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Recommendation #2

Enact A Tax Credit, Similar To LIHTC, For Second-Mortgage Lenders To Finance Downpayment and Closing Costs With Low-Interest Loans For Eligible Borrowers.

Problem Proposal Addresses:

The primary barriers facing families seeking to buy a home are a lack of income to support monthly payments (which may be exacerbated by high interest rates due to poor credit ratings), and a lack of downpayment and closing costs at the time of purchase.  These barriers can be described as income constraints and wealth constraints, respectively.  Private mortgage markets have evolved in recent years to help address the wealth constraint problem through the use of low-downpayment first mortgages.  Closing costs remain a major hurdle for many potential homebuyers, however.  Furthermore, the use of low-downpayment mortgages exacerbates income constraints because such mortgages typically involve higher interest rates, mortgage insurance and larger mortgage balances. 

Description / Operation:  

· A lender-based tax credit to subsidize second mortgage loans covering closing costs and downpayments for first-time buyers below 80 percent of area median income. 

· A capped amount of tax credits would be allocated to each state housing finance agency.  

· Agencies auction off the credit to lenders—which could include financial institutions, community development corporations, and community development financial institutions.

· Lenders agree to originate 30-year, low-interest-rate second mortgages in amounts of 18 percent to 22 percent of appraised home values. 

· Tax credits would be sold at a discounted price to subsidize lenders for below market interest rates and increased risk involved.  

· Tax credits can be used over 10 years after submitting evidence of having originated loans that meet program requirements. 

· A portion of second mortgage tax credits could be set aside to finance second mortgages with total loan-to-value ratios above 100 percent to cover the difference between total development costs and appraised values (addressing issues raised  #1 to a degree).  

Recommendation:

This program will address both income and wealth constraints and therefore directly responds to the problems facing many renters unable to buy a home. With this program, targeted borrowers will access mortgage credit at lower overall costs.  The Commission should consider recommending Congress enact such a proposal.

Issues/Concerns:

· Requires the refinement of a new financial product, the low-interest rate second mortgage, requiring lenders to develop capacity, create new documentation and disclosures. 

· There is no consistent secondary market on a national scale for high loan-to-value downpayment and closing cost second mortgages.  The actual interest rates and returns investors might demand are not well-understood, making estimating the scale and cost of the program difficult.

· While the impact is unclear, a new credit might compete with the existing rental LIHTC, causing some investors to substitute investments in rental credits with investments in second mortgage loan pools, depressing prices for the LIHTC and diminishing the effectiveness of the rental program.
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