RECENT CASES

CONSTITUTIONAL LAW — PERSONAL JURISDICTION — NORTH
CAROLINA SUPREME COURT FINDS NO JURISDICTION OVER
NEW YORK TRUST. — Skinner v. Preferred Credit, 638 S.E.2d 203
(N.C. 2006), reh’g denied, 643 S.E.2d 591 (N.C. 200%).

In early March 2007, the Dow Jones Industrial Average plunged
nearly 250 points when missed payments by subprime mortgage hold-
ers hit a four-year high.! Later that month, when the Senate Commit-
tee on Banking, Housing, and Urban Affairs held hearings on what
analysts were already calling a mortgage market crisis, the issue of
subprime lending was firmly thrust into the national spotlight.? By
the time Congress began this effort to “protect[] hard-working Ameri-
cans from unscrupulous financial actors,” however, subprime mort-
gages — offered to borrowers whose flawed credit history prevents
them from obtaining prime rates — were thriving as alternative lend-
ing vehicles.* Not surprisingly, this burgeoning market, and the so-
phisticated financial infrastructure that has grown around it, poses
important questions for legislators and courts. Recently, in Skinner v.
Preferved Credit,> the North Carolina Supreme Court refused to
extend personal jurisdiction to a nonresident trust that held a sub-
prime mortgage on in-state realty, allegedly in violation of the state’s
usury statutes.® By examining the financial infrastructure that legally
insulated the trust but ignoring the trust’s functional reach, the
court failed to recognize the trust’s purposeful contacts with North
Carolina and denied an important legal protection to potentially vul-
nerable borrowers.

In January 1997, Garry and Judy Skinner closed on a second mort-
gage loan from Preferred Credit Corporation.” The interest rate on the
loan was 14.75%, and the costs charged at closing included a $3600
origination fee.® Preferred Credit subsequently entered into a Pooling
and Servicing Agreement (PSA) with Credit Suisse First Boston Mort-
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gage Securities Corporation as depositor, Advanta Mortgage Corpora-
tion USA as servicer, and Deutsche Bank Trust Company Americas
(DB Trust Co.) as trustee.® By means of the PSA, the 199%-1 Trust
was formed under New York law.'© The primary purpose of the Trust
was to hold and receive income from mortgage loans, distribute pay-
ments, and issue certificates.!” Under a separate agreement, Credit
Suisse purchased mortgage loans, including the Skinners’ loan, from
Preferred Credit.’? Credit Suisse subsequently assigned all rights un-
der this agreement to the 1997-1 Trust, an assignment that included
mortgage loans from multiple borrowers in North Carolina.'3

Amidst this horde of financial actors, the Skinners filed suit, alleg-
ing that Preferred Credit charged excessive loan origination fees and
usurious interest rates.!* The Skinners’ case went to trial with eight-
een named defendants, all of whom were later dismissed either volun-
tarily or by the trial court on jurisdictional grounds.'> The Skinners
appealed the court’s dismissal. By the time the case reached the court
of appeals, the Skinners had voluntarily dismissed all but two defen-
dants — the 199%7-1 Trust and DB Trust Co.'®

The North Carolina Court of Appeals, in a divided opinion, af-
firmed the trial court’s holding. The Skinners asserted that three sub-
sections of North Carolina’s long-arm statute authorized jurisdiction,
but the court rejected each in turn, emphasizing that the Trust was
only a passive holder of assigned mortgage notes — a fatally “tenuous”
connection.'” Because it found no statutory basis for jurisdiction, the
court did not address the due process question in its personal jurisdic-
tion analysis.!®

A divided North Carolina Supreme Court affirmed. The court’s
four-judge majority chose to resolve the case only on the basis of per-
sonal jurisdiction over the 199%-1 Trust.'® Like the court of appeals,
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the supreme court began by considering the three subsections of the
long-arm statute that the Skinners raised as bases for personal jurisdic-
tion. While noting that the statute’s “substantial activity” clause?°
gave “North Carolina courts the full jurisdictional powers permissible
under federal due process,”?! the court concluded that none of the
1997-1 Trust’s activities fell within the statute’s grasp.??

The court dedicated the balance of the opinion to its due process
analysis, inquiring whether the defendant had “minimum contacts”
with North Carolina “such that the maintenance of the suit [would]
not offend ‘traditional notions of fair play and substantial justice.’”?3
The Skinners based their argument on three contacts: Preferred
Credit’s origination of the loan in North Carolina, the deeds of trust
on North Carolina property that secured the loans held by the 1997-1
Trust, and the loan payments sent from North Carolina that were
eventually received by the Trust.?# The court addressed each contact
independently.?’ Reasoning that the Trust was “at least two steps re-
moved from the North Carolina origins of this loan,” the court con-
cluded that a jurisdictionally sufficient contact could not exist on the
basis of the loan’s place of origination.?® Nor did the deeds of trust on
North Carolina property that secured the loans suffice; the majority
emphasized that the Trust simply held a beneficial interest in the
properties, a far-too-feeble contact.?’” Even weaker, the court ob-
served, was the Trust’s relationship with the North Carolina loan
payments. Because the Trust only “serve[d] as the depository for in-
come derived, in part, from North Carolina loans” and did not receive
payments directly from North Carolina citizens, the Trust was too pas-
sive a defendant to have availed itself of the forum state.?®

A forceful three-judge dissent condemned the majority’s opinion as
“aid[ing] in the exploitation of our state’s most vulnerable citizens” by
denying the victims of predatory lending the right to sue in North
Carolina courts.?® The dissent rejected the majority’s application of
the long-arm statute before turning to its own due process analysis,
maintaining that the 1997-1 Trust had “every reason to expect that it

20 N.C. GEN. STAT. ANN. § 1-75.4(1)(d) (West 20053).

21 Skinner, 638 S.E.2d at 208 (quoting Dillon v. Numismatic Funding Corp., 231 S.E.2d 629,
630 (N.C. 1977)).

22 Id. at 208-T10.

23 Id. at 210 (quoting Int’l Shoe Co. v. Washington, 326 U.S. 310, 316 (1945)) (internal quota-
tion marks omitted).

24 Id. at 211.

25 Id.

26 Jd.

27 Id.

28 Jd.

29 Id. at 213 (Timmons-Goodson, J., dissenting).



2007] RECENT CASES 639

might be subjected to litigation in North Carolina.”® The fact that
the day-to-day operations of the Trust, its trustee, and its servicer were
not physically in North Carolina was not dispositive; because the
Trust’s commercial efforts were consciously directed toward North
Carolina borrowers, its actions “constitute[d] a purposeful invocation
of the benefits and protection of North Carolina’s laws.”! Coupled
with the state’s strong public policy interest in the case, the dissent
concluded, this purposeful availment answered the majority’s due
process concerns and made the exercise of personal jurisdiction over
the Trust not only permissible, but also necessary for the protection of
North Carolina citizens.??

The disagreement between the majority and the dissent turned on
the Trust’s role in the Skinners’ mortgage transaction. The securitiza-
tion of subprime mortgages involves a series of complex financial
transactions that serves to prevent vehicles like the Trust from having
direct contact with — and therefore legal liability in — the states in
which they effectively operate. By failing to fully examine this finan-
cial structure, the majority ignored the Trust’s functional reach and er-
roneously considered its contacts in isolation. This approach not only
disregards personal jurisdiction precedent, but also prevents North
Carolina courts from providing an important supply-side disincentive
for predatory lenders and a potentially significant measure of legal
protection for subprime borrowers.

The financial infrastructure surrounding the management and as-
sighment of the Skinners’ loan is a common example of a financial
technology called securitization. Securitization integrates mortgage
markets with capital markets by allowing investment banks to create
pools of loans, carve up the cash flows from those loans, and convert
the cash flows into bonds secured by the mortgages.?® Through a two-
tiered structured transaction, usually involving assignment to an inde-
pendent trust, the loan pool is effectively isolated from the original
lender. By merging mortgage markets and capital markets, securitiza-
tion increases capital flow, making a larger pool of credit available to a

30 Id. at 218.

31 Id. at 217.

32 See id. at 219. In April 2007, the dissent’s arguments found a receptive audience in the
North Carolina House of Representatives, which introduced a bill extending the state’s long-arm
statute to include defendants like the 1997-1 Trust. The bill was signed into law on August 16,
2007, and explicitly abrogated the Skinner court’s long-arm analysis. See 2007-351 N.C. Adv.
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Predatory Lending, 75 FORDHAM L. REV. 2039, 2045 (2007); see also Deanne Loonin & Elizabeth
Renuart, The Life and Debt Cycle: The Growing Debt Burdens of Older Consumers and Related
Policy Recommendations, 44 HARV. J. ON LEGIS. 167, 178 (2007%).
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larger portion of the population.?* The core problem with securitiza-
tion, however, is reflected in the merits issue that the Skinner court
avoided: the quality of the loans in the loan pool. Since the advent of
securitization, lenders have had incentives to unload their worst loans
onto investors and thus to underwrite their loans more carelessly.3*
And, because securitization “unbundl[es] the tasks in lending and par-
cel[s] them out among a string of market actors,”® lenders are able to
conceal the credit flaws that would ordinarily scare investors away.3”

Such “unbundling” of the mortgage industry not only insulates
subprime lenders from the credit risks that they would otherwise bear,
but provides them with legal insulation as well.*® The Skinner major-
ity opinion illustrates this point. By the third paragraph of its opinion,
the court had introduced six distinct financial actors.?® These geo-
graphically diverse parties formed only very tenuous connections with
each other — in fact, they were structurally designed to do so, in order
to push risk onto investors and reap the maximum financial gain from
the Skinners’ loan. The majority took this complex financial infra-
structure at face value, finding no personal jurisdiction because the
Trust was “at least two steps removed from the North Carolina ori-
gins” of the Skinners’ loan.°

The majority’s superficial look at this fragmented financial situa-
tion failed to capture the true position of the Trust, resulting in a shal-
low due process analysis that does not accord with settled jurisdic-
tional precedent. As prescribed by the Supreme Court, jurisdictionally
sufficient minimum contacts require that the defendant “purposefully
avail[] itself of the privilege of conducting activities within the forum
State, thus invoking the benefits and protections of its laws.”!' The
majority’s analysis deviated from precedent in two ways.

First, the majority focused only on the legal structures that were
designed to insulate the 199%-1 Trust, rather than conducting the pur-
posive and functional inquiry required by precedent. By divorcing the
Trust from the financial parties that insulated its operations, the court
overlooked the Trust’s true role as assignee of North Carolina loans on
North Carolina property. The majority preferred instead to rely on the
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location of the Trust’s day-to-day operations and its lack of North
Carolina offices or employees — the type of argument that the Su-
preme Court rejected in International Shoe Co. v. Washington.*> The
court also leaned heavily on the fact that the Trust was not involved in
the origination of the loan and did not directly receive loan payments.
Again, its analysis ignored the Trust’s role as assignee. Moreover,
unlike the indirect connections through the “stream of commerce” that
the Supreme Court has deemed insufficient to create jurisdiction,*3 the
Trust’s contacts were indirect due to the purposeful segmentation that
accompanies securitization. Such conscious unbundling — the result
of financial innovations designed to spread risk — should not be used
to confer the secondary benefit of liability insulation. Personal juris-
diction doctrine, through its focus on purposeful availment and fun-
damental fairness, adapts to “transformation[s] of our national econ-
omy”** in order to get at the heart of new, evolving commercial
transactions. By focusing only on the relatively novel financial infra-
structure that barricaded the Trust, the majority insisted on a narrow
interpretation of “contact” that neither followed relevant precedent nor
reflected commercial reality.

Second, when the majority did consider purposeful availment, it
looked at each of the Trust’s connections to North Carolina independ-
ently rather than in the aggregate.#> This analytic fragmentation fur-
ther disregards existing precedent. The Supreme Court has made clear
that a defendant’s contacts should be evaluated holistically. For ex-
ample, the Court in Burger King v. Rudzewicz*® employed a “highly
realistic”’ approach that included collective consideration of all facts
relevant to the question of whether the defendant had purposefully in-
voked the benefits of the forum state’s laws.*® The Skinner court,
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with Burger King’s Miami headquarters, it reinforced his deliberate affiliation with the forum
State and the reasonable foreseeability of possible litigation there.”).
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however, dispensed with the three contacts that the Skinners high-
lighted — the loan’s origination in North Carolina, the Trust’s posses-
sion of loans secured by deeds of trust on North Carolina property,
and the Trust’s acceptance of loan payments originating in North
Carolina — without discussing whether all of these contacts, analyzed
in the aggregate, made jurisdiction proper.*°

When viewed through the lens of the Supreme Court’s “purposeful
availment” inquiry, the Trust’s contacts with North Carolina clearly
appear to have been jurisdictionally sufficient. As in Burger King, the
Trust’s jurisdictional fate should have depended not only on the iso-
lated mechanics of its formation, but also on the sum total of its myr-
iad business contacts with North Carolina. By accepting North Caro-
lina loans, the Trust incurred “continuing obligations” to North
Carolina residents under North Carolina laws. Despite the barricade
of transactions that surrounded the Trust, by “assum[ing] all of the
rights, benefits, obligations, and liabilities” of the Skinners’ loan, the
Trust also accepted the jurisdictional consequences that such an as-
sumption might entail.s°

Furthermore, by failing to allow jurisdiction over investment vehi-
cles like the Trust, the majority’s due process analysis could signifi-
cantly hinder efforts to harness the benefits of subprime markets while
protecting consumers against predatory lenders. It is important to
keep in mind that, by allowing legitimate subprime lenders to capital-
ize on their existing subprime loans, securitization aids in the expan-
sion of credit — and thus homeownership — to previously excluded
groups.5! Requiring subprime loan assignees like the Trust to defend
against out-of-state lawsuits could limit the benefits of securitization
by making loan pools less attractive to investors.5? At the same time,
this “quick churning of loan principal”? is an ideal situation for preda-
tory lenders, who thrive on the rapid securitization of their worst
loans.>* By offering particularly abusive loan terms to borrowers with
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54 See Peterson, supra note 34, at 2213—21 (discussing the “nexus between home mortgage-
backed securities and predatory lending,” which attracts “aggressive investors and businesses
looking to maximize their profits by any possible means”).
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poor credit, predatory lenders tend to target and exploit more eco-
nomically vulnerable populations.>s

The complexity of the financial structures surrounding subprime
securitization makes it difficult to craft mechanisms that punish preda-
tory lenders without limiting legitimate subprime loans. Basic con-
sumer protections typically available in the prime market are not ex-
tended to subprime borrowers.’® As a result, the ability of these
borrowers — many of whom have limited financial resources — to sue
the eventual assignees of their debt in their home state becomes a sig-
nificant legal protection. Many existing subprime lending regulations,
such as laws that cap interest rates or provide additional credit regula-
tions in certain neighborhoods, focus only on restricting the borrower’s
ability to access credit. Such laws, while potentially effective, have the
unfortunate side effect of alienating certain groups from the credit
market.5” Extending the reach of personal jurisdiction to financial ac-
tors such as the 1997-1 Trust is important because it is a legal protec-
tion that works the opposite way: the threat of legal liability targets
predatory lending on the lender’s side. The potential for legal action
would make both investors and financial institutions wary of securities
backed by questionable loans, limiting the ability of predatory lenders
to profit from quick and easy securitization. Extending personal juris-
diction to nonresident trusts would decrease the incentive for such
lenders to offer exploitative loans, without imposing regulations that
restrict all subprime lenders.58

By refusing to recognize the Trust’s sufficient contacts with the fo-
rum, the North Carolina Supreme Court foreclosed this remedy. By
focusing on financial parties and transactions in isolation, the major-
ity’s due process analysis failed to peel back the protective layers sur-
rounding the Trust’s activities. By not extending personal jurisdiction
to nonresident holders of securitized in-state debt, the court’s decision
exacerbated the perverse incentives in the predatory lending market
and failed to provide an important legal protection to potentially vul-
nerable homeowners.

55 “Predatory lending” has been notoriously difficult to define. For an analysis of the term, see
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57 See, e.g., Amy Merrick, Bovrowing Trouble: Illinois Tries New Tack Against Predatory
Loans, WALL ST. J., Aug. 21, 2007, at A1o (discussing the “vitriolic” response to an Illinois bill
that prevented low-income borrowers within ten zip codes from getting loans without additional
credit counseling).

58 Although the issue is beyond the scope of this piece, scholars have suggested that the moni-
toring of predatory behaviors would not be prohibitively expensive for the secondary market. See
Kathleen C. Engel & Patricia A. McCoy, Predatory Lending: What Does Wall Street Have to Do
with It?, 15 HOUSING POL’Y DEBATE 715 (2004).



