
 

 

 

JPMorgan Statement of Facts: Chase RBMS Lawsuit Settlement. 

Between 2005 and 2007, JPMorgan purchased loans for the purpose of packaging  

and selling residential mortgage-backed securities. Before purchasing loans from third parties,  

employees at JPMorgan conducted “due diligence” to (1) confirm that the mortgage loans were  

originated consistent with specific origination guidelines provided by the seller, (2) confirm the  

mortgage loans were originated in compliance with Federal, State, and local laws, rules, and                                                    

regulations, and (3) confirm that the property collateral had the value represented in the appraisal  

at the time of origination.  Through that due diligence process, JPMorgan employees were  

informed by due diligence vendors that a number of the loans included in at least some of the  

loan pools that it purchased and subsequently securitized2 did not comply with the originators’  

underwriting guidelines, and, in the vendors’ judgment, did not have sufficient compensating  

factors, and that a number of the properties securing the loans had appraised values that were  

higher than the values derived in due diligence testing from automated valuation models, broker  

price opinions or other valuation due diligence methods. In addition, JPMorgan represented to  

investors in various offering documents that loans in the securitized pools were originated  

“generally” in conformity with the loan originator’s underwriting guidelines; and that exceptions  

were made based on “compensating factors,” determined after “careful consideration” on a  

“case-by-case basis.”  The offering documents further represented, with respect to  

representations and warranties made to JPMorgan by sellers and originators of the loans, that  

JPMorgan would not include any loan in a pool being securitized “if anything has come to  

[JPMorgan’s] attention that would cause it to believe that the representations and warranties of a  

seller or originator will not be accurate and complete in all material respects in respect of the  

loan as of the date of initial issuance of the related series of securities.”  Notwithstanding these  

representations, in certain instances, at the time these representations were made to investors, the  

loan pools being securitized contained loans that did not comply with the originators’  



underwriting guidelines. 

JPMorgan began the process of creating RMBS by purchasing pools of loans from  

lending institutions, such as Countrywide Home Loans, Inc., or WMC Mortgage Corporation,  

that originated residential mortgages by making mortgage loans to individual borrowers.  After  

entering into a contract to purchase loans, but prior to purchase, JPMorgan performed “due  

diligence” on samples of loans from the pool being acquired to ensure that the loans were  

originated in compliance with the originator’s underwriting guidelines.  

JPMorgan salespeople marketed its due diligence process to investors through  

oral communications that were often scripted by internal sales memoranda, through presentations  

given at industry conferences, and to certain individual investors. In marketing materials,  

JPMorgan represented that the originators had a “solid underwriting platform,” and that  

JPMorgan was familiar with and approved the originators’ underwriting guidelines; that before  

purchasing a pool, a “thorough due diligence is undertaken to ensure compliance with  

[underwriting] guidelines”; and that such due diligence was “performed by industry leading 3rd  

parties (Clayton and Bohan).”  

JPMorgan contracted with industry leading third party due diligence vendors to  

re-underwrite the loans it was purchasing from loan originators.  The vendors assigned one of  

three grades to each of the loans they reviewed.  An Event 1 grade meant that the loan complied  

with underwriting guidelines.  An Event 2 meant that the loans did not comply with underwriting  

guidelines, but had sufficient compensating factors to justify the extension of credit.  An Event 3  

meant that the vendor concluded that the loan did not comply with underwriting guidelines and  

was without sufficient compensating factors to justify the loan, including in certain instances  

because material documents were missing from the loan file being reviewed.  JPMorgan  

reviewed loans scored Event 3 by the vendors and made the final determination regarding each  

loan’s score.  Event 3 loans that could not be cured were at times referred to by due diligence  

personnel at JPMorgan as “rejects.”  JPMorgan personnel then made the final purchase  

decisions.  

From January 2006 through September 2007, in the course of JPMorgan’s  

acquisition of certain pools of mortgage loans for subsequent securitization, JPMorgan’s due  
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diligence vendors graded numerous loans in the samples as Event 3’s, meaning that, in the  

vendors’ judgment, they neither complied with the originators’ underwriting guidelines nor had  

sufficient compensating factors, including in many instances because of missing documentation  

such as appraisals, or proof of income, employment or assets.  The exceptions identified by the  

third-party diligence vendors included, among other things, loans with high loan-to-value ratios  

(some over 100 percent); high debt-to-income ratios; inadequate or missing documentation of  

income, assets, and rental/mortgage history; stated incomes that the vendors concluded were  

unreasonable; and missing appraisals or appraisals that varied from the estimates obtained in the  

diligence process by an amount greater than JPMorgan’s fifteen percent established tolerance.  

The vendors communicated this information to certain JPMorgan employees.  

JPMorgan directed that a number of the uncured Event 3 loans be “waived” into  

the pools facilitating the purchase of loan pools, which then went into JPMorgan inventory for  

securitization.  In addition to waiving in some of the Event 3 loans on a case-by-case basis, some  

JPMorgan due diligence managers also ordered “bulk” waivers by directing vendors to override  

certain exceptions the JPMorgan due diligence managers deemed acceptable across all Event 3  

loans with the same exceptions in a pool, without analyzing these loans on a case-by-case basis.   

JPMorgan due diligence managers sometimes directed these bulk waivers shortly before closing  

the purchase of a pool.  Further, even though the Event 3 rate in the random samples indicated  

that the un-sampled portion of a pool likely contained additional loans with exceptions,  

JPMorgan purchased and securitized the loan pools without reviewing and eliminating those  

loans from the un-sampled portions of the pools.  

According to a “trending report” prepared for client marketing purposes by one of  

JPMorgan’s due diligence vendors (later described by the vendor to be a “beta” or test report),  

from the first quarter of 2006 through the second quarter of 2007, of the 23,668 loans the vendor  

reviewed for JPMorgan, 6,238 of them, or 27 percent, were initially graded Event 3 loans and,  

according to the report, JPMorgan ultimately accepted or waived 3,238 of these Event 3 loans –  

50 percent – to Event 2.  

During the course of its due diligence process, JPMorgan also performed a  

valuation review.  JPMorgan hired third-party valuation firms to test the appraisal’s estimate of  



the value of the mortgaged properties through a variety of data points, including (1) automated  

valuation models, (2) desk reviews of the appraisals by licensed appraisers, and (3) broker price  

opinions.  After reviewing the relevant data, the valuation firm would provide a “final  

recommendation of value.”  JPMorgan had a “tolerance” of 15 percent in the valuation review,  

meaning that JPMorgan would routinely accept loans for securitization, including those with  

loan-to-value ratios as high as 100 percent, when the valuation firm’s “final recommendation of  

value” was up to 15 percent under the appraised value. In the same marketing communications  

described above, JPMorgan salespeople disclosed that its property valuation review involved an  

“Automated review of appraisals, with secondary reviews undertaken for any loans outside of  

tolerance.”  JPMorgan did not disclose that its “tolerance” was 15 percent.  

In one instance, JPMorgan’s due diligence revealed that several pools from a  

single third-party originator contained numerous stated income loans (i.e., loans originated  

without written proof of the borrower’s income) where the vendor had concluded that borrowers  

had overstated their incomes.  Initially, due diligence employees and at least two JPMorgan  

managers decided that these pools should be reviewed in their entirety, and all unreasonable  

stated income loans eliminated before the pools were purchased.  After the originator of the loan  

pools objected, JPMorgan Managing Directors in due diligence, trading, and sales met with  

representatives of the originator to discuss the loans, then agreed to purchase two loan pools  

without reviewing those loan pools in their entirety as JPMorgan due diligence employees and  

managers had previously decided; waived a number of the stated income loans into the pools;  

purchased the pools; and subsequently securitized hundreds of millions of dollars of loans from  

those pools into one security.  In addition, JPMorgan obtained an agreement from the originator  

to extend contractual repurchase rights for early payment defaults for an additional three months.  

Prior to JPMorgan purchasing the loans, a JPMorgan employee who was involved  

in this particular loan pool acquisition told an Executive Director in charge of due diligence and  

a Managing Director in trading that due to their poor quality, the loans should not be purchased  

and should not be securitized.  After the purchase of the loan pools, she submitted a letter  

memorializing her concerns to another Managing Director, which was distributed to other  

Managing Directors. JPMorgan nonetheless securitized many of the loans.  None of this was  



disclosed to investors.  

On some occasions, prospective investors in mortgage-backed securities marketed  

by JPMorgan requested specific data on the underlying loan pools, including information on due  

diligence results and loan characteristics, such as combined-loan-to-value ratios.  JPMorgan  

employees sometimes declined to provide information to such investors concerning such loan  

data, including combined loan-to-value ratio data.  In some instances, JPMorgan employees also  

provided data on the percentage of defective loans identified in its own due diligence process as  

a percentage of the pool that was acquired rather than as a percentage of the diligence sample,  

without disclosing the basis of their calculation. 


