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Chapter 1: Money










Today’s borrower has more options than ever before in terms of available financing options.  The issue for a borrower is no longer “will I get a loan” but “what loan can I get and how much.”

Good credit, bad credit, no credit, equity, no equity, and future equity are all just conditions for where you go for a loan, and what the interest rate will be.  Shop enough, and someone out there will give you a loan. Loans that, at one time, were handled only by high-risk funders, today, are handled by traditional sources.

The goal of this course is to bring to light these programs, show how loans are underwritten differently, and precautions that lenders take to prevent loan fraud from occurring.  Armed with this knowledge, the average real estate agent will have the basic knowledge to help better serve his/her clients.

Money

Money is the conversion of our mental and physical effort into a convenient method of exchange and standard value.

In past societies, money was the exchange of goods and services.  In more modern societies, it is paper money, coins and checks.  Money can be anything that is symbolic of value. With the abandonment of the gold and silver standard, today’s money is based on confidence.  It has become a promise that there is value behind the symbolic representation.  Therefore, economic stability is directly tied in to the supply of money available for exchanging, and the cost of obtaining that money.

Thus, the manipulation of the supply and cost of money should result in economic balance. This manipulation is entrusted to The Federal Reserve System, The United States Treasury, and The Federal Home Loan Bank. These three organizations have a tremendous effect on real estate finance.

The Federal Reserve System

President Woodrow Wilson established the Federal Reserve System in 1913.  The original purpose of The System was to establish facilities for selling or discounting commercial paper and to improve the supervision of banking activities.

The original purpose was expanded over time to include the influencing over the cost and availability of money.

The Federal Reserve System is made up of 12 Districts; each served by a Federal Reserve Bank. The Federal Reserve Banks are not under the control of any governmental agency, but each reserve bank is responsible to a board of directors made up of nine members. 

The entire Federal Reserve System is coordinated by a seven-member board housed in Washington D.C. The “Board of Governors”, as they are called, is appointed by the President and approved by the Senate.

All nationally chartered commercial banks must join the Federal Reserve System; state chartered banks may also join the system.  Membership is based on the purchase of capital stock in the district Federal Reserve Bank, maintain enough reserves as set from time to time by the Federal Reserve, clear checks through the system, and comply with all other rules and regulations.

Member banks borrow money from the Federal Reserve Bank as needed, as well as, share in the informational system.

The Main Functions Of The Federal Reserve Bank Are:

· The issuing of currency in the form of Federal Reserve Notes;

· Supervising and regulating member banks;

· Clearing and collecting member banks’ checks;

· Administering selective credit controls;

· Holding the principal checking account for the U.S. Treasury;

· Assisting in the collection and distribution of income taxes;

· Regulating and establishing member banks reserve requirements;

· Determination of discount rate;

· Supervision of the Truth in Lending Act.

The Fed - Our Central Bank

Put most simply, the Federal Reserve System is the central bank of the United States.  

Congress created the Federal Reserve, through a law passed in 1913, charging it with a responsibility to foster a sound banking system and a healthy economy.  This remains today. 

The broad mission of the Fed and its component parts: the 12 Federal Reserve Banks nationwide, each serving a specific region of the country; and the Board of Governors in Washington, D.C., set up to oversee the Fed System.  

To accomplish its mission, the Fed serves as a banker’s bank and as the government’s bank, as a regulator of financial institutions and as the nation’s money manager, performing a vast array of functions that affect the economy, the financial system, and ultimately, each of us.

Each of the 12 Fed Banks provides services to financial institutions that are similar to the services that banks and thrifts provide to business and individuals.  By serving as a “banker’s bank” the Fed helps assure the safety and efficiency of the payments system, the critical pipeline through which all financial transactions in the economy flow.

Processing Of Funds

Each day the Fed processes millions of payments in the form of both paper checks and electronic transfers.  So when you cash a check or have money electronically transferred, there is a good chance that a Fed Bank will handle the transfer of funds from one financial institution to another.  Each of the Fed Banks offers these and other services, on a fee basis, to the depository institutions in its Federal Reserve District.  

Institutions can choose to use the Fed’s services or those offered by other competitors in the marketplace.

Together, the 12 Fed Banks process more than one-third of the checks written in the U.S., a total that exceeds $12 trillion annually.  And the dollar volume transferred through the Federal Reserve’s electronic network is far greater, approaching $200 trillion or many times our nation’s gross national product. 

The Fed - The Government’s Bank

Another important Federal Reserve responsibility is servicing the nation’s largest banking customer- the U.S. government.  As the government’s bank or fiscal agent, the Fed processes a variety of financial transactions involving trillions of dollars.

Just as an individual might keep an account at a bank, the U.S. Treasury keeps a checking account with the Federal Reserve through which incoming federal tax deposits and outgoing government payments are handled.  As part of this service relationship, the Fed sells and redeems U.S. government securities such as savings bonds and Treasury bills, notes, and bonds.

Printing And Distribution Of Currency

The Federal Reserve also issues the nation’s coin and paper currency.  The U.S. Treasury, through its Bureau of the Mint and Bureau of Engraving and Printing, actually produces the nation’s cash supply; the Fed Bank then distributes it to financial institutions.  The currency periodically circulates back to the Fed Bank where it is counted, checked for wear and tear, and examined for counterfeits.  

If the money is still in good condition, it is eventually sent back into circulation as institutions order new supplies to satisfy the public’s need for cash.  Shredding, however, destroys worn-out bills.  The average $1 bill circulates for approximately 18 months before being destroyed.

Supervisor And Regulator

As part of its mandate to foster a sound banking system, the Federal Reserve supervises and regulates financial institutions.

As a regulator, the Fed formulates rules that govern the conduct of financial institutions. As a supervisor, the Federal Reserve examines and monitors institutions to help ensure that they operate in a safe and sound manner and comply with the laws and rules that apply to them.  The Fed’s supervisory duties are carried out on a regional basis.  

Each of the Reserve Banks are responsible for monitoring bank holding companies (organizations that own one or more banks) and state member banks (banks that are chartered by the state and are members of the Federal Reserve System) based in its District.

The Federal Reserve also helps to ensure that banks acting in the public’s interest by ruling on applications from banks seeking to merge or from bank holding companies seeking to buy a bank or engage in a non-banking activity.  In making these rulings, the Fed takes into consideration how the transaction would affect competition and the local community. 

The Federal Reserve also implements such laws as Truth-In-Lending, Equal Credit Opportunity, and Home Mortgage Disclosure, each meant to ensure that consumers are treated fairly in financial dealings.

The Lender Of Last Resorts

Another way the Fed helps maintain a sound banking system is as the “lender of last resort.”  A financial institution experiencing an unexpected drain on its deposits, for example, can turn to its Reserve Bank if it is unable to borrow money elsewhere.  This loan from the Fed would not only enable the institution to get through temporary difficulties, but most importantly, would prevent problems at one institution from spreading to others.  The basic interest rate charged for these loans is called the discount rate.

The Fed’s Structure

The Federal Reserve System

· Is the nation’s central bank;

· A regional structure with 12 districts;

· Subject to general Congressional authority and oversight;

· Operates on its own earnings.

Board of Governors

· 7 members serving staggered 14-year terms;

· Appointed by the U.S President and confirmed by the Senate;

· Oversees system operations, makes regulatory decisions, and sets reserve requirements.

Federal Reserve Banks

· 12 regional banks with 25 branches;
· Each independently incorporated with a 9-member board of directors from the private sector;
· Set discount rate, subject to approval by Board of Governors;
· Monitor economy and financial institutions in their districts and provide financial services to the U.S. government and depository institutions;
Federal Reserve Banks
1. Boston

2. New York

3. Philadelphia

4. Cleveland

5. Richmond

6. Atlanta

7. Chicago

8. St. Louis

9. Minneapolis

10. Kansas City

11. Dallas

12. San Francisco

Federal Open Market Committee

· The System’s key monetary policymaking body;

· Decisions seek to foster economic growth with price stability by influencing the flow of money and credit;

· Comprised of the 7 members of the Board of Governors and the Reserve Bank Presidents, 5 of who serve as voting members on a rotating basis.

To protect depositors by guaranteeing that their funds will be available when needed, the Federal Reserves requires member banks to maintain on deposit with them a minimum reserve fund.  The amount of reserve required is adjusted from time to time and from locality to locality in an effort to control the money available to the public at any given time, and thus control spending.  This is the Feds’ way of balancing the economy.

The Fed As A Money Manager

The most important of the Fed’s responsibilities is formulating and carrying out monetary policy.  In this role, the Fed acts as the nation’s “money manager” working to balance the flow of money and credit with the need of the economy.  

Simply stated, too much money in the economy can lead to inflation, while too little can stifle economic growth.  As the nation’s “money manager,” the Fed seeks to strike a balance between these two extremes, or, in other words, to foster economic growth with price stability.

To achieve this goal, the Fed works to control money at its source by affecting the ability of financial institutions to “create” checkbook money through loans or investments.  The control levers that the Fed uses in this process is the “reserves” that banks and thrifts must hold.

In general, depository institutions are subject to rules requiring that a certain percentage of their deposits be set aside as reserves and not used for loans or investments.  

Institutions can meet these requirements by keeping cash in their own vaults and through balances held in a reserve account at a Fed bank.  These reserve balances and requirements determine the amount of money an institution can create through lending an investing.  

Through reserves, then, the Fed indirectly affects the flow of money and credit through the economy by controlling the raw materials that institutions use to create money.  The Fed has tools for effecting reserves:

Reserve Requirements

Altering the percentage of deposits that institutions must set aside as reserves can have a powerful impact on the flow of money and credit.  Lowering reserve requirements can lead to more money being injected into the economy by freeing up funds that were previously set aside.  

Raising the requirements freezes funds that financial institutions could otherwise pump into the economy.  The Fed, however, seldom changes reserve requirements because such changes can have a dramatic effect on institutions and the economy.

The amount of reserve required varies from 1.25% to 22% depending on the type of deposits and the location of the member bank. Checking account reserves are higher because of the short-term need for money, whereas, savings deposits require fewer reserves because of the longer-term quality of these funds.

Discount Rate

An increase in the discount rate can inhibit lending and investment activity of financial institutions by making it more expensive for institutions to obtain funds or reserves.  However, if funds are readily available from sources other than the Fed’s “discount window”, a discount rate change won’t directly affect the flow of money and credit.  Even so, a change in the discount rate can be an important signal of the Fed’s policy direction.

Open Market Operations

The most flexible, and therefore most important, of the monetary policy tools is the open market operations, the purchase and sale of government securities by the Fed.  

When the Fed wants to increase the flow of money and credit, it buys government securities; when it wants to restrict the flow of money and credit, it sells government securities.

As with the other tools, the Fed’s open market operation effects the supply of money through the reserves of depository institutions.  If, for example, the Federal Reserve wished to increase the supply of money and credit, it might purchase $1 billion in government securities from a security dealer.  The Federal Reserve would pay for the security by adding $1 billion to the reserve account that the security dealer’s bank keeps at the Fed and the bank would in turn credit the security dealer’s account for that amount. 

While the dealer’s bank must keep a certain percentage of these new funds in reserve, it can lend and invest the remainder.  As these funds are spent and re-spent, the stock of money, and credit will eventually increase by much more than the original $1 billion addition.

The procedure is reversed to decrease the money supply.  If the Fed were to sell $1 billion in government securities to a dealer, that amount would be deducted from the reserve account of the dealer’s bank.  The bank, in turn, would deduct $1 billion from the account of the dealer.  The end result is less money flowing through the economy.

Commercial Discount Rate Vs. Prime Rate                                                 

Banks borrowing money from their district banks receive what is known as a discount rate. This is the rate of interest paid by these banks to their district bank for the use of money.  When this money is re-lent to a consumer of a business, the rate is known as the prime rate. That is, the rate charged to its’ most credit-worthy customer.

The Fed’s Checks And Balances

The Federal Reserve policymaking process highlights the careful way in which it was structured to incorporate broad participation and a system of checks and balances.  

Authority for each of the Fed’s policy tools is vested in a different component of the Federal Reserve System.  The authority to change reserve requirements, for example, is held by the Board of Governors.  The boards of directors of the individual Reserve Banks, subject to approval by the Federal Reserve Board of Governors initiate changes in the discount rate.  

A group that brings together the Federal Reserve Board and Banks, the Federal Open Market Committee (FOMC) directs open market operations, the System’s most important tool.

The FOMC, the Fed’s most important policymaking body, is made up of all 7 members of the Board of Governors and the presidents of the Reserve Banks.  At any point in time, only 5 of the 12 presidents serve as voting members.  The president of the New York Fed, which handles the open market securities transactions on behalf of the System, serves as a permanent voting member, while the other presidents rotate annually.  Although only 5 presidents vote, all 12 participate fully in each FOMC meeting, bringing grass roots, first-hand information and views about the economy to the decision-making process.

This broad participation in the policy process is just one example of the checks and balances built into the Fed System.  Like those who guided the formation of the American system of government, the framers of the Federal Reserve System were concerned about vesting too much power, especially money power, in the hands of too few.  Therefore, they gave the Fed a number of contrasting elements:

· It is a central bank, but it is decentralized with a system of regional Reserve Banks responsive to local needs;

· It is a public institution with a public purpose, but it has some private features-directors, ”stockholders”, and selling services;

· It is governmental, but it is independent within government.  

On the one hand, it was created by and reports to Congress: its highest officials, the members of the Board of Governors, are appointed by the President and confirmed by the Senate; and its earnings and assets ultimately are returned to the U.S. Treasury.  

The Fed operates on its own earnings rather than Congressional appropriation.  

The Board of Governors’ terms are long and staggered, limiting the President’s influence. 

Unlike other nations’ central banks, it is separate from the Treasury. 

With this complicated system of checks and balances, the Federal Reserve is the unmistakable offspring of the American political process.  Congress created the System in 1913 in an effort to respond to the needs of a growing U.S. economy, and to avoid the cyclical pattern of booms and busts that had characterized much of the 1800s.  

By the early 1900s there was general consensus that the country needed a central bank, but little agreement on how to structure it.  As a result, the creation of the Federal Reserve turned into a legislative tug-of-war marked by frequent disagreement, occasional suspicion, but in the end, compromise.  Eventually, the Fed-basically a creature born from compromise, emerged with a structure designed to reconcile the needs, fears, and prejudices of many different interests. This complicated structure, no doubt, can be confusing.  But it ensures that the Fed’s decisions are broadly based and properly insulated from narrow and partisan interests.  

In the end, this structure helps the Fed accomplish its overall mission: fostering a sound financial system and a healthy economy. In conjunction with the U.S. Treasury, manipulation by the Federal Reserve directly effects mortgages and the real estate industry.

Other Central Banks

The nine industrialized nations each have their own Central Bank.  There is the Federal Reserve Bank of New York, which, for all intents and purposes, is the central bank of the United States, the Bundesbank of Germany, the Bank of Japan, the Bank of England, the Bank of Canada, the Bank of France, the Bank of Italy, the Bank of the Netherlands, and the Bank of Switzerland.

What Backs Our Currency?

Contrary to popular belief, there is not one ounce of gold backing the currency that the Federal Reserve Bank issues.  Only the Government’s power of taxation backs the value that the U.S. Government’s lends to Federal Reserve Notes, and “Fractional Reserve Banking” has now evolved into “Zero Reserve Banking”. Because our present currency is not backed by any “solid” metal, the accounting for the currency is virtually uncontrollable.

Out of 700 billion dollars the Fed says is printed, only 97 billion can be accounted for, and over 600 billion is believed to be outside the United States.  U.S. currency serves as local currency in many foreign nations.  Having a large supply of our currency in the hands of foreign nations can prove devastating to our economy if that currency is flooded back into our country.

Who Owns The Federal Reserve Bank?

The Federal Reserve Banks are a privately owned consortium controlled by major stock-holding banks.  This small group decides the fates of hundreds of millions of people by their financial policies.  At the helm of this ownership are 12 families of bankers with the most influential being, Citibank, and J.P. Morgan/Chase.

To protect depositors, by guaranteeing that their funds will be available when needed, the Federal Reserves requires member banks to maintain on deposit with them a minimum reserve fund.  The amount of reserve required is adjusted from time to time and from locality to locality in an effort to control the money available to the public at any given time, and thus control spending.  This is the Fed’s way of balancing the economy.

TEST YOUR KNOWLEDGE
T
F
1.
Today’s mortgage market is a matter of pricing rather than qualification.

T
F  
2.
Money is the conversion of our mental and physical effort into a convenient method of exchange.  

T
F
 3.
The Federal Reserve has been in existence since 1983.

T
F
 4.
Federal Reserve is made up of 12 districts.

T
F  
5.
The Federal Reserve Board is self-appointed. 

T
F  
6.  
The Federal Reserve administers the currency of the nation.

T
F  
7.
Federal Reserve supervises the Truth in Lending Act.


T
F  
8.
Federal Reserve processes paper checks, but not electronic transfers.

T
F  
9.
The Federal Reserve prints our currency.

T
F 
10.
The U.S. Treasury supervises the Federal Reserve.

T
F 
11.
The Federal Reserve is responsible for shredding “used” money.

T
F 
12.
Federal Reserve regulates member banks, reserves, and operations.

T
F 
13.
The fed is known as “the lender of last resort”.

T
F 
14.
The Federal Reserve is independent of government.

T
F 
15.
Each Federal Reserve Bank is independently incorporated.

T
F 
16.
The Federal Reserve is responsible for the control of our money supply.

T
F 
17.
Tightening reserve requirements creates “Check book” money.

T
F 
18.
By increasing the discount rate member banks make more profit.

T
F 
19.
“Prime rate” is the rate charged banks by the Federal Reserve.

T
F 
20.
There are 22 “central banks” in the world.

T
F 
21.
Our currency is backed by gold reserves.

T
F 
22.
Over 600 billion dollars is believed to be in use outside the United States. 

T
F 
23.
Having our currency in use in other nations makes the job of the Federal 





Reserve easy.

T         F 
24.
The gold assets of the U.S. treasury back “Federal Notes”.

T
F 
25. A consortium of bankers owns the Federal Reserve.
Answers:

True –1,2,4,6,7,11,12,13,14,15,16,22,25.

False –3,5,8,9,10,17,18,19,20,21,23,24.
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FIRREA

As a result of poor lending decisions, poor management and the negative effects of the tax reform act of 1986 on real estate investing, over half of the nations 4,600 thrift institutions (savings and loans) began disappearing or facing bankruptcy since deregulation of the lending industry began in 1988.  During that period of time, savings and loans associations originated 57% of all residential loans.

To deal with the crisis, Congress enacted the Financial Institutions Reform, Recovery and Enforcement Act on August 9 1989.  The Act introduced new capital-requirement thresholds and thus restructured the regulatory levels of the thrift industry.  

One of the principal missions of the Act was to close insolvent savings and loan associations and sell or reorganize those on the brink of failure.  The Resolution Trust Corporation (RTC) was created as the agency responsible for running the failed institutions and disposing of the leftover real estate and other assets.

Secondary Mortgage Market

With the demise and/or re-organization of the thrift industry, the secondary mortgage market became the primary player in the making of home loans in this country.

The major players in the Secondary Mortgage Market are the Federal National Mortgage Association (FNMA), Government National Mortgage Corporation (GNMA), and the Federal Home Loan Mortgage Corporation (FHLMC). 

Other players in this market place include the Federal Agricultural Mortgage Corporation (FAMC), Municipal Mortgage Enhancement (MUNIE MAE), and many mortgage investment conduits (REMIC’S) that use mortgage-backed securities (MBS) to collateralize their own securities.

The Secondary Mortgage Market buys real estate loans from loan originators and sells them to investors or pools them. When mortgages are purchased from primary lenders, this cycle creates new funds for these lenders, and thus their money supply is replenished to make new loans.

Today the ability to dispose of loans to the Secondary Market is of paramount importance to a loan funder or originator. Because of this, most originators underwrite loans to the standards of the Secondary Market.

With the disappearance of portfolio type lending, that was once offered by Savings and Loans, and the popularity of the Secondary Mortgage Market, a consumer with specialty type needs had no place to go until the advent of another emerging market, the market that deals with B, C, and D type loans.

Starting With The A, B, C’s Of It

Once the words to a popular song, the words today refer to a new market of mortgage products that deal with non-conforming borrowers who do not meet the standards of the secondary mortgage market.

To cope with today’s challenges, many mortgage companies have made a transition to alternative mortgage products, known generally as B/C paper.  Once loans that were rejected due to derogatory credit, high debt to income ratios, lack of assets or reserves, or instability of income are now considered viable loan sources, for the right price. 

Once scattered groups of investors provided funding for these types of loans; thus, the money supply was erratic, unpredictable, short supplied, and expensive.  Today a main stream has been created in the format of the secondary market to have available a continuous flow of investors interested in this type of risk and profit.


Consumers apply for these types of loans for a variety of reasons.  Most refinance requests are to provide relief through debt consolidation. These loans also help consumers resolve credit problems. They give borrowers a fresh start by using the loans as a means to improve their credit rating over time, to later qualify for an “A” type loan.

In underwriting B/C type loans, the credit risk categories are described through a classification grading system using the following designations:

· “A” minus-two 30 day late payments,

· “B” three 30-day or one 60 day late payments,

· “C” four 30 day, or two 60 day, or one 90 day late payment,

· “D” a 120 day late payment.

In addition to the above categories standards are also set for bankruptcy, foreclosure open judgments, and collections.

Appraisal is the key factor in the approval of a B/C loan. In some instances two appraisals are required.  Once the loan meets the assets test the loan can be underwritten subjectively using various credit standards for different credit trenches.

The demand for this type loan is high in today’s market. Contributing to this demand is the state of the economy, as well as, the financial consequences of divorce, illness, or death of a family member.

Today these products are offered with multiple documentation options ranging in scope from full to limited to no income verification options. Fully amortized fixed rate loans, adjustable loans and loan to values as high as 95% are offered to consumers under the proper qualifications. As the secondary market expands in this area investors will offer an even higher variety of products to consumers needing B/C loan products to meet their needs.

Although just gaining popularity with main line lenders, the B/C market has been a stable investment vehicle for investors for more than 25 years. Historically, private money, or portfolio companies funded these loans. Today, consumers have more choice than ever before in this market.  The interest rate spreads between credit trenches have compressed while loan size and loan to value ratio have expanded.

Industry estimates put the size of the “sub-prime” market at $70 to $100 billion and growing at a pace of 15% per year. The number of players in the subprime market is down but business is up, and while some investors have dropped out, others continue to actively purchase subprime loans.

Niche Loans

Another very popular area of loans today is the so- called “niche market”.  This market normally refers to borrowers with credit scores of 680 or higher who do not meet the standard Fannie/Freddie or jumbo guidelines. In the past, portfolio lenders only made such loans, to accommodate the unique needs of their best clients. 

Since the mid 1990s, however, the secondary market has undertaken Alt -“A” lending. The result is that a wide variety of standardized fixed and adjustable rate Alt-A products are now available to originators through wholesalers of money.

Generic Alt - A product include such attractive features as:

· 90% LTV investor loans,

· Investor loans with cash out refinances,

· 90% LTV primary residence cash out refinances,

· 95% LTV primary residence to $400,000,

· 90% LTV primary residence to $500,000,

· No Income Verification Loans,

· No Ratio Loans,

· International Borrowers,

· No Income/No Asset Loans.

No Income Verification or Stated-income Loans, which do not require borrowers to document the income stated on the application, account for about one third of all Alt-A lending.

While some ARM programs are available up to 90% LTV, most fixed-rate programs limit primary residences to 80% LTV, second homes to 75% LTV, and investor loans to 70% LTV.

No Ratio Loans ignore income entirely. LTV’s are generally limited to 80% for primary residences, 65% for second homes, and 60% for investor loans.

International Borrowers includes the categories of foreign nationals, as well as permanent and non-permanent residents aliens and U.S. citizens who, due to employment abroad, do not have at least two years of established U.S. credit, employment or asset history.  Loan to Value is generally limited to 80%.

No Income/No Asset Loans are readily accepted by investors and normally require an LTV of 75%.  Under the right set of circumstances, these loans have been available up to 95% LTV.

Credit Requirements

In general, minimum credit requirements include:

· Two years’ credit history;

· A minimum of 24 months mortgage or rental history with no late payments;

· No open collections, charge-off, judgments, liens or other published derogatory records filed within the past 24 months;

· No history of foreclosure, bankruptcy, or notice of default;

· Letters of explanation should address only issues of extraordinary circumstances, such as medical emergency and not be used to justify poor credit.

Most lenders agree that Alt-A products are not underwritten on the basis of ratios but on the basis of a customer’s past performance history.

125% Loan To Value Loans

These formerly eyebrow- raising loans are getting plenty of respect from investors these days.  This market, hit over 20 billion in 1998, had a delinquency rate of less than 2%. These high LTV loans have been usually granted to the highest quality borrowers, and in reality are not a pure equity loan but a hybrid between a home equity loan and an unsecured loan. Some private investors, on a limited basis, also make this type of loan available to individuals with marginal credit.

For the most part, the quality of the loan varies depending on who’s originating, servicing, and underwriting the loan. Taking into account that these type of loans pledge future equity, will a home be mortgaged for more than it is worth when a seller wants to move or conditions force him to move and how does he deal with that dilemma?

The answer is called A PORTABLE SECOND MORTGAGE.  For a 2% fee the second mortgage can be transferred to the borrower’s next house when he moves. Under these circumstances the LTV can be as high as 135%.

103% Loan Program          

Early in 1998 secondary mortgage market giant Freddie Mac announced that it would purchase, what it called, the “103 Combo” loan.  Designed for people with moderately good credit histories, this program permits the borrower to make a down payment of 3% from their own cash, and then finance all closing costs and escrows up to another 6% of the home price.

The combination of a 97% LTV, plus a second loan of up to 6% of the home value, produces a 103% combined financing package. The maximum loan limit on the first is $227,150 with a one-ratio guideline of 40% of the borrowers gross monthly income.  The program is targeted to borrowers whose income does not exceed 125% of the median income for the area.

Fannie Mae has its own version of this program called the 97% Flexible which has very similar rules and guidelines.  Both Fannie Mae with its’ “Flexible 97” and Freddie Mac with its “Alt 97” are offering programs that permit the borrower to obtain his 3% down payment from either gifts or loans.  The loan must be underwritten through both agencies’ automated underwriting systems, which use credit scoring as a form of guidance.

Variable Choice Monthly Payment Loan

Loan programs are now available that feature a choice of monthly payments and that choice is made by the consumer each month.

A consumer can choose a monthly payment that would be based on a 30 year fixed rate, a 15-year fixed rate, or a preset interest rate, which would create negative amortization.

An example would be for a $100, 000 loan:

(Option 1)
15 years fixed at 7 ½%=$956



30 years fixed at 8%    =$734



5% interest only loan    =$537

Much like a revolving charge card the consumer could choose a different option each month.

Reduced Rate Reward Program

The program targets borrowers who have experienced bad performance with credit in the past, have limited financial reserves, and/or have high combined loan to values, but desire home ownership at a reasonable price.

One of the most unique aspects of this program is that is offers borrowers with past credit problems incentives to improve their credit history.  After establishing a 24-month payment history without delinquency, these borrowers will be rewarded with a 1% interest rate reduction.

Commercial Banks

As the name implies, these banks are designed to be lenders for multitude of commercial activities.  Although they have other sources of capital, such as savings, loans from other banks and the equity invested by their owners, the commercial banks rely on checking accounts, for their basic supply of funds.

Mortgage Loan Activities of Commercial Banks

The commercial banks primarily make loans to businesses to financing their operations and inventories.  They diversify into loans on real estate when they have excess funds to invest.  

In the past, they concentrated on real estate loans on industrial and commercial properties.  Today commercial banks have become more active in the one-to four-family home loan market.

Their primary loan activities include construction loans, interim financing, home improvement loans and mobile home loans.  These loans are all relatively short term and generally return a high-yield.  Construction loans usually run from three months to three years.  Home improvement loans may run up to five years.  Mobile home loans are usually carried for ten years, but many have been extended for longer periods to serve the increasing demand for this form of housing.  These loans usually include Federal Housing Administration (FHA) insurance or guarantees from the Department of Veterans Affairs (VA).

Some commercial banks also serve select customers mortgage money on their homes to be repaid over long time periods.  Most of these home loans are FHA-insured, VA-guaranteed or sold to the secondary market.  Many commercial banks make loans to farmers for purchases, modernization or for financing farm operations. A popular product for commercial banks is the issuance of equity loans.  

Commercial bank trusts participate in real estate financing by acting as mortgage bankers and by direct or indirect ownership of other lending businesses. Commercial banks’ trust departments act as executor or co-executors of estates, guardians of the estates of minors, trustees specific purpose, insurance proceeds trusts, escrow agents, trustees for company retirement or pension funds.

In keeping with their fiduciary responsibilities, trust departments usually take a conservative approach when making investments with funds left in their control.

Acting as mortgage bankers, the commercial banks represent life insurance companies, real estate investment or mortgage trusts or other commercial banks seeking loans in a specific community.

Some of the larger banks make loans on commercial real state developments such as apartment projects, office buildings or shopping centers.  These larger loans are usually placed through bank holding companies or subsidiary mortgage banking operations.

Life Insurance Companies

A major portion of the U.S. public’s savings is in the hands of life insurance companies.  Approximately 30 percent of their assets are invested in all types of real estate loans.

Life insurance and casualty insurance companies are regulated under a department of insurance in each state.

Life insurance companies are concerned with the safety and long-term stability of an investment.  Therefore they prefer to finance larger real estate projects.  However, they are taking a more active role in financing single-family home, making these smaller loans through the services of mortgage brokers and bankers.

Many life insurance companies insist on equity that positions in any major commercial project they finance.  This type of financing is called participation financing.  Life insurance companies also purchase blocks of single-family mortgages or securities from the secondary mortgage market.

Life insurance companies have come to play a major role in providing funds for real estate developments.

Pension And Retirement Programs

Pension monies are collected through payroll deductions, and are held in trust until needed at retirement.  They are then distributed on a monthly basis.  This gives the pension fund managers a substantial amount of fixed funds together with a continuous flow of new monies.

Usually, pension monies are invested in government securities and corporate stocks and bonds, with little going into real estate finance.  Since the establishment of the secondary mortgage market, pension fund managers now participate by buying blocks of mortgage-backed securities.

Pension funds are a considerable source of capital for the nation’s financial markets.  Pension funds managers began to invest in real estate in the mid-1980s, and their equity portfolios have grown to about $50 billion.

Credit Unions

Created under the National Credit Union Administration (NCUA) in 1970, these organizations have the ability to pay a higher rate of interest on deposits than conventional savings associations.

Today credit unions are active in financing personal property, home improvement, equity and real estate loans.  Credit unions currently are generating as much as 20 percent of the total volume of new funds in the marketplace.  They are invading life insurance company and pension fund territory by structuring fixed-rate permanent mortgages, junior debt and participation loans.  

Credit unions are serious competition to life insurance companies, pension funds, and the banking industry.  Credit unions are not governed by federal, state or local banking regulations, providing them with more flexibility in their loan making.  They also place second mortgages and participate in the secondary market. Credit unions are an increasing strong force in the real estate market.

Traditional Loan Sources  

Loans sold in the secondary mortgage market traditionally come in the format of conventional loans and government guaranteed or insured loans.

Conventional FNMA And FHLMC Loans 

These kinds of loans follow specific guidelines and deviate from these guidelines only when compensating factors are present. The guidelines cover the area of employment, loan to value and income ratios, and credit requirements.

1. Loans exceeding a loan to value of 80% must have private mortgage insurance (PMI).

2. Borrower’s income ratio cannot exceed 28% of gross monthly income for housing and 36% for total debts.

3. Buy downs of interest rates are permitted on fixed rate loans.

4. Seller’s contributions to closing costs cannot exceed 6% on LTV’s of 90% or less and no more than 3% on LTV’s of more than 90%.

5. Down payment can be 100% gifted on loans with LTV’s of 80% or less and on loans in excess of 80% LTV, borrower must have a minimum of 5% of own funds toward the down-payment.

6. Gift funds must be verified and must be from a family member.

7. A two-year employment history is required.

8. Credit must be fairly perfect with minor exceptions for medical emergencies and situational changes.

Understanding that residential real estate takes into account one to four units, maximum conforming loan limits are adjusted from time to tome by region.

FHA Loans

FHA insured loans have generally more relaxed guidelines than conventional secondary market loans. Qualifying ratios, employment history, down payment requirements and past credit problems are all generally addressed in a more liberal way.

FHA has more than 18 different loan programs the most common of which is the 203B loan program.

FHA Underwriting Requirements

The following are the current underwriting guidelines for an FHA - Insured loan:

1. Borrower’s income ratio cannot exceed 29% of gross monthly income for housing and 41% for total debts,

2. Two year primary employment history,

3. One year history for any part time employment,

4. Good credit history for a minimum of one year,

5. Past poor credit permitted with letters of explanation for reasonable cause,

6. Past Bankruptcy permitted with 2 years waiting period,

7. Allowable closing costs can be financed in the loan to arrive at an acquisition cost,

8. Minimum down-payment requirement based on acquisition cost rather than purchase price,

9. Down payment can be entirely gifted by a relative,

10. Down payment can be entirely borrowed when borrowers own assets are used as collateral,

11. Maximum LTV’s differ depending on loan amount (varies between 2 to 3% down),

12. Borrower must have a minimum of 3% of own funds into the property to include both the down payment and closing costs,

13. Maximum loan ceilings vary from local to local.

FHA Mortgage Insurance Premium (MIP)


When FHA insures a loan the up-front premium charge is 1.50%, which may be either paid in cash or financed into the loan by the borrower. In addition the borrower must pay an annual premium of 0.5%, payable monthly to be included in the regular payment. 

The up-front premium portion of the insurance is not required on condos, quad homes, or coach homes.  Effective Jan. 1, 2001, like private mortgage insurance, FHA insured loans do not require mortgage insurance, once the property has secured a 22% equity loan.

Down Payment Requirements

The FHA down payment requirement is computed on the appraised value or acquisition cost. The acquisition cost being the purchase price plus the allowable closing costs.

The closing costs can be added to the purchase price to arrive at the acquisition price.

Purchase Price OR Acquisition Price is than multiplied by:

1. 98.75% for purchase prices of $50,000 or less,

2. 97.65% for the purchase prices of $50,001 to $125,000,

3. 97.15% for purchase prices of $125,001 to max limit.

The down payment and closing costs must factor out to a minimum of 3% investment by the borrower. Seller concessions (points, buy downs, buyer closing costs, etc.) cannot exceed 6% of the purchase price.

VA Loans

VA Guaranteed loan are granted to:

· Individuals with more than 90 days active duty in World War II, Korean Conflict, Vietnam War, Persian Gulf War;

· More than 180 days continues active duty Post World War II (July 26,1947 through June 26tth, 1950);

· Post Korean Conflict (February 1, 1955 to August 4, 1964), Post Vietnam War (May 8th, 1975 to September 6, 1980);

· Two years of continuous active duty during the peacetime period of September 7, 1980, to the present;

· At least six years of continued active duty as a reservist;

· Not a remarried spouse of a veteran.

The VA provides a loan guarantee of up to 25% of the veteran’s home loan up to the current maximum loan ceiling with no money down. 

The ratio for income is up to 41% of the gross monthly income to include the P.I.T.I. and all other monthly re-occurring debts.

Today most loan funding is done through Mortgage Bankers or Mortgage Brokers.

Mortgage Bankers provide funding from both their own sources, as well as, from the secondary mortgage market. They are originators, funders, and servicers of loans.

Mortgage Brokers for the most part, are originators of loans and use Mortgage Bankers as their source of funding loans. They normally have a higher variety of loan choices and in some cases represent the interest of the borrower.

Which source is best, is a question that is often asked. 

The answer to that question might be best answered by stating that both have a value depending on the borrower’s specific needs.

In summary, it might be stated that the Federal Reserve System is the conduit of the “green” paper called money.  It has the power, in conjunction with government sources, to control the rise and fall of the value of money in this country.

The Secondary Mortgage Market is the conduit for “white” paper called mortgages. In conjunction with Wall Street and other investor sources, it controls the rise and fall of the value of mortgage paper in this country.

What’s Your Score 

Credit scoring is now widely used in determining a borrower’s ability to repay.  Even though, underwriting has not been eliminated, credit scoring is being used in determining the electronic approval of a buyer by the secondary mortgage market.

Typically in underwriting, concentration is on the borrower’s most recent two-year credit history; however, scoring takes into consideration a pattern longer than two years, which can conflict with standard lending practices. 

If a borrower has an “abusive credit pattern” such as over use of charge cards, often times this is interpreted as a danger sign that the potential of credit abuse is around the corner.  Credit scoring is not a new way to underwrite a loan. Consumer lending in the area of automobile and charge cards has used this method of determining creditworthiness in the past.  However, credit scoring is relatively new in mortgage lending.

The three most widely recognized credit-scoring programs are Equifax, Experian and Trans Union. All create a higher score for an individual with low risk and a lower score for an individual with high risk on a scale of up to 900 points.

The factors are pre-determined based on factors such as:

· Number of revolving charge cards,

· Number of installment debts,

· Payment history,

· Derogatory credit,

· Public record information,

· Uses of revolving credit (percentage used vs. available credit,

· Raising or lowering of credit limits,

· Number of inquiries.

When a credit report contains a credit score, it lists the risk features that had an impact on the score.

What credit scoring does not take into consideration is:

· The borrower’s length of employment,

· Length of time in a residence,

· Bills paid promptly but not reported to a repository,

· The borrower’s property,

· Loan to value,

· Debt to income ratio,

· Savings pattern,

· A catastrophic event in someone’s life.

When an individual does not meet the criteria required under a credit scoring process, then, automated underwriting should be converted to the more traditional form of underwriting which takes into account all of the above outlined factors. 

Today an estimated 60% to 70% of all single-family mortgages are originated with some type of credit score.

Credit scoring is a comparison of the subject consumers credit report information against a grouping of similarly modeled consumers to arrive at a conclusion on the probability out-come of the subject consumer, if granted a loan.

The purpose of the scoring system is to distinguish borrowers with future “good” credit from borrowers with future “bad” credit.

At times, a score comes in for someone with delinquencies on his credit report that is higher than for someone with no delinquencies.  How can this be? 

In the past, most of an underwriter’s attention was focused on the number of late pays, foreclosures, and bankruptcies in determining an applicant’s credit risk. But scoring models take a much broader approach by examining the correlation among all the financial information on a credit report.

Score models look at direct and derived financial statistics within five broad categories with the first two having the most power in predicting defaults:

1. Past payment performance including defaults and information from public record on bankruptcies, foreclosure, tax liens, etc.;

2. Debt utilization includes how much credit is in use in relation to the available credit and past history in this area;

3. History of credit establishment - how long have the various trade lines been open;

4. Pursuit of new credit;

5. Type of credit being used-revolving, installment, etc.

Because a consumer’s file of information may vary from one credit repository to another, credit scores may also vary.  Under today’s standards FICO scores of at least 580 for FHA/VA and 620 for secondary market conventional loans are considered minimum acceptable scores for automated underwriting. Anything less than this must be considered through normal underwriting standards.

Automated Underwriting

Credit scores now permit automated underwriting by the secondary mortgage market. A mortgage broker or banker can now submit their applicant for pre-approval to the secondary mortgage market online and based on a minimum score of 620 can receive approval that the secondary mortgage market will purchase that loan.

This same secondary mortgage market on line service also offers approval of purchase price and valuation of property through an appraisal database.  Thus either eliminating the appraisal or being satisfied with a drive by market opinion. The day of instant approval at the time of loan application is rapidly approaching to everyone’s benefit.

Refinance Update

Refinancing continues to be a source of revenue for lenders and a source of extended debt for the consumer.  At one time, refinances where done with the intention of reducing the term of the loan.  Now they are done to extend the term and create more debt for the consumer.

According to data from the Mortgage Bankers Association of America, in 2003, the nation saw record breaking refinance originations that far surpassed the record highs of $735 billion in refinances in 1998, which had outstripped the previous high of $565 billion in 1993. 

TEST YOUR KNOWLEDGE

T    
F
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The Secondary Mortgage Market is made up of the principal players known 







as FNMA, GNMA, and FHLMC.
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2.  The secondary mortgage market established stability by “pooling” 








mortgage loans.
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3.  
The sub-prime market is also known as the B, C, and D Market.
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4.  
The sub-prime market deals with “non-conforming” and higher risk 








conventional loans.
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5.  
“Niche” loans deal with prime borrowers with excellent credit.
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6.  
“No income” verification loans are available only to people with good 







credit.
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7.  
“Niche” loans are also known as alternate “A” products.

T
 F
8.  
Loans exceeding the value of the property are not permitted.
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9.  
100% of equity loans do not permit the financing of closing costs.
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10.
“Variable choice” monthly payment programs feature a variety of 








monthly payment choices.
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11.    Reduced rate reward program reward borrowers with improved payment            






history.
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12. 
Commercial banks do not do residential loans.

T
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13. 
Life insurance companies do not invest in real estate financing.

T
 F 
14. Pension and retirement program funds are often invested in real estate.

T
 F 
15. Credit unions are not permitted to do home loans.

T
 F 
16. Traditional loan sources follow specific underwriting guidelines.

T
 F 
17. Loans of 68% LTV require private mortgage insurance.

T
 F 
18. Private mortgage insurance covers fire and liability coverage.

T
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19. FHA loans are only available to low income borrowers.

T
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20. FHA loans are granted to bankrupt individuals with a 2-year waiting period.

T
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21. Down payments can be entirely gifted on FHA loans.

T
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22. FHA mortgage insurance is still required on loans once they have reached 







a 22% equity loan. 

T
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23. FHA borrowers must have at least 10% down.

T
 F 
24. VA loans are only available to vets preceding Vietnam War.

T
 F 
25. VA loans are guaranteed up to 25% of purchase price within the VA 








ceiling.

T
 F 
26. Mortgage brokers are non-licensed entities.

T
 F 
27. Credit scores are a major factor in approving today’s borrowers.

T
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28. The three major sources of credit scoring are Equifax, Experian, and Trans 







Union.

T
 F 
29. Credit scores check for “abusive credit patterns”

T
 F 
30. The secondary mortgage market uses credit scoring as a means of “pre-







approval” to mortgage funders.

T
 F 
31. The secondary mortgage market has an electronic database to establish 



 



“property values” for funding “pre-approvals”.

T
 F 
32. Refinances are a critical aspect of the “loan marketplace”.

Answers:

True –1,2,3,4,5,7,10,11,14,16,20,21,25,27,28,29,30,31,32

False –6,8,9,12,13,15,17,18,19,22,23,24,26

Chapter 3: Foreclosures










Defaults And Foreclosure

A default is the breach of one or more of the conditions or terms of a loan agreement.  When a default occurs, the acceleration clause contained in all loan contracts is activated, allowing the lender to declare the full amount of the debt immediately due and payable.  

If the borrower cannot or will not meet this requirement, the lender is empowered to foreclose against the collateral to recover any loss.  Most lenders are not disturbed by payments made within grace periods. Only when a borrower exceeds a 30-day delinquency period, does a lender begin to take action.

Another cause for default is the non-payment or late payment of property taxes.  Although this situation is not too prevalent with residential loans due to the impounding technique, it is a more serious problem with commercial real estate financing, in which impounds are generally not required

Property taxes represent a priority lien over most existing liens on real estate.  If a tax lien is imposed, the lender’s position as priority lien holder is jeopardized.  If a lender is unaware of property tax delinquency and thus is not protected, the collateral property may be sold for taxes.  As a result of this, all realty loan agreements include a clause stipulating a borrower’s responsibility to pay property taxes in the amount and on the date required.  Otherwise the county treasury notifies the lender. Other liens include mechanic’s liens, tax liens, city tax and water bill liens.

Moratoriums And Recasting 

The most common default on real estate loans is delinquent payments.  These payment delinquencies can occur because of over extension of credit, loss of job, loss of earnings due to sickness or injury, personal tragedies and other problems. These partial or full payment waivers are known as forbearance or moratoriums.  A forbearance arrangement will usually require a borrower to add extra money to the regular payments when they are reinstated.  

These extra monies will be applied to satisfy areas of principal and interest that accrued during the moratorium.  Another alternative would be for the lender to require one balloon payment for all the monies accrued during the moratorium, to be payable at the loan’s scheduled expiration date.

Delinquent loans can also be recast to lower the payments.  The lender may redesign the balance still owed into a new loan extending for the original time period or even longer.  This recasting would effectively reduce the payments required and relieve the pressure on the borrower.

Recasting invariably requires a new title search to discover if any intervening liens or second encumbrances have been recorded.  This is especially necessary in the case of a delinquent borrower who might have sought aid form other sources.  A lender may also require additional collateral and/or cosigners for the new financing agreement.

Deed In Lieu Of Foreclosure

When all efforts have failed a lender often will seek to secure a voluntary transfer of deed from the borrower. This action prevents the costly and time-consuming process of foreclosure.  By executing either a quitclaim deed or a regular deed, a borrower can eliminate the stigma of a foreclosure and avoid the possibility of a deficiency judgment.

A deed in lieu of foreclosure is a mutual agreement under which the delinquent owners of a property deed it to the lender in return for various considerations, usually a release from liability under the terms of the loan.

The Housing Act Of 1964

Under the 1964 Housing Act, the FHA required that lenders provide relief in situations in which default is beyond a borrower’s control. For example, a lender might recast or extend the mortgage of a borrower who has defaulted because of unemployment during a serious illness.  The VA itself may pay for such delinquencies in order to keep a loan current for a veteran, although these payments do not reduce the debtor’s obligation.  The VA retains the right to collect these advances at a future date.

Foreclosures 

When all else has failed, a lender will pursue foreclosure.  Foreclosure is not only a process to recover a lender’s collateral but also a procedure where a borrower’s rights of redemption are eliminated, and all interest in the subject property is removed.

Our present-day redemption and foreclosure processes have evolved from English medieval court decisions.  However, during the 1800’s many states expanded the strict foreclosure procedure to include additional protection for borrowers’ equity interests in anticipation of better harvests in the following year.  

At the end of the equitable redemption period the mortgagee was directed to sell the property at public auction rather than autocratically take title.  It was hoped that the foreclosure sale would obtain a fair market value for the property and save part of the borrower’s equity.  The defaulted borrower was given another redemption period after the sale to recover the property before the title was transferred. This additional time period is termed the statutory redemption period.  During the redemption period the defaulted borrower is allowed to retain possession of the property.  The foreclosure methods and redemption periods of various states varies.

Depending on the length of the statutory redemption period, a defaulted borrower may have the use of the property and its income for as long as two years after the foreclosure sale.  In certain cases lenders can petition the courts for the right of possession to protect the collateral.  If possession is granted, and it invariably is in the case of abandoned property, the lender must maintain accurate records of the income from the property during the statutory redemption period.  Any balance left after deductions for the required payments and property maintenance must be credited to the reduction of the debt.

A new trend is emerging, in some states, to have the statutory redemption period run prior to the foreclosure sale.  In Illinois there is a decree of foreclosure, then a 90-day statutory redemption period, then the sale.

Judicial Foreclosure And Sale

A common foreclosure procedure, called the judicial foreclosure and sale process, involves the use of the courts and the consequent sale of the collateral at public auction.

Conventional Mortgages

Before a lender forecloses on a conventional first mortgage:

· The delinquent mortgagor is notified of the default and the reasons for it;

· A complaint is filed by the mortgagee in the court for the county in which the property is located;

· A summons is issued to the mortgagor, initiating the foreclosure action;

· A title search is made to determine the identities of all parties having an interest in the collateral property;

· A lis pendens is filed with the court, giving notice to the world of the pending foreclosure action; 

· Notice is sent to all parties having an interest in the property, requesting that they appear to defend their interests, or else they will be foreclosed from any future rights by judgment of the court.

Depending on the number of days required by the jurisdiction for public notice to inform any and all persons having an unrecorded interest in the subject property that a foreclosure suit is imminent, and depending on the availability of a court date, the complaint is eventually aired before a presiding judge and a sale of the property at public auction by a court-appointed referee or sheriff is ordered by means of a judgment decree. It is most unlikely that the auction will generate any bids in excess of the balance of the mortgage debt.  

Basically a lender sues for foreclosure under the terms of the mortgage.  If the proceeds from the auction sale are not sufficient to recover the outstanding loan balance plus costs, then a mortgagee may, in most states, also sue on the note for the deficiency. 

However, to establish this suit on a note, a lender does not bid at the auction. If a mortgagee does not pursue a deficiency, and most do not, the mortgagee makes the opening bid at the auction.  This bid is usually an amount equal to the loan balance plus interest to date and court costs.  Then the lender hopes that someone else will bid at least one dollar more to “bail the lender out.”  

If there are any junior lien holders or other creditors they now bid to protect their priority positions.  Their bids obligate them to repay the first mortgagee, when only the first lien holder bids. Any interests that junior creditors may have in the property are eliminated. However, if any other person bids an amount above the first mortgage, after the first lien is paid the excess funds are distributed to the junior lien holders in order of their priority, with any money left over going to the defaulted mortgagor.

Conventional Insured Mortgages

Most private mortgage insurance companies interpret a default to be non-payment for four months.  Within ten days of default, the mortgagee is required to notify the insurer, who will then decide whether to instruct the mortgagee to foreclose.

When a conventional insured mortgage is foreclosed, the first mortgagee bids at the auction.  Under these circumstances than files notice with the insurance company if confident of recovering the losses, it will reimburse the mortgagee for the total amount of the bid and obtain the title to the property.  

If the company does not see any possibilities for recovery, it will pay the mortgagee the agreed-upon amount of insurance.  The mortgagee to recover any balance still unpaid sells the collateral.

In all judicial foreclosures and sales, any ownership rights acquired at the foreclosure auction will still be subject to the statutory redemption period.  A full fee simple title cannot vest in the bidder until these redemption rights have expired.

FHA-Insured Mortgages

Foreclosures on FHA-insured mortgages originate with the filing of Form 2068 Default, which must be given to the local FHA administrative within 60 days of default.  This notice describes the reasons for the mortgagor’s delinquency. Counselors from the local FHA offices will attempt to set up an agreement between the mortgagee and the mortgagor for a payment plan in order to prevent foreclosure.  The most common technique used is forbearance.

If the problems are solved within a one-year period, the mortgagee informs the local FHA of the solution.  If not, a default status report is filed and foreclosure proceedings begin. If the property can be sold easily at a price that would repay the loan in full, the mortgagee simply sells the property after bidding at the auction and applies for FHA compensation.  If the FHA ends up as the owner of the property it is resold “as is” or repaired and resold at a higher price to minimize the losses the FHA.

VA-Guaranteed Mortgages

Unlike the FHA-insured mortgages, a VA loan is similar to a privately insured loan in that a lender receives only the top portion of the outstanding loan balance.  After a delinquency of more than three months on a VA loan, the mortgagee must file notification with the local VA office, which may then elect to bring the loan current with subrogation rights to the mortgagee against the mortgagor for the amount advanced.  This means that the VA claim against the defaulted veteran takes priority over the rights of the mortgagee.

VA lenders are required to make every effort to offset a foreclosure through forbearance, payment adjustments, and sale of the property, deed in lieu of foreclosure or other acceptable solutions.

In the event of a foreclosure, the mortgagee bids at the auction and makes a claim for losses to the local VA office.  The VA has the option either to pay the unpaid balance, interest and court costs and take title to the property require the mortgagee to retain the property on the date of foreclosure and the mortgage balance.

Junior Mortgages

Defaults of junior mortgages are handled in exactly the same manner, as are senior mortgages

The delinquent borrower is asked to cure the problem.  If a cure cannot be accomplished, notice is given to all persons having an interest in the property, and the attorney files for foreclosure.

The junior lender bids at the public sale and secures ownership subject to the balance of the existing senior loan.  This loan is usually required to be paid in full because the foreclosure triggers the due-on-sale clause, unless other solutions are negotiated ahead of time.

Power-Of-Sale Foreclosure

An alternative to the judicial foreclosure process is the power-of-sale method of recovery.  A lender or a trustee has the right to sell the collateral upon default without being required to file a court disclosure.  Under this form of lender control a borrower’s redemption period is shortened by elimination of the statutory period.

Deeds Of Trust

The most common application of the power-of-sale foreclosure process is by authority of the trustee’s responsibility created in a Deed of Trust.  In the event of a default, the beneficiary (lender) notifies the trustee, in writing, of the borrower’s delinquency and instructs the trustee to begin the foreclosure by sale process.

The trustee at the county recorder’s office records notice of default, usually within 90 days, to give notice to the public of the intended auction.  This notice is accompanied by advertisements in public newspapers that state the total amount due and the date of the public sale.  

Unlike the notice given in the judicial process, notice need not be given to each junior lien holder when the power-of-sale process is enforced.  However, the borrowers must be given special notice of the situation so they have full benefit of the redemption period.

During the equitable redemption period preceding the auction, the trustors or any junior lien holders may cure the default by making up any delinquent payments together with interest and costs to date.  However, if such payments are not made, the property is placed for sale at public auction shortly after the expiration of the redemption period, and absolute title passes to the successful bidder.

Deficiency Judgements 

If a lender receives less money than the entire loan balance, interest to date and costs incurred as a consequence of a default, after the delinquency, default and foreclosure processes have been completed, the lender may pursue the borrower for these losses.  The lender sues on the note and secures a deficiency judgment from the court, including an unsecured blanket lien, which may be perfected against any property currently owned or acquired in the future.  

Deficiency judgments are practically unenforceable because the foreclosed individual has virtually no assets. The FHA does not allow deficiency judgments, and although it is possible to obtain a judgment under a VA-guaranteed loan, the VA frowns on such a practice.

Bankruptcies On Increase

More liberal credit and attitudinal changes with consumers have caused an increase in personal bankruptcies and decrease in business bankruptcies.

	YEAR
	PERSONAL BANKRUPTCIES
	BUSINESS BANKRUPTCIES

	1998
	1,398,182
	44,367

	1997
	1,350,118
	54,027

	1996
	1,125,006
	53,549

	1995
	   874,642
	51,959

	1994
	   780,455
	52,374
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Fraud Protection

Quality control is a requirement all lenders must deal with in the processing of loans. A lender must be able to demonstrate that they take proper precautions to prevent fraud.  Doing a series of self-audits during the processing and post funding periods does this. Post funding of a loan, either the secondary market owner of the loan or HUD does quality control checks.

At one time, a lender would report suspected incidents of fraud to HUD and then wait on pins and needles to see what action HUD would take against the lender.  Actions could include administrative sanctions, indemnification to HUD for any losses resulting from the fraudulent loans, or potentially civil money penalties.

HUD regulations imposed a clear obligation to report fraud, but lenders on the other hand, were hesitant aware of the financial consequences that could follow. In the fall of 1997 HUD issued a “Quality Assurance Agreement” wherein “reasonable relief measures” could be extended to a lender caught in this dilemma.

Under this agreement the Mortgage Review Board can still:

· Impose administrative sanctions, ranging from a letter of reprimand, placing the lender on probation or suspending or terminating the mortgage’s HUD approval;

· Impose civil money penalties usually in the area of $5000 per individual violation. (To a maximum of $1 million dollars in a twelve-month period);

· For larger violations assess treble damages.

For lenders that comply with the requirements of the agreement HUD offers “loss mitigation incentives” that include:

· Abatement of claim losses,

· Flexible repayment plans for losses,

· Waiver of fees and/or late charges,

· Waiver of civil money penalties.

The incentives that HUD will offer a mortgagee will be based on the losses suffered by HUD, past mortgagee performance and the mortgagee’s financial capability. HUD will also measure the mortgagee’s claim and default rate against the rates of other mortgagees making loans in the same geographic areas.

The mortgagee must also co-operate with HUD in pursuing criminal prosecution and administrative sanctions against individuals and companies involved in the fraud. 

In order to qualify for HUD’s loss mitigation incentives, mortgagees must:

1. Report to HUD any program violations involving insured loans, and false statements that affect the insurability of the mortgage;

2. Maintain adequate controls for the origination of insured mortgages;

3. Maintain controls to prevent and detect fraud and program violations;

4. Co-operate with HUD in connection with legal or administrative actions that HUD brings against participants who have committed violations or fraud.

Lenders that enter into this agreement have an absolute obligation to report fraud to HUD and failure to do so will result in severe sanctions against lenders who sign the agreement and than fail to keep up their end of the bargain. To help lenders detect fraud a checklist has been created to help detect “red flags” for possible fraud.

Loan Application

· No face-to-face interview,

· Buyer currently lives in property (buying from landlord),

· Deposit or down payment is a promissory note,

· Borrower is buying an investment property but doesn’t own current residence,

· IRA is shown as a liquid asset,

· Borrower and co-borrower work for same employer,

· Same telephone number for home and work,

· Personal property exceeds one year’s salary,

· Unrealistic or significant commute distance to work,

· Number of family members compared to size of house being purchased is not consistent,

· Date of application and dates of verification forms are not consistent,

· Borrower’s age and the number of years employed are not consistent,

· New housing expense exceeds 150% of current housing expense,

· Unreasonable accumulation of assets compared to income,

· Lack of accumulation of assets compared to income,

· Years of school are not congruent to profession,

· Excessive real estate currently owned,

· Initial fee check returned “NSF”,

· Buyer down sizing from larger to smaller home,

· Borrower intends to rent or sell current residence with no documentation,

· Stocks and bonds not publicly traded,

· Significant or contradictory changes from handwritten to typed application.

Verification Of Deposit (VOD)

· Even dollar amounts,

· Significant change in balance over prior two months,

· Original VOD is not creased,

· Evidence of white-outs or strikeovers,

·  Account was opened on a Sunday or holiday,

· No date stamp by depository,

· Recently opened account,

· Illegible signatures with no further identification,

· Excessive balance in checking accounts vs. savings account,

· Young borrower’s with substantial cash in bank,

· Entire verification typed with same typewriter or same handwriting,

· VOD addressed to a P.O. Box or mail drop,

· Source of funds consists of unverified note, equity exchange,

· Borrower has no bank account,

· High-income borrower with little or no cash,

· Borrower’s funds are security for a loan.

Verification Of Employment (VOE)

· Entire verification typed with the same typewriter or same handwriting and ink;

· Employer’s address the same as the property being purchased;

· The VOE prepared/signed by the originator on the same date as completed and signed by the employer;

· Even dollar amounts;

· VOE addressed to a particular person’s attention other than personnel manager;

· Employer’s address is a P.O. Box;

· Evidence of white-out or strikeovers;

· Numbers that appear to be squeezed;

· Employer’s signature dated less than one day after originator’s signature;

· Illegible signatures with no further identification;

· Inappropriate verification source, (secretary, relative, etc.);

· Overtime or bonus exceeds 50% of base pay;

· Income not appropriate for location or type of employment;

· Borrower self employed and verifying own earnings;

· Excessive praise in remarks section;

· Date of hire was holiday;

· Overlaps in current and prior employment dates;

· Drastic change from previous position or profession to current employment status.

Credit Reports

· All accounts paid in full recently, possible new consolidation;

· Employment information history varies from loan application;

· No credit-possible use of alias name;

· Variance in employment or residence data from other sources;

· Recent inquiries from other mortgage lenders;

· Invalid social security number;

· Limited credit history for income and age.

Gifts

· Unable to verify source of funds by donor;

· Discrepancies between signatures on gift letter and donor check;

· Variation of phone numbers given by donor and number listed in phone directory.

Tax Returns

· Is borrower’s income consistent with job description?

· If borrower has stock assets, is dividend income shown on return?

· If borrower shows large savings, is interest income shown on return?

· Does return show quarterly tax deposits made?

· Does borrower or a tax preparer prepare the tax form?

· Use the IRS Teletax service to verify any tax refunds.

· Examine cancelled checks for estimated quarterly tax payments.

Examining The 1040 Form

· Tax computation does not agree with tax table;

· Evidence of erasures, cross-outs, squeezed-in entries;

· Type or handwriting not consistent throughout the return;

· Paid preparer signs taxpayer’s copy;

· Borrower files Schedule G (used for income averaging thus reflecting fluctuating income).

W-2 Wage Forms

· Invalid employer identification number;

· FICA wages/taxes and local taxes exceed ceilings or set percentages;

· Even dollar year-end figure;

· Different type or print within the form;

· Be suspect of copies of W-2 submitted other than “employee’s copies”;

· Employer’s address different than on VOE.

Pay Stubs

· Even dollar amount on paycheck;

· Company name not imprinted on check;

· Handwritten pay stub.

Appraisal

· Is appraiser from out of area?

· Missing information;

· Ordered considerably earlier than sales contract;

· Comparables used are more than nine months old;

· Comparables are more than one mile from subject property;

· Line adjustments are more than 10%;

· Overall adjustments are in excess of 25%;

· Land value constitutes a large percentage of value;

· Erasures, cross-outs, squeezed in characters;

· Sales contract as dated after appraisal;

· Appraisal ordered by a party to the transaction (seller, buyer, and real estate agent);

· Photographs do not match description;

· For rent sign on property.

Sales Contract

· Seller is the real estate agent;

· Power of Attorney is used to sign contract;

· Sale is subject to seller acquiring title;

· Buyer is required to use a specific lender or broker;

· Odd amounts used as earnest money;

· Seller secondary financing is an element of the contract.

If fraud is discovered during the loan-processing period and merely involves the stretching of the truth by a zealous borrower, the problem may be solved, easy enough, by suggesting a different loan program to better suit the customer’s needs.  When fraud is discovered post funding and after being sold in the secondary market, a lender has no choice but to report the fraud and each must deal with the consequences.

TEST YOUR KNOWLEDGE 
T
 F
1.  
A delinquent mortgage, taxes, association fees, and other liens can cause 






foreclosure.

T
 F
2.  
Partial or full payment waivers are known as forbearance.

T
 F
3.  
Delinquent payments re-designed to extend the life of the loan constitute a 







“recasting”.

T
 F
4.  
Deeds in lieu of foreclosure most often do not absolve the mortgagor of 







future liability.

T
 F
5.  
Deeds in lieu of foreclosure often times eliminate potential deficiency 







judgments.

T
 F
6.  
The 1964 Housing Act requires lenders of FHA loans to provide relief to 







delinquent individuals who have hardship situations.

T
 F
7.  
Foreclosure is the process of retrieving the collateral.

T
 F
8.  
Rights of redemption are lost when an individual becomes delinquent.

T
 F
9.  
Statutory redemption is different than a strict right of redemption.

T
 F
10. Judicial foreclosures involve the sale of collateral at a public auction.

T
 F
11. Conventional loan foreclosure involves notice, filing of complaint and issue 







of summons.

T
 F
12. Conventional foreclosures do not require title searches, a les pendens, or 







notice to all parties.

T
 F
13.
Conventional foreclosures involve a judges hearing, a decree of 








judgment, and a sheriff’s sale.

T
 F
14. Only the lender may bid at a sheriff’s sale.

T
 F
15. Deficiency judgments in many cases prove fruitless.

T
 F
16. A lender for their trouble retains excess “funds” from the resale of a 








property.

T
 F
17. Mortgage insurance pays off the loss to the lender.

T
 F
18. FHA foreclosures often time have a negotiated forbearance.

T
 F
19. VA guaranteed loans only pay up to 25% of the properties original value to 







a lender.

T
 F
20. Junior mortgages wipe out primary mortgages at a sheriff’s sale.

T
 F
21. In a power-of-sale foreclosure the statutory redemption period is shortened.

T
 F
22. In a deed of trust foreclosure the statutory redemption period is eliminated.

T
 F
23. Bankruptcies are not a problem to the foreclosure process.

T
 F
24. Quality control is required of all lenders and is done at different levels.

T
 F
25. Under a “quality assurance” program, HUD can impose administrative 







sanctions and impose civil money penalties.

T
 F
26. HUD mitigation incentives include “abatement”, flexible payment plans, 







waver of fees, late charges, and money penalties.

T
 F
27. A red flag for a loan application is family size compared to home size.

T
 F
28. A verification of employment red flag is an illegible employer signature.

T
 F 
29. Variances on credit report from loan application require explanation.

T
 F
30. Income inconsistency is cause for concern in approving a loan.

T
 F
31. Comps older than 9 months are of no concern to an underwriter.

T
 F
32. When a buyer is required to use a certain lender in a sales contract.  This is 







cause for further investigation by an underwriter.

Answers:

True –1,2,3,5,6,7,9,10,11,13,15,17,18,19,21,22,24,25,26,27,28,29,30,32.

False –4,8,12,14,16, 20, 23, 31
CHAPTER 5: RED FLAGS OF FRAUD

FRAUD AWARENESS

Mortgage fraud is on the rise and may be reaching even epidemic proportions, but you can prevent fraud damage by closely examining loan documents.

Secondary market players, faced with the increased possibility of fraudulent loans, need to more carefully audit the loans they secure or invest in.  That was the emphasis of speakers at a Mortgage Bankers Association seminar, “Detecting and Avoiding Mortgage Fraud.” Investors auditing loans don’t always look for the same things as lenders and underwriters.

Red Flags Missed

Close examination of documents that borrowers submit, can raise some red flags instead of going un-noticed.  Underwriters, processors and delinquency people need to keep fraud awareness at the top of their agenda.  

Property flipping, aided by inflated appraisals, is a large and growing part of mortgage fraud.  Appraisal fraud has more than tripled, according to a Va.-based Mortgage Asset Research Institute, which receives mortgage fraud data from more than 250 federal and state regulators and lenders.  Appraisal fraud seems to be associated with a lot of property flipping.  It almost seems to be an epidemic.

“We’ve been seeing a lot of property flips recently,” says FBI’s Financial Crimes Section.  “It’s the quickest way to get money.”

You can’t have a property-flipping scheme without faulty or fraudulent appraisals.  Flipping to avoid foreclosure can be repeated until the property is so overvalued that no appraiser is able to inflate the value to meet the flip price.

Early payment defaults often are the first sign that fraud may have occurred.  Early payment default- 90-day delinquent during the first year- tends to be an indicator of fraud. In fact, 45% of defaults that occur within the first 12 months are involved with fraud.  If you are only looking at loans that default within the first three or four months, you are missing a lot of fraud.  Increase you early payment default reviews to the first 12 months at a minimum.

Fraud is involved in 18% of the payment defaults that occur during the 13th through 18th months.  But losses are greatest for fraud cases in which the payment defaults do not occur until the 24th month.

A fraud investigation management team is needed for suspicious loans that can be referred for criminal action and can then do a thorough investigation to recover damages and refer the crime to the proper authorities.  Damages, in addition to dollar losses, could include damages to secondary market and investor obligations. 

You might recover your loss from the loan originator, the appraiser, the settlement agent, the title/escrow company, the real estate agent, the homebuyer and/or home seller, and other involved parties after classifying the sources and amounts of your loss.

The fraud team, after identifying a loan as fraudulent, should search other loans in the portfolio for similarities, such as the same appraiser, closing agent, broker or loan officer.  If you’ve got people involved in one flip, they’re going to be involved in more.  Nobody stops with just one.  The key is being able to put loans together.  If you do not have a tracking mechanism to track parties involved, you’re missing a lot of data.

Fraud On The Increase Since 1996

Mortgage fraud has increased 29% to 32% every year since 1996, according to MBA Director Parker Deal,  “It’s a battle we’re all involved in.”  “The trend,” says the FBI, “is there is more mortgage fraud activity – it’s a significant problem – and there’s more dollar loss being reported.  You can see a steady increase in fraud since 1997.”

Reported mortgage fraud was up 25% from first quarter 2000 to first quarter 2001, and the dollar loss was up 37% during the same period.  The FBI and the industry need to work together to reduce mortgage fraud.

Mortgage fraud is increasing because of the new technologies, especially the increase in low cost, high quality computer and copying equipment, the availability of so much information over Internet and the emphasis on stream-lined application and approval processes.

Over the last six years California, especially Orange and Riverside counties, and Florida, especially Dade and Broward counties, have led the country in mortgage fraud.  

California, with 12.2% of the nation’s population, has 37.5% of al fraud cases reported to MARI. Florida, with 5.5% of the population has 16.1% of the fraud cases.  There is a surge of cases in Denver, Las Vegas, Salt Lake City, Phoenix, Albuquerque and Huston.  

Property Flipping Capital

According to the FBI, Baltimore is the property flipping capital of the United States.   Property flipping is becoming a problem in St. Louis, Chicago, Detroit and Milwaukee as well.  Property flipping seems to be epidemic. This is reflected in the fact that appraisal fraud, an important part of property flipping, has increased every year since 1995.

If you are doing mortgage lending in any of these locations, the FBI says, “You ought to be very, very careful; careful about the people you’re doing business with.” Because it’s so profitable, property flipping continues to be rampant in Baltimore, despite successful federal prosecutions.  

Property flipping now is becoming stretched out more –to 13 months- because lenders are looking to see if a property changed hands in the previous 12 months, or they’re doing flips as cash-out refinances.”

Four of the top 10 fraud indicators, according to the FBI, relate to appraisals and include:

· Comps. that are not comparable because they would appeal to a different market or are in a different or separate neighborhood or have adjustments that are excessive, inconsistent or unsupported;

· A market approach to appraising in which the appraised value substantially exceeds the cost approach;

· An appraisal ordered by someone other than the lender and often ordered before the loan was applied for;

· Gross adjustments exceeding 35%.  

Sometimes the home shown in the appraisal photo may not match the property description in the written appraisal, or the photo may not show adjacent properties, such as a used car lot, that would lower the value.  Or, the “rear” photo of the property may be of a different property.

“Get all the appraisals that have been done on the property,” the FBI advises, when a fraudulent appraisal is suspected, “and compare them to see what was manipulated and what the differences are, and a review appraisal also can be done.”

Inaccurate Appraisals

Inaccurate appraisals, says the FBI can be due to fraud, poor appraisal skills or negligence.  In cases where fraud cannot be proven, gross negligence is as good as out right fraud, and can even be considered to be fraud, according to at least one court ruling.

Although widely prevalent, appraisal and valuation fraud, according to MARI’s Croft, is reported in only 8% of fraud cases.  A figure is under-reported because this type of fraud is expensive to investigate and appraisals are very subjective.  Also when other, more easily proven types of fraud are found, appraisal fraud does not have to be shown.  More than one kind of fraud is employed in typical mortgage fraud cases.

Three of the top ten fraud indicators, says the FBI, relate to the borrower and involve his or her identity, assets, employment and income.  The remaining involves changes in property ownership, previous history with a party involved in the transaction and early payments defaults.

Of the mortgage fraud cases in MARI’s files, 68% involved application information; 37%, employment verification; 36%, tax returns and financial statements; 22% deposit verifications; and only 6%, credit history.

The most common fraudulent application information was incorrect employment history and incorrect income followed by missing or incorrect debt structure and incorrect owner/occupant status.  

Fabricated or fictitious VOE were used in 27% of the cases, altered or forged back-up docs for tax returns and financial documents were used in 20% of the cases and fabricated or fictitious tax returns were used in 14%, down from the 28% of three years ago.

Identity Theft

New technologies used to create false documents also have helped make identity theft the fastest growing crime in America.  “Identity theft, says the FBI, “is the worst types of fraud we’re dealing with right now.”  

Even credit scores and credit reports can be manipulated or even created anew. Too often brokers, loan officers and underwriters look at credit scores but not on the supporting credit reports, which indicate the possibility of fraud.

FICO is a great indicator of how the borrower is going to pay, but it has absolutely no relationship to fraud.  A large percentage of frauds, under AppIntell’s investigation, have great FICO scores.  Buying a report is one thing but how not using it is the best thing you could do.

Fraud perpetrators often use the social security number of a child or of a deceased person, according to the FBI.  The FBI does not base anything strictly on a social security number that you can’t verify with some additional information.

According to the FBI, everything you need is on the Internet now for under $5,000; you can get everything you need to produce a loan origination document you need to get a loan approved.  It’s really hard to rely on information these days because people can make up anything they know you want to hear.  However, application fraud is dropping off, and tax problems spiked in ’97.

Borrowers With No Credit

The FBI declares that they still see a lot of altered and forged documents involving borrowers with no credit. Often underwriters overlook incomplete or inconsistent information on loan documents, especially on such tax-related forms as 1003’s and Schedule C’s.  Documents hiding such seller concessions as decorator allowances, repair allowances, and silent second mortgages, often involve a sales price that has been inflated to cover a down payment. Hidden seller concessions are a major concern because they affect the value, and the appraiser will take that into consideration.

Perpetrators are identified in only 30% of the cases of mortgage fraud.  Of those cases, a loan brokerage is named in 56%, a loan officer named in 30%, an appraiser named in 19%, and a real estate agent or broker named in 15%.  In California, one-fourth of the brokers have some sort of bad news information on them.

Identifying those implicated is difficult, says the FBI.  One person who was identified in 37 cases of fraud was never implicated in any of them.  “There are relatively few criminal prosecutions.  It’s difficult to get cases prosecuted when the dollar amount is small,” says the FBI.  Because cases in which the dollar amount is small usually involve fraud for housing, the FBI focuses on fraud for profit.

Mortgage fraud, when perpetrated for money, rather than for a home desired by an unqualified buyer, will involve more than one home.  And such cases, when linked together, will be investigated and prosecuted, even though each incident involves loans of less that $100,000, the threshold used by some U.S. attorneys.

Wire And Mail Fraud

Mortgage fraud perpetrators can also be prosecuted under wire and mail fraud, charges and are easier to prosecute than mortgage fraud. If a fraudulent document goes through the mail or is faxed, the fraud consists of mail or wire fraud.  Sometimes the FBI won’t take the case, but when postal inspectors have developed their case, they generally will work with the FBI. Civil action can be taken instead of, or in addition to, criminal action because the burden of proof is lower.

BEHAVIOR DETECTION TECHNOLOGY TO UNCOVER FRAUD 

A new kind of technology is helping banks and other financial institutions address and attack fraud, money laundering and other illegal and unethical behavior.

This new generation of behavior detection technology means more and more financial abuses will be detected in the early stages, rather than long after the fact and after the company has taken a financial loss and a hit to its reputation. Behavior detection technology is being used to address a range of issues and problem behaviors.  

Behavior detection technology un-tangles the webs of complex behavior that lie behind such problems as money laundering, stockbroker fraud and investment marketplace price manipulation.  It allows companies to uncover wrongdoing by finding suspicious patterns of behavior hidden within voluminous data.

Wrongdoers leave behind an electronic trail of data. This trail tells the story of their fraud by recording critical events, such as deposits, withdrawals, wire transfers, account openings, changes in power of attorney, trades, orders and quotes.  The wrongdoers may also use many separate entities to carry out their schemes, such as establishing accounts under different names, using a variety of financial products such as insurance policies securities, or employing different traders.

The key to behavior detection technology is its ability to identify suspicious events and entities that build over time, separate them from normal happenings, and zero in on the wrongdoers.  Without this sophisticated technology, it is likely many illegal acts would go undetected for long periods of time or not be un-covered at all.

The chief challenge in behavior detection is the sheer volume of data that must be scrutinized. By definition, the suspicious behavior in question almost always is composed of many events and entities.  For example, many transactions may be spread over many accounts and any transaction in isolation may look completely normal.

It is only when that transaction is linked to all the other relevant transactions that it becomes suspicious.  A bank account by itself may look normal, but when it is linked to other accounts, it can become part of a money laundering or fraud ring. Since the suspicious events and entities are buried in millions of legitimate events and entities, how do you separate the suspicious from the legitimate?

Examining the relationships between the events and entities can separate legitimate and suspicious events.  Relationships must be found among transactions or among accounts.  But the number of combinations to examine can quickly escalate into an intractable problem.  What is needed is a method of intelligently choosing which relationships to examine and which to filter out.  That is what behavior detection technology does.

Finding Problem Behavior

The problems the institutions must detect present themselves in “scenarios” or “stories” that range from the fairly simple to the extremely complex.  The financial services industry, therefore, must use systems that combine a range of techniques from rudimentary tests to identify simple scenarios to more sophisticated technology for isolating the most complex schemes. There are five progressive levels of complexity for compliance technology used in the financial services industry.

Level zero- Sampling with manual investigation  

At this level, a firm is basically sampling data and manually examining the sampled accounts and transactions.  Tools to semi-automate the process can be used, such as sorting the data in spreadsheets and scanning the sorted data. This method has obvious drawbacks.  Important data is lost in sampling, which is compounded by the fact that, since the work is spread out over many people, each analyst only has the chance to examine one aspect of the puzzle and no one analyst ever sees the whole picture.

Level one -Single events and entities  

This level automatically checks all the data, but it examines each piece in isolation and does not consider relationships.  The drawback here is that most major “problem behaviors” now involve a sophisticated web of elements and entities that unfold over a period of time.

Level two-Rudimentary summaries

At this level, the overall behavior of an account is summarized at a coarse-grained level and simple techniques are applied.  While some problems may be detected, more sophisticated abuses are likely to evade detection.

Level three-Sophisticated summaries 

Here, finer-grained summaries find account nuances by breaking down account transactions into complex subsets.  If a suspicious behavior involves a small subset of the account’s transactions, it can get lost in the noise when looking at the overall account behavior, but finer-grained summaries catch these nuances.  This level of review still is not able to identify hidden relationships, analyze behavior across accounts or identify potentially suspicious sequential patterns.

Level four-Behavior detection technology

Behavior detection technology includes all of the above techniques and “views” of the lower levels and adds to them more complex algorithms such as link analysis and sequence matching. Using these sophisticated technologies, a behavior detection system sifts through millions of pieces of data in order to uncover hidden relationships between events and entities and identify potentially suspicious patterns of activity.

Tools In Action

Link analysis technology can uncover hidden relationships that can be the key to the early detection of the most complex problems and cunning financial scams and abuses. In the area of mortgage fraud, linked groups may be suspicious if they contain a large number of loans or a large number of borrowers or properties.  

Examples of mortgage fraud scenarios that have been found using link analysis include:

A borrower with a large number of loans  

It is fraud to represent that a loan is for a first or second home when in fact it is an investment property.  It is not fraud if the loans are listed as investments properties.  However, the bank may be un-aware that any one person holds that many loans.

Many mortgages billed to one address

It is fraud when an investor secures “primary residence” loans for rental properties through straw buyers, which are often the tenants.  After the loans are obtained, the billing addresses are changed so payment information goes directly to the investor.

Multiple billing addresses, each with multiple loans but linked by a shared borrower.  

Similar to the previous scenario, except loans are spread over multiple billing addresses.  If straw buyers are reused, these billing addresses can be linked.

Shuffling properties and raising prices

A group of borrowers sell a group of properties back and fourth among themselves driving up the price with each sale (and using each other as comparable sales), while borrowing more money with each sale.  When the price gets sufficiently high, the borrowers stop making payments, take the excess borrowed money and default on the loans.

Hidden relationships between Loan Officers, Appraisers and Realtors

Fraud rings often involve a small number of loan officers working with a small number of appraisers and or Realtors.

Verification shops

To help borrowers with poor credit or employment history secure loans, a Loan Officer may set up a “verification shop” that will falsely verify income and other information.  Link analysis can find multiple loans that are linked by a common phone number or post office box, for example.

Sequence matching

Sequence matching is employed when a particular order of events contains some important clue.  Sequence matching defines a problem series of events or behaviors in advance, then, searches for any occurrence of a telltale sequence among thousands of trades and orders taking place in a particular day.

Sequences that may signal mortgage fraud include:

Flipping 

A pattern of sales in which one loan if followed by another loan for the same property within six months, where the appraised property value for the second loan is greater than 15% of the appraised value given for the first loan.  Technology can be used to find individual instances of this behavior, as well as patterns in which a correspondent has an unusually large number of flip sales.

Cash-out Refinances at Inflated Appraisals

A property is refinanced soon after it is brought.  The appraised value rises significantly for this second financing and the borrower increases the amount borrowed significantly.

Refinances to Lower LTV

A property is refinanced soon after it is brought.  The appraised value raises enough that the LTV drops below 80% and the borrower, therefore, does not have to pay the mortgage insurance.

Manufactured Housing Refinance Scam

A borrower buys property, gets a loan to cover the purchase, the puts a manufactured home on the property and refinances the whole package.  The appraisal is inflated enough so the loan covers the entire price of the property plus the manufactured home.  Now the loan officially has an LTV below 80%.  The end result is that the borrower gets a low-LTV loan with zero money down.

Acceleration Detection

A rapid increase, decrease or shift in activity often indicates fraud.  Sequence rules can identify lenders that accelerate or reduce their origination volume, type and product mix.

Above Market Interest Rates

A loan officer using the same interest rate for every loan, regardless of market place fluctuations, can alert an institution.  The technology can find this kind of abuse by flagging cases where the standard deviation of the interest rate on all accounts for a Loan Officer is zero. 

Loan Officer Fraud Scams

Many Loan Officers will have an occasional borrower using an invalid Social Security number, due to data entry or typographical errors alone.  Patterns in which a particular Loan Officer has a number of such cases, however, may indicate the Loan Officer is recruiting fake borrowers for a mortgage fraud scam.

Because criminals and con artists constantly adapt their behavior to get around the existing detection systems, their problem behavior grows even more complex, spread out over time and difficult to detect.

As criminals vary their behaviors to defeat simpler and older detection methods, compliance officials at financial services firms must employ more and more sophisticated technology to expose hidden relationships and uncover what otherwise might have remained covered tracks.

TAX PRUCHASE Fraud

Can a borrower refuse to pay real estate taxes, lose the property to the taxing authority, thereby extinguishing the mortgage, and then buy back the property on the cheap, thumbing his nose at the former mortgage holder?  Maybe.  It is not entirely clear in New York and may or may not be firmer in other states, but is, in any event, a concept to bear in mind.  So here is the frightening scenario regarding real estate taxes and yes, it really does happen, more often than would be suspected.

The borrowers are obligated to pay real estate taxes on the mortgaged property.  They fail to do so.  The lender or servicer is supposed to periodically confirm in-house whether those taxes were paid, but through some glitch (the computer or human error) neglects to do so.  Or this task as been outsourced but the tax service somehow does not perform its job.

Lenders and servicers know that they must follow with care the payment of real estate taxes on all mortgaged properties.  If those taxes are in areas long enough, the ultimate result (whether by tax lien sale and issuance of a deed or a tax lien foreclosure action) is that the borrower loses his title and the mortgage is extinguished.  That is a draconian result, and must be avoided.

Generally, in most jurisdictions, real estate taxes are superior to any mortgage, and the reasons should be apparent.  Local governments, which depend upon real property taxes to function, and their ability to raise revenue, cannot be adversely affected by private mortgage defaults.

Taxes Take Precedence

After all, if mortgages were superior to real estate taxes, some borrowers would periodically arrange “friendly” foreclosures of their property to wipe out real estate tax liabilities.  The system doesn’t function that way, and couldn’t.

Yes, when property is lost for failure to pay taxes, the lender or servicer can still sue on the note.  But it isn’t so often that borrowers who have lost their property for taxes (and defaulted on the mortgage) have money or other property exposed upon which to execute.  

What happens when a wiling borrower then goes out and buys the once mortgaged property, either at the tax lien foreclosure sale or from the taxing authority that took the property back?  Does that give the lender or servicer another shot at going after the property? The answer (in New York) used to be yes; then it was no; then an exception said yes again, and while one new case agrees with the helpful exception, another one disagrees.  A brief explanation by way of explaining the issue follows.

There was from time immemorial in New York a venerable “doctrine of the delinquent purchaser” which held that a landowner who defaults in payment of real estate taxes, and later repurchases the land at a tax sale, does not get a title better than he previously had, because no man may take advantage o f his own wrong.  And that makes good sense.

Equity would view as fraudulent the act of a party who acquired title through defaulting upon his obligations.  Under this doctrine, a lender in this situation would be saved.  The mortgage apparently cut off by the tax sale survives anew.

Changing Laws

In 1983, the tax law in New York changed in such a way that the courts altered their interpretation. The court concluded that property purchased at a tax sale must produce a final, completely unassailable title. That meant that the borrower who defaulted on taxes could buy their own property back at a tax sale free of the lender’s mortgage, which had been extinguished by that tax sale.

Troubled by this, a 1994 case in New York said that, because a borrower warrants title to the property, and the mortgage also gives the lender a lien upon after acquired property, when that borrower buys his own property back at a tax sale, the mortgage reattaches to the property the moment it is back in the ownership of the borrower.

Although the mortgage had been extinguished by the tax lien sale, the borrower’s repurchase resurrects the mortgage as a lien on the property. That was a lower court decision, and although another lower court agreed, yet another disagreed with this otherwise heartening exception. The nay-sayer opinions was that a lender should not receive another “bite of the apple,” especially when that lender, or servicer, has chosen to sit on its rights by failing to redeem the property when it had a right to do so. Equity should not require a court to strain to the lender rights. 

In summary, there is no clear rescue if the property is lost for failure to pay taxes – even if a clever borrower then buys that property.  At best, the law in New York is unsettled, but there is certainly no assurance that a lender or servicer can find solace on this subject. The lesson that no lender or servicer should need, then, is:  Be vigilant about real estate taxes.  Servicers may want to explore this concept for all jurisdictions where they service loans.

Focus Points

· Mortgage fraud can be prevented by closely examining loan documents.

· Property flipping is a large and growing part of mortgage fraud.  

· Without faulty or fraudulent appraisals, property-flipping schemes are not effective.

· Early payment defaults are one of the first sign of fraud.  

· 45% of defaults that occur within the first 12 months are involved with fraud.  

· Losses are greatest for fraud cases in which the payment defaults do not occur until the 24th month.

· Mortgage fraud has increased 29% to 32% every year since 1996.

· Reported mortgage fraud was up 25% from first quarter 2000 to first quarter 2001.

· The increase in mortgage fraud has been attributed to the increase of new technology. 

· Four of the top 10 fraud indicators relate to appraisals.

· The most common fraudulent application information is incorrect employment history and incorrect income.

· New technologies used to create false documents also have helped make identity theft the fastest growing crime in America.  

· Fraud perpetrators often use the social security number of a child or of a deceased person.

· Hidden seller concessions are a major concern because they affect the value, and the appraiser will take that into consideration.

· Only in 30% of mortgage fraud cases are the perpetrators ever identified.

· Mortgage fraud, when perpetrated for money, usually will involve more than one home. 

· Mortgage fraud perpetrators can be prosecuted under wire and mail fraud if a fraudulent document goes through the mail or is faxed.

· Behavior detection technology is used in cases of money laundering, stockbroker fraud and investment marketplace price manipulation. 

· Behavior detection uncovers suspicious patterns of behavior hidden within voluminous data.

· The key to behavior detection technology is its ability to identify suspicious events, separate them from normal happenings, and zero in on the wrongdoers.  

· A behavior detection system sifts through millions of pieces of data in order to uncover hidden relationships between events and entities. 

· Groups containing a large number of loans, borrowers or properties would be looked at as suspicious.

· Link analysis can find multiple loans that are linked by a common trait.

· Fraud rings often involve a small number of loan officers working with a small number of appraisers.

· Loan officers, using the same interest rate on every loan, regardless of market place fluctuations could be a sign of fraud.

CHAPTER 6: CUTTING FORECLOSURE COSTS 

GOALS IN FORECLOSURE CASES

There are several important goals in managing HUD foreclosure cases that are attainable with the assistance of HUD’s Foreclosure Commissioner Program, such as reducing unnecessary litigation.  In addition, other desirable outcomes include obtaining lower collection and federal holding costs, improving conditions in certain neighborhoods and speeding up the foreclosure process.

Federal Legislation, Section 3751 of Title 12, set forth HUD provisions for single-family foreclosures on properties held by HUD. One of the primary provisions is the creation of a system for designating a person or persons to serve as a HUD Foreclosure Commissioner for the purpose of foreclosing upon a single-family mortgage.  According to the mandates, the commissioner is authorized to have a non-judicial power of sale and also that a series of step-by-step procedures be taken.

The commissioner is required to conduct the foreclosure sale in the manner and at a time and place as identified in the Notice Of Default And Foreclosure Sale.  The sale must be conducted in a manner that is fair to both the mortgagor and HUD.  In addition the commissioner is required to attend the foreclosure sale in person or through a duly authorized employee.

The servicing agent will provide bidding instructions to the commissioner.  In addition to bids made in person at the sale, the commissioner will accept written one-price sealed bids from any party, including from HUD, for entry by announcement at the sale so long as those bids conform to the requirements described in the notice.

The commissioner must announce the name of each bidder and the amount of the bid and also accept oral bids from any party, including parties who submitted one-price sealed bids, if those oral bids conform to the requirements in the notice.  The amount of the high bid and the name of the successful bidder will be announced before the close of the sale.

Neither the commissioner nor any relative, related business entity or employee is permitted to bid in any manner on the mortgaged property.  The commissioner may take the following actions:

· Serve as the auctioneer;

· Employ an auctioneer to conduct the sale;

· Require a bidder to make a deposit in either a specified dollar amount or as a percentage of the bid as the commissioner determines.

The deposit requirement must be stated in the notice.

Following the sale, the commissioner must send the deposit to HUD within two days.  If a third party is the successful bidder, arrangements must be made to hold the closing at a time and place that is mutually convenient.  The notice provides the purchase price must be delivered within 30 days of the sale or such other time HUD may determine for good cause shown.  If the closing is not held, the deposit may be forfeited.

Foreclosure Costs

The legislation states that HUD will pay the following foreclosure costs from the sale proceeds or from other available sources, if the sale proceeds are insufficient, before satisfaction of any claim to the sale proceeds:

· Advertising costs and postage expenses incurred in servicing the Notice of Default And Foreclosure Sale;

· Mileage by the most reasonable road distance for posting the notice of default and foreclosure sale, if required, and for the commissioner or the auctioneer’s attendance at the sale;

· Reasonable and customary costs incurred for the title and lien record searches;

· The necessary out-of-pocket costs by the commissioner incurred for recording documents; 

· The commission for the conduct of the foreclosure in the amount set forth in the Designation of the Foreclosure Commissioner.  This commission may be allowed, notwithstanding termination of this sale or appointment of a substitute commissioner before the sale takes place.

The proceeds of the foreclosure sale are paid out in the following order:

· To cover the costs of the foreclosure;

· To pay valid tax liens or assessments on the mortgaged property as provided in the Notice Of Default And Foreclosure Sale;

· To pay any liens recorded before the recording of the mortgage being foreclosed, which are required to be paid in conformity of the notice;

· To pay service charges and advances for taxes, assessments, and property insurance premiums, which were made under the terms of the mortgage;

· To pay the interest due under the mortgage debt;

· To pay the unpaid principal balance secured by the mortgage including expenditures for necessary protection, preservation and repair of the property;

· To pay any late charges or fees. 

Any surplus proceeds from a foreclosure sale, according to the mandates, will be applied after payment of the items above to pay any liens recorded after the foreclosed mortgage in the order of the priority under the law of the state in which the security property is located.

In addition, it will be applied to pay the surplus to the mortgagor.  If HUD is the successful bidder, the commissioner will issue a deed to HUD upon receipt of the amount needed to pay the costs for tax liens and prior liens.  But if the agency is not the successful bidder, the deed to the purchaser will be issued upon receipt of the purchase price.  However, the deed will be without warranty or covenants to the purchaser.  

At the foreclosure sale, a purchaser is entitled to possession upon passage of title.  Any person remaining in possession of the property after the passage of title is deemed a tenant at severance, subject to eviction under applicable state law.

Recording the Deed

If HUD is the successful bidder, the commissioner records the commissioner’s deed.  If a third party purchases the property, then it is that party’s responsibility to have the deed recorded.  The commissioner, to establish a sufficient record of foreclosure and sale, is required to include in the recitals of the deed to the purchaser, or prepare as an affidavit or addendum to the deed, a statement that includes the following:

· Date, time, and place of the foreclosure sale;

· That the mortgage was held by HUD, in date of the mortgage, the office in which the mortgage was recorded, and the page number and folio or volume or other appropriate description of the recordation of the mortgage;

· The particulars of the foreclosure commissioner’s service of the Notice Of Default And Foreclosure Sale and the date and place of the filing of the notice;

· That the foreclosure was conducted in accordance with the provisions of Title 12 and with the terms of the notice;

· The sale amount.

Upon tendering of payment of the usual recording fees for the deed, The Registry of Deeds, or other appropriate official of the county or town in which the property is located, must accept the recording without regard to the compliance of the deed with any other local filing requirements.

A sale made and conducted in accordance with Title 12 to a bona fide purchaser bars all claims upon, or with respect to the property sold, for each of the following persons:

· Notice recipients;

· Subordinate claimants with knowledge;

· Non-recorded claimants, meaning any persons claiming an interest in the property whose assignment, mortgage, or other conveyance was not duly recorded or filed in the proper place for recording or filing, or whose judgment of decree is not duly docketed or filed in the proper place for docketing or filing before the date in which the notice of the foreclosure sale was first heard by publication, as required by Section 3758(3) of Title 12;

· Other persons claiming an interest in the property under a statutory lien or encumbrance created subsequent to the recording of the filing of the mortgage being foreclosed. 

If after deducting the payments provided for Section 3762 of Title 12, the price at which the property is sold at a foreclosure sale is less than the unpaid balance of the debt secured by the property, resulting in a deficiency, HUD may refer the matter to the U.S. Attorney General who may commence an action or actions against any and all debtors to recover the deficiency, unless such an action is specifically prohibited by the mortgage.  A deficiency action, however, must be brought not later than six years after the date of the last sale of the property.

If HUD owns the mortgage, and a determination is made by the agency that a non-judicial sale of its mortgaged property would be beneficial, the commissioner program is an extremely alternate procedure to reduce the time and expense of foreclosing mortgages.

HUD URGES FORBEARANCE TO BORROWERS

With the new forbearance options now available, HUD is pushing servicers to offer forbearance to delinquent borrowers. HUD has also begun, under a pilot program, selling loans on the verge of foreclosure to servicers and lenders who can then foreclose or take their own loss mitigation steps.

“When you see HUD coming out with relief measures, that means somebody on the book side said, ‘Hey, there’s too many houses coming in; too many defaults.  Let’s try to mitigate some and try to keep people in their homes,’” says a HUD operations specialist.  Eleven percent of all FHA loans are now in default, and the number of foreclosed properties is increasing at the rate of 10% a month.

Loss mitigation usage is up 40% since HUD instigated a since – modified mortgage relief program in the fall of 2001. “We have to deal with people who are in default and try to keep people in the house to avoid a vacant home and people being homeless,” says HUD.  “Lenders and servicers are finally using loss mitigation tools.”

Additional loss mitigation measures introduced by HUD include special forbearance under which a borrower can repay a loan delinquency over time, with such a plan including an initial period for financial recovery followed by a payment schedule based on the borrower’s ability to repay.  Accrued late fees can be included in the repayment schedule, but can only be collected after the loan has been reinstated through payment of all principle, interest and escrow advances.

The recovery period should include time that allows the borrower to recover from the cause of default, such as a job loss, through reduced or suspended payments.  But the borrower should be allowed to prepay the delinquency at any time.  However, such a forbearance plan is not allowed when the arrearage exceeds the equivalent of 12 months of principal, interest, taxes and insurance, according to HUD’s Chicago regional office.

The Goal is Reinstatement 
A loan may also be modified as part of a forbearance plan, but such a modification can only be made after the borrower has made three full monthly payments.  Further, the plan must be designed to eventually lead to reinstatement of the loan either directly or in combination with a loan modification.  Failure to comply with a forbearance or loan modification plan can result in foreclosure.  

To qualify for such a plan, borrowers must have recently experienced a verifiable loss in income or increase in living expenses, but have or will have sufficient monthly income to correct the delinquency and reinstate the loan. Servicers or lenders must review the status of forbearance plans each month, including the borrower’s employment status, and take appropriate action if the borrower is not complying with the terms of the plan.  That action may include initiation foreclosure or another loss mitigation action.

HUD’s delinquent loan sales program will involve pricing that is going to be pretty aggressive, maybe 60 or 70 cents on the dollar. Rather than filing the foreclosure the home will be sold as a defaulted asset.  HUD will never be directly involved in a foreclosure.  That will be somebody else’s issue.  

HUD has found that they are the only ones out there that take in the inventory in its entirety and pay 100 percent of the claims when the insurance is actually paid the lender on the property.  The GAO looked at this and said HUD does the worst job of everybody.  It’s an old way of doing it.  So they came up with a program to sell the asset.

The loans will be sold to the highest bidder in bulk packages assembled on the basis of location.  HUD will pay claims to the seller for the difference between the sale price and the value. HUD will not own the property; they never take title; they never foreclose.  The goal is to eliminate most of HUD’s inventory. The purchaser can work on the loan or foreclose him or herself.  They’ll decide how aggressive they can be, based on how far gone it is.

It is hoped that these new programs and efforts will keep people in their homes for a much longer time, maybe permanently.  HUD’s looks for preservation of assets.

CARE:  THE MAIN TOOL IN A FOREBEARANCE ACCORD

Observing that forbearance agreements are perhaps the mine tool of the loss-mitigation process.

Late charges are a typical component of sums due upon a defaulted mortgage.  In most states, however, late charges accrue only up to the moment of acceleration, and not beyond.  And this makes good sense because late charges are deemed compensation for the cost of pursuing tardy remittances.  Once the mortgage debt has been accelerated, periodic payments will not be accepted, so there is no cost attendant to their individual collection.

Applying Late Charges

A forbearance agreement, in essence, allows renewal of those periodic payments (albeit in differing amounts and times), suggesting that they should yield late charges.  Do they?

Even though a good argument can be made that late charges certainly should be validly applied under the circumstances, it is unclear. To avoid any possible issue or dispute, inclusion is recommended in the forbearance agreement of language providing that late charges applicable to all monthly sums being repaid and all late charges accruing during the lifetime of the agreement are due and collectible.

Particularly when mortgages are substantial, and when the period of default is lengthy, how the sums paid pursuant to the forbearance are to be applied becomes critical.  Those amounts can be allocated either according to the loan documents (if addressed there) or the record-keeping and computation requirements of the particular servicer.  The servicer would usually prefer payments to be applied first in reduction of various charges and advances, then to interest, and only then to principal.

Language referring to allocation of sums necessary to protect the mortgage can also be essential.  The forbearance agreement would be of little value if the property were lost due to, for example, a failure to pay taxes.  Likewise, in the case of a junior mortgage, advances may be required to keep a prior mortgage current.  Hence, how the servicer is empowered to apply the monies paid is worthy of inclusion in the forbearance agreement.

Because the need for a forbearance agreement pre-supposes that the borrower is unable to reinstate in one lump sum, it should be recognized that there is no obligation upon the servicer’s part to enter into such agreement.  At liberty to reject a request for forbearance, a servicer is just as free to impose such new or additional requirements as are legal and as prudent business decisions may suggest.

If the subject mortgage is at a rate below the market, a lender or servicer might wish to increase the yield, in which event it must be in the stipulation.  It has to be noted, through, that any encumbrances to the subject mortgage are not bound to that increase accordingly, their permission must be obtained, in writing, if an increase in the interest rate is contemplated.

Interest “Balloon”

Associated with a possible increase in the interest rate is the concern that the borrower might not be able to afford larger monthly payments.  Were that to be the case, the monthly payment could nevertheless remain the same, with the larger interest component to be paid as a balloon at the maturity of the mortgage.

Although most first mortgagees will typically escrow for taxes, for any number of reasons it is possible that any given mortgage might not contain such a provision.  Where one of the defaults was the borrower’s failure to pay taxes, establishing an escrow account for the future would be a source of consideration and comfort to the lender or servicer.  Therefore, a forbearance agreement can establish an escrow through inclusion of appropriate language in the forbearance agreement itself.

To the extent that the forbearance agreement has made some changes in the mortgage, such as an alteration of interest rate or establishment of an escrow account,  it would be necessary for the agreement to state that the provisions survive both the agreement itself and the discontinuance of the foreclosure action.  Without such language, there might be confusion as to whether the new terms were still in existence.

Where there are interests junior to the mortgage being foreclosed, any modification of the mortgage prejudicial to inferior positions creates potential priority problems.  Even assuming the mortgage is not being modified by the forbearance agreement, insofar as extensions of time exist and various payments may look like they are being changed, it is wise to clarify for any prospective objectents that payments being made are pursuant to the forbearance agreement and are not considered as payments pursuant to the note and mortgage.

Different Scenarios

A typical hallmark of a forbearance agreement is that, while it halts the foreclosure action in place, pending fulfillment of the agreement’s terms, it does not discontinue the action.  In that way, upon breach of agreement, the servicer is poised to continue the foreclosure the moment there is a default, avoiding expenditure of the time and expense that would be incurred if obliged to start the action all over again. There are occasions where the servicer might believe it necessary to continue the forbearance agreement that has been signed.

Here is one scenario.  Service of process is complete and the borrowers have inter-posed an answer that the parties recognize will disposed of under a motion for summary judgment.  

Although the borrowers do not have the financial wherewithal to meet a re-instatement payment schedule required by the servicer, they believe they can sell the mortgaged premises within a set period of time. They are, therefore, willing to remit certain payments for an agreed period, inclusive of the legal fee to compensate servicer’s counsel for preparing the agreement. 

The servicer, however, is not prepared to hold the foreclosure in abeyance because the amount of payment being offered is too low.  It is amenable, through, to refrain from scheduling the foreclosure sale prior to an agreed date, with the foreclosure nevertheless to continue to the point of obtaining the judgment of foreclosure and sale.

Alternatively, the borrower may have been such a chronic defaulter, or may have displayed such extraordinary irresponsibility in the past, that the servicer believes violation of the forbearance agreement is highly likely. A more affirmative stance in a case like this could be to sign the forbearance with the noted provision that the action will nevertheless progress to the point where a sale could be set, holding in place there rather than at an earlier stage.

As part of this, agreement could also provide that the payments made by the borrower encompass the servicer’s costs and expenses to bring the foreclosure to that later stage.  Then, if the borrower does not default, as appears likely, the servicer is that much closer to a foreclosure sale and perhaps compensated for the cost as well.

Although in the foreclosure arena most agreements will represent a clear victory for the servicer, there are occasions where expectations have to be reduced to some degree.  Such an example would be a severely delayed case.

The parties recognize that ultimately the servicer will prevail, but only after incurring the time and expense of a trial.  Therefore, the borrower may be willing to permit foreclosure – knowing that the case will ultimately be lost – but only in exchange for the servicer’s waiver of any deficiency obligation.

Under these facts, discretion could be the better part of valor, so long as business considerations allow and a servicer could be assured of spreading to the end of the foreclosure, giving away only the ability to pursue a deficiency.  Sometimes it is a path to consider and can be attended to in a forbearance agreement.

Adjourning Foreclosure Sale

Requests to re-instate a mortgage can, of course, reemerge at any time during the course of a foreclosure action.  Sometimes, though, and often on the eve of sale, the borrower finally addresses his or her jeopardy and awakens to request an adjournment of the sale. At this late stage, the borrower may not have financial ability to reinstate, but does claim a desire to sell or refinance the property to satisfy the mortgage in full – if there is sufficient equity.  Or the request could be for an adjournment in exchange for paying less than the full amount due on the mortgage.

The claimed desire to sell may simply be presented in terms of an intention to do so.  There may or may not be a contract of sale and there may or may not be a closing date for the sale.

On occasion, the borrower’s very first contact with servicer’s counsel will be a call from the borrower’s newly engaged attorney advising that the borrower had never been served with process, and receipt of the notice of sale was the first inkling the borrower had that the matter was in foreclosure.  

Whether the assertion of lack of service is truthfully stated or not, the frequent mode of assault upon the pending foreclosure sale is an order to show cause claiming lack of jurisdiction.  The servicer then faces a choice.  Should it suffer an order to show cause with a possible delay, indefinite costs and perhaps uncertain outcome that goes with it?  Obviously, the answer depends upon the circumstances. If the servicer elects to accede to the request for an adjournment of the foreclosure sale, there are specific questions and issues to address.

Can any sums be obtained from the borrower to offset the costs of the adjournment?  These include the cost of re-advertisement, the value of interest accrual during the adjournment period and the legal expense attendant to negotiating the adjournment and committing it to writing.  Some payment toward the balance of the mortgage is also be desirable.

How long is the adjournment to be?  The greater its duration, the larger is the accrual of interest.  To whatever extent that mounting interest is not compensated, there is a danger to the equity cushion.  

From the borrower’s vantage point, too short an adjournment won’t allow the avowed sale or refinance.  Some “reasonable” period that accommodates the needs of both sides must be found. If the borrower is threatening to interpose defenses, jurisdictional or otherwise, adjourning the sale without eliciting the borrower’s waiver of those defenses allows the threat to later be renewed when the adjourned period expires. A forbearance agreement can cover all these possibilities and it is still another example of why such an agreement can be so meaningful in the loss-mitigation process.

It would be gratifying to note that, having completed part two of forbearance agreements, we have now covered the entire variable to be encountered in any possible forbearance situation.  Readers will recognize, though, that there is always room for yet more variation.  Servicers should be alert to the creative ways to settle a case and through working with their counsel in the various states, this can be accomplished.

Focus Points

· Section 3751 of Title 12, set forth provisions for single-family foreclosures on properties held by HUD. 

· The HUD commissioner is authorized to have a non-judicial power of sale.

· The Notice Of Default And Foreclosure Sale identifies how and when the commissioner is required to conduct the foreclosure sale.

· The commissioner or an authorized employee is required to attend the foreclosure sale.

· The commissioner must announce the name of each bidder and the amount of the bid and also accept oral bids from any party.

· Neither the commissioner nor any relative, related business entity or employee is permitted to bid in any manner on the mortgaged property.  

· Within two days of the sale, the commissioner must send the deposit to HUD.

· At the foreclosure sale, a purchaser is entitled to possession upon passage of title. 

· Any person remaining in possession of the property after the passage of title is deemed a tenant at severance, subject to eviction under applicable state law.

· Accrued late fees can be included in the repayment schedule.

· Recovery periods include time to allow the borrower to recover from the cause of default.

· A loan may also be modified as part of a forbearance plan. 

· Servicers or lenders must review the status of forbearance plans each month.

· HUD pays claims for the difference between the sale price and the value. 

· Late charges are a component of sums due upon a defaulted mortgage.  

· Junior mortgages may require advances to keep a prior mortgage current. 

· A mortgage re-instatement request can remerge at any time during the course of a foreclosure action. 

CHAPTER 7: the Fair Credit Reporting Act (FCRA) Introduction
The Fair Credit Reporting Act (FCRA), Public Law No. 91-508, was enacted in 1970 to promote accuracy, fairness, and the privacy of personal information assembled by Credit Reporting Agencies (CRAs). CRAs assemble reports on individuals for businesses, including credit card companies, banks, employers, landlords, and others. The FCRA provides important protections for credit reports, consumer investigatory reports, and employment background checks. 

The FCRA is a complex statute that has been significantly altered since 1970 by both Congress and the courts. The Act's primary protection requires that CRAs follow "reasonable procedures" to protect the confidentiality, accuracy, and relevance of credit information.

To do so, the FCRA establishes a framework of Fair Information Practices for personal information that include rights of data quality (right to access and correct), data security, use limitations, requirements for data destruction, notice, user participation (consent), and accountability. The Federal Trade Commission (FTC) issues a commentary on the statute, but does not engage in rulemaking for the FCRA. CRAs may also be referred to as "credit bureaus" or "consumer reporting agencies."

History of the FCRA

The FCRA was passed to address a growing credit reporting industry in the United States that compiled "consumer credit reports" and "investigative consumer reports" on individuals. The FCRA was the first federal law to regulate the use of personal information by private businesses.

The first major credit-reporting agency, Retail Credit Co, was started in 1899. Over the years, Retail Credit purchased smaller CRAs and expanded its business into selling reports to insurers and employers. By the 1960s, significant controversy surrounded the CRAs because their reports were sometimes used to deny services and opportunities, and individuals had no right to see what was in their file.

By the late 1960s, there was abuse in the industry, including requirements that investigators fill quotas of negative information on data subjects. In an effort to accomplish these quotas, some investigators fabricated negative information, other investigators included incomplete information. 

Additionally, the investigators were collecting "lifestyle" information on data subjects, including their sexual orientation, marital situation, drinking habits, and cleanliness. The CRAs were maintaining outdated information, and in some cases, providing the file to law enforcement and to unauthorized persons. 

Public exposure of the industry resulted in Congressional inquiry and federal regulation of CRAs. Years of legislative leadership by Representative Leonor Sullivan and Senator William Proxmire resulted in the passage of the FCRA in 1970. After its passage, Senator Proxmire attempted to broaden the FCRA's protections over the next ten years. 

The FCRA took effect on April 25, 1971, and within a short period of time CRAs were pursued for violations of numerous provisions of the Act.  Most recently, in January 2000, the three CRAs paid $2.5 million in a case settlement brought by the FTC.

The most comprehensive amendments to the FCRA were contained in the Consumer Credit Reporting Reform Act of 1996 (P.L. 104-208). The Amendments contained a number of improvements to the FCRA, but it also included provisions that allow affiliate sharing of credit reports, "prescreening" of credit reports (unsolicited offers of credit made to certain consumers), and limited preemption of stronger state laws on credit.

The FCRA's Provisions

Because credit reports can include sensitive personal information and because they are used to evaluate the ability to participate in so many different activities in modern life, they are subject regulations that follow a framework of Fair Information Practices. 

The FCRA establishes rights and responsibilities for "consumers," "furnishers," and "users" of credit reports. Consumers are individuals. Furnishers are entities that send information to CRAs regarding creditworthiness in the normal course of business. Users of credit reports are entities that request a report to evaluate a consumer for some purpose.

What qualifies as a Credit Reporting Agency (CRA)?

A consumer-reporting agency (CRA) is an entity that assembles and sells credit information and financial information about individuals. 

There are three national CRAs in the United States: Experian (formerly TRW), Trans Union, and Equifax (formerly Retail Credit Co.). There are also many smaller credit-reporting agencies that usually concentrate on reporting on individuals living in certain regions of the country.

Inspection bureaus, companies that sell information to insurance companies and assist in performing background checks, often are considered CRAs as well.  Tenant screening and check approval companies are also considered CRAs.

Depending on the nature of the operation, other companies can be considered CRAs. Courts have held that private investigators, detective agencies, collection agencies, and even college placement offices can be CRAs under the law. 

Consumer Credit Reports and Investigative Consumer Reports (ICRs) 

Consumer credit reports contain information on financial accounts including credit card balances and mortgage information. Credit reports are used for evaluating eligibility for credit, insurance, employment, and tenancy. In addition, they are used to assess the ability to pay child support, obtain professional licensing (for instance, to become an attorney) or for any purpose that a consumer approves.

A consumer credit report will contain basic identifying information (name, address, previous address, Social Security Number, marital status, employment information, number of children) along with:

· Financial information: estimated income, employment, bank accounts, value of car and home; 

· Public records information: bankruptcies, and tax liens;

· Trade-lines: credit accounts and their status. This will also include the data subject's payment habits on credit accounts; 

· Collection Items: whether the data subject has unpaid or disputed bills; 

· Current Employment and employment history;

· Requests for the credit report: The number of requests for the data subject's report and the identity of the requestors.

Narrative Information
A statement by the data subject or by the furnisher regarding disputed items on the credit report. 

Health Information

Certain information about consumers is excluded from the definition of "credit report." This includes "transaction and experience" information, that is, records of purchases of goods and services by the consumer. 

Additionally, corporations may share credit report information among affiliates as long as notice and opt-out is provided to the consumer. 

CRAs can also prepare "investigative consumer reports," (ICRs) dossiers on consumers that include information on character, reputation, personal characteristics, and mode of living. ICRs are complied from personal interviews with persons who know the consumer. 

Since ICRs include especially sensitive information, the FCRA affords greater protections for them. For instance, within three days of requesting an ICR, the requestor must inform the consumer that an ICR is being compiled. 

The consumer also can request a statement explaining the nature and scope of the investigation underlying the ICR. 

The Credit "Score"

The credit score is a "grade" of creditworthiness. Individuals with good credit scores can obtain credit more easily, and at lower interest rates. The precise algorithm used to develop the credit score is not publicly known. However, the following factors probably affect the overall number: 

· Amount of money owed to creditors;

· Payment history;

· Whether the individual is seeking new extensions of credit;

· Types of credit lines that an individual currently holds.

There is no legal obligation on CRAs to provide credit scores to individuals. However, some credit services companies now sell the credit score and advice for improving it for a fee. 

A consumer can request their file by contacting the CRA directly. The CRA may charge a fee for access, which currently is set by the FTC at $9.00. However, six states (Colorado, Georgia, Maryland, Massachusetts, New Jersey, and Vermont) have passed laws that require CRAs to issue a free report to residents upon request. Other states have set a reduced price by statute (Connecticut, Maine, Minnesota, California, and Montana).

A consumer has a right to a free copy when an entity takes an "adverse action" against them based in whole or part on the report. 

Adverse actions are defined broadly under the act. They include: 

· Denial, termination, or an unfavorable change in the offer of credit or insurance;

· Denial or an unfavorable change in employment or licensing.

After an adverse action, the user of the credit report must send the individual information on how to obtain a free credit report from the CRA. 

Free copies are also justified where the individual is unemployed and seeking employment, where the report is inaccurate because of fraud, and where the individual is on welfare. 

Equifax 800.685.1111. 

Experian 888.397.3742. 

Trans Union 800.916.8800.

The Credit "Header"

A credit header is identifying information from a credit report. It includes name, mother's maiden name, date of birth, sex, address, prior addresses, telephone number, and the Social Security Number. 

Credit headers came into use after the FTC changed its definition of a credit report in the course of settling a case against TRW (now Experian). The FTC allowed the CRAs to treat headers as "above the line" information and to sell it with no legal protections for the individual. The reasoning was that this information did not relate to credit, and thus should not be considered part of the credit report.  Credit headers are used for location of individuals and for target marketing. They are sold in bulk by the CRAs and can be purchased online.

Permissible Uses of the Credit Report

The FCRA limits the use of the credit report to certain purposes. They are: 

· Applications for credit, insurance, and rentals for personal, family or household purposes;

· Employment, which includes hiring, promotion, reassignment or retention. A CRA may not release a credit report for employment decisions without consent;

· Court orders, including grand jury subpoenas;

· "Legitimate" business needs in transactions initiated by the consumer for personal, family, or household purposes;

· Account review. Periodically, banks and other companies review credit files to determine whether they wish to retain the individual as a customer; 

· Licensing (professional);

· Child support payment determinations;

· Law enforcement access: Government agencies with authority to investigate terrorism and counterintelligence have secret access to credit reports.

Specific prior consent is required before consumer reports with medical information can be released. 

Target marketing is not a permissible use of credit reports. 

Currently, both Equifax and Experian are in a consent agreement with the FTC to not use credit reports for target marketing. 

Trans Union attempted to challenge the FTC prohibition on using credit information for target marketing but failed in Trans Union v. FTC. (2002)

In Trans Union, the Court of Appeals for the District of Columbia Circuit held that trade-lines (credit information that includes name, address, date of birth, telephone number, Social Security number, account type, opening date of account, credit limit, account status, and payment history) could not be sold for marketing purposes because they constituted a credit report for purposes of the Fair Credit Reporting Act (FCRA). Further, the Court rejected the profiler's claim that the First and Fifth Amendments invalidated the FCRA. 

Trans Union v. FTC, 81 F.3d 228 (D.C. Cir. 1996)("Trans Union I"). In Trans Union I, the Court of Appeals for the District of Columbia Circuit held that the sale of consumer credit reports for marketing purposes violated the FCRA. 

Special Rights in Employment Background Checks

Since September 11, 2001, many employers have either begun or expanded background check programs on current employees or new hires. Because they have become so prevalent, simple background checks can now be done for under $20, and more complex investigations may be hundreds of dollars.

Employers can request standard consumer credit reports or investigative consumer reports (ICRs) on their employees. Employers request the reports for hiring, promotion, reassignment, or retention decisions. In doing so, the employer must certify to the CRA that it will comply with the FCRA. The employer must also gain the individual's written consent before obtaining the report.

A patchwork of federal and state laws does limit the ability of employers to use background checks. Some states do not allow the consideration of arrest data (without a conviction) in employment decisions. Other states allow the consideration of conviction information only in certain circumstances. Federal Equal Employment Opportunity Commission (EEOC) regulations prevent employers from taking adverse action against an individual for merely having a criminal conviction--the conviction must be relevant to the job, or there must be some other sound business reason for taking action against the individual.

The FCRA also prohibits the provision of reports that contain medical information for employment purposes without notice and explicit affirmative consent for release of the health data. 

It is important to note that the FCRA does not apply to investigations performed by companies or individuals who are not CRAs. Accordingly, an employer can escape the notice and consent requirements and the extra protections for medical information by simply hiring a private investigator or attorney not affiliated with a CRA to perform the investigation. 

Law Enforcement Access to the Credit Report

Federal, state, and municipal agencies can obtain basic identifying information (name, address, former address, employment) on any consumer through a CRA. 

For many years, the FBI has had access to credit reports for counter-intelligence purposes. In order to obtain the report, the FBI has to certify that the information is necessary for "the conduct of an authorized investigation to protect against international terrorism or clandestine intelligence activities." 

FBI access to the credit report is secret--the CRA is not allowed is disclose that the consumers' file was accessed.  The Attorney General is required to report semiannually on the requests made by the FBI for credit reports to Congress.

The USA PATRIOT Act, passed in the wake of the September 11, 2001 terrorist attacks, broadened law enforcement access to credit reports. 15 U.S.C. § 1681v allows any government agency that is authorized to conduct intelligence or counterintelligence investigations or analysis of international terrorism to gain access to credit reports. Similar to the FBI access provision, the agency must certify that the credit report is necessary for investigation or analysis. 

The CRA is not permitted to disclose that the government agency sought the credit report. But, unlike the FBI provision, requests made under § 1681v do not have to be disclosed to Congress. It is likely that the FBI will use this new route to obtain credit reports than the former one because it lacks the reporting requirement.

State Protections May Be Broader than the FCRA
The FCRA, like many other privacy statutes, provides a federal baseline of protections for individuals. The FCRA is only partially preemptive, meaning that except in a few narrow circumstances, state legislatures may pass laws to supplement the protections made by the FCRA. 

Some states have passed laws requiring the CRAs to provide reduced cost, or free credit reports. 

In a number of important areas state legislation was preempted until January 1, 2004. 

After that date, states can enact stronger laws on:

· Pre-screening (what constitutes a "firm offer" of credit);

· Rules for opting out of receiving prescreened offers of credit);

· Compliance duties (time in which a CRA must respond to reports of inaccuracies);

· User duties (notice and other requirements when a credit report is used for an adverse action);

· Content of reports (length of time negative information can appear on the report);

· The duties of furnishers (accuracy of information provided, correction duties, notice of closed or disputed accounts);

· Affiliate sharing, and the disclosures that CRAs must make to consumers.

In 1996, when the most recent amendments to the FCRA passed, certain state laws were grand fathered in, and not preempted by the federal law. Stricter laws exist on affiliate sharing (Vermont) and on duties of furnishers (California and Massachusetts).

Right to Correct In-accurate Information
Individuals may dispute inaccurate information that appears in a credit report. CRAs are required to investigate disputes and provide a report back to the consumer. If the CRA cannot resolve the dispute, the individual can add a statement to the credit report. In-accurate or un-verifiable information must be removed within 30 days of notice of the dispute.

Individuals may also dispute in-accurate information with the merchant. If an individual disputes inaccurate information with a merchant, that merchant cannot report the information to a CRA without also including notice of the dispute. 

The FCRA limits the length of time some information can appear in a consumer report. For instance, bankruptcies must be removed from the report after 10 years. Civil suits, civil judgments, paid tax liens, accounts placed for collection, and records of arrest can only appear for 7 years. Records of criminal convictions can remain on the report indefinitely.

Accountability
The FCRA affords individuals a private right of action that can be pursued in federal or state court against CRAs, users of credit reports, and furnishers. In certain circumstances, individuals can obtain attorney's fees, court costs, and punitive damages. Additionally, the FTC can enforce provisions of the act. Criminal penalties can be brought against those who knowingly and willfully obtain a consumer report under false pretenses.

Identity Theft
The FCRA does not adequately address the needs of victims of identity theft. States have attempted to supplement federal protections by, for instance, creating mechanisms to issue "fraud alerts" or "freezes" on reports. However, some credit grantors still extend credit after a consumer places an alert on the report. 

Inadequate CRA security also can contribute to identity theft. In November 2002, a prosecution was brought against a group of suspects who allegedly orchestrated the stealing of 30,000 individuals' identities. The suspects used terminals that are commonly present in auto dealerships and apartment finding companies to gain access to thousands of credit reports. The reports were then used to open new lines of credit in others' names. 

Consumer Credit Reports Are Often Inaccurate
In order to gain passage of the FCRA in 1970, consumer advocates gave CRAs a big concession--immunity from defamation lawsuits based on information in the reports. Since defamation actions are limited, individuals often obtain redress against CRAs by suing for failure to correct in-accurate information.

A March 1998 study conducted by US Public Interest Research Group (US PIRG) showed that 29% of credit reports contained serious inaccuracies (false judgments, false delinquency notices) that could result in denial of credit. Overall, PIRG found that 70% of reports had some type of error. Further, 20% of reports were missing creditworthiness information that would have assisted a consumer in obtaining credit. This results in lost jobs, denied mortgage applications, and higher interest rates for those who do obtain credit.

In the early 1990s, TRW (now Experian) identified all 3,000 residents of Norwich, Vermont as delinquent in property taxes, and failed to correct the inaccuracy after individuals identified the error.

Credit reports can also be inaccurate where there is incomplete information. In 1999, several banks admitted to withholding positive information about individuals so that their customers would not be lured away by competitors offering better credit terms. 

A 1999 Office of the Comptroller of the Current press release reads: "Some lenders appear to have stopped reporting information about subprime borrowers to protect against their best customers being picked off by competitors." 

US PIRG has recommended some solutions to credit report inaccuracies: 

· First, the CRAs should mail free reports to consumers once a year so that consumers can check the accuracy of their files; 

· Second, the CRAs should be placed on a greater obligation to correct errors and ensure the accuracy of information. This includes repealing portions of the FCRA that give defamation immunity to CRAs; 

· Last, the FTC should ensure that consumers can contact CRA personnel to make corrections.
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