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What GAO Found

GAOQ’s comparison of single-family home purchase loans guaranteed by the
Rural Housing Service (RHS) and the Federal Housing Administration (FHA) in
fiscal years 2010-2014 identified significant overlap and some differences in the
borrowers served. Within statutorily defined rural areas (RHS-eligible areas):

e Both agencies served large numbers of rural borrowers, but FHA served over
35 percent more than RHS, while RHS reached a greater number of
borrowers in the more rural parts of RHS-eligible areas.

e Most of the borrowers served by each agency had annual incomes below
$60,000. But consistent with RHS’s statutory income limits, the median
borrower income for RHS ($44,000) was well below that for FHA ($57,000).

¢ RHS and FHA borrowers had similar credit scores (around 685 at the
median) and ratios of housing expenses to monthly gross income (23-24
percent at the median).

e Borrowers in both programs had high loan-to-value (LTV) ratios (loan amount
divided by home value). But RHS’s no-down-payment requirement and
FHA'’s statutorily required 3.5 percent down payment resulted in higher LTV
ratios for RHS than for FHA (medians of 101 and 96.5 percent, respectively).

¢ Significant portions of RHS and FHA borrowers could have met the criteria of
the other program. For example, at least 36 percent of RHS borrowers could
have met FHA's criteria, including the 3.5 percent minimum down payment.

In RHS-eligible areas, RHS loans guaranteed in fiscal years 2010-2011
performed worse than corresponding FHA loans after 3 years. Specifically, for
borrowers whose incomes fell within RHS limits, RHS’s 3-year troubled loan rate
(the share of loans 90 or more days late, in foreclosure, or terminated with a
claim) was 7 percent, compared with 6 percent for FHA. GAO estimated that
RHS’s loans would be expected to perform worse than FHA’s due partly to RHS
borrowers’ higher LTV ratios.

Borrower costs—at loan closing and paid monthly—were lower for RHS loans
than for FHA loans. Due to differences in down-payment requirements, a
borrower purchasing a $125,000 home in 2014 would have paid $4,375 more in
up-front costs with an FHA loan than with an RHS loan. Also, FHA (which must
maintain a capital reserve) charged borrowers a higher annual guarantee fee
than RHS, which has no capital requirement. Due largely to the difference in this
fee (charged monthly), a borrower’s initial monthly payments would have been
about 7 percent lower with an RHS loan (assuming a 3.75 percent interest rate).

GAO'’s analysis provides additional evidence of how the programs overlap in
terms of income, location, and borrower qualifications. It also highlights issues
for RHS and FHA to consider in evaluating opportunities to consolidate these
programs, as GAO recommended in 2012. Specifically, differences in the
performance and borrower costs of RHS and FHA loans underscore important
tradeoffs. Higher LTV ratios and lower guarantee fees help make mortgages
more affordable. However, these features also may elevate financial risks to the
federal government from increased loan defaults and less revenue to cover
unanticipated costs. Agency consideration of these issues would aid
congressional decision-making about potential program consolidation.
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1 U.S. GOVERNMENT ACCOUNTABILITY OFFICE
441 G St. N.W.
Washington, DC 20548

September 29, 2016

The Honorable Blaine Luetkemeyer
Chairman

Subcommittee on Housing and Insurance
Committee on Financial Services

House of Representatives

Dear Mr. Chairman:

The Department of Agriculture’s (USDA) Rural Housing Service (RHS)
has helped more than 1 million low- and moderate-income families in
rural communities finance homes through its Single Family Mortgage
Guarantee Program.! The program protects private lenders against
losses on loans that finance the purchase of properties in areas statutorily
designated as rural (RHS-eligible areas) or that refinance existing RHS
mortgages. At the end of fiscal year 2015, RHS had a portfolio of more
than $112 billion in outstanding guarantees.? The Department of Housing
and Urban Development’s (HUD) Federal Housing Administration (FHA)
also protects lenders against losses on single-family mortgage loans (by
providing mortgage insurance) and has a much larger program.? At the
end of 2015, FHA had a portfolio of more than $1 trillion in outstanding
guarantees. FHA’s program has no geographic or borrower income
restrictions; therefore, it too guarantees loans in rural areas.

Although the programs have some salient differences, in an August 2012
report, we found overlap in the products offered, borrowers’ income

"The program was authorized by Section 706(b) of the Cranston-Gonzalez National
Affordable Housing Act, Pub. L. No. 101-625, 104 Stat. 4079, 4284 (1990), which added
subsection 502(h) to the Housing Act of 1949, Pub. L. No. 81-871, 63 Stat. 413 (codified,
as amended, at 42 U.S.C. §1472(h)). A loan guarantee is a commitment by the federal
government to pay part or all of a loan’s principal and interest to the lender if the borrower
defaults.

2Unless otherwise specified, years refer to federal fiscal years throughout this report.

3The program was authorized by Section 203 of the National Housing Act, Pub. L. No. 73-
749, 48 Stat. 1246 (1934) (codified, as amended, at 12 U.S.C. § 1709). In contrast to
RHS, FHA uses the term “mortgage insurance” instead of “loan guarantee.” Because
“insurance” and “guarantee” have the same meaning in the context of our review, we use
guarantee throughout the rest of this report.
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levels, and geographic areas reached by the RHS and FHA single-family
mortgage guarantee programs.* We concluded that there were
opportunities for increased collaboration and consolidation in the
programs. Although Congress ultimately would have to decide on actions
requiring statutory change, we noted that agencies (including RHS and
FHA) could further this effort by exploring the potential benefits and costs
of consolidating overlapping programs. Such analyses represent a key
step on the path to determining the viability of consolidation and helping
inform Congress’s decision-making process. Thus, in 2012, we
recommended that the agencies evaluate and report on the specific
opportunities for consolidating similar housing programs, including those
requiring statutory changes. The agencies (including RHS and FHA)
generally agreed with our recommendation, but they have yet to report on
such opportunities, and our recommendation remains unaddressed.

Additionally, relatively little is known about how the loan performance of
the two programs compares. For example, one of RHS’s performance
goals is to be within a specified range of FHA’s delinquency rates. RHS
has generally met this goal and reported to Congress in April 2015 that
during the prior 5 years (2010-2014) RHS-guaranteed loans generally
performed slightly better than FHA-guaranteed loans.® However, our
March 2016 report found RHS’s analysis did not account for the age of
the loans, property location, or other loan and borrower characteristics
that can influence performance.® We recommended that RHS improve its
measures comparing RHS and FHA loan performance, potentially by
making comparisons on a cohort basis and limiting comparisons to loans
made in similar geographic areas.” RHS has yet to make changes to its

4GAO, Housing Assistance: Opportunities Exist to Increase Collaboration and Consider
Consolidation, GAO-12-554 (Washington, D.C.: Aug. 16, 2012).

5Department of Agriculture, Report to Congress: Rural Housing Service Single Family
Housing Guaranteed Loan Program Update 4th Quarter 2014 (Washington, D.C.: Apr. 20,
2015).

8GAO, Rural Housing Service: Actions Needed to Strengthen Management of the Single-
Family Mortgage Guarantee Program, GAO-16-193 (Washington, D.C.: Mar. 31, 2016).

"RHS neither agreed nor disagreed with our recommendation, but said it recognized the

underlying risk implications and was continuing to consider it. A cohort is the set of loans
an agency guarantees in a fiscal year.
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performance measures and our 2016 recommendation remains
unaddressed.

You asked us to expand on the analysis in our 2012 report and compare
the characteristics and performance of rural single-family loans
guaranteed by RHS and FHA. 2 This report (1) compares the property,
borrower, and loan characteristics of RHS- and FHA-guaranteed loans in
RHS-eligible areas; (2) estimates the number of RHS and FHA borrowers
in RHS-eligible areas who could have met key criteria for the other
program and describes factors borrowers consider in choosing between
the two programs; and (3) compares the performance of RHS- and FHA-
guaranteed loans in RHS-eligible areas.

To compare the property, borrower, and loan characteristics of RHS- and
FHA-guaranteed loans, we analyzed loan-level data on mortgages for
home purchases guaranteed by the agencies in RHS-eligible areas in
2010-2014.° In addition to focusing on home purchase loans in RHS-
eligible areas (the areas in which both agencies can operate), we took
other steps to make the RHS and FHA data comparable, such as by
limiting our analysis to 30-year, fixed-rate loans, and by excluding loans
for units in condominium and cooperative developments.'® We compared
the distributions and number of loans for key property characteristics
(such as the state and census region); borrower characteristics (such as
credit score and debt burden ratios); and loan characteristics (such as
loan amount and down-payment percentage) at the time the mortgages
were originated. To further differentiate the geographic comparisons of
the loans, we used Rural-Urban Commuting Area codes (developed by
USDA’s Economic Research Service and the U.S. Health Resources and
Services Administration) to assess the “rurality” of a property location (as
measured by factors such as commuting patterns and population
density).

8GA0O-12-554.

SWe limited the set of FHA-guaranteed loans to those for properties in census tracts
where 66.7 percent or more of the tract was within an RHS-eligible area. The 2010-2014
time frame allowed for analysis of loan performance over multiple years.

ORHS does not guarantee mortgages with shorter terms or adjustable interest rates.
Additionally, under its 203(b) program, FHA does not guarantee loans for cooperatives
and guaranteed few loans for condominiums in 2010-2014.
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To assess the extent to which borrowers could have met key criteria for
both RHS- and FHA-guaranteed home purchase mortgages and the
factors borrowers consider in choosing between the two programs, we
reviewed RHS and FHA documentation on their underwriting
requirements and qualifying benchmarks to understand similarities and
differences in program eligibility and qualification criteria. We analyzed
RHS and FHA data for loans guaranteed in 2010-2014 and applied
general agency requirements and benchmarks to estimate the number
and percentage of RHS and FHA borrowers who could have met key
criteria for each program. Our estimates represent the minimum number
of borrowers who could have met key criteria for the other program. We
also analyzed the costs for RHS- and FHA-guaranteed loans and
calculated illustrative up-front and monthly borrower costs for each
program under various home price and interest rate scenarios. To confirm
key observations from this analysis, we interviewed a nonprobability
sample of eight mortgage lenders selected to capture variation in the
geographic areas served, volume of guaranteed loans originated, and mix
of RHS and FHA business. To gain additional perspective on mortgage
lending in rural areas, we interviewed mortgage industry groups selected
to cover a range of stakeholders in the RHS and FHA guarantee
programs. These included the Independent Community Bankers of
America, National Association of Mortgage Brokers, National Association
of Realtors, and Mortgage Bankers Association.

To compare the performance of RHS- and FHA-guaranteed loans for
home purchases in RHS-eligible areas, we analyzed RHS and FHA loan-
level data and determined the performance status (current, delinquent, in
the foreclosure process, prepaid, or terminated with a claim) of loans
guaranteed in 2010-2012 at 12-month intervals (anniversary months)
starting from the month the first payment was due until September 30,
2014."" For this comparison, we limited the FHA-guaranteed loans to
those obtained by borrowers with incomes within the county-level
household income limits set by RHS (which we determined using

"We limited the set of FHA-guaranteed loans to those for properties in census tracts
where 95 percent or more of the tract was within an RHS-eligible area.
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borrower income).' We restricted the data in this way to account for
RHS’s household income limits and FHA'’s lack of such limits, which
resulted in some FHA borrowers with higher incomes than RHS is
allowed to serve. We classified loans as troubled if they were 90 or more
days delinquent during the anniversary month, were in the foreclosure
process, or had terminated with a claim. We compared the performance
of RHS- and FHA-guaranteed loans after 2 and 3 years of performance
through the end of September 2014. In addition, we developed a
statistical model to examine the extent to which differences between RHS
and FHA troubled loan rates (the number of troubled loans divided by the
number of loans guaranteed) after 2 and 3 years stemmed from the
characteristics of their guaranteed portfolios (for example, loan and
borrower characteristics). '

To assess the reliability of the RHS and FHA data, we tested the data for
missing values, outliers, and obvious errors and reviewed documentation
on the process that RHS and FHA used to collect and ensure the
reliability and integrity of their data. We also interviewed knowledgeable
RHS and FHA officials to discuss interpretations of various data fields.
We concluded that the data we used were sufficiently reliable for
purposes of comparing the characteristics and performance of RHS- and
FHA-guaranteed loans and for estimating the percentage of borrowers
who could have met key criteria for both programs.

We conducted this performance audit from February 2015 to September
2016 in accordance with generally accepted government auditing
standards. Those standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable basis for
our findings and conclusions based on our audit objectives. We believe
that the evidence obtained provides a reasonable basis for our findings

2The loan-level data we analyzed on FHA borrowers included information on borrower
income but not on household income or size. For this comparison, we assumed that the
borrower’s income was the only source of household income and that all households
consisted of no more than four people (the more restrictive limit).

3For this analysis, we also used external data, including a Federal Housing Finance
Agency house price index for nonmetropolitan areas and data on the Treasury 10-year
constant maturity rate, to help assess economic conditions that are associated with
changes in loan performance.
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and conclusions based on our audit objectives. Appendix | contains
additional information on our objectives, scope, and methodology.

Background

Federal Mortgage
Guarantee Programs

RHS and FHA operate major federal programs that guarantee mortgage
loans.™ The guaranteed loans generally feature attractive interest rates
(comparable to those of prime loans), but serve borrowers who may have
difficulty qualifying for conventional mortgage credit (that is, mortgage
loans without government guarantees). The programs protect the private
lender or other mortgage holder, because the federal government
commits to pay part or all of a loan’s outstanding principal and interest if
the borrower defaults.® In exchange, borrowers are required to pay up-
front and annual guarantee fees.'® Both the RHS and FHA single-family
programs guarantee 30-year, fixed-rate mortgages for borrower-occupied
homes. The mortgage proceeds can be used to buy, build, or refinance
homes. The mortgage loans require little or no down payment from
borrowers and allow financing of up-front guarantee fees. These terms
generally result in high loan-to-value (LTV) ratios (the amount of the loan
divided by the value of the home at origination), including LTV ratios
greater than 100 percent.

As shown in figure 1, both the RHS and FHA loan guarantee programs
have requirements and benchmarks that lenders use to assess borrower
eligibility and qualifications. For example, to be eligible for an RHS loan,
the property must be located in an RHS-eligible area and the borrower’s
household income must not exceed 115 percent of the area median

"The Department of Veterans Affairs also provides a federal guarantee for mortgage
loans. The guarantee is available to veterans of a branch of the armed services who
received a discharge other than dishonorable, certain members of the Reserves or
National Guard, and spouses of veterans under certain circumstances.

SRHS provides coverage for eligible losses of up to 90 percent of the original principal,
including unpaid principal and interest; principal and interest on RHS-approved advances
for protection and preservation of the property; and liquidation costs. FHA’s guarantee
provides 100 percent coverage of eligible losses when borrowers default. This guarantee
covers the unpaid principal balance, interest costs, and certain costs of foreclosure and
conveyance.

8FHA refers to its guarantee fees as insurance premiums.
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income, based on household size (which effectively limits the loan
amount). Although FHA does not have income or geographic limits, the
amount of the loans it guarantees is limited by statute.'” Both programs
also require lenders to assess the borrower’s willingness and ability to
repay the loan. To make this assessment, lenders use information
collected during the loan origination process—including a borrower’s
credit score, a numeric value ranging from 300 to 850 (calculated based
on credit reports from the national credit bureaus) that indicates a
borrower’s ability to repay future obligations; payment-to-income (PTI)
ratio, the percentage of a borrower’s income that goes toward total
mortgage debt payments; and the debt-service-to-income (DTI) ratio, the
percentage of a borrower’s income that goes toward all recurring debt
payments. RHS and FHA established specific benchmarks lenders use to
evaluate the borrower’s qualifications. RHS and FHA also allow lenders to
consider loans for approval that differ from these benchmarks by
considering compensating factors (such as proof of continuous
employment or cash reserves) that demonstrate the borrower’s ability to
repay the loan.

FHA's mortgage limits are calculated at the county and metropolitan-area levels (taking
into account the number of living units in the property) and are calculated as a percentage
of the standard national limit for Freddie Mac loans. Beginning in January 2014, the
national loan limit ceiling for FHA-guaranteed loans for one-unit properties was between
$271,050 in low-cost areas and $625,500 in high-cost areas (with the exception of Alaska,
Hawaii, Guam, and the Virgin Islands where the loan limit was $938,250). In 2008-2013,
the high-cost area limit was increased to $729,750.
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|
Figure 1: Key Eligibility Requirements and Qualifying Benchmarks for RHS- and

FHA-Guaranteed Purchase Loans, Fiscal Years 2010-2014

Rural Housing Service (RHS)- Federal Housing Administration
Criteria guaranteed loans (FHA)-guaranteed loans

Eligibility requirements

Borrower household Not to exceed 115 percent of No restrictions

income area median income

Limits on loan size Cannot exceed the fair market Vary by locality. Single-unit
value of the property or the properties in 2010-December 2013
borrower’s income and ranged from $271,050 to $729,750,
repayment ability.? and beginning in January 2014

ranged from $270,010 to $625,500.
Loan amount also cannot exceed
the fair market value of the property
or the borrower’s income and
repayment ability.

Required down None 3.5 percent
payment

Qualifying benchmarks®

Borrower credit score 640 or above? 580 or above®
Payment-to-income 29 percent or less 31 percent or less
ratio

Debt-service-to- 41 percent or less 43 percent or less
income ratio

|:| Requirements :I Benchmarks

Source: GAO analysis of RHS and FHA policies. | GAO-16-801

®The size of the loans RHS guarantees is effectively limited by RHS’s borrower household income
requirements and the payment-to-income ratio.

®The maximum loan limit for single-unit properties in high-cost exception areas was $1,094,625 from
2010 through December 2013 and $938,250 starting January 2014.

°According to RHS and FHA guidelines, borrowers can qualify for a guaranteed mortgage without
meeting every benchmark if certain compensating factors are present, such as proof of continuous
employment or cash reserves.

‘Qualified borrowers with credit scores as low as 581 can obtain an RHS-guaranteed loan if the loan
is manually underwritten and the lender provides additional documentation of borrower
creditworthiness.

°Benchmark for FHA’s maximum financing option. Qualified borrowers with credit scores of 500 to
579 can obtain FHA-guaranteed loans if they make a down payment of 10 percent.
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Both RHS and FHA lenders evaluate the overall creditworthiness of a
loan guarantee applicant and determine the associated risk of default
using a version of FHA's automated mortgage score card.'® Lenders may
also review loans manually to assess applicants’ eligibility and
qualifications. ™

Rural Areas

In 1949 Congress authorized separate housing assistance for rural areas
and gave USDA responsibility for administering it. Section 520 of the
Housing Act of 1949, as amended, defines certain areas as “rural” for
purposes of determining RHS program eligibility (in this report, we
generally refer to these as RHS-eligible areas). RHS-eligible areas are
largely identified based on population, but also consider other factors,
such as proximity to metropolitan areas and access to mortgage credit.
USDA is to re-evaluate eligibility determinations upon issuance of a
decennial U.S. Census of Population and Housing. The eligible areas
were most recently updated in 2014 and 2015 to take into account data

BFEHA requires lenders to use its Technology Open to Approved Lenders (TOTAL) score
card in conjunction with an automated underwriting system. In 2005, RHS adopted FHA’s
TOTAL score card and calibrated the tool using RHS’s thresholds for determining
borrower qualifications and default risk. TOTAL is a component of RHS’s Guaranteed
Underwriting System, which RHS encourages lenders to use as a complement to the
lenders’ own underwriting.

19Applican’ts for FHA-guaranteed loans who are not accepted by the automated mortgage
score card are required to be assessed manually to determine if the applicant should be
accepted or rejected.
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from the 2010 Census.? In contrast, FHA's single-family loan guarantee
program is not restricted to any geographic location.

As noted previously, rurality can be assessed under classification
schemes other than statutory definitions. USDA’s Rural-Urban
Commuting Area codes classify all census tracts in the United States on a
continuum from rural to urban based on daily commuting patterns,
urbanization, and population density. The codes can be consolidated into
four types of locations.?'

« Urban. Adjoining census tracts in built-up areas, with total population
of 50,000 or more. These areas correspond to the U.S. Census
Bureau’s urbanized areas.

o Suburban. Areas with high commuting flow to urban areas and all
areas where 30-49 percent of the population commute to urban areas
for work.

o Large rural town. Towns with populations between 10,000 and
49,000 and surrounding rural areas where 10 percent or more of the

DThe Agricultural Act of 2014, Pub. L. No. 113-79, § 6208, 128 Stat. 861, revised the rural
area definition for housing programs. Rural areas are defined as any open country or any
place, town, village, or city that is not part of or associated with an urban area and that (1)
has a population not in excess of 2,500 inhabitants; (2) has a population in excess of
2,500 but not in excess of 10,000 if it is rural in character; or (3) has a population in
excess of 10,000 but not in excess of 20,000, and (A) is not contained within a standard
metropolitan statistical area, and (B) has a serious lack of mortgage credit for lower- and
moderate-income