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Proposal #6

Facilitate Capital And Credit Enhancements For Home Improvement Lending.

Problem Proposal Addresses:

An estimated $150 million is spent annually by homeowners on residential maintenance, repair and improvement.  Home improvement, repair and remodeling ensures owner-occupied homes continue to provide housing that keeps up with modern standards of quality and design. 

Home improvement loans typically require inspections and irregular draws on the loan amount as work is completed—requiring regional or national lenders to find local partners to provide local oversight.  These loans also include risks of construction, including shoddy work or fraudulent contractors.  Unfortunately, home improvement lending has become an entry point for predatory lending practices, by lenders and contractors serving as loan brokers.  These financial and reputational risks, combined with the relatively high fixed-transaction costs of small loans, have reduced the number of lenders willing to administer these loans.  Most lenders today prefer to make home equity loans, or unsecured consumer loans, because these loans are easier to manage.  

Financing repairs and improvements with home equity is efficient for many borrowers.  But many first-time buyers in the last decade have lower-incomes, small savings and made low downpayments.  These same buyers often purchased lower cost, older homes, highly likely to require repairs or improvements in order to continue as viable units.  For borrowers without home equity, consumer loans or credit cards, which typically carry higher rates and less flexible terms, are the only option.  

Moreover, borrowers seeking to finance a combination of acquisition and renovation work for distressed units typically face loan limits (based on estimates of the value of the completed work) below the total costs of conducting such work.  Scarce capital for these high loan-to-value loans, combined with  high transaction costs, limit the use of these loan products.  Post construction, these loans are typically are more easily passed on to secondary market entities.  

Options:  

Revise Title I Home Improvement Lending  Under the Title I program, FHA’s oldest program, lending institutions make loans for basic livability improvements to eligible borrowers to finance eligible property improvements.  More than 35 million property improvement loans have been backed by FHA, peaking in the 1950’s with nearly 1 million loans a year.  Today fewer than 20,000 Title I loans are backed annually.  The design and the management of the program is criticized for having too many restrictions, loan limits that are too low, and generally being slow and difficult to use.  Title I loans can be made directly to borrowers from lenders, of through dealers, where lenders provide financing but the loan is originated by a home improvement contractor.  Few lenders will process or originate these loans in either form, in part due to even high administrative costs.  FHA could increase Title I loan limits from $25,000 to $50,000 and reduce the administrative hurdles involved.  FHA could also make the insurance full-faith-and-credit, instead of being a conditional insurance, allowing FHA to force lenders to buy back a loan, even after a claim is paid.  FHA’s role in the market could help establish oversight and underwriting rules, however, which might help Ginnie Mae to re-enter this market.

Title I has been criticized for allowing undue agency risk; unethical borrowers, lenders and contractors can defraud FHA from claims under false claims and projects. There are several ways FHA can mitigate these risks, however.  Two-party checks for any disbursement of funds, endorsed by both the borrower and the contractor, for example, might help keep contractors from defrauding homeowners.  Requiring frequent property inspections with strict standards also might help ensure loans are appropriate.  Do it yourself borrower should face additional scrutiny.  The Title I mortgage insurance premium is currently 50 basis points of the original principal amount, a level lower than program claim rates suggest is accurate.  PriceWaterhouse analysis has suggested that premium should be raised to 88 basis points. 

Revise MRB Home Improvement Lending  Mortgage revenue bonds may be used for home improvement finance, but are limited to $15,000, a maximum unchanged since the MRB law was first passed.   By expanding tax-exempt bonding authority to high loan-to-value home improvement lending and acquisition-improvement, lenders will have access to a lower cost of capital.  While such capital does not reduce the fixed costs of making or servicing these loans, the reduced interest rates will allow the consumer to borrow more, including fees and points related to originating the loan.  Moreover, combined with FHA, as many MRB loans are, particularly with a  reinvigorated Title I program.  MRBs backed by Title I could re-energize this market, and as such the limit on MRB home improvement loans ought to be linked to the Title I loan level.

Enhance Secondary Market Role in Home Improvement Lending  If secondary market entities played a stronger role in home improvement lending, interest costs would likely be reduced.  If secondary markets play a stronger role in home improvement lending, particularly in purchasing loans, under specific circumstances, before work is completed, this market might become more efficient and affordable.  Secondary markets to targeted high loan-to-value home improvement lending and acquisition-improvement would also increase liquidity and capital flows in these markets. 

Revise RHS 504 Programs  The RHS Section 504 program provides loans and grants to very low-income rural homeowners to remove health and safety hazards in their homes and to make homes accessible for persons with disabilities.  RHS 504 grants could be distributed to community-based partnerships, allowing local nonprofits to allocate the RHS funds as agents of Rural Development. 

Refinements of FHA 203(k) programs  FHA 203(k) loans, which back combined purchase and rehabilitation, have increased in volume the last decade, but is a small program.  The design and the management of this program is criticized for having too many restrictions, loan limits that are too low, and generally being too slow and hard to work with.  Few lenders will process or originate these loans, in part due to even higher administrative costs than non-FHA loans.  By revising and streamlining these programs, FHA may provide a competitive product to predatory lenders.  

Recommendation:

The Commission should recommend an expansion of tax-exempt bond use for home improvement, as long as borrowers meet income and other guidelines, regardless if a first-time buyer or not.  Likewise FHA and HUD should review existing programs and regulations, potentially revising or creating new programs that better serve the home improvement market.  

THE TASK FORCE WISHES TO PRESENT THIS RECOMMENDATION TO THE FULL COMMISSION FOR DISCUSSION, NOTING THE FOLLOWING PARTICULAR RECOMMENDATIONS:

· Emphasize the importance of home improvement lending for high loan-to-value low-income borrowers with older homes;

· Suggest that FHA Title I increase the loan limit from $25,000 to $50,000, make the insurance full-faith-and-credit (versus conditional-with-recourse), and establish oversight and underwriting rules;

· Suggest that GNMA be required to re-enter this market; and

· Recognizing that MRBs backed by Title I could re-energize this market, suggest that MRBs be expanded for home improvement lending use, including raising the limit from $15,000 to the new Title I level.
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