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Lenders’ Cost of Foreclosure

Introduction

The recent increase in mortgage delinquencies and foreclosures has brought significant attention to
the costs of foreclosure to homeowners, communities, and mortgage industry participants. Although
the impact of foreclosure on homeowners and communities is apparent, some confusion still exists

about the impact on industry participants, particularly lenders, servicers, and investors.

Foreclosure is a lengthy and extremely costly process and, generally, a losing financial proposition
for lenders and investors. A recent Congressional Research Service paper, which analyzes current
foreclosure issues, highlights how substantial and far-reaching these losses can be.! While losses can
vary widely, several independent studies find them to be generally quite significant: over $50,000

per foreclosed home? or as much as 30 to 60 percent of the outstanding loan balance.?

This paper provides a summary of the impact to various mortgage industry participants, the fore-

closure process, and the significant costs borne by participants.

The Industry Participants

When a lender holds a loan in portfolio, it retains the credit risk on the loan and typically takes a

direct loss if the loan goes to foreclosure.

When a loan has been securitized, the investors in the mortgage securities hold the credit risk and
take the loss if the loan goes to foreclosure sale. Mortgage securities generally are subdivided into
groups known as tranches with distinct risk and return characteristics. As a result, losses usually

are not borne evenly by all investors.
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Foreclosure losses, however, do impact the overall transaction and the available proceeds. As costs
are recovered, senior tranche holders are paid first, then the junior i.e., higher risk, higher yielding
tranche holders suffer the initial revenue losses. Investors in the senior tranches, however, can also

suffer financial losses when foreclosures and related costs exceed expectations.*

The servicer is contractually responsible for acting on behalf of the investor, for both portfolio-
owned and securitized loans. As the agent, the servicer collects payments from the borrower and
passes payments of principal and interest on to the investor and, in most instances, makes tax and
insurance payments to the appropriate entities as well. Some portfolio lenders also service their own

loans, in which case, the lender and the servicer are one in the same.

Throughout the foreclosure process, the servicer incurs direct costs as described below. Many, but not
all, of the costs incurred by the servicer during the default, foreclosure and post-foreclosure period
are reimbursed through mortgage insurance (if applicable) and upon final sale of the foreclosed

property, known as real estate owned (REO).

The Process

Foreclosure is the process through which the lender or the servicer repossesses the underlying
property when a borrower defaults® on his or her mortgage through non-payment. The foreclosure
process technically is complete once a lender or servicer has acquired title to a property through a

foreclosure auction or sale.

The term post-foreclosure, as used in this paper, describes the process of preparing and selling
REO.

State law dictates the foreclosure process and timeline. As a result, foreclosure costs vary significantly
from state to state. In certain states, foreclosure requires court action; this is known as judicial fore-

closure. In judicial foreclosure states, foreclosure takes longer and, consequently, is more costly.

Even without a judicial foreclosure, the process is lengthy. The national average time between the first
missed payment and the foreclosure sale is approximately one year.® After that, it may take additional

time to gain possession of the property, clear title (if necessary), and prepare and sell the REO.
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The Costs

Throughout the delinquency period, the foreclosure process, and the post-foreclosure process, lend-

ers and/or servicers incur a variety of costs.

Delinquency Period Costs
Lenders and servicers begin incurring costs as soon as a borrower stops making timely mortgage
payments. Many of these are time-dependent costs that continue to grow as long as the loan is

delinquent, in foreclosure, or in the REO sales process. These costs include:

® Lost principal and interest payments. In the case of a loan held in a lender’s portfolio,
the lender incurs this loss directly. Where a loan has been securitized, the servicer incurs
costs because transaction agreements usually require that they continue forwarding principal
and interest payments to investors, using their own funds or borrowed funds, as long as the

loan remains in the security.

* Tax and insurance payments. The lender or servicer is responsible for making these
payments, if the terms of the loan call for these items to be escrowed, whether or not the
borrower is making monthly mortgage payments. These obligations continue until the

borrower resumes making payments or the property is sold.

®  Maintaining the property. If the borrower is not properly maintaining the home, the lender
or servicer is responsible for the ongoing costs of maintaining the property. This can include
paying for lawn maintenance, securing the property, complying with safety codes, winterizing
the property (where necessary), and homeowners association or condo fees, if relevant. These

expenses continue until the property is sold.

® Lost servicing fee income. A servicer loses its servicing fee when a loan is delinquent as this

fee comes out of the monthly payment received from the borrower.

e Costs of collection efforts/servicing. Servicing delinquent loans requires additional servicer

resources, which can be up to three times the cost of servicing a current loan.”
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Foreclosure and Post-Foreclosure Costs
Most of the listed pre-foreclosure costs are time-dependent costs that the lender and servicer continue
to accrue throughout the foreclosure process. Additionally, there are several one-time transaction

costs that occur once foreclosure has been initiated.

e Legal costs for bandling the foreclosure. The lender or servicer incurs legal expenses in all
jurisdictions. Legal expenses are higher in judicial foreclosure states. Additionally, a personal
bankruptcy proceeding often accompanies foreclosure. This further pushes up the legal costs

the lender or servicer who must also be represented in that proceeding.

*  Administrative fees. Court fees, fees to publicize foreclosure notices, auctioneer fees, and
title fees must all be paid. In some states, the local sheriff manages, conducts and holds the
foreclosure sale or auction; sheriffs’ fees also vary widely, but can be as much as four to five

percent of the value of the property.

Once the lender has taken possession of and title to the property through a foreclosure auction or
sale, it has to prepare and market the home for sale. These expenses can be significant, accounting
for over 40 percent of foreclosure-related gross losses.® The main expenses during this phase of the

process are:

e Costs of restoring the property to saleable condition. Often homes of borrowers in financial
distress fall into disrepair, requiring significant repairs and capital improvements (including

painting, plumbing repairs, replacing appliances and carpeting, and repairing water damage).

® Real estate commissions. Lenders typically use real estate agents to sell REO, which means

commissions are paid upon sale.

Loss on REO Sale

The last step that creates a major expense for investors and servicers is the loss on the unpaid princi-
pal balance that occurs upon the sale of the REO. While exceptions occur, mostly in markets where
home prices are increasing, investors and lenders do not typically profit from an REO sale. REO
properties generally do not attract top dollar, and once sale proceeds are netted against the various
costs incurred during the delinquency period and foreclosure process, the investor and lender usually
10

end up with losses.” These losses make up approximately 20 percent of the total costs of foreclosure.

The current softness of the housing market could push this rate even higher.
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The Role of Mortgage Insurance

Some loans carry mortgage insurance that can help servicers and lenders recover some of the costs of
foreclosure. Low down payment loans sold to Freddie Mac or Fannie Mae require mortgage insur-
ance. In the case of subprime and other loans sold into the private label market, mortgage insurance

is less common as borrowers often used second liens as part of their down-payment.

Mortgage insurance can be in the form of FHA mortgage insurance, a Veterans Administration or
other federal loan guaranty, or private mortgage insurance (PMI). Mortgage insurance claims are
typically made once the lender or servicer has taken title to the property. Mortgage insurance can
reimburse a servicer or lender for costs including unpaid interest payments, advances of taxes and

interest, legal fees, and maintenance costs.

All mortgage insurance programs, however, have limits on reimbursements, whether based on the
coverage level of insurance purchased (in the case of PMI) or on a percentage of reimbursable costs
(in the case of FHA). Additionally, mortgage insurance does not reimburse for expenses such as
capital improvements needed to bring a foreclosed property to salable condition, real estate agent
commissions, tax and insurance payments made after the foreclosure sale and before the REO sale,

and seller concessions that the lender or servicer may offer to effect an REO sale.

Conclusion

Foreclosure is a costly, complex, and time consuming process. For all the parties involved — the
homeowner, the community, or the mortgage industry participants — foreclosures are a losing
economic proposition. As this paper points out, foreclosure imposes significant costs on servicers,
lenders, and investors. These costs not only impact their profitability, but also their ability to lend

funds for new mortgages and continue to help finance homes for new borrowers.
When one looks at all the lender costs of foreclosure:
e The many transaction costs;

e The time-dependent costs that a lender or servicer incurs during the entire period from

default to REO sale (which can exceed two years);
e The costs of selling the REO; and

e The fact, that once the REO is sold and any mortgage insurance claims paid, lenders and

investors typically still are not made financially whole,

it is clear that lenders share the interest of homeowners and their communities to avoid foreclo-

sure.
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