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KEY FINDINGS
Current Federal Housing Administration (FHA) policy fails in its mission to help many first-time and financially con-
strained homebuyers achieve homeownership. To make matters worse, it has failed to remain financially solvent.
These twin failures underscore the need for bold reforms:

•  FHA is a policy failure: Far too many of FHA’s intended beneficiaries fail to achieve sustainable home-
ownership. Recent research projects that between 15 and 30 percent of borrowers whose mortgages FHA
has guaranteed since 2007 will default.

•  FHA is a financial failure: FHA’s main mortgage insurance guarantee fund is under water. It does not
have sufficient funds to cover its expected losses, and its most recent actuarial review puts its net worth at a
–$13.5 billion. My research concludes that FHA needs at least a $50 to $100 billion capital infusion to put
it on a sound financial footing. 

•  FHA’s business model is fundamentally flawed: Both FHA and the borrowers whose mortgages
it insures are leveraged by more than 30 to 1. To be viable, such a highly leveraged business model virtual-
ly requires that housing values never fall. As we have learned from the recent housing crash, this is not a real-
istic expectation. 

How to Reform FHA
Replace FHA with a New Subsidized Savings Plan. Phasing out FHA over a period of years and replac-
ing it would be far better than trying to reform such a flawed program. The replacement program would offer the fol-
lowing benefits:

•  Simplicity: This straightforward plan would allow qualified households to pay in to a special savings vehi-
cle and receive some type of match from the government. This stands in stark contrast to the current system,
which requires a large bureaucracy to price a complex mortgage guarantee and to manage a difficult fore-
closure process. The funds would accumulate on a tax-free basis until they were large enough to provide a
10 percent down payment on a home.  

•  Transparency: Focusing on borrowers helps ensure that program benefits accrue to the targeted house-
holds—not to politicians or private actors such as housing financiers, realtors, or builders. Policy should subsi-
dize those households directly rather than indirectly through an opaque mortgage insurance guarantee.
Because costs would not be hidden (as those for Fannie Mae and Freddie Mac were), policymakers could
more appropriately balance costs and benefits.

•  Sustainability: By incentivizing potential homebuyers to demonstrate financial discipline and long-term
planning, this program would help inculcate values that will decrease a household’s likelihood of default once
it purchases a home. And because the household will have developed meaningful equity in a home before
purchase, it will be less vulnerable to fluctuations in the housing market.

•  Safety: Helping riskier borrowers build equity over time will result in a much safer and less leveraged hous-
ing finance system. This benefits taxpayers and will result in much better housing outcomes for tens of thou-
sands of borrowers.
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Executive Summary

iii

The Federal Housing Administration (FHA) has failed
by any reasonable metric. Not only is its main mort-
gage insurance guarantee fund insolvent in the sense
that it does not have sufficient capital resources to
cover expected losses, but it is also failing far too
many of its intended program beneficiaries in helping
them achieve sustainable homeownership. These twin
financial and policy failures call for a fundamental
rethinking of how we might better achieve FHA’s mis-
sion to help first-time homebuyers and financially
constrained households make minimal down pay-
ments. This report argues that phasing out FHA over
a period of years and replacing it with a new subsi-
dized savings program for these households is far bet-
ter than trying to reform FHA.

Recent research projects high default rates—
between 15 and 30 percent—among borrowers
whose mortgages FHA guaranteed since 2007. Hence,
it is quite clear that very large numbers of program
beneficiaries are not successful in becoming stable,
long-term owners. FHA’s most recent actuarial review
for fiscal year 2012 shows that its Single-Family
Mutual Mortgage Insurance Fund is underwater. My
own research suggests that even this sobering conclu-
sion by FHA’s actuarial reviewer is too optimistic by
tens of billions of dollars.

FHA’s financial failure should not be so surprising
because its underlying business model is fundamen-
tally flawed. Both FHA and the borrowers whose
mortgages it insures are leveraged by more than 30 to
1. This was always a financial accident waiting to hap-
pen: this leverage ratio is on par with those that were
employed by Bear Stearns and Lehman Brothers just

before their collapses. To be viable, such a highly
leveraged business model requires that house values
never fall. We have learned the hard way that actual
market outcomes are not always so obliging.

Because it is folly to presume that prices will
always rise in the future, we should take advantage of
the breathing room provided by the recent housing
market recovery to fundamentally rethink FHA’s mis-
sion to serve its targeted program beneficiaries. The
appropriate policy to support sustainable homeown-
ership for these households should focus on building
equity up front because the prime weakness of the
FHA system is the virtual absence of meaningful
equity anywhere along its chain of operations.

To do so, I propose replacing FHA with a new sub-
sidized savings program that provides matches of
qualified households’ savings. The goal would be to
help those households achieve a 10 percent down
payment on the home they wish to purchase. As I
describe in more detail in the report, the benefits of
this new program include its simplicity, its trans-
parency, its encouragement of increased equity in
America’s financially fragile housing system, and its
subsidization of financial discipline and perseverance. 

These benefits stand in stark contrast to the com-
plexity and opaqueness of the current FHA system,
as well as its subsidization of extremely highly
leveraged bets on homes by financially fragile
households. Not only will this new policy make the
overall housing market less risky, especially for tax-
payers, but it will also help many more households
realize sustainable homeownership experiences. 



Introduction

The Federal Housing Administration’s (FHA) long his-
tory in the housing market dates back to its creation in
1934 during the Great Depression. However, its cur-
rent policy focus was set by the National Affordable
Housing Act (NAHA) of 1990, which encouraged the
agency to help two groups—first-time homebuyers
and financially constrained households without mean-
ingful down payments—become successful owners.
The NAHA envisioned FHA doing so by operating a
mortgage insurance guarantee program that would be
sustainable in the sense that it was self-supporting and
would not require taxpayer bailouts via capital infu-
sions from the US Department of the Treasury.

The evidence reviewed in this report shows that
FHA has failed both its intended program beneficiar-
ies and US taxpayers. Recent estimates project cumu-
lative default rates of between 15 and 30 percent
among borrowers who purchased since 2007, when
FHA began a major program expansion that more
than tripled the size of its mortgage guarantee portfo-
lio.1 Thus, sustainable homeownership is not being
realized by a large fraction of the buyers whose loans
FHA guarantees. Moreover, FHA’s Single-Family
Mutual Mortgage Insurance Fund is insolvent.2 This
insolvency might still be justified if FHA were suc-
cessful at helping its two target populations achieve
sustainable homeownership experiences. However, the
twin financial and policy failures raise obvious ques-
tions of whether FHA should be allowed to continue,
and if so, how to reform the agency.

I recommend terminating FHA by slowly but
steadily phasing it out over the next few years and
replacing it with a subsidized savings program that
would provide government matches of individual
household savings. A multiyear phaseout of at least

three to five years is needed to ensure that there is no
sudden negative shock to the residential mortgage
market that would immediately depress the supply
of debt capital to the housing sector. The goal of the
new saving program is to help households build an
economically meaningful 10 percent down payment
so that the private credit markets would be willing 
to provide an appropriately priced mortgage for such 
a borrower. 

Eliminating FHA will sound extreme to some,
given that the agency has existed for over three-quar-
ters of a century. I recommend phasing it out for a
variety of reasons beyond the facts that it is broke and
has not been able to discipline its risk-underwriting
process so that substantially more of the borrowers
whose mortgages it insures are successful in becom-
ing long-term owners. In particular, I fear that FHA
cannot be successfully reformed. One of the impor-
tant lessons of the collapses of the giant housing gov-
ernment-sponsored enterprises (GSEs) Fannie Mae
and Freddie Mac is that the incentives of politicians of
both parties, of the senior executives of the GSEs, and
of the owner-occupied housing industry to underes-
timate program costs and loss estimates are very
strong and extremely difficult to counterbalance over
time. There are strong parallels with FHA.

Perhaps even more important is that any govern-
ment policy encouraging homeownership should by
design target the current FHA system’s core weak-
ness, which is the virtual absence of equity anywhere
along its chain of operations. FHA itself is grossly
undercapitalized, as indicated by its own leverage
ratio of over 40 to 1.That is, it has over $40 of out-
standing insurance guarantees for every $1 of what it
calls total capital resources available to pay off losses.
This represents more than a threefold increase from
the 12 to 1 ratio in fiscal year 2007. The borrowers
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whose mortgages it insures are almost as highly
leveraged at about 33 to 1 on average, given that the
typical down payment is no more than 3 percent.
That this business model describes a financial acci-
dent waiting to happen is highlighted by the fact that
these leverage ratios are higher than those that were
employed by Lehman Brothers and Bear Stearns just
before those firms collapsed. To be viable, such a
business model requires housing prices to never fall.
Housing markets are not always so obliging, leaving
taxpayers to pick up the bill.

Focusing homeownership policy on increasing
equity via a subsidized savings program is appropriate
in a number of other ways, too. First, the equity short-
fall can be addressed solely by helping borrowers
accumulate a down payment without requiring a large
bureaucracy to price a complex mortgage guarantee
and manage a difficult foreclosure process. Moreover,
the experience of big mutual-fund complexes demon-
strates that such a savings program can be operated at
scale at low cost, allowing more of the required sub-
sidy to be used to match borrower savings. 

Second, the focus on borrowers helps ensure that
program benefits are not siphoned off by politicians or
private actors (for example, realtors and homebuilders)
in the housing industry. Third, the program is transpar-
ent in the sense that program costs are highly visible.
They cannot be hidden as the true costs of Fannie Mae,
Freddie Mac, and FHA were (and still are to some
extent). This better allows us to right size the program
by balancing costs and benefits on the margin. 

Fourth, it will increase domestic savings, which is
a good thing for a country like the United States,
which has been borrowing a lot of money from for-
eigners. Fifth, it provides appropriate incentives and
helps inculcate useful values in borrowers. House-
holds that are able to demonstrate the financial disci-
pline and long-term planning demanded by a
multiyear savings program are subsidized under this
plan. That is far different from the current program,
which subsidizes the risky, highly leveraged gambles
that Andrew Caplin and colleagues and Edward J.
Pinto have shown are not paying off for a disturbingly
high share of FHA-insured borrowers.3 Of course,

nothing is free, but the benefits of this new subsidy
program would not be appreciably more expensive
than would FHA under reasonable assumptions. And
a much safer and less leveraged housing market
would result in the bargain.

The first section of this paper reviews recent
research and analysis of the financial soundness of
FHA’s main mortgage insurance fund, as well as the
current and projected default experiences of bor-
rowers FHA has insured since the beginning of the
financial crisis. In the second section, I provide a
more detailed discussion of my proposal to replace
the FHA with a new, subsidized savings program
designed to help first-time and financially con-
strained households amass an economically mean-
ingful down payment equal to 10 percent of the
value of the home they desire to purchase. Finally,
my conclusion addresses some of the likely com-
plaints regarding the termination of the FHA.

What Have We Learned about FHA 
Over the Past Year?

The Financial Condition of the Main Single-Family
Mortgage Insurance Fund. The most important
financial development over the past year is the formal
acknowledgment in the latest actuarial review of FHA
for fiscal year 2012 that the economic value of its
main single-family mortgage insurance fund is in the
red by over $13 billion.4 This was news to many, and
confirmed my 2011 claim that this fund was econom-
ically insolvent. It should not have been surprising, as
FHA had been in violation of its 2 percent capital
reserve requirement since 2009. This policy guideline
implies that FHA’s total capital resources available to
pay off claims should not be below 2.00 percent of
the aggregate amount of FHA’s outstanding mortgage
insurance guarantee balance; those reserves on its
main single-family mortgage insurance fund had
fallen to a miniscule 0.18 percent in fiscal year 2011.
Obviously, they are now negative. 

This was virtually preordained by the fact that
FHA had nearly doubled its insurance guarantee
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portfolio since 2009, a time period characterized by
falling house prices and persistently high unemploy-
ment. Much research into and experience with
default tells us that negative equity and income
losses from unemployment raise the likelihood of
default, with the combination of the two for any
given borrower being particularly influential.5

The only reason insolvency was not formally
acknowledged before the 2012 actuarial review was
because of systematic underestimation of default risk,
which made the economic condition of the main
insurance fund look much less precarious than it
truly was. My 2011 AEI report detailed the four major
reasons why unobserved credit risk is so high in the
FHA insured mortgage portfolio: (1) default estimates
were made without any attempt to control for unem-
ployment risk; (2) no attempt was made to account
for the high default risk resulting from unobserved
gifts received by borrowers to fund down payments
associated with the first-time homebuyer tax credit
program in 2009–10; (3) program actuarial reviews
underestimated negative equity in the portfolio of
guaranteed loans because of the inappropriate use of
a house price index based on conventionally financed
home purchases; and (4) program reviews also under-
estimated future default risk associated with FHA’s
streamline refinance program.

US Department of Housing and Urban Develop-
ment (HUD) leadership were for the most part dis-
missive of this critique, but FHA’s outside actuary
does appear to have taken some of my (and others’)
input as the constructive criticism it was intended to
be.6 While the latest actuarial review did not address
the issues of heightened default risk because of
unobserved gifting and underestimated negative
equity, FHA did try to control for unemployment in
the default models it used in the 2012 review by
including the national unemployment rate (and
changes in that rate) in its estimated specifications.
FHA also took some steps to improve its analysis of
streamline refinance mortgages.7

Unfortunately, as my 2013 paper with Joseph
Tracy and my April 2013 AEI report show, the
attempt to control for unemployment risk was not

successful.8 The two key conclusions are as fol-
lows.9 First, FHA is still substantially underestimat-
ing the heightened default risk associated with one
of its insured borrowers becoming unemployed. A
very conservative evaluation suggests that the degree
of underestimation at the individual borrower level
is very large—by a factor of at least 25, and possibly
by 100 or more.10 Stated differently, becoming
unemployed raises the probability of default for a
given borrower by 25 to 100 times more than FHA’s
baseline models suggest. In economic terms, this
makes unemployment risk more influential in pre-
dicting individual default than having even a low,
subprime-level credit score (below 580) or a very
high loan-to-value ratio at origination. 

This should not be surprising, as becoming unem-
ployed for any meaningful length of time implies a
huge fall in income for the typical household. Once a
jobless household depletes its savings, it literally can-
not make the monthly mortgage payment, which
causes a default.11 In addition, FHA’s own surveys of
special servicers tell it that the primary reason a mort-
gage became delinquent is because of a loss of income
(typically from a job loss or substantial cutback in
hours).12 Hence, this analysis accords with what
common sense, HUD’s own survey data, and basic
default decision theory show—which is that unem-
ployment risk has a huge impact on the probability of
default for a given borrower. 

From a taxpayer’s perspective, it is more impor-
tant for FHA to correctly estimate the level of default
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risk on its overall portfolio than it is for FHA to accu-
rately predict when any one borrower will default.
Unfortunately, a second important conclusion of my
2013 AEI report and my and Tracy’s 2013 report is
that FHA’s most recent effort to include a market-level
unemployment rate in its default models does not
appear to help FHA generate more reliable forecasts
of default risk on its aggregate insurance portfolio.
The relevance of this conclusion is that it implies that
unemployment risk largely remains unpriced in terms
of evaluating the financial soundness of the FHA
mortgage guarantee portfolio. Clearly, this is a critical
reason why FHA program risks have been systemati-
cally underestimated in the past. This unfortunately
also implies that this is likely to be the case going for-
ward because, as Tracy and I note in our 2013 paper,
there is no immediate, short-term fix to this problem. 

It is important to note that the very large impact of
unemployment risk on the probability of default
exists when the credit score of the borrower and the
initial loan-to-value ratio are held constant. Thus,
these effects occur even though FHA’s guarantee pool
has a much higher average credit score than it has had
in the past. This may surprise some, but it is readily
understood. A credit score is based on a household’s
past payment history and the length of that history. It
does not change when a household becomes unem-
ployed, unless some type of late payment or delin-
quency occurs simultaneously. 

Hence, credit scores should not be expected to cap-
ture everything that there is to know about the credit
risk of a borrower; they clearly do not. Nor should one
expect them to control for an unpriced risk such as

that associated with future unemployment. Hence,
one should not anticipate that restricting loan guaran-
tees to borrowers with high initial credit scores at the
time of loan origination will protect the insurance fund
from future losses associated with macroeconomic
risks such as borrowers losing their jobs.

In sum, new research helps us better understand
why FHA systematically underestimates default risk
and future losses. However, fixing those problems is
technically challenging. We know that current actuar-
ial forecasts still underestimate default risk by a signif-
icant amount, but not by exactly how much. Thus,
going forward, we should still expect higher losses
than FHA is currently projecting, which implies that
continuing to allow it to expand and essentially bet-
ting that its future books of business will be so prof-
itable that it can grow out of its present insolvency is
unwise. The present insolvency condition will con-
tinue and likely worsen absent a large capital infusion
by the US Congress or dramatically stronger recover-
ies in the labor and housing markets that materially
reduce negative equity and unemployment risks.

The Failure to Support Sustainable Homeowner-
ship. The past year has also seen important new
research that documents an alarmingly high failure
rate of supporting sustainable homeownership for
many of the buyers whose mortgages FHA guaran-
tees. Caplin, and colleagues’ 2012 study of default
rates on FHA’s 2007–09 books of business, which
considered data through September 2011, docu-
mented that 15 percent of the borrowers insured by
FHA in 2007–09 had already been in serious delin-
quency in that they were at least 90 days late on their
loan payments.13 That is an important precursor to
foreclosure, as in this data, more than 80 percent of
borrowers who become 90 days delinquent end up
losing their homes.14 Those authors also projected
that more than 30 percent of all borrowers in the
2007–09 pools were likely to default within the next
five years. That projection is higher than FHA’s, but it
is also more credible for reasons discussed earlier
and in my 2011 report. That failure rate is also dou-
ble the 15 percent of the borrowers that Caplin and
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colleagues project to have paid off their FHA-insured
mortgages at any time within the next five years.15

Pinto’s 2012 paper documents that this problem
of financing unsustainable homeownership is not
confined to books of business from the beginning of
the financial crisis. His research focuses on the more
recent 2009 and 2010 books of business guaranteed
by FHA, and shows that high failure rates of 15 per-
cent or more are projected among borrowers with
incomes below their metropolitan-area median level.
It is noteworthy that these borrowers tend to be geo-
graphically concentrated in working-class neighbor-
hoods across the country.16 Pinto points out that this
means that the adverse ramifications of unsustain-
able homeownership spells extend beyond the finan-
cial and personal distress of the borrowers who lose
their homes. The negative spillovers on nearby prop-
erty values imply that those who do not default are
also harmed. 

That many of these defaulting borrowers are
physically concentrated in the same low- and mod-
erate-income neighborhoods in virtually all of the
nation’s major metropolitan areas also increases the
likelihood of poor social, not just economic, out-
comes for those places. FHA should not be held
solely responsible for such outcomes, to be sure. The
foundation of this problem is the risky subprime
mortgage product that was not guaranteed by FHA.
Still, there is little doubt that FHA’s policies and prac-
tices are making that proplem worse, and that cer-
tainly must be considered a serious policy failure. 

So What Should We Do about FHA?

Shutting down a program that is insolvent and that is
leading to far too many cases of unsustainable home-
ownership is easily justified, and—many might
argue—necessary for signaling to others that such
failure will not be tolerated. However, we need to be
careful not to harm the intended program beneficiar-
ies when doing so. Even if one disagrees with the
premise of FHA, the historical fact is that Congress
has charged it with the responsibility of helping

first-time buyers and financially constrained house-
holds without sizable down payments become suc-
cessful homeowners. 

That is the foundation on which reform propos-
als such as that of Pinto’s 2012 paper rest. His rec-
ommendations include tightening underwriting
standards so that no loan with a probable default
rate of greater than 10 percent would be guaranteed.
He also recommends that FHA aim for an aggregate
default rate of 5 percent. Importantly, Pinto’s 2012
report calls for risk-based pricing that recognizes
layered risks and prices them appropriately. By this
he means that some combinations of borrower
traits, such as low initial credit scores and high loan-
to-value ratios, create higher default risk, and that
those borrowers should be charged more.  

Individually and collectively, these recommenda-
tions make very good sense. They would make FHA
much safer, and many lower-income borrowers and
the neighborhoods in which they live would be much
the better for them. However, I believe we should
move in a different direction that involves a more rad-
ical reform of FHA and housing policy pertaining to
FHA’s intended program beneficiaries. I recommend
that FHA be phased out completely over some well-
defined period (for example, three to five years) and
replaced with a new subsidy program that would help
first-time homebuyers and other specially targeted
groups amass a 10 percent down payment that would
then allow them to obtain financing at market rates
from a private market lender. 

The appropriate housing policy to support truly
sustainable homeownership should focus on build-
ing equity up front because, as noted previously, the
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dearth of equity throughout the FHA system is its
prime weakness.17 I envisage a simple system in which
qualified households would pay into a special savings
vehicle and receive some type of match from the gov-
ernment. These funds would accumulate on a tax-free
basis until they were large enough to provide a 10 per-
cent down payment on a home. Thus, if a typical
starter home in the average market costs about
$100,000, the program would be designed to help
qualified households amass $10,000 in savings.

To reward success and financial discipline, bor-
rowers would receive the matching funds only if they
achieved their targeted down payment by continuing
to make their monthly savings contributions. Their
monthly statements would clearly indicate the
matching funds that would be at risk if they were to
withdraw from the program. Some private firms in
the home mortgage sector use a similar scheme (for
example, the Loan Value Group).This strategy is also
in accord with an important lesson learned from
behavioral economics regarding loss aversion: most
people find the pain that results from losing $1,000
to be greater than the joy that results from winning
$1,000. Hence, they will work hard to avoid losses.
In this case, the program makes salient the extent of
the financial loss resulting from the failure to con-
tinue saving, with the obvious goal of nudging house-
holds to stay in the program.

Households that complete the program will be in
a strong position to be successful in paying their
mortgage, both because they have meaningful equity
in their homes from the outset, and because they have
demonstrated the ability to save consistently over a

lengthy period of time leading up to the purchase.18

Lastly, I strongly prefer means testing of the house-
holds to determine program eligibility so that the pro-
gram is not open to all. But I leave those details to
future development. 

My proposal focuses solely on the borrower side
because the entire policy goal can be addressed there
without having to include a large, poorly run entity
such as FHA on the other side of the policy intervention.
This simplicity and singular focus help ensure that pro-
gram benefits accrue to the intended beneficiaries—
specific borrowers the government believes would
benefit from having access to homeownership—
without getting somehow transferred to others in the
real-estate industry or government.

It also makes the program costs more visible.
This is essential for getting the size of the program
right. The economically efficient outcome is a pro-
gram size that guarantees that the last subsidy dollar
spent generates social benefits equal to the costs to
the taxpayers who funded the subsidy. The cata-
strophic failures of Fannie Mae and Freddie Mac
show us that they were able to grow far too large
because they “lowballed” costs by underestimating
program risks within their complex fields of opera-
tions. For a considerable period of time, this allowed
politicians, GSEs, and their allies in the owner-occu-
pied housing industry to claim that substantial ben-
efits were being generated without large costs being
incurred. In reality, the risks taken on were huge and
so were the expected costs, but the opaque nature of
Fannie and Freddie allowed that fiction to last far
longer than it should have. If this sounds like what
has been happening with FHA, that is because it is. 

Hence, any new program structure should be as
transparent as possible about costs, and my proposal
passes that test because there would be no way to
hide whatever matching dollars the federal govern-
ment put into the household savings accounts.
Moreover, we know there are mutual-fund com-
plexes that could operate these accounts in large
scale at low cost. Hence, a big public bureaucracy is
not needed (although the Internal Revenue Service
probably could play a useful role) so that a larger
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fraction of overall program costs could be devoted to
the government match amount.

My proposal would also help increase domestic
savings, which would be good for the nation. In the
proposal’s current form, the savings would be targeted
toward the owner-occupied housing industry. That is
not an unabashedly good thing, if you believe as I do
that the benefits of homeownership are overestimated
by many households. Given the government’s general
pro-homeownership stance and its explicit encour-
agement of highly leveraged purchases by owners
within the FHA system in particular, it should not be
surprising that some citizens would conclude that
buying an expensive asset such as a home with little
or no money down must be a pretty good thing in
general and not very risky in particular. 

When combined with the natural incentives of
private-sector builders, of mortgage brokers, and of
realtors to maximize profits by enhancing the visibil-
ity of the benefits of owning and of reducing the vis-
ibility of the costs, it should also not be surprising
that many households have excessively optimistic
expectations regarding the financial returns to
homeownership. Thus, I certainly would not be
opposed to including an educational component to
the program that helped people understand the
actual tradeoffs between owning and renting, as well
as the true long-run costs of maintaining a home.19

That well might lead one to allow the accumulated
funds to be used for another purpose such as educa-
tion, but that is a detail best left to future discussion. 

Last but not least, this program would also help
instill appropriate incentives for subsidy recipients
by conveying the need to sacrifice and defer con-
sumption to sustainably afford an expensive,
durable good such as a home. Unless one had the
very good fortune to be born rich, this wise pru-
dence has always been true, at least until policymak-
ers and bankers decided during the most recent
boom that meaningful equity was no longer neces-
sary to buy homes. The last few years have high-
lighted the folly of that decision. Moreover, the
long-term perspective this type of subsidy program
would encourage in program recipients stands in

stark contrast to current policy, which facilitates
highly leveraged bets by financially weak house-
holds that have not shown the discipline to defer
consumption to save for a meaningful down pay-
ment. As Caplin and colleagues documented in their
2012 paper and Pinto documented in his 2012
study, this has only led to more of those gambles fail-
ing in recent years.

This new subsidy program and its benefits are
not free, but continuing FHA mortgage guarantees
on highly leveraged borrowers is not free either. I do
not provide a detailed cost comparison analysis in
this paper, but a very generous subsidy should not
be appreciably more expensive than FHA is likely to
be under reasonable assumptions.    

FHA guaranteed the mortgages on nearly
750,000 home purchases in the last fiscal year
(2012). That is a high number historically, as FHA
increased its market share substantially since the
onset of the financial crisis. Hence, a sensible pre-
sumption is that FHA will be guaranteeing no more
than 500,000 purchase mortgages a year by the time
it is wound down. With a few added assumptions,
an estimate of the subsidy flow required from tax-
payers can be provided.  

My back-of-the-envelope calculation presumes a
very generous subsidy rate for modest-income house-
holds earning $50,000 per year that purchase homes
for $150,000.  Further assuming that no more than a
2 percent gross savings rate is feasible for such house-
holds and that we want them to be able to own within
five years of entering the program, taxpayers would be
responsible for $2,000 per year per household in sub-
sidy flow. That amounts to $1 billion per year across
500,000 program recipients, plus the administrative
costs of managing the individual savings accounts.20

Up until now, that would not have been expensive
compared to the true costs of operating FHA over
past housing market cycles. FHA’s latest actuarial
review reported that its single-family mortgage insur-
ance fund had a net worth of –$13.5 billion at the end
of fiscal year 2012. Others such as AEI’s Edward Pinto
believe that number is far too optimistic. Pinto’s cal-
culations suggest a net worth of –$27.4 billion based
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on generally accepted accounting principles accord-
ing to his May 2013 FHA Watch.21 He puts FHA’s total
capital shortfall in the $47 to $67 billion range. My
own research suggests that between $50 and $100
billion is needed to recapitalize FHA. The point is that
we can help many millions of households amass
meaningful down payments over many years for no
more than the likely costs of putting FHA on a sound
financial footing after years of mismanagement.  

The cost comparison is less favorable for the new
subsidy program given recent changes to FHA.
Based on FHA’s new upfront insurance premium of
175 basis points and its higher annual fee of 125
basis points, in their 2012 paper, Caplin and col-
leagues calculate that FHA will roughly break even if
cumulative default rates fall much below 14 percent.
That is still less than the default rates on recent books
of business according to Caplin and colleagues’
paper, but one can imagine better outcomes for FHA
as the housing market improves. If this happens, the
subsidy program will not be less expensive, but we
will still get a much safer and less leveraged housing
market with a lower level of defaults and much bet-
ter outcomes for tens of thousands of borrowers—
and for relatively little added net cost.22

Conclusions

Some homeownership advocates will argue that this
policy proposal will harm the housing market and
the broader economy for a couple of reasons. One is
that it will lower the homeownership rate by increasing

the time many households remain renters while they
are saving for their down payment. Another is that
eliminating FHA removes an important tool of coun-
tercyclical economic policy.

It will no doubt take most modest-income house-
holds many years to amass a 10 percent down pay-
ment, even with a generous government match rate.
Ten percent of a modest, $100,000 starter home is
$10,000. For a household earning $50,000 a year, a
not unreasonable 2 percent gross saving rate gener-
ates only $1,000 per year. That implies a decade-
long period of saving given the lack of current yield
available on any safe savings vehicle. A 100 percent
government match would halve that period, with
shorter savings periods requiring greater subsidies,
as illustrated in my most recent example. Thus, tar-
geted households will still remain renters for longer
than they would under the current regime, which
allows quicker access to owning via the subsidiza-
tion of very low down-payment mortgages. That
delayed entry into homeownership will lower the
overall rate of ownership, so the first claim from
homeownership advocates is accurate.

What this would not do, however, is harm the
broader economy. The targeted households do not
cease being part of the economic life of the country
while they are saving for a down payment. They are
merely renters, rather than owners. This will cause
transfers between businesses in the owner-occupied
and rental housing sectors, with the former losing
and the latter gaining. However, there is no reason
to believe that homebuilders are more deserving
than rental landlords, and thus that the government
should not care about this. More importantly, there
will be no first-order impact on the broader econ-
omy. The funds not spent on buying a home will be
deployed elsewhere in the economy, including
through the lending out of the higher domestic sav-
ings generated by this program. Just because one is
not buying a home does not mean a household’s
income or wealth disappears or somehow leaks out-
side the national economy. It does not.

In addition, the likelihood that the homeowner-
ship experience will be sustainable will be much
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higher because there is a meaningful equity cushion
to absorb the effects of negative economic shocks.
Even if a lengthy unemployment spell occurs that
prevents payment of monthly debt service, default is
not the only possible outcome because the sale pro-
ceeds are much more likely to be sufficient to pay off
the outstanding mortgage balance. Hence, the house-
hold would not suffer long-term damage to its credit
rating if it could not make monthly debt service pay-
ments and had to sell.

There is also no meaningful loss of a countercycli-
cal policy tool from FHA’s elimination. This is not 
to deny that FHA and HUD officials have recently
claimed that the newly recognized losses on FHA’s
main insurance fund are the price that had to be paid
for using FHA as part of a countercyclical economic
policy. However, it is important to note that no such
claims were made when FHA was expanding its
guarantee portfolio by nearly 400 percent since fiscal
year 2007, before FHA’s formal recognition of the
negative economic value of its insurance guarantees
this year. In fact, HUD’s and FHA’s senior leadership
consistently claimed that the huge increase in FHA
activity involved guaranteeing safe loans that would
not generate net losses to the insurance fund. In
addition to relying on its outside actuary’s conclusion
each year that the main insurance fund was solvent,
one of FHA’s standard defenses was to point to the
increasingly high credit scores of the borrowers it
insured, among other factors. Hence, this strikes me
as little more than an ex post facto rationalization of
a major risk underwriting failure.23

Even if I am wrong about that, it is hard to imag-
ine a worse vehicle for countercyclical economic pol-
icy than ramping up FHA’s insurance fund. The
problem is that its structure correlates or concen-
trates risk, as opposed to diversifying it. Because
FHA guarantees pools of highly leveraged assets with
little or no equity available to absorb losses in the
event of a general economic downturn, many mort-
gages are likely to default at the same time. The rea-
son is that most of the mortgages FHA guarantees
share the same weakness (too little equity to absorb
any property value declines), and thus are vulnerable

to one common, negative economic shock. As I have
written elsewhere, this means that FHA’s insurance
fund shares a key risk trait with so-called CDO2s
(collateralized debt obligations squared), which were
among the first financial securities to fail and helped
initiate the downward spiral when the financial crisis
hit.24 Simply put, countercyclical policy initiatives
should be implemented via the much less risky
structures and mechanisms available to the Federal
Reserve System and Congress. There is absolutely no
need to keep FHA around for this purpose.

In addition, the recent claim by one economic
consulting firm (Moody’s Analytics) that FHA “saved
the housing market” through its actions in the after-
math of the financial crisis does not justify keeping
it around. I have not seen Moody’s Analytics’ report
(nor do I know who funded it), so I cannot com-
ment on the underlying statistical analysis that leads
it to conclude that house prices would have fallen by
another 25 percent and transactions volumes would
have fallen by as much as 40 percent had FHA not
done what it did. However, I do not find it implau-
sible that in the midst of the greatest financial crisis
since the Great Depression, abruptly shutting down
the one remaining guarantor of what had effectively
become a nationalized housing finance system
would have had major negative consequences for
the housing market. Doing so clearly would have
made the market even more illiquid.25

Of course, that still does not justify guaranteeing
large fractions of poorly underwritten loans that have
either failed or will do so over the next few years.26 A
far better strategy would have been to allow Fannie
Mae and Freddie Mac to continue serving the market
for borrowers with more substantial down payments.
For political reasons, those two GSEs were virtually
shut down from doing new business beyond refinanc-
ing existing holdings after they were put into conser-
vatorship. While politically understandable, it was
economically unwise, as important liquidity for much
more soundly underwritten loans could have been
provided to the market. The data tell us that Fannie
Mae’s and Freddie Mac’s losses were minimal for loans
they guaranteed that had more than a 10 percent
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down payment in front of the mortgage. Hence, the
damage to financially fragile borrowers and many local
markets from FHA’s poor underwriting policies could
have been avoided. Finally, even today, critics are not
arguing for an abrupt agency shutdown. A multiyear
phase out is required even now.

Finally, there is no better time to fundamentally
rethink a program than right after it has failed. And
there is no doubt that FHA has done so. It is running
an insolvent mortgage insurance guarantee platform
with a total risk exposure equal to about 7 percent of
national output, and has shown itself unable to dis-
cipline its underwriting process to prevent a much
too high share of its intended beneficiaries from
achieving sustainable homeownership. For FHA to
be broke on a program of this scale and to be failing
at such a core part of its policy mission cannot be cat-
egorized any other way. Some propose that FHA
toughen and reform underwriting standards so that
sensible risk-based pricing of layered risks can
occur.27 I greatly respect that position and agree that
those reforms make excellent sense if the agency is to
continue existing. 

However, I argue we should go in a different
direction that involves phasing out FHA completely
over the next few years and replacing it with a new
subsidy scheme that directly encourages borrowers
to save for a 10 percent down payment by providing
matching funds from the government. We need to
address the lack of equity that characterizes FHA’s
basic business model so that taxpayers and house-
holds that want to own homes are better served. I
believe that is best achieved via a subsidized savings
program that will enable deserving households to
achieve sustainable homeownership, not via some
temporary access to owning based on extremely
high financial leverage that will always be depend-
ent on the vagaries of the market and economy.
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KEY FINDINGS
Current Federal Housing Administration (FHA) policy fails in its mission to help many first-time and financially con-
strained homebuyers achieve homeownership. To make matters worse, it has failed to remain financially solvent.
These twin failures underscore the need for bold reforms:

•  FHA is a policy failure: Far too many of FHA’s intended beneficiaries fail to achieve sustainable home-
ownership. Recent research projects that between 15 and 30 percent of borrowers whose mortgages FHA
has guaranteed since 2007 will default.

•  FHA is a financial failure: FHA’s main mortgage insurance guarantee fund is under water. It does not
have sufficient funds to cover its expected losses, and its most recent actuarial review puts its net worth at a
–$13.5 billion. My research concludes that FHA needs at least a $50 to $100 billion capital infusion to put
it on a sound financial footing. 

•  FHA’s business model is fundamentally flawed: Both FHA and the borrowers whose mortgages
it insures are leveraged by more than 30 to 1. To be viable, such a highly leveraged business model virtual-
ly requires that housing values never fall. As we have learned from the recent housing crash, this is not a real-
istic expectation. 

How to Reform FHA
Replace FHA with a New Subsidized Savings Plan. Phasing out FHA over a period of years and replac-
ing it would be far better than trying to reform such a flawed program. The replacement program would offer the fol-
lowing benefits:

•  Simplicity: This straightforward plan would allow qualified households to pay in to a special savings vehi-
cle and receive some type of match from the government. This stands in stark contrast to the current system,
which requires a large bureaucracy to price a complex mortgage guarantee and to manage a difficult fore-
closure process. The funds would accumulate on a tax-free basis until they were large enough to provide a
10 percent down payment on a home.  

•  Transparency: Focusing on borrowers helps ensure that program benefits accrue to the targeted house-
holds—not to politicians or private actors such as housing financiers, realtors, or builders. Policy should subsi-
dize those households directly rather than indirectly through an opaque mortgage insurance guarantee.
Because costs would not be hidden (as those for Fannie Mae and Freddie Mac were), policymakers could
more appropriately balance costs and benefits.

•  Sustainability: By incentivizing potential homebuyers to demonstrate financial discipline and long-term
planning, this program would help inculcate values that will decrease a household’s likelihood of default once
it purchases a home. And because the household will have developed meaningful equity in a home before
purchase, it will be less vulnerable to fluctuations in the housing market.

•  Safety: Helping riskier borrowers build equity over time will result in a much safer and less leveraged hous-
ing finance system. This benefits taxpayers and will result in much better housing outcomes for tens of thou-
sands of borrowers.


