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Executive Summary

EXECUTIVE SUMMARY

Overview of VA Home Loan Guaranty Program

The Department of Veterans Affairs (VA) Home Loan Guaranty program provides transition
assistance and other benefits to a very large and diverse clientele who served or are serving
in the Armed Forces of the Nation. Since the inception of the program in 1944, an important
objective has been to assist eligible veterans to transition from military to civilian life. VA
Home Loan Guaranty program is also intended to provide a benefit to the men and women
who serve their country and over time has been expanded to include active duty
servicememebers, reservists, and certain surviving spouses. It is not designed to fulfill
general economic or social objectives.

Study Objective

The purpose of this evaluation is to assess the effectiveness and efficiency of the VA Home
Loan Guaranty program in assisting eligible veterans, active duty military personnel, and
reservists with home ownership. This evaluation fulfills the requirements of P.L. 103-62, the
Government Performance and Results Act of 1993; Title 38 §527, Evaluation and Data
Collection; and 38 C.F.R. §1.15, Standards for Program Evaluation.

Conducted as an objective, third-party evaluation of the VA Home Loan Guaranty program,
this study focuses on determining whether the program meets its statutory intent, its
intended outcomes, and the expectations of program participants, legislators, program
officials, and other stakeholders.

Methodology

The study applied several methods to conduct the program evaluation, including
interviewing stakeholders, analyzing VA administrative data, conducting a survey of
participants in the program, and analyzing data from secondary sources. Stakeholders who
were consulted include VA administrators, managers, and policymakers; Veterans Service
Organizations; other Federal Agencies (Office of Management and Budget, Department of
Housing and Urban Development (HUD), General Accounting Office); the House and
Senate Veterans Affairs Subcommittees staff; mortgage industry representatives; and
minority and special program representatives. Secondary data sources include documents
from VA, literature, and administrative or survey data from governmental and private
sources.

The study survey of VA home loan borrowers addressed several research topics such as
veterans’ access to the loan program, financial assistance that the program provides,
participants’ views of the application process, and their satisfaction. The VA Loan Survey
population consists of participants in the VA Home Loan Guaranty program who originated a
VA home loan between fiscal years 1999 and 2003. The VA Loan Survey population
consisted of four groups: 1) veterans, 2) active duty military personnel, 3) reservists, and
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Executive Summary

4) borrowers who received default assistance from VA (cured loans). A total of 1,755
responses were received.

Legislative Intent

The program’s intent has evolved from its original conception for transition assistance for
World War Il veterans into the premise that housing assistance is justified for any period of
active service, not just wartime service, because service removes the veteran from civilian
life. In addition, Congress has recognized that VA housing benefit provides incentive value
for the volunteer military. For these reasons, the program has been made permanent, and
benefits have been extended to qualifying members still on active duty, to members serving
in the Selected Reserve, and to certain surviving spouses.

Congress has continually expanded coverage, added features, and sought to maximize the
program’s appeal and utility to veterans. The initial short-term or one-time benefit program
has gradually expanded until it has become a permanent benefit that can be used multiple
times over a lifetime. The program was extended to cover special groups such as those
needing specially adapted living facilities and Native Americans living on trust lands in
recognition that their unique needs should also be served by the program. The definition of a
qualifying “veteran” was expanded to include active servicemembers to support the
volunteer military and, later, members of the Selected Reserve in recognition of growing
active/reserve Total Force mission sharing.

Program Operations

A conclusion of the study is that VA successfully and efficiently operates the VA Home Loan
program to meet legislative requirements for eligibility determination, lender monitoring, and
loss mitigation. Over the past decade, significant consolidation of field operations and
technology advances have decreased full-time equivalent VA administrative staff from about
1,800 to 900. The consolidation resulted in greater consistency and accuracy as well as
reduction in full-time equivalent employees (FTEs). The consolidation of field operations
and technology advances allowed for the 50 percent downsizing of full-time equivalent VA
administrative staff without a decrease in the services being provided or quality.

In fact, dramatic increases in speed of service complement increases in administrative
efficiency. For example, for about half of the borrowers, eligibility determination is made
online in a matter of a few minutes rather than in 2 weeks or several days without the online
access. Improvements in the VA appraisal process have accelerated the appraisal process
by 75 percent. VA notifies lenders electronically within 24 hours that the Government has
received the funding fee, in contrast to the previous time lag of 10 to 12 days.

Administrative costs constitute a relatively small portion—less than 10 percent—of the total
capital and operating costs. The predominant costs are claims costs and other costs
associated with foreclosure and alternatives taken to avoid foreclosure. Each claim costs the
Government about $20,000. However, revenues that VA collects from different sources,
including the funding fee that borrowers pay, property sales, and proceeds from acquired
loans and vendee loans, offset this cost.
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Management of claims losses is effective such that the loan subsidy rate has been virtually
zero for loan cohorts for the past ten years. This means that the program costs the taxpayer
relatively little or no money.

Benefit Outcomes for Veterans

The VA Home Loan program is intended to provide a benefit to veterans for their service to
the country, not to fulfill broad social objectives. In contrast, HUD’s Federal Housing
Administration (FHA) loan program is intended to fulfill social objectives, that is, help low-
income and minority groups gain access to loan markets that they might not have due to low
income or discrimination. The benefit that veterans gain from VA’s Home Loan program
offers several advantages relative to conventional loans or other available alternatives,
including: no down payment; limitations on closing costs; no private mortgage insurance;
easier credit standards to qualify for a loan; default assistance to avoid foreclosure; and
recognition of service to country.

The no down payment and no PMI are unique features of the program and possibly its most
attractive benefits. In contrast, HUD’s loan program requires a three percent down payment
and PMI. While the private sector offers some opportunity for no down payment loans, this
is the exception and not the rule and has offsetting disadvantages such as generally
requiring an excellent credit history and a higher interest rate. Veterans can obtain a loan
without giving a down payment, without having to pay a higher interest rate, and without
having to pay private mortgage insurance. In addition to these benefits, the VA Home Loan
program offers default assistance to veteran borrowers in financial difficulty through a higher
level of service and a greater range of alternatives to avoid foreclosure. Delinquency and
foreclosure rates for VA loans are substantially less than for FHA loans."

Home Ownership

One of the outcomes for the VA Home Loan Guaranty program is that the veteran home
ownership rate exceeds the rate for the general population. Study results reveal that
veteran home ownership rates exceed the general population home ownership rates by 13
percent or more, depending on the year and data source. Home ownership for veterans is
at about 80 percent or higher while for the general population it is about 68 percent.

When controlling for the demographic and socioeconomic composition of the general
population, a veteran household is 5 percent more likely to own a home than a comparable
general household is. Since differences in home ownership rates between the veteran and
general populations are a function of the demographic and socioeconomic makeup of the
two populations, it is appropriate to take the relative demographic and socioeconomic
composition of the two populations into account.

The greatest increases in home ownership for the veteran population occurred between the
end of World War Il and 1960. The VA loan program was instrumental in the increase in
home ownership for veterans. Any additional increases in home ownership in the future are
likely to be only incremental given the current high levels of home ownership.

! The reader is referred to Chapters 2, 5, 6, and 7 for comparison of VA and FHA loans.
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Barriers to home ownership can be grouped into three main categories: liquidity constraints
(e.g., money available for a down payment), lending/borrowing constraints (e.g., strict
mortgage qualifying criteria), and housing affordability. The most frequently mentioned
barrier to home ownership in the literature is a person’s ability to procure the down payment
for a home. Housing affordability is a function of housing prices, household incomes, and
interest rates; when one of these variables changes, it has an effect on the other two
variables. Housing affordability is satisfactory when these three variables are balanced.

Credit constraints and financial uncertainty about the future are barriers to home ownership
among veterans, as well as the general population. However, good credit history is less
important in determining home ownership for veteran households than for non-veteran
households. This suggests that the VA loan program mitigates some of the difficulties that
veteran households with less than perfect credit history would face getting mortgages that
are not VA-backed.

Financial Assistance

A current program goal that VA states for the VA Home Loan Guaranty program is: “Provide
financial assistance to veterans seeking to purchase a home.” The respective performance
measure for the goal is: “At least 80 percent of VA loans are to veterans whose limited
financial resources preclude conventional financing.” Conventional loans are defined as
loans that are not insured or guaranteed by a Government agency (i.e., FHA and VA). Also,
conventional loans are sold on the secondary market if they meet nationally accepted
underwriting criteria established by the national secondary market investors, Fannie Mae
and Freddie Mac.

Analysis of VA Home Loan borrower financial records reveals that the percentage of VA
loan borrowers who could not qualify for a conventional loan is 82 percent for one-time or
first-time users and 76 percent for multiple users. This result meets VA'’s current 80 percent
target for the financial assistance outcome. The percentage not qualified for a conventional
mortgage is based on typical guidelines issued by the secondary market, that is, a 5 percent
down payment or more and an income-to-debt ratio of 36 percent or less. The percentage
of VA loan borrowers who could not qualify for an FHA loan is 61% for one-time users,
based on the requirements of 3% down payment and a maximum debt-to-income ratio of
41%.

VA Home Loan borrowers report that the program provides significant benefits to them. For
example, 88 percent of the survey respondents indicate that the no down payment feature
was an important reason for using the VA Home Loan program. More than three-fourths of
the respondents indicate that they are better off with their VA loan relative to their
alternatives without a VA loan. More than three-fourths of the respondents state that the VA
Home Loan program helped them catch up with their civilian counterpart and readjust to
civilian life after active duty.
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Program Participation and Access

Measures of the utilization of the program further substantiate the value of the program to
veterans. Nearly 60 percent of veterans who have ever obtained a loan to purchase a home,
make home improvements, or refinance a home loan used a VA loan at some point,
according to the 2001 National Survey of Veterans (NSV). The program retained its high
benefit value over the past decades as we observe the same high participation rate for the
youngest borrowers (less than 35 years) to the oldest borrowers (75 years or older).

This high level of utilization confirms that veterans perceive the program as providing a
valuable benefit. Lack of or declining participation in the program would reflect that the
program is offering little or declining benefit value to veterans and servicemembers. Since
the intent of the legislation is to make the benefit available to all veterans and
servicemembers, the level and extent of participation is an important and positive outcome
of the program.

Multiple use of the VA Home Loan program is another indicator of the value and desirability
of the program for veteran borrowers. The legislation gives clear and explicit authority for
multiple use. Multiple use is defined as borrowers reusing their entittement to obtain a
purchase loan, whereas one-time use is defined as not having a previous VA loan.

Approximately one-third of VA loan borrowers are multiple users, although the estimate
varies depending on periods and loan cohorts covered. Multiple users have a favorable
foreclosure rate, which is about 40 percent lower than that of one-time borrowers, and they
pay a higher funding fee. Hence, the cost is significantly less than for first-time borrowers.
Also, the multiple use feature receive the highest satisfaction score compared to other
features of the program.

An important element of VA’s overall strategic plan is to provide an environment that fosters
effective communication of its programs. Hence, the veterans’ and servicemembers’
awareness of the VA Home Loan program is another important outcome or performance of
the program.

The 2001 NSV provides information on the reasons why veterans do not participate in the
VA Home Loan program. On the basis of the 2001 NSV data, 35 percent of the veterans did
not participate because they—

» Were not aware of the program (19%)
» Thought they were not eligible (11%)
» Did not know how to apply for a loan (4%).

In comparison, the 2001 NSV source indicates that 17 percent of veterans are not aware of
VA health care benefits, 35 percent are not aware of life insurance benefits, and 41 percent
are not aware of veterans burial benefits.
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Maximum Loan Amount

An important policy question is whether the maximum VA loan amount has kept pace with
industry and the cost of living. The study found that the loan limit restricts veterans in using
VA loans in high cost areas. The average VA loan amount is higher than non-VA loans in
low-cost Metropolitan Statistical Areas (MSAs) and lower than non-VA loans in high-cost
MSAs. Almost 1 out of 2 survey respondents suggested tying the maximum loan amount to
area home prices.

Lenders and real estate agents in higher cost areas stated that a higher loan limit would
attract higher quality veteran borrowers and increase their portfolio of VA loans. Several
lenders and realtors mentioned the effects of rising housing costs. Veterans may not win
bids in rising housing cost markets because they cannot make up the difference between
the guaranty limit and the owner’s asking price. Industry stakeholders also told the Study
Team that the effective maximum VA loan limit lags behind the ceiling for conventional loans
in the private industry and that they would like to see it indexed similarly to how the FHA
program indexes its loan limit.

Funding Fee

First-time program participants with loans with no down payment are required to pay a
funding fee of 2.2 percent of the loan amount (2.4 percent for reservists) at the time of loan
closing. The funding fee is calculated on the basis of whether the borrower is a veteran,
active duty personnel, surviving spouse, or reservist; the amount of down payment made
(which is not required); loan type; and number of times using their entitiement. The funding
fee is 3.3 percent for multiple users. This fee may be included in the loan and paid from the
loan proceeds. Some program participants are exempt from having to pay the applicable
funding fee, including veterans receiving VA compensation for service-connected
disabilities.

The funding fee was first introduced in 1966, and it was .5 percent of the loan amount.
Changes since then have resulted mostly in increases in the fee. The Study Team
conducted statistical analysis of the effects of historical increases in the funding fee on
program participation and found that funding fee increases adversely affected participation
in the VA Home Loan Guaranty program. More specifically:

» Mortgages originated during years when the funding fee was .5 percent are
18 percent less likely to be VA loans than mortgages originated during the years
when there was no funding fee.

» Mortgages originated during years when the funding fee was 1.0 percent or 1.25
percent are 23 percent less likely to be VA loans than mortgages originated
during the years when there was no funding fee.

» Mortgages originated during years when the funding fee was 1.875 percent or
2.00 percent are 32 percent less likely to be VA loans than mortgages originated
during the years when there was no funding fee.
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Defaults and Foreclosures

VA Loan Guaranty Service (LGY) default data are generally limited to only those defaults
reported by lenders to VA as being seriously late (i.e., more than 105 days late). VA reports
118,426 defaults for Fiscal Year (FY) 1999, 132,147 defaults for FY 1998, and 132,534
defaults for FY 1997. Loans in default at the end of the fiscal year as a percentage of loans
outstanding was 3.85 percent in FY 1999, 4.14 percent in FY 1998, and 4.00 percent in FY
1997. (Default rates for the most recent years are not reported here in order to allow time
for defaults to occur.) The average number of loans outstanding varied from 3.045 million in
FY 2001 to 3.315 million in FY 1997.

HUD’s FHA loan program insures about 18 percent of all mortgage loans on average and
encompasses a riskier set of borrowers than those with conventional loans. FHA borrowers
tend to be younger and more credit constrained than other borrowers. FHA insures the full
amount of selected loans made by private lenders, in contrast to VA loans, which are
guaranteed for only a portion of the loan.

In 1998, the percentage of delinquent FHA loans was between 7 and 8 percent. As of the
second quarter of 2003, that percentage had risen to nearly 13 percent. In contrast, the
percentage of delinquent VA loans was between 6 and 7 percent in 1998 and had only risen
slightly in 2003 to between 7 and 9 percent. Both Government-subsidized loan programs
have much higher loan delinquency rates than those of conventional loans. Conventional
loans had a delinquency rate between 2 and 4 percent in 1998, which had only risen a
fraction of a percentage point by 2003.

In any comparison of VA loan default and foreclosure rates with conventional rates, it must
be recognized that VA loans do not require a down payment, whereas most conventional
loans do. Loans with no down payment are riskier than conventional loans with a down
payment. Additional factors that may affect valid comparisons include income, income-to-
loan ratio, the ratio of original loan to home value, and demographic characteristics.

Defaults and foreclosures are attributable to a number of factors. The leading reason
identified for default and/or foreclosure is loss of or reduced income. Many factors cause
loss or reduction of income, including but not limited to unemployment, underemployment,
change of jobs, change in marital status, and disability.

Some of the individual characteristics found to contribute positively to the probability of a VA
loan being in default included active duty service status. Borrowers who are on active duty
are more likely to default than veterans are. Younger borrowers are also more likely to
default. Those who do not qualify for a conventional mortgage are more likely to default.
Those with high loan-to-value ratios and lower income are also more likely to default.

Default Assistance

A significant proportion of VA loan administrative staff provide assistance to borrowers in
default to help them avoid foreclosure. This can be viewed as an operational issue for the
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Government to minimize foreclosure claims costs, but it provides an important benefit for
borrowers as well when the outcome is avoidance of foreclosure.

A current VA outcome for the VA Home Loan program is: “VA intervention will help veterans
avoid termination of home ownership.” The performance measure of the success of default
interventions currently used by VA LGY is the Foreclosure Avoidance Through Servicing
(FATS) ratio. The FATS ratio is the number of successful interventions plus other
foreclosure avoidance outcomes divided by the number of foreclosures plus the number of
successful interventions and other foreclosure avoidance outcomes for a given year or
month. The corresponding current performance measure is: “Forty-five percent of veterans
who would otherwise face foreclosure will avoid it because of VA intervention activities.”

Significant improvement in the FATS ratio occurred between 1996 and 2003 for all of the
Regional Loan Centers (RLCs) except one. The FATS ratio was 46% in 2003, 43% in 2002,
and less than 40% in earlier years. Explanation for the general improvement relates to the
consolidation of RLCs from 45 to 9 during that period and an improving economy in the most
recent years. The recently implemented policy of rewarding employees with cash awards is
an incentive for better performance as well. Also, regional variations in housing markets and
mortgage laws contribute to differing rates of foreclosure avoidance.

The VA Loan Survey included respondents who received lender or VA default assistance in
cases where foreclosure was avoided. Analysis of the survey responses revealed that
borrowers are more satisfied with the assistance they receive from VA than with the
assistance they receive from the lender. Approximately 13 percent more of the participants
were very satisfied with the assistance provided from VA, compared to those who were
satisfied with lender assistance. A higher percentage (65%) of those who received VA
service are satisfied or very satisfied, compared to those who received lender assistance
(53%).

Satisfaction

Survey respondents graded their level of satisfaction with the VA loan program on a six-
point scale ranging from “very satisfied” (equals 6) to “very dissatisfied” (equals 1).
Satisfaction of the borrowers in the VA Home Loan program is slightly higher than
“satisfied,” that is, the average satisfaction score was 5.06 where 5.0 equals “Satisfied.”
Average satisfaction scores are about the same among the three population groups of
veterans, active duty, and reservists.

All of the average satisfaction ratings for the various program attributes were above 4.0, or
“somewhat satisfied.” The amount of funding fee paid by the borrower to obtain a VA Home
Loan received the lowest score of 4.13. Its score of 4.13 for borrowers was .72 lower than
the second lowest rated attribute, “Service provided by your real estate agent.”

The “Service provided by VA” and “Being able to use your VA loan guaranty benefit to
purchase another home in the future” (i.e., multiple use) are key attributes that contribute
significantly to overall satisfaction. Although the average overall satisfaction score for the
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program was “satisfied,” there is potential for improvement. Increasing “Maximum Amount
of Loan” has the greatest potential to increase overall satisfaction.

Eighty-three percent of the respondents indicate that the VA program makes them feel that
the Nation recognizes their service.

Specialty Programs
Specially Adapted Housing Program

Veterans who have permanent and total disabilities due to military service may be entitled to
a grant for constructing an adapted dwelling or modifying an existing home to meet their
needs. Veterans who receive care at VA medical centers obtain a medical determination; if
eligible, VA Specially Adapted Housing (SAH) office contacts the veterans about the SAH
grant. There are two types of grants available:

» Part| SAH Grant is for disabled veterans who are entitled a wheelchair
accessible home especially adapted for their needs.

» Part Il SAH Grant is for disabled veterans who are entitled to adaptations
because of blindness in both eyes with 5/200 visual acuity or less, or includes the
anatomical loss or loss of use of both hands.

The Veterans Benefits Act of 2003 (December 16, 2003) increased the amounts for the two
types of grants from $48,000 (SAH Type A) and $9,250 (SAH Type B) to their current levels
of $50,000 (SAH Type A) and $10,000 (SHA Type B).

The Study Team conducted a survey to assess the veteran’s awareness of the SAH
program, the adequacy of the maximum grant amounts, and whether having the grant
improved the quality of life of disabled veterans. The Study Team surveyed the entire
population of disabled veterans who received a SAH grant in fiscal year 2002.
Approximately 500 veterans received a SAH grant in 2002.

On the topic of awareness of the program, 31 percent of the survey respondents indicated
that they first learned about the SAH program from a VA office, 26 percent from VA letter
awarding service-connected disability, and 20 percent from Veteran Service Organizations.
Thirty-nine percent learned about SAH more than one year after they received their 100
percent disability rating.

Survey results indicate that the SAH program offers a needed benefit to disabled veterans.
Most participants are satisfied with the program, with 49 percent reporting that they are very
satisfied with the program while 46 percent reported being satisfied. Sixty percent felt that
the grant amount was very adequate, and 29 percent indicated somewhat adequate. We
conclude that the maximum grant amount of $50,000 is generally sufficient to adapt a house
according to the SAH adaptation requirements. Ninety-nine percent of the respondents said
that SAH adaptations improved their quality of life. In addition, 98 percent of the veterans
responded that the adaptations helped them live more independently. These results
indicate a successful program that is exceeding its performance standard for participants.
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Native American Direct Loan Program

VA'’s Direct Home Loan Program (NADL) to Native American Veterans Living on Trust
Lands was established by Congress in 1992 as a 5-year pilot initiative to assist those
veterans in obtaining mortgage financing and home ownership. It has been extended twice
and is currently authorized until 2005.

Since the program’s inception in 1993, only 386 loans have been made. Reasons for not
using the program include: low income; lack of infrastructure; community ownership of land
prevents it from being used as loan collateral; not knowing about the benefit or how to apply;
and using other programs or funding. Native Hawaiians are using the program at a higher
rate because they receive assistance with infrastructure from the Department of Hawaiian
Homelands and the local economy provides incomes that are sufficient to qualify for a loan.

Homeownership among Native Americans living on Trust Lands is about the same as that of
the general population (69 percent), but infrastructure and housing conditions are poor. Low
income among Native Americans is a systemic problem on the largely rural Tribal Lands that
lack an economic base. This problem requires a broad range of interventions that are
beyond VA'’s scope in its NADL program. Other Federal housing programs assist Native
Americans living on Trust Lands, but these programs all face the same barriers. The 2002
report of the Millennium Housing Commission made certain recommendations to Congress
to address the broader systemic housing problems present on tribal lands.

Recommendations
Policy Recommendations
Stakeholder interviews f