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Moving the Market Forward:
Principles for Returning FHA to its 
Traditional Mission

 Many look at today’s Federal Housing 
Administration (FHA) and nostalgically recall the 
Depression-era FHA.  Set up in 1934, it insured fully 
amortizing 20 year term loans combined with a 20% 
down payment.  As a result homebuyers could 
accumulate nearly 30% equity after 4 years without 
relying on inflation.  Initially FHA’s loan terms were 
sustainable and appraisal standards countercyclical.  
When introduced in 1934, a fully amortizing 20 year 
loan term combined with a 20% down payment was 
designed to build substantial equity over 5 years 
without needing inflation.Market’s  transition  to  unsustainable  lending:  lower  down  
payments + longer loan terms = reliance on house price inflation 

 
 
 
 
 
 
 
 

 
 
 
 

 

• An upward trend of balance sheet and income leveraging continued for 70 years.   
– Policy makers were oblivious to the fact that during economic expansions, lenders become less 

risk-averse  (Kindleberger).   
• FHA must put an end to destructive lending--layering ultra-slow 30-year amortization 

loan terms, ultra-low down payments, and impaired credit in the same loan.    
– This policy relies on inflation to create unearned equity. 
– Sustainable lending relies on earned equity: the sum of downpayment and scheduled loan 

amortization.  
* For ease of comparison, all examples based on the purchase of a $100,000 home at the maximum LTV and term with an interest rate of 8 percent. 

Year Maximum 
LTV limit 

Maximum /average 
loan term 

Monthly 
payment*  

Homeowner equity after five years (with no 
increase in house prices)  

1934 80% (FHA) 20 years (max.) $670 30% 
1938 90% (FHA) 25 years (max.) $695 17% 
1948 90% (FHA) 30 years (max.) $660 14% 

1956 95% (FHA) 30 years (max.) $697 10% 
1956 80% (conv.) 15 years (aver.) $764 37% 
1984 97% (FHA) 30 years $712 8%  -this is about equal to the buy/sell spread. 

2000 100% (F/F) 30 years $734 5% 

2006 100% (FNM) 40 years $695 2% 

2006 100% (FNM) 40 years (10 yr. 

interest only) 

$667 0% 

 
 [ 
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 FHA lending was backed by a rigorous property 
appraisal process.  The appraiser’s role, as set forth 
by FHA in the late-1940s, was defined as 
determining “a price at which a purchaser is 
warranted in paying for a property, rather than the 
price at which the property may be sold....”, noted in 
McMichael’s Appraising Manual, 4th Edition, 1951.  
As a result, FHA’s default experience was 
extraordinarily low.  From 1934 through 1954, FHA 
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Institute’s Resident Fellow  & Chief Credit Officer for Fannie 

Mae in the late 1980s.

HIGHLIGHTS

Four key principles of  reform is needed to return FHA to 
its traditional mission: 

• Step back from the markets that can be served by the 
private sector

• Stop knowingly lending to people who cannot afford to 
repay their loans

• Set loan terms that help homeowners establish 
meaningful equity in their homes

• Concentrate on those homebuyers who truly need help 
purchasing their first home

Moving forward: Real Estate is Cyclical and 
Responds to Leverage 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

• Sources: S. J. Loyd (Lord Overstone),  “Tracts  and  Other  Publications  on  Metalic and Paper 
Currency,”,  1858 
Edward  Chancellor,  “Between  Errors  of  Optimism  and  Pessimism”,  GMO  White  Paper,  2011 
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insured 2.9 million mortgages. During this period, 
FHA paid claims on 5,712 properties for a 
cumulative claims rate of  0.2 percent..  In 1951 
FHA averaged a down payment of  18% on new 
homes and 23% on existing homes, with an average 
loan term of  23 years on new homes and 21 years 
on exiting homes.

The history of low and no down 
payment lending 

• FHA/VA/USDA’s  high  leverage  lending  
practices spread throughout the market. 
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 Today the FHA has 7.5 million loans outstanding 
and pays 12,000 claims per month.  This is not your 
great-grandmother’s FHA.  High leverage lending 
through the FHA, VA, and USDA continue to 
spread throughout the market.  The private sector 
followed the government’s lead in increasing LTVs 
and loan terms.

Excess leverage and loosened underwriting 

sowed the seeds of the financial crisis 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 

* Monthly Report to the FHA Commissioner Department of Housing and Urban Development on FHA Business Activity, 

October 2010.   
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Impact of FHA's Increasing LTVs on Annual Foreclosure Starts
as a Percentage of Insured Loans

FHA annual foreclosure starts as a percentage of outstanding 

insured loans (unadjusted for denominator effect)

FHA annual foreclosure starts as a percentage of outstanding 

insured loans (adjusted for denominator effect using MBA 

methodology)

1956: LTV limit 

raised to 

90%/95% (first 

increase since 

1938) 1988-1990:

percentage of

loans with an LTV >90%

increases to 74% from 54% (1984-1987)

1991: percentage of 

loans with LTV >=97% 

increases to 17% 

from 4% to in 1990 

and percentage >90% 

increases to 79%

1993: percentage 

of loans with LTV 

>=97% increases 

to 25% and 

percentage >90% 

increases to 83%

1999: 

percentage of 

loans with LTV 

>=97% 

increases to 

44% and 

percentage 

>90% increases 

to 88% 2000-2008: 

percentage of loans 

with LTV >=97% 

averages 51% and 

85% had an LTV >90%

Source: FDIC, MBA, and Ed Pinto*projected based on first 3 quarters of 2009 

10 	 The upward trend of  balance sheet and income 
leveraging continued for 70 years.   The combination 
of  lower down payments and longer term loans 
results in a reliance on inflation to create unearned 
equity.

	 Increased leverage and loosened underwriting 
standards sowed the seeds of  the financial crisis.  
The increased leverage and affordable housing 
mandates have resulted in home prices falling 

disproportionately more at the low end of  the 
market. 

The good news 
• Zillow: the combination of home price corrections and low rates 

has  made  today’s  housing  market  the most affordable in decades 
 
 
 
 
 
 
 
 
 

 
      Source: JCHS 
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 Today, the combination of  home price corrections 
and low rates have made the housing market the 
most affordable in decades.  However, as home 
prices and rates declined, the FHA first increased 
and then maintained the share of  its loans with a 
very high total debt-to-income ratio.  This is short-
sighted, unsustainable, and is creating a new bubble. 

FHA is oblivious to this good news 
• Debt-to-income ratios 

– As home prices and rates have declined, FHA first increased 
and then maintained the share of its loans with a very high 
total debt-to-income ratio.   
• This is short-sighted and unsustainable and is creating a new bubble. 

– What happens when rates go to 7% or higher? 
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 The FHA is impeding the return to a normal 
market.  In an effort to return to prime lending 
standards, between 2007 and 2011, Fannie and 
Freddie reduced their acquisitions in the <675 FICO 
category to 5% of  volume in 2011, down from 24% 
in 2007.   They are back to level for prime loans in 
1990, at 6%.  To bolster its deteriorating financial 
condition, the FHA expanded into the prime >=675 
FICO category.  In 2011, 65% of  FHA’s business 
had a FICO of  >= 675, from from 22% in 2007.  
The GSEs can’t compete on FICOs of  675-725. 
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Y E A R < 6 7 5 > = 6 7 5
2007 24% 22%

2011 5% 65%

	 Currently one-in-six FHA loans are delinquent 30-
days+, predominantly on borrowers with FICOs 
below 660.  By not focusing on the sustainable non-
prime market, the FHA is impeding on the return of 
a normal market.  The private sector could do more 
in the 675+ FICO market.FHA is impeding the return to a normal market 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 

                                  
 

• In 2011 the median FICO score on new reaI estate loans was about 765. 
– As a result only about  9% of new loans had a FICO of between 580 and 675 . 

• The median FICO should return to about 735 resulting with about 97% being above 580.  
– About 20% would have a FICO between 580-675 and should be served by FHA. 
– About 77% would have a FICO  above 675. and should be served by the private sector. 
Source: Fair-Isaac  15 

 In 2011, the median FICO score on new real 
estate loans was about 765.  As a result only about 
9% of  new loans had a FICO of  between 580 and 
675.  The median FICO should return to about 735 
resulting with about 97% being above 580.  Of  
these, 

• About 20% would have a FICO between 580-675 
and should be served by FHA.

• About 77% would have a FICO above 675. and 
should be served by the private sector.

Principles for Reforming the FHA

	 The FHA needs to return to its traditional mission 
of  being a targeted provider of  mortgage credit for 
low- and moderate-income Americans and first-time 
homebuyers.  It performs a disservice to American 
families and communities by continuing practices 
that result in a high proportion of  families losing 
their homes.  Reform can be accomplished by 
following these four principles:

Principle 1: Step back from markets that can be 
served by the private sector.  

 FHA has significant advantages that allow it to 
offer much lower rates than the private sector.  These 
include a free explicit federal guarantee and no need 
to earn a return on capital, or pay taxes.  FHA also 
has a lower minimum capital requirement than 
private competitors and the Federal budget covers 
administrative costs, currently running at 25 basis 
points per year.  Much like private mortgage 
insurance, FHA’s risks are cross-collateralized across 
multiple book years, but rely on weak government 
accounting principles.  Unless these substantial 
advantages are narrowly targeted, they lead to unfair 
and dangerous competition with the prime and 
subprime private sector, political interference, and 
the muting of  pricing signals. 

	 The loss rates associated with non-prime 
borrowers require greater levels of  initial capital (and 
the build-up of  substantial reserves) to meet high 
levels of  both expected and unexpected losses.

Principle 1: Step back from markets that can 
be served by the private sector 
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• The loss rates associated with non-prime borrowers require 
greater levels of initial capital (and the build-up of substantial 
reserves) to meet high levels of both expected and 
unexpected losses.  

Note: At a 50% loss severity rate, claim incidence rates are roughly double the expected losses shown above.  

The table below shows the required interest rate to 
cover risk.  Rates of  3+ percent above the prime 
loan rate of  4.5% are not predatory; they are the risk 
adjusted rates necessary to cover expected and 
unexpected default losses.

Principle 1: Step back from markets that can 

be served by the private sector 
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• Required interest rate to cover risk. 

– Rates of 3+ percent above the prime loan rate of 4.5% are not predatory; 

they are the risk adjusted rates necessary to cover expected and unexpected 

default losses.  

• The risks associated with non-prime borrowers cannot be funded by private capital 

except at high rates of interest. 

• FHA loans have lower rates due to a combination of its substantial government 

advantages and cross-subsidies transferred flowing from high FICO loans guaranteed 

by FHA to its riskiest loans. 

The risks associated with non-prime borrowers 



RiskJournal - A Quarterly Publication of PRMIA DC        TOC

Fall 2012 RiskJournal  29

cannot be funded by private capital except at high 
rates of  interest.  FHA loans have lower rates due to 
a combination of  its substantial government 
advantages and cross-subsidies transferred flowing 
from high FICO loans guaranteed by FHA to its 
riskiest loans.  

 The Treasury / HUD Report on Housing Reform 
stated “FHA should be returned to its pre-crisis role 
as a targeted provider of  mortgage credit access for 
low- and moderate- income Americans and first-time 
homebuyers.”.  Over a period of  3-5 years FHA 
should return to a purchase market share of  10% 
rather than today’s 30%

Principle 2: Stop knowingly lending to people who 
cannot afford to repay their loans.  

 While the loans FHA insured in 2009-2011 are 
called the good books of  business, the 2011 
Actuarial Study projects that even under a rosy 
scenario these will experience an average cumulative 
claim rate of  8.5 per 100 loans or about 1 in 12 
loans.  But averages can be deceiving. The worst 
performing twenty-five percent will likely have a 
claim rate of  15% under the rosy scenarios used in 
FHA’s 2011 Actuarial Study and of  20% or more 
under more likely scenarios.  This group is largely 
comprised of  thirty-year fixed rate term loans with 
an loan-to-value (LTV) >90% and a FICO credit 
score less than 660 with most also having a total 
debt-to-income (DTI) ratio >40%.   The FHA is 
projecting that by 2015, over 40% of  its loans will 
have these high risk characteristics.  

 Instead, the FHA should aim for a projected rate 
of  5 foreclosures per 100 loans.  While this is about 
50% of  FHA’s long-term average, it is still five and 
two times the historic default level for 90% LTV 
loans with private mortgage insurance.  FHA should 
limit the worst credit risk categories to a claim rate of 
7.5, and eliminate risky lending practices, such as 
loans with FICO < 580, ARMS and those with seller 
concessions greater than 3%.  FHA should also price 
for risk.  Not doing so deprives the borrower of  price 
information needed to understand the true risk being 
entered into. Until it does so, it should disclose to the 
borrower his expected claim rate, assuming no price 
appreciation or depreciation.

Principle 3: Set loan terms that help homeowner 
establish meaningful equity in their homes.  

FHA should help home owners build meaningful 
equity by limiting guaranty to home purchase loans 
and refinance loans where the lower rate is used for 
term reduction only.  The benefit of  lower interest 
rate on a refinance should be used to speed 
amortization.  FHA should not enable cash-out 
refinances, since these work against wealth building.

FHA should balance downpayment, loan term, 
FICO and debt-to-income (DTI) ratio so as to allow 
borrowers to achieve meaningful equity.  

Principle 3: Help homeowner establish 
meaningful equity in their homes 

• Balance downpayment, loan term, FICO, and debt-to-
income (DTI) to achieve meaningful equity. 

 

 
 

 

 

 

 

 

 

 

 

 

* For ease of comparison, all examples are based on the purchase of a $100,000 home at the maximum LTV and 
term with an interest rate of 6 percent. 

** Maximum with upfront mortgage insurance premium financed 

 

FICO Maximum 
LTV limit  

Maximum 
loan term 

Maximum 
total DTI 

Equity after 
4 years 

MIP 
Upfront/annual 

580+ 97.5% 

(current)** 
30 years  8% 30 yr.: 1.75%/1.20-1.25% 

15yr.: 1.75%/0.35-0.60% 

660-675 95.5% 

(proposed)** 
30 years  <50% 10% 30 yr.: 1%/1.50% 

 

620-659 95.5%/90% 

(proposed)** 
21/30 

years  
<50%/40% 15% 21 yr.: 1%/1.50% 

30 yr.: 1%/1.50% 

580-621 92%/85% 

(proposed)** 
15/20 

years  
<45%/40% 25% 15 yr.: 1%/1.50% 

20 yr.: 1%/1.50% 

 
 [ 
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Principle 4: Concentrate on those homebuyers who 
truly need help purchasing their first home.  

In fiscal year 2011, 54% of  FHA’s dollar volume 
went to finance homes that were greater than 125% 
of  an area’s median house price.  This is up from 
22% in 2009.  

Principle 4: Concentrate on homebuyers who 
truly need help purchasing a first home 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

In FY  2011,  54%  of  FHA’s  dollar  volume  went  to  finance  homes  that  were  greater  
than  125%  of  an  area’s  median  house  price.    This  is  up  from  22%  in  2009. 
How does this happen if FHA has been limited to 125% of the median priced home? 
1. The law mandates the use of home prices from the 2007 peak even though prices today are 

substantially lower. 
2. The county with the highest median home price has that price applied to the entire MSA. 
Sources: Case Shiller National HPI NSA as of Q1, Actuarial Review of FHA MMIF FY 2011 Ex. IV-7, and  James E. Lynn Consulting 
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Percent Of FHA Originations With House Price >125% Of Median                       
& Case Shiller HPI
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How does this happen if  FHA has been limited to 
125% of  the median priced home?  First, the law 
mandates the use of  home prices from the 2007 peak 
even though prices today are substantially lower.  
Second, the county with the highest median home 
price has that price applied to the entire MSA. 



RiskJournal - A Quarterly Publication of PRMIA DC        TOC

Fall 2012 RiskJournal  30

Principle 4: Concentrate on homebuyers who 
truly need help purchasing their first home 

• Given  FHA’s  mission  to  help  low- and moderate-income homebuyers, limiting  FHA 
loans to 100% of county median house price is appropriate. 
– Example: Riverside, CA: 

• $500,000: 125% of the 2008 limit, based on 2007 prices (current FHA loan limit) 
• $228,000: 100% of 2010 median home price 

 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
2141 Westminster Drive, Riverside CA, 92506  8024 Wendover Drive, Riverside CA, 92509  
5 bedrooms, 3 baths, 4083 sq. ft.  4 bedrooms, 2½ baths, 2213 sq. ft. 
Listed for $560,000,   Listed for $245,000 
At a sales price of $518,000 (93% of list price),   Assuming a sales price of $228,000, (93% of list price),  
eligible for a $500,000 FHA loan with 3.5% down. eligible for a $220,020 FHA loan with 3.5% down.  
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28 
For example, Riverside, CA in the two properties 
shown here:

• $500,000: which is 125% of  the 2008 limit, 
based on 2007 prices (current FHA loan limit)

• $228,000: which is 100% of  2010 median 
price.

Given FHA’s mission is to help low- and moderate-
income homebuyers, the homes it finances should 
cost less than the median priced home for an area.  
Additionally, first-time homebuyers should be limited 
to an income of  less than 100% of  area median 
income and repeat home buyers to an income of  less 
than 80% of  area median income.  

Congress has set 80% of  area median income as 
guide for CRA lending and Fannie/ Freddie 
affordable housing goals, so why would this not be 
appropriate for the FHA?

Principle 4: Concentrate on homebuyers who 
truly need help purchasing their first home 

• Targeting sustainable lending has positive policy impacts: 
– Income and home prices have obvious utility. 
– Targeting to 580-675 FICO band has significant benefits. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 

 
 

 
 
 
 

* Estimates based on www.federalreserve.gov/boarddocs/.../creditscore/creditscore.pdf 30 

Category % in 580-675 FICO* Ratio to Non-Hispanic white 

Non-Hispanic white 20.5% 1:1 

Black 38% 1.9:1 

Hispanic 30% 1.5:1 

Low-income census tract (<50% of median) 33.5% 1.60:1 

Moderate-income cen. tract (>49% & -<80% of median) 29.75% 1.45:1 

Minority population >=80% for census tract 33.75% 1.65:1 

Age: <30 years 31.1% 1.5:1 

Age : 30-39 years 28% 1.35:1 

Urban census tract 23% 1.1:1 

Rural census tract 23.8% 1.16;1 

All 23% 1.1:1 

Targeting sustainable lending has positive policy 
impacts.  Income and home prices have obvious 
utility and targeting to 580-675 FICO band has 
significant benefits. 

Conclusion

Adopting these four principles would return FHA to 
its traditional mission of  being a targeted provider of 
sustainable mortgage credit to low- and moderate-
income Americans and first-time homebuyers.

Implementing these principles will have positive 
market impacts. FHA, using sustainable lending 
standards, would serve a targeted market focused on 
borrowers with poor credit (a FICO below 675 - the 
current median credit score of  all scored households 
is 720).  Also, this would also allow the private sector 
(Fannie and Freddie and private mortgage insurance 
today and a much expanded private sector in the 
future) to better serve the prime market, since these 
markets can price for risk without resorting to 
government subsidies or cross-subsidies.  


