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RETARY FOR HOUSING AND FEDERAL HOUSING COMMISSIONER 

ACCOMPANIED BY: 
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INSPECTOR GENERAL 
WILLIAM B. SHEAR, DIRECTOR, FINANCIAL MARKETS AND COM-

MUNITY INVESTMENT, GOVERNMENT ACCOUNTABILITY OFFICE 

OPENING STATEMENT OF SENATOR PATTY MURRAY 

Senator MURRAY. This subcommittee will come to order. This 
morning, this subcommittee will hear testimony on the Federal 
Housing Administration. We will discuss the overall solvency of its 
mortgage lending program as well as the administration’s proposal 
for reforming the FHA. 

I am pleased that our Federal Housing Commissioner, Brian 
Montgomery, is here. He is joined by HUD Inspector General Ken-
neth Donahue and witnesses from the GAO, Mortgage Bankers As-
sociation and the National Association of Realtors. 

Over the last 73 years of its existence, the FHA has served as 
a powerful engine to expand home ownership across the country. 
It has played a critical and essential role in providing access to 
capital for low-and-moderate income families. Most recently, how-
ever, the FHA has come to look more and more like an anachro-
nism. Critics have said that they are out of touch with the market-
place, their mortgage products are outdated, they are a techno-
logical dinosaur and they are hard to do business with. 

In recent years, the FHA has captured a smaller and smaller 
percentage of the overall mortgage market and its decline has been 
a rapid one. In my State, we have the Washington State Housing 
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Finance Commission, whose mission, like the FHA’s, is to serve 
low-and-moderate income homebuyers. The Commission’s Execu-
tive Director recently told me that in my State, the FHA’s role in 
his efforts have been turned upside down in just the last 10 years. 
A decade ago, FHA covered 80 percent of the loan activity in his 
agency. Today, it only covers 20 percent. 

When you look at all mortgage lending, FHA now represents 
roughly 3 percent of total mortgage volume nationwide. Now, some 
observers like to argue that whenever the private sector can re-
place the government in providing essential services, it’s a good 
thing. In this case, I’m not so sure. 

The FHA’s loan products have fallen out of favor in part because 
private lenders have aggressively marketed subprime loans to 
high-risk borrowers. Some of these lenders have used temporary 
rate discounts or teaser rates, to push low-income borrowers into 
exotic loans with high fees and penalties that they can barely un-
derstand, much less afford. Some of these lenders have been boost-
ing loan volume by taking credit standards to new lows and de-
manding almost no proof of income or credit worthiness. 

As a result, we are now seeing rapidly rising foreclosures and 
some of the most aggressive subprime lenders are shuttering their 
operations. Just 2 days ago, the Mortgage Bankers Association re-
leased their updated survey on mortgage delinquencies. It revealed 
that foreclosures of subprime mortgages had reached a record high. 
The share of subprime borrowers making late payments rose to 
more than 13.3 percent. 

That same day, the second largest subprime mortgage lender, 
New Century Financial, was de-listed from the New York Stock Ex-
change and announced that it had received criminal inquiries from 
both the Securities and Exchange Commission and State regu-
lators. Those announcements sent the stock market into a tailspin. 
By the end of the day, the Dow Jones Industrial Average had 
dropped nearly 250 points or almost 2 percent. Financial stocks 
dropped even faster, falling almost 3.3 percent for the day. 

The collapse of the subprime mortgage market has elicited warn-
ings from Federal Reserve Board Chairman. Some economists have 
even predicted that the ripple effects of this collapse could eventu-
ally trigger a recession. These dire predictions should worry us all 
but should surprise no one. 

It is estimated that one in five new mortgages written in recent 
years fell into the subprime category—one in five. This year alone, 
some $1.2 trillion in mortgages will have their interest rate reset 
upward. Some borrowers took out these adjustable rate loans bank-
ing on the fact that they would have an opportunity to either refi-
nance their loan or if necessary, sell their home. Now the prepay-
ment penalty is built into many of these loans as well as the over-
all downturn in home prices, means these opportunities have dis-
appeared. 

Many economists have said that our mortgage markets are in for 
a very rough road ahead. There is concern that this market up-
heaval could trigger a market over-reaction, where the availability 
of mortgage loan capital for working families tightens dramatically 
or just evaporates. If the mortgage market overreacts and working 
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families need help, they may have to rely on the FHA. That means 
we need to make sure the FHA is strong and effective. 

Today, the FHA’s overall financial picture is weak. Absent the 
enactment of reform legislation this year, we are told that for the 
first time in its history, the FHA could require a direct appropria-
tion to subsidize loan operations. This subcommittee could be re-
quired to appropriate $143 million in 2008, just to keep FHA’s loan 
activities in the black. That is $143 million we won’t be able to put 
toward section 8 recipients, homeless programs and other HUD 
programs serving needy citizens. 

Currently, a growing percentage of the FHA’s loan volume is not 
for traditional home mortgages for new homeowners. Rather, an in-
creasingly popular FHA product appears to be reverse mortgages 
for elderly homeowners. This is a worthwhile program that keeps 
elderly families with fixed incomes in their homes. But getting 
younger Americans into their first home has always been central 
to FHA’s historical mission. And in these tumultuous times, I think 
we need to work to make sure that the FHA can once again be rel-
evant in that market. 

This subcommittee continues to receive reports from the Govern-
ment Accountability Office and the Inspector General indicating 
continuing problems with the currency of FHA’s data, the suffi-
ciency of its underwriting and the agency’s technological obsoles-
cence. The Bush administration put forward a reform proposal for 
the FHA in the last Congress. We expect it to be resubmitted in 
this Congress. Enactment of this FHA reform, we are told, should 
eliminate the need for any appropriated subsidy and make the 
FHA more competitive with the private market. 

But this subcommittee and the rest of Congress need to look at 
these proposals very carefully. We need to make sure that we are 
not encouraging FHA to engage in some of the same high-risk, 
high-cost lending practices that are now upsetting the markets and 
putting relatively new homeowners out of their homes. The FHA is 
the taxpayers’ mortgage lender. As such, it has an obligation to 
protect consumers. The FHA has specific statutory mandates to 
employ measures to keep families in their homes. These are re-
quirements and obligations that private lenders do not have. 

If the recent upheaval in mortgage lending means that private 
loan capital dries up for our working class families, we must make 
sure that the FHA is poised to keep the dream of home ownership 
alive. But the FHA must re-establish itself as America’s mortgage 
lender, not by imitating the marketing and underwriting practices 
of New Century Financial. Rather, they must work to ensure that 
working families are getting into homes with loans that they can 
fully understand and afford. 

With that, I would like to recognize my ranking member, Senator 
Bond. 

OPENING STATEMENT OF SENATOR CHRISTOPHER S. BOND 

Senator BOND. Thank you very much, Madam Chair and a warm 
welcome to our witnesses for this important hearing on the FHA. 
We are focused primarily today on the single-family insured pro-
grams under the Mutual Mortgage Insurance Fund. 



4 

Madam Chair, you’ve done a very good job of outlining all of the 
challenges and the problems but since this is the Senate, it’s not 
enough that you have said it. I’m going to say it, too. So if you’ll 
bear with me. 

As I said, we have a wide cross-section of witnesses who I expect 
can give us their views and positions, which should help provide a 
foundation for meaningful and comprehensive FHA reform. FHA 
has been enormously successful in assisting millions of Americans 
realize the dream of home ownership and I credit FHA’s profes-
sional workforce and its leadership for these accomplishments. 

However, FHA’s history is also marked by longstanding chal-
lenges in balancing risk against expanding home ownership, espe-
cially for low income and first time homebuyers. Not too long ago, 
FHA was operating at record profit levels for the Federal Govern-
ment. Now, FHA is at a serious crossroads and the question today 
is, how do we move forward in the best interests of the American 
taxpayer and those who wish to pursue home ownership? 

In fairness, the Appropriations Committee should follow the lead 
of the Banking Committee in addressing FHA. Nevertheless, our 
committee has a substantial interest in the financial stability and 
solvency of FHA, since potential cost savings from FHA reform leg-
islation could be used to support funding the needs of a number of 
popular housing programs. 

In fact, the committee has been instrumental in some of the most 
recent significant FHA legislative changes, from raising the loan 
limits in 1988, which this committee did, when I was chair and 
working with Senator Mikulski on the VA/HUD Subcommittee, to 
increasing access to the reverse mortgage program and we’ve been 
able to reinvest those cost savings from the reforms to address 
other critical housing needs. 

On the other side, if FHA needs an appropriation, that will take 
away from some of our ability to fund other needed housing assist-
ance programs. Regardless of the outcome, we have to find a way 
to make these programs work and fund them adequately. 

There are also a number of philosophical and practical issues 
surrounding FHA reform. We must consider to what extent FHA 
is still relevant or needed in the home ownership marketplace. If 
needed and relevant, Congress must consider how to ensure it can 
become and continue to be a viable player in the marketplace. 

In addition to its loan products, we should examine changes to 
FHA’s structure so it has the tools to operate competitively and ef-
ficiently as any other large financial institution. For example, I’m 
interested in converting FHA into a quasi-governmental entity so 
that it can hire and retain highly skilled people and it can keep 
pace with technological advances. 

Finally, we must examine whether FHA can properly balance the 
risks and benefits of home ownership so that the interest of the 
borrower and the American taxpayer are adequately protected. It’s 
clear that something must be done, since FHA seems to be crack-
ing. In recent years, FHA has been plagued by rising default rates, 
higher than expected program costs and a sharp decline in program 
participation. In fact, the Mortgage Bankers Association’s most re-
cent survey reported record delinquency rates for FHA loans. 
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More disturbing is MBA’s finding that FHA delinquency rates 
were similar, if not higher, than subprime loans. Further, FHA’s 
share of the single-family market dropped by 40 percent in fiscal 
year 2005, with it’s overall market share dropping from 12 percent 
in fiscal year 2002 to less than 4 percent in 2006 and this decline 
occurred during a period when overall home sales were increasing. 

To be blunt, in every HUD budget hearing over the last few 
years, I have raised concerns about the viability and future of FHA. 
Nevertheless, it has been business as usual and Congress was ad-
vised that the FHA’s future was bright. But the facts obviously in-
dicate otherwise. The situation is now so dire that without any sig-
nificant changes and reforms, FHA’s MMI fund is projected to oper-
ate at a net loss in 2008, requiring a positive credit subsidy—a di-
rect appropriation from this committee, for the first time in history. 

This would be tragic, since other HUD programs are already 
being severely squeezed by budget constraints. The budget request, 
however, does not propose any appropriation to cover the positive 
credit subsidy and instead, the FHA Commissioner will raise pre-
miums to ensure FHA’s solvency. HUD’s hope for improving FHA’s 
long-term health is tied to the proposed reform legislation, which 
is assumed in the administration’s 2008 budget request. It’s always 
a risky matter to assume that Congress will get something done. 
That’s our problem, not yours. But it is a problem for all of us. 

HUD expects the legislation will grow FHA’s receipts by increas-
ing its mortgage loan limits as well as by implementing a new risk- 
based pricing and flexible down payment system. HUD’s optimism 
depends on its ability to implement quickly and effectively the leg-
islation. As we know, HUD does nothing quickly, since most pro-
posals get caught up in an inflexible and multi-layered bureaucracy 
that can take years to act and that, again, is demonstrated by past 
experience. 

To me, the most troubling provision is the zero down payment 
program. This could pose substantial risk to the MMI fund because 
these homebuyers have no financial stakes in their homes and have 
little financial ability to pay for any big ticket repair item, such as 
a failed furnace or a leaky roof. Historically, FHA suffered substan-
tial losses in the late 1980’s due to defaults by families with high 
loan-to-value or LTV ratios. Not only did the practice of high LTV 
loans damage the credit-worthiness of families who defaulted on 
their mortgages but equally troubling, as again our former com-
mittee colleague, Senator Mikulski pointed out, the defaults drove 
down the value of other housing in the neighborhood and trans-
formed the neighborhoods into severely distressed and blighted 
areas. Sadly, some of these neighborhoods still suffer from those 
past mistakes. 

Many in Congress support the administration’s proposal but I 
question the practical impact of these proposals since they do not 
appear to address adequately the financial solvency of FHA or its 
underlying operational problems. Providing FHA with new loan 
products will have questionable impact since FHA continues to 
struggle in managing risk and ensuring accountability for its exist-
ing programs. 

But don’t just take that from me. Take this from Congress’s offi-
cial budget scorekeeper, the Congressional Budget Office. CBO last 
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year estimated FHA’s legislative reform package would result in a 
cost savings of about $2.3 billion over 5 years. However, about $2.2 
billion or 95 percent of those savings were attributed to what is ba-
sically an accounting maneuver. Moving the successful FHA pro-
gram, the home equity conversion mortgage or reverse mortgage 
program, from the GI/SRI fund account to the MMI fund account. 
Now, back when I used to play sports, we were always on the look-
out for some guy who would change the score on the scorebooks 
when it wasn’t that way in the field. We used to call that pencil- 
whipping and I am not a golfer but I understand that sometimes 
occurs in golf. Well, to me, this is the equivalent of pencil-whipping 
in government accounting and I have a minimum amount of high 
enthusiasm for that. That does not meet the ‘‘show me’’ test for 
Missouri. 

The key elements of the administration’s reform package, in-
creasing loan limits and implementing a new risk based pricing 
system, will not significantly increase FHA’s business and will not 
result in significant cost savings, according to CBO. Preliminary es-
timates of CBO’s updated analysis will show almost no cost savings 
from these provisions. Frankly, we’re facing a positive credit sub-
sidy mainly due to FHA’s self-inflicted wounds. 

The GAO’s testimony indicates that a large factor in the FHA re-
cent financial problems is due to high claim and loss rates for seller 
financed down payment assistance loans, many of which were fi-
nanced by nonprofit organizations. Thankfully, the Internal Rev-
enue Service issued a ruling last May that may stem this practice. 
IRS is examining 185 of these organizations on their 501(c)3 status 
but I strongly urge FHA to take its own actions in addressing this 
matter. 

I also remind you that this down payment practice is similar and 
is identical in practical impact to the zero down payment proposal 
where the homeowner has no real stake in his or her new home. 
There is a history lesson to be learned here and I surely hope we’ve 
learned from our mistakes. 

I trust this hearing is just the beginning of a real debate on FHA 
reform. If we do reform and revitalize FHA, we must fully under-
stand the financial risks of any legislation as well as understand 
what steps HUD has taken and plans to take to reduce the risk 
of fraud and abuse in its FHA mortgage programs. 

I thank you for your tolerance in letting me get it off my chest 
and I return to the chair. 

[The statement follows:] 

PREPARED STATEMENT OF SENATOR CHRISTOPHER S. BOND 

Good morning and thank you, Madame Chair, for calling this important hearing 
on the Department of Housing and Urban Development’s (HUD) Federal Housing 
Administration (FHA). Today, we primarily are focused on FHA’s single-family pro-
grams insured under the Mutual Mortgage Insurance (MMI) Fund. This is a timely 
hearing given the declining state of FHA and the recent woes in the mortgage mar-
ket driven by the crash of the subprime market. 

We are fortunate to have a broad range of witnesses before us today. I expect to 
hear a wide variety of views and positions, which should help provide a foundation 
for meaningful and comprehensive FHA reform. 

FHA has been enormously successful in assisting millions of Americans realize 
the dream of homeownership and I credit FHA’s professional workforce and its lead-
ership for these accomplishments. However, FHA’s history also is marked by long- 
standing challenges in balancing risk against expanding homeownership, especially 
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for low-income and first-time homebuyers. Not too long ago, FHA was operating at 
record profit levels for the Federal Government. Now, FHA is at a serious cross-
roads and the question today is how do we move forward in the best interests of 
the American Taxpayer and those who still wish to pursue homeownership? 

In fairness, the Appropriations Committee should follow the lead of the Banking 
Committee in addressing FHA. Nevertheless, our committee has substantial interest 
in the financial stability and solvency of FHA since potential cost savings derived 
from FHA reform legislation could be used to support the funding needs of a num-
ber of popular housing programs. In fact, this committee has been instrumental in 
some of the most recent significant FHA legislative changes—from raising the loan 
limits in 1998, which I did as chair of the VA–HUD Subcommittee, to increasing 
access to the reverse mortgage program—and we have reinvested the cost savings 
from those reforms to address other critical housing needs. Regardless of the out-
come of FHA reform legislation, we must find a way to fund adequately these pro-
grams. 

There also are a number of philosophical and practical issues surrounding FHA 
reform. We must consider to what extent FHA is still relevant or needed in the 
homeownership marketplace. If needed and relevant, Congress should consider how 
to ensure it can become and continue to be a viable player in the marketplace. In 
addition to its loan products, we should examine changes to FHA’s structure so that 
it has the tools to operate competitively and efficiently as any other large financial 
institution. For example, I am interested in converting FHA into a quasi-govern-
mental entity so that it can hire and retain highly-skilled people and it can keep 
pace with technological advances. Finally, we must examine whether FHA can prop-
erly balance the risks and benefits of homeownership so that the interests of the 
borrower and the American Taxpayer are adequately protected. 

It is clear that something must be done since the FHA seems to be cracking. In 
recent years, FHA has been plagued by rising default rates, higher than expected 
program costs, and a sharp decline in program participation. In fact, the Mortgage 
Bankers Association’s most recent survey reported record delinquency rates for FHA 
loans. More disturbing is MBA’s finding that FHA delinquency rates were similar 
if not higher than subprime loans! Further, FHA’s share of the single family market 
dropped by 40 percent in fiscal year 2005 with its overall market share dropping 
from 12 percent in fiscal year 2002 to less than 4 percent in fiscal year 2006. And 
this decline occurred during a period when overall home sales were increasing. 

To be blunt, in every HUD budget hearing over the last few years, I have raised 
concerns about the viability and future of FHA. Nevertheless, it has been business 
as usual and the Congress was advised that FHA’s future was bright. But the facts 
obviously indicate otherwise. The situation is now so dire that without any signifi-
cant changes and reforms, FHA’s MMI Fund is projected to operate at a net loss 
in fiscal year 2008, requiring a positive credit subsidy—meaning a direct appropria-
tion—for the first time in history. This would be tragic since other HUD programs 
are already being severely squeezed by budget constraints. The budget request, how-
ever, does not propose any appropriation to cover the positive credit subsidy and in-
stead, the Commissioner will raise premiums to ensure FHA’s solvency. 

HUD’s hope for improving FHA’s long-term health is tied to proposed reform leg-
islation, which is assumed in the administration’s fiscal year 2008 budget request. 
HUD expects this legislation will grow FHA receipts by increasing its mortgage loan 
limits as well as by implementing a new risk-based pricing and flexible down-pay-
ment system. HUD’s optimism depends on its ability to implement quickly and ef-
fectively the legislation. As we know, HUD does nothing quickly since most pro-
posals get caught up in an inflexible and multi-layered bureaucracy that can take 
years to act. 

The most troubling provision is a new zero-down-payment program. This could 
pose substantial risks to the MMI Fund because these homebuyers have no financial 
stake in their homes and have little financial ability to pay for any big ticket repair 
item such as a failed furnace or a leaky roof. Historically, FHA suffered substantial 
losses in the late 1980s due to defaults by families with high loan-to-value (LTV) 
ratios. Not only did the practice of high LTV loans damage the creditworthiness of 
families who defaulted on their mortgages but, equally troubling, the defaults drove 
down the value of other housing in the neighborhood and transformed the neighbor-
hoods into severely distressed and blighted areas. Sadly, some of these neighbor-
hoods still suffer from those past mistakes. 

Many in Congress support the administration’s proposals but I question the prac-
tical impact of these proposals since they do not appear to address adequately the 
financial solvency of FHA or its underlying operational problems. Providing FHA 
with new loan products will have questionable impact since FHA continues to strug-
gle in managing risk and ensuring accountability for its existing programs. But 
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don’t just take this from me. Take this from Congress’s official budget scorekeeper, 
the Congressional Budget Office (CBO). Last year, the CBO estimated FHA’s legis-
lative reform package would result in a cost savings of about $2.3 billion over 5 
years. However, about $2.2 billion or 95 percent of the savings were attributed to 
what is basically an accounting maneuver—moving the most successful FHA pro-
gram, the Home Equity Conversion Mortgage or ‘‘reverse’’ mortgage program from 
the GI/SRI Funds account to the MMI Fund account. 

The key elements of the administration’s reform package—increasing loan limits 
and implementing a new risk-based pricing system—will NOT significantly increase 
FHA’s business and will NOT result in significant cost savings according to CBO. 
Preliminary estimates of CBO’s updated analysis will show almost NO cost savings 
from these provisions. 

Frankly, we are facing a positive credit subsidy mainly due to FHA’s self-inflicted 
wounds. The GAO’s testimony indicates that a large factor in FHA’s recent financial 
problems is due to high claim and loss rates for seller-financed down-payment as-
sistance loans—many of which were financed by non-profit organizations. Thank-
fully, the Internal Revenue Service (IRS) issued a ruling last May that may stem 
this practice. IRS is examining 185 of these organizations on their 501(c)(3) status 
but I strongly urge FHA to take its own actions in addressing this matter. I also 
remind you that this downpayment practice is similar to the zero down-payment 
proposal where the homeowner has no real stake in his new home. There is a his-
tory lesson to be learned here and I strongly hope we will have learned from our 
mistakes. 

I trust this hearing is just the beginning of a real debate on FHA reform. If we 
do reform and revitalize the FHA, we must fully understand the financial risks of 
any legislation as well as understand what steps HUD has taken and plans to take 
to reduce the risk of fraud and abuse in its FHA mortgage programs. 

Thank you, Senator Murray. 

Senator MURRAY. Thank you very much, Senator Bond. 
I want to turn to our witnesses. Welcome all of you today. Thank 

you so much for coming and giving us your input today. We have 
in front of us, Brian Montgomery, who is the Assistant Secretary 
for Housing; Kenneth Donohue, the Inspector General from the De-
partment of Housing and Urban Development; William Shear, who 
is Director of Financial Markets and Community Investment with 
GAO; JoAnne Poole, with the National Association of Realtors; and 
John Robbins with the Mortgage Bankers Association. Welcome, all 
of you. We would ask that each one of you limit your remarks to 
5 minutes. I will let you know when the time is up. All of your tes-
timony will be submitted for the record. We all have it and we will 
make sure all of our committee members have it as well. So we will 
be limiting you to 5 minutes so that we can get to our questions 
and answers today. 

Mr. Montgomery, we will begin with you. 

STATEMENT OF HON. BRIAN D. MONTGOMERY 

Mr. MONTGOMERY. Thank you, Chairwoman Murray and ranking 
member Bond for inviting me here today. Our hard work on FHA 
reform during the 109th Congress paid off to the tune of 107 co- 
sponsors, nearly evenly split from both sides of the aisle, I might 
add in a resounding 415 to 7 vote on the floor of the House as well 
as a separate 412 to 4 vote on the manufactured housing reforms. 

Keeping that in mind, I would like to emphasize that our prior-
ities for FHA legislation have not significantly changed from last 
year. As was our goal 1 year ago, we are striving to provide lower 
income families safe, secure home ownership opportunities. The 
simplicity lies with our mission, to provide underserved Americans 
a safe housing product at a fair price. As this committee is well 
aware, many first-time and minority homebuyers face significant 
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challenges when trying to purchase a home. In recent years, such 
difficulties have resulted in many of these individuals assuming 
risky, adjustable rate, subprime loans. 

The impact on African American and Latino borrowers has been 
especially profound. For instance, according to the 2004 HUMDA 
data, 40 percent of African Americans and 23 percent of Latinos 
pay an interest rate 3 percentage points higher than the market 
rate. When these homebuyers signed off on their loans, the built- 
in resets and rate increases seemed like a lifetime away. Today, 
however, many of these borrowers face a different reality. 

According to mortgage strategists, some $2 trillion of U.S. mort-
gage debt or about a quarter of all mortgage loans are due for in-
terest resets in 2007 and 2008. While some borrowers will make 
the higher payments, many will struggle. 

The second component to our approach is that it is comprehen-
sive. In light of recent housing market shifts and the departure of 
a strong subprime presence, due in large part to the resets I just 
mentioned, many lending institutions are simply turning their 
backs on lower income borrowers. 

And just as the national housing market is tightening, so too are 
borrower requirements. In order to offset this tightening of credit, 
there needs to be a mortgage alternative, which will provide a wide 
slough of borrowers and simultaneously provide them with the loan 
options they require and that is a new and invigorated FHA. 

As I’ve already mentioned, the changes we are proposing are not 
new. For one, we’re proposing to eliminate our complicated down 
payment formula, our 3 percent minimum cash investment and be-
fore the rest of the market began offering low down payment loans, 
we were the best option for first time homebuyers because we re-
quired only a minimal down payment. But as many of you are 
aware, the market passed FHA by and as reported by the National 
Association of Realtors, last year 43 percent of first time home-
buyers purchased their homes with no down payment. Of those 
who did put money down, the majority put down 2 percent or less. 

The down payment is the biggest barrier to home ownership in 
this country, especially for lower income families. But we have no 
way to address that barrier without changes to our statute. The 
FHA Modernization Act would permit borrowers to choose how 
much to invest, from almost no money down to 1 or 2 or even 10 
percent. The bill also provides FHA the flexibility to set the insur-
ance premiums commensurate with the risk of a loan. We would 
charge lower credit risk borrowers a lower premium than they 
would get today and higher credit risk borrowers, many of whom 
we are unable to reach today, would be charged a slightly higher 
premium. In so doing, we could reach deeper into the pool of pro-
spective borrowers while protecting the financial soundness of the 
MMI fund. 

A slightly higher premium would increase a borrower’s monthly 
payment only minimally. For example, the average FHA loan in 
2006 is only $128,000. On a monthly basis, this loan would cost the 
borrower $7.96 at 1 percent, $16 at 2 percent and only $24 at 3 
percent. Clearly, this high premium is still affordable. 

Now, compare this modest premium to the average subprime 
loan made on a $225,000 home purchase and the numbers become 
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far more meaningful. On average, subprime borrowers pay an in-
terest rate three points higher than conventional borrowers and 
this rate hike translates into an additional $300 per month, which 
is $137,000 over the life of a loan. 

Another piece of the legislation I’d like to mention is the pro-
posed increase to our loan limits. By increasing the loan limit to 
65 percent and 100 percent of the conforming loan limit, we would 
once again be a player in high cost states, regions that have pre-
viously been out of play, such as the entire State of California and 
most of the Northeast. 

PREPARED STATEMENT 

What’s more, raising the floor to 65 percent of the conforming 
loan limit has the added benefit of again giving families better ac-
cess to newly constructed housing, which is on average, more cost-
ly. 

I look forward to answering your questions. Thank you. 
[The statement follows:] 

PREPARED STATEMENT OF HON. BRIAN D. MONTGOMERY 

Thank you Chairwoman Murray and Ranking Member Bond for inviting me to 
testify on the administration’s proposed FHA Modernization. We plan to submit leg-
islation soon that would implement the proposals included in the 2008 budget. 

We all worked hard in the 109th Congress with many of you here today, and our 
message was well received. I hope our collaborative efforts on behalf of low- and 
moderate-income families can be a model for the 110th Congress. 

As you are all aware, the Federal Housing Administration was created in 1934 
to serve as an innovator in the mortgage market, to meet the needs of citizens oth-
erwise underserved by the private sector, to stabilize local and regional housing 
markets, and to support the national economy. This mission is still very relevant, 
perhaps now more so than ever. 

Moreover, the FHA model represents the very best of what a government working 
with the private sector can and should do. Since its inception, FHA has helped more 
than 34 million Americans become homeowners. By operating through a private sec-
tor distribution network, FHA efficiently reaches families in need of safe and afford-
able home financing. Simply put, FHA insurance protects lenders against loss, ena-
bling these private sector partners to offer market-rate mortgages to homebuyers 
who would otherwise remain unserved or underserved. 

FHA also protects the homebuyer. FHA offers foreclosure prevention alternatives 
that are unparalleled in the industry. In fiscal year 2006 more than 75,000 FHA 
insured borrowers facing serious default were able to retain homeownership through 
FHA’s toolbox of foreclosure prevention options. In an environment of increasing de-
faults, FHA’s foreclosure rate actually decreased last year. This protection against 
foreclosure is good for families and good for communities. It also resulted in $2 bil-
lion in loss avoidance for the Insurance Fund, which illustrates our commitment to 
sound financial management. 

We believe that FHA should continue to play a key role in the national mortgage 
market and I’m here today to make the case for changes to the National Housing 
Act that will permit us to continue to fulfill our critical mission. 

Allow me to explain. In recent years, FHA’s outdated statutory authority has left 
the agency out of synch with the rest of the lending industry. Over the last decade, 
the mortgage industry transformed itself, offering innovative new products, risk- 
based pricing, and faster processing with automated systems. Meanwhile, FHA con-
tinued to offer the same types of products with the same kinds of pricing, becoming 
less attractive to lenders and borrowers alike. 

As a result, FHA’s volume has dropped precipitously in housing markets all across 
the Nation. For example, in Chairwoman’s Murray’s home State of Washington, 
FHA’s volume has dropped from 16,806 loans in 2000 to 6,477 loans in 2006 (a de-
cline of 61 percent or almost $1.2 billion). For Ranking Member Bond, during that 
same time period, FHA’s volume in Missouri dropped from 15,172 to 8,979 loans (a 
decline of 41 percent or $262 million). 
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But the most troublesome statistic of all comes from Senator Feinstein’s home 
State of California. There, FHA saw its volume drop from 109,074 in 2000 to just 
2,599 in 2006—an astonishing decline of 98 percent in just 6 years. 

These statistics suggest that tens of thousands of low- and moderate-income fami-
lies who would have chosen FHA turned to alternative methods of mortgage finance. 
While many of them were well-served, some were not and turned to expensive and 
sometimes risky exotic loans. We see today the unfortunate outcomes such families 
across the Nation are experiencing. 

To offer a better and more attractive mortgage product, over the last 18 months 
we have made significant administrative changes to FHA, streamlining and realign-
ing operating procedures. While these changes are good and were long overdue, they 
are not enough, a point our industry partners have clearly conveyed to us and to 
you. That is why last year FHA requested that Congress amend the National Hous-
ing Act to give it the flexibility it needs to fulfill its original mission in today’s ever 
changing marketplace. 

As the dynamic mortgage market passed FHA by, many homebuyers, especially 
those living in higher cost States such as California, New York, and Massachusetts, 
to name a few, purchased mortgage products with conditions and terms they would 
not be able to meet. 

Some homebuyers turned to high-cost financing and nontraditional loan products 
to afford their first homes. While low initial monthly payments may have seemed 
like a good thing at the time, the reset rates on some interest-only loans are sub-
stantial and many families have been and will continue to be unable to keep pace 
when the payments increase. In addition, prepayment penalties often times make 
refinancing cost-prohibitive. According to Mortgage Strategist, more than $2 trillion 
of U.S. mortgage debt, or about a quarter of all mortgage loans outstanding, is due 
for interest rate resets in 2007 and 2008. While some borrowers will make the high-
er payments and many others will refinance, some will struggle and some will be 
forced to sell or lose their homes to foreclosure. I’m sure it comes as no surprise 
to the people in this room that the foreclosure rate for subprime loans is higher than 
that of FHA loans. And I think we can all agree that foreclosures are bad for fami-
lies, bad for neighborhoods, and bad for the economy as a whole. 

In the context of this economic environment, we see FHA Modernization as part 
of the solution. FHA reform is designed to restore a choice to homebuyers who can’t 
qualify for prime financing and more options for all potential FHA borrowers. 

Moreover, the FHA bill proposes changes that will strengthen FHA’s financial po-
sition, improving FHA’s ability to mitigate and compensate for risk. The proposed 
changes would permit FHA to operate like every other insurance company in the 
Nation, pricing its products commensurate with the risk, as opposed to having some 
clients pay too much and some too little. Imagine if a car insurance company 
charged all clients the same premium—the 17-year-old teenager and a 40-year-old 
adult would pay the same rate. Is that fair? With a blended rate, those who know 
they’re paying too much switch to another insurance company. That leads to a port-
folio that is increasingly lopsided: too many riskier borrowers, too few safer bor-
rowers, and collectively poses greater risk to an insurance fund. This scenario, 
known as adverse selection is exactly what happened to FHA over the last decade. 
Those who were lower credit risks went elsewhere. The premium changes proposed 
in the administration’s proposal will restore balance to the FHA funds, providing 
appropriate levels of revenue to operate in a more fiscally sound manner. 

While we are on the topic of the soundness of the insurance fund, I am proud to 
report that the OIG found no material weaknesses in its fiscal year 2006 audit of 
the FHA, and that in January 2007, the GAO removed FHA’s single family mort-
gage insurance programs from its high risk list. Both of these developments re-
flected improvements that HUD has made in recent years in its management of 
property disposition contractors, its oversight of lenders, its implementation of a 
mortgage scorecard, and its ability to predict claims and estimate credit subsidy 
costs. 

I know my introduction was lengthy, but I want you to understand how important 
FHA reform really is—for FHA, for the homebuyers we serve, and for the industry 
as a whole. FHA’s private sector partners—the lenders, the realtors, the brokers, 
the home builders—want to tell their clients about the FHA alternative. They want 
low- to moderate-income homebuyers to have a safer, more affordable financing op-
tion. They want FHA to be a viable player again. 

Now let me explain a little bit about the simple changes we’re proposing. For one, 
we’re proposing to eliminate FHA’s complicated downpayment calculation and 3 per-
cent cash investment requirement. Before the rest of the market began offering low 
downpayment loans, FHA was often the best option for first-time homebuyers be-
cause it required only a minimal downpayment. But, as I said before, the market 
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passed FHA by. According to the National Association of Realtors, last year, 43 per-
cent of first-time homebuyers purchased their homes with no downpayment. Of 
those who did put money down, the majority put down 2 percent or less. 

The downpayment is the biggest barrier to homeownership in this country, but 
FHA has no way to address the barrier without changes to its statute. FHA Mod-
ernization would permit borrowers to choose how much to invest, from no money 
down to 1 or 2 or even 10 percent and to be charged appropriate premiums for the 
size of the downpayment they make. 

The proposal also provides FHA the flexibility to set the FHA insurance premiums 
commensurate with the risk of the loans. For example, no downpayment loans 
would be priced slightly higher, yet appropriately, to give homebuyers a fairly-priced 
option and to ensure that FHA’s insurance fund is compensated for taking on the 
additional risk. FHA would also consider the borrower’s credit profile when setting 
the insurance premium. FHA would charge lower-credit risk borrowers a lower in-
surance premium than it does today, and higher-credit risk borrowers would be 
charged a slightly higher premium. In so doing, FHA could reach deeper into the 
pool of prospective borrowers, while protecting the financial soundness of the FHA 
Fund and creating incentives for borrowers to achieve good credit ratings and save 
for downpayments. 

A slightly higher premium would increase a borrower’s monthly payment only 
minimally. For example, on a $225,000 loan, a 1 percent upfront premium financed 
into the loan would cost the borrower $13.97 per month; a 2 percent premium would 
cost $27.94 and a 3 percent premium, $41.90. Clearly, this higher premium is still 
affordable. Moreover, it’s a smart investment, because the borrower is paying for the 
FHA insurance to obtain a market rate loan. 

Some say that with a risk-based pricing approach FHA will target people who 
shouldn’t be homebuyers and charge them more than they should pay. I want to 
address these concerns directly. Our goal is to reach families who are capable of be-
coming homeowners and to offer them a safe and fairly-priced loan option. 

With a risk-based premium structure, FHA can reach hard-working, credit-worthy 
borrowers—store clerks, bus drivers, librarians, social workers—who, for a variety 
of reasons, do not qualify for prime financing. Some have poor credit scores due to 
circumstances beyond their control, but have put their lives back together and need 
a second chance. For some, the rapid appreciation in housing prices has simply out-
paced their incomes. Many renters find it difficult to save for a downpayment, but 
have adequate incomes to make monthly mortgage payments and do not pose a sig-
nificant credit risk. They simply need an affordable financing vehicle to get them 
in the door. FHA can and should be there for these families. 

If granted, FHA’s new legislative authorities would save homeowners a lot of 
money, because FHA’s loan product would carry a lower interest rate than a non- 
prime loan product. The higher premiums that FHA will charge some types of bor-
rowers are still substantially lower than they would pay for subprime financing. For 
example, if FHA charged a 3 percent upfront insurance premium for a $225,000 
loan to a credit-impaired borrower versus that same borrower obtaining a subprime 
loan with an interest rate 3 percent above par, the borrower would pay over $300 
more in monthly mortgage payments with the subprime loan and over $137,000 
more over the life of the loan. In addition, FHA borrowers do not have to be con-
cerned about teaser rates, unmanageable interest rate increases or prepayment pen-
alties. 

Moreover, FHA intends to lower the insurance premium for many borrowers. FHA 
will charge lower-risk borrowers a substantially lower premium than these types of 
borrowers pay today. For example, homebuyers with higher credit scores who choose 
to invest at least 3 percent in a downpayment may pay as little as .075 of a percent 
upfront premium. 

So while FHA may charge riskier borrowers more (and safer borrowers less) than 
it does today, the benefit is four-fold. First, FHA will be able to reach additional 
borrowers the agency can’t serve today. Second, many borrowers will pay less with 
FHA than with a subprime loan. Third, the FHA Fund will be managed in a finan-
cially sound manner, with adequate premium income to cover any expected losses. 
Finally, borrowers will be rewarded for maintaining good household financial prac-
tices that lead to good credit ratings and higher savings for a downpayment. 

Another change proposed in FHA Modernization is to increase FHA’s loan limits. 
Members of Congress from high-cost states have repeatedly asked FHA to do some-
thing about our antiquated loan limits. This proposal answers those concerns. FHA’s 
loan limit in high-cost areas would rise from 87 to 100 percent of the GSE con-
forming loan limit; in lower-cost areas, the limit would rise from 48 to 65 percent 
of the conforming loan limit. In between high- and lower-cost areas, FHA’s loan 
limit will increase from 95 to 100 percent of the local median home price. This 
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change is extremely important and crucial in today’s housing market. In many areas 
of the country, the existing FHA limits are lower than the cost of new construction. 
Buyers of new homes can’t choose FHA financing in these markets. In other areas, 
most notably California, FHA has simply been priced out of the market. 

Finally, FHA Modernization offers some changes to the Home Equity Conversion 
Mortgage (HECM) program, which enables senior homeowners, aged 62 years or 
older, to tap into their home equity to live comfortably in their golden years. The 
proposal eliminates the cap on the number of loans FHA can insure; it sets a single, 
national loan limit; and it creates a new HECM for Home Purchase product to per-
mit seniors to move from the family home to more suitable senior housing and con-
vert the purchase loan into a HECM in a single transaction. Today, seniors who 
want to move, but need additional cash flow to pay their living expenses, must pur-
chase a new home and take out a HECM in two distinct transactions, resulting in 
two sets of loan fees and charges. 

Let me repeat a point I made earlier in the testimony. I want to assure you that 
the changes we are proposing will not impose any additional budgetary cost. We are 
proposing to manage the Fund in a financially prudent way, beginning with the 
change in FHA pricing to match premiums with risk. This will avoid FHA being ex-
posed to excessive risk, as it is today, because some borrowers who use FHA are 
under-charged for their risk to the Fund while those who are overcharged are flee-
ing from the program. Of course, we will continue to monitor the performance of 
our borrowers very closely, and make adjustments to underwriting policies and/or 
premiums as needed. 

I know I’ve talked a lot here today, but I want to convey to you how passionate 
I am about the proposed changes. I believe we have an opportunity to make a dif-
ference in the lives of millions of low- and moderate-income Americans. We have a 
chance to bring FHA back into business, to restore the FHA product to its tradi-
tional market position. To all those families who can buy a home with prime conven-
tional financing, I say, ‘‘Go for it!’’ They’re fortunate and they should take full ad-
vantage of that product. But for those who can’t, FHA needs to be a viable option. 
And when people ask me why we are proposing these changes, I tell them these 
exact words: ‘‘Families need a safe deal, at a fair price. Families need a way to take 
part in the American Dream without putting themselves at risk. Families need 
FHA.’’ 

I want to thank you again for providing me the opportunity to testify here today 
on modernizing the Federal Housing Administration. I look forward to working with 
all of you to make these necessary reforms a reality. 

Senator MURRAY. Thank you very much. Mr. Donohue. 

STATEMENT OF HON. KENNETH M. DONOHUE 

Mr. DONOHUE. Chairman Murray, ranking member Bond and the 
members of the subcommittee, thank you for inviting me here to 
testify today. In January, the GAO announced the results of its 
high-risk series review. I want to commend the Department and 
FHA for the removal of its rental housing assistance and the sin-
gle-family mortgage insurance program from the high-risk list, 
which they had been on since 1994. 

This resolution, in part, is a result of ongoing dialogue between 
FHA and the OIG and is an excellent example of good government 
and positive change. 

I come to you today with a note of warning for the FHA. There 
have been a lot of articles lately comparing the fall of the subprime 
lending market to that of the failed savings and loan institutions 
of the 1980’s. I spent 7 years of the Resolution Trust Corporation 
uncovering the fraud and abuse among directors of failed savings 
and loans. I have seen first hand the damaging results of an un-
regulated and solely profit driven industry, results that ultimately 
cost the American taxpayer billions of dollars. 

Whether we are just starting to see the tip of the iceberg today 
or actually seeing the iceberg in the subprime lending market re-
mains to be seen. But unlike the savings and loan crisis, it will 
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have a social impact as many honest, hardworking individuals may 
lose their homes. The mortgage industry has said they have in-
creased home ownership, however, at what cost to the American 
people? 

Relaxed underwriting practices instituted by unscrupulous 
subprime lenders, the usage of riskier products, like adjustable rate 
and interest only loans, coupled with appraisal fraud and lack of 
understandable disclosure of loan terms have made it easier for 
those who do not quality for prime loans to purchase homes but not 
retain them. In addition, while it might have been a splendid idea 
to help the troubled borrowers with low mitigation programs, it is 
worth remembering that the rollover non-performing loans added 
to the savings and loan mess of the 1990’s. 

With the current trend of interest rates in flux, the resulting 
payment shock and low home appreciation, due in part, to over 
building, we have seen States such as Colorado and we will prob-
ably continue to see increased delinquencies and foreclosure rates. 
Further, a number of these borrowers fell subject to additional 
hardship as predatory lenders applied aggressive sales tactics and 
outright fraud to finance the subprime loans. I am concerned as to 
whether FHA is headed in the same direction as the subprime mar-
ket with a seemingly continued deregulation and introduction of 
riskier products as part of its proposed reform. 

A chart produced by the Mortgage Bankers Association survey 
shows how closely the FHA delinquency rate follows that of the 
subprime market. We have an industry that is generally profit 
driven. However, with that should come responsibility. Unlike the 
mortgage industry, the FHA is mission driven. The FHA Single 
Family lending has experienced a market drop in insurance volume 
as subprime lending spiked and mortgage interest rates increased. 

The numbers are disconcerting. In fiscal year 2006, insurance en-
dorse was down 8 percent; new endorsements were off 17 percent 
and delinquent and default rates inched upward. History will actu-
ally reflect that FHA was spared the impact of the subprime prices 
because it did not contain these in its portfolio. 

The FHA 2008 budget submission suggests that costs will exceed 
receipts. FHA may really be left with only two choices—to request 
a credit subsidy by means of appropriations or to increase the pre-
miums to avoid a shortfall. Reform packets, which include risk 
based premiums, zero down payment loans and higher mortgage 
limits seems to be partly directed at high income housing markets 
to the possible detriment of first time homebuyers and minority 
customers. 

PREPARED STATEMENT 

I also want to stress, the proposed reform bill is silent on 
strengthening controls and enforcement action in preventing future 
fraud. As to our record, over the past 3 years, HUD/OIG has issued 
190 auto reports to the area of FHA. These are reports that identi-
fied $1.1 billion in questionable costs and funds that could be put 
to a better use. During the same time period, the HUD/OIG had 
over 1,350 indictments and $1.3 billion in court-ordered restitu-
tions. I cannot say the reform legislation is the answer and I recog-
nize that some change is necessary. There are great challenges con-
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fronting the FHA programs; nevertheless, aggressive oversight and 
enforcement is crucial to prevent a reoccurrence of what we are 
witnessing in the subprime market today and the savings and loan 
industry in the past year. Clearly, there are lessons to learn from 
the repeat of history. Thank you. 

[The statement follows:] 

PREPARED STATEMENT OF HON. KENNETH M. DONOHUE 

Chairman Murray, Ranking Member Bond, and members of the subcommittee, 
thank you for inviting me to testify today. 

BACKGROUND 

The U.S. Department of Housing and Urban Development (HUD) Inspector Gen-
eral is one of the original 12 Inspectors General authorized under the Inspector 
General Act of 1978. The Office of Inspector General (OIG) has forged a strong alli-
ance with HUD personnel in recommending ways to improve departmental oper-
ations and in prosecuting program abuses. OIG strives to make a difference in 
HUD’s performance and accountability. OIG is committed to its statutory mission 
of detecting and preventing fraud, waste, and abuse and promoting the effectiveness 
and efficiency of government operations. While organizationally located within the 
Department, OIG operates independently with separate budget authority. This inde-
pendence allows for clear and objective reporting to the Secretary and the Congress. 

The Department’s primary challenge is to find ways to improve housing and to 
expand opportunities for families seeking to improve their quality of life. HUD does 
this through a variety of housing and community development programs aimed at 
helping Americans nationwide obtain affordable housing. These programs, which in-
clude Federal Housing Administration (FHA) mortgage insurance for Single Family 
and Multifamily properties, are funded through a $30∂ billion annual budget and, 
in the case of FHA, through mortgage insurance premiums. At the end of fiscal year 
2006, FHA’s outstanding mortgage insurance portfolio was about $396 billion. 

Each year in accordance with the Reports Consolidated Act of 2000, HUD OIG 
is required to submit a statement to the Secretary with a summary assessment of 
the most serious challenges facing the Department. OIG submitted its latest assess-
ment on October 19, 2006. The Department has notably and laudably made progress 
in its efforts to correct its serious challenges. However, continued progression in the 
integration of FHA’s financial management systems, and strengthening of lender ac-
countability and enforcement against program abusers is still needed. 

FHA is the largest mortgage insurer in the world, providing coverage to over 34 
million home mortgages and 47,205 multifamily projects since 1934. FHA insurance 
protects HUD-approved lenders against losses should a homeowner or project owner 
default on their mortgage loans. FHA insures a wide spectrum of loans. Its single 
family programs include insuring mortgage loans to purchase new or existing 
homes, condominiums, manufactured housing, houses needing rehabilitation, as well 
as reverse equity mortgages to elderly homeowners. Its multifamily programs pro-
vide mortgage insurance to facilitate the construction, substantial rehabilitation, 
purchase and refinancing of multifamily housing projects and healthcare facilities. 

On January 31, 2007, the Government Accountability Office (GAO) announced the 
results of its biennial ‘‘high-risk’’ series review. We commend the Department for 
the removal of its rental housing assistance and the single family mortgage insur-
ance programs, which have been on GAO’s risk list since 1994. 

THE CHALLENGE 

Chairman, ranking member, and members of the subcommittee, you have prob-
ably read or seen a number of articles of late comparing the fall of the subprime 
lending market to that of the failed savings and loan institutions of the 1980’s. I 
spent 7 years at the Resolution Trust Corporation as Assistant Director for Inves-
tigations, uncovering the fraud and abuse among directors of the failed savings and 
loan institutions. I have seen first hand the damaging results of a solely profit-driv-
en industry, which ultimately cost the American taxpayer billions of dollars. 

Whether we are just starting to see the ‘‘tip of the iceberg’’ today or are actually 
seeing the iceberg in the subprime lending market remains to be seen, but like the 
savings and loan crisis, it will not only have a financial impact but a social impact 
as many honest, hard working individuals may lose their homes. The mortgage in-
dustry has said they have increased homeownership; however, at what cost to the 
American people? 
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The Senate Committee on Banking, Housing and Urban Affairs recently held a 
hearing on subprime lending. The testimony included estimates that as many as 2.2 
million families may lose their homes to foreclosure—foreclosures that were often 
predictable or avoidable through responsible lending. We see this today in the State 
of Colorado, where it is estimated that two out of every five home loans is a 
subprime loan. Colorado has not only ranked among the top States for mortgage 
fraud during the last 2 years, but has held the highest foreclosure rate in the Na-
tion for most of 2006. 

Relaxed underwriting practices instituted by unscrupulous subprime lenders, the 
usage of ‘‘riskier’’ products (e.g., adjustable-rate and interest-only loans)—coupled 
with appraisal fraud—and lack of understandable disclosure of loan terms have 
made it easier for those who do not qualify for prime loans to purchase homes but 
not retain them. With the current trend of rising interest rates and the resulting 
payment shock, and low home appreciation—due in part to overbuilding that we 
have seen in States, such as Colorado—we will probably continue to see increasing 
delinquency and foreclosure rates. Further, a number of these borrowers may fall 
subject to additional hardship as their subprime loans are refinanced by predatory 
lenders who apply aggressive sales tactics and outright fraud. 

I am concerned as to whether FHA is headed in the same direction as the 
subprime market with its seemingly continued de-regulation and introduction of 
‘‘riskier’’ products as part of its proposed reform. A chart produced by the Mortgage 
Bankers Association National Delinquency Survey shows how closely the FHA delin-
quency rate—as a loan type—follows that of the subprime market. To further illus-
trate in the third quarter of 2006, delinquencies for subprime past due loans were 
at 12.56 percent (up 7 percent from the second quarter of 2006 and up 17 percent 
from the third quarter in 2005), while total delinquencies for all past due loans were 
at 4.67 percent. Ninety-day delinquencies for subprime loans stood at 2.96 percent, 
while all other loans were at 0.94 percent. Foreclosure starts for subprime loans was 
at 1.82 percent, while for all other loans only 0.46 percent began foreclosure in the 
third quarter of 2006. 

We have an industry that is generally profit-driven, and primarily concerned with 
the bottom line; however, with that should come responsibility. Unlike the mortgage 
industry that is primarily profit driven, the FHA is mission driven. 

FHA RISK 

FHA single family lending has experienced a marked drop in insurance volume, 
as subprime lending spiked and mortgage interest rates increased. The numbers are 
disconcerting: in fiscal year 2006 insurance in force (active mortgages) was down 8 
percent, new endorsements were off 17 percent, and delinquency and default rates 
inched upward. Does this scenario mean FHA faces a financial crisis? Not based on 
the recent actuarial findings that estimate a capital ratio of 6.82 percent for the Mu-
tual Mortgage Insurance (MMI) fund that well exceeds the 2 percent capital ratio 
mandated by the 1990 Cranston-Gonzalez National Affordable Housing Act. FHA 
actuaries found the MMI fund to be adequately capitalized to defray expected claims 
cost over the next decade including losses from the hard hit Gulf coast region, which 
is estimated at $613 million. Revenue shortfalls from insurance premiums were pre-
dicted, but they were offset by expected interest income from Treasury investments. 

FHA’s fiscal year 2008 budget submission casts a somewhat different light as it 
concerns the risk of the MMI fund. It states: ‘‘Because of adverse loan performance 
and improved estimation techniques, the base line credit subsidy rate for FHA’s sin-
gle family program—assuming no programmatic changes—is positive, meaning that 
total costs exceed receipts on a present value basis, and therefore would require ap-
propriations of credit subsidy budget authority to continue operation. The 2008 
baseline includes no budget authority to cover these costs and assumes FHA would 
use its existing authorities to increase premiums to avoid the need for credit subsidy 
appropriations. Under the Budget’s proposals, FHA will be able to set premiums 
that are based on risk and are sufficient to avoid the need for credit subsidy appro-
priations.’’ (emphasis added) 

Simply, FHA may be really left with only two choices, to request a credit subsidy 
by means of appropriations or increase its premiums to avoid an estimated shortfall 
of $143 million in fiscal year 2008. One FHA response to this impending predica-
ment is through the passage of ‘‘The Expanding American Homeownership Act.’’ In 
his June 20, 2006 testimony, the FHA Commissioner stated, ‘‘. . . the FHA bill pro-
poses changes that will strengthen FHA’s financial position, improving FHA’s ability 
to mitigate and compensate risk. The proposed changes would permit FHA to oper-
ate like every other insurance company in the Nation, pricing its products commen-
surate with the risk, as opposed to having some clients pay too much and some too 
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little.’’ Regardless of whether the FHA reforms are enacted, as FHA takes on more 
risk—as has been the trend in recent years—we believe premiums will also need 
to increase or Congress may have to subsidize the program. 

Moreover, I remain somewhat concerned over the proposed modernization of FHA 
and whether the reforms will provide a panacea to its ‘‘loss of market’’ woes and 
ensure the future solvency of the MMI fund. The reform package—which includes 
risk-based premiums, zero-downpayment loans, and higher mortgage limits—seems 
to be partially directed at expanding FHA’s reach to the higher income housing mar-
ket to the possible impact on its traditional first-time homebuyer and minority cus-
tomers. These reform package proposals merit further discussions, including the fol-
lowing: 
Risk-Based Premiums 

Moving to a mixed price premium structure: (1) could by its very complexity re-
quire increased budget authority to make FHA system modifications and impose 
new administrative/cost burdens on originating and servicing lenders; and (2) poten-
tially expose the FHA Single Family insurance program to fair housing questions 
and accusations of ‘‘red-lining’’ unless the decision matrix for pricing is unquestion-
able. 

FHA customers traditionally have been first-time homebuyers and minorities, 
some with incomplete or flawed credit histories and marginal reserves to avoid de-
fault when facing financial stress. FHA reform will require these higher risk bor-
rowers to pay higher premiums. Risk-based pricing, therefore, may increase the 
mortgage carrying costs of FHA borrowers that are the least able to afford them. 
Zero Down Payment 

As the actuaries have pointed out, FHA is currently experiencing higher default 
and claim rates on seller-funded nonprofit down payment assisted loans, which are 
effectively zero down payment loans (100 percent loan-to-value). GAO reported in 
2005 the probability of such loans resulting in an insurance claim was 76 percent 
higher than comparable loans without such assistance. It is reasonable to conclude 
that zero down payment loans would represent a comparable insurance risk. Addi-
tionally, in light of current congressional and GSE (Freddie Mac and Fannie Mae) 
concerns over the growth of subprime lending and growing default rates, FHA 
should be wary of inviting future claim risks by insuring 100 percent and greater 
(after financing closing costs and insurance premiums) loan-to-value loans. 
Higher Mortgage Limits 

FHA should determine mortgage loan limits consistent with its mission to serve 
underserved borrowers and communities, particularly first-time homebuyers and mi-
norities. Raising the loan limits to GSE conforming maximums may serve to attract 
borrowers who have access to conventional financing, and do not need a government 
program to acquire homeownership. 

Raising FHA area loan limits, especially the high-cost area ones, will not nec-
essarily help low- and moderate-income families become homeowners. In some mar-
kets, raising the base limit would mean that FHA would insure homes well above 
the median house price statewide, further distancing FHA from its mission, and po-
tentially exposing the MMI fund to increased risk from regional economic 
downturns. If the limits for 2–4 unit properties are also included, FHA will be as-
suming even greater financial risk on what are essentially investment properties. 

Unless there is evidence to show otherwise—the reforms may actually increase 
the mortgage burden of the qualified, but less creditworthy borrowers and reward 
those with greater financial stability. And one could argue that FHA appears to be 
strategizing to capture some share of the prime market and borrowers already 
served by conventional lending. 

Moreover, the proposed reform is silent on strengthening controls and enforce-
ment actions and preventing future fraud. As we have seen over the last 2 years, 
FHA has made changes to its operations, which in some instances has included de- 
regulation—without seemingly proper risk analysis—out of concern over retaining 
market share. However, there has been some change; most notably the Deputy Sec-
retary recently supported our recommendation that Housing (FHA) rescind the 
issuance of Mortgagee Letter 2005–23, which removed the ‘‘. . . six-month payment 
history requirement for loans submitted late for endorsement.’’ Our audit found that 
loans with an unacceptable payment history—within the prior 6 months to submis-
sion—were at least 3.5 times higher risk of claims to the MMI fund. 

The OIG recognizes that there is an important call for action to avoid the need 
for the Congress to subsidize the program; however, the introduction of ‘‘riskier’’ 
products through reform must be balanced with more effective program fraud con-
trols to mitigate future insurance losses and ensure oversight of lenders that violate 
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established requirements. For example, our recent audit of the single family mort-
gage insurance claim process determined that, prior to paying billions of dollars in 
single family insurance claims, FHA did not independently ascertain whether loans 
insured under the MMI fund met program requirements. Housing disagreed with 
our recommendations which included FHA establishing a risk-based post claim re-
view process and seeking recovery or adequate support for final HUD costs for 44 
unsupported claims identified in our sample totaling over $1.3 million in losses. 

The private sector has pointed to one remedy to reduce fraud in mortgage loan 
programs. Mortgage bankers are beginning to use predictive models that screen loan 
applications for fraud at pre-funding. FHA needs to move beyond post endorsement 
monitoring and embrace this new technology through policy and programmatic 
changes, as part of FHA reform. 

Lastly, the actuaries did not evaluate MMI fund solvency, assuming the proposed 
FHA reform became law. It would seem prudent for FHA to have its actuaries pre-
pare another study to reflect likely performance scenarios before introducing the re-
forms to the mortgage market. 

In spite of these differences, we are encouraged to work collectively with FHA. In 
2006, the Mortgage Bankers hosted a fraud symposium, which we attended and 
were an active participant. We hope such collaboration can serve as a model for all 
our future cooperative efforts including those with the FHA. 

CONTINUING OIG AREAS OF CONCERN 

Even though the Department has notably made progress in its efforts to correct 
its serious challenges—supported by recent removal from GAO’s high-risk list—as 
GAO cautions, HUD needs to manage new risks and accurately estimate the costs 
of program changes. The following are continuing areas of concern that we have 
identified through our audit and investigative efforts over the FHA single family 
and multifamily insurance programs. 
Down Payment Assistance 

Until recently, HUD has not been responsive to the universal concern that seller- 
funded nonprofit down payment assistance providers inflate real estate prices and 
increase the risk of default. OIG’s concerns with down payment assistance from sell-
er-funded nonprofits have been long-standing and are consistent with concerns 
raised by others. The FHA was not responsive to our concerns and that of the GAO 
until the Internal Revenue Service issued a revenue ruling making it clear that sell-
er funded down payment assistance providers are not charities as they do not meet 
the requirements of 26 U.S.C. § 501(c)(3). This ruling enabled us to convince the De-
partment to compel FHA to issue a rule that will establish specific standards re-
garding borrower investments in a mortgage property when a gift is provided by a 
nonprofit organization. 

The Department has committed to a schedule that will result in a final rule being 
issued next summer. However, it is important to note that until this rule is issued, 
the status quo remains the same and nonprofit down payment assisted loans will 
continue to have a negative impact on the economic value of the MMI fund. 
Loan Case Binder Access 

FHA has adopted an ill-advised policy that permits those with the potential to 
perpetrate fraud upon the insurance fund to maintain the original records/certifi-
cations associated with their fraud. Through the issuance of Mortgage Letter 2005– 
36, the Lender Insurance (LI) Program enables certain FHA-approved Direct En-
dorsement lenders to endorse FHA loans without a pre-endorsement review and 
generally relieves LI lenders from the responsibility of submitting loan originations 
case binders to FHA. 

We expressed our concerns over the various LI Program provisions that may ad-
versely impact the ability to investigate and prosecute fraud perpetrated upon FHA. 
Also, we obtained a letter of opposition from the FBI, alerted OMB to the issuance 
of the mortgagee letter, apprised Senate and House oversight staff, and gained sup-
port of the Office of General Counsel (OGC). In spite of the best efforts of many, 
FHA implemented the program; with assurances to the OGC and us that it would 
collaborate with interested parties to make technical corrections once the program 
was implemented. More than 1 year later, FHA has yet to schedule the first meeting 
to discuss needed technical corrections. 
Single Family Fraud 

In my experience, over 99 percent of people are honest, while less than 1 percent 
is intent on defrauding others. Their impact can be, however, quite detrimental. Or-
ganized groups or individuals driven by the bottom line are defrauding consumers 
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and FHA, at the same time that FHA is seemingly pursuing a policy of de-regula-
tion. We continue to compile evidence through our audit and investigative activities 
of organized groups and individuals who conspire to take advantage of first-time 
homebuyers and minority customers. These groups and individuals conspire, with 
or without the borrowers’ knowledge, to provide materially false applications, docu-
ments and statements to obscure information that would otherwise demonstrate 
that borrowers do not qualify for the loans they seek or that the property in ques-
tion does not meet FHA insurance guidelines. 

OIG is also seeing a trend with organized groups in some parts of the country 
recruiting illegal aliens to purchase FHA-insured homes. Illegal aliens are not quali-
fied to purchase FHA-insured homes due to their immigration status. As a result, 
this group is often preyed upon by unscrupulous mortgage professionals who assist 
illegal aliens in obtaining fraudulent and stolen social security numbers, tax docu-
ments, and employment documents. All too frequently these borrowers soon realize 
that they are unable to bear the periodic costs associated with homeownership and 
default on their loan. In turn, these ever increasing defaults degrade entire commu-
nities where the organized groups target their efforts. As a result of FHA’s contin-
ued pattern of de-regulation or inconsistent enforcement of established regulations, 
single family loans remain vulnerable to fraud. 

Multifamily Fraud 
FHA does not have adequate controls to prohibit equity skimming in nursing 

homes. In consideration for endorsement for insurance by FHA, prospective nursing 
home mortgagor/owners are required to execute a regulatory agreement. The regu-
latory agreement is FHA’s chief vehicle to protect its financial and programmatic 
interests in the mortgaged property. Typically, the mortgagor/owner does not ‘‘oper-
ate’’ the nursing home and leases the property to a lessee/operator that executes a 
separate and less comprehensive regulatory agreement. Numerous OIG audits have 
determined that FHA does not have adequate controls in place to ensure program 
objectives are accomplished. 

Among the significant control weaknesses identified by the OIG is that the regu-
latory agreement used for the lessee/operator-managed nursing homes lacks certain 
requirements contained in the regulatory agreement applicable to mortgagor/owner- 
managed nursing homes. The regulatory agreement used for lessee/operator-man-
aged nursing homes does not preclude the lessee/operator from diverting all or any 
portion of the income generated by the property to non-property purposes to the det-
riment of the elderly tenants, and HUD who is subject to the payment of an insur-
ance claim to the lender due to the mortgagor/owner’s default on the FHA-insured 
loan. 

Gulf Coast 
Congress estimates that damage to residential structures will range from $17 to 

$33 billion. In the Presidentially Declared Disaster Areas, HUD’s FHA single family 
insurance fund insured more than 328,000 mortgages having an unpaid principal 
balance of $23 billion. FHA’s multifamily program in the Presidentially Declared 
Disaster Areas insured 528 projects with an amortized principal balance of $3 bil-
lion. Of these, 112 or 21 percent sustained more than minor damage, resulting in 
significant potential losses. Further, the actuaries have estimated the expected 
claim losses caused by the hurricanes to be $613 million. 

The devastation caused by Hurricanes Katrina and Rita, and more importantly 
the unprecedented volume of Federal assistance provided in reaction to the hurri-
canes, has created an environment ripe for fraud. OIG will continue to focus, to the 
greatest extent possible, on the ultimate disposition and accountability of these 
funds. 

THE RECORD 

Pursuant to goal number 1 of HUD–OIG’s Strategic Plan, to help HUD resolve 
its major management challenges by being a relevant and problem-solving advisor 
to the Department, we continue to focus our audit and investigative efforts on FHA 
to include both single family and multifamily insurance programs. Over the past 3 
years, HUD OIG has issued 190 audit reports in the area of FHA. These FHA-re-
lated audit reports identified over $1.1 billion in questioned costs and funds that 
could be put to better use. During the same time period, the HUD OIG had 1,078 
cases opened. The following are examples of our audit and investigative activities. 
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Office of Audit 

Single Family 
We audited a San Antonio, Texas financial firm because of an unusually high 

ratio of defaults. We found that 47 percent of its defaults involved one seller, who 
owned 50 percent of the lender. OIG reviewed 51 of the defaulted loans that in-
volved the seller. The lender approved mortgages on overvalued properties because 
the lender allowed an identity-of-interest seller to add ineligible and unsupported 
construction costs and inadequately reviewed the appraisals. Also, the lender did 
not adequately document analyses of borrowers’ credit. Further, the lender’s proc-
essing had technical difficulties. Consequently, HUD and the borrowers unneces-
sarily incurred increased risks through higher insurance exposure and higher mort-
gage payments as evidenced by the borrowers defaulting on their mortgages. 

HUD OIG audited a Miamisburg, Ohio lender approved to originate, underwrite, 
and submit insurance endorsement requests under HUD’s single family direct en-
dorsement program. We selected it for audit because of its high late endorsement 
rate. This lender submitted 2,071 late requests for endorsement out of 68,730 loans 
tested. The loans were either delinquent or otherwise did not meet HUD’s require-
ment of six consecutive timely payments after delinquency but before submission to 
HUD. It also incorrectly certified that both the mortgage and escrow accounts for 
133 loans and the escrow account for taxes, hazard insurance premiums, and mort-
gage insurance premiums for 497 loans were current. 

HUD OIG audited a Phoenix, Arizona mortgage company’s insured loan origina-
tions due to high default and claim rates. It did not originate the 19 loans reviewed 
in compliance with HUD requirements or prudent lending practices. All 19 loans in-
volved origination deficiencies that should have precluded their approval, including 
false employment data, overstated income, understated liabilities, unacceptable 
credit histories, improper treatment of downpayment gifts and/or interest rate 
buydowns resulting in over insured mortgages, inaccurate or excessive qualifying ra-
tios without compensating factors, and borrower overcharges for unsupported or 
unallowed fees. As a result, it placed HUD’s single family insurance fund at risk 
for 19 unacceptable loans with original mortgages totaling more than $2.5 million, 
and borrowers were overcharged $9,400. HUD remains at risk and/or has incurred 
losses totaling more than $1.2 million related to 15 of the 19 loans. 

Multifamily 
HUD OIG audited six housing projects in Los Angeles, California, to assess HUD’s 

concerns over inappropriate disbursements and determine whether the projects were 
administered in compliance with HUD requirements. The owner and identity-of-in-
terest management agent used project funds to pay more than $2.6 million in ineli-
gible and unsupported costs, including excessive and unreasonable charges by an 
identity-of-interest maintenance contractor, excessive charges for the management 
agent’s president, unsupported rent charges and capital improvement expenses for 
the management agent’s office, and ineligible ownership expenses. OIG anticipates 
similar additional questionable costs continued after the end of the audit period that 
could cost the projects another $457,000. OIG’s building inspections identified more 
than 240 health or safety violations, which resulted in more than $561,000 in hous-
ing assistance payments for units and buildings that were not decent, safe, and san-
itary. In addition, the owner and identity-of-interest management agent did not ef-
fectively manage the projects, to include not accurately calculating, reporting, and 
resolving more than $655,000 in project liabilities. 

In Bethany, Oklahoma we audited a HUD-insured nursing home to determine 
whether it complied with the regulatory agreement and HUD requirements when 
disbursing project funds. We found its officials used $2.3 million for ineligible costs, 
such as loan repayments and late fees, and could not support $4.5 million in ex-
penditures. Further, these officials did not provide documentation to support the use 
of revenue amounting to nearly $12 million. This ultimately resulted in mortgage 
default and closure of the nursing home. 

We completed an audit of a rehabilitation center in Carmichael, California. We 
found that the owner incorporated the project in its petition for bankruptcy and 
then defaulted on the project’s mortgage. In addition, the owner disbursed $3.7 mil-
lion in project funds through ineligible cash distributions and expenses. These ac-
tivities resulted in increased risk to HUD, the assignment of the mortgage note to 
HUD, and HUD’s resulting loss of $323,000 on the sale of the note. 
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Office of Investigation 
Single Family 

Seven Charlotte, NC residents were indicted by a Federal grand jury on 66 counts 
alleging conspiracy, wire fraud, bank fraud, making false statements and entries, 
and money laundering. The Defendants owned and operated a mortgage brokerage 
corporation. The scheme entailed defrauding HUD and the Government National 
Mortgage Association (GNMA) whose mission is to support affordable home owner-
ship in America by providing an efficient government secondary market vehicle to 
link the capital and Federal housing markets. A bundle of loans, usually totaling 
$1 million, is packaged by a lender and sold to investors as a pool for which it is 
required that an actual existing dwelling is constructed and that a homeowner is 
submitting monthly mortgage payments. GNMA is the final guarantor of the loan 
pools and mortgage-backed securities and will fully reimburse the investors should 
the need arise. 

The Defendants are alleged to have devised and executed an elaborate mortgage 
fraud scheme to generate over 100 loans that were purported to be FHA-insured 
loans on nonexistent properties that were ultimately resold to investors in mortgage 
pools backed by GNMA, as well as the Federal National Mortgage Association 
(FNMA). GNMA was required to make the investors whole when the fraud was dis-
covered. The defendants would recruit strawbuyers to secure fraudulent FHA-in-
sured home loans through a builder and these loans, in most cases, were secured 
by properties that were vacant lots or for homes belonging to legitimate home-
owners. The Defendants allegedly received the loan proceeds and used the money 
for their personal benefit and to advance the fraud scheme. 

As a result of the fraud, the Defendants obtained more than $5 million from 
FNMA and more than $26 million from GNMA. The investigation was initiated 
based on GNMA having discovered irregularities during an audit of the builder. The 
GNMA losses are based on the cost to repurchase each fraudulent loan from GNMA 
investors. The defendants also fraudulently obtained a $5 million line of credit with 
a banking and trust company by submitting straw mortgages and false documents. 
This investigation has resulted in the seizure of assets worth $8 million. 

OIG investigated a large mortgage company in Detroit, Michigan and confirmed 
that it submitted to FHA as many as 28,000 loans with underwriter’s certifications 
purportedly signed by one of two FHA-approved underwriters. In actuality, however, 
these loans had been underwritten by other staff, who had not received FHA-ap-
proval and who merely signed the FHA-approved underwriters’ names on the certifi-
cations. OIG referred the matter to the United States Attorney’s Office for the East-
ern District of Michigan, which entered into a civil settlement valued at in excess 
of $40 million. This figure covered FHA’s experienced and forecast losses on the 
loans, and included a penalty. 

Four defendants were charged in a scheme in Colorado for assisting unqualified 
and undocumented immigrants in obtaining more than 300 FHA-insured loans val-
ued in excess of $61 million. As a result of foreclosures, HUD realized losses of $2.3 
million. 

Multifamily 
The owner of a mortgage company and four HUD-insured nursing homes located 

in Rhode Island and the administrator of the nursing homes, and others, illegally 
diverted income or funds from the nursing homes to themselves or identity-of-inter-
est companies authorizing payments for unwarranted services while the properties 
were in a non-surplus-cash position, a violation of their HUD regulatory agreement. 
As a result of their actions, HUD realized a loss of $14 million when the owner de-
faulted on the HUD-insured mortgages for 2 of the nursing homes. For the remain-
ing 2 nursing homes, HUD continues litigation over the $13 million insurance pay-
ment of one nursing home and continues operations of the other—which is listed 
for sale—with a $9.7 million FHA-insured mortgage. In addition, the portfolio con-
tains approximately 57 FHA-insured loans estimated at $314.3 million, all of which 
are considered at risk. 

CONTINUED SUPPORT 

We continue to support the Department and FHA’s mission and will also continue 
to increase our efforts to ensure the administrative health and vitality of HUD’s pro-
grams and activities. I know that with the hard work of staff, we will persist in a 
pattern of improved oversight and enforcement and I look forward to working with 
the Department to come up with common and workable solutions. I would like to 
mention the notable remarks made by the Secretary in recent testimony on March 
1, 2007, that borrowers should be paying a portion of the downpayment when ob-
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taining an FHA-insured loan. As we know, without a financial stake in a home, bor-
rowers have less incentive to be responsible homeowners making it easier to default 
and walk away. 

That is where HUD comes in, to ensure Americans are given the opportunity to 
obtain and retain affordable housing. However, this cannot be driven solely by the 
Federal Government, but must also be done through a collective effort that com-
bines the expertise of the housing industry of both the public and private sector. 

I cannot say that the reform legislation is the answer and I recognize that some 
change is necessary. There are great challenges confronting FHA programs. Never-
theless, aggressive oversight and enforcement is crucial to prevent a recurrence of 
what we are witnessing in the subprime market today and the savings and loan in-
dustry in years past. Clearly, there are lessons learned from repeats of history. 

CONCLUSION 

That concludes my testimony and I thank the subcommittee for holding this hear-
ing and I look forward to answering questions that members may have. 

Senator MURRAY. Mr. Shear. 

STATEMENT OF WILLIAM B. SHEAR 

Mr. SHEAR. Thank you. Madam Chairman, Senator Bond and 
members of the subcommittee, it is a pleasure to be here this 
morning to share information and perspectives as the committee 
examines issues concerning the financial performance of FHA. 

Although the program currently operates with a negative sub-
sidy, the risks FHA faces in today’s mortgage market are growing. 
Because of the worsening performance of the mortgages it insures, 
FHA has estimated that the program would require a positive sub-
sidy—that is, an appropriation of budget authority—in fiscal year 
2008 if no program changes were made. 

To help FHA adapt to market changes, HUD has proposed a 
number of changes to the National Housing Act that would provide 
FHA flexibilities. A major theme of our testimony today is that 
whether under its existing authority or using any additional flexi-
bility that Congress may grant, FHA’s ability to manage both risk 
and program changes will affect the financial performance of the 
insurance program. 

Our testimony discusses four reports that we have issued since 
2005, plus some related information from ongoing work we’re con-
ducting at the request of Senators Allard and Shelby. 

In summary, our work identified a number of weaknesses in 
FHA’s ability to estimate and manage risk that may affect the fi-
nancial performance of the insurance program. 

First, FHA has not developed sufficient standards and controls to 
manage risks associated with a substantial proportion of loans with 
down payment assistance, including assistance from nonprofit orga-
nizations funded by home sellers. According to FHA, high claim 
and loss rates for loans with such assistance were major reasons 
for the estimated positive subsidy cost for fiscal year 2008, absent 
any program changes. 

Second, FHA has not consistently implemented practices, such as 
stricter underwriting or piloting used by other mortgage institu-
tions to help manage the risks associated with new product offer-
ings. Although FHA has indicated that it would impose stricter un-
derwriting standards for a no-down-payment mortgage if the legis-
lative changes were enacted, it does not plan to pilot the product. 
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Third, the way that FHA developed its mortgage scorecard, while 
generally reasonable, limits how effectively it assesses the default 
risk of borrowers. With increased competition from conventional 
mortgage providers, limitations in its scorecard could cause FHA to 
insure mortgages that are relatively more risky. Our ongoing work 
indicates that FHA plans to use the scorecard to help set insurance 
premiums if legislative changes are enacted. Accordingly, any limi-
tations in the scorecard’s ability to predict defaults could result in 
FHA mispricing its products. 

Fourth, although FHA has improved its ability to estimate the 
subsidy costs for its single-family insurance program, it generally 
has underestimated these costs. Increases in the expected level of 
claims were a major cause of a particularly large re-estimate that 
FHA submitted as of the end of fiscal year 2003. 

We have made several recommendations in our recent reports, 
including that FHA: (1) incorporate the risk posed by down pay-
ment assistance into its scorecard; (2) study and report on the im-
pact of variables not in its loan performance models that have been 
found to influence credit risk; and (3) consider piloting new prod-
ucts. 

PREPARED STATEMENT 

FHA has taken actions in response to our recommendations, but 
continued focus on risk management will be necessary for FHA to 
operate in a financially sound manner in the face of market and 
program changes. 

Madam Chairman, I would be happy to answer any questions at 
this time. 

[The statement follows:] 

PREPARED STATEMENT OF WILLIAM B. SHEAR 

Madam Chairman and members of the subcommittee, I am pleased to have the 
opportunity to share information and perspectives with the committee as it exam-
ines issues concerning the financial performance of the Department of Housing and 
Urban Development’s (HUD) Federal Housing Administration (FHA). FHA provides 
insurance for single-family home mortgages made by private lenders. In fiscal year 
2006, it insured about 426,000 mortgages, representing $55 billion in mortgage in-
surance. According to FHA’s estimates, the insurance program currently operates 
with a negative subsidy, meaning that the present value of estimated cash inflows 
(such as borrower premiums) to FHA’s Mutual Mortgage Insurance Fund (Fund) ex-
ceeds the present value of estimated cash outflows (such as claims). 

But, the risks FHA faces in today’s mortgage market are growing. For example, 
the agency has seen increased competition from conventional mortgage and insur-
ance providers, many of which offer low- and no-down-payment products, and that 
may be better able than FHA to identify and approve relatively low-risk borrowers. 
Additionally, because of the worsening performance of the mortgages it insures, 
FHA has estimated that the program would require a positive subsidy—that is, an 
appropriation of budget authority—in fiscal year 2008 if no program changes were 
made. 

To help FHA adapt to market changes, HUD has proposed a number of changes 
to the National Housing Act that, among other things, would give FHA flexibility 
to set insurance premiums based on the credit risk of borrowers and reduce down- 
payment requirements from the current 3 percent to potentially zero. Whether 
under its existing authority or using any additional flexibility that Congress may 
grant, FHA’s ability to manage risks and program changes will affect the financial 
performance of the insurance program. 

My testimony today discusses 4 reports that we have issued since 2005 on dif-
ferent aspects of FHA’s risk management, as well as ongoing work we are con-
ducting on FHA’s proposed legislative changes and the tools and resources it would 
use to implement them, if passed. This body of work addresses a number of issues 
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1 Essentially, a cohort includes the loans insured in a given year. 

relevant to FHA’s financial performance. Specifically, I will discuss: (1) weaknesses 
in how FHA has managed the risks of loans with down-payment assistance; (2) 
practices that could be instructive for FHA in managing the risks of new mortgage 
products; (3) FHA’s development and use of a mortgage scorecard; and (4) FHA’s 
estimation of subsidy costs for its single-family insurance program. 

In conducting this work, we reviewed and analyzed information concerning the 
standards and controls FHA uses to manage the risks of loans with down-payment 
assistance; steps mortgage industry participants take to design and implement low- 
and no-down-payment mortgage products; FHA’s approach to developing its mort-
gage scorecard and the scorecard’s benefits and limitations; FHA’s estimates of pro-
gram costs and the factors underlying the agency’s cost reestimates; and FHA’s 
plans and resources for implementing its proposed legislative changes. We inter-
viewed officials from FHA, the U.S. Department of Agriculture, and U.S. Depart-
ment of Veterans Affairs; and staff at selected private mortgage providers and in-
surers, Fannie Mae, Freddie Mac, the Office of Federal Housing Enterprise Over-
sight, selected State housing finance agencies, and nonprofit down-payment assist-
ance providers. We conducted this work from January 2004 to March 2007 in ac-
cordance with generally accepted government auditing standards. 

In summary, our work identified a number of weaknesses in FHA’s ability to esti-
mate and manage risk that may affect the financial performance of the insurance 
program: 

FHA has not developed sufficient standards and controls to manage risks associ-
ated with the substantial proportion of loans with down-payment assistance. Unlike 
other mortgage industry participants, FHA does not restrict homebuyers’ use of 
down-payment assistance from nonprofit organizations that receive part of their 
funding from home sellers. However, our analysis of a national sample of FHA-in-
sured loans found that the probability of loans with this type of down-payment as-
sistance resulting in an insurance claim was 76 percent higher than comparable 
loans without such assistance. Additionally, the financial risks of these loans re-
cently have been realized in effects on the credit subsidy estimates. According to 
FHA, high claim and loss rates for loans with this type of down-payment assistance 
were major reasons why the estimated credit subsidy rate—the expected cost—for 
the single-family insurance program would be positive, or less favorable, in fiscal 
year 2008 (absent any program changes). 

Some of the practices of other mortgage institutions offer a framework that could 
help FHA manage the risks associated with new products such as no-down-payment 
mortgages. For example, mortgage institutions may limit the volume of new prod-
ucts issued—that is, pilot a product—and sometimes require stricter underwriting 
on these products. While FHA has utilized pilots or demonstrations when making 
changes to its single-family mortgage insurance, it generally has done so in response 
to a legislative requirement and not on its own initiative. Moreover, FHA officials 
have questioned the circumstances under which pilot programs were needed and 
also said that they lacked sufficient resources to appropriately manage a pilot. How-
ever, FHA officials have indicated that they would institute stricter underwriting 
standards for any no-down-payment mortgage authorized by their legislative pro-
posal. 

While generally reasonable, the way that FHA developed its mortgage scorecard— 
an automated tool that evaluates the default risk of borrowers—limits the score-
card’s effectiveness. More specifically, FHA and its contractor used variables that 
reflected borrower and loan characteristics to create the scorecard and an accepted 
modeling process to test the variables’ accuracy in predicting default. But, the data 
used to develop the scorecard were 12 years old by the time that FHA began using 
the scorecard in 2004, and the market has changed significantly since then. In addi-
tion, the scorecard does not include all the important variables that could help ex-
plain expected loan performance such as the source of the down payment. With com-
petition from conventional providers, limitations in the scorecard could cause FHA 
to insure mortgages that are relatively more risky. Our ongoing work indicates that 
FHA plans to use the scorecard to help set insurance premiums if legislative 
changes are enacted. Accordingly, any limitations in the scorecard’s ability to predict 
defaults could result in FHA mispricing its products. 

Although FHA has improved its ability to estimate the subsidy costs for its single- 
family insurance program, it generally has underestimated these costs. To meet 
Federal requirements, FHA annually reestimates subsidy costs for each loan co-
hort.1 The current reestimated subsidy costs for all except the fiscal year 1992 and 
1993 cohorts are less favorable—that is, higher—than originally estimated. In-
creases in the expected level of insurance claims—potentially stemming from 
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2 Since 1990, the National Housing Act has required an annual and independent actuarial 
analysis of the economic net worth and soundness of the Fund. 12 U.S.C. section 1711(g). 

3 These figures represent mortgages for owner-occupied homes only. 
4 Pursuant to the Federal Credit Reform Act of 1990, HUD must annually estimate the credit 

subsidy cost for its mortgage insurance programs. Credit subsidy costs are the net present value 
of estimated payments HUD makes less the estimated amounts it receives, excluding adminis-
trative costs. 

5 In fiscal year 2006, the Fund’s estimated economic value was $22 billion and the 
unamortized insurance-in-force was $323 billion. 

changes in underwriting guidelines, among other factors—were a major cause of a 
particularly large reestimate that FHA submitted as of the end of fiscal year 2003. 

On the basis of our findings from the reports I have summarized, we made several 
recommendations designed to improve FHA’s risk management. For example, to im-
prove its assessment of borrowers’ default risk, we recommended that FHA develop 
policies for updating the scorecard, incorporate the risks posed by down-payment as-
sistance into the scorecard, and explore additional uses for this tool. To more reli-
ably estimate program costs, we recommended that FHA study and report in the 
annual actuarial review of the Fund the impact of variables not in the agency’s loan 
performance models (the results of which are used in estimating and reestimating 
program costs) that have been found in other studies to influence credit risk.2 

FHA has taken actions in response to some of our findings and recommendations. 
For example, FHA has developed and begun putting in place policies for annually 
updating the scorecard and testing additional predictive variables. To more reliably 
assess program costs, an FHA contractor incorporated the source of down-payment 
assistance and borrower credit scores in recent actuarial reviews of the Fund. 

While these actions represent improvements in FHA’s risk management, sus-
tained management attention to the issues that we have identified and continued 
congressional oversight of FHA will play an important role in ensuring that FHA 
is able to expand homeownership opportunities for low- and middle-income families 
while operating in a manner that is financially sound. 

BACKGROUND 

Congress established FHA in 1934 under the National Housing Act (Public Law 
73–479) to broaden homeownership, protect lending institutions, and stimulate em-
ployment in the building industry. FHA’s single-family programs insure private 
lenders against losses (up to almost 100 percent of the loan amount) from borrower 
defaults on mortgages that meet FHA criteria. In 2005, more than three-quarters 
of the loans that FHA insured went to first-time homebuyers, and about one-third 
of these loans went to minorities. From 2001 through 2005, FHA insured about 5 
million mortgages with a total value of about $590 billion. However, FHA’s loan vol-
ume fell sharply over that period, and in 2005 FHA-insured loans accounted for 
about 5 percent of single-family home purchase mortgages, compared with about 19 
percent in 2001.3 Additionally, default rates for FHA-insured mortgages have risen 
steeply over the past several years, a period during which home prices have gen-
erally appreciated rapidly. 

FHA determines the expected cost of its insurance program, known as the credit 
subsidy cost, by estimating the program’s future performance.4 Similar to other 
agencies, FHA is required to reestimate credit subsidy costs annually to reflect ac-
tual loan performance and expected changes in estimates of future loan perform-
ance. FHA has estimated negative credit subsidies for the Fund from 1992, when 
Federal credit reform became effective, through 2007. However, FHA has estimated 
that, assuming no program changes, the loans it expects to insure in fiscal year 
2008 would require a positive subsidy, meaning that the present value of estimated 
cash inflows would be less than the present value of estimated cash outflows. The 
economic value, or net worth, of the Fund that supports FHA’s insurance depends 
on the relative size of cash outflows and inflows over time. Cash flows out of the 
Fund for payments associated with claims on defaulted loans and refunds of up- 
front premiums on prepaid mortgages. To cover these outflows, FHA receives cash 
inflows from borrowers’ insurance premiums and net proceeds from recoveries on de-
faulted loans. An independent contractor’s actuarial review of the Fund for fiscal 
year 2006 estimated that the Fund’s capital ratio—the economic value divided by 
the insurance-in-force—is 6.82 percent, well above the mandated 2 percent min-
imum.5 If the Fund were to be exhausted, the U.S. Treasury would have to cover 
lenders’ claims directly. 
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Two major trends in the conventional mortgage market have significantly affected 
FHA.6 First, in recent years, members of the conventional mortgage market (such 
as private mortgage insurers, Fannie Mae, and Freddie Mac) increasingly have been 
active in supporting low- and even no-down-payment mortgages, increasing con-
sumer choices for borrowers who may have previously chosen an FHA-insured loan. 
Second, to help assess the default risk of borrowers, particularly those with high 
loan-to-value ratios (loan amount divided by sales price or appraised value), the 
mortgage industry has increasingly used mortgage scoring and automated under-
writing systems.7 Mortgage scoring is a technology-based tool that relies on the sta-
tistical analysis of millions of previously originated mortgage loans to determine 
how key attributes such as the borrower’s credit history, property characteristics, 
and terms of the mortgage affect future loan performance. As a result of such tools, 
the mortgage industry is able to process loan applications more quickly and consist-
ently than in the past. In 2004, FHA implemented a mortgage scoring tool, called 
the FHA Technology Open to Approved Lenders (TOTAL) Scorecard, to be used in 
conjunction with existing automated underwriting systems. 

Partly in response to changes in the mortgage market, HUD has proposed legisla-
tion intended to modernize FHA. Provisions in the proposal would authorize FHA 
to change the way it sets insurance premiums and reduce down-payment require-
ments. The proposed legislation would enable FHA to depart from its current, essen-
tially flat, premium structure and charge a wider range of premiums based on indi-
vidual borrowers’ risk of default. Currently, FHA also requires homebuyers to make 
a 3 percent contribution toward the purchase of the property. HUD’s proposal would 
eliminate this contribution requirement and enable FHA to offer some borrowers a 
no-down-payment product. 

FHA HAS NOT IMPLEMENTED SUFFICIENT STANDARDS AND CONTROLS TO MANAGE 
FINANCIAL RISKS OF LOANS WITH DOWN-PAYMENT ASSISTANCE 

In our November 2005 report examining FHA’s actions to manage the new risks 
associated with the growing proportion of loans with down-payment assistance, we 
found that the agency did not implement sufficient standards and controls to man-
age the risks posed by these loans.8 Unlike other mortgage industry participants, 
FHA does not restrict homebuyers’ use of down-payment assistance from nonprofit 
organizations that receive part of their funding from home sellers. According to 
FHA, high claim and loss rates for loans with this type of down-payment assistance 
were major reasons for changing the estimated credit subsidy rate from negative to 
positive for fiscal year 2008 (in the absence of any program changes). Furthermore, 
incorporating the impact of such loans into the actuarial study of the Fund for fiscal 
year 2005 resulted in almost a $2 billion (7 percent) decrease in the Fund’s esti-
mated economic value. 
Loans With Down-Payment Assistance Are a Substantial Portion of FHA’s Portfolio 

and Pose Greater Financial Risks Than Similar Loans Without Assistance 
Homebuyers who receive FHA-insured mortgages often have limited funds and, to 

meet the 3 percent borrower investment FHA currently requires, may obtain down- 
payment assistance from a third party, such as a relative or a charitable organiza-
tion (nonprofit) that is funded by the property sellers. The proportion of FHA-in-
sured loans that are financed in part by down-payment assistance from various 
sources has increased substantially in the last few years, while the overall number 
of loans that FHA insures has fallen dramatically. Money from nonprofits funded 
by seller contributions has accounted for a growing percentage of that assistance. 
From 2000 to 2004, the total proportion of FHA-insured purchase loans that had 
a loan-to-value ratio greater than 95 percent and that also involved down-payment 
assistance, from any source, grew from 35 percent to nearly 50 percent. Approxi-
mately 6 percent of FHA-insured purchase loans in 2000 received down-payment as-
sistance from nonprofits (the large majority of which were funded by property sell-
ers), but by 2004 nonprofit assistance grew to about 30 percent. The corresponding 
percentages for 2005 and 2006 were about the same. 

We and others have found that loans with down-payment assistance do not per-
form as well as loans without down-payment assistance. We analyzed loan perform-
ance by source of down-payment assistance, using two samples of FHA-insured pur-
chase loans from 2000, 2001, and 2002—a national sample and a sample from three 
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metropolitan statistical areas (MSA) with high rates of down-payment assistance.9 
Holding other variables constant, our analysis indicated that FHA-insured loans 
with down-payment assistance had higher delinquency and claim rates than similar 
loans without such assistance. For example, we found that the probability that loans 
with nonseller-funded sources of down-payment assistance (e.g., gifts from relatives) 
would result in insurance claims was 49 percent higher in the national sample and 
45 percent higher in the MSA sample than it was for comparable loans without as-
sistance. Similarly, the probability that loans with nonprofit seller-funded down- 
payment assistance would result in insurance claims was 76 percent higher in the 
national sample and 166 percent higher in the MSA sample than it was for com-
parable loans without assistance. This difference in performance may be explained, 
in part, by the higher sales prices of comparable homes bought with seller-funded 
down-payment assistance. Our analysis indicated that FHA-insured homes bought 
with seller-funded nonprofit assistance were appraised and sold for about 2 to 3 per-
cent more than comparable homes bought without such assistance. The difference 
in performance also may be partially explained by the homebuyer having less equity 
in the transaction. 

Stricter Standards and Additional Controls Could Help FHA Manage the Risks 
Posed by Loans With Down-Payment Assistance 

FHA has implemented some standards and internal controls to manage the risks 
associated with loans with down-payment assistance, but stricter standards and ad-
ditional controls could help FHA better manage the financial risks posed by these 
loans while meeting its mission of expanding homeownership opportunities. Like 
other mortgage industry participants, FHA generally applies the same underwriting 
standards to loans with down-payment assistance that it applies to loans without 
such assistance. One important exception is that FHA, unlike others, does not limit 
the use of down-payment assistance from seller-funded nonprofits. Some mortgage 
industry participants view assistance from seller-funded nonprofits as a seller in-
ducement to the sale and, therefore, either restrict or prohibit its use. FHA has not 
treated such assistance as a seller inducement and, therefore, does not subject this 
assistance to the limits it otherwise places on contributions from sellers. 

Concerns about loans with nonprofit seller-funded down-payment assistance have 
prompted FHA and IRS to initiate steps that could curb their use. For example, 
FHA has begun drafting a proposed rule that, as described by FHA, would appear 
to prohibit down-payment assistance from seller-funded nonprofits. FHA’s legislative 
proposal could also eliminate the need for such assistance by allowing some FHA 
borrowers to make no down payments for an FHA-insured loan. Finally, in May 
2006, IRS issued a ruling stating that organizations that provide seller-funded 
down-payment assistance to home buyers do not qualify as tax-exempt charities. 
FHA permitted these organizations to provide down-payment assistance because 
they qualified as charities. Accordingly, the ruling could significantly reduce the 
number of FHA-insured loans with seller-funded down payments. However, FHA of-
ficials told us that as of March 2007, they were not aware of IRS rescinding the 
charitable status of any of these organizations. 

Our report made several recommendations designed to better manage the risks 
of loans with down-payment assistance generally, and more specifically from seller- 
funded nonprofits. Overall, we recommended that in considering the costs and bene-
fits of its policy permitting down-payment assistance, FHA also consider risk-mitiga-
tion techniques such as including down-payment assistance as a factor when under-
writing loans or more closely monitoring loans with such assistance. For down-pay-
ment assistance providers that receive funding from property sellers, we rec-
ommended that FHA take additional steps to mitigate the risks of these loans, such 
as treating such assistance as a seller contribution and, therefore, subject to existing 
limits on seller contributions. In response, FHA agreed to improve its oversight of 
down-payment assistance lending by: (1) modifying its information systems to docu-
ment assistance from seller-funded nonprofits; and, (2) more routinely monitoring 
the performance of loans with down-payment assistance. Also, as previously noted, 
HUD has initiated steps to curb and provide alternatives to seller-funded down-pay-
ment assistance. 
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PRACTICES THAT OTHER MORTGAGE INSTITUTIONS USE COULD HELP FHA MANAGE RISKS 
FROM LOW- OR NO-DOWN-PAYMENT PRODUCTS 

If Congress authorized FHA to insure mortgages with smaller or no down pay-
ments, practices that other mortgage institutions use could help FHA to design and 
manage the financial risks of these new products. In a February 2005 report, we 
identified steps that mortgage institutions take when introducing new products.10 
Specifically, mortgage institutions often utilize special requirements when intro-
ducing new products, such as requiring additional credit enhancements (mecha-
nisms for transferring risk from one party to another) or implementing stricter un-
derwriting requirements, and limiting how widely they make available a new prod-
uct. By adopting such practices, FHA could reduce the potential for higher claims 
on products whose risks may not be well understood. 
Mortgage Institutions Require Additional Credit Enhancements, Stricter Under-

writing, and Higher Premiums for Low- and No-Down-Payment Products 
Some mortgage institutions require additional credit enhancements on low- and 

no-down payment products, which generally are riskier because they have higher 
loan-to-value ratios than loans with larger down payments. For example, Fannie 
Mae and Freddie Mac mitigate the risk of low- and no-down payment products by 
requiring additional credit enhancements such as higher mortgage insurance cov-
erage. Although FHA is required to provide up to 100 percent coverage of the loans 
it insures, FHA may engage in co-insurance of its single-family loans. Under co-in-
surance, FHA could require lenders to share in the risks of insuring mortgages by 
assuming some percentage of the losses on the loans that they originated (lenders 
would generally use private mortgage insurance for risk sharing). 

Mortgage institutions also can mitigate the risk of low- and no-down-payment 
products through stricter underwriting. Institutions can do this in a number of 
ways, including requiring a higher credit score threshold for certain products, re-
quiring greater borrower reserves, or requiring more documentation of income or as-
sets from the borrower. Although the changes FHA could make are limited by statu-
tory standards, it could benefit from similar approaches. The HUD Secretary has 
latitude within statutory limitations to change underwriting requirements for new 
and existing products and has done so many times. For example, FHA expanded its 
definition of what could be included as borrower’s effective income when calculating 
payment-to-income ratios. In commenting on our February 2005 report, FHA offi-
cials told us that they were unlikely to mandate a credit score threshold or borrower 
reserve requirements for a no-down-payment product because the product was in-
tended to serve borrowers who were underserved by the conventional market, in-
cluding those who lacked credit scores and had little wealth or personal savings. 
However, in the course of our ongoing work on FHA’s legislative proposal, FHA offi-
cials indicated that they would likely set a credit score threshold for any no-down- 
payment product. 

Finally, mortgage institutions can increase fees or charge higher premiums to 
help offset the potential costs of products that are believed to have greater risk. For 
example, Fannie Mae officials stated that they would charge higher guarantee fees 
on low- and no-down payment loans if they were not able to require higher insur-
ance coverage.11 Our ongoing work indicates that FHA, if authorized to implement 
risk-based pricing, would charge higher premiums for loans with higher loan-to- 
value ratios, all other things being equal. 

We recommended that if FHA implemented a no-down-payment mortgage product 
or other new products about which the risks were not well understood, the agency 
should: (1) consider incorporating stricter underwriting criteria such as appropriate 
credit score thresholds or borrower reserve requirements; and, (2) utilize other tech-
niques for mitigating risks, including the use of credit enhancements. In response, 
FHA said it agreed that these techniques should be evaluated when considering or 
proposing a new FHA product. 
Before Fully Implementing New Products, Some Mortgage Institutions May Limit 

Availability 
Some mortgage institutions initially may offer new products on a limited basis. 

For example, Fannie Mae and Freddie Mac sometimes use pilots, or limited offer-
ings of new products, to build experience with a new product type. Fannie Mae and 
Freddie Mac also sometimes set volume limits for the percentage of their business 
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that could be low- and no-down-payment lending. FHA has utilized pilots or dem-
onstrations when making changes to its single-family mortgage insurance but gen-
erally has done so in response to legislative requirement rather than on its own ini-
tiative. For example, FHA’s Home Equity Conversion Mortgage insurance program 
started as a pilot that authorized FHA to insure 2,500 reverse mortgages.12 Addi-
tionally, some mortgage institutions may limit the origination and servicing of new 
products to their better lenders and servicers. Fannie Mae and Freddie Mac both 
reported that these were important steps in introducing a new product. 

We recommended that when FHA releases new products or makes significant 
changes to existing products, it consider similar steps to limit the initial availability 
of these products. FHA officials agreed that they could, under certain circumstances, 
envision piloting or limiting the ways in which a new product would be available, 
but pointed to the practical limitations of doing so. For example, FHA officials told 
us that administering the Home Equity Conversion Mortgage pilot program was dif-
ficult because of the challenges of equitably selecting a limited number of lenders 
and borrowers. FHA generally offers products on a national basis and, if they did 
not, specific regions of the county or lenders might question why they were not able 
to receive the same benefit. FHA officials told us they have conducted pilot pro-
grams when Congress has authorized them, but they questioned the circumstances 
under which pilot programs were needed, and also said that they lacked sufficient 
resources to appropriately manage a pilot. Consistent with these views, FHA offi-
cials told us more recently that they would not limit the initial availability of any 
products authorized by its legislative proposal. However, if FHA does not limit the 
availability of new or changed products, the agency runs the risk of facing higher 
claims from products whose risks may not be well understood. 

THE WAY FHA DEVELOPED TOTAL LIMITS THE SCORECARD’S EFFECTIVENESS IN 
ASSESSING THE DEFAULT RISK OF BORROWERS 

A primary tool that FHA uses to assess the default risk of borrowers who apply 
for FHA-insured mortgages is its TOTAL scorecard. TOTAL’s capabilities are impor-
tant, because to the extent that conventional mortgage lenders and insurers are bet-
ter able than FHA to use mortgage scoring to identify and approve relatively low- 
risk borrowers and charge fees based on default risk, FHA may face adverse selec-
tion. That is, conventional providers may approve lower-risk borrowers in FHA’s tra-
ditional market segment, leaving relatively high-risk borrowers for FHA. Accord-
ingly, the greater the effectiveness of TOTAL, the greater the likelihood that FHA 
will be able to effectively manage the risks posed by borrowers and operate in a fi-
nancially sound manner. 

In reports we issued in November 2005 and April 2006, we noted that while 
FHA’s process for developing TOTAL generally was reasonable, some of the choices 
FHA made in the development process could limit the scorecard’s effectiveness.13 
FHA and its contractor used variables that reflected borrower and loan characteris-
tics to create TOTAL, as well as an accepted modeling process to test the variables’ 
accuracy in predicting default. However, we also found that: 

The data used to develop TOTAL were 12 years old by the time FHA implemented 
the scorecard. Specifically, when FHA began developing TOTAL in 1998, the agency 
chose to use 1992 loan data, which would be old enough to provide a sufficient num-
ber of defaults that could be attributed to a borrower’s poor creditworthiness. How-
ever, FHA did not implement TOTAL until 2004 and has not subsequently updated 
the data used in the scorecard. Best practices of private-sector organizations call for 
scorecards to be based on data that are representative of the current mortgage mar-
ket—specifically, relevant data that are no more than several years old. In the past 
12 years, significant changes—growth in the use of down-payment assistance, for ex-
ample—have occurred in the mortgage market that have affected the characteristics 
of those applying for FHA-insured loans. As a result, the relationships between bor-
rower and loan characteristics and the likelihood of default also may have changed. 

TOTAL does not include certain key variables that could help explain expected 
loan performance. For example, TOTAL does not include a variable for the source 
of the down payment. However, FHA contractors, HUD’s Inspector General, and our 
work have all identified the source of a down payment as an important indicator 
of risk, and the use of down-payment assistance in the FHA program has grown 
rapidly over the last 5 years. Further, TOTAL does not include other important 
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variables—such as a variable for generally riskier adjustable rate loans—included 
in other scorecards used by private-sector entities. 

Although FHA had a contract to update TOTAL, the agency did not develop a for-
mal plan for updating TOTAL on a regular basis. Best practices in the private sec-
tor, also reflected in bank regulator guidance, call for having formal policies to en-
sure that scorecards are routinely updated. Without policies and procedures for rou-
tinely updating TOTAL, the scorecard may become less reliable and, therefore, less 
effective at predicting the likelihood of default. 

To improve TOTAL’s effectiveness, we recommended, among other things, that 
HUD develop policies and procedures for regularly updating TOTAL and more fully 
consider the risks posed by down-payment assistance when underwriting loans, such 
as including the presence and source of down-payment assistance as a loan variable 
in the scorecard. In response, FHA has developed and begun putting in place poli-
cies and procedures that call for annual: (1) monitoring of the scorecard’s ability to 
predict loan default; (2) testing of additional predictive variables to include in the 
scorecard; and, (3) updating the scorecard with recent loan performance data. 

We also recommended that HUD explore additional uses for TOTAL, including 
using it to implement risk-based pricing of mortgage insurance and to develop new 
products. These actions could enhance FHA’s ability to effectively compete in the 
mortgage market and avoid adverse selection. Our ongoing work indicates that FHA 
plans to use borrowers’ TOTAL scores to help set insurance premiums. Accordingly, 
any limitations in TOTAL’s ability to predict defaults could result in FHA 
mispricing its products. 

FHA’S CURRENT REESTIMATED SUBSIDY COSTS ARE GENERALLY LESS FAVORABLE THAN 
ITS ORIGINAL ESTIMATES 

As previously noted, FHA, like other Federal agencies, is required to reestimate 
credit subsidy costs annually to reflect actual loan performance and expected 
changes in estimates of future loan performance. In doing so, FHA reestimates sub-
sidy costs for each loan cohort. 

As we reported in September 2005, FHA’s subsidy reestimates generally have 
been less favorable (i.e., higher) than the original estimates since Federal credit re-
form became effective in 1992.14 The current reestimated subsidy costs for all except 
the fiscal year 1992 and 1993 cohorts are higher than the original estimates. For 
example, the current reestimated cost for the fiscal year 2006 cohort is about $800 
million less favorable than originally estimated. 

With respect to reestimates across cohorts, our report examined factors contrib-
uting to an unusually large $7 billion reestimate (more than twice the size of other 
recent reestimates) that FHA submitted as of the end of fiscal year 2003 for the fis-
cal year 1992 through 2003 cohorts. These factors included increases in estimated 
claims and prepayments (the payment of a loan before its maturity date). Several 
policy changes and trends may have contributed to changes in the expected claims. 
For example: 

Revised underwriting guidelines made it easier for borrowers who were more sus-
ceptible to changes in economic conditions—and therefore more likely to default on 
their mortgages—to obtain an FHA-insured loan. 

Competition from conventional mortgage providers could have resulted in FHA in-
suring more risky borrowers. 

FHA insured an increasing number of loans with down-payment assistance, which 
generally have a greater risk of default. 

FHA’s loan performance models did not include key variables that help estimate 
loan performance, such as credit scores, and as of September 2005, the source of 
down payment. 

The major factors underlying the surge in prepayment activity were declining in-
terest rates and rapid appreciation of housing prices. These trends created incen-
tives and opportunities for borrowers to refinance using conventional loans. 

To more reliably estimate program costs, we recommended that FHA study and 
report on how variables found to influence credit risk, such as payment-to-income 
ratios, credit scores, and down-payment assistance would affect the forecasting abil-
ity of its loan performance models. We also recommended that when changing the 
definitions of key variables, FHA report the impact of such changes on the models’ 
forecasting ability. In response, HUD indicated that its contractor was considering 
the specific variables that we had recommended FHA include in its annual actuarial 
review of the Fund. The contractor subsequently incorporated the source of down- 
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payment assistance in the fiscal year 2005 actuarial review and borrower credit 
scores in the fiscal year 2006 review. 

Madam Chairman, this concludes my prepared statement. I would be happy to an-
swer any questions at this time. 

Senator MURRAY. Thank you very much. Ms. Poole. 

STATEMENT OF JOANNE POOLE, COMMITTEE LIAISON, NATIONAL AS-
SOCIATION OF REALTORS 

Ms. POOLE. Good morning, Madam Chairman and Ranking Mem-
ber Bond and members of the subcommittee. I am the broker/owner 
of Poole Realty, located in Glen Burnie, Maryland. I have been a 
realtor for 21—sorry. 

I am the broker/owner of Poole Realty in Glen Burnie, Maryland 
and I have been a realtor for 21 years and I am currently part of 
the National Association of Realtors’ Enlarged Leadership Team. I 
am here today to present the views of the National Association of 
Realtors’ 1.3 million realtor members on the need to reform the 
FHA program. 

The current increase in foreclosures is troubling to all of us. 
Predatory lending, exotic mortgages and a dramatic rise in 
subprime lending, coupled with the slowing of the home price ap-
preciation, have all contributed to this crisis. 

In 1934, the Federal Housing Administration was established to 
provide consumers an alternative during a similar lending crisis. 
At that time, short term, interest only and balloon loans were prev-
alent. As conventional and subprime lenders have expanded their 
repertoire of loan products, FHA has remained stagnant. As a re-
sult, a growing number of homebuyers have turned to subprime 
and nontraditional mortgages. While subprime loans have a very 
important role for certain borrowers, there are many consumers 
who have taken out subprime loans when they would have easily 
qualified for FHA at a lower overall cost. 

More troubling are the families who have explored nontraditional 
mortgages such as interest-only and option ARMs. For some of 
these borrowers, monthly payments will become impossible as pay-
ments increase by as much as 50 percent or more when the intro-
ductory periods end or when their loan balances get larger and 
larger each month instead of smaller. 

To enhance FHA’s viability, the administration has proposed a 
number of important reforms to the FHA Single Family Insurance 
program that NAR believes will greatly benefit homebuyers by im-
proving access to FHA’s safe and affordable credit. 

As an example, the National Association of Realtors projects that 
in Washington State, where less than 6,500 homeowners used FHA 
for financing in 2005, the reforms proposed could increase the num-
ber of FHA homebuyers by more than 62 percent, saving those bor-
rowers $20.9 million over what they would have paid with a 
subprime loan. Also based on NAR’s research, we believe that in 
Missouri, the FHA borrowers would have increased by 50 percent 
for a savings of $18.1 million. 

Eliminating the statutory 3 percent minimum cash investment in 
down payment calculation will provide consumers a safe option 
away from the nontraditional products. Differing premiums based 
on the risk of the borrower, would allow FHA a balanced risk. Risk 



32 

based pricing is accepted practice in the private market; it should 
be for FHA as well. 

The administration also proposes combining all Single Family 
programs into the Mutual Mortgage Insurance fund. It simply 
makes good business sense to combine these programs. The admin-
istration also proposes increasing FHA’s loan limits, not in just 
high cost areas but nationwide. Such increases are critical to FHA 
to assist homebuyers in places like California but also areas where 
home prices exceed the current maximum of $200,160 but are not 
defined as high cost areas, such as Washington, Pennsylvania and 
Colorado. 

The universal and consistent availability of FHA loan products 
is the principle hallmark of the program that has made mortgage 
insurance available to individuals regardless of their racial, ethnic 
or social characteristics during periods of economic prosperity and 
economic depression. This will be especially important today. 

By offering access to prime rate financing, FHA provides bor-
rowers a means to achieve lower monthly payments without relying 
on interest only or optional payment schemes. FHA products are 
fairly priced without resorting to teaser rates or negative amortiza-
tion but provides safe and appropriate underwriting and loss miti-
gation programs. 

FHA’s loss mitigation program authorizes lenders to assist bor-
rowers in default. In the year 2004 alone, more than 78,000 bor-
rowers were able to retain their home through FHA’s loss mitiga-
tion program and 2 years later, nearly 90 percent of those bor-
rowers are still in their homes. 

By encouraging lenders to participate in loss mitigation efforts 
and penalizing those who don’t, FHA has successfully helped home-
owners keep their homes and reduce the level of losses to FHA 
fraud. 

PREPARED STATEMENT 

FHA is often criticized—yes. Without the reforms to the FHA 
program first time homebuyers, minorities and homebuyers with 
less than perfect credit will continue to see fewer and fewer safe, 
affordable mortgage options. The National Association of Realtors 
really believe that this is a program that needs to be revamped and 
have partnered with the Federal Housing Administration to 
produce a booklet, which I would ask be admitted into testimony, 
FHA Improvement Benefits to You and the Homeowner. 

[The information follows:] 

PREPARED STATEMENT OF JOANNE POOLE 

Madam Chairman, Ranking Member Bond, thank you for this opportunity to tes-
tify before you. My name is JoAnne Poole and I am the broker/owner of Poole Realty 
in Glen Burnie, Maryland. I have been a realtor for 21 years, and am currently part 
of NAR’s Enlarged Leadership Team, and serve as a 2007 Liaison. 

I am here to testify on behalf of 1.3 million members of the National Association 
of REALTORS®. We thank you for the opportunity to present our view on the FHA 
program and the need for reform. NAR represents a wide variety of housing indus-
try professionals committed to the development and preservation of the Nation’s 
housing stock and making it available to the widest range of potential homebuyers. 
The Association has a long tradition of support for innovative and effective Federal 
housing programs and we have worked diligently with the Congress to fashion hous-
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ing policies that ensure Federal housing programs meet their mission responsibly 
and efficiently. 

NEED FOR FHA 

The current increase in foreclosures is troubling to all of us. In 2006, 1.2 million 
families entered into foreclosure, 42 percent more than in 2005.1 Predatory lending, 
exotic mortgages and a dramatic rise in sub-prime lending—coupled with slowing 
home price appreciation—have all contributed to this crisis. 

In 1934 the Federal Housing Administration was established to provide con-
sumers an alternative during a similar lending crisis. At that time, short-term, in-
terest-only and balloon loans were prevalent. Since its inception, FHA has insured 
more than 34 million properties. However, because it hasn’t evolved, FHA’s market 
share has been dropping. In the 1990’s FHA loans were about 12 percent of the mar-
ket. Today, that rate is less than 3 percent. This statistic is unfortunate given that 
FHA is needed now as much as it was in 1934. At the same time, the sub-prime 
market has skyrocketed. In 2003, the sub-prime market share was 8.5 percent by 
2005 it was at 20 percent. In 2006, FHA/VA market share dropped 37.8 percent; 
conventional loans dropped 9.8 percent; while sub-prime loans increased another 
15.7 percent. 

When formed, FHA was a pioneer of mortgage products. FHA was the first to 
offer 30-year fixed-rate financing in a time when loans were generally for less than 
5 years. Unfortunately, FHA has not changed with the times. Where they were once 
the innovator, FHA has become the lender of last resort. As conventional and sub- 
prime lenders have expanded their repertoire of loan products, FHA has remained 
stagnant. As a result, a growing number of homebuyers are deciding to use one of 
several new types of non-traditional mortgages that let them ‘‘stretch’’ their income 
so they can qualify for a larger loan. 

Non-traditional mortgages often begin with a low introductory interest rate and 
payment—a ‘‘teaser’’—but the monthly mortgage payments are likely to increase 
significantly in the future. Some of these loans are ‘‘low documentation’’ mortgages 
that provide easier standards for qualifying, but also feature higher interest rates 
or higher fees. Mortgages such as interest-only and option ARMs can often be risky 
propositions for some borrowers. These products pose severe risk for consumers who 
may be unable to afford their mortgage payments when monthly payments increase 
by as much as 50 percent or more when the introductory periods end, or when their 
loan balances get larger each month instead of smaller. Mortgage experts estimate 
that approximately $1.5 trillion worth of adjustable mortgages will reset by the end 
of 2007.2 While some borrowers may be able to make the new higher payments, 
many will find it difficult, if not impossible. 

As the market has changed, FHA must also change to reflect consumer needs and 
demands. If FHA is enhanced to conform to today’s mortgage environment, many 
borrowers would have available to them a safer alternative to the riskier products 
that are currently marketed to them. 

FHA REFORM PROPOSALS 

To enhance FHA’s viability, the administration has proposed a number of impor-
tant reforms to the FHA single-family insurance program that NAR believes will 
greatly benefit homebuyers by improving access to FHA’s safe and affordable credit. 
By way of an example, NAR projects that in Washington State, where less than 
6,500 homeowners used FHA for financing in 2005, the reforms proposed could in-
crease the number of FHA homebuyers by more than 62 percent, saving those bor-
rowers $20.9 million over what they would pay for a sub-prime loan. 

FHA is proposing to eliminate the statutory 3 percent minimum cash investment 
and downpayment calculation, allow FHA flexibility to provide risk-based pricing, 
move the condo program into the 203(b) fund, and increase the loan limits. The Na-
tional Association of REALTORS® strongly supports these reform provisions. 

Down Payment Flexibility.—The ability to afford the downpayment and settlement 
costs associated with buying a home remains the most challenging hurdle for many 
homebuyers. Eliminating the statutory 3 percent minimum downpayment will pro-
vide FHA flexibility to offer varying downpayment terms to different borrowers. Al-
though housing remains strong in our Nation’s economy and has helped to increase 
our Nation’s homeownership rate to a record 69 percent, many deserving American 
families continue to face obstacles in their quest for the American dream of owning 
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a home. Providing flexible downpayment products for FHA will go a long way to ad-
dressing this problem. 

In 2005, 43 percent of first-time homebuyers financed 100 percent of their home. 
NAR research indicates that if FHA were allowed to offer this option, 1.6 million 
families could benefit. According to NAR’s Profile of Homebuyers, 55 percent of 
homebuyers who financed with a zero-downpayment loan in 2005, had incomes less 
than $65,000; 24 percent of those who used a zero-downpayment product were mi-
norities; and 52 percent of people who financed 100 percent of their home purchased 
homes priced at less than $150,000. It is important to note that FHA will require 
borrowers to have some cash investment in the home. This investment can be in 
the form of payment of the up-front premium or closing costs. No loan will be made 
for more than 103 percent the value of the home. 

Loan Limits.—FHA mortgages are used most often by first-time homebuyers, mi-
nority buyers, and other buyers who cannot qualify for conventional mortgages be-
cause they are unable to meet the lender’s stringent underwriting standards. De-
spite its successes as a homeownership tool, FHA is not a useful product in high 
cost areas of the country because its maximum mortgage limits have lagged far be-
hind the median home price in many communities. As a result, working families 
such as teachers, police officers and firefighters are unable to buy a home in the 
communities where they work. Even in your home State of Washington, Madam 
Chairman, the median home price exceeds FHA’s current limit of $200,160. 

This is why NAR strongly supports proposals to change the FHA loan limits. 
Under the administration’s plan, FHA’s limits for single unit homes in high cost 
areas would increase from $362,790 to the 2006 conforming loan limit of $417,000. 
In non-high cost areas, the FHA limit (floor) would increase from $200,160 to 
$271,050 for single unit homes. This increase will enhance FHA’s ability to assist 
homebuyers in areas not defined as high-cost, but where home prices still exceed 
the current maximum of $200,160. This includes States like Arizona, Colorado, Flor-
ida, Georgia, Illinois, Maine, Minnesota, Nevada, North Carolina, Ohio, Oregon, 
Pennsylvania, Utah, Vermont, and Washington. While none of these States is gen-
erally considered ‘‘high cost’’, all have median home prices higher than the current 
FHA loan limit. 

Risk-based Pricing.—Another key component of the administration’s proposal is to 
provide FHA with the ability to charge borrowers different premiums based on dif-
fering credit scores and payment histories. Risk-based pricing of the interest rate, 
fees and/or mortgage insurance is used in the conventional and sub-prime markets 
to manage risk and appropriately price products based on an individual’s financial 
circumstances. Currently, all FHA borrowers, regardless of risk, pay virtually the 
same premiums and receive the same interest rate. 

The legislation will allow FHA to differentiate premiums based on the risk of the 
product (e.g. amount of cash investment) and the credit profile of the borrower. 
These changes will enable FHA to offer all borrowers choices in the type of premium 
charged (e.g. annual, upfront or a hybrid). In addition it will permit FHA to reach 
higher risk borrowers (by charging them a premium amount commensurate with 
risk), while continuing to attract the better credit risks, by charging them less. FHA 
financing, with risk-based premium pricing, will still be a much better deal for bor-
rowers with higher risk characteristics than is currently available in the ‘‘near 
prime’’ or sub-prime markets. Risk-based pricing makes total sense to the private 
market, and should for FHA as well. 

It is also important to note that, while FHA has had the authority to charge pre-
miums up to 2.25 percent, they have not done so. FHA currently charges 1.5 per-
cent. The FHA Fund is strong and has continued to have excess revenue, so there 
has not been a need to increase the premiums. However, due to its markedly de-
creased market share, FHA may have to increase premiums on borrowers in 2007 
and in future years. Unless the program is reformed to make it more consumer- 
friendly, FHA will need to generate more revenue to cover its losses. 

Giving FHA the flexibility to charge different borrowers different premiums based 
on risk will allow FHA to increase their pool of borrowers. If FHA is also given au-
thority to provide lower downpayment mortgages, premium levels will need to re-
flect the added risk of such loans (as is done in the private market) to protect the 
FHA fund. 

Changes to the Fund Structures.—The administration also proposes to combine all 
single-family programs into the Mutual Mortgage Insurance Fund. The FHA pro-
gram has four funds with which it insures its mortgages. The Mutual Mortgage In-
surance (MMI) Fund is the principal funding account that insures traditional sec-
tion 203b single-family mortgages. The Fund receives upfront and annual premiums 
collected from borrowers as well as net proceeds from the sale of foreclosed homes. 
It is self-sufficient and has not required taxpayer bailouts. 
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The Cooperative Management Housing Insurance Fund (CMHI), which is linked 
to the MMI Fund, finances the Cooperative Housing Insurance program (section 
213) which provides mortgage insurance for cooperative housing projects of more 
than 5 units that are occupied by members of a cooperative housing corporation. 

FHA also operates Special Risk Insurance (SRI) and General Insurance (GI) 
Funds, insuring loans used for the development, construction, rehabilitation, pur-
chase, and refinancing of multifamily housing and healthcare facilities as well as 
loans for disaster victims, cooperatives and seniors housing. Currently, the FHA 
condominium loan guarantee program and 203k purchase/rehabilitation loan guar-
antee program are operated under the GI/SRI Fund. 

NAR strongly supports inclusion of the FHA condominium loan guarantee pro-
gram and the 203k purchase/rehabilitation loan guarantee program in the MMIF. 
Both of these programs provide financing for single family units and have little in 
common with multifamily and health facilitates programs covered by the SRI and 
GI funds. In recent years programs operating under the GI/SRI funds have experi-
enced disruptions and suspensions due to funding commitment limitations. Main-
taining the single family condo and purchase/rehabilitation programs under the GI/ 
SRI funds exposes these programs to possible future disruptions. Thus, from a con-
ceptual an accounting standpoint, it makes sound business sense to place all single- 
family programs under the MMIF. 

Program Enhancements.—As well as combining the 203(k) and condominium pro-
grams under the MMIF, NAR also recommends key enhancements to increase the 
programs’ appeal and viability. Specifically, NAR recommends that HUD be directed 
to restore investor participation in the 203(k) program. In blighted areas, home-
owners are often wary of the burdens associated with buying and rehabilitating a 
home themselves. However, investors are often better equipped and prepared to 
handle the responsibilities related to renovating and repairing homes. Investors can 
be very helpful in revitalizing areas where homeowners are nervous about taking 
on such a project. 

We also recommend that HUD lift the current owner-occupied requirement of 51 
percent before individual condominium units can qualify for FHA-insured mort-
gages. The policy is too restrictive because it limits sales and homeownership oppor-
tunities, particularly in market areas comprised of significant condominium develop-
ments and first-time homebuyers. In addition, the inspection requirements on con-
dominiums are burdensome. HUD has indicated that it would provide more flexi-
bility to the condo program under the MMIF. We strongly support loosening restric-
tions on FHA condo sales and 203k loans to provide more housing opportunities to 
homebuyers nationwide. 

BORROWER BENEFITS OF FHA 

The universal and consistent availability of FHA loan products is the principal 
hallmark of the program that has made mortgage insurance available to individuals 
regardless of their racial, ethnic, or social characteristics during periods of economic 
prosperity and economic depression. 

The FHA program makes it possible for higher-risk, yet credit-worthy borrowers 
to get prime financing. According to a recent Federal Reserve Bank review,3 the av-
erage credit score for sub-prime borrowers was 651. This is higher than FHA’s me-
dian credit score borrower, which demonstrates that these borrowers are likely pay-
ing more than they need to pay. By offering access to prime rate financing, FHA 
provides borrowers a means to achieve lower monthly payments—without relying to 
interest-only or ‘‘optional’’ payment schemes. FHA products are safe, thanks to ap-
propriate underwriting and loss-mitigation programs, and fairly priced without re-
sorting to teaser rates or negative amortization. 

When the housing market was in turmoil during the 1980s, FHA continued to in-
sure loans when others left the market; following 9/11, FHA devised a special loan 
forbearance program for those who temporarily lost their jobs due to the attack; 
after Hurricanes Katrina and Rita, FHA provided a foreclosure moratorium for bor-
rowers who were unable to pay their mortgages while recovering from the disaster. 
FHA’s universal availability has helped to stabilize housing markets when private 
mortgage insurance has been nonexistent or regional economies have faltered. FHA 
is the only national mortgage insurance program that provides financing to all mar-
kets at all times. Simply put, FHA has been there for borrowers. 

Now, more than ever, FHA needs to be strengthened to continue to be available 
to borrowers. In just the past few months, at least 25 sub-prime lenders have exited 
the business, declared bankruptcy, announced significant losses, or put themselves 
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up for sale.4 After making record profits, these lenders are simply bailing as the bad 
loans they made begin to fail. FHA, who is more careful with its underwriting 
standards, can be a safe alternative for buyers who have been lured into unneces-
sary sub-prime loans. 

FHA is a leader in preventing foreclosures. FHA’s loss mitigation program author-
izes lenders to assist borrowers in default. The program includes mortgage modifica-
tion and partial claim options. Mortgage modification allows borrowers to change 
the terms of their mortgage so that they can afford to stay in the home. Changes 
can include extension of the length of the mortgage or changes in the interest rate. 
Under the partial claim program, FHA lends the borrower money to cure the loan 
default. This no-interest loan is not due until the property is sold or paid off. In 
the year 2004 alone, more than 78,000 borrowers were able to retain their home 
through FHA’s loss mitigation program; and 2 years later, nearly 90 percent of 
these borrowers are still in their homes. By encouraging lenders to participate in 
these loss mitigation efforts and penalizing those who don’t, FHA has successfully 
helped homeowners keep their homes and reduced the level of losses to the FHA 
fund. 

SOLVENCY AND STRENGTH OF FHA 

Critics of the reform proposals have argued that FHA isn’t positioned to handle 
changes to the program. We respectfully disagree. Despite FHA’s falling market 
share, the FHA fund is healthy and strong. Congress has mandated that FHA have 
a capitalization ratio of 2 percent to insure fiscal solvency. In 2006, the FHA cap 
ratio was far above that figure at 6.82 percent—despite being the lender of last re-
sort in today’s marketplace. FHA’s current economic value is over $22 billion. In 
simple terms, this indicates that if the MMIF stopped operations today, the current 
portfolio would be expected to generate $22 billion dollars over the remaining life 
of the loans in the portfolio above what it would pay out in claims. Since its incep-
tion in 1934, FHA has never needed a Federal bailout, and has been completely self- 
sufficient. In fact, FHA has contributed a significant amount of money to the Fed-
eral Treasury each year. However, due to the dramatic loss in volume, FHA has es-
timated that it will need to increase premiums if reforms are not implemented that 
increase usage of FHA. 

If FHA is allowed to adjust premiums based on risk, it will operate even more 
soundly than it does today. If FHA is to thrive and fully perform its intended func-
tion, a change to risk-based pricing is necessary. Average pricing in the portion of 
the credit spectrum where FHA operates is crucial if FHA is to sustain its oper-
ations in a financially solvent manner. Absent risk-based premiums, the risk profile 
FHA borrowers can decrease, causing either an increase in the average price or an 
ultimate shortfall in the insurance fund. This is why FHA has estimated that it will 
need to increase premiums if reforms are not implemented that increase usage of 
FHA. 

FHA is often criticized for its default and foreclosure rate. That criticism is un-
warranted, as FHA’s mission is to serve people that aren’t served by the conven-
tional market, and therefore are more risky. However, FHA’s foreclosure rate is sub-
stantially better than the sub-prime market, where many FHA-eligible borrowers 
currently have loans. A recent study by the Center for Responsible Lender reported 
that ‘‘FHA and sub-prime loans have quite different foreclosure rates. For example, 
sub-prime loans originated in 2000 in our sample had a 12.9 percent foreclosure rate 
within 5 years. In contrast, . . . FHA loans originated in 2000 had a 6.29 percent 
foreclosure rate by year-end 2005.’’ 5 

When FHA has seen problems with their default rates, they have tried to remedy 
them. FHA noticed that loans which utilized a gift downpayment had a higher de-
fault rate. These gifts included seller-funded downpayment assistance. FHA at-
tempted to eliminate this program and faced legal challenges. At that time Congress 
supported downpayment gift providers, and challenged HUD’s attempt to shut them 
down. Studies done by the Government Accountability Office and others determined 
that this form of downpayment assistance in fact drove up the costs of homeowner-
ship, and generally made the loan a bigger risk. Although the IRS recently ruled 
that many seller-funded downpayment programs would lose their charitable tax sta-
tus, they have yet to change the status of any organization. To avoid further delay, 
FHA announced plans to publish a notice prohibiting gift downpayment loans from 
FHA eligibility. Such a prohibition should greatly improve FHA’s default rate. It has 
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been estimated that 29 percent of FHA borrowers in 2005 used seller-funded down-
payment assistance. 

Instead, by providing FHA the ability to offer flexible down payments, home-
owners won’t bear the increased home price costs and the loans will be safer. Allow-
ing FHA to price low downpayment loans according to risk, they would be more in 
line with the conventional market. This will greatly increase FHA’s default rate. 

Furthermore, FHA’s operations have improved dramatically in the last several 
years. In 1994, HUD was designated as ‘‘high risk’’ by the Government Account-
ability Office, a longtime critic of the Department. Last month, that designation was 
removed. GAO said that ‘‘HUD had improved its oversight of lenders and appraisers 
and issues or proposed regulations to strengthen lender accountability and combat 
predatory lending practices.’’ 6 HUD has also demonstrated their ability to estimate 
program costs and oversight for mortgage underwriting. 

CONCLUSION 

Thank you again for the opportunity to testify on this important issue. Now is 
the time when the country needs FHA. As sub-prime loans reset and real estate 
markets are no longer experiencing double digit appreciation; a reformed FHA 
would be perfectly positioned to offer borrowers a safer mortgage alternative and 
bring stability to local markets and local economies. The National Association of RE-
ALTORS® stands ready to work with the Congress on passage of FHA reform. 

ATTACHMENT 1.—FHA BROCHURE 

SHOPPING FOR A MORTGAGE? FHA IMPROVEMENTS BENEFIT YOU 

FHA Insured Mortgages 
Realtors® and FHA: Partners in Homeownership 

REALTORS® AND FHA—WORKING TOGETHER TO HELP PEOPLE FULFILL THE AMERICAN 
DREAM 

REALTORS® and the Federal Housing Administration (FHA), which is part of 
the U.S. Department of Housing and Urban Development (HUD), have been part-
ners in creating homeownership opportunities for more than 70 years. Since FHA 
was created in 1934, it has helped more than 34 million families become home-
owners, many by working with their REALTORS® to achieve their dream of home-
ownership. 

This brochure illustrates improvements in FHA programs that will benefit you. 
Many aspects of the FHA mortgage application process have been streamlined to 
make the process more user-friendly and efficient. Upon reading this brochure, you 
will see that FHA programs are a valuable asset to REALTORS®, other real estate 
professionals, and most importantly, those seeking to own a home. 

Backed by the full faith and credit of the Federal government, FHA-insured mort-
gages are one of the safest and most affordable types of mortgages available to 
homebuyers. Working together, REALTORS® and FHA help millions of families 
come home. 

WHAT IS FHA MORTGAGE INSURANCE? 

The Federal Housing Administration (FHA) insures mortgages offered by banks, 
savings associations, and other financial institutions. An FHA-insured mortgage is 
backed by the full faith and credit of the United States government. While FHA 
does not make loans, it benefits the homebuyer by providing mortgage insurance 
which encourages financial institutions to make affordable financing available. 

WHAT ARE THE BENEFITS OF AN FHA MORTGAGE? 

FHA offers low down payment options, eligibility with less than perfect credit, a 
loan at a reasonable cost, and help if there is ever trouble making the mortgage 
payment. Because an FHA mortgage insures the lender against loss, an FHA mort-
gage typically has an interest rate that is competitive with the best in your market 
and lower than the rates charged for subprime and other non-prime mortgages. 

FHA not only helps people buy a home, but helps them keep it as well. In return 
for protecting lenders against loss, FHA requires financial institutions to offer as-
sistance to borrowers experiencing difficulty making mortgage payments. 
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WHAT ABOUT ELIGIBILITY? 

In order to be eligible for an FHA-insured mortgage, a borrower must: 
—Occupy the property as the principal residence; 
—Possess a valid Social Security Number; 
—Have a two-year employment history; 

—School and military service count towards this two-year requirement. 
—Not be delinquent on any Federal debt such as a student loan or other FHA- 

insured mortgage; and 
—Meet flexible credit requirements. 

THERE ARE SEVERAL OTHER FEATURES WORTH KNOWING ABOUT AN FHA-INSURED 
MORTGAGE: 

—FHA adopted the industry appraisal standards permitting the use of the Fannie 
Mae appraisal forms with no additional specialized documentation, no Valuation 
Conditions form or Homebuyer Summary. 

—FHA has eliminated unnecessary requirements to make minor repairs. 
—The homebuyer and the seller, individually or jointly, can pay closing costs as 

agreed to in the sales contract. FHA no longer limits what closing costs the 
homebuyer is permitted to pay. 

—Caps on payment and debt-to-income ratios are more generous than most stand-
ard conforming mortgage products. The payment-to-income ratio may not exceed 
31 percent and the debt-to-income ratio may not exceed 43 percent. 

—A minimum credit score is not required. In fact, one may not be turned down 
for an FHA mortgage solely for lack of credit history. 

—The buyer’s entire cash investment—as little as three percent—can be a gift 
from a family member, employer, charitable organization or local government 
entity. 

—The seller can contribute up to 6 percent of the home’s price toward closing 
costs through a seller’s concession. 

—There are no prepayment penalties on FHA-insured mortgages. 
—U.S. citizenship is not required but, for those who are not citizens, they must 

be lawful permanent or non-permanent resident aliens with a valid Social Secu-
rity Number. 

HOW ELSE CAN FHA ASSIST IN ACHIEVING HOMEOWNERSHIP? 

In addition to its standard Section 203(b) Mortgage Insurance Program, FHA has 
a number of other valuable programs designed to facilitate homeownership. 
FHA Adjustable Rate Mortgage (ARM) Products 

—FHA offers a standard 1-year adjustable rate mortgage (ARM) as well as 3, 5, 
7, and 10-year ARM options. 

—ARM products may be good options for those who plan to own the home for only 
a few years, expect an increase in future earnings, or expect a decrease in inter-
est rates. 

FHA’s Limited Repair Program 
—FHA’s Section 203(k) Limited Repair Program is an excellent financing option 

for you whether buying or selling homes—especially when repairs are identified 
during a home inspection or appraisal—because it gives buyers the ability to 
make repairs after closing. 

—Buyers can finance up to an additional $35,000 into their mortgage to pay for 
minor remodeling such as replacing flooring, installing new appliances, and 
painting the interior and/or exterior of the home. 

IN ADDITION TO FHA, THE U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT 
(HUD) OFFERS THESE RESOURCES: 

HUD Homes 
The Department has single-family homes in hundreds of communities available 

for sale to the public. How do you benefit from purchasing a HUD Home? 
—Many HUD homes are available with FHA financing, making it easier to pur-

chase a home. 
—The Department pays the real estate commission, if it is included in the con-

tract. 
—Only a real estate professional licensed by the state and registered with HUD 

can sell HUD homes. 
For more information on available HUD homes, please visit: www.homesales.gov. 
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For more information on selling HUD homes, please visit: www.hud.gov/groups/ 
brokers.cfm. 
HUD-Approved Housing Counseling Agencies 

Homebuyers often have a lot of questions about getting an FHA-insured mortgage 
and about the home buying process in general. HUD-approved Housing Counseling 
Agencies provide buyers the opportunity to get the answers they need by meeting 
with a housing counselor at a HUD-approved agency in their community. These 
agencies offer homeownership counseling and financial literacy training at little or 
no cost. To find a counselor in your neighborhood, call 1–800–569–4287 or visit 
http://www.hud.gov/buying/index.cfm and click on ‘‘find a housing counselor’’ on the 
right under ‘‘counseling and education.’’ 

To learn more about these products or to find out if there are homeownership pro-
grams sponsored by your state or local governments and other community organiza-
tions, please visit FHA’s website at www.fha.gov or call 1.800 CALL FHA. 

For more information about the National Association of REALTORS® and how we 
work with you, visit our website at www.REALTOR.org. 

The National Association of REALTORS®, ‘‘The Voice for Real Estate,’’ is Amer-
ica’s largest trade association, representing more than 1.3 million members involved 
in all aspects of the residential and commercial real estate industries. For more in-
formation, please visit www.REALTOR.org. 

The Federal Housing Administration (FHA)—which is part of the U.S. Depart-
ment of Housing and Urban Development—has been helping people become home-
owners since 1934. FHA insures the loan, so lenders can offer you a better deal. 
FHA offers loans with low down payments that are easier to qualify for, and can 
cost less than conventional loans. For more information, please visit www.fha.gov. 

October 2006, Item# 126–128. National Association of REALTORS®, 500 New 
Jersey Avenue, NW, Washington, DC, 20001. Federal Housing Administration, U.S. 
Department of Housing and Urban Development, 451 7th Street, SW, Washington, 
DC, 20410. 

Senator MURRAY. Thank you very much. Mr. Robbins. 

STATEMENT OF JOHN M. ROBBINS, CHAIRMAN, MORTGAGE BANKERS 
ASSOCIATION 

Mr. ROBBINS. Good morning, Chairwoman Murray and Ranking 
Member Bond. Thank you for holding this hearing and inviting me 
to share MBA’s views on reforming the FHA. 

I have spent over 36 years working with FHA and I have made 
billions of dollars in loan originations to families who have 
achieved the dream of home ownership through FHA’s programs. 
When I started in the mortgage business, FHA programs helped us 
serve many borrowers who otherwise would not get a loan. 

Today, the story is very different. In 2003, FHA made up ap-
proximately 16 percent of my company’s overall production. Last 
year, only a little more than 1 percent of our business went to 
FHA. 

While the mortgage market has grown significantly, our use of 
the FHA program has dropped precipitously. Lenders have pro-
gressed, reacting to quickly changing and efficient technology. Un-
fortunately, FHA has not. While the needs of low-and-moderate in-
come homebuyers, first time homebuyers and of senior homeowners 
have changed, FHA has not followed its historic path of adopting 
to meet borrowers’ changing needs. 

MBA strongly supports FHA and believes it still plays a critical 
role in today’s marketplace. Most of FHA’s business is directed to-
ward low-and-moderate income and minority borrowers, the very 
strata that is most challenged to be part of the American dream. 
At the same time, we have watched with growing concern as FHA 
has steadily lost market share over the past decade, potentially 
threatening its long-term ability to help underserved borrowers. 
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As the market continues to evolve around FHA, the great fear is 
that many aspiring homeowners will either be left behind or forced 
into higher cost alternatives. 

MBA notes with great concern that the administration’s fiscal 
year 2008 budget proposal estimates the FHA Mortgage Insurance 
Fund will go into the red next year unless changes to the existing 
program are made or additional appropriations are provided. MBA 
agrees with the administration that FHA’s Mutual Mortgage Insur-
ance Fund would run in the black with little or no premium in-
crease necessary if FHA reform proposals were passed this year. 

In fact, in casual calculation—back of the envelope—not at this 
point supported by MBA institutional research, I suggest if FHA 
were to regain its market share back to its 1990 level of 10 percent, 
the U.S. Treasury would receive an additional $3 billion a year in 
revenue from expanded use of this program. We believe Congress 
should empower FHA to allow it to meet today’s needs and antici-
pate tomorrow’s. 

MBA believes changes should be made in three areas. FHA needs 
more flexibility to introduce innovative new products, invest in new 
technology and manage their human resources. MBA supports 
changes to FHA’s loan limits. FHA’s down payment requirements, 
including the elimination of the complicated down payment formula 
and down payment flexibility. The down payment is one of the pri-
mary obstacles for first-time minority and low-income borrowers. 

Finally, MBA also supports changes to the Home Equity Conver-
sion Mortgage Program. MBA’s surveys show that FHA’s hack’ em- 
up product comprises 95 percent of all reverse mortgages and is 
thus, tremendously important for our senior homeowners. 

In conclusion, FHA has an important role to play in the market, 
in the expanding, affordable home ownership opportunities for the 
underserved and addressing the home ownership gap. For low-and- 
moderate income families, FHA should be the financing considered 
first because it has the lowest rate and provides borrowers the best 
opportunity to become a successful homeowner. 

PREPARED STATEMENT 

However, the current loss of market presence means we are los-
ing FHA’s impact. The result is that some families are either turn-
ing to more expensive financing or giving up. I urge Congress to 
enact legislation to reform FHA, to increase its availability to 
homebuyers, promote consumer choice and ensure its ability to con-
tinue serving American families. MBA stands ready to work with 
you on this important issue. 

[The statement follows:] 

PREPARED STATEMENT OF JOHN M. ROBBINS 

Thank you for holding this hearing and inviting the Mortgage Bankers Associa-
tion (MBA) 1 to share its views with the subcommittee on the solvency and reform 
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ship of over 3,000 companies includes all elements of real estate finance: mortgage companies, 
mortgage brokers, commercial banks, thrifts, Wall Street conduits, life insurance companies and 
others in the mortgage lending field. For additional information, visit MBA’s Web site: 
www.mortgagebankers.org. 

2 Source: Inside Mortgage Finance, March 2, 2007. 

proposals for the Federal Housing Administration (FHA). My name is John Robbins 
and I am Co-Head and Special Counsel of American Mortgage Network, and Chair-
man of the Mortgage Bankers Association (MBA). Formerly, I was Chief Executive 
Officer of American Mortgage Network (AmNet), a wholesale mortgage bank I co- 
founded which is based in San Diego. AmNet was bought by Wachovia Bank in 
2005. I am here today because MBA believes Congress must act to make important 
legislative changes to the National Housing Act if the Federal Housing Administra-
tion (FHA) is to continue to be a financially sound tool for lenders to use in serving 
the housing needs of American families who are unserved or underserved by conven-
tional markets. 

When I started in the mortgage business, the programs of FHA were invaluable 
in enabling us to serve families who otherwise would have no other affordable alter-
native for financing their home. I spent over 36 years working with FHA and have 
made millions of dollars in loan originations to families who have become home-
owners as a result of FHA’s programs. We worked hard to be a good partner with 
FHA in administering its programs and, together, FHA and AmNet enabled thou-
sands of families to purchase their first home. 

Today, though, the story is very different. While AmNet has grown significantly, 
our ability to use the FHA program has declined precipitously. In 2003, FHA made 
up approximately 16 percent of our overall production. Last year, however, only a 
little more than 1 percent of our business went to FHA. 

While AmNet has been able to adapt to changes in the mortgage markets, FHA 
has been prevented from doing so. The needs of low- and moderate-income home-
buyers, of first-time homebuyers, of minority homebuyers, and of senior homeowners 
have changed. FHA’s programs though, have not followed their historic path of ad-
aptation to meet these borrowers’ changing needs. 

The numbers are troublesome. In 1990, 13 percent of total originations in the 
United States were FHA-insured mortgages. Currently, that number has dropped to 
under 3 percent.2 More importantly, in 1990, 28 percent of new home sales (which 
are typically a large first-time homebuyer market) were financed through programs 
at FHA or the Department of Veterans Affairs (VA); today that number has dropped 
to under 12 percent. 

MBA cites these numbers not because we believe that there is a certain market 
share that FHA should retain, but rather because these numbers are consistent 
with many lenders’ views that FHA has not kept up with changes in the market. 
These numbers point to a decline, not just in market share, but in FHA’s potential 
to positively impact homeownership. This loss of impact does not stem from the fact 
that FHA is no longer relevant, but rather that statutory constraints prohibit FHA 
from adapting its relevance to consumer needs today. 

A recent anecdote illustrates this point very well. A story ran in RealtyTimes® 
almost 2 years ago, on June 21, 2005, in which a Baltimore, MD real estate agent 
unabashedly advises homebuyers to avoid FHA financing. The agent states: ‘‘Ap-
proved FHA loan recipients, same notice to you, don’t bother bringing it to the table 
during a sellers market. More times than not, your offer will be rejected. We know 
that VA and FHA loans allow you the means of purchasing more home for the mort-
gage, but it only works if you are the only game in town.’’ His advice was based 
on the often true notion that FHA-insured financing is slower and more laborious 
than conventional financing, which means FHA’s valuable programs are not reach-
ing the people they should. 

FHA BACKGROUND 

FHA was created as an independent entity by the National Housing Act on June 
27, 1934, to encourage improvement in housing standards and conditions, to provide 
an adequate home financing system by insurance of housing mortgages and credit 
and to exert a stabilizing influence on the mortgage market. FHA was incorporated 
into the newly formed U.S. Department of Housing and Urban Development (HUD) 
in 1965. Over the years, FHA has facilitated the availability of capital for the Na-
tion’s multifamily and single-family housing market by providing government-in-
sured financing on a loan-by-loan basis. 

FHA offers multifamily and single-family insurance programs that work through 
private lenders to extend financing for homes. FHA has historically been an inno-
vator. Over the past several decades, the mission of FHA’s single-family programs 
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have increasingly focused on expanding homeownership for those families who 
would otherwise either be unable to obtain financing or obtain financing with afford-
able terms. FHA’s multifamily programs have allowed projects to be developed in 
areas that otherwise would be difficult to finance and provides needed rental hous-
ing to families that might otherwise be priced out of a community. 

Additionally, the FHA program has been a stabilizing influence on the Nation’s 
housing markets due to the fact that it is consistently available under the same 
terms at all times and in all places. FHA does not withdraw from markets. 

THE NEED FOR FHA TODAY AND TOMORROW 

The FHA single-family programs are vital to many homebuyers who desire to own 
a home but cannot find affordable financing to realize this dream. While the FHA 
has had a number of roles throughout its history, its most important role today is 
to give first-time homebuyers the ability to climb onto the first rung of the home-
ownership ladder and to act as a vehicle for closing the homeownership gap for mi-
norities and low- and moderate-income families. 

Despite this country’s recent record high levels of homeownership, not all families 
share in this dream equally. As of the first quarter of 2006, the national home-
ownership rate stood at 68.5 percent, but only 51 percent of minorities owned their 
own home. Only 48 percent of African-Americans and 49.4 percent of Latinos owned 
their own homes. This compares with 75.5 percent of non-Hispanic white house-
holds. 

By the end of 2005, 84.3 percent of families earning more than the median income 
owned their own home, while only 53.1 percent of families below the median income 
owned their own home. 

These discrepancies are tragic because homeownership remains the most effective 
wealth-building tool available to the average American family. 

FHA’S RECORD 

More than any other nationally available program, during the 1990s, FHA’s im-
pact focused on the needs of first-time, minority, and/or low- and moderate-income 
borrowers. 

In 1990, 64 percent of FHA borrowers using FHA to purchase a home were first- 
time homebuyers. Today, that rate has climbed to about 80 percent. In 1992, about 
1-in-5 FHA-insured purchase loans went to minority homebuyers. That number in 
recent years has grown to more than one-in-three. Minorities make up a greater 
percentage of FHA borrowers than they do conventional market borrowers. 

FHA is particularly important to those minority populations experiencing the 
largest homeownership gaps. Home Mortgage Disclosure Act (HMDA) data reveal 
that in 2004, 14.2 percent of FHA borrowers were African-Americans, compared 
with 5.4 percent of conventional borrowers. Hispanic borrowers made up 15.3 per-
cent of FHA loans, while they only were 8.9 percent of the conventional market. 
Combined, African-American and Hispanic borrowers constituted 29.5 percent of 
FHA loans, doubling the conventional market’s rate of 14.3 percent. In fact, in 2004, 
FHA insured nearly as many purchase loans to African-American and Hispanic fam-
ilies as were purchased by Fannie Mae and Freddie Mac combined. 

The same data demonstrates FHA’s tremendous service to those American fami-
lies earning near or below the national median income. Over 57 percent of FHA bor-
rowers earned less than $50,000, which is more than double the rate of the conven-
tional market, where fewer than 28 percent of borrowers earned less than $50,000. 

Ironically, as the above numbers reveal, FHA’s mission to serve underserved pop-
ulations has become increasingly focused during the same period as the decline in 
FHA’s presence in the market. FHA’s impact is being lost at the very time when 
it is needed most. The result is that American families are either turning to more 
expensive financing or giving up. 

It is crucial that FHA keep pace with changes in the U.S. mortgage markets. 
While FHA programs can be the best and most cost-effective way of expanding lend-
ing to underserved communities, we have yet to unleash the full potential of these 
programs to help this country achieve important societal goals. 

To be effective in the 21st century, FHA should be empowered to allow it to de-
velop products and programs to meet the needs of today’s homebuyers and antici-
pate the needs of tomorrow’s mortgage markets, while at the same time being fully 
accountable for the results it achieves and the impact of its programs. 

Under the strong leadership of its current Commissioner, Brian Montgomery, 
FHA has undertaken significant changes to its regulations and operations in a very 
short time. In just a little more than 1 year, FHA has streamlined the insurance 
endorsement process, improved appraisal requirements and removed some unneces-
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sary regulations. By doing so, Commissioner Montgomery has also instilled a spirit 
of change and a bias for action within FHA. 

MBA compliments the Commissioner on his significant accomplishments to date, 
though we recognize that more work lies ahead. Lenders still report that FHA is 
difficult to work with and that oversight activities often focus on minor compliance 
deficiencies in a loan file rather than focusing on issues of true risk to FHA’s insur-
ance funds. FHA is designed to serve higher risk borrowers and MBA believes that 
those auditing FHA lenders must understand this and be able to differentiate this 
aspect of the program from intentional abuse. 

MBA is confident in the Commissioner’s ability to address these and other issues 
that are within his control. There is much though, that is beyond FHA’s control and 
needs Congressional action. 

Single-family FHA-insured mortgages are made by private lenders, such as mort-
gage companies, banks and thrifts. FHA insures single-family mortgages with more 
flexible underwriting requirements than might otherwise be available. Approved 
FHA mortgage lenders process, underwrite and close FHA-insured mortgages with-
out prior FHA approval. As an incentive to reach into harder-to-serve populations, 
FHA insures 100 percent of the loan balance as long as the loan is properly under-
written. 

FHA has a strong history of innovating mortgage products to serve an increasing 
number of homebuyers. FHA was the first nationwide mortgage program; the first 
to offer 20-year, 25-year, and finally 30-year amortizing mortgages; and the first to 
lower downpayment requirements from 20 percent to 10 percent to 5 percent to 3 
percent. FHA has always performed a market stabilizing function by ensuring that 
mortgage lending continued after local economic collapses or regional natural disas-
ters when many other lenders and mortgage insurers pulled out of these markets. 

FHA’s primary single-family program is funded through the Mutual Mortgage In-
surance Fund (MMIF), which operates similar to a trust fund and has been com-
pletely self-sufficient. This allows FHA to accomplish its mission at little or no cost 
to the government. In fact, FHA’s operations transfer funds to the U.S. Treasury 
each year, thereby reducing the Federal deficit. FHA has always accomplished its 
mission without cost to the taxpayer. At no time in FHA’s history has the U.S. 
Treasury ever had to ‘‘bail out’’ the MMIF or the FHA. 

THE FHA BUDGET FORECAST FOR 2008 

The Federal assistance that FHA provides to low- and moderate-income house-
holds provides critical support for extending homeownership possibilities that the 
private market cannot fully address. MBA notes with great concern the administra-
tion’s fiscal year 2008 budget proposal released last month which estimates that the 
FHA mortgage insurance fund will go into the red in fiscal year 2008 unless 
changes to the existing program are made or budget authority to provide additional 
credit subsidy is given to the Agency. Since no additional budget authority to cover 
these costs were included in the budget, the FHA would need to either raise pre-
miums, curtail credit to some borrowers who today could get loans, or some com-
bination. 

To cover the expected increased costs associated with higher defaults and lower 
originations, the administration projects increases in the up-front mortgage insur-
ance premium (MIP) from 150 basis points (1.5 percent) to 166 basis points will be 
needed. In addition, the annual MIP is assumed to increase from 50 basis points 
to 55 basis points. On a $200,000 loan, this is an extra $320 (from $3,000 to $3,321) 
due at the closing table and an additional $100 (from $1,000 to $1,100) the borrower 
must pay each year for the same loan. This may not seem like a lot of money, but 
for your typical FHA borrower—who is likely to be trying to get in their first home 
and may not have much in the way of a savings—this could be the difference be-
tween owning a home or continuing to sit on the sidelines of homeownership. 

MBA agrees with the administration that the FHA’s mutual mortgage insurance 
fund would run in the black, and little or no premium increases would be necessary, 
if FHA reform proposals were passed in Congress this year. MBA believes unlocking 
FHA’s potential in the marketplace is the right solution in the face of the Agency’s 
systemic inability to modernize itself, and now faces the prospect of raising fees to 
maintain its diminished presence in the marketplace. We urge Congress to consider 
solutions that will enable FHA to serve more potential homeowners. 

UNLEASHING FHA’S POTENTIAL 

In reviewing the status of FHA over the past decade, MBA has come to the con-
clusion that FHA faces severe challenges in managing its resources and programs 
in a quickly changing mortgage market. These challenges have already diminished 
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FHA’s ability to serve its public purposes and have also made it susceptible to fraud, 
waste, and abuse. Unaddressed, these issues will cause FHA to become less rel-
evant, and will leave families served by its programs with no alternative for home-
ownership or affordable rental housing. 

In the fall of 2004, MBA formed a FHA Empowerment Task Force comprising of 
MBA member companies experienced in originating single-family and multifamily 
FHA loans. The Task Force discussed the long-term issues confronting FHA with 
the goal of developing legislative proposals that would empower it to manage its 
programs and policies more effectively. 

The Task Force identified FHA’s higher costs of originations, lessening promi-
nence in the market, out-dated technology, adverse selection, and the inability to 
efficiently develop products as problems for FHA. Per the Task Force’s recommenda-
tions, MBA proposed the following three steps to unleash FHA from overly burden-
some statutory processes and restrictions, and to empower FHA to adopt important 
private sector efficiencies: 

—FHA needs the ability to use a portion of the revenues generated by its oper-
ations to invest in the upgrade and maintenance of technology to adequately 
manage its portfolios and interface with lenders. 

—FHA needs greater flexibility to recruit, manage and compensate employees if 
it is to keep pace with a changing financial landscape and ensure appropriate 
staffing to the task of managing $450∂ billion insurance funds. 

—FHA needs greater autonomy to make changes to their programs and to develop 
new products that will better serve those who are not being adequately served 
by others in the mortgage market. 

Ability to Invest Revenues in Technology 
Technology’s impact on mortgage markets over the past 15 years cannot be over-

stated. Technology has allowed the mortgage industry to lower the cost of home-
ownership, streamline the origination process, and has allowed more borrowers to 
qualify for financing. The creation of automated underwriting systems, sophisticated 
credit score modeling, and business-to-business electronic commerce are but a few 
examples of technology’s impact. 

FHA has been detrimentally slow to move from a paper-based process, and it can-
not electronically interface with its business customers in the same manner as the 
private sector. During 2004 and 2005, over 1.5 million paper loan files were mailed 
back and forth between FHA and its approved lenders and manually reviewed dur-
ing the endorsement process. Despite the fact that FHA published regulations in 
1997 authorizing electronic endorsement of loans, FHA was not able to implement 
this regulation until this past January, 8 years later. This delay occurred despite 
the fact that over the same 8 years, FHA’s operations generated billions of dollars 
in excess of program costs that was transferred to the U.S. Treasury. 

MBA believes FHA cannot create and implement technological improvements be-
cause it lacks sufficient authority to use the revenues it generates to invest in tech-
nology. 

MBA proposes the creation of a separate fund specifically for FHA technology, 
funded by revenues generated by the operation of the MMIF. MBA suggests the es-
tablishment of a revenue and a capital ratio benchmark for FHA, wherein, if both 
are exceeded, FHA be authorized by Congress to use a portion of the excess revenue 
generated to invest in its technology. Such a mechanism would allow FHA to invest 
in technology upgrades, without requiring additional appropriations from Congress. 

Improvements to FHA’s technology will allow it to improve management of its 
portfolio, garner efficiencies and lower operational costs, which will allow it to reach 
farther down the risk spectrum to borrowers currently unable to achieve home-
ownership. MBA believes that such an investment would yield cost savings to FHA 
operations far in excess of the investment amount. 
Greater Control in Managing Human Resources 

FHA is restricted in its ability to effectively manage its human resources at a 
time when the sophistication of the mortgage markets demands market participants 
to be experienced, knowledgeable, flexible, and innovative. To fulfill its mission, 
FHA needs to be able to attract the best and brightest. Other Federal agencies, such 
as the Federal Deposit Insurance Corporation (FDIC), that interface with and over-
see the financial services sector are given greater authority to manage and 
incentivize their human resources. MBA believes that FHA should have similar au-
thority if it is to remain relevant in providing homeownership opportunities to those 
families underserved by the private markets. FHA should have more flexibility in 
its personnel structure than that which is provided under the regular Federal civil 
service rules. With greater freedom, FHA could operate more efficiently and effec-
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tively at a lower cost. Further, improvements to FHA’s ability to manage its human 
capital will allow FHA to attract and manage the talent necessary to develop and 
implement the strategies that will provide opportunities for homeownership to un-
derserved segments of the market. 
Flexibility to Create Products and Make Program Changes 

FHA programs are slow to adapt to changing needs within the mortgage markets. 
Whether it is small technical issues or larger program needs, it often takes many 
years and the expenditure of great resources to implement changes. This process 
overly burdens FHA from efficiently making changes that will serve homebuyers 
and renters better and protect FHA’s insurance funds. Today’s mortgage markets 
require agencies that are empowered to implement changes quickly and to roll-out 
or test new programs to address underserved segments of the market. 

A prime example of this problem can be found in the recent experience of FHA 
in offering hybrid Adjustable Rate Mortgage (ARM) products. A hybrid ARM is a 
mortgage product which offers borrowers a fixed interest rate for a specified period 
of time, after which the rate adjusts periodically at a certain margin over an agreed 
upon index. Lenders are typically able to offer a lower initial interest rate on a 30- 
year hybrid ARM than on a 30-year fixed rate mortgage. During the late 1990’s, hy-
brid ARMs grew in popularity in the conventional market due to the fact that they 
offer borrowers a compromise between the lower rates associated with ARM prod-
ucts and the benefits of a fixed rate period. 

In order for FHA to offer this product to the homebuyers it serves, legislative ap-
proval was required. After several years of advocacy efforts, such approval was 
granted with the passage of Public Law 107–73 in November 2001. Unfortunately, 
this authority was not fully implemented until the Spring of 2005. 

The problem began when Public Law 107–73 included an interest rate cap struc-
ture for the 5/1 hybrid ARMs that was not viable in the marketplace. The 5/1 hybrid 
ARM has been the most popular hybrid ARM in the conventional market. As FHA 
began the rulemaking process for implementing the new program, they had no 
choice but to issue a proposed rule for comment with a 5/1 cap structure as dictated 
in legislation. By the time MBA submitted its comment letter on the proposed rule 
to FHA, we had already supported efforts within Congress to have legislation intro-
duced that would amend the statute to change the cap structure. MBA’s comments 
urged that, if passed prior to final rulemaking, the 5/1 cap fix be included in the 
final rule. 

On December 16, 2003, Public Law 108–186 was signed into law amending the 
hybrid ARM statutes to make the required technical fix to the interest rate cap 
structure affecting the 5/1 hybrid ARM product. At this point, FHA was ready to 
publish a final rule. Regardless of the passage of Public Law 108–186, FHA was 
forced to go through additional rulemaking in order to incorporate the fix into regu-
lation. Thus, on March 10, 2004, FHA issued a Final Rule authorizing the hybrid 
ARM program, with a cap structure that made FHA’s 5/1 hybrid ARM unworkable 
in the marketplace. It was not until March 29, 2005 that FHA was able to complete 
rulemaking on the amendment and implement the new cap structure for the 5/1 hy-
brid ARM product. 

The hybrid ARM story demonstrates well the statutory straitjacket under which 
the FHA operates. A 4-to-6-year lag in introducing program changes is simply unac-
ceptable in today’s market. Every month that a new program is delayed or a rule 
is held up, means that families who could otherwise be served by the program are 
prevented from realizing the dream of homeownership or securing affordable rental 
housing. 

MBA believes the above three changes will allow FHA to become an organization 
that can effectively manage risk and self-adapt to shifting mortgage market condi-
tions while meeting the housing needs of those families who continue to be unserved 
or underserved today. 

LEGISLATIVE ACTIVITY IN THE 109TH CONGRESS 

MBA supported much of the legislation before the last Congress, and I would like 
to take a moment to offer our perspective on various provisions. 

MBA supported the Expanding American Homeownership Act of 2006, H.R. 5121, 
a bipartisan bill which marked the first time FHA was looked at by Congress in 
a comprehensive way in over 10 years. In general, H.R. 5121 would have signifi-
cantly streamlined and modernized the National Housing Act and unleashed FHA 
from a 74-year-old statutory regime that constricts its effectiveness. 

Among other things, H.R. 5121 would have provided for flexible down payments, 
flexible risk-based premiums, an increase in mortgage limits, an extension of mort-
gage terms, reform of FHA’s condominium program, and changes to the Home Eq-
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uity Conversion Mortgage (HECM) program. MBA would like to review a number 
of provisions that were a part of that legislation. 
Downpayment Requirements 

MBA supports the elimination of the complicated formula for determining the 
downpayment that is currently detailed in statute. The calculation is outdated and 
unnecessarily complex. The calculation of the downpayment alone is often cited by 
loan officers as a reason for not offering the FHA product. 

MBA supports improving FHA’s products with downpayment flexibility. Inde-
pendent studies have demonstrated two important facts: first, the downpayment is 
one of the primary obstacles for first-time homebuyers, minorities, and low- and 
moderate-income homebuyers. Second, the downpayment itself, in many cases, is 
not as important a factor in determining risk as are other factors. Many borrowers 
will be in a better financial position if they keep the funds they would have ex-
pended for a large downpayment as a cash reserve for unexpected homeownership 
costs or life events. 

We believe that FHA should be empowered to establish policies that would allow 
borrowers to qualify for FHA insurance with flexible downpayment requirements 
and decide the amount of the cash investment they would like to make in pur-
chasing a home. 
Adjusting Mortgage Insurance Premiums for Loan Level Risk 

MBA believes that FHA would be able to serve more borrowers, and do so with 
lower risk to the MMIF, if they are able to adjust premiums based on the risk of 
each mortgage they insure. A flexible premium structure could also give borrowers 
greater choice in how they utilize the FHA program. 

It is a fact that some borrowers and loans will pose a greater risk to FHA than 
others. At some level, FHA should have the authority to adjust premiums based 
upon some borrower or loan factors that add risk. Such adjustment for risk need 
not be a complicated formula. MBA believes FHA could significantly mitigate the 
risk to the MMIF by selecting a small number of risk factors that would cause an 
adjustment from a base mortgage insurance premium (MIP). 

A current example of this would be the fact that borrowers receiving a gift of the 
downpayment on a FHA-insured mortgage is charged the same premium as a bor-
rower who puts down 3 percent of their own funds, despite the fact that the former 
represents a higher risk loan. FHA could better address such a risk in the MMIF 
by charging a higher MIP to offset some of the additional risk that such a borrower 
poses. In this manner, while a borrower receiving a gift of funds for the downpay-
ment will still receive the benefits of FHA financing, they themselves would share 
some of the risk, rather than having the risk born solely by those making a 3 per-
cent downpayment. 

Creating a risk-based premium structure will only be beneficial to consumers, 
though, if FHA considers lowering current premiums to less risky loans. We would 
not support simply raising current premiums for higher risk borrowers. 
Raising Maximum Mortgage Limits for High Cost Areas 

MBA supports the proposal to raise FHA’s maximum mortgage limits to 100 per-
cent of an area’s median home price (currently pegged at 95 percent) and to raise 
the ceiling to 100 percent of the GSEs’ conforming loan limits (currently limited to 
87 percent) and the floor to 65 percent (currently 48 percent). There is a strong need 
for FHA financing to be relevant in areas with high home prices. MBA believes rais-
ing the limits to the GSEs’ conforming limits in these areas strikes a good balance 
between allowing FHA to serve a greater number of borrowers without taking on 
additional risk. 

Additionally, in many low cost areas, FHA’s loan limits are not sufficient to cover 
the costs of new construction. New construction targeted to first-time homebuyers 
has historically been a part of the market in which FHA has had a large presence. 
MBA believes raising the floor will improve the ability of first-time homebuyers to 
purchase modest newly constructed homes in low-cost areas since they will be able 
to use FHA-insured financing. 
Lengthening Mortgage Term 

MBA supports authorizing FHA to develop products with mortgage terms up to 
40 years. Currently, FHA is generally limited to products with terms of no more 
than 30 years. Stretching out the term will lower the monthly mortgage payment 
and allow more borrowers to qualify for a loan while remaining in a product that 
continues to amortize. We believe FHA should have the ability to test products with 
these features, and then, based on performance and homebuyer needs, to improve 
or remove such a product. 
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Improvements to FHA Condominium Financing 
MBA supports changes to FHA’s condominium program that will streamline the 

process for obtaining project approval and allow for greater use of this program. It 
is unfortunate to note that FHA insurance on condominium units has dropped at 
a higher rate than the overall decline in FHA’s originations. This decline contradicts 
the fact that in costly markets, condominium units are typically the primary type 
of housing for first-time homebuyers. FHA should have a much bigger presence in 
the condominium market. 
Improvements to the Reverse Mortgage Program 

MBA unequivocally supports all proposals to change the FHA’s Home Equity Con-
version Mortgage (HECM) program: the permanent removal of the current 250,000 
loan cap, the authorization of HECMs for home purchase and on properties less 
than 1 year old, and the creation of a single, national loan limit for the HECM pro-
gram. 

The HECM program has proven itself to be an important financing product for 
this country’s senior homeowners, allowing them to access the equity in their homes 
without having to worry about making mortgage payments until they move out. The 
program has allowed tens of thousands of senior homeowners to pay for items that 
have given them greater freedom, such as improvements to their homes that have 
allowed them to age in place, or to meet monthly living expenses without having 
to move out of the family home. 

MBA believes it is time to remove the program’s cap because the cap threatens 
to limit the HECM program at a time when more and more seniors are turning to 
reverse mortgages as a means to provide necessary funds for their daily lives. MBA 
further believes that the HECM program has earned the right to be on par with 
other FHA programs that are subject only to FHA’s overall insurance fund caps. Ad-
ditionally, removing the program cap will serve to lower costs as more lenders will 
be encouraged to enter the reverse mortgage market. 

Additionally, authorizing the HECM program for home purchase will improve 
housing options for seniors. In a HECM for purchase transaction, a senior home-
owner might sell a property they own to move to be near family. The proceeds of 
the sale could be combined with a reverse mortgage, originated at closing and paid 
in a lump sum, to allow a senior to purchase the home without the future responsi-
bility of monthly mortgage payments. Alternatively, a senior homeowner may wish 
to take out a reverse mortgage on a property that is less than 1 year old, defined 
as ‘‘new construction’’ by FHA. 

Finally, the HECM program should have a single, national loan limit equal to the 
conforming loan limit. Currently, the HECM program is subject to the same county- 
by-county loan limits as FHA’s forward programs. HECM borrowers are disadvan-
taged under this system because they are not able to access the full value of the 
equity they have built up over the years by making their mortgage payments. A sen-
ior homeowner living in a high-cost area will be able to access more equity than 
a senior living in a lower cost area, despite the fact that their homes may be worth 
the same and they have the same amount of equity built up. Reverse mortgages are 
different than forward mortgages and the reasons for loan limits are different, too. 
FHA needs the flexibility to implement different policies, especially concerning loan 
limits. 

MBA also supported a bill Senator Hillary Clinton (D-NY) introduced in the 109th 
Congress, the ‘‘21st Century Housing Act.’’ The bill contained the following positive 
provisions: 
Investment in FHA Infrastructure—Human Resources 

MBA supported authorizing the Secretary of HUD to appoint and fix the com-
pensation of FHA employees and officers. The bill would have called on the Sec-
retary to consult with, and maintain comparability with, the compensation of offi-
cers and employees of the Federal Deposit Insurance Corporation. This provision 
can be carried out by excess revenue derived from the operation of FHA’s insurance 
funds, beyond that which was estimated in the Federal budget for any given year. 
While MBA had some questions as to the funding mechanism detailed in the bill 
for this provision, we firmly believe that giving FHA greater flexibility in investing 
in its human capital is critical if it is to attract and retain the talent it needs to 
become a stronger and more effective program serving the needs of our Nation’s 
homeowners and renters. 
Investment in FHA Infrastructure—Information Technology 

MBA strongly supported this provision which would have funded investment in 
FHA’s information technology. This provision contemplated that excess funding de-
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rived from the operation of FHA’s insurance funds, beyond that which was esti-
mated in the Federal budget for any given year, would be used to carry out this 
provision. While MBA had some questions as to the funding mechanism detailed in 
the bill for this provision, MBA believes that upgrading FHA’s technology is critical 
to improving FHA’s management of its portfolio and lowering its operational costs. 
MBA also believes that such an investment will allow FHA to reach farther down 
the risk spectrum to borrowers currently unable to achieve homeownership. 

OTHER FHA ISSUE—TREATMENT OF FHA NON-CONVEYABLE PROPERTIES 

The Federal Housing Administration (FHA) provides credit insurance against the 
risk of foreclosure losses associated with loans originated according to FHA stand-
ards. FHA generally pays an insurance claim when it takes title (conveyance) to a 
property as a result of foreclosure. To convey a property and receive insurance bene-
fits, however, FHA requires that the property be in ‘‘conveyance condition’’ (i.e., re-
paired and saleable condition). Properties that have sustained damage attributable 
to fire, flood, earthquake, tornado, hurricane, boiler explosion (for condominiums), 
or the lender’s failure to preserve and protect the property are not eligible for insur-
ance benefits unless they are repaired prior to conveyance of the property to the 
FHA. While HUD has in the past accepted properties in ‘‘as is’’ (damaged) condition 
on a case-by-case basis, this is rarely done. Moreover, HUD will deduct from the 
‘‘as is’’ claim the estimated cost of repair. HUD should accept conveyance of dam-
aged properties and not adjust the claim for the cost of repair when there was no 
failure on the part of the servicer to obtain hazard or flood insurance pursuant to 
Federal law. In addition, to the extent that a property is not conveyable or has other 
problems (i.e., condemned, demolished by local, State, or Federal Government or 
there is concern about environmental issues that preclude a private servicer from 
taking title to the property), HUD should be permitted to pay the full claim without 
the servicer taking conveyance of the property or HUD taking conveyance of the 
property. At this time, MBA does not believe HUD has the statutory authority to 
manage claims in this manner. 

FHA MULTIFAMILY PROGRAMS 

While this hearing is to focus attention on FHA’s single-family programs, it is im-
portant to underscore the critical role of FHA’s multifamily programs in providing 
decent, affordable rental housing to many Americans. Approximately 30 percent of 
families and elderly citizens either prefer to rent or cannot afford to own their own 
homes. FHA’s insurance of multifamily mortgages provides a cost-effective means of 
generating new construction or rehabilitation of rental housing across the Nation. 
As well, FHA is one of the primary generators of capital for healthcare facilities, 
particularly nursing homes. 

While the FHA has implemented a number of significant improvements to its sin-
gle-family program over the last year, the same focus needs to be applied to improv-
ing the multifamily programs. MBA hopes that process improvements on the multi-
family side of FHA will soon be discussed and implemented. 

Additionally, I must voice MBA’s strong opposition to the proposal in the adminis-
tration’s 2008 budget proposal to increase the insurance premiums on multifamily 
projects far above that necessary to operate a financially sound program. The net 
effect of this proposal will be to cause many affordable rental properties not to be 
built or rehabilitated and to raise rents on those families and elderly households on 
the projects that still go through. 

There is no rationale for this fee increase except to generate additional revenue 
for the Federal Government as these programs are already priced to cover their 
costs in accordance with the Federal Credit Reform Act of 1990. We urge the com-
mittee to prohibit FHA from implementing this fee increase. 

CONCLUSION 

FHA’s presence in the single-family marketplace is smaller than it has been in 
the past and its impact is diminishing. Many MBA members, who have been tradi-
tionally strong FHA lenders, have seen their production of FHA loans drop signifi-
cantly. This belies the fact that FHA’s purposes are still relevant and its potential 
to help borrowers is still necessary. 

I would like to conclude my testimony by highlighting two issues which make 
passing FHA legislation particularly urgent this year. First, hurricane season will 
again be soon upon us. The disasters of Hurricanes Katrina and Rita point to the 
need for a financially solvent FHA that is not restricted by onerous processes and 
procedures. The FHA program must be ready to assist homeowners and renters who 
lost everything amid the destruction of the hurricanes. It must have the necessary 
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wherewithal to step in and help work out the existing mortgages in disaster areas. 
FHA must have the programs necessary to meaningfully assist in the rebuilding ef-
fort. Giving FHA the mechanisms to fund adequate technology improvements, flexi-
bilities in managing human resources, and greater authority to introduce products 
will ensure FHA can step in to help communities when disasters occur. 

Secondly, without congressional action this year, many families face a serious risk 
of being unable to access FHA financing due to a recent ruling passed down by the 
Internal Revenue Service (IRS). On May 4, 2006, the IRS released Revenue Ruling 
2006–27, which may lead the IRS to rescind the nonprofit status of a large number 
of nonprofits who receive funding from property sellers in providing downpayment 
assistance to FHA borrowers. FHA regulations require that nonprofits providing a 
downpayment gift have an IRS nonprofit exempt status. Due to the ruling, the IRS 
has indicated that it is investigating 185 organizations which provide downpayment 
assistance. 

MBA expects this ruling to have a dramatic effect on FHA’s purchase production. 
Before the ruling, more than one-third of FHA purchase loans had some type of 
downpayment assistance. Such programs currently serve tens of thousands of FHA’s 
primary clientele: first-time homebuyers, low- and moderate-income families and mi-
norities. 

Clearly, congressional action on FHA reform this year is vital. 
On behalf of MBA, I would like to thank the subcommittee for the opportunity 

to present our views on the important programs offered by FHA. MBA looks forward 
to working with Congress and HUD to improve FHA’s long-standing mission and 
ability to serve aspiring homeowners and those seeking affordable rental housing. 

Senator MURRAY. Thank you very much. And thank you to all of 
you for your testimony. It will all be placed in the record of this 
committee and all members will receive a copy. 

Mr. Montgomery, let me start with you. The rising defaults and 
foreclosures in the subprime market did not just start this past 
Tuesday. The foreclosure data that was released by Mr. Robbins’ 
association on Tuesday just indicated to us that the situation is 
worsening. For a great many years, the subprime market was tak-
ing market share away from the FHA. Do you think the recent 
upset in the markets is likely to reverse that trend? 

Mr. MONTGOMERY. Thank you very much for your question. We 
did an historical analysis, looking at the HUMDA data and why 
FHA was losing market share and you can look at how our market 
went down and look how the subprime market went up. It became 
very obvious to us that we were losing a lot of our traditional bor-
rowers, if you will, to a subprime product. 

Yes, we are very concerned about the delinquency, the serious 
delinquency rates that were released yesterday relative to the 
subprime. Speaking for FHA, yes, we are concerned about that but 
I do want to note that during that timeframe—this is the most re-
cent data just released yesterday—that our foreclosure rate actu-
ally went down, which it hadn’t done in several months and the 
foreclosure rate for the subprime market is about twice that of 
FHA. While our 30-day delinquency number did go up, our 90-day 
delinquency number did go down as well. And that’s about 30 per-
cent below that of the subprime market. 

So yes, we are concerned about the rise of the subprime market, 
what’s been happening there but in many cases, a lot of those bor-
rowers would have faired much better had they had an FHA loan 
and this is one of the things that we’ve been talking about at great 
length at FHA for the 18 months that I’ve been there, saying we 
need a reinvigorated FHA to be there for families who have a cou-
ple of blemishes on their credit and perhaps don’t have a lot of 
money for a down payment. 
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Senator MURRAY. Well, HUD has made a claim for over 1 year 
that if the reform package is enacted by Congress, that the FHA 
market share will double in 2012. That will bring your market 
share from 3 percent to 6 percent. Given the recent market uncer-
tainties, do you believe that your market share might grow beyond 
your 6 percent target? 

Mr. MONTGOMERY. Well, let me answer that this way. We’re— 
we’re not a private corporation so the degree of our success is not 
necessarily market share. I do want to get that point out. However, 
it is important that a reinvigorated, modern FHA be there for lend-
ers and brokers—we’re not a bank, as you know, so that they can 
best decide which is the product that fits a particular family’s situ-
ation. 

For a long time, FHA did not necessarily, as we know, fill that 
void for the reasons that we’ve all gone into today. So yes, we think 
a new reinvigorated FHA would make us a better product and we 
think that as a result of that, more lenders, more realtors, will be 
inclined to recommend us to their clients. 

If I could add one other point to that, I can’t stress enough, when 
I first got there and talking to all the trade association members 
and even some other groups, that we were—and still are—a tough 
place to deal with. We were the slowest game in town. Our IT sys-
tems remain antiquated, although we’ve made some improvements 
and these are some of the same things I mentioned last year and 
some of our processes were outdated. We were one of the last orga-
nizations to electronically submit loan documents. By the way, this 
is something our sister agency, VA, had been doing since 1999. 
Some of our appraisal requirements just didn’t make sense so we 
needed, before we even looked at improving the products that we 
had to improve our processes as well, to make us a product that 
our partners out in the field would want to use. 

Senator MURRAY. Mr. Montgomery, you gave a speech last month 
before the National Association of Homebuilders and indicated that 
you thought the FHA could provide cheaper loan rates to the very 
same borrowers that are currently loaded into subprime mortgages. 
Is this the state of affairs today or will this only be the case if FHA 
reform legislation is enacted? 

Mr. MONTGOMERY. It’s a key distinction to make. Just because 
we serve many of the same types of borrowers as the subprime 
market, we are not a subprime product. We don’t have any teaser 
rates. We don’t have any prepayment penalties. We are basically 
a 30-year, fixed rate product. There are no surprises at the end of 
an ARM period. Even the ARM that we have is indexed at a much 
lower rate so that families avoid balloon payments. So there is real-
ly no comparison between the two types of products. 

But let me also say that there is nothing, from our standpoint, 
to prevent some current subprime borrowers from refinancing per-
haps into an FHA loan. Our eligibility criteria, though, they have 
to meet. That will not change with these improvements and yes, we 
do think that some subprime borrowers could and will fare better 
with an FHA product. 

Senator MURRAY. So if the FHA has the ability to provide these 
borrowers with better rates today, why are these borrowers going 
elsewhere? 
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Mr. MONTGOMERY. Well, that’s a tough one, Senator. I would say 
in many cases, what I’ve read, what I’ve been told, some subprime 
borrowers, not all, totally blurred the line between a conventional 
loan and a subprime loan. There have been court settlements in-
volved with lenders that we’re all aware of, where there were 
cases—in one case, some 750,000 cases of perhaps predatory lend-
ing involved. 

So I—many times when I talk about why some families went 
subprime, I use the term, steered toward, because I think that’s ex-
actly what happened and way too many families were taken advan-
tage of. All the while, you have a slow to adapt, less than nimble 
FHA sitting there, going what about us? We had no money to make 
people aware of our product, no money for consumer awareness. So 
it was kind of a perfect storm of a treading in the water FHA and 
large subprime lenders with a lot of marketing dollars coming in 
there and in many cases—not all—there is a place for the subprime 
product—but in many cases, totally blurring that line. And now, I 
think, unfortunately for many families, we are seeing what is going 
to happen as a result of some of those decisions. 

Senator MURRAY. Do you have any idea what percentage of cur-
rent subprime borrowers you believe would be found creditworthy 
under FHA’s criteria? 

Mr. MONTGOMERY. It’s a hard number to quantify, Senator but 
some of our internal discussions, we think it would be in probably 
the hundreds of thousands. 

Senator MURRAY. Ms. Poole and Mr. Robbins, do you think the 
rising foreclosures in the subprime market will necessarily have an 
impact on the business that is handled by FHA? Mr. Robbins. 

Mr. ROBBINS. Let me take you through a couple of statistics, 
which would outline the foreclosure issue and in the subprime mar-
ket. The U.S. population of mortgages is about $50 million in total. 
The subprime represents about 13.5 percent of that number or 
$6,750,000. Currently, the MBA announced that loans in fore-
closure were about 4.53 percent in the subprime, which is actually 
half of its peak, which was in the year 2000, when it hit 9.35 per-
cent at that time. 

Of that group of loans, through loss mitigation techniques, about 
half don’t complete the foreclosure process. So that would leave 
about 335,000 loans that would ultimately face foreclosure that had 
been in the subprime area. We note with great interest that FHA’s 
foreclosure ratio is less than half of the subprime because—again, 
because of outstanding loss mitigation techniques that are em-
ployed by the Federal Housing Administration versus those of 
subprime companies. 

It’s the MBA’s feeling that without question, that vast numbers 
of subprime borrowers would benefit significantly from FHA financ-
ing. In the past, it takes approximately 70 percent longer to process 
and underwrite a FHA loan versus a subprime loan. The market 
moved toward the efficient alternative, inappropriately in some 
cases, using very lax underwriting. We feel, with FHA moderniza-
tion, that they could be a formidable competitor in the low to mod-
erate income lending world. They could restore their market share 
relatively quickly because of the fact that with the full faith in 
credit of the United States Government in the guarantee portion of 
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that, that the lowest interest rate would induce a significant num-
ber of borrowers and a short time processing frame, bridge the effi-
ciency gap that was created. So we feel that these changes have an 
enormous and a very positive effect on future homeowners. 

Senator MURRAY. Ms. Poole, do you care to comment? 
Ms. POOLE. Yes. One of the things I’d like to make sure we note 

is that many more homebuyers could have been and could, in the 
future, use the FHA product. But one of the things that should be 
noted is the loan limits that are attached to the FHA product, 
which puts a lot of borrowers out of the market and sends them 
into the subprime and exotic mortgages. 

I, as a practitioner, am actually facing a lot of borrowers who are 
now homeowners, who are facing possible foreclosures, simply from 
purchasing over the last couple of years and they are in upside 
down mortgages that they did not know they were in. As a practi-
tioner, when talking with a lender, I was sometimes not actually 
given all the information the borrower was given because the bor-
rower and lender work together. 

So when you get to a point of saying, I don’t know how this hap-
pened, the fact is, it happened. And so I’m looking at it saying, you 
know, if there had been a FHA product that would have been avail-
able for the price range that they were purchasing in, it would 
have given me an opportunity to help them that way. But without 
it being there and no matter who you are, what you want to do in 
the market that I work, is to own a home. So all the promises and 
pie in the sky seem okay because I can afford the monthly payment 
but not looking at the long-term effect. 

Senator MURRAY. Thank you very much. Senator Bond. 
Senator BOND. Thank you, Madam Chair. Commissioner Mont-

gomery, you have certain authorities to ensure the FHA MMI fund 
is solvent and doesn’t require a bailout from Congress and in fact, 
the administration’s 2008 budget request assumes that. 

No. 1, can you give us your personal and the administration’s 
commitment that you will not allow MMI fund’s credit subsidy to 
go positive in 2008 and second, GAO’s testimony states that high 
claim and loss rates for loans with down payment assistance fi-
nancing were major reasons why the estimated credit subsidy rate 
for MMI is projected to be positive. If that statement is accurate, 
why do you continue to insure these high-risk loans that may jeop-
ardize the health of FHA? 

Then I’ll ask Mr. Donohue and Mr. Shear to comment on that, 
please. 

Mr. MONTGOMERY. Do you want me to go first, Senator? 
Senator BOND. Yes. I want you to lay it out and then we’ll slice 

it. 
Mr. MONTGOMERY. I just wanted to confirm that, sir. Sir, yes, 

while I am FHA Commissioner, the MMI fund will not go to a posi-
tive credit subsidy. We have a fallback position. We’re working very 
hard to get FHA modernization and if you look at how we think 
volume would increase and thus, receipts and that would keep the 
credit subsidy negative, which as we all know in government, is a 
good thing. 

However, let me just reiterate, while I am Commissioner, our 
fallback position would be to raise the upfront premiums modestly 
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from 1.5 to 1.66, .016 of a percentage and a small increase in the 
annuals to keep that from happening. 

Second, sir, on the gift down payment programs, we have worked 
with the Internal Revenue Service, starting gosh, probably about 1 
year, year and a half ago, when they approached us about some of 
their concerns. I don’t want to speak for the IRS but just summa-
rizing some of their concerns, whether some—not all—of the seller 
funded gift down payment programs met through detached and dis-
interested clause for bona fide 501(c)3s. And there are some 185 or 
so, sir, that we’re aware of. They had a revenue ruling as we’re all 
aware of, in May of last year, saying—putting on notice, seller 
funded down payment programs that if you don’t meet these cri-
teria then you could be in jeopardy of losing that status. 

Now, I don’t want to speak ill of the IRS for a number of reasons 
but as we all know—— 

Senator BOND. During that time when we’re all subject to 
them—— 

Mr. MONTGOMERY. Yes, sir. But I know they have their hands 
full and they are moving a little slower than we anticipated in this 
area. So HUD also is and has moved toward rulemaking in this 
area and the rule currently is over at the Office of Management 
and Budget for their review. 

But yes sir, the FHA guidelines state that as long as someone 
is a 501(c)3, because you have to be a nonprofit to participate in 
the down payment programs, then we have to continue accepting 
them. We are not in the business of making the determination as 
to who is a 501(c)3; that is the IRS’s purview. 

Senator BOND. Well, I agree with the fact that the 501(c)3 deter-
mination is properly the jurisdiction of the IRS. What I’m con-
cerned about is the impact of these gift down payments on the ex-
posure of FHA. That’s why we expect to see something and I’d like 
to hear Mr. Donohue and Mr. Shear talk about that. 

Mr. DONOHUE. I’m sorry, mention about the reduction of FHA 
lower—at least, in part, the foreclosure is partly due to loss mitiga-
tion and also, I believe, the foreclosure—moratorium in the gulf— 
but I want to get back, sir, to your question. I mean it, I get nerv-
ous when I hear things about efficiency and modernization, even 
though I support it. I really do. In my opinion, a lot of money was 
made here the last couple of years and what I do is I see where 
enforcement and oversight is not applied in cases. 

Senator, you mentioned about this pencil-whipping. Where I 
come from, they talk about a three-card Monty. This seller down 
payment assistance, I saw first hand several years ago and as far 
as I’m concerned is a three-card Monty, the way it was designed. 
Going back and giving money from the builder back to the lender 
to come up with the down payment and then what happened? It 
had direct results—it caused spec house—the increase in value un-
officially. The next thing you know, those owners would come back 
and get hit with a tax bill when the land was re-evaluated and in-
surance and so many of them move out of the house. 

I took that to the FHA and I brought this attention to them and 
there was great reluctance on their part. In fact, my guess is, I 
probably upset a lot of the Mortgage Bankers Associations. When 
I first came on 5 years ago, I used to get invited to a lot of their 
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functions. That seems to have dropped off significantly the last cou-
ple of years. 

But I think this—when the Commissioner speaks about mod-
ernization, I’m drawn upon to a particular matter we dealt with 
and this had to do with loan binders. Loan binders are the files 
that are kept with regard to loans executed by FHA. There was a 
modernization designed for those binders to be retained by the 
lending organizations. I have concern about that. I went to the FBI 
and asked them their opinion and they supported me with regard 
to the very concern is simple. I was in investigations for 31 years. 
I get real nervous when I’m going back and talking to a particular 
lender that might have done wrong and the very information I 
have, the investigation file that I have to recover to look at is 
maintained by them. I’d hate to think what they might do with if 
they really are fraudulently aggressive. 

But the fact is, this was a situation that I had to challenge and 
the FHA Commissioner went ahead anyway and administered that 
modernization plan. I think it’s all about aggressive enforcement 
over sites served. 

Senator BOND. Then Mr. Shear and then I’m going to have, since 
we’ve mentioned Mortgage Banking Associations, I’m sure that Mr. 
Robbins may have a view on that. So let me hear from Mr. Shear. 

Mr. SHEAR. Thank you, Senator Bond. First, you said something 
about the subsidy rates and whether a positive subsidy would be 
required. Over the last few years, part of the improvements that 
we have noted with FHA is their ability to improve their models 
for estimation purposes. At the same time, we’re trained to be 
skeptical, and when you see underestimated costs year after year, 
we still have a reason for some pause. But by the same token, 
these models have improved. I would expect as the Commissioner 
has said, with an increase in premiums under current statutory au-
thority, that the program can be made a negative subsidy program 
in fiscal year 2008. 

On the second issue of down-payment assistance, even though we 
have monitored developments at the IRS, we haven’t conducted au-
dits of IRS. Our audit has been of FHA and we have recommended 
that the seller-funded down payment assistance that has become 
such a major share of FHA’s portfolio, be treated as a seller induce-
ment. At the time we made that recommendation, the response 
from FHA was that FHA was bound by a HUD Office of General 
Counsel legal opinion that said that this couldn’t be treated as a 
seller inducement. We don’t have a legal opinion about the legal 
opinion but as a matter of policy, we continue to believe FHA has 
to take action to deal with seller-funded down payment assistance. 

Senator BOND. Mr. Robbins. 
Mr. ROBBINS. The down payment assistance program makes up 

about a third of FHA’s current business and its our position that 
allowing a flexible down payment will effectively do away with 
abuses in the program and so the answer to that is a more flexible 
down payment program. 

Senator BOND. Tell me how that—what do you mean by a flexi-
ble down payment program? I don’t really understand what that 
flexible—— 
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Mr. ROBBINS. Doing away with the formula driven down payment 
program that is today providing a real zero down program that we 
can introduce to borrowers. We’re not in the business of developing 
down payment assistance programs, the Mortgage Bankers Asso-
ciation is not. And we are in the business of opining that we want 
a safe and sound and healthy Federal Housing Administration and 
support proposals that keep it actuarially sound. But we also are 
aware that the FHA down payment assistance or the down pay-
ment assistance program is being used, principally by low-income 
and minority buyers in order to get into their house and what we 
have found is you have seen in traditional marketplace—43 percent 
of first time homebuyers last year used a zero down payment pro-
gram. If we were able to adopt a similar kind of program through 
FHA on a direct program, it would do a lot to go to—to curb the 
abuses in the DAP program that you see today. 

Senator BOND. The public policy goal of getting people into first 
time houses is extremely important but I am very much concerned 
about the historical evidence that we’ve seen that when you don’t 
have skin in the game, when you haven’t put something up, when 
there is no equity value in the home, this puts the homeowner too 
often in a squeeze where something comes along, a furnace breaks 
down, a roof leaks, there is no headroom in it. So is this not a prob-
lem? 

Mr. ROBBINS. You know, to me, it depends on how the borrower 
is underwritten and there is nothing that takes the place of good 
old common sense. I mean, there are situations where 100 percent 
loan to value program is fine for a borrower, properly underwritten. 
There are some cases where the borrower, with a no-down product 
is not ready for home ownership yet. And my belief is that a well 
applied underwriting program adopted by the FHA under that pro-
gram with the appropriate risk pricing behind that, would go a 
long way to benefit the homeowners who need that kind of financ-
ing and in fact, quality for it versus them using a subprime alter-
native. 

Senator BOND. Ms. Poole, did you want to comment on that? 
Ms. POOLE. I sure would. There are a couple of things that I 

think come into play. One of things is that with the seller funded 
down payment assistance, it really increases home prices, which 
start to price people, especially first time homebuyers, out of the 
market. So we have to keep that in mind. 

Flexible down payment would not have the same impact. But 
flexible down payments are based on credit scores, it’s based on 
credit histories and how a person handles themselves credit-wise. 

So the zero down is not something that is even being talked 
about for everyone. It’s on a sliding scale, depending upon where 
you are and what you’re doing. Again, as a practitioner, I work 
with mostly first time homebuyers and I would say that every time 
they make a monthly payment, to them, they have invested into 
that home. Rather they didn’t put it all in upfront or with the 3 
percent or whether they are doing 80/20, it’s when they make that 
first payment that they feel as though I have vested interest in 
how this works. 

One of the most important things that I think has to be talked 
about and has to be considered is the education portion that comes 
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into play when people, first time homebuyers buy homes. Without 
the education piece, sometimes people can get in to situations that 
they are not prepared for and as for the National Association of Re-
altors, we are 100 percent in agreement that people need to be edu-
cated in the home-buying process long before they decide to make 
that first home purchase. 

Senator BOND. Thank you very much. Madam Chair, I will have 
other questions for the record but I have another commitment. 

Senator MURRAY. Okay, very good. 
Senator BOND. I thank the witnesses and you’ve given some en-

lightenment and a little bit of confusion on a very important sub-
ject and we appreciate your efforts to help us straighten it out. 

Senator MURRAY. Thank you very much, Senator Bond. We will 
make sure your questions get submitted to the record and ask that 
everyone give their responses back to us. 

I do have a few more questions I want to ask and I’ll start with 
you, Mr. Montgomery. Two weeks ago, Secretary Jackson testified 
before the House Appropriations Committee and said that HUD 
had changed its position about allowing FHA to offer mortgages 
with a zero down payment and he went on to say he was not op-
posed to requiring a 1 or 2 percent down payment requirement. 
But since that hearing, now HUD has indicated you do not intend 
to change your reform proposal and zero down payment mortgages 
will still be permitted. What exactly is the administration’s position 
on this? 

Mr. MONTGOMERY. Right now we have a standard minimum 3 
percent cash requirement and that can take many different shapes 
and forms. We are asking and we haven’t transmitted a bill but 
again, it will look very similar to last year’s bill, the ability to do 
away with the requirement of the 3 percent. Now that may mean 
that either through closing costs assistance or the person finances 
the upfront mortgage insurance premium and puts some money 
down that there is some cash in the game. It may be at 99.95 LTV 
loan but there will be some minimum cash investment on the part 
of the borrower. It may be that the down payment is a very small 
number but their cash contribution comes from elsewhere. 

Senator MURRAY. But will you be asking for authority for zero 
down payment mortgages? 

Mr. MONTGOMERY. We will be asking authority for flexibility in 
the cash requirement to include the down payment assistance, to 
include other cash participation the borrower may do. I also want 
to say that we do need some flexibility in that area because it’s just 
too difficult. There are a lot of borrowers who would qualify but 
just don’t have the cash and they are creditworthy low-income bor-
rowers and for many of them, they turn to the subprime product, 
many of them turn to the gift down payment programs. So yes, we 
do need some flexibility in that requirement. 

Senator MURRAY. Well, Ms. Poole, in her formal testimony, said 
that 43 percent of all mortgages to first time homebuyers in 2005 
involved no down payment. And now we’re seeing this alarming in-
crease in delinquencies and foreclosures in the subprime market 
that involve these no down payments. So the administration’s FHA 
reform proposal that would essentially allow no down payments, 
zero down payments, how are you going to ensure, under this pro-
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posal if you move toward that, it won’t suffer the same fate as the 
subprime? 

Mr. MONTGOMERY. I can’t speak for the subprime but I can speak 
for FHA and no, ma’am, it will not. Our eligibility criteria will not 
change. If anything, when a borrower chooses to put less cash down 
in the transaction, the eligibility criteria will strengthen. I have an 
obligation to this committee, to this body, to the taxpayers, to make 
sure the FHA fund is operated in a financially sound manner. So 
as a result of that, we will not change that criteria. It is not our 
intent to make homeowners out of families who are not ready to 
become homeowners. But I would submit that there are working 
families out there, whether they are social workers, librarians or 
mechanics, who save a little here and there for a down payment. 
They are good, creditworthy, hardworking families but they have 
a little bump in the road, the transmission goes out on the car. You 
name it and there goes the cash savings. I would submit that there 
are tens if not hundreds of thousands of families like that, who 
don’t want a handout. They just need a hand, because they pay for 
this premium. It’s not a Government handout. So those are those 
hardworking, creditworthy, low-income borrowers that we are try-
ing to reach. 

Senator MURRAY. Have you done a thorough analysis that will 
tell us that we’ll be able to guarantee these zero down payments 
that you could share with the committee? 

Mr. MONTGOMERY. We have done actuarial reviews of all our 
products and since we haven’t transmitted the bill yet, we have a 
whole pricing structure that we’re still reviewing. But bare in 
mind, we would price the product with FHA reform, commensurate 
with the risk. So any borrower again, who might be a higher risk 
and is choosing to put lower down, will pay for that privilege, if you 
will. But look at what they get in return. They get a fixed rate loan 
over a longer period. They have no teaser rates that they have in 
the subprime, which for many of them, is their only option today 
and they have no prepayment penalties. The FHA is a fully amor-
tizing product. So I would say it is a far, far better option for many 
of those families. 

Senator MURRAY. Mr. Shear and Mr. Robbins, do you have any 
comments on that? 

Mr. SHEAR. On the zero-down product, one of the things that we 
found from our work, which is consistent with other research, is 
that a zero-down product does carry higher risk, higher risk of de-
fault. And while it is a congressional prerogative whether to allow 
FHA to have a zero-down product, we believe it should be provided 
on a pilot basis. When you look at other mortgage providers, when 
they offer a zero- or low-down product, they always pilot the pro-
gram because it is very risky to go into an activity if you don’t un-
derstand the risks of that activity and pilot programs allow that 
understanding to occur. 

So that is basically our position. It isn’t one of whether to allow 
zero down or not, but if Congress were going to allow it, it should 
be a pilot program. 

Senator MURRAY. Dr. Donohue? 
Mr. DONOHUE. Senator, the seller down payment is twice the de-

fault rate and I look forward to hearing more from FHA with re-
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gard to how they can ensure that will not have an adverse effect 
on the FHA. 

But I want to say one last thing and that’s the fact is, my con-
cern remains with the relationship between FHA and the lenders. 
I think without aggressive enforcement and I’m concerned about 
what I’ve seen, aggressive enforcement, I think—that’s where I 
think a lot of problems might exist with regard to what I see in 
the future. Thank you. 

Senator MURRAY. Mr. Robbins. 
Mr. ROBBINS. A couple of comments. The lower down payment 

program would be offset by higher risk premiums that are charged. 
I don’t think you can compare a subprime, no income, no asset loan 
to a fully documented FHA loan. The underwriting process is com-
pletely different and a substantial amount of the loss mitigation 
would be seen under an FHA program because they are really doc-
umenting every aspect of a borrower’s assets and income, where ob-
viously, under a subprime, no income, no asset loan, that responsi-
bility would be abdicated. 

Here is my basic concern, being a lender and having been one for 
many, many years and having experienced and done literally bil-
lions of dollars of first time homebuyer loans. We’re looking at a 
market that will grow from $10 trillion in outstanding mortgage 
debt today to $20 trillion estimated within the next two decades, 
in less than two decades. Harvard’s Joint Center for Housing Stud-
ies has said that during that period of time, because of the chang-
ing demographics of this country, that 662⁄3 percent of first time 
homebuyers will be minority Americans buying their first house. 
We have to have programs that meet that demand. We have a tidal 
wave of opportunity that is occurring in this country, to convert 
people and give them their share of the American dream and let 
them put their stake in the ground in home ownership. We have 
to have the programs to meet that demand and a well-founded 
FHA with solid underwriting is going to allow us to do that. 

Senator MURRAY. Thank you very much. I do have one other 
question. Senator Bond put language in our 2007 appropriations 
bill that would clamp down on fraudulent gift down payment as-
sistance programs. Mr. Donohue and Mr. Shear, do you think that 
language—I don’t know if you’re familiar with it but do you think 
that would adequately get at the crooked actors without harming 
the real nonprofits that are trying to get people into homes? 

Mr. DONOHUE. Senator, I support that. I think that currently, 
with the best intentions and the review that is underway, the seller 
down payment assistance program is still going on. And I’d like to 
see it end as quickly as possible so I support any notion of that 
type. 

Senator MURRAY. Mr. Shear. 
Mr. SHEAR. I’m not familiar with the provisions related to this 

but certainly, it sounds promising and for us, again, the reason we 
think FHA should treat it as a seller inducement is because, for all 
practical purposes, it is. And just to make clear, even though we 
found that loans with more traditional—what I’ll call the old fash-
ioned kind of down payment assistance, where it comes from a 
charity, from a foundation, where there is real equity created in a 
home because of the down payment assistance—even though the 
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performance of those loans wasn’t quite as good as other loans, our 
concern isn’t with the more traditional down payment assistance. 
It’s with this particular mechanism of seller-funded assistance that 
has become such a large share of FHA’s portfolio. 

Senator MURRAY. Mr. Montgomery. 
Mr. MONTGOMERY. I just want to make sure that we understand 

there is a wide difference between a seller-funded gift down pay-
ment and a zero-down product. In many cases, the cost of the down 
payment, if you will, for the seller funded, the charitable one, if you 
will, is put on at the end of the loan and along with other costs 
that a borrower may have, they could be in a higher than 100 per-
cent LTV posture, whereas a traditional down payment, you don’t 
have that. It’s not a loan you’re paying back. You are putting some 
money in the game so there is a big difference between the two 
products. 

But again, just to reiterate the point I made earlier, we have 
been working with the IRS. We have been working on a rule and 
I understand Mr. Donohue’s frustration with that but we’ve moved 
closer to that point than probably any previous Commissioner and 
these are not new products. These gift down payments have been 
around since the late 1990’s. 

Senator MURRAY. And do you have a comment on Senator Bond’s 
language in the appropriations bill? 

Mr. MONTGOMERY. I think if that is what it gets to, then that’s 
the way we would go but I would add again, that the IRS has a 
revenue ruling out. HUD is moving, FHA may be moving a rule 
and is currently at OMB. 

ADDITIONAL COMMITTEE QUESTIONS 

Senator MURRAY. That is all the questions I have at this point. 
I believe we have some questions from other members that we will 
submit for the record. If you would respond back, I would appre-
ciate it. 

[The following questions were not asked at the hearing, but were 
submitted to the Department for response subsequent to the hear-
ing:] 

QUESTIONS SUBMITTED TO HON. BRIAN D. MONTGOMERY 

QUESTIONS SUBMITTED BY SENATOR CHRISTOPHER S. BOND 

DOWNPAYMENT ASSISTANCE LOANS 

Question. Do you support the elimination of these loans? Are you committed to 
implementing the GAO’s recommendations and stopping the practice of insuring 
these types of high-risk loans? When do you expect your proposed ruling to be im-
plemented? 

Answer. Last year HUD published a rule that would eliminate these high-risk 
loans, however implementation has been delayed due to litigation. We are currently 
awaiting a court ruling on how to proceed. 

Question. Would you support a legislative provision in the THUD appropriations 
bill that prohibits FHA from engaging in this activity? 

Answer. The fiscal year 2009 budget proposes new risk categories for these high 
risk loans. This risk category bears a positive subsidy rate of 6.35 percent. Should 
Congress wish FHA to continue to insure these loans, we will require an appropria-
tion to cover the very substantial anticipated cost to the Government of such loan 
guarantees. 
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FHA’S STRUCTURE 

Question. It is my belief that FHA reform be comprehensive and address some of 
the structural issues that have impeded FHA’s ability to manage effectively the risk 
of its insured mortgages. I believe having some flexibility in hiring (possibly similar 
to the FDIC and other quasi-governmental entities) and purchasing authority can 
help the FHA function more like a business. 

Can you comment on how the current structure impacts FHA’s operations and 
what types of flexibility you need to ensure FHA can be more responsive and ac-
countable? In terms of your workforce, are you currently facing a large number of 
retirements like the rest of the Federal Government and how will that impact FHA? 

Answer. For now, we believe that flexibility to increase the FHA funding used for 
information technology systems would help. We are also attempting to bring new 
employees on board so they can be trained before experienced staff retires. We do 
believe these measures will allow us to meet both the challenges of implementing 
the new legislation and to deal with the very dynamic home mortgage market. 

ASSET CONTROL AREA PROGRAM 

Question. In the fiscal year 1999 VA–HUD Appropriations Act, the Congress cre-
ated the Asset Control Areas (ACA) to address the growing number of FHA-fore-
closed homes in distressed communities and to promote homeownership to stabilize 
these neighborhoods. Our intent was for HUD to work with nonprofits and local gov-
ernments in implementing this program. 

Can you give me an update on the program, in terms of how many new contracts 
have been approved in the last year? How long does it typically take HUD to ap-
prove these contracts? 

Answer. In fiscal year 2007 one new agreement was approved and one was re-
newed. Once the ACA participant submits a completed package and accepts the 
terms of the model agreement, the package is approved within 30–45 days. 

IMPACT OF SUBPRIME MARKET 

Question. There has been a lot of attention to the subprime market and its recent 
problems as thousands of subprime loans are going into default and foreclosure. The 
Federal Reserve chairman recently suggested that the subprime problems could 
have broader economic consequences and some on Wall Street fear that it will 
spread to the prime market and to corporate credit. 

How has the subprime market affected FHA’s business and market-share over the 
past several years? In other words, did the subprime market attract borrowers who 
would have traditionally been served by FHA? Second, looking forward, since the 
subprime market is imploding, will many borrowers return to FHA? Do you see an 
increase in business happening? Lastly, with many of the subprime mortgages likely 
to end up in foreclosure, will it cause a domino effect on homes insured by FHA? 

Answer. Subprime lenders attracted a significant number of borrowers who would 
have qualified for, and likely used, FHA. Many of these borrowers are expecting to 
refinance out of their subprime loans before they reset to a higher interest rate. As 
with the FHA Secure initiative announced last year, we are exploring ways to assist 
these families, so we do expect an increase in business. Our borrowers continue to 
be required to meet FHA’s underwriting standards before any loan is insured. Con-
sequently, with the exception of the gift downpayment loans, we do not expect an 
increase in claims. 

MANAGING RISK 

Question. The GAO has raised several concerns with FHA’s ability to manage risk 
and that it could impact its ability to manage new products such as the proposed 
no down-payment mortgage product. 

Given the GAO and IG’s concerns, the downturn in the housing market, and the 
record delinquency rate of FHA loans, what safeguards or limitations would FHA 
place on its risk-based premium and low to zero down-payment products? How will 
you ensure that borrowers will not be put at risk of owing more than the value of 
the home? What are your thoughts on piloting a program as suggested by the GAO? 

Answer. With the exception of seller financed gift downpayment loans, we do not 
anticipate large numbers of FHA borrowers being put in a position of owing more 
than their homes are worth, aside from widespread declines in market values that 
adversely affect all borrowers. We believe the serious problems confronting the hous-
ing market as a whole are not appropriate for a limited demonstration, but rather 
require a program available to all who need it and who qualify. 
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COSTS OF IMPLEMENTING RISK-BASED PRICING SYSTEM 

Question. The IG’s testimony states that moving to a risk-based premium pricing 
structure could require additional budget authority funding to make FHA system 
modifications. Further, this new pricing system could impose new administrative/ 
cost burdens on originating and servicing lenders, according to the IG. 

Does your budget request include funding to address the system modifications 
suggested by the IG? If so, how much would it cost in fiscal year 2008 and in the 
out years? Have you analyzed the potential administrative/cost impact of the pro-
posed risk-based pricing structure on lenders? 

Answer. The modifications to FHA systems have been completed. We don’t antici-
pate increased annual requirements solely because of the implementation of risk- 
based pricing. At the same time, however, FHA systems are as much as 27 years 
old. They all need to be upgraded or replaced. 

FAIR HOUSING CONCERNS WITH RISK-BASED PRICING 

Question. The IG’s testimony raises fair housing and red-lining concerns with the 
administration’s risk-based pricing proposal. How are you addressing these con-
cerns? 

Answer. The Department does not believe that the risk-based pricing will have 
a discriminatory effect on minority households or neighborhoods. Quite to the con-
trary, risk-based pricing will allow FHA to more effectively carry out its mission of 
promoting home ownership by lower income families, especially minorities and first- 
time homebuyers. With greater pricing flexibility, FHA will be able to reach more 
families and offer more financing options at more affordable cost. 

FHA FRAUD 

Question. The IG’s testimony listed a number of areas of continuing concern re-
lated to FHA fraud. One area of concern was FHA’s adoption of a new policy dealing 
with the Lender Insurance Program. FHA implemented the new policy to this pro-
gram despite opposition from the FBI and HUD’s OGC but committed to making 
technical corrections to the new policy after implementation. What sort of progress 
have you made in making technical corrections to this program? 

Answer. The Lender Insurance (LI) program is a process that allows for insurance 
of loans by lenders without prior review by HUD staff. LI loans are subject to the 
same Direct Endorsement standards with the exception of those requirements that 
are unique to the LI process. Risk management controls for all Direct Endorsement 
loans include Social Security Number validation, property flip check of all purchase 
mortgage loans, electronic review of all insuring data prior to endorsement, analysis 
of all closed loans to select high risk loans for review, analysis of all lenders to iden-
tify the high risk lenders for review, electronic monitoring of each lender’s claim and 
default rates in Neighborhood Watch to determine compliance with FHA approval 
standards and termination of a lender’s origination or underwriting approval for 
poor performance under Credit Watch Termination. 

FHA is working with Regulation Division attorneys on two revisions to current 
HUD single-family regulations. The first revision would revise the regulations to 
provide a definition of the term ‘‘origination’’ and clarify that LI is a process and 
that loans insured under this process are subject to the current Direct Endorsement 
statutes, regulations and policies. 

FHA, under existing regulatory authority to hold program participants fully ac-
countable for their actions, has adopted procedures for dealing with any LI lender 
that fails to produce a case binder when requested, which is the major source of 
OIG’s concern. The second revision would revise the regulations to require that 
lenders indemnify HUD for failure to submit a case binder when requested or for 
failure to submit a case binder with sufficient documentation to determine eligibility 
of Federal Housing Administration (FHA) mortgage insurance. This revision en-
hances existing regulatory authority and procedures for dealing with a LI lender 
who fails to produce a case binder when requested. 

FHA would also like to point out that, despite OIG’s concerns, those lenders mak-
ing loans under the LI program have a better record of loan performance than do 
those lenders that still submit binders to FHA for insuring purposes. LI is a privi-
lege and not a right and LI lenders are abiding by FHA’s requirements. 

RESPA REFORM 

Question. A few years ago, the administration proposed reforms to the Real Estate 
Settlement Procedures Act (RESPA) to simplify the mortgage process and to provide 
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certainty to borrowers about their costs. The proposed rule, however, was with-
drawn. Does the administration have any plans to reform RESPA? 

Answer. Yes, the Department looks forward to publication of the rule and public 
comment very soon. The Department will work with Congress on this very impor-
tant rule. The goals are to simplify and improve the disclosure requirements for 
mortgage settlement costs under RESPA, and to protect consumers by making it 
possible for consumers to shop for the loan and settlement services that best meet 
their needs. 

QUESTIONS SUBMITTED BY SENATOR ARLEN SPECTOR 

RISK-BASED PRICING 

Question. Risk-based pricing may increase the mortgage carrying costs of those 
FHA borrowers that are least able to afford them and there is a greater risk of de-
fault on zero downpayment loans. How do you plan to prepare for and protect 
against these risks and ensure that low-income families are not led to greater finan-
cial instability? 

Answer. FHA will continue to use its very effective underwriting process to ensure 
that families qualify for and can afford the mortgages they are seeking. 

FHA LOAN LIMITS 

Question. Raising FHA area loan limits could distance FHA from the lower-income 
families it was established to serve. How will raising the loan limits help the lowest- 
income families who have the fewest alternative options? 

Answer. We have effectively been eliminated as an option for low-income families 
in high cost areas such as California and New York. Raising the limits will allow 
FHA to once again serve low-income and first-time homebuyers in these areas. 

QUESTIONS SUBMITTED TO HON. KENNETH M. DONOHUE 

QUESTIONS SUBMITTED BY SENATOR CHRISTOPHER S. BOND 

FHA FRAUD 

Question. Your testimony listed a number of areas of continuing concern related 
to FHA fraud. One area of concern was FHA’s adoption of a new policy dealing with 
the Lender Insurance Program. 

What is the significance of this problem? 
Answer. The Lender Insurance Program allows certain FHA-approved direct en-

dorsement lenders to endorse FHA insured loans without a pre-endorsement review 
and generally relieves the submission of loan origination case binders to FHA. OIG 
expressed concern that relieving Lender Insurance Program lenders from the re-
sponsibility of submitting loan origination case binders to FHA may adversely im-
pact the ability to investigate and prosecute fraud perpetrated upon FHA. 

FHA’S STRUCTURE 

Question. As I stated in my opening statement, I strongly believe that FHA re-
form should address some of the structural issues with FHA that has impeded its 
ability to manage effectively the risk of its insured mortgages. I believe having some 
flexibility in hiring (possibly similar to the FDIC and other quasi-governmental enti-
ties) and purchasing authority can help the FHA function more like a business. 

Do you believe that FHA’s current structure impedes their ability to perform their 
mission in a sound and effective manner? 

Answer. The OIG has not independently assessed whether FHA’s current struc-
ture impedes its ability to perform its mission in a sound and effective manner. 
However, based on our audit and investigative activities we are concerned with the 
ability of FHA’s staff and its current systems (i.e., reliability) to implement and 
manage the various new programs/products proposed as part of FHA reform. 

Since fiscal year 1991, we have reported annually on the Department’s lack of an 
integrated financial system in compliance with all Federal financial management 
systems requirements, including the need to enhance FHA’s management controls 
over its various insurance and other financial systems. Organizational changes and 
human capital management have not only been a challenge to FHA, but the Depart-
ment as a whole for many years. As such, FHA has contracted out a number of its 
functions that are essential to the accomplishment of its overall mission. 
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The Department has made progress in implementing a new financial system at 
FHA, but continued progression in the integration of FHA’s financial management 
systems, and strengthening of lender accountability and enforcement against pro-
gram abuses is still needed. 

HIGH-RISK STATUS OF FHA 

Question. The GAO recently removed the high-risk designation for FHA’s single- 
family programs because of the agency’s progress in addressing its long-standing 
problems. However, the GAO warns that FHA’s proposed changes to raise its loan 
limits, implement a new risk-based premium system, and reduce down-payment re-
quirements, could introduce new risks and oversight challenges to FHA. 

Despite the removal of GAO’s high-risk designation, is FHA still vulnerable to 
waste, fraud, and abuse? 

Answer. The Department has made progress in its efforts to correct some of its 
challenges and we commend the removal of FHA’s single-family programs from 
GAO’s high-risk list. However, FHA is still vulnerable to waste, fraud, and abuse, 
especially with the changes proposed as part of FHA reform. 

We are concerned with the soundness of the front-end risk assessments performed 
by or on behalf of the Department for the various proposed operational and pro-
grammatic changes that are part of or related to FHA reform. Therefore, we have 
begun an audit of FHA’s control structure, which includes a review of its front-end 
risk assessment process, to ensure cost/performance effective actions are taken to 
minimize undesired outcomes and maximize the likelihood of desired outcomes. 

Additional risk is inherent with the introduction of any new program/product and 
it must be balanced with a commensurate increase in oversight and enforcement, 
which was lacking from the various FHA reform proposals. Without such protections 
to mitigate future insurance losses one cannot ensure the effectiveness of FHA in 
meeting its overall mission, which includes maintaining and expanding homeowner-
ship. The OIG is committed to continuing its work with the Department to ensure 
the integrity of FHA’s single-family insurance programs. 

QUESTIONS SUBMITTED TO WILLIAM B. SHEAR 

QUESTIONS SUBMITTED BY SENATOR CHRISTOPHER S. BOND 

Question. The GAO recently removed the high-risk designation for FHA’s single- 
family programs because of the agency’s progress in addressing its long-standing 
problems. However, the GAO warns that FHA’s proposed changes to raise its loan 
limits, implement a new risk-based premium system, and reduce down-payment re-
quirements, could introduce new risks and oversight challenges to FHA. 

Despite the removal of GAO’s high-risk designation, do you believe FHA is still 
vulnerable to waste, fraud, and abuse? Will FHA’s proposed new loan products po-
tentially expose FHA to more risk and if not managed adequately, is it possible for 
FHA to be placed back on the high-risk list? 

Answer. We removed the high-risk designation in January 2007 because of the 
progress FHA had made in addressing weaknesses we had identified in its risk 
management, including improvements in lender oversight and loan performance 
modeling.1 Because of this progress, we believe that FHA is less vulnerable than 
it has been in the past to risks that could undermine the efficiency and effectiveness 
of its single-family mortgage insurance programs. However, as we noted in our 
High-Risk Update and our June 2007 report on FHA’s modernization efforts, some 
of FHA’s proposed program changes could introduce new risks and challenges.2 
FHA’s proposal to offer products with lower down-payment requirements is of par-
ticular concern given the greater default risk of low-down-payment loans, housing 
market conditions that could put borrowers with such loans in a negative equity po-
sition, and the difficulty of setting prices for new products whose risks may not be 
well understood. Due partly to these risks and challenges, we included FHA’s single- 
family insurance programs on a list of suggested areas for oversight that we pro-
vided to Congress in November 2006.3 To make any future decisions about the high- 
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risk status of this program area, we would use published criteria that encompass 
a number of quantitative and qualitative factors.4 Additionally, we would review a 
wide range of data and documentation, including information on FHA’s ability to 
manage the risks of any new mortgage products it is authorized to offer. 

Question. In your testimony, you state that high claim and loss rates for loans 
with down-payment assistance financing were major reasons why the estimated 
credit subsidy rate for the FHA MMI Fund is projected to be positive for fiscal year 
2008. HUD has recently developed a proposed rule to address these types of loans. 

Can you elaborate on why these types of loans perform so poorly and what specific 
recommendations you have made to address these problems? How do these loans 
perform compared to subprime loans? Do you believe HUD’s proposed rule ade-
quately addresses your concerns and recommendations? 

Answer. Our testimony focused specifically on the high claim and loss rates for 
loans with down-payment assistance from nonprofit organizations that received at 
least part of their funding from property sellers (seller-funded nonprofits). These 
loans are problematic because property sellers that provide down-payment assist-
ance through nonprofits often raise the sales prices of the homes involved in order 
to recover the required payments to the nonprofits. For example, in November 2005, 
we reported that FHA-insured homes bought with seller-funded nonprofit assistance 
appraised at and sold for about 2 to 3 percent more than comparable homes bought 
without such assistance.5 The weaker performance of loans with seller-funded down- 
payment assistance may be explained, in part, by the higher sales prices and the 
homebuyer having less equity in the transaction. Seller-funded down-payment as-
sistance effectively undercuts FHA requirements that help to ensure that FHA 
homebuyers obtain a certain amount of ‘‘instant equity’’ at closing. That is, when 
the sales price represents the fair market value of the house, and the homebuyer 
contributes 3 percent of the sales price at the closing, the loan-to-value ratio (i.e., 
the ratio of the amount of the mortgage loan to the value of the home) is less than 
100 percent. But when a seller raises the sales price of a property to accommodate 
a contribution to a nonprofit that provides down-payment assistance to the buyer, 
the buyer’s mortgage may represent 100 percent or more of the property’s true mar-
ket value. In prior work, we found that, controlling for other factors, high loan-to- 
value ratios lead to increased insurance claims. 

Our 2005 report made recommendations designed to better manage the risks of 
loans with down-payment assistance generally and from seller-funded nonprofits 
specifically. We recommended that FHA consider risk mitigation techniques such as 
including down-payment assistance as a factor when underwriting loans. We also 
recommended that FHA take additional steps to mitigate the risk associated with 
loans with seller-funded down-payment assistance, such as treating such assistance 
as a seller inducement and therefore subject to the prohibition against using seller 
contributions to meet the 3 percent borrower contribution requirement. Consistent 
with the first recommendation, FHA is testing additional predictive variables, in-
cluding source of the down payment, for inclusion in its mortgage scorecard (an 
automated tool that evaluates the default risk of borrowers). HUD’s proposed rule 
to prohibit seller-funded down-payment assistance is responsive to the second rec-
ommendation. 

It is difficult to compare the performance of FHA-insured loans with seller-funded 
down-payment assistance to subprime loans because of differences in the way per-
formance data are reported. (For example, FHA measures the percentage of loans, 
by origination year, that completed the foreclosure process and resulted in an insur-
ance claim. In contrast, the Mortgage Bankers Association’s National Delinquency 
Survey—which provides data on prime, subprime, and government-insured loans— 
measures the percentage of loans being serviced, regardless of origination year, that 
were in any stage of the foreclosure process.) FHA has reported that, as of January 
2007, 15.6 percent of fiscal year 2000 loans with down-payment assistance from non-
profits (the large majority of which received funding from property sellers) had re-
sulted in an insurance claim. For this and more recent books of business, the claim 
rates for loans with this type of assistance were at least twice as high as the claim 
rates for all FHA-insured purchase loans. 

Question. As I stated in my opening statement, I strongly believe that FHA re-
form should address some of the structural issues with FHA that has impeded its 
ability to manage effectively the risk of its insured mortgages. I believe having some 
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6 GAO–07–708. 
7 The Millennial Housing Commission, established by Congress in 2000, studied the Federal 

role in meeting the Nation’s housing challenges and issued a report in 2002, which included rec-
ommendations for a variety of reforms to Federal housing programs. See Meeting Our Nation’s 
Housing Challenges: Report of the Bipartisan Millennial Housing Commission (Washington, DC: 
May 30, 2002). 

8 GAO–07–708. Loans with low or no down payments carry greater risk because of the direct 
relationship that exists between the amount of equity borrowers have in their homes and the 
risk of default. The higher the loan-to-value ratio, the less cash borrowers will have invested 
in their homes and the more likely it is that they may default on mortgage obligations, espe-
cially during times of economic hardship or price depreciation in the housing market. 

flexibility in hiring (possibly similar to the FDIC and other quasi-governmental enti-
ties) and purchasing authority can help the FHA function more like a business. 

Do you believe that FHA’s current structure impedes their ability to perform their 
mission in a sound and effective manner? 

Answer. In our June 2007 report on FHA’s modernization efforts, we discussed 
options that FHA and Congress could consider to help FHA adapt to changes in the 
mortgage market and the pros and cons of these options.6 Some of these options 
could help the agency perform its mission more effectively by increasing its oper-
ational flexibility. For example, we noted that mortgage industry participants and 
researchers had indicated that Congress could consider granting FHA additional au-
thorities to invest in staff and technology. Specifically, Congress could allow FHA 
to manage its employees outside of Federal pay scales. Some Federal agencies, such 
as the Securities and Exchange Commission, the Office of Thrift Supervision, and 
the Federal Deposit Insurance Corporation, are permitted to pay salaries above nor-
mal Federal pay scales in recognition of the special skills demanded by sophisticated 
financial market operations. The Millennial Housing Commission and mortgage in-
dustry officials have suggested that FHA be given similar authority.7 This option 
could help FHA to recruit experienced staff to help the agency adapt to market 
changes and could be funded with the Mutual Mortgage Insurance Fund’s current 
resources—that is, negative subsidies that accrue in the Fund’s reserves. However, 
the Fund is required by law to operate on an actuarially sound basis. Because the 
soundness of the Fund is measured by an estimate of its economic value—an esti-
mate that is subject to inherent uncertainty and professional judgment—the Fund’s 
current resources should be used with caution. Spending the Fund’s current re-
sources would lower the Fund’s reserves, which in turn would lower the economic 
value of the Fund. As a result, the Fund’s ability to withstand severe economic con-
ditions could be diminished. Also, using the Fund’s current resources would increase 
the Federal budget deficit unless accompanied by corresponding reductions in other 
government spending or an increase in receipts. 

Question. The GAO has raised several concerns with FHA’s ability to manage risk 
and that it could impact its ability to manage new products such as the proposed 
no down-payment mortgage product. And now, the delinquency rate for FHA loans 
are at a new record level according to the latest Mortgage Bankers Association’s De-
linquency Survey. In fact, MBA’s data seems to indicate that FHA loans are as 
risky, if not more risky, than subprime loans. 

Given FHA’s track record in managing its existing portfolio of loans and risky 
loans such as those with high loan-to-value ratios, should we be concerned about 
FHA’s ability to manage effectively its proposed no- or low-down-payment loan pro-
grams? 

Answer. In our June 2007 report on FHA’s modernization efforts, we expressed 
concerns about the proposal to lower down-payment requirements potentially to zero 
given the greater default risk of loans with high loan-to-value ratios, policies that 
could result in effective loan-to-value ratios of over 100 percent, and housing market 
conditions that could leave borrowers with such loans with negative equity.8 We 
noted that sound management of very low or no-down-payment products would be 
necessary to help ensure that FHA and borrowers do not experience financial losses. 
Piloting or otherwise limiting the availability of new products would allow FHA the 
time to learn more about the performance of these loans and could help avoid unan-
ticipated insurance claims. Despite the potential benefits of this practice, FHA gen-
erally has not implemented pilots, unless directed to do so by Congress. We have 
previously indicated that, if Congress authorizes FHA to insure new products, Con-
gress and FHA should consider a number of means, including limiting their initial 
availability, to mitigate the additional risks these loans may pose. We continue to 
believe that piloting would be a prudent approach to introducing the products au-
thorized by FHA’s legislative proposal. 
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9 GAO, Federal Housing Administration: Modernization Proposals Would Have Program and 
Budget Implications and Require Continued Improvements in Risk Management, GAO–07–708 
(Washington, DC: June 29, 2007). 

10 GAO, Mortgage Financing: Additional Action Needed to Manage Risks of FHA-Insured 
Loans with Down Payment Assistance, GAO–06–24 (Washington, DC: Nov. 9, 2005). 

Question. Your testimony notes that FHA has generally underestimated the sub-
sidy costs for its single-family program based on the annual re-estimates it con-
ducts. In fact, FHA had a $7 billion re-estimate in 2003 due to various reasons. 

Given this history, what level of confidence do you have that FHA’s credit subsidy 
estimate for fiscal year 2008 is accurate? Is it unreasonable to assume that the cred-
it subsidy situation is worse than projected by FHA? Do you believe that the credit 
subsidy estimate for fiscal year 2007 may change? 

Answer. Although credit subsidy estimates by their nature have a degree of uncer-
tainty, FHA’s estimates, including those for fiscal year 2008, should be viewed with 
particular caution given the agency’s track record. In recent years, FHA has taken 
a number of steps to improve its subsidy estimates such as including the source of 
down payment and borrower credit scores in its loan performance models (the re-
sults of which are used to estimate credit subsidy costs). However, FHA’s current 
reestimates of subsidy costs are generally less favorable than the original estimates, 
even for recent books of business. For example, the current reestimated cost for the 
fiscal year 2006 book of business is about $800 million higher than originally esti-
mated. 

Annual estimates of a program’s lifetime credit subsidy costs can change from 
year to year as a result of changes in estimation methodology, economic assump-
tions, and program policies. Furthermore, each additional year provides more histor-
ical data on loan performance that may influence subsidy estimates. As a result, it 
is likely that FHA’s credit subsidy estimate for fiscal year 2007 (and for other years) 
will change to some degree. However, it is difficult to predict the size and direction 
of those changes. 

QUESTION SUBMITTED BY SENATOR ARLEN SPECTER 

Question. According to GAO’s analyses, will FHA’s modernization proposals make 
FHA more financially sound? What is the most crucial change for FHA to imple-
ment to improve its risk management? 

Answer. As we reported in June 2007, FHA has estimated that its three major 
legislative proposals (instituting risk-based pricing, raising loan limits, and lowering 
down-payment requirements) would have a beneficial impact on HUD’s budget due 
to higher estimated negative subsidies.9 According to the President’s fiscal year 
2008 budget, the credit subsidy rate for FHA’s Mutual Mortgage Insurance Fund 
(which supports FHA’s single-family insurance programs) would be more favorable 
if the legislative proposals were enacted. Absent any program changes, FHA esti-
mates that the Fund would require an appropriation of credit subsidy budget au-
thority of approximately $143 million. If the legislative proposals were not enacted, 
FHA would consider raising premiums to avoid the need for appropriations. If the 
major legislative proposals were passed, FHA estimates that the Fund would gen-
erate $342 million in negative subsidies. Although credit subsidy estimates by their 
nature have a degree of uncertainty, FHA’s estimates, including those for fiscal year 
2008, should be viewed with particular caution given the agency’s track record. 
FHA’s current reestimates of subsidy costs are generally less favorable than the 
original estimates, even for recent books of business. For example, the current re-
estimated cost for the fiscal year 2006 book of business is about $800 million higher 
than originally estimated. 

A major reason why FHA has estimated a need for appropriations in fiscal year 
2008 (absent program changes) is the poor performance of loans with down-payment 
assistance from nonprofits that receive funding from property sellers. Accordingly, 
we believe it is critical that FHA develop sufficient standards and controls to man-
age the risks associated with these loans. These loans are problematic because prop-
erty sellers that provide down-payment assistance through nonprofits often raise the 
sales prices of the homes involved in order to recover the required payments to the 
nonprofits. For example, in November 2005, we reported that FHA-insured homes 
bought with seller-funded nonprofit assistance appraised at and sold for about 2 to 
3 percent more than comparable homes bought without such assistance.10 The 
weaker performance of loans with seller-funded down-payment assistance may be 
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explained, in part, by the higher sales prices and the homebuyer having less equity 
in the transaction. 

Our 2005 report made recommendations designed to better manage the risks of 
loans with down-payment assistance generally and from seller-funded nonprofits 
specifically. We recommended that FHA consider risk mitigation techniques such as 
including down-payment assistance as a factor when underwriting loans. We also 
recommended that FHA take additional steps to mitigate the risk associated with 
loans with seller-funded down-payment assistance, such as treating such assistance 
as a seller inducement and therefore subject to the prohibition against using seller 
contributions to meet the 3 percent borrower contribution requirement. Consistent 
with the first recommendation, FHA is testing additional predictive variables, in-
cluding source of the down payment, for inclusion in its mortgage scorecard (an 
automated tool that evaluates the default risk of borrowers). Additionally, HUD has 
proposed a rule to prohibit seller-funded down-payment assistance. However, imple-
mentation of the rule has been delayed due to a legal challenge from certain non-
profit down-payment assistance providers. 

SUBCOMMITTEE RECESS 

Senator MURRAY. Thank you to all of you for coming forward 
today and your testimony. It’s been very helpful to this committee. 
With that, this subcommittee will stand in recess, subject to the 
call of the Chair. 

[Whereupon, at 10:50 a.m., Thursday, March 15, the subcom-
mittee was recessed, to reconvene subject to the call of the Chair.] 
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