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I. EXECUTIVE SUMMARY

Since 1934, the Federal Housing Administration (FHA) has played an essential role in expanding homeownership opportunities for Americans.  FHA has allowed lenders to make loans to millions of borrowers who would not qualify for conventional loans.  FHA demonstrated the potential of the long-term, fixed-rate mortgage in the 1930s and the home equity conversion mortgage (or reverse mortgage) in the last decade.  FHA helped to stabilize regional mortgage markets when private mortgage insurers (“MIs”) withdrew in the mid-1980s.  In short, FHA has pioneered new mortgage products, stabilized housing markets, and served borrowers whom the private sector would not or could not serve.
  

FHA’s role continues to be important today, as detailed in Section II.  It is true that the conventional market is doing a better job of offering credit to those with little to put toward a down payment, and a growing subprime market is making more credit available for credit-impaired borrowers.  Nonetheless, FHA provides mortgage insurance for hundreds of thousands of purchase money mortgages each year and plays an essential role in providing access to homeownership for first-time homebuyers, African-American and Hispanic borrowers, and residents of underserved areas.  

Despite FHA’s continued importance, FHA’s future is a source of concern.  A growing number of observers worry about whether FHA will remain a viable tool for meeting the public interest in expanding homeownership.  

Section III details some of the significant challenges that FHA faces.  FHA operates in a rapidly changing mortgage market where private actors selectively serve portions of the market that they once left to FHA.  As a result, the risk that FHA bears may be growing in ways that FHA does not have the systems capacity and analytical tools to measure well.  In particular, the actuarial review – the principal tool used by policymakers for assessing the health of the FHA portfolio – may not capture changing loan characteristics that are increasing the risk in the FHA Fund.  The issue is not the fact that FHA is insuring riskier loans.  That is its mission.  Moreover, we should applaud the private sector for serving more low-risk borrowers with affordable lending products.  The issue is whether FHA has the tools and the capacity to manage the resulting risk in its portfolio.  FHA also faces extraordinary operational challenges. While it has made notable progress in many areas, the gap between FHA and its private sector counterparts continues to grow, as the state of the art for credit insurance operations and risk management improves faster than FHA can advance.  

Section IV discusses how, weakened in these ways, FHA is unable to fulfill its mission by responding to emerging needs in affordable and subprime lending.  For example, some community-based and portfolio lenders – who are working to provide mortgage credit in underserved areas -- complain of FHA’s inflexibility and bureaucracy.  While they need credit enhancement and access to the secondary market, they have turned to more expensive ways to achieve their goals, finding those routes preferable to the limitations of the FHA program.  While traditional mortgage bankers continue to originate FHA loans, FHA has not played a significant role in the efforts of the new players in affordable lending over the last decade.  

Similarly, FHA is not a resource that anyone mentions in efforts to address problems in subprime lending.  The growth of the subprime market has expanded access to credit, but it also has brought expensive borrowing to some consumers who might qualify for less expensive loans.  Subprime borrowers include a disproportionate share of lower income and minority borrowers and too many vulnerable elderly, who are too often the victim of predatory practices.  Policymakers search for appropriate tools to bring more competition, transparency, responsible practices, and rational underwriting to the troubled parts of the subprime market.  A major player of FHA’s size might help pioneer in these areas, but today FHA is playing only an inadvertent role.  

Despite these weaknesses and unmet challenges, it is possible that FHA will continue to play an important role in expanding homeownership far into the future.  It is also possible that these daunting challenges and a declining perception of FHA's relevance will cripple the agency.  In the course of preparing this paper, the author spoke with housing finance experts in state and federal government, non-profit and for-profit firms, lending, credit enhancement, and the secondary market.  “Off the record” many of these experts predict a dire future for FHA – one of decreasing relevance in the market, growing insurance claims, increasing restraints on its insurance authority, and even possibly taxpayer losses.  There have been concerns and complaints about FHA for almost as long as there has been FHA; still, the author was struck by the pervasiveness and strength of this perception.  

If we are to continue to aspire to high levels of homeownership in America, policymakers must ensure that FHA continues to be available to pioneer, stabilize markets, and meet needs that the private sector cannot meet on its own.  The Millennial Housing Commission has made revitalizing FHA one of the centerpieces of its prescription for housing policy in the next decade.  The Commission proposes that FHA be reorganized as a government corporation, with new resources, authorities, and flexibility to allow it to operate more nimbly in the rapidly changing world of housing finance.  The Commission also proposes that, whether in its current structure or reconfigured as a government corporation, FHA find new ways to do business, including through the exploration of single-family risksharing partnerships.  The second half of this paper looks at whether single-family risksharing could be an element of a strategy to revitalize FHA and ensure its viability as a potent tool of housing policy.  

As described in Section V, the search for partnerships stems from a simple reality: while the government, through FHA, can do some things better than anyone else (particularly, absorb risk), others (lenders, MIs, and reinsurers, housing finance agencies, secondary market institutions, and others) can do many things better than can FHA.  If FHA were to rely more on others to do what they can do best, FHA might be more effective at meeting its public purposes.  Some describe this transition as going from a retail operation to a series of wholesale programs.  In a wholesale model, FHA would give up the operation of many of the day-to-day activities that partners might do better, but retain functions for which government is uniquely suited:  providing strategic direction toward public purposes and absorbing risk.  The danger of relying upon partners, however, is that they do not inherently share the government’s objectives – either to protect the taxpayers or to achieve public purposes.  Risksharing, in theory, could be a way to motivate private entities to serve governmental ends.  To do so, however, the risksharing partnership must be designed so that the private partner is rewarded when public purposes are achieved and pays a price when the taxpayers’ experience loss or policy goals are not met.

Section V also describes the principal elements of any risksharing agreement:  the formula for sharing losses, the formula for sharing premiums, the structure of the agreement, and the duties delegated to each partner.  Finally, this section explores concern that, by sharing risk with private partners that have a higher cost of capital, FHA will be increasing the cost to the taxpayer of providing the same insurance.  This section looks at FHA’s experience with single-family note sales.  In that case, the private partners were able to bring efficiencies to FHA’s operations that more than offset their investors’ expectations for greater returns.  The experience suggests that risksharing with private partners may, in some cases, make sense for the taxpayers and FHA borrowers.

Notwithstanding the potential of risksharing, Section VI demonstrates that there are real dangers to FHA, the taxpayers, and future homeowners from ill-conceived risksharing programs.  Great care must be taken to ensure that risksharing initiatives will help to revitalize, not undermine, FHA.  These dangers include:  

1. Undermining FHA’s Ability to Serve its Public Mission.  FHA’s mission is to serve those that the private sector will not serve on its own.  Thus, for example, it insures a disproportionate share of loans to minorities and it provides counter-cyclical market stabilization (extending credit when private sources of credit retreat).  To the extent that risksharing puts the decision whether or not to insure a loan in the hands of a partner, it is possible that the partner will choose not to insure loans that fulfill these public purposes.  

2. Improperly Aligning Incentives.  Risksharing should be designed so that the partner making a given decision has, as near as possible, the same interest as the government.  When incentives are not so aligned, as in FHA’s infamous multifamily co-insurance program, partners may make decisions with disastrous long-term consequences for the government.  The objective of perfectly aligning incentives, however, is sometimes in tension with the goal of allocating tranches of risk to the partner who can most efficiently bear that risk.   

3. Missing the Target Market.  Careful analysis is required both in program design and in monitoring loans as they are insured to understand whether the target market is being served. Private partners have an incentive to get FHA to bear a portion of the risk on loans that the conventional market would otherwise finance on its own.  Similarly, partners could lead FHA to insure risks greater than FHA currently bears.  One analysis of a potential risksharing structure even suggests that both could happen simultaneously.  Finally, loans insured through risksharing programs could end up draining higher quality business from FHA’s traditional business, exacerbating adverse selection and weakening the FHA Fund.     

4. Mispricing the Insurance.  In pricing mortgage insurance generally, FHA must worry about whether the insurance premium charged is sufficient to cover the risk insured.  In risksharing, FHA has the same concern but also must determine whether the portion of the insurance premium paid to FHA adequately compensates FHA for its share of the risk.    

5. Picking the Wrong Partners for the Job.  Just because FHA relies on a partner to do something does not necessarily mean it will be done better.  FHA needs to pick the right partners for the right responsibilities.  A partnership with a non-profit, community-based organization may help FHA do a better job of reaching target markets, but it does not necessarily promise greater efficiencies or more effective systems for risk assessment.  Similarly, a private partner may be able to manage or avoid risk, but it may not be able or willing to serve the kinds of borrowers whom it is FHA’s mission to serve.  Private partners have a higher cost of capital than does FHA.  For FHA risksharing with private partners to make sense, the partner must bring efficiencies to lower the cost of providing the insurance sufficient to offset the partners’ higher cost of capital.    

6. Counterparty Risk.  When the government shares risk, there is always the danger that the partner will be unable to meet its share of insurance obligations and the market will look to FHA to backstop the loss.  Failure to carefully monitor the risksharing product performance as well as the financial health of the partner could leave FHA holding the bag.  Managing this form of counterparty risk is not a function that FHA can assign to its partner. 

7. Inequality of Information and Bargaining Power.  One of the very reasons why FHA would seek to partner with others – the partners may be able to assess and manage risk better than can FHA – is also a reason for caution.  One worries whether FHA can negotiate an agreement representing a good deal for the taxpayers.  FHA’s needs to find significant analytic capacity in order to design and assess risksharing agreements and ensure that the public interest is protected.  

8. Political Factors Shaping Risksharing Agreements.  Political pressure could limit FHA’s ability to engage in arm’s length negotiation of risksharing agreements.  Similarly, Congress could be pressed to try to legislate the complex financial and business terms of risksharing agreements.  Neither approach is likely to produce agreements that optimize the public interest.  

This list of concerns is not offered to argue that FHA should not pursue risksharing partnerships, because there are too many dangers to its public purpose and the taxpayers.  Instead, it is offered to instruct – to help shape experiments with risksharing that make sense.  Similar lessons can be drawn from FHA’s previous efforts to negotiate risksharing agreements -- efforts that led some HUD officials to conclude that “…a risksharing program is not in the best interest of FHA or the general public.” 
  As described in Section VI, subsection I, that experience should not preclude reconsideration of risksharing, but it does suggest criteria that should be met by any proposal, as well as changes to legal authority that would be helpful if risksharing is to be made workable.

In light of the potential benefits and dangers of risksharing, Section VII sets forth a way for Congress and HUD to proceed, if they seek to pursue a risksharing strategy.  Initially, the Section suggests general principles to guide a risksharing strategy.  

1. Incrementalism.  FHA must assess its weaknesses and design new products to meet emerging needs, but it should not try to substitute new wholesale products for existing retail products overnight.  It should review new products to see if the markets served and performance match expectations.  Meanwhile, it should continue to make available its existing products, unless and until it is clear that the needs served today are being better served by alternatives.  

2. Experimentation.  FHA should test and pilot new approaches.  It should try a range of different financial structures, types of partners, types of products, and target markets and learn what works and what does not.   

3. Defining Broad Goals and Providing Programmatic Flexibility.  Policymakers should resist the temptation to prescribe the specific business terms of risksharing agreements (formulas for sharing risk and premium, allocation of responsibilities, oversight mechanisms, etc.) in legislation or regulation.  Instead, they should establish goals, identify performance measures, and hold FHA accountable for achieving those goals.  In return, they should give FHA the flexibility to undertake different approaches to meet those goals and authority to expand those that work and drop those that fail to meet public purposes.    

4. Providing FHA Internal Analytic Capacity.  FHA cannot rely entirely upon a risksharing partner to protect FHA’s financial interest and public purposes.  For itself, FHA must design and assess agreements against FHA’s goals, manage counterparty risk, and analyze the risk it is incurring from the risksharing business and see that it matches the program targets.  FHA needs staff with the capacity to undertake these analyses, in consultation with contractors and advisors. FHA needs new employees with sophisticated financial market expertise and skills.  Moreover, FHA needs the authority to quickly procure financial advisory services to support FHA in the design, implementation, and monitoring of risksharing agreements and risksharing partners.  The Millennial Housing Commission recommends the reformation of FHA into a more autonomous government corporation, with, among other things, the ability to hire and train staff and procure support more efficiently.  This proposal would facilitate the acquisition of needed analytic capacity; but whether or not Congress embraces the government corporation proposal, Congress should make it a condition of risksharing authority that FHA acquires contractor and staff resources for this purpose and Congress should provide it with the authority and financial resources to do so.    

5. Enhancing FHA’s Bargaining Power through Competition.  One way for FHA to find partnerships that maximize FHA’s objectives is to create competition between potential partners.  In some cases, it may make sense for FHA to pilot an approach with a single partner without competition, but, in other cases, partners may be asked to compete for the business opportunity.  Statutory language authorizing risksharing should allow FHA to select partners using a variety of mechanisms.     

Section VII also provides specific criteria against which any risksharing proposal should be assessed.  

1. Have FHA and its Partner Clearly Identified the Target Market?  Before launching a risksharing pilot, there should be a clear articulation of the target market.  The market served will be determined largely by the underwriting criteria, delivery system, and lender execution available for a given product.  Each must be clearly defined and understood in terms of how it will influence the market served.  An effort should be made to estimate key loan characteristics, like location, loan size, credit quality, loan to value ratio, etc.   

2. Does FHA Clearly Understand the Implications for its Existing Lines of Business and the Conventional Market?  An analysis should be done of how the target borrowers/loans for the risksharing product relate to those borrowers served by FHA’s existing insurance product as well as to those served by the conventional market.  If part of the customer base for the new product might have been served under FHA’s existing program, FHA should understand the implications for its budget and the actuarial soundness of the MMI Fund.  While a product that serves all of FHA’s existing consumer base more effectively and efficiently has merit, one that skims only the best credits from the MMI Fund raises significant budget and policy concerns.  Similarly, FHA should understand whether the new product would serve, in part or in whole, customers who would otherwise be served by the conventional market without government involvement and consider whether any public purpose would be served by doing so.   

3. Does FHA Have a Reasonable Basis for Performance Expectations?  FHA must undertake the analysis required to generate performance expectations for the riskshared products.  Difficult questions must be asked about income stream, performance, incidence, severity, and timing of losses, and the sensitivity of those estimates to economic variables.  This will necessarily be speculative – especially so for innovative products – but it must be done with seriousness and as much precision as is possible.

4. Have FHA and its Partner Clearly Defined a Secondary Market Strategy?  Access to the secondary market for liquidity is often essential to motivate lenders to originate a loan product.  Lenders look to see what product and secondary market system offer them the “best execution” – the most profitable combination of costs and servicing income.  Designing a secondary market mechanism with attractive lender execution is a key element of identifying a target market and developing a strategy to serve that market.  

5. Has FHA Carefully Aligned Incentives?  It is essential that FHA really understand the interests of the partner in the short and long term and ensure that the partner does not benefit at FHA’s expense.  Thus, it is essential that FHA have detailed analysis performed of expected returns to both partners under various scenarios, and that sensitivity analysis be performed on those expectations.  If FHA’s outcomes are especially sensitive to certain variables, extra incentives may be appropriate to ensure that the partner has the same incentive.  

6. Has FHA Built In Incentives to Encourage its Partner to Achieve Public Purposes?  FHA’s interests are not all financial.  It has an interest, for example, in ensuring that underserved communities and borrowers and declining markets are served.  FHA should work creatively with its financial advisors to design incentives so that its partners work to accomplish FHA’s public purposes.  Thus, for example, FHA could agree to bear a higher proportion of the loss on loans originated in certain areas or to certain borrowers.  In another model, FHA could pay its partner from its share of premiums a bonus for certain originations or for REO sold at discount to non-profits for community revitalization.  Any risksharing agreement should be assessed to see if the partner will be motivated sufficiently to achieve public purposes.

7. Does the Agreement Match Delegated Authorities to the Partner’s Capacities?  Potential partners should be asked to demonstrate their experience and capacity in the various functions that are to be delegated.  FHA may not choose to delegate certain functions to some partners that they would delegate to others with different capacities.  Similarly, in situations where interests are not as closely aligned, FHA should consider retaining decision-making authority that it could delegate were interests more closely aligned.
8. Is the Product Priced Appropriately?  For any riskshared product, each party must determine independently what income they need to assume their portion of the risk.  The total premium must be determined based on:  (1) what is needed by the partners to assume the risk; (2) what price will the market bear; and (3) whether public purposes be advanced at the price required by (1) and (2).  Pricing should not necessarily be limited by what FHA’s existing premium charge may be, but should be determined by characteristics of the riskshared product.  In addition, FHA should have the option of pricing a product so that it also will require appropriation of positive credit subsidy.  In other words, when a risksharing product may be thought to have especially important public purposes, FHA may design a program that would require public subsidy.  FHA’s ability to offer that product, of course, will depend upon the appropriation of the subsidy or authority granted by Congress to offset the positive credit subsidy against negative credit subsidy generated by other FHA products.

9. Does the Agreement Require the Partner to Maintain Separately Auditable Books?  FHA should insist that the partner maintain separate books for the riskshared product and allow government auditors the ability to monitor the partners’ financial management of the product.  FHA needs to be able to understand the partner’s expected costs and profits from this business, and any deviations from those expectations, although such information would be treated as proprietary and confidential.  If unexpected profits to the partner are uncovered while FHA experiences unexpected losses from the risksharing, FHA should scrutinize the program carefully to determine the design flaws and revise the program.  An alternative model might have the partner, who obtains better than expected returns, sharing a portion of those profits with FHA. 

10. Does FHA Have a Plan for Managing Counterparty Risk?  FHA should have a specific counterparty risk management plan for any risksharing partner, under which FHA establishes a system to monitor the health and capacity of the partner, including specific performance measures the partner must meet to continue the partnership.  

Section VIII describes four possible risksharing models that might help FHA to address the weaknesses identified, consistent with the approach to risksharing laid out above.    

· The first involves risksharing between FHA and an MI, with the goal being primarily to find more efficient and effective ways to serve FHA’s existing market.  

· The second involves risksharing between FHA and a state mortgage insurance fund, with FHA providing reinsurance that would lower the state agency’s cost of capital, so as to help expand their affordable lending efforts.  

· The third model involves risksharing directly between FHA and a non-profit intermediary, with the goal being to help the non-profit encourage more affordable lending by community-based lenders by providing the lenders with access to the secondary market for their affordable product.  At the same time, FHA would gain access to new delivery channels that penetrate underserved markets.    

· A fourth model involves risksharing between FHA and a GSE.   This discussion focuses on a partnership with either Fannie Mae or Freddie Mac, although a similar arrangement with the Federal Home Loan Banks for some purposes also might be considered.  While FHA and the GSEs might share risk for various purposes, the example provided would be aimed specifically at the subprime market.  FHA would rely on the GSE to bring its superlative systems and analytical capacity to assist in serving subprime borrowers, who represent a level of risk that the GSE may not feel comfortable undertaking on its own.  The goal of the partnership would be to offer products that provide price competition and transparency to the subprime market, through a delivery system committed to responsible lending practices.  Giving the GSEs a role in risksharing with FHA for any market would be controversial.  It is possible a similar project aimed at subprime lending could be launched with other partners instead, like MIs; however the GSEs bring certain advantages that make them especially well suited to helping FHA in higher risk markets.    

These models are preliminary concepts.  No attempt has been made to work out the operational and financial terms and conditions of how such partnerships might work.  Some might not work at all.  Different permutations of these models might prove more fruitful to pursue.  These models are offered simply to demonstrate the range of possible partnerships that FHA might explore.  The discussion also illustrates that no single risksharing program will likely address all of FHA's challenges.  Instead, different partnerships may help achieve different objectives.

Finally, Section IX describes FHA’s existing statutory authority for risksharing and its limitations.  The Section then describes new, general, risksharing demonstration authority that Congress could provide.  This legislation would provide necessary flexibility and accountability and be fully consistent with the risksharing strategy described in Section VII.  

In sum, given FHA’s significant weaknesses and the challenges that it faces, risksharing could be one element of a strategy to revitalize FHA and make it a more potent tool of housing policy.  Such a strategy might move FHA further toward a wholesale business model, under which FHA would rely on various partners for more of the day-to-day functions of its mortgage insurance operation, while FHA provided credit enhancement and strategic direction toward public purposes.  However, if policymakers embrace this approach, they should proceed incrementally by authorizing FHA to experiment with various risksharing models.  While some such experimentation is possible under existing law, the authorities are limiting. Congress could consider new legislation that provides a general framework, sets forth policy objectives, establishes overarching performance measures, and grants FHA flexibility to enter into a variety of risksharing agreements, so that FHA can find the approaches that best achieve the objectives established.  Before undertaking any risksharing program under new or existing authority, FHA should assess the plan against the criteria set forth in Section VII to ensure that it avoids the dangers that could befall it from ill-conceived risksharing.  

II. FHA’s Valuable Role in Expanding            
 


Homeownership

There were 6.6 million FHA-insured single-family loans outstanding at the end of FY 2001.
  FHA insured over a million single-family loans that year.  Seventy-six percent of those were for home purchase; the rest were refinancing.
  The previous year, FHA insured only 920,000 loans, but 92 percent of those were for home purchase. 
  In other words, in each of the last two years FHA has insured over 800,000 home purchase loans. 

Today, FHA insures loans to those who can afford only to make a small down payment, have high debt-to-income ratios, and/or have tarnished credit.  FHA is one of the few institutions allowing the borrower to finance closing costs, resulting in some loans with an LTV of over 100 percent, even with a small down payment.
  While the conventional market does offer a few very-low-down-payment programs, those that allow a LTV ratio above 97 percent are small in volume and particular about other underwriting criteria.  FHA, on the other hand, insures primarily very-low-down-payment loans
 while allowing the borrower to have total debt payments sometimes as high as or greater than 41 percent of income and less than ideal credit histories.  As a result of its underwriting flexibility, FHA insures a disproportionate share of mortgages to first-time and minority homebuyers, those with low incomes, and those who live in low-income or high-minority areas.

First Time Homebuyers:  First time homebuyers accounted for 82 percent of all home purchase loans insured by FHA during 2000, but account for less than 50 percent of all home purchase loans nationwide.
  The share of FHA-insured home purchase loans going to first-time buyers increased from 67 percent in 1993 to 82 percent in 2000
  (although it dropped to 80 percent in 2001
).

Lower-Income Borrowers:  A disproportionate share of FHA insured loans go to lower income borrowers.  As shown in Figure 1, 67 percent of FHA borrowers had income below area median, compared with only 38 percent of the conventional market. 


[image: image11.bmp]
      Source: 2000 HMDA Data.

Minority Borrowers:  FHA also serves a disproportionate share of minority borrowers.  As Figure 2 illustrates, 32.6 percent of FHA loans in FY 2000 were made to black and Hispanic borrowers, compared to only 12.4 percent of conventional loans during that period.  Moreover, minority borrowers make up an even higher percentage of FHA loans to very low-income borrowers -- 41.5 percent of loans to borrowers with income below 50 percent of area median.  
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    Source: 2000 HMDA Data.

Underserved Neighborhoods:  Finally, FHA serves a disproportionate share of borrowers financing properties in neighborhoods defined by HUD as underserved.  As shown in Figure 3, low-income census tracts accounted for 18.2 percent of FHA loans insured in metropolitan areas during 1999, compared with only 11.3 percent of conventional conforming loans.  Over 40 percent of FHA loans financed properties in underserved neighborhoods, compared with only 26 percent of conventional conforming loans.
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  Source:  PD&R ISSUE BRIEF.

FHA Share of Underserved Borrowers:  Another way to look at FHA’s impact is to look at FHA’s market share of loans to groups with lower rates of homeownership.  That data reveals that low-income and minority borrowers and borrowers in underserved areas are highly dependent upon FHA for homeownership opportunities.  While FHA’s share of all home purchase loans in Metropolitan areas in 1999 was only 21 percent, its share of low-income borrowers was 31 percent, its share of African American and Hispanic Borrowers was 42 percent, its share of lending in low income census tracts was 30 percent, its share of lending in high-minority census tracts was 31 percent, and its share of lending in underserved areas was 29 percent.
  Between 1997 and 1999, FHA facilitated homeownership for 37 percent of all African-American and Hispanic first-time homebuyers.
 

Without FHA, many of these borrowers would not be homeowners or would have to delay homeownership.  GAO concluded that two-thirds of the borrowers who got FHA-insured loans in 1994 would not have qualified for privately insured loans, based simply on loan-to-value and debt-to-income ratios.
  Similarly, a 1995 HUD study concluded that there was little overlap between FHA and MIs’ borrowers.
  The proportion of FHA borrowers who would not qualify for conventional loans may well have increased since that time, despite greater conventional market flexibility on LTV and debt-to-income ratios, because of the widespread use of mortgage and credit scoring models in the conventional market.
  Even vocal critics of the FHA program conclude:  “…[FHA] is an indispensable provider of homeownership opportunities to low-income and minority borrowers.”

Economic Stablization Role:  FHA also plays an essential role in areas of the country experiencing economic downturns, stabilizing local housing markets.  As interest rates rise, incomes drop, and house prices fall, MIs logically retreat from the market in order to reduce their losses.  However, credit tightening only further exacerbates economic conditions.  In the 1980s in the “oil-patch” states, the percentage of loans insured by MIs plummeted, but FHA loans continued to be available in those areas.
  As a result, families could find buyers and sell their homes to relocate for new job opportunities; and house prices did not fall as far as they otherwise would have, preserving family equity in their homes.  The recent recession did not test the point, as the housing sector was not significantly affected, probably due to low interest rates.  Memories fade as time passes since the last period of significant regional house price decline.  At some point, however, we likely will see the importance of FHA’s market stabilizing effect again.    

III. Challenges facing FHA Today

FHA faces two types of challenges:  risk management and operational.  Specifically, there are reasons to believe that the risk in FHA’s $500 billion single-family portfolio is growing, even though the measures that FHA uses of its financial health do not indicate all of the greater risk.  FHA does not have the kind of tools that would allow it to understand fully and optimally manage that risk – the kind of tools that its private sector counterparts have embraced.  The discrepancy between FHA’s risk management capacity and that of other market players makes FHA vulnerable to further adverse selection.
  FHA’s other major challenge -- its operational weaknesses -- is not unusual for a government agency.  However, few government agencies manage a $500 billion dollar insurance business.     

A. Growing risk with limited Risk Management                                Capacity

Over the last decade, the mortgage market has changed dramatically, as has FHA’s role in it.  There are powerful indicators that FHA’s portfolio is increasingly concentrated in riskier loans.  Actuarial analysis of FHA’s Mutual Mortgage Insurance Fund (the “MMI Fund”) which backs most of FHA’s single family mortgage insurance, suggests that the Fund is healthy.  However, policymakers may be relying too heavily on the actuarial analysis for comfort.  The measures of risk used for the actuarial analysis do not reflect all the changes in FHA’s book of business.  FHA has far fewer tools to measure risk in its portfolio than do its private sector counterparts.  Meanwhile, FHA has dramatically lowered premiums in recent years.  Taken together, these factors suggest that there may be a growing risk to FHA’s portfolio – risk that FHA does not have the tools to understand and manage adequately.    

It is important to be clear:  it is not bad that FHA insures riskier borrowers.  In fact, it is FHA’s mission to do so.  FHA is able to accomplish its notable record of serving underserved borrowers and neighborhoods, in part, because of its willingness to insure risks that the private market will not insure.  In addition, policymakers should applaud the growing ability of the private sector to insure lower risk affordable loans that it once left to FHA.  Federal housing policy calls upon “private enterprise … to serve as large a part of the total need as it can.”
  The issue raised by this section is whether FHA has the tools necessary to understand and manage the risk that it is insuring?  

1. Changing Conventional Market Affects FHA’s Portfolio

The conventional market’s introduction of credit scoring and automated underwriting, and the risk-based pricing that these tools facilitate, has changed the roles of FHA and the conventional market.  For many years, FHA has been able to cross-subsidize within its portfolio, by charging more than necessary to assume the risk of less risky loans to help pay the cost of insuring higher risk loans.
  Increasingly, the private market has learned how to insure the relatively lower risk loans that once they left to FHA.  In fact, for years, MIs complained about competition from FHA for business that they could serve.  However, in recent years, complaints about FHA’s competition with the private sector have diminished, as the conventional market increasingly has competed successfully for FHA’s lower risk borrowers.  

Availability of Conventional Low-Down Payment Options:  Historically, FHA was the only option for non-veteran borrowers with little for a down payment.  Recently, however, the conventional market has determined how to manage credit risk for lower-down-payment borrowers and so now offers a variety of low-down-payment loan options.  In 1993, zero percent of the home-purchase loans purchased by the GSEs were above 95 percent LTV;
 by 2000, that number had increased to 5.9 percent for Freddie Mac
 and 4.3 percent for Fannie Mae.
  Statistics from two large MIs show that that their role in low-down-payment lending has increased even more.  MGIC and GEMICO report that in 1990, zero percent of the loans they insured had an LTV greater than 95 percent; but, in 2000, 9 percent of all loans insured by MGIC (and 10 percent of the home purchase loans they insured) and 8 percent of all loans insured by GEMICO (and 9 percent of all the home purchase loans they insured) had LTVs greater than 95 percent.
  

Widespread Use of Borrower Credit Scores:  Underwriting is based upon factors that generally can be summarized as the “three Cs”:  collateral, credit, and capacity.  Historically, lenders looked at all the information in the detailed consumer credit reports to assess credit history.  They had certain rules (e.g., no loans to persons who had a bankruptcy within seven years or explanation required for credit payments more than 60 days late).  Beyond the rules, however, they relied on the judgment of the underwriter whether the cumulative history suggested that the borrower was a good credit risk.  

Borrower credit scores have long been used in consumer lending to provide an overall assessment of a borrower’s credit profile.  Borrower credit scores predict the likelihood of repayment based on the statistical relationship between the many pieces of information contained in an individual’s credit reports and actual repayment experience of other loans historically.  Factors considered include: how many credit lines are available, the frequency of late payments, the number of recent requests for credit, liens, judgments and bankruptcies, and debts referred to collection agencies.  FICO scores (a widely used credit score developed by Fair Isaacs), for example, rate a borrower’s risk of default from about 350 (highest risk) to about 850 (lowest risk).  

Since the mid-1990s, the conventional market has widely used borrower credit scores to help predict the risk of mortgage default.
  These credit scores have proven to be a very powerful predictor of mortgage default.
  While all those who use borrower credit scores insist that compensating factors can make up for a less than stellar score, borrower credit scores have been a central element and powerful determinant in conventional mortgage lending for the last half decade.  

FHA, however, still does not require the use of borrower credit scores in underwriting.  (As discussed below, a growing share of FHA loans is being underwritten with the assistance of automated underwriting mortgage scorecards that use FICO scores as one factor.  However, the FHA scorecards approve loans with far lower FICO scores than do most conventional lenders.)  With conventional lenders using borrower credit scores, one would expect that borrowers with lower scores would be turned away from conventional products, and sent to FHA.  

Widespread Use of Automated Underwriting and Mortgage Scoring:  The conventional market also has made widespread use of sophisticated automated underwriting systems and mortgage scorecards.  These systems allow those who bear credit risk to do a far more accurate job of assessing all the elements of risk represented by a loan:  not only credit quality, but also collateral and repayment capacity.  Mortgage scoring allows credit providers to measure the cumulative risk of all the factors embodied in a loan application and to weigh them against the compensating factors present.  

A typical loan application contains dozens of factors all of which bear upon the level of risk represented by the loan.  “Human underwriters cannot be expected to assess [the thousands of combinations of factors] accurately and consistently from application to application. ”
  Statistically- based, automated underwriting systems can do a more sophisticated analysis of layered risk and compensating factors.  As a result, conventional lenders have been able to identify loans that, despite higher LTVs or higher debt-to-income ratios, represent manageable risks.  In the past, these low-risk borrowers would have failed to qualify for conventional loans and would have turned to FHA.  Today, the flexibility in conventional underwriting brought about by the introduction of automated underwriting systems means that these borrowers can be served by the conventional market.  FHA is left primarily with those that represent layered risk.  Default probabilities grow significantly when multiple risk factors are present.
   

FHA Is Price Competitive Only for Very-Low-Down Payment Loans:  The key variables for wealth- and income-constrained borrowers are likely to be cash to close and monthly payment.  FHA charges the same combination of annual and upfront premium to borrowers regardless of LTV (although the duration of the annual premium varies with LTV); MIs vary the premium level with LTV.  Thus, cash to close and initial monthly payment are generally less for a 97 percent LTV FHA loan than for a comparable conventional loan, but conventional loans are less expensive (by monthly payment) than FHA loans for 90 percent LTV, as illustrated in Table 1.
  FHA is less expensive for 95 percent LTV loans, but the difference between the two is very small.  

TABLE 1

Estimated Financing Costs for a $100,000 Home:

FHA versus Conventional


97% LTV

FHA                   Conv
95% LTV

FHA                    Conv
90% LTV

FHA                    Conv

Upfront Premium
1.50                       0
1.50                       0 
1.50                        0

Annual Mortgage Ins.
0.50                     0.96
0.50                      0.78
0.50                       0.52

Mortgage Rate
7.125                   7.0
7.125                    7.0
7.125                     7.0

Loan Amount
$99,216        $97,000
$96,425           $95,000
$91,350          $90,000

Cash to Close
$5,487            $6,290
$8,209               $8,270
$13,159           $13,220

Monthly Payment
$834                   $848
$814                     $819
$778                     $763

Source:  Ann B. Schnare and Susan E. Woodward, An Analysis of GNMA Choice 8 (2001) (July 2001 version on file with author).

While MIs once complained that borrowers that would have qualified for conventional loans were steered to FHA, studies tend to suggest that cost and ability to qualify based on LTV and credit score are primary determinants of mortgage choice.
  Moreover, beginning in July of 1999, prospective FHA borrowers must be given a disclosure that compares the costs to close, interest rate, and monthly payment for FHA and conventional loans of comparable LTV.  Thus, one can expect that most borrowers select the loan that is the better deal for them, even if not all FHA borrowers have done so historically.  This should lead to higher concentrations of very high LTV loans in FHA’s book of business.  In addition, the relatively lower LTV borrowers in FHA’s book of business should increasingly be only those that do not qualify for conventional loans, because they represent other layered risks, with, for example, high debt burdens and tarnished credit histories.    

Summary:  Various developments in the private market environment in which FHA operates can lead to changes in the market that FHA serves.  The trends described above would lead one to expect that FHA would be adversely selected, i.e., that better quality risks were being taken by the private sector leaving FHA with only higher risk loans.  

2. Evidence of Mounting Risk

Some evidence suggests that the adverse selection that one might anticipate from the trends observed above, in fact, is happening.  For FHA loans, delinquency and foreclosure rates have grown while these rates for conventional loans have dropped
; average LTVs have increased; borrowers are carrying greater debt burdens; and credit scores appear to be declining.   

Delinquency Rates:  The most dramatic evidence of adverse selection is the divergent path of performance indicators for conventional and FHA mortgages during a period of solid economic growth from 1992 through 2000.  If you look at Figure 4 you will note that between 1986 and 1992, the 90-day delinquency rates for FHA and conventional market loans generally moved in the same direction.  However, since 1992, FHA’s delinquency rate has moved steadily upward (except for a brief downturn in 1997), while conventional rates have held steady or declined (until the recent mild recession, when they moved upward as well).  Moreover, FHA delinquency rates have reached levels that exceed their prior peaks during the oil patch recession of the mid 1980s and the mild recession of the early 1990s.  
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   Source:  U.S. Housing Market Conditions.

While FHA’s serious delinquency rates have increased, foreclosures have not increased over this period as dramatically, perhaps because of growing use of loss mitigation tools.  It is yet to be seen how loans modified through loss mitigation perform.  However, in FY 2001, FHA did see a significant increase in foreclosures started.

Increasing LTV Ratios:  Given the trends in the conventional market discussed above, it should not be surprising that FHA is going from providing credit to low-down-payment borrowers to providing credit to very-low-down-payment borrowers.  Figure 5 illustrates that between 1986 and 2000, the proportion of FHA loans with an LTV below 95 percent dropped significantly, while the proportion of loans above 95 percent increased.  The categories displayed disguise an even more striking increase in the proportion of loans with an LTV of 97-98 percent.
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          Source:  FY 2000 Actuarial Review.

The increase in the proportion of 97-98 percent LTV loans is offset a bit by a reduction in the 99-100% LTV loans that showed up in 2000.  Late in 1998, Congress passed and FHA implemented “down-payment simplification” legislation that changed minimum down-payment requirements.  By changing the way that down payments are calculated, there was a marginal liberalization in the requirement.  However, the same legislation had the effect of limiting loans with LTVs above 98 percent.  These changes together have resulted in slight drop in the overall percentage of loans above 97 percent after 1999. 

Credit scores:  Data on the credit scores of FHA-insured loans is currently very difficult to get.  FHA does not require lenders to provide a credit score. The limited information available suggests, as one would expect, that FHA insures loans with lower borrower credit scores than do most conventional lenders.  

A study of mortgage choice between FHA and conventional loans (based on 1996 data) found that “that conventional lenders try to select the borrowers with the best credit scores, regardless of LTV.”
  When the same authors looked at mortgage choice between conventional, FHA and subprime (also in 1996), they found that “FHA, while widely recognized as a low-down payment option, is the primary mortgage selection for households with low credit scores.”
  In the 1996 sample, the mean FHA credit score was 665 but the mean conventional credit score was 716.
  Moreover, one fourth of FHA borrowers had a FICO score below 620, as compared with only seven percent of conventional borrowers.
  

More interesting to an inquiry about adverse selection is any evidence of a change in the nature of the credit quality that FHA insures; however, data for comparison purposes is difficult to come by.  A growing percentage of FHA loans do go through automated underwriting systems using (“AUS”) a mortgage scorecard developed for FHA loans.  Thirty-three percent of loans in FY 2001
 were endorsed using an automated system (up from 29 percent during FY 2000).  These systems do collect and use credit scores; however, FHA has not made summary information about the credit scores on these loans public.  FHA did collect credit scores on a historical sample of its loans in order to build its own mortgage scorecard. Comparisons between scores on the earlier sample and current loans coming through the AUS would be illuminating. 

The only data set that shows changes in FHA loan credit scores over time was collected by Ann Schnare.  She obtained a sample of “roughly 85,000 FHA loans originated between 1996 and 2001 by one of the country’s largest FHA lenders.”
  This data strongly suggests that FHA has been adversely selected on the basis of credit scores.
  Schnare’s analysis of the data suggests that “the credit quality of FHA loans, as measures by borrower credit scores, has deteriorated significantly since 1996.”
  The proportion of FHA loans with very good (above 700) credit scores dropped dramatically, while the proportion of loans with very poor credit scores (below 580) increased dramatically over that period.  The deterioration of credit scores occurred in all LTV categories but was greatest amongst lower LTV loans, suggesting that low LTV borrowers that qualified for conventional products took those less expensive alternatives.
  

Borrower Debt Burdens:  Nationwide, overall household debt burdens (as measured by the percentage of disposable income devoted to interest and principal payments on both consumer installment and mortgage debt) are rising (see Figure 6).  The increase in household debt burden has been largely concentrated among moderate- and low-income households, like those who populate the FHA portfolio (see Figure 7).  
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    Source:  BusinessWeek Online.

FHA’s own data mirrors this trend.  As Figure 8 illustrates, between 1992 and 2000, the percentage of FHA home purchase borrowers with mortgage payment to income ratios above 29 percent increased from 9.3 percent to 34.2 percent.  The percentage with total debt payment to income ratios above 41 percent increased from 9.0 percent to 35.5 percent.  
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  Source:  FHA Office of Evaluation.

Summary:  Evidence strongly suggests that FHA's portfolio of loans bears significantly greater risk than it has for a long time.  While good economic conditions now may mitigate the effect on FHA of bearing such risk, the point is that FHA has significant risk to manage.  The next section discusses why the actuarial analysis -- the principal indicator of FHA's financial health -- is not showing a greater effect from this increased risk.   

3. Actuarial Analysis May be Misleading

a) Acturial Review  Suggests a Strong Fund

The primary tool used by FHA and the Congress to measure the health of the FHA insurance fund is the annual actuarial review.  The requirement for the review was adopted in the Cranston-Gonzalez National Affordable Housing Act (NAHA)
 in 1990 at a time when the FHA Fund was barely solvent, having significantly under-priced its mortgage insurance during the 1980s.  NAHA mandated that an independent actuarial analysis be performed annually, measuring the economic net worth of the MMI Fund.  It also established a measure, known as the "capital ratio," to be used to assess the health of the Fund.  Finally, NAHA mandated that the MMI Fund achieve a capital ratio of at least 1.25 percent by FY 1992 and a capital ratio of at least 2.00 by FY 2000.  It also significantly raised premiums and changed underwriting for FHA loans, in an effort to make those capital ratio targets achievable.
   

The actuarial review measures the economic value of the fund, as defined as the sum of existing capital, plus the net present value of current books of business.  To measure the net present value of current books of business, the actuaries must estimate expected income and expected expenses on all outstanding books of business, as well as model the demand for new FHA insurance endorsements well into the future.  These estimates are based on models designed to predict, among other things, how many of the existing insured loans will prepay, how many will default, and what FHA will recover from sale of the property after default, net property disposition expenses.  

The actuaries’ estimates of loan performance are based upon historical performance of comparable FHA loans.  To determine comparability, they look at key features, such as LTV and loan size, as well as loan type (30-year fixed, 15-year fixed, 30-year adjustable, streamlined refinance).  They also model for the unique performance of loans to investors.

Based upon all of these factors, the actuaries estimate the net present value of FHA’s insurance-in-force.  That plus existing capital reflect the economic value of the MMI Fund.  The capital ratio is then the economic value divided by the total (unamortized) insurance-in-force.

The actuaries make these estimates under three different economic scenarios, which capture key variables that would affect the performance of the FHA portfolio:  FHA mortgage interest rates, Treasury bill rates, house price appreciation, household income growth, and total number of mortgage originations.  The various scenarios are labeled base case, pessimistic, and recession.  In the FY 2000 actuarial review, the actuaries took pains to emphasize that these scenarios do not show the Fund in a “stressed economic state” as they reflect “lower interest rates without deterioration in other economic variables.”
  In the FY 2001 actuarial review, they noted that the scenarios “do not represent the full range of possible outcomes, but represent variations from the base case that might reasonably be expected.”
  

Since FY 1995, FHA has exceeded the Congressional target that NAHA directed it to meet by FY 2000.  In the most recent actuarial review, Deloitte and Touche estimated FHA’s MMI Fund to have a capital ratio of 3.75 percent at the end of fiscal year 2001, which is substantially higher than the statutory minimum of two percent.
  In addition, they projected that FHA’s capital reserve would continue to grow.
  Figure 9 illustrates D&T’s estimate of the economic value of the MMI Fund and the capital ratio projected to 2007.  It suggests that the fund is in a historically strong position. 
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          Sources:  FHA Office of Evaluation and FY2001 Actuarial Review.
 

This conclusion seems to be affirmed by a similar analysis performed by the U.S. General Accounting Office.  After FHA’s actuaries complete their work, GAO also calculates the economic value of the MMI Fund and its capital ratio, using their own models.  While the numbers vary slightly from those that FHA’s actuaries generate, the results are similar.
  Moreover, GAO subjected the FHA portfolio to more severe stresses.  They considered the impact of “worse-than-expected conditions” on the MMI Fund, as of FY 1999, and determined that, in any economic scenario experienced since 1975, the capital ratio would remain above 2.0 percent; although by modeling even more severe stresses they were able to find conditions that would reduce the MMI Fund’s capital to zero.
  

b) Certain Changes in Portfolio Not Taken Into Account

After ten years of refinement, FHA’s actuarial model is a sophisticated tool for what it is.  However, policymakers may be relying on it too heavily, using it as the sole determinant of the health of FHA’s mortgage insurance program, without understanding its limitations.  It is useful to look at what the actuarial review does not measure and to contemplate how those factors may be affecting the risk that the FHA Fund bears.  

The actuarial model predicts performance of FHA’s current book of business by seeing how similar loans performed in the past.  The characteristics that it uses to determine which loans are similar are loan size, LTV, and loan type (investor, 30-year, 15-year, etc.).  The model does not match other characteristics of the loans.  In particular, it does not match characteristics that tell us anything about the borrowers’ capacity to repay or the borrower’s credit history.  As discussed above, the make up of the FHA portfolio has probably changed significantly with regard to these two factors over the last decade.  Adverse selection is likely leaving FHA with borrowers with poorer credit histories and higher debt burdens than in the past.  Conventional affordable lending products have taken from the FHA portfolio those borrowers with high LTVs but strong credit and repayment capacity.  Thus, high LTV borrowers in FHA’s portfolio today may not behave like high LTV borrowers in FHA’s portfolio in the past.  They may be at significantly higher risk of default.  Unfortunately, the actuarial model (which must have historical data to predict future performance) has no capacity to pick up those changes, as FHA does not have historical credit score and debt-burden data.  

The cumulative claims rate (the ultimate rate of claims for one year’s book of business after 30 years) predicted by the actuarial model illustrates the concern.  As Figure 10 shows, FHA’s actuaries predict FHA’s cumulative claims rate to decline for books originated in the last half of the 1990’s and to be stable at between 5-6 percent for loans originated after 1999.  While low interest rates and extraordinary house price appreciation during the late 1990s certainly explain part of the strength seen in the model, there remains a question whether these factors will overwhelm the adverse selection that most observers believe has occurred during that period, as described in Section IIIA(1) above. 
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          Source:  FY 2000 Actuarial Review.

GAO notes this concern in a key qualification to its assessment of the actuarial health of the Fund.

Over 40 percent of FHA’s loan portfolio at the end of fiscal year 1999 consisted of loans originated in fiscal years 1998 and 1999.  As a result, the performance of these loans will have an important effect on the overall performance of FHA’s loan portfolio. … Our model is based on data on loan performance for loans originating from 1975 through 1999.  As long the these influences of key predictive factors on the probabilities of foreclosure and prepayment have not changed much over time, then we can be reasonably confident that the estimates of these relationships generated by our models will apply to these recent loans.  However, in recent years, FHA’s competitors in the conventional market … may have attracted some less risky borrowers who might otherwise have insured their mortgages with FHA.  And this may have increased the average risk of FHA-insured loans in the late 1990s.  … If this effect, known as adverse selection, has been substantial, the economic value of the Fund may be lower than we estimate, and it may be more difficult for the Fund to withstand worse-than-expected loan performance than our estimates suggest.
  
Generally, actuarial models are designed to measure capital adequacy under stress circumstances, not necessarily to predict defaults with precision based on underwriting criteria.  However, because FHA and concerned policymakers rely so heavily on the actuarial review for an assessment of FHA’s health, it is essential that there be a better understanding of what the actuarial models do and do not measure.  The next subsection discusses the limitations of FHA’s other systems and analytical tools. 

4. FHA’s Analytical Tools are Limited in Comparison to Conventional Counterparts

Even if the actuarial review were able to reflect all the relevant risk factors, it would still be a relatively limited tool, as it is designed to calculate one particular measure of financial health.  While ad hoc analyses of proposed policy changes are often done using the model, it does not have the functionality to allow it to be used easily for day-to-day risk management, portfolio monitoring, and product design.  

FHA's private sector counterparts have sophisticated systems and analytical tools that they use to manage their credit risk at three stages:  initial loan underwriting, portfolio monitoring, and loan servicing.  This subsection describes some of the tools used by MIs and Fannie Mae and Freddie Mac (the “GSEs”).   While the practices of individual MIs and GSEs vary, the following section provides examples of how these kinds of these tools are used by many of these institutions.  This summary is based on discussions with staff from one of the major insurers,
 as well as information that the GSEs provide to the public and their shareholders.
  This subsection contrasts these tools with those available to FHA.  It is easy to see that FHA's capacity is limited in comparison; moreover, FHA's attempts to acquire comparable tools are slow and cumbersome, making modernizing FHA a challenge. 

a) Initial Underwriting 

The introduction in the mid-90s of AUS offered great advances in understanding and managing mortgage risk.  Both GSEs and many of the MIs have developed their own systems.  Some lenders have their own systems as well.  These systems allow the user to assess the total risk represented by a particular application based on uniform standards and make a rapid decision whether to approve it for a loan, insurance, or purchase.  (Applications not initially approved may subsequently be approved after manual underwriting.)  

Many loans go through an AUS during the origination process.  The GSEs make it possible for lenders originating loans for sale to the GSEs to use their systems.  Thus, the lender can know at origination whether or not the loan qualifies for purchase by the GSEs.  (Lenders may also be delegated authority to underwrite manually loans for GSEs purchase, but the GSEs generally give favorable treatment to loans originated using their AUS.)  Today, the majority of loans purchased by the GSEs are originated using their AUS.  A few lenders also use the MIs' proprietary AUS in originating loans.  These systems advise the lender whether the loan qualifies for insurance. Other lenders seek approval from the MI for the loan and the insurer makes the decision using its own system.  Finally, some lenders put loans at origination through their own customized AUS.

Regardless of whether or not a loan is initially underwritten and made using an AUS, almost all conventional loans are eventually underwritten using these systems by the parties bearing risk on the loans.  For example, while many MIs delegate authority to qualified lenders to underwrite loans to the MI’s criteria and also agree to insure loans in bulk after origination, almost all loans they insure are eventually assessed using the MI’s proprietary system and assigned a mortgage score.  Similarly, the GSEs score virtually all the loans that they purchase, regardless of whether they were originated using their system. 

These systems not only provide an overall score for the loan, but also capture all the information in the loan application.  As a result, the bearer of risk has a wealth of summary and detail information about almost all the loans in their portfolio – information that they can use to understand the risk in their portfolio.  

For example, using the information provided by the AUS, a GSE or MI can know, not only that this month the average mortgage score for new loans purchased or insured dropped by so many points, they also can determine that the drop is primarily attributable to declining credit scores or weakening local economies or higher LTVs.  If necessary, they can adjust their underwriting criteria or pricing to account for increases in risk that they see.  Most importantly, they can recognize the increased risk in their portfolio at origination, without having to first experience unexpected defaults to realize they assumed more risk than they had anticipated.   

Similarly, they can monitor different delivery channels for credit quality.  One MI indicated that they track the performance of loans originated by particular mortgage brokers.  If a lender submits an application to them originated by a broker with a bad record, they can refuse to insure the loan and notify the lender of the problem.  

The advent of automated underwriting also has facilitated the introduction of risk-based pricing.  Rather than simply reject certain loans that represent slightly higher levels of risk, the GSEs or MIs now can agree to purchase or insure those loans at a slightly higher price.  

In contrast, FHA does not have its own automated underwriting system.  Recognizing the extraordinary investment that the GSEs made in developing their own systems and the small likelihood that lenders would accept the need to operate a yet another new system, FHA instead opted to implement a two-part strategy to provide it with analytical models (known as "mortgage scorecards") that could be used by lenders with existing automated underwriting systems.  FHA has made important progress in implementing that strategy, as described below, but the progress has been painfully slow and the process is still not complete six years later.    

In the first phase of their strategy, FHA announced in July 1996 a process that it would use to approve automated underwriting systems with customized FHA scorecards for use in underwriting FHA loans.  FHA collected loan level and performance data on a large sample of 1992, 1994, and 1996 FHA loans.  FHA said that it would make the information available to any system providers that demonstrated an expertise in mortgage scoring model development and operated a system used by a substantial number of FHA lenders.  System providers could develop an FHA-specific scorecard for use in underwriting FHA loans using their systems, based on the FHA loan data and archived credit score information purchased by the developer.  FHA would then evaluate the scorecard, assessing it for predictive accuracy and fairness to all types of borrowers and determine, based on analyses provided, appropriate cut-points and credit policy waivers for loans originated through the system.  Systems that survived the evaluation process would be demonstrated by a limited number of lenders for a period.  After the results of the demonstration were assessed, a system and scorecard could be approved for use with FHA loans.  

The first of these scorecards to be developed and approved was Freddie Mac’s Loan Prospector for FHA loans, approved in February 1998.  In August of 1999, FHA also gave approval for use of FHA-specific scorecards on Fannie Mae’s Desktop Underwriter  and PMI’s PMIAura.    

In the second (although simultaneous) phase of its automated underwriting project, FHA attempted to develop for itself its own mortgage scorecard.  FHA did not anticipate developing its own automated underwriting system, but it expected that the providers of AUS would allow lenders to underwrite FHA loans through their systems using a scorecard that FHA provided.  (Lenders want to underwrite FHA loans using the same technology as they use for conventional loans, so by providing the ability to underwriting FHA loans through its system, an AUS provider makes its system more attractive to the lenders.)  Much about the scorecard development process by Freddie, Fannie, and PMI was proprietary.  By developing its own scorecard, FHA would gain far greater understanding of the way that loan factors affected risk.  Moreover, FHA would not need to protect the proprietary nature of its scorecard methodology, as the others do, and so could make available to the public the inner workings of its “black box.”  

To develop its own scorecard, FHA engaged the services of a contractor and collected historical FHA data, as well as archived credit scores, for use by the contractor in building the scorecard.  FHA began the process of scorecard development in late 1997.  The scorecard itself was completed in 1999 and announced in 2000.  In November 2000, FHA announced it intention to deploy the FHA “TOTAL” (Technology Open to All Lenders) scorecard for mortgage industry use.  FHA indicated that it intended to withdraw approval of the other scorecards developed for FHA lending and instead require those, who wanted to have FHA loans underwritten using their AUs, to use the TOTAL scorecard.  This would give FHA information on loans originated for its portfolio analyzed in a uniform fashion.  In addition, FHA could take the data on manually underwritten loans and analyze those loans using the same scorecard, so it would have a uniform assessment tool for its whole portfolio.  Despite its November 2000 announcement of its future intention, as of this writing FHA has not yet deployed the TOTAL scorecard for use in other systems, although it is being used for some internal analyses.  However, because FHA does not collect credit scores for all FHA loans, the scorecard cannot be used to assess the entire portfolio.    

In the meantime, only approximately one-third of the FHA loans originated in FY 2001 were originated using an AUS.  Unlike the MIs and GSEs, FHA does not currently, as a matter of course, run its manually underwritten loans through the FHA mortgage scorecards that are available for use on various AUS.  Thus, FHA currently has no uniform assessment model for all the loans coming into its portfolio  

As a result, FHA does not automatically monitor changes in the risk profile of FHA loans being originated.  While ad hoc analyses are frequently done, FHA does not have reporting mechanisms in place to monitor whether LTVs are rising or falling, whether credit scores are going up or down, or whether borrower debt burdens are changing.  Often, additional risk in FHA's portfolio is only identified when early defaults start to show up – rather than at loan origination.  Even when additional defaults appear, FHA does not always have the tools to identify clearly what it is that is causing the changing performance of their loans.   

c) Portfolio Monitoring

The value of statistical modeling does not end when the loan is originated.  Sophisticated bearers of risk have analytical tools that allow them to monitor changing loan characteristics (payment-to-income ratios) or product mix (e.g., more ARMs or fixed rate loans) or geographic concentration.  They can measure how well they are doing at meeting public purpose goals established by HUD (for affordable loans and loans to borrowers in underserved areas).  And they can use these models to determine how much authority to delegate, to target quality control, to continuously adjust underwriting to reflect better understandings of risk, and to monitor the risk in their portfolio as the loans age.

For example, an MI can estimate at origination the profitability to them of the mix of business that each of their major lenders is delivering.  This allows them to target oversight to the level of risk.  Lenders representing less risk are given a freer reign and more delegated authority.  GSEs may use the same type of capacity to offer differential pricing to different seller-servicers.  Lenders whose loans perform better may be charged lower guarantee fees than others.  

Similarly, the systems can identify lenders or brokers or underwriters who are delivering higher risk loans to the insurers or GSEs and any changing patterns in the kinds of loans originated from a particular source.  On-site monitoring and auditing of loan applications can be targeted to lenders producing higher risk loans.  This helps the GSEs and MIs both to improve the quality of the underwriting of the loans they purchase and, where necessary, to detect fraud.  

These systems also allow the bearers of risk to be more flexible when warranted.  For example, analysis of lending patterns using these systems demonstrated that some low-income borrowers with excellent credit histories would perform well on their mortgages, even though they spend almost half their income for housing costs.  This information led to greater flexibility with debt-to-income ratios than traditional underwriting would have recommended.

Finally, sophisticated models can measure changing risk to a portfolio of loans after they are made, based on changing economic conditions and house price appreciation.  (This is, in part, what the actuarial model does for FHA once a year.)  As houses appreciate, LTVs decline and risk falls.  If regional conditions weaken, however, depreciation can result in rising LTVs and greater risk on the exact same loans.  Such market risk research data can be incorporated into models that tell the risk bearers about the health of their portfolios on a regular basis.  Regional economic information can also be fed back into automated underwriting systems to assign higher risk rankings to loans in areas of declining house values, thus effectively tightening underwriting standards.  

In contrast, FHA does not use this kind of on-going loan risk assessment tools.  It does not know based on the underwriting which lenders are originating the most risky loans.  Thus, it cannot use characteristics at loan origination to target quality control or determine how much authority to delegate.  Moreover, FHA has no day-by-day capacity to measure changing risk in its portfolio based on changing economic conditions.  While the GSEs and MIs have models that measure the impact of known house price appreciation and depreciation on the loans in their portfolio on an on-going basis, FHA must wait for annual post hoc reviews to learn about changing conditions.    

FHA does have a rudimentary system to monitor delivery systems for credit quality, but unlike the GSEs' and MIs' systems, it is based on early defaults and claims rather than measures of risk at origination.  To help monitor and improve lender performance, FHA first implemented a policy in 1995 (subsequently revised in 1999) known as Credit Watch/Termination.
  Under the policy, FHA now will use its regulatory authority to terminate a lender's authorization to originate single-family loans in geographic areas where the lender has a high rate of early defaults or claims, relative to other lenders operating in the areas.  Alternatively, a lender can be placed on Credit Watch status for an evaluation period during which FHA will closely monitor the lender’s default and claim rates.   

To implement Credit Watch and for other purposes, FHA developed a tool known as Neighborhood Watch.  Neighborhood Watch is an early warning system that analyzes early default and claim performance.  The system allows lenders and FHA to monitor defaults (90 day delinquencies) within a loan’s first or second year by lender, loan type, and location (zip code) on a monthly basis.  The system can help FHA and lenders to identify both fraud (for example, inappropriate activities by mortgage brokers or realtors) and poor underwriting and to remedy the problem before it has a dramatic impact on a local community.  In addition, Neighborhood Watch allows lenders to see how their loan performance compares to that of other lenders and helps them see whether they are at risk of Credit Watch or Termination.  

FHA does have systems applications that provide regular analyses of the large databases where FHA loan level data are collected.  The FHA Comptroller’s Office and the Office of Evaluation provide the only regular reporting to the Commissioner and senior officials of trends in the portfolio and current business.
  

The “FHA Outlook” and a more detailed document called “FHA Portfolio Analysis” provide biweekly or monthly reports on applications, endorsements, and delinquencies, with projections for the year, year to date, and comparisons to the previous year.  Endorsements are broken down by loan type (purchase, refinance, home purchase/repair, manufactured housing, investor, arm vs. fixed).  First time homebuyer and minority borrower levels are also tracked.  Current delinquencies and claims are compared to the previous year.  The areas with the highest default rates are identified.  Rough estimates of loss mitigation utilization are also tracked.  Generally, however, these are raw numbers.  No on-going and systematic attempt is made to analyze the trends reported or their impact on the FHA Fund’s economic health, although some ad hoc analysis is done by the staff, when time allows and there is leadership interest.  These regular reports are important tools and represent a significant improvement over a time when there was not even this level of portfolio monitoring; however, what is most telling is what they do not measure: credit risk. 

d) Servicing

The GSEs also use statistically-based models to direct servicing on the loans that they purchase.  Each GSE has a system that can provides a current risk assessment of the loan, based on the current credit condition of the borrower (not that at origination) and current loan-to-value ratio, taking into account house price appreciation (or depreciation).  The GSEs operate these systems themselves and provide them to their major seller-servicers, who use them in servicing GSE loans.  The risk assessments provided can be used to establish differential servicing guidelines.  Borrowers who represent a low risk of default, for example, need not be contacted immediately if a payment is late.  On the other hand, early intervention is required where the borrower’s credit condition has deteriorated or the collateral value has declined.  

Other applications of these same models include the ability to determine if a loan is a good candidate for loss mitigation or if default is ultimately likely, regardless of temporary forbearance.  Moreover, at least one GSE is working on an application that would help guide servicers in determining what precise loss mitigation course of action to take.  The system would help the servicer determine, for example, if a repayment plan or a loan modification is the best way to address an arrearage accumulated during a temporary loss of income.  In some cases, the GSEs have their own staff on-site providing advice and counsel to the servicers, based on these models.  Finally, the systems help them to generate what Fannie Mae, for example, calls “Servicing Performance Profiles” – an assessment of how well the servicers perform and make use of available loss mitigation tools.  The GSEs can then provide financial incentives to the servicers that perform well and disincentives for inadequate servicing.  

In contrast, FHA allows servicers to use commercially available servicing models, but does not require them to do so.  Moreover, FHA never sees the information generated from these models itself.  Large FHA servicers, who are using these risk assessment tools to determine servicing priorities and to assess loss mitigation options for conventional loans, are free to use them on FHA loans as well, but the servicer is still required to meet all other FHA servicing guidelines.  Moreover, since these systems were developed based on the performance of conventional, not FHA loans, they are probably not as accurate as systems developed specifically for FHA loans would be.  

FHA has said that it will inform lenders if an available risk assessment system is consistent with FHA servicing requirements.  To date, no system has yet met that test, as FHA requires lenders to document certain procedures that are not used in conventional lending.  Thus, none of these systems has an FHA seal of approval for use with FHA loans.  If lenders using such systems must continue to meet all the FHA procedural requirements as well, they have little incentive to embrace the systems, unless they are integrating servicing of their conventional and FHA loans.   

Like the GSEs, FHA has made a big push to encourage its lenders to use the loss mitigation options (loan modification, forbearance, partial claim) that FHA authorizes.  Use of loss mitigation has grown dramatically since 1996 when it was first introduced.  HUD officials anticipate that, this year, FHA will pay more loss mitigation claims (payments to compensate a lender for modifying a loan, granting special forbearance, or forgiving missed payments) than claims after foreclosure.
  HUD did commission an evaluation of the first five years of the loss mitigation program by Abt Associates, but they found they had insufficient data to make conclusive findings about the cost efficiency of some loss mitigation options.
    Only after such data is collected and assessed could FHA develop an analytical tool that would help lenders to assess the potential loss mitigation options and their suitability for defaulted borrowers.  

5. Premium Reductions Raise Questions about Whether FHA Adequately Prices for its Risk

In 1990, Congress raised premiums and adopted a new premium structure for FHA loans, in an attempt to remedy weakness in the MMI Fund.  As the health of the Fund improved, FHA has repeatedly reduced premiums, most dramatically in 2001.

Under NAHA, for 30-year loans originated in FY 1991 and FY 1992, FHA was authorized to charge an upfront premium (which could be financed in the mortgage) of 3.8 percent, with an annual premium of .5 percent for a term of 5-10 years, depending upon the LTV of the loan.  For loans originated in FY 1993 and 1994, FHA was authorized to charge an upfront premium of 3.0 percent, but the period of time for which the annual premium was to be collected increased to between 7 and 30 years.  For loans originated in FY 1995 and beyond, the legislation reduced the upfront premium to 2.25 percent with the annual premium lasting from 11 to 30 years, depending upon LTV.
  However, in 1994, HUD determined that the actuarial health of the Fund allowed them to reduce the upfront premium to 2.25 percent, six months ahead of schedule, without increasing the duration of the annual premiums.
  

In 1996, in order to expand homeownership opportunities for first-time homebuyers and to demonstrate the value of homeownership counseling, President Clinton directed FHA to reduce the up-front premium, for first time homebuyers who receive homeownership counseling, from 2.25 percent to 2.00 percent.
  The following year, FHA reduced the upfront premium further, to 1.75 percent, for first-time homebuyers who received homebuyer counseling.
  These moves, however, affected only a very small part of the portfolio.  

In October 2000, FHA made a much more significant change.  Prompted in large part by the actuarial review’s assessment of the MMI Fund’s health, FHA decided to reduce its mortgage insurance premiums, beginning in January 2001.  The financeable upfront premium was reduced from 2.25 percent to 1.50 percent for all borrowers, regardless of whether they obtained counseling.  In addition, to make FHA loans more closely comparable to privately insured loans, for which premium payments can terminate when there is sufficient equity in the home, FHA shortened the period over which the annual premium of 50-basis points is collected, so that premium collections stop when the mortgage has amortized to a 78 percent loan-to-value ratio.
  

Actuarial projections by Deloitte and Touche for the years 2001 to 2006 suggest that the MMI Fund would maintain its capital ratio significantly in excess of three percent under the new premium structure and under a variety of economic conditions.  As discussed above, however, the actuarial review may not measure accurately the risk in FHA’s portfolio.  If, as some believe, it significantly underestimates the losses that FHA will experience on its existing book of business, these premium reductions could increase the likelihood that the FHA Fund’s reserves could be depleted more rapidly than anticipated.

B. Operational Weaknesses 

The operational problems facing FHA are significant.  FHA’s insurance operations, from underwriting and lender oversight to loss mitigation and property disposition, are less effective and efficient than its private sector counterparts.  FHA’s systems are inadequate to perform many of the functions of a large insurance operation.  Its adoption of new technology is slow.  Its allocation of personnel is often dictated by considerations beyond programmatic need.  The skills and training of its staff are inadequate to the functions to which they are assigned.  Its dependence upon others to deliver its product make it especially vulnerable to agency risk – risk that lenders, realtors, appraisers, contractors, or others perform their roles badly or fraudulently and produce insurance losses for FHA.  FHA’s ability to monitor third parties has always been weak.  

Some of FHA’s operational weaknesses are inherent to a government agency.  When taxpayer dollars are at stake, rules, regulations, and systems of accountability are required that inevitably inhibit FHA’s ability to operate like a private mortgage insurance business would operate.  (For example, procurement rules ensure fair competition and reasonable prices, but also can dramatically delay FHA in acquiring urgently needed skills or analytical capacity.)  

Moreover, FHA is part of a particularly troubled agency.  From 1994 until 2000, the General Accounting Office (GAO) declared that HUD was a “high-risk agency.”  The “high risk” designation for HUD was unique – all others so designated were individual programs or government activities – not entire cabinet departments.  However, GAO concluded that HUD had “four serious, long-standing departmentwide management deficiencies … that [t]aken together,… placed the integrity and accountability of HUD’s programs at high risk.”  

Specifically, internal control weaknesses, such as a lack of necessary data and management processes, were a major factor leading to the HUD scandals of the late 1980s.  Second, poorly integrated, ineffective, and generally unreliable information and financial management systems did not meet the needs of program managers and weakened their ability to provide management control over housing and community development programs.  Third, HUD had organizational deficiencies, such as overlapping and ill-defined responsibilities and authorities between its headquarters and field organizations and a fundamental lack of management accountability and responsibility.  Finally, an insufficient mix of staff with the proper skills hampered the effective monitoring and oversight of HUD’s programs and timely updating of procedures.  Resolving these management deficiencies is particularly critical for HUD because its housing and community development programs rely extensively on the integrity of thousands of diverse individuals and entities, such as cities, public housing authorities, mortgage lenders, contractors, and property owners over whom it does not have direct control.
  

In 2000, GAO removed HUD from the high-risk list, however, FHA’s single-family mortgage insurance programs remained.
  Furthermore, President Bush’s Office of Management and Budget complained of continuing HUD-wide problems:

[HUD] must work through thousands of intermediaries, with limited recourse when the intermediaries perform poorly, and it has a legacy of troubled real estate that strains administrative resources.  Weak information systems and controls, staff misallocation, and the retirement of many experienced employees complicate HUD’s problems.

Over the last decade, there have been dozens and dozens of assessments by the General Accounting Office (“GAO”), HUD’s Inspector General, and FHA’s own financial statement auditors complaining of FHA’s operational shortcomings.  Every few years, another leadership team puts forth a plan for reinvention of HUD and, with it, FHA.
  These efforts, developed and pursued in good faith, have produced notable progress in many of the troubled areas, but the gap between FHA and its private sector counterparts continues to grow, as the state-of-the-art for credit insurance operations and risk management improves faster than FHA can advance.  While FHA has been applauded for addressing significant weaknesses,
 new problems never fail to appear in their place.

Appendix A illustrates some of the most vexing problems, as identified by independent examiners, that hamper FHA’s ability to accomplish its public mission more effectively.  In short, those problems include:

· FHA’s inability to acquire and effectively implement modern information technology has left it with too many legacy-based systems that do not sufficiently support effective internal controls, accounting and budgeting, FHA’s business processes, or analysis of portfolio risk and program design.

· FHA’s inherent reliance on third parties for program delivery makes it especially vulnerable to fraud and agency risk.  FHA is unable to manage that risk as effectively as do its private sector counterparts.

· FHA has been criticized for inadequate emphasis on early warning and loss mitigation.  This problem stems from the system weaknesses that prevent FHA from establishing analytical tools to provide effective regular reporting and monitoring.

· FHA’s management and disposition of properties acquired through foreclosure on defaulted mortgages historically has been weak.  When it turned over more and more of the day-to-day management and marketing of foreclosed properties to contractors, FHA’s oversight of the contractors was flawed.  Improvements continue, but FHA has been slow to implement a long-term strategy to avoid taking properties and to rely on private partners, with their own capital at stake, for effective loss mitigation and property management and disposition.

· Finally, FHA’s management problems have been exacerbated, in the short-term, by dramatic downsizing and program streamlining.  In particular, as FHA downsized, it had few staff in place trained to adequately oversee the contractors upon whom FHA increasingly relied.  Moreover, the downsizing exacerbated dramatic staffing and skill imbalances.  FHA’s remaining staff, while long-serving, suffer from both insufficient experience in the evolving duties they are now assigned and too little expertise in the broader mortgage and financial markets in which FHA operates.

C. Summary of Challenges

The central challenges facing FHA today are enormous, as the previous subsections and Appendix A demonstrate.  First, FHA and the taxpayers stand behind a portfolio of over $500 billion in insured obligations.  Developments in the environment appear to be changing the nature of risk in that portfolio, making it significantly riskier than it has been in the past.  As its risk grows, however, FHA has not developed the level of sophistication in analysis of its private sector counterparts, in part due to downsizing and loss of staff, the inability to hire new talent and bring in new skills, and limitations posed by FHA’s systems.  FHA and policymakers overseeing FHA rely heavily upon the annual actuarial review for their assessment of the health of the MMI Fund, but for various reasons the actuarial analysis may not be sensitive to factors that reflect growing risk in the portfolio.

At a time when FHA faces a significant challenge from growing risk, it is hamstrung by enormous operational weaknesses.  While FHA continues to make progress in operational management, the pace of these improvements and the extent of the remaining problems raise serious questions about whether FHA is equipped to run the day-to-day business of mortgage insurance.  These challenges begin to suggest that FHA may need to experiment with a more comprehensive wholesale strategy – one where FHA can rely upon partners to help it do more of the things that FHA does not do well.  This concept is explored in greater detail in Section V.  But first, Section IV explores some consequences of FHA’s weaknesses:  important problems in affordable and subprime lending where government action to pioneer, standardize, and provide credit enhancement are needed, but where FHA is unable to act effectively.  

IV. Unmet elements of fha’s mission:  affordable and subprime lending

While FHA’s volume over the last decade suggests that it continues to be an essential component of a public policy designed to expand access to homeownership, one can reasonably question whether FHA is as effective at that mission as it should be.  Conventional and community-based lenders have increasingly directed their efforts at the so-called “affordable” market.  Yet FHA is a partner in few of these efforts.  The decision of these lenders not to work with FHA reflects many of the weaknesses described above.  It also suggests that a revitalized FHA could play a significant role in helping to expand the efforts of the affordable lending community.  

Similarly, the subprime market has grown dramatically in recent years.  With that growth has come troublesome trends and practices.  FHA is, in effect, a subprime lender –albeit one serving primarily homebuyers rather than home equity borrowers.  Yet, when policymakers get together to address problems in the subprime market, few talk about using FHA as a way to increase competition and reduce predatory practices.  Again, the failure to consider a role for FHA reflects, in part, FHA’s existing weaknesses.  But it also suggests that the government has in FHA an underutilized tool in advancing public policy in the subprime market.    

D. FHa not serving the needs of affordable lenders

FHA-insured loans are available to potential homebuyers primarily through independent and bank-affiliated mortgage companies.  A small number of large lenders originate most of FHA’s business, often through mortgage brokers.
  There are few alternative delivery systems for FHA.
  

There are other lenders in the mortgage market motivated, whether by altruism, regulatory pressure, or the desire to expand their business, to serve the needs of low and moderate-income borrowers, residents of underserved urban and rural communities, first-time homebuyers, and minorities.  These lenders include banks, thrifts, non-profits, and community-based lenders.  They often must originate these loans for their own portfolio.  Access to the secondary market frees up capital, allows diversification of risk, and is essential to mortgage lending on any significant scale.  Since FHA-insured loans are eligible for low-cost access to the secondary market through Ginnie Mae, participation in the FHA program would help many of the lenders targeting these markets to expand their capacity to provide affordable homeownership.  Yet, few do for reasons discussed below.  FHA’s inability to meet the needs of these for-profit and non-profit, national and community-based lenders, raises questions about whether FHA is doing all that it can to fulfill its mission.  

Few lenders, or the trade groups representing them, want to be quoted on the record criticizing FHA.  A confidential survey of non-profit and for-profit lenders on their reasons for participating or not in FHA lending is beyond the scope of this paper.  (It would, however, be a useful tool to determine how FHA might better assist in providing capital for lending in underserved communities.)  Instead, this section briefly describes the results of a recent Treasury Department study that reveals the increased efforts being made to serve low- and moderate-income borrowers (“LMI borrowers”) and borrowers in low-and moderate-income areas (“LMI areas”) (collectively “LMI borrowers and areas”) by lenders covered by the Community Reinvestment Act (CRA). Then, it describes some of the barriers to using FHA to serve the needs of LMI borrowers and areas that a few lenders report that they face.  Finally, it describes some innovative ways that affordable lenders have sought to gain access to the secondary market, explores why those methods might be more attractive than FHA today, and suggests how a more flexible FHA might be able to help these lenders better expand affordable homeownership opportunities.  

6. More and More Players in Affordable Lending

In the last decade, there was a significant increase in mortgage lending to LMI borrowers and areas.  A Treasury Department study of lending by CRA-covered lenders showed that the number of loans by those institutions to LMI borrowers and areas grew 45 percent between 1993 and 1998 and the dollars lent increased 80 percent during the same period.
  This lending increased at a faster rate than loans by the same institutions to middle- and high-income borrowers.
  While this was a period of rapid growth in homeownership at all income levels, loans to LMI borrowers and areas increased at twice the rate of loans to moderate- and high-income borrowers in moderate- and high-income areas.

There are various reasons for the increase in lending to LMI borrowers and areas.  Regulatory pressure may have increased, as CRA became more effective; institutions may have became more sensitive to CRA ratings as they increased their merger activity; and the GSEs may have felt more intense pressure to increase their service to LMI borrowers and areas, prompting them to offer more products that facilitate affordable lending.  Business imperatives also drove the move to serve more LMI borrowers and areas.  Homeownership levels reached record highs during the 1990s, across all racial and income groups, but the greatest potential for further growth was and is in the market serving lower income and minority families.
   Finally, nonprofit and community based lenders and community development financial institutions (CDFIs) have grown in both number and sophistication in the last decade, providing new and innovative ways to provide homeownership financing to underserved populations.

FHA has been important to the efforts of some mainstream lenders to better serve underserved populations.  In particular, data suggests that FHA was an important way in which CRA-covered lenders increased their lending to minorities.  The Treasury Study noted that mortgage lending to LMI minority borrowers increased even more rapidly than did lending to LMI borrowers overall and that FHA contributed to this trend.
  While “the share of loans to LMI minority borrowers made by CRA-covered lenders without government insurance or guarantees rose from 17 percent to 20 percent, … the share of FHA-insured loans to LMI minority borrowers grew even faster, from 23 percent to 35 percent.”
  

7. Barriers to Using FHA for Affordable Lending

While some lenders are clearly using FHA to help serve underserved areas and especially minority borrowers, others find that FHA does not work well to meet their needs and so are choosing alternative routes.  The author spoke with officials at a few non-profit community-based lenders, a top 5, national, bank-affiliated lender, and a state housing finance agency in a state in which few lenders do FHA lending.
  The non-profit and for-profit lenders avoid FHA for many similar reasons, although there are other reasons unique to each type of firm.  These barriers to doing FHA lending are described below.

e) Specialized Expertise

The most commonly cited reason for avoiding FHA lending was the unique set of rules, procedures, and requirements that must be learned for FHA lending.  A large institution that did a de minimus level of FHA lending surveyed their loan officers, underwriters, and processors (hereinafter “origination employees”) on why they did so little.  They learned that virtually all the FHA-insured loans they did were originated by a few employees, usually ones who had come to the company when it acquired a smaller mortgage company and who had years of experience in FHA lending.  Others, without the expertise, felt very uncomfortable when occasional FHA loans crossed their desks.  FHA loans required more time to process, as the origination employees checked to ensure that the loan was processed consistent with various FHA requirements.  The processors’ antipathy to FHA loans also caused them to move them slowly, thus deterring loan officers from sending new FHA loans their way.  This analysis is consistent with data that suggest that a few large lenders, for whom FHA loans represent a significant proportion of their business, originate most of FHA’s portfolio.
  

f) Cost of FHA Lending 

While FHA insurance provides lower cost access to the secondary market through Ginnie Mae, lenders must weigh that cost advantage against the additional cost associated with FHA lending.  In a business where the cost of producing each loan is analyzed like another widget, institutions large and small reported that they were unable to process FHA loans for the same cost as other products.  The complexity of FHA rules, the fact that those rules require procedures different than the institutions use for their other lending, and the lack of familiarity with the rules all increase the cost of originating FHA loans.  It is simply not cost effective for a lender to train staff and establish systems and procedures that meet the specific requirements of FHA, if they are only doing a small proportion of their business through FHA.    

g) Inflexibility

Some of the problem is the perception that FHA is rule-bound and inflexible.  Some origination employees, who had had bad experiences years ago with FHA lending, maintained the perception of its irrational and burdensome rules and requirements, despite more recent FHA changes.  But the problem is real too.  Large lenders are used to developing their own underwriting and procedures.  Their size allows them to negotiate with the GSEs and convince the GSEs to purchase their loans, based on the GSEs’ confidence in the institution and the historical performance of their affordable product.  Small, non-profit institutions, trying to innovate, also customize approaches that work for them and their target markets.  However, FHA does not negotiate specific rules and requirements for each lender.  Its one-size-fits-all approach (so characteristic of government) fits poorly with modern business practices of large and small lenders and is a source of significant frustration to those who might otherwise seek to do FHA-insured lending.

h) Discomfort with Level of Credit Risk

For all the reasons discussed in Section III A (1) and (2), many lenders believe FHA lending to be far riskier than other alternatives.  Even when for-profit lenders develop very-low-down-payment, affordable lending products, they tend to be less willing to accept credit scores as low as those of many FHA borrowers.  When these lenders provide underwriting flexibility, they are careful not to layer their risks.  Many for-profit firms are not tolerant of that level of credit risk, even though FHA would provide the lender a government guarantee and reimbursement of most of their costs in the event of a default.

i) Underwriting Rigidity

At the same time, many community-based nonprofits find that FHA underwriting guidelines are not flexible enough for their affordable lending products.
  These affordable lenders are willing to accept layering of risk factors that even FHA will not insure.  They also accept alternative evidence of creditworthiness that does not meet FHA requirements.  The flexibility these programs provide is balanced, in most cases, by targeting and outreach techniques, homeownership education and counseling requirements, and local knowledge and networks that allow them to offset their risk.  FHA does not require any education or counseling.
  FHA also has few partnerships with community-based institutions of the sort that reportedly help affordable lenders sort through motivated potential homebuyers to find those who are mortgage-ready.
  

8. Alternative Secondary Market Strategies Used by Affordable Lenders

Given the difficulty of doing FHA business, both large for-profit lenders and small community-based lenders find alternative sources of capital for their affordable lending.  This section discusses the experiences of three institutions: a large, top 5 national lender, a small, nonprofit institution, and a state housing finance agency in a state where few lenders like doing FHA.  These mini-case studies demonstrate the struggle that lenders go through to access capital and perhaps suggests roles that FHA risksharing partnerships could play to expand affordable housing lending.

b) Large, National Lender

One large national lender sought to expand its affordable homeownership mortgage business.  As detailed above, it explored why the institution did so little FHA lending, even in markets with a high level of FHA lending generally.  Various strategies to expand its FHA lending were explored.  But eventually, it decided to develop an FHA-like product of its own.  That loan product offered low and very-low down payment loans to lower-income borrowers.  In some cases, it provided significantly greater underwriting flexibility, approving loans with lower credit scores and higher ratios than permitted in its traditional loan program; however, the institution was not comfortable with credit scores as low as those of many FHA borrowers and still sought to avoid too many layered risk characteristics in a single loan.  The lender was able to use its large size and market power to negotiate a special arrangement with an MI to insure the loans and with one of the GSEs to purchase the loans originated through this program.  While the program does not “dig as deep” as FHA lending would allow them to go, it gave them a workable way to increase their service to LMI borrowers and areas and to minority applicants.  

This experience suggests a possible role for FHA risksharing that will be explored in greater detail below.  If the program were to be largely designed and implemented using the procedures and policies agreed to between the lender and mortgage insurer or between the lender and the GSE, but FHA were to bear some risk along with the mortgage insurer and/or GSE, it might allow the lender to become comfortable with somewhat lower credit score lending, thus allowing it to reach deeper into untapped markets.   

c) State Housing Finance Agency Insurance Fund

MassHousing (formerly known as Massachusetts Housing Finance Agency) uses mortgage revenue bond (“MRB”) proceeds to finance loans to lower-income, first-time homebuyers.  Like most MRB lenders, MassHousing lenders have the option of FHA insurance.  However, few elect to use it.  For various historical reasons, including home prices that often exceeded applicable FHA loan limits, few lenders in Massachusetts like FHA single family lending.  Historically, the Massachusetts MRB program operated primarily with private mortgage insurance.  However, in the late 1990s, MIs curtailed their insurance activities in Massachusetts, prompting the state to create the Massachusetts Housing Loan Loss Reserve Fund, also known as the Mortgage Insurance Fund (MIF).  

Only 11 percent of MassHousing's MRB-financed loans were FHA-insured in 2000.
  The MIF typically insures about half of the remaining loans, sending the other half of the loans – those that meet private mortgage insurance guidelines – to MIs for insurance.   

Creation of the state fund reflected lack of lender interest in FHA.  But if lenders are comfortable doing business with the MIF, it suggests a possible model for FHA risksharing that will be explored further below.  If FHA and the MIF were to share risk on loans originated by Massachusetts lenders, FHA could allow MIF's capital to go further and thus allow them to credit enhance more affordable loans.

In 2001, the MIF began a new program to provide low- and moderate-income buyers very low-down payment (100 percent LTV) loans using funds other than MRB proceeds.
  Under the program, the MIF enters into a risksharing agreement with an MI (in this case GEMICO).  Under the agreement, the MIF and GEMICO are pro rata partners in both revenue and risk.  The MIF, as the primary insurer, assumes 10 percent of the risk and retains 10 percent of the premium.  The MIF sends GEMICO 90 percent of the premium with the agreement that GEMICO will reimburse MIF for 90 percent of claims that the Fund pays on the reinsured loan pool.  In addition, GEMICO agrees to reimburse for loss incidence above 14 loans per 100 in exchange for 17 percent of the 10 percent of premium otherwise retained by MIF.  This provision allows the MIF to cut in half the reserve requirements otherwise required by Standard and Poors.  GE then pays MIF a ceding commission of 20 percent of GE’s 90 percent of premiums, in exchange for MIF’s primary insurer services, including business development, underwriting, premium billing and collection, and claims management and payment.  

Overall, this structure allows the MIF to write larger volumes of insurance, with minimal capitalization and normal business risk, to help expand homeownership opportunities for lower-income borrowers facing downpayment and other barriers to homeownership.  The MI retains 72 percent of the total insurance premium, without incurring business development or operating expense -- a profitable means of business acquisition.  

This experience also suggests a possible role for FHA risksharing that will be explored in greater detail below.  MIF officials believe that a comparable partnership with FHA would be of real interest to state insurance funds.  FHA insurance would lower their costs more than private MI could do and allow the state funds to hold even less capital, thus allowing them to increase further the volume of this kind of initiative.

d) Small, Regional Non-Profit Lender

Self-Help is a leading CDFI located in North Carolina.  It has sought to find alternative sources of liquidity for North Carolina’s mortgage lenders willing to do more affordable lending.  Self-Help hopes to expand homeownership and, more importantly, demonstrate the financial soundness of investing capital in affordable lending.  Self Help has done small numbers of FHA loans, primarily working with the 401(k) program to provide purchase/rehabilitation financing for lower-income families.  However, like many other lenders, they found the need for special expertise and procedures burdensome and ultimately not worth the operational costs, given the small number of FHA loans they did.

Self-Help has developed, in partnership with the Ford Foundation and Fannie Mae, an alternative mechanism for providing secondary market access for affordable housing lending.  The Self-Help Community Advantage Partnership program (SHCA) is described in more detail in materials cited below.
  In short, under SHCA, Self-Help purchases non-conforming, affordable mortgages from selected lenders.  Fannie Mae agrees to purchase and securitize these loans, after a seasoning period with good payment performance.  Fannie Mae charges only 7 basis points for its capital and administrative costs, because they have full recourse to Self-Help for credit losses.  Self-Help charges 90 basis points (included in the note rate), which compares favorably to the cost of private mortgage insurance.  The 90 basis points (along with 50 million in grant funds provided by the Ford Foundation) capitalizes a loss reserve fund that protects Fannie Mae from credit losses.  

Lenders from across the country may sell loans to Self-Help through SHCA, but retain the servicing.  This provides them with guaranteed access to the secondary market for products that they customize to best meet their market needs and help them achieve their CRA goals.  Small local lenders, mid-sized regional lenders, and large national lenders all originate loans under SHCA partnerships.  The program aims to provide $2 billion in lending to serve 35,000 underserved borrowers or markets.  The goal is to help better understand the loan performance of affordable housing loans, in hopes of documenting their potential profitability.  

All SHCA products exceed the flexibility of other Fannie Mae affordable lending products.  The program allows for higher LTVs, and front-end and back end ratios, and less stringent or alternative evidence of creditworthiness.  More importantly, they allow for layering of risk factors (with rules customized to meet the particular lenders’ needs and tolerance for risk).  Self-Help has used this loss reserve model to gain access to the secondary market for loans that are every bit as targeted to underserved populations as those insured by FHA.

This model has its limitations, however, limitations that suggest a possible role for FHA risksharing.  To  induce Fannie Mae to participate in providing secondary market access for non-traditional loans, Self-Help had to find a subsidy source to fund the reserve.  In this case, the subsidy came from a foundation grant.  It is the hope of Self-Help, that with experience, Fannie Mae will become more comfortable with the loans originated through the program, lowering the amount of subsidy funds required as reserves.  In cases, however, where such a large subsidy is not available, an alternative might involve using FHA to provide mortgage insurance or to share risk with the reserve fund.  This model is discussed further in Section VIII.

E. Subprime Market problems go unaddressed by FHA

While FHA faces enormous challenges in serving its existing role effectively, some have suggested that there is a greater role for FHA to play in the subprime mortgage market.  FHA has long been a pioneer, helping to bring standardization to emerging markets and, developing experience that the private market eventually used to understand and underwrite in those markets.  Some argue that an efficient and effective FHA could play a useful pioneering function in the subprime market today.  This section explores that potential.

9. The Subprime Market 

There is no one common definition of subprime.  Generally, however, most describe subprime lending as:

· Loans to borrowers whose credit history, debt level, or lack of documentation suggest a risk of default higher than for typical “prime” loans; or 

· Loans with rates and fees higher than those of typical “prime” loans.  

In most cases, the two are related.  Credit is more expensive if the risk of nonpayment is greater.  One data set showed that pools of subprime mortgages sold into the secondary market had an average borrower credit score of only 605, while pools of prime mortgages had average borrower credit scores of 721.
  

Within the subprime market, there is a wide variety of credit quality.  Subprime lending is described as stretching from so-called A- loans (for borrowers with slightly tarnished credit histories) to B, C, and even D loans.  According to the National Home Equity Mortgage Association (“NHEMA”), 90 percent of subprime loans are A- or B credits, with only 9 percent and 2 percent respectively for C and D loans.
  Other figures, however, vary these percentages significantly.

Subprime lending has grown dramatically in the last decade.  A HUD analysis of HMDA data found a 900 percent growth in the number of subprime refinance loans between 1993 and 1998.  The total subprime market, including home purchase loans, grew at a comparable rate.
  In 2000, subprime originations represented 13.4 percent of all mortgage originations, up from 5 percent in 1994.
  Subprime lending is a larger part of the refinancing market than it is of home purchase, representing 16 percent of all home equity originations, but only 6 percent of total home purchase loans.
  

In the early 1990s, subprime lending was primarily small balance second liens.  Today, however, 75 percent of subprime loans are first liens,
 most often the result of refinancing
, although sometimes also for home purchase.  While some borrowers refinance to take advantage of lower interest rates, most borrowers in the subprime market are seeking to extract equity from their homes.  NHEMA says the most frequent goals of home equity lending are debt consolidation and education.
     

The growth in the subprime market probably has helped somewhat to fuel an expansion of credit availability to lower income and minority borrowers and communities.
  While conventional home purchase loans to upper-income borrowers grew 52 percent between 1993 and 1998, such lending to low-income borrowers increased 75 percent during the same period.  Similarly, conventional home purchase lending to white borrowers increased 40 percent during that period, but grew 95 percent for African Americans and 87 percent for Hispanics.
  Some dispute the extent to which subprime lending, rather than Community Reinvestment Act enforcement or other factors, was responsible for this home purchase phenomenon, since subprime lending is largely a refinance market.
  However, it is hard to dispute that the growth of the subprime market has made credit more available to traditionally underserved borrowers.

10. FHA’s Current Role in the  Subprime Market 

A decade ago, it was generally thought that the quality of FHA loans was below that of conventional loans but above that of subprime loans.  It is unlikely that this oversimplification was ever entirely true, as FHA primarily served homebuyers while subprime lenders primarily served those refinancing existing homes.  However, the lines between different market segments are increasingly blurry.  

So-called "prime" lenders increasingly offer rates just below that on their prime loans to those with slightly tarnished records (so-called A- loans.)  Most estimates suggest that this tier of A- loans is the largest segment of the subprime market.
  To greater and lesser degrees, many conventional market players like the GSEs and most MIs are now offering products for these borrowers at risk-adjusted prices.
  

This paper suggested earlier that the result of conventional market players offering A- products was adverse selection for FHA.
  While FHA once was the refuge for homebuyers with little to put down and those with tarnished credit, now lenders increasingly offer high LTV loans to borrowers with good credit and lower LTV loans to borrowers with poor credit, leaving FHA primarily with borrowers with poor credit and high LTVs.  In other words, FHA is left with those homebuyers representing layered risk and loan quality  below A-.

Data is not publicly available to allow one to verify this hypothesis by comparing the borrower and loan characteristics (including credit score and LTV) of FHA loans with that of conventional market and subprime market loans.  However, there is some evidence supporting this proposition.  One study looked at who uses prime, subprime, and FHA mortgages for home purchase.
  It suggested that the subprime market generally serves borrowers who have sufficient wealth to make reasonable down payments (lower LTV) and compensate for the other deficiencies (credit blemishes and high levels of household debt) in their mortgage applications.
  FHA lends primarily to high LTV borrowers, but (on average) its borrowers also have the credit blemishes and high levels of household debt that subprime borrowers have.  This suggests that that FHA loans do represent layered risk; thus, rather than bearing a level of risk between that of the prime and subprime market, FHA may be bearing risk as great or greater than that reflected in many subprime loans.   

In other words, FHA is a subprime credit enhancer, albeit one who primarily serves homebuyers rather than those seeking to extract equity from their homes.
  If so, a more conscious effort by FHA to engage in the areas of the subprime market where predatory and unsavory practices are found would not necessarily involve the assumption of risk greater than that which FHA already absorbs.   (It would, however, represent a venture into a market that FHA knows less well, requiring the acquisition of new expertise, analysis, and skills.)

11. Problems in the Subprime Market 

While most believe that the growth of subprime lending has at least some beneficial consequences, few would disagree that it also has created an environment in which some consumers pay more than they need to and unfortunate predatory practices have flourished.  Many other sources extensively detail the extent of the problems.
  For purposes of this inquiry, it is sufficient to describe briefly a few key problems, so that we can consider whether FHA might help to address those concerns.   


Lack of Transparency:  One problem in subprime lending is the lack of transparency.  A prime market borrower can turn to the real estate pages of their local paper and compare current rate and point options offered by various lenders for prime mortgages.  Advertising in the prime market often focuses on price.  However, information about rates is far more difficult to find for subprime mortgages.  This may reflect the fact that detailed loan information is required before risk-based pricing loan levels can be determined.  It also may reflect the priorities of subprime borrowers.  Research done for Fannie Mae showed that, “credit-challenged or economically-challenged [borrowers] place a much higher value on the ability to get a “yes” from a lender than on getting the best price for a loan.”
  While this may explain why subprime lenders’ advertisements focus on the likelihood of approval rather than on the price of their product, it also dampens normal market price competition.   

Another consequence of poor information is that too few subprime market consumers understand how their behavior might change their cost of credit.  Some consumers might alter behavior if, for example, they knew that a practice of opening numerous credit lines and maintaining high credit card balances lowered their credit score.  While public service campaigns are beginning to bring this information to more potential borrowers, consumer financial literacy levels are lowest in the communities that most highly depend upon the subprime market.  

Weak Competition and Higher Prices:  The lack of transparency in the subprime market leads to higher prices in two ways.  Normal market forces that would drive down prices are less powerful when price information is not easily available.  Lack of information also makes it easier to steer consumers to unnecessarily expensive products when they might qualify for lower cost credit.  For example, Freddie Mac research suggests that between ten and thirty-five percent of subprime borrowers could qualify for conventional market prime lending products.
  

In addition, the delivery system for subprime loans often depends upon actors who have little incentive to find borrowers the lowest priced product.  Many subprime home equity borrowers are first approached by home improvement contractors who make their money from the loan proceeds and care little about the cost of the loan to consumer.  Similarly, mortgage brokers originating subprime loans can, in some cases, increase their own yield spread premium compensation by delivering a loan to a lender at a rate above the going rate for the level of credit risk involved.  

Imprecision in Underwriting:  Critics of subprime lending complain that lenders and investors rely heavily upon higher rates to offset higher risk of default, and thus have little incentive to insist upon careful underwriting.  As a result, some borrowers representing a very high risk of default are nonetheless getting loans, with frequent negative consequences for those borrowers and their communities.  In addition, other borrowers, who might well qualify for lower cost credit, are paying for underwriting mistakes with higher cost lending charges.  

It is clear that, in portions of the subprime market, such practices prevail.  For example, in a discussion of the role of automated underwriting in subprime lending, an official from the Iowa Attorney General’s office said:  

…[A]utomated underwriting will not have much of an effect on the segment of the market that I see because, in my world, underwriting is just an excuse for another $300 charge.  The underwriting that happens is:  “Are you breathing?  Do you have a house?  Can I get your signature on this contract?”  Automated underwriting is pretty much irrelevant to that world.

On the other hand, in some years, over fifty percent of subprime loans are securitized.
  Most securitizations are rated by the rating agencies, which have models that predict performance of individual mortgages and loan pools, based in part on loan characteristics like collateral, credit score, etc.
  It is not clear, however, the degree to which subprime loans bound for securitization are underwritten carefully at origination.  In a competitive market place with consumers making price comparisons, there would be pressure to bring this technology to origination, to allow lenders to offer even high-risk borrowers price-competitive products.  However, the subprime market is not yet so competitive.  In addition, although there is growing consolidation in the subprime market, the diversity of lending sources may also inhibit the introduction of these capital-intensive technologies.  Finally, the structure of the subprime delivery system may also pose some barriers to more widespread use of underwriting technology at origination.  While mortgage brokers now effectively use AUS systems when originating prime loans, it took a while for the technology to migrate from lenders’ home offices to the mortgage broker’s laptop.  The technology may not have progressed as far in the subprime market.  

In the prime market, when we had less precise underwriting, we had cross subsidization between higher risk and lower risk borrowers.  Moreover, when unsure, lenders tended to exclude borrowers altogether.  Since lenders today can more effectively distinguish between higher and lower risk borrowers, there is less cross subsidization, more accurate pricing, and more people offered credit.   A similar trend might be beneficial in the subprime market.  Today, some subprime borrowers cross-subsidize others who represent a very high risk of default.  More precise underwriting at origination, built upon the historical experience of subprime borrowers, might result in further refinement of risk-based pricing in the subprime market, lower prices for many subprime borrowers, and lenders effectively screening out really high-risk borrowers. 

Other Predatory Practices:  Other predatory practices in this market are extensively documented elsewhere.
  These include:  

· Lending to borrowers who clearly will be unable to repay  (sometimes when the lender simply makes the loan based on the value of the collateral without regard to the borrowers’ capacity to make the monthly payment);

· Charging exorbitant fees unrelated to the costs of origination and other services;

· So-called “Flipping”, i.e., lending on terms that will require borrowers to refinance quickly (such as balloon payments), each time paying large fees, and thus squandering the homeowner’s equity on financing costs while providing little if any funds for the homeowner’s needs; 

· Bundling into the loan high-cost products, like single premium credit insurance, which provide consumers with little benefit; and 

· Discrimination against minority borrowers, who are targeted by those marketing high cost loans and engaging in predatory practices, in the belief that a distrust of conventional financial institutions will make minority borrowers especially vulnerable to these tactics.  

While the law does not necessarily preclude all these practices, it is difficult to curb even those that are clearly illegal.  The delivery channel for subprime loans can involve many parties from the home improvement contractor or mortgage broker, to the finance company or mortgage banker, to the Wall Street firm underwriting the mortgage-backed securities, to the ultimate investor.  Lenders who table fund loans, underwriters who bundle loans, and investors who purchase them argue that they cannot be held responsible for, or expected to police, the practices of those who originate their loans.
  Small players at the origination end, and the unregulated finance companies and mortgage bankers that continue to play a major role in subprime lending, are more difficult to police and less susceptible to public opinion than are the regulated financial institutions (and their affiliates) that dominate the prime market.  While more and more prime market lenders are getting involved in subprime lending through affiliates, the worst abuses may well be found among market participants that will be unmoved by industry “best practices” and subject to little regulatory oversight.  

12. Potential for FHA Leadership Role in Subprime Market

In the 1930s, FHA pioneered the long-term fixed rate mortgage, but it did more than just demonstrate what a new product would look like. It also created a body of information upon which sound underwriting criteria could be developed; it provided transparency as to terms, conditions, and pricing; its created competition for other actors in the market, and, because of its presence in the market, it was able to establish standards that soon were widely embraced throughout the industry.  More direct and conscious FHA involvement in subprime lending might bring similar benefits to the subprime market today.    

It is beyond the scope of this paper to map out a strategy for a new government-backed credit enhancement program for subprime lending; however, a few examples are provided of steps that FHA could take to benefit this market.

Alternative Products:  FHA might design and offer credit enhancement for new home purchase and/or home refinance products designed to meet the needs of higher risk borrowers.  The credit enhancement could involve full or partial insurance, as market research determines what is required to induce responsible lenders to participate in the market.  As evidence suggests that subprime borrowers are more often constrained by their credit quality and debt burden than by downpayment limitations,
 these products might vary from current FHA offerings that focus on high LTV lending.  To address the risks presented by shaky credit histories and high debt levels, innovative products might involve on-going credit counseling, escrow accounts, automatic payroll deductions, additional collateral, and rate adjustments to reward good payment histories (much like Fannie Mae’s Timely Payments Reward program
).   (Note that the GSEs, MIs, and conventional lenders are working on products like these for A- borrowers.  FHA might help spread the availability of some of these products or move further down the risk continuum.  FHA does not want to duplicate quality products that the private market could provide on its own nor does it want to absorb too much risk.  The challenge for FHA is to determine the appropriate place on the risk scale where these two considerations are optimally balanced.)  

Given the powerful public objectives of pioneering lower cost subprime lending products and driving out predatory practices, a case might also be made for FHA to offer some of these new credit enhancement products at subsidized rates.  At the beginning, actuarial pricing of new FHA products will be very imprecise.  Conservative actuarial analysis might suggest that premiums for mortgage insurance on new products need to be high.  Policymakers would have the option, however, of deciding to offer “positive subsidy” products, i.e., products for which premiums and other revenues are not expected to cover fully insurance losses.  Especially when pioneering a product in a new market, such an approach can be justified, if the public purposes of the product are great and the cost of the subsidy, through the insurance, is relatively small.  

Better Quality Underwriting:  FHA could develop automated underwriting models based on the performance of subprime loans, including ones with special features (see above) that FHA might offer.  Given that significant work has been done in developing tools for these markets already, FHA could build on the know-how that exists in the market, but steer it toward building models to advance public purposes.
  These new models could allow FHA to make conscious decisions about cross-subsidization versus risk-based pricing, with public purposes in mind.  These models would become stronger predictors, over time, as the new products have a greater track record.  These models also would likely demonstrate that some subprime borrowers represent less risk than is currently thought and would identify better ways to distinguish risk amongst subprime borrowers.  

Use of Technology at Origination:  The use of AUS technology at origination provides quick feedback on loan eligibility.  If available for subprime lending, AUS technology could help to address the concern of many subprime borrowers about whether or not their loan will be approved.   If lenders had tools to provide rapid approval and pricing information to subprime borrowers, the borrowers might then concentrate more on price, creating a more competitive marketplace.  

Transparency:  FHA is in a unique position amongst mortgage market players in that it has no proprietary interest in protecting the “black box” of the mortgage scoring models that it might develop for subprime loans.  By first developing and then opening mortgage scorecards for subprime loans, FHA could help private credit providers to better understand and manage risk and help consumers to better understand how they can lower risk and thus obtain better prices for credit.  This objective would be harder for FHA to advance, if it used risksharing to pioneer in this market and relied upon a private partner for scorecard development.  

Promote Information Dissemination:  FHA could serve a valuable role by developing mechanisms to allow for price comparisons between subprime loan products.  While comparisons could become complicated, standardization in the market (that FHA involvement might bring) should enhance comparability.  FHA could work to develop a standard way to describe subprime products (concentrating on a few key features (e.g., rates and points for FHA eligible loans with credit scores within certain ranges, with certain debt levels and LTV).  FHA might develop the format for a weekly rate sheet and make the specific information available electronically to local papers, with current offerings from lenders that offer FHA and other subprime home finance products in the area. 

Standardize “Best” Practices:  By offering credit enhancement on loans, FHA would be in a powerful position to influence and standardize subprime lender practices.  FHA could not only develop “best practices” but also mandate exemplary practices as a condition for participation in the FHA program.  Given the history of abuses of the regular FHA program, aggressive lender oversight would be an essential element of any subprime product.  Some creative thought would need to be given to the best ways to motivate good behavior.   Many low-income borrowers, especially minorities, put significant trust in FHA.  The ability to offer FHA subprime products could be made dependent upon obtaining a “seal of approval” (perhaps through an industry or non-profit certification program) that ensures that that practices meet a code of conduct with the highest standards.   

Targeted Marketing:  If FHA were to offer subprime product alternatives, it might also launch a significant marketing campaign to educate consumers about those alternatives and effective shopping for subprime loans.  FHA would bring to this effort the good will that the FHA name carries in many low-income and minority communities.  It could use this good will to help borrowers overcome their distrust of conventional financial institutions.  

F. Summary of Unmet Mission

To those, like the author, who worry that FHA does not have the capacity to manage the credit risk that exists today in its $500 billion portfolio, the suggestion that FHA should expand its activities to other segments of the market, like affordable lending and high risk subprime refinance, is initially frightening.   For FHA to play in these markets, it would need some of the tools that we saw in Section III A (4) it was sorely lacking; including AUS and other analytical tools to assess and mange credit risk, capacity to monitor counterparties and manage agency risk, streamlined, efficient, and innovative operations in servicing and REO, and robust loss mitigation models.    

On the other hand, the level of risk in these markets is not necessarily greater than that which FHA is already absorbing today, without all the tools that it should have to manage that risk.  Moreover, a case can be made that the government should use its ability to enhance credit to pioneer in the newer markets of affordable and subprime lending.  FHA’s inability to step up to the plate, so to speak, to fulfill this mission strengthens the argument that FHA must find new ways of doing business in order to fulfill its mission.   Section V below explores specifically if risksharing partnerships might be a way for FHA to undertake this mission.   

V.
Risksharing:  Could it Help FHA Address Challenges and serve unmet needs?

Given the challenges and unmet needs described in earlier Sections, policymakers need to give serious consideration to changes in FHA, including different ways of doing business.   This section explores whether FHA might benefit from relying more upon others for some of the day-to-day operations of its mortgage insurance business.  Specifically, Subsection A first describes the possible advantages to FHA of operating some of its business as a credit enhancement wholesaler rather than a retailer.   The problem with relying upon partners, however, is that they do not share the government’s interests – in protecting taxpayers and serving public purposes.  Risksharing is then offered as a possible way of aligning the interests of partners, with FHA’s interest, so that FHA can rely upon partners to perform many of its functions.  

Subsection B describes the concepts involved in risksharing and lays out the variables involved in designing a risksharing agreement.  Finally, Subsection C considers briefly one criticism of risksharing with private partners:  the partners’ higher cost of capital will make it more expensive to achieve FHA objectives in partnership than alone.  FHA’s experience with single-family note sales suggests that, in some cases, efficiencies brought to the operations by the partner can offset the partner’s higher cost of capital.  Whether the same will occur in a given risksharing agreement is an assessment that must be made on a case-by-case basis.  

A.
From Retail to Wholesale

When exploring new ways for FHA to accomplish its public purposes, it is helpful to look first at what the government does well and what others could do better.  The federal government has a unique ability to spread risk.  No other actor (public or private) can match the size and diversity of the government’s assets and liabilities.  The market reflects its confidence in the U.S. government by providing capital to government-insured obligations at the lowest available cost.  The Federal government also has a unique responsibility for serving the public interest.  Private actors, by definition, have a fiduciary duty to advance their shareholders’ interests.  Other governmental entities, like State and local HFAs, share FHA’s responsibility for serving the public interest, but must focus on their jurisdiction; none has responsibility to the nation as a whole.  

Private actors in the housing finance market (lenders, MIs, the GSEs, and private secondary market conduits) have capabilities that FHA does not have.  Most are far more nimble and responsive to market pressures.  They generally are able to innovate and adopt new technologies more quickly than can FHA.  Their comparative flexibility in employment allows them to better match their employees’ skills to the company’s needs.  The higher salaries available in the private sector, especially for senior employees, allow these firms to attract the best talent.  Generally, their employees are more familiar with cutting edge financial and analytical models and technologies.  Some lead the market in development of new technologies.

Non-profit and community-based institutions also bring capabilities that FHA does not have.  First, they tend to be closer to the underserved communities where the need for public intervention is greatest.  Thus, they provide a level of understanding of the needs of the community that cannot be matched from afar.  Their proximity to the community can lead to creativity and new ideas about how to best serve the local needs.  They also may offer a delivery system that has access to the customers that FHA seeks to serve.      

State and local HFAs bring a combination of these abilities.  They generally know local markets better than a national institution can.  While the capacities vary from place to place, some bring levels of talent and sophistication that are surprising.  Many have a track record of innovation and market agility.  HFAs generally have delivery systems serving at least portions of the affordable lending market.  

The theory goes that, if FHA were to rely more on these institutions to do what they can do better than can FHA, FHA might be more effective at meeting its public purposes.  Some describe this transition as going from a retail operation to a series of wholesale programs.  To some extent, this transition has been occurring for a while.  Long ago, FHA stopped underwriting individual mortgages and delegated the ability to make commitments on its behalf to FHA-approved lenders.   More recently, FHA got out of the business of servicing defaulted notes, with an aggressive and successful program to sell its portfolio of performing and unperforming mortgages.  In addition, FHA has come to rely increasingly upon contractors to perform many day-to-day activities (like marketing foreclosed properties) that once were performed by FHA employees.  

Still, FHA performs, on a day-to-day basis, many of the same functions that MIs perform.  They establish underwriting guidelines, they approve lenders for participation in the program, they monitor the compliance of lenders with program requirements, they review the underwriting of a sample of loans underwritten by lenders for compliance with FHA requirements, and they provide incentives and penalties to encourage lenders to use loss mitigation tools.  FHA also oversees contractors who perform many of FHA’s own functions, including the management and marketing of a large portfolio of foreclosed properties.   

In a wholesale model, FHA would give up the operation of many of these day-to-day activities, on the theory that the partners might do them better, while retaining the functions for which government is uniquely suited:  providing strategic direction toward public purposes and absorbing risk.  Thus, for example, FHA might agree with a partner on a target market (i.e., type of borrower, level of risk) consistent with FHA’s public purposes, but allow the partner to design the product and establish appropriate underwriting criteria to reach that market.  FHA might delegate to the partner responsibility for collection of insurance premiums, subject to an accounting.  FHA also might delegate to the partner the decision to determine which lenders are eligible for participation in the program and the responsibility to monitor the compliance of program participants with program requirements.  Unlike the government, which generally must treat all comers equally, under the same set of rules, the partner might be freed to use its own methods to determine accountability, for example, by providing more flexibility to program participants whose loans perform well.  FHA might delegate to the partner responsibility for establishing policies and procedures to direct loss mitigation efforts.  And where a portfolio of defaulted notes or foreclosed properties resulted from the insurance operations, the partner might be assigned responsibility to liquidate that portfolio and make whatever recoveries are possible.  

How, then, can FHA rely more on other partners for its operations?  If FHA simply hires these firms as contractors, there is a significant danger:  the partners do not inherently share the government’s objectives – either to protect the taxpayers or to achieve public purposes.  Risksharing, however, could be a way to motivate private entities to serve governmental ends.  If the partner bears some of the costs when loans default, then the partner should be motivated to protect itself and, in doing so, protect the interests of FHA.  In theory, a risksharing partnership could be designed so that the private partner is rewarded when public purposes are achieved and pays a price when the taxpayers’ experience loss or policy goals are not met.  By relying upon a partner with their own capital at stake, FHA is more likely to accomplish its goals than if it simply hired private firms for various tasks.  

B.
what is risksharing?

There are four principal elements of a risksharing agreement:  the formula for sharing losses, the formula for sharing the insurance premiums, the structure of the relationship, and the assignment of duties to the different partners.  Each of these is discussed briefly below. 

1. The Formula for Sharing Losses 

There are an infinite number of formulas that could be designed to allocate responsibility for paying mortgage insurance claims.  Three simple examples are provided in Figure 11.
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FIGURE 11:  Examples of Loss Sharing Formulas
The first example involves quota sharing.  Each partner is responsible for paying his share of each dollar of loss.  Imagine a $100,000 loan for which FHA and the partner are each responsible for 50 percent of the loss.  If the borrower defaults and the lender forecloses upon the mortgage and, after resale, has an insurance claim of $20,000, FHA and the partner would each pay $10,000.  

The formula for sharing loss, however, could be more complex than that.  For example, layers of risk could be allocated to the different parties.  In the center example, the partner would be responsible for paying the first 10 percent of loss, FHA would be responsible for paying the next 10 percent, the partner would be responsible for paying 10 percent after that, and FHA would be responsible for the remainder.  If the insurance claim, on a $100,000 loan, were for less than $10,000, only the partner would pay.  If the claim were for $20,000, FHA and the partner would bear the loss evenly.  If the claim were for $30,000, the partner would bear two-thirds of the loss.  The partner’s loss, however, would be capped there.  After the loss reaches 30 percent of the initial insured amount, all the remaining loss would be born by FHA.  

A third example illustrates how a risksharing formula might combine quota sharing and layers of risk.  Assume that the first 10 percent of loss was assigned to the partner.  The next 40 percent of loss would be shared between the two partners, with FHA bearing 50 percent of that layer of loss (above 10 percent) and the partner bearing 50 percent.  FHA might be assigned all losses above 50 percent of the insured amount.  In this case, if the claim amount were $30,000 of an insured amount of $100,000, the partner would be responsible for $20,000 and FHA responsible for $10,000.  If the claim amount were $40,000, the partner would be responsible for $25,000 in losses, while FHA would pay $15,000.  

Another variation on a loss-sharing formula involves altering the formula with claims incidence.  For example, the parties could have a simple quota sharing arrangement, under which each party pays 50 percent of loss on each loan; however, the assignment of liability could shift as claims become more frequent.  For example, when more than 15 percent of insured loans go to claim, the formula could shift so that the partner only bears five percent of the loss on the additional claims.  Alternatively, a so-called “stop loss” provision could provide that the partner bears no additional loss beyond a set dollar amount or a set percentage of insured loans.

All of the loss-sharing formulas described above measure losses on individual loans.  However, the same concepts could be applied on a pool basis.  For example, FHA and its partner could agree to insure a pool of 100 loans of $100,000 each.  The partners might agree to use the loss layering approach, where the partner would be responsible for the first one percent of losses, FHA the second one percent, the lender the third one percent and FHA the remaining 97 percent.  Applying this formula to the insured pool of $10 million, the partner would be responsible for the first one hundred thousand dollars of losses; FHA would be responsible for the second hundred thousand  dollars of losses; the partner would be responsible for the third hundred thousand dollars; and FHA would be responsible for the remainder.  If it is anticipated that the average claim will be for 25 percent of the loan amount and only eight percent of loans will go to claim, it is anticipated that total losses will be only $200,000 under this pool insurance formula, then FHA and the partner would share losses evenly and the lender’s burden would only arise if loans performed worse than anticipated.    

2. The Formula for Sharing Premiums
Calculating the formula for sharing premiums is far more complex.  FHA collects both upfront and annual premiums.  Most MIs rely primarily on annual premiums.  However, for simplicity, we will use an example with all of the premium collected upfront.  Imagine insurance on 100 loans of $100,000.   If a premium of 100 basis points ($1,000) is collected upfront on each loan, the insurers will have collected $100,000 in premium.  If each party keeps half of the premium, they each will have $50,000 to cover their losses, expenses, reserves, and potential profit.  If the partners share losses pari passu, this split of premiums make sense.   

Now imagine instead a circumstance where FHA bears the second layer of loss on a pool, where anticipated levels of claims incidence and severity would not generate any losses beyond the first layer of loss.  In that case, FHA’s portion of the premium should be calculated based on the small likelihood that it would bear losses.  Thus, if the anticipated occurs, FHA will receive a small share of the premium, but never have any expenses.  If the unanticipated occurs, and the pool experiences losses beyond the first layer of coverage, FHA will likely have costs above and beyond the premium that it collected.  FHA is being paid for taking a small risk of large losses.  The partner benefits from sharing a piece of the premium with FHA because FHA bears much of the risk of uncertainty about the estimates.  

Investors, generally, will accept a lower rate of return if there is a high probability of the expected return.  The greater the variability in the possible outcomes, the higher the rate of return the investor expects in exchange for bearing the risk of uncertain outcomes.  Government, generally, is well suited to absorbing risk of events that are infrequent and unlikely, but costly when they occur.  However, if the risksharing formula assigns that catastrophic responsibility to FHA, the level of expected return for the risksharing partner should be lower.  Effectively, the partner is paying for the reduction in uncertainty about their return.  

The combination of loss-sharing and premium-sharing formulas in a risksharing arrangement should be evaluated using analyses that measure not only the expected return to the partners, but also the return under various alternative scenarios, and the variability of the return to each partner.  Where loss sharing formulas assign the responsibility for large but unlikely losses to FHA, as many will do, the formula for sharing premium should be assessed to determine: (1) whether the partner’s return has been appropriately adjusted to take into account the reduced uncertainty of it’s return; and (2) whether FHA is being adequately compensated for undertaking the role of insuring against catastrophic risk.
   FHA may be willing to agree to a less than optimal premium sharing arrangement, where FHA believes that public purposes will be especially well served by the arrangement.  For example, FHA may be willing to reduce the variability of return for a private partner, without a commensurate reduction in the partner’s share of premium, where the product offered is new, innovative, and untested and FHA’s willingness to do so is necessary to bring the capacity of the private partner to bear in meeting the public need.  

3. Structure of the Risksharing Arrangement
Another key element of a risksharing agreement is its structure.  While there are many possibilities, a few examples suffice for our purposes.  

One option varies only a little from the current FHA program.  Instead of purchasing mortgage insurance from FHA, a borrower would purchase the insurance from a joint venture made up of FHA and the partner.  The beneficiary of the insurance policy, the lender, would look to the joint venture for payment of its claims.  Of course, if FHA wants the market to treat these insured loans as they do FHA loans, the terms of the joint venture agreement would have to make clear that the U.S. government ultimately stands behind the insurance obligation, if the venture assets were to prove insufficient to meet obligations.

Alternatively, FHA could directly provide insurance, but operate under an agreement in which a third party agrees to reinsure FHA for part of the risk.  Such a reinsurance agreement could work on an individual or pool basis, using any of the risksharing formula approaches described above.  In this case, the lender would look to FHA for payment of the claim and then FHA would seek recompense from the third party.  In a similar model, FHA could agree to reinsure risk insured by a third party.  By purchasing credit enhancement from FHA (by ceding a portion of the insurance premiums to FHA), the third party will reduce the amount of their own capital that they need to set aside in reserve.   In this case, the lender would look to the third party; and the third party would look to FHA for reimbursement of part of the cost of paying claims.  

Another structure variety would involve risksharing between FHA and a party that guarantees mortgage-backed securities (“MBS).  In the traditional FHA insurance program, most FHA-insured loans are bundled by the lender into MBS that are guaranteed by Ginnie Mae.  The investor purchasing the security gets a guarantee from Ginnie Mae of timely payments of scheduled principal and interest due on the pooled mortgages that back their securities.  If the lender fails to meet its obligations under the security, Ginnie Mae first makes the MBS holder whole and then looks to FHA for repayment of any defaulted mortgage loans in the lender’s portfolio.  

The analogous relationship between an MI and the GSEs involves a form of risksharing, as credit risk is shared.   The GSEs purchase loans both for their own portfolio and for issuance of MBS.  All loans they purchase with an LTV above 80 percent must have private mortgage insurance.  Typically, the mortgage insurance covers up to 30 percent of the principal amount of the loan.  So, in the event that a loan backing a GSE MBS defaults, the GSE must pay the investor and then looks to the mortgage insurance to compensate it for losses.  However, in the unusual case where the level of loss exceeds the amount of mortgage insurance, the GSE bears that loss itself.  Similarly, on loans it holds in portfolio, the GSE bears the loss, if the loss exceeds the mortgage insurance coverage.  In effect, in both cases, the GSE and the mortgage insurer are sharing the risk of default.

One could imagine a similar risksharing structure between FHA and a secondary market institution, like one of the GSEs or the Federal Home Loan Banks or the private conduits.  These arrangements might be structured like traditional private mortgage insurance, with FHA providing only partial coverage – instead of the 100 percent insurance that FHA currently provides.
  Risksharing with a secondary market institution could also involve quota sharing or alternating layers of risk, rather than assigning FHA the top loss and the partner the bottom.  In fact, one might expect that government would be assigned the catastrophic risk, in such a risksharing arrangement, as government can more efficiently spread the risk of the unlikely to occur, but highly costly event.  Secondary market institutions do not typically bear top loss either, so, a range of non-traditional options might be considered.    

A model that might leave everyone in a more familiar role might involve risksharing between three parties:  FHA, a mortgage insurance partner, and a secondary market institution.  In this case, FHA and the partner might provide together the typical partial insurance of an MI, perhaps with deeper coverage, but still leave a portion of the risk uninsured, to be borne by the secondary market institution.  In these or any other cases where Ginnie Mae was not beings used as the secondary market strategy for the product, one would have to look closely at whether the benefits brought by the secondary market partner offset the benefits of using Ginnie Mae, which brings with it access to the lowest cost capital available.  It is possible, however, that a secondary market partner might bring analytical skills or access to delivery channels that would allow FHA to accomplish goals that it could not accomplish on its own. 

Almost any of the structures described above could involve leaving a small layer of risk to be borne by the lender.  While generally the author believes that partial FHA insurance (absent a risksharing partner) will accomplish few of FHA’s public policy objectives (see footnote 122), some have argued that leaving a small level of risk with the lender increases the lender’s interest in protecting the insurer from loss and helps to manage agency risk.  An alternative model might involve risksharing between FHA and a lender, where the lender is anticipated to reinsure their share of risk with a third party.  As described in more detail in Section VIII, this structure has some limitations.  Specifically, FHA might be in a weak position to align incentives and manage counterparty risk, under this structure, because it would not be in direct privity of contract with the principal party with whom it is sharing risk (and who is likely making or influencing the credit decision).  

4. The Assignment of Duties
Finally, in any risksharing agreement, the various duties of the mortgage insurer can be allocated to either of the parties to the agreement.  Since the principle reason for FHA to pursue risksharing is to find partners who can perform certain functions more effectively than can FHA, FHA may want to delegate many of those duties to the risksharing partner.  There is no point in listing all the duties that could be delegated here.  The key point is that, in designing risksharing agreements, FHA should make a conscious effort to find the allocation of responsibilities that best serves FHA’s goals in entering the partnership.

As discussed further below in Section VII, it is important to allocate duties to partners that have proven experience and capacity to perform those duties.  Since FHA may be entering into different risksharing partnerships with different kinds of partners to pursue different goals, FHA may find it wise to assign different duties to different partners.  So, if FHA undertakes a risksharing partnership with a MI with a goal of improving efficiency, it might make sense for FHA to allocate much of the day-to-day operational functions to the partner, including loss mitigation decisions and REO operations, but retain a hand in underwriting to ensure that public purposes are achieved.  Similarly, if FHA undertakes a risksharing partnership with a non-profit, community-based loan fund, it may want to delegate product design functions and oversight of the delivery system, but it may maintain much of the back-end, operational role, if FHA has relatively greater experience and advantages of scale. 

C.  
THE PARTNER’S HIGHER COST OF CAPITAL:  LESSONS FROM SINGLE-FAMILY NOTE SALES

Some argue that risksharing with private partners rarely will make sense, because the partner has a higher cost of capital.  Investors and lenders require a greater return than FHA needs to generate.  If you assume that the partnership collects the same level of premium as under the traditional FHA program, claims levels are the same, claim severity is the same, and claim costs are the same, then FHA would be worse off sharing risk and premium with a partner with a higher cost of capital.  The question is whether the partner is able to reduce the costs of providing the insurance by reducing claims, claim severity, or other program costs, such that the benefit of those efficiencies overwhelm the partner’s higher cost of capital. 

FHA’s experience with single-family note sales is a good example.  There, private parties were able to perform servicing and REO functions more efficiently and effectively than FHA could.  FHA was able to achieve its policy objectives at lower cost, even after taking into account the higher cost of capital (and demand for profit) of the private parties.  

For years, under an ill-conceived program known as the Assignment Program, FHA took assignment of certain defaulted mortgages, paying an insurance claim to the current holder of the note.
  FHA was then responsible for negotiating a forbearance and repayment agreement with the borrower (under terms established for the Assignment Program by legislation and litigation), servicing the loans under the new terms and conditions, and where default recurred or continued beyond the period of forbearance, eventually foreclosing on the property, taking title, maintaining the property, and marketing it for resale.  

When FHA sold its portfolio of Assignment Program notes, the new note purchasers were responsible for complying with all the same program terms and conditions as FHA had been.  Thus, if the program rules required that FHA give additional forbearance or prevented foreclosure in certain circumstances, the note purchasers were subject to the same requirements.
  Nonetheless, the note purchasers were able to achieve far better results with the portfolio than FHA had achieved.  Between 1994 and 2000, in a series of six sales, FHA sold a portfolio of 91,025 single-family loans that it held from the Assignment Program.  The purchasers were able to pay FHA amounts for the loans (averaging 88 percent of the loans unpaid principal balance
) far in excess of what FHA would have recovered, while still profiting themselves.  FHA estimated that the sales recouped for FHA $965 million more than it would have recovered from the defaulted notes on its own.
    

The notes sales experience demonstrates that, at least in some cases, private partners can bring capacities to FHA operations that will yield more effective results.  Moreover, the efficiencies achieved can, at least in some cases, offset the partners’ higher cost of capital.  This experience, however, does not mean that risksharing will always make sense.  As discussed further in the next section, there are significant dangers from risksharing.  As described in Section VII, a careful analysis is necessary to determine if risksharing would bring efficiencies or other capacities to FHA that merit the loss of the shared premium.  

VI.  The Dangers of Risksharing

This paper has argued thus far that FHA faces extraordinary challenges and thus is failing to accomplish all that it could of its mission.  The paper suggests that moving toward a wholesale business model, for at least some of its business, might be a way for FHA to overcome those weaknesses and accomplish more of its mission.  Specifically, FHA could develop risksharing partnerships, with partners who have stronger analytical and operational capacity or better capacity to reach underserved markets.  This strategy, however, is not without its drawbacks.  Ill-conceived risksharing agreements can bring problems every bit as significant as those with which FHA now wrestles.  This section details what some of those problems might be.  Section VII proposes criteria that risksharing agreements should meet in order to avoid the worst dangers.

G. Undermining FHA’s Ability to Serve its Public Mission

Public institutions are motivated differently than are private firms.  Financial considerations are important to FHA, but so too is achieving public policy objectives.  To the extent that risksharing agreements give the partners the authority to make certain decisions on FHA’s behalf, those decisions could be made differently, driven by the interests of the partner, rather than FHA’s public objectives.

Historically, FHA has served people and places that the private sector would not serve.  Today, for example, FHA insures a disproportionate share of loans to minorities and residents of underserved areas.  If a risksharing agreement puts the partner at risk along with FHA but leaves the insurance decision to the partner, the partner may take actions to protect itself from risk, by refusing to insure certain loans, even when insuring the loan might advance a public objective, such as revitalizing a depressed community or expanding homeownership opportunities for underserved populations.  

A good example of the problem is illustrated by the behavior of private mortgage insurance companies in the oil belt in the mid-1980s.   During a severe regional recession, MIs withdrew from the affected markets, while FHA’s market share grew dramatically.
  By making credit available to homebuyers in a declining market, FHA helped families who needed to move to find new work or repay debts to sell their homes. FHA not only mitigated the hardship on families who lost some or all of their home equity, it also helped stabilized the market and prevented further freefall of home values.  It did so, however, while incurring significant insurance claims that weakened the FHA fund.  
Now imagine that FHA had a risksharing agreement with a MI to insure certain kinds of home purchase loans, under which FHA delegated the endorsement decision to the insurer or lenders that the insurer authorizes.  If economic conditions were to deteriorate, the MI, fearing losses, might be motivated to tighten underwriting criteria or decrease its insurance activity, in order to avoid incurring further insurance losses, regardless of the public good that might be served by continued availability of credit.  In an analysis of possible implications of FHA risksharing with MIs, HUD economists Szymanoski and DiVenti concluded that “the economic incentives would not be in place to keep MIs in declining markets.”
  

It is possible to envision a risksharing agreement in which FHA would agree to take a higher percentage of the risk in certain conditions, such as when making the loans was especially important to public purposes.  Such a flexible agreement would require that FHA have greater ability to assess risk and market conditions and make informed decisions about when and where to assume more risk to meet public purposes.  Even if FHA succeeds in mitigating the effect of the partners’ conflicting objectives in certain circumstances, FHA must appreciate the tension inherent in most risksharing proposals and be wary of its consequences.  The challenge of learning to manage that tension is one reason why it is important to experiment with risksharing agreements and retain the existing 100 percent insurance product as an option while new risksharing products are explore.    

H. Improperly Aligning Incentives

Another significant danger is that the risksharing agreement creates an incentive for the partner to act in ways that are contrary to FHA’s interest.  FHA’s multifamily co-insurance program is a cautionary tale in this regard.  There, a poorly designed program put the insurance decision in the hands of lenders with little at stake in the event of default and significant fee incentives to originate without regard to loan quality.
  This historical example highlights the importance of properly aligning incentives, so that the partner making a given decision has, as near as possible, the same interest as the government agency bearing risk if the decision is poorly made.  (Of course, as noted above, it will never be possible to perfectly align those incentives, as FHA will have public purposes to achieve and may have a different tolerance for claim incidence and severity than has its partner.)

In a theoretical analysis of risksharing between FHA and MIs, HUD economists Szymanoski and DiVenti used game theory to model possible outcomes.
  Their model highlighted a “principal-agent problem” for FHA.  The model assumed that the MI would make the insurance decisions on loans for which the insurer would bear the first tier of risk and the government would bear the second tier of risk.  Their model suggested that the MI would have an incentive to maximize its profits by accepting some loans that FHA would otherwise reject (because the cost to the government would be too high), while rejecting some loans that FHA would otherwise accept (to help achieve public purposes).
  The objective of a risksharing partnership need not necessarily be to insure the exact same loans that FHA would insure on its own.  However, FHA must understand the risks of the principal agent problem and try to design program rules to minimize agency risk.

If, for example, FHA agrees to take a first loss position, the partner may not feel the need to protect against a high incidence of claims, so long as the severity of loss is not expected to reach the partner’s level of exposure.  Similarly, if FHA takes only a catastrophic loss position, the partner may have little incentive to minimize FHA’s losses once the partner’s maximum exposure level has been reached.  FHA and the partner could instead share the risk of loss pari passu, i.e., each bear according to a formula a proportion of each dollar of loss.  In that situation, FHA’s economic interests and those of the partner should be largely aligned; however, that arrangement might not allocate risk most efficiently to the partner whose capital structure and other exposures gives them the optimal capacity to absorb a particular tier of risk.  These tradeoffs are inherent in designing risk-sharing agreements.

I. Missing the Target Market

One of the greatest dangers of risksharing is the danger of failure to reach the market targeted.  Many factors will determine which homebuyers ultimately take advantage of an insured mortgage product offered in the market, rather than the alternatives.  One of the most important is whether the product offers competitive terms (especially costs to close and monthly payment) to the borrower; another is whether the “execution” available to the lender to deliver the insured loan to the secondary market (the expected profit from the sale of the loan and any fees earned) is favorable when compared to any alternatives for which the consumer might qualify.  Thus, in designing a risksharing product, FHA must carefully consider how the product is positioned against alternatives in order to determine whether it will ultimate serve the intended borrowers or whether it might instead, displace products currently offered well by the private market, attract borrowers representing greater risk than FHA intends to undertake, or compete with FHA’s existing business lines and portfolio of insured loans, with adverse consequences for their financial performance.

Missing High -- Displacing the Private Market:  The National Housing Act of 1949 establishes that “private enterprise shall be encouraged to serve as large a part of the total [housing] need as it can.”
  Today, America’s private housing finance system is more sophisticated and efficient than any other in the world.  FHA’s role is to fill the gaps and serve the homeownership needs that the private system cannot serve on its own.  Sometimes the gap will be temporal, such as during regional recessions when the private market retreats.  Sometimes the gap will be informational, such as when FHA establishes a history for a new kind of product or underwriting criteria.  Sometimes the gap will reflect credit risk, such as when the private market cannot or will not absorb as much risk as the government can.  As market information is not always so precise, there will be overlap between the business that FHA serves and the business that the private market can serve.  But FHA should be wary of risksharing partnerships that would have FHA provide partial insurance for risks that, in the absence of risksharing, the private market would absorb entirely on its own.  

It will be tempting for private partner to try to get FHA to insure a part of the partner’s own risk in the conventional market.  If FHA bears part of the risk – especially the part that is least well understood – capital markets will demand smaller capital reserves from the private partner, thus making the partner’s capital go further and allowing them to increase their profits.  Some proposals being advanced today would have FHA serve markets that the private market already serves.  In doing so, FHA (and its partner) would unfairly compete with other private market entities (that do not benefit from FHA’s lower cost of capital) when there is no public purpose to be served.  These models are directly in conflict with the National Housing Act’s prescription.   

Missing Low --  Assuming Inappropriate or Inadequately Compensated Risks:  Perhaps the most obvious risk for FHA is that the partner will cause FHA to insure risks that are too great or for which FHA is inadequately compensated.  There are some borrowers whose risk of default is so great that they should not be homeowners at this time.  Making loans to borrowers with very high default probabilities only creates additional financial and emotional hardship for the borrower and its family.  In addition, the neighborhood where the home is located could be adversely affected by default and foreclosure, especially if a high proportion of defaulted loans are concentrated in one community.  Moreover, FHA will not be able to continue to insure loans for homeowners who are likely to succeed, if it insures too high a proportion of mortgages that default.  Szymanoski and DiVenti’s analysis conlcludes that a risksharing structure where FHA takes only catastrophic loss and misprices that hard to accurately price risk “could actually increase the chances of a future public bailout of FHA despite lowering the taxpayers’ total exposure to risk.”
  

Cannibalizing FHA’s Traditional Portfolio:  Finally, it is possible that a risksharing program would divert business from the future stream of insurance into FHA’s traditional program.  The impact of this diversion would depend upon a number of factors, including: (1) whether the portion diverted represents the better credits (most likely); (2) whether the proportion of the premium FHA earns on the risksharing portfolio compensates it as well for the risk it assumes as the full premium FHA earns on the traditional portfolio compensates it for the risk there; and (3) whether the risksharing partner is able to reduce the cost of insuring that risk through more effective servicing, loss mitigation, and REO operations.

If the business diverted reflects better credits, the partner’s higher cost of capital requires FHA to cede a disproportionate share of the premium to the partner, and efficiencies brought by the partner are inadequate offset the lost premiums, the MMI Fund would be weakened by losing the traditional business to a risksharing program that generated a lower return (i.e., a lower negative credit subsidy rate) for FHA.  (The opposite could also be true.  The partner could bring greater efficiencies to the same business, more than offsetting the premium FHA lose by ceding it to the partner.  The better return on the risksharing program could strengthen the MMI Fund, effectively cross-subsidizing FHA’s other business.)  

The point is that FHA should understand whether or not the risksharing program will compete with FHA’s core business line and, if so, determine whether FHA is better served by doing that business through risksharing than through its core program.   Moreover, once a program is implemented, FHA needs to engage in real-time monitoring of borrower/loan characteristics in the new program, as well as monitor changes to the core FHA loan portfolio, to determine if the target market is being achieved.  

J. Mispricing the Insurance

As with any insurance product, mispricing the insurance is a significant danger.  The pricing exercise is a bit more complicated with risksharing, because there are two questions:  (1) is the overall premium sufficient to cover all the risk assumed by the insurers? and (2) does FHA collect a portion of the premium appropriate to compensate it for the portion of the risk that FHA assumes?  A solid understanding of the target market and how the program’s delivery mechanisms will deliver the targeted loans is essential to avoiding this danger, as is high quality modeling of expected performance.  The modeling must include estimates of performance under various economic scenarios and an analysis of the variability of possible outcomes, i.e., the risk to FHA and its partner that something other than the expected outcome will occur.  A fair allocation of premium and risk under expected economic conditions may not be fair if the allocation of premium and risk under unexpected outcomes places all the burden of economic uncertainty on FHA.

Moreover, pricing a risksharing product is not done in a vacuum.  Unless a risksharing program targets loans higher risk than those in the current FHA program (e.g., if the risksharing were to target the subprime home equity market), it would be difficult to justify charging a higher premium for the risksharing product than FHA charges for its traditional insurance product.  Most potential risk-sharing partners, however, believe FHA is undercharging for the risk that it is assuming in its current program.  For comparable risk, given their capital structures and the requirements of the capital markets, these partners may expect to receive a share of the premium disproportionate to the share of the risk they will bear.  If so, and if significant claims are experienced, FHA may find itself inadequately compensated for the risks that it assumed.  

K. Picking the Wrong Partners for the Job

The objective of risksharing is to assign to the different partners the functions that each can most effectively perform.  It does not make sense to assign some functions to some potential risksharing partners.  Risksharing partnerships should be customized to the partners involved, so that FHA takes advantage of the special capacities of the specific partners.   

For example, if a potential partner operates solely in the relatively low risk, conventional conforming market and have relatively little experience in higher risk markets, the experience that they bring may or may not help FHA do a better job of loss mitigation for high risk borrowers or selling REO quickly in low-income neighborhoods.  FHA must assure itself that the experience of potential partner will translate into the ability to manage an inherently riskier book of business.   

Similarly, some potential partners may offer the ability to access underserved markets through new delivery channels.  However, these partners may not bring great expertise in risk assessment and operational efficiencies to the existing FHA business.  Risksharing may still make sense, in order to align incentives, but the functions allocated to the different partners should match their capacities.  In other words, different partners and partnership structures must be used to help FHA achieve different goals.

L. Counterparty Risk

The government is inevitably the insurer of last resort.  When a risksharing partner fails and is unable to meet its insurance obligations, FHA will absorb the partners’ share.  Thus, it is essential to FHA that it manage the risk posed by its counterparties.  

Counterparty risk management in risksharing might involve: (1) monitoring carefully the performance of the product for which the parties share risk, understanding not only your own revenue expectations and risk exposure, but that of the counterparty; (2) understanding the other business lines of the risksharing partner and monitoring carefully their performance; (3) monitoring the financial health of the risksharing partner and its ability to meet its obligations, especially in economic stress conditions;  (4) requiring appropriate segregation of revenues from the risksharing product; (5) mandating that the partner maintain certain reserves, levels of liquidity, and capital ratios; and (6) mandating that the partner maintain certain ratings from independent ratings agencies.  Understanding the financial strength of some potential risksharing partners could be quite complex.  Obviously, counterparty risk management is not a function that FHA could delegate to its risksharing partner.  It might be, however, that FHA could rely upon independent third parties (including rating agencies, financial regulators, and financial advisors) to help it to manage counterparty risk.

M. Inequality of Information and Bargaining Power

Another danger of risksharing is that the partner will “take FHA to the cleaners.”  It is certainly possible to imagine risksharing proposals under which FHA would assume significant risk, receive an inadequate share of the premium for that level of risk, experience losses, and yet not achieve any noticeable public purpose, while the partner puts off some of its own risk to FHA and earns sufficient premium to make a profit regardless of how the portfolio performs.     

One of the reasons that FHA should seek to partner with others is that they have the ability to perform sophisticated analyses and risk assessments that FHA cannot or, at least, does not do easily and as a matter of course.  Unfortunately, that also means that the partner could have the upper hand at the bargaining table, if they better understand the expected performance and risk associated with a product.  There is no need to attribute to the partner an ill motive.  Private sector partners have a fiduciary duty to their shareholders to maximize return.  Thus, their incentive in any negotiation with the government is to design a program where they earn maximum return with minimum risk exposure.  Unless FHA finds the capacity to analyze risksharing proposals carefully, FHA will be in a weak position to properly protect the taxpayers’ interests.  Analytical capacity can be borrowed from HUD’s Policy Development and Research staff, but they have many duties within the Department and cannot provide full-service financial management capacity for FHA.  Resources also can be purchased from rating agencies, accounting firms, and other consultants.  But the relatively slow speed of the procurement system and the lack of in-house resources limit FHA’s access to the best talent for assessing policy questions – including possible risksharing agreements.  

N. Political Factors Shaping Risksharing Agreements

If FHA were a private actor, it could choose to enter into a particular risksharing agreement, only if it believed the proposal to be advantageous.  However, FHA is subject to political pressures that may prompt its officials to pursue risksharing with certain partners over others or enter into agreements less favorable to FHA or the taxpayers than might otherwise be obtained.  

Moreover, Congress could be pressed by interested parties to establish in legislation the specifics of a particular risksharing agreement, although the legislative process is not well suited to determining the business terms of complex financial undertakings.  Legislative prescription of risksharing terms and conditions also could make it difficult for FHA to modify the terms of the agreements as conditions change and circumstances warrant.  

O. Lessons from EARLIER single family risksharinG EFforts

FHA has previously considered single-family risksharing and, ultimately, found it to be unworkable.  In 1995, FHA Commissioner Nicolas P. Retsinas asked his single family staff to work with HFAs, the GSEs, and MIs to design risksharing partnerships.  Three years later, under Retsinas’ successor, FHA Deputy Assistant Secretary for Single Family Housing Emelda P. Johnson wrote to an OMB official that: “we have concluded that a Risk Sharing program is not in the best interest of FHA or the general public.”
  Johnson cited as “obstacles” a number of factors, specifically:

· The continuing reductions in FHA’s mortgage insurance premiums have necessitated a risk sharing program that could cost consumers more than the traditional FHA programs. 

· The proposed risk sharing arrangements did not appear to be financially viable and may not be actuarially sound.

· The proposed risk sharing arrangements required FHA to assume the majority of the risk without receiving premium income commensurate to that level of risk.

· The proposed risk sharing arrangements may not adequately serve underserved markets. 

· The restrictions recommended by the Office of Inspector General will make it difficult, if not impossible, to explore risk sharing arrangements.

Different parties might argue that these efforts failed for different reasons.  Some might say that the FHA staffers were not committed to finding a solution that involved changes to their customary ways of doing business.  Others would note that few partners were interested in sharing risk with FHA and those that were, only were willing to do so on terms that would serve little public purpose and were disadvantageous to the taxpayers.  Moreover, looming in the background was a threat by the MIs to seek more favorable terms from Congress, by proposing mandatory risksharing legislation.  Certainly, the shrinking FHA premium was a real constraint, as the potential partners believed that then current level of premium under-compensated FHA for the risk that it was bearing, even taking into account FHA’s lower cost of capital.  HUD’s Inspector General was insistent upon a strict interpretation of language in the current statutory authorities that would have limited the risksharing program to administrative regions that were no longer used by FHA.  They also were insisting that FHA issue regulations for the program, rather than just guidelines:  an approach that would have made it difficult to customize risksharing agreements with different partners.  Finally, a broader dispute about the appropriate role of the GSEs stalled efforts by one of the GSEs to design a risksharing program with FHA.  

Certainly, this experience suggests that finding workable risksharing alternatives is not going to be easy.  It need not, however, preclude further consideration of risksharing.  Instead, it suggests the need for a clear set of objectives and guidelines in the beginning, greater flexibility for pricing the product and designing the demonstrations, and new legislative authority that overcomes some of the limitations in the current authority (as discussed further in Section VIII below).  It also suggests, however, that FHA needs the flexibility to continue to reject proposals that do not meet public purposes.   

P. Summary of Risksharing Dangers

Policymakers would be unwise to embrace risksharing as a panacea – a cure for all that ails FHA.  Risksharing may or may not help FHA address its challenges and accomplish yet more of its mission.  Policymakers also would be unwise to reject risksharing out of hand, based upon the possibility of negative consequences.  This list of dangers is offered to highlight the landmines ahead and to help policymakers distinguish between risksharing approaches that would serve public purposes and those that would not.  The next Section uses the concerns raised here to develop a set of criteria against which new risksharing efforts might be assessed.  

VII.  A POSSIBLE RISKSHARING STRATEGY

Q. General Principles for Risksharing

The potential dangers from ill-conceived risksharing arrangements argue for a cautious approach in embracing risksharing.  This subsection suggests some general principals to guide policymakers in their consideration of a risksharing strategy.  

13. Incrementalism

Today’s FHA is meeting the needs of 800,000 to 1.2 million families every year.  FHA remains of vital importance to segments of the home-buying market – especially to minority and first time homebuyers.   Of course, FHA must assess its weaknesses and design new products to meet emerging needs; but FHA should not try to substitute new, untested wholesale products for existing retail products overnight.  Movement to a wholesale strategy should be gradual.  FHA should bring the new products with new partners on line carefully, testing to see if the target market and actual performance match expectations.  FHA should learn from risksharing demonstrations with various partners, building upon its experience in each new effort.  Most importantly, FHA should continue to make available its existing full insurance products, unless and until it is clear that there are alternatives that will serve the needs that FHA is serving today.   

14. Experimentation

FHA should pilot and demonstrate various new approaches.  It should try a range of different financial structures, types of partners, types of products, and target markets and learn what works and what does not.  Different partners may help FHA to achieve different goals; thus, it would be a mistake for FHA to attempt risksharing partnerships only with a single type of partner.  

15. Broad Goals, Performance Measures, and Programmatic Flexibility

Policymakers should resist the temptation to prescribe the specific business terms of risksharing agreements (formulas for sharing risk and premium, allocation of responsibilities, product underwriting criteria, etc.) in legislation or regulation.  Instead, Congress should establish goals, identify overarching performance measures, and ensure that FHA knows that it will be held accountable for achieving those goals through risksharing partnerships of its own design.  FHA should be free to entertain risksharing partnerships with a wide array of partners, using different approaches to meet the goals that Congress assigns.  Finally, FHA should have the flexibility to embrace the models that help them to meet those goals imposed by Congress and abandon the approaches that fail to help FHA meet public purposes.    

16.  Improve FHA Internal Analytical Capacity

Risksharing is not a panacea.  FHA cannot rely entirely upon a risksharing partner to protect FHA’s financial interest and public purposes.  FHA cannot ask the risksharing partner to assure it that the risksharing agreement is properly designed to meet FHA’s goals.  FHA cannot rely upon the partner to manage all of FHA’s counterparty risk – particularly to manage the risk to FHA from failure of the risksharing partner.  Finally, FHA must have some capacity of its own to analyze real-time the risk it is incurring from the risksharing business and see that it matches the program targets.  FHA needs its own staff to have some capacity to undertake these functions, in consultation with advisors.  Thus, FHA needs new employees with sophisticated financial market expertise and skills.  Moreover, FHA needs the authority to quickly procure financial advisory services to support FHA in the design, implementation, and monitoring of risksharing agreements and risksharing partners.  

Reformation of FHA into a more autonomous government corporation, with among other things, the capacity to select, hire, and train staff and procure more efficiently contractor support, as recommended by the Millennial Housing Commission, is one way to ensure that FHA has the capacity to protect its own interests in negotiation and implementation of any risksharing agreement.  However, whether or not Congress embraces the government corporation proposal, Congress should provide FHA with the resources and authorities necessary to acquire skilled staff and contractors.  Moreover, Congress should condition the exercise of any new risksharing authority on a demonstration that FHA has the necessary capacity. 

17. Enhancing FHA’s Bargaining Power Through Competition

One way for FHA to approach risksharing would be for FHA to publish a set of objectives and parameters for risksharing agreements, based upon new or existing statutory authority.  Potential risksharing partners could then be invited to present proposals, consistent with those objectives and parameters.  Negotiations would ensue.  FHA could enter into an agreement with any partner, if the ultimate negotiated agreement addressed all of its concerns.  

An alternative approach might be more effective in maximizing FHA’s ability to achieve public objectives.  FHA could instead create competition between potential partners.  FHA could establish a set of criteria or multiple sets of criteria for partnerships with different goals (e.g., one aimed at increasing efficiency of existing FHA product line, another aimed at new delivery systems, and another aimed at new subprime, home equity market lending).  Different criteria could be established for evaluating proposals in each type of partnership.  Partners would then be invited to compete to offer FHA a risksharing proposal that maximized FHA’s objectives.  Thus, for example, potential partners would specify in their bid the portion of the premium they would cede to FHA, the tiers of risk that would be born by the partner, and what level of public purpose (measured by borrower characteristics or property location, e.g.) its program would achieve.  This competitive approach is not unprecedented.  In the course of the sale of certain multifamily notes in the mid-1990s, FHA, with the help of its financial advisor, assessed complex joint venture proposals against predetermined criteria to determine the proposal that was most advantageous to FHA.  

In some cases, it may make sense for FHA to pilot an approach first, to generate interest among potential partners and help FHA to develop competition criteria through experience.  In other cases, FHA may want to use the competition model for finding risksharing partners from the start.  In any event, any statutory language authorizing risksharing should make clear that FHA has the authority to select partners through a variety mechanisms, including through competition.

R. Guidelines for Specific Risksharing Programs

Within the general framework of incrementalism, experimentation, flexibility and performance measurement, competition, and capacity, specific risksharing agreements should be designed and assessed in light of specific criteria.  This subsection is an attempt to begin to develop a list of questions that should be asked about any risksharing agreement.

18. Have FHA and its Partner Clearly Identified the Target Market?

It is essential that FHA and its partners have a clear understanding of the market that the product aims to serve.  To do so, the partners must develop expectations for the characteristics of loans to be originated under the program.  These characteristics might include location, loan size, credit qulatiy, loan-to-value ratio, borrower income, etc.  

To perform such an analysis of the market to be served requires that FHA understand how the product would compare to others in the marketplace, from the perspective of both the borrower and the lender.  Key elements for the borrower will include underwriting criteria and price (largely cost to close and monthly payment), but also will include the accessibility of the delivery system (e.g., through institutions trusted in the community), the speed with which approval decisions will be provided, other services offered (e.g., counseling), compatibility with any existing subsidy programs, etc.  Key elements for the lender will include the ease of program participation, degree of flexibility, and difficulty of integration with required systems and reporting mechanisms, potential product volume, need for such a product in their markets, as well as the quality of available execution (including the cost of access to the secondary market and the income available from servicing).  

19. Does FHA Clearly Understand the Implications for its Existing Lines of Business and the Conventional Market?

FHA also should have a related goal of understanding the implications of the new product on existing markets.  FHA should try to ensure that the new product would not violate the National Housing Act’s prescription that “private enterprise shall be encouraged to serve as large a part of the total [housing] need as it can.”
  If the private market is serving the need without government insurance, FHA should question whether there is a reason for it to provide insurance.  

Similarly, FHA needs to understand the impact of the new product on FHA’s current lines of business.  While a product that serves all of FHA’s existing consumer base more effectively and efficiently has merit, one that skims only the best credits from the MMI fund raises significant budget and policy concerns, FHA needs to measure carefully the impact that will have on the budget and on the actuarial strength of the MMI fund.  Claims that FHA will “make money” from any new risksharing product proposed need to be considered carefully.  Substitution efforts need to be analyzed.  A product that is estimated to have a –1.50  percent credit subsidy rate (i.e., net present value of one dollar of insurance is expected to be one and a half cents) may not generate revenue for the government if many of the borrowers would otherwise have gotten insured loans under an existing program with a -3.00  percent credit subsidy rate.  

20. Does FHA Have a Reasonable Basis for Performance Expectations?

It is equally essential that FHA tries to understand how much risk is represented by the loans that FHA will insure.  What are the projected income streams?  What are the expectations for loan performance?  What does FHA expect the incidence, severity, and timing of insurance losses to be?  How would those expectations vary with different economic situations?  These are important questions to try to answer.

If the product or its delivery system represents a real innovation, projections for new products will inevitably involve some speculation.  Performance histories for comparable products will need to be used to model the new product.  However, failure to analyze rigorously expected performance will make it impossible to determine whether the premium charged is adequate and the risksharing formula fair to protect the FHA. 

21. Have FHA and its Partner Clearly Defined a Secondary Market Strategy?

Many lenders do not have the capacity to hold loans in portfolio.  They need a cost effective mechanism to sell the loans in the secondary market.  Often, however, lenders want to retain servicing rights, as they provide a valuable income source.  Lenders thus will determine whether or not to originate loans insured through a new risksharing agreement by determining whether the product offers them the “best execution” – the best combination of price for the loan in the secondary market with servicing income.  To deliver any significant volume of loans under most risksharing agreements, it will be necessary to design an attractive secondary market strategy for that product.  

One possible secondary market strategy would involve making the loans eligible for bundling in pools of Ginnie Mae securities.  The combination of mortgage insurance with Ginnie Mae’s guarantee of timely payment provides investors with the lowest risk mortgage investment on the market.  Generally speaking, no other GSE or private conduit can provide as good “execution” for the lender.  

Policymakers may determine that some FHA risk-shared products should not be eligible for Ginnie Mae securities, either because they want to avoid additional government risk exposure or because an alternative secondary market strategy brings other benefits to the partnership.  Secondary market institutions like Fannie Mae and Freddie Mac, as well as the Federal Home Loan Banks, may bring particular capabilities to FHA through a risksharing agreement that Ginnie Mae does not have.  Risksharing with those parties would logically require that their secondary market mechanisms be used.  

FHA should consider experimentation with risksharing partnerships using various ways of providing lenders with liquidity.  It is important, however, that any risksharing plan have a clear secondary market strategy.  Analyzing lender incentives under that strategy will be essential if FHA is to predict with some degree of accuracy whether there will be demand for the product and whether target borrowers will be reached.   

22. Has FHA Carefully Aligned Incentives?

It is essential that FHA really understand how the partner will benefit under the agreement and ensure that it will not be at FHA’s expense.  FHA must perform detailed analyses of the expected returns to both partners under various scenarios.  Those expectations should be subjected also to sensitivity analyses.  If FHA’s outcomes are especially sensitive to certain variables, extra incentives may be appropriate to ensure that the partner has the same interest in achieving target levels on those variables.  To the extent that financial incentives are more closely aligned, as when risk is shared pari passu, concern about adverse consequences may be less.  When there is great concern about upside benefit to the partner with downside risk to FHA, one model might require the partner, who obtains returns better than they predicted to FHA they would retain, sharing a portion of those profits with FHA.  

Regardless of the design, however, FHA needs to go into the partnership with a good understanding of the short term and long-term interests of its partner.  Rational behavior by the partner should not lead to unexpected risk for FHA.  Only by understanding the partner’s incentives can FHA ensure that the partnership will protect FHA’s interests.  

23. Has FHA Built in Incentives to Encourage its Partner to Achieve Public Purposes?

In a risksharing partnership, it may be easier for FHA to design incentives so that the partner has an interest in protecting FHA from loss than it to design incentives so that the partner seeks to achieve public purposes.  FHA has an interest, for example, in ensuring that underserved communities and borrowers and declining markets are served, yet the partner’s interests may lead it to abandon those markets at times.  FHA should work creatively with financial advisors to try to design innovative incentives that will motivate its partners work to accomplish FHA’s public purposes.  For example, FHA could agree to bear a higher proportion of the loss on loans originated in certain areas or to certain borrowers.  Alternatively, FHA could pay its partner a higher share of premiums when targets are met for serving certain kinds of borrowers or when REO is sold at a discount to non-profits for community revitalization.  The art will be in designing these incentives to balance with incentives to protect FHA from undue risk.  

24. Does the Agreement Match Delegated Authorities to the Partner’s Capacities?

Potential partners should be asked to demonstrate their experience and capacity in the various functions that are to be delegated.  Some partners will bring greater ability than others in different areas.  FHA may not necessarily want to delegate certain functions to some partners that they would delegate to others.  The functions delegated also will be determined by the goals of the partnership.  (For example, a partnership aimed at penetrating underserved communities not well served by FHA might logically delegate to a non-profit risksharing partner authority to design products and approve originators, but might not delegate authority for loan servicing or property disposition, if the non-profit did not have extensive experience in those functions.)   Similarly, it will not be possible to perfectly align incentives.  FHA must recognize that interests will, in places, be in conflict.  In those situations, FHA should consider retaining decision-making authority that it could delegate were interests more closely aligned.
25. Is the Product Priced Appropriately?

FHA must determine independently what income it needs to assume its portion of the risk.  The total premium should be determined based on:  (1) what is needed by the partners to assume the risk; (2) what price will the market bear; and (3) whether public purposes can be advanced at the price required by (1) and (2).  Pricing should not necessarily be limited by what FHA’s existing premium charge may be, but should be determined by characteristics of the riskshared product.  Thus, for example, if the product serves the same target borrowers as traditional FHA insurance, a more expensive product would not gain market acceptance.  However, a product that aims to offer an alternative to subprime home equity lending might well bear a higher premium than FHA currently charges, since the alternatives would be even more expensive.

Policymakers also may determine that a new product, that will achieve recognized public purposes, may merit a subsidy.  Under federal credit reform budget rules, a subsidy is provided when you charge an insurance premium insufficient to recover FHA’s costs from insurance claims, after any recoveries.  A number of FHA’s multifamily insurance products require such a “positive” credit subsidy.  Providing a small credit subsidy may be an efficient way for policymakers to achieve public purposes. FHA should have discretion to design programs that would require positive credit subsidy, especially when the product is important to address a market failure (as in parts of the subprime market).  FHA’s ability to offer the product, of  course, will depend upon the appropriation of the subsidy or authority granted by Congress to offset the positive credit subsidy against negative credit subsidy generated by other FHA products.

26. Does the Agreement Require the Partner to Maintain Separately Auditable Books?

FHA should insist that the partner maintain separate books for the riskshared product and allow government auditors the ability to monitor for fraud and mismanagement of taxpayer funds.  But beyond oversight for illegal acts, FHA also needs to understand the cost structure of program operations like servicing, loss mitigation, and REO.  They also need to see frequent data on claim incidence, severity, and timing.  Only by understanding these costs can FHA ensure that the sharing of risk and reward between partners is appropriate and can FHA hope to improve its understanding of the business.  Of course, FHA must assume special responsibility to treat such information as proprietary and confidential.  

27.  Does FHA Have a Plan for Managing counterparty Risk?

FHA should have a specific counterparty risk management plan for any risksharing partner.  The plan should include a system to monitor the health and capacity of the partner.  The plan should identify key indicators as well other requirements that ensure partner’s capacity to perform under the agreement.  For example, requiring that the partner maintains a AA or AAA rating or its equivalent might be one element of a counterparty risk management plan.   That requirement might be appropriate for a MI or state insurance fund, but might not be appropriate for a non-profit lender.  In that case, reserve requirements might provide a better way to ensure the viability of the partner.  There should be a clear understanding of the consequences when the partner fails to maintain the level of the chosen indicators, including termination of delegated authorities.  FHA needs to design an appropriate plan for any risksharing agreement and ensure that it has the resources to monitor the key indicators of counterparty risk that it identifies in its plan.  

S. Summary of RISKSHARING STRATEGY

Some believe that the dangers are too great.  They warn that private sector partners cannot be trusted to design partnerships with FHA that do anything more than privatize profit and federalize losses from business that they would do otherwise without FHA risksharing.  They fear that risksharing programs will not reach the kinds of borrowers that FHA has traditionally served.  On the other hand, some believe that well-designed risksharing could overcome these dangers: that FHA has no choice but to rely increasingly upon others to do the things that it does not do well; that without new ways to do business, FHA does not have the capacity to overcome the challenges it faces; and that, if the status quo is maintained, FHA may not long be a viable tool of Federal housing policy.  

If policymakers take this later view, they should proceed incrementally, by establishing broad goals and performance measures and by granting FHA the authority to experiment with various models of risksharing through negotiated agreements and competitions, while continuing its current programs.  Moreover, if policymakers grant FHA risksharing authority, they also should provide FHA with the ability to hire staff with needed skills and to procure financial advisory services to assist in the design and evaluation of risksharing pilots.  

Finally and most importantly, before FHA enters into a risksharing agreement, it should be required to demonstrate that is has satisfactorily answered the questions set forth in Section VIIB.  In short, each pilot should have clearly identified target markets and secondary market strategies.  They should proceed only after a careful analysis of the implications for FHA’s existing lines of business and for the conventional market.  Incentives should be carefully aligned to ensure that partners have an interest in protecting FHA’s interests, including FHA’s interests in meeting public purposes.  Authority should be delegated to partners only for functions that they have a proven capacity to perform.  Products should be priced appropriately to ensure the taxpayers are protected.  Partners should be required to maintain separate and auditable books for each pilot book of business.  Finally, FHA should have a clear counterparty risk management plan for each risksharing agreement.  Section VIII describes some possible models of risksharing agreements that might be consistent with these criteria.  

FHA may be able to implement some parts of this strategy under existing statutory authorities.  However, the existing authorities are unnecessarily limiting.  Section IX lays out the limitations of the existing authority and suggests a legislative framework if Congress seeks to provide FHA with new authority to launch a risksharing strategy.

VIII.  SAMPLE RISKSHARING MODELS 

Section V describes many of the elements that go into designing a risksharing agreement.  This Section describes a few possible risksharing models that might be considered, in light of the criteria discussed in Section VII.  These examples are not intended to be comprehensive.  Many other models could and should be considered.  Moreover, it is not clear that all these models would work, i.e. would offer each party to the agreement benefits sufficient to motivate them to make the investment.  These models are offered merely to suggest examples that might be considered.  Moreover, they demonstrate that different types of risksharing models may help FHA to serve different objectives.  A one-size-fits-all approach to risksharing is unlikely to address all of the challenges and unmet needs facing FHA. 

A.
An Example of FHA-MI Risksharing:  Bringing Risk Management and Operational Efficiencies to FHA

In many ways, an MI is the most obvious potential partner for FHA.  An MI operates a business that provides essentially the same service as FHA provides.  They have expertise in insurance underwriting, loan servicing, loss mitigation, and REO.  One might expect that MIs would bring private sector discipline, talent, technology, and analytic capacity to bear on FHA’s current operations.  While an MI clearly has a higher cost of capital than FHA does, there is every reason to believe that an MI might bring efficiencies to FHA sufficiently great to offset the higher return that its investors would expect.  Moreover, historically, MIs have expressed the greatest interest in risksharing with FHA, perhaps because of their interest in gaining access to the Ginnie Mae-guaranty for loans with private mortgage insurance.  

While an MI is the most obvious candidate for FHA risksharing, there are some factors that should be considered in designing risksharing partnerships between FHA and an MI.  First, to some extent, MIs are competitors with FHA.  This paper argued in Section IIIA(1) that the overlap between the markets served by FHA and the MIs has diminished; nonetheless, MIs continue to worry about whether borrowers, who would qualify for a privately-insured loan, are being steered to FHA instead.  Moreover, as the MIs expand their efforts in the subprime market, competition with FHA may become a bigger issue again.  While competition is not a reason to preclude risksharing with MIs, FHA should be aware of how any proposed risksharing agreement with an MI would affect FHA’s traditional book of business and be especially wary of programs that might cream the better credits from the FHA portfolio, making cross subsidization within the portfolio even more difficult. 

Similarly, FHA should be wary of programs that might result in FHA bearing risk on loans that the MI would otherwise insure on its own.  An MI has an interest in getting the government to bear a portion of the risk on their current business – especially the risk associated with uncertainty about how the portfolio will perform.  If an MI could lay off on FHA a portion of the downside risk of their existing business, they could reduce the capital that they must set aside as reserves and, thus, increase their profits.  Given the relative analytic capacities of MIs and FHA, it is important that FHA enlist advisors to help them assess MI risksharing proposals and ensure that the balance struck is fair to both parties.

Another consideration, when designing risksharing agreements with MIs, is that they fundamentally do not share FHA’s interest in serving public purposes – especially where those purposes may involve absorbing higher risks, as in declining neighborhoods or economies.  Thus, partnerships with MIs are not likely to reach new markets that are otherwise untapped, in the absence of significant incentives.  Special attention should be paid, in designing such partnerships, to aligning incentives so as to ensure that public purposes are achieved.      

These concerns need not preclude risksharing with an MI; however, they suggest that policymakers be realistic about what FHA is likely to achieve through MI risksharing.  An FHA-MI partnership is not likely to reach a market that neither partner was serving before separately.
  Nor are they likely to be the best source of innovative products and delivery systems to better serve certain underserved communities.  However, they may be able to help FHA operate its existing business more efficiently.  An MI may bring tools that allow for more precise underwriting.  FHA need not tighten underwriting and reduce the level of credit risk it will accept; but it probably could do a better job identifying which borrowers represent the level of risk that FHA can tolerate.  Moreover, if the MI can help FHA achieve more effective oversight of program participants, identifying sources of increased risk at origination, FHA may be able to reduce agency risk in its program.  An MI may be able to help FHA to understand better the risk in its portfolio at any moment.  An MI may be able to help FHA guide lenders in servicing loans more effectively and motivate them better to make loss mitigation decisions that inure to FHA’s benefit.  Finally, an MI may be able to help FHA obtain better recoveries on property disposition.    

Thus, one model would involve FHA and one or more MIs, insuring the same kind of risks that FHA today insures on its own.   The goal of this partnership would be to improve FHA’s current operations and address some of FHA’s greatest management challenges.  Serving FHA’s current clientele more efficiently and effectively is an important goal in and of itself.  If the analysis in Section III A is correct that risk is growing in the FHA portfolio, greater efficiency could help the FHA Fund withstand downturns in the housing market and increase the taxpayers’ protection against losses.     

FHA-MI risksharing also might help FHA broaden the base of lenders participating in the FHA program.  As discussed in Section IVA(2), many lenders are struggling to do more affordable lending, but find it too cumbersome to do business with FHA.  Instead, they offer the MIs’ affordable lending products or originate loans for their own portfolio.  Some larger lenders are able to reach customized agreements with MIs on the underwriting guidelines and operational procedures that they will use for their affordable loans.  If the risks-shared product was comparable operationally to an MI-insured product, many of the lenders wary of FHA might be enticed to participate.  Under a risksharing agreement, FHA could rely upon the MI to set or customize the “rules of the road” with the lender.  If FHA has properly aligned incentives through the risksharing formula, FHA should be able to trust that the MI will protect FHA’s interests, as it protects its own.   Thus, risksharing with an MI might also be a way for FHA to expand its support of affordable lending initiatives and gain access to lender delivery systems that today do not participate in FHA.

Whatever the objectives of the partnerships, aligning interests through the MI-FHA risksharing formula would be especially important, given the divergent interests of the two partners.  While the MI partner may insist that FHA take a final layer of catastrophic risk, FHA would be well served if the MI bore risk of loss at various levels of risk severity and incidence, along with FHA.   In addition, FHA would need to provide special incentives to insure that the MIs do not depart from declining neighborhoods or regions in economic downturns.  Finally, FHA would need to ensure that its existing fully-FHA-insured product remained available, so that, in the event that its MI partners withdrew the risk-shared product from a declining market, FHA would have a way to continue to serve public purposes. 

The structure of an MI-FHA risksharing agreement could take many forms.  FHA and the MI could form a joint venture or FHA could purchase reinsurance from the MI for loans initially insured by FHA.  With the MI on the hook for a part of the risk, FHA could cede premium to the MI for operating the business.  Alternatively, FHA could share risk with a lender who reinsures a significant portion of its risk with an MI.  While this effectively creates an FHA-MI risksharing partnership, this structure has some disadvantages for FHA’s ability to effectively manage its counterparty risk.  

The most logical secondary market strategy for an FHA-MI partnership would be to make the loans eligible for Ginnie Mae MBS.  Various structures could be devised to protect Ginnie Mae from additional exposure, if so desired.  For example, if the MI provided reinsurance to FHA, Ginnie Mae could still have recourse to FHA for the full claim amount (in the event of lender failure), leaving FHA to seek recompense from its reinsurer.  A three-way partnership between FHA, an MI, and a GSE is also a possibility.  One would have to compare the advantages of each option to determine whether the GSE would offer any benefit to this model that offsets the lower cost execution available through Ginnie Mae.   

B.
An example of FHA-HFA Risksharing:  FHA as Reinsurer Helping Expand Affordable Lending

As risksharing partners, HFAs bring certain key advantages.  They share FHA’s commitment to public purposes and accountability to the public.  They know the affordable housing needs of their communities far better than FHA can from afar.  Some are engines of innovation in designing products to meet local needs.  They have delivery systems in place, through non-profit and for-profit lenders that originate MRB loans, some of which reach pretty far into underserved communities.  Some HFAs also bring sophisticated analytical and operational capacities, although some rely more on their partners for those skills.   Partnering with HFAs may not be the best way for FHA to bring cutting edge technologies and analytics to its existing insurance business; but it may be a very good way for FHA to do more to expand affordable lending.  

It is easiest to envision how FHA might share risk with state-sponsored mortgage insurance funds – HFA-affiliated operations that provide mortgage insurance, much like FHA.  Only a limited number of states have their own insurance funds, but they include a number of large states like California and New York where, for various reasons including high house prices, FHA utilization is limited.  However, if a viable model for risksharing with state insurance funds were to emerge, other states might be enticed to create their own state insurance funds to share risk with FHA.  Two possible models are suggested by Section IVA(3)(b)’s description of programs operated by MassHousing.

MassHousing created the Massachusetts Insurance Fund (“MIF”) to insure affordable loans funded with MRB proceeds that require greater underwriting flexibility than the MIs provide.  FHA might be a logical partner for the MIF in insuring these loans.  If the MIF and FHA shared risk, FHA might be willing to delegate significant program guideline decision-making to MIF.  For example, FHA might agree to insure part of the risk of loss on loans that are originated using the MIF’s existing delivery system of lenders, under the MIF’s existing guidelines, rather than FHA’s own program requirements.  Lenders, who generally are not comfortable with participation in FHA programs, would see little difference from the MIF program with which they are familiar.   And by laying off part of its risk on FHA, the MIF program would be able to obtain investment grade ratings on its bond issuances with far less capital set aside.  This would allow MIF to insure more affordable housing loans, expanding homeownership opportunities in Massachusetts.  Similar programs might be designed with other state insurance funds as well. 

These programs could involve a new joint venture set up between FHA and the state insurance fund.  Alternatively, FHA could reinsure part of the risk borne in the first instance by the insurance fund.  The reinsurance could be provided on a loan or a pool basis.  The state fund would likely look to FHA to take catastrophic losses, but various quota sharing and loss layering formulas could be considered.  The state’s interest in serving the public interest means that FHA need not fear as much the partner retreating in a declining market.  Of course, not every state will have the experience in business development, underwriting, premium billing and collection, and claims management and payment that MIF has.  FHA would need to determine how many operational functions it will delegate based on the capacity of the state fund.  

Today Massachusetts also is purchasing reinsurance from an MI for a program that it operates using non-MRB funds.  The program originates 100 percent LTV loans for cash-constrained, lower-income borrowers.  As described in Section IVA(3)(b), the MIF and the MI are pro rata partners in both revenue and risk, with MIF assuming 10 percent of the risk and premium and the MI assuming 90 percent.  The MI cedes 20 percent of its premiums to the MIF in exchange for MIF’s primary insurer services.  MIF pays the MI 17 percent of its premiums in exchange for the MI’s agreement to reimburse MIF for claims after claims incidence of 14 percent.  This structure allows the MIF to insure more loans that help expand homeownership opportunities for lower-income borrowers, with little capitalization.  

A comparable partnership with FHA would be even more beneficial to a state fund.  FHA’s lower cost of capital should mean that FHA would require a lower premium percentage for the same level of insurance.  That would allow the state fund to stretch further their limited capital, and expand further affordable lending in their state.  

C.
An Example of FHA-NON-PROFIT INTERMEDIARY Risksharing:  Expanding Delivery Systems and Innovating Products

In the last decade, the country has seen a large increase in the number of non-profit lenders and intermediaries struggling to expand affordable lending by finding ways to serve the needs of lower-income borrowers.  Section IVA(3)(c) describes one of the most innovative of these initiatives – the Self-Help Community Advantage Partnership (SHCA).  That program suggests a possible role for FHA to play through risksharing with non-profit loan funds like Self-Help.

Lenders around the country – both non-profits and for-profit lenders originating loans to achieve CRA objectives – have on their books loans that they originated through customized programs.  Their capacity to do innovative affordable lending, however, is limited unless they can find access to the secondary market for these loans.  The SHCA purchases these loans, seasons them, and then sells them to Fannie Mae, with additional credit enhancement in the form of a loss reserve fund.  The loss reserve is funded through a premium (comparable to MI premiums) and $50 million in capital that SHCA obtained through a grant.  The program’s volume is thus limited by the size of the subsidy available.  

An alternative might have FHA reduce the reserve fund’s risk by providing partial mortgage insurance on an individual loan basis.  Alternatively, FHA could provide reinsurance to the reserve fund on an individual loan or pool basis to reduce its exposure, either for risk during the initial seasoning period or for credit risk over time.  While FHA would require a premium for that insurance or reinsurance, it would be less expensive than what the fund could obtain from the private sector.  If it were determined that the loans were eligible for inclusion in Ginnie Mae pools, the lenders’ costs would be reduced, creating a source of funds for the FHA reinsurance premium.   

Other variations on this model could be explored.  The key, however, would be FHA’s willingness to defer to Self-Help or another intermediary (and the originating lenders) on program guidelines.  The CRA lending of many lenders is unique to their institution, their community, and local needs.  These loans involve underwriting flexibilities and layered risk that will be similar to the level of risk in the FHA portfolio, but may be different in some important details.  If FHA is to find a way to provide capital to encourage more innovative affordable lending, it will need to defer to community-based organizations that are creating innovative products and finding new delivery systems.

In exchange for this great deference on the front-end, however, FHA would need a partner with sophistication and some of its own capital at risk in the enterprise – a partner with an incentive to ensure that flexibility does not lead to imprudent lending.  Given the public purpose motivation of the non-profit, it would be less important here for FHA to be at risk pro rata with the non-profit at all levels of loss and claim severity, but it would be essential that the non-profit bear risk as well.  FHA also would need to consider how best to ensure quality on the back end.  Different non-profits and lenders will have different levels of expertise with servicing, loss mitigation, and REO.  Imposing traditional FHA requirements, however, may scare off some of the CRA lenders that the program aims to serve.  Many of these lenders are familiar with the GSEs’ seller-servicer guidelines, so one option might involve selling the credit enhanced loans to a GSE, although this option is more expensive.  These factors would need to be considered in determining the secondary market strategy for this product.  It is possible that a three-way risksharing agreement could be reached, using the SHCA model, between FHA, Self-Help, and a GSE.  

D.
An Example of FHA-GSE Risksharing:  A Potential Way to Rationalize Subprime Lending

Section IVB discussed the problems in the subprime market that a large player, like FHA, might be able to help to address.  However, addressing these problems in the high-risk subprime market requires significant analytical capacity to understand and manage risk.  Given FHA’s system weaknesses and shortage of analytic capacity, a logical partner for any FHA foray into the subprime market would be one who brings great sophistication in data analysis, risk assessment, lender oversight, and portfolio monitoring.  No other potential players fit this bill as well as do the GSEs.
  

The GSEs
 bring additional benefits as well.  No other players have such broad distribution channels – with existing relationships with most major lenders as well as many CDFIs and nonprofits.  They also are more familiar with managing the bottom part of the risk – risk of catastrophic losses during deep downturns – the piece of risk that FHA will most often be assigned.  Finally, Fannie Mae and Freddie Mac are assigned by their charters certain public purposes, although they pursue those goals while also serving their duty to their shareholders.  The housing goals established by HUD for the GSEs create significant incentives for the GSEs to find ways to serve more underserved borrowers.

It is beyond the scope of this paper to debate whether risksharing with FHA is an appropriate role for the GSEs.  In prior years, when discussion of FHA-GSE risksharing was broached, some argued that it would cause the GSEs to exceed their charter authority or appropriate market role.  Suffice it to say here that the GSEs are required by their charters to achieve certain public purposes and they are looking to find ways to expand their reach and serve more underserved borrowers.  They will find it a challenge, however, to manage the increased risk of the subprime market, while protecting their safety and soundness.  Risksharing partnerships with FHA may be attractive to the GSEs, as a way of limiting their risk exposure as they expand into higher risk markets.  

While the GSEs have a unique (for a private entity) obligation to fulfill public purposes and serve underserved borrowers, they have a simultaneous fiduciary responsibility to maximize shareholder value.  Thus, many of the cautions mentioned in connection with risksharing with MIs are applicable here.  The GSEs compete, to some degree, with FHA and Ginnie Mae; they have an interest in capturing the better credit risks in FHA’s portfolio; and they have an inherent interest in laying off risk to the taxpayers that they might otherwise absorb on their own.  FHA should ensure that its advisors perform the analyses necessary to ensure that partnerships with the GSEs really help FHA to operate more effectively and expand its reach.  

Almost any risksharing agreement between FHA and a GSE would logically involve using the GSE as the secondary market strategy, rather than Ginnie Mae.  Despite the lower cost execution available through Ginnie Mae, risksharing with a GSE may make sense when the GSE brings FHA a capacity that it would not otherwise have when insuring loans for Ginnie Mae MBS.  In the case of a product targeting the subprime market, the GSEs bring the capacity to help design a product to address problems in the subprime market and ability to manage the credit risk involved.  They also bring a proven capacity to manage agency risk posed by lenders, albeit not in the subprime market.   

An important initial question for an FHA-GSE risksharing product in the subprime market is whether it will insure only home purchase loans or also insure refinancings.  While some might argue that FHA and the GSEs’ primary public mission is expanding access to homeownership – not access to home equity – the reality is that home equity lending is the segment of the subprime market most in need of transparency, competition, underwriting precision, and standardization of practices.  As discussed above, FHA already is a subprime home purchase lender.

Another important initial question will be the level of risk targeted for any FHA-GSE subprime lending product.  On the one hand, the GSEs and MIs are increasingly serving the so-called A- market on their own, without risksharing with FHA.  Moreover, the most abusive practices may be most prevalent in the B,C, and D tiers of the subprime market.  On the other hand, those higher risk segments of the subprime market may represent levels of risk uncomfortable for the GSEs, even with a risksharing partner.  They also may represent risk levels unacceptable to FHA.  There is a point where public policy cautions against extending credit to borrowers who clearly represent a high risk of default.  Finding the right level of risk for an initial FHA-GSE subprime product will be an important challenge.   

A GSE-FHA risksharing agreement for subprime lending could take many forms.  FHA could agree to provide partial insurance on individual loans to be purchased by the GSEs, much like a traditional MI.  Alternatively, FHA could provide pool insurance to the GSEs on loans that they purchase.  The GSEs could hold these loans in portfolio or issue securities backed by the loans.  

The GSE would be delegated many of the operational functions, including business acquisition, underwriting, lender oversight, loss mitigation, servicing, and REO.  While it would be essential that FHA had it own capacity to analyze the portfolio, FHA could rely upon the GSE for systems and reporting.  

One key problem in the subprime market is the lack of transparency in underwriting.  FHA and the GSE would need to work on finding innovative ways to advertise risk-based products that create price competition in the market.  Price consistency and to some degree transparency could be improved by use of a mortgage scoring system for the risk-shared product.  Nonetheless, FHA has sought to make the contents of its own mortgage scorecard fully transparent to the public, although they have not yet achieved that goal.   Clearly, a GSE partner would want to treat any underwriting tools they develop for the risksharing business as proprietary.  However, the author has not identified an alternative partner for FHA for the subprime business, who would provide the necessary capacities and be willing to make full disclosure of its scoring models.  

Another possible model might involve a three-way partnership between FHA, an MI, and a GSE.  The GSEs typically take a bottom loss position, insuring against only the rarest and most severe losses, protected from top loss by a combination of borrower equity and mortgage insurance.  The government is often looked to for catastrophic loss.   A three-way structure could leave the parties in more familiar roles, by giving the MI primarily the top loss layer, the middle loss layer to FHA, with the remainder to the GSE.  However, in designing such a formula, it would be important to ensure that the other partners have some incentive to avoid losses at each level of severity, so a combination of loss layering and quota sharing might be appropriate.

Another consideration in designing a product for the subprime market is the government’s expectation for revenue.  Today, using credit subsidy models based on the actuarial model, OMB and FHA estimate that each dollar of insurance that FHA provides will yield, on a net present value basis, over two cents for the taxpayers.  In other words, premiums should more than compensate FHA for expenses and losses, net of recoveries.  When designing a product for newer, higher risk markets, a case could be made that it is appropriate for government to subsidize the product, especially at the start, because it will serve public purposes.  Thus, policymakers and FHA should be open to considering risksharing products, especially those targeted to subprime borrowers, which require an appropriation of credit subsidy.   If FHA wants to entice a private partner into higher risk markets, in the belief that their collective participation with standardize practices, increase competition, and provide transparency, it may need to accept a premium for its share of the risk that will not fully compensate it, even under expected conditions.  A small, appropriated subsidy may be a small price to pay for a tool to address problems in the subprime market.   

E.
Summary

Some of these models help FHA achieve its mission of expanding access to homeownership through product innovation and new delivery channels; others simply help FHA do a better job at what it is already doing.  None are without their problems.  It is not clear which will work or if any of them will work.  But there is reason to believe that risksharing could help FHA to address its challenges and unmet public policy objectives.  If policymakers want FHA to be a more effective tool of public policy, to overcome its operational challenges, to expand innovative efforts in affordable lending, and to tackle some of the problems in the subprime market, then they should authorize FHA to explore risksharing and evaluate these ideas or better ones that are stimulated by this discussion. 

IX.  STATUTORY AUTHORITY FOR RISKSHARING

This Section describes the current statutory authorities under which FHA might pursue risksharing demonstrations.  As described below, those authorities are unnecessarily limiting.  Moreover, a clear direction from Congress will provide legitimacy and impetus for the risksharing strategy and could help to establish the goals against which Congress could measure its success.  If policymakers believe that a risksharing strategy makes sense, the final subsection below describes a legislative proposal, which Congress could consider, that would grant FHA broad risksharing authority, as well as provide the strategic guidance and resources needed.  

A.  Current Statutory Authority for Risksharing

Two sections of the National Housing Act provide some authority for FHA to conduct risksharing: Section 244 (Coinsurance)
 and Section 249 (Reinsurance Contracts) of the National Housing Act.
  There are, however, significant limitations to each, as described below.  

1.  Section 244 (Coinsurance)

Section 244 was the statutory basis for the infamous multifamily co-insurance program, but its authority is not limited to multifamily.  Generally, Section 244 authorizes FHA to insure a mortgage pursuant to an agreement with a mortgagee (“the original lender under a mortgage, and his successors and assigns approved by the Secretary”
).  Under the agreement, the mortgagee must agree to assume at least 10 percent of losses and carry out certain functions assigned by the HUD Secretary and FHA must agree to share premiums on a “sound actuarial basis.”
  

One limitation of this section is the requirement that the risk-sharing partner be a mortgagee.     Most FHA single-family lenders do not typically bear significant risk on the loans that they originate, instead selling the loans into the secondary market and earning income from origination and servicing.  As a result, with the exception of a few large lenders, most single-family lenders are not capitalized to bear significant credit risk.  It might make sense for FHA to share risk directly with a lender if, for example, a non-profit lender had an especially good ability to originate loans in underserved markets or was experimenting with a new kind of product.  In that case, FHA would not likely be achieving operational efficiencies nor would it have significant risk protection from the risksharing partner; however, it might be a way for FHA to help an innovative community lender test a new approach to serving an underserved market.  While there might not be much capital behind the lender’s pledge to bear a share of the risk, the structure helps ensure that the lender has a stake in the outcome of the program, while FHA’s involvement might help gain a secondary market for the pilot, allowing it to reach a larger and statistically relevant sample of borrowers.   

It also is possible that FHA could design a risk-sharing program with a lender, under this authority, where most or all of the lender’s share of the risk would be reinsured by a third party, such as a state housing finance agency or a mortgage insurance company, with FHA’s approval of the reinsurer.  In that case, FHA would want the party bearing the risk to also be the one making the delegated decisions (e.g., credit approval, servicing, loss mitigation, property disposition).  To accomplish that, the lender would have to redelegate to the reinsurer the authorities delegated to the lender under the risksharing agreement by the HUD Secretary.  It is not clear if HUD’s General Counsel would find that this arrangement satisfies the statutory requirements.     

Even if this framework is determined to be consistent with the statute, one can question whether or not it would be prudent to operate under such a plan.  FHA would not then have a direct relationship with the other party with whom it is principally sharing risk and who ultimately is making the decisions that FHA delegates.  One can question how effectively FHA could align incentives and monitor for counterparty risk under this structure.   

This authority also might be used to share risk with a secondary market institution (perhaps one of the GSEs) that purchases the mortgage from the lender.  In that case, the risksharing agreement could be between HUD and the mortgagee – in this case the subsequent purchaser of the note – as envisioned by the statutory language.   Finally, it is conceivable that FHA could use this authority to share risk with a GSE, where the GSE purchases directly a private mortgage insurance contract for a portion of the risk that the GSE bears.  Effectively, this would create a three-way risksharing agreement between FHA, a MI, and a secondary market institution.   Again, however, fitting the proposed agreement into the legislative language is cumbersome at best and possibly the plan is beyond the scope of the authorization.  

2.  Section 249 (Reinsurance Contracts/Risksharing Demonstration)

Prior to 2000, Section 249 authorized a demonstration reinsurance program to test the feasibility of FHA entering into reinsurance agreements with MIs “in order to reduce government risk and administrative costs, and to speed mortgage processing.”  The demonstration had to be limited to two administrative regions, and the total number of mortgages in each region reinsured could not exceed 10 percent of the FHA-insured mortgages from that region in the prior year.  As described in Section V, subsection I, FHA attempted to negotiate agreements to undertake risksharing demonstrations with MIs under this authority.  However, no agreement was ever reach.  

Section 249 was extensively revised by provisions of the Community Renewal Tax Relief Act of 2000, enacted late in 2000, as part of the Consolidated Appropriations Act of 2001.
  A group promoting efforts to expand affordable homeownership, working with one of the large private mortgage insurance companies, sought the revisions in order to authorize a risksharing demonstration that they had in mind.  

As amended, Section 249 has two significant limitations.  First, it now requires that FHA take the first loss position under any risksharing agreement.  Second, it authorizes FHA to engage in risksharing with “private mortgage insurers … and with insured community development financial institutions….”  This approach may possibly work for the pilot that the proponents had in mind;
 however, the requirements are limiting and could make the section unusable as a broad grant of authority for exploring risksharing with MIs.  

First, some would argue that a first loss position is not the most logical position for the government to take. The government, with its unique ability to spread risk, is generally thought to be in a better position to insure against highly unlikely, but severe circumstances, leaving the private sector to price the predictable events.  Moreover, top loss is generally an expensive piece of risk, requiring FHA to keep a large share of the premium, if the program is to be actuarially sound.  Finally, assigning top loss to FHA may not give the lender or its reinsurer the right incentive to protect FHA from losses.  Perhaps HUD’s General Counsel would determine that the section’s requirements were satisfied by a plan under which FHA insured a slim layer of top loss and then alternated loss layers with the partner, with FHA ultimately taking the catastrophic loss.  If so, this first objection might be overcome.  Nonetheless, a requirement for FHA to take top loss is unnecessarily limiting, if policymakers want FHA to work with MIs to explore what kinds of risksharing agreements might help FHA to address its weaknesses.   

Another limitation is posed by the addition of the language about CDFIs.  It is not clear if the language requires that FHA undertake risksharing demonstrations only when it has both a MI and a CDFI as partners.  If this construction is adopted, the language is very limiting.  Only 503 institutions were certified as CDFIs in early 2002.
  To be certified as a CDFI, the “organization individually and with its Affiliates collectively must have a primary mission of promoting community development” and meet various other requirements.
  Only some of the certified CDFIs do single family lending.  (Others are loan or equity funds supporting small businesses, microenterprises, or community facilities.)  And only some of those CDFIs are insured institutions.  

A better reading suggests that this section authorizes FHA to enter into agreements with either a CDFI or a MI.  In fact, the proponents of the revised legislative language are now pressing HUD to consider a proposed risksharing demonstration under which FHA would enter into a risksharing agreement with a CDFI.  The proposal envisions that the CDFI would reinsure a significant part of its risk with a MI, but FHA’s contract would be with the CDFI  As noted above, a concern is raised in this structure by FHA’s lack of direct privity of contract with, and effective oversight of, the party that will bear substantial risk for the loans and thus will have significant decisionmaking authority.  It remains to be seen whether FHA and the proposal’s proponents will be able to reach agreement on a risksharing demonstration under Section 249.

B. Alternative Formulation of Risksharing Authority

FHA can use the existing language to undertake a number of different types of risksharing demonstrations, particularly if HUD’s General Counsel interprets the ambiguous language in Sections 244 and 249 flexibly.  Nonetheless, it is far from ideal to begin discussions on possible programs by trying to fit within the limitations of those statutes.  If Congress wants FHA to launch a risksharing strategy, it might provide FHA with new legislative authority with the following features:

· Establishment of public policy objectives for FHA single family risksharing, including to expand homeownership, create new delivery channels that serve underserved markets, act to provide standardization in emerging markets, demonstrate innovative products, and improve the efficiency and effectiveness of FHA’s mortgage insurance operations;

· Identification of eligible risksharing partners (including MIs, secondary market institutions, lenders, state housing finance agencies and insurance funds, and other well-capitalized financial institutions) and a requirement that FHA  attempt to undertake risksharing demonstrations with a diverse array of types of partners in order to meet the diverse goals of the strategy and experiment with what works best;

· Authorization for FHA to provide credit enhancement through demonstrations of a variety of financing structures, including through insurance, reinsurance, pooling, and other forms of risksharing;  

· Authorization for FHA to delegate certain functions to its partners, including but not limited to credit approval, appraisal, inspection, commitment, insurance endorsement, claims processing, loss mitigation, property disposition, pursuant to the terms of risksharing agreements;

· Authorization for FHA to establish an appropriate premium for the risksharing product, on an actuarially sound basis;

· Authorization for FHA also to establish premiums for selected risksharing products that would also require the appropriation of positive credit subsidy, where FHA finds that the demonstration is especially important to meetings public purposes or that it is especially difficult to estimate what the performance will be on an innovative product, provided that FHA must obtain an appropriation of positive credit subsidy from Congress or the authority to offset the positive credit subsidy required for the riskshared product against negative credit subsidy generated by other FHA products;

· A requirement that FHA establish specific performance measures for each risksharing demonstration to measure the success of that demonstration against its goals and those of this new authority; 

· Establishment of the maximum size of any one demonstration (e.g., no more than 20-25 percent of prior year’s volume of all FHA single family lending) and the maximum loan size for loans enhanced under the authority (e.g., the current FHA loan limit, although Congress might provide for a higher limit in certain high cost areas, such as California, provided that FHA’s coverage not exceed the current FHA loan limit);

· Authorization for FHA to hire staff and procure efficiently the resources needed to run the risksharing program and a requirement that, before undertaking any risksharing demonstration, FHA make a finding concerning whether it has the resources and capacity to enter into the agreement and perform the analyses necessary to design and assess the risksharing demonstration;

· A requirement that, before undertaking any risksharing demonstration, FHA make findings concerning its analysis of the risksharing agreement against the criteria set forth in Section VII, i.e., findings on:  the target market for the product, the implications of the product for the conventional market and FHA’s traditional portfolio, the secondary market strategy for the product, the structural features that align incentives of the partner to protect the taxpayers’ interests, incentives designed to motivate the partner to achieve public purposes, the evidence of the partners’ capacity to perform the delegated functions, FHA’s analysis of the appropriate price for the product, the risksharing agreement conditions that ensure that the books will be maintained separately, and FHA’s plan for mitigating counterparty risk;  

· Authorization for FHA to establish guidelines for risksharing agreements (without issuing regulations) and for FHA to enter into risksharing agreements consistent with those guidelines, either through negotiations leading to mutually acceptable terms and conditions or through competition or both; 

· Authorization for FHA to expand and make permanent risksharing demonstrations that prove successful in meeting objectives as demonstrated by selected performance measures, upon FHA making a finding that the risksharing product, as demonstrated, serves one or more of the public policy objectives established by the statute; and

· A requirement that FHA, with the support and assistance of HUD’s Office of Policy Development and Research, report periodically to the Congress on its evaluation of the risksharing demonstrations.

Appendix A: Background oN FHA Weaknesses

This Appendix describes in more detail the systematic operational weaknesses from which FHA suffers as described by GAO, HUD’s Inspector General, and FHA’s own auditors.

1.   Systems and Technology

Perhaps nothing is more essential to managing a complex financial institution like FHA than information and financial systems.  Sadly, while the last decade saw dramatic improvements in technology available to FHA’s private sector counterparts, FHA’s system improvements were modest in comparison.  Efforts to move forward with a comprehensive plan for FHA’s budget and accounting systems were delayed by the need for HUD to first plan and implement its own comprehensive HUD core accounting system.  FHA’s independent auditors said:

HUD and FHA are conducting day-to-day business with legacy based systems, several of which directly impact FHA’s financial activity and necessitate financial transactions to be processed through non-integrated systems, requiring manual analysis and summary entries to be posted to FHA’s general ledger.  FHA’s and HUD’s inability to implement modern information technology adversely affects internal controls relating to accounting and reporting financial activities.

FHA’s inability to implement modern information technology adversely affects more than just financial reporting.  In October 2001, GAO found that FHA’s systems do not support its business processes either.  FHA’s much celebrated creation of four homeownership centers – processing centers to streamline and speed activities once performed in 81 separate field offices – has been hampered because the new centers’ do not have the systems to support their new roles.

Given the multibillion-dollar insurance risk that FHA assumes annually, it is critical that the agency’s information and telephone systems help it carry out its responsibilities efficiently and effectively.  However, the information and telephone systems in use at FHA’s four homeownership centers do not support current business processes.  Although center staff have developed methods to cope with the systems’ weaknesses (often by performing time-consuming, manual analyses), problems with the current information and telephone systems make it difficult for the staff to oversee lenders and contractors and provide timely and consistent customer support.
  

Finally, many of the analytical weaknesses detailed in Section IIIA(4) above really stem from system weaknesses.  FHA’s systems do not collect and manage information in a way that allows it to be readily accessed by management for the kind of analytical work that is essential for program design and managing $500 billion dollars worth of insurance exposure.

 2.  Exposure to Agency Risk

FHA has long been plagued by problems with poor performance and fraud by program participants.  Famous scandals in the 1970s stemmed from real estate brokers defrauding the taxpayer by putting unqualified homebuyers in homes with loans insured by FHA.    Poor program design was significant cause of the Section 235 scandal, but it also reflected an underlying reality for FHA:  it must depend upon independent actors motivated by personal profit to accomplish FHA’s public mission.  Virtually all FHA loans are made by lenders with delegated authority to make the insurance decision on behalf of FHA.  While most lenders make most of their money on servicing, not so the mortgage brokers that increasingly originate a high proportion of loans in the FHA and conventional market.  Loan officers are brought potential homebuyers by realtors with an incentive to ensure the homebuyers qualify for the loan.  The home appraisers are selected by the lenders and sometimes face subtle and not-so-subtle pressure to find the home worth the mortgage amount.  Contractors buying foreclosed FHA homes sometimes do slap dash rehabilitation jobs and sell the homes to unsuspecting low-income homebuyers, who get FHA-insured financing for their purchase. 

FHA’s vulnerability to abuse by third parties is not structurally different than that of private actors bearing comparable credit risk, like the GSEs and the PMIs.  However, as a government agency, FHA is more rule-bound than results-oriented and seems chronically weak at protecting itself from agency risk.  Recent work by GAO provides examples of FHA’s poor oversight of lenders and appraisers.

GAO has complained that FHA’s oversight of lenders failed to protect FHA from risk.  Specifically, in July 2000 testimony, GAO noted that:

· HUD’s process for granting FHA-approved lenders direct endorsement authority – that is the ability to underwrite loans and determine their eligibility for FHA” mortgage insurance without HUD’s prior review – provides only limited assurance that lenders receiving this authority are qualified.

· [HUD’s monitoring of lenders’ compliance with FHA lending requirements has] … not adequately focused on the lenders and loans that pose the greatest insurance risk to the Department.
· [HUD] … needs to take further steps to hold lenders accountable for poor performance and program violations.

Similarly, in 1999, GAO complained:  

HUD is not doing a good job of monitoring the performance of appraisers….HUD is not holding appraisers accountable for the quality of their appraisals….HUD has not aggressively enforced its policy to hold lenders accountable with the appraisers they select for the accuracy and thoroughness of appraisals…. [And] HUD has limited assurance that the appraisers on its roster are knowledgeable about FHA’s appraisal requirements.

In 2000, FHA did implement a program to reform the appraisal process, including new mandatory tests for FHA appraisers, enhanced property condition assessment requirements, and new methods of monitoring and evaluating appraiser performance.
 Similarly, FHA is using the Credit Watch system described in Section IIIA(4)(b) to take actions against lenders with high default and claim rates.  Nonetheless, FHA seems to have blunter mechanisms for holding program participants accountable than do its private sector counterparts, who are motivated to learn how partners influence their bottom line and can simply choose not to do business with those who expose them to greater risk.  

3.  Early Warning and Loss Mitigation Capacity

In its audit of FHA’s FY 1997 financial statements, KPMG identified as a material weakness FHA’s inadequate emphasis on early warning and loss mitigation.
  GAO subsequently summarized the problem found by the auditors:  

… FHA does not have adequate systems, processes, or resources to effectively identify and manage risks in its insured portfolios.  Timely identification of troubled insured mortgages is a key element of FHA’s efforts to target resources on insured high-risk mortgages.  Troubled insured mortgages must be identified before FHA can institute loss mitigation techniques that can reduce eventual claims.  The report notes that although the single-family insured mortgage portfolio is large, automated monitoring of insured mortgages using statistical and trend analysis can be used effectively.

FHA has since implemented the Credit Watch/Credit Termination system to hold lenders accountable for higher than average claim rates (as described in Section IIIA(4)(b)).  It has seen utilization of loss mitigation options by FHA lenders increase, as FHA did more training in loss mitigation, initiated quality assurance monitoring of loss mitigation utilization, and imposed penalties for failure to use loss mitigation when appropriate.  In FY 1999, the auditors found that FHA had made progress and the material weakness was downgraded to a reportable condition.  Nonetheless, as detailed in Section IIIA(4)(b), these tools are less extensive and powerful than comparable tools used by the private sector to identify risk in their portfolios.  

4.  Management and Disposition of Real-Estate Owned (REO)

In the course of its insurance operations, FHA takes title to tens of thousands of foreclosed homes each year.  Under current procedures, if a borrower defaults and the lender determines that loss mitigation techniques will not help to return the mortgage to performing status, the lender forecloses and conveys the property to FHA.  The lender is paid an insurance claim (typically the unpaid principal on the mortgage, arrearages, and certain permitted costs); and FHA seeks to recover as much of its losses as possible from the sale of the property.  Foreclosed properties tend to be located in lower-income neighborhoods and tend to be in poor condition.  Sometimes, the foreclosed property needs to be repaired before it can be sold.  In any event, the property must be secured and maintained while it is marketed and sold.  

Historically, HUD hired contractors to manage the properties while HUD staff attempted to market and sell them.  Some properties remained in the HUD portfolio for well over a year.  In 1998, GAO studied the performance of HUD’s Real Estate Asset Management contractors, who maintained the properties pending sale.

Our work on HUD’s oversight of real estate asset management contractors, who are responsible for safeguarding foreclosed FHA properties, indicates that HUD dos not have an adequate system in place to assess its field offices’ oversight of these contractors.  The three HUD field offices we visited varied greatly in their efforts to monitor real estate asset management contractors’ performance, and none of the offices adequately performed all of the functions needed to ensure that the contractors met their contractual obligations to maintain and protect HUD-owned properties.  Our physical inspection of properties for which the contractors in each location were responsible identified problems at the properties, including vandalism, maintenance problems, and safety hazards, which may decrease the marketability of HUD’s properties, decrease the value of surrounding homes, increase HUD’s holdings costs and, in some cases, threaten the health and safety of neighbors and potential buyers.
  

HUD protested the criticism, noting that its REO operations performed close to private industry norms with more challenging properties;
 but criticism of HUD continued, especially from activists in communities adversely impacted by deteriorating HUD properties.  In partial response, Congress and FHA created a program (known as Asset Control Areas) to provide non-profits in areas with high levels of FHA foreclosed properties with the ability to purchase those properties at discounts for use in affordable housing strategies.  The ACA program has allowed local government and community development entities to shorten the amount of time it takes to dispose of certain HUD-owned properties.  The program helps to reduce blight in the neighborhoods caused by vacant properties and provides a valuable asset to the community for redevelopment.  However, given the poor condition of many of these properties, the cost of acquiring, holding, improving and reselling the units can still exceed the return, even with the discount provided by FHA under the ACA program.  Thus, advocates continue to press for deeper discounts.  FHA must balance these requests against their obligation to maintain an actuarially sound insurance fund.  The disposition of properties below their market value is, in effect, a direct (but unappropriated) subsidy from the FHA Fund to the community group or local government. 

Even before the criticism, FHA’s system for disposition of properties was evolving to make greater use of private sector expertise and reduce employee workloads.  In 1998, FHA piloted a new approach that used “management and marketing” (“M&M”) contractors to perform all the REO functions, freeing HUD staff to focus exclusively on monitoring contractor activities.  After a two-year pilot, which demonstrated that time in inventory was reduced and sales prices and net return to FHA increased, HUD awarded nationwide M&M contracts, shifting the entire function from its field offices to contractors overseen by the homeownership centers.  However, poor performance by one of the M&M contractors with responsibility for about half the portfolio required HUD to cancel that contract and award it to another firm.  (See the next subsection for GAO’s assessment of the performance of the M&M contractors.)

A longer-term strategy also has been in the works for years.  In 1996, FHA sought legislation, enacted in late 1998, which authorized FHA to pay an insurance claim to a lender in exchange for assignment of the note (rather than assignment of the property) (hereinafter referred to as “claims reform”).  If implemented, claims reform would allow FHA to sell, in advance, a stream of defaulted notes.  The purchaser would be able to use loss mitigation (by offering forbearance or a loan modification where appropriate) or foreclose on the property and attempt to recover its costs through sale of the property.  FHA anticipates that the note purchasers would be able to restore more loans to performing status and recover more from those upon which it must foreclose, than would FHA or its contractors.

After enactment of the claims reform legislation in late 1998, HUD hired a financial advisor to assess alternative program designs using the new authorities.  However, to date, no new process has been piloted, let alone implemented.  FHA’s private sector counterparts warn that the legislation itself does not allow FHA to turn the properties over to private hands soon enough.  They argue that, under the legislation, the FHA lenders will continue servicing the loans until they are significantly in default.  At that time, some say, it is too late to implement an effective loss mitigation strategy for some loans and avoid those losses.  

While FHA is making significant improvements to its REO operations and there is the possibility for FHA to make further improvements, REO continues to be an area of weaknesses for FHA.  

5. Reorganization and Streamlining Exacerbate Problems

Efforts to streamline and modernize FHA’s operations have not yielded all the efficiencies anticipated, while new problems – especially inadequate oversight of contractors and staffing and skills imbalances – have arisen or grown.  

FHA’s downsizing and reorganization elevated the importance of a long-standing FHA issue:  contractor oversight.  As contractors perform more and more FHA functions, FHA needs to be better at setting performance goals, establishing contractor incentives, and overseeing contractor performance.  Weaknesses in these areas have caused GAO to identify what it called “acquisition management issues” as one of the major challenges facing HUD.
  

The best illustration of the problem came in GAO oversight of the homeownership centers.  In 2000, GAO issued a report entitled: “Stronger Measures Needed to Encourage Better Performance by Management and Marketing Contractors,”
 arguing that HUD needed “more effective methods, such as specific incentives or penalties to encourage contractors …” to move properties out of inventory faster.
  A year later, GAO discussed how growing reliance on contractors required more oversight that FHA could not perform.

With increases in their responsibilities and a shortage of staff to handle the work, the centers have expanded their use of contractors.  However, the centers’ ability to monitor contractors has not kept pace with their growing reliance on them.  …. In fiscal year 2000, HUD obligated about $390 million for contractors handling single-family program activities.  Center staff primarily monitor the contractors …. However, HUD’s assessments of the performance of its management and marketing contractors did not follow a consistent format and did not always determine the level of risk posed by contractors’ performance, making it difficult to compare and track the performance of contractors over time.
  

Similarly, for over a decade, FHA has suffered from significant staffing and skill imbalances.  In its audit of the FY 1997 financial statements, just as FHA began implementation of its planned downsizing and consolidation, KPMG noted:

Unlike private institutions or government-sponsored enterprises involved in housing credit, FHA does not have the authority to hire staff or the ability to quickly invest more resources in automated tools or staff training when transaction volume increases.  Nor can FHA quickly or easily change the structure of its mortgage insurance programs to reduce staff-intensive functions and promote efficiency.  In such an environment, critical credit and asset management functions suffer.  Resource restrictions that increase the risk of borrower default or the cost of servicing and disposing of assets are fundamentally at odds with cost effective credit management.

FHA’s staffing issues are multifaceted and include: (1) mismatches between workload, staff resources, and efficient performance; (2) mismatches between skill sets and skill needs; (3) barriers to effective staff redeployment; and (4) collective bargaining agreements.  These staff and administrative resources issues have been and will continue to be compounded by workforce reductions.
   

While these problems are structural and long-standing, FHA’s dramatic reorganization and downsizing, as predicted, did exacerbate the problem, at least in the short run.  The result was that FHA lost the staffers who were most knowledgeable, while still being unable to bringing in fresh talent with expertise in the mortgage finance markets and the skills needed to manage the new back-office centers.

As previously described, as part of the plan to reduce FHA’s staff from 6000 to 2500, FHA consolidated many functions into four processing or “Homeownership Centers.”  Work processes were changed to allow for fewer centralized staff.  FHA planned to move the functions of marketing and managing REO and servicing HUD-held, single-family notes to contractors, leaving FHA staff located in the Homeownership Centers to oversee the contractors.  However, contracts were not in place in time (and one contract had to be terminated for poor performance), but HUD’s buyouts and attrition left a depleted staff (50 percent of 1996 levels) unable to perform these roles during the delayed transition.  In 1998, both the Inspector General and FHA’s auditor complained that the Homeownership Centers were handling a full range of loan management and property management functions that they were never intended to handle.
  The auditor concluded:

FHA’s reduced single family workforce and personnel inexperienced with their current responsibilities, due to FHA’s consolidation and reorganization efforts, have hindered FHA’s ability to manage its portfolios, service Secretary-held notes, and manage its REO inventory during fiscal year 1998.  Due to downsizing, staffing reassignments, and delays in timely contracting out for outsourced processes, there was (1) a premature migration of workload; (2) a mismatch between workloads, skill sets, and skill needs; and (3) a shift in workload among offices that had the capacity to assist regardless of experience.

By late in 2001, GAO concluded that: “HUD has experienced some successes in implementing the management reforms, but challenges remain.”
  The consolidation of oversight and processing functions into several new centers was “perhaps the most successful.”
  Nonetheless, GAO concluded: “strategic human capital management is the primary challenge facing HUD.”
  To illustrate the point, they described some of the challenges:

HUD’s efforts to refocus and retrain its staff have been somewhat successful.  Over the past few years, HUD has undertaking initiatives that include creating new positions, enhancing staff training, implementing a new appraisal system for executives and managers, and improving its methods for estimating its staffing needs.  However, some aspects of such reforms, such as the size of the staff reductions and the designation of some staff as “unplaced” as a result of the reorganization, were not adequately considered.  Consequently, problems with staff morale, distribution of resources and workload, and program inefficiencies persist and continue to cause difficulties for HUD.  In addition, the reforms may have exacerbated underlying human capital problems within HUD.  For example, HUD’s reduction in staff and hiring limitations reduced its opportunities to bring on and train new employees in preparation for potential retirements.  Recent estimates show that about 39 percent of HUD staff will be eligible to retire within the next 5 years, placing HUD among the federal agencies with the highest percentage of retirement eligible employees.

As troubling as the number of skilled staff leaving is the lack of fresh blood.  A typical financial institution has a constant influx of entering trainees coming from schools where they are picking up new technologies and skills, as well as lateral hires of those with experience elsewhere in the private sector.  FHA, however, has had so few external hires in the last decade that there are very few with exposure to the ways that modern financial institutions manage risk.  According to HUD officials, the average age of a FHA employee is 50 years and 9 months and the average years of service at HUD for an FHA employee is 20 years and 10 months.

It appears that, despite the notable progress made by the disruptive but mostly successful reorganization of FHA, as long as FHA is in its current form, with its current responsibilities, staff and skill imbalances will remain a central issue.  In citing FHA single-family programs as continuing to be “high risk,” GAO noted that a continuing challenge for FHA remains “ensuring that sufficient staff are available and have the skills needed to carry out FHA’s home loan mission.”
  

This paper was prepared for the Millennial Housing Commission; however, the views expressed are the author’s alone and should not be attributed to the Commission, its members or staff or any sources cite.
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						Source: U.S. Housing Market Conditions, 3rd Q. 2001, HUD, available at http://www.huduser.org/periodicals/ushmc.html.
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						Source: FY 2000 FHA Actuarial Review, p. I-3.
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Figure 9: Projected MMI Fund Performance
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						Source: FY 2000 Actuarial Review.
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Figure 10: Actuaries Predict Largely Stable Cumulative Claims Rate After 1999
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