house. . . .”

Second, the court found that the lender violated
the statute’s requirement that a lender conduct a due
diligence inquiry as to the borrower’s ability to repay.
The court observed that the Bank’s assertion that
WMC had conducted due diligence was supported
by nothing more than an attorney’s affirmation and
concluded that the Bank had not offered “one scintil-
la of evidence as to [WMC’s] required ‘due diligence’
regarding David Shearon’s ability to pay, which is a
violation of New York’s Banking Law governing
High Cost Loans.”

Third, the court held that the lender also violated
the statute’s requirement that the borrower of a high
cost loan be given a statutory “Consumer Caution



                                           



and Home Ownership Counseling Notice” with a list
of credit counselors.

The Banking Law’s “Drastic Remedies”
The New York court noted that remedies for vio-

lation of the High-Cost Home Loans statute include
declaratory and injuctive relief, as well as the award of
actual damages and attorney’s fees, and that “the most
drastic remedies provided” are to void an offending
loan agreement, order repayment of all amounts paid
under the agreement, and rescind the lender’s mort-
gage.  Accordingly, the court ordered a hearing on
the amount of damages and to allow the Bank to pres-
ent any evidence that might mitigate the court’s find-
ing of an intentional violation of the statute.  In clos-
ing, the court cautioned the Bank that

The finding of intentional violation renders
the home loan agreement (mortgage) void,
and strips the lender from having a right to
collect, receive or retain any principal, inter-
est, or other charges whatsoever with respect
to the loan, as well as giving the borrower
the ability to recover any payments made
under the agreement. (emphasis added)

Whether the court will carry out its threat to
impose these “drastic remedies” after an evidentiary
hearing remains to be seen.  It is also uncertain
whether the court’s cursory consideration of the def-
inition of a “high-cost home loan” will stand up on

appeal or whether, with the submission of additional
evidence by the Bank, the court will adhere to its pre-
liminary determination that the lender failed to con-
duct adequate due diligence.

Regardless of the ultimate outcome, the Shearon
decision stands as a stark warning to lenders who
make subprime mortgage loans in New York and
those who acquire such loans that failure to comply
with the requirements of New York’s “High-Cost
Home Loan” law can have devastating consequences.

________________________

By Julia B. Strickland, a Partner in the Class
Action/Financial Services Litigation Practice Group of
Stroock & Stroock & Lavan LLP, and Curtis C.
Mechling, a Partner in Stroock’s Litigation Practice
Group, both of whom are members of Stroock’s
Subprime Task Force.
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3. New York Banking Law Section 6-l.  

4. See N.Y. Banking Law § 6-l (d) and (g).  
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