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Comments from the Department of Housing
and Urban Development
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October 25, 2005

ASSISTANT SECRETARY FOR HOUSING-
FEDERAL HOUSING COMMISSIONER

Mr. William B, Shear

Director

Financial Markets and Community Investments
United States Government Accountability Office
441 G Street, NW

Washingion, D. C. 20548

Dear Mr. Shear:

Thank you for permitting FHA to respond to the GAO Draft Report 06-24, “MORTGAGE
FINANCING: Additional Action Needed to Manage Risks of FHA-insured Loans with Down
Payment Assistance.” As you know, FHA has been examining these types of down payment
assistance programs for the past several years. The report confirms FHA’s own analysis of loan
performance and the findings of an independent contractor hired by FHA to evaluate how seller-
funded gift programs operate.

The GAO report provides additional analysis and reiterates that borrowers receiving seller-
funded down payment assistance pay more for their homes than homebuyers who receive no such
assistance or assistance from down payment programs funded without seller involvement.
Borrowers who rely on seller-funded down payment assistance are representative of the population

Because of this fact, FHA has determined that additional requirements or restrictions that would
prevent these borrowers from obtaining FHA financing would not be beneficial, leaving this
population with financing options that are more costly and riskier than FHA. Therefore, FHA has
determined that charging a higher premium on these types of loans would be a more palatable
alternative, compensating FHA for the additional risk, while still permitting these borrowers the
advantage of a more affordable, less risky loan.

FHA has also determined that a Zero Down program would better serve borrowers who
have little savings for a down payment, but who have steady incomes and acceptable credit. The
proposed Zero Down program was designed to address the concerns that GAO raises in the report —
that buyers using seller-funded gifts are paying too much for their homes and putting themselves in
arisky position, as evidenced by the historical loan performance - and to ensure that FHA was
keeping pace with the rest of the mortgage market, where 100% financing products have become
increasingly common.

That said, although the report reaffirms FHA's own findings, the agency is disappointed that
the recommendations do not acknowledge that a Zero Down program would provide FHA with a
better way to serve families in need of down payment assistance. FHA represents a better, safer
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financing alternative for many families with blemished credit. Providing a new product would
serve these families well, by offering consumer protections to ensure that these families would not
pay more than they should for their homes or their financing, and that these families would have the
benefits of loss mitigation to help them stay in their homes should they experience any future
financial hardship.

FHA’s responses to the individual recommendations are as follows:

GAOQ Recommendation: To provide FHA with data that would permit it to identify whether down
payment assistance is from a seller-funded down payment assistance provider, modify FHA’s “gift
letter source” categories to include “nonprofit seller-funded” and “nonprofit non-seller-funded” and
require lenders to accurately identify and report this information when submitting [oan to FHA.

FHA Response: FHA agrees with this recommendation and will modify the systems to collect this
additional information.

GAOQ Recommendation: To more fully consider the risk posed by down payment assistance when
underwriting loans, include the presence and source of down payment assistance as a loan variable
in FHA’s TOTAL Scorecard.

FHA Response: Consistent with past practice, HUD will consider and incorporate into TOTAL all
appropriate factors, including the presence and source of down payment assistance, that can with
historical data be shown empirically relevant for assessing borrower credit risk with respect to loan
performance.

GAO Recommendation: To ensure that FHA has an ongoing understanding of the impact that
down payment assistance has on loan performance, implement routine and targeted performance
monitoring of loans with down payment assistance, including analyses that consider the source of
assistance.

FHA Response: FHA agrees and believes that it already performs monitoring of portfolios of such
mortgages based on the information residing in its system of records. Obviously, FHA's concern,
based on loan performance data, resulted in secking the services of a contractor to anatyze and
explore these down payment assistance programs in detail.

GAO Recommendation: To improve the forecasting ability of the loan performance models used in
the annual review of actuarial soundness, consider the presence and source of down payment
assistance.

FHA Response: FHA incorporated the source of down payment assistance into its FY 2005
Actuarial Review of the Mutual Mortgage Insurance Fund, a variable that has proved to have
considerable explanatory power. FHA informed GAO that it planned to incorporate this variable
during its interviews about down payment assistance.
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GAO Recommendation: To ensure appraisers have the information necessary to establish the
market value of the property, require lenders to inform appraisers about the presence of down
payment assistance from a seller-funded source.

FHA Response: Lenders are required to inform appraisers about all seller concessions, including
down payment assistance. Appraisers are aware of seller funded down payment assistance
providers in their markets, as evidenced by the findings of the Concentrance study referenced
several times in the GAO report. Regardless, FHA will consider imposing the additional,
requirement that the lender inform the appraiser when down payment assistance is provided by a
nonprofit that relies on contributions from the seller.

GAO Recommendation: Because down payment assistance provided by seller funded entities is, in
effect, a seller inducement, revise FHA standards to treat assistance from a seller-funded nonprofit
as a seller contribution, and therefore subject to the 6 percent limit on seller contributions and the
prohibition against using seller contributions to meet the 3 percent borrower contribution
requirement.

FHA Response: HUD’s Office of General Counsel has advised that the timing of the payments is a
key point in whether there is a seller contribution that is an inducement to purchase. If a gift is
made from a nonprofit entity (either directly or through an entity such as the closing agent), from
the nonprofit’s own funds, prior to the completion of the closing, the gift becomes the homebuyer’s
property so the buyer can make the three percent required down payment. After completion of the
closing, a seller makes a contribution (perhaps through the closing agent as welil) from the gross
sales proceeds to the nonprofit entity. The donation is commingled with other nonprofit funds that
later become a source of donations to buyers other than the buyer who has just closed the purchase
of the seller’s property. Because the buyer has not received funds from the nonprofit that can be
traced to the seller’s contribution, there has not been an inducement to purchase provided by the
seller.

Thank you again for the opportunity to review the GAO report. Consistent with the spirit of
your report and its recommendations, HUD will continue to take all steps needed for responsible
financial management of its down payment assistance programs, while ensuring that FHA programs
serve effectively families who are otherwise underserved by the private sector.

Sincerely,
ﬂ -

D. Montgomery
ssistant Secretary for Housing-
Federal Housing Commissioner
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