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Abstract

This paper provids a survey of federal housing programs, establishing the
primary importance of indirect and effudget activities in promoting housing and
providing subsidies to housing consumers. We consider the role of the Government
Sponsored Enterprises (GSEs) ang YeteransOO Administration in supplying liquidity
and credit guarantee¥/e then consider in more detéile role of the FHAas supplier
and guarantor of credit. Wespecially focus otthe rationale for these activities in the
light of the riseand subsagent collapsef the subprime mortgage market. We suggest
that a reinvigorated=HA mortgage programwill be highly useful in its own right and
might be the appropriate agency to assume many of the activities currently undertaken by
the GSEs

April 2009

This paper was originally presented at the NBER Conference on Measuring and
Managing Financial Risk, Evanston, IL, February 2007. In the light of subsequent events
the paper has been revised extensively, but we have sought to retain as much of the
original material as possible. We are grateful for the comments of Deborah Lucas and
Susan Wachter and for the research assistance of Claudia Sitgraves.



|. Introduction

Federal policy affecting housing is dominated by indirect andhadiget activities
directed toweds homeowners- tax expenditure policies and federal credit, insurance,
and guarantee prograrBsrather than the direct provision of housing or the payment of
housing allowances to deserving renter households. The implicit goal of increasing
homeownersini was articulated by the Secretary of the Department of Housing and
Urban DevelopmentHUD) in 2005 and the federal objective of Oan ownership societyO
has been made quite explitiince 2005, however, there has been a sea change in the
mortgage and coit markets; millions of homeowners, particularly lovuetome and
first-time homeownerdiave been affected. During tfaurth quarter of 2008, almost one
in ten mortgages in the U.S. was Oin trouble.O Delinquencies, i.e., home loans with
payments at leashirty days overdue, wefg9 percent of all outstanding mortgages, and
3.3 percent of all home mortgages were in foreclosure. (See the National Delinquency
Survey of the Mortgage Bankers Associatistarch 200.)

This paper provides a review of the irait and offoudget activities supporting
housing and homeownership, with special emphasis on the mortgage insurance and
guarantee programs undertaken by the Federal Housing Administration (FHA). We begin
with a brief review of housing subsidy programs, aanirating on the activities of off
budget agencies such as the Federal National Mortgage Association (Fannie Mae), the
Federal Home Loan Mortgage Corporation (Freddie Mac), as well aVetezansO

Administration (VA) and theFHA. We review the history a@hoperations of these

! See, for example, OStatement of the Honorable Alphonso Jackson, Secretary, U.S. Department of Housing
and Urban Development,O before the United States House of Representatives Committee on Financial
Services April 13, 2005.



organizations, and we highlight current issues about these institutions and their role in the
broader economyWe thenconcentrate on changes in the role and influence of the FHA,
and weconsider an expanded role for FHA in a reorgadihousing system. seiggest

explicit FHA policiesdesigned tgrotect potential home buyers better from unscrupulous
OpredatoryO lenders, and we suggest that incentives would be improved if many of the
activities undertaken by the Government Sponsoneidririses were assumed by the
FHA . This changed emphasis would give a new leadership role to the federal agency

which pioneered the loAgrm selfamortizing mortgagenore than dalf century ago.

[l. Federal Housing Programs Direct Expenditures

As noted abve, Federal housing policy is dominated by-lmifiget programs
supporting home ownership and providing subsidies for midudlid uppeincome home
owners and home purchasets. contrast, directFederal expenditures for housing
programs, Congressional appriations for housingin the annual budgetare
concentrated uporprograms for lower-income households and mostlpr rental
households.

Direct Federal expenditures on housing began with the Public Housing Act of
1937, a federally financed constructiomogram which sought the Oelimination of
substandard and other inadequate housing.O Dwellings built under the program are
financed by the Federal government, but are owned and operated by local housing
authorities.Importantly, the rental terms for publioising specified by the Federal
government ensure occupancy by d{meome households, currently at rents no greater

than thirty percent of their incomes.



This program of government construction of dwellings reserved for occupancy by
low-income householdsag supplemented in the 1960s by a variety of programs inviting
the participation of limitedalividend and nonprofit corporatiorSection 8 of the Housing
and Community Development Act of 1974 further increased the participation of private
for-profit entities in the provision of housing for the poor. The act provided for federal
funds for the Onew construction or substantial rehabilitation® of dwellings for occupancy
by low-income households. The Federal government entered intetdongcontracts
with for-profit housing developers, guaranteeing a stream of payments of Ofair market
rentsO for the dwellings. Leivcome households paid twerfiye (now thirty) percent of
their incomes on rent, and the difference between tenant payments and the contractual
ratewas made up by direct Federal payments to the owners of the properties.

Crucial modifications to housing assistance policy were introduced in the Section
8 housing program. The restriction that subsidiegpaid only to owners of new or
rehabilitated dwelhgs was weakened and ultimately removed, and payments were
permitted to landlords on behalf of a specific tenant (rather than by -@elongontract
with the landlord). This tenaiitased assistance program grew into the more flexible
voucher program intduced in 1987. Households in possession of vouchers receive the
difference between th@air market rer®(FMR) in a locality (that is, the HUBstimated
median rent) and thirty percent of their incomes. Households in possession of a voucher
may choose tpay more than the fair market rent for any particular dwelling, up to forty
percent of their incomes, making up the difference themselves. They may also pocket the

difference if they can rent a HU&pproved dwelling for less than the FMR.



In 1998, legisldon made vouchers and certificates "portable,” thereby increasing
household choice and facilitating movement among regions in response to employment
opportunities. Local authorities were also permitted to vary their payment standards from
90 to 110 percanof FMR. The 1998 legislation renamed the program the OHousing
Choice Voucher Program;Q it currently serves about 1.9 millicinlmmme households.

In addition to these programs providing rental assistance, direct appropriations
through HUD also suppora few small programs encouraging homeownership, for
example, dowspayment assistance and sweqtity grants.

Direct appropriations under all these programs amounteditd Billion in 2009;
since 1990 these leimcome housing programs have grown hardlgle- by only about

0.5 percent per year in real terms.

[ll. Tax Expenditures

A. The Federal Tax Code

The most widely distributed and notoriously expensive subsidy to housing is
administered by the U.S. Internal Revenue Service (IRS). Under the tax code,
invesments in owneoccupied housing have always been treated differently from other
investments. If taxpayers invest in other assets (such as equity shares), dividends accruing
under the investment are taxed as ordinary income, and profits realized upde thfe sa
the asset are taxed as capital gains. At the same time, the costs of acquiring or
maintaining the investment are deductible as ordinary business expenses in computing a
taxpayerOs net tax liability under the internal revenue code.

In contrast, if a dxpayer makes an equivalent investment in ovaceupied

housing, the annual dividend (i.e., the value of housing services consumed in any year) is



exempt from taation. In addition, the first@®5 million (for married taxpayers) of capital
gains realize@n sale is exempt from taxation. Two important components of investment
costs, modage interest payments (up th.& million for married taxpayers) and local
property taxes, are considered te@ leductible personal expenses. In contrast,
depreciation, matenance, and repair expenses are not deductible.

These benefits have been in effect since the enactment of the Internal Revenue
Code. The budgetary costs of the program (i.e., the foregone income tax revenues
resulting from these special provisions) agasitive to monetary policy and tax policy.
When interest rates increase, the value of the deduction for interest payments increases. If
Federal or local tax rates are reduced, the value of the homeowner deduction declines.

The Federal tax code also proesdtwo other forms of housing subsidy, both
directedto renters rather than homeowners: housing tax credits aed¢axpt bonds.

The LowIncome Housing Tax Credit (LIHTC) Program provides direct subsidies
for the construction or acquisition of new or dabsially rehabilitated rental housing for
occupancy by lowncome households. The LIHTC Program permits states to issue
federal tax credits that can be used by developers or property owners to offset taxes on
other income, or which can be sold to outsidesstors to raise initial development funds
for a project. Rents for these dwellings are limited to thirty percetenahtincome, and
qualification requires that these units be set aside for occupancy bindome
households for a period of thirty ysa

Federal tax credit authority is transmitted to each state, on a per capita basis, for

its subsequent distribution tthe developers of qualified projects. The credits are



provided annually for ten years, so a OdollarO of tax credit authority issapdasda
present value of 6 to 8 dollars.

In addition, states have always been permitted to issue debt, and the interest
payments made by states (and their local governments) on this debt have been exempt
from Federal taxation. The Tax Reform Act of 19&&cpd, for the first time, a limit on
the volume of bonds which could be issued by states for private purposes. OPrivate
purposesO include the financing of mosteeempt facilities (e.g., airports), industrial
development agencies, student loans, andsihgu (multifamily construction and
homeowner subsidies). The allocation of privatepose bond authority among these
activities is supervised by each state, and the priorities among states may vary
substantially.

The subsidy provided by teexempt bondghe net difference between the market
interest rate and the rate for fexempt papewaries with changes in federal tax rates and
with macroeconomic policy. When interest rates are low and the spread between taxable
and taxexempt interest rates is smadtate and local governments meayoosenot to
issuetax-exempt bonds, since the costs of issue (underwriting, bond counsel, etc.) are
relatively high.

As indicated above, the magnitude of tax expenditures for ewagwempied
housing is dominated by therde and opemnded subsidies provided to those
homeowners who itemize their deductions or who sell their residences in any year. Jaffee
and Quigley (2007) provide a discussion of the method applied by the Office of
Management and Budget for computing tagenditures. To understand the method, it is

useful first to consider the income taxation of commercial real estate as a baseline, since



it receives no important or special tax expendituiidse accrued tax liability for an
investment in commercial realtate is the sum of the taxes accrued on the net rental
income (R) generated in any year and the tax on the annual capital @&n At a
commontax rate on income and gains,

(1) t(NR+CG)=t(GR- MI - PT - DRM +CG),
where the components of net rental income ireltihee gross rent$5R)) minus expenses
for mortgage interest paidM(), property taxes paidP{), and expenditures for
depreciation, repairs and maintenarioR).

In contrast, for owneoccupied residential housing, gross rental inco@®) (is
not taxableand capital gaingJG) are essentially untaxed. But depreciation, repairs and

maintenanceRM) are not deductible. This special treatment creates a Otax expenditureO

for owneroccupied residential housing of NR+ MI+ PT +CG). From equation (1), it

is apparent that

2)  t(GR-DRM +CG)=t(NR + MI + PT + CG).

This means that the tax expenditure for residential housing can equally well be
computed as the tax benefit arising from permitting net rental income and capital gains to
avoid taxation while allowing the dechibility of mortgage interest and property tax
payments. (See Quigley, 1998, for a discussion.)

For 2007, itwas estimated that the exclusion oépital gains on housing from
Federal taxatiorcost the Federal treasury 463 billion in foregone revenue. ®his
almost as much aall direct Congressional appropriations for lowome housing
programs. The deduction for homeownersO mortgage paymergsentsn additional

$100.8billion in tax expendituresThe propertytax exclusion cost an additional G&



billion, and the exclusion amputed net rental incomepresented another.$ billionin
foregone tax revenues. In contrast, the Hosome Housing Tax Credit represented only
$5.8 billion in foregone revenues. The issuance ofelaempt bonds cost abt $19

billion in Federal revenue. Overall, Federal tax expenditures for homeowners in 2007
were $B2.7 billion, or aboutfive times the tax expenditures for all other housing

programs(See Jaffee and Quigley, 2007, for a detailed discussion.)

B. Mortgage Credit

Federal support for housing credit began in the aftermath of the great depression,
with the establishment of the Federal Home Loan Bank (FHLB) System in 1932. FHLBs
were chartered by Congress to provide shern loans to retail mortgage instituisto
help stabilize mortgage lending in local credit markets. Interest rates on these advances
were determined by the low rates at which this government agency, the FHLB Board,
could borrow in the credit market. In 1938, the Federal National MortgageiAsso
(FNMA) was established as a government corporation to facilitate a secondary market for
mortgages issued under the newstablished FHA mortgage program (described below).
The willingness ofthe FNMA to buy these mortgages encouraged private tentie
make FHA, and later VA, loans.

In 1968, the Association was reconstituted as a Government Sponsored Enterprise
(GSE), Fannie Mae. The change allowed Fannie MaeOs financial activity to be excluded
from the federal budget. Itexisting portfolio of gowernmentinsured mortgages was
transferred to a whollpwned government corporatiothe newly established Ginnie
Mae In contrast, ownership shares in Fannie Mae were sold and publicly traded. Fannie

Mae continued the practice of issuing debt to buy and mmrtgages, but focused its



operations on the purchase of conventional mortgagiiserguaranteeahor insured by

the federal government. Freddie Mac wharterecas a GSEwo years laterin 1970, but

its shares were not publicly traded until 1989ig®@elly, Freddie Mac chose not to hold
purchased mortgages in its portfolio. Instead, mortgages were pooled, and interests in
those pools, mortgageacked securities (MBS), were sold to investors with the default
risk guaranteed by Freddie Mac.

These modages, subject to specific balance limits and underwriting guidilines
referred to as Oconforming conventionalO mortgagesecuritized by Freddie Mac and
Fannie Mae. Until the fall of 2008, these MBS were guaranteed against default risk by
the GSEs theselves. (They are now guaranteed by the Federal government.) The two
mortgage GSEs, Fannie Mae and Freddie Mac, operate under congressionally conferred
charters, which provide both benefits and obligations. Their Federal charters oblige the
GSEs to supporthe secondary market for residential mortgages, to assist mortgage
funding for low and moderatencome families, and toconsider the geographic
distribution of mortgage funding, includingortgage finance founderservegarts of
urbanareasTheir forenost benefit is an implicit U.S. government guarantee of their debt
and MBS obligationsThis guarantee was reinforced when the two GSEs were placed in
a conservatorship in September 2008, an event we return to below.

The GSEs carry out this mission throutylo distinct business lines: (i) the
create and guarantee mortgdgeked securities; and (ii) they purchase and hold whole
mortgages and MBS in their dralancesheet retainedhortgage portfolios. The GSEs
claim that both business lines are requiredhiet their charter responsibilities to support

the secondary mortgage market and to unify the geographic distribution of mortgage



funding. Economists have been quick to point out, howetrat the unhedged interest
rate risk embedded in the retaimadrtgage portfolios creates a largentingent liability
for the U.S. Treasury and a systemic risk for U.S. capital ma&iate he GSEs issue
MBS, it also seems clear that the retainsattgage portfolios are not essential for the
agenciego carry out theicharter obligations.

It is certainly clear that large public subsidies are provided to the G&&snore
important public subsidy to the GSEs arises from the governmentOs guarantee of all their
debt and all their MBS obligations. Other financial insittus would surely be willing to
pay a significant fee to receive a comparable guarantee from the Federal government.
This special treatment of the GSEs arose in part because the Federal government
considered the GSEs to be Otoo big to fail.O Alternatittedy Federal government
viewed the securities issued by these organizations as safe andBsdundt, the
government would not have exempted the GSEs from the protective regulations
governing other similarly situated private entiti€aus, despite anxplicit statement in
every prospectus disavowing a federal guarantee, the GSEs enjoy lower financing costs
than those of siilarly situated private firms.

GSE debt obligations are classified as Oagency securities,O and have historically
been issued at ietest yields somewhere between AAA corporate debt and U.S. Treasury
obligations. This is despite the fact theven before their losses on subprime mortgages,
the firms themselveseriteda somewhat lower credit ratiigAn estimate of the cost of

this implicit federal subsidy for the debt issued by the GSEs can be derived from the

% This benefit can be measured either in terms of the subsidized cost of GSE borrowing or in terms of the
expected costs that would be imposed on the government if it had to make restitution to GSE bondholders
and MSB investors.
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spread between the interest rates paid by the GSEs for the debt they issue and the rates
paid by comparable private institutiof$is comparison, in turn, depends upon theitred
ratings, maturities, and other features of the bonds isageaslell as market interest rates
and credit conditionsQuigley (2006) provides a detailed review of estimates of this
spreadwhich have beemeported in different studies using different noetblogies.On
the basis of thigind of evidence, the CBQ@001)has concluded that the overall funding
advantage enjoyed by the GSEs is about 41 basis points.

The implicit federal guarantee provides an analogous advantage tos&i6H
MBS compared with BS guaranteed by other private entities. The market requires a
greater capital backing for a private guarantee than for a guarantee made by Fannie Mae
or Freddie Mac, and the provision of this additional capital reserve is costly to private
firms. The CBChas also estimated that the advantage enjoyed by the G&8teaitshirty
basis points. These subsidies could, in principle, either be passed through to mortgage
borrowers in the form of lower mortgage rateshberetained as profits by the GSHE.
an eqlivalent subsidy were provided to a competitive industry, it could be presumed that
most, if not all, of the subsidy would be passed through to final consumers. There is
evidence, however, that Fannie Mae and Freddie exercise considerable market power.
(See Hermalin and Jaffee, 1996). However, even duopolists have incentives to pass
forward part of a subsidy, and there is evidence that & parhaps about hatbf this

subsidy is passed through by Fannie &neddie to mortgage borrowérdhe residual

% The Comressional Budget Office estimates that without GSE status the housing enterprises would have
credit ratings between AA and A. See CBO, 2001.

* Differing estimates of the reduction in mortgage rates created by the subsidy has resulted in a quite
contentios literature. Perhaps the lowest estimate, 7 basis points, is providégdeyal Reserve
economists irPassmoreSherlund, and Burge2005). A much higher estimate is provided by Blinder,
Flannery, and Kamihachi (2004), in a study funded and publighEartmnie Mae.
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fraction of this benefit is retained by the shareholders of the GSEs. This residual arises
from the competitive advantage of the GSEs over other financial institutions which is
conferred by their federal charser

As noted, estimates of the reduction in magtg interest rates attributable to this
subsidy have some rangearound, sayforty basis points. (See Quigley, 2006, Table 3.)

If the conforming limit for GSE loans were set low enough, more of the benefits of this
interestrate reduction would accrue tmoderatencome households. But the limit has
been set generously by the Federal Housing Finance Boar@009 conforming
mortgagesould beissuedfor an eighty percent loan on a property selling 825600
($938,250in Alaska and Hawaii).

Even befoe being placed in a conservatorship, it was difficult to provide a precise
dollar estimate ofubsidyprovided byFederaltaxpayers to the GSEs. An -tpdate
summary 6 existing studies is available in the paper by Lucas and McDonald elsewhere
in this voume. Based on the accumulating costs of the GSE conservatorships, it now

seems likely that the ultimate cost will be measured in the hundreds of billions of dollars.

IV. The FHA and VA Insurance and Guarantee Programs

A. The Great Depression Origins

Before the dpression of the 1930s, home mortgage instruments were typically of
short terms (3L0 years) with loaito-value ratios of sixty percent or leé8ortgages were
nonamortizing, requiring a balloon payment at the expiration of the fEhe.onset of
the GreaDepression engendered a liquidity crisis beginning in 1936lusieg renewal
of many outstanding contractther borrowers were simply unable to make regular

payments.The liquidity crisis affecting new mortgage loans, together with elevated

12



default raes on existing loans, had catastrophic effects upon housing suppliers as well as
housing consumers.

Despite voluntary forbearance on the part of some lending institutions and
mandated forbearance enacted by many state legislatures, the system of rerttjage
which existed in the early 1930s continued to contract, and many lending institutions
simply failed.The establishment of the Home OwnersO Loan Corporation in 1933 within
the Federal Home Loan Bank System (established a year earlier) provideghstop
refinancing for a million mortgagef?assage of the National Housing Act of 1934
established the structure of home mortgage insurance and facilitated the growth of the
modern system of mortgage finance in the U.S.

The 1934 Act established the Federaluking Administration (FHA) to oversee a
program of home mortgage insurance against deftngurance was funded by the
proceeds of a fixed premium charged on unpaid loan balambese revenues were
deposited in Treasury securities and managed as almsgurance fundSignificantly,
default insurance was offered on Oeconomically sound@rsatfizing mortgages with
terms as long as twenty years and with {aamalue ratios up teighty percent.

Diffusion of this product across the country requirational standardization of
underwriting proceduresppraisals were required, and borrowersO credit histories and
financial capacities were reported and evaluated systematith#dymoderrstandardized
mortgage was borh.

The Mutual Mortgage Insurance Fynwhich was established to manage the

reserve of annual premiums, was required to be actuarially sdhredwas generally

® See Green and Wachter (2005) for an extensive discussion of this history.
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understood to involve very small redistributions from higtome to lowincomeFHA
mortgagees. (See, for example, Aaron, 19B#.)s original design, the FHA was clearly
intended to serve the vast majority of homeowrlersal loan amounts were restricted to
be no larger than $16,000 at a time whenntieelian house price was $5,304.

Near the end of World War I, it was widely fed that the peace time economy
would return the housing market to its depressiaperformance. Indeed, housing starts
in 1944 were at about the same level as they had been a decade Hali€¢A loan
program, passed as a part of the GI bill in 194idly evolved from a temporary
OreadjustmentO program to a {mamge housing program available to veterans for a
decade or more after returning to civilian lifehis transformation contributed to the
boom in the residential construction industry whiglgan in the late 19408ltimately, a
liberal program of veteransO home loans was established in 1950 and subsequently
extendedlIn contrast to the insurance provided by the FHA, the VA provided a federal
guarantee for up to sixty percent of the face eafia mortgage loan made to an eligible
veteran, subject to a legislated maximurrhe VA program facilitated loans by private

lenders on favorable terms with no down payments at moderate interest rates.

B. The FHA and VA Programs in the PostWar Housing Mark et

The two programs=HA and VA, providing government insurance and mortgage
guaranteesbrought homeownership opportunities to middle class American households

in a short space of time. Figure 1 shows the remarkable growth of mortgage originations

® The FHA ceiling was reduced to $6,000 in 1938, but that level was still above the price of the median
house at the time, $5,804.
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attribuable to these programdn 1960 about $5 billion in FHAnsured mortgages and
$2 billion in VA-guaranteed mortgages were issued. The programs reachedk
volume in 2003, when the FHA insured about $165 billion and the VA guaranteed about
$66 billion in mortgagesAfter 2003, the volume®f mortgage originations in both
programsdeclined significantlyso that by2006 the FHA insured under $54 billion and
the VA guaranteed under $25 billion in mortgagedecline of two thirds frortheir peak
volumes recordedjust three years earlieHowever, in the aftermath of the subprime
mortgage crisis, the combined mortgage originations of the two government programs
rose to just short of $300 billion for the year of 2008.

The fraction of total mortgage originatis attributable to the FHA and VA has
also declined systematically over tirnatil the collapse of mortgage markets in 2006
Figure 2 reports that the FHA mortgage origination share (based on dollar volume)
declined from the peak share of about 25 peroed®70 to under two percent in 2006.
The VA guaranteed mortgage share has similarly decfioad a peak share of almost 28
percentin 1947 to undepne percentn 2006.However, in 2008, the share of the two
government programs exceeded twenty percktdtal mortgage originations, levels not
seen for three decades.

The secular decline in thenarket share of the two programs and the precipitous
volatility in both market shares and dollar volunafter 2003 raise serious policy issues

for the future of lhe two programs. A reasoned policy response requires a sound

" This figure and the subsequensaission focus on the singkmily insurance programs of the FHA and
VA agencies. The original mission for the FHA also included multifamily housing, and starting in the
1960s the FHA multifamily programs became significant in size and scale. Indeedhultifamily
program became quite notorious faltegations ofwaste, fraud, and corruption; s¥andell (1995) and
Quigley (2006). However, multifamily loans never exceeded 15 percent of the total FHA patfdlio
today they are less than 10 percéntthis paper, we consider only the sinfgenily program.

15



understanding of the forces thebntributed tothe secular declines and the recent

volatility. Wefirst analyzethe longterm factorsandthen the more recenontributors

C. The Declining FHA ard VA Market Shares: Long-Term Causes

The longrun decline in FHA and VA originations has arisen from two primary
factors, both relating to the development tbé private mortgage insurance (PMI)
industry. A significant PMI industry was first developed e tJS. during the housing
boom of the 1920sTheseinsurancefirms became insolvenin the early years of the
Great Depressiorgnd there werallegations of fraudnd mismanagement as wélhe
creation of aviable PMI industrybeganin the late 1950ssided by the evident suess of
the FHA and VA program$.Until the experience of FHA/VA mortgages was
accumulatedit was not well known owidely appreciated just howafe conventional
home mortgags were fromdefault. Balances in thEHA Mutual Mortgagelnsurance
Fund were easily observable to private actors. ddwelopment of th@MI industry was
also abettedby the expansion of Fannie Mae and Freddie Mac, whose charters require
that credit enhancemeite providedon all mortgages thegurchase or guanéee with
loanto-value ratios aboveighty percent. PMI has been the dominant form of this credit

enhancement.

8 In 1957 MGIC became the first private mortgage guarantee firm established since the Great Depression.
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Secondly, the rules governing FHA and \bdverage affect the government
insured markt shareas a proportion of the total insdrenarket (that ishe market which
includes PMI and other credit enhancemgnti particular, fixeddollar limitations on
governmeninsured mortgages significantly reduced the ability of the FHA and the VA
prograns to serve middleand uppemiddle-income households. Figur@ reports the
volumeof FHA and VA insured mortgages as a fraction of all insured mortgages. As the
figure showsthe FHA/VA mortgageshare declined quite steadily through 2006, but then

rose dramatically in 2008 at the onset of thabpsime mortgage crisis.
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Figure 3: Insured Mortgage Originations by Share of Total Insured Originations
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Figure 5: FHA + VA Market Share by Census Tract Income
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D. The Recent Collapse in FHA and VA Program Activity

Although the FHA program was initially developed to support a large part of the
mortgage marketfor the past quarter centunys focus has been on lowercome
borrowers Indeed, he Housing and Community Development Act of 1981 explicitly
establishedspecific targets for serving lowncome borrowers. The availability of lew
downpayment FHA mortgages and FHA mortgages for those avidssthanperfect
creditrating has meant that FHAOs market share of originations has been larger for those
traditionally disadvantaged in the home ownership market. As a result, the overwhelming
fraction of FHA borrowersaveobtained mortgages with lodo-value (LTV) ratios of
95 to 98 percent or more, including a large number of borrowers with Onontraditional®
credit histories or with imperfectreditrecords. The academic literature klasumented
these specific attributes of the FHA clientele. For example, Ambrose and Pemningto
Cross (2000)dundthat FHA market shares are higher in cities with higher economic risk
characteristics, while Ambrose, Penningtoross, and Yezer (2002)undthat as local
economic conditions deteriorate, conventional lenders tend to withdravigag
finance in effect making the government programs the solyrce of credit

Data released under thdome Mortgage Disclosure Act (HMDAinclude
measures of the inconandrace of borrowers, as well #& census tracts in which they
reside. By comparinggovernment insured and uninsured mortgage originations, it is
possible togaug how well the FHA succeeds servinga lowerincome clientelé.

Figure 4 presents estimates of thgovernmeninsured share of total mortgage

° Quigley (2006) analyzed the same data for the period just before the sharp decline ottineelgstars.
GAO (2007a), published after the first version of this paper had been circulated, also reports some of these
data, but only during the 199&005 period.
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originations separately by race 1997, market shares for black, Hispanic, and white
borrowers were 46, 48, and 20 percent respectively. By 28852006 the combined
FHA-VA market share for each borrongnouphad fallen precipitoushtp betweerfive

and ten percent.The data for 200 the most recent data available, show a distinct
recovery for the government programs, especially among Black borrowers. This no doubt
reflects the recent disruption in conventional subprime mortgage markets. It can be
assumed that the detailed 2008 HMData will show an even more dramatic recovery in
the market share of the government programs.

Figure 5 reports thecombined FHAVA market share by the income of the
census tract in which the borrower resides. In 1997, the government programs had a 16
perent diare of mortgages made in upjpecome neighborhoods and close to a 35
percent share of originations in lovand moderatencome neghborhoods. By 2005 and
2006, the FHAVA share for all neighborhood categories had declined precipitously and
convergedo values of about five perceMore recent data indicate some recovery in the
government program share, especially for moderate and middle income borrowers.

Figure 6 reports analogous FHXA market share information by the fraction of
minorities livingin the census tract of origination. By 2086d 2006 all these market
shares had fallerapidly to share®f about five perceniThe data for 2007, in contrast,
show a recovery to close to a ten percent market share for the government programs
across altensus tracts.

In summary, Figured to 6 indicate thathowever borrower characteristiese
categorizedthe government insured share Isadply collapsed ta fewpercent by2005

and2006 before recovering somewhat as the subprime mortgage crisidechial2007
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This reinforces th@atternsnotedpreviously in Figures 1 to 3, withHA and VA shares
falling precipitously througt2006 then rising steadily through 2007 and 2608

We now considethe factors responsible for this precipitous decline inAFRkhd
VA originations from 2003 through 2006 We identify four specific factolssubprime
lending, predatory lending, GSE competition, and the failure of the FHA to inntwvate

mortgage contract®Ve discusgachin turn.

D.1 Subprime Lending'

Figure7 shows the dramatic inroads thadnventionakubprime lending made as
a share of total home mortgage originations. As recently as 2002, subprime lending
represented onlgevenpercent of total mortgage originations, iatmarket share peaked
at more than 2 percent by 2006. This 14 percentage poisteasein market share
coincides with the precipitous decline in FHA and VA lending. Correlation, of course,
need not imply causation. But the subprime lenders and the goverimsiaetd lending
programs shara very similar clienteld focusing orborrowers withower credit scores,
offering lower down payments, and so.@&@o it seems highly plausible that thepansion
of thesubprime loamarketis the source ahostof the decline in the market share of the

FHA and VA programs.

9 The aggregate data use HUDOs estimates of total mortgage originations and FHA andigégem
originations based oimformationreported by the agencieshe HMDA data, in contrast, are based on a
sample of large, feprofit, and metropolitan lenders who are required to report their loan applications and
loansawarded The higher FHA+VA madeet share in the HMDA data ars# the surveyed lenders have a
higher share of governmeimsured mortgages than the universe of all lenders.

1 See Murphy (2007) for a useful primer on subprime mortgages.
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The greatfinancial distress of some subprirberrowershasbeen reflected in
rising foreclosure rates on these mortgagegure 8 compares the foreclosure rates on
FHA, VA, and conventional mortgagasrecent yearsbased on data from the Mortgage
Banker©Association (MBA).Prior to 1998 the annualdefault rates for the available
categories never reached high as tw@ercent In contrast, the foreclosure rates on
subprime loans, with data starting in 1998, are atnam order of magnitudeigher,
exceedinquine pecent annually in 2001 and approaching 14 percent ofgme2008In
recent years, the FHA foreclosure rate has remammeateratelyhigh, abovewo percent,
while the VA foreclosure rate has remained abone percent. The foreclosure rate on
prime conventional loanstablefor many years, is approaching 2.0 percent by-gedr
2008

The growth of thesubprime loan markewas certainlyone source of the recent
decline in the FHA and VA market shar8sit this raises the deeper question of why the
subprime market expanded so suddevifnat skills or techniques were subprime lenders
able to adopb quite suddenlyt appears, in about 20@thatwere not evidenearlief?
This is a key question for the goverentinsured programs, since it may identify the
missing skill or technique that could allow them to regaineasonableshareof the
lower-income mortgage market on a sustained b&sisen the relatively short history of
the subprime market, and the urtaaty over how(or whethey it will survive its curret
crisis, answers are necessarfigeculative. Neverthelesthree factors appear to be
cruciat

a) Technology. Access to largbodies of information concerning current

borrowers and past loan outcasnéas been combined with computing power and
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statistical methods to extract useful information concerning likely defaultaatefoan
costs especially for loweguality borrowers.

b) Contract Innovation. Theubprimemortgage markets created new OadtizraO
mortgage contracts (including interestly, optionatpayment, and incompletdocument
loans)™® They have also expandée use of traditiondormats (such as adjustabiate
and negativeamortization mortgagesys alternativeso the standard, fedrate, long
term mortgage offered by FHA and VA

c) Securitization. Many of the lendenstilizing this new technology and
sponsoring innovativeontracts have a limited capacity to hold mortgages, so it has been
essentiathey have access tbe newand efficient techniques of mortgageacked and
assetbacked securitization faelling newly originated loans the secondary market

Although these factorthat creaed the subprime mortgage booamd crisisare
reasonably clear (See, for example, Quigk808), it is very uncleanow the mortgage
market will be restructured in the aftermath of the crislse FHA and VA markets
clearly received renewed demand during 2007 and 2008 as the subprime market crashed.
In the longerun, however,the market for aérnative mortgages does rest some
sensible fundamentélistechnology, contract design, and securitizdfi®o it is an
interesting questionvhetherthat market will continue to operate in some form as a
viable competitor for the FHA and VA governmenturence programs. We will return

to this issue when discussitige future of government insurance programsSiectionV.

12 See Piskorski and Tchistyi (2007) for a distmssof the new alternative mortgages based on the
concepts of security design.
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D.2 Predatory Lending

Headlinesn the business press as well as the popular pesgdrawn attention
to predatory lending practices well as subprime mortgag®&sedatory loans generally
refer to loans which the borrower would have rejectdth full knowledge and
understanding ofheir terms as well ashose of available alternatives. In practice,
predatory loans rely on a rangepactices including deception, fraud, and manipulation
that create loans with terms that are highly disadvantageous to the borrower, thus creating
a high likelihood of default (to whiclné lender is generally immune.)eSGovernment
Accountability Office GAO, 2004; Morgan, 20073 The two key features of predatory
loans arefirst, the borrower would not have agreed to the loan had he amsleestood
the terms and conditionsecondthe lender or investor earns an acceptable return even if
the borrowe defaults. These features contrast watiher conventional or alternative
loars, in which the borrower benefits from the loan, amdvhich the lender (or loan
investor) suffers a loss if thmrrowerdefaults.

In July 2008, the Federal Reserve issuedortgmt additions to the Truth in
Lending Act (TILA), and HUD ishas prepaed parallel changes in the rules
implementing the Real Estate Settlement Procedures Act. The key component of the
TILA reform is a suitability requirementhich requiredenders on wprime mortgages
(after October 1, 2009) to verify that the borrower is capable of making mortgage
payments at the highest level the mortgage contract can require. There are also

restrictions on Oteaser raf@slow or nodocumentation loans, and prepaymh

13 Specific devices include loan flipping (repeated refinancing with excessive prepayment penalties),
unexpected balloon payments, and mandatory arbitration.
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penalties® In addition, subprime mortgages now require certified house value
appraisals. Had those requirements been in effect earlier, predatory lending would have
been reducedand quite possibly the subprime mortgage crisis would have been less
severe.

Another useful regulatoryapproachwould focus ondisclosures and incentives
that can mitigatehe informational asymmetmynder whichinexperienced borroweese
unawareof more beneficial alternative contracts for which tinesgy also qualify.For
example, mortgage brokers often receive their full commission soon after a loan is
closed. If the loan subsequently defaults, there is no recourse to the broker for the
commission already paid. Mortgage brokers thus have some incentive to recommend
loans toborrowers even when they suspect that the defaobability is high. An
incentivecompatible reform would impose a delay on the payment of origination fees
and commissions to mortgage brokers, at least until the borrower creates a credible record
of ontime payments. More generally, it would seem that the best way to mitigate
asymmetric information is to create a standardizedspnedatory, alternative loan aial
require that all lenders making loans to lowerome borrowers disclose the availability

of this loan.As noted below, this could @& importantfunction of an expanddeHA.

n the original 207 version of this paper, we emphasized the importance of a suitability requirement to
eliminate future predatory lending as well as prohibitions against teaser rates alatlonentation loans,
and limitations on prepayment penalties.
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D.3 The Government Sponsored Enterprises Go ODown MarketO

The expansion of the GSE mortgage portfolios into riskiertgages is a third
important factor which reduced t market shareof the FHA and VA government
insurance programs. The GSE expansi@s partly profitmotivated, since the GSEs
require new markets if theyere to expand beyond their traditional domain of prime
conforming mortgges. But it was also regulagebased, since the GSEs fdce
Oaffordable housing goals,O which reqduihat they allocate specified shares of their
lending activity to various classes of lowecome borowers. (See Weicher, 2006, and
Jaffee and Quigley, 200#r detailed discussiorns the goals).

The academic literature has confirmed @ewnmarkeOexpansion of the GSEs
and has found it to have a measurable impact on the traditional domain of the
governmeninsured programs. An and Bostic (B)@resentd quantitative evidencthat
the GSEs are increasingly targeting borrowers who wotlldrwise represent the higher
quality segmentof FHA borrowers. Using HMDA data, they confiedhthe fact that as
the GSE sharef originationsin an underserved neighborhood expands, the FHA share
declines. Their theoretical model also predicts thaesponse to GSE competititime
FHA will raise its underwriting standss, in order to control what row a lowerquality
loan poo) on average. Most recently, Aet al (2007) have investigated thelationship
between the GSE affordable housing goals and the FHA clientele. Using a sample of
FHA loans,they confirmed the decline in the quality of the FHA borrowing podhey
also bund that FHA borrowers exercise their refinancing options less ssgjyedy,
consistent with other studies of lower income borrovward those with lower credit

ratings
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Analysesof the OoverlapO in clientele also helessure the possible substitution
between GSE and FHA loans. HUD has commissiaeeral studies of thioverlap,
including a thorough analysis Abt AssociateqHUD, 2005) The Abt analysts used
micro data on borrowers and their loans to estirtvabestatisticalmodels, one predicting
the choice banFHA loan and the otheredicting borrower choice of @GSE loan. If the
95 percent confidence interval fan andividualloan dd not include a probability of 0.0
or 1.0 for eithethe FHA or the GSEategory, then the loawas characterized aan
rverlapOBased on data from 1998 to 2000, HUD (2005) fouwad 10 to 14 percent of
the loans made byFHA fell in the QoverlagOregion. This result is consistewith the
academic studies documig substitution between the FHA and GSE loahke
quantitative estimatdoes indicate that no more than 14 percetit@fFHA clients would
also qualify for GSE loangiowever,the HUD analysisvas based on dataon 1998 to
2000. As the GSEs havieweredtheir underwriting standards since then, the degree of
overlaphas greatly expanded

D.4 Failures in Contract Innovatn and in Underwriting at the FHA

The previous sectionsdicate how subprime predatory and GSHenders have
greatly reducethe market sharef FHA and VAloansin recent yeardt is naturalto ask
why the government programs have not responded witlovative contracts and
underwriting methods of their own, in order to protect their market share. Indeed,
historically, the FHA was responsible farucial innovations in the U.S. mortgage
market: thefixed-payment, longerm, fully-amortizing mortgage ithe 1930s and the
first mortgagebacked securitization progréirGinnie Mad\ in the 1970s. In recent

years, however, the FHA has showdistinct disinclinatiorto innovate.
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In particular, the FHA has offered no response to the new alternative mortgages
creaed as part ofhe subprime marke#t least in principle, the FHA could have created
betterdesigned mortgages that would have mitigated or even averted the major losses,
One major handicap is the FHAOs outdated credit scoring mdiieh, suggestshat tre
FHA camot adequateljjudge the quality oborrowers orloans, nor cant implement
risk-based pricindy charging higher insurance fees on demonstrably riskier mortgages
(See GAO20063. Given that most of the recent mortgage innovations haxaved
somewhat riskieccontracts, it is essential that these risks be reflected in the insurance
premiums (unless a subsidy to riskier borroweransexplicitpolicy). To be sure, the
FHA requires Congressional approval before it can carry out these and related
innovations Mobilizing Congress to act is, at the least, a time consuming frjctioa
that surely inhibits the innovative procegSee Weicher2006).

There is also a sense that the failure of the FHA to innovate reflects to some
degree the agency®sigsophy. Thiss suggesteéh the reporcommissioned by HUD in
1995, at a timavhen the FHA was facing an earlier crisis concerning its future. A major
part of that report argues that the FHA clienteledisique@with no significant overlap
with eithe private mortgage insurance or the GSEs. The report dismisses what were the
early signs that the conventional mortgage market was making headway in meeting the
needs of underserved borrowers:

OOnly FHA allows for a combination of credit histories, cakmbas,
downpayments and payment ratios, which provide mortgage credit
opportunities to families with past credit problems and broken income
streams. Because of this, private market initiatives will grow as they attract

new homeowners, but they will nogsificantly diminish the core business of
FHA.O(HUD, 1995,p. 7-2)
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A bit later, the report lists son@listinctiveDFHA benefits:up to full financing of up
front loan closing costs and insurance premiulmser downpayment requirements on
both home purdmse and refinancing loankigher allowances for sellgraid closing
costs;greater protections against foreclosure.

These FHA ObenefitsO are hardly distinctimdtheyare certainly not unique.

The FHA has also resisted implementation of-biaked primg for its insurance
premiums. From its inception in 1934 through 1983, the FHA charged a flat annual
insurance premium d).5 percenbn the outstanding loan balaneery low by current
standards. In 1983, the FHA switched to a 3.8 percenttimee upfront fee which was
revenue neutral overall compared to the earlier system. As a result of worsening
underwriting experience during the 1980s, the 1990 National Affordable Housing Act
(NAHA) required an increase in the FHA premiums and, for the first, timposed
higher premiums on loans with higher le@avalue ratios. However, in practice, this
component of rislbased pricing was quantitatively mindrhe majorconsequence of
changs mandatd by NAHA was that FHA premiumbecame for the first time,
significantly higher than the PMI preaams a borrower would pay ghe qualified for
both insurance programSincerational borrowers who are eligible for both FHA and
PMI loans would always clise the lower cost PMI option, tR&lA argues that, at least
in principle,thereis no effective overlap between the FHA and PMI clientele.

In summary, it appears that two of the three forces that lead to the dramatic
growth in subprime leridg, technology andcontract innovation are missinfy
seemingly intentionallymissingN from the current FHAstrategicplan. Furthermore,

even the third factor, securitization, for which the FHA was once the leader with its
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Ginnie Mae program, is at rigkr the first time. TheSinnie Mae program will not able
to maintain a liquid rarket forits mortgagebacked securitieanlessits supply of raw
material, newly originated FHA and VA mortgagesre to expand

E. FHA Single Family Program Subsidies

The mortgage insurance fund for FHAOs single family housing insurance program
has remaied solvent continuously, and, with the exception of a few brief intervals, the
fund has remained actuarially sound as well. The FHA has also reported, under the
budget accounting rules specified in the Federal Credit Reform Act of 1990 (FCRA), that
the pogram provides a nsurplusto the government; that is, the program is estimated to
provide anegativesubsidyto general taxpayeras much as $1.5 billion during fiscal year
2003. This is an important factor because the FHA is a OdiscretionaryQ paagram
otherwisewould require an annual appropriation anyexplicit subsidy costs.

The Congressional Budget Office, however, has challenged the FCRA method
and contends that the Mutual Mortgage Insurance program actegilires a positive
federalsubsi¢y when the actuarial costs are compupgropriately. (See CB@003 and
2006). There are two main elements of contention. Thedieshentis that the FCRA
method excludes administrative expenses from the subsidy computation. Indeed, were
administrativecosts included, then the FCRA method indicates that the feldéived a
modestsubsidyfrom federal taxpayelis fiscal year 2007.

The second element is thekpectedfuture losses from insurance activity are
computed as a single average present value uhdeFCRA methodThis ignores the
dispersion of possible losses, including the likelihood that the greatest losses will occur
when the economy is in a res&s). The CBO contends that tbevariation ofpotential

realizedlosses and weak states of theralleeconomy requires that a Orisk premiumO be
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added to the computation. The CBO quantifies this risk premium as the difference
between the insurance premiums charged by the private mortgage insurance (PMI)
industry and the premiums charged by the FHA ommarable mortgageUsing this
benchmark the CBO estimates that the FHA program actuedigeived a taxpayer
subsidy of about $2 billion for fiscal year 2007 (compared to the sangdluscomputed

using the FCRA method).

The FHA disagrees with the pripte behind the CBOOs risk premium
adjustment. In b FHA view, the Federal guarantd®at backs its insurance and the
FHAOs privilege to borrower from the U.S. Treasury atfrésk interest rates are
fundamental features of the prograwhich allow the FHA to operate with vastly lower
capital ratios than its PMI competitors. Tiped pro quois that the FHA program serves
a much riskier clientele. In the FHA view, an accurate actuarial computation of its
expected losses relative to the premiums chargdteiproper basis for determining the
cost, if any, that the program imposes on the Federal budget.

The proper computation of the programOs subsidy is important if Congress is to
make sensible appropriations for the FHA programs, in comparison with ait oth
discretionary government expenditures afsb in the evaluation @flternative means for
subsidizing housing (for example in comparing HUD voucher programs and FHA

mortgage insurance). A proper computation of the subsidy amount would also help to

34



avoid unexpected anduite unpleasant budgetary surprises, whiaeély occur whenany

insurance program suddersyffers losses that exceslrevenug ™

V. Options for the FHA Single Family Insurance Program

The large decline in the volume of FHA and VA mortgaggimationsbetween
2003 and 2006raises fundamental questions about the future of the agencies. The
plummeting share of FHA and VA in total originatiolesl to suggestionshat the
agencies simply be closed. This action would have recognized the appatesss of
private mortgage insurance in insuring risky mortgages. Thus, while the FHA programs
may have increased homeownership historically among the eligible popdfattom
elimination of FHA might simply induce private lenders to be more aggressive i
supplying credit tahis segment of the markéthe crash of subprime lending since 2007
has, of course, provided a new life to the FHA and VA programs. There remains,
however, the longerm question what will be the proper role for the government
prograns as a restructured mortgage market emerges in the aftermath of the subprime
crisis.

An Expanded Role for the FHA with Alternative Mortgages and-Besged Pricing

One approachwould allow the FHA to continue to functiom its historical

manney but to equire that it become much more aggressive in using technology to

15 As a case in potn Congress recently had to appropriate more than $20 billion to the Federal Flood
Insurance (FFI) program to cover the unexpected losses createdrimaneKatrina, an amount equal to

the total insurance premiums, net of administrative expenses, edllsicice that programOs inception in

1968; see Government Accounting Office (2006In other words, the premiums charged over the
programOs 40 year history actually represented more than a 50 percent subsidy. This subsidy had gone
unrecognized because theogram had broken even on a cash flow basis over its entire historghentil

2005 hurricaneBut this represented only good lukno previous flood had struck a major metropolitan
centerN hardly the basis for sensible actuarial budgeting.

16 See Quigley(2006) for a further discussion of tldeamaticeffect of the FHA program in expanding
homeownership among its clientele households.
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improve its underwriting policies for higheisk borrowersand to incorporate riskased
pricing infederalmortgage products. This would entail expanded legislative mandate

for the agacy, increasing loan limits, eliminating statutory depayment requirements,

and encouraging riskased pricing of mortgage products. These directions have been
endorsed by the various interest groups which would benefit from more robust and liquid
housirg markets.” However concerns havalsobeen raised that the FHA will not have

the expertise to managa more creativeunderwriting programentailing more
complicated andiskier loans, and that ridkased pricing will eliminate what some
consider the cuent beneficial pattern of crossibsidization of riskieborrowers by safer
borrowers (See GAQ007h and Inside Mortgage Finan&@)07a and 2007b).

A Demonstrable FHA Alternative to Predatory and Subprime Loans

An alternative approach, not inconsistenthwthe above proposal, is to expand
the role of the FHA by focusing on its potential to mitigate predatory lending. As noted
above, the July 2008 Federal Reserve expansion of the Truth in Lending regulations is a
major step forward. These regulationsgeifforced, will no doubt reduce the extent of
predatory lending, but it is equally clear that they would also reduce the incidence of
alternative mortgages which are beneficial to borrowers and lenders.

Arguably, the operation of a Ofully competitiveO niaskald itself protect less
informed market participants. However, the wide range of consumer protection
legislation enacted in the U.S. suggests that policy makers are frequently not confident

that competitive markets can be depended on to perform teis Egen within the

17 Some of these measures have been introduced into legislation (e.g., the OExpanding American
Homeownership Act,0O H.R. 1Z5and H.R. 5121) and have been debated in the House of Representatives
butnotin the Senate
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financial markets, the U.S. government hasgorically takenvigorousaction to protect
consumers. For example, in stock market trading, the SEC regulates brokers and mutual
funds, requiring them to obtain Obest executionO for tiséimeers, even though, at least

in principle, Operfect competitionO would achieve the sameSenitarly, brokers are

held to a OsuitabilityO standhycthe National Association of Securities Dealers (NASD)

in mediating retail stock transactiorS8overnmat intervention in these ways no doubt
reflects some paternalism, but, as Sunstein and Thaler (2003) argue, financial decisions
by consumers often reflect framing and other behavioral factors, with the result that an
element of lowcost paternalism mighetjudged to be highly beneficial overall.

Consumer protection has also long been a rationale for housing and mortgage
market legislation (See U.S. Treasury 2000). For example, the Truth in Lending Act
(TILA, Regulation Z of the Federal Reserve Act), hag)lgpecified very precisely how
the terms of installment loans, including mortgage loans, must be disclosed to borrowers.
For another example, the Real Estate Settlement Procedures Act (RESPA) regulates the
behavior of the parties to a home purchase tcdiosa and specifies in detail the
disclosures required by lenders to borrowers. Finally, the Home Owner and Equity
Protection Act ( HOEPA) requires special disclosures concerning prepayment penalties,
balloon payments, and negative amortization on certfinancings and home equity
loans.

These detailed regulations illustrate the fact that Congress has not been shy to
take a paternalistic stance when it felt poorly informed borrowers were disadvatitaged.
appears that the details of modern mortgage acistrare sufficiently technical and

specialized that it is more efficient to regulate predatory lending with specific legislation.
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An aggressive and innovative loan demonstration by the FHA can be an efficient
and effective means to reverse the inroadsptedatory lenders deachieved as a result
of the inherently complex nature of the new mortgage contracts. Suppose, for example,
legislation enabled the FHA to offer riklased pricing and adjustable rate mortgages,
and at the same timéhe FHA was direted to develop new alternative mortgage
contracts that would offer competitive terms to those currently eligible for FHA
financing, but who had previously been attracted to the private subprime market, and at
least in some instances by predatory lenders.

Disclosures concerning these new alternative FHA mortgages could be of
potential value in deterring predatory lending to loweome home purchasers.
Comparable actions by government entities can be found in other markets. Perhaps the
most relevant compison is the student loan market, where the Direct Loan Programs
provided through the U.S. Department of Education compete with loans offered by banks
and other private lendet® Also at the federal level, the United States Postal Service
provides mailing ervices that compete with private suppliers such as Federal Express
and the United Parcel Service. And at the state level, the Departments of Insurance in a

number of states provide comprehensive information on the auto insurance and

'8 The federal student loan programs operate in two forms. The Direct Loan programs use government
funds and the loans are originated and serviced by the Ugartbeent of Education. The Federal Family
Education Loan (FFEL) program use funds provided by a bank or other participating lender, but the loans
are government guaranteed and the key loan terms, including the interest rate, are identical to the Direct
Loan programs. Both of these programs compete with fully private market loans that are available from
banks and other lenders. Private market student loans, in turn, come in different version, including those
where the student is OcertifiedO by his or heetsiiy versus loans that do not require such certification.
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homeowner insurance tpns available to consumers based on the rate filings of their
registered insurers.

To apply this technique to the subprime mortgage market, the FHA would have to
offer a borrower one or more alternative mortgages for consideration well in advance of a
scheduled house closing. To allow the FHA to prepare these loan offers, information
about borrower credit worthiness, assets, home appraisal, etc. would have to be
transmitted to the FHA in advance of a contemplated mortgage transaction by any lender
aboutto make a loan to a household eligible for FHA financing. The concept of requiring
lenders to make unique disclosures prior to a loan is already a core component of the
Homeowner and Equity Protection Act (HOEPA). The FHA would be directed to use this
information to produce one or more specific loans for consideration by the contracting
household. These terms would be transmitted to the household in -aysiie
comparison with those offered by the subprime lender. Mortgage contracts would not be
enforcedle unless the contracting household had explicitly declined the terms of an FHA
mortgage in favor of a loan supplied in the private market. This requirement, together
with the suitability rules described earlier, patterned after those of the NASD, could
provide powerful deterrents to predatory lending.

These disclosure requirements would provide the borrower with an explicit
alternative in the form of an available FHA loan, as well as the full set of information

suggested by the Congress:

9 For example, in California auto insurance premiums are regularly published by the state government. See
http://interactive.web.insurance.ca.gov/survey/survey?type=autoSurvey&event=autoSEarcBerkeley
California, for example, the highest rates reported for standard coverage are more than double the lowest
rates.
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OThis new disclase should include a table clearly displaying a full payment
schedule over the life of the loan, all fees associated with the loan, an
explanation of the Oalternative featuresO of the loan (i.e. negative
amortization) and a full explanation of the risksagsating with taking

advantage of those features, including the timeframe in which borrowers were
likely to feel the negative effects of those risks.O (Joint Economic Committee,
2007)

Implementationwould require FHAeligible households to consider angect the
terms of competitive FHA mortgages before contracting@harnativemortgage finance
in the private marketin making this decision, borrowers would have the full set of
mortgage informatignand they would have a specific alternative to comsifieafter
consideration of the terms proffered, a household calbsmativemortgage finance, it
would not be on the basis of incomplete information or the misrepresentation of
alternatives. This is probably the best one can hope for in guidingdleestof others in
a market economy.

Merging the GSE Acitivities into the FHA/GNMA Nexus

Finally, the breakdown in the mortgage markets following the subprime crisis
might provide the opportunity to reposition the primary mortgage securitization business
of the GSEs within a government entifihis activity could be operated inside HUD as a
middleincome mortgage guarantee business, parallel to the FHA and GNMA.
Alternatively, this securitization activitgould be operated as a new governrwied
corporaton, whichcould provide more flexibility. The exemplary history of the FHA
provides a basis for believing that the business of guaranteeing and securitizing
mortgages, in particular relatively high quality mortgages, could be efficiently carried out
by a gvernment entity especially if it were afforded the flexibility inherent in a
governmenbwned corporationThe key benefit, in the context of the subprime mortgage

crisis, is that the new program would provide a strong government safety net against
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current and future systemic market failur&ge should expedhat major innovations
mortgage financevould arise andbe carried out in the private mortgage markétais,
it would be critical that any new government programs not be subsidizédyssould

not crowd out efficient private market initiatives.

41



References

Ambrose, Brent and Anthony PenningtGnoss (2000), OLoan Economic Risk Factors
and the Primary and Secondary Mortgage Markets,O Regional Science and Urban
Economics, 30, pp. 68301.

Ambrose, Brent, Anthony Penningtd@ross, and Anthony Yezer (2002), OCredit
Rationing in the U.S. Mortgage Market: Evidence from Variation in FHA Market
Shares,O Journal of Urban Economics, 51, pp29242

An, Xudong and Raphael Bostic (200 OGSE Activity, AA Feedback, and
Implications for the Efficacy of the Affordable Housing Gealsurnal of real
Estate Finance and Economics, 26(2), pp287.

An, Xudong, Raphael W. Bostic, Yongheng Deng and Stuart A. Gabriel (2007). OGSE
Loan Purchases, the FHA, and usmg Outcomes in Targeted, Lamcome
Neighborhoods.O Brookinfgharton Papers on Urban Affairls pp 205240,

Blinder, Alan, Mark Flannery and James Kamihachi (2004), OThe Value of Housing
Related Government Sponsored Enterprises: A Review of a Prafymidraft
Paper by Wayne Passmore, Fannie Mae Papers, Vol. lll, Issue 2, May 2004.

Congressional Budget Office (2001), Federal Subsidies and the Housing GSEs,
Washington, DC: US Government Printing Office, 2001.

Congressional Budget Office (2003), OSubsidimate for FHA Mortgage Guarantee,O
November 2003.

Congressional Budget Office (2004), Updated Estimates of the Subsidies to the Housing
GSEs, Washington, DC: US Government Printing Office, 2004.

Congressional Budget Office (2006), OAssessing the Goeat®s Costs for Mortgage
Insurance provide by the Federal Housing Administration,O July 2006.

Consumer Mortgage Coalition (2007), Testimony Submitted before the Subcommittee on
Housing, Transportation and Community Development, United States Sensate on
Omding Mortgage Abuse: Safeguarding HomebuyersO, June 26, 2007.

Green, Richard and Susan Wachter (2005), OThe American Mortgage in Historical and
International Context,O Journal of Economic Perspectives, Vol 19, Number 4, 93
114.

Hermalin, Benjamin and Dwig Jaffee (1996). OThe Privatization of Fannie Mae and
Freddie Mac: Implications for Mortgage Industry Structure,O in Studies on
Privatizing Fannie Mae and Freddie Mac. Washington, DC: HUD, 1996, pp. 225
302.

42



Ho, Giang and Anthony Penningt@ross (2006),0The Impact of Local Predatory
Lending Laws on the Flow of Subprime Credurnal of Urban Economic§0,
pp. 216228

Holder, Kamilah, and Kate Manuel (2007), OPredatory Lending: A Comparison of State
Laws to the Federal Home Ownership and Equity PrioteéctO Congressional
Research Service Report RL32784, March 2007.

Inside Mortgage Finance (2007a), OOptimism Remains High on FHA Reform Despite
Critical HUD IG, GAO Reports, March 23, 2007.

Inside Mortgage Finance (2007b), OMBA Calls for Cautious Apprma&HA Reform,
Even as New Bills Tout Remedies to ProgramOs llls,O April 6, 2007.Jaffee,
Dwight, (2009a), OReforming Fannie and FreddieO, Regulation, Winter 2009a

Jaffee, Dwight (2009b), ORegulating the Investment Banks and GSEs After the Subprime
Crisig), forthcoming BE Press 2009

Jaffee, Dwight and Joh. Quigley (2007), OHousing Subsidies and Homeowners: What
Role for GovernmenSponsored EnterprisesBdookingsWharton Papers on
Urban Affairs: 2007, pp. 10349,

Jaffee, Dwight and John M. Quigley (8), OMortgage Guarantee Programs and the
Subprime Crisis,O California Management Review, Vol. 51, No. 1, Fall 2008, pp.
117143.

Jaffee, Dwight and John M. Quigley (2009), OThe Government Sponsored Enterprises:
Recovering from a Failed ExperimentO, Berkdtrogram on Housing and Urban
Policy Working Paper WG90L1.

Joint Economic Committee (2007), OSheltering Neighborhoods from the Subprime
Foreclosure Storm,O June 22, 2007.

Litan, Robert, OA Prudent Approach to Preventing OPredatoryO |@nBirmgkings
Institution,February 2001.

Lucas, Deborah and Robert McDonald, OValuing Government Guarantees: Fannie and
Freddie, Chapter XXX in this volume.

Murphy, Edward (2007), QSubprime Mortgages: Primer on Current Lending and
Foreclosure Issues,O Congressional &elseService Report RL33930, March
2007.

National Association of Realtors (2007), OProposed Statement on Subprime Lending,O
submitted to the Controller of the Currency, May 7, 2007.

43



Passmore, Wayne, Shane M. Sherlund, and Gillian Burgess (2005), OTheofEffec
Housing GovernmerBponsored Enterprises on Mortgage Rates, Real Estate
Economics, Vol 33, 3, 42463.

Piskorski, Tomasz and Alexei Tchistyi (2007), OOptimal Mortgage Design,0 paper
presented to NBER Real Estate Conference July 25, 2007.

Quigley, John M. (1998), OThe Taxation of Owr@ccupied Housing,O0 The
Encyclopedia of Housing, Sage Publications, pp539.

Quigley, JohnM. (2006), OFederal Credit and InseefPrograms: Housing,0 Federal
Reserve Bank of St. Louis Review, pp. ZBIO.

Quigley, J&in M. (2008),0Compensation and Incentives in the Mortgage Busirkss,O
EconomistOs Voicg(13), pp 13.

Sunstein, Cass and Richard Thaler (2003), OLibertarian Paternalism is Not an
Oxymoron,O The University of Chicago Law Review, Vol. 70, Number 4.

Swindell, Bill, OFHA Overhaul Might Be Part of a Subprime Loan Solution, National
Journal, March 20, 2007.

U.S. Department of Housing and Urban Development (1995), OAn Analysis of FHAOs
SingleFamily Insurance Program,O October 1995.

U.S. Department of Houginand Urban Development (2005), OA Study of Market Sector
Overlap and Mortgage Lending,O May 2005.

U.S. Department of Treasury (2000), OU.S,. Housing and Urban DevelSpment
Department ofTreasury Tek Force on Predatory Lendir@urbing Predatory
Home Mortgge Lending: A Joint ReportReport 3076, Jul000.

U.S. General Accounting Office (2004), OConsumer Protection: Federal and State
Agencies Face Challenges in Combating Predatory Lending, -GWA2T,
February 2004.

U.S. General Accounting Office (2006apAlternative Mortgage Products,OG@e&
1021, September 2006.

U.S., GeneralAccountability Office (2006), ONational Flood Insurance ProgramO,
GAO-07-169, December 2006.

U.S. General Accounting Office (2007a), OFederal Housing Administration: Decline in

the AgencyOs Market Share was Associated with Product and Process
Development of Other Mortgage Market Participants,O -GA646, June 2007.

44



U.S. General Accounting Office (2007b), OModernization Proposals Would Have
Program and Budget Implications and RegContinued Improvements in Risk
Management,O GAQ/-708, June 2007.

Vandell, Kerry D. (1995), OFHA Restructuring Proposals: Alternatives and Implications.O
Housing Policy Debate, 1995, 6(2), pp. 2288.

Weicher, John (2006), OCommentary,O Federal iReBamnk of St. Louis Review,
July/August 2006.

45



