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INCIDENTAL CHARGES TO THE PURCHASERS OF DWELLINGS
(Under FHA and VA Insured or Guaranteed Mortgages)

TABLE OF CONTENTS

The table of contents representing the chapters covered in this report is organized
chronologically, beginning with the buyer's deposit of earnest money for the purchase
of a home, and ending with his final liquidation of equity in the enterprise. The
events are traced to this latter point since, under government-backed mortgages, there
are complications in the transaction that are not cleared until the buyer has finally
released himself from all interest in his purchase, Each one of the chapters covers a
general discussion of the particular point in question and includes illustrative pro-
visions of FHA and VA regulations, interpretations, and the current practice in the
State of Nevada, This material is followed by suggestions for correcting situations
which are demonstrated to be a disadvantage to the purchaser of a dwelling.

Reference to FHA and VA provisions and form numbers reflects the situation as of
the spring of 1962. Frequent changes in these government programs, as well as basic
forms, may (in some few cases) date this report and it may.not be in harmony at the
time of publication and distribution,

The Counsel Bureau notes that some problems brought to the attention of FHA and
VA during the course of the study, have been largely eliminated or clarified, 1In
these cases, the FHA and VA action has been incorporated in the study, where in fact,
the Counsel Bureau had such information in time to make adjustments,
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FOREWORD

The Nevada Legislative Counsel Bureau is a fact~finding organization
designed to assist legisiators, state officers, and citizens in obtaining the
facts concerning the government of the State, proposed legislation, and
matters vital to the welfare of the people, The staff will always be non=-
partisan and none-political; it will not deal in propaganda, take part in
any political campaign, nor endorse or oppose any candidate for public
office, :

The primary purpose of the Counsel Bureau is to assist citizens and
officials in obtaining effective state government at a reasonable cost,
The plan is to search out facts about government and to render unbiased
interpretation of them, 1Its aim is to cooperate with public officials and
to be helpful rather than critical, 7Your suggestions, comments, and
criticisms will greatly aid in accomplishing the object for which we are
all working==the promotion of the welfare of the State of Nevada,
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PREFACE

SCOPE OF MORTGAGE TYPES COVERED BY THIS REPORT

Although the directive from the Legislature did not identify any particular types
of mortgages with which the charges mentioned were associated, nor the type of
transactions common to them, it has only been possible with the time element con-
sidered to direct the efforts of the Counsel Bureau to a basic and common type of
transaction. As will be explained in the basic introduction to this study, the emphasis
has been directed toward a report on the government insured and -guaranteed types of
mortgage transactions for the reasons stated therein.

Also, the type of purchase referred to in this report is what the industry calls
a "sales type home,” That is, a home which has been constructed for sale to one
who intends to occupy the dwelling as a domicile, Usually the home will have been
constructed or nearing completion and ready for sale prior to the buyer making a
deposit to purchase, similar to the buying of a new car from those available in a
dealer's stock. However, the transaction would be quite similar if a buyer picked
his plan in advance and had a selection as to materials, colors, and lot location, as
well as certain modifications from the "standard model,"

The sales type home which we have emphasized in the report would normally be
found in a builder's tract area, Likewise, the majority of these sales are also in-
volved with mortgages insured or guaranteed by either FHA or VA,

In summation, the sale we have reference to in this report is that of a new home
that will be sold to one who intends to occupy it himself by a builder developing a
tract which has associated with it either a FHA or VA insured or guaranteed mortgage
loan, This type would be typical of the majority of the new homes being sold in our
two metropolitan areas of Nevada (Clark and Washoe counties), and constitutes the
backbone of the new home construction industry, The VA direct loan program has not
been considered in this report,

The latitude of the directive from the 1961 Session of the Legislature was so broad
that a study could have been conducted for several years by a fair sized staff in order
to go into "all matters connected with residential construction in Nevada,”

We selected what apparently was the interest of the Legislature as identified in
the resolution preamble by reference to certain charges, points and discounts, which
are most typified by the selected mortgage types which were examined, This is not
to imply that such charges, points and discounts are lacking in other forms of trans~
actions, but they are most common to the types studied,

1t is suggested, that in the event the Legislature feels other types of mortgages
and other types of sales and used-home sales also should be covered, it should authorize
a more or less continuing study be made by the Counsel Bureau in order to cover the
broad connotations of the original directive,

-jii-



This study was undertaken and completed by Mr, Arthur J. Palmer, Jr,, senior
research assistant for the Nevada Legislative Counsel Bureau, Mr, Palmer and the
Legislative Counsel Bureau greatfully acknowledge the valuable assistance furnished
during the course of the study, and the review given to certain portions of the study
after preliminary draft, by various individuals, corporations, and governmental
agencies,

Copies of this study may be obtained without cost from the Nevada Legislative
Counsel Bureau, Capitol Building, Carson City, Nevada,

J. E. Springmeyer
Legislative Counsel
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Assembly Resolution No., 26 =~ 1961 Session
File Number 75

Assembly Resolution=-Memorializing the legislative counsel bureau to study
incidental charges to purchasers of dwellings. .

WHEREAS, It is imperative and vital for the continued economic
growth of Nevada that there be a steady and continuous program of residential
construction; and

WHEREAS, With the advent of new industry there comes the need for
more dwellings to house the personnel of such new industry; and

WHEREAS, It is essential that the cost of such dwellings be within
the financial ability of working people to purchase, yet permit reasonable
profits to contractors; and

WHEREAS, Since World War II, there has been a gradual increase in
all phases of dwelliny construction, and all incidents of financing such con=-
struction; apd

WHEREAS, In connection with financing, there has been a growth
of incidental charges for title fees, policy fees, insurance and closing costs
which in numerous cases appear to be excessive; and

WHEREAS, Some lending agencies or agents therefor demand and
require that borrowers give "points,” which is a device that requires the
borrower to pay an increased interest rate because the borrower in such a
transaction is required to pay a fee for obtaining the building loan, which
fee is added to the purchase price or building costs; and

WHEREAS, It has been reported that such fees or "points” are re~
quired whether an FHA or conventional loan is obtained; and

WHEREAS, Closing costs in many cases appear to be unrealistic
an excessive; and

WHEREAS, Any unnecessary charges are a deterrent to residential
construction so necessary to Nevada's welfare and economy; now therefore, be it

RESOLVED BY THE ASSEMBLY OF THE STATE OF NEVADA, That the
legislative counsel bureau is hereby memorialized to make a complete study of
all matters connected with residential construction in Nevada, and an investi=
gation of all charges made for loans, title fees, policy fees, insurance and
any other charges and costs; and be it further

RESOLVED, That such study include a comparison of the practices,
procedures and laws of other comparable states and report the results of such
study and investigation with such recommendations as appear advisable and
proper for the correction of any practices that appear improper or unnecessary
to the 1963 session of the Nevada legislature,
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CHAPTER 1

INTRODUCTORY CHAPTER

The purchase of a home by the average individual is perhaps the most costly
of all transactions in which a consumer is apt to become involved within his lifetime.
Certainly few, if any, purchases that he makes over the years will have a price tag as
high as that on his home, If financed by a long-term mortgage, the overall cost, in-
cluding large interest payments, will in many cases be double the sale price of the
house, and the resulting overall cost might stagger the imagination of most purchasers,

Since most consumers are unable or unwilling to pay cash for their homes, they
must obtain a loan to make their purchase possible, Also, most contractors and home-
builders do not h'ave, or do not wish to employ, their own funds to construct the home
to be sold, They also enter the money market for funds, but, of course, on a relatively
short-term basis,

The transactions involved with the purchase of a home by the ultimate con-
sumer are highly complex, to say the least, In the event a mortgage is involved (and
the builder or the home-buyer has obtained interim financing) then further complicating
the situation the FHA or VA enter the picture to insure or guarantee the long-term loan
to the purchaser, the entire transaction or series of transactions with charges, credits,
fees, discounts, prorations, and impounds takes on an air of mystery, To many purchas-
ers of dwellings this rivals an extensive shopping tour in an oriental bazaar, By com-
parison, in many cases, he would be safer to traffic in such a foreign atmosphere, if
the revelations of this study were to be taken into consideration., Certainly the language
and terminology, as well as all the devices and misrepresentations, might be equally
frustrating to the uninitiated in either case, To try and thread through the various charges
made to him as a consumer might well cause him to realize that he is way beyond his
depth and he would be on safer ground dealing with the bazaar merchant, He might feel
like leaving the matter of buying houses to those who care little what they pay for any-
thing, or to someone who has devoted considerable study to such transactions,

The Council of State Governments advises us that the National Association of
Attorney Generals has been studying the problem of consumer protection in cooperation
with the United States Department of Justice and other federal agencies; however, they
have not considered the matter of closing costs for residential property, Apparently
overlooked at this date is the most significant area of investigation that might be under-
taken, Certainly, closing costs, fees, discounts, treatment of impounds and trust funds,
prorations, and other financial considerations associated with the sale of a home de-
serve immediate attention, Consumer protectian on this point is highly necessary in
view of the size of the transaction, the largest he will probably encounter in his life-
time, It is true that much has been done in the area of automobile purchase in recent
years, culminating in the federal Price Disclosure Act, and representing perhaps the
second largest purchase by the average consumer, However, we may be penay-wise and
pound -foolish to overlook immediate and thorough attention to the vast implications
and possibilities for excessive cost to the consumer when purchasing a dwelling. The
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State of Maryland, through action taken at its 1961 Session, directed a commission to
investigate the home-improvement business and its financing in Maryland, This is
certaihly a laudable and desirable move, However, is it not roughly parallel to the
concern given to cost of repairs on an automobile, leaving out of the picture the cost
of acquisition of the basic unit itself, which may involve far more costly elements of
financing?

The State of New York worked in the area assigned to this Legislative Counsel
Bureau in 1960 and 1961, It is pertinent to take excerpts from their report issued on
March 16, 1961, as follows: '

Whether one agrees or disagrees with Thomas Robert Malthus” theory on population growth
as propounded by him in 1793, it is evident that the State of New York is now facing a popu-
lation explosion which constitues a2 major problem to those concerned with housing the fami-
lies that are presently seeking home ownership in New York State, and to those concerned with
providing facilities for those families that will appear on the housing scene during the coming
decades, (underscoring supplied)

The population explosion referred to in New York is identified in the report,
Between 1950 and 1960°it amounted to almost two million people, However, the per-
centage of increase during this decade was only 13,2%, In Nevada we are experiencing
a true explosion, Nevada's increase from 1950 to 1960 was 78.2% and second in the
nation, being surpassed only by Florida's 78,7%. It is apparent that Nevada should have
an interest similar to that exhibited by New York, with even more reason for concern,
The New York report continued:

With such an increase of populatior, the incidence of home purchasing necessarily in~
creases, Thus, many individuals are making the most important purchase of their lives for
it is undoubtedly true that the largest and most important single purchase that the average
New York cirizen makes in a lifetime is the purchase of his home, For those fortunate
enough to own their own family residence, the home is the most valued tangible asset of
the family group, from both the economical and psychological viewpoint; for those who
must rent shelter, home ownership is the most sought-after goal of the family financial
plan, It is not surprising, then, that being a home owner is often equated with being a
substantial "first-class” citizen,

Becoming a home owner not only gives the individual a stake in the economy of the
State but it also creates and sustains 2 vast building indistry which, directly and indirectly,
substantially conwmibutes to the State’s.economy, Of equal, if not greater importance, is
the fact that for every new home built, one or more apartments are made available for
families seeking shelter but unable to purchase their own residences, Thus it could be
stated that facilitating home ownership also stimulates activity and availability of rental
facilities,

With such emphasis placed upon home ownership, it is only fitting and proper that
the New York State Assembly should jealously guard the right of each citizen of New
York State to seek membership in this class of "substantial citizens” and to protect the
interests of each aspirant to this ever-expanding group, For, while home ownership is a
sought-after goal, it is undoubtedly that, for the average citizen, the path toward attain-
ment of that goal crosses strange and mysterious terrain, The home purchaser is con-
fronted with legal documents of imposing formality; he is introduced to a bewildering and
foreign jargon, For perhaps the first time in his life he encounters terms like "search and
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survey, " "closing costs, " "escrow accounts, " "amortization” and an endless host of
others, Frequently he desires to purchase a modest home which apparently is within
his means and current cash holdings, only to find that direct and latent or hidden
financing charges make such a purchase impossible, or that financing itself cannot
be secured, Often the prospective home owner is metwith some of these charges
for the first dme at the closing when he discovers, to his chagrin, that he is unable
to pay such charges, The end product of such frustration is frequently a change of
mind with the resultant loss to the entire economy of the State on many fronts,
Then, too, the prospective home owner is frequently met with the periodic bottle-~
neck that results from tight money markets in which home building is stultified for
lack of available credit and in which home "starts” are crushed before they leave the
blueprint stage, :

It was with this background of complaint and frustration by many new and pros-
pective home owners that the New York State Assembly, in 1960, by Rules Committee
Resolution No, 181 authorized and directed the Committee on Mortgage and Real
Estate "to inquire into and examine all relevant facts, data and information pertaining
to the granting of mortgage loans to small home owners,® To finance such an undertaking,
the Assembly allocated to the Committee the sum of ten thousand dollars ($10, 000, 00),
(underscoring supplied)

It is interesting to note from the introduction to the New York report that they
also had to restrict the nature of their investigation and area of reporting due to the
highly complex nature of the directive from the New York Assembly, Their introduction
continues: '

The Committee, under the leadership of Assemblyman Ernesto Curto, in recognition
of the broad area covered by the authorization and directive, and in view of the limited
financial resources available, determined to limit the scope of its inquiry in this pre-
liminary investigation to two basic fields, The Committee has studies (1) the costs,
direct and indirect, paid by the applicant in acquiring a mortgage loan on a one or two
family home and (2) the availability of monies in the New York State market for mort-
gage loans on one and two family homes, (underscoring supplied

The New York Committee started out by an extensive questioning of institutions
making mortgage loans in New York, However, the information obtained was so over-
whelming that the Committee could not cope with it, They lacked competent analysts
and finally resorted to general knowledge gathered by meetings, conversation with some
lenders, and contact with government insuring and guaranteeing agencies, Due to the -
size of the project, here in Nevada we did not attempt to glean complete data from
lending institutions but did conduct lengthy conversations and interviews with lenders,
escrow officers, contractors, and government insuring and guaranteeing agencies in
Las Vegas and Reno, and the capital area, Carson City, An explanation of the diffi~
culties encountered by New York in making a complete study with the resources available
to them and a hampering time shortage, is as follows:

As a preliminary step in its investigation, and to provide a background for future inquiries,
the Committee prepared a questionnaire or survey which, in essence, required the lending
institution to report on the number, type and terms of all mortgages granted for one and

two family homes, both within and without New York State, in the years 1957 through 1959,
inclusive; the number of mortgage applications received and the number granted during this
period; the average closing costs in each of the three years paid by the small home owner in
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acquiring a conventional, VA or FHA mortgage loan and a line of questions directed
towards the general availability of mortgage funds during the period in question,

The New York report continued by evaluating the results of the questionnaire
method, what they were able to obtain from it, and to what future use it might be put:

Through the medium of this survey, the Committee has secured information
relative to nearly every individual mortgage loan granted for one and two family
homes by state chartered lending institutions during the three year period and has
gained an insight into basic mortgage practices of the individual lending institu-
tions, Unfortunately, because of the abundance of information obtained and because
of the lack of time, assistance and funds required to evaluate this information, no
final conclusions could be drawn from the information secured through these media,
Having secured such a wealth of information, of a particularly technical nature, the
Committee feels that it would be necessary to have these surveys examined by com-
petent analysis in order to translate the data into a more comprehensive report, If
this were done, and further investigations could be conducted, it would be possible
to pinpoint and expose abuses in the mortgage field which precipitated the current in~
vestigation, To date, chiefly because of the lack of time and funds, no comprehensive
analysis of this natire has been undertaken, The Committee, however, has carefully
examined individual surveys and has used the information so obtained to interrogate
those specific institutions which appeared at the public hearings, (underscoring supplied)

The Nevada method by-passed any questionnaire approach to the problem with
the feeling that there would develop such a vast amount of material that such a thorough
study would be time consuming and perhaps not lead to any material variations from
approaching the problem through the method of interrogation, finally resorted to by the
New York Committee, The Legislative Counsel Bureau employed the following corres-
pondence technique, also used by New York, Their report continues:

As the next step, the Committee sought to avail itself of any pertinent information
already in possession of various governmental agencies, To this end, correspondence was
had with the Federal Housing Adminisuwation, the Federal Housing and Home Financing
Agency, the New York State Banking Department, the New York Insurance Department and
the Attorney General's Office, (underscoring supplied)

The most significant areas covered by the Legislative Counsel Bureau, not
mentioned in the New York report, were the extensive meetings and questions put to
many escrow officers, representatives of mortgage loan companies, and home-owners
themselves, relative to how they processed various loans and what experiences had been
found to be typical, It was felt that this part of the procedure was highly important
since these people are directly connected with closing the transaction and servicing the
loans, or have purchased dwellings,

Apparently the pace of the national economy is strongly influenced by fluctu-
ations in three large expenditure areas, These bellwethers of the national economy--
government spending, consumer purchases of homes, and automobile sales--have such
a marked effect on prosperity, recession, and depression cycles that frequently artificial
stimuli must be applied to guarantee their continuing trends, The area of consumer
purchases of homes (new homes in particular) which spurs the home building industry,
has not been neglected by federal government planners, People are given the "hard sell”,
even though the easy acquisition of new homes may not be a wise investment at the time,
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Perhaps they cannot afford such a large consumer purchase., The following move is in-
dicative of the "planners” attention to this segment of the national economy, which
may or may not be a wise move, but does momentarily "push” the acquisition and pur-
chase of homes with an initially very painless procedure for the consumer. Easy acqui-
sition of dwellings, and the resultant long-term cost to the purchaser, is emphasized
by the following example taken from a leading national consumer publication,

Home buying is made easier by a law passed in June 1961 by the U, S, Congress, The
provisions permit 35 and, in some cases, 40-year mortgages with a down payment on a
$15, 000 house of only $450, The effort of the government to put a new house within easy
reach of anyone--whether he can afford it or not--has been criticized as a snare and de-
lusion, According to the calculations of one home magazine, at the end of 40 years the
homeowner who has bought a $15, 000 house on a 40-year mortgage at 5-1/2 percent in-
terest, plus 1/2 percent mortgage insurance, will have gaid.over $40, 000 for his dwelling,
As one retail executive points out, merchants traditionally favor installment-type purchase
plans in which the product will surely outlive the payment span, Whether a $15, 000 home
built under today's conditions will outlast 40 years is something of a question, (Reprinted
with permission of Consumers® Research, Inc,) (underscoring supplied)

Note: The figure of $40,000 for a $15,000 dwelling arrived at above is a relatively
simple calculation since monthly payments to interest and principal, plus any FHA fed-
eral mortgage insurance, will run in the $80 per month area or about $1,000 a year,
Another $1, 000 in direct cost to the purchaser can be added to the overall price tag for
his dwelling, if consideration is given to the discount (paid by him indirectly), the
origination fee, and numerous other charges associated with his obtaining such a loan
in the first place, Furthermore, many of these costs would be immediate and not theo~
retically accumulated over the years, and would stand as costs even if he sold his prop-
erty within a period of a few months,

As can be seen by this illustration, we are truly living in a world of "magic”
economy, All manner of consumer items from homes to eggbeaters are easy to acquire,
The devices that are employed to move these items (the sale of which forms much of
the basis of the national economy) are often questionable, Since they are frequently
engineered, sanctioned, and fostered by the government (as in the case of homes) it
would seem to be the responsibility of the government to see that abuses, misrepresenta-
tions, overcharges, and additional devices provided for by the government, would re-
ceive close attention and regulation, However, as this study will point out, there is
an apparent disregard of government regulations as well as many consumer rights, and
lack of consideration of the part the mortgagor plays in the transactions associated with
the purchase of homes, In the absence of directives to the contrary further affront is
hurled by government approval of devices designed to provide the lending institutions
with additional returns on monies loaned to the veteran and home-buyer,

It should quickly be pointed out that this study does not suggest that any control
whatever be placed on what a lender should receive by way of interest for the use of his
money by the purchaser of a home, However, it is strongly recommended that whatever
the sum total of this interest charge may be to the consumer, it should be expressed and
clearly identified as a rate of interest and not masked and made a mockery of by de-
vices such as discounts, service charges, origination fees, and other cost factors which
in effect result in a higher rate of interest, A strong question should be asked, How
can the purchaser of a dwelling exercise any clear judgment and make an intelligent




decision in the purchase and financing of his home when the actual rate of interest or
cost of borrowing money is not made available to him? Furthermore, the misrepresen-
tations and additional charges which result in higher rates of return (necessary for lenders
to obtain) are sancrioned by government agencies, The consumer wanders in a fairyland
where white is black and black is white, To perpetuate a high rate of economic activ=-
ity (which evidently is a political necessity) at the expense of misinforming the consumer,
who is the backbone of the country, is to invite eventual economic disaster, In effect,
the government is encouraging its people to spend beyond their ability to pay, a disease
easily transmitted by way of federal government example,

In this study emphasis has been placed on FHA and VA insured or guaranteed
loans in connection with the purchase of "sales type homes” or new dwellings, It is
fully realized that great numbers of homes are purchased without such financing and
home sales are not necessarily from the original builder-seller or contractor to the
first occupant, Obviously there exists a very large market in the re-sale of used homes,
which may or may not be associated with VA or FHA insured or guaranteed loans,

The reason for emphasis on sales type homes with government guaranteed or
insured loans is associated with the primary concern that government agencies have in
the past (and are presently condoning) certain practices which are questionable when
the best interests of the consumer are taken into account, In a conventional transaction,
with no government agency insurance or guarantee, it is largely a case of let the buyer
beware--"caveat emptor,” When the government itself becomes a partner to insuring or
guarantéeing the loan and inspecting the dwelling, or authorizes certain questionable
charges to be made, then the situation is indeed a serious one, Where we have govern-
ment agencies a party to making obscure the actual interest costs on loans, and con-
doning devices which circumvent the intent of legislation to the distinct disadvantage
of veteran and home buyer, we feel the emphasis is necessary and warranted, On the
conventional market, at least there is not the false sense of security that government
agencies are aware of the transaction and have examined and controlled the charges to
the veteran or home buyer, as well as the physical structure itself,

The Nevada Legislature has full and complete authority to legislate against
practices it deems improper in connection with mortgages, Joint resolutions adopted by
the Nevada Legislature might result in changes in federal regulations, either through
action by the Congress or by decisions of the federal agencies, However, many of the
evil practices could be taken care of at the state level, should the Legislature choose
to do so. The federal agencies guaranteeing loans give full recognition to state and
local requirements which are above and beyond both financial and structural guarantees
provided to the consumer by their own regulations,

In our nation, which is the keystone of democracy itself, apparently we have
allowed certain forces to blind us in our ruthless quest for "profits™ and have provided
for the protection of special interest groups to the distinct disadvantage of the elector-
ate, In short, the man on the street suffers, yet he is the one who fights to protect
democracy and justly should derive the full benefits from such a society,

When the purchaser of a dwelling has completed his various transactions, and
reviews the mass of papers and documents he has signed, he might reflect for a moment
and consider the "why” of this deluge, Has it been done primarily in his best interests?
Certainly he does not face the specter of eviction from his castle and dwelling place
because the transactions associated with the purchase have been subject to so much
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checking and review by so many parties, No, he is secure and need only be concerned
with the monthly "take” which enables him to remain in his own home, But what of the
cost of this rather dubious security? Has he fully understood his charges and credits?
Does he know for what reasons many of them were made? Just who was being protected
by all that seemingly endless procession of necessary documents? Were they primarily
for his benefit or were those associated with his transaction also looking for security?
Yes, this last point is an important one, There were others primarily interested in
their own protection, first, last, and always, and the government agency insuring or
guaranteeing the loan had been pressured into making sure the mortgagee was fully
protected through legislation and regulation, But were the rights of the mortgagor
equally protected?

As generalized statements, it should be realized that the FHA program places
strong emphasis upon security to the mortgagee (lend‘er) and only indirectly some security
to the home owner, Under the VA program, the veteran's interests come first, with
security to the mortgagee somewhat secondary, However, even under VA, there are
areas of serious concern when it comes to consumer interests where that agency has
allowed itself to be guided by what has been "normal practice” by lenders,

In the event the buyer has access to the escrow officer's file covering his
transaction, and could examine in detail the directives, statements, and charges
offered to the escrow company by parties associated with the transaction, he might
start to suspect that perhaps he should have had his own attorney to represent his in-
terests, FHA provides the lender with a detailed handbook emphasizing mortgagee pro-
tection and procedure; none in such detail for the home buyer., Who, after all, was
there to look after the buyer? He had the feeling of security, knowing federal agencies
were at hand, In truth there was no one specifically looking after his interests, partic~
ularly in an FHA transaction, with the exception of some generalized protection offered
by the government agency insuring or guaranteeing the loan,

After a review of the various transactions associated with home purchases, we
must conclude that it was the mortgage company, contractor, insurance companies, title
and/or escrow company, FHA or VA, agents, assessment districts, interim financer,
banks and savings and loan companies, sub=contractors, laborers, suppliers, municipal
authorities, and others who came first and were protected, Yes, as far as consideration
is concerned, it was the man actually purchasing the dwelling who apparently came last,
except where his interests were being protected by some of these parties, for example,
title examination by issuing agencies, '

The buyer should be intelligent enough and employ sufficient caution to know
what he is getting into in a home purchase, If he is not, then it is hard to save a fool
from his folly, However, when the cards are stacked against him through device and
misrepresentation, authorized or engineered by government agencies, then the time is
ripe to fully assess the situation, to suggest and recommend changes in rules and regu-~
lations that will eliminate, or at least control, the evils,

This point was met and dealt with at the government level when the federal
Price Disclosure Act was passed by Congress in regard to the sale of automobiles, The
industry itself, realizing the loss of public confidence, came forward and backed the
legislation, realizing that it would strengthen their image and the market place would
again be cleared of the irregularities to a reasonable extent,



With a consumer purchase of a new home, the environment and atmosphere
surrounding the transaction allows a much larger latitude for operation of the unusual,
the charge for this and that which may or may not be a logical cost to the buyer,

The transaction is several times more complicated than the sale of an automobile, It
is entirely possible that the hour is late and that some time ago the situation should
have been assessed with a view toward creating some semblance of order out of chaos,
If an industry, with its associates and lending institutions, cannot keep their houses in
order and deal cleanly with the public, then, and only then, does government control
logically enter the picture,

In specific defense of the building industry and lenders in general, it must be
pointed out that many of the practices resorted to are only a practical approach to
obtain a reasonable return for their investment of time and funds in relationship to
government agency requirements which do not recogr{ize the "facts of life, " This is
recognized in the main as the taproot of the deception problem., However, if it be
recognized as such, then these strong institutions should have moved to voice the
problem with sufficient volume to have been heard when the misrepresentations were
contemplated by either the Congress or regulatory agencies, and they should not have
buckled under to traffic with such unrealistic requirements, We can only suggest that
perhaps all parties are-equally in error in their attitude toward a true and complete
representation of the entire transaction of the sale of a home to the consumer,

The main bone of contention is the greatly misrepresented and manipulated
rate of return to the lender, made possible by devices condoned by government agencies,
which has the direct effect of making the "cost™ of money much higher than specifically
indicated and insured or guaranteed by FHA or VA, In the masking of this real "charge”
for the use of the money by devices, the consumer is caught in a hopeless situation
where it is next to impossible for him to "shop" for money and make comparisons of
the cost of a variety of loans which may be available to him as well as alternate methods
of financing his dwelling purchase, '

In closing this introduction, it should be clearly understood that government
by state or federal agency should never at any time attempt to control by artificial
regulation the return or profits that investors feel they must have to encourage funds to
flow into the market of lending for the purchase of dwellings, Such action would create
one of two situations: (a) the money will flow to areas of other investment where such
controls do not exist; or (b) the money will continue to flow into housing but the return
will be maintained as before through a series of devices designed to comply with the
letter of the law, but the spirit of the law will be violated by necessary misrepresenta-
tion and other cost factors, the profits of which will of necessity flow back to the in-
vestor, The price tag for the cost of a loan should be complete; it should be easy to
read, with the interest rate expressed as such directly to cover all costs which the
lender feels necessary to execute the loan, No discounts, charges, fees, or other mort-
gagee costs should enter the picture ‘to obscure the true "cost of money” to the veteran
or home buyer, If there is obscurity, he has no way of comparing methods of financing
his purchase, and a true disservice is rendered to him with sanction of his own govern-
ment agencies,

As a closing illustration, perhaps there are those who feel it is more important
to maintain the political advantage of government agencies insuring or guaranteeing
mortgage loans at only 5 1/4% interest (and thus represent themselves as agencies con-
trolling interest rates to mortgagors) than to allow guaranteed interest rates to seek a

-8-



more normal level for this area, By the law of supply and demand they would be re-
quired to guarantee loans at the going rate, However, this is not politically wise as
any incumbent administration realizes., The net result of the masking of the true re-
turn which eventually must accrue to the lender for him to initiate his loan, is a series
of devices designed to obtain the market rate of interest, which directly and shame-
lessly circumvent the rate established by government agencies, In short, the home
buyer thinks he is obtaining his loan for § 1/4%, and that the government is a great
protector of the veteran and home buyer, making certain that the lender is not going
to charge the buyer more than the government has allowed for the loan, This has to

be winked at by the government agencies who realize that the lender will execute his
full price for the loan, Thus, the specter of the discount enters the picture in areas
of normal building competition, and the buyer indirectly pays many hundreds of dollars
to the lender as well as a variety.of other charges made by him, authorized by the
government agencies, in addition to the § 1/4% rate, The outcome of these other di-
rect and indirect charges by the lender is to raise the true cost of the loan well above
the quoted rate of interest,

The true rate of interest will be dependent upon how long the loan is kept
by the mortgagee, after consideration is given for the initial costs of obtaining the
loan, The discount (or "points™) has been employed, not as a tool for shading fraction-
al money rates or selling existing "paper, " but for a purpose for which it was never
designed, It circumvents government regulation against obtaining an initially higher
rate of interest, in excess of 2% in many cases,

This practice, as well as the many others pointed out in the study, are due
largely to the artificiality created by government regulatory agencies, apparently to
preserve their image before the people., This may serve to generate a high level of
national economy in place of a more prudent assessment of the consumer’s ability to
make home purchases, However, it fails to provide him with the knowledge of such
costs, if there must be governmental programs designed to promote the purchase of
dwellings for the sake of our national economy. The results thus obtained in momen-
tarily strengthening our economy are lost in the long run, and they become a more
serious threat to our system of democracy, When this type of easy spending is fos-
tered at the consumer -level, the moral fiber of the people of the nation is threatened,
By sheer complication and misrepresentation, by masking real costs to the point where
no one cares what anything costs in toto (but only what it costs per month), a form of
true socialism creeps in upon the very hearthstone, It must be recalled that, by such
manufactured confusion man's freedom becomes eroded; it is one of the foundational
methods employed by all totalitarian and socialistic systems, It is the sincere hope
that our federal government will quickly realize the inherent dangers existing in
certain FHA and VA policies, and that it will drive toward a system of governmental
insuring and guarantees of home mortgages which will be free of misrepresentation to
the veteran or home buyer, regardless of the political consequences of such a straight-
forward disclosure, The establishment of a regional rate of interest-guarantee on home
loans which closely reflects "market, " enabling lenders to deal with home buyers with-
out resorting to circumvention, should go a long way toward the elimination of a
number of the abuses pointed out in this report, The tendency to recognize a practical
rate of interest has been exhibited by the government in its new guaranteed interest
rate recently established for the larger home-improvement loans program,

The suggested changes in FHA and VA procedure and regulations, as well as
the suggested legislation to be enacted by the Nevada Legislature, are offered in this
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report as constructive measures designed to not only protect the Nevada home buyer and
consumer of builder-seller products, but also designed to offer a full measure of pro-
tection to mortgagees and home builders operating in Nevada with a high level of
understanding of public morality, In the past, many of these institutions have, and
are continuing to deal with the public in a fashion which would hardly suggest the
necessity for strict controls to contain the practices demonstrated by this report,

In final conclusion, it should be understood that this report does not claim to
have identified each and every type of charge that may have been associated with any
FHA or VA insured or guaranteed mortgage case issued in Nevada, However, it is felt
that the most flagrant, and those most common and typical to the majority of FHA and
VA cases, have been recorded herein,

In the light of the limited resources of the Legislative Counsel Bureau it has
not been possible to review every FHA and VA closure over the past year or so, or to
examine even a small percentage of them, Samples have been taken and discussions
held with those associated with these transactions to identify the practices set forth
in the report, A survey team of a considerable number of experts would have had to
labor many months to have produced a report which would be complete, conclusive, and
would have identified all irregularities, This would have called for a survey of all
Nevada FHA and VA cases, It is felt that the material presented will certainly be
sufficient for the Legislature to employ as a foundation upon which to determine how
serious the situation is and what action it would desire to take to rectify the many
practices identified herein, It will also serve to present the Legislature with infor-
mation with which to determine what areas should be investigated to greater depth
and upon which they might direct that a continuing and broader study be requested of
the Legislative Counsel Bureau or some other state agency,
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PART 1

EXECUTION OF A CONTRACT

Ten chapters are set forth in Part I which cover the basic developments and
the associated documents which form the composite of transactions which lead up to a
complete agreement(s) for the purchase of a dwelling from a typical builder-seller by
a veteran or home buyer, Chapter X carries this procedure through any escrow agree-
ment which places the transaction in the hands of an escrow officer associated with a-
FHA or VA case, ‘

In Part II, chapters will discuss the results in charges, costs, and impounds
which the veteran or home buyer must hurdle in acquiring his dwelling, Particular
reference will be made to the authority for these charges to be made under the FHA
and VA programs and certain abuses which have been disclosed, Recommendations for
correction of certain practices are given in both Part I and Part II,

Most of the negotiations covered in Part I will have been completed within

the first few days after the veteran or home buyer has made a decision to purchase a
dwelling,
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CHAPTER II

IN THE BEGINNING -- CONDITIONAL COMMITMENTS,
INTERIM FINANCING, TAKE OUT FUNDS

Under usual circumstances, the initiation of action toward the purchase of
a dwelling basically will follow the order described in this chapter, For the purpose
of this chronology we will examine a simple form of transaction wherein a buyer makes
his purchase from among several homes in a tract area being developed by a builder
with mortgage loans insured or guaranteed by FHA or VA, Several homes are ready for
occupancy and several additional homes are in various stages of near completion, The
consumer has made his selection and, for the purpose of this example, let us further
assume that the home has been completed and the go‘vernment insuring agency insuring
or guaranteeing the loan has made a final inspection and approval of the physical struc-
ture, Admittedly, all cases are not this sirnple, In many tract areas the consumer-
buyer may have made a selection from models standing completed and wish a home con~
structed for him on a particular lot, basically the same as one of the models but with
the option of selection from a variety of colors and materials, and with or without
many added features, "He may even elect to have alterations in room sizes and addi-
tions incorporated into his order, which necessarily makes for more complexed initi-
ation of action on the part of the builder, However, as far as the buyer is concerned,
the procedure will have much in common with an already completed dwelling and with
the following stated transactions and documents associated with completed homes,

At the time of making his selection, the home buyer should be in a position
to make an earnest money deposit of cash or write out a check usually in an amount of
about $250, Some sellers will require a considerably larger deposit if they are not
trafficing in volume sales, while others may require as little as $1,00 to $50,00, The
amount will vary from one area to another and also to some extent may be influenced
by competition for sales, At the same time, the buyer may be asked to make an addi-
tional small non-returnable payment (usually $5,00) to cover a credit report, Many
builders will absorb this payment temporarily until escrow closure, or the return of most
of the deposit when sales are not completed, Salesmen do not like to make an issue
of the credit report at the time of closing an agreement to purchase,

From the builder's standpoint the salesman will have sized up the prospective
home-buyer by casual questioning and conversation which will probably disclose where
the head of the family is employed and if the wife is employed also, He will have
gained a very general idea of the economic background of the consumers from obser-
vation of their car, dress, and general language pattern as well as certain character-
istics of any offspring which happen to have been on the shopping tour, These basic
elements are important to the builder-seller since he can ill afford to waste his time
and efforts on a party which obviously would have a slim chance of gaining approval
from a mortgagee, For the purpose of illustration, the salesman for the tract in our
case in point will have gained a favorable impression of the prospective buyers and
will be pushing for a sale and deposit with contract to purchase,

At this juncture, we should indicate the builder-seller situation in relation-
ship to what he will have already provided for so that a person can purchase his wares
with a minimum of difficulty, Various types of builder-organizations operate to produce
homes for sale under FHA or VA insured or guaranteed loans, These will vary all the
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way from the operator who has practically no immediate financial resources and employs
maximum credit (extending to land, improvements, sub-contractors, and/or materials)
through the builder who pays for part of the land and employs some of his own funds,

and builders who may purchase all land in advance, use very little if any interim fi-
nancing, and have long established "take out"™ commitments, to the multiple corpor-
ation which may have its own funds with one unit acquiring land, another developing
and building, and a third operating in the area of direct sales,

Long before construction of any homes, those contemplating the building and
sale of the homes usually have lined up a mortgagee who has made a commitment, or
a mortgage company holding secondary mortgage commitments, indicating that such
mortgagees will make loans on proposed dwellings built in that tract to acceptable
buyers qualifying for a FHA or VA insured or guaranteed mortgage. In the event the
mortgagee is a mortgage company which contemplates selling the loan into the second-
ary market, the mortgagee will also have provided for a "line of credit” from other
institutions before any development of the tract area and building of homes,

Most builders and contractors do not have, or do not wish to employ, their own
funds to provide for the cost of materials, labor, land and improvements which may be
necessary to complete a dwelling, On the other hand, savings and loan associations
and banks are happy to provide short-term loans at relatively high rates of interest
(plus service charges up to 2 1/2%) to such parties desiring to buiid, Before lenders
will provide the funds, they review the individuals concerned and the structures to be
built, If they feel the situation will provide them with the maximum security necessary,
the construction loan will be made and interim builders® insurance covering the physical
structure will be provided at builders' expense, The relatively high rate of interest
associated with these construction or interim loans explains why builders cannot allow
houses to remain unoccupied or unsold for any considerable length of time without
refinancing the whole package, After the final progress payment is made by the in-
terim lender, the builder must pay interest on the total of these payments for every day
the house stands until the take-out funds are provided to the purchaser by the long-term
lender, ‘

Particularly disturbing is the apparently high cost of interim financing many
builders in the Las Vegas area are experiencing, Obviously, these interim costs must
eventually be passed on to the consumer, There is an evident dislike of some large
operators who have established themselves in the area and are offering some very strong
competition, There is reason to suspect that the competition stemmed from the lack
of normal interim financing handicapping other builders who may not have shopped far
and wide enough to have located financing at reasonable rates, The Las Vegas area
takes on the aspect of funds flowing easily and swiftly, however, at an unusually high
cost even when compared to the Reno metropolitan area, which is among the highest
cost areas in the nation, General observations disclose subordination, brokerage,
holdback, processing, stand-by marketing, and other high cost of third and fourth
party arrangements, which, along with excessive builder control charges, worked to the
disbenefit of the builder-seller and the eventual FHA or VA home owner, Apparently
the builders are willing to accept these excessive interim charges and pass them along
since there has not developed any severe over-building which would work to eliminate
inefficient financing of homes and their non-competitive position in the market place,
With a back-up of mortgage funds, and significant over-building, perhaps the situation
may take on different aspects,
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Ordinarily an insurance company or mortgage company will not traffic in a
house ,plan'and loan money for the construction of a home., They are happy, however,
to issue a commitment that, in the event a certain home is built in a certain location,
and to be built or purchased by a qualified party, they will loan a specified amount of
money on a long-term mortgage, If the loan is to be insured or guaranteed by FHA or
VA they will issue a conditional commitment and promise to guarantee the loan to any
qualified FHA or VA buyer, These commitments are dated and, if not exercised, ex-
pire within a period of time,

These "take out” funds established by the commitments are made available
by a disbursement check which may be several hundred dollars or more below the face
of the note executed between the lender and mortgagor, due to the discount device,

a matter covered in a separate chapter, If a check is disbursed in the full amount of
the note, then usually a direct charge is made to the builder-seller and collected by
the mortgagee through escrow, At this point, the builder-seller is credited with the
sale price of the home out of which his interim financing loan, interest on the loan,
and any discount to the mortgagee, is paid off. The interim lender leaves the picture
and the "take out"” lender provides a loan which is frequently in a higher amount since
other factors have entered the picture, Final sale includes such items as value of
land being sold, improvements, seller's profits, and, under either FHA or VA, usually
the sale price will include most or all of the discount, Unfortunately, both FHA and
VA evidently do not protect the home-buyer through FHA valuations and VA Certificates
of Reasonable Value, which exclude with certainty the discount factor,

iIf an insurance company or bank has provided the "take out money"” and made
the long-term loan, they may or may not negotiate to sell the "paper” to a secondary
market, Here in the west, a bank may “"package” several loans and sell them in the
east, picking up a point or fraction of a point on the transaction, and a new lender
will enter the picture, An insurance company may hold the loan until mazturity,
depending on the market and a variety of their own portfolio conditions, which may
or may not suggest they divest themselves of the loan before it has been paid off,

At this point, it should be kept in mind that even though a loan or mortgage
may have been made for 20, 30, 35 or even 40 years, the average length of .time a
mortgage will be outstanding falls in the area of 8 to 12 years,

In the event a mortgage company has provided the take-out money, and made
the loan after completion of the structure, they will most certainly move as rapidly
as possible to "package” a number of loans and move them into the secondary mortgage
market, If they are selling to FNMA, this packaging procedure will not be necessary,
as explained in the following paragraph, Mortgage companies act as interim lenders
and servicing agencies on completed dwellings, Large insurance companies and other
lending institutions or funds, usually do not wish to traffic with an individual house
and go through all the red-tape and negotiations which lead up to closure on such a
small matter as an individual $15,000 mortgage, They will, however, negotiate and
issue commitments to mortgage companies who have threaded their way through this
maze, and purchase from them in large groups a number of mortgages at one time., The
mortgage company will continue to "service” the loan and collect interest, principal
and trust funds from the mortgagor, a major part of their so called "loan administration”
operation,

The Federal National Mortgage Association (Fannie Mae) is a federal govern-~
ment acceptance agency which is authorized to purchase large quantities of mortgages
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from mortgage companies and other lending institutions, Their ability to make purchases
depends upon funds made available by the Congress and from resale of mortgages., The
passage of a mortgage from the mortgage company to the federal acceptance association
does not require packaging and warehousing prior to sale, The theory at the federal
level is that, by purchase of mortgages, funds will be made available and flow back

into the home-mortgage market, In this case, the mortgage companies merely act as
interim agencies, They sell their mortgages to the federal association, frequently as

an official agent for FNMA, :

The recent and rapid expansion of the mortgage company as the base lender
in Nevada is of interest to the home-buyer, Just what is a mortgage company and how
does it differ from the conventional lending institution? :

The primary function of a mortgage company, as far as the home-buyer is con-
cerned, is to provide the "take out money” or the loan which takes the builder-seller
out of his interim loan costs and provides the funds to a veteran or home-buyer to make
his purchase, However, the mortgage company is not interested in keeping the loan,
but in moving it into the secondary or resale market as soon as possible, As indicated
previously, the market for resale is provided by large insurance companies, the Federal
National Mortgage Association, and to some extent by pension trust funds, the use of
which apparently is on the increase., The mortgage companies provide a service to
these secondary markets and are more or less interim agents in originating processing
and then selling the loan, Secondary markets are not usually set up for, nor are they
authorized or do they desire to process and originate loans and handle the details of a
FHA or VA insured or guaranteed loan, The banks, savings and loan associations,
and other lenders make loans with the initial intent of keeping them in their portfolios.
They may sell the loans later, when market conditions change,

The mortgage company may pass a loan into the secondary market to "Fannie
Mae” on an individual basis as soon as all papers are in order, Most large mortgage
companies are authorized agents of FNMA, 1If the mortgage company elects to sell to
insurance companies, which may be a necessity when FNMA has insufficient funds for
purchasing, then the mortgage company must "package” loans and sell them in blocks,
since the insurance companies are not geared to accepting one mortgage at a time,
Under this latter method, mortgage companies have the added cost of holding or ware-
housing the loans for a period of time until a "package” can be sold to an insurance
company or private fund,

Another basic reason for the existence of mortgage companies is the servicing“
aspect which the companies offer to the secondary market and the FNMA, When mort-
gage companies sell in the secondary market they continue to service the loan, That
is, they collect the mortgagor's payments of principal and interest, and his trust funds
to be held in reserve, The company also offers service by employing these trust funds
to pay the mortgagor's taxes, insurance, and FHA premium payments, if any, Mortgage
companies like to refer to this as "loan administration, "

Prior to the home-buyer making his deposit, the seller also will have made
sure that he can have mortgage loans insured or guaranteed by either FHA or VA, This
necessity arises from the fact that, without government insurance or guarantee he would
have little chance to obtain conventional mortgage money in an amount sufficient to
enable most buyers to take on the loan without a sizeable down payment, In other words,
usually conventional loans do not cover most of the cost of the home as do government
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backed ‘mortgages. With government insurance or guarantee of repayment, usually
mortgage money is available that will meet the maximum loan authorized by FHA or
VA and provide for a very minimal down payment if any., In order to receive maximum
loan insurance or guarantee, the builder-seller will need to submit his building plans
and tract area arrangements and facilities to either FHA or VA well in advance of
actual construction. When he has received approval of tract and building plans from
these agencies, and also has lined up his mortgage money, he is ready to begin de-
veloping and building in the tract,

Without an understanding of the foregoing, the veteran or home-buyer is con-
fused from the start if he gives any thought at all to the deluge of papers that will
follow, He must be aware of all the preparations made in advance of his deposit which
have made it possible to provide him with both mortgage money, without his having
to shop around for it on his own, and automatically have him come in under a full
government backed mortgage on the home he is buying.

At this point again it should be emphasized that the physical structure in our
example has passed all necessary inspections by the mortgagee and guarantor and, to
obtain a firm individual FHA or VA commitment, all that awaits is the approval of the
buyer by both the mortgagee and FHA or VA, The government agency guaranteeing the
loan will already have issued to the builder-seller a commitment (FHA Form No, 2007)
Coemmitment for Insurance, or (VA Form No. 26-1843) Certificate of Reasonable Value,
indicating the FHA or VA valuation on the property for mortgage insurance or guaranty
purposes. In cases where the home-buyer negotiates for a home yet to be built in the
tract area to his particular specifications, the builder-seller will, of course, not be
in possession of a FHA Valuation figure or VA Certificate of Reasonable Value to show
the buyer at time of execution of the deposit receipt or agreement to purchase, 1In this
case, however, FHA regulations provide that the seller agrees to deliver to the purchaser,
promptly after receipt from FHA, the FHA statement of appraised valuation, Under VA,
the amount of the Certificate of Reasonable Value will be entered on the loan appli-
cation which the veteran will execute subsequent to his agreement to purchase and after
the Certificate of Reasonable Value has been obtained by the builder-seller, a procedure
which is less desirable to the consumer,

In some states, a subdivision report is a necessity at the time of arranging a
sale of a new home in a tract area, a copy of which must be given to the home-buyer
at the time of his deposit and agreement to purchase, This is a general statement,
best approved by a state planning agency, containing factual information about the
subdivision and the various utility and other facilities available, including school lo-
cations, transit lines, and other data which may be required by various states, Un-
doubtedly, this is of great advantage to the veteran or home-buyer for the purpose of
evaluating the desirable and undesirable features of the tract location in general, and
provides him with information to challenge statements made by the salesman in regard
to the tract. 1In the absence of such a requirement in Nevada, this aspect will not be
covered at this time but will be included under suggestions in the following chapter.

At this point we have established the necessity for the existence of several
basic associated documents for the initiation of action toward the purchase of a sales
type tract home under FHA or VA which is ready for occupancy, as follows:

(a) Purchaser's copy of the FHA Statement of Appraised Value to be
secured from the builder-seller prior to making a deposit or signing
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any contract to purchase., This is (FHA Form No, 2562) similar
to the upper portion of the FHA Form No, 2007, and identified

as "Purchaser's Copy" at the bottom of the form, which also in-
cludes important "Notes to Purchaser,” Under VA, the home
cannot be sold for more than the Certificate of Reasonable Value,
and the obtaining of the Certificate of Reasonable Value prior to
making a deposit is not quite so critical, but should be provided
for and will be suggested in this report,

(b) A deposit of earnest money, usually an amount ‘of around $250,
to execute the contract being entered into.

(c) The collection of a credit report charge in an amount of approxi-
mately $5,00 to permit a financial back'ground report to be issued
on the proposed mortgagor (buyer), This amount may be collected
at a later date through escrow or absorbed by the builder-seller,

(d) A contract, agreement to purchase, or deposit receipt, executed
by the buyer and seller, setting forth basic information regarding
the sales transaction,

Additional papers, which the home-buyer may receive at the time of executing
the contract or agreement to purchase, will be necessary for the mortgagee to initiate
action through FHA or VA, He may receive these a few days later directly from the
mortgagee, have them filled out by an agent of the seller at time of deposit, or they
may be sent to the mortgagee to have them executed,

Under the two programs, these forms will be three in number if he is employed.
A slightly different procedure has been established for a self-employed person. The
basic paper will be a2 FHA Form No, 2004c entitled "Supplement to Mortgagee's Appli-
cation; and Mortgagor's Statement, " and under VA, Form No, 26-1802, entitled "Appli-
cation for Home Loan Guaranty or Insurance,” These are necessarily elaborate forms
since they constitute the basis upon which both the mortgagee and either FHA or VA
will make their determination as to the qualifications of the prospective mortgagor for
a loan and for government insurance or guarantee, Basically, they disclose the assets
and liabilities of the home=-buyer and attempt to project into the future by providing
information on estimated expenses, employment situation, and other income and assets
which will indicate the financial soundness of the individuals in question to qualify
for the mortgage loan, Basic formulae are employed by government agencies who will
be insuring the loan, as well as by the mortgagee, to reach a general determination
as to the buyer's ability to assume the mortgage. However, each case rests on its own
particular peculiarities which may be evident or disclosed by way of the other forms
to be completed, along with the very important credit report,

Other forms which the home buyer will have to have filled out are FHA-VA
Form No, 2004f entitled, "Verification of Deposit” and FHA-VA Form No. 2004g en-
titled, "Verification of Employment, " assuming he is employed and has a bank deposit,
1f he has more than one employer, or if the wife also is employed, they will have need
of more than one employment form, likewise for any deposits in more than one institution,

The basic and complicated VA Application or the FHA Mortgagor's Statement,
which may be filled out with the assistance of the builder-seller or mortgagee repre-
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sentative, may indicate a qualifying case, However, a poor credit report and/or
employment status report indicating possibility of future termination or uncertainty
of present employment status, can have a very marked effect on the granting of a
loan or the insuring or guaranteeing of a mortgage loan, The home-buyer may ask
for additional copies of all of these forms for his own purposes, toward having infor-
mation indicating what he reported in connection with his case, Information supplied
by the prospective mortgagor is for confidential use by the mortgagee and FHA or VA,
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CHAPTER 1II

FHA STATEMENT OF APPRAISED VALUE -- VA CERTIFICATE
OF REASONABLE VALUE

Prior to issuance of commitments for mortgage loans, inspections of the

. property or analysis of building plans, locations, and improvements to be constructed
is made by both lenders and government agencies insuring or guaranteeing such loans,
An appraisal is made of the value of the property and a conditional commitment issued
by FHA and a Certificate of Reasonable Value by VA,

Where mortgages are not insured or guaranteed by either FHA or VA, usually
conventional lenders will develop a conservative apétaised value, and then loan only
up to 50% - 60% - 70% of that appraisal, In the event the loan is to be insured or
guaranteed by FHA or VA, then the lender may or may not issue a full commitment
matching the government program authorization and/or the prospective mortgagor's re-
quest, In the case of mortgage companies versus conventional lenders, the former will
frequently lend to the maximum that can be insured by FHA, or under a VA guarantee
will provide for a full loan, In FHA cases, and where the buyer has requested a large
mortgage, the maximum allowed to be insured by FHA (97% up to $15,000, a lesser
percent on graduated increases) will usually be the same as the commitment by the
lender, :

Under the VA guarantee program, a loan is guaranteed up to 60%, or $7,500,
whichever is the lesser, VA does not require any down payment so a mortgagee may,
if it elects to, make a full loan to the veteran, On a $15,000 home the VA will guar-
antee $7,500, or exactly one-half of the loan, On a $12,500 home VA would be able
to likewise guarantee $7,500 under application of either the $7,500 or 60% of value pro-
vision, On homes costing more than $15,000 the VA guaranteed loan will drop as a per-
centage of the value of the house, For example, on a home valued at $20,000 the VA
will guarantee only $7,500, equal to only 37 1/2% of valuation, At $25,000 valuation,
the $7,500 loan would only amount to 30%,

The question might be asked, in view of this, why a mortgagee would be will-
ing to go so far beyond the VA guarantee and make a full loan with no down payment to
a veteran, particularly here in Nevada where most VA guaranteed home sales are in
excess of the $15,000 valuation, An example should be given to illustrate how the len-
der (mortgagee) is protected, Take a $15,000 home on which VA has guaranteed only
$7,500 of the loan, After the veteran has paid his mortgage down to $14, 000, a de-
pression strikes the area where the home was constructed, Conditions are such that even
with the VA appraisal of a market condition sale, the home can only bring $10,000, At
$14,000 still owed on the property, VA would have as its continuing guarantee from the
original base guarantee $7,000 ($500 less than original since it guaranteed one-half of
the loan), The mortgagee sells the home at the $10,000 market value established by
VA as a foundation (actually in such cases the mortgagee would probably let the VA take
over) and sustains a net loss of $4,000, However, VA still has an obligation to protect
the lender against loss in an amount up to $7,000, so the $4, 000 loss to the lender would
come from this $7,000 VA guarantee,

Before the mortgagee could sustain any loss, exclusive of foreclosure costs, the
market sale price of the house in the above illustration would have to fall to below $7,000,
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Such a situation would be extremely remote, In many cases, lenders prefer to deal with

VA because the VA supports the mortgagee with cash settlements, Under FHA a debenture
payment method is employed resulting in a market loss to the lender when he negotiates

these debentures under discounting practices common to such transactions,

We now reach a critical foundation upon which to base a commitment, The
commitment is obviously dependent to a large extent upon valuation which, in turn,
rests upon an appraisal, The appraisal will fluctuate when consideration is given to a
single property, and with some justification appraisers will come up with different figures.i
However, there should be a close correlation among apprais'ers in a situation where many
homes are almost identical, built in the same period of time, in a similar location, and
with identical materials and labor costs, on standard-size lots, - Also, there should not
be much variation on appraisals in the event there have been resales in the area and the
development is an "active one,"™ An opposite situation would exist where an isolated
ranch containing a variety of unusual buildings not duplicated elsewhere in a county
had not changed hands for many years and might be up for appraisal, Here we might
expect a considerable degree of latitude between valuations set by several appraisers
since the market value would rest on a number of variables, and comparisons with actual
cost or resale factors would be almost completely lacking, The appraisal problem and
some of the abuses are” covered in a following chapter,

The FHA statement which the buyer should be given prior to entering into an
agreement to purchase, FHA Form No, 2562, is a fundamental document frequently over-
looked by both parties to the purchase contract, Since it is of basic protection to the
consumer, extra consideration should be given to this form, The buyer should take
notice to make sure an appraised value has been properly filled in on this form to indi-
cate in 'particular the FHA Valuation, The space for this will be in an area set aside
in bold type on the face of the form near the top., The information on the form will
not be original, but will be a carbon entry from the FHA Form No, 2007 entitled,
“Commitment for Insurance” which was in position ahead of it and upon which FHA will
have entered the valuation figure, This purchaser’s copy is the only copy of FHA Form
No, 2562, although it is bound together with five copies of FHA Form No, 2007, The
purchaser should make certain that he has his copy and that it has been made available
to him prior to his making any deposit. Provision for this governmental protection to
the home buyer is provided for, as follows:

Section 226 of the National Housing Act requires that the purchaser of a property to be covered
by mortgage insurance by the FHA receive a statement of 'appraised value' prior to purchase
of the property, (From FHA Form No, 2562 - Rev, 1/61) (underscoring supplied)

The reason for the requirement is fairly obvious since a sales price quoted to
a prospective mortgagor which is much above this FHA Valuation would possibly indicate
that the property being offered for sale was priced above "market, " This situation is
not always typical in the "spot loan market” for resales where "market"” may be well
above FHA valuation, Many tract homes are offered for sale at exactly the FHA valu-
ation figure, When this is done, the home-buyer feels he is being dealt with fairly,
However, consideration should be given to a further statement contained in the same
"Purchaser’'s Copy"” of the FHA form, as follows:

The word 'value’ as used by FHA is an estimated total price of a property including estimated
closing costs incidental to acquisition of the property but excluding payments for prepaid expenses
such as taxes and insurance, (underscoring supplied)
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" Since most purchase contracts provide that the home-buyer shall pay for closing
costs in addition to the sales price, it can easily be seen that if the sales price of the
home is equal to that of the FHA valuation, then the home-buyer is either paying for
closing costs twice, or paying more than necessary for the home in the first place, if
he is availing himseif of the FHA protective feature, Where a normal agreement to
purchase provides for the buyer to pay closing costs, then the stated sale price of the
house should be several hundred dollars less than the FHA Valuation, if the buyer is to
afford himself of the protective provision of the FHA valuation notice to him, This is
not to imply that FHA requires that the sale price of the home should not exceed the
FHA Valuation after proper consideration of closing costs, The buyer may pay any ask-
ing price the seller establishes, or agreed upon by buyer and seller, and FHA will still
insure a mortgage loan on a property sold under such conditions,- Under the VA program,
they will not guarantee a loan on a house sold for more than the Certificate of Reasonable
Value, However, under FHA the implication that there should be a strong relationship
between valuation and sales price is fairly obvious, For what other reason would the
government require that the valuation figure be given to the buyer prior to his execution
of an agreement to purchase? Likewise, there is nothing to prevent the builder-seller
from selling to the buyer at considerably lower than the FHA or VA valuation established,
The following statement is also taken from the "Purchaser’'s Copy" of the FHA Statement
of Appraised Value, which indicates FHA's acceptance of sales prices which do not coin-
cide with valuations:

The FHA estimate of appraised value or replacement cost does not establish a sales price, (under-
scoring supplied)

We may add, from an interpretation in the same form, that it also does not establish
the maximum amount of an insured mortgage or that the FHA has approved a purchaser
of the property as a mortgagor,

It is adequately clear that if a consumer wishes to obtain a home at a price
which does not exceed the valuation placed upon it by FHA, he should proceed as fol-
lows, Take the FHA valuation and subtract from it any closing costs he is being re-
quired to pay for in his agreement to purchase or that the builder-seller is paying for
(if any) incidental to acquisition of the property, In this compuxation, no inclusion
should be made of certain monies being collected at closure (trust impounds) which will
be deposited in the purchaser's reserve account, a matter to be discussed later,

At this point we are also assuming that the government appraised value of the
property is a true one and does not recognize, nor has it been expanded to take into
consideration, certain builder costs for obtaining financing of the mortgagor's loan
(frequently referred to as a "discount, " to be discussed in a later chapter),

The home-buyer will wish to avail himself of the FHA valuation, which should
be given to him prior to making a deposit with the builder-seller, Form No, 2562, "FHA
Statement of Appraised Value,” At closure, the buyer will be required to sign a Mort-
gagor's Certificate with the sworn statement in .the case of this finished home example
that:

The FHA Statement of Appraised Value was given to me prior to my signing the contract to
purchase the property identified herein, (From FHA Form No, 2007, Rev, 1/61, reverse side)
(underscoring supplied)
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The builder-seller also must sign an agreement with FHA that he delivered to the buyer
at the proper time the FHA statement of appraised value, as follows:

The undersigned as Builder-Seller-Other in the captioned case hereby agrees that he will de-
liver to the purchaser, prior to the execution of the contract for the sale of the property, a
written statement setting forth the amount of the FHA's appraised value of the property,
(From FHA Form No, 2004, Rev, 11/61) (underscoring supplied)

Section 208,15 of FHA Regulations contains the basic provision for this agree-
ment:

Certification of appraisal amount, An application with respect to insurance -of mortgages on
one- or two-family dwellings must be accompanied by an agreement satisfactory to the
Commissioner, executed by the seller, builder or other person as may be required by the
Commissioner whereby such person will deliver to the purchaser of such property a written
statement in form satisfactory to the Commissioner setting forth the amount of the appraised
value of the property as determined by the Commissioner, (underscoring supplied)

The FHA Mortgagees' Handbook, Section 106 contains the following directive:

The agreement with respect to FHA valuation, shown on reverse side of Form 2004, (on front
side of new forms) is to be executed in all instances involving the purchase of 1 or 2 family
dwellings, (underscoring supplied)

For homes purchased under the VA program of guarantee for the mortgagee’s
loan, the buyer has some basic protection not offered under the FHA insured loan pro-
gram, VA, in place of a FHA valuation, issues to a builder-seller what is called a VA
Certificate of Reasonable Value, This is made available to the builder-seller prior to
his commencement of construction on sales type homes,

Under VA regulations, there is no requirement that the home-buyer be shown
the VA Certificate of Reasonable Value before he makes his earnest money deposit and
before signing any contract to purchase, Apparently this would offer less protection
that under the FHA program, However, an important difference exists between FHA and
VA in regard to the sale price of the home, Under FHA the house may be sold, and the
mortgage associated with it may be insured by FHA, for any sale price that the buyer
agrees to, FHA does not prohibit the seller from charging more than the FHA Valuation
figure, Under the VA program, the seller is prohibited from selling the home for more
than the VA amount established by the Certificate of Reasonable Value, He could sell
the house for more than the VA established figure, but VA would refuse to guarantee any
loan associated with the transaction,

The protection to a buyer under a VA rtransaction is automatic, he cannot be
charged directly more than VA has established, The buyer could pay a lesser amount
than the VA sale price established and, possibly if he was aware of the VA figure, could
be placed in a better position to bargain on a sale price, He could thus be apprised of
information as to whether or not the seller was selling at or below the VA figure and be
better advised as to how far he might maneuver on a downward price,

PRACTICAL APPLICATION:

The intentions of FHA government protection to the consumer are evident in
transactions involving their government insured mortgage loans, Theoretically, the
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home buyer is placed on notice prior to his execution of a2 contract in regard to what
the FHA Valuation is on the house which has been offered to him for sale, It is then
at the option of the buyer as to whether he wishes to pay more than FHA Valuation
after a consideration of certain closing costs which are included in such a valuation
formula, Likewise it is up to the seller as to whether he wishes to price his sales type
home in any particular relationship to the FHA Valuation, As heretofore explained,
the VA Certificate of Reasonable Value establishes a ceiling and the buyer has a built-
in protective feature, :
In practice, considerable difficulty has been experienced in guaranteeing that
the buyer will be given this FHA Statement of Appraised Value at the proper time, if
at all, FHA seems to have recognized the fact to some extent, recently having changed
FHA Form No. 2007 containing the Mortgagor's Certificate on the back side, This
Certificate now includes an added statement “(e)” where the mortgagor certifies that
he received the FHA Statement of Appraised Value at the proper time., This certifica~-
tion has been handled in various ways at different times by FHA, in some years as a
separate certification, In spite of these controls, a number of mortgage transactions
are endorsed for insurance by FHA, with both builder-seller and mortgagor's certifica~
tions executed, in the absence of any delivery of the FHA Statement of Appraised Value
to the home-buyer at the proper time, or at any time thereafter,

An examination of wording contained which provides for this delivery to the
home-buyer is interesting, The builder-seller’'s agreement on FHA Form No, 2004,
makes reference to "a written statement setting forth the amount of the FHA's appraised
value” while the Mortgagor's Certificate specifically identifies what kind of a written
statement by reference to the "FHA Statement of Appraised Value, " which is the title
of a specific FHA Form No, 2562, This form is also identified as that which the mort~
gagor will have to certify as having received at closure in the Mortgagor's Certificate
itself, We can only conclude that the builder-seller would be fulfilling his obligation
under his agreement with FHA on Form No, 2004, by delivering to the home-buyer a
statement written on the back of a postage stamp identifying the FHA valuation, pro-
vided that he delivered such a notice prior to the execution of the contract for sale of
the property, FHA Regulations, under Section 203,15, indicate that the "written state-
ment” must be in a form satisfactory to the Commissioner, From this we suspect that
a reference is made to the FHA Form No, 2562, However, if this is the intent, then it
is loosly passed along as a directive to the builder-seller in his agreement with FHA on
Form No, 2004, This is an extremely weak link in the procedure since obviously it is
the builder-seller’s obligation to make such delivery, It is he who must act in the face
of an ill-defined agreement, if in fact the intent is to have the FHA Statement of Ap-
praised Value in the hands of the home-buyer at the proper time.,

SUGGESTIONS:

(1) FHA should immediately move to clarify its agreement with the builder-
seller on Form 2004 and specifically state that the seller will deliver FHA Form No,
2562 (properly executed) to the home-buyer prior to signing the contract, in all cases
where FHA has issued a valuation figure on completed or unfinished dwellings,

(2) In addition to having the mortgagor certify at closure that he received
FHA Form No, 2562 at the proper time, the builder-seller should be required to obtain
such a certification from the home-buyer at the time of delivery of FHA Form 2562 on
an entirely separate receipt form which FHA would require the mortgagee to submit with
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his Supplement to Mortgagee's Application; and Mortgagor’s Statement, FHA Form No,
2004c, Similar provisions should be made for a VA Certificate of Reasonable Value to
be given 1o the veteran prior to execution of any purchase agreement, Duplicate FHA
2562 forms and VA Certificates of Reasonable Value should be available for those cases
which do not close and would require new copies for the following prospective purchasers,
These suggestions are based on the fact that, when the mortgagor certifies at closure
many weeks will have passed and he may have only a hazy recollection of whether or
not he ever received such a form, If it were necessary to obtain his signature certify-
ing to the delivery at the very time he should receive the form, it would be evident
that he would be in a logical position to so certify, It is recognized that additional
paper work is highly undesirable, However, the point is such an important one to the
veteran or home-buyer and represents one of the few protections-he has been afforded
by the government under the FHA program, that a major effort should be made to
guarantee that he receive the FHA Statement of Appraised Value or the suggested VA
Certificate of Reasonable Value, and at the proper time,

(3) No provision is now made under the VA program requiring a builder-seller
to provide the veteran with a separate notification indicating the Certificate of Reason-~
able Value which VA has established, prior to execution of a purchase contract, It has
been pointed out that,”since VA will not guarantee a mortgage associated with a sale in
excess of the Certificate of Reasonable Value, the veteran has adequate protection,
This is true in many cases, However, the veteran purchasing a new tract home would
certainly be placed in a far better position to evaluate or bargain if he knew of and had
been furnished with Certificate of Reasonable Value information, He would be able to
compare offerings of several builder-sellers, and know whether they were selling at or
below the Certificate of Reasonable Value, This report strongly suggests that VA move
to immediately insure to the veteran information as to the Certificate of Reasonable
Value prior to contract execution, A system similar to FHA's should be employed and,
in addition, the receipt procedure suggested in this report for guarantee on time of de~-
livery of the FHA's "Statement of Appraised Value” should likewise be applied to the VA
notice of Certificate of Reasonable Value to the prospective mortgagor,

(4) Should the Nevada Legislature wish to take direct action in addition to in-
cluding suggestions (2) and (3) in a memorialization to the Congress or to the FHA Com-
missioner and the VA Administrator, then the following is suggested:

Legislation could be enacted which would require that the builder-
seller deliver the FHA Statement of Appraised Value or the VA Certifi-
cate of Reasonable Value information to the home-buyer prior to exe-
cution of an agreement to purchase, and further have the buyer execute
a certification of such receipt upon a State of Nevada Certification of
Delivery form to be delivered by the seller to a state agency, The
agency in turn could request a list of FHA and VA cases (by the month)
indicating the numbers assigned to such cases, and who the mortgagors
are who have applied for a government insured or guaranteed loan, In
this way a control could be established which would quickly indicate
the compliance or non-compliance with the law,

In those cases where an already existing home is not the case, and
proposed construction is a part of the agreement to purchase, a similar
control could be established covering the usual FHA action that the
seller deliver the Statement of Appraised Value to the buyer promptly
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after such appraised value statement is made available to the seller,
Such control could be made applicable to both FHA and VA trans-
actions,

(5) A subdivision report, as identified in Chapter 1 and required in many
states, might also be a consideration which the Nevada Legislature would wish to make
mandatory in this state and operated under a planning agency, In the event the Legis-
lature made such information available to our home-buyers and veterans through manda-
tory legislation, such a report copy should be required to be given to the home buyer
prior to his making a deposit of earnest money. ' '
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CHAPTER 1V

DEPOSIT OF EARNEST MONEY

The deposit made by the veteran or home-buyer to the builder-seller indicates
that the prospective mortgagor is a willing buyer and wishes to proceed with trans-
actions which will eventually lead to his purchase of the dwelling. Under normal cir-
cumstances, where extreme competition is not a factor, the builder-seller will require
at this time a deposit in the amount of usually $200 or $250, if he is operating a
volume business, Smaller operators may require a deposit of $1,000 or more, since
they cannot afford to tie up a major portion of their sales homes unless it is a large de-
posit. Smaller builders do not wish to traffic in borderline cases which a volume tract
area may at times toy with and manage eventually to obtain approval on, Some large
operators may require only a token $1,00 or a few dollars as a down payment, In any
event, there should be adequate protection to the buyer in the matter of this earnest
money deposit,

Usually protection is afforded under the terms of the contract executed with
the builder-seller at the time the deposit is made., In some cases, a specialized form
of deposit receipt has been prepared by a volume tract seller which may be executed
at the time of the deposit, likewise protecting the deposit,

At this point extreme caution should be exercised on the part of the buyer,
since a plain receipt for cash or a check (or the cancelled check itself) only establishes
the fact that the buyer deposited with the seller a certain amount of money., Under
FHA, it does not provide protection for the deposit relative to conditions under which
the deposit shall be returned to the buyer., Under the VA program of guaranty on sales
type homes in VA approved tracts, the veteran's deposit is protected, This point should
be clearly established by provisions contained in the contract, deposit receipt, or agree-
ment to purchase, and such agreement should be executed at the time the deposit is
made, To make a deposit, and not have a contract or agreement relative to the deposit
executed until several days or weeks later, leaves the deposit exposed in the interim,
Only in those cases where a home~buyer orders a very special alteration and major
change in a model home to be built in a tract (which might make the quotation of a
sales price unlikely due to estimates yet to be provided to the salesman) should a de-
posit be made without a contract, This situation is not an element of the example we
are illustrating, but, even in such cases the buyer should obtain a short agreement from
the seller which would incorporate the option of a return of the deposit, in the event
the final quoted sales price was not acceptable to the buyer,

It is obvious that the builder-seller should also be protected at this point by
a deposit since he must have assurance that the buyer will go through with his purchase
unless unusual circumstances arise, The primary provision for return of the deposirt,
which should be a part of the contract, deposit receipt, or agreement to purchase, is
one which will automatically refund all monies deposited by the buyer in the event that
the FHA loan application is rejected by either the mortgagee or the government agency.
Obviously, the type of such loan, its terms, and the amount, should be specifically
set forth in the agreement, Without this protection the builder-seller could retain the
deposit, The buyer could, of course, obtain mortgage funds from other sources which
might or might not meet the terms of the contract or agreement, and which FHA might
insure, Other provisions for a return of the deposit could be included, However, the
contingency on obtaining the specified loan usually provides adequate protection to both
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buyer and seller, This is not meant to imply that a builder-seller would not return

a deposit in the absence of such a provision and under circumstances which would make
it impossible for the buyer to proceed, The implication is leveled at those few who
might take advantage of the situation,

As a further protection to the FHA home-buyer, provision should be made for
the monies deposited with the builder-seller to be placed in a trust account and sepa-
rated from any funds belonging to the builder-seller as now required by VA tract pur~
chases, Nevada has no such provision in its statutes, The reason for this further pro-
tection has basically to do with the possibility of the seller taking the deposit, becoming
involved in financial difficulties (a situation not uncommon to the building industry)
and not being able to refund the deposit to the buyer who has the agreement to protect
him at hand, Where the deposit had been placed in a trust account or in escrow, and
the assets of the builder-seller were being liquidated by his creditors, the buyer would
have his earnest money deposit fully secured to him and separated from the bankrupt's
funds and assets, A provision for such legislation is a part of the suggestions in this
section, and follows,

At time_of closure, the buyer should follow through and make certain that he
has been given credit for whatever deposit he made, as well as other monies paid as
a down payment, on his statement of charges and credits for the entire transaction,
Cases are known where this deposit has not been credited in the closing statement,

PRACTICAL APPLICATION:

Builder-sellers may follow through after a deposit for purchase under FHA and
open a formal or informal escrow account with a title company or bank, and place such
deposit in this established escrow or in a separate trust account, However, this is only
required under VA tract purchases and builder-sellers may only notify an escrow, title
company, or bank that a certain amount has been deposited with them and they do not
necessarily turn the FHA purchase deposit over to the institution which may be handling
the closing of the transaction or place the deposit in a trust account,

In this connection, the following information from the Department of Veterans
Benefits, issued as Bulletin No, IB 26-47 on February 9, 1962, is of particular interest,
The bulletin was entitled, "Responsibility of Sellers to Escrow Payments for Optional
Items,"” Optional items and deposits made were in point, However, the bulletin bases
its directive upon a former bulletin (IB 26-40) which covered the broader matter of
deposits made for construction purposes, This, in turn, deals with proposed construc-
tion, not the exemplified type of transaction with which this report deals, In any
event, the broad wording contained in section (2) of the bulletin apparently covers any
deposits made prior to closure, which would include a deposit made on a complete’
finished dwelling ready for immediate occupancy. The Veterans bulletin reads as follows:

1, In IB-2640 attention was called to the provisions of Section 1806 of Title 38, United
States Code, requiring sellers or their agents to place in a trust account any deposit or down
payment received in cases involving construction of proposed residential properties to be fi-
nanced or purchased with loans made, guaranteed or insured by the VA, The question has
been raised as to whether this requirement of the law pertains only to initial deposits and down
payments or whether it includes deposits and payments made later (but prior to loan closing)
for optional items and ‘extras,”’
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2. The VA considers that the words, *Any deposit or down payment made by an eligible
veteran, ' as used in 38 U,S,C, 1808, clearly means the initial deposit or down payment and
any subsequent deposit or down payment made by the veteran to the seller, or the agent of
the seller, prior to loan closing, To construe the law otherwise could result in depriving the
veteran of a large measure of the protection that Congress sought to afford him in enacting
the law, (underscoring supplied)

While it is true that a home-buyer would stand to loose considerably more
through substantial down payments frequently required for a custom=-built home, there
is no logical reason why such protection should not also be afforded to the consumer
who makes a relatively smaller down payment to purchase a tract home already con-
structed, In either case, the builder-seller could become financially bankrupt, In
the first case, where construction was under way, the assets of the builder would be
seized, and the purchaser could be out his deposits if they were not held in a separate
trust or escrow, In the second case, that of a completed dwelling, the builder-seller
becoming bankrupt would likewise have his finished products taken over for liquidation,
Although the period of time and the amount of the deposit might be less in this second
case, the home-buyer would still be minus his deposit if not placed in trust or escrow,

SUGGESTIONS: ’

The following suggested legislation is presented as a measure which the Nevada
Legislature might well consider toward protecting the home-buyer in regard to deposits
made toward the purchase and also the construction and repair of dwellings and other
buildings,

FHA does not regulate the matter of the deposit by stipulating provisions and
conditions which would require it to be returned to the home-buyer, since at this stage
of negotiations FHA will not have become immediately involved, It is not suggested
here that a regulation of deposit monies be provided for under Nevada law requiring that
a receipt given for same must provide conditions under which it would be returned, This
is based on the presumption that anyone who would give over a deposit of money and not
secure in return for the deposit some agreement indicating what it was for, and under
what circumstances it would be returned, is hardly a prospect to be saved from throwing
his money around for any purpose whatsoever, However, government does have an in-
terest in how an agreement which is entered into with the seller can protect the buyer
by insuring that a deposit will be returned in keeping with provisions of the agreement
or contract, By placement in escrow or trust, such separation from the builder-seller’s
funds will offer this protection,

Excerpt from Program of Suggested State Legislation (1959), of Council of
State Governments: ’

DEPOSITS RECEIVED FOR PURCHASE,
CONSTRUCTION OR REPAIR OF
BUILDINGS AND STRUCTURES

Numerous individuals planning to purchase, construct or repair homes or other buildings and
structures have suffered financial losses due to the misappropriation of funds deposited with
builders, contractors and others, Sometimes contract terms are not fulfilled or for other legally
valid reasons, individuals may cancel contracts, In such instances, they may find that funds
paid as deposits are not available and there are no feasible means for securing restitution, Even
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though there appears to be only a small minority of builders, contractors, developers, etc.,
involved, situations of this type appear to occur frequently enough in some areas to justify
special legislative action,

The act suggested here requires persons receiving advance funds in connection with the
purchase, construction or repair of residences, buildings and structures to deposit such funds
in trust accounts, It provides limited conditions under which moneys may be withdrawn from
such trust accounts, As an alternative to the establishment of trust accounts, the act permits
the use of surety bonds to guarantee performance of the contract and to provide protection
against faulty workmanship or the use of inferior materials, Finally, the act prohibits the
issuance of a completion certificate until all work required by the contract actually is com~
pleted and the contractor has furnished the owner signed releases or waivers of lien by labor-
ers, materialmen or contractors,

Suggested Legislation

(Title should conform to state requirements)
(Be it enacted, etc,)

Section 1, Any person, firm, corporation, association or partnership, or agent or em-
ployee thereof, receiving funds as payments, advances or deposits made pursuant to a con-
tract to purchase, erect, construct, complete, add to, alter, improve or repair any building
or sructure, shall deposit such funds in a trust account to be used only as provided in Section
2 of this act, Provided, that such funds need not be deposited in a trust account if such per-
son, firm, corporation, association or partnership, or agent or employee thereof, shall furnish
a surety bond in accordance with the provisions of Section 3 of this act,

Section 2, All funds deposited in trust accounts required by Section 1 shall be placed in
banking institutions licensed to do business as such in this state, Funds may not be withdrawn
from these accounts except for one or more of the following purposes:

(a) For immediate deposit in another banking institution in this state in a similar trust
account, _ ;

(b) For return in full to the party from whom the payment, advance, or deposit was re-
ceived, '

(c) For direct payments to persons, firms, corporations, associations or partnerships,
supplying labor or materials actually used in the performance of the contract, Provided, that
such payments may be made only on the authority of the owner, prospective owner or other
contracting party or his duly authorized agent,

(d) Upon fulfillment of the terms specified in the contract or agreement including, if
the contract pertains to the purchase of real property, the closing and passage of title and the
conveying of the property to the buyer by a valid deed or instrument, Fulfillment of terms
under this subsection shall include the signing of a valid completion certificate in accordance
with the provisions of Section 4 of this act,

Section 3. In lieu of the establishment of trust accounts under the terms of Sections 1
and 2 of this act, a person, firm, corporation, association or partnership, or agent or em-
ployee thereof, may furnish to the owner, prospective owner or other contracting party a
surety bond in a sum equal to the conrract price for such work, conditioned for the faithful
performance of the terms of such contract and conditioned that the contractor shall make
prompt payment to all persons, firms, corporations, associations or partnerships supplying
labor or materials used in the performance of such work and indemnifying and conditioned
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to save harmless such owner or other contracting party, his heirs, executors, administrators
and assigns, for any damages sustained by him for or by reason of faulty workmanship or by
reason of any improper, defective or inferior materials used in said work which may appear
within two years from the date of completion of such work, Said bond shall be issued by a
person or corporation authorized to issue surety bonds in this state,

Section 4, No person, firm, corporation, association or partnership, or agent or em-
ployee thereof, who, having entered into any coniract, such as is described in Section 1 of
this act, for the purchase, erection, construction, completion, addition, alteration, improve-
ment or repair of any building or structure, shall obtain the signature of the owner, prospective
owner or other contracting party upon a completion certificate for such work before the actual
completion thereof, and until such person, firm, corporation, association or partnership, or
agent or employee thereof, shall have furnished such owner, prospective owner or other con-
tracting party with a signed release or waiver of lien by all laborers, materialmen or subcon-
tractors,

Section 5, Whoever violates any provision of this act shall, upon conviction, be punished
by a fine of not more than ($500) dollars or by imprisonment for not more than (six) months,
or both,

Section 6, The provisions of this act shall not be construed to give a labor or materials
supplier a cause of action,

Section 7, The provisions of this act shall not be applicable to the purchase, erection,
construction, completion, addition, alteration, improvement or repair of any public building
or structure,
Section 8, (Insert severability clause, if desired,)
Section 9, (Insert effective date,)
(underscoring supplied)
Such legislation would, of course, go far beyond the matter of protecting de-
posits made for the purchase of a completed dwelling, However, while the Legislature

is about it, protection might well be considered for adequate coverage to veterans and
home-buyers for dwellings yet to be constructed (not considered in this study),
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CHAPTER V

"CREDIT REPORT CHARGE

Simultaneously with the earnest money deposit, the builder-seller may also
ask the veteran or home-buyer for a credit report fee, although there is no authority
for him to collect this fee under current FHA regulations, Many sellers, anxious to
close the contract or agreement to purchase, will not make mention of this charge which
only the mortgagee may collect under FHA, and will absorb it temporarily to be recover-
ed by the mortgagee through escrow closure as a charge to the buyer., The charge being
a small one, usually $5 to $10 and depending on the necessity for a "foreign, " out-of-
state report, may be absorbed by the seller, The reason this particular fee may make
an appearance at the inception of the FHA or VA transaction is that a credit report must
be made on the prospective mortgagor to place the mortgagee in information upon which
to base his determination as to acceptance of the prospective mortgagor for a loan, and
initiate action toward having either FHA or VA also review the report for their decision
to insure or guarantee the mortgagee's loan,

In the event the home~-buyer does pay for a credit report fee at the time of
making his earnest money deposit, such a payment should be acknowledged in the con-
tract, deposit receipt, or agreement to purchase, Differing from the earnest money
deposit, the buyer should not expect to be protected in any way against the possibility
of it not being returned to him, This fee will have been actually expended in making
a credit report on the buyer, whether a loan is secured or not, It will be a cost to the
buyer and not returnable to him even in those cases where the deposit is returned,

Where the buyer has made such a credit report fee payment, he should be on
guard to make sure that he is not again charged for such a report on his itemized state-
ment of charges at closure, This can occur, unless he has also been given credit for
it in a like amount under credits, If he is charged with the cost of a report at closure,
and no corresponding credit is given, he is either paying twice for the report, or the
mortgagee may be "back charging” him for a new up=-dated credit report ordered by the
mortgagee, which will be necessary in many cases for the mortgagee to move the loan
into the secondary market, and represents a charge which the buyer should not assume,

FHA regulations cover the matter of the credit report charge under Section
203,27 by including specific reference to it as one which only the mortgagee may col-
lect from the buyer, as follows:

The mortgagee may collect from the mortgagor the following charges, fees or discounts: (3)
(ii) Credit Report; (underscoring supplied)

FHA again covers the point in its Mortgagees' Handbook under Section 1101,
under permissible charges and fees as follows:

The Administrative Regulations for Section 203 permit the mortgagee to collect the following
charges and fees from the mortgagor: (c) (2) Credit Reports; (underscoring supplied)

Since the FHA regulations make mention of such a charge in the singular, it
may be reasonable to assume that the intent is a charge for one credit report, The
Mortgagees' Handbook, however, specifically mentions such charges as being proper in
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the plural, It is realized that foreign out-of-town reports may be necessary to cover a
two year financial background under FHA., Since the regulations are more binding and
controlling than the handbook, it is reasonable to suggest that no charges should be
made to a mortgagor for more than one credit report under current regulations, and no
charge for that one made on the report to the FHA Commissioner if such a charge has
been taken care of and paid for outside escrow at the time a contract to purchase was
executed, FHA should certainly clarify the point so that both mortgapgees and regional
FHA offices have a clear understanding, It is entirely possible that the term credit
report in the singular (2s employed in the regulations) has a meaning to those process-
ing the loan as "any and all reports necessary” to disclose the financial background on
the mortgagor, This is further reason for a precise clarification,

On the reverse side of VA Form 26-1802, January 1960, the VA provides for
and allows the veteran to pay for a “credit report, " The singular form of "report” is

significant,

Section 501, of VA Regulations on Loan Guaranty, Part I, entitled "Loans for
the Purchase, Construction, Repair, Alteration or Improvement of Residential Property, "
issued pursuant to and implementing the provisions of Section 86,4312 of the VA Loan
Guaranty Regulations promulgated under Title III of the Servicemen's Readjustment Act
of 1944, as amended, applies to all VA guaranteed or insured loans., In Part A (3)
of Section 501, again reference is made to "credit report” in the singular as an item
the veteran may pay,

PRACTICAL APPLICATION:

A volume sales tract operation, working through an exclusive mortgagee,
usually does not collect this credit report fee from the veteran or home-buyer, The
seller merely notifies the mortgagee of the prospective mortgagor and the mortgagee,
usually a mortgage company, will order a credit report from a credit bureau agency.
In turn the agency bills the mortgage company periodically for all credit reports ordered,
The mortgagee charges the mortgagor for the report on the statement of charges sent to
the escrow office and collects the credit report fee through escrow at closure, In these
cases, the buyer will-find the item as a charge to him on his closing statement,

In cases where the credit report is ordered by the mortgage company, and, as
a result of the information contained in the report, the mortgagee will not make the
mortgage loan, or where FHA or VA turns down the insurance or guarantee of a loan
acceptable to the mortgagee, the mortgage company will bill the builder-seller for the
cost of the credit report, In turn, the builder-seller will have provided in his contract
with the buyer that, in the event of the inability to secure the loan identified in the
contract, the buyer will be refunded all of his earnest money deposit, excepting any
costs for credit report(s). In this way the buyer will pay for the credit report after it
has been ordered and the amount will be taken from his deposit money,

In those cases where the builder-seller is collecting the credit report fee at
the time the buyer makes the earnest money deposit (and is working his tract through an
exclusive mortgage company) the mortgage company will bill the seller for the reports
it was required to order from the credit bureau, and such a charge should not appear in
any closure statement to the buyer as it will in fact have been handled outside escrow,
The matter of the home-buyer being charged for two or more credit reports is discussed
in a following chapter, Usually this is associated with a sale of the mortgage into the
secondary market,
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SUGGESTIONS:

A credit report is a requirement of both FHA and VA, as indicated on the list
of forms, documents, and exhibits necessarily included with the mortgagee's or lender's
transmittal to the government agencies, At this point FHA and VA become interested
in charges made to the home-buyer, FHA provides that the cost of the credit report
may be charged to the home-buyer by the mortgagee only, VA does not limit who may
charge for the credit report, However, as pointed out, it is not clear as to whether
the provision is extended to a second or third credit report under FHA, Under VA, such
a report is identified in the singular, As a part of many other suggestions, the Nevada
Legislature may wish to memorialize the Congress, or the FHA Commissioner and the
VA Administrator to expressly forbid the mortgagee or any other.person from charging
the mortgagor for any credit reports which primarily are required by the mortgagee to
move his loan into the secondary market, It may be wise further to restrict such charges
to a single and initial credit report, and prohibit a second or third report charge for
any purpose whatsoever,

If it is the intent of FHA to allow parties other than the mortgagee to charge
for the credit report, then their regulations should be changed to reflect a policy they
evidently subscribe to in practice,
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CHAPTER VI

CONTRACT, AGREEMENT TO PURCHASE, OR DEPOSIT RECEIPT

One of these papers will represent the initial basic document the buyer should
make sure he has executed, and has a copy thereof, after obtaining the purchaser's
copy of the FHA Statement of Appraised Value, Form No, 2562 (or ascertaining the
amount of the VA Certificate of Reasonable Value), This document or information he
should have at hand to examine at the time he makes an earnest money deposit,

Since the contract, agreement to purchase; or deposit receipt are not govern-
ment forms, the buyer will have to pay strict attention to the terminology employed and
the provisions covered or not covered, It would not be out of order for him to avail
himself of the services of an attorney, prior to the execution of this contract,

The amount of detail and points covered by one of these forms of contract will
be dependent on whether the document is to be followed by a formal escrow agreement
between the buyer and the seller, or if the initial document is a deposit receipt incor-
porating escrow type indstructions, FHA and VA do not require a formal escrow agree-
ment prior to any request for mortgage insurance or guarantee, However, from a practi-
cal standpoint, it is difficult to visualize the complete absence of some form of agree-
ment (an escrow or deposit receipt) between buyer and seller, Recently, due to involve-
ments of builders' control programs and package sales and servicing by exclusive mortgagees,
title companies, banks, escrow services, and builders' control agencies, there has been
a tendency to eliminate the individual escrow agreement between buyer and seller. In
such instances, a general (or master) escrow agreement is executed between the builder-
seller and the various other agencies he is working through, 1In cases of this type, the
buyer will have no knowledge of the master escrow and will have to exercise unusual
caution (in the absence of a deposit receipt) to insure that all necessary provisions for
his protection are included in the initial agreement or contract to purchase.

The deposit receipt variation which has been developed works in the reverse
direction, Rather than the elimination of the escrow agreement, the agreement or con-
tract to purchase is incorporated with a combined deposit receipt and an escrow instruc-
tion document, forming one paper, When properly prepared by a title company, and not
employed by the builder-seller to circumvent the provisions of a normal escrow agree-
ment, this has the value of combining the items which should be a part of the agreement
or contract to purchase and, in addition, will cover such matters as pro-rations and
other provisions necessary for escrow officers to close a transaction, The deposit re-
ceipt closes an important gap where contract and full escrow instructions are separate,

The combined deposit receipt and full escrow instructions(frequently a standard
form prepared by a title company) is a lengthy document if properly prepared and if it
covers all necessary points common to an agreement to purchase and escrow agreement,
The buyer may be less aware of obligations in regard to down payment, deposit, and
provisions in the event of failure to secure a loan, since such a large number of other
directives is included, normally common only to an escrow agreement, In short, since
a lot of paper is presented to the uninitiated at the same time (and under the excitement
of making a purchase) he is hardly apt to read all the fine print, By comparison, an
agreement to purchase usually has more fundamental simplicity,

The deposit receipt, when properly understood, does bridge an-important gap
which shall be pointed out shortly, However, the sheer mass of material (even though
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reduced to small print on one page) could keep an experienced attorney at labor for some
time,

In spite of the necessary length and complexity of provisions common to a prop-
erly executed deposit receipt, this report strongly recommends the exclusive employment
of the deposit receipt in all FHA and VA transactions, -Only through its use can the
veteran or home buyer be assured that the gap between the agreement to purchase and
some following escrow agreement is properly bridged, If the purchaser is at all concerned
with his future obligation and the cost factors to him, he would do well to execute a
deposit receipt only after consultation with his attorney, who should go over the document
in minute detail., While this precaution should be exercised with any contract which is
lengthy and complex (as a properly prepared deposit receipt will-be) it will be particu-
larly necessary at this stage in one's life for the adequate protection of the whole family,
As explained in the following paragraph, the gap which exists between most purchase con-
tracts which have separate escrow agreements will be covered, and disputes which could
arise and cost factors which the prospective mortgagor may not wish to accept, can be
taken care of at the outset, Afterward, it will be too late to rectify provisions which
could amount to substantially more than an attorney's charge for the review of the docu-
ment, as suggested,

The agreement or contract to purchase covers only those points in the transaction
identifying sales price, property, acknowledgments of deposits made, amount of down
payment and when due, and frequently, but not always, the matter of closing costs and
documents associated with them, either in a collective amount or item by item., Usually
these contract agreements do not cover basic points concerned with various prorations
between the buyer and seller, such as taxes, assessments and other matters common to
an escrow, The agreement may or may not contain a provision (usually found in an escrow
agreement) covering proration or issuance of new fire insurance, if so, by what party,
This issue forms at the moment one of the most common points of dispute between buyer
and seller and should be clearly covered in either the contract agreement, the escrow,
or deposit receipt, The necessity for a separate contract and a formal individual escrow
agreement between bdyer and seller, or preferably a document embodying the elements
of both papers, should be evident,

The serious aspect of having the two separate documents, a contract and then
escrow instructions executed at a later date, lies in lack of carry-over from one document
to the other, The purchase provisions of the contract will be carried over into the escrow
agreement without change and there is no concern here, provided they are identical, How-
ever, where is the agreement between buyer and seller for the additional matters which
must be provided for in the escrow? Who has agreed to certain charges and how are the
various prorations to be made? What of the hazard insurance to cover the property? All
of these may not, and frequently are not, covered in the purchase contract, If the pur-
chase contract did cover for all of these factors, then it would, in fact, be a deposit
receipt, The veteran or home-buyer may have agreed to all of the provisions of the pur-
chase contract and yet be unwilling to accept some of the provisions which will follow in
an escrow agreement, He is obligated under his first executed contract, but it does not
necessarily follow that he must execute another and separate contract which may have
provisions he never agreed to under the first, or provisions which he does not desire to
accept, That such a situation would be allowed to continue for so many years under both
conventional and government backed mortgage transactions is inconceivable,

Under the provisions of a properly drawn deposit receipt all of the following
items will be provided for, In the case of a purchase contract, to be followed by an
escrow agreement, most of them will be included, The deposit receipt will, in addition,
cover items in Chapter X, With the employment of a deposit receipt, or a contract to
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purchase followed by a formal escrow agreement, the buyer should make sure that the
following provisions are covered, all of which are basic protections to him., It should
be remembered that this report strongly recommends that the deposit receipt be employ-
ed in place of the general purchase contract, which may only cover some of the follow-
ing items: ) ’

(a) Receipt of the buyer's deposit of earnest money should be acknowledged,
with the indication that this shall be returned to. the buyer, less any credit report charges
not being paid for separately, in the event the full rate, term, and amount of the loan
specified in the contract and the government insurance or guarantee under FHA or VA
cannot be obtained by the buyer,

(b) An acknowledgment of any amount paid for a credit report at the execution
of the contract, ’

(¢) The full sale price of the home, including the lot, should be indicated on
the contract and properly identified, usually by a FHA or VA project number, street
address, or lot and block number of a subdivision unit, plus plan number or model name
of the house,

(d) The amount of the loan proceeds to be obtained from an approved govern-
ment lender, which loan amount, rate of interest, and time factor (if not obtained)
shall provide that the buyer is not obligated to purchase the home and shall further pro-
vide that any deposits and payments made under the terms of the agreement shall be
returned to the buyer, any credit report charges excepted., Likewise, that failure of
FHA or VA to approve the buyer will provide for the same return to the applicant,

(e) The amount of the down payment for the home, which is in addition to the
deposit, and the date by which this down payment must be made,

(f) A provision should be included to the effect that the down payment in no
case shall be due on a date prior to obtaining a firm commitment from the lender re-
lative to acceptance of the mortgapgor for a loan for the term, rate, and in the full
amount of that specified in the contract, and prior to FHA or VA approval of the mort~
gagor for insurance or guarantee of the loan, This will prevent the buyer from having
to tie up funds in the event he is finally not approved by the mortgagee. Government
insurance or guarantee disapproval could disqualify him after mortgagee acceptance,
However, mortgagees usually screen out the hopeless cases, Mortgagee approval does
not necessarily imply automatic FHA or VA approval, particularly in some cases where
a mortgage company is making application for the prospective mortgagor., This impor-
tant protective provision is not included in most agreements,

(g) In lieu of (f) above, protection can be afforded to the buyer by a provision
that the down payment will be made simultaneous with the execution of a deed of trust,
This would, of course, have to follow both mortgagee approval and FHA or VA approval
of the mortgagor, and prevent the necessity of the down payment being made by a
specific date, which might be premature. It is felt that a specified point in the trans-
action has far more logic than an identified date which may bear little relationship to
progress made, In cases where the buyer requests occupancy prior to closure, and the
seller is willing to allow such occupancy, the seller should be provided with security in
the form of a down payment prior to closure, Such a provision should be incorporated,
with occupancy prior to closure at the seller's option,
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"(h) The matter of hazard insurance to cover the property (usually fire and ex-
tended coverage) should be settled in the agreement, A separate chapter is later de-
voted to this problem. It should be clearly understood and provided for in the contract
as to who will be responsible for placing the insurance and what authorization the buyer
has given for possible proration of existing insurance, or ordering of a new policy.

(i) Closing costs should be entered as: (1) not to exceed a specified amount;
(2) specifically identified by item and cost, or; (3) a notation that costs of the items
will be actual, If no formal escrow agreement follows, items the buyer is assuming as
a charge should be very carefully identified, or a total amount of closing costs beyond
which the buyer shall not be responsible may offer sufficient protection, However,
following paragraphs will point out weaknesses in this, It is the-lack of understanding
relative to closing costs, impounds, and prorations wh1ch results in so much confusion
as to what charges the buyer has assumed,

(i) Where no deposit receipt is executed, it should be clearly indicated in the
agreement or contract to purchase that the document is being followed by an escrow
agreement, The escrow agreement, to be later executed, should provide for prorations
between the builder-seller and the buyer.

PRACTICAL APPLICATION:

Most. home buyers are only too happy to have obtained a home and do not ex~
hibit great interest in agreements, contracts, escrow instructions, and other papers
which have led up to their occupancy of the dwelling, However, as the time for the
down payment draws near, and they are notified of certain costs in regard to closing
the transaction, many do show interest, There are builder-sellers and escrow officers
who will have explained in detail the meaning and the necessity for the papers the buyer
signs, There are, of course, those who solicit the buyer's signature to the many papers
required by the transaction and only suggest that it is all a matter of form and hardly
necessary to dwell upon., In either case, usually the buyer will start to show added in-
terest at the time of closure, by which time he may have occupied the home for several
weeks under an agreement with the builder-seller, Following a properly executed clo-
sure, the buyer will receive various documents, papers, and a closing statement, This
last item may or may not be provided him as an itemized accounting of every individual
charge made and a showing of all credits separately, If there is not much detail shown
on the closing statement, he should request an itemized accounting.

There are two important points which should not be overlooked at the time the
buyer is contemplating the purchase of a dwelling, which have not been covered prior
to this time, since they do not necessarily arise in all transactions, They are common
enough, however, to warrant consideration by a prospective buyer, since either of them
may be associated with many sales type homes sold., There should be a clear understand-
ing between buyer and seller in regard to them at the time the agreement or coatract to
purchase is executed,

These two matters, changes in the basic home requested by the buyer, and
rental agreements pending closure of the transaction, are covered in the two chapters
which follow,

The agreement or contract to purchase, or deposit receipt (as the case may be)
is all too frequently filled out in a sloppy fashion to the point where the copies of it,
even the original, may not be legible, Evidence suggests that, with some frequency,

-37-



the veteran or home-buyer may not receive his copy, although he should certainly have
basic intelligence enough to request a bopy at the time of execution., Many copies
examined show lack of proper attention given to completion of the document, Figures
and notations are entered which cannot be read with certainty, and important blank
spaces have not been filled in or properly completed, The bAuyer should insist that the
document be complete, and that no provisions be left blank for later insertion over his
signature,

SUGGESTION:

Although the use of agreements to purchase, and other forms of contracts which
require following escrow agreement, are common in the trade, this report must suggest
in the light of the factors pointed out in this chapter, that both FHA and VA move
immediately to the requirement that a mandatory form of regionally standardized de-
posit receipt be used as the basic contract of purchase under their guarantee programs,

(A) DEPOSIT OF EARNEST MONEY

PRACTICAL APPLICATION: Acknowledgment of receipt of the deposit is usually
made in the contract, Frequently lacking is any reference as to what may happen to
the deposit made and the terms under which it may be forfeited or returned to the
veteran or home-buyer, A provision may be included that, jn any event, it will be
kept by the seller at his option as a consideration for having executed the document,
an onerous provision for the buyer,

SUGGESTION: Deposits required by the seller pending the acceptance of the
buyer by a mortgagee and FHA or VA should be specifically protected by a clearly worded
provision that the deposit shall be returned to the home-buyer or veteran in the event
the transaction referred to in the document cannot be completed by reason of non-accept-
ance of the buyer by either the mortgagee or the respective government agency, An
exception should be made to protect the seller in the event that he has incurred the
cost of a credit report which was not paid for in addition to the deposit by the buyer,

In such a case, provision should be made that the deposit would be returned less cost of
a credit report, which cost shall be actual, Care should be exercised in the wording as
to what is meant by completion of the transaction, to properly identify that this speci-
fically has reference to the failure to secure for the buyer a mortgage or an insurance
or guarantee of a mortgage, in the full amount, at the rate and for the term specified
in the document,

(B) CREDIT REPORT PAYMENT

PRACTICAL APPLICATION: Payment for a credit report, if requested at the time
of deposit, may be acknowledged only by a separate receipt, or proof of this payment
may rest upon a cancelled check, '

SUGGESTION: Any such payment should be clearly acknowledged and incorpor-
ated in the basic document, not left to chance that someone at a later date will acknowl-
edge that it has been paid, A closing officer may not be aware of such a payment, un-
less it is a part of the agreement or contract to purchase or the deposit receipt, Unless
the payment for the charge is a2 part of the basic document, the buyer is quite apt to
again be charged for this report at closure. ’

-38~



Where the charge is collected in advance of the credit report being made, and
at execution of the basic document, the seller should be protected by a provision that
it shall not be returned to the buyer. Obviously, the seller will have to pay for a credit
report to find out whether the buyer is eligible for the mortgage stipulated in the docu-
ment, and should not be expected to have to return moneys expended in behalf of the
veteran or home-buyer, '

(C) SALE PRICE OF THE HOME

PRACTICAL APPLICATION: The sale price should be well known to the pur-
chaser in advance of his execution of the purchase document, In those cases where
deletions or additions are requested by the buyer, usually the price will be adjusted
accordingly, Such cases are discussed in the following chapter,

In VA guarantee cases the sale price of the home must not be more than the
Certificate of Reasonable Value issued by the VA office, It does not have to be equal
to the Certificate of Reasonable Value amount established by VA, but usually will be,
unless there is heavy competition for sales, The sale price under a FHA guarantee case
may be the same as the FHA valuation, or it may be higher or lower depending on builder
policy and market conditions, As previously pointed out, the inclusion of closing costs
in the FHA valuation should be recognized,

SUGGESTION: The total sale price should be all-inclusive, not excluding the
cost of the building lot, The cost of the lot and the structure may be stated separately
in the document, but the total cost should also be clearly indicated.

A poor description of what house is being sold, along with a vague locational
definition often has led to considerable disagreement at a later date, particularly in
cases where the structure has not been completed or where the structure has yet to be
built and located within the tract area,

Costs expressed as extras, land or lot cost, and basic structure, in all instances
should total out to the same as a total sales price, and such total sales price should be
properly entered,

Description of the property being purchased should be cl\early identified by

builder's model number, plan, or model name, and the location preferably by a lot and
block number, or street number address (if assigned),

(D) AMOUNT OF THE LOAN PROCEEDS

PRACTICAL APPLICATION: A mortgagee or government agency may be willing
to proceed with a mortgage or insurance or guarantee of a mortgage based on different
terms or for a lesser amount than that specified in the agreement or contract to purchase.

SUGGESTION: The original document should leave no doubt that, in such an
event, where the full amount of the loan and terms could not be obtained, the buyer
would have no further obligation to proceed with the terms of the document, and that
his deposit would be refunded in full less any credit report cost not paid for previously,
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(E) (F) (G) THE DOWN PAYMENT AND
WHEN IT SHALL BE DUE TO THE SELLER

PRACTICAL APPLICATION: The matter of the down payment and the date on
which it shall be due to the seller is a provision usually indicating one of the followiug
periods of time:

(2) A certain number of days (5, 10, 20) after a notice or demand from the
seller,

(b) A like number of days from date of acceptance by the seller,
(¢) A specific date may be entered in the agreement,

(d) At the time a notice is received from the mortgagee that he will make the
loan and/or when FHA or VA have indicated that they will insure or guarantee
the loan,

(e) At the time of execution of note and deed of trust, which is usually near
or at the date of final closure,

As a practical matter, the builder-seller may include a provision so that he could re-
quire a very early collection of the down payment by employing provisions typical of
those indicated in (a) or (b). He may or may not avail himself of the opportunity and,
depending on just how the escrow is being handled, there might not be much advantage
in calling upon such a provision, It is ill-advised to enter into any basic document that
would carry such provisions as those under (a) or (b), without additional protective pro-
visions,

It should be clear that, as far as the buyer is concerned, there should be no '
provision requiring him to make any additional payments in addition to the deposit of
earnest money, until such time as he has been notified that both the mortgagee and the
government loan-insuring or loan-guaranteeing agency have approved him as a mortgagor,
If he allows himself to be governed by a provision which leaves the control for such a
date in the hands of the seller, then he could be forced to make a down payment well
in advance of any indication that he will be able to proceed with the transaction, This
would be an unnecessary tie-up of funds, even though final approval will have been re-
ceived, and a ridiculous payment to have to be made in the event of disapproval, How-
ever, where the seller has allowed the buyer to occupy the dwelling prior to closure,
the buyer should expect to provide the seller with a down payment under appropriate pro-
visions of the contract,

It is likewise evident that, by a provision for a specific date for making the
down payment, he is also leaving himself open to the same possibility, Neither buyer
or seller have any guarantee that such a date will necessarily be after the approval or
qualifying of the veteran or home-buyer for the loan, Even though the date may be well
in advance of the date of execution of the basic document, there are still situations
which could prevent final notice of acceptance or qualifying by both mortgagee and
FHA or VA occurring prior to such established date,

SUGGESTION: It is strongly recommended that legislation be designed which
would expressly prohibit an agreement, contract to purchase, or a deposit receipt, from
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containing provisions which could force a FHA or VA apjlican:t for mortgage insurance
covering a dwelling in a sales type tract development to make a down payment prior to
the time he has been accepted or qualified by both the mortgagee and the government
agency, Under such a prohibition, the basic document could contain a provision for

the down payment to be due upon the date of such final clearance, or within a period of
ten days after the seller has notified the buyer of his final acceptance, Another type of
provision could provide that the down payment would be due simultaneously with the
execution of the note and deed of trust, which would occur at or near closure, However,
modification of such suggestions would be in order where occupancy had been granted
prior to acceptance or closure, ‘ '

FHA and VA should incorporate one of these protective provisions in the
suggested standardized deposit receipt to be forwarded to them with the application for
mortgage insurance or guarantee, )

(H) HAZARD INSURANCE (FIRE INSURANCE FOR DWELLING)

PRACTICAL APPLICATION: This insurance will be required by the mortgagee
in an amount sufficient to cover the loan granted, Not many agreements or contracts
to purchase (nor all deposit receipts and escrows) contain provisions and directives to
cover the matter of hazard insurance,

In the absence of any protective provision, usually the buyer will be sold an
insurance policy with which he is totally unfamiliar and will not have ordered, The
coverage will be provided to him "automatically” so to speak, but of course at his cost,
Usually in large tract areas, this is a part of a "package deal” on the house purchase,
and cases are not unknown where the seller will insist that it go hand~-in-hand with the
house transaction, One insurance agency or a subsidiary of the mortgagee usually handies
all the insurance in a given tract and closing officers, lacking any directive to the con-
trary, usually will either prorate an existing policy between buyer and seller in an in=-
creased amount necessary to cover the loan, or have a new one- to three-year policy
issued, The cost of the proration or the cost of a new policy will be collected out of
the buyer's impounds through closing,

The matter of this builder insurance agency practice, as well as tie-in mort-
gagee subsidiary insurance companies, has been the cause of so much difficulty in sales
type house transactions that the subject is covered separately in Chapter XIV,

At this point, it should be emphasized that the buyer be aware of what compli-
cations may develop, Possibly he would wish to provide for the matter to.be adequately
covered at the outset, The absence of any reference to hazard insurance in the purchase
contract would leave it for him to cover the issue in the escrow agreement, 'However,
it would be better to cover at the outset, or directly in a deposit receipt,

Where a deposit receipt is made as the purchase contract, then there may be
a provision in regard to hazard insurance, In such cases, the buyer should strike out
any onerous provisions and indicate that he will take care of the matter through his own
broker or by himself, That is, he should do this unless he wishes to accept the package
insurance being sold with the tract, usually somewhat more expensive than he could
obtain by himself,
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SUGGESTIONS: (These are contained in the separate chapter covering hazard
insurance, Chapter XIV,)

(1) CLOSING COSTS

PRACTICAL APPLICATION: Usually closing costs are covered in any of the
. forms of basic home sales contracts, but the matter is frequently stated in such a fashion
as to leave much to be desired for the purpose of clarity,

In the first place, there is some disagreement among persons in the trade in
regard to the meaning of the term "closing costs,” It may mean one thing to the builder-
seller, another to the buyer, and the closing officers as a group may have differences
of opinion as to what is encompassed by the term, '

In its broadest interpretation, "closing costs” mean all those charges incident
to the transaction which have been imposed by the mortgagee, government guaranteeing
agency, title, escrow company, savings association, or bank, and in some cases, by the
builder-seller, In addition to these charges, the term in a broad sense could go on to
include any moneys which the buyer was required to place in a rrust account to be
serviced by the mortgagee, for the purpose of paying taxes, hazard insurance, and FHA
insurance premium payments, if any., Usually this trust account is called a reserve or
impound account,

A more abbreviated definition of "closing costs” would exclude a consideration
of the impounds which the buyer would be required to pay into his reserve or trust account,

Another variation of the definition for "closing costs”is associated with either
of the two previously mentioned considerations which include or exclude the buyer's
impound costs, This is the matter of whether or not "closing costs” include the "up to
1%" provision of the original principal amount of the mortgage loan usually charged to
the home buyer, A higher percentage is allowable where the mortgagee makes partial
disbursements during the course of construction.

Still another variation is that associated with the question of prorations of
taxes, insurance, etc,, being considered as included under the broad interpretation of
"closing costs,” If the basic document is a deposit receipt, these matters should be
covered all at one time in one instrument, and such a form of contract is strongly sug-

gested,

It is obvious that the sale of homes under FHA and VA and for that matter, with-
out any government guarantee program, is being practiced without a general understand-
ing of the term "closing costs,” An examination of most agreements or contracts to pur-
chase and deposit receipts fails to disclose provisions which clearly indicate what is
included in the term., Some of these basic documents do itemize costs to the buyer with
specific amounts indicated for each item. However, some of them include impounds and
some of them leave the matter of impounds uncovered, The "up to 1%" of the original
principal amount of the mortgage seldom is covered, In those cases where "closing
costs" are itemized but actual impounds not dealt with, the buyer will be unaware that
at closure he will be required to pay for impounds which the government agencies require
as reserves to be established for the mortgagor, Of more serious concern is the common
practice of lumping "closing costs” together in a simple purchase agreement with the
statement: "closing costs shall'not exceed "X"' dollars to the buyer.” Any "closing costs"”
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in excess of the amount agreed upon would, of course, have to be paid for by the builder-
seller, Naturally, the serious question as to what costs are properly included in the term
"closing costs” would follow,

SUGGESTION: Either the Nevada Legislature or the Congress, as well as the
Commissioner and Administrator of the government insurance or guarantee programs
should immediately move to provide either legislation or regulations that would result
in providing all parties associated with the home buyer's transaction with standardized
instructions on the point, Requirements should be effected which would establish the
followings '

Any agreement or contract to purchase, deposit receipt, or escrow agree-
ment, shall specifically set forth in regard to closing costs whether or not
the following are included or excluded in ™closing costs” to the buyer.

(1) lmpounds for any FHA insurance premium payments, real estate taxes,
hazard insurance costs, and any other impound costs which will be
credited to the mortgagor's reserve or trust account,

(2) The charge of up to 1% of the original principal amount of the mort-
gage, or a higher percentage where the mortgagee makes disburse~
ments during course of construction,

(8) Prorations of any nature whatsoever, such as those covering taxes,
fire insurance, escrow costs, assessments, etc,, and, if not covered,
has the buyer agreed to accept prorations of this nature in the basic
document, If so, as of what date, Note: Most of these prorations
would be covered in a following escrow agreement where a deposit
receipt is not employed, but the buyer should be aware of them,
and should acknowledge any agreement to accept charges or credits
associated with them, Further, it should be clearly understood
which, if any, of such prorations are included under "closing costs,”
By the time these matters are properly covered, it would be evident
that a deposit receipt should have been used in the first place,

(4) Any hazard insurance costs, either prorated or initially charged for
a new policy, insurance reserve to impounds excepted,

The clear identification of these four areas of costs, either as portions of the
closing costs, or those which are not included in the closing costs, will form a founda-
tion to clearly identify which are included in each transaction under the term,

Following such a procedure at the outset in the basic document will eliminate
misunderstandings among buyers, sellers, and closing officers, and strongly suggeststhe
use of the standardized deposit receipt form of contract, In those cases where a total
amount is established as the limit of the buyer's liability for closing costs, it will then
be possible to determine with accuracy the extent of the buyer's liability,

The common difficulty observed in relation to closing costs is dependent to a

large extent on two factors, either one or both of which may be associated with a pur-
chase contract, They are as follows:
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(1) The purchase contract employed may itemize closing costs to
the buyer but not provide how other costs are to be assumed by
the buyer, Frequently the gap is covered in a following escrow
agreement but its terms may not necessarily have been agreed
upon by the buyer at the time of his deposit and execution of
a purchase agreement, Again, the deposit receipt covers this
issue,

(2) Many basic documents employ a short statement that the buyer
agrees to pay closing costs not to exceed a certain amount, How-
ever, there is no indication of what is included in the term "closing
costs, " the problem identified at the outset of this -section,

We have not attempted to identify every item of possible closing cost to the
buyer in this section, Following chapters will so identify most of these charges and ex~-
plain and comment upon them in detail, The purpose of introducing the matter of "closing
costs” at this time is necessitated by the fact that the matter must be covered in the
agreement or contract to purchase or in the deposit receipt, We have only discussed in
broad categories these costs at this point and identified them as impounds, prorations,
etc,, which, of course, will usually contain a number of separate items by themselves,
The hazard insurance and the 1% mortgagee's charge are separate items admittedly, and
are covered separately since they do not fall distinctly into either a pure impound, pro-
ration, or a completely agreed upon closing cost, and have caused unusual difficulties,

(J) ESCROW AGREEMENT

PRACTICAL APPLICATION: The escrow agreement is covered in detail in
Chapter X, Introduction to the agreement is made at this juncture since there should be
a reference to it following the purchase agreement executed at time of deposit, unless
the more desirable deposit receipt has been employed, All too often the buyer is un-
aware that he must later enter into a formal escrow agreement which should incorporate
the provisions of the basic purchase document and extend further to such matters as pro-
rations between buyer and seller, and other items common to an escrow, These additional
provisions can very easily result in additional costs to the buyer and will be shown on
an itemized settlement statement at a later date, Where an informal escrow or master
escrow agreement exists between the builder~-seller and the buyer, the buyer may be utter-
ly unaware of the existence of any escrow agreement, since he will not have executed one
on an individual basis and usually will not be provided with a copy of the master escrow
covering his tract,

The details of what should be provided for in an escrow will be covered in
Chapter X, At this point, unless he has executed a deposit receipt, the buyer should be
put on notice that the escrow will follow,

SUGGESTION: All agreements or contracts to purchase (other than deposit re-
ceipts) should contain a statement that the document is to be followed by an escrow agree-
ment between the parties, or that a master escrow agreement is taking the place of the
individual formal escrow agreement, In the latter case it should be provided that the
buyer be furnished with a copy of the master escrow agreement,

To eliminate the necessity for the escrow agreement notification, FHA and VA
should move immediately to require that a regionally uniform FHA-VA deposit receipt
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be employed as the basic purchase document, and provide for a form of deposit receipt
which would cover all matters that should be properiy identified and are normal to a
purchase contract and escrow agreement, FHA and VA also should require that they be
provided with a copy of such a complete deposit receipt, Further, FHA and VA should
require that all district or regional offices survey this document at the time they review
the charges made to the veteran or home-buyer, to ascertain whether the mortgagor
actually has been obligated for such charges, regardless of whether or not they are
charges acceptable in a FHA or VA closure,
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CHAPTER VII

CHANGES IN BASIC HOME REQUESTED BY THE BUYER

The veteran or home-buyer may be purchasing a completed home, or one nearing
completion, and may ask the builder-seller about significant changes, Such changes,
if they involve additional materials, labor or installation of more expensive equipment,
will usually be charged to the buyer, Where competition is strong, such as in the Las
Vegas area, the seller may make these requested changes and absorb them in his overall
cost of several homes in order to clinch a sale, 1In areas of extreme competition, or
when competition is strong in many areas, builders have been known to offer such items
as wall-to-wall carpeting or partial furnishings at no additional markup from the price
at which they have been selling comparable homes, - The extent of inducements offered
by the builder-seller depends to a large extent on supply and demand, his usual policies,
and his situation relative to how anxious he is to reduce any interim expenses by making
an immediate sale,

Where a seller's market exists, or a tendency toward one, the builder-seller
will more than likely point out that any changes will have to be paid for by the home-
buyer. Since the builder has already established a selling price, which may be near the
FHA valuation, and under VA will usually be equal to the amount of the Certificate of
Reasonable Value, some degree of inflexibility in absorbing extensive changes necessar-
ily will develop,

Under VA regulations, any additions requested by the veteran would necessitate
a change order, VA Form No, 26-1844, advising VA of the change., This may or may not
increase the amount of the VA Certificate of Reasonable Value, Should an attempt be
made on the part of the seller or buyer to take care of these additions by a separate
agreement apart from the basic purchase contract, difficulties would develop when the
VA inspectors found such additions had been made to the home, A detailed check list
employed by VA would disclose, for instance, the installation of a more elaborate built-
in range, the addition of a door, or more expensive flooring., Any private agreements
or payments would constitute fraud, since under VA the lender certifies to VA that the
veteran has not paid in excess of the Certificate of Reasonable Value. It should be
pointed out that such additions would have to be basic to the house structure and appli-
ances and installations covered by the approved house plan, This would not include such
items as wall-to-wall carpeting, drapes, furnishings, etc, '

Under FHA, any requests for modification by the buyer would also necessitate
a change order (FHA Form No. 2577) which likewise could result in an increase in the
appraisal and the issuance of a new FHA Valuation, The FHA inspection would also re-
veal any changes made, and if they were not in conformity with the originally-approved
FHA house plan (plus authorized changes) they could present difficulties for both home-
buyer and builder-seller,

The fact that FHA and V.A provide for inspections which obviously would (if
conducted with care) disclose any changes made that are not in conformity with basic
plans and approved changes, will still not control violations in many cases where the
home-buyer is purchasing a completed home, FHA and VA may have made their final
inspections where a house is standing and completed, VA provides for a certification
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on loan application VA Form 26-1802 and again on VA Form 26-1876 that the veteran
has not paid more than the Certificate of Reasonable Value for his house, The VA
mortgagee also is charged with the full knowledge of any changes which have been
made and is equally responsible for any irregularities, Under "Practical Application, "
a discussion indicates what actually happens under both FHA and VA cases,

The interest of both FHA, VA, and mortgagee, in any changes made to the home
is a practical one, in addition to providing extra physical security for the loan, The
government agency and mortgagee may want to reassess their approval of the mortgagor,
if he has been given approval, If requested changes are coritemporary with the initiation
of a request for making or insuring or guaranteeing a loan, they will want to carefully
examine just how the additions are to be financed, WIill additional changes be covered
by the mortgage, or has the buyer elected to pay for such charges in his down payment
and not request any corresponding increase in the mortgage loan? In the latter case in
particular (and also in cases where it is to be included in the loan) the mortgagor could
be a borderline case whereby the assumption of an additional burden could lead to dis-
qualification of the loan by the mortgagee or non-approval by FHA or VA, It is easy
to understand why any large cash payment to include extras could alter the mortgagor's
statements on financial ability to assume the mortgage, Even by the inclusion of extras
within a mortgage, this could result in exceeding a reasonable margin of safety estab-
lished by the mortgagee or government agencies,

In some large tracts the matter of standardized changes and additions requested
by the buyer is employed to automatically increase FHA Valuation or VA Certificate of
Reasonable Value, This is made possible where the builder-seller has requested a number
of standardized additions and changes to receive a prior review by either FHA or VA,
Both agencies establish the increases in either FHA Valuation or VA Certificate of Reason-
able Value for such additions when ordered by the veteran or home-buyer, In the case
of FHA, provision is also made for items to be eliminated and establishes values for
them, Under VA, only additions to a basic model are provided for, VA provides these
automatic increases in the Certificate of Reasonable Value by authorization on a VA
Form VB-1843a called a Master Certificate of Reasonable Value, at the request of the
builder-seller, Unlimited additions can be made under this form, and automatic Certifi-
cate of Reasonable Value increases incorporated without resort to further notice to VA
of changes and additions, Under FHA, any net increase or decrease of more than an
established percentage could require that the standard change notice be forwarded to FHA
for review, prior to the granting of a new FHA Valuation., In Nevada, large and numerous
changes have evidently not been requested for review by FHA, the additions or deletions
of several of which could have resulted in extensive valuation changes, In any event
FHA has not made use of their provision establishing a percentage of increase beyond
which it would be necessary to return to the usual request for changes. The FHA form
employed to list these alternates is No, 2007a, entitled "Supplement to the Commitment-~
Schedule of Alternates and Effect on Value,” The FHA form contains the statement that:

Changes made within the limits stated herein may result in corresponding changes in FHA's
estimate of value in fee simple which serves as the basis for the commitment amount,
(underscoring supplied)

In practice, it has been observed that, where requested, usually there are corresponding
increases in FHA valuation, '

-47-



PRACTICAL APPLICATION:

(Under VA) -- Since most homes being sold under VA are priced at or near the
VA Certificate of Reasonable Value, the only way the builder-seller could properly
collect costs for additions requested by the buyer would be to have a "Request for Accep~
tance of Changes in Approved Drawings and Specifications” (VA Form No, 26-1844) exe-
cuted and presented to VA for consideration of a new and possibly higher VA Certificate
of Reasonable Value, The builder-seller cannot sell his home for more than the Certifi-
cate of Reasonable Value issued by VA,

(Under FHA) -- A somewhat different situation could develop under a FHA in-
sured mortgage, The builder-seller would execute the same form carrying a dual FHA
and VA number, and specifically request that a new FHA Valuation be issued and hope
that it would come out high enough to provide for a reasonable increase in the sales
price, However, in many FHA cases, he already may have put the sale price above FHA
Valuation (allowable under FHA regulations), Usually a further increase can be made
and passed on to the buyer, whether or not the new FHA Valuation has resulted in a
comparable increase, The builder's interest in obtaining a higher FHA Valuation would
be to enable the buyer to obtain FHA loan insurance on an amount high enough to in-
clude the extras, thus-holding to a minimum the down payment, At this point the in-
terests of the mortgagee must also be considered, He must agree to the changes and be
aware of them even prior to obtaining the FHA or VA appraisal of the changes., The
mortgagee also must endorse the FHA Form 2577-VA Form 26-1844 request,

PRACTICAL APPLICATION:

(Both FHA and VA) -- All too often additions and extras are handled separately
from the’mortgage and insurance or guarantee by FHA or VA, Some degree of collusion
is necessary in such cases, at least the buyer (lacking an understanding of FHA and VA
procedure) will follow along with a builder-seller's suggestions, .

When changes and additions are made without the required notification to FHA
or VA and the mortgagee (which can easily occur if final inspections have been made
by all parties prior to requests for changes) it becomes an agreement between builder-
seller and buyer with no knowledge of the transaction on the part of others involved, It
may be a formal agreement and contract or just a matter of word agreement, In either
event, the builder-seller merely bills and collects from the buyer certain predetermined
charges for extras., In very loose cases, it may be almost a cost-plus basis of charge
to the buyer and paid for in cash, entirely apart from the mortgage transaction associ-
ated with the purchase of the home, In some cases, this procedure has been achieved
and acknowledged by means of a charge to the buyer through escrow, this paid to the
seller, with the charge appearing on the buyer's itemized closing statement, It must
be remembered that neither FHA or VA require a copy . of this itemized statement of
closing costs to the buyer for their examination, Under FHA, only the charges made by
the mortgagee are required on the document for presentation to FHA., Under VA, the
mortgagee must prepare a statement for VA indicating the charges that have been made
to the buyer by all parties, This doesn't guarantee that such builder charges and any
rental payments collected through escrow will be so incorporated in the mortgagee
statement, Many lenders meet the FHA requirement for the statement of charges made
by the mortgagee by submitting the actual itemized closing statement to FHA., All mort-
gagees do not do this, nor does FHA require such a copy for examination,
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SUGGESTIONS:

As a step forward in the direction of controlling an almost wholesale violation
in the area of changes and extras, it is strongly recommended that FHA and VA take
immediate steps to require that they be furnished with a complete and exact copy of the
actual itemized closing statement issued by the bank, savings association, escrow or
title company to the veteran or home-buyer, This would be in addition (should their
- procedure make it necessary) to a mortgagee's statement of charges made by the mort-
gagee only, or a mortgagee statement made from such a closing statement relative to
any and all charges to the mortgagor, This itemized statement of charges and credits
to the buyer should be examined by either FHA or VA prior to their endorsement of the
loan for insurance or guarantee, In the event charges were made to the buyer which
were in violation of FHA or VA regulations, tlie loan should not be insured or guaranteed,
At the same time any charges which the buyer had not agreed to pay for in his purchase
agreement should also provide grounds for refusing to insure or guarantee the loan,

Any and all requests for changes and additions to the dwelling should be covered
in a separate agreement or in the original contract between the builder-seller and the
buyer, When separate, usually this is a work-order or change-order form provided by
the builder-seller, There should be complete agreement between buyer and seller as to
exactly what the changes are (in detail) and how much this extra work and equipment
will cost, The work-order if employed, should be acknowledged by both the buyer and
builder-seller and a copy should be made available to the buyer, in addition to notifi-
cation forms sent to FHA and VA,

It is admitted that the first suggestion would control only those additions and
changes actually reported through closure, a procedure usually employed to guarantee
to the builder that he is paid for his extras which are outside the down payment, There
must be adequate provision to place the buyer on notice that he is equally responsible
for any circumvention of FHA or VA regulations, whether or not collusion is evident,
1f FHA or VA expect the buyer to be equally aware of these particular regulations and
wish him to be directed by them, they must be pointed out to the buyer from among the -
many provisions of FHA or VA procedure, This could be provided for by a conspicuous
home-buyer or veteran certification made a part of the Certificate of Reasonable Value
or FHA Valuation Certification (suggested in Chapter III), Included also in this impor-
tant buyer's paper should be the FHA or VA regulation covering changes, setting forth
penalties for violation, as well as buyer and seller liability under such violations, for
the buyer to certify, '
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CHAPTER VIII
RENTAL AGREEMENTS PENDING CLOSURE OF ESCROW

(When buyer occupies home prior to closure)

Possibly no other area of the home-purchasing transaction receives less formal
attention in the contract than the matter of who pays for certain costs arising in the
interim period, or what rentals are to be collected, in cases where the purchaser of
the home occupies the house prior to closure, '

During this period of time, title to the house (ownership) rests exclusively
with the seller, Technically, he is responsible for-all costs whatever associated with
the occupied property, yet frequently he will impose charges on and collect from the
veteran or home-buyer, large amounts of moneys without any agreement, written or other-
wise,

Usually the builder or seller is pleased to have the occupancy of the house take
place at an early date since by this procedure he may be able to cut down any interim
costs, which run everyday until actual transfer of the dwelling at escrow closure. He
may be relieved of patrol costs and concerns relative to unoccupied finished homes
being liable to vandalism, as well as maintenance costs for any recently-planted lawns,
He does run some risk that, in theevent a pending loan is not granted to the occupying
buyer, he must evict the tenant, possibly have to remedy any wear and tear on the prop-
erty, then have to reseil what is actually a "second hand” house,

No one would think it unjust if the builder or seller asked in a formal agree-
ment that the purchaser assume from the day of occupancy the responsibility of certain
utility charges such as water, sewer, power, fuel, phone, etc., However, the assump-
tion by the veteran or home-buyer of any additional charges, no matter how they may
be identified, should be made only after execution of some form of written agreement
between the seller and buyer as a part of the contract to purchase, or as a separate
document,

In this connection, it is interesting to note that FHA anticipates incorporation
of a rental item in some closing statements made to that agency, The following is
quoted from FHA Circular Letter No. 97 of the Reno, Nevada, regional office, dated
April 17, 1962,

II. Submission of Closing Documents, It is also requested that mortgagees show the beginning
and ending dates of interest and rental charges, and an explanation when, , . (underscoring
supplied) :

In almost all cases examined, no formal written agreement was entered into
between buyer and seller covering this fundamental issue which can easily amount to
over $300,00 to the buyer, and which he will be expected to pay (justly so) to cover
builder-seller costs,

PRACTICAL APPLICATION:

Irn most cases the builder-seller may have an oral agreement, with the general
understanding that the buyer is going to pay so much per month for rent, This is
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common in cases where the buyer occupies a house immediately after execution of the
basic document to purchase, and it is realized that an extended period of time will
necessanly follow before closure, The rate at which he will pay rent is not always
stipulated in this informal type of agreement, but is frequently a flat rate of $80, $100,
$120, etc,, per month, Sometimes it is based upon the interest which the buyer would
be paying on his anticipated loan, yet to be made, In other cases, it is based upon

any actual builder-interim interest cost, a more realistic approach, but seldom employ-
ed, Possibly the former method would be more acceptable to the buyer since the in-
terest rate would be lower, Undoubtedly this accounts for its popularity as a basis,
However, the latter method (that of any actual builder- -seller interim loan cost) even
though at a higher rate of interest, usually would result in a slightly lower cost since

it would be based on a lower principal, representing total progress payments from an
interim lender,

The employment of interim builder cost, if given in any detail as a certain rate
of interest in relation to the sum total of the progress payments made to the builder,
will disclose to a knowing buyer certain builder cost factors, In most cases the dis-
closure of this information would not promote much good feeling between buyer and
seller, )

In some cases, the builder-seller will maintain a wait-and-see attitude, There
will be no mention of rental payments to the buyer when he executes his basic purchase
document, It may be expected that closure will be made within a couple of weeks or
so after anticipated occupancy, However, should difficulties arise which force a post-
ponement of closure for any extended period of time, the builder-seller frequently will
bill the buyer for rental payments when they extend past three or four weeks, effective
from date of occupancy, -

Whatever the nature of the "rental, " there should be a formal agreement at '
the time of execution of the purchase contract so that both parties will be aware of what
the obligation provides, and when and how it shall be paid. Whatever his incidental
benefits may be, the seller should certainly be compensated by providing shelter to the
home-buyer, However, to bill and collect for such rental service without a formal agree-
ment is highly unethical and open to serious misunderstanding between the parties in-
volved, :

SUGGESTIONS:

It might be well to incorporate the rental provisions themselves in the basic
sales contract, In the event it is desired to have the rental payment collected at escrow
closure (to protect the builder-seller) such instructions should also be mcorporated in
any purchase contract,

No matter how the rental agreement is handled, it should be a written document
setting forth precisely when, or after what date, rental costs shall be an obligation of
the buyer, Secondly, the rate of rental should be agreed to and set forth in the document,
with adequate protection to the buyer for prorating portions of a month where the rental
is expressed in monthly terms, Thirdly, the method of payment, to the builder-seller
directly or to be collected through escrow at closure, should be clearly indicated, In
the event the loan is not approved, provision should be included which would increase
the rental due the seller, possibly two weeks after the date of notice of refusal to make
the anticipated loan has been received from the lender or government agency. The buyer
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should have some form of minimum protection over this period of time to acquire a new
location., Also, the seller should be protected with the right to collect an increase

to "true market rent” in the event the party continued occupancy for some period of
time, which would tie up the home for renegotiation to a2 new potential applicant, with
any builder's interim costs st111 running,
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CHAPTER IX

UTILITY CHARGES AND INSURANCE

In those cases where a buyer is occupying a home prior to closure (and whether
or not he is to pay rent) certain utility costs and any municipal charges for sewer and
trash service should be assumed by the buyer, Where the period of time is short, and
closure is imminent, there may be no need for any formal agreement, though still advis-
able, There is no doubt that the builder-seller should be protected, and the buyer should
be placed in awareness, where an extended period of time may elapse between occupancy
and closure dates, and a rental agreement may not be in effect,- The seller may wish
to protect himself on this point in cases where only a few days may elapse between occu-
pancy and closure., In any event, certainly it will'be an advantage to both parties to
have a firm agreement regarding utilities and municipal charges to prevent later dis-
agreements, In cases where the builder-seller may insist on a very high interim rental
charge, some utility and municipal charges might logically be allocated as a seller’s
cost,

PRACTICAL APPLICATION:

In most cases where a2 dwelling is being occupied prior to closure, and the house
has been completed for some time, some of the utilities will already have been connected,
Most commonly these will be water, electricity and sewer connections; others may be
gas, and possibly telephone installations made where the home was employed by the
builder as an office or model home, There may have been deposits required by the munici-
pality or utility companies in question to initiate service, There is an increasing ten-
dency to eliminate deposit requirements, especially to builder-sellers and persons who
are purchasing their own homes, Bookkeeping costs and certain interest requirements
have worked toward elimination of such deposits, except for renters, In any event, where
such deposits are made they should be returned to the seller and new deposits made by the
buyer,

Since the buyer is occupying the house and using the utilities he should be ex-
pected to pay for them. Therefore, as of the date of occupancy, the seller's obligations
for utility costs should terminate, and the buyer should be expected to assume them, in
addition to any additional ones he may wish to arrange for, The buyer's rental, if any,
should be well below that for like accommodations elsewhere in the community, and he
should not feel that his rental payments will cover these utility costs,

One item which is not a utility cost will frequently be transferred to and made
a cost to the buyer, and should be specifically prohibited., This is the insurance which
the builder-seller may have obtained to cover the cost of any interim financing, The
matter is treated at greater length in the chapter on hazard insurance, At this point, it
should be emphasized that this cost is still a builder-seller cost and will continue to run
just as his interest on progress payments representing his interim financing costs will con-~
tinue, This will be so even in those cases where the rental agreement is a reimbursement
to the builder-seller based on his interest costs for any interim financing, No automatic
assignment of the builder's hazard insurance on the property to the buyer should be allowed
at this time, In most cases where a home is being occupied prior to closure, assumption
of the cost of hazard insurance on the dwelling at the time is not included in any agree-
ment, Lacking any specific instructions on the matter, frequently closing officers will
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act on verbal instructions from the builder-seller to assign the policy to the buyer on
date of occupancy, At closure, adjustments and prorations will be made without any
precise escrow or contract provisions,

SUGGESTIONS:

Even in those cases where the period will be short between occupancy and clo-
sure dates, a formal written provision relative to utilities should be incorporated in
either a separate rental agreement or in the basic purchase contract, Where no rental
is being charged, the seller should certainly cover the point of any buyer obligations
for any utility charges, The agreement should stipulate that, as of date of occupancy,
the buyer shall be required to serve notice to any and all utility companies and/or the
municipality, that, as of a given date, the servicing account should be placed in his
name, The buyer should require the servicing agency to make meter readings where
necessary for his own protection,

A specific provision should be incorporated in the basic purchase contract of
sales type homes on the matter of hazard insurance, as discussed in that chapter. The
provision should include (to cover the matter, which often develops at this point) builder's
policies covering the amount of any interim builder loan, It is strongly suggested in
connection with these hazard insurance policies that the builder's policy be cancelled
at date of closure unless the buyer wishes to accept it as an amended policy, or as a
newly issued policy with the same agent, To protect the buyer from assuming any hazard
insurance cost from date of occupancy (not an assumption on his part and not covering any
loan ever made to him) it should be expressly set forth in the rental agreement, or in
the basic purchase document, that the buyer assumes no obligation in respect to such a
policy or the costs thereof, and that any existing policy shall not be assigned to the
buyer on his date of occupancy or on any date prior to closure; in no event at closure,
unless specific authorization has been obtained from the buyer indicating an acceptance
of such a policy properly amended to cover the increase necessitated by a higher loan in
his name; further, that no proration shall be made for policy costs which shall pre-date
time of closure,
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CHAPTER X

DEPOSIT RECEIPT VERSUS ESCROW INSTRUCTIONS --
PACKAGE ESCROW AND BUILDERS CONTROL

Repeatedly this report has advised in favor of the desirability of employing
a deposit receipt rather than a contract to purchase, followed by an escrow agreement,
Only through the use of the deposit receipt can prorations common to an escrow agree-
ment be covered and agreed to at the very inception of the transaction, Where an agree-
ment to purchase is followed by an escrow agreement, there is a gap which is not prop-
erly covered, as heretofore pointed out, The parties may be in-agreement as far as the
purchase contract is concerned and fail to agree on those items which must be covered
in an escrow agreement, In practical application, -usually the veteran or home-buyer
accepts whatever the escrow agreement calls for, without realizing that he has not
necessarily agreed to all of its provisions when he signed thebasic contract to purchase,
This is an injustice to the consumer and obviously can lead to difficulties where the pur-
chaser of the dwelling may realize that he is under no obligation to accept provisions of
the escrow agreement he is asked to sign which are over and beyond those agreed to in
the purchase agreement, In the interests of removing both the injustice and also the
possibility of future difficulties, the deposit receipt is strongly recommended by this
study.,

Such a deposit receipt (and other forms of purchase contracts) should have pro-
visions for any rental agreements and utility costs which may develop in the event the
sales type home is occupied by the prospective mortgagor prior to closure, These matters
were covered in the preceding two chapters, Likewise, any change orders necessitating
additional costs associated with the dwelling should be included in the deposit receipt or
any form of purchase contract, not made as separate written or oral’agreements which
can cause difficulties for both the builder-seller and home-buyer, '

Material presented in this chapter is typical of escrow agreements, yet items
emphasized are not typical of an ordinary agreement to purchase, therefore must be
covered in a following escrow agreement, All of the items covered by an escrow agree-
ment, as well as those covered by the basic agreement to purchase, will be included at
the outset by a properly drawn deposit receipt,

Under a formal escrow agreement between buyer and seller, items of expense
associated with the escrow usually are clearly indicated on the printed form of the es-
crow, along with any deletions and/or additions which may affect the document, Pro-
visions are set forth indicating what considerations must be complied with befote property
transfer and the purchaser is as aware as the seller of necessary compliances, what charges
will be made and which party will be paying various costs, Under this form of an escrow
agreement, costs become easier totrace and the reasons for them become obvious,

Escrow instructions will follow the basic contract or agreement to purchase,
and may be entered into almost immediately after the sales contract or later, when the
mortgagee or FHA or VA will have indicated approval, 1In cases where a deposit receipt
is executed, escrow instructions will be incorporated in such a receipt, as heretofore
explained, In those unusual cases where a master "package"” escrow covers an entire
tract or portion of a tract, a separate escrow agreement usually is not entered into, to
the disadvantage of the buyer,
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‘Escrow instructions, or similar instructions incorporated into a deposit receipt,
are necessary so that the closing officer will have information on how to proceed, The
contract or agreement to purchase provides for an understanding between buyer and seller
as to what is being sold and on what terms, The escrow instructions actually provide
information on how this is to be achieved and still keep within the terms of the contract,
Thus prorations, insurance, and other vital provisions usually are covered only by the
escrow instructions, It should be remembered that any escrow officer represents both
buyer and seller, .

Escrow instructions on new sales type tract homes should cover the following
points:

(a) A reiteration of property description and terms of the sale,

(b) A tabulation of what moneys have been deposited and what future
considerations will be made, resulting in a total consideration or
sale price,

(c) An indication that the escrow or title company is authorized to
transfer the property upon the meeting of certain requuements
by buyer and seller,

(d) That closure of the escrow is subject to a list of directives
(usually standard in form) providing for proration of taxes, in-
terest, insurance, rentals, and other matters which may be
subject to proration,

(e) Inclusion of any additional instructions peculiar to the case at
hand and not properly covered by usual printed instructions,
Also any modifications of standard instructions,

(f) Any escrow company usually protects itself with language so that
it cannot be held for knowledge of unusual conditions.

(g) A time limit, stated in the instructions with provision for any
extension usually is included,

(h) A very important provision is the indication of related charges
and costs the buyer has agreed to pay, listed as either a specific
amount, actual charges or costs incurred, or a total amount past
which the buyer is not liable,

(1) Likewise, a listing of costs which the seller has agreed to pay
in connection with the sale,

(j) Impounds or trust account funds which FHA and VA require the
buyer to provide to the servicing agency or mortgage company.
Frequently these are referred to in the sales contract, but, as
pointed out previously, not in a very complete way.
The above costs and charges usually are items such as, who is to pay for the
policy of title insurance, escrow fee, recording fees, revenue stamps, conveyancing
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fees, preparation charges, etc, Usually these matters will not be covered in the basic
contract if it is a simple agreement to purchase,

With a properly executed contract and a formal escrow agreement, the home-
buyer will be in a position to review his closing statement with some degree of intelli-
gence and handle the entire checking procedure as a simple grade-school mathematical
problem, Although he might not avail himself of the opportunity to understand the
details of his transaction, he would have the tools at hand to make such a review for his
own satisfaction, It should be kept in mind that an informed buying public may be the
best leverage we have against unscrupulous practices which .are a part of some trans-
actions, With a clear indication of what costs, deposits, and credits are associated
with the purchase, public knowledge of procedure and policy in the industry will not be
the enigma it is today, )

Where a properly prepared deposit receipt has been executed, these matters will
be covered in one document at the inception of a contract to purchase, and such form
of purchase is strongly recommended by this report,

In summation, the escrow agreement or deposit receipt provides the closing
officer with instructions to determine when he is ready to close the transaction and
record, He acts in the interests of both buyer and seller and will not close the trans-
action until he has made the proper prorations, charges, and credits, and has seen to it
that the requirements of both buyer and seller have been met and that both parties have
performed in accordance with the terms of the escrow,

In some few cases, homes are sold to purchasers under an "agreement to pur-
chase” covering certain terms of sale, with no formal escrow following, Normally
closing costs incident to the transaction are stipulated, However, most of the rest of
the transaction, such as prorations, insurance, and other costs are not a part of such
an agreement, Usually the contract or agreement is turned over to a bank or escrow
officer and forms a part of an "informal escrow action,” Under this type, the closing
agent receives instructions from the lending institution, builder-seller, and guaranteeing
agency, which are unknown to the purchaser and do not necessarily form a part of the
agreement the buyer has signed, In a formal escrow agreement, much of all this will
have been identified, Obviously, the buyer is not provided with a very clear picture of
what is taking place and usually pays an escrow fee without the benefit of a formal
escrow, Frequently the informal type is a part of an overall builder-control service
which is rendered to the builder-seller by the bank, savings and loan association, or
escrow agency or title company disbursing funds received from their own or an interim
financing institution, Naturally, all these matters would not appropriately form part
of an escrow agreement between buyer and seller, The convenience and protection to
the builder, contractor or seller, and the lender, is obvious, However, the purchaser
of the dwelling is left at a considerable disadvantage in obtaining information which
would assist him in understanding what charges he has or has not been made responsible
for,

When this method is employed the builder-seller usually has an agreement and
"package escrow” with the bank, savings and loan association, title or escrow company.
Such institutions, acting as agent for the sale of all homes in a8 development or tract,
receive instructions from the lending institution, government insuring agency, and
builder-seller relative to charges and procedure in selling the house to the buyer., The
closing officer also has a copy of the contract or purchase agreement, However, this
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last mentioned document frequently is a very general one and does not provide detailed
instructions or indicate all itemized charges, Costs to the buyer are not properly
stated when indicated as a total sum and the final closure charge may easily exceed
the cost which was indicated as his obligation in the purchase contract,

In such an informal closure, the builder-seller actually may act in the capacity
of an agent for the buyer and advise the closing officer in behalf of the purchaser of
the property on such matters as insurance, prorations, and other details, Likewise,
the lending institution will act independently of the purchase agreement and instruct
the closing officer to make collections for a variety of impounds for the buyer's trust
account as well as charges made at random by the lender, Caught in this crossfire,
the closing officer, trying to satisfy primarily the builder-seller, governmental insurer
or guarantor, and lender, will often be forced to act against the best interests of the
consumer since the buyer would be the last to know- what was afoot and be in a position
to protect his interests, The net result is a loose arrangement at best as far as the
buyer is concerned., More often than not, the advantage taken of him monetarily and
otherwise is considerable, Many charges are made, and insurance reassigned, without
any agreement whatever from the purchaser,

Only within the past few years has this type of transaction become common in
Nevada, There is an obvious advantage as far as the builder and lending institution
are concerned. The mechanics of the control are as follows: The interim financing
agency, usually a bank or savings and loan association, makes a construction loan to
a contractor, The disbursement of the interim money is a matter of progress payments
upon completion of a stipulated portion of the construction. The proceeds of the
progress payments are not kept by the contractor but are turned over to the builder's
control account held by the institution, escrow, or title company, The contractor
may apply the method to a one house venture or several houses at a time. In the latter
case there is a package escrow covering similar instructions on a number of homes being
constructed, The builder’s control account may be handled directly by the institution
or through an escrow service, or it may be serviced by a specialty builder's control
organization associated with, but separate from, the institution or escrow company.,

In either event, whether handled by one company or "let out” to a specialty building
control organization, the net result is as follows: Progress payments are made avail-
able by the interim lender to whoever is servicing the building control for the builder,
The builder is billed by his sub-contractors upon completion of all or portions of their
contracts, He reviews these and acknowledges that they are correct charges for the
work performed. The builder-control service then acts to disburse checks to these sub-
contractors (usually after their own verification of work completed) as they are received
and so authorized, In this way, the lender or a separate builder’s control agency will
have issued from 30 to 60 checks to sub-contractors on a single construction project,
The advantages to the interim lender and contractor are as follows:

(a) The builder does not have to maintain a staff to handle payments to
his sub-contractors,

(b) Control is maintained and costs charged, with minimum error, to
one house at a time,

(c) The control agency frequently checks on the sub-contractors to see
that they are not too far in arrears on materials payments,
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(d) The lending institution enjoys added security since they know
they themselves, or a professional organization, is disbursing
their interim progress payments, and has physical security to
faill back on,

(e) Frequently the contractor can obtain interim financing more
easily when it is known that he will employ a builder’'s con-
trol program over the progress funds to be disbursed,

(f) A construction performance bond may not be nécessary under a
builder's control, where properly established,

(g) Any title or escrow company or a separate specializing builder's
control company has an added income.since they charge for the
builder's control service, usually an amount less than the cost
of a performance bond. i

(h) The buyer of a home would be pleased also, in the unlikely
event the records containing building controls were made avail-
able for his inspection, He could quickly estimate the actual
cost of building the home, and with proper consideration given
to land and development cost and discounts, come close to
estimating the builder's profit in the transaction, Closing costs
to the contractor also should be considered in arriving at such
an estimate, as well as interest charges to the contractor for
any interim financing and building control program,

(i) Such information could provide a valuable foundation for assess-
ment purposes, for lending institutions, and FHA and VA appraisals,
were it used effectively,

The chief concern relative to builders control systems, or separate organizations.
established to disburse funds for home construction, centers about what controls exist
over the building control., It is understood that individuals in the control organizations
are under relatively heavy bond ($100,000,00) and a series of internal controls and
frequent reconciliations work to protect against possible losses, It should be realized
that a couple of million dollars may pass through a medium-size service in a period of
only a month, Obviously, the strongest reliance is found where such an organization
has had a long record of experience in the field and is above reproach, The complex
nature of surveying a project before acceptance under a control program, the execution
of the payments, and proper protective features for both the builder and the control
system, requires extensive experience in the field, In Nevada, it is understood that
some builder control organizations are in operation in Las Vegas, and.California organi-
zations service the Reno area, To a large extent a modified builder-control service is
offered by title companies and by some direct lenders, This report can only suggest that

there may exist a very large area for concern where such services are lacking in experi-
ence and are not adequately protected by heavy bonding, It would not be out of line to
suggest that such operations in Nevada should be investigated, licensed, and bonded for
adequate protection to all parties concerned., The report must state that insufficient
time was available for a detailed study of this facet of the construction of homes and
incidental charges to the purchasers of dwellings.,
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"As far as the purchaser of the dwelling is concerned, in all probability such a
program as outlined above has been a part of a package or informal escrow but any
consumer advantage thus gained undoubtedly i: far outweighed by the loose agreement
mentioned and the consequent numerous disadvantages to the purchaser of the home.,
Here again the buyer is the last to be considered, '

In the case of builders~control agreements between the builder-contractor and
financial institutions covering tract area sales, when a deposit receipt or escrow agree-
ment is not part of the sales transaction, a formal escrow agreement should be insisted
-upon by the purchaser of the dwelling, or at least a copy of the master escrow in lieu
of such a document, Without such an escrow agreement, and having only an agreement
to purchase at hand, the buyer will not be well-informed on charges and obligations,

In fact, on many instructions to an escrow officer the seller may "represent” the buyer
to his disadvantage, In the event the buyer of the-home stands by his agreement to
purchase as identifying the only cost obligation he has, the result may be a variety of
misunderstandings, overcharges, even chaos to the officer handling the closing,

PRACTICAL APPLICATION:

Although the closing officer supposedly acts impartially, and has the interests
of buyer and seller equally in mind, there is a tendency to make certain that he meets
the exacting requirements of the builder-seller, This is a practical matter since the
builder-seller can send much business his way and he must be cultivated, On the other
hand, the home-buyer is a one shot deal and may never have need of the services of a
closing officer or the particular institution again, Also, he is not very apt to fully un~-
derstand his rights under the terms of the sales contract, When it comes to a matter
which is not covered by the contract or escrow instructions, the closing officer is far
more apt to call the builder-seller than he is the home-buyer, on how to cover the
situation, Such common areas are certain prorations and hazard insurance,

It should also be remembered, under the terms of the sales contract, the home=
buyer will have to provide sufficient funds to cover impounds, the usual 1% fee of the
mortgagee, and a number of other charges made by the mortgage company which may or
may not be allowed under FHA and VA regulations. These charges made to the buyer,
and trust moneys (impounds) to be collected, usually are provided for in the sales con-
tract, However, the specific items, and the amounts to be collected or charged, will
come to the closing officer on a statement from the mortgagee (lender), Collections
will be made through escrow and turned over as cost items or impounds to the mortgagee
or servicing agency, The home-buyer seldom sees or obtains a copy of this statement
from his mortgagee, although on certain documents he must certify that no charges have
been made to him except as shown on this statement, The home-buyer must sign a _
certification to this effect under FHA procedure, but seldom will be shown the statement,
This ridiculous situation will be treated in more detail in chapters following,

In addition to instructions and statements from the mortgagee to the closing
officer, such officer may also receive instructions from the builder-seller to collect
certain charges from the buyer through closure, Such charges may or may not have been
agreed to by the buyer, Likewise, the buyer seldom sees such a statement from the
builder-seller and usually is only aware of these charges when a detailed closing state-
ment is made available to him, this also becoming an increasing rarity,
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In any event, the purchaser should be allowed full access to all papers and
documents in his escrow file, The mortgagor may be discouraged by thé closing officer
from seeing some of these, However, all papers in his escrow file are associated with
his purchase and he should have access to them at all reasonable times, If there are
documents involving financing the building, showing construction costs and building
profits, they do not belong in escrow of buyer-seller,

The closing officer has additional burdens under both FHA and VA cases he
handles, since these government institutions will reqﬁire a number of copies of several
documents, usually FHA or VA forms in two or more copies, Processing of these docu-
ments is such that they are sent via the mortgagee to the FHA or VA, with the mortgagee
retaining his copies, Usually the last to be considered is the veteran or home-buyer,
The mortgagee demands his copy, the FHA and VA demand their copies, but the copy
which is supposedly to be delivered or held for the.veteran or home-buyer frequently
becomes "unavailable,"” All others must be satisfied first, The buyer is given little
consideration, After all, he is only the party purchasing the home and evidently should
have little interest in the entire proceedings, The closing officer admittedly has a
sea of papers to process, He must follow instructions, statements and directives from
the mortgagee and frequently from the builder-seller, and comply with FHA or VA pro-
cedure,

SUGGESTIONS:

(1) FHA and VA should make immediate and forceful amendment to existing
regulations so that the buyer will receive all statements or directions that the closing
officer receives from the mortgage company and the builder-seller, as a result of con~-
tract provisions or in addition to them, Again, it is realized that additional paperwork
enters the scene, However, how can the home-buyer certify to certain parts of his
transaction in the absence of having at hand the information upon which to make such
certifications demanded of him by the government agencies? If it is important to have
such certifications, then it is likewise important to provide the one required to certify
with his copy so he is not placed in a position where the falsifying of a certification
becomes possible, The government agencies should make every effort to see that the
veteran or home-buyer has complete information, In the event the federal agencies
refuse to promulgage such regulations, then the Nevada Legislature could provide a law
that any mortgagor be provided with such information in connection with FHA or VA
loans or any and all forms of home mortgages,

(2) Mention has been made that FHA and VA do not require that copies of any
escrow agreements be made available to them, The two agencies should move immedi-
ately to require that they shall be provided with copies of any escrow agreement, Only
with this at hand can either FHA or VA be assured that the mortgagee is not charging
the home-buyer certain costs to which he has not agreed in these documents, FHA and
VA currently review the mortgagee's charges for items FHA and VA will not allow, But
how can they, in the absence of an escrow document (where a deposit receipt has not
been used) know that such allowable charges have been agreed to by the home-buyer?
They may very well be allowable FHA or VA charges on the mortgagee's statement to the
FHA or VA, but have they been agreed to and are they provided for as charges to the
buyer under the terms of the escrow agreement, sales contract, or deposit receipt?

(3) In those cases where a master escrow agreement is entered into by the builder-
seller to cover a number of sales in one tract under a builders-control program, the FHA
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and VA should likewise require that the home-buyer be provided with a copy of such
master escrow (or an individual escrow agreement), In no other way will the buyer be
aware of what charges and prorations he should expect on his closing statement, FHA
and VA should also require that they be furnished with the master escrow agreement (or
individual escrow) to provide them with information enabling them to check on charges
made to the mortgagor, as suggested heretofore,

The areas of concern mentioned in these three suggestions form an important
missing link in any interests FHA and VA may have in their policies offering the veteran
or home-buyer some measure of protection, The buyer has a false sense of security
when FHA or VA is reviewing his cost factors, Under a conventional mortgage, he would
realize he is entirely on his own,

(4) In view of the possibility for irregularites, builders-control services should
be considered by the Legislature with a view toward state licensing and bonding for
adequate protection to all parties concerned,

(5) As a final suggestion, and one which will eliminate pumbers (2) and (3),

this report strongly recommends that both FHA and VA move immediately 1o require
that deposit receipts be employed in all cases where a mortgage transactiop is to be

guaranteed under their programs,

The second and third suggestions present an awkward situation which could
develop whereby these agencies would be charged with examining both a purchase con-
tract and an escrow agreement, As heretofore pointed out, there is a dangerous miss=
ing link between the two documents in the first place which can only be covered by a
properly prepared and executed deposit receipt,

There is no question that a deposit receipt which covers all the provisions of
the sale, including full detail on all closing costs, impounds, prorations, etc., is
highly desirable and necessary, Such a document would eliminate the possibility of a
home-buyer (after his signing of a purchase contract) being impressed with escrow pro-
visions he has not agreed to, This would also necessitate the correlation of provisions
of any "informal escrow package agreement” with a purchase contract so that the buyer
would know what is required of him in advance of his signing a contract,

The suggestion is also made that FHA and VA would do well to provide a stand-
ardized deposit receipt contract form and require that it be employed in all mortgage
transactions being prepared for government insurance or guarantee, Such a contract
would cover all possible matters concerning the sale, how various costs were to be
handled, and would itemize all closing costs, impounds, prorations, and credits, Cer-
tainly, with such a general form, both FHA and VA could quickly determine what the
mortgagor had obligated himself for and what charges are to be made to him from among
those authorized by either FHA or VA, The VA has proceeded part way in this direction
with the application of its Form 26-1802, which, on the reverse, goes into many of
these details, However, it is not in the form of a basic contract of purchase and does
not go far enough, It is entirely possible that standardized regional or state deposit
receipts would have to be established as now utilized by various FHA-VA deeds of trust,
In any event, a salutary service would be rendered the veteran and home-buyer by such
FHA and VA interest in his protection, afforded by such a deposit receipt requirement,
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"By employing such a standard deposit receipt FHA and VA could also protect
against, and even eliminate many questionable practices, For example, the matter
of placing hazard insurance as identified in Chapter XIV could be regulated by the
proper selection of a method by the home~buyer or veteran on such a standard FHA-VA
deposit receipt,

This report would also strongly suggest that both FHA and VA require that a copy
of this executed deposit receipt be reviewed by their regional offices at the time they
processed the loan and endorsed it for insurance or guarantee, With this deposit receipt,
along with the mortgagee’'s statement of charges made to the mortgagor (as now required)
federal agencies would be placed in a position to determine whether the mortgagee's
charges were ones agreed to by the veteran or home-buyer, regardless of whether they
are charges FHA or VA would accept. With the employment of standard FHA and VA
deposit receipt forms, such processing would be highly efficient,

This report, in the absence of a governmental move to require a standard de-
posit receipt, must point out that both FHA and VA now require cumbersome processing
by their regional offices (prior to endorsement for insurance) by the use of mortgagee
statements, copies of the sales contract, following escrow instructions, or non=-stand-
ardized deposit receipts, Such processing, due to the vast variety of contracts, agree-
ments of purchase, and deposit receipts, could be difficult and actually require legal
analysis to determine the relationship between these documents and the mortgagee's
statement of closing charges made to the mortgagor, It is the elimination of this awk-
ward development which the suggested federal form of standard deposit receipt contract
could completely eliminate,

This report is aware that FHA and VA may not be overly interested in the
veteran or home-buyer®s position in regard to the host of practices identified in this
report which work to his disadvantage, many of which are unauthorized by either FHA or
VA and likewise no obligations which the veteran or home=-buyer has agreed to in his
contract, However, the Congress, if properly informed may take a different view,
It is strongly suspected that most Congressmen would be greatly disturbed to know the
variety of costly practices and misrepresentations being impressed upon their constitutents,

In a chapter toward the end of the study will be listed the originals or copies
of many documents which the home-buyer should insist upon having, particularly those
which FHA or VA now provide that he should have, At that point, suggestions will be
made as to how the home-buyer could be guaranteed delivery of these important docu-
ments,
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CHAPTER XI

DEED OF TRUST, DEED OF TRUST NOTE, DEED TO PROPERTY

These three documents are of basic importance to both mortgagor and mort-
gagee, The manner in which they dre executed (two of them recorded) and finally dis-
bursed, is of special interest to this report,

The deed of trust and deed of trust note, are FHA or VA forms which are uni-
form within a state or region where employed, The FHA forms are numbered 2146m and
9146, and the VA forms numbered 4-6326 and 4-6326a, for the deed of trust and deed of
trust note, respectively,

PRACTICAL APPLICATION:

Usual practice is to have the mortgagor sign the deed of trust and note, after
appropriate information has been filled in on the FHA and VA forms identifying the
lender, the amount loaned, method of repayment, rate of interest, and term of the
loan, The deed of trusi will incorporate the terms of the note, identify the property
associated with the obligation, and will set forth agreements (18 in number) on the
FHA form and (16) on the VA form, which are agreed to by the mortgagors,

It has come to our attention that, in some cases, the mortgagors are being
asked to sign large numbers of FHA or VA forms which are not properly filled in and are,
in effect, being signed blank, It is possible that some of these forms may well be
deeds of trust and deed of trust notes, Obviously the practice has inherent dangers to
mortgagors, since unscrupulous persons could easily take advantage of such a blank
“check,"” The lender will require the note and deed of trust to be executed by the mort-
gagor prior to his making the loan, This is normal procedure and the mortgagor should
not feel this is unusual if the note and deed of trust are fully completed to indicate the
correct amount of the loan and all of its terms and obligations,

Banks, savings and loan associations, and title or escrow companies handling
the transaction should have the deed prepared, original and copies of the deed of trust,
and original and copies of the deed of trust note, at hand when closing the escrow, On
the day of closure, or if too late on that day then the following business day, the es-
crow officer will record the deed and deed of trust at the local county court house,
Usually he {nstructs that they be returned to the title or escrow company after recording,
Upon receipt of these documents from the court house, the officer closing the transaction
will then disburse the recorded copies, The original deed, properly recorded, will be
sent to the mortgagor, Customarily the original deed of trust is sent to the mortgagee,
along with the original deed of trust note which was not recorded since its terms are
incorporated in the deed of trust, The veteran or home-buyer will have received his
copy of the deed of trust and note at closure, if there are enough copies left to go
around to all interested parties, Frequently he will be minus one or both of these,

SUGGESTION:
FHA and VA should move to provide in their regulations directions for the dis-
bursement of the original and mortgagor's copy of the deed of trust and deed of trust

note, The regulations should provide that the mortgagee receive the original deed of
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trust and the original deed of trust note, with the deed to the property remaining with
the mortgagor, as is now done in the practice.

The proper receipt of the mortgagor's copy of the deed of trust, note, and
original deed to the property, would be provided for by application of the "transmittal
to the mortgagor at closure form™ suggested in Chapter XXXII, which lists most of
those documents to be received by the mortgagor at or subsequent to closure,

FHA Trust Deed Versus Conventional Trust Deed

We are mindful of the fact that the primary purpose of a trust deed is to secure
the repayment to the lending agency of the money loaned to finance construction or
provide purchase money., However, they also constitute a device by which a family
possessing only a small amount of money, generally oaly the down payment, and often
only closing costs, can acquire a home,

1t would seem proper then, in view of this dual purpose, that the trust deed pro-
vides adequate protection to the lender without unnecessarily onerous and hazardous
provisions on the part of the home=~owner, the borrower,

The FHA trust deed provisions could only have been conceived by a board of pawn
brokers, or by a group having the concept of pawn brokers. For the purpose of demon=
strating how onerous the provisions of the FHA trust deed are the following selected
items are presented from a study of FHA, California and Nevada forms,

A comparison of the three will show that the title companies in the two states
have determined that the numerous overly burdensome provisions contained in the FHA
trust deed are not necessary to adequately protect the lender, To clearly show the
difference between the FHA and conventional trust deeds, we hereafter set out in
parallel columns, provisions from both types of trust deeds,

FHA Trust Deed Conventional Trust Deed
Secures repayment of not only the $ loaned Secures "performance of each agreement
with interest and all advances or expendi=~ of trustor incorporated by reference or
tures "as herein provided, " but in addition contained herein; payment of the indebted=-
~all other proper costs, charges, commis~ ness evidenced by one promissory note of
sions, half commissions and expenses.,” even date herewith, and any extensions or

renewal thereof,” (Note: The "indebted-
ness"evidenced by the promissory note, and
"the performance of each agreement of
trustor: is what is secured by the conven=
tional trust deed,)

Whereas in the FHA Trust Deed, in addition to what is provided by the note and trust
deed, it is required that trustor pay "all other proper costs, charges, commissions, half
commissions and expenses,” No provision provides just who is to determine what are
"proper costs, charges, commissions, and half commissions, "nor the amount thereof™.
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FHA Trust Deed Conventional Trust Deed

Paragraph 1, p. 2 No such provision
Privilege reserved to pay debt in full Generaly the note merely provides that the
ptior to maturity., But, if debt insured obligor shall pay an agreed monthly amount
under FHA then a prepayment penalty "or more” with no prepayment penalty.
is exacted in a sum equal to 1% of the Prepayment penalties are often provided,
original debt which is paid to Federal ‘but to compensate the lender for loss of
Housing Commissioner, a long-term loan,

Paragraph 2 (a) No such provision

Mortgage insurance premium payable 1/12
of total charge each month,

Paragraph 5, p. 38 Paragraph 2

Insurance loss may be used to rebuild Same,
or reduce indebtedness,

The two provisions are very similar; the only difference being that on the FHA Deed
of Trust about ten times more verbiage is used than in the conventional trust deed. The
reason for including a comment on these provisions is to call attention to the possible
need for remedial legislation, The sole intent of Congress in the enactment of the
Housing Act was to make it possible for families, particularly in the low income brackets,
to acquire decent homes in which to live and rear their families,

Repeated inquiry has shown that most all such home=-buyers are completely ignorant
of the meaning of these insurance provisions found in such documents, The buyer, having
paid for the insurance, believes that in the case of loss, theproceeds of the policy will
be used to rebuild his home, It is true that in many cases this is done, It must be
noted, however, that the lender has no obligation so to do, He can ignore the home-~
owner~borrower and apply all the insurance proceeds to the reduction of the indebtedness,
Here, again, all protection for the lender and none for the borrower., Why shouldn't
there be a requirement that the proceeds be used to restore the destroyed or damaged
building? Furthermore, it would seem only fair, to provide specifically for an amount
of insurance, rather than permit the beneficiary to fix the amount thereof, If it be
argued that a fixed sum, as provided in NRS 167.030 might subsequently prove insufficient,
then it could be provided that the insurance should equal the replacement value, and
in the event of loss, the proceeds must be used to restore the dwelling., Nevada trust
deeds provide for a specific amount of insurance,

FHA Trust Deed Conventional Trust Deed

Paragraph 8, p,3 ' No such provision

If loan be found to be not eligible,
lender may declare entire debt to be
immediately due and payable,
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why lead the borrower into such a financial mess? He often has sold another place
to procure the down payment, and incurred substantial expense in moving and furnishing
the new home; then awakens with a financial headache for which he has no remedy

whatever,

wouldn't it be far more desirable to determine eligibility before the home-owner
assumes the new indebtedness that may bring him to financial ruin? Reason would seem

to dictate such a course,

It is strongly suggested that FHA should move to eliminate or modify these pro~-
visions identified, Likewise, VA forms should be subject to similar revisions where

necessary.
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PART 11

COSTS, CHARGES AND CREDvITS

This section of the report describes how a dwelling purchase transaction is
finally closed, and what charges, costs, and impounds are extracted from the veteran
~or home-buyer, This Part II traces the events important to the buyer while the trans-
action is in "escrow” and the final results immediately after closure and assumption
of the home by the purchaser, under either FHA or VA programs,

Particular attention will be given to the variety of charges made to the veteran
or home-buyer as well as a survey at the outset of what FHA and VA provide by way of
general regulations which allow certain charges and at the same time supposedly pro-
hibit other charges being made to the mortgagor, Certain questionable practices are
emphasized and suggestions are offered to eliminate them,
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CHAPTER XII

FHA AND VA REGULATIONS COVERING ALLOWABLE CHARGES TO THE
HOME-BUYER AND CERTAIN ABUSES

CLOSING STATEMENT OF CHARGES AND CREDITS

At closure, a copy of a detailed and itemized statement of charges and credits
which have been made to the home purchaser should be made readily available to the
buyer, Only be reviewing this can the buyer be sure that certain charges, possibly not
provided for in his purchase agreement, have not been made to him, He should also
review the statement to see that he has been given proper credit for all deposits he may
have made in connection with the purchase, Under some agreements he will have
particular reason for reviewing the statement since there may have been stipulated a
precise amount for which he is responsible such as "total closing costs,” The sum of
his charges for such closing items should not be greater than the amount he obligated
himself to pay under the terms of the purchase agreement,

When a dwelling changes hands the usual practice makes available to the pur-
chaser a copy of a closing statement indicating in detail the charges and credits made
to the seller, However, this is not common to most FHA and VA closures on sales type
homes in Nevada, For the purpose of clarity and a full understanding, both parties
should receive copies of seller's and buyer's closing statement, setting forth in detail
all moneys collected, how they were disbursed, and all charges and credits to both
parties, Only in this fashion can it be made clear to the buyer that the closing officer
has followed instructions correctly and made proper charges and credits, particularly
in regard to instructions where the buyer and seller are splitting a cost or fee,

PRACTICAL APPLICATION: The buyer seldom receives a copy of the seller's
statement and frequently his own statement of charges and credits will not be itemized,
At best, the mortgagor usually receives only a condensed statement of closing costs
and credits,

SUGGESTION: FHA and VA should move immediately to require that itemized
closing statements of charges and credits made to both buyer and seller be made avail-
able to the veteran or home-buyer, These would be required under the suggested trans-
mittal of closing documents form, suggested in Chapter XXXI1I, '

ALLOWABLE CHARGES:

Both FHA and VA regulations provide for certain charges and costs to be made
to the veteran or home~buyer under their insured or guaranteed mortgage programs. In
practical application, these charges may be made by the bank, savings and loan associ-
ation, title or escrow company, or by the mortgagee, Frequently charges are unauthor-
ized, or the party making them has no authorization to make them under FHA or VA
regulations,

The matter of impounds or trust funds collected through escrow, which remain
the property of the buyer and are placed to his credit to cover costs for taxes, insurance,
and FHA premium charges, are dealt with in separate chapters. Likewise, the matter
of how the home-buyer will (in most cases) be paying for "points” or a discount on his
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loan is treated in a following chapter, A separate chapter also is devoted to charges
being made without either FHA or VA authorization under their regulations,

The balance of this chapter will review by section each area of an allowed
charge to be made to the mortgagor, In each section, both the FHA and VA regulation
covering the type of charge is given, the actual practice reviewed, and suggestions
given to prevent such abuses as may be in operation,

At the outset it should be indicated that both FHA and VA set forth at two
places in official publications of these agencies what charges and fees the mortgagor
may be assessed. FHA has established allowable charges in FHA regulations, Section
203, paragraph 203,27 entitled "Maximum charges, fees or discounts,” Also, in an
official Mortgagees' Handbook, "A Section 203 Guide for FHA Approved Mortgagees, "
FHA sets forth allowable charges to be made by the mortgagee in Chapter XI, Paragraph
1101, VA, in a combined publication, VA Pamphlet 26-7, dated August, 1961, entitled
"Lenders Handbook, " covers the matter of charges to the veteran mortgagor in Part I,
Paragraph 4161, Part Il of this publication contains the official VA regulations for
Guaranty of Loans to Veterans and covers charges in Section 36,4312 entitled, "Allow-
able Charges and Fees,"” Not available in the VA publication in either Part I or Part
IT is the "approved schedule for a particular area,” Such a schedule is available through
the VA regional office serving the particular area involved, The schedule effective
in all counties of Nevada is precisely similar to that set forth under VA regulations
Section 36,4312 at Part I of said section with the exception of the elimination of
number (8) and the addition of two specifically authorized charges, These are charges
to the buyer for (a) Tax Service, and (b) Termite Inspection Report,

If the buyer of a home could review all the letters, papers, documents, and
various cost statements involving disbursements and receipts which form the bulk of
the papers the closing officer has as a part of the file on his home transaction he would
be astounded. The welter of these documents covering the transaction from inception
to final closure (and on past that date) make such negotiations a study in depth, To
thread through every segment of the transaction with a full understanding of just what
has happened, the reasons for it, and where the authorizations rest, requires dedication
to a task usually well beyond the training and understanding of the average purchaser
of a dwelling, As a matter of fact, the ordinary person should be considered well
posted if he can comprehend the papers, closing statement, and documents signed by
him or given over to him during the course of his acquisition of his home, In the event
he has requested (or has been furnished) an itemized closing statement indicating charges,
trust impounds, and credits, he will be a rare person if all of these entries are clearly
understood by him,

A meticulous person, wishing to review his closure to find out if possible errors
of a mechanical nature (or otherwise) have been made undoubtedly will have a number
of questions to put to the closing officer who handled the matter, Cooperation of these
officers usually is such that most questions can readily be answered and requests for
additional information complied with, However, depending on the nature of the con-
tract and any following escrow instructions, the availability of all information contained:
in the escrow may be a question, Closing officers are loath to divulge information
which has a bearing on builder costs, or may contain a reference indicating the builders
policy on discounts, insurance, interim financing, etc, Information from such docu-~
ments, statements, and cost factors, may not be given to the purchaser even though
the information has to do with his own home and though he may be paying for his own
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escrow service., As a rule copies of such papers are not furnished to the purchaser,

An extremely lax sitvation exists in regard to just how FHA and VA actually
review charges made to the veteran or home-buyer under their programs. Neither of
these agencies requires that a copy of escrow instructions, if any, be sent to them (in
cases where deposit receipts are not used) so that such a document can be examined at
the time FHA and VA reveiw charges made to the mortgagor, What they do have (and
require) is a statement from the mortgagee indicating what charges have been made,
Many mortgagees will comply with this requirement by sending a copy of the closing
statement to FHA or VA, or they may prepare a statement from this closing document,
However, neither the closing statement nor a statement made from it necessarily cor-
relate with what the buyer may have or may not have agreed to pay in the escrow docu-
ment or deposit receipt covering the transaction, FHA and VA may meticulously examine
the mortgagee's statement and determine without question of a doubt that each charge
to the veteran or home-buyer has been one which, under either FHA or VA regulations,
is allowable, Charges which are allowable, but not agreed upon as charges which the
home=-buyer has accepted under the terms of the escrow agreement or deposit receipt,
do not become evident to FHA or VA via such areview,

In connection with this concern, our Counsel Bureau directed the following
question to the FHA administration in Washington:

Is there currently any required procedure established by FHA which would disclose whether or
not fees and charges made to the home buyer through escrow, and otherwise allowed by FHA,
have in fact been charges which the buyer has agreed by written instrument to accept and
pay for?

The answer received from FHA in Washington was as follows:

There is currently no required procedure established by FHA to disclose whether or not fees
and charges made to the buyer through escrow and otherwise, have in fact been charges
which the buyer has agreed by written instrurnent to accept and pay for, However, since

the mortgagee furnishes the FHA insuring office with information relative to fees and charges,
we accept its presentation as fact unless this information is subsequently amended by the
mortgagee, In addition, a copy of the closing escrow account is submitted to FHA and we
are, therefore, able to review the charges and fees paid by the mortgagor at closing,

The above reply to the Legislative Counsel Bureau indicates that FHA does
have available the closing statement for review and also information relative to charges
and fees made to the home buyer, However, it still fails to indicate that FHA has for
its reveiw any escrow document indicating what the home-buyer agreed to pay, In the
absence of such a document or a deposit receipt at this stage of processing, FHA does
not know precisely what charges (in addition to those identified in a sales contract) have
been agreed to by the home-buyer in a following escrow document, All FHA does know
is that a certain fee or charge, if presented to them as a charge against the mortgagor,
would be one acceptable under their regulations, In the absence of such an escrow docu-
ment, the mortgagor can be charged fees and costs which he has not agreed to pay in a
simple purchase agreement but happen to be acceptable charges as far as FHA is concerned,
The net result is, he has no guarantee that he will not be charged in excess of that which
he has agreed to pay, The FHA procedure only protects him against charges and fees
which FHA does not allow, agreed to or not, VA procedure is similar, and does not
properly protect the veteran,
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PRACTICAL APPLICATION: There is no way of knowing just how serious this
situation may be without a review of most closures made during a period of time in
several areas of the state, Suffice it to say that a good deal of latitude certainly is
allowed and a serious situation exists which could be used to the disadvantage of the
home~-purchasing consumer in unscrupulous practice. "

SUGGESTION: It is strongly suggested that both FHA and VA immediately move
to require that where a deposit receipt has not been used, any escrow agreement in the
case being examined be made available to them in addition to their receipt of the sales
agreement, Furthermore, both FHA and VA should move to direct the regional offices
to examine these escrow or deposit receipt documents at the same time ‘they review
the mortgagee's statement of charges and prevent the charging of cost items to the
veteran or home-purchaser which he has not agreed to in his contract,

It is realized that in connection with some sales, an escrow agreement may not
be entered into until after FHA or VA approval of the mortgagor, However, in such
cases FHA and VA should require their copy of the escrow agreement prior to their
endorsement of the loan, for their review,

AREAS OF ALLOWABLE CHARGES UNDER FHA OR VA

Section 1, (Application Fee)

Under FHA, the mortgagee is allowed to charge to the home~buyer the cost of
the application fee ($20), This fee is collected by FHA when an application is filed
for a commitment from FHA to insure a FHA loan,

Under VA, the veteran is allowed to accept charges for a VA appraisal fee
(if made specifically for the veteran) and VA compliance inspection fees, These fees
are similar in nature to the FHA application fee, and treated in much the same way,

PRACTICAL APPLICATION: In many cases involving sales type homes in tract
areas, the builder-seller will have submitted this application many months prior to the
buyer entering the picture and prior to the actual construction of the home, This will
be necessary so the builder can obtain a conditional FHA commitment, line up financing,
and, in fact, have substantial information upon which to develop his tract area in gen-
eral, In effect, the builder-seller absorbs this cost, Technically the mortgagee would
have made the application and have paid the fee, but the builder-seller will have done
so in advance, The mortgagee has no funds to recover so is not interested in charging
the home-buyer for this application fee at closure., In some cases, where a builder-
seller is selling under both VA and FHA, he may have made original application for a
VA commitment only, When a buyer wishes to purchase under FHA, then the mortgage
company may make application to FHA and pay the $20 application fee, However, the
mortgage company usually will bill the builder-seller for this amount and the home-
buyer will not be charged for this application fee, Comments in regard to the FHA
appraisal fee apply also under the VA program for the VA appraisal fee, as modified,
and compliance inspection fees, However, the VA inspection fee for compliance is a
fee which frequently is charged to the veteran, '
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Section 2. (Origination Fee - Not to exceed 1%)

Under FHA, the mortgagee is allowed to charge the home-buyer an amount not
to exceed 1% of the mortgagee's loan in the case of existing tract type dwellings, This
is a flat fee charge for the mortgagee's expenses incurred in originating and closing the
loan, The same authorization exists under VA regulations, with the further stipulation
that this flat charge shall be in lieu of all other charges relating to costs of origination
not expressly specified elsewhere by VA regulations, A 2 1/2% charge is allowed under
FHA on property under construction or to be constructed where the mortgagee makes.
partial disbursements, VA also allows a higher percentage charge under somewhat simi-
lar circumstances,

PRACTICAL APPLICATION: Although the fee is stated as not to exceed 1%,
cases examined indicated that mortgagees were charging the full 1%, The charge is
stated on closures as an origination fee, origination charge, flat allowance, loan fee,
etc, VA requires that the fee be reasonable and customary, FHA does not, In practice,
a mortgagee under FHA could charge a full 1% as most do, however, such 1% charge might
not be customary in the area, VA protects the veteran on this point,

Although it is common to the mortgage loan industry, such a charge for doing
business with a customer is hard to understand, In effect, it is quite similar to a
customer making a purchase at some retail store with the store charging the customer
for having made the purchase at that establishement, 1f such a parallel is drawn to the
attention of the mortgage loan industry, they immediately point to overhead and cost
associated with making and closing the loan, a fact that is obvious and cannot be denied,
It should be emphasized that the shopkeeper also has an overhead, However, the differ=
ence lies in the fact that the ordinary businessman selling at retail has already incor-
porated his overhead in the price of his wares at retail, Evidently the mortgage com-
panies are not quite so straightforward and have calculated that they will express most
of their return as a rate of interest, masking additional amounts which they feel neces-
sary in the guise of an origination fee, as well as a much larger discount or points
charge (covered in a following chapter), The net result is a higher rate of return to
the mortgage company, Just why it is not made a straightforward cost, and full incor-
porated into the rate of interest, is not overly clear. The following may offer some
explanation:

(a) Incorporating all the mortgage company return necessary into one
stated rate of interest might make the loan appear not quite as '
attractive to some, It is a psychological matter,

(b) The incorporation of all return necessary into a single charge as
a rate of interest would, especially here in the west, increase
the already wide spread between the guaranteed rate of interest
under FHA and VA (5 1/4%), and a rate of interest compatible
with market conditions,

(c) The employment of the origination charge is a sales technique or
"gimmick"” which assists the mortgage industry to6 shadow the true
cost of loans in general, It makes the terms of the loan more
appetizing to the customer and does not generate the resentment
that a higher rate of interest might,
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(d) It should be kept in mind that the 1% origination fee is not equal
to 1% of interest covering the term of the loan, Just what it would
be equal to as a cost to the consumer would depend on the length of
time the loan was kept by the home=-buyer, However, as an added
charge by the mortgage companies, they calculate the average time
that loans in certain categories normally are held and figure a
return necessary from that standpoint, Evidently the mortgage
companies feel it necessary to obtain the limit allowed under FHA
and VA regulations,

SUGGESTIONS: It is strongly suggested that no irigination fees of any sort be
allowed to be charged to the FHA or VA home~buyer, ’Lhis'is not to suggest that the
mortgage companies be deprived of anv returns which they feel necessary to originate
the loan, Only with elimination of the origination fee and other practices can the
FHA and VA home=buyer be expected to draw comparisons, if he is in a position to
"shop for money,” or if he is taking what is offered in a tract area, being aware of
what he is paying as a true rate of interest, The matter will be discussed further
under points or discounts, revealing an even larger misrepresentation, In Chapter XXI,
"Suggestions for Elimination or Control of the Discount,” a suggested possibility is the
employing of this fee as a safety valve, ’

Section 3, (Recording Fees)

Under FHA regulations, the mortgagee is allowed to charge the home=~buyer for
recording fees, recording taxes, or other charges incident to recordation., Under VA
the veteran is allowed to accept such charges from the escrow or title company., Deed-
recording is of primary concern to the mortgagor, while the recording of the deed of
trust is a concern of the mortgagee, Both FHA and VA specify that such charges must be
limited to those which are reasonable and customary, Obviously, just what constitutes
a reasonable charge must be determined in an arbitrary way by the Federal Agencies,
What might appear to be reasonable to one person might not appear to be reasonable 4
to another, particularly depending on whether the party was making the charge or
being charged., The matter of what is customary should be more readily determined,
1f the charge has been made in the area for some time, and such custom has been
established, then it would be reasonable to assume that it is "customary,”

PRACTICAL APPLICATION: Recording fees for deeds, deeds of trust, and assign-
ments are common to most FHA and VA transactions in Nevada, The fees are, however,
not paid by the mortgagee in many cases but are a cost to the escrow or title company
handling the escrow, with that company paying these recording fees, 1In turn the
escrow or title company charges these recording costs to the veteran or home=buyer.
However, FHA regulations specifically identify that only the mortgagee is allowed to
collect for such recording fees, In the mortgagee statement of charges to the home~
buyer (sent to the escrow officer) such charges are not listed as collectable from the
mortgagor, The mortgagee, in fact, would not know necessarily what these charges
are., Thus, in such cases, the escrow or title company makes the charge to and collects
from the home=buyer without any authority from FHA, The escrow or title company is
not even acting as an agent for the mortgagee when he charges these fees to the home=
buyer, The escrow or title company is charging the FHA home-=buyer for costs it has
incurred itself, Clearly, the recording fees charged to the home=buyer by any title
or escrow company on FHA guaranteed loan closures, are being made without authority
from the federal guaranteeging agency, Under VA regulations, the veteran may pay such
costs at closure to the escrow or title company, since the mortgagee is not identified

exclusively,
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Another matter which should be identified in connection with recording fees
charged to the home-buyer is as follows, In the event of both FHA and VA not having
at hand a copy of any escrow agreement associated with the sale, neither of these
agencies can be assured that the recording fees allowable by FHA or VA have actually
been agreed to by the buyer as charges he is accepting in association with the trans-
action where deposit receipts or detailed sales agreements have not been employed,

SUGGESTIONS: Again it must be suggested that both FHA and VA move to
require that they be furnished with a copy of any escrow document used in the trans~
action, Only in this way can it be reasonably assured that the veteran or home-buyer
is being charged for acceptable fees and which he has agreed to pay, _At the moment,
both FHA and VA are only reviewing what they feel to be a justifiable charge under their
regulations, but doing so in many cases with complete ignorance of what buyer and seller
may have agreed in regard to who will pay for certain charges and costs,

On all FHA cases immediate steps should be taken to prohibit anyone but the
mortgagee from charging the home-buyer for any recording fees whatever, as now pro-
vided by FHA regulation but not enforced, If it be the intent of ‘'FHA that the home-buyer
be allowed to be charged for these fees by those other than the mortgagee, they should
modify their regulations to allow certain charges to be made by any escrow or title com-
pany that may be closing the transaction,

Section 4, (Revenue Stamps - Notary Fees)

In regard to recording fees, under FHA and VA regulations, provisions contain
authorization for the home-buyer to be charged for "other charges incident to recordation, ”
Commonly these other charges will be for Federal Revenue Stamps (in FHA cases only)
and for notary fees, Under FHA regulations, only the mortgagee may make such a charge
to the home-buyer, Under VA regulations, the veteran may accept tham as charges from
the mortgagee or any escrow or title company, ‘

PRACTICAL APPLICATION: Federal Revenue Stamps and notarization of docu-
ments associated with the transaction are a prerequisite to their being recorded, - Record-
ing cannot be accomplished without these stamps and this service, In many cases, the
escrow or title company will pay for these costs and charge the home-buyer for them at
closure, The charge should be actual, However, under FHA regulations, only the mort-
gagee can charge these to the home-buyer and under VA no Federal Revenue Stamps may
be charged to the veteran, _Also, it should be kept in mind that the escrow instructions
executed by the home-buyer may not have made him liable for these costs, even though
FHA and VA have provided for some of them. In Nevada it is customary that the seller,
not the home-buyer, pay for the revenue stamps, therefore in this state this practice
should be carefully examined by FHA before they allow the charges to be passed on to
the mortgagor,

SUGGESTIONS: Again, in many cases the FHA and VA would have to be in
possession of a copy of any escrow agreement or a deposit receipt to determine whether
the home-buyer has accepted the charge, this before a determination could be made
that it is an acceptable charge and one agreed to by the mortgagor, FHA should immedi-
ately move to enforce their own regulations and prohibit anyone but the mortgagee from
collecting the charge, or move to change their regulations if it is their intent that the
home-buyer be allowed to absorb such costs,
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Section 5, (Credit Report Charge)

Under FHA regulations, the mortgagee is allowed to charge the home-buyer for
a credit report, Under VA, the veteran is allowed to accept such charge not limited
to that made by the mortgagee, ‘

As pointed out in Chapter V, under FHA this charge is referred to in the singu-
lar "report” in their regulations, and in the plural "reports” in the FHA handbook,
Under VA refcrence is made solely to a "report,”

PRACTICAL APPLICATION: 1n some cases the credit report cost will be collected
by the builder-seller at time of earnest money deposit, In other cases the mortgagee
will order the credit report and charge the home-buyer for this report on his statement
to the closing officer, in effect collecting the credit report fee through closure,

Again, it should be noted that only the mortgagee has the authority to charge
for and collect credit report fees under FHA, The builder-seller has no such authority
except under VA regulations, ’ ‘

In practice, the home-buyer may pay for as many as three credit reports,
Obviously an initial credit report is necessary to initiate action to furnish both mort-
gagee and federal agency with required information upon which to base their action
toward making, insuring or guaranteeing the loan., .Frequently it develops that some
time may elapse between the time the first credit report is made and the time when the
mortgagee may transfer his loan to the Federal National Mortgage Association, or to an
independent secondary market company, FNMA, and many private companies, may not
accept such transfer to them without having an up-to-date credit report on the mortgagor,
In that case, there must be a second credit report, However, the cost of this second
credit report is almost always back-charged to the veteran or home=-buyer, The back-
charge covers a transaction taking place after closure and is a cost associated with a
transaction between two parties, neither of whom is the home-buyer, The charge for
2 second credit report is not a proper charge to the mortgagor, The mortgagee may
argue that he also wishes to have an up-to~date credit report prior to his disbursement
of funds at or near closure, However, the primary reason for this second credit report
charge is almost always due to a requirement of the secondary market, most frequently
a FNMA requirement,

It is conceivable that three credit reports might be charged for in the event
the transaction consumed an unusual amount of time, and that all three would be charged
to the home-buyer, However, the incidence of a third credit charge (or credit charges
totaling more than double the amount of a single charge) stems from the possibility of
the need of a "foreign” credit report, This will occur where the mortgagor is new in
the area and most of his background and credit references will be located in another
state, The charge for one "foreign" credit report may run to more than double that of
a local credit report charge,

In this connection, the information contained in Circular Letter No, 97, issued
on April 17, 1962, by the FHA district office in Reno, Nevada, under "II, Submission
of Closing Documents, " is of interest: :

+ + o Itis also requested that mortgagees show the beginning and ending dates of interest and
rental charges, and an explanation when the charge for the credit report exceeds $7, 50,




SUGGESTIONS: FHA and VA should immediately move to prohibit a charge
for more than one credit report, under the terms of their own regulations, by augment-
ing the singular form of the word "report” to indicate, without any possibility of mis-
conception, that this is a charge for one, and only one report, FHA in particular should
adjust its Mortgagees' Handbook to reflect the same language as contained in FHA regu-
lations which specify a single credit report,

If it is the intent of both FHA and VA that the words "credit report” are in-
tended to mean the sum total of all credit reports necessary to establish the financial
stability of the mortgagor, then FHA and VA should very clearly indicate that no charges
for any credit report (or credit reports) shall be made to the home-buyer that are pri-
marily for the purpose of satisfying the requirements of secondary market government
agencies or private companies,

Builder-seilers should be expressly prohibited by FHA from collecting a credit
report fee from the home-buyer since they have no authorization to do so, Immediately
this would eliminate the possibility of such a collection not being credited properly to
the mortgagor on his closing statement by the closing officer, Likewise VA should
clearly identify- those who may make charges to the veteran for a credit report,

Section 6, (Survey Charge)

Under FHA, the mortgagee is allowed to charge the home-buyer for a survey.
Under VA, the veteran is allowed to accept such a charge from the mortgagee or others,

PRACTICAL APPLICATION: In cases of sales type homes in tract areas being
insured by FHA or guaranteed by VA (the type of home being studied in this report) the
mortgagee seldom, if ever, makes such a charge since, as a mortgagee, he does not
require a survey to be made on a finished dwelling, Sometimes a mortgagee will
require such a survey on spot loans on second-hand homes or homes to be constructed,
For that reason FHA and VA include such a charge in their regulations which the mort-
gagee or others may make to the home-buyer,

Section 7, (Title Costs)

Under FHA, the mortgagee is allowed to charge the home-buyer for title exami-~
nation and title insurance, Under VA, the veteran is allowed to accept such charges
from any party. ’

Rate schedules of charges for issuing insurance covering title to the property
are established by title companies doing business in Nevada and filed with the Office of
the Insurance Commissioner, The filing of these fees and charges, which also include
costs for providing a wide variety of services by the title companies, is thus made public
and the Commissioner is aware of what charges are being made by the respective com-
panies, The Commissioner does not, however, have any authority to review the schedule
of charges with a view toward indicating what charges, if any, he may feel are excessive,
No authority is vested in the Commissioner by administrative decision or otherwise
enabling him to alter in any way such charges filed by the companies,

It is significant that all the schedules filed by the maior companies doing
business in Nevada are identical in verbiage, presentation, and charges, and cover some
48 pages. They differ only in matter of typography and other physical attributes,
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Of particular significance, and of major importance to anyone searching through
these schedules of charges to make sure he was properly charged, is an introductory para-
graph-on page 1 of general rules, which states as follows:

The charges set forth herein are minimum charges, Additional charges will be made when unusual
conditions of title are encountered, or when special risks are insured against, or when special
services are requested,

An examination of this statement makes it clearly understandable that schedules
of charges must be viewed as minimum and, at the discretion of the title company,
may be departed from in any situation they may consider "unusual, "

The matter of who pays for the title insurance is determined by instructions
which should be contained in the deposit receipt or escrow agreement,

In cases where an informal escrow is operative the directions from the seller
may indicate that the charge for the policy be borne by the purchaser of the dwelling,

PRACTICAL APPLICATION: Here again, where a title or escrow company is
handling the closure we find that the mortgagee does not make such a charge and does
not include such cost items in the statement of charges to be made to the mortgagor,
Since frequently these costs run well over a hundred dollars, this is a matter of no
small moment, The cost of title insurance again is a cost of the title or escrow company,
not the mortgagee, and is being made directly to the home=-buyer by the escrow or title
company in the absence of any authority to do so under FHA regulations,

The matter of the veteran or home-buyer paying for title insurance in the first
place is something which should be considered, It is the seller who should be required
to prove that he has proper title to the property being sold, The title insurance and
title examination associated with an owner's policy of title insurance should be furnished
and paid for by the seller, It is interesting to note that, in the event the home~owner
sells his property to another party, he will be expected to furnish an owner's policy of
title insurance to the person he is selling the property to., In connection with most sales
type tract homes being sold with FHA and VA insured or guaranteed loans in Nevada, the
buyer pays for title insurance when he purchases the home and again when he sells the
home, :

SUGGESTION: FHA and VA should immediately move to prohibit the cost of
any title insurance and title examination costs to be charged to the veteran or home-
buyer, regardless of what peculiar customs may exist in an area, Under an interpretation
of existing FHA regulations, escrow or title companies cannot make such a charge any-
way, but are doing so under the authorization granted to the mortgagee, In the absence
of FHA or VA action, the Nevada Legislature should prohibit by statute any buyer from
having to pay the cost of the title insurance on real estate transactions, if no other way
can be found to eliminate this questionable practice,

It is of interest to note that both FHA and VA make reference to title exami-~
nation and title insurance charges, if any, under their regulations, The reason for this
is that, in many areas outside Nevada, the onerous practice of charging these costs
against the buyer is not in effect and not the customary procedure, Just why or how the
practice became twisted here in Nevada is not fully understood. In any event, in formal
resales of property in Nevada, usually it is the seller who pays for the title insurance,
keeping in mind that the buyer and the seller may provide for this in any way they de-
sire by mutual agreement,




Section 8, (Related Title Costs - ATA Policy)

Certain other charges to the veteran or home-buyer may arise which are di-
rectly related to title insurance, However, FHA and VA regulations do not state that
any other charges associated with the issuance of title insurance are authorized charges.
The language of both FHA and VA regulations specifically limits title charges to the
cost of a title examination and title insurance (policy). Even in the face of this, the
FHA and VA buyer may be subject to such associated charges as a fee for making out
the policy. Certainly FHA and VA could refuse to allow such charges against the buyer
if they elected to comply with their own regulations, '

PRACTICAL APPLICATION: In every closure examined which had an itemized
closing statement, the home-buyer was charged for and paid a fee which was itemized
as an ATA Title Fee, An inspection fee was associated with this fee, but usually not
separately identified, '

The ATA Policy of Title Insurance actually is an endorsement (or series of
endorsements) to the local title company's issued policy of title insurance., Any pru-
dent lender deating in newly-constructed homes on land recently undeveloped real
estate (typical of the tract development of sales type homes) will require this extra
measure of protection as security for the loan, The initials "ATA" stand for "American
Title Association, " and such endorsement(s) on a local policy of title insurance afford
to it a measure of national insurance coverage, It might be thought of as title insurance
insuring a policy of title insurance at a higher level and on the broad base of national
security by this "Association” of title companies,

The mortgagee usually requires this extra title protection because local title
companies would not be in a financial position to sustain any great losses, The possi-
bility of a title company having to make good on a number of titles in one tract area
at one time, due to a common error in a large number of title policies issued, is
quite remote but must be admitted as a possibility, In such a situation, the ATA policy
would offer additional necessary protection.

In practice, the usual FHA or VA case would require but one ATA endorsement
specifically ordered by the mortgagee., The lender may have reviewed the particular
area and requested several ATA endorsements for specific requirements peculiar to the
tract area, Actually, there are over a hundred ATA endorsements which could be re-
quired, a vast number not usually applicable to the typical FHA or VA case, A charge
for each endorsement is required, and, if the charge is somewhere around $25 - $35
for both the ATA policy and the inspection fee associated with it, this probably repre-
sents a single common ATA policy requirement by the lender, The charge could go
much higher, in which case unusual circumstances would be indicated, )

The mortgagor receives a copy of the local policy of title insurance, and the
original goes to the lender, The ATA endorsements, making it in effect an ATA policy,
will be attached to the lender’s original policy of title insurance only, Usually title
policies are delivered to the mortgagor without much difficulty being experienced and
the veteran or home-buyer normally will receive his copy sometime after closure, di-
rectly from the lender, title, or escrow company,

SUGGESTION: Again, both FHA and VA regulations refer to title insurance in
the singular form, There is no indication that authorization is granted for anyone to
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charge the veteran or home-buyer for any additional title insurance that a mortgagee
might request, Both FHA and VA should immediately move to prevent any further charges
to the buyer for such additional insurance which mortgagee may require, Their regu=-
lations do not now indicate such an authorization for the charges to be accepted by the
purchaser of a dwelling under these government mortgage guarantee programs,

Also, any policy fees for making out any of the policies of title insurance
likewise should be prohibited from being passed on to the veteran or home-buyer,
Neither FHA or VA provide for such charges to be paid by the mortgagor under their
current regulations,

Section 9, (Other Charges)

Under FHA regulations the mortgagee is allowed to charge the home-buyer for
such other reasonable and customary charges and fees as may be authorized by the com-
missioner,

The Washington office of FHA was contacted in regard to whether or not the
"Commissioner” had authorized any other additional charges and fees. Their reply
was that the Commissioner had not authorized fees and charges other than those set
forth in the regulations. They added, however, that authority was granted in Section
203,27 (3) (v) for the Director, in behalf of the Commissioner, to permit other reason-
able and customary charges,

Note: Section 203,27 (3) (v) reads as follows:

Such other reasonable and customary charges and fees as may be authorized by the
Commissioner,

There is no such authorization in this sub-section which would grant to the
Director such authority to act on behalf of the Commissioner,

Under the wording of this particular section no one other than the Commissioner
has any authority to allow any additional fees or charges, Administrative rules and
regulations are most always strictly construed, When the rule says "Commissioner”
this is also to say "and no one else,” (i.e., Rule of Exclusion)

Under VA regulations covering both regional areas of Nevada, no such catch-all
provision is provided, Under generally allowable charges and fees, VA regulations Sec,
36,4312, Part I, paragraph "A" number (8), there is a loosely worded prov1s1on covering
an additional charge "area, " as follows:

Such other items as may be authorized in advance by the Chief Benefits Director as appropriate
for inclusion under this subparagraph as proper local variances,

However, the approved schedules for both Nevada VA regions have not promulgated this
number (8) for inclusion under allowable charges and fees. The VA authorized charges
for all counties in Nevada are therefore quite specific and obviously do not include any
such additions, '

Applicable to both northern and southern Nevada is VA regulation, Section
36,4312, a provision contained as Part V, which is as follows:

-80~



The fees and charges permitted under parts I through IV of this schedule are maximurns and are
not intended to preclude a lender frorn making alternative charges which would not result in
an aggregate charge or payment in excess of the prescribed maximum,

A casual reading of this provision creates the impression that it would allow
the mortgagee, or anyone else involved in the transaction, to provide some alternative
charge for one not made, as long as the total did not result in an increase to the veteran,
However, VA regional control has always interpreted this Part V (and has been backed
by administrative ruling) that such alternatives are restricted specifically to replace-
ments of charges within each enumerated allowable charge.' and do not allow for the
dropping of an entire allowable charge and replacing it with one completely foreign to
the authorized list, For example: In the early days of VA operation in Nevada, it was
not always possible to obtain title insurance as a specific policy in the Ely area, In
place of an allowable charge for title insurance, the guarantee program operated for a
time under "opinions of ownership™ and such charge was made in place of a more direct
charge for title insurance, This replacement, however, was for a similar purpose and
did not bring into the picture a new form of charge foreign to the authorized list,

SUMMARY

At this point it is very clear that under FHA the mortgagee (and only the mort-
gagee) may collect from the home-buyer the following charges and fees, which have
been covered as follows: Under VA, the veteran may accept these charges from the
escrow or title company, or others (in addition to the mortgagee),

(1) The application fee under FHA, A similar fee for appraisal and for
' compliance inspectors under VA,

(2) An origination fee based on the amount loaned (not to exceed 1%)
under both FHA and VA programs, Larger percentages in cases not
common to this report,

(3) Recording fees and recording taxes or other charges incident to
recordation (which are reasonable and customary) under both FHA
and VA, However, under FHA these must be charged to the home~
buyer by the mortgagee only,

(4) A fee for a credit report, Under both FHA and VA regulations
expressed in the singular and under FHA must be charged by the
mortgagee only,

(5) A fee for a survey under both FHA and VA,

(6) Costs of title examination and insurance, if any, under both FHA and
. VA, but restricted as a mortgagee charge under FHA,

Two additional charges are allowed to be accepted by the veteran under the VA
program in all counties in Nevada, These are charges for (1) a Tax Service, and (2) a
Termite Inspection Report, These charges have recently been expanded to cover the
entire state, under VA San Francisco regional informational bulletin No, L-302, dated
July 26, 1962,
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CHAPTER XIII

.CHARGES BEING MADE TO FHA AND VA HOME-BUYERS WHICH ARE NOT
PROVIDED FOR IN FEDERAL REGULATIONS

In addition to the abuses identified with charges and fees which are allowed
and authorized to be made under FHA and VA in Chapter XII, it should be realized
further that some charges and fees are being made to the veteran or home-buyer for
which no broad authorization exists for anyone to so charge. These are of a most
serious nature, It is not fully understood just why either FHA or VA would condone such
practices when they have full authority to prevent the passage of these cost factors on
to the consumer under their existing regulations,

Before examining these as separate items, it should be understood that the
language contained in both FHA and VA regulations makes reference to charges being
authorized, as limited to those which are reasonable and customary, The only charges
not subject to this modification are the application fee and the 1% limit on the origi~
nation fee under FHA, Both FHA and VA regulations employ these modifying terms not
as reasonable or custonfary, but as reasonable and c{xstomary. They must, therefore,
be both reasonable and customary, and the fact that the charge meets but one of these
requisites does not authorize it to be made, For an example, both FHA and VA permit
the home-buyer to pay certain recording fees (which should be actual) along with other
charges incident to recordation, However, if a charge were to be made to the buyer
which was incident to recordation (and that charge was not one customary in the area)
even though it was determined to be a reasonable charge, it should pot be allowed by
either FHA or VA on the grounds that it failed to meet the other criteria of being a
customary charge, Likewise, though it might be customary it could be excessively high,
which should subject it to "not an allowable charge"” to the veteran or home-buyer by
FHA and VA regulations, The matter of how FHA and VA actually proceed under their
regulations is incidental to the illustration, although we must admit application of regu-
lations by their regional offices leaves much to be desired in protection to the consumer,

The following charges being made to the veteran or home-buyer, are not
authorized under either FHA or VA regulations except the Tax Paying Service, as
pointed out under VA, As previously identified, VA regulations do not provide for
charges to be made other-than those specifically listed by VA for the two regions cover-
ing Nevada, FHA, likewise, does not provide for any charges other than those specifi-
cally listed since the Commissioner has not authorized a'ny in addition, and the Regional
Director does not have authority to act in behalf of the Commissioner, (See Chapter
X1I)

Further, in this connection, the mortgagee must sign this certification on FHA
Form No, 2007 (reverse side under Mortgagee's Certificate) as one of a number of item-
ized certification statements:

(8) No charge has been made or paid by the Mortgagor except as permitted under the Regulations,

A similar VA certification the mortgagee must sign is associated with VA Form
No, 26-1876 (reverse side under Instructions for Lender, Execute Certifications - ):
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2, It has not imposed and will not impose any charges or fees against the veteran borrower in
excess of those permissible under the schedule set forth in paragraph (d) of Section 36,4312
of the VA Loan Guaranty and Insurance Regulations,

The making of specifically ‘unauthorized charges (and the execution of such
certification by the lender) could place such mortgagee in a serious situation should

the matter be pressed at some future time,

Section (1) Tax Service Charge

Most FHA and VA closing statements to the mortgagor will contain such a charge
if the transaction has been made during the past 2 years or so (1860 - 1962), The charge
represents a fee to the home-buyer for the purpose of paying his taxes and any assess-
ments from his trust account, Usually the amount charged will be from $10.00 to $20,00,
most recently quoted at $12,50, :

PRACTICAL APPLICATION: A tax-paying service may be organized entirely
separate from the mortgagee's servicing department or it may be a subsidiary of the
mortgage company, In Nevada, the title company may act as a tax-paying service for
the mortgagee, .since there are few local specialty companies, The tax-paying service
provides to the mortgagee (when acting as a separate company or a subsidiary) a method
of guaranteeing that tax bills will be obtained by this service, covering the property
offered to secure the loan, Taxes are not paid by the tax-paying service. The service
forwards the tax bills to the mortgagee, who pays the tax bill from the mortgagor's
trust funds on reserve with him, 1In effect, the tax-paying service guarantees to the
mortgagee who is charged with servicing the loan (evean though this may have been sold
in the secondary market) that the mortgagee will receive notice of any taxes and assess~
ments made against the mortgagor's property, In a way it is somewhat of an insurance
to the mortgagee that he will receive accurate and complete tax statements prior to the
time they become due, In actual practice the tax-paying service usually will have
notified the municipal tax office to mail the tax bills directly to the tax-paying service.
Evidently mortgage companies feel they do not wish to absorb this extra overhead ex-
pense and responsibility for obtaining the annual tax statements themselves, It is inter-
esting to note, however, that the charge for this service is passed on to the home-buyer,
though it is an obligation of the mortgagee and his responsibility under FHA regulations
to service the loan and pay the taxes for the mortgagor, Obviously the mortgagee is
escaping from his obligation and passing the cost on to the home-buyer,

Most of the large mortgage companies making FHA and VA loans here in Nevada
employ the services of an out-of-state tax-paying service and pass the cost on to the
home-buyer through closure as a lump sum cost (a payment in advance) for rendering
this service for the term of the loan, Should the buyer refinance or sell his home he
could not recover this tax-paying service charge even though the mortgage company
might have made use of the service for only a year or so, A former procedure, which
may still be in effect in some cases, is the annual collection of about $1,00 to cover
this service for a year, In this way, even though it still represents a charge the mort-
gagee is passing on to the home-buyer, the mortgagor would not be paying for the mort-
gagee's service years in advance, only for the time the loan was actually serviced,

SUGGESTION: A review of FHA regulations, relative to those charges which
the home-buyer may pay under a FHA insured loan, fails to disclose any provisions under

which a tax-paying service charge or fee can be made., Recently the charge has been
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made an allowable one for VA cases in all of Nevada,

Immediate steps should be taken by the FHA office covering Nevada to enforce
their existing regulations, This is not a matter which calls for a change in regulations
or legislation at the state level, Full authority now rests with FHA to prohibit such
costs being passed on to the home~buyer, Just why FHA has seen fit to allow the con~
. sumer to be saddled with this additional charge is not clear, In the absence of an
explanation it must be assumed that FHA must have little regard for the home~ buyer and
an extra amount of concern and sympathy for the mortgagee,

In the event that FHA shall elect not to enforce their own regulations, then
perhaps state legislation expressly prohibiting such a charge should be enacted to cover
mortgage loans guaranteed by FHA,

This is another example of a hidden cost in borrowing money, If the mortgagees
feel they must make such a charge (and this is necessary for the purpose of granting the
loan) then such a cost factor should be incorporated in their expressed return on their
loan in an all-inclusive rate of interest, a suggestion made further on in this report,

Section (2) Escrow Fee

This fee is common to a large number of FHA closing statements of charges to
the home-buyer as well as some VA closures (although specifically not allowable under
either FHA or VA schedules). Such a fee is for the purpose of paying for the cost of
handling the escrow procedure and is a reimbursement to the title or escrow company
for its overhead expenses. In some cases builder-sellers absorb any escrow charges. In
other cases all or part of such escrow charges may be made to the veteran or home-buyer
regardless of regulations,

PRACTICAL APPLICATION: Frequently the fee is split between buyer and seller,
and may be so provided in the escrow agreement, Since both buyer and seller may have.
obtained the services of a title or escrow company, and the escrow officer is acting in
behalf of both buyer and seller, such an arrangement would be a normal one were it not
for FHA and VA regulations on acceptable charges. In some cases where the builder-
seller may be working his entire tract through an exclusive title company, the charge
to the seller will be only a fraction of that made to the buyer, Obviously this is due
to a prearrangement between the builder-seller and the title company in consideration
of the volume of business being channeled to a selected title or escrow company, The
seller receives a special "rate, " but the home-buyer pays for his full half of a theoretic
charge which was never fully made by the title company to both parties, and made to
the veteran or home-buyer in violation of FHA and VA regulations,

In the first place, an escrow service charge is hard to substantiate, The title
or escrow company will be selling a policy of title insurance at a substantial premium
rate, Nevada and many other states have no control over the rate charged by the
companies for a policy of title insurance, In Nevada, the title company files a mini~
mum escrow service charge with the Insurance Commissioner in addition to rates for
policies of title insurance., The Commissioner has no authority to review these charges
or rates in order to establish whether or not they may be excessive, As pointed out in
the preceding chapter, the builder-seller should pay for any costs of title insurance
since it is he who must provide proof of ownership and ability to pass title,

“84=



A further consideration should be given to the matter of escrow fees in
general, to any party. Why should a title or escrow company charge a fee in addition
to the high fees now being charged for the policy of title insurance? Again this is
similar to the mortgagee through an origination fee charging the consumer to do
business with him, ' ' :

Since it is the builder-seller who should be paying for the cost of the title
insurance as heretofore emphasized, then it should likewise be the obligation of the
builder-seller to pay for any escrow costs which the title or escrow company feels are
justifiable charges associated with issuance of the policy of title insurance,

SUGGESTION: A review of both FHA and VA regulations$ relative to those
charges which the home~buyer and veteran may pay, for which he receives a FHA or
VA insured or guaranteed loan, fails to disclose any provisions under which an escrow
fee can be made,

Immediate steps should be taken by both FHA and VA regional offices covering
the State of Nevada to enforce their existing regulations., Full authority now rests with
FHA and VA to piohibit such costs being passed on to the home-buyer, In the absence
of a logical explanation for not enforcing their own regulations, it must be assumed that
EHA and VA have little regard for the home-buyer and an extra amount of concern and
sympathy for the mortgagee and builder-seller,

Since FHA and VA fail to enforce their own regulations, then perhaps state
legislation expressly prohibiting such a charge should be enacted to cover mortgage
loans insured or guaranteed by FHA or VA,

The argument may be advanced that, if the builder-seller cannot pass this
cost on to the home-buyer he will merely cover such a cost by increasing the sale price
of the home, However, if FHA and VA appraisals were accurate the builder-seller would
not be provided with a means of effectively covering the discount, and total of other
charges such as this, Under VA the builder-seller cannot sell the home for more than
the VA appraisal--an appraisal figure which cannot include a consideration of closirg
costs, Under FHA the builder-seller can sell the home for more than the appraised
value, an appraisal which does take into consideration closing costs., However, under
their regulations the escrow fee is not a closing cost to the home-buyer and therefore
should not enter into the FHA appraised value, Furthermore, it is not usually easy to
sell a sales type tract home that is too far out of line with the FHA appraised value,.
it must be admitted that the accuracy of the appraisal is a key factor, one which is
dealt with in detail in a following chapter,

As will be pointed out in a later chapter, the desirability of the buyer having
a copy of both the buyer®s and the seller's itemized settlements of charges and credits
is of interest in connection with the escrow charge, Only with these statements can he
be aware of the circumvention of escrow instructions providing for the splitting of escrow
charges between buyer and seller, If there has been a preferential treatment of the
builder-seller it will be evident upon examination of both buyer's and seller's closing
statements, :

Section (3) Conveyancing Fees, Attorney's Fees

The itemized statement made at closure, and sometimes made available to the
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buyer, will, in many cases, contain charges for "conveyancing” or "attorney's fees, "
The term conveyancing is associated with passing title to property, The cost of
prepafation of the deed and the deed of trust necessary to the transaction and possibly
other documents, depending on the complexity of the sale, is being passed on to the
veteran or home-buyer. The mortgagee may include in his statement of charges to the
mortgagor a charge for transfer of the mortgage into the secondary market, This cost
will occur after closure and represents a "back-charge” to the veteran or home-buyer
for steps yet to be taken, collected in advance at closure,

PRACTICAL APPLICATION: There is no established pattern among lenders as
to how these charges are to be handled, The method employed will depend, to a large
extent, upon the mortgagee and builder-seller involved, as well as any escrow or title
company. In some cases, the mortgagee may absorb these costs or the builder-seller
may absorb them, along with escrow service costs, Obviously, any charges made to
the mortgagor for the purpose of selling his mortgage in the secondary market are hard
to substantiate, At this stage of the transaction, the veteran or home=-buyer is not in
any way obligated, Such costs are mortgagee costs and obligations,but not being
accepted as such by the mortgagee, '

SUGGESTION:  Since FHA and VA regulations fail to identify these costs among
those which the buyer may be charged under the federal mortgage insurance or guarantee
programs, both agencies immediately should move to enforce their own existing regu-
lations, This is not a matter of suggesting new regulations since full authorization is
now given to both FHA and VA to so protect the veteran or home=-buyer from these un-
authorized charges, ‘

When such charges are made by the title or escrow company they are entirely
out of line in an FHA case, since FHA restricts all of its charges to those made by
the mortgagee only,

As a further consideration, it must again be suggested that FHA and VA move
immediately to provide themselves with copies of the deposit receipts or escrow agree-
ments to find out whether the buyer agreed to such charges in the first place,

Where the mortgagee is "back-charging” the buyer for costs of selling his
mortgage in the secondary market, such charges likewise should be immediately pro-
hibited under existing FHA and VA regulations,

In the event FHA and VA continue to elect not to enforce their regulations,
then the Nevada Legislature should move to make such charges illegal under FHA and
VA transactions on all home~sale transactions,

Section (4) Payment of Interest in Advance

~ It is common practice in Nevada to collect through closure interest in advance
of the date such interest is due, This charge will normally be one of those itemized on
the closing statement to the veteran or home=-buyer and usually identified as interest
covering a period of time less than a month, The interest is on the loan which has
been made by the mortgagee and usually the mortgagee will collect (or direct any
closing officer to collect) this advance payment from the veteran or home-«buyer at
escrow closure,



PRACTICAL APPLICATION: No one can'deny that interest on a loan should be
paid by the mortgagor from the date such money has been made available to him by the
mortgagee, Usually this is the date of "funding of the loan” by the mortgagee, or
when the mortgagee actually has funds issued to any escrow or title company closing
the loan, The funding will be closely ajsociated with closure date and usually is
coincidental with closing, As of the date of closure the mortgagor will owe to the
mortgagee interest on the full amount of the loan under the terms of percent and time,
established in the note, However, it must be remembered that interest is not paid in
advance but is due under FHA and VA programs on a monthly basis after the month has
passed, Therefore interest is paid in arrear,. Insurance policies m:iid in advance,
taxes and interest are payable in arrear,

An example of how such charges would come about is as follows: Where a
closure takes place in, say, early October, and the first payment of principal and in-
terest to the mortgagee will not be made until December 1st (a principal payment and
an interest payment covering the month of November), there must be provided for the
mortgagee a payment for inierest covering the time from the closure date in October
to November 1st, To have this interest collected in advance at closure on a date early
in October (for the balance of the month of October) is highly irregular and represents
advance interest payment by the veteran or home-buyer, Depending on what date in
the month the closure occurs, the charge can fluctuate between a full month of interest
to only one day of interest,

In this connection it is pertinent to quote from a FHA Circular Letter No, 97
issued by the Reno regional office on April 17, 1962, which makes reference to such
advance interest payments evidently condoned on closing documents in the region, as
follows:

II, Submission of Closing Documents, It is also requested that mortgagees show the beginning
and ending dates of interest and rental charges . . . (underscoring supplied)

Since these are associated with "closing documents, " such interest could only
be advanced interest, The mortgagor pays no interest otherwise until he makes his
first payment to both principal and interest occurring a2 month or more after closing,
or is billed for the irregular interest period by the mortgagee when properly due,

SUGGESTION: There is no reason why the mortgagor should have to pay this
interest in advance, No provision for such advance payment is authorized to be so
charged to the veteran or home-buyer under either FHA or VA regulations,

The matter is handled in a businesslike fashion by some mortgagees and title
companies in this state, and very commonly in other states as follows: After the first
of the month following closure the mortgagee bills the mortgagor directly for what-
ever interest is due, covering the irregular interest payment,

In some cases, the mortgagee will have obtained authorization from the mort-
gagor in the deposit receipt or escrow agreement (or in a separate authorization) allow-
ing the lender to make such a collection, Actually there is no need to obtain such an
authorization, However, the obtaining of the authorization places the veteran or home-
buyer on notice that he will be receiving such a billing and will eliminate the possi-
bility of surprise when the bill arrives, Under this system, the home-buyer is not forced
to pay interest in advance, :

-87~



The collection could be effected under one billing, The first payment to
principal and interest could include the interest for that portion of the month of
October (in the example) from date of disbursement of the loan to the end of the month,
However, the mortgagee should receive this interest on the first of the month following,

It is admitted that the easiest way to make the collection is in advance through
escrow, However, this provides no basis whatever for mortgagees, escrow offices, title
companies, FHA, or VA for either instigating or allowing such an irregular practice to
be impressed against the veteran or home-buyer, as a charge to the mortgagor at closure,
Obviously, both FHA and VA should immediately take steps to eliminate the practice
in the closure of FHA and VA home purchases,

Section (5) Additional Charges

The charges listed in this chapter do not represent an exhaustive coverage of
all costs which may be passed on to the veteran or home-buyer under FHA and VA in-
sured or guaranteed mortgages, However, the most common unauthorized charges are
believed to be covered herein, Again it should be emphasized that both FHA and VA
regulations covering what cost items they will allow to be charged to the buyer are
rather complete provisions in themselves and do not allow for "associated” charges,
One exception is the recording charges which specifically mention "other charges in-
cident to recordation,™ 1In all other provisions there is no such extension to related
fees,

FHA does provide for "such other reasonable and customary charges or fees as
may be authorized by the Commissioner,” However, the Commissioner has not so
authorized any charges additional to those specifically set forth in FHA regulations,
Furthermore, administrative rules and regulations do not allow the district directors to
act for the Commissioner and provide for additional charges to be made to the bome-~
buyer, (See Chapter XII).

Under VA, a similar "catch all” provision does not apply to Nevada since it
has been excluded by the regional offices servicing all counties in Nevada,

SUGGESTION -- (FINAL OVERALL)

Under VA regulations the machinery for inspecting charges which have been
made to the veteran are such that unauthorized charges are fundamentally more diffi-
cult to pass along to the home-buyer. VA requires that "Costs properly chargeable to
the veteran-purchaser and paid by him must be itemized on VA Form 4-1802, Appli-
cation for Home Loan Guaranty or Insurance, as well as on VA Form VB 4-1876, Certi-
fication of Loan Disbursement, or on VA Form VB 4-1802, Report of Home Loan Processed
on Automatic Basis,” VA specifically warns that "the costs may not be consolidated or
lumped together, ”

Under FHA, a statement must be submitted which will indicate what charges
have been made to the home-buyer by the mortgagee, Frequently this FHA requirement
will be met by submitting a copy of the closing statement made to the home-buyer,
Information in either case may or may not properly itemize closing costs. A suggestion
is logically made, that the FHA should forthwith provide for the inclusion on their
mortgagor's statement supplemental to mortgagee's application for an FHA loan (FHA
Form No, 2004c), a similar provision for the listing of charges which are to be made to
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the honie-bgyer. or on some other form which is processed prior to actual indication
of approval of the mortgagor, Likewise, such information should again appear on a
certification of loan disbursement employed by FHA, as suggested in a following chapter,

FHA now provides for only a brief certification statement. by the mortgagee
that he has disbursed the loan, The suggestion is for a FHA Certification on Loan Dis-
bursement, a separate and complete form such as now employed by VA as Form No,

- 26-1876,
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CHAPTER XIV

FIRE INSURANCE POLICY PAYMENT

In the event the home-buyer has been assigned the construction fire insurance
policy or a new one has been arranged for him at closure, and he has not ordered
insurance and paid for same, a charge will be made at closure for such a policy, If
he is assuming an existent policy which has been running for some time he will be
charged a proportionate share of the policy, based on the period of time it has left to
run, In other words, there will be a proration and he will be charged with costs of
his portion of the unexpired part of the insurance, In the event he has a new one or
three-year insurance policy issued to him, usually he will pay the first year's insurance
cost in full at closure,

Should the purchaser have arranged for insurance on his own, he will probably
have paid for this separately and outside of escrow. In that case, any charges for
proration of existent insurance on the property or a charge for a new policy, made
without proper contract authorization, should not be charged to him, In such case it
is the obligation of the builder-seller to terminate any interim insurance, in his own
interests,

A pérson who is purchasing a dwelling, and as a part of the transacfion places
the dwelling itself as security to cover a loan being provided by the mortgagee, will
be required by the lender to provide hazard insurance covering the property to the extent
of loss from fire and/or lightning, Normally extended coverage is likewise required by
the mortgagee which includes coverage from loss due to windstorm, hail, explosion,
riot, smoke, aircraft, and vehicles under most extended policies, This first extension
of coverage may vary slightly among companies, Normally additional extended cover-
ages are not required and usually a deductible policy, under which terms the home-
owner pays initial minimum loss, will be acceptable to the lending institution,

Obviously, fire insurance provides necessary protection to the mortgagee for
property offered as security for the loan, The amount of such insurance must be at
least sufficient to cover the amount of the loan, The purchaser of the dwelling may
provide himself with higher coverage, a broader policy, or additional policies covering
the property, This is a matter which should rest entirely with him, :

The insurance policy covering the house with a loss-payable endorsement made
over to the mortgagee will be in the possession of the lender, However, the home-buyer
should have a copy of this policy so he will be familiar with what losses are covered
by the policy, There may be incidental loss coverage provided by the policy which
could result in substantial savings to him, This is particularly true where a home-owner's
policy may have been incorporated in the basic fire and extended coverage policy,
Without a copy of the hazard insurance policy the veteran or home-owner would not be
aware of a loss which might be covered, In addition to his copy of the policy, the
home-owner always should be furnished with copies of any endorsements which have been
made to the policy,

Should the veteran or home-buyer wish to sell his dwelling it will be to his
advantage to be able to furnish the closing officer with his copy of the insurance policy
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for a proper proration and credit at closure, In the event the new owner is not accept-
ing the current policy, he will likewise need to have a copy for ready reference and

be in a better position to send the policy to the company and request an immediate can-
cellation and refund for that portion of time represented by the cancellation, When he
has no copy, and the insurance has been handled by an intermediate agent, the actual
date of cancellation and refund usually will not be made until the original agent has
furnished the intermediary with a copy., This can take anywhere from a few days to a
couple of months,

PRACTICAL APPLICATION:

In almost all cases the purchaser of a dwelling under FHA or VA does not
provide for this required insurance protection by ordering a policy himself to become
effective at closure,

Unfortunately, the procedure is "automatic” in most cases where a new home
is being purchased in a large tract area, The closing officer, frequently acting under
directives from the mortgageeor builder=seller,will automatically provide for issuance
of an insurance policy or assign any existent builder-seller policy to the purchaser,
without any insurance order to that effect from the purchaser and in the absence of
specifié contract or escrow instructions authorizing such action, Thus, under this
common practice, the purchaser of the dwelling becomes the owner of an insurance
policy he never order, or never authorized to be assigned to him, and with which he is
totally unfamiliar,

To the veteran or home~-buyer the matter is far from academic, By ordering
the policy himself he might be able to select a company which insures at lower rates
than standard "bureau” rates, He could also provide for a deductible clause at a
savings, and would be assured that he had not purchased excess insurance to protect
for an amount more than required by the mortgagee, Whether it is a wise move for the
purchaser of a dwelling to provide himself only with the minimum insurance required by
the mortgagee is not a matter for discussion here, Additional insurance, coverage of
home contents, and liability coverages, commonly part of so called "homeowner's
policies, " is discussed later,

Where the purchaser of a dwelling is buying a new home in a tract area, the
following practices (vicious ones, to say the least) have been found to be very common,
The builder=-seller constructing homes in the tract must acquire construction loan in-
surance to cover the total of progress payments made to him by his lending institution,
unless he is self-financed, This construction or interim insurance usually is taken out
through one company covering all homes in the tract, Companies covet this insurance
because, in the vast majority of cases, eventually it will be increased and assigneéd over
to the purchaser of the dwelling or reissued "automatically”™ without his order, The
important business of insuring a finished home to the owner is the heart of their fire
insurance business, and may lead to other types of coverage and home-owner's policies,
Mortgagees may stipulate that a mortgage loan will not be granted unless insurance is
purchased from a certain insurance company or a direct subsidiary insurance company
controlled by the mortgagee, This likewise impresses an insurance policy on the mort-
gagor,

Without specific orders of the purchaser, or even his knowledge, he may be
impressed with an insurance policy or an amended insurance policy assigned over to
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him as either a~one- or three-year policy, To cancel this policy after closure to
make way for the purchase of a less expensive policy, could be costly, dependent on
the cancellation rate employed by the insurance company whose policy is being can-
celled, It could cost well in excess of the savings gained under a new, cheaper policy
he might select as a replacement,

Numerous cases have been disclosed where home-purchasers have been told
they have to accept the insurance being provided with the home sale, that they cannot
provide their own insurance, Such a practice is part of a "tie-in" sale and has certain
overtones of violation of federal regulations outside the province of FHA and VA,

The matter of how hazard insurance is to be handled may well be provided
for in a deposit receipt or agreement to purchase, In some few cases the veteran or
home-buyer may be offered the alternative of providing this insurance himself, How-
ever, in the vast majority of cases, whether or not the contract covers the point, the
issuance or reassignment of hazard insurance without the selection of the company or
agent by the veteran or home-owner is almost universally practiced here in Nevada,
Such an automatic "package sale” of a sales type tract dwelling and the insurance
covering the dwelling is nothing less than an outright "tie~in” sale, This is true
even when authorization for such action is set forth in a contract, deposit receipt or
escrow agreement in the absence of an opportunity for selection on the part of the
veteran or home-buyer, At this juncture it will be of interest to examine Section
1405,6 of the FHA Mortgagees' Handbook, Chapter XV, which reads as follows:

Hazard Insurance Tie-In Practicess The Department of Justice has requested FHA
cooperation in advising FHA mortgagees as to the position of the Department with re-
gard to the practice of some lenders of tying-in sales of hazard insurance with mortgage
loans,

The Department has indicated that such practices may fall within the purview of
the Sherman Act and an unreasonable restraint of trade, Mortgagees having any questions
concerning their own hazard insurance practices or any legal questions relating to the
application of the Sherman Act to such practices should consult their own counsel or
the Department of Justice for further information,

FHA, of course, does not have jurisdiction to investigate or enforce violations of
antitrust statutes; however, any instances of alledgedly improper tie-in practices which
are brought to our attention will be referred to the Departinent of Justice, Antitrust Division,
for appropriate consideration by that Department, (underscoring supplied)

Reference is made in this FHA directive to the practice of such tie-in practice
as related to the mortgagee employing such tactics, As indicated previously, the mort-
gagee may have an interest in where the insurance is placed, Mortgagees and mortgage
companies may have directly-owned insurance operations or receive “"considerations”
for where the insurance is placed, Likewise, the builder-seller who has had need of
interim hazard insurance may have obtained it through one agent with a "consideration”
in return for channeling through that agent the insurance that will be required later by
the veteran or home-buyer, It is not beyond the realm of possibility that such builder-~
seller may be receiving a "kick~-back"” from the insurance agent for such "automatic”
provision of hazard insurance to the mortgagor,

Since the practice is so widespread and of almost uniform applicability through-
out Nevada, it is wondered just why the regional FHA office has not cooperated with the
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Department of Justice (as that Department has requested) and made such "tie-in" infor-
mation available to the Department of Justice, Certainly FHA and its Nevada regional
officers cannot be so unobserving as not to notice such practices associsted with their
own mortgage transactions being insured by FHA, With justification Fi.4 points out

that it has no jurisdiction or machimery to investigate the practice, However, all the
Department of Justice requested of FHA was some notification to them that such practice
existed, Thus it can only be concluded that FHA must be derelict in its duty when a
most casual review of almost any FHA insured mortgage loan by that agency would show
how the hazard insurance had been handled, Apparently FHA feels that it has cooperated
as requested by the Department of Justice by merely advising in its handbook to the
mortgagees that the Department has made such a request of the FHA,., Possibly the FHA
feels such cooperation with the Department of Justice is warranted only if and when
some home-buyer should make a specific protest of a "tie-in” practice to FHA, Then,
and only then, would they feel obligated to cooperate with the Department of Justice,

Obviously the home-owner, who seldom traffics in the matter of issuance of
hazard insurance, would not be the one apt to approach FHA with such "tie-in” infor-
mation accompanied by a complaint, How could he be automatically aware that this
might be a violation of the Sherman Act when even the mortgagees who work in this
field have to be specifically advised on the point by FHA in a handbook to them? If
FHA desired to exercise cooperation at the request of the Department of Justice, it
could incorporate in the mortgagor's certification the required affirmative answer to a
question indicating that the home-buyer was offered a choice of placing his own insur-
ance or accepting that which was offered with the dwelling, This will be dealt with
under suggestions in this chapter,

After a party has moved into a home covered by unordered insurance the insur-
ance company, having been given the exclusive on the fire and extended coverage
policy, usually will send a salesman to the new home-owner, Customarily, the purpose
of this visit is to sell additional insurance to the purchaser of the dwelling, frequently
in the form of a homeowner's policy, This is a "cover-all” policy which includes not
only the required fire and extended coverage but also.covers the contents of the home
and provides for a wide variety of other extensions, such as liability insurance and
certain coverages which will be applicable when personal effects are being carried at
large,

While such a policy may have some advantages to the home-owner, the sale
of the policy and the increased cost involved frequently pose a problem to the mort-
gagee servicing the loan and handling the insurance reserve for the buyer, The existing
policy may be amended, or a new policy containing the fire and extended coverage
usually is issued, In any event, the payment for extra coverage may be handled in
such a way as to create a situation whereby periodic payments for renewal from trust
reserves may be insufficient, since a home-owner's policy may easily run double that of
a minimum hazard insurance coverage, The home-owner may pay for the difference at
the execution of the extra coverage and the problem will not develop until renewal
time., Proper notification may or may not follow through to the trustee servicing the
insurance and making the annual payments, The lender’s loss statement may only
indicate that a new policy has taken effect without a corresponding indication of in-
creased cost, In this case, the mortgage company servicing the loan will not be aware
that he should be collecting a larger amount than originally stipulated for insurance in
the home-owner's monthly payments, At insurance paying time the servicing agency
will, of course, become aware that insufficient funds are available and have to extract
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a large amount in a single collection from the home-owner as a deficiency,

Associated with the "tie-in" sale of home and insurance or the loan with in-
surance, sales of new homes in tract areas frequently will be misrepresented in regard
to hazard insurance costs being sold ‘with the first year's insurance paid for by the
builder-seller. If question, an insurance agent representing the company holding the
issued insurance frequently will indicate that the first year's insurance cost is of no
concern to the home-buyer because it has already been paid for by the builder-seller,
and he will not have to make any additional insurance payments for a year, .This state-
ment is a fact, but should be examined further, Yes, the builder-seller may have paid
for a full year's insurance on the dwelling and the insurance company may have received
such a payment in most cases, The strong implication is that the contractor is giving
a year's insurance to the home~owner with the purchase price of the home, It is true
also that the home-buyer will not have to make any further separate payments for almost
another year, '

However, this is what actually occurs in such cases, At closure a policy is
issued or the existing policy is reassigned to the home-buyer, The buyer is charged
with the cost of all of the new policy or most of the cost of the assigned policy except
a small prorated portion representing the time insurance has been covering the dwelling
prior to buyer’s ownership, The buyer's payment for this policy, or major portion of
the prorated policy, is accomplished through closure and extracted from or charged to
his impounds deposit. It may be a one-year or three-year policy, By the proration
method he is paying for a policy which the seller may have paid for, but the seller
will have recaptured most of such payment as a credit through closure, The builder's
policy, which may be reassigned through escrow, if not initiated at a high enough
amount usually will have to be revised in order to cover the amount of the mortgage
loan, which usually is higher than the interim loan to the builder., In many cases a
new policy is issued by the same company and these arrangements will differ, dependent
on the company., In any event, the buyer will be paying for this home insurance out of
his impound charges through closure, The misrepresentations made by the insurance
companies and salesmen that the builer-seller is paying for the insurance are vicious
and obviously are made to protect the continuation of the interim insurance company or
a subsidiary as an exclusive insurer of the individual houses after sale,

Cases are fairly common where the builder-seller receives a "consideration”
from the exclusive insurance company for maintaining this continuity, Such consider-
ation may amount to more than a casual profit to the builder-seller,

SUGGESTIONS:

To protect against these insurance practices, and make available to the pur~
chaser of a dwelling a choice of how he wishes his insurance to be handled, it is
suggested that the following provision be made at the time of initiating the contract,
agreement to purchase, or deposit receipt, and followed through into any escrow agree-
ments

A statement would be required from the purchaser by FHA or VA at the time
of contract execution that he wishes one of the methods listed for selection to be a
part of the contract agreement, This statement would be a separate form provided by
FHA or VA, on which a short explanation of the necessity for the insurance would be
made, and the purchaser would indicate one of three selections in his own handwriting,
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The selections would be as follows:

(a) I wish to provide for this insurance myself and will order a
policy to become effective at closure,

(b) I wish to have my own insurance agent provide for and order
the necessary insurance,

(c) I wish to accept any insurance provided by -the builder-seller, mort=-
gagee, escrow or title company,

Although it is recognized that the purchaser has the right to obtain the insurance
to protect the property given to secure the note, and cannot be forced to take that which
is assigned to him, in actual practice FHA and VA do not provide adequate protection,

It would be only by such a written and signed choice required by FHA and VA that he
would be aware of his rights, Such a provision also would provide for some measure
of cooperation by FHA and VA with the Department of Justice,

The assignment of an insurance policy without specific authority of the
person to whom the policy is being charged, is a questionable practice, In the event
such reassigning or ordering is to be done, the authority should be clearly indicated
by the home-buyer or veteran in the sales contract and suggested FHA or VA form,

As a guaranty that no assignment of a builder-seller’s policy of hazard in-
surance will be made to the home-buyer, provision could easily be made that all con-
struction insurance be automatically cancelled at closure date unless specific authori-
zation from the veteran or home~buyer (in his own handwriting) has been made, indi-
cating that the buyer is accepting whatever policy he may wish to be issued to him,

Failure of FHA or VA to curtail such insurance practices and "tie-in" sales of
homes, loans, and insurance could lead to state control of the practice, in the absence
of federal assistance and FHA and VA cooperation with the Department of Justice,

The suggested FHA or VA form requiring thé purchaser to write in his insurance
selection could be made a part of, or attached to the FHA Form No, 2562, "Statement
of Appraised Value, " as well as similar Certificate of Reasonable Value notice to the
veteran as suggested in this report, It could be a perforated portion of the form, to
be filled out and detached, with necessary copies, one to the home-owner, one to the
closing officer, and one to FHA or VA,

Such a combined notice of appraised value under FHA and Certificate of
Reasonable Value under VA coupled with an insurance selection indication by the buyer
to prevent "tie-in" insurance and dwelling sales, would have a double vaiue and would
occur prior to the execution of any sales contracts or the entering of any escrow agree-
ments, FHA and VA would have a copy of the insurance selection statement and, if they
elected to cooperate with the request of the Department of Justice, could review or
observe how the hazard insurance had been handled as a part of the FHA or VA insured
or guaranteed loan, prior to their endorsement for insurance or guarantee,
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The suggestion that the statement relative to the mortgagor selection be made
in his own handwriting should immediately be recognized as a necessity by those familiar
with forms the home-buyer or veteran is asked to sign. If such provision is not con-
tained in the selection of insurance form, those closing the transaction can easily
check an appropriate box opposite a-printéd statement and have the veteran or home-
buyer sign the authorization, The matter could be represented as a formality while
the actual selection of an insurance set-up will have been made by parties other than
the mortgagor, one not necessarily to his advantage, When the veteran or home-buyer
has to write out the full sentence containing his selection he is far more apt to be
aware of the significance of what he is signing. '

An additional suggestion, a further control in this matrer of issuance of in-
surance, is one associated with a home-buyer's certification made at closure on such
certification forms as are now employed by FHA (Form No. 2007) and by VA (Form No,
26-1876), These could easily be expanded to include a statement in the affirmative
that the mortgagor was given a choice of insurance coverage prior to signing any pur-
chase contract by having indicated in his own handwriting on the official FHA or VA
form his decision as to whether he wished to place the hazard insurance himself, have
his broker place it for him, or whether he was accepting any insurance the mortgagee
(or others) wished to place on the property, '

Though it is realized that the following suggestion can hardly be expected to
receive much attention from socialistically oriented minds at the federal government
level, the point is too important to be ignored,

Why is it necessary for some mortgagee-servicing agency to be engaged in the
activity of collecting a small monthly payment from the home-buyer to place in a
trust account for the purpose of paying the home-buyer's insurance policy on an annual
basis? It is hard to see why the home-buyer cannot handle this himself, In most cases
the annual payment on an insurance policy, even in the case of a three-year policy, 4
is only a matter of som $30 to $50, '

Certainly the policy required under FHA and VA regulations of having hazard
insurance payments attended to by a servicing agency does much to bring our nation's
owners of dwellings under further artificial "bottle-feeding.” Surely, this tends
toward weakening the individual fiber of the nation, Just how this contributes toward
strengthening the people to resist the ever-pressing encroachment of government on the
private rights, to preserve the reliance on the individual drive and responsibility that
developed this great nation, is not overly clear.

Perhaps the real reason for this collection by the month, and the making of
annual payments for insurance by the servicing agency is masked by the significant fact
that, in so doing the mortgagee servicing the insurance policy will be provided with
funds which can be deposited in trust accounts in institutions where they will serve as
important lines of credit to the mortgagee, It must be kept in mind that such deposits
do not draw-interest for either the mortgagee or the mortgagor, However, they do
provide a significant leverage to some mortgagees, since the institutions where the
deposits are held make use of these funds as they do of other trust deposits and are in
a position to extend credit to the mortgagees on a preferential basis, The deposit is
of no value to the home-buyer, but forms a significant part of the financial operation
of the lender,
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Obviously the same points can be made for the much larger amounts collected
for municipal tax funds held by the mortgagee and the FHA premium payments, both
of which could be paid for directly by the mortgagor, To suggest that the mortgagor
is not capable of doing this on his own is to intimate that we have home-owners in
this nation who have no business involving themselves in the ownership of a home in
the first place and had best remain as renters if they wish to be relieved of the responsi-
bilities of managing their own affairs, We certainly tend to breed a nation of incompe-
tents, who eventually would have the government do everything for them from birth to
the grave, a government to which they would hand over their paychecks and bave pocket-
money doled back to them through some completely national control system, Certainly
this tends gradually to break down the spirit of resistance to the inroads of communistic
corrosion in our midst and fosters a weak foundation upon 