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Proposal #15

Consider Regulatory Changes To Further Educate And Protect Consumers In Mortgage Transactions, As Well As Assure Loans Are Made At Fair And Reasonable Credit Costs.

Problem Proposal Addresses:

Consumers infrequently apply for loans, typically do not understand increasing complex mortgage transactions and often do not fully comprehend the obligations embedded in the contracts they are signing.  Comparisons of loan terms, fees and requirements are not easily made.  Even with real estate disclosures and truth-in-lending laws, consumers fall prey to deals that leave them at excessive risk of losing their homes, unless they have access to an objective third party who can counsel them.  Recent research by Freddie Mac (Hirad and Zorn, May 2001) shows face-to-face pre-purchase education and counseling (as opposed to that provided by a workbook or telephone) significantly reduces defaults, by as much as 20 to 30 percent.  This evidence provides further justification for policies that create incentives for the delivery of homebuyer education services.  Importantly, not only are counseled buyers less likely to end up with unfair loans, they are also better prepared for the responsibilities of homeownership and less likely to default.

Expanding homebuyer education is problematic, however.  First, many buyers do not want to take time to prepare before looking for a home and mortgage.  Taking part in education and counseling can slow down the buying process, potentially jeopardizing a purchase offer.  Real estate agents, sellers and lenders may discourage education/counseling for this reason.  This issue highlights the importance of potential buyers receiving education and counseling session before a purchase contract is signed or loan applications are made.  Second, provision of homebuyer education and counseling is expensive – typically $100 to $300 depending on the length, intensity and content.  Many borrowers, especially first-time borrowers, lack cash resources to pay such a fee.  Lenders do not gain enough savings from counseling to incorporate its costs (see table).  HUD support for housing counseling, provided under Section 106, has increased to almost $25 million annually, but is spread among more than 1,200 agencies, one-third direct to 350 HUD-approved providers, one-third to national intermediary umbrella organizations and one-third to state housing finance agencies.  These funds do not cover even a majority of counseling costs, and also erect limitations to counseling providers collecting additional fees.  Finally, finding a qualified provider of homebuyer education and counseling can be difficult.  Nonprofit agencies or local governments offer such services, but not in every community or at convenient times.  For-profit providers often are perceived to provide lower quality education/counseling services, and due to connections to lenders and other parties to the transaction, less likely to be objective.  Consumers need a trusted, third-party to help them assess their options and chose the best home and loan product for their situation.  The national capacity of the nonprofit homebuyer education and counseling delivery system is not large enough to serve even a fraction of the approximately 1 million lower income first time homebuyers in the national each year, however.

While counseling is an important way to protect consumers, strengthened disclosure laws and more vigorous enforcement of existing consumer protection laws are additional ways to aid consumers.  While less obvious, competition in emerging mortgage markets could significantly benefit consumers.  At present finance companies, not banks, thrifts, nor lenders supported by GSEs, are extending credit to borrowers who have blemished credit histories.  The absence of alternative lenders in markets where borrowers with blemished credit histories are concentrated contributes to 10 to 30 percent of all subprime borrowers actually being qualified for prime loans.  Without vigorous competition in the subprime market that serves borrowers with problem credit histories and pricing standards, it is less likely qualified borrowers will be aware of or seek out prime lenders.

Options:  

· Revise HUD housing counseling, modify regulations regarding sources of fees under this program and provider support for the expansion of quality providers of homebuyer counseling providing quality, objective pre-purchase education and advice.

HUD’s counseling budget is small relative to the market, small relative to HUD’s budget, and should be increased.  However, administration of these funds needs improvement.  Counseling funds are currently used for all types of assistance, including advice on finding an apartment and applying for reverse mortgages.  A dedicated line for pre- and post-purchase education will greatly expand the reach of the program.  More providers could also be included, and the development of new providers should be supported.  HUD regulations prohibiting clients from paying a fee, and prohibiting lenders and real estate agents from partially covering fees for homebuyer services, should also be changed.  Tripartite payments from the consumer, public sector and private sector are consistent with the distribution of benefits education/counseling create.  HUD might even explore a matching grant mechanism to leverage private sector contributions.  HUD should also establish quality standards for homebuyer education.

· Create incentives for homebuyer counseling by offering discounts to borrowers in FHA or Rural Development programs, as well as state housing agency mortgage-revenue bond products.

In the late 1990’s, FHA allowed buyers to reduce mortgage insurance premiums in exchange for taking a course and attending counseling.  That option was eliminated in the most recent FHA premium reductions, however.  Counseling providers have suggested this discount strongly encouraged customers to seek pre-purchase services.  Reducing interest rates, mortgage insurance premiums and fees for counseled buyers are logical and fair given counseling’s role in reducing the risk of default.  However, these discount programs do incur costs that may reduce the numbers of homebuyers served in the near term.  Buyers mandated to take counseling may face barriers in finding a local provider.  The current system of delivering homebuyer education serves approximately 10 percent of the lower-income, first time buyer market.  Likewise, delaying the buying process during counseling may frustrate borrowers, sellers, real estate agents and lenders.  Since such requirements may precipitate the use of low-quality telephone or home-study services, shown to be less effective in reducing default, standards of quality need to be coupled to these discount programs. 

· Include homebuyer education and counseling costs on the HUD-1 (and HUD-1A) settlement statements.

This modification of RESPA to include counseling as a dedicated line item will help promote transparency and institutionalize counseling into the home-buying process.  Modifications of HUD-1 forms are often slow and controversial however, and the definition of each cost often is debated in court.  Homebuyer education might occur a year or more before a home sale closing; clear boundaries of what costs should be included for expenses incurred, and from how far back, will be required.

· Create national standards or certifications in order for an expanded the array of entities providing homebuyer education and counseling.

HUD began certification of counseling programs in the 1970’s, but primarily as a screen to determine eligibility to apply for funds. Standards for curriculum and program quality have been set by national umbrella organizations, such as AHECI and Neighborhood Reinvestment Corporation, but the industry is fragmented.  Federal standards, which allow for local flexibility might help promote uniformity.  Oversight and enforcement of such standards will be difficult however, and may create barriers to expanded services.

· Require counseling for borrowers seeking targeted types of loans.

Several proposals have been drafted in response to predatory lending suggesting certain "high cost mortgages" with rates, fees and terms that may be difficult for borrowers to understand, or manage, should require counseling prior to closing.  Since borrowers tapping these loans are likely to be more at risk than other borrowers, this seems an appropriate triage of education and counseling services.  However, these borrowers may be least likely to afford to pay for such services, and requiring counseling may pressure providers to offer the fastest and lowest-cost counseling services (which may not be of the appropriate quality or intensity).

· Amend RESPA and TILA to make information more accessible consumers such as accuracy standards for Good Faith Estimates.
Consumers are confronted with numerous disclosures during the real estate settlement process from the time of application to settlement.  The Federal disclosures under RESPA and TILA comprise only 3-5 forms out of what can involve up to 50 documents, most required by the lender or possibly state law disclosures. RESPA and TILA could be improved so that information on these disclosures is simpler, more reliable and timelier to facilitate shopping by consumers. For creditors and settlement-service providers, the TILA and RESPA rules can be complicated and may pose liability risks, however, and efforts to simplify or reform these regulations have been hotly contested.

· Encourage standardization in subprime markets through GSEs and FHA.

· GSEs and the FHA can use their power in the secondary market to increase standardization in the subprime market.  The subprime market is relatively new, but as the market evolves some predict predatory lenders will be weeded out by intensive competition. Others advocate government regulation is needed to accelerate standardization.  This market may well one day evolve, but in the meantime predatory-like practices are harming consumers in the absence of transparent and competitive markets.  The GSEs and FHA have the clout to push the market though clear practices, restrictions and pricing standards.  HUD, through management of FHA and oversight of GSEs, could push for these changes. 

Recommendation:

Lenders, borrowers and communities benefit from consumers being better informed of their rights and responsibilities in the mortgage transaction. Support for homebuyer education and counseling from the federal government is crucial to the expansion of this practice.  State and local governments, and the private sector will likely follow the lead established by HUD and other federal agencies.  The Commission should strongly support home buyer education and counseling. The Commission recommends:

· An expansion of a revised version of HUD’s housing counseling funding
· Require disclosure of the provider and cost of education on HUD-1 settlement documents.

· HUD re-focus efforts to build the capacity of a delivery system for homebuyer education. 

· Other federal programs should be directed to review opportunities for integrating reasonable incentives for consumers and industry to include counseling and education in the home buying process, including discounts in rates and fees. 

· RESPA and TILA could be improved so that information on these disclosures is simpler, more reliable and timelier to facilitate shopping by consumers. 

· HUD, through management of FHA and oversight of GSEs, could push for increasing standardization in subprime emerging markets.

TABLE: Theoretical Model of Loss Savings 

	
	No Counseling
	Counseling
	Difference

	House
	$      100,000
	$ 100,000
	-

	Loan
	$        94,289
	$   94,289
	-

	Default Probability
	0.60%
	0.36%
	0.24%

	Default Loss Lender (23% balance)
	$        21,686
	$   21,686
	-

	Default Loss Borrower (6% balance)
	$          5,657
	$     5,657
	-

	
	
	
	

	Expected Loss Lender P*Loss
	$             130
	$          78
	$         52

	Expected Loss Borrower P*Loss
	$               34
	$          20
	$         14

	
	
	
	

	Counseling reduces probability of default 30%, from 0.6% to 0.36%

	Expected loss of $146 lowered to $58 (24,500 severity 0.0024) on $100k house ($94k balance)

Reduction in loss probability approximate magnitude in Zorn/Hirad study.
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