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SINGLE-FAMILY MORTGAGE INSURANCE

Sunmary

This paper describes how single-family mortgage insurance
has been utilized by local, state and federal govermment agen-
cies, and private lenders to stimulate the flow of conventional
single-family credit into mature commmities. The following
mortgage insurance programs are discussed: private mortgage
insurance, the FHA Section 203 program, the FHA Section 244
program, the Maryland Housing Fund's insurance programs, and
two local programs (Chicago Home Purchase and Rehabilitation
Program and Philadelphia's Purchase and Home Improvement Loan
Guarantee Assistance Program).



SINGLE-FAMILY MORTGAGE INSURANCE

Mortgage insurance, as referred to in this paper, is
defined as a process where a public entity or private mortgage
insurance company insures all or a portion of the financial
exposure incurred by a lender in originating a mortgage. There
are two types of mortgage insurance: full insurance and coin-
surance. Full insurance is defined as a process where a public
body insures 1007 of a lender's exposure. Coinsurance is a
process where one or more public bodies or private mortgage
insurance companies share the risk exposure with the lender.

In the case of a financial loss suffered by a lender on
a fully insured loan, the lender is reimbursed by the insuring
entity for the entire balance of the loan and certain expenses
incurred in servicing the loan. If a lender suffers a financial
loss on a coinsured loan that is foreclosed, the lender assumes
some portion of the loss and the coinsurer reimburses the lender
for the balance of the loss. Insurance and coinsurance funds
are usually financed from the premiums charged to the lender
for each insured or coinsured loan. These premiums are gener-
ally passed on to the borrower.l

Full insurance and coinsurance programs influence
the cost and availability of funds for the revitalization

and maintenance of residential areas. By insuring



part or all of a mortgage, these programs reduce or eliminate
the loss incurred by a lender on a foreclosure. This may en-
courage a lender to make a loan in a situation where the risks
are perceived as too great for an uninsured loan; or it may
encourage a lender to grant more favorable terms or conditions
on a loan which is normally perceived as representing an unusu-
ally high risk.

The first form of mortgage insurance was the Federal
Housing Administration (FHA) program initiated by Congress during
the depression of the 1930's. The most widely utilized single-
family mortgage insurance program is the Section 203 program
under which lenders are insured for virtually 1007 of losses
on single-family mortgage loans.2 One major criticism of
traditional FHA mortgage insurance is the provision for 1007
coverage of risk. Some critics of FHA insurance have suggested
that there is '". . . little incentive / for lenders / to be
careful in screening applicants or to be diligent in servicing
the loans . . ."

Historically there have been several other problems with
FHA mortgage insurance. First, the processing time for an
FHA-insured loan was often several times longer than that for
a conventional, uninsured loan. Second, FHA imposes interest
rate ceilings for all the loans it insures. The interest rate
is set slightly lower than normal market rates for mortgages
nationally. This discourages financial institutions from par-

ticipating when they can charge a higher rate on non-insured



loans on properties which are not deemed exceptional risks.
Typically, a lender would charge the buyer a special fee (called
points) at the time of the sale of the property to compensate
for the difference between the restricted and normal interest
rates. However, FHA prohibits lenders from charging buyers more
than one point (one percentage of the mortgage amount). Often
this limited amount is not sufficient to cover the lost interest
resulting from FHA's interest ceiling. Mortgagees usually cover
this lost interest by charging points to the seller.

A third problem with the Section 203 program concerns the
application of the program to older neighborhoods. If the ap-
praised value of the property is much greater than the neighbor-
hood average, if more than 6% of the block is abandoned, or if
more than 20% of the land use in the area is non-residential,
then FHA will not insure the loan. These restrictions generally
discourage investment in older neighborhoods.4

At the state level, a few housing finance agencies, most
notably Alaska, Comnecticut, Maryland and Vermont, have initiated
mortgage insurance progrenns.5

The Maryland state insurance program was started in 1971
and is operated by the Maryland Housing Fund, a division of the
Department of Economic and Commmity Development. The Fund was
financed initially by a $7 million bond issue.6 The programs
of the Fund include a 1007 mortgage insurance program which in-
sures mortgages extended to borrowers who have minimal downpay-

ment resources or purchase high risk properties. Under the full

insurance program, 1340 mortgages on single-family properties
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have been insured. Of this total, 737 mortgages have been in

the City of Baltimore.’

The insurance claim rate is currently

less than one percent. All mortgages insured under this program
must be on properties which are owner-occupied and the mortgages
mist be valued at no more than § 20,000.

A relatively recent immovation in the field of mortgage
insurance is private mortgage insurance (PMI) 2 o usually in-
sures all losses on the top 20% of 90% loan to value mortgages,
and the top 25% on 91-957% mortgages. PMI has served as a means
by which lenders can make loans with relatively low downpayments,
without incurring the total risk perceived of such loans. For
the benefit of a low downpayment loan, the borrower pays the
insurance premium.

The utility of PMI as a mechanism to encourage immer city
lending has recently been questioned by a study of sixty New
Jersey 1end:ers.]'0 The study contends that the level of insurance
provided by private mortgage insurance companies is inadequate
to entice lenders into extending mortgages in the irmer city.
However, while it may be debatable that PMI is not a sufficient
incentive in itself, those lenders who are already seeking op-
portunities to lend in older, middle and lower income, Or inner
city commmities are taking advantage of PMIL to expand their
lending in these areas. The Philadelphia Mortgage Plan, for
example, makes extensive use of PMI to grant loans with reduced

1
downpayments to lower income applicants.l

An example of a local coinsurance program which utilizes



private mortgage insurance as well as public mortgage insurance
is the Chicago Home Purchase and Rehabilitation Plan (CHPRP) 12
CHPRP is administered by the Commmity Service and Research Cor-
poration, an Illinois not-for-profit corporation. The program
provides mortgage and home improvement loans on one-to-four unit
properties in several target neighborhoods. The loans are coin-
sured with participating lenders (12%7, exposure) by the City of
Chicago (807 insurance) and private mortgage insurance companies
(7%% insurance). As of August 15, 1977, 17 loans have been made,
valued at over $360,000.13

An example of a local coinsurance program which employs
only public mortgage insurance is the Philadelphia Home Purchase
and Home Improvement Loan Guarantee Program (PHILGAP). 14
PHILGAP is designed to encourage financial institutions to
make conventional financing available in "higher-risk areas"
by insuring the top 257% of mortgages on existing homes. Appli-
cants must be owner occupants of single-family or duplex proper-
ties. The maximm loan eligible for PHILGAP guarantee is $20,000.
The PHILGAP insurance fund was capitalized by a $500,000 grant
from the William Perm Foundation and a $500,000 allocation from
the Office of Housing and Commmity Development of the City of
Philadelphia,l®

In 1974, Congress enacted a new approach to mortgage insu-
rance, Section 244 of the Housing and Commmity Development Act
of 1974 which was entitled "Coinsurance."l® Under this provi-
sion, the U. S. Department of Housing and Urban Development (HUD)

may coinsure almost any loan or mortgage eligible for other FHA
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insurance programs. As with the earlier FHA programs, the coin-
surance provides protection for the lender (mortgagee). However,
the statute requires that the mortgagee shall assume not less
than ten percent of any loss on a coinsured loan. The minimum
underwriting standards and conditions of other FHA programs
apply to this program.

Due to the fact that the mortgagee shares the risk with
the federal govermment, the statute delegates to the lender all
appraisal, underwriting and property disposition duties. Under
the traditional FHA programs, many of these functions were under-
taken once by the lender and then again by HUD.

After the Section 244 program was enacted, HUD developed
proposed regulations to apply to the Section 203 single-family
mortgage insurance program. 7 The regulations included several
provisions to encourage participation by lenders. First, the
liability of the mortgagee on a coinsured loan lasts for five
years from the date of closing, or until the 60th monthly amor-
tization payment is made. Second, a ''stop-loss'' procedure was
included, under which a lender could not lose more than 17 of
the total face value of coinsured loans originated in a given
calendar year even though each individual loan was only 90%
coinsured. Finally, secondary mortgage market investors which
purchase coinsured loans incur no coinsurance liability since
FHA will cover all losses incurred by secondary market inves-
tors.

The mortgage banking industry, the largest user of FHA

insurance programs, replied to the proposed regulations with
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several criticisms. In general, the industry responded that
the coinsurance approach was not competitive with the FHA 100
percent insurance programs. There was not sufficient incentive
involved for lenders to choose coinsurance over the traditional
programs, where the lender incurred virtually no risk.]‘8 In
addition to the requirement that lenders share the risk, the
coinsurance program limited the front end fees which lenders
were permitted to charge. Mortgage bankers claimed that the
fees were not sufficient to cover the appraising and underwri-
ting expenses they would incur in originating coinsured loans.
They also criticized the provisions which required the mortgagee
to dispose of properties which had coinsured mortgages which
were foreclosed.

Another concern of the mortgage banking industry was that
a lender would have to wait six months before making a claim
on a property which had not been sold. The mortgage banking
industry asked for more flexibility in this regard under the
coinsurance program. The mortgage banking industry also criti-
cized the provision in the regulations which limited participa-
tion in the coinsurance program to lenders who maintained a
net worth of at least $500,000. Industry lenders recommended
a $100,000 minimm, since HUD's requirement would exclude many
smaller lenders who participated in the 100 percent insured
programs.]'9

In October, 1975, HUD revised its regulations to extend
the coinsurance program over the first seven years of the

mortgage rather than the first five years as defined in the



proposed regulations. The one significant response to the criti-
cisms made by the mortgage banking industry was to reduce the capi-
tal requirements of approved lenders from $500,000 to !';‘:250,000.20

The first pilot program to test the Section 244 coinsurance
concept was initiated in California in January, 1976. The pro-
gram, however, was delayed due to a state insurance law which
established a 66.7 percent ceiling on the loan to value ratio
for any mortgage sold by a coinsurer to other investors. FHA
permits up to 977% loan to value ratio. The state insurance com-
missioner promised to review the restrictive law, but no exemp-
tions were permitted.21 California mortgage bankers were enthu-
siastic about the program.

One member of the California Mortgage Banking Association
committee on coinsurance predicted there would only be "minimal
participation.'" He indicated that the state's mortgage banking
firms were convinced that the program would not generate suffi-
cient income to encourage mortgage bankers to hire the new staff
and appraisers necessary to participate in the program. 22

While other states where demonstration projects were under-
way, such as Ohio and Michigan, did not suffer from restrictive
state laws, the performance of the Section 244 coinsurance pro-
gram has been very limited. In Michigan and California, HUD
found it difficult to get lenders in the demonstration area
agreed to participate, but they did not generate many loans.23
The major problem seemed to be that the coinsurance program

did not offer any significant advantages over the standard FHA

203(b) 1007 insurance program, and the Section 244 program
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required the lender to share the risk. The advantages in allowing
the lender to carry out all the appraisal and underwriting func-
tions without duplication by HUD, may have been offset by the
restrictions HUD placed on the charges lenders could make to

cover these services.

By allowing lenders to carry out the appraisal and under-
writing functions, HUD had hoped to speed up the processing time
so that the use of the coinsurance program would not entail long
delays in processing loans. However, at the same time, HUD was
also reducing the processing time on the regular 203(b) insurance
program. In California, the San Francisco insuring office has

reduced this time to three days by February of 1976.24

Thus,
efforts to make the regular 203(b) insurance program more effi-
cient worked at odds with attempts to get lenders involved in the

FHA coinsurance program, which required lenders to assume more

of the risk.
Conclusion

Both public and private mortgage insurance programs may
be used to reduce a lender's risk and assist a lender in expanding
his or her activity to higher risk loans. Local and state ef-
forts, such as the Philadelphia Mortgage Plan and the Maryland
Housing Fund, have used mortgage insurance to induce lenders to
extend credit in commmities and to borrowers previously per-
ceived as high risk. However, a distinction must be made be-
tween the use of full insurance or coinsurance in situations

where there is substantial risk and situations where there is
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a normal risk. It is an imprudent practice to charge premiums
to borrowers for insurance programs or to capitalize insurance
funds with public funds if there is a reasonable indication that
lending to certain borrowers who are purchasing property in spe-
cific neighborhoods is not a high risk venture. The Maryland
Housing Fund, for example, has been viewed by some as an exam-
ple of a case where the claim levels are so low as to beg the
question of whether the risks in Baltimore's immer city market

are as great as had been assumed.
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pay for claims. Therefore, funds must be created by borrowing
capital or by appropriating capital from some other source
until the volume becomes sufficient to both pay back the capi-
tal and cover claims against the fund. In some public insu-
rance programs which create high risk pools, the capital for
the fund comes in the form of grants or direct allocations
of govermment funds which may not ever be paid back as the
potential uses of this fund may not generate sufficient income
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Urban Development (Draft), U. S. Department of Housing and
Urban Development, 1977).
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