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A decision by the U.S. Court of Appeals for the Ninth Circuit limits the scope of
litigation stemming from the mortgage crisis.

In the wake of the mortgage crisis, lawsuits related to
mortgages are flooding the courts.! A decision earlier
this year by the U.S. Court of Appeals for the Ninth
Circuit may limit the scope of that litigation. In Silvas
v. E*Trade Mortgage Corporation,? the court clarified
when state law claims against federal savings associa-
tions are preempted by the Home Owners Loan Act?
(‘““HOLA’’) and regulations promulgated under that
statute by the Office of Thrift Supervision (‘‘OTS””).
Early indications suggest that the approach adopted by
the Ninth Circuit for analyzing preemption questions
will limit the extent to which litigants can bring state
common law and statutory claims against federal sav-
ings associations for their activities in the mortgage
market.

Silvas v. E*Trade Mortgage Corp.

In the Silvas case, the plaintiffs had applied to refinance
their mortgage through E*Trade Mortgage Corp., and
as part of the process they paid E*Trade a $400.00 fee
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to lock in an interest rate.* One month later, the plain-
tiffs exercised their right to rescind the mortgage, but
E*Trade did not refund their lock-in fee. E*Trade had
said in its Web site, advertisements, and customer
disclosures that the fee was not refundable.?

The plaintiffs sued in a purported class action and
claimed that the Truth In Lending Act® requires that
lock-in fees be refunded if a consumer elects to rescind
a mortgage within the time permitted. The plaintiffs al-
leged that E*Trade’s practice of telling customers that
the fees were not refundable constituted violations of
California’s False Advertising and Unfair Competition
laws.”

E*Trade moved to dismiss the complaint on the
ground that the plaintiffs’ claims were preempted by
HOLA and by the OTS preemption regulation, 12
C.F.R. § 560.2. Section 560.2(a) states that the OTS
“‘hereby occupies the field of lending regulation for
federal savings associations.’”” The district court
granted E*Trade’s motion and dismissed the
complaint. The plaintiffs appealed, and the question
before the Ninth Circuit was how to construe the
preemptive reach of HOLA and § 560.2.

HOLA was the federal government’s response to
the national mortgage crisis of an earlier era. A prod-
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uct of the Great Depression, HOLA was enacted in
1933 “‘to provide emergency relief with respect to
home mortgage indebtedness at a time when as many
as half of all home loans in the country were in
default.”’® The law aimed to restore public confidence
by creating a nationwide system of federal savings and
loan associations that would be centrally regulated ac-
cording to nationwide best practices.?

As the central regulator under the modern HOLA
scheme, the OTS issued regulations that were a ‘‘radi-
cal and comprehensive response to the inadequacies of
the existing state system’’ and that are ‘‘so pervasive
as to leave no room for state regulatory control.”’*® A
cornerstone of that regulatory framework is 12 C.F.R.
§ 560.2, the OTS preemption regulation that was at is-
sue in Silvas.

Paragraph (a) states the intent of the regulation to
occupy ‘‘the field of lending regulation for federal sav-
ings associations.’’ Paragraph (b) of § 560.2 next
provides a non-exclusive list of state laws that are
preempted by the regulation. These include *‘state laws
purporting to impose requirements regarding’’, among
other things, terms of credit; loan-related fees; access
to and use of credit reports; disclosure and advertising;
and the processing, origination, servicing, sale or
purchase of, or investment or participation in,
mortgages.™

Paragraph (c) of § 560.2 then lists state laws that
are not preempted *‘to the extent that they only inciden-
tally affect the lending operations of Federal savings
associations or are otherwise inconsistent with the
purposes of [§ 560.2(a)].”” These laws include contract
and commercial law; real property law; tort law; and
criminal law.'?

Three Step Approach

In Silvas, the court adopted a three step approach for
determining how to apply the provisions of § 560.2.
“‘[The first step will be to determine whether the type
of law in question is listed in paragraph (b). If so, the
analysis will end there; the law is preempted.’’?
Second, “‘[i]f the law is not covered by paragraph (b),
the next question is whether the law affects lending. If
it does . . . the presumption arises that the law is
preempted.’’** Finally, ‘‘[t]his presumption can be re-
versed only if the law can clearly be shown to fit within
the confines of paragraph (c). For these purposes,
paragraph (c) is intended to be interpreted narrowly.”’15

The Silvas court used this approach and concluded
that the plaintiff’s False Advertising and Unfair Com-
petition law claims were preempted. The plaintiffs had
based their claims on allegations that E*Trade included
false information on its web site, advertising, and
disclosures. Because the subject matter of the plaintiffs’
claims was listed in paragraph (b) of § 560.2 (specifi-
cally (b)(9), ““disclosures and advertising’”), the court
held that ‘‘the preemption analysis ends’’ and the
claims were preempted.'¢

The court rejected the plaintiffs’ argument that their
state law claims were not preempted because they were
founded on California contract, commercial and tort
law—types of laws listed in paragraph (c) of § 560.2.
The court explained that analysis under paragraph (c)
is only triggered if the law is not covered by those
listed paragraph (b). Therefore, the court said, ““We do
not reach the question of whether the law fits within
the confines of paragraph (c) because Appellants’
claims are based on types of laws listed in paragraph
(b) of § 560.2, specifically (b)(9) and (b)(5).”’*"

Earlier Cases

Prior to Silvas, a number of trial courts had adopted an
approach to applying the OTS preemption regulation
that was the inverse of the approach taken by the Sil-
vas court. These courts analyzed whether the law at is-
sue fit within one of the categories enumerated in
paragraph (c) of § 560.2. If the law was one of general
applicability, fit within one of the categories in § 560(c)
(e.g., contract, commercial, or tort law), and did not
appear to be an overt attempt by the state to regulate
the operations of federal savings associations, then it
was found not to be preempted.

In Gibson v. World Savings and Loan Association,'®
for example, the court also had before it a claim based
on California’s Unfair Competition Law. The plaintiffs
in that case, whose mortgage was serviced by the de-
fendant, alleged that the defendant charged them
higher rates for replacement hazard insurance than was
authorized in their deed of trust.’® The court said that
paragraph (c) of § 560.2 was intended ‘‘to preserve the
traditional infrastructure of basic state laws that under-
gird commercial transaction.”’?® The court then de-
scribed plaintiffs’ claims as “‘predicated on the duties
of a contracting party to comply with its contractual
obligations[,] . . . on the duty not to misrepresent mate-
rial facts, and on the duty to refrain from unfair or
deceptive business practices.’’?! The court held that
the plaintiffs’ claims were not preempted by § 560.2
because ‘[t]he duties to comply with contracts and the
laws governing them and to refrain from misrepresen-
tation, together with the more general provisions of the
[Unfair Competition Law], are principles of general
application,”” and they ‘‘are not designed to regulate
lending[.]”"?

Application of Silvas v. E*Trade

The rule announced in Silvas is starting to be applied
by trial courts, and it appears that the rule will limit the
scope of claims against federal savings associations in
mortgage litigation. On May 23, 2008, the U.S. District
Court for the Central District of California applied Sil-
vas to dismiss state law counterclaims brought by a
mortgage originator against an investor in mortgage
loans.?® In that case the plaintiff, Aurora Loan Services
LLC, brought breach of contract claims against NBGI,
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Inc. after NBGI refused to repurchase certain non-
conforming mortgage loans that NBGI had sold to
Aurora and its parent, Lehman Brothers Bank, FSB.
NBGTI filed numerous counterclaims alleging, among
other things, that Aurora and Lehman had violated
California’s False Advertising and Unfair Competition
laws by engaging in misleading and fraudulent market-
ing and advertising to induce mortgage originators to
sell mortgage loans to Lehman. Aurora responded by
moving to dismiss NBGI’s counterclaims based on
§ 560.2 preemption.

Citing cases like Gibson v. World Savings and Loan
Association, NBGI argued that preemption under
§ 560.2 should be understood to apply only when state
laws interfere with the lending and credit activities of a
federal savings association and not with activities in
the secondary mortgage market. The district court
rejected that view and, applying Silvas, explained that
while many of the examples of preempted laws in
paragraph (b) of § 560.2 involve lending and credit
activities between banks and borrowers, paragraph (b)
also expressly references ‘‘a wide variety of activities
in the secondary market.”’?* Specifically, paragraph
(b)(10) refers to ‘‘Processing, origination, servicing,
sale or purchase or, or investment or participation in,
mortgages.”” Because the plaintiffs’ state law claims
would impose requirements regarding a specific area
listed in paragraph (b), the court held that those claims
were preempted. The court said ‘it appears clear that
permitting NBGI to pursue a state law claim based on
its transactions with Lehman in the secondary market
would directly contravene the express preemptive
objective of the OTS regulation.”’%

Conclusion

The Aurora Loan Services LLC case illustrates that af-
ter Silvas, federal savings associations involved in
mortgage litigation should pay careful attention to
whether claims against them can be categorized as fall-
ing within one of the categories in paragraph (b) of 12
C.F.R. § 560.2.28 In particular, paragraph (b)(10), with
its broad description of mortgage related activities—
the ‘‘Processing, origination, servicing, sale or pur-
chase of, or investment or participation in, mort-
gages’’—should provide a broad and powerful
preemption defense in future litigation.
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