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PROBLEM DEFINITION
For millennials looking to purchase their first home in today’s competitive environment, the struggle is
real. As the real estate market has recovered from the great recession, housing inventory has
dwindled – resulting in bidding wars and increased home prices and other costs. Recent data from
the National Association of Realtors stated that housing inventories are at a 10-year low, while the
lack of inventory discourages sales by pushing up home prices. The median existing home price was
1
$240,200 in August 2016, up 5.1% in the past 12 months.
This leaves millennials - now the largest segment of the U.S. population – in financial purgatory.
Stuck between the weighty indebtedness of student loans and credit cards and difficulty saving with
lower-paying job prospects, younger consumers are struggling to meet financial goals to achieve life
goals. In a recent report, one half of millennials feel their student loan debt has prevented – or will
prevent them from fulfilling their personal financial goals.
When it comes to home buying, young consumers would like to own a home but can’t find a way to
make their dreams a reality. Two thirds of millennials say that home ownership is a wiser investment
than renting, but four out of every ten millennials rent, while one in ten live at home with their parents.
Eighty-four percent of potential first time home buyers say they aren’t able to purchase a home
2
because they can’t afford the down payment.
The benefits of home ownership are well-documented. Home ownership often corresponds to safer
neighborhoods, better quality of life, more stable households, even higher levels of achievement for
3
children in school. As millennials grow up and begin starting their own families, has this housing
crisis become a case of the haves and have nots?
Current products that require a low down payment (i.e., Fannie Mae’s Home Ready Product) often
leave the buyer in a difficult situation when another offer for the same home is a conventional loan
and may be more appealing to a seller. The buyer with an FHA loan may get passed over due to the
strict FHA requirements for home repairs.
In addition, home purchases heap a litany of costs onto already maxed-out home buyers, including
closing costs, homeowner’s insurance, home repairs, renovations, furniture, appliances, etc. As any
current homeowner knows, the list is endless. These additional costs only add to the challenges
already facing first time home buyers.
How might we use creative mortgage underwriting to reduce the amount of cash needed by first time
borrowers to purchase a home?

INNOVATIVE SOLUTION

1 USA Today, “Housing Shortage Eases Some Markets”
http://www.usatoday.com/story/money/markets/2016/09/26/housing-shortage-eases-somemarkets/90934038/
2 The Financial Brand, “The Millennial Lending Crisis” https://thefinancialbrand.com/61136/millenniallending-crisis/
3 National Association of Realtors, “Social Benefits of Homeownership and Stable Housing”
http://www.realtor.org/sites/default/files/social-benefits-of-stable-housing-2012-04.pdf

Smooth Mortgage helps first time home buyers by significantly reducing or eliminating the amount of
cash needed to close. For cash-strapped millennials, this helps buyers find a payment they can afford
while helping them find stability and security in a home purchase.
Smooth Mortgage offers two options for credit unions:
Smooth 100
The Smooth Mortgage 100 product is a 100% LTV loan with no closing costs paid by the buyer. For
larger credit unions that have the capacity to portfolio their mortgage loans, Smooth 100 will be
appealing to them. This loan features no down payment and no closing costs for the member. To
compensate for the lack of down payment and closing costs, the interest rate and monthly payment
will be priced slightly higher than a normal mortgage loan. The closing costs are paid by the credit
union. However, these costs can be spread over the life of the loan and would be offset by the higher
interest rate the credit union would earn.
Smooth 97
Similar to Smooth 100, the Smooth 97 product offers no closing costs to the members with a minimal
down payment of only 3% down. This loan qualifies to be sold to Fannie Mae and Freddie Mac, and
will appeal to credit unions who desire to attract first time home buyers without the commitment of
placing these loans in their portfolios.
While many credit unions and banks offer loans with minimal down payment options, most of them
still require thousands in closing costs in addition to the down payment. Furthermore, many of them
are FHA loans, which can be unappealing for sellers. These costs are in addition to the usual
expenses associated with purchasing a new home, like renovations and new appliances. For cashstrapped millennials, this can still be too much. Smooth Mortgage is unique in that it truly helps
simplify and minimize the cost associated with purchasing a home.

PROTOTYPE
Smooth Mortgage offers a solution for members with sufficient income but with limited cash reserves
to purchase a home. The product was built using conventional financing underwriting guidelines to
offer up to 100% home financing with no closing costs charged to the member. This program will be
beta tested by TwinStar Credit Union beginning mid-October 2016, and reportable results are
expected to be available by year-end.
The credit union partnered with a mortgage insurance company to insure the loans during
testing. The product has minimal underwriting overlays in addition to conventional guidelines:
•
•
•
•
•
•
•
•
•

Maximum 100% LTV to $417,000
Minimum 720 credit score
Maximum 43% debt-to-income ratio
Minimum 2 months PITIA from member’s own funds; gifts and grants are not allowed
Full Documentation only
Purchase only
Owner-Occupied only
1-unit Single Family Detached and Attached and Condominium
Fixed Rate or Adjustable Rate Mortgage (to be set by offering FI)

There are several points of challenge that need to be addressed with this program. First, not all credit
unions desire to put these loans in their portfolios. We have determined that the loan would be

salable to Fannie Mae by simply reducing the max LTV to 97%. This would still provide a solution
with limited cash out of pocket. Second, those loans that are placed in the portfolio are subject to
prepayment risk. The expense of closing costs is covered within the first three years of the loan, so a
minimal prepayment penalty could be used where allowed to offset this concern. Finally, the cash
flow of the loan could be challenging since all closing expenses are incurred upfront and interest is
earned overtime. We have confirmed that these costs could be spread over the life of the loan to
diminish this risk.
With the wounds still fresh from the Great Recession of 2008-2009, many credit unions may be
concerned that this product will appear to be “easy money” or seem risky. We would disagree. With
the changes in requirements for income verification from the CFPB, we believe this product, if
positioned correctly, can be viewed as a responsible choice instead of a frivolous one. As long as the
member can afford the payment, this can greatly help both the member and the credit union. We
would encourage credit unions participating in the Smooth Mortgage pilot to accompany this
mortgage with an educational course on home buying or budgeting tutorials. It’s a win-win.

TESTING AND RESULTS
If credit unions offer a low or no cash mortgage option to first time homebuyers, they will see more
millennials purchase homes. To test the desirability of our concept and prototype, we surveyed
potential first time home buyers using Pollfish.com and credit union mortgage lending professionals
using SurveyMonkey.
We had 300 respondents who
are potential first time
homebuyers between the ages of
25 to 44. Here are the findings:
• “When do you plan to
purchase a home?” 48% (144) answered “in
1 to 5 years”
• “Are you facing any financial barriers to buying a house?”- 53% (159) answered “Yes”
• “How much stress do you feel about saving for a down payment for a home?” - (1 star is low,
5 is high) - 42.67% (128) answered “5”
• “How long will saving for a down payment and closing costs delay your purchase of a home?”
- 35% (105) answered “more than 3 years”
• “Do you
expect to receive
financial assistance
from family to assist
with purchasing a
home?” - 64.33%
(193) answered “No”
• “Are you a credit union member?”- 63.33% (190) answered “No”
• “Would you be likely to join a credit union if it was a requirement to use the Smooth Mortgage
loan product?” - 58.00% (174) answered “Yes”
The results of this survey are very favorable for Smooth Mortgage. They illustrate the main financial
barrier for new home buyers is saving enough for a down payment for a traditional mortgage,
matching industry data we found. This barrier delays the home purchase and creates stress. Smooth
Mortgage could alleviate the delay and the stress for homebuyers. In addition, these homebuyers

would be willing to join a credit union that
offered the Smooth Mortgage products. See
appendix A for full survey results.
To test the desirability of this product among
credit unions, we surveyed 24 credit union
mortgage lending professionals across the
country to gauge their interest in Smooth
Mortgage.
• “Does your credit union currently work
with any third party mortgage
investors, brokers, or service
providers?” – 79.19% (19) said “Yes”
• “Does your credit union currently offer
products (savings, lending, or other
products) that specifically target first
time home buyers?” – 66.67% (16)
said “Yes”
• “Is your credit union interested in offering and/or expanding products specifically for first time
home buyers?” - 79.19% (19) said “Yes”
• “Please rank your level of agreement with the following statement: "My credit union would be
interested in exploring the opportunity to offer Smooth Mortgage."” - 56.52% (13) Agree and
13.04% (3) Strongly Agree
• “Please rank your level of agreement with the
following statement: "Smooth Mortgage would support
my credit union's ability to attract and retain millennial
members."” - 52.17% (12) Agree and 26.09% (6)
Strongly Agree
The above responses prove that credit unions would
explore offering Smooth Mortgage to their members
and believe the idea aligns with their strategic goals of
attracting millennial members. Many of the
respondents also took time to provide feedback on the
concept, most of which was favorable and showed
engagement with the prototype. See appendix B for full
survey results.
While we did not have the opportunity to test the
prototype in a live environment, we plan to launch a
beta of the product at TwinStar Credit Union in October
2016. The response to the program will be used to
refine both the program parameters and the marketing
behind the 100% program.

FINANCIAL IMPLICATIONS
The market credibility of the Smooth Mortgage lies in the attractiveness of the product to the member,
and the risk/return performance of the instrument to the credit union. Table 1, below, demonstrates
how these products meet both criteria.

Table 1

Fannie
97%

Smooth
100%

$250,000

$250,000

97%

100%

$242,500

$250,000

Member Perspective:
Purchase Price:
LTV:
Loan Amount:
Term

360

360

Interest Rate:

3.50%

4.38%

Closing Costs:

$6,063

$0*

P&I Payment:

$1,089

$1,248

$13,563

$0

$41,599
-$0
$41,599

$52,353
-$6,063
$46,290

Cash Out of Pocket @
closing

For the Smooth 100 product depicted in Table 1,
the member is attracted to a product that leaves
an additional $13,563 in cash in their pocket for
home improvements while only increasing their
monthly payment by $159 (in this example).
Likewise, the credit union benefits by being able to
offer a product to a member segment it has
struggled to reach with mortgages (younger
generations/first-time homebuyers). The credit
union inherits the credit and interest rate risk while
the loan is on its books, but produces a strong
return in the meantime (assuming it is deferring
these closing costs under FAS91 accounting
standards).

Credit Union Perspective:
Interest Earned (First 5 yrs)
minus Closing Costs
= Net Revenue

* Please note – the closing costs aren’t wrapped up into the
balance of the loan for either product, instead they are paid by
the lender (costs offset by an increased gain on sale or higher
interest rate).

Fannie
97%

Smooth
97%

$250,000

$250,000

97%

97%

$242,500

$242,500

360

360

Interest Rate:

3.50%

4.25%

Closing Costs:

$6,063

$0*

P&I Payment:

$1,089

$1,193

$13,563

$7,500

Table 2
Member Perspective:
Purchase Price:
LTV:

The Smooth 97 mortgage product models similarly
for the member (as shown in Table 2), allowing
more cash to remain in their pocket (compared to
a typical Fannie 97% loan) for only a slightly
higher rate and payment. From the CU
perspective, the 97% product allows it to shed the
credit and interest rate risk of the product by
meeting Fannie Mae sales requirements while
recognizing an acceptable gain on the sale (net of
closing costs).

Loan Amount:
Term

Cash Out of Pocket @
closing
Credit Union Perspective:

Gain On Sale Percentage:
1.00%
3.38%
The basic tools needed to deliver this product are
Gain on Sale Premium
$2,425
$8,184
already available to most credit unions that have
minus Closing Costs:
-$0
-$6,063
the appropriate mortgage operations experience
$2,425
$2,121
in-house. Those smaller credit unions without this
experience may benefit from a CUSO that can deliver the underwriting, processing, and secondary
services needed. While CUSOs already exist in this space, a new CUSO focused on providing these
services for first-time homebuyers in a turnkey fashion could be justified in a second phase of this
project.

COMMENTS, NEXT STEPS, AND CALL TO ACTION
Smooth Mortgage has the potential to spark a revolution in mortgage lending for first time buyers. Our
survey findings underscore a dire need for more mortgage lending options and highlighted an
incredible opportunity for credit unions to meet this need.
The Smooth 100 product is being piloted at TwinStar Credit Union in Olympia, Washington in October
2016. We are searching for additional credit unions to join TwinStar in piloting the Smooth 100 or
Smooth 97 at their credit union. The need is great, and the impact could be tremendously beneficial –
not only for the home buyer, but for the credit union as well – in the form of new members and
ancillary products.
As a second phase to this project, we would like to see the formation of a CUSO designed specifically
to help small and mid-size credit unions write and service the Smooth Mortgage. We believe this is
the next step in the growth of this project and the furtherance of our mission to help credit unions
assist first time homebuyers.
More than a loan, Smooth Mortgage is a movement to help first time homebuyers. There has never
been a greater urgency to provide solutions for this lending crisis. Will you join us? Help us make the
mortgage process smooth for first time homebuyers.

ABOUT FILENE
Filene Research Institute is an independent, consumer finance think and do tank. We are
dedicated to scientific and thoughtful analysis about issues affecting the future of credit
unions, retail banking, and cooperative finance.
Deeply embedded in the credit union tradition is an ongoing search for better ways to
understand and serve credit union members. Open inquiry, the free flow of ideas, and debate
are essential parts of the true democratic process. Since 1989, through Filene, leading
scholars and thinkers have analyzed managerial problems, public policy questions, and
consumer needs for the benefit of the credit union system. We support research, innovation,
and impact that enhance the well-being of consumers and assist credit unions and other
financial cooperatives in adapting to rapidly changing economic, legal, and social
environments.
We’re governed by an administrative board made up of credit union CEOs, the CEOs of
CUNA & Affiliates and CUNA Mutual Group, and the chairman of the American Association of
Credit Union Leagues (AACUL). Our research priorities are determined by a national
Research Council comprised of credit union CEOs and the president/CEO of the Credit Union
Executives Society.
We live by the famous words of our namesake, credit union and retail pioneer Edward A.
Filene: “Progress is the constant replacing of the best there is with something still better.”
Together, Filene and our thousands of supporters seek progress for credit unions by
challenging the status quo, thinking differently, looking outside, asking and answering tough
questions, and collaborating with like-minded organizations.
Filene is a 501(c)(3) nonprofit organization. Nearly 1,000 members make our research,
innovation, and impact programs possible. Learn more at filene.org.

“Progress is the constant replacing of the best there is with something still better.”
—Edward A. Filene
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APPENDIX A – MILLENNIAL SURVEY RESULTS

APPENDIX B – CREDIT UNION LENDING DECISION-MAKERS
SURVEY

