Chapter 14

Mortgage Default Insurance, Foreclosure, and Title Insurance
I.  Mortgage Default Insurance
The lender can assume the risk of borrower default (sometimes called “self-insurance,” although that term is a misnomer if the lender is not large enough to 
be able to use actuarial methods to predict the number and amounts of losses), 
or can seek insurance or a guarantee from an outside party:

A.  Federal Housing Administration (FHA) – full coverage up to a $271,050 loan limit for a single-family home, or higher (up to $729,750) for high-cost housing areas.  For example, Chicago metro area has a $410,000 ceiling, and Alaska/ Hawaii always seem to have even higher ceilings (2010 figures). 

· Since 1984 there has been no limit on the interest rate paid or the points charged (before that there were limits, with points often paid by property sellers, who in turn tried to pass the cost along to the buyers in the form of a higher transaction price)

· Benefit to borrower is the possibility of a very low down-payment (as little as 3 – 5%)

· Benefit to lender is government backing (although there can also be an agency problem, in that the originating lender has little incentive to limit losses)

· Premium is 2.25% of the loan amount up front, then 1/2% of original loan amount each year.  This premium is paid for:



( 11 years if down-payment is greater than 10%



( life of loan if down-payment is less than or equal to 10%

B.  Department of Veterans Affairs (VA) – partial coverage for qualifying 
military veterans (24 months of service) and their surviving spouses.  


Basically the guarantee is for (early 2006 figures; hard to find figures for more recent years, thuough for 2010 the loans can be for up to $729,000): 

· 50% of up to a $45,000 loan amount (for low-priced properties)

· 25% of up to a $240,000 loan amount (for higher-priced properties)

And there is a 40% range for in-between loan amounts.  So basically it’s a guarantee of an amount that can range up to $60,000.  If the loan is for $200,000 and the borrower defaults, the lender loses money if the house can not be sold for ($200,000 – $50,000) = $150,000 or more.  Most lenders won’t make VA loans for more than $240,000 because they can’t be easily sold in secondary market.
If there is a default, the Department of Veterans Affairs can either take title to the property or else just pay the lender the guaranteed amount (“no-bid”).

No down-payment is required on a VA loan, although a small up-front fee of up to 2% (for zero down-payment; smaller if a down-payment is made) is required.  But because that fee can sometimes be financed, a qualifying veteran may actually be able to get a house with essentially no money paid at closing.

C.  Private Mortgage Insurance (PMI) – a form of coinsurance.  Lenders usually require PMI for loan/value ratios above 80%.  Because PMI involves private contracts, there is no limit on the loan amounts that could be involved.

Title companies started offering a form of PMI in the early 1900s.  But PMI became big in the 1950s with the emergence of Milwaukee-based Mortgage Guaranty Insurance Corporation (MGIC, “Magic,” or “Maggie Mae”).  

If default occurs, the private mortgage insurer either pays the claim or takes title to the property.  Beyond a given level of claim, the lender must share in the loss.

PMI usually sets limits on attorney fees, and also imposes a requirement that the lender maintain the property (to encourage the lender to use care & to act quickly when there is a problem).  One source suggests that PMI might cost about $150 to $300 annually on a $200,000 house.
II.  Foreclosure 

A.  Procedure

1)  Judicial – must get a court order for the lender to acquire possession

2)  Power of sale – holder of a deed-of-trust can sell property without court order

B.  Redemption rights

1)  Equitable – pay amounts owed prior to foreclosure sale

2)  Statutory – re-acquire rights from the party who bought at the foreclosure sale 

(6 months in Illinois)

C.  Deficiency Judgments – court order that borrower must pay loan balance amounts not provided to the lender through the foreclosure sale proceeds; some states do not allow.

Note that if state law calls for:

· Judicial foreclosure

· Statutory right of redemption

· No deficiency judgments,

then lenders’ losses will be higher when default occurs.  (These features should be reflected in the quoted interest rates and other terms.)

III.  Title Insurance – provides for payment if title problems arise   

In most jurisdictions (including Illinois), seller buys policy to protect buyer and buyer buys policy to protect lender.

Buyer’s policy is for amount of purchase price.  Seller gives buyer a “warranty deed” and thereby is required to “forever defend” against defects in title that existed at the time of sale, even if questions arise many years later.  (Although state law usually limits seller’s liability to 20 – 30 years after conveyance, so 
title policy usually lapses then, too).  A title policy does not “run with the land;” 
it can not be assigned to a new buyer. 

Buyer’s policy is more expensive than lender’s; lender is protected only for amount of remaining loan balance (not full purchase price) and only while that loan is outstanding.  New note holder is covered if note is sold.  If loan is refinanced, lender typically requires new title policy.

A title policy insures “marketable title” – one free of reasonable objections or defects.  Always excluded are government restrictions, encroachments, rights of parties in possession, unrecorded easements.  But unrecorded mechanics’ liens normally are covered.

Interesting features:

· Title insurers have low loss ratios, but high administrative costs because of 
duplicating public records (so only a few companies compete in a given 
market area).

· Title insurance insures against things that have already occurred

· “Inverse competition” can occur because lenders or other third parties arrange for the coverage    
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