
?Hidden Cost 
of Regulation

What is the

E very major change to 
an industry’s regulatory 
environment comes 

with a cost. Sometimes the 
cost is direct and known ahead 
of time, but often the true cost 
does not become clear until 
after implementation.

When evaluating the costs of 
new regulations it’s important 

to understand that all 
costs can be minimized. In 
order to minimize the costs, 
lenders must understand the 
costs. The obvious costs come 
in the hard dollars needed to 
implement a new system – the 
money spent on new forms or 
capital requirements.

Anticipating the hidden 

costs can 
be more 

difficult. If we 
look at past changes and 
borrower behavior, lenders 
can make educated guesses 
to what the true impact may 
be. Then lenders can make 
the adjustments needed to 
maintain profitability.

When evaluating the costs of new 
regulations it’s important to understand 
that all costs can be minimized. 
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Some of the most common hidden 
costs involve paralysis, loss of qualified 
purchasers, and lost innovation.

The Case for regulaTions

There is a place for regulatory oversight 
in the mortgage industry. For most bor-
rowers, their home is the largest purchase 
(or series of purchases) they will make in 
their lifetime. A mortgage transaction is 
also the most complex financial transac-
tion most consumers will undertake. 

A marketplace that is educated on 
the purchase they are making best serves 
consumers and lenders alike. Every 
mortgage product has established benefits 
and risks. 

Conventional 30-year loans may be 
the most stable and predictable, so lend-
ers can keep costs lower knowing that the 
chance of default is lower. However, there 
is less flexibility for the borrower. If rates 
drop, they will often refinance to take ad-
vantage of the lower long-term costs, re-
quiring more short-term capital. Building 
equity can also take a long time. This can 
be risky in a depreciating marketplace for 
buyers who may need to sell their prop-
erty in a few years.

Likewise, adjustable rate mortgages 
(ARMs) offer more risk to borrowers and 
lenders alike. Interest rates can increase 
or decrease at specified intervals, possibly 
costing the borrower more. They can be 
very useful for borrowers needing a low 

rate for a set amount of time if there are 
plans to sell or refinance before the loan 
terms adjust. They can also be beneficial 
for borrowers if rates decrease and reduce 
the chance the borrower will refinance.

There is no question, however, that 
predatory lending practices and fraud 
occurred during the boom of the early 
2000s. Unscrupulous lenders steered 
under-educated borrowers into loans that 
were beneficial to the lender, even if it 
was not beneficial to the consumer. At the 

same time, some unscrupulous consumers 
lied about their income or ability to repay 
a mortgage using low and no documenta-
tion loans. 

Regulations are needed to ensure that 
borrowers are educated on their best op-
tions, and lenders are protected from 
fraud. It only makes sense to change or 
update laws to eliminate these practices 
and improve the home buying experience 
for everyone involved

lender Paralysis

One of the primary costs of regulation is 
paralysis caused by uncertainty. This is 
different than risk.

Lenders can handle risk. Risk involves 
making a measured decision based on 
data that provides insight into the chances 
of success or failure. For example, tra-
ditionally underwritten loans have mea-
sured and proven rates of default. Even 
non-traditional loans that have been on 
the market for years have enough data 
to help lenders assess whether the risk is 
worth taking.

Uncertainty implies an unknown out-
come, but the difference is in that lenders 
don’t know the rules of engagement. A 
perfect example is the July launch of the 
Consumer Financial Protection Bureau 
(CFPB). Lenders know the CFPB has 
been given the authority to write and en-
force consumer protection rules. What is 
unknown is what rules it wants to change 

or how the bureau will work with the 
Treasury, FDIC and other consumer agen-
cies to manage the examination of lenders 
and enforce the laws.

Another source of uncertainty paraly-
sis is the Qualified Residential Mortgage 
standards. Loans that meet these standards 
will be exempt from a five percent capital 
retention requirement.

In the proposed standards borrowers 
must make at least a 20 percent down 
payment for purchases (or have 70 - 75 

percent LTV for refis), meet standards for 
debt load (28/36) and a have a two-year 
clean credit report.

Lenders will be free to offer loans 
outside of these standards, but they will 
require more capital. Smaller banks, in-
dependent mortgage bankers and credit 
unions may not have the funds on their 
balance sheet to allow them to offer loan 
products that require a five percent hold 
back. In this case, the larger lenders will 
become larger still and borrowers will 
have fewer options for credit. Until the 
standards are established, lenders will be 
reluctant to expand, innovate and invest in 
product offerings that may be too expen-
sive to maintain.

fewer Qualified Borrowers

Some of the proposed regulations, such 
as the QRM and risk retention rules, will 
have a cost impact on more than just lend-
ers implementing new compliance rules. 
Borrowers will also face higher costs or 
restricted access to credit. 

According to a May report by CoreL-
ogic, roughly 39 percent of homebuyers 
in 2010 made less than a 20 percent down 
payment. While there will still be lenders 
willing to underwrite loans with less than 
a 20 percent down payment, the costs will 
be higher to account for the extra risk the 
lender incurs and there will likely be fewer 
lenders offering these options to borrow-
ers due to the risk retention requirement.

Refinance volume is also affected by 
this law. As of June, interest rates contin-
ued to hover around 4.5 percent, which 
usually sparks a round of refinances. 
However, the new rules would require 
these loans to have 70-75 percent LTV 
(depending on if it is a cash-out refi-
nance). With most major markets in the 
United States still experiencing depreci-
ated prices, many existing homeowners 
simply do not have enough equity built up 
to qualify for a QRM refinance.

In a market that is already struggling 
to maintain sales volumes, cutting volume 
by even 10 percent more would be very 
detrimental. In one of the rare cases of in-
dustry and consumer lobbying groups co-

operating, the Mortgage Bankers Associa-
tion, the Center for Responsible Lending, 
the Consumer Federation of America, the 
National Community Reinvestment Co-
alition and the National Housing Council 
made a joint presentation to the regulators 
requesting that the QRM definition be 
dropped or significantly relaxed. 

loss of innovaTion

One of the hidden costs of regulation has 
already surfaced in the mortgage industry 
– a loss of innovation and customization 
of mortgage products. With the current 
definition of a QRM, the 5% holdback 
may well prevent private capital from 
coming back into the mortgage indus-
try. This is exactly the opposite of what 
the law is intended to do, but due to the 
higher cost of originating and securitizing 
the product, private investors will have to 
carefully weigh the cost-benefit equation 
before deciding to get in the market. Fur-
thermore, rates would have to increase be-
fore the yield would cover the additional 
hold back expense. Naturally, higher rates 
would mean more difficult qualification 
for many borrowers, again making credit 
harder to come by for many consumers.

Two regulations in particular have 
made it more difficult for loan officers to 
work with borrowers to come up with the 
mortgage solution that provides the best 
option for all parties involved. RESPA, 
which underwent a major reform in 2010, 
placed strict restrictions on how the terms 
of loans are disclosed.

A key provision is the waiting period. 
Under the rules, a lender must wait seven 
business days following the mailing or 
delivery of the initial disclosures. If there 
are any material changes to the disclosure, 
such as a change in annual percentage rate, 

the lender must provide a new disclosure 
with corrected information no later than 
three business days prior to closing.

Prior to these rules, a lender could 
work with a consumer considering anoth-
er company and adjust pricing or terms to 
provide a counter offer. While this is still 
possible, the waiting period ensured that 
consumers would be reluctant to change 
lenders if they reached the phase of get-
ting a disclosure form.

More recently, the Loan Officer 
Compensation laws have also restricted 
innovation in structuring loans. The 
LO Compensation law was designed to 
eliminate compensation to originators 
from 2 parties, compensation based 
on fees and yield spread and prevent 
steering borrowers to higher commission 
products. To achieve this, it outlines 
that loan originators can only be 
compensated either by the borrower 
(and seller) or by the lender. More 
importantly, such compensation cannot 
be based upon the terms of the loan, 
such as a yield-spread premium.  

This can limit the choices loan officers 
have when working with borrowers, en-
suring that only the most traditional, rigid 
products are offered. It also restricts the 
ability of the loan officer to work with bor-
rowers who have fewer funds for closing 
costs, since mortgage banks are not likely 
to raise their compensation. Previously, 
if a few hundred dollars were necessary 
to get a deal to close, an originator could 
credit that amount out of their compensa-
tion to get the deal done. That isn’t an op-
tion any longer with the new law.

ConTrol hidden CosTs 
It’s no secret mortgage banking is more 
regulated than ever before. In the next 

couple of years, the regulatory burden 
will only increase. 

While the details may not be known 
yet, there will be a cost associated. It may 
be in higher capital needs. It may be in 
training, staff and technology costs. It 
may be in the lost opportunities of bor-
rowers who do not qualify or products 
that are too expensive to develop.

To counter those costs, lenders must 
improve productivity and eliminate as 
much waste as possible from the loan 
workflow. For many tasks in the mortgage 
process, automation is the best way to 
increase speed without sacrificing quality 
or cost.

For example, when meeting the stan-
dards of the current RESPA rules, or the 
pending combined disclosure rule chang-
es, lenders need to find ways to automate 
the generation and fulfillment of these 
documents. 

Lenders should also look for ways to 
automate compliance. New regulations 
are being passed monthly at the national 
and state level. Automated document 
systems can take the burden of manually 
updating forms every time a law or rule 
is changed. The best systems include a 
process for testing the loan documents 
to ensure compliance before printing and 
presenting to the borrower.

Automated document systems take the 
guesswork out of generating the correct 
forms. Every state, loan and investor has 
different document requirements. Printing 
too many documents adds to the cost of 
filing and storage, and it delays the clos-
ing process, since the borrower must go 
through each document they are present-
ed with. These systems can also create the 
needed reports for examiner. Borrowers 
who agree to use electronic documents 
can receive disclosures by e-mail, reduc-
ing mailing and printing costs.

While each added bit of automation 
may only represent a small decrease in 
long-term costs, the value adds up over 
the lifetime of hundreds or thousands of 
loans over the course of a year. And those 
savings just might be the difference be-
tween profitability and closing shop. ❖
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One of the primary costs of regulation is 
paralysis caused by uncertainty.“

“
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