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TEARNING OBJECTIVES
When you have completed this unit, you will be able to accomplish the following.

I Explain the process of qualifying for a loan and calculate the qualifying ratios for different types of
m0rtgage loan programs.

I Describe the features of conventional m0rtgages.

I Describe the features of an amortized mortgage and an adjustable-rate mortgage, including the
components of an adjustable-rate mortgage.

I Describe the characteristics of FHA-|nsured mortgages and common FHA loan programs.

r ldentify the guarantee feature of VA mortgage loans and the characteristics of VA loan programs.

I Distinguish among the various types of purpose-specific mortgage products.

I Distinguish among the primary sources of home financing.

r Describe the role of the secondary mortgage market and know the features of the major agencies active

in the secondary market.

I Recognize and avoid mortgage fraud.

I Describe the major provisions of the federal laws regarding fair credit and lending.
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296 UNIT 13 Types of Mortgages and Sources of Financing

KEY TERMS

adjustable-rate mortgage
(ARM)

amortized mortgage
annual Pefcentage rate

(APR)
balloon payment
biweekly mortgage
Closing Disclosure
conforming loan
conventional loan
demand deposit
disintermediation
entitlement
home equity conversion

mortgage (HECM)
home equity loan
housing expense ratio

(HER)

INTRODUCTION

index
intermediation
level-payment plan
lifetime cap
Loan Estimate
margin
mortgage broker
mortgage fraud
mortgage insurance

premium (MIP)
mortgage lender
mortgage loan originator

(MLo)
negative amortization
nonconforming loan
nonconventional loan
package mortgage
partially amortized mortgage

payment cap
periodic cap
primary mortgage market
principal
private mortgage insurance

(PMI)
purchase money mortgage

(PMM)
feverse mortgage
secondary mortgage market
teaser rate
total obligations ratio

(roR)
triggering terms
up-front mortgage

insurance premium
(uFMlP)

s This unit begins by discussing the process of qualifying for a mortgage loan and deter-

+ mining the qualifying fatios for different types of mortgage loan programs' Conforming

s and nonconforming io".r, are defined. Conventional fixed-rate amortized mortgages and

6 conventional adluJtable.rate morrgages are presented first, followed by nonconventional

z FHA.insured u.rd VA-g.ruranteed *orrgug"t. The unit also describes the role of the sec'

o ondary mortgage 1nurkJt and the majorlrovisions of federal laws regarding fair credit and

s lending procedures.

10 13.1 OUATIFVING FOR A LOAN
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Loan Application Process

Lenders use the Uniform Residential Loan Application (URLA) form to qualify

applicants (borrowers) applying for a one' to four-family residential property' The URLA

r"q""r" general bu.kgto.ttti iJormation in addition to current and previous employment

"rri -orrihly gross irrJo-" (before deductions, including income tax and Medicare deduc-

tions). If the ipplicant has additional income from other soufces that the applicant wants

.orrrid"r"d for^the loan, the applicant can list the monthly income and income source'

Assets and liabilities are also declared.

The applicant indicates the purpose of the loan and information about the properry that

the applicant is wanting ,o p.r..h"r" or refinance' including whether the property will be

used as a primary r"sid"ice, ,".orrd home, or as an income-producing property' The URLA

also asks specific questions about the source of funding for the loan and past financial his'

tory, incluiing, foi example, whether the applicant is in default or delinquent on a federal

debt, there are any outstanjing judgments, or within the last seven years the applicant has

had a property foreclosed upon or the applicant has declared bankruptcy'
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UNIT 13 Types of Mortgages and Sources of Financing zsl

r The Uniform Residential Loan Application (URLA) form can be downloaded at
z https: I lsinglefamily.fanniemae.com/media/7896/display.

s Gredit Evaluation and Credit Scoring. Lenders review the applicant's credit history. Aq credit report is ordered to determine the applicant's debt and credit score. A credit score is
s a number that has been calculated based upon the borrower's repayment history, and the
6 amount and types of debt, and it assists lenders with predicting whether an applicant is
z likely to make timely credit payments. Lenders use credit scores ro measure potential risk
e of making a loan. Higher credit scores mean that an applicant is more likely to repay theg loan and thus be approved and pay a lower interest rate for new credit.

11

To learn more about credit scores, go to https://www.myfico.com/credit-education/
credit-scores.

Oualifying Ratios' Lenders qualify applicants for a mortgage loan by reviewing how
much debt the applicant has in relation to how much income the applicant earns. Lend-
ers review the applicant's total monthly expenses in relation ro the applicant's monthly
gross income to determine what is called qualifying ratios. Qualifying ratios are important
because borrowers who have high debt .o^p"r"Jto gross lrr.o-. may run into trouble
paying the mortgage payments if something unexpected should occur. Qualifying ratios
will be discussed in detail larer in this unit.
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1s Oualifying the Property. The lender orders a property appraisal of the properry that will
20 be pledged as collateral for the loan. The appraiser estimates the property's value and, in
21 the case of FHA and VA, determines if the overall condition of ihe-strucrure meets rhe
22 required minimum standards (FHA and VA mortgage loans are discussed in detail later in
zB this unit).

24 Preapproval and Prequalification. Prequalifying is less formal. The lender asks the bor-
25 rower questions concerning income and debt; however, a credit report is not pulled. Pre.
26 approval, however, is more detailed. The lender runs a credit report and ,r"rifies income
27 and assets. The application is submitted for preliminary underwriiing, and the prospective
28 borrower is provided with a preapprovalletter that defines the loarramount th. brry", l,
2s approved to receive. Approval letters are usually valid for 120 days.

30 13.2 CONVENTIONAT VS. NONCONVENTIONAI MORTGAGE TOANS

sr Mortgage loans can be grouped into two general categories.

32 1. Conventional loans carry no government guarantee or government insurance for
33 the lender if the borrower fails to repay the loan. The lender assumes the full risk
34 of default in a conventional loan. To offset the lender's risk, borrowers are some-
35 times required to purchase insurance to protect the lender against the borrower's
36 default. Qualifying for a conventional loan is generally more difficult than quali-
3i fying for a loan that is guaranteed or insured by a government agency.

38 2. Nonconventional loans are backed by the federal governmenr. Nonconventional
3e loans include FHA.insured and VA-guaranteed loans. Nonconventional loans
40 offer more flexible options for borrowers.

+r Gonventional Mortgage loan Features

42 lnterest Rate. Private lenders make conventional mortgage loans. Interest rates for con-
43 ventional mortgages reflect market conditions and are negotiated between the lender and
44 the borrower.



298 UNIT 13 Types of Mortgages and Sources of Financing

r AsSUmption. Fixed-rate conventional loans include a due'on'sale clause that requires

z the loan balance to be paid in full when the property is sold, thereby preventing another

3 person from assuming the mortgage loan. Adjustable-rate conventional loans 3r€ ossurr'

o ubl" (see "Adjustable'Rate Mortgage," in this unit)'

s Pfepayment. Fixed-rate conventional mortgage loans contain a prepayment clause that

o allows borrowers to prepay the mortgage principal (see "Prepayment Clause"'Unit 12).

Down Payment and Private Mortgage lnsurance. Conventional loans typically require

the borrower to make a larger do*tt p"y*ent (equity) as compared with nonconventional

loans. However, borrowers can make smaller down payments. Private mortgage insurance

(PMI) is required for conventional loans that finance more than 80% of the purchase price'

ir, oth., 
"oordr, 

if the borrower makes a down payment of less than 20olo of the purchase

price, PMI is required. Private mortgage insurance protects lenders in case the borrower

defaults.

Loan-to-Value Ratio, Recall that the loan-to-value (LIV) ratio is a financial term used

ly l"rrd"., to describe the ratio between the mortgage loan amount and the property's

value. To calculate LTV divide the loan amount by the property's purchase price (or the

appraised value if ir is less than the purchase price). As part of the lender's underwriting

pro..rr, it will require that the borrower comply with a particular LTV'

The LfV rario is also used to determine whether the borrower will have to purchase

pMl. pMI is required if the LTV rario is greater than 807o. The portion of the loan that

exceeds 8Oo/o of the properry's sale price (or appraised value) is insured with PMI' If the

borrower defaults arrd the proceeds from the foreclosure sale are not sufficient to cover

the amount that is due the i"r-rd"r, the mortgage insurance covers the difference' The bor-

fower can request the PMI coverage to be cancelled once the outstanding balance of the

morrgage drop, to 80% of the original value of the home (.80 ot 80% LTV).

Oualifying for a Gonventional Mortgage Loan

Conventional loans have more stringent qualifying requirements compared with non'

conventional loans. To qualify fo, u .o^rr"ntional loan' the borrower must have a good

to excellent credit ,.or" urrd meet ceftain income requirements' work history, down pay-

ment, and qualifying ratios. These qualifying requirements are established by Fannie Mae

and Freddie Mu. guid"lines (Fannie Mae and Freddie Mac are explained in detail later in

this unit).

oualifying Ratios. Lenders consider two qualifying ratios when borrowers apply for a

conventional mortgage.

1. The housing expense ratio (HER) is calculated by taking the borrower's

expected -ortthiy housing expenses divided by monthly gross income. Housing

expenses include principal, irrt"rest, propefty taxes, and hazard insurance (PITI)

plus th" monthly private morrgage insurance premium (PMI) for mortgage
-1o"16 

gr""r"r than 80% LTV. Homeowners association fees, condominium fees,

and flood insurance, if applicable, are also considered housing expenses (see the

following formula). The recommended HER for a conventional mortgage

loan is 28%.

Formula: Housing Expense natio {HER}

monthly PITI + PMI + monthly gross income = HER
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Car payment: $460

Student loan: $200

Credit card: $150
a. What is the couple's housing expense ratio?
b. What is the couple's total obligations ratio?
c. Does the couple qualify for a conventional mortgage?
Solution:
a. To determine the couple's HEB, determine the total monthly housing expenses:

$1,420 PlTl + $96 PMI = $1,516 total monthly housing expense
Next, divide the total monthly housing expenses by the monthly gross income:
$1,516 + $6,737 monthly gross income = .2250 or 22.5o/o HER

b. To determine the couple's T0R, determine the total monthly obligations:
PlTl + PMI + LTO = $1,516 + $460 car + $200 loan + $150 credit = $2,326
Next, divide the total monthly obligations by the monthly gross income:

$2,326 total monthly obligations + $6,737 = .3452 or 34.5o/o

c. To qualify for a conventional mortgage loan, the borrower must have an HER that
does not exceed 28o/o.rhe borrower's HEB is 22.51o. so,2z.5o/o of the borrower's
monthly gross income pays the borrower's monthly housing expenses. The bor-
rower's HEB is below the required threshold. The borrower meets the HER rati'o
requirement for a conventional mortgage.
To qualify for a conventional mortgage loan, the borrower's TOR must not exceed
36%. The borrower's T0R is 34.5o/o, which is less than 36%. The borrower meets
the T0R ratio requirement for a conventional mortgage.

2SS
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2. The total obligations ratio (TOR) is a measure of a borrower's total monthly
installment debt divided by monthly gross income. Monthly installment debt
includes the expenses that appear on the borrower's credit report, such as credit
card payments, auto payments, student loan payments, and child support pay-
ments, referred to as long-term obligations (LIO). The monthly installment debt
also includes the monthly housing expense used in the HER (see the following
formula). The recommended TOR for a convenrional mortgage is 36%.

(PITI + PMI + LIO) + monthly gross income = TOR

E x A M P I E: Acouple hasa combined monthlygross incomeof $6,737, a monthly
mortgage payment of $1,420, a PMI premium of $96, and additional monthly obligations
including the following:
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Practice 0uestions

1. loans are NOT insured or guaranteed by a government agency.

2. The total obligations ratio for a conventional mortgage loan may NOT exceed

3. A borrower has a combined monthly gross income of $5,900, PITI of $1,500,
monthly PMI premium of $95, and additional monthly obligations including the
followingr

t Car payment: $260
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r Student loan: $186

I Credit card: $260

a. What is the borrower's housing expense ratio?

b. What is the buyer's total obligations ratio?

c. Does the buyer qualify for a conventional mortgage?

13.3 COMMON TYPES OF MORTGAGES

Amortized Mortgage

A fixed-rate amortized mortgage consists of a series of fixed, equal monthly payments

over the loan term.Typical -otrgug" loan terms are 15'year and 3O'year terms' At the end

of the loan term, th. ioun is completely paid off. For example, a loan with a 3O'year term

will be paid in full in exacrly 30 years (360 monthly payments). The monthly payments

ur" .orrrtur'rt (same monthly payment) each month for the loan term' Fixed-rate amortized

moftgages are sometim", ,"i"rr"d to as level.payment plan mortgages because the bor'

,olv"i pays the same mortgage payment each month'

Mortgage Amortization Table. An amortization table is a spreadsheet th_at lists each

-or"rJnt| paymenr for the enrire loan term. An amortization schedule allocates each

monthly payment into two components:

1. Interest paid. A portion of each monthly payment is applied to interest' lnterest

is the amount lender gets paid for making the loan to the borrower' The amount

of the morrgage p"y-"rrt 
"lloc"t"d 

to interest in the largest portion of the

monthly payment in the early years of the loan term'

2. principal paid. After the inrerest charges are allocated, the remainder of the

monrhly puy-"r'r, is applied lo paying off the loan. This portion of the-monthly

paymenr is called principal. As the loan balance is gradually paid off, the amount

allocated to inter.st grai,rally decreases, and the amount allocated to principal

gradually increases.

The two components of the monthly mortgage payment, principal .and interest, are

referred to as pl. Recall from Unit 12 that, rypically, borrowers also pay the property taxes

and hazard insurance premiums as parr of their monthly mortgage expense_(PITI). one'

twelfth of the annual property taxes and hazard insurance are added to the borrower's

-orrthly payment. Hor",r"r, because these expenses are not part of the loan repayment,

they are not included in the amortization table'

Amortization tables can be easily created from programmed software' There are three

figures that must be inserted into the formula to create an amortization table:

I Loan amount

z The two most common types of conventional mortgage loans are fixed'rate amortized

3 mortgage loans and adjustabi".tnt" mortgage loans. The interest rate of a fixed'rate con'

+ venrional mortgage loan is determined at the time that the loan is originated and does

5 not change orr"i ,f," enrire loan period, referred to as the loan term' \il/ith an adiustable'rate

6 moftgag", th" interest rate may go up or down during the loan term.
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I Interest rate

I Loan term

Once these values are entered, the monthly PI payment and the amounr applied to
interest and principal is automatically calculated in the table. Portions of an amortizarion
table for a $200,000 mortgage loan at 4% interest with a 3O-year term are presented in
Figure 13.1.

I Portions ol an Amortization Schedule

Month Monthly Pl Payment lnterest Paid PrincipalPaid Balance
1

2

3

4

5

6

355

356

357

358

359

360

$954.83

$954 83

$954.83

$954.83

$954,83

$954.83

$954.83

$954.83

$954.83

$954.83

$954.83

$954.83

$666.67

$665.71

$664.74

$663.78

$662 81

$661.83

$1B.BB

$1576

$12.63

$s 49

$6.33

$3.17

$288.1 6

$289.1 2

$2e0.09

$291.06

$292.03

$293 00

$935 95

$939.07

$942.20

$945.35

$948 50

$948.49

$199,71 1 .84

$199,422.71

$199,132.62

$198,841.57

$1 98,549.54
?

$1s8,256 54

$4,126.78

$3,787.71

$2,845.50

$1,900.16

$951.66

$0.00
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The first six monthly payments and the last 6 monthly paymenrs are shown in Fig-
ure 13.1. The principal and interest payment (PI) is $954.83 every monrh for 360 pay-
ments. In months one through six, the amount allocated to interest is greater than the
amount applied to principal reduction. However, in the last six monrhs of the loan term,
most of the monthly payments reduce principal and very little is applied to interest. The
reduced amount allocated to interest is because most of the loan balance has been paid off
in the last months of the loan term. In month 360 (IZ monthly paymenrs x 30-year term),
the entire debt is paid in full.

15 Adjustable-Rate Mortgage

16 Unlike a fixed,rate mortgage that has an interest rate (and monthly payment) thar
17 does not change for the entire loan term, an adjustable.rate mortgage (AnUl is a loan
18 that has an interest rate that can change at preset intervals, based on a predetermined
1s index. Typically, ARMs feature an initial fixed-rate period for the first three to 10 years.
20 The interest rate then may adjust each year thereafter once the initial fixed period ends.
zt For example, a 5/1 ARM is a 3O-year term loan. The first five years of the loan feature a
22 fixed interest rate. Thereafter, the interest rate can adjust each year up or down based on
23 the index. 311 ARMs and 5/1 ARMs often provide the lowest interest rates and monthly
24 payments during the first three or five years, respectively. This type of loan can be advan.
25 tageous for growing families who intend to move to a larger home in a few years. Also,
26 conventional ARM loans do not have a due-on-sale clause and therefore are assumable.
27 ARMs aren't for everyone. Many borrowers want the security of knowing that their inter.
28 est rate (and their monthly mortgage payments) will remain the same for the enrire loan
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1 term. ARMs also tend to be more popular when fixed.rate interest rates are high as bor-

2 rowers are hoping to refinance their ARMs when fixed interest rates decline. The primary

3 components of adjustable-rate mortgages are as follows'

+ Index. The index is an economic indicator that is used to adjust the interest rate in

s the loan. Lenders legally are allowed to link the interest rate of an ARM with any recog-

o nized index. Many i"r1d"*", are ried to U.S. Tieasury securities. The index moves up and

z down with fluctuations in the nation's economy. The index must not be controlled by the

e lender, and it must be verifiable by the borrower'

I
10

11

Margin. The margin (or spread) is the percentage added to the index' The margin rep'

,"r"ir, the lender's cost of doing business plus profit. The margin percentage remains

constant over the life of the loan'

Calculated lnterest Rate. The calculated interest rate is arrived at by adding the index

to the lender's margin.

E xA M p L E: Assumethe borrowerhasanABMtiedtothe one-yearT-bill ratewith

a margin of 2.25.lf the T-bill rate is 4%, the calculated interest rate is'

4% index +2.25o/o margin =6.25o1o calculated interest rate

Adiustment lnterual. The interest rate on an ARM adjusts periodically based on the

"ii"rt*"", 
interval established in the mortgage loan documents' Some ARMs adlust

"rrrrrrully 
based on the index. A hybrid ARM allows the borrower to lock in a fixed rate

for a longer time than the usual one year before the adjustments begin. with a 5/1 hybrid,

fo, .*u-"pl., the initial interest ,ur" i, fixed for the first five years and then beginning with

y"", 6, the rate adjusts annually (pegged to the index) for the remaining term of the loan'

Payment Gap. A payment cap limits the amount the monthly payments can increase

d,riirrg 
"rry 

udl.rrr-.nt. The p.,rpor" of a payment cap is to-protect the mortgagor from

,rnaffJrdable high ,rrorrthly p"y*"rr,r. If interest rates rise sharply but the payments do

not because of a paym"nt ."p, ih" unpaid interest is added to the loan balance' Negative

amortization occufs when ttre mortgage payments are not large enough to cover the inter-

"r, ""p"nr". 
The result is the mortgage loan balance increases (instead of decreasing)'

Negative amortization can result in a mortgagor owing the mortgagee more than the

house is worth.

Teaser Rate. Sometimes a lender will offer borrowers an initial below-market interest

rate called a teasef rate. The low rate is usually offered for the first year of the loan, with

a sharp annual rate increase at the next rate'adjustment period to bring the loan in line

with the agreed'upon index'
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23 lnterest Rate Gaps. ARMs typically include rate caps to limit how much the interest

24 rate may change per udl.rrtrrr"rrt. Most ARMs have two types of rate caps-periodic cap

zs and lifetime cap. A periodic cap limits the amount the interest rate may increase at any

26 one time, ..r,r"liy u y"ur. For example, the interest rate may be capped to not increase mofe

27 thanZo/o during an annual adjustment interval. ARMs typically also feature- a-lifetime cap

zs thar caps the iotal amount ih. i.rt"r"rt rate may increase over the life of the loan' For

z.s 
"*urnpl",theloanmighthavealifetimecapof 

ceiling of 6o/ooverthelifeof theloan'
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r The Federal Reserve Board's Consumer Handbook on Adjustable.Rate Mortgages is
z available at httpsr//files.consumerfinance.gov/f/documentsicfpb_charm_booklet.pdf.

Practice Ouestions

4. In a fixed-rate amorrized loan, the portion applied to principal graduallv

@

each month
each month.

and the portion applied ro inrerest gradually

3

' 5. Another name for a fixed.rate amortized mortgage is a
mortgage

6. An economic indicator used to adjust the interest rate on an ARM is called an

7. A mortgagee's costs of doing business plus profit is called the .--.
8. The limits the amount the interest rate may change at each

adjustment interval

9. If the monthly payment on the ARM is smaller than what is required to
pay the principal and inrerest for the period, it will result in

13.4 GOVERNMENT.INSURED FHA PROGRAM

1

I
I

10

q Recall that nonconventional loans are backed by rhe federal governmenr. Noncon-
b ventional loans include FHA,insured loans.

Purpose of the FHA

The Federal Housing Administration (FHA) was creared in 1934, The FHA is a gov-
ernment agency within the Department of Housing and Urban Development (HUD). Its
mission is to stimulate homeownership. FHA loans are fully insured by the governmenr ro
help increase the availability of affordable housing in rhe United states.

FHA loans are made by FHA-approved lenders. Lenders musr meet certain criteria for
their loans to be FHA-approved, after which the FHA insures the loans the lender issues
against losses in the event that borrowers default on the loans. FHA loans prorect lenders
from financial risk. The cost of the mortgage insurance is paid by the borrorv"r. The FHA
does not make loans to borrowers, process loans, or build housing.

FHA loans are a good option for first-time homebuyers or for buyers who have chal-
lenges dealing with the more stringent requirements of conventional financing because
they require a 3,5o/o down payment and have less stringent credit score requir.ments and
other qualifying criteria compared with conventional loans. There are many types of FHA
loan programs; however, the most popular loan program is a Section 203(b) lo-an, which is
a fixed-rate mortgage loan for the purchase or construction of one. to four.family residen-
tial property. FHA-insured loan programs also are available for adjustable.rate morrgages
and loans to finance the purchase of a condominium unit in condominium communities
built to FHA standards. FHA-insured mortgage loans require thar the borrower will use
the home as a primary residence for at least the first year of ownership.
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FHA Mortgage Loan Features

lnterest Rate. The interesr rare on FHA mortgages is not set by the FHA or HUD. The

inreresr rate is allowed ro flucruate with the market and is negotiable between the lender

and the borrower.

Discount Points. FHA-approved lenders may charge discount points on FHA'insured

mortgage loans. Discount poit't,r may be paid by either the seller or the buyer (see "Discount

Points," Unit 12).

Assumption. FHA mortgage loans do not have a due-on-sale clause in the mortgage. The

fHR r.qrrires complete qnulifr."tion of the buyer assuming the loan' A11 assumed loans

(and new FHA loans) are for owflef.occupied use only (no investor loans)' The lender

musr release the original moftgagof from liability if the assuming mortgagor is found cred'

itworthy ur,d 
"*".,rt"s 

an agreement to assume and pay the mortgage debt' By law, FHA

loans cannot charge p."puyi-r"r,, penalties; the loan may be paid off early without penalty'

Down Payment. A major benefit of FHA-insured loans is that the down payment is much

smaller than the amount required for most conventional mortgage loans' A borrower can

obtain an FHA-insured loan with a down payment as low as 3'5o/o of the purchase price

or the appraised value, whichever is less. FHA refers to the required down payment as the

minimum cash inuestment. Closing costs may not be used to meet the minimum 3.5olo down

payment requirement. Borrowers must have a good credit history to qualify for maximum

financing.

Loan Limit. Recall that FHA loans are a type of nonconventional loan because they are

insured by the FHA. FHA sets limits on the amount that can be borrowed. The limits

,rurf ,igrrificantly, depending on the average cost of housing in different regions of the

.o.rn,ri. For exampl", th" ma*imrrm FHA loan for a one'unit residence is greater in Fort

Lauderdale and Miami than in Gainesville or Tallahassee because the average cost of

housing is grearer in the Fort Lauderdale and Miami markets. Lenders make FHA'insured

loans in even $50 increments.

A schedule of FHA mortgage limits by area is available at https://entp'hud'gov/idapp/

html/hicostlook.cfm.

LOan lnSUtance Plemium. FHA loans require two types of mortgage insurance'- Borrow-

ers are charged a one.time mortgage insuiance fee at closing' This fee is called- the up'

front mortgage insuran"" pr"*i.r* (UFMIP). The percentage of the UFMIP is-based on

the type (r',".rJ ot ,"fir".."i and term (15.year or 3Q'year) of the mortgage' The UFMIP is

paid at closing and can be financed into the mortgage amount'

In addition to the UFMIR the borrower is also charged an annual mottgage insurance

pr"rni.r* (MIP). The annual MIP is paid monthly (annual premium divided bv 12) as part

of ,fr" monthly mortgage payment. in" Utp must be included in the proposed monthly

expenses when calcui"t"itti the buyer's qualifying ratios. The monthly MIP is paid for the

lire of the FHA loan when the borrower receives maximum financing. UFMIP and MIP go

into an FHA fund for repaying lenders if borrowers default.

Qualifying Ratios. FHA lenders use two qualifying ratios for loan applicants' FHA

requirements currently allow up to 3lo/o for ihe housing expense ratio (HER) and up to

43o/o for the total obligations ratio (TOR)'

E xA M p I E: Aprospective borroweris applyingforan FHA-insured loan.The bor-

rgwer's gr6ss mgnthly income is $3,500. The borrower's projected monthly PlTl is $900,
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r the MIP is $150, and based on a credit report, the borrower has the following long-term
z obligations:

3 r Car payment: $200

q t Student loan: $1 50

5 a. What is the borrower's housing expense ratio?
o b. What is the borrower's total obligations ratio?
7 c. Does the borrower qualify for an FHA mortgage?
s Solution:
e a. To determine the borrower's HER, determine the total monthly housing expenses:
10 $900 PlTl + $150 MIP = $1,050 total monthly housing expense
rr Next, divide the total monthly housing expenses by the monthly gross income.
i2 $1,050 + $3,500 = .30 or 30% HER

r3 b. To determine the borrower's T0R, determine the total monthly obligations:
14 PlTl+ MIP+ LTO =$900 PtTl+ $1b0 MIP+$200 car+$1b0 loan =$1,400
1b Next, divide the total monthly obligations by the monthly gross income:
16 $1,400 + $3,500 = .40 or 40oh

1i c. To qualify for an FHA-insured mortgage loan, the borrower must have an HER that
18 does not exceed 31%. The borrower's HEH is 30%. So, 30% of the borrower's
1s monthly gross income pays the borrower's monthly housing expenses. The bor-
z0 rower's HEB is below the required threshold.
n To qualify for an FHA-insured mortgage loan, the borrower's T0R must not exceed
22 43%. The borrower's TOR is 40%, which is less than the required threshold
23 of 43o/o.

24 Appraisal. The home must be appraised by an FHA-approved appraiser. HUD requires
25 the appraiser to confirm that the property meets HUD's minimum property standards.
26 However, the FHA does not warrant the condition of the properry. The FHA encourages
2t buyers to have a home inspection conducted.

zB lnsured Gommitment. A developer will sometimes seek an FHA commirmenr ro insure
2s the mortgages on a planned project. The FHA gives a conditional commitment to insure
30 the mortgage loans on the individual homes in the planned project that is dependenr
31 on the structures being completed according to verified FHA standards.

Practice Ouestions

10. List the two types of mortgage insurance charged on FHA morrgage loans.

1.

1 1. List the two qualifying ratios used for FHA mortgage loans and their standard quali-
fying threshold.

1.

z.

z
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12. AnFHA borrower has monthly PITI of $?,,276, MIP of $160, a car payment of $479,

a revolving credit card minimum monthly payment of $165 per month, and a student

loan of $2OO per monrh. The borrower's gross monthly income is $8,000.

a. What is the borrower's HER?

b. What is the borrower's TOR?

c. Does the borrower's financial ratios qualify for an FFIA mortgage loan?

I3.5 VA LOAN GUARANTEE PROGRAM

z Recall that nonconventional loans are backed by the federal government. Noncon-

3 ventional loans include VA-guaranteed loans.

+ A VA loan is a morrgage loan program established by the U.S. Department of Veterans

s Affairs (VA).VA loans assist servic.--.-b".r, veterans, and eligible surviving spouses to

e become homeowners. The VA issues rules and regulations that set the qualifications and

z conditions for VA loans. The VA guarantees a portion of the loan referred to as a partial

I gugantee. The partial guarantee covers the top portion of the loan' VA home loans are

s irovided by private l.rrd"rr, such as banks and mortgage companies. The applicant must

10 plan to use the home as a primary residence.

A major benefit of a VA purchase loan is that the VA does not require a down pay-

ment. However, a lender may require a down payment if the appraised value of the home

is less than the sale price. Nearly 9Oo/o of all VA-guaranteed home loans are made with no

Jo','' p"y-enr. The VA loan guarantee differs from the FHA program that insures loans;

VA home loans do not charge a mortgage insurance premium'

VA Mortgage Loan Features

OualifiCatiOns lgr PrOgram. Only veterans, unremarried surviving spouses of veterans,

and active military personnel may apply for a VA loan'

Eligibility Requirements. Specific eligibility requirements are based on the period of

actjve drrty or'the period of continuous service, as applicable. Real estate licensees should

rely on a VA lender to determine an applicant's eligibility for a VA loan.

Lending Source and Eligible Property. VA loans are made by VA-approved lenders'

Hor"rr-"r, the VA do., liuu" the power to make direct loans to vetefans in areas where

VA loans are not available. The VA loan program may be used to purchase, refinance, or

construct one- to four.unit properties provided the veteran resides in one of the units'

The lender, not the VA, seis tire inteiest rate, discount points' and closing costs' The

maximum loan term is 30 years. The interest rate on VA loans varies based on market

conditions and is negotiated between the borrower and the lender.

Loan Guarantee and Entitlement. The VA establishes loan guarantee limits called the

VA loan guarantee or the maximum entitlement. A veteran's entitlement is the maximum

amount ,-h. gou"rrtrnent guarantees the lender will be paid in the event the borrower

defaults. A ,rJt"r"r, begins-the loan process by applying to the VA for a ceftificate of eligi'

bihty. The certificate oi eliglbility states the amount of entitlement available to the veteran

borrower.
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r Reusing Entitlement. A veteran who has used the entitlement in the past may only now
z be eligible for a portion of the entitlement. The unused portion is available to th" veteran
s borrower up to the maximum guarantee. lVhen a VA loan is paid off, the veteran's maxi-
4 mum entitlement is reinstated.

s loan limits. The VA previously used Fannie Mae and Freddie Mac loan limits as the
o maximum guaranteed loan amount without a required down payment. Effective January1 1,2020'VA loan limits were eliminated for borrowers who have their full entitiemenr.
s The removal of loan limits does not mean that veterans have unlimited borrowing power
s without a down payment. The VA borrower must have sufficient income and meet the
10 lender's credit requirements to qualify for the loan. Eligible military members and veter-
11 ans can now use the loan amount they qualify for without making a down payment. This
12 is good news for borrowers in high-priced parts of the country. Qualifying VA applicants
13 can avoid significant out.of-pocket expense for a down payment under the new regulation
14 (other closing costs srill apply).

Down payments still apply to veterans who have one or more existing VA loans or
have defaulted on a prior VA loan. VA borrowers are subject to rhe loan limits and will
be required to make a down payment of 75o/o of the difference between the purchase price
and the loan limit.

loan Origination Fee. The VA borrower pays a loan origination fee to the lender. The
VA allows a 17o origination fee to be charged to vereran b"orro*"rr.

VA Funding Fee. The veteran borrower pays a fundingfee to rhe VA. The VA loan fund-
ing fee is on a shding scale, with the lowest fees charged to first-time VA borrowers and
higher fees for those VA borrowers who have previously used the VA loan program. Fund.
ing fee expenses may be added to the loan amount and financed over the iife tf th" lo".r.
If a veteran is a purple heart recipient or has a service-connecred disability, the funding
fee is waived. VA loans do nor require morrgage insurance premiums (MIp).

Oualifying Ratio' To qualify loan applicants, the VA guidelines recommend a total obliga-
tions ratio (TOR) not to exceed 4Io/o o{ the total monthly gross income (see Figure fi.1).
I Comparison of Oualifying Ratios
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FIGURE 13.2

Housing Expense

Ratio (HER)

Total 0bligations
Ratio (T0R)

Conventiona I

FHA

VA

ZBYo

31To

36%

43o/o

41To

2s Glosing Gosts. The lender may charge reasonable closing costs. The VA appraisal, credit
30 report, state and local taxes, and recording fees may be paid by the purchaser, the seller,
31 or shared. No commissions, brokerage fees, or buyer-broker fees may be charged to the
32 vetefan buyer.

33 Assumption. Because VA loans do not have a due-on-sale clause, rhey are assumable
34 (even by nonveterans). Before assuming a VA mortgage loan, the buyer must be approved
35 by the lender and the VA. The VA must also approve the assumprion agreement. Process-
36 ing fees and funding fees are charged on assumptions. Sellers who allow nonveterans to
37 assume their VA loans will not have their VA eligibility resrored until the assumer has paid
38 off the VA loan, unless the assumer is also a veteran who agrees to substitute eligibiliiy.
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Prepayment. VA mortgage loans do not contain a prepayment penalty clause. Therefore,

veterans may prepay ulT Jt u portion of the mortgage loan ahead of schedule without

penalty. Fig"re 13.3 provid", 
" 

.o*p"tison of FHA and VA mortgage loans.

I FHA and VA GomParison

1

2

a

FIGURE 13,3

FHA Loan VA Loan

Role of government Fully government insured; does not

originate loans

3.5% minimum investment

UFMIP and MIP

Set by area

Yes

No

Partial government guarantee; can make

direct loans if needed

0%

Funding fee

No established loan limit

Yes

No

Down payment

Fees

Loan limit

Assumable

Due-on-sale clause

WEBLINK

q Visit the U.S. Department of Veterans Affairs Home Loan Guaranty program online

b athttps://www.benefits'va.gov/homeloans/'

o For additional information on VA loan limits go to https:/iwww.va.gov/housing-assistance/

z home-loansiloan'limits/.

Practice Ouestions

13. A VA mortgage loan borrower's total obligations ratio (TOR) cannot exceed

14. The VA mortgage loan borrower pays a fee to the lender

and a fee to the VA.

13.6 PURPOSE.SPECIFIC MORTGAGE PRODUCTS

@

o Biweekly Mortgage Loan

A biweekly moftgage loan is amortized the same way as fully amortized mortgage

loans, except t[r" borr"orrl"r makes a payment every two weeks. The amount paid is equal

to one.half the normal monthly p"y-".tr. Because there are 52 weeks in the year' the

borrower makes 26 biweekly payments. Therefore, the borrower makes the equivalent of

an extra month's payment each year (26halt'sizepayments equal 13 full'month payments

instead of I2). This saves the borrower consideiable interest, and the loan is paid off

sooner (see Figure 13.4).
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FIG U R E 13,4 I Purpose-SpecificMortgageproducts
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Purchase money mortgage (PMM)

Home equity loan

Package mortgage loan

Reverse mortgage (HECM)

Partially Amortized Mortgage Loan

Recall that an amortized mortgage consists of a series of fixed, equal monthly pay-
ments and at the end of the loan term the loan is completely paid off. tVith a partlliy
amortized mortgage (also called a balloon mortgage), the month[y paymenrs are calculated
fot a Z)'year or 3O-year loan term; however, the payments are paiJ for a shorter period of
time, such as five years. By amortizing the loan over 20 or 30 years, the fixed, -orrthly puy,
ments are smaller than if the loan were amortized over a five-year term. At the end of the
stipulated period (in this example, five years), the remaining unpaid loan balance is due.
A single large final payment (called a balloon payment) be.om"s d,re on the loan maturity
date. In Florida, a partially amortized mortgage musr be clearly idenrified as such on the face
of the mortgage, with the amount of the final balloon payment disclosed (see Figure 13.4).

Purchase Money Mortgage (PMM)

A purchase money mortgage (PMM) is a mortgage in which paymenrs are made to
the seller (seller financing) rather than to a lending institution. It is rypically used in lieu
of a portion of a buyer's down payment when the buyer assumes an existing mortgage. The
seller conveys legal title to the buyer at closing, and the seller retains a vendor's lien right
as security for the debt.

E xA M P I E: The purchase price 0f a home is$200,000. The buyerisassumingthe
seller's FHA mortgage loan with an unpaid balance of $120,000.

$200,000 purchase price - $120,000 = $80,000 cash due at closing
The buyer asks the seller t0 accept $30,000 cash at closing and the remaining amount

due to be paid t0 the seller over five years. The buyer is asking the seller t0 take back a
purchase money mortgage at a specified interest rate and loan term in lieu of $50,000
cash at closing. This may be a good arrangement for both the buyer who does not have
sufficient savings available for the entire am0unt of cash due at closing and the seller
who can receive an income stream over time at a favorable interest rate, The buyer will
sign a note and a mortgage with the seller. The assumed FHA mortgage was recorded as
a first mortgage, s0 the PMM will be recorded as a second mortgage.

Home Equity Loan

Homeowners use home equity loans to finance consumer purchases; consolidate exist-
ing credit card debt; and pay for college tuition, medical expenses, or home improve.
ments. If the home equity loan is used to make home improvements, the interest is tax
deductible (certain limits exist).

Type of Mortgage Loan

Biweekly mortgage loan

Partially amortized loan

Description

26 payments per year

Final balloon payment with monthly payments calculated as if
the payments will be paid over a longer term

0wner financing typically used to fill the gap between down
payment and first mortgage

Secured by primary residence and is usually a second mortgage

Pledge both real and personal property as collaterpl

Uses homeowners equity to provide monthly income for owners
62 and older
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The borrower (homeowner) may access the equity in the residence with a home equity

loan or a home equity line of credit (HELOC). A home equity loan is a lump sum one-time

equity draw. Home equity loans feature a fixed interest rate and equal monthly payments

for rhe loan,s rerm. A HELOC is a line of credit against the equity in the home'-and the

borrower accesses money from the line of credit as needed. HELOCs feature an adjustable

interest rate. Borrowers only pay interest on the actual amount of money accessed from

the line of credit. The LTV of both morrgages combined is typically limited to 80% of the

property's value (see Figure 13.4).

Home Equity Gonversion Mortgage (HEGM) or Reverse Mortgage Loan

Homeowne rs age 62 and older who have paid off their mortgage or have only a small

morrgage balance remaining are eligible to participate in HUD's revefse mortgage pfo-

gr"-l fh" o.rly reverse mortgage insured by the federal-government is called a home

lquity conversion mortgage iHgClu{l and is only available through an FHA-approved

lender. The progra^ ul|o*r homeowners to borrow against the equity in their homes'

Homeowners can receive payments in a lump sum' on a monthly basis (for a fixedlerm or

for as long as they live in ih" ho-"), or on an occasional basis as a line of credit' The size

of reverse moftgage loans is determined by the borrower's age' the interest rate, and the

home's value.

Unlike ordinary home equity loans, a HUD reverse mortgage does not require repay-

ment as long as the borrowerli,r", in the home. Lenders recovef the principal and interest

when the home is sold. The remaining value of the home goes to the homeowner of to the

homeowner's heirs. If the sale pro.."J, are insufficient to pay the amount owed, HUD will

f"y th" lender the amount of th" shortfall. The Federal Housing Administration (FHA),

which is part of HUD, collects an insurance premium from the borrower to provide this

coverage (see Figure 13.4),

The American Association of Retired Persons (AARP) offers comprehensive infor-

marion about reverse mortgages at httpsr//www.aarp.org/money/credit-loans-debt/

reverse-mortgages/'

Package Mortgage Loan

A package mortgage loan includes both real and personal property as security for

the deit. A L.ry", ,r"r " 
package mortgage, for example, when purchasing a restaurant

.o-pl"t" with iooking 
"q.rlp-Jt 

t urrd oth". personal propefty that serve as a part of the
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15. The final large payment in a partially amortized mortgage loan is called a

collateral for the debt (see Figure 13.4)

Practice Ouestions

16. A mortgage loan that pledges real and personal propefty as collateral is called a

mortgage
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13.7 PRIMARY MORTGAGE MARKET

Depository Lenders

The primaty mortgage market consists of lenders that originate new mortgage loans
for borrowers. These lenders make money available directly to borrowers. Three major
depository lenders originate mortgages (see Figure 13.5):

1. Savings associations (SAs) invest the bulk of assets in residential mortgages and
home equity loans.

2. Commercial banks (CBs) specialize in construction loans for residential and
commercial projects.

3. Credit unions (CUs) are nonprofit organizations that provide services to rheir
members, providing financing for residential loans and home improvement loans.

SAs, CBs, and CUs are depository lenders, meaning that they accept savings deposits
and demand deposits (checking accounts). These depository lenders are also called portfo.
Lio lenders because they can hold mortgage loans permanently in their portfolios.

E x A M P I E: Acouplefinancesthe purchaseoftheirhome bytaking outa 30-year
fixed-rate m0rtgage loan from their local credit union. The credit uni0n is a portfo-
lio lender because it will hold the mortgage and promissory note in its portfolio of
investments.

The demand deposits and savings deposit accounts provide depository lenders with a
relatively stable funding source. Lenders who accept deposits are called financial inter-
mediaries because they make loans with the deposited funds. The flow of funds into
deposits held by primary lenders, thereby increasing the mortgage money supply, is called
intermediation.

FIGURE 13.5 I PrimaryMortgagelenders
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Mortgage Lenders Type of Primary Lender Types of Loans Offered Focus

Savings association Depository

Commercial banks Depository

Credit unions Depository

Prefer conventional

residential and home

equity loans

Also offer FHA and VA

Conventional, FHA, and VA

mortgage loans

Historically, largest source

of residential mortgage

loans

Largest source of

short-term commercia l;

construction loans

Conventional, FHA, and VA

Home improvement loans

Largest source of short-

term consumer loans

Nonprofit organizations that

offer loans to members only

Residentialand

commercial mortgage

loans

Primarily make FHA and VA

loans
Mortgage lenders Non-depository
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Nondepository PrimarY [enders

Mortgage lenders are full-service mortgage companies that process, close, and sell the

loans they origi.r"t.. Mortgage lenders fund the loans they originate with either their own

funds or borrowed .apital. Mortgage lenders are non'depository primary lenders because

they do not accept r"ui.rg, d"porit, 
"t'td 

demand deposits' Mortgage lenders package loans

they originur" und sell them to institutional investors and to secondary'market partici-

;;";r. ii" prir,.ipal acrivity of morrgage lenders is to originate and service loans for resi-

iential and income properties. They primarily make VA and FHA loans.

A mortgage broker license is required for an entity conducting loan originator activi-

ties through orr" o, more licensed ltan originators employed by the mortgage broker or

as indeperident contractors to the mortgage broker. Mortgage brokers do not make loans.

lnstead, mortgage brokers arrange loans for prospective borrowers with various mortgage

lenders. Mortgage brokers do not service loans'

A mortgage loan originator (MLO) is a person who holds a state MLO license for the

purpose of Joliciting ,rroirg"g" loans, accepting mortgage loan applications' and negoti'

utirrg th" terms or .orrditiorm of new or existing mortgage. loans on behalf of a borrower

o, 
""l.rrd.r. 

MLOs process morrgage loan applicalions and negotiate the sale of existing

mortgage loans to noninstitutional investors for compensation'

The Secure and Fair Enforcement for Mortgage Licensing Act (SAFE Act) sets mini-

mum standards for licensing and registering of mortgage loan originators' The SAFE Act

requires employees of .o*ri"r.ial banks, savings associations, and credit unions that are

,"g,rlur"d bi u i"d"rul banking agency and who are engaged in residential mortgage loan

origination, to register with the Nationwide Mortgage Licensing System (NMLS)' Mort-

g"g. lou1 originators must submit fingerprints for a criminal background check.

Mortgage loan originators (MLOs) who are not employed by agency'regulated.institu-

tions are licensed by it. states. Employees of mortgage lenders, including bank holding

companies and their nonbank subsidiaries, who act as MLOs are subject to state licensure

und ,t"t" regulation, in addition to registration with the NMLS'

Practice 0uestions

17. List four major entities that originate mortgages'
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18. The primary mortgage market is where loans are

19. Lenders that prefer to hold mortgages rather than sell them are called

lenders.

20. The flow of funds into deposits held by primary lenders, increasing the mortgage

money supply, is called
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13.8 SECONDARY MORTGAGE MARKET

313

z Most lenders do not hold a mortgage that it originated for the entire loan term. It is
3 common for a borrower's loan to be sold to one of the major mortgage investors within aq few months of closing the loan. The secondary mortgage market is an investor market
s that buys and sells existing mortgages. The existence of a secondary mortgage marker
o allows lenders to have stable cash flow so that they can originate more new loans. The
I borrower will continue to make monthly payments to the lender that originated the loan
e if the lender continues to service the loan.

e The secondary mortgage market accomplishes two important objectives:

l. Circulates the mortgage money supply.The secondary morrgage market helps
lenders raise capital to make additional rhortgage loans. Prior to the exisrence
of the secondary market, portfolio lenders had to rely on deposits flowing into
their financial institutions. However, when depositors chose instead to invest
their savings in other types of investments, such as the stock and bond markets,
disintermediation led to a shortage of morrgage funds. With a secondary mort-
gage market, in times of disintermediation, lenders can sell more of their loans
and use the cash to originate new mortgage loans.

2. Standardized loan requirements. The key to an efficient secondary market was the
creation of standardized loan instruments. Standardized mortgage loan docu-
ments' appraisal forms, closing disclosures, and promissory notes make it possible
for secondary market participants to better evaluate the mortgage loan packages
being sold.
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Fannie Mae and Freddie Mac

Fannie Mae and Freddie Mac are not government agencies. They are known as gov-
ernment sponsored enterprises (GSEs). GSEs are publicly traded corporations that are
sponsored by the U.S. government. Fannie Mae and Freddie Mac are regulated under
the conservatorship authority of the Federal Housing and Finance Agency (FHFA).
Fannie Mae and Freddie Mac operate in the secondary mortgage market. They purchase
about two.thirds of all U.S. mortgages. Fannie and Freddie set guidelines for the types of
loans they will purchase. Mortgages that meet Fannie and Freddie guidelines are called
conforming loans. Conforming loans meet, or conform to, loan amount limits set by the
FHFA. Loans sold to Fannie and Freddie also must be written on uniform forms approved
by Fannie and Freddie, including loan applications, appraisals, and mortgage instruments,
in addition to meeting specific qualifying guidelines.

Loans that are for a larger loan amount that exceed the conforming loan limits are
referred to as nonconforming loans or jzmbo loans. Because Fannie Mae and Freddie Mac
do not purchase nonconforming loans, these loans are more difficult to sell as investments,
and lenders often have to hold these loans for long periods of time.

Fannie and Freddie buy conforming loans from local lenders and package rhem inro
mortgage-backed securities (MBS). MBSs are created by bundling thousands of mortgage
loans together. The MBSs are sold worldwide to investors, providing funds to the financial
institutions to make new consumer loans.

Fannie Mae. Fannie Mae (sometimes referred to as the Federal National Mortgage Asso.
ciation and FNMA) was created by Congress in 1938. It created the secondary marker as a
way to stimulate the housing market after the Great Depression. Fannie Mae and Freddie
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Mac's guidelines vary somewhat from each other; however, both Fannie and Freddie have

strict iuidelines for the loans that they will purchase. For example, Fannie and Freddie

limir ;he size of the individual mortgage loans they will purchase called the loan limit'

Loan limits are subject to change annually and vary depending on the property's location'

Today, Fannie Mae purchases primarily conforming conventional mortgages from

large commercial banks. Fannie Mae can also purchase FHA loans and VA-guaranteed

,no".rgug" loans. It is the largest secondary market participant (see Figure 13'6)'

I Secondary Market

1

2

4

FIGURE 13.6

Fannie Mae Not a government agency

Buys conventional conforming loans from large commercial banks

Purchases s0me government-insured and government-guaranteed

loans

Packages loans into mortgage-back securities and sells to

investors

Freddie Mac Not a government agencY

Buys conventional conforming loans from small banks, credit

unions, and savings associations

Packages loans into mortgage-back securities and sells to

i nvestors

I
I
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Ginnie Mae Government corporation under HUD

Does not buy loans from lenders

Guarantor of government-insured and government-guaranteed

loans

Has the full faith and credit gu arantee of the federal government

Freddie Mac. Freddie Mac (sometimes referred to as the Federal Home Loan Mortgage

corporarion and FHLMC) was creared by congress in 1970. Freddie Mac was originally

.r""t.d to provide competition lo Fannie Mae. The goal was to reduce borrower's financ'

ing costs by providing mofe competition and liquidity. Freddie Mac provides a secondary

market for conformirr!.orrrr"rrtional mortgage loans purchased from smaller banks, credit

unions, and savings aisociations (formerly called savings and loans)' The loans are then

polt"a',og"ther aid sold to invesrors as MBSs. Like Fannie, Freddie Mac purchases mort'
'g"g", th"i meet their underwriting and product standardq package the mortgage loans

i1t ,".rrrities, and sell the securities to investors on Wall Street.

Ginnie Mae

Ginnie Mae (also referred to as Government National Mortgage Association

and GNMA) provides a secondary market exclusively for government'insured and

government-guaranreed loans, including FHA, VA, Rural Development, and American

Native Indian Housing loans. Ginnie Mae, unlike Fannie and Freddie, is a government

cofporarion housed wilhln the Department of Housing and Urban Development (HUD)'

Ginnie's pufpose is to provid" liqrldity for low' to moderate'income homebuyers' Ginnie

is the only ,..o.rd"ry purti.ipurrt backed by the futt fanh and credit guarantee of the federal

government.
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Unlike Fannie and Freddie, Ginnie Mae does not participate in determining eligibility
for loans. Ginnie exists to solely guarantee the security of federally insured loans and fed-
erally guaranteed loans. Ginnie, unlike Fannie and Freddie, does not purchase morrgage
loans from lenders. Once a lender makes a government-insured or government-guaranteed
loan commitment to buyers, the lender obtains a guarantee from Ginnie. The lender pools
similar mortgages together and delivers the pool of loans to a securities dealer. Securities
dealers sell the Ginnie Mae guaranteed MBSs to investors. The securities dealers advise
Ginnie Mae of the sales. The lender that originated the loans continues to service the
loans and forwards the payments to Ginnie Mae. Ginnie disburses payments to investors.
Ginnie's guarantee means that it makes the disbursements even if the payments have not
been received from the borrower.

To learn more about the secondary mortgage market, visit these websites:

I Fannie Mae: www.fanniemae.com

I Ginnie Mael www.ginniemae.gov

t Freddie Macr www.freddiemac.com

Practice 0uestions

21. List the two importanr objectives of the secondary mortgage market.

1.

z.

is the only secondary participanr backed by the
full faith and credit guarantee of the federal governmenr.

13.9 FEDERAI REGUTATORY BODIES AND MORTGAGE FRAUD

Federal Reserve System

The Federal Reserve System, also known as the Federal Reserve or just the Fed, is the
central bank of the United States. It was established by Congress in 1913 to provide the
nation with a safer and more stable monetary system. The Fed consists of a seven,member
Board of Governors and 12 Reserve Banks located in major cities across the nation. The
members of the Board of Governors are appointed by the president and confirmed by
the U.S. Senate.

Today, the Fed's duties include (1) conducting the nation's monetary policy, (2) super-
vising and regulating banking institutions and protecting the credit righrs of consumers,
and (3) maintaining the stability of the financial system. Monetary policy refers to the
actions undertaken by the Fed to influence the availability and cost of money and credit
to promote national economic goals. The Fed is charged with the responsibility for setting
monetary poIicy.

The Fed also has regulatory and supervisory responsibilities over banks that are mem.
bers of the Fed. Additionally, the Board is responsible for the development and adminis.
tration of regulations that implement major federal laws governing consumer credit, such
as the Truth in Lending Act and the Equal Credit Opportunity Act.
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Using a Straw Buyer

A swaw buyer is someone whose credit is used to purchase a property and secure

financing b,rt *ho isn't actually going to own the property. Straw buyers never intend to

live on ,h. prop"r,y and only lend tlt"ir credit information for a fee. At other times, the

straw buyerls a victim of identity theft. The victim's credit profile is stolen and used as a

straw buyer. The true buyer cannot qualify for the moftgage' so someone (a straw buyer

with betier credit) fraudulently applies for the mortgage. The true buyer is deceiving the

lender for the purpose of getting a better loan than the buyer would be able to obtain if
the loan application contained accurate financial information.

Recall the elements for fraudr (1) a misstatement of facts or failure to disclose facts;

(2) the individual who made the misstatement or omitted the true facts knows the facts

to b",rntr.r"; (3) the lender relied on the facts and extended financing; and (4) the lender

was damaged as a result. In many cases' the loans were not repaid and the properties were

foreclosed-. In other cases, the loans were sold on the secondary market and packaged in

security instruments valued on erroneous risk characteristics (see "Misrepresentation and

Fraud," Unit 11).

No Documentation Loans

No documentarion loans were very popular before the mortgage crisis. Unlike the

stated income/stated asset loan application process, this type of loan program allowed a

borrower with a certain minimurrrcredit score to qualify for a mortgage without disclosing

employment information, income' and assets. The lender approved the loan application

*itlhont verifying the borrower's financial information. lt was convenient for borrowers

who qualifi"d fol the loans they applied for; however, other borrowers lied about their

income and assets to qualify for -ottg"ge loans that they would not otherwise be able to

obtain. As a result, -"ty ho-"otrr"i, found themselves with mortgages they could not

repay.

Red Flags

Another type of mortgage fraud involves inflating the appraised value of property

for the pu.po* of obtaintg -or" financing. Unscrupulous appraisers altered or fabri-

cated information and/onir"d irr"ppropriale comparable sales. Some cases of fraud

involved using fake photos of the prop"tiy under contract to substantiate a higher value.

In other situations, ,"ul "rt"t" 
licensees entered inaccurate data into the MLS database'

The appraiser did not verify the information (as required) through anothef independent

source^.-The appraiser 
"rrd 

ii."rrr.e working in tandem created huge financial losses for

lending instituiions. For example, if the MLS erroneously indicated that a house closed

for $19O,9OO in a neighborhood th"r. the most recent sale was only $80,000 and the

nexr buyers coming inlo the neighborhood saw the inflated closed sale price and -thought
they must pay rhe inflated price,"it would cause all future sale prices in the neighborhood

to artificiaily increase. The inflated contract prices resulted from inflated appraisals' The

dollar amount difference between the inflated sale price and the actual property value was

the money used to compensate the fraudulent activity'

Licensees should be aware of red flags that might indicate fraudulent activity' For

example, if a sale contract states "owner of record" rather than identify the seller's name'

it should be a red flag to the selling real estate agent that a property flip might be occur-

ring and to be aware"of other irregularities. A property flip is a transaction in which one

p"riy lorr*acrs to buy a proper,y iuirh the intention of quickly transferring (flipping) the
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1 property over to the ultimate buyer. Another red flag is when a seller has taken title to
z the property via a recently recorded quitclaim deed. A prudent sales associate who sees
3 potential red flags should immediately presen[ such concerns to the employing broker for
+ guidance on how to deal with the issue before going any furrher.

s Ethical Practices. Florida law stipulates thar committing morrgage fraud is a third-
o degree felony. The mortgage fraud increases to a second-degree felony when the stated
I value in the loan documents exceeds $100,000. Charges of mortgage fraud can extend
I to the borrower, mortgage loan originator, and the real estate licensee. If a real estate
s licensee obtains information that the buyer is less than truthful regarding intent ro occupy
10 the property) assets, or income, it is very important that the real estate licensee speak up
tt and not become a participant in the fraud.

Practice 0uestions

L) is someone whose credit is used to purchase a property and
secure financing, but who isn't actually going to own the property.

24. 

- 

loans allowed a borrower with a certain minimum credit
score to qualify for a mortgage without disclosing employment information, income,
and assets.

A

12

13

14

15
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13.10 CONSUMER CREDIT PROTECTION ACT

The Consumer Credit Protection Act (CCPA) is an encompassing law rhat conrains
several acts with more precise scopes. Among the specific federal laws under the CCPA
are the Equal Credit Opportunity Act and the tuth in Lending Acr. Each of these laws
will be discussed in detail in this unit.

1t Equal Gredit Opportunity Act (EC0A)

rs The Equal Credit Opportunity Act (ECOA), implemented by Regulation B, applies
1e to all consumer and commercial credit, without regard to the nature or type of the credit
20 or the creditor. Congress gave the Consumer Financial Protection Bureau (CFPB) the
zt authority to supervise and enforce compliance with ECOA. If a transaction provides for
22 the deferral of the payment of a debt, it is a form of credit covered by Regulation B.

23 The ECOA prohibits creditors from discriminating against a Regulation B protected
24 class in any aspect of a credit transaction. Financial institutions and firms engaged in
2s extending credit must make credit available with fairness and wirhout discriminarion on
26 the basis of race, color, religion, national origin, sex, marital status, age, or receipt of
27 income from public assistance programs (see Figure 13.7).
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Fl G U RE I 3.7 I SummaryofProtectedClasses

Law Race Golor Religion Sex Disability Familial
Status

National
0rigin

Marital
Status

Public
Assistance

lncome

Age

Civil Rights

Act 1866

Fair

Housing

Act (as

arnended)

Equal Credit

0pportunity

Act

(Lending)

r'r'

/

t/ r' t/ r'

r'r'

r'

t/ r'r' r' t/ r'

r Marital Status. A lender cannot require an applicant's spouse to join in (sign) a loan

z application.

e Source of lncome. The ECOA prohibits discriminatory treatmenl of income from ali'
4 mony, child support, public assistance, or part-time employment'

s Childbearing Plans. The ECOA prohibits inquiry about, or consideration of, child-

o bearing plans or the potential for child bearing.

r The ECOA also requires creditors to provide applicants with free copies of appraisals

8 or other written valuatitns developed because ofa credit application secured by a first lien

s (for example, a first mortgage) on a dwelling. Creditors must notify applicants in writing

10 that copies of appraisals will be provided to them.

rr Truth in Lending Act

The Truth in Lending Act (TILA) is a federal law designed to promote the informed

use of consumer credit. The TILA regulates what information lenders musl make known

to consumers about their products and services. It requires disclosures about its terms and

costs and standardized the manner in which costs associated with borrowing are calculated

and disclosed.

The TILA outlines rules that apply to closed-end credit, such as home loans and auto

loans. Closed-end credit is a loan or type of credit where the funds are disbursed in full at

closing and musr be repaid in full, including the interest and finance charges, by the end

of the-loan term. The TILA also outlines rules that apply to open-end credit, including

credit cards and home equity lines of credit (HELOCs). The TILA does not put.restric-

tions on how much interest they may charge or whether they must grant a loan. It does not

attempt to regulate interest rates. The rules are designed to make it easier for consumers

to comparison shop when the want to borrow money.

Regulation Z is often used as another name for the TILA. Whlle the two names are

often used inrerchangeably, they are not the same thing. The TILA was enacted by Con'

gress and is a federal law. Regula tionZis a Federal Reserve Board rule that implements how

in. fle is applied. fhe Oodd-Frank Reform Act transferred the rule.making authority

from the f"d"iul Reserve Board to the Consumer Financial Protection Bureau (CFPB)'
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r Required Gredit Gosts Disclosures Under TILA. The TILA required lenders to provide
z a tuth in Lending disclosure (TIL) to borrowers who made loan application and a final
s TIL disclosure statement prior to the loan closing. A major accomplishment of the TILA
4 was to establish the requirement to disclose the annual percentage rate (APR). The APR
b presents the annual cost of credit expressed as a rate. TILA also required disclosure of
o other facts about the full cost of the credit, including the total cost of the loan, the amount
z financed, and the total of payments.

Bait-and-Switch Advertising. TILA makes bait-and-switch advertising a federal offense.
For example, if a subdivision developer advertises homes for sale with a down payment of
$1,000, the seller must accept $1,000 as the complete down payment or be in violation of
the law.

Triggering Terms. TILA is also concerned that consumers may be misled by being given
truthful but inadequate information in advertising. While it does not require creditors ro
advertise credit terms, it does provide that if they advertise certain credit rerms, called trig.
gering terms, they must include additional disclosures. tigger terms include rhe following:

I amount or percentage of any down payment,

I number of payments,

r period (term) of repayment,

I amount of any payment, and

I amount of any finance charge.

Advertisements containing any of the triggering terms must also disclose the following:

I Amount or percentage of down payment

I Terms of repayment

I Annual percentage rate, using that term, and if the rate may be increased in the
future, that fact must also be disclosed

TILA allows general phrases such as "owner will finance" and "favorable financ-
ing terms available." Such expressions are too general to trigger additional disclosure
requirements.

Right of Rescission. Consumers who are refinancing residential mortgage loans have the
right of rescission, which is a cooling-off period of three business days during which they
may cancel the loan without losing any money. The right of rescission applies to most
consumer loans but does not apply to loans to purchase or construct a home. The three-
business-day right of rescission applies to:

I home equity lines of credit,

I second mortgages, and

I refi.nance loans.
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37 Real Estate Settlement Procedures Act (RESPA)

38 The Real Fstate Settlement Procedures Act (RESPA) is a federal law administered by
3e the Consumer Financial Protection Bureau (CFPB) and implemented by Regulation X.
40 The law is designed to ensure that borrowers are informed regarding the amount and type
q of charges they will pay at closing. RESPA requires the lender to disclose to the borrower
42 an advance estimate of closing costs and an information booklet. RESPA also attempts to
43 eliminate kickbacks from vendors of closing.related service providers. The act applies to
44 most closings that involve a "standard" home mortgage loan. Specifically, RESPA applies
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to closings where a federally related mortgage loan is secured by a one- to four-family

residence.

Afliliated Business Relationships. Sometimes, several businesses that offer settlement

(closing) services are owned or controlled by a common corporate parent. These busi-

nesses are called affiliates. When a lender, real estate broker, or other closing participant

refers a borrower to an affiliate for a settlement service (for example,.when a real estate

broker refers a buyer to a mortgage broker affiliate), RESPA requires the referring party

to give the borrower an affiliated business arrangement (AfBA) disclosure. This form

exp"lains to borrowers that they are not required, with certain exceptions' to use the affili-

ate and are free to shop for other providers. The AfBA must include an estimate of the

affiliated business provider's charges. Except in cases where a lender refers a borrower to an

attorney, credit reporting agency, or real estate appraiser to represent the lender's interest

in the transaction, the refeiring party may not require the consumer to use the affiliated

business.

Purchase of Title lnsurance. RESPA prohibits a seller from requiring the homebuyer to

use a particular title insurance company as a condition of sale' Generally, the lender will
require title insurance. The borrower can shop for and choose a company. However, if the

selier is paying for the owner's title insurance policy, the law does not prohibit the seller

from choosing the title comPanY.

Escrow for Taxes and lnsurance. RESPA limits the amount that lenders can require

borrowers to place in escrow for property taxes and hazard insurance. The lender must

perform an annual escrow account analysis. An excess of $50 or more must be returned to

the borrower.

Kickbacks, Fee-Splitting, and Unearned Fees. It is illegal under RESPA for anyone to

pay or receive a fee, kickback, or anything of value in exchange for referring a settlement

servi.e business to a particular person or organization. For example, a mortgage lender

may not pay a real estate broker 
" 

f"" fo, ,.f"rii.rg a buyer to the lender. It is also illegal for

anyone tt accept a fee or part of a fee for services if that person has not actually performed

settlement services for the fee. For example, a lender may not add to a third party's fee,

such as an appraisal fee, and keep the difference. RESPA does not prevent title companies,

mortgage loan originators, appraisers, attorneys, closing agents' and others who actually

p"rf-- a service in connection with the mortgage loan or the closing from being paid for

the rea$onable value of their work.

It is a crime for someone ro pay or receive an illegal referral fee. The penalty can be

a fine, imprisonment, or both. The borrower may also be entitled to recover' by bringing

a private ia*suit, three times the cost of charges for settlement services (also called triple

o, rr"bl" damages) thar were illegally referred or charged with no actual service provided.

TlIA-RESPA lntegrated Disclosure Rule {TRID)

Over rime, TILA and RESPA regulations were expanded to require four separate dis'

closures when a borrower sought 
" -ortg"g" loan. Much of the information in the four dis-

closures was repetitive and confusing to borrowers. Therefore , in2Ot5, Congress directed

the Consumer Financial Protection Bureau (CFPB) to publish an integrated disclosure

for mortgage transactions, called the TILA-RESPA Integrated Disclosure rule (TRID).

Under the new TRID rule, the mortgage disclosure requirements under the Truth in Lend'

ing Act and RESPA were condensed into two disclosure forms. The borrower receives a

loln estimate disclosure form shortly after applying for a loan, and a closing disclosure is

received shortly before closing (see Figure 13.8).
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F I G U R E I 3. I I Disclosure Documentsliming TRID R,urf,
Document Timing Requirement

?r Loan Estimate Delivered or placed in the mail no later than the third business day

after receiving the borrower's loan application.

Provided to the borrower at least three business days before the l0an

closing.

Closing Disclosure

TRID applies to consumer loans secured by real property, including refinance loans.
Most closed-end consumer mortgage loans to finance home construction secured by real
property are also covered by TRID. Figure 13.9 features a list of the types of loans for
which TRID rules apply and a list of TRID Exemptions.

I TRID Transactions and Exemptions

TRID Applies TRID Exemptions

1

2

3

4

FIGURE 13.9

Consumer loans secured by real property

Mortgage loans

Hefinance loans

Construction loans

Vacant land loans

Loans secured by 25 or more acres

Commercial loans for building more than four units

Reverse mortgages

Home equity line of credit (HEL0Cs)

Mobile home loans

Loans for dwellings not attached to real property

Loans for agricultural purposes
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Loan Estimate. The Loan Estimate merged the tuth in Lending disclosure sraremenr
required under the TILA as well as the Good Faith Estimate form required under RESPA.
The Loan Estimate clearly presents the information considered most important to con.
sumers: the interest rate, monthly payment, total closing costs, and cash required to close.
There is no obligation to work with a lender just because the prospective borrower submits
a mortgage loan application. The borrower receives a Loan Estimate from each lender to
whom the borrower submits a loan application, allowing the borrower to compare loan
programs and find the lender that offers the lowest rates and best rerms.

Under the TRID rule, the lender is prohibited from charging the borrower any fees
until the borrower has received the Loan Estimate and indicated a desire to proceed with
the loan. This prohibition includes fees for application, appraisal, and underwriting. The
only fee that a lender may charge before issuing the Loan Estimate is a fee to obtain the
borrower's credit report.

TRID replaced RESPA's requirement to give consumers a special information bookler
with a smaller consumer-friendly booklet, Your Home Loan Toolkit (Toolkit). The Toolkit
helps borrowers determine how much house they can afford, suggests questions ro ask
the lender, and features worksheets and checklists to fill out during the loan process.
The booklet also describes the Loan Estimate and Closing Disclosure forms. Lenders are
required to give borrowers theToolkit within three business days of loan application.

Download the information booklet, Your Home Loan Toolkit, at https://www
.consumerfi nance. gov/owning-a-home/explore/home- loan-toolkit/.

Closing Disclosure. Lenders are required to provide borrowers with a written Closing
Disclosure at least three business days before closing the loan. The Closing Disclosure
replaced the TILA's final tuth-in-Lending Disclosure and the HUD-1 Settlement State-
ment. The Closing Disclosure presents much of the same information as the Loan Estirnate
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so rhatiborro.r,fe.fs cahlcOfi,tbaft the Loan Estimate with the Closing Disclosure. If the rates,

f""r, di-tfiifiC'i"pli u-otuilf.hat,g.r drastically from the Loan Estimate, the Toolkit instructs

borror".r, ro 
"rk 

the lender to explain the discrepancies. The guidelines were designed

to prevent lenders from attempting to use bait-and-switch schemes. A baiq-apd'switch

,.h"-" is a deceptive plan where a mortgage lender offers a borrower an attiactive loan

with low closing costs or interest ,u,"r, oi a ,-ro-fee loan estimate and then sw'itches their

offer and presenrs the buyer with a different set of terms and conditidns when it is time

to close.

Imporrant loan calculation information is presented in the Closing Disclosure' The

first forrr calculations (total of payments, fi"nance charge, amount financed, and annual

percentage rate) are required by the TILA's Truth in Lending disclosure' TRID added

" 
nfrn calculation called total interest percentage (TiP). The five calculations and the

explanarion of each calculation is presented in Closing Disclosure Loan Calculation.

I Glosing Disclosure Loan Galculation

The Closing Disclosure loan calculations are for a fixed-rate loan with a sale price of $180,000, loan amount of

$1 62,000, 3O-year loan term, and a fixed interest rate of 3.875%

Total of payments. The total amount the borrower will have paid after making $285,803.36

all scheduled payments of principal, interest, mortgage insurance, and loan

costs.

Finance charge. The amount financed expressed as the total dollar amount

the loan will cost the borrower over the loan's term'

Amount linanced, The amount financed is expressed as the t0tal amount of

credit provided to the borrower.

Annual percentage rate (APR). This includes the interest rate and other loan

costs (e.g., origination fees, discount points, etc') and represents the annual

cost of credit expressed as a rate.

Total interest percentage (TlP). The total amount of interest that the

borrower will pay over the loan term as a percentage of the loan amount.

Download the completed Closing Disclosure for a fixed-rate loan. The sale price, loan

amount, loan term, u.ri i.rr"r"r, rate have not changed from the estimates provided on the

Loan Esrimare (see the Loan Estimate web link presented earlier in this unit) at https:/ifiles.

consumerfin ance.gov lf 1201403-cfpb-closing-disclosure-cover-H25B.pdf (scan QR code).
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$162,000.00
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FIG U R E 13.1 I I Gompatisonof Disclosures,Forms,andProhibitionsUnderTILA,RESPA,andTR|D

Truth in Lending Act (TltAl RESPA TBID

32?

Truth in Lending Disclosure

(TlL) and Final TIL Disclosure

Statement

Good Faith Estimate (GFE) and

HUD-1 Settlement Statement

Loan Estimate (replaced TIL and GFE)

no later than third business day after

receiving application

Closirig Disclosure (replaced HUD-1

and Final TIL) at least three business

days before closing

TILA Credit Disclosures:

1. Total of payments

2. Finance charge

3. Amount financed

4. Annual percentage rate

(APR)

Affiliated business relationship

disclosure

Added fifth Credit Disclosure:

5. Total interest percentage (TlP)

Makes bait-and-switch

advertising a federal offense

Prohibits kickbacks or referral fees

for closing

Further prohibits lenders from using

bait-and-switch loan schemes by

comparing Loan Estimate with

Closing Disclosure

Established triggering terms

in advertising to require

disclosure of:

1. Amount or percent of

down payment

2. Terms of repayment

3. APR

Restricts lender from charging fees
(except credit report) before borrower

indicates desire to proceed with the

loan

Required special information

booklet

Replaced special information booklet

wilh Your Home Loan Toolkit

Prohibits seller from requiring

buyer to purchase title insurance

from a particular company

Exempted construction-on ly loans

secured by vacant land and loans

secured by 25 or more acres

Removed exemption for construction

loans and loans secured by 25 or

more acres

Limits amount lenders can require

In escrow for taxes and insurance

Three business day right of

rescission for HEL0Cs second

mortgages and refinance loans

on a primary residence
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Practice Ouestions

25. TRID replaced HUD's special information booklet with a booklet titled 

-

Toolkit.

26. TRID requires the lender to provide the Loan Estimate no later than the
after receiving the loan application.

27. Circle protected classes under the Equal Credit Opportunity Act (ECOA).

a. Age

b. Marital status

c. Familial status

d. National origin

28. The Equal Credit Opportunity Act prohibits discriminatory treatment of income

from .-,
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or part-time employment.

13.11 SUMMARY OF IMPORTANT POINTS

I Conventional loans are written by private lenders and are not guaranteed or

insured by the federal government. Conventional loans typically require a larger

down paymenr, compared with FHA and VA loans, and therefore have a lower

LTV. Borrowers must pay for private mortgage insurance (PMI) for the portion of
the loan above 80% tTV. Fixed.rate conventional mortgage loans have a due'

on-sale clause, so they are not assumable.

I The recommended maximum qualifying ratios for a conventional mortgage are

28% HER and360/o TOR.

I A fixed-rate amorti3ed mortgdge is one with regular payments each month of
principal and interest. The monthly payment remains the same each month;

ho1ly"u.r, the amount applied to principal increases each month, and the amount

applied to interest decreases each month. Fixed-rate amortized mortgages are

sometimes referred to as level-payment plan mortgages'

I A purchase mone) mortgage is a new mortgage accepted by the seller as part of the

purchase price. The mortgage is taken back by a seller from a buyer'

I An adjustable-rate mortgage (ARM) is a loan that has an interest rate that can

change ar preset intervals based on a recognized and verifiable index. The margin

is the percentage added to the index to cover the lender's costs plus profit. The

index plus the margin equals the calculated interest rate.

I The Federal Housing Administration (FHA) is a government agency that insures

mortgage loans made by approved lenders. FHA does not make loans nor does

it regulate interest rates. Borrowers pay an up-front mortgage insurance pre-

mirrm (UFMIP) and an annual mortgage insurance premium (MIP). The annual
,premium is paid monthly as paft of the monthly mortgage payment. Bor19w91s

are requiredto make a down payment of at least 3.5Yo. The Section 203(b) FHA

pfogram insures fixed-rate loans on one. to four-family residences.

t The Department of Veterans Affairs (VA) partially guarantees mortgage loans.

Private l.nders provide VA loans to veterans, surviving spouses of veterans,
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and active military personnel. The VA also has the power to make direct loans
to veterans. A veteran's entitlement is the maximum amount the government
guarantees the lender will be paid in the event the borrower defaults. A vereran's
certificate of eligibility stares the amount of entitlement available to the vereran
borrower. Down payments are not required on VA loans if the borrower quali-
fies. The VA charges a funding (user) fee to help the government defray the cost
offoreclosures. VA loans do not have due.on-sale clauses; therefore, they are
assumable (even by nonveterans).

I With a partially emortized mortgage, the buyer makes regular payments smaller
than what is required to completely p"y off the loan by the date of termination.
A single large final payment, called a balloon payment, of accrued interest and
remaining unpaid principal is made at loan maturity.

I A primary market is the market where securities or goods are created. The pri-
mary mortgage market consists of lenders that originate new mortgage loans for
borrowers.

I Mortgage loan originators (MLOs) do not make loans. They are middlemen (inter-
mediaries) between borrowers and lenders. MLOs take loan information from a
prospective borrower and "shop" for a lender offering the best rates and terms,
Once a successful match is made and the loan is approved, the MLO earns a fee.

r A mortgage broker employs licensed loan originators. Mortgage brokers do not
make or service loans. They work with lenders to arrange loans for prospective
borrowers.

I A mortgage lender originates loans and packages them to investors. Mortgage
lenders may use their own money or money borrowed from other lenders. Mort-
gage lenders also service loans.

I Intermediation is the process of consumers depositing funds into savings accounts
at financial institutions. Lenders serve as intermediaries using borrowers' savings
ro provide funds to others for investment and borrowing.

r Disintermediation occurs when savers withdraw funds from intermediary financial
inslitutions, bypassing them to invest elsewhere, thereby reducing the amount of
funds available to the financial institutions.

r A secondary mortgage market is an investor market that buys and sells existing
mortgages. Secondary market participants include Fannie Mae, Freddie Mac, and
Ginnie Mae. Conforming loans are loans that meet Fannie Mae and Freddie Mac
guidelines. Ginnie Mae is a government corporation under HUD. Ginnie Mae
is a guarantor of government-insured and government.guaranteed loans and has
the full faith and credit guarantee of the federal governmenr.

r The Tluth in Lending Act is implemented by the Federal Reserve's Regulation Z
and requires lenders to disclose the annual percentage rate (APR) and all costs
associated with credit. The law gives borrowers three business days to cancel
most consumer loan contracts, except loans to purchase or construct a home.

r The Equal Credit Opportunity Act (ECOA) ensures that financial institutions
make credit available without discrimination on the basis of race, color, religion,
national origin, sex, marital status, age, or receipt of income from public assis-
tance programs.

I The TILA-RESPA Integrated Disclosure Rule combined the TILA and RESPA
disclosures into the Loan Estimate and the Closing Disclosure.
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1. Which individual must be stare licensed as a
mortgage loan originator?
a. Employee who processes loans for First

National Bank of Orlando
b. Employee of Bank of Florida who works as a

bank teller
c. Employee who works as a loan originator for

a mortgage brokerage company that is not
federally regulated

d. Employee who works as a loan originator for
First USA Credit Union

2. A commercial bank sold a group of 2,000 mort.
gages directly to Fannie Mae. This is an example

primary market activity.
secondary market activity
loan correspondence.
intermediation.

3. Which statement does NOT apply to Fannie
Mae?
a. Loans that meet Fannie Mae guidelines are

called conforming loans.
b. Fannie Mae purchases morrgages from

local lenders and issues mortgage-backed
securities.

c. Fannie Mae is the largest participant in the
secondary market.

d. Fannie Mae is a government agency under
HUD.

4, The market where mortgage loans are created,
supplying funds to finance real estate purchases
directly to borrowers, is called the
a. primary market.
b. secondary market.
c. capital market.
d. real estate market.

5. A home equity conversion morrgage (HECM) is
also called a
a. partially amortized mortgage.
b. purchase money mortgage.
c. feverse mortgage.
d. home equity loan.

6. \7hen investors bypass thrift institutions for
direct investment elsewhere, the process is
called
a. loancorrespondence.
b. intermediation.
c. disintermediation.
d. capital-deficit area supporr.

7 , Which set of maximum standard qualifying
ratios is used to qualify a borrower for a VA
mortgage loan?
a. 28% HER; 360lo TOR
b. 30% HER;360lo TOR
c. No HER; 41olo TOR
d. No HER; 43olo TOR

8. An FHA loan is a
a. government-insured loan.
b. government-guaranteed loan.
c. conventional loan that is insured with mort-

gage insurance.
d. loan in which the mortgagor is protected

against financial loss in the event of default.

9, A potential FHA borrower's monthly housing
expense is $504, the total monthly gross income
is $1,800, and the total monthly obligations are

$648. lfhat is the monrhly housing expense
ratio for the borrower?
a. 28Vo

b. 360/o

c. 38Vo

d. 43o/o

10. In a fixed-rate amortized morrgage, the portion
of the monthly payment that goes to reducing
the principal
a. remains constant throughout the loan term.
b. gradually increases with each payment

throughout the duration of the loan term.
c. gradually decreases with each payment

throughout the duration of the loan term.
d. fluctuates based on the prevailing interest

rates.

of
a.

b.
L.

d.
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11. Which characrerisric applies ro both FHA and 17. Which regulation is NOT covered under

VA mortgage loans?

^. Assumable
b. Mortgage insurance required
c. No established loan limits
d. No down payment required

12. Which characteristic applies to VA loans?

a. Government insured
b. Minimum cash investment required

c. Loan limit set by geographic area

d. Funding fee charged

13. A man wants to buy a small restaurant and is

considering financing the restaurant equipment
in addition to the real estate. lf the man pledges

the personal property in addition to the real

estate as collateral for the mortgage' the man's

mortgage is

a. an equipment mortgage.

b. a package mortgage.

c. an all.inclusive mortgage.

d. a chattel mortgage.

14. A new mortgage accepted by the seller as part of

the purchase price is

a. a wraparound mortgage.

b. an assumption of the mortgage.

c. a chattel mortgage.
d. a purchase-money mortgage.

15. Which protected class is covered under the
Equal Credit Opportunity Act?
a. Disability
b. Familial status

c. Occupation
d. Marital status

16. The Truth in Lending Act (TILA)
a. does not affect real estate financing credit'
b. attempts to regulate maximum interest rates

charged consumers.

c. requires disclosure of finance charges, as well
as annual percentage rates of interest.

d. requires an affiliated business relationship
disclosure.

RESPA?
a, Prohibits the payment of a kickback in

exchange for referring a settlement service

business.
b. Prohibits a seller from requiring the buyer to

use a particular title insurance company as a

condition of sale.

c. Made bait-and-switch advertising a federal

offense.
d. Limits the amount lenders can require

borrowers to escrow for property taxes and

hazard insurance.

18. The TILA.RESPA Disclosure Rule requires that
the borrower be provided with which item at

LEAST three business days before closing?

a. Closing Disclosure
b. Your Home LoanToolkit
c. Guaranteed amount of settlement costs

d. Loan Estimate

19. As part of the preparation for a closing, a listing
broker referred a property owner to an appraiser.

The appraiser completed the appraisal and

charged the owner $250, which was entered on

the Closing Disclosure. The appraiser gave the

listing broker $50 for the referral' which the

broker accepted. According to RESPA,

a. the listing broker also must be licensed as an

appraiser.
b. the appraiser has not violated the law as

long as the appraiser is state certified'
c. both the broker and the appraiser have vio'

lated the law.

d. the arrangement is entirely legal'

20. The Truth in Lending Act's right of rescission

does NOT apply to which tYPe of loan?

a, Refinance loans

b. Bank loan used to purchase a home

c. Second mortgages

d. Home equity line of credit (HELOC)


