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PREFACE

A career in real estate finance can be exciting and profitable if a person is self—
motivated and with the skills and tools needed. This book is intended for those who
seek to gain knowledge as a real estate licensee, for individuals to enter the real estate
finance business and also for persons already actively working in the industry.

Real estate is expensive, and few people ever accumulate enough savings to pay for it
with all cash. Most real estate transactions hinge, therefore, on the buyer's ability to
obtain financing. Even people who have sufficient funds rarely pay cash for real estate
because (as noted in a later chapter) income tax deductions and investment yields favor
purchasing real estate with borrowed funds, called “leverage”. Thus, whether by
necessity or by choice, financing is essential for most real estate transactions.

Real Estate Finance is an introduction to the many interesting aspects of the real
estate business. This book has been written primarily for the prospective real estate
broker or sales—person, but it will also be of interest to the people who wants to become
a real estate professional.

How 1o USE THIS BOOK

Read the text of each chapter. At the end of each chapter there are chapter quiz that
will require you to use what you have learned to solve problems involving practical
applications of the topics covered. After you complete a test, you can check the answer
key provided.

It is difficult to overestimate the growing importance of the Internet to the real estate
industry. The resources available there have brought together the interests of agents,
consumers and investors. Throughout this book you will find addresses on the World
Wide Web, a collection of computer sites referred to in this book as the = web.

The web has made the Internet easily accessible to anyone with a computer and
modem or, in some cases, a television set coupled with a phone line and wireless
keyboard. There are web sites sponsored by government agencies, sites run by private
trade groups and others that are commercial enterprises yet offer a great deal of free
information that is both interesting and useful.

We encourage you to explore the sites mentioned in this book to expand on what you
read here. To make it easy to find site references, they are highlighted in the margins of
the text. There is also a complete list of all site references in the Internet Appendix at
the back of the book. As with any resource, you are cautioned to use good judgment
when considering the validity of the information you find on the Internet.

Read the text of each chapter, at the end of each chapter are chapter test that will
require you to use what you have learned to solve problems involving practical
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applications of the topics covered. After you complete a test, you can check the answer
key by looking at the back of the book.

Following additional education materials are included in your CDs:

< 1. Appendix B: Consumer Handbook on Adjustable Rate Mortgage,
published by Federal Reserve Board, Office of Thrift Supervision. (27
pages).

&2. Appendix C: Homebuyer’'s Guide, Published by HUD. (140 pages).

Research and written by Joseph Lee, Ph. D. in Economics.

DISCLAIMER

“This course is approved for basic education credit by
the California Department of Real Estate. However,
this approval does not constitute an endorsement of
the views or opinions which are expressed by the
course sponsor, instructor, authors or lectures.”
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1. IMPORTANCE OF REAL ESTATE FINANCE

CHAPTER 1: IMPORTANCE OF REAL ESTATE
FINANCE

iy

PREVIEW

Real estate finance is the allocation of funds in large quantities to borrowers who wish
to acquire or develop real property. Financing is the process by which money is
borrowed and allocated in a specific real estate project, such as obtaining a purchase
money loan, or refinancing to obtain more favorable terms, or taking equity out of a
property for other uses.

A study of real estate finance must look at money from several points of view — the role
of money in the economy, the sources of money for loans, the position of real estate
principals and agents in competing for available money, and the processes of
negotiating and setting up those loans.

Finance is of paramount importance to the real estate industry, for without the
availability of money to reach effective levels of real estate sales and development,
significant real estate activity ceases. Since both land and construction are expensive,
substantial sums of money are required for financing. These sums may be committed
for a long period of time to permit a gradual repayment of principal borrowed. The
money borrowed is secured primarily by the real property being financed.
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HISTORY OF FINANCING

LAND — THE UNDERLYING BASIS OF WEALTH

Real estate in the form of land and improvements comprises a substantial amount of the
total net worth of the United States. In addition, the real estate industry is a major
employer, providing billions of dollars in income for millions of American workers and
investors. When mortgage funds are scarce, real estate activity and employment
decline, and a general hardship is felt throughout the economy.

FINANCING PRIOR TO THE 1930s

Sophisticated methods have developed for translating land's value into market
transactions. But until well into this century, financing was not highly developed or
systematized.

FINANCING SINCE THE 1930s

The Great Depression promoted monumental changes in financing. As the depression
caused massive foreclosures and a huge devaluation of real property, there emerged
the first in—depth research into land use, real estate valuation, and the financing of real
property in this country.

GOVERNMENT PARTICIPATION

The federal government entered into real estate financing for the first time by
establishing the:

. FEDERAL HOUSING ADMINISTRATION (FHA, 1934) — The long—term amortized
loan developed by FHA brought about a profound change in home and
farm financing.

. Federal Home Loan Bank Board (FHLBB, 1932) — The credit reserve
system of the FHLBB added to the stability of the savings and loan
industry.
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. Federal Deposit Insurance Corporation (FDIC, 1934) — The federal
insurance of deposits in commercial banks ended the banking crisis of the
Great Depression by restoring the public's confidence in banks and
bringing to an end the “run on the bank” which could destroy a bank.
Banks still sometimes fail, but since the establishment of the HDIC, no
depositor has ever lost money in an FDIC—insured account. Very few
people today fear the safety of funds in commercial banks.

. Federal Savings and Loan Insurance Corporation (FSLIC, 1934) — The
federal insurance of deposits in savings and loan associations restored
public confidence in the S&L industry.

. Federal National Mortgage Association (FNMA, 1938) — The secondary
mortgage money market created by FNMA stimulated the primary
mortgage money market by giving lenders their first organized system for
selling existing loans and making money available for more loans in more
areas. Through “Fannie Mae” the federal government laid the foundation
for the modern secondary mortgage money market.

. Government National Mortgage Association (GNMA) — “Ginnie Mae”
assumed some of Fannie Mae's riskier functions in 1968 when Fannie
Mae was converted to a stockholder—owned corporation.

. Professional Standards — The real estate industry began long strides
toward professionalization, especially in the areas of property valuation
and management. Lenders began demanding professional management
of properties they acquired through foreclosures and defaults.

HousING CYCLES

Unfortunately, the housing cycle is irregular and wild, with great booms followed
by falls. Several “boom times” in real estate occurred in the early 1960s, 1971-1973,
1975-1979, 1982-89, and the late 1990s and early 2000-2002s. However, between
these periods were some bad years—1966, 1969, 1974, 1980-1981, and a severe
housing crash from 1990 to 1996 in many parts of California.

What causes a bust in the real estate market? Things such as high interest rates,
government deficits, and better investment opportunities can cause what is known as
disintermediation, which is the sudden flow of funds out of thrift institutions (which
grant real estate loans) into the general money market (where real estate loans are not
common). This drying up of real estate funds raises havoc in the housing market. In
short, real estate activity is directly tied to the availability and cost of mortgage funds
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and to the general state of the economy. As these two items shift up and down, so goes
the real estate market.

Therefore, an agent's or an investor's success in real estate partially depends on a
thorough understanding of trends in the mortgage market. The remainder of this book is
devoted to an explanation of real estate finance, including the wide range of creative
and alternative financing techniques used in buying and selling real estate.

RECENT DEVELOPMENTS

Changes in the real estate market beginning in the 1970's and continuing into the
2000's have prompted an increasingly businesslike approach to financing.

. Appraisal — Appraisal techniques for property valuation have become
exceedingly sophisticated.

. Alternative Financing — An increasing number of more flexible and
creative methods have evolved to provide ways of financing real estate.

. Long-Term Amortized Loan — The traditional fixed—rate long—term (25—
30 year) amortized loan has become less prevalent because of fluctuating
interest rates and periods of tight money markets.

Generally, the 25 to 30 year loan in which the principal and interest are
paid in full by a series of equal or nearly equal periodic payments has
become the standard since the advent of FHA.

Since the period of extremely high interest rates in 1981-82, some lenders
have offered 40—year loans to enable some additional prospective buyers
to qualify for financing because of the lower monthly payment required for
40 year amortization compared with 30—year amortization. However, not
much is gained by this technique, and the cost can be significant.

ARM - Since 1979 the adjustable rate mortgage and mortgages with balloon
payment provisions have become commonplace.

Real estate debt in the last few decades has increased significantly.

. Tax Structure — Income taxation has dramatically affected real estate as
an attractive investment.
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& Example:

A $100,000 loan at an interest rate of 10% can be compared at 30 years vs. 40
years

Term Monthly Total Interest Total Interest
Payment Full Term Paid In First 5
years
30 years $877.58 $215,926 $49,228
40 years $849.15 $307,590 $49,724
Difference $28.43 $91,664 $496

For the homebuyer who does not expect to own the home very long the $28.43
monthly reduction in principal and interest payment could be the difference between
qualifying and not qualifying, and could be well worth the additional interest over the
short term.

THE 1989 S&L BaAiLouT

. Background — Following “deregulation” of the savings and loan industry,
beginning in 1980, many S&Ls began aggressive expansion into riskier
investments, opening the doors to the excesses of greed and fraud. By
1989 there were so many insolvent and financially shaky thrift institutions
that one Congressman described the situation as the “greatest financial
scandal” in our nation's history.

¢ Insanity Factor — S&Ls on the brink of failure would offer home loans at
unrealistically low rates to attract business. At the same time they would
pay higher than normal interest rates to depositors to attract cash at a time
when many depositors were withdrawing cash because of the fear of
financial unsoundness. Meanwhile, financially healthy institutions were
having to compete with the lower mortgage rates and higher deposit rates,
cutting deeply into profits. One economist described such unsound
business practices as the “insanity factor.”

¢ Federal Losses — The sick thrifts had little to lose if they failed; the federal
government would take over and pay each depositor up to the $100,000
insured limit. By the time the federal S&L bailout bill was passed in 1989, it
was estimated that the losses suffered by the government on federally
insured deposits were $20 million to $30 million each day.
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. The Rescue — In 1989, Congress enacted, and the President signed, the
$159 billion financial rescue, the largest in the nation's history. The total
costs are projected to be as high as $335 billion over the following 30
years.

. Close Insolvent Thrifts — Regulators are empowered to close an
estimated 500 insolvent thrifts and pay off depositors. Many thrifts will be
liquidated; many others will be sold to healthy institutions.

. Financing the Bailout — The financing of the bailout over the next 30
years involves:

. Higher annual FSLIC insurance premiums charged S&Ls and
banks

J Moratorium on healthy S&Ls leaving FSLIC for FDIC to avoid
higher rates

. Sale of U.S. Treasury bonds

. Creation of the Resolution Trust Corporation to take over and sell
assets of failed thrifts

. Allocation of earnings of the FHLB

. Requiring taxpayers to pay through new taxes, a shift in budget
expenses, additions to the federal deficit, or some combination of
these measures.

. Fighting Fraud — Several provisions are included in the new law to
strengthen the government's power to fight fraud, including expanded
authority for seizing property of civil and criminal wrongdoers, and other
stiffer penalties against “white—collar” criminals.

. Stronger Regulation — The law creates a new Office of Thrift Supervision
to regulate state—chartered thrifts. Specific regulations include:

. The Resolution Trust Corporation (RTC) is created to take over
approximately $100 billion worth of real property from insolvent
S&Ls—to sell at the best price.
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Thrifts must raise capital to at least three percent of assets by
1990, and S&Ls that fall below the minimum capital ratio are
severely restricted in their activities.

Federal regulators may override state regulations that allow S&Ls
to make nonmortgage—related investments such as speculative real
estate deals.

Regulators can impose civil penalties up to $1 million a day on
thrifts that defy orders to stop unsound practices.

Consumer Provisions — The S&L rescue legislation has a series of
provisions aimed at providing financing for moderate—income first—time
homebuyers and lower—income renters, as well as general provisions to
make home mortgage money more available.

S&Ls are now required to have at least 70% of their assets in
housing related activities. This requires S&Ls to channel more of
their lending to home mortgages and away from speculative
commercial real estate ventures and high—yield, high—risk junk
bonds.

S&Ls are required to establish programs to finance low—income
and moderate—income housing.

Government agencies are required to use residential properties
from liquidated S&Ls to provide housing for low — and moderate—
income families through various programs of low—cost financing.

THE IMPORTANCE OF FINANCE TO REAL ESTATE

Few individuals or firms are able to pay cash to purchase or develop real property.
Those who are able generally prefer to finance their purchases in order to gain tax
benefits and utilize leverage. The difference between success and failure in real estate
is often determined by the ability to understand and apply financing to best advantage in
each transaction.

REAL ESTATE FINANCE

Of all the aspects of real estate, finance is the most important after the land and
buildings themselves. Without the availability of money and credit, there would be no

Dynasty School (www.dynastySchool.com) 1-7



REAL ESTATE FINANCE

real estate market — no real estate industry. Very few prospective buyers would be able
to buy; very few prospective sellers would be able to sell.

DEVELOPMENT

Financing makes the projects of contractors and developers possible.

Construction financing (a short—term loan to provide funds for
construction) is necessary during interim building periods.

Take—out financing (a long—term loan to take the construction lender out of
the picture) is necessary upon project completion.

REAL ESTATE BROKERAGE

Financing makes sales possible for new and existing properties.

The price of a property is influenced by the financing available, which
affects the down-payment amount and the number of buyers capable of
qualifying for loans.

Many buyers “shop” financing terms even more than sale price. Their
ability to purchase depends primarily on their ability to afford the monthly
loan payments.

PROPERTY MANAGEMENT

Financing is one of the major variables a property manager considers in optimizing the
income from a property.

Availability of financing is a key factor in determining the value of income
property to an investor.

The total cost of a property, including debt services, is the primary
consideration in establishing the rent schedule necessary to produce a
cash flow for the owner.
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THE PuBLIC

¢ Home Buyers — Purchasing a home is the major investment for most
families, and a cash purchase is generally impossible. When property
values rise, the availability of financing determines, more and more,
whether or not the

. Investors — Frequently, income property is purchased to take advantage
of leverage. Leverage is using others money to the maximum extent.
Without financing, leverage is not possible.

. Refinancing — The public provides an enormous demand for money
through refinancing.

GOVERNMENT INVOLVEMENT

Governments exert an enormous influence on finance at different levels. The controls
increasingly affect the cost and availability of funds for real property.

. Regulations — Regulations on interest and loan broker commission rates
directly affect how much the borrower pays for money.

. Monetary and Fiscal Policies — Government spending, tax policies, and
regulation of the money supply all affect the availability of mortgage
money, and the prevailing interest rates.

¢ Land Use — Local controls on growth and density, and environmental
restrictions on uses of property, affect the cost of developing real estate,
the demand for real estate, and the willingness of lenders to finance.

. Infrastructure — Availability and costs of utilities, transportation, etc.,
affect the cost and the desirability of property for both buyers and lenders.

THE IMPORTANCE OF FINANCING TO THE REAL ESTATE
LICENSEE

To be successful, real estate licensees need a working knowledge of real property
financing. One of their main tasks is developing sources of financing acceptable to both
sellers and buyers in real estate transactions. This is true in all specialization’s of real
estate practice.
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. Residential Sales — Sales of new and existing properties ordinarily
depend upon the availability of satisfactory financing.

¢ Income Property Sales — Because of the importance of cash flow and
leverage, income property sales are almost entirely dependent upon the
arrangement of financing satisfactory to both the buyer and seller. This

may involve:

o Primary financing — First mortgage loans.

. Secondary financing, from the seller or outside
lender.

o “Wrap—around” or all-inclusive trust deed — A
method by which a seller may extend credit
while selling property subject to an existing
loan.

. Installment sale — A method of income—tax
reporting by which a seller spreads capital gain
tax over a period of time.

. Tax—deferred exchange — A method of

exchanging a property rather than selling in
order to postpone the capital gains tax.

PROPERTY MANAGEMENT

An understanding of financing is necessary in order to manage property in an efficient
and profitable manner. This frequently involves arranging refinancing, secondary
financing, or alternative financing.

LOAN BROKERAGE

Loan brokerage requires an understanding of the real estate mortgage market. The
availability and cost of money affects demand. Supply and demand are basic elements
which participate in determining value. Some real estate brokers find loan brokerage a
profitable specialization. Prospective borrowers who understand financing can take
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better advantage of the many services available from loan brokers and mortgage
bankers.

LoAN TYPES

There are two types of loans (“government participated” and “non—-government
participated)” available, with different limitations and qualifying criteria for each.
Conventional loans are loans not backed up by government. Each of these will be
discussed in details further in this book.

. Government backed—loans — These loans are made by approved
institutions and mortgage companies and insured by the federal
government. These loans must be written to FHA specifications.

o HUD/FHA - These loans are made by approved institutions and
mortgage companies and insured by the federal government.
These loans must be written to FHA specifications.

o DVA - These loans are made by approved institutions and
mortgage companies and guaranteed by the federal government.
They must be written to DVA specifications.

. Cal-Vet — These loans are made by the State of California,
Department of Veterans Affairs. They are for California veterans
only, and the borrower must meet DVA's strict requirements, at the
time the loan is made and after.

Government backed loans (FHA/DVA/Cal-Vet) will be discussed in
details in Chapter 5.

. Conventional — Conventional loans are usually written conforming to
FNMA—-FHLMC (Fannie Mae—Freddie Mac) practices and limitations, thus
also called “conforming loans”. These loans are made by institutions
and mortgage companies with the expectation of selling the loans to either
FNMA or FHLMC.

While other conventional loans made without government underwriting are
termed “nonconforming.” They may be written without conforming to the
specifications and limitations of FNMA—-FHLMC. If made for amounts in
excess of the “conforming” limitations, they are sometimes referred to as
“jumbos.”
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Conventional loans will be discussed in details in Chapter 6.

CHAPTER QuIZ

1. Knowledge of real estate finance is not necessary for the person who plans to
specialize in:
A. Property management
B. Appraisal
C. Loan brokerage
D. None of the above
2. Government influence in real estate financing is at all levels:
A. Becoming more involved
B. Becoming less involved
C. Stagnant
D. None of the above
3. Prior to the mid—1930s, most real estate financing was:
A. Fully amortized over the life of the loan
B. Partly amortized with a large balloon payment
C. A straight note payable interest—only, with the original loan payable in full
at end of the note period
D. None of the above
4. Which of the following is not a federal government agency established for real
estate financing?
A. Federal Housing Administration
B. Federal Home Loan Bank Board
C. Federal Bank Board Administration
D. Federal National Mortgage Association
5. One of the most significant changes in the mortgage money market in the mid—
1930s was:
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The availability of unlimited funds for mortgage financing

A secondary money market for mortgage notes on a nationwide basis
The absolute control of mortgage financing by the federal government
The rise of nonstandard methods of appraisal and property valuation
throughout the United States

ooy

The relatively sudden flow of funds out of thrift institutions into the stock market is
called

A. Reverse annuity.
B. Disintermediation.
C. Re-intermediation.
D. Variable annuity.

As a result of the high foreclosure rates during the Great Depression, the real
estate industry made long strides toward professionalization in the areas of
property management and valuation. This was due to:

A. The need by lenders for expert management of properties they acquired
through default

B. New government regulation of the real estate industry

C. Buyer rejection of the old methods

The introduction of the “Code of Ethics” by the NAR

Financing is important to the real estate industry in terms of:

A. Property management
B. Real estate brokerage
C. Land development

D. All of the above

As security for a loan, land is often a sound basis for collateral due to its:
A. Fixed location

B. Non susceptibility to government regulation

C. Indestructibility

D. Both A and C.

An advantage to obtaining a loan to buy property is to:

A. Avoid attorney fees
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B. Utilize leverage
C. Avoid the loan being sold to the secondary mortgage market
D. None of the above

Answer Key: 1-D, 2-A, 3-A, 4-C, 5-C, 6-B, 7-A, 8-D, 9-D, 10-B
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2. THE MONEY MARKET

CHAPTER 2: THE MONEY MARKET

il f

PREVIEW

The United States is predominantly a credit society, not a debt society. This means that
we spend money now and pay for the item later, and most the time we spend on
borrowed money.

In this chapter we will discuss the meaning of money, how is money/mortgage supplied,
its flow and the mortgage market with emphasis on California mortgage market.

MONEY & THE MONEY SUPPLY

The quantity of money available in the United States for expenditures at any given time
is called the “money supply”.

Definition

According to the Board of Governors of the Federal Reserve Bank System, money is
anything that serves as a generally accepted medium of exchange, a standard of value,
and a means to save or store purchasing power. In the United States, paper currency
(Federal Reserve notes), coin, and funds in checking and similar accounts at depository
institutions are examples of money.

< Qur monetary system is based on standards of confidence.

& Qur money stock can be categorized as M1, M2 or M3:
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M1 is the sum of currency held by the public, plus travelers checks, plus
demand deposits, plus other checkable deposits (i.e., negotiable order of
withdrawal accounts, and automatic transfer service accounts and credit
union share drafts).

M2 is M1 plus savings accounts and small-denomination time deposits
(less than $100,000), plus shares in money market mutual funds (other
than those restricted to Institutional investors), plus overnight Eurodollars
and repurchase agreements.

M3 is M2 plus large—denomination time deposits ($100,000 or more) at all
depository institutions, large denomination term repurchase agreements,
and shares in money market mutual funds restricted to Institutional
investors.

MORTGAGE MONEY — SUPPLY AND DEMAND

As a commodity sought by borrowers, mortgage money is subject to the laws of supply
and demand. As for any commodity, various factors affect the supply offered and the
amount demanded, and thus the market price.

SuPPLY

The ultimate source of mortgage money is savings. This may be in the form of savings
accounts, life insurance, corporate reserves, pension funds, etc. It is invested in
mortgages either directly or indirectly.

Direct — Savings are invested in mortgages directly by the saver or
through a loan broker. This method accounts for a substantial portion of all
mortgages and trust deeds in the United States.

Indirect — Savings deposits are invested in the mortgage market through
an intermediary such as a bank, savings and loan, insurance company,
REIT, or other syndication. Usually the saver is not aware of the
investment since the main concern is safety and interest rate.

2-2
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INFLUENCES ON SUPPLY

Money and credit flow throughout the economy of this country. Money which is not used
by the people or institutions possessing it for their daily living and operating expenses is
put aside for future use.

. Competition for Supply — Where surplus money goes greatly depends
upon who is willing to pay the most for its use. Those needing the money
will bid for its use. According to the law of supply and demand, it will go to
the highest bidder.

. Effect on Mortgage Funds — How much money goes into the mortgage
market depends on the interest offered for the use of the money and the
total supply of money available. Traditionally, when money is “tight” the
real estate market loses it to other users of money (markets) as they will
bid higher interest based on use for a shorter term.

DEMAND FOR MORTGAGE MONEY

Sources of demand for loan funds include all aspects of the real estate market, such as
construction, sale and purchase for personal use or for investment, and refinancing.

NEwW CONSTRUCTION

Construction involves major up—front costs which are not repaid until the project is
completed and sold or put into use. For this reason, construction financing is almost
always necessary, whatever the structure of the project.

A contractor generally builds according to the plans of the owner. Usually, a general
contractor hires and supervises all subcontractors used on a job. Common contracts
that determine how a general contractor is paid, such as: installment contract, lump sum
contract, cost—plus—price contract, and guaranteed price contract.

. Owner-Builder Work — An owner acts on his own behalf rather than
through a general contractor and hires contractors (“subs”) to handle the
work. Heavy construction jobs done by major corporations or by
government agencies often use this method.

. Speculation — Most housing tracts and many commercial and industrial
buildings are constructed at the contractor's own expense in hopes of
selling at a profit after completion.
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SALE FINANCING

The most common source of demand for mortgage money is the financing of a property
to make it possible for a buyer to make a purchase. This is true for both new and resale
properties.

REFINANCING
This is usually the replacement of an old loan with a new loan in order to:

. Pay for rehabilitation or modernization

. Obtain more advantageous loan terms

. Consolidate two or more loans in a single mortgage or trust deed
. Raise money for other purposes.

STRENGTH OF DEMAND

International, national, local and Institutional factors all affect the strength of demand for
mortgage money. Effective demand is demand backed by ability to pay. Two major
factors affecting the strength of effective demand are:

. Loan—to—Value Ratio — This is usually expressed as a percentage. It is the
relationship between the mortgage loan amount and the appraised value of a
property. The higher the loan—to—value ratio, the smaller the down payment
needed.

& Example

If a home is appraised at $100,000 and the lender will lend $50,000, then the loan—
to—value ratio is: $50,000 / $100,000 = 1/2 = 50% loan—to—value ratio.

. Loan terms — Terms are the conditions for borrowing the money: length of loan,
amount lent, monthly payments, interest rate, etc. These directly affect the cost
of the loan.
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THE FLOW OF MONEY
The real estate financing occurs through a process called the flow of the money.

The production of goods and services requires that money be paid for the use of labor,
raw materials, management, and capital as illustrated in Figure 2—1. This money is
called personal income, and all or some of it may be taxed, spent on goods and
services, or saved. That which is saved is usually deposited in financial intermediaries,
which, in turn, pump funds back into production.

Figure 2—1 is a simplified model of how savings accumulate to become the reservoir for
future loans. Carefully trace this circular flow until you understand that individuals “own”
land, labor, capital, and management (the supply components), and businesses need
these supply components to produce. Thus, businesses “buy” land, labor, and capital
from individuals, thereby giving individuals income in the form of wages, rents, interest,
and profits. This personal income is then taxed, spent, or saved. That which is saved
becomes capital for borrowing.

Figure 2-1: The Flow of National Economy
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5 INCOME 5

Personal Income
The people who own the various cormponents needed
to preduce goods and servicesdand, kabor, capital,
managemeantsell them. They are paid for these components
in the form of:
- Wages for Labor
- Fents for Land
- Frofits for Management
- Interest for Capital
Irs return far such payment, they supply these components
to the economy so that goods and services can be produced

- - -
Savings Consumer Demand Taxes
Incorme not Fayment for what pecple Payrment to
neaded at tha want, such as food, govemment
momeant it is clothing, services, and for services if
earnad. shelter provicled
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Financial
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savings of many Supply of Goods
peopls to invest and Services
in factors of
produc”gn - Food - Shalter
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Y
-
Production
Goods and services are produced by combining:
- Laksaor
- Raw Materials
- Management
- Captital

For each of these components, something & paid. Labor gets
wages, capital gets inferest, management recieves profits, raw
matariak darive rents.

INTERMEDIATION AND DISINTERMEDIATION

Whenever institutional lenders (to be discussed in Chapter 3), or any lenders who
accumulate funds from outside sources are discussed, two important terms must be
understood. One is intermediation, the term used for the gathering of funds by a lender
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and then the lending or supplying of the funds to a borrower. Thus, the lender is serving
as an intermediary, or go—between, between persons with funds and the person who
needs funds. As we shall see in this chapter, this process is very important to the real
estate industry.

The opposite of intermediation is disintermediation. This is the taking out or the
withdrawal of funds from the institutional lender and the reinvesting in some other
savings instrument with a higher yield. Disintermediation was a very important action
that happened during the recession of 1979-1981. Depositors were withdrawing their
savings from the savings associations in record amounts in order to try to keep up with
inflation. The term became frequently used during the recession, and it has a great
impact on the real estate market. The more disintermediation, the fewer funds there are
available to lenders to make real estate loans. Now that we have some idea of what an
institutional lender is, let us see how mortgage loans are distributed among the
institutional lenders.

According to the circular flow of the economy, income that is not taxed away or
consumed in the marketplace represents savings. Where these savings go depends
largely on the kinds of returns desired by the saver. Many dollars flow into savings or
commercial bank accounts, CDs, credit unions, life insurance premiums, and so on.

If people suddenly withdraw their savings and buy government notes and money market
funds, the supply of mortgage money declines and the real estate market can enter into
a deep slump.

REINTERMEDIATION

When the flow of savings again returns to the thrift institutions that act as intermediaries
for the placement of mortgage loans, this process is referred to as reintermediation. If
yields on government bonds plunge or the stock market crashes, money may reenter
banks and thrift institutions in search of safety. As money returns to thrift institutions, the
funds available for real estate loans increase, interest rates soften, more buyers can
qualify for loans, and the housing market begins to pick up.

Thus the processes of intermediation, disintermediation, and reintermediation all have a
dramatic impact on the real estate market. To understand this process fully, we must
examine the role of the Federal Reserve System and the U.S. Treasury.
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COST FACTORS OF MORTGAGE MONEY

Money and credit are commodities. The cost of money depends on supply and demand
because it is bought, sold, and leased just as is real estate or any other commodity. The
following are factors affecting cost.

INTERNATIONAL FACTORS

The world's economies are so interdependent that the mortgage money market in the
U.S. cannot be considered apart from the international context.

. Stability — Countries of the world trade among themselves. A major crisis
in any one country can affect economic conditions in other countries. This
is why the United States is concerned with the economic stability of the
world as a whole.

¢ Balance of Payments — Countries incur and settle debts with each other
as individuals do. This financial relationship between countries is known
as the “balance of payments.” When a country owes more money than it
earns, it has an unfavorable balance of payments.

. Interest Rates — To correct an unfavorable balance of payments, a
country seeks to lure money into its banks by offering higher interest rates
than are offered elsewhere in hopes of attracting deposits in cash. This
action, in turn, may increase interest rates on financing.

NATIONAL FACTORS

The pattern of changes reflecting the fluctuations of economic growth, employment, and
prices is called the business cycle. Interest rates, real estate prices, and lenders'
policies all vary with the ups and downs of the business cycle.

The business cycle is usually defined as having four phases:

. Prosperity — Expansion and good times.
. Recession — Conditions turning downward.
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. Trough or depression — Lowest point of a contraction, after which
conditions turn upward for a period of recovery.

¢ Recovery — Conditions turning upward.

. Types and lengths of cycles — Major business cycles can last from 6 to
13 years. Minor cycles may last 2 to 9 years. Usually real estate cycles
and business cycles do not exactly coincide. Generally, the real estate
market decline precedes the decline in the business activity cycle.
Conversely, the tendency of the business cycle is to recover prior to the
real estate cycle.

Figure 2-1: Business Cycle

CAUSES OF THE BUSINESS CYCLE

Many variables change, amplify, or subdue the movement of the business cycle. They
include:

. Internal influences — Some influences are directly economic in nature,
resulting from regulatory and market activities.
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. Government policy — The government has extensive
influence on:

. Monetary conditions — Interest rate and credit
availability.

. Spending — Saving and investment vs. consumption.

. Taxes and government spending.

. Market psychology — The human element.

Consumers and investors will often act according to
how they feel, despite what is actually happening.

o Prices — When prices increase faster than income
levels, inflation is amplified and consumption is
reduced.
. External influences — Conditions which arise outside economic circles

also affect the business climate, both nationally and locally.

o Weather — Abnormal weather conditions, like prolonged cold spells
or drought, can affect agriculture, transportation, and industrial
production as well as public psychology.

o Catastrophe — Earthquakes, floods, and fires present severe,
unexpected strains on local resources, which may ripple throughout
the economy.

. War — Causes increased military spending and affects allocation of
industry and manpower.

o Population — Changes in the median age of the population affect
consumption patterns. Migration into or out of a nation or locality is
another powerful influence.

LocAL FACTORS

Every locality has its own economy, whose strength and fluctuations will differ
somewhat from the national business cycle because of distinctive local conditions.
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¢ Employment — Availability of jobs affects personal income, which affects
the demand for housing which in turn influences the demand for mortgage
money.

. Population — The number of people requiring housing determines the

need for mortgage money.

. Demographics — Such variables as age composition and family structure
of the local population affect the housing and mortgage markets. For
example, the majority of buyers are traditionally 25—-44 years of age.

. Government — Local government policies (taxes, zoning, services, etc.)
are a major factor in determining the costs to build and own properly.

. Climate — Weather conditions affect costs of construction and
maintenance; costs are often less in mild climates.

. Development level — In a fully developed community, demand for new
construction is less than demand to refinance for rehabilitation. Financing
for rehabilitation tends to be less expensive than for new construction.

INSTITUTIONAL FACTORS

As a rule of thumb, it takes a spread of 2% to 5% between the interest paid by lenders
and the interest paid to lenders for them to break even. Individual Institutional lenders
vary in where they set this ratio. Normally, the cost of borrowing mortgage money
fluctuates depending upon the following considerations affecting lenders:

. Deposit Cost — The cost of obtaining money from depositors, in order to
have money to offer borrowers.

o How much interest must savers be paid in order to attract their
money into lending institutions?

J What is the cost of advertising and promotion in order to attract
savers?
. Sales Cost — The cost of marketing loans to borrowers.
o What are the costs involved in attracting loans?
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o How much must be spent to get good loan applications coming
steadily in to the lender?

Administration — How much does it cost to operate the institution, taking
into account rent, utilities, salaries, overhead, etc.?

Reserves — What legal reserves must be set aside?

Profit — How much profit can reasonably be expected?

EFFECTS OF THE BUSINESS CYCLE

The ups and downs of the business cycle affect the housing and mortgage markets
especially through fluctuations in employment and inflation.

Employment — During an upswing (recovery and prosperity), demand
increases production, thereby increasing employment. During a
downswing (recession and depression), employers decrease production
due to lack of demand and employment decreases. Lower employment
means less effective demand for all commodities, including mortgage
money.

Inflation — Inflation directly affects prices and the value of money, and has
pervasive effects on public psychology as well as on spending patterns.

o During an upswing, as the repressed demand is
released, employers increase production to meet this
demand, and employment is increased. In the interim
of production's lag time, demand exceeds supply and
prices increase, resulting in inflation.

o During a downswing, when prices rise to a point
where demand is no longer effective, supply will
exceed demand and result in lower prices (deflation),
and decrease in employment (some unemployment is
considered necessary to curb inflation).

Stagflation — A period of rapid inflation during a recessionary economy. It
first appeared in the U.S. in the 1970s. Consumption remains strong
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because of the fear of further price increases, while production falls behind
because of the fear of recession, overstocking, and high operating costs.

FiscAL PoLicy

The U.S. Congress influences the direction of the economy through the effect of
government spending and taxation. The executive branch is also a major influence
through budgets submitted to the Congress. The nation's fiscal agent is the U.S.
Treasury Department.

. Government spending — During a recession, the government tends to
increase spending to encourage consumption.

¢ Taxation — During recessions, tax cuts increase the available money
supply and encourage spending.

. No simple solutions — During a period of stagflation, as the economy is
pulled in opposite directions, the task of regulating government spending
and taxation becomes exceedingly difficult.

CHARACTERISTICS OF REAL ESTATE

. Local — Each parcel of real estate is unique. In this sense, then, so is
each real estate loan, as most lenders lend in their own local geographic
areas, and each risk must be individually evaluated.

. Complex — Each parcel of real estate, especially an improved parcel, is
composed of many legal rights and interests. Any mortgage secured by
this real estate becomes involved in these complexities.

. Durable — Real estate is virtually indestructible, and can be financed over
a long period of time. The decision to purchase real property is generally
not only a long—term commitment for the buyer, but is also a long—term
commitment for the lender.

. Expensive — Real estate, particularly improved real estate, is expensive
because of its unique, durable, and complex nature and, therefore,
requires a relatively large amount of mortgage money to purchase.
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THE CALIFORNIA MORTGAGE MARKET

There are several characteristics of real estate which set it apart from other
investments, and are reflected in the mortgage market. These characteristics are all
subject to local and regional variation, and California manifests them in unique ways.

WARMER, MILDER CLIMATE

*

High demand — California has a large population with a fast growth rate
and high demand. California is the most populous state, continues to
attract new residents, and has a high birth rate. State officials expect
California's population to rise from approximately 33 million in the year
2002 to 60 million by 2040!

WIDE DIVERSIFICATION OF INDUSTRY AND AGRICULTURE

*

Diversity — California's economy is one of the most diversified worldwide
and is growing with a mix of ethnic and social diversity that is creating new
opportunities for housing and financing.

Financial institutions — California contains the largest number of banks
and thrift institutions. Obviously, thrift institutions want to be where the
greatest demand for real estate loans can be found. Californians have a
greater choice of lenders than do residents of other states.

Loan correspondents — California has attracted many experienced and
diversified mortgage loan correspondents who represent out—of-state life
insurance companies and other Institutional and non—Institutional lenders.
This brings additional mortgage money to California.

WIDE USE OF TITLE INSURANCE AND ESCROWS, LESS COMMON IN OTHER STATES

*

Title companies — Title insurance originated in California and it continues
to increase in volume. Escrow companies, too, are peculiar to this state,
though the use of both title and escrow firms is spreading to other states.
This easy, low—cost closing process attracts lenders and borrowers.
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USE OF TRUST DEEDS INSTEAD OF MORTGAGES TO SECURE REAL ESTATE LOANS

. Loan document — In California the deed of trust is used almost
exclusively, rather than the mortgage instrument, as the legal basis for
securing real estate loans. This gives greater protection to lenders,
because it allows a quick foreclosure process.

. Active secondary market — This is where existing real estate loans are
sold to in—state and out—of-state purchasers. These secondary market
sales bring fresh capital to the California real estate market.

MONEY IN THE ECONOMY

The following excerpts are from the booklet “Money in the Economy”, published by
the Research and Public Information, Department of the Federal Reserve, Bank of San
Francisco. It spells out in more detail the monetary principles summarized in this and
the preceding chapter.

Most of us take it for granted that money and credit conditions have important effects on
our personal financial affairs and on the nation's economic performance. Yet many
people are unsure how monetary policy affects our nation's economy and even less
certain how it is carried out. This booklet has been prepared to throw light on these
subjects

We begin by explaining what economists mean when they talk about “money”, and how
banks and other depository institutions can “create” money. We then explain how
monetary policy is made in the United States and describe the policy instruments the
Federal Reserve System has at its disposal to control the size of the money supply—the
total amount of money circulating in the national economy. This leads us to a discussion
of how Federal Reserve actions in making the money supply grow faster or slower
affect important economic magnitudes like interest rates, unemployment, and inflation.
Finally, we describe the operating procedure used by the Federal Reserve to carry out
monetary policy.

THE PROCESS OF MONEY CREATION

DEFINING MONEY

Money is customarily defined by what it does. Since money's traditional and most
important role is as a medium of exchange, that is, as a means of making payments, it
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is usually defined to include all of the things that people generally accept in payment. In
the U.S., roughly nine—tenths of all payments are made by check and check-like
instruments, with currency transactions making up the balance. Hence the measure of
the nation's money supply which most economists prefer is the total of the public's
holdings of currency and of deposits on which checks can be written.

& This measure of the money supply is referred to by the Federal
Reserve as M1.

Until recently, commercial banks were unique in being able to offer deposits on which
checks could be written. As late as 1980, these traditional checking accounts, called
demand deposits, accounted for more than 90% of all checkable deposits. Since the
late 1970's, however, regulatory and Institutional changes have both expanded the
range of checkable deposits that banks can offer and made it possible for thrift
institutions—savings and loan associations, mutual savings banks and credit unions—also
to issue some types of checkable deposits.

Thus, the deposit component of M1 now includes not only demand deposits issued by
banks, but also ATS (Automatic Transfer to Savings), NOW (Negotiable Orders of
Withdrawal) and Super—NOW accounts offered by banks and thrifts, and share draft
accounts issued by credit unions. These new types of checkable deposits pay interest,
while demand deposits do not. By the end of 1983, demand deposits' share of total
checkable deposits had fallen to 65 percent.

The M1 measure of money often is referred to as the “Transactions definition” of
money because it confines money to those things that can be used directly to make
payments: checkable deposits and currency. The Federal Reserve also computes and
publishes two broader measures of money—M2 and M3. These other measures
recognize that there are a number of different types of deposits and other financial
assets that can readily be converted into a spendable form even though they cannot
themselves be used to make payments.

Passbook savings and time accounts at banks and thrifts are a familiar example of this
type of asset. Accounts at money market mutual funds are another example. These
highly liquid assets are added to those comprising M1 to make M2 and M3. These
broader measures of money are used to gauge the amount of readily spendable funds
at the public's disposal.
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CREATING MONEY

Depository institutions—banks and thrifts operate under a fractional-reserve system:
each institution is required by Federal law to hold reserves equal to a certain fraction of
specified types of deposits. These required reserves can be held either as vault cash
(currency on hand) or as deposits at a Federal Reserve Bank.

Reserve requirements have not always been uniform across institutions. Prior to
passage of the Depository Institutions Deregulation and Monetary Control Act in 1980,
only banks that belonged to the Federal Reserve System, called member banks, were
subject to reserve requirements set by the System. Non—member banks, which
accounted for approximately 30% of total demand deposits, were subject to the reserve
requirement set by the states in which they were located. These state-mandated
reserve requirements were on average lower than the Fed's requirements. More
importantly, in many states, banks could include as reserves such assets as
government securities over which the Federal Reserve had no control. Finally, thrift
institutions were not subject to reserve requirements at all.

Because the Fed paid no interest on reserves, these differences gave rise to a highly
inequitable situation in which the costs of reserve requirements were significantly higher
for member banks than for nonmembers and thrift institutions. The result was a
progressive deterioration in the Federal Reserve's control over the money supply as
more and more banks rejected System membership. The Congress dealt with this
problem in the Monetary Control Act of 1980. When the provisions of this Act are fully
phased in, the checkable deposits of all depository institutions will be subject to uniform
reserve requirements set by the Federal Reserve. As a result, the System's control of
the money supply will be significantly enhanced and inequities reduced.

The system of fractional reserve banking (in what follows we shall often refer to all
depository institutions as banks) means that total deposits issued by banks are a
multiple of the amount of reserves they have on hand or on deposit with Federal
Reserve Banks. For example, if the average required reserve ratio were 12% (the rate
that ultimately will be effective on most transactions accounts under the 1980 Monetary
Control Act), banks would be able to issue $8.33 of deposits for every dollar of reserves
they have. When the amount of reserves in the banking system changes, a chain
reaction is set off that eventually causes the total amount of deposits issued to change
by the same multiple as the change in reserves. In our hypothetical example, a receipt
of $1 of additional reserves by the banking system would ultimately cause deposits to
rise by $8.33. Conversely, a $1 reduction in reserves would cause deposits to shrink by
$8.33. The Federal Reserve is able to control the total money supply because, although
an individual bank can increase or decrease its reserves (for example, by buying them
from or selling them to other banks), the total amount of reserves available to the
banking system as a whole is determined by the Federal Reserve.
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The multiple expansion or contraction of bank deposits in response to a change in the
quantity of reserves occurs because banks and other depository institutions have the
power to create new deposits and either lend them out to customers or use them to
purchase investments such as government securities. If a bank decides that it is
profitable to lend to a car dealer, for example, it credits the dealer's checking account at
the bank with the amount of the loan. Conversely, when the dealer repays the loan out
of his checking account, the bank simply reduces the deposit correspondingly. Deposits,
in other words, can be created and destroyed with the stroke of a pen, or perhaps more
accurately in today's environment, by the stroke of a computer key.

However, there is a limit on this power to create deposits: depository institutions must
have reserves prescribed by the law to back any new deposits they create. In other
words, a bank has the opportunity to create new deposits — to make new loans and
investments only when it receives new reserves to back the new deposits. For example,
suppose a bank receives an additional $1,000 in new reserves (through open market
operations by the Fed, described below, which are the most important source of new
reserves to banks) and the required reserve ratio is 10 percent, that is, banks must have
reserves equal to 10% of their deposits. If our hypothetical bank were the only bank in
the system, it would calculate that the additional $1,000 in reserves would allow it to
create new deposits of $10,000 to fund new loans and investments ($1,000 of additional
reserves = .10 x $10,000 of new deposits).

MULTIPLE BANK SYSTEM

In reality, the bank will be much more conservative in extending loans because it is not
operating alone. There are approximately 35,000 depository institutions operating in the
U.S. A bank recognizes that a large part of any new deposits it creates will be spent
and re—deposited in other banks. As a result, the bank will have to transfer reserves to
those other banks. To protect itself from losing too many of its reserves, a bank
originating loans will limit the new deposits it creates.

A bank is therefore likely to make a loan for no more than the full amount of its excess
reserves —reserves in excess of what it is required to hold. In our hypothetical example,
the bank initially has excess reserves of $1,000. Suppose it makes a loan to a car
dealer of $1,000 to buy automotive parts. The bank opens a new account for the dealer
and credits it with $1,000 of new deposits. The dealer will write a check on his new
account to pay the parts supplier, who in turn will deposit the check in his account at
another bank. The second bank will credit the supplier's account with the amount of the
check and return the check to the first bank for settlement. The first bank will settle this
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check by transferring $1,000 of reserves to the second one and thus will no longer have
any excess reserves. Thus, its ability to create new deposits is over.

At this point, however, the second bank has $1,000 of additional deposits and an equal
amount of new reserves. This second bank, which must hold required reserves of .10 x
$1,000 = $100 against the increase in its deposits, has gained excess reserves of $900.
It, therefore, will try to make a new loan for $900 and fund this loan by creating new
deposits of $900. The new money created up to this stage is $1,000 + $900 or $1900.
The new borrower will draw on his new deposit to make purchases and the check will
end up in other banks; the $900 in excess reserves will be transferred to those other
banks and they in turn will make new loans or investments by creating additional new
deposits.

At each stage of the process, excess reserves available to be “lent out” are smaller
than at the last stage by 10 percent, meaning that the amount of new loans and
deposits created at each stage gets progressively smaller. Eventually, there will be no
excess reserves left because the accumulated value of all new deposits created will
require reserves backing equal to the amount of new reserves that started the whole
process. In our example, excess reserves are used up when total new deposits created
reach $10,000. This is how the banking system creates a multiple of new deposits when
it receives new reserves. Conversely, when the banking system loses reserves, it goes
through a series of reductions in loans and investments, destroying deposits in the
process until they are brought back into line with the amount of reserves available to
back them.

TooLs oF MONETARY PoLicYy

The Federal Reserve can change the amount of deposits banks issue (and hence the
size of the money supply) by altering the amount of reserves available that economists
call the supply of reserves. The principal tool the Fed uses to add reserves to, or drain
them from, the banking system is open market operations. These consist of buying or
selling government securities in the open market. The Fed also can affect the supply of
reserves indirectly by changing the discount rate, the rate it charges depository
institutions when they borrow from Federal Reserve Banks. Finally, the Federal Reserve
can change bank's need, or demand, for reserves by changing reserve requirements —
the fraction of deposits that must be matched by reserves — within limits set by laws.
The ways in which these tools of monetary policy affect the supply of money are
discussed in detail below.

COMPONENTS OF THE MONEY SUPPLY

In judging the adequacy of the money supply, the Federal Reserve is concerned with its
overall size, not with its components — currency and deposits. It attempts to
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accommodate any changes in the public's preference for using currency rather than
checking accounts to make payments. If the public wants to hold more currency and
fewer deposits, for example, the Federal Reserve will simultaneously provide more
currency to banks for their customers and drain enough reserves from the banking
system to ensure that deposits tall by the increase in currency outstanding. In this way,
it keeps the total amount of money—currency plus deposits — unchanged.

OPEN MARKET OPERATIONS

Open market operations affect non—borrowed reserves—those not provided by the Fed
through loans to depository institutions. Non—borrowed reserves typically account for
about 98% of total reserves. Since open market operations are the major source of
changes in non—-borrowed reserves, they comprise the Fed's principal instrument for
controlling total reserves.

Open market operations for the Federal Reserves System are carried out by the
Trading Desk of the Federal Reserve Bank of New York. An example of such operations
is when the Trading Desk makes an open market purchase of a government security
from a government securities dealer (which is a specialized financial firm engaged in the
buying and selling of government securities). The New York Federal Reserve Bank pays
for these securities with a check drawn on itself. When the securities dealer deposits
this check in its account at a commercial bank, the bank will send the check for
collection to the Federal Reserve Bank which honors it by simply crediting the bank's
deposit account with itself. The commercial bank gains additional reserves because its
deposits at the Federal Reverse Bank count as reserves. An open market purchase,
therefore, creates an equal dollar volume of reserves. Conversely, an open market sale
reduces reserves by the amount of the sale.

BORROWINGS AND THE DISCOUNT RATE

Banks and other depository institutions also can borrow on a temporary basis from
Reserve Banks within guidelines set by the System. Such borrowing through the
“discount window?”, as it is commonly called, normally supplies only about 2% of total
reserves. However, it provides an important “safety valve” for individual institutions that
find themselves temporarily short of reserves because of unexpected large withdrawals
and the like. Guidelines set by Reserve Banks for borrowing through the discount
window are intended to prevent depository institutions from borrowing for extended
periods of time except under special circumstances. Even so, changes in borrowed
reserve associated with the spread between market rates of interest and the discount
rate often can lead to a significant change in total reserves for periods as long as 2 to 3
months.
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Higher or lower discount window borrowing adds to or subtracts from the total supply of
reserves and thereby affects the amount of deposits banks and other depository
institutions can support with a given provision of nonborrowed reserves. At times,
fluctuations in borrowed reserves may pose a potential problem for monetary control by
causing total reserves and hence the money supply to diverge from the Federal
Reserve's goals. To offset such changes in borrowing, the Federal Reserve may adjust
the discount rate: raising the rate when borrowing is too high and lowering it when
borrowing is too low. Alternatively, to a degree, the Federal Reserve could offset the
effects of variations in borrowed reserves by altering the supply of non-borrowed
reserves.

In addition to adjusting the discount rate for changes in market rates, the Federal
Reserve sometimes uses discount rate changes for their “announcement” effects, that
is, as a way of signaling or announcing to markets a significant change in monetary
policy. A higher discount rate can be used to indicate a more restrictive policy, while a
lower rate may signal a more expansionary policy. For example, in the dollar-rescue
operation of November 1978 and in the anti—inflation measures of October 1979, both of
which required a more restrictive monetary policy, the Federal Reserve signaled its
intentions by raising the discount rate by then—unprecedented increases of 1

percentage point.

CHANGES IN RESERVE REQUIREMENTS

In principle, the Federal Reserve has a third monetary policy tool at its disposal: it has
the power to change, within statutory limits, the reserve—requirement ratio. This ratio
specifies the amount of reserves that depository institutions must have for each dollar of
deposits. Changes in the ratio alter the dollar amount of reserves that depository
institutions must hold against their deposits; in other words, they affect their demand for
reserves.

Changes in the demand for reserves can have the same effects as reducing the supply
of reserves. A reduction in reserve requirements, for example, would mean that
institutions would find that their existing reserves holdings are in excess of what they
are required to hold under new, lower requirements.

Reducing reserve requirement therefore is equivalent to increasing the supply of
reserves: it starts the process of multiple expansion of loans and deposits described
earlier, and the process continues until the excess reserves have disappeared. By the
same token, an increase in reserve requirements is equivalent to a reduction in reserve
supply, causing a multiple contraction in deposits outstanding.
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In current practice, changes in reserve requirements are seldom used to control money.
They are considered too “blunt” an instrument in the sense that relatively small
changes in requirements can produce large increases or decreases in money.
Moreover, changes in reserve requirements can affect the profitability of depository
institutions since they change the ratio of non—earning assets (reserves) to deposits in
these institutions.

MONETARY PoLICY

The United States is unique in having a central bank that is federal rather than unitary in
structure. Established in 1913, the Federal Reserve System consists of the Board of
Governors in Washington, D.C., and twelve regional Federal Reserve Banks which are
the operating arms of the System. The Federal Reserve Bank of San Francisco
represents the Twelfth District. Although primary responsibility for monetary policy rests
with the Board, the Reserve Banks also have a role to play. The Board of Governors
consists of seven officials who are appointed to fourteen—year terms by the President of
the United States and confirmed by the Senate. The Chairman of the Board is
appointed by the President and serves for tour years, but may be reappointed. The
System meets its operating expenses primarily from the interest earnings from its
portfolio of securities and thus is not subject to the Congressional appropriations
process. The founders of the System believed it was necessary to separate the people
who frame the government's spending decisions and the people who control the supply
of money, and devised the Institutional structure with this view in mind.

Although the Federal Reserve is ultimately responsible to Congress, it is an
independent agency within the federal government. The Chairman and other Governors
report regularly to the Congress and meet also with senior administration officials in
order to coordinate monetary policy with the government's overall economic program.
Each Reserve Bank is headed by a President who is appointed by the Bank's Board of
Directors, subject to final approval by the Board of Governors in Washington. The
Directors are chosen to provide a representative cross section of interests in their
communities. Their varied backgrounds and wide experience provide the System with a
“grass—roots” informational network that helps to ensure that policy reflects the views
and interests of the various parts of the nation.

Decisions regarding open market operations are made by the twelve—member Federal
Open Market Committee, or FOMC. The decisions of this Committee are transmitted to
the Trading Desk of the Federal Reserve Bank of New York which conducts the actual
buying and selling of securities in order to influence bank reserves and thus the
monetary aggregates.
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With regard to discount policy, the Board of Directors of the Reserve Banks make
recommendations as to changes in the discount rate. However, final approval rests with
the Board of Governors. Additionally, the Board of Governors has sole authority with
regard to reserve requirements.

OBJECTIVES OF MONETARY PoLIcY

The objectives of U.S. monetary policy are high employment, stable prices (no inflation),
and steady growth in the nation's productive capacity, and a stable foreign exchange
value for the dollar. These ultimate goals, as they are often described, are not directly
under the control of the Federal Reserve. Monetary policy can only pursue what is
called an intermediate target strategy. This strategy consists of targeting some
economic variable that is subject to the Federal Reserve's control, that is related to the
ultimate goals in ways that are understood and reasonably predictable, and that is
effective in helping the economy reach those ultimate goals.

Since the middle 1970s, the Federal Reserve has pursued an intermediate target
strategy based on the monetary aggregates. Over this period M1 and M2 have been the
Federal Reserve's principal targets. The System first determines growth targets for
these monetary aggregates that are thought to be consistent with its objectives for
unemployment, inflation, economic growth, and a stable foreign exchange value for the
U.S. dollar. It then uses the monetary policy instruments at its disposal to achieve the
targeted growth in money, expecting that such growth will advance the economy toward
the ultimate goals.

THE TRANSMISSION MECHANISM

Targeting the monetary aggregates makes sense only if the Federal Reserve can
predict what effect these aggregates will have on the economy. The policy—maker
needs to know, in other words, the links between money and the objectives of monetary
policy. The chain of reactions in the economy that transmits changes in money growth
to the levels of unemployment and inflations referred to by economists as the
transmission mechanism. We will now broadly outline the mechanism and review this
historical evidence on the connection between money growth and the U.S. economy.

Consider the results of an open—market purchase of securities. Such a purchase
expands total bank reserves, leading to a multiple expansion of loans and investments.
The addition to bank credit increases the supply of loanable funds in the economy,
thereby putting downward pressure on interest rates in the short run. Since the credit
market is highly competitive, all interest rates, not only the rates on securities banks buy
or the rates they charge on their loans are reduced.
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Lower interest rates and a greater availability of credit tend to stimulate spending on
durable goods of all kinds — on new factories and houses, on business equipment and
inventories, and on customer durables such as automobiles. As the rates investors can
earn on financial instruments fall, yields on common stocks become more attractive,
causing investors to bid their prices up. Households with stocks in their portfolios find
that the value of their holdings has gone up, and this increase in their wealth prompts
them to increase consumption expenditures.

Higher expenditures raise output and employment which, in turn, stimulate business
capital-goods spending even further by making greater demands on existing plant
capacity. They also boost consumption further because of the income gains that result
from the higher level of employment activity.

LAGS IN MONETARY PoLICY

The effects of a monetary expansion on aggregate spending, output and employment
usually begin to show up six to nine months later, that is, with a lag of two to three
calendar quarters. Specifically, changes in the growth rate of real M1 (M1 adjusted for
price—level changes) tend to be followed about two quarters later by similar changes in
the growth rate of real, or inflation—adjusted, gross national product (the nation's total
production of goods and services). Changes in the growth of money tend to be followed
about six months later by significant changes in the same direction in the growth of the
nation's output of goods and services.

Historically, monetary expansion also has affected prices, although with a much longer
time lag — perhaps two years or more. Thus, the good news of excessive monetary
expansion usually comes first and the bad news later. Output and employment rise
initially, and prices follow some time later. The explanation for this sequence is that
output and employment eventually grow beyond the point where labor supply and
demand are balanced. After that point, firms bid up wages in excess of labor
productivity, leading to increases in unit costs and prices. Rising prices then squeeze
the economy's financial liquidity as they reduce the purchasing power of the nation's
money stock. Interest rates begin to rise and dampen spending. Output and
employment consequently tend to move back to the levels that existed before the
monetary expansion began. By the time the price effects of an excessive monetary
expansion are felt in their entirety, the stimulus to output and employment may have
largely evaporated.

The task of fighting inflation is complicated by the different lags in the impacts of
monetary policy on output. To avoid spurring inflation, policymakers must guard against
staying with expansionary policies too long, although this may be difficult to do since the
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favorable effect on output and employment are the first to surface while the unfavorable
effects on prices are long delayed. Conversely, policymakers sometimes must move to
rein in inflationary excesses even though temporarily higher unemployment may
precede evidence of forthcoming lower inflation.

Many economists advocate what they call a gradualist policy of fighting inflation in which
money growth is systematically slowed in small steps so that the adverse side effects
on unemployment and output are minimized. This strategy of gradual deceleration in
monetary expansion was embodied in the Federal Reserve's program beginning in 1979
of lowering its targets for effective growth in the monetary aggregates each year.

LONG—TERM PoLICY

An anti—inflation strategy ultimately must bring monetary expansion down to a rate
consistent with stable prices.

This does not mean zero growth in money because even with stable prices some
growth is needed from year to year to provide for the transactions needs of a growing
economy. However, this growth in money probably would not have to be as large as the
long-term growth rate of the economy. At least since the end of World War Il, the U.S.
economy has been economizing on the amount of money it needs to carry out a given
volume of transactions.

MONEY AND INTEREST RATES

Monetary growth has important consequences for interest rates. These consequences
are very different in the long run from what they are in the short run. Monetary
expansion at first reduces interest rates by expanding the supply of funds available for
borrowing. But since monetary expansion very quickly leads to an expansion in
economic activity, business and households will increase their borrowing demands and
this will tend to reverse the initial fall in interest rates. Moreover, if high money growth
persists, it will result ultimately in higher inflation. If this occurs, lenders will demand a
higher “inflation premium” in interest rates to protect the inflation—adjusted, or real,
yields on their investments. Consequently, interest rates will tend to end up higher than
their starting level— just the opposite of the short—run effect.

The misperception that easy money can permanently lower interest rates is based
solely on the initial effect—an increase in the supply of loanable funds; it ignores
subsequent upward pressures on interest rates caused by increased economic activity
and the higher inflation that occur later.

Both changes in inflation premiums and the state of the business cycle are important
determinants of short—term interest rates. Compared to their levels in earlier periods,
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interest rates have been high and variable since the 1970's, largely owing to historically
high and variable inflation rates. Also, the state of the business cycle has influenced the
timing of interest-rate movements. For example, in 1974, the interest rates started to
decline before the inflation rate declined because the business—cycle recession reduced
the demand for loanable funds.

STRATEGIES AND OPERATING PROCEDURES

INDICATORS OF MONETARY PoLICY

Setting targets for money growth to achieve monetary policy's ultimate goals is a recent
innovation in the Federal Reserve's procedures. Money—growth targets were not
adopted until the early 1970's. Prior to that, the Federal Reserve (like most central
banks) judged the thrust of monetary policy whether it was easy or tightly looking at
interest rates. Lowering interest rates were taken as indications that monetary policy
was being expansionary, while higher interest rates were judged to be a sign that
monetary policy was tight. The Fed's monetary policy instruments open market
operations and the discount rate—were used to adjust interest levels that were believed
to be consistent with the ultimate objectives for inflation and unemployment. Thus, when
the economy appeared to be overheating and to be raising the threat of inflation, open
market operations were used to drain reserves and to contract deposits and bank loans
so that interest rates would rise. The rise in interest rates was expected to dampen
spending and to help cool off the economy. Conversely, when the economy showed
signs of slipping into recession, monetary policy aimed at lowering interest rates to
encourage spending and to forestall the downturn.

A MISLEADING INDICATOR

Toward the end of the 1960s, the Fed came to realize that interest rates often could be
misleading indicators. Rising interest rates, for example, could be symptoms of strong
credit demands fueled by a robust economy, or of rising inflation premiums as inflation
began to heat up. In such cases, interpreting rising rates as signs of a restrictive
monetary policy would be incorrect because they, in fact, would be signs that policy was
inflationary. Similarly, falling interest rates could be symptoms of a weakening economy,
not an expansionary monetary policy.

MONETARY TARGETING

Because interest rates can give misleading signals, the Federal Reserve began in the
early 1970's to target monetary growth and to place less emphasis on interest rates as
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indicators of monetary policy. The System was concerned that if monetary policy relied
predominantly on a simple interpretation of interest rate behavior, it could mistakenly
aim in the wrong direction. That is, it could stay expansionary too long after an
economic recovery began to turn into an inflation or remain too restrictive when the
economy was in a downturn. The Federal Reserve wanted to avoid policies that might
turn out to be pro—cyclical, reinforcing rather than moderating business cycle
fluctuations.

FUNDS RATE OPERATING PROCEDURE

This did not mean that interest rates totally disappeared from the picture. The Federal
Reserve continued to focus on interest rates, but as an instrument for controlling money
growth rather than as an indicator of policy. Specifically it used interest rates to
influence the public's demand for cash balances (see “The Demand For Money”,
following) and in that way affect the quantity of money out—standing.

Higher market rates of interest make it more expensive for households and businesses
to keep their funds in low— or non-yielding forms such as checkable deposits or
currency. Households and businesses therefore attempt to reduce the average amount
of money they keep on hand when interest rates are high. Conversely, they are willing
to hold larger cash balances when interest rates are low.

The open market interest rate over which the Federal Reserve has the most direct
influence is the federal funds rate. This is the rate which banks pay when they borrow
reserves from one another. The Federal Reserve can influence this rate via open
market operations which alter the amount of non—-borrowed reserves available.
Sustained changes in the federal funds rate generally lead to corresponding movements
in other short—term interest rates, which in turn affect the public's willingness to hold
money.

In short, the Federal Reserve could dampen money growth by exerting upward pressure
on interest rates through open market sales to drain reserves; the higher interest rates
would reduce the public's demand for money and cause monetary growth to slow.
Similarly, downward pressure on interest rates can be expected ultimately to produce
faster money growth.

SHIFT TO A RESERVES OPERATING PROCEDURE

While an improvement over the use of interest rates as indicators of monetary policy,
the funds rate operating procedure, as it was called, was also flawed. With hindsight, it
became evident that the funds rate sometimes was slow to adjust to changing economic
conditions. This meant money growth tended to speed up when the economy picked up,
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and to fail off when the economy weakened, that is, monetary growth continued to show
a pro—cyclical bias, as before.

To solve this problem, the Federal Reserve adopted a new operating procedure on
October 6, 1979 through which it sought to achieve its targets for money by placing less
emphasis on interest rates and focusing more on the volume of reserves available to
depository institutions. The new procedure, in other words, placed more emphasis on
controlling monetary growth by operating on the primary determinant of the supply of
money: namely, the volume of reserves that banks and thrifts have at their disposal.
Before then the operating procedure for controlling money had worked principally
through the demand for money.

(Before the fall of 1982, the Fed had placed equal weight on the performance of the M1
and M2 measures of money relative to their targets. Beginning in October 1982,
however, the FOMC placed less weight on the behavior of M1 because of concern that
Institutional distortions and an unusual change in velocity in 1982 had reduced its
usefulness as an indicator and target of monetary policy. With M1 given less emphasis,
the Committee decided to place substantial weight on the broader aggregates, M2 and
M3, in the belief that their performance relative to economic activity would be more
predictable.)

An operating procedure focusing on reserves is subject to some uncertainties of its own.
These stem in part from variability in the average relationship between reserves
outstanding and the amount of checkable deposits that will be created. This relationship
is called the reserve multiplier, and depends on reserve requirements, among other
things. In the simple example of money creation in Section |, the multiplier was just the
inverse of the required reserve ratio. In reality, things are a little more complicated.
Because some liabilities of banks and thrifts other than checkable deposits also have
reserve requirements, the amount of reserve available to support checkable deposits
rises or falls depending on the outstanding amounts of those other reservable liabilities.
A decrease in these other reservable liabilities would increase the amount of reserves
that can support checkable deposits; an increase would have the opposite effect.
Consequently, checkable deposits—and hence the money supply can rise or fall even
though total reserves outstanding are unchanged because the multiplier has changed.

A similar problem occurs when reserves are transferred among institutions with different
reserve requirements because the size of an institution's reserve requirement
determines the number of dollars that it can create per dollar of reserves. A shift of
reserves from an institution with high reserve requirements to another with lower
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requirements, for example, increases the banking system's capacity to produce deposits
even though total reserves are unchanged.

In practice, the Trading Desk is generally able to deal with these problems by varying
the total stock of reserves to offset changes in the multiplier.

Moreover, both problems will be much less pronounced when the provisions of the 1980
Monetary Control Act are fully phased in. Then, there will be only one class of
reservable liability other than checkable deposits, and the reserve requirements on
checkable deposits will be the same for all except the very smallest institutions.

The other source of uncertainty in the reserves operating procedure concerns the
amount of reserves that depository institutions borrow from the Federal Reserve. As
mentioned in Section |l the spread between market rates of interest and the discount
rate can alter the amount of discount window borrowing, with larger borrowings being
associated with higher spreads. Unexpected changes in market rates of interest can
alter this spread and cause borrowing to rise or fall unexpectedly, with the result that
total reserves, and hence the supply of money, can change.

THE DEMAND FOR MONEY

The text describes the first link in the transmission mechanism from the perspective of
the credit market, that is, in terms of an increase in bank loans and investments that
causes interest rates to fall-at least initially. There is, however, an alternative way to tell
this story, which is to look at what happens to the supply of money-the total amount of
cash balances held by the public. The increase in bank loans and investments is
funded, among other ways, by banks creating new deposits, that is, by an increase in
the supply of money circulating in the economy. Thus the fall in interest rates as banks
expand loans and investments is associated with an increase in the supply of money to
the economy. By the same token, a smaller stock of money is associated with higher
interest rates.

This behavior is consistent with what economists know about the way the public
manages its cash holdings. Currency and checkable deposits either do not pay interest
at all, or pay rates that for the most part are below market yields. keeping part of one's
funds tied up in money therefore is expensive because it means foregoing a market
yield on those funds. For that reason, businesses and households try to get by with
lower cash balances when market rates of interest are high, and they are willing to keep
larger amounts of money on hand when interest rates are low.

Economists call the amount of cash balances businesses and households want to hold
the economy's demand for money. As we have just noted, this demand for money has
been observed to be negatively related to market interest rates. That is, the higher are
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market rates, the lower is the amount of cash balances the public wants to hold, or, as
economists would say, the lower is the quantity of money demanded by the public. By
the same token, low interest rates mean a higher demand to hold money.

This negative relationship between money demand and interest rates means that an
increase in the amount of money circulating in the economy—in the supply of money in
other words—should lower interest rates, because if it did not, the public would find itself
holding money in excess of what it wants to hold or “demand.” The process by which
rates are lowered has already been described: the new money is lent out by banks,
adding to credit availability in the economy and causing interest rates to fall.
Conversely, a lower supply of money means tighter credit and higher interest rates.

If this money demand relationship is consistent over time (economists would say, if it is
a “stable” relationship) monetary policy can be formed in terms of money supply
targets. If the Fed wants to be more restrictive, for example, it can set lower targets for
the monetary aggregates because it can expect interest rates to rise and total spending
in the economy to be dampened when these targets are hit. Conversely, it could expect
higher targets for money to have an expansionary impact on the economy.

Events in recent years have raised the question of whether the economy's demand for
money can in fact be known with any degree of precision. In the mid—1970s, for
example, historically high interest rates combined with new and cheaper computer
technology prodded banks and their customers into adopting new techniques for
managing cash balances. Those “financial innovations,” as they came to be called,
allowed the public, especially businesses, to make everyday transactions with
significantly lower holdings than before. With the benefit of hindsight, it is now possible
to calculate fairly accurately the decline in the economy's demand for money during that
episode. However, it was not nearly as obvious at the time. For that matter, when the
episode began it was not certain that any adjustment to financial innovations was taking
place; nor was it clear later on when the transition period would end. Because of these
uncertainties, it was difficult for the Fed to calculate the target for money growth that
would take account of both its goals for the economy and the changing cash needs of
the public.

Roughly coinciding with the rapid changes in cash management practices was a
proliferation of new types of liquid financial instruments and deposits, such as money
market mutual funds, NOW (Negotiable Order of Withdrawal) and Super—NOW
accounts, and money market deposits accounts. These developments raised two major
concerns: first, that the existing definitions of money were outmoded and therefore no
longer useful as guides to making policy; second, that these new types of deposits
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would alter the public's demand for money because their features differed from those of
existing forms of money. For example, new types of checkable deposits, such as NOW
accounts, paid interest while traditional checking accounts did not. NOW accounts
provide households with a more attractive way of holding their money and, therefore,
could be expected to raise their demand for money.

The Federal Reserve responded to the first concern by implementing a major
redefinition of the monetary aggregates in February 1980. To address the second
concern, the System attempted to assess the impact of the new accounts on money
demand, and to “adjust” the figures for money to take into account the change in the
public's preferences for cash balances. Thus, in 1981, the Federal Reserve estimated
that the nationwide introduction of NOW accounts raised the public's demand for money
because now they could hold the funds in interest—bearing accounts. The actual growth
in money of 5.1% for 1981 was accordingly adjusted downwards to 2.2% in recognition
that part of the growth in money during the year was simply to accommodate the
public's increased preferences for money. In other words, the adjusted figure was a
more accurate gauge of the impact of monetary policy on the economy.

CHAPTER QuIZ

1. Money is:

A. Anything that serves as a generally accepted medium of exchange
B. Cash only

C. Coins only

D. Only the things backed by gold reserves

2. Components of the money supply include:
A. Commercial bank demand deposits
B. Currency in circulation
C. Coins
D. All of the above
3. A primary source of funds for residential financing is the:
A. Federal Home Loan Bank
B. Federal Savings and Loan Insurance Corporation
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C. Federal Savings and Loan Association
D. Federal Housing Administration
4. Our present monetary system is based on a
A. Gold standard.
B. Gold reserve standard.
C. Silver standard.
D. Standard of confidence.
5. The Federal Reserve System has powers to control the flow of money and credit
in the United States. All of the following are included in these powers except.
A. Establishment of the discount rate for member banks
B. Setting the reserve requirements for member banks
C. Setting the margin requirements on security purchases
D. Control over the sale and purchase of municipal bonds and their interest
rates
6. Business cycles have four phases which are:
A. Prosperity, recession, depression, recovery
B. Depression, recession, obsolescence, recovery
C. Progression, recovery, reaction, depression
D. Obsolescence, depression, recovery, stagflation
7. When a business cycle begins to pick up after a downturn, this phase is called:
A. Property
B. Recession
C. Depression
D. Recovery
8. "Stagflation" refers to:
A. Inflation during an economic slowdown
B. Inflation during prosperity
C. A decrease in inflation during recession
D. A decrease in inflation during prosperity.
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All of the following regarding the Federal Reserve System are true, except:

A. There are seven regional banks

B. The board of governors consists of seven members
C. Each governor is appointed for a 14 year term

D. It was created by an act of congress

When the Federal Reserve tightens up the money supply:

A. The housing market is the last to feel the pinch
B Housing sales increase

C. The use of seller carry—back financing declines
D Mortgage interest rates usually increase

Answer Key: 1-A, 2-D, 3-C, 4-D, 5-C, 6-A, 7-D, 8-A, 9-A, 10-D
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CHAPTER 3: INSTITUTIONAL LENDERS

jil'$

PREVIEW

The objective of this chapter will be to explore the traditional as well as some of the
non—traditional sources of real estate finance. In this chapter we will talk about the
meaning of institutional lender, the relative impact of these principal lenders in the real
estate financing and what influences the lending policies of California real estate
lenders.

INSTITUTIONAL LENDERS

An institutional lender is a lender that meets the following two criteria: (1) the lender is
highly regulated by either federal or state agencies and, in some cases, by both
agencies; and (2) it is an institution or depository that pools funds from individuals
and/or companies and reinvests these funds in some type of securities, such as real
estate loans. In other words, an institutional lender uses its deposits, or income, to
make real estate loans. They generally perform as a financial intermediary as outlined in
Chapter 2.

There are several major types of institutions which participate in mortgage finance:
commercial banks, mutual savings banks, savings and loan associations, life insurance
companies, private pension funds, public pension funds, mortgage companies
(mortgage bankers or brokers), real estate investment trusts, federal credit agencies,
and mortgage pools. These institutions may be private, governmental, or quasi—
governmental. Private individuals become important as (non—institutional) lenders when
interest rates are high and alternative or junior financing is necessary to secure property
transfers.
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COMMERCIAL BANKS

The forerunners of today's banks were first established in the Colonies in the 1660s.
Banks have historically focused on commercial lending—that is, lending for commerce
and industry—and residential mortgage lending has generally been a relatively small
activity.

A commercial bank functions as a depository for funds and a place from which to
borrow money. They are not to be confused with “industrial banks” or so—called finance
companies. Commercial banks have two different forms of deposits, demand deposits
and time deposits. The bulk of their funds are in demand deposits, which are deposits
in business and personal checking accounts. Rarely are such funds used for long—term
mortgage lending, due to the highly volatile nature of such funds—that is, they may be
withdrawn on demand by the depositor and therefore cannot be depended on to remain
in the account for very long. For this reason they are also referred to as transaction
money or transaction accounts.

. Type of institution — Depository financial intermediary.

. Time deposits or inferest—bearing savings accounts, provide the bank
with long—term funds that are invested into a variety of outlets, including
real estate financing. Commercial banks may make almost any type of
loan on virtually any type of reasonable collateral. Although their primary
function is to make short—term business loans, California banks are
aggressive players in the home loan market.

¢ Organization — Commercial banks are stockholder owned and subject to
federal corporate income taxes. They may be chartered under either
federal or state laws. Federally chartered or national banks are regulated
by the Comptroller of the Currency, must be members of the Federal
Reserve System (Fed), and have their deposits insured by the Federal
Deposit Insurance Corporation (FDIC). State chartered banks may elect to
belong to the Fed, in which case they are regulated by the Fed; or they
may be insured and regulated by the FDIC. A few state chartered, non—
member banks are regulated under state laws. Banks range in size from
under $5 million in assets to over $100 billion.
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Types of loans — Commercial banks provide the most significant aid to
housing through construction period loan—funds advanced during
construction and prior to permanent mortgage financing. Banks routinely
account for over 40% of home construction loans, and the majority of
apartment project loans.

Commercial banks are a primary source for short—term construction
financing, when the builder or developer has a “take—out” commitment
from some other lender—-most often a savings bank—for the permanent
mortgage loan following completion of improvements. Large commercial
banks play a major role in financing business and commercial properties,
while some smaller ones deal largely with home loans.

Banks may make home loans up to 95% loan—to—value ratio, for as long
as 30 years on single—family dwellings. Many banks require private
mortgage insurance on loans whose ratio of loan—to—value is in excess of
80 percent.

Banks make swing loans, sometimes referred to as bridge loans, which
are short—term interim loans used to bridge the time during which a
property remains unsold. For example, if you as home—owner purchase a
replacement house before selling the first house, a swing loan would
provide the funds to fill the gap until the sale proceeds provide the funds to
pay off the loan. In short, you found the right house at the right price, but
haven't sold your existing home, so you secure a loan to purchase the
replacement dwelling, with the loan to be repaid as soon as the existing
house sells. The lien may exist on both the old and the new homes.
Swing/bridge loans may have monthly payments or may be set up to be
paid in a single lump sum upon sale of the old home.

SAVINGS BANKS (FORMERLY S&LS)

A savings bank is a financial intermediary that accepts savings from the public and
invests these savings principally in real estate trust deeds and mortgages. Previous
called Savings and Loan Associations, most changed their name after the S&L crisis of
the 1980s. Today they are frequently referred to as “thrift institutions.”

Type of institution — Depository financial intermediary, together with
Mutual Savings Banks (discussed below), they are classified as “thrifts”.
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. Organization — Savings banks may be either stockholder or mutually
owned, and chartered under either state or federal laws.

. As a mutual institution, depositors and borrowers are given share
certificates or receipts in return for deposits of money. This is why a
deposit in a mutual thrift is often referred to as a share liability rather than
a savings deposit. A capital stock institution, on the other hand, issues
shares of stock to its investors, representing fractional shares of
ownership of the institution.

S&Ls vs. COMMERCIAL BANKS

Current legislation (1) allows savings banks to handle checking accounts and make a
variety of personal consumer loans; (2) permits both commercial banks and savings
banks to pay interest on checking accounts; and (3) eliminates the interest—rate
differential between regular passbook accounts in thrifts and in banks.

FEDERAL CHARTERED OR STATE CHARTERED

Savings banks are members of the Federal Home Loan Bank system, are regulated by
the FHLB Board, and must have their deposits insured by the FSLIC. State charters
may be covered by FSLIC insurance (about three—quarters of them are, and all in
California are insured); others may be insured by state funds. Savings banks may be
grouped together with controlling stock interest held by a holding company; singly or in
groups, they may form service corporations which are allowed to carry out both
investment and traditional service functions.

To the saver or borrower, however, there is little difference between state and federal
institutions, so similar are the laws and regulations under which they operate. They
have substantially “parallel authority,” which means that home buyers can shop for
loans almost anywhere.

CHARACTERISTICS OF SAVINGS BANKS (THRIFTS)

RECENT DEVELOPMENTS OF SAVING BANKS FROM S&LS

. Deregulation of Saving Banks — Restrictions on the types of savings
accounts could offer have also been eased, and the 1982 financial
institution reform legislation vastly expanded their available services and
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savings offerings, enabling them to compete with less restricted credit
market investments.

Because of economic difficulties and the 1982 reforms, S&Ls experienced
a great deal of crisis and are changing dramatically.

Mergers between thrifts, both inter— and intra—state, have reduced their
number and created a few very large institutions. This has occurred both
in rescue of troubled institutions, and to gain the financial size to take
advantage of new asset and service powers.

Thrifts now have the power to offer commercial and consumer loans and
make a variety of other investments directly or through their service
corporations. Tax laws still require heavy mortgage investment for the
special deduction, but the new powers imply a reduced home loan
emphasis in the future.

Financial deregulation during the 1980s freed S&Ls to participate in most
of the activities traditionally limited to commercial banks. Some S&Ls now
use the term “bank” in their names. Some people see the commercial
banks and the S&Ls essentially merging into one type of institution.
However, the 1989 thrift industry “bailout” legislation has re—established
many regulations for S&Ls.

Government regulations require that a majority of their assets must be in
real estate. Business and consumer loans are permitted to a limited extent
but pale when compared with loans secured by real property.

As a general rule, most home loans do not exceed 95% of the appraised
value or sales price of the home, whichever is lower. Exceptions include
government-backed loans, such as FHA and DVA. Most thrifts limit the
maximum amount on a single loan to 1% of their total assets. Hence,
larger thrifts are able to accommodate large loan requests more readily
than smaller savings banks.

Most thrifts limit their loans to 30 years, although 40—year loans are
permitted in some cases. Fifteen—year loans are also widely promoted,
especially in the home refinancing market. Sometimes, during periods of
rising interest rates, many of these loans include provisions for due dates
(balloons) in as few as three to five years, or for rollovers thereafter at the
prevailing market rate. These have monthly payments amortized for 30
years, but the unpaid balance is due in three, five, or seven years.
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*

Interest rates in the past were highest among the Institutional real estate
lenders. This was due to the large demand for loans and to the higher
risks associated with higher loan—to—value ratios. (High loan—to—value
means that the amount of the loan is high in relation to the appraised
value or sales price of the property.) Currently, rates charged by
commercial banks and savings banks are basically the same.

. Their basic real estate lending is on single—family, owner—occupied
dwellings, but in a favorable market thrifts wilt also finance mobile home
loans, non—owner—occupied dwellings, apartments, and commercial and
industrial properties.

. Combination loans are often available. Such loans combine construction
(short—term financing) and take—out loans (long—term or permanent
financing) into one loan.

¢ Savings banks are permitted to make collateral loans secured by the
borrower's savings accounts, savings certificates, bonds, existing secured
notes, and certain other forms of readily liquid assets.

& Savings and loan institutions get most of their funds for real estate
loans from individuals saving.

TRENDS IN THE SAVINGS BANK INDUSTRY

Increased competition from commercial banks and mortgage companies, combined with
imbalances between money—scarce and money surplus areas that create demands for
multiregional lending programs, have contributed to the loss of stature of savings banks
(thrifts) as the principal source of home loans.

MUTUAL SAVINGS BANKS

Mutual savings banks have been in existence since the early 1800s for the primary
purpose of promoting individual thrift. They fall between commercial banks and savings
and loan associations in their investment policies. They have greater asset flexibility
than the S&Ls and have reduced their lending for residential mortgages in recent years.
Nonetheless, they remain the third largest lender group in residential mortgage
holdings, behind S&Ls and commercial banks.
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¢ Type of institution — Depository financial intermediary, together with
S&Ls are classified as “thrifts”.

¢ Organization — Mutual savings banks operate much like former savings
and loan associations, but they exist chiefly in the northeastern United
States. None exist in California.

LIFE INSURANCE COMPANIES

Life insurance companies sell insurance policies and annuities and use the premiums
paid plus reinvested dividends for investment.

Life insurance companies are another important source of real estate financing,
particularly for commercial properties, such as shopping centers and office buildings.
They are also a major source of credit for large apartment house projects, hotels and
motels, industrial buildings, and regional shopping malls.

¢ Type of institution — Financial non—depository intermediary.

A life insurance company is a firm that specializes in the insuring of lives
for specified amounts in exchange for specified premium payments. The
premiums are invested until such time as funds are needed to pay claims
or to establish reserves for losses. These premiums are invested in many
outlets, including trust deeds and mortgage loans.

. State chartered — Life insurance companies are chartered by states and
operate under the insurance laws of the states in which they operate.
They may be organized as either corporate or mutual companies.

. Mechanism — Payouts to policyholders take the form of benefits, which
are reasonably predictable based on mortality tables, and policy loans.
Life insurance companies generally seek out the best yields consistent
with their cash flow needs and have no basic commitments to residential
mortgage investments. Loan originations most commonly take place
through mortgage bankers rather than directly.

. Role in Mortgage Market — While investment in residential mortgages by
life insurance companies has been declining, they are an important source
of funds for large, multi-million—dollar apartment and commercial projects.
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They also make significant purchases of mortgage—backed securities
guaranteed by the GNMA. Life insurance companies are also important to
non-residential mortgage lending.

CHARACTERISTICS OF LIFE INSURANCE COMPANIES

The chief lending characteristics of life insurance companies include the following:

. The average cost of funds to life insurance companies is generally lower
than the cost of funds to the S&Ls because dividends to participating
policyholders are usually paid at a lower rate than the interest paid on
savings accounts.

. Life insurance companies are less concerned with liquidity than with the
safety and long—term stability of an investment. Therefore, they display a
propensity to finance the larger real estate projects, leaving the smaller
loans to other lenders.

. Loan—to—value ratios are apt to be on the cautious side, frequently less
than 80 percent.

. Life insurance companies have the broadest lending powers of the
Institutional lenders. Their investment policies are flexible and cover a
wide range of financing activities. The laws governing life insurance
companies' activities vary from state to state.

. Under California laws and regulations, any company not incorporated
within this state, but doing business here, is subject to the same
restrictions that are placed upon California—based companies.

. Payback terms are long, usually 30—year amortizations, with occasional
lock—in clauses that prevent a loan from being paid off before a specified
date. For example, there might be a 10— or 15—year lock—in clause on a
30—year loan.

. Interest rates and other fees on conventional loans have traditionally been
the lowest among the institutional, though in recent times they have been
steadily climbing.
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. Insurance companies prefer to grant large real estate loans (in the
millions) as opposed to smaller residential home loans. Many major
commercial and industrial developments have insurance company take—
out loans.

. Construction loans generally are not desired. Instead, life insurance
companies will make the take—out, or permanent, loan after the structure
has been completed according to plans and specifications.

. Loan correspondents, such as mortgage companies, are widely used as
agents of insurance companies. Many life insurance companies will
contract for such representation whenever they deem it profitable. In this
way the insurance company is relieved of the burden of originating and
processing loans, as well as some administrative and service functions.
Correspondents are especially used in California, where there is a high
demand for loans, but where few insurance companies are actually
headquartered. Detailed information concerning lending authority for
insurance companies is found in the California Insurance Code.

PENSION AND RETIREMENT FUNDS

Like life insurance companies, pension and retirement funds use mortgages and
mortgage—backed securities as a vehicle for investing their reserves.

Pension and retirement funds has become potentially the largest sources of real estate
financing. There are hundreds of thousands of private pension funds and state, local,
and federal pension funds nationwide, representing over $1 trillion in assets. The
Mortgage Bankers Association of America projects the growth of these funds will create
an enormous amount of potential mortgage funds that could become available to prop
up housing and other real estate markets.

CHARACTERISTICS OF PENSION FUNDS
. Organization — Pension funds are classified as either private or public,
according to the nature of the contributing employer. Private funds are
regulated by the Employee Retirement Income Security Act of 1974
(ERISA), and public funds by their respective state laws.

. Type of Institution — Financial non—depository intermediary.

While public pension funds have invested to a considerable degree in
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mortgages, partly for political reasons, private funds, in spite of their
greater size, have not. In part this is due to the ERISA restrictions which
are intended to protect the funds of pensioners. The Department of labor
now allows such funds to invest in securities backed by pools of
mortgages where the securities are issued or guaranteed by GNMA,
FHLMC, or FNMA. Private issues of mortgage—backed securities are also
qualified investments under certain restrictions, as are individual loans.

According to a survey by the American Society of Real Estate Counselors,
domestic pension funds are the leading source of direct investment
funding for institutional—qualify office buildings in the 1990s.

. Role in the Mortgage Market — Pension fund investments have
increased as a result of the ERISA exemptions. Nonetheless, mortgages
and securities must be competitive with other investments to attract
sizeable amounts from pension funds.

INDIVIDUAL RETIREMENT ACCOUNTS (IRAS) AND KEOGH PLANS

As private pension programs became more popular with liberalized tax—deferred
contributions for Individual Retirement Accounts for employees, and allowances under
the Keogh Plan for self-employed persons, substantially more of these dollars are
entering the capital markets. These funds are an important source of real estate
financing on all levels. New money is being brought into the capital market from
employers, employees, and the self-employed in what might be viewed as a captive
market, since the steady inflow of such funds is often more stable and dependable than
savings inflow into thrift institutions. (Pension funds accumulate until each member
reaches retirement age, whereas savings strictly as time deposits are more volatile.)

Until recently, most pension funds had been invested in government securities and in
corporate stocks and bonds. However, the rapid increase in the assets of pension funds
and the desire to diversify these investments are causing some fund managers to look
at real estate loans as an additional source for investment.

CHAPTER Quiz
1. Short—term loans are preferred by:
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Savings and loan institutions
Commercial banks
Insurance companies
Pension plans

oo

Mortgage bankers would likely:

A. Use their own funds to make loans
B. Sell loans to investors
C. Service the loans they have sold

D. All of the above

Savings and loan institutions get most of their funds for real estate loans from:
A. Borrowing from the Federal Reserve

B. Stockholder equity

C. The sale of bonds

D. Individual savings

All of the following are Institutional lenders except:

A. Mortgage company

B. Commercial bank
C. Savings bank
D. Life insurance company

Which lender typically specializes in construction loans?

A. Life insurance company
B. Mortgage company

C. Savings bank

D. Commercial bank

A homeowner would least likely obtain a small equity loan from a/n:
A. Insurance company

B. Small loan company

C. Credit union

D Commercial bank

Which class of lenders experienced the greatest “crisis” in the 1980s?
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Commercial banks

Mutual savings banks

Life insurance companies
Savings and Loan associations

8. Insuring the deposits of commercial banks and savings banks is the
A. Office of Thrift Supervision.
B. Savings Association Fund.
C. Federal Home loan Mortgage Corporation.
D. Federal Deposit Insurance Corporation.
9. Which Institutional lender favors very large commercial property loans?
A. Savings banks
B. Credit unions
C. Life insurance companies
D. Savings banks
10.  The bulk of funds held by commercial banks is in the form of
A. Certificates of deposit (CDs).
B. Cash.
C. Demand deposits.
D. Securities.
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Answer Key: 1-B, 2-D, 3-D, 4-A, 5-D, 6-A, 7-D, 8-D, 9-C, 10-C
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CHAPTER 4: NONINSTITUTIONAL LENDERS
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PREVIEW

In previous chapter, Institutional lenders were described as real estate lenders whose
activities are highly regulated by various state and federal agencies.

In this chapter you will study noninstitutional lenders — real estate lenders whose
activities are not as strictly regulated as Institutional lenders. Noninstitutional lenders,
also called nonfiduciary financing include private parties, mortgage companies,
syndicates, real estate investment trusts, pension and trust funds, and credit unions.

SEMIFIDUCIARY AND NONFIDUCIAY LENDERS

The second general source of funds for real estate finance is a group known as financial
semi fiduciaries. This heterogeneous group is composed of real estate mortgage
brokers and bankers, real estate mortgage and investment trusts, real estate bond
dealers and endowment fund managers. Some semifiduciaries arrange mortgages
between the major fiduciary lenders and borrowers. Others make direct loans using
their own funds.

Unlike banks, savings institutions, life insurance companies, pension funds and credit
unions, which are directly responsible to their depositors and premium payers, the
semifiduciaries are removed from a first-person relationship. Although the quality of a
fiduciary relationship is somewhat implicit in their actions, the semifiduciaries'
responsibilities are directed either internally, to their owner-partners, or externally, to the
primary fiduciaries that they represent, but never directly to any depositors or premium
payers. Although a semifiduciary is expected to invest entrusted funds with sound
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judgment, no guarantee is given that the money will be returned dollar for dollar, as is
the case in a primary fiduciary relationship. The distinction is quite fine, but it allows the
semi fiduciaries to take more risks than the primary.

Mortgage brokers and bankers usually arrange first real estate mortgages between
borrowers and financial fiduciaries that reflect the latters' conservative underwriting
requirements. The investment trusts may lend money on second or even third
mortgages, which entail somewhat higher risks. Even in the first instance, however, the
fiduciary responsibility is external, between the mortgage brokers or bankers and their
client fiduciary institutions, while the primary fiduciary responsibility remains between
the banks, savings associations and life insurance companies and their depositors and
premium payers. In the second instance, the fiduciary responsibility is internal, between
the managers of the trust funds and the trusts' owner-beneficiaries. Owners have
chosen their manager on the basis 6f investment acumen, but no one has promised that
every investment will be a success. The owners are willing to take some risks in order to
earn high yields, and it is the manager's job to choose these investments wisely. This
same fiduciary relationship also exists between real estate bond brokers and their
clients as well as between the managers of foundation endowment funds and the funds'
donors.

A final group of lenders that provides funds for real estate finance is generally described
as financial nonfiduciaries. This group includes private loan companies and individuals.
Little precise data are available about the overall impact of nonfiduciary lenders in the
realty money market because of the relatively private nature of the participants'
transactions. Because these nonfiduciaries invest their own funds in real estate finance,
they owe no duty to others and can maintain complete discretion over their activities.

Despite this comparative freedom to make all final decisions, nonfiduciaries observe
certain limitations. Nobody invests to lose money, so good underwriting practices must
be followed. Nevertheless, of all the lenders in the field of real estate finance, the
nonfiduciaries have the most flexibility and can take the most risks, which often makes
them the only source available to finance certain real estate transactions.

PRIVATE LENDERS

Although the term private lenders in its broadest sense refers to virtually all non—
government lenders, for our purpose a private lender means a person who lends
directly to another person. This narrow definition will help to distinguish a private lender
from the other forms of noninstitutional lenders discussed in this chapter.
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There is no formal structure to the private lender industry. Individuals ordinarily do not
operate in concert with one another. Private lenders have no association such as those
found with other forms of lenders and are, at best, highly fragmented and scattered
throughout California. An individual may, of course, form a partnership or a corporation,
but these are mere business organizations designed to facilitate the operation of the
individual's investments into real estate trust deed or mortgage loans.

Unlike Institutional lenders, private individuals have fewer laws and regulations that
restrict their lending activities. There are no uniform policies; practices, procedures, and
policies vary considerable from one private lender to another. However, individuals can
be subject to the usury statutes that dictate the maximum interest rate that may be
legally charged. Exemptions from the usury law are discussed later in this chapter.

TYPES OF PRIVATE LENDERS

SELLERS AS PRIVATE LENDERS

The single most important source of nonfiduciary finance funds consists of the sellers
who finance a portion of the sales price with carry back loans. In fact, seller financing
has become the only way many current sales can be consummated. Using junior loans,
land contracts, wraparounds and other creative financing devices (will be described in
later chapters), sellers frequently agree to help finance a portion of a property’s sale
price rather than lost the deal.

Some loans made directly between buyer and sellers involve first deeds of trust,

however, most individual financial agreements, involve junior financing instruments in
which a seller carries back a portion of the equity in the property.

= A large number of private party loans are seller carry backs.

PRIVATE MORTGAGE INSURERS (PMISs)

These are private businesses which offer mortgage insurance and mortgage—backed
securities insurance. There are approximately 18 major mortgage insurers which are
approved to insure mortgages to be purchased by FHLMC.

. Type of institution — Insurer.

. Organization — PMI's are corporations organized under state laws.
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Purpose — The bulk of the PMI business is the insurance of lenders
against loss due to default on home mortgages. Most companies also
insure lenders and investors against losses from commercial loans and
leases, obligations of municipalities, and mobile home loans, and provide
some casualty insurance. Increasingly, they insure the cash flow on
mortgage—backed securities. The securities are backed by conventional
loans, and most issuance are linked to tax—subsidized revenue bonds
issued by states and municipalities.

Mechanism — PMI's deal only with lenders approved by them. Insurance
is usually written for home mortgages with loan—to—value ratios above 80
percent. The PMI covers 20 to 25% of lender losses on such loans. Even
after the lender has approved a loan, the PMI Company may approve or

reject the lender's decision or may make conditions to be met for the loan
to be approved.

CHARACTERISTICS OF PRIVATE LENDERS

Private lenders generally have some common characteristics, regardless of whether the
loan is made directly by the individual or indirectly through a loan broker:

Most loans are on single—family dwellings because this type of property is
most familiar to the typical private investor, and also because the size of
the loan is relatively modest.

The vast majority of loans by private individuals are made within the
geographic areas most familiar to the lender.

Private lenders are for the most part less formal, and therefore make
highly subjective loan decisions, especially when making a loan directly to
a borrower. On the other hand, mortgage brokers who represent private
lenders are usually very sophisticated.

High interest rates are normally charged, due to the high risks involved.
However, exceptions exist in seller carryback transactions where a
relatively low rate may be acceptable due to offsetting benefits. To
compensate for, say, a 7% rate, a seller might either increase the price of
the property or be willing to settle for the lower rate when the rates quoted
on new first loans are so high that buyers are unwilling to pay high rates
on the junior loan.
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. Most private lenders operate in the second trust deed market. As pointed
out previously, this is often created by the dictates of the marketplace,
when a seller carries back a second deed of trust in order to close the
transaction. Frequently these second loans are thereafter sold to
investors, usually at a discount, when the seller needs cash.

. Private lenders rarely make prime loans and almost never get involved in
construction financing. (Prime loans are those that involve the least risk to
lenders and are usually first liens.)

. The term of a private loan is usually short and often calls for a balloon
payment. Six months to five years are the most common maturities.

. Monthly collections are frequently performed through a mortgage
company or financial institution, though individual lenders may in some
cases collect themselves. The setup and collection fees charged by
commercial and savings banks are relatively small, since these institutions
are interested in obtaining the customer's account. Some offer free
collection service when the customer maintains a minimum balance in a
savings or checking account.

USURY LAW

Many states have passed laws establishing the maximum rate of interest that can be
charged on various types of loans. Interest rates that exceed the maximum rate are
considered usurious and therefore illegal. In some instances if a tender is found guilty of
usury, the borrower would not have to pay any interest!

. Maximum Rate — In California the maximum rate for loans secured by
real property is the greater of 10% or 5% above the Federal Reserve
Bank discount rate, unless the lender is exempt from the law.

. Exemptions — California regulations exempt from the usury law
Institutional lenders such as banks, thrift institutions, and life insurance
companies. Also exempt from usury laws are noninstitutional lenders
including mortgage companies, credit unions, personal property brokers,
owners who carry back paper when they sell, and any transaction that
uses a real estate broker. However, direct private lenders are not exempt.
For example, real estate loans from regulated Institutional lenders can be
at any rate, whereas an actual direct hard money real estate loan (not a
seller carryback loan) from a private lender is not exempt, unless a real
estate licensee is handling the transaction.
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MORTGAGE COMPANIES

Mortgage bankers, mortgage brokers, or mortgage companies are primarily
representatives of the ultimate sources of money, such as life insurance companies,
savings banks, trust or pension funds, or private parties. They are essentially money
brokers who may or may not service the loans they originate.

These entities are not thrift institutions, nor are they depository institutions, but they do
assist by bringing the borrower together with a lender and charge a fee for this service.

TYPES OF MORTGAGE COMPANIES

*

Investment bankers — Investment bankers make a market for both new
and seasoned mortgage—backed securities. These firms, called securities
dealers, buy and sell securities from lenders and investors. Mortgage
bankers, savings banks, pension funds, insurance companies, and mutual
funds generally conduct their secondary market transactions with
investment bankers.

Mortgage loan brokers are in the business of locating borrowers and
lenders, and arranging loans between them. As such the loan broker takes
no risk of loss. Another distinction between a mortgage banker and a
mortgage (or loan) broker is that mortgage bankers service the loans of
the lenders that they represent, whereas loan brokers usually do not.

Mortgage bankers differ from mortgage brokers in that the former
generally are not third parties to a loan. They generally fund the loan with
their own funds.

Mortgage bankers are generally incorporated businesses that can make
loans with their own funds or through a line of credit. The mortgage banker
originates, finances “funds”, and closes loans secured by real estate and
sells them to Institutional investors for whom the loans are thereafter
serviced. While at times a mortgage banker might act in a broker
capacity, particularly if the loan is for an amount beyond the capacity of
the mortgage banker to fund, this would be the exception rather than the
rule.
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Many of the loans made by mortgage bankers are made for particular
investors such as other lenders and pension plans. They will make the
loans to meet the lending criteria desired by these particular investors.
Much of their activities deal with out-of-state lenders and investors who
desire to make long—term loans secured by California real estate.

Because of the size of our real estate market, California mortgage bankers
can assemble packages of trust deeds of significant value.

Mortgage Correspondent — When a mortgage banking company
represents a life insurance company, bank, thrift association, pension
fund, or other lender, it is called a mortgage correspondent. It
“corresponds” on behalf of its principals in dealing with prospective
borrowers. The mortgage correspondent is paid a fee in exchange for
originating, processing, closing, and servicing loans. The firm may be
given exclusive territories, in which case the correspondent will be entitled
to a fee, even if it had not actively solicited the loan; or it may be
nonexclusive, in which case the correspondent is in effect in competition
with the lenders that it represents. Whatever the type of arrangement, loan
correspondents serve a very valuable function in real estate financing for
lenders whose headquarters or principal offices are located great
distances from the properties on which they make loans. Correspondents
have been especially successful in the Far West, particularly in California.

Although most mortgage companies act as correspondents in investing
others' funds, there are many firms that invest their own funds exclusively.
Another category of mortgage lender is a hybrid, both investing money
into real estate trust deeds and mortgages for others in an agency or
fiduciary capacity, and its own funds in the role of a principal.

CHARACTERISTICS OF MORTGAGE COMPANIES

*

*

Type of institution — Brokerage.

Mortgage companies do not take deposits, but finance their operations
through short—term bank loans, their own capital, and fees from sales and
servicing. They routinely sell nearly all the loans they originate, and are
minor holders of mortgage debt.

In California, mortgage companies are licensed by the Department of
Corporations, and they are subject to lending and other general business
regulations.
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. Mortgage companies may also engage in a number of related real estate
activities. These include brokerage, development, construction, and
property management. This is especially true when activity in the
mortgage market slows down.

SYNDICATION

A syndicate is an organization of investors pooling capital for real estate investment.
Syndicates can take the form of a corporation, a full partnership or, the most popular, a
limited partnership. A typical syndicate combines the money of the individual investors
with the management expertise of a sponsor, known as the general partner, and follows
a three step cycle: acquisition, operation and disposition.

In California, the Department of Corporations regulates control of syndicates. Under the
Corporation's Code, real estate brokers may engage in the sale of real estate syndicate
security interests without obtaining a special broker—dealer license. However, all such
sales must be made under strict adherence to the full disclosure provisions of the
California Uniform Partnership Act. In addition, the California Corporations Code,
Section 15507, states that a limited partner may become liable for the total debts of the
partnership if the limited partner takes an active role in management.

Syndicates are considered to be investment conduits that pass profits and losses to
investors in proportion to their ownership shares. Any tax liabilities are imposed at the
investor's level. Intrinsic in the design is the investors' liability for debts of the
partnership, which are usually limited to their investment. The income from these
syndicates, or limited partnerships, is considered passive by the IRS.

In the 90’s, a new form of business organization, a limited liability company, or
“LLC,” was introduced which combines the single—level tax benefit of a partnership with
the organizational structure and limited liability of limited partnerships and corporations.
Members of an LLC can participate in running the organization without becoming
personally liable for business obligations.

In California, an “articles of organization” form must be filed with the Secretary of State
to establish an LLC. The LLC format may incur higher fees and taxes than general or
limited partnerships

Corporate bonds are credit instruments used to raise long—term funds. When these
bonds are backed by a mortgage on specifically described real
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REAL ESTATE INVESTMENT TRUSTS

Real Estate Investment Trusts (REITs) are trusts, owned by shareholders who can
exchange their shares on the open market. REITs provide a means by which relatively
small investors can participate in large—scale real estate investments. REITs are very
heavily invested directly in real estate.

REIT is a creature of the federal tax law. It was created in 1960 with the goal of
encouraging small investors to pool their resources with others in order to raise venture
capital for real estate transactions. It has been called the “mutual fund” of the real
estate business. Just as mutual funds invest in a diversified portfolio of corporate stocks
and bonds, REITs invest in a diversified portfolio of real estate and mortgage
investments, with a large number of investors who combine or pool their funds.

REITs are conduits for investment income only. They are organized under state law as
unincorporated associations managed by trustees. They are creatures of federal tax law
which permits their distributions to shareholders to be nontaxable to the trust, so long as
certain requirements are met. They provide a means by which relatively small investors
can participate in large—scale real estate investments.

. Requirements — Briefly, at least 90% of ordinary income must be
distributed to shareholders; more than 75% of assets must be real estate
and more than 75% of income must come from such investments; there
must be 100 or more shareholders with no fewer than six owning more
than half the trust; the trust may not hold property for sale to customers in
the ordinary course of business or provide services to tenants except
through independent contractors.

. Tax treatment — REITs are tax—exempt only on the income passed
through, and shareholders must pay personal income tax on that.
Passthroughs of depreciation may offset ordinary income and
passthroughs of capital gains do receive capital gains treatment. Under
the Tax Reform Act of 1986, profits and losses are classified as “passive”
income, putting limitations on the deductibility of ordinary losses.

During the economic crisis of the 1970s, many REITs folded under the pressures of
poor management, excessive speculation, withdrawal and cancellation of take—out
commitments, terminations of bank lines of credit, poor credit analysis, excess building
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in many parts of the country (particularly in the condominium market and in recreational
projects), and sagging demand.

In the 1980s, to restore confidence in the REIT, concessions worked out between
REITs and the banking and securities industry slowly revived REITs. This slow revival
continued until the late 1990s, when a hot stock market put a damper on REITs. By
2001, the stock market declined and some money began to flow back into REITs.

MORTGAGE POOL

The “mortgage pool” category is unlike the others in that it is not a type of institution but
refers to mortgages grouped together as backing for marketable securities. The
securities are held, in theory, by institutions from the other lender groups. Because of
the large proportion of securities held by “nominees” on behalf of investors, it is not
possible to apportion the pools accurately to individual investors. Pools are generally
handled by trustees for the issuers, and their existence depends upon the insurance or
guarantees of one of the three federally—related mortgage corporations.

CREDIT UNION

A credit union is a mutual, voluntary, cooperative organization of people who agree to
save their money together and to make loans to each other. It is organized by members
of a particular group, most commonly by coworkers through occupational or
professional affiliation. There are credit unions throughout the United States,
representing many millions of members.

Under the 1980 Depository Institutions Deregulation and Monetary Control Act, credit
unions are empowered to make all types of loans and to accept all kinds of deposits. As
a result, they have expanded their coverage of the financial market and offer a wide
range of real estate loans to their depositors—-members, often at below—market interest
rates.

For the most part, credit union lending in real estate has been short term. Some
attempts at long—term loans have been tried and in some areas of California are
working.
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TYPES OF LOANS

Most mortgage bankers deal primarily in residential loans, the majority of which is
single—family dwellings. However, some mortgage bankers handle a variety of property
and might specialize in large commercial or industrial loans. They work with lenders who
desire the highest interest possible from this type of loan.

SERVICING LOANS

Mortgage bankers generally want to service the loans they make and resell.

Servicing loans means doing the accounting necessary for a loan. The one—quarter
percent to one—half percent service fee can be a significant profit center for the
mortgage banker when thousands of loans are serviced.

With today's computer—servicing programs, servicing loans is no longer the labor—
intensive activity that it was just two decades ago. Errors in computations have been
virtually eliminated.

An advantage of servicing the loans is the control of impound accounts for taxes and
insurance when it is collected in advance with loan payments. These funds, when
deposited in a bank give a mortgage banker tremendous clout when they are borrowers
from banks holding such funds. They are able to borrow funds at extremely attractive
interest rates.

SPECULATING

Mortgage bankers, like commercial bankers, speculate on interest rates. If a mortgage
banker believes that interest rates will rise, the mortgage banker will want to resell loans
in the shortest possible time. Should rates rise, the value of loans held at below—market
rates of interest will fall. Such loans will have to be sold at a discount from face value
unless the mortgage banker has a firm purchase commitment from an investor.

= If a mortgage banker believes that interest rates will fall, he or she
will want to hold as large a loan inventory as possible.

The mortgage banker might not want to enter into firm agreement for the resale of such
loans. If rates do fall, the higher interest mortgages will be more valuable on the
secondary mortgage market and should sell at a premium to face value.
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MORTGAGE WAREHOUSING

Some lenders want huge dollar packages of mortgages. One reason is that they might
wish large packages in order to issue mortgage—backed securities. At other times,
mortgage bankers might be speculating on falling interest rates which means the
bankers will have a great deal of their own funds and borrowed funds tied up in loans.

ScoPE OF MORTGAGE BANKERS

Mortgage bankers borrow from commercial banks using their mortgage inventory to
obtain additional capital for loans (loans secured by other loans are collaterally
secured). There is a risk in mortgage warehousing in a movement of interest rates
contrary to expectations. If rates fall, the mortgage banker would have a large inventory
of loans which has to be sold at a price that could not only wipe out profits but be a
financial loss.

PORTFOLIO LOANS

Portfolio loans are loans held by a lender as an investment. It is rare for a mortgage
banker to tie up capital in a portfolio of loans. Lending is a capital intensive activity that
requires a great deal of capital or the availability of such capital.

CONFORMING LOANS

Some mortgage companies make only conforming loans. They sell to savings and
loans, thrifts and other lenders who want the ability to readily resell the loans should a
sale be desirable.

The U.S. Congress sets the maximum loan amount on conventional loans purchased by
Freddie Mac and Fannie Mae. The 2002 maximum for single—family loans was
$300,700. Loans that meet these limits are called conforming loans. Interest rates for
conforming loans are often lower than rates for nonconforming loans.

NONCONFORMING LOANS

In many areas of the United States, particularly in California, there is a high demand for
loans that exceed these loan limits. These loans are commonly referred to as jumbo
loans or nonconforming loans.
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Mortgage bankers will only make a nonconforming loan when they either have a buyer
for such a loan or know that a resale will not create a problem. Examples of such loans
would be larger residential loans which exceed Fannie Mae and Freddie Mac
maximums.

Because of the demand, private corporations were formed to issue mortgage—backed
securities backed by these loans. The corporations are usually subsidiaries of large
financial institutions and operate in much the same manner as Freddie Mac and Fannie
Mae. They purchase loans, put them into pools, issue securities, and sell these
securities to investors.

MULTIPLE LENDERS

Mortgage bankers will at times put together large commercial loans as either the lender
or loan arranger which is divided among several lenders. Sometimes the reason for
such a loan is sheer size. Many lenders would shy away from a billion dollar commercial
loan for a new mall, but they might like a piece of the action because of the desirable
interest rate.

Mortgage bankers are often able to put together a consortium of lenders to handle such
a loan.

Another multiple—lender loan is a piggyback loan, where a single loan is divided into
parts and the parts have varying degrees of risk. As an example, assume a million
dollar loan is sought on a project valued at $1.3 million. One lender might agree to take
$700,000 of the loan as the bottom portion at 9 1/2 percent interest. A second lender
might agree to take the top portion of the loan ($300,000) at 12 1/2 percent interest. It is
like a first and second trust deed written as a single loan. The second lender is
subordinated to the first lender.

CHAPTER QuIZ

1. Mortgage companies:
A. Prefer loans saleable in the secondary money market
B. Serve as temporary lenders
C. Are representatives for sources of money other than their own, yet
sometimes lend funds of their own
D All of the above
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2. Mortgage companies arrange and supervise:
A. Loans for construction
B. Take—out (permanent) loans
C. Neither A nor B
D. Both A and B
3. In California, Mortgage companies are licensed by:
A. Department of Real Estate
B. Department of Insurance
C. Department of Corporations
D. Department of Consumer Affairs
4. When a mortgage banker establishes a line of credit with a commercial bank, the
bank is acting as the mortgage banker's
A. investor.
B. correspondent.
C. warehouse for funds.
D. mortgage broker.
5. Real estate investment trusts are all of the following, except
A. corporations.
B partnerships.
C. investment conduits.
D owned by 100 or more investors.
6. The success of a mortgage broker depends upon all of the following, except
A. underwriting ability.
B. the number of defaulted loans.
C. continuing relationship with investors.
D. continuing supervision of the loan.
7. Unsecured bonds are called
A. Coupon bonds.
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B. Registered bonds.
C. Insurance bonds.
D. Debenture bonds.

When a bond is paid from property taxes, it is a
A. Railroad bond.

B. Revenue bond .

C. General obligation bond.

D. Corporate bond.

The most popular organizational form of real estate syndication in California is
the

A. General partnership.

B. Corporation.
C. Limited partnership.
D. Real estate investment trust.

An organized group of people who agree to save their money and to make loans
to one another is called a

A. Syndication.
B. Credit union.
C. Pension fund.
D. Trust fund.
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Answer Key: 1-D, 2-C, 3-C, 4-C, 5-A, 6-D, 7-D, 8-C, 9-C, 10-B
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CHAPTER 5: GOVERNMENT PARTICIPATION &
BACKED LOANS

iy

PREVIEW

In this chapter we will first examine the mortgage insurance programs of the Federal
Housing Administration. In addition to these FHA programs, we will examine the
guaranteed programs offered by the government: the Federal Housing Administration
(FHA), U.S. Department of Veterans Affairs, and state Cal-Vet loans and other federal
and state programs.

THE FEDERAL RESERVE SYSTEM

One of the most powerful government agencies in the United States, the “Fed” has a
major influence on the economy and greatly affects the real estate market, through its
control of monetary policy.

PURPOSE

The Federal Reserve was created with the specific purpose of reducing the risk and
severity of financial crises, by regulating the flow of money and credit in the United
States. This in turn promotes high employment and economic growth, and stabilizes the
value of the dollar. The Fed monitors member banks and their liquidity. It also seeks to
control the rate of inflation.

The system is composed of twelve Federal Reserve districts, each with a Federal
Reserve bank. With the Fed having not a central bank, but district banks located

Dynasty School (www.dynastySchool.com) 5-1



REAL ESTATE FINANCE

throughout the United States, it can better respond to the different economic needs of
the various areas of the nation.

Many of the Federal Reserve Banks also operate Federal Reserve Branch Banks or
offices to further break down the districts and to better serve the financial needs of the
individual districts.

The names of the Federal Reserve Banks and their branches, if any, are shown in
figure below.

Figure 5-1: Federal Reserve Banks

1 Boston 7 Chicago — Detroit
2 New York 8 St. Louis
— Buffalo — Little Rock
— Louisville
— Memphis
3 Philadelphia 9 Minneapolis
— Helena
4 Cleveland 10 Kansas City
— Cincinnati — Denver
— Pittsburgh — Oklahoma City
— Omaha
5 Richmond 11 Dallas
— Baltimore — El Paso
— Charlotte — Houston
— San Antonio
6 Atlanta 12 San Francisco
— Birmingham — Los Angeles
— Jacksonville — Portland
— Miami — Salt Lake City
— Nashville — Seattle
— New Orleans

BOARD OF DIRECTORS

The Federal Reserve Banks are not under the control of any government agency, but
each Reserve Bank is under a board of directors, composed of nine members who
represent business, the banking industry, and the general public in their Federal
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Reserve district. The directors are classified as A—, B— or C—class directors. Class A
members can, come from the banking community of the district, class B members can
represent the borrowers of the district, and class C Directors will represent the general
public. Class B and class C directors cannot be connected to the banking industry in
any way, including the owning of bank stocks.

The members of the board are primarily chosen by the banking community in the dis-
trict. Class A and class B directors are elected by the member banks, and the selection
process sees that all sizes of banks are represented. Class C members are selected by
the board of governors of the Federal Reserve.

As in any other corporation, the board of directors selects the president and the vice—
president, and the board of the Reserve bank will choose the members of boards of any
branch bank established in their district. This process ensures that the branch banks
reflect the needs of the areas they serve.

BOARD OF GOVERNORS

The board of governors has supervisory control over all of the Reserve banks through-
out the system. The members are appointed by the President of the United States with
the advice and consent of the Senate. The board is composed of seven individuals who
each serve for a term of 14 years. These appointments are staggered so that only one
term expires every other year. In order for the board to be truly representative of the
whole system, the President tries to appoint only one member from each district.

The board publishes the Federal Reserve Bulletin, a monthly publication that gives
information on the state of the economy in the nation and the world. The board also
publishes reports on studies or research done for or under the authority of the Fed. One
of the important groups of figures released each week by the Fed is “Federal Reserve
Data.” These figures reflect the changes in the weekly averages of member banks'
reserves and other related items. These weekly figures also report any change in the
U.S. money supply.

The board can set the interest rate that member banks will have to pay when borrowing
monies from the Fed. This rate is very important to the real estate industry because
banks use this rate to establish the base rate (the rate their most creditworthy customer
would pay). The base rate is usually the basis for the cost of builders' interim funds and
for the rate for car loans and business operations loans. Due to recent litigation, many
banks are abandoning prime rates for base rates.

The board may raise or lower the reserve requirements of the member banks. This
requirement will affect the amount of money the banks will have available to ban: the
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lower the requirement, the more money the banks will have for loans: the higher the
requirement, the less money the banks will have for loans.

MONEY SUPPLY

The Fed provides an “elastic” currency supply (adjusts the money supply) within the
United States. The Fed regulates the flow of money and credit by affecting their
availability and cost. This is accomplished primarily through the exercise of three
specific powers:

. Reserve requirements for banks
. Fed discount rate adjustments, and
. Federal Open Market Committee operations.

MEMBER BANKS

How does a bank become a member of the Federal Reserve System? Any national
bank must belong, and any state bank that wishes may join. For a bank to join, it must
buy stock in the Federal Reserve Bank System, agree to abide by the rules of the
Federal Reserve, and meet the reserve requirements established from time to time to
meet the fiscal policy of the Fed.

For the past several years membership in the Federal Reserve has been on the decline.
This decline has been of concern to many economists because the Fed will not be able
to control the supply of money or the rate of inflation as effectively as it might if the
majority of the depository institutions were members. Realizing this problem, Congress
passed the Depository Institutions Deregulation and Monetary Control Act of 1980,
which was signed by the President and became law on March 31, 1980. This act
comprises ten titles affecting many areas of operations of the depository institutions.
One of the most important titles is Title |, which greatly strengthens the Fed's control
over nonmember banks by requiring them to meet the reserve requirements set by the
Fed. This requirement will be phased in over 8 years.

OPEN MARKET COMMITTEE

The implementation of the change of the money supply is the responsibility of the open
market committee. The Federal Reserve open market committee is presently composed
of 12 members; 5 of the members are chosen by the board of governors and the
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remainder come from the 12 Federal Reserve districts. With only seven members left to
be chosen, you can see that not all of the banks get to choose a member singly. In fact,
only the Reserve Bank of New York gets to choose a member by itself.

The committee members meet on a regular basis, usually the third Tuesday of the
month in an unannounced location, to establish what action they should take to carry
out the fiscal policy of the board. The decision they reach is not announced to the
general public, but the decisions of the open market committee are published on a
delayed basis in the Federal Reserve Bulletin to hinder speculation on government
securities and the U.S. dollar. The decision is carried out through a small staff that
operates within the Federal Reserve Bank in New York, If the decision of the committee
is to increase the supply of money, a member of the staff contacts a dealer who is
licensed to deal in government securities and the dealer is given a check, drawn on the
U.S. Treasury, to buy government securities. The check is then deposited into a
member bank, thus increasing the supply of money available to the banking system in
general. If the decision is to reduce the money supply, the committee makes rec-
ommendations to the board of governors to increase the reserve requirements or take
any other action they may deem necessary.

MEASUREMENT OF THE MONEY SUPPLY

One of the most important functions of the Federal Reserve is to control the supply of
money in the hands of the public, as well as the amount held in bank accounts, both
demand-type accounts and thrift deposits. By knowing the amount of money in bank
accounts the Fed can manage the money supply by either increasing or decreasing the
amount of money in circulation.

The various form of money supply (M1, M2 and M3) have been discussed in Chapter 2.

The measurements are reported each week by the member banks and the resulting
figures are published usually on each Friday. These figures are compared with the
previous week and either an increase or decrease is noted. If there is an increase in M1
that exceeds the guidelines set by the Fed, the Fed can take measures to slow or halt
the growth in this area.

How DOES THE FED CONTROL THE SUPPLY OF MONEY?

Many experts disagree on the Fed's attempts to control the supply of available money.
Some feel that the economy should be allowed to operate by the law of supply and
demand, and others feel that the economy or the supply of money should be strictly
regulated. The system that is used tries to seek the best of both worlds. The economy is
allowed to grow within certain guidelines through the law of supply and demand, and if
the growth rate exceeds those limits the Fed then steps in to slow things down by using
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one or more tools available to them. The major tools or combination of tools they may
use are as follows:

1. Open market operations (for minor adjustments in the money supply)
2. Change in reserve requirements (for more radical adjustments)
3. Change in discount rate (for more radical adjustments)

Each member bank must set aside a certain percentage of its deposits in a reserve
account. These reserves have a twofold purpose: (1) to have monies in reserve in case
the bank finds itself short of funds to meet the demands of depositors, and (2) to control
the amount of monies available to the bank for the purpose of making loans.

For example, if the reserve requirement is 5% and the bank opens a new account in the
amount of $1,000, it will have to put 5 percent, or $50, into the reserve account, thus
leaving $950 to use for loans and the operation of the bank.

How does the Fed use this tool? Let's assume the Fed feels that at the present time the
economy is growing too fast and is feeding inflation and it wants to shrink the supply of
money available to the banks. All it has to do is raise the reserve rate requirement, and
the banks must then make deposits to their reserve accounts to meet the new
requirement. For example, a small bank has deposits of $2 million and the reserve
requirement is 5 percent. That means the bank has to have $100,000 on account with
the Fed. Now the Fed feels that there is too much money to loan, so it doubles the
reserve requirement to 10 percent. The bank must immediately double the amount of
money on account at the Fed. This takes another $100,000 out of the hands of the bank
and leaves it less money available to loan. This would not only be true for this small
bank, but for all of the banks in the system, thus reducing the money available rapidly
and in large amounts. We then go back to the law of supply and demand. With the
supply reduced, the interest rate should increase and, it is hoped, the demand will slow.

Another tool available to the Fed is to change the discount rate—the rate the Fed
charges its member banks to borrow money. Why would a bank need to borrow?
Whenever a bank has more commitments due than it has in cash available, it can use
monies in its reserve account with the Fed. If in doing this the balance in a bank's
reserve account drops below that required by the Fed, the bank must borrow to bring it
into compliance.

It's not surprising that some experts refer to the Fed as the “Bankers' Bank”!

5-6 Licensing School for Appraisal, CPA, Contractors, Insurance, Real Estate,
Notary, Nurse, Food Handlers, Tax and Securities



5: GOVERNMENT PARTICIPATION & BACKED LOANS

How can the discount rate be used to control the economy? If it costs the banks more to
borrow money, this cost will be passed along to the consumer in the form of higher
interest rates, or if the rate is lowered, the consumer should get the benefit of lower in-
terest rates.

There is a good example of how the use of increasing the reserve requirements and an
increase in the discount rate can affect the economy. In the fall of 1979, the economy
was in runaway inflation. Inflation was at an annual rate of 13 to 14% and the Fed felt
that it had to do something quickly. So it raised the discount rate a full 1 percent, thus
causing the interest rate to shoot up and cut the amount of money available. The real
estate industry saw the interest rate on single—family loans go to 13 to 13.5 percent, if
you could find a lender with funds to loan.

EFFECTS OF MONEY SUPPLY MANAGEMENT

These major tools of money supply management can be used by the Fed to cause
either tight money or easy money. Tight money is the policy of the Fed that makes
money expensive (high interest rates). This is usually a restrictive policy, with high
discount rates and increased reserve requirements. Thus, the money supply is reduced
and, usually, the demand remains about the same: business still needs money to
operate and to buy raw materials for production; the demand for housing goes on, but
usually at a reduced rate. With about the same number of people pursuing a smaller
number of dollars, the interest rate increases until the demand starts to fall.

A good example of this policy happened during the third quarter of 1979 and continued
into 1982, when the Fed instituted a strong tight-money policy to try to stop inflation and
stabilize the dollar. During this time of tight money we also saw the mood of the world
change toward the Fed. Most of the world felt that the Fed would not keep the tight—
money policy due to the unpopularity of this policy and political pressures. They
therefore thought inflation in the United States would continue to run wild. So the world
turned to precious metals, and the price of gold and silver shot to all-time records. Gold
sold for over $800 per ounce.

Even though the Fed came under attack, it continued its policy of tight money into 1982
and the inflation rate in the United States was reduced. Gold was less in demand, thus
the price fell and gold was traded in the fourth quarter of 1981 in the $350— to $450—
per—ounce range.

With the price of gold falling and interest rates staying relatively high due to the Fed's
tight—-money policy, the demand by foreign investors for the American dollar increased.
Thus, the value of the dollar increased against many foreign currencies.
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Easy money is just the opposite of tight money. The Fed's easy—money policy is to
reduce the reserve requirements and lower the discount rate. This is usually
implemented in a time of recession; the Fed uses this policy to stimulate the economy. It
increases the supply of money, thus making it easier for business and individuals to get
credit. As credit becomes available, companies can expand, hire more people, and
increase salaries. As these monies go into the banks and thrift institutions, it tends to
make more money available, and thus the cycle begins again.

How can these policies affect the real estate industry? In the second half of 1979, when
the Fed started a tight—-money policy, interest rates started to shoot up on builders'
interim loans (those loans made to builders to construct homes), making the builders'
costs increase, thus the cost of the houses went up. In some cases, the rates got so
high that builders were forced out of business. Mortgage rates increased as the cost of
funds to mortgage lenders increased. As the rates increased, many states were forced
out of the mortgage market as rates reached or exceeded state usury laws. (Usury laws
will be discussed later in this chapter.) These are only a few of the problems that can be
brought about by a tight— money policy.

THE TREASURY DEPARTMENT

The government's balance sheet, just as in any company in the private sector, has to be
monitored. In private enterprise, a company's board of directors provides direction as to
the thrust of the company in the future. This direction is then spearheaded by the chief
executive officer of the company. The quality of this direction is reflected in the
performance of the staff and company profits.

The U.S. government's financial performance — creating sources of income (receipts)
and directing the allocation of that income (expenditures) — is directed by the President
who submits a budget for approval and the Congress of the United States which adopts
the budget and approves expenditures. The budget is contained in the annual Economic
Report of the President, usually published in January.

The U.S. Treasury Department handles the huge financing requirements to fund these
budgetary allocations and adjust cash flow requirements during the fiscal year. The
spending and taxing policy is referred to collectively as fiscal policy. Funds are
acquired by sale of debt instruments to the public in the form of obligations (bills and
notes). The volume of financing required at a given time can severely impact the funds
available for mortgage financing. As the level of government spending is reduced, more
money is available for the private sector for capital expenditures such as real estate.
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As fiscal agent for the federal government, the Treasury assisted in funding the
origination of secondary market entities, such as Federal National Mortgage Association
(1938) and Government National Mortgage Association. The resale market established
by these agencies has provided the principal source of permanent loan funds for
residential real estate.

Ostensibly, the Federal Reserve and the Treasury reached an accord in 1951 and
pledged to coordinate their activities to create some degree of economic stability. Real
estate lenders who, in the late 1970s and 1980s, saw permanent loan rates reach the
17% to 19% level and the national prime rate (now gradually being replaced by the
generic base rate) attain a whopping 21% level, obviously feel that the two agencies
merely give lip service to the accord.

A basic understanding of the forces at work affecting the supply of money and credit is
important to the understanding of how the mortgage money market works. National and
local factors in the lending area must be considered when making the underwriting
(business) decision in granting a new real estate loan.

FEDERAL DEPOSIT INSURANCE CORPORATION (FDIC)

Under FIRREA (to be discussed in next section), the Office of Thrift Supervision (OTS)
was formed to regulate the S&Ls. This had been handled by the Federal Home Loan
Bank BOARD (FHLBB), which was eliminated by FIRREA..

The FDIC was granted initial responsibility for the Resolution trust Corporation (RTC),
which was formed to liquidate the assets of fraudulent and failed S&Ls. By the time, this
was complete, hundreds of S&Ls had ceased to exist.

The FDIC is appointed receiver or conservator for the purpose of reorganization or
liquidation of failed banks and savings associations. When acting in either of these
capacities, the FDIC is not subject to the direction or supervision of any other agency or
department of the United States or of any state.

If a bank or savings institution fails, the FDIC can take any appropriate action to put the
insured deposit institution in a sound and solvent position. The FDIC can appropriate
funds to carry on the business of the institution and conserve its assets and property
and may also, if necessary:

. Organize a new federal savings association to take over such assets or
liabilities; or
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. Merge the insured deposits of the failed institution with those of another
insured depository organization.

. Place the insured depository institution in liquidation and proceed to
dispose of its assets.

In the event of liquidation, the payment of insured deposits will be made by the FDIC as
soon as possible, either by cash or by a transferred deposit into another insured
depository institution.

FIRREA also eliminated the old Federal Savings and Loan Insurance Corporation
(FSLIC), granting the FDIC permanent responsibility for managing the Savings
Association Insurance Fund (SAIF), which replaced the old FSLIC in insuring savings
banks (the new name for S&Ls).

& For more information on FDIC, please visit web-site:
www.fdic.qgov/bank/historical/index.html

FEDERAL HOME LOAN BANK BOARD

The Federal Home Loan Bank Board (FHLBB) is an independent federal regulatory
agency which serves savings and loan associations in a manner similar to the way that
the Federal Reserve System serves banks. It acts as the “banker's bank.”

. Origin and Structure — The FHLBB was created in 1932. The United
States is divided into 12 districts with a Federal Home loan Bank
established in each district.

. Purpose — The FHLBB provides a credit reserve system for its members.
Members can borrow funds on a long—term or short—term basis at the
current discount rate, and pledge existing loans and trust deeds as
security to borrow funds.

MEMBERSHIP

Both federal and state chartered savings and loan associations may belong to the
Federal Home Loan Bank system.
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. Federal Savings and Loan Associations — These were authorized by
the Home Owners' Loan Act of 1933, which set the guidelines to obtain a
federal charter.

. State Savings and Loan Associations — These are supervised by the
State Savings and Loan Commissioner.

. Structure of S&Ls — Most S&Ls are corporations. Owners hold shares of
stock. Stockholders' investments are used to pay operating losses but
depositors' investments are not. There are also mutual organizations, in
which depositors are the investors and owners, sharing expenses, losses
and profits.

INSURANCE

. The Federal Savings and Loan Insurance Corporation (FSLIC),
created by the National Housing Act of 1934, insures savings and loan
associations as the FDIC insures banks.

¢ Required for Federal S&Ls — All federally chartered savings and loan
associations are required to insure their accounts.

. State S&Ls — State chartered associations may join, providing they are
FSLIC accepted by proving financial and management stability.

. Premiums — Savings and loan associations pay a premium for the
insurance based on a percentage of their deposits.

. Amount Insured — All depositors' accounts are insured to $100,000.

THE FINANCIAL INSTITUTIONS REFORM, RECOVERY AND ENFORCEMENT ACT OF
1989 (FIRREA)

On August 9, 1989, FIRREA was signed into law to reform, recapitalize and consolidate
the Federal Deposit Insurance system and to enhance the organizational and
enforcement powers of the federal agencies regulating financial institutions. This action
was taken in response to the failure of numerous savings and banking organizations
and was an attempt to preserve the integrity of the U.S. banking system.

Under Title |, Section 101 of the Act, its purposes are enumerated as follows:
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¢ To establish, under the Department of the Treasury, the Office of Thrift
Supervision (OTS) to manage this nation's savings and loan institutions;

. To establish a new corporation, to be known as the Resolution Trust
Corporation (RTC), to contain, manage and resolve failed savings
associations; (This corporation has completed its task and has been
dissolved as of December 31, 1995.)

. To promote the independence of the Federal Deposit Insurance
Corporation from the institutions holding the deposits it insures by
providing an independent board of directors, adequate funding and
appropriate powers;

. To promote, through regulatory reform, a safe and stable system of
affordable housing finance;

. To improve the supervision of savings associations by strengthening
capital, accounting and other supervisory standards;

¢ To curtail investments and other activities of savings associations that
pose unacceptable risks to the federal deposit insurance funds;

. To put the federal deposit insurance funds on a sound financial footing;

. To provide funds from public and private sources to deal expeditiously
with failed depository institutions;

. To strengthen the enforcement powers of the federal regulators of
depository institutions; and

. To strengthen the civil sanctions and criminal penalties for defrauding or
otherwise damaging depository institutions and their depositors.

& For more information on FIRREA, please visit web-site:
www.fear.orqg/menuidx2.html federal forfeiture Procedures/18
U.S.C.
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SMALL BUSINESS ADMINISTRATION

This agency through its involvement in the community reinvestment program and its
ability to make disaster loans to home owners, can have an effect on the real estate
market.

GOVERNMENT SERVICES AGENCY

This agency has the responsibility of overseeing the real estate and buildings of the
federal government. It can affect the value of real estate in a given market by acquiring
or disposing of land or buildings.

THE FEDERAL LAND BANK AND THE FARMERS HOME ADMINISTRATION
These are both active in the financing of farms, farmland, and rural housing.

FEDERAL MORTGAGE FINANCE SYSTEM

There are three agencies play an important role in the secondary market, they are the
Government National Mortgage Association (GNMA), the Federal Home loan Mortgage
Corporation (FHLMC), and the Federal National Mortgage Association (FNMA).

The GNMA is a government agency; the FHLMC is a quasi—government agency; and
the FNMA is a former government agency that became a private corporation in 1968.
The function of these agencies is to support the secondary market (secondary market
will be discussed in Chapter 7) through the purchase of loans or the guarantee of
mortgage—backed securities issued by lenders. These agencies, along with other minor
players such as the Federal Agricultural Mortgage Corporation, or Farmer Mac, and the
Student loan Marketing Association, or Sallie Mae, are collectively known as
government—sponsored enterprises.

GOVERNMENT NATIONAL MORTGAGE ASSOCIATION (GNMA)

The Government National Mortgage Association, commonly called Ginnie Mae (GNMA)
is a government-owned corporation created by the Department of Housing and Urban
Development Act of 1968.

GNMA is the government agency, which participates directly in mortgage finance, as a
guarantor of pool securities, and through management of loans under special subsidy
program and the tandem plan.
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Its basic mission was to create and operate a mortgage—backed security program for
FHA and DVA mortgages. It took over duties formerly performed by FNMA, after FNMA
was given private status.

PASS—THROUGH SECURITY

In 1970 Ginnie Mae issued the first security backed by a pool of FHA and DVA
mortgages. It was called a pass—through security because the monthly principal and
interest payments collected from the borrowers were passed through to the investor.
Ginnie Mae does not purchase mortgages. Its function is to guarantee that principal and
interest will be paid every month. Since it is a government agency, the guarantee is
backed by the “full faith and credit” of the U.S. government. For this guarantee, Ginnie
Mae receives a small fee from the lender, which is collected monthly. The minimum
amount that can be placed in a pool is $1,000,000. The mortgages cannot be over one
year old and must have met predetermined average yields for the pool of loans. The
pool can contain any combination of FHA and DVA mortgages. The lender can apply to
Ginnie Mae for a commitment to issue a certificate at any time. When applying, it must
indicate the size of the pool and the rate of interest on the mortgages. If Ginnie Mae
approves the request, it issues a commitment that is good for one year.

Before the certificate is sold, Ginnie Mae requires that the mortgages be in the hands of
a third party. This party acts as a trustee for Ginnie Mae and is called the custodian.
The custodian is usually a bank, but it could be any federal or state financial institution
acceptable to Ginnie Mae. The lender delivers the mortgage documents to the
custodian, who checks the information carefully. Once the custodian is satisfied that it
has all the documents, it notifies Ginnie Mae. The certificate is then issued to the lender.

With the certificate in hand, the lender is able to sell the mortgages to an investor. When
the investor buys the mortgages, it receives the certificate. Typically, the securities are
purchased by securities dealers who trade in Ginnie Mae securities. They in turn sell the
securities to other investors such as insurance companies, pension funds, other lenders
who need mortgages, and individuals. The securities can be broken down into smaller
denominations to satisfy the demands of the various investors (the smallest
denomination is $25,000). The securities are traded on Wall Street just like stocks and
bonds. There is an active market for the securities, which makes them a liquid
investment.
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CHARACTERISTICS OF GINNIE MAE

*

*

Type of Institution — Federal government secondary mortgage agency.

Former FNMA Functions — GNMA handles special assistance loans
(housing programs) and manages liquidation functions that were once part
of FNMA.

Residential Secondary Market — GNMA is able to purchase, sell, and
manage residential mortgages.

Mortgage—Backed Securities — GNMA guarantees securities authorized
by FNMA when they are backed by FHA, DVA, and the Farmers Home
Administration.

Special Assistance Functions —GNMA carries out federal subsidy
operations for particular types of mortgages (e.g., the “tandem” program,
where GNMA buys from private lenders special mortgages which would
not otherwise be made, to reduce mortgage payments for HUD's rental
subsidy apartment projects). Similar operations have been carried out for
homeownership subsidies, and to support the homebuilding industry
during recession periods. Lenders wishing to sell such mortgages to
GNMA must have a prior commitment and loans and borrowers must be
approved under HUD program regulations.

Securities — GNMA commits to guarantee, and guarantees securities
representing interests in pools of mortgage loans underwritten by the
Federal Housing Administration (FHA) and Veterans Administration (DVA),
and the Farmers Home Administration. The mortgages in the pools must
be similar in type and terms; pools may comprise standard, graduated
payment, or growing equity loans, and other types are under
consideration. The securities, or “Ginnie Mae” guarantees, are backed by
the full faith and credit of the U.S. government.

& For more information on Ginnie Mae please visit web-site:

www.ginnemae.gov

FEDERAL NATIONAL MORTGAGE ASSOCIATION (FNMA) / FANNIE MAE

The National Housing Act of 1934 created a forerunner of The Federal National
Mortgage Association (FNMA) in order to set up a secondary mortgage market. FNMA

Dynasty School (www.dynastySchool.com) 5-15


http://www.ginnemae.gov/

REAL ESTATE FINANCE

itself was formally established by Congress in 1938 provide a secondary market for
mortgages. It remained a part of the federal government until 1968, when it became a
private corporation. It is now a profit-making, tax—paying agency which raises capital
and uses its funds to purchase conventional and government—underwritten mortgages,
and transforms its mortgage pools to securities.

= FNMA stock is now listed on the New York Stock Exchange.

Even though it is private, the corporation has a public purpose and maintains strong
government ties. It is subject to some regulations by the Department of Housing and
Urban Development (HUD). It also has the ability to tap the U.S. Treasury if necessary.

Fannie Mae issues a security backed by conventional loans and operates the issuance
of its securities much like Freddie Mac. It buys mortgages from lenders, places them in
a pool, and issues a security. The security is sold to investors, who receive a guarantee,
that principal and interest will be paid monthly, whether or not payments have been
collected from the borrowers. Fannie Mae charges a monthly fee for the guarantee.

CHARACTERISTICS OF FANNIE MAE

The FNMA or “Fannie Mae” is the largest single mortgage investor in the country.

FNMA is a federally sponsored secondary mortgage market agency.

*

Secondary Market Role — FNMA is the largest and oldest major
secondary money market for mortgage notes.

Loans Purchased — FNMA purchases existing FHA, DVA, and
conventional loans, and makes advance commitments to purchase future
loans.

Sale of Loans — FNMA auctions loan portfolios (groups of loans) to
investment groups and individuals.

Organization — Stockholder owned, FNMA is headed by a 15—-member
board of directors, five appointed by the President of the United States
and ten elected by stockholders. It is subject to policy supervision by the
Department of Housing and Urban Development and regulation in credit
markets by the Treasury. FNMA is authorized to borrow directly from the
Treasury, but the authority has never been used.
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. Mechanism — FNMA raises capital through issuance of stock, both
common and preferred; sales of debentures and notes, which are
classified under “federal agency debt” in credit markets, even though they
are not debts of the government; fees from commitments and guarantees;
and sales of mortgages and securities backed by pools of mortgages.

. The corporation buys mortgages, including first and second liens, fixed—
and adjustable—rate loans, graduated payment and other types of loans. A
federally mandated ceiling for home loans is adjusted annually in
accordance with a house price index.

¢ Commitment System — Lenders wishing to sell mortgages to FNMA may
do so “over the counter” at posted prices with mandatory delivery of the
mortgages, or may obtain a “standby” or “convertible” commitment from
FNMA to take the mortgages within a specified period. Since 1981, most
commitments have been limited to one or two months. Commitments may
be obtained at posted prices or by bidding for them at biweekly auctions.

< For more information on Ginnie Mae please visit their web site at
www.fanniemae.com

FEDERAL HOME LOAN MORTGAGE CORPORATION (FHLMC) / FREDDIE MAC

The Federal Home Loan Mortgage Corporation was created by the Emergency Home
Finance Act of 1970. FHLMC is owned by the 12 Federal Home Loan Banks to
establish their own secondary mortgage market. It is the newest of the three
government related agencies.

The FHLMC or “Freddie Mac” is another quasi—public entity, which transforms pools of
conventional mortgages to securities.

Because Ginnie Mae included only FHA and DVA mortgages in its securities, there was
a great need to develop a mortgage—backed security for conventional loans. In 1971,
the Federal Home loan Mortgage Corporation, also known as Freddie Mac, introduced
the first security backed by conventional loans. Freddie Mac is a subsidiary of the Office
of Thrift Supervision (OTS), which supervises the federally chartered thrifts. As a
government—chartered stockholder—owned corporation, FHLMC buys mortgages and
sells them in the secondary market.

Freddie Mac buys conventional loans from lenders such as savings banks, commercial
banks, and mortgage companies. It then assembles a pool of mortgages and issues a
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security backed by the mortgages. The security is called a Participating Certificate, or
Guaranteed Mortgage Certificate. The agency guarantees the full payment of principal
and the timely payment of interest. The security is later sold to investors in the capital
markets. For the guarantee, Freddie Mac receives a monthly fee paid by the investors.

CHARACTERISTICS OF FREDDIE MAC

*

Type of institution — Federally sponsored secondary mortgage market
agency.

Organization — FHLMC is owned by the twelve Federal Home Loan
Banks which are in turn owned by the savings and loan associations
making up the system's membership. FHLMC has a three—-member board
of directors who are also the three members of the Federal Home loan
Bank Board appointed by the President. FHLMC may borrow from the
Treasury indirectly through the consolidated borrowings of the FHLB
system. FHLMC is a profit-making enterprise which is tax exempt
because it is owned by a non—profit government enterprise (the FHLB
system) and distributes all its dividends to the system.

Functions — FHLMC's purpose is to increase the availability of credit in
the secondary mortgage market by:

. Buying real estate loans and reselling them in
mortgage pools.

. Financing its loan purchases through the sale of
stocks to the Federal Home loan Banks and through
the sale of bonds and notes on the open market.

Mechanism — In late 1982, FHLMC was given permission to issue
preferred stock in addition to the non—voting common stock held by the
banks. Aside from issuing newly authorized preferred stock, FHLMC
raises funds for its operations by issuance of bonds and notes through the
FHLB consolidated debentures system (limited); by sales of securities
backed by pools of mortgages; and through imposition of commitment and
servicing fees on users of the corporation.

Market Role — Although FHLMC initially built up a portfolio of FHA/DVA
mortgages, it now deals almost entirely in conventional mortgages,
including standard, graduated, adjustable, and other forms. A federally
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mandated ceiling for home loans is adjusted annually in accordance with a
price index. Loans within these ceiling limitations are termed “conforming”
loans. FHLMC is a major source of multifamily rental project mortgage
money. FHLMC packages substantially all of the mortgages it purchases
into pools and issues securities (participation certificates, or PCs) against
them. FHLMC also has issued certificates which perform more like bonds
than “passthroughs” (guaranteed mortgage certificates, or GMCs).
FHLMC is the major issuer of conventional mortgage—backed securities.

. Authorization — The FHLMC may buy and sell conventional, shared
equity, FHA, and DVA loans, thereby encouraging the savings and loan
associations to make more FHA and DVA loans.

. Benefits — Encourages growth in the secondary mortgage market by
allowing the lenders to sell real estate loans (liquidity) and by providing the
investors with these loans without the need for complicated loan
origination or service Systems, thereby giving the borrowers greater
choice of lenders.

< For more information on Freddie Mac please visit their web-site at
www.freddiemac.com

GOVERNMENT BACKED LOANS (FHA, DVA, CAL-VET)

There are two major categories of loans. One is government-backed loans, where
Federal and state governments participate directly in residential loan financing, which
include the Federal Housing Administration, the U.S. Department of Veterans Affairs,
the California Department of Veterans Affairs, and non—-government-backed loans,
which are a various city—backed subsidized home loan programs.

In this section, we discuss what these programs do and some of the advantages and
disadvantages of these programs.

FEDERAL HOUSING ADMINISTRATION

The Federal Housing Administration (FHA) was created by the passage of the National
Housing Act of 1934. With the passage of the Department of Housing and Urban
Development Act, Public Law 89-174, all of the functions, powers, and duties of FHA
were transferred to the control of the secretary of HUD. FHA was initially established as
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an experimental agency to help the national housing industry through the creation of a
mutual fund for insuring mortgages made by private lenders. Many of the agencies that
were created during the post Depression era have disappeared—but not the FHA. It has
become a self-sustaining and standard setting agency for the federal government.

The purpose of FHA is threefold: (1) to upgrade the nation's housing standards; (2) to
promote wider home ownership; and (3) to provide continuing and sound methods of
financing home mortgages. But the majority of the financial community that was active
in the financing of real estate looked upon FHA as governmental intrusion into the
private financing of real estate, and it was not accepted as an answer to the housing
problems.

The following are a number of important secondary results:

. Comprehensive system of valuing property and rating loan risk.

. Minimum standards of construction — referred to as Minimum Property
Requirements(MPR).

. Scientific subdivision planning to help protect against neighborhood
deterioration and confirm to environmental standards.

¢ Stimulation of mortgage investment on a nation wide basis.

. Long—term, lower interest rate loans.

The federal government was determined to make FHA a strong force in the financing of
real estate. In 1938, the federal government set up an agency to sell bonds in the open
market. The funds raised would be used to purchase mortgages insured by FHA from
private lenders. The agency created for this purpose was the Federal National Mortgage
Association (Fannie Mae). This made the federal insurance of mortgages even more
attractive and was the birth of the secondary market as we know it today. The advent of
Fannie Mae allowed lenders to sell mortgages that met the insurance requirements of
FHA.

It must be remembered that FHA is not a lender. It does not make loans. FHA issues an
insurance policy on loans that meet the underwriting requirements of the National
Housing Act. This insurance policy ensures the lender that if the loan goes into default,
FHA will make the loan good by taking the property and paying off the lender either in
cash or with debentures guaranteed by the United States government.
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FHA does appraise the property, and if the property is under construction, it can inspect
the property throughout construction. In addition to the appraisal and approval of the
property, FHA will approve the borrower. If the property and the borrower meet the
underwriting requirements, FHA will insure the loan.

The insurance issued by FHA is called mutual mortgage insurance, and FHA now
charges either one—half of 1 percent per annum on the unpaid balance or a one—time
lump sum, either paid as a lump sum at closing or financed as part of the loan. This
charge is referred to as MIP, or the mortgage insurance premium. This insurance
should not be confused with any other type of insurance, such as mortgage payment
insurance carried on the borrower. The FHA insurance protects the lender from loss.

Since HUD-FHA was founded to serve all of the United States, the headquarters is in
Washington, DC. The United States has been divided into ten regions and these
regions have further been divided with the establishment of area offices to make FHA
more responsive to the needs of the different areas of the country.

It should be noted, however, that in the recent past funding for these programs has
been inhibited. Lack of authorization from Congress halted funding under this program
for short periods during 1986.

California is part of Region IX headquartered in San Francisco. In addition to the San
Francisco headquarters, there are HUD field offices located in Los Angeles, Fresno,
Sacramento, San Diego and Santa Ana.

MAJOR LOAN REFORMS

In addition to the introduction of mortgage insurance, FHA also introduced major loan
reforms.

. Higher Loan—-to—Value ratios — Prior to FHA, the loans on property were
usually based on 50 to 60 percent of the sales price. FHA raised the loan—
to—value ratio to 80 percent of value, a very high ratio for that time. Many
lenders also had objections to the high loan—to—value ratio, saying that the
investment was not covered by sufficient value even though the loan was
insured for 100 percent.

. Fully Amortized Mortgages — Before the formation of FHA, most
mortgages were like balloon mortgages, with all of the principal due at the
term of the mortgage. In some cases, the mortgages were interest only
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with the interest payment due annually, and the full amount of principal
due at the end of the term. The life of the mortgage prior to FHA was as
little as three years, but FHA extended the term of the mortgages to as
long as twenty years, with the payments due on a monthly basis. These
payments were level payments. Each monthly payment was the same;
only the amount applied to principal and interest changed.

Lower down payments — The advent of the higher loan—to—value ratio
meant a lower down payment to the homebuyer and thus made housing
available to more of the general public.

Lower interest rates — In keeping with the investment policy that the
lower the risk the lower the return, the FHA loan usually has a lower
interest rate than the conventional loan. The reason is that the lender is
protected from loss by the FHA insurance.

Escrow accounts — Prior to the FHA—-insured loan, the person receiving
the loan was responsible for seeing that all taxes were paid on time and
that there was insurance on the property. As with most people, they did
not make allowances for the once—a—year payments, and in many cases
the property was lost due to a tax lien. Often the property was damaged
by fire and the owner did not have insurance to cover the loss. FHA, with
the advent of the escrow account, made sure that the lender was less
likely to lose the property due to a tax lien and made sure that there was
insurance coverage on the property. This was also an advantage for the
property owner in that he or she did not have to make one lump sum
payment for taxes and insurance, but would set aside one—twelfth of the
cost each month.

Minimum property standards — FHA was the first lender or insurer of
mortgages to set minimum standards for the property. These standards
have constantly been upgraded to make sure that the property securing
the mortgage is safe, sanitary, and livable. The standards covered such
things as the amount of insulation, the arrangement of rooms, the number
of baths, and the type of wiring used in a house. Some have referred to
these standards as a national housing code. The requirements of FHA
were basically the same no matter where in the United States the property
was located.

Then with the passage of the Housing and Urban—Rural Recovery Act of
1983 and the signing of the legislation on November 30, 1983, Title 1V,
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Program Amendments and Extensions, Part A, Subpart 1, Section 405,
entitled Minimum Property Standards all of the HUD-FHA minimum
property standards for all types of properties other than manufactured
housing were basically eliminated. Paragraph (2) of this section did keep
in place the energy conservation portion of the minimum property
standards. The paragraph states that the energy performance
requirements developed and established by the Secretary of Housing and
Urban Development under this subsection for newly constructed homes,
other than manufactured homes, shall be effective as the energy
performance requirements of the minimum property standards in effect as
of September 30,1982.

The section further states that the Secretary of Housing and Urban
Development may require that any property to be insured under any
section of this Act, excluding manufactured housing, shall comply with one
of the nationally recognized model building codes, or with any state or
local code that is based on these model codes.

. Standard borrower qualifications — Lenders, prior to the advent of FHA,
had no firm guidelines for the qualifying of the borrower, thus allowing the
lender to set the rule for each person or applicant. They could have
refused the applicant for any reason. Sometimes a loan was refused due
to the type of work, marital status, race, or religion of the applicant.

MORTGAGE INSURANCE PREMIUM (MIP)

FHA mortgage insurance is a commitment to the lender that the loan will be repaid if the
borrower cannot make the required monthly payments. The FHA secures funding for its
loan insurance program by imposing a mortgage insurance premium that must be paid
by each borrower obtaining an FHA—insured loan.

Historically, this income was sufficient to allow this agency to be one of the few self—
supporting federal government programs, but FHA losses from foreclosures have risen
dramatically, putting an unusual strain on its reserves.

As a result, the FHA has taken some drastic steps to reverse the foreclosure trend. The
costs for securing an FHA-insured loan have been increased to discourage future
defaults.

The up—front FHA mortgage insurance premium is 2.25 percent from 1995 and beyond.
However, a new annual 0.5 percent premium has been added to the FHA monthly
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payments to be paid over specified periods of time that are determined by the LTV ratio,
as follows:

10% Down 10% — 5% Down 5% Down
1993-1994 7 years 12 years 30 years
1995 11 years 30 years 0.055/ 30 years

& Example:

A $100,00 loan taken out in 1993 in a 5 percent down transaction would have the
borrower pay $41.66 per month additional insurance premium to the FHA for thirty
years

$100,000 x 0.005 = $500112 = $41.66

Although FHA managers maintain that their reserves, plus access to the U.S. Treasury,
would be adequate to survive the current crisis, the new plan for higher costs should
build up the reserve account and offset increased buyer defaults in the future. In an
effort to limit its vulnerability, the FHA has discontinued insuring loans on vacation or
second homes; or non—owner—occupied properties.

It is interesting to note that the FHA program was originally designed to help persons
with low down payments qualify for loans with which to purchase homes and other real
estate. By raising costs and down payment requirements, it may become comparatively
less expensive to secure a conventional loan and the FHA program may see its original
purpose disappear.

ADVANTAGES OF FHA

. Low down payment — With the higher LTV, the borrower is required to
make a lower down payment. The down payment may be as little as 3
percent of the appraised value, but the usual down for the standard fixed-
term, fixed—rate mortgage insured by FHA is 3 percent of the first $25,000
of appraised value, 5 percent of the next $100,000 and 10% on the
amount over $125,000 to the maximum loan amount that will be insured
by FHA in a specific area.
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This method of calculating the required down payment applies to
properties that have been constructed for one year or more or were
constructed under FHA inspection. For those homes that are less than
one year old or were not inspected during construction by FHA and/or VA,
the required down payment is 10 percent of the value. Even though there
is a difference in the down payment, the maximum loan amount is the
same.

The usual down payment may vary with some of the programs available
through FHA. As stated earlier, the easing of the down payments from
approximately 50 percent allowed more people to purchase homes. Since
the loans of FHA are relatively safe and possible loss to the lender is
reduced, these loans usually have an interest rate that is below that
charged on conventional mortgages or those loans with no governmental
backing. With a lower interest rate, the monthly payments are lower, thus
allowing a person to qualify for a greater loan amount with no increase in
income. The effect that interest rates can have on the amount of the loan
was dramatically illustrated in the high interest rates of late 1979 and into
1981. During this period, rates shot up from approximately 9.5 percent to
over 18 percent. It was estimated that, with residential mortgage interest
rates at 18 percent, only 5 percent of the population could afford housing.

. Assumable — FHA allows a person to assume an existing mortgage
without the escalation or change of the interest rate. This escalation or
change of interest for the assumption of a mortgage still exists today for
some types of conventional mortgages. FHA felt that with America being a
mobile society, the transfer of property should be made as easy as
possible and one way was to allow those mortgages meeting the
standards of FHA to be assumable On December 1, 1986, HUD made a
major change in its assumption policy, in that any assumption made within
24 months after origination requires FHA qualification of the assumptor.

. No Prepayment Penalty — Probably one of the most important mortgage
reforms instituted by FHA was to allow the borrower to pay off the
mortgage prior to the due date of the mortgage without any prepayment
penalty or prepayment premium. This lack of prepayment penalty is now a
standard feature of all mortgages insured by FHA, but the penalty still can
be found in many conventional mortgages. As a real estate professional,
you need to know which conventional lenders in your area have
prepayment penalties.

¢ Minimum Property Standards — As mentioned in the previous section,
one of the reforms instituted by FHA was minimum property standards.
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This is important to a purchaser of a new home in that they assure that the
property has been inspected on a periodic basis and has been certified to
conform to a minimum set of standards.

DISADVANTAGES OF FHA

Like all programs, the FHA loan has advantages as well as disadvantages. This section
will discuss the major disadvantages.

Lengthy Process — In the past, a disadvantage of an FHA loan was that
the amount of time for FHA loan approval was rather long. In the past,
HUD-FHA required that upon completion of the application and after all of
the supporting data had been received, these materials must be sent to
the nearest FHA underwriting office. After the materials were received,
checked, and found to have no major errors, FHA would issue conditional
commitment or conditional approval. This process was very time
consuming and could take as long as 6 months in rare cases and usually
took 6 weeks. Then on February 23, 1983, the Department of Housing and
Urban Development implemented the Direct Endorsement Program. This
gave to lenders that meet certain requirements the ability to give in—house
approval on FHA—insured loans. Thus, the program cut the time required
for loan approval. As a real estate professional, you should contact the
FHA office serving your area and secure a list of the mortgage lenders in
your area that have met the requirements of the HUD-FHA Direct
Endorsement Program allowing them to give in—house approval of
mortgages insured by FHA.

Upfront Discount Points — The first disadvantage is that the seller, as
with a conventional loan, in some cases may have to pay a discount or
points to have a property financed through FHA. Up until 1983, FHA set
the interest rate which was usually below the market rate for conventional
mortgages. Sometimes the interest on FHA was too much below the
conventional market and thus lenders were not interested in making FHA
loans even though the risk was less. In order for the lender to be
interested, he will require the seller to pay additional money up front. This
money is usually expressed as a percentage of the ban, called points.
Each point is equal to 1 percent of the loan amount. These points may be
paid by the seller. These discount points ranged from 1 to as many as 8.
Thus, if a person wished to sell a house and the FHA loan was $57,000,
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each point of discount that was charged by the lender cost the seller $570,
or 1 percent of the loan amount.

. Conforming to MPR — The final major disadvantage to the FHA program
is that if the property does not meet the minimum standards, prior to the
final approval of the loan the property must be brought to the minimum.
This cost can range from a few dollars to several thousand. The cost of
repairs is usually borne by the seller, thus making this a disadvantage to
the seller. In some instances, sellers will not sell their property FHA—
insured because they know that it will not meet the minimum standards.
From the purchaser's point of view, however, it is an advantage.

CHARACTERISTICS OF FHA LOANS

. The maximum loan fee is 1% of the loan amount. The buyer normally pays
this fee.
. Secondary financing is allowed with a new FHA loan provided the

combined FHA loan and second loan do not exceed the FHA maximum.

. The maximum term is 30 years or 75% of the remaining economic life of
the property, whichever is less. The amount of remaining economic life is
determined by the appraiser.

. The FHA requires that monthly payments include principal and interest,
taxes, fire insurance and Mutual Mortgage Insurance (MMI), often referred
to as PIT + MMI. The monthly amounts paid toward taxes, insurance, and
MMI are deposited in an impound account, also called an escrow account.

. There is no maximum purchase price. The buyer can pay more than the
FHA appraisal. However, the loan will be based on the FHA appraisal if it
is lower than the purchase price.

. The interest rates and discount points are completely negotiable between
the lender and the borrower.

. The borrower must occupy the property.

. FHA appraisals (called “unconditional commitments”) are good for six
months on existing property and one year on new construction. The FHA
uses independent fee appraisers who are “FHA qualified.”
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. The FHA requires that existing property must have no evidence of termite
infestation. Certification must be obtained from a recognized termite
inspection company.

. Borrowers must pay two mortgage insurance premiums. The first is
identified by the initials MIP. It is an up—front fee measured by 1.5% of the
loan amount in the case of a 30—year loan. It may be paid in cash through
escrow, or it can be financed by adding it to the loan amount.

The second, MMI, is paid monthly, measured by 2% (.5%) divided by 12,
computed on the average annual loan balance with this premium

dropping slightly each year. For 15—year loans, the up—front fees are
lower, and monthly MMI drops to .25%. If the borrower attends a qualified
homeowner education class the up—front fees can be lowered further. MMI
premiums may be dropped when the remaining loan balance is 80% LTV
or less.

Due to the complexity and constantly changing rules, it is suggested that
you check with local lenders for the latest insurance premium charges at
the time the loan is applied for.

¢ Direct Endorsement — A previous disadvantage was the length of time it
took to approve an FHA loan. However, many lenders now have “direct
endorsement” approval, which means the lender can underwrite the loans
and do the FHA processing in—house.

It should be noted, as explained below, that the FHA does place a dollar—
limit on the maximum insured loan.

FHA LOAN AMOUNTS

Before writing up a purchase contract, a salesperson must know how the FHA
calculates the maximum amount. Both FHA and conventional lenders base their loans
on a fixed percentage of the lower of the property's sales price or appraised value. FHA
multiplies this result by an appropriate percentage in order to determine the maximum
loan amount it will insure. Maximums vary within states, and state—to—state, depending
upon whether FHA has designated them as “low closing cost” or “high closing cost”
states.
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= California is classified as a “low closing cost” state.

Maximum FHA LOAN AMOUNTS
The percentages, based on the lower of sales price/appraised value are as follows:

Low Closing Costs States - $50,000 or less 98.75%
Over $50,000, up to $125,000 97.65%
Over $125,000, up to allowed maximum 97.15%
High Closing Costs States $50,000 or less 98.75%
Over $50,000, up to allowed maximum 97.75%

These limitations prevail as long as the borrower has a cash investment of at least 3%
in the property. If the borrower has no investment in the property other than the down
payment, the loan—to—value ratios will drop to an even 97%.

The 3% investment is ordinarily composed of down payment, plus the payment of
enough qualifying nonrecurring closing costs to make up the difference. If the
borrower invests more than 3%, the above—shown ratios apply. Discount points are not
considered, nor are “prepaids,” such as taxes, insurance, and interest.

Allowable nonrecurring closing costs include such items as: loan origination fee,
appraisal fee, credit report fee, title, and escrow fees.

In calculating the percentage of investment, only the lower of sales price/appraised
value is considered. However, the allowable closing costs may be counted in the
process of satisfying the 3% requirement. Calculations are set forth below.

<= Example 1:
Over $50,000, up to $125,000 (Low Closing Costs)

Sales price/value $100,000
Maximum LTV ratio X 97.65%
Maximum loan amount $97,650
Sales price/value $100,000
Maximum loan amount -97,650
Down payment $2,350
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Minimum qualifying closing costs to be paid $650
3% investment needed $3,000

& Example 2:
Over $125,000 (Low Closing Costs)

Sales price/value $150,000
Maximum LTV ratio X 97.15%
Maximum loan amount $145,725
Sales price/value $150,000
Maximum loan amount —-145,725
Down payment $4,275
Minimum qualifying closing costs to be paid $225

3% investment needed $4,500

FHA regulations state that the required cash investment must be from the borrower's
own funds, however, home ownership using FHA financing is made even easier: the
funds—the 3% investment—may come from a bona fide gift, a loan from a governmental
agency or instrumentality, or a loan from a family member. Any loan payments in
addition to the primary loan must be counted in qualifying the borrower. The junior lien
must not require a balloon payment within five years from date of execution.

The 3% investment may not come from loans from other sources, such as the seller, the
builder, or premium pricing. If the seller or builder offers a $1,000 “decorating
allowance” or similar inducements to purchase, the maximum loan basis is decreased
by that amount.

FHA TITLES & SECTIONS

The National Housing Act of 1934 created the Federal Housing Administration. The act
has eleven titles, or subdivisions, with further subdivisions called Sections.

TITLE | — PROPERTY IMPROVEMENT LOANS

FHA will also insure loans to finance improvements, alterations, and repairs of individual
homes, apartment buildings, and nonresidential structures. Under Title |, loans on single
family homes may be as high as $17,500 and the term of the loan may extend to 15
years and 32 days. Anyone eligible to meet the general FHA qualifying guidelines is
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able to secure a home improvement loan. For details once again, please visit their web
site.

TITLE Il - MORTGAGE INSURANCE LOANS

Title Il of the National Housing Act sets up a permanent program of mortgage insurance
loans made for the following purposes:

¢ Section 203 — To finance the construction or purchase of one—family to
four—family dwellings, single—family dwellings for victims of a major
disaster and low—cost single family homes in suburban and outlying areas.

. Section 207 — To finance the construction of large scale rental housing
projects, seasonal homes, loans to certain veterans, and for mobile home
parks.

. Section 213 — To finance the construction of nonprofit cooperatives of the

management or sales type, and the purchase of individual mortgages
released from a sales type project mortgage.

. Section 220 — To finance the rehabilitation of existing dwellings and the
construction of new dwellings in designated urban renewal areas.

. Section 221 — To finance lowest new or rehabilitated housing for the
relocation of families displaced by slum clearance projects or other
governmental action. Section 221 is composed of three divisions: Section
221(d)(2) is utilized to finance single—family units, Section 221 (d)(3) to
finance subsidized multifamily units and Section 221 (d)(4) to finance
nonsubsidized multifamily units.

. Section 222 — To finance the purchase or construction of dwellings by
servicemen on active duty with the Coast Guard and the National Oceanic
and Atmospheric Administration.

¢ Section 223(f) — To finance the purchase or refinancing of existing multi—
family projects. Minimum size — 8 living units.

. Section 231 — To finance the construction or rehabilitation of rental
housing projects designed specifically for elderly persons.

. Section 232 — To finance the construction of facilities for skilled nursing
care, convalescents and others who do not need hospital treatment.
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Section 233 — To finance single and multifamily units where the design
and(or material used is of a nature to be considered experimental.

Section 234 — To finance the purchase or construction of multifamily
structures where the individual purchases the unit and is given deed to
same along with undivided interest in common areas and facilities. This
section is commonly known as the Condominium Housing Program.

Section 235- To provide homeowner—ship assistance in the form of
periodic payments by the FHA to mortgagees, which would reduce interest
costs to the purchaser of market rate home mortgages and on the share of
a cooperative association mortgage.

Section 236 — To provide assistance to tenants and cooperators in the
form of periodic interest reduction payments by FHA to the mortgagee for
rental and cooperative housing projects serving low—income families.

Section 237- To finance homeowner-ship for certain lower—income
families who cannot qualify under normal standards because of their poor
credit records, but who can meet mortgage payments with appropriate
budget and financial counseling.

Section 241 — To finance improvements or additions to a multifamily
protect, nursing home, or group practice facility that is subject to a
mortgage insured under a section or title of the Act.

Section 242 — To finance new and rehabilitated (modernized) hospitals
including major removable equipment to be used in operating them. The
hospital must be owned and operated by one or more corporations or
associations, eligibility of which is determined by the Public Health
Service.

Section 243- To provide homeowner—ship for middle—income families.

Section 245 —To finance the purchase of a single—family dwelling under
the Graduated Payment Mortgage Plan. Limited to owner—occupants, it
permits lower monthly payments in the first 5 years of the loan, increasing
each year to a final and constant level, higher than would be the case
under 203b. Cash down payments usually are higher.
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. Title X — To finance the purchase of new land and the development of
improved building sites or to finance the development of new communities
in amounts up to $25 million for any one project. Repayment periods may
not exceed 10 years.

. Title XI — To finance a program providing group practice medical facilities
for preventive, diagnostic and treatment services to ambulatory patients
with mortgages up to $5 million with terms up to 25 years.

The most commonly encountered are Sections 203(b) and 245 described here.

SECTION 203(B)
Under the 203(b) program:

1. Anyone 18 and over is eligible.

2. Loans are available on properties of from one to four units.

3. U.S. citizenship is not required; resident aliens are eligible.

4. The FHA establishes a range of maximum loan amounts for one—to four—

unit dwellings that vary according to area. For example, the California
maximum loan on a single—family dwelling is $261,609. The cost of
housing in a particular area determines the maximum loan amount, which
is adjusted periodically to keep up with property values.

Figure 5-1: Freddie Mac Maximum Loan Amounts In High—Cost Areas (2002)

No. of Units Loan Amount
1 $261,609

2 334,863

3 404,724

4 502,990

SECTION 245 — GRADUATED PAYMENT MORTGAGE (GPM)

GPM is a mortgage where the early payments are low and rise over a period of time. It
should be noted that the early payments of a GPM are not sufficient to cover the
amount needed to amortize the loan fully, so the homeowner is borrowing additional
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monies that are added to the principal balance to be paid back in the future. To state
this another way, it is said that the GPM for the first few years is in negative
amortization.

Persons applying for the GPM must be aware that the monthly payments to principal
and interest will increase each year for the next 5 years depending upon which of the
GPM plans is selected. Applicants should also be aware that over the life of the
mortgage, they will pay more interest than if they had secured a level-payment loan.
Finally, any persons who will use the GPM must be made aware that they will have to
make a larger down payment than those required under Section 203(b) or a level-term
mortgage.

There are three GPM plans available to the prospective homebuyer. The three basic
GPM plans vary the rate of the annual monthly payment increase from 2 percent per
year to 7.5 percent per year.

The following will give the percent of increase and the number of years of increase for
each plan:

Plan | — The payment will increase at the rate of 2.5 percent per year for 5 years.
Plan Il — The payment will increase at the rate of 5 percent per year for 5 years.

Plan Il — The payment will increase at the rate of 7.5 percent per year for 5
years.

It is important to note that the monthly payments only increase yearly, not monthly, and
that at the end of the fifth year the payments are level and are higher than those of a
level or straight amortized mortgage. The reason for the higher payment, as stated
previously, is that the homeowner has been in negative amortization and is now starting
to repay the funds borrowed.

The GPM has the same term as mortgages insured under Section 203(b), that is, up to
a maximum of 30 years.

The maximum loan amount under Section 245(a) is the same as 203(b). thus it is set
area—by-area.
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DEPARTMENT OF VETERANS AFFAIRS

The U.S. Veterans Bureau was founded in 1916 to assist needy veterans of the Civil
War and Spanish American War. Its name changed to the Veterans Administration in
1930, then again in 1989, when it was elevated to cabinet level with the designation
Department of Veterans Affairs.

The DVA is not usually a direct lender, but guarantees the lender against partial loss
caused by default of a veteran borrower on a loan for a home (1 to 4 units), mobilehome
with or without site, or a condominium or other cooperative unit.

PROCEDURE

These loans are administered by the U.S. Department of Veterans Affairs, formerly the
Veterans Administration. A DVA appraiser estimates value and issues a “Certificate of
Reasonable Value” (CRV). The loan is then made by an approved lender. (The DVA is
permitted to make direct loans in some instances.)

ADMINISTRATION OF DVA

In 1944, Congress passed the Gl Bill of Rights. This bill provided many benefits to
veterans, including provisions guaranteeing real estate loans to veterans. The loan
Guarantee Division of the Department of Veterans Affairs is responsible for
administering the program. Generally, the DVA operates like the FHA. One difference is
that the DVA guarantees a loan, and while the FHA insures a loan, and while the FHA
insures the whole loan, the DVA guarantees a portion of it. As of 2002, the maximum
guarantee on a loan is $60,000. The exact amount of guarantee to lenders in case of
borrower default is based on the loan amount, as follows:

Loan Amount Guarantee to lender
Under $45,000 50% of the loan
$45,000 to $56,250 $22,500

$56,251 to $144,000 40% of the loan
$144,001 to $203,000 25% of the loan
$203,001 to $240,000 $60,000

& Example:

If a veteran were applying for a $180,000 loan, the guarantee would be $45,000
(25% X $180,000). If the loan were $40,000, the guarantee would be $20,000 (50%
X $40,000).
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Whether a loan is insured or guaranteed is important only if foreclosure occurs. In
foreclosure cases, the DVA has two options:

1. It can pay the lender the balance on the loan and take back the property.

2. It can give the lender the property and pay it the amount of the deficiency,
up to the maximum amount of the guarantee.

By contrast, under FHA loans, the lender is always paid off and the property is taken
back by the FHA.

ELIGIBILITY / ENTITLEMENT
A veteran's eligibility or entitlement is derived from one of three active duty criteria:

. 90 days of continuous active duty; discharge because of a service
connected disability; or separation under other than dishonorable
conditions during any of the following wartime periods:

World War Il September 16, 1940 to July 25,1947
Korean Conflict June 27, 1950 to January 31, 1955
Vietnam War August 5, 1964 to May 7,1975
Persian Conflict August 2, 1990 to present
. 181 days of continuous active duty for other than training purposes or

discharge because of a service connected disability; or separation under
other than dishonorable conditions during the following peacetime periods:

July 26, 1947 to June 26,1950
February 1,1955 to August 4,1964
May 8, 1975 to August 8, 1980

. Two years of continuous active duty or separation under other than
dishonorable conditions during the peacetime period from September 8,
1980 to the present.
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Unremarried spouses of veterans may be eligible for DVA loans if the veteran died while
in service of a service—connected injury or iliness. Unremarried spouses of veterans
who are listed as missing in action may also be eligible for OVA home loans.

As partners, several veterans, related or not, may purchase one—family to four—family
homes as long as they intend to occupy the property. A veteran and a non-veteran may
purchase a home together as co—borrowers, however the OVA will not guarantee the
non-veteran's portion of the loan. The OVA does qualify common—law marriages without
reduction of the loan guarantee for the non—veteran, as long as proper documentation
has been recorded.

The two major advantages of the DVA loan are that no down payments are required on
full entittement loans and seller can pay all of the veteran's closing cost, including any
escrow requirements. Thus, a veteran could purchase a home with absolutely no cash
investment. Another advantage is that no mortgage insurance premium is required on a
OVA loan, although there is a funding fee that can be paid in cash or added to the loan.

CERTIFICATE OF ELIGIBILITY

One of the most important documents needed for a loan application by a veteran is a
Certificate of Eligibility. To receive this certificate, the veteran must secure forms for a
Determination of Eligibility and Available Loan Guarantee Entitlement. These forms
must be accompanied by evidence of military service. At present, veterans receive their
certificate of eligibility with their discharge from service.

The Certificate of Eligibility indicates the amount of the veteran's entitlement. The
entitlement is the maximum number of dollars that the DVA will pay if the lender suffers
a loss. Since the maximum entitlement is $60,000, the maximum guarantee on a loan is
therefore $60,000.

GENERAL INFORMATION ON DVA LOANS

The FHA has a number of loan programs. In contrast, the DVA has only one program,
offering either fixed or adjustable interest rates, and one set of rules that generally
applies to all its loans.

. No Down Payment — The DVA does not require a down payment — the
veteran is allowed to borrow the full amount of the purchase price. What
happens if the DVA appraises the property for less than the purchase
price? At one time, the DVA would not allow the veteran to pay more than
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its appraisal. This caused real problems, since many veterans were willing
and able to do so. This regulation prevented these veterans from
purchasing a house of their choice. The regulation has since been
eliminated. Now, the DVA will allow a veteran to pay more than the
appraisal, but the loan amount cannot exceed the appraisal. The
difference between the purchase price and the appraisal has to be in
cash, and the money cannot be borrowed.

Type of Property — The DVA guarantees loans on properties from one to
four units and units in planned unit developments and condominiums. The
DVA approves new properties only if they were built under FHA or DVA
inspections. If a property was not built with FHA or DVA inspections, you
have to wait one year after the house has been completed. Then you can
order the appraisal. Some exceptions to this one—year rule are (a)
property located in a remote area where obtaining FHA or DVA
inspections would be inconvenient; (b) property built by a small builder
who does not normally use DVA loans to finance the sale of houses.

Owner Occupying the property — The veteran must occupy the property.
The DVA does not have a program for veterans who do not intend to
occupy the property.

Monthly Installments — Technically, the DVA requires only monthly
principal and interest payments. It does not require property taxes and
insurance to be included. However, the DVA recommends that these be
included, and the deed of trust provides lender authority to collect them.
As a practical matter, all DVA loans include the taxes and insurance in the
monthly payment.

Interest — Must remain at original loan rate except on adjustable rate
mortgages (ARMs).

Repayments — May be with equal monthly payments of principal and
interest or on a graduated payment plan.

Prepayment Penalty — None

Secondary Financing — Allowed if certain conditions are met; subject to
DVA review.
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. Discount Points — Seller must pay discount points, except on
construction loans or refinancing.

. Taxes and Insurance — Impounded and prorated in an amount included

in the monthly payment.
. Assumption and Resale —

. Assumption — Another Veteran. One veteran may assume another
veteran's loan by substituting eligibility.

o Non—Veteran — The Gl loan may be assumed by a non—veteran
with USDVA approval, although USDVA approval is not required for

loans made before March 1, 1988. Unless the veteran (seller)
obtains a “release from liability” certificate from the DVA, the

veteran remains liable. Even with USDVA approval of assumption,
the veteran does not regain eligibility until the loan is fully paid off.

. The veteran may sell to another eligible vet who agrees to assume
the loan; however, unless the new vet obligates his entitlement to

the assumption, the original vet remains liable unless given a
release of liability from the DVA.

o “Subject to”-The veteran remains primarily liable.

. Interest rate — The interest rate and discount points are negotiable

between lender and veteran—borrower. The seller may pay the discount
points, the buyer and seller may split the payment, or these points can be

paid by a third party.

. Loan origination fee — The lender may charge the veteran borrower up to
one point loan fee, which goes to the lender, plus a funding fee (points),
which goes to the Department of Veterans Affairs and is based upon the

amount of down payment:

° 2% for loans with less than 5% down.
° 1.5% for loans from 5% to less than 10% down.
° 1.25% for loans with 10% or more down, and for all

loan assumptions.

1% for loans on manufactured homes.
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Higher fees apply to Reserve and National Guard members.

Loan Term — The term cannot exceed the remaining economic life of the
property, with a maximum term of 30 years.

Maximum Loan — There is no maximum loan amount under DVA rules.
This does not mean you can obtain a no—down DVA loan in any amount.
Since the DVA guarantees only a portion of the loan, lenders limit the
amount they will lend on DVA loans. Most lenders use the maximum loan
amount set in the secondary market.

As stated earlier, since the bulk of DVA loans are sold to Fannie Mae or
Freddie Mac, lenders follow FNMA or FHLMC rules. Both agencies limit
the maximum loan to four times the entitlement. At the present entitlement
of $60,000, the maximum loan would be $240,000. when the entitlement is
increased, the maximum loan is thereby increased. The main point to
remember is that the DVA does not set the maximum loan amount; it is
the lender that determines the amount. Regardless of the loan amount,
the DVA will not reimburse the lender for more than the amount of
entitlement, regardless of what the lender's loss may be upon foreclosure.

Gifts — Gift letters are required to confirm the nature of gifts.

Additional Income — Child support and alimony can be acceptable
income for qualifying if received monthly and consistently.

Co-Buyers — If both husband and wife are veterans, the amount of the
USDVA guarantee may be doubled. Also, several veterans may use their
entitlements to acquire property together.

GPM - Graduated Payment Mortgage. — Since 1981, the DVA (now the
USDVA) has been authorized to guarantee GPM loans, which require
small down-payments but allow lower monthly payments for the first year,
increasing annually during a graduation period. There is negative
amortization during this graduation period. The plan is based on Plan lll,
Section 245, FHA—-insured loans. This plan provides for increasing loan
payments at a rate of 7 2% per year for the first five years.

Refinance — Interest Rate Reduction. An existing Gl loan can be
refinanced with a new USDVA—guaranteed loan at a lower interest rate
without the use of additional loan guarantee entitlement. The refinancing
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loan must be secured by the same home. The loan may not exceed the
old loan balance plus allowable closing costs and a reasonable discount.

The veteran may not receive any cash proceeds.

¢ Requirements — USDVA—-to—USDVA refinancing is a much simpler
process than obtaining a new Gl loan:

o No termite inspection is required.

o No credit report is required; however,

. Rear payments must have been made on time.

J The loan fee can be included in the new loan.

o The appraisal must establish an adequate value to secure the new
loan balance.

. Appraisal — The DVA—completed appraisal is turned in to the Regional
Office to be checked and reviewed. The next step is to issue a Certificate

of Reasonable Value (CRV). Reasonable value means current market
value, which the certificate states. In practice, the DVA never issues a

certificate showing a value greater than the sales price. If a property sells
for $140,000 and the DVA believes the property is worth $145,000, the
CRV will show a value of $140,000. However, if it believes the property is
worth only $136,000, the CRV will show a value of $136,000. CRVs are

valid for six months.

. Secondary financing — It is commonly believed that a second loan on a
DVA transaction is prohibited. This is not technically correct. Seconds are
allowed but rarely used because they are not practical or not understood.

Secondary financing can be approved on a case—by—case basis. The DVA
Regional Office will determine on what basis it is acceptable. Generally, it
is desirable that the second carry the same interest rate and terms as the

first loan. The first and second loans added together cannot under any

circumstances be more than the CRV. An example where a second can

be used is as follows:

Sales price/CRV $266,000
Maximum loan available from lender —-240,000
Down payment from buyer — 20,000
Second mortgage $ 6,000
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In this example, we need an additional $6,000 to complete the transaction.
If the seller is willing to carry back a second loan at the same rate and
terms as the first, the sale can be made.

. Termite reports — The DVA requires that a structural pest report be
obtained from a recognized inspection company. Necessary work must be
done, and both the veteran and an inspector must certify that the work is
done satisfactorily.

. Closing costs — The DVA has several rules that are unusual. The DVA
will not allow the veteran to pay for nonrecurring closing costs, such as
termite reports, escrow fees, tax service fees, document preparation fees,
notary fees, or a certificate of reasonable value that was ordered before
the veteran agreed to purchase the property.

The DVA allows the seller to pay all of the closing costs, including prepaid
expenses and recurring closing costs such as tax impounds, fire
insurance, and so on. Most lenders require buyers to pay for prepaid
items. A “seller pay all” is often referred to as a “DVA no—no”—no down,
no closing costs.

In the discussion of FHA loans, the advantages and disadvantages were listed. Most of
the advantages and disadvantages also apply to DVA loans. Some differences,
however, are worth listing.

ADVANTAGES OF DVA LOANS

In comparison with conventional loans, USDVA—guaranteed loans have these
advantages:

. No Down Payment — DVA—guaranteed lenders ordinarily do not require
any down payment on loans up to $240,000. This is the maximum that
FHLMC and FNMA will purchase in the secondary market, to be
discussed in Chapter 7. Since $60,000 (.25 x $240,000) is the maximum
guarantee to lenders, the difference, $180,000, is the lender's exposure,
or risk (75% loan—to—value). The relatively high loan amount without a
down payment requirement makes a DVA loan highly desirable. The “no
down” feature is ideal not just for moderate—income people. Business and
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professional people are also attracted to DVA loans because they can use
the money they save on a DVA loan in their business or other
investments.

¢ No Closing Costs, or minimal closing costs.

. Easy Qualifying — DVA loans has a better qualifying ratios than the
conventional loans. Qualifying DVA loans will be discussed in details in
chapter 13.

. No Prepayment Penalty — The veteran—-borrower may pay off the loan in
full at any time without penalty.

. Assumable Loans, with Limitations — Loans made before March 1,
1988, are freely assumable. Properties can even be sold subject to that
existing financing, although no release of liability could be obtained with
such a sale. For loans made and guaranteed by the USDVA since March
1, 1988, the USDVA or the loan holder must give prior approval for any
sale of property securing USDVA loans unless the loan is paid in full.
When approved the loan is assumable on its original terms.

. Lower—than—market interest rates.

. Appraisal — DVA appraisals, known as Certificates of Reasonable
Value (CRVs), are made by independent professional appraisers who
work for the DVA on a fee basis. Appraisals are made to protect the
veteran buyer. The DVA informs the buyer what it thinks is a reasonable
value for the property. The buyer is allowed to pay more than that value if
he or she agrees. This is protection for a buyer who is not aware of
property values. However, the buyer can back out only if the appraisal is
ordered after the purchase contract is executed.

DISADVANTAGES OF DVA LOANS
DVA loans have basically the same disadvantages as FHA loans.

. Qualifying — Certificate of Eligibility. The veteran must have (or obtain) a
Certificate of Eligibility from the USDVA. This establishes the amount of
the guarantee entitlement, whether full or partial.

. Discount Points — Lenders are not permitted to charge discount points to
“Gl loan” borrowers of purchase money loans. Therefore, a seller is
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required to pay the discount points for a buyer financing the purchase with
a Gl loan. Some sellers are reluctant to pay the necessary discount points,
especially in an active market with many qualified buyers.

Employment — Two years employment in the same field, or employment
in the field of a college degree or specialized training. Special
consideration may be given to a veteran recently discharged with very little
civilian employment experience.

Bankruptcy — Consideration is given case by case for veterans who have
experienced bankruptcy and since reestablished a credit record.

Debts — Payment obligations that will continue for six months or more will
be considered. Five percent of credit card balances will be considered
monthly payment obligations.

Lengthy Processing Time — Except for loans made by “supervised
lenders” (banks, S&Ls, and life insurance companies) which can make
automatically guaranteed loans, you run into the same problem with the
DVA and the FHA. Processing time, inflexibility, paperwork, and the usual
problems in dealing with a large government agency are disadvantages
unless the lender is qualified to process DVA automatics, which are in—
house approval programs.

Property Standards — The property must meet strict clearance
requirements, such as pest control inspection and code requirements.

The DVA also requires repairs that it feels are necessary. In some cases,
the DVA requires a certification from the city or county that the property
meets current building codes.

Lender Limits — DVA loans are usually not more than four times the
guarantee, or $240,000 without a down payment. DVA itself does not
prescribe a maximum, but lenders want saleable loans, hence their policy
of limiting veteran loans to four times the $60,000 DVA guarantee,
according to FNMA/FHLMC “market” requirements.
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CAL-VET LOANS

The Cal-Vet program is administered by the California Department of Veterans Affairs,
Division of Farms and Home Purchases.

Under the California Veterans Farm and Home Purchase Act, the state sells bonds to
raise funds to help veterans purchase a “farm or home,” including mobile home,
townhouse, or condominium (but not income properties, multiple units, or prefab or
modular homes).

Applicants may appoint their own real estate agent to act on their behalf, or apply
through a Cal-Vet certified mortgage broker and pay a one—point loan origination fee
(which can go to the mortgage broker). The money that funds the loans is obtained from
the sale of general obligation bonds and revenue bonds. There is also a program using
what are designated as “unrestricted funds” for qualified veterans with wartime service.
This can be used only as funds are available.

ADMINISTRATION
The program is administered by the California Department of Veterans Affairs.

. DVA appraises properties (may accept FHA or DVA appraisal).

. DVA prepares most of the documents needed in escrow, resulting in
minimal closing costs. A small loan origination fee is charged.

. DVA services the loan until paid in full.

. Expiration — California veterans must apply for a Cal-Vet loan within 25

years following release from active duty, except that those who were
wounded or are disabled or were prisoners of war have 30 years.

CHARACTERISTICS OF CAL—VET LOANS

. Eligibility — Cal-Vet financing is available to California veterans who
served honorably during wartime in the armed forces of the United States.
The veteran must be a native Californian or a bona fide resident at the
time of entry into the service, and must have participated in a military
expedition or campaign for which a medal was authorized by the
government.
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. Minors — Minors who lived in California for 6 months immediately
preceding entry into service from California are eligible.

. Spouses — Eligibility extends to unremarried spouses of California
veterans who were Kkilled in action, are prisoners of war, or are
missing in action.

Property — Cal-Vet has generally the same property standards as FHA
and DVA. The property must be a single—family dwelling or a unitin a
planned unit development or a condominium. Cal-Vet requires a structural
report and generally a roof inspection.

Maximum purchase price — None

Maximum Loan — The maximum home loan is $250,000, Farm loans may
go as high as $300,000, and mobile homes up to $70,000. An additional
$5000 can be borrowed to install solar heating devices.

Down Payment — Cal-Vet has DVA—guaranteed backing, and may use
PMI as well in certain cases. On loan amounts up to $240,000, the loans
are DVA guaranteed. The down payment requirement is 2%.

On loan amounts over $240,000, not to exceed $250,000, the down
payment requirement is 3%. In this case, the CDVA uses private mortgage
insurance, with a funding fee equal to the DVA funding fees. These fees
range from 1.25% to 3% if the down payment is 2% (with a maximum of
$240,000 total), and from 1.25% to 2% if the down payment is 3% (over
$240,000 up to $250,000). These one—time loan guarantee fees enter the
picture when the down payments are less than 20%, and can be paid by
seller or buyer. On loans up to a maximum not exceeding $240,000, the
fee can be financed. If the loan amount exceeds $240,000, the fee must
be paid up front in cash.

Prepayment Penalty — Now the same as on other owner—occupied
homes: 6 months' interest 9n the amount prepaid in excess of 20% of the
original loan amount, if pre p aid during the first 5 years.

Impound — Required for taxes and insurance. Included in monthly
mortgage payments are principal, interest, property taxes, and fire,
disability, and life insurance premiums.
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. Term of Loan Repayment — Usually 30 years but can later extend for up

to 40 years under extenuating circumstance.

. Interest Rate — The interest rate is variable. The rate is checked

periodically to determine if a change is necessary (it has never exceeded
8%). When the interest rate changes, either the monthly payment or the
amortization period may be changed. The cost of the bonds and running
the program determine the interest rate. Start rates may vary with market
considerations. In 2002, revenue bond programs were 6% with a cap of
.5% over the start rate; general obligation bond programs were at 7.25%
(for mobile homes, add 1 percent); and unrestricted funds were at 6.5%.

The department also has a lower interest rate for the qualified mortgage
bond program, using revenue bonds only, for “first time home buyers” and
for “targeted area purchasers.” There are purchase price limitations and
income limits for target and non—target areas. These are set according to

guidelines furnished by the federal government, and Cal-Vet has no
discretion regarding these limitations.

. Secondary Financing — At the time of purchase, secondary financing is
permitted. The combined Cal-Vet loan and secondary financing cannot

exceed 98% of the Cal-Vet appraised value.

. Title to Property — When a property is being financed with a Cal Vet loan,
title is first conveyed to the Department of Veterans Affairs of the State of

California by the seller. The department then sells the property to the

veteran under a land contract of sale. The department continues to hold
legal title until the veteran has paid the loan in full, after which the buyer
gets a grant deed. The department uses a standard CLTA joint protection

policy, rather than a “lender's” ALTA policy.

. Loan Origination Fee — The application fee is $50, plus an appraisal fee

paid by the applicant.

¢ Refinancing — No refinancing are available, with a possible exception
where a Cal-Vet take—out is arranged prior to obtaining an “outside”

construction loan, and prior to transfer of title to property. However, if your
old loan is paid off, a new Cal-Vet loan is available. Cal-Vet loans may be

paid off without penalty and may be used over and over.

. Occupancy — The veteran or an immediate member of the family who
qualifies as a dependent must occupy the property.
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. Death — A Cal-Vet must apply to be insured under the State's Home
Protection Plan of life Insurance. If approved for life insurance, the basic
coverage provides for payment in full of the contract balance as of the
date of death of the insured.

. Disability — Disability insurance is required for those under age 62 whose
health condition is acceptable and who are working full time for full pay.
The disability insurance terminates at age 62 unless benefits are being
paid at that time.

. Fire and Hazard Insurance — DVA contracts for fire and hazard
insurance for most properties. Premium payments for this and other
insurance are included as a part of the loan installment.

. Construction Loan — All other qualifications remain the same. Cal-Vet
usually uses a five—draw system, with the construction period ordinarily
nine months, followed by 29—year/3—month amortization.

ADVANTAGES AND DISADVANTAGES OF CAL—VET LOANS
The main advantages of the Cal-Vet loan are its relatively low interest rate; inexpensive
life, fire, and disaster (flood, quake) insurance; and low closing costs.

Disadvantages include lack of refinancings and occasional shortage of available funds
for the program. For unmarried couples, another disadvantage might be that Cal-Vet
can refuse to allow assignment of the veteran's contract of sale to the couple as joint
tenants.

Table below compares the different types of government-backed loans.

Figure 5-1: Comparison of Government-Backed Loans (as of January 2002).

FEATURE FHA DVA CAL-VET

Purpose of loan 1—4 units 1—4 units Single dwellings,
condominiums

Eligibility U.S. resident U.S. veteran Qualified veteran

Expiration of Indefinite Indefinite Must apply within 30

eligibility years from date of
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discharge
Maximum purchase None None None
price
Maximum loan Varies by counties None by DVA; $250,000 for homes
261,609 lenders limit loan $300,000 for farms
334,863 amount
404,724
502,990
Down payment Minimum 3% None, but limited to 2% to 3%
CRV
Maximum term 30 years 30 years 30 years
Secondary financing Allowed with Allowed with Allowed with
limitations limitations limitations
Interest rate Fixed Fixed Variable rate
Prepayment penalty None None None

< For more information on Cal-Vets, please visit their web-site
www.cdva.ca.gov

STATE AND LOCAL REGULATIONS

In addition to direct government involvement in real estate finance, mostly at the federal
level, there are state and local agencies and programs that have important direct and
indirect influence.

STATE FINANCIAL AGENCIES

These enforce and are regulated by the laws pertaining to California licensed savings
and loan associations, banks, insurance companies, credit unions, and mortgage
companies. These agencies can have far—reaching effects upon the mortgage market.

. Department of Savings and Loan
¢ Department of Banking
. Department of Insurance

. Department of Corporations
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. Department of Real Estate

. California Housing and Financing Agency

LocAL GOVERNMENT AGENCIES

Many local agencies and commissions can affect the mortgage market in terms of
demand and Supply of money and property in their immediate area. Some of these are:

ZONING COMMISSION

. Tax assessor's office
. County supervisors and city council Building and safety departments
. Fire, police, park, utility, and transportation departments

CALIFORNIA HOMESTEAD LAW

California law permits homeowners to protect their residences from forced sale to
satisfy certain types of debts, by recording a Declaration of Homestead.

PROTECTION

The protection offered by homesteading is limited as to type of property, types of debts,
and amount of exemption.

. Eligible Property — Any residence may be homesteaded, but vacant land
is not eligible.
. Single—family residence, including a mobilehome
o Multiple units, if one unit is owner—occupied
o Unit in condominium, community apartment, or stock co—op
o Business—residential property if primarily residential
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o Dwelling on land that is leased with an unexpired term of two years
or more
. Claims Protected Against — Homesteaded property is protected against

judgments recorded after the recording of a declaration of homestead, for:
o Damages
J Medical bills
. Business debts

. Claims Not Affected — Homesteading does not protect against secured
liens of taxes, mortgage, trust deed, or mechanics liens, nor against an
unsecured lien recorded prior to the recording of the homestead

declaration.

. Amount of Protection — The home is protected against seizure and sale
as long as the owner's equity does not exceed the allowed exemption of:

o $30,000 for any person, except

° $45,000 for a member of a “family unit”

o $75,000 if the homestead declarant or the declarant's spouse is 65
years of age or older, or physically or mentally disabled and thus
unable to work, and this is so stated in the declaration, or if the

declarant is 55 years of age or older with a gross annual income of
not more than $15,000 ($20,000 per year for a married couple).

The proceeds from a forced or voluntary sale of a homestead must be reinvested in
another home within 6 months, or proceeds are available to claims remaining after sale.

CLAIMING THE EXEMPTION
The declarant must record the homestead in the county where the property is located.
. Effects — A recorded declaration of homestead:

o Will be valid against eligible debts if recorded any time prior to the
recording of the unsecured creditor's judgment.
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. May be declared by either spouse on community, joint tenancy, or
tenancy in common property, but not on separate property of the
other spouse in which declarant has no ownership interest.

° Is not an encumbrance.

. Required Information — Declarant must state the following. Any false
statement invalidates a homestead.

. Claimant is “head of family,” if such is the fact
o If married, name of spouse
. Whether 65 years of age (to obtain higher exemption amount)
. Resides on premises claimed as a homestead
. Description of premises
¢ Termination — A homestead is ended by three methods only:
. Recording notice of “Abandonment of Homestead”
. Sale of homestead property
. Recording of a subsequent “Declaration of Homestead.”

FORCED SALE OF A HOMESTEAD

If the owner's equity exceeds the exemption, a court may order the property sold to pay
the claims of judgment creditors.

¢ Priority of Distribution — Money realized from the forced sale is allocated
to outstanding claims in the following order.

1. Cost of sale

2. Taxes and assessments

3. Secured liens (mortgage, trust deed, mechanics liens, etc.)
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4. Declarant's exemption
5. Unsecured creditors claim
6. Balance to declarant (if any)
¢ Decision to Sell — The court's decision to order a sale is based on

whether the proceeds will satisfy the debts. If the total of the first four
priorities is less than market value, the property is sold.

DECISION TO HOMESTEAD

There is no need for a declaration of homestead until a suit has been filed which
threatens financial disaster.

. Timing — Homestead can be recorded up to judgment date. There is no
need to record until trial date, if any.

. Effect on Credit — Prospective creditors may be suspicious of a loan
applicant if homestead has been recorded on the property being used as
collateral. (“What other creditor is this owner trying to avoid?”)

. Last Minute Protection — California Civil Code Sections 1240 and 1245
and Code of Civil Procedures Sections 690 et seq. provide limited
protection for a non—homesteaded home. When a writ of execution is
served, the homeowner has 10 days to record a special claim of
exemption, subject to court hearing.

. Licensee's Role — A licensee who is not an attorney should never advise
on a homestead issue. It would be practice of law without a license, and
the licensee could be held liable for any financial damage caused. A
licensee is obligated to inform those he serves, and should suggest they
obtain proper legal advice in manners such as these.

& INTERNET WEB LINKS

www.fanniemae.com Supplier of conventional home mortgages
funds in terms of assets, and issues debt.
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www.freddiemac.com Stockholder—owned corporation chartered by
Congress in 1970 to create a continuous flow
of funds to mortgage lenders.

www.ginnemae.gov About Ginnie Mae. What's New. ARMs.
Guides. Resources....What's New. Ginnie
Mae Training For GinnieNET. ...

www.ofheo.gov Office Of Federal Housing Enterprise
Oversight (OFHEO). OFHEQ's primary
mission is ensuring the capital adequacy and
financial safety and soundness of the
Federal National Mortgage Association
(Fannie Mae) and the Federal Home Loan
Mortgage Corporation (Freddie Mac).

www.va.gov Provides information on VA programs,
veterans benefits, VA facilities worldwide,
and VA medical automation software.

www.hud.gov U.S. Department of Housing and Urban
Development (HUD)
www.fhatoday.com FHA mortgage center offers purchase and

refinance loans to home buyers nationwide.
FHA mortgage lender offers purchase and
streamline refinance mortgages to home
buyers nationwide.

www.cdva.ca.gov Cal-Vet Loans, Now is a Great Time to use
a Cal-Vet Loan! If you're ready to buy a
home, Cal-Vet is here to meet your home
financing needs!
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CHAPTER QuIZ

1. The FHA title that is used to purchase homes is:
A. Title |
B. Title Il
C. Title 1l
D. Title IV
2. FHA—insured loans insure lenders against
A. Decline in real estate values.
B. Loss due to foreclosure.
C. Loss due to borrowers losing their jobs.
D. Late payments by borrowers.
3. Among the secondary objectives and results accomplished by the FHA are:
A. Comprehensive system of valuing property and land mortgage risks
B. Minimum standards of construction
C. Scientific subdivision planning to protect against neighborhood
deterioration

D. All of the above

4. The FHA has established certain MPRs that must exist before they will insure a
loan. MPR is an abbreviation for:

A. Maximum probability ratio
B. Mortgage protection rate
C. Minimum property requirements

D. Market price rating

5. A program where GNMA and FNMA for buying loans at par, which is less than
market value, is known as:

A. A pass through
B. The Tandem plan

C. REMIC
D. Discounting
6. When the Federal Reserve Bank feels that there is an inflationary trend in the

United States, it is likely to do which of the following:
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oo

Adjust the amount of reserves required for its member banks
Increase the discount rate

Enter into the government bond market in a selling capacity
All of the above

7. The term CRYV refer to:

A. Certified regional valuations.
B. Certified Reasonable value.
C. A loan guaranteed by the Department of Veterans Affairs.
D. A real estate agent who specializes in Gl loans.
8. The Federal Home Loan Bank:
A. Insures savings and loan associations against losses
B. Acts as a “banker's bank”
C. Insures commercial bank depositors against loss
D. All of the above
9. The Federal National Mortgage Association:
A. Is a stockholder—owned corporation
B. Purchases FHA, DVA and conventional loans
C. Is the leading secondary money market for mortgage notes
D. All of the above

10.  The following is used as the security instrument to finance a Cal-Vet loan:

ooy

Deferred deed
Land contract
Mortgage
Trust deed

5-56

Licensing School for Appraisal, CPA, Contractors, Insurance, Real Estate,

Notary, Nurse, Food Handlers, Tax and Securities



5: GOVERNMENT PARTICIPATION & BACKED LOANS

Answer Key: 1-B, 2-B, 3-D, 4-C, 5-B, 6-D, 7-B, 8-A, 9-D, 10-B
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CHAPTER 6: HARD MONEY LOANS &
CONVENTIONAL LOANS

iy

PREVIEW

This chapter covers conventional loans, their advantages and disadvantages, and how
to compare one lender with another. Buy—down loans are explained, and several
examples are given. The California Fair lending Regulations are outlined and analyzed.
The chapter concludes with a discussion of private mortgage insurance companies. We
will then look into the two types of loan, the conventional and nonconventional which
was discussed in previous chapter.

SOFT MONEY LOANS

A soft money loan is a loan where credit is extended but cash does not change hands,
such as a purchase money loan where the seller finances the buyer. The buyer would
give the seller a trust deed secured by the property purchased for the seller's equity
rather than pay cash by using savings or a loan from a third party lender.

HARD MONEY LOANS

Hard money refers to cash. In a hard money loan cash actually changes hands,
although generally in the form of checks.

& The term “hard money loan”’ has come to mean more than just a
cash loan. It is a loan made by an individual rather than
institutional lender.
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HARD MONEY MAKER

A hard money maker would be a lender who uses lender funds to make the loan.
While the funds used may be borrowed, the lender is at risk (we do not generally regard
institutional lenders as hard money makers. We consider private lenders to be hard
money makers).

HARD MONEY ARRANGER

A hard money arranger is neither the borrower nor the lender. The arranger is the
person who brings the parties together such, as a real estate loan broker. The arranger
finds a person willing to put up cash secured by a lien on real property and a person
willing to place a lien on real property in exchange for cash.

When we speak of hard money arrangers, we are normally speaking of arrangers
between private investors, rather than institutional investors and borrowers.

SOURCES OF FUNDS

PRIVATE INDIVIDUALS

Most loan funds are from personal or business savings. Some loan arrangers have
sought investors owning homes who had very low debt—to—equity ratios as well as those
having debt free residences. By refinancing, they are often able to borrow at a much
lower interest rate than they can loan their money at. They are thus able to make money
on this interest differential by trading on their equity. Even if their loans are well secured,
the investor in such a situation is placed at risk. Should the lien that they hold go into
default, they may not have the funds to make their own mortgage payments, which
would place their home at risk of foreclosure.

PENSION FUNDS

Pension funds are not taxed on earnings so theoretically they should be able to make
investments with lesser yields. In practice, pension funds are being pushed to perform
well.

Pension funds have discovered real property secured loans as an acceptable balance
between risk and yield. Both private individuals and private pension funds can avoid the
usury limitations and receive higher rates of interest by using brokers as arrangers of
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their loans. (If they made the loans direct, the usury law would apply.) Public pension
plans are exempt from usury limitations as are other licensed lenders.

Disclosure statements as to the particulars of a loan being offered that is secured by
real estate is required.

Disclosures need not be given to trustees of pension, profit sharing or welfare funds
having assets of $15 million or more. Pension funds with less than $15 million in assets
are treated as other non—institutional lenders. These pension funds receive the
Protection of required disclosures.

Persons who are borrowers on these hard money loans are generally willing to pay
interest charges greater than they would have to pay from institutional lenders because,
for a variety of reasons, they are unable to obtain financing from banks or savings bank
institutions.

LOAN CHARACTERISTICS

INCOME

Income indicates a borrower's capacity to make loan payments. The income figures
should be obtained from the borrower and verified where possible. Verification might be
from the borrower's pay check stubs or even copies of prior income tax returns.
Information of the income and what verification was made must be given to the lender.

% Reported income on tax returns for owners of small businesses
may be less significant to a lender than would wage income.

In cases of under reporting of income to defraud the government, small business
owners frequently jeopardize their position when conventional lenders will not grant
them purchase or equity loans because the small business owners lack the capacity (on
paper) to repay the loan.

ASSET BASED
Loans are secured by real property.

& The value of the real propertyr is the paramount criteria for making
the loan.
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The lender, while generally preferring performance from the borrower, wants to know
that in a worse case scenario (foreclosure) he or she is protected. The following factors
are of far lesser importance.

POOR CREDIT

A history which indicates problems in the past will deter most conventional lenders.
Since hard money makers are primarily interested in the security, many will make loans
in cases where the borrower appears risky and even likely to default if the property
value warrants the loan. Some hard money lenders are also dealers in real property.
These lenders will make loans in situations where they would be delighted if the
borrower defaulted and they ended up owning the property.

CREDIT DISCLOSURE

Even though a loan may be based on asset value, the arranger of hard money loans
has a duty to protect and fully inform lenders and borrowers. Credit of a borrower must
be checked out. Assuming that a borrower has financial strength based on his or her
possessions and lifestyle could result in loan broker liability. The normal procedure is to
obtain a TRW-type credit report from a credit reporting agency. If the report is
insufficient, such as no reported credit history, the loan arranger should request an
investigative report.

< The credit information must be disclosed to the lender.

PURCHASE MONEY LOANS

Purchase money loans are loans to purchase real property. It is an equity based
purchase loan.

= Most purchase money loans are made by institutional lenders who
offer significantly lower loan costs and interest rates.

Some of the reasons hard money arrangers get involved in purchase money loans
include:

¢ Property Type — Most institutional lenders are not interested in loans on
raw land or lots. It is often difficult to obtain loans on special purpose
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buildings or properties which are considered distressed for a variety of
reasons.

. Capacity — Due to outstanding debt or low income, a person might not
meet the proper ratio requirements of income to debt service costs. In
reality, people can often afford what they want. In Orange County, many
people pay over 50% of their income to be able to live in a desirable area.

Ratios are more likely to be used as a guide by hard money lenders rather
than as a rule that has been cast in stone.

. Credit — Prior credit problems because of personal problems or just
neglect disqualify many buyers from conventional loans. Hard money
lenders are less likely to be concerned with minor credit problems and
sometimes they are not terribly concerned with major problems.

EQuiTY BASED LOANS

Equity loans are loans that cover a property owner's equity. Equity is the difference
between all of the liens and obligations against a property and the fair market value of
the property.

& The majority of hard money loans are equity—based loans.

For reasons covered under purchase loans, borrowers frequently cannot obtain equity
loans from conventional lending institutions. In addition, appraisals by lending
institutions have changed. At one time, appraisals were very much on the optimistic side
when lenders wanted to increase loans at the expense of greater risk. The savings and
loan industry suffered from loose lending with foreclosures and eventual government
bailouts to protect depositors.

Today, many lenders have gone the other way and prefer to use very conservative
appraisers. Some lender appraisals may vary significantly from appraisals
commissioned by a loan broker.

LOANS IN EXCESS OF EQUITY (125% MORTGAGES)

These are second mortgages that exceed the home value by 25%. It is estimated that
$10 billion in these loans were made in 1999. They are considered by some mortgage
arrangers as a very hot product. While many of the larger mortgage companies will not
touch these products, many mortgage brokers, including some of the larger ones, are
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actively seeking borrowers and lenders. In some cases, they are using boiler room
techniques employing dozens of telemarketers.

Consumers are able to use proceeds to pay off relatively short term, high interest credit
card debt at interest rates of up to 21% and substitute a second mortgage at 13 to 14%
interest. This creates lower monthly payments for the borrower. In addition, the interest
on the second mortgage will probably be deductible for income tax purposes while paid
credit card interest is not deductible. The net effect is that the effective rate of interest
for the borrower is lowered significantly.

These loans are risky to the purchaser in that borrowers who fail to cut up their credit
cards are likely to get into trouble again. If foreclosure becomes necessary, the lender
will have no security for funds lent in excess of the homeowner's equity.

A few mortgage—companies are making these loans and packaging them in large
bundles. They are then sold on the secondary mortgage market. The large number of
loans is believed to reduce the risk.

Investors should be made fully aware of the fact that loan funds in excess of borrowers'
equity is in reality unsecured loans. These loans are likely being made to persons who,
in the past, have spent themselves into debt which they could not handle.

CHARACTERISTICS OF HARD MONEY LOANS

HIGHER INTEREST RATES

% Loans made by hard money lenders bear interest rates higher than
rates charged by institutional lenders.

Risk is related to rate. No one will invest money in a higher risk investment unless the
greater risk was compensated for in return. As an example, the most risk free long—term
investment is government bonds which also provides the lowest rate of return of any
long—term investment.

SHORTER TERMS

Loans made by hard money lenders are more likely to have a shorter repayment term
than are loans made by institutional lenders.

6-6 Licensing School for Appraisal, CPA, Contractors, Insurance, Real Estate,
Notary, Nurse, Food Handlers, Tax and Securities



6: HARD MONEY LOAN & CONVENTIONAL LOANS

NON-AMORTIZED

Loans made by hard money lenders are more likely to have a balloon payment than
loans made by institutional lenders.

FIXED RATE

% Relatively few hard money loans have adjustable rates.

The reason being that the interest rates are quite high to begin with, and hard money
lenders who have a few loans do not want to be bothered with the accounting required
to handle adjustable rate loans. (The loan could be serviced by a firm set up to handle
adjustable rate loans.)

INVESTOR PROTECTION

As previously stated, the most important lending criteria for hard money lenders is the
value of the property securing the loan.

= As a rule of thumb, the loan—to—value ratio should not exceed 70
percent.

With a 70% ratio, the lender should not suffer a loss if the borrower defaults on his or
her loan payments. The 30% equity should be sufficient to cover the following:

. Interest Lost — Payments not made means lost interest.

. Foreclosure Costs — Besides the direct costs of foreclosure, there is the
time factor to consider. The time value of money (interest) must be
considered.

. Senior Liens — It the investor's junior lien is in default, chances are the

senior liens are also in default.

¢ Marketing Costs — Marketing costs to recoup the loss involve a number
of expenses.

. Commissions — Costs paid to a sales agent.

. Escrow and Closing Costs — These are normal costs involved in any
sale transaction.
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. Maintenance Costs — The property will probably have maintenance costs
during the marketing period. In addition, owners in foreclosure often
neglect regular maintenance and in some case are actually destructive,
which could result in considerable expense.

. Holding Costs — Depending on the type of property, it could take six
months for a sale after foreclosure. To not suffer any loss, the sale
proceeds should be enough to cover the taxes and insurance during this
time period as well as the interest lost on the money the lender has
invested. The interest will compound without the payments being made
and with additional cash expenditures. Therefore, the actual lender
investment has risen significantly.

Of course, there is always the risk that values will decline and/or the loan
appraisal was not realistic. This could result in the lender taking at
significant loss as to sale price versus loan balance in addition to the other
costs listed above.

The 70% ratio is close to a break—even ratio based upon a sale at appraisal
value. If greater security is desired by a lender, the loan can either be reduced or
additional assets can be added to the security. (Note that 125% loans violate the
70% rule).

ABILITY TO SERVICE DEBT

If a hard money equity lender lacks the financial ability to make the payments (service
the senior loans) and maintain the property upon which the borrowers default, then that
lender should not have been a lender.

Investors must consider the “What Its” of an investment. Investors are taking a huge
risk if default would leave them owning on a property having loan obligations beyond
their payment ability.

LOAN FILE RECORDKEEPING

At a very minimum, a hard money arranger should cover the following in his or her loan
file.
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. Loan Application — The application should include credit information.
While these are not federally related loans, the Uniform Residential Loan
Application is an excellent form to use.

. Credit Report — A copy of the credit report should be maintained in the
file as well as a signed receipt from the lender that they received the credit
information prior to funding the loan.

. Verification of Mortgages — Verification should be obtained as to
balances on all senior encumbrances as well as on the status of senior
loans.

. Preliminary Title Report — A Preliminary Title Report should be obtained
and a copy retained in the loan file. A receipt from the lender showing
receipt of the information should also be in the file.

. Appraisal — The file should include an appraisal by a licensed or certified
appraiser.

& The broker is exposed to considerable liability if, as an arranger of
the loan, he or she is also appraising the property.

A subsequent foreclosure and resale at a significantly lower figure than the appraisal
might result in a lawsuit. The lender could claim either negligence or fraud. However, if
the arranger of the loan does make the appraisal, it should be well documented to stand
a possible challenge by expert witnesses.

¢ Mortgage Loan Disclosure Statement — Copies of the Lender and
Purchaser Mortgage Loan Disclosure Statement should be kept on file
indicating, by the signatures of the parties, that the statements were
received. Mortgage Loan Disclosure Statement will be discussed later in
Chapter 11.

. Servicing Agreement — If the arranger of credit (Mortgage Loan Broker)
will not service the loan, the file should have signed documentation that
the lender was so informed.

& Most arrangers of mortgages do not service loans that they
arrange.
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A few do so. These are usually multi—office loan brokers who have a significant volume
and are able to treat loan servicing as a separate profit base.

If the hard money arranger will be servicing the loan, then the file should include a copy
of the loan servicing agreement.

& Example:

A prospective borrower entered into a written contract with a broker, where the

broker was to obtain a $950,000 loan for the permanent financing of a shopping
center.

The plaintiff broker obtained a loan commitment for the loan. However, the
commitment introduced a condition not contemplated by the loan procurement
agreement. As a condition of the loan, the lender required the limited partners to sign
personally on the note and trust deed. This would override their exemption from
liability, which was one of the purposes of being a limited partner.

The loan was refused on these conditions and the broker sued for a commission
since a loan had been found.

The trial court held that the plaintiff had not performed as the offered loan had a
condition that was reasonably unacceptable. The trial court was affirmed by the
Court of Appeals.

CONVENTIONAL LOANS

Any loan that is not a government—backed loan is called a conventional loan.
Government backed loans were discussed earlier in Chapter 5.

What does this mean? A conventional loan is not guaranteed or insured by an agency
of the federal government. It may, however, be insured by a private mortgage insurance
company, as discussed below. The guidelines for these conventional loans are set by
the investor criteria, such as FNMA or FHLMC, covered in previous chapter.

Most lenders prefer to lend on single—family owner—occupied homes or condominiums.
Conventional lenders, however, make loans not only on owner homes and one— to four—
unit properties, but also on larger complexes. Property types that conventional lenders
normally make loans on include larger apartment complexes, commercial shopping
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centers, office buildings, and industrial property. Just as many government lenders do

not handle all programs, the same is true for conventional lenders, which often prefer to
work with only certain types of conventional loan programs. No single conventional
lender dominates the market; thus a mortgage loan broker may take a borrower's
application file to more than one lender. If a loan is not approved by one lender, the
mortgage loan broker may obtain approval at a second or third or fourth conventional
lender, since each lender sets its own loan criteria.

In today's market, many mortgage loan companies have taken the lead in offering low
down payment loans to qualified buyers. The typical down payment required on many of
these loans ranges from 5 to 10%. Many loans also offer reduced loan origination fees
and expanded debt-to—income ratios.

The advantages and disadvantages of conventional loans versus government—backed
loans are outlined below.

ADVANTAGES OF CONVENTIONAL LOANS

. Processing time — The processing time on a conventional loan is usually
less than for a government insured or government—guaranteed loan.
Under normal circumstances, the originator of the conventional loan has
been given the underwriting guidelines of the investor and is allowed to
approve any loan that, in the opinion of the originator, meets the
guidelines. This is even true for conventional loans that are to be sold to
Fannie Mae. This allows a lender to give in—house approval on Fannie
Mae loans.

The actual processing time for a conventional loan can take around 30
days, or sooner if all of the information to be verified is from local sources
in an active real estate market. This can be protracted considerably.

With automated (computerized) underwriting a conventional loan can be
approved in as little as one week and even less. It is difficult to get that
type of quick service from government programs. Usually, government
agencies do not have the flexibility in their procedures that a conventional
lender enjoys.

This faster processing time is one of the major factors that will make the
conventional mortgage more attractive to your clients.

. Loan amounts — Unlike government loans, the conventional loans or
lenders have no set loan limits. This limit is usually set by the investor of
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the lender, unless the loan is sold off in the secondary market, as
discussed in Chapter 7. But FHA sets maximum loan amounts on a home
loan depending on geographical location. The DVA has no dollar loan
maximum, but individual lenders do limit the veteran's loan amount
because the DVA guarantees only part of the loan. Cal-Vet's maximum
loan on a single—family dwelling is limited and can vary from year to year.
Dollar limits on government-backed loans were covered in Chapter 5.

Flexibility of lenders — When a lender keeps a loan, instead of reselling it
in the secondary market, it is called a portfolio loan. Many portfolio lenders
will make these loans with attractive provisions. Some may offer what is
called the “Quick Qualifier” loan, requiring not much more than pay stubs
to satisfy the verification requirements for loans with a large down
payment. But even with very large down payments, the borrowers' credit is
always checked.

More lenders available — If you apply for a DVA—guaranteed loan and the
loan is rejected by the DVA, you have no alternative lender. There is only
one U.S. Department of Veterans Affairs, just as there is only a single
FHA and one California Department of Veterans Affairs. On the other
hand, if a loan is turned down by one conventional lender, there are other
lenders who may approve the loan. No one conventional lender has a
monopoly on the market: With different lenders come different
underwriters and different attitudes, so that even though they are applying
the same rules, results may differ due to compensating factors.

Less red tape — Processing a conventional loan involves less red tape.
There may be fewer forms to complete, and the routine of processing is
more flexible.

DISADVANTAGES OF CONVENTIONAL LOANS

*

Higher down payments — The down payment required on the
conventional loan is more than that required on either the FHA or VA loan.
Most buyers use government—backed financing because it usually
requires a smaller down payment than conventional loans. DVA loans do
not require any down payment (although a lender may require a down
payment if there is a differential between sales price and appraisal); FHA
and Cal-Vet require small down payments. However, during easy money
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markets, conventional loans with 3 to 10% down payments come close to
competing with government loans for low down payments.

. Prepayment penalties — FHA, DVA, and Cal-Vet loans do not have a
prepayment penalty. Some conventional loans have them, but they are
becoming increasingly rare.

SOURCES OF CONVENTIONAL LOANS

The main sources of conventional money are mortgage bankers and mortgage
companies, commercial banks, and savings banks.

Every lender has to adhere to certain state or federal agencies' regulations; but beyond
that, what a lender does is a matter of company policy. For example, no regulation
dictates what interest rate a lender should charge. That decision is up to the lender.
Besides interest rate, there are many other financing terms and conditions for which
each lender sets its own policy, based on market (business) judgments. Again it must
be stressed that this applies only if the lender is making a loan that it is going to keep in
its inventory, the so—called portfolio loan.

But if a conventional lender wishes to resell the loan to the Federal National Mortgage
Association (Fannie Mae) or the Federal Home loan Mortgage Corporation
(Freddie Mac), the lender must stick to standards established by these major loan
purchasers.

BUY-DOWN MORTGAGE

A buy—down mortgage is a fixed—term, fixed—rate mortgage that has an effective
interest rate below the note rate. It serves as a method of qualifying borrowers in a
high—interest rate market by discounting the effective interest rate. This reduction is
accomplished by the use of an impound account usually established by a builder and is
sometimes referred to as a 3—2—1 or a step mortgage.

The reason for this type of mortgage is to lower the interest rate the borrower will pay in
the first few years of the mortgage, especially the interest rate the borrower would pay
in the first year of the mortgage. The importance of reducing the interest rate is that it
will take less income for the borrower to qualify for the loan. It should be noted that the
lender will receive the full principal and interest (P&l) payment as called for in the note,
but there is no negative amortization because the difference between the payment
made by the borrower and the amount received by the lender is taken from the
impounded funds that are established at closing.
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Buy—DowN PERIOD

What is meant by the buy—down period? This is the period that the borrower will be
paying an interest rate below the note rate. There is no fixed buydown period. It can be
as short as 3 years or as long as 10 years, but many of those who purchase mortgages
in the secondary market have limited the period to 3 years.

Buy—DoOWN INTEREST RATE

Many times the real estate professional will see the buy—down advertised as 3—-2-1,
which means that the first year's effective interest rate to the borrower or the rate that
will be used to qualify the borrower will be three percentage points below the market
rate offered by the lender. Thus, the second year the rate on the borrower's effective
rate would be two points below the rate on the note; and finally in the third year of the
mortgage, the borrower would be paying an effective rate of 1 percent below the rate on
the note. Thus, with this type of mortgage, the borrower would not pay the full note rate
until the 37th payment or at the beginning of the fourth year. Why is it important to lower
the first—year interest rate? This is the rate the lender will use to qualify the borrower.

In late 1983 and early 1984, many builders and lenders started to offer deep buy—downs
extending over 5 to 10 years. For example, a builder might offer an 8—6—4—-2 buy—down.
Many of the mortgage insurers and purchasers of mortgages in the secondary market
felt that this deep payment level may in a few years expose the borrower to payment
shock. Under this program, the borrower would be qualified at a rate eight percentage
points below the note rate. Let us assume the note rate was 13.250; the borrower would
be qualified at 13.250 percent less 8 percent or 5.25 percent. This rate would increase
in the second year to 13.250 less 6 percent or 7.25 percent and so on through the 4—
year buy—down period.

Many of those who either buy mortgages in the secondary market or insure
conventional mortgages have set the maximum buy—down that may be used to quality
the borrower as three below the rate expressed on the note regardless of the amount of
the actual buy—down.

= In the current low interest rate era of the 2002s, this device is
seldom used except in FHA/DVA discounting.
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CALCULATION OF BUY-DOWN FUNDS

In this section we will review the methods that may be used to calculate the funds
necessary to secure a temporary payment reduction for a client.

One question that always is asked is who may pay the payment reduction funds?
According to many lenders as well as the FHA and the DVA, the funds can be provided
by anyone. Most lenders will not require a gift letter from the borrower if a third party
should provide a portion of the buy—down funds. The buy—down funds are in addition to
any other discount points or any other fee in connection with the loan.

Now let us assume we are working with a client—either the buyer or seller-and that the
client is interested in a buy—down mortgage. The mortgage amount will be $86,550 with
a term of 30 years and an interest rate of 10 percent. First we will need to calculate the
monthly payment for the mortgage at 10 percent. This can be done by consulting
Appendix A and finding the monthly payment factor for a 30—year loan at 10.00. We
then multiply the monthly payment factor, 8.7757, by the loan amount expressed in
thousands or

8.7757 X 86.55/ 1,000 = $759.54 (P&l)

This will be the amount of the P & | payment the lender will receive each month,
irrespective of the amount the borrower pays.

The second step is to calculate the interest rate the borrower will be paying for each of
the 3 years.

Year 1 of the buy—down is the note rate less 3 percent or 10.00 — 3 = 7.00
This will be the rate that will be used to qualify the borrower.

Year 2 is the note rate less 2 percent or, 10.00 — 2 = 8.00

Year 3 is the note rate less 1 percent or 10.00 — 1 =9.00

The third step is to calculate the actual dollars that will be required to fund or to be
impounded to supplement the borrower’s payment to the level required by the lender or
$759.54. This amount may be calculated using two different methods. One method is
sometimes referred to as the fast-and—dirty method. Using this method, we add up the
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percent of buy—down each year, in this case 3 + 2 + 1 or a total of 6 percent. This
amount is then multiplied by the loan amount of the loan amount is multiplied by each of
the percentages.

$86,550 X 3%= $2596.50
$86,550 X 2%= $1731.00
$86,550 X 1% = $865.50

Total required $5193.00

The second method used to calculate the buy—down funds is sometimes referred to as
the actual cash method. With this method, the actual difference between the monthly
payment made by the borrower and the monthly payment required by the lender is
calculated for each year of the buy—down. This would be calculated as follows:

Year 1

Interest rate paid by borrower:7.00

Monthly payment of borrower: $575.82

Monthly payment required by lender:$759.54

Difference between payments:$759.54 — $575.82 = § 183.72X12 = $2204.64

Year 2

Interest rate paid by borrower:8.00

Monthly payment of borrower: $635.07

Monthly payment required by lender: $759.54

Difference between payments: $759.54 — $635.07= $124.4 X12 = $1493.64

Year 3

Interest rate paid by borrower:9.00

Monthly payment of borrower: $696.40

Monthly payment required by lender: $759.54

Difference between payments: $759.54 —$696.40 = $63.14 X12 = $757.68

Total funds required:
$2204.64+$1 493.64+3757.68 = $4455.96

You will note there is a difference between the two figures of approximately $737.04.
The supplier of the buy—down funds, therefore, would seek a lender that calculates the
buy—down funds using the actual cash method.
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LOW DOWN PAYMENT CONVENTIONAL LOANS

Both the Federal National Mortgage Association and the Federal Home loan Mortgage
Corporation recognize that accumulating a down payment and the required closing
costs keeps many people from buying a home. To help this situation, both have created
several low down payment programs. Although there are minor differences between
Fannie Mae and Freddie Mac, the gist of the popular Fannie/ Freddie 97 programs is as
follows:

. A down payment of only 3% is required, meaning a 97% loan—to—value
(LTV) loan is granted.

. Income qualifying ratios are easier. Borrowers must have an excellent
credit history.

. Borrowers must attend a home buyer educational seminar.

¢ In some cases there may be an income level requirement for the borrower
(these limits are more generous in California than in most other states).

. The loan can be used to buy only single—family, principal residences,
including condos, planned unit developments, and manufactured homes
attached to a permanent foundation.

Another popular Fannie Mae/Freddie Mac offering is called the Community Home
Buyer's Program. This plan is designed especially to help low— and moderate—income
home buyers and features what is called the 3/2 option. The 3/2 Option provides for a
low 5% down payment, but with a twist. It allows borrowers to put only 3% of their own
money toward a down payment. The other 2% may be obtained from family gifts or by
means of a grant or loan from the state, a local government agency, or a nonprofit
organization.

Traditional credit standards are required, but other underwriting criteria are eased to
qualify applicants, with greater emphasis on stable job history, steady rent and utility
payments, and a ceiling on the qualifying income level, since the program is limited to
those less affluent. Though creditworthiness is always important, a greater percentage
of applicants' gross monthly income may be used to meet mortgage payments. Because
of the high loan—to—value ratio, the 3/2 option loans must be covered by private
mortgage insurance, discussed later. But with what amounts to 97% financing, coupled
with reduced closing costs and cash reserve requirements, more families may find the
dream of home ownership affordable.
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PRIVATE MORTGAGE INSURANCE

Private mortgage insurance may be defined as an insurance policy issued from a
licensed company to an approved lender, protecting that lender from financial loss due
to the default of a borrower. This insurance is issued only on first—lien mortgages
secured by improved residential property. Usually the insurance is only issued on
mortgages that exceed 80 percent of the appraised value of the property.

= PMI has become a viable alternative to FHA insurance.

PMI COVERAGE

TYPES OF PROPERTIES

As a real estate professional, you should have knowledge of the types of properties and
the amount of insurance available. All PMI companies will normally issue policies on
first-lien mortgages on a one— to four—family dwelling used as a primary residence
where the loan does not exceed 95 percent of the appraised value. Some PMI
companies will issue mortgage insurance on a mortgage for a second home or a leisure
home. In this case, the loan may not exceed 80 percent of the appraised value. Some
PMI companies will issue insurance on mortgages of one— to four—family dwellings that
are not the primary residence, but are held as investment property. For the investment
property, the loan—to —value ratio generally should not exceed 80 percent. Not only will
PMI companies issue insurance on single family dwellings, but some of the companies
will issue mortgage insurance on manufactured housing. To get the details on this
coverage, you will have to contact the various PMI companies to see if they issue this
type of insurance. Due to losses recently suffered in the industry based upon improper
appraisal techniques and poor underwriting, PMI companies are establishing stricter
guidelines in the areas of negative amortized loans and accepting insurance
applications on condominiums and planned unit developments.

INSURANCE ISSUED

Many references have been made to issuance of insurance by the PMI company on
mortgages, but what is the coverage of the insurance? First, it should be made very
clear that PMI insurance is not the same as the insurance issued by FHA. PMI does not
insure 100 percent of the mortgage, but only a portion of the mortgage. What portion of
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the mortgage is insured? The PMI companies are limited by law to the maximum
percent of the loan they can insure.

The normal protection for a fixed—term, fixed rate mortgage is between 20 and 30
percent, and for an adjustable—rate mortgage the coverage is between 20 and 35
percent. This protection is available on a high loan—to—value ratio loan of 80 percent or
more and issued almost exclusively on 90 to 95 percent loans. With this type of
coverage available, institutions that are limited to a maximum loan—to—value ratio of 75
percent are able to make 95 percent loans. With the 25 percent coverage on a fixed—
term, fixed—rate 95 percent loan on a home selling for $70,000, the lender would have
the following risk:

Sales price $70,000
Loan amount-95 % $66,500
Borrower's down payment $ 3,500
Loan amount $66,500
PMI Coverage X25%

Total PMI coverage $16.625

Thus, the lender's exposure on the property would be the sales price, less the down
payment, less the insurance coverage, or:

$70,000 — $3,500 —$16,625 = $49,875

When the items are subtracted from the sales price and the lender's exposure of
$50,000 is divided by the sales price, the lender is actually making a 71.25 percent loan.

$48,875/ $70,000 = 71.25%

In addition to the 25 percent coverage on the fixed—rate loans, many of the PMI
companies offer 12—, 16—, 17—, 20—, 22—, 25—, and 30—percent coverage. In regard to
the adjustable—rate mortgage, many of the companies offer 20—, 25—, 30—, and 35—
percent coverage.

These are the standard coverage's that many of the lenders will require on many of the
loans they originate or fund. If the mortgage is to be sold to Fannie Mae or FHLMC,
however, the required overages are as follows:

Fixed—rate mortgage
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91 to 95% loans 22% coverage
86 to 90% loans 17% coverage
81 to 85% loans 12% coverage
80% and under No coverage

Loans with possible negative amortization

91 to 95% loans 25% coverage
All other loan/value ratios 20% coverage

One can see that normally Fannie Mae and FHLMC require less coverage, thus
increasing the lender's exposure slightly.

Let us use the same example as before and calculate the lender's exposure to loss
through Fannie Mae or FHLMC.

Sales price $70,000
Loan amount-95 % $66,500
Borrower's down payment $ 3,500
Loan amount $66,500
PMI Coverage X22%

Total PMI coverage $14,630

Once again, the lender's exposure to loss would be the sales price, less the down
payment, less the PMI coverage or—

$70,000 — $3,500 — $14,630 = $51,870

This would have the lender actually making a 74.1 percent loan, increasing the lender's
exposure by less than 3 percent.

The coverages discussed above are only the basic coverages and many are available.
You as a real estate professional, however, will normally deal only with the coverages
outlined above.

PMI PREMIUMS

PMI companies' operations and rates are monitored by the Insurance Commissioner of
the State of California. Competition, however, keeps them relatively uniform from the
issuing companies.
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Generally, PMI companies insure loans on one to two units up to 97% and on three to
four units up to 90 percent. Figures can vary from company to company and the
following examples are for illustration purposes only.

1. Loans over 80 and up to 85% loan-to—value
coverage — The insurance ordinarily covers the top
12% of the loan amount. To keep it simple, if a home
sold for $100,000 and the loan was 85% or $85,000,
the coverage would be 12% of $85,000 = $10,200.
The lender's exposure is $74,800, or 75 percent.

. Premiums — If annual premiums are utilized, the fee
due at close of escrow would be about .29% of
$85,000, or about $246, and monthly collections
thereafter would be $20.54. If monthly premiums are
utilized, there may be no advance collection at close
of escrow, and the premiums based on .32% would
be $22.67.

2. Loans above 85 and up to 90% loan-to—value coverage — the
insurance ordinarily covers the top 25% of the loan amount. If a home sold
for $100,000 and the loan was 90% or $90,000, the coverage would be
25% of $90,000 = $22,500. Lender's exposure is $67,800 or 68 percent.

. Premiums — If annual premiums are utilized, the fee
due at close of escrow would be about .49% of
$90,000, or about $441, and monthly collections
thereafter would be $36.75. If monthly premiums are
utilized, there may be no advance collection at close
of escrow, and the premiums based on .52% would
be $39.

3. Loans above 90 and up to 97% loan—to—value coverage — The insurance
ordinarily covers the top 30% of the loan amount. If a home sold for
$100,000 and the loan was 95% or $95,000, the coverage would be 30%
of $95,000 = $28,500. Lender's exposure is $66,500 or 67 percent.

. Premiums: If annual premiums are utilized, the fee
due at close of escrow would be about .75% of
$95,000, or about $712, and monthly collections
thereafter would be $59.38. If monthly premiums are
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utilized, there may be no advance collection at close
of escrow, and the premiums based on .78% would
be $61.75.

There are other variations of fees and annual premiums, as welt as plans whereby you
can pay one fee at the time of closing and no annual premium. Whether premiums are
paid on the basis of 1/12 of an annual premium or merely on a monthly premium basis,
the amounts are ordinarily collected by the lender with monthly impounds of taxes and
insurance.

Some lenders will, as an alternative, insure the loan using PMI that the lender pays for
by increasing its loan interest rate. In this circumstance, the lender's quoted rate
includes the PMI premiums, but since it is, in fact, an interest rate, it is deductible under
IRS rules. If the lender charges an interest rate plus the PMI premium, then only the
interest is deductible, and the insurance premium is not.

Offsetting this advantage or disadvantage (depending upon how long the borrower
resides in the property) is the fact that when the lender includes the PMI in its rate, the
payments will never change, even when the loan—to—value drops below 80% and the
PMI coverage is dropped. At that point, the lender's yield increases by the amount of
premium no longer paid. On the other hand, when the tender charges a rate plus a
premium, the borrower's payment will decrease when loan—to—value declines to 78% or
below, and PMI is no longer required. For short—term ownership, being able to deduct it
all as interest may be advantageous. For long—term ownership, the likelihood that
payments will someday decrease may be the better choice.

In California, the Civil Code allows residential borrowers to cancel PMI after two years if
the loan—to—value ratio is 78% of the current market value. But better yet, under federal
law, for all new insured loans originated after January 1999, all lenders on FHA insured
loans must cancel the MIP coverage when there is at least a 22% home equity. This
22% equity must be shown by an official appraisal, the borrower must have a good
payment history, and the loan must be on the books for at least two years.

Appreciation, not just principal pay down, counts to measure the 22% or more equity.
Special note: Both the California and federal laws cover only new insured loans granted
from January 1998 for the state law, and January 1999 for the federal law, but not loans
already on record prior to those dates. In both cases, FHA mortgage insurance (MIP)
cannot be cancelled.
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APPLICATION FOR PMI

Each of the PMI companies has its own procedures for the application of coverage.
Usually the lender will submit a completed loan package to the PMI company. Using the
form of the investor or those supplied by the PMI company, the PMI company will
review the materials and approve or disapprove the borrower based on the materials.

Normally the PMI companies will have standard underwriting guidelines concerning the
relationship of the total monthly income to the total mortgage payment, including all
escrows and any fees that may affect the title to the property. In addition to the ratio of
the total monthly income to mortgage payment, the PMI companies will review the ratio
of the total monthly income to the total long—term obligations of the borrower, including
the total mortgage payment. In most cases, the PMI companies define long—term
obligation as any obligation that will take 10 or more months to pay off.

The PMI company will review the credit history of the borrower, his and/or her work
record, and any other factor that may affect the borrower's ability or willingness to repay
the obligations. Some of these factors are court judgments, pending lawsuits, and
bankruptcy.

The PMI company will also review the property that will serve as the security for the
mortgage. The economic life of the property will be checked to see if it is sufficient to
support the term of the loan. Also considered is whether the property can be sold rapidly
if it is taken back, and whether it is an existing construction or proposed construction.
These are only a few of the guidelines used by the PMI companies. If you would like
further information, you may contact a PMI company and they will be able to supply you
with the in—depth underwriting guidelines they use.

If all of the underwriting guidelines are met and the PMI company will issue the
requested coverage, the originating lender will be notified by phone, and later a written
confirmation of the approval will be furnished. This underwriting procedure will normally
take only 1 or 2 days. One can see that the underwriting by the PMI companies is a
great deal faster than that of FHA, which can take many weeks.

CLAIMS PAYMENT

When a lender has notified the PMI company that an insured loan is in default as per
the procedures of the PMI company, the insuring company has two ways of handling
the claim. First, the company can pay the lender the full amount of the remaining loan
balance. If this is done, the PMI company will take title to the property and then dispose
of the property. Second, the PMI company can pay the lender as per the coverage
purchased (20, 25, or 10 percent of the loan balance) plus other expenses in the policy
of the PMI company, and the lender will then dispose of the property.
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Claims under insurance issued by a PMI company are handled differently from claims
filed against FHA mortgage insurance. The FHA will pay the lender the outstanding loan
balance either in cash or debentures secured by the United States Treasury and FHA
will take the property.

If a foreclosure occurs on a property that is insured, the PMI company either:

. Pays off the lender in full and takes title to the property, or

¢ Pays the lender in accordance with the insurance, usually 20 to 25% of
the principal balance plus certain expenses. The lender then keeps the
property and is responsible for selling it.

BENEFITS OF PMI COVERAGE

There are many benefits for both the borrower and the lender with the purchase of PMI
coverage.

. Advantages to the lender —

1. The PMI insurance allows the lender to make 90 and 95 percent
loans and to sell these loans in the secondary market.

2. With the ability to make higher loan-to-value ratio loans, the amount
of possible loans is expanded.

3. The lender can secure an additional amount of security for the loan
at no extra cost.

4. The processing time and the issuance of the insurance commitment
is usually faster from a PMI company than the FHA.

. Advantages for the borrower —

1. The borrower has the ability to purchase a home with a
conventional loan with as little as 5 percent down payment.

2. With the need for less money down, the borrower can buy a home
sooner and sometimes larger than expected.
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3. The processing time for the insurance commitment is usually faster
than with the FHA.

4. The payment of the insurance premiums is for a shorter period than
FHA.

CHAPTER QuIZ

1. Which of the following would be a hard money loan?
A. A purchase money loan made by an institutional lender
B. Seller carryback financing
C. Assuming existing loans with no balance
D. A loan arranged by a mortgage loan broker
2. The most important criteria used by lenders of hard money loans would be the
borrowers:
A. Equity
B. Credit history
C. Job
D. History
3. Reasons why institutional lenders turn down loan applications could deal with:
A. Borrowers capacity to make payments
B. Borrower’s credit history

C. The type of property the loan is sought on
D. All of the above

4. Characteristics of hard money loans, as compared with loans made by
institutional lenders, are:

Shorter terms

Higher rate of interest
Non—amortized

All of the above

oo
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5. Hard money lending is not without risk. Risks include:
A. Foreclosure costs
B. Costs associated with delinquent senior liens
C. Marketing costs after foreclosure
D. All of the above
6. A non—government—backed loan is best known as a loan.
A. Portfolio
B. Standard
C. Conventional
D. Normal
7. Private mortgage insurance covers what portion of the loan amount?
A. Upper portion of the loan
B. Middle portion of the loan
C. Lower portion of the loan
D. Entire loan
8. A straight conventional loan includes
A. FHA insurance.
B. A DVA guaranty.
C. A private mortgage insurance agreement.
D. No third party insurance or guarantees.
9. If a PMI-backed conventional loan is foreclosed, the insurer may
A. Pay the lender the full amount of insurance.
A. Pay off the lender in full and take over the property.
C. Either A or B.
D. Neither A nor B.
10.  Chances are that you would get the lowest loan to value ration loan using:
A. FHA financing
B. A VA loan
C. A Cal-Vet loan
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D. Conventional financing

Answer Key: 1-A, 2-C, 3-B, 4-B, 5-B, 6-D, 7-C, 8-C, 9-D, 10-C
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CHAPTER 7: LOAN PAYMENTS & SECONDARY
MARKETS

iy

PREVIEW

This chapter covers the types of mathematical concepts most applicable to the real
estate financing process. We will differentiate between a straight note and an amortized
note. We will also discuss the secondary market activities. Mortgage loan brokers are
engaged in the primary mortgage market when they are making the loan and in the
secondary mortgage market when they are in the business of selling the loan.

LOAN PAYMENT CHARACTERISTICS

A loan can be repaid in various ways — all at once, in equal installments, or by some
other method. In most cases there will be interest as well as principal to be repaid.

AMORTIZED LOAN

A loan which is amortized will have equal periodic payments, which are calculated to
pay off the loan in full at the end of the term. Level payment plan is another name for an
amortized loan. Monthly payments include both principal and interest. Interest is
computed on the unpaid principal balance.

& Example

A borrows $5,000 from B to be repaid over 5 years, at 14% interest with monthly
payments to include both principal and interest on a fully amortized basis. Monthly
payments of $116.35 (from amortization table or financial calculator) will be made for
60 months or 5 years, at which time the loan and interest will be fully paid.
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monthly payment months paid $116.35
principal & interest $6,981
principal -$5.000
total interest paid $1,981

Interest is calculated from month to month on the unpaid principal balance (simple
interest).

Loan Term — The length of the loan can vary, typically from 3 to 30 years. For the same
amount of money, the longer the term of the amortization, the smaller the amount of
each periodic payment, although terms beyond 30-years provide very little reduction in
payments.

Many borrowers now are opting for 15—year amortization periods—a plan which greatly
reduces total interest costs.

& Example

Compare the results of a $150,000 loan amortized over 30— and 15-year periods at
the same 10% interest rate.

Term Monthly Payment | Total of Payments Total Interest

30 years $1,316.36 $473,889 $323,889

15 years $1,611.91 $290,143 $140,143
PARTIALLY AMORTIZED

Also referred to as a “balloon payment” loan. Monthly payments cover interest and
some of the principal, but are not large enough to repay all of the principal during the
term of the loan.

. Balloon Payment — In a partially amortized loan, the last payment calls
for all the remaining principal balance due (balloon payment). The
California Real Estate law, where applicable, defines a balloon payment
as one “greater than twice the amount of the smallest installment.”

. Interest — Interest is computed on the unpaid balance.
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STRAIGHT NOTE

Also refereed to as “interest only.” Only the interest is paid during the life of the note.
The entire principal is due at the end of the loan term. The dreaded “mortgage” of old—
fashioned melodrama was a straight note.

& Example

A borrows $2,000 from B for a two—year period. The interest rate is 12% per annum,
payable quarterly, with the entire principal due and payable at the end of the two—
year term.

Payments would be made as follows:

1st Year 2nd Year

end 1st qtr. $60 end 1% gtr. $60
end 2nd qtr. $60 end 2nd qtr. $60
end 3rd qtr. $60 end 3rd qtr. $60
end 4th qtr. $60 end 4th qtr. $2,060

(All interest and principal is paid in full.)

NEGATIVE AMORTIZATION

If the monthly payment is less than the amount due for the monthly interest, the amount
of the deficiency is added to the principal debt. This circumstance is most likely to occur
with an adjustable rate mortgage (ARM) with a payment cap.

AMORTIZATION TABLE

Amortization table is not a simple percentage calculation. It is normally derived from
tables which summarize a complex arithmetic, or it can be calculated using a computer
or calculator with amortization capacity. The amortization tables on next page give the
numbers applicable to a $1,000 loan at various interest rates and various times. A full
book of amortization tables would give the figures for loans of different amounts, making
the loan amount in the fourth variable. The four variables used in compiling the tables
are loan amount, interest rate, loan term, and monthly payment. Below is the procedure
for finding one factor when the other three are given.

TO DETERMINE PAYMENT

An $11,000 loan is to be amortized over a period of 18 years with 14% interest. What
would be the approximate monthly payment?
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Locate the term of the loan in the first vertical column, 18 years, then proceed across to
the appropriate interest rate column (14%). The figure at the intersection ($12.70)
indicates the monthly payment per $1,000 of loan. For a loan of $11,000, multiply
$12.70 x 11 = $139.70 per month (principal and interest).

TO DETERMINE INTEREST RATE

A $10,000 loan is to be amortized over seven years with monthly payments of $176.60.
What is the annual interest rate?

Find the monthly payment per $1,000 by dividing the monthly payment of $176.60 by 10
which equals $17.66. Go down the column to 7 years, across to 17.66, and up to 12%.

TO DETERMINE INTEREST PAID

A $14,000 loan is to be amortized over 20 years with equal monthly payments which
included 13% interest. Approximately how much interest will be earned by the lender?

Determine the monthly amortization payment: down term of years to 20; across to the
13% interest rate column to $11.72, multiply 14 (thousands) x $11.72 = $164.08 per
month. Determine the total interest paid: 20 years x 12 months = 240 payments made;
240 payments x 164.08 per month = $39,379.20. Total interest paid less amount of
original loan equals the approximate interest earned ($39,379.20 — $14,000.00) =
$25,379.20

Figure 7-1 Amortization Table
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7

TABLE OF MONTHLY PAYMENTS TO AMORTIZE $1,000 LOAN

Terms | §% 6.5% 6% 6.5% 6.6% 7% 7.5% 8% 8.25% 8.5% 8.75% 8% 9.26% 9.5% 9.76% 10%
of

years

S 18.88 19.11 19.34 19.57 19.62 19.81 20.04 20.28 20.40 20.52 20.64 20.76 20.88 21.01 21.13 21.25
6 16.11 16.34 16.58 16.81 16.86 17.05 17.30 17.54 17.66 17.78 17.90 18.03 18.15 18.28 18.40 18.53
7 14.14 14.38 14.61 14.85 14.90 15.10 15.34 15.59 15.71 15.84 15.96 16.09 16.22 16.35 16.47 16.61
8 12.66 12.90 13.15 13.39 13.44 13.64 13.89 14.14 14.27 14.40 14.52 14.66 14.78 14.92 15.04 15.18
9 11.52 11.76 12.01 12.26 12.31 12.51 12.77 13.02 13.15 13.28 13.41 13.55 13.68 13.81 13.94 14.08
10 10.61 10.86 11.11 11.36 11.41 11.62 11.88 12.14 12.27 12.40 1253 12.67 12.80 12.94 13.08 13.22
11 9.87 10.12 10.37 10.63 10.68 10.89 11.15 11.42 11.55 11.69 11.82 11.97 12.10 12.24 12.38 12.52
12 9.25 9.51 9.76 10.02 10.08 10.29 10.56 10.83 10.96 1111 11.24 11.39 11.52 11.67 11.81 11.96
13 8.74 8.99 9.25 9.52 9.57 9.79 10.06 10.34 10.47 10.62 10.75 10.90 11.04 11.19 11.33 11.48
14 8.29 8.55 8.82 9.09 9.14 9.36 9.64 9.92 10.06 10.20 10.34 10.49 10.64 10.79 10.93 11.09
15 7.91 8.17 8.44 8.72 8.77 8.99 9.28 9.56 9.70 9.85 10.00 10.15 10.29 10.45 10.59 10.75
16 7.58 7.85 8.12 8.40 8.45 8.63 8.96 9.25 9.40 9.55 9.69 9.85 10.00 10.15 10.30 10.46
17 7.29 7.56 7.84 8.12 8.17 8.40 8.69 8.99 9.13 9.29 9.44 9.59 9.74 9.90 10.05 10.22
18 7.04 7.31 7.59 7.87 7.93 8.16 8.45 8.75 8.90 9.06 9.21 9.37 9.52 9.68 9.84 10.00
19 6.81 7.08 7.37 7.65 7.71 7.95 8.25 8.55 8.70 8.86 9.01 917 9.33 9.49 9.65 9.82
20 6.60 6.88 717 7.46 7.52 7.76 8.06 8.37 8.52 8.68 8.84 9.00 9.16 9.33 9.49 9.66
21 6.42 6.70 6.99 7.29 7.35 7.59 7.90 8.21 8.36 8.53 8.68 8.85 9.01 9.18 9.34 9.51
22 6.26 6.54 6.84 7.13 7.19 7.44 7.75 8.07 8.22 8.39 8.55 8.72 8.88 9.05 9.21 9.39
23 6.11 6.40 6.69 7.00 7.06 7.30 7.62 7.94 8.10 8.27 8.43 8.60 8.76 8.93 9.10 9.28
24 597 6.27 6.56 6.87 6.93 7.18 7.50 7.83 7.99 8.16 8.32 8.49 8.66 8.83 9.00 9.18
25 5.85 6.15 6.45 6.76 6.82 7.07 7.39 7.72 7.88 8.06 8.22 8.40 8.56 8.74 8.91 9.09
26 5.74 6.04 6.34 6.65 6.72 6.97 7.30 7.63 7.79 7.96 8.14 8.31 8.48 8.66 8.83 9.01
27 5.64 5.94 6.24 6.56 6.62 6.88 7.21 7.55 7.1 7.88 8.06 8.23 8.41 8.58 8.76 8.94
28 5.54 5.84 6.16 6.48 6.54 6.80 713 7.47 7.64 7.81 7.99 8.16 8.34 8.52 8.70 8.88
29 5.45 5.76 6.08 6.40 6.46 6.73 7.06 7.40 7.57 7.75 7.92 8.10 8.28 8.46 8.64 8.82
30 537 5.68 6.00 6.33 6.39 6.66 7.00 7.34 7.51 7.69 7.87 8.05 8.23 8.41 8.59 8.78
35 5.05 5.38 5.71 6.05 6.13 6.39 6.75 7.11 7.29 7.47 7.65 7.84 8.03 8.22 8.41 8.60
40 4.83 5.16 5.51 5.86 5.93 6.22 6.59 6.96 7.14 7.33 7.52 7.71 7.91 8.10 8.30 8.49
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TABLE OF MONTHLY PAYMENTS TO AMORTIZE $1,000 LOAN (Cont'd)

Term 10% 10.26 10.6% 10.78 11% 11.26 11.5% | 11.76 12% 12.26 12.6% 12,78 13% 13.26 13.6% | 14% 15%
of % % % % % % %
Years
5 21.25 21.37 21.49 21.62 21.74 21.87 21.99 2212 22.25 22.37 22.50 22.63 22.75 22.88 23.01 23.27 23.79
6 18.53 18.65 18.78 18.91 19.04 19.16 19.29 19.42 19.55 19.68 19.81 19.94 20.07 20.21 20.34 20.61 21.15
7 16.61 16.73 16.86 16.99 17.12 17.25 17.39 17.52 17.65 17.79 17.92 18.06 18.19 18.33 18.47 18.74 19.30
8 15.18 15.31 15.44 15.57 15.71 15.84 15.98 16.12 16.25 16.39 16.53 16.67 16.81 16.95 17.09 17.37 17.95
9 14.08 14.21 14.35 14.49 14.63 14.76 14.90 15.04 15.18 15.33 15.47 15.61 15.75 15.90 16.04 16.33 16.92
10 13.22 13.35 13.49 13.63 13.78 13.92 14.06 14.20 14.35 14.49 14.64 14.78 14.93 15.08 15.23 15.53 16.13
1 12.52 12.66 12.80 12.95 13.09 13.24 13.38 13.53 13.68 13.83 13.98 14.13 14.28 14.43 14.58 14.89 15.51
12 11.96 12.10 12.24 12.39 12.54 12.68 12.83 12.98 13.13 13.29 13.44 13.59 13.75 13.90 14.06 14.37 15.01
13 11.48 11.63 11.78 11.92 12.08 12.23 12.38 12.53 12.69 12.84 13.00 13.15 13.31 13.47 13.63 13.95 14.60
14 11.09 11.23 11.38 11.54 11.69 11.85 12.00 12.16 12.31 12.47 12.63 12.79 12.95 13.11 13.28 13.61 14.27
15 10.75 10.90 11.05 11.21 11.37 11.652 11.68 11.84 12.00 12.16 12.33 12.49 12.65 12.82 12.98 13.32 14.00
16 10.46 10.62 10.77 10.93 11.09 11.25 11.41 11.57 11.74 11.90 12.07 12.23 12.40 12.57 12.74 13.08 13.77
17 10.22 10.37 10.53 10.69 10.85 11.02 11.18 11.35 11.51 11.68 11.85 12.02 12.19 12.36 12.53 12.87 13.58
18 10.00 10.16 10.32 10.49 10.65 10.82 10.98 11.15 11.32 11.49 11.66 11.83 12.00 1218 12.35 12.70 13.42
19 9.82 9.98 10.14 10.31 10.47 10.64 10.81 10.98 11.15 11.33 11.50 11.67 11.85 12.03 12.20 12.56 13.28
20 9.66 9.82 9.98 10.15 10.32 10.49 10.66 10.84 11.01 11.19 11.36 11.54 11.72 11.89 12.07 12.44 1317
21 9.51 9.68 9.85 10.02 10.19 10.36 10.54 10.71 10.89 11.06 11.24 11.42 11.60 11.76 11.96 12.33 13.07
22 9.39 9.55 9.73 9.90 10.07 10.25 10.42 10.60 10.78 10.96 11.14 11.32 11.50 11.69 11.87 12.24 12.99
23 9.28 9.44 9.62 9.79 9.97 10.15 10.33 10.51 10.69 10.87 11.05 11.23 11.42 11.60 11.79 12.16 12.92
24 9.18 9.35 9.52 9.70 9.88 13.06 10.24 10.42 10.60 10.79 10.97 11.16 11.34 11.53 11.72 12.10 12.86
25 9.09 9.26 9.44 9.62 9.80 9.98 10.16 10.35 10.53 10.72 10.90 11.09 11.28 11.47 11.66 12.04 12.81
9.01 9.19 9.37 9.55 9.73 9.91 10.10 10.28 10.47 10.66 10.84 11.03 11.22 11.41 11.60 11.99 12.76
8.94 9.12 9.30 9.49 9.67 9.85 10.04 10.23 10.41 10.60 10.79 10.98 1117 11.37 11.56 11.95 12.73
8.88 9.06 9.25 9.43 9.61 9.80 9.99 10.18 10.37 10.56 10.75 10.94 11.13 11.32 11.52 11.91 12.70
8.82 9.01 9.19 9.38 9.57 9.75 9.94 10.13 10.32 10.52 10.71 10.80 11.09 11.29 11.48 11.88 12.67
8.78 8.96 9.15 9.33 9.52 9.7 9.90 10.09 10.29 10.48 10.67 10.87 11.06 11.26 11.45 11.85 12.64
8.60 8.79 8.98 9.18 9.37 9.56 9.76 9.96 10.16 10.35 10.55 10.75 10.95 11.15 11.35 11.76 12.57
8.49 8.69 8.89 9.08 9.28 9.48 9.68 9.88 10.08 10.28 10.49 10.69 10.90 11.10 11.30 11.71 12.53
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7: LOAN PAYMENTS & SECONDARY MARKETS

LOAN COSTS

The largest and most obvious cost of a loan is interest. In addition to interest, a real
estate loan will involve various administrative costs, deposits, and additional fees.

INTEREST

Interest is money paid to a lender for use of the lender's money. It is usually defined as
a percentage of the amount borrowed.

SIMPLE AND COMPOUND INTEREST

. Simple interest is the percentage charged on the unpaid principal.

. Compound interest is interest on principal and accrued interest. The
nominal rate (percentage) is specified in the promissory note.

. Forces Influencing Interest Rates — Interest rates fluctuate
depending upon demand and availability of the money supply and
other factors. Interest rates are limited by law for some government
programs.

INTEREST CALCULATIONS

The formula for interest calculations is:

& Interest = Principal x Time x Rateor I=PxRx T

& Example:

How much interest will be paid in 2 years on a straight loan of $100,000 at 10% for 3
years?

I=PxRxT=$100,000 x .10 x 2 = $20,000

& Example:

What is the annual rate of interest on a straight note with a principal amount of
$1,200 on which $240 interest has been paid over a 2 years?

R=1/PxT=%$240/1200x 2 =.10 or 10%
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& Example:

For how many years is a note with a principal of $1,000 total interest of $360 paid at
a rate of 12% annually?

T=1/PxR=%360/%1,000 x .12 = 3 years

& Example:

What is the principal amount of a straight note on which $5,750 of interest has been
paid over 5 years at a rate of 11.5%7?

P=1/RxT=$5750/.115 x 5 =$10,000

ORIGINATION FEES OR POINTS

Most lenders require these initial fees to set up loan accounts. One point equals 1% of
the loan amount, a nonrecurring cost (one time charge).

IMPOUND ACCOUNT

This is a reserve account for taxes and insurance, generally set up by the lender as a
convenience for the borrower and a protection against the possibility that a buyer might
default on property taxes or neglect to have the property covered by fire insurance.

The impound account is considered a trust fund. California law requires impound
accounts with banks and savings and loans, on loans secured by one— to four—family
residences, to pay interest at the rate of at least 2% simple interest per annum.

Under California law (Civil Code Section 2954), no impound account can be required as
a condition of a real estate loan on a single—family owner—occupied dwelling except.

. Where required by state or federal regulatory authority
. Where the loan is insured or guaranteed by the state or federal
government
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. Upon failure of the owner to pay two consecutive tax installments prior to
the delinquency dates

. On loans of 90% or more of the sale price or appraised value

. Whenever the combined principal amount of all loans secured by the

property exceeds 80%.

DISCOUNT POINTS

An additional fee on certain loans is charged by a lender to offset the difference
between the loan interest rate and the current discount rate (the percentage subtracted
from a loan to increase the profit to a purchaser of the loan), to make the loan
competitive in the secondary market. The greater the demand in the secondary money
market, the higher the discount points will be. One discount point is roughly equivalent
to adding 1/8% of prepaid interest to the nominal rate of 30 year period loan (based on
a so—called “average” 8-year payoff of a loan). Discount points may also be paid to buy
down interest rates or to buy down the terms of an adjustable rate mortgage.

LoAN BROKER COMMISSION

For bringing together a lender and a borrower a broker may charge a fee, limited for
some loans by Article 7 of the Real Estate law.

IMPUTED INTEREST

The minimum interest rate on seller financing up to $2.8 million is now 9%, compounded
semi—annually. If a seller takes less than 9%, the IRS will impute the 9% rate and the
seller will pay income tax on that amount of interest. The reason for imputed interest is
to prevent sellers from unlawfully converting ordinary income into capital gain.

For seller financing over $2.8 million the minimum interest rate is the “Applicable
Federal Rate” (AFR), an index published by the U.S. Treasury Department. The AFR is
based on the recent interest yields on marketable U.S. government securities such as
Treasury bills and Treasury notes. An AFR table is released each month and applies to
the following three months. The seller may use the lowest of the most recent three
AFRs.
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SECONDARY MORTGAGE MARKET

Loans made by mortgage bankers are customarily resold to other lenders and investors
in the resale market known as the secondary market.

The purpose of the secondary market is to shift funds from capital surplus areas to
capital short areas. One method involves lenders selling loans to each other. Lenders
also sell participating interests in blocks of loans to other lenders. Mortgage—backed
securities are another tool used to obtain money from the capital market. There are
securities backed by FHA and DVA loans and others backed by conventional loans.

When lenders speak about the secondary mortgage market, they are not referring to
second mortgages or deeds of trust. They are talking about a market where existing
loans are bought and sold.

PRIMARY AND SECONDARY MORTGAGE MARKET

When a lender makes a loan directly to a borrower, that action takes place in the
primary mortgage market. Later, that loan may be sold to a bank, pension fund, or
some other investor. The sale of that loan takes place in the secondary market. For
example, if a savings bank makes a loan directly to a borrower, it is involved in the
primary market. If the loan is subsequently sold to the Federal Home loan Mortgage
Corporation, that sale takes place in the secondary market.

The secondary mortgage market consists of private and Institutional lenders,
investors, and government agencies that buy and sell mortgages to each other. In the
secondary market, discounts are used constantly. Buyers and sellers of mortgages
negotiate on the basis of yield. Discounts are used to adjust yields so agreements can
be reached and sales made.

< Mortgage loan bankers are engaged in the primary mortgage
market when making the loan and in the secondary mortgage
market in the sale of the loan.
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#In secondary market:
The purchasing and selling of existing mortgages and deeds of
trust Lenders selling loans to other lenders and investors.

PURPOSE OF THE SECONDARY MARKET

The main purpose of the secondary market is to shift money from areas where there is
a surplus to areas where there is a shortage.

In the early 1970s, depository institutions sold only a small portion of the loans they
originated. They were able to rely on their savings inflow to finance the loans they
made. During this time, interest rates and the flow of deposits were relatively stable. As
the 1970s progressed, the institutions were forced to sell more loans in the secondary
market because loan volume had increased greatly. A slow rate of new deposits,
typically referred to as “rate of savings inflow,” was not sufficient to take care of the
higher demand for loans.

In the 1980s, institutions found their cost of acquiring deposits increasing dramatically.
They also experienced a major outflow of deposits due to higher rates offered by
competing investments, such as mutual funds and certain bonds. With less money to
support the demand for loans, the institutions have increasingly turned to the secondary
market for funds.

One industry that has always operated in the secondary mortgage market is mortgage
banking. Mortgage bankers do not have deposits to lend; therefore, they have to sell the
loans they make to other investors. They operate as a conduit between the primary
market and the secondary market. In the 1990s, almost all mortgage lenders operated
in the secondary market to maintain liquidity and to stabilize the supply and demand for
mortgage money.

ADDITIONAL SOURCES FOR THE SECONDARY MARKET

On a nationwide basis, deposits in institutions are not sufficient to meet the demand for
mortgages. Therefore, to obtain additional funds for mortgages, lenders have had to
revert to the capital market. The capital market is the market for long—term investments,
which include government and corporate bonds as well as mortgage loans. Some of the
investors in the capital market buying long—term investments are insurance companies,
trusts, pension funds, and individuals.
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How ARE MORTGAGE FUNDS SHIFTED?

There are a number of methods used in the marketplace to shift funds to where they are
needed. One method is lenders selling loans to each other. For example, a savings
bank in California may have more demand for loans than it can meet. A savings bank in
Florida may have the opposite problem. The solution is to have the California savings
bank sell loans to the Florida savings bank. The California savings bank would obtain
additional funds to use to make new loans, and the Florida savings bank would be
investing surplus funds.

Another method to move funds from one source to another is called participation.
Participation occurs when one institution sells a part interest in a block of loans to
another institution. For example, assume the California savings bank wanted to sell
$10,000,000 in loans to the Florida savings bank. Rather than sell the entire block of
loans, it could sell a 90% interest, or $9,000,000. The other 10% share, $1,000,000,
would be retained by the lender. The California bank would continue to service the loans
and pass on 90% of the mortgage payments to the Florida bank. FNMA and FHLMC are
also actively involved with participation’s in 5% increments, purchasing 90 or 95% of a
loan. This enables the loan seller to leverage its funds. However, FNMA and FHLMC
are more often involved in the sale of “whole” loans.

MORTGAGE—BACKED SECURITIES

Today the most common method used to move funds is by the use of mortgage—backed
securities, which are backed by a pool of mortgages. They were created to make
investing in mortgages as simple as buying stocks or bonds. Before then, lending
institutions sold and purchased loans among themselves. This was not an efficient
method—it was time consuming and involved a lot of paperwork. In addition, each lender
had its own property and borrower standards, which further complicated transactions.
More importantly, there was no system to obtain money from the capital markets.
Lenders had to depend on deposits, which had proven to be volatile. The invention of
the mortgage—backed security revolutionized the operation of the secondary market.

COLLATERALIZED MORTGAGE OBLIGATIONS

Fannie Mae issues mortgage—backed securities called collateralized mortgage
obligations (CMO). They were designed to limit prepayment risk to investors. Prior to
this time, mortgage—backed securities were “passthroughs”, which means that all the
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principal and interest collected were passed on to the investor. The investor had no
protection from the early prepayment of principal.

When investors calculate yield, they make assumptions regarding the repayment of
principal. When mortgages are paid early, the yield will change. Therefore investors are
looking for a security that can provide some protection against early prepayment.

A CMO is divided into classes. For example, the first CMO had three classes. Each
class paid interest on the outstanding balance. However, all collections of principal from
the pool were first applied to class one. After that class had been paid in full, all principal
collections went to class two. After class two had been paid in full, the remaining
principal payments went to class three. The CMO gives investors opportunities to
choose classes that offer different rates and maturities. The creation of the CMO
attracted investors that were not normally mortgage investors.

STANDARDIZATION OF FORMS

One major benefit brought about by the creation of mortgage—backed securities by
Freddie Mac and Fannie Mae is the standardization of conventional loan forms and
property and borrower standards. FHA and DVA loans have been readily sold in the
secondary market for years. One of the reasons is that their forms are standardized. As
an investor you could buy an FHA or DVA loan anywhere in the United States and know
the exact loan provisions. Previously this could not be done with a conventional loan.

To have a functional secondary market for conventional loans, you must also have
standardization. Freddie Mac and Fannie Mae have accomplished this by using the
same forms and by having basically the same property and borrower standards. Almost
all lenders today use the standard forms, and many adhere to the property and
borrower standards set forth by the agencies. This gives the lenders great flexibility in
ensuring that their loans can be sold in the secondary market.

MORTGAGE REVENUE BONDS

The State of California and local governments have the authority to issue bonds.
Interest paid on the bonds is tax exempt to the investors. Bonds sold by state and local
governments are used to finance mortgages are called mortgage revenue bonds.
Because the bonds are tax exempt, the interest rate is less than on a standard bond,
and as a result, mortgage loans can be made at rates that are below market rate. The
government agencies do not guarantee the bonds. The bonds are backed by the
mortgages created by the bond funds. The issuer of the bond merely acts as a conduit;
local lenders process, close, and then service the loans for the government. These
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bond issues generally work the same way as other mortgage—backed securities, but the
paperwork is much more complex.

CHAPTER QuIZ

1. A loan which is paid in full by equal periodic payments over the loan term is
called:
A. Amortized
B. Straight
C Balloon payment
D. Negative
2. The entire principal is due in a lump sum at the end of the term of a(n):
A Amortized loan
B Straight note
C Interest—only loan
D. Both B and C
3. A loan with a balloon payment is most likely to be:
A Fully amortized
B Partially amortized
C. Straight
D. Both (A) and B
4. The nominal rate of interest is:
A Stated in a promissory note to the lender
B 10% in California because the rate is set by law
C Interest that is compounded daily
D Also known as the legal rate as set by California law
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10.

All of the following participate in a national secondary market for real estate
mortgages, except

A. FDIC

B. FHLMC.
C. GNMA.

D. FNMA.

The formula for interest calculations is:

A I=PxRxT
B. R=1/PXT
C T=1/PXR
D. All of the above

The objectives and mechanics of the secondary mortgage market are many and
varied, including

A. Making below—market interest rate loans to home buyers.
B. Buying and selling existing mortgages.

C. Providing funds for needy sellers.

D. Insuring loans for home buyers.

Which of the following is a major buyer and seller in the secondary mortgage
market?

A. FHA

B. FNMA
C. DVA

D. Cal-Vet

In general, most monthly real estate loan payments are received by lenders:

A On the 1st of the month

B Between the 1st and 10th of the month
C Between the 20th and 30th of the month
D. On the 30th of the month

Which of the following is also significantly involved in the secondary mortgage
market?

A. Federal Reserve Board
B. Federal Housing Administration
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C. California Housing Finance Agency
D. Federal Home Loan Mortgage Corporation

Answer Key: 1-B, 2-D, 3-B, 4-A, 5-A, 6-A, 7-B, 8-B, 9-B, 10-D
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CHAPTER 8: FINANCING INSTRUMENTS

&

il

PREVIEW

Just like any other professionals, real estate lenders use a variety of financing
instruments to complete a real estate loan. In California, the major instruments of real
estate finance are the promissory note, the deed of trust, and, to a lesser extent, the
installment sales contract. In this chapter we will talk about these mortgage instruments,
the meaning of voluntary money encumbrances (liens) their effects of security, and the
various loan clauses that are used in the mortgage instruments.

FINANCING INSTRUMENTS

Real estate loans in California generally are made using two instruments, promissory
notes and security instruments (trust deed, mortgage or land contract). A promissory
note is evidence of the underlying obligation of the loan transaction. Security
instruments (trust deed or mortgage) are financing instruments used to identify the real
estate that serves as assurance that the loan will be repaid. Usually, borrowers
hypothecate their real property as security for payment of the promissory note.

PROMISSORY NOTE

When money is borrowed to purchase real estate, the borrower agrees to repay the
loan by signing a promissory note, which outlines the terms of repayment and sets the
due date. The promissory note is legal evidence that a debt is owed. The two most
common types of promissory notes in general use are the straight note and the
installment note.
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= The straight note is an interest—only note.

Under a straight note, the borrower agrees to pay the interest periodically (or all at one
time, when the note matures) and to pay the entire principal in a lump sum on the due
date.

The second type of real estate promissory note, and by far the most common, is the
installment note. An installment note requires periodic payments that include both
principal and interest. This reduction in principal is referred to as amortization.

Amortization notes will be discussed in details in later chapter.

CHARACTERISTICS OF PROMISSORY NOTE

Whether a debt is secured by real property, personal property, or has no security at all,
the promissory note is the legal, enforceable promise to pay back the money borrowed.
It is the “evidence of the debt.”

. Promissory notes are called “two party paper.” The maker of a note
promises to pay the holder of the note a specified sum of money
according to the terms stated on the note.

. Payor — The maker of the note; the one who pays; the borrower.

. Payee — The holder of the note; the receiver of the money payable under
the note; the lender.

NEGOTIABLE NOTES

These are notes freely transferable in commerce. When properly prepared, they are
typically accepted as the equivalent of cash. To be considered a negotiable note, the
instrument must conform to statutory requirements. It must be:

. An unconditional promise to pay
. In writing
8-2 Licensing School for Appraisal, CPA, Contractors, Insurance, Real Estate,
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. Made by one person to another Signed by the maker
. Payable upon demand or on a fixed date

. For a specific sum of money

. Payable either “to the order of” or “to the bearer”

All of these elements must be present if the instrument is to qualify as a negotiable note.

ENDORSEMENT OF NOTES

If a note is payable “to bearer,” endorsement is not necessary since the note is
transferred by simple delivery to the other person. Paper money is such a note. If the
note is payable to a named person, that person must “order” the maker to pay to the
transferee by an endorsement. The endorsement may be:

. In Blank — Endorsement with a signature alone makes the note payable to
any bearer of the note.

. Special — Holder endorses “pay to the order of (name of new payee)” and
signs the note; the note is now payable only to the new payee.

. Restrictive — Holder restricts further negotiability by writing “for deposit
only” and signs the note.

. Qualified — Adding the words “without recourse” before signing a note
means the endorser will not be liable for the amount of the note if the
maker refuses to pay.

HoLDER IN DUE COURSE

One who takes a negotiable note which has been transferred from the original payee
through endorsement becomes a holder in due course, with certain rights, under the
following conditions:

. Valid Note — Note is valid on its face.

. Innocent of Defects — Holder became the holder of the note without
knowledge of any defects (if such exist).
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¢ Good Faith and Consideration — Holder took the note in good faith and
for a valuable consideration.

DEFENSES BY THE MAKER

Under certain circumstances the maker of the note cannot be held to the promise to
pay. Some circumstances affect the debt only as against the original payee; some affect
any subsequent holder.

. Personal Defenses — The maker may use the following commonly
recognized personal defenses against the original payee, but not against a
holder in due course.

Fraud in inducement, e.g., false statements used by the payee to
procure the signing of the note.

Lack of valuable consideration from the payee to the maker.
Prior payment or cancellation.
If payee owed maker an amount of money on another obligation,

the current negotiable note is not a “set—off' once it has been
transferred to a holder in due course.

. Real Defenses — These are defenses allowed against anyone, even a
holder in due course; they result from major defects in the validity of the
contract or document

Incapacity of the maker.

lllegality of the instrument, such as a note used in connection with
illegal conduct

Forged document.

Material alteration (holder in due course may collect on original
legal terms of the note).

Form 8-1: Promissory Note ( 3 pages)
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8: FINANCING INSTRUMENTS

NOTE

[Date] [City] [State]

[Property Address]

1. BORROWER’S PROMISE TO PAY
In return for a loan that I have received, I promise to pay U.S. § (this amount is called “Principal”),
plus interest, to the order of the Lender. The Lender is

. T will make all payments

under this Note in the form of cash, check or money order.

I understand that the Lender may transfer this Note. The Lender or anyone who takes this Note by transfer and who is entitled
to receive payments under this Note is called the “Note Holder.”
2. INTEREST

Interest will be charged on unpaid principal until the full amount of Principal has been paid. I will pay interest at a yearly
rate of Y.

The interest rate required by this Section 2 is the rate I will pay both before and after any default described in Section 6(B)
of this Note.

3. PAYMENTS

(A) Time and Place of Payments

I will pay principal and interest by making a payment every month.

1 will make my monthly payment on the day of each month beginning on - Twill
make these payments every month until I have paid all of the principal and interest and any other charges described below that
I may owe under this Note. Each monthly payment will be applied as of its scheduled due date and will be applied to interest
before Principal. If, on 20____, I still owe amounts under this Note, I will pay those
amounts in full on that date, which is called the “Maturity Date.”

1 will make my monthly payments at
or at a different place if required by the Note Holder.

(B) Amount of Monthly Payments

My monthly payment will be in the amount of U.S. §
4. BORROWER’S RIGHT TO PREPAY

T have the right to make payments of Principal at any time before they are due. A payment of Principal only is known as a
“Prepayment.” When I make a Prepayment, I will tell the Note Holder in writing that I am doing so. T may not designate a
payment as a Prepayment if | have not made all the monthly payments due under the Note.

1 may make a full Prepayment or partial Prepayments without paying a Prepayment charge. The Note Holder will use my
Prepayments to reduce the amount of Principal that I owe under this Note. However, the Note Holder may apply my Prepayment
to the accrued and unpaid interest on the Prepayment amount, before applying my Prepayment to reduce the Principal amount of
the Note. If I make a partial Prepayment, there will be no changes in the due date or in the amount of my monthly payment unless
the Note Holder agrees in writing to those changes.

5. LOAN CHARGES

If a law, which applies to this loan and which sets maximum loan charges, is finally interpreted so that the interest or other
loan charges collected or to be collected in connection with this loan exceed the permitted limits, then: (a) any such loan charge
shall be reduced by the amount necessary to reduce the charge to the permitted limit; and (b) any sums already collected from me
which exceeded permitted limits will be refunded to me. The Note Holder may choose to make this refund by reducing the
Principal T owe under this Note or by making a direct payment to me. If a refund reduces Principal, the reduction will be treated
as a partial Prepayment.

MULTISTATE FIXED RATE NOTE—Singie Family—Fannie Mae/Freddie Mac UNIFORM INSTRUMENT Form 3200 1/01 (page ! of 3 pages)

Dynasty School (www.dynastySchool.com)

8-5



REAL ESTATE FINANCE

6. BORROWER'’S FAILURE TO PAY AS REQUIRED

(A) Late Charge for Overdue Payments

If the Note Holder has not received the full amount of any monthly payment by theendof ___ calendar days after
the date it is due, I will pay a late charge to the Note Holder. The amount of the charge will be % of my overdue payment
of principal and interest. T will pay this late charge promptly but only once on each late payment.

(B) Default

If I do not pay the full amount of each monthly payment on the date it is due, I will be in default.

(C) Notice of Default

If I am in default, the Note Holder may send me a written notice telling me that if I do not pay the overdue amount by a certain
date, the Note Holder may require me to pay immediately the full amount of Principal which has not been paid and all the interest
that I owe on that amount. That date must be at least 30 days after the date on which the notice is mailed to me or delivered by
other means.

(D) No Waiver By Note Holder

Even if, at a time when I am in default, the Note Holder does not require me to pay immediately in full as described above,
the Note Holder will still have the right to do so if I am in default at a later time.

(E) Payment of Note Holder’s Costs and Expenses

If the Note Holder has required me to pay immediately in full as described above, the Note Holder will have the right to be
paid back by me for all of its costs and expenses in enforcing this Note to the extent not prohibited by applicable law. Those
expenses include, for example, reasonable attorneys’ fees.

7. GIVING OF NOTICES

Unless applicable law requires a different method, any notice that must be given to me under this Note will be given by
delivering it or by mailing it by first class mail to me at the Property Address above or at a different address if I give the Note
Holder a notice of my different address.

Any notice that must be given to the Note Holder under this Note will be given by delivering it or by mailing it by first class
mail to the Note Holder at the address stated in Section 3(A) above or at a different address if I am given a notice of that different
address.

8. OBLIGATIONS OF PERSONS UNDER THIS NOTE

1f more than one person signs this Note, each person is fully and personally obligated to keep all of the promises made in this
Note, including the promise to pay the full amount owed. Any person who is a guarantor, surety or endorser of this Note is also
obligated to do these things. Any person who takes over these obligations, including the obligations of a guarantor, surety or
endorser of this Note, is also obligated to keep all of the promises made in this Note. The Note Holder may enforce its rights
under this Note against each person individually or against all of us together. This means that any one of us may be required to
pay all of the amounts owed under this Note.

9. WAIVERS

1 and any other person who has obligations under this Note waive the rights of Presentment and Notice of Dishonor.
“Presentment” means the right to require the Note Holder to demand payment of amounts due. “Notice of Dishonor” means the
right to require the Note Holder to give notice to other persons that amounts due have not been paid.

10. UNIFORM SECURED NOTE

This Note is a uniform instrument with limited variations in some jurisdictions. In addition to the protections given to the
Note Holder under this Note, a Mortgage, Deed of Trust, or Security Deed (the “Security Instrument”), dated the same date as
this Note, protects the Note Holder from possible losses which might result if I do not keep the promises which I make in this
Note. That Security Instrument describes how and under what conditions I may be required to make immediate payment in full
of all amounts I owe under this Note. Some of those conditions are described as follows:

If all or any part of the Property or any Interest in the Property is sold or transferred (or if Borrower
is not a natural person and a beneficial interest in Borrower is sold or transferred) without Lender’s prior
written consent, Lender may require immediate payment in full of all sums secured by this Security
Instrument. However, this option shall not be exercised by Lender if such exercise is prohibited by
Applicable Law.

MULTISTATE FIXED RATE NOTE—Singie Family—Fannie Mae/Freddic Mac UNIFORM INSTRUMENT Form3200 1/01 (page 2 of 3 pages)
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If Lender exercises this option, Lender shall give Borrower notice of acceleration. The notice shall
provide a period of not less than 30 days from the date the notice is given in accordance with Section 15
within which Borrower must pay all sums secured by this Security Instrument. If Borrower fails to pay these
sums prior to the expiration of this period, Lender may invoke any remedies permitted by this Security
Instrument without further notice or demand on Borrower.

WITNESS THE HAND(S) AND SEAL(S) OF THE UNDERSIGNED

(Seal)
- Borrower

(Seal)
- Borrower

(Seal)

- Borrower

[Sign Original Only]

MULTISTATE FIXED RATE NOTE—Single Family—Fannie Mae/Freddie Mac UNIFORM INSTRUMENT Form 3200 1/01 (page 3 of 3 pages)
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MORTGAGES AND TRUST DEEDS

Mortgages and trust deeds are liens, or charges upon a property, by which property or
title has been made the security for repayment of money by the borrower. The term
“mortgage” is commonly used with two different meanings. In its generic meaning, the
word mortgage is used to describe any device used for the pledging of property to a
creditor as security for the payment of a debt. In that sense of the word, it is correct to
say that in California we usually use the deed of trust as our form of mortgage. In
California we have “mortgage companies,” not “trust deed companies.” On the other
hand, a standard mortgage contract is technically quite different from a trust deed and is
rarely used in California, although it is still used in a majority of the states.

We will look at mortgages and trust deeds as distinctly different instruments, although
both have the same purpose as security devices.

HYPOTHECATION

To hypothecate is to give title of a property as security for a loan without the necessity
of giving up possession or use of the property. This principle is fundamental to the
major instruments of real estate finance, i.e., the trust deed in California and the
less common mortgage. Each of these instruments uses the promissory note as the
primary evidence of debt, which creates a lien on the property.

MORTGAGE CONTRACT

A mortgage is a written contract by which title to property is hypothecated (promised
without giving up possession) to secure repayment of money borrowed. The borrower
retains both title and possession.

CHARACTERISTICS OF MORTGAGE CONTRACT:

. Parties — A mortgage contract has two parties, the mortgagor and the
mortgagee.
. Mortgagor — Owner or buyer (borrower), who gives a mortgage as

security to the mortgagee.
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o Mortgagee — Lender or seller, who receives a mortgage from the
mortgagor as security for repayment of a loan.

. Recording — Recording establishes priority by giving constructive notice
“to the world” of the contents of a document For a mortgage to be
recordable, it must be acknowledged by the mortgagor (usually in the
presence of a notary public who receives the acknowledgment).

¢ Release — Upon payment in full, the mortgagor is given a “satisfaction of
mortgage.” Upon recording, this releases the title from the lien. A new law
effective July 1, 1989, requires that within 30 days after any mortgage has
been satisfied, the mortgagee must execute and record a certificate of
discharge, and must then, if requested, deliver to the mortgagor the
original note and mortgage. (You will note later some different
requirements if the obligation was secured by a deed of trust.)

FORECLOSURE

By Superior Court action, a mortgagee may foreclose within four years of delinquency
or maturity of the mortgage contract. Foreclosure is by “judicial sale.” The steps
involved are:

. Complaint is filed.

i Trial is held.

. Court issues a decree of foreclosure and an order of sale.

. Sheriff or court commissioner auctions property after legal notice has been

posted and published.
. Property is sold to the highest bidder at sale.

. Buyer at sale is issued a “certificate of sale,” but does not receive
immediate title or possession.

o If a deficiency judgment is possible, the property is sold subject to
the “right of redemption.” The mortgagor may have a three-month
right of redemption (or “equity rights of redemption”) if the sale
proceeds are sufficient to pay the secured indebtedness plus
interest and costs of foreclosure, or a one year right of
redemption (or “statutory rights of redemption) if the sale
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proceeds are not sufficient to satisfy the secured indebtedness with
interest and costs of action and of sale.

. Mortgagor may remain in possession during “redemption period,”
which could be up to one year.

. At the end of the redemption period, a “sheriff's deed” is issued to the
new owner of title.

POWER OF SALE CLAUSE

This clause in a mortgage makes foreclosure out of court possible, using the same
procedures as a trustee's sale under a trust deed (non—judicial sale). Power of sale
clause will be discussed in detail in this chapter under Loan Clauses.

DEFICIENCY JUDGMENT

If the sale proceeds do not fully satisfy the debts secured by the mortgage, a deficiency
judgment may be granted by the court against the debtor.

However, deficiency judgments are prohibited on a:

. Mortgage given to seller for all or part of the purchase price.

. Mortgage given to a lender to finance purchase of an owner—occupied
dwelling of 4 units or less.

TRUST DEED

In real estate financing in California and some other states, a deed of trust is generally
used along with a promissory note (evidence of debt) as a security device; it creates a
lien on the property when recorded. A trust deed is a security device which is both a
contract and a conveyance, pledging property as a guarantee for repayment of a debt.
“Bare legal title” is conveyed by a trustor to a trustee for the lender's benefit. In case
of default, the trustee has the power to foreclose out of court at the request of the
beneficiary.
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CHARACTERISTICS OF TRUST DEED

*

Parties — In addition to the borrower and lender, the trust deed involves a
third party, the trustee.

Trustor — The borrower. The owner or buyer who deeds bare legal

title of property securing the loan to a trustee to be held as security

until the trustor has performed the obligation to the lender under the
terms of the deed of trust

Beneficiary — The lender. The holder of the promissory note and of
the trust deed guaranteeing repayment. Benefits from the “trust”

Trustee — A neutral third party. Holder, in trust, of the “bare legal
title” with the power of sale described above.

Effect of Title — Bare (or naked) Legal Title is transferred by the trust
deed to a trustee (intermediary between trustor and beneficiary) who has
“power of sale” in the event of default by the trustor. Equitable title
remains with the trustor, who can also give a junior trust deed (or deeds).

Recordation — Recording of the trust deed is permitted and
recommended; it establishes priority. Recording is not required to make a
trust deed effective.

Short Form — So that only the front page of a trust deed need be
recorded, most trust deeds are written as a “Short Form Deed of
Trust and Assignment of Rents,” which makes reference to
information contained on the reverse side which has been
previously recorded in the same county.

Fictitious Deed of Trust — This is a device used to put all standard
provisions of any given lender or title company, etc., on the public
record in any county in which the firm does business. It is
“fictitious” in the sense that it does not cite a specific property.

Only the front side of subsequent “actual” trust deeds need be
recorded, showing names, property data, and other variables. The
borrower agrees to all of the terms printed on the back of the trust
deed, terms recorded in the earlier fictitious deed of trust. This
procedure saves in fees, records space, and unnecessary
duplication.
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The reverse side of the actual trust deed contains a reprint of the
standard provisions, for easy reference by the trustor or others.

. Priority — The earliest recording date makes it a first trust deed,
unless it contains a subordination clause, by which the
beneficiary agrees to move to a junior position if another trust deed
(usually a construction loan) is recorded at a later date.

RELATION OF TRUST DEED TO NOTE

The lien of a trust deed or mortgage used as a security device to assure the payment of
debt, by using title to real property as security, is a mere incident of the debt. Without
the debt, there is no lien.

Validity — if the note is unenforceable, the mortgage or trust deed gives it
no validity.

Obligation — The note and the mortgage or trust deed are to be construed
together; therefore, a clause in either obligates the other.

Conflict in Terms — If any conflict exists between the provisions of the
note and the mortgage or trust deed, the note will take priority.

Assignment — In case of assignment, the note and the security device
(mortgage or trust deed) must go together. They cannot be assigned
independently.

Release —The lien is released by reconveyance of the title from the
trustee to the trustor by recording of a deed of reconveyance.

Request for Reconveyance — When the obligation secured by any deed
of trust has been satisfied, the beneficiary must deliver to the trustee the
original note, the deed of trust, and a request for full reconveyance.

DEED OF RECONVEYANCE

The trustee must record a deed of reconveyance within 21 calendar days after receipt of
the request for reconveyance and appropriate fees.
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. 60 Day limit — If the trustee has failed to record the reconveyance within
60 calendar days of the satisfaction of the obligation, the beneficiary, upon
written request by the trustor, shall substitute itself or another trustee and
issue a full reconveyance.

. 75 Day limit — If a full reconveyance has not been recorded within 75
calendar days of satisfaction, then a title insurance company may prepare
and record a release of the obligation, which release will be equivalent to a
reconveyance of title.

. Violations — Any violator of these requirements shall be liable for actual
damages plus $300. In addition, any person who willfully violates this law
is guilty of a misdemeanor, punishable by a fine up to $400 and/or
imprisonment in the county jail for up to six months.

FORECLOSURE BY TRUSTEE'S SALE

One reason for the popularity of trust deeds with lenders is the availability of a non—
judicial foreclosure procedure.

NOTICE OF DEFAULT

The beneficiary notifies the trustee of default, then notifies the trustor and
records the “notice of default.” The trustee is also obligated to provide
notices to all other lienholders of record and to anyone who has recorded
a request for notice of default.

REDEMPTION PERIOD

The trustee must wait a minimum of three months, during which the trustor may avoid
sale in various ways.

. The trustor may reinstate the loan by making delinquent payments and
penalties up to within 5 days of the sale.

. The trustor may give a “deed in lieu of foreclosure” to satisfy the lien, if
the lienholder is willing. The lienholder takes title subject to all other
existing liens. This procedure protects the borrower's credit and avoids
foreclosure costs.

. The trustor may pay the entire balance.
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NOTICE OF SALE

The trustee publishes a “notice of sale” once a week for 20 days and posts notice on
property. In addition, the notice of sale must be recorded in the county where the
property is located at least 14 days prior to the sale. Sale date is usually 22 or 23 days
after notice.

. The notice must include a description of the property or, if none is
available, the name and address of the beneficiary.

. The trustor may still pay off the full loan and penalties prior to the sale; no
redemption right exists after the sale.

TRUSTEE'S AUCTION

The trustee sells to the highest bidder, pays expenses and lien(s), and issues a
trustee's deed.

. Title is cleared of all junior liens except possible mechanics liens or real
estate tax liens.

¢ No deficiency judgment is allowed following a trustee's sale. However, a
foreclosing beneficiary at a trustee's sale may later sue for damages and
pursue postsale claims against the trustor for bad faith waste and fraud.
To do so the beneficiary must have made a credit bid at the trustee's
auction that was less than the amount of the secured debt and foreclosure
costs.

FORECLOSURE TIME

The foreclosure process under a trust deed is relatively speedy compared to the court
proceedings under a mortgage.

. “Notice of default” — 3 months minimum plus additional time which may
be granted.
. “Notice of sale” —20 days.
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. Total time to accomplish foreclosure — approximately 4 months.

TRUSTOR’S RIGHT OF REINSTATEMENT

A debt under a trust deed can be reinstated by a trustor if payment of the overdue
amount is made at any time after the notice of default is recorded, but no later than five
(5) business days prior to the date of sale in the subsequent recorded notice of sale.

Reinstatement within the five-day period preceding the sale would be at the discretion of
the beneficiary and might still be allowed.

Figure 8-1 Trustee’s Sale Timetable

TRUSTEE’S SALE TIMETABLE

10-15 DAYS 3 MONTHS 21 DAYS 1 DAY
Notice of Default Reinstatement Notice of Sale Publishing Trustee’s Sale
Period

(Waiting Period)

FORECLOSURE BY COURT (JUDICIAL)
The method of foreclosing on a trust deed is the choice of the beneficiary. Court action
could be chosen to gain the opportunity for a deficiency judgment.

Procedure — The procedure becomes the same as for a mortgage.

Form 8-1: Deed of Trust (16 pages)
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After Recording Return To:

[Space Above This Line For Recording Data]

DEED OF TRUST
DEFINITIONS
Words used in multiple sections of this document are defined below and other words are defined
in Sections 3, 11, 13, 18, 20 and 21. Certain rules regarding the usage of words used in this

document are also provided in Section 16.

(A)  “Security Instrument” means this document, which is dated
, together with all Riders to this document.

(B) “Borrower” is . Borrower
is the trustor under this Security Instrument.

(C) “Lender”is . Lender
isa organized and existing under the laws of

. Lender’s address is
. Lender is the beneficiary under this Security Instrument.

(D) “Trustee” is

(E)  “Note” means the promissory note signed by Borrower and dated
. The Note states that Borrower owes Lender

Dollars (U.S. § ) plus interest.

Borrower has promised to pay this debt in regular Periodic Payments and to pay the debt in full

not later than .

(F)  “Property” means the property that is described below under the heading “Transfer of

Rights in the Property.”

(G) “Loan” means the debt evidenced by the Note, plus interest, any prepayment charges and

late charges due under the Note, and all sums due under this Security Instrument, plus interest.

(H) “Riders” means all Riders to this Security Instrument that are executed by Borrower.

The following Riders are to be executed by Borrower [check box as applicable]:

O Adjustable Rate Rider O Condominium Rider O Second Home Rider
O Balloon Rider O Planned Unit Development Rider [0 Other(s) [specify]
0 1-4 Family Rider O Biweekly Payment Rider
CALIFORNIA—Single Family—-Fannie Mae/Freddie Mac UNIFORM INSTRUMENT Form 3005 1/01 (page 1 of 16 pages)
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@ “Applicable Law” means all controlling applicable federal, state and local statutes,
regulations, ordinances and administrative rules and orders (that have the effect of law) as well
as all applicable final, non-appealable judicial opinions.

)] “Community Association Dues, Fees, and Assessments” means all dues, fees,
assessments and other charges that are imposed on Borrower or the Property by a condominium
association, homeowners association or similar organization.

(K) “Electronic Funds Transfer” means any transfer of funds, other than a transaction
originated by check, draft, or similar paper instrument, which is initiated through an electronic
terminal, telephonic instrument, computer, or magnetic tape so as to order, instruct, or authorize
a financial institution to debit or credit an account. Such term includes, but is not limited to,
point-of-sale transfers, automated teller machine transactions, transfers initiated by telephone,
wire transfers, and automated clearinghouse transfers.

(L)  “Escrow Items” means those items that are described in Section 3.

(M) “Miscellaneous Proceeds” means any compensation, settlement, award of damages, or
proceeds paid by any third party (other than insurance proceeds paid under the coverages
described in Section 5) for: (i) damage to, or destruction of, the Property; (ii) condemnation or
other taking of all or any part of the Property; (iii) conveyance in lieu of condemnation; or
(iv) misrepresentations of, or omissions as to, the value and/or condition of the Property.

(N)  “Mortgage Insurance” means insurance protecting Lender against the nonpayment of,
or default on, the Loan.

(O) “Periodic Payment” means the regularly scheduled amount due for (i) principal and
interest under the Note, plus (ii) any amounts under Section 3 of this Security Instrument.

(P) “RESPA” means the Real Estate Settlement Procedures Act (12 U.S.C. §2601 et seq.)
and its implementing regulation, Regulation X (24 C.F.R. Part 3500), as they might be amended
from time to time, or any additional or successor legislation or regulation that governs the same
subject matter. As used in this Security Instrument, “RESPA” refers to all requirements and
restrictions that are imposed in regard to a “federally related mortgage loan” even if the Loan
does not qualify as a “federally related mortgage loan” under RESPA.

(Q) “Successor in Interest of Borrower” means any party that has taken title to the
Property, whether or not that party has assumed Borrower’s obligations under the Note and/or
this Security Instrument.

TRANSFER OF RIGHTS IN THE PROPERTY

This Security Instrument secures to Lender: (i) the repayment of the Loan, and all renewals,
extensions and modifications of the Note; and (ii) the performance of Borrower’s covenants and
agreements under this Security Instrument and the Note. For this purpose, Borrower irrevocably
grants and conveys to Trustee, in trust, with power of sale, the following described property
located in the of :
[Type of Recording Jurisdiction] [Name of Recording Jurisdiction]

CALIFORNIA-Single Family—Fannie Mae/Freddie Mac UNIFORM INSTRUMENT Form 3005 1/01 {page 2 of 16 pages)
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which currently has the address of

[Street]
, California (“Property Address”):
[City] [Zip Code]

TOGETHER WITH all the improvements now or hereafter erected on the property, and
all easements, appurtenances, and fixtures now or hereafter a part of the property. All
replacements and additions shall also be covered by this Security Instrument. All of the
foregoing is referred to in this Security Instrument as the “Property.”

BORROWER COVENANTS that Borrower is lawfully seised of the estate hereby
conveyed and has the right to grant and convey the Property and that the Property is
unencumbered, except for encumbrances of record. Borrower warrants and will defend
generally the title to the Property against all claims and demands, subject to any encumbrances
of record.

THIS SECURITY INSTRUMENT combines uniform covenants for national use and
non-uniform covenants with limited variations by jurisdiction to constitute a uniform security
instrument covering real property.

UNIFORM COVENANTS. Borrower and Lender covenant and agree as follows:

1. Payment of Principal, Interest, Escrow Items, Prepayment Charges, and
Late Charges. Borrower shall pay when due the principal of, and interest on, the debt
evidenced by the Note and any prepayment charges and late charges due under the Note.
Borrower shall also pay funds for Escrow Items pursuant to Section 3. Payments due under the
Note and this Security Instrument shall be made in U.S. currency. However, if any check or
other instrument received by Lender as payment under the Note or this Security Instrument is
returned to Lender unpaid, Lender may require that any or all subsequent payments due under
the Note and this Security Instrument be made in one or more of the following forms, as selected
by Lender: (a) cash; (b) money order; (c) certified check, bank check, treasurer’s check or
cashier’s check, provided any such check is drawn upon an institution whose deposits are
insured by a federal agency, instrumentality, or entity; or (d) Electronic Funds Transfer.

Payments are deemed received by Lender when received at the location designated in the
Note or at such other location as may be designated by Lender in accordance with the notice
provisions in Section 15. Lender may return any payment or partial payment if the payment or
partial payments are insufficient to bring the Loan current. Lender may accept any payment or
partial payment insufficient to bring the Loan current, without waiver of any rights hereunder or
prejudice to its rights to refuse such payment or partial payments in the future, but Lender is not
obligated to apply such payments at the time such payments are accepted. If each Periodic
Payment is applied as of its scheduled due date, then Lender need not pay interest on unapplied
funds. Lender may hold such unapplied funds until Borrower makes payment to bring the Loan
current. If Borrower does not do so within a reasonable period of time, Lender shall either apply
such funds or return them to Borrower. If not applied earlier, such funds will be applied to the
outstanding principal balance under the Note immediately prior to foreclosure. No offset or
claim which Borrower might have now or in the future against Lender shall relieve Borrower

CALIFORNIA--Single Family--Fannie Mae/Freddic Mac UNIFORM INSTRUMENT Form 3005 1/01 (page 3 of 16 pages)

nutaly, INUISe, rouu 11artaieTsS, TdadA diiud OTLUTTICS



8: FINANCING INSTRUMENTS

from making payments due under the Note and this Security Instrument or performing the
covenants and agreements secured by this Security Instrument.

2. Application of Payments or Proceeds. Except as otherwise described in this
Section 2, all payments accepted and applied by Lender shall be applied in the following order of
priority: (a) interest due under the Note; (b) principal due under the Note; (c) amounts due under
Section 3. Such payments shall be applied to each Periodic Payment in the order in which it
became due. Any remaining amounts shall be applied first to late charges, second to any other
amounts due under this Security Instrument, and then to reduce the principal balance of the Note.

If Lender receives a payment from Borrower for a delinquent Periodic Payment which
includes a sufficient amount to pay any late charge due, the payment may be applied to the
delinquent payment and the late charge. If more than one Periodic Payment is outstanding,
Lender may apply any payment received from Borrower to the repayment of the Periodic
Payments if, and to the extent that, each payment can be paid in full. To the extent that any
excess exists after the payment is applied to the full payment of one or more Periodic Payments,
such excess may be applied to any late charges due. Voluntary prepayments shall be applied
first to any prepayment charges and then as described in the Note.

Any application of payments, insurance proceeds, or Miscellaneous Proceeds to principal
due under the Note shall not extend or postpone the due date, or change the amount, of the
Periodic Payments.

3. Funds for Escrow Items. Borrower shall pay to Lender on the day Periodic
Payments are due under the Note, until the Note is paid in full, a sum (the “Funds”) to provide
for payment of amounts due for: (a) taxes and assessments and other items which can attain
priority over this Security Instrument as a lien or encumbrance on the Property; (b) leasehold
payments or ground rents on the Property, if any; (c) premiums for any and all insurance
required by Lender under Section 5; and (d) Mortgage Insurance premiums, if any, or any sums
payable by Borrower to Lender in lieu of the payment of Mortgage Insurance premiums in
accordance with the provisions of Section 10. These items are called “Escrow Items.” At
origination or at any time during the term of the Loan, Lender may require that Community
Association Dues, Fees, and Assessments, if any, be escrowed by Borrower, and such dues, fees
and assessments shall be an Escrow Item. Borrower shall promptly furnish to Lender all notices
of amounts to be paid under this Section. Borrower shall pay Lender the Funds for Escrow Items
unless Lender waives Borrower’s obligation to pay the Funds for any or all Escrow Items.
Lender may waive Borrower’s obligation to pay to Lender Funds for any or all Escrow Items at
any time. Any such waiver may only be in writing. In the event of such waiver, Borrower shall
pay directly, when and where payable, the amounts due for any Escrow Items for which payment
of Funds has been waived by Lender and, if Lender requires, shall furnish to Lender receipts
evidencing such payment within such time period as Lender may require. Borrower’s obligation
to make such payments and to provide receipts shall for all purposes be deemed to be a covenant
and agreement contained in this Security Instrument, as the phrase “covenant and agreement” is
used in Section 9. If Borrower is obligated to pay Escrow Items directly, pursuant to a waiver,
and Borrower fails to pay the amount due for an Escrow Item, Lender may exercise its rights
under Section 9 and pay such amount and Borrower shall then be obligated under Section 9 to
repay to Lender any such amount. Lender may revoke the waiver as to any or all Escrow Items
at any time by a notice given in accordance with Section 15 and, upon such revocation, Borrower
shall pay to Lender all Funds, and in such amounts, that are then required under this Section 3.
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Lender may, at any time, collect and hold Funds in an amount (a) sufficient to permit
Lender to apply the Funds at the time specified under RESPA, and (b) not to exceed the
maximum amount a lender can require under RESPA. Lender shall estimate the amount of
Funds due on the basis of current data and reasonable estimates of expenditures of future Escrow
Items or otherwise in accordance with Applicable Law.

The Funds shall be held in an institution whose deposits are insured by a federal agency,
instrumentality, or entity (including Lender, if Lender is an institution whose deposits are so
insured) or in any Federal Home Loan Bank. Lender shall apply the Funds to pay the Escrow
Items no later than the time specified under RESPA. Lender shall not charge Borrower for
holding and applying the Funds, annually analyzing the escrow account, or verifying the Escrow
Items, unless Lender pays Borrower interest on the Funds and Applicable Law permits Lender to
make such a charge. Unless an agreement is made in writing or Applicable Law requires interest
to be paid on the Funds, Lender shall not be required to pay Borrower any interest or earnings on
the Funds. Borrower and Lender can agree in writing, however, that interest shall be paid on the
Funds. Lender shall give to Borrower, without charge, an annual accounting of the Funds as
required by RESPA.

If there is a surplus of Funds held in escrow, as defined under RESPA, Lender shall
account to Borrower for the excess funds in accordance with RESPA. If there is a shortage of
Funds held in escrow, as defined under RESPA, Lender shall notify Borrower as required by
RESPA, and Borrower shall pay to Lender the amount necessary to make up the shortage in
accordance with RESPA, but in no more than 12 monthly payments. If there is a deficiency of
Funds held in escrow, as defined under RESPA, Lender shall notify Borrower as required by
RESPA, and Borrower shall pay to Lender the amount necessary to make up the deficiency in
accordance with RESPA, but in no more than 12 monthly payments.

Upon payment in full of all sums secured by this Security Instrument, Lender shall
promptly refund to Borrower any Funds held by Lender.

4. Charges; Liens. Borrower shall pay all taxes, assessments, charges, fines, and
impositions attributable to the Property which can attain priority over this Security Instrument,
leasehold payments or ground rents on the Property, if any, and Community Association Dues,
Fees, and Assessments, if any. To the extent that these items are Escrow Items, Borrower shall
pay them in the manner provided in Section 3.

Borrower shall promptly discharge any lien which has priority over this Security
Instrument unless Borrower: (a) agrees in writing to the payment of the obligation secured by the
lien in a manner acceptable to Lender, but only so long as Borrower is performing such
agreement; (b) contests the lien in good faith by, or defends against enforcement of the lien in,
legal proceedings which in Lender’s opinion operate to prevent the enforcement of the lien while
those proceedings are pending, but only until such proceedings are concluded; or (c) secures
from the holder of the lien an agreement satisfactory to Lender subordinating the lien to this
Security Instrument. If Lender determines that any part of the Property is subject to a lien which
can attain priority over this Security Instrument, Lender may give Borrower a notice identifying
the lien. Within 10 days of the date on which that notice is given, Borrower shall satisfy the lien
or take one or more of the actions set forth above in this Section 4.

Lender may require Borrower to pay a one-time charge for a real estate tax verification
and/or reporting service used by Lender in connection with this Loan.
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8: FINANCING INSTRUMENTS

5. Property Insurance. Borrower shall keep the improvements now existing or
hereafter erected on the Property insured against loss by fire, hazards included within the term
“extended coverage,” and any other hazards including, but not limited to, earthquakes and
floods, for which Lender requires insurance. This insurance shall be maintained in the amounts
(including deductible levels) and for the periods that Lender requires. What Lender requires
pursuant to the preceding sentences can change during the term of the Loan. The insurance
carrier providing the insurance shall be chosen by Borrower subject to Lender’s right to
disapprove Borrower’s choice, which right shall not be exercised unreasonably. Lender may
require Borrower to pay, in connection with this Loan, either: (a) a one-time charge for flood
zone determination, certification and tracking services; or (b) a one-time charge for flood zone
determination and certification services and subsequent charges each time remappings or similar
changes occur which reasonably might affect such determination or certification. Borrower shall
also be responsible for the payment of any fees imposed by the Federal Emergency Management
Agency in connection with the review of any flood zone determination resulting from an
objection by Borrower.

If Borrower fails to maintain any of the coverages described above, Lender may obtain
insurance coverage, at Lender’s option and Borrower’s expense. Lender is under no obligation
to purchase any particular type or amount of coverage. Therefore, such coverage shall cover
Lender, but might or might not protect Borrower, Borrower’s equity in the Property, or the
contents of the Property, against any risk, hazard or liability and might provide greater or lesser
coverage than was previously in effect. Borrower acknowledges that the cost of the insurance
coverage so obtained might significantly exceed the cost of insurance that Borrower could have
obtained. Any amounts disbursed by Lender under this Section 5 shall become additional debt
of Borrower secured by this Security Instrument. These amounts shall bear interest at the Note
rate from the date of disbursement and shall be payable, with such interest, upon notice from
Lender to Borrower requesting payment.

All insurance policies required by Lender and renewals of such policies shall be subject
to Lender’s right to disapprove such policies, shall include a standard mortgage clause, and shall
name Lender as mortgagee and/or as an additional loss payee and Borrower further agrees to
generally assign rights to insurance proceeds to the holder of the Note up to the amount of the
outstanding loan balance. Lender shall have the right to hold the policies and renewal
certificates. If Lender requires, Borrower shall promptly give to Lender all receipts of paid
premiums and renewal notices. If Borrower obtains any form of insurance coverage, not
otherwise required by Lender, for damage to, or destruction of, the Property, such policy shall
include a standard mortgage clause and shall name Lender as mortgagee and/or as an additional
loss payee and Borrower further agrees to generally assign rights to insurance proceeds to the
holder of the Note up to the amount of the outstanding loan balance.

In the event of loss, Borrower shall give prompt notice to the insurance carrier and
Lender. Lender may make proof of loss if not made promptly by Borrower. Unless Lender and
Borrower otherwise agree in writing, any insurance proceeds, whether or not the underlying
insurance was required by Lender, shall be applied to restoration or repair of the Property, if the
restoration or repair is economically feasible and Lender’s security is not lessened. During such
repair and restoration period, Lender shall have the right to hold such insurance proceeds until
Lender has had an opportunity to inspect such Property to ensure the work has been completed to
Lender’s satisfaction, provided that such inspection shall be undertaken promptly. Lender may
disburse proceeds for the repairs and restoration in a single payment or in a series of progress
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payments as the work is completed. Unless an agreement is made in writing or Applicable Law
requires interest to be paid on such insurance proceeds, Lender shall not be required to pay
Borrower any interest or earnings on such proceeds. Fees for public adjusters, or other third
parties, retained by Borrower shall not be paid out of the insurance proceeds and shall be the sole
obligation of Borrower. If the restoration or repair is not economically feasible or Lender’s
security would be lessened, the insurance proceeds shall be applied to the sums secured by this
Security Instrument, whether or not then due, with the excess, if any, paid to Borrower. Such
insurance proceeds shall be applied in the order provided for in Section 2.

If Borrower abandons the Property, Lender may file, negotiate and settle any available
insurance claim and related matters. If Borrower does not respond within 30 days to a notice
from Lender that the insurance carrier has offered to settle a claim, then Lender may negotiate
and settle the claim. The 30-day period will begin when the notice is given. In either event, or if
Lender acquires the Property under Section 22 or otherwise, Borrower hereby assigns to Lender
(a) Borrower’s rights to any insurance proceeds in an amount not to exceed the amounts unpaid
under the Note or this Security Instrument, and (b) any other of Borrower’s rights (other than the
right to any refund of unearned premiums paid by Borrower) under all insurance policies
covering the Property, insofar as such rights are applicable to the coverage of the Property.
Lender may use the insurance proceeds either to repair or restore the Property or to pay amounts
unpaid under the Note or this Security Instrument, whether or not then due.

6. Occupancy. Borrower shall occupy, establish, and use the Property as
Borrower’s principal residence within 60 days after the execution of this Security Instrument and
shall continue to occupy the Property as Borrower’s principal residence for at least one year after
the date of occupancy, unless Lender otherwise agrees in writing, which consent shall not be
unreasonably withheld, or unless extenuating circumstances exist which are beyond Borrower’s
control.

7. Preservation, Maintenance and Protection of the Property; Inspections.
Borrower shall not destroy, damage or impair the Property, allow the Property to deteriorate or
commit waste on the Property. Whether or not Borrower is residing in the Property, Borrower
shall maintain the Property in order to prevent the Property from deteriorating or decreasing in
value due to its condition. Unless it is determined pursuant to Section 5 that repair or restoration
is not economically feasible, Borrower shall promptly repair the Property if damaged to avoid
further deterioration or damage. If insurance or condemnation proceeds are paid in connection
with damage to, or the taking of, the Property, Borrower shall be responsible for repairing or
restoring the Property only if Lender has released proceeds for such purposes. Lender may
disburse proceeds for the repairs and restoration in a single payment or in a series of progress
payments as the work is completed. If the insurance or condemnation proceeds are not sufficient
to repair or restore the Property, Borrower is not relieved of Borrower’s obligation for the
completion of such repair or restoration.

Lender or its agent may make reasonable entries upon and inspections of the Property. If
it has reasonable cause, Lender may inspect the interior of the improvements on the Property.
Lender shall give Borrower notice at the time of or prior to such an interior inspection specifying
such reasonable cause.

8. Borrower’s Loan Application. Borrower shall be in default if, during the Loan
application process, Borrower or any persons or entities acting at the direction of Borrower or
with Borrower’s knowledge or consent gave materially false, misleading, or inaccurate
information or statements to Lender (or failed to provide Lender with material information) in
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8: FINANCING INSTRUMENTS

connection with the Loan. Material representations include, but are not limited to,
representations concerning Borrower’s occupancy of the Property as Borrower’s principal
residence.

9. Protection of Lender’s Interest in the Property and Rights Under this
Security Instrument. If (a) Borrower fails to perform the covenants and agreements contained
in this Security Instrument, (b)there is a legal proceeding that might significantly affect
Lender’s interest in the Property and/or rights under this Security Instrument (such as a
proceeding in bankruptcy, probate, for condemnation or forfeiture, for enforcement of a lien
which may attain priority over this Security Instrument or to enforce laws or regulations), or
(c) Borrower has abandoned the Property, then Lender may do and pay for whatever is
reasonable or appropriate to protect Lender’s interest in the Property and rights under this
Security Instrument, including protecting and/or assessing the value of the Property, and
securing and/or repairing the Property. Lender’s actions can include, but are not limited to:
(a) paying any sums secured by a lien which has priority over this Security Instrument;
(b) appearing in court; and (c) paying reasonable attorneys’ fees to protect its interest in the
Property and/or rights under this Security Instrument, including its secured position in a
bankruptcy proceeding. Securing the Property includes, but is not limited to, entering the
Property to make repairs, change locks, replace or board up doors and windows, drain water
from pipes, eliminate building or other code violations or dangerous conditions, and have
utilities turned on or off. Although Lender may take action under this Section 9, Lender does not
have to do so and is not under any duty or obligation to do so. It is agreed that Lender incurs no
liability for not taking any or all actions authorized under this Section 9.

Any amounts disbursed by Lender under this Section 9 shall become additional debt of
Borrower secured by this Security Instrument. These amounts shall bear interest at the Note rate
from the date of disbursement and shall be payable, with such interest, upon notice from Lender
to Borrower requesting payment.

If this Security Instrument is on a leasehold, Borrower shall comply with all the
provisions of the lease. If Borrower acquires fee title to the Property, the leasehold and the fee
title shall not merge unless Lender agrees to the merger in writing.

10.  Mortgage Insurance. If Lender required Mortgage Insurance as a condition of
making the Loan, Borrower shall pay the premiums required to maintain the Mortgage Insurance
in effect. If, for any reason, the Mortgage Insurance coverage required by Lender ceases to be
available from the mortgage insurer that previously provided such insurance and Borrower was
required to make separately designated payments toward the premiums for Mortgage Insurance,
Borrower shall pay the premiums required to obtain coverage substantially equivalent to the
Mortgage Insurance previously in effect, at a cost substantially equivalent to the cost to
Borrower of the Mortgage Insurance previously in effect, from an alternate mortgage insurer
selected by Lender. If substantially equivalent Mortgage Insurance coverage is not available,
Borrower shall continue to pay to Lender the amount of the separately designated payments that
were due when the insurance coverage ceased to be in effect. Lender will accept, use and retain
these payments as a non-refundable loss reserve in lieu of Mortgage Insurance. Such loss
reserve shall be non-refundable, notwithstanding the fact that the Loan is ultimately paid in full,
and Lender shall not be required to pay Borrower any interest or earnings on such loss reserve.
Lender can no longer require loss reserve payments if Mortgage Insurance coverage (in the
amount and for the period that Lender requires) provided by an insurer selected by Lender again
becomes available, is obtained, and Lender requires separately designated payments toward the
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premiums for Mortgage Insurance. If Lender required Mortgage Insurance as a condition of
making the Loan and Borrower was required to make separately designated payments toward the
premiums for Mortgage Insurance, Borrower shall pay the premiums required to maintain
Mortgage Insurance in effect, or to provide a non-refundable loss reserve, until Lender’s
requirement for Mortgage Insurance ends in accordance with any written agreement between
Borrower and Lender providing for such termination or until termination is required by
Applicable Law. Nothing in this Section 10 affects Borrower’s obligation to pay interest at the
rate provided in the Note.

Mortgage Insurance reimburses Lender (or any entity that purchases the Note) for certain
losses it may incur if Borrower does not repay the Loan as agreed. Borrower is not a party to the
Mortgage Insurance.

Mortgage insurers evaluate their total risk on all such insurance in force from time to
time, and may enter into agreements with other parties that share or modify their risk, or reduce
losses. These agreements are on terms and conditions that are satisfactory to the mortgage
insurer and the other party (or parties) to these agreements. These agreements may require the
mortgage insurer to make payments using any source of funds that the mortgage insurer may
have available (which may include funds obtained from Mortgage Insurance premiums).

As a result of these agreements, Lender, any purchaser of the Note, another insurer, any
reinsurer, any other entity, or any affiliate of any of the foregoing, may receive (directly or
indirectly) amounts that derive from (or might be characterized as) a portion of Borrower’s
payments for Mortgage Insurance, in exchange for sharing or modifying the mortgage insurer’s
risk, or reducing losses. If such agreement provides that an affiliate of Lender takes a share of
the insurer’s risk in exchange for a share of the premiums paid to the insurer, the arrangement is
often termed “captive reinsurance.” Further:

(a) Any such agreements will not affect the amounts that Borrower has agreed
to pay for Mortgage Insurance, or any other terms of the Loan. Such agreements will not
increase the amount Borrower will owe for Mortgage Insurance, and they will not entitle
Borrower to any refund.

(b)  Any such agreements will not affect the rights Borrower has - if any - with
respect to the Mortgage Insurance under the Homeowners Protection Act of 1998 or any
other law. These rights may include the right to receive certain disclosures, to request and
obtain cancellation of the Mortgage Insurance, to have the Mortgage Insurance terminated
automatically, and/or to receive a refund of any Mortgage Insurance premiums that were
unearned at the time of such cancellation or termination.

11.  Assignment of Miscellaneous Proceeds; Forfeiture. All Miscellaneous
Proceeds are hereby assigned to and shall be paid to Lender.

If the Property is damaged, such Miscellaneous Proceeds shall be applied to restoration
or repair of the Property, if the restoration or repair is economically feasible and Lender’s
security is not lessened. During such repair and restoration period, Lender shall have the right to
hold such Miscellaneous Proceeds until Lender has had an opportunity to inspect such Property
to ensure the work has been completed to Lender’s satisfaction, provided that such inspection
shall be undertaken promptly. Lender may pay for the repairs and restoration in a single
disbursement or in a series of progress payments as the work is completed. Unless an agreement
is made in writing or Applicable Law requires interest to be paid on such Miscellancous
Proceeds, Lender shall not be required to pay Borrower any interest or earnings on such
Miscellaneous Proceeds. If the restoration or repair is not economically feasible or Lender’s
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security would be Iessened, the Miscellaneous Proceeds shall be applied to the sums secured by
this Security Instrument, whether or not then due, with the excess, if any, paid to Borrower.
Such Miscellaneous Proceeds shall be applied in the order provided for in Section 2.

In the event of a total taking, destruction, or loss in value of the Property, the
Miscellaneous Proceeds shall be applied to the sums secured by this Security Instrument,
whether or not then due, with the excess, if any, paid to Borrower.

In the event of a partial taking, destruction, or loss in value of the Property in which the
fair market value of the Property immediately before the partial taking, destruction, or loss in
value is equal to or greater than the amount of the sums secured by this Security Instrument
immediately before the partial taking, destruction, or loss in value, unless Borrower and Lender
otherwise agree in writing, the sums secured by this Security Instrument shall be reduced by the
amount of the Miscellaneous Proceeds multiplied by the following fraction: (a) the total amount
of the sums secured immediately before the partial taking, destruction, or loss in value divided
by (b) the fair market value of the Property immediately before the partial taking, destruction, or
loss in value. Any balance shall be paid to Borrower.

In the event of a partial taking, destruction, or loss in value of the Property in which the
fair market value of the Property immediately before the partial taking, destruction, or loss in
value is less than the amount of the sums secured immediately before the partial taking,
destruction, or loss in value, unless Borrower and Lender otherwise agree in writing, the
Miscellaneous Proceeds shall be applied to the sums secured by this Security Instrument whether
or not the sums are then due.

If the Property is abandoned by Borrower, or if, after notice by Lender to Borrower that
the Opposing Party (as defined in the next sentence) offers to make an award to settle a claim for
damages, Borrower fails to respond to Lender within 30 days after the date the notice is given,
Lender is authorized to collect and apply the Miscellaneous Proceeds either to restoration or
repair of the Property or to the sums secured by this Security Instrument, whether or not then
due. “Opposing Party” means the third party that owes Borrower Miscellaneous Proceeds or the
party against whom Borrower has a right of action in regard to Miscellaneous Proceeds.

Borrower shall be in default if any action or proceeding, whether civil or criminal, is
begun that, in Lender’s judgment, could result in forfeiture of the Property or other material
impairment of Lender’s interest in the Property or rights under this Security Instrument.
Borrower can cure such a default and, if acceleration has occurred, reinstate as provided in
Section 19, by causing the action or proceeding to be dismissed with a ruling that, in Lender’s
judgment, precludes forfeiture of the Property or other material impairment of Lender’s interest
in the Property or rights under this Security Instrument. The proceeds of any award or claim for
damages that are attributable to the impairment of Lender’s interest in the Property are hereby
assigned and shall be paid to Lender.

All Miscellaneous Proceeds that are not applied to restoration or repair of the Property
shall be applied in the order provided for in Section 2.

12.  Borrower Not Released; Forbearance By Lender Not a Waiver. Extension of
the time for payment or modification of amortization of the sums secured by this Security
Instrument granted by Lender to Borrower or any Successor in Interest of Borrower shall not
operate to release the liability of Borrower or any Successors in Interest of Borrower. Lender
shall not be required to commence proceedings against any Successor in Interest of Borrower or
to refuse to extend time for payment or otherwise modify amortization of the sums secured by
this Security Instrument by reason of any demand made by the original Borrower or any
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Successors in Interest of Borrower. Any forbearance by Lender in exercising any right or
remedy including, without limitation, Lender’s acceptance of payments from third persons,
entities or Successors in Interest of Borrower or in amounts less than the amount then due, shall
not be a waiver of or preclude the exercise of any right or remedy.

13. Joint and Several Liability; Co-signers; Successors and Assigns Bound.
Borrower covenants and agrees that Borrower’s obligations and liability shall be joint and
several. However, any Borrower who co-signs this Security Instrument but does not execute the
Note (a “co-signer”): (a) is co-signing this Security Instrument only to mortgage, grant and
convey the co-signer’s interest in the Property under the terms of this Security Instrument; (b) is
not personally obligated to pay the sums secured by this Security Instrument; and (c) agrees that
Lender and any other Borrower can agree to extend, modify, forbear or make any
accommodations with regard to the terms of this Security Instrument or the Note without the co-
signer’s consent.

Subject to the provisions of Section 18, any Successor in Interest of Borrower who
assumes Borrower’s obligations under this Security Instrument in writing, and is approved by
Lender, shall obtain all of Borrower’s rights and benefits under this Security Instrument.
Borrower shall not be released from Borrower’s obligations and liability under this Security
Instrument unless Lender agrees to such release in writing. The covenants and agreements of
this Security Instrument shall bind (except as provided in Section 20) and benefit the successors
and assigns of Lender.

14. Loan Charges. Lender may charge Borrower fees for services performed in
connection with Borrower’s default, for the purpose of protecting Lender’s interest in the
Property and rights under this Security Instrument, including, but not limited to, attorneys’ fees,
property inspection and valuation fees. In regard to any other fees, the absence of express
authority in this Security Instrument to charge a specific fee to Borrower shall not be construed
as a prohibition on the charging of such fee. Lender may not charge fees that are expressly
prohibited by this Security Instrument or by Applicable Law.

If the Loan is subject to a law which sets maximum loan charges, and that law is finally
interpreted so that the interest or other loan charges collected or to be collected in connection
with the Loan exceed the permitted limits, then: (a) any such loan charge shall be reduced by the
amount necessary to reduce the charge to the permitted limit; and (b) any sums already collected
from Borrower which exceeded permitted limits will be refunded to Borrower. Lender may
choose to make this refund by reducing the principal owed under the Note or by making a direct
payment to Borrower. If a refund reduces principal, the reduction will be treated as a partial
prepayment without any prepayment charge (whether or not a prepayment charge is provided for
under the Note). Borrower’s acceptance of any such refund made by direct payment to Borrower
will constitute a waiver of any right of action Borrower might have arising out of such
overcharge.

15. Notices. All notices given by Borrower or Lender in connection with this
Security Instrument must be in writing. Any notice to Borrower in connection with this Security
Instrument shall be deemed to have been given to Borrower when mailed by first class mail or
when actually delivered to Borrower’s notice address if sent by other means. Notice to any onc
Borrower shall constitute notice to all Borrowers unless Applicable Law expressly requires
otherwise. The notice address shall be the Property Address unless Borrower has designated a
substitute notice address by notice to Lender. Borrower shall promptly notify Lender of
Borrower’s change of address. If Lender specifies a procedure for reporting Borrower’s change
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8: FINANCING INSTRUMENTS

of address, then Borrower shall only report a change of address through that specified procedure.
There may be only one designated notice address under this Security Instrument at any one time.
Any notice to Lender shall be given by delivering it or by mailing it by first class mail to
Lender’s address stated herein unless Lender has designated another address by notice to
Borrower. Any notice in connection with this Security Instrument shall not be deemed to have
been given to Lender until actually received by Lender. If any notice required by this Security
Instrument is also required under Applicable Law, the Applicable Law requirement will satisfy
the corresponding requirement under this Security Instrument.

16. Governing Law; Severability; Rules of Construction. This Security
Instrument shall be governed by federal law and the law of the jurisdiction in which the Property
is located. All rights and obligations contained in this Security Instrument are subject to any
requirements and limitations of Applicable Law. Applicable Law might explicitly or implicitly
allow the parties to agree by contract or it might be silent, but such silence shall not be construed
as a prohibition against agreement by contract. In the event that any provision or clause of this
Security Instrument or the Note conflicts with Applicable Law, such conflict shall not affect
other provisions of this Security Instrument or the Note which can be given effect without the
conflicting provision.

As used in this Security Instrument: (a) words of the masculine gender shall mean and
include corresponding neuter words or words of the feminine gender; (b) words in the singular
shall mean and include the plural and vice versa; and (c) the word “may” gives sole discretion
without any obligation to take any action.

17.  Borrower’s Copy. Borrower shall be given one copy of the Note and of this
Security Instrument.

18.  Transfer of the Property or a Beneficial Interest in Borrower. As used in this
Section 18, “Interest in the Property” means any legal or beneficial interest in the Property,
including, but not limited to, those beneficial interests transferred in a bond for deed, contract for
deed, installment sales contract or escrow agreement, the intent of which is the transfer of title by
Borrower at a future date to a purchaser.

If all or any part of the Property or any Interest in the Property is sold or transferred (or if
Borrower is not a natural person and a beneficial interest in Borrower is sold or transferred)
without Lender’s prior written consent, Lender may require immediate payment in full of all
sums secured by this Security Instrument. However, this option shall not be exercised by Lender
if such exercise is prohibited by Applicable Law.

If Lender exercises this option, Lender shall give Borrower notice of acceleration. The
notice shall provide a period of not less than 30 days from the date the notice is given in
accordance with Section 15 within which Borrower must pay all sums secured by this Security
Instrument. If Borrower fails to pay these sums prior to the expiration of this period, Lender
may invoke any remedies permitted by this Security Instrument without further notice or demand
on Borrower.

19. Borrower’s Right to Reinstate After Acceleration. If Borrower meets certain
conditions, Borrower shall have the right to have enforcement of this Security Instrument
discontinued at any time prior to the earliest of: (a) five days before sale of the Property pursuant
to any power of sale contained in this Security Instrument; (b ) such other period as Applicable
Law might specify for the termination of Borrower’s right to reinstate; or (c) entry of a judgment
enforcing this Security Instrument. Those conditions are that Borrower: (a) pays Lender all
sums which then would be due under this Security Instrument and the Note as if no acceleration

CALIFORNIA--Single Family—Fannie Mae/Freddie Mac UNIFORM INSTRUMENT Form 3005 1/01 (page 12 of 16 pages)

Dynasty School (www.dynastySchool.com)

8-27



REAL ESTATE FINANCE

had occurred; (b) cures any default of any other covenants or agreements; (c) pays all expenses
incurred in enforcing this Security Instrument, including, but not limited to, reasonable
attorneys’ fees, property inspection and valuation fees, and other fees incurred for the purpose of
protecting Lender’s interest in the Property and rights under this Security Instrument; and (d)
takes such action as Lender may reasonably require to assure that Lender’s interest in the
Property and rights under this Security Instrument, and Borrower’s obligation to pay the sums
secured by this Security Instrument, shall continue unchanged. Lender may require that
Borrower pay such reinstatement sums and expenses in one or more of the following forms, as
selected by Lender: (a) cash; (b) money order; (c) certified check, bank check, treasurer’s check
or cashier’s check, provided any such check is drawn upon an institution whose deposits are
insured by a federal agency, instrumentality or entity; or (d) Electronic Funds Transfer. Upon
reinstatement by Borrower, this Security Instrument and obligations secured hereby shall remain
fully effective as if no acceleration had occurred. However, this right to reinstate shall not apply
in the case of acceleration under Section 18.

20. Sale of Note; Change of Loan Servicer; Notice of Grievance. The Note or a
partial interest in the Note (together with this Security Instrument) can be sold one or more times
without prior notice to Borrower. A sale might result in a change in the entity (known as the
“Loan Servicer”) that collects Periodic Payments due under the Note and this Security
Instrument and performs other mortgage loan servicing obligations under the Note, this Security
Instrument, and Applicable Law. There also might be one or more changes of the Loan Servicer
unrelated to a sale of the Note. If there is a change of the Loan Servicer, Borrower will be given
written notice of the change which will state the name and address of the new Loan Servicer, the
address to which payments should be made and any other information RESPA requires in
connection with a notice of transfer of servicing. If the Note is sold and thereafter the Loan is
serviced by a Loan Servicer other than the purchaser of the Note, the mortgage loan servicing
obligations to Borrower will remain with the Loan Servicer or be transferred to a successor Loan
Servicer and are not assumed by the Note purchaser unless otherwise provided by the Note
purchaser.

Neither Borrower nor Lender may commence, join, or be joined to any judicial action (as
either an individual litigant or the member of a class) that arises from the other party’s actions
pursuant to this Security Instrument or that alleges that the other party has breached any
provision of, or any duty owed by reason of, this Security Instrument, until such Borrower or
Lender has notified the other party (with such notice given in compliance with the requirements
of Section 15) of such alleged breach and afforded the other party hereto a reasonable period
after the giving of such notice to take corrective action. If Applicable Law provides a time
period which must elapse before certain action can be taken, that time period will be deemed to
be reasonable for purposes of this paragraph. The notice of acceleration and opportunity to cure
given to Borrower pursuant to Section 22 and the notice of acceleration given to Borrower
pursuant to Section 18 shall be deemed to satisfy the notice and opportunity to take corrective
action provisions of this Section 20.

21.  Hazardous Substances. As used in this Section 21: (a) “Hazardous Substances”
are those substances defined as toxic or hazardous substances, pollutants, or wastes by
Environmental Law and the following substances: gasoline, kerosene, other flammable or toxic
petroleum products, toxic pesticides and herbicides, volatile solvents, materials containing
asbestos or formaldehyde, and radioactive materials; (b) “Environmental Law” means federal
laws and laws of the jurisdiction where the Property is located that relate to health, safety or
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environmental protection; (c) “Environmental Cleanup” includes any response action, remedial
action, or removal action, as defined in Environmental Law; and (d) an “Environmental
Condition” means a condition that can cause, contribute to, or otherwise trigger an
Environmental Cleanup.

Borrower shall not cause or permit the presence, use, disposal, storage, or release of any
Hazardous Substances, or threaten to release any Hazardous Substances, on or in the Property.
Borrower shall not do, nor allow anyone else to do, anything affecting the Property (a) that is in
violation of any Environmental Law, (b) which creates an Environmental Condition, or
(c) which, due to the presence, use, or release of a Hazardous Substance, creates a condition that
adversely affects the value of the Property. The preceding two sentences shall not apply to the
presence, use, or storage on the Property of small quantities of Hazardous Substances that are
generally recognized to be appropriate to normal residential uses and to maintenance of the
Property (including, but not limited to, hazardous substances in consumer products).

Borrower shall promptly give Lender written notice of (a) any investigation, claim,
demand, lawsuit or other action by any governmental or regulatory agency or private party
involving the Property and any Hazardous Substance or Environmental Law of which Borrower
has actual knowledge, (b) any Environmental Condition, including but not limited to, any
spilling, leaking, discharge, release or threat of release of any Hazardous Substance, and (c) any
condition caused by the presence, use or release of a Hazardous Substance which adversely
affects the value of the Property. If Borrower learns, or is notified by any governmental or
regulatory authority, or any private party, that any removal or other remediation of any
Hazardous Substance affecting the Property is necessary, Borrower shall promptly take all
necessary remedial actions in accordance with Environmental Law. Nothing herein shall create
any obligation on Lender for an Environmental Cleanup.

NON-UNIFORM COVENANTS. Borrower and Lender further covenant and agree as
follows:

22.  Acceleration; Remedies. Lender shall give notice to Borrower prior to
acceleration following Borrower’s breach of any covenant or agreement in this Security
Instrument (but not prior to acceleration under Section 18 unless Applicable Law provides
otherwise). The notice shall specify: (a) the default; (b) the action required to cure the
default; (c) a date, not less than 30 days from the date the notice is given to Borrower, by
which the default must be cured; and (d) that failure to cure the default on or before the
date specified in the notice may result in acceleration of the sums secured by this Security
Instrument and sale of the Property. The notice shall further inform Borrower of the right
to reinstate after acceleration and the right to bring a court action to assert the non-
existence of a default or any other defense of Borrower to acceleration and sale. If the
default is not cured on or before the date specified in the notice, Lender at its option may
require immediate payment in full of all sums secured by this Security Instrument without
further demand and may invoke the power of sale and any other remedies permitted by
Applicable Law. Lender shall be entitled to collect all expenses incurred in pursuing the
remedies provided in this Section 22, including, but not limited to, reasonable attorneys’
fees and costs of title evidence.

If Lender invokes the power of sale, Lender shall execute or cause Trustee to
execute a written notice of the occurrence of an event of default and of Lender’s election to
cause the Property to be sold. Trustee shall cause this notice to be recorded in each county
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in which any part of the Property is located. Lender or Trustee shall mail copies of the
notice as prescribed by Applicable Law to Borrower and to the other persons prescribed
by Applicable Law. Trustee shall give public notice of sale to the persons and in the
manner prescribed by Applicable Law. After the time required by Applicable Law,
Trustee, without demand on Borrower, shall sell the Property at public auction to the
highest bidder at the time and place and under the terms designated in the notice of sale in
one or more parcels and in any order Trustee determines. Trustee may postpone sale of all
or any parcel of the Property by public announcement at the time and place of any
previously scheduled sale. Lender or its designee may purchase the Property at any sale.

Trustee shall deliver to the purchaser Trustee’s deed conveying the Property
without any covenant or warranty, expressed or implied. The recitals in the Trustee’s deed
shall be prima facie evidence of the truth of the statements made therein. Trustee shall
apply the proceeds of the sale in the following order: (a)to all expenses of the sale,
including, but not limited to, reasonable Trustee’s and attorneys’ fees; (b) to all sums
secured by this Security Instrument; and (c) any excess to the person or persons legally
entitled to it.

23.  Reconveyance. Upon payment of all sums secured by this Security Instrument,
Lender shall request Trustee to reconvey the Property and shall surrender this Security
Instrument and all notes evidencing debt secured by this Security Instrument to Trustee. Trustee
shall reconvey the Property without warranty to the person or persons legally entitled to it.
Lender may charge such person or persons a reasonable fee for reconveying the Property, but
only if the fee is paid to a third party (such as the Trustee) for services rendered and the charging
of the fee is permitted under Applicable Law. If the fee charged does not exceed the fee set by
Applicable Law, the fee is conclusively presumed to be reasonable.

24.  Substitute Trustee. Lender, at its option, may from time to time appoint a
successor trustee to any Trustee appointed hereunder by an instrument executed and
acknowledged by Lender and recorded in the office of the Recorder of the county in which the
Property is located. The instrument shall contain the name of the original Lender, Trustee and
Borrower, the book and page where this Security Instrument is recorded and the name and
address of the successor trustee. Without conveyance of the Property, the successor trustee shall
succeed to all the title, powers and duties conferred upon the Trustee herein and by Applicable
Law. This procedure for substitution of trustee shall govern to the exclusion of all other
provisions for substitution.

25.  Statement of Obligation Fee. Lender may collect a fee not to exceed the
maximum amount permitted by Applicable Law for furnishing the statement of obligation as
provided by Section 2943 of the Civil Code of California.
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BY SIGNING BELOW, Borrower accepts and agrees to the terms and covenants
contained in this Security Instrument and in any Rider executed by Borrower and recorded with
it.

Witnesses:
(Seal)
- Borrower
(Seal)
- Borrower
[Space Below This Line for Acknowledgment]
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LOAN CLAUSES AND TERMS

A number of special provisions may be included in trust deeds, mortgages, and
promissory notes. Most are designed to protect the lender or the borrower, in various
situations.

PURCHASE MONEY

This term refers to actual money or credit used to acquire the property made as security
for the loan.

. Seller Financing — Any secured credit extended by a seller is “purchase
money.”

. Refinancing — Refinancing of any kind is not “purchase money.”

. Transferability — Once a loan is “purchase money,” the sale of the note

or assumption of the debt does not change its status.

. Limitations — No deficiency judgment on purchase money is allowed if
the lien was created by:

. Credit extended by the seller.

. Financing used to purchase an owner—occupied dwelling of 4 units
or less.
. Effect — The effect of these statutory limitations is to give limited liability to

the home buyer. Thus, there is less risk to borrowing money for purchase
of a home than for any other purpose.

ACCELERATION CLAUSE

An acceleration clause gives the lender the right to “call” all sums owed to the lender,
immediately due and payable upon the happening of certain specified events.
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DUE—ON—SALE CLAUSE

An alienation clause (also known as due—on—sale clause) is a special kind of
acceleration clause permitting the lender to call the loan if the borrower alienates
(conveys or transfers) title. The clause must be stated specifically in the note as well as
the trust deed to be enforceable. Benefits the lender.

¢ Federal Statute — The Garn—St. Germain Depository Institutions Act of
1982 preempted state prohibitions on the exercise of due—on—sale clauses
by all lenders.

. Due—On-Sale Now Enforceable — On October 15, 1985, all grace
periods terminated, and due—on—sale clauses generally became
enforceable except in very limited prescribed circumstances.

. Exemptions — On loans secured by liens on residential property of less
than 5 units, a lender may not exercise a due—on-sale clause upon:

Creation of a junior lien

Creation of a purchase money security interest for household
appliances

The death of a joint tenant

A lease of 3 years or less not containing an option to purchase
Transfer to a relative upon death of the borrower

A transfer to the spouse or children of the borrower
Dissolution of marriage

Transfer into an inter vivos trust with no transfer of occupancy.

ASSIGNMENT OF RENTS CLAUSE

The standard short form for recording is called “deed of trust and assignment of rents.”
This clause is normal in most trust deeds.

This clause provides that upon default by the trustor, the beneficiary may take
possession of the property through a court appointed trustee and collect rents applying
them to the loan and to the costs and expenses incurred.
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PREPAYMENT PENALTY CLAUSE

A penalty imposed on the borrower, stated in the note and trust deed, for early payoff of
the loan or any substantial part thereof. Termed “punitive interest” and tax deductible
as such. Benefits the lender.

This penalty is usually specified as a certain number of months' interest on the unpaid
balance to be paid in addition to the amount owed to date. The amounts and times are
limited by law in California.

¢ Civil Code — For owner—occupied homes, the penalty is restricted during
the first 5 years as follows:

o Up to 20% of original loan amount may be prepaid in any 12—month
period without penalty.

o For amounts paid over this the borrower may be charged no more
than six months' interest penalty.

¢ Real Estate Law — Loans regulated by Article 7 of the Real Estate law
(those negotiated by real estate brokers) have slightly different
prepayment penalty limitations on owner—occupied single—family
dwellings, and may extend through 7 years.

o Up to 20% of the unpaid balance may be prepaid in any 12—month
period.

o For amounts paid over this the borrower may be charged no more
than six months' interest penalty.

OR MORE CLAUSE

An or more clause specifies that the borrower may pay more than the required periodic
payment specified in the note, including the right to pay off the entire balance at any
time. A note containing an “or more” clause may or may not have a prepayment
penalty. Benefits the borrower.
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PARTIAL RELEASE CLAUSE

A partial release clause provides for reconveyance of each lot by the beneficiary as
each lot is sold, when the encumbrance covers two or more parcels.

SUBORDINATION CLAUSE

A subordination clause is an agreement that the lender will relinquish priority to a
subsequent lien. The clause is generally used to subordinate the loan to a construction
loan to be obtained later. Benefits the borrower.

POWER OF SALE CLAUSE

A power of sale clause enables nonjudicial sale of property possible in the event of
default by the borrower. Properly written trust deeds always contain a power of sale.
Mortgages generally must be foreclosed judicially, unless a power of sale clause has
been specially incorporated. Benefits the lender.

BALLOON PAYMENT CLAUSE

A balloon payment, by Civil Code definition is that more than double the amount of a
regular installment is,. In a balloon mortgage say, if the amortization period is 15 years,
but the entire unpaid balance is due at the end of say 5 or 7 years.

The balloon payment mortgage, although used in financing commercial properties, has
not met with huge success in financing homes because of the balloon feature. Unless
the note calls for a rollover, there is no assurance that the loan will be rewritten with a
new rate at maturity. Thus balloon payment home loans are frequently seller carryback
loans used during tight or high—interest, mortgage markets.

< A balloon loan provides the “balance” is all due and payable at a
specified time.

Figure 8-1 Comparison of Trust Deed and Mortgage

Trust Deed Mortgage
Parties Three Parties Two Parties
Trustor: The borrower who signs the Mortgagor: The borrower who

note and trust deed and conveys title to signs the note and retains the
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trustee. Remains equitable owner. legal title. Has possession and
use.

Beneficiary The lender who holds note

and trust deed. Mortgagee: The lender who
holds the note and mortgage

Trustee: (neutral third party) The contract.

receiver of “naked legal title” from
trustor (authorization to sell in the
event of default). He will reconvey title
when the debt is paid, or sell through a
trustee’s sale.

Paymentin Note and trust deed is sent to a trustee When loan is paid, mortgagee

Full by beneficiary, who signs a “Request issues a “Certificate of
for Full Reconveyance.” A trustee Discharge,” which is recorded
signs and issues a reconveyance to clear the lien from the public
deed, which is recorded to clear the records.

lien from the public records. A
reconveyance deed does not convey
title to a new buyer.

Title Conveyed to trustee with trustor Retained by mortgagor
retaining possession of the property. together with possession.

Default Beneficiary can choose either a Can usually be foreclosed only

Breach trustee’s sale (most expedient-requires through the judicial court
about four months) or a foreclosure foreclosure, unless the
through the courts. If foreclosed mortgage contains a power of
through the courts, the court sale clause.

foreclosure rules apply.

Statute of There is no time limit since trustee has  Foreclosure is barred if no

Limitation titte and power of sale. action is taken within four years
of delinquency. Mortgage is
said to have “outlawed.”

Foreclosure Trustee’'s Sale Mortgage Sale
1.Beneficiary notifies trustee default. Court Foreclosure Sale
2.Trustee records “Notice of Default” 1.Mortgagee brings court
and notifies trustor, subsequent action.
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recorded lienors and all others who
have requested notice.

3.Trustee waits at least three months.
During three—month period, trustor can
reinstate loan.

4 After three months, trustee
advertises “notice of sale” in a
newspaper of general circulation once
a week for three weeks and posts
notice on property.

5.Trustor can reinstate the loan (pay
the back payments and penalties) up
until five days before the sale.
6.Trustee conducts sale and issues a
trustee’s deed to the highest bidder.
Note: Trustor owns and possesses
property until the sale and could
redeem it or sell it him or herself.

When title has been sold by trustee at
trustee’s sale, no right of redemption
exists.

Not available if:

1.The foreclosure is by the trustee’s
sale.

2.0n purchase money trust deeds.

2.Court orders property sold.
3.Commissioner appointed by
the court advertises “notice of
sale” once a week for three
weeks and posts notice on
property.

4 A certificate of sale is issued
at time of sale to the buyer.
5.Mortgagor has one year to
redeem property (pay loan in
full, statutory right of
redemption) and to remain in
possession (liable for
reasonable rent).

6.A sheriff's deed is issued one
year after the sale.

Mortgagor has up to one year
to redeem following court
foreclosure; called “Equity of
Redemption.”

Available in a court foreclosure
unless the mortgage was a
purchase money mortgage.

EFFECTS OF SECURITY

A security interest such as a mortgage or trust deed affects the borrower's ability to
transfer the property, creates a creditor's interest which can be transferred, and
imposes certain conditions regarding liens and termination of the interest.

ASSIGNMENT BY CREDITOR

These security instruments can be transferred like any other property or instrument.
However, the note and the security device must go together.
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Inseparable Instruments — The assignment of a note requires the
assignment of the security interest, and vice versa.

o An attempted assignment of the security interest without the note
transfers nothing to the assignee.

o A transfer of the note without the mortgage or trust deed gives the
assignee the right to the security.

Recording — Any assignment of the security interest in a mortgage or
trust deed may be recorded. This recording gives constructive notice of
assignment. After an assignment is recorded, the debtor is not protected if
making payments to the original creditor instead of the assignee.

TRANSFER OF PROPERTY

Upon transfer of property which has been mortgaged, the property still remains subject
to the mortgage.

Assumption — By assumption of an existing debt the grantee becomes
the primary debtor. Secondary liability still exists, however, for the original
borrower unless released by the lender.

. The person granted the property (grantee) cannot be held liable for
a deficiency judgment unless the grantee assumed the mortgage.

o The mortgagor is still liable for payments to the mortgagee despite
the grant unless given a release of liability.

. For certain purchase money loans, remedy of the mortgagee is
against the property only (no deficiency judgment).

In Writing — Any agreement by a buyer to pay a debt secured by a
mortgage must be in writing.

Beneficiary Statement — A “beneficiary statement” is obtained when a
new purchaser acquires a mortgage or trust deed which already exists.
Furnished by the lender, it is a statement of the current condition of the
debt containing:
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o Unpaid balance
o Interest payments
o Any other claims that do not appear in the instrument

SATISFACTION OF DEBT
A mortgage or trust deed should be terminated when the debt is satisfied.

Full Payment by the Debtor — Signified by cancellation of the note and
issuance of the reconveyance deed or satisfaction of mortgage. The lien is
removed from the property when the release instrument is recorded.

Foreclosure Sale — If the debtor fails to pay, foreclosure is accomplished
either out of court (no deficiency judgment) or in court (deficiency
judgment possible except in the case of most purchase money trust
deeds).

LIEN PRIORITIES

Liens take precedence usually in the order of recordation time, unless modified by a
subordination clause or by operation of law, as in the case of a mechanics lien or a
judgment lien.

Legal Notice — The concept of notice is an important element in
establishing priority. It can be:

. Actual notice (express or implied).
. Constructive notice (recordation or possession).

Tax liens — Taxes and assessments are usually on a par with each other
and take priority over other liens including a trust deed or mortgage.

Form 8-1: Note Secured By Deed Of Trust
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NOTE SECURED BY DEED OF TRUST

(INSTALLMENT-INTEREST INCLUDED)
$ California,

In installments as herein stated, for value received, | promise to pay to or order,

At
the sum of DOLLARS,
with interest from on unpaid
principal at the rate of per cent per annum; principal
and interest payable in installments of

Dollars or more on the day of
each month, beginning on the day of

and continuing until said principal and interest have been paid.

Each payment shall he credited first on interest then due and the remainder on
principal; and interest shall thereupon cease upon the principal so credited.
Should interest not be so paid it shall thereafter bear like interest as the principal,
but such unpaid interest so compounded shall not exceed an amount equal to
simply interest on the unpaid principal at the maximum rate permitted by law.
Should default he made in payment of any installment of principal or interest
when due the whole sum of principal and interest shall become immediately due
at the option of the holder of this note. Principal and interest payable in lawful
money of the United States. If action be instituted on this note | promise to pay
such sum as the Court may fix as attorney's fees. This note is secured by a
DEED OF TRUST to Title INSURANCE AND TRUST COMPANY, a California
corporation, as Trustee.

THIS FORM FURNISHED BY TITLE INSURANCE AND TRUST COMPANY

Do not destroy this note. When paid, said Original Note, together with the
Deed of Trust securing same, must be surrendered to Trustee for
Cancellation and retention before reconveyance will be made.
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CHAPTER QuIZ

1.

A person who is an innocent purchaser of a negotiable note for value without
knowledge of any defect is customarily called:

A
B
C

D.

A holder in due course
An assignor

A receiver in trust

An endorser in blank

A fictitious deed of trust is:

ooy

Trust deed recorded against a single title to real property

Forged trust deed

It does not cite a specific property

Recorded form of trust deed referred to in other trust deeds subsequently
recorded in that county

Reinstatement under a trust deed is possible:

A.
B.
C.
D.

Up to 5 business days prior to sale

Anytime prior to sale

Within 3 months after sale

Up to 1 year after sale depending on sale proceeds

A note and mortgage requires a borrower to protect the lender by paying all of
the following, except:

A.
B.
C.
D.

Property taxes

Life insurance premiums for borrower
Hazard insurance premiums

Principal and interest payments

A trust deed that is in default may be foreclosed:

A.
B.
C.
D.

Only by going to court

By exercising the power of sale or by going to court
By trustee's sale only

None of the above

When a borrower has defaulted on a loan, and the lender chooses judicial
foreclosure, the mortgagor is given a specified period of time to redeem the
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property. During this redemption period, the right of possession of the property is

held by the:
A. Mortgagee;
B. Court-appointed trustee;
C. Beneficiary;
D. Mortgagor.
7. An alienation clause:
A. Is a due—on—sale clause”
B. Conveys the title of a property to a transferee
C. Gives a lender the right to “call” a loan
D. Both Aand C
8. A deficiency judgment may be granted by a court for a loan which is:
A. Used for the purchase of an owner—occupied dwelling
B. For a second trust deed note secured at the time of purchase, foreclosed
upon a personal residence
C. A refinance on an owner—occupied residence for the purpose of home
improvements
D. None of the above
9. Under the Uniform Commercial Code, when an individual has satisfied a debt,
the document that releases the lien of a previously filed financing statement is a:
A. Satisfaction of mortgage
B. Termination statement
C. Reconveyance
D. Paid—in—full statement
10.  The Garn-St. Germain Act preempted state regulations on due—on—sale clauses
and prescribes that due—on—sale clauses:
A Are not enforceable
B Are enforceable only in mortgages
C Are enforceable only in trust deeds
D Are enforceable with certain exceptions
8-42 Licensing School for Appraisal, CPA, Contractors, Insurance, Real Estate,
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Answer Key: 1-A, 2-C, 3-A, 4-B, 5-C, 6-D, 7-D, 8-D, 9-C, 10-A
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9: FIXED RATE MORTGAGE AND ALTERNATIVE MORTGAGE
INSTRUMENTS

CHAPTER 9: FIXED RATE MORTGAGE AND
ALTERNATIVE MORTGAGE INSTRUMENTS

iy

PREVIEW

This chapter is designed to distinguish between fixed rate mortgage and another type of
mortgage instrument, the alternative mortgage instrument from the standard mortgage
instrument. We will talk about the reasons behind the expanded use of alternative
mortgage instruments. We will talk about Adjustable rate mortgage, convertible ARM,
buy—down mortgage, graduated payment mortgage, growing equity mortgage. Shared—
appreciation mortgage and Reverse Annuity mortgage.

Adjustable rate mortgages (ARMs) and other alternative mortgage instruments (AMls)
are financing instruments that compete against the standard fixed rate, fully amortized
loan program. This competition has been evolving for over 30 years.

TYPES OF MORTGAGES

Although the characteristics of the two instruments vary, in this book the word
“mortgage” will be used interchangeably with “deed of trust.”

The many types of mortgages can be divided into two distinct groups: alternative
mortgages and standard mortgages. In alternative mortgages at least one of the four
basic characteristics of a deed of trust is varied. Those characteristics are:
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1. Interest rate

2. Payments, varied by time or amount
3. Repayment term

4. Negative amortization

With a standard deed of trust, characteristics 1 through 3 do not change. The amount of
principal, however, decreases with each payment.

FIXED RATE MORTGAGE

The name of this standard mortgage is derived from the fact that the payments are
constant over the life of the ban, thus the borrower may budget for or plan on a fixed
payment. In addition to the fixed—payment feature of the ban, the borrower starts to
build equity from the first payment. With the budget mortgage, the principal and interest
(P & 1) portion of the payment does not vary. The only variable in the payment is the
amount needed to pay the taxes, insurance, private mortgage insurance, if any, and any
other fees that if not paid may affect the title to the property. It should be noted that the
amount that will be collected for the aforementioned or escrow's is the total amount due
each year divided by 12.

Because the borrower starts to build equity with the first month's payment, let us
calculate the amount of principal reduction and the amount of the interest charges for
the first three payments of a 30—year, fixed—rate, fixed—term loan. The deed of trust
amount is $85,000; the interest rate is 8 percent. The first step is to calculate the
monthly payment. This can be done using several methods: a payment book, a financial
calculator, or the use of monthly payment factors.

For this example, we are going to use the monthly payment factor. The monthly
payment factor may be defined as an amount that is necessary to repay a loan of $1000
at a specific interest rate for a specific number of years. In this example we need the
factor of a 30—year loan at 8 percent. In Appendix A, the monthly payment factors
(MPF) are listed for 15—, 20—, 25—, and 30-year mortgages for interest rates from 7 to
17 percent. Find the proper interest rate of 8.125 percent in the first column, then go
across the row under the proper heading that describes the term—30 years or 360
months in the far right column. The MPF is 7.4250. This means that we will repay the
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loan at the rate of $7.4250 per $1000 borrowed. To calculate the monthly payment (P &
| only), we would multiple the monthly payment factor (MPF) times the loan amount
divided by 1000, or

Monthly Payment = MPF x Loan Amount/1000

For our example we would then insert the proper numbers in the formula:
$7.4250 x $85,000 / 1000 = $631.125

Thus, the monthly payment for P & | only would equal $631.125 or $631.13.

Now let us calculate the amount of the first payment that will go to pay the interest
charges and the amount of the payment that will be credited to principal reduction.

First, the interest payment. we calculate the amount of interest that would be charged
on the loan amount for a full year.

$85,000 X 8.0% = $6,800

Because we only need the amount for 1 month, we divide this amount by 12 months or
$6,800/ 12 = $566.67

Therefore, the interest payment for the first payment would be $566.67 and the
remainder of the total payment of $631.13 — that is, $631.13 minus $566.67 or $64.46 —
would be credited to principal reduction. Thus, the balance on the loan would be the
original loan amount minus the $64.46 or $84,935. If you would like to calculate the
amount of principal reduction for the second payment you would follow the same steps
of multiplying the new loan amount by the annual interest rate of 8.0 percent (0.08) to
get the annual interest that would be paid, dividing that answer by 12 to get the monthly
interest, then subtracting that amount from the total P & | payment of $631.13, giving
the amount that would go to principal reduction:

1. Annual interest: $84,935.54 x 8.0% = $6,794.84
2. Monthly Interest Charge: $6794.85/ 12 =$566.24
3. Principal Reduction: $631.13 — $566.24 = $64.89
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These calculations show that in the first years of the loan the major portion of each
payment goes to the payment of interest. Many times a borrower will ask, “How much
will I pay back on my loan?” This is simple to calculate. Multiple the monthly payment
for P & | times the total number of payments, or in this example $631.13 x 360 monthly
payments for a total of $227,206.80 or approximately four times the amount borrowed.

To calculate the amount of interest that would be paid over the term of the loan, subtract
the original loan amount from the total amount repaid or

$227,206.80 — $85,000 $142,206.80

With these simple steps and the monthly payment factors, a real estate professional can
calculate the above for any fixed-rate (from 7 to 17 percent), fixed—term (15—, 20—, 25—,
or 30—year) mortgage.

Figure 9-1: Monthly Payment Factors for $1000 Loan Amounts

Interest rate 15 years 20 years 25 years 30 years
7.000 8.9882 7.7530 7.0678 6.6530
7.125 9.0583 7.8282 71477 6.7372
7.250 9.1286 7.9038 7.2281 6.8218
7.375 9.1992 7.9797 7.3088 6.9067
7.500 9.2701 8.0559 7.3899 6.9921
7.625 9.3413 8.1325 7.4714 7.0779
7.750 9.4128 8.2095 7.5533 7.1641
7.875 9.4845 8.2868 7.6355 7.2507
8.000 9.5565 8.3644 7.7182 7.3376
8.125 9.6288 8.4424 7.8012 7.4250
8.250 9.7014 8.5207 7.8845 7.5127
8.375 9.7743 8.5993 7.9682 7.6007
8.500 9.8474 8.6782 8.0523 7.6891
8.625 9.9208 8.7575 8.1367 7.7779
8.750 9.9945 8.8371 8.2214 7.8670
8.875 10.0684 8.9170 8.3065 7.9565
9.000 10.1427  8.9973 8.3920 