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PREFACE

The fcllowing study is & preliminary report begun in late 1959 at the
request of the Mortgage Guaranty Insurance Company of Milwaukee. The
study began as an attempt to build a model of reserve accumulation. Over
many months, it was expanded into a model of cyclical losses, a colleg-
tion of historical notes, and a brief biographical analysis of the Morigage
Guaranty Insurance Company and its underwriting record. A rough draft of
this study series was furnished to the California Insurance Department, in
the spring of 1961, when it was consldering legislation to permit the entry
of mortgage guaranty companies into that state.

Events in the field of mortgage guaranty i{nsurance have been moving
at a rapid pace since our first draft was completed in early 1961, Chap-
ter 719 of the California Insurance Code, regulating entry and operation
of mortgage guaranty insurance companies, became effective on Septem-
ber 15, 1961. This legislation was a necessary and progressive step in
the regulation of this form of insurance in the United States, but few states
have similarly modified their licensing and regulatory requirements. The
rapid entry of firms into the mortgage guaranty insurance business may
cause serious regulatory problems in these states. Additional ressarch of
the regulatory problems caused by increasing competition for mortgage guar-—
anty business ig being intengively conducted at the present time.

Consequently, a final draft of these papers is being prepared to include
more adequate analysis of developments in California, and competitive
devalopments in other states, sucgh as Florida. A'compieted study will be
publishad by the University of Wisconsin Bureau of Business Research early
in 1962. Until this study is recast to reflect fully the devalopments since
the first guarter of 1961, the principai value of the research can be found
in the hypothetical models of reserve accumulation and cyclical losses de-
veloped in Parts II and I1I. The final publication will contain not only these
analyses by hypothetical models, but a reasonably comprehensive survey
of all recent developments in the guaranty field and their {implications to
the pubii¢ interest.

James A. Graaskamp
Richard M. Heins



Resu of Discugsion and n ion F

1. Conventional residential mortgage lending is currently pushed toward
higher loan ratios and more liberal amortization terms by an abundant supply
of funds for mortgage tnvestment and by a demand for more liberal losn
terms from both the house consumer and producer.

2. The need for higher 1oan ratios and prolonged amortization {s partly
the product of a satiated demand for housing and of unsettled economic
conditions which have affected the tncome stability of present mortgage
holders and potential home buyers. Lending institutions have experienced
& slight but noticeabls trend toward increasing frequency of mortgage de-
linquency and foreclosure. The more liberal the original loan terms the
greater the severity of foreglosure loss.

3. 8avings and loan associations, due to thelr prominence, rapid
expansion, and legal investment prerogatives in residential finance, are
becoming more guickly exposed to trends in residential lending and fore-
closure loss than most conventional mortgage lenders, Dependent upon
long term savings as & source of capital and committed to mortgages as a
primary investment cutlet, savings and loan institutions are squeezed be-
tween the rate of dividends demanded by savers and the rate of interost
which can be charged to the borrower. Mortgage interest ceilings are im-~
poded by the increasing burden of continual reinvestment, the indirect

presgure of government monetary policy, the conditioning of debtora® loan
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expectations through FHA-VA programs, and the development of a buyer'»
market for homes. Arise in dividend rate has occurred at the expange of
margins available for contingency loss reserve. At the same time the
intermediate 42 months durable good oycls has begun to reappear in fore
closure rate and real estate activity after disappearing due to the extra-
ordinary housing market betwean 1945 and 1954.

4. Conseguently lending institutions are seeking a method to
participate in high ratio, prolonged amoriization tefin mortgage loans
without becoming overly subject to erratic income expectations. The
application of the insurance mechanizm to residential martgage fore-
closure loss uncertainty has long been debated, largely on the basis of
two conflicting precedents:

4. The disastrous failure of mortgage investment guaranty plans

during the Great Depression, an institution which had none of
the features of an insurance operation nor benefit of effective
insurance regulation.

b. The unguestioned success of the FHA-MMIF insurance program §¢1
residential mortgages. & program which features an actuarially
Justified premium, 8 vast reserve accumulstion, and a revolutior”
ized home mortgage loan industry,

5. Present proposals for mortgage loan insurance have suffered und®”

served condemnation in the minds of many, due to a fallacious assoclotivh

with the mortgage investment guaranties once tssued by mortgage bankind
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houses. This old guaranty was a marketing device and service accommoda-~
tion of the banker who, in effect, warranted his craftsmanship at loan anal-
ysi8 and debt servicing. It was not insurance nor wase it based on or oper~
ated according to insurance principles. There were no premiums as such,
or loss reserves, and no study of rate adequacy. The total inadeguacy of
the guaranty agrecment was magnified by its application to high value,
single purpose real astdte propertiesl.]ius gravitation toward fraudulent
appraisal and foreclosure policies, and by the mechanical flaws in the
capital markets and aconomy of the 1920's.

6. Mortgage loan guaranty insurance on the other hand i{s the result
of a contract made at arms length between a lender making a loan for his
owh investment account, not for r,:ale. and a guarantor wl_mone 6n1y business
is insuring government supervised lending institutions. The guaranty con-
tract is available for loans secured only by single family or small apartment
unit structures. The premiums are charged on the basis of an cc:ﬁxarial
estimate of losses, and the com;ract is cfoﬂqned to make the insured lender
a co-insurer because the guarantor insures only the top 20% of the mortgage
balance. Finally the income of the guarantor is carefuliy sllooated by law
into unearned premium, long term contingency, and case-lcss reserves.

7. The one insurable characterigtic a residential mdrtgage does not
posgssess 18 freedom from the catastrophe of income réc:eumn and property
devajuation. However, business cycle theory defines at least three major

cycles affecting price levels. income levels, and foreclosure experience.
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The modern mortgage insurance mechanism is designed to mest foreclosure
losses due to random factors, such as iliness, divoroe, o other financial
dislocations to the borrower, or due to c¢yclical factars in prices and income
related to intermediate durable goods. For these losses lenders can shiit
risk to a ¢entral agency, pooling losses by means of a preamium charge
based on some gxpectation of.loss.

&. Determination of rate adequacy and of the total capacity of the
private guarantor to mest .claims arising from possible foreclosure wiil
depend upon reliance on the following assumptions:

a. The entire institutional fabric of mortgage finance has been
reorganized sinoce the .1 930 debacle. Home loans are not how as
susceptible to‘ wholesale default or devaluation due to price and
in_ocme ﬂuctunthns.z

b. The policies of the state and federal governments reflect sensitive
and broad suppért to n_ll aspects of rpal estate, thus insulating
real estate to some degreo froﬁ: ﬁamal economic fiuctuations. On
the broader level government policy is dedicated to reducing the
amplitude of bunineu cycles to encourage debtors to make further
investment, much of it in roal estate.

G. A strong demand for resl estate can be expected to continue with
the expansion of the population and the rising standards of urban

dweliings.



d. The termsz and execution of residential mortgage loan contracts
within the above institutional framewaork can give the mortgage
locan the characteristics required for the insurance or suretyship
mechanism.

e. The great strength and success of FHA restdential mortgage
insurance has proven the premium charges of PHA to be more than
adequate because vast reservés have been acoumulated.

f. Private enterprise can offer partial protection to the degree re-
quired by lenders without the expense, delay, and interference
in loan policy which oharacteriﬁel the government program, and
for these reasons may be able to' affér this tnlurancé at a jower
premium charge.

4. Private guaranty insurance operations rest on the implicit assumption
that investors will be willing to supplement premium receipts with risk cap-
ital to create security for the lender, in expectation that such security will
not be needed (1, e., there would be no depression). The investor expecta-
tion i{s that he will be the beneficiary of unused premium income and high
leverage investment return.

10. Private mortgage loan insurance has been acoepted by state insur-
ance departments in 40 states and the District of Columbia. Insurance
Tcgulations have approved a mortgage guaranty policy contract, premium
tchedules, reserve standards, and established miscellanecus controls on

Company organization intended to make the private guaranty insurance
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industry fully adegquate to assume partial responsibility for foreclosure loss
;0 the benefit of lender and borrower,

11. To date no one has attempted to test the rules and regulations
Joverning motrtgage guaranty insurance fo determine their adecuacy in terms
of frequency of fareclosure and severity of net logses to the guarantor.
without such tests it is imposaible to weigh the adequacy of the present
guaranty program and its regulation.

12. This testing involves projection of reserve accumulations and
loss expectations by constructing several hypothetical models. However,
future potential lossex of rui&entm mortgage finance arg indeterminate,
because the natyre of the business oycle is unprediciable. Each judge of
loan risk or reserve udaqucy’ must decide subjectively if the parametors of
loss capacity of the guarantor ndéquntel :ncompasa the reasonable 10838
expectations of residential {inance for/ﬂext quarter century. Regulation

can only encourage prudent behavior and cannot create absolute security.



esume of Discussion and Conclusions to Part I

1. One measure of the adequacy of reserve accumulation is a ratio of
poiicyholder surplus to maximum liability potential. Such a minimum ratio
required by law could serve to provide a minimum reserve to protect the
policyhoider. As of this writing the law of mortgage loan insurance does
not have any such restriction, even though it ¢can be demonstrated that

unrestrained growth and the resulting increases in the unearned
premium and contingency reserves may impair the ocapital base protecting
the policyholder. The adequacy of such a reserve ratio depends on its
method of calculation.

Z. The present law regulating the organization and operation of a
privately capitalized mortgage loan insurance is basically inadequate for
two reasons:

a. Mintmum capital {or entry 1s too low and encourages entry of
small, weakly financed guarantors who cannot achieve sufficient
geographic dispersion and low cost large volumae,

b. Without an enactment of m:uv:7la;: there is no limit on the
amount of or rate of increaze in liabjlity for the guarantor with
the result that reserves shrink in relation to newly assumed
liability.

3. There is no agreement on a definition of reserve composition or

maximum liability for the loan insurer., The reserve might be policyholder

vii
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surplus, including or excluding the contingency reserve and some portion of
the unearned premium reserve. Maximum liability could be the insured loan
balance net of amortization, 20% of insured claims which oéuld be shown
to approach 25% of net insured balance, ot 20% of mortgage principal due
lender at default. The choice of definition depends on whe.thar the intent
is to measure resources in comparison to actual liabilities or to force
management to supplement premium sccumulation with capital and under-
writing policy.

4. To measure the ratio of rescurces to potential claim liabhility this
study defines liability as 25% of insured mortgage balance due at default
and includes in resources net worth, dontingenczy reserve, and 20% of the
unearned premium resarve,

5. The desired jevel and relative adequacy of a reserve ratio may be
judged partly on the basis of precedent in several analogous situations,
such as FHA-MMIF, PSLIC, SkL reserve policy, and the Alger Report.
Thesa exampln_ can help in determining a prudent r&urve ratio. However,
the nature of mortgage loss expectations in & severe economic racession is
too indeterminate to define adequate reserve ratio. These precedents, with
the caveat noted, suggest a proper reserve ratlo should fall within & range
of 2.5% to 8% or 1: 40 to 1:12.5.

é. To test the ressrve growth rate and capital accumulation s model
ingured martgage portiolio was hypothesized, Reserve to liability ratios

for contingency reserve, net worth, unearned premium and a combination



of all resources were computed. These ratios were converted into gseveral
expressions of loss capacity. Assuming all original mortgages to be of
the same amount and all losses to be of maximum severity under the 207
option, 8 4% reserve was found adecuate to pay & {ull ¢laim on 40 fore-
closures out of each 1000 insured loans p(ieal estata values would have
to decline up to 28 % of original appraised property value before a3 full
claim would excesd the optional 20% of maximum liability lmitation.

7. The mode] indicates that over & 15 year span the contingency re-
serve could supply funds equal to .5% to 4.1% of maximum liability, de-
pending on rate of am&titntion. rate of termination of coverage, and rate
of maeas'e of mortgage volume msmed. If'tunds from forfeited unearned
premium, earned prerﬁium. and retained Mngu on reaéwes were 1nciuded,

the model produces resources ranging from 3% of llability in the first
year to 6.2% at the end of the fifteenth year. |

8. The model £unhér proves that until the contingency reserve has had
time to accumulate, or until reserves ;re producing significant mvestment.
income, equity capital will have to provide a major part of any reserve re-
quired to meet a minimum regulatory ratio of 4%. The acoumulation models
suggest that capital must approach 3.5% of maximum liabtlity for several
years before the relative share of capital may decline to about 1 % of max-
imum liability by the tenth vear and thereaiter, presuming uninterrupted
maximum accumulation of the contingency reserve. Rapid business growth

and the initial operating deficits of business acquisition may push minimum



capital requirements to 2% of maximum liability for the full 15 year span
or beyond.

9. The ratio of the contingency reserve to maximum liability varies
significantly with rate of termination of insured volume, rate of amortiza~
tion, and rate of growth of insured volume, The ratio dsclines in years of
vusiness expansion. If this decline i offgset by additional capital,
leverage is reduced for the capital stock investor.

10. However, a ratio of msﬁc dollars to dollar liabllity or mortgage
volume may not be a very accurate indicator of possible foreclosure loss
experience. It does not reflect basic and changing risk factors of average
lcan to ratio values, the deoreasing risl:fa maturing amortized mortgage,
or shifting portfolio diversification. Unocertainty of foreclosure loss ex-
perience is further heightened in the first ysars of operation for lack of
risk dispersion, economies of scale, acquired future business, and well-
slzed reserve accuwmulation,

11. To admit the guaranty of high ratio mortgages as & licensed insurance
activity, California and Oregon are sxpected to make certain legialative
amendmants of present law, one of which is the introduction of a simple
minimum reserve to lability fsciuirament of 1: 25 or 4%. Liabflity is de~
fined as 20% of Insured mortgage balance at default, and policyholder surplus
i3 deemed to mc;lude the statutory contingency reserve as well as the net

viorih of the guarantor.

12. An alternative to the straight 4% ratic of reserves to labllities
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involves the assignment of insured loan volume to subgroups according to
the ¢ritioal variables of time elapsed from loan origination. A minimum
prudent reserve ratio is then assigned in an arbitrary fashion to each sub-

group of loan to value mortgages and duration of loan classification as

follows:
Ratio 7% of Porifolio
£4-90% Loans T% % 25 175
Age 1-60 mo. 78-53.9% 6% x 20 120
77.9% and below 5% %X 18§ 75
84-90% Loans % x 117 68
Age 61-120 mo. 78-83.9% 3% x 10 30
77.9% and below 2% % 5 10
84-90% Loans 2% x 2 4
Age 121-180 mo. 78-83.9% 1% x 1
77.9% and below 1% % 0 )
483/ 100

Average Roserve Ratio 4.83%
of 25% of net insured mortgage balanca

13. In this plan the definition of resarve oould include 20% of the
unearnad premium reserve to recognize the latent loss capaocity of minimum
pPremium charges, uneamed premium forfeiture upon default, and short-rate
refund provisions of the guaranty contract. Inclusion of this resource would
offset the net increase in the reserve requirament over that of the straight

4% reserve ratio now receiving legislative attention.
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14. The weaighted average ratio approach would require slightly higher
equity investments in the early years of operation, but as the insured mort-
gage volumes became distributed tiwoughout the various subclasses, the
average reserve ratio would decline as the contingency reserve ratio
tncreased, thereby reducing capital required as compared to that requlred
in the straight 4% plan.

15. Such a reserve ratio would supplant mihhnum capital levels required
for licensing as a cmdlt insurer, a level insufficient to support the scale
of operations needed for risk dlaspersion and operating protits. '!'he shifting
importance of capital would be Aa ban'ler to the creation of small, local
guarantors while enuouragl.nq longr term invéltors in & large national con-
cern to expect qmﬁmq leverage on oquity. a8 reserves wcumﬁl&ted at a
far greater rate than capital needs.

16. The relative merit of simple 4% reserve ratio as compared to a
two variable weighted average ratio i{s less clear than the importanoe of some
kind of reserve ratio to controlv growth #nd to ancourige ade;:mate capitaliza-~
tion. The weighted average ratlo‘ m&y appeal to the téahnician and to the
long term MVe;tor. where clasz reserve ratio will sventually temper capital
requirements by considemﬁom of the investment levérage nacessary to
attract risk capital,

17. The 4% plan is consistent with traditional insurance regulation
bractice for its significantly understates resources more than it understates

Mmaximum potential liability. The understatement of loss expectation is due
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to the conilict in definition between the insurance contract and the proposed
statute. The insurance comtract, which presgently provides an optional Hmit
to liability of 20% of the maximum glaim payable should be reworded to agree
with the proposed California definition of maximum liability as 20% of the
insured martgage balance at default.

18. The relative strength of two plans is virtually equal in terms of
resources availabie for fcreciosure losses. Where the termination rate ¢f
insured mortgages is relatively high and where the volume of guaranties con-
tinue to expand for high ratio loans, the advantages of the weighted average
plan would be postponed indefinitaly. In this svent the 4% ratic might
favor the guarantor in terms of capital requirement and ease of budgeting
underwriting capacity. Sinoce the guaranty premium plan and resesve struc-
ture no longer make . real distinction between risks for varistions in poten-
tial loss possibilities, it is Jogical that resesves can also be established
on a broad averags basis without the greater precision of the weighted plan.

19. Hypothetical reserve models indicate loss capacity at 45 to 55 fore-
closures per 1000 insured mortgages with an average loss of §1900-2000
Paid in full were 4% in effect. Loas capacity during the dynamics of
business ¢yale can be better analyzed by oonstruction of a model cycle
during which loss frequency and severity can vary, and such a model iz

put forward in Part Iil.



Resume of Discugsion and Conclugions to Part II1

1. A model for astimating foreclosure cycle loss may be reduced to
four essential variablea: a) duration of cycle rend, b} amplitude of
regidential housing prige cycles, ¢} frequency of loss, and d) severity
of loss, with each variable affected by the magnitude of the others. For
these variables the following parameters were assumed:

A. A {ifteen year foreclosure ogycle with a five year recession in the

6th to 10th years after the mortgage loan insurer was organizad.

B. A maximum loss frequency assumption of 5% in the 8th or worst
year of recession.

C. A 28% price decline in residential property prices occurring
during the forsclosure cycle.

D. Maximum liability per mortgage limited to 25% of insured mortgage
balanos which produced losses of §1,975 on the average loan balance
loan closed if sach loan had an original balance of §12,500.

E. Notmal foreclosure rates of .7 of 1% and normal losses of $830 per
foreclosure assumed for years other than recession cygle years.

F. Business volume, reserve accumulation, and other assumptions
carriad forward from Model A, Fart II, in which growth created the
weakest reserve picture of the thrae models.

2, Based on these certain specific assumptions, the accumulated re-~

terves would be adequate, if augmented by capital in the amount of .75 of 1%



ot net insured mortgage balance. In such event the parameters of loss
capaclty could be a foreclosure frequency in year 6~10 of 15, 30, 50, 30,
and 15 per 1000 insured loans. Were maximum iiability defined as 20% of
net insured mortgage balance, Modsal A has a 1085 frequencay gapacity of
18, 36, 60, 36, and 18 foreclosures par 1000 insured foanx for years 6-10
respectively.

3. One can oonclude, tharefore, that the premium, reserve, and capital
structure of an assumed typical guarantor oouid meet peak losses 8 to 10
times more severa than sny FHA 203 annusl Joss frequency figure in the
past 15 yoars. This conclustion must find significance by comparison to
such historical measures of foraclosure frequency and severity as are avail-
able and reievant.

4. It &5 the duration more than the shape of the gyole curve which is
critical in measuring loss capacity. One measure of the capacity to endure
loss is the aggragate of all resources avallable during a period of recession
divided by the expscated severity per loss to determine the cumulative num~
ber of clatm cases paysble.' Por example, one fragment of savings and loan
depression foreclosure experience shows that the number of foreclosures on
loans originated from 1925 to 1935 averaged 11 % of the number and affected
13,5% of total amount of loans made. More recently the cumulative number
¢f foreclosures for PHA 203 loans sinoe 1950 was .11 of 1% of cumulative
number of loans ingured.

5. This experionce can be compared to Model A which hae 83.112
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insured mortgages before terminations in the years 6-10, on which it expe-
riences 7. 175 foreclosures for cumulative {oreclosure rate of §. 6% of total
Joans insured. This rate of 1 out of 12 loans f{oreclosed is about one-half the
] out of 6 loss frequency commonly mentioned as a measurs of 1930 loss in-
tensity. Losg severity camparisons are impossible because of the change in
mortgage amortization, and the present day use of the 20% stop-loss option.

6. A second measure of adequacy can be applied by comparing sggregate

resources of thg guarantor to his maximum liability to determine the percent-
age of claims payable in full. Aggregate resources consist of the initial
contingency reserve and capital account at the onget of recession, and in-
vestment income, and 704 of eaz_-ned premium recelved during the recession.
Should recession losses occur early in the life of the guaranty firm, before
the contingency reserve became gizakle, loss capacity would be derived
{rom premfum earned, 8 significant portion of which is generated by newly
insured mortgage loan volumes.

A. By this standard Model A shows a capacity to pay maximum losses
of 7% of the average insured mortgage balance of $8.833 when max-
imum liability iz 25%. This capacity may be reasonably prudent if
not completely adegquate for all pouible recessions. The ratio of
capacity approaches the ratio of 10% reserves to conventional loan
mortgage balance of the gavinga and loan industry.

B. Depletion of contingency reserve by recession losges would, if

there were minimum statutory policyheolder surplus, deprive the
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guarantor of legal capacity to acquire new business. Without new

business income the company would loge both an important source of

loss payment capacity and an opportunity to "‘dollar-average’’ ¢ollat-

eral property values near the hottom of their cyclical market value

when appraised and mortgaged. Two altemative golutions may be

possible for these significant flaws in loan quam;ny mechanigs.

7. The first would implement adoption of a straight 4% of policyholder
surplus to liability, presuming it the most acceptable regulatory technique
elicy e \dar govglos
for establishing size of mmlmum/rmm defined to include the gontingency
reserve. It seams reasonable that the raserve -leval of 4% should be waived
automatically for two years following any year in which the commissioner of
Insurance granted the guarantor permission to meet losses out of the gon-
tingency reserve. |
8. A second method would select & mimm.um reserve fatio which defined
reserves only in terms of equity capital. An equity reserve ratio would place
& limitation on mannqeﬁmnt decisions as tc oapital, d!yldonds. and ur_nder-
writing capacity while recognizing that the raté of contingency reserve ac-
od ed oo Fe.o '

Cumulation is fully defined by present regulation. To anticipate the long
term butld up of contlnéency reserve a minimum equity to liabﬁity ratio of
I, could be required unless or until equity pius the contingency reserve
Exceeded 4% of maximum liability. The minimum edquity ratio could be

“eighted according to loan ratic and months to maturity & suggested in

Fart 11 to relate reserves to company underwriting policy.
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9. To survive a severe recession management will have to make the
most sparing use of its 20% stop-loss option, an option of doubtful utility.
Except in cases where market value of foreclosed collateral property has
fallen steeply for reasons othaf than the price level cydle. it appears use
of the option has several disadvantages. Possibility of future loss reduc-
tion is foregone, assets are reduced permanently, and net cash drain may
exceed that of acquiring property with the aid of high retio loans. In the
latter c&u assets would increass minus the amount of the loan and any
case loss reserve which anticipates lé:::é returns to more normal market
value at time of resale. Rent or land contract payments presumably would
meet mortgage amortization.

10. It is ludqe'sted that the present guaranty policy be changed so that
optional partial payment claims provision conform with fgquiatory definl-
tions of maximum Habilitiss. Lenders will be protected by the guarantors
desire to minimize maximum losses through acquisition and holding of real
estate. The only practical purpose of the pr;unt sfo’};fﬁ;u npﬁon is to
limit Iosus' on properties which have lufférod a permanent'and significant
decline of value and to form a recognized base for a statutory definition of

maximum liability.



Regume of Diggussion and Conglusions to Part TV

1. The Mortgage Guaranty Insurance Company {MGIC) of Milwaukes,
wisconsin, reprasants the first and only national attempt to put private
enterprise banks in the business of insuring lenders against 10sses caused
by default on mortgage loans. MGIC finds its greatest utilization in the
savings and loan field, which is attempting to lberslize loan policy and
to stabilize income projections. It finds state banks, savings banks, and
smaller insuranoe companies a lesser market for loan insurance.

2. Dominating all aspects of private guaranty is the rate of growth
which MGIC has sxperisnoed in four years of operation, growth reflected
in premium, liability, assets, personnel, and in the approval by 40 state
authorities and by mortgage lendera. Although expangion has required a
larger executive staff and ¢onsiderable initiation sxpense, expensa ratios
have declined as insured volumes mushroomed.

3. The reserve adegquacy of MGIGC is a function of the growth of max-
imum liability, the rate of accumulation of sarned premium and eontingency
reserve, and the amount of eapital in relation to maximum Labflity., iIn
addition there are nonguantifiable factors related to unearned premium re-
serves, underwriting oontrols, investment quality. and management objectives
This study can only stiress tangible quantities such as liabilities, reserves,

and capital. Other historical data can only be reported without judgment.



4. Growth of liability has more than doubled each year to reach §261. 5
million of insurance in force. This expansion has meant some decline in
potential loss Gapacity for the guarantor deapite large increases of contin-
gency reserve and capital amounts during thess years, Therefors the major
problem for the regulator and the company management is to relate growth
to some minimum standard of capacity for loss.

5. For lack of an agreed definition of maximum liability as a percentage
of insured loan to loss, loaa capacity for purposea of adequacy judgments
in this study might better be defined as the number of dollars payable on
an average claim. The average claim will range between $1,250 and $2,500,
which is 20% of an average §10,000 mortgage balance. G8everity of loss
is indeterminate due to the unpredictable nature of the price cycle.

6. Reserves for losses in excess of random defaults, due to individual
situations not influenced by the business cycle, must be paid from con-
tingency reserve or capital. Losszes payable from contingency reserve
indicate the extent of losses which may be met before capital is impaired.
Bince socumulation of the contingency reserve lags the growth in liabiity
Ly several years, it is necessary that paid-in capital supplement premium
reserves. 6ince reserves do not include lces capacity of current sarned
premium ot the future loss capacity of unearned premium, the sum of reserves
{s always understated, but can be determined within very narmrow range.

7. One measure of adequacy proposed by insurance regulators in

California and Oregon is a 4% ratio of capital and contingency reserve
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to 2 mexiraum lability of 20% of net insured mortgage balance. Present
accounting practices of MGIC do not measurs the exact dagree of amortiza-
tion and termination which reduce coverage each month so that this ratioc
depends on company sastimates of net insured loan volume. 1n 1959 and
1960, the two years of operation which best represent an established,
growing loan insurance program, MGIC has more than met the required

4% standard,

&. Ancther measure of capacity tc meet losses is the number of average
claims a8 a ratio to the number of mortgages in force. Assuming a $1,250
loss per foreclosure MGIC could pay claims on 15 forsclosures per 1600
mortgages in 1959 and 21 foreclosures in 1960 from contingency reserve
funds alone. This trend can be sxpeated to continue upward but at a
declining rate of improvement should insurance volumes continue to grow
at the past rate. Indicative of the adverse effect of rapid growth on relative
policyholder surplus per Joan, however, is the fact that the frequency of
$1,250 losses payable in full from total policyholder surplus fell from
36 claimg per 1000 ingured mortgagas in 1959 to 62 per 1000 in 1960,

9. Capacity for loss must be first pompared to the present rate of loss
of MGIC., Foreclosures in process and acquired properties have averaged
6.5 per 1000 insured loans in 1960, the first year there have heen net
insurance losses. Total Joss capacity i8 6 tc 12.5 times greater than
Fresent loss experience. These losses compare to FHA experience since
1755 of 6.5 foreclosures of section 203 residential loans » which resulted

iri 4 property acquisitions per 1000 loans insured.
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These losses would be payable ji addition to losses presently

gatisfied by 10% of current earned premium or losses which could be paid

from forfeiture of unearned premium or 70% of the unearned premium reserve

net of terminations as earned.

11.

Future olaim experience for MGIC can be expected to exceed FHA,

Sectfon 203 experience, to some degree for the following reasons:

A

MGIC pays claims in cash upon tender of title to foraclosed
property, which removes the reluctance of lenders under the FHA
plan to surender the title for bonds. Except where resale can be
made at a profitable price, foreclosures will create property ac-
quisitions for MGIC,

.MGIC. can expect its eoonomtqf"%mderwritlng system may occasion-
ally fail to select only the very best loan situations as may be

the case with more stringent, bureaucratic loan analysis methods.

. The financial skill of the lander, which can vary widely, can

inﬂuenc:e loss axperience in the MGIC program more than in the
FHA program. |

The MGIC plan has more 1liberal indemnification provisions for
foreclosure legal cost and maintenance, and interest nccruall‘wm
be higher as conventional interest rate will tend to exceed max-
imum FHA rate. |

MGIC may lose some salvage values because the law and the

contract waive guarantor claim against the defaulted borrower (in
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the form of an unsatisfied judgment), In cases where property
wag & single famfly, owner-occupied building.

12. While MGIC may expect somewhat higher lesses than FHA-MMIF-203,
it can achieve egqual {f not Hiqher levels of reserve., FHA-MMIF réserves
are 5.1% as compared to only 4.4% policyholder surplus to maximum lia-
ciity for MGIC. However, the MGIC ratio at the end of 1460 understates
the ratio which can be expected by the end of 1961 to a significant degree
because:

4. Capital budgeting plans for MQIC expect public stock offering
to mote than double the capital account in 1961,

B. The reduction in axbame ratic dan be estpected to produce more
earnings from premium in the first full year to which the reduction
will apply.

C. The amount of funds invested has reached sufficient size to pro-
duce significant volumes of earnings which can replace the
surplua deficit from the initial years of operation, so that the

—pnd o e
reserve ratio will [qaln full credit for capital paid-in to date.

D. As the portiollo matures and lenders gain more confidence with
high ratio loang, MGIC can expect a higher termination rate among
seasoned mortgages as lenders meet competition while reducing
loan cost to proven borrowers.

13. Consequently, in the opinion of the authors, by the end of 1961

LG

IC can expect 10 meet foreclosure losses from contingency reserve fund
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alone of 25 foreclomsure losses of $1. 250 each per 1000 { nsured loans. Total
policyholder surplus should be #ble to meet at Jeast 95 $1, 250 claims per

1200 insured mortgages if the additional caplital is secured through & stock
offering. In other words, during 19¢1, resources of MGIC could meet
cumulative losses 8 to 14 times more severe in number than presently ex-
perienced, the exact ratio depending on assumptions of average loss
severity.

14. Given this estimate of loss capacity., a lender or investor must
then decide for himself how many dollars per loss might characterize the
next recession or depression. Comparison of his own loss assumptions
to expectied gusrantor 1oss capacity wijl tell him whether reserve loss

capicity 18 adequate.



PRIVATE MORTGAGE LOAN GUARANTY
INSURANCE RECONSIDERED

NTROD

A new spacies of the genus morigage guaranty is flourishing in the
tields of residential real estate finance. With this reappearance of
privately financed residential mortgage loan credit insurance. aomeﬁmes
called "mortgage guaranty,' mortgage lendars, regulatory authorities, and
the general public are asked once again to reoonsider the use of a service
whose ancestor of the same name was tharoughly discredited less than
three decades ago. The fact that mortgage loan guaranty ipgurance is now

{1}

being offered in more than forty' ° states as a partial solution to meeting

(1) A private mortgage credit insurance firm, Mortgage Guaranty Insurance
Company. was licensed to operate in 40 states nnd permitted as a
surplus line in two others as offune, 1961:

_ - Deatmbe ry
Alabama Iilinois Missouri Pennsylvania
Arizona Indiana . Montana South Carolina
Arkansas Iowa Nebraska Bouth Dakcta
California Kansas Nevada Tennessoe
Colorado Kentucky New Maxico Utah
Delaware Louisiana : North Carolina Virginia
Florida Massachusetts North Dakota Washington
Georgia Michigan Ohio West Virginia
Hawali Minnesota Oklahoma Wisconsin
Idaho Misgissippi Oregon Wyoning

Surplus line states: Maryland
Texas



foreclosure risks, together with the fact that only four yeara have passed
since its first introduction in 1957, dramatizes the immediacy and extent
to which this reconsideration and restudy must be made. A considered
approval of the new, privately financed guaranty plan, as preliminary svi-
dence indicates may be happening, would pe a significant reversal of
opinion based on the earlier failures of another species of guaranty
company. the mortgage investment guaranty. |

As far back as 1885 a form of mortgage guaranty agreement was first
offered as a part of a mortgage iérvica agreement. These agreements
merely purported to assure the buyer of a8 mortgage 1nventmint fmm a
seller-guarantor the “on-time .ptriod interest payments' and "‘supervulon"
of tax'paymenﬁ and proparty miintem;nce. Such cgrecmant;.' genarally
issued by a mortgaqe banker or his whouy-ownad aﬁuhm. wers sventually
brought within tnsuranoe law, and prmaipal as well as mtarest wu guar-
anteed. To compare a mortgage investment guaranty wlth mortgage loan
insuranoce, an andlogy-migl'it be drawn from the service guaranty on & product
warranty like th;nt of a tire m;:nufacturer. Where the tire manufacturer will
replace a flat tire caused by inferior material or workmanship, it is a war-
ranty; where he will replacs it for loss due to any unforeseen road harards,
such an agreement is insurance. Because the mortgage guarantor foresaw

| were not Sufpesed £,

no irrecoverable losses from general econcmic hasard: (mortgages
exceed 66 2/3% of property value and had never faced a prolonged econ-

omic crisis), the guarantor viewed the mortgage guaranty as a warranty of



his loan analysis and debt servicing and not as insurance for loss due to
any economic calamity., Investors could purchase guaranteed whole mortgages
or certificates of participation in mortgage portfolios from titls companies,
rust companies, mortgage bankers, and others who could sxtend the guar-
anty without any more reserves than those required of a title insurance
company. Inadequate supervision was divided between insurance and
banking departments in the state of New York, where the largest volume of
guaranty business was dons. 8ince insurance regulators saw the guaranty
as a sarvice accommodation rather than insurance, there were no premium
or loss reserves and no study of rate adagquacy. () Nevartheless for thirty
years prior to the Great Depression mortgage investment guaranty was
mistakeniy regarded as offering state supervised protection to all classes
of investors in mottgages, mortgage bonds, and morigage participation
certificates. Yhen in a few short years of economic distresa the multi-
billion dollar lndmnry wat denuoyod. the victim of faulty design, non-

_ . 3
existent reserves, self~-garving management, and inadequate luperviﬁon.( )

(2) A full analysis of the mortgage investment guaranty failure can be
found in the 1934 report to Governor Herbert H. Lehman by George W.
Alger, who conducted the investigation of the Industry, and Alfred A
Cook, investigation counsel. A photostat of this report from the flles
of the New York Insurance Department was made available to the authors
by the Wisconsin Insurance Department,

(3} In 1934 the state of New York was foroed to take ovaer 47 guaranty firms
having $184,000,000 in capital and surplus to secure $1.7 billion in
mortgage guaranties for 225,000 lenders in that state alone. New Jersey,

California, and Massachusetts and some other states had additional
logses,



with corporate structures ravaged by the real estate collapse and razed by

state appeinted receivers, a strong reaction aqaixilt all forms of mortgage

investment guaranty set in. 3Salt was sown in this field of finance in the

form of legislative prohibition in states where losses had been hsavtsst“’
drstrus?d of

and of widespread sntipathy<der default insurance ingrained in both the

lender and the saving public.

Yet, while these laws and attitudea lingered, the seeds of a renaissanoce

were planted with the creation of mortgage loan insurance plans by the

Federal Housing Mmmintmtion(s) to motivate lenders to adopt new lending
policies and loan practices. The term "insurance' was warranted by the
efforts to make valid loss hroj&cﬁoni from the oombination of foreclosure
data on similar residential risks in order to cal-culate a prcmlmﬁ charge

sufficient to create a pool of funds for the payment of losses. Utilization

(4) States prohibiting the use of Mortgage Guaranty Ingsurance are New
York (Section 438, paragraph 3, Insurance Laws of New York as found
in McKinney's Annotated Laws of New York $tate) and New Jergey,
which interprets a statute prohibiting title companies from issuing
martgage guarantiss as applicable to guaranty companies classified
as credit insurers as well. In addition, some states such as Caltfornia
and Cregon unti] this year permitted mortgyage guaranty where the mort-
gage insured did not exceed two~thirds of property valus, Such a low
ratio, a vestigial remnant of depression guaranty experiences, never
required use of & guaranty.

(3} For a thorough analysis of the FHA, see Mutual Mortgage Insurance
fund by Ernest M. Fisher and Chester Rapkin, 1956, Columbia

University Press, New York.




of the insurance mechanism was mads possible by a nearly simultaneous
revolution in real estate finance brought about largely by PHA underwriting
requirements and approved lending practices such as the long term, amor-
tized loan, Within a single MFH& succeeded in stabilizing
residential mortgage finance, in accumulating reserves from premium in-
come, and in raising mational housing standards. However, pMogress came
at a cost, both in terms of pramium and indspendence of action, which
some lenders grew to feel too high and creatsd a desire and snthusiasm for
an attempt at privately capitalized mortgage loan default insurance.

The bu:den of responsibility for the sumuful initiation and operation
of credit guaranties has elways fnllen on govemmnnt Wwhen state govern-
ment fatled to regulate adejuately motmnqa investment qunrmtou and real
estate finance in general, the Federa! Government sntered the breach.
Ultimately the I‘ndcrai morgunlr.ﬁtion of tl;e institutional framework for
raal astate and real estate finanos crested the necessary mﬂdcnc& fort

1. The general uie of nanéaqn muunoa to stat;mze the lending risk

of the modern, jong-term, low down payment, amortized mom;ch.
¢. The desire among lenders to improve upon the original and inoom-
parable FHA. | |

3. The belief in privately capitalized mortgage loan default insurance

designed for insurance safety and investor profit.

-t present insurance regulatian ig still the prerogative of each individual



state, (6) providing each state exercises its privilege effectively. The

etiectiveness of state ragulation is now under study by Congressional Com-~
mittee. 7 Therefore, the next phase in the evolutionary development of
mortgage loan guaranty must look to state insurance laws for its standards
and discipline, and the states may nead this opportunity to prove thelr
ability to regulate -ffectlvah? when not h&mbered by an industry tradition

or obsolete law.

Broad Objective of This Monograph

Modetn enabling legislation to permit the formation ¢of private mortgage
loan guaranty companias was first enacted in Wisgonsin, precipitated in
1956 by a wall briefod request for iicensing'®) by the Mortgage Guaranty
Insurance Cocporation {(MGIC) of Milwaukee. The statuts nvislonsw' and

insurancs ru.le‘u DMQMMG':M& avolved have baen acceptisd as
)

(6) For more precize reference to the problems of Federal versus state reg-
ulation, the reader is referred to S8outh-Easter Underwriters Ass'n, 322
U. 8. (1944) 533; 44 Columbia Law Review 772. The text of the statute
called the MoCarran Act, is in 59 Statutes 33 (1945). See also Law
and Contemporary Problems. Volume 15, Autumn 1950, published by

the Duke University &chool of Law.

(7) Curent {nvestigation under the direction of U. S, Senator K~fauver and
the staff of the Permanent Subcommittee on Antitrust and Monopoly of
the Judiciary Committee of the U. 5. Senate. A partial report of the
investigation as initiated by former U. §. Senator O' Mahoney has been
published as Senate Report No. 1B34.

(8) Undar the avatlable title guaranty insurance provisions WiS. STATS.
201.04 (7) 1951.

(4} WIS. STATS. 201,04 (8) & (9) 1959.
{10) wis. ADM. CODE 3.09. 1957.




sufficiently rigorous to serve as model regulation in most other states,

some of which have written Wisoonsin's administrative rules into their
statutes. More recently Oregon and California added several important
innovations to the Wisoconsin model.

The objective of Wisconsin's model law is to assure solvency,
liquidity, and conirol of management practices in the policyholder interest.
The strength of such insuranoce regulation lies in itz measures to force ac-
cumulation of adequate reserves to meet rather pessimistic loss expecta~
tions. Life insuranoce rests solidly on conservative, well-dimensioned
actuarially determined reserves; property and casuelty insurance offsets
less predictable loas parametars with such techniques as hypertrophied
reserve accounting systems, experienoe rating, and selective, extensive
underwriting. Mortgage loan credit guaranty insurance has limited prior
loss experience from which to judge and to project surplus reserve re-~
quirements to guide its regulation or operation. YTherefore, the broad
objective of this study Ls t0 measure, if possible, the adequacy of the
reserve structure and financial underpinning specified by the model Wis-

consin law on which the mortgage loan guaranty industry is now building.

L Q AN {
It i3 not technically feasible to approach the subject of adequacy of
the nov mortgage loan guaranty formula for rates and reserves by estab-

Ushing loss expectation assumptions for a postulated number of insured



units, dividing the first by the second to find a pure premium rate. Loan
employment,

foreclosure frequency is related to lncome?and price cycles, not to mention
other phenomena such as rate of family formations, birth rates, divorce
rates, and population age stratification. Severity of loas ia Inextricably
involved with customary loan-to-value ratios and with local real astate
market supply and demand fluctuations or changing home-buyer preferences
for style and neighborhood as well as general levels of prosperity, monetary
supply and price level. It should be apparent that any feasible projections
of future market value indexes colncident with income, foreclosure, and
population trends would be meaningless for the exacting nesds of insurance
rate-making purposes. ‘The mortgage loan foreclosure experience of the
past thirty years is also practically meaningless, since the Depression ex-
perience was the result of a vastly different -toono:nic epoch and of a
species of unamectized loan now extinct. Therefore, the issue of adequacy
must be approached from the standpoint of the size of reserves accumulated
through time by a given portfolio of insured mortgage loan business, simply
avoiding unknown cycle factors until determinate magnitudes of assets
which would be available to withstand a loss in a given year are calculated.
This accumulntim of reserves under the Wiaconsin law can then be subjected
to the buffetings of a wind tunnel cycle, to test the adequacy of reserves
for a cyclical series of losses.

Part I of this study reviews the institutional and financial risk charac-

teristics which shape the rationale for modern mortgage loan guaranty



insurance and the provisions of newly devised ragulatory law and admin-
istrative code.

Taking rate and reserve {actors as given and assuming a portfolio of
pusiness with certain characteristics, Part II develops a midlel for projeg.-
tion of reserve accumulations. The ratio of reserves thus accumulated at
the end of any one year t© the maximum liability of the guarantor as set
by contract can then be converted to the maximum foreclosure rate or
decline of market value parameters which gould be absorbed by thess re-
serves. At this point no assumptions are made as to what losses might
actually be experienced, as such statistics are far more conjectural than
those required in calculstion of resarve accumulation.

In Part IIf the historical foreclosure loss experience of old-line
guarantors, various savings institutions, and FPHA-YA iz surveyed in a
cursory fashion. Analysis of this data serves to establish a hypothetical
cycle model of loas experienoce with which to teat the loss reserves postu-
lated in Part II. This model is used only to indicate capacity of the guar-
anty premium structure and the regulatory framewotk to absorb serious

losseswver a prolonged period of years.
. —renlace with pew @age, 9-f

[ .,

Since agtual intergtate operations in this field are primarily limited to

1

8 single Wisconsin company, a review of the development, policy, and
Hlactice of this firm in Part IV will serve further to establigh the degree of
’ed‘i.sm and validity of our hypothetical reserve and loss mode! analysis.

n gdditlon such study will attempt to determine what additional margin of
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Since actual interstate operations in this field are primarily limited
to & single Wisconsin Company, Part IV will review the developement, pollcy,
and practice of this firw. Rewiew will scrve to indicate the degree of
realisw and ;:iitity of our hypothetical reserve asnd loss model analysis,
In addition observation of this one company will indicate what margins of
safety may éccure when company practice exceeds the minimum standards required
by lev and what oversights expist in aexsisting legfiation to control cowpany
practice where profit may conflict with the intent to insure solvency, ZKEX
36T LNNFHE.T9.69.38.95.1.1

Tne regulation problem has been greatly complicated in recent wonthe
by the advent of direct competition to the inovatiﬁé guarantor. Part V
is an addendun to this study which attempks tc explore possible additia@q}
regulations wade necessary by the potential excesses of competition. I1If
sugpgested regulatory messures are attentgtive, at least this section wiﬂ\}
dramatize"fa r-epe.,it;":i.iia;bf evolutionary developgments in the mortgage guaram
area 1n gust the past two years, events which call for immediate technical
attention by insurance regulators.

In any event the end product of the research should enable lenders and
regulatory officials to better measure the capacity of priGitiiy financed

mortgage insurance firms teo contribute to the efficlency and safety of

fetional wmortgege lending in the next decade.
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safety may accrue when company practice exceeds the minimum standards
required by law. The end product of this research should enable leaders
and regulatory officials to better measure the capacity of privately financed
mottgage insurance to contribute to the safety of national mortgage lending

in the next decade.



PART 1

THE NATURE OF THE MORTGAGE GUARANTY RISK

Mortgage Loan Guaranty Insurange Defined

Mortgage guaranty insurance is defined as "insurance of mortyage
lenders against loss by reason of non-payment of mortgage indebtedness
by the bmwm,"‘” and is classiiled as credit insurance subject to the
accounting and filing requirements of a casualty insurer. A mortgage
guaranty insurance contract falls within a broad definition of suratyship,

although a guaranty s legally distinct from true surety. (2)

Ihe Old Mortgage Investment Guaranty Distinguished from Insurance

The present mortgage loan guaranty insurance is similar in name only

to the ill~fated mortgage investment guaranty. which had none of the char-

acteristics of insurance., In the Twentles the property which secured

(1} WIS. ADM. RULES 3.09 (2).

{(2) It has some appearance of being performance bonding: there are three
main parties at interest (but there are not three parties to the insur-
ance contract of the mortgage note as in surety); the insurer is deeply
involved with moral and morale risks and the mortgage is a collateral
contract (but the note is not endorsed as in surety; rather, conseyuen-
tial losses to lender are indemnified); and finally again as in surety,
the guarantor expects to recoup a claim from salvage rights in fore-
closed property {(but the inasurer waives or is prohibited gubrogation
rights against the defaulting borrower, a chief source of salvage for
the gurety). It is a guaranty because losses are not payable until
lender can establish the loan's uncollectibility by court action of
eqyuivalent measures.

11
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guaranteed loan shares often consisted of high value, specialized struc-
tures such as movie theaters, luxury apartments, golf links, etc., the
valueg of which are highly vulnerable to income and price deflation. Hence,
there was littls dispersion or diversification represented by large dollar
volumes of guarantias and little homogeneity of risk eithar as to amount

or economic characteristics. Exposure 10 sgonomic ocatastrophe was
further magnified by the use of inflated appraisals by competing mortgage
bankers and of short-term mortgage notes requiring balloon payment. The
charge for the guaranty was the traditional 4% Wiu. which was
earned by the mortgage banker for collection and over-all supervision and
which was without restriction far the reservation of specia) insurance re-
sorves of any kind,

The present mortgage loan guaranty insurance is the result of 8 con-
tract made at arms length between a lender making a loan for his own
investment account, generally not for resale, and a guarantor whose only
business is the profitable guaranty of mortgage loans, loans usually
originated by government supervised landing institutions. The guaranty
Contragt is available for loans secured only by single family or amall
apartmant unit structures. The premiums have basn charged on the basis
of some actuarial estimate of Josses. and the contract has been designed

s loss aycecding 90 9,
o make the insured lender a co-insurer for ARG TEMRTETS of any claim
In an economic crisis. Finally the income of the guarantor 15 carefully
2llocated by law into unearned, long term contingency, and cage-1oss

T¢€servag,
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he Mortgage n Guarant veraze Now Offered

The modern mortgage loan guaranty plan is designed to indemnifiy a
lender for the outstanding balance due on a defaulted Joan and the accrued
interest thereon until payment of claim; in addition conseguential ex-
penses for real estate taxes, insurance premfums, maintenance costs,
and foreclosure process fees would be paid to the extent these exceeded
available olfsetting escrow funds, prepayment credits, or other receipts.

The aggregate of these loan and axpense items would equal the full cdlaim

of the lender. On payment of the full slaim the lender must transfer clear
title to the guarantor, who usas proceeds from resale or rental {o reduce

his gross c¢laim costs. The guarantor reserves the option of paying

29 parwaqg %f the lender's full claim and foregoing all right to title in the
foreclosed property. Prasumably the option would be exercised whonever

the full claim net of salvage receipta could be expected to be more than

29 m-o?:&t of the claim. In effect the guarantor is insuring the top 20 pesr 7 o
essnl of the amount at rigk on a mortgage loan. 8uch a partial guaranty is
acceptable to a lender who is willing to make a 1oan equal to 70 per-cent 7 &
of the market value of the property without any additional guaranty or
collateral, but who would like to make a $9 pn;..ca:t loan to the same
Larrower if the additional risk could be ghifted, preferably without uging

co-signers or collateral mecurities.
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The Peril and Attendant Hazards Causing Loss

The apecliic peril confronting lenders and hence guarantors or ingurers
is the default on mortgage terms by the borrower, leading to foreclosure
and posgible loas of income (interest), capital (loan principal), and extra
expenses (insurance, maintenance and fareclosure costs) to the lender.

The net amount at risk is the difference between the aggregate of thoge
losses and the net regovery value realized from the gale of the foreclosed
property. The principal of the mortgage note is the single largest factar
in the aggregate claim of the lender; therefore, the net:fat risk is a func-
tion of the ratio of the amcrtized loan balance to the market value of the
property while acegrued mwfesrt in default and the upenléﬂ of carrying the
property in good conditioﬁ and free otf hew rlien: lx"e a function of the
amount of loan and propei'tyvaluel. These costs will vary with the dura-
tion of the foreclosure proceés and fees costs in a given court jurisdiction. 3
Since periodic p&yment of the debt iervloe charqé on a mertgage loan is
vulnerable to anything that can affect the borrower' s power or will to pay,
it 1s not surprising there is a high frequency of occasional delinauency of
monthly Payments. While lorm; threats to regular payment are random in
nature, such as lllness or divorce, delinquencies and defaults tend to

cluster around employment and disposable income c¢ycles of an occupation

e s,

(3) See Table 2.
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ar of a geographic region. The debtor can remove the debt service burden
by refinancing to achieve lower periodic payments or by selling the property
and applying the proceeds to liyuldate the loan balance., It 18 critical that
resale be feasible at a debt liquidating price. Unfortunately resale may
not bring a price sufficient to lyuldate acerued debt and expenses, before
or after foreclosure, because of real estate price cycleg. property depre-
ciation, property obsoleacence, or other factors of raal estate demand and
supply.

Urban real estate prices in the United States have a long history of
general price fluctuation and individual property sales vary widely from
appraised values due to imperfections In the market structure and the
relative bargalning powers of the parties at Interest at the time of trans-
action. The real estate cycle. well documented in many sources, (4) has
been closely related to the general business cycle, and in the cass of
residential real estate to urban employment and family incoma, At one time
the urban real estate cycle appears to have been roughly 18 years in length
from peak t¢ peak, but since 1925 the regularity of the pattern has been

broken. {°) More recently since 1935 up to 1959 FHA foreclosure experience

(4} Business Cycles and Economic Growth, James 5. Dusenberry, MoGraw-
Hill 1958; "Long Cycles in Residential Building: An Explanation, "
ECONOMETRICA, Vol. 8 1940, J.B. Derksen; "Building Cycles in the
United States, " J. R. Riggleman, JOURNAL OF THE AMERICAN BTATIS-
TICAL ASSOCIATION, Vol. 28, 1933.

(5) The Urbap Real Estate Cvcle — Performances and Prospects, Homer,
Hoyt, Urban Land Institute Technical Bulletin 3f, June 1960.
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shows a maximum of thrse years from a low point to a peak in foreclosure,
as a per cent of mortgages in force, for a very damped cycle ranging from
1o0fl% to 30f1%, (6) The cycle has not shown a very elastic response
to minor business fluctuation; an upward trend in real estate prices for a
rajority of the past 165 years has only been reversed for a few years at

a time by a major economic ¢risis, at which point the downturn in real
estate values was abrupt and steep. The duration of the decline, not its
absolute depth, is of prime interest to the mortgage creditor who has

taken over a property to nﬁalt the return of rising price levels caused by
continued urban population expansion, gradual inflation, and a restoration
of public confidence in debt-financed real estate investment. Market
values in neighborhoods may also decline formasons of cbsolascence,

and such declines are less likely to be reversed by general economic im-
provement. A growing portion of residential values consists of built-in
mechanical utilities with replacement spans which are far shortet than
loan and structural 1ife spans or of residential location and design factors

which are wubjsctto ohanging fashions or living patterns. Thus the rate

(6) Page 46, FHA 26th Anpual Report (1959): United States Govemnment
Printing Office, Washington, Superintendent of Documents, 1960.
{Ed. note: As this study goes into print news releases indicate wnusua/f
1‘3%}%(:} recession has hit FHA insured high ratio loans with elmersatey 3
high, ittt $rdolaity experience. Defaults and foreclosures appear

to be approaching 1% of insured mortgage volume. FHA officials

attribute this unexpected elasticity of response to business recession

to 'riskier" underwriting standards. i.e., low-low down payment

loans and lower income standards due to prolonged amortization, )
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of functional depreciation or market obsolescence may closely parallel or
exceed the rate of debt amortization on the house in some neighborhoods,
particularly in the early Iow equity years of the loan. Failure of the
owner' s equity to incraase, in the opinfon of the owner or the market,

undermines the will to pay‘"

and the collateral value of the property.
Hence the real peril insured by a mortgage loan guaranty contract is the
borrower' s ability and intention to repay and the market price deflation of
a particular pledged property. either for reasons unique to the property or
common to a general decline of income and price level whare there is little

widespread expectation of a near-term upward correction.

Traditionally, the mortgage lender has sttempted to stabilize projected
Income and to preserve assets by means other than insurance. Credit in-
vestigations and restrictions on the ratio of debt service to disposable in-
come ¢an raduce frequency of defaults which le;d to foreclosure. Severity
and sometimes frequency of foreclosure Josses can be shifted by requiring
collateral or endorsement and by using contingency reserve alliocations from
farned surplus to fund possible future loszes. The use of 25 or 30 year

term. high loan-to-value ratic mortgages may actually reduce frequency of

{7} The will to pay was shown to be more significant than ability to pay
in one study of depression martgage loan experience. Ihe History of
¢ Home e C.L. Harriss: National Bureagu
©f Economic Research, 1951; New York.
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default by reducing periodic dabt service payment through stretch—out of
principal repayment but {increase loss severity since there is little owner-
ejuity to apply toward the additional accrued expense items of foreclosure.
Since 1955 mortgage lender income has not risen as quickily as hias
money costs, his joan placement and service costs, and his need to fund
reserves for potential foreclosure losses due to competitive pressures to
make loans at terms that once were unacceptable. Lenders face more ex-
posure per loan as both loan ratios and loan balances rise. Banks, insur-
ance companies, and savings and loan associations, the three principal
sources of residential mortgage funcis, are not affectad to the same dagrae
by income-cost factors mantioned above. The mortgage loan policies of
the first two institutions suffer under 'numetdua legal rﬁstriatlcm: which
can be avoided b;; shifting Mvoa‘tmenu to a wide cholce of other media.
Savings and loan lenders are invested piimaruy in residential loans and
evidently must {ind the bulk of their future loan opportunities in mortgage

lending, The Present mwortgage loan insurance first arose in response to

Savings and loan risk management problems.

The remarkable sxpansion of savings and loan lending has led many of
these lenders to oompete for additional savings with higher dividend rates
10 savers, which has required an increase in interost ylelds on loans, a

wWhen com bl n ed vortbw
higher interest rate being more acceptable to borrowers Jor higher ratio,

longer term loans. The Increase in money costs is indicated by the fact that
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aividend yleld averages have inched upward from 2.9% in 1955 to 3.6% in
1953, (®) In addition, dividends paid to savers have been taking a larger
share of savings and loan gross income at the expense of allocations to
reserve. The increase in interest rate did not keep pace with the increase
in dividends pald, for despite increasee in 1958 and 1959 the average rate
of tncrease was about .4%. Of lenders reporting to the Savings and Loan
League, 55% indicated a 6% interest charge with only 7% of reporting
lenders in excess of that rate. Such an increase barely reflected the

hike in exposure per loan risk. A recent study by the Federal Reserve
Board(q) indicated that the risk assumed on thé average savings and loan
first mortgage loan was increasing substantially; since 1955 downpayments
ware reduced from 37.1 :o 373.4% of the averagé pﬂca wmh; the average
price of the house Inoreased from §12,900,000 to §15,800,000. The FHA
reports almost 70% of all n'ew home owners in the Section 203 program (the
Mutual Mortgage Insurance Fund) made downpaymeants of lass than 10%,
the average dcwnpa#m.ant having dropped from 15% in 1954 to éi‘}’- in 1958
to 6% in 1959, a0 The median new-home mortgage insured by FHA in

1959 was $13,293, 5% above the comparable figure for 1958 and about

(8) U. 8. Bavings and Loan League 1959 Fact Book.

{9) Federal Reserve Bulletin, August, 1960, “Construction and Mortgage
Credit, ' Vol. 46, No. &, pp. £41-848,

(10} Pp. 62~64, Jwenty-Sixth Annual Report of the Federal Housing Admin-
istration for year ending 12/31/1939; U. 8, Government Printing Office,
Washington, D. C., 1960.
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two and one-half times the median of §5,504 insured in 1946, the great
bulk of 1959 loans baing in the §10,000-§16,999 category. The FHA
further noted the use of the maximum mortgage term of 30 years increased
sharply from 2'2 go 78% of new-home transactions and from l';’go 25% for
existing-home mortgages fnaured in 1959. The respective 1955 figures
were 27% and 7%. During the same 1955 to 1959 pariod VA downpayments
dropped from 5.3% %0 3.3% with a 30 year term now the rule. ‘.1”

Growing public demand for low downpayment, longer term loans,
reflects two sconomic interests; first, sonsumers who seek to conirol the
monthly budget outlay for housing expense, and second, producers who
$¢ek 10 apur home building ami real estate sales activity by removing the
barrier of a large initial payment. Home Loan Bank rules since 1958 have
permitted loan retios of up to 907 for loans not to exceed a 30 year term

Gh conventional residontial roal estate maortgage loans. (12)

The public
demand for mors generous loan terms has come at  time when turnover of

&zsociation investmaent portfolio is growing impressively in terms of

(11) P. 71 ot seq., Report of the Veterans Administration for fiscal year
ending 6/30/1955. U.S. Government Printing Office, Washington.
D.C., 1960,

(12) A recent study by the HLB indicates that § & L lenders have made
only limited use of this privilege; it can be expacted, however, that
urban lenders will make much greater use of the 30 yaar 0% loans
4# management adjusts its psychology to higher conventional limits
and gains confidence in the suitability of mortgage guaranty.
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absolute number of dollars. (13)

Longer amortization periods can reduce
turnover by delaying the return of capital to the lendar; repayment of capital
at 2 reduced rate may permit the borrower 10 borrow more with a given in-
come; higher loan ratiog put more money back to work at each loan oppor-
tunity: higher ratios need not affect foreclosure frequency and the theoretical
uncertzinties of a thirty year term loan are inconsequential for the later
years a8 normal tumover will result in prepayment in most cases before
tifteen years have passed. There is some opinion in savings and loan circles
to the point that since 1958 loan opportunities may be increasing at a de-
clining rate relative to the increase of loanable funds, with some of the
increase in the ranks of barowers for new home purchase coming from lower
incomc or less stable sectors of the population. The alternative to higher
loan-to-ratio commitments is idle investable funds and a declining average
vield on asset dollars.

Supply of loanable funds is further expanded by the need of Jenders to
lean out moce funds than are supplied by depositors because current dividend
commitments addsd to joan initiation, loan servicing, and operating expense

may more than equal yield on deposit dollars. Invested in additional loans

—————

(13) In 1950 of & total net cash intake of $3,863 billion new savings ac-
¢ounted for 28% and mortgage repayment 62%; in the first six months
of 1959 new savings were 33% of a total cash intake of $8.511 billion
whlle repayments were 53% of total.
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(14) will improve income but will increase the exposure of the

jeverage funds
jender to foreclosure loss situations; additional losses from these loans
could offset ingome from other earning assets. Fluctuation of income might
re;uire a slight reduction in dividand rates, if only for a single dividend
period, However, deposits won on the baeis of dividend rate may be very
sensitive to a dividend reduction, and a significant flow of withdrawals

might follow, The need for stability of projected income, rather than capital

conservation per se, could militate for the use of a mortgage guaranty.

Lender Resistange to Government Logn Gyaranties

While there are many reasons indicating a trend toward higher ratio

lcans despite unocartainty as to their ultimate effect on income stability, the
savings and loan industry has not stampeded tc any guaranty plan for as-
surances of more stable income. Historically the savings and loan industry
has tended to resist the use of FHA-VA guaranty plana. Bavings and loan
lenders point out that PHA-VA interast ceilings create severe discounts in
time of higher interest ylelds, which penalize the borrower with a cost
which cannot be termad interest expense for tax purposes, is unrecoverable
i the loan is pre-paid, or is hidden in the purchass price of the horxlm when

the discount is paid by the selier. Blased by a genersl dislike of government

(14) There are four sources of cheap or costless capital for the savings and
loan lender: (1) loans from Home Loan Banks on pledged portfolio mort-
gages, (2) undistributed surplus funds, (3) accumulated loss and con~
tingency regerves, and (4) servicing fees for mortgages gold to
non-gervicing investmant portfolios.
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puresudacy lendera find procedure for loan insurance approval duplicates
janaer fecilities, 18 prolonged, and is overly detailed. There iz some
opinton that Tl 45 overly priced because political and :ociological“f’)
ojectived add to administrative expense. Finally PHA claims are paid in
jow interest government bonds which are not redeemed until the property

4s pold by the FHA and which often sell on the market at substantial dig~
pounts. These sentiments are sufficiently strong that in 1958, when a

(16} reachod the floor of Congress to create a special Home Loan

proposal
sonk subsidiary for the insurance of savings and loan martgages, the amend-
ment of the proposal to ln;lude an interest ceiling and cther Pm—tyﬁe
footures prompted savingsz and 1:;cm paople to withdraw their :u-pp‘ort of a

plan which they first sponsored.

(1%} The possibility that integration efforts will be furthared by enforce-
ment of FHA standards for non-discrimination among buyers for reasonsg
of race or creed suggests that builders in some areas of the country
will turn to high ratio conventional loan home financing, expanding
the market for private mortgage guaranty.

(16} In 1958 & proposal was introduced in the House of Reprasentatives,
specifically Title VII of the 1958 Housing Act, to permit the Federal
Home Loan Bank Board to form & home mortgage guaranty subsidiary to
insure savings and loan mortgages. The proposal called for indemnity
not to exceed 20% of mortgage principal and interest due at default
for loans bearing not more than ¢% interest for a premium of 1/4% per
annum for ten yeers or a single premium charge of 2% at the outset of
the loan. Passage was opposed from many quarters by people who
objected to the Interest ceiling and further governmental control of
appraisals.



jdventages of Frivately capitalized hiottgege Guaranty

Mortgage guaranty insurance, privately capitalized or initiated
by the government, can offer the economy, the individual lender, and
the borrower lmportant economic benefits. Extensive use of mortgage
loan inaurance may contribute liquidity to many individual lenders if
a0t 10 the mortgage banking netwurl; ax a whole and can be considered
s contra-cyclical factor in a period of instability. Loan insurance
zay stabilize lender expenses and income and may lesad 1o equalization
of loan capacity among competing types of lenders, thereby eliminating
the need for unnecessary sscondary financing. It wiu shift the lending
risks of income and price cycles to an equity investor so the lender
may better serve in his capacity as a non~speculative savings medium.

In & time of depression the gusarantor

24
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sould stabilize real estate values by withholding foreclosed property from
the open market, although admittedly in good times the guarenty can foster
inflation of residential real estats value by encouraging high ratio long-
terzn lending. But the borrower and the lender enjoy extra benefits under
the private mottgage guaranty.

As presantly designed the private loan guaranty offers the botrower
a number of advantages not found in the FHA program. First, he may not
obtain a higher ratfo loan than he might otherwise have had with PHA in-
surance, but his premium charge {s about one~half what it would have
been for FHA-VA protection. Whare the loan {s on an owner~occupied
single family residence, the guarantor waives the right of deficiency judg-
nents against the debtor. The borrower is spared the inequitiss of the
discount system and is burdened with the cost of loan insurance for no
more than 10 ysars rather than for the life of the loan. The borrower does
Rt receive the benefit of impartial FHA supervision of construction or in~
Spection of older properties that he would receive under a government program.

The lender raceives a number of major economic advantages. He may
expect to raceive a commitment or rejection of application without delay,
Without an interest ceiling, and without duplication of his owa loan surveys
by the underwriter., Private plans presently fsature lowsr premium rates
than FHA on an annual premium basis and a 2% single premjum plan for
which FHA can offer nothing comparable. There are no statutory limits on

the amount of a single loan other than loan limits established by lender
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policy and the customary restriction on any insurer of exposure on a single
risk limited to 10% of admitted capital and surplus. The guaranty is de-
signed to cover only that portion of a loan a lender would not make without
acted
collateral insurance and is %ﬂ to pay the claim in cash, not bonds.
The private guaranty may offer a sclution to organizational dilemmas
or loan policy as well. The small, young, urban mottgege lending insti-
tutions could find the guaranty plan advantageous to stabilire cumrent
fncome prospects and to second-guess an eager, aggressive loan officer.
The older loan association might use a private guaranty to arbitrate a
difference of opinion on what constitutes a safe loan, as seen by tha
zanager anxious to compete for good loan opportunities and the congerva-
tives on the board of directors who vividly remember depression mortgage

un are as low as 6%, the

experience. In thoze states where usl.zry'r rates
guaranty premium is not considered interest and therefore offers a means
of transferring the loss haxard element of cost while holding interest rates
within permissible levels. In some instances use of the guaranty appli-
Cation form has improved the lending technizues of less sophisticated
ankers, and experience has shown lenders often submit loan applications
to shift the onus of refusal to the guarantor who need not maintain very
$pccific community relationghips.

— L 0? .

17) In Maryland the Attorney General recently ruled that a séxc-per—Tent

interest rate coupled with a guaranty premium did not violate that
State's sin—per-cant usury law.

b s
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ha Guar n e Rizks Co e Gugrantor

The thecretical risk that the savings and loan lender shifts to the
guarantor is the indeterminate cost of foreclosure losses occasioned by
the lack of sufficient owner-ejuity cushion or by the price and income
deflation of severe recession. The fnsurange of mortgage loans against
such 1osses can be designed and underwritten to have all the atiributes
sufficient to make it & proper subject for the insurance mechanism, save
one, the rejulsite that ioss cannot oocur to a majority of exposures in a
single catastropha. While wide geographic dispersal can eifectively pro-
tect the {ire and casualty insurer from most disasters, broad dispersal of
insured properties is only partial protection for the mortgage loan guarantor
who faces an economic peril which is intangible and regional or national
in origin. A catastrophe loss is unpredictable and its insurance cost
sconomically unfeasible. Nevartheless, mortgage loan {nsurance is in-
tended to underwrite a risk of loss which is "in the nature of a catastrophe
hazard which may be characterized &8 economic in nature and cyclical in
pattern. "(1©)

There is o broad spectrum of opinion on the extent t¢ which the nation
enjoys a depression-proof economy, or more accurately, a busineas cycle

of endurable and controllable proportions that will produce mortgege loan

—

(1r) Page 92, Z4th Annual Report of the Federal Housing Administration,
for the year ending December 31, 1957, Washingten, D. C., 1958,
Government Printing Office.
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losses of himited magnitude. The private guarantor presumes the preponder-
ance of institutional economic factors are tnexorably working for economic
conditions which promote his sugcess; only & minority of fagtors are con~-
sxldered lkely to have opportunity to generate a serious downturn of price
and economic level. The role of the United States economy in modern
history is such that to pregume depression iz to imply political and social
destruction of the country a8 well. For the guarantor depression. like
atomic war to the general public, is incomprehensible and preparation,
inadecuate and fatalistic, The more immediate threat to survival of mort-
gage loan guaranty is considered by its proponents to be the "brugh war, "
t.e., arecsssion of significant slope and duration socon after the start of
business. Wherae short term recession and not long term depression is

the peril, rate-making may be within manageable boundaries.

Perhaps the guarantor can be thought of as a judgment underwriter
evaluating the perils of institutional economics, for his confidence in his
avility to insure mortgages in profitable volume is dependent upon his
advantagegus use of certain institutional aspects of modern American

economics and finance.

overnment Poli kes Private Guar ogsib
First the private guarantor exists only because a majority of savings
and loan executives resist the proceduras and policies of available govern-
ticnt loan guaranties. Registance is not so strong that of those who oppose

rrescnt government guaranttes gome might not receive very favorably a
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(19 in the event Congress would permit the Mutual

revised FiHA program,
Nortyage Insurance Fund to reduce premiums, to adapt some sort of Certified
Agency Program {CAP} in all areas to speed processing, and to remove in-
terest ceilings to eliminate distasteful discounting practices. Such a
major re{orm seems unlikely upon review of the legislative fate of several
FH . lmprovemsnt proposals and of the resistance within FHA to the expan-
sion of CAP. Savings and loan lenders might prefer an FHA guaranty to
any private plan in order to gain the national moblllt_y, extra high loan
limits, and greater liquidity of an FHA~sponsored Loqn. Such a threat to
the useful 1ife of a private guarantor is presently forestalled by Congres-
sional concern with the sociological rather than purely economic aspects
of houslng ;ugizlation and by legislative control of FHA underwriting
capacity and operating budget.

secondly, there iz & paradox in the fact that a private guarantor,
champion of private enterprige and a beneficiary‘ of lender resentment of
yovernment Interference, tends to benofit more than most businesses by the
activities of Govemment to support h;qh employment and general price

(20}

levels. One real estate economist has pointed out that not only is

{11} For a full critigue of the FHA program together with VA and FNMA, see
"A hiore Effective Martgage Insurance System,' by Miles L. Colean,
appearing in Study of Mortgage Credit by subcommittees of the com-
mittee on Banking and Currency, United States Senate, lat Session,
€6th Congress, Govt. Printing Office, 195%9, Washington, D. C.

'“-) Homer, Hoyt, p. L1, The Urban Real Estate Cycle — Performances gnd
Frospects, Bulletin 38, Urban Land Institute, Washington, D. C.. 1960.
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government monetary and fiscal policy important to the support of real
estate market value but also the every day operational policies of varicus
government agancies will cushion real estate value against economic shock
unlike any institutional network that existed during the 1930's. For ex-
amples of direct relief of pressure on real estats value during an economic
decline consider:

1. The more sophisticated regulation of banks and the guaranty of
bank deposits by FDIC or of savings and loan deposits by FSLIC
reducea threat of an accelerated decline in real estate values due
to forced liguidation by banks to meet withdrawals or insolvency.

2. Mortgage reforms by the FHA (including amortized long term dabt)
crantes LnCreasing owner ejuity as an {ncentive to hold property
for an up-turn and eliminate need for refinancing in a pariod of
racession.

Government agencies also indirectly sponsor real estate stability. Owver the
long term various agencies have accomplished much;

1. Consumer gonsumption capacity is far more stable than business
activity due to a myriad of factors like social sacurity, unemploy-
ment insurance, tax-inspired pension funds and chariticg, redistri-
bution of income by tax policy, and so forth.

2. Labor reform has strengthened labor unions to a point where wage
rates can be maintained in a fairly inelastic range despite unemploy-
ment and depression, thus supporting a price index which reflects

labor costs.
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It is not unreasonable 1o assume that each government agency which might
come into possession of real property during an economic crisis, be it
FHA VA, FDIC, FSLIC or any one of a dozen others, would hold property
under it8 control off the market to implement direct government policies
seeking to reestablish an orderly real estate market. Certalnly government
fiscal, monetary, and debt management policy are all intended to maintain
hizh employment, consumer income, and busi{ness growth, all of which
should discourage a high rate of foreclosure or & serious reverse of price
level. In short the dependency on government of all real estate activities
and therefore of the private guarantor is underscored by the following state-
ment of the well known economist Miles B, Colean:

Out of this development, in which practically every source

of governmental power has been invoked, real sstate activity

and its financing emerge more fully subject to governmental

influence, regulation, and control than any part of the econ-
omy not distinctly of a public or public utility character. (21)

lati tions and the Guaranty

A third eoonomic factor favoring the guarantor, the pressure of gradual

Inflation on price level, is also the product of government policy to a large
degree, Inflation favors the guarantor as well as the debtor while increasing

the unceriainties of the lender.

———

{21) Pp. 150-151, The Impact of Government on Real Estate Finance in the
Ynited States, Miles L. Colean, National Bureau of Economic Re-

Search, 1950, New York.
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1. Inflation raises the market price of the debtor's property, his
equity in the property., and his incoms, and permits him to pay
the lender with cheaper dollars than he barrowed.

2. while inflation would raise home prices, it would not be likely to
increase proportionately buyer savings for 8 down payment so that
higher ratic loans would be needed to promote real estate activity.

3. To preserve purchasing power of savings. the saver must seek
higher interest yields or find squity investments: savings insti-
tutions tend to make conventional loans &t higher loan ratios and
for longer terms to justify higher interest ratez to pay higher
dividends.

4. At the same time the lender oould use the private guaranty contract
a3 a means to hedge a reversal in inflationary price trends without
becoming subject to the interest ceflings and discounts involved
with FHA-VA guaranty. Not only does inflation improve the demand
for the private guaranty. but a rising price tnnci quickly reduces
the exposure of the guarantor to loss both from lessened severity
and a diminished number of foreciosures on pre-existing mortgages

made at pre~inflation value ratio.=.

Ihe Potential Political our. e M or

The real egtate debtor in the United States has always enjoyed a certain

fmount of legislative favoritism in times of economic crisis. Politically
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in the majority, the debtor has had the benefit of spacial moratoriums, de-
layed foreclosure and homestead exemption statutes, and special lending
agencies such as the Home Owners Loan Corporation. In a more serious
recession the political capital of his debtor-partner may indirectly relieve
the many pressures bearing upon the guarantor at such a time, but political
resourges are 80 intangible a quantity that it is impossible to measure their
effect on reserve sdeguacy. Alignment of the guarantor with the debtor
may create minor conflicts of interest with the legislative objectives of the

2
(22) but only in the narrowest frame of reference; for all parties con-

lender
cerned, reduction of foreclosure and repossession sxperience in good times

or bad is to everyone's advantage.

on Su Urban Real Estate Valu

There are more rponuve soononic factors to support guarantor Optimism.
There is evidence of continued heavy demand trend for land mlmatropoutun
areas. There is a rapid growth of suburban populations in single family resi-
dentia] areas; the greater space reguirements for new homes, shopping cen—
tors, schools ar!d hlqhv_:ayl mean increasing demands for land and raplacement

(23)

of cbsclete housing inventory. The rapid increase in the number of youny

(22) Fuor example, duration of redemption period will affect guarantor ¢claim
amounts and net loss experience. In normal times guick foreclosure
means reduced claim costs as carrying charges do not accvue; inreces-
sion periods. however, guarantor will wish to delay extinguishment of
redemption rights when he must exchange liquid reserves for real estate
in claim settlement; at least until favorable regale is in sight.

{23) P. 14, The Urban Real Estate Cycle - Performances and Prospects, op. cit.
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people reaching marriageable age in the 60's will thereby increase the rate
of family formation and the need for residential units; and the various efforts
at reconstruction and rehabilitation of central metropolitan areas will pre-

serve values and create the need for additional, central, residential units. (24)

Underwriting Procedures and Risk of Foregjosure Loss

Whils the guarantor faces the risk that a wide number of economic factors

may not perform to his expactations, he also faces hazards in his techniques
of underwriting and claim administration. He must discriminate smong real
estate oconditions in various areas, appralse the practices of participating
lenderg, and evaluate thousands of individua) applications for mortgage
coverage. The private gquarantor must differ greatly from the underwriting
procedures established by the FHA-VA programs if he is to oifer a competitive
service at an adezuate as well as competitive price. Except for the Certi-
iled Agency Program (CAP), the FHA method performs all the funotions of loan
analysis, appraisal, and construction inspection with FHA personnel, using
the lender primarily as an information ¢olieation agency. FHA procedures
have revolutionized the art of residential finance. Unfortunately the detall,
the shortage of trained personnel due to restricted budgets, and the excessive

duplication of the leaders’ loan proccssing staff results in a very expen-

(24) "Importance of Net Replacemants in Rousebuilding Demand,” p. 32,
St A ¢ Credit, Subcommittee on Banking and Finance, U. 5
Sunate, op, git.
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(25) During the history of its operation, the FHA has edwinistered ten
separate programs of mortgage insurance, the total income from wiulch
amounted to wnore than $ 1.2 pillien by mid-1957. Of this total
approximately three-quarters (73%) has come from premiums and the
remainder frow all other sources, the most important of which is
fees. Total expenses have asmounted to L2% of gross income including
& for losses incurred. Expenses excluding losces equal 47% of
earned premium, The largest continuing program, and the only one
which permits dividends to mortgagors as a wutual insurer, is the
¥.M,I.F., which, by June 30, 1957, had collected $758 willion or 65%
of total gross incowe for all ten funds, As in the case of the
aggregate, the wajor portion (72%) of income of the M.M,I.F., came from
prewiums, 19% from fees, and less then 9% frowm other sources. Total
expenses absorbed $332 willicn, or L% of the total income of the
M.M,I.F,; over $308 millicn was dispersed for administrative purposes;
that is, sdministrative expenses slone mucuntdto 41% of total income
and to 56% of premium income, Only $4 million was needed to meet
loseges on acquired property. These figures are taken froum "The FHA
Mortgage Insurance Premium - An Analysis and An Alternative," page
324, Study of Mortgage Credit, Op. Cit. As of December 31, 1959,
aggregate mutual participation payments were equal to 30% of total
FHA premium collections, and the average dividend per mortgagor,
was approximately $120. These dividends are paid when a mortgagor
terminates his meortgage for reasons other than default; terminations
in the early years preclude any dividend, which increase with duration
of irsurance coverage, For msny classes of business, with durations of
fifteen years of more, participation payments currently are equal to
the cumulgtive premiuvms pald by the mortgagor. The letter has no
vested right in the participating reserve, which must be exhausted by
loss payment before funds in the insurance reserve are expended. Page
100, 26th Annuas) FHA Report, Op. Cit. (Editor's Note: In the MMIF
plan, baslic reserves are supplied entirely by the mortgagor; the
stockholder gives the private guaranty plan these essential reserves.
LKevertheless, FHA aduinistrative expenses alone egual the total privaie
premium chzrge, so that insurance costs, even after a favorable termina-
tion dividend, faver the private plan.)
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sive, (25) prolonged underwriting process, ranging from 10 days to 10 weeks

in length. Realtors and lenders have felt such commitment delays and uncer-
tatnties impede real estate sales. Furthermore, it is possible that the ex-
pense of such underwriting care is not offset by a paralle] reduction in
incurred losses; underwriting expense may be subject to diminishing returns
in terms of cost of preselection to reduce foreclosure frequency and loss
severity and cost of defaults thereby avoided. Appraisals by different but
competent appraisers of the same :x‘opartf will have only a small degrea of
variation, and the cmptanée or rejection of a botrower on the basis of

credit report or employment may cause debate among any two experienced

credit analysts. Whare a guarantor may at his option pay only 20% of a

(25) During the history of its operation, the FHA has administered ten sepa~
rate programs of mortgage insurance. the total income from which
amounted to more thagfl.2 billion by mid-1957. Of this total approxi-
mately three-quarters {(73% } has oome from premiums and the remainder
from all other sources, the most important of which is fees. Total ex~
penses have amounted to 42'1$»~oaut of gross inocome including wight % “e
poi=dent for losses incurred. (Expenses excluding losses sgual 47.pexr 7o
~ant of earned premium, ) The largest continuing program is represented
by MMIP whish, by June 30, 1957, had collected $758 million or 65 per ‘10
et of total gross income for all ten funds. As in the case of the aggre-
gate, the major portion (T2% ) of income g ﬁe MMIF came from premiums,
19 perwentifrom foes, and less than from other sources.
Total expenses absorbed $332 million, or 44 fer_eent of the total income
of the MMIF: over $308 million was dispersed for administrative pur- o1
poses; that is, admintstrative expenses &lone amounted to 41 per et /©
of total income gnd to 56 pergentof premium income, Only §+ million
was neaded to meet losses on acquired property. (Ed. note: since the
premium for private guaranty is about one-half the premium charged by
MMIF, this means that FHA expenses ejual the total private premium
charged. )} Quoted from '‘The FHA Mortgage Insurance Premium — An Analy-

815 and an Alternative, "' p. 324, Study of Mortgage Credit, op. cit.
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ciaim, he pays only 20% of the value of his mistakes — perhaps, on
those included in & cross-section, as few as 1% of the insured portfolio.

Consequently, the modus operand! for the private guarantor underwriter
(26)

18 to accept the lender's credit file and sppraisal for all loans submitted
and to charye an appraisal fee for loans of more than £0 per cent loan-to-
value ratio. These fees pay for an independent appraisal of property spot
checked by independent, professional, and local upprniser;.' Where a
lender is found to be overly generous on his valuations with any regularity,
his rights to submit business without a prior independent appratsal may be
withdrewn. This process of post-auditing appulséls does not affect the
validity of a loan insurance commitlﬁenf issued. Eince commitments are
issued and underwriting is done on the busﬁ of informt;tlon submitted by |
the lender, the lender generally receives a commitment by return mail in no
more than three deys. The speed of this process depends on fudging the
Strength of the borrawar from reports of his credit record, smployment, and
the ratio of family income to family money obugauoﬁl. Some weight u
viven to the reliability of the lender Iurnlshinq.the information snd the
validity of sppratsal reparts made by sxperienced local people familiar with

local markets and values. Once the appraisal was considered to constitute

————

{26) 1 lender who has received approval of his eppraisal personnel by the
S<frentor submits a simple one page application summarizing the facts

O?ncemlnq the loan and property. Along with it i3 sent a credit re-
i’-’”. the iender' s own appraisal of the property value, a photo of exist-
i3 property, and a copy of his own loan application from the borrower.
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the essential security offered on a property to be mortgaged, but today it
s recognized that an analysis of a borrower's abiiity and intention to
repay, and of economic trends affecting incomes and values, can be a
much more vital factor in reducing the number of defaults. To a guarantor
with & maximum liability of Zoqﬁ::-am on each aggregate claim the amount
of loss per claim which might result from an inexact appraisal is far less
significant than accomplishing over-all reduction in the number of claims.
The problem of adverse selection is not minimized so easily. A lander
will not choose to antagonize his very best mortgage risks with the added
cost of a guaranty. Heé may wish o iasure only those high ratic logns
whose eventual repayment or coliateral values are subject to reasonable
doubt. The lender may shift responsibility for acceptance or rejaction of a
loan application to the guarantor. He may in special circumstancas be
overly generous in his appraisal of pledged property, reascning that it will
be noticed only if the coverage is one of every three spot-checked by the
guarantor and that the gu&nntor ﬁm do nothing thefn a precedent of over-
&ppralsal cannoi be found. The young guaranty fum, striving to achieve
the leverage of premium written and a break-even point for premium earned,
s temptad to accept riskier loans than it might otherwise consider. if
there are two young guaranty firms, apphcatiom rﬁight first be submitted
to the stronger firm and then, if rejected, aentv on to the competitor which
15 rying to break into the good graces of the market. This second firm 18

sclected against twice, once by the lender and once by his competitor,
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vith a limited market for the guaranty, & second firm may be {n a riskier
position than the tirgt at comparable points in their caresrs despite possible
capital advantages. While the guarantor gains experience, it seems cer-
tain that adverse selection of risk cannot be avoided and may distort loss
experience for a few years {ollowing onset of guaranty operations. Pre-
selection of lenders may reduce the frequency of adverse salection while
judicious use of the Zg\ Eﬂhﬂ.ﬂt option to leave a troublesome property in
the hands of a careless lender may reduce loss severity and discourage
future adverse selection. The potential insidiocus problem of adverse
selection is one of the most critical that mortgage guaranty underwriters
must face, and later detalled .underwriunq rules intended to control selec-

tion will beixamined'.

e Effact of 8 Mminigtration on Foreglosure Losg

The problem of claims administration would appear to be the weakest
link in a guarantor plan of operation. When prices are ltaad)_r or ris ing,
payment of a foreclosure claim by the guarantor iz almost a service rather
than indamnity, for the loss mcurrsd__ is principally the excess of fore-
closure above the owner squity cushion. As claims increase in a cyclical
pattern, the dilemma for the guarantor is to continue paying .claims without
losing either his liquidity or his capacity to hold property collateral pending
Its resale on a rising market. If market value can be sxpected to rise

taster than aggregate net holding expense (fixed holding charges minus
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joalized lease revenues) holding property pending the rise may reduce the
net 1088 on each claim. A preconceived arrangement for financing the inven-
tory of real estate during an sconomic ¢risis is almost essential. The
vguaranty'' companies of the 'Twenties contracted to pay the holder of a
guaranty mortgage share only the interest payment as duse, while postponing
s final payment of defaulted principal until eighteen months after the de~
faulted note was to have matured; in effect the mortgagee was paid interest
by the guarantor for the use of funds to bank the real estate holding opera-
tion. This plan had two fatal flaws: f{irst, mortgage loans of that era waere
of the balloon payment type of five to ten years' term so that a large propor-
tion of the portfolio would mature sach year; and zecondly the period of
depreszed pricea lasted far longer than the average future maturity plus the
eighteen months cushion which was to have provided sufficlent time to dis-
pose of the property in question. The FHA-MMIF method which followad in
1934 corrected the flaws in its predecessor while recognizing the value of
the “Intsrest only' gambit. The FHA-insured mortgages, with a foreclosed,
amortized 20 to 30 year loan, is indemnifled with governmant bonds of jonger

maturity date(z-” than the defunct loan in an amount equal tc insurance

{27) Insurance benefits are paid with: (1) Mortgage debentures of the fund
in the amount of unpaid balance plus any payments for insurance and
taxes on the property made by mortgages during default, These bonds
wers to mature and become payable ’three years after the 1st day of July
following the maturity date' of the defaulted mortgage in question. These
bonds, carrying a moral guaranty of the Federal Government, pay no more
than 3% coupon rate; (2} in addition the fund will issue & "certificate
of claim® in an amount which, added to the above debentures, would
rertegent the amount paid by mortgagor exercising eguity of redemption
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penefits due. This method crestes a long-term, funded liability immediately
balanced by the acguired property racorded as an asset valued at its cost

in bonds:; bonds would be called and repaid as properties were sold; mean-
while such an arrangement recognizes that the original lender i& financing
the property-holding maneuver but gives the lender & legaily approved,
marketable long-term investment with the quality of a quasi-federal govern-
ment bond. Indemnity in this manney makes no inroads on guarantor cash
reserves which may then be used to pay maintenance txpehnes on the
properties held. In effect FHA has two reserves, those from premium and
those from unrestricted borrowing. Interest costs are held in check by the
lony term government dabt interest ceiling.

The arringnmenti for holdind raal estate b} the private guarantor appear
to be less complete and less theoretically balanced than sither of the above
plans. The private guaranty contract, as presently conceived, gives the
insurer two options: (1) to pay 20% of iho full claim benefits due in cash
and to waival all righti m.thye foraclosed property which the lender must
then gell to gain full satisfaction; (2) to pay the full claim in cash in return

foe tender of clear title to the completed, imtact foreclosed property. For

——

rights; redeemed only if, as, and when, the Pund sold the property

for tunds in excess of debenturs indemnity, certificates accrued in-
terest at 3%. Claims were not a liability of fund, and yet Fund could
not profit by appreciation of property values. Mortgagor would re-
ceive proceeds in excess of debentures, PHA admintstrative coste, and
certificates redeemed. P. 12, The Mutual Mortgage Insurance Fund.
Ernest M. Fisher and Chester Rapkin, Columbia University Press,

New York, 1956.
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the lender the first optior would cover the principal and those narmal ex-
penses above forecloged loans with lower loan ratios and is similar to

the coverage contemplated in the Home Loan Ban‘r; mortgage guaranty program
propoged in Congreas in 1958, (28) Rotaining title to the propertf is preo-

(29)

ferred by many lenders who remember the profits of holding properties

foreclosed in the Thirties until the mabtligation and bullding shortage sent
prices soaring in the early Forties. The second option offers the guarantor
an opportunity to reduce loss or even profit on resale rights. Of course

the lender may preserve resale opportunities by failing to submit a claim,
thereby waiving coverage. The FHA system Keeps alive siulty of redemp-
tion rights, as well as pbuible deficit judgment oxpcsuzﬁ, 80 that FHA
cannot profit. For the private guarantor neither option automatically con-
servas cash or establighes a vaiy specific total maximum liability. In the
case of the 20% option, llabﬂify can vary with the length of tha‘ foreclosum.
the interest or tax rates, and the required ﬁxainténance sxpense. Payment
of benefits in full, while preserving expectations of better than 80% recovery

of claims and property carrying charges in the indefinite future, could

(25) Refar to footnote 16.

(29) "The fact that more than a third of the foreclosures under Section 203
and almost a fifth of those under Section 603 have involved' retention of
properties by the lender who has obtained them through foreclosure in-
dicates either ¢onditions for profitable resale of these properties by
the martgegee or strong resistance to indemnification with FHA bonds. "

Page 43, 26th Annual PHA Report, op. ¢it. For an interesting discussion
of the profita to be made from properties received via depression fore-

Closure see History of Savings and Loan Associations of Wisgonsin,

Pobert C. Earnest; published by Wisconsin S3avings and Loan Leajue,
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creste a serlous drain on working capital and the guarantor must be ade-
cuntely funded for this purpose, Mortgage refinancing and rental for the
interim before resale could mean less of an immediate cash drain than that
caused by use of option #1, the option presumed to create financial flexi-
bility. Unfortunately. refinancing might mean a conservative ratio lcan
on the basis of & depression appraisal; rent levels might be far more
slastic in a serious recession than real estate taxes and other operating
costs so that refinancing and rental could stil) leave a significant charge
to working capital for each title acquired. In an economic slump so severe
that the guarantor's own resources cannot provide sufficient working cap-
ital, it is very unlikely that general debt financing of additional working
capital will be possible. The guarantor could have no reasonable expec-
tation of favorable emergancy loans from government, although aid from
A new RFC or HOLC In a crisis i3 & remote possibility. Total assets of
the guarantor offer only an index of capacity to invest in real estate
tendered with a foreclosure claim, for demands on asseta are varied. It
12 necessary to maintain a cash transaction balance sufficient to meet
both the needs of Voontlnumg the guaranty operation and the cosgts of main-
Waining the raal estate in the holding operation.

1. The liguidity required of the quasi-trust account, the contingency

reserve, results In offsetting investments in bonds and &-
deposits and 15 designed specifically to be avails,

Fayment.
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2. In addition to contingency reserve earned income, retained surplus
and finally capital would provide rescurces for investment in real
asptate.

3. The unearned premium reserve, also offset by investments in near
money substitutes, would not be available for claims payment in
exoess of that which would momentarily become earned and that
which represented ''equity'’ in unearned premium protaected by
short rate forfeiture provisions.

4. The use of capital may be somewhat restricted, however. by the
need f{ot deposit of a liquid qﬁnranty fund with a trustee as a con-
dition of licensing in some states and by any decline of capital
and accumulated iﬁrplus_ durigg a period of net cperating deficits.

Unlimited Sn§nntment in real estate of these fux';da is :.mrmlniblee under the
statutes for perlods as long as five years and in many states this period
can be renewed by the insuranoe authorities.

All mortgage loan guarantors, public ot private, faca the problem of
timing resale of property held to coincide with the point where market appre-
clation net of sales cost best offsets the accrued carrying charges plus the
original claim cost. It is expected by the guarantar that such & holding
Period would not exceed three or four years. Nevertheless mechanisms of
the private guarantor, while offering the attraction of cash settlement and
other benefits to the lender, lack the liquidity and automatic financing of

FHA-IAMIP procedurcs.
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The dMortgage Loan Guaranty and the Risks of the State Eiegulator

The state officials who must license and regulate an unprecedented
mortgage loan guaranty are risking not only the public interest but often-
times the prestige of technicians and the power of the depnrtrx{ent. Ag state
reyulation of insurance is currently held suspect in several areas by those
who would find reason to introduce federal regulation of the mdﬁatry. there
18 an added risk to failing a second time in the regulation of mortgage loan
guaranty insurance. To reject the risk by refusing to license would coat
the state considerable premium tax revenue and greater availability of resi~
dential mortgage money. Moreover, innovation always has the appeal of
a chauenqlné opportunity and of winning recognition for the technicians.

In some states developme:it of regulation must be oompiamentary to reforms
instituted by ﬁe banking department, as in the case o£ California. .Thera—
fore state regulation musat establish initial standards {or entry iﬁto the

guaranty field nﬁd flexible procedures for insfitutinq additional controls as

éxperience raveals necessary.

Ihe Precedants for Regulation of Mortgage Guaranty

The statutory and administrative law of m-dern loan guaranty has
€volved from a number of legal precedents. First, thera was the {li-fated,
inadeyuate, and divided regulatory pattern of the now defunct inveatment
Vuaranty business, & pattern typified by the experience of New York State.

From the autopsy of this body of law and its results, came the study which
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first put forward a consistent and cohesive framework of regulatory con-
trols for residanttal mortgage loan insurance. This report, the Alger
wﬂm by George W. Alger and his counsel Alfred A. Cook, 1s a fas~
cinating review of the classic insurance, financial, mansgertal, and
regulatary inadequacies and frregularities which magnified tha fajlure of
the mortgage investment guaranty scheme, and some of thelr findings are
summarized in Appendix 1. It is interesting in this era of government
study projects that the Alger Repgrt conclusions did not shape legislation
until & quarter of a century after they were first written. Only then were
these conclusions the key to extensive legislative action

Significantly, the men most knowledgeable on the shortcomings of
mortgage guaranty as oonstituted in the 1530's and on state rehabilitation
e{forts, the authors of the Alger Report, did not advocate the prohibition
of private mortgags loan guaranty, &s New York chose to legislate. Rather,
they recognized the neod and established ground rules for the guaranty of
tesidential joans. Their suggestions, together with the sxperience of FHA,
provide the best standards for measuring the present guaranty law. The
applicability of their xoposals must be qualified because the authors always
conceived the guarantor to bs a mortgage investment ocompany (as the 1920
Sompanies ware) which maintained reserves to protect the ingome expectd-

tons of investors.

S ——

{:6) The Alger Report, op. cit.
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Pertinent recommendations of the Algaer report were for uniform accounting
reports, for standardization of appraisal methods, for prohibition of sub-
sidiary corporations, for complete separation of guaranty firms from other
real estate service agencies such as title insurers and trust companies,
for annual rather than five year examination dates, and for a restriction of
guaranty contracts to mortgagas on houses and small apartments using only
an amortized mortgage. In addition, the report underscored four problems
that new regulatory law would have to resolve:

1. Obtaining accurate appraisals

2. Fixing personal respongibility for appraisals and lending malipractice

3. Limiting the relationship of assumed jiabilities and contingent

liabilities to capital and surplus

4. Requiring liquidity of investment for capital and surplus.

Né-u (31)
mpted by an application for licensing

in the fall of 1956, the
-Wisconain Insurance Department moved to implement these recommendations
Cautiously and in & manner deslgned to create the greatest possible flexi-
Llity for meeting an unprecedented reguistory groblem. Regulatory control
wWas established by combining & minimum of legislative amendment, new
edministrative rules, approval of a gontract designed to achieve certain
Tegulatory objectives, and the more subtle influences which are the prerog-

dtive of "the arrogance of position.' Experience has shown that the

(:1) Por additional detail see Part IV of this study.



Lo riunately, morbgage insurance was not distinguished from the usual credit

_.rcuirsnce, so that it is difficult to aphly epecial minimum capital reguirements
+exnclusive limitations on underwriting povers to the gusrantor without un-

Soirly penalizing the more traditional credit insurcr. The Wisconein law

_1.0a (2) should once sgain be smended to create (9a) for credit insurance

:n4 (9b) for mortgage insurance.

Basic Wieconsin regﬁlatory control wae establiened by drafting Insurance
section 3.09 of the Adwinistrative Code. This approach was felt to introduce
nere flexible regulation becuase new rulec could be promulgated as unprecedented
operations might require; ‘?o change the rule would be 8 metier of a departwent
prcposai, 8 public hearing, and a final decision.seclely at the dizcretion of the
Insurance Commissiéner. These rules became the prototype for elther siatutes
or rules in other siates as the guasrantor achieved licensing across the

country, Presented in full in Appendix II, these rules contain in addition

to definitions and precedures, provisions for the following!....e.vscannn... .
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Tre wodern rortgage guaranty attemptec to colve the first ivo problewms by

reans cif contract sné underwriting procedure, but until rECEEtty did not
epecifically treat the last two problewm aress. As this study will denonstrate,
tne trhird problew is critical.

FProvpted by an applicstion for licensing (31) in the fall of 1955, the
vicconein Insurance Department gave concentrated study to the Alger Report
before wmoving cautiously to approve the gueranty proposal. Many general
reforws of insurance regulation had taken place since the '20's. Strict
acterence tec other Alger Report suggestions would have frustrated the
fueranty plan at once, The Department utilized sdwinistrative rdles and
ine insurance contract in & manner to creste the grestest possible flex‘hility
for meeting unprecegdented regulastory problems, Guarantor nanagement practices
were regulated by the more subtle leverage which is inhergnt in the peﬂagatives
cr srrogance of regulatory power, Experience has shown thst the Wisconsin
Deperteent excercised a certein degree of tolorant indulgence of the
guerentor. The more recent Celifornis law reflects an awarenees of the need
for ¢isciplining this maturing segment of ecredit Insurence, which mey have grown
at a rate not anticipated by the first Wisconsin laws.

Exgpisting Wisconsin 1law in 1956 was not cleer in its recognition of
rorigage default losses as 8 proper subject for insurance. The Ettorrey General
ruled thezt it would be permitted under the title insurance claes, (32) but
witnin a year it was found that the insurance departments of other states
would not accept this clessification. Title insurance seemed to be illog-
ical, less restrictive (in meny states), &nd discredited by sssocistion with
the Teilures of nmortgage investrent gusranty, consequently, the Wisconsin
flatutes were ameﬁded so thal the arbiguities of a title insurance definition

were renoved and mortpage default isnscursnce wes specifically recognirzed

o

I
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wisconsin Department exergised a certain degree of wise mdul.gence“o.;i
the guarantor at the cutsat and that the more recent California law reflects
an awareness of the need for disciplining a maturing segment of aredit
iNEUrance.

Existing Wisconsin law was not clear {n its recognition of mortgage
default losses as proper subject for insuranoe. The Attorney General
ruled that it would be permitted under the title insurance class, (32} but
within a year it was found that the insuran_ca departments of other states
would not accept this classification. Title insurance seemed to be iliog-
ical, less restrictive (in many stnteqj. and discredited by association with
the failures Of mortgage investment guaranty. Conasequently, the Wisconsin
statutes were amended 0 _t_hat the gmblgumgs of title insurance definition

were removed and mortgage default insurance was specifically recognized
{33)

a3 a branch of the ;radlt insurance clqsu.
Basic Wisconsin regulatory control was accomplished by drafting an

all new chapter, Chapter 3.09, to the insurance section of the Administrative

Code. This approach was {elt to introduce more flexible regulation because

Dew rules could be promulgated as unprecedented operations might require;

%o change the rule would be a matter of a department proposal, a public

hearing, and a final deciston solely at the disoretion of the Insurance Com-

Riszioner. These rules begame the prototype far sither statutes or rules in

e

32) 201,04 (8) Wis. STATS.

13y 201.04 {9) WIS. STATS.
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( other states as the guarantor achieved licensing across the country. Pre-
sented in full in Appendix II. these rules contain in addition to definttions
~and pocedures, provisions for the following:
Ml. Determining unearned premium;
2. Establishing a unijue unearned premium factor for a single premium

plan spanning ten years of coverage; (34)

3. Defining of earned premium;

4. Creating s contingency reserve to consist of 50% of earnsd premium
to be held for 180 months (15 years) to be applied to losses only
when they exceed 20% of earned premium;

5. Allocating each premium dollar among contingency reserve (50% ),
current incurred logses (10% ), administrative expense and com-~
missions (37.5% ), underwriting profit (2.5% );

6. Relieving borrowers for singls family owner occupied dwellings of
liability of the guarantor for any deficiency after a foreclosure sale.

The definition of earned and unearned premium recognized what the Alger re-

port did not, namely, that a mortgage loan guaranty is an insurance contract

(34) The Wisconsin Table of Unearned Premium Factors for Single Mortgage
Loan Insurance Premiums was designed to reflect the higher cost and
rigk factors present in the {irst three or four years of coverage. The
actual factors were 'a somewhat arbitrary division of 100% of the
Ptemium over a period of 10 years. Several insurance departments in
the West are now considering & change of the table to conform precisely
to the cursSof a sum-of-the-digits method of calculation. A technical
nicety, this curtwill affect the present allocation of premium very
little, creating Ilightlr-fau- earned premium in the firgt two ysars.

]
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.. % wrewer wos relievel by law Trom exposure to a deficiency Jj®dgement as
e fe. i Yo (e cuarsntor, put is not protected against the lender who might
y. 1.f: witl, the property should the guarantor elect be paid 204 of his claim
1l Tnrfeit an intereet in the property. Conscquently the borrower, who

~vs the premiuw, may recelve more Tavorable loan terus that he wmight other-

-

:ce receive but does not benefit directly from existence of the insurance
cmartract. wWaiver of the customary suretyship subregration privilege is =
eigznificant departure frowm the FHL policy of vigorously pursuing deficlency
judgements where necessary. Waiver of subrogation has been critisized as
encouraging financial irresponsibility by the borrower. Other studies

would seem to indicate a deflciency Jjudgement 1s a privilége of limited

value; some claim little mwore than 7% of the dollar amount of dificiency
Jjudgements obtained is ever realized.(35) -

Uniforw aceounting reports, well developed since the time of the Alger
Report needed nc detailing, but the rules did leave rather general require-
mwents for calculation of loss reserves. The rules did not specifically
restrict underwriting to single residences and small apertment buildings
finenced with fully awmortized wortgages, but there was such an understanding.
The issure was left cpen, for the guarantor was still exploring the application
of the guaranty to church mortgages and small home lwmprovement loans, but
there interests were soon shelved. The law in Wisconsin is still not explicit
on eligible luwprovewents, and consequently recent prouotions of new mortgage
guaranty cowpetitors have made conversation about the guarenty of commercilal

Sefing Fag
wortgage loani;/ﬁa vast untapped market." Other states have & legul restriction
of the wortgage loan guaranty to improved property not exceeding more than

four family units, (36) Wisconsin should state the intent of its regulatory

technicians with a similar restrietion.
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and requires long term liability reserves of premium income to reflect the
deferred and contingent nature of the foreclosure claim risk. The reltef of
porrowers from a deficiency judgment was a product of the department’s
belief that the borrower who paye the #emlum should receive some protec-
tion from the contract as well as move favorable loan terms than he might
otherwise receive. This departure from customary suretyship subrogation
privileges is contrary to PHA policy of vigorously pursuing deficlency
judgmente where necessary. While the Wisconsin feature has been criti-
cired as encouraging financial irresponsibility by the borrower, other
studies would seem to indicate that subrogation by means of deficiency
judgment is a privue«;';e of limited value: little more than 7% of the dollar
amount of deliciency judgments obteined is ever realized. (33) Uniform
pccounting reports, well developed since the time of the Alger report,
hceded no detatling, but the rules did leave rather general requiraments

kr calculation of loss reserves. The rules did not spacifically restrict
Bnderwriting to single residences and small apartment buildings financed
with fully amortized mortgages. but there was such an understanding. The
Biue wag left opén for the guarantnrlwas still exploring the application of
B¢ Quaranty to church mortgu.gel and small home improvement loans, but

Eic interests were soon shelved. Since that time, many states have

————

B F. 144, The Lega) Bulletin, May 1958; United States Savings and Loan
League, Chicago, illinois.
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included a restriction of the mortgage loan guaranty to structures not includ-

tng more than four family units. (36)

Most states require first mortgages
only, but in Florida, where there 13 an active second mortgage market,
this restriction was deleted despite the recommendations of the guarantor
seeking license approval, While the guaranty corporation is fully sepa-
rate from any other possible real estate activities, the Wisconsin law
contains no prohibition of subsidiary oorporations. The law does require
auditing of subsidiariss but not consolidated reports, and the auditors

can decide on the admissability of equity interast as an asget of the parant
carparation. The insurance dapartment expected to maintain a close audit
of operations until there was confidence that a five-year audit would be
sulficient.

The Wisconsin law did not specifically resolve any of the four problem
areas defined by the Alger report. The problem of standardization of ap-
Pratsal had been greatly mitigated by the techniques developed by FHA and
were to be fostered further by contract and by underwriting practice. The
#pOt check appraisal system could be sxpected to reveal the lender who
tendad 10 exaggerate cpprai-uu. Those lenders undetected initially could
xpect to be go-fngurers of fareclosed property, when at the time of notice

of default, the guaranty firm made its own appraisal which revealed over-

e

(3£) gy, eight, and twelve apartment units have received an insured mort-
Jage on a few occasions, and a very few structures containing some
retail space have been underwritten in Wisconsin and a few other
stateg.
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valuation. In such event, the guarantor would exercise its contractual
option to pay only 20% of the claim; this oo-insurance feature, which was
also expected to reduce deliberate adverse selection, will be shown to be
further refined in the GCalifornia legislation to be outlined below. Lending
malpractice and adverse selection were to be further controlled by carsful
preselection of lenders entitled to make application and post-selection of
those lenders who demonstrated lending incompetence or an unwillingness
to submit for insurance a reasonable proportion of their high~ratio loan
volume. (37)

However, the Wisconsin law avoided two critical problems regarding
the minimum capital needed for entry and licensing as a guarantor and the
maximum ratio of contingent liability to capital and surplus. Minimum
capital requirements for organization of an insurance oompany in Wisconegin
have been made obsolete by inflation and multiple line underwriting; a

stock msur';r is still required to have only $200,000 in capital and $50,000

{n paid-in surplus, a capital sum which is certainly inadsquate for the

(37) Recuested underwriting information when approving a lender, as well
8% required public raports, will furnish the underwriter with data on
loan volume originated by a particular lender. The undarwriter can
$urmise from knowledge of the particular lender's loan market the pro~
portion of high-ratio loans being made, that ig, loans having a 75%
ratio or better. If only & fractional percentage of such loans are sub-
mitted for insurance, the lender is obviously selecting against the
guarantor, and the guarantor will not achieve a spread of risk for that
8pecific lender. Cancellation of the master contract or more saleg
Contact with such a lender would be in order. The other extreme is the
case, which is often encountered, of a lender which establishes a
Policy of submitting all loans in excess of B0% ratlo for private mort-
J&ge loan insurance,
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astional scale of operation required to provide & guarantor with a prudently
distributed risk. Barring a delay in license approval to permit enactment of
higher capital requirements, the department could have imposed a liability
ratio of mortgage volume insured to capital and forced additional capital
tnvestment to permit underwriting volume sufficient to-;;:ﬂt profitable
operations. These steps were not taken bécause large amounts of additional
capital were probably not available at that time, and their requirement would
have ended any attempt at a loan guaranty operation. This calculated risk
of the insuranoce department has produced a major new insurance operation
for Wisconsin and considerable volume of premium tax income for the state.
Howaver, these studied omissions required serious reconsideration as the
guaranter expanded rapidly into many other states as growing volumss of
inaured loans caused the lability to capital ratic to climb steadily despite
large additions of risk oapital and the accumulation of significant con-~
tingency reserve, Limiting assumed risks to a specific ratic of policyholders
surpius has always had a rather sketchy precedent in American insuranoe
regulation. {38) ‘To be sure, fire and onsualty insurers once followed rules
restricting premiums written to policyholders surplus to approximately 1: 1

or 1: 2 until multiple line underwriting eliminated mosi real differences

(38) European mortgage investment companies always observed a ratio of
debt or liability, direct or contingent, to capital of 8 or 10 to 1. How-
ever, Credit Foncier, the great French mortgage company established
in 1852, still uses a ratio of 20 to 1. None ¢of these ratios contem-
plate a separate arma length insurance contract or endorsement of loans
other than thelr own against loas, however,



In 1961 California decided to permit the use of mcritgage loan insurance
for hign ratio loans to further residential mortegage reform In the state.(ul)
It is interesting that pre-1929 law (sections 12420 to 12631 of the Californie
insurance code) pernitted the guaranty for lecans not exceeding 2/3 of the
property valve, & ratio which a lender today would feel no need to insure.
Morecver these siatutes rewain on the books, although obsclete, as it was
felt their repesl might have confused the assembly asked to consider more

modern gusranty law,
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petween the two types of companies. Instead, limits on expansion were
achieved indirectly by means of cash sxpense accounting and m
raserve atandards as well as by company policy. For guarantors there is
slways the danger that management might try to generate cash for ¢claims

by selling ever greater amounta of future claims. In the depression one

of the best managed investment guaranty firms found a voluntarily assumed
ratio of guaranty liability to0 net worth of 20 to 1 inadequate to meet the
severe 1930 depression needs; officials of the company testmed(”) that
a ratio of 15 to 1 might have been satisfactory, with some variance depend-
ing on whether principal were guaranteed as well as interest in expenses.
wWhere principal was not guaranteed reserves were to equal roughly one
year's interest on balance outstanding (at 6% on each mortgage, liabilities
to capital reserves ;alqht be 16-17:1). This more favored sézheme“m of

a partial guaranty would have included coverage of interazt, taxes,
insurance and foreclosure costs but not principal and would have been
similar in its net effect to the modern guaranty 20% of a claim payment
option. Where principal was guaranteed, a ratio of 10: 1 was thaqwht to
have been called for.

In 1961 California decided to permit the use of mortyage loan insurance

for high-ratio loang(a pre=1929 law had always permitted a guaranty of

(39) Quoted in the plger Report, op. cit.
{+7) The solution favored by the authors of the Alger Report.
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loans not exceeding two-thirds value) to further residential mortgage ra-

form in the state. (41)

in the process of amending the law to permit
licensing approval of the Wisconsin guarantor who was seeking sntry,
California created the first thorough legislation treatment of mortgage
guaranty problems. It is to the credit of the mortgage guarantor who
sought admittance in California that it advocated apd participataed in the
drafting of strict rnqulntioﬁ controlling entry, insurance capaocity, and
underwriting practice, reasoning that the concept of mortgage loan insur-
ance would otherwise be discredited by undercapitalized, over-sxtended.
snexperienced "fast buck " operations,

The California Mortgage Guaranty Insurance Act“z)

can be briefly
outlined or described as follows:
1. The deﬂnit't;:na restrict the mortgage guaranty business to amortized
[irst mortgages not exceading 90% of the fair market value of the
real e'htate of a residential building containing ne more than four
family units. The loan must be originated by a state or federally
supervised bénk. uvlnc:l.and loan association, or insurance company.

2. It carefully defines the liens to which a property may be subject

without undermining the nature of a first mortgage.

——

{41) For background information on California‘s mortgage problems, see

iouse and Home, March 1961, pp. 64-65.

(42) State of Caltiornia Assembly Bill No. 1539, an act to add Bection 119
and Chapter 2A to Part 6 of Division 2 of, and to amend Sections 100,
700, 01, and 984 of the Insurance Coda.
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, It calls for the creation of a contingency reserve and spocifically
recognizes it as "established for the protecstion of policy holders
against the sffects of adverse economic cycles."

. It defines “policyholders surplus® as the aggregate of capital,
surplus and contingency reserve.

. The act then puts teeth in the minimum capital requirements by
calling for paid-in capital of at least one million dollars and
paid-in surplus of at least another one million dollars in order to
transact mortgage guaranty insurance in California. In addition,
the act requires a contingency reserve of 50% of the earned premium
to be restricted for 180 months and the commiassioner “shall by
regulation determine when an insurer may make withdrawal from its
contingency resetve™ in any given year in which actual losses ex-
ceed expeocted losses.

. The act then institutes for the first time in this country a liability
ratio which prohibits the transaction of new busineas whenever total
ltability "under its aggregate insurance policy™ exceeds 25 times
the policyholders surplus. Total liability is defined as 20% of the
outstanding balances of all the loans insursd,

. Dividends are restricted to the undivided profit remaining over and
above the total paid-in capital, paid-in surplus and contingency
resarve, and in this regard»as in all others, stock, mutual, or re-

clprocal insurers are a1l bound alike. Moreover, a mortgage insurer
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i3 not permitted to operate {n any other insurance line in California

or elsawhere.

Not only does the act recognize the 20% of claim option of the

lender defined as 20% of the balance of the loan insured, but in

event that this option is exercised, the insurer's liability 18 not

to exceed 80¥% of the actual loss so that the lender is at all times

a co-insurer of the loan which he has created, except where the

guarantor tekes title to the property.

Another interesting innovation, warranted by prescent guarantor

experience, is a charge not to insure loana in excess of 10% of

policyholders surplus secured by propertiea in a single tract or

contiguous tracts; contiguous is then defined as ''not separated by

more than one~half mile."

Rebates and commissions to any person directly or indirectly

interested in the insured lender are prohibited, and published

premium charges must apply to everyone,

Requlred financial statements are similar to those of Wisconsin,

except the statutes specifically require a loss reserve which has

three sub-accounts inciuding:

a. Estimated loases on insured loans which have resulted in the
conveyance of property which remains unsold.

L. Insured loans in the process of foreclosure.

c. Insured Joans in default for four or more months.
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12. Also of interest in the act is the directive to the Commissioner to
give "full consideration to the desirability of high liquidity" of
the investment portfolio ¢f the guarantor. Finally, there is a
speciiic control of any advertising on the part of lenders as to
their use of statements regarding “insured loans."

A reading of Appendix I will r@v&al how this act makes provision for
many of the problems anticipated by the Alger report, 'exoept for those which
arose on the multiple corporate organization and split personality of the
old investment guarantor. Moreover, provisions such as that regarding
lub-dxvlsmhs or minimum capital, codified some of the rules previously
self-imposad By the guarantor. The act obviously makes the Wisconsin
administrative rules and those laws modeled after thé Wisconsin rules

~
appear to be incomplete at best. While the largest mortgage loan guarantor

will comply with California legislation quite willingly, new entries'*®)

into this tuid may avoid compliance By remaining outside of the California

market and that state's jurisdiction. It would appear that the Wiscongin

Insurance Department is under obligation to maintain its progressive regu-

lation of the loan guaranty tnduitry by ndobting by administrative rule the

game standards as those of California, It may then be possible to hasten
reses e

the same reforms in other states. As will be shown in analysis of re==—"
intreduction

T nore conple ¥

3 Regulatory proplems f exp

| competition end The BEEL . Tnese prod
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adequacy, it s particularly important that minimum capital and maximum
{nsurance capacity standards be established that are realistic in terms of
the unijue characterigtics of mortgage loan guaranty and which are not the

standards generally applied to property and casualty insurers,

e M & 2 Master Pol{

The insurance of an {ndividual mortgage 1oan is accomplished under
the terms of a master contraot issued by the guarantor to selected and ap-
proved lenders. Eligibtlity of lendar is determined by velume of assets,
the geographic extent of mortgage lending oparations, the dammatmtgd
lending and appraisal ability of the lender's staif as based on past fore-
closure experience, A master policy {or in a fow states, simply & certifi-
cate of approval') is tsgsued to each acceptable institution or branch offic;.
The number of the master contract identifies all transactions under its
terms. While the master policy is revocable by either party, existing com-
mitments on insured loans are cancellabls only at the option of the lender
with appropriate adjustments of unsarned premium. Each loan insured
under this continuing contract is issued a Certificate of Insurance, and in
S80me states an additional copy of the master policy provisions is ‘unt to
the borrower to meet the requirements of full disclosure acts. The pro-
Visions of the master policy {(a facsimile of which is reproduced in
aPpendix II1) are straightforward, conclse, simple in language and format,

The esasence of the insurance contract is the amount of logs payable,
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which is quoted below because it is the basis for defining maximum poten-
tial liability:

.. -principal balance due pursuant to the mortgage agreement, ac-

cumulated interest computed through the date of tender of convey-

ance (to guarantor by insured) axcluding penailty interest. real

estate taxes and hazard insurance premiums necessarily advanced

by the insured, any expenses necessarily incurred by the insured

in the preservation of the mortgage real estate, and all other

necessary sxpenses of the appropriate prooeedings. including

court costs, and reasonable attorneys' fees not exceading three

percent of the principal and interest due.

It should be notad that the policy provides for minimum, short rate,

remew i

and pro-rate. t charges in the event of cancellation or substitution
and that coverage is avallable only for completed structures. '*! Finally,
fallure of the lender to lubinif a c¢laim within 60 days of acquiring clear
title 15 deemed by oontfaut to be a waiver of the lender's right to indemnity.
This provision prevents the lender from speculating throuéh postponement
of his clatm until 1t bacomes apparent that the property cannot be sold at
a profit. In addition, there {8 the customary clause barring suits for
Tecovery after two years.

In addition to the approved contract there are rating plans for private
mortgage loan insurance on either an anpual or single premium basis, for

both gsingle residential and multiple unit semi-commercial structures.

———

{++) This restriction not only elimlnuté'sh\%mes completed with do-it-
yourself "sweat equity'’ as permitted by FHA-VA, but also forces the
lender to make repairs of damaged property before tendering title to
collect a foreclosure claim.
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1. Annual Premium Plan
1/2 of 1% of amount of loan for first year of coverage.

1/4 of 1% of principal balance dus at beginning of each ranewal year.

2. Single Premium Plap
2% of amount of mortgage for first ten years of coverage.
1/2 of 1% of balance at the and of ten years covering an additional

five~year period.

3. Apnugl Prexium Seni-Commercial Plan
Annual preamium on semi-commercial loans are 3/4 of 1% of the -
original amount of the loan for the first year's coverags, and 1/2

of 1% of the principal balance due at the beginning of each renewal -

Year.

4, e Premiu i= P
Single premiums on semi-ocommercial loans are 3{% of the amount
of the mortgage for the first ten years of coverage. Renewal avail-

able at option of lender for 1% of balance covering an additional

five-year period.



PART 11

SOME THEORETICAL MEASURES OF THE FINANCIAL
STRENGTH OF MODERN MORIGAGE GUARANTY

j Starting Point

CQver the years there have been almost as many measures of financial
strength and reserve adequacy of insurance -cbmpaniet as there have Leen
anclysis proposing them. 'Whue no single set of measures has proven
fully adejuate, the prinociple of relating in some manner total financial re-
sources to potential aggregate losses has characterized most studies. Re-
serve adeguacy is the key 10 apixaising the worth of contracted guaranties
involving future monetary obligations. Insured and government regulators
alike view financial salvency as the touchstone of all insurance obligations.

In attempting to formulate a test for reserve adequaoy of oompnmas
writing mortgage loan guaranty insurance, the Iouowmd principles seem to
be significant.

l. Allocation of premium income to proper raserve accounts, including
unearned premium and losi reserves, must he made on a realistic
basis in view of the expected lag in timing of the incidenoe of loss
after the risk is assumed.

Z. Maximum potential aggregate liability which can be absorbed by

a ¢ompany must be determined by sifitking relationships between

6t
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incurted loss assumptions, premium income, expense allowance,
reserves, capital and surplus items.

3. Investment income as 4 source of financial strength t0 the company
must be gongidered in rel@ttan to nvested assets and cash flow
from premium income to losses or loss reserves.

In pursuitig & test of financial adequacy several special problems are
apparent when loss expectations are el&bliahed for mortgage loan insurers.
First there are those losses which may be thought of as random and unpre-
dictable financial upsets to debtors, which occur independently of cyclical
factors. The cause of such lbs:es could be div;orce. illneas, loss of job,
and so forth, Under the Wisoonsin formula theae losses are paid out of
10% of the curremt earned premium income of the insurer. Next there are
the losses which occur as the result of major cyclical variations, and |
these pose thé major reserve problem for mortgage insurers. These losses
sccording to the Wisconsin law are paid first with a second 10% of current

1)

tarned premium’  and then with funds from the accumulated contingendy
reserve, Disregarding 10% of current eamned premium used to pay normal
fandom clatma, 60% of earned premium is allocated to the expectation of
Severe loages during some‘ future period of economic upset and of this
Smount 50% of earned premiums is segregated in the contingency reserve

to accumulate for 15 years unless used for losses. Just how serious &

e,

\1) Earned premium gains by forfetture of any unearned premium refundable
at time of foreclosure of insured loan.



63

crisis in terms of foreclosure frequency and loss severity can be withstood
by the accumulated contmgency ressrve in any one year or over several
years 18 the critical fasue of financizl strength. The portions of oarned
premium allocated to current losses and the tirst of the cycie losses will

be oonsidered as supplementary contributions to financial adeguacy.

‘ethod of Reserve mulat lysis

The method of analysis which follows involves the creation of two
models which take intc account the provisions of the law relating to con-
tingency reserves, premium levels, expenses, and losses. The first model
llustrates the reserve accumulations available for loss payment from an
insured mortgage loan volume of assumed characteristics; establishing
the maximum liability faced by the insurer es a function of the amortizad
loan volumes assumed, it arvives at a ratic of resarve to maximum liability,
which can be converted, assuming all loans to be the same sizs, to & per-
centage of all claims payabls in full, if all loans insured were claims as
of that moment. This assumption begins where loss expectations sre equal
to frequency of loss times a saverity of loss per oogurrence; if frequency
is set equal to one, then loss sxpectations divided by ssvarity per coour-
fence equals paroentage of claims payable in full or psrcentage of full
claim payable for each insured mortgage. The ratio also may be sxpressed
4% 50 many claims per thousand joans in force, a moasure comparable to
Publt; hed FHA-VA foreciosure figures. As maximum expectation of loss iz

Presuined equal to reserves and a product of claim frequency and severity,
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there ic an exactly invearss relationship betwaen frequency assumption

and severity in terms of percentage of claims payable in full., In short if
the frejuency assuxﬁption is cut in half, the percentage of claims payable
wn full or the percentage of full claim payable on sach insured mortgage

ts doubled. Admittedly these ratios are static and fail to reveal how
annual earned anome; ﬁewly insured volume, and foreclosure losses over
a period of years can affect the financial strength of the firm for additional

future years. A second model lm)'olvmq cyclical loss frequencles and

severity is hypothesized and prasented in Partv l.

The most calamitous estimate of frequency of claim loss any guarantor
could make is that he would be requirad to exsrcise his option to pay only

"\
20 per-wemt-of full claim on every insured loan in his portfolioc by the end

of 3 specified year and as a consequence forego any possible salvage.
Maximum lability of §1,000 of insured, amartized, loan balancas gould
be defined as 20 pb;\;oem-of the full claim that could be reasonably sx-
pected from a defaulted §i,000 Joan balance. Assumptions of the com-
Ponents of & full maximum claim and a calculation of a ratio of total claim
Pyable by the guarantor upon submission of c¢lear title by the lender are

esented in Table 1,
Just as the darkest frequency of joss assumption is made, the assump-

tons of claimg expense components in Table 1 are unnecessarily severe;
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the thought was that if such losses oould be withstood, it may be presumed
tnat anything less could also be wizinstood, For example, to assume that
the default and fcreclosgre procesz «:ill span two years time ig rather
severe in light of pregent mortgage 1=w and lending practice. Where there
is no voluntary conveyance to lenczs: lenders generally initiate the fore-
closure soon after a delinyuency k2. become a confirmed default. To date
thirty states have ejulty of redemi<.on periods of six months or less,
including 24 that have none (see Txsole 2), but under the guaranty contract
a maximum nine-month default pericnd may be allowed befors foreclogure
must begin. Instituting proceedirg= eoould be followed by up to a fourtean-
month foreclosure period, plus an 2=!iowance of one month to close a claim
for settiement. Therefore, a 24-m==1h foreclosure span recognizes the
extreme potentisl loss of the guarazy contract, but it should be noted to
the degree ﬂﬁt duration of the foreuiosure process is prolonged, catrying
expenses ara overstated.

At first thought it would appear in error to make real estate tax. in-
suwance, and maintenance cost fun=.ons of loan balance due rather than
full property valus, as these ta;tcn should represent a growing proportion
of total claim expense as an indiviz .al loan balance declines relative to
assessed or insutabie values. Howwver, on the average, the portfolio of
insured mortgages should achieve a :airly constant ratio to pladged property
value a2 new Vand greater volumes o high ratio loans enter the books and

past insured volumes, a3 a result & termination or amortization, represant
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unamortized loan balance insured.

Description Amount

[ 1]

Mortgage principal due at onset of default $1,000.00
Interest accrued at 6% for 24 months 120.00
Insurance on property for 2 years 15.00
Foreclosure expense as 3% of items 1 and 2 35.00
Real estate taxes 50.00
Maintenance expense 25.00
Claims expense 25.00

Total claim payable $1.270.00

1,270 20
- 25,
1,000 ~ 100 4%

Maximum claim under 20% option —

A 6% interest assumption parallels rate currently being
charged in the Midwest; rate is not compounded as claim
charges purport to be only severe round number estimates.
The 24-month period includes the maximum nine months of
default permissible before instigation of foreclosure pro-
ceedings, a l4-month foreclosure period, and a 30-day
closing of claim submitted.

Property insurance is presumed to include fire, E. C., A. C.,
with an endorsement for vacancy if necessary, plus liability
insurance. The net cost to the guarantor for necessary in-
surance may be far less, for either some portion of an unex-
pired 3-year policy has gone to the benefit of the lender dur-
ing the foreclosure process Or SOME e5Crow arrangement for
the payment of insurance and taxes will provide a portion of
accumulating expenses.

Foreclosure expense as 3% of principal and interest due is
the maximum benefit for such expenses payable under the
contract.

Real estate taxes are computed as an arbitrary 2.5% of mort-
gage principal per year. Assuming a 90% loan on a $1,000
assessed property value, this tax assumption results in a
mill rate of 26.25. Gross tgx loss to lender would be reduced
by the customary escrow plan included in the mortgage repay-
ment terms.

Maintenance expense is a purely arbitrary item as there is
little published experience outside of FHA budget recommen-
dations.

Claims expense is calculated as 24% of the value of the
Property to cover transfer costs of property to lender as well
48 management costs during the period of foreclosure.



TABLE 2. Summary of representative total cost and average time involved in a foreclosure operation.

Representative Average time

State total costs involved
Alabama $ 100 26 months
Arizona 400 9 months
Arkansas 250 5 months
California 250 5 months
Colorado 300 7 months
Connecticut 200 4 months
Delaware 250 5 months
District of Columbia 150 1 month

Florida 350 3 months
Georgia 175 1 month

Hawali 175 1 month

Idaho 200, 4 months
Tllinois 1,200 17 months
Indiana 500 15 months
Iowa 375 1 6 months
Kansas 200 19 months
Kentucky 375 8 months
Loulsiana 250 3 months
Maine 100 13 months
Maryland 350 2 months
Massachusetis 350 2 months
Michigan 150 16 months
Minnesota 225 15 months
Mississippl 140 2 months
Missouri 275 3 months

Source:

State Representative Average time
total costs involved
Montana $350 15 months
Nehraska 250 7 months
Nevada 300 15 months
New Hampshire 175 2 months
New Jersey 275 5 months
New Mexico 250 13 months
New York 500 5 months
North Carolina 175 2 months
North Dakota 250 16 months
Ohio 350 4 months
Oklahoma 350 . 9 months
Oregon 450 1 6 months
Pennsylvania 365 3 months
Rhode Island 150 2 months
South Carolina 225 4 months
South Dakota 200 14 months
Tennessee 150 2 months
Texas 100 1 month
Utah 375 10 months
Vermont 200 12 months
Virginia 200 1 month
Washington 500 17 months
West Virginia 125 2 months
Wisconsin 350 16 months
Wyoming 300 8 months

Legal Bulletin, U.S. Savings and Loan League, May 1958.

LY
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an ever smaller proportion of total insured volumes. As higher ratio loans
are involved, this constant average ratio would repregent a substantial
portion of the property value to which fixed charges are related so that it
is not far off the mark to give them a constant rather than increasing role
in total clalm expense. While individual expense {tems are somewhat
ariitrary, they are related to the Wisconsin scene. Since only Zﬂolzpaen-(
of any exaggerated losg remains in the astimated maximum claim, no
serious distortion would seem to rematn. Therefore, for the remainder of
this study, maximum liability on a given distribution of mortgages insured

will be postulated as ‘Zj_&e_ﬂ:_ of aggregate insured, amortized mortgage

loan balance.

emative Projections of Reserve Accumulations

While absclute dollar amounts of regerve accumulations may be impros-~
slve, reserve projectionsa are more informative, as (1) a ratic of reserves
generated by an ¢riginal loan of $1,030 to maximum liability fncurred on
this single unit, or (2) a ratic of total accumulated reserves at a given
point in time to total maximum liabiiity incurred from a given aggregate
portiolic of Insured Joans adjusted for amortization. These ratios can then
Le converted into standards of maximum loss frequency or severity that
could be withstood by the available reserves; for example, if reserves e ual
{ive per cent of the maximum potential liability and all insured are assumed

€ ual in size then we can also say reserves are sufficlent to meet claims



TABLE 3. Comparison of loss-reserve derived from three methods of accumulation.

(1) ' (2) (3) (4)

Balance due at first of Cumulative contingency Contingency reserve Aggregate cumulative
year on a 6% monthly reserve generated by generated by $1000 contingency reserve
amortized $1000 loan $1000 loan on annual loan on the single $1000 loan balance
Year for twenty vears : premium plan premium plan ' due as per Mo;lel A
1 $1,000. 00 $ 2.50 $1.00 $1.21
2 973. 24 3. 68 3.00 2.15
3 944. 82 4. 82 4. 75 2. 94
4 914. 64 5.92 6.10 3. 65
5 882. 60 6.98 7. 20 4. 40
6 848. 60 7. 99 8.10 5. 45
7 812. 48 8. 95 8. 80 6. 46
8 774.15 9. 86 9.30 7.93
9 733. 44 10. 72 9. 65 8. 38
10 690. 23 11. 52 9. 90 9. 48

69
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in full (under 20% option) if 50 out of 1,000 mortgage loans are fareclosed.

The maximum potential loss factor of 25 ;1er9wm ocan be converted {nto
a rough index of the price delcine of real estate which might occur before iy
became advisable for the guarantor to exercise the 20 ;;-anﬂt option. For
example. a property originally valued at 100 with a $90 martgage loan
could produce a net loss after resale at par following foreclosure of §17,50
{30 of principal due times 1.25 to add in total carrying charges minus §$100
resale price minus $5 for rasale commission costs). Exercising the 20%
option on this lender claim for $112.50 ($90 % 1,25) would cost the guar-
antor $22.50; compared to the first alternative, this figure means that a
property value dacline of only $5.00 or % Q;.fm of original value might
justify the uss of the option. ‘Were the same loan for only $20 the resale
price might decline by §15.00 or 15% (80 X 1.25 X. 2 minus B0 % 1.25 minus 95)
Lefore It became cheaper for the guarantar to use the alternative of the
option. Then if the loan balance had been only §70, the resale price oould
decline from the normal $100 value by §25 or 25 per cent ($9% minus §70 % 1.25
plus $70 % 1.3 x.2) before it would benefit the guarantor to resort to his
20 Péfx{:ﬂnt option.

One method of determining accumulated reserve generated by & single
$1.000 loan unit is demonstrated in column 2 of Table 3; this alternative
18 too simplified to reveal a major source of reserve strength contained

Within the contingency reserve law, specifically that premium earned in the

Past on mortgagee since terminated must remain in the oontingency reserve
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for the full 180 months after first being credited thereto, thus increasing
to significant degree the reserves applicable to the remaining insured
units. A more complex formula for measuring accretion of the contingency
reserve for each unit could be constructed to reflect reserves available

for cells of mortgages of similar age, amortiration, and termination rates.
It would be motre meaningful than the first alternative, but there ig an
implication in measuring reserves for 8 singie unit that each unit has a
specitic claim on reserve funds. However, in actual operation, the aggre-
gate reserve will be available to pay any foreclosure claim regardiess of
the net contributfon of the unit foreclosed to the reserves by the time de-
fault occurs. Reserve per unit figures also fail to show the impact of &
compounding increass of insured martgage loan volume on a reserve-
liability ratio and the relative contributions to income of different premium
sources. Therefors this study will work with a model of aggrogate reserve
sccurulation through time; in the next subsection is an explanation of the
derivation of given numerical parameters; end in the third section thase
known quantities ars inserted into the abstract model, the crank is turned,
4nd the end results are then interpreted for some tentative conclusions and

Ookervations.
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A Theoretical Model of Reserve Accumulation

Itein #1, Let ‘.51.000.000 equal a unit of gavings and loan mortgage loan
recordings in an initial base year of a selected state. As all
figures over a fifteen year span will be a function of this base,
regerve projections derived on this unit can be multiplied by
the number of millions recorded tc find the theoretical total
agygregate reserves from any state in any year of the fifteen.

Item #2. fn = percantagae of yearly increase over year n - 1 in

savings and loan recordings.
Itern #3. A_ = savings and loan mortgage recordings in year n .
A = $1,000,000
A, = $1,000,000(1 + £ /100)

A, = Aa(u—tn/mo;

Alg=a (L4 ll/wcn

Item #4. ¢ = % of recorded mortgages representing 70% or more of
the appraised value of pledged property. Only this
portion of total recordings would be a possible,

logical market for loan guasanty

Iten ¥5. B_ = the totsl potential market for morigage insurance of

any kind in year n .
B =« An(qn/m())

Item £#6. h_ = 7 of utilization or penetration of private mortgage guar
anty by savingg and loan lenders as a % of applicable

situations.
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Ite:mn

Item

Itein

48.

610,

Fil

#12.

C =
n

C =
n

B ®
n

] =
0

P x
n

P =
n

P =
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total volume of newly insured mortgage In year n .
B {h_/100)

1st year morigage volume using annual premium plan,

assuming 80-. of insured volume uses this plan.
C_(82/190)

15t year annual premium volumne written in year n,
assuming st year premium to be , - of mortgage face
amount insured.

. OOS(Dn]

a persiatency factor including an amortization component
and a ‘b (1 - ht a termination rate) of 1st year annuai
premium mortgage volume remaining on books of insurer

at the start of year n after terminations of all types.

D_(P.,) = volume of unamortized mortgage balance renawed

i) =
| 11
R 3
e}
R‘.1 z
R’L“,“l %
R, =
R "
n

under annual premium plan in second year.
(prl) e Dn(PrM)

total amount of written renewal premium in year n,
assuming renewal charge of 1/47 of amortized mortyage

volume unterminated.
0 (no backlog to be renewed)

.005(D_ P _,)

L00S(D__ P+ D P

. ODS(Dle + DZPm—l +... + Dn-lprz)

Item 913, oz(cn - Dn) = volume of written premium on lst year mortgages

insured utilizing the single premium plan, assuning a
single premtum of 2% of mortgage face amount.



ftem #14.

Item §15.

ftem §16.

Iten 417,

Item #18.
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statutory earned premium reserve factors adjusted for
termination rate bt .
10 x }

.ZOKI*bt

.nxl»bm

single premium earned in year n.
q,(8 )

a,(6 - 1) + q (8 - 2)

q (5, - 1) + (@, M58, - 2) ... {q, - a}S))

mortgage volume left unterminated at beginning of 11th
year which is submitted for a 5-ysar extension of criginal
10-year coverage, assuming 1% of loans with extension

(CnPl)(l/IOO)

single premium written on sxtension mortgage volume,
assuming & single premium of } % .
. 00 S(En)

earmed premium factors for extension premiums written
adjusted for a persistency factor.
.20 x 1

20 x .8
.20 X .6
.20 X . 4

20 x .2



Item #1Y.

ftem #20.

Jtem #21.

Item §22.

Item 423,

Item #24.

Item ¢25.

Item #26.

15

Q'n = earned single premium on extension contracts in year n.
Q'n=Q (r, ll
Q2= Q-1 (r, )+ Q=12 (r, )

Q'l'l. = Qn-urn) * Qn(rnl,

T = aggregate earned premium in & 12-month year n.

= 1 | ]
T Pn+Rn+Sn+Qn

U_ = aggregate earned premium on a calendar year basis using
the half-yaarly reserve method.

Ul 2 .5T~-1
UZ = 5{T=-1+7T-=2)
U = ST -1 +'rn}

V_ = statutory contingency reserve addition in year n.

Vn = Un/ 2

V'n = aggregate contingency reserve

The accumulated total contingency reserve prior to year n
= E-V _; andthis figure is added to the increment to

contingency reserve.

The aggregate cumulative contingency reserve = B - Vn and is
noted by ¥'n .

D = the total volume of insured mortgages under the annual
premium plan at the end of year n, assuming it to be
equal to renewed volume in year n-1.

A factor of 1.25 will ad_just annual premium mortgage volume to
include unterminated single premium volume as these two

clasges of business have heen terminated at the same
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rate, amortized at the same rata, and fixed in a rela~
tionghip of £0 to £0.

Item #27. Ln =1.25 Dn or total mortgage volume insured of ten~year
business but excluding the extension renewal morgage

volume.

item #285. Ln r total maximum liability utilieing the 20% option and
its derivative function .26.

[tem #2%. Wn = the ratio of the accumulated contingency reserve V'n
to the maximum liability L'n in the year n times 100
to determine the percentage of total liability claims that
could be paid in full. Wn e V'n/L'n{1D0).

Item #30. W'n =the ratio of a lagged contingency reserve V'n~-1 to
the total maximum liability L'n in the year n times 100
to determine the percentage of claims payable in {full.
Win=V'n-1/L'n{100). |

Item #31. Y'n = the number of foreclosures per 1,000 lnsured mortgages,
assuming homogenelty of volume and number of loans
insured. Yn c Wn/l.OOO .

2 Range of Projections Utiliz e Rese ation Mo

Using the model just outlined, it is possible to derive theoretlical re-
serve projections by assuming a given mortgage portfolio with certain char-
acteristics as to term, interest rate. terminations, and so forth. There can
be no precision implied in a final dollars and cents theoretical result; the
assumed variable parameters necessary to solve the model must be derived
{from averages, arbitrary assumptions, and educated guesswork. Therefore,

a range of reserve accumulation forecasts is offered, utilizing three different
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seis of assumptions as to the essential characteristics of the mortgage
volume to be insured. Data for each set, represcnting a liberal (Model .4),
average (Model B), and an ultraconservative (Model C} viewpoint, are
drawn partly from statistics in California (A), Wisconsin (B}, and Massa-
chusetts (C), a device intended to give these projections & reallstic

nase but not to have any pretense of a market analysis of mortgage lending
or the use of mortgage loan insurance in these states.

The model is extended over a period of fifteen years for each set of
assumptions to sarve two p\irposes: first, loans can be insured for up to
fiiteen years if, when the first 10 year contract expires, the lender elects
to take an opiional 5 year extension for a nominal aingle pramium: seccnd,
such a span can he adi:pted toa riuinber of cycle assumptions. The FHA
theoretical actuarial gycie on which its prerhium schedule was originally
constructed called for five years of depression immediately upon insuring
a loan to be followed by ten years of prosperity. ) The actual FHA ex-
perience fof the {ifteen years since 1945 shows a slight cyclical pattém of
detaults as a percentage of mortgﬁges in fofce about six years in duration
from peak to peak, with three years of increasing foréclcsure followed by
three years rapid decline in home mortqaqes. foreclo.sed and deeds accepted
(3)

in lieu of foreclosure. As the FHA experience was not as aevers ag any

(2) P. &, Mutual Mortgage Insurance Fund, op. cit.

(3) P. 46, 26th Annual FHA Report, op. git.
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theoretical cycle tesgt of reserve adeguacy should be, it was decided to
assume a cycle span, beaginning with initiation of the guaranty business,
consisting of five good years, then five of severe recession, followed by
five strong recovery years. Since a private guarantor may elect when to
initiate guaranty operations, he may be expected to start as business ex-~
pectations are for & rising level of aconomic activity, so that an assump-
tion of five initially good years is not unreasonable. A five year trend will
produce steeper, more prolonged growth and recession characteristics and
will serve to accent effects of changing volumes of insured loans on re-
serve to liability ratios and capital-surplus requirements, whether the
cyclical variations are exaggerated or not.

Fach set of assumptions deals with three basic objectives: determination
ol market and panetration for tha mortgage loan guaranty. first year mdome
and renewal premium income derived from loaﬂs insured, and the me chanical
operations of aggregating income, of adjusting to the half-yearly reserve
accounting system, and of apportioning earnings to reserves. Asidt from
definition of market, the major difierente between each set is In ihe length
of mortgage term and the rate of contract termination. The interest rate of
6% ig typical of ﬁn'evemge savings and loan interest charge and is common
1o each set so that differences in results could be attributed to the more
Slgnificant variables of rate of volume increase. amortization, and termina~

tion. The sctunl mechanical mathematical detail 1s contained in full for



model A in the Appendix; only comparative results are contained in the zody
of the study. An explanation of the juantities assigned each variable in
the model will follow in an {temized order corresponding to each step in
the mathematical calculation of reserves.

Item 1. A unit of one miliion dollars of savings and loan mortgage
loan recordings in an initial base year of a selected state serves as a
point of derivation of loan volume actually Insured. It is not meant to be
e market analysis. Recordings are published for each state in millions of
dollars. Bscause all projections over the fifteen year span of this study
are a linear function of this base year, aggregate reserves generated by &
speciiic loan volume can be calculated by multiplying reserves per million
of recordings by the number of millions of recordings in the {irat year for
any market and marketing period assumed to have the charactern stics of
the chosen assumption set. In the meantime & millon dollar unit common to
each set establishes a base of comparison. An slternative starting point
for aggregate ressrve calculation would be an assumption of the dollar
amount of ingured loans, but such a starting point would eliminate observa-
tion of several important variables which cause an increass or decrease in
hewly ingured volumes.

Item 2. Percentage rate of yearly increase in savings and loan reccrd -

£
ings was calculated by determining the average rate of tncreale( ) for three

———

{4} For a thorough development of the possible growth of savings and loan
business see The Next Decads, October 1959, a research study for
U. 3. Savings and Loan League by the research staff of the University
of Indiana School of Business.
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selocted 5lates as reported in Tables 4 and 5. The two most extreme growth
years were dropped from the averages to find a more normal growth rate in
each state. The probability of savings and loan recordings increasing at &
decreasing rate in coming years would justify use of a straight line applica-
tion of the rate of Increase factor. On the other hand, the introduction of
five recession years in the midst of ten years of compounded growth gives a
modest growth factor over the entire fifteen year span with the aggregate
Increase in recording volume in each set well within the growth ranges pro-
Jected by the group at the University of Indiana School of Business. While
loan volumes might decline in the five year recession pericds of the cycis,
no one has a basis for estimating the possible extent of such a declins.
Indesad extensive, liberal mortgage refinancing might be the order of the day.
While mortgage terms and the need for insurance would alsc change in reces-~
slon, allowances for thesé factors are made in the assumptions below.
Therefore loan volume {s held constant for the five year recassion period.

item 3. The basic mortgage unit, compounded at the rate of growth for
the gelected range, is aggregated at this point.

ltem 4. Loans which represent 70 g/ﬁrﬁat or more of the appraised
value of pledged property are the only portion of total recordings which
might be justified in using & guaranty. The proportion of loans assumed
'o fall in thig class are derived from the national averages assembled by

the U.s. Savings and Loan League and presented in Table 6. The percentages
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TABLE 4. Growth of savings and loan mortgage loan recordings for selected states.

VOLUME OF LOANS QF $20,000 OR LESS RECORDED ON NONFARM PROPERTIES
BY SAVINGS AND LOAN ASSOCIATIONS, ENTIRE UNITED STATES AND SELECTLD
STATES, YEARS 1943-1959 (in millions)

Year Entire U. 8. California Wisconsin Massachusetts
1943 $ 1,237 $§ 113 $ 3 $ 71
1944 1, 560 144 44 89
1945 2,017 186 52 108
1946 3,483 274 89 205
1947 3, 650 334 87 204
1948 3, 629 338 g0 213
1949 3, 646 414 94 203
1950 5, 060 666 122 244
1951 5, 295 655 130 242
1952 6,452 854 161 271
1953 7,365 940 218 314
1954 8,312 1, 046 265 324
1955 10, 452 1, 497 281 385
1956 9,632 1,517 278 327
1957 9,217 1, 634 239 117
1958 10,516 1, 775 220 307
1959 13, 094 2, 641 288 351
°a£Im::omplete

Source: FHLB Board as furnished to U. S. Savings and Loan League

ANNUAL PERCENTAGE RATE OF GROWTH OF SAVINGS AND LOAN RECORDINGS,
ENTIRE UNITED STATES AND SELECTED STATES, FOR PAST TCN YEARS ON
PRIOR YEAR RECORDINGS

1959 24. 9% 48. 8% 30. 9% 14. 3%
1958 14. 4 8. 6 -7.9 *
1957 -3.3 7.7 -14.0 *
1956 -8. 8 1.3 -1.1 -15.1
1955 25. 7 43.1 6.0 18. 8
1954 12.9 11.3 21. 6 3.2
1953 14. 2 10.1 35. 4 15.9
1952 21.9 30. 4 23.8 12.0
1951 4. 6 -1.7 6. 6 -. 8
1950 38. 8 60. 9 29.8 20. 2
Total 145 220.5 131.1 $8. 5
Average 14. 5 22.1 13.1 6. &
Adjusted™* 10% 14% 9% 6%

*
Not calculated as figures were incomplete.
**ma.ﬂ.e ls adiusted to drop out 1950 and 1959 exitremes, with adjusted



-A3LE 5. Growth and volume of savings and loan recordings summarized.

Tor cent of increase
rom 1945 to 1959

AVEerage increase
L¢r year — total /15

Fer cent of increase
irom 1950 to 1959

Average increase
rer year — total/10

ror cent of increase
Iom 1955 to 1959

Avarage increase
rer year — total/5

~d)usted average

U. S. California Wisconsin Massachusetts
649.2%  1419. 9% 553. 8% 325. 0%

43. 3 94. 7 36.9 21. 7
258. 8 396.5 236.1 143. 9

25.9 39.7 23.6 14, 4
1%5.3 176. 4 102.5 91. 2

25.1 35.3 20.5 18. 2

10% 14% 9% 6%



L ETR A Fooeo o v ze A revpab ke o Thie typEe al ettty e Iyt al Teean U poare v e pale st o e
maorboonge Jowine (conve nteenal) (FHegpontad an the sprdng of cach yean).

Typical Maturity 1953 1954 1955 1956 1957 1958 1959 1960

Under 10 years 1. 0% 2. 4% 1.9%) 0 o
10 and under 12 years 30.0 23.0 24.7 ) 23. 9% 19. 6% 18. 7% 12. 7% 8. 6%
12 and under 15 years 31. 2 29. 8 22. 6 23.6 24, 2 22.5 17. 4 16.3
15 and under 17 years 30.7 35.3 35. 4 35.3 36.0 36.1 35.0 32.7
17 and under 20 years 4. 8 5.3 8.8 8.5 7.1 9. 9. 12.6 14.9
20 and under 25 years (12.9 12.3 20.7 25.1
25 years and over 2. 3 42 6.8 8.7 ( 0.2 0.5 1.6 2.4
Total 100% 100% 100% ' 100% 100% 100% 100% 100%
No. of assn's reporting 690 796 1,154 1,623 1,593 1,550 1,600 n. a.
Typical Loan to Purchase
Price Ratio 1953 1954 1955 1956 1957 1958 1959 1960
75% and over 4. 6% 7. 8% 13. 6% 11. 9% 9. 2% 16. 4% 24. 0% 26. 8%
70% and under 75% 10. 6 16.2 21. 6 25.0 24. 7 27.3 34. 0 32.1
65% and under 70% 28.7 26.9 31.1 30.3 30, 6 30.2 25.0 26. 6
60% and under 65% 29. 9 29. 6 32.3 23.5 25.1 20.3 12.0 11.3
55% and under 60% 10. 6 9.7 4.3 3.7 2.9 2.0 2.0 1.0
Under 55% 15. 6 10.5 7.1 5.6 7.5 3.8 3.0 2.2
Total 100% 100% 100% 100% 100% 100% 100% 100%
No. of assn's reporting 564 710 1,066 1,532 1,451 1,434 1,454 n. a.

Data for 1953 was based on all types of loans; data for 1953 and 1954 was based on houses selling for $10,000 to $15,000;

data for 1955 to 1959 was based on houses selling for under $15,000; data for 1960 was based on houses selling for
$15,000 and over.

NQTE: The above data ar~ basod on reports to the United States Savings and Loan League from a representative group
of savings and loan ansaciations.

€8
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selectad must be rather conservative, as in the urban areas, where the bylk
of savings and loan business is done, as much as ESK&M of the loang
made are in axcess of a T0 pcémm foan-to~value ratio. The proportion o!
such loans made in a recession {s 8 ditficult assumption to make; in theary
high ratio longer term loan could achiave the lower debt service charges
made desirable by falling income. On the other hand falling ¢onsumer in-
come would reduce the number of qualifisd borrowsrs, enoourage conservatism
among néw boarowers not seeking refinancing, and cause the lender several
severe losses on high ratio existing loans, disocouraging the lender from
making this type of loan. However, the reduction in this percentage of
loans in exoeas of 70 .;;égy was arbitrary, as there 1is just no historical
situation using high ratic loans; it is possible that any reduction in avirage
loan ratic in & recassion might ocour as a shift from 90 to 80 and 80 to Y0
M&gzg loans on reducsd appraisals in which case the total parcentage
over 70 per cant would not be affected.

Item 5. The product of Jtems 3 and 4 is the maximum potential market
[r & guaranty in the field of savings and loan lending.

item 6. Percentage of utilization or market penetration of mortgage
¢ aranty insurance was selected as a reasonable estimate after study of ex-
Perience to date of a company in the field. Use is presumed to increase
Wroughout recession as a result of two assumptions: (1) that the gusrantor
“auld continue to be solvent and thus gain added Jnder respect, and

{2) that lenders would be more inclined to ingure those high loan-to-value
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ratio commitments which they did make. The most Jiberal estimate of loans
insured never reaches more than a third of the insurable volume as lenders
may use other alternatives such as FHA. reserve accumulstion, or con-
servative loan policies. Should the penetration rate be overly optimistic,
the error is largely offset by the conservatism of jtem 4.

Jtem 7. Total volume of loans newly insured each year is the product
of Items 5 and 6. Actual projections could begin with this tigure.

jtem 8. Total volume of newly insured loans is divided between the
annual premium plan and the single premium plan. Each type of business
is assumed to contribute one half of annual written premium; since 2%
single prem{um 1s 4 times as large as the first year 4% annual premium,
the net premjum written on an annual basis would represent 4 times a& much
loan volume. Thus it i8 assumed ﬁééwt of insured volume is on the
annual premium plan and the remainder on the single premium plan. Only
the annual premium business is considersd in the next few steps. hence
the factor 0.8 to determine volume written on annual basis; the remaining
29% of volume reappears in Item 13 for conversion to sarned premium derived
from single premium plan business.

llem 9. Total volume of Joans newly insured under the annual premium
Plan muttipiied by the first year premium of {% provides the total annual
®emium written and earned in & period of 12 calendar months.

Item 10, Determination of premium written and earned in 12 calendar

Tonths from renewal of annual premium business reguires an assumption of
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a persistency factor which must include an amortization component and a
persistency component of (1 - b), where b is the termination rate ot loans
wnsured from all causes on an annual basis. Loan volume is amortized ag if
all loans in a given set of agsumptions were either for 15, 20, or 25 year
terms at 6% interest with level monthly payment of principal and interest. (5
The longer the term, the more liberal is the assumption set. while a fifteen
year term is far too conservative for actual lending practice, its use will
sxaggerate a tendency for stronger reserves in relation to liability, should
there e one, for the faster reduction qf loan balance and hence liability
outstanding. In practice a portfolic of loan guaranties would be of mixed
maturitiea, but such & mix can be simulated by developing a weightad average
of raserves generated by each model bazed on a single term.

A termination rate must be hypothecated from ¢comparable experienoce.
The average age of an FHA mortgage upon termination from any or all causes
has ranged from 7.55 years in 1951 to £.6) years in 1959, for 1 to 4 family
motigages insured gnder Becuop 203, (6 Savings and loan groups ha.ve no
data collected on termination rate, although turnover rate of investable port-
falio {8 once every 7.% years. Therefore a spread of termination rates, based
on the average age of mortgages divided into 50, 50% being the proportion of

loans tnsured terminated within the average or half-life term. Censequently

e

(%) nthl ¢ ugtt n zation 8 4th En-
larged Edition; Financial Pubiishing Co., Boston, 1940.

(b)) P, 4, 26th Apnual FHAReport, op. git.
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a termination rate was selected of 67 (hali-life of B.33 years) for 25 year
loasns, 7% (half-life of 7.4 years) for 20 year loans. and 8% (half-life of
¢.5 years) for 15 year loans. Such a narrow spread recognizes that a

25 year loan is not expected to have & much lower rate of termination than
a 15 year loan a8 mortgage loan term ix more a function of monthly payment
size than sxpected duration of home ownership,

Although termination rate has been appliad on a straight line basis, it
{s mare natural that termination of prepayment or sale of property would
increase as the loan grew older., By the same token terminations due to
foreclosure should deciine as owner squity increases over time. Ag little
real information as to the timing and slope of a terminatton factor for savings
and loan mortgages is available, and 80 it {8 a workable agsumption that a
level rate of tarmination is an average of a termination from prepayment trend
moving upward and inversely to the trend in foreclosure rate, even though in
Practice the net termination siope would tend to move upward over time. It
is further assumed that the level rate includes terminations from all causes,
other than maturity of the loan as in no case does the insurance run for the
full term,

Item }J}. Newly written business i{s carried into the renewed, amortized
lnsured volume as a product of the appropriate consistency factor times the
Xiginal mortgage volume insured on annual premium plan for each of the
dlne succeeding years. The aggregate volume of each year's annual renewal

volume, adjusted for amortization and termination, serves the model twice;
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onca in Item 12 as the base for calculating the annual renewal premium
written and earned in 12 months and once again in Item 25 as & base for
determining a total unamortized 1oan balance insured by the guarantor at the
end of any given year.

Item 12. The aggregate loan volume renswed is multiplied by the
renewal premium of 1/4% to produce the annual renewal premium written
and earned in 12 months.

Iteq 13. The remaining 20% of total loans insured multiplied by the
single premium of 2% produces the total single premium written on new
business for a 10 year period of coverage. These premiums must then be
converted to earned premium on a 12 month basis.

Item 14. To reduce original written single pramium business to earned
premium, a termination factor and an earned premium factor are required,

The same termination rate snd hence persistence factor is assumed as util-
ized for annual renewal premium volume. In actual operation the inertla of'
the insured savings and loan would tend to hold terminations down for single
premium business as compered to annual renewal business where the oppor-
tunity to reconsider the need for insurance is placed directly before the
lender each year. The differance should be small, however, and its inclusion
here would unnecessarily complicate determination of maximum liability,
Number of loans insured. and other factors which require aggregation of the

Wo classes of business.



g9

The sarned premium factor to be multiplied by premium written is
specified for each year the insurance remains in force by the provisions in
3.07 WI3. ADM. CODE (age Appendix). The earned premium faciors are
weighted to release the majority of written premium to income in the early
years, which are deemed to be the years of greatest exposure to loss.
Consecuently, a mortgage on the single premium plan will generate more
earned premium in the first {ive years than will & note on the annual premium
basis.

ltem 15. The earned premium from both the current year'as insured
volume and the remaining volume of past years still insured under the single
premium plan s totaled for each year to produce sarned premium on single
premium volumes for & twelve month period.

Item 1 6. Plans of the present guarantor call for the use of a tive ysar
optional renewal extension at the end of the tenth year, for which all husiness
will be written on a single premium basis. BSince the essence of tha privats
Plan is to insure the riskiest top 20% of the loan and to cover only the
uncertain seasoning period of the firat ten years, the need for a renewal of
tive yoars after the first ten yaars have passed is unproven. To recognize
such an indeterminate source of liability and income, it was assumed that
one-half the remaining 25 year loans (1/2 times 40%) would renew as & 90 %
25 year loan would not be amortized below a oritical 70% ratio in ten years;
174 of 20 year loans remaining in the 11th year would renew (1/4 of 30%),

and none of the 15 year mortgages would find it necessary to renew. These
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estimates of sxtension renewals may be high, but the assumption produces
the minimum Increment income that could be of significant value to the
projections.

Jtem 17. Premium written on extension mortgage loan volume is the
renewed volume multiplied by the single premium of 1/2%, and the premium
written must then be converted to the premium earned in 12 months.

jterg 18. Since 3.09 of the W15. ADM. CODE makes no provision for
spacial proration of the single extension premium, it i3 allocated to earned
premium according to 201.18 WIS. STATS., that is, prorated in 5 equal
portions. Coupled with the earned premium factor {s an assumed termination
1ate of 20% per year for each original renewal volume, a rather high assump-
tion which reflects the doubtfu}l utilization of the extension option.

ltem }19Y. Total earned extension premium for a 12 month period 1z deter-
rined by adding earned premium from each snnual unit. These totals appear
only in the last flve years of the model, since it was assumed the guarantor
Dejan operations in the year 1; since no 1% yoar mortgages were renewad,
Items 1 ¢ through 1% are omitted in modsl range C.

em 20. The aggregate earned premium in a 12 month period is deter-
kined by adding the earned first year premium, earned annual renswal
Premium, the earned aggregats single premium. and the earnad aggregate
$xtension premium, all 12 month totals which are recapped on the work
Sheet for ease In computation and to indicate proportionate contribution of

*4ch premium source to annual earned premium as the vears progress.
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Item 2]. The reserves required by regulation are based on calendar
year accounting so that is {8 necessary to convert the sarned premium on a
12 month basis. Under 201.18 conversion can be made either under the half-
yearly reserve or the monthly reserve method. While the latter method would
be used in actual operations as most reflective of a regular growth in monthly
premium written and earnad, this model uses only yaearly aggregate figures
s0 that the monthly system ls not applicable and the half yearly reserve
method is indicated. As a result one-half the aggregate earned premium on
a 12 month basis is released in the first calendar year, and the remainder
released in the second calendar year so thet earned premium for & calendar
year bedomes 8 moving average of premiums earned over a 12 month'lpan.

Jtem 22. Bection 3.09 (4c) requirés that the contingency reserve incre-
ment in the calendar year aqual one half of all premium not assigned to the
unearned premium reserve, §.e,, sarned premium in & calendar year.

Jtem 23. The accumulatsd total of the contingency reserve prior to the
year in question is added to the Increment to contingency reserve to datarml;xe
the aggragate contingency reserve at the end of any given year, shown in

Item 24,

The accumulated dollar amount of the contingency reserve is of little
significance to the insured or the insurance regulator until compared to the
liab{lity fncurred on the mortgage loan balances ingured. The investor, on

the other hand, is interested {n the accumulation of the contingency reserve
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\n relation to invested capital due to its value as a tax sheltered investment
fund that will, {f not used for policyholder losses, provide leverage inoome
on his stock investment and a prime source of dividend income after the first
1:0 months of operation. In the early years, of course, the unearned premium
reserve would be a prime source of leverage for the investor. However,
refore estimating contributions to company income {rom invested reserves,
adequacy of reserves c¢an be studied to moasure their capacity to fulfill
insurance commitments. With this objective, the following calculations are
made:

Item 25. It can be presumed that the barower would make some payments
on a loan before foreciosure took place, cor that the barower could sell the
property immediately upon encountering unexpected financial problems in
the firgt year before any decline in prices was too significant. Therefore,
insurance volume subject to foreclosure in the {irst vear is assumed to be
the first year business remaining unterminatsd st the beginning of the sscond
year. A previous determination for unamortized and-of-year insured balanoss
is available for annual premjum business in Item 11; this aggregate must be
adjusted upward to derive total insured volume.

Liem 26. To determine total, end-of-year amortized annual loan balance
it is only necessary to multiply the annual plan insured volume aggregate
in Item 11 by a factor of 1.25, as these two classes of business have been
terminated at the same rate, amortized at the some rate. and fixed in &

relationship of 20 to 20. End of year balances create comparability with

Teserves calculated as of the end of & glven year.
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Jtem 27. The annual aggregate amertized loan volume thus adjusted
groduces the net insured volume for the first ten years of business but ex-
cludes the extension renewal ioan volume for years 11 through 15.

jtemp 26. The exiension renewal volume is introduced using the 11th
year volume unterminated as of the beginning of the 12th yoar as calculated
in Item 16 as the Increment to total insured volwume for the 11th year, with
the pattern repeated for each consecutive year.

Item 29. Aggregate amortized insured loan volume is the total of Item 27
plue the adjustments for Item 28 in the 11th throygh the 15th years.

iterm 30. The maximum liability incurred on the net insured volume of
Item 29 can be determined approximately by multiplying the net volume by
the loss factor 0.25, a value assumption which was establighed previousiy.

[terg 31. Maxtimum liability incurred is the product of the cgonstant .25
and Item 29.

{tem 32. The total accumulated contingency reserve as of the end of
each year is recapped from Item 25 for visual gonvenience and computational
aid.

item 33. Total contingency reserve divided by maximum liability and
ltem 31 for the corresponding year determines the percentage of maximum lia-
bility payable in full from the contingency reserve. If each mortgage insured
{8 assumed to be of the same original amount, this percentage ¢an be con-

vVerted into foreclosure rate per thougand mortgage loans insured by multi-

Plying ry 1000.
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jtem 34. Since the loss factor assumption of .25 containa the presump-
ron tnat claims would not be payable until 2 years after default, there is an
implication that claims arising out of first year business foreclosures could
t e paid from the contingency reserve accumulated at the end of a two year
period following toreclosure. Therefore & ratio of contingancy reserve at
the end of the second year to maximum liability as of the end of the first
year may ue more indicative of the total reserves available for paying losses
and may highlight the fact that there is no reguirement for the business of
each year to carry its Oown weight or that reserves are to be spared for
claims a& yet unincurred on business already on the books. The value of
such & ratio is limited by the implication that losses incurred in the ourrent
year can be paid from next year's income; since financing with expectations
of non-vested fnoome is not sound practice, this ratio indicates cash re-
source adequacy but is not any more indicative of financial strength than
that of [tem 33.

Item 35, To psrmit comparison between reserves accumulated by the

87gregate process, the reserves computed on a single $1,000 mortgage loan
unit ak in Table 3 contingency reszerve dollars have been converted to a

tase of $1,600 of amortized mortgage balance.

The contingency reserve is not the first source of financial strength,

however. Losses must be paid from annual earned premium until ejual to

..« ot the carned premtum in any one year; snd this esrmed premium is
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augmented by forfeiture of any unearned premijum c¢redited to the account of
a foreclosed mortgage. The liability-to-reserve ratic in this model assumes
eacn and every mortgage insured to be of equal amount and term and fore-
cloged all in just one year. With a frequency of foreclosure of 100%, the
entite unearned premium account would be forfeited and used as a supple~
ment to the contingency reserve. To calculate the unearned premium as in
Item 36 one must first convert the single premium written  volume

1o unearned aggregate premium reserve by means of the unearned premium
factor given by 3.09 (5) Wisconsin Andm. Ins. Code and adjusted for

terminations and withdrawals.

Item 36. In Appendix V single premium written per annum multiplied by
the unearned premium factor times the appropriate persistency factor indi-
cates the major sourge of unearned reserve is the single premium business,
Extension ranewals provide a minor source of reserve, while arnual unearned
premium on the monthly or half yearly reserve system contributes the re-
mainder. The total of these unearned reserves is then converted into a ratio
10 maximum lability as determined in Item 31. This ratio can be expected to
move inversely 1o the contingency reserve, except to increase where thor¢
s a notable sxpansion in pfemium written.

Item 37. To determine the percentage of maximum liability payable from
2% of snnual earned premium before the contingency reserve and forieited

uncarned premiurm are utilized, it is only necessary to multiply the calendar



year earned premium in Item 22 by 207% end divide by maximum liabllity as
detercined in Item 31.

Item 3%, Bince the percentage of maximum liability payable from earned
premiult, unearned premium, and on cumulated contingency reserves ls set
on the same base, it 1s possible to add each percentage for the toial per-

centage of maximum liability payable from theso funds.

The selected ranges of parameters summarized in Tabla & were plugged
into the procedural modsel, and the complete calculations form a consider-
atle volume of work sheets. In the interest of brevity and economy of
reproduction Appendix IV holds only one complete set of work sheets,
specifically those of Model A. Tfm final results of all thres mode] ranges

are summarized in Table & in the following section of analysis,

alysis of Regerve ndg Projected by the Accumulation Models

The accumulation models are of analytical value in obgerving the vari-
ables which affect reserve adeguacy, the basic results which may be con-
verted to a test of ade.uacy, and the potentlal reserves which a private
cepital enterprise can generate as compared to parallel government agencies.
Scanning the comparative summary in Table & indicates that while thers is
8 very big ditference in the total mortgage volume insured in A, B, or C.
there 15 not so great a variation in the ratio of reserves to liability under any
onc eet of assumptions. However, several significant relationships should

L¢ underscored.
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TABLE 7. Summary of parameters assumed for projection of contingency
reserve accumulation models.

Years
Factor 1-5 6-10 11-15

Per cent growth of mortgage A 14% None 1 4%
loan volume compounded B 9% None 9%
from year to year C 6% None 6%
Per cent of total loan vol- A 50% 34% 50%
ume in excess of 70% B 40% 27% 40%
loan-to-value ratio C 25% 20% 30%
Pfirvgte;tm%fnuzhzai“o” of A 06-.18 .20-,28 .31-.43
?Or Lo exgeggmns;‘g?,/nce B .06-.10 . 11-.15 L 16-.20

s ng (U C .04-.08 .09-.13 14-.18
loan-to-value ratio -
Per cent of terminations from A 6% 6% 6%
all causes as per cent of B 7% 7% 7%
first year volume (linear) C 8% 8% 8%
Per cent of 1nsu.red loaps A-B=C 80% 80% 80%
on annual premium basis
Per gent of 1nsgred loa'ns A-B-C 20% 20% 20%
on single premium basis
Per cent of renewal of A - - 20%
remaining insured loans B - - 72%
at beginning of 11th vear C - - None
Insured loans @ 6% inter- A 25 yrs. 25 yrs 25 yrs
est, monthly amortization, B 20 20 20
have term of C 15 15 15
Half-life of insured loans A 8.33 yrs 8.33 yrs 8.33 yrs
portfolio | B 7.14 7.14 7.14

C 6.25 6.25 6.25
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TABLE 8 Comparattve summary of reserve accumylation model. %
Description lety. 2pdyr  Mdyr  Athyr. _Sthyr  éthyr.  Tthyn  Bthyr  othyr.  10th¥e 1ithyr,  12thyr, 1ith yr Ldth yr. 15thyr
27. Total insured amor= A 27895 72,785 138,554 229,286 349,550 424,414 501,836 581,181 661,839 734.10% 921, 804 1.154,313 1,439,778 1,784,043 2.236, 979
tized mxigsge valume B 21,723 41,125 76,853 110,393 146,320 169,813 190,710 211,605 232,348 248,168 298,336 155,153 420,026 493, 257 58l, 792
C RBID 19,338 31,875 46,521 ' 61,189 72,094 BL143 94213 105219 115231 143, 638 177,559 213,119 252,188 294, 508
31, Maximum lMability ax A 6,924 18,196 14,639 67322  E7.3B8 106,104 125,459 145 295 165,460 183,520 230, 451 288,578 359, 945 447,047 559, 245
25% of insured amor- B 5,431 1178 19.138 27,698 36,580 42,453 46,678  52,90: 58,087 82,04z 74, 384 88, 838 105, 007 123,314 145, 448
tized mortgage volume C 2,202 4,835 7,894 11, 380 15, 297 18, 024 20, 784 23,553 26,304 28, 808 35, 910 44, 389 53, 280 b3, 04T 73, 627
12, Toral cumulative A 13 142 454 807 1.347 2,01 2,812 3,707 4,721 5, 857 7r 220 5018 11, &0 14,088 17, 582
contingeney raserve B 26 102 228 404 [T 926 1,233 1.313 1,947 2,383 2,832 3,47 4.111 £, 029 5, 984
at end of year c 11 43 96 172 276 402 544 706 888 1,089 1, 332 1, 619 2.012 2,452 2, 964
33, Per cent of maximum lia- A 0.4B%  0.78% 1.31%  1.al% Lsa% L aI%  2.24%  2.35%h  285%  3.19%  313%  312% 3.13% 3. 15% 3.14%
biltry payable in full B 0.49%  C.86% 1.B1%  1.46% 1. 76% 2 1a% 2. 64%  2.97T%  3.35%  3.79% 3, B0%  3.8sh 1.91% 4. 08% 4.13%
from conringancy raserve G 0.50% 0. 89% 1. 21% 1.51% 1.73% 2.23% 2. 62% 3. 00% 3.36% 3. 78% 3% 3. 69% 3. 7% 3.89% 4.03%
34. % of max. Labiliy payable A 2.05% 2.50% 2, 33% 2.31% 2.32% z. 65% 2. 96% 3. 25% 3. 54% 1 91% 3 9% 3. N% 3.91% 3.93%
in full from contingency B 1.87% 1.91% 2. 11%  2.31% 2.53% 2. 90% 3.27%  2.68%  4.05%  4.58m 4 5a%  4.63% 4.79% 4, 85%
reserve lagged one year o] 1. 94% 1,98% 2.18% 2.43% 2, 62% 3. 02% 1. 40% 3, 80% 4 14% 4, 62% 4, 50% 4. 53% 4. 60% 4, 70%
|
35, Contngency reserve par A 119 1,95 3.28 3.42 3,85 4.78 5. 40 6 37 7.53 7.4 7.83 1.81 1.42 7. 87 7.86
$1,000 of total insured B 1.21 2.15 2. 94 365 4.40 5, 45 6. 46 7. 43 8.38 9. 48 9,49 9. 6} 9.79 10.19 10.28
mortgage volume C 1.5 2,77 3. 78 4.73 5, 64 6. 96 8.13 9,37 50, 54 11,80 11, 58 1. 54 11.76 1214 10,07
36, Per cent of maximum liability A 1. 40% 2.19% z. 0t% 1.81% 1,39% v, 69% 1. 62% 1. 55% 1. 50% 1.47% 1} 59% 1. 63% 1. 67% 1. 70% 2.10%
payable from forfeited B 2. 86% 2.23% 2. 06% 1. 95% 1, 92% 1. 69% 1. 64% 1. 56% 1.52% 1. 54% 1. 68% 1. 8% 1.7C% 1. 70% 1.69%
unearned premium C L A0% 2.38% 2. 24% 2.14% 2. 06% 1. 54% 1.89% 1. 89% 1.82% 1, %% 1 92% 1, 93% 1.92% 1. 90% 1.85%
|
37, % of max. lability payakle A 0.19% 0.24% 0. 25% 0. 25% 0, 25% 0. 26% 0. 25% 0, 25% 0. 25% 0.26% & LT g.25% 0.25% 0.25% 0.25%
from 20% of earned preminm B 0. 19% 0.26% 0. 26% 0.26% 0.26% 0.27T% 0. 26% 0. 26% 0. 26% 0.26% 0.26% 0.26% 0. 26% 0. 26% 0.26%

before use of reserves o 0. 20% 0.26% 0.21% 0.27% 0.27% 0. 28% 0. 27% 0.28% 0. 28% 0. 28% ni.aw. 0.25% 0. 28% - D. 28% 0.28%
{Ttam 21 X .2 + Item 31}

38, Per cent of tota]l maximum A 3. 071% L. 2% 3. 62% 3. 47T 3. 6% 3. 86% 4.13% 4. 16% 4, 40% & N% | 90% 5. 00% 5. 05% 5.10% 5. 49%
lisbility payable from oantin- B 3, 24% 3. 35% 1. 50% 3, 6% 3. 94% 4, 14% 4. 54% 4 19% 5.13% 5 5% 4% 5 79% 5 87% 6. 04% 6. 08%
gency reserve and retained c 3, 30% 3.53% 3. 72% 3, 92% 4.06% 4, 315% 4.75% 5. 17 5 46% 5, 0% 5I 90% 5. 90% 5, 98% 6 0 6. 16%

sarnings
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Analysis of the variable agssumptions is directed first toward the failure
of reserves to grow faster than liabilities ag growth revives in the tenth
year, particularly in the model range using the 25 year loan term.

1. Rate of growih of the volume of loans insured is apparently the most
important variable which materially affecis the ratio of reserve accumula-
tiong to liability. This growth factor, as {llustrated in the model, is &
composite result of the general growth of savings and loan mortgage volume
(in Item 2), the percentage of mortgages exceeding a 70 ,ﬁkg&ﬂt loan to
value ratio (in Item 4}, and the parcentage of these loans utilizing the
qguaranty {in Item 6). Charte 1| and 2 {liustrate that in sach model range
A, B, and C, resarve ratios grow steadily and are almost equal until the
resumption ¢f growth of volume (following the stability of years 6-10)
abruptly reduces the rate of increase for the yaars 11«15, [n the case of
Model A the regerve ratio begins to decline in year 11 and is unable to
increase through the 15th year. The growth in liability for Model A was
somewhat steaper than its growth in reservas due tc its lower termination
rate and larger volume of extension renewals in years 11-15 offset hy a
reduced sarned premium of 1/10 of 1% per annum,

2. Rate of termination is & second critical variahle for the ratio of

reserves to liability. One half of the earned premium generated from termi-
nated contracts must remain in reserve for the remainder of the 120 month
reserve period. This fact means that in 4 yeers a termination rate of 6‘,9/‘1"

Cenk per year oould increase the reserves applying to remaining fnsured
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volumes by 24% (were there no dilution from newly insured volumes of mort-
gajes). The lower 6 p:r_mm termination rate in A helps to accent the
dllution of the reserve ratio as compared to C, since a termination rate of
s%w will produce a third more accumuleted reserve than one of 6

per ¢ant.

3. Amortizstion of loan volume affects adequacy both as a type of
termination and as a control on the moral hazard due to the increase in
vorrower equity. Congldered as a termination, amortization enjoys a magni~
fied eifect on reserve adequacy under the single premium plan; the written
single premium {a8 released to earnings and reserves under the statutory
formula, thereby sxaggerating reserve contributions in the early years. This
accejeration of reserve inements is not to be found on the annual renewal
plan where premium income is halved and declines with the rate of um&rtlzm
tion after the first year. Therefore, reserves accumulate most readily where
rate of termination plus amortization exceed rate of growth as in the céue |
of Model C. Evan on the annual plan, amortization reducas tha liability base
on which the premium is paid, which might have some slight effect on severity
of loss in the event of foreclosure. Important too, amortization can be seen
45 an Increase in owner equity. as this ejulty is a kind of co—mlural;lce re-
ducing both the frequency and severity exposure of the insurer.

<. The gingle premium share of premium written has a significant effect

on resorve adecuacy. As a result of the special unearned premium factor

Bszumptions stated in the administrative rules for single premium policies,
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rojether with the contractual provision for forfeiture of unearned premium

in the svent of default, the single premium plan can bring more than average
resarves to bear on foreclosure situations in the earlier years of the guar-
anty contract. Moreover, the more rapidiy a collected premium is earned
and allocated to the reserve, the larger the amount which is available after
policy terminations to offset diminishing liabilities of the remaining old

husiness.

Reserve Ratiog and Loss Expectations

The reserve to liabllity ratios resulting from the accumulation model
should be tested in terms Of loas expsctation and compared to reserve ratios
used by analogous institutions. The contingency reserve accumulation plus
207 of earned premium is presumed under the statutes to be adequate to
cover the insurer's maximum expectations of loss. Assuming all mortgages
insured to be a claim, the ratios on the summary sheet indicate the per cent
of claims payable, the maximum loss being 25% of net {nsured mortgage
volume. Were loss severity halved (i.e., 12.5% of net insured mortgage
volume), the frequency rate of loss could double before reserves would be
exhausted. However, this relationship, while it also remains true for the
Per cent of claims pavable from the first 20 w%ﬂ of earned mﬁlﬂm- does
not hold for the proportion of claims payable from forfeited uncanibd premium.

If the forecliosure frequency rate were to be halved, only half of the unsarned

Premium account is forfeited and made available for claims as 8 portion of

Earned income.
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whatever ratio of claims payable to insured mortgages i3 selected,
assuming maximum loss or some proportion thereof, and irrespective of
whether the reserve {rora each class of ratio is totaled or considered sepa-
rately, the ratic may be read as forecicsure per thousand. For example,
the maximum liability can be paid in fullf;f'n.? mortgages out of 1,000
in the 10th year assuming all morigages are §12,500 {n original amount
and with the characteristics of those in Model A. That number of mortgages
foreciosed gains significance when it is pointed out that FHA foreclosure
fre quency for all types of FHa loans presently averages about 6.5 fore~

closures per 1,000 loans. (7)

Were ratained earnings and forfeited unearned
premiums totaled in this ratio, foreclosures at & rate of 49 per 1,000 loans
could be handled in the 1 0th year under the aua;:mption- of Model A

with the assumption that the option to pay 25% of the claim is cheaper
than resale of an accepted title at some discount from a par value of 100%,
reserve ratios can be a rough measure of ths extent of price decline in 8
reriod of rising foreclosure vate. Por example, assuming a mortgage with an
%5 per cent loan to value ratio, and assuming that a property sold at par
would net after expenses 95% of par, the price decline necessary before the
2( 7% option actualiy raduces the net loss of the insured can be galculated by

taking 25% of 85%, adding 5% of par for wransaction costs, and dividing by

100 to ascertain the percentage of these .costs to par valus at 100, This

(7) P. a4, 26th Annual FHA Report, op. cit.
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wndicates that the price level would have to decline 26.25% from the level
at the time property was appraised for loan ratio purposes. not quite one-
half some Depression experiences.
The logs capacity of any single reserve or capital fund must be con-
sidered in light of the sejuence of application of reserves to {orecloswe
losses. Aadministrative rule 3.09 first allocates 20% of current earned
premiumw) plus the increment to earned mremium from the forfeiture of
unearned premium; only when thig resource is tnadecuate ¢an the contingency re-
serve be tapped for loss payment; with the contingency reserve exhausted,
retained earnings and eventually paid-in capital would bear the load;

{inally under Wisconsin iaw‘g)

impairment of capital could result in sassess-
ment of stockholders or forfeiture of shares for public auction. Using the
tenth ysar of Model A as an example, the aggregate loss capacity ranked

Ly priority of application to loss is made graphic in Graph 3.

Analogous Institutiona) Reserve Ratios

One standard for evaluation of reserve adecuacy would be comparison of

the ratio of reserves to liabllity for the private guarantor to the reserva ratio

(E) Tt s not realistic to assume the first foreclosures in an annual period
will result in the maximum loss as i8 the assumption in the .25% ratio
actual losses would more likely represent a half or a third of the maxi-
mum $0 that cwrent earned premium should be entirely adejuate to
handle loszes of from 5.0 to 7.5 foreciosures per thousand, sometimes
better in more normal or inflationary periods.

()} WIS. STAT3. 200.00.
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of similar institutions with parallel objectives. The first problem is to
survey posgible inatitutional parallels; the second to select the proper
definition of a reserve ratic for the guarantor. It would scem that the most
appropriate data might be taken from FHA-MMIF, FSLIC, and FDIC expe-
rience: important also would be the reserve situation of the savings and
loan industry, and perhaps the reserve judgments of the NAIC,(mnndatory
securities valuation reserve method or of the Alger report. Each of these
pseudo-insurance plans can provide a banchmark for comparing the ratio
of reserves 1o total labilities; unlike the mortgage guarantor thefr jlability
extends to the last dollar of the deposit, morigage, or investment to be
offset by their guaranty. However, such a total loss would require a fra-
wuency of loas of 100"/’;. a fraquency assumed in the reserve-to-liability
ratios of the guarantor. Therefore, a ratio of reserves ta total deposit
liab{lity §8 comparable to a ratio of maxjmum }jability defined as 25% of
the {nsured net mortgage balance, since both azsume a 100% freguency
of loss rate,
1. Most directly comparable to the private loan guarantor would be

the reserve situation of the Mutual Mortgage Insurance Fund of

FHA. While the total FHA residential-multifamily-project mort-

gage volume in force as of December 31, 1959, was $33.9 billion,

offset by $.758 billlon of insurance reserves and lurplus(w) for

(1) P. 44, 26th jnnual FHA Report, op. cit.
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a reserve ratlo of 2.25%, the MMIF had insured outstanding loans
R/ A5
as of Deoczmber 31, 1959, of $§24=¢ billion and reserves of §.476

_ .?faj_f (1)

billion for a reserve lability ratlo of % %. This ratio is
rather understated considering the realities of the true insurance
risk; since a mortgage must remain insured until termination or
maturity, many older, seasoned mortgages, whose equity ratios
wall exceed 50%, are included in the liability factor {or reserve
calculation so that a statement of liability is significantly removed
from & statement of realistic ingurance loss potential.

2. A sacond comparison might be found in t]"ze reserves and undistributed
profits of the savings and loan industry as a percentage of uninsured
conventional loans in their portfolio. Since 1954 the reserves,
surplus, and undivided profit of the savings and loan industry as a
whole have ranged from 6.8% to 9% of total asseots in the savings
&nd loan inatitution. (12) Conventional loans are 66% of the indus-
try's total asseta or about $36.4 billion of all types and age. (13)

Total surplus and reserve of $3.2 billion suggest a reserve ratio

of about 10%.

3. With the interest of the private guarantor in savings and loan mort-

qgages, the Federal Savings and Loan Insurance Corporation would

(11) P, 107 26th spnual FHA Report, op. ¢it.
{12) P. 77, Savings and Loan Fact Book, 1959, op. ¢it.

{1;} P. 20, Savings and Loan Fagt Bob&g. 1954, op. cit.
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offer analogous perils and reserve requirements. Howevet, the
FSLIC is intended to protect depositors in a savings association
from a general and an extensive devaluation of the assets from both
external economic crisis and from internal mismanagement, only
when losses in the aggregate have led to ins¢olvency. The guarantor
has an interest in each discrete logs, thereby being subject to a

far highsr frequenoy of loss. Indeed the real success of the guar-
antor would mean a reduction in exposure for the FSLIC, which is

in the nature of reinsurance on an ¢xcess aggregate loss basis for de-
positors. Moreover, the specific high ratio mortgage insured by
the gusrantor would appear to be more unstable in value under ad-
verse aconomic conditions than the average association asset. The
guarantor should therefore have a far stronger reserve ratio than the
FSLIC. As of the end of 1959 approximately 96% of 24.3 million

savings accounts. totaling $5l.z billion, 14)

were covered by
FPBLIC insurance. Por a gross liability on deposits of 49,152
million the FSLIC had surplus and reserves of some $32£.3 milijon
for a ressrve to liability ratio of .7 of 1 per cent: if one were to In-

clude the $750 million authorised borrowing power of PSLIC, which

(14) P. 102, Savings and Loan Fact Book, 1959, gp, clit- It is rejevant 1
note that since the beginning of FSLIG operattons in 1935 thers have
been 3& cases involving insurance settlements with net losses 10
corporation of §5.25 million, which represents less than 3%d premium
income.
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15 available in a period of economic upset, total reserve resources
are 2.2% of insured depasits.

4. The Federal Deposit Insurance Corporation is even more removed
from the exigencies of mortgage insurance, for like FSLIC it is an
excess lozs type of reinsurance for depositors involving banking
insolvency. The FDIC year-end 1959 statement showed insurence
reserves of more than §2 billion which was 1,4T% of total ingured
deposits. (15) Stuce FDIC has sxtensive and continuing controis
of banking management practice, it is in {ar better position to pre~
veant or reduce losses than & mortgage guarantor go that comparison
of ressrve ratios is rather specious except for the conclusion that
the guarantoc should seek a far higher reserve ratio than FDIC.

5. The National Association of Insurance Commissionsrs recently
adopted the Mandatory Security Valuation Reserve Method for life
insurance compeny bonds and preferred stocks, Two formulas, of
the many promulgated, as to rate and limit of reserve accumulation

can be noted. Shares in FSLIC insured savings and loan institutions

(15) Table 8, p. 16, Annugl Report of the Federal Deposit Insyrance COrpora=
tion for the year ended December 31, 1959, Governmant Printing Office.
Washington, D.C. Since January 4. 1934, the FDIC has had to make
disbursements to protect more than 1.4 million depositors in 439 falling
banks involving total deposits of nearly $600 million. Estimated net
loss after completed licuidation 1 estimated at $29 million. Moreoves.
the bulk of cases and disbursements occurred during the first nine years
of operation, for during the past 17 years bank failures have not exceeded
five in any one year and the amsounts invelved have been relatively
small.
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are to have a reserve of 1/20 of 1% of admitted msset value per
annum until reserve totals 1% of value; another class of preferred
stocks requires a 20% maximum reserve accumulated from a re-
scrve charge of 1% admitted asset value each year, A house mort-
gage, like a preferrad stock, is a first claim on net income after
subgistence of the family "businesgs' operation so that ultimate
reserve ratics for the private mortgage guarantor should bear some
relationship to reserve requirements of a preferred stock or at
least exceed the annual reserve increments required of a better
class bond.

6., Areminder should be made of the suggested reserve to liability
ratios in the Alger Report, which proposed a 5% reserve where a
partial guaranty plan was used and 10% for a plan promising full
indemnification.

While these six precedents are only roughly analogous to the modern
mortgage guarantor program. ©one can presume that an adequste reserve 10
Hability ratio formula for the private guarantor could be found to lie within

epcee ol 2.28 7
the following ranges: The upper limit should be=related te the - ratfo oé :
talio Wl
,.FHA_ %md1of the Alger Report {which expressed it ag 20: 1) b=t might
bbtﬂm::n&m this ratio to approach the 10% reserve ratio of the savings
and loan industry. The lower range below which reserves should never fall

right be the 2.2% ratio of the FSLIC. A final consideration should be the

NALG recuirement for preferred stock, greatly tempered by recognizing that
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the mortgage 18 better secured than the prefetred stock and representz a
declining capital investment. Selection of a ressrve ratic might operate
on the assumption 'the mure reserves, the better for the policyholder;"
tut given the present premium structure, standards of reserves could be
set 80 high as to make private guaranty unattractive to equity invesgtors
and therefore economlically unieasible. However, & reserve ratio falling
within a spread of 4 to & per cent of maximum liability as 25 per cant of
insured loan balances may be within the financial capability of the private
guarantor as well as within the extreme ranges of reserve pracedents out-
lined above.

The advisability of selecting a single reserve ratio from the 4 to 6
per cent range can be questioned where a reserve ratio schedule relatad
to varying types of morigage risks might better reflect actual 10ss expecta-
tion. The second important question is what rescurces are to be included
in a definition of reserve for any gelected reserve ratico. Ths question of
how much time the guarantor may be allowed to accumulate the minimum
reserve i quickly dismissed. The guarantor is most vulnerable to 1088 in
the first years of operation when earned income i3 low, insured mortgages
are ynamortized, and distribution of risks is insufficient to make the law
of averages effective. Consequently reserves should be higher, if possible,
not lower in the early years of operation.

A single reserve-to-liability ratio could be established for the private

guarantor. Such & ratio is & rather rough measure of capacity or adequacy
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to meet the real risk created by given portfolio of insured mortgages, for

it would have different degrees of meaning depending on varlations of
pertinent portfolio characteristics. underwriting standards, capital, and

net exposure 10 loss under the impact of inflation. Liability can be ll-ac.mvn(1 ¢}
to vary in terms of net loss to the guarantor after sale of a foreclosed prop-
crty with the age, loan ratio, and average mortgage size so that time and
underwriting practice could greatly change the real risk facing the guarantor
without affecting the regerve ratio or amount of required reserves. The
distribution of the portfolio of the nsured mortgages according to these
significant characteristics would reflect likely loss experience: the higher
the proportion of high ratic, longer term, more recently insured loans in

the portfolio, the smaller the equity cushion there is to provide incentive

1o repay and value to offset the consejuential expenses of foreclosure.
Ruserves thould be higher on the average for a portiolio with such a risk
distribution than for one where a significant proportion of portfolio consists
of loans with conservative ratios and term to maturity. On the other hand,
inflationary increases of owner equity will reduce the severity and frequency
of loss on mortgages previcusly insured, and at the game time inflation
would ratse home prices and thereby acoelerate the growth in loan vojume -
ingsured. This dollar increzse per loan, together with the expected increass

in market penetration, would contribute substantial premium to addjtional

(16) Variations in possible loss experience are explored more fully in
Part III.
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reserves ag well as increasing ingsurance liability; but the accumulation
of reservas at an increasing rate, depending as it does on reserves created

a7,

from terminated contracts, would nevertheless be greatly diluted.
gserve ratio {8 closely tied to management policy for underwriting and
¢ .uisition of capital funds. Minimum capital reguirements of most states
¥ obsolete and inade uate. In early years of the guarantor initiatfon
-4 expansion, the years of greatest vulnerability, the burden of reserve
strength would fall on capital. An adejuate reserve ratio would magnify the
nced for capital in any period of rapid expansion of insured loan volume.
Since the guarantor cannot always secure additional capital without proper
timing, (18) the management of & private guarantor should have the alter-
native of reducing the reserves reguired by & given ratio by reducing the
risk through peolicles which retard growth or improve the quality of newly
tnsured mortgage volume in regard to equity cushion and average age. In

addition a reserve ratio must be in a form easily promulgated by administrative

code and readily computed from standard accounting information on a monthly

(17} Ironically, the same inflation which would make possible very profitable
oparations fox the guarantor would also require retention of the investors'
anticipated profits, if the guarantor management were consclentious in
maintaining a minlmum level of policyholder surplus or minimum reserve
ratio,

(18) If stock base is expanded at too fart a rate, business volume lags
capital growth and tnvestor leverage is diluted. If equity is added too
slowly in relation to growth, a decline in policyholder surplus means a
crimp in the growth rate, increased exposure to a general decline in real
estate value, a curb on dividend paying capacity, and therefore death
¢f investor interest.
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vasis. Finally & ratio must be selected which is not exaggerated in the
interest of safety to a point which destroys the investment leverage necessary

to attract risk capital to the enterprise.

alternative Reserve Ratio Formula to Determine Capacity and Minjimum Gapital

There are three basic types of reserve ratios which might serve the
capital and capacity problem of mortgage loan insurance. These are a weighted
average ratio of policyholder surplug to liability which is adjusted to changing
risk characteristics of the portfolio, a simple ratio of policyholder surplus
to liability, o a simple ratio of net worth to insured mortgege voiume. Each
method can have several variations in the delineation of the maximum lability,
policyholder surplus, or any other admissable reserve selected.

Maximum lmbuity was defined earlier in this study as 25 per cent of the
net amortized mortgage balance as of the date the mortgage is insured, renewed,
or in the case of single premium business, marked by a 12 month anniversary.
This ratio represents the maximum payout under the 20% stop-loss option.
However, an argument can be made that the 20% option is not a likely manage-
ment cholce of action, even In the recession, for reasons to be discussed in
Fart IJI. Moreover, a statement of maximum llability as 15%, 20% or 25%
is quite arbitrary. For purposes of regserve requletion either 20% or 25%
would be guitable, but in the California and Oregon legislation a8 proposed,
there is a technical conflict with the present mortgage insurance contract.

The guaranty contract defines the 20% option in terms of glaim payable, in



116

effect 25% of mortgage balance due, while the proposed statutes define
20% maximum liability in terms of mortgage balance due.

The proper components of a reaserve o policyhclder surplus is a more
difficult question. The reserve must be defined 30 that the ratio can gontrol
the expansion of guaranty volume on the upswing of the business cycle but
does not prevent the issue of new guaranties as 1085 reserves are depleted
by recession losses as will be elaborated in Part 111. Capital stock, paid-in
surplus, and retained earnings can be included ag basic. Contingency re-
serve is specifically designad for, and of growing importance to, the long
term security of polioyholders and should therefore be recognized in a defi-
nition of reserve. Indeed, if the premium rate is adequate, eguity capital
is necessary to the guarantor only to provide reserve sirength until the con-
tingency reserve has achieved a certain normal level. Emphasizing ﬂseﬁu
accumulation and ignoring the problsms of reserve disbursement, until
Part 11, the contingency reserve should be included in a measure of policy-
holder surplus. The proposed California Code for a reserve ratic of 4%
establighes a precedent for defining the regerve in that way.

Then there is 8 guestion of reccgnizing in a dafinition of reserve the
role of cutrent earnad income, investment income, and forfeited unearned
Premium in creating policyholder security.

Since a reserve ratio is intended as & measure of capacity to absord
uncommon losses, it ghould not include the 10% of earned premium allocated

t2 meet normal random loss situations. The additional 10% of curren: earned
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pramium {ncome ellocated to the firat oyclical losses could create an
operating daficit; in effect these funds would then be drawn from surplus
and result in a double counting of surplus funds i{n the reserve total. More-~
over, earned premium will appear indirectly in the reserve ratic through the
retained earnings account, so that current earned premium should not be a
reserve item. Unearned premium reaerves may be a more juat!ﬂa& source

of eradit to the guaranty reserve. Minimum premium recuirements coupled
with short rate premium refunds partially protect the investment by the
guarantor in commission and underwriting expenses for business acquisition.
There is a certain vestad eguity in the unearned premium.and rapid expan-
sion of premium written causes the unearned premium reserve~to-liability
ratio to trend inversely to the contingency resarve ratio for the short run.
Inclusion of some portion of the unearned premium reserve would help to
offset the downward trend of contingency reserve ratio brought on by an
increase in the rate of expansion. Forfeiture of unearned premium is also
provided for under the mortgage terms. For measurement of the true policy-
holder surplus it would be preferable that at least 15% of the unsarned
premium reserve be included in aggregate reserves. However, it would then
be necessary to use a different definition of policyholder surplus for deter-
minatton of minimum required capital. Since mensurement of total loss
capacity and regulation of minimum capital are two different quastions,
crmisgion of unearned premium from the latter task seems reasonable,

A weighted average ratio, designed to very with the risk quality of
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the portfollo, might take the following form: the portfolic would be divided
into three age groups by months from date of loan origination with each age
jroup subdivided into three sub-classes or "cells" mocording to original
ioan ratio. (19)

Each subclass would be assigned a constant raserve ratio which would
roaghly refleot the distribution of loss expectations within the entire range
of subclasses and relative to ratios suggested by analogous gusranty inati-
tutions. To determine an average reserve ratfo for the entire porifolio each
cell reserve factor would be weighted aceording to the proportion of loans
in it8 subclasg to the total ingured portfolio. These percentages would equal
10G% so that the sum of the weighted reserve factors divided by 100 would
determine the average reserve ratio comparable to the single ratio now

applied to the total maximum llability. The proposed reserve formula might

appear as follows:

(1) In the opinion of the authors severity of loss, and to & lesser degree
frequency of loss, are strongly related 10 the original loan-to-valus
ratio and the time elapsed since origination, i.e., the age of the loan.
Except for some FHA data in this area no real ''mortality tables' are
available go that division aof the portfolso by age group must be on a
broad average, arbitrary basis designed for administrative convenience.
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Welghted

Ratlo Jo of Portfollo  Fagtors
£4-950% loane T X 25 175
hge 1- 60 months 78-£3.9% € X 20 120
77.v% and below 5 X 15 15
24-90% loans 4 X 17 b5
age 61-12C months 78-83.%% 3 X 10 30
77.9% and below 2 X & 1C
§4-90% loans 2 X 2 4
Age 121-180 months  78~83.9% 1 x 1 1
77.9% and below 0 X 0 _0

483 /100

Average Reserve Ratio 4.&3%
of 25% of net insured mortgage balance

Grouping by the three monthly age classes roughly parallels the tivee
phases of risk tn the mortgage Joan. The {first five years of the average
loan are probably the most uncertain as to the payment pattern of the borrower
and the adequacy of the equity cushion 1o absorb foreclosure expenses and
price fluctuations. While mortgages in the second age class may be as sub-
ject to default of a pericdic payment at a time of real crigis as less mature
loans, the ejuity cushion and the established payment pattern provide &
greater margin for refinancing by the lender or substantial salvage by the
guarantor. Certainly mortgages in the last group, limited to those sxercising
the extension option, have a limited need for a guaranty and will represent an
insignificant proportion of total insured portfolio. Grouping by age implicitly
recognizes the reduction in risk through amortization without bogging down in

any fractional differences such as found between a 22 or 25 year term mortgage,
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jor example. Moreover, the amortization rate in each case was probably
gselected by the loan officer as the shortest which could fit the necessary
amount to be borrowad into the available monthly housing budget, 80 that

more rapid amortization need not reflect any improvement in the financial

risk as represented by a ratic of periodic payment to income. The loan-to-
value ratiog lor determination of subciasses or cell groups were sclected so as
not to fall on the mosat common ratios of 75%, 80%, o 90%. Because both

the amounts of the loan and the appraised value are set by the iender, the
guarantor would have littie chance to lower reserve ratio rejuirement through
distortion of reported loan ratios.

Reserve raﬁoa assigned each subclass were distributed (n an arbitrary
manner except that they were intended to fall within the range of ratios
suggested by analogous institutions. Prasumgbiy new loans in excess of
£4% of value will cause the most severe losses and were therefore assigned
areserve ratic of 7%, The lowest risk class was assigned a raserve ratio
of 2% for the equity accumulation in ten years is sufficlent to secure renewal
extension commitments from any great loss. The remaining loan ratios were
distributed in the interest of symmetry.

Por the sake of illustration each cell was weighted on the assumption
that 25% of total insured mortgage volume was in Group 1, 20% tn Group 2,
e, , giving a distribution which might be typscal of the maturing, expanding
quaranty firm. With time much loan volume would move into the middle age

rfanges having lower reserve standards thereby lesaening reserve re juirements.
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The converse would be true if there should be an increase in new loan
volume in the high ratio subclasses, exceeding the percentage of loans
which fell to the next age class or were terminated for any reason.

Certain additional rules would have to be formulated as to classiiica-
tion of property types or renegotiated mortgages. For example, maltifamily
or semi-commercial properties should be classzified in the highest subclass
of each group regardless of loan ratio because of the specuiative aspect of
rental property. In the case of partial prepayments or of opan-end mort-
gages, when an existing loan is extended to cover additional loan: ,l;an in-
crease in the loan, the resulting loan would be reclassified by its new loan
ratio and the number of months which remained until the maturity. 8Such a
reserve system should have oomparative ease in calculation as IBM cards
fior each insured loan would be classified by a month of origination for con-
tingency resaerve purposes and by loan ratio for underwriting purposes in any
event, so that it would only be necessary to calculate reserve requirements
for nine subtotals of insured mortgage volume.

This proposed weighted average ratio formula probably ig not presently
feasible legislation. Regulation has ajways sought understatement of insur-
dnce regources by ignoring vested interest of insurer in unearned premiunii
and in addition, no example can be found where a welghted average has been
used as a feature of a required financial structure.

A second, less complex reserve ratio formula can be found in the bill

pregently before the legislature of the state of Caltfomia. Designed to
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vermif entrance of a high ratio lean guarantor to the Californla loan resi-
dential market, it proposes that a reserve-to-liability ratio of 1: 25 or +'%
pe re.uired of the guarantor. The act defines reserves to include contin-
gency reserve and net worth with maximum liability to Le 2U% of morigage
nslance due at the tine of default. While a 4% raserve is not as flexible
in terms of capital plansg for the guarantor in future years, it can be just

as adequate in terms of resource creation as the more complex weighted
average ratio. In terms ©of predictable capital needs it may simplifly present
capital budget plans of the guarantor more than a plan introducing two addi-
tional variables. While the California plan may understate present liability
slightly, it understates resourges in the form of earned and unearned
premium o an even greater extent.

Since the actual accumulation and disbursement of a contingency
reserve is fully controlled by existing law. its inclusion in policyholder
surplus does nothing to change the rate of accumulation. A third method
of applying & reserve ratio would involve only net worth. As discussed
more fully in Part III such a ratio might fall in the range of .5 to 1.5% of
net insured mortgage balance.

The setting of a reserve ratio in the early stages of a guaranty operation
is really stating minimum capital requirements for entry into the guaranty
business as well as forcing a certain scale of operations. As the accumula-
tion models reveal, it takes several vears to accumulate significant reserves

rom earned premium. any ratio selected must be a compromise between
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copital necessary for absolute safety and maximum capital permitted while
preserving a rate of leverage attractive to risk investors.

Until a plateau of volume insured is reached where normal new volume
about equals terminations, the contingency reserve accunulation aust be
supported by reqgular additions to capital. At that point when the contingency
reserve reaches sufficient size, the need for great holdings of equity cap-
1tal will deciine and only tend to dilute investment income. The 1:25 lia-
bility ratio would not adjust to the seasoning of insured risk over the years
for reasons of inflation, growing borrower equity, or establizhed payment
pattern. At the same time a 1: 25 ratio provides sufficient leverage of
capital to achieve at leaat the minimum financing where the second alterna-
tive might not; but the latter plan could reduce the need for retained samings
in later years and thereby increase potential dividend returns.

Any reserve method must be converted into expressions of logs capacity
in terms of foreclosure rate, loss peverity, and price level declines and
this is the objective of Part 11I. Development of either reserve ratio as &
major regulatory device is necessary as a limitation on entry and as a control
of the guarantor who expands too rapidly or fails to achieve an adeguata

distribution of loans in his portfolio.



PART 111

THE ADEQUACY OF ACCUM ULATED RESERVES TESTED BY
A KYPOTHETICAL FORECLOSURE CYCLE

Reserve accumulation has been measured as a ratic of possible llability
in a single year; the analysizs was related first to reserves generated from
premium income, and second to total policyholder surplus assumed available
under various suggested reserve standards. A second measure of adequaocy
would be to submit reserve accumulation from premiums to the inroads of a
hypothetical forealosure loss cycle to determine additional capital needed
to forestall bankruptcy. A cycle implies loss expectation (loss frequency X
average loss) over a period of time, and 80 an imaginary businass cycle for
a period of 15 years will bs constructed to test the reserve accumulations
in Model A, the model which has the weakest reserve position in Part I, .-
Aggregate cycle losses sach year would be a product of forsclosure frequency
and average loss per foreclosure. A frequency rate may be imputed only partly
from higtorical data, and a severity rate may be presumed by constructing of a
series of assumptions on the relationship between average claim cost and the
recovery value of the pledged property. Should these losses excesd reserve
accumulation, an additional portion might be satisfied from the other policy-
holder surplus reserves suggestad in Part II. Should loss atill exeeed avail-

able reserves it should be possible to estimate what the oyclical loss

124
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preak-even poiat might be for a guaranty firm funded as suggested. In
effect it should be possible to state the reserve adequacy of Mode] Ain
termB Oof cyclical average frequency and average loss parameters for a
representative cycle model. To choose hypothetical {requency and loss
parameters it {s useful to survey the possible sources of historical fore-

closure 1oss rate.

Listorical Data on Foreclosure Loss Cycles
Since 1926 the Federal Home Loan Bank Board has been compiling

p general estimate of the number of non-farm real estete Jomcloamgg‘lj :

from reports of approximately 1500 counties and political subdivisions

embracing more than 2/3 of all non<farm U. 8. bulldings. (See Table 9.}
easured from trough to trough, these statistics reveal a cycle 20 years
long; or measured downward from 1933 until the index reverted tc the level
of a previous high, that is 1926 to 1940, a 14 year cysle of an upward and
downward movement of seven years each, Unfortunately these figuras sre
without orientation to the total numbar of cutstanding loans subject to fore-
closure in a given year, One cannot tell to what extent the upward drift in
foreclosures is due to the significant growth in the number of mortgaged
Froperties or 1y due to an increase in actual rate of foreclosure. These

tizures further lose identity as to the typs of property pledged, the kind of

(1) It is belleved aboul 15% of reported figures may be on non-residential

property. Page 74, The Mutual Mortgage Insurance Fund, Ernest Fisher
and Chester Rapkin, Columbia Univergity Press, New York, 1956.
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lender involved, and the nature of mortgage terms defaulted. Their only
value 18 10 Index the maximum proportionate swings in the broad foreclosure
trogquency cycle.

€ v tigtice fro ortgage guaran ograms are
virtually firelevant to this study as the mortgage contract then in vogue
has been supplanted by the long-term amortized loan. Pledged property
was often of large scale and value and of a specialized non-residential
nature. Credit analysls and appraisal of such mortgages was crude and
non-objective, and collection management and responsibility to savers for
pledged property was rather ineffactive in the average guaranty firm.

e foreclo e f various finanotal tigns has never
been fully analyzed for the period beginning in the sarly 1920's up to the
presant. One survey of several recent ltudiea‘z) of institutional foreolosure
losses (see Table 10) raveals the type and scope of tha general magnitudes
of forealosure experience of life ingurance companies, commercial banks, snd
savings and loan lenders. To be noted is the grouping of lasses by year of
loan origination and not by the year in which foreciosure upset occurred.

As loans were of the balloon payment type with five to ten years term, those
originated prior to 1923 had been largely refinanced by 1929. Refinancing of
loans originated ln 1925, beginning in 1930, precipitated an unprecedented

rush of foreclosures. It 1s not known to what degree the presence of balloon

—

(2) See pp. 30-91, Mutual Morigage Ingurance Fund, op. ¢it.




7ABLE 9. Estimated number and index of nonfarm real estate foreclosure,
exclusive and inclusive of HOLC activity (Index: 1939 = 100)

Exclusive of I-lfOLCE;l Inclusive of HC)LGb
vear Number Index Number Index
La2h 68, 100 67. 8 68,100 103.2
S927 91, 000 90. 6 91, 000 127.9
1928 116, 000 115.5 116, 000 175. 7
1929 134, 900 134.3 134, 900 204. 4
1930 150,100 149.5 150,100 227. 4
1931 193, 800 193.0 193, 800 203. 6
1932 248, 700 247.7 248, 700 376.8
1533 252, 400 251. 4 289, $49 438. 8
1934 230, 350 229. 4 919, 342 1,392. 7
. 935 228,713 '227.8 474 262 718.5
1936 185, 439 184. 7 211, 413 320.3
1937 151, 366 150. 7 101, 043 153, 1
1938 118, 357 117.9 67,160 101. 7
1939 100,410 100.0 66, 010 100.0
1540 75, 556 75. 2 56,296 85. 3
1941 58, 559 58. 3 47,019 71. 2
1942 41, 997 41. 8 36,427 55. 2
1943 25, 28} 25.2 25, 281 38. 3
1944 17,153 17.1 17,153 26.0
1945 12,706 - 12. 7 12,706 19. 2
1946 | 10, 453 10. 4 10, 453 15.8
1947 10, 559 10.5 10,559 16.0
1548 13, 052 . 13.0 13,052 19.8
1949 17, 635 17. 6 17, 635 26.7
1950 21, 537 21. 4 21,537 32. 6
1951 18,141 18.1 18,14} 27.5
1952 18,135 18.1 18,135 27.5
1953 21, 473 21.4 21, 473 32.5
1954 26, 211 26.1 26,211 39.17

©1955 28, 529 28.2 28,529 45.8
“1956 30, 963 30. 4 30, 963 43.8
“1957 34, 204 34,1 34, 204 51.8
#1958 42, 367 52. 3 42, 367 64. 2
#1959 44, 075 44, 0 44, 075 66. 8

"Home Loan Bank Board {Operating Analysis Division, Federal Savings and
Loan Insurance Corporation).

"This sertes adds the number of original home loans closed by HOLGC in 1933~
1936 to the number of forcclosures as reported, on the (somewhat extreme)

dssumption that all loans made by HOLC would have gone into foreclosure

A

drought up to date from quarterly PHLB.

The Mutual Mortdage Insurance 'und, p. 75.
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TABLE 10. Foreclosure rates for mortgage loans on nonfarm one- to
four-family dwellings made by life insurance companies, commercial
banks, and savings and loan associations, by year made — 1920-1947

Life insurance Savings and loan
companies Commercial banks associations

Year Made Number Amount Number Amount Number Amount

1920-1924 5.3% 8. 0% 2. 7% 3. 4% 3. 4% 4. 1%
1520 2.7 6.2 2.2 2.1 2.9 4.0
1921 1.7 4.9 2.5 2.3 1.2 1.4
1922 2.4 3.2 2.1 2.0 .9 .3
1923 5.7 7.9 1.6 2.5 4.7 5.3
1924 8.9 12. 0 4.2 5.6 6.1 7.1
1925-1929 20.9 23.0 10.3 11.5 11. 6 12.9
1925 13.4 15.0 9.2 10. 6 11.5 9.5
1926 18.0 19. 6 9.3 8.9 10. 9 11.0
1927 22.2 21.8 9.9 11.1 9.1 9.0
1928 24.1 28.5 12.1 14.1 14.3 15.1
1929 26. 4 26. 6 11.5 13.7 11.9 19.2
1930-1934 17. 4 21.1 5.1 6.4 10. 4 14.0
1930 20.4 22.0 5.2 6. 4 14. 6 17.7
1931 1.3 23.9 7.1 9.0 8.5 12.0
1932 9.7 16.7 6, 7 4. 6 12. 2 11.3
1933 .0 .0 2.5 e.5 7.1 12.2
1934 6.1 5.2 .0 Q 3.0 9.7
1935-1939 1.8 2.0 . 6 1.1 1.2 2.0
1935 3.4 3.4 . 8 . B 1.0 1.2
1936 2.0 2.5 .0 .0 8 3.5
1937 1.6 1.8 2.0 5.0 1.8 3.8
1938 2.0 1.7 .0 .0 1.3 1.2
1939 1.2 1.9 .3 .1 1.0 . 6
1940-1947 2 .2 .0 0 el i
1940 .4 .4 .0 .0 .5 1.1
1941 2 1 .0 .0 .0 -0
1942 .4 .3 .0 .0 .0 -0
1943 .4 .4 .0 . 0 .0 .0
1944-1947 .0 .. 0 .0 ¢ 1 -1

Source: Morton, op. cit., Table 39.

“Rased on National Bureau of Economic Research Surveys. Fore-
closure rate equals the number and original amount of loans made
in a given year and eventually foreclosed as a percentage of tho
number and original amount of all loans made in that ycar

The Mutual Mortgage Insurance Fund, p. 91-
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payment, short-term loans magnified foreclosure rates nor how much losses
were minimized by unreported, oifsetting forfeiture of savings accounts by
sorrowers, an 8 & L feature of that era which gave loans many characteristics
Jf direct amortization. For gsavings and loan associations the average fore-
ciosure rate {or the 1925-2% and 1930-34 periods combined was u‘?- of all

loans originated during that span; these foreclosed loans represented an

average of 13.5% of the total amount of loans made for these same two
periods combined. A loss of two-thirds of the mortgage principal in these
cases would mean losses of 9% of the total principal committed ta all
mortgages. While such an estimate offers some measure of severity, it is
more useful as a measure of the extreme loss frequency estimate for future
vears as it spans the depth of the depression, uniike the FHA experience
which foliows below.

FHA foreglosure experjence is the one reliable current source of data
concerning loans and homes similar to those insured by the private guarantor.
Loans under Section 203, the Mutual Mortgage Ingurance Fund, best repre-
sent the minimum foreclosure experience that can be expscted on high-ratio
loans on medium range value homes, and MMIF experience is presented in
Table 11. This data is singularly useful because the number and amount of
mortgages originally insured is known, as is amortization and tarmination
rate, number and amount of foreclosure logs, and other vital characteristics
of a vast sample with national urban dispersion. As a result, it i§ posalble

to express foreclosure frecuency as & percentage of insured cases and



TABLE 1i. Terminations of FHA~-MMIF insured home mortgages, selected years 1950=1959, for Scction 203 loans.,

Insurance written Total terminations Foreclosures FHA acguisitions
Cumulative through Cumulative through Cumulative through
gnd of year end of vear end of year
Number of Cumulative Number Percent Number Percent Number Percent
Year cases for through end for the Number of total for the Number of total for the Number of total
the period of vear perigd insured period insured period insured
1950 338,125 2, 000, 812 97, 144 BHO, 845 44. 02 h77 b, 328 _ 32 22% 4, 313 L22
1952 212,748 2,459, 014 81,301 1,047, ak2 42, &0 684 7, 7168 .32 282 h, 022 20
1964 175, 698 2, 866,157 105, 603 1,255, 087 43. 79 1,131 9, 640 . 34 427 5 712 .20
1955 294,77 3,160, 92y 144, 937 1,400, 024 44. 29 1,096 13, 736 .34 1845 6, 197 .20
1956 234, 929 3,395, 858 133,083 1,533,107 45. 15 2,089 12, 825 . 38 1,572 1, 769 .23
1957 181, 680 3,977,538 99, 659 1,632, 766 45. 64 1,514 14,339 .40 910 8. 679 .24
1958 353,418 3,930, 956 101,436 1,733,202 44,12 2, 061 16, 400 .42 1, 328 10, 007 .25
1959 480, 966 4, 391, 922 V66, 847 1,901, 049 43. 29 3,190 19,590 .45 1, 828 11, 838 .27

Source: Page 47, 26th Annual Report, Federal Housing Administration, op. cit.

‘ou sbey

:{JJ



TABLE 12. Veterans Administration insured loans experience.

Number of farm, home, and business

Year loans insured by VA Claims paid

1959 5, 632, 249 68, 031

1958 5,425 282 57,150

1957 5,251 975 49, 343

1954 4,810, 625 42, 675

1955 4, 203, 668 37,016

Year Number of home loans insured by VA Total amount insured

1959 5, 327, 157 45, 882,189,112

1958 5,122,199 43, 258, 382, 147

1957 4, 651, 833 41, 097, 236, 190

1956 4,515, 042 35, 909, 690, 741

1955 3, 914, 535 29,135, 766, 719
Number of Per cent of Per cent of defaults

Year defaults reported mortgages foreclosed ending in foreclosure Number of paid claims

1959 731, 927 .96 of 1% 6. 6% 50, 791

1958 643, 614 .78 of 1% 6. 2% 40,195

1957 560, 647 .66 0of 1% 5. 8% 32,767

1956 489, 774 .57 of 1% 5. 4% 26, 718

1955 427, 262 .67 0f 1% 5. 2% 22, 285
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severity as an average loss per foreclosure. For Section 203 loans default
frequency as of December 31, 1959, was running slightly more than .56 of 1%
cf total loans in force, (3) but FHA generally has had t¢ acquire foreclosed
property in just one~half the cases. Another table indicates that 927 of
defaults ocour before five years of payment% ﬁﬁoﬁ‘iﬁ‘éﬁe}fﬂ‘u rtil;::g earlier the
default the higher the loss, which can rangesfrom an average of $82¢ to
f222. (4) Because FHA Ingures to loan maturity, not just for the first ten
years, significant velumes of ingured mortgages within the total portfolio
remain unterminated but have been rendarad virtually rigkleags by amortiza-
tion and inflation. If it were not leveled by averagas, default frequency
in fact must be closer to .8% for newer high ratic loans. Through
December 31, 1959, 9,058 acquired properties insured under Secotion 203
had beon sold at prices which left & net charge against the fund of

$6.789,922, an average of §749 per case. (3)

As Section 204 (f) of the
Nationa! Housing Act provides that where the net amount realized by FHA
from a foreclosed and resold property axcaeads all expenses incurred in
handling and disposing of such property, as well as the face value of the

desentures isguod, interest, expenses, and any cash pald in exchange for

such property, any excess balance remaining will be refuhdad tc the

{3) P. 49, 26th Annual Report of the Federal Housing Administration, €. Cit-

(4) P. 58, ipid.

(5) P, 117, ibid.



1313

mortgagee, or the mortgagor, if the former hag been paid in full. There

were eXcess proceeds on approximately 227% of the 9,058 {2,034) properties
acquired and sold that resulted in an average refund per case of $3 6l. The
average loss per case involving a loss (7,024) should then be §964; (6) since

this average figure has increased from $783‘7’

in 1957, the most recent
years must be eaxperiencing losses per case somewhat higher than m‘mraqe.
At the same time these loss figures might be considered the result of adverse
selection because, {n the case of 203 loans, in a third of the default-
foreclosure cages, lenders did not exercise their rights to FHA indemnity. (8)
Preliminary reports indicate delinquency and foreclosure experience for

the 1960-61 recession period rose steeply. FHA ofﬁciulsﬁ)

stated the
recession was only partly responsible for the sharp braak with traditit;r'tﬂ
levels of loss. Instead they saw the influence of very low ratio loans and
reduced underwriting requirements for income to debt service ratios as being

major adverse factors. Now 3% downpayment loans, protracted amortization,

and reduced underwriting standards were political measures, not underwriting

(6) P. 119, jbid.
(7) P. 41, 24th Jnpual Report Federal Housing Administration, 2p. €it:

() This tendency to resell foreclosed properties at a modest profit whenever
possible is strengthened by the lender's disinclination to acoept FHA
indemnity debentures.

These unnamed officials were referred to in a ¥ article in‘

) June of 1961. Howsver, a letter to the authors from Nell ]. Hardy, Wm& »
sioner of the Federal Housing administration, stated that the increase .
defaults and foreclosures ". . . is consistent with our insurance risk uulump
tions. The earller experience of the home mortgage program, when default
and foreclosure levels were lower, was more favorable than could be
expected to obtain indefinitely. *'
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decisions, and the resulting increase in loss experience indicates that
ioreclosure losses are subject to underwriting conirol to a greater degree

than suspected,

VA Home Loan Guaranty Fign has had more adverse experience than

FHA-MMIF. In its program losses arce paid directly from income rather than
a specially funded, long term, contingency reserve. Average home loan in

{459 was about $12,200, 1Y)

On its over-all program of loans on homes,
furma, and businesses and the record for home joans i8 indicated in Table 12.
Noteworthy is the fact that while new loans are increasing at a reduced

rate, foreclosure rate is rising steadily to where it almost eguals 17 of
loans insured, and foreclosure as a percentage of default notices has had

a corresponding increase. It is d_ifﬁcult to relate VA experience directly

10 possible loss estimate for the private guarantor. VA appraisal and under-

writing standards have been related in part to questions of social and

political policy in regard to helping veterans rather than avoiding fore-

closure at any coat.

Basi{c Hypothetical Foreclonure le Loss Asaumptions
The model foreclosure cycle proposed containg four basic cycle param-
aters and three distinct areas of assumptions. Significant cycle variables

are limited to the duration of the recession, the curve of earned premium

{17) Page 242, annual Report of the administrator of Veterans Affairs 1955,
Washington, D. C.
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income, the frequency of foreclosure, and the severity of the avaerage loss.
Three areas of assumptions regard the conversion of mortgagae loan volume
to numbers of loans involved. the calculation of losses and thefr distribution
among current income and contingancy raserves, and the effacts on oparating
profits {or losses) of operating expensee and investment income, Pinally,
it {s possible to estimate the maximum fore¢losure frequency which can be
met by reserves and capital azsumed necessary to meet the proposed raserve
schedule of Part II, assuming loss severity to the degree found in the model.
The cholce of quantities was predicated on crexting a sevare recession
cycle which bordered on depression. Presumably the guarantor could with-
stand any cycle less than the worst one might hypothesire. Consequently
the 5-5«5 year ayocle pattern was retained to be more prolonged than the
cycle presently experienced; the model begins with the 25 year, 6% mart-
gage Model A of Part 11 becasuse this portfolio has the lowest reserve ratio,
the slowest amortization, and the largast volume of insured mortgages. An
initial loan ratic of 85% was assumed to recognize that although a Jarge
propartion of new loans made would equal the maximum ratio of 90%, many
other loans would be of a lower ratio so that an average ratio of 85% is
still a severe assumption.
Before presenting an itemized analysis of the model work sheet. the
severity of tha cycle assumption should be highiighted. The loss frejuency
rate begins with the current FEA-MMIF acquisition experience of .3 of 1 "

and then bullds to an expected rate of .& of 1% by the fifth year when the
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first signa of recession may be geen; with a sharp upturn in the sixth
through tenth year, forsclosure frequency reaches a maximum of 5% or

50 per 1,000 insured mortgages in the eighth year, recedingto .7of 1%

by the thirteenth year. A 5% rate is more than ten times higher than that
annually experienced by FHA-MMIF and about one-half the average loss
{frecuency reported for savings and loan lenders in 1930-1934 in Table 10,
Sevarity of 1038 estimates range from $731 to $1.987 in the eighth year,

the last year of recession,afigure whichrepresents 25% of the maximum
average claim possible at that point. This average assumes all loans be~-
gin as 25-year §12,500 mostgage loans which are 85% of a $14,700 property.
The heart of net loss calculation is the ratio of recovery value of an
acquired property on an immediate resale compared to depreciated cost
value, for the recovery value subtracted from claim cost aquals net loss

to guarantor except in those years where the 20% option is a lesser amount.
Without historical fustification the price index of real estate ranges from
5% of depreciated cost value to 67% in the eighth year, always assuming
a sales cost of 5% of depreciated cost. Such an assumed price drop is &
very stiff jolt to any economy in this era of price rigidity. Review of the
work sheet will serve to Introduce other assumptions and the mechanics of

analysis.

The Mechanics of the Model Cycle Test

Item |. Annual earned premium is taken from the computations for the

Liberal set of agsumptiona (Model A) found in appendix IV.
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Item 2. The prior claim of the increment to contingency reserve from
gross earned premium must be segregated.

jtem 3. Gross earned premium minus increment to contingency reserve
yields the total sarned premium available for current losses, expenses, and
underwriting profit.

item 4. The cumulative unearned premium is recorded as calculated in
Appendix V, {for reference in further computations of available losas ressrve
and invesatable fundz.

Item 5. Loan volumeé originally insured is recorded as taken from Item 7
of the thearetical Model A of regserve accumulation.

Item 6. As foreclosure rate is best expressed as the number of loans
foreclosed per thousand, it is necessary to ¢convert the amount of loan volume
originally ihsured into the average number of insured loans. This conversion
is made by dividing the new volume of loans insured each year by §12,500 to
establigsh the original number of loans initially insured in sny ysar. This
operation assumes that loans are homogeneous in amount and number when
firat insurad. Number of loans is determined to three significant numbers to
reflect that just one unit volume would be multiplied several hundred times
to determine the total number of loans made in relation to a state's total
recorded mortgage loan volume.

item 1. The aversge number of insured loans in force will reflect the
termination rate, which in the case of Model A was 6%. The number of loans

from each original year's mortgages remaining unterminated will provide in
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the aggregate the total average number of insured loans in the portfolio for
each year. The total average number of insured mortgages as of the beginning
of each year, assuming all new business to be written on the first of the

year, appears in Item ¥,

Iiem 9. An arbitrary and imaginary foreclosure cycle, expressed as a
decimal per one thousand loans, is introduced as the first cycle parameter.
Basically symmetrical, as in Chart 4, the rate is lower in the second and
third years as the portfolio ig so very new that defaults have not had time
to occur or to result in & completed foreclosure action. FHA experience
indicates the majority of defaults occur between the 12th and 35th month of
payment, with average claim payment declining sharply by the eénd of the
36th month of loan duration. (1)

Item 10. Multiplying the average number of insured loans by the number
of foveclosures expressed as & percentage from £/1,000 X100 established
the number of foreclosures on insured loans.

Item 11. The number of loan foreclosures multiplied by the average loss
par foreclogsure wiil determine the total losses incurred by the guarantor.
Computation of the average ioss for each year of the cycle appears in
Appendix VI together with necessary explanation. The average not loss
figure recorded is rounded off to a whole number, and it is cbvious that
extensive mathematics need not produce & loss estimate which is highly

accurate prediction of reality; however, these figures can be considered

(11) P. 58, 26th annual Report Federal Housing Adminigtration, OF. cit.
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the maximum loss which is likely to ba experienced on the average, for in
their computation not only is price level deflated with great severity but

all claims are assumed to be the maximum 125% of mortgage balance due,
Poasible price inflation priot 1o the deflation of racession was not con-
sidered, and all losses weare estimated on a distribution by years rather

than by the monthly cycle which characterizes ths real situation. Considera-
tion of the latter factors would have softened the severity loss estimate.

Item 12. Total losa incurred by the guarantor is the product of the
average loss per {oreclosure and the number of foraclosures on insured
mortgages.

Item 13. Bince the rate formula provides that 10% of sarned premium
is available for ourrent 1osses, and that the contingency reserve gannot
be called on to pay losses until losses excead the rate formula allowance
by an additional 10% of sarned premium, all current losses up to 20% of
earned premium ars taken from current year's income, with any balance
pald from contingency reserve. Where 20% of aarned premium in Item 13
{e greater than incurred losses in Item 12, incurred losses are paid entirely
out of earned premium. To the degree that tncurred losses exceed sarnsd
premium in Item 13, the balance must be paid from forfeiture of unearned
premium or from ocontingency reserve.

Jtam: 4. The position of the unearned premium forfaited from the
accounts of the mortgages forsclosed is computed by multiplying the per-

centage of the foreclosure per one thousand loans in Item 9 by the
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accumulated unearned premium reserve in item 4. This assumes that the
foreclosuras are distributed among mortgages insured in the same proportion
as these mortgages are coniributing to the unearned premium reserve; it

is unlikely that the incidence of default will be related to method of paying
the guaranty premium.

Item 15. The balance of loss payable from the contingency reserve is
calculated by subtracting Item 13 plus Item 14 from total inocurred loas from
Item 12,

Item 16. The accumulative contingency reserve net of losges is deter~
mined by adding the net reserve at the end of the previous year {Item 16)
to a current year increment to the ¢ontingsncy reserve in Item 2 and then
subtracting the balance of loss payable from the aontingency reserve in
Item 15. When the ¢ontingency reserve has been exhausted, the annual
Increment in the contingency reserve is applied to the balance due from the
reserve with the remainder of the balance due being patd out of current inocome
togather with the basic 20% of earned premium loss charge.

Item 17. Underwriting incoms or ioss is computed by subtracting Item 12
or Item 13, whichever is smaller, from earned premium available for incurred
logses in Item 3. In years where vontingency reserve suffers a deficit, the
nat deficit is alsc added to incurred losses subtracted from earned premium
available.

Item 18. Expenses as s percentage of earned premium will drop as

volume of insured loan increases as the guaranty business appears to be
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-nf: beneficiary of a decldedly decreasing cost curve. The rate formula
estimates operating expenses 45 37.5% of annual earned premium, but
such an expense ratio i3 unlikely. Therefore expenses are made a varying
~ropartion of income, increasing slightly during the five recession years

o reflect & drop of loan volume and an increase in claim admlnistratlon.
The rule of severity Is tempered in the case of the firgt few years when
start-up expenses might well absork 100% of sarned premium instead of

4"% . The arbitrary expenses factor i5 as follows:

Yoear 1 — 40% F—25% 11 — 25%
2— 307 7= 30% 12--20%
3—~25% &~ 30% 13~20%
4~ 25% 9—30% 14— 20%
5~ 25% 16 - 25% 15~ 20%

These factors times ftem 1 produce the operating expense allowance.

Item 19. Operating profit or 10ss is determined by subtracting Item 18
from Item 17 and is unadjusted for possible investment income ar corporate
income taxes.

Jtem 20. The cumulative profit or loss can indicate the trend in surplus
accumulation and the average profit as a percentage of earned premium in the
djjregate. The aggregate loss replaced by profits, presuming survival of
the guarantor in a crisis, will be of interest to the investor.

Item 21. A cumulative earned premium {s readily computed by means of

2 runming total of the premiums tn Item 1.
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item 22. To determine an average percentage of profit on earned
premium, cumulative profit is made a pc—rcéntage of cumulative earned
premium,

Item 23. To determine investment income. it is necessary to compute
available investable reserve. Aside ifrom an indeterminate amount of
Gapltﬂl.lnﬁest&ble reserve will be equal to the unearned premium reserve
net of the losses (Appandix IV h tﬁe' sontingency reserve net of the loases
(Item 15), and the earned surplus, in such yeara as there is any {I1tem 19%).

Iter 24. The net effective invested ressrves are the sum of the above
factors in this model. These £n\}esunents wiil be supplementéd by capital
in actual basé, but one of the objectives oi.this mode! is to determine the
amount of capital necessary to supplement reserve carved from current
anomé.

it m; 25. Interest income is calculatad as 4% of total investable re-
serves as presently the bulk of private guaranty reserves are invested in
insured savings and loan shares or qovernment'borids. on which there 18
little appreciation. if any.

Item 26. The net income (or loza) is operating income (Item 19) adjusted
for investment income (Item 25) and 1s not edjustéd for taxes due to the
possibilities of refunds and loss carry-overs during years of initiation’or
extrgordinary logses. The income does not include accumulations in the
contingency reserve as this is, in essence, a iiability. an above the line

account, although some analysts have secen it &3 an addition to surplus



which hag then been restricted as to use for company purposes.

item 27. Cumulative inconie or loss indicates whether resources irom
Sremium income or contingency reserve were adeguate to meset lossas or
whether minimum capital required for licensing will have to be augmented
with additional funde to offset losses. This {igure was a basic objective
oi this model; it gains added significance if compared to maximum liability
or total ingured amortized loan balances.

Item 2&. A ratic of aggregate profit or loss to the end of year amortized
total ican balance insured w:il indicate the minimum ratio of capital to full
iability that will permit survival of the guarantor in a cycle of the dimen-
sions asgumed,

Item 29. The ratio of accumulated profits {or losses) to insured mort-
Gaye pvalance reveals the degree to which capital wiil be called on to meet
the obligations of the guarantor.

item 30. The ratio in Item 29 multiplied by end of year total insured
Lalance Indicates the minimum capital necessary to remalin solvent through~
out the cycle of the size presumed in the model. Presumably, to have some
cushion lor continuing business, actual capital should be greater than twice
the minimum capital required. In this case the peak l0ss year saw apjre~
vale losses reach .73 of 1% of ingured balance so that insured alance is

TMultiplied by .015 ar 1.5% to determine minimum workakle net worih,
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-nalysis of Cycle Model Resultg

The fact that reserves from premium, together with capitel of leas than
1 » of net insured morigage balance. could survive a cycle of the acale
hypothesized in this model would seem to recommend the present premium
and reserve schedule of morigaye guaranty. While it i8 problematical
whether a guarantor could rebound from such a severe recession o early in
its development, nevertheless the chart does show the guarantor could ful-
fill its existing obligations. This is noc mean accomplishment, considering
the peak of foreclmur_e freuency in the {ive-year cycle Is ten times the
average logs traquency recently experienced by FHA. For three ysars the
{oreclogure rate exceeds the 2‘7-‘ delingyency rate some morigage men feel
to be the starting point of critical loss severity, and maximum losses ars
presumed paid in sach case without anticipation of saivage. However,
there are several implications to the cycle model which must be examined
vefore the model result can be sald to prove this degree of loss capacity.

The first resource of the guarantor in good times or bad is 20% of
edrned premium and a major source of earned premium is that received on
hewly underwritten loan volume where the first year premium is twice that
°f renewals. A critical implied assumption necessary to reserve adejuacy
s continued acquisition of new buginess by the guarantor despite public
knowledge of the guarantor's mounting recession loases. It is almost

Certain there would be a demand for a loan guaranty during the stress of
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recession. Insurance has always been bought more consclentiously at &

time that the nead {or coverage {6 a vivid part of the news. The protection
would cost lenders nothing, would be a logical concession for the borower
to make, and 80 would offer a valuable speculation as to the duration and
degree of protection uvu;.lablg. As in past recessions there would still be

a good volume of lunquf;uaranty. and in a period when demands on income
must be most carefully budgeted, high ratio loans, although based on ap-
praisals of recession value and income, would provide necessary capital

at a minimum debt service. In addition lenders might feel an obligation to
support an institution they helped to build, directing insurance volume to

it and expected that the economic tide would soon be reversed. The existence
of legal reserve ratio, howevaer, would soon make it possible to satisfy the
demand because loss reduction of the contingency reserve would evaporate

a major portion of assets which were defined as reserve. /s contingency
reserve dwindled, capital wcmld'have to supply more and more of the reserve
necessary to meet the 4% reserve ratio, but additional equity capital jﬂould
not be available in the market. Further sale of guaranties would be suspended.
It 15 not logical to force accumulation of reserve to megt contingent losses
and then to restrict a company from transacting further business if these
accumulations must be used for the specific function ¢f the businass. There-
fore 1t is imperative that any reserve ratio law contain a provision that the
Sommissioner may waive the reserve requirement in any period that josses

must be paid from the contingency reserve. an alterpative solution would be
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to base resaerve ratios on net worth alone, rather than net worth plus con-
tingency reserve. Since accumulation of tha latter is fully determined by
present rules, the reserve ratio is really intended to force sufficlent cap~
italization for a guarantor during the {irst years of reserve accumulation.

A reserve ratic which was a weighted average — an average stresgsing the
two important variables, the original joan ratic and the time remaining until
loan maturity, as daveloped in maore detail in Part II « could £al]l in a range
of .5 t0 2% ©of maximum liability or .3 to 1.5% of net ingured mortgage
balanoas.

Such a scheduled ratio plan based on net worth would stil]l make capital
requirements a function of the major rigk elemants in the portfolio without
choking off operations for the guarantor in a recession dapleting the con-
tingency reserve,

While the severity of assumptions on the consequential expenses of
forsclosure and of the recovery ratio of pledged property values may be justi-
fied in the name of conservatism, the assumption that the guarantor would
pay claims in years 6-10 under the 20% option may be unreasonable. Such
an agsumption serves to measure the maximum potential loss but does not
recognize that actual losses could be reduced were property acqutred far
{uture resale or income purposes. The implied assumption is that the gusr=
antor would have to depend entirely on his own assets(which could mest
fiva times as many claims using the 20% optiorand could not barow money

to hold real estate. A major economic function of the guarantor 1s 1o hold
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real extate pending restoration of market values, thersby raelieving the
lender of an unproductive investment. Exercise of the 20% option in a
racession wiil seldom minimize losses t¢ cash or to capital. Payment of
207 claim reduccs assctis and surplus equally. This reduction of con-
tingency reserve or of net worth means the erosion of the required 4% re-
serve and the reduction in earned-promium generated from new business
available for current lossex. Losses of minimum reserve requirements, as
explained sbove, would accelerate drains on the acoumulated reserves,
which is directly epposite to the intent of the 20% option. On the other
hand, {f the guarantor could be assumed to mortgege acquired property for
80% of claims paid and to rent the property for 2 time, then assets would
remain unchanged, as real estate equity replaced cash; liabilities would
ke increased by a mortgage for 80% of real sstate value in an asset ledgar
plus some addition to case loss reserve. This latter liability gould well
be less than 20% of real estate aquity because recession appraisal might
not reflect current market prices but instead might be weighted to anticipate
"normal' values such as oontemplated in government guaranties. It would
appear that use of the 20% option has destroyed all possibility of future
loss reduction, could ereate a grester net cash drain than payment of the
claim in full minus funds raised by "mortgaging out, " and would hasten im-
Pairment of capital by failing to replace a ocash asset with an admi:yibli
Teal estate asset of greater value (offgset by & mortgage liability and case

loss resarve on liability side). The case loss reserve would reduce claims
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on income and reserves 1o tha extent that it was less than the net equity
in real estate. To be 'land poar" holds more possibility of recovery following
recession than to be 'flat-busted. "' While this option has effective appli-

cation in special cases, 2)

there L8 no incentive for management to use
this alternative for a majority of recession losges, so that its power as a
stop-loss arrangement wouid appear 10 be compromined, In relation to the
model cycle, if the azsumption regarding the 20% option were relaxed,
the loss capacity of the guarantor might be considerably improved. If one
could assume all logses would be no more than 10% of the maximum lla-
bility after eventual resale by the guarantor, that is the losses would be
only ona-half those losses assumed in years 6-10, & foreclosure frequency
exceeding the 5% maximum in the sighth year could be withgtood without
impairment of capital.

One solutton to the ineffective 20% option would be to reduce the per-
centage ¢f clalm payable to 15%, perhaps. However, the 20% optiaﬁ has

become so associated with the private guaranty plan, it would be more

feasible to change the contract to read 20% of morigage balanoce dus at

(12) For example, the possibility that the lender will be indemnified for
only 20% of his claim and must dispose of the foreglosed property at
his own risk should be a useful countermeasure to blatant adverse selec-
tion. Moreover, MGIC has found that for smaller mortgages of
$5.000 to $7,500 received in foreclosure, cases are settled ot less cost
to the company if the 20% option is exercised than if MGIC takes title
and then becomes involved in disposal of the property.
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default rather than as 20% of full claim due at completion of foreclosure.
The guaranty contract and the proposed California code regarding definition
of maximum liability would then be consistent, and the option would be a
more effective stop-loss arrangement. In addition, maximum lability
would be more precisely defined with removal of the indeterminate "paying
20% of such amount due (in accordance with policy condition 119 to the
insured" from the contract to be replaced by "paying 20% of the prinoipal
mortgags amount due to the insured upon the day of default. "' So defined
the maximum liability presumed throughout this study would have to be re-
duced from 25% to 20%, which in turn would increase all reserve ratios by
20% of their present values. The direct result would be a reduction in
estimated additional capital needs by an even greater percentage; 'fcr‘ '
example, where equity contributed one~half the recognized policyholder
surplus, capital needs would be reducad by 40%. Since one objection

to a sliding reserve ratic schedule would be the demand which it crestes
for gquity money in the early years, this objection would be partly mitl-
gated by correction of the measure of maximum indemnity under the 20%
option. It should be emphasized that such a change would only reduce the
capital amounts required in the models; such a change would not affect a
quarantor just having to meet the provisions of the proposed California

1: 25 ratio for the firat time; only the ratio's understatement of resourcos
would be equalized by thae ratio's understatement of liability as defined

¥ the contract.



152

Losses have been distorted and exaggerated to & minor dagrea tn the
model for several rensons. In years 12-13 a frecuency of loss factor was
uged which was considered normal for the prosperous 1st-5th as well; this
loas ratio was applied to all mortgages in the vears of recovery despite
the large proportion of the mortgages eight to fourteen yoars old and pre-~
sumably not very subject to foreclogure loss. Az mortgage portfolio graw
older and more dispersed, providing older mortgages did not terminate
coverage, one ¢ould expect an over-all foreclosure rate of .7 to .4 of 1%,
as described in connection with the FHA foreclosure rate. Lossos relative
to earned premium in those years would also reflect the lag of earned
premium income to the rapid expansion of maximum llability in thess yesrs.
Since 50% of premium income cannot be touched until lossss excsad 20%
of sarned premium, the large number of mortgages in the portfolio in yeors
11-1% can creste sufficient random nuisance olaims to spend all or more of
the earmed premium sllowance. Capital growth also would depend upon
retained earnings. Losses of capital and surplus by the seventh year weré
due to the rapid exhaustion of the contingency reserve which shiftad burden
to current fncome. Had the cycle occurrad at the end of ten years, ¢r better,
fiftescn, despite the larger number of fareclosures that would be involved, the
contingency reserve could have carried a greater share of the burden in the
earlier, high loss years of the recession due to its compounded growth after
the tenth year. In the long run, time for reserve acoumulation is probably

the prineipal factor affecting reserve adeguacy.
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CGraph 5 indicates the recession burden and ¢comparative regeneration
of the contingency reserve and net worth in years 12-15, suggesting an
unbalanced relationship between the demand of current losses and of con-
tingency ressrve on current earned premium. Current losses ¢ould con-
ceivably approach 20% of earned premium each year as earned premiums
lag liability expansion, so that if expenses could be contajned within a
30% limit, there will be operating losses each year while the contingency
reserve is soon restored to pre-racession levals. Reallocation of the con-
tingancy reserve to current earnad premtum would cost reserves a portion
of their tax exemption; failure t¢ do 8¢ postpones the day that investors
might once again receive dividends following correction of cupital tmpair-
ment. This problem of déﬂcit operation following & recession setbadk
would be complicated by the tendancy of expense r#tios on premium earned
to rise rapidly during recovery pericdis when presumably there would be
rapi{d increases in premium written and acquisition expense. Releass of
earnings from the demands of cepital deficit restoration would require a
financial recrganization in which capital stock values were reappartioned
to paid-in surplus. An immutable reserve ratic would complicate rearganiss-
tion. Unable to attract new eguity capital, the guarantor would have to
scale down insured liability in proportion to the loss of capital and reservas
by means of termination and amortization of insured mortgage balances, To
write new business the gusrantor might encourage termination of seasoned

mortgages. at the expense of a balanced portfolio. Guarenty capacity might
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pe prorated to lenders in proportion to their termination of existing guaranty
contracts. These strategems would be unnecesgsgary if the reserve ratio were
temporarily waived or {f the ratio applied only to net worth.

A ratio of net worth to insured mortgage balance, as in Item 29, of .7
of 1% 1is comparable to & reserve to maximum Iiabllity ratio of 2.8 or 3.5%,
depending on whether maximum liability is 25% or 20% of insured mortgage
balance. This proportion is comparable to the expected contribution of
capital to the 4% reserve ratio suggested in Part II. 1f capital were held
to the standard suggested by Item 30, 1.5% of total insured mortgage
balance, the leverage of premium reserves will be a low 1: 2; ‘werecapital
requirements reduced to an average .75 of 1%, leverage would approach 1:1
or perhaps 5: 4. For example, in year 3 the capital requirsments were
.75 of 1% of end of year morigage balance and net effective investment re-
serves were $1158, leverage would produce an 8.4% return on a $1039 nst
worth. 1f total operating and investing income of £111 were added to 8 4%
return on $1039 of capital the total operating yield on net worth might ap-
proach 15% before taxes. However, this model is poorly designed for any
projections of profit for several reasons. First, the expense assumptions
are somewhat understated in years 1-3 until a profitable scale of operations
would be reached. Next, these predictions do not make allcwanoes for the
fluctuations in the capital account due to the need for advanced capitali-
2ation of future reserve needs, which will cause the capitsl-to-liabllity

fatio to move up and down after each new supplementary stock lssue. The
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problem of predicting incomse per share is further complicated by the possi-
biity of dilution due to successive stock issues. A yleld necessary to
attract capital must depand on the subjective estimate of the investor as

to the downside rigk, i. e., the probability of grave recession.
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status throughout the country.

s Brief Blography of the MCIC Operation

The story of the rapld development of MGIC since 1957 has been the
story of the developmeant of the modern private mortgage loan guaranty in-
surance 1o date, There wap apparently trade talk about 1950 in the
financial districts on the East Coast of initiating a private ¢apital mortgage
guaranty operation, but the fall of 1956 marked the first sustained efforts
since 1529 to launch any kind of a privately financed guaranty firm. A
Milwaukee group, led by two succassful Milwaukee roal estate attorneys, (2
nagotiated and won approval of a guaranty plan for first mortgage loans for
their Wisconsin corporation from the licensing authority of the Wucoﬁnm
Insurance Department. The department had carefully researched and miawud
the unprecedented proposal and had given approval only after establishing
as severs a code for long term reserve accumulation as was felt feasible
within the initial income-expenge-~surpius pictuie of a firm meeating
Wisconsin's rather minimal capital requirements for an insurance company.

Licensed in mid~-February of 1957, the company began writing mortgage

insurance the following month. March showed insurance written of *41,000

on the single premium plan for a grand total of $228.006 written premiums.

{(2) Messrs. Max H. Kar]l and M. P. Frank of the Milwaukes realty law
firm of Frank, Karl & Hiller, and Spiros W. Kallas, a Milwaukee real
estate investor, were the prime movers in the original promotion of
MGIC.
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gy the end of the year, MGIC was licensed in five states, had 33 approved
jenders, and had written $14,205,000 on about 1,000 mortgages for a total
of $34,174 of net written premiums. {3) Btarting capital consisted of only
1,000 shares of no par value stock aggregating $262,500, just §12,500
more than the minimum capital and surplus required for licensing, A small
coterie of Milwaukee real estate investors supplied the rizk capital in
what was a closed local corporation. (4)
As premium fncome, capital structure, and personnel resources grew,
the company expanded its insurance service to parallel broadening HLB
permissible loan standards for the savings and loan industry. Onoe MGIC
sought as a maximum only 80% twenty-year loans with an $18,000 osiling
for a first mortgage on an owner-occupied one or two family residence in
large urban communities; today the company regularly insues guaranties
for- 90% of value loans on properties with four and somatimes eight family
occupancy, loans up to 30 ysars in term and in any amount permitted by

government regulation. MGIC is presently approaching a consistent volume

—.

(3) Data taken from an MGIC Prospectus dated February 25, 1960.

() Tt is interesting to note that a little~known provision in the WIS.
STATS. at that time made stockholders of a domestic insurer liable
for capital deficits tc the same extent ag a membar of & Lioyds asso-
ciation, i. e., unlimited liability. The statute 200.06 was rewritten
by the 1959 legislature to require at most forfeiture of stock shares
for resale at auction where capital of s firm was impaired. The bankers
had removed the assessment liability feature from bank shares in 1933
but no one had similarly changed the insurance law.
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of $20 million of loan Insurance applications each month, almoat 90% of
which is acceptable. As of December 31, 1960, 441 approved lenderg in
19 states had put $261,5%0,982 of insurance in force an 20,388 ingured
lcans. (3) Net worth of the corporation had expanded as a result of succesg~
sive stock sales to §1.£ milllon, including an earned surpius of $54,000
as the company turned its break-even point in November of 19460. Unearned
premium approached $1.7 million and contingencoy reserves exceeded
$.5 million by a good margin. (&) Reference to Tables 14 and 19 and
Appendices VII and VIII will further detail the growth record of this firm. (7)
The importancae of the adequacy of statutory reserve structure for a
mortgage guarantor is dramatized by the magnitude of past growth and the
potential future expansion of the premium dollar and insurance volumes
revolving aSout a company like that of MGIC. Past growth has been the
result of very able and persistent management efforts 1o overcome skepticism
16 win extensive acceptance for the guaranty. Market penetration was
facilitated by several institutional events. As polnted out in Part ], the

Home Loan Bank broadened their roéulationu as to acceptable loan terms

(5) Statistics from an MGIC Progress Repopt to stockholders in January
of 1960.

(¢) Data based on Monhly Financial Report to MGIC stockholders in
January, 1960,

(7) Brokers' reports indicate MGIC expansion is reflected in ocoasional
over-the-counter transactions in MGIC stock, which is priced in the
neighborhood of §25 & ghare for stock with an orjginal cost of §1.56
per share.



PART 1V

THEORETICAL RESERVE ADEQUACY AND
ACTUAL GUARANTOR OPERATIONAL PRACTICLS

Hypathetical Reserve Mequagy and Actual Guerantor Operation

A study of reserve adequacy can gain an additional dimension by review
of the financial alternatives and operational variables experisnced by an
actual mortgage loan guaranty company. The business statistics of such a
firm will provide a vardstick for evaluating the reasonablieness of the various
assumptions made in Parts 1I and III of this monograph. A survey of the
major events, policies, and ingtitutional factors which have affected the
development of a guarantar can illustrate how management may implemsnt
ihe legal minimum ltandardﬁ' of adeguacy and spotlight factors affecting
reserve adequacy which were not fully considered in present state inlui'mo-
codes. To these ends the oparations of the Mortgage Guaranty msuramx
Corporation (MGIC) of Milwaukee, Wisconsin, can be reviewed and compared
to the explicit and implicit agssumptions in Parts I, iI, and III. This firm
was selected because it 1s not only the prototype of modern mertgage loan

guaranty companies, but also the only such ﬂrm“) to achleve operational

(1} A number of mortgage guaranty companies patterned aftar MGIC ars now
in various stages of initlal operation in their home states. As of June.
1961, this study knew of the following companies attempting to enter
the mortgage guaranty field: National Home Nitxighge Insurance Co.
(Flecida); The Guaranty Alortgage Insurance Co. (GMIQ) (Fiorida); The
American Mortgage Insurance Co. {North Carolina); The St. Lawrence
Martgage Insurance Co. (Chicago. lliinois): :

rsurance Co. Ahadizon,—Wisconsta).

157
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for member savings and loan banks. Then in 195f the proposal {or an in—
gurance subsidiary through the Home Loan Bank was defeatad on the floor
of Congress, blocking creation of a governmental alternative to private
mortgage guaranty insurance acceptabla to savings and loan lenders.
Leaders of the gsavings and loan industry began to look with ever-growing

{avor on the independent MGIC program; (8)

prospects for MGIC also won
respectful attanton from members of the real estate and insurance industry.
By the first of 1959 MGIC had attracted personnel who were nationally

recognized in thelr field. (%) With the right personnel and entree to all

(¢) Whatever the role of individual members of the U. 4. Savings and Loan
League in the development of MGIC, the League itself has made every
sffort 10 prevent any sppearance of endorsement of the mortgage guar-
anty movement, at one time even prohibiting ownership of guaranty
firm stock by incumbent officials and staff.

(v} Chairman of the Board 18 Mr. Henry A, Bubb, a past president and
Washington strategist of the U. 8. S8avings and Loan League; he i3 Presi-
dent of the Capitol Federal Savings and Loan Association, Topeka,
Kansas; past President and presently Chayrman of the Legislative Com-
mittee of the U.B. Savings and Lean League.

As Executive Vice-President MGIC now has Paul J. Rogan, formerly
Insurance Commissioner of the State of Wisconsin (1955-1959) and one-
time Republican floor leader in the State Legislature, who has among
his responsibilities liaison with various state and national regulatory
agencies. Senior Vice-President is Mr. C. W, Smith, who prior to
jotning MGIC was official of the Housing Research Foundation of the
Southwast Research Institute; he was also known as pionesr of the

~-TV; erves ps . y
3;:101:; House Program and Housing Editor or_c?fg‘&g[‘f’l:?e”-pw; ifisrer i

In addition tu the top company officers are the following directors:
C.A. Duncan, Jr., President, Farm and Home Savings and Loan Assoot-
ation, Nevada, Missourl: Henry P. Irr, President, Baltimore Fedoral
Bavings and Loan Association, Baltimore, Maryland, past President.

U. 8. Bavings and Loan League; Harry C. Lindgquist, Chalrman of the
Board, Minnesota Federal Savings and Loan Associetion, 8t. Paul, M.Lnn. '
past international President, Society Residential Appréisersi Walter .
Mcallister, Sr., Chairman of the Board, San Antonio Savings and Loan

ousting [uddsta o an a3
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the nation's lender council chambers, MGIC was able to expand rapidly
due to uncertainty ag to the trend of real estate values and the faltering
economy of 1959-60 and the trend toward more liberalized conventional
loan termas.

The latent future growth of the MGIC aperation can be implied from a
few figures on just one of {ts possgible markets, The bulk of it present
741 approved lenders are savings and loan inatitetions, of which there are
about 6,200 inciuding 3,890 federal and state chartered banks insured by
FSLIC., The savings and loan industry as & whole originated about

$10.5 billion'!®

in mortgages in 1959, more than 50% of which exoeeded
70% loan ratios., Assuming 1,000 lenders participated in the MGIC plan

and each submifted only gne $13,000 loan a month acceptabla for insurancs,
the guaranty firm would insure $156 million of mortgages sach year. Were
first-year premium sllocated equally to the annual and single premium plam,
written premium on new business would reach $1.85 million dollars sach year.
In following years the model in Part II indicated that this first-year business
would be less than 50% of the total premium writtan as renewal premjum vol-

ume grows. One need only change assumptions to one or two loans per Jender

per week to send potential premium volume estimates soaring. While past

azgociation, 3an Antonio. Texas, past President, U.8. Savings and Loan
League, formerly Chairman, Federal Home Loan Bank Board, washington, D. C.;
Kenneth E. Sarles, M.A.1., Vice-President and Director, Underwriting De-
partment, past International President, Society Residential Appraisers.

(10) P. 69, U.S. Savings and Loan League Fact Book, ¢p. Git.
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srowth has been the result of extending mere acceptance of the guaranty
pian exiengively throughout the country, future growth will come largely as
a result of intenaive utilization of the plan in states where it has just been
inroduced, Many states had iasued licenses to MGIC only a few mcnths
cefore this study was prepared; in the state of Wisconsin, where MGIC had
vperated for almost four years, more than ten per cent of savings and ilcan

1764 mortgage recordings weres insurad with the company?

he Historical Refinemen ) 1 Pr

The management of MGIC has adapted the company service and organiza-
tion to the neads of an expanding business horizon with good timing and oon-
siderable originality. At the same time the original conoeption of the program
has proved to be a sound one from an organizational point of view so that
development has been mainly a gradual refinement of the original program.
Three areas deserve brief comment —the contract form, the financial structure,
and the marketing policy. A separate section will deal with non-monetary
management practices which implement the basic conocern of this study for
resaerve adequacy.

The present contract issued by MGIC is identical to the original master
contract plan with the axception of the very important addition of the olasuse
to 1imit liability at the option of the guarantor to 20% of the maximum bensefits
avaflable to the lender at the cost of forfaiting all interest in possible salvage
value realized from sale of the foreclosed property. This clause, fnwroduced

FEERTEAN S o !'.J /;f‘qi
in April of 195%, formally recognized that a guaranty oontract was essentially
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underwriting the difference in logs expectations between a high ratio loan
and a lower customary ratio losn which the lender would have given & par-
ticular borrower were guaranty insurance unavailable. This firm limitation
on maximum liability is critical to measurement and maintenance of reserve
adequacy.

The financgial structure of MGIC hag been continually modified t0 meet
corporation needs for capital conservation, for attraction of additional
investment equity, and for facilitating marketing operations. There have
hean three major stock aplits, two liquidations of affiliated corporations,
two major stock flotations, and creation of an over~-the-oounter market for
MGIC stock. Without attempting a detailed financial biography or anything
resambling a security analysis, several financial strategems are worth
noting. To protect capital and surplus in the early yvears of operation from
the drain of sales commission payments pald on premium written rather than
premium earned, s problem common to most insurers, a separate corporation,
Guaranty Insurance Agency. Inc., was organized at the very outast and
capitalized by recuiring tnvestors to purchase one Agency share with sach
four shares of MGIC stock. By contract this corposation organized all sales
functions for MGIC for which it received commissions on a premfum garped
base rather than a premium written base; since Agency paid its sales repre-
gentatives on the basls of premium written, the balance between reoeipts and
¢ishursements was financed from bank loans and & swplus deficit. Owner-

ship of Agency by MGIC shareholders removed Agency from direct regulation
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by the insurance department; the bank financing of acquisition costs of new
pusiness did not appear on MGIC statements. With a change in commission
schedule and marketing policy and a stronger MGIC financia] statement,
Agency was liguidated in October of 1960, its functions being performad by
MGIC. In Flaride a temporary guaranty insurance corpotation was organised
10 resolve a3 dilemma posed by Fiorida insurance law. The law required a
new, non-domestic insurance corporation to operate sucoessfully for three
years outgide of Fiorida before becoming eligible for licensing in that state.
Domestic subsidiariss of an ineligible foreign insurer were also excluded;
however, Agency was not an insurance corporation under Fiorida law and 80
organized an MGIC of Florida, s corporate structure quickly ligquidated by
merger into the parent MGIC organization as soon as MGIC became approved
in Florida. The year 1960 alsc marked the organization of 2 wholly-ownad
MGIC subsidiary, the Mortgage Finance Corporation. YThis oorporation is
intended to perform real estate appralsals on behelf of MGIGC for the appraisal
fees paid in conjunction with high ratio loans, and in addition it will aoquire
proparty at cost to which title had been taken by MGIC due to full paymaent
of a guaranty claim. It is expected that MFC will then operate ths property
as a rental unit ot aell the property under land contract so that in the long run
MEC can recover its investment in the praperty and MGIC will axperience no
net loss on claima so handled. MPC is expected to finance such propertiss
with lending agencies in sach property locale. Since Wisconsin ingurance

audit procedures recognize MGIC holdings of MFC stock as an inadmissible
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asset, properties held by MFC and extensively finanoed need not appear on
a consolidated balance sheet.

The equity base of MGIC is being continually broadened through sale
of MGIC common stock. The original no par value shares have been suo-
cossively transformed through stock splits to $380 par, $10 par, and §1 par
shares. Bale of stock was at first limited to assorted management individuals
in the mortgage finance field and was underwritten entirely by MGIC; more
recently stock distribution has broadened sufficiently to permit a Milwaukee
broker to make an over-the-counter market for the shares; a New York invest-
mant banking firm has been called on to manage and fully underwrite a much
more ambitious equity capital program. which {s expected to add more than
$5.5 mﬂlion in equity in 1961 through the sale of about 236,000 shares at

#P7.08  (y

a price near #24 per share.

Marketing arrangements have not only shifted from Agency to MGIC
but have also shifted from commission sales to direct promotion by salaried
NGIC parsonnel. Original arrangements to sell by commission were made
necassary by the desire to conserve capital during the {irst formative
years, when loan volume in any one territory could be expected to be insuf-

ficient to meat the fixed cost of salaried reprasentativas. Onos 3 lender

(11} Over~the-counter stock prices ranged between §32 and f40 per rihﬂ"
in the spring of 1961 (n & thin market. The early investors in MGIC
had an acquisition cost adjusted for stock splits in the neijghborhood
of $1.60. This rate of capital appreciation rather than any sxpectation
of early dividends may be the primary lure for investors and explalns
the rash of new, recently organized guaranty ventures.
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has been enlisted in the program, repeitive sales, renewals, ang self-
servicing to a degree via direct mail with the home office have made salaried
representatives a logical marketing choice. (12) Repeated personal sales
contact is neocessary, however; experience has shown MGIC that education
of lender personnel {8 necessary to simplify application procedures. More-
over, once the lender acclimates lending policies to high ratio lending

with the aid of MGIC, there is a tendency for the lender to make high ratio
loans without benefit of morigage insurance. Advertising promotion has
only limited institutional value. Far more important to MGIC has been the
favorable editorial acceptance of MGIC {n lending and building rade public-
cations, which have done innumerable educational articles on the develop-

ment of the private morigage loan ingurance program.

Nen-Monetary Practices Affecting Reserve Adequacy

The expansgion of writien premium volume and earned premfum tncome i

a direct product of a huge expansion in potential liability. The guarantor

(12) To attract suitable commizsion agents from the ranks of mortgage brokers,
loan officers, or association personnel a generous commission schedule
wasg first established which allocated 30% of premium written to the
franchise holder (5% ), to the agent representatives (15%), and to & sub-
agent (10%} where necessary. As volume in 8 given marke{ ared has per-
mitted and existing commission contracts would allow, MGIC has switched
to direct sales, thereby slashing sales expenses to t% of first year annual
premium, 5% of the 1/4% renewals, and 6% of single premiums paid at
written and adjusted for terminated coverage, The potential commission
in a well-devaloped territory has been sufficient to attract such Nllb;"
of men as a former state PHA director, a savings and loan officer, an
an establizhed mortgage broker.
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must institute a dystem of controls which will assure that the losses paid
as a result of this potential llability are for reasons beyond control of the
lender, as contemplated when the premlum rate was established. The
proper selection of eligible lenders, properties, and borrowers is greatly
voniplicated by the cpportunity in this {ield for adverse selection. The

guarantr does not often raceive“s)

& cruss-section of the residential
mortgage business of & given lender, but rather only those loans the lepdear
would not accept without a financiaj guaranty. Not only may vthe quality
of loan applications and terma of lender security be less than. average,
but the guarantor, struggling for suificient volume in the first years of
operation., may be tempied to lower underwriting standards. The presence
of guarantor competitors will incwrease adverse selection of loan tppuon-
tion., A loan refused coverage by one guarantor, perhaps the preferred
guarantor, may be resubmitted to a second guarantor, and even a ghl;d. in

.hopes that one may need the business. MGIC has found that lenders may

use an MGIC refusal as an excuse for turning down a loan applicant without

injuring their own ""community relations. 14} The first level of underwriting

(13) Nevertheless, some lenders have made it a policy t¢ send all loan
applications indicating a loan ratio in excess of 80 or £§5% for insurance
from MGIC. It iz possible that in such cases MGIC underwriters may
occasionally accept a more marginal loan due to the generally higher
guality spread of risks previously placed through the ingtitution sponsor.

(14) Some applications have even contained a note reguesting refusal, but
most lenders cannot be expected to be so solicitous of both client and
insurer.
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selection standards s found in marketing policy as to eligibility of lender.
properties, and loans; the second level is the credit analysis of a Lborrower;
the third level i evaluation of the particular property. and perhaps the risk
objectives of guarantor investment policy may further restrict underwriting
activities.

Selection of lendiny institutions to be soid the guaranty plan, which
will have an lmpoctant impact on the quality and quantity of loan applica-
tions from which underwriters can select a profitable distribution of risks,
wust discriminate both by class of lender and by rank within the class.
while the federal savings and loan industiry is presently the best market for
mortgage guaranty because it has been permitted more flexibility in making
a loan, barriers 10 high ratio loans for other types of lenders are gradually
Leing removed. The spread of 'prudent man'' investment statutes will per=
mit trusts and pension funds to find investment cutlets in high ratic loans,
and a mortgage guaranty will be most attractive where these loans are not
originated or serviced by the investor. As another example, the laws in

m:maﬂ-”) and lawauﬁi governing permissible loan ratios for siate chartered
stvings and loan assooclations have beqn amended tc¢ include not only federally

insured loans but privetely guaranteed loans as well, (17) as qualified

(15) ARIZONA STATS. Chap. 446, Section %, {6) {1959).
(16} JOWA STATS. ANN., Section 534.21 {1969 Buppl. ).

{17) To qualify the guarantor must be approved by the respective state in-
surance ocommissioner,
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exceptions to the law restricting mortgage loans to not more than 66 2/3%
to 70% of value. In Wisconsin state chartered savings and loan associa-
tions are permitted to lend up to 90% of value on owner-occupied homes
where there is acceptable collateral covering amount of ican in excess of
#0% or when there {s approved governmental or private mortgage insurancs.
With such precedents banking departments may soon approve the private
mortgage guaranty for use by state banks, credit unions, and savings bankl."s’
But should these market areas open for the private guarantor, there is some
question whether these lenders may have the impartiality, lending skills,

or servicing facilities which are required if the guarantor can afford to shift
much of the lcan-making responsibility to the lender as MGIC presently

does with savings and loan iirm:.' However, savings and loan mlututlbns.

who are primary lenders, might serve the secondary market for conventional

loans by selling guaranteed mortgages to pension, credit unions, and others.

(1t) As this report was prepared for printing, a study of the second mertgage
situation in California by Dr. Leo Grebler and Dr. James Gillies of UCLA
made the following recommendations to check abuses:

1) unfreeze FHA and VA interest rates to make loans more attractive to
investors, '

2) require ful] disclosure of infarmation on loan terms to borrowar,

3) equalize the lending power of all mortgage institutions so that
banks, insurance companies, and state chartered savings and loan
loans can make the same 80% (and in some cases 30% ) loans that
federal savings and loans can,

4) relax geographical iimitations on convaentional landing inatitutions
to improve inter-regional flow of money,

5) study the poasibility of setting up & state or private insurance
company to insure the upper 20% of conventional loans.

{48 reported in House and Home, larch 1961, pp. 64-65.)

Fqualization of lending power has tremendous and obvious implications for the

market for private gusranties. The possible flexibility and competitivencss

01 THA-VA has already been digcussed.
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Given a class of lender such as savings and ioan, the guarantor must
select approved lenders from restricted size and type considerations. Low
cost, high market panetration might be secured by selling the vary largest
urban savings and loan lenders, lenders most likely to have the most
sophisticated landing practices and to be the most frequent users of the 90%
loan. Howsever, the very largest city lenders have felt very littie nead of
MGIC. Less well endowed savings inatitutions have greater need of risk
distribution, income stabilization, and innovation of high ratio loans. All
the attention given the high loan-to-value ratic mortgages obscures the fact
that most lenders still resist too many such joans and make ths majority of
thelr home loans in the neighborhood of 75-50% of value sven .ln the bigger
cities. An insured loan of mote conservative ratio would rudx?oc the pressure
on the reserve adequacy caused by great risk of foreciosure losses on high
ratic Jonger term 'loann. The lending territory of the quiumduod lender
;s also a factor, or more specifically, the sire and economic hn_o of the
community in which the mortgagor and his property are located. A large indus-
trial city may be more subject to income cycles among c-ruln bome buying
qroups than home owners in a smaller town yet provide a more active resale
market. A small town, however. may be less able to arrest sconomic decline
In a short run and it would always be more difficult to sell a property acquisi-

tion quickly. 19)

(1) Small town property foreclosure may best be indemnified with the 20%
option to avold a sticky resl estste market.
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MGIC has carefully restricted aligible lenders to lending ingtitutions
which are regulated and supervised by federal or state authorities, (20)
having assets in excess of §1 million. Selection depends further on analysis
of income and balance sheet statements, study of typical borrower clientele,
competence of debt servicing personnel, and the requirement of regular
daily banking hours. 21 Until recently lenders had to be located in medium
or large metropolitan communities but recently the directors approved a
change in policy to make lenders and loans in smaller cities of less than
5,000 population eligible for approval. (z2) Finally a system of post
sslection of participating lenders has been established by MGIC, utilizing
regular gpot-check appraisals of one out of every three properties on whloh

loans were accepted for insurance to uncover those lenders who have regu-

larly submitted overly generous appraisal values. As @& result several lenders

{2U) Orliginally a basic underwriting precept self-imposed, restriction ¥
loans originated by a bank, savings and loan assoclation, or insurance
company is now part of the California code (Chapter 2s, 126340.02(b)!11)-

(21) The daily banking hour requirement eliminates eligibility for those
saving associations and small credit unions which still enjoy the spirit
of the cooperative movement, with weekly meeting hours and part time,
sometimes donated, management by members of the group. These associ-
ations have reached gualifying sire in several local areas of the oountry
but seem to lack both the experience and impartiality required to minimize
iender lossex in event of foreclosure.

(22) The underwriting rationale was that each small town could offer oppor-
tunities for a few well-secured locans, loans to established families for
which far more credit information could be gieaned from common knowl] -
edge of one another in a village than could be had on a city loan reported
on by a big city aredit bureau,
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have besn denied further coverage, alithough existing loan commitments have
had to be honored.

Underwriting poiicy(z 3)

hag been carefully evolving the classes of
residential property sultable for privately insured loans. Froperty must
meet the following typical requiremcnts: a) The loan must be secured by a
first mortgage and provide for monthly payments covaring interest, amortiza-
tion of principal, taxes and insurance; b) 0% loans may have a thirty
year amortization period if property is owner-occupied and less than ten
years old, or term is not to exceed twenty-five years and 0% of appraised
value if not owner occupied: c) The mortgaged property must be a nonfarm
residence, or semicommercial building at jeast 50% of which is used for
residential purposes {limited for use by ndt more than four iamﬁieu in socme
states); d) Homes must be fully completed before claim for loss will be
valid, and shells or other "do-it-yourself houses' do not qualify unti]l oom-
pleted satisfactorily; e) Homes more than twenty years old must be modern-
ized significantly to be eligible for loans in excess of 80% ratio, and loans
of more than 80% ratio reguire aéaual reserves for taxes ;ﬂg/!;nnxlrlﬂ-
MGIC has no hard and fast ceiling on the amount of loan insurable and will

consider any loan which approved lending institutions are permitted and willing

to make. With certain exceptions the HLB limits its members to maximum

(23) Chief underwriter for MGIC presently is Arthur Lenroot, Jr., formerly
the Wisconsin State Director of FHA.
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aingle family residential loans of $3z.ooo where the ratio does not exceed
& Jb, BoU
£0% of the value, or $+-8-942 where it does exceed £0% of value and there
18 no other collateral. Where lender regulations permit second mortgages
and family income is adequate, MGIC brochures pmiess‘zﬂ no objection to
a second loan so long ag borrower maintains s minimum equity of 5%,
The financial situation and income of the borrower are individually

(25) The under-

underwriiten far more carefully than the property mortgaged.
writer loan-~analyst typically establishes the fcllowing benchmarks:
a} Income, age, and employment must be favorable in the relation to total

family obligations: b) Total monthly payment ¢of borrower on an fnsured loan

should not exceed 25% of gross income except in special cases where wife's

{Z24) The problem of the second mortgage has been a thorny legislative issue.
MGIC management would prefer that a mortgage guaranty be legal only
for first mortgages, and many state statutes so read. Howeaver, in
Florida a well-Drganized sscond mortgage markei erased such & restric-~
tion from guaranty enabling legislation. On the other hand, in Califonia
the intreduction of mortgage guaranty insurance is seen as a partial solu-
tion to the second mortgage mess in that state (Houge and Home, March
1961, pp- 64-65). By raising permissible loan ratios to 50% for state
supervised conventional lenders when a guaranty is used, it is hoped to
eliminate the need for sacond mortgage financing. The mortgage guaranty
can only be used to ingure first mortgages.

(25) The administrative procoss requires that each application for loan be
submitted together with a property appraisal raport, including legal
description, borrower's credit report, photo of property. 3 copy of lending
institution's loan application, and m fee of twenty dollars for appraisal
review of loans over £80% of appraised value. Two underwriters can
usually review all applications within a day of receipt and, for those
scceptable, issue commitments for insurance pending closing of the
loans.
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income may be given some consideration: ¢) The credit raport submitted on
the borrower must satisfy MGIC, d) Businessmen muat furnish firm financial
statements. income. and expense estimates for leased property; 3) People
over age sixty may be restricted to short amortization periods depending

upon income projections while young marmried couples, who often furnish
co-signers to the morigage, are not restricted by special underwriting caveats;
f) Although recently MGIC has generally disapproved loans intended for specu-
lative builders, when such loans are accepted, financial statements, nld-
vanced builder loan commitments, and a current inventory of unsold homes

are ali required underwriting information,

Upon acceptanoe of a loan for insurance the underwriter issues & commit-
ment for 1r;surance pending closing of the locan. Commitments may be held
open for six mqnths on incomplete construction, for three months on existing
construction, or for one month on loans closed priar to application. Various
underwriting rules permit open ending of loans, refinancing of loans, advance
{irm (take-~-out) commitments in name of the buildar, aﬁd conditional, interim
dual commitments for a huilder and qualified borrower-owner, There are
additional rules for mod.iﬂcation or cancellation of coverage. It is possible
to change from an annual premium to single prommm plan on a pro-rata basis.
All other premium refunds are on the standard short rate basis with a minlmum
retained premium of $50 on initial coverage or of $10 on renewal coverage,

ninimum retention fee does not apply to pro-rata cancellation. Thers is a
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$ZO appraisal review tae}zm paid to MFC on all loans over 80% of value,

which creates income in excess of the cost of the spot-check appraisal
system. A portion of these recaipts have been spent to collect data on the
desirability of various neighborhoods in major metropolitan areas to aid in
selection or disapproval of loan applications.

Before discussing the operating experience of MGIC and its foreclosure
loss experianca in particular, MGIC olaim procadure and objectives should
be outlined. Potential claims {irst appear as delinquent monthly dabt service
payments. In order {or a ¢ialm to be valid, lenders must notify MGIC within
ten days after a loan is in default for an accrual of four monthly payments but
may notify MGIC at any time there is 8 change in the delinquency status of
the loan. The permissible time lag for reporting delinquencies sfiactivaly
reduces the nuisance to the guarantor of the usual run of late payments,
seasonal defaults, and othsr colisction problems. Presently leadars tend to
prefer quick foreciosure action whers a workabie compromise for the collso-
tion of interest and taxes as & minimum temporary payment cannot be cbtained.
Appropriate proceedings to recover title must be initiated by the lendsy either
when insured loans are nine months in default or when the guarantor may
direct such action on loans more than four months in dsfault. Of cowrse,
the ciroumstances and the recommendation of lender, as to how tough collec-

tion policies should be. temper the actions of the guarantor, To mest

(2+) Receipts of these fees appeared as "other operating Income" on the con-
solidated income statement before the formation of MFC.
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poseible losses on reported default and foreclosure actions, MGIC maintains
a ''case-basis' reserve covering estimated losses on insured loans which
have resulted in conveyance of property to MGIC, on insured joans in pro-
cess of foreciosure, and on insured loans reported to be in default more

than four months. The raserve is calculated as the difference betwsen
estimated regovery value on the property in quaestion as dertved from a fresh
appraisal upon default or foreclosure notice and the sxpected maximum

cliaim due the lender.

As previously mentioned, the private guarantor has a somewhat weaker
mechanism for the administration and financing of foreclosed, acquired
properties than does FHA-MMIF. The formation of the MGIC subsidiary
Mortgage Finance Corporation (MFC) will, it is hoped. reduce nst losses
on property acquired at foreclosure by daferring ths capital iosses until
they can be offset by long term income receipts. AcQuired propertiss are
soid to MFG for cash in the amount of claim oost to MGIC, a transagtion
which appears to eliminate any net losses for the parent corporation. MrC
pays for the property with cash raisad on a high ratio loan plus squity.
created by lssuance of its own stoock to MGIC. and if necessary. long term
debt borrowed directly from MGIG or on the strength of an MGIO endarse-
ment. MFC then rents or sells by land contract acquirad properties, off-
setting income with aceelerated depreciation permitted the real sxtate
investor for income producing property, While such rental and sale cpera-

liong may merely support the property and debt service on the mortgage
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(placed with a lender in the property locale), MFC can generate working
capital sufficiant to offset any joss due t0 a purchase price paid parent
corporation in excess of realizable market values. On rental property MFC
can hope for inflationary increases in bullding values which might permit
sale without loss other than the opportunity cost of capital so employed
without net interest returns. In short, capitsl] losses are amortized through
interast income of land contract or lease. Moraeover, by financing sach
property with & local lender, a diversified source of expandable long term
debt financing c¢an be tapped. These loans would offer the lender a securad,
first priority loan on a specific asset, a claim on marketable residential
real estate, endorsed by a corporation with aignificant assets. Since Wis-
consin does not require a consolidated annual statement, the long term debt
acgumulated by MFC will never appear on MGIC balance sheets, and MGIC
by shifting property 'write-downs'' to MFC may experience mlﬁlmum losses
in all phases of the short term and intermediate foreclosure cyclel-' Two
potential flaws in this arrangement nesd to be underscored: MFC must try
to liguidate as much of ita portiolio as possible, when net interest income
has offset capital deficits, in peaks of real estate activity, to genarste
liquidity for the next cyclical increase in property acquisition; more important
to the measure of reserve adequacy of the parent corporation is that MGIC

recetve cash and not JIOU* .(27) from MFGC. While an audit of MGIC would

(27) Common practice of guarantors in the Thirties was to sell 'prOpe'l:Uet to
dummy holding companies at claim cost, so there was ho Toss'' to
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inciude MFC, so that collectablility of notes might be determined to rualify
their admigsability as an asEet to the guarantor, MGIC losses could be
substantially understated and assets optimistically valued in expectation
that with time, recession prices would stop aliding and return MFC to
financial solvency. Using the MFC device need not requires extensive
capitalization. Since the average discrepancy between market value and
clafm cost may be expected to range from $700 to §1,500 on u-$l 2,500 loan,
and since refinancing loan ratios ghould approach 0% of current tnoeislon
market values, $25,000 of MGIC equity can finance from ten to twentf
propertics at one time.

An additicnal source of financial strength is income {rom investment
of reserves and capital funds. In the final quarter of 1960 investment income
was responsible for creating the firat net addition to retained sarnings. The
investment problem of the guarantor is somewhat different from that of a
fire and casualty company. Claims of the latter two are adversaly affectad
Ly inflation because premium rates tend to lag actual inflationary loss ex-
perience due to the time required for compilations, for rate changes, and for
contract renewal dates. Consecguently these firms must invest to s large

extent in stocks that will rise with inflationary increases in the price index

guarantor who took notes in full payment of claim. The interest On notes wask
listed as interest receivable, made an income item, and disbursed as a divi-
dend up to the final collapse! Insurance auditors permitted the practice to
continue because notes were secured by property 50% greater in value —
l.e., loan ratios were only 66 2/3%,
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so that investment profits can offset unexpected increases in claim cost.
On the other hand, the guarantor should find that losses decline rapidly
as the price index rises; in such event any inflation-caused bond price
declines are an easily afforded vice. By the same token a sharp decline
in stock prices would precede an increase in foreclosure 10ss rate ocoa-
sioned by deflation; therefore the guarantor must select liquid investments
which are not subject to the same risks as mortgages and which do not
respond too guickly and too sharply to income and price cycles. For this
reason a guaranty firm will resemble the so-called bond types company
of the fire and cosualty field, and the leverage offect to benefit investors
must be largely one of {income rather than the more volntﬁ. one of f:lpitll
appreciation. By 1960 the investment acoount of $3.72 mmioh was almost
twice the net worth of MGIC. This leverage should increase gradually with
the simultaneous bufld-up of unearned and contingsncy reserves, sxcept
when there are large additions to capital stock or loss -inroads. If the
contingency reserve continues to increase its relative share of policyhalder
surpius, capital need not grow as fast as either reserve to satisafy strong
wh ek Cresently accownt qur JI % 1::_*6
growth demands, The more preference shown the single premium plan,y the
more the leverage factor may incyease. While the rate formula does not
contemplate an interest assumption in determining the future amount and

adequacy of reserves, investment income resQurces Gan nevertheless play

an important part in the financial adequacy of & young corparation.  Since
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the young ¢ompany is not immediateiy under pressure to pay investment in-
come out in the form of dividends, the income can offset drains on aurplus
created by the build-up of unearned premium reserve. Once MGIC invested
almost entirely in savings accounts not exceeding $10,000 with a yield of
3w w0 4% each with savings and loan associations insured by FSLIC and
utilizing MGIC insurance. 8Such accounts presently repressnt about half of
1ts investment portfolio. In an effort to improve thas rate of return on in-
vested ansets, MGIC has leaned toward selective purchase of industrial
sonds, a few government obligations, and some prefemred and blue-chip
stocks. Should market interest rates once again paraliel savings acoount
rates, investnents for yleld may seek out more preferred stocks and seoondary
Lond issues. The effect of investment management on yisld in the past

{our years can be seen from the following chart built from oompany statements:

Investment Account Income Produced Rate of Return on
Year End of Period _Puring Period | Average E-QO.M.B,
1957 $ 480,993 § 13,902 3.69%
Ly5¢ 739,836 23,103 3.84%
195y 1,630,078 46,278 3.78%
1760 3,726,620 101,683 3.79%

This source of income not cnly can pay investors a suitable dividend yisld
but also help pay losses in a year of economic ¢risis.

The amount of capital stock and patd-in surplus required by the guarantor
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has been a matter of concern throughout the study. Reference to Table 17
indicates that the reserve ratio and capital liability ratio have been declining
with continual expansion of insured mortgage volume balance. However,

the capital stock position of the ¢company is in a stage of flux. A public
offering of stock lg expected in the spring of 1961 in an amount approaching
Fo oo es; MiL]r2 g in Fa4 Loant of FrEovdlee grapeced for i
$370607080 with another ﬂct.atton,‘plm for-eaxly 3964. Not only does manage-
ment seek the security and trade accaptance of a multi-million dollar nat
worth, but also it enticipates the introduction of reserve ratics to existing
legislation at a time of continued rapid expansion of insured mortgage volume.
The underwriting skill necessary to float such stock has been discussed in
Part IIl; the investor incentive i8 both leverage investment income and ex-
pectation of an eventual slice of the contingency reserve. Realizing that
business growth will require several excursions to the capital market,
management has bean careful to reduce dilution of investor equity. At the
outsat promoters did not raceive free shares of stock as is often the custom.
Compensation of officers has been conservative and purchase options granted
officers have been limited in number. No parson owns of record. of is known
by MGIC to own beneflcially, more than 10% of the outstanding common stock,
and the directors, officers, and employces as a group have only 21.9% of

the stock. Pre-emptive stock rights are barred by the provisions of incor-
poration, and careful watching of stock sales in the over-the-oounisr market
has kept stock prices rising in an orderly fashion despite the limited supply

available and the allure of the atock as an inflation hedge or speculation

that depression ig an extinct phenomenon.
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he Growth of M d Its Operating Statistics

Before discussing the raserve &dsquacy of MGIC or pamallels beiwaen
the firm of the model of cyclical loss advanced in Part 111, the historical
financial record of the corporation should be outlined. Various f{inance
statements are included in Appendices VII and VII without {urther prose
comment, as the only objective of this ptudy is to wrestie with the problem
of reserve adequacy and not to perform the functions of a security anslyst.

The rapid rate of growth for MGIC i3 indicated by monthly comparison
of mortgage loan volume insured and pramium written which appear in
Table 14. Btudy of the rate of market panetration is also revealiing. In
the 37 states in which MGIC was active to some degree in 1960, applica-

tions for loan msumnce‘za)

were generated in an amount equal to 2.25%
of the total mortgage volume recordings of savings and loan asaociations
in these astates for 195%. These states racorded §9 billion in 1959, while
MGIC received application for .6% of this total in 1959 or 1.6% {n 1960.
Following the assumption of Model A, that 40% of loan volume would exceed
a 70% loan ratio and hence be a potential contract for insurance, MGIC re~
ceived applications for 2% and 4.1% aof a $.s & billion market potential in
On vie sume besis Mpl( volame fur [F61 r;‘_'f‘-h-:zo‘h@.u:ubauikﬁ%

1959 or 19€0. In the state of Wisconkin, where MGIC "has operated 1or of peten t-.|

nur ket
three and one half years, jnpured volume in 1960, not ''application volume™" ‘

(28) Application volume is & better indication of market penetration than
actual volume insured because some applications are rejected and
actual coverage is delayed akbout 60 days from time of acceptance
unti} notice of loan closing.
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MGIC — AMontilly comparisons.

Application volume

Premium income

1957 1958 1959 1960 1957 1958 1959 1960
1, 677,150 3, 410, 694 5.417,578 9,241.10 21, 439. 49 67, 449, 26
1, 564, 600 3,232,603 13, 489, 694 10, 685. 20 19,137, 97 92, 415. 76
63, 800 2, 605, 334 6,105, 751 13. 167, 84] 227.50 10, 527.55 26 875.10 139,173. 86
63, 800 5,847,084 12. 749, 048 36,075,113 227.50 30, 453. 85 67,452. 56 299, 038. 88
823, 550 2, 698, 934 7, 671 748 15, 432, 097 4,184.13 15,555, 54 44, 955. 60 126, 763. 54
1, 583, 450 4,003,256 B, 053,076 17, 390 404 6, 642, 25 17, 514. 57 65, 969. 86 141.816. 14
2,077,995 4,146, 798 9,038, 462 18,147, 259 9,282.00 30, 628. 40 78,785.29 162, 229. 09
4,548,795 16,696,072 37,512,334 87, 044, 873 20, 335, 88 94,152.36 257,163. 31 729, 847. 65
2,174,250 3,809,315 12,872,716 18, 550, 356 15, 590. 05 23,362.99 80, 548. 86 164, 404. 31
1,749,950 2,832,930 11, 456,830 22,132,577 10, 655. 38 18,863.71 93,126.11 189, 238. 70
1,243,100 4,161, 805 10.001.562 19, 889, 597 8, 855. 00 19,881.%6 105,274. 00 189,315, 73
9, 716,095 27,500,122 71,843,442 147,617,403 55, 436. 31 186,261.02 536,112.28 1, 272,804. 39
2,492, 660 4, 485,197 9, 695, 941 20,222,991 12, 402. 88 32,752. 11 97, 720. 80 178, 318. 85
1. 864, 380 4, 075, 560 9,719,053 11,146.95 28,302. 81 89, 205.19 87,531. 61
2, 4467, HE0 1,033,723 7,938,197 14, 324, 55 28, 365, 41 78, 727. 93 126, 617, 29
16,540, 795 39,094, A0 91,194, 258 93,310. 69 245, 681.35 801,766.20 1,807, 718. 68

21
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or "ingurance in force, * totaled $3£.25 million, 13.3% of $288 milljon of
recordings for that state of 33.3% of the $115 million which might be suit-
able for loan insurance. While national averages of penetration for MGIC
parallel penetration assumptions of Model B as summarized in Table 16,
growth in several states like Wisconsin hag far exceeded the liberal growth
astimates of Mode! A. The implication {s that actual reserve ratios will
decline more than anticipated unless there is increasing capital support.
Characteristics of the loan portfolio insured will give added meaning
to company reserve ratics. The average amount of mortgage orfiginally in-
sured in 1960 fs about $13,200, an amount which company records indicate

is about §100 abave previous averages. (29)

Average mortgage balance yet

to be amortized can only be estimated. MGIC can only take the original

loan volume insured or renewed and adjust by a factor of 97.6 to allow for

$ix months amortization of annual business and amortization of the single
premium business which would not be included in annual renewal figures.
Company accountants estimate average balance due at §l 2,850. This balance
has increased slightly due to the tremendous influx of newly insured loans.

AS business stabilizes {n the future this balance can be expected to decline

az portfolio matures. The termination rate for coverage in foros hovers

{23) Present company runs on IBM recorde do not reveal the exact number of
a few four-family and duplex loans which tand to distort this avarage
slghtly.
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around 5%, with a slightly lower rate on eingle premium business ag com-
pared to annual renewal business, where the insurer can reappralze the

need for insurance each year. Due to the small volumes of business {n 1557
and 1956 and a possitle tendency for lenders to teappraise insurance needs
alter flve years' seasoning of the loen, no reliable termination rate has

been firmly established. On a cumulative basis 23,303 loans remain of
25,246 insured in the four years ending in the first quarter of 1961, MGIC
management has been pleasantly surprised by the conservative loan ratios

of loeng submitted for fnaurance; the company estimates that present average
ioan ratic iz about £2% of value. Average term is 21 years. Some savings _
and loan groups make {2 & practice 10 insure all loans tn excess of 75%
loan-to-value ratios. Many savings and loan groups regard an 80% loan as
a high ratic loan and have ra yet to enter the 90% loan market. The trend

i loan ratios for the entire portfolio, as well as for the individual applica-
tions of a single lender, is carefully watchad as one sign of possible adverse
salection. Nevertheless the average loan ratio {s expected 1o advance
somewhat in the next few yvears of mortgage lending competition.

Premium income and expense ratios reveal trends in present and future
regource growth and the relative decline of expense which accompanies
larger volumes of business. The beginnings of adequate geographical dis-
persion can be found in Table 15. Of §1.5 million of premium written in

1,60, 32.3% was from annual premiums, 56.1% single premiums, and 11.6%
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TABLE 15. Mortgage Guaranty Insurance Corporation — Premiums received
January 1, 1960 to December 31, 1960
Year to date
State Annual Single Renewal Total

Alabama $ 2.768.00 § 190.00 § 362. 60 3, 320. 60
Arizona 9,787. 20 1,270. 00 2,075, 32 13,132.52
Arkansas 463. 59 19, 848, 10  ~--em--——- 20, 311. 69
Colorado £31. 83 3, 508, 00 306. 85 4, 446. 68
Florida 58, 062.14 55, 823,81 47. 23 113,933.18
(Georgia @ = 0 m=m—ceeaan- 3,008.00  —--———emme- 3, 008. 00
Hawaii 23, 342. 96 530. 00 2,909, 91 26,782, 87
Illinois 37, 513.17 45, 286. 55 19, 409. 20 102, 208. 92
Indiana 39,992. 03 92,552. 32 10, 967. 15 143,511, 50
lowa 24,297. 80 143,195. 78 £0. 02 167, 553, 60
Kansas 34,779, 24 242, 020, 05 T, 644, 98 284, 444. 27
Kentucky 966. 00 2 smmmememmmmem 240. 74 1, 206. 74
Louisiana 1, 603, 30 10, 000. 00 25. 96 11, 629. 26
Maryland 8,131, 37 250,00 2,350, 53 10, 731. 90
Massachusetts 83,80  —emmmmmmmmen mmmmmemee 83,50
Michigan 7,332. 35 6, 803, 20 61, 68 14,197.23
Minnesota 5, 946. 63 57, 267. 80 632. 39 63, 846. 82
Mississippi 1,006.07 6, 610.89  -——---—--- 7, 616, 96
Missourl 18, 661. b7 Bl, 754. 74 2,592, 01 103, 008. 42
Mantana 65.00  ——-m-mmmm-m-——- 585. 20 650. 20
Nebraska 18, 322, 48 315. 00 898. 34 19, 535. 82
Nevada 4, 886. 00  ——————me———a 193. 85 5,079. 85
New Mexico b, 557. 06 360. 00 93¢, 31 7, 853, 37
North Caralina @ ——--—=—-—-—-w~ 467. 00 W ~mmommm—e- 467. 00
North Dakota 9, 041. 30 3, 968. 09 2,297, 88 15, 207. 27
QOhio 41,155. 79 6l, 684.10 10, 692, 53 113,532, 42
Oklahoma 551.75 10,126. 00 43. 93 10,721, 68
South Carolina 1,563, 88 6,683.00  ~-—r—m-—m- 8, 246. 88
South Dakota 1, 086. 50 21, 276.50  ———mmmo—ee 22, 363. 00
Tennessee 7,173. 00 1,194,000  ~=-emm- 8, 367.00
Texas 11, 494. 65 68, 460. 35 2, 3256.39 82, 281. 39
Utah 77. 50 1,628.00  ==mm—mo——-e 1, 705. 50
Virginia 2,408.10 9,321.00  --m--—e——n 11,729.10
Washington 6,336. 50 2,252. 80 936.17 9, 525. 47
West Virginia 13,272.15 —-mmmmmeee - 91. 73 13, 363. 88
Wisconsin 178,505, 76 b4, 862. 92 141, 207. 33 374, 576. 01
Wyoming b, 497. 00 688. 00 253.18 7,438.18

$584,363.27 $1,013,206.00 $210,149.41 §1, 807, 718. 68
Per cent tototal 32.22%« 56. 04% 11. 63% 100. 00%

premium receipt
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TABLE 16. Rate of market penetration assumed in models of reserve accumu-
lation in Part II (ratio Item 7 to Item 3).

lst year
2nd year
3rd year
4th year
5th vear
6th year
7th year
8th vear
9th vear
10th year
11th vear
12th vear
13th year
14th year

15th year

3.

4.

15,

16.

18.

19,

21.

Model A

00%

50%

. 99%
. 50%
. 99%
. 79%
. 48%
.16%
. 84%

.52%

49%
99%
50%
99%

50%

2

2.

Model B

. 40%
80%
.19%
. 59%
. 99%
. 97%
. 24%
.51%
. 78%
. 05%
. 40%
. 80%
. 20%
. 60%

, 00%



JILE 17. Dectermination of expense ratios in regard to annual written premium and approximate MGIC equity in

unearned premium reserve.

Net premiums written

Total underwriting expense
as a percentage of net premium written

Commissions as a percentage
of net premiums written

. #
Compensation of directors and officers,
and employers as a percentage of
net premiums written

Net premiums earned
expenses on an accrual basis

Prepaid expense or equity in unearned
premium reserve as percentage of total
underwriting expense

Total insurance in force
maximum liability as 25%
maximum liability as 20%

1957

94,174

115, 645
122%

8, 460
9%

49, 555
27%

22, 948
27, 997

87, 648

75. 8%

14, 205, 000
3, B51, 250
2, 841, 000

1958

242, 054

80%

27, 604
11%

94, 543
28%

139, 692
111,754

81, 695

42. 2%

48, 827,500
12,206,875
9, 765, 500

1959

794,194

380, 807
48%

113, 370
- 14%

129, 490
12%

325, 420
156, 201

224, 606

28. 1%

127,319,700
31, 829, 925
25, 463, 940

1960

1,807,719

529,976
29%

173, 530
11%

190, 250
10. 5%

787, 256
228,304

301, 672

16. 7%

261, 590, 982

65, 397, 746
52,318,196
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from renewal premium. Models in Part II indicate renswal premium should
approach 50% of premium income in future years despite large absolute
increazes in new annual and aingle premium receipts. In Wisconsin, feor
instance, after three and one half years, renewal volume axceeds 3Th of
total written premjum of §374,576 in 1960. In some states such as lllinots,
Indiana, Iowa, and Kansas the single premium plan accounts for more than
two-thirds of premium written so that renswal premium will not be so im=-
portant a factor in all states.

The conformity of expense ratios with the expsnse allowance of the rate
formula has a great impact on reserve adegquacy. Referenoce to Table 17
dramatically underscores the decreasing cost curve of the MGIC operation.
As is true of all insurance operations, aoquisition and operating expenses
are charged to income on a cash basis sithough premium receipts are craditad
to income on an accrued earnings basis. Incutred sxpenses minus earned
premium flow from surplus into unearned premium; and the larger the expense
item relative to sarned premium. the greater is the surplus deficit problem.
The policyholder surplus iz thereby understated to the degres that surplus
has been invested in expenses which are certain of recovery from the unearned
premium reserve in future income periods. Whera the major expense involves
acquisition of expanding volumes of insurance and premium written, a good
measure of expense contrel can be found in the ratic or percentage of total
underwriting expange to net premium written. Thig percentage should paraliel

the rate formula expense allowance for earned premium if future income is to
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be sufficient to replace the surplus deficit and to provide an adequate profis.
The expense ratio of the guarantor is contemplated as 50% to contingenoy
reserve, 10% to cumrent loases, 37.5% for underwriting expenses. and 2.5%
for profit. Referenoe to Table 17, Item 2, wili show that the rapidly increas-
ing volume of premium written has caused the axpanse-to-premium written
ratio to fall from 122% in 1957 when business initiation cost was highest to
a slim 27% for 1960. Not only is the trend favorable but the aggregate ex-

pense (O aggregate premium wrman‘m)

in this period has declined to 41.5%,
down from 62.8% the year before, indicating that MGIC is reaching 8 besak=-
even potint in its operations, i.e., 40%. The decline in the ratic of under-
writing expense to premium written ¢an be expected to continue as changes

in the commission policy have reversed the grend in sales cost as a percentage
of nat premium written, Item 3. The increased volume has sent the proportion
of relatively fixed costs, such as compensation of officers in Item 4. plum-
mating downward., Although unregognieed by law ar accounting practice,
thers is an equity investment of an insurer in the unearned premium reserve
arising from cash acquisition sxpenses in advance of actual contribution of
business acquired to company sarned income. An estimate of this equity can

be made if one assumes that expenses could e accrued to produce a ratio

to earned premium identical to the ratio of expenses to premium written; the

(30) Aggregate axpense for 45 months is $1,219,877 while aggregate premium
written totals §2,93¢,141.
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difference between this amount and total underwriting expense actually patd
can be considered as a prepaid expense to be recovered from future income
and this expectation i often termed "company equity in unearned premium. "
The decline in the proportion of prepaid expense contained within the
unearned premium each year, in item &, suggests that surplus need bear

an ever smaller burden of expansion of premium volume, 5Still the amount in
absolute doilars is a heavy burden on capital. Nevartheless the trend en-
courages the view that inarements in capital need not parallel mmmenu

in premium written; expansion need not create an endless treadmill of trips
1o the equity investor markets. November and December 13960 marked the
first month of company operation in which applicable earned premium exceeded
caxh expenses, 80 that previously surplus had been shifting to the unearned
premium reserve.

Referance to Appendix IX, the surplus deficit summary, illustrates company
policy to establish the income~expense statement on the basis of full earned
premium before transfer to contingency reserve. The reguired increment to
contingency reserve is then deductsd from surplugs. Such an accounting treat-
ment seems incongistent with managament's insistence that for tax purposes
this fund consgists of unearned premium and for rate purposes this portion of
the premium fs for inordinate loss expense occurring some time within the
next 180 months., Expenses must be pald out of 50% of premium, as the

contingency reserve is properly a liability. The balance of earned surplus in
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Item 2 is a true statoment of current profit (or loss) at the end of the current
period, if equity in prepaid premium is ignored,

The marketing position and expense ratioa of MGIGC carry several Smpli-
cations as to capital adequacy standards {or a guaranty firm. A gresent
the guaranty market js limited principally to savings and loan associations
with secondary markets to be found with some state banks and smailer in-
surance companies. MGIC has captured the bulk of those savings and loan
lenders who presently accept the private guaranty mechanism. There is
insufficient volume in the minor markets at present to support many addi-
tional guarantors. Assuming there were sufficient demand for a mortgage
guaranty to support a half dozen companiss, no one state could provide
such volume and certainly would not provide adoquate geographic distribu~
tion. A muilti-~state operation takes+e;u::nd large deficit operations to
establish. The conclusion must be that far mora capital is required to initiate
a guarantor in the 1960's than the pittance MGIC soon found to be inadequate
in 1957. Without its 1961 stock issue MGIC could not meet the oap!ftll and
surpius standards for @ mortgage guarantor that will be establigshed in
California and Oregon. MGIC won grudging support from risk o&pital in-
veastors on the basis of geographic expansion and proven lender acceptanoce.
On what basis con a new guarantor raise $z milllon? Of course, the newly
formed guaranty company need not operate in California and may begin with

capital considered minimum for old-style {ire companies many ysars before
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the dollar had lost its value. Conseguently many companiss ¢an be expacted
to imitate the MGIC pattern: the failure of any guaranty company will re- .

on the skoFu CoOMmmissraner of Lnsurance ~hose respmdc ks

flact adversely onnll. Therafore, many state insurance departments as "i‘ "'7 *:’ .
e @uia ML 9,

well as MGIC management feel that the Californis capital requirements must f""“““‘-‘é
~ASihe Ll

be adapted 1n the other states to recognize the unijue financial character-

istics of a mortgage guaranty operation. The meaning of capital in terms

of losses can be 1llustrated from MGIC experience.

MGIC Loss Experience

Losses 10 MGIC, either incurred or anticipated by the cage~loss reserve,
have contributed only minor charges to annual income; in fact in 1959 favorable
resale of the only acquired title created positive claim experience of $397.

In 1960 losses charged to income consist of claims paid of §12,666 and
anticipated losaes of the case loss reserve of $40,000 or about 6.7% of
earned premium. 31) Claim statug as summarized in Table 18 for properties
acquired in 1 960 plus foreclosures in process produces & claim frequency of
about 6.5 claims and potential claims per 1,000 insured loans in force. The
numbar of proparties in the procass of foreclosure or in the MGIC property

tnventory can be expected to rigs to at least 1% as the effects of the 1962-61

{31) Financial Report — Mimeoc, December 31, 196G,



195

TABLE 18. Foreclosure experience and acquired properties,
Mortgage Guaranty Insurance Corporation — December 31, 19460

Insurance in force

1. Number of insured loans 20, 388
2. Amount of insured loan balances $261, 590, 982
3. Maximum liability (top 20%) $ 52,318,196

Claim status

1. Properties acquired in 1960

By claim paid 11
By voluntary conveyance 25
Total 36

2. Defaults as of December 21, 1960

Foreclosures in process 66
Foreclosures directed 15
Others pending- 13
Total 94
3. Combined acquisitions and defaults for 1960 130

(This is 6.5 claims and potential claims
per 1, 000 insured loans in force. )

Property inventory

1. Properties acquired since start of operations

By claims paid 18
By voluntary conveyance 25
Total 43
2. Properties sold 8

3. Properties on December 31, 1960 35
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recession have their impact on the large volumes of newly ingured 1959-60
mortgages. The majority of defauits can be expected to appear in the first
36 months according to FHA experience. As the bulk of losses charged to
income are the rasuits of estimated case losses, data on the severity of

ioss is rather tentative. Atotal of 43 properties acquired since the atart

of operation in 1957 have produced net losses of $52.269 or an average of
$1.215; eight properties sold acoount for §12,666 of incurred losses for an
average of §1,583 per sale. This loss severity practios iz somewhst higher
than that of FHA although total losses represent 1/10 of 1% of the maximum
lability defined as 20% of insured loan balance. Severity of loss gan be
attributed to several factors. First the loans foreclosed had not been in
force long epough for any significant amortization to have improved the equity
cushlon., Secondly prior to the formation of MFC it was not company practice
to hold properties for rental or land contract profits but to dispose of all
property ag quickly as possible. Third s fow propetties insured in the first
months of operation were found to suiffer from generous bui faulty appralsal.
which had increase:loan ratios to market value to & point in excess o(‘ the
caximum 90% ratio permitted. Spot-check appraisal and withdrawal of in-
surance privileges from sseveral lenders are expected to eliminate most inci-
dences of adverse selection. The number of fWOClOl(%l'ﬂl and acquisitions

wes aggravated by the failure of two small builders who voluntarily

(32) It |s expected that arrangements, now in negotiation, will reneva.MSICb—
of any labllity in these two cases. There may be a few more Insured su
divialon projects which could result in significant underwriting los‘sas.

The authors are now studying the advisability of some regulation of liniting
insured volumas in a single subdivision or for 8 single mortgagec. The
Californta law hes established one criterion for subdivision undervwriting

Imits,



197

conveyed title to completed units for quick disposal by MGIC. While rate
formula contemplates annual random losses as high as 10% of sarned
premium, it 18 concelvable that the losses in a recession year such as 196)
could excesd that amount without approaching the 20% level necessary for
use of the contingency reserve; to avoid defigit oparations it will be nec-
essary to hold the expense ratio to earned premium well below the 37.5%
estimats of the rata formula. On the other hand, the uase of MFC to buy
proparties at claim cost from MGIC to operate the properties as rental unlu
or land contract sales may reduce or postpone apparent MGIC loases to an

anpredictable extant.

e udey o Reserve

There are a number of measures of resarve adequacy which may reveal
the financial strength of a guarantor. One measure iz the resarve ratio
which has bee¢n shown to have a number of forms. A static measute of loss
capacity, the definition of liability as a maximum ratio of insured volume,
makes the reserve ratic a benchmark of capacity in catastrophe. In 1559 and
1960, the only tw¢ years which may be said to represent an established loan
insurance program, the reserve ratio calculated sccording to the California
proposed law, as in Table 19, Item 14, shows MGIC has more than met the
required 4% reserve standard. Assuming all mortgages insured were of aqual
size at origination, loss capacity is in the neighborhood of 45 foreclosures

Per 1,000 insured mortgages.



TABLE 19. Calculation of policyholders' surplus, estimated maximum liability, and policyhulder surplus-hiabihity 1atio
hased on four years of MGIC experience.
1957 1958 1959 1940
1. Contingency reserve $ 6,884. 45 $ 48, 786. 25 178, 894,70 § 572,523
2. Capital stock . 379, 600. 00 506, 720. 00 725, 440. 00 1,265,118
3. Net surplus 150, 883. 25 165, 059. 88 232,231. 99 454, 519
4. Total policyholders' surplus 530, 483. 25 720,556.13 1,136, 566. 69 2,292,190
5. New mortgage volume insured 14, 205, 000. 00 36, 043, 000. 00 83,517, 000. 00 112, 865, 000
6. 1957 mortgage volume renewed®*  =-====- 12, 784, 500. DO 11, 364, 000. 00 9, 943, 500
7. 1958 mortgage volume renewed wmw—me— ] mmmm—e- 32, 438, 700. 00 28, 834, 400
8. 1959 mortgage volume renewed = ==-===- oo=esss o SSmmmsmses 75, 165, 300
9, 1960 mortgage volume renewed = —-e-=-- 0 Sss-e-= Soossoes moEeees
10. Aggregate mortgage volume insured 14, 205, 000, 00 48, 827, 500. 00 127,319, 700. 00 261, 590, 982
11. 25% of aggregate mortgage volume
insured to equal maximum liability 3, 551, 250. 00 12, 206, 875. 00 31, 829, 925. 00 65, 397, 749
12. 20% of aggregate mortgage volume
insured to equal maximum liability 2, 841, 000, 00 9, 765, 500. Q0 25, 463, 940. 00 52,318,196
13. Policyholder surplus-liability ratio
(Item 4 divided by Item 11} 0.149 0. 059 0.036 0. 035
14, Policyholder surplus-liability ratioc
(Item 4 divided by Item 12) 0.187 0.0738 0. 045 0.044
15. Ratio of contingency reserve to maximum
liability (Item 1 divided by Item 11) 0.0019 0. 004 0. 0056 0. 0088
16, (Item 1 divided by Item 12) 0.0024 0.005 0. 007 Q. 0!
17.

Propen tion of policyholdor curplus contriboted

MR A ot . \ ty PR . Y TR IR
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Another measure of potential loss-paying capacity would be the number
of average claimg payable from axisting reserves as a ratio to number of

loans in forcs.

1959 13¢0

Number of $1,250 claims payable

from contingency reserve 143 45§
Number of $1,250 claims payable from

total policyholder surplus 909 1.834
Total number of insured loans

as of end of year 9.432 22,303
Frequency of §1,250 loss payable in

full from contingency resarve 15/1,000 21/1,000
Frequency of $1,250 loas payable in

full from totel policyholder surplus 56/1,000 82/1,000
Frequency of $2,500 loss payable in

full from total policyholder surplus 48/1,000 41/1,c00

It should be noted that contingency reserve is increasing ita proportional con-
tribution to policyholdar surplus, end that despite the growth of mortgage
numbers insured there f{s an increase in the percontage claims payable from
contingency reserve alone. Nevertheless, 1960 total percentage of claims
payable declines as capital growth fails to keep pacs with expansion of in-
loans insured. This evidence is further argument for application of & minimum
reserve ratio to capital rather than to total policyholder surplus. Nevertheless,
assuming average losses of $1.250 on each foreclosure, total loss

capacity of 82/1,000 ig 12.6 times the 6.5/1,000 loss frequency sxperienced
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in 1960. Assuming more severe losses of $2, 500 per forecloasure, the firm
could withstend loss {recusncy six times greater than currently sexperienced;
of these losses about one-fourth could be paid from contingenoy reserve
without recourse to capital. All these losses would be payable in sddition to
losses presently paid from 107% of current earned premium. A loss frequency
of 41/1, 000 mortgeges closely conforms to the 44/1, 000 estimatad payable
in Table 19, [tem 14, where maximum lisbility i3 defined as 20% of
insured mortgage volume. It supports the California definition of maximum
liability as & reasonable estimate well related o the dollar 1oss which might
be expected on a $13, 200 loan. These dollar estimates could be reduced in
the long run by proper real estate holding operations, implying sdditional
but indeterminate loss capacity. If loss capacity were to include 20% of
uneasrned premium for these years, a reserve of §1, €34, 305, maximum Joss
frevuency would be increased by 6/1, 000 assuming a §$2, 500 average loss.
Pinally some estimate of future reserve adequacy of MGIC can be gained
from lessons learned on reserve accumulation and cyclical losses models of
Parts I and III. ¥GIC has experienced a slightly lower terminstion rate
than mssumed in any model (although this rate may curve higher as insured
mortgages sre seasoned), which retards the increase in the contingency re-
serve to liability ratio. With the smrival of nationwide state licensing MGIC
insured volumes can be expected to mushroom &8 intensive rather than exten-
Sive distribution efforte get under way. This growth trend was typified by

comparative 1953-19€0 figures which produce an over-all decline in loss
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capacity from 48/1,000 to 41/1,000, The tmplication Is that loss capacity
will dacline steeply if business grows without the addition of more oapital
and despite continued increases in contingency reserve. The growth factor
plus the lower termination rate for MGIG lead logically to the gonclusion
that it could not in future ysars sndure the losses suggested in the cycle
model unless additional capital supplemiented premium reserves. In 1960
capital and surplus of §2.29 million represented about .87 of 1% of total
mortgage volume insured, slightly more than the .75 of 1% required as
Jainimum by the cycls model. To prevant further decline in loss frequancy
,popacity, ouapital should be waintained at & level of .5 1o 1.0% of aggre-
.gate moctgage insured until contingengy reserve coatributes about one-half
.#{ tha pecessary polioyholder surplup. In such svent. assuming normal
;proparty acquisition, MGIC could be expected to survive a oyclioal down-
:amn similar to that of the hypothetical modal in Part Il.. Such a recessicn
rcould span five years and involve total fareclosures of $0-50 loans per
11,000 insured with Joss per loan ranging from §1,250 to $2,500. depending
-om n'numptiom of distribution of foreclosurs among ysars of the recession

.and on axtent of loss reduction due to real estate holding operations.
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S8OME HISTORIGAL NOTES ON MORTGAGE INVESTMENT GUARANTY

Naivate, which characterised a large slamant of American financial
managers during the Jast quarter of the nineteanth oentury and the first quarter
of this cone, is Rowhers more apparent than in the boom and bust history of

. MoTigage investment guaranty. MoOdern day morigage insurance plans appear
1o suffer in undeserved gullit by asgociation with the defunot iavestment guar-
anty business, -The bankruptcy of the gusranty industry, which slmost appears
-in retrospect 10 have been engipeered by & single financial genius of the
-caliber of & Jay Govid or o Ponzi, was actually a grand monument to the
:muddiing of a Jarge number of undistinguished middie class minds gonfronted
by unprecedented criais. The lingering demise of investment guarenty has
been carefully detailed in a yarely-seen 1934 report by George W. Alger and
his gounsel, Alfred A.. Cook, to the Goverace of Mew York, Herbert H. lahman.
Areview of the classio insursnce, finanaisl, snd regulatory sins that took
plape under the New York law as chironicled by the Alger Repost oan be velu-
able ot only becauss these tetails help one to recognite what sust be
‘avoided by present day regulations but also because they underscore the

point that the guaranty of the Twenties bears little ressmblance ¢ the FHA

of wivauww. hoq_r-e i-r‘C/‘M; < 6me IhSwronce 'Iu-n 4.

The mortgage cuni'nntcr has never had the heraldry of the insurance

202
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underwriter. The bhusiness of guarantesing mortgages was apparently hoen
out of wadlock with the law by conceiving a poorly worded strstch of the

1885 title insurance statutes of New York state to permit the guaranty of
mortgages against losses for reasons other than title defect. By 1895 at least
four large mortgage banking firms allled with title companies offered guar-
anties of "prompt" payment of interest on mortgages which they had marketed:
in 1904 the statutes adopted the infant industry by amendment, permitting
title insurance firms to insure 'the payment of' bonds and mortgages, the
phrase being inserted in the title insurance law of 1892 which had been in-
tended to clarify the 1885 law by carefully restricting it to title insurance,
8ince title insurers have traditionajly experienced only the most pegligible
losses. their required reserves are minimal in relation to groas liability .
Guarantors were subject to titie eompany standerds and so needed no more
reserve funds other than the legal requirement of .a nonsegregated guaranty
fund to egual two thirds of the original capital of a martgage guaranty opara-
tion. In 1911 the insuranoe law was further amended to permit t{itle companies
'to invest in, $0 purchaze, and to sell with guaranty of interest and principal
‘or with guaranty of title such bonds and mortgages as were legal for insur-
ance companies, "' Rather than discriminate againat the investment banker or
trust official who wished to ssll guaranty mortgeges. & firm going into the
guaranty business oould be organized under either the insurance or banking
laws of New York or both. While the majority of banking firms registered

under insurance laws, organfzation under the New York banking law reguired
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only $100,600 of capital; the New York Commissioners of Insurance stated
publicly that the mortgage guaranty could not be considered insurance but
was rather a misplaced responsibility of the banking commission. The
inspurance commissioner of Wisconsin, on the other hand, one W. Stanley
Smith, in 1926 reccgnized the guaranty of mortgages as insurance under
both subsections (7} supety and {8) title ingurance of section 201.04 of
the Wisconsin Statutes. The regulation of the guaranty business was furthered
with the ald of the Securities Division which would not recognize guaranty
mortgage bonds for legal investments by Wisconsin Fiduciaries unless the
guarantor were in good standing with the Wisoconsin Insurance Department.
By 1930 few, if any, had such approval, and losses in the next five years
were at a minimum for Wisconsin investors in this kind of security.

Following the 1911 legislation title corspenies and allied trust companies
hegan to aell guaranteed mortgages for which interest was guarantesd on
the date due but principsl was due 18 months after mortgagar defaulited on
principal repayment; payment of defaulted taxes and foreclosure expenses
was never guaranteed, but some companies found it sxpedient to represent
that they would "attend to payment of taxes and assessments, ' an afry
legal flourish which many investors mistook for additional guaranties.

An ill-defined leyislative afterthought was added in 1913 to the effect
that the power to guaranty mortgages was applicable only to those sold by
the originating guarantor on "improved an unencumbered single property

warth 56 per cent more than the amount loaned thereon.' This provision not
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only created unresolved debates on the definition of "improved" property
but also opened the door for accommodating appraisers who sought to win
mortgage banking business by inflating appraised values in relation to
actual construction ¢ost. These loans were the first attempts at high ratio
lending and "mortgaging out' with a single firat martgage.

A favorite guarantor security was the smail denomination participation
certificate. As far back as 1906 large single mortgages were placed among
the many small investors in certificate form: these notes were issued under
an indenture which made the guarantor irrevocalle agent in tha exercise of
the mortgagee's rights in piedged property. The epitome of unsound frvest-
ment practice on the part of savers was the group serias certificate, which
purported to assign the holder an undivided inteest or share in a specified
amount of a bond-mortgage portiolio for which the insurer often served in
the double role of trustee and 'depository’ from whlcﬁ the insgurer raserved
tha right to withdraw and substitute any mortgage from the group.

These substitution privileges were intended to permit sound management
of the portfolio and ease of refinancing by mortgagors without disrupting the
continuity of the investment trust. Waeall-intentioned as these provisions
were, the right of substitution enabied guarantors on the brink of insolvency
to loot portfolios of good mortgages which were 80ld to ingurance companiss
for cash and replace them with weakly secured, sometimes defaulted mortgages.
Ths cash was paid as periocdic interest payments to certificate holders who
seldom knew that the actual mortgage loan in which they held & beneficial

interest was in default and that their collateral was being progressively
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an amendment 10 prohibit sales of participation certificates in defaulted
mortgages never came to a vote, and as late as 1929 an act to impose
ratios of capital and surplus to assumed liability to bring an explosive
growth problem under supervisory rein died in committee. The legislative
history of mortgage guaranty reveals the ease with which its politically
astute management achieved its legislative whims and the lack of any
voting bloe which promoted the interests of certificate holders. A few
selected ftems from the Alger report will reveal the nature and extent of
regulatory neglect and management malpractice that occurred both during
its great era of profitability and during its mortal convulsions of the
Thirties.

The staff involved in actual direction of examinations consisted of one
carcer man of little formal auditing experience. who commanded a ynrly
stipend of $4,500 and who was under the direction of the Miscellaneous
Bureau. Investigation revealed he was never given spacific instructions
as to particular aspects of inquiry into any firm and that his orders were for

twenty-five years to make a 'full and complete examination of the company. "

Examinations never extended to subsidiary corporations which were fre-
quently used t. hold foreclosed real estate {to keep it off the books of a
land-poor parent company) and to hold defaulted mortgages, assets pald for
by transferring stock shares or notes to investment accounts of parent flrems.
These notes were always valued at book value by examiners. Far worse

way the practice of these subsidiaries to pay interest on notes or defaultec.
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guaranteed mortgages by issuing 8 note to the parent company which debited
that amount © recelvables and to income and thence to earned gsurplus — on
which dividends were then paid to stockholders unti] firms went into receiver-
ship! The viciousness of this practice {s underlined by the fact that fore-
closed properties were put on books at the value of principal of foreclosed
mortgage plug interest and taxes plus foreclosure expenses. Thus the

oarent {irm's balance sheet positicn was unaffiected and disclosed no real
estate held, Examiners allowed mortgages on books of a parent corporation
at par even though in default or in process of foreclosure, on the assumption
that properties were 50% greater in value than the note foreclosed; there
were no regulations to require any different treatment of the problem. ﬁc
current bontion of guaranty firms was entirely misleading as books were on
an accrual system which established no reserves for uncolleoted ltnrﬁu which
were accumulated indefinitely. While most companies had contingency re-
serves items or their balance gheet, none were {or guaranties outstn\ndinq
vecause these were considered contingent liabilities and not subject to audit
and correction: one company with outstanding guaranties as high as $900
million had no reserve for these liabilities whatever and no mention of same
on the balance sheet! Examiners generally ignored the annual company audits
by public accounting firms though even these reports sometimes criticized a
particular company for its poor practices. But despite the gross distortion of
balance sheet figures, examination was not entlrely to blame for the ignorance

of the department as to conditions in mortgage guaranty, as such figures as
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there were reached analysts one 1O two years following the date of actual
inspection. The zpeed of events in the Thirties destroyed any value in
these stale reboru. The absence of reserves for shrinking real estate
values or incraasing uncollectivle receivabiles made analysis of income
statements futile, and so logically the prudence of cash dividend payments
was also ignored. Final examtnation reports, when critical, were softenad
or corrected to eliminate criticism, once bacause the company officers
told the department that if 1t "were to close this company the whole financlal
gtructure of county would collapse.' Action on such examiners'
reports as did mention the imprudent or fraudulent was that the reports
"were filad, and that, following what seems to have been the practios of
the Department for many years, was the end of the matter.”

This brief selaction of items indicating a certain lack of "'special
vigor'' in regulation leads to a view that while the mam‘cauul which led
to the destruction of the industry were beyond control of regulatory author-
ities, nevertheless prompt and decisive attention 1o the situation as it
developed, plus adeyuate financial controls, would have mmgatod. actual
losses 10 some significant degrese if only by conservation of aszets for
claim holders.

Guarauty companles wers often organized as a vast corporate network,
financed by trust companies who in turn were allied with banks, and shared
the same oificars and directors. Advertising was intentionslly fuzry 8% to

the assets and to the functions of each so that many savers thought thelr
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guaranties were from a bank or rust company affiliate. Trust company
mortgages could be guaranteed to gain additional revenue from trust ac-
counts, to create appearances of conservatism, and to make possible
other questionable practices conflicting with a banker's duties to the
public: finally, with increasing liguidity problems and decreasing mort-
gage investment quality., banks tried to forestall collapse of guaranty
firmas by making large advances which eventually compounded the losses
and problems of all concerned. Subsidiaries to guaranty corporations were
the rule, such as holding companies, bonding firms, title plants, and
security brokerage houses, to name a few; one guaranty firm was one of a
complex of thirteen firms, each owning shares of the other and doing busi-
ness with the other. The Alger report concluded that subsidiaries should
be prohibited except where permitted and regulated By the Insurance Super-
visor and where outside ownersghip interests were not.sufﬂclant to prﬁvc'nt
filing of a mandatory consoiidated statemant.

While the banks' money filtered through these corporate framewarks,
the good sense reputed to bankers did not follow the meney. Lloans wers
made on vacant lands, on all types of specislty buildings (such as churches,
theaters, hotels, garages, golf clubs, etc., whose value in default is often
worth less than the land were it standing vacant), on construction loans, and
on mortgages isgued by holding compaiay subsidiaries on properties received
after foreclosure. The inferior marketability of these mortgages was dis-

guised by using them as straw for the various group certificate series, as
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easc of substitution made these series readily svailable duniping grounds,
A few loans were made in exceas of legal maximum ratios (677 ) or in ex-
cess of the 10% of capital and surplus limit common to most financial
intermediaries. Borrowers often had to deal through favared brokers to
gain acceptance of a loan, particularly excessive loans. One company
nat only managed to over-certificate the face value of a martgage group
but also held coordinate mortgages simultanecualy recorded against the
same property and certifigated in different series!

Parhaps thege random catalegings could only convict the industry of
inept management and well meaning bungiing. Nevertheless, in 1932 and
1933, industry managemont realized that their only hope of couatinued
liquidity lay in reselling their own securities, purchased in the money
markets at great discounts back to the pogxly uﬁormcq small investor at
par. Rising above the level of the everyday shill, mortgage guaranty ad-
vertising men gshowed the mettle of the great American patent medicine men.
Mortgage guaranty ads described guaranteed first mortgages as late as 1932
as "pure gold" or "absolutely safe’ and "horoscope hot needed'’ and there
was "'no watching" required. One &d In 1931 urged the use of $100 group
series certificates for children's savings and for Christmas gifts to grand-
children. The executive of the enterprising firm who sought the {inanclal
support of infants admitted in the favestigation that at the time he was running
such an advertising campaign, he switched the investmants of his own family

1o government bonaes.
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Reading the Alger report today can underscore the fact that mortgage
investment guaranty as it was constituted bafore the Crash was a grand
scheme of mortgage flotation, a debt service agency, a stirring saga of a
run before the wind of bankruptey, but it was never, ever an insurance
business. The story of the denoument of mortgage investment guaranty
will never gain the recognition and following of the Vanderbilt-Gould feuds
and the other classics of adolescent American finance because the per-
sonalities involved were well meaning, middle class, bumbling bankers
who lacked the brazen gall and magnificent aplomb that might have saved
the guaranty for the gravy days of real astate value recovery in the ysars

following 1940,



APPENDIX 1l

WISCONSIN ADMINISTRATIVE RULES 3.09

M e _CGuarant surance

(1) Purpose —This rule is intended to implement and intarprst applicable
statutes for the purpose of establishing minimum requirements for the
transaction of mortgage guaranty inzurance.

(2) Definition —~ Moartgags quaranty insurance ls defined as insurance of
mortgage lenders against 1oss by reason of nonpayment of mertgage
indebtedness by the borrower, and is authorized by section 201.04 (9),
Wis. Stats,

{3) Agcounting ~- (A) The financial statement required by section 201.50,
Wis. Btats., shall be furnishsd on the Fire and Casualty annual state-
meant form.

{B) Expenses shall be recorded and reported in accordance with the
"Uniform Classification of Expenses of Fire and Marine and
Casualty and Surety Insurers."

(C) The unearned premium reserve shall be computed in accordance
with seotion 201.18 (1), Wis. Stats., except that in the case of
premiums pafd tn advance for ten-~year policies the annual pro
rata factors specified below or comparable monthly jro rata

factors shall apply.
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Unearned Factor
to be Applied to
Year Premiumg in Force

90. 0%
70, 0%
52. 5%
39. 0%
28, 0%

W W By

Yeor

i

Lo i - % B ]

Zl4

VUnsarned Factor
to be Applied to

Bremiums {n Force

19. 0%
12. 0%
T. 6%
3.5%
1. 0%

(D) From the premjum remaining after establishment of the pramium

reserve specifled in paragraph (C) of this subsection, a portion

equal to the contingency factor prescribed in paragraph (C) of

subsection (4) shall be maintained as a special contingency reser-

vation of premium and reported in the financial statement as a

liabllity.

{E} The case basis method shall be used to datermine the loss reserve.

which shall includae a resarva for claims reported and unpaid and

o resarve for cleims Incwred but not reported.

(4) Coptingency Reserve - {A) The reserve established in paragraph (D) of

subsection (3) shall be maintained for 180 months for the purpose of

protecting ageinst the effect of adverse economic cycles, That portion

of the special premiun: regerve entablished more than 180 months prior

shall be released and shall no longer constitute part of the special

reserve and may be used for usual ocorporate purposes.

{B) Subject to the approval of the cuanmissioner, the reserve shall be

avsilable only {or loss payments when the incurred logses in any
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one year exceed the rate formula expected losses by 10% of the
corregponding earned premiums.

(C} The contingancy factor in the rate formula shall be 50% of the
premium remaininy after eatablishment of the premium reserve
specified in subsection (3) (Q).

(D) In event of release of the special reserve for payment of losses.
the contributions required by paragraph (D) of subsection (3)
shall be treated on a first-in-iirgt-out basis,

{(5) Rate Making — (A) Mortgage guaranty insurance shall be gubject to the
provisionsg of saction 204.37 to 204.54 inclusive, Wis. Btats.

{B) The rate formula shall contemplate losses, expenses. oontingency
reserve, 24% of premium for profit, and any other relevant factors.

(C) All policy forms and endorsements shall be filed with and be subjsct
to the approval of the commissioner of insuranca. With respect to
owner-occupied single-family dwellings, the mortgage insurance
policy shall provide that the borrower shail not be liable to the

insurance company for any deficlency arising from a foreclosure sale.

STOR

Cr. Register, March, 1957, No. 15, eff. 4-1-57; am. {2), (3)
(4) and (3), Register, January, 195%, eff. 2-1-59; am. (4} (C)
Register, August, 1959, No. 44, eff. 9-1-59.



APPENDIX II1

A TYPICAL MORTGAGE LCAN GUARANTY INSURANCE MASTER CONTRACT

AGREES TC PAY TO

(Hereinafter called the insured)
in gonsideration of the premium or premiums to be paid by the Insured as
apecified in the Certificate, and in reliance upon the statements made in
the Application submitted by the Insured, any loss sustsined by reason of
the default in payments by a Borrower a8 hereinafter set forth, subject to
the following conditions:
CONDITIONS
1. APPLICATION AND COMMITMENT
The Insured shall furnish the Company with an Application in connection
with each mortgage loan for which coverage under this policy is desired,
on forms fumished and with requiraments prescribed by the Company. Ap-
provel of the Application shall be at the discretion of the Company and

shail be in the form of a Commitment prescribing the terms of the coverage.
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2. HMOTICE AND CERIIFICATE

Within five (5) days after consummation of the mortgage loan transsc-
tion the Insured shall forward notice thereof to the Company, together with
the premium, and the Company shall immediately issue and forward a
Certificate to the Insured, binding the Company according to the terms and
conditions of the Commitment and of this policy. The effective date of
the Certificate shall be the date on which the mortgage loan transaction
was gonsummated.
3, PAYMENT OF PREMIUMS

In the event that coverage includes renewsnl privileges, the renewal
premiums sh=!l be paid within 45 dsys following the anniversary of the
effective date of the Certificate. Failure so to do will terminate the
lability of the Company with yegpect to the mortgage loan insured
pursuant to the Certificate.
4. TERMINATION BY COMPANY

The Company shall remain liable under this policy with respect to such
Commitments or Cartificates issued to the Insured, as long a3 the terms
and conditions herein contained are fully complied with. However, the
Company reserves the right to terminate this policy at any time, subject
to its remaining liable on such Commitments and-Cortificates already issued
to the Insured.
5, CANCELLATION EY INSURED

The Insured shall have the privileye of canceling the coverage pursuant
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to any Certificate by returning such Certificate to the Company. On recelpt
thereof, the Company shall refund to the Ingured such sum as may be de~
termined to be due in accordance with the cancellation schedule set forth
herein; providing howavar, that no refund shall be paid in the event that a
claim for loss has been filed,
6. RESTORATION OF DAMAGE

As a prerequisite for the payment of such loss as may be datermined
to be due herein, should there be physical loas or damage to the property
from any cause, whether through sccidental means or otherwise, the Insured
shall oasuse the sald property to be restored to its condition at the time of
the issuance of the Certificate, reagonsble wear and tear excepted.
7. OPEN-END PROVISION

The Insured may increase the mortgage loan balance by making an
additional loan to the Borrower, provided that an Application is made
therefor subject to appraval by the Company. In the event of such approval,
the prevailing premium therefor shall be paid to the Company, for the
additionel amount loaned to the Borrower, and the Company shall issue &
Certificate insuring the additional amount,
8. COMPLETED CONSTRUCTION

In the event that the mortgaged premises consists of improvements in
the process of construction, the Company shall not be liable until such
construction is completed.

9. NOTICE OF DEFAULT

Within 10 days after the Borrower is four (4) months in default, notice
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theraof shall be given to the Company by the Insured. Monthly reports
indicating the default status of the Borrower's account shall be given to
the Company thereafter until such time as eppropriate proceedings are
coiminenced, title has been vesgted in the insured, or the Eoprower is less
than four () months in default.
10, PROCEDURE ON DEFAULT

When the Borrower's account is four (4) or more months in default, the
Company may direct that the Insured commence sppropriate proceedings as
herein defined, which shall be commenced, in any event, when the Borrower's
account is nine (9) months In default. Such pmce&qua,'when instituted,
ghall be diligently purgued, and shpuld appuqable laws permit ‘t.he sppoint-
ment of a receiver, application therefor shall be made by the Insured, with
the recommendation that an agent of the Gampany be appointad to act. The
Company shall be fumished, within a reasonable time, copies of _nl} motions
and pleadings required in such proceedings, anc with any pertinent informa-
tion requested by the Company, The Ingured shall also fumish to the
Company, at least fifteen days prior to the foreclosure sale, if any, a state-
ment indicsting the smount anticipated to be due, st the time of the sale,
to the Insured under the terms of this policy and shall be required to bid,
at the sale the amount due to the Insured under the terms of this polioy.
Acceptance by the Insured at any time of a voluntary conveyance from the
Borrower of hig interest {n the Mortgaged resl estate or commencement by

the Insured of appropriste proceedings on default of the Borrower, even
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though hig account is less than four {i) months in default, shall not preclude
the Insured from recovery for loss under this policy.
11. COMPUIATION OF LOSS

The amount of loss payable to the Insured shall be limited toc the
principal balance due pursuant to the morigage agreement, accumulated
interest computed through the date of the tender of conveyance, as herein-
after sat forth (penalty interest excluded), real estate taxes and hazard
insurance premiums necessarily advanced by the Insured, any expensas
necessarily incurred by the Insured in the Preservation of the mortgaged
real estate, and all other necessary expenses of the appropriate proceedings.,
including court cost, and reasonable attorneys' fees not axceading three (3)
per oent of the principal and interest due as hereain set forth.
12. WHEN LOSS PAYABLE

Any loss due to the Insured shall be payable within 60 days after filing
a claim for such loss on & form to be fumished by the Gompany. The ¢laim
for 1088 must be accompanied by a tender to the Company of conveyanos
of title to the mortgaged real estate together with satisfactory evidence
that such title is good and merchantable in the Insured, free and clear of
all lfens and encumbrances. Failure to file a claim for loss within 60 days
after completion of appropriate proceedings shall be deemed an election by
the Insured to waive any rght to claim payment under the terms of this
policy.
13, OPTION TO PAY 209 CF AMOUNT DUE

In licu of Conveyance of title to the mortgeged premises and paynent
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in accordance with Condition. 11, the Company ghall have the option of
paying twenty per cent (20%) of such amount due to the Insured end have
no ciaim to gaid real estate, such payment to be a full and final discharyge
of the Company's liability.
l:, WHERE NCTICE I5 GIVEN

All notices, pleadings, claims tenders, reports and other data required
to be given by the Insured to the Company shall be meiled postpaid to Lhe‘
home office of the Company.
15, NO RIGHT OF SUBRDGATION AGAINST BORROWER

The Borrower shall noi be liable to the Company for any loss paid to
the Insured pursuant to this policy; provided, however, that the real estats
shall congist of a single fainily dwelling occupied by the Porrower; other-
wise, the Company reserves the right to make claim against the Borrower
for any loss paid or deficiency suffered by the Company.
16. TO WHOM PROVISIONS APPLICARLE

The provisions of thig policy shall inure to the benefit of and be binding
upon the Company and the Insured, and their successors and assigns.
17. SUIT

No suit or action on this policy for recovery of any claim shall be
sustained in any ecourt of jaw or equity unleas all the conditions of this
policy have been complied with, unless specifically waived by the
Company in writing, anrd unless commenced within two (2) years after the

loss can be determined.
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18, CONTLICT WITE 1AWS

Any provigsion of this policy which {8 in conflict with laws of the
jurisdiction in which this policy is effective {3 hereby amended (¢ conform
with the minimum requirements of such laws,

19. DEPINITIONS

Four (1) months of defavlt 48 defined as the failure to pay the total
aggregeie armount of four {4) wionthly payments due under the terms of the
mortgage agreement. Stmilerly, nine (9) monthly payments due under the
terms of the mortgage agreenmant.

Mortgage agreement is defined to include & note, mortgage, bond, deed
of trust, or other instrument used in connection with the Borrower's loan.

Appropriate proceedings are defined as any practical legal remedy
permissible, under the laws of the jurisdiction in which the real estate is
located, to vest title in the Insured, including, but not limited, foreclosure
by public or private sale.

The ter.s Borrower, or Insured, when used herein, shall mean the single
or plural, male or female, individual, partnership, or ocorporation, &s the
case may be

IN WITNESS WHERCCF, The Company has caused its Corporate

Seal to be hereto affixed and these presents to be signed by its

duly authorized officers in facsimile to become effective as its

origiisl seal and signatures and binding on the Company by virtue

of countersignaturs by {ts duly authorized agent.
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55!".
EXPLANATION OF COMPUTATION OF are !
AVERAGE LOSS PER FORECLOSURE

/

The average loss per foreclosure of the guarantor is the differance
between the net proceads recovered on the {oraclosed property and total
claim paid. Wherever the residual exceeds 20% c<f gross claim, tha guar-
antor will be presumed to use the option. Where the guarantor acospts
title upon the property it would be in expectation of significantly reducing
the claim. Rental and resale in a favorable market are assumed to reduoce

by one-half the deficit in every case.

Gojumn ). Assuming a one thousand dollar mortgage is e5% of ap-
praised property value, then the market value of the property when new
would be $1.176. The property is then depreciated at & compound rate of 2%
10 represent a decline in market value dus to aging.

Coluymn 2. Were this property resold immediately upon acquisition the
net value would vary with the price level. An arbitrary recovery ratio repre-
senting a 28% deciine in price from par in year 1,is & severe test. While
it pregumes an additional 5% of par value as sales and tralnxfer mnt‘. it
makes no allowance for inflationary increases in bullding value,

Column 3. A net recovery value of foreclosed property is the product
of Column 2 X Column 1. Actually since Worid War II home prices have

inflated gradually 8o that the depreciastion has notappeared directly in sales

221
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prices, which often exceed the original cost of value. It is the continucd
inflationary trend which some investors expect = to minimire private guar-
anty lossesi but reserve adequacy must be determined in terms of a stable
dollar as inflation is an unpredictablie and exogenous variable.

Colump 4. The basic claim of the insured consists of the amortized
balance of a §1,000, 25 year, &% interest, monthly payment loan.

Lolumn 5. The total insurance ¢laim is determined by multiplying
1.25 times the amortized balance of mortgage due in Column 4.

Lolumn é. While the guarantor would pay the totel claim as repre-
sented in Column 5, the actual loss to0 the guarantor., presuming immediate
resale or a credit to accrued loss reserve on a case appraisal basis, would
be tha difisrence between the total claim in Column 5 and net recovery
value in Column 3.

Lolumn 7. Presumably the guarantor would not take title to the property
where the net 1oss In Column 6 exceeded 20% of Column 5. To see which
years the guarantor might exercise such an option, Column 7 records
stop-loss maximum. This ¢olumn reveals that the losses would be minimized
in the sixth to tenth years by exercising the 20% option.

Golump 8. There i a further presumption that if an acquired property
is rented until resold in a favorable market, net loss may be further reducec.
It is possible that interest on a purchase money mortgage or land contract,
to the degree that it exceeds money costs and average yield on invested

assets, will replace the dollar loss on an immediate resale. Therefore, in
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the prosperous years of the cycle, {.e., 1-% and 11-15, proper property
management it is assumed will reduce net losses by at least one-half the
amount in Column 6.

Geolumn 9. The losses realized by the quara.ntor liter exercising his
options to an immedlate resale on favorable refinancing terms (Column &)
or the stop-loss option of Column 7 are then recast using the tovuﬁ figures
for each period, 1-5, 6-10, and 11~15.

Colupn 10. Since the mortgages were assumad to be $1 2,500 st
origination, it {8 necessary to multiply the nst loss per one thousand
dollars of mortgage by 12.5 to determine the n’vuage: loss per mortgage for .
each year of the cycle. Sinoe mortgages are hbmoqeneoul in aize ard
amount and since an aggregate valume of mortgages reprasent from 1 to 15
celis ﬁooording to date of origination, the same net loss {igure would be
derived as an sverage representing all combinations of recovery ratios and
amortization level of mortgages within the portfolic. However, such an
average would pragume equal distribution of mortgages throughout the {ifteen
cells, which is not the case in Model A. By the same token, tl;e loss as-
sumptions of this model are too arbitrary to assume great mathematical pre-
cision for them. For lack of more accurate assumptions, the loss curve
was taken as represantative of an average loss per foreclosure for the entire

spread of mortgages in the portfolio,



