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Large mortgage companies with substantial assets mayﬁmake lfhar?s
i i t, choosing instead to finance their
without a forward loan commitment, . _
operations through the issuance of commercial paper or l?y opera;:u;dg
a conduit (described in Chapter 1). The mortgage compamels ;anthom
loans temporarily in their own portfolio or, more con‘;mo&llyl'; pledge ! ; 1
i house line of credit. When a suitable
with a commercial bank on a ware
Il loans that have already
i d, the mortgage company can sett. at b
:?e’;rr;;?onn an immediate commitment basis. “Immediate” means that
the loans do exist and can be delivered without delay. However, lndustr.y
ractice allows up to 60 days for delivery. The advantage of. an imr'nedt-
l:te: e of sale is that the purchaser’s yield requirements will be slightly
lesstzttl)le purchaser’s money is put to work right away) than for a forwax.-d
commitment, which allows the mortgage company a little better margin
of return.
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Representative or Correspondent Basis

Insurance companies, pension funds, and other loan purchasers some-
times specialize in handling certain kinds of property loans, such as those
for hotels or shopping centers. Rather than deal with a variety of loan
originators, these companies often work through selected representatives
throughout the country. These representatives, sometimes identified as
agents and sometimes as correspondents, are commercial loan companies
that understand the special requirements of each loan purchaser or inves-
tor. If a mortgage company customer is seeking a hotel loan, for example,
the mortgage company will handle the contact with a secondary-market
investor most interested in that particular kind of loan. In a situation such
as this, the mortgage company serves as a loan broker, negotiating the
loan for an investor. The investor then funds the loan at closing and usu-

ally handles the servicing,

Selling Mortgage-Backed Securities

These sales involve converting mortgage loans into mortgagtf-bad(ed
securities, which enjoy a broader market that is not practical for smaller
mortgage companies. Prior to the mortgage crisis, most loan origind”
tors sold their loans to large loan poolers—like investment bankers™
such as like Morgan Stanley & Company, Inc., Goldman Sachs, of 10
Government-Sponsored Enterprises such as Fannie Mae, which are more
capable of dealing with financial market needs, However, a few © e
larger mortgage companies had been successful in tapping financial marl;
kets for this purpose. One method is to place a multimillion dollf bloc’
of mortgage loans in the care of a trustee, such as an authorize hr
Then the mortgage company issues a series of certificates backe tre
block of loans, which is the collateral for the securities. The certific? ¢ aed
sold to investors and the money received from these certificaté® * u;ed
0 relml?urse the mortgage company. This procedure is ofte™ i ntzad"
as securitizing mortgages. As the mortgage company that origin® nen‘-‘
the loans services them, it sends the principal and interest P2 “t‘s o
::Chh lr:jwmh to the trustee, The trustee then passes these P2V ?[;e\"’l'
Mortgage-b r;(eedthis Pr,actlce. When privately issued, s descnvestlﬂe.n.
bankers cnt::ed thse(;‘urmes may or may not be guarantec™ lr of
¢ field of mortgage securities with a nuM™

tion '
5 that will be discussed more fully in the next chapter:
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Mortgage Company Income

Profit margins are narrow in handling mortgage loans. Mortgage com-
panies make little, if any, money from the discount, since that amount
passes to the loan purchaser as part of the cost of money. While the bor-
rower measures the discount in a specific number of points, in practice
the mortgage company originator does not receive that precise amount.
What the mortgage company is really doing is buying a piece of paper—
the mortgage note—when it funds the loan at closing. Then the note
is sold to a secondary-market purchaser. The difference between what is
funded at closing and what the mortgage company sells the note for is
the amount it earns, measured in dollars. If the mortgage company has
handled its commitments carefully, the margin covers its origination fee
and maybe a small cushion. And if it makes a mistake or misjudges the

secondary-market yield requirements, Josses can result. Some lenders will
charge a higher interest rate than market rates to add additional prof-
its rather than charging discount points; this additional spread is called
“yield spread premium.”

The dependable income

fees: application fees, origination fees,
ing fees. These are more fully explained in the following section. When
t their most competitive in marketing, their

paring their origination expenses,
and may not realize a profit until
ortgage into the secondary

for loan originators comes from various
yield spread premium, and servic-

mortgage originators are a
firms may only break-even when com

fee income, and yield spread premium,
after selling the servicing rights on each m

market.

Application Fee
Loan originators normally charge a nonrefundable application fee at
the time an application is taken. In the jargon of the industry, lenders
will “entertain an application” for a loan if the application is in gen-
eral conformance with the kind of loan the lenders make. The applica-
tion fee covers certain costs incurred in screening an application, such
as those involved in obtaining a credit report and a property appraisal,
as well as that represented by the time it takes a loan officer to review
the information. The fee is not regulated (except for HUD/FHA and VA)
and is charged by almost all originators, not just mortgage companies.
For residential loans, the fee is in the $150 to $500 range, while fees for
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commercial loans are often based on the size of the loan rather than op
the work involved.

Origination Fee

An origination fee is sometimes combined with an application fee. How-
ever, in most cases, it is a separate charge amounting to one to two percent
of the loan amount, payable if and when the loan closes. It is a charge
incurred for assembling a loan package and making the decision to accept
or reject the loan. The charge is for services rendered but is tax deduct-
ible for the borrower if certain rules are followed. It is a separate charge
from the discount, which is also tax deductible, but the two are not always
differentiated when loan costs are quoted. Mortgage personnel should
disclose the distinction to borrowers so they may make more accurate
comparisons of charges between lenders.

Mortgage companies usually split the origination fee, with about half
going to the loan representative who contacts the borrower and takes the
loan application. This fee is considered the “commission” earned by the
representative and is not paid if the loan fails to close. In contrast, most
savings associations and banks pay their loan officers on a salaried basis
rather than on commission, with some paying bonuses based on a mini
mum level of monthly production and profitability.

.Yield spread premium, or YSP, is the fee paid by the lender to the bro-
ker in exchange for a higher interest rate negotiated with the borrower f‘t
an above-wholesale rate. Though the borrower may qualify for a certal
e e
as a way to avoidgchar i0 mrtnl:ssl;on‘ o practice was originally (:Gan be
abused, however. an diggd te REPOWEL any out-of-pocket fees. It i
fees for services ,render f'.:l R0 - eerierics o et}f_lemeﬂ
Procedures Act occurred. 'e;em changes to the Real Estate Se'sclos‘me
Improvement Act of 200(; W}‘tMIt)he gassage of the Mortgage zid spré‘ad
premium be ful disclose;dor " IA, MDIA% requires that any Y! disclos'™
foves, poipdin y on the newly revised Loan Estimate < in ¢

8 out this fee that was often hidden from consumer® ud

astn » . :
?ng Yi:::les;z:l:iod of fllsclosmg mortgage broker compensanoné;e&‘ o
Prémium, contin was a ;
in the Dodd-Frank Act. ued to be a concern and ale

The CFPB has finalized new disclos’® il
under the TI'UIh-in-Lending Act that became effective in 2013 and ™"
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modified under the new Qualified Mortgage (QM) rules, also part of the
Dodd-Frank Act. This will be covered more fully in Chapter 16.

Servicing Fee
In mortgage lending, a servicing fee is the charge made for handling the
loan after it has been funded. Services involve collecting and accounting
for periodic loan payments, handling the escrow portion of the payments,
and following up on delinquent accounts. The fee amounts to 0.25% to
0.50% of the loan balance and is collected by all loan servicers—mortgage
companies, savings associations, banks, and others. Servicing charges are
normally added to the interest rate for the loan and are not distinguish-
able to the average borrower. In the terminology of secondary-market
investors, a yield requirement quoted as “net basis” means one that does
not include a servicing fee; the loan originator must add that to the rate.
Net basis rates are sometimes identified as the “wholesale rate.” For exam-
ple, the rate delivered to a loan purchaser might be 8.5%, while the charge
to the borrower would be 8.75%; the 0.25% difference is the service fee.
Because the servicing of large blocks of mortgage loans can be a lucra-
tive business by itself, specialized companies have developed in recent
years to perform just this function. Sometimes a loan originator accu-
mulates several billion dollars in loans to service and will sell a portion of
the block to acquire cash. For example, if a $100 million block of loans is
paying 0.25% in servicing fees, the total fees paid amount to $250,000 per
year. The profit potential and cash flow could make the servicing alone

worth $750,000 to $1.5 million in a sale.
The Great Recession or Financial Crisis from 2007 to 2009 led to the

rise of a new breed of third-party mortgage loan servicing operation.
These are known as special servicers or default servicers. Special ser-
vicers can be free-standing firms specializing in servicing hedge funds,
mortgage assets, and those for other master servicers like Selene Finance
LP, owned by Ranieri Partners. Another new type of mortgage loan spe-
cial servicer is Carrington Mortgage Services, LLC. Carrington describes
itself as a privately managed investment management company that pro-
vides integrated full life cycle mortgage loan servicing support to bor-
Tfowers and investors, These new special servicers and default servicers
have a much higher fee structure than more traditional mortgage servic-

Ing operations.
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Loan Servicing Disclosure Notice
anded and changed, the older

As the residential mortgage market has exp
oan originator has given way

practice of making monthly payments to a 1
to a new trend. The servicing function may be transferred to a distant

collection company that specializes in computer management of the

cash flows. The ease with which a lender can now ask a borrower to send
to a new servicing agent has created an opportunity for

monthly checks
lists of borrowers

some abuse. Scam artists using unauthorized or stolen
can direct payments to a post office box, skim the collections for perhaps

a month or two, and disappear with the money.
To help give borrowers/consumers some protection from this kind

of theft, Congress amended the Real Estate Settlement Procedures Act
(RESPA). As of April 20, 1991, the Cranston-Gonzalez National Afford-
able Housing Act required loan originators to provide borrowers with a
servicing disclosure notice. The notice must include an explanation of
two points: (1) the possibility that loan servicing may be transferred t0
another company, and (2) the rights of a borrower, should such a trans-
fer occur. The loan originator must provide a borrower with an estimaté,
“Xpr essed as a percentage, of the possibility of transfer. Furthermore, 3
z)otlce of tra;lsfer must be sent to the borrower not less than 15 days priof
Vit 15y s h e of oy sk confm he S
number must be provided for th ll';’:lns er. A toll-free or collect telephon
pany. Borrowers may col € borrower to contact the servicing CO™
late th i lect damages and costs from companies that V1%
€ requirements. P

AUTOMATED LOAN UNDERWRITING

Since 199 : ,

use of cOnf};Z?e:;];iOS::E grov.vth n .mortgage Originations has led to the
even the final approvgal mfs g ar.tlﬁCial intelligence in the analysi® an
ides, HUD has encor » Of residential loans. While it did not originatet
writing, as it can low raged the greater use of computerized loan unde”
method has brought r osts and provide more unbiased analysis b
ways to expedite ag 1 nerease in the use of credit scoring 310
it is now possibl Prtens Becune of the many advances in technology'

possible for an individual to Negotiate a mortgage 10an on ¢

Internet. At this time, the vast majority of Internet-based loan originators
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are fully focused on easy-to close-refinances. A later chapter will discuss
the active use of and continuing advances in automated loan underwriting,

What Is Automated Underwriting?

According to Freddie Mac, “automated underwriting is a technology-
based tool that combines historical loan performance, statistical mod-
els, and mortgage lending factors to determine whether a loan can
be sold into the secondary market. The most widely used automated
underwriting services are Freddie Mac’s Loan Prospector” and Fannie

Mae’s Desktop Underwriter®'’.
Mortgage originators use automated underwriting to help them

« Determine the terms under which the loan can be sold into the
secondary market

 Evaluate the credit, collateral, and capacity of borrowers to make
their monthly mortgage payments

+ Identify the appropriate type of loan for the borrower

o Asthe Freddie Mac website notes, “Automated underwriting im-
proves the mortgage process by providing lower costs, expanded
markets, and faster, fairer lending decisions.

o  “Automated underwriting also helps originators shed old guide-
lines that excluded too many borrowers from home ownership.
By combining flexible, objective underwriting with a broad array
of mortgage programs, originators can offer borrowers lowest-
cost financing. This makes automated underwriting a big weap-
on against predatory lending.”"'

OTHER PRIMARY MARKET LENDERS

The opening of the secondary market and the wide acceptance of mortgage-
backed securities as sound investments have encouraged many newcomers

10 .
Freddia Mac. “Automated Underwriting.” Accessed July 10, 2015 at https://stmpartners.com/manual/cor
/generslN.0daus pdf

Wi
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to enter the loan origination market. The next section discusses the major
players in this field, who are not subject to banking regulations.

Nonbank Lenders

Companies with long experience in handling loan qualification and fund-
ing for other kinds of consumer-type loans have entered the mor.tgage
market. These include such major operators as ING Group, Ally Flna§-
cial, Honda Financial Services, GM Financial, and the retail finance divi-
sion of GE Capital.

Investment Bankers

entered mortgage Joan origination. Edward D. Jones, Charles Schwab

Company, Merrill Lynch, and Raymond Jameg & Associates are all exam-
ples of this kind of lender.

Many small Joap cOmpanies such 45 HSBC Finance Corporation that for-
merly made most]

yunsecured pergopg| loans have expanded into mort
. panded 1n
gage lending 5 better methog of securing their loans, Other firms such

;:; fi)il;cove;-—th.e credit card issuer—haye now diversified into perSOIlal
8 and onlipe mortgage lending (eg., Discover® Hottie Loans).

Severa] large home buﬂder ‘ ) R.
Horton and others, haye e, o ding K Home, Pulte Homes, D .

. 1d
aries that process | ered € Originatiop market through subsl‘_
: PIocess loans ang Sell them jp mortgage pools. By ex¢™”
N8 some contro] gyey 4, Mortgage mope X SAEE PoO's. are able ¥
structure loans that peyse, » home builders ;

Suit thei ; +hg SAIC
potential, it their buyers needs, thus enhancing ®

Real Estate Brokerage Firms

Companies that.have develg Nationg| req) estate brokerage Ol’e:‘i
tions through direct dcquisitiong ¢, franchise networks have e"tp;u'
the loan origination bys; ‘ -

gination businesg, Such “OMpanies as Century 21 4" el

ces il
*F Mortgage loan services
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Internet

The newest method of negotiating a mortgage loan is through contact-
ing a mortgage loan site on the Internet. An individual who may have a
tarnished credit record and wants to remain anonymous, a person living
in a rural area who wants to avoid traveling a long distance, or maybe
even someone with an excellent credit record who feels more comfortable
with an impersonal interview are all lured to the Internet. There are some
downsides to this method of loan application, of course. Waiting periods
are still necessary for certain verifications, fees and interest rates are about
the same, and there is no real person to assist in the process. Also, the
Internet has its share of shady operators who may be harder to distinguish

from legitimate mortgage professionals in cyberspace.

Computerized Loan Origination (CLO)

As a forerunner to computerized loan analysis, computers were first used
as a means of transmitting loan information to a human underwriter
who did the analysis work and, after proper verifications, approved or
rejected loan applications. This process involves computer network tie-
ins between independent agents and major money sources. Today, CLO
is one method used by real estate brokers to assist buyers in negotiating a
loan to purchase a property. Current HUD rules allow a person or com-
pany who initiates the loan and assists in helping a borrower furnish the
necessary information to earn a fee that is reasonably commensurate with
the work performed. Now with new consumer disclosure requirements,
the next generation of CLOs currently supports regulatory reporting as

well. The procedure is further discussed in Chapter 14.

Pension Funds
During the past decade, pension funds have become large investors in
mortgage loans. By far, the most common method is through the pur-
chase of mortgage-backed securities. In this way, investors avoid the man-
agement problems associated with individual mortgage loans and are able
to treat such investments as just another kind of security.

However, a few pension groups, particularly those operated by state
agencies and by labor unions, offer home loan programs as primary lend-
ers. Some funds restrict participation to their own members, and some

offer such loans to the general public if qualifying standards are met. Most
of these direct loans are available to middle- and low-income families and

offer attractive interest rates.
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tment Trusts (REITs)

Real Estate Investme derived mostly from savings accounts,
In 1960, when mortgage money was e tment Trust Act. The intent was to
Congress passed the Rea 6% g;f’;t for the small investor to enter the
make it more profitsble and taXff ilable capital. To achieve this pur-

al estate market, thus increasing available capitd: _ lifice.
et (REITs) are subject to strict qualifica
pose, Real Estate Investment Trusts Al i
tions and restrictions, as demonstrated in Flgl..ll‘e -1. . o REIT

The points in Figure 4-1 are general business observat10n§ o
structure. There can be harsh penalties for not meeting the requir ed qu r
ifications, including the loss of REIT status. Interested REIT hol ersl 0
REIT licensees should always contact the IRS for the most current tax law
involving REITs. o o

Two kinds of REITs developed. One made equity investments in ré
estate and derived its income from operation of properties. The other
arranged for mortgage loans, a lucrative business when interest rates
were reaching peak levels. Both kinds of activity declined in the 1980s as
the real estate market lost much of its luster. The 1990s saw the return of
equity-type REITS as a sound method of raising investment capital.

In the mid-1990s, REITs began a large-scale operation of selling sto‘ck
on the public markets. The stock was of interest to investors because of its
tax advantages and the required distribution of any profit. REITs backed
by the public markets were stronger than earlier REITs. Many showed

———/
» AREIT must be structured a

board of director or trustees
* REITs must have transferab
* REITs must be formed as a

$ @ corporation, trust, or association and be managed by?

le shares or certificates of interest
N entity that is taxable as 3 corporation

+ Additionally, a RE(T must not h of
fewer individuals during theTast:’e more than 50 percent of its shares held by five

property or mortgage interest

» No more than 25 t of ;
cubsidiaries percent of a REIT's agsets may consist of stock in taxable RE!

Source: © 2016 OnCourse Lurning
FIGURE 4-1 Real Estate Investment Trusts
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equity of around 70% of capital, while earlier ones operated on about 30%
equity with the rest borrowed. Now evolving as popular REIT alternatives
are REITs with timberland or land with mineral interests. These might
yield considerable income using the framework of pass-through special-
purpose entities that build out the infrastructure for oil and gas produc-
tion, as opposed to having a pure royalty income structure.

With cash raised in the public markets, REITs began buying real estate,
ranging from prisons to apartment buildings. In 1997, REITs made sev-
eral big hotel deals; the purchase of ITT (Sheraton Hotels) and LaQuinta
Inns were two such deals. Because of an overload of stock on the market,
the price stalled. In 1998, the Federal Reserve warned its banks to raise
its credit standards on loans to REITs because such loans were dependent
on real property, which could fluctuate downward. Unfortunately, the Fed
did not give the same guidance on residential mortgage-backed securi-

ties, and these continued to flourish well into the current financial crisis.
Interestingly, more than a dozen new residential mortgage-backed
ce 2007, mainly secured by ARM

security REITs have been formed sin
by Fannie Mae, Freddie Mac, and

loan portfolios of MBS freshly issued
with names such as Invesco Mort-

Ginnie Mae. Some of these new REITS,
gage Capital, Inc., Hatteras Financial Corp., and Two Harbors Investment

Corp., have built their balance sheet assets to total holdings of over $20
billion in less than three years. The total new ARM RMBS put into these
new and existing mortgage REITS, such as Capstead Mortgage Corpo-
ration, Annaly Capital Management, Inc., and MFA Financial, Inc., has
been more than a quarter trillion dollars from January 2008 to December
2010. Much of this growth of the existing and new mortgage REITs was

financed by U.S. Treasury’s Troubled Asset Relief Program monies, pri-
erve’s Term Asset-Backed

vate investors, and loans from the Federal Res

Securities Loan Facility. The range in size of market capitalization of pub-
licly traded mortgage REITs was $29.2 billion at the end of 2006 (a high
at that time) to a low of $14.3 billion at year-end 2008, and by the end of

2013, they were $62.1 billion."
A Public-Private Investment Program (PPIP) has two parts, address-
rities that are clogging the bal-

ing both the legacy loans and legacy secu
ance sheets of financial firms by using $75 t0 $100 billion in TARP capital

\

n” . i N
National Assaciation of Real Estate Investment Trusts. “US REIT Industry Equity Market Cap.
Accessed Dec. 26, 2014 at https:llwww.reit.comlinvestingflndustry~dat|-researchlus-ni!-

industry-aquity-market-cap
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e investors. PPIPs are expected to generate $500
buy legacy assets, with the potential to
helping investors buy new RMBS secu-
ws those mortgage assets

ffordable pay rates for
t has also allowed

and capital from privat
billion in purchasing power to
expand to $1 trillion over time,
rities with refinanced ARMs. This process allo

that were interest-only or option ARMs set at una
otherwise creditworthy borrowers to be reset. This rese
a limited number of potentially toxic mortgage assets to change charac-

teristics and become performing assets.
In the past 10 years, the growth in specialized REITs has become a

factor in this market. Some REITs concentrate their holdings specifi-
cally in one type of real estate, such as shopping centers, while others
concentrate in a particular region of the country. Two examples of such
sPecialized REITs are Associated Estates Realty Corp. and Post Proper-
ties, Inc., both of which are involved in the development, ownership,
management, and sale for profit of upscale or luxury multi-family apart-

ment communities.
There are also non-exchange traded REITs that must still make filings

e S T e e R e o
licly traded REITs in th regISterP:d with the SEC. They differ from pub-
i1 pivate BB T e sense that investors pay a fixed price for each unit
produced by rem::l I(l)r anticipate receiving regular dividends from income
be aware that these enItI'lt? rigage interest. Investors in private REITs must
during these particn ities .only trac.ie during certain windows. It is only
back 1o the fumer OnaI; periods of time that investors can redeem units
REITs can and have sus e;n:js set by the private REIT. Moreover, private
vate REITs is the fact t}[:atn t}fd redemptions, The biggest downside to pr I
of other REITs, and there s t;)[;igollnm have the disclosure requiremen”
performance data on them availal;lleyt:;l (i)nitl:tlci)c " Independent soure !
IS,

Individuals

Individuals do n

s a—— il?:titcstri?)e tlmder the legal restrictions and reP‘)rting

vidual participation in thna fenders Therefore, good statistics on indi-

A individuale mortgage market are pot readily availab'®

considerable reluct s make mortgage loans, albeit sometimes wil
ance, ome

As a general rule, the indivi
ing from the loan itself. Most Cgﬁ?rlnl;ﬁc::r“]:::nmouves other thar P?;’:t'
first mortgage) is accepted for the primary p“":oss::cg?gomorng:t o
nsu
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house sale. In some cases, the motivation is to help a family member or
perhaps to assist a valued employee in acquiring suitable housing.

Another area that individuals sometimes participate in is the second-
and third-mortgage market for investment. The attraction is that junior
mortgages offer higher yields than do first mortgages. The high yields are
often obtained through substantial discounts that are due to the greater
risk involved in junior mortgages, as prior lienholders must be satisfied
first in the event of foreclosure. These loans have been a major source of
investment losses for investors who made such second and third mort-
gages at the recent top of the residential real estate bubble.

MISCELLANEOUS OTHER SOURCES

In different parts of the country, various types of companies, institutions,
and even state housing agencies have established themselves as sources of

mortgage funds, usually limiting the geographic area in which they will
loan money. As a general rule, this type of lender does little or no adver-
tising because lending money is not its primary business. The following

paragraphs identify the most important of these sources.

Title Companies
Because title companies have a close association with, and considerable

knowledge of, the mortgage industry, these affiliated companies may act
as primary sources in lending their own funds. They may also raise money
from the sale of mortgage bonds or serve as correspondents or agents for

other major lenders.

Endowment Funds Managed by Universities, Colleges, and Hospitals

As a group, endowment funds prefer to maintain their assets in high-
grade stocks and bonds that have a good record for security, are consid-
ered more liquid and, most importantly, require less administrative atten-
tion than a portfolio of mortgage loans. However, many endowments take
the form of land and other real property, and these may require more

“Xpertise in the mortgage loan field.

F oundations

::Undations are established primarily by corporations or wealthy families
of? Means of continuing charitable or other activities through the use
INcome earned from the foundations investments. Like endowment
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i in high-grade stocks and
i imarily interested in high-gra .
nds, foundations are primar et
lilcl)nds as investments but are not averse to mortgage loans, é)artlcul y
a purpose of special interest to the foundation can be served.

Fraternal, Benevolent, and Religious Associations

These funds are generally little known and very seldor.n adv?rtlsgci;
Administration is usually handled on a careful, conservatl.ve basis w1'cf
the security of the loan of greater importance than the yleld.. Some‘o
these organizations limit lending to their own members and will provide
low-cost loans to qualified members in good standing.

Foreign Lenders

Foreign sources of investments are many, taking the forms of direct
loans made to commercial real estate developers, investors by banks, or
direct investments by foreign sovereign wealth funds. A good example
is the Government Pension Fund Global of Norway, managed by Norges
Bank Investment Management, an arm of the Centra] Bank of Norway.
This firm has five percent of its investments in rea] estate and was the
second largest investor in U.S. Commercial Rea] Estate in 2014." Most
the Norges Bank investments were leveraged to maximize investment

insei Bank, Limited; The
and Resong Bank, Limited to the
nt Corporation in tyg loans of ¥5.5 million it
A.egon Levensverzekering and Aegon Hypotheke?
bsidiaries of Aegon N.v (“Aegon NV”), an intern#
» Pension, and agget Management company based i

. . e
usinesses in over 20 markets in tf

Ichigo Real Estate Investme
December of 201414

ln D.c.
d | P !
8, 2014. Accessed Dec, 27, 2014 o hit ?n Nterest Rate Swap.” 4-traders.com
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Government Loan Programs

many other countries’ mortgage markets were in disarray. Aegon NV also
manages pension funds in the U.S. through some of its subsidiaries, such
as Transamerica Retirement Solutions Corporation, and has purchased
whole mortgages and mortgage-backed securities of single-family resi-
dential mortgages, and financed commercial real estate as well.

GOVERNMENT LOAN PROGRAMS

While most government programs involved with mortgage financ-
ing are designed to encourage private lenders to make loans (a topic
further discussed in Chapter 5), there are some programs that handle
direct loans to borrowers—that is, the agencies work in the primary

market. However, to avoid the appearance of direct competition with

many such programs require that the loan applicant

private business,
This is true of

first attempt to borrow the money from private sources.
the Small Business Administration and the Rural Housing Service, or

“RHS” (formerly known as Farmers Home Administration, or “FmHA”),
an agency of the U.S. Department of Agriculture that offers a wide range
of programs under the USDA’s Rural Mission. The Rural Housing Ser-
vice has taken over the loan programs formerly offered by the Farmers

Home Administration. In 2009, the American Recovery and Reinvest-

ment Act was passed, further expanding the role and mission of the

USDA’s Rural Development agency.
by the federal government are

Direct mortgage loan programs offered
almost all farm related. State- and municipal-sponsored loan programs are

mostly housing related and are usually handled by one or more local hous-
ing authorities. Because of its earlier importance in the mortgage Cl‘Ed.lt
structure of the country, we will first consider the federal Farm Credit

System,

Farm Credit System

The Farm Credit System (FCS) dates back

the Federa] Farm Loan Act, Since that time, =
become involved with farm credit and are now under the supervision of

one agency, Today, the Farm Credit System is an elaborate cooperative
(Or. borrower-owned) network of farm lending banks under the super-
:.is“’nv examination, and coordination of the Farm Credit Administra.-
C':" (FCA), an independent federal agency. Administratively, thf: FCS is

Mposed of five regional farm credit districts (reduced to four in 2011)

to 1916 and the passage of
other federal agencies have
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owned by over a million American farmers and 5,000 of their marketing
and business services cooperatives. The system makes long-term mort-
gage loans and short-term production or crop loans through different

organizations.
The FCS funds its loans and other assets primarily through the sale

of system-wide consolidated securities. Most of the financing is handled
through the sale of six- to nine-month securities, and some with two- to
five-year coupon notes. The interest rates charged to borrowers are deter-
mined periodically based on the FCS’s average cost of system funds.

Three different FCS organizations were originally involved in making
direct loans to the farming community: Federal Land Banks, Federal Inter-
mediate Credit Banks, and Banks for Cooperatives. Their functions have
been absorbed, consolidated, or replaced by the five cooperative credit
organizations owned by local member/borrowers that make long-term
machinery and livestock loans. The local associations assist members i?
need of loans, screen and approve acceptable loan applications, and forward
the applications to one of the banks listed below for funding. APP“’Wd
loans are guaranteed by the local associations, a practice that makes
members liable and encourages peer pressure and assistance in loan repay”
ments. The Federal Land Banks, Federal Intermediate Credit Banks, and
Banks for the Cooperatives have merged and are now known as:

1. AgriBank, FCB, 30 E. 7th St., Suite 1600, St. Paul, MN 55101

2. Farm Credit Bank of Texas, PO, Box 202590, Austin, TX 78720
3. AgFirst Farm Credit Bank, PO. Box 1499, Columbia, SC 29202
4. CoBank, ACB, 5500 S. Quebec St., Greenwood Village, CO 011!

Generally, loans are limited to 85% of the appraised value of theP rop
erty, with a term of not less than five years and not more than 40 e
Interest rates for most loans apply a variable-rate plan, allowing intere® ¢
be adjusted periodically. Rates are base on the FCS éost of funds.

UNITED STATES DEPARTMENT URAL
DEVELOPMENT OF AGRICULT
e R“r"

The Farm Credit System holds $199 billion in farm debt. T |
Development Housing and Community Facilities Programs, also kno:he
as the Rural Housing Service (RHS), holds another $181 billio” of v
debt owed by farmers. The Farmers Home Administration (FM A ‘uf'
established in 1946 as part of the Department of Agriculture for the



United States Department of Agricultural Development

pose of making and insuring loans to farmers and ranchers. In 1995,
FmHA was eliminated and its essential programs were transferred to the
Rural Development Service, also under the Department of Agriculture.
The scope of RHS activities extended well beyond farm and home loans
into financing for parks, camping facilities, hunting preserves, access
roads, and waste disposal systems, as well as to making loans in desig-
nated disaster areas.

Rural Development provides loan guarantees to help local lend-
ers extend credit needed for the growth and preservation of jobs. It has
expanded its traditional lending base to include towns of up to 50,000 but
gives priority to towns of less than 25,000. Suburbs and urbanizing areas
that surround towns of over 50,000 citizens are not eligible. Eligibility
for loan assistance requires that the loan be used for the purpose of sav-
ing existing jobs, expanding existing business, and new plant location or
business start-up. There is no minimum loan size, and the maximum size

is based on existing program priorities from year to year.

Home Ownership Loans

The Rural Development Service’s home loan program is limited to rural
areas and to low- and moderate-income families who are unable to qual-
ify for home financing in the private market. The USDA Rural Develop-
ment’s Section 501 Direct Loan Program can be made for up to 100% of
the appraised value of a house for a maximum term of 33 years (38 years
for those with incomes below 60% of AMI and who cannot afford 33-year
terms). The term is 30 years for manufactured homes. Eligibility is limifed
to those with very low income, defined as below 50% of the area median
income (AMI); low income is between 50% and 80% of AMI; moderate
income is 80% to 100% of AML One can visit http://www.rd.usda.gov
/files/RD-DirectLimitMap.pdf and scroll through the list of states to find
the Metropolitan Statistical Area, or “MSA,” nearest one’s location to learn
current income limits listed by family size. Alternately, the Rural Devel-
OPment county supervisor can determine an applicants eligibility.
Adjusted Income Limits that vary in different sections of the country
based on the difference in cost of living in different areas. A typical limit for
a ?ingle person might be $19,250. For a family of four, it could be $27,500,
With higher limits for larger families. Calculation of the qualifying income
follows Hup standards generally, with certain additional limitations.
I‘3}faluation of the 10-page loan application (Form RD 410-4) is han-
edin 5 manner similar to that of other lending agencies and requires

m
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ent, a history of family income, and a credit
d periodically to determine if the borrower’s
oved to the extent that the loan could be han-

a complete financial statem
report. Each loan is reviewe
financial condition has impr

dled by a private lending institution.
For single-family housing, Rural Development will make loans on new

or existing structures. However, there are maximum allowable amounts
listed by county and income limits that can be found at http://www.rd

.usda.gov/files/RD-GRHLimitMap.pdf. The final maximum amount ofa
loan permitted is determined by the applicant’s ability to repay the loan.
For RHS-guaranteed loan programs, applicants may have an income
of up to 115% of the median income for the area. These limits can be
found at hitp://www.rd.usda.gov/files/RD-GRHLimitMap.pdf. Families
must be without adequate housing but be able to afford the mortgage pay-
ments, including property taxes and homeowner insurance. In addition,
applicants must have reasonable credit histories. Loans can be made 0
am?unts up to 100% of the value of the home for up to 30 years and ar¢
subject to the same loan limits as described in the section above on the

RHS direct loan program.

State and Local Government Programs

jIh1s bookl does not attempt to cover all the specific unique state hou¥”
;I;sgi(;l ge?C;eS, such as the Texas Veterans Land Board, or state-SP‘*Ci
buye:: iidmzrtfage lending, Because of the opportunity to assist M7y
many ;tate al: df lapslsome Pohtlcal advantage for the officials in"olv.d.,
19700 o o? housmg agencies have developed since the. m.l
out, however, thetr tect loans to qualified buyers. It is worth pO¥ :d
down POYMer:t at over the past 10 years, states have universally adoptm
understandin ::; l:ltlan“ Programs. It is theorized that with an i"'deprr
cies are uni ugel e needs of local housing markets, housiré aloCal
understandigl iyiltu?ted to sensibly underwrite mortgages: ) 6%
tance for low-gjnS €yinp fograms that often offer down payme® ;evtl'
opment of multi.CF m(i?i first-time home buyers and to financ¢ t eden‘i'
ties are often calleiim ’ aff'Ordable ental housing, Sta“"des’ignawatio“S
These progra agencies, authorities, or development corp®" o
grams are funded by state bond $ backed O
galg)es. Many analysts considered these hou:;;;gggnce agencies :1(;"'5
t0 be of higher quality than many low down payment loans: i :S.bSi“‘{

must take classes in home finance in order to obtain these -



Questions for Discussion

the financial crisis, some state housing finance agencies have experi-
enced trouble issuing the bonds they have used in the past to help home
buyers with down payment assistance and mortgages. States including
West Virginia, Ohio, Wisconsin, and California have suspended all or
part of their mortgage and down payment assistance programs financed

through bond issues.
Many consumers and real estate professionals are not as familiar with

the various programs that are available. A good source for state by state
levels of housing agency funding can be found at the website of the First
Home Advisor organization. See link at http://www.firsthomeadvisor.com
/index.php/first-time-home-buyer-loan-mortgage/state-bond/. Real Estate
professionals should not look at this link as a complete picture of all the
funding available, as it doesn’t have all the city/county specific programs

that recently have targeted redevelopment and rehabilitation.




