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Will FHA Require the Next Round
of Housing Bailouts from the Taxpayer?

John L. Ligon

he conventional mortgage market has tightened

lending standards in the past few years and, con-
sequently, witnessed a decline in delinquency rates
with fairly clear lines in credit quality of borrowers
and reasonable requirements on borrower collateral
(generally a 20 percent down payment to avoid pri-
vate mortgage insurance) for loan approval.

The Federal Housing Administration (FHA),
however, has maintained a weaker book of loans
containing a high proportion of borrowers with poor
credit quality and low down payment, resulting in
higher delinquency rates. The deteriorating finan-
cial health of the FHA has loomed behind the scenes
until recently.

The FHA has deviated from its mission of pro-
viding support to low- and moderate income and
first-time homebuyers with sound underwriting
standards. The FHA should eliminate its current
practice of supporting homeownership among high-
income individuals and setting lending standards
that undermine sustainable homeownership for
creditworthy low- and moderate-income and first-
time homebuyers.

Taxpayers and Homeowners at Risk. The
FHA’s core mission of targeted homeownership
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support encourages individuals to save and create
opportunity for responsible working-class home-
ownership. The FHA does not make the loans itself,
but sets lending guidelines and provides 100 per-
cent insurance coverage on mortgage loans made by
approved lenders.!

While delinquency rates have recently decreased
in most of the conventional mortgage market, the
delinquency rate in the FHA portfolio remains
high. More than 16 percent of FHA loans have been
30 days or more delinquent over the past two years;
over 11 percent are 60 days or more delinquent.?

The high rate of delinquency and default on loans
seriously impacts the financial solvency of the FHA
book of loans.®? The FHA backs a total loan portfolio
over $1 trillion—even though it has alittle more than
$1 billion (or 0.1 percent) in capital, leaving it with a
forward capital shortfall—portfolio insolvency—in
the range of $20 billion per year.*

The losses in the FHA insurance fund are likely
to continue and could ultimately necessitate a sub-
stantial taxpayer bailout.

FHA Homeownership Support Beyond
Creditworthy Working-Class Homebuyers. The
FHA has a core mission of providing targeted sup-
port to creditworthy low- and moderate-income,
minority, and first-time homebuyers. The FHA can-
not responsibly achieve these intended objectives
when it is expandingits market share and competing
with the conventional market for high-cost mort-
gage loans.

The conforming loan limit in FHA’s book of loans
is 16 percent higher than the conforming limit in the
conventional mortgage market. The Housing and
Economic Recovery Act of 2008 (HERA) increased
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the maximum conforming loan limit for mortgag-
es in the FHA and other government-sponsored
enterprises (GSEs) to $729,750 for loans held in
their respective books of business. The conforming
loan limit for GSEs has since decreased to $625,500,
while the FHA loan limit has remained the same.®

The changes in the FHA’s conforming loan
limit are important for a number of reasons. First,
Congress passed HERA when the housing mar-
ket was very weak, with home prices about 30
percent lower than current levels. As home pric-
es have increased and the FHA conforming limit
remains $100,000 above the conventional market,
the FHA’s share of the mortgage market has grown
from 5 percent to nearly 30 percent in the past two
years.®

Second, the FHA continues to set lending guide-
lines that effectively combine low borrower down
payments and low borrower credit profiles. The
concentration of loans with low down payments
(less than 5 percent) has increased from about 60
percent of total loans in 2007 to over 70 percent in
2012.” Moreover, the percentage of FHA loans with
low credit quality remains a large share of its overall
book of loans.

Third, the FHA’s insurance fund faces an esti-
mated capital shortfall of up to $35 billion® yet

continues to provide 100 percent coverage to lenders
on all loans in its insurance fund.

How to Avoid a Bailout. Small yet prudent
actions are necessary and urgent to decrease the
creditrisk in the FHA book ofloans, reduce its share
of the mortgage market by lowering its maximum
loan limits, and establish proper incentives with
lenders.

= Reduce market share by decreasing the FHA
conforming loan limit. The FHA should not
need to insure high-cost mortgage loans and sup-
port a higher market share with an already insol-
vent book of loans. By the end of 2013, the FHA
should lower its conforming limit to $625,000—
the same as the conventional market (includ-
ing the maximum loan limit to special exclusion
cases such as Alaska, Hawaii, Guam, and the
Virgin Islands). Over the next four years (2014-
2017), the FHA should schedule reductions in the
conforming loan limit to $350,000.

m Establish responsible credit requirements
for borrowers. The FHA should promote oppor-
tunity for responsible and stable homeownership
while encouraging individuals to save and, over-
all, achieve purposeful home equity. The FHA
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should establish a maximum debt-to-income = Increase risk sharing from FHA lenders.

ratio and set a higher minimum credit score and FHA-approved lenders should share in the risk
down payment for all borrowers, effective in 2014. that accompanies the loans they originate. First,
the FHA should decrease the loss insurance on all
o First, the FHA should establish a maximum loans made by lenders from the current 100 per-
debt-to-income ratio for all borrowers at 45 cent coverage level to a maximum of 50 percent
percent—for borrowers with credit (FICO) over the next three years (2014-2016). Second,
scores below 680, this limit should be set to a the FHA should establish a take-back require-
maximum of 40 percent. ment for all lenders on any loans that default
within six months of loan origination beginning
o Second, it should set a minimum down pay- in 2014.
ment for all borrowers at 5 percent of the loan—
no FHA lender should be allowed to make a The FHA’s Proper Role. Addressing these
loan with higher than a 95 percent loan-to-val- reforms to FHA policy over an appropriate time
ue ratio. frame would ensure that its practices do not under-

mine federal taxpayers and the low- to middle-
o Third, it should establish a minimum credit = income homeowners it intends to support. The FHA
(FICO) score for borrower eligibility at 620. needs to properly align incentives for borrowers and
Borrowers with scores below 680 should meet  lenders and returnto a smaller, more targeted role in

a 10 percent minimum down payment require- the mortgage market.
ment and should not be eligible for mortgage —John L. Ligon is a Senior Policy Analyst in the
term length above 20 years. Center for Data Analysis at The Heritage Foundation.




