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The Federal Housing Administration (FHA) offers mortgages insured by the 
federal government to a segment of the residential mortgage market.  Its share of 
the market for residential mortgages declined substantially from 1997 through 
2007, most significantly among minority borrowers who accounted for a growing 
share of subprime loans during that period.  After that time, in part due to the 
collapse of the subprime market and in part due to tightened prime market 
underwriting standards, FHA mortgage loan originations have surged.   

During the same 11-year period, the general pattern of declining market 
share in the entire nation for FHA and increasing market share for conventional 
prime and subprime loans held in submarkets where FHA traditionally has played 
a major role.  The drop in FHA's market share was particularly large among 
Hispanic borrowers, and both African Americans and Hispanics had increased 
shares of subprime loans over this period.  FHA provided, historically, products 
for first time home buyers as well, often those with limited down payments 
available.  As subprime lending has ceased for the most part, and prime lending 
has tightened standards, the access to funds for homeownership may increasingly 
become difficult for vulnerable populations. 

As U.S. housing markets are grappling with unprecedented changes in 
liquidity and credit constraints, policy solutions are being offered on an 
increasingly frequent basis.  Some of those policy solutions focus on whether or 
not FHA lending with Ginnie Mae securitization could supplant the current roles 
served by Fannie Mae and Freddie Mac with their securitizations of conventional, 
conforming loans.  To better inform the policy debate, we document how markets 
have changed and what challenges remain for providing access to sustainable 
homeownership. 
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Industry Changes in the Market for Mortgage Loans† 

DR. MARSHA COURCHANE∗, RAJEEV DAROLIA∗∗ & DR. PETER ZORN∗∗∗ 

I.  INTRODUCTION 

The Federal Housing Administration (FHA) offers mortgages insured 
by the Federal government to a segment of the residential mortgage 
market.  Its share of the market for residential mortgages declined 
substantially from 1997 through 2007, most significantly among minority 
borrowers who accounted for a growing share of subprime loans during 
that period.  Specifically, FHA’s market share of loans fell from 14% in 
1997 to 5% in 2007, with almost the entire decline occurring since 2000.  
After that time, in part due to the collapse of the subprime market, FHA 
mortgage loan originations have surged, reaching a high of 33% of 
mortgage applications in October 2008.1 

During the same eleven year period, there was a general pattern of 
declining market share throughout the nation for FHA and increasing 
market share for conventional prime and subprime loans held in 
submarkets where FHA traditionally has played a major role.  For 
example, among minorities, FHA’s market share fell eighteen percentage 
points (from 21% to 3%), while the share of minority loans that were in the 
prime market increased from 57% to 76% for all minorities.  The drop in 
FHA’s market share was particularly large—thirty-four percentage 
points—among Hispanic borrowers, dropping from 37% to 3% of Hispanic 
loans.  Both African Americans and Hispanics had increased shares of 
subprime loans over this period.  The share of African American loans that 
were obtained from subprime lenders increased from 24% to 28%, while 
the subprime share of Hispanic loans increased from 9% to 22%.2 

This change from one type of mortgage loan to another has been 
dramatic, and the impacts from the change have been important, 

                                                                                                                          
† All views and opinions are those of the authors and do not reflect the view or opinions of any of 

Freddie Mac or its Board or Directors, FHFA, Charles River Associates or its Board of Directors. 
∗ Vice President, Financial Economics, Charles River Associates. 
∗∗ Senior Associate, Financial Economics, Charles River Associates. 
∗∗∗ Vice President, Housing Analysis and Research Freddie Mac.  
1 Press Release, Mortgage Bankers Association, MBA Study Shows Government-Insured Share 

of Mortgage Applications Continues to Increase (Nov. 25, 2008), http://www.mortgagebankers.org/ 
NewsandMedia/PressCenter/66400.htm. 

2 Shares calculated from Home Mortgage Disclosure Act (HMDA) data, various years.  We 
define the market to include FHA and conventional, single family, home purchase, and refinance loans 
below the conforming loan limit, excluding manufactured housing loans or lenders.  
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particularly to minority and low income borrowers.  In an effort to 
understand the continuing implications of this change in industry structure, 
we examine the changes in market shares contributed by the government 
(FHA) prime and subprime sectors of the residential mortgage market.  We 
restrict our analysis to the conforming market so that we can look at the 
market with loan amounts within the reach of FHA-eligible borrowers.  
This also allows us to compare secondary mortgage market effects where 
Fannie Mae and Freddie Mac, the government sponsored entities (GSEs) 
hold significant market shares. 

This Article provides a descriptive analysis of the changing 
government, prime and subprime market shares over the past decade.  
These eleven years have seen dramatic changes in underwriting standards 
for residential mortgages, dramatic changes in house prices, and substantial 
changes in the level and rate of change of delinquencies and foreclosures.  
We do not attempt to analyze the performance of mortgages obtained, but 
rather focus on the origination process including the differences in 
underwriting standards and the types of borrowers with government loans 
compared with those with conventional loans. 

Many of the public policy proposals put forth in the past two years 
originally focused on moving subprime borrowers with payment 
difficulties out of subprime loans and into FHA loans.  This has not yet 
been a particularly successful objective, perhaps because the policy 
objective presupposed that the borrowers with payment problems were 
FHA-eligible and would have had FHA loans, but for subprime.  To 
empirically verify (or not) this supposition, we question whether the 
decline in FHA came primarily from increased substitution of products 
from subprime lenders.  That is, did we see most of the borrowers who 
might have held or demanded FHA mortgages in previous years now 
taking out loans in the subprime market?  Alternatively, did those 
borrowers move to the prime market?  Or, did they move out of the 
mortgage market entirely?  One hypothesis we will examine is whether the 
decline came from two competing market forces.  That is, there may be 
multiple reasons for the decline in FHA share.  It is possible that the 
conventional, conforming market prime took from FHA the most qualified 
borrowers, while the subprime market took from FHA the least qualified 
borrowers.  Unfortunately, we cannot examine, using public data, detailed 
borrower specific characteristics that would best allow us to test this 
hypothesis, with the exception of location and income of borrower.  We 
can look at how shares change over time and whether the loans being 
originated are sold to the GSEs in the mortgage-backed securities (MBS) 
market or in the asset-backed securities (ABS) subprime market. 

A second hypothesis we address is whether or not minority borrowers, 
defined by race and ethnicity, were more likely to leave the FHA market 
for the prime or subprime market.  We look at two important 
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racial/ethnicity groups—African Americans and Hispanics.  Previous 
research indicates that credit profiles varied by race/ethnicity as did 
minority share in the subprime market.3  By restricting our analysis to 
conforming loans (excluding jumbo loans), and including only purchase 
money and refinance mortgages, we try to focus on a large and relatively 
important segment of the market, one that we believe offers the most 
competition to the FHA sector. 

As our third focus, we examine whether the decline in FHA market 
share was uniform across the country.  We select the top twenty primary 
metropolitan statistical areas (PMSAs) or metropolitan statistical areas 
(MSAs) in terms of existing FHA volume in 1997 and look at the trends 
over time in those particular markets.  As these MSAs had the highest FHA 
volumes at the beginning of our sample period, loan activity was large 
enough to be impacted by pressures from both the prime and subprime 
markets. 

There are important policy reasons for examining these changes over 
time.  As the subprime market has considerably declined from 2006–2007, 
borrowers will no longer be able to access the types of loans or obtain the 
loan terms that subprime lenders may have offered.  This may offer 
benefits to borrowers by moving them to more standard product offerings 
in FHA or prime markets, or impose costs on borrowers if it impacts 
significantly their ability to access credit.  Many of the recent and current 
policy proposals aimed at solving the subprime crisis appeared, at first, to 
accept and/or hope that the FHASecure or the Hope for Homeowners 
(H4H) programs would be a beneficial and viable alternative for 
borrowers.  However, the Department of Housing and Urban Development 
(HUD) terminated the FHASecure program at the end of 2008 due to 
financial considerations.  The H4H program, meant to help borrowers, was 
revamped in Fall 2008, but had, by January 2009, generated only 382 
applications and 15 loan approvals.4  The guidelines were revised again in 
January 2009, issued as Mortgagee Letter 2009–03, with the hope that the 
program will be more successful.  To date, these programs have not been 
particularly successful. 

This lack of success may reflect the fact that if the majority of the 
borrowers in need of loan modifications or refinances are coming from the 
subprime sector, they may well not qualify for FHA loans.  Although the 
prime market has not collapsed, given the economy-wide tightening of 
available credit, it has recently experienced more stringent underwriting 
standards which may encourage some borrowers to shift to FHA.  For 
those borrowers that were able to transition from the FHA market to the 
                                                                                                                          

3 Marsha Courchane et al., Consumer Credit Literacy: What Price Perception?, 60 J. ECON. & 
BUS. 125, 131–32, 134–36 (2008). 

4 See INSIDE FHA LENDING, Jan. 16, 2009, at 4.  
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prime market who now face payment difficulties, other issues may have 
led to their inability or unwillingness to make agreed upon mortgage 
payments.  The Comptroller of the Currency, John Dugan, recently noted 
that delinquencies are increasing on loans that have been modified.5  For 
example, these borrowers may simply be expressing a desire to be freed 
from a mortgage that exceeds the appraised value of their home.  It may 
not be in anyone’s best interest to move those mortgages from the private 
market to the government insured market.  Understanding the policy 
implications of mortgage rescue plans requires a good understanding of 
what really happened to FHA. 

This Article is organized as follows.  First we present a brief history of 
the FHA program focusing on its mission and objectives.  Next we look at 
some of the research pertaining to FHA market share and changes over 
time.  We then provide descriptive statistics for 1997–2007, first focusing 
on national level market changes.  Following that, we look at more specific 
impacts at the MSA level.  Finally, we look at some recent changes in 
underwriting standards that might allow us to predict further increases in 
FHA volumes. 

II.  AN HISTORICAL PERSPECTIVE 

The beginning of the current mortgage market structure comes from 
the important changes that occurred during the Great Depression and in the 
years directly following that era.  A concerted effort was made by the 
federal government to provide liquidity and stability to housing markets 
following a slowdown in housing construction and widespread housing 
foreclosures, and to provide to borrowers and depositors confidence that 
they would not lose all of their funds from a collapse of the financial 
system.6  Some of the housing market conditions during the Great 
Depression mirror those observed today. 

In 1932, the Federal Home Loan Bank System was established to 
provide liquidity to housing markets.  The Federal Deposit Insurance 
System (FDIC) was established in 1933 to insure the funds consumers 
were willing to deposit in financial institutions.  In 1936, the Federal 
Housing Administration (FHA) was created, underscoring the importance 
the federal government placed on the housing sector during that time.  In 
1938, the first of the GSEs, Fannie Mae, was created specifically to focus 
on providing additional liquidity to residential mortgages.  While the stated 
mission of Fannie Mae (and its competitor agency, Freddie Mac) has 

                                                                                                                          
5 John C. Dugan, Remarks Before the OTS 3rd Annual National Housing Forum (Dec. 8, 2008), 

available at http://www.occ.treas.gov/ftp/release/2008-142a.pdf. 
6 See Albert Monroe, How the Federal Housing Administration Affects Homeownership 3–8 

(Harvard University, Department of Economics, Working Paper, 2001), available at http://www.jchs. 
harvard.edu/publications/governmentprograms/monroe_w02-4.pdf. 
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expanded in the past two decades, liquidity and stability remain important 
GSE goals.  The Federal government became further involved in mortgage 
markets when, in 1944 following the end of World War II, the Veteran’s 
Administration (VA) loan program was created as part of the Veteran’s 
Bill of Rights.  Clearly, the Federal government was interested in taking a 
very proactive role in the establishment and success of housing markets.  
Many of the institutional structures in housing finance followed from the 
clear need for change given the economic conditions experienced during 
the Great Depression.7 That same desire to be proactive is observed in the 
plethora of housing bills being proposed today. 

The stated intent of the FHA was to regulate interest rates and 
standardize mortgage terms for government insured mortgages.  In the 
FHA program, the government works with approved lenders to make 
mortgage loans, with the government assuming the credit risk of those 
loans through the FHA insurance program.  This sharing of risk helped 
increase the flow of funds to mortgage markets and also stabilized markets 
by providing risk sharing with private lenders.  Historically, FHA has been 
an important contributor to helping first time borrowers finance their home 
purchases.8 

During the time the FHA program was inaugurated, most home 
mortgages were short-term (three to five years), with balloon refinancing 
requirements, and had relatively low, below 50% to 60%, loan-to-value 
(LTV) ratios.  By 1938, only four years after the beginning of the FHA, a 
house could be purchased for a down payment of only 10% of the purchase 
price.  The remaining 90% was financed by a twenty-five year, self-
amortizing, FHA-insured mortgage loan. When the FHA was created, only 
40% of households owned homes.  From that time, home ownership rates 
have steadily increased, reaching nearly 70% by 2006.9  FHA has insured 
over thirty-four million home mortgages and 47,205 multifamily project 
mortgages since 1934.  FHA currently has 4.8 million insured single 
family mortgages and 13,000 insured multifamily projects in its portfolio.10 
HUD was established in 1965 and it assumed operations and regulation of 
the FHA program, with the mandate that FHA remain entirely self-funded 

                                                                                                                          
7 See John M. Quigley, Federal Credit and Insurance Programs: Housing, 88 FED. RES. BANK 

ST. LOUIS REVIEW 281, 281–85, 287–88, 294–98 (2006) (describing how government programs were 
developed in response to the problems experienced during the Great Depression). 

8 Although the FHA has been credited with contributing to the end of the Great Depression, there 
were early mandates that stigmatized the FHA as a champion of housing for low-income households.  
See KENNETH T. JACKSON, CRABGRASS FRONTIER: THE SUBURBANIZATION OF THE UNITED STATES 
206–14 (1985) (discussing the adverse implications of the FHA’s mortgage loan ideology). 

9 See Kerry D. Vandell, FHA Restructuring Proposals: Alternatives and Implications, 6 HOUS. 
POL’Y DEB. 299, 308–10 (1995) (using empirical evidence to illustrate the progression of 
homeownership rates from 1933 to 1994). 

10 The Department of Housing and Urban Development, History of the FHA, 
http://www.hud.gov/offices/hsg/fhahistory.cfm (last visited Jan. 16, 2009). 
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from the proceeds of the mortgage insurance premiums paid by FHA 
borrowers.  Through the Housing Act of 1968, the Government National 
Mortgage Association (Ginnie Mae) was established to expand availability 
of mortgage funds for moderate income families using government 
guaranteed mortgage-backed securities (MBS).  Ginnie Mae effectively 
provided a secondary market for the sale of FHA mortgages.  It was also in 
1968 that Fannie Mae became a shareholder-owned GSE.  In an attempt to 
provide a more competitive structure in the secondary market for 
residential mortgages, in 1970 Freddie Mac was chartered as another GSE.  
In 1989, Freddie Mac was restructured into a publicly traded, shareholder-
owned corporation.  In 1992, a safety and soundness regulatory oversight 
structure was established for Fannie Mae and Freddie Mac through the 
Office of Federal Housing Enterprise Oversight (OFHEO).  OFHEO 
continued to be Fannie Mae and Freddie Mac’s primary safety and 
soundness regulator until July 30, 2008, when, as part of the Housing and 
Economic Recovery Act of 2008, the Federal Housing Finance Agency 
was established by combining OFHEO, the Federal Housing Finance 
Board and the GSE mission responsibilities from HUD.11 

Regardless of the mission requirements imposed on Fannie Mae and 
Freddie Mac to provide liquidity to mortgage markets and serve the needs 
of underserved, low income, and minority borrowers, FHA was, until 
2008, the direct avenue through which the federal government participated 
in mortgage lending.  FHA lending has been important to minority 
populations and within central cities.  Nearly half of FHA’s metropolitan 
area business is located in central cities, a percentage that is much higher 
than that of conventional loans.12 

Given its historical importance, why did FHA decline so dramatically 
in recent years?  Did deteriorating credit profiles of borrowers help explain 
why the growth in subprime was observed and why FHA declined?  Recent 
legal research has suggested some important regulatory and legislative 
changes that may have facilitated the growth in subprime.13 

Since 1980, when the implementation of the Depository Institutions 
Deregulation and Monetary Control Act (the DIDMCA) removed interest 
rate caps, lenders were allowed to charge rates that they felt reflected 
borrower risk profiles.  This allowed lenders to offer mortgage loans with 
higher interest rates, reflective of higher risk.  Loan products also became 
more flexible.14  The Alternative Mortgage Transaction Parity Act in 1982 
                                                                                                                          

11 Pub. L. No. 110-289, 122 Stat. 2654 (2008).  
12 E.g., Monroe, supra note 6, at 3 (“Almost one-half of FHA’s metropolitan area business is 

located in central cities (46%), while 38% of conforming conventional loans are within central cities.”). 
13 See Heather M. Tashman, The Subprime Lending Industry: An Industry in Crisis, 124 BANKING 

L.J. 407, 10–11 (2007) (discussing the “evolution of subprime lending”). 
14 See Paul R. Allen & Willian J. Wilhem, The Impact of the 1980 Depository Institutions 

Deregulation and Monetary Control Act on Market Value and Risk: Evidence from the Capital 
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permitted the use of variable interest rates and balloon payments.  Next, the 
relative importance of debt through mortgage instruments increased 
following the passage of the Tax Reform Act of 1986 (the TRA), which 
eliminated all income tax deductions for interest paid on consumer debt, 
except when the debt was incurred through a mortgage on a primary or 
second home.  This change facilitated cash out refinancing and shifted 
consumer demand toward the use of home equity loans and home 
improvement loans and away from the use of installment or revolving 
credit.15 

On the supply side, in 1994 there was an increase in mortgage rates 
that slowed primary mortgage market activity.  The subprime market 
offered lenders the opportunity to target underserved borrowers, and 
allowed lenders to maintain higher origination volumes.  The growth of 
MBS during this period provided the liquidity needed to sustain the growth 
of lending by non-depository institutions that did not have access to 
deposit funds for lending. 

Chomsisengphet and Pennington-Cross suggest that the subprime 
market has grown substantially over the past decade, but not smoothly.16  
They observed market expansion until 1998, followed by a decline in 
share, with increased growth again in 2003.   This expansion has been most 
prominent in the least risky segment of the subprime market (A-grade 
loans).  When compared to the prime market, the subprime market was 
also characterized by differences in the percentage of ARMs, differences in 
average FICO scores, and differences in LTV ratios.17  Courchane finds 
that 19% of subprime loans had LTV ratios greater than 90%, while only 
10% of prime loans had LTVs that high.18  Nearly 67% of subprime loans 
were ARM loans, but only 30% of prime were ARMs.  Twenty-nine 
percent of subprime borrowers, but only 3% of prime borrowers had FICO 
scores less than 600.  Further, 40% of subprime loans had prepayment 
penalties, but only 2% of prime loans had prepayment penalties.  
Pennington-Cross finds that “[t]he lower the grade or credit score, the 
larger the down payment required.”19  This requirement is important 
                                                                                                                          
Markets, 20 J. MONEY, CREDIT, & BANKING 364, 366–68 (1988) (discussing how the major provisions 
of the DIDMCA may alter various market operations of depository institutions). 

15 See, e.g., Souphala Chomsisengphet & Anthony Pennington-Cross, The Evolution of the 
Subprime Mortgage Market, 88 FED. RES. BANK ST. LOUIS REVIEW 31, 38 (2006) (explaining how the 
TRA prompted “cash-out refinancing” in the “late 1990s and early 2000s”). 

16  See id. at 41–43 (describing and providing data regarding the evolution and progression of the 
subprime mortgage market). 

17 See, e.g., Marsha J. Courchane, The Pricing of Home Mortgage Loans to Minority Borrowers: 
How Much of the APR Differential Can we Explain?, 29 J. REAL ESTATE RES. 399, 415 ex. 3 (2007) 
(demonstrating the differences in FICO scores, LTV ratios, and ARMs percentages among subprime 
and prime loans). 

18 See id. (illustrating the differences in loan-to-value ratios between subprime and prime loans). 
19 See Chomsisengphet & Pennington-Cross, supra note 15, at 36 (discussing how an applicant’s 

credit score affects the size of the down payment). 
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because loss levels are strongly linked to the amount of equity in the home 
and price appreciation patterns.  Clearly there are some key differences in 
the distributions of loan characteristics that might steer borrowers from the 
traditional prime market, or FHA market, to subprime. 

At the secondary market level, the subprime loan securitization rate 
has grown from less than 30% in 1995 to over 58% in 2003, comparable to 
that of prime loans in the mid 1990s.  Nichols, Pennington-Cross and 
Yezer found that credit constrained borrowers with substantial wealth are 
most likely to finance the purchase of a home by using a subprime 
mortgage.20 As a result, FHA became less important to marginal 
borrowers, and by 2006, FHA made up less than 3% of all the loans 
originated in the United States. 

The decline in FHA's market share was, like the rise of the subprime 
market share, associated with several factors and has been accompanied by 
higher ultimate costs for certain conventional borrowers and a worsening 
in indicators of credit risk among FHA borrowers.  FHA continued to have 
more product restrictions than did the conventional market and fewer 
process improvements—those factors also likely impacted its share.  FHA 
mortgage maximums were lower than mortgage loan amounts available in 
the subprime market.  In many high cost markets, an FHA loan affords the 
buyer a modest starter home at best.  The subprime market, and 
particularly the subprime jumbo market, did not operate with the similar 
ceiling restriction.  Another drawback for some borrowers was and remains 
FHA’s down payment requirement. Unlike many subprime mortgage 
programs, FHA requires a 3% equity contribution to the deal.  Subprime 
lenders routinely offered 100% LTV loans, comprised of, in many 
instances, an 80% first lien loan and a ‘piggyback’ second lien loan for the 
remaining 20%. 

In response to the subprime market share growth, FHA expanded 
product offerings and streamlined the application process and initial outlay 
requirements from the borrower.  Under certain circumstances, borrowers 
going through the FHA channel were able to obtain gift funds creating zero 
down payment options.  In some cases, the down payment assistance came 
through nonprofit agencies.  A recent paper by Austin Kelly found that 
FHA borrowers who received down payment assistance from seller-funded 
non-profits (or other sources) were more likely to default than the agency’s 
borrowers who received no down-payment assistance.21 

Low interest rates and rising house prices further increased demand for 

                                                                                                                          
20 See Joseph Nichols et al., Borrower Self-Selection, Underwriting Costs, and Subprime 

Mortgage Credit Supply, 30 J. REAL ESTATE FIN. & ECON. 197, 207–08 (2005) (explaining how 
increased transaction costs associated with FHA and prime mortgages induce subprime lending). 

21 See AUSTIN KELLY, ZERO DOWN PAYMENT MORTGAGE DEFAULT 2, 4–5 (2007), available at 
http://www.mpra.ub.uni-muenchen.de/5370/. 
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loan products offered by the conventional market (especially subprime 
lenders), by attracting borrowers seeking flexible payment and interest 
options that allowed them to qualify for mortgages despite higher housing 
costs.  As noted earlier, a large percentage of subprime borrowers opted for 
adjustable rate products, attractive for their “affordability” features, such as 
lower initial payments and interest rates.  A recent article provided that, in 
2005, more than 69% of subprime loans were adjustable rate loans.22 
Compared to FHA loans, many subprime loans faced higher ultimate costs, 
in part because their initial interest rates could increase three percentage 
points in as little as two or three years (for the 2/28 and 3/27 ARM loans) 
and about 70% featured prepayment penalties—a factor which deterred 
borrowers from refinancing into lower-cost products.23 

Additional factors associated with the decline in FHA’s market share 
stem from the use of innovative products in the conventional mortgage 
market.  More specifically, conventional lenders expanded their presence, 
competing directly in traditional FHA markets through the development of 
new products (no money down, no asset or income verification, debt-to-
income ratios in excess of 50%, negative amortization up to 125% of the 
home’s value, and interest only products) and the use of automated 
underwriting tools, leading the FHA to experience some adverse selection.  
Lenders offering conventional, conforming products identified and 
approved relatively lower-risk borrowers, leaving relatively higher-risk 
borrowers for the FHA. 

A final but important difference was the channel of origination.  The 
FHA did not rely on wholesale broker firms for as much of its loan 
production as did the conventional market.  The subprime lenders, and 
even many of the prime lenders, relied heavily on wholesale channel 
originations.  Additionally, the FHA has had, historically, more particular 
financial requirements for brokers writing FHA loans.24 

Clearly the prime, subprime and FHA market segments all compete for 
loan origination volume.  While FHA traditionally served first time home 
buyers, minority borrowers, those in central cities and those with lower 
loan amount requirements, the subprime market also served borrowers in 
those groups.  Previous research has noted the overlap of borrowers that 
can transition from prime to subprime and the reverse.25 
                                                                                                                          

22 Courchane, supra note 17, at 427 ex.10. 
23 See id. at 418 ex.4 (providing data regarding the number of subprime loans accompanied by 

prepayment penalties). 
24 According to the FHA’s mortgage broker license requirements, the only financial requirement 

is to provide an audited financial report less than twelve months old showing net worth calculations of 
at least $63,000 with a minimum of 20% liquid assets.  OFFICE OF HOUSING, U.S. DEP’T. OF HOUS. & 
URBAN DEV., FHA TITLE II MORTGAGEE APPROVAL HANDBOOK 2–3, 2–4, 2–5, 3–4 (2006), 
http://www.hud.gov/offices/adm/hudclips/handbooks/hsgh/4060.1/40601handbookHSGH.doc. 

25 See Marsha J. Courchane et al., Subprime Borrowers: Mortgage Transitions and Outcomes, 29 
J. REAL ESTATE FIN. & ECON. 365, 374 (2004) (“[T]here is movement between market segments.  
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Immergluck and Wiles report that more than half of subprime 
refinances originated in predominately African American census tracts, 
whereas only one tenth of prime refinances originated in predominately 
African American census tracts.26 Tradititionally, by providing mortgages 
to borrowers it limited down payments, FHA served a higher percentage of 
African Americans and Hispanic Americans, as well as younger, credit 
constrained borrowers.  In Exhibit 1, we provide the shares of FHA, 
conventional, conforming prime and conventional, conforming subprime 
loans originated by race and ethnicity, over the decade.27  In 1997, FHA’s 
market had high shares of loans originated to both African Americans and 
Hispanics, while the prime market had only 4% African American and 5% 
Hispanic loans.  The subprime market had a relatively large share of 
African American loans by 1997 (14%), but the same share of Hispanic 
borrowers as was served by the prime market (5%).  By 2007, while 
FHA’s share still indicated that 16% of its loans went to African 
Americans and 12% to Hispanics, the volumes were much lower as a share 
of the total mortgage market.   Prime shares increased in 2007 to include 
7% African American borrowers and 11% Hispanics (down from 8% 
African American and 12% Hispanic borrowers in 2006).  Minority shares 
in subprime increased to 19% African American and 21%   Hispanic in 
2006, but declined in 2007 to 18 and 14%, respectively.  As the minority 
shares of both FHA and subprime were much higher than prime shares of 
minority loans, it is likely part of the reason for the recent increase in the 
homeownership rate. 

 

                                                                                                                          
Nearly 40 percent of subprime borrowers transition from the subprime to the prime market when 
refinancing their mortgages.  In contrast, however, very few prime borrowers (13 percent) move to the 
subprime market when refinancing.”). 

26 Daniel Immergluck & Marti Wiles, Two Steps Back: The Dual Mortgage Market, Predatory 
Lending, and the Undoing of Community Development, WOODSTOCK INSTITUTE, at iii (Nov. 1999), 
available at http://www.woodstockinst.org. 

27 Loan originations are based on Home Mortgage Disclosure Act (HMDA) data. 
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Exhibit 1
Percentage of Loans Originated to African American & Hispanic 

Borrowers, 1997 - 2007

0%
5%

10%
15%
20%
25%
30%
35%
40%
45%

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Prime Subprime FHA  

Exhibit 2
Growth Rate in the Percentage of Loans Originated to African American & 

Hispanic Borrowers, 1997 - 2007
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FHA, like the private market, offers loans for home purchase, 
refinance, and also for construction and rehabilitation. The most popular 
program—known as Section 203(b)—offers fifteen and thirty-year fixed-
rate mortgages for single-family dwellings.  Since the focus is helping low- 
and moderate-income households, similar to those obtaining loans under 
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the GSE conforming loan limits, Congress limits the size of mortgages the 
FHA can insure.  For single-family homes, limits ranged from $271,050 to 
a maximum of $729,750 at the end of 2008, based on an area’s median 
home prices.28  Historically, FHA offered borrowers less strict 
underwriting standards and lower down payment requirements, allowing 
homeownership possibilities for those who might not qualify in the prime 
market.  FHA loans are insured using an upfront mortgage insurance 
premium (UFMIP), as well as a monthly mortgage insurance premium.  
The UFMIP is often financed into the loan.  The benefit of insuring with 
FHA rather than with a private mortgage insurer depends in part on the 
LTV ratio on the loan and partially on the rate structure of private 
mortgage insurance. 

III.  THE CHANGING STRUCTURE OF U.S. RESIDENTIAL MORTGAGE 
MARKETS—NATIONAL LEVEL 

Given the participants in the U.S. mortgage market, clear segments 
have developed in response to the various mandates and roles of those 
participants.  One division, that between government and conventional 
loans, represents a difference in the types of loans originated through 
programs at depositories or mortgage lenders.  The government offers two 
programs for mortgage lending—the VA loan program and the FHA 
program.  In 1997, at the beginning of the period of time during which we 
concentrate, VA originations totaled $26.87 billion and FHA originations 
(called endorsements) totaled $74.30 billion.29  These government-insured 
mortgage loans totaled $101.17 billion, and comprised 11.8% of the total 
originations of $859.12 billion in that year.  By 2007, at the end of our time 
period, VA originations were $25.15 billion and FHA endorsements were 
$64.74 billion.  FHA and VA combined had only a 3.6% share of the 
$2,430 billion market. 

The loans not in the VA or FHA mortgage loan programs (or other 
government loan programs) are known as conventional loans.  
Conventional loans include prime, subprime, and alternative 
documentation loans known as “Alt-A” loans.30  The terms “prime” and 
“subprime” typically refer to the creditworthiness of a borrower based on 
his or her credit history, and the term “Alt-A” refers to loans for which 
borrowers have chosen not to supply full documentation to verify 

                                                                                                                          
28 FHA Mortgage Limits, U.S. DEP’T OF HOUS. & URBAN DEV., http://www.hud.gov/offices/ 

hsg/sfh/lender/sfhmolin.cfm (last visited Jan. 23, 2009). 
29 Mortgage Origination Indicators 1, 3, in INSIDE MORTGAGE FINANCE PUBLICATIONS, 

MORTGAGE YEARBOOK FOR 2007.  All data in this paragraph are from same source. 
30 For our analysis, we use a panel of data obtained from Robert Avery of the Federal Reserve 

Board that relies on the HUD Subprime and Manufactured Home Lender List to define subprime and 
prime lenders.  We exclude all manufactured housing lenders from these data. 
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employment and income, among other things.31  For the purposes of this 
Article, we use the term “subprime” to refer to the mortgage originators, 
and not specifically to the creditworthiness of the borrower or to a specific 
loan product.  Loan size determines whether the loan is a conforming loan 
or a jumbo loan; conforming loan limits may change yearly.  In the U.S. 
market, conforming loan limits were held constant from 2006–2008, 
limiting GSE ability to purchase mortgage assets.  These limits have been 
temporarily increased in an effort to shore up liquidity in U.S. markets.  
Exhibit 3 illustrates the market shares by loan type in the U.S. from 1997 
to 2007.32  Although some interesting research will be possible by the end 
of 2008 as GSE market shares increase due to increases in the loan limits, 
we are truncating our period at the end of 2007, the most recent period for 
which public HMDA data is available. 

 

Exhibit 3
Loan Originations by Type, 1997 - 2007
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By regulation, the GSEs are limited to purchasing only loans at or 

below a particular conforming loan limit.  In 1997, the loan limit was 
                                                                                                                          

31 There is no single definition of the subprime market or subprime borrowers.  One characteristic 
of subprime borrowers is that they have relatively lower credit scores.  The limits used to define 
subprime change over time, but during this period, subprime borrowers would have had credit scores 
that were often less than 640–660 on a scale of 300–900.  Alt-A loans generally did not require full 
documentation of borrowers’ income, employment, or assets and might also reflect credit-driven 
standards.  

32 The data from these charts are from the Home Mortgage Disclosure Act data for 1997–2007 for 
purchase and refinance mortgages below the conforming loan limits. HMDA data are available at 
http://www.ffiec.gov. 
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$214,600 for single-family houses.  By 2007, the limit had been increased 
to $417,000 where it remained until early 2008.33  In general, Fannie Mae 
and Freddie Mac purchase conventional, conforming loans.   The loans that 
are larger than those eligible for purchase by Fannie Mae and Freddie Mac 
are called jumbo loans.  In 1997, the conventional, conforming share of the 
market was 76%, the jumbo share was 8% and the government share (FHA 
or VA) was at 16%.  By 2007, the conventional, conforming market share 
grew to over 86%, the conventional, jumbo market decreased slightly to 
7% and the government market fell dramatically to only 6%.34  Exhibit 4 
provides the shares of loans purchased by Freddie Mac, Fannie Mae, 
Ginnie Mae and other purchasers from 1997 to 2007.  Clearly, overall 
shares for Freddie Mac and Fannie Mae dramatically decreased from 
1997–2007, as did the share that Ginnie Mae held in the market.  This 
trend reversed somewhat in 2007, as the subprime market virtually 
disappeared and 169 lenders (primarily subprime non-depository lenders) 
ceased reporting in HMDA.35 

 

Exhibit 4
Loan Originations by Purchaser, 1997 - 2007
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Not all conventional, conforming loans are purchased by the GSEs.  
There are regulatory and market-determined restrictions on the types and 
the quality of loans that they purchase.  One restriction imposed on the 
                                                                                                                          

33 This 24% increase in the conforming loan limit in only three years reflects the rapid 
appreciation of house prices in the U.S. during this time.  Robert Avery et al., The 2007 HMDA, 94 
FED. RES. BULL. A107, A110 n.17 (Dec. 2008).  

34 Shares do not sum to one due to rounding. 
35 Avery et al., supra note 33, at A109. 
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GSEs requires that they must provide certain “credit enhancements,” in 
particular private mortgage insurance (PMI), for purchased loans that 
exceed 80% of the value of the residential property.   The purpose of PMI 
is to protect lenders against loss if the homeowner becomes delinquent on 
monthly principal and interest payments. PMI should not be confused with 
mortgage life insurance, which pays off a mortgage in the event of death or 
disability, or with homeowners insurance, which protects the homeowner 
from loss, theft, fire, or other disaster.  In other words, PMI insures lenders 
against loss, even though the premiums or upfront costs are paid by the 
borrowers.  In turn, PMI allows borrowers to take out mortgage loan 
amounts that exceed 80% of the value of the home.  Moreover, because 
such mortgages can qualify for sale in the secondary market, it may 
improve the loan terms and conditions available to borrowers. 

Government mortgage loan programs, such as FHA or VA, also 
require that mortgages be insured because the financing is typically raised 
privately.  The insurance associated with these programs is provided by 
Ginnie Mae.36  Ginnie Mae guarantees that investors who purchase the 
MBS pools will receive timely payment of principal and interest on the 
pools of mortgages that are backed by federally insured or guaranteed 
loans. 

FHA and VA shared the entire insured mortgage market until 1992.  At 
that time, PMI had 58.1% of the primary mortgage insurance activity, FHA 
was at 27.5% and VA had 14.4%.  The private mortgage insurance market 
grew, spurred by the credit enhancement requirements for high LTV loans 
at the GSEs, and by 2007, PMI companies had a 79.9% market share 
compared to a 14.5% FHA share and only a 5.6% VA share.37 

We provide in Exhibit 5 a time series illustrating how FHA shares 
have varied over time.38 

 

                                                                                                                          
36 About Ginnie Mae, http://www.ginniemae.gov/about/about.asp?Section=About (last visited 

May 23, 2008). 
37 Primary Mortgage Insurance Activity, in MORTGAGE YEARBOOK FOR 2007, at 39 (2008).  
38 Historical Data, U.S. HOUS. MKT. CONDITIONS, May 2008, at 77 tbl.16, available at 

http://www.huduser.org/periodicals/ushmc/spring08/USHMC_Q108.pdf. 
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Exhibit 5
FHA Lending, 1980-2007
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As with the non-government market, the shares of purchase money 

compared to refinance loans changes over time with the changes in other 
market conditions.  What is striking is the prolonged downturn in FHA 
activity from 2003 until 2007.  Earlier periods such as 1988 and 1995 also 
had dramatic declines, but the FHA share more quickly recovered.  In fact, 
the low level of endorsements observed in 2005 had not been seen since 
1985. 

On an annual basis, we can look more specifically at the types of loans 
offered in the prime, subprime and FHA markets.  Exhibit 6 provides that 
information for most of the sample period.39 

 

                                                                                                                          
39 All data are estimates based on Inside Mortgage Finance quarterly surveys of sixty top 

mortgage lenders.  Refinance amounts are based on origination volume allocated by loan purpose by 
surveyed lenders.  
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Exhibit 6
Mortgage Originations by Product
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It is also helpful, in formulating the current policy arguments, to 

observe which lenders have returned to origination of FHA loans, as the 
subprime market collapsed.  The market is not very concentrated; only 
three lenders (Wells Fargo, Countrywide, and National City) have more 
than 1% of the total shares in the FHA market, as illustrated in Exhibit 7.  
The information from Exhibit 6, through 2007, indicates contraction across 
all loan types illustrated with dramatic contractions in subprime loans.  
Although the total volume of all categories has decreased substantially 
between 2006 and 2007, the loss in subprime is far more pronounced than 
Alt-A and Jumbo.  Further, it appears from the data that subprime lenders 
have shifted into conventional rather than FHA, suggesting that low wealth 
borrowers (those that do not qualify for a conventional mortgage) are not 
being served in the new mortgage climate. 
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Exhibit 7
Top FHA Lenders in 2008
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IV.  MSA LEVEL CHANGES 

While it is easy to observe the declining shares of FHA, it is not clear 
that the impact is felt in all markets or by all types of borrowers.  In order 
to look at more local geographies, we provide in Exhibit 8 the shares of 
FHA in those top twenty MSAs chosen by FHA volume at the beginning 
of our sample period in 1997.  These markets stood to lose the most by 
FHA being impacted by competition from the prime and subprime sectors.  
The drop from the approximate peak of FHA originations in 2003 to 2004 
from 8% to a 5% share is large, relatively, but the drop in prime market 
originations, from a share of 81% to 74% is also striking—indicating that 
the market slowed.  In fact, total originations fell in these top FHA MSAs 
from 6 million to 3.7 million in this single year.  It is only subprime that 
increased volume from 2003 to 2004, and the share of subprime of the 
market increased during that time from 11% to 21%.  By 2007, that sector 
showed a declining share as the prime and FHA sectors regained some 
market share. 
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Exhibit 8
Top 20 PMSA/MSA Market Share - FHA, Prime & Subprime Originations, 

1997 - 2007
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To look at particular MSAs, we compare shares of loan products for 
particular MSAs, chosen based on the top twenty MSAs by FHA volume 
in 1997.  There were six MSAs/PMSAs with an FHA share greater than or 
equal to 25% in 1997 at the beginning of our sample period.  These 
included Baltimore, Los Angeles, Memphis, Riverside, Sacramento and 
San Juan.  By 2006, the only one of these MSAs with an FHA market 
share greater than or equal to 10% was San Juan.  Exhibit 9 provides year-
over-growth rate of the FHA market share in each of these markets.  The 
relative market share of FHA declines yearly in almost every market 
through 2005.  The market shares start increasing by 2007. 
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Exhibit 9
Growth Rate in FHA Market Share, 1997 - 2007
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An examination of the six largest FHA volume areas in 1997 illustrates 

how FHA-eligible borrowers changed in terms of market originations.  
Consideration of those six markets allows one to compare subprime and 
prime market shares over the eleven year period.  Exhibit 10 provides 
market shares for these areas from 1997–2007. 
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Exhibit 10 
Market Share by Selected MSA, 1997 - 2007 
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Loan Originations by Type, 1997 - 2007
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Los Angeles
Loan Originations by Type, 1997 - 2007
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Memphis
Loan Originations by Type, 1997 - 2007
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Riverside
Loan Originations by Type, 1997 - 2007
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Sacramento
Loan Originations by Type, 1997 - 2007
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San Juan
Loan Originations by Type, 1997 - 2007
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The percentage change in subprime or prime market share is calculated 

as the percentage of subprime or prime market share in each year relative 
to its share in 1997.  For Baltimore, the subprime share increased by 61% 
in 2005 relative to 1997; however, by 2007, the subprime share declined 
52% from 1997 levels, while the prime share increased by 54% in 2007.   
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For Los Angeles, the subprime share increased dramatically, growing 
110% compared to the 15% growth in prime by 2005.  However, by 2007, 
the prime share increased by 53%, while subprime share fell 65%.  
Memphis found its subprime market share increasing by 134%, while 
prime changed only by 28% by 2005, with the subprime share decreasing 
54% and prime share growing 63% by 2007.  Riverside had quite dramatic 
growth in subprime, with the change from 10% to 29% of the market, 
reflecting a 191% growth spurt from 1997 to 2005.  Similar to other 
MSAs, the subprime share declined almost 45% in 2007.  The prime share 
in Riverside also grew, but only by 49% through 2005, increasing to 97% 
growth (relative to 1997) by 2007.  Sacramento’s subprime share increased 
from 9% to 23% through 2005, reflecting a 150% growth rate, while the 
prime market share increased from 65% to 76% in 2005, an 18% growth 
rate.  Given San Juan’s very large FHA share of the market in 1997, it is 
not surprising to observe a large change for the MSA’s share of prime 
loans.  Subprime grew from negligible to only 1%, with prime reflecting 
most of the movement away from FHA.  From 1997 to 2007, the San Juan 
prime share grew from 34% to 86% as the FHA share dropped from 66% 
to 12% of the market.  Table 1 presents the shares by loan type of purchase 
and refinance mortgages for the top FHA MSAs for the years 1997, 2005, 
and 2007.  The table indicates that the relative peak in subprime market 
share occurred in 2005.   
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Table 1 

Originations by Top 1997 MSA/PMSA, 1997, 2005, & 2007 

MSA/ 
PMSA 

1997 2005 2007 

FHA Prime Sub-
Prime FHA Prime Sub-

Prime FHA Prime Sub-
Prime 

Atlanta 18% 71% 11% 6% 74% 20% 9% 87% 4% 
Balti-
more 30% 57% 13% 3% 76% 21% 7% 87% 6% 
Chicago 16% 73% 11% 2% 72% 25% 4% 91% 5% 
Dallas 22% 74% 4% 8% 72% 20% 9% 86% 4% 
Denver 23% 67% 10% 6% 75% 20% 7% 90% 3% 
Detroit 12% 76% 12% 4% 66% 29% 7% 88% 5% 
Houston 17% 79% 4% 5% 71% 24% 6% 89% 5% 
Indiana-
polis 19% 65% 17% 10% 72% 19% 10% 86% 3% 
Las 
Vegas 24% 61% 15% 1% 78% 21% 3% 92% 5% 
LA  25% 62% 13% 0% 72% 28 0% 95% 5% 
Memphis 36% 53% 11% 7% 67% 26% 9% 86% 5% 
Minnea-
polis 17% 75% 8% 2% 82% 16% 3% 93% 3% 
Orange 
County/ 
Santa 
Ana 18% 73% 9% 0% 79% 21% 0% 97% 3% 
Philadel-
phia 15% 73% 12% 2% 84% 14% 4% 91% 5% 
Phoenix 20% 68% 11% 1% 80% 19% 3% 91% 5% 
Riverside 43% 47% 10% 1% 70% 29% 1% 93% 6% 
Sacra-
mento 26% 65% 9% 0% 76% 23% 1% 95% 4% 
St. Louis 15% 71% 14% 4% 79% 17% 7% 88% 5% 
San Juan 66% 34% 0% 6% 93% 1% 12% 86% 1% 
Washing-
ton DC 24% 68% 8% 1% 79% 20% 3% 93% 4% 
Top 20 21% 68% 11% 3% 75% 22% 5% 91% 5% 

Notes: 
1. 1997 MSA/PMSA definitions per OMB 1993 definitions. 2005 & 2007 MSA definitions per 

OMB post-2003 adjustments.   
2. Some numbers will not sum to 100% due to rounding. 

 
Overall, the FHA share fell from 21% to a low of almost 2.5% in 2006, 

with the share rising back to 5% in 2007.  There was an increase in the 
subprime share of the market in the MSAs that had the largest share of 
FHA lending, from 11% to a high of 22% between 1997 and 2005, but a 
decline to 5% market share in 2007. The change in the prime share grows 
relative to its 1997 level of 68% in every year since 1997, achieving a 
share of almost 91% in 2007.  To the extent that the decline in FHA 
resulted from borrowers’ switching from government loans to subprime 
loans due to ease of approval, less stringent underwriting, speed of 
application processing or other reasons, we should see similar credit 
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patterns among the FHA borrowers and subprime borrowers in similar 
geographies.  We have, at this time, only limited credit information for a 
few recent years, thus we can provide only limited analysis on this point. 

V.  CREDIT INFORMATION/IMPACTS 

One way to identify how the credit quality of the borrowers changes by 
program and tract is to look at tract median credit scores and the average 
numbers of loans by program in those tracts.40  Table 2 presents some of 
this information.  If one looks at the tracts where FHA had more than a 
50% share, but less than 75% share, in 2005, the average median credit 
score in those tracts was 548.  For the tracts where subprime had a similar 
share, the average median credit score was only 505.  In 2006, those 
numbers were quite different.  For the FHA share tracts, the median drops 
to 524, while for the high subprime tracts the median score increases 
slightly to 523.  The average number of loans is too low in tracts with FHA 
shares greater than 75% for any valid conclusions to be drawn.  In the 
tracts with very low (less than 25%) FHA or subprime shares, median 
credit scores are quite high—over 675 in both 2005 and 2006 for those 
tracts with FHA shares from 0% to 25% and over 690 in the tracts with 
subprime shares 25% or less. 

                                                                                                                          
40 All data is on file with the authors.  Credit score data is the TransRisk Account Management 

2.0 score and was provided by TransUnion. 
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Table 2 

Credit Scores by Census Tract - Market Share Quartiles 

Year 
FHA/Subprime Market Share 

0-25% >25-50% >50-75% >75-100% 
FHA Share 

Average Median Credit Score per Tract 
2005 678 583 548 . 
2006 679 597 524 . 

Average # of FHA Loans per Tract 
2005 6 30 17 2 
2006 5 20 10 3 

# of Tracts 
2005 64,042 223 12 20 
2006 63,969 199 9 22 

Conventional, Conforming Subprime Share 
Average Median Credit Score per Tract 

2005 706 596 505 554 
2006 695 562 523 570 

Average # of Subprime Loans per Tract 
2005 27 66 64 8 
2006 21 54 33 16 

# of Tracts 
2005 48,729 14,350 1,127 91 
2006 56,093 7,847 196 63 

Note: Data sample includes FHA and conventional, conforming prime and subprime 
single family, purchase and refinance loans. 

VI.  WHY BACK TO FHA? 

As the FHA lost market share, it began to loosen some of its 
underwriting practices.  In 2004, FHA began insuring hybrid adjustable-
rate mortgages including a five-year adjustable-rate FHA mortgage that 
carries a 2% annual rate-increase limit and 6% life-of-the-loan limits.  
FHA loans also allow first-time buyers to lock in a relatively low fixed rate 
for the initial five years of the mortgage.  In 2006, FHA began allowing 
certain lenders to approve FHA insurance without a prior review by the 
agency. It also smoothed the appraisal process by no longer requiring 
minor property repairs prior to closing.  However, these efforts did not do 
much to increase FHA’s market share.  The largest impact on FHA share 
seems to be the direct movement away from subprime and the impacts of 
the public policy efforts devoted to using FHA, such as the FHASecure 
program to help solve the subprime crisis and demand in the secondary 
mortgage market for reduced risk in mortgage backed securities 
instruments.  Although the FHA has two relatively new programs that have 
stretched its reach somewhat—FHASecure and a conforming jumbo 
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product—most of the program’s huge growth in 2008 has been in 
traditional FHA loans.41  It also clearly reflects the tightened underwriting 
standards in the prime markets and the increased difficulty in obtaining 
higher LTV loans (particularly those requiring mortgage insurance) in any 
markets but FHA. 

The FHASecure initiative was a temporary program designed to 
provide refinancing opportunities to homeowners and to increase liquidity 
in the mortgage market.42  This policy extended eligibility to borrowers 
who became delinquent under their current mortgage following the reset of 
the interest rate.43  Under the FHASecure plan, FHA allowed families with 
strong credit histories who had been making timely mortgage payments 
before their loans reset, but who post reset may be in default, to qualify for 
refinancing.44  Typical underwriting standards—such as loan-to-value 
ratio, credit history (including delinquencies), and debt-to-income ratio 
requirements—were imposed with the additional caveat that participation 
was restricted to those borrowers with non-FHA loans that had signed 
applications by the end of December 2008.45  The initiative permitted new 
subordinate financing that exceeded FHA geographic loan limits and 
applicable loan-to-value ratios to cover any shortfall from the existing first 
lien, closing costs, and arrearages.46  HUD terminated the FHASecure 
program at the end of 2008, recommending the Hope for Homeowners 
program to borrowers who are delinquent on their mortgages.47  This 
program, as noted earlier, has also been considerably revised. 

The Expanding Homeownership Act of 2007 (H.R. 1852) which 
passed the House of Representatives in September 2007, and the 2007 
FHA Modernization Act (SR. 2338), which passed the Senate in December 
2007, were drafted to provide FHA with additional flexibility to meet the 
current housing market challenges stemming from the collapse of subprime 

                                                                                                                          
41 See INSIDE MORTGAGE FINANCE, Oct. 24, 2008, at 6. 
42 See Letter from the U.S. Department of Housing and Urban Development to All Approved 

Mortgagees (May 7, 2008), at 1, available at http://www.hud.gov/offices/adm/hudclips/letters 
/mortgagee/2008ml.cfm (providing that FHASecure is a “temporary initiative” to allow some 
homeowners refinancing opportunities). 

43 See id. (explaining that homeowners who had their mortgage interest rate reset were eligible for 
the program). 

44 See id. (noting that homeowners who made timely mortgage payments prior to the rate reset 
were eligible for the program). 

45 See id. at 1–5 (stating that to be eligible, loan applications must be signed by December 31, 
2008, and that the program will be subject to underwriting requirements that consider payment history, 
loan-to-value ratios, and debt-to-income ratios). 

46 See id. at 5 (“If the new maximum FHA loan is not enough to pay off the existing first lien, 
closing costs and arrearages, the new or existing lender may execute a subordinate lien” and this lien 
“may exceed the applicable FHA loan-to-value ratio and geographical maximum mortgage amount.”). 

47 See Letter from the U.S. Department of Housing and Urban Development to All Approved 
Mortgagees (December 19, 2008), at 1, available at http://www.hud.gov/offices/adm/hudclips/letters/ 
mortgagee/2008ml.cfm (providing that FHASecure was to terminate on December 31, 2008). 
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lending and the general decline in mortgage originations.48 
What do the changes in FHA originations mean in terms of costs?  The 

Congressional Budget Office (CBO) has estimated that implementing the 
FHA Modernization Act of 2007 would result in a net cost of $22 million 
in 2008 and a net increase in offsetting collections (a credit against 
discretionary spending) of $1.6 billion over the 2008–2012 period, 
assuming that appropriation laws necessary to implement the FHA 
programs and the MBS program of the Government National Mortgage 
Association (GNMA) are implemented.49  CBO further estimated that 
implementing H.R. 5830, the FHA Housing Stabilization and 
Homeownership Retention Act of 2008, would cost $2.7 billion in 2008, 
with an additional $1.7 billion needed for the estimated subsidy cost of 
insuring mortgages with a value of about $85 billion in the proposed new 
FHA mortgage guarantee program that would be authorized under H.R. 
5830.50  This new program would allow certain at-risk borrowers to 
refinance their mortgages after the mortgage lender and/or servicer agrees 
to reduce the amount of the loan principal. 

VII.  POLICY IMPLICATIONS 

The public policy focus on substituting FHA for subprime/prime loans 
does not come without anticipated costs.  HUD’s 2008 projected budget for 
FHA included a $143 million shortfall. This was the first time in three 
decades HUD has made a request to Congress for a taxpayer subsidy.  
Even though FHA is statutorily required to be budget neutral, the 
Government Accountability Office (GAO) is projecting taxpayer funded 
subsidies of half a billion dollars over the next three years if no changes are 
made to the FHA program. 

While delinquency rates are lower in FHA than in subprime, they are 
much higher than in prime.  The proportion of borrowers moving into FHA 
from prime and subprime respectively will have an impact on the overall 
level of mortgage delinquencies in the U.S.  As of the first quarter of 2008, 
the delinquency rate in prime was 3.71%, while the delinquency rate was 

                                                                                                                          
48 See Peter W. Salsich, Jr., Toward a Policy of Heterogeneity: Overcoming a Long History of 

Socioeconomic Segregation in Housing, 42 WAKE FOREST L. REV. 459, 504 (2007) (noting that the 
Expanding Homeownership Act changed the FHA mortgage insurance program and required savings to 
be dedicated to the housing trust fund to use as grants to support affordable housing); see also S. REP. 
No. 110-227, at 1 (2007) (providing that the FHA Modernization Act of 2007 was intended to allow the 
FHA single-family insurance program to serve homebuyers more effectively). 

49 CONGRESSIONAL BUDGET OFFICE, COST ESTIMATE: FHA MODERNIZATION ACT OF 2007, at 1 
(2007). 

50 See CONGRESSIONAL BUDGET OFFICE, COST ESTIMATE: H.R. 5830 FHA HOUSING 
STABILIZATION AND HOMEOWNERSHIP RETENTION ACT OF 2008, at 1 (2008) (discussing costs 
associated with the implementation of the FHA Housing Stabilization and Homeownership Retention 
Act of 2008). 
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18.79% in subprime and 12.72% in FHA.51  To the extent that workout 
programs are better in FHA than in the conventional market, movement 
“back to FHA” may help the U.S. housing crisis.  On the other hand, if 
borrowers are in the prime market, the GSEs are already providing 
extensive loss mitigation efforts and moving borrowers to FHA may 
simply move the risks from the borrower, lender and investor to the 
taxpayers. 

The near elimination of the subprime market and the continued 
liquidity constraint in the secondary mortgage market could shift market 
share to FHA.  The size of this shift depends partly on the efforts of 
conventional mortgage providers, including the GSEs, to offer viable 
alternatives to subprime borrowers. Notwithstanding the actions of 
conventional providers, FHA could be a vehicle to provide lower-priced 
and more sustainable mortgage options for some at-risk borrowers holding 
higher-priced subprime loans. However, careful assessment and 
management of the risks associated with serving these borrowers would be 
necessary to avoid exacerbating problems in the financial performance of 
FHA’s insurance program.  For example, HUD terminated FHASecure due 
to concerns about the program’s damaging financial impact on the 
Mortgage Mutual Insurance fund.52 

Whether or not FHA continues to regain and hold market share will be 
a function of the cost of supporting the housing bills, the effectiveness of 
outreach to consumers, and the lack of viability of subprime lenders.  Since 
2007, dozens of subprime lenders have ceased operations, voluntarily or 
involuntarily, or sharply reduced their products offered.  One impact of 
higher delinquency and foreclosure rates was that many subprime lenders 
were forced to repurchase loans from ABS pools, and faced a 
consequential liquidity constraint.  By mid-2008, the ABS market was 
substantially reduced and subprime lenders found it nearly impossible to 
finance originations without going to FHA loans that could be pooled into 
Ginnie Mae securities.  Borrowers, many of whom would have been 
approved for a mortgage just a few months ago, face tightened 
underwriting and lending standards in both the prime and subprime 
markets. 

At the same time, FHA has seen a rapid increase in customers 
refinancing out of conventional loans into its insured mortgage programs. 
For the last two weeks of November 2008, total applications increased over 
70% as compared to the same period in 2007.53  Some of that increase is 
                                                                                                                          

51 MORTGAGE BANKER’S ASSOCIATION, NATIONAL DELINQUENCY SURVEY 2 (June 2008). 
52 See Letter from the U.S. Department of Housing and Urban Development to All Approved 

Mortgagees (December 19, 2008), at 1, available at http://www.hud.gov/offices/adm/hudclips/letters/ 
mortgagee/2008ml.cfm (discussing the rationale behind terminating FHASecure). 

53 U.S. DEP’T HOUS. & URBAN DEV., FHA OUTLOOK: SINGLE FAMILY OPERATIONS 2 (2008), 
available at http://www.hud.gov/offices/hsg/comp/rpts/ooe/ol2009.pdf. 
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due to the higher loan amounts allowable under the new FHA guidelines, 
but some represents borrowers hoping to move from subprime ARM loans 
to FHA loans.  The ability of borrowers to qualify for FHA mortgages is 
also not certain.  While some of the underwriting practices used by FHA 
are similar to those used in the conventional market, differences exist.  
FHA uses a type of automated underwriting, much like systems used by 
financial institutions and the GSEs.  The FHA scorecard uses information 
on the applicant’s full credit history, employment, and nontraditional credit 
patterns such as rent and utilities payments.  FHA directives compel 
lenders to examine borrowers’ payment histories on housing expenses 
(including utilities) over the most recent twelve month period, verify the 
most recent two years of employment history, and offer loans to those who 
have payment-to-income and debt-to income thresholds below 29% and 
41% respectively.54  It also allows for compensating factors to justify 
exceeding ratio guidelines or offset other negative factors, much like 
similar systems used in the conventional sector.   For example, FHA 
guidelines allow factors such as large down payments, potential for 
increased borrower earnings due to job training, or substantial non-taxable 
income to justify mortgage approval.  The changes in its underwriting and 
pricing practices will continue, throughout 2009, to influence the share of 
the residential mortgage market held by FHA. 

                                                                                                                          
54 See U.S. DEP’T OF HOUS. & URBAN DEV., MORTGAGE CREDIT ANALYSIS FOR MORTGAGE 

INSURANCE ON ONE- TO FOUR- HANDBOOK (4155.1 REV-5) 2–33 (2003), available at 
http://www.hud.gov/offices/adm/hudclips/handbooks/hsgh/4155.1/index.cfm (providing that the FHA 
directives suggest lenders do not offer loans to those with higher than a 29% payment-to-income 
threshold and higher than a 41% debt-to-income threshold).  


